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FRIEDMAN v. BENINGSON

No. 12,232
Court of Chancery of the State of Delmvare,New Castle
December 4, 1995
Plaintiff filed this shareholder derivative action on behalf of York
Research Corporation, a Delaware corporation, alleging that (1) by
engaging in an insider trading scheme the directors of York breached
their fiduciary duty to the corporation giving plaintiffs the right to impose
a constructive trust on profits, and (2) this scheme caused the corporation
to suffer losses for which directors are jointly and severally liable. The
defendants have filed a motion to dismiss for failure to make a demand
on the board of directors prior to initiating the suit.
The court of chancery, per Chancellor Allen, denied defendant's
motion to dismiss the complaint, holding that plaintiff has pleaded facts
sufficient to excuse pre-suit demand. The court concluded that the
plaintiff has alleged facts raising a litigable issue concerning the
domination of the board by an interested party thus creating a reasonable
doubt as to whether the business judgment rule would protect their
decision.
1.

Corporations

C

307, 309(1)

The board of directors are charged with the ultimate responsibility
to manage or supervise the management of the business and affairs of the
corporation. DEL. CODE ANN. tit. 8, § 141 (1991).
2.

Corporations

;t

206(2), 206(4), 320(5)

A shareholder is required to make a demand on the board of
directors to cause the corporation to pursue a claim before that
shareholder may independently institute a derivative suit on behalf of the
corporation. DEL. CH. CT. R. 23.1.
3.

Corporations

C=

206(4), 320(5)

The demand requirement is excused where a shareholder pleads
particularized facts that show such a demand would have been futile, that
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is, a court would not be duty bound to respect any determination made
by the board.
4.

Corporations

Cma 206(4), 320(7)

To resist dismissal for failure to make a demand on the board of
directors, the plaintiff must allege particularized facts creating a
reasonable doubt as to whether (1) the directors are disinterested and
independent, or (2) the challenged transaction was otherwise the product
of a valid exercise of business judgment.
5.

206(4)

Corporations

All the circumstances alleged to have affected the boards exercise
of independent judgment are subject to review by the court.
6.

Corporations

C=- 206(1)

Directors who are "beholden" to or under the control, domination,
or strong influence of a party with a pecuniary interest in the transaction
may alone raise a reasonable doubt that directors exercised judgment on
behalf of the corporation.
7.

Pretrial Procedure

m

679

At the pleadings stage, all well pleaded factual allegations of the
complaint will be considered as true, however, vague or conclusory
statements are given little or no weight.
8.

Corporations

v 320(7)

The combination of voting control with directorial and official
decision making authority alone is insufficient to create a reasonable
doubt but is consistent with plaintiffs claim of board domination.,

Joseph A. Rosenthal, Esquire, and John G. Day, Esquire, of Rosenthal,
Monhait, Gross & Goddess, P.A., Wilmington, Delaware; and Ronald L.
Futterman, Esquire, and Michael I. Behn, Esquire, of Futterman &
Howard, Chtd., Chicago, Illinois, of counsel, for plaintiff.
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Richard G. Elliott, Jr., Esquire, and Thomas A. Beck, Esquire, of
Richards, Layton & Finger, Wilmington, Delaware; and Roger L.
Waldman, Esquire, and Philippe Zimmerman, Esquire, of Moses &
Singer, New York, New York, of counsel, for defendants.
ALLEN,

Chancellor

The amended complaint purports to allege a claim on behalf of
York Research Corporation, a Delaware corporation, against certain
directors and officers of York. The gist of the claim asserted is the
existence of a scheme of trading in York's securities while manipulating
relevant company-owned information. This trading by the defendants is
said to violate their fiduciary duty to the corporation itself and thus to
give rise to a right to recovery by the corporation in the nature of a
constructive trust on profits. See Brophy v. Cities Service Co., Del.Ch.,
70 A.2d 5 (1949); Diamondv. Oremmuno, N.Y. Ct. Apps., 248 N.E.2d
910 (1969). In addition, in this instance the scheme is said to have lead
to losses inflicted upon the company, for which the defendants are also
alleged to be liable.
Presently pending is a motion to dismiss the complaint for failure
to make a demand on the York board of directors prior to initiating the
suit or pleading grounds sufficient under Rule 23.1 to excuse doing so.
For the reasons set forth below, I conclude that plaintiff has
pleaded facts sufficient in the circumstances to excuse pre-suit demand
in this instance. That is, I conclude that plaintiff has alleged facts raising
a litigable issue concerning both (1) domination of the board by an
interested party at the time that the acts constituting the alleged wrong
were authorized sufficient to create a reasonable doubt whether the
business judgment rule would protect that decision, see Aronson v. Lewis,
Del.Supr., 473 A.2d 805 (1984) and (2) facts sufficient to create a
reasonable doubt that the (slightly differently constituted) board existing
at the time of the institution of the suit would, in the circumstances, be
capable of exercising a business judgment on the question whether to
initiate this suit that would command the deference of a reviewing court.
Heineman v. Data Point Corp., Del.Supr., 611 A.2d 950 (1992). Thus
without regard to which time is the more correct point conceptually from
which to assess board disinterest and independence, I conclude that the
pleading satisfies Rule 23.1 and that the motion must therefore be denied.
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Factual and Procedural History

York is a Delaware corporation that develops, constructs, and
operates cogeneration power plants in the northeastern United States for
residential customers and public utilities. As of July, 1, 1991, York had
approximately 8.89 million shares of common outstanding, trading over
the counter. At the time of the filing of the complaint, York had a three
member board comprised of Robert M. Beningson ("Beningson"), John
Ellis ("Ellis"), and A. Clifton Whiteman ("Whiteman").
Mr. Beningson has served as President, Chairman, and Chief
Executive Officer of York since at least 1978. He owns 36% of the
outstanding common stock of York and is also the general partner and
25% owner of York's principal customer, Warbasse-Cogeneration
Technologies Partnership, L.P. Mr. Ellis has served as a director since
1978 and has periodically received consulting fees from York. In 1990,
the same year in which certain challenged transactions occurred, he
received $48,000 in fees from the Company. Mr. Whiteman was
appointed as a director following the resignation of Gerald J. Josephson
("Josephson") on July 23, 1991, and was not a director at the time of the
wrongs alleged in the complaint. Messrs. Josephson, Beningson, and
Ellis comprised the board that presided over the challenged transactions.
In addition to the three current directors, the complaint names as
defendants Michael Trachtenberg--the CFO of York and its Executive
Vice President, and Robert C. Paladino--an Executive Vice President--as
defendants and participants in the allegedly wrongful transactions.
H.

The Allegations of the Complaint

As alleged, defendants' scheme involved (1) causing York to issue
interest-free loans to fund the purchase of stock or the exercise of
warrants and options by the defendants; (2) publicly making false
statements regarding revenue growth and future business prospects
intending to inflate York's stock price; and (3) selling the shares acquired
through the interest-free loans at the inflated prices. This scheme is said
to have not only misused corporate office by issuing information for
personal not corporate purposes, but also to have caused corporate loss
by occasioning the later payment of $500,000 by the corporation in
settlement of federal securities law claims asserted against both the
individual defendants and York.
More particularly, it is claimed, as Step I in the alleged scheme,
that, for the purpose of facilitating the purchase of stock in an insider
trading scheme, York granted, as of September 30, 1990, very large
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interest-free loans to Beningson ($7,571,500 in connection with exercise
of warrants and purchase of common stock); Trachtenberg ($295,015:
$80,460 for the exercise of options/purchase of common stock; $214,555
in advances); and Paladino ($100,000 for the exercise of options/purchase
of common stock). The size of these interest-free loans to Mr. Beningson
is emphasized: the total amount approximates 50% of total revenues for
fiscal year 1990; equals the entire pre-tax income of York for that year;,
and exceeded net income for 1990.
Step 2: Plaintiff asserts that in order to inflate the market price of
York stock defendants then began falsely to portray revenue gains of the
Company. On or about October 1, 1990, York changed its accounting
treatment of construction revenues from a "completed project contract"
to "percentage of completion" system, thereby permitting York to book
revenues during performance of construction contracts instead of having
to wait until completion. As a consequence, York experienced a large
increase in reported revenues. The complaint alleges that defendants
caused York falsely to attribute this increase in reported revenues to
increased construction and service revenues from its cogenerational
project at the Brooklyn Navy Yard.
The complaint also alleges that defendants made unduly optimistic
public announcements regarding York's future business relations with
Tomen Corp. and Con Edison. On January 11, 1991, York announced
an initial agreement with Tomen Corp., in which Tomen was to acquire
options to participate in up to 340 megawatts of potential cogeneration
projects that York planned to develop. Under this agreement, Tomen
would provide all construction financing, project guarantees, nonrecourse
project term loads, international procurement expertise and other services.
York also announced that it had "won" future contracts totalling $3
billion to supply cogenerational energy to Con Edison and that its
cogenerational facility at Brooklyn would begin operations 6 months
ahead of schedule.
As &We3 it is alleged that between January 1 and June 30, 1991,
defendants collectively sold 291,000 shares of York common stock with
a total value of $5,483,750: Beningson sold 222,000 shares for
$4,264,000; Josephson sold 34,000 shares for $665,650; Trachtenberg
sold 5,000 shares for $100,000; and Paladino sold 30,000 shares for
$454,100. On July 24, 1991 York announced that Tomen, which would
have provided most of the $76 million needed to complete the Brooklyn
cogenerational facility, had withdrawn its financing. As a result, under
generally accepted accounting principles, York would be unable to record
further revenues from that project until the quarter ended and was
required to reverse revenues recorded in the previous 6 month period
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ending on March 31, 1991. Beningson announced that earnings for the
present quarter would significantly vary from estimates previously
announced. On the day of this announcement York's share price dropped
58% from $16 1/8 to 6 3/4.
Classaction suit under federal securitieslaw: The drop in York's
share price precipitated class action lawsuits in federal district court.
Those suits were brought under the anti-fraud provisions of the Securities
Exchange Act against York, Beningson, Ellis, and other defendants in this
action. In those consolidated actions (the "Federal Action") it was alleged
that the various defendants made or endorsed false and misleading
statements and failed to disclose material facts concerning York's
earnings, financial condition, and business prospects in connection with
the purchase or sale of the Company's securities. On July 30, 1991,
Irving Friedman filed in this court this shareholder derivative suit on
behalf of York seeking to hold York's directors and officers jointly and
severally liable for their profits and for damages to the corporation in
connection with the alleged scheme.
On January 15, 1993 a settlement of the Federal Action was
reached. Pursuant to that agreement York was to contribute $500,000 in
cash and 600,000 to 780,000 warrants to buy York common stock (with
an $8 exercise price and $11 redemption value) to a settlement fund. As
alleged in the amended complaint York did not have directors' and
officers' liability insurance that covered this payment or its costs of
litigation. It is alleged that the individual defendants did not contribute
personally to the settlement fund.
Following the announcement of the settlement of the Federal
Action an amended complaint was filed in this litigation adding to what
I will call the constructive trust claim a claim for damages predicated on
the assertion that the payments made by York to get out from under the
Federal Action constituted a compensable injury to the corporation. On
July 7, 1993, defendants filed a motion to dismiss the amended complaint
for failure to make demand on the board before initiating this suit.

M.

Applicable Standard for Demand Futility

[1-2] The question presented is not whether plaintiff's factual account is
a correct one; nor is it whether liability follows if it is correct in whole
or in substantial part. Rather the question at this stage is whether
plaintiff has pleaded with sufficient specificity facts that raise a
reasonable doubt concerning the board of directors' ability fairly to
consider the questions that this suit raises and to make a decision
respecting these claims which would demand the respect that the business
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judgment rule normally accords to disinterested board decisions made in
good faith and in a deliberate way. In making this inquiry I recognize
the fundamental fact that under Delaware General Corporation Law, the
board of directors are charged with the ultimate responsibility to manage
or supervise the management of the business and affairs of the
corporation. See 8 Del. C. §141 (1991). Thus, Chancery Rule 23.1
generally requires a shareholder to make a demand on the board to cause
the corporation to pursue its claim before that shareholder may
independently institute a derivative suit on behalf of the corporation. See
DEL. CH. CT. R. 23.1.
[3-4] Of course the court will excuse a plaintiff from making such a
demand where the shareholder pleads particularized facts that tend to
show that such an effort would have been futile, in the limited sense that,
in the circumstances, a court would not be duty bound to respect any
determination made by the board. As our Supreme Court has put the
point: "demand is futile where a reasonable doubt exists that the board
has the ability to exercise its managerial power, in relation to the decision
to prosecute, within the strictures of its fiduciary obligations." Heineman
v. DatapointCorp., supraat 952 (emphasis added). Thus, where plaintiff
brings suit without first making a demand upon the board of directors,
this court will dismiss the derivative claims unless plaintiff alleges
particularized facts creating a reasonable doubt as to whether (1) the
directors are disinterested and independent, or (2) the challenged
transaction was otherwise the product of a valid exercise of business
judgment. Aronson v. Lewis, Del.Supr., 473 A.2d 805, 814 (1984).
Although plaintiff has alleged that demand is futile under both
prongs of Aronson, I confine my consideration to whether plaintiff has
satisfied Aronson's first prong-whether the directors who would pass
upon a demand are disinterested and independent-and more specifically,
whether plaintiff has particularly alleged facts creating a reasonable doubt
whether those directors could, in the circumstances, exercise a judgment
qualifying for the deference of the business judgment rule.
[5-7] The requirement that directors exercise independent iudgment,
(insofar as it is a distinctprerequisiteto businessjudgment review from
a requirementthat directorsexercise financially disinterestediudgment),
directs a court to an inquiry into all of the circumstances that are alleged
to have inappropriately affected the exercise of board power. This
inquiry may include the subject whether some or all directors are
"beholden" to or under the control, domination or strong influence of a
party with a material financial interest in the transaction under attack,
which interest is adverse to that of the corporation. Such circumstance
alone may sometimes raise a reasonable doubt that directors in such a
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situation could exercise judgment on behalf of the corporation concerning
the transaction involving such dominant or influential party. Rales v.
Blasband, Del.Supr., 634 A.2d 927, 936 (1993) In making such an
inquiry at the pleading stage the court will of course consider all well
pleaded factual allegations of the complaint to be true, see Rales, 634
A.2d at 931; Grobow v. Perot, Del.Supr., 539 A.2d 180, 186 (1988).
Thus, in this case, giving little or no weight to vague conclusory
statements, the court must evaluate, under the reasonable doubt standard,
whether the facts pleaded with particularity are consistent with
domination of the independence of the judgment of the remaining board
members by Mr. Beningson. This reasonable doubt inquiry "involves
essentially a discretionary ruling on a predominantly factual issue." Id.
IV.

Analysis: Board Independence

Plaintiff here relies on several factors to support its claim that
[8]
Beningson dominated the board. The crux of this argument is the
allegation that Beningson had voting control of the corporation and in
fact exercised managerial control of the corporation and its board. The
amended complaint asserts that Beningson holds 36% of York's
outstanding stock and serves as its Chairman, Chief Executive Officer,
and President. From a practical perspective, this confluence of voting
control with directoral and official decision making authority, while not
itself sufficient under the cases to support a conclusion of' reasonable
doubt, Aronson, 473 A.2d at 815, is nevertheless itself quite consistent
with control of the board.
The Delaware Supreme Court has held that allegations of control
must be coupled with "such facts as would [raise a reasonable doubt]...
that directors are beholden to the controlling person." Id. Here the
amended complaint has alleged additional facts indicating that Beningson
is positioned so as to create such a doubt with respect to director Ellis.
Specifically, Beningson's alleged ability to affect consulting fees paid to
Ellis is said to cast doubt over Ellis' independence. The Supreme Court
in Rales similarly relied upon the ability of defendant directors to affect
the continued employment and remuneration of other directors as
corporate officers as a factor supporting the conclusion, that a reasonable
doubt had been raised concerning the independence of those directors.
Rales, 634 A.2d at 937. There it was particularly noted that the dominant
defendant directors served as Chairman of the Board and Chairman of the
Executive Committee respectively. Id. The court held that although the
director/officer's continued employment and remuneration did not hinge
solely on his relations with the defendant directors, the official authority
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of the defendant directors "placed[d] them in a position to exert
considerable influence over [the director/officer]." Id.; see also Kahn v.
Tremont Corp., Del.Ch., C.A. No. 12339, (April 22, 1994), 1994 Del.Ch.
LEXIS 41 (excusing demand because defendant controlling shareholder
indirectly controlled the salaries of directors/officers who would have
otherwise considered the demand).
Like the salary payments made to the director/officers in Rales and
Kahn, Mr. Ellis' receipt of consulting fees, which have been on the
magnitude of $48,000 a year, when considered in context of the other
facts alleged, represents a substantial interest subject to possible corporate
retrbution had he exercised judgment in a way displeasing to the
financially interested 36% Shareholder/CEO.
The allegation that Mr. Beningson is a controlling shareholder and
Mr. Ellis lacks independence of him is made more plausible by the
allegation that Mr. Beningson serves as the general partner of and owns
25% of York's principal customer. This fact also is consistent with this
occupying a dominant position with respect to all of the affairs of York.
Although a more attenuated factor than Beningson's influence over the
consulting fees paid to Ellis, Beningson's ties to York's principal client
empowers him in relation to the other directors since they must remain
cognizant of and sensitive to his ability to affect York's business
prospects.
Further particularized factual allegations that contribute to my
conclusion that the amended complaint states facts that raise a reasonable
doubt that the board of York is in a position to exercise a valid business
judgment on the question whether the claims asserted should be litigated,
include (1) the board's approval of the loans to Beningson, the size and
timing of which facilitated the timely purchase and sale of the York
stock, and (2) York's settlement of the federal class action suits without
any director contribution, despite the profits earned by Beningson through
the allegedly improper trades. These facts are at least as consistent with
domination as they are with independence.
It should go without saying, that in concluding as I do under the
reasonable doubt standard at this procedural juncture, I do not suggest
any view concerning the legal merits of any of the claims asserted.
The motion to dismiss is hereby denied.
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GOODRICH v. E.F. HUTTON GROUP, INC.
No. 8279
Court of Chancery of the State of Delaware,New Castle
February 2, 1996
Pursuant to a mandate from the Supreme Court of Delaware, the
court of chancery submitted this report to provide the reasoning for its
decision to restrict an award of counsel fees to one-third of all amounts
actually disbursed to class-members from a common-fund settlement.
The court of chancery, per Chancellor Allen, explained that the
order limiting the award of counsel fees was equitable and within the
sound discretion of the court based on its finding that there was a
significant risk that a large portion of the total fund available would not
be distributed to class members. The court further asserted that Boeing
Co. v. Van Gemert, 444 U.S. 472 (1980), a bondholder class action suit,
did not apply to the facts of this case and even if Boeing did apply, the
holding does not create a rule that the court is bound, by the Supremacy
Clause, to apply.
1.

=

Federal Civil Procedure

2737.13

Following notice and hearing, settlement was approved as fair and
adequate, including an award of counsel fees to plaintiff's counsel. The
court entered an order permitting plaintiff's counsel to be reimbursed for
out-of-pocket expenses and to collect one-third of all amounts disbursed
to class members under the settlement as disbursed up to an amount
agreed by the parties. FED. R. CIV. P. 23.
2.

Costs

C=

194.26

Standard of review of the court's award of counsel fees is abuse of
discretion.
3.

Attorney and Client

0

155

Where a class is very large, individual claims are small, and it is
likely that most class members will not make a claim against the common
fund, it is within the court's discretion to limit the fee awarded to counsel
to one-third of the benefits actually delivered to class members.
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States

C

18.1

The court of chancery is not bound by the Supremacy Clause to
adopt the common fund doctrine.
5.

Federal Civil Procedure
Attorney and Client

C

2737.13
155

Where there may be a substantial non-claim problem, the most
sensible way to compensate class lawyers is on a contingency basis, and
to award a fair fee and make its payment coincide with distributions to
class members.
Pamela S. Tikellis, Esquire, of Chimicles Jacobsen & Tikellis,
Wilmington, Delaware, for appellant.
Allen M. Terrell, Jr., Esquire, of Richards Layton & Finger, Wilmington,
Delaware, for appellees.
ALLEN,

Chancellor
REPORT OF THE COURT OF CHANCERY TO
THE SUPREME COURT OF DELAWARE
PURSUANT TO RULE 19(C)

In its mandate of January 11, 1996 the Supreme Court directed the
Court of Chancery to "supply the reasons which support its decision
restricting the award of counsel fees" in this case. This Report to the
Supreme Court attempts to comply with that direction.
I.
The case is a class action initiated in 1985 and settled in 1995.
The wrong alleged was a scheme by the affiliated defendants, one of
whom is a broker-dealer, to disburse customers' funds from a California
paying bank, in order to give the broker use of the "float" for a longer
period than would otherwise obtain with respect to a great many of its
customers. It was alleged that defendants were a "fiduciaries" for their
brokerage customers and that this practice constituted a breach of
fiduciary duty. The practice was alleged to have continued from 1980 to
1987. Defendants denied any basis for liability. Plaintiff, of course,
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contended to the contrary, but nevertheless stated that the highest
calculation of damages for which he would have been able to present
evidence would, if accepted, have entitled members of the class to
interest for one additional day on each check disbursed during the period
in question. The class is large and in excess of $5 billion was disbursed
by defendants during the period.
The core of the settlement was an undertaking to pay up to $3
million in total to members of the class who could establish an
entitlement by producing brokerage records showing their receipts from
defendants during the period. The settlement included formula by which
participation of any class member in the fund could be calculated and a
percentage of losses recovered, subject to the overall $3 million cap. To
the extent any part of the fund remains unpaid it will revert to
defendants.
[1]
Following notice and a hearing conforming with Rule 23(e), I
approved the proposed settlement as fair and adequate in the
circumstances and I awarded counsel fees to plaintiffs counsel. In
attempting to shape an equitable award of fees in this instance, the court
entered an order permitting plaintiff's counsel (1) to be reimbursed their
out-of-pocket expenses promptly and (2) to collect one-third of all
amount disbursedto class members under the settlement as disbursed up
to $515,000. That was the amount that plaintiffs counsel sought and to
which defendants did not object.
The resulting order governed the timing of payments to counsel
and assured that the award granted would in no event exceed one-third
of the actualbenefits conferredon members of the class as a result of the
litigation. If all of the fund were distributed the fee would constitute
approximately 16% of it.
[2]
Plaintiffs appealed from this award, apparently contending before
the Supreme Court that this court abused its discretion, for that is I
understand the applicable standard. See Tandycrafts, Inc. v. Initio
Partners, 223 A.2d 384, 389 (1966); Reiss v. Volle, No. 257, 1995
Del.Supr. (Jan. 19, 1996); Hall v. Cole, 412 U.S. 1, 4-5, 15 (1973). My
determination in this case was made from the bench, and the Supreme
Court has directed me to supply my reasons in writing for "restricting"
plaintiff's fee. In its direction to this court the Supreme Court referred
to the fact that plaintiff asserted in that court that my order was
inconsistent with the holding of the Supreme Court of the United States
in Boeing Co. v. Van Gemert, 444 U.S. 472 (1980), and thus invited my
comment on that assertion. In compliance with the Supreme Court
mandate this report states the basics of the facts and reasoning that led to
the award that was entered.
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I.
[3]
In summary, I note first that this form of order seemed equitable,
and within the sound discretion of the court, in this instance because the
particular facts of the case raise a very significant risk that some portion
and perhaps a large portion of the total fund available for payments to the
class will in fact not be distributed to class members. This is so for
several reasons. First the class is very large and the "losses" that class
members may have suffered, if the claims made are assumed to be valid,
are quite small. Moreover the transaction costs that class members will
necessary encounter in making a claim are relatively high. Members of
the class will need to have complete brokerage records going back over
the entire period to make a full claim and will need to locate and search
such records. It is quite likely that many and perhaps most class
members will not be able to or motivated to make such a claim. In fact,
as discussed below, for some class members with smaller transaction
totals, if one assumes even a modest opportunity cost in searching out old
records, it will be economically irrational to make a claim. Thus the
order limited the fee awarded to one-third of the benefits actually
delivered to class members.
The Boeing case does not, in my opinion, require or suggest that
that approach was erroneous. In Boeing the United States Supreme Court
affirmed an en banc determination of the Court of Appeals for the
Second Circuit, 590 F.2d 433 (1978), which itself had modified an order
of a panel of that court, 573 F.2d 733 (1978). The suit was a bondholder
class action that had been litigated to judgment. The district court had
determined an appropriate attorneys' fee and the question that Boeing
wished to pursue on appeal was whether this fee should be borne
proportionately by all dollars in the fund that it was required to create or
whether it should be borne only by those parties who made claims. Since
Boeing had a claimed reversionary interest in the fund, this question
mattered to it. The district court had held that all dollars in the fund
would bear a proportionate share of the expense of the fee. The panel
reversed that holding and the court en banc, as well as the Supreme
Court, finally affirmed the district court's approach. Thus the Supreme
Court affirmed the exercise of discretionary judgment by the district
court.
[4]
I note first that in all events Boeing does not create or reflect a rule
of law binding upon this court in the fashioning of attorney's fee awards
in class or derivative suits. The Supreme Court did not in that opinion
dilate upon the source of the law that it applied. It cited a long line of
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cases originating in the pre-Erie era' recognizing the power of federal
courts to make such awards in cases in which a common fund is created.
In the modem era, in which the Supreme Court no longer recognizes a
general federal common law, one would, I think, identify this power as
either an inherent power of all courts under our system or as residual
power emanating from federal rule of civil procedure 23. See Hanna v.
Plummer, 380 U.S. 460 (1965). In either event, I take it to be clear that
the holding in Boeing, even if it would apply to the facts in this case,
does not create a rule that this court is bound by the Supremacy Clause
to apply, just as this court (i.e., any state jurisdiction) would be
constitutionally free not to adopt the common fund doctrine itself.
Even though Boeing is not a binding precedent on the question
now presented, one should nevertheless ask whether a rule of law that
would hold that there is an entitlement, on the part of class counsel, to a
legal fee fixed in relation to a maximum availablefund rather than
benefits actuallyrealized by class members, would be a desirable general
rule, deviation from which should be regarded as an abuse of discretion.
In my opinion the answer is certainly no. A "rule" that restricted the
exercise of equitable discretion in that way would certainly be
mischievous in some circumstances, while serving no worthwhile
purpose. It would be mischievous because it would in some instances
encourage the.bringing of class suits that ought not to be brought (i.e.,
those with very small risk-adjusted individual claims and high relative
transaction costs for class members).
Assume, for example, something like the current case, but imagine
we know how difficult (expensive) it will be for each class member to
collect the information needed to make a claim and we know the amount
the settlement will pay each class member. For illustrative purposes
assume that most (or all) claims are relatively small ($50) and that it will
on average require three hours to sort out the old brokerage slips,
determine roughly what one's participation in the settlement might be and
transmit the relevant information supporting a claim; suppose finally that
while members of the class value their time differently, on average they
value their time at only $20 an hour (an hourly rate at which you cannot
get a lawn mowed in Wilmington or a drain unclogged). If we assume
that investors are modestly rational, most (or all) class members will, on
these facts, not make a claim to participate in the settlement. On these
assumed facts such a settlement would, if implemented, terminate a
litigation process that has simply imposed costs: on defendants, on

'Erie RailroadCompany v. Tompkins, 304 U.S. 64 (1938).

1996]

UNREPORTED CASES

whomever was advancing plaintiff's expenses and on plaintiff's counsel
for their time. Since no injured party has participated in the settlement,
these costs are a dead weight loss, unless we wish to speculate about
some future unquantifiable public benefit. It seems clear to me that legal
rules regarding compensation of class counsel in class suits ought not to
encourage the settlement of such suits on a basis that quite plausibly may
not deliver net benefits to members of the class. If the ruling in Boeing
were deemed to create legal rule of the type apparently sought, it would,
unwisely in my opinion, do so. It would encourage bringing large class
actions that realistically promise to actually deliver few realized benefits.
I.
[5] Of course, it is unrealistic here (but not in some class actions) to
assume that all claims are small or even that all class members will act
entirely rationally, but these assumptions are illuminating. In fact in this
case some investors, especially institutional investors, will have large
claims and good records. Therefore one can have confidence as a
practical matter that it will be economic for some claims to be submitted
to the settlement process. But one cannot know before the fact with
certainty how many such class members there are or how large their
claims will be. Thus, where because of the nature of the claim and the
settlement there is good ground to suppose that there may well be a
substantial non-claim problem, the most sensible way to compensate class
lawyers, consistent with the underlying rationale for such awards, is on
a contingency basis: that is to do as I did in this instance, to award a fair
fee and make its payment coincide with distributions to class members.
I note finally that, in all events, the United States Supreme Court
in Boeing did not purport to create a rule of law that would require in
federal courts that on the settlement of a class action an attorneys' fee
must be fixed by reference to and paid immediately from a settlement
fund that is available for distribution but can revert in part to the
defendant. In that case the court held that the opportunity to participate
in the settlement itself had value, even if the opportunity was not taken.
But this premise of the ruling in Boeing, while presumably true in the
facts of that case, can be true only under certain conditions. It will not
be true with respect to any class member where the known transaction
cost of participating in the settlement exceeds that class member's
proportionate rights in the settlement fund. In such an instance a right to
participate in the settlement affords to class members no net financial
benefit whatsoever. Again, one cannot know with confidence before the
fact how many, if any, class members will fall into this category. But a
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court can be sensitive to the circumstances that may give rise to the
problem: large classes, small individual claims and high transaction costs
in participating in a settlement process.
The flexibility inherent in the traditional standards of making
common fund-type attorneys' fees awards and reviewing the making of
such rewards is, I believe sufficient for a court of equity, alert to the
setting in which it exercises judgment, to craft orders designed to mitigate
this problem of class action litigation.
This, at all events, is what was in my mind as I ruled from the
bench on this Rule 23(e) application and awarded the attorneys one-third
of all amounts actually delivered to class members, subject to a cap in an
amount sought by plaintiff's counsel.

KAHN v. ROBERTS
No. 12,324
Court of Chancery of the State of Delaware, New Castle
December 6, 1995
Revised December 15, 1995
Plaintiff brought a shareholder's derivative action on behalf of
DeKalb Genetics Corporation alleging breaches of the duty of care and
duty of candor in connection with the Company's repurchase of Class A
stock at $40 per share which plaintiff alleged was a premium.
Defendants moved for summary judgment on both the breach of duty of
care and breach of duty of candor claims.
The court of chancery, per Vice-Chancellor Steele, granted
defendant's motion for summary judgment based on its finding that the
business judgment rule applied to shield the board of directors from
liability for breach of duty of care. Similarly, the court found no breach
of the duty of candor because the transaction did not require shareholder
action. Therefore, Delaware law did not apply to the board's or
directors' disclosures or omissions.
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Judgment

Cm=i

181(2)

A motion for summary judgment requires the court to examine the
record to determine whether any genuine issues of material fact exist.
2.

=

Judgment

181(2)

If, after viewing the record in the light most favorable to the
nonmoving party, the court finds no genuine issue of material fact,
summary judgment is appropriate.
3.

Judgment

C

181(2)

The court will not grant summary judgment when the record
indicates a material fact is in dispute, or if it seems desirable to inquire
more thoroughly into the facts in order to clarify the application of law
to the circumstances.

4.

Judgment

C=

185(l), 185(2)

The party seeking judgment must prove there is no material fact in
issue that would preclude judgment as a matter of law.
5.

Judgment

C

181(2)

The material facts upon which the parties must agree before the
court may grant summary judgment depend upon the legal issue in
contention.
6.

Corporations

*

310(1), 307, 314(1)

The gravamen of a director's fiduciary duty is the obligation of
loyalty to the corporation.
7.

Corporations

0=

310(1), 307, 314(1)

A director does not satisfy a fiduciary obligation merely by acting
with the genuine belief his action is in the best interest of the corporation.
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!=310(l), 307, 314(l)

A director must act prudently under the circumstances, to keep
himself informed of all information he believes in good faith is material
to his decision.
9.

Corporations

C-310(l), 307, 314(l)

The legal standard against which a director's actions are measured
is gross negligence.
10.

Corporations

C:= 310(l), 320(11)

In order to show a director acted with gross negligence, the
plaintiff must prove the director did not adequately apprise himself of the
information material to the decision in question.
11.

Corporations

=

310(1), 310(2)

Gross negligence is the reckless indifference to or a deliberate
disregard of the whole body of stockholders or actions which are without
the bounds of reason.
12.

-310(1),

Corporations

320(1 1)

If the plaintiff cannot meet the high standard of proving gross
negligence, the business judgment rule will protect the director from
accusations of breach of duty of care.
13.

Corporations

C=, 310(1)

The court will not second-guess the judgment of a board of
directors if it bases its decision on a rational business purpose.
14.

Corporations

n

310(1)

The business judgment rule is a presumption that in making a
business decision the directors of a corporation acted on an informed
basis, in good faith, and in the honest belief that the action taken was in
the best interests of the company.
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Corporations

C

310(1)

In exercising due care, directors have a duty to inform themselves,
prior to making a business decision, of all material information
reasonably available to them.
16.

Corporations

t

310(1)

Three elements comprise the business judgment rule: (1) a
threshold review of the objective financial interests of the board whose
decision is under attack, i.e., independence; (2) a review of the board's
subjective motivation, i.e., good faith; and (3) an objective review of the
process by which it reached the decision under review, i.e., due care.
17.

Corporations

C=

310(1), 320(11)

If the plaintiff cannot show a primafacie case, or if the plaintiff
does make the case, but the balance of the evidence does not indicate bad
faith or gross negligence, there is no basis for liability.
18.

Corporations

C

310(1), 320(11)

The business judgment rule will not apply if the party challenging
the corporate conduct establishes a lack of independence on the part of
the directors who approved the transaction. In that case, the burden shifts
to the directors to prove the fairness of the transaction.
19.

Corporations

Um= 310(1)

The key to upholding an interested director transaction is the
approval of some neutral decision-making body.
20.

Corporations

= 310(1)

The business judgment rule will shelter a transaction from
shareholder challenge if a panel of independent directors has approved the
transaction.
21.

Corporations

C

312(1), 320(1)

If the interested director transaction falls outside the safe harbor of
the business judgment rule, the courts generally will bypass the business
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judgment rule and conduct an entire fairness analysis on the challenged
transaction.
22.

Corporations

3 10(1)

When the business judgment rule does apply, a court must presume
that the directors, in making a business decision, acted on an informed
basis, in good faith, and in the honest belief the action they took was in
the best interest of the company.
23.

Corporations

*

310(1)

The two-prong analysis of Unocal should not be applied in a case
where there is no legally cognizable threat to the company.
24.

Corporations

=

310(1)

The court will not undermine a board's rational business decision
to remove dissident shareholders and directors which the board considered to be in the best interest of the corporation.
25..

Corporations

m

194, 310(1)

Delaware law recognizes directors of Delaware corporations are
under a fiduciary duty to disclose fully and fairly all material information
within the board's control when it seeks shareholder action.
26.

Corporations

m=

194

Delaware law does not require a board to divulge material
developments with respect to the company's business if the board does
not seek the vote of the shareholders.
27.

Corporations

Cm:

194, 310(1)

The duty of candor requires disclosure of all material facts only in
connection with a transaction on which shareholders are asked to vote.
Gary W. Aber, Esquire, of Heiman, Aber & Goldlust, Wilmington,
Delaware; and Law Offices of Curtis V. Trinko, of New York, New
York, of counsel, for plaintiff.

1996]

UNREPORTED CASES

Edward P. Welch, Esquire, and Karen L. Valihura, Esquire, of Skadden,
Arps, Slate, Meagher & Flom, Wilmington, Delaware, for defendants
Thomas H. Roberts, m and Thomas H. Roberts, Jr.
Martin P. Tully, Esquire, and David G. Thunhorst, Esquire, of Morris,
Nichols, Arsht & Tunnell, Wilmington, Delaware; and Jeremy G. Epstein,
Esquire, and Margaret A. Helen Macfarlane, Esquire, of Shearman &
Sterling, New York, New York, of counsel, for defendants Charles C.
Roberts, Richard 0. Ryan, Paul R. Judy, Bruce P. Bickner, John R.
Nelson, Douglas C. Roberts, Paul F. Cornelsen, Charles J. Amtzen, Allan
Ayes, and H. Blair White.
Stephen E. Jenkins, Esquire, of Ashby & Geddes, Wilmington, Delaware,
for nominal defendant DeKalb Genetics Corporation.
STEELE, Vice-Chancellor
CONTENTIONS OF PARTIES
Plaintiff, Alan Kahn ("Kahn"), brought this derivative action on
behalf of DeKalb Genetics Corporation ("DeKalb" or "the Company"),
nominal Defendant. Kahn seeks relief for Defendants' breaches of duty
of care and duty of candor in connection with the Company's repurchase
of Class A Stock at $40 per share which, Kahn argues, was a premium.'
Defendants, Charles C. Roberts ("Roberts"), Richard 0. Ryan ("Ryan"),
Paul R. Judy ("Judy"), Bruce P. Bickner ("Bickner"), John R. Nelson
("Nelson"), and Douglas C. Roberts ("D. Roberts"), Paul F. Cornelsen
("Cornelsen"), Charles J. Arntzen ("Arntzen"), Allan Ayes ("Ayes"), and
H. Blair White ("White") (collectively "Director Defendants"), Thomas
H. Roberts, Jr. ("Roberts, Jr."), Thomas H. Roberts, I ("Roberts, HI")
(collectively "Thomas Roberts Defendants"), and Dekalb Genetics
Corporation moved for summary judgment on both the breach of duty of
care and breach of duty of candor claims.

'This Court already has dismissed the duty of care claim against Thomas H. Roberts,
Jr. and Thomas H. Roberts, IR (Thomas Roberts Defendants"). Kahn n Roberts, Del. Ch.,
C.A. No. 12324, Hartnett, V.C. (Feb. 28, 1994). The duty of candor claim remains against all
Defendants.
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FACTUAL BACKGROUND
The parties filed extensive briefs reciting their respective findings
of fact. After reviewing the record, the following facts are apparent.
DeKalb is a corporation which engages in the production and
marketing of corn and soybean seed product lines, swine and poultry
production, and biotechnology research. The company develops and
improves products related to seed, hybrid swine breeding stock, and egglaying poultry. DeKalb is incorporated in Delaware and maintains its
principal executive officers in DeKalb, Illinois.
As of November 30, 1992, DeKalb had 858,281 shares, either
issued or outstanding, of Class A Stock and 4,267,051 shares of Class B
Stock. Class A stockholders and Class B stockholders have the same
rights to dividends and other distributions, but Class B stockholders have
no voting rights other than the Delaware General Corporation Law
requires. No national security exchange trades the Class A Stock.
NASDAQ National Market System trades the Class B Stock. DeKalb
values the Class A Stock at the market price of the Class B Stock.
In December, 1990, Roberts, Jr., Roberts, III and their families
("the Roberts, Jr. family") owned one-third of the Class A Stock of
DeKalb. Roberts and his family also owned one-third of the Class A
Stock of DeKalb. In the first half of 1990, Nelson, the executive
manager of one of DeKalb's business segments, DeKalb Poultry
Research, Inc. ("DPRI"), resigned. Roberts, III headed the international
marketing division. He showed interest in succeeding Nelson, but those
in charge of selection, Bickner and Ryan, did not choose Roberts, III.
This selection process disappointed Roberts, III and his father Roberts, Jr.
As a result, they allegedly suggested to Bickner and Ryan that the
Roberts, Jr. family would "rethink" their position as large DeKalb
stockholders.
After the United States Customs Agency audited DPRI's
international sales in or about October, 1990, Bickner requested that
Roberts, III resign. Roberts, III tendered his resignation shortly
thereafter, to be effective March 30, 1991. Roberts, III did not leave his
position as a director of DeKalb for more than two years after his
resignation.
In December 1990, Roberts, Jr. approached Roberts suggesting the
Roberts family purchase the Roberts, Jr. family stock. Roberts refused.
In January, 1991, Roberts, Jr. proposed to Roberts that he join him in
recommending the Board sell the company. Roberts, Jr. insisted the
Company was financially unable to keep pace with its primary
competitor, Pioneer. Roberts declined. Shortly thereafter, Roberts, Jr.
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proposed to Roberts and Bickner that the Company repurchase the
Roberts, Jr. family stock in place of selling the Company or Roberts
purchasing the Roberts, Jr. family stock. Bickner sought the assistance
of Merrill Lynch & Company ("Merrill Lynch") to evaluate whether
DeKalb should sell itself, the status and effectiveness of the Company's
research, the competitiveness of DeKalb's product line, and the financial
future of the Company in general. Bickner also retained Shearman &
Sterling as legal counsel for the Company. The full DeKaib Board never
approved these actions.
On May 23, 1991, the Board held a special meeting to discuss
concerns Roberts, Jr. had raised about the seed research program.
Roberts, Jr. expressed his view these failings ultimately would result in
an increasing loss of DeKalb's market share. He advised the sale or
merger of the Company. DeKalb's head of Plant Genetics, Tom Rice
("Rice"), gave a presentation rebutting Roberts, Jr.'s opinion. After
deliberating, the Board rejected Roberts, Jr.'s advice and passed a
resolution supporting its determination to remain independent. The Board
resolved it was in the best interest of the Company and the stockholders
to remain independent. Roberts, Jr., Roberts, III, and Judy voted against
the resolution.
During the spring of 1991, Merrill Lynch met with the Roberts, Jr.
family's financial advisors, Prudential Bache, and the family's attorneys,
Skadden, Arps, Slate, Meagher & Flom, concerning Roberts, Jr. family's
interest in selling their DeKalb stock (Class A and Class B). The full
Board met for a regular meeting on July 1, 1991. During this meeting,
after the Thomas" Roberts Defendants departed, the remainder of the
Board met with Douglas Brown ("Brown") of Merrill Lynch. Brown
made a positive presentation recommending the repurchase of the
Roberts, Jr. family stock. Nonetheless, the materials Merrill Lynch
presented, entitled "Project Genesis," contained various options, including
the possibility of generating a sale of the entire company to a "hostile"
outsider. Merrill Lynch also presented the possibility of a "poison pill"
to discourage sale of the Company. Consistent with its earlier
determinations to maintain DeKalb as an independent corporation, the
Board sought further consideration of a repurchase of Robert Jr. family's
shares. Brown told the Board a repurchase price of $40 per share for the
Class A Stock would be a beneficial transaction for DeKalb.
The presentation apparently was sufficiently persuasive to prompt
the Board to consider seriously the repurchase of the Roberts, Jr. family
stock. At this July 1, 1991 meeting, the Board appointed a Special
Committee of six independent directors to oversee and to conduct
discussions between the Company and the Roberts, Jr. family. Ayes,
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Amtzen, Cornelsen, Judy, Nelson, and White comprised the Special
Committee. This committee was also responsible for recommending
terms for the potential repurchase to the full Board.'
Four days later, the Special Committee conducted a telephonic
meeting. All directors, excluding the Thomas Roberts Defendants,
participated. The Special Committee concluded should the Company go
forward with the repurchase, it should not pay more than $40 per share
for the voting Class A Stock. It also determined DeKalb should not
purchase the Roberts, Jr. family's non-voting Class B Stock.
On July 7, 1991, the Board called a special telephonic meeting to
decide whether to go forward with the repurchase. During that meeting,
Merrill Lynch reviewed the materials it had distributed at the regular
board meeting and advised the repurchase of the Roberts, Jr. family stock
would be a good transaction for DeKalb. At this meeting, the Board
unanimously adopted a resolution authorizing Bickner to enter into an
agreement with the Roberts, Jr. family to purchase their shares at $40 per
share of voting Class A Stock.
On July 15, 1991, Bickner publicly announced the repurchase of
the Roberts, Jr. family's DeKalb Class A stock for $40 per share. He
also stated bank borrowing would finance the repurchase. The letter also
included the following statement:
We view this repurchase as a positive move. It is a good
transaction for the company, and one that allows certain
Roberts family members to diversify their holdings and gain
the liquidity they sought.
CONCLUSIONS OF LAW
A.

SUMMARY JUDGMENT STANDARD

[1-4] A motion for summary judgment requires the Court to examine the
record to determine whether any genuine issues of fact exist. Burkhart
v. Davies, Del. Supr., 602 A.2d 56, 59 (1991), cert. denied, 504 U.S. 912
(1992). If, after viewing the record in the light most favorable to the
nonmoving party, the Court finds no genuine issue of material fact,
summary judgment is appropriate. See Nash v. Connell, Del. Ch., 99
A.2d 242, 243 (1953). The Court will not grant summary judgment
when the record indicates a material fact is in dispute, or if it seems
'The DeKalb Board did not need nor seek stockholder approval of the repurchase.
Kahn v. Roberts, Del. Ch., C.A. No. 12324, Hartnett, V.C. (Feb. 28, 1994) Mer. op. at 7-8.
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desirable to inquire more thoroughly into the facts in order to clarify the
application of law to the circumstances. Ebersole v. Lowengrub, Del.
Supr., 180 A.2d 467 (1962); Computer Assoc. Int'l, Inc. v. CA
Newtrend, Inc., Del. Ch., C.A. No. 13091, Chandler, V.C., (Jan. 31,
1994) Mem. op. at 4. The party seeking summary judgment must prove
there is no material fact in issue that would preclude judgment as a matter
of law. Brown v. Ocean Drilling & Exploration Co., Del. Supr., 403
A.2d 1114, 1115 (1979).
[5]
The material facts upon which the parties must agree before the
Court may grant summary judgment depend upon the legal issue in
contention. EmeraldPartnersv. Berlin, et aL, Del. Ch., C.A. No. 9700,
Steele, V.C. (Sept. 22, 1995) Mem. op. at 13. Here, the remaining
claims are for breach of duty of care and breach of duty of candor.
I am convinced there are no genuine issues of material fact relating
to these claims. The next step then, is to apply the law to these largely
uncontested facts.
As explained below, I find summary judgment appropriate and
dismiss both Plaintiffs claim for breach of duty of care and claim for
breach of duty of candor.
B.

DIRECTORS' FIDUCIARY DUTY

[6-13]
The gravamen of a director's fiduciary duty is the obligation
of loyalty to the corporation. Cinerama,Inc v. Technicolor, Inc., Del.
Ch., C.A. No. 8358, Allen, C. (Jun. 21, 1991, revised Jun 24, 1991)
Mem. op. at 37. A director does not satisfy this obligation merely by
acting with the genuine belief his action is in the best interest of the
corporation. Id. A director must also act prudently under the
circumstances, to keep himself informed of all information he believes in
good faith is material to his decision. Id. at 37-38. The legal standard
against which a director's actions are measured is gross negligence. Id.
at 38. In order to show a director acted with gross negligence, the
plaintiff must prove the director did not adequately apprise himself of the
information material to the decision in question. Tonczak v Morton
Thiokol Inc., Del. Ch., C.A. No. 7861, Hartnett, V.C. (Apr. 5, 1990)
Mem. op. at 31; see also Aronson v. Lewis, Del. Supr., 473 A.2d 805,
812 (1984). Gross negligence is the "'reckless indifference to or a
deliberate disregard of the whole body of stockholders' or actions which
are 'without the bounds of reason."' Tomezak, at 31-32 (quoting Allaun
v. Consolidated Oil Co., Del. Ch., 147 A. 257, 261 (1929)); see also
Unocal Corp, v. Mesa Petroleum Co., Del. Supr., 493 A.2d 946, 954
(1985) (citing Sinclair Oil Corp. v. Levien, Del. Supr., 280 A.2d 717,720
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(1971), aff'd, Del. Supr., 332 A.2d 139 (1975)). If the plaintiff cannot
meet this high standard, the business judgment rule will protect the
director from accusations of breach of duty of care. See Aronson, 473
A.2d at 812. This Court will not second-guess the judgment of a board
of directors if it bases its decision on a rational business purpose.
[14-17]
The businessjudgment rule "is a presumption that in making
a business decision the directors of a corporation acted on an informed
basis, in good faith and in the honest belief that the action taken was in
the best interests of the company." Aronson, 473 A.2d at 812. In
exercising due care, directors have a "duty to inform themselves, prior to
making a business decision, of all material information reasonably
available to them." Id Chancellor Allen, in Cinerama,articulated three
elements that comprise the business judgment rule: (1) a threshold
review of the objective financial interests of the board whose decision is
under attack (i.e., independence); (2) a review of the board's subjective
motivation (i.e., goodfaith); and (3) an objective review of the process
by which it reached the decision under review (i.e., due care). Cinerama,
C.A. No. 8358 at 20 (citations omitted). If the plaintiff cannot show a
primafacie case, or if the plaintiff does make the case, but the balance
of the evidence does not indicate bad faith or gross negligence, there is
no basis for liability. Id.
[18-21]
The business judgment rule will not apply, however, if the
party challenging the corporate conduct establishes a lack of
independence on the part of the directors who approved the transaction.
Dennis J. Block, Nancy E. Barton, and Stebhen A. Radin, The Business
Judgment Rule: FiduciaryDuties of CorporateDirectors, (Fourth ed.
1993), p. 23-24. In these instances, the burden shifts to the directors to
prove the fairness of the transaction. Id. "The key to upholding an
interested [director] transaction is the approval of some neutral decisionmaking body." Oberly v. Kirby, Del. Supr., 592 A.2d 445, 467 (1991).
The business judgment rule will shelter a transaction from shareholder
challenge if a panel of independent directors approves it. 8 Del.C.
§ 144(a) 3; Kirby, 592 A.2d at 467; Marciano v. Nakash, Del. Supr., 535

3

No contract or transaction between a corporation and
(a)
1 or more of its directors or officers, or between a corporation and any
other corporation, partnership, association, or other organization in which
I or more of its directors or officers, are directors or officers, or have a
financial interest, shall be void or voidable solely for this reason, or solely
because the director or officer is present at or participates in the meeting
of the board or committee which authorizes the contract or transaction, or
solely because his or their votes are counted for such purpose, if:
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A.2d 400, 405 n. 3 (1987).

If the interested director transaction falls

outside this "safe harbor," the courts generally will bypass the business
judgment rule and conduct an entire fairness analysis on the challenged
transaction.
Nixon v. Blackwell, Del. Supr., 626 A.2d 1366, 1375-76
4
(1993).
BREACH OF DUTY OF CARE

After construing the facts and the reasonable inferences in the light
most favorable to Plaintiff, I conclude the businessjudgment rule protects
the DeKalb Board from Plaintiff's breach of duty of care claim.

The undisputed facts demonstrate Plaintiff cannot show the Board's
conduct reflected a lack of independence on the part of the directors who
approved the transaction. First, the Board took proper measures to ensure
a majority of disinterested directors approved the repurchase. Neither
(1)
The material facts as to his
relationship or interest and as to the contract or
transaction are disclosed or are kmown to the board
of directors or the committee, and the board or
committee in good faith authorizes the contract or
transaction by the affirmative votes of a majority of
the disinterested directors, even though the
disinterested directors be less than a quorum; or
(2)
The material facts as to his
relationship or interest and as to the contract or
transaction are disclosed or are known to the
shareholders entitled to vote thereon, and the
contract or transaction is specifically approved in
good faith by vote of the shareholders; or
(3)
The contract or transaction is
fair as to the corporation as of the time it is
authorized, approved or ratified, by the board of
directors, a committee or the shareholders.
(b)
Common or interested directors may be counted in
determining the presence of a quorum at a meeting of the board of
directors or of a committee which authorizes the contract or transaction.
8 DeLC § 144.
4

When directors of a Delaware corporation are on both sides of a
transaction, they are required to demonstrate their utmost good faith and
the most scrupulous inherent fairness of the bargain.... The requiremenj
of fairness is unflinching in its demand that where one stands on both
sides of a transaction, [he] has the burden of establishing its entire
fairness, sufficient to pass the test of careful scrutiny by the courts.
Nixon v. Blackwell, Del. Supr., 626 A.2d 1366, 1376 (1993) (citing
Weinberger v. UOP, Inc., Del. Supr., 457 A.2d 701 (1983).
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Roberts, Jr. nor Roberts, III voted on the proposed repurchase at the
July 7, 1991 Board meeting. Six of the ten directors on the Special
Committee were disinterested because they were neither DeKalb
employees nor related to the Thomas Roberts Defendants. They had no
personal or pecuniary interest in the outcome of the decision making
process. These same six independent directors also voted in favor of the
repurchase.
I am convinced the record supports the Board's
independence in making its decision.
[22] Second, the record clearly indicates the Board acted in good faith
in its decision. I reject Plaintiff's characterization the Board acted
disingenuously in its decision to repurchase the Roberts, Jr. family stock.
When the business judgment rule does apply, as here, a court must
presume that the directors, in making a business decision, acted on an
informed basis, in good faith, and in the honest belief the action they
took was in the best interest of the company. Aronson, 473 at 812; see
also Tomczak, C.A. No. 7861 at 19. Defendants' briefs suggest the
repurchase was a "positive" and "good" transaction because it enabled the
Company to remove disgruntled directors who were simultaneously a
contentious faction of shareholders who wanted to sell. Plaintiff suggests
the approval process consisted of nothing more than a rash, whirlwind
courtship, which the Board unhesitantly consummated.
Plaintiff urges the Court to adopt a theory the Board acquiesced to
the repurchase as a direct result of the threat of the Thomas Roberts
Defendants to look elsewhere to unload their shares. Plaintiff insists on
page 22 of Plaintiff's Brief in Opposition to Defendants' Motion for
Summary Judgment
[t]he Board's decision authorizing the repurchase of the
Thomas Roberts Defendants' stock in order to fend-off said
perceived threat thus constitutes a defensive measure which
must be assessed under the standards articulated in Unocal.
(emphasis added).
Plaintiff asserts the Company is not entitled to protection arising under
the business judgment rule because of its defensive maneuvering in
response to the Robert, Jr. family's purported threat. Plaintiffs Brief in
Opposition to Defendants' Motion for Summary Judgment at 19.
However, on page 23 of Plaintiff's Brief in Opposition to Defendants'
Motion for Summary Judgment, Plaintiff reverses himself:
...there were, in fact, no reasonablegrounds to believe that
the vague assertion purportedly made by Thomas Roberts,
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Jr., that if his family's stock were not purchased by either
the other Roberts family members, or the Company, he
would sell to a "hostile" outsider, constituted a legally
cognizable threat to DeKalb's corporate policy or
effectiveness. (emphasis added).
[23] Plaintiff's admission there was no legally cognizable "threat"
obviates the need for this Court to evaluate the Board's behavior under
the two-pronged Unocal analysis. I conclude no reasonable construction
of inferences from the facts requires a "Unocal analysis." Roberts, Jr.
family's "threats" were mere assertions of options to exercise alternatives
clearly known to all. The record indicates no reasonable basis to
conclude they constituted a "legally cognizable threat."
There is additional evidence to support Defendants' contention the
Thomas Roberts Defendants posed no meaningful threat to control of the
Company or to exercise undue influence over the Board which approved
the repurchase - (1) Although Thomas Roberts Defendants and their
families controlled one-third of DeKalb's class A stock, they could not
persuade Bickner and Ryan to select Roberts, I as executive manager of
DPRI; (2) Thomas Roberts Defendants could not convince more than one
of the non-family directors (Judy) to support their position to merge or
to sell the Company at the May 23 special meeting; and (3) Roberts, Jr.
could not persuade any other director with the same last name to buy his
family's DeKalb shares.
The Board conducted its negotiations at arms-length, and there was
no compulsion to reach an agreement with Roberts, Jr. See Kahn v.
Lynch, Del. Ch., C.A. No. 8748, Berger, V.C. (Jul. 9, 1993) Mem. op.
at 7-10. I am satisfied the undisputed facts establish the Board acted in
good faith.
[24] Third, the Board made its decision in the best interest of the
corporation, satisfying its responsibility to exercise due care before
approving the transaction. Despite the short period of time between the
creation on July 1, 1991 of the Special Committee and the Board's
decision to approve the repurchase on July 7, 1991, the facts support the
conclusion the Board acted cautiously in its approval of the repurchase.
The facts construed in the light most favorable to the Plaintiff suggest the
Board did meaningfully discuss alternatives to the repurchase. The
disinterested Special Committee played an active role in the decisionmaking process. The Board employed expert financial analysts and
attorneys to keep itself well-informed. In fact, Merrill Lynch advised the
Board the repurchase was a beneficial transaction for the Company. The
record suggests management desired to remove the disgruntled Roberts,
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Jr. family faction from the Board, if it could do so by paying a
reasonable price for the Roberts, Jr. family's shares. Merrill Lynch
supported and advocated the price paid as a reasonable one. The Board
also feared the perception of disruption to coherent management policies
might cause important research personnel to abandon the company for
more stable competitors. A sincere belief removing the dissident
shareholders and directors would maintain business practices considered
to be in the best interest of the corporation appears to have motivated
severing ties with the Roberts, Jr. clan to promote a more harmonious
corporate policy structure. See Cheff v. Mathes, Del. Supr., 199 A.2d
548, 554 (1964). This Court will not undermine a board's rational
business decision in that regard. Unocal, 493 A.2d at 954. The Board
also considered the legitimate concern of preserving the independence of
the Company from outside investors.
I find no evidence from which any reasonable person could infer
Defendants were grossly negligence in approving the repurchase. The
Board acted independently, in good faith, and exercised due care in
evaluating and approving the repurchase. The business judgment rule
applies and shields the Board from liability for breach of duty of care.
BREACH OF DUTY OF CANDOR
[25] Plaintiff contends the Board's disclosure misled the shareholders
by characterizing the repurchase as a "good transaction" and "a positive
move" [for the company]." Delaware law recognizes "directors of
Delaware corporations are under a fiduciary duty to disclose fully and
fairly all material5 information within the board's control when it seeks
shareholder action." Stroud v. Grace, Del. Supr., 606 A.2d 75, 84
(1992) (emphasis added). Here, the DeKalb Board did not seek, nor did

$The United States Supreme Court defined materiality in TSCIndus. v. Northiway,
Inc., 426 U.S. 438, 449 (1976):
An omitted fact is material if there is a substantial likelihood that a
reasonable shareholder would consider it important in deciding how to
vote. ... It does not require proof of a substantial likelihood that disclosure
of the omitted fact would have caused a reasonable investor to change his
vote. What the standard does contemplate is a showing of a substantial
likelihood that, under all the circumstances, the omitted fact would have
assumed actual significance in the deliberations of the reasonable
shareholder. Put another way, there must be a substantial likelihood that
the disclosure of the omitted fact would have been viewed by the
reasonable investor as having significantly altered the "total mix" of
information made available.
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it need shareholder approval of the repurchase. Kahn v. Roberts, Del.
Ch., C.A. No. 12324, Hartnett, V.C. (Feb. 28, 1994) Mem. op. at 7-8.
Delaware law does not require a Board to divulge material
[26-27]
developments with respect to the company's business if the board does
not seek the vote of the shareholders. Raskin v,. Birmingham Steel
Corp., Del. Ch., C.A. No. 11365, Allen, C. (Dec. 4, 1990) Mem. op. at
10-11. As Chancellor Allen wrote in Raskin
The state law duty of candor arises when the board elects to
or has a duty to seek shareholder action.... If the board does
not seek shareholder action at a meeting, through consent,
in a tender or exchange offer, or otherwise, it has, in my
opinion, no distinctive state law duty to disclose material
developments with respect to the company's business.
(emphasis added).
According to Chancellor Allen, "[t]here are good business reasons to
permit the company to treat material information confidentially." Id.
Vice-Chancellor Chandler reinforced Chancellor Allen's theory a few
days later in Herd v. Major Realty Corp., Del. Ch., C.A. No. 10707,
Chandler, V.C. (Dec. 21, 1990) Mem. op. at 21 n. 2. "[T]he duty of
candor requires disclosure of all material facts only in connection with a
transaction on which shareholders are asked to vote." Herd, C.A. no.
10707 (citing Lynch v. Vickers Energy Corp., Del. Supr., 383 A.2d 278,
279 (1977)).
Thus, assuming arguendo, the Board's disclosure in the annual
report was incomplete and thereby misleading, it is of no moment.
Likewise, whatever may have been the Thomas Roberts Defendants'
motivation for selling, though Roberts, Jr. and Roberts, III were directors,
they had no obligation to disclose their basis for selling - factually
contested or not. The repurchase did not require shareholder approval,
and therefore, under Raskin, the directors' public statement could not be,
as a matter of law, subject to a breach of duty of candor analysis. The
federal security laws, not Delaware statutory or common law, police the
market. Where no transaction requires shareholder approval, the
propriety of a board's public disclosure may be subject to a claim under
federal securities law. In the absence of required shareholder action,
Delaware law simply has no application to boards' or directors'
disclosures or omissions.
Accordingly, I grant Defendants' Motion for Summary judgment
on the breach of duty of candor claims to all Defendants. A separate
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order will follow granting summary judgment on both the duty of care
and duty of candor claims.
ORDER
For the reasons set forth in the Court's Memorandum Opinion
dated December 6, 1995:
This Court grants Defendants' Motion for Summhry Judgment
dismissing Plaintiffs claims for breach of duty of care and breach of duty
of candor against all Defendants.
IT IS SO ORDERED this 6th day of December, 1995.

KATZ v. HALPERIN
No. 13,811
Courtof Chancery of the State of Delaware,New Castle
February 5, 1996
Revised February 8, 1996
Plaintiff, a shareholder, brought one individual and three derivative
claims against defendants for breach of fiduciary duty. The plaintiff
alleged that defendants breached their duty of candor when they
transferred control of the corporation in a manner which was unfair,
unjust, and inequitable to class members. In addition, plaintiff accused
defendants of breaching their fiduciary duties by making a loan with
terms unfavorable to the class members.
The court of chancery, per Vice-Chancellor Steele, dismissed
plaintiff's claims because they were derivative in nature and required
plaintiff to make a pre-suit demand. The court dismissed plaintiff's duty
of candor claim, finding that plaintiff would not be entitled to relief under
any set of facts which could be proven at trial. Plaintiffs claim against
the individual to whom the corporation was transferred was also
dismissed for lack of personal jurisdiction.
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Pretrial Procedure

On= 622

Delaware courts will not dismiss a complaint unless it appears to
a reasonable degree of certainty the plaintiff would not be entitled to
relief under any set of facts which the plaintiff could prove in support of
the claim.
2.

Corporations

Ct

202

Delaware courts distinguish between derivative harm and individual
harm by scrutinizing whether a plaintiff has suffered "special harm."
Claims will be considered individual, rather than derivative where a
plaintiff can show he was injured directly or independently of the
corporation.
3.

Corporations

0

320(4)

According to Delaware law, a claim of mismanagement resulting
in corporate waste is derivative in nature, not individual.
4.

Corporations

m

320(4)

A claim will be considered derivative where the pleadings reflect
no set of facts susceptible of proof related to a direct injury to a plaintiff,
distinct from the other public shareholders.
5.

Corporations

0!

320(4)

A claim will be dismissed where a plaintiff bases a breach of the
duty of candor claim solely upon conclusory allegations about lack of
independence.
6.

Corporations

206(4)

Delaware law requires a plaintiff to make a pre-suit demand on a
board of directors before bringing an action in the court of chancery. To
assert a successful derivative claim, a plaintiff must either (1) show a
demand was made on the corporation's board of directors, or (2) plead
facts showing a demand would have been futile.
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"- 206

Corporations

Delaware courts will excuse a failure to make a pre-suit demand
if a plaintiff can show that a majority of the board was interested or
lacked independence to review the derivative claim.
8.

Corporations

0

206

A plaintiff's pre-suit demand will not be considered futile where
a majority of the board of directors who would review the pre-suit
demand were disinterested and independent.
Norman M. Monhait, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware; and Goodkind Labaton Rudoff& Sucharow
LLP, New York, New York, of counsel, for plaintiff.
Lawrence C. Ashby, Esquire, and John Grimm, Esquire, of Ashby &
Geddes, Wilmington, Delaware; and Daniel A. Pollack, Esquire, Edward
T. McDermott, Esquire, and Anthony Zaccaria, Esquire, of Pollack &
Kaminsky, New York, New York, of counsel, for defendant Steven
Geller.
David A. Jenkins, Esquire, of Smith, Katzenstein & Furlow, Wilmington,
Delaware; and Brandon F. White, Esquire, and John A. Shope, Esquire,
of Foley, Hoag & Eliot, Boston, Massachusetts, of counsel, for
defendants Jeffrey R. Swersky and Carl Derman.
Howard M. Handelman, Esquire, and John H. Newcomer, Jr., Esquire, of
Bayard, Handelman & Murdoch, Wilmington, Delaware; and Carl N.
Patterson, Jr., Esquire, and Gerald F. Roach, Esquire, of Smith,
Anderson, Blount, Dorsett, Mitchell & Jernigan, of Raleigh, North
Carolina, of counsel, for defendants Maurice A. Halperin, Barry S.
Halperin, Carol A. Minkin, and Halco Industries, Inc.
STEELE, Vice-Chancellor

CONTENTIONS OF PARTIES
Plaintiff, Moise Katz ("Katz"), brought suit on his own behalf, as
a class action, and derivatively against Defendants, Maurice A. Halperin
("M. Halperin"), Barry S. Halperin ("B. Halperin"), and Carol A. Minkin
("Minkin"), Jeffrey R. Swersky ("Swersky"), Carl Derman ("Derman"),
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Steven Geller ("Geller"), and Halco Industries, Inc. ("Halco"). Plaintiff
filed his Complaint on October 17, 1994. Plaintiff also filed an Amended
Complaint on April 11, 1995.
Plaintiff, on his own behalf and as a class action, alleges in his
First Claim Defendants transferred control of Empire of Carolina, Inc.
("Empire" or "the Company") from M. Halperin, B. Halperin, Minkin,
and Halco ("the Halperin Group") to Geller in a manner which was
unfair, unjust and inequitable to Class members. Plaintiff also alleges in
his Second Class Claim Defendants breached their fiduciary duties to
Class members by causing Empire to engage in a loan to Halco on terms
which were "unjust, unfair and unequitable [sic] to Empire's public
stockholders."
This breach of duty allegedly injured the public
stockholders in an amount which only an accounting can determine.
Plaintiff's Third Class Claim alleges Defendants, other than Geller,
breached their "duty of candor" to the Empire stockholders.
Plaintiff's fourth and final claim is derivative, based on the same
rationale as the three supra with the additional accusation the Halperin
Group allegedly engaged in conduct to appropriate Empire's resources for
their own enjoyment and benefit. He alleges corporate waste resulting
from the directors' lack of independent judgment on matters which affect
the income of the Halperins.
Plaintiff seeks a declaration from this Court (1) certifying First,
Second, and Third Claims as class actions, resulting from the alleged
inequities and designating him as the Class representative; (2) declaring
Defendants have breached their fiduciary duties to Plaintiff and the other
members of the Class; (3) requiring Defendants to account to Plaintiff
and the other members of the Class for alleged damages resulting from
the allegations in the First and Second Claims; (4) requiring Defendants
to account to Plaintiff and the other members of the Class for profits
Defendants allegedly obtained as a result of the allegations in the First
and Second Claims; (5) requiring Defendants to account to Plaintiff and
the other members of the Class for damages they have sustained as a
result of the allegations in the Third Claim; (6) requiring Defendants to
account to Empire for the profits they allegedly obtained as a result of the
allegations in the Third claim; (7) requiring Defendants to make full and
fair disclosure concerning the transactions which Plaintiff challenges in
the Amended complaint; (8) awarding Plaintiff the costs and expenses of
this action, including attorneys' fees; and (9) granting any additional
relief this Court deems just and proper.
In response to Plaintiff's claim, on February 15, 1995, Defendants,
M. Halperin, B. Halperin, Minkin, and Halco, filed a Motion to Dismiss
alleging Plaintiff failed to make a pre-suit demand upon the Board of
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Directors of Empire as Chancery Court Rule 23.1 requires. Defendant,
Geller, made a motion to dismiss the Complaint against him pursuant to
Del. Ch. Rules 12(b)(2) and 12(b)(6). He alleges the Complaint is
defective because Plaintiff made no demand on the Board of Directors of
Empire, because the "class" claim is a derivative claim for which Plaintiff
did not make the necessary demand and because the Court cannot obtain
personal jurisdiction over him. Defendants, Swersky and Derman, made
a Motion to Dismiss the Complaint because all of Plaintiffs claims are
derivative in nature; Plaintiff never made a demand on the Board of
Directors of Empire; Plaintiff has failed to plead adequately such a
demand would be futile; and Empire's Articles of Incorporation bar a
claim for corporate waste.
FACTUAL BACKGROUND
Empire is a Delaware corporation with executive offices in
Tarboro, North Carolina. Empire designs, manufactures, and markets
toys, seasonal decorative items, and buttons through its wholly owned
subsidiary, Carolina Enterprises, Inc. ("Carolina"). In the period between
1989 and early 1993, Empire also manufactured chocolate, ice cream, and
popsicle products. By February, 1993, Empire sold its chocolate, ice
cream, and popsicle divisions for a total of $198 million in cash.
Defendants, M. Halperin, B. Halperin, and Minkin, collectively,
"the Halperins," served as directors of Empire until September 30, 1994.
B. Halperin and Minkin are M. Halperin's children. M. Halperin chaired
the Board of Directors and acted as Chief Executive Officer of Empire
until July 18, 1994. On that date, Geller succeeded M. Halperin as
Chairman and Chief Executive Officer of Empire. B. Halperin serves as
President of Halco. Swersky has been a director since 1986. Derman
has been a director of Empire since 1987.
As of December 31, 1992, Empire borrowed $33 million from
Halco under an unsecured promissory note ("the Empire Loan"). The
terms of the Empire Loan allowed Empire to borrow a total of $36
million. The terms of the loan provided Halco with a very favorable 15.6
percent yearly interest rate. The Empire Loan also permitted Halco to
convert $18 million of the principal amount of the loan into shares of
Empire common stock. The conversion price was $3.125 per share. The
market price of the common stock was $6 per share at the time Halco
made the loan. After selling its chocolate, ice cream, and popsicle
divisions in 1993, Empire repaid Halco $15 million. On April 7, 1993,
Halco informed Empire it wished to convert the $18 million balance on
the loan into 5,760,000 common shares at the Empire Loan conversion
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price. Empire's stock price was trading at $6 5/8. Halco "assigned" its
right to acquire the converted stock to M. Halperin, B. Halperin, Minkin,
and other immediate Halperin family members.
In 1993, Empire loaned Halco ("the Halco Loan") $22 million.
Empire made this loan with terms arguably favorable to Halco. The
interest rate was prime plus one percent due on demand, no later than
December 15, 1994. Halco secured the loan with 5,743,887 shares of
Empire common stock. Empire loaned an additional $3,825,000 in 1993.
On March 29, 1994, Halco repaid the Halco Loan in full.
On or about April 16, 1993, Empire announced it intended to offer
to purchase up to 14 million shares of the Company's common stock at
a price of $6.50 per share ("the self-tender offer"). Empire kept the selftender offer open until December 10, 1993. At this time, however, the
Halperin Group announced it would not tender any of its owned shares.
Other shareholders did. According to Plaintiff, the Halperin Group
increased its 85 percent pre-tender ownership of Empire's stock to 92.5
percent of Empire's outstanding shares by driving the initiation of the buy
back and by not tendering any of its own shares.
In December, 1993, Empire announced M. Halperin would retire
in 1994 and receive a $2.8 million compensation package. Empire also
announced it had loaned an additional $7 million to Halco which
directors Swersky and Derman authorized, and that it had contributed $2
million to the Empire Foundation trust.'
In March, 1994, Empire reported to the financial news wire
services that Geller offered to acquire control of Empire. The total
consideration was $11.7 million. The offer was multi-faceted: Geller
would purchase (1) 600,000 newly issued common shares; (2) $7.8
million principal amount of 12 percent five-year debentures-; and (3)
detachable warrants entitling Geller to acquire an additional 2.1 million
common shares at an initial exercise. The transaction, however, was
contingent on Empire's redeeming all but 2 million of its shares the
Halperin Group then owned. Empire's cost would be $75 million. As
of June 30, 1994, Empire had cash and the cash equivalent of $26.6
million. It also held $58.9 million of marketable securities. On July 15,
1994, Empire and the Halperin Group entered into a Redemption
Agreement to consummate the share redemption ("the redemption
transaction").

'Apparently, members of the Halperin family were trustees of this trust.
The debentures were convertible into up to 1.2 million common shares atan initial
conversion price of $6.50 per share and increasing over the five year conversion period to
$8.00 per share.
2
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On July 18, 1994, Empire announced a "special committee"
comprised of Swersky and Derman had selected Geller as the new
Chairman and Chief Executive Officer of the company. The decision
would become effective upon completion of the redemption transaction.
Empire also announced M. Halperin and B. Halperin had sold
200,000 shares to Geller at an undisclosed price. The same press release
revealed the Halperins and Geller had entered into an agreement giving
Geller the right to purchase 300,000 more shares and options to acquire
500,000 additional shares from the Halperins. The announcement made
the additional admission the special committee was considering the
redemption of 11,766,634 common shares from the Halperin Group at a
price of $6.50 per share. The price would adjust over time proportionate
to stock performance.
On September 30, 1994, Empire issued a press release disclosing
it had repurchased 11.7 million shares of the Halperin Group's common
stock for $6.50 per share. This was a slight premium over the market
price at that time. Empire also announced the Halperins had resigned
from the Board and Geller had consummated the purchase of 300,000
common shares from the Halperins. The closing of the redemption
transaction on September 30, 1994 triggered Geller's seating as Chairman
and Chief Executive Officer of Empire. Geller received a two-year
employment contract with an option to purchase 500,000 shares of
Empire's common stock at an exercise price of $6.50 or more. Geller
received the right to vote the remaining 1.5 million shares the Halperin
Group owned as well as the right to continue holding an option to buy
an additional 500,000 shares from the Halperins. Finally; the press
release announced Empire's Board of Directors would consist of Geller,
Swersky, and Derman until it filled the vacancies. As a result of these
transactions, Geller became, and continues to be, the majority shareholder
of Empire. On October 17, 1994 - the date Plaintiff filed this suit Empire's Board of Directors consisted of Geller, Swersky, Derman, and
Marvin Smollar ("Smollar").
CONCLUSIONS OF LAW
1.

Standard of Review for Motion to Dismiss

[1]
On a motion to dismiss, Delaware courts only consider those
matters which the parties refer to in the pleadings. James RiverPennington Ina v. CRSS Capital, Inc., Del. Ch., C.A. No. 13870,
Steele, V.C. (Mar. 6, 1995) Mem. op. at 9 (citing Hart Holding v.
Drexel Burnham Lambert, Del. Ch., 593 A.2d 535, 538 (1991)).
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Delaware courts will consider all plead facts to be true and will draw all
inferences in the light most favorable to the nonmoving party. Id. at 10
(citing Grobow v. Perot, Del. Supr., 539 A.2d 180, 187 n.6 (1988)).
Conclusory allegations will not, however, be accepted as true. Id.
Delaware courts will not dismiss a complaint unless it appears to a
reasonable degree of certainty the plaintiff would not be entitled to relief
under any set of facts which the plaintiff could prove in support of the
claim. Id (citing Rabkin v. Philip A. Hunt Ciem. Corp., Del. Supr.,
498 A.2d 1099, 1104 (1985); In re USACafes, L.P. Litig., Del. Ch., 600
A.2d 43, 47 (1991)).
2.

The Distinction Between a Derivative Claim and an Individual
Claim

[2]
Delaware courts distinguish between derivative harm and individual
harm by scrutinizing whether a plaintiff has suffered "special harm." TriStar Pictures,Inc Litig., Del. Supr., 634 A.2d 319, 330 (1993) (citing
Lipton v. News Int'l, Pic., Del. Supr., 514 A.2d 1075, 1078 (1986);
Moran v. HouseholdInt'l, Inc., Del. Ch., 490 A.2d 1059, 1070, affd,
Del. Supr., 500 A.2d 1346 (1985).
A special injury is established where there is a wrong
suffered by plaintiff that was not suffered by all
stockholders generally or where the wrong involves a
contractual right of the stockholders, such as the right to
vote. Lipton, 514 A.2d at 1078; Rabkin v. PhillipA. Hunt
Chem. Corp., Del. Ch., 547 A.2d 963, 968-69 (1986);
Moran, 490 A.2d at 1070.
Tri-Star, 634 A.2d at 330.
3.

Plaintiff's First and Second Claims are Derivative, not
Individual or Class Actions

Plaintiff insists this Court should certify his otherwise individual
first three claims as a class action. I conclude the claims are derivative
for the reasons I state below. I will not certify the class action suit.
For a Plaintiff stockholder to bring an individual action, an injury
distinct from other stockholders must be alleged. Kramer v. Western
Pac. Indus., Del. Supr., 546 A.2d 348, 351 (1988). That court wrote:
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The distinction between derivative and individual actions
rests upon the party being directly injured by the alleged
wrongdoing.... Thus, to have standing to sue individually,
rather than derivatively on behalf of the corporation, the
plaintiff must allege more than an injury resulting from a
wrong to the corporation. . . . For a plaintiff to have
standing to bring an individual action, he must be injured
directly or independently of the corporation. (emphasis in
original).
Id A proven claim of mismanagement resulting in corporate waste is a
direct wrong to the corporation, and all stockholders experience an
indirect wrong. Id at 353. Corporate waste claims are derivative, not
individual. Avacus Partners,L.P. v. Brian, Del. Ch., C.A. No. 11001,
Allen, C. (Oct. 24, 1990) Mem. op. at 12. Chancellor Allen has stated:
An alleged wrong involving a corporation is individual in
nature when it injures the shareholders directly or
independently of the corporation. Kramer v. Western Pac.
Indus., Del. Ch., 546 A.2d 348, 351; Moran v. Household
Int'l., Inc., Del. Ch., 490 A.2d 1059, 1070 (1985), affd,
Del. Supr., 500 A.2d 1346 (1985). A wrong is derivative in
nature when it injures the shareholders indirectly and
dependently through direct injury to the corporation.
Kramer, 348 A.2d at 353.
Avacus, C.A. No. 11001, Mem. op. at 12.
A.

Plaintiff's First Class Claim Regarding the Halperin
Redemption is Derivative

By Plaintiffs own admission, " ... the public shareholders [of
Empire] suffered[ ]" as a result of the Halperin Redemption. Plaintiff's
Memorandum of Law in Opposition to Defendants' Motions to Dismiss
the Complaint at 26. Plaintiffs own words comport with the definition
Chancellor Allen articulated in Avacus, C.A. No. 11001, Mem. op. at 12.
Plaintiff also claims Empire did not offer the public shareholders the
opportunity to sell their shares in September, 1994, the time of the
redemption transaction. The failure to do so discriminated between
shareholders, Plaintiff argues, giving rise to an individual claim.
[3]
Plaintiff correctly characterizes Empire's repurchase of 11.7 million
Empire shares as "... instances of corporate waste." Amended
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Complaint at 16-17.
According to Delaware law, a claim of
mismanagement resulting in corporate waste is derivative in nature, not
individual. Kramer, 546 A.2d at 353; see also Cede & Co. v.
Technicolor, Inc., Del. Supr., 542 A.2d 1182, 1188 (1988); Bokat v.
Getty Oil Co., Del. Supr., 262 A.2d 246,249 (1970); Harffv. Kerkorian,
Del. Ch., 324 A.2d 215, 218 (1974), rev'd on other grounds, Del. Supr.,
347 A.2d 133 (1975). If inappropriate, the redemption harmed the
corporate treasury directly and the shareholders indirectly. In Plaintiff's
own words, the redemption transaction was "corporate waste." Plaintiff's
First Claim is a derivative claim, not an individual claim.
B.

Plaintiff's Second Class Claim Regarding the Empire
Loan is Derivative

Plaintiff's Second Class Claim alleges the provision in the Empire
Loan for the conversion of $18 million in debt into more than 5,000,000
shares diluted the voting and earning power of Empire's public
shareholders. Assuming arguendo, the Empire Loan did harm Plaintiff,
it also affected the other public shareholders equally, proportionate to
each shareholder's ownership. The harm alleged affects all shareholders.
Plaintiff's pleading does not identify how he experiences individual harm.
Plaintiff also alleges Empire granted Halco a stock option, as part
of the Empire Loan, at a bargain price. However, Halco paid Empire,
not its shareholders, the discounted price for Empire stock. Thus,
Halco's exercise of the stock option directly harmed the corporation.
Plaintiff looks to Tri-Star to support its allegation "the challenged
Empire loan diluted the voting right and cash value of the public
stockholders" justifying an individual claim.
634 A.2d at 330.
Challenges in prices to stock options are derivative in nature. See
Kramer, 546 A.2d at 353. In Kramer, this Court wrote,
...where a plaintiff shareholder claims that the value of his
stock will deteriorate and that the value of his proportionate
share of the stock will be decreased as a result of alleged
director mismanagement, his cause of action is derivative in
nature.
Id That is precisely the case here. When Plaintiff complains Empire
wrongly arranged extremely favorable terms for the loan to Halco,
Plaintiff complains of director mismanagement. Any harm arising from
the alleged mismanagement, e.g., voting power and stock value dilution,
applies equally to all Empire shareholders; no one more than another.
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Plaintiff's reliance on Tri-Star is misguided. The Tri-Star court found
an individual claim proper where minority shareholders suffered a
disproportionate dilution of stock voting power and value compared to the
majority shareholder. See Tri-Star, 634 A.2d at 327, 332. It also took
place in an extremely complex merger context where proxy statements
contained misrepresentations related to the merger. Id. at 324. The
misrepresentations induced the shareholders to vote in a way which
eventually caused the dilution of their stock's voting power and value.
Iad at 332. The majority, however, realized an increased value. Id.
[4]
This case is readily distinguishable from Tri-Star. First, Empire
shareholders suffered no such disproportionate loss. If the Halco Loan
harmed Plaintiff, it also harmed every other Empire shareholder by the
identical proportion. The harm, if any, was universal. Second, the
factual setting is distinct from Tri-Star. Unlike Tri-Star, this case does
not involve a merger. There was no shareholder vote, nor does Delaware
law require a vote for any of the contested transactions. Lastly, Empire's
Board offered no fraudulent materials or public disclosures. The
pleadings reflect no set of facts susceptible of proof related to a direct
injury to Plaintiff, distinct from the other public shareholders. The
Second Class Claim is derivative.
4.

Plaintiff's Third Class Claim Regarding the Breach of Duty of
Candor3 is Without Merit

Plaintiff's final class claim alleges Defendants breached their
fiduciary duty of candor for issuing misleading public filings and press
releases on behalf of Empire. According to Plaintiff,
In various public filings and press releases (including the
Form 10-Q for the quarter ended June 30, 1994) which
3

While Plaintiff urges the argument outlined below to be persuasive, the duty of
candor arises when shareholder action is required. As Chancellor Allen wrote in Raskin
The state law duty of candor arises when the board elects to or has a duty
to seek shareholder action.... If the board does not seek shareholder action
at a meeting, through consent, in a tender or exchange offer, or otherwise,
it has, in my opinion, no distinctive state law duty to disclose material
developments with respect to the company's business. (emphasis added).
Raskin v. Birmingham Steel Corp., Del. Ch., C.A. No. 11365, Allen, C. (Dec. 4, 1990) Mem.
op. at 10-11.
I conclude there is no reasonable basis to accept Plaintiff's underlying factual
premise that the "special committee's" directors lacked independence. Therefore, I do not
explore which contested transactions, if any, required shareholder action and were thus, subject
to the duty of candor.
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discuss the Halco Loan, the Empire Loan, the employment
of Geller, and the redemption transaction, the defendants
(except Geller) have represented that "a special committee
of independent directors of Empire" (ie. defendants
Swersky and Derman) approved the transactions.
However, Plaintiff asserts these disclosures mischaracterized the special
committee - comprised of Swersky and Derman - as independent.
Specifically, Plaintiff insists Swersky was not an independent director
because he is beholden to the Halperin Group
In his Amended Complaint,Plaintiff accuses Swersky and Derman
of being Halperin pawns. Plaintiff alleges "Swersky and Derman
breached their duties of care and loyalty to the Company, failed to act in
good faith and acted in reckless disregard of Empire's best interests" in
allowing the Halperin Group and Geller to engage in the transactions
described in the factual introduction of this Opinion. The pleadings
allege both Swersky and Derman were friends of the Halperins. The
Halperins did own a majority of Empire stock when Swersky and Derman
became directors. Arguably, they were "hand-picked by M. Halperin and
his family," as Plaintiff asserts in his Complaint. Plaintiff makes the
blanket statement Swersky provided and continues to provide accounting
services to Halco and some members of the Halperin Group. Based on
the pleadings before me, the nexus between employment and control is
lacking. The conclusory allegation Swersky provided accounting services
alone cannot support an inference Swersky lacked independence as a
director.
[5]
Moreover, Plaintiff fails to allege in his pleadings any showing
Derman exhibited bias in his vote on any occasion. Plaintiff concedes
"There are two remaining directors, Derman and Smollar, regarding
whose interest and independence no discovery has been had by
plaintiff." (emphasis added). Plaintiff's Memorandum of Law in
Opposition to Defendants' Motions to Dismiss the Complaint. These
conclusory allegations alone, without justification in the pleadings, make
it clear to a reasonable degree of certainty Plaintiff would not be entitled
to relief on the theory Swersky and Derman lacked the requisite
independence to form an effective "special committee." Since Plaintiff
bases the breach of the duty of candor claim solely upon conclusory
allegations about lack of independence, this claim must be dismissed.
4

Plaintiffdoes not broach Derman's lack of independence in his argument for breach
of duty of candor. He impliedly refers to Derman in his reference to the "special committee."

