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a)
The defendants disclosed that the Southwest Board
had determined, based on a report from an investment
banking firm, that the merger price represented the 'fair
value' of the shares of Bancorporation's stock as of the
merger date. In fact (it is alleged), the Southwest Board had
determined only that the merger consideration represented
the 'fair market value' of the shares after applying a
minority discount and/or a discount for lack of
marketability.
O__d. at

14).
b)
The Notice failed to disclose information (which was
available to Southwest and its investment advisor) from
which a Bancorporation minority stockholder might be
expected to reach an informed decision as to value;
specifically: (i) the operating history of Bancorporation and
its direct and indirect subsidiaries, (ii) the banks' primary
competition within their trade areas, and (iii) information
"regarding the history of Bancorporation, the economic
outlook for the trade area, and for the banking area in
general, and information respecting the projected future
earnings and dividend paying capacities of Bancorporation
and its direct and indirect subsidiaries."

(L. at

15).

Finally, the complaint alleges that the Notice materially misled the
minority stockholders concerning their right to seek an appraisal, because
the copy of 8 Del. C. § 262 that by statute was required to be included
in the Notice, was incomplete and included provisions from the appraisal
statute of another state. (... at 16).
Plaintiffs claim that as a result of the defendants' conduct,
plaintiffs and the other members of the class are entitled to an award of
compensatory and/or rescissory damages. Ed_.at 21).
II. APPLICABLE LEGAL STANDARDS
The thrust of the defendants' dismissal motion is that the complaint
asserts claims that are not legally sufficient, but to the extent the claims
are sufficient, appraisal is the exclusive remedy. To evaluate that
position, a review of certain basic principles is appropriate.
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[1-2] Where a merger eliminates the minority for cash and the dispute
is essentially one over value, appraisal is the exclusive remedy. Stauffer
v. Standard Brands, Inc.. Del. Supr., 187 A.2d 78 (1962); Weinberger v.
UOP, Inc. Del. Supr., 457 A.2d 701 (1983). The appraisal remedy is
commonly exclusive in "short form" mergers effected pursuant to 8 Del.
Ca § 253, because the purpose of § 253 is to provide a method for a
parent corporation that owns 90% or more of a subsidiary's stock, to
eliminate the minority stockholders' interest by unilateral act of the parent
corporation's board of directors. Stauffer 187 A.2d at 80.
[3]
However, our law also recognizes that certain cases may arise
where appraisal will not be adequate, particularly "where fraud,
misrepresentation, self dealing, deliberate waste of corporate assets, or
gross and palpable overreaching are involved." Weinberger v. UOP, Inc.,
457 A.2d at 714. Appraisal is inadequate in those circumstances because
they present "issues which an appraisal cannot address." Rabkin v.
Phillip A. Hunt Chemical Corp., Del. Supr., 498 A.2d 1099, 1106 (1985).
[4-7] Disclosure-based claims -- those based upon fraud or breach of the
fiduciary duty of disclosure -- are claims that appraisal cannot adequately
address, because misdisclosures or nondisclosures of material facts might
warrant injunctive relief that would prevent the merger from taking place.
See, e
Sealy Mattress Co. v. Sealy. Inc.. Del. Ch. 532 A.2d 1324,
1341-42 (1987). Where the challenged merger has already occurred, the
disclosure claims might warrant rescission of the merger or (in cases
where rescission is impractical and the circumstances otherwise warrant)
Sealy Mattress
a recovery of the monetary equivalent of rescission. S
Co., supra; Weinberger v. UOP, Inc., 457 A.2d at 714. Thus, disclosurebased claims are beyond the capability of appraisal to resolve, because
the remedies appropriate to such claims would be inconsistent with the
relief available in a statutory appraisal. 2
Other kinds of "unfair dealing" claims may also involve issues that
cannot be addressed in an appraisal. For example, in Rabkin v. Philip A.
Hunt Chemical Corp.. Del. Supr., 498 A.2d 1099 (1985), Olin
Corporation ("Olin") purchased 63.4% of Philip A. Hunt Chemical
Corporation ("Hunt") for $25 per share. In connection with that
purchase, Olin agreed that it would pay an equivalent purchase price for

2

Another example of an unfair dealing claim not remediable in an appraisal is Cede &

Co. v. Technicolor, Inc., Del. Supr., 542 A.2d 1182 (1988). There the plaintiff contended that
the merger in question had been improperly approved because it required, but did not receive,
unanimous approval by the to-be acquired corporation's directors. The result of that claim, if
validated, would have been that the merger never legally occurred, which would have
implicated the remedy of rescission or rescissory damages.
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the remaining shares of Hunt if Olin acquired those remaining shares
within one year. During the year following the tender offer, Olin
intended to acquire the remaining Hunt shares, but it delayed a
contemplated merger of Hunt into Olin until one day after that one year
period had expired. Olin then offered the Hunt minority shareholders a
merger price of $20 per share. In these circumstances appraisal was
found not to be the exclusive remedy. That was because the plaintiffs'
claim that Olin had wrongfully circumvented the minority shareholders'
contractual right to receive $25 per share (irrespective of the "fair value"
of those shares could not be addressed in an appraisal, where only the fair
value of the minority's shares could be determined.
The Weinberger exception to the exclusivity-of-appraisal rule is not
without its difficulties of application. Highly problematic, for example,
are claims that do not involve fraud or disclosure violations, but are based
on allegedly wrongful board conduct whose only effect is an unfairly low
merger price. The issue in such cases is whether the Stauffer exclusivity
rule governs (because the only issue involved is adequacy of price), or
whether the Weinberger exception applies (because the claim is one for
"unfair dealing"). The Supreme Court in Rabkin spoke to that problem
as follows:
We recognize that this can present certain practical
problems, since stockholders may invariably claim that the
price being offered is the result of unfair dealings.
However, we think that plaintiffs will be tempered in this
approach by the prospect that an ultimate judgment in
defendants' favor may have cost plaintiffs their imperfected
appraisal rights. Moreover, our courts are not without a
degree of sophistication in such matters. A balance must be
struck between sustaining complaints averring faithless acts,
which taken as true would constitute breaches of fiduciary
duty that are reasonably related to and have a substantial
impact upon the price offered, and properly dismissing those
allegations questioning judgmental factors of valuation.
498 A.2d at 1107 (citations omitted).
[8-9] What this means, in my view, is that (a) certain types of unfair
dealing, although not involving fraud or deception, may be so egregious
as to make it inequitable to relegate the minority shareholders to the
appraisal remedy, even though as a practical matter the unfair dealing
impacts only the merger price, and (ii) in "striking [the] balance," this
Court is not bound by, and may look behind, any conclusory allegations
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or characterizations of the complaint to determine whether the unfair
dealing claims are truly of that egregious character, or whether they are
simply claims that "[question] judgmental factors of valuation."
Having those principles I mind, I turn to the claims presented in
this action.
III. LEGAL SUFFICIENCY OF THE PLAINTIFFS' CLAIMS
A. The Substantive Unfairness Claims
[10-11]
First, none of the plaintiffs' substantive (non-disclosure)
claims are claims for which any relief (or, alternatively, relief other than
an appraisal) can be granted. The complaint alleges that the defendants
fixed the merger price unilaterally without input from the minority
stockholders or a committee or independent directors. That claim is not
actionable, because under § 253 there is no requirement to obtain such
input, and the failure of the directors to obtain such input, without more,
is not a breach of fiduciary duty. See Rosenblatt v. Getty Oil Co., Del.
Supr., 493 A.2d 929, 938, n.7 (1985). As earlier stated, the purpose of
§ 253 is to provide a mechanism to enable a 90% majority stockholder
to effectuate a merger unilaterally. Stauffe 187 A.2d at 80; Seagraves
v. Urstadt Property Company, Inc.. Del. Ch., C.A. No. 10307, Jacobs,
V.C. (Nov. 13, 1989, revised, Dec. 4, 1989), Mem. Op. at 8.
It is also alleged that the fair value of Bancorporation's shares far
exceeded the $41 merger price, and that that price represented only the
"fair market value" of the minority shares, which improperly included a
minority discount and/or a discount for lack of marketability. Those
claims challenge only the fairness of the price, however, and can
therefore adequately be addressed in an appraisal.
B. The Disclosure Claims
Similarly deficient are the plaintiffs' disclosure allegations, all but
one of which fail to state a cognizable claim for relief.
The first claim is that the Notice improperly disclosed that the
Southwest board had determined that the merger consideration
represented the "fair value" of Bancorporation. In fact (it is alleged) the
board had determined that the merger consideration represented only the
"fair market value" of the shares after applying a minority and/or
nonmarketability discount.
The infirmity of this allegation is that the Notice does not
misdisclose the fact that the plaintiffs claim was omitted. The Notice
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states that (a) "Southwest retained Alex Sheshunoff, Investment Banking,
to determine the fair market value of the shares for which payment is to
be made" (Notice, p. 5, emphasis added), (b) Sheshunoff opined that the
fair market value was $41 per share (d.), and (c) and Southwest believed
that that valuation was the "fair value of such shares" as of the merger
date. Ed4. at 6). The Sheshunoff report, which was attached to the
Notice sent to Bancorporation shareholders, also discloses that what
Sheshunoff valued was the 8.38% minority block of shares, not the entire
corporation as a going concern (Sheshunoff Report, p. 1). Manifestly that
valuation methodology was legally improper (Cavalier Oil Corp. v.
Hamett Del. Supr., 564 A.2d 1137 (1989)), but the Notice plainly
disclosed that that (incorrect) valuation approach had been employed. No
shareholder reading the Notice could have been misled into concluding
that the entire corporation had been valued as a going concern.
The plaintiffs also claim that the Notice failed to disclose
information essential to reaching an informed decision as to value,
specifically, information pertaining to Bancorporation's operating history,
the banks' primary competition within their trade areas, and "information
regarding the history of Bancorporation, the economic outlook for the
trade area, and for the banking area in general, and information
respecting the projected future earnings and dividend paying capacities of
Bancorporation and its direct and indirect subsidiaries." (Compl. 15).
[12] The defendants' duty was to disclose all facts material to the
minority stockholders' decision whether to accept the short form merger
consideration or seek an appraisal. Shell Petroleum. Inc. v. Smith Del.
Supr., 606 A.2d 112, 114 (1992); Sealy Mattress Co. v. Sealy. Inc. 532
A.2d at 1340. In evaluating the adequacy of those disclosures for that
purpose, it is relevant that the Notice did disclose (i) the minority
shareholders' right to an appraisal and the procedure for perfecting
appraisal rights, (ii) the fact that the "fair value" of Bancorporation stock
could be more or less than the $41 per share merger consideration, and
(iii) the fact that as of September 30, 1993 the unaudited book value of
the minority shares was $45.16 - higher than the $41 merger price. The
defendants also disclosed the Sheshunoff report, as well as (a)
Bancorporation's balance sheet and income statement for the year ended
December 31, 1992, (b) Bancorporation's income statement for the nine
months ended September 30, 1993 and its balance sheet as of that date,
and (c) the balance sheets and income statements for the same periods for
Bancorporation's subsidiaries.
The information that plaintiffs claim (in 15) was not disclosed is
information that Sheshunoff considered in arriving at its fair market
valuation. (Sheshunoff Report, p. 2). The question is whether, in these
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circumstances, the defendants had a fiduciary obligation to disclose that
same information to Bancorporation's shareholders.
[13] The plaintiffs have cited no authority that requires a corporation to
disclose to its shareholders all of the information that it furnished to its
valuation advisors in connection with the transaction. Cf. In re
Dataproducts Corporation Securities Litig.. Del. Ch., C.A. No. 11164,
Jacobs, V.C. (Aug. 22, 1991), Mem. Op. at 16-17. That is, the plaintiffs
are unable to support their implicit proposition that information becomes
per se material once it is furnished to the corporation's valuation advisors.
That proposition is plainly overbroad. If any or all of that information
was material, it would be because it independently satisfied the test of
materiality. See Rosenblatt v. Getty Oil Co., Del. Supr., 493 A.2d 929
(1985). The burden of demonstrating materiality rests with the plaintiffs.
That burden was not met, because the plaintiffs' contention amounts to
unsupported ise dixit with no serious attempt persuasively to
demonstrate that their "laundry list" of additional information was
material. Accordingly, the plaintiffs have failed to state an actionable
disclosure claim in this respect either.
Were these the only disclosure claims alleged, the Court would
dismiss the complaint. However, the plaintiffs' final disclosure claim
adds a new layer of complexity to the analysis.
8 Del. C. § 262(d)(1) mandates that the corporation shall notify its
stockholders as of the record date of the merger "that appraisal rights are
available for any or all of the shares of the constituent corporations, and
shall include in such notice a copy of this section." (emphasis added).
The complaint here alleges (and the undisputed record establishes) that
the last page of the Delaware appraisal statute attached to the Notice was
taken from the appraisal statute of another state.
Clearly the defendants did violate, albeit inadvertently, 3 a
requirement mandated by our appraisal statute.
Insofar as that violation is viewed as a disclosure violation, it could
be argued, at least factually, that the misdisclosure was not material
because the Notice itself correctly described the procedure for perfecting
appraisal, and because other minority shareholders elected the appraisal
remedy and therefore could not have been misled by the error. However,
the fact that some shareholders elected the appraisal remedy does not
eliminate the possibility that other shareholders were misled into not
electing that remedy.

'It is not alleged nor otherwise claimed that the substitution of an incorrect page from
another state's appraisal statute was intentional or other than a careless mistake.
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[14] In my view, any argument that the erroneous inclusion of a page
from another state's appraisal statute was "immaterial" is foreclosed by
the mandatory nature of the statutory requirement. The requirement that
the corporation "shall" include a copy of its provisions in the Notice
necessarily imports a subsidiary requirement that the included statutory
provision be accurate and complete. Where the legislature so commands
but the command is not observed, the corporation cannot be heard to
argue that its violation of the statute is not material. Even when viewed
as a substantive (as distinguished from a disclosure) requirement, our law
requires that the statutory mandate be strictly observed, and contemplates
that any nonobservance will give rise to an appropriate remedy. See
Jackson v. Tumbull. Del. Ch., C.A. No. 13042, Berger V.C. (Feb. 8,
1994), Mem. Op. 12-13.
Accordingly, the one claim found to be legally sufficient to survive
this dismissal motion, is that which relates to the incorrect inclusion in
the Notice of a page from the appraisal statute of another state. The
remaining question concerns the remedy implications of that
determination.
IV. REMEDY IMPLICATIONS
On a motion of this kind, a determination that a complaint states
an actionable claim would normally conclude the analysis. That is, the
case would go forward and any issues relating to remedy would be
addressed after a determination of the merits. The defendants take that
position here. (See letter of Wayne J. Carey, Esquire, to the Court dated
June 27, 1995.) The plaintiffs' position, on the other hand, appears to be
that if the Court finds that an actionable violation is pleaded, then the
plaintiffs are entitled (at least procedurally) to seek compensatory and
rescissory damages or, alternatively, the quasi-appraisal remedy addressed
in Weinberger v. UOP, Inc.. sp
and Arnold v. Society for Savings
Bancorp, Inc.- Del. Ch., C.A. No. 12883, Chandler, V.C. (June 15, 1995),
Mem. Op. at pp. 12-15. (See letter of Bruce L. Silverstein, Esquire, to
the Court dated June 15, 1995.)
Although it is tempting to leave the remedy question for another
day, in this peculiar setting it is important that the parties be informed of
the nature of the action that is to go forward. That is, it is important that
they know whether this case is one where compensatory and/or rescissory
damages will be potentially recoverable, or is one where any recovery
would be limited to what would be awarded in a statutory appraisal (i.e.
the "quasi-appraisal" remedy). That determination will impact both the
scope of the discovery and the underlying economics of the case. Given
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the nature of the violation, it is possible to determine that issue at this
procedural stage.
As the Court has previously held, (i) the "unfair dealing" claims are
not actionable, (ii) the "unfair price" claims are actionable but can be
addressed in an appraisal, and (iii) the disclosure claims are not
actionable except for the claim relating to the inadvertent and incorrect
insertion of a page from another state's appraisal statute. That being the
case, the remedy issue turns upon whether that statutory violation could,
on some set of facts, be found to give rise to rescissory damages or some
other remedy that would fall outside the scope of an appraisal. That
question must be answered in the negative.
[15] To be entitled to pursue rescissory damages, the plaintiffs must
allege facts that, if true, would justify invalidating the merger.4 No such
facts are alleged or may reasonably be inferred from the complaint. The
purpose of the requirement that a copy of the appraisal statute be
included in the Notice is to enable shareholders to make an informed
decision whether to accept the merger consideration or to seek appraisal.
A complete remedy for that violation would be to permit the plaintiffs
either to commence an appraisal proceeding or to pursue a "quasiappraisal" remedy in this action. To invalidate or rescind the merger (or
to permit a recovery of rescissory damages) solely because of that
violation would go far beyond what is needed to vindicate that underlying
statutory purpose. Therefore, the appropriate remedy for this violation
would be a "quasi-appraisal," i.., a determination in this action of the
plaintiffs' proportionate share of the statutory fair value of
Bancorporation. See Arnold v. Society for Savings Bancorp, Inc., supra.

For the foregoing reasons the defendants' motion to dismiss is
granted in part and denied in part. Counsel shall submit an implementing
form of order.

'It is arguable that rescissory damages (or compensatory damages exceeding that
recoverable in an appraisal) might be recoverable on the basis that the defendants' conduct is
so egregious as to make it unfair to limit the plaintiffs to the appraisal remedy. Assuming
without deciding that that is a proper basis to award rescissory damages, no such egregious
conduct is alleged here. At most, the violation was the product of carelessness.
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ROTHENBERG v. SANTA FE PACIFIC CORP.
No. 11,749
Courtof Chancery of the State of Delmvare,New Castle
September 5, 1995
Defendant directors have moved to dismiss this derivative action
on the grounds that plaintiff failed to make demand upon the board of
directors and that plaintiff's complaint failed to state particularized facts
that show demand would be futile. The plaintiff claims that the
defendants breached their fiduciary duties to Santa Fe by revising an offer
made by Santa Fe in 1990 to exchange certain of its outstanding
debenture debt for equity.
The court of chancery, per Vice-Chancellor Jacobs, examined the
complaint under a two prong analysis. After the court concluded that the
complaint raised a reasonable doubt as to whether defendants had validly
exercised their business judgment in deciding to extend a more generous
offer, the court denied the defendants' motion to dismiss.
1.

Corporations

C

206(2), 320(2)

Because a derivative action impinges on the board's managerial
powers conferred by section 141(a), Delaware law requires a shareholder
to exhaust his intra-corporate remedies by making a pre-suit demand on
the board to redress the wrong complained of. DEL. CODE ANN. tit. 8,
§ 141(a) (1986 & Supp. 1991).
2.

Corporations

C!

206(4), 211(5)

The demand requirement will be excused where a plaintiff alleges
with particularity facts which create a reasonable doubt that (1) the
directors were disinterested and independent or that (2) the challenged
transaction was otherwise the product of a valid exercise of business
judgment.
3.

Corporations

206(4)

Because the plaintiff made no demand upon the directors, in order
for the shareholder's action to survive a motion to dismiss the plaintiff
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must allege particularized facts that satisfy at least one of Aronson's two
prongs.
4.

e

Corporations

206(4)

Under Aronson's first prong, a demand will be excused if the
plaintiff pleads particularized facts creating a reasonable doubt as to either
the disinterest or the independence of a majority of directors concerning
the challenged transaction.
5.

Corporations

O

211(2), 320(8)

It is the plaintiffs burden to allege particularized facts sufficient
to establish a reasonable doubt that a majority of the directors had a
disqualifying self-interest.
6.

m

Corporations

320(7)

The complaint must establish a reasonable doubt that any
conflicting interest was material.
7.

Corporations

C

211(5), 320(11)

Not every personal financial benefit or detriment realized by
directors as a result of a challenged board action will operate to raise a
reasonable doubt that the board was disinterested. To have that effect,
the conflicting self-interest must be material.
8.

Corporations

0

212

In assessing whether there is a reasonable doubt that a board
decision was tainted by a conflicting self-interest, the court must consider
facts bearing on the significance or magnitude of the alleged conflicting
financial interests at stake.
9.

Pretrial Procedures

C

679, 687

Where no particularized facts on that subject are pleaded, the court
may conclude that no reasonable doubt as to the directors' disinterest has
been established.
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Corporations

C2

310(2)

When a majority of directors, although disinterested and
independent, nonetheless approve a transaction, that transaction may not
merit the protection of the business judgment rule, either because (a) the
directors acted without appropriate due care, or (b) the transaction, on its
face, appears to be so egregious or unsound as to create a reasonable
doubt that the business judgment rule's protective presumptions apply.
11.

Corporations

C

212, 310(1), 320(1 1)

It will be presumed that the challenged transaction was an exercise
of valid business judgment, so long as it can be attributed to any rational
business purpose.
12.

Pretrial Procedure
Corporations

=
2

681
320(11)

Whether the presumption of valid business judgment has been
overcome for dismissal purposes is a question that must be determined
from the allegations of the complaint and the facts incorporated therein
by reference.
13.

Pretrial Procedure
Corporations

Ct 679, 687
C=- 211(4)

A Rule 23.1 motion to dismiss must rest on the sufficiency (or
insufficiency) of the particularized facts alleged in the complaint. DEL.
CH. CT. R. 23.1.
Norman M. Monhait, Esquire, of Rosenthal, Monhait, Gross & Goddess,
Wilmington, Delaware; and Kaufman, Malchman, Kirby & Squire, New
York, New York, of counsel, for plaintiff.
R. Franklin Balotti, Esquire, and Daniel A. Dreisbach, Esquire, of
Richards Layton & Finger, Wilmington, Delaware; and Mayer, Brown &
Platt, Chicago, Illinois, of counsel, for defendants.
JACOBS, Vice-Chancellor

Pending is a motion to dismiss the Second Amended Complaint
("complaint") in this shareholder derivative action brought on behalf of
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Santa Fe Pacific Corporation ("Santa Fe"). The plaintiff claims that
Santa Fe's directors breached their fiduciary duties to Santa Fe by
revising an offer made by Santa Fe in 1990 to exchange certain of its
outstanding debenture debt for equity (the "exchange offer"). The named
defendants are Santa Fe and its directors at the time of that transaction.
The defendants have moved to dismiss the complaint on the basis
that the plaintiff made no demand on Santa Fe's board of directors as
required by Court of Chancery Rule 23.1, and have not alleged
particularized facts showing that demand would be futile. This is the
Opinion of the Court on that motion which, for the reasons now
discussed, will be denied.
I.

FACTUAL AND PROCEDURAL BACKGROUND

This action arises out of Santa Fe's effort to refinance a portion of
its $780 million face amount of outstanding 16 percent Senior
Subordinated Debentures (the "debentures"), by offering to exchange
Santa Fe common stock for $200 million of those debentures. The

exchange offer was one step in a larger plan to spin off two Santa Fe
subsidiaries - - its natural resources and its real estate development
businesses.
A.
Santa Fe announced the proposed exchange offer on July 30, 1990.
At that time, defendant Robert D. Krebs, Santa Fe's Chairman and Chief
Executive Officer ("Krebs"), explained that the refinancing plan was
being undertaken to reduce interest expense, to replace a portion of debt
with equity, and to provide flexibility to facilitate the contemplated spinoff of the two subsidiaries. (Complaint at 10).
The exchange offer was formally commenced, and its terms were
disclosed, in an offering circular dated July 31, 1990 (the "Offering
Circular"). The Offering Circular stated that Santa Fe would pay, for
each $1,000 principal amount of debentures, $1,060 worth of Santa Fe
common stock plus $26,67 in cash.'
The exchange offer was for up to $200 million of the $780 million
aggregate principal amount of debentures outstanding. The offer was not
conditioned upon a minimum aggregate principal value of debentures

'The cash component was equal to the interest that would have accrued on $1,000
principal amount of debentures from September 1, 1990 through October 31, 1990 (the date
by which Santa Fe intended to have redeemed all debentures pursuant to the exchange offer).
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being tendered. Rather, as Santa Fe stated in the Offering Circular, if
less than $200 million in debentures were tendered, Santa Fe could
in its sole discretion, purchase and make offers for
Debentures subsequent to the Expiration Date on a cash or
exchange of securities basis. The terms of such purchases
or offers may differ from the terms of the Exchange Offer.
(Complaint at 15, 17).
The value of the shares to be exchanged for debentures would be
based upon the average closing price of Santa Fe common stock for the
ten day period before and including the date the exchange offer -was
scheduled to close (at that time, August 27, 1990). The minimum value
of these shares was to be $18 per share; the maximum value, $22 per
share. At the close of the business day on August 27, 1990, the average
closing price for Santa Fe stock for the prior ten day period was $17.50
per share. Therefore, the minimum share exchange value was established
at $18 per share. (Complaint at
13, 21-22).
On August 28, 1990, Mr. Krebs announced that $145 million
aggregate principal value of debentures had been tendered and not
withdrawn as of midnight, August 27, 1990. Mr. Krebs also announced
that Santa Fe had decided (i) to extend the exchange offer for another ten
trading days; (ii) to change the period for calculating the Santa Fe
common stock exchange value to the ten day period ending on
September 11; (iii) to reduce the minimum exchange value for the
common shares from $18 per share to $15 per share; and finally, (iv) to
make the revised exchange offer terms available to those holders who had
already tendered their debentures under the terms of the original exchange
offer, rather than close the original exchange offer which was based on
the $18 per share price. (Complaint at
21-26).
On September 12, 1990, Santa Fe announced that the (as-revised)
exchange offer had closed, that $260 million aggregate principal amount
of debentures had been tendered, and that the company had accepted for
exchange $215.6 million principal amount of debentures. The exchange
rate for the revised offer was one share of Santa Fe common stock per
$15.75 principal amount of debentures. As a result of the exchange
offer's revised terms, those persons who had tendered before the original
August 27, 1990 deadline, received approximately 1.15 million Santa Fe
shares more than they would have received if the original exchange offer
(based on the $18 per share price) had proceeded to close. (Complaint
at 29).
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B.
On September 28, 1990, the plaintiff commenced this action
individually and on behalf of a class consisting of all of Santa Fe
common stockholders as of the close of business on August 27, 1990,
who did not tender their debentures pursuant to the original exchange
offer. The claim was that by amending the original exchange offer, Santa
Fe's directors breached various fiduciary duties owed to the plaintiff and
the class.
On November 26, 1990, the defendants moved to dismiss the
original complaint. In response, the plaintiff amended his complaint to
allege that by approving the revised exchange offer, Santa Fe's directors
breached their fiduciary duties of loyalty and care to the non-tendering
shareholder class, and that as a consequence, a majority of Santa Fe's
directors personally benefitted.
The defendant moved to dismiss the amended complaint. On
May 18, 1992, this Court granted the motion, on the ground that it stated
a derivative claim that had improperly been pleaded as an individual and
class claim. Rothenbera v. Santa Fe Pacific CorEp. Del. Ch., C.A. No.
11749, Jacobs, V.C. (May 18, 1992), Mem. Op. at 5-7. The Court also
held that the plaintiff's due care claim was barred by Article TENTH of
Santa Fe's certificate of incorporation which (tracking the language of 8
Del. C. § 102(b)(7)) exculpated the directors from personal liability for
breaches of the duty of care. Id. at 7-10. Lastly, the Court held that the
plaintiff's amended complaint "sufficiently allege[d] a breach of [the]
directors' duty of loyalty to survive a motion to dismiss." Id. at 12.
On June 17, 1992, the plaintiff filed his Second Amended
Complaint, alleging a derivative claim against the director defendants for
breaching their fiduciary duties owed to Santa Fe in having approved the
revised exchange offer. The pending dismissal motion, filed in response,
is the subject of this Opinion.
II.

THE CONTENTIONS

The defendants contend that the complaint must be dismissed
because the plaintiff made no pre-suit demand on Santa Fe's board of
directors, and has failed to establish that a demand would be futile, as
required by Court of Chancery Rule 23.1 and by Aronson v. Lewis. Del.
Supr., 473 A.2d 805 (1984) and its progeny. Specifically, the defendants
argue that the complaint fails to plead with particularity, facts that would
establish a reasonable doubt that a majority of directors obtained from the
revised offer, a personal benefit not enjoyed by the company's
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shareholders. They further contend that the pleaded facts contradict the
plaintiffs claim that the revised offer lacked a valid business purpose.
For these reasons, defendants conclude, plaintiff has failed to rebut the
presumption that the business judgment rule applies to, and protects, the
challenged transaction.
The plaintiff responds that the complaint does sufficiently establish
demand futility, because it alleges facts sufficient to create a reasonable
doubt that a majority of Santa Fe's directors made a disinterested decision
to revise the exchange offer, and that their decision was the product of
a valid exercise of business judgment. Accordingly, the plaintiff
concludes, the case should be allowed to go forward and the motion to
dismiss must be denied.
III.

ANALYSIS

[1] Because a derivative action impinges on the board's managerial
powers conferred by 8 Del. C. § 141(a), Delaware law requires a
shareholder to exhaust his intra-corporate remedies by making a pre-suit
demand on the board to redress the wrong complained of. Court of
Chancery Rule 23.1 accordingly provides that:
In a derivative action brought by one or more
shareholders ...

[t]he complaint shall ...

allege with

particularity the efforts, if any, made by the plaintiff to
obtain the action the plaintiff desires from the directors...
and the reasons for the plaintiff's failure to obtain the action
or for not making the effort.
[2-3] The demand requirement will, however, be excused where a
plaintiff alleges with particularity facts which create a reasonable doubt
that: (1) the directors were disinterested and independent or that (2) the
challenged transaction was otherwise the product of a valid exercise of
business judgment. Aronson 473 A.2d at 814; Levine v. Smith Del.
Supr., 591 A.2d 194, 205 (1991); Grobow v. Perot. Del. Supr., 539 A.2d
180, 186 (1988). Because the plaintiff made no demand upon Santa Fe's
directors, in order for this action to survive the present motion the
plaintiff must allege particularized facts that satisfy at least one of
Aronson's two prongs.
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Director Disinterest

[4]
The first prong of Aronson addresses the circumstance where a
majority of the directors, because of a conflicting self-interest or because
of their inability to function independently of a person having a
conflicting interest, cannot be relied upon to act in furtherance of the best
interests of the corporation. Thus, under Aronson's first prong, a demand
will be excused if the plaintiff pleads particularized facts creating a
reasonable doubt as to either the disinterest or the independence of a
majority of directors concerning the challenged transaction. Levine. 591
A.2d at 205; Aronson 473 A.2d at 814-815. In this case, the plaintiff
does not challenge the directors' independence; rather, he claims that a
majority of the board had a disqualifying interest in the challenged
transaction.
Regarding disinterest, the plaintiff alleges that (i) Mr. Reichman,
a director of Santa Fe, "is the President and Secretary of Olympic [sic]
[and] [a]ll of the voting
& York Developments Limited ("O&Y") ...
by
members
of the Reichman
beneficially
owned
shares of O&Y are
family;" (ii) "[t]he primary beneficiary of defendants' actions was O&Y;"
(iii) "Defendants Reichman and Dodd had an interest in the additional
shares O&Y received;" (iv) " ... defendants Krebs, Alibrandi, Gilmore,
Morphy, Munroe, Parker, Runnells, Sisco, Swift and Wriston ...
each personally benefitted
participated in the Exchange Offer ..." (v) ...
from the reduction in Exchange Value by the receipt of thousands of
additional shares of Santa Fe;" and, finally, that (vi) "[a] majority of
Santa Fe's directors had tendered debentures in the original Exchange
Offer and could and did benefit personally as a result of the extension of
the Exchange Offer and the reduction of the floor Exchange Value."
6, 31-33).
(Complaint at
Other than these assertions, the complaint alleges no facts that
specify the magnitude of the directors' debenture holdings before and
after the exchange offer, or the amount of the personal financial benefit
they allegedly received from the modification of the exchange offer.
Because of the absence of particularized factual allegations on that
subject, I cannot conclude that a reasonable doubt has been established
as to whether a majority of the directors were incapable of making an
impartial decision sufficient to overcome the business judgment rule's
presumption of disinterestedness. (Levine 591 A.2d at 205).
[5]
More specifically, even if it were assumed that Mr. Reichmann
obtained a substantial benefit because of his family's voting control of
O&Y and O&Y's tender of $38.2 million of debentures in the original
exchange offer, that fact, without more, does not overcome (for Rule 23.1
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purposes) the presumption that a majority of the Santa Fe board was
disinterested. It is the plaintiff's burden to allege particularized facts
sufficient to establish a reasonable doubt that a majority of the directors
had a disqualifying self-interest. Levine 591 A.2d at 205. Here,
however, the plaintiff alleges no particularized facts, but only
conclusions, such as that "...Dodd had an interest in the additional shares
O&Y received" (without explaining how or why that was so or the extent
of Mr. Dodd's interest), or that "[a] majority of Santa Fe's directors had
tendered debentures in the original Exchange Offer and could and did
benefit personally as a result of the [modification of the exchange offer]"
(without specifying which directors tendered into the original offer or the
amount of the increase in debenture value those directors enjoyed as a
result of the improved terms).
[6] The plaintiff responds that all that he need allege is that the
directors had a conflicting interest. He argues that the magnitude of
value of each director's personal financial interest in the challenged
transaction is an issue of fact that is inappropriate for this Court to
consider on a motion of this kind. If that position were correct, then no
plaintiff would ever be required to plead facts sufficient to disclose the
amount or magnitude of directors' alleged illicit personal financial gains.
That, in my view, is not the law, because the complaint must establish a
reasonable doubt that any conflicting interest was material. See Cede &
Co. v. Technicolor, Inc.. Del. Supr., 634 A.2d 345, 363 (1993).
[7-9] Not every personal financial benefit or detriment realized by
directors as a result of a challenged board action will operate to raise a
reasonable doubt that the board was disinterested. Grobow. 539 A.2d at
186 (allegations that directors receive fees for their services insufficient,
without more, to establish a disqualifying financial interest); Aronson,
473 A.2d at 815 ("the mere threat of personal liability for approving a
questioned transaction, standing alone, is insufficient to challenge either
the independence or disinterestedness of directors ... "). To have that

effect, the conflicting self-interest must be material. Technicolor, 634
A.2d at 363; Rales v. Blasband, Del. Supr., 634 A.2d 927, 936 (1993)
(disqualifying directorial interest sufficient to excuse demand "exists
where a corporate decision will have a [disproportionate and] materially
detrimental impact on a director ...") (emphasis added).

Thus, in

assessing whether there is a reasonable doubt that a board decision was
tainted by a conflicting self-interest, the court must consider facts bearing
on the significance or magnitude of the alleged conflicting financial
interests at stake. Where no particularized facts on that subject are
pleaded, the court may conclude that no reasonable doubt as to the
directors' disinterest has been established.
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For that reason, I must conclude that the complaint fails to allege
particularized facts that establish a reasonable doubt that, in approving the
modification of the exchange offer, a majority of Santa Fe's directors
were disinterested.
I next turn to whether the complaint is legally sufficient to satisfy
Aronson's second prong.
B.

The Existence of a Rational Business Purpose

[10] The second prong of Aronson addresses the circumstance where a
majority of the directors, although disinterested and independent,
nonetheless approve a transaction that may not merit the protection of the
business judgment rule, either because (a) the directors acted without
appropriate due care, or (b) the transaction, on its face, appears to be so
egregious or "unsound" as to create a reasonable doubt that the business
judgment rule's protective presumptions apply. Levine 591 A.2d at 206.
In this case the plaintiff does not contend that the directors acted without
due care; rather, his claim is that the revised exchange offer, on its face,
amounts to corporate waste.
[11-12]
In addressing that contention, it will be presumed that the
challenged transaction was an exercise of valid business judgment, so
long as it can be attributed to any rational business purpose. Levine 591
A.2d at 207. Whether that presumption has been overcome for Rule 23.1
dismissal purposes is a question that must be determined from the
allegations of the complaint and the facts incorporated therein by
reference. Spiegel v. Buntrock Del. Supr., 571 A.2d 767, 774 (1990).
Here the complaint alleges that the directors offered enhanced
terms under the revised exchange offer to holders who previously had
agreed to tender their debentures in accordance with the terms of a less
generous offer. The plaintiff also claims that there was no rational
business reason for the directors to do that, because the directors could
(and should) have determined to close the original offer and, thereafter,
to commence a new offer on the revised terms. The plaintiff claims that
by not doing that, the directors wasted the corporation's equity by
distributing approximately 1.15 million shares of Santa Fe common stock
for no consideration. Those allegations, which at this stage must be taken
as true, would suffice to create a reasonable doubt as to whether the
board's actions were motivated by a rational business purpose.
The defendants disagree. They argue that the complaint permits
the conclusion that two separate business purposes may have motivated
the board's decision to extend the benefits of the modified exchange offer
to those persons who had previously tendered their debentures into the
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original offer. The first purpose (they argue) was to avoid Santa Fe
becoming the target of federal securities litigation. The second was to
ensure that Santa Fe's larger plan to divest its two subsidiaries would
proceed promptly, and to promote that goal, by lowering the exchange
value to induce the debenture holders to tender the requisite number of
debentures. However, these explanations of director business judgment
are not pleaded in the complaint, and are nowhere found in the record.
Rather, they are fact scenarios proposed entirely by way of defense. For
that reason, those scenarios, however valid or meritorious they may
ultimately turn out to be, cannot be considered at this procedural stage.
[13] A Rule 23.1 motion to dismiss must rest on the sufficiency (or
insufficiency) of the particularized facts alleged in the complaint.
591 A.2d at 205. Had the complaint alleged that the directors' purpose
in altering the exchange offer terms was to avoid potential securities
litigation, or to assure the success of Santa Fe's plan of divestiture, those
allegations could serve as a basis to dispel the reasonable doubt raised by
the pleaded facts upon which the plaintiff relies. However, the sole
source of support in the complaint pointed to by the defendants, is a one
sentence statement by Krebs, made at the time of the announcement of
the modification of the original exchange offer, that the board's decision
to modify the offer was motivated by considerations of "fairness to our
investors."
Defendants' attempt to inject into that short, vague phrase
("fairness to our investors") their two "business judgment" scenarios is an
ipse dixit without basis in the pleaded facts. For the Court to accept
those proffered scenarios would eviscerate the requirement that only the
complaint (and facts incorporated therein by reference) may be considered
in adjudicating a Rule 23.1 motion. The Court recognizes that it will be
a rare case where demand futility is established on that basis. It also
seems far-fetched to suppose that the board of a public company such as
Santa Fe would make a decision of this kind in a transaction of this
magnitude without any rational business purpose. That, however, is what
the complaint requires the Court to determine at this early procedural
stage. The facts that would serve to rebut that conclusion will have to be
placed of record in a proper way, after which they may then properly be
considered.
The particularized factual allegations of the complaint create a
reasonable doubt as to whether the Santa Fe directors validly exercised
their business judgment in deciding to extend more generous exchange
offer terms to those holders who had already tendered their debentures.
Because the complaint provides no basis from which the Court can
consider the two business purposes suggested by the defendants in their
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briefs, I am constrained to conclude that the complaint satisfies the
second prong of Aronson. On that basis the plaintiff has established that
a pre-suit demand upon the board would have been futile.

For the foregoing reasons, the defendants motion is denied. IT IS
SO ORDERED.

STEINER v. MEYERSON
No. 13,139
Court of Chancery of the State of Delaware, New Castle
July 18, 1995
This shareholder's derivative action challenged as corporate waste
and breach of fiduciary duty certain contractual arrangements through
which Telxon Corporation compensated its senior officers and directors.
Pending were motions to dismiss the complaint for failure to state a claim
upon which relief may be granted and, relatedly, for failure to make a
pre-suit demand to sue upon the Telxon board of directors or plead facts
that excuse such a demand.
The court of chancery, per Chancellor Allen, concluded that the
claims of corporate waste failed to state a claim upon which relief may
be granted but that the claims of breach of loyalty were sufficiently plead
to survive the current motions. The court also concluded that pre-suit
demand was excused because the complaint alleged adequate facts to
show demand futility.
1.

Corporations

m

312(7), 316(1)

Corporate waste occurs when a corporation is caused to effect a
transaction in terms that no person of ordinary, sound business judgment
could conclude represent a fair exchange.
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!= 211, 307

Corporations

Where a shareholder alleges facts that, if true, constitute a material
conflict of interest between the corporation and one of its officers or
directors with respect to the transaction under review, then the burden
wvill shift to the defendant to prove the complete fairness of the
transaction.
3

Corporations
Pretrial Procedure

C
C

211(3), 310(1), 316(1)
643

Absent an allegation of fraud or conflict of interest, courts will not
review the substance of corporate contracts. The waste theory is an
exception to this statement.
4.

Corporations

C

312(7), 316(1)

Waste of corporate assets occurs where the facts alleged, if true,
permit the conclusion that the transaction was a gift or that no
person of ordinary, sound business judgement would be expected to
entertain the view that the consideration was a fair exchange for the value
that was given.

-would

5.

Corporations

C

211(6), 315, 317(3), 318

Where a complaint alleges that an individual stands on both sides
of an acquisition, the allegations are sufficient to raise an issue
concerning the fairness of the terms of the transaction.
6.

Corporations

m

308(6)

In determining whether director compensation is excessive and
amounts to waste, the amount of compensation must be considered in
conjunction with the demands of serving on the board and with the
limitations placed on directors preventing them from serving on additional
boards.
7.

Corporations

m

316(4), 317(1)

Stockholders' ratification of voidable acts of directors is effective
for all purposes unless the action of the directors constitutes a gift of
corporate assets to themselves or was ultra vires, illegal, or fraudulent.
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212, 316(4), 317(1)

The plaintiff has the burden of proving waste when stockholders
ratify the actions of the directors.
9.

Corporations

*

308(3)

An option plan constitutes a gift, if the corporation does not
receive consideration for the benefits flowing to the plan beneficiaries.
Where the corporate benefit is the enhanced prospect of future
employment, in order to be valid, a plan must incorporate some
conditions on its exercise that insure that the contemplated consideration,
will in fact pass to the corporation.
10.

Corporations

Ot:

308(1), 308(6)

The grant of a stock option that is immediately exercisable at a
profit to the holder does not necessarily constitute corporate waste. So
long as there is some rational basis for directors to conclude that the
amount and form of compensation is appropriate and likely to be
beneficial to the corporation, the grant will not constitute waste even if
it were immediately exercisable at a profit.
11.

Corporations

m

206(3)

Before bringing a derivative suit, a shareholder must make demand
upon the board of directors of the company to take action with respect to
the claim the shareholder thinks worthy of being pursued. DEL. CH. CT.
R. 23.1.
12.

Corporations

C

206(4)

As an alternative to making a demand, a shareholder may plead
facts with particularity that excuse her from making a demand. DEL. CH.
CT. R. 23.1.
13.

Corporations

m

206(4), 211(3)

A derivative complaint adequately alleges demand futility where,
accepting the well-pleaded facts as true, the allegations raise a reasonable
doubt as to (1) director disinterest or independence or (2) whether the
directors exercised proper businessjudgement in approving the challenged
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transaction, and where the same directors continue at the time of suit to
constitute a majority of the board.
14.

Corporations

0

206(4)

Where facts alleged, if proven, would demonstrate that a majority
of the directors vho would have received the demand letter are interested
in the challenged transaction or lack independence because of domination
by an interested party or otherwise, demand will be excused. In such an
instance, the board is presumptively unable to produce the sort of
business decision that is accorded strong deference.
15.

Corporations

2

206(4), 308(5)

Where outside directors comprise a majority of a board and are
personally interested in their compensation levels, demand upon them to
challenge or decrease their own compensation is excused.
Kevin Gross, Esquire, of Rosenthal, Monhait, Gross & Goddess, P.A.,
Wilmington, Delaware; and Silverman, Harnes, Obstfeld & Harnes, New
York, New York, of counsel, for plaintiff.
Steven J. Rothschild, Esquire, Karen L. Valihura, Esquire, and Kathleen
H. Miller, Esquire, of Skadden, Arps, Slate, Meagher & Flom,
Wilmington, Delaware; and Goodman Weiss Miller Freedman, Cleveland,
Ohio, of counsel, for individual defendants Robert F. Meyerson, Dan R.
Wipff, Robert A. Goodman, Dr. Raj Reddy, and Norton W. Rose.
Robert J. Valihura, Jr., Esquire, of Duane, Morris & Heckscher,
Wilmington, Delaware, for defendant Telxon Corporation.
ALLEN,

Chancellor

This action challenges as corporate waste and breach of fiduciary
duty certain contractual arrangements through which Telxon Corporation
compensates its senior officers and its directors. Telxon is a publicly
traded Delaware corporation engaged in "various aspects of the teletransactions business". Cplt. 1. Pending at this time are motions to
dismiss the complaint for failure to state a claim upon which relief may
be granted and, relatedly, for failure to make a pre-suit demand to sue
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upon the Telxon board of directors or plead facts that excuse such a
demand. See Del.Ch.R. 23.1 (1995 Supp.).
For the reasons set forth below, I am of the opinion that the claims
of corporate waste fail to state a claim upon which relief may be granted
but that claims of breach of loyalty are sufficiently pleaded to survive the
current motions.
I.
Before setting forth the allegations of fact that are to be tested by
the pending motions, I begin by briefly sketching the applicable law
governing claims of corporate waste and governing claims of fiduciary
self-enrichment through unfair transactions with the corporation. Both of
these subjects, but especially the second of them, do involve complexities
not touched upon here. Thus, what follows in this section is intended
simply to orient the reader at the outset.
[1]
The elements of a claim of corporate waste are not themselves
complicated. Corporate waste occurs when a corporation is caused to
effect a transaction on terms that no person of ordinary, sound business
judgment could conclude represent a fair exchange. Indeed the leading
case employs language that is even stricter.
According to that
formulation plaintiff must prove that no such person could even "entertain
the view that [the transaction under attack] represented a fair exchange."
Saxe v. Brady, Del.Ch., 184 A.2d 602 (1962). Thus, for liability to exist
the defendants must have approved a transaction exchanging something
of value for consideration so inadequate that "no person of ordinary,
sound business judgment would deem it worth what the corporation has
paid." Id.; see also, Michelson v. Duncan, Del.Supr., 407 A.2d 211
(1979). If under the circumstances any reasonable person might conclude
that the deal made sense, then the judicial inquiry ends.
This is obviously an extreme test, very rarely satisfied by a
shareholder plaintiff. The difficulty of this test does not reflect judicial
laxity or sympathy, but rather reflects the law's understanding of what
rules will help promote wealth creating activity. If courts were permitted
more freely to "second guess" the terms of corporate contracts (on for
example a "reasonableness" ground) there would be a substantial
disincentive created for officers and directors (especially directors who
generally receive no incentive compensation) to approve risky
transactions. Yet the corporate form, with its limited liability and
potential for investor diversification, has great utility in part because these
characteristics encourage the assumption of economic risk. The very high
hurdle that a shareholder must overcome if he seeks to impose liability
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on a theory of corporate waste is, thus, in fact a protection of one of the
basic utilities that the corporate form offers.
A claim that a corporate director or officer has violated the
fiduciary duty of loyalty by securing property or contract rights from the
corporation on unfair terms is treated quite differently, but again the way
the law approaches this subject can be understood in terms relating to the
basic utility of the corporate form. The essence of a duty of loyalty
claim is the assertion that a corporate officer or director has misused
power over corporate property or processes in order to benefit himself
rather than advance corporate purposes. The risk of such behavior is an
elemental threat to the utility of the corporate form. In order for that
form to have optimal utility it is essential (1) that professional
management be afforded broad discretion in the deployment of corporate
assets as changing markets, technologies and tastes make new
deployments advantageous and (2) that means exist to monitor and check
any tendency to employ that discretiori so as to advantage management
at a cost to the firm. Among the several means that do address this
second condition (markets, incentive contracts, elections) is the ex post
judicial enforcement of the broadly worded fiduciary principle.
[2]
In order to protect the integrity of the corporate form (i.e., to try
to assure investors that their investment will be used only in a good faith
effort to advance corporate purposes) the law provides that where a
shareholder alleges facts that, if true, constitute a material conflict of
interest between the corporation and one of its officers or directors with
respect to the transaction under review, then the burden will shift to the
defendant to prove the complete fairness of the transaction. See, e.g.,
Kahn v. Lynch Communications Systems, Del.Supr., 638 A.2d 1110
(1994).'
II. The Challenged Transactions
The complaint specifies four primary transactions that are all
alleged to be wasteful, three of which are also claimed to constitute selfinterested transactions unfairly benefiting Telxon's current chairman and
chief executive officer, Robert Meyerson ("Meyerson"), or each of
Telxon's outside directors individually. The facts set forth below are

'I pass over for the moment the burden shifting effect of having the corporate interest
represented by a well functioning committee of independent directors (see Kahn v. Lynch
Communications Systems, Del.Supr., 638 A.2d 1110 (1994)), or of getting approval by an
informed body of stockholders. See In re Wheelabrator Technologies, Inc., DaI.Ch., CA.
11495, Jacobs, V.C. (May 16, 1995).
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those alleged in the complaint, and are taken as true for purposes of this
motion.
A.

The Mevo Compensation Packages

On April 1, 1991 the Telxon board approved an agreement between
Telxon and its then president, chief executive officer and director,
Raymond D. Meyo ("Meyo"), providing Meyo with a salary of $600,000
per year plus other benefits, and specifying that were Meyo to be
terminated other than for cause (as defined in the agreement), he would
continue for three years to receive this salary in monthly installments.
On October 14, 1992, Telxon publicly announced that Meyo had resigned
both as CEO of the company and a member of its board. The resignation
followed a drop in Telxon's stock price following announcement of a
lower than expected quarterly earnings projection. This announcement
occurred a day after Meyo assured analysts that no such announcement
would be made.
It is alleged that Meyo was either discharged by the board for
cause or resigned, and that therefore Meyo was not entitled to the three
year severance pay provided for in the April 1, 1991 employment
agreement. It is alleged that on December 23, 1992 Telxon entered two
new agreements with Meyo, a Severance Agreement and a Consulting
Agreement. The Severance Agreement, like the earlier employment
agreement, obligates Telxon to pay Meyo $600,000 per year for three
years, but unlike the employment agreement's severance provision, the
Severance Agreement provides that the first year's payment is to be made
in full on December 15, 1992. Pursuant to the Consulting Agreement,
Meyo is to render 100 eight-hour days per year of consulting services in
exchange for a "$400,000 annual fee, payable monthly, plus $100,000 as
incentive compensation for diligent performance of his consulting duties,
and a 6% commission on new accounts he sells for [Telxon]." Cplt. 10.
Plaintiff contends that as Meyo resigned, Telxon had no further
obligations to pay him and that since he resigned under suspicious
circumstances, Telxon should not have signed a new contract with him.
For these reasons, plaintiff asserts that the new agreements are wasteful.
B.

The Accipiter Agreements

Pursuant to an agreement dated March 6, 1992 ("1992 Accipiter
Agreement"), Telxon hired Accipiter Corporation ("Accipiter") as a
consultant for three years to provide management, corporate and financial
analyses, and other services to Telxon. Accipiter, as alleged in the
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complaint, is owned by defendant Meyerson's wife.2 The 1992 Accipiter
Agreement provided that Accipiter would be paid $840,000 annually, plus
$240,000 for general administrative and overhead costs, as well as
reimbursement for Accipiter's travel and other out-of-pocket expenses.
In return, Accipiter would provide Telxon with "140 eight hour days per
year of consulting services, the majority to be provided by Meyerson."
Cplt. 11.
In 1993 after Meyo left Telxon and Meyerson was elected CEO by
the Telxon board, Telxon entered into a modified consulting agreement
with Accipiter ("1993 Accipiter Agreement"). This agreement superseded
the 1992 Accipiter Agreement. The annual fees and expenses to be paid
by Telxon remained constant, but the number of days of work Accipiter
was required to provide was increased to 220, a penalty for Telxon
terminating or failing to renew the agreement was added, and a large fee
was agreed to in exchange for Accipiter's consent to not compete with
Telxon. Under the 1993 Accipiter Agreement, Accipiter is to provide
"services... that would be appropriate for a Chief Executive Officer of
a public company of Telxon's size and character to perform ....

"

Cplt.

12. In the event that the 1993 Accipiter Agreement is terminated for
any reason other than a breach by Accipiter, Telxon is required to pay
Accipiter a lump sum of $2,520,000. If Telxon elects not to renew the
contract upon expiration, March 31, 1996, that same payment will then
be due. Finally Telxon agreed to pay Accipiter $1,200,000 for
Accipiter's (i.e., Meyerson's) agreement not to compete with Telxon
during the term of the 1993 Accipiter Agreement and for two years
following its termination. It is alleged that Meyerson was Telxon's CEO
at the time the 1993 Accipiter Agreement, but it is not alleged that he had
a contract for compensation independently of the Accipiter Agreements.
Plaintiff asserts that the amounts paid to Meyerson under the 1993
Accipiter Agreement are wasteful and unfair to Telxon.
C.

The Teletransaction Acquisition

In December 1992, two months after Meyerson became chairman,
Telxon also purchased from Meyerson's wife, for three million dollars
cash, a 30% block of the common stock of Teletransaction Corporation,
Inc. ("Teletransaction"). Telxon already owned a 15% block of this

2During oral argument, both plaintiff and defendants referred to Accipiter as being
owned by Meyerson himself. For purposes of this suit, the ownership does not matter.
Meyerson would be deemed interested in any transaction between Telxon and Accipiter,
whether Meyerson or his wife formally owns Accipiter.
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stock. In February 1993 a stock for stock merger was effectuated in
which Telxon acquired the remaining stock in Teletransaction. As a
result Telxon distributed at that time 720,000 shares of Telxon common
stock to the stockholders of Teletransaction. Mr. and Mrs. Meyerson
received 664,000 of these shares. In addition, "[i]n connection with the
Teletransaction [a]cquisition, Telxon paid Accipiter $2.4 million to cancel
Teletransaction's obligations to pay consulting fees and royalties and
license fee participations to Accipiter." Cplt. 13(a). The acquisition and
the contract cancellation payment are claimed to be unfair and wasteful
transactions.
D.

Compensation of Telxon's Outside Directors

Finally, plaintiff contends that Telxon's outside (or non-employee)
directors, Norton Rose, Robert Goodman, and Dr. Raj Reddy, receive
excessive compensation and stock options. Plaintiff attacks these
payments as being both wasteful and unfair to Telxon.
Plaintiff alleges that each of the outside directors receives a
"$20,000 annual retainer, $2,500 for each board meeting attended in
person, $1,250 for each telephonic board meeting, and $2,500 for each
audit or compensation and organization committee meeting attended,
unless the committee and [the Telxon board] meet on the same day, in
which event the fee is $1,250." Cplt. 3. Plaintiff does not attack these
individual amounts as being wasteful and unfair, but rather attacks the
total amounts each of these three outside directors received in 1993.
Plaintiff alleges that the total compensation was excessive and unfair
because in 1993 the board and the committees met numerous times, and
Telxon additionally paid each of the outside directors a consulting fee.3
Plaintiff also attacks the stock option plan of which the outside
directors are beneficiaries. The plan grants each director an option to
purchase 25,000 shares upon election to the Telxon board, and an
additional 10,000 shares on the anniversary of his election while he

'The complaint does not specify the amount that each director received, but it does list
the number of meetings, the fees per meeting, and each director's consulting fee. The board
met 24 times during the 1993 fiscal year; the audit committee met five times; and the
compensation and organization committee met nine times.
For advisory or consulting services, Goodman received $10,000, Reddy received
$25,000, and Rose received $30,000 in the 1993 fiscal year.
At oral argument, plaintiff contended that in 1993 each of the outside directors
personally received in excess of $100,000, excluding stock options. As this figure was not
alleged in the complaint, however, the court will not rely on it in making its ruling on
defendants' pending motion.
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remains on the board. The complaint does not allege the conditions of
exercise of the options.
m.

Does the Complaint State A Claim Under Rule 12(b)(6)

I turn first to the question whether the complaint states a claim,
because it is logically prior to the second question presented, whether the
complaint alleges facts excusing demand.
A.

Mevo Termination Agreements

These agreements are not to be analyzed under the fairness
standard, as there are no allegations that raise a triable fact issue
concerning a material (or any) conflicting interest between those who
either negotiated or authorized the transaction on behalf of the
corporation and the corporation itself. The agreements in question are
attacked on a corporate waste theory. On this ground it appears clear that
the complaint does not state a claim upon which relief might be granted.
The gist of the complaint is that these deals pay Meyo too much for too
little. That question however is the essence of business judgment.
[3]
Absent an allegation of fraud or conflict of interest courts will not
review the substance of corporate contracts; the waste theory represents
a theoretical exception to the statement very rarely encountered in the
world of real transactions. There surely are cases of fraud; of unfair selfdealing and, much more rarely negligence. But rarest of all - and
indeed, like Nessie, possibly non-existent - would be the case of
disinterested business people making non-fraudulent deals (nonnegligently) that meet the legal standard of waste!
Accepting the allegations of the complaint as true, it is nevertheless
the case that those facts allow room for disinterested directors to settle
matters with a departing CEO who, in all events, had at least arguable
claims under his employment agreement and who presumably (and such
a presumption properly can be drawn from the very consultation contract
alleged when, as here, authorized by disinterested directors) possessed
skills and knowledge that it was advantageous to continue to have
available to the corporation. The terms alleged do not remotely approach
those that might entitle a shareholder to proceed on a claim that no
informed person could in good faith believe this contract to be
advantageous to the corporation. Thus in my opinion the complaint does
not state a claim for corporate waste arising out of the Meyo termination
agreements.
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The Teletransaction Acquisition
1.

Waste Theory

[4]
While plaintiff asserts that the acquisition of Teletransaction was
a waste of corporate assets, plaintiff does not allege any facts which if
true would permit the conclusion that the $3 million cash or the Telxon
stock paid in the stock for stock merger was a "gift" or that "no person
of ordinary, sound business judgment would be expected to entertain the
view that the consideration was a fair exchange for the value which was
given." Saxe v. Brady, Del.Ch., 184 A.2d 602, 610 (1962). By
plaintiff's own admission Teletransaction owned "certain technology and
rights with respect to portable pen based Teletransaction products." Cplt.
13(a). With the increase in stock ownership from 15% to 45% and then
100%, Telxon acquired increased ability to share in the profits derived
from these assets and then complete control and ownership of these
intangibles. Plaintiff contends that the increased ownership did not
provide Telxon with benefits beyond those to which it was entitled when
it only owned 15% of Teletransaction.
Plaintiff asserts that the
agreements into which Telxon and Teletransaction entered in March of
1992 when the initial 15% was acquired sufficiently provided Telxon
with rights to Teletransaction's technology. The complaint states that the
agreements provided Telxon "a license for the manufacture and
demonstration of certain computer units." Cplt. 13(b). A license, (not
alleged to be an exclusive license) to certain of Teletransaction's products
does not of course grant control over the development, manufacturing,
and marketing of the portable pen-based technologies. Through the stock
acquisition and merger, Telxon achieved that complete control. More
basically, however, the question what constitutes sufficient access to
Teletransaction's technology is not a question for Telxon's stockholders
or courts to directly address, but for its board. The waste claim entails
no claim of bad faith or conflict of interest (if it did it would be a breach
of fiduciary duty claim). The facts alleged do not in my opinion permit
an inference that the corporation received no consideration that any
person could regard as appropriate.
This analysis or conclusion is not altered by the fact that in the
acquisition of control Telxon paid $2.4 million to Accipiter in order to
release a Teletransaction liability. That payment obviously would
constitute a part of the consideration received by the Meyersons in
exchange for their controlling interest in Teletransaction. Seen in this
way the consideration to Telxon was, of course, that control. Thus, the
Accipiter payment cannot be analyzed separately under a waste theory,
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but must be considered as simply a part of the whole transaction. On this
basis plainly the complaint does not raise a litigable issue with respect to
corporate waste relating to the Teletransaction acquisition.
2.

Entire Fairness

[5]
The complaint alleges facts that if true would establish that Mr.
Meyerson stood on both sides of the Teletransaction acquisition. He was
an officer and director of Telxon as well as very materially interested as
a seller. See Cplt. 2(a). Thus, while the allegations of the complaint are
insufficient in my opinion to create a triable issue of waste, they are
sufficiently specific to raise an issue concerning the fairness of the terms
of that transaction. See Kahn v. Lynch Communications Systems,
Del.Supr., 638 A.2d 1110 (1994).
C.

The Accipiter Contracts

For similar reasons I conclude that the attacks upon the Accipiter
contracts fail to state a claim of waste but do state a claim for unfair selfdealing. While it is alleged that Mr. Meyerson is associated with
Accipiter it is not alleged that that corporation has no other aspect to its
business and while the payment of approximately one million dollars to
Accipiter to perform services appropriate of a CEO (which Meyerson,
presumably had an obligation to perform) may appear wasteful, in fact
these contracts, as alleged, simply are the manner in which Telxon's
board supplied to the corporation management skills necessary to operate
the firm. Obviously Meyerson as part of his CEO contract sought
payment through Accipiter. The board satisfied the Company's needs; it
negotiated for value and received value.
Whether in the circumstances Meyerson's various arrangements
yielded compensation that was exploitative and a breach of loyalty cannot
now be determined. I can say those contracts are not wasteful; whether
they are consistent with fiduciary duty will turn on evidence. Mr.
Meyerson will be obligated to prove that the 1993 Accipiter agreements
are entirely fair to Telxon.
D.

Outside Director Compensation

Outside director compensation is a subject that has in recent years
been undergoing reconsideration in the business world. New emphasis
is placed on board functioning; new attention is paid to ways in which
outside directors can contribute to long term corporate performance
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through active yet collegial monitoring. The size of boards, the number
of other boards on which outside directors also serve, and director
compensation are all important aspects of the corporate board's
consideration of appropriate corporate governance.
Here the claim is that the outside directors receive $20,000 per year
for their board service, plus payments for committee meetings. See n.3,
supra.
[6]
These allegations, if true, do not state a claim for corporate waste.
Director compensation, fixed by the board, is contemplated by Section
141(h) of the Delaware General Corporation Law. There is, of course,
no single template for how corporations should be governed and no single
compensation scheme for corporate directors; amount alone is not the
most salient aspect of director compensation, but certainly $100,000 a
year or more would not be inappropriate where board service was
demanding; and where the number of other boards a director could serve
on was carefully limited. Proof of the allegations here would not, in my
opinion, allow for the possibility that the test of Saxe v. Brady could be
satisfied.
A closer question is whether these allegations, state an arguable
claim of breach of loyalty such that the defendants are likely to be
required to prove the reasonableness of this compensation. Plaintiff
asserts that these payments are self-interested, which appears to be true,
and that defendants are required to now (or upon proof of the fact that
they are directors and do receive this compensation will then be) required
to come forward with proof of the fairness of these payments.
While these amounts seem quite within a range that could be paid
in good faith by a company seeking to attract competent, committed
directors, I cannot, under the more demanding fairness analysis applicable
to fiduciary duty claims, now conclude that there is no state of facts
consistent with the allegations that would entitle plaintiff to relief on this
claim. Thus, this fiduciary duty claim properly states a claim upon which
relief might be given. Were it alleged (or otherwise admitted) that the
shareholders had ratified the directors cash compensation plan, then for
the reasons stated below, this attack on their compensation would fail at
this stage.

In addition to cash compensation, Telxon directors also qualify for
certain stock option grants.
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On this aspect of the complaint, I conclude that plaintiff has failed
to allege facts that state a claim that the stock option plan constitutes
either waste or a beach of fiduciary duty of loyalty.
[7]
Unlike the other self-interested transactions challenged by plaintiff,
the stock option plan was presented to the Telxon shareholders at the
1991 annual meeting and approved by a majority of the stockholders.
The Supreme Court held in Kerbs v. CaliforniaEastern Airways, Inc.,
Del.Supr., 90 A.2d 652, 655 (1952) that "[s]tockholders' ratification of
voidable acts of directors is effective for all purposes unless the action of
the directors constituted a gift of corporate assets to themselves or was
ultra vires, illegal, or fraudulent."4 Id.
[8]
As the complaint does not allege that the directors' approval of the
option plan was ultra vires, illegal or fraudulent, the only basis on which
the plan may be successfully attacked is that it constitutes a gift of
corporate assets or waste. Id.; Michelson v. Duncan, Del.Supr., 407 A.2d
211, 224 (1979) (citations omitted). Plaintiff has the burden of proving
waste and the complaint does not in my opinion state a claim of waste.
See In re WheelabratorTechnologies, Inc., Del.Ch., C.A. 11495, Jacobs,
V.C., slip op. at 20, 22-23 (May 16, 1995) (while shareholder ratification
does not extinguish a claim for a breach of a director's duty of loyalty,
it does have the effect, where no controlling shareholder exists, of
changing "the standard of review to the business judgment rule, with the
burden of proof resting upon the plaintiff.").
[9]
An option plan constitutes a gift if the corporation does not receive
consideration for the benefits flowing to the plan beneficiaries. Where
the corporate benefit is the enhanced prospect of future employment, in
order to be valid, a plan must incorporate some conditions on its exercise
that insure that the contemplated consideration, "will in fact pass to the
corporation." Kerbs, 90 A.2d at 656 (citing Rosenthal v. Burry Biscuit
Corp., Del.Ch., 60 A.2d 106 (1948); Sandler v. Schenley Indus., Inc.,
Del.Ch., 79 A.2d 606 (1951). In Kerbs.an option plan ratified by the
shareholders was held to be deficient because "the options [could] be
exercised in toto immediately upon their issuance and [could] be
exercised within a 6 month period after the termination of employment."
Kerbs, 90 A.2d at 657. The Supreme Court concluded that the option
plan, which was there justified as a means to retain competent managers,
lacked sufficient conditions tying the employee benefits with continued
service.

'This assumes that the stockholders were fully informed before voting; plaintiff has not
alleged any facts suggesting that the 1991 vote was not fully informed.
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In this case, plaintiff has not alleged sufficient facts concerning the
terms of the directors stock option plan to allow for the possibility that
Telxon will not receive appropriate consideration. Plaintiff only alleges
that:
[the outside directors] are granted options, having a seven
year term, to purchase shares of the company's common
stock .... Such directors are granted options to purchase
25,000 shares upon election to the [b]oard, and an additional
10,000 shares on each anniversary of their election, so long
as they are [b]oard members.
There is no wrong alleged in this.
[10] Moreover, it is not the case that the grant of a stock option that is
immediately exercisable at a profit to the holder necessarily constitutes
corporate waste. Kerbs cannot be understood to hold otherwise. Options
obviously can be granted as a preferred form of compensation to
corporate directors, officers or employees. Compensation can come in a
wide range of forms: cash, notes, stock or options are only the most
obvious. So long as there is some rational basis for directors to conclude
that the amount and form of compensation is appropriate and likely to be
beneficial to the corporation, the grant will not constitute waste even if
it were immediately exercisable at a profit.5
IV. The Requirement of Pre-Suit Board Demand
According to the complaint Telxon's board is comprised of five
directors, Meyerson, Dan Wipff ("Wipff'), Goodman, Reddy, and Rose,
all named defendants. All or at least a majority of these directors are
alleged to be either interested in the contracts attacked or lack
independence. It is claimed as a result, that it would have been futile to
make a demand upon the board requesting that it take action to remedy
the challenged transactions.
Rule 23.1 provides in substance that before bringing a
[11-12]
derivative suit a shareholder must make demand upon the board of
directors of the company to take action with respect to the claim the
shareholder thinks worthy of being pursued. Alternatively to making
such a demand, Rule 23.1 permits a shareholder to plead facts with
particularity that excuse her from making demand. The general reason
5
That is, retaining the services ofperson is not the only legitimate reason to issue stock
or options on stock to directors.
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why demand might be excused is that the particularized facts alleged, if
true, demonstrate that the board is disabled from exercising a business
judgment on the question whether the suit was in the company's best
interest that the court would be bound to respect. It is in this sense that
"futility" excuses pre-suit demand. Thus the paradigm case for excusing
pre-suit demand would be a case in which all members of the entire
board were involved as principals in a corporate transaction that is
attacked as exploitive.
[13] Passing from rather clear general principles to the instrumental
language of the legal precedents, one turns to the Delaware Supreme
Court's opinion in Aronson v. Lewis, Del.Supr., 473 A.2d 805 (1984).
That case instructs us that a derivative complaint adequately alleges
demand futility where, accepting the well-pleaded facts as true, the
allegations raise a reasonable doubt as to (i) director disinterest or
independence or (ii) whether the directors exercised proper business
judgment in approving the challenged transaction (and I add, as a gloss
on Aronson, the same directors continue at the time of suit to constitute
a majority of the board). See Rales v. Blasband, Del.Supr., 634 A.2d
927 (1993); Grobow v. Perot, Del.Supr., 539 A.2d 180, 186 (1988);
Aronson v. Lewis, Del.Supr., 473 A.2d 805, 814 (1984).
[14] Where the facts alleged, if proven, would demonstrate that a
majority of the directors who would have received the demand letter are
"interested" in the challenged transaction or "lack independence" because
of domination by an interested party or otherwise, demand will be
excused. In such an instance, the board is presumptively unable to
produce the sort of business decisions that is accorded strong deference.
See Levin v. Smith, Del.Supr., 591 A.2d 194, 205 (1991); Spiegel v.
Buntrock, Del.Supr., 571 A.2d 767, 773 (1990).

Mr. Meyerson is unquestionably interested in both the 1993
Accipiter Agreement and the acquisition of Teletransaction challenged by
plaintiff. As stated above, Meyerson, or his wife, wholly owns Accipiter
and personally performs the services Accipiter is hired to perform.
Likewise prior to Telxon's purchase of Teletransaction, at least a
substantial majority of the latter corporation was owned by Meyerson and
his wife. The consideration paid by Telxon pursuant to both the 1993
Accipiter Agreement and the 30% purchase of and subsequent stock-forstock merger with Teletransaction directly benefitted Meyerson and his
wife.
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Defendant Wipff is and has been Telxon's president and chief
operating officer since December 1992, and its chief financial officer
since December 1991. Is he interested or lacking in independence with
respect to transactions in which Meyerson has a conflicting interest?
Defendants assert that since Wipff is not alleged to have benefitted from
any of the challenged transactions and since Meyerson is not a controlling
shareholder capable of removing Wipff from the board, Wipff must be
found to be disinterested and independent, and consequently capable of
rendering an independent business decision in response to a demand
challenging the transactions involving Accipiter and Teletransaction. At
oral argument defendants cited In re Maxxam, Del.Ch., C.A. 12353,
Jacobs, V.C. (Feb. 10, 1995, revised Feb. 13, 1995), and Rales v.
Blasband, Del.Supr., 634 A.2d 927 (1993), as standing for the
proposition that an officer of a corporation who is not alleged to be
receiving any benefit from the challenged transaction may only be found
to be interested or dependent, and therefore unable to impartially respond
to a demand letter, if the corporation is controlled by a single
shareholder. I cannot agree that the cited cases or Delaware law, in its
entirety, endorses such a proposition; our law is, I think, more realistic
and less formal than that. The cited cases ask whether there is a
reasonable doubt that the officer/director would have responded to
demand based on "extraneous considerations or influences" rather than
just the corporate merits of the demand letter. Rales, 634 A.2d at 936
(quoting Aronson, 473 A.2d at 816).
The facts alleged appear to raise a reasonable doubt that Wipff, as
president, chief operating officer, and chief financial officer, would be
unaffected by Mr. Meyerson's interest in the transactions that plaintiff
attacks. The Supreme Court in Rales concluded that an officer/director
would be considered to lack independence if, at the time demand would
have been made, the party benefitting from the transaction is in a position
"to exert considerable influence" over the officer/director:
Sherman [the officer/director alleged to lack independence]
is President and Chief Executive Officer .... Although
Sherman's
continued employment and substantial
remuneration [$1 million annually] may not hinge solely on
his relationship with the Rales brothers, there is little doubt
that Steven Rales' position as Chairman of the Board ...
and Mitchell Rales' position as Chairman of its Executive
Committee place them in a position to exert considerable
influence over Sherman. In light of these circumstances,
there is a reasonable doubt that Sherman can be expected to
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act independently considering his substantial financial stake
in maintaining his current offices.
Rales, 634 A.2d at 937.
I do not understand stock ownership to be the only means that can
be employed to "exert considerable influence." In this instance I
conclude that the facts alleged are sufficient to raise a reasonable doubt
concerning the independence of Mr. Wipff in evaluating the Accipiter and
Teletransactions contracts and, more pointedly, any shareholder demand
to sue for rescission of them or damages.
Director Goodman is an attorney employed by a law firm, not
Teixon, itself. Defendants characterize him as an outside independent
director, beyond the influence of Telxon's CEO. According to the
complaint, Goodman's law firm, however, received nearly $1 million in
1993 for services provided to Telxon. Goodman's firm is a small one.
Realism of the kind signaled by Rales requires one to acknowledge the
possibility that a partner at a small law firm bringing in close to $1
million in revenues from a single client in one year may be sufficiently
beholden to, or at least significantly influenced by, that client as to affect
the independence of his judgment. See Rales, 634 A.2d at 937; In re
Maxxam, Del.Ch., C.A. 12353, slip op. at 28-29; Kahn v. Tremont,
Del.Ch., C.A. 12339, Allen, C. slip op. at 9-12. As Meyerson is
Telxon's chief executive officer, he undoubtedly possesses the authority
to hire and fire the corporation's legal counsel. For this reason, the
pleadings raise a reasonable doubt concerning Goodman's independence
in assessing the merits of a demand letter attacking the agreements with
Accipiter and Teletransaction.
Having concluded that three out of the five members of the Telxon
board are either interested or lack independence with respect to the
transactions involving Accipiter and Teletransaction, the court need not
consider the status of the other two directors. Thus I conclude that the
allegations of the complaint, if accepted as true, would be consistent with
a conclusion that three of the five board members, Meyerson, Wipff, and
Goodman, either lack independence or are interested, such that demand
upon the current board concerning the Accipiter and Teletransactions
contracts would have been futile under Aronson.

The presumptive partiality of Meyerson, Wipff, and Goodman
concerning the Accipiter and Teletransaction contracts does not by
extension affect the board's ability to respond to a demand with respect
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to the alleged excessive cash compensation received by Telxon's outside
directors, Reddy, Goodman and Rose.
With respect to the claim that these directors reached their
fiduciary duty in receiving excessive cash compensation, defendants
contend that there is no explicit allegation that these directors, as a group,
fixed their own compensation levels. There is, thus, in the complaint no
basis to conclude that there is self dealing involved and thus no reason
to exclude demand. Plaintiff refers the court to 15 of the Complaint
which states that [bly appropriating for themselves excessive fees and
stock options... the [d]irectors have violated their duty [of loyalty] and
wasted Telxon's assets [emphasis added]." Given the fact that the
Delaware General Corporation Law confers upon the board of directors
the power to fix compensation for directors and officers of the
corporation, this somewhat oblique allegation is sufficient to plead that
the directors established their own compensation levels.
[15] As the outside directors comprise a majority of the Telxon board
and are personally interested in their compensation levels, demand upon
them to challenge or decrease their own compensation is excused. Cf.
Aronson, 473 A.2d at 817; Lewis v. Hirsch, Del.Ch., C.A. 12532,
Hartnett, V.C., slip op. at 11 (June 1, 1994) (where executive
compensation is recommended by a committee consisting of a majority
of disinterested outside directors, the business judgment of such directors
generally is final); Kovacs v. NVF, Co., Del.Ch., C.A. 8466, Hartnett,
V.C., slip op. at 11 (Sept. 10, 1987); Hall v. John S. Issacs & Sons
Farms, Del.Ch., 146 A.2d 602, 610-11 (1958); aff'd in part, rev'd in
part, Del.Supr., 163 A.2d 288 (1960).

An order may be submitted by defendants on notice.
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THORPE v. CERBCO, INC.
No. 11,713
Courtof Chancery of the State of Delaware,New Castle
August 9, 1995
The plaintiffs filed a derivative action against the defendants who
are directors, officers, and controlling shareholders of CERBCO, Inc.
Plaintiffs allege that the defendants breached their duty of loyalty to
CERBCO by diverting from CERBCO an opportunity to sell its control
over a partially-owned but controlled CERBCO subsidiary in order to
avail themselves of an alternative opportunity to sell their control over
CERBCO.
The court of chancery, per Chancellor Allen, concluded that the
defendants, in their capacity as directors of CERBCO, did not deal
appropriately with the opportunity to sell the subsidiary. However, this
lapse neither caused injury to CERBCO nor resulted in any substantial
gain to the defendants.
1.

Corporations

C

190

Where plaintiff has shown that defendants were acting under the
influence of conflicting personal interest, it is the defendants who bear the
burden of showing that their course of conduct was wholly fair to the
corporation.
2.

Corporations

C=

315

An officer or director has an obligation not to take an opportunity
that is within the line of business of the corporation and which the
corporation has the capacity to take for itself, unless the corporate board
has been notified of the opportunity and disinterested directors have
rejected it.
3.

Corporations

C

315

Where a potential corporate opportunity is subject to any
reasonable question, whether the corporation is able or willing to take
such an opportunity, the officer or director should present the matter to
the corporation board for its consideration.
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315

Corporate officers and directors are prohibited from competing with
their corporation, unless expressly ratified.
5.

-

Corporations

315

Controlling shareholders are not under a general interdiction not to
compete with their corporation with respect to the sale of their own
shares. Where controlling shareholders exercise no power over the
corporation to facilitate their own sale, they are privileged to sell their
shares for what they can get, even while the corporation itself is selling
its stock.
6.

Corporations

315

C

Controlling shareholders are prohibited from exercising corporate
power so as to advantage themselves while disadvantaging the
corporation.
7.

Corporations

=

182.4(1)

Section 271 of the Delaware General Corporation Law affords to
"a majority of shareholders entitled to vote thereon" the right to veto any
sale of corporate assets that constitutes a sale of "all or substantially all"
of the corporation's assets. DEL. CODE ANN. tit. 8, § 271 (1991).
8.

Corporations

C

182.4(1)

When interpreting whether a sale of corporate assets is "all or
substantially all," the court should not look to the amount of property
sold but rather the nature of the transaction.
9.

Corporations

=

312(5)

If the sale is of assets quantitatively vital to the operation of the
corporation and is out of the ordinary and substantially affects the
existence and purpose of the corporation, then the board of directors
cannot act without stockholder approval.
Lawrence C. Ashby, Esquire, Stephen E. Jenkins, Esquire, and Richard
D. Heins, Esquire, of Ashby & Geddes, Wilmington, Delaware; and
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Joseph M. Hassett, Esquire, George H. Memick, III, Esquire, Albert W.
Tumbull, Esquire, and Christopher P. Gilkerson, Esquire, of Hogan &
Hartson, L.L.P., Washington, DC, of counsel, for plaintiffs.
Howard M. Handelman, Esquire, Vernon R. Proctor, Esquire, and John
H. Newcomer, Jr., Esquire, of Bayard, Handelman & Murdoch,
Wilmington, Delaware, for defendant CERBCO, Inc.
Michael Hanrahan, Esquire, Elizabeth M. McGeever, Esquire, and April
Caso Ishak, Esquire, of Prickett, Jones, Elliott, Kristol & Schnee,
Wilmington, Delaware, for defendants Robert W. and George William
Erikson.
ALLEN,

Chancellor

This derivative action raises issues falling within the gravitational
pull of two basic precepts of corporate law: (1)that controlling
shareholders have a right to sell their shares, and in doing so capture and
retain a control premium; and (2) that corporate officers or directors may
not usurp a corporate opportunity. The claim in this case is that
defendants George and Robert Erikson, who are directors, officers and
controlling shareholders of CERBCO, Inc., a Delaware corporation,
breached their duty of loyalty to CERBCO by diverting from CERBCO
an opportunity to sell its control over a partially-owned but controlled
CERBCO subsidiary, Insituform East, Inc. ("East") in order to afford
themselves an opportunity to sell, as an alternative, their control over
CERBCO. The prospective buyer was Insituform of North American
("INA,').'
After several pretrial rulings that narrowed the claims asserted, the
case was the subject of a five day trial. See Thorpe v. CERBCO,
Del.Ch., 611 A.2d 5 (1991); Thorpe v. CERBCO, Del.Ch., C.A. 11713,
Allen, C. (Jan. 26, 1993); Thorpe v. CERBCO, Del.Ch., C.A. 11713,
Allen, C. (Oct. 29, 1993).
For the reasons set forth below I conclude that defendants, in their
capacities as directors of CERBCO did not deal appropriately with the
potential opportunity that was presented to them in January 1990 when
INA first raised the question of its acquiring control over East. Given the
clear conflict of interest that arose at that time with respect to a matter of
'Since the events relevant to this litigation transpired, INA has acquired the omership
of the insituform technology from its licensor and changed its name to Insituform
Technologies, Inc.
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importance to the company, before taking any action with respect to
INA's announced interest in acquiring control of East, defendants should
have, but did not, make full and complete disclosure to the CERBCO
board of the opportunity and, ideally, should have removed themselves
from consideration of the matter (except to the extent the independent
directors sought their consultation). The course that they followed
instead, as set forth below, violated the duty of loyalty that they owed to
CERBCO as its officers and as directors. The evidence convincingly
shows however that this lapse neither caused any injury to CERBCO nor
resulted in no substantial gain to defendants.
First, as described below, defendants never did close any sale of
their controlling stock of CERBCO and thus have yet realized no control
premium with respect to their stock. Nor has CERBCO sold its
controlling interest in East. Thus, to that extent, with respect to
ownership or control of East, things remain unchanged from the date of
the first approach of INA to today.
Second, the evidence demonstrates to my satisfaction that the sale
by CERBCO of control of East, in any transaction that would have been
minimally acceptable to INA, would have required approval of the
CERBCO shareholders under Section 271 of the Delaware General
Corporation Law. Thus, the Eriksons, in their capacity as shareholders,
lawfully had the statutory power to reject such a transaction. If they had
exercised that power selfishly they would not, in my opinion, have
violated any duty owed to the CERBCO's other shareholders, so long as
they did not otherwise use control over corporate processes to affect the
outcome. See Bershad v. Curtiss-WrightCorp., Del.Supr., 535 A.2d 840
(1987); Tanzer v. InternationalGeneral Industries,Inc., Del.Supr., 379
A.2d 1121 (1977). Absent an abuse of corporate power, the law cannot
rationally recognize a right in controlling shareholders to sell their stock
to a third party at a premium and also direct them to exercise their
statutory right to vote in a way that would negate that right. Thus the
statutory law afforded the Eriksons' qua shareholders with a veto power
over ways in which CERBCO itself might satisfy INA's business purpose.
Therefore, concluding that the violation of loyalty found did not
result in the realization of substantial gain by the fiduciary or any loss by
the corporation, I further conclude that no judicial remedy is warranted. 2

'I do note that despite the fact that binding contract of sale was never signed between
INA and defendants, defendants did at one point receive $75,000 as consideration for extending
the term of an agreement in principle between themselves and INA. That amount does
represent financial gain that accrued to defendants following the conduct that included a breach
of loyalty, but as the rest of this opinion attempts to demonstrate that consideration was paid
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In reaching the conclusion of facts set forth below, I weighed
conflicting trial and deposition testimony and considered the credibility
of witnesses because in many respects the contending accounts could not
be rendered consistent with each other.
.
A.

CERBCO and its capital structure

CERBCO was organized in 1988 as a holding company. A dual
class capital structure similar to that of its predecessor, CERBERONICS,
was adopted. In a 1982 recapitalization of CERBERONICS that had
created this structure each outstanding share of common stock had been
converted into one share of new Class A Common Stock, having certain
dividend preferences, and one share of convertible Class B Common
Stock with enhanced voting rights. The new Class A stock was entitled
to elect 25% of the board of directors while the Class B stock elected the
remaining directors. On other voting matters, each Class B share had one
vote, while each Class A had one-tenth of a vote. The Class B stock was
convertible into Class A stock on a share-for-share basis. When
CERBCO was formed in 1988 its capital structure mirrored that of
CERBERONICS, which became a wholly owned subsidiary of CERBCO.
At the time of the 1982 recapitalization, the Eriksons owned
approximately 43% of CERBERONICS voting stock, but as shareholders
other than they converted their Class B stock to Class A over the years,
the Eriksons' voting power grew; by the time that this litigation was
instituted, the Eriksons owned almost 80% of CERBCO Class B common
stock and thus controlled election of the CERBCO board?
CERBCO's assets consist primarily of equity interests in three
operating companies. The first, CERBERONICS, had been in the
defense contracting industry, but at the time of the events relevant to this
action, it was no longer a profitable and was about to be liquidated. The
with respect to a transaction that but for the breach would in all likelihood occurred
nevertheless.
'In addition the record shows that the Eriksons possess absolute voting control over
CERBCO: They own 247,560, or approximately 80%, of the 318,000 outstanding Class B
shares, each share of which confers ten votes. They also own I 11,000 shares, or approximately
10%, of the 1,140,000 Class A shares, each share of which bestows a single vote. The
Eriksons, therefore, possess a total of 2.6 million votes, or 60% of a possible 4.3 million votes
(3,180,000 Class B votes and 1,140,000 Class A votes).
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second subsidiary, Capital Copy,4 leases and services office photocopying
machinery.
Finally, the third subsidiary, Insituform East, held a
sublicense [from INA] covering a portion of the United States enabling
it exclusively to use a proprietary technology useful in the repair of
underground pipes. The technology permits repair of these pipes without
significant excavation. It is the control of East and the premium which
that control could attract that is the economic source of the dispute here.
East's capital structure mirrors that of CERBCO. It has two
classes of stock, referred to as Common Stock and Class B Stock.' The
Class B elects to 75% of the East board. CERBCO owns 1.1 million
shares of East Common Stock, constituting 26% of the Common stock,
and 93% of the Class B, or 31% of the total equity, and 55% of the total
voting power.6
B.

The background of the challenged transaction

INA was the exclusive licensee of the Insituform process for North
America.7 It appears that when INA first obtained the North American
license to the process, it had neither the capital nor the organization to
exploit the license. INA elected to exploit the license by sublicensing.
The technology became quite successful and in 1989 INA developed a
plan of "vertical integration," the aim of which was to acquire control of
one or more of its sublicensees in order to accelerate INA's entry into the
direct marketing and installation of the Insituform process. East is one
of INA's most successful sublicensees.
INA determined that East would be an exemplary primary
acquisition. In furtherance of this acquisitive intent, in the autumn of
1989, James D. Krugman, INA's Chairman, retained Drexel, Bumham,
Lambert & Company to advise him. Based on public information,
Drexel, Bumham performed financial analyses and devised and compared
preliminary potential acquisition structures for acquisition of control of
'CERBCO owns either 66% or 80% of Capital Copy, depending on whether Capital
Copy's only other shareholder's outstanding option is considered.
'This structurewas adopted following CERBERONICS'purchase ofa controlling block
of East. The exchange offer permitted East stockholders to elect to exchange their existing
stock for Class B, and thereby forgo a 10 percent stock dividend.
6
CERBCO's predecessor initially purchased 33% of East's common stock, which was
considered to be a "controlling interest." See P.Ex. 80 (Minutes of March 9, 1985
CERBERONICS board meeting). Thereafter East adopted a dual class capital structure with
the Class B stock offering significant voting power, but lacking the dividend rights of the Class
A. CERBCO then exchanged a sufficient number of its Class A shares to obtain the right to
elect a majority of the East board.
7
See footnote 1.
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East. In October Drexel, Burnham presented Krugman with a proposal
detailing two possible financial structures. These financial analysis,
however, incorrectly assumed that East had a single class of shares and
that the market capitalization of its Class A common stock represented
the market capitalization of the whole firm. This misconception fatally
flaws Drexel's original analysis.
In all events in late October Drexel provided Krugman with two
possible acquisition scenarios. The first assumed an acquisition from
CERBCO and the public of 51 percent of East's one class of common
stock at $7.49 per share to be financed by bank debt. Total cost of this
deal would be approximately $17 million. This per share price would
constitute a 30 percent premium over the six-month average price of the
East stock. The second possible transaction assumed a 100 percent
acquisition at $7.49 to be financed through a combination of bank debt
and equity. There is no evidence that Krugman seriously considered
proceeding on either basis.
In early 1990, INA arranged a $10 million line of credit from its
principal bank lender to finance an acquisition. Also in early January
Krugrnan scheduled a meeting with George and Robert Erikson whom
Krugman well knew through their business dealings as the individuals
running CERBCO and thus East. (The Eriksons arranged for Art Lang,
East's president, to attend this meeting).
While Krugman's interest was acquisition of control over East, he
did not prior to the meeting understand the dual class capital structure of
East or of CERBCO and was understandably embarrassed when his initial
expressions of interest elicited that information. Once Krugman made
known his interest the Eriksons explained the control structure of
CERBCO and East. The Eriksons expressed from the first their
preference to sell their CERBCO stock instead of promoting a sale by
CERBCO of its East stock.
It is doubtful that the Eriksons explicitly told Krugman that if NA
were to attempt to purchase control of East directly from CERBCO, they
could and would block such a transaction from occurring. Such a
statement would have been unnecessary. Even if an explicit warning was
not issued to Krugman, he certainly received the impression that the
Eriksons were only interested in a transaction in which they sold their
CERBCO shares. The Eriksons told Krugman "if you're interested in this
[the sale of their CERBCO stock], we'll discuss this with you," implying
that they were not open to other discussions, as the evidence plainly
shows was the case. Krugman Dep. I at 50.
In all events, by the close of the first meeting with the defendants
Krugman left content to consider seriously the wisdom from INA's point
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of view of the Erikson preferred deal. Obviously, the best way for
Krugman to get any deal done in the circumstances was to have the
Erikson's support. Thus, I am sure Krugman did promptly indicate
support for the Erikson's preferred form of transaction. I do not accept

however that that choice was in fact made without regard to an expressed
position by the Eriksons. I note that Krugman, himself, repeatedly stated
in his deposition that once the Eriksons knew that INA was interested in
controlling East, it was the Eriksons who proposed that INA purchase
their stock, rather than the East stock from CERBCO. 8
Thereafter, INA had Drexel perform comparative financial analyses
of the potential transactions by which it could gain control of East. In
one of these studies dated January 9, 1990, entitled "Project CERBCO,"'
Drexel analyzed three potential transactions: (1) acquiring all of

CERBCO's Common Stock and Class B stock in East (1.1 million
Common and 297,000 Class B or 30.2% of East) for a total price of
$10.5 million or $7.52 per East share; (2) acquiring 247,550 CERBCO

Class B shares from the Eriksons for $6.0 million or $24.24 per share;
and (3) acquiring all of CERBCO's Class A shares (1.14 million) via a
cash tender offer of $3.8 million and all of CERBCO's Class B shares
(318,000 shares) for $7.7 million in cash, for a total acquisition cost of
$11.5 million. This analysis suggested that while a direct purchase of
CERBCO's East stock had higher initial costs than a purchase of the
Eriksons' holdings, in certain respects it would be preferable.9

'See Krugman Dep. I at 36 (in response to questions concerning whether at an early
meeting with Krugman the Eriksons had expressed an opinion of INA controlling East,
Krugman responded affirmatively and added that they "indicated their own desires with respect
to their own share holdings, too[ ]" and that in that regard, "they essentially outlined a
transaction pursuant to which the control would be obtained and INA would wind up
controlling East."); see also, Krugman Dep. I at 38, 44, 120. The Eriksons did not explicitly
ask Krugman to buy their shares, but "[t]hey outlined the transaction where I could get where
I wanted to go and that they could individually assure me that they were comfortable with....
They said, if you're interested in this, we'll discuss this with you." Krugman Dep. I at 50; see
also, id. at 48-49 (the Eriksons proposed a transaction that "would get [Krugman] to a similar
place" indicating that Krugman had already proposed a transaction involving a purchase of East
from CERBCO).
'This analysis indicated that purchase of the Eriksons' controlling interest in CERBCO
brought with it some risk associated with the assumption of all of CERBCO's liabilities,
including a $2.8 million note for the benefit of its Capital Copy subsidiary. That is, a purchase
of the Eriksons' stock necessarily required the purchaser, as a practical matter, to stand behind
repayment of a $2.8 million CERBCO note, if CERBCO cash flows were inadequate, in order
to assure that the controlling East stock owned by CERBCO would not be subject to future
creditor liens.
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This first meeting between Krugman and the Eriksons must have
occurred before January 10 because on that date one of the Eriksons
called attorney John Ketels, who, together with his firm had served for
years as CERBCO's legal counsel. In that conversation Ketels was
informed of a proposal by INA to acquire the Erikson's CERBCO Class
B shares. Ketels interrogated the caller to try to understand the
proposals, which he was told would be strictly a "private" transaction.
In all events, Mr. Erikson asked Mr. Ketels to attend a special meeting
with Krugman that in the event occurred on January 19 at Mr. Ketels'
Washington office.
In anticipation of this second meeting, on January 17 a draft letter
of agreement between INA and the Eriksons was faxed from Krugman
to the Eriksons proposing the lowest cash cost option: the sale by the
Eriksons of the CERBCO B stock.
C.

Involvement of CERBCO's other directors

Sometime in mid-January 1990, following the initial meeting
betwveen the Eriksons and Mr. Krugman, George Erikson called George
Davies, one of CERBCO's two outside directors, and reported to him that
the Eriksons were considering a sale of their shares of CERBCO Class B
stock to INA for a sum of six million dollars. He did not report that INA
approached the Eriksons with an intention of obtaining control of East.
This was the first Mr. Davies had heard of this transaction. Later
that same day, Davies spoke with Robert Erikson. During that
conversation, Davies suggested that CERBCO sell INA control of East
and use the proceeds to make new acquisitions, while continuing to run
Capitol Copy. Robert Erikson rejected the idea; he was not interested in
any transaction other than one in which the Eriksons sold their Class B
CERBCO shares to INA.
The full board first met on February 22. According to the minutes
of that meeting, when Mr. Davies inquired whether INA had proposed a
bid to CERBCO for either CERBCO's Class B shares of East or all of
the East shares owned by CERBCO, the Eriksons said that INA had not
and that INA was only interested in the Eriksons' Class B CERBCO
stock. At that meeting the Eriksons also told the other directors that if
INA did make such a bid, the Eriksons -wouldlikely vote their controlling
shares to reject it. (George Erikson testified that this reaction to a
hypothetical INA bid reflected his viev that INA did not have enough
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money to buy control of East from CERBCO, but there is no indication
that such reasoning was ever explained to the outside directors.,'
Neither a copy of the January 19 draft letter of intent from
Krugman nor a draft of a February 23 revision by Ketels were shown to
the outside directors at the February 22 board meeting. It was not until
mid-March of 1990 at an Insituform conference in Maui that Davies and
Long were shown a copy of the draft letter of intent ("LOP')."
D.

Letter of intent

On March 12, the Eriksons and INA signed a letter of intent for
the sale of the Eriksons' controlling interest in CERBCO at $6.0 million,
or $24.24 per CERBCO Class B share. The 1.14 million CERBCO Class
A shares had a market price in the range of $3.00 to $3.50 per share at
the time.
On May 11, 1990, plaintiffs lodged a demand with the CERBCO
board to rescind the proposed transaction, or alternatively, to demand that
the Eriksons provide an accounting for the control premium incorporated
in the proposed sale of their Class B stock. On July 17, 1990 a special
committee, comprising the two non-Erikson directors was constituted to
review the demand. The committee retained the law firm of Morgan,
Lewis and Bockius. On July 19, the special committee withdrew
permission for Mr. Ketel's and his firm to represent both the Eriksons
and CERBCO, due to a possible conflict of interest with CERBCO.
During this period Krugman represented to the CERBCO board that his
interest was in buying Erikson's CERBCO B stock alone.
On August 24, 1990, plaintiffs brought suit in this Court, seeking
an injunction against the Eriksons' sale of their Class B stock or
imposition of a constructive trust upon any premium associated with such
a sale.
At a September 14, 1990 Board of Directors meeting, the
CERBCO board considered the feasibility of a transaction in which

'tSee e.g. J.Ex. 19 (Director Long's notes from the meeting state that "Eriksons will
not sell control of [East]")).
"Davies spoke with Krugman in Hawaii, but did not ask him whether INA would be
interested in purchasing control of East directly from CERBCO. Neither of the outside
directors ever suggested a transaction with CERBCO. RatherDavies tried to determine whether
Krugman was planning to "loot" CERBCOupon purchase of the Eriksons' stock, as Davies had
been told by Ketels that Davies should not interfere with the on-going Erikson/INA
negotiations and LOI as it was a private transaction, but that as a director of CERBCO, Davies
had a duty to assure that the shareholders of CERBCO would not be any worse off following
a purchase of the Eriksons' control by INA.
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CERBCO would issue to INA sufficient shares of its authorized but
unissued Class B stock so that INA could achieve a measure of control
over East. The Eriksons objected to the corporation pursuing this
possibility. It was suggested that such a transaction would imply that
East could pursue a similar arrangement with INA, which, of course,
would destroy the control value of CERBCO's controlling interest in East
to the detriment of plaintiffs as well as all other CERBCO shareholders.
See Thorpe v. CERBCO, Oct. 23, 1993 opinion at 15 (INA had no
interest in such a transaction).
On September 18, 1990, the letter of intent between the Eriksons
and INA expired. The proposed transaction between the Eriksons and
INA was never consummated. It is claimed that INA and the Eriksons
were unable to reach agreement on such issues as indemnification of
liabilities that might arise out of a pending S.E.C. investigation of East,
and the payment by INA of litigation costs that the Eriksons had already
incurred with respect to the proposed transaction. 2
At the October 4, 1990 meeting, the CERBCO board determined
that, while the company was not interested in affirmatively pursuing a
possible transaction with INA, it would consider any approach made by
INA. None was forthcoming. Today, the Eriksons continue to own 80%
of CERBCO Class B stock as well as approximately 10% of CERBCO
Class A Stock. CERBCO, in turn, continues to own 26% of East
Common Stock and 93% of East Class B Stock (in combination
providing approximately 55% of the total voting power).
II.

When this suit was filed the proposed sale of the Eriksons'
CERBCO stock was still being negotiated. On May 30 INA and the
Eriksons had entered into an amendment to the March 12 LOI,
contemplating such a sale. Plaintiff sought to enjoin such sale as
usurpation of CERBCO's corporate opportunity and a breach of loyalty.
Alternatively to an injunction plaintiffs now claim that the foregoing facts
show that CERBCO suffered damages to an amount of $5.7 million.
This amount is said to represent the premium over market that the
Eriksons would have realized in the possible sale of their CERBCO Class
B stock and thus, according to plaintiff's theory, the amount over the
market price of CERBCO's East common stock that INA would have
"t The letter agreement restricted indemnification to costs arising from consummation
of the proposed transaction, not from activities preceding consummation. It wa this restrictive
interpretation of the contract to which Robert Erikson apparently objected.
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been willing to pay CERBCO for its East stock.'" Thus plaintiffs'
damage theory assumes (1) that INA would have paid a $5.7 million
premium if an alternative form of transaction requiring it to pay more
cash (i.e. sale of all of CERBCO's East shares) would have been pursued
by the company and (2) that the recoverable $5.7 million lost control
premium need not be netted against whatever value continues to reside
in CERBCO's still existing control of East.
III.
Plaintiffs assert that the foregoing facts show a breach of fiduciary
duty similar to the usurpation of a corporate opportunity, but different in
that the wayward fiduciaries did not actually seize the corporation's
opportunity but, wrongfully attempted to do so. Plaintiffs' argue that
while in the end defendants failed to achieve the benefit they sought,
nevertheless, the wrong of depriving the corporation of the opportunity
to profit was the same and must be remedied.
Defendants contend that no breach of loyalty or attempted
diversion of a corporate opportunity occurred here, most fundamentally
because INA was only interested in buying their CERBCO Class B stock
and was not interested in the alternatives that plaintiffs seek to present as
achievable. Thus the sale defendants sought to promote was, they say,
a private one that did not involve the company or its board.
Moreover defendants assert that even if INA might have been
interested in a transaction with CERBCO in order to gain the control over
East that it sought, they had, in the circumstances, a statutory privilege,
conferred by Section 271 of the Delaware General Corporation Law, to
preclude any such transaction. Thus even if there were not compelling
business reasons to induce INA to chose the lower cash transaction
(purchase of the 80% of the CERBCO B shares owned by defendants)
defendants had the privilege to foreclose all other means of NA attaining
its business objective.
[1]
As plaintiff has shown that defendants were acting under the
influence of conflicting personal interests, it is defendants who bear the
burden to show that their course of conduct was wholly fair to the
corporation. Kahn v. Lynch Communications Systems, Del. Supr., 638

"Plaintiffs work on the assumption that the value ofthe INA-Erikson transaction would
have been $6.5 million (i.e. they include a $500,000 indemnification right) and the control
premium $5.7 million is derived by subtracting from that deal price the market value of
247,500 shares of CERBCO Class A into which the Erikson Class B would have been
convertible (thus yielding, arguably, the non-control element of its value).
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A.2d 1110 (1994); Cede & Co. v. Technicolor, Inc., Del.Supr. 634 A.2d
345 (1993). As I conclude that defendants have shown that they have not
gained by reason of their deviation from proper corporate practice nor has
the corporation lost anything because of that lapse, I conclude that they
have satisfied that burden.
IV.
[2-3] I start by rejecting defendants' argument that the opportunity to sell
their controlling stock interest was from the outset, a wholly private
matter. Rather I conclude that Mr. Krugman came to them interested in
acquiring a CERBCO asset, control of East; he had no fixed idea initially
as how that could best be arranged. Thus what came to these corporate
officers and directors was unmistakably a potential corporate opportunity.
Such a fiduciary has an obligation not to take an opportunity that is
within the line of business of the corporation and which the corporation
has the capacity to take for itself, unless the corporate board has been
notified of the opportunity and disinterested directors have rejected it.
Yiannatsis v. Stephanis, Del.Supr., 653 A.2d 275, 278 (1995); Guth v.
Loft, Inc., Del.Supr., 5 A.2d 503 (1939). Thus, where a potential
corporate opportunity is subject to any reasonable question whether the
corporation is able or willing to take such an opportunity, the officer or
director should present the matter to the corporation board for its
consideration.
[4-5] Related to the equitable prohibition against usurpation of corporate
opportunity is the rule that prohibits corporate officers and directors from
competing with their corporation, unless expressly ratified. Craig v.
Graphic Arts Studio, Inc., Del.Ch., 166 A.2d 444 (1960); Foley v.
D'Agostino, N.Y.Supr., 248 N.Y.S.2d 121 (1964). Both of these related
principles, however, are limited to some extent by the principle that a
shareholder may sell her stock for tfe best available price. Even a large
or controlling shareholder has a privilege to sell her stock for the best
price available, at least where she does not utilize corporate processes or
property to"facilitate such sale. Mendel v. Carroll, Del.Ch., 651 A.2d
297 (1994). Thus, controlling shareholders such as the Eriksons are not
under a general interdiction not to compete with their corporation with
respect to the sale of their own shares. Where they exercise no power
over the corporation to facilitate their own sale, (putting aside questions
of inside information under federal securities law) they are privileged to
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sell their shares for what they can get, even while the corporation itself
is selling its stock. 4
[6]
But controlling shareholders are prohibited from exercising
corporate power (either formally as directors or officers or informally
through control over officers and directors) so as to advantage themselves
while disadvantaging the corporation. It is this line that Messrs. Erikson
crossed at their first meeting with Mr. Krugman. They there preferred
themselves to the corporation and while, in retrospect, Section 271
privileged them as shareholders to do so since the matter required a
shareholder vote, they clearly acted at that meeting (and later when
reporting to Davis) as officers and directors, not as shareholders.
This much of the case seems factually and legally clear. The heart
of the matter lies, however, in the question whether in equity any remedy
is appropriate for this breach, given the legitimate stockholder rights that
the Eriksons' possessed and the outcome of the negotiations in fact.
(a)

The statutoryprivilege to block a sale by CERBCO of its East
stock "

Krugman stated that he was interested in acquiring control over
East so that new business practices between East and INA could be
implemented. He testified that he was interested in acquiring the
Eriksons' CERBCO B stock because that path was open to him, achieved
his business goal and was at an acceptable price. Once he understood the
nature of the control structures involved, neither he nor INA actively
considered the feasibility of other transactions; but Krugman did state that
in no event would he have been interested in acquiring less than absolute
voting control of East, if he were to consider a purchase directly from
CERBCO. This is credible, in part because it is sensible.' 5
Should INA buy the Eriksons' CERBCO B stock it would acquire
the ability to control CERBCO's board and thus to determine the exercise
of all of CERBCO's control of East for a cash payment of $6 million.' 6
Tenable alternatives that would benefit CERBCO directly would cost
substantially more. One obvious alternative to controlling CERBCO

"There are exceptions, as there always are, to the rule that recognizes a privilege to
sell control at a premium. See e.g. Insurancesharesv. Northern FiscalCorp., 35 F.Supp. 22
(E.D.Pa. 1940) (looting by buyer); In Re Caplan's Petition, N.Y.Supr., 246 N.Y.S.2nd 913
(1964) (sale of office).
"See
Krugman Dep. (12/7/94) ("II") at 5.
'6In order to be certain that CERBCO's stock in East would remain under this control
structure INA would, in addition, have to stand ready to guarantee the repayment of $2.8
million of CERBCO debt, which may or may not ever require a further disbursement.
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would be buying all of CERBCO's East stock (both B stock and common
stock). That transaction would give INA control over the same voting
power as would the Erikson transaction, but would require a greater cash
expenditure. According to plaintiffs expert CERBCO's East common
stock was worth $7.1 million and its East Class B was worth $5.7 million
or $12.8 million en toto.
Plaintiff suggests additional CERBCO alternatives to a purchase
from the Eriksons. Notably, it is said CERBCO could have sold just its
East Class B' 7 leaving the East Class A stock in CERBCO's hands.
According to plaintiff's theory of value this alternative transaction could

be accomplished at a price of $7.8 million."8

This hypothetical alternative would in fact not afford to INA the
degree of control over East that the Erikson transaction did. The East

certificate of incorporation afforded a single vote to each of the 4.3
million shares of Common Stock outstanding and ten votes to each of the

318,000 shares of East Class B stock. Thus the corporation's voting
power was reflected in 4.62 million total votes. CERBCO owned the
right to control 55% of these votes (1.1 million Common share's votes
and 2,970,000 votes attached to its 297,000 shares of East B stock).
While the power to elect the board could be transferred with a sale by
CERBCO of just the East B shares, under Delaware law the owner of the
B stock was not protected from alternation of this capital structure in a
merger, unless the holder of the power also controlled sufficient common
stock to control a majority of the corporation's voting power. Compare
8 Del. C. §251(c) with Rev. Mod. Bus. Corp. Act. §11.03(e) (requiring
class vote for a merger).
Thus in inquiring whether the Eriksons in effect held a statutory
veto over a hypothetical alternative of a sale of CERBCO's East stock,
I examine a possible sale of all of CERBCO's East stock, because
Krugman's testimony is that that would be a minimal requirement of his
and that testimony is credible since only such sale could give the buyer
a majority of the corporation's voting power.

"In an earlier opinion in this case I expressed the view that another of the imagined
alternatives - the issuance of new CERBCO B stock- was not a feasible alternative from
a buyer's point of view.
'1318,000 shares of East B at $6.48 per share (the market price of the East A stock)
plus $5.7 million control premium to be paid in the LOI.
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[7]
Section 271 of the Delaware General Corporation Law affords to
"a majority of shareholders entitled to vote thereon" the right to veto any
sale of corporate assets that constitutes a sale of "all or substantially all"
of the corporation's assets. Thus, the relevant inquiry is whether the
hypothetical alternative of a sale by CERBCO of all of its East stock
would have constituted a sale of all or substantially all of CERBCO's
assets; if it would have the Eriksons' stockholdings would afford them as
shareholders the right to veto any such transaction. 9
[8-9] The language, "all or substantially all," as used in Section 271 has
been subject to a substantial judicial gloss.2 ° This court has held that "[a]
critical factor in determining the character of a sale of assets is generally
considered not to be the amount of property sold but whether the sale is
in fact an unusual transaction or one made in the regular course of
business." Katz v. Bregman, Del.Ch., 431 A.2d 1274 (1981) (quoting
PhiladelphiaNationalBank v. B.S.F. Co., Del.Ch., 199 A.2d 557 (1964),
rev'd on other grounds, Del.Supr., 204 A.2d 746 (1964)). More
comprehensively, in Gimbel v. Signal Companies,Inc., Del.Ch., 316 A.2d
599, 606 (1974), it was stated that "[i]f the sale is of assets quantitatively
vital to the operation of the corporation and is out of the ordinary and
substantially affects the existence and purpose of the corporation, then it
is beyond the power of the Board of Directors" to act without stockholder
approval. With these precedents in mind, this court has held that even
the sale of a subsidiary representing 51% of the corporation's total assets,
producing 44.9% of the corporation's sales revenue, constituted a sale of
substantially all of the corporation's assets requiring stockholder approval.
Katz v. Bregman, supra. One need not go nearly so far in this case.
In this instance I conclude that a sale by CERBCO of control of
East that would have satisfied INA's desires and expectations would have
required an affirmative vote of CERBCO's stockholders. Such a sale
would have constituted a radical re-formation of the business reality of
the firm. Not only would it be out of the normal course (a minimal
requirement of Section 271 analysis) and substantially affect the
"existence and purpose" of the corporation, this sale would radically

'"See footnote 3 supra.

2
A respected treatise on corporate law explains that "[t]he purpose of the consent
statutes is to protect the shareholders from fundamental change, or more specifically to protect
the shareholder from the destruction of the means to accomplish the purposes or objects for
which the corporation was incorporated and actually performs." 6A Fletcher, Cyclopedia
Corporations(Perm.Ed. 1968 Rev.) §2949.2. Obviously, this rationale appears a little antique
today when corporate charters typically do not restrict the operation of the corporation, but
permit any lawful activity. The statutes conceived in an earlier age in which corporations were
often restricted to a specified business activity remain, however.

1996]

UNREPORTED CASES

transform on both a qualitative and quantitative basis, the pre-existing

organization of the firm.
Even according to plaintiffs' expert, CERBCO's East stock
constituted 68% of CERBCO's 1990 assets.

Moreover these assets

constituted CERBCO's primary income generating asset.

If these

operating assets were removed, CERBCO would have been left with a

substantial amount of cash, a small subsidiary that was about to be
liquidated, and a single operating company (Capital Copy) that was
minimally profitable.
According to plaintiffs' expert CERBCO's assets had the following
values:
(1)

Cash of one million dollars;

(2)

CERBERONICS had a net value of $2.4 million;

(3)

Capitol Copy (implausibly) had a net value of $2.5

million;
(4) the 1.1 million shares of East Common stock were
worth $7.1 million; and

(5)

the 300,000 shares of East Class B stock with a

premium for its control power were worth $5.7 million.
Tr. at 528.21
2'Plaintiffs' expert employed different methodologies to derive the values for each of
the respective subsidiaries. Due to the imminent liquidation of CERBERONICS, plaintiffs'
expert used a liquidation methodology to value that corporation. The "227,000 in cash was
valued dollar-for-dollar. The four million dollars of accounts receivable, principally owed by
the federal government, were discounted by 25% to account for payment disputes and delays,
leaving $3 million. The expert used the depreciated book value of CERBERONICS' fixed
assets minus a 50% haircut to account for resale difficulty, resulting in $350,000 of fixed
assets. The cumulative value of these assets was then reduced by CERBERONICS'accounts
payable of $1,266,000. See Tr. at 526-534 (plaintiffs' expert); see also J.Ex. 12 at 23, 25
(CERBCO's 10-Q). The value netted out to be approximately $2.4 million.
Plaintiffs' expert treated Capitol Copy as a going concern in its valuation. As Capitol
Copy was privately held, the expert attempted to extrapolate a "stock price" based on the
company's earnings by looking at the earnings and stock prices of "comparable" companies.
This comparison arguably determined the appropriate multiple of operating income (earnings
before interest and taxes) and multiple of net income to derive a stock price for Capitol Copy
(P/E ratio). The expert then adjusted for the fact that here there was a control block rather than
a 100-share block being sold. He compared merger and acquisition transactions in service
businesses to determine the appropriate premium. See Tr. 538-543.
Ultimately it was determined that a 30% premium would compensate the control
position, and that 100 percent of Capitol Copy had a value of $3.5 million (plus the S150,000
option exercise fee), giving CERBCO 67% of $3.65 million. CERBCO's ownership of Capitol
Copy, according to plaintiffs, was thus worth $2.5 million as of January 1990.
Finally, the East Common stock was valued at its market (traded) price of S6A8 per
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Thus according to plaintiffs' witness, CERBCO's total assets, therefore,
had a value of $18.7 million. A sale of both the East Common Stock and
the Class B stock (on plaintiffs' assumptions) would have involved a sale
of $12.8 million of these assets. Under the existing authorities,
particularly in light of the fact that East was CERBCO's primary
profitable operating company, this would have been a sale of substantially
all of CERBCO's assets, requiring stockholder approval.
As the Eriksons would have voted a majority of the CERBCO
stock against the sale and the sale could not have been completed.
CERBCO accordingly could not have suffered any damages from never
having the opportunity to negotiate with INA.
While I am not insensible to the frustration that this may elicit
from the CERBCO Class A shareholders, this is principally a
consequence of the lawful, but unappealing (to non-controlling shares)
dual capitalization structure first adopted in CERBERONICS in 1982 and
adopted from the outset in CERBCO.
(b)

No damages could rationallybe determined in all events.

Were one to view the substance of the claim differently--to
conclude for example that the Eriksons possessed no statutory privilege
to block any INA-CERBCO deal--one might conclude that the Eriksons'
actions in January 1990 did deprive CERBCO of an opportunity to sell
its most valuable asset. In that event the court would be faced with a
problem of remedy, given the fact that CERBCO still owns the asset and
there is no testimony from which I am able to conclude that any offer
that INA might have made to CERBCO is better or worse than an offer
that might be had now or in the future. Certainly the $5.7 million that
plaintiffs proposed would be an irrational damage calculation because it
is premised on CERBCO's control of East being worth $5.7 million in
1990 but does not deduct any value for that control today. Thus to award
that amount, even if it did represent the best estimate of value of East
control in 1990, would involve substantial over-compensation.
I need not delve too deeply into the counter-factual universe of
plaintiffs damage theories, however, having concluded that there was
neither harm to the corporation nor gain to the defendants caused by their

share (the average share price during January 1990). At that price, 1.1 million shares were
worth $7.1 million. The $6.48 per share price was also used to value the 300,000 shares of
East B stock. But a control premium derived from the premium being offered to the Eriksons
by INA for the CERBCO B shares was added to this sum to attain a total value of $5.7
million. See Tr. 564-65.
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failure properly to fully and promptly disclose to the CERBCO board the
potential opportunity presented by INA's expressed interest in East.
Judgment will be entered for defendants. Counsel will please
submit a form of order.

