Unreported Cases

INTRODUCTION

UNREPORTED CASES is a continuing feature of THE
DELAWARE JOURNAL OF CORPORATE LAW. All unreported cases of
a corporate nature that have not been published by a reporter
system will be included. The court's opinions are printed in their
entirety, exactly as received.
To expedite the attorney's research, all cases are headnoted
according to the National Reporter key number classification
system.* Indices are provided for case names, statutes construed,
rules of court, and key number and classifications for this issue.

'The National Reporter key number classification system is used with the permission
of the West Publishing Co., St. Paul, Minnesota 55102.
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BYRNE v. LORD
No. 14,040
BYRNE v. PACE AMERICAN GROUP, INC.
No. 14,215
Courtof Chancery of the State of Delmare,Sussex
June 5, 1995
The defendant, Pace American Group, Inc., in Byrne v. Pace
American Group, Inc., and the defendants in Byrne v. Lord, which
include Pace, Hartley Lord, Ronald G. Aller, Frank Gray, Paul
Oppenheimer and Mauricio Madero, all moved for an order dismissing
both actions. In the alternative, they moved for an action to stay Byrne
v. Pace American Group, Inc. pending the outcome of Byrne v. Lord.
The defendants argued that the actions should be dismissed because the
plaintiffs abused the judicial process. The plaintiffs are a group of Pace
shareholders who filed these actions in support of their effort to remove
Pace's directors. Plaintiffs filed Byrne v. Lord to protest the validity of
stock options issued by the directors during the plaintiffs' consent
solicitation which ultimately failed. Plaintiffs filed Byrne v. Pace
American Group, Inc. seeking an order requiring Pace to hold a
stockholders meeting and to invalidate the options. Defendants argue that
plaintiffs abused the judicial process through inequitable conduct which
therefore renders their hands unclean.
The court of chancery, per Vice-Chancellor Chandler, denied the
defendants' motions to dismiss both actions and stay or dismiss the
second action. The court held that the motions to dismiss were converted
into motions for summary judgment when defendants submitted evidence
in favor of their motions to dismiss pursuant to Chancery Court Rule
12(b). The court stated that the plaintiffs should have an opportunity to
develop the record before a ruling on the summary judgment motion
could be made.
1.

Pleading

m

34(1), 34(3)

On a motion to dismiss, the chancery court accepts all well-pleaded
allegations in the complaint as true.
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183

By submitting evidence in support of their motion to dismiss,
defendants converted it into a motion for summary judgment. DEL. CH.
CT. R. 12(b).
3.

Judgment

t

185(l)

The party opposing a summary judgment motion may have an
opportunity to develop the record before a ruling on the motion. DEL. CH.
CT. R. 56(f).
Norman M. Monhait, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware, for plaintiffs.
Grove C. Brown, Esquire, of Morris, James, Hitchens & Williams,
Wilmington, Delaware, for defendants.
Irving Morris, Esquire, of Morris and Morris, Wilmington, Delaware, for
defendants.
CHANDLER, Vice-Chancellor
Pace American Group, Inc. ("Pace"), the defendant in Byrne v.
Pace American Group, Inc. C.A. No. 14215, and Pace and Hartley Lord,
Ronald G. Aller, Frank Gray, Paul Oppenheimer and Mauricio Madero
(collectively the "Defendants"), the defendants in Byrne v. Lord. C.A.
No. 14040, move for an order dismissing both actions or staying C.A.
No. 14215 .pending the outcome of C.A. No. 14040. Defendants request
dismissal in both actions because Plaintiffs have abused the judicial
process. For the reasons given below, I deny Defendants' motions in
both actions.
Plaintiffs, a group of Pace shareholders, have filed two actions in
this Court as part of an effort to remove Pace's directors from office.
Plaintiffs began a consent solicitation to remove the directors prior to
coming to court. During the course of the consent solicitation, Plaintiffs
discovered that the board of directors of Pace had issued stock options to
Pace's directors and officers, as well as key employees and consultants.
As a result of these options, Pace had recently issued 4.8 million new
shares of common stock. On February 17, 1995, Plaintiffs filed C.A. No.
14040, which challenges the validity of the options. Plaintiffs allege that
the directors issued these options in response to Plaintiffs' campaign to

1995]

UNREPORTED CASES

1053

oust them from office. Plaintiffs sought expedited treatment of their
claims in hopes of adjudicating the validity of the options prior to the
completion of their consent solicitation, which was to occur on March 10,
1995. These claims were not expedited and are still pending before the
Court.
Plaintiffs failed to acquire the necessary consents to remove the
directors by March 10. On March 14 and 15, Defendants heard rumors
that certain individuals were claiming to control Pace. Defendants
contacted Plaintiffs to discover whether Plaintiffs were making these
claims. As a result, Plaintiffs and Defendants entered into a stipulation
preventing Plaintiffs from representing that they controlled Pace pending
the outcome of C.A. No. 14040.
Following their unsuccessful consent solicitation, Plaintiffs filed
C.A. No. 14215, which seeks an order requiring Pace to hold a
stockholders' meeting and an order declaring the disputed options invalid.
Plaintiffs believe a stockholders' meeting is worthless unless this Court
invalidates the shares issued through the options.
Defendants characterize Plaintiffs' conduct in both actions as an
abuse of the judicial process. As a result, Defendants argue, Plaintiffs
equitable claims should be dismissed on the grounds of "unclean hands."
According to Defendants, Plaintiffs engaged in a campaign of inequitable
conduct. They had no basis for their allegations that the options were
issued in response to their consent solicitation, but they filed a claim
anyway. Then they failed to get the necessary consents to control Pace,
but made representations to the public that they were in control of Pace.
They stipulated to a court order barring them from representing that they
controlled Pace, but then sent a letter to Pace's shareholders proclaiming
that they were supported by a majority of Pace's outstanding shares.
Finally, they tried to avoid Defendants' motion for summary judgment in
C.A. No. 14040 by filing another lawsuit that includes the same claim at
issue in 14040. For these reasons, Defendants request that the Court
dismiss both actions.
[1-3] On a motion to dismiss, this Court accepts all well-pleaded
allegations in the complaint as true. Delaware State Troopers Lodge v.
O'Rourke, Del. Ch., 403 A.2d 1109, 1110 (1979). In their motions to
dismiss, Defendants ignore this limitation and assert Plaintiffs' allegations
are groundless. They have submitted documents to show that Plaintiffs'
allegations are false. By submitting evidence in support of their motion
to dismiss, Defendants have converted it into a motion for summary
judgment. Ch. Ct. R. 12(b). Plaintiffs request an opportunity to conduct
discovery before the Court rules on a summary judgment motion.
Pursuant to Rule 56(f), I will provide Plaintiffs an opportunity to develop
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the record before ruling on a motion for summary judgment. I defer a
summary judgment ruling until Defendants' presently pending motion for
summary judgment in C.A. No. 14040 is ready for decision. At this
stage in these proceedings, I cannot accept Defendants' assertion that
Plaintiffs abused the judicial process by filing C.A. No. 14040.
The remainder of Defendants' description of Plaintiffs' inequitable
conduct is just adversarial hyperbole. Plaintiffs have not violated the
stipulation and order entered on March 15. The April 5 letter states that
the number of consents Plaintiffs received "represents a majority of the
outstanding shares of the Company, exclusive of the 4,800,000 shares
purportedly issued to the incumbent directors and their friends." In this
statement, Plaintiffs have not represented that they control a majority of
the outstanding shares of Pace. They have stated that if they win their
lawsuit, they will control Pace. That statement does not violate the
stipulation and order.
Plaintiffs offer a reasonable explanation for their filing of C.A. No.
14215. Plaintiffs contend that Defendants had argued that C.A. No.
14040 was moot as a result of the failed consent solicitation. To counter
that argument, Plaintiffs filed an action that requests a stockholders'
meeting and newly presses the options claim. In contrast, Defendants'
theory that Plaintiffs sought to avoid the motion for summary judgment
in C.A. No. 14040 is contradicted by the docket. Plaintiffs have moved
to consolidate the actions, a tactic inconsistent with avoiding the motion
for summary judgment in C.A. No. 14040. Plaintiffs have not rendered
their hands unclean as a result of their litigation tactics.
Defendants' motions to dismiss C.A. No. 14040 and stay or dismiss
C.A. No. 14215 are denied.
IT IS SO ORDERED.
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CHRISTIE v. CBA INTERNATIONAL, INC.
No. 14168-NC
Court of Chancery of the State of Delavare,Kent
May 12, 1995
Three holders of Class A shares of defendant corporation filed suit
to compel the defendant to comply with plaintiffs' request for access to
defendant's stocklist materials and books and records pursuant to section
220. Shortly after the subject action was filed, defendant entered into a
merger agreement with two subsidiaries. Under the terms of the merger
agreement, Class A shares held by plaintiffs and certain other specific
individuals were converted into the right to receive cash only. Defendant
then filed a motion to dismiss, claiming that the merger deprives plaintiffs
of their status as record stockholders and so, therefore, plaintiffs lack
standing to pursue their section 220 action.
The court of chancery, per Vice-Chancellor Steele, denied
defendant's motion to dismiss. The court stated that when plaintiffs
attempt to judicially enforce the right to inspect stocklist materials and
books and records of a corporation pursuant to section 220, they must
prove that they are shareholders of record. The court of chancery has the
authority under section 220(c) to determine if inspection should be
granted in a single proceeding, which examines both the person's status
as a stockholder and the purpose of the demand for inspection. Given the
limited and disputed facts alleged in the pleadings, the court denied the
motion to dismiss and elected to deal with the validity of the merger and
its effect on the status of plaintiffs as shareholders.
1.

Pretrial Procedure

C'

679

On a motion to dismiss, the court will consider all well-plead facts
to be true and draw all inferences in the light most favorable to the
nonmoving party.
2.

Pretrial Procedure

C!

623

A complaint will not be dismissed unless it appears to a reasonable
degree of certainty that the plaintiff would not be entitled to relief under
any set of facts which could be proved in support of his claim.
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181(1), 181(3), 181(5), 181(6)

Plaintiffs must prove that they are shareholders of record as a
mandatory condition precedent to the right to make demand for
inspection.
4.

Corporations

*t-

181(1), 181(3), 181(5), 181(6),
181(8)

This court has the authority under section 220(c) to determine if
inspection should be granted in one proceeding which examines both the
person's status as a stockholder and the purpose of the demand for
inspection. DEL. CODE ANN. tit. 8, § 220(c) (1991).
A. Gilchrist Sparks, III, Esquire, Kenneth J. Nachbar, Esquire, and
William M. Lafferty, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, for plaintiffs.
Stephen E. Jenkins, Esquire, and Regina A. Iorii, Esquire, of Ashby &
Geddes, Wilmington, Delaware, for defendant.
STEELE, Vice-Chancellor
Plaintiffs H. David Cutlip, James R. Christie and Franklin B. Beck
(collectively, "Plaintiffs") filed this action pursuant to 8 Del. C. § 220
demanding defendant CBA International, Inc. I ("CBA") provide
Plaintiffs access to particular stocklist materials and CBA's books and
records for purposes of inspection and copying. CBA has filed a motion
to dismiss claiming Plaintiffs lack standing because a merger, occurring
after Plaintiffs filed their § 220 action, effectively cancelled their status
as stockholders. Whether Plaintiffs have stated a proper purpose is not
at issue in this motion.

The facts, as they appear at this stage, are as follows. On
March 16, 1995, Plaintiffs sent a letter to CBA demanding inspection of
certain stocklist materials and CBA's books and records. At this time,
Plaintiffs were record owners of CBA Class A common stock.
On March 22, 1995, CBA partially refused Plaintiffs' request. The
refusal did not question Plaintiffs' status as stockholders.
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On March 31, 1995, Plaintiffs filed this action pursuant to 8 Del.
C. § 220 seeking a Court order compelling CBA to provide Plaintiffs
with the materials originally requested. At the time Plaintiffs filed their
§ 220 action, Plaintiffs were record stockholders of CBA.
On April 10, 1995, CBA, Photonucleonics NDT, Inc. ("PNDT")
and CBA Management Corporation ("Management") executed an
Agreement of Merger ("Merger Agreement"). The Merger Agreement
indicates Management and PNDT, both subsidiaries of CBA, were
merged into CBA pursuant to 8 Del. C. § 251. CBA did not give
advance notice of the merger to Plaintiffs. A Voting Trust Agreement
gives CBA's Board of Directors control of a majority of the outstanding
voting shares of CBA. The majority of shareholders approved the merger
by written consent under 8 Del. C. § 228.' The holders of Class A shares
of stock not controlled by the Board did not vote on the merger.
By the terms of Article II, section c, of the Merger Agreement,
CBA Class A shares of common stock held by the Plaintiffs, four other
holders of Class A shares and the shares held by W. Michael Putnam as
Voting Trustee were converted into the right to receive $0.0051787 in
cash. The Merger Agreement converted all other shares of Class A stock
into shares of Class A common stock of CBA as the corporation
surviving the merger.
II.
CBA argues the Merger deprives the Plaintiffs of their status as
record stockholders of CBA. CBA argues, consequently, Plaintiffs lack
standing to pursue their 8 Del. C. § 220 action.
Plaintiffs argue the merger is facially invalid and void ab initio
because the Merger Agreement treats the holders of Class A common
stock, who are similarly situated, in a disparate manner.
II.
[1-2] On a motion to dismiss, the Court will consider all well-plead facts
to be true and draw all inferences in the light most favorable to the
nonmoving party. Grobow v. Perot, Del. Supr., 539 A.2d 180, 187 n.6
(1988). A complaint will not be dismissed unless it appears to a
reasonable degree of certainty the plaintiff would not be entitled to relief
under any set of facts which could be proved in support of his claim.
'The Plaintiffs do not concede either the validity of the Voting Trust Agreement or the
validity of the written consent.
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Rabkin v. Philip A. Hunt Chem. Corp., Del. Supr., 498 A.2d 1099, 1104
(1985); In re USACAFES, L.P. Litig., Del. Ch., 600 A.2d 43, 47 (1991).
IV.
8 Del. C. § 220 states, in pertinent part:
(a)
As used in this section, "stockholder" means a
stockholder of record.
(c)
If the corporation, or an officer or agent thereof,
refuses to permit an inspection sought by a stockholder or
attorney or other agent acting for the stockholder pursuant
to subsection (b) of this section or does not reply to the
demand within 5 business days after the demand has been
made, the stockholder may apply to the Court of Chancery
for an order to compel such inspection. .. Where the
stockholder seeks to inspect the corporation's books and
records, other than its stock ledger or list of stockholders, he
shall first establish (1) that he has complied with this section
respecting the form and manner of making demand for
inspection of such documents; and (2) that the inspection he
seeks is for a proper purpose. Where the stockholder seeks
to inspect the corporation's stock ledger or list of
stockholders and he has complied with this section
respecting the form and manner of making demand for
inspection of such documents, the burden of proof shall be
upon the corporation to establish that the inspection he seeks
is for an improper purpose.
[3-4] Plaintiffs must prove they are shareholders of record as a
mandatory condition precedent to the right to make demand for
inspection. Rainbow Navigation, Inc. v. Pan Ocean, Inc., Del. Supr.,
535 A.2d 1357, 1360 (1987). "The Court of Chancery has the authority
under Section 220(c) to determine if inspection should be granted in one
proceeding which examines both the person's status as a stockholder and
the purpose of the demand for inspection." Id. Therefore, I will deal
both with the validity of the merger and its impact on the Plaintiffs'
status as shareholders as well as the Plaintiffs' purported proper purpose
at trial with the benefit of an actual factual record. CBA's motion to
dismiss is denied.
IT IS SO ORDERED.
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KATELL v. MORGAN STANLEY LEVERAGED
CAPITAL FUND, INC.
No. 12,343
Court of Chancery of the State of Delaware,New Castle
June 15, 1995
Revised June 28, 1995
Plaintiffs, limited partners of the Morgan Stanley Leveraged Equity
Fund, L.P., brought a derivative action against two general partners of the
fund, Morgan Stanley Leveraged Capital Fund, Inc. and CIGNA LCF,
alleging that the general partners breached their fiduciary duties to the
partnership by approving two self-dealing transactions that unfairly
benefitted the affiliates of Morgan Stanley LCF. The limited partnership
created a special litigation committee, the sole member of which was
CIGNA LCF, for the purpose of rendering a report concerning the
viability of the derivative suit. The special committee recommended that
the lawsuit be dismissed and filed a motion on behalf of the limited
partnership to dismiss the derivative action. Plaintiffs opposed the motion
to dismiss claiming that the special committee was not independent, that
the investigation was inadequate and not conducted in good faith, and that
there was no reasonable basis for the conclusions of the committee.
The court of chancery, per Vice-Chancellor Chandler, granted the
defendant's motion to dismiss. In considering the defendant's motion, the
court reviewed the report of the special committee and applied the legal
standard set forth in Zapata v. Maldonado, 430 A.2d 779 (Del. 1981).
The court ruled that the special committee had met its burden of proving
that it was independent, had conducted a good faith, reasonable
investigation, and had a reasonable basis for its conclusion to dismiss the
lawsuit. In granting the motion to dismiss, the court declined to
undertake its own independent review of the merits of the derivative
action.
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m 379
m= 44, 122, 350, 370, 375

Under the Zapata test, a corporation must prove that its special
committee is independent and conducted a good faith, reasonable
investigation.
2.

Partnership
C=- 370, 375
Pretrial Procedure
Cm- 644, 680

In evaluating a report of a special committee under the Zapatatest,
a standard akin to that of summary judgment will be employed. The
special committee must meet the Zapata standard on the basis of
undisputed facts in order for the court to approve the special committee's
recommendation.
3.

Corporations
Partnership

Cm-

C
379
370, 375

In reviewing the independence of a special committee where a
single corporation is the sole member of the committee, the court will
look to the independence of the corporation itself, rather than the
independence of the individual employees authorized by the corporation
to conduct the affairs of the committee. The persons chosen by the
corporation to serve on the special committee bear only on the
committee's good faith and the reasonableness of its investigation.
4.

Partnership

m

370, 375

A special committee is deemed independent when it can base its
decision on the merits of the issue rather than basing it on extraneous
consideration or influences.
5.

Partnership

=

370, 375

A general partner's potential liability for approving a transaction,
standing alone, does not preclude it from deciding whether the limited
partnership should pursue claims against the general partners.
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Cm= 370, 375

When a special committee's members have no personal interest in
the disputed transactions, the court will scrutinize the members'
relationship with the interested directors.
7.

Partnership

370, 375

t

An attempt to find rules in the previous special litigation committee
decisions of this court is misguided. The procedure created under Zapata
is very fact specific. It cannot be cabined into all purpose rules.
8.

Partnership

!

370, 375

In reviewing a special committee's investigation, the court will not
linger over all the details criticized by the opposing party. Rather, it will
base its decision on an overall impression of the committee's good faith
and the reasonableness of the investigation.
9.

Partnership

m 370, 375

The partnership demonstrated good faith when it selected three
qualified individuals, with little or no prior contact with the transaction
to be investigated, to conduct the affairs of the special litigation
committee.
10.

Partnership

Ot=,

370, 375

A special committee's heavy reliance upon attorneys selected to
assist in the committee's investigation does not render its investigation
unreasonable.

11.

Partnership

=

44, 370, 375

A special committee has the burden to demonstrate a reasonable
basis for its conclusion to dismiss a lawsuit.
12.

Partnership

m 370, 375

In reviewing a special committee's conclusions, the court does not
take an independent look at the merits of the lawsuit, but must find that
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the special committee's consideration of the merits of the claims was
reasonable.
13.

Partnership

m

370, 375

A special committee must demonstrate the reasonableness of the
bases of its conclusions with undisputed facts. In order to meet the
Zapata standard, the special committee must show reasonable bases for
its conclusions of law and fact.
14.

Partnership

Cm:

97, 180, 184

Delaware law presumes that investors act to maximize the value of
their own investments.
15.

Partnership

!

370, 375

It is within the court's discretion to undertake its own independent
review of the merits of a derivative action claim before sanctioning a
special committee's recommendation of dismissal.
Joseph A. Rosenthal, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware; Harold E. Kohn, Esquire, and Joanne Zack,
Esquire, of Kohn, Nast & Graf, P.C., Philadelphia, Pennsylvania; Elwood
S. Kendrick, Esquire, Law Office of Elwood S. Kendrick, Inc., Los
Angeles, California, of counsel; and Nancy Miller Bennett, Esquire, Los
Angeles, California, of counsel, for plaintiffs.
A. Gilchrist Sparks, III, Esquire, and David G. Thunhorst, Esquire, of
Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware; Mark A.
Belnick, Esquire, and Stuart M. Cobert, Esquire, of Paul, Weiss, Rifkind,
Wharton & Garrison, New York, New York, of counsel, for defendants
Morgan Stanley Leveraged Capital Fund, Inc., Morgan Stanley LEF I,
Inc., Morgan Stanley Leveraged Equity Fund, L.P., Donald P. Brennan,
and Alan E. Goldberg.
Vernon R. Proctor, Esquire, and John H. Newcomer, Esquire, of Bayard,
Handelman & Murdoch, P.A., Wilmington, Delaware; and Marc P.
Chemo, Esquire, and Jane Wasman, Esquire, of Fried, Frank, Harris,
Shriver & Jacobson, New York, New York, of counsel, for defendant
CIGNA Leveraged Capital Fund, Inc.
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Grover C. Brown, Esquire, and Joseph C. Schoell, Esquire, of Morris,
James, Hitchens & Williams, Wilmington, Delaware, for CIGNA
Leveraged Capital Fund, Inc., in its capacity as Special Committee for
Morgan Stanley Leveraged Equity Fund, L.P.
CHANDLER, Vice-Chancellor
CIGNA Leveraged Capital Fund, Inc., ("CIGNA LCF") as special
litigation committee (the "Special Committee") for the Morgan Stanley
Leveraged Equity Fund, L.P. ("Fund I"), a Delaware limited partnership
has moved to dismiss certain derivative claims brought on behalf of the
partnership. The claims were made by plaintiffs Gerald Katell and Desert
Equities, Inc. (two limited partners of Fund I) who allege that the two
general partners of Fund I-CIGNA LCF and Morgan Stanley Leveraged
Capital Fund, Inc. ("Morgan Stanley LCF")-breached their fiduciary
duties to the limited partnership by conducting two self-dealing
transactions that unfairly benefitted the affiliates of Morgan Stanley LCF.
I. BACKGROUND
In 1985, Morgan Stanley & Co. ("Morgan Stanley") and CIGNA
Corporation ("CIGNA") sought to create a limited partnership to identify
and invest in leveraged buy-out opportunities. The resulting limited
partnership, Fund I, was created by agreement on July 31, 1985 (the
"Partnership Agreement"). Fund I had two general partners: Morgan
Stanley LCF, an affiliate of Morgan Stanley, and CIGNA LCF, a wholly
owned subsidiary of CIGNA. Fund I also had 22 limited partners, each
of whom contributed a minimum of $2 million dollars to Fund I.
Morgan Stanley LCF was the managing partner of Fund I, but
under the Partnership Agreement, many decisions required the approval
of both general partners. The Partnership Agreement requires all
decisions regarding investing in leveraged buy-out opportunities to be
made by a majority vote of a six-member management committee, which
consisted of three appointees from each general partner.
Fund I invested in two leveraged buy-out opportunities that
produced very lucrative returns on investment: the Container Corporation
of America and Silgan Corporation. This lawsuit originates from Fund
I's disposition of its investments in these two corporations. Fund I sold
its stock in both of these corporations to affiliates of Morgan Stanley.
Although both transactions produced handsome profits for the limited
partners of Fund I, Katell and Desert Equities contend that the returns
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may have been $15 million greater had Morgan Stanley affiliates not
stood on both sides of the transaction.
The transactions, after several complex steps, each provided
another Morgan Stanley sponsored limited partnership, the Morgan
Stanley Leveraged Equity Fund, II, L.P. ("Fund II") with a substantial
ownership interest in the assets formerly held by Fund I. Morgan Stanley
created Fund II for the same purpose as Fund I--identification of and
investment in leveraged buy-out opportunities. Another Morgan Stanley
affiliate, Morgan Stanley Leveraged Capital, II, Inc., is the sole general
partner of Fund II. The limited partners of Fund II contributed much
more capital to the partnership than the limited partners of Fund I and,
apparently, Morgan Stanley needed investment opportunities for this
money.
Morgan Stanley decided that purchasing some of the assets held by
Fund I was a good way to invest this capital. Because of several
disagreements with Morgan Stanley, CIGNA wanted to wind up the
affairs of Fund I. CIGNA believed that selling the assets of Fund I was
a good way to "divorce" Morgan Stanley. CIGNA LCF approved the
offers for CCA and Silgan stock without asking for a higher bid.
Plaintiffs contend that Morgan Stanley usurped some of the profits
Fund I earned in its investments in Silgan and CCA by selling Fund I's
interest in these corporations to Fund II at an unfair price. Both of these
transactions involve complicated intermediate steps, but each essentially
results in a transfer of stock held by Fund I to Fund II.
A.

CCA

In 1986, Morgan Stanley became aware of an opportunity to
acquire CCA from Mobil, Inc. The large oil conglomerate had changed
its general strategy from diversification to concentrating on its core
industries. Jefferson Smurfit, a small competitor of CCA in the container
industry, wanted to acquire CCA, but lacked the financial ability to
complete the deal. Morgan Stanley knew that Mobil had done a poor job
managing CCA and believed that CCA's value would increase under
Jefferson Smurfit's management. Under the proposed deal, Jefferson
Smurfit would purchase 50% of CCA. Morgan Stanley LCF (the general
partner of Fund I) wanted Fund I to acquire the other half of CCA, but
CIGNA LCF would not approve the $10 million investment. Instead,
Fund I invested $6 million for 30% of CCA and Morgan Stanley found
other investors for the remaining 20%. After the acquisition of CCA
from Mobil, Jefferson Smurfit owned all of CCA's Class A stock, which
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constituted 50% of CCA overall, and Fund I and the other investors
owned Class B stock.
The new stockholders of CCA entered into an Organization
Agreement that established a procedure for Jefferson Smurfit to acquire
100% of CCA. From the fourth anniversary of the acquisition of CCA
to 180 days after the seventh anniversary, Jefferson Smurfit could
purchase all, but not less than all, of the outstanding Class B stock at
"Fair Market Value." Fair Market Value is a defined term in the
Organization Agreement. Fund I could also request, but not require,
Jefferson Smurfit to purchase all its Class B stock for Fair Market Value
during this same period. If Jefferson Smurfit lacked the financial
capability to purchase all of the stock, then Fund I could not sell its
stock. Otherwise, Jefferson Smurfit had a right of first refusal on all
offers to sell Class B stock.
In 1989, Jefferson Smurfit acquired all of the Class B stock of
CCA for $500 million (which provided a 50-to-i return to the Class B
stockholders). Although Jefferson Smurfit was the corporate entity that
purchased the shares, the actual source of the $500 million and the
resulting ownership of CCA is much more complex. As part of the
transaction to acquire all of CCA, Jefferson Smurfit underwent a
recapitalization. As a result of the recapitalization, all of Jefferson
Smurfit's public stockholders, who had owned 22% of the corporation,
were cashed out.
Jefferson Smurfit's original parent, Smurfit
International B.V., a Netherlands corporation, became the 50% owner of
a holding corporation that owns 100% of Jefferson Smurfit. Fund II
owns the other 50% owner of the holding corporation. Looking beyond
the layers of holding corporations, this transaction resulted in Fund II
owning the half of CCA that was formerly held by Fund I and other nonJefferson Smurfit investors. Smith Barney, Harris Upham & Co. ("Smith
Barney") reviewed the transaction and opined that Fund I received a fair
price in return for its shares of CCA.
B.

Sila

Plaintiffs also contend that the general partners breached their
fiduciary duties concerning the disposition of Fund I's ownership of stock
in Silgan. Silgan arose out of the efforts of two executives of
Continental Can Corporation, R. Philip Silver and D. Greg Horrigan, to
create an independent container company. Morgan Stanley believed these
two experienced businessmen were worth backing. Morgan Stanley,
Silver and Horrigan created MS/S & H Holdings, Inc., to carry out their
plan of establishing a new container company. MS/S & H Holdings had

1066

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 20

three classes of stock. Silver Capital Group, a corporation controlled by
Silver and DGH Holdings, Inc., Horrigan's corporate entity, owned all of
the Class A and some of the Class B stock. Fund I and Morgan Stanley
received the bulk of the Class B Stock. Bankers Trust New York
("Bankers Trust") and some institutional investors also invested in the
new company. They received a small amount of the Class B stock.
Bankers Trust also received non-voting Class C stock. Fund I's
ownership interest in MS/S & H Holdings, which changed its name to
Silgan in 1988, amounted to 23.6%.
The stockholders of MS/S & H Holdings entered into an
organization agreement (the "Silgan Organization Agreement") regarding
The Silgan Organization
the operation of the new corporation.
Agreement provided that MS/S & H Holdings, through a subsidiary
named Canaco Corporation, would purchase the Can Division of
Carnation Company and, through another subsidiary named Innopak,
substantially all the assets of the Blownware Division of Mansanto. The
Silgan Organization Agreement further provided that all Class B
stockholders, with the exception of Silver and Horrigan, would vote their
shares as directed by Morgan Stanley. Fund I was obligated, under a
separate provision of the Silgan Organization Agreement, to follow the
directives of Morgan Stanley on voting or any other actions concerning
rights or responsibilities related to the Silgan Organization Agreement.
The organization agreement also restricted the alienability of shares
of Silgan stock. A stockholder had to get written consent from Fund I,
Morgan Stanley, Silver Capital Group and DGH Holdings to transfer
shares to an unaffiliated person. Furthermore, the transfer was void
unless the transferee accepted the terms of the Silgan Organization
Agreement. For the five years following the acquisition of the Can
Division of Carnation, the stockholders of Silgan could sell their shares
only among themselves subject to prioritized rights of first refusal. If
Fund I or Morgan Stanley wanted to sell its shares, it had to offer shares
to each other, and if the other refused to purchase all the shares offered,
then to Silver's and Horrigan's corporate entities. Silver and Horrigan
had a similar restriction. Their corporate entities had to offer the shares
to each other, then to Fund I and Morgan Stanley. From the fifth
anniversary of the acquisition of Carnation's can division on, the
stockholders could sell to a third party subject to a right of first refusal
of the other stockholders.
The stockholders also entered into a separate management
agreement. The management agreement gave Silver and Horrigan control
over the day-to-day operations of Silgan.
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Two years after Silgan began operations, Morgan Stanley
coordinated another transaction that essentially transferred Fund I's
ownership interest in Silgan to Fund II. The transaction took several
steps to complete, but eventually left Silgan as a wholly owned subsidiary
of Silgan Holdings, Inc., a new corporation created to acquire Silgan.
Fund II owns 50% of the voting stock of Silgan Holdings. Silver and
Horrigan own the remaining 50%. Bankers Trust owns non-voting stock
in Silgan Holdings, which constitutes about a 5% interest in the
corporation.
Silgan Holdings paid the stockholders of Silgan $6.50 per share in
the transaction. Fund I again earned handsome profits from its initial
investment of $.444 per share. William Blair & Co. ("Blair") issued an
opinion regarding the fairness of the price paid for Silgan stock. Blair
took two controversial actions in developing its opinion. Although the
transaction occurred in June of 1989, Blair based its opinion on year end
1988 figures. Silgan's management also directed Blair not to attempt to
value Silgan's recent acquisitions of other companies because the price
paid equaled the value of each acquisition. Relying on this date, Blair
opined that $6.50 was a fair price for Silgan stock.
C.

Procedural History

Plaintiffs were dissatisfied with the price Fund I received for its
shares in the CCA and Silgan transactions. Although Fund I earned
enormous returns on its investments in these companies, Plaintiffs believe
that Morgan Stanley unfairly limited their gains by selling the
investments to Fund II for less than they were worth. Plaintiffs originally
filed separate actions in New York, which were consolidated, then
dismissed for forum non conveniens. They then filed a single complaint
in this Court in November 1991. On January 14, 1993, this Court
dismissed several defendants and held that Plaintiffs' claims were
derivative. Katell v. Morgan Stanley Group, Inc. Del. Ch., C.A. No.
12343, Chandler, V.C. (Jan. 14, 1993) ("Katell I"). The general partners
of Fund I then appointed CIGNA LCF as a special litigation committee
to review the lawsuit and determine whether it should be pursued by the
partnership. CIGNA LCF did not conduct an investigation into Plaintiffs'
claims because this Court found that the general partners could not create
a special litigation committee under the terms of the Partnership
Agreement. Katell v. Morgan Stanley Group, Inc. Del. Ch., C.A. No.
12343, Chandler, V.C. (June 8, 1993) ("Katell II").
The general partners then drafted an amendment to the Partnership
Agreement (the "Amendment") to permit the creation of a special
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committee to review the pending derivative litigation. Over 80% of the
limited partners approved the Amendment, with only the two plaintiffs
voting no. Plaintiffs then sought another ruling by this Court to prevent
the Special Committee from considering whether to dismiss this lawsuit.
In September 1993, this Court held that the amended Partnership
Agreement authorized the Special Committee to investigate the lawsuit.
Katell v. Morgan Stanley Group, Inc.. Del. Ch., C.A. No. 12343,
Chandler, V.C. (Sept. 27, 1993) ("Katell III"). The Court then refused
to consider the independence of the Special Committee, ruling that an
evaluation of the Special Committee's independence would be premature
until the Special Committee issued its report and recommendation. Id.
D.

The Special Committee

CIGNA LCF is the sole member of the Special Committee.
CIGNA LCF, which has been a general partner of Fund I since its
inception, is also defendant in this lawsuit. CIGNA LCF played a crucial
role in the sale of the CCA and Silgan stock. Fund I's Partnership
Agreement explicitly permits self-dealing transactions, subject to
applicable law, if the uninterested general partner approves the
transaction. CIGNA LCF did not participate on both sides of the
disputed transactions, so CIGNA LCF had to approve both deals.
Because it is the only general partner that purportedly did not stand to
benefit from the transaction, CIGNA LCF was authorized by the general
partners and a vote of a majority of the limited partners to review the
merits of this lawsuit.
As Special Committee, CIGNA LCF investigated plaintiffs' claims
and then reported that continuing this derivative action was not in the
best interests of the partnership. CIGNA LCF investigated Plaintiffs'
claims in the following manner. It appointed three employees of its
parent corporation, CIGNA, to conduct the business of the special
litigation committee--R. Bruce Albro, Richard H. Forde and Lawrence S.
Harris. All three are Senior Managing Directors of CIGNA's Investment
Division. None of them have been directly involved in CIGNA LCF
prior to serving on this committee.
Albro, Forde and Harris hired Grover C. Brown, of the law firm
of Morris, James, Hitchens and Williams, to serve as counsel for the
Special Committee. Counsel conducted interviews of the persons
involved in the two transactions. The Special Committee also reviewed
documents related to both deals. On April 15, 1994, the special litigation
committee issued a detailed, 126 page report. The report concluded that
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continuing the lawsuit was not in the best interests of Fund I and
recommended dismissal.
II. LEGAL STANDARD
The Supreme Court established the standard this Court applies in
[1]
its review of a report from a corporation's Special Committee in Zapata
v Maldonado, Del. Supr., 430 A.2d 779 (1981). Under the Zapata test,
the corporation must prove that the committee is independent and
conducted a good faith, reasonable investigation. Zana 430 A.2d at
788. In a previous opinion in this litigation, this Court ruled that the
partnership agreement of a limited partnership determines whether the
Zapata special litigation committee procedure applies to a derivative suit
brought on behalf of a limited partnership. Katell II Mem. Op. at 4-5.
In a later opinion, this Court held that the recent Amendment to the
Partnership Agreement permits CIGNA LCF to serve as a Special
Committee for the purpose of reviewing the merits of Plaintiffs' claims.
Katell II Mem. Op. at 3.
Defendants, who submitted a brief in support of the Special
Committee's report, argue that the Amendment precludes the Court from
inquiring into the independence of CIGNA LCF. They contend that the
limited partners have already determined that CIGNA LCF is
independent, which limits this Court to reviewing the Special
Committee's good faith and reasonable investigation.
The applicability of the entire Zanata standard to the Special
Committee's report and recommendation must be found in the amended
Partnership Agreement. Katell H Mem. Op. at 4-5. The Amendment
states that the Special Committee will "make a request, as it deems
necessary or appropriate, to the appropriate judicial authority that the
Partnership take over prosecution of the Action or that the action be
The plain meaning of the Amendment's language
terminated."
unambiguously anticipates judicial review of the Special Committee's
report. The limited partners did not vote to preclude this Court from
reviewing the independence of the committee, but actually anticipated this
Court's review of the Special Committee's report. I conclude that the
Special Committee has the burden of satisfying the entire Zapata
standard.
[2]
In evaluating the Special Committee under the Zapata standard, I
employ a standard akin to a motion for summary judgment. Zana. 430
A.2d at 788. If I conclude that the Defendants cannot meet the Zapata
standard on the basis of undisputed facts, then I cannot approve the
Special Committee's recommendation to dismiss Plaintiffs' lawsuit. Id.
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Independence

[3]
The differences between corporate law and partnership law have
created confusion over who constitutes the Special Committee. CIGNA
LCF acknowledges that the Court can examine the independence of the
Special Committee on two levels, the independence of CIGNA LCF, and
the independence of the three CIGNA employees authorized by CIGNA
LCF to conduct the affairs of the Special Committee. I believe that the
independence of CIGNA LCF is the relevant inquiry.
CIGNA LCF, a corporation, is the sole member of the Special
Committee. Obviously, CIGNA LCF can only act through its agents, but
CIGNA LCF's agents are not individual members of the Special
Committee. The persons chosen by CIGNA LCF to conduct its affairs
as the Special Committee bear on its good faith and the reasonableness
of its investigation, but they cannot make CIGNA LCF independent if it
would not otherwise meet the test for independence. The Special
Committee must demonstrate CIGNA LCF's independence.
The Special Committee contends that three important facts support
its independence. First, unlike special litigation committees appointed by
a corporation's board of directors, CIGNA LCF's appointment was
approved by 19 of the 22 limited partners of Fund I. Second, CIGNA
LCF had no conflict of interest in either challenged transaction, and
actually sold its interests in CCA and Silgan along with the limited
partners. Third, CIGNA LCF often disagreed with Morgan Stanley LCF
conceming the management of Fund I. Morgan Stanley LCF wanted to
invest $10 million in CCA, but CIGNA LCF only agreed to invest $6
million. CIGNA LCF also opposed Morgan Stanley LCF's desire to
invest in Burlington Industries.
Defendants contend that these
disagreements show that Morgan Stanley has no special influence over
CIGNA LCF.
Plaintiffs respond that the Special Committee has not proven its
independence. They note that CIGNA LCF is not only a defendant in
this lawsuit, but is the very general partner who approved the disputed
transactions. Plaintiffs further assert that CIGNA and Morgan Stanley
have longstanding business ties that prevent CIGNA LCF from acting
against Morgan Stanley's best interest. Finally, Plaintiffs cite Lewis v.
Fuciu, Del. Ch., 502 A.2d 962 (1985), appeal denied, 504 A.2d 571
(1986), for the proposition that this Court strongly disfavors one member
special litigation committees.
[4]
A special committee is independent when it can base its decision
on "the merits of the issue rather than being governed by extraneous
consideration or influences." Kaplan v. Wyatt Del. Supr., 499 A.2d
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1184, 1189 (1989) (citing Aronson v. Lewis, Del. Supr., 473 A.2d 805
(1984)).
I am persuaded that the undisputed facts put forth by
Defendants conclusively support CIGNA LCF's independence. At the
outset of my review, I note that the overwhelming majority of the limited
partners approved CIGNA LCF's appointment as Special Committee.
The vote of the limited partners in support of the appointment of CIGNA
LCF, while not dispositive, reduces the power of the Supreme Court's
warning that a special committee handpicked by a corporation's board of
directors may suffer from a "there but for the grace of God go I"
empathy for the interested directors. I have already held that the limited
partners expect this Court to conduct its own inquiry into CIGNA LCF's
independence, but the fact that no limited partner, other than the two
Plaintiffs, rejected CIGNA LCF's appointment colors my review of
CIGNA LCF's independence.
Defendants have established a strong case for CIGNA LCF's
independence. In both transactions challenged by the Plaintiffs, CIGNA
LCF was in the same economic position as the limited partners. If
Morgan Stanley unfairly transferred profits earned by Fund I to Fund II,
it did so at the expense of the limited partners and CIGNA LCF. The
undisputed facts unequivocally show that CIGNA LCF did not stand to
benefit from these transactions at the expense of the partnership.
[5] Plaintiffs contend that CIGNA LCF may not have obtained any
illicit profit by approving the CCA and Silgan transactions, but its
potential liability for approving the transactions will affect its decision to
pursue this litigation. Plaintiffs' contention is contrary to well-settled
Delaware law. A general partner's potential liability for approving a
transaction, standing alone, does not preclude it from deciding whether
the limited partnership should pursue claims against the general partners.
See Aronson v. Lewis. Del. Supr., 473 A.2d 805, 817 (1984) (holding
that directors' potential liability does not excuse demand on the board of
directors). CIGNA LCF's status as a Defendant in this lawsuit does not
render it incapable of deciding whether to pursue this litigation. Id.
[6]
When a special committee's members have no personal interest in
the disputed transactions, this Court scrutinizes the members' relationship
with the interested directors. See, e
Fuaua, 502 A.2d at 967.
Plaintiffs point to CIGNA's ongoing business relationship with Morgan
Stanley. This "relationship" consists of arms-length trading and two
limited partnerships in the process of liquidating their portfolios. I find
it nearly impossible that Morgan Stanley could have used its rather
limited ongoing relationship with CIGNA to influence CIGNA LCF's
decision in this matter.
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To the contrary, CIGNA LCF has shown a willingness to stand up
to Morgan Stanley. CIGNA LCF has challenged Morgan Stanley in the
past when CIGNA LCF disagreed with Morgan Stanley LCF's plans for
managing the limited partnership. When Morgan Stanley LCF wanted to
invest $10 million in CCA, CIGNA LCF only agreed to invest $6
million. CIGNA LCF opposed Morgan Stanley LCF's plan to invest in
Burlington Industries. CIGNA LCF's differences in investment strategies
with Morgan Stanley LCF led to the decision to wind up the affairs of
Fund I. CIGNA LCF has shown that it can and will oppose Morgan
Stanley.
Plaintiffs contend that the record supports the opposite conclusion-that CIGNA LCF has shown a willingness to abdicate its managerial
discretion to Morgan Stanley. CIGNA LCF allowed Fund I to agree, in
the Silgan Organization Agreement, to vote with Morgan Stanley on
issues presented to the Silgan stockholders. Yet, no evidence suggests
that Morgan Stanley caused CIGNA LCF to disregard its fiduciary duties
in approving Fund I's participation in the Silgan Organization Agreement.
CIGNA LCF's decision to enter into the Silgan Organization Agreement
is not inherently inconsistent with the best interests of the limited
partnership.
Defendants have presented evidence that CIGNA LCF consistently
conducted its duties as general partner of Fund I independently of
Morgan Stanley. Based on CIGNA LCF's prior conduct, I strongly doubt
that the Special Committee took Morgan Stanley's interests into account
when it decided to recommend dismissing this lawsuit.
Defendants have provided sufficient evidence of CIGNA LCF's
[7]
independence, but Plaintiffs also contend that Fund I should have had
more members on the Special Committee. Plaintiffs cite Lewis v. Fuqua.
Del. Ch., 502 A.2d 962 (1985), for the proposition that this Court
disfavors one member Special Committees. But in my opinion, the
Plaintiffs' attempt to find "rules" in the previous special litigation
committee decisions of this Court is misguided. ,
The procedure created in Zapata is very fact specific. It cannot be
cabined into all purpose rules like "no one member special committees."
Fund I, a limited partnership with two general partners, could not have
realistically appointed several general partners to serve on the Special
Committee. CIGNA LCF, the general partner without a disabling selfinterest in the disputed transactions, was the only general partner
available to review the transaction. I do not mean to imply, however,
that the independence of a special committee of a limited partnership can
be established by a "best available general partner" test. Defendants have
shown that only one independent general partner is available. Under
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these circumstances, I find nothing insidious about leaving the decision
to pursue this litigation to that one general partner.
Defendants have adequately demonstrated the independence of the
Special Committee. I will now inquire into its good faith and the
reasonableness of its investigation.
Ill. GOOD FAITH AND REASONABLE INVESTIGATION
Defendants offer the following evidence of the Committee's good
faith and the reasonableness of its investigation. CIGNA LCF selected
three CIGNA employees with no previous connections to CIGNA LCF
or the challenged transactions to conduct the affairs of this Special
Committee. Albro, Ford and Harris all worked for CIGNA's Investment
Division, and each has the financial acumen to analyze the challenged
transactions. The three member Committee hired its own counsel. They
reviewed documents related to the transactions and their counsel
interviewed many of the persons involved in the transactions. At the
completion of the investigation, Albro, Ford and Harris each
recommended dismissing this derivative lawsuit.
Plaintiffs contend that the Committee's investigation was
inadequate and not conducted in good faith. They claim the Committee
sought to uncover as little evidence as possible, and then reach the
predetermined conclusion to dismiss the lawsuit. According to Plaintiffs,
CIGNA LCF chose three CIGNA employees who worked closely with the
persons involved in the disputed transaction to conduct the affairs of the
Special Committee. Plaintiffs argue that in order to recommend
continuing this lawsuit, Albro, Forde and Harris would have to criticize
their superiors at CIGNA. Furthermore, Plaintiffs note, Albro, Forde and
Harris admitted that they had heard favorable statements about the
disputed transactions prior to their appointment to conduct the affairs of
the Special Committee.
Plaintiffs concede that the CIGNA employees have adequate
financial skills for this task, but Plaintiffs contend that Albro, Forde and
Harris never made use of their skills. They never attempted to
independently value CCA or Silgan. The Special Committee concluded
that the Blair opinion, which Fund I sought to assure the fairness of the
Silgan transaction, was inadequate. But it made no attempt to correct
those flaws. Without an independent analysis of the transactions,
Plaintiffs claim, the Special Committee could not reasonably investigate
the claims.
Plaintiffs also criticize the Special Committee's interview process.
Albro, Forde and Harris did not attend any interviews. They delegated
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that responsibility to counsel. The Special Committee chose not to
interview Arthur C. Reeds, III, the CEO of CIGNA's Investment
Management Division. Mr. Reeds was involved in Fund I's decision to
invest in Silgan and CCA. Plaintiffs suspect that Albro, Forde and Harris
spared Mr. Reeds from an interview because he is their boss.
[8]
As this Court noted in Kaplan v. Wyatt the Zapata procedure
encourages Plaintiffs to bring an all out attack against the details of the
Special Committee's investigation. Kaplan v. Wyatt, Del. Ch., 484 A.2d
501, 517 (1984), aff'd. 499 A.2d 1184 (1985). In reviewing the Special
Committee's investigation, I will not linger over all the details criticized
by Plaintiffs, but base my decision on my overall impression of the
Committee's good faith and the reasonableness of its investigation. See
id.
[9]
I find that the Special Committee has demonstrated its good faith.
CIGNA LCF chose Albro, Forde and Harris, fresh sets of eyes
previously unaffiliated with CIGNA LCF, to review the merits of
Plaintiffs' claims. Plaintiffs contend that these men already believed that
the disputed transactions were good deals, but it is not surprising that
they heard favorable descriptions about deals that brought 50-to-1 and 14to-1 returns on investment. These men worked in the same division of
CIGNA as the persons involved in CIGNA LCF, but that does not reflect
that CIGNA LCF selected them in bad faith. CIGNA LCF explained that
employees of CIGNA's Investment Division were chosen because of their
financial expertise. I find that CIGNA LCF demonstrated its good faith
by selecting Albro, Forde and Harris, three qualified people with little or
no prior contact with the transactions to be investigated, to conduct its
affairs as Special Committee.
I also find that the Special Committee has shown that it undertook
a reasonable investigation. I will discuss only the conduct of the Special
Committee criticized by Plaintiffs.
[10] Albro, Forde and Harris selected capable counsel to assist their
investigation and relied heavily on that counsel. I find nothing
unreasonable about CIGNA LCF's reliance on counsel. As I explained
in Part II of this opinion, the Special Committee has only one member-CIGNA LCF. CIGNA LCF can select any agent to perform its duties as
Special Committee, as long as the agents can perform their assigned tasks
competently. Plaintiffs have not asserted that LCF's counsel had an
improper conflict of interest or incompetently conducted the interviews.
CIGNA LCF's heavy reliance on its competent attorneys does not render
its investigation unreasonable.
Plaintiffs have challenged the omission of Mr. Reeds from the
persons interviewed by the Special Committee. The Special Committee
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explains that Mr. Reeds was not involved in the decision to sell CCA or
Silgan, so his perspective was not critical to evaluating the merits of
Plaintiffs' lawsuit. The Special Committee's decision not to interview
Mr. Reeds does not affect my overall view that the Special Committee
reasonably investigated the claims.
IV. REASONABLE BASES FOR CONCLUSION
[11] The Special Committee's last burden is to demonstrate a reasonable
basis for its conclusion to dismiss the lawsuit. Fuqua sup 502 A.2d
at 967. CIGNA LCF recommends dismissal of this lawsuit because it has
concluded that Plaintiffs are unlikely to recover money damages on their
claims. The Special Committee believes that Plaintiffs will have to prove
that CIGNA LCF's decision to sell its CCA and Silgan investments to
Fund II resulted from "gross negligence" or that Morgan Stanley LCF
engaged in "willful misconduct." The Special Committee reached this
conclusion after an analysis of partnership law in the light of facts
uncovered in its investigation.
In its report, the Special Committee found that CIGNA LCF
approved the sale of the CCA and Silgan transactions without any
improper influence from Morgan Stanley LCF or its affiliates. The
Special Committee rested its conclusion that CIGNA LCF was
sufficiently independent to approve the transactions with Morgan Stanley
on many of the same facts that this Court noted in its analysis of CIGNA
LCF's independence as Special Committee. The report then analyzed
what legal standard Delaware courts would apply to review a self-dealing
transaction approved by an independent general partner.
The Special Committee primarily used the Partnership Agreement
to frame its analysis. It relied on Boxer v. Husky Oil, Del. Ch., C.A.
No. 6261, Hartnett, V.C. (June 28, 1993), for the principle that limited
partnership agreements can modify the extent of a general partner's
fiduciary duties. The report also cites 6 Del. C. § 17-1101, a provision
of the Delaware Limited Partnership Act enacted after the events involved
in this dispute, for the same proposition. The Special Committee explains
that it relied on § 17-1101 because it did not change prior law, but
merely clarified the extensive freedom of contract that had always existed
in partnership law.
Looking to the Partnership Agreement, the Special Committee
concluded that Morgan Stanley was expressly permitted to purchase assets
from the corporation if CIGNA LCF approved the transaction. Because
the Partnership Agreement does not address the issue of fair price,
CIGNA LCF looked to general fiduciary principles and concluded that
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the price had to be fair. The Special Committee then considered what
standard Delaware partnership law would apply to review CIGNA LCF's
approval of the transaction.
Again the Special Committee believed the answer lay in the
Partnership Agreement. The Special Committee read the Partnership
Agreement as holding the general partners to a standard of "gross
negligence." Because CIGNA LCF had no disabling conflict of interest
in the transactions with Fund II, the Special Committee concluded that
the gross negligence provision applies to CIGNA LCF's approval of the
transactions with Fund II. The Special Committee concluded that Section
3.3 of the Partnership Agreement requires a showing that Morgan Stanley
LCF engaged in "willful misconduct" to hold Morgan Stanley LCF liable
because it did not approve the transaction.
The Special Committee further concluded that under the
Partnership Agreement, Plaintiffs bear the burden of proving CIGNA
LCF's gross negligence and Morgan Stanley LCF's willful misconduct.
The Special Committee concluded that Plaintiffs are unlikely to meet
their burden. The report states that Plaintiffs may be able to prove the
prices Fund I received in the Fund I and CCA transaction were unfair.
However, Plaintiffs will have to prove more than unfair price. Plaintiffs
will have to show that CIGNA LCF's gross negligence caused the
investments to be sold at an unfair price. The Special Committee
believes Plaintiffs are unlikely to prove CIGNA LCF's gross negligence
or Morgan Stanley's willful misconduct.
Plaintiffs contend that the Special Committee relied on an
erroneous application of Delaware law as the basis for its conclusion to
dismiss this lawsuit. Plaintiffs most vigorously dispute the Special
Committee's assignment of the burden of proof to Plaintiffs. They
contend that Delaware's common law fiduciary duty principles require
Defendants to demonstrate fair price in a self-dealing transaction. At the
very least, they argue, the Defendants will have the burden of
demonstrating that CIGNA LCF was not grossly negligent.
Plaintiffs assert that the Special Committee misconstrued the
Partnership Agreement. They contend that the Partnership Agreement
incorporates general fiduciary principles because it permits self-dealing
"subject to applicable law." Plaintiffs argue that corporate law fiduciary
duty principles, which Delaware courts have adopted in the limited
partnership context, is the "applicable law" referenced in the Partnership
Agreement.
Plaintiffs insist that a fiduciary has the burden of proving entire
fairness in a self-dealing transaction. They strongly criticize the Special
Committee's opinion that CIGNA LCF's approval of the transaction gives
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the decision the protection of the "gross negligence" standard of Section
3.3 of the Partnership Agreement. They assert that CIGNA LCF did not,
or could not, effectively negotiate a fair price with Morgan Stanley.
CIGNA LCF abdicated its decision-making authority over the Silgan
transaction, Plaintiffs argue, by agreeing to the provision of the Silgan
Organization Agreement that requires Fund I to vote with Morgan Stanley
on all stockholder votes. Plaintiffs characterize this provision of the
Silgan Organization Agreement as giving away CIGNA LCF's leverage
to require Morgan Stanley to pay more for Fund I's Silgan stock. As to
the CCA transaction, Plaintiffs contend that CIGNA LCF never asserted
its bargaining power, but immediately accepted Morgan Stanley's first
offer. Plaintiffs argue that the Special Committee ignored these issues in
its report and improperly assigned to Plaintiffs the burden of proving
CIGNA LCF's gross negligence.
[12-13]
In reviewing the Special Committee's conclusions, the Court
does not take an independent look at the merits of lawsuit, but must find
that the Special Committee's consideration of the merits of the claims
502 A.2d at 967. The Special Committee
was reasonable. See Fuauq
has to demonstrate the reasonableness of the bases of its conclusions with
undisputed facts. Zapata 430 A.2d at 787. This requires the Special
Committee to show that Plaintiffs do not dispute the existence of
information or evidence relied on by the Special Committee, but it does
not require the Special Committee to show that the parties do not dispute
material facts regarding Plaintiffs' allegations. Kaplan 484 A.2d at 519.
The Special Committee can use undisputed information to form its own
conclusions as to factual disputes concerning Plaintiffs' allegations. See
Kaplan 484 A.2d at 519. In order to meet the Zapata standard, the
Special Committee must show reasonable bases for its conclusions of law
and fact. See Fuoua. 502 A.2d at 967. Applying this standard to the
Special Committee's analysis of law and fact that supports its
recommendation to dismiss Plaintiffs' lawsuit, I find that the Special
Committee has demonstrated a reasonable basis for its conclusion.
[14] Plaintiffs' chief criticism of the Special Committee's reasoning
relates to CIGNA LCF's ability to effectively bargain with Morgan
Stanley over the price of the CCA and Silgan stock. The report notes
that CIGNA LCF had a strong incentive to maximize the return for Fund
I because it was in the same position as the limited partners. Delaware
law presumes that investors act to maximize the value of their own
investments. Unitrin, Inc. v. American General Corp. 651 A.2d 1361,
1380-1381 (1995). Plaintiffs have not provided any plausible reason why
CIGNA LCF would not seek a fair price for its own investments. The
Special Committee acknowledged that Fund I had agreed to vote with
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Morgan Stanley on all issues presented to the stockholders of Silgan for
a vote. However, the Special Committee found that Morgan Stanley did
not enforce this provision to get CIGNA LCF to approve the transaction.
The Special Committee's conclusion that CIGNA LCF's decision to
approve the disputed transactions was free from any improper influence
is not unreasonable.
The remainder of the legal analysis in the Special Committee's
report provides a reasonable prediction of how this Court might rule on
the issues in this case. The Special Committee's report does touch upon
unsettled issues regarding the fiduciary duties of general partners of
limited partnerships, but it provides a careful and reasonable analysis of
each of these issues. I conclude that the Special Committee has
demonstrated a reasonable basis for its determination that the Plaintiffs
are unlikely to recover money damages for the limited partnership.
V. THE SECOND STEP OF ZAPATA
[15] In its discretion, this Court can undertake its own independent
review of the merits of the derivative claim before sanctioning the Special
Committee's recommendation of dismissal. Zapata 430 A.2d at 789.
This discretionary second step is designed to prevent situations where the
Special Committee complied with all the technical requirements of
but the outcome violates the spirit of that procedure. Id. I am
Zap
satisfied that the Special Committee's decision to dismiss this lawsuit is
the product of the procedure envisioned by the Supreme Court in Zapata
and by the limited partners when they approved the Amendment.
The Special Committee has conducted a thorough evaluation of
Plaintiffs' claims and reasonably concluded that Fund I should not pursue
them. Because Fund I is winding up its affairs, the Special Committee
acknowledges that the lawsuit will not distract the general partners from
more important affairs. However, that does not mean that this lawsuit
has no costs to the limited partners. The Special Committee opined that
Fund I may have to indemnify the general partners for potentially more
than $1 million in attorneys fees. Fund I should not take this risk, the
Special Committee concluded, because Plaintiffs are unlikely to recover
I believe the Special Committee's
damages in this action.
recommendation for dismissal results from the process anticipated by the
Therefore, I decline to undertake an
Amendment and Zapata.
independent review of the merits of Plaintiffs' claims.
*

*

*
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Based on the reasons set forth above, I grant the Special
Committee's motion to dismiss this lawsuit. An implementing order,
prepared by counsel for the Special Committee, should be forwarded to
me as soon as the parties can agree upon its form.

KLEINWORTH BENSON LTD. v. SILGAN CORP.
No. 11,107
Court of Chancery of the State of Delamare,New Castle
June 15, 1995
Petitioners, holders of Class B common stock of Silgan
Corporation, dissented to the merger of the corporation into Silgan
Holdings claiming that the merger stock price of $6.50 per share was too
low. They validly exercised their appraisal rights pursuant to Delaware
Code Annotated, title 8, section 262 (1990). Both parties presented
expert testimony as to the value of the stock. Petitioners valued the stock
at $12.65 per share while Silgan valued the stock at $4.88 per share.
The court appointed its own expert to critique the valuation methods of
the parties' experts.
The court of chancery, per Vice-Chancellor Chandler, found that
Silgan's market study and discounted cash flow analysis, with some
adjustments, provided a more reliable valuation method. As a result, the
court valued the fair market per share price of Silgan Corporation on the
date of merger at $5.94 per share. In analyzing the expert testimony, the
court agreed with Silgan that: (1) a comparative market analysis for a
publicly traded stock may include a minority discount, and (2) discounted
cash flow analysis projections may be altered to more realistically reflect
trends in the industry where such alterations can be supported.
1.

Corporations

C

584

An expert should value the entire corporation as a going concern,
then allocate that value pro rata among the shareholders.
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O=* 584

In determining the enterprise value of the corporation, the expert
cannot consider any element of value arising from the accomplishment or
expectation of the merger. DEL. CODE ANN. tit. 8, § 262(h) (1991).
3.

C=m 584

Corporations

In stock valuation, removing a minority discount embedded in the
market price does not violate Delaware law. However, a party may not
add a premium to a market price unless they prove that publicly traded
shares include a minority discount.
4.

C2=

Corporations

584

Where the record warrants, the market price for a publicly traded
stock may include a minority discount.
5.

Corporations

584

.m

In stock appraisal action, a control premium derived from merger
and acquisition data may not be used because the control premium
incorporates post-merger value and also because it may reflect value
arising from the accomplishment or expectation of the merger.
6.

Corporations
Trial

(=
=

584

18

In an appraisal action, the court determines the fair value of a
corporation through an adversarial proceeding.
7.

=

Corporations

584

The outcome of a discounted cash flow analysis depends heavily
on the projections used in the model.
8.

Corporations

C

584

In a stock appraisal proceeding, the court considers all elements of
value that are known or susceptible of proof as of the date of the merger
and not the product of speculation. DEL. CODE ANN. tit. 8, § 262(h)
(1991).
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584

The court must fix a fair rate of interest after considering all
relevant factors including the prudent investor rate and the surviving
corporation's cost of borrowing. DEL. CODE ANN. tit. 8, § 262(h) (1991).
10.

Corporations

m

584

In fixing a fair rate of interest, a court may consider the legal rate
of interest and may award simple or compound interest. DEL. CODE
ANN. tit. 6, § 2301 (1994).
11.

Corporations

C

584

The court should consider the surviving corporation's cost of
borrowing in setting a fair vote of interest. DEL. CODE ANN. tit. 6,
§ 262(h) (1991).
12.

Corporations

m

584

In determining what rates of interest were available to the
corporation during the relevant period, the court does not apply an
objective but applies the surviving corporation's actual cost of borrowing.
13.

Corporations

m

584

The court may consider all relevant factors in determining the fair
rate of interest, which may include the borrowing rate of the surviving
corporation's parent.
Craig B. Smith, Esquire, of Smith, Katzenstein, & Furlow, Wilmington,
Delaware; and Thomas J. Fleming, Esquire, of Olshan, Grundman, Frome
& Rosenzweig, New York, New York, of counsel, for petitioners.
Allen M. Terrell, Jr., Esquire, and Daniel Dreisbach, Esquire, of
Richards, Layton & Finger, Wilmington, Delaware; and Kenneth M.
Kramer, Esquire, and James R. Warnot, Jr., Esquire, of Shearman &
Sterling, New York, New York, of counsel, for respondent.
CHANDLER,

Vice-Chancellor
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Petitioners, holders of 400,000 shares of Class B common stock of
Silgan Corporation ("Silgan" or "Respondent"), seek an appraisal,
pursuant to 8 Del. C. § 262, to assess the fair value of their shares.
Petitioners seek an appraisal as a result of a June 30, 1989 merger, by
which Silgan merged into a wholly owned subsidiary of Silgan Holdings,
Inc. ("Silgan Holdings"). In the merger, Silgan's Class B shareholders
received $6.50 per share for their stock. During the trial of this action,
the Court heard testimony from expert witnesses whose opinions of the
value of Silgan stock ranged from $4.88 per share to $12.65 per share.
For the reasons set forth below, I find the fair value of Silgan on the date
of the merger to be $5.94 per share, and award simple interest at a fair
rate of 9.5%.
I. BACKGROUND
Silgan, a Delaware corporation, was organized in August 1987
under the name MS/S&H Holdings, Inc. Silgan had three classes of
common stock, Classes A, B and C. Classes A and B are identical,
except that each class votes separately to elect two directors. Class C
stock is non-voting. R. Philip Silver ("Silver") and D. Greg Horrigan
("Horrigan") beneficially owned all of the Class A stock. The Morgan
Stanley Group, and the Morgan Stanley Leveraged Equity Fund, L.P.
(MSLEF I), owned more than two thirds of the Class B stock. Morgan
Stanley Leveraged Capital Fund, Inc., an affiliate of Morgan Stanley, and
CIGNA Leveraged Capital Fund, Inc., an affiliate of CIGNA Corporation,
are the general partners of MSLEF I.
From its inception, Silgan planned to enter the container industry
under the direction of Silver and Horrigan, both experienced container
industry executives. In August of 1987, Silgan acquired, through wholly
Innopak Plastics
owned subsidiaries, two container operations:
Corporation and The Carnation Corporation's metal containers division.
Silgan rapidly became a major manufacturer and distributor of steel,
aluminum and plastic containers.
On April 28, 1989, Silgan entered into a merger agreement with
Silgan Holdings, whereby Silgan was to combine with Silgan Holdings'
wholly owned subsidiary, Silgan Acquisition Inc. Under the terms of the
merger agreement, Class B stockholders were to receive $6.50 per share,
and Class A stockholders were to receive $12.2 million in cash and
shares of Class A common stock of Silgan Holdings equal to 50% of
Silgan Holdings's voting stock. Silgan retained William Blair & Co. to
render a fairness opinion on the price offered to Silgan stockholders.
Silgan distributed the fairness opinion, as well as management's financial
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projections for Silgan, along with its Solicitation of Stockholders
Consents. The merger was approved by a majority of Silgan
stockholders, with Morgan Stanley and MSLEF I consenting to the
merger. The merger was completed on June 30, 1989, making Silgan a
wholly owned subsidiary of Silgan Holdings.
Petitioners dissented to the merger and validly exercised their
appraisal rights pursuant to 8 Del. C. § 262. The parties tried this
appraisal action before the Court from November 29, 1994 through
December 1, 1994. During the trial, Petitioners and Respondent
presented expert testimony as to the value of Silgan. Petitioners' expert,
Louis Paone ("Paone"), who was associated with Williamette
Management Associates when he drafted his report, but joined Houlihan,
Lokey, Howard & Zukin prior to testifying at trial, valued Silgan at
$12.65 per share. Respondent's expert, James Kovacs ("Kovacs"), of
Price Waterhouse, valued Silgan at $4.88 per share. In addition to the
parties' experts, the Court appointed a neutral expert, Joel Lawson
("Lawson"), of Howard Lawson & Co. Lawson critiqued the opinions of
the parties' expert witnesses, but the Court instructed him not to provide
an independent valuation of Silgan.
II. THE EXPERTS' VALUATION METHODS
Paone and Kovacs used fairly similar methods to appraise Silgan.
Paone conducted a reconstructed market analysis, which looked at market
prices of comparable publicly traded corporations and at the price paid
in comparable mergers. He also conducted a discounted cash flow
("DCF") analysis to establish a present value for Silgan's projected
returns. Like Paone, Kovacs conducted a market analysis and a DCF
analysis. However, he did not look at comparable mergers in his market
analysis. I will weigh the reliability of each method employed by the
experts, then adopt the methods that most reliably measure Silgan's fair
value as of June 30, 1989.
In addition to Paone's opinion testimony and report, Petitioners
contend that the amount of money Silgan Holdings borrowed to finance
the acquisition of Silgan represents Silgan's value. Respondent's expert,
Kovacs, testified that the money market's willingness to lend money to
Silgan Holdings relates to the lenders' confidence in being repaid, but
does not provide a credible value for Silgan. I agree that the amount of
money loaned to Silgan Holdings does not reliably correlate to the value
of Silgan. I consider this method of valuing Silgan untrustworthy, and
assign it no weight.
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III. MARKET ANALYSIS
Both experts used a comparative market analysis as part of their
evaluations. Kovacs analyzed five similar publicly traded companies in
order to estimate the market value of Silgan's stock. Paone considered
the same five companies plus Kerr Glass in his analysis. The most
dramatic difference in the approaches taken by the experts is Paone's
inclusion of an 86% premium over market price to adjust for an inherent
minority discount in the price of publicly traded shares. In addition to a
study of similar publicly traded companies, Paone reviewed eight merger
transactions that involved companies he believed were similar to Silgan.
Respondent contends that Paone's market analysis is improper as
a matter of law, citing several decisions of this Court for the proposition
that the appraisal value of a corporation does not include a "control
premium." Petitioners respond that Paone did not include a "control
premium," but merely adjusted the price for minority interests available
in publicly traded markets to reflect the enterprise value of the entire
corporation.
[1-2] Section 262 provides two fundamental guideposts for an expert
witness opining on the value of a corporation for the purposes of a § 262
appraisal. The expert should value the entire corporation as a going
concern, then allocate that value pro rata among the shareholders.
Cavalier Oil v. Hartnett. Del. Supr., 564 A.2d 1137, 1145 (1989). In
determining the enterprise value of the corporation, the expert cannot
consider "any element of value arising from the accomplishment or
expectation of the merger." In re Shell Oil Co.. Del. Supr., 607 A.2d
1213, 1218 (1992) (quoting 8 Del. C. § 262(h)). Both Petitioners and
Respondent recognize that these principles provide the framework for
conducting an appraisal. Yet the parties disagree over whether these legal
rules require or exclude a premium over the price available in a market
for publicly traded shares. Petitioners believe a control premium must be
applied to the market price to reflect the enterprise value of a corporation,
while Respondent believes a control premium includes forbidden postmerger value.
[3]
Paone premised his use of a control premium on the theory that the
market price for publicly traded shares contains an inherent minority
discount. Paone's decision to remove a minority discount imbedded in
the market price does not violate Delaware law. Long ago, this Court
rejected placing absolute confidence in the market price for a share of
stock. See Chicago Corp. v. Munds, Del. Ch., 171 A. 452 (1934). See
also Smith v. Van Gorkom, Del. Supr., 488 A.2d 858, 876 (1985)
("publicly-traded stock price is solely a measure of the value of a
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minority position and, thus, market price reflects only the value of a
single share"). However, Petitioners cannot add a premium to the market
price unless they prove that publicly traded shares include a minority
discount.
Paone testified that the market price reflects the value of a minority
interest in a corporation because only small lots of stock are available at
the market price. Kovacs, the Respondent's expert, and Lawson, the
Court's neutral expert, also expressed a belief that publicly traded shares
trade below the proportionate enterprise value of the stock. Respondent's
expert stated at trial that "the preponderance of opinion is that there is
some minority interest that's implicit in a publicly traded company's
price." Upon the record presented, I conclude that both experts should
have adjusted market value to compensate for an inherent minority
discount.
[4]
I am aware that Vice Chancellor Berger faced this same issue in
Salomon Brothers, Inc. v. Interstate Bakers Corp.. Del. Ch., C.A. No.
10154, Berger, V.C. (May 1, 1992), and came to the opposite conclusion,
but our different conclusions result from differences in the records
presented by the parties in the respective cases. Vice Chancellor Berger
was "not satisfied from the record in [Salomon Brothers] that a market
value adjustment to compensate for an implicit minority discount is a
valuation method that is generally accepted in the financial community."
Id. at 12. In this case, the record compels me to find that the market
price for publicly traded stock includes a minority discount.
[5] Although Kovacs erred in not attempting to account for an implicit
minority discount in the market data, I find his market analysis much
more reliable than Paone's market analysis. Paone purportedly adjusted
the available market data to remove the imbedded minority discount, but
his methods do not discriminate between a minority discount and a
premium that includes post-merger value. In prior appraisal actions, this
Court has rejected the use of a control premium derived from merger and
acquisition data because the control premium incorporates post-merger
value. Salomon sup Mem. Op. at 12-13; Cooper v. Pabst Brewing
Cow.- Del. Ch., C.A. No. 7244, Hartnett, V.C. (June 8, 1993), Mem. Op.
at 22. Kovacs and Lawson testified that the premium over market price
paid by an acquiror includes more than an adjustment for a minority
discount. The acquiror may value the target corporation above its going
concern value because of potential synergies or because the acquiror
believes it will manage the target better. This portion of a control
premium cannot be included in the appraisal value of a corporation
because it reflects value arising from the accomplishment or expectation
of the merger. Cede & Co. v. Technicolor Del. Ch., C.A. No. 7129,
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Allen, C. (Oct. 19, 1990), Mem. Op. at 50-51, rev'd on other grounds,
Del. Supr., 634 A.2d 345 (1993). Paone applied a premium in his market
analysis that explicitly includes value arising from the expectation of a
merger.
Paone looked at control premiums paid in merger transactions in
the years just prior to 1989. In the studies he reviewed, the median
control premiums ranged from 34% to 48%. Paone believed that Silgan
would have fetched an even higher premium because it was highly
leveraged. Paone testified that he found a strong positive relationship
between the amount of leverage employed by a company and the control
premium paid for that company's common equity. Because of the
purported effect leverage has on control premiums, Paone believed that
Silgan would receive an 86% premium over market price.
For reasons based in law and in fact, I do not give Paone's control
premium study any weight. First, Paone has failed to demonstrate a
strong correlation between leverage and a control premium that justified
an 86% premium for Silgan. Kovacs persuasively demonstrated at trial
that leverage has only a slight relationship to the size of a control
premium. Lawson also found only a slight correlation between these
factors. Paone has not demonstrated a factual foundation for enhancing
the control premium above the 34-48% range. Paone's study also strays
from the clear directive of Delaware law to exclude value arising from
the merger. Had Paone used a 34-48% premium, he would have included
some value arising from synergies or new management plans. Instead of
increasing the premium to 86%, Paone should have discounted the control
premium data so that it reflected just the minority discount. Lawson
explained that the premium necessary to remove the minority discount
inherent in publicly traded stock is somewhere between zero and the
control premium which Paone's study places between 34-48%.
Kovacs did not attempt to account for a minority discount in the
price of publicly traded stock because Respondent's counsel instructed
him that it was improper as a matter of law. Had Kovacs attempted to
present such evidence, he probably would have been stymied anyway.
Lawson states in his report that setting an exact figure for the minority
discount comes down to an arbitrary determination. Respondent asserts
that the Court should not adjust the market data to remove the minority
discount because no reliable proof has been presented on the issue. It
seems to me that acknowledging the existence of the minority discount,
but setting it at zero, is more arbitrary than endeavoring to find its true
value. At trial, Kovacs stated that a reasonable estimate of the minority
discount is around 10-15%. Based on that testimony, I will adjust

19951

UNREPORTED CASES

1087

Kovacs' market analysis by 12.5% to account for the minority discount
inherent in publicly traded shares.
In addition to an analysis of similar publicly traded corporations,
Paone conducted an analysis of eight mergers involving companies
similar to Silgan. For the same reasons that I give Paone's control
premium data no weight, I consider his merger and acquisition analysis
unhelpful for appraising the going concern value of Silgan. The merger
and acquisition data undoubtedly contains post-merger value, such as
synergies with the acquiror, that must be excluded from appraisal value.
Mem. Op. at 22. Kovacs' analysis of similar publicly
See Cooper su
traded companies, with the adjustment for a minority discount, is a more
reliable indication of Silgan's market value than either Paone's market
study or Paone's merger and acquisition analysis.
IV. DISCOUNTED CASH FLOW ANALYSIS
Kovacs and Paone each valued Silgan by using a DCF analysis.
Kovacs labels his study an Income Approach, while Paone refers to his
study as a Discounted Future Returns Analysis, but they used nearly
identical methods. They estimated Silgan's revenues from 1989-1995 on
a debt free basis, set a terminal value for the company at the end of the
period, and then discounted those future values to reach a present value
for Silgan's market value of invested capital ("MVIC"). Because they
valued Silgan's revenues on a debt free basis, they subtracted the market
value of Silgan's debt from its MVIC to reach a value for Silgan's
common equity. Lawson provided helpful criticism of the methods
employed by Kovacs and Paone, but I instructed him not to create an
independent analysis.
[6] In an appraisal action, the Court determines the fair value of a
corporation through an adversarial proceeding. I have used Lawson's
report to critically evaluate each expert's opinion, but I will not construct
my own DCF model. SeeCed, supr Mem. Op. at 16-17, 17 n.17.
From the evidence presented by all three experts, I will choose the DCF
analysis that best represents Silgan's value. Next, with the assistance of
Lawson's testimony and report, I will scrutinize that DCF analysis to
remove the adversarial hyperbole that inevitably influences an expert's
opinion in valuation proceedings. In my discussion of the experts'
methods, all dollar values are stated in thousands.
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Managements' Projections

As this Court has noted before, the outcome of a DCF analysis
[7]
depends heavily on the projections used in the model. Neal v. Alabama
By-Products Corp., Del. Ch., C.A. No. 8282, Chandler, V.C. (Aug. 1,
1990), Mem. Op. at 21, aff'd Del. Supr., 588 A.2d 255 (1991). Prior to
the merger, Silgan's management projected Silgan's costs and revenues
for the period from 1989-1995 for use by Silgan's lenders. Silgan
distributed these projections with its Solicitation of Stockholder Consents.
Both experts relied heavily on these projections in their DCF analyses,
but Kovacs revised some of the estimates. Kovacs testified that he
needed to revise some of management's original projections because they
were not generated for use in an appraisal proceeding. He altered some
of the projections based on Silgan's books and records, discussions with
Silgan's management, and general trends in the industry. Petitioners
criticize Kovacs for revising management's contemporaneous projections
to reach a lower value for Silgan's stock. Paone worked exclusively
from the original projections, adjusting them only for the purposes of a
debt free analysis. Petitioners contend that by conducting interviews with
Silgan's managers Kovacs improperly considered evidence that was
unavailable as of the merger date. Petitioners request that I prevent
Respondent from revising its optimistic pre-merger forecast to suit its
purposes in this lawsuit.
The Court will not bar Respondent from presenting evidence
relevant to the fair value of Silgan, Bell v. Kirby Lumber Co., Del. Supr.,
413 A.2d 137, 149 (1980), but Respondent's revisions of its original
projections merit close inspection. The revisions may impeach the
credibility of Respondent's expert witness. Therefore, I will carefully
consider the justification for each revision.
B.

June 30, 1989-1995 Cash Flows

In both DCF models, the experts used management's projections
to estimate Silgan's cash flows from June 30, 1989 through the end of
1995. In his estimates of cash flows, Kovacs revised management's
original projections in several respects. Each revision merits close
scrutiny.
Kovacs revised management's 1989 forecast concerning Silgan's
1994 investment in working capital. Kovacs testified that management's
forecast of investment in working capital for 1994 struck him as unusual.
The projections show an increase in additional working capital every year
except for 1994, which has a dramatic drop in investment in working
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capital. Silver, the co-executive officer of Silgan, testified that Silgan
was to begin paying cash interest on merger related debt in 1994, and
those payments had a negative effect on investment in working capital.
Kovacs believes that interest on merger related long-term debt should not
be considered in working capital, so he ignored the figure projected for
1994. He constructed his own estimate of investment in working capital
from the averages of 1993 and 1995.
Petitioners contend that Kovacs should not have adjusted
management's projection for 1994, despite unrebutted evidence of a
problem with the projection. I find that Kovacs properly adjusted
investment in working capital for 1994.
Petitioners also complain that Kovacs' improperly reduced
management's projected deferred taxes. In management's projections,
deferred taxes rise throughout the 1989-1995 period. Kovacs considered
the projected steady rise in deferred taxes impossible, so he adjusted the
figure. Kovacs explained that deferred taxes must correspond to
purchases of capital assets because they result from the tax code's
accelerated recognition of depreciation. In the projections, Silgan does
not make the large investments in capital assets necessary to justify the
yearly increases in deferred taxes. Lawson concurs with Kovacs'
I find that Kovacs properly adjusted management's
adjustment.
projection of deferred taxes.
Petitioners also challenge Kovacs' estimate of cash flows for the
remainder of 1989. On this issue, Petitioners do not assert that
Respondent improperly altered Silgan's original projections. Rather, they
claim that Respondent's expert erred as a matter of law in relying on the
June 30, 1989, balance sheet, a document that was unavailable on the
date of the merger.
In estimating the cash flows for the 1989 stub, Kovacs subtracted
the actual figures in the June 30, 1989 balance sheet from management's
projection for the entire year. Instead of using the actual figures from the
first half of 1989, Paone divided the projected earnings for 1989 in half.
Petitioners contend that Respondent cannot use the June 30, 1989,
balance sheet for this appraisal because it was not available until a few
months after the merger date. Respondent replies that the balance sheet
was not yet available, but the information reflected on the balance sheet
relates to Silgan's pre-merger financial position.
In assessing fair value pursuant to 8 Del. C. § 262(h), the Court
[8]
considers all elements of value that are "known or susceptible of proof as
of the date of the merger and not the product of speculation."
Weinberger v. UOP, Inc.. Del. Supr., 457 A.2d 701, 713 (1983). The
June 30, 1989, balance sheet contains information about events that
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occurred prior to June 30, 1989. Silgan may not have described this
information in the form of a balance sheet as of June 30, but the data was
"susceptible of proof as of the date of the merger." See id. Subtracting
the real figures for the first half of 1989 provides a more credible
estimate of the earnings for the remainder of 1989 than dividing the
annual estimate in half. I accept Kovacs' treatment of the 1989 stub.
The last material disagreement in the experts' estimation of cash
flows for the projection period is their treatment of working capital
interest. Kovacs treated some of Silgan's working capital interest as an
expense to be deducted from cash flow. Because Silgan's working
capital interest fluctuates, Kovacs treated most of it as an expense,
excepting a "fixed working capital interest" figure, which Silgan's
working capital interest historically never dipped below.
Paone
categorized all working capital interest as debt, subtracting it from the
debt free value of Silgan. Petitioners assert that Paone's approach is
preferable. However, Kovacs' treatment of working capital interest
actually increases the fair value of Silgan in Kovacs' DCF model.
Lawson describes Kovacs' approach to working capital interest as nontraditional, but he advocates adopting it. I find that treating working
capital interest as an expense provides a more reliable indication of
Silgan's fair value.
C.

Terminal Value

In addition to estimating cash flows for the projection period, the
DCF model requires the experts to set a value for Silgan at the end of the
period, which is labeled a terminal value. The two experts' extremely
divergent estimates of Silgan's terminal value account for much of the
difference in the outcomes of the two experts' DCF analyses. Kovacs
estimated Silgan's terminal value with a "growth in perpetuity model,"
which sets a flat growth rate for Silgan and projects it into perpetuity.
Paone applied a growth in perpetuity model as one factor in setting
Silgan's terminal value, but he also considered a hypothetical sale of
Silgan at the end of the projection period. Paone estimates Silgan's
terminal value at $685,530, while Kovacs places it at $415,336.
Kovacs' terminal value differs drastically from Paone's because he
did not use management's projections for 1989-1995 to create a terminal
value. Paone extrapolated a value in perpetuity from Silgan's expected
performance from 1989 through 1995.
Kovacs believes that
management's projections for the specific time period, 1989 through
1995, cannot be used to value Silgan in perpetuity. During the projection
period, Silgan's depreciation exceeds its investment, which Kovacs
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believes cannot be sustained in the long run. Kovacs believes Paone's
extrapolation of the current data ignores Silgan's need to make new
capital investments to sustain its growth. Lawson developed his own
terminal value calculation, which disagrees with Kovacs' approach in
some respects, but largely concurs with Kovacs' treatment of capital
investment and depreciation.
I find that Kovacs' has presented the more reliable terminal value
calculation. Paone's model unrealistically extrapolates Silgan's short run
circumstances into perpetuity. Kovacs correctly recognized the need for
an adjustment in the data so that capital investment relates to growth and
depreciation in a sustainable manner. Kovacs projected Silgan's future
capital expenditures from the historical trends of the company and
comparable industry data. Kovacs testified that capital investment should
slightly exceed depreciation to sustain perpetual growth. Lawson
generally agrees with Kovacs' approach to terminal value. Rather than
completely adopting Kovacs' approach, Lawson did an independent
calculation of terminal value. Lawson's approach differs from Kovacs'
because he believes that capital investment and depreciation should "zero
out" in the long run. Lawson's independent calculation is a useful
reference for checking on the parties' experts' work, but I do not adopt
it. Kovacs' theory that capital expenditures should slightly exceed
depreciation is just as plausible as the "zero out" approach, so I will not
alter Kovacs' terminal value calculation.
I do not give Paone's "hypothetical sale" approach any weight.
Paone's hypothetical sale approach incorporates the problems associated
with comparable market data into the DCF analysis, which undercuts the
greatest advantage of the DCF model. A DCF model actually values
Silgan as a going concern, rather than looking at the comparable merger
and acquisition data. Using a hypothetical sale at the end of the
projection period brings the uncertainties inherent in the acquisition data,
such as discounting for a "control premium," into the DCF model. In
some circumstances a hypothetical sale may have advantages over the
growth in perpetuity approach, but in this case it has no such advantage.
Kovacs provided the most credible estimate of Silgan's terminal value
with his growth in perpetuity approach.
D.

Respondent Has Presented The More Reliable DCF Analysis

In every respect, Respondent has provided more reliable valuations
of Silgan's cash flows and terminal value. I carefully scrutinized
Respondent's revision of the original projections, but each revision is
supported by well-reasoned analysis. In contrast, Petitioners' steadfast
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refusal to reassess any of the original figures damages their expert
witness' credibility. I conclude that Kovacs' DCF analysis is a better
indicator of Silgan's fair value than Paone's DCF analysis. Yet, many
aspects of Kovacs analysis reflect an overly adversarial approach. I have
accepted Kovacs' conclusion as to Silgan's MVIC, but, as discussed
below, I cannot accept his discounting methods and deductions from
MVIC without adjustment. By contrasting the methods used by Kovacs
and Paone, and employing Lawson's very helpful critique of both
experts' opinions, I will make those adjustments.
E.

Discounting Future Returns To Present Value

In a DCF analysis, the future returns must be discounted to their
present value. The parties' experts used similar discount rates: Kovacs,
12.8%, Paone, 12.5%. Kovacs rounded the 12.8% rate to 13% for his
calculations. Kovacs offered no justification for rounding the figure, and
I believe it was done to create as low a final result as possible. I will
remove the effect of this rounding from Kovacs' DCF analysis.
Kovacs also timed Silgan's cash flows in a manner that
unreasonably lowers Silgan's value. Kovacs assumed that Silgan receives
all of its cash at the end of the year. Paone assumed a mid-year receipt
of cash flows as a surrogate for receipts occurring over the course of the
year. Respondent submitted some evidence that Silgan, a company with
a seasonable business, receives most of its cash at the end of the year.
Other evidence in the record indicates that Silgan received cash
throughout the year. I find the mid-year point to be the better estimate
for receipt of Silgan's cash flows. The end-year receipt is insufficiently
supported by the record:
F.

Deductions From MVIC

In their DCF analyses, Kovacs and Paone arrived at a debt free
present value for Silgan, then deducted the value of debt, preferred stock,
and options to reach the value of Silgan's common equity. Lawson
provided an independent estimate of deductions from Silgan's market
value. All three valuations are surprisingly similar: Paone--$283,450;
Kovacs--$268,700; and Lawson--$255,400. Paone's figure is highest
because he treated all working capital interest as debt rather than
categorizing some of it as an expense to be deducted from cash flows.
The experts disagree over the values of Silgan's senior notes, long-term
liabilities, and preferred stock. They also differ over whether accrued

