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privately held company until 1987, when SES merged with a company
listed on the Vancouver Stock Exchange and became a publicly held
Delaware corporation. The merger agreement required a restrictive
legend to be placed on SES stock certificates because the stock was not
registered under the Securities Act of 1933.
Some of the Grossman stock was subject to an escrow agreement
required by the Vancouver Stock Exchange. To release the shares from
escrow, the Grossmans had to satisfy certain cash flow requirements.
Half the shares were released in May 1991. The requirements for
releasing the stock were modified in August 1991 in an amended escrow
agreement. The rest of the shares were released by December 1993.
Stockholders filed a derivative action in this court challenging the
release of stock from escrow and the issuance of other stock to the
Grossmans ("the Becker case"). The Becker case was settled in February
1993. Pursuant to the settlement, the parties entered into a stockholders
agreement in March 1993. The agreement provides that Alfred and
Stephen Grossman would remain on the board, but that the Grossmans
may only exercise their voting rights as stockholders in favor of persons
nominated by management. The Grossmans are permitted to transfer
their stock on condition that transfer to an affiliate or associate is subject
to the voting restriction.
Alfred Grossman brought Ellen Batzel, a lawyer who had
represented SES since 1989, into the company in November 1993. He
apparently hoped that she would help the Grossmans cope with the
demands of managing a publicly held corporation. The plan was for her
to acquire a facility to treat the material hauled by the company. She
suggested that her credibility to acquire financing would be better if she
were president. She replaced Stephen Grossman as president in February
1994. Her earnest efforts to acquire a waste treatment facility were not
successful and no immediate prospect is pending.
Relations between Ellen Batzel and the Grossmans were good until
the financial statements for the fiscal year ending June 30, 1994 showed
a substantial loss for the first time in the history of the business. Ellen
Batzel came to the conclusion that the Grossmans were responsible for
the loss. Ellen Batzel replaced Stephen Grossman as director in August
1994. With the support of the two outside directors that she had brought
in, Ellen Batzel took control and removed the Grossmans from any role
in management. The board formed an executive committee having all
powers of the board in October 1994. The committee was composed of
the three directors other than Alfred Grossman. The board removed
Alfred Grossman as a director on December 10, 1994.
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The Grossmans entered into a contract on December 1, 1994 for
the transfer of their stock to WNH. The parties agreed to the price based
on a 10-day moving average of the market price of the stock. WNH paid
the Grossmans $100,000 in cash and executed an unsecured promissory
note for the balance of about $2 million.
Ellen Batzel refused to register the transfer when requested to do
so on December 10, 1994. The board approved the dilutive issuance of
995,000 shares to directors and management on January 5, 1995. As a
result of the dilutive issuance and its failure to file required financial
reports, SES was delisted by NASDAQ on February 16, 1995. SES has
not held a stockholders' meeting since June 26, 1993.
II
Defendants make a number of factual allegations against the
Grossmans as a basis for their legal contentions. During the course of the
trial of this case, SES filed a motion to reopen the judgment in the
Becker case. The motion alleges that the plaintiffs in the Becker case
were unaware at the time of the settlement that the Grossmans had
fraudulently drawn numerous checks, including a check for more than
$250,000 payable to cash. When confronted with that charge at trial,
Jonathan Grossman explained that the check simply transferred corporate
funds from a non-interest bearing account to an interest bearing account.
His explanation has not been challenged. Ellen Batzel also accuses
Alfred Grossman, who is apparently accustomed to operating the
company like a family business and is now 72 years of age, of opening
the mail and not properly accounting for income and liabilities. Although
SES ordered a fraud audit in October 1994, it did not offer evidence of
any findings. I can only conclude that no evidence of financial
wrongdoing was discovered.
Ellen Batzel claims that Jonathan Grossman somehow sabotaged
the computerized accounting system, thus preventing SES from filing
proper financial reports. Jonathan Grossman responds that all the people
who knew how to operate the system have been fired. Defendants have
not presented evidence to substantiate Ellen Batzel's suspicions.
Defendants charge that before the Grossmans were removed, they
planned to loot and destroy the company and they have conspired with
John McGrain and David Norris to carry out their plan. Although they
had apparently been cooperating, Ellen Batzel concluded when the
unexpected and unaccountable losses surfaced that they were planning to
loot and destroy the company all along, but their plan was frustrated by
her efforts. One would assume that the Grossmans had a substantial

1148

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 20

interest in protecting their investment in the company and now have an
interest in collecting the balance owed for the sale of their stock.
Defendants have neither identified what assets were looted or remain to
be looted, nor suggested why they would want to destroy the company.
The Grossmans have been remarkably restrained in their response
to Ellen Batzel's actions. When asked by the court his opinion of why
the company is losing money, Jonathan Grossman testified that Ellen
Batzel has torn the fabric of the company apart by terminating the key
employees who had operated it profitably. The evidence does not include
a convincing explanation of the company's losses. As between the two
theories offered, namely, the Grossmans' fraud and current management's
lack of operational know-how, I find the latter to be more plausible.
The claim of conspiracy is based on motive and the relationship
between John McGrain and the Grossmans, on the one hand, and David
Norris, on the other. John McGrain had business contacts with the
Grossmans for a number of years and, as chairman of the board of
Conversion Industries, at one time discussed with them the possibility of
Conversion Industries purchasing SES stock. He describes the Grossmans
as good operators who are unsophisticated in corporate matters. He met
David Norris in 1992 when he was a director and David Norris was an
officer of North American Recycling.
When the Grossmans approached John McGrain seeking to sell
their stock, he was going to purchase it and bring David Norris in to run
the company. However, he could not go forward because of sudden
financial problems. He testified that he was embarrassed about bringing
David Norris in and then backing out. He has helped David Norris with
a short-term loan and the use his house in California.
John McGrain and the parties to the agreement testified that it was
an arms-length transaction with no plan for the Grossmans to participate
in the company in the future. The circumstances are as consistent with
their testimony as with defendants' conspiracy theory. I find no sound
support for defendants' suspicions and therefore reject their conspiracy
claim.
III
Defendants claim that the Grossmans fraudulently obtained the
release from escrow of an unspecified portion of their SES stock.
Defendants allege that the amended agreement was not approved by the
stockholders and argue that the release of stock is therefore void.
Assuming that the agreement was not approved earlier, the stockholders
ratified it pursuant to the Becker settlement. Moreover, all claims against
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the Grossmans were released. However, because defendants have filed
a motion to reopen. the stipulated judgment in the Becker case, I will
decide defendants' factual allegation rather than rest on release or
ratification.
Corporate records show that a meeting was noticed and attended
only by the Grossmans. However, Ellen Batzel testified that Jonathan
Grossman told her around the time of the Becker case that the meeting
did not take place. Jonathan Grossman contradicts her testimony.
Defendants argue that Jonathan Grossman is unworthy of belief because
he committed perjury during the Becker case and has committed other
acts showing his lack of credibility.
In the Becker trial, Jonathan Grossman admitted when confronted
with inconsistencies in his earlier testimony that he had backdated the
Grossmans' agreement to guarantee corporate obligations for the purpose
of obtaining a financial benefit. In this trial, he admitted signing a form
required by a car dealership that falsely indicated the existence of a board
resolution authorizing the rental of a car for his father, Alfred Grossman.
He explains that the routine transaction was clearly proper and he did not
bother to obtain the resolution as a matter of convenience.
While the willingness to commit such acts casts doubt on Jonathan
Grossman's credibility, there is also reason to question Ellen Batzel's
credibility. Her testimony has been contradicted on a number of points.
She only made this allegation when her position at SES was threatened.
Considering the lack of corroborating evidence, Ellen Batzel's testimony
is not sufficient to support a finding that the corporate record of
stockholder approval is false.
Defendants also contend that the Grossmans would not have met
the requirements for release of the stock if they had revealed outstanding
contingent environmental liabilities. The Vancouver Stock Exchange
released the shares based on an independent auditor's report. Defendants
have not offered evidence of a specific liability, its effect on the
requirements for release, or any basis to question the presumed regularity
of the administrative approval of the release of the stock from escrow.
IV
SES argues that it was justified in refusing to register the transfer
of the Grossman stock to WNH. Defendants maintain that the proposed
transfer would violate federal securities law and the legend restriction.
The restriction states that the shares may not be resold without
registration under federal law and qualification under California law
unless SES is provided with an opinion of counsel "satisfactory to the
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issuer" that the resale is exempt. WNH presented the transfer agent with
an unqualified legal opinion that the transfer is exempt. After Ellen
Batzel questioned the original opinion as conclusory and lacking
reference to California law, the attorney prepared a more thorough
opinion that the transfer is exempt under federal and California law.
Although qualification under California law was originally questioned,
that point has not been argued and is therefore deemed waived.
Plaintiff argues that the sale falls within the exemption from federal
registration requirements of all "transactions by any person other than an
issuer, underwriter, or dealer." 15 U.S.C. § 77(d) (1982). Defendants
argue that the Grossmans come within the following definition of
"underwriter" in Section 2 (11) of the 1933 Act:
The term "underwriter" means any person who has
purchased from an issuer with a view to, or offers or sells
for an issuer in connection with, the distribution of any
security. ... As used in this paragraph the term "issuer"
shall include, in addition to an issuer, any person directly or
indirectly controlling or controlled by the issuer, or any
person under direct or indirect common control with the
issuer.
[1]
Since the point is not argued, I will assume that the Grossmans
qualify as purchasers of stock from SES. However, it is clear that the
Grossmans did not purchase the stock with a view to distribution. The
Grossmans acquired the stock between 1988 and 1991. At that time, they
controlled the company. It was only after they were removed from the
company in 1994 that they began looking for a purchaser. Although the
Grossmans have from time to time sold small quantities of their stock,
considering the circumstances in which they acquired it, the length of
time they held it, and the circumstances in which they decided to sell,
there is no reason to doubt that they acquired the stock with investment
intent and not with a view to distribution. See Ackerberg v. Johnson,
892 F.2d 1328, 1336 (8th Cir. 1989).
Defendants claim that the Grossmans are underwriters by virtue of
a control relationship with SES. As of the date of the sale on
December 1, 1994, the Grossmans neither controlled nor were controlled
by SES. Stephen Grossman resigned from the board on August 10, 1994.
Although Alfred Grossman was a director until his removal on
December 10, 1994, after the formation of the executive committee on
October 9, 1994 he was a director in name only. Moreover, the
Grossmans had been removed from management and could only exercise
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their voting rights as stockholders for management nominees. On the
other hand, since they are permitted to sell their stock and are certainly
not acting for SES, the Grossmans are not controlled by SES. I therefore
conclude that the transfer is exempt under Section 4(1). It is unnecessary
to decide whether the other claimed exemption also applies or whether
WNII is a bona fide purchaser for value.
Defendants further argue that the court should refuse relief because
of plaintiff's inequitable conduct. Loretto Literary & Benevolent
Institution v. Blue Diamond Coal Co. Del. Ch., C.A. No. 5980, Hartnett,
V.C. (Oct. 24, 1980). This argument is not clear. The complaint alleges
that the Grossmans conspired with John McGrain and David Norris to
avoid the restriction on the Grossmans' right to sell stock to someone
affiliated or associated with them, and the motion to reopen the stipulated
judgment in the Becker case alleges that the Grossmans fraudulently
sought to circumvent the voting restriction. The allegations were not
argued in that form in defendants' posttrial brief. Nonetheless, since I
have rejected the claim of conspiracy, this defense, which seems to be
based on the claimed conspiracy between David Norris and the
Grossmans, necessarily fails.
Defendants also argue that SES did not take "proper and requisite
corporate action" to make a written request for release of stock from
escrow in accordance with the amended escrow agreement. Defendants
neither cite the term of the agreement on which they base this argument
nor specify the corporate action that should have been taken.
Presumably, defendants base the argument on the administrative policy
requiring a written request for consent to the release. In the absence of
evidence to the contrary, it is presumed that the form of the request was
acceptable to the Exchange.
[2]
An issuer has a duty to register a transfer of stock when the
statutory requirements are met. 6 Del. C. § 8-401. Having considered
defendants' argument that the transfer was not "rightful" because it
violates federal securities law and should be denied for inequitable
conduct, I can only conclude the response to the request for transfer was
not neutral. See Bender v. Memory Metals, Inc. Del. Ch., 514 A.2d
1109 (1986).
V
Plaintiff seeks relief from the dilutive issuance on the ground that
it was motivated by the improper purpose of defeating plaintiff's
challenge to control. Defendants claim that the purpose of the stock
issuance was to compensate the board and management for their efforts
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in behalf of the company and to induce them to continue. They counter
plaintiff's claim of improper purpose by asserting that they planned the
dilutive issuance earlier but delayed it until January 1995 for tax
purposes.
There is no corporate record of the plan. Although Ellen Batzel
has some record of discussion relating to "10% stock," I accept the
testimony of Alfred Grossman and Bernard Kreitzer, who was an outside
director from January to July 1994, that the discussion related to a
possible stock option, not an outright stock issuance. Moreover, after
those discussions, Ellen Batzel drafted her own compensation agreement,
which makes no reference to stock. Nor was there public disclosure of
the proposed plan.
The board acted at an unscheduled meeting by telephone within
hours of Ellen Batzel's meeting with David Norris at which he disclosed
his intent to replace the board. The dilutive issuance constitutes about
24% of the outstanding stock of SES and would give insiders roughly
equal voting strength to that of WNH. The Board also entered into an
agreement through one of the directors, Jeff Turner, acting in behalf of
the estate of his father-in-law, Sanders Campbell, who was one of the
stockholders involved in the Becker case, for a loan of $200,000 with a
right to elect repayment with 200,000 shares of SES stock.
Defendants argue that the dilutive issuance does not defeat
plaintiffs challenge to their control because there are enough neutral
stockholders that either party could win a proxy contest. However,
plaintiff persuasively points out based in part on part stockholder
participation that before the dilutive issuance WNH was virtually assured
of success without a proxy contest, but afterwards would face an
expensive proxy contest with a doubtful outcome.
[3]
I cannot accept the contention that the timing and effect of the
dilutive issuance was coincidental. The circumstances compel the
conclusion that the purpose of the dilutive issuance was to defeat the
challenge to the board's control. Defendants "did too much too soon
with too little disclosure to justify a contrary conclusion." Canada
Southern Oils v. Manabi Exploration Co., Del. Ch., 96 A.2d 810, 813
(1953).
The actions of the board during these proceedings supports the
conclusion that their justification for the stock issuance is pretextual. At
a special meeting on the evening before the trial started, the board sought
to correct actions that were challenged in plaintiffs pretrial brief. For
example, plaintiff had argued that the removal of Alfred Grossman from
the board without notice was illegal. The board gave Alfred Grossman
notice, and ratified his removal and all board actions since his removal.
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Plaintiffs had also argued that the loan with the right of conversion
strongly supported their claim. The conversion right was cancelled.
Most importantly, plaintiffs argued that issuance of stock for future
services violates Delaware law. 8 Del. C. § 152. The board changed the
stated consideration for the dilutive issuance to compensation for past
services as well as inducement for continued service. This kind of
conduct undermines confidence in defendants' contention concerning the
dilutive issuance and supports the strong circumstantial evidence that the
true purpose was entrenchment.
Plaintiff also presented direct evidence that the stock was issued to
keep control. Drusilla Westall, who was hired by Ellen Batzel and lived
with her, testified that Ellen Batzel stated that her purpose was to dilute
the Grossman stock. Defendants argue that Drusilla Westall's testimony
was motivated by a desire to get back at Ellen Batzel for firing her, and
should therefore be rejected. Because Drusilla Westall's testimony, like
that of a number of the other witnesses, was by deposition, I cannot
assess her demeanor on the issue of credibility. However, her testimony
is corroborated by the strong circumstantial evidence of improper
purpose.
VI
The parties differ on the appropriate standard for deciding
plaintiffs request for relief from the dilutive issuance. Defendants argue
that their decision to issue stock as compensation is entitled to deference
under the business judgment rule. Plaintiff responds that because
defendants have a direct financial interest in the transaction, they have the
burden of showing that it is entirely fair. Because I conclude that
defendants did not act for a proper purpose, it is unnecessary to decide
which of the possible objective standards would apply. Nor is it
necessary to decide plaintiff's alternative challenges to the dilutive
issuance.
[4-5] Management may not use the corporate machinery for the purpose
of perpetuating itself in office. Schnell v. Chris-Craft Industries. Inc.,
Del. Supr., 285 A.2d 437 (1971). In accordance with that principle, this
court has set aside a board's issuance of stock when the primary purpose
for the action was entrenchment. Canada Southern Oils v. Manabi
Exploration Co.. Del. Ch., 96 A.2d 810, 813 (1953); Condec Corp. v.
Lunkenheimer Co.- Del. Ch., 230 A.2d 769, 755 (1967). In Unocal
Corp. v. Mesa Petroleum Co., Del. Supr., 493 A.2d 946 (1985), the court
reviewed a board's response to the threat of a takeover for reasonableness
and proportionality. However, before doing so, the court noted that
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directors may not act "solely or primarily out of a desire to perpetuate
themselves in office" and that a defensive measure must be "motivated by
a good faith concern for the welfare of the corporation and its
stockholders." Id. at 955.
The courts are now in the process of harmonizing the cases and
refining the rules. In Blasius Industries, Inc. v. Atlas Corp. Del. Ch.,
564 A.2d 651 (1988), the court found that although the board acted to
keep control, it did so for the purpose of defeating a restructuring plan
that the board believed in good faith to be against the corporate interest.
The court concluded that a board may not take action designed to
interfere with a stockholder vote unless it can show a compelling
justification for its action. Id. at 661. In Shamrock Holdings, Inc. v.
Polaroid Corp. Del. Ch., 559 A.2d 278, 286 (1989), the court
distinguished Blasius and suggested that it is a "specific expression" of
the Unocal standard. In Stahl v. Apple Bancorp, Inc., Del. Ch., 579 A.2d
1115 (1990), the court noted that action taken in good faith may be
inequitable under an objective standard. Id. at 1121. The court explained
that "the prospect of losing a validly conducted shareholder vote cannot
... constitute a legitimate threat to a corporate interest." Id. at 1124.
The court also demonstrated how the Unocal standard for reviewing a
response to a threat to control resembles the Blasius standard when action
is taken to interfere with a shareholder vote. 51&b 579 A.2d at 1124.
The Supreme Court has accepted Blasius and Stahl. Stroud v. Grace
Del. Supr., 606 A.2 75 (1992). The court stated that "a defensive
measure touching 'upon issues of control' that purposefully
disenfranchises its shareholders is strongly suspect under Unocal and
cannot be sustained without a 'compelling justification."' Stroud 606
A.2d at 92, n. 3.
[6-7] One may conclude that the Canada Southern Oils rule that a stock
issuance for the primary purpose of keeping control will be set aside as
a breach of fiduciary duty has not been modified by Blasius. Although
the court in Blasius said that the board's primary purpose was to interfere
with a stockholder vote, in light of the court's finding that the board
acted in what it believed in good faith to be the corporate interest, one
may view the case as one where the board's primary purpose was proper.
However, because the means used to achieve that purpose involved
interference with a stockholder vote, the board was required to show
compelling justification for its action. Even if Blasius modifies Canada
Southern Oils, it remains true that any action not motivated by good faith
concern for the welfare of the corporation and its stockholders will be set
aside as a breach of fiduciary duty. In other words, action to defeat a
challenge to control will be reviewed under the appropriate objective
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standard only if the action was taken to promote a proper corporate
purpose.
I have found that defendants' purported purpose for the dilutive
issuance is a pretext and their true purpose was to defeat plaintiff's
challenge to their control. Since the board acted for an improper
purpose, plaintiff is entitled to the relief requested. I assume that this
holding moots issues relating to the Grossman-Batzel and GrossmanWNH proxies. Nor is there any dispute that plaintiff is entitled to a
prompt stockholders' meeting. 8 Del. C. § 211.

ZIRN v. VLI CORP.
No. 9488
Court of Chancery of the State of Delaware,New Castle
June 12, 1995
Plaintiff alleged that defendant corporation's board of directors
breached their fiduciary duty of disclosure in a merger and committed
equitable fraud relating to a concomitant stock market crash and patent
lapse.
The court of chancery, per Chancellor Allen, concluded that the
board of directors did not breach their fiduciary duty nor did they commit
equitable fraud. The court held that (1) all reasonable readers of the
merger disclosure statements would assume that a competent board had
understood that the stock market crash was a background fact when it
exercised informed judgment; (2) the VLI board had no duty to disclose
and speculate on the bidder's motivation for proposing a new transaction;
and (3) the board's disclosure regarding the likelihood of patent
reinstatement did not fail to disclose any material fact. Therefore, neither
the target nor the bidder materially misled the target shareholders or
omitted facts material to the decisions that the target shareholders were
asked to make.
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585

The test for materiality of omitted disclosures is that an omitted
fact is material if there is a substantial likelihood that a reasonable
shareholder would consider it important in deciding how to vote and that
the defect have a significant propensity to affect the voting process.
2.

Corporations

585

C

The test of materiality of omitted disclosures does not require proof
of a substantial likelihood that disclosure of the omitted fact would have
caused the reasonable investor to change his vote. The standard does
contemplate a showing of a substantial likelihood that, under all the
circumstances, the omitted fact would have assumed actual significance
in the deliberations of the reasonable shareholder. Put another way, there
must be a substantial likelihood that the disclosure of the omitted act
would have been viewed by the reasonable investor as having
significantly altered the "total mix" of information made available.
3.

Corporations

585

t

In applying the test of materiality of omitted disclosures, it is
important that the court keep in mind the twin goals of full and effective
stockholder disclosure so that the law guards against the fallacy that
increasingly detailed disclosure is always material and beneficial
disclosure.
4.

Corporations

0!-

585

Background facts do not assume any significance under the
materiality test of omitted disclosures.
5.

Corporations

m

307

The target's board had no duty to disclose the purchaser's
motivations for renegotiation of the merger agreement; to require this
would open a Pandora's box of possible misinformation and omissions,
which would run the risk that the directors would guess incorrectly and
therefore mislead the stockholders.
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m 307

Disclosure by fiduciaries will sometimes call for line drawing,
especially where soft information is concerned.
7.

Corporations

C

585

A prediction of when the Patent and Trademark Office might act
to reinstate a lapsed patent was not material to a reasonable shareholder
who was required to decide whether to accept a tender offer where the
condition that the patent be reinstated by a certain date had been removed
from the deal.
8.

Corporations

585

The relevance of a prediction regarding the time frame for patent
reinstatement cannot reasonably be said to meet the materiality test of
omitted disclosures.
9.

Corporations

Cm-

584

The value which a target or purchaser in a merger agreement
assigns to a particular patent as protection from competition is irrelevant.
10.

Corporations
Equity

!

t!
11

317(3)

In order for a false representation to be fraudulent, it must relate
to a material fact and not be a mere opinion or prediction as to possible
future results.
11.

Corporations

!= 310(1)

A majority shareholder of a corporation certainly owes fiduciary
duties to minority shareholders including a duty to fairly disclose material
information concerning a cash-out merger.
12.

Corporations

!

585

The absence of a statement concerning the buyer's original attitude
towards timing did not present a material fact either in the tender offer
or in the notice of merger.
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Michael Hanrahan, Esquire, and Chandlee Johnson Kuhn, Esquire, of
Prickett, Jones, Elliott, Kristol & Schnee, Wilmington, Delaware; and
Terry R. Saunders, Esquire, of Susman Saunders & Buehler, Chicago,
Illinois, of counsel, for plaintiff.
Martin P. Tully, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware; David R. Jewell, Esquire, Richard J. DeMarco,
Jr., Esquire, and Alison S. Berger, Esquire, of Donovan Leisure Newton
& Irvine, New York, New York, of counsel; Anthony M. Basich,
Esquire, of Hill, Wynne, Troop & Meisinger, Los Angeles, California, of
counsel; J. Michael Brennan, Esquire, of Gibson Dunn & Crutcher,
Irvine, California, of counsel, for defendants.
ALLEN, Chancellor
This action is prosecuted on behalf of shareholders of VLI
Corporation ("VLI") who owned the stock during the period in which a
two-step $6.25 per share cash merger between VLI and an affiliate of
American Home Products Corporation was negotiated and effectuated.'
The amended complaint purports to allege a wide range of fiduciary
violations including various disclosure and equitable fraud claims against
VLI's directors and against American Home Products Corporation
("AHP"). The case was tried in 1992 and judgment was granted to
defendants.
On appeal the Supreme Court held that, with respect to the
resolution of plaintiff's disclosure claims, this court had misapplied the
appropriate materiality test. The Supreme Court also held that discovery
concerning advice provided by VLI's patent counsel regarding a matter
of arguable importance to the tender offer negotiations had been
erroneously limited. The Supreme Court, therefore, reversed the
judgment and remanded the case for further proceedings consistent with
its opinion. In doing so, I note that the Supreme Court did not disturb
any of the Vice Chancellor's factual findings, insofar as they relate to
matters other than the subject of the additional discovery. Thus this
court's Letter Opinion of September 23, 1994 held that all factual
findings set forth in the Court of Chancery's June 10, 1992 decision
relating to the effect of the stock market crash on the VLI board's
deliberations would be taken as established facts, unless inconsistent with

'The shareholder class represented was defined and certified in Zirn v. VLI Corp., Del.
Ch., C.A. 9488, Hartnett, V.C., slip op. at 12-13 (Feb. 15, 1991).
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the Supreme Court's decision. Upon further review, I conclude that there
are no such inconsistencies.
As new discovery concerning the prospects and timing of VLI's
then pending patent reinstatement application has taken place following
remand, this court now makes certain factual determinations included
below on that issue. The parties voluntarily stipulated and agreed that
factual findings were to be based on the written record, rather than a new
trial. The factual determinations are based upon the written record
including supplemental deposition. See Stipulation dated September 23,
1994 at 3.
In light of this record and prior proceedings, the Court of Chancery
is now called upon to determine whether the alleged misstatements or
omissions argued to this court at trial and on remand are material as that
term has been defined by our Supreme Court.
I.
Relevant facts as found following trial have been detailed in earlier
opinions. E.g., Zirn v. VLI Corp., Del. Ch., C.A. No. 9488, slip op.,
Hartnett, V.C. (June 10, 1992) ("Trial Decision"), and Zirn v. VLI Corp.,
Del. Supr., 621 A.2d 773 (1993) ("Appeals Decision"). In summary
those facts are as follows.
VLI manufactured and marketed various contraceptives, including
its primary product, the Today Vaginal Contraceptive Sponge (the
"Sponge"). VLI had held that patent to the Sponge's contraceptive
technology since 1983. In 1985, VLI's management determined that VLI
required substantial additional capital which it was unable to attract.
Thus, management concluded that in order to maintain VLI's financial
viability, VLI had to be sold. Two years were spent seeking an interested
buyer to infuse the needed capital. At least forty entities were contacted;
only one serious buyer, AIP, emerged. AHP is a leading marketer of
over-the-counter pharmaceutical products.
In late August 1987, representatives of VLI and AIP met to
discuss a possible acquisition by AHP. AHP proposed to extend a $7.00
a share cash tender offer for all VLI shares to be followed by a cash
merger to remove any non-tendering VLI shareholder. This proposal was
informally agreed to by the VLI board, but before a formal merger
agreement was drafted, VLI learned that due to an inadvertent failure to
pay a maintenance fee its patent on the Sponge had lapsed. This was
disclosed to AIP on August 28, 1987.
In response, AHP insisted that the transaction be reconfigured from
a tender offer to a merger at the same $7.00 price per share but with
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closing conditioned on the reinstatement of the patent ("The Original
Merger Agreement"). The Original Merger Agreement permitted either
party to terminate the agreement if the merger was not consummated by
March 1, 1988. Accordingly if the patent were not reinstated by that date
either party could abandon the deal. Having receiving an investment
banker's opinion that $7.00 per share was a fair price, VLI's board
approved the Original Merger Agreement on August 30, 1987, and the
agreement was announced the following day.
On September 3, 1987, VLI's patent counsel petitioned the United
States Patent and Trademark Office ("PTO") requesting reinstatement of
the lapsed patent, which the PTO denied on September 21, 1987. New
patent counsel petitioned for reconsideration on October 21, 1987. The
new counsel, however, was of the opinion that there was a "significant
possibility" that the petition would be rejected.
By September 30, 1987, AHP had completed much of its due
diligence review, and was awaiting VLI's third quarter financial reports.
On October 8, 1987, VLI issued a press release stating that net income
for that quarter was $.04 per share, or $.32 per share greater than the
third quarter of 1986.
On October 19, 1987 the New York Stock Exchange suffered its
greatest one day loss ever. Following the October 19, 1987 stock market
crash VLI's stock declined from a range of $4 7/8 -- $5 3/8 to a low of
$3 3/8 by October 26, 1987. On October 22, 1987, more third quarter
financial information became available. There was a larger than expected
decline in Sponge sales. Sales had fallen 22 percent compared with the
third quarter of 1986. On October 27, 1987 AHP determined that it
should seek to renegotiate the merger agreement. At a November 1, 1987
meeting with VLI, AHP proposed an amended agreement which would:
(i) eliminate the patent reinstatement condition, (ii) change the transaction
back to a tender offer/short-form merger and (3) reduce the offering price
by $.75 per share ($6.25 instead of $7.00 per share).
VLI's board met on November 3, 1987 to discuss the new
proposal. The board discussed the lack of any other suitor, after a
lengthy search; VLI's continuing need for capital; the turmoil in the
financial markets; and the possibility that the patent would not be
reinstated by the March 1, 1988 termination date of the Original Merger
Agreement. After receiving a fairness opinion from its investment banker
to the effect that the $6.25 cash price was fair, the VLI board approved
the proposal. (The patent ultimately was reinstated in May of 1988, two
months after the Original Merger Agreement could have been terminated
by AHP).
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On November 3, 1987, the board signed the Revised Merger
Agreement which superseded the Original Merger Agreement. On
November 10, 1987 AHP commenced a tender offer for up to all of the
VLI stock at $6.25 a share cash.
In connection with the tender offer, VLI distributed to the VLI
shareholders materials including VLI's Schedule 14D-9 and AHP's Offer
to Purchase. The Schedule 14D-9 contained a recommendation that
shareholders tender their shares. The Schedule 14D-9 also stated as
background that:
[i]n order to eliminate unsatisfied and uncertain conditions
to the August 30 Merger Agreement, which are unsatisfied,
to resolve uncertainty, reduce potential delay and increase
the prospects that [VLI] will in fact be acquired by [AHP],
[VLI's] Board of Directors after consultation with [VLI's]
financial and legal advisors, determined to accept AHP's

proposal.
Schedule 14D-9 at p. 3. AHP's Offer to Purchase stated that the purpose
of the tender offer was "to facilitate the acquisition of [VLI] by AHP,"
and that the second step merger was "to acquire all outstanding shares not
tendered and purchased pursuant to the Offer, thereby completing the
acquisition of all the [VLI] [s]hares." Trial Opinion at 6-7.
When the tender offer expired on December 9, 1987, 94.8% of
VLI's outstanding shares had been tendered to AHP. On December 31,
1987, AHP acquired the remaining outstanding shares through a shortform merger. On January 8, 1988 AHP notified the holders of these
shares of the merger and their resulting appraisal rights.
Plaintiff filed suit on December 17, 1987 seeking rescissory and
compensatory damages from VLI, its directors and AHP. Certain claims
were dismissed on defendants' motion. See Zirn v. VLI Corp., Del. Ch.,
C.A. No. 9488-NC, Hartnett, V.C. (July 17, 1989).2 Plaintiff also
abandoned a number of other claims following trial, including any claim
challenging the fairness of the $6.25 price per share. Only the fiduciary

2

Three claims alleged against AHP were dismissed, including allegations that AHP
breached its duty of candor to the VLI shareholders and that the transaction was not entirely
fair. It was held that prior to the closing of the tender offer, AHP did not stand in a fiduciary
relationship to the VLI shareholders, and therefore, could not owe a duty ofdisclosure or entire
fairness. A few claims against the VLI directors were also dismissed, including a claim aiming
to hold the VLI directors liable for any material omissions contained in AHP's Offer to
Purchase.
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duty of disclosure and equitable fraud claims relating to the market crash
and patent lapse remain.

As noted in the Trial Decision, plaintiff frequently groups all of the
defendants together, rarely specifying which defendants are allegedly
liable for a particular claim even where only certain defendants could
conceivably be liable due to the defendants' differing legal relationships
with plaintiff. See Trial Decision at 9-10. Plaintiff also often fails to
clearly specify which facts are claimed to support each claim. C.f Zirn
v. VLI Corp., Del. Ch., C.A. No. 9488, Hartnett, C.A. (Feb. 15, 1991).
I attempt here to address all of plaintiff's remaining claims, in light of the
Supreme Court's opinion and mandate, matching each claim with the
particular defendants who could, considering their relationship to the
plaintiff and the consequent duties owed, be held liable.
First addressed are claims asserted against the director defendants
who distributed the Schedule 14D-9 alleged to have misstated or omitted
to state material facts concerning (1) the role of the stock market crash
in the VLI board's decision to accept AHP's modified offer and (2) the
likelihood and timing of patent reinstatement. Part II will also address
the claim of equitable fraud asserted against VLI's directors. Part III will
address the claims plaintiff alleges still remain against AHP.
II.
VLI's directors allegedly perpetrated three disclosure violations.
As refined on this remand, plaintiff first alleges that the Schedule 14D-9
should have revealed that the VLI board of directors considered the stock
market crash in deciding whether to accept the lower price per share.'
Earlier in the case the emphasis was different. As the Supreme Court
stated the matter:
Zim contends that the market crash was the primary
motivation for the renegotiation of the August 30 merger
agreement and that the defendants' failure to so disclose was
equitable fraud and a violation of fiduciary duty.

'Plaintiffargues that such a fact would be material to a reasonable shareholder because
the shareholder may conclude "that all or part of [the $.75 per share] price reduction was
premised on an external event that was not specific to the value or performance of VLl and that
might well be of temporary duration." Pl.'s Opening Brief on Remand at 32.
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Appeals Decision at 777 (emphasis added).
Second, plaintiff claims that the directors had a duty to disclose
what they knew or believed AHP's motivations for proposing the new
offer to be.
Finally, plaintiff alleges that the VLI board did not accurately
represent VLI's patent counsel's opinion concerning the likelihood or
timing of patent reinstatement. Each of these alleged omissions are
attacked on two grounds, first as violations of the board's duty of
disclosure, and second as constituting equitable fraud committed by the
VLI directors.
A.

The Legal Standard

[1-2] The Supreme Court has referred this court to the appropriate legal
test for the materiality of omitted disclosures as set forth in Rosenblatt v.
Getty Oil Co., Del. Supr., 493 A.2d 929, 944 (1985). In Rosenblatt the
Supreme Court adopted the United States Supreme Court's test of TSC
v. Northway, 449 U.S. (1976):
As stated by the Supreme Court of the United States, that
standard is:
An omitted fact is material if there is a
substantial likelihood that a reasonable
shareholder would consider it important in
deciding how to vote. This standard is fully
consistent with Mills fv. ElectricAuto-Lite Co.,
396 U.S. 375, 90 S.Ct. 616, 24 L.Ed.2d 593]
general description of materiality as a
requirement that "the defect have a significant
propensity to affect the voting process." It
does not require proof of a substantial
likelihood that disclosure of the omitted fact
would have caused the reasonable investor to
change his vote. What the standard does
contemplate is a showing of a substantial
likelihood that, under all the circumstances, the
omitted fact would have assumed actual
significance in the deliberations of the
reasonable shareholder. Put another way, there
must be a substantial likelihood that the
disclosure of the omitted act would have been
viewed by the reasonable investor as having
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significantly altered the "total mix" of
information made available. 426 U.S. at 449,
96 S.Ct. 2132. (emphasis in original)
[3]
In applying this test it is important that the court keep in mind both
of the twin goals of full and effective stockholder disclosure. Thus while
all material information in a company's possession must be disclosed
when the board seeks shareholder action, the law ought guard against the
fallacy that increasingly detailed disclosure is always material and
beneficial disclosure. In some instances the opposite will be true.
In all events for the reasons that follow I conclude that the
Schedule 14D-9 met the applicable standard in this case.
B.

The Stock Market Crash

Plaintiff contended before this court and the Supreme Court that
the stock market crash was the primary motivation for the renegotiation
of the Original Merger Agreement and that that fact was undisclosed.
The Vice Chancellor found that it was not the fact that the market crash
was the primary (or even an important) motivation and his finding was
not reversed on appeal. Indeed he held that the market crash was solely
"background" to the renegotiation. The Vice Chancellor did conclude
that the uncertainty of patent reinstatement and AHP's consequential right
to terminate the Original Merger Agreement drove the VLI board to
accept the new proposal. "The impact of the market decline was, at
most, that it heightened" the directors concern that AHP would walk
away if the patent were not reinstated by March 1, 1988. Trial Decision
at 17. 4
On appeal the Supreme Court did not disturb these factual
holdings. Rather it corrected this court's materiality inquiry, holding that
it was error for this court to focus upon whether the market crash
constituted the directors' primary motivation without considering the
matter from the perspective of a shareholder. Appeals Decision at 779.
The Supreme Court explained that "[t]he test [for materiality is] whether
AHP's decision to seek, and VLI's decision to accept, a reduction in the
per share price was influenced by the market crash and, ifso, whether
that information would have assumed actual significance in the
deliberations of a reasonable shareholder." Id. (emphasis added).
4

The Schedule 14D-9 accordingly stated that the proposal was accepted to "resolve
uncertainty, reduce potential delay and increase the prospects that [VLI] will in fact be acquired
by [AHP]. North Dep. Vol. II, Ex. 8 (emphasis added).
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[4]
Thus, I turn my attention to the central inquiry elucidated in the
second prong of the Supreme Court's test:5 whether disclosure of the
facts (i) that the VLI board discussed the market turmoil at the
November 3, 1987 board meeting and relatedly (ii) that the stock market
crash constituted a "background" factor to the VLI directors at the time
that they renegotiated the sale and accepted the price reduction,
considered in the total mix of available information, would have assumed
actual significance in a reasonable shareholder's deliberations. I conclude
that these facts would not have assumed any such significance under the
test of TSC Industries,Inc. v. Northway, Inc., 426 U.S. 438 (1976) and
Rosenblatt v. Getty Oil Co., Del.Supr., 493 A.2d 929 (1985).
Most importantly the stock market break of October 1987 was a
topic of immensely broad public and private discussion and comment.
It was a "background fact" for virtually every financial decision relating
to public securities markets in the late fall of 1987. Any reasonable
reader of the Schedule 14D-9 filing would assume that a competent board
had understood it as a background fact in exercising informed judgment.
The failure to state that this event did have that attenuated bearing (or
influence) on the board's decision could not possibly, in my opinion,
meet the legal test of materiality for disclosure purposes.
More particularly, I note that the Vice Chancellor's analysis was
not so much incorrect, as it was incomplete. The Trial Decision only
examined the influence that the market crash had on the VLI directors'
decision; it did not assess whether disclosure of the minimal
("background") role that the court determined that the market crash
played would have assumed significance in a reasonable shareholder's
deliberations. I suspect that the Trial Decision's factual finding that the
crash was only a "background factor" explains why the second, and more
relevant, inquiry was never made. Ordinarily, a board would not be
expected to list in its public documents events or subjects that had no
significant effect upon its decision. In all events assuming that its
"background" status could equate with having some degree of influence
on the board decision, I conclude that that influence was such that no
reasonable shareholder would consider it material.
C.

A-P "sReasonsfor Proposinga New Transaction

[5] With respect to the disclosures concerning the reasons for
renegotiating the Original Merger Agreement, plaintiff asserts that VLI

'I pass over an exposition of the first prong as unnecessary in the circumstances.
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had a duty to disclose that AHP sought renegotiation primarily because
it wanted a speedy acquisition of VLI. The Trial Decision did find that
AHP was eager to finalize the acquisition. But the Trial Decision also
found as a matter of law, and the Supreme Court did not alter the
finding, that VLI's directors had no duty to disclose AHP's motivations
for renegotiation. This is, I suppose, for good reason. Requiring a target
to reveal the bidder's intentions would open a Pandora's box of possible
misinformation and omissions. As the Trial Decision stated, "[t]o impose
a duty on the target's directors to disclose what they perceive to be the
offeror's motive would be to run the risk that the directors would guess
incorrectly and therefore mislead the stockholders." Trial Decision at 19.
Furthermore "[w]here a third party offeror is involved, the stockholder
should be able to conclude for himself that the offeror is trying to acquire
the stock at a favorable price," presumably the intended result of an
immediate acquisition. Id.
D.

Patent Reinstatement

The disclosure in the Schedule 14D-9 with respect to patent
reinstatement that is challenged reads as follows:
[VLI] has filed a petition requesting the Patent and
Trademark Office to reconsider dismissal [of the
reinstatement petition]. [VLI] is unable to estimate when
this petition for reconsideration will be decided by the
Patent and Trademark Office and has been advised by
special patent counsel that there is a significant possibility
of the reconsideration petition not prevailing in the Patent
and Trademark Office. (emphasis added).
Plaintiff contends that there are three facts concerning patent
reinstatement that were either omitted or misstated in the Schedule 14D9: (i) the likelihood of reinstatement prior to the March 1, 1988 deadline,
(ii) the date by which the Patent and Trademark Office would likely
reconsider its earlier denial of reinstatement, and (iii) the other means of
protecting the Sponge's uniqueness if the patent failed to be reinstated.
1.

Likelihood of reinstatement.

Plaintiff first argues that the advice VLI received from its patent
counsel with respect to the prospects for ultimate reinstatement is not
accurately reflected by the Schedule 14D-9 language. Plaintiff does not
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contest the fact that counsel informed VLI's directors that there was a

significant possibility that the PTO would deny the petition upon
reconsideration.

Rather plaintiff argues that the advice from patent

counsel contained much optimism concerning the likelihood of
reinstatement as well, and that by referring only to the pessimistic aspect
of the opinion ("significant possibility of ... not prevailing .. ."), the
VLI directors misled the VLI shareholders on what plaintiffs say is a
material point.

Both plaintiff and defendant rely primarily on a three-page letter
addressed by special patent counsel, Charles E. Lipsey, to the VLI board

on November 3, 1987, the morning of the board meeting approving the
newly proposed tender offer." The letter stated in pertinent part:
Regarding the likely outcome of these efforts,

(obtaining reinstatement) it is my opinion, and the opinion
of other members of my law firm, that we have an excellent
case on the merits and there is a good chance that we will
prevail in the PTO. However, we must inform you that
there is a sinificant risk that the PTO will deny our petition

for reconsideration. If the PTO denies our petition, we may
sue the Commissioner of Patents in a federal district court
.... It is my opinion, and the opinion of my partners, that
if the PTO were to deny our petition for reconsideration, w
stand a good chance of having that decision reversed in the
federal district court.

6

Defendants also refer the court to Mr. Lipsey's deposition testimony and a number of
VLI directors' depositions for additional information concerning the contents of a telephone
conference between Lipsey and the board during the board meeting at which the proposal was
approved. Lipsey's opinion during that conversation are characterized in the depositions as
being much more pessimistic that the letter faxed to the board earlier in the day. See North
Dep. Vol. II at 123. The uncertainty of reinstatement and consequent risk of retaining the
conditional August 30 merger agreement are said to have predominated the conversation.
Plaintiffs have accused this testimony of being rehearsed and embellished and therefore
unbelievable. While I believe that such accusations are inappropriate where plaintiffs have
stipulated that the court make its factual determinations based on the written record, rather than
live testimony, I do not find the deposition testimony which lends additional support to the
defendants' position necessary to decide the accuracy of the Schedule 14D-9 disclosures. See
North Dep. Vol. II at 130-31 ("the oral advice was significantly more pessimistic regarding the
reinstatement of the patent that the witten"). The overriding tone of the letter written by
Lipsey warns that waiting for a final decision on the reinstatement by either the PTO or a
federal district court poses a significant risk of failing to meet the March 1, 1988 merger
deadline. The Schedule 14D-9 reflects this risk in its disclosure.
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*
A motion for summary judgment could be
brought and resolved fairly quickly.
Moreover, the
exigencies imposed by the current merger agreement should
make it possible to obtain from a court at least initial
resolution of such summary judgment motion by March 1,
1988. We cannot, however, guarantee success in court and,
to an even greater extent, cannot guarantee that a final
decision could be obtained from a court in time to
implement the merger agreement by March 1, 1988.
In conclusion, I am confident that the VLI patent
could ultimately be reinstated by one mechanism or another.
While I am hopeful that such reinstatement can be attained
by March 1, 1988, there is a significant risk which cannot
be ignored that it will not be possible to do so in that time
frame.
North Dep. Vol. II, Ex. 6 at 2,3 (emphasis added); see also North Dep.
Vol. II, Ex. 7 at 5 (the minutes of the Special Meeting of the VLI board
held on November 3, 1987).
The disclosure made is not at all inconsistent with a significant
possibility of ultimate (even if not timely) vindication (Mr. Lipsey's
"good chance that we will prevail"). Plaintiffs contention ignores the
obvious fact that when one refers to a significant "possibility" or a
significant "risk" of an event not occurring, the statement logically
implies a correlative probability of the event occurring. By stating that
counsel had advised the board that there was a "significant possibility" of
not prevailing at the PTO, VLI's directors were, of course, implicitly
saying that there was some probability that VLI would prevail." What
those probabilities were of course was a matter about which people could
disagree to some extent. In all events such probabilities were never

7

The characterization of a risk's magnitude varies not only with the likelihood of
failure, but also with the importance of the event and one's degree of risk adverseness. For
example, if there were a 20% chance that a mouse were in one's house, one might say that
there is a "possibility" that there is a mouse. On the other hand, if there were an 80% chance
of a mouse's existence, this might be called a "significant" or "substantial possibility." But if
a person boarding an airplane were told that the airplane had a 20% chance of crashing during
the flight, she is likely to characterize this as a "significant possibility" and choose not to board.
Likewise when there was a possibility that VLI, while in desperate need of a capital infusion,
might lose its opportunity to merge with the only buyer interested in it, that risk could
reasonably be called "significant" even if it were numerically a small probability.
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quantified for the board nor would it have been easy (or perhaps
responsible) to try to do so.
[6]
I cannot conclude that the summary statements used in the 14D-9
were either inaccurate or misleading when considered in context of all of
the evidence. The short summary provides an appropriate disclosure to
shareholders of this soft (and difficult to interpret) information.
Disclosure by fiduciaries will sometimes call for line drawing; especially
where soft information is concerned. See TCG Securities, Inc. v.
Southern Union Co., Del. Ch., C.A. No. 11282, slip op. at 18, Chandler,
V.C. (Jan. 31, 1990) ("a reasonable line has to be drawn or else
disclosures in proxy solicitations will become so detailed and voluminous
that they will no longer serve their purpose").
2.

Timing of PTO action.

[7]
Relatedly, plaintiff argues that the VLI directors materially misled
the VLI shareholders by stating that the board was "unable to estimate"
when the latest reinstatement petition would be acted upon by the PTO,
and by not stating that the board had reason to believe that the PTO
would rule on the reinstatement on or around November 21, 1987. Given
the advice that the board had received from its counsel, one could
conclude that the Schedule 14D-9 was misleading on this point; but, as
I conclude that a prediction of when the PTO might act was not material
to a reasonable VLI shareholder who was required to decide whether and
how to respond to the ABP tender offer, I cannot conclude that any such
lapse provides a predicate for judicial relief.
On the flaws of the disclosure, I note that Mr. Lipsey's
November 3, 1987 letter to the VLI board stated that he was scheduled
to speak with PTO officials the following day to arrange a meeting to
discuss the petition which would take place "probably during the week of
November 9." North Dep. Vol. II, Ex. 6 at 2. In any event, Lipsey
wrote that "no final action is expected until approximately November 21.
1987." While one can never be certain that a government agency will act
within an expected time frame, Lipsey's letter to the board represented
a professional opinion that implied that on or after November 21, 1987,
the PTO could be expected to make its final decision on reinstatement.
There thus appears no factual basis for the statement that the Company
was "unable to estimate when [the reinstatement] petition for
reconsideration" would be decided. North Dep. Vol. II, Ex. 8 at 3.
Turning to materiality of the lawyer's view of when the PTO might
act, plaintiff argues that "knowing" that the PTO was expected to act in
the near future, would have siguificantly altered the total mix of
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information, in that if shareholders would have known that in three weeks
the PTO was expected to act they might have considered turning down
the $6.25 deal in the hopes (1) that the PTO would reinstate the patent
and VLI could then recreate the opportunity for the $7.00 Original
Merger Agreement price or (2) that if the PTO declined to reinstate the
patent in that period a judicial appeal might be prosecuted in the District
Court prior to March 1 and again maybe the opportunity for the $7.00
price of the abandoned Original Merger Agreement could be recreated by
VLI management. 8
This argument is flawed.
Most importantly, the argument
misunderstands the position in which the VLI shareholders found
themselves when asked to decide on the $6.25 tender offer. There was
at that time neither legally nor in any other respect a $7.00 offer pending.
The Original Merger Agreement had been abandoned. The pertinent
question to VLI shareholders was whether to tender at $6.25 now or not.
Patent reinstatement was ultimately largely irrelevant (not to the parties
to the merger, but to the shareholders) in the context of the tender offer
which was based on the Amended Merger Agreement not the abandoned
Original Merger Agreement. It was the abandoned Original Merger
Agreement that had contained the March 1 termination date; the
possibility of getting a quick PTO decision could not have been of
material interest because earlier PTO action might afford a chance to
exercise rights under the Original Merger Agreement, for it legally could
not. 9
[8]
Thus such logical relevance as the expected timing of a PTO
decision may have rested upon an imagined possibility that the VLI board

sPlaintiff does not need to demonstrate that a reasonable shareholder would have
changed her mind and held out for the PTO to act rather than tendering her shares; plaintiff
need only show that "there is a substantial likelihood that a reasonable shareholder would
consider [the omitted fact] important in deciding how to vote." Appeals Decision at 778
(quoting TSC Industriesv. Northway, 426 U.S. 438, 449 (1976)).
9
The fact that the Schedule 14D-9 stated that the board was unable to estimate when
the PTO would render a decision does not indicate that the VLI board believed that the timing
of that decision was material to the shareholders' decision to tender their shares. Rather it was
included in the disclosure to explain why the board had renegotiated the Original Merger
Agreement from which AHP could walk away on March 1, 1988. The lack of certainty as to
the timing of reinstatement was material to the board's decision since the board had to consider
whether it would be better to wait for possible reinstatement or accept the definite $6.25 offer.
As the Supreme Court stated in the Appeals Decision, the materiality standard used to measure
compliance with a board's duty of disclosure does not concern issues material to the board's
subjective views. Appeals Decision at 779. The duty of disclosure requires that "directors
provide to shareholders all the information which a reasonable shareholder 'would consider
important in deciding whether to sell or retain stock."' Id.
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But in my view this very, very attenuated logical relevance of Lipsey's
implied prediction about the PTO's expected time frame for decision
cannot reasonably be said to meet the test of Rosenblatt; "a substantial
likelihood that a reasonable shareholder would consider it important..."
or "a substantial likelihood that, under all of the circumstances, the
omitted fact would have assumed actual significance... [or significantly
altering the total mix of information]." Rosenblatt v. Getty Oil, sipraat
944.
3.

Other Means of Commercial Protection.

Finally plaintiff contends that the Schedule 14D-9 was defective
because in discussing the patent lapse problem, it should have listed the
Sponge's other means of commercial protection, such as the FDA's
approval of the Sponge as a new drug. In support of this contention,
plaintiff asserts that since the VLI directors claim that the renegotiation
of the Original Merger Agreement was motivated by their fear that AHP
might terminate the transaction due to the lack of a patent, they should
have disclosed the other commercial protections that might have
nevertheless induced AHP to proceed with the acquisition. Plaintiff fails
to recognize that the patent was significant to VLI in two respects: (1)
as an intangible asset and (2) as a condition to the AHP transaction. It
is chiefly this second capacity with which the Schedule 14D-9 was
concerned.
Disclosure of alternative commercial protections would have had
no relevance with respect to the risk that AHP had the legal right to
terminate the original deal. Indeed such disclosure would have been
confusing. On March 1, 1988, if the Sponge patent had not been
reinstated (which in fact turned out to be the case), AHP could have
walked away from the original deal for any reason or no reason. Thus
the patent problem exposed the deal to market risk that could destroy it.
The capability or probability of a non-patented Sponge retaining its
unique market appeal to some degree could not affect that risk.
[9]
Likewise the value AHP or VLI assigned to the patent as a
protection from competition is irrelevant. This court does not have to
determine whether the patent was worth the $.75 difference between the
August 30 and November 3 negotiated prices times the number of
outstanding shares. If the patent were not reinstated by March 1, 1988,
AHP had the freedom to walk away from the transaction even if
possessing a patent to the Sponge technology was worthless to AHP. The
only relevant inquiry could be whether VLI felt that the possibility of
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AHP walking away from the transaction in combination with VLI's
pressing need of a capital infusion was great enough to accept a $.75 per
share lower price. The Vice Chancellor found that "there was a serious
concern that VLI could remain viable much longer without an infusion
of capital," that "AHP's ability to withdraw from the [August 30, 1987
agreement] via the patent reinstatement condition was of grave concern
to the defendant directors" and that the VLI directors accepted the revised
agreement because of their "doubts about the timely reinstatement of the
patent." Trial Decision at 6, 16, 17.

[10] As I conclude that there were no material misrepresentations or
omissions, I also conclude that the directors did not commit equitable
fraud. See EasternStates Petroleum Co. v. UniversalProducts Co., Inc,
Del. Ch., 3 A.2d 768, 775 (1939) ("In order for a false representation to
be fraudulent, it must relate to a material fact, and not be a mere opinion
or predication as to possible future results.") (citations omitted). 0
III.
The Trial Decision concluded that AHP did not materially mislead
the VLI shareholders in the tender offer by failing to state the role that
the market crash played in AHP's decision to renegotiate. The Trial
Decision held that the market crash was of "minor significance" to AHP's
decision to renegotiate the tender offer. That finding was not disturbed
on appeal. For the same reasons as stated in Part II(B) with reference to
the VLI directors and the stock market crash, I conclude that such minor
role as the crash may have played in AHP's decision to seek
renegotiation was immaterial to the VLI shareholders considering the
$6.25 offer.
Plaintiff contends that the Vice Chancellor did not treat the claim
that AHP "misled VLI's stockholders by implying that the uncertainty as
to reinstatement of the Patent was the only reason for the renegotiation,"
and that the court must now do so. (Pl.'s Opening Brief on Remand at
35). This contention is refuted by the explicit language of the Trial
Decision:

'0As I conclude that the directors did not breach their duties to disclose material
information in the Schedule 14D-9, I do not address the question whether the Supreme Court
has conclusively determined that the VLI Certificate of Incorporation may not insulate the
directors from monetary liability.
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The only stated 'purpose' contained in the Tender
Offer is 'to facilitate the acquisition of [VLI] by A-P.' [ ]
This is not a statement of motivation, but rather a
description of AHP's desired result for the tender offer.
Because the Offer to Purchase does not set forth any
of AHP's reasons for proposing the change from a merger
to the Tender Offer, plaintiff's claim that AH-P made only
a partial, misleading disclosure is without merit.
Trial Decision at 12." This simple statement of the obvious result of
this or any tender simply does not provide any explicit, or as plaintiff
now asserts implicit, indication that the patent was a factor influencing
renegotiation, let alone that it was the only factor doing so.
[11] Plaintiff also continues to assert a claim that AHP's December
Notice of Merger omitted material facts. AHP as the (by then) majority
shareholder of a corporation certainly owed fiduciary duties to the
minority shareholders including a duty to fairly disclose material
information conceming the cash-out merger. Ivanhoe Partners v.
NewmontMining Corp., Del. Supr., 535 A.2d 1334 (1987). As the Trial
Decision stated, AHP "was under a duty to disclose to the minority
stockholders all material information regarding the short form merger
...
." Trial Decision at 13.
The claim in this connection is that in the Notice of Merger AHP
did not disclose that when it initiated the Amended Merger Agreement
discussions and when it commenced the tender offer it wanted to proceed
quickly to acquire VLI at the $6.25 price. This desire to move quickly
should have been disclosed (was material) plaintiff says because
knowledge of it would be relevant to shareholders who were cashed out
in the later merger.
The inquiry then broadly stated is whether AHP's motivations for
initiating a tender offer or the time frame in which the company sought
"Plaintiff also attempts to revive the equitable fraud by asserting that the Supreme
Court reversed the entire trial judgment, including the claim against AHP for equitable fraud.
This contention relies upon on the Supreme Court's statement that "[t]he decision of the Court
of Chancery is REVERSED," but ignores the conclusion to that sentence that the matter ,as
remanded "for further proceedings consistent with this opinion. In the Appeals Decision, the
Supreme Court did not in any way take issue with the Vice Chancellor's factual findings
concerning AHP's motivations. At the very most, the Supreme Court rejected the trial court's
consideration solely of the factors influencing A-P's decision to renegotiate, and not the
materiality of certain facts upon the shareholders (the same flaw identified with respect to the
VLI directors). This court has now applied the appropriate materiality test and concluded that
the market crash's "minor," at best, effect upon ABP was not a fact material to a reasonable
shareholder.
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to complete the tender offer was material to shareholders who were
eliminated from the corporation in a second-step merger.
The purposes of the disclosure notifying the remaining shareholders
of a short-form merger are two-fold. The first, of course, is to notify
these shareholders of their right to cash. The second is to alert them to
an event which may give rise to possible judicial remedies, most notably
appraisal of the fair value of their shares. Plaintiff presumably believes
that AHP's found desire to complete the transaction quickly indicates that
AIP wanted to take advantage of a "temporarily" depressed market price
and that such a motivation itself was material to shareholders who were
cashed out.
[12] In the context of this transaction and all of the relevant disclosure,
I cannot conclude that the absence of a statement concerning the buyer's
original attitude towards timing presented a material fact either in the
tender offer or in the notice of merger. Especially at the time of the
merger the objective facts concerning the sequence and timing of the
events relative to all aspects of the acquisition were known. The
Schedule 14D-9 in combination with AHP's Offer to Purchase made it
apparent that the form of the transaction had been changed from a merger
conditioned upon patent reinstatement to an unconditional tender offer
(assuming sufficient shares were tendered), a transactional form that
requires less time. In addition, the Schedule 14D-9 lists the dates on
which AHP contacted VLI proposing renegotiation, October 27, 1987,
and on which the VLI board executed the amended agreement,
November 3, 1987. Only a week later, November 10, 1987, AHP
commenced the tender offer for up to all of VLI's outstanding stock.
The tender offer was set to expire December 9, 1987 and by the end of
the month, AHP had acquired the remaining shares by executing a shortform merger. In contrast nearly two months had passed from the date of
the Original Merger Agreement to the date AHP proposed renegotiation
with no significant accumulation of VLI stock by AHP, and yet the
merger was not set to expire for an additional four months. The
objective facts were disclosed or publicly known. From these publicly
known facts, VLI shareholders could have readily drawn whatever
inference they deemed most reasonable concerning any desire to proceed
quickly. More was not required in my opinion.

For these reasons, applying the appropriate legal test as directed by
the Supreme Court, I conclude that neither the VLI directors nor AHP
materially misled the VLI shareholders or omitted facts material to the

1995]

UNREPORTED CASES

1175

decisions that the VLI shareholders were asked to make - whether to
tender their shares and whether to bring legal action. As there were no
breaches of fiduciary duty nor fraudulent statements made, all of
plaintiff's claims must fail.
Defendants may submit a form of final order on notice.

