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ALLIANCE GAMING CORP. v. BALLY GAMING
INTERNATIONAL, INC.
No. 14,440
Court of Chancery of the State of Delmare,New Castle
August 11, 1995
The court was asked to consider two applications concerning
plaintiff's attempted acquisition of defendant corporation. First, the
defendant asked the court to postpone a section 211 hearing claiming it
would be moot if plaintiff's consent solicitation succeeded. Plaintiff
responded that the existence of an ongoing consent solicitation was not
an adequate basis to deny prompt relief under section 211. The second
application, filed by plaintiff, requested expedited discovery of nonpublic
financial and other due diligence information concerning the defendant
corporation. The plaintiff was previously denied access to defendant's
nonpublic books and records when the plaintiff refused to sign a standard
confidentiality and standstill agreement.
The court of chancery, per Chancellor Jacobs, concluded that
plaintiff's intended consent solicitation would not operate to postpone a
court-ordered meeting under section 211, but it was a factor to consider
when setting the date of the meeting. The application for expedited
discovery was denied by the court because (1) the plaintiff failed to
demonstrate any legal basis for the claim, and (2) denial of the request
would not cause defendant's public shareholders irreparable harm of any
kind.
1.

Corporations

-=

191,201

The existence of an ongoing consent solicitation is not an adequate
basis to deny a court-ordered meeting under section 211. DEL. CODE
ANN. tit. 8, § 211 (1991).
2.

Corporations

m

193, 201, 298(2)

A party's intended consent solicitation is a factor to consider when
determining the date of a court-ordered meeting under section 211.
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w 14, 138.6, 138.12

An application for a mandatory preliminary injunction will be
denied if applicant fails to show that irreparable harm will occur in the
absence of the requested relief.
4.

Injunction
Corporations

e

42, 133, 138
- 395

For a mandatory preliminary injunction to issue, the legal right to
be protected must be clearly established.
5.

Corporations

=

395

Due diligence information is nonpublic information to which
outsiders do not have free access.
Thomas R. Hunt, Jr., Esquire, and David J. Teklits, Esquire, of Morris
Nichols Arsht & Tunnell, Wilmington, Delaware, for plaintiffs.
Michael D. Goldman, Esquire, and Stephen C. Norman, Esquire, of Potter
Anderson & Corroon, Wilmington, Delaware, for defendant Bally
Gaming International, Inc.
Norman M. Monhait, Esquire, of Rosenthal Monhait Gross & Goddess,
Wilmington, Delaware, for defendant shareholders.
Lawrence C. Ashby, Esquire, and John S. Grimm, Esquire, of Ashby &
Geddes, Wilmington, Delaware, for defendant WMS Industries, Inc.
JACOBS,

Vice-Chancellor

Two applications are presently pending before the Court. This is
the ruling of the Court on those applications.
1.

The Application to Postpone
The &211 Hearing

A hearing on the merits of Alliance Gaming Corporation's
("Alliance") § 211 claim is scheduled for Monday, August 14, 1995. The
defendants ask the Court to postpone that hearing (and all discovery
associated therewith) pending the outcome of Alliance's consent
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solicitation on the ground that if Alliance's consent solicitation succeeds,
that will moot its § 211 claim. The defendants contend that there is no
need to order a separate meeting to elect directors, because that is the
precise purpose of the consent fight.
The plaintiffs respond that as a legal matter, the existence of an
ongoing consent solicitation is not an adequate basis to deny prompt
relief under § 211. Moreover, the plaintiffs argue, as a practical matter
the consent solicitation is no substitute for a court-ordered special meeting
to elect directors, because the voting majority Alliance would need to win
the election contest at a § 211 meeting is smaller than the voting majority
it would need to win a consent solicitation.
[1-2] I conclude that the defendants have not demonstrated a sufficient
basis to postpone the § 211 hearing. The Court previously indicated that
given the conceded facts, Alliance would be entitled to a court-ordered
meeting under § 211. Unless different critical facts are developed at the
trial, the only issue would be the date on which the meeting should be
ordered to be held. Bally Gaming International, Inc. ("Bally") has
announced that it has scheduled its annual meeting for October 11, 1995.
That being the case, the specific question at the hearing would be
whether Court-ordered meeting date should be October 11, or some
earlier date. In that connection, Alliance's intended consent solicitation
will certainly be a factor to be considered, but it is not a dispositive
circumstance that would operate to deprive Alliance of its right under
§ 211 to be heard.
Accordingly, Bally's application to postpone the § 211 hearing is
denied. IT IS SO ORDERED.
II.

Alliance's Motion for Expedited
Discovery with Respect to Access
to Due Diligence Information

The second pending applicatiod is by Alliance and the shareholder
plaintiffs, for expedited discovery of nonpublic financial and other "due
diligence" information concerning Bally. The defendants claim that
Alliance needs access to such information (i) to enable Alliance to
finalize its competing tender offer, and (ii) to establish the plaintiffs'
litigation claim that Bally's merger agreement with WVMS Industries, Inc.
("WMS") represents a breach of the Bally directors' fiduciary duty to
obtain for shareholders the highest value reasonably available in a sale of
corporate control. I conclude that the plaintiffs have shown no basis for
the unprecedented, extraordinary relief that they seek.
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The circumstances giving rise to the application are these: Both
Alliance and WMS want to acquire Bally, and both companies desired to
conduct a due diligence investigation in connection with their bids. Bally
was willing to afford both firms access to its confidential, nonpublic
books and records, if they would sign a standard confidentiality and
standstill agreement. WMS signed such an agreement, and was permitted
access to Bally's confidential information. Alliance, however, refused to
sign an agreement substantially identical to that signed by WMS, and was
denied such access. Later efforts between Bally and Alliance to negotiate
a mutually acceptable form of confidentiality and standstill agreement
came to naught.
Thus, although both WMS and Alliance were both offered access
to Bally's due diligence materials on the condition that they sign a
standard confidentiality and standstill agreement, Alliance refused to sign.
Plaintiffs now contend that despite Alliance's rejection of that condition,
Alliance is, nonetheless, presently entitled as a matter of law to examine
Bally's confidential records, and that this Court must order Bally to
afford Alliance immediate access thereto.
Although Alliance characterizes its application as one for expedited
discovery, in substance what Alliance seeks is a mandatory injunction
directing Bally to provide Alliance access to Bally's nonpublic
Alliance has failed to demonstrate its
confidential information.
entitlement to that relief, for two reasons.
First there is no showing that a denial of the requested relief will
threaten Bally's public shareholders with irreparable harm of any kind.
Alliance intends to conduct a consent solicitation to replace the incumbent
Bally directors with its own nominees, who are committed to a
transaction with Alliance. If Bally stockholders elect the Alliance
nominees as Bally's new board of directors, there would be no need for
this Court to intervene, because the new board will give Alliance access
to Bally's "due diligence" records. Moreover, Alliance is conducting a
tender offer for Bally's shares, conditioned upon performing a due
diligence investigation. Bally's shareholders will choose whether to
accept or reject the Alliance offer, and they will also decide whether or
not to approve the WMS-Bally merger proposal, since that transaction is
subject to approval by Bally's shareholders. If Bally's shareholders were
to approve the Alliance tender offer and to vote down the WMS-Bally
merger, it cannot be presumed that the Bally directors would frustrate the
will of a majority of the corporation's shareholders by preventing
Alliance from conducting a due diligence investigation.
[3]
Thus, no irreparable harm can befall Bally's shareholders by
denying Alliance access to "due diligence" information at this time,
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because the shareholders themselves will effectively decide whether or
not such access will be granted. Indeed, the shareholders have the ability
to decide that issue in three different ways: by replacing the incumbent
directors with Alliance's nominees, by accepting the Alliance tender
offer, and by disapproving the WMS-Bally merger proposal. In these
circumstances, there is no reason for the Court to intervene.
[4]
Second the plaintiffs have failed to demonstrate any legal basis for
their claim. For a mandatory preliminary injunction to issue, the legal
right to be protected must be clearly established. Steiner v. Simmons.
Del. Supr., 111 A.2d 574, 575 (1955). That is because the Court would
be granting on an interim basis, relief that would normally be granted
only after a final hearing. See, M Custom Video, Inc. v. N.A. Video
Del. Ch., C.A. No. 9261, Hartnett, V.C. (September 25, 1987). In this
case the plaintiffs have not established a clear legal right. They cite no
case authority that imposes upon a board of directors an affirmative duty
to give a hostile bidder access to the corporation's confidential
information, in the midst of an ongoing contest for control, to facilitate
a due diligence investigation.
Recognizing that no court has ever established a specific duty to
provide access to "due diligence" information, the plaintiffs argue that
such a duty must be implied in the particular circumstances of this case,
as a corollary to the directors' fiduciary duties, as articulated in
Paramount Communications, Inc. v. OVC Network, Inc., Del,. Supr., 637
A.2d 34 (1993) and Mills Acquisition Co. v. MacMillan. Inc., Del. Supr.,
559 A.2d 1261 (1988), (i) to obtain the highest value reasonably available
in a sale of control, and (ii) not to favor one bidder over another where
to do so would interfere with or frustrate that goal. Relying upon In re
J.P. Stevens & Co.. Inc. Shareholders Litigation. Del. Supr., 542 A.2d
770 (1988), appeal refused, Del. Supr., 540 A.2d 1088, and appeal
refused West-Point Pepperell, Inc. v. J.P. Stevens & Co.. Inc. Del.
Supr., 540 A.2d 1089 (1988), the plaintiffs contend that if a target
corporation's directors are found to be currently in breach of those duties,
the Court may remedy the ongoing breach by ordering the board to give
the disfavored bidder access to its confidential information.
That this Court has the inherent power to grant such mandatory
relief is undoubted. However, for the Court to exercise that power in the
midst of an ongoing contest for control while the facts are in flux and
constantly evolving, would be extraordinary. In such circumstances, the
justification for granting relief would have to be of the most compelling
kind, and no Delaware court has yet exercised its power in that way.
What particular circumstances would justify granting such relief is a
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subject about which I need not speculate, because this case is clearly not
one where such intrusive relief would be justified.
By its very nature, due diligence information is nonpublic
[5]
information to which outsiders do not have free access. Affording such
access to a bidder will, to be sure, normally facilitate a bidding contest
that, in turn, would promote the attainment of the highest reasonably
available value in a merger transaction. However, the target corporation's
board of directors is clearly empowered -- and in some cases may have
a duty -- to condition access to that information, as a reasonable exercise
of its power to oversee the process by which corporate control is
transferred, in order to safeguard against the misuse of that information.
The practice of requiring a bidder to sign a confidentiality and standstill
agreement as a condition to allowing "due diligence" access to
confidential information, is well recognized and accepted. As J.P.
Stevens and other authorities reflect, it is no breach of fiduciary duty for
a board to condition a bidder's access to confidential information in that
manner.
Indeed, J.P. Stevens, upon which the plaintiffs rely, demonstrates
the absence of any legal basis for the mandatory injunctive relief sought
here. In J.P. Stevens, the target corporation offered to make its
confidential information available to all bidders that signed the same
confidential and standstill agreement. There, as here, one bidder
(Odyssey) signed the agreement and the other (West-Point Pepperell) did
not, and the target corporation ultimately entered into a merger agreement
with Odyssey. West-Point Pepperell sued to preliminarily enjoin the
Odyssey-Stevens transaction on the basis that Stevens' insistence on a
particular form of standstill agreement before disclosing confidential
information, was an improperly motivated preference that forced West
Point to conduct its campaign without the same data that was given to
others. The Chancellor rejected that argument, holding that so long as all
bidders were offered access on the same basis -- conditioned upon their
signing the same confidentiality and standstill agreement -- the board
breached no fiduciary duty by refusing access to a bidder that refused to
sign. See also, Samiens Partners I v. Burlington Industries, Inc.. 663
F.Supp. 614, 625 (S.D.N.Y. 1987). This case is indistinguishable from
J.P. Stevens, whose rationale is equally applicable here.
For these reasons, the plaintiffs' application for expedited discovery
of Bally's "due diligence" information is denied. IT IS SO ORDERED.
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ARBITRIUM (CAYMAN ISLANDS) HANDELS AG v. JOHNSTON
No. 13,506
Court of Chancery of the State of Delaare,New Castle
October 6, 1995
Plaintiffs filed a motion requesting a court order to enforce a notice
agreement made between the plaintiffs and defendants. Plaintiffs alleged
that the defendants violated the notice agreement, entered into at the
suggestion of the court, by (1) authorizing and paying defendant Johnston
a $500,000 salary without prior notice to plaintiffs and by (2) terminating
(without prior notice to plaintiffs) certain domestic and European
distribution distributors.
The court of chancery, per Chancellor Jacobs, held that defendants
violated the notice agreement by issuing a payment of a $500,000 salary
to defendant Johnston without prior notice to plaintiffs. The court stated
that payment of this type of salary was exactly the type of transaction the
notice agreement was designed to control. The appropriate remedy, as
decided by the court, was (1) the creation of a constructive trust to be
imposed on all monies received by Johnston as a salary, and (2) an
injunction prohibiting any such further payments and directing Johnston
to restore all monies paid to him as a salary since January 1, 1995. The
court also elevated the notice agreement to the status of a court order.
The court then declared it unnecessary to address plaintiffs' second claim.
1.

Contracts
Corporations
Receivers

0
C

275
C-- 213
4, 8, 15

In Delaware, defendant's conduct in violating a notice agreement
cannot serve as a basis for a section 322 pendente lite receivership
because such an agreement was not embodied in an order of the court.
Section 322 applies only where the corporation shall refuse, fail or
neglect to obey any order or decree of any court of this state. DEL. CODE
ANN. tit. 8, § 322 (1990).
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=
M
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310(1)

I

The common law standard for appointing a pendente lite receiver
(in the case of a solvent corporation) requires a showing of fraud, gross
mismanagement or extreme circumstances causing imminent danger or
great loss that cannot be otherwise prevented.
3.

Corporations
Receivers

m

C=- 189(10), 189(11), 320(13)
8

In a section 225 proceeding, the purpose of which is to adjudicate
claims to corporate office rather than grant relief from a breach of
fiduciary duty, apendente lite receivership is a possible legal remedy, but
should be administered only as a last resort. DEL. CODE ANN. tit. 8,
§ 225 (1990).
4.

Corporations
Receivers

m
-=r

189(10), 189(11)

I

In a section 225 proceeding where the adjudicated wrongdoers (the
incumbent fiduciaries) were ultimately found to be properly in control,
a pendente lite receivership would have to be dissolved because the
section 225 action would have been concluded. DEL. CODE ANN. tit. 8,
§ 225 (1990).
5.

Corporations

t-,

307

In Delaware, substantive fiduciary duty issues are normally
incidental, if not foreign, to a section 225 action. DEL. CODE ANN. tit.
8, § 225 (1990).
6.

Corporations
Injunction
Trusts

0!,
189(10), 320(13)
!
57
m= 359(3), 368

In a section 225 action, injunctive and constructive trust remedies
are not wholly unproblematic, because they are in personam in nature
while the character of a section 225 action is in rem. DEL. CODE ANN.
tit. 8, § 225 (1990).
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Corporations
Injunction

C

C
69

310(1), 331

In a section 225 action, a court can enjoin a corporation, as well
as its officers and directors, from taking actions that could frustrate the
statutory remedy because the corporation itself is before the court for all
purposes. DEL. CH. CT. R. 65.
8.

Corporations
Trusts

(!

= 331
359(3), 368

An interim trust can be imposed upon corporate property that is
improperly being held by corporate directors or officers.
9.

Contracts

C!=

275

Parties to an agreement who offer contractual language to each
other and concede its sufficiency as an enforceable agreement cannot later
argue that the language is too imprecise to be the subject of a court order.
Thomas J. Allingham, II, Esquire, and Cathy L. Reese, Esquire, of
Skadden Arps Slate Meagher & Flom, Wilmington, Delaware, for
plaintiffs.
David A. Jenkins, Esquire, of Smith Katzenstein & Furlow, Wilmington,
Delaware, for defendants.
JACOBS,

Vice-Chancellor

This is an action, the merits of which are presently sub udice to
determine the de iure board of directors of Technicorp International II,
Inc. ("TCI II") pursuant to 8 Del. C. § 225. Following the completion of
the post-trial briefing, the plaintiffs moved for an order to enforce a
Notice Agreement dated June 3, 1994, and to compel additional
discovery. The basis for the motion is that the defendants H. Frederick
Johnston ("Johnston") and Sandra Spillane ("Spillane") caused TCI II to
take certain actions that violated the terms of the Notice Agreement.
The motion has been submitted separately on the briefs. This is
the decision of the Court on the plaintiffs' Motion to Enforce the Notice
Agreement and for Additional Discovery.
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I.

The Notice Agreement is embodied in a letter dated June 3, 1994
from defendants' counsel to plaintiffs' counsel. The Notice Agreement,
entered into at the suggestion of the Court as a means to preserve the
status quo until the merits could be decided, consists of the following
single paragraph:
This is to confirm that Statek Corporation ("Statek")
and the defendants Technicorp International II, Inc. ("TCIII"), H. Frederick Johnston ("Johnston") and Sandra Spillane
("Spillane") agree that pending a decision by the Chancery
Court in this § 225 action, TCI-II will not make any loans
or other extraordinary cash disbursements to Johnston,
Spillane or to entities affiliated with or owned or controlled
by Johnston or Spillane nor will TCI-II or Statek engage in
any extraordinary transactions without first giving plaintiffs
seven (7) days written notice.
The defendants later attempted to repudiate the Notice Agreement, but
upon application by the plaintiffs, the Court determined that the
Agreement was, and continues to be, valid and binding. The Court
declined to issue a preliminary injunction against the defendants, holding
that it would not presume that the defendants, once judicially advised of
their contractual obligation, would then proceed to violate it. Arbitrium
(Cayman Islands) Handels AG v. Johnston, Del. Ch., C.A. No. 13506,
Jacobs, V.C. (Sept. 23, 1994) at p. 7.
The plaintiffs now contend that the Court's confidence in the
defendants was misplaced and that the defendants have violated the
Notice Agreement in two respects: (1) by authorizing and paying to
Johnston a $500,000 salary without prior notice and (2) by terminating
(again without prior notice) all of Statek's' domestic and European
distribution distributors, which (plaintiffs claim) was tantamount to firing
Statek's entire outside marketing network. To remedy these violations
plaintiffs ask this Court (a) to impose a constructive trust upon all monies
distributed to Johnston as salary and directing him to return those funds
to TCI II, (b) to appoint a receiver pendente lite for TCI II, or
alternatively, adopt the Notice Agreement as an order of the Court, and

'Statek is TCI II's wholly owned (and only) subsidiary, which constitutes TCI II's sole
business and generates its sole source of income.
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(c) to compel the defendants to produce certain documents to enable them
to investigate whether other violations have occurred.
For the reasons discussed in Part II, infia I conclude that the
payment to Johnston of the salary without prior notice constituted a
violation of the Notice Agreement. Having so determined, it becomes
unnecessary to (and I do not) address the plaintiffs' second claimed
violation relating to the termination of the distributorships. Finally, in
Part I, infra, I address what remedies are appropriate, given the nature
and limited scope of this § 225 action and its present procedural posture.
II.
The trial record has established (and the defendants do not dispute)
that between 1984 and 1992, Johnston and Spillane caused TCI II to
make cash payments, totalling approximately $6.1 million, to themselves
or to companies that they own and control. Those payments represented
about 70% of TCI II's total revenues (about $8.5 million) during that
same period. The $6.1 million of payments were treated on TCI II's
internal records as undocumented, non-interest-bearing loans, not as
compensation. The corporate tax returns produced by defendants
corroborate the characterization of those payments as loans.
A purpose of the Notice Agreement was to create an interim
structure of fiscal accountability to the plaintiffs and (upon appropriate
application) to the Court, by prohibiting TCI II from making "any loans
or extraordinary cash disbursements to Johnston, Spillane, or to entities
affiliated with or owned or controlled by [them] . . ." without seven (7)
days' prior written notice. The authorization of and payment to Johnston
of a $500,000 "salary" was precisely the kind of "extraordinary cash
disbursement" that the Notice Agreement was designed to control. At no
time before 1995 was Johnston ever paid a "salary." Because Statek's
projected net earnings for 1995 were only $2 million, because Johnston's
duties have not changed, and because Johnston has been receiving (in
addition to the $500,000) "traveling and living expenses," of $200,000 to
$300,000 per year, a salary of $500,000 must be deemed "extraordinary"
under any view of the matter.
The defendants respond by arguing that their actions did not violate
the Notice Agreement, because since 1991 Johnston has been paid
"compensation" by TCI II and Statek in amounts exceeding $500,000.
More specifically, defendants claim that Johnston received compensation
from TCI II and Statek totalling $552,800 in 1991, $606,800 in 1992,
$784,600 in 1993, and $868,000 in 1994. Therefore, defendants argue,
the $500,000 salary was not an "extraordinary cash disbursement" that
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was subject to the seven day advance written notice requirement under
the Notice Agreement.
That argument flatly contradicts the defendants' sworn testimony
and litigation positions in the Court. In his deposition and trial testimony
Mr. Johnston testified that he had never received compensation, or any
promise of compensation, from TCI II or Statek, and that the payments
made to him and Spillane from TCI II were loans. The TCI II and Statek
tax returns produced by the defendants appear consistent with that
testimony and those representations. Having made those representations
to this Court, the defendants cannot now be heard to repudiate them or
to recharacterize the payments they received in an effort to avoid their
contractual obligation.
By not having given seven days' prior written notice of the salary
payments, the defendants violated the Notice Agreement. I now consider
the appropriate remedy.
III.
As earlier noted, the plaintiffs ask this Court to grant the following
remedies as a consequence of the adjudicated Notice Agreement violation:
(a) imposing a constructive trust upon all salaries paid to Johnston from
and after January 1, 1995, and directing the return of those monies to
TCI II; (b) appointing a receiver pendente lite, or alternatively,
embodying the Notice Agreement in an order of the Court; and (c)
granting the plaintiffs' application to compel discovery of certain
documents. For the reasons now discussed, the requested relief will be
granted except for the appointment of a receiver.
I first address the plaintiffs' application for the appointment of a
receiver. Given the limited scope of a § 225 proceeding and the
procedural posture of this case, that request is problematic.
[1]
The plaintiffs predicate their request for a pendente lite receiver
upon 8 Del. C. § 322 and the common law. Section 322 applies only
where the corporation "shall refuse, fail or neglect to obey any order or
decree of any court of this State. . ." Because the Notice Agreement has
not been embodied in an order of this Court, the defendants' conduct,
although violative of the Notice Agreement, cannot serve as the basis for
a pendente lite receivership.
[2-5] The common law standard for appointing a pendente lite receiver
(in the case of a solvent corporation) requires a showing of fraud, gross
mismanagement or extreme circumstances causing imminent danger of
great loss that cannot be otherwise prevented. Vale v. Atlantic Coast &
Inland Corp. Del. Ch., 99 A.2d 396, 400 (1953); Bible v. EN
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Enterprises. Del. Ch., C.A. No. 12397, Mem. Op. at 5., Berger, V.C.
(Oct. 16, 1992). Regarding that standard, a summary proceeding under
§ 225 is an imperfect vehicle for an interim remedy of this kind. A
§ 225 action has a limited purpose - to adjudicate conflicting claims to
corporate office, not (as in a derivative action) to grant relief from a
breach of fiduciary duty. Although in a § 225 proceeding a pendente lite
receivership may be legally possible, that remedy should be administered
only as a last resort, because it may turn out to be costly, disruptive and
phyrric. In a § 225 proceeding it is possible that the adjudicated
wrongdoers (the incumbent fiduciaries) could ultimately be found to be
properly in control. In that case the receivership would have to be
dissolved, despite the demonstrated need therefor, because the § 225
action would have been concluded. Moreover, to entertain this ancillary
claim would enmesh the Court in substantive fiduciary duty issues that
are normally incidental, if not foreign, to a § 225 action, and that in this
particular case should be decided in connection with the merits, which are
still sub iudice. For these reasons, and because less drastic and disruptive
remedies are available, a receivership would not be a prudent interim
solution. In this particular setting the injunctive and constructive trust
remedies would be more appropriate.
[6-8] In a § 225 action, even those remedies are not wholly
unproblematic, because they are in person am in nature while the character
of a § 225 action is in rem. See Grossman v. Liberty Leasing Co., Inc..
Del. Ch., 295 A.2d 749 (1972). However, even in a § 225 proceeding
the corporation itself is before the Court for all purposes, so that the
Court would be empowered to enjoin the corporation, as well as its
officers and directors in their official capacity, from taking actions that
could frustrate the statutory remedy. See Court of Chancery Rule 65. To
accomplish the same objective, an interim constructive trust could be
imposed upon corporate property that is improperly being held by
corporate directors or officers. Moreover, in this particular case the
Notice Agreement must be deemed a consent by Johnston and Spillane
to subject themselves to this Court's jurisdiction for the limited purpose
of enforcing obedience to the Notice Agreement. That Agreement was
entered into in lieu of this Court exercising its unquestioned authority to
enter an injunctive order preserving the status uo. See Arbitrium
Ltr. Op. at 5, and cases cited
(Cayman Islands) Handels AG s
therein.
Accordingly, pending the final determination of this action, a
constructive trust shall be imposed upon all monies received by Johnston
as salary, and an injunction shall issue prohibiting any such further
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payments and directing Johnston to restore to TCI II forthwith all monies
paid to him as salary since January 1, 1995.
[9]
It also now is appropriate to elevate the Notice Agreement to the
status of a Court order, so that if any further violations of the Notice
Agreement occur they can be remedied under the Court's contempt power
and (in a "worst case" scenario) under § 322. The defendants argue that
the Notice Agreement is too vague to be a proper subject of an injunctive
order. However, as the parties who offered that contractual language and
thereby necessarily conceded its sufficiency as an enforceable agreement,
the defendants cannot now be heard to argue that that language is too
imprecise to be the subject of an order of this Court.
Finally, I conclude that the plaintiffs should be entitled to certain
of the additional discovery that they seek, namely, the documents
described in Paragraphs 23, 24, 26, and 27 of the Motion.2 The
defendants' earlier attempt to nullify the Notice Agreement, followed by
their clear violation of its terms, and their apparent willingness to
repudiate their in-Court representations regarding the character of the
monies paid to them, all raise concerns as to whether other violations of
the Notice Agreement may have occurred. Those concerns merit further
exploration and justify permitting the plaintiffs to engage in additional
discovery.

The plaintiffs shall submit an Order, on notice, implementing the
rulings made herein.

'Excluded are documents relating to the payment of the defendants' legal fees, which
cannot be deemed "extraordinary" for Notice Agreement purposes while the merits of this
action remain sub judice.
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ARNOLD v. SOCIETY FOR SAVINGS BANCORP, INC.
No. 12,883
Court of Chancery of the State of Delavare,New Castle
June 15, 1995
Plaintiff, a Bancorp stockholder, sought an order enjoining the
merger of Bancorp with a subsidiary of the Bank of Boston Corporation.
The injunction was denied and the merger took place on July 9, 1993.
In an appeal from the court of chancery, the supreme court found that the
directors of Bancorp made materially misleading partial disclosures in the
proxy statement for the vote on the merger. The issue faced on remand
by this court was whether or not a remedy is available against the
"corporate defendants."
The court of chancery, per Vice-Chancellor Chandler, denied
Plaintiff's conversion, quasi-appraisal, substantial role and respondeat
superior claims, because (1) plaintiff transferred his legal rights in his
Bancorp stock to Bank of Boston; (2) the corporate defendants did not
concede to a quasi-appraisal remedy; (3) the "substantial role" standard
does not apply to an unaffiliated third party acquiror, and (4) Bancorp
owed no fiduciary duties to its stockholders. The aiding and abetting
claim remains open for trial.
1.

Appeal and Error

CL

1195(1)

In reviewing a case on remand, the trial court is bound to strictly
comply with the supreme court's ruling.
2.

C

Trover and Conversion

4

Conversion is the wrongful exercise of dominion over the property
of another, in denial of his right, or inconsistent with it.
3.

Corporations

C--

581

A merger that fails to comply with the statutory requirements of a
merger is void ab initio.
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193, 194, 310(1)

Section 251(c) does not require the directors of a corporation to
inform the stockholders of all material facts of a merger. The statute
does, however, require notice to stockholders of the time, place, and
purpose of a meeting as well as a copy or brief description of the merger
agreement. DEL. CODE ANN. tit. 8, § 251(c) (1991).
5.

C

Corporations

194

A separate fiduciary duty of disclosure derived from the common
law obligates directors to fully inform the stockholders about the merger.
6.

C=L 9(6)

Trover and Conversion

Upon the rescission of a merger, demand and refusal to deliver are
required when defendant's original possession was lawful.
7.

Ot

Corporations

320(12), 584

When rescission of a merger is impractical, the court is to consider
awarding rescissory damages in lieu of rescission.
8.

Equity

C

86

A court of equity should protect the rights of an innocent acquiror,
just as commercial law protects the rights of a good faith purchaser.
9.

Corporations

C

310, 320(2)

Where a misinformed stockholder could lose his right to a statutory
appraisal, this court may provide a quasi-appraisal remedy to place those
stockholders in the position they would have been in but for the board of
directors' inadequate disclosure of material facts.
10.

Corporations

C

320(1)

A surviving corporation is statutorily obliged to provide dissenting
stockholders with appraisal rights.
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Corporations

C--

215

A parent corporation is liable for material misrepresentations in its
subsidiary's proxy materials if it played a substantial role in the
preparation of those materials.
12.

Corporations

C

307

A majority stockholder owes fiduciary duties to other stockholders
of its subsidiary.
13.

Corporations

0

310(2)

Stockholders cannot hold a corporation liable for negligently
omitting material facts in a proxy statement that it gratuitously drafted for
directors.
14.

C=

Master and Servant

300

Respondeat superiorimposes liability upon a principal for the torts
of his agent committed within the scope of their agency relationship.
15.

Corporations

=

307, 310(1)

A corporation does not owe fiduciary duties to stockholders.
16.

Corporations

O

307, 310(1)

The directors and officers of a corporation independently owe
fiduciary duties directly to the stockholders.
William Prickett, Esquire, and Ronald A. Brown, Jr., Esquire, of Prickett,
Jones, Elliott, Kristol & Schnee, Wilmington, Delaware, for plaintiff.
A. Gilchrist Sparks, Im, Esquire, and David J. Teklits, Esquire, of Morris,
Nichols, Arsht & Tunnell, Wilmington, Delaware, for defendants Society
for Savings Bancorp, Inc., Bank of Boston Corporation, and BBC
Connecticut Holding Corporation.
Jesse A. Finkelstein, Esquire, and Catherine G. Wagner, Esquire, of
Richards, Layton & Finger, Wilmington, Delaware; and Richard F.
Ziegler, Esquire, and Amy J. Wolosoff, Esquire, of Cleary, Gottlieb,
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Steen & Hamilton, New York, of counsel, for individual defendants
David T. Chase, Sanford Cloud, Jr., Lawrence Connell, Robert E. Green,
Jerome H. Grossman, Betsy Henley-Cohn, Ronald D. Jarvis, Edward F.
Large, Edward J. Okay, John F. Shea, Jr., Florian A. Stang, and Jerry F.
Stone, Jr.
CHANDLER, Vice-Chancellor
This lawsuit arose out of the merger of BBC Connecticut Holding
Corporation ("BBC"), a wholly owned Connecticut subsidiary of Bank of
Boston Corporation ("BoB"), a Massachusetts corporation, into Society
for Savings ("Society"), a wholly owned Connecticut subsidiary of
Society for Savings Bancorp, Inc. ("Bancorp"), a Delaware corporation.
Pursuant to the terms of the negotiated merger, Bancorp ultimately
merged with BoB. Robert H. Arnold ("Plaintiff'), a Bancorp stockholder,
sought an order enjoining the merger, naming twelve of the directors of
Bancorp (the "Individual Defendants"), Bancorp, BoB and BBC as
defendants in this lawsuit.
On May 25, 1993, this Court denied Plaintiffs request for a
preliminary injunction. The merger was effectuated on July 9, 1993.
After the merger was implemented, the parties moved for summary
judgment. On December 15, 1993, the Court granted summary judgment
for defendants. Plaintiff appealed that decision to the Supreme Court.
The Supreme Court reversed this Court's decision in part, finding that the
directors of Bancorp made materially misleading partial disclosures in the
proxy statement for the vote on the merger. Arnold v. Society for
Savings Bancorp. Del. Supr., 650 A.2d 1270 (1994). The Supreme Court
held that a provision in Bancorp's certificate of incorporation, adopted
pursuant to 8 Del. C. § 102(b)(7), shielded the directors of Bancorp from
liability. The Supreme Court remanded the question of whether or not
a remedy is available against Bancorp, BoB or BBC (the "Corporate
Defendants"). This is the Court's decision on the issues raised by the
parties and by the Supreme Court's remand.
I. INDIVIDUAL DEFENDANTS
Following the Supreme Court's decision, the Individual Defendants
requested this Court to enter an order dismissing the action against them
with prejudice. Plaintiff opposed the request, contending that the
Supreme Court's ruling does not preclude him from seeking equitable
relief against the Individual Defendants. Plaintiff argues that the
exemption in Bancorp's certificate of incorporation, adopted pursuant to
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8 Del. C- §102(b)(7), does not protect Bancorp's directors from rescissory
damages or other equitable relief.
[1]
I do not consider the merits of Plaintiff's argument because the
Supreme Court has already determined "that there is no liability as to any
individual defendant." Arnold, 650 A.2d at 1290. The Supreme Court's
ruling prevents Plaintiff from recovering any damages from the Individual
Defendants, whether based in law or equity. The Supreme Court's ruling
is the law of the case, which this Court is bound to follow. Insurance
Corp. of America v. Barker. Del. Supr., 628 A.2d 38, 40 (1993) (trial
court is bound to strictly comply with appellate court's determination of
any issues expressly or impliedly disposed of in its decision). The
Individual Defendants are dismissed with prejudice.
II. THE CORPORATE DEFENDANTS
The Supreme Court remanded this case for a determination of
whether any remedy is available against the Corporate Defendants.
Arnold, 650 A.2d at 1290. Reading the Supreme Court's opinion quite
differently, the parties disagree about the scope of this Court's inquiry on
remand. According to Plaintiff, the Supreme Court entered summary
judgment against the Corporate Defendants on the disclosure claim and
then remanded the case to this Court for a determination of the
appropriate remedy. Plaintiff contends that the Court must remedy the
disclosure violation because "equity will not suffer a wrong without a
remedy." The Corporate Defendants read the Supreme Court's decision
very differently. In their view, the Supreme Court remanded the issue
whether the Corporate Defendants are liable for the inadequate disclosure
in Bancorp's proxy materials. They contend that this Court must find
that the Corporate Defendants did something wrong before it requires
them to remedy Plaintiffs injury.
I agree with the Corporate Defendants that the Supreme Court did
not rule on their ultimate liability. The Supreme Court found that
Bancorp's directors violated their fiduciary duty of disclosure to
Bancorp's stockholders. Arnold 650 A.2d at 1277. It did not consider
whether the Corporate Defendants are liable for the Bancorp directors'
negligence, but remanded that issue to this Court. Id. at 1291. On
remand, Plaintiff must provide a legal theory grounded in our law for
holding the Corporate Defendants liable for the Bancorp directors'
inadequate disclosure to Bancorp's stockholders. Plaintiff offers five
claims to support his requests for legal and equitable relief against the
Corporate Defendants. Plaintiff and the Corporate Defendants are
currently before the Court on cross motions for summary judgment on
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four of these claims. Plaintiff asserts that he is entitled to remedies as
a matter of law based on the following claims: BoB's conversion of his
stock; quasi-appraisal; BoB's substantial role in preparing the misleading
proxy statements; and respondeat superior. The parties agree that further
discovery is necessary before the remaining claim, BoB's alleged aiding
and abetting role in the disclosure violation, can be presented to the
Court.
A.

Conversion

Plaintiff seeks damages from BoB for conversion of his Bancorp
stock. Plaintiff claims that BoB converted his stock by wrongfully
exercising control over it through an unlawfully consummated merger.
Corporate Defendants respond that Plaintiffs conversion theory is
premised on the fact that Plaintiff has a current interest in his Bancorp
stock, which cannot be true unless the BoB-Bancorp merger was void ab
initio. Corporate Defendants contend that the directors' good faith
disclosure violation did not prevent the merger from becoming a valid
legal event. Plaintiff disagrees with Corporate Defendants' depiction of
the prima facie elements of conversion. He believes he only needs to
show that he had a property interest in Bancorp stock and that BoB took
control of that stock through an improperly consummated merger.
[2]
Plaintiffs argument fails because he misstates the prima facie
elements of conversion. Conversion is the "wrongful exercise of
dominion over the property of another, in denial of his right, or
inconsistent with it." Drug, Inc. v. Hunt, Del. Supr., 168 A. 87, 93
(1933). In a conversion action, the plaintiff seeks to vindicate his
superior title to the property in the defendant's possession. See
Mastellone v. Argo Oil Co., Del. Super., 76 A.2d 118, 120 (1950). To
establish conversion, Plaintiff must show that he has a post-merger
property right to the stock of Bancorp and that BoB holds that stock in
contravention of his property right. See Drug, Inc.. 168 A. at 93.
Plaintiff's conversion claim turns on whether Plaintiff retains a postmerger property interest in the stock of Bancorp.
[3]
The parties agree that if the directors' inadequate disclosure renders
the merger void ab initio, then Plaintiff has a current property interest in
Bancorp stock. A merger that fails to comply with the statutory
requirements for a merger is void ab initio. Jackson v. Turnbull. Del.
Ch., C.A. No. 13042, Berger, V.C. (Feb. 8, 1994), Mem. Op. at 6-7,
aff'd, Del. Supr., No. 73, 1994, Holland, J. (Dec. 7, 1994). Plaintiff
believes that the Corporate Defendants failed to comply with 8 Del. C.
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§§ 252(c) and 251(c) because the stockholder vote approving the merger
was uninformed and, therefore, meaningless.
[4-5] The majority of the stockholders of Bancorp voted in favor of the
merger, as required by 8 Del. C. § 251(c). Section 251(c) does not
require the directors of a corporation to inform the stockholders of all
material facts prior to the vote on the merger. 8 Del. C. § 251(c)
(requiring notice to stockholders containing time, place and purpose of
meeting, as well as copy or brief description of merger agreement). A
separate fiduciary duty of disclosure, derived from the common law,
obligates the directors to fully inform the stockholders about the merger.
See Stroud v. Grace. Del. Supr., 606 A.2d 75, 87 (1992). The Corporate
Defendants complied with all of the statutory requirements for a valid
merger. Thus, the merger is not void. See Jackson, supra. Mem. Op. at
7.
[6]
Although the merger is not void ab initio, Plaintiff may be able to
recover his former interest in the stock of Bancorp. The directors' breach
of fiduciary duty renders the BoB-Bancorp merger voidable at the
discretion of this Court. See Weinberger v. UOP, Del. Supr., 457 A.2d
701, 714 (1983) (acknowledging Chancellor's power to rescind a merger
under appropriate circumstances). Cf. Mills v. Electric Auto-Lite, 396
U.S. 375, 388 (1970) (suggesting that court of equity can set aside
merger approved by misleading proxy process). If the Court rescinded
the merger, Plaintiff could demand a return of his stock. If BoB refused
delivery, then Plaintiff could sue for conversion. Drug Inc., 168 A. at
94 (requiring demand and refusal to deliver when defendant's original
possession was lawful). Of course, Plaintiff has no ripe claim for
conversion until the Court rescinds the merger.
[7]
Plaintiff will never have a claim for conversion of his Bancorp
stock because this Court cannot feasibly undo the completed merger of
BoB and Bancorp. Plaintiff acknowledges the impossibility of rescinding
this merger because he requests rescissory damages as a remedy for some
of his claims. Where rescission of a merger is impractical, the Supreme
Court has directed this Court to consider awarding rescissory damages in
lieu of rescission. Weinberger, 475 A.2d at 714; Cede & Co. v.
Technicolor Del. Supr., 634 A.2d 345, 371 (1993). But see Cinerama,
Inc. v. Technicolor Del. Ch., C.A. No. 8358, Allen, C. (Oct. 12, 1994)
(appeal pending) (stating that rescissory damages should never be
awarded for breach of duty of care). Yet, for the purposes of a
conversion action, rescissory damages are not equivalent to rescission.
An action for conversion is premised on the plaintiff's superior title to the
property in the defendant's possession. See Mastellone, 76 A.2d at 120.
Thus, Plaintiff cannot sue BoB for conversion unless the Court actually
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rescinds the merger that gave BoB the legal right to control the stock of
Bancorp. An award of rescissory damages against any of the parties
involved in the merger, even BoB, will not reinstate Plaintiff's right to
his former Bancorp stock. Plaintiff will never have a claim for
conversion of his Bancorp stock.
[8]
Practical considerations make rescission impossible, but I would
decline to rescind the merger for another reason as well. The equities in
this case do not justify the extraordinary remedy of rescission. Rescission
of the merger would unduly harm the acquiror, BoB, who has relied on
the finality of the merger. Plaintiff has yet to demonstrate that BoB
engaged in any unlawful or improper activities in carrying out the
merger. BoB did not ignore Plaintiff's claims and pursue an improper
merger. Before BoB completed the merger, this Court had ruled that
Plaintiff's claims lacked a reasonable probability of success on the merits.
Until Plaintiff demonstrates otherwise, I consider BoB an innocent party
who acquired Bancorp in good faith in an arms-length transaction. A
court of equity should protect the rights of an innocent acquiror, just as
commercial law protects the rights of a good faith purchaser. Jebwab v.
MGM Grand Hotels, Inc. Del. Ch., 509 A.2d 584, 600 n.12 (1986). Cf.
6 Del. C. § 8-302(3). On the present record, I believe it would be
manifestly unfair to BoB for the Court to rescind the merger. If Plaintiff
can prove his aiding and abetting claim against BoB, then the balance of
the equities may change. Nevertheless, practical obstacles would still
prevent rescission of the merger.
Plaintiff transferred his legal rights to his Bancorp stock to BoB as
a result of the merger. This Court cannot rescind that merger.
Accordingly, Plaintiff has no claim against BoB for conversion of his
Bancorp stock. Corporate Defendant's motion for partial summary
judgment on Plaintiff's conversion claim is granted.
B.

Quasi-Appraisal

Plaintiff asserts that he can seek a quasi-appraisal from the
surviving corporation on two grounds. First, he contends that the
Corporate Defendants conceded to a quasi-appraisal proceeding in their
arguments before this Court and the Supreme Court. Plaintiff also asserts
that this Court can use its broad equitable powers to require Bancorp to
provide Plaintiff with a quasi-appraisal, even without Corporate
Defendant's alleged concession. The Corporate Defendants respond that
they never conceded to providing Plaintiff with a quasi-appraisal remedy
for a good faith disclosure violation by Bancorp's board of directors.
They describe quasi-appraisal as a remedy, not a cause of action.
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Therefore, they contend that Plaintiff must prove some cause of action
against the Corporate Defendants before he receives a quasi-appraisal
remedy.
1.

The Corporate Defendants' Concession of
the Applicability of Quasi-Appraisal Remedy

Plaintiff contends that Bancorp or BoB conceded to the
applicability of a quasi-approval remedy on three occasions: twice before
this Court in opposition to Plaintiff's motion for a preliminary injunction
and once on appeal. Plaintiff asserts that the Corporate Defendants are
bound by these concessions of the applicability of a quasi-appraisal
remedy. Plaintiff cites the following examples of Corporate Defendants'
concessions. Corporate Defendants first purported concession came in
Bancorp's sur-reply brief in opposition to Plaintiff's motion for
preliminary injunction:
Plaintiff argues that these cases [denying injunctions
because of risk of losing the proposed transaction], and
others cited in Society's opening brief at 41-43, do not
apply because (a) Plaintiff has alleged non-disclosures in the
Proxy Statement and (b) Plaintiff has no appraisal remedy
if he is vindicated at trial. This Court has directly rejected
such arguments holding that even in the context of an
exchange offer, the courts may fashion a non-statutory
"quasi-appraisal remedy... [for] tendering shareholders" if
they are proven correct with respect to their non-disclosure
or other fiduciary duty claims. In Re Ocean Drilling &
Exploration Co. Sh. Litia.. De. Ch. C.A. No. 11898,
Chandler, V.C. (Apr. 30, 1991), slip op. at 17-18.
While such a remedy involves a significant
expenditure in terms of time and legal fees, the
"irreparability" of any harm caused by
defendants' conduct is limited to a large extent
by the availability of the quasi-appraisal
remedy.

Id slip op. at 18.
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Because Plaintiff will thus not suffer any injury from the
denial of the injunction which this Court does not have the
power to redress, . . . Plaintiff's motion should be denied.
Plaintiff contends that Bancorp's counsel reiterated this concession at the
preliminary injunction hearing. At the hearing, counsel for Bancorp
stated that the Court could use a quasi-appraisal proceeding to remedy
disclosure violations. Corporate Defendants purportedly made the
concession for a third time on appeal. As proof of the third concession,
Plaintiff cites the following excerpt from the Supplement Answering Brief
filed by all defendants:
Importantly, defendants noted in their briefs that the trial
court could fashion appropriate quasi-appraisal or other
remedies in the event plaintiff proved its case, but
simultaneously stated that Section 102(b)(7) protected the
directors from monetary damages. Contrary to plaintiffs
contention, these positions are not inconsistent, since if
plaintiff were to prove the proper elements of a cause of
action (which he has not done), the remedies may run
against the corporate defendants. Gaffin v. Teledyne, Inc.
Del. Supr., 611 A.2d 467, 472 (1992) (relied upon by
plaintiff recognizing that a corporation may be liable for
disclosure violations if the elements of equitable or legal
fraud are established); In Re Ocean Drilling & Exploration
Co. Sh. Litig. De. Ch. C.A. No. 11898, Chandler, V.C.
(Apr. 30, 1991) (the case cited by defendants at oral
argument and in briefs below, noting the availability of
quasi-appraisal remedy against the corporate tender offeror).
These excerpts, Plaintiffs argue, show that the Corporate Defendants
represented that a quasi-appraisal remedy would be available for Plaintiff
should he prove his disclosure claim.
Corporate Defendants respond that they never conceded to a quasiappraisal remedy for a good faith disclosure violation by the directors of
Bancorp. Corporate Defendants assert that Plaintiff has taken the
statements in the briefs and the preliminary injunction hearing out of
context. They explain their previous statements in the following manner.
They have consistently viewed the quasi-appraisal remedy as a remedy
not a cause of action. In the statements made during the preliminary
injunction proceedings, Bancorp was responding to all of Plaintiffs then
pending claims, which included duty of loyalty claims against the
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directors, fraud claims against Bancorp, and an aiding and abetting claim
against BoB. Bancorp was stating that "quasi-appraisal" was a possible
remedy for these claims. In the excerpt from their appellate brief,
defendants were explaining that they viewed "quasi-appraisal" as a
possible remedy against Bancorp, but only if Plaintiff proved the
elements of a cause of action against Bancorp, such as equitable fraud.
The Corporate Defendants assert that they never conceded that a quasiappraisal remedy against Bancorp was an appropriate remedy for a
disclosure violation by the directors of Bancorp.
After reviewing the disputed excerpts listed above, I find that the
Corporate Defendants did not conceded to a quasi-appraisal remedy. At
each stage in this lawsuit, Corporate Defendants have consistently
characterized quasi-appraisal as a remedy, not a cause of action.
Corporate Defendants never stated that Plaintiff can receive a quasiappraisal remedy from them without proving a cause of action against
them.
Plaintiff also contends that Corporate Defendants must provide him
with a quasi-appraisal remedy on the grounds of waiver and judicial
estoppel. Because I find that the Corporate Defendants never stated that
a quasi-appraisal remedy is appropriate under the present circumstances,
Plaintiff's waiver and judicial estoppel arguments have no merit.
2.

Quasi-Appraisal

Even though the Corporate Defendants did not concede to a quasiappraisal, Plaintiff believes the Court should remedy the stockholders'
misinformed approval of the merger by requiring the surviving
corporation in the merger to provide him with a quasi-appraisal to
determine the fair value of his shares. Corporate Defendants respond that
quasi-appraisal is not a cause of action, but a remedy this Court uses
against a fiduciary who breaches his fiduciary duties in connection with
cashing out minority stockholders.
In several decisions denying preliminary injunctions, this Court
noted that stockholders did not face irreparable harm in a merger because
the Court could calculate their damages in a post-merger quasi-appraisal
Steiner v. Sizzler Restaurants Int'l. Inc., Del. Ch.,
proceeding. See g
C.A. No. 11994, Allen, C. (March 19, 1991), Mem. Op. at 6-7; In re
Ocean Drilling & Exploration Co. Shareholders Litig.. Del. Ch., C.A. No.
11898, Chandler, V.C. (April 30, 1991). Steiner and Ocean Drilling
involved majority shareholders who owed fiduciary duties to the
minorities shareholders. In both cases, the Court reasoned that if the
majority stockholder breached its fiduciary duties, then the Court could
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assess damages, calculated through a quasi-appraisal proceeding. Used
in this manner, the quasi-appraisal is not an equitable remedy, but a
method of calculating legal damages for a fiduciary's breach of his duties.
Steiner s
Mem. Op. at 6; See Wacht v. Continental Hosts, Ltd. Del.
Ch., C.A. No. 7954, Chandler, V.C. (Sept. 16, 1994, modified Dec. 23,
1994) (using quasi-appraisal method to calculate damages for directors'
breach of duty of disclosure). I cannot use a quasi-appraisal remedy to
assess damages against the Corporate Defendants for breach of fiduciary
duty because they did not owe fiduciary duties to Bancorp's stockholders.
See In re Wheelabrator Technologies, Inc. Shareholders Litig., Del. Ch.,
Cons. C.A. No. 11495, Jacobs, V.C. (Sept. 1, 1992), Mem. Op. at 18.
Plaintiff contends that this Court used the quasi-appraisal remedy
for purposes other than to calculate damages for breach of fiduciary duty.
Plaintiff relies on Tsivelekidis v. On-Line Software Int'l, Inc.. Del. Ch.,
C.A. No. 12268, Chandler, V.C. (Sept. 20, 1991) (ORDER), to support
his contention that the Court can remedy the board of director's failure
to adequately inform the stockholders by providing the stockholders with
the equivalent of appraisal rights. In Tsivelekidis, the Court could not
have premised the applicability of the quasi-appraisal remedy on a breach
of fiduciary duty because the merger did not involve a majority
stockholder. This Court's suggestion that a quasi-appraisal remedy was
available in Tsivelekidis was meant to ensure that the stockholders would
not lose their statutory appraisal rights if they accepted the merger as a
result of the board of directors' inadequate disclosure of material facts.
[9-10]
Where a misinformed stockholder could lose his right to a
statutory appraisal, this Court may provide a quasi-appraisal remedy to
place those stockholders in the position they would have been in but for
the board of directors' inadequate disclosure of material facts. See
Steiner su
Mem. Op. at 4. The stockholders do not have to prove a
cause of action against the surviving corporation because the surviving
corporation is already statutorily obligated to provide dissenting
stockholders with appraisal rights.
Plaintiff cannot rely on Tsivelekidis to support his request for
quasi-appraisal because he had no statutory right to appraisal as a result
of the merger of Bancorp and BoB. The board of directors' inadequate
disclosures did not prevent Plaintiff from making a fully informed
decision about whether to exercise his right to an appraisal. Plaintiff does
not seek an equitable remedy that will recreate his statutory right to an
appraisal.
Plaintiff's request for a quasi-appraisal is actually a request for an
award of compensatory damages against the Corporate Defendants. See
Steiner su
Mem. Op. at 6. But Plaintiff cannot collect damages from
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the Corporate Defendants without proving a cause of action against them.
If Plaintiff successfully proves a cause of action, such as aiding and
abetting, against the Corporate Defendants, then I may employ the quasiappraisal remedy as a method of establishing Plaintiff's loss. The
Corporate Defendants' motion for summary judgment on Plaintiff's quasiappraisal claim is granted.
C.

BoB's Substantial Role in Preparation of Proxy Materials

[11] Plaintiff contends that BoB is liable for any misleading statements
in the proxy materials because it played a "substantial role" in the
development of these materials. Plaintiff cites Shell Petroleum. Inc. v.
Smith Del. Supr., 606 A.2d 112 (1992) ("Shell") in support of the
"substantial role" standard. In Shell the Supreme Court held that a
parent corporation, SPNV Holdings, Inc. ("Holdings"), was liable for
material misrepresentations in its subsidiary's proxy materials because it
played a substantial role in the preparation of those materials. 606 A.2d
at 116. In this action, Plaintiff seeks to recover damages from BoB under
the same theory. The Corporate Defendants argue that the Supreme
Court applied the "substantial role" standard in Shell because of the
parent-subsidiary relationship between the corporations. Because BoB
was a third party, Corporate Defendants contend, Plaintiff must prove his
aider and abettor theory to hold BoB liable for Bancorp's directors'
breach of their duty of disclosure.
[12] I agree with the Corporate Defendants that the "substantial role"
standard does not apply to an unaffiliated third party acquiror. In Shel
the Supreme Court noted that Holdings, as a majority stockholder, owed
fiduciary duties to the other stockholders of its subsidiary. Id. at 115.
The Supreme Court did not find Holdings liable "solely" on that basis,
but it was integral to the Court's adoption of the "substantial role"
standard. See id. at 115-116. In contrast, BoB owed no duty, fiduciary
or otherwise, to ensure that the proxy solicitation fully disclosed material
facts to Bancorp's stockholders. The directors of Bancorp had sole
responsibility to fully disclose material facts to the stockholders.
[13] Plaintiff contends that BoB assumed a duty to the stockholders of
Bancorp because it volunteered to participate in the preparation of the
proxy materials. Regardless of the role BoB played in the drafting of the
materials, it owed no duty to provide accurate information. Bancorp's
stockholders cannot hold BoB liable for negligently omitting material
facts in a proxy statement that BoB gratuitously drafted for Bancorp's
directors. Restatement (Second) of Torts § 552 (1977) (premising
liability for negligent misrepresentation on a pecuniary obligation to
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provide accurate information). Plaintiff will have to prove his aiding and
abetting claim to hold BoB liable for inadequate disclosures to Bancorp's
stockholders by Bancorp's directors.
D.

Respondeat Superior

[14] Lastly, Plaintiff claims that Bancorp is responsible for its directors'
and officers' breach of their fiduciary duties to Bancorp's stockholders
on the basis of respondeat superior. Respondeat superior imposes liability
upon a principal for the torts of his agent committed within the scope of
their agency relationship. Fields v. Synthetic Ropes, Inc.. Del. Supr., 215
A.2d 427, 432 (1965). Plaintiff contends that the directors of Bancorp
are agents of the corporation, so the corporation is liable for the directors'
breach of their fiduciary duty of disclosure.
[15-16]
Instead of directly alleging that the corporation breached its
fiduciary duties, Plaintiff relies on the theory of respondeat superior
because he concedes that a corporation does not owe fiduciary duties to
the stockholders. See In re Wheelabrator Technologies, Inc. Shareholders
Litig. sup Mem. Op. at 18. Respondeat superior- however, does not
provide a basis for imputing the fiduciary duties of the directors to the
corporation. The corporation and, therefore, any of its agents acting on
its behalf, owe no fiduciary duties to the stockholders. See id. The
directors and officers of a corporation independently owe fiduciary duties
directly to the stockholders. See Smith v. Van Gorkom, Del. Supr., 488
A.2d 858, 890 (1985). Because Bancorp owed no fiduciary duty to its
stockholders, either directly or vicariously, it cannot be held liable for its
directors' failure to act as fiduciaries.
III. CONCLUSION
I grant the Individual Defendants' request for an order dismissing
them from this lawsuit because the Supreme Court already has
determined that there is no liability as to them. In addition, I grant
partial summary judgment to the Corporate Defendants on Plaintiff's
conversion, quasi-appraisal, substantial role and respondeat superior
claims, which leaves only the aiding and abetting claim for trial.
One more brief observation needs to be made. Should Plaintiff fail
in the end to prove his aiding and abetting claim, I expect he will
complain that he has suffered a wrong without a remedy. He has not.
Plaintiff, and all other Bancorp stockholders, chose to immunize
Bancorp's directors from liability for good faith breaches of fiduciary
duty. Plaintiff has no right to expect compensation from innocent parties
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just because he immunized the persons who do owe him a remedy. He
must prove a cause of action against the Corporate Defendants before he
is entitled to a remedy from them. If he fails in this effort, he cannot be
heard to say that a court of equity allowed a wrong to be unremedied.
The stockholders of Bancorp gave up their right to compensation for
good faith breaches of duty by their directors. That was their choice.
An Order has been entered consistent with this decision.
ORDER
For the reasons set forth in this Memorandum Opinion entered in
this case on this date, it is
ORDERED:
1). All claims asserted in this action against the directors of
Defendant Society for Savings Bancorp, Inc., are dismissed with
prejudice;
2). Summary Judgment is entered against Plaintiff and in favor
of Defendants BBC Connecticut Holding Corporation, Bank of Boston
Corporation and Society for Savings Bancorp, Inc., as to Plaintiff's
conversion, quasi-appraisal, substantial role and respondeat superior
claims; and
3). The only claim remaining for disposition is Plaintiff's claim
that Defendant Bank of Boston Corporation is liable to Plaintiff for
having aided and abetted the directors of Society for Savings Bancorp,
Inc., in breaching their fiduciary duty of disclosure.
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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 Delaware,New Castle
November 9, 1995
Plaintiffs, shareholders of Pace American Group, Inc. (Pace), filed
two actions which were consolidated. The first action was brought both
individually and derivatively on behalf of Pace against the current and
former directors of Pace (defendants). Initially, plaintiffs argued that they
are not required to make demand on Pace's board of directors because the
board members were beneficiaries of the challenged stock option plan.
Plaintiffs alleged that the defendants breached their fiduciary duties by
causing the corporation to issue to the board of directors stock options to
purchase shares of Pace at below market prices. Finally, plaintiffs
requested the court: (1) to declare that the defendants have breached
their fiduciary duties to Pace and to plaintiffs, (2) to declare that the
option shares are null and void, (3) to enjoin defendants from interfering
with the committee's consent solicitation, and (4) to direct Pace not to
recognize any shares issued in connection with the option plan. The
second action was brought individually against Pace to compel the
corporation to hold a shareholders meeting, and to determine the rights
and powers of shareholders to vote in that meeting. Both parties filed
motions for summary judgment on the plaintiffs' request that the court (1)
order an annual shareholder's meeting and (2) void the issuance of option
shares.
The court of chancery, per Vice-Chancellor Chandler, waived the
demand requirement after concluding that the plaintiffs sufficiently
alleged facts to create a reasonable doubt as to whether the Pace board
was independent and disinterested. Next, the court held that the option
plan under which the option shares were issued was invalid as a matter
of law because the defendant directors did not meet their burden of
establishing the validity of the option plan. The directors failed to meet
this burden by not showing that the option plan, or the circumstances,
provided reasonable safeguards to ensure that Pace would receive the
benefit of the bargain. The court then held that the plaintiffs established
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a prima facie case under Delaware Code Annotated, title 8, section 211
(1991), and ordered the directors of Pace to hold a shareholders meeting
no later than January 30, 1996. Finally, the court directed that the
options shares issued as a result of the invalid option plan not be counted
in any shareholder vote.
1.

Judgment

;=

181(1), 181(2)

The court may award summary judgment if the moving party
establishes that no genuine issue of material fact exists with respect to the
dispute and that he or she is entitled to judgment as a matter of law.
2.

Judgment

=

181(2), 185(2)

The court assumes that uncontroverted facts set forth in the record
are true.
3.

Judgment

C

181(2), 185(2)

On a cross-motion for summary judgment, the court may imply
that the parties concede the absence of material factual disputes and
acknowledge that the record is sufficient to support their motions.
4.

Corporations

C=

203, 206(4), 211(4)

Delaware courts require shareholders to refrain from filing
derivative suits until the shareholders either (1) make a demand on
directors of a corporation requesting them to pursue the desired action or
(2) plead with particularity why demand is excused prior to filing a
derivative action. DEL. CH. CT. R. 23.1.
5.

Corporations

=

180, 310(1)

The board of directors must have the freedom to manage the
corporationis affairs and to address an alleged wrong without litigation,
to decide whether to invest the resources of the corporation in litigation,
and to control any litigation which does occur.
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206(4), 211(4), 211(5),
310(1), 320(4)

In pleading that demand is excused, the plaintiff must allege facts
to create a reasonable doubt that (1) the directors are disinterested and
independent, and (2) the transaction is entitled to protection under the
business judgment rule. Futility of demand is established when the court
is satisfied that a plaintiff has alleged facts with particularity which, taken
as true, support a reasonable doubt as to either aspect. DEL. CH. CT. R.
23.1.
7.

Corporations

=

206(4), 320(5)

When a plaintiff establishes that the transaction in question is an
interested director transaction, futility of demand has been established by
any objective or subjective standard.
8.

Corporations

Cm

320(5), 320(8)

By alleging that each of the members of a board of directors had
a financial interest in a challenged option plan, plaintiffs have alleged
facts that create a reasonable doubt as to whether the board was
independent and disinterested.
9.

Corporations

t

70, 116

Delaware law authorizes corporations to issue rights and options in
stock. DEL. CODE ANN. tit. 8, § 157 (1991).
10.

Corporations

0=

81, 116, 314(2), 316(1)

For a Delaware court to uphold the validity of an option plan, the
plan must meet the requirements of a two-prong test: (1) the plan must
contain conditions, or the circumstances must be suck that, the
corporation can reasonably expect to obtain an identifiable benefit; and
(2) the value of the options must bear a reasonable relationship to the
value of the benefit passing to the corporation.
11.

Corporations

m

81, 116, 316(1)

If the corporation has received some consideration in exchange for
the options, the court may presume that the exchange is a reasonable
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exchange of value. This presumption will not operate if the corporation
received no consideration. DEL. CODE ANN. tit. 8, § 157 (1991).
12.

Corporations

C-

316(4)

In evaluating the validity of a stock option plan, where the board
of directors is interested, the court's analysis turns upon whether the
independent shareholders ratified the plan. Generally, if the independent
shareholders have not ratified the plan, then the interested directors have
the burden of demonstrating that the plan meets the two-prong test. If
the shareholders ratified the plan, then the challengers have the burden of
showing that the option plan did not represent a fair exchange of value.
13.

Corporations

C

116

When a corporation expects to receive some benefit from the
bargain, the key factor for the court to consider in determining the
validity of the option plan is not whether the corporation can quantify the
benefit, but whether the plan itself contains safeguards or circumstances
to ensure that the corporation receives the benefit for which it bargained.
14.

Corporations

C

116

If by granting stock options the corporation expects that it will
retain key personnel, then the plan must provide terms, or circumstances,
that ensure that the personnel are employed by the corporation when they
exercise the options.
15.

Corporations

C!

316(1)

Under an entire fairness analysis, directors of a corporation who are
on both sides of a transaction are required to prove both fair price and
fair dealing in the transaction.
16.

Corporations

t!

316(4)

The defendant directors have the burden of establishing the validity
of an option plan when they are interested directors and the independent
shareholders did not ratify the option plan.
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193, 194, 197,201,283(1),283(2)

Where the plaintiff establishes that he is a shareholder and that the
corporation has not held a shareholders meeting for over thirteen months,
the plaintiff makes a prima facie case and the court of chancery may
summarily order a meeting to be held upon the application of any
stockholder or director. Furthermore, the court may designate the time,
place and record date for the meeting, as well as determine the rights and
powers of the individuals who claim to be stockholders. DEL. CODE
ANN. tit. 8, § 211(c) (1991).
18.

Corporations

C

198(1), 198(3)

Delaware case law establishes the clear rule that absent an
affirmative defense, the court has a duty to make sure that the meeting
and election take place as promptly as possible.
19.

Corporations

0

198(1), 198(3)

A company's failure to provide audited financial statements is not
an affirmative defense and does not justify delaying the company's
annual meeting.
20.

Corporations

C

198(1), 198(3)

The fact that the financial information needed by management in
order to solicit proxies under SEC regulations is unavailable provides no
defense to an action to compel a shareholders meeting. DEL. CODE ANN.
tit. 8, § 211(c) (1991).
Norman M. Monhait, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware; and Jonathan M. Plasse, Esquire, Joel
Negrin, Esquire, and James M. Strauss, Esquire, of Goodkind, Labaton,
Rudoff & Sucharow LLP, New York, New York, of counsel, for
plaintiffs.
Grove C. Brown, Esquire, of Morris, James, Hitchens & Williams,
Wilmington, Delaware, for defendants.
CHANDLER,

Vice-Chancellor
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Plaintiffs Byrne, Becher and Frank ("Plaintiffs") are shareholders
of Pace American Group, Inc. ("Pace"). They also are members of a
shareholder's committee which they formed to solicit consents to remove
Pace's current directors. If successful, the committee intends to replace
the current directors with their ovn nominees.
Plaintiffs filed two related, and now consolidated, actions with
respect to Pace. They brought the first action both individually and
derivatively on behalf of Pace against current and former directors of
Pace (the "Defendants"). As an initial matter, Plaintiffs argue that they
are not required by Court of Chancery Rule 23.1 to make demand on
Pace's board of directors before filing this suit because, they allege, the
board members are beneficiaries of the challenged stock option plan.
Substantively, Plaintiffs allege that Defendants have breached their
fiduciary duties by attempting to entrench themselves. According to
Plaintiffs, Defendants have caused the corporation to issue to the board
of directors stock options to purchase shares of Pace at below market
prices (the "Option Shares"). Further, Plaintiffs allege that by granting
these options, Defendants have wasted corporate assets and interfered
with Plaintiffs' voting rights. In the first cause of action, Plaintiffs ask
the Court to declare that (1) the Defendants have breached their fiduciary
duties to Pace and to Plaintiffs and (2) the Option Shares are null and
void. They ask the Court to enjoin Defendants from interfering with the
committee's consent solicitation and to direct Pace not to recognize any
shares issued in connection with the option plan.
Plaintiffs brought the second action against Pace pursuant to 8 Del.
C. §§ 211 and 227 to compel the corporation to hold a shareholders
meeting and to determine the rights and powers of shareholders to vote
in that meeting. With respect to this claim, Plaintiffs assert that Pace has
not held a shareholder meeting in the last thirteen months, nor has Pace
scheduled such a meeting in the future.
On June 5, 1995, I construed Defendants' motion to dismiss each
of the actions as motions for summary judgment. I deferred ruling on the
motions so that the parties could undertake discovery. Before me now
are cross-motions for summary judgment. During oral argument on
October 26, 1995, both Plaintiffs and Defendants argued that they are
entitled to summary judgment on Plaintiffs' request that the court (1)
order an annual shareholder's meeting pursuant to 8 Del. C. § 211 and
(2) void the issuance of the Option Shares.
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I. BACKGROUND
Following are the relevant undisputed facts in this matter. Pace is
a Delaware corporation. Through its wholly owned subsidiary, American
Bonding Company ("ABC"), Pace provides contractors with insurance
bonds. ABC, an insurance company, is an Arizona corporation and
provides Pace with the majority of its revenues. Before Pace issued the
options in question, Pace's capital structure consisted of approximately
six million shares of common stock.
After a successful proxy solicitation in the summer of 1994, Pace's
management team substantially changed, and the new board held their
first meeting on July 26, 1994. Defendants Lord and Aller joined the
board at that time. After accepting membership on Pace's board, Aller
and Lord also accepted membership on ABC's board. Defendants Gray
and Oppenheimer joined Pace's board in October of 1994. Currently, the
Pace board consists of Aller, Lord, Gray and Oppenheimer. Defendant
Madero had been a member of the Pace board since October of 1992. He
resigned from Pace's board on September 7, 1994.
Before the new board took control in the summer of 1994, the
Arizona Department of Insurance ("DOI") began investigating ABC's
activities. Within one month of the new board taking control, the DOI
issued an order placing ABC under the DOI's direct supervision. The
DOI's order stated that Pace's board had "disregarded the separate
corporate identities and corporate formalities of Pace ...and American
Bonding, and have usurped and attempted to usurp the management
authority of [ABC's board]." Because ABC's condition rendered any
further insurance transactions "hazardous to its policy holders," the DOI
prohibited ABC from conducting further business independently. The
DOI continues to supervise ABC.
In addition to these problems, Pace's new board found that the
previous board failed to deal with several other situations. For example,
Pace's public accountants, Coopers & Lybrand, resigned so that Pace was
unable to submit financial statements for its 1OK filing to the Securities
and Exchange Commission. As a result of Pace's failure to file a 1OK,
NASDAQ delisted Pace's shares. To date, Pace has been unable to retain
an accounting firm to complete its financial statements. Additionally,
Pace is in default on a substantial loan. Further, Pace's officers and
directors were unable to renew their liability insurance.
According to the uncontradicted testimony of Lord, Aller and
Madero, the directors felt that solving Pace's problems was a monumental
burden. Without some greater incentive compensation, the current
directors were unwilling to manage Pace any further. Specifically, Lord
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informed Madero that he would not continue as a director of Pace unless
the board offered him an opportunity to own 10-15% of Pace's stock.
Accordingly, Madero devised an option plan as part of a larger business
plan. The board informally adopted an incentive stock option plan on
August 29, 1994. The option plan's stated purpose was to retain Pace's
current management and, therefore, it called for Pace to issue the current
and future board members options to purchase over four million shares
of Pace. According to the plan, the directors could exercise their options
at the bid price on the dates of December 1 through 10, 1994. The board
ratified the plan on October 27, 1994, by unanimous written consent.
Meanwhile, on September 14, 1994, the DOI found that Aller and
Lord lacked "the demonstrable experience with respect to multi-state
surety business necessary to deal with the present circumstance" and
ordered them to vacate their offices at ABC. Thereafter, the Pace board
elected Defendants Gray and Oppenheimer to the board. Defendant Gray
has 25 years of experience in the insurance industry. Nonetheless,
Plaintiffs formed a committee to remove and replace the current board.
On or about December 7, 1994, three months after Madero
resigned, each of the Defendants, including Madero, exercised their
options and purchased 4,600,000 Option Shares at the current bid price
of .0625 per share. Specifically, Madero and Lord each purchased two
million Option Shares. Oppenheimer, Aller and Gray each purchased
200,000 Option Shares. As a result of exercising their options, the
current board and Madero control over 40% of Pace's outstanding shares.
During the time frame in which the Defendants exercised their
options, Plaintiffs attempted to oust the current board with a consent
solicitation. According to the Defendants' uncontradicted testimony,
Defendants were unaware of Plaintiffs' attempt to oust the current board
when they exercised their options. Plaintiffs made this attempted ouster
with a consent solicitation because Pace had not held a shareholder's
meeting since July of 1993. Plaintiffs suggest that their consent
solicitation failed because they did not comply with certain technical
requirements under Delaware law, presumably 8 Del. C. § 213.
On these cross-motions for summary judgment, the Court must
determine whether to (1) invalidate the Option Shares which were issued
pursuant to the option plan and (2) order Pace to hold a shareholders
meeting pursuant to 8 Del. C. § 211.
II. SUMMARY JUDGMENT STANDARD
[1-3] The Court may award summary judgment if the moving party
establishes that no genuine issue of material fact exists with respect to the
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dispute and that he or she is entitled to judgment as a matter of law. Ch.
Ct. Rule 56(c); Gilbert v. El Paso Co., Del. Supr., 575 A.2d 1131 (1990).
Further, the Court must assume that uncontroverted facts which are set
forth in the record are true. Tanzer v. Int'l Gen. Indus., Inc. Del. Ch.,
402 A.2d 382 (1979). On a cross-motion for summary judgment, the
Court may imply both that the parties concede the absence of material
factual disputes and acknowledge that the record is sufficient to support
their motions. Merrill v. Crothall-American, Inc. Del. Supr., 606 A.2d
96, 100 (1992).
III. DEMAND
[4-5] As a threshold matter, I must determine whether Plaintiffs are
excused from Court of Chancery Rule 23.1 which requires Plaintiffs to
make demand on a board of directors before filing a derivative suit.
Based on Rule 23.1, Delaware courts require shareholders to refrain from
filing derivative suits until the shareholders either (1) make a demand on
directors of a corporation requesting them to pursue the desired action or
(2) plead "with particularity why demand is excused" prior to filing a
derivative action. Spiegel v. Buntrock. Del. Supr., 571 A.2d 767, 773
(1990). This pre-suit demand rule recognizes that the board must have
the freedom to manage the corporation's affairs and allows them to
"address an alleged wrong without litigation, to decide whether to invest
the resources of the corporation in litigation, and to control any litigation
which does occur." Id. at 773.
[6]
In pleading that demand is excused, the plaintiff may not make
conclusory allegations. Instead, the plaintiff must allege facts to create
a reasonable doubt that (1) the directors are disinterested and independent
and (2) the transaction is entitled to protection of the business judgment
rule. Pogostin v. Rice, Del. Supr., 480 A.2d 619, 624 (1984). See also
Aronson v. Lewis, Del. Supr., 473 A.2d 805, 812-16 (1984). "If the
Court of Chancery ... is satisfied that a plaintiff has alleged facts with
particularity which, taken as true, support a reasonable doubt as to either
aspect ... , [then] futility of demand is established and the court's
inquiry ends." Pogostin, Del. Supr., 480 A.2d at 624-5.
In their complaint, Plaintiffs allege that the Defendant directors,
who make up Pace's entire board of directors, have a pecuniary interest
in the option plan which Plaintiffs challenge in this action. Thus,
according to the Plaintiffs, the board is not independent. Defendants do
not dispute that the directors are "interested" in this matter. Plaintiffs
also allege that the Defendants have breached their fiduciary duties to
Plaintiffs by adopting the option plan in question. Plaintiffs contend that
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Defendants' purpose in adopting the plan was to entrench themselves.
Plaintiffs suggest that this purpose was improper.
[7-8] When a plaintiff establishes that the transaction in question is an
interested director transaction, "futility of demand has been established by
any objective or subjective standard." See Aronson v. Lewis, Del. Supr.,
473 A.2d 805, 815 (1984). By alleging that each of the members of the
Pace board has a financial interest in the challenged option plan, Plaintiffs
have alleged facts that create a reasonable doubt as to whether the Pace
board is independent and disinterested. See also Berestein v. Texas Int'l
Co Del. Ch., 453 A.2d 467, 471 (1982) (holding that because five of the
nine directors approved a stock rights plan which was likely to benefit
those directors, the board was interested so that demand was futile). I
conclude that Plaintiffs have established the futility of making a demand
on the Pace board of directors. Accordingly, the demand requirement of
Chancery Rule 23.1 is waived.
IV. VALIDITY OF OPTION PLAN
Delaware law authorizes corporations to issue rights and
[9-10]
options in stock. 8 Del. C. § 157. However, for a Delaware court to
uphold the validity of an option compensation plan, the plan must meet
the requirements of a two-prong test: First, the plan must involve an
identifiable benefit to the corporation. To that end, the plan must contain
conditions, or the circumstances must be such that, the corporation can
reasonably expect to obtain that benefit (the "Benefit Prong"). Second,
the value of the options must bear a reasonable relationship to the value
of the benefit passing to the corporation (the "Value Prong"). Beard v.
Elste Del. Supr., 160 A.2d 731, 737 (1960); Kerbs v. Cal. Eastem
Airways, Del. Supr., 91 A.2d 62 (1952).
[11] Delaware General Corporation Law provides some assistance to
corporations in withstanding challenges jander the Value Prong of the test.
Section 157 states, "in the absence of actual fraud in the transaction, the
judgment of the directors as to the consideration for the issuance of such
rights or options and the sufficiency thereof shall be conclusive." 8 Del.
C. § 157. Thus, if the corporation has received some consideration in
exchange for the options, then the Court may presume that the exchange
is a reasonable exchange of value. However, § 157 presumes that the
corporation issued the options for some consideration; its presumption
would not operate if the case involved a complete lack of consideration.
Michelson v. Duncan, Del. Supr., 407 A.2d 211, 224 (1979). One issue
currently unresolved in Delaware is whether courts may give the benefit
of this presumption to interested directors as well as to disinterested
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directors. See Pogostin v. Rice, Del. Supr., 480 A.2d 619, 625-27
(1984).
[12] In evaluating the validity of a stock option compensation plan, the
Court must determine which party carries the burden of proof. In a
situation, as in this case, where the board of directors is interested, then
the analysis turns upon whether the independent shareholders have
ratified the plan. Generally, if the independent shareholders have not
ratified the plan, then the interested directors have the burden of
demonstrating that the plan meets the two-prong test. Michelson v.
Duncan Del. Supr., 407 A.2d 211, 224 (1979). Alternatively, if the
shareholders ratify the option plan, then the challengers must show that
the option plan did not represent a fair exchange of value. Id.
As to the Benefit Prong, Delaware law does not require the
[13-14]
Court to engage in a "quid pro quo" analysis. Beard v. Elster Del. Supr.,
160 A.2d 731, 736 (1960). Instead, the law recognizes that the benefits
to the corporation may be intangible and may not be subject to valuation.
For example, corporations may issue options for the purpose of inducing
key personnel to either continue their employment with the firm or to
expend greater efforts on behalf of the firm. See Pogostin v. Rice, Del.
Supr., 480 A.2d 619, 625-26 (1984). Thus, as long as the corporation
expects to receive some benefit from the bargain, the key factor for the
Court to consider in determining the validity of the option plan is not
whether the corporation can quantify the benefit, but whether the plan
itself contains safeguards or circumstances to ensure that the corporation
receives the benefit for which it bargained. Brd 160 A.2d at 737-38.
For example, if by granting stock options the corporation expects that it
will retain key personnel, then the plan must provide terms, or
circumstances, that ensure that the personnel 'are employed by the
corporation when they exercise the options. See Kerbs v. Cal. Eastern
Airways, Del. Supr., 90 A.2d 652, rearg. dee 91 A.2d 62 (1952).
The Beard court solidified this rule, stating:
Thus, in the Kerbs case, the fact that the Directors who
voted in favor of the plan were permitted by the plan to
leave the company and, yet, have the right to exercise their
options for six months thereafter impaled the plan upon the
prong of failure to provide reasonable safeguards that the
corporation would receive the contemplated benefit, i.e., the
retention of the services of the optionee.
160 A.2d at 738.
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In asking the Court to declare the plan in the current case invalid
in their motion for summary judgment, Plaintiffs first argue that the plan
fails an entire fairness analysis. They claim that the plan is subject to an
entire fairness challenge because the directors are "on both sides of the
transaction," i e the directors have authorized Pace to issue shares to
themselves. Under an entire fairness analysis, a court would require the
Defendants to prove both fair price and fair dealing in the transaction.
See Weinberger v. UOP, Inc. Del. Supr., 457 A.2d 701 (1983).
Plaintiffs claim that, as a matter of law, Defendants are unable to
sustain their burden to demonstrate that their decision to issue themselves
stock options is entirely fair. For example, Plaintiffs argue that the
Defendants cannot satisfy the fair dealing prong of the entire fairness
standard because of the following factors: The timing and initiation of
the plan; the structure of the plan; the negotiation of the plan; and the
disclosure of the plan. Further, Plaintiffs contend that the Option Shares
were not issued for a fair price. They suggest that because of the poor
state of the firm's finances, Defendants got a bargain deal.
In response, Defendants contend that the Court should not analyze
the option plan under an entire fairness standard. They note that courts
usually apply the entire fairness test in the context of cash-out mergers.
Instead, they suggest that the only proper legal standard in determining
the validity of an option plan is the two-prong test outlined in Beard v.
Elster Del. Supr., 160 A.2d 731 (1960). Defendants claim that they are
entitled to summary judgment based upon this two-prong test.
In addition to claiming that Defendants' actions cannot withstand
an entire fairness challenge, Plaintiffs raise a second question with respect
to the validity of the option plan. Plaintiffs suggest that the plan is
problematic because its terms do not require that the directors remain in
office in order to exercise the options. With this allegation, Plaintiffs
challenge the validity of the option plan under the Benefit Prong of the
two-prong test. See Beard, Del. Supr., 120 A.2d at 737. More
specifically, since the plan's stated purpose is to retain the valuable
services of the directors, the Court must determine if the plan is valid
because either the plan's terms or the surrounding circumstances are
reasonably calculated to obtain that benefit. See id. at 738.
Defendants appear to recognize that the terms of the option plan
itself do not contain safeguards to ensure that the company will receive
the benefit of its bargain. Instead, Defendants argue the surrounding
circumstances validate the option plan. They argue that Pace has
received the benefit it contemplated by the option plan since it retained
the services of most of the directors who received the options. They rely
on Olson Brothers, Inc. v. Englehart. Del. Ch., 211 A.2d 610 (1965),
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aff'd, Del. Supr., 245 A.2d 166 (1968), to suggest that the effect of the
plan, in hindsight, vitiates the need for the plan's express terms to be
reasonably calculated to obtain the benefit desired.
I, however, am not convinced that Olson Brothers is helpful to
Defendants in this case. In Olson Brothers Vice Chancellor Short
recognized that the circumstances surrounding the issuance of the option
plan reasonably ensured that the corporation would receive the benefit
contemplated. In that case, as here, the company was in dire straights.
The board initiated the option plan in Olson Brothers to retain the
directors' services in finding a buyer for the company. But, in contrast
to this case, the initial Olson option plan required the directors to be in
office in order to exercise their options. When the directors and
shareholders initially ratified the plan, it, most certainly, contained terms
which were calculated to ensure that the corporation would retain the
director's services. Thus, the initial plan met the requirements of the
Benefit Prong as the Supreme Court outlined in Beard and Kerbs.
Later, the Olson Brother directors successfully found a buyer for
the sickly company. "In anticipation of a successful transaction with the
Olson Brothers, and knowing that the Olsons would demand
representation on the board," the directors amended the terms of the
option plan, omitting the requirement of further services of the directors.
Olson Brothers, Del. Ch., 211 A.2d at 615. Unlike this case, in Olson
Brothers the directors amended the terms of the option plan as a result
of bargaining with specific buyers. Vice Chancellor Short found this fact
of primary importance in determining that the circumstances reasonably
ensured that the company would receive the benefit contemplated in
return for the options. Id. at 615. Further, each of the directors
continued to provide services to the corporation until they successfully
completed the transaction. Id. at 614.
Olson Brothers is factually similar to this case in some respects.
Both cases, for example, involve derelict companies in dire straights.
However, the Plaintiffs' key objection is not whether a derelict
corporation may validly issue stock options to its directors. Plaintiffs do
not dispute that Olson Brothers clearly allows such compensation, even
in the case of a poorly performing corporation. Instead, the key problem
is the lack of safeguards in the plan, or circumstances which demonstrate
that the corporation is reasonably assured of getting the benefit of its
bargain.
Moreover, Olson Brothers is distinguishable from this case with
respect to several key factors, demonstrating that Pace was not reasonably
assured of receiving the benefit of its bargain. First, in the current case,
the Defendant directors initiated the plan without any provision requiring
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the directors to be in the service of the corporation at the time they
exercise their options. Thus, under Kerbs and Beard, the terms of the
Pace option plan never met the requirements of the Benefits Prong of the
two-prong test. Secondly, the circumstances surrounding the option plan
indicate that the plan was not reasonably calculated to retain the directors
services. Most disturbing is the fact that Madero resigned before the plan
was even formally ratified by the Pace board. In spite of his resignation,
the option plan allowed Madero to exercise his options to purchase two
million shares. Clearly, since Madero resigned before he exercised his
options, the corporation did not receive the benefit for which it bargained.
Furthermore, this situation appears to be exactly the type of situation that
the Kerbs and Beard courts attempted to prohibit. Thus, the option plan
and the circumstances failed to provide reasonable safeguards that the
corporation would receive the benefit it bargained for, namely, it failed
to retain its directors. And, although Pace only lost one of its directors,
I believe that the circumstances were grossly inadeqtiate to assure that the
corporation received the contemplated benefit, considering that Madero
exercised options for two million shares, which represents approximately
20% of the outstanding shares of Pace. Because Madero only stayed with
Pace for a matter of days after the option plan was initially approved and
resigned over a month before the plan was ratified, it appears that the
corporation received none of the benefit that it contemplated with respect
to Madero. Therefore, I conclude that Olson Brothers does not control
the outcome of this case.
Further, I find that other facts, while not fatal to Defendants,
demonstrate that the circumstances here fail to provide safeguards
ensuring that Pace would receive the benefit of its bargain. Unlike Olson
Brothers in the current case, the shareholders did not ratify the option
plan. And although shareholder ratification is not required for a court to
uphold a plan, it does tip the balance in favor of upholding a plan by
shifting the burden to the plan's challengers. Additionally, in this case,
the board not only failed to offer the plan to the shareholders for
ratification, but the board also chose not to provide any information or
notification to the shareholders about the plan.
Finally, the negotiations between the Pace directors who
implemented the plan appear to be somewhat suspect. The board did not
select an independent committee to evaluate the plan. While such an
independent committee is not necessary, it would have been appropriate
and helpful for the board to make some analysis as to whether the plan
was adequate to achieve the benefit desired. Instead, it appears that
Madero and Lord were the only directors involved in developing the plan,
and that the amount of options that the plan offered were based on Lord's
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threat to leave unless he were offered 10 to 12% of Pace's stock.
Further, the directors never met and discussed the plan; rather, the plan
was ratified by written consent by a group of directors who were
beneficiaries of the plan. Thus, instead of hindsight validating the plan,
the circumstances are permeated by the board's self-interest.
[16] Considering the law and the undisputed facts, I first recognize that
the Defendant directors have the burden of establishing the validity of the
option plan because they are interested directors and the independent
shareholders did not ratify the plan. See Michelson, Del. Supr., 407 A.2d
at 224. Next, I conclude on the undisputed facts that the Defendant
failed to meet the Benefit Prong of the two-prong test because neither the
option plan, nor the circumstances, provided reasonable safeguards to
ensure Pace would receive the benefit of its bargain. Beard, Del. Supr.,
160 A.2d 731. Thus, the option plan is invalid as a matter of law and I
do not reach the issue of whether the entire fairness analysis applies in
this factual context. Because the option plan is invalid under Delaware
law, the Option Shares issued pursuant to the plan are also invalid.
Accordingly, summary judgment is granted in favor of Plaintiffs on the
issue of the validity of the option plan.
V. SHAREHOLDERS MEETING PURSUANT TO § 211
[17] Delaware General Corporation Law § 211 (c) provides that if the
corporation has not held a shareholders meeting within the 13 months
after the last shareholder meeting, then "the Court of Chancery may
summarily order a meeting to be held upon the application of any
stockholder or director." Where the plaintiff establishes that he is a
shareholder and that the corporation has not held a shareholders meeting
for over 13 months, the plaintiff makes out a prma facie case under
§ 211. Tweedy, Browne, & Knapp v. Cambridge Fund, Inc., Del. Ch.,
318 A.2d 635 (1974) (citing Prickett v. Am. Steel and Pump Co., Del.
Ch., 251 A.2d 576 (1969)). Furthermore, the Court may designate the
time, place and record date for the meeting, as well as determine the
rights and powers of the individuals who claim to be stockholders. 8
Del. C. § 227.
Pursuant to § 211 (c), Plaintiffs have moved this Court to order a
stockholders meeting. In support of this request, Plaintiffs state that they
are shareholders of Pace and that the corporation has not held a
shareholders meeting since July of 1993. Defendants do not dispute these
facts. Thus, Plaintiffs have established a prima facie case under § 211.
However, Defendants object to this Court ordering a stockholders
meeting. Defendants note that § 211 gives the Court discretion as to
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whether it will order a meeting. Defendants also note that the federal
securities laws preclude Pace's directors from soliciting proxies since the
corporation does not have audited financial statements. See SEC Reg.
§ 240.14a-3(b). Defendants contend that the former directors, rather than
themselves, are at fault for the lack of financial statements. Thus,
Defendants argue that the Court should exercise its discretion and refuse
to order Pace to hold a meeting rather than allow Plaintiffs to gain an
unfair advantage. In the alternative, Defendants request the Court
establish a meeting date which allows Defendants sufficient time to
complete an audit so that they may participate in the election and
distribute information to the shareholders.
[18-20]
Defendants cite Tweedy, Browne & Knapp, Del. Ch., 318
A.2d 635, for the proposition that the Court should not force Pace to hold
an annual meeting for the election of directors under the guise of a
§ 211(c) proceeding in circumstances where, through no fault of their
own, they will be unable to solicit proxies. However, I find that Tweedy
Browne and other Delaware case law establish the clear rule that absent
an affirmative defense, "the Court has a duty to make sure that the
meeting and election take place as promptly as possible." Tweedy,
B
Del. Ch., 318 A.2d at 637. It is well settled that a company's
failure to provide audited financial statements is not an affirmative
defense and does not 'justify delaying the company's annual meeting
.*..." Walsh and Ulbrich v. Search Exploration, Inc., Del. Ch., C.A. No.
11673, Allen, C. (Aug. 31, 1990), Mem. Op. at 7. Moreover, this Court
has held, "the fact that the financial information needed by management
in order to solicit proxies under SEC regulations is unavailable provides
no defense to an action to compel a shareholders meeting under § 211."
Meredith v. Security Am. Corp.. Del. Ch., C.A. No. 6606, Brown, C.
(Nov. 17, 1981), Letter Op. at 5 (citing Algeran, Inc. v. Connolly, Del.
Ch., C.A. No. 6557, Hartnett, V.C. (Oct. 5, 1981)). Thus, I conclude that
the fact that Defendants are unable to solicit proxies is not dispositive to
my analysis.
Since Defendants do not dispute that Plaintiffs have established a
prima facie case under § 211, and since they have not established an
affirmative defense, I grant summary judgment in favor of Plaintiffs.
Accordingly, the directors of Pace shall cause Pace to hold a shareholders
annual meeting no later than January 30, 1996. Further, pursuant to
§ 227, and based upon my earlier finding that the Defendants' Option
Shares are invalid, I direct that the Option Shares issued as a result of the
October 1994 option plan will not be counted in any shareholder vote.
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VI. CONCLUSION
In summary, Plaintiffs' motion for summary judgment requesting
this Court to invalidate the Option Shares is granted because I find the
option plan under which the shares were issued invalid as a matter of
law. Further, I find that Plaintiffs have established a Rrma facie case
under § 211. Thus, I grant Plaintiffs' motion to compel a shareholders
meeting. I direct Pace to convene a shareholders meeting on or before
January 30, 1996.
IT IS SO ORDERED.

CARSON PIRIE SCOTT & CO. v. GOULD
No. 14,359
Court of Chancery of the State of Delaware, New Castle
July 12, 1995
Plaintiff, a stockholder of Younkers, applied for a temporary
restraining order against the defendant's stock repurchase plan. Plaintiff
alleged defendant's plan caused irreparable injury to plaintiff and
interfered with the exercise of the shareholders' franchise.
The court of chancery, per Chancellor Allen, denied the restraining
order. The court concluded that (1) plaintiff failed to show irreparable
injury that would justify court interference with defendant's property
right, (2) plaintiff failed to establish that the repurchase plan was
coercive, and (3) plaintiff's application could not survive the balancing
of inequities analysis.
1.

Injunction

m

132

A temporary restraining order is extraordinary relief, which can be
granted for only a short period. DEL. CH. CT. R. 65.
2.

Injunction

m

134

A temporary restraining order is justified primarily by a showing
of imminent injury that, if it occurs cannot be effectively remedied later,
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after trial of the issues, by award of money damages or the shaping of
equitable relief.
3.

Injunction

U

138.18

In order for a court to grant a temporary restraining order, it is
necessary that the merits of the suit appear to have sufficient weight and
plausibility to justify a short interference with defendant's exercise of
property rights.
4.

Injunction

C

138.15

A court of equity will never act in the shaping or granting of an
equitable remedy unless it is satisfied that the risks of irreparable injury
to plaintiff that justifies such an order is less than the risks of such an
injury as may befall defendant, if ultimately it is determined that the
remedy was improvidently granted.
5.

Injunction

t

138.6

A claim of irreparable injury that is too insubstantial will not
justify the restriction on the exercise of granted legal power.
6.

Corporations

C

180, 310(1)

A shareholder has no right to keep the body of corporate
shareholders unchanged for an entire year nor has it any right to dictate
corporation business practices during that period. The board of the
company is granted authority to decide such questions as shareholder
distributions, whether by way of dividends or stock buy-backs.
7.

Injunction
Corporations

U

138.18
L
310(1)

In light of the applicable precedents, a claim of irreparable injury
would be difficult to sustain when plaintiff cannot assert that the effect
of the repurchase program would be coercive or preclusive.
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138.12

A court will risk interference with the business judgment of a
board of directors only when threatened irreparable injury will justify that
step and that injury outweighs threatened injury to the party enjoined.
Bruce L. Silverstein, Esquire, and Lisa B. Goodman, Esquire, of Young,
Conaway, Stargatt & Taylor, Wilmington, Delaware; Joseph A.
Rosenthal, Esquire, of Rosenthal, Monhait, Gross & Goddess, P.A.,
Wilmington, Delaware; and Michael Schwartz, Esquire, of Wachtell,
Lipton, Rosen & Katz, New York, New York, of counsel, for plaintiff.
Jesse A. Finkelstein, Esquire, and Robert J. Steam, Jr., Esquire, of
Richards, Layton & Finger, Wilmington, Delaware; and Sullivan &
Cromwell, New York, New York, of counsel, for defendants.
ALLEN, Chancellor
Pending is an application under Rule 65 of the Rules of the Court
of Chancery to restrain Younkers, Inc. temporarily from repurchasing
shares of its own stock in the market or through negotiated transactions,
at least until the determination of issues currently set for trial in this
action for August 21, 1995. For the reasons summarized below that
application must be denied.
I.
The factual setting of the matter may be set forth briefly.
Younkers is a Delaware corporation with its principal office in Des
Moines. It operates a chain of 53 department stores throughout the upper
midwest. Plaintiff Carson, Pirie Scott & Co. ("Carson") is also a retailer.
It owns approximately 11% of Younkers common stock. Carson is
committed to a business plan of acquiring control of Younkers. On
January 5, 1995 it extended an offer to Younkers shareholders, subject to
certain conditions, to acquire up to all of the outstanding Younkers shares
at a price of $17 per share cash. The Younkers board resisted the offer,
specifically refusing to negotiate with Carson or to redeem Younkers
recently deployed stock rights plan or poison pill. Thwarted by that
resistance, Carson turned to the stockholder voting process to try to
achieve its business objective. Carson nominated three individuals to run
for the three positions on Younkers staggered board of directors to be
filled at the 1995 annual meeting of shareholders. These individuals ran

