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ABEX INC. v. KOLL REAL ESTATE GROUP, INC.
No. 13,462
Courtof Chancery of the State of Delmvare, New Castle
December 22, 1994
Plaintiffs, Wheelabrator Technologies Inc. (WTI) and Abex, Inc.
(Abex), and defendant, Koll Real Estate Group, Inc. (Koll), formerly
comprised a diversified group of industrial companies known as The
Henley Group, Inc. (Henley), which subsequently spun off into three
corporate components: WTI, Koll, and Abex. With each spinoff that
occurred, a tax sharing agreement was executed to determine Henley's
pre-spinoff consolidated tax liability among the post-spinoff entities. As
per the tax sharing agreements, Abex maintained the right to control, in
its "sole discretion," the settlement of any tax disputes that arose relating
to the 1988 tax period. The IRS audited the Henley consolidated group
for the 1988 tax period and objected to Henley's treatment of several
items. Abex and the IRS agreed to settle all tax issues pertaining to the
1988 tax period, except for an issue which arose out of Henley's
unsuccessful attempt to acquire Santa Fe Southern Pacific Corporation
(Santa Fe), and Henley's tax treatment of its basis in the Santa Fe stock
that it purchased and consolidated into a subsidiary which was
subsequently sold. The IRS contended that Henley could not escape
section 1059 of the Internal Revenue Code and enjoy a windfall upon the
disposition of the stock by the expedient of holding the stock in a
subsidiary. Eventually, Abex and the IRS reached a settlement regarding
the Santa Fe tax issue; however, the defendant refused to contribute its
share of the Santa Fe tax obligation. Plaintiffs brought suit alleging that
defendant is liable, by virtue of the tax sharing agreements, to contribute
its share, plus accrued interest to the settlement of the Santa Fe tax
dispute. The defendant argued, in summary, that Abex violated certain
duties owed to it, and therefore it was excused from liability.
The court of chancery, per Vice-Chancellor Jacobs, held that: (1)
the plaintiffs violated no duty of any kind owed to defendant; (2)
defendant was in breach of the tax sharing agreements and had
established no defense that would relieve or excuse it from being held
liable thereunder, and (3) therefore, defendant is liable to the plaintiffs for
its share of the Santa Fe tax settlement in accordance with the tax sharing
agreements.
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168

Delaware, like most jurisdictions, recognizes an implied covenant
that each party to a contract will act with good faith towards the other
with respect to the subject matter of the contract.
2.

Contracts

O

168

Courts will not readily imply a contractual obligation where the
contract expressly addresses the subject of the alleged wrong.
3.

Principal and Agent

C=-

1, 18

Critical to an agency relationship is the power of the principal to
direct and control the agent.
4.

* 1, 18

Principal and Agent

When the existence of an agency relationship is in dispute, the
courts normally will look to the right to control as the critical factor.
5.

C-,

Principal and Agent

19

The burden rests upon the party asserting the existence of an
agency relationship to prove it.
6.

Principal and Agent

C

18

The fact that a person acts in the name of another does not,
without more, make that person an agent. To be an agent, one must have
been appointed by the principal and be subject to the principal's orders.
7.

Corporations

Ct,

1.5(3)

The only purpose and effect of section 1.1502-77(a) of the United
States Treasury Regulations is to make the parent of a consolidated group
the agent of its subsidiaries, as a matter of procedural convenience to the
federal government, so that the IRS will not have to deal with all of the
group's members or inquire into the parent's actual authority to bind
others. It does not in any way supersede or affect the ability of the
members of the group to allocate the ultimate tax liability among
themselves by contract.
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Corporations

C=

1.5(3)

In preparing contracts between itself and a wholly owned
subsidiary in anticipation of a spinoff, a corporate parent owes no
fiduciary duty to the subsidiary. Nor does the fact that two entities once
shared common senior management give rise to any fiduciary duty
running from one entity to the other.
9.

Corporations

!

1.5(3)

Where a parent corporation contracts with its wholly owned
subsidiary, the "entire fairness" mode of analysis is inapplicable. The
only relevant inquiry is whether the contract is in the best interests of the
parent and its shareholders.
10.

Contracts
Corporations

Cm-

168
0=

1.5(3)

Where there exists no "special" relationship of trust, there is no
reason or basis to imply fiduciary duties that would be inconsistent with
duties expressly created under a tax sharing agreement.
11.

Interest

Cm,

39(2.5)

In Delaware, prejudgment interest is awarded as a matter or right
and is to be computed from the date payment is due.
12.

Federal Civil Procedure
C!- 2737.1
Costs
= 5, 171, 194.10, 194.12

Under the American Rule, each party must bear its own litigation
expenses, including attorneys' fees. However, the court has the power to
award attorneys' fees where the party against whom the fees are assessed
has acted, inter alia, in bad faith or vexatiously.
13.

Costs

Ce-

2, 194.44

A determination of "bad faith" is necessarily a fact-intensive
inquiry. Actions by a defendant which necessitate judicial intervention
to secure a clearly defined and established right are evidence of bad faith.
So also are actions by a defendant designed to force an opposing party
to resort to litigation for the purpose of causing unreasonable delay.
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Courts, however, will not find bad faith lightly; to constitute bad faith,
the conduct at issue must rise to a high level of egregiousness.
Michael D. Goldman, Esquire, Stephen C. Norman, Esquire, and Kevin
R. Shannon, Esquire, of Potter Anderson & Corroon, Wilmington,
Delaware; and Jay Cohen, Esquire, of Paul, Weiss, Rifkind, Wharton &
Garrison, New York, New York, of counsel, for plaintiffs.
Allen M. Terrell, Jr., Esquire, and Claudia A. DelGross, Esquire, of
Richards, Layton & Finger, Wilmington, Delaware; and Joseph E.
Thomas, Esquire, and Kathlene W. Lowe, Esquire, of Brobeck, Phleger
& Harrison, Newport Beach, California, of counsel, for defendant.
JACOBS,

Vice-Chancellor

The plaintiffs in this action, Abex, Inc. ("Abex") and Wheelabrator
Technologies Inc. ("WTI"), seek declaratory, specific enforcement, and
damage relief against the defendant, Koll Real Estate Group, Inc.
("Koll"). Specifically, the plaintiffs seek a declaration that (i) Koll is
obligated, by virtue of certain tax sharing agreements, to contribute its
$20,815,000 share of the settlement of a tax disput that was concluded
on March 24, 1994 between the plaintiffs and the United States Internal
Revenue Service ("IRS"), and that (ii) the plaintiffs breached no
fiduciary, contractual, or other duties in concluding that settlement.
Plaintiffs also seek a money judgment for $20,815,000, plus prejudgment
interest and an award of their costs and attorneys fees incurred in
prosecuting this litigation. Koll contests all these claims.
Plaintiffs commenced this action on April 13, 1994. The parties
engaged in expedited discovery, and a trial was held on September 7-12,
1994. This is the decision of the Court, after final hearing and post-trial
briefing, on the merits of this action.
I. THE FACTS
The material facts underlying this controversy are largely
undisputed, but where the facts are contested, they are as found herein.
A.

Background: The 1988. 1989. and 1992 Spinoffs

Until December, 1988, the plaintiffs (Abex and WTI) and the
defendant (Koll) were all part of a diversified group of industrial
companies known as The Henley Group, Inc. ("Henley"). These entities
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or their predecessors formed a consolidated group of companies for
federal income tax purposes during the period May 26, 1986 through
December 31, 1988 (the "1988 Tax Period").
Over the next three years, Henley divided itself into several
different public companies. Henley did that by engaging in a series of
"spinoffs" of assets representing different segments of its business.
Because those spinoffs broke up the consolidated group, Henley could no
longer file a consolidated tax return. Accordingly, it became necessary
to allocate the Henley Group's pre-spinoff consolidated tax liability
among the post-spinoff entities. That was accomplished by a series of
Tax Sharing Agreements that are described in Part I B below.
The first spinoff transaction occurred in December, 1988. Henley
formed, and thus spun off, a new subsidiary called Henley Newco, Inc.
("Newco"). Henley then changed its name to "The Wheelabrator Group
Inc.," and thereafter to "WTI"; and Newco changed its name to The
Henley Group, Inc. ("Henley II"). The result was to allocate Henley's
"refuse to energy" businesses to WTI, and Henley's other businesses to
Henley II.
In 1989, Henley II formed, and spun off, a new subsidiary called
'New Henley." Henley II then changed its name, first to Henley
Properties Inc. ("Properties"), then to the Bolsa Chica Company ("Bolsa
Chica"), and finally (when Bolsa Chica acquired the Koll Real Estate
Group in September, 1993), to Koll. As a result, Henley II's real estate
assets were allocated to Properties (Koll), and its remaining assets were
allocated to New Henley, which changed its name to The Henley Group,
Inc. ("Henley 1I").
In June, 1992, Henley III spun off Abex, allocating to that entity
Henley III's aerospace and automotive businesses, while retaining cash
and investments. To improve the balance sheet of Properties (Koll),
Henley III was merged into one of Properties' (Koll's) subsidiaries.
The end result of this complex sequence of transactions was that
the "The Henley Group Inc." kingdom, like Gaul, became divided into
three parts: WTI (in the 1988 spinoff), Koll (in the 1989 spinoff), and
Abex (in the 1992 spinoff).
B.

The Tax Sharing Agreements

In connection with each spinoff, the parties thereto entered into a
Tax Sharing Agreement. As noted, those Agreements were needed to
allocate the Henley consolidated group's pre-spinoff tax liability among
Henley's post-spinoff corporate components. Those Agreements are now
described. Although the signatories to the Tax Sharing Agreements were
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the predecessors in interest of the parties to this litigation, for clarity of
reference the original contracting parties will be given the names of their
present successors in interest (and current parties litigant): WTI, Abex,
and Koll.
1.

The 1988 Aereement

On December 15, 1988, Henley (WTI) and New Henley (Koll)
entered into an agreement ("the 1988 Agreement") whereby WTI would
pay the first $50 million of any increased tax liability of the consolidated
group for the 1988 Tax Period.' Any increased liability above the first
$50 million (with certain exceptions not relevant here) would be the
responsibility of Koll. Because Koll would have unlimited potential
liability above WTI's $50 million "cap," the 1988 Agreement empowered
Koll to "control and direct the conduct of... any tax audit or inquiry or
any administrative or judicial appeal or other proceeding" relating to the
1988 Tax Period. It further provided that Koll "shall, in its sole
discretion agree to pay, settle or compromise or concede any such claim
or issue with respect to such proceeding which it may control." (PX 1
and IA, § 6.01(b) (emphasis added).
2.

The 1989 Agreement

By a contract dated December 18, 1989 ("the 1989 Agreement"),
Henley II (Koll) and Newco (Henley III) agreed, in anticipation of the
1989 spinoff, to "cap" Koll's previously unlimited obligation to indemnify
WTI (under the 1988 Agreement), at $25 million.
That was
accomplished by Henley III agreeing to indemnify Koll against any
increase in the consolidated group's liability for the 1988 Tax Period
above $25 million, and by Koll agreeing to indemnify Henley III for all
such increases up to $25 million (the limit of its cap).
Thus, Henley III became the party with potentially unlimited
exposure. For that reason, Henley III succeeded to the right - originally
provided to Koll under the 1988 Agreement - to conduct and control,
compromise or settle, in its sole discretion, any audit or tax proceeding
relating to the 1988 Tax Period.2 The only contractual limitation on that

'In 1994, WTI, Koll, and Abex amended the 1988 Agreement to increase WTI's tax
liability from $50 million to $51 million. Those parties also expressly ratified and confirmed
the 1988 Agreement.
2
The 1989 Agreement empowered Henley III to "take any action which [Koll] may take
...pursuant to the [1988 Agreement]... with respect to any contest affecting.a Tax Item of
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discretion was the requirement that Henley III undertake the conduct
and/or settlement of a tax dispute "with the same diligence and care as if
such action pertained to a Tax Item [of a Henley III] Business, and as if
any amount ...

were payable by or to [Henley Hf]."

(PX 2 and 2A,

§ 6.01(a)).
Taken together, the 1988 and 1989 Agreements apportioned the
first $50 million of tax liability (up to WTI's 'cap for the 1988 Tax
Period) to WTI; apportioned the next $25 million (up to Koll's cap) to
Koll; and allocated all liability above $75 million (the combined amount
of WTI's and Koll's caps) to Henley M.
3.

The 1992 Agreement

The third of these Tax Sharing Agreements was entered into
between Henley I and Abex, effective June 10, 1992 (the "1992
Agreement"). Under the 1992 Agreement, Abex stepped into Henley
IH's shoes and assumed Henley I's unlimited potential liability under
the 1989 Agreement for tax increases above $75 million. Because Abex
had become the party having potentially unlimited exposure, the 1992
Agreement provided that "Abex shall succeed to all of the rights and
obligations of [Henley 11] described in Article VI of the [1989
Agreement] relating to the conduct of any audit or other proceedings with
respect to Taxes." (PX 3 and 3A, § 7.01(a)). Abex thereby succeeded
to Henley III's right to conduct, direct, and settle, in its sole discretion,
any tax audit or other tax proceedings relating to the 1988 Tax Period.
In short, by virtue of the 1992 and 1989 Agreements Abex
succeeded to the right, originally given to Koll under the 1988
Agreement, to control, in its "sole discretion," the settlement of any tax
disputes relating to the 1988 Tax Period. Those Agreements did not
require Abex to obtain Koll's or WTI's consent to settle any disputed tax
claim, nor did they entitle WTI or Koll to participate in any tax litigation,
relating to the 1988 Tax Period.3

any such entity or any amount payable or alleged to be payable under such agreements." (PX
2 and 2A, § 6.01(a)(iii)).
'However, as discussed in Part IV B(1), infra, such participation and "prior consent"
rights were conferred upon Koll in connection with tax disputes arising out of Lost-1988 tax
periods.
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The Santa Fe Tax Issue And Its Resolution

In April, 1990, the IRS began a tax audit of the Henley
consolidated group for the 1988 Tax Period. In accordance with the Tax
Sharing Agreements, Henley III handled the audit and responded to the
IRS's requests for information and documents.
After the 1992
Agreement was executed, Abex took over Henley III's role.
The audit was concluded in late 1992, and the IRS objected to
Henley's treatment of several items, including the so-called "Santa Fe tax
issue" described below. In December, 1992, Abex and the IRS agreed to
settle all tax issues for the 1988 Tax Period, except the Santa Fe tax
issue. As a result, WTI and Koll paid approximately $60 million in tax
increases pursuant to the Tax Sharing Agreements. Because that 1993 tax
payment exceeded WTI's $50 million cap, Koll was required to
contribute $7.6 million to that payment, and it did so without objection.
That left unresolved the Santa Fe tax issue. The settlement of that
issue, and the parties' later dispute over Koll's obligation to contribute to
the Santa Fe settlement, is what this litigation is about. Because an
understanding of the nature and settlement of the Santa Fe tax issue is
essential to the resolution of this lawsuit, a somewhat extended discussion
of that topic is required.

The Santa Fe tax issue was a consequence of Henley's unsuccessful
attempt to acquire Santa Fe Southern Pacific Corp. ("Santa Fe") in 1987
and 1988. During 1986 and 1987, Henley subsidiaries purchased 25
million shares (about 15%) of Santa Fe common stock, representing an
approximately $1 billion investment. Those holdings were consolidated
into one subsidiary, Henley Nucorp ("Nucorp"). Henley then launched
a hotly contested proxy fight for control of Santa Fe. In response, Santa
Fe declared an extraordinary dividend of approximately $30 per share,
which resulted in a payment to Nucorp of about $750 million. Nucorp
distributed the entire $750 million to Henley, its parent and sole
shareholder. Ultimately, Henley abandoned its effort to gain control of
Santa Fe, and in the fall of 1988 Henley sold Nucorp (whose sole asset
was the 25 million Santa Fe shares) to Itel Corp.
The tax issue arose out of Henley's tax treatment of its basis in the
Santa Fe stock at the time Henley sold Nucorp to Itel. At the risk of
oversimplifying, under § 1059 of the Internal Revenue Code (the
"Code"), Nucorp's receipt of the extraordinary $750 million dividend
required Nucorp to reduce its basis in its Santa Fe shares from $1 billion
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to $400 million. Henley's later receipt of that $750 million distribution
from Nucorp also required Henley to adjust its basis in Nucorp. Henley
interpreted both the Code and the tax regulations that governed the $750
million distribution from Nucorp to its parent, to require a basis reduction
of only $250 million. Under Henley's interpretation of those provisions,
Henley's basis in Nucorp exceeded Nucorp's basis in its Santa Fe shares
by approximately $350 million.4
Thus, when Henley sold Nucorp in 1988, Henley claimed a basis
of $750 million in Nucorp for tax purposes ($1 billion less $250 million).
That is significant, because if Henley had held the Santa Fe shares
directly rather than through a subsidiary (Nucorp), Henley's tax basis in
those shares would have been $400 million, i.e.- $350 million less. That
$350 million basis difference enabled Henley to record a substantial
capital loss, and thereby to realize a significant tax benefit, on its 1988
tax return. It is that benefit that the IRS challenged.
The IRS contended that Henley could not escape the effect of
§ 1059 of the Code, and thereby enjoy a tax windfall upon the sale of
Nucorp by the expedient of holding its Santa Fe stock in a subsidiary.
Claiming that Henley had misinterpreted § 1059, the IRS sought to
disregard Nucorp for tax purposes on the ground that Nucorp had no
valid reason to exist other than tax avoidance. Accordingly, on
March 18, 1993, the IRS issued a notice of deficiency, claiming that
Henley owed additional taxes of $169 million, plus interest and penalties.
Months earlier, Henley had retained the Washington, D.C. law firm
of Steptoe and Johnson ("Steptoe") to advise it in connection with the
Santa Fe tax issue. In late 1991 and early 1992, Steptoe advised Abex
that it had a strong tax position and that the case had a settlement value
of $65 million.
During 1992 and 1993, Steptoe continued to refine its analysis as
a result of an intensive investigation into the factual support for Abex's
legal theories.
During that process Steptoe became increasingly
comfortable with Abex's tax theories, but at the same time it grew
increasingly less comfortable with the evidentiary support for those
arguments. The nub of Abex's tax position was that Nucorp was the true
owner of the Santa Fe stock and that Nucorp had valid, non-tax-related
business reasons to exist. Unfortunately, however, Steptoe discovered
that significant contemporaneous documentary support for that position

4

Henley took thatposition, even though (i) the Santa Fe stock was Nucorp's sole asset,
and (ii) Nucorp had distributed to Henley the entire $750 million dividend it received in respect
of that stock.
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was lacking.' That, in turn, created doubts as to whether Abex could
prove that Nucorp ever legally "existed" and, in fact, was the owner of
the Santa Fe stock.
During the Spring of 1993, Abex decided to obtain a second legal
opinion concerning its potential exposure arising out of the Santa Fe tax
issue. For that purpose Abex retained Williams & Connolly, another
highly prominent Washington, D.C. firm. Williams & Connolly
conducted its own independent legal and factual investigation, and arrived
at the same conclusion reached earlier by Steptoe: Abex's case was
winnable, but its factual weaknesses posed a significant risk. Both law
firms, as well as Mr. Clifford Dirkes, Abex's Vice President responsible
for tax compliance ("Dirkes"), became quite concerned that if the case
were litigated, the Tax Court might reject Abex's position on the ground
that § 1059 was never intended to permit the tax windfall Henley had
achieved by its highly literal interpretation of the tax regulations.
In June, 1993, Abex filed a petition in the United States Tax Court,
challenging the IRS's $169 million notice of deficiency. The IRS filed
its answer in August, 1993. Shortly thereafter, the matter was referred
to the IRS Administrative Appeals Unit ("Appeals") for settlement
discussions, which began in January, 1994. Several days later the Tax
Court scheduled the trial for June 20, 1994, thereby accelerating the
settlement discussions.
Abex, its counsel, and Mr. Joseph Repetto, the IRS's senior
Appeals conferee in its Boston office, negotiated throughout January and
February, 1994. After the first meeting, Mr. Repetto, a seasoned
negotiator, took a hard line. In a letter to counsel, Mr. Repetto advised
Abex that he was not persuaded by its arguments, and he invited Abex
to make a settlement offer. Steptoe sought authority to offer $30 million,
but Abex was unwilling to authorize an offer above $20 million. The
IRS rejected that offer out of hand. Mr. Repetto then made it clear that
he would accept a settlement figure of no less than $44 million of
additional tax, exclusive of interest. In Mr. Repetto's view, that figure
represented a substantial concession from the government's initial demand
that Abex pay an additional $80 to $85 million in tax to settle the matter.
At this point Steptoe advised Mr. Dirkes that (i) at least $40
million would be needed to settle the case at Mr. Repetto's level and that

'For example, Steptoe was unable to locate adequate bank documentation of "how the
money flowed" in connection with the various stock purchases made by the Henley subsidiaries.
Most troubling, in Steptoe's view, was that the stockholder who had acquired the Santa Fe
shares for the Henley accounts believed that he had been working for Henley, not any of its
subsidiaries.
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(ii) the settlement prospects would only get worse down the road. That
advice prompted Mr. Dirkes to instruct Williams & Connolly to conduct
an independent review of the matter. That was done, and Williams &
Connolly advised Abex that its odds of success were slightly better than
50-50, that any settlement below $35 million should be accepted
immediately, but that it would also recommend a settlement in the $40
to $45 million range. Importantly, Koll's "cap" would be exhausted
under any of these recommended scenarios, because any settlement above
the $30 million level would necessarily yield that result. In later
negotiations Abex attempted, without success, to persuade the IRS to take
less. Ultimately, Abex offered to settle at Mr. Repetto's $44 million
figure which, when interest is included, amounted to an aggregate
settlement of about $72 million.
Abex decided to settle for that amount because its two law firms
had advised it that a settlement in that range would be reasonable and
superior to any compromise likely to be achieved at a later stage.
Counsels' advice was, in turn, based upon their knowledge that Mr.
Repetto was unaware of the factual and evidentiary weaknesses in Abex's
case, and that once the IRS's trial counsel became actively involved they
would quickly uncover those weaknesses. Once that occurred the
government would be in a much stronger position and would likely
demand far more than $44 million to settle the case. Abex's counsel
credibly testified, and I find, that counsel recommended the settlement
based solely on their professional view of the merits and value of the
case, and without regard to how the Tax Sharing Agreements would
ultimately apportion the settlement obligation among Abex, WTI, and
Koll.
Abex and the IRS reached an agreement-in-principle on the
settlement terms on February 23, 1994. However, the definitive
documentation was not completed until March 11, 1994, when a final
Stipulation of Settlement was executed by the government and received
by Steptoe. Because the settlement was not final and binding on
February 23, Abex was concerned that any premature disclosure of the
agreement-in-principle would create a risk of insider trading that would
give Abex no choice but to disclose publicly the settlement terms, even
though they were not yet binding. Because such premature disclosure
might jeopardize the settlement, Abex did not inform Koll or WTI of the
settlement agreement until March 14, 1994 - the first business day after
Abex received the executed formal stipulation from the government.
After its board of directors formally approved the stipulation, Abex
executed and filed it with the Tax Court on March 24, 1994. At that
point the settlement became final.
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Plaintiffs' Attempt to Collect Koll's
Share of the Santa Fe Tax Obligation

Throughout the settlement negotiations, Koll was kept informed of
their progress, and Koll was also told that any settlement would exhaust

the approximately $20 million remaining in its cap. At no time during
its discussions with Abex did Koll ever object to the settlement of the

Santa Fe tax issue, take the position that Abex was required to litigate
that dispute to a conclusion, or contend that Abex was required to obtain
Koll's consent to settle. Nor did Koll ever criticize Abex for its handling
of the Santa Fe matter or accuse Abex of violating any fiduciary or
contractual duties.

To the contrary, upon being informed of the settlement, Koll
acknowledged - and did not dispute - its obligation to contribute its
contracted-for share of the settlement amount. Koll did, however, ask
Abex, and then WTI, to finance the payment of its share. Koll also
issued a press release publicly disclosing its efforts to obtain such
financing. However, Abex and WTI refused to finance Koll's share of
the tax liability. At that point, Koll's Chief Financial Officer, Mr.
Raymond J. Pacini ("Pacini"), told Abex and WTI that unless they agreed
to provide financing, Koll would use the litigation process to obtain, as
a practical matter, the same result.
By letter dated March 29, 1994, WTI formally demanded that Koll
and Abex pay, on or before April 15, 1994, their respective shares of the
Santa Fe settlement tax liability in excess of WTI's cap. WTI's letter
advised that because the tax payment exceeded its (WTI's) cap by
$42,413,155, that amount would have to be contributed by Abex and
Koll. On April 6, 1994, Abex acknowledged its contractual obligation
to indemnify Koll, and on April 15, 1994, Abex paid to WTI its
$21,597,995 share of the settlement obligation.
Koll, however, refused to pay its share. In a letter from Koll's
California counsel to Abex and WTI dated April 11, 1994 - after the
settlement stipulation had been filed with the Tax Court - Koll took the
position that it had no obligation to contribute to the settlement. Koll
claimed that WTI and Abex had breached contractual obligations arising
out of the Tax Sharing Agreements, as well as fiduciary duties Abex
owed while acting as Koll's agent in negotiating the settlement of the
Santa Fe tax issue. Koll asserted that Abex (and WTI) had violated those
duties (i) by settling the tax dispute without obtaining Koll's prior
consent or considering Koll's interests, (ii) by excluding Koll from the
settlement process, and (iii) by denying Koll's attorneys access to Steptoe
and Johnson. This was the first time that Koll had taken these positions.
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On April 13, 1994, plaintiffs Abex and WTI commenced this
action against Koll. Two days later, after receiving Abex's contribution,
WTI paid the IRS $51,374,475, representing WTI's and Abex's combined
share of the settlement obligation. The approximately $20,815,000
balance, which represents Koll's share, remains unpaid, and interest on
that amount continues to accrue at the rate of approximately $150,000 per
month.
II. KOLL'S PRIMA FACIE LIABILITY
The core issue presented is whether Koll is liable, by virtue of the
Tax Sharing Agreements, to contribute its $20,815,000 share, plus
accrued interest, to the settlement of the Santa Fe tax dispute. The plain
language of the Tax Sharing Agreements, and the undisputed facts to
which those Agreements apply, establish beyond question that Koll is
contractually liable to contribute those amounts.
Koll does not seriously contest that proposition. What Koll
contends is that it has established one or more affirmative defenses that
excuse it from being held contractually liable. As a consequence of
Koll's position, the Court's analysis of the parties' legal arguments
divides into two parts. Part II of this Opinion discusses the contract
provisions and the undisputed facts that establish Koll's prima facie
liability. In Part III, infra, the Court identifies and evaluates Koll's
affirmative defense and concludes that they are wholly without merit.

There is no dispute that under the 1988 Agreement (as amended)
and the 1989 and 1992 Agreements, (a) any tax increase for the 1988 Tax
Period must be borne by WTI up to $51 million, (b) any tax increase
above WTI's $51 million "cap" must be borne by Koll up to $25 million,
and (c) any increased tax liability above WTI's and Koll's combined $76
million cap must be borne by Abex. No one disputes that the Tax
Sharing Agreements so provide and Koll's own Annual Report and SEC
filings confirm that Koll shared that understanding of the Agreements.
(aee. ., PX 22, at 25).
It also is undisputed that for the 1988 Tax Period, the settlement
of the Santa Fe tax dispute created an additional tax liability (including
interest and penalties) of $72 million. That liability was to be paid by
the entities comprising the consolidated group of companies formerly
known as The Henley Group - Abex, WTI, and Koll - and was to be
apportioned among those entities in accordance with the Tax Sharing
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Agreements. Thus, WTI owed (and contributed) the balance of its cap
($29.8 million); Koll owed (but did not contribute) the balance of its cap
(approximately $20.8 million), and Abex owed (and contributed) the
balance above those amounts (approximately $21.5 million).
It is further undisputed that the Tax Sharing Agreements gave
Abex the power to negotiate and settle in its "sole discretion" any
proceeding relating to the 1988 Tax Period. That power, as earlier noted,
6
originally resided in Koll by virtue of § 6.01(b) of the 1988 Agreement.
The 1989 Agreement capped Koll's liability at $25 million and
substituted Henley III as the party with potentially unlimited exposure
above the combined WTI-Koll cap.7 And, in the 1992 Agreement, Abex
was substituted for Henley III as the party with the potentially unlimited
liability for any tax increase, and accordingly, Abex acquired the
authority, in its sole discretion, to settle any claim for additional taxes for
the 1988 Tax Period.!
Applied to the undisputed facts, those provisions clearly establish
Koll's prima facie contractual obligation to contribute the balance of its
"cap" towards the additional tax obligation flowing from the Santa Fe tax
issue settlement. Therefore, unless Koll has established one or more
affirmative defenses that would excuse it from liability, Koll is liable to
the plaintiffs for that amount. Because Koll claims that it has established
such defenses, it is necessary for the Court to address them. To that
subject the remainder of this Opinion is primarily devoted.

6

Section 6.01(b) provided that Koll:
[s]hall, in its sole discretion, control and direct the conduct of... any tax
audit or inquiry or any administrative or judicial appeal or other proceeding
regarding any Tax Return or the payment of any Tax by the Old Henley
Affiliated Group ... Koll shall, in its sole discretion, agree to pay, settle,
compromise or concede any such claim or issue arising with respect to any
proceeding which it may control pursuant to this paragraph.
(PX IA, § 6.01(b)).
7
Under the 1989 Agreement, Henley III became the party empowered to:
[T]ake any action.., which [Koll] may take... pursuant to the [1988 Tax
Sharing Agreement]... with respect to any contest affecting a Tax Item of
any such entity or any amount payable or alleged to be payable under such
agreements ....
(PX 2A, § 6.01(a)(iii)).
'Section 7.01 of the 1992 Agreement provided that
For all taxable periods or portions thereof ending on or before December 3 1,
1988, Abex shall succeed to all of the rights and obligations of [Henley III]
described in Article VI of the [1989 Tax Sharing Agreement] relating to the
conduct of any audit or other proceedings with respect to Taxes ....
(PX 3A, § 7.01(a)).
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III. KOLL'S AFFIRMATIVE DEFENSES
A.

Koll's Position Summarized

Koll has interposed a plethora of defenses that (it claims) excuse
it from liability altogether or, at a minimum, preclude this Court from
awarding money damages (as opposed to declaratory) relief. Koll's
defenses take on a variety of different forms, but at their core is the
argument that in the course of negotiating and concluding the settlement
of the Santa Fe tax dispute, Abex violated certain duties owed to Koll.
Because Koll's position is presented in somewhat diffuse fashion, it is not
easily summarized. However, as best as I can discern, Koll contends that
Abex violated three primary duties: (1) a duty to disclose to, and consult
with, Koll regarding the status of the settlement of the tax dispute and
any proposed course of action; (2) a duty not to conclude a settlement
without Koll's prior consent; and (3) alternatively (i.e. assuming Koll's
prior consent was not required), a duty not to settle except on terms
consistent with Koll's interests, which (Koll says) were either to litigate
the tax claim to a conclusion or to settle that claim on terms that would
require no payment by Koll until after 1995.
These duties are claimed to flow from one or more of the
following sources: (a) the express terms of the Tax Sharing Agreements,
(b) Abex's implied obligation to perform those Agreements in good faith,
(c) Abex's status as Koll's agent, and (d) Abex's status as Koll's
fiduciary. Koll also urges that these and other claimed breaches of duty
establish the defense of unclean hands that bars the plaintiffs from relief
in equity.
Alternatively, Koll argues that even if it is found contractually
liable, this Court may grant only declaratory relief, because the amount
of Koll's tax liability is disputed and the Tax Sharing Agreements require
that such disputes be resolved by arbitration. Finally, Koll argues that the
plaintiffs have not established their entitlement to either prejudgment
interest or an award of attorneys' fees and expenses.
The plaintiffs vigorously dispute Koll's position. Plaintiffs contend
that Abex was neither Koll's agent nor its fiduciary, that the relationship
between these parties was purely commercial and defined solely by
contract, and that none of the "duties" Koll asserts find expression in (and
in many cases are expressly negated by) the Tax Sharing Agreements.
Plaintiffs also argue that to the extent they owed express or implied
contractual duties to Koll, they fully discharged those duties, and engaged
in no inequitable conduct. Finally, the plaintiffs argue that Koll has
refused to honor its contractual obligations, and has asserted its
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affirmative defenses in bad faith. For that reason, plaintiffs claim that
Koll should be precluded from relying upon the arbitration remedy as a
defense and should be required to pay plaintiffs' attorneys' fees.
Because Koll's liability depends entirely on the validity of its
affirmative defenses, I now address them. In Part III B of this Opinion,
I consider Koll's contractual arguments and find that Abex violated no
contractual duty, express or implied. In Part III C, I address Koll's
contention that Abex violated duties it owed as Koll's agent and
fiduciary, and conclude that Abex violated no such duties because it was
neither an agent nor a fiduciary of Koll. In Part III D, I consider - and
reject - Koll's affirmative defense of unclean hands. Finally, in Part IV,
I consider the appropriate remedy, including whether the money damage
issue must be arbitrated and whether Koll should be required to pay the
plaintiffs' attorneys fees and expenses. All those issues are resolved in
favor of the plaintiffs.
B.

Koll's Breach-of-Contract Defenses
1.

Preliminary

Any discussion of Koll's contractual defenses must begin by
recognizing that they rest upon propositions that are nowhere expressed
in, and in many cases are negated by, the Tax Sharing Agreements. In
essence, Abex is accused of violating its contract obligations by settling
the Santa Fe dispute without having first consulted with Koll or obtained
its prior consent. However, the pertinent Agreements expressly conferred
upon Abex the right "in its sole discretion," to settle, and to "control and
direct the conduct" of "any proceeding" relating to the 1988 Tax Period.
(PX IA, § 6.01(b); PX 3A, § 7.01(a)). Koll does not dispute that the
Agreements so provide (Koll Br. at 5), and it concedes that the
Agreements do not expressly require Abex to consult with Koll or obtain
Koll's consent before settling any such proceeding with respect to the
1988 Tax Period.
That concession is dispositively critical, because the Agreements
do expressly confer such prior consultation and veto rights upon Koll
with respect to post-1988 Tax periods. Section 6.01(b) of the 1989
Agreement provides, with respect to such periods, that:
Henley [III] shall (i) provide [Koll] and its counsel with
copies of all correspondence, notices and other documents
received by Henley [III] in connection with any such audit,
inquiry, appeal or other proceeding; (ii) permit [Koll] and its
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counsel to review any materials to be submitted by Henley
[M-] to any government or taxing authority in connection
with such audit, inquiry, appeal or proceeding; (iii) consult
with [Koll] and its counsel regarding any position that [Koll]
intends to take regarding any issue raised during the course
of any such audit, inquiry, appeal or other proceeding; and
(iv) afford [Koll] and its counsel the right to participate in
the conduct of any such audit, inquiry, appeal or other
proceeding, including, without limitation, the right to
participate in conferences with tax authorities.
(PX 2A, § 6.01(b)).
And § 7.01(b) of the 1992 Agreement states, with respect to post1988 periods, that:
Notwithstanding anything to the contrary herein, Henley
[M] shall not pay, settle, compromise or concede, and shall
cause not to be paid, settled, compromised or conceded...
any claim ... that would adjust any Tax Item of the Abex
Businesses, for which Abex could be held liable under
Article V hereof, without the express written consent of
Abex (which shall not be unreasonably withheld).
(PX 3A, § 7.01(b)).
Thus, the parties to the Tax Sharing Agreements (a) expressly
intended to - and did - confer participation and consent rights upon
Koll for post-1988 tax period, but (b) did not intend to confer such rights
for the 1988 Tax Period - the only period in dispute here. The clear
and inescapable conclusion is that the contracting parties did not agree to
require Abex to consult with Koll, or allow Koll to participate in the tax
proceedings, or to obtain Koll's prior consent, as a condition to settling
the Santa Fe tax dispute.
Koll insists, nonetheless, that even though such duties find no
expression in specific contract language, they are derivable and should be
implied from other provisions of the Agreements (specifically, the socalled "diligence and care" and "duty of cooperation" clauses), as well as
from the implied covenant of good faith and fair dealing. For the reasons
now discussed, that argument has no merit whatsoever.
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The "Diligence and Care" and
"Duly of Cooperation" Argument

Koll attempts to derive a contractual duty from § 6.01(a) of the
1989 Agreement, which provides that:
[Abex] shall undertake any such action which affects a Tax
Item of or amount payable by or to any entity other than [an
Abex business] ... with the same diligence and care as if

such action pertained to a Tax Item [of an Abex business],
and as if any amount which might be payable by or to any
entity other than [an Abex" business] with respect to such
contest were payable by or to [Abex].
(PX 2 and 2A, § 6.01(a)).
According to Koll, the quoted language required Abex to evaluate
any potential settlement "as though it were Koll." By failing to consider
Koll's interests - which were either not to settle at all or to settle under
circumstances that would require no payment before 1995 (so the
argument goes) - Abex breached that contractual duty.
The problem with Koll's argument is that it is ipse dixit. Nothing
in the quoted contract language requires Abex to assess any potential
settlement from Koll's unique perspective. All the contract requires is
that Abex evaluate the settlement as if Abex would be responsible for the
entire payment. Expressed in terms of this case, in deciding whether to
settle the Santa Fe tax dispute, Abex was obligated to exercise the same

degree of care and prudence it would employ if it were paying the entire
$72 million tax payment out of its own pocket.
The record
overwhelmingly demonstrates, and I conclude, that Abex did precisely
that.
The IRS had claimed a tax deficiency of $169 million, exclusive
of interest and penalties. Abex settled that tax claim for $44 million.

Abex agreed to that settlement on the advice of its two highly expert law
firms, and even then only after hard arm's-length bargaining.

Tax

counsel had advised Abex that while they felt comfortable with Abex's
legal theory, they were concerned that the facts required to support it
could not be proved. Counsel were also concerned, and advised Abex,
that the Tax Court might reject Abex's technical position because it
would result in a tax windfall that violated the intent of the very tax
regulations upon which Abex was relying. Counsel also advised Abex
that at least $40 million would be needed to settle the case at the Appeals
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conference level, and that once the government uncovered the factual
weaknesses in Abex's case, the settlement value would go up from there.
Against its counsel's advice, Abex made an initial settlement offer
of $20 million, which the government rejected out of hand. Ultimately,
both firms recommended a settlement at any level below $50 million, and
attorneys from both of Abex's law firms persuasively testified that they
recommended that $44 million settlement as reasonable. There is no
credible evidence to the contrary. Plaintiffs' trial counsel also testified,
and the evidence is uncontroverted, that in recommending that
compromise, counsel based their professional evaluation of the issue
solely upon the provable merits of Abex's position, and they did not
consider the fact that WTI and Koll would also be contributing to the
settlement.
Koll next asserts that Abex violated the "cooperation" clause of the
Agreements, which pertinently states:
[Koll] and [Abex] will ... provide each other with such
cooperation and information as either of them reasonably
may request of the other ... in conducting any audit or
other proceeding in respect of Taxes.
(PX 2A, § 6.02). Koll argues that Abex breached its "duty of
cooperation" by denying its counsel access to Steptoe and by failing to
keep Koll informed on the details of the settlement negotiations.
That argument is fatally flawed. It has no merit legally, because
the "cooperation clause" on its face runs in favor of the party conducting
the audit or the litigation - here, Abex. Koll offers no cogent argument
to show why (as it contends), the duty ran the opposite way.
The argument has no merit factually, because even if Abex owed
a duty of cooperation to Koll, that duty was fully observed. The record
is replete with undisputed evidence that Abex's representatives had
numerous meetings and discussions with Koll's representatives, including
Koll's lawyers and auditors, to update them on the status of the
settlement negotiations. A partner of Koll's accounting firm, Deloitte &
Touche, testified that he never asked for any information from Abex that
was not provided. Koll was able to point to only one contrary instance,
in February, 1994, when a Koll representative asked Abex if he could
speak to Steptoe and was told to wait a few weeks. That conversation
took place during a highly critical point in the settlement negotiations,
when Abex was sensitive to the need to avoid public disclosure of the
settlement until it had become finalized. It is undisputed that Koll had
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never asked before, and never asked again, for access to Steptoe, nor did
it ever ask to speak with Abex's other law firm, Williams & Connolly.
I conclude that Abex violated no duty arising under any express
term of the Tax Sharing Agreements.
3.

The Implied "Good Faith" Obligation

Unable to establish a violation of express contractual duty, Koll
next contends that by failing to consult with Koll and obtain its prior
consent to the settlement, Abex violated its implied duty to perform the
Tax Sharing Agreements in good faith. That argument also has no legal
or factual support.
[1-2] Koll claims that Abex violated an implied obligation to act in good
faith by not considering how the Santa Fe settlement would impact Koll's
interest. The short answer is that no such duty existed. Delaware, like
most jurisdictions, recognizes an implied covenant that each party to a
contract will act with good faith towards the other with respect to the
subject matter of the contract. Katz v. Oak Industries, Inc.. Del. Ch., 508
A.2d 873, 880 (1986). However, courts will not readily imply a
contractual obligation where the contract expressly addresses the subject
of the alleged wrong. Elliott Assocs., L.P. v. Bio-Response, Inc., Del.
Ch., C.A. No. 10624, Berger, V.C.. mem. op., at 12 (May 23, 1989);
Shenandoah Life Ins. Co. v. Valero Energy Corp.. Del. Ch., C.A. No.
9032, Allen, C., mem. op., at 21-22 (June 21, 1988); cf. Williams Natural
Gas Company v. Amoco Production Company, Del. Ch., C.A. No. 11040,
Jacobs, V.C., mem. op., at 19 (April 16, 1991). Here, the Agreements
expressly required only that Abex evaluate the settlement as if it would
be paying the entire amount. The Agreements did not require Abex to
consider Koll's idiosyncratic interests; on the contrary, they gave Abex
the "sole discretion" to settle. The Court will not rewrite the parties'
agreement by implying a duty that the parties themselves expressly
contracted not to create.
Second, Koll contends that Abex violated its implied duty of good
faith by breaching its "duty of candor," in particular, by not keeping Koll
apprised of the true status of the settlement negotiations, and thereby
misleading Koll to believe that the case would be litigated to a
conclusion. That argument has no record support.
As early as May, 1993, Abex advised Koll of the possibility that
the matter could be settled, and that a reasonable settlement would be in
a range of $60 to $70 million, including interest. That information was
consistent with what Koll's auditor had communicated to Mr. Pacini a
few months earlier. In November, 1993, Abex informed Koll that a
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reasonable settlement amount would be in the range of $40 million in
additional tax, that the case would be referred to the IRS Appeals Unit
for settlement discussions in December, 1993 or January, 1994, and that
any settlement would likely exhaust Koll's cap. At that time Abex
informed Koll that it intended to settle if a settlement could be reached
When settlement negotiations began, Abex
on reasonable terms.
immediately informed Koll, and after the Tax Court had set a trial date,
Abex's Mr. Dirkes told Koll's Mr. Pacini that the negotiations were
"accelerating."
Finally, when the settlement negotiations reached a critical stage,
Mr. Dirkes informed both Mr. Pacini and Koll's tax counsel that although
he could not share specific details about the amounts under discussion
because of securities law concerns, he could confirm that the amounts
In response to that
being discussed would exhaust Koll's cap.
information Koll, assisted by its auditors, drafted language for inclusion
in its Form 10-K to reflect that the balance of its $25 million tax sharing
liability would likely come due in 1994. Koll did not dispute its
prospective tax liability or in any way complain of how Abex was
handling the matter.
Thus, Koll's suggestion that Abex misled it into believing that the
case would be litigated to a conclusion is belied by the uncontroverted
record.9
Finally, Koll argues that Abex breached its duty of candor when
Mr. Dirkes, in a February 23, 1994, telephone conversation with Koll's
counsel, Mr. Bolding, did not disclose that an agreement-in-principle had
been reached with the IRS. The record does not establish that that
telephone conversation took place on or after February 23, 1994, and on
cross examination Mr. Bolding conceded that he had no independent
recollection of when the call occurred. Even if the call did take place on
or after February 23, that fact establishes no violation of duty, because
Abex was not contractually required to tell Koll of the agreement-inprinciple the moment it occurred. In addition, Abex had valid reasons

9Koll complains that Abex did not disclose all "the details" ofAbex's communications
with its attorneys at Steptoe. Abex had no contractual duty to do so. The Agreements afforded
Koll consultation and participation rights only for post-1988 tax periods.
Of the same piece is Koll's claim that Abex violated its implied good faith duty by
failing to disclose that Abex had settled the Santa Fe tax case solely on the basis of Abex's
own financial concerns. The short answer is that that argument restates, in different form,
Koll's previously-rejected contention that Abex was obligated to decide whether or not to settle
solely from the standpoint of Koll's best interests. Moreover, the uncontrovcrted record
establishes that Abex agreed to the settlement in reliance upon the advice of its counsel, and
because the settlement terms were reasonable in the circumstances.
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(concern about preventing insider trading) for not doing so, and it did
inform Koll and WTI of the settlement the next business day after it
received the finalized stipulation. Koll's present position that it should
have been told earlier is wholly inconsistent with its pre-litigation
reaction when it did learn of the settlement; Koll did not object to the
settlement and it requested financing to pay its share.
C.

Koll's Agency and Fiduciary Defenses

Apart from its contractual arguments, Koll also contends that Abex
was required to obtain Koll's prior consent to the settlement by virtue of
its independent status as Koll's agent or fiduciary. That argument must
be rejected because Abex was neither an agent nor a fiduciary of Koll.
1.

The Claimed Agency Relationship

[3-5] Critical to an agency relationship is the power of the principal to
direct and control the agent. Billops v. Mageness Constr. Co., Del. Supr.,
391 A.2d 196, 197-8 (1978); Meese v. Miller, App. Div. 4th Dept., 436
N.Y.S. 2d 496, 499 (1981); RESTATEMENT (SECOND) OF AGENCY § 14
(1958). When the existence of an agency relationship is in dispute, the
courts normally will look to the right to control as the critical factor.
Maritime Ventures Int'l, Inc v. Caribbean Trading & Fidelity, Ltd..
S.D.N.Y., 689 F. Supp. 1340, 1353 (1988). The burden rests upon the
party asserting the existence of an agency relationship to prove it.
Facciolo v. State Division of Revenue, Del. Supr., 358 A.2d 880, 881
(1976).
Nothing in the Tax Sharing Agreements or in the parties' conduct
establishes any agreement by Abex to be Koll's agent or in any way to
be subject to Koll's control. To the contrary, (i) the Agreements establish
the opposite intent, (ii) the parties' course of dealing shows that Koll
never considered Abex to be its agent with respect to the 1988 Tax
Period, and (iii) there is no evidence that Koll ever attempted to exercise
any control over Abex. That, in my view, disposes of Koll's agency
argument.
Nonetheless, Koll insists, and proffers various reasons why, an
agency relationship should be deemed to have arisen. First, Koll
contends that Abex implicitly agreed to act as Koll's attorney-in-fact, by
virtue of a provision in the Tax Sharing Agreements that required Abex
to execute and deliver any power of attorney that Koll requested.
However, there is no evidence that Koll ever requested Abex to execute
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or deliver a written power of attorney, and it is undisputed that none was
ever given.
Second, Koll argues that Abex's right to exercise "sole discretion"
was constrained by other provisions of the Agreements that (Koll says)
implicitly empowered Koll to control and direct Abex. One such
provision is said to be the "cooperation clause," but, as previously found,
the duty of cooperation runs in favor of the party controlling the tax audit
or proceeding. See Part I B(2), sura For the 1988 Tax Period (the
only period relevant here), the party to whom that duty was owed was
Abex, not Koll.
Third, Koll relies upon the "diligence and care" provision.
However, as previously found, that clause required only that in exercising
its sole discretion, Abex act prudently and make decisions regarding the
conduct or settlement of any tax dispute as if it would be bearing all the
financial consequences of those decisions. Id. Abex did that.
[6]
Fourth, Koll points to a Tax Sharing Agreements provision that
required Abex to act on behalf of the consolidated group's members
(including Koll and WTI) in responding to any tax audit and related
litigation. (PX 1A,§ 6.01(b); PX 2A, § 6.01(a)(iii); PX 3A, § 7.01(a)).
But the fact that a person acts in the name of another does not, without
more, make that person an agent. To be an agent, one must have been
appointed by the principal and be subject to the principal's order.
RESTATEMENT (SECOND) OF AGENCY §§ 1 and 14. Neither this nor any
other provision of the Agreements makes Abex subject to Koll's orders.
Finally, Koll argues that, independent of the Tax Sharing
Agreements, an agency relationship was created by § 1.1502-77(a) of the
United States Treasury Regulations, which pertinently states that:

[t]he common parent ... shall be the sole agent for each
subsidiary in the group, duly authorized to act in its own
name in all matters relating to the tax liability for the
consolidated return year. ... No subsidiary shall have
authority to act for or to represent itself in any such matter.
[7]
Koll is wrong. The only purpose and effect of that Regulation is
to make the parent of a consolidated group the agent of its subsidiaries,
as a matter of procedural convenience to the federal government, so that
the IRS will not have to deal with all of the group's members or inquire
into the parent's actual authority to bind the others. In re Bob Richards
Chrysler-Plymouth Corp, 9th Cir., 473 F.2d 262, 265, cert. denied 412
U.S. 919 (1973); Capital Bancshares, Inc. v. Federal Deposit Ins. Co.. 5th
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Cir., 957 F.2d 203, 207, (1992). The Regulation does not create or
impose an agency relationship between the parent and the other members
of a consolidated group for any other purpose. Jump v. Manchester Life
& Cas. Mgt. Corp.. 8th Cir., 579 F.2d 449, 452, (1978). Most important,
and as Koll admits,'0 the Regulation does not in any way supersede or
affect the ability of the members of the group to allocate the ultimate tax
liability among themselves by contract. Bob Richards, 473 F.2d at 264;
see also In Re Franklin Says. Corp. 159 B.R. 9, 29 (Bankr. D. Kan.
1993).
The Regulation cannot, therefore, be a basis to imply an agency
relationship between Abex and Koll that contravenes or supersedes the
express terms of the Tax Sharing Agreements.
2.

The Claimed Fiduciary Relationship

Next, Koll argues that even if Abex's unfettered power to control
the conduct and settlement of 1988 Tax Period-related proceedings did
not create an agency relationship, it did make Abex a fiduciary of Koll.
As a result, Koll argues, Abex assumed fiduciary obligations, including
the duty to obtain Koll's prior consent to settle the Santa Fe tax case.
This argument fails as a matter of law because Abex's contractual right
to control the tax litigation did not make Abex Koll's fiduciary. The
contractually-created relationship between Abex and Koll was akin to that
of insurer and insured, not to that of fiduciary and beneficiary.
In Corrado Bros. Inc. v. Twin City Fire Ins. Co., Del. Supr., 562
A.2d 1188, 1192 (1989), an insurer sued its insured to recover a
retrospective premium as a workmen's compensation insurance policy.
The insured argued that it did not lawfully owe the retrospective
premium, which was based upon a settlement that the insurer had
concluded without the insured's prior consent. The insurance contract
(like the Tax Sharing Agreements here) expressly gave the insurer the
sole authority to settle any claim without the prior consent or
participation of the insured. Despite that, the insured argued that the
insurer had a fiduciary duty to obtain the insured's consent to settle,
because the amount the insurer had committed to pay in settlement would
ultimately have to be paid by the insured in the form of a retrospective
premium adjustment.

'°Koll admits that the Regulation does not purport to regulate the relationship of the
members of the consolidated group inter sese and that the "group's members are... free to
allocate the potential tax deficiencies... among themselves, as that issue is not addressed in
the Internal Revenue Code and is therefore governed by state law." (Def. Br. at 11).
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Rejecting that argument, the Supreme Court held that while the
exclusive contractual power to settle a claim imposed upon the insurer a

duty to demonstrate that its settlement decision was reasonable and in
good faith, that power did not make the insurer a fiduciary or impose a
fiduciary obligation to obtain the insured's prior consent to the settlement:
The concept of a fiduciary relationship, which derives from

the law of trusts, is more aptly applied in legal relationships
where the interests of the fiduciary and the beneficiary

incline toward a common goal and in which the fiduciary is
required to pursue solely the interests of the beneficiary in
the property. ... The relationship of insurer and insured,

however, arises contractually with each party reserving
certain rights under the contract, the resolution of which

often leads to litigation. Thus, the settlement of a claim
may benefit the insurer to the extent that it eliminates or
reduces the cost of contesting the claim through litigation.
The settlement may, however, prejudice the interests of the
insured to the extent that settlement may result in an

increase in future premiums or represent a tacit admission of
liability. This expected clash of interests is clearly not
compatible with the concept of a fiduciary.

562 A.2d at 1192 (citation omitted). That reasoning, and result, apply
equally here."

Like the insurance contract in Corrado Bros., the Tax Sharing
Agreements here did not require Abex to "pursue solely the interests" of
Koll. Id. (emphasis added). Quite the contrary, the Agreements
recognize that Abex's and Koll's interests were inherently in conflict, and
were specifically designed to manage those conflicts, all of which arose
out of the parties' differing economic and financial interests."2 The

"Koll cites New York decisions to support its position that New York law controls and
compels a finding that Abex was a fiduciary. Koll is mistaken. The contracts that grant Abex
sole discretion and establish the rights and duties of the parties with respect to the 1988 Tax
Period are the 1988 and 1989 Agreements, both of which contain Delaware choice of law
provisions. Koll's reliance upon the 1992 Agreement (which contains a New York choice of
law provision) is misplaced, because that Agreement merely assigned to Abex Henley Il's
rights and duties, all of which arose out of the 1988 and 1989 Agreements. (Henley IIIlater
became a subsidiary of Koll, but was not a subsidiary at the time of the 1992 Agreement.)
Accordingly, the fiduciary issue is controlled by Delaware law.
"Accordingly, Koll should not have been surprised that when it became necessary for
Abex to negotiate with the IRS over the Santa Fe tax matter, Koll and Abex had identifiably
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parties' contractual arrangement, by its very nature, lacks the essential
elements of a fiduciary relationship and is antithetical to it. 3 Abex's
contractual power to control exclusively 1988 Tax Period proceedings
was never intended to create a fiduciary relationship that would require
Abex to obtain Koll's prior consent to the Santa Fe tax settlement. Under
Corrado Bros., that power and the parties' divergent interests would, at
most, have imposed upon Abex the obligation to demonstrate that its
settlement decision was reasonable and made in good faith. As
previously found, Abex has so demonstrated.
[8]
Koll also argues that Abex should be deemed Koll's fiduciary,
because Abex's management (which until 1993 was common to both
Abex and Koll) drafted all three Agreements and "unilaterally imposed"
them on Koll. That contention is dispositively answered by Anadarko
Petroleum Corp. v. Panhandle Eastern Corp. Del. Supr., 545 A.2d 1171
(1988), which holds that in preparing contracts between itself and a
wholly owned subsidiary in anticipation of a spinoff, a corporate parent
owes no fiduciary duty to the subsidiary. Id. at 1174-77. Nor did the
fact that Koll and Abex once shared common senior management give
rise to any fiduciary duty. Management did owe fiduciary duties to both
entities, but the duties owed by management did not give rise to a
fiduciary duty running from one entity (Abex) to the other (Koll).
Conceptually, those two categories of duties are separate and distinct. 4
[9]
Equally unpersuasive is Koll's argument that a fiduciary obligation
should be implied under the law governing relationships between parent
and subsidiary corporations. Factually, that argument goes nowhere
because Abex was not Koll's parent at the time of the alleged fiduciary

distinct interests regarding the outcome of those negotiations. Because Koll lacked liquidity
and desired to utilize its resources to complete the development of its real estate projects, Koll's
interest was (i) for Abex to litigate fully the Santa Fe tax case and postpone any obligation of
Koll to contribute to a settlement until after 1995, and (ii) failing that, to settle for an amount
that would require little or no contribution by Koll. By contrast, because of its potentially
unlimited exposure to tax liability above the combined WTI/Koll "cap," Abex's interest was
(i) to settle as soon as possible to minimize that exposure, particularly by avoiding a trial that
would expose the weaknesses of its case, and (ii) to settle at a level that would minimize
Abex's contribution, even though the result might be a settlement that would exhaust Koll's
(and WTI's) "cap."

"Thus, the Tax Sharing Agreements established a contractual relationship under which
Abex assumed potentially unlimited liability for tax assessments stemming from the 1988 Tax
Period, while Koll's liability was limited to $25 million. In return, Koll gave to Abex the
authority to exercise its "sole discretion" in matters arising out of the 1988 Tax Period.
"The argument is also factually irrelevant, because the conduct claimed to constitute
the breach of duty--the settlement of the Santa Fe tax dispute--occurred long after the Abex
officers who implemented that decision had resigned their positions at Koll.
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breach, yiz, the settlement with the IRS. Legally, the contention is
incorrect because neither Abex nor its predecessors owed any fiduciary
duty to Koll or its predecessors at the time the Tax Sharing Agreements
were entered into. Where a parent corporation contracts with its wholly
owned subsidiary (as occurred here), the "entire fairness" mode of
analysis is inapplicable. Under Anadarko, the only relevant inquiry is
whether the contract is in the best interests of the parent and its
shareholders. 545 A.2d at 1197.
[10] Finally, Koll argues that its reliance upon Abex to resolve the
Santa Fe tax issue justifies imposing fiduciary duties upon Abex in favor
of Koll. But Koll presents no law, fact, or reason why that should be so.
Koll was advised throughout by highly competent and independent tax
counsel and tax advisors (Deloitte & Touche), who reviewed the Santa
Fe tax issues with Abex on an ongoing basis. Legally, Koll and Abex
had only a commercial relationship, arising out of contract, which was at
arm's-length and involved no element of confidentiality or joint
undertaking. Where (as here) there exists no "special" relationship of
trust, there is no reason or basis to imply fiduciary duties that would be
inconsistent with duties expressly created under the Tax Sharing
Agreements. See McMahon v. New Castle Associates, Del. Ch., 532
A.2d 601, 605 (1987).

Because Abex was neither Koll's agent or fiduciary, it owed no
duties to Koll other than those arising from the Tax Sharing Agreements,
all of which Abex fully discharged.
D.

The Unclean Hands Defense

Lastly, Koll argues that Abex engaged in inequitable conduct
amounting to "unclean hands" that bars it from obtaining relief in equity.
That conduct is said to include (i) the decision to allocate $25 million of
the potential tax liability to Koll, (ii) Abex's demand that Koll pay its
share of the settlement when it "knew" that Koll would be unable to write
a $21 million check because of liquidity problems, and (iii) Abex's
inducing Koll to relinquish a "put option" in August, 1993, by
representing that Koll would not be expected to contribute to any tax
settlement until at least 1995, if ever. (Def. Br. at 29-32.) None of these
arguments has the slightest merit.
Koll's first argument has no legal or evidentiary support. As
previously noted, the decision to cap Koll's liability at $25 million was
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made when Koll was part of the Henley consolidated group.
Accordingly, Anadarko precludes the "fairness" inquiry upon which that
argument rests. Moreover, Koll cites no evidence that the allocation to
it of the $25 million tax liability was unfair. Any fairness inquiry would
have to review the overall allocation of assets and liabilities to Koll in all
three spinoff transactions. Those transactions resulted in Koll receiving
significant assets, and relief from other liabilities, of the consolidated
group. Koll's current management were aware of Koll's principal assets
and liabilities when they assumed control in 1993, and did not complain
of the allocation at that time. Only now that the time has arrived for
Koll to pay one of those liabilities does Koll claim that the allocation is
unfair. A most telling commentary on Koll's position is that Koll seeks
to divest itself of only one of its allocated liabilities, yet does not offer
to give up any of the significant assets or other benefits it also received.
Nor is there support for Koll's argument that Abex "knew" that
Koll would be unable to write a check for $21 million. Even if that were
true, Koll offers no reasoned explanation of why Abex's attempt to
collect a lawful debt is "inequitable." Moreover, at no time before the
settlement did Koll ever claim that it could not pay its contractually
obligated share; indeed, Koll always carried a reserve on its books for the
entire $25 million potential liability. Koll's 1993 annual report discloses
that it had more cash on hand in December 1993 than during each of the
previous four years. And in a letter to the Court dated April 20, 1994,
Koll's counsel specifically represented that Koll had sufficient funds on
hand to pay the $20.8 million obligation.
Finally, no facts support Koll's argument that it agreed to terminate
its "put option" in August, 1993, in reliance upon Abex's
misrepresentation that Koll would not be required to contribute to any
settlement before 1995. Abex made no such representation. At trial, Mr.
Pacini conceded that the termination of the option was negotiated at
arm's length, in exchange for a cash payment to Koll of $3 million plus
the cancellation of $500,000 of Koll's indebtedness to Abex. Even
though he knew that Abex could settle the tax case at any time, Mr.
Pacini recommended that deal to Koll's board of directors because he
believed that it would serve Koll's best interests.
IV. ISSUES RELATING TO REMEDY
The foregoing determinations lead inexorably to the declaratory
relief that plaintiffs request. The plaintiffs have established, and the
Court determines and declares, that: (1) the plaintiffs violated no duty of
any kind owed to Koll; (2) Koll is in breach of the Tax Sharing
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Agreements and has established no defense that would relieve or excuse
it from. being held liable thereunder, and (3) therefore, Koll is liable to
the plaintiffs for its shares of the Santa Fe tax settlement in accordance
with the Tax Sharing Agreements."5
That determination does not, however, end the matter, because the
plaintiffs also seek a money judgment against Koll in the amount of
$20,815,000, plus prejudgment interest and an award of their litigation
costs, including attorneys' fees. Koll opposes these requests, insisting
that the Tax Sharing Agreements require that any disputes over the
specific amount of its liability be resolved in arbitration, and that no
justification has shown to award prejudgment interest or attorneys' fees.
These colliding positions raise the following questions: (1) Must
the amount of the plaintiffs' recovery be submitted to arbitration or can
it be determined in this action? (2) Are plaintiffs' entitled to prejudgment
interest? and. (3) Are plaintiffs' entitled to a discretionary award of
attorneys' fees? The answers, and my reasoning, are now set forth.
A.

The Arbitration Issue

Koll takes the position that this Court can neither determine nor
enter a money judgment for the specific amount owed by Koll, because
the Tax Sharing Agreements require that disputes as to "accounting
matters" be submitted to a "nationally recognized public accounting firm"
for arbitration. (PX 1 and IA, § 8.03; PX 2 and 2A, § 7.03).
Plaintiffs proffer various reasons why Koll is not entitled to
arbitrate the specific amount of its liability, including that the arbitration
provision does not apply and that Koll has waived its right to seek
arbitration. I need not consider these arguments, however, because the
record clearly establishes that (i) there is no "dispute" regarding the
amount of Koll's liability that requires resolution, and (ii) Koll is
attempting to contrive a dispute as a pretext to invoke the contractual
arbitration remedy for the sole purpose of delaying a judicial
determination of its clear contractual obligation.
Because it is undisputed that the Santa Fe tax settlement would
exhaust the cap on Koll's contractual liability for the 1988 Tax Period,
'5Koll also argues that because WTI has not yet paid Koll's $20.8 million share of the
tax liability to the IRS, no contractual obligation has yet "matured." There is no basis in fact
or law for that argument. Nothing in the Agreements, or in any authority cited by Koll, makes
payment by WTI or Abex of Koll's share a condition precedent to the maturing of Koll's
contractual obligation. Koll's contractual liability has accrued, and if it remains unpaid the IRS
will seek to recover the amount due. In every legal and practical sense, Koll's liability matured
on April 15, 1994.
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the only arguable issue relating to the "amount" of Koll's liability
concerns the balance remaining in its cap. But no bona fide dispute
exists concerning that issue.
Beginning in the fall of 1993, Abex periodically sent to Koll
memoranda showing that the balance of Koll's cap had been calculated
at $20,815,000. The latest memorandum was dated March 18, 1994. In
the past if Mr. Pacini reviewed Abex's cap calculations and found an
error, he would bring the error to Abex's attention and it would be
corrected. However, at no time after reviewing the March 18, 1994 cap
computation did Mr. Pacini or anyone else at Abex challenge the cap
calculation, request documentary "backup" for it, or seek an informal
resolution consistent with past practice. On the contrary, after Koll's
counsel sent its April, 1994 letter to Abex denying liability (which caused
Abex to file this lawsuit), Mr. Pacini submitted to this Court an affidavit
attesting that Abex had "not completed [its] review of the alleged $20.8
million calculation." The clear implication was that this calculation was
disputed and that Koll was making a bona fide effort to ascertain the
correct number.
Mr. Pacini's trial testimony proved that affidavit to be false, or, at
best, misleading. When asked if he disputed the $20.8 million figure,
Mr. Pacini would not answer in the affirmative, stating only that "I think
we need more time to review it." (Pacini Tr. 388-89.) However, when
pressed, Mr. Pacini admitted that he did not know one way or the other
whether the cap calculation was right or wrong (id.), that he had made a
deliberate choice not to find out (id. at 389) and that he had specifically
declined to agree to Abex's calculation in the hope of forcing an
arbitration (id. at 386), which, he hoped, would begin after the conclusion
of this litigation. (d. at 387.)
The record clearly shows that there is no bona fide dispute as to
the amount owed by Koll. Rather, Koll is attempting to contrive a
dispute as a pretext to invoke the arbitration procedure in order to delay
payment of its clear contractual obligation. That Koll has never initiated
arbitration is further evidence (if any were needed) that Koll has raised
the arbitration defense in bad faith and as part of a broader strategy of
causing delay by forcing the plaintiffs to resort to litigation to enforce a
clear contractual right. See Part IV C, infra.
Koll will not be heard to advance the arbitration defense in bad
faith. Accordingly, a money judgment will also be entered in favor of
plaintiffs, and against Koll, in the amount of $20,815,000.
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B.

Prejudgment Interest

[11] In Delaware, prejudgment interest is awarded as a matter or right
and is to be computed from the date payment is due. Citadel Holding
Corp. v. Roven, Del. Supr., 603 A.2d 818, 826 (1992). Here, it is
undisputed that Koll's payment was due April 15, 1994, and that since
then interest has accrued on the $20,815,000 debt. The IRS will claim
and receive - interest from April 15, 1994 to the date of payment.
Just as Koll is obligated to pay the $20,815,000, so also it would be
liable to pay any interest due on its share at the rate required under
federal law.
Accordingly, Abex shall be entitled, as part of its money judgment
against Koll, to prejudgment interest beginning as of April 15, 1994, at
the rate required to be paid to the IRS under applicable federal law. 6
C.

Plaintiff's Entitlement to Attorneys' Fees

[12-13]
The final question is whether the plaintiffs are entitled to an
award of attorneys' fees. For the following reasons, I conclude that they
are.
Under the American Rule, each party must bear its own litigation
expenses, including attorneys' fees. Tandvcrafts. Inc. v. Initio Partners,
Del. Supr., 562 A.2d 1162, 1164 (1989). However, this Court has the
power to award attorneys' fees where the party against whom the fees are
assessed has acted, inter alia, in bad faith or vexatiously. Judge v. City
of Rehoboth Beach Del. Ch., C.A. No. 1613, Chandler, V.C., mem. op.
at 4 (April 29, 1994). A determination of "bad faith" is necessarily a
fact-intensive inquiry. Actions by a defendant which necessitate judicial
intervention to secure a clearly defined and established right, are evidence
of bad faith. Id. So also are actions by a defendant designed to force an
opposing party to resort to litigation for the purpose of causing
unreasonable delay. Inlet Assoc. v. Harrison Inn Inlet Inc., Md. App.,
596 A.2d 1049, 1056 (1991)(citing Roadway Exp.. Inc. v. Piper 447
U.S. 752, 766 (1980)). Courts, however, will not find bad faith lightly:

'6It is unclear whether the interest calculation set forth in PX 252 is based upon the
applicable federal interest rate. If it is, then thejudgment will embody that calculation. In any
event, Kol:'s objection to that calculation is rejected as amounting to unsupported post-trial
criticism of the accuracy ofplaintiffs' calculation, which should have been advanced at the trial
and supported by evidence introduced at that time. Had that been done, the plaintiffs would
have had the opportunity to respond and develop an appropriate record.
Koll's other objections to prejudgment interest are based on the already-rejected
premise that the dispute as to amount must be arbitrated. See Part IV A., su
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to constitute bad faith the conduct at issue must rise to a "high level of
egregiousness." u . at 4.
The record here compels the conclusion that Koll has acted in bad
faith and vexatiously. This is not a case where a defendant resists a
contractual liability on grounds as to which reasonable men could differ.
On the contrary, Koll explicitly recognized and acknowledged that it was
contractually obligated to pay its share of the 1988 Tax Period liability,
and it never contended otherwise until after its efforts to finance that
obligation had failed. Only at that point, for the first time, did Koll
contest liability, threaten litigation, and force plaintiffs to prosecute this
action and litigate defenses that had no factual or legal merit. Koll
admits that it did this in order to delay payment of its contract obligation,
which would be the functional equivalent of obtaining the financing that
plaintiffs had refused.
A finding of bad faith is inferable from Koll's conduct alone.
However, any lingering doubts on that score are removed by the trial
testimony of Mr. Pacini, Koll's Chief Financial Officer:
Q.

And in fact, didn't you tell Mr. Meister [of Abex] in your
conversations with him that Abex should finance Koll
because if Abex didn't, you would achieve the same result
by litigating the case?

A.

I don't know that those were my exact words.

Q.

Something along those lines?

A.

I told them our lawyers were analyzing the agreements.

Q.

Didn't you tell him that you would use the litigation to
finance this obligation? Yes or no?

A.

I don't recall.

Q.

Why don't you look at 217 of your deposition.

BY MR. COHEN:
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Q.

Beginning at line fifteen on 217, did I ask you these
questions and did you give these answers on May 16th,
1994:
"Question: Did you ever tell Mr. Meister that he, Abex,
should finance Koll because if it didn't, litigation would be
lengthy and, in effect, the delay inherent in litigation would
amount to a financing?
"Answer: I may have said something along those lines.
"Question: You did say something along those lines, didn't
you?
"Answer: Yeah. I was suggesting to him that it would be
better to negotiate a financing and it would save everybody
the time and expense of litigation. I mean, that's "Question: What you told Mr. Meister in March was that by
litigation, you would achieve the same result as a financing;
correct?"Answer: I don't remember if those were the words I used,
but it may have been along those lines.
"Question: That was the substance of what you said to him;
correct?
"Answer: (No audible response.)
"Question: You have to say 'yes.'
"Answer: Yes."

That was true. Wasn't it Mr. Pacini?
A.

Yes.

Q.

In fact, at the time, you told Mr. Underberg, Abex's general
counsel, the same thing, that you would use the litigation to force
Abex to finance Koll's payment obligation. Isn't that so?
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A.

I may have said something along those lines.

Q.

Why don't you look at page 389 of your deposition.
Second volume, 389, beginning at line seven. Question: let me ask, did I ask you these questions and did you give
these answers under oath on May 17th, 1994:
"Question: Did you tell Mr. Underberg at any time prior to
April 15th, 1994, that: "The litigation would give Koll
breathing room to pursue its development plans without
paying its tax obligation and force Abex to finance its
payment obligation?
"Answer:

Again, those are not my exact words, but

something along those lines.
"Question: The substance of that is correct, right?
"Answer: yes."
And that's what you said. Right Mr. Pacini?
A.

Yes.

Q.

And that was true. Correct?

Q.

Yes.

(Pacini Tr. at 369-72).
Our legal system places the highest value upon a citizen's right .of
access to the courts to resolve legitimate legal grievances. Because
judicial actions that might chill the free exercise of that right are
disfavored, attorneys' fee awards on bad faith grounds are rarely granted.
On the other hand, where a party, for no legally valid reason, refuses to
honor a clear legal obligation and forces the institution of litigation for
the sole purpose of causing delay, such behavior threatens to bring our
legal system into disrepute. In such a case, no court should countenance
that conduct or hesitate to employ remedies designed to deter it. Koll's
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conduct in this case rises to the "high level of egregiousness" required for
the Court to order it to pay the reasonable counsel fees and expenses it
forced plaintiffs to incur in prosecuting this otherwise needless litigation.
Accordingly, plaintiffs are entitled to an award of their reasonable
counsel fees and expenses, in an amount to be determined after the entry
of judgment. 7

Counsel shall confer upon and submit an appropriate form of Final
Order and Judgment.

iN RE BAXTER INTERNATIONAL INC.
SHAREHOLDERS LITIGATION
No. 13,130 (Consolidated)
Courtof Chancery of the State of Delmvare, New Castle
March 7, 1995
Following a corporation's suspension from receiving government
contracts due to employee misconduct, plaintiff-stockholders brought a
derivative suit against officers and directors of the corporation, alleging:
(1) breach of their fiduciary duty to exercise reasonable care in oversight
and supervision of corporate affairs, and (2) excessive compensation of
certain officers. Plaintffs claimed that a demand on the directors would
have been futile because: the directors were liable for breach of their
fiduciary duties, the directors were biased toward one another, and the
officers received higher compensation as a result of the wrongful conduct.
Defendants moved to dismiss for failure to plead with particularity
reasons for not demanding action by the directors.

"It must be emphasized that the Court's criticism of Koll's conduct, and its
adjudication of bad faith, is directed only to Koll, not to its counsel. Plaintiffs make no claim,
and there is no evidence, that Koll's law firms had an improper motive or purpose in
discharging their professional responsibility to defend their client's position in this action, and
nothing in this Opinion should be so construed.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 20

The court of chancery, per Vice-Chancellor Balick, held that
plaintiffs' complaint was conclusory and did not state a cause of action
because it did not include anything specific about the alleged wrongful
conduct which suggested that the directors must have known about it.
Defendants' motion to dismiss was granted.
1.

!

Corporations

206(4)

Where directors are sued derivatively because they have failed to
do something (such as a failure to oversee subordinates), demand should
not be excused automatically in the absence of allegations demonstrating
why the board is incapable of considering a demand. DEL. CH. CT. R.
23.1.
2.

Corporations

Cm:

206(4), 211(5)

In a stockholder derivative suit, for a demand on the directors to
be excused as futile, the court must determine whether the particularized
factual allegations of a derivative stockholder complaint create a
reasonable doubt that, as of the time the complaint was filed, the board
of directors could have properly exercised its independent and
disinterested business judgement in responding to the demand.
3.

!

Corporations

206(4)

Directors who are sued for failure to oversee subordinates have a
disabling interest when the potential for liability is not a mere threat but
instead may rise to a substantial likelihood.
4.

Pretrial Procedure

C

675, 682

The court may take judicial notice of the certificate of
incorporation in deciding a motion to dismiss. DEL. CH. CT. R. 23.1.
5.

Corporations

Cm

211(5)

When the certificate of incorporation exempts directors from
liability, the risk of liability does not disable them from considering a
demand fairly unless particularized pleading permits the court to conclude
that there is a substantial likelihood that the conduct falls outside the
exemption. DEL. CODE ANN. tit. 8, § 102(b)(7) (1991 & Supp. 1994);
DEL. CH. CT.

R. 23.1.
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(m

Corporations

310(2)

Directors are entitled to rely on the honesty and integrity of their
subordinates until something occurs to put them on suspicion that
something is wrong. DEL. CODE ANN. tit. 8, § 141(e) (1991 & Supp.
1994).
7.

m 310(2)

Corporations

A director may not be liable for failure to prevent employee
wrongdoing unless the director ignores obvious signs of danger of
wrongdoing. DEL. CODE ANN. tit. 8, § 141(e) (1991 & Supp. 1994).
8.

Corporations
Pleading
Pretrial Procedure

!

w 211(6)
345
= 626, 644

In a stockholder derivative suit against officers and directors of a
corporation whose employees allegedly engaged in wrongful conduct, a
complaint which alleges that a demand on the directors would be futile
because: (1) the directors are liable for breach of their fiduciary duties;
(2) the directors are biased toward one another as a result of business and
personal relationships; and (3) the officers received higher compensation
as a result of the wrongful conduct, but the complaint does not include
anything specific about the alleged wrongful conduct which suggests that
the directors must have known about it, such a complaint is conclusory
and does not state a cause of action. DEL. CH. CT. R. 23.1.
Joseph A. Rosenthal, Esquire, and Norman M. Monhait, Esquire, of
Rosenthal, Monhait, Gross & Goddess, P.A., Wilmington, Delaware;
Steven G. Schulman, Esquire, of Milberg Weiss Bershad Hynes &
Lerach, New York, New York, of counsel; Robert M. Roseman, Esquire,
and Debra M. Kahn, Esquire, of Spector & Roseman, P.C., Philadelphia,
Pennsylvania, of counsel; and Marvin A. Miller, Esquire, of Miller
Faucher Chertow Cafferty & Wexler, Chicago, Illinois, of counsel, for
plaintiffs.
Jesse A. Finkelstein, Esquire, of Richards, Layton & Finger, Wilmington,
Delaware; and David F. Graham, Esquire, and Roger F. Lewis, Esquire,
of Sidley & Austin, Chicago, Illinois, of counsel, for defendant Baxter
International, Inc.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 20

Rodman Ward, Jr., Esquire, and John G. Day, Esquire, of Skadden, Arps,
Slate, Meagher & Flom, Wilmington, Delaware, for the individual
defendants.
BALICK, Vice-Chancellor
These are consolidated stockholder derivative actions. Defendants
moved to dismiss for failure to plead with particularity reasons for not
demanding action by the directors, as required by Rule 23.1.

1
The identical complaints were filed following the public
announcement of allegations of wrongdoing by Baxter International, Inc.
("Baxter"). The complaint names eighteen individual defendants. Of the
seventeen directors, two are current officers and one is a former officer.
The remaining defendant is an officer but not a director.
The following is a summary of the factual allegations in the
complaint: Baxter, a major seller of medical supplies with more than
61,300 employees, agreed to provide products at preferred prices to the
Veterans Administration ("VA"). Beginning in 1990, Baxter employees
embarked on a scheme to systematically overcharge the VA. The scheme
was effectuated by a memo circulated to Baxter sales representatives,
regional managers, and zone vice-presidents urging them to appear "to
play the procurement game." The Department of Veterans Affairs began
investigating allegations that Baxter sales representatives were providing
false information to VA purchasing agents. In February 1991, the VA
Inspector General's Office informed Baxter of the investigation. In
March 1991, VA and Baxter officials met to discuss the charges. In
April 1991, Baxter sent a letter informing the VA that corrective
measures had been taken. In June 1992, the VA discovered that the
practice was continuing. In August 1993, the VA announced that it
proposed to suspend Baxter from receiving any new government contracts
and to debar the two defendants who are officers as well as directors
from competing for or being awarded government contracts.
The complaint alleges that defendants violated their fiduciary duty
to exercise reasonable care in the oversight and supervision of Baxter's
corporate affairs and management as follows:
Defendants knew, were reckless or grossly negligent in
causing or failing to prevent Baxter sales representatives
from misrepresenting to VA purchasing agents that many
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products were available at a preferred price under an
existing contract, when, in fact, they were not; or they
knowingly, recklessly or with gross negligence failed to
ascertain and avert such misconduct. Defendants thereby
caused or permitted violations of federal rules and
regulations.
The complaint also alleges that three defendants received excessive
compensation. However, plaintiffs point out that this allegation is not
meant to be an independent claim of corporate waste. Rather, plaintiffs
will seek as part of the remedy that those defendants be required to return
compensation received while they were violating their fiduciary duties.
The complaint alleges that demand on the directors would be futile
for three reasons: the directors are liable for breach of their fiduciary
duties, they are biased toward one another as a result of business and
personal relationships, and the officers received higher compensation as
a result of the wrongful conduct. Defendants persuasively argue that the
allegations going to the latter two reasons are insufficient and, moreover,
do not apply to a majority of the board. Aronson v. Lewis Del. Supr.,
473 A.2d 805, 815 n.8 (1984). Plaintiffs have not answered these
arguments and, in effect, concede the point by arguing only that the risk
of liability disables the directors from responding to a demand fairly. I
will therefore limit my discussion to that issue.
II
[1-3] The Supreme Court has recently adapted the standard for
determining whether demand is excused to cases involving claims that do
not challenge directors' exercise of business judgment. Rales v.
Blasband, Del. Supr., 634 A.2d 927 (1993). For example,
where directors are sued derivatively because they have
failed to do something (such as a failure to oversee
subordinates), demand should not be excused automatically
in the absence of allegations demonstrating why the board
is incapable of considering a demand. Indeed, requiring
demand in such circumstances is consistent with the board's
managerial prerogatives because it permits the board to have
the opportunity to take action where it has not previously
considered doing so.
Id. at 934 n.9.
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In such a situation, it is appropriate to examine
whether the board that would be addressing the demand can
impartially consider its merits without being influenced by
improper considerations. Thus, a court must determine
whether or not the particularized factual allegations of a
derivative stockholder complaint create a reasonable doubt
that, as of the time the complaint is filed, the board of
directors could have properly exercised its independent and
disinterested business judgment in responding to a demand.
If the derivative plaintiff satisfies this burden, then demand
will be excused as futile.
Id. at 934.
Directors who are sued for failure to oversee subordinates have a
disabling interest when "the potential for liability is not 'a mere threat'
but instead may rise to a 'substantial likelihood."' Id. at 936.
III
Defendants argue that there is not a substantial likelihood of
[4]
liability because the certificate of incorporation exempts directors from
liability for the conduct alleged in the complaint. The court may take
judicial notice of the certificate in deciding a motion to dismiss. In Re
Wheelabrater Technologies Inc. Shareholders Litigation. Del. Ch., C.A.
No. 11495, Jacobs, V.C. (Sept. 1, 1992). Baxter has supplied the court
with a certified copy of its restated certificate of incorporation, filed with
the Secretary of State on April 16, 1992. The certificate includes the
following provision:
To the fullest extent permitted by the General Corporation
Law of Delaware as the same exists or may hereafter be
amended, a director of the corporation shall not be liable to
the corporation or its stockholders for monetary damages for
breach of fiduciary duty as a director.
The General Corporation Law provides that a certificate of
incorporation may contain a provision
eliminating or limiting the personal liability of a director to
the corporation or its stockholders for monetary damages for
breach of fiduciary duty as a director, provided that such
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provision shall not eliminate or limit the liability of a
director: (i) For any breach of the director's duty of loyalty
to the corporation or its stockholders; (ii) for acts or
omissions not in good faith or which involve intentional
misconduct or a knowing violation of law; (iii) under § 174
of this title; or (iv) for any transaction from which the
director derived an improper personal benefit. No such
provision shall eliminate or limit the liability of a director
for any act or omission occurring prior to the date when
such provision becomes effective ...
8 Del. C. § 102 (b)(7).
Since a plaintiff must plead with particularity reasons why demand
should be excused, when a reason is that the directors are disabled by the
risk of liability, the claim for relief against the directors must also be pled
with particularity. Although a short and plain statement showing that the
pleader is entitled to relief is normally sufficient to state a claim, it does
not satisfy the requirement of pleading more than a mere threat of
liability. The court could not conclude that there is a substantial
likelihood of liability from the face of a complaint unless the claim is
pled with sufficient particularity to permit the court to reasonably reach
the required conclusion.
[5]
When the certificate of incorporation exempts directors from
liability, the risk of liability does not disable them from considering a
demand fairly unless particularized pleading permits the court to conclude
that there is a substantial likelihood that their conduct falls outside the
exemption. Plaintiffs claim that the directors failed to prevent employee
conduct that caused the corporation to be suspended from receiving new
government contracts. However, the complaint does not claim bad faith,
intentional misconduct, knowing violation of law, or any other conduct
for which the directors may be liable. Cf. Kahn v. Roberts Del. Ch.,
C.A. No. 12,324, Hartnett, V.C. (Feb. 28, 1994), Mem. Op. at 19;
Freedman v. Citicor, No. 24708/92, (N.Y. Sup. Ct. May 17, 1993), Slip
Op. at 8, aff'd, No. 50882 (N.Y. App. Div. March 3, 1994). Since the
complaint alleges that the employees embarked on their scheme in 1990,
the question becomes whether there is a substantial likelihood of liability
for conduct occurring before the effective date of the restated certificate
of incorporation, April 16, 1992. 8 Del. C. § 103 (d).
[6-7] In Graham v. Allis-Chalmers Manufacturing Company Del. Supr.,
188 A.2d 125 (1963), the directors of a large corporation were charged
with failing to prevent employees from violating anti-trust laws. The
court pointed out that "directors are entitled to rely on the honesty and
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integrity of their subordinates until something occurs to put them on
suspicion that something is wrong." Id.at 130. The court stated that a
director may not be liable for failure to prevent employee wrongdoing
unless the director ignores "obvious danger signs of employee
wrongdoing." Id.at 130. Plaintiff has not pled with particularity that the
directors ignored obvious danger signs of employee wrongdoing. Rather,
plaintiff's claim is premised on a presumption that employee wrongdoing
would not occur if directors performed their duty properly. Plaintiffs'
position is inconsistent with Graham.
Plaintiffs cite Miller v. Schreyer, 606 N.Y.S.2d 642 (N.Y. App.
Div. 1994), in support of their position. In Schreyer. the plaintiff claimed
that the directors failed to prevent employees from pursuing an illegal
securities scheme. The court ruled that the complaint adequately pled
reasons why demand should be excused. However, the court did not use
the standard stated in Rales. Applying Delaware law before Rales, the
court in Schreyer did not require a substantial likelihood of liability, but
rather ruled that no demand is necessary if the complaint alleges "acts for
which a majority of the directors may be liable .... ." Schreyer 606
N.Y.S.2d at 644. Schrever is also factually distinguishable from this
case. The court in Schreyer accepted the plaintiff's allegation that the
magnitude of the transactions, the long duration of the practice, and the
means by which the scheme was carried out were "circumstances that
should have come to the attention of senior managerial supervisors and
arouse suspicion at the highest levels of the corporation." Id. at 643.
Thus, the court in effect concluded that there were obvious danger signs
of employee wrongdoing.
[8]
The claim of director culpability in this case is conclusory. The
complaint does not include anything specific about the alleged scheme
suggesting that the directors must have known of it. Assuming that the
directors were aware of the VA's investigation, without a specific
allegation to that effect, the last event alleged before the proposed
suspension was the letter of April 1991 stating that corrective measures
had been taken. Assuming, further, that the improper practice continued,
without an allegation that wrongdoing was admitted or proven, the
complaint does not plead with particularity what obvious danger signs
were ignored or what additional measures the directors should have taken.
I cannot conclude from the face of the complaint that this is a rare case
where the circumstances are so egregious that there is a substantial
likelihood of liability. Aronson, 473 A.2d at 815.

