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(Cushman's appraisal value) and thereby relinquish all of its leverage as
the mortgage holder.
2.

The Flawed Cushman & Wakefield Appraisal

[49] In any event, the Special Committee decided that MAXXAM
would acquire the Mirada without foreclosure, and pay the full appraisal
value as determined by Cushman & Wakefield. The difficulty, however,
is that the defendants have not shown that Cushman's appraisal was one
upon which the committee could reasonably rely to justify paying almost
$43 million. Key assumptions of that appraisal were based on materially
misleading omissions and/or information supplied by Federated, and the
appraisal itself was internally inconsistent: it contained highly pessimistic
marketing conclusions that Cushman then proceeded to disregard or
contradict to arrive at a highly optimistic valuation of the property.
a)

Federal's Disclosures to Cushman

As earlier noted, after Cushman was retained to value the Mirada
as of 1991, Federated did not disclose to Cushman that (1) its consultants
had recommended that Federated discount the price of the Phase I lots;
and (2) Federated knew that its asking prices for some of the lots were
"absurdly high" and did not accurately reflect their market value. Yet, in
a November 14, 1990 letter, Munitz represented to Cushman that all prior
lot sales had been at full asking price (PX 34F) - which was incorrect
because some lots had been sold at a discount. (PX 34L).
The defendants respond that none of the omitted or incorrect
information was material, because only three of the lots had been
discounted from the asking price and the discounts were minimal. (DX
94 at 21). But, as of November 14, 1990-the date of Munitz's letter to
Cushman-only 13 lots had been sold (PX 34L), and at the time of the
Exchange only 15 lots had been sold (DX 94 at 21). The price discounts
for the three lots were 2.5%, 10% and 13% (DX 94 at 21). At least two
of those discounts were not minimal.
This Court is not persuaded that a reasonable appraiser would have
found trivial the facts Federated misrepresented and/or omitted to disclose
to Cushman. That information, in my view, was material, because (i)
based on the faulty assumption that all previous lot sales had been at full
price, Cushman assumed that all future lots would be sold at the current
asking price and that there would be no price reductions (PX 25 at 52),
and (ii) the committee ultimately relied on the Cushman appraisal in
authorizing the $43 million purchase price.
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The Cushman Appraisal's
Internal Inconsistencies

In addition to its flawed lot price assumption, the Cushman
appraisal was on its face internally inconsistent, because Cushman's high
valuation of the Mirada cannot be reconciled with its description of the
project and of its prospects. In the general market analysis section of
Cushman's report, Cushman was pessimistic about the Mirada's
prospects, yet in the section devoted to the actual valuation, Cushman
became extremely optimistic.
Specifically, Cushman reported that the responses to its market
survey indicated that "[t]he historically stable adult housing market has
been devastated" (PX 25 at 32), and that as a result of an oversupply of
lots in the Rancho Mirage area, "reductions of as much as 20% to 25%
are commonplace in all types of lots." Id., at 35. In drawing its own
conclusion to the market analysis portion, Cushman stated:
The combination of an oversupplied market and a restricted
lending market have combined to create a down market.
The adult housing market has followed the primary new and
used market trend of lower values for all types of land. The
number of capable buyers for parcels such as the subject is
limited and values have dropped.
The upper end product in all sectors is now the least
successful sector. This is true in the adult market as well
with most sales occurring in a range far below the planned
asking prices for the subject. The price for the first phase
of the estate lots product will not increase due to market
conditions and competition. There are other planned
developments in Coachella Valley and other communities
have demonstrated a willingness to allow this type of use
with considerable less resistance than the city of Rancho
Mirage. Accordingly, the threat of competition could exist
when the market recovers.
The short term outlook for all subdivision land is not
good. The long term outlook is for eventual improvement;
this should occur within a twelve to eighteen month period.
(PX 25 at 35-36).
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In discussing the Phase I lots and the villa properties, Cushman
also found the absence of a golf course was a "severe marketing
constraint" (PX 25 at 17), and that the "vast majority of homeowners,
developers and real estate brokers" disagreed with the proposition that the
absence of a golf course would be offset by locating the Ritz Carlton
Hotel near the development. That is because the Palm Springs market
was known as a golf course community, and homeowners there did not
generally wish to live near a commercial operation such as a hotel. (PX

25 at 20).
Oddly, none of those concerns found their way into Cushman's
actual valuation. Despite its earlier conclusion that developers and
homeowners believed otherwise, Cushman cited the prestige of being near
the Ritz-Carlton as support for its valuations of the villa and townhouse
sites. Similarly schizophrenic was Cushman's valuation of the estate lots.
Without any reference to its earlier finding that proximity to the RitzCarlton was not an adequate substitute for a golf course affiliation,
Cushman concluded that "the subject's identification with the Ritz Carlton
Hotel" was a factor that justified its projecting a significant demand for
the estate lots. (PX 25 at 55).
Finally, without making any reference to its earlier discussion of
its survey results showing that the values for all types of property had
dropped, Cushman projected no discounts of lot prices, and concluded
that all the remaining lots would be sold at list price. That conclusion
was suspect on its face, and (to repeat) it was based on the incorrect
assumption that the previously sold lots were sold at full list price, and
Cushman's unawareness of the fact that Federated had deliberately
overpriced certain lots. (PX 25 at 53).
For these reasons, the defendants have failed to persuade the Court
that Cushman's valuation, upon which the Committee relied in deciding
to pay the full appraisal value, was reliable evidence that $42.9 million
was a fair price for the Mirada.
3.

The 1991 Buss Appraisal

[50] Finally, the defendants rely upon an appraisal of the Mirada
performed by Buss-Shelger Associates (the "1991 Buss appraisal"), as
evidence that the 1991 Exchange price was fair. That argument is
puzzling, because the 1991 Buss appraisal valued the Mirada as of
June 1, 1991 at $39.3 million-$3.6 million less than the purchase price.
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Even if that appraisal were accepted at face value, it shows that
MAXXAM overpaid for the Mirada by at least $3.6 million."

The Court concludes, for the above reasons, that the defendants
have failed to prove that the purchase price MAXXAM was caused to
pay for the Mirada in the 1991 Exchange transaction was entirely fair.
B.
THE FAIRNESS OF THE 1991 EXCHANGE:
DEALING

FAIR

Having addressed the fairness of the purchase price, the Court next
considers the adequacy of the process by which that price was
determined. In this case, the infirmities in the process employed by the
Special Committee shed light on how MAXXAM came to purchase the
Mirada at an excessive price.
1)

The Initiation and Timing of the Exchange

Federated wanted to sell the Mirada because it had concluded that
the project was a failure and that Federated would not receive a
significant return if it made any further investment in that property. It is
undisputed that in late 1990, Federated approached MAXXAM and
proposed (among other possibilities) a purchase of the Mirada. (Stip.
Fact 21). It is also undisputed that Munitz had already approached
several appraisal firms during the fall of 1990, before the MAXXAM
Board meeting called specifically to consider the Federated purchase
proposal.
During this period the Mirada had been foundering. No lots had
sold after August 1990, no lots were being held in escrow, and no
prospective purchasers for the villa and townhome sites were on the
horizon. The 1987 Loans had been drawn down almost to their limit and
would fall due in a year and a half. As Dr. Munitz testified, one reason
why Federated was unwilling to invest additional money was Hurwitz's

3'The defendants claim that the 1991 Buss appraisal value establishes that the 1991

Exchange price was fair because it fell within the range of the $42.9 million that MAXXAM
actually paid, and because there is "no single price that all persons could agree constitutes a
'fair' price" (citing Kahn v. Tremont Corporation. Mem. Op. at 21). That argument fails to
confront the fact that had the Committee waited until 1992 and foreclosed on the loans,
MAXXAM could have brought the property for near the $34 million accrued debt.
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judgment "as to whether there was a likely payoff." (Munitz Tr. 155).
Given this record, Federated's considerable self interest in unloading the
Mirada project is undeniable.
2)

Federated's Misdisclosures to Cushman

[51] As discussed earlier, Federated failed to disclose certain material
information to Cushman, and disclosed to Cushman other information that
was misleading or inaccurate. Those misdisclosures impacted Cushman's
valuation of the Mirada, upon which the Special Committee relied in
formulating its negotiation strategy and deciding what price MAXXAM
would pay. As a result of Federated's misdisclosures and omissions to
Cushman, the Cushman appraisal of the Mirada was inflated and,
consequently, so was the price MAXXAM ultimately paid. The result
was to advantage Federated unfairly at the expense of MAXXAM's
minority shareholders.
3)

The Special Committee Decision
to Purchase the Mirada

[52] Critical to any analysis of fair dealing is the quality of the Special
Committee's decisionmaking process. The defendants contend that that
process was deliberate and fair. The plaintiffs respond that the Special
Committee never seriously deliberated Federated's proposal, and that its
process was "window dressing" for a decision that from the outset had
been a foregone conclusion.
The decision to begin discussions with Hurwitz was made at the
March 15, 1991 Committee meeting, the minutes of which reflect that
Governor Connally viewed the Peat Marwick study as support for his
position that MAXXAM should take over the Mirada. (PX 32F). Mr.
Seidl appears to have agreed.3 2 Although some Committee members
expressed reservations that it would be premature to negotiate price at this
point, Connally persuaded the Committee to authorize him to begin
negotiations with Hurwitz over a "range of possible values." Importantly,
the minutes reflect no discussion of MAXXAM's other option: to do

32See PX32F at 12284 ("Chairman Connally said that the Peat Marwick
study indicates
to him that MAXXAM needs to acquire the property and fully take charge in order to make
sure that its in the best position with respect to its investment); Id.at 12285 ("Dr. Seidl said
...he agreed with Chairman Connally's view that the primary value of the Peat Marmick
study was to advise MAXXAM how to manage and market the property if it acquires the
same'). See also PX 32G.
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nothing and foreclose when the loans fell due in 1992. Although Dr.
Seidl testified at the trial that the Committee considered the option of
foreclosure (Tr. 1617-18), the absence of any contemporaneous
documentation of this crucial point creates doubt whether, or to what
extent, that option was in fact considered. In any event, by March 15,
1991, before it had received Cushman's final appraisal, the Committee
had already decided to purchase the property.
4.

The Special Committee's Use of Experts

Having decided that MAXXAM should acquire the Mirada, the
Special Committee then engaged its experts to assist it in determining
what the purchase prices should be. As discussed earlier, the Committee
first engaged Cushman, which furnished a generous--but facially
inconsistent--$42.9 million valuation. The Committee then deployed
other experts to critique Cushman's appraisal. After hearing the
criticisms of its other experts, the Committee then, it appears, credited
those expert conclusions that supported Cushman's appraisal and
disregarded or discounted those which did not. Those experts'
conclusions, and how the committee treated them, are next discussed.
a)

Peat Marwick

Peat Marwick's marketing study denigrated the Mirada's prospects
more harshly than did Cushman. Peat Marwick reported that (i) even
with improved management the Mirada had only a 25% probability of
achieving the absorption rates Cushman had assumed, and (ii) even under
improved management, the most likely scenario was an absorption rate
of 5-6 lots per year, as contrasted with Cushman's projection of 9-11 lots
per year. Peat Marwick repeated its conclusions in its presentation at the
April 17, 1991 Special Committee meeting.
The defendants insist that they justifiably dismissed Peat Marwick's
analysis as an effort at self-promotion, to garner the more lucrative
engagement of marketing the project. The defendants also point to
"obvious" mistakes in Peat Marwick's report, as well as language in the
Peat Marwick engagement letters claimed to evidence Peat Marwick's
ulterior interest in offering additional services. (Se DX 84, DX 81).33

"For example, Peat Marwick concluded that the absence of a security wall would be
a problem - a conclusion defendants claim was erroneous because the Mirada was located at
the top of hills that could only be accessed by a single road with a full-time security gate. (DX
82 at 27).
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The defendants' present litigating position-that the Peat Marwick
study lacked credibility-is nowhere reflected in the Special Committee
minutes. To the contrary, those minutes repeatedly cite the Peat Marwick
study as justification for MAXXAM assuming control of the Mirada.
Thus, the defendants' present criticism that the Peat Marwick study
lacked integrity is without contemporaneous documentary support. What
the documentary evidence does show is that the Special Committee
accepted Peat Marwick's view that stronger marketing programs were
needed to justify MAXXAM acquiring the property, but disregarded Peat
Marwick's pessimistic absorption rate conclusions.
b)

First Boston

First Boston submitted a separate critique of the Cushman
appraisal, finding that it was "more towards the higher end of the current
range of reasonable values." (PX 32J). First Boston did not conduct an
independent appraisal, but instead relied on the information set forth in
Cushman's appraisal. Based on that information, First Boston concluded
that the range of values should be $35,639,000 to $45,884,000, as
contrasted with Cushman's valuations range of $39,985,000 to
$64,890,000 (DX 53 at FBC002498).
Again the Special Committee appears to have treated this critique
selectively. Rather than focus on First Boston's conclusion that
Cushman's appraisal was at the high end of a reasonable range (which
implied that MAXXAM should pay less than the Cushman valuation), the
Special Committee chose to credit First Boston's conclusion that
Cushman's appraisal was somewhere within the range of reasonableness.
c)

Lewis & Howard

Despite having had the benefit of the documented critiques of Peat
Marwick and First Boston, the Committee relied upon an oral critique by
Lewis & Howard, which was the only expert that unconditionally
endorsed the Cushman appraisal.34 Lewis & Howard found that the
market study portion of the Cushman appraisal was unduly negative,
because it failed to account for the positive effect of the ending of the
Gulf War and attributed too much competitive impact to a nearby

"Lewis & Howard was the appraisal firm Governor Connally had unilaterally selected.
although the committee relied upon Lewis & Howard, the defendants have not introduced any
document that evidenced Lewis & Howard's critique or its basis or what preparatory work that
firm actually performed.
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development, Big Horn. (PX 32J at 6). Nonetheless, Lewis & Howard

concluded that Cushman's valuation was reasonable. Lewis & Howard
also criticized the Peat Marwick study for its excessive focus on

MAXXAM's historical absorption rate and for not giving sufficient
valuation credit to a stronger marketing program. (PX 32J at 7).
5.

The Negotiations Between the
Special Committee and Hurwitz.

[53] After hearing from the experts, the Committee authorized Messrs.
Connally and Seidl to negotiate a purchase of the Mirada at a price not
to exceed Cushman's $42.9 million appraisal value. How the price was
negotiated with Hurwitz creates cause for concern. The defendants claim
that the negotiation process was fair and active. As evidence, they point
the Committee's rejection of the proposal to purchase all of Federated's
assets, and of Hurwitz's first offer to sell the Mirada at a price above
Cushman's appraisal value. To be sure, that is some evidence of a true
ann's-length negotiation. It is not sufficient, however, to persuade this
Court that the balance of the negotiations were consistent with what truly
independent negotiators trying to protect the interest of the MAXXAM
minority would have sought or achieved.
[54] The defendants offered little evidence of what specifically took
place during the bargaining between Connally, Seidl and Hurwitz over
the purchase price. All Seidl could specifically remember was that he
made a "take-it-or-leave-it" offer at the full appraisal value and that Mr.
Hurwitz took it. Tr. 1548, 1636-37.15 That, without more, is simply
inadequate to demonstrate that Seidl and Connally made reasonable
efforts to use MAXXAM's considerable leverage as lienholder to
negotiate the lowest available purchase price.

[55] For these reasons, the Court is unable to conclude that the
Committee's conduct and process replicated what an independent thirdparty would have done in deciding whether or not to purchase the Mirada
and in negotiating the lowest available price. Accordingly, the defendants

"3Thecommittee agreed to pay the full Cushman appraised value even though it had
been advised that the potential to structure the transaction in a manner that would provide a tax
benefit to Federated might serve as leverage to persuade Federated to agree to a lower purchase
price.
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have not shown that the purchase price of the Mirada was the product of
fair dealing, or that the 1991 Exchange was entirely fair to MAXXAM.
IV. REMEDY
Finally, the Court next turns to the matter of remedy. The
plaintiffs seek the remedy of rescissory or, alternatively, out of pocket,
damages. The defendants argue that if damages are to be awarded, only
out-of-pocket damages are appropriate. The computation of damages
under each measure is hotly disputed. I summarize the parties' positions
on these subjects, but only as predicate for concluding that a
determination of remedy must await further proceedings.
A.

The Plaintiffs' Damages Contentions

The plaintiffs seek rescissory damages, measured by the value of
what MAXXAM gave to Federated, less the value of what MAXXAM
received from Federated in return, plus interest to the date of trial. To
calculate the value of what MAXXAM gave to Federated, plaintiffs
include (i) the monies MAXXAM paid out plus accrued interest in
connection with the 1987 Loans, plus (ii) the consideration paid above
and beyond the outstanding debt MAXXAM forgave in the 1991
Exchange, but exclude (iii) the credit MAXXAM received in 1991 for its
25% profit participation. From that resulting figure, plaintiffs then
subtract the payments MAXXAM received from the post-1991 Mirada lot
sales. Finally, from the total of these sums (and in an effort to replicate
a "true" rescission wherein Federated would actually take back the
Mirada), plaintiffs deduct their contended-for value of the Mirada as of
the date of trial. By this process, plaintiffs calculate their claim for
rescissory damages at $64,728,377 (representing what MAXXAM paid),
less $15,314,453 (representing what it received), for a total of
$49,413,924.
In the alternative, the plaintiffs claim "out-of-pocket" damages,
which they calculate as follows: 3 6 The 1987 Loans required $34 million
of collateral to secure a $20 million loan, yielding a collateral-to-loan
ratio of 1.7 to 1. Applying that ratio to the entire 1987 Loan package
(including the additional $5 million golf course loan) the plaintiffs
contend that the 1987 Loans should have been collateralized by property
valued at $42.5 million. After making certain adjustments to the Blee &

16See Oral Arg. Tr. 96-98.
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Stark appraisal value, and adding it to the collateral value of the golf
course property, the plaintiffs calculate an actual collateral value of $22
million.
Thus, plaintiffs contend, the 1987 Loans were undercollateralized by approximately $20 million, which they claim is the
proper measure of their out-of-pocket damages. To that figure, the
plaintiffs then add the $7 million of additional consideration MAXXAM
paid in 1991, for a total out-of-pocket damages claim of $27 million, plus
interest.
B.

The Defendants' Damages Contentions

In response, the defendants first contend that an award of rescissory
damages would not be justified. The reason, they urge, is that (1) there
is no evidence that any defendant was motivated in either transaction
other than to further the best interests of MAXXAM and its stockholders;
and (2) to award rescissory damages would produce an inappropriately
harsh result in this case. The defendants also argue that rescissory
damages cannot be computed with respect to the 1987 Loans, because (i)
no harm could have occurred until the 1991 Exchange, since at that time
the 1987 Loans were not due, and (ii) the 1987 Loans were fully
discharged in 1991 and, hence, no damages were sustained up to that
point."
Finally, the defendants contend that the Court should award only
the out-of-pocket damages, if any, MAXXAM incurred in the 1991
Exchange. In that connection, defendants urge that even if the Court
rejects the Cushman appraisal and First Boston's conclusions, the Court
should accept the 1991 Buss appraisal and on that basis award out-ofpocket damages of approximately $3 million, plus interest.
C.

The Bifurcated Approach to Damages

[56] Having considered the parties' multitudinous and complex damages
arguments, the Court concludes that the most prudent course is to
bifurcate this proceeding, i&,e determine liability in this Opinion" and the

'7The defendants also argue that the plaintiffs' rescissory damage calculation contains
basic errors, such as including the portion of the borrowed funds that Federated invested in the
Mirada, in the amount that MAXXAM gave up. In addition, the defendants argue that any
rescissory damage calculation should be based on the defendants' expert's appraisal, and not
the plaintiffs' expert's appraisal, which (defendants claim) was fatally flawed.
"Because the Court reaches no conclusion as to damages in this Opinion, it does not
address (and defers to a later time) the defendants' arguments that Leone, Rosenberg and Seidl
are exculpated from liability by MAXXAM's Certificate of Incorporation.
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appropriate remedy at a later stage. I so conclude for two reasons. First,
in its earlier Pre-Trial Order granting a motion in jjrnn. the Court
precluded the plaintiffs from seeking rescission. That motion, the Court
now believes, may have been improvidently granted. Second, the
computation of damages could differ depending on whether or not the
Court's determination of the validity of the 1987 Loan claims is upheld
on appeal. As explained more fully below, it may not be efficient to
resolve the damage issues before the parties (should they so decide)
obtain an appellate review of the various pretrial procedural and
substantive determinations reached in the Court's earlier Opinions.
1.

The Alternative of "True" Rescission

Any calculation of damages will necessarily require the Court to
determine the value of the Mirada, potentially as of two different points
in time. That task will be difficult because the competing appraisals are
far apart and because many key assumptions underlying each are hotly
contested. Understandably, any court would be hesitant to perform such
a complex valuation exercise if it could be avoided.
With that in mind, the Court is reassessing whether it should have
foreclosed the remedy of "true" rescission, in which MAXXAM would
actually give back the Mirada to Federated, rather than Federated
receiving credit for the Mirada's judicially determined value. One virtue
of rescission is that it would eliminate the need for the Court to
determine the value of the Mirada, with its many pitfalls and attendant
uncertainty risk. That approach would also obviate defendants' argument
that a rescissory damages award would be unfair, because under that
scenario MAXXAM would own the property and receive the benefit of
any upswing in its value if and when the real estate market recovers. If
"true" rescission were granted, Federated would receive that benefit.
The Court is mindful that its Pre-Trial Order dated December 22,
1995, precluded the plaintiffs from seeking rescission. That Order was
entered because the plaintiffs had represented, in their initial answers to
interrogatories, that they would not be seeking rescission. The defendants
claimed that they would be prejudiced if the plaintiffs were permitted to
change their position and seek rescission at a date so close to trial? ' At
that point, the Court was not aware of the complexities of the valuation
issues and how they might be avoided if rescission were available as a

"See NL Plaintiffs' Response to Defendants' Second Set of Interrogatories; Plaintiffs'
Response to Defendants' First Set of Interrogatories; Defendant's Motion in Limincto Preclude
Rescission as a Remedy.
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potential remedy. Having now a firmer grasp of these issues, the Court
is inclined not to delve into the complex valuation disputes that the
parties' hypothetical rescissory and other damage calculations would
entail, without first having the benefit of the parties' views as to (i)
whether true rescission is feasible, and (ii) if so, the merits and demerits
of that remedy.
2.

The Calculation of Damages

There is a second reason why the damage issues should not be
decided now. This litigation has been lengthy and procedurally complex,
generating multiple Opinions by this Court. The 1987 Loan claims have
survived motions to dismiss based on complex statute of limitations and
standing defenses.4" Given the parties' considerable investment in this
litigation and what is at stake, it is not illogical to surmise that one side
or the other (or perhaps both) would appeal any judgment. Although this
Court believes that its prior rulings are correct, it recognizes, as any trial
court must, that those rulings are subject to appeal and that any appeal
carries with it the possibility of reversal.
In this case, a reversal either in whole or in part could render any
determination of damages superfluous. Obviously, a reversal of the
liability determination on both the 1987 and 1991 claims would end the
matter. But even if there were a partial reversal, an assessment of
damages for the 1987 and 1991 claims taken together as a package could
differ from a damages award based upon the 1991 claims alone. If the
1987 Loan claims were eliminated by a reversal on appeal, that also
might affect the feasibility of "true" rescission. Finally, any assessment
of damages for the 1987 and 1991 claims together may require a complex
apportionment among the various defendants that otherwise might not be
required if damages were determined for the 1991 claims alone.

Counsel are requested to confer with the Court about further
proceedings in this case, and to address the foregoing issues, including
the possibility of an appeal and supplementing the record should the
December 22, 1995 in limine Order be vacated.

"'See In re MAXXAM. Inc.Federated Dev. Shareholders Litig., Del Ch., C.A. Nos.
12111 & 12353, Jacobs, V.C. (June 21, 1995); In re MAXXAM, Inc./Federated Dev.
Shareholders Litig., C.A. Nos. 12111 & 12353, Jacobs, V.C. (September 10, 1996).
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ORBAN v. FIELD
No. 12,820
Court of Chancery of the State of Delaware,New Castle
April 1, 1997
Plaintiffs, holders of common stock of Office Mart Holdings
Corporation, brought suit against the defendants, the Office Mart board,
as a result of a merger where preferred stockholders received
consideration in accordance with the preferences of the preferred
stockholders and where common stockholders received no proceeds from
the merger due to an insufficient merger consideration. Plaintiffs claimed
that the defendant board breached their fiduciary duty of loyalty to the
common stockholders because the defendant board, which was controlled
by holders of preferred stock, exercised corporate power against the
common and in favor of the preferred. Plaintiffs further asserted that the
merger agreement, which included a payment to the Office Mart CEO,
constituted a breach of loyalty and waste. The defendants argued that
summary judgment was proper because the board's actions constituted no
violation of fiduciary duty because the actions were legal and necessary
to culminate a merger in the best interest of Office Mart.
The court of chancery, per Chancellor Allen, found that there was
no evidence upon which a fact finder could conclude that the board's
actions represented a disloyalty to the common stockholders. Moreover,
the court declared that the board established the reasonableness of its
actions. With respect to the second claim of breach of loyalty and waste,
the court again found no triable issue or evidence of waste. Accordingly,
the court granted summary judgment in favor of the defendants on both
claims.
1.

Judgment

e

181(2)

When there is no fact material to appropriate legal analysis in
dispute, the moving party is entitled to summary judgment.
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310(1)

When a breach of the duty of loyalty is asserted, the board has a
burden to establish either the reasonableness of its actions or its fairness.
3.

=

Corporations

310(1)

The business judgment rule reflects a deference to a judgment
made by the board of directors.

4.

Corporations

t

310(1)

A board may deploy corporate power against its own shareholders
in circumstances where the greater good justifies the action; however,
when this occurs, the board should be required to demonstrate that it
acted both in good faith and reasonably.
5.

Corporations
Judgment

=

310(1)

m 185(2)

The burden is upon the party moving for summary judgment to
show that their conduct was taken in good faith pursuit of valid ends and
was reasonable in the circumstances.
6.

Corporations
Judgment

Om

O=, 310(1)
185(2), 185(6)

The test, where a party moving for summary judgment must show
that their conduct as a board was taken in good faith pursuit of valid ends
and was reasonable in the circumstances, is consistent with summary
adjudication where no material facts are in dispute or disputed facts may
be assumed in favor of the nonmoving party.
7.

Corporations

=

310(1)

The approval of disinterested directors and shareholder ratification
would ordinarily provide a recapitalization with the protection of the
business judgment rule.
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2

Corporations

310(1)

A board may elect to repudiate a contractual obligation where to
do so provides a net benefit to the corporation.
9.

C= 310(1), 587

Corporations

Where a board makes a decision respecting the existing legal
preferential rights of the preferred stockholders, the board will not be
deemed to have breached a duty of loyalty to common stockholders who
had no legal right to a portion of a merger consideration either under
Delaware law or the corporate charter.
10.

Judgment

L

185(2)

For a motion for summary judgment, all facts are to be viewed in
favor of the nonmoving party.
11.

Corporations

t

310(1)

A decision will fail to qualify for business judgment review only
where the decision maker lacks independence, which typically includes
financial self-interest.
12.

Corporations

w 310(1), 587

Self-dealing by a board, which is controlled by holders of preferred
stock, with respect to a payment decision challenged by common
shareholders will not be found where the preferred stockholders received
less than their liquidation preference in merger consideration.
13.

Corporations

v 310(1), 587

A decision by a board, which is controlled by holders of preferred
stock, to make a payment during a merger to the CEO/director of the
corporation is not self-dealing where had the payments to the
CEO/director been redirected to merger proceeds, the payments would
have gone to the preferred stockholders, which in essence means that the
board was agreeing to payments to the CEO/director from their own
money.
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308(5), 310(1)

Where a payment decision has been approved by a majority of
disinterested directors, the decision is entitled to the protection of the
business judgment rule.
15.

2

Corporations

310(1), 312(7)

A payment protected by the business judgment rule will not be
found to constitute an improper payment unless the challenging
shareholder can prove that no informed person could in good faith believe
the payments to be advantageous to the corporation.
16.

Corporations
Judgment

C

m 310(1), 320(1)
185(5), 185(6)

Although a determination of whether a payment constitutes waste
is an inherently factual inquiry which is difficult to determine on a
summary judgment motion, there are some cases in which a set of facts,
if true, may be said as a matter of law not to constitute waste.
17.

Corporations

m

310(1)

The very narrow waste standard is not satisfied where no evidence
is presented suggesting that the challenged payments were excessive,
where there is evidence that the consideration paid was at the low end for
what the payee was relinquishing in the noncompete agreement, and
where the payee waived two substantial contractual rights significantly
affecting his short-term future employment opportunities in exchange for
the challenged consideration.
18.

Corporations

2

308(10), 310(1)

Past services that give rise to no legal obligation cannot properly
be the basis of any payment by a corporation, because it is considered a
waste; however, dubiousness arises in a situation where the board is
disinterested and the employer or officer continues to serve.
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= 3 10(1)
185(5)

Defendants are entitled to summary judgment on claims relating to
payments in a merger agreement to the CEO/director of the corporation
allegedly constituting a breach of loyalty and waste where the payments
were well within the board's business judgment and could not be
characterized as a waste.
Joseph A. Rosenthal, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware; and Lowey Darmenberg Bemporad &
Selinger, P.C., White Plains, New York, of counsel, for plaintiffs.
Jesse A. Finkelstein, Esquire, of Richards, Layton & Finger, Wilmington,
Delaware; Chaim T. Kiffel, Esquire, of Kirkland & Ellis, Chicago,
Illinois, of counsel; and Terrence J. Galligan, Esquire, and C. Mark
Pickrell, Esquire, of Kirkland & Ellis, New York, New York, of counsel,
for defendants.
ALLEN, Chancellor
This is a stockholders' suit brought by certain holders of common
stock of Office Mart Holdings Corp. ("Office Mart"). The suit arises out
of a series of transactions culminating in a June 23, 1992 stock-for-stock
merger between Office Mart and a subsidiary of Staples, Inc. The first
of the transactions was a November 15, 1991 recapitalization in which,
in exchange for forgiveness of principal and interest of outstanding notes,
Office Mart creditors accepted a package of securities including common
stock warrants and a new Series C Preferred stock. The second step was
board action of May 1992 facilitating the exercise of certain warrants
held by the holders of preferred stock. The concluding transaction was
the merger with Staples. In that merger, various classes of Office Mart
preferred stock were entitled to liquidation preferences that together
exceeded the value of the consideration paid. Thus, the Office Mart
common stock received no consideration in the merger. The merger was
an arm's-length transaction and it is not contended in this suit that the
price paid by Staples was not a fair price or the best price reasonably
available.
In summary, the claims made are now two. First, it is asserted that
the Office Mart board breached its duty to the common stock by
facilitating steps that enabled the holders of preferred stock to exercise
warrants that enabled the preferred to overcome a practical power that the
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common held to impede the closing the merger. This claim in essence
asserts that the board, which was controlled by holders of preferred stock,
exercised corporate power against the common and in favor of the
preferred and, thus, breached a duty of loyalty to the common. Second,
it is asserted that the merger agreement which provided for the payment
of some $2 million to Office Mart, CEO, Stephen Westerfield, constituted
a breach of loyalty and a waste.
An earlier version of the complaint which included claims of
undisclosed merger negotiations survived a motion to dismiss on the
stated ground that, in light of the then recent Delaware Supreme Court
holdings in Cede & Co. v. Technicolor, Inc., Del. Supr., 634 A.2d 345
(1993) and In re Tri-StarPicturesLitig., Del. Supr., 634 A.2d 31 (1993),
the fact that it appeared that the plaintiff was not injured financially by
the recapitalization or the merger - did not itself mean that the
complaint did not state a claim upon which relief might be granted. See
Orban v. Field, Del. Ch. C.A. No. 12820, Allen, C. (Dec. 30, 1993).
Extensive discovery has now occurred and an amended complaint,
which no longer contains claims concerning undisclosed negotiations, has
been filed. Defendants have moved for summary judgment.
[1-2] For the reasons that follow, I conclude that no fact material to the
appropriate legal analysis is in dispute and that defendants are entitled to
judgment as a matter of law. With respect to the first claim, I conclude
that there is no evidence upon which a fact finder could conclude that the
board's actions (as explained below) in facilitating the exercise by holders
of preferred stock of their legal rights to exercise warrants represented a
disloyal act towards the common stock. Even assuming, as I do, that in
facilitating the exercise of the warrants in these circumstances (where the
warrants were used to overcome Mr. Orban's resistance to the merger)
the board has a burden to establish either the reasonableness of its actions
or its fairness, the record is, in my judgment, entirely consistent with that
conclusion and wholly inconsistent with the opposite conclusion.
[3]
With respect to the second claim -- waste or breach of loyalty
arising from Westerfield's consideration -- I conclude that the record
again does not raise a triable issue. The board that approved these
arrangements was dominated by preferred stock which was receiving less
than its liquidationpreference in the merger and if all of Westerfield's
consideration arising from the merger had been redirected into merger
consideration, it would have gone to the preferred, who still would have
received less than the amount of their preference. Thus, in approving
those payments to Westerfield those directors were fully entitled to the
deference that the business judgment rule reflects. Nor were the
payments such, when viewed in context, to even arguably raise the
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possibility of transgressing a "constructive fraud" or waste standard.
Thus, this claim too will be dismissed with prejudice.
I. Relevant Facts
George Orban, the principal plaintiff in this action, founded Office
Mart in 1987; served as its CEO until 1989; and as a director until March
1992. From 1987 to 1992, Office Mart developed and operated a chain
of Ten "WORKplace" office supply superstores in and around Tampa,
Florida. The company was, however, never well capitalized. That fact
became rather quickly apparent when the company sought to expand into
the California market in 1988, from which it was forced to retreat.
Capital-structure: Initially, the company was capitalized largely
with equity in the form of voting preferred stock from institutional
investors. Mr. Orban, who in this litigation, characterizes himself as a
"venture capitalist," invested only approximately $15,000 in exchange for
which he received all of the common stock. (Later other employees of
the firm came to .hold modest amounts of the common as well). The
substantial capital; came in several tranches from financial institutions.
2,422,750 shares of Series A preferred stock were issued in 1987 to raise
$2,950,000 in initial capital. In May 1988, an additional $17,084,080
was raised by the private placement of 6,833,632 shares of Series B
preferred stock.
All classes of equity voted together. Mr. Orban was the largest
holder of common stock1, however, he held only 14.32% of the total
voting power. Series A and Series B preferred stockholders held 22.59%
and 63.18%, respectively, of the company's total voting rights. Both
classes of preferred stock were convertible into common stock and
entitled to vote on an as-converted basis, both had anti-dilution rights and
possessed liquidation preferences payable in the event of a merger.2 The
common stock, of course, had no such rights.
Continuing need for long term capital: Relatively early on, by
June 1989, Office Mart's board was forced to conclude that it either had
to find additional capital to pursue an aggressive growth strategy, or had

Mr. Orban's 1,417,500 shares of common stock, purchased for less than S15,000,
together with the 74,724 shares of common stock held by the other plaintiffs to this action,
constituted 96% of the company's common stock. In addition to common stock, Mr. Orban
held 82,500 shares of Series A preferred stock through an investment vehicle, Orban Partners.
'In the event of a liquidation or merger, Series A shareholders would receive the return
of their original investment and Series B shareholders would be entitled to recover their
original investment and 9% interest, compounded annually, before any distributions could be
made to common stockholders.
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to sell the company. At that point, Mr. Orban resigned as CEO and
Stephen Westerfield agreed to assume the duties of CEO.3 He had had
no prior involvement with Office Mart. Mr. Westerfield began taking
steps to address these issues. The investment banking firm of Donaldson
Lufkin & Jenrette was hired to assist in these efforts, but no potential
investors or acquirors were identified and the financial position of the
company continued to worsen.
Recognizing that it would be difficult for Office Mart to borrow
necessary capital from commercial lenders, the company began to
consider means to attract additional capital from the company's current
investors. In April 1990, a group of Series B stockholders (including
affiliates of Prudential Insurance, and Manufacturers Hanover Bank)
provided the company with a $5.2 million line of credit in consideration
of the issuance by the company of its 13% secured notes and warrants to
acquire 40% of the company's fully diluted equity shares, exercisable at
a price of $1.39 per share. 4 The notes matured in three years (due on
March 31, 1993) but could be prepaid at par plus accrued interest.
Office Mart began to draw down its credit facility shortly after its
establishment. The company had difficulty from the beginning in
meeting the interest payments on the debt. In order to ameliorate this
situation in January 1991, an agreement was reached with creditors
pursuant to which the company's interest obligations were deferred, in
consideration of the grant of additional common stock warrants. The
warrants covered common stock equal to 1.75% of total equity for each
quarter of interest deferred, for a maximum of up to 10.575% of total
equity. Despite the credit facility and deferred interest agreement, Office
Mart continued to have financial difficulties throughout 1991.
The recapitalization: On September 5, 1991, Mr. Westerfield
recommended that a recapitalization plan be adopted in order to eliminate
the debt burden on the company's balance sheet. During a telephone

'Mr. Westerfield, an experienced former president of Silo Company, entered into an
employment agreement with Office Mart on May 2, 1989 which was unanimously approved
by the Board, including Mr. Orban. Pursuant to the agreement, Mr. Westerfield was guaranteed
a salary of not less than $175,000 and a bonus of $150,000 for his first year of employment.
In each subsequentyear, Mr. Westerfield's salary and bonus would increase by at least $10,000
and $15,000, respectively. Further, the agreement provided that if terminated without cause
before April 30, 1994, Mr. Westerfield would receive the remaining payments owed to him
under the employment contract. As will be discussed below, Mr. Westerfield's salary for the
two remaining years of his contract, subsequent to the merger, would have been $400,000 and
$425,000. In addition to the severance pay provision, the agreement contained a two year
non-compete clause.
4All of Office Mart's shareholders were offered an opportunity to participate in the debt
placement, but Mr. Orban and certain other Series B shareholders decided not to do so.
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meeting on September 27, 1991, Mr. Westerfield expressed his opinion
that the recapitalization was necessary for the company to continue as a
going concern; the board approved a proposed recapitalization plan at that
time. On November 14, 1991, the Board again unanimously voted on the
terms of the recapitalization, authorizing the company's officers to
effectuate the transaction on the following day. At that meeting, Mr.
Westerfield informed the Board that "there was no significant activity"
with respect to efforts that had been made to locate potential investors or
buyers of the company.
The material elements of the recapitalization plan: First, a new
senior, non-convertible Series C Senior Cumulative Redeemable Preferred
Stock was created. 5 In exchange for 5.2 million shares of the Series C
preferred stock and 2,136,976 new shares of common stock (equal to
more than half of all then outstanding common stock and equal to 10%
of the fully diluted equity of the company), the holders of the debt agreed
to its cancellation and released the company from the repayment of the
$5.2 million principal amount and $607,800 in accrued interest. Finally,
the company reduced the exercise price on the warrants issued to the
creditors in connection with the original extension of the $5.2 million
credit, from $1.39 to $0.75 per share.
Mr. Orban voted in favor of the recapitalization as a member of the
Board and, subsequently, in his capacity as a Series A preferred
stockholder. Although the common stockholders never were asked to
approve the recapitalization plan in a shareholders' vote, it went into
effect on November 15, 1991.6
As a result of the recapitalization plan, the following changes in the
company's capital structure were to be made. As to Mr. Orban, his
combined ownership of common and preferred stock was diluted from
13.27% to 2.54%. As to the common stockholders as a group, since the
total number of shares of common stock outstanding had been increased
from 1,548,411 to 3,685,387 shares, the percentage of voting power held

'In the event of a liquidation or merger of the company, the new Series C preferred
stock would entitle its owners to receive an initial preference of $7.5 million and a secondary
preference of $1.5 million to be paid only after $12 million had been distributed to the A and
B preferred stockholders. After the satisfaction of the secondary preference, the remaining
proceeds would first go to the A and B preferred stockholders in order to meet their still unpaid

liquidation preferences. The common stockholders would not receive any distributions until
all of these preferences had been satisfied in full.
'This Court has determined that the common stockholders %ere not legally entitled to
vote as a class on the recapitalization plan. See Orban, Mem. Op. at 19. The plan was
approved by the Board and holders of Class A and B preferred stock which together constituted
a majority of the total voting power of the company.
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by the holders of the pre-recap common was reduced from 14% to less
than 3%. As to the former creditors, the recapitalization was structured
to provide them with a potential for 50% voting interest in the company,'
with the Series A and B preferred stockholders now capable of voting
10.54% and 36.92% of the equity respectively, and with the remainder
3% voted by the common stockholders.
Here is where things get a little complicated: As mentioned
above, the Class A and B preferred stockholders, but not the common
stockholders, had anti-dilution rights. These rights were triggered by the
creation and issuance of the new Series C stock. In order to have the
recapitalization comply with the anti-dilution provisions, it would be
necessary to increase the total authorized shares to over 55 million. Since
Office Mart had only 25 million authorized shares of which 10.7 million
were outstanding, this would require an amendment to the corporate
charter which would be a nuisance, but not a practical problem since the
institutions owning the vast preponderance of the Series A and B
preferred stock could control the vote of all classes of stock. Instead of
this step, however, the Board decided to meet the anti-dilution obligation
by proportionatelyreducing the number of shares of each class of stock
outstanding. As part of this plan, the Board asked Mr. Orban to
surrender certificates for 874,708 of his common stock shares to the
company for cancellation. Mr. Orban, however, delayed in complying
and later refused to surrender the requested stock certificates.' Office
Mart's Board took no immediate action to remedy this problem which
only became significant many months later when Office Mart and Staples
entered into a merger agreement.
Acquisition discussions: Office Depot: On December 18, 1991,
shortly after the effectuation of the re.capitalization, Mr. Westerfield
reported to the Board continuing efforts to locate an investor. Office
Depot was one of several companies mentioned as a potential investor,
but no acquisition proposals had been offered yet. On January 30, 1992,
Mr. Westerfield received from Office Depot a conditional offer to acquire
Office Mart in a pooling of interest transaction for 548,000 shares of
Office Depot's common stock, the value of which was approximately $30
million at that time. The offer was contingent upon Office Mart agreeing

7

This 50% ownership was to be divided with 10% in the form of common stock and
40% in the form of warrants.
'Apparently, as will be discussed below, the Series A and B stockholders relied on the
assurance that Mr. Orban would surrender this stock and did not take any action to enforce
their anti-dilution rights at the time of the November capitalization or immediately upon his
refusal to surrender such shares.
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to a $2 million break-up fee, committing not to negotiate with other
potential acquirors, and accepting the proposal by the next day.
Determining that this proposal was unacceptable, the Office Mart Board
rejected it. The Board directed management to continue negotiations with
Office Depot and solicit offers from other companies in order to obtain
a more favorable offer. When by February 17, 1992 no definitive offers
had been received, the Board directed Mr. Westerfield to negotiate an
improved Office Depot merger deal. Mr. Westerfield scheduled a
meeting for February 26, but that meeting never occurred.
Acquisition discussions: Staples: The merger negotiations with
Staples occurred quickly, beginning with discussions between Mr.
Westerfield and the CEO of Staples, Thomas Steinberg, shortly after the
February 17 Board meeting. Competitive concerns with Office Depot
stimulated Staples' interest in Office Mart. On February 20, Steinberg
told Mr. Westerfield that Staples was interested in acquiring Office Mart.9
Mr. Westerfield replied that a deal would have to be negotiated by
February 22 due to his Board's request that he meet with Office Depot
to finalize a transaction the following week. The deal was then quickly
negotiated.
The material terms of the February 22 letter agreement:
Office Mart would be acquired by Staples in a stock for stock transaction,
providing Office Mart shareholders with substantially greater
consideration: 1,093,750 shares of Staples common stock, valued at $35
million as of February 21." Moreover, Staples agreed that $3 million of
Office Mart's own funds, as of the date of the merger, would be used to
satisfy pre-existing employment and other business obligations." The
number of shares to be received by Office Mart shareholders would only
be altered under one circumstance. If the value of Staples' stock dropped
below $28 million on the effective date of the merger, Office Mart would
have the right to terminate the agreement unless Staples provided
sufficient additional shares of stock to make the total consideration $30
million.

9
Apparently, Staplesbecame interested in acquiring Officemartas adefensive, strategic
measure, aimed at preventing its competitor Office Depot from doing a deal with Office Mart
which would strengthen its position in the Florida market. Staples had analyzed the company
as a potential acquisition target during the previous year, but had concluded in September 1991
not to go forward with such a transaction.
As of February 22, the cumulative preferences of the Series A, B, and C preferred
stock, equal to approximately $35,062,470, were greater than the merger consideration
contemplated on that date.
"As of January 30, 1992, Office Mart had approximately S6 million in cash.
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The Staples proposal was for a merger qualifying as a tax free
merger and for "pooling of interests" accounting treatment. In order to
assure that the transaction qualified for pooling of interest treatment,
Staples demanded a contract clause requiring that each class of Office
Mart stock approve the transaction with a 90% vote.
On February 21 and 22, telephonic meetings were held by the
Office Mart Board to discuss Staples' proposal. Mr. Orban was not
involved in the discussions because he was in Europe at the time and
could not be reached. The Board unanimously approved the proposed
agreement. The Board concluded, based on two years of searching for
an acquiror, that the proposal was superior to a deal with Office Depot,
and any other potential deals, in terms of the amount of consideration
received, and had the additional benefit that it would likely result in
fewer employee lay-offs than would alternatives. Mr. Orban was present
at a February 25 meeting of the Board when it ratified all of the actions
taken in entering into the letter agreement. The minutes from that
meeting state that the Board "unanimously agreed that the merger with
Staples was in the Company's best interests and that the terms were fair."
Three less central, but still significant elements of the merger were
negotiated between the signing of the letter agreement and definitive
merger agreement. First, and material to one of Mr. Orban's claims in
this action, the record shows that Staples initiated the inclusion of a noncompete agreement by Mr. Westerfield of wider scope and greater
duration than the non-compete clause in his employment agreement with
Office Mart. Instead of relying on the pre-existing two year non-compete
clause which only restricted Mr. Westerfield from working for discount
office supply retailers, Staples requested a five year worldwide noncompete agreement covering electronics and computer businesses as well.
After reviewing data concerning executive compensation and potential
lost opportunities of Mr. Westerfield, the Office Mart Board approved a
payment of $1.22 million to Mr. Westerfield in consideration for the noncompete. 2 Mr. Stermberg has testified that he would have paid up to $2
million to Mr. Westerfield for a non-compete on these terms.
Second, Mr. Westerfield executed a Disclosure Letter dated
February 24, which stated that of the $3 million of Office Mart funds that
were available to be paid to cover certain negotiated obligations, at least
$250,000 would be paid to employees, accrued investment banking fees

2Of the five members on Office Mart's Board, three members voted to approve this
payment: Mr. Field, Mr. MeGoodwin, and Mr. Falvey. Mr. Westerfield did not participate
in the Board vote or discussions due to his self-interest. Mr. Orban, who is now challenging
this payment, abstained from the vote.
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would be paid, and the balance would be distributed as directed by the
company.
Subsequently, Office Mart's Board, with Mr. Orban
abstaining, determined that the $3 million would be allocated as follows:
$430,000 as bonuses to certain key employees to induce them to continue
working after the merger, $525,000 to Donaldson Lufkin & Jenrette for
prior investment banking services, $825,000 to Mr. Westerfield for
termination of his employment agreement, and $1.22 million to Mr.
Westerfield for the non-compete.' 3
Third, the parties had to agree upon a stock allocation date upon
which to determine the proportionate distribution of the Staples shares to
Office Mart stockholders. Due to the fact that the total consideration was
of less value than the total preferred stock preferences, as of the date of
the letter agreement, this issue was particularly important to the common
stockholders. The common stockholders could only receive merger
consideration if the value of the Staples shares exceeded $35,062,470 the total amount of preferences to which the preferred were entitled - on
the stock allocation date. The Board elected the date of May 29, the date
of the signing of the definitive merger agreement. 4 In hindsight, we
know that the stock allocation date was inconsequential for the common
stockholders because they would not have received merger proceeds on
any of the possible stock allocation dates.
Dispute with Mr. Orban: In the interim between the letter
agreement and the signing of the definitive merger agreement, Mr. Orban
began to voice his objections to the deal in which the common stock
would receive nothing. A dispute between the company and Mr. Orban,
with regard to the pre-capitalization stock certificates still held by Mr.
Orban, provided him with a lever. As noted above, in order to assure
pooling of interest accounting treatment, Staples conditioned its offer on
the 90% approval of each class of Office Mart stock. The institutional
investors who owned the preferred stock owned common stock or
warrants sufficient to control a 90% vote, but because of the failure of
the company to complete either the pro-rata reduction of outstanding
shares or the increase in authorized stock necessary to fully satisfy the

1Mr. Orban contends that the two payments to Mr. Westerfield were actually a bonus
for negotiating the ftransaction with Staples. According to Mr. Orban, a S2.5 million bonus had
been contemplated at some point in the negotiations, but was not included as part of the deal
after it was contested by Mr. Orban.
"It appears that Mr. Orban abstained from the Board vote on this issue, but he cannot
recollect which date he favored. There is some indication that Mr. Orban proposed the closing
date of the merger but it was rejected by the Board because of practical considerations, such
as the company's need to disclose the merger consideration price in shareholder consent forms
to be executed prior to closing.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 23

Series A and B anti-dilution rights, it was not clear that Mr. Orban did
not still control more than 10% of the common stock. Thus, Staples
became concerned that Mr. Orban could be able to vote more than 10%
of the outstanding common stock against the merger since he had never
returned the requested shares to the company for cancellation. 5
In order to remedy this problem, members of the Board met with
Mr. Orban on March 19, 1992. Although the parties recollect the details
of this meeting in slightly different fashions, it is clear that negotiations
ensued in which Mr. Orban attempted to extract a payment of $4 million
from the company in exchange for his agreement to support the merger. 6
The Board, however, was unwilling to enter into serious negotiations with
Mr. Orban regarding the allocation of the merger consideration. Shortly
after this meeting, Mr. Orban resigned from the Board.' 7
Dilution of Mr. Orban's common stock interest: Instead of
continuing negotiations with Mr. Orban, the Board removed the
impediment to the closure of the transaction by facilitating the exercise
of warrants to acquire common stock by the Series A and B stockholders.
Several steps were required to effectuate this readjustment of
proportionate ownership. First, the company's certificate of incorporation
had to be amended to increase the authorized common stock from 25 to
56 million and preferred stock shares from 15 to 16.175 million. Second,
to compensate for the issuance of additional shares, the Board adjusted
the conversion ratio of the Series A and B and proportionately increase
the number of warrants held by the holders of Series C preferred.' 8
Third, the Board proportionately reduced the exercise price of the
warrants from $.75 to $.28726 in order to maintain the total exercise
price of $6.4 million. Finally, the Board authorized the redemption of
2,089,714 shares held by Series C preferred stockholders, on a non-pro

"'Infact, Mr. Orban would have held more than 10% of the common stock, regardless
of whether he had returned the pre-recapitalization certificates, unless the Series C preferred
stockholders exercised a portion of their warrants to purchase common stock. But either the
pro rata reduction in outstanding shares or an amendment authorizing the issuance of more
shares was necessary to fully allow for the satisfaction of the anti-dilution rights.
' 61t appears that Mr. Orban began the negotiations by requesting a payment of
approximately $4 million, but the company was unwilling to consider a payment in that range,
making a counter-offer of only $25,000.
'Mr. Falvey resigned from the Board as well, leaving only three members of the Board
when all subsequent actions were taken prior to the merger. The remaining directors were Mr.
Field, Mr. McGoodwin, and Mr. Westerfield.
"To protect the rights of Series C holders to exercise warrants sufficient to own 40%
of the company in common stock, the company issued additional warrants entitling them to
acquire 22,316,976 shares of common stock instead of only 8,547,906 shares.
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rata basis.' 9 In doing so, the company extended sufficient consideration
to the Series C holders ($3,013,995) to enable them to exercise warrants
to permit them, as a group, to hold more than 90% of Office Mart's
outstanding common stock.20 The aggregate effect of these steps was to
assure that Mr. Orban was entitled to vote less than 10% of the

company's common stock.
The merger: When Office Mart and Staples entered into the
definitive merger agreement on May 29, 1992, the agreement received the

approval of 90% of each class of outstanding stock. As of May 29, the
stock valuation date, the 1,093,750 shares of Staples common stock were
worth a total of $31,992,188.21 When the transaction closed on June 23,
that amount was used to allocate the merger proceeds to be distributed to

each class of Office Mart stock in accord with the preferences of the
preferred stockholders.'
Since the merger consideration was insufficient to satisfy all of the
contractual preferences of Office Mart's preferred stockholders, Mr.

Orban and the other common stockholders received no proceeds.

It

might be noted, however, that Mr. Orban would have received no
proceeds from the merger even if the recapitalization and related

transactions had never occurred.
Six months later, Mr. Orban filed this lawsuit challenging the

fairness of the transactions which resulted in the dilution of his common
T'wo of the Series C stockholders involved in the redemption and following warrant
transaction were organizations which were affiliated with Mr. Field and Mr. McGoodwAn. Mr.
Field was Chairman of Prudential Equity Investments Corp., the general partner of Prudential
Venture Partners II, a holder of Series C stock. Mr. McGoodwin was Senior Vice President
of Security Pacific Venture Capital Group which held Series C shares through its affiliate First
Small Business Investment Company.
"The Series C stockholders who participated in this transaction reduced the amount
of consideration received by them after the merger by approximately $140,000 because their
new 16,079,412 shares of common stock did not receive any merger proceeds. These
stockholders were willing to accept this loss, however, having been informed by Mr. Field that
the transaction was necessary to prevent Wr. Orban from attempting to block the merger.
According to Mr. Orban, to further induce the organizations with director affiliations to
participate in this transaction, the Board agreed to pay the organizations fees for the past
services of Mr. Field and Mr. McGoodwin of $95,000 and $55,000 respectively. However,
there is insufficient evidence that such payments were agreed to or made.
"The total value of the consideration had declined to $31,455,313 by June 23, 1992,
when the transaction closed. Therefore, if the company had agreed to use that date, suggested
by Mr. Orban, as the stock valuation date, it would not have benefitted the common
stockholders.
'10% of the merger consideration was placed in escrow to identify Staples and the
company in the event that, as anticipated, Mr. Orban initiated a lawsuit to challenge the merger
and prior transactions. The value of the 109,375 shares in escrow, which Mr. Orban claims
he is entitled to receive as damages, has substantially increased since the merger.
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stock interest in order to facilitate a merger in which only the preferred
stockholders received consideration and challenging the payment of
approximately $2 million to Mr. Westerfield.
I.

Analysis

Plaintiffs contend that the Board breached its fiduciary duty of
loyalty to the common stockholders by facilitating the exercise of legal
rights of preferred stockholders in transactions aimed at eliminating the
leverage of the common stockholders by diluting their ownership interest
below 10%.' The basic theory of Mr. Orban's case is that although the
common stock was practically under water (i.e., valueless in a liquidation
context) as of the spring of 1992, when evaluating the merger
consideration in relation to the preferred stock preferences, the pooling
provisionrequiringa 90% approvalvote of each class of stock gave Mr.
Orban stock a certain value. That value was destroyed when the Board
took actions to assist the preferred stockholders to exercise their warrants,
diluting the plaintiffs' common stock interest below 10%.
In response, defendants contend that the contested actions taken by
the Board did not constitute any breach of fiduciary duty because they
were legal and necessary to effectuate a merger in the best interest of the
company. Further, defendants argue that the business judgment rule
should apply to all of the challenged acts of the Board because the
directors neither stood on both sides of the transactions nor received
distinct personal benefits from such transactions.24 See, e.g., Cede & Co.
v. Technicolor, Inc., Del. Supr., 634 A.2d 345, 362 (1993); Aronson v.
Lewis, Del. Supr., 473 A.2d 805, 812 (1984). According to defendants,
all of the challenged acts of the Board were approved by a fully informed
majority of disinterested directors and then ratified by an informed
majority of the stockholders. Williams v. Geier, Del. Supr., 671 A.2d
1368 (1996).
[4-5] For purposes of this motion for summary judgment, I will assume
that the business judgment rule is not applicable to the actions challenged
by Mr. Orban's breach of fiduciary duty claim. Unquestionably in this
'There is no claim that the Board engaged in fraud or that the merger itself was not
in the best
interests of the corporation.
2
Defendants stress that the fact that a director represents a large shareholder of the
company is insufficient alone to find that a director was interested in the transaction. See
Citron v. FairchildCamera and Instrument Corp., Del. Supr., 569 A.A.2d 53, 65 (1989).
Although this is true even where other shareholders are in potential conflict with the affiliated
shareholder, it is inapplicable if there has been special treatment of the affiliated shareholders,
as is alleged in this case. Id.
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instance the board of directors exercised corporate power - most
pointedly in authorizing a non-pro-rata redemption of preferred shares for
the purpose of funding the exercise of holders of preferred stock of
warrants to buy common stock. That act was directed again the
common stock who found themselves with a certain leverage because of
the requirements for pooling treatment. A board may certainly deploy
corporate power against its own shareholders in some circumstances - the
greater good justifying the action - but when it does, it should be
required to demonstrate that it acted both in good faith and reasonably.
See Phillips v. Insituform, Inc., Del. Ch., C.A. No. 9173, Allen, C.
(Aug. 27, 1987); Unocal Corp. v. Mesa Petroleum Co., Del. Supr., 493
A.2d 946 (1985); see also Unitrin,Inc. v. American General Corp., Del.
Supr., 651 A.2d 1361 (1995). The burden is upon defendants, the party
moving for summary judgment, to show that their conduct was taken in
good faith pursuit of valid ends and was reasonable in the circumstances.
[6] While such a test is inevitably one that must be applied in the rich
particularity of context, it is not inconsistent with summary adjudication
where no material facts are in dispute or disputed facts may be assumed
in favor of non-movant. In my opinion, the record established, satisfies
the defendants' burden. See Celotex Corp. v. Catrett, 477 U.S. 317
(1986).
[7] As a preliminary matter, it is important to note that there is no
evidence, or even remaining allegation, thattheNovember recapitalization
was part of a scheme to deprive the common stockholders of
consideration in the subsequent merger. The recapitalization was legally
effectuated by the Board, validly altering the existing ownership structure
of the company." Certainly, when viewed as an isolated event, the
recapitalization was fair, authorized appropriately, and if it were to be
tested under a fairness test, it would satisfy that standard.
The subsequent conduct of the Board, while requiring a more
involved analysis, was, in my opinion, fair as a matter of law as well.
Duty of loyalty: Dilution of Mr. Orban's common stock
interest: Once Orban attempted to use a potential power to deprive the
transaction of pooling treatment, the Board was inevitably forced to
decide whether it would support the common stock's (Mr. Orban's) effort

The recapitalization was approved by Mr. Orban as a director and ratified by a
majority of Office Mart's shareholders. As was discussed above, this Court has already
determined that Mr. Orban had no legal right to a class vote on the recapitalization. Ordinarily,
the approval of disinterested directors and shareholder ratification would provide the

recapitalization with the protection of the business judgment rule.
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to extract value from the preferred position or whether it would seek to
accomplish the negotiated transaction, which it believed to be the
transaction at the highest available price.
[8]
Certainly in some circumstances a board may elect (subject to the
corporation's answering in contract damages) to repudiate a contractual
obligation where to do so provides a net benefit to the corporation. To
do so may in some situations be socially efficient. See, e.g., Richard
Craswell, ContractRemedies, Renegotiation, and the Theory of Efficient
Breach, 61 S. CAL. L. REv. 629 (1988). But it would be bizarre to take
this fact of legal life so far as to assert, as Mr. Orban must, that the
Board had a duty to common stock to refrain from recognizing the
corporation's legal obligations to its other classes of voting securities.2 6
[9]
To resolve this situation, the Board decided not to negotiate with
Mr. Orban, but rather to effectuate the transaction as intended, respecting
the preferential rights of the preferred stockholders. In my opinion, it
cannot be said that the Board breached a duty of loyalty in making this
decision.
Whereas the preferred stockholders had existing legal
preferences, the common stockholders had no legal right to a portion of
the merger consideration under Delaware law or the corporate charter.
The Staples' transaction appeared reasonably to be the best available
transaction. Mr. Orban's threat to impede the realization of that
transaction by the corporation was thwarted by legally permissible action
that was measured and appropriate in the circumstances. See Unocal,
supra.
Waste: Payments to Mr. Westerfield: Plaintiffs allege that both
the non-compete and employment severance payments constitute a
wrongful diversion of assets that could have otherwise been distributed
as part of the merger consideration. Further, Mr. Orban argues that the
directors who voted to approve these payments were indirectly interested
since they represented holders of preferred stock who did get something
out of the merger. Thus, he says the business judgment rule is
inapplicable.
[10-13]
As a preliminary matter, although all facts are to be viewed
in favor of the non-moving party on a motion for summary judgment, I
cannot accept Mr. Orban's contention that these payments were approved
by interested directors. A decision will fail to qualify for business

261n economic terms, Mr. Orban's position does not represent an allocatively efficient
transaction, the presence of which may make efficient breach socially desirable. Rather, it
could be preferable to deny the preferred their full liquidation preference (or the fullest amount
of it available) only on the assumption that, as a practical matter, Office Mart would not be
required to repair the loss with damages.
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judgment review only where the decision-maker lacks independence,
which typically includes financial self-interest. Grobow v. Perot, Del.
Supr., 539 A.A.2d 180, 187 (1988). There is no evidence of self-dealing
by the Board with respect to either of the challenged payment decisions.
Indeed, as noted at the outset of this opinion, the preferred stockholders
received less than their liquidation preference. If the payments to Mr.
Westerfield had been redirected to merger proceeds, they would have
gone to the preferred. Thus, far from being conflicted with respect to
this payment, they were in effect agreeing to payment from their own
money.
As to the compensation for Mr. Westerfield to enter into a five
year worldwide non-compete agreement, the amount of the payment was
determined by three directors who were disinterested. As to the payment
for the early termination of Mr. Westerfield's position as CEO of Office
Mart, the terms of the payment were set in a pre-existing employment
agreement which had been unanimously approved by a disinterested
board which had been unanimously which included Mr. Orban himself.
Mr. Westerfield, the only director with a pecuniary self-interest, was not
involved in the negotiation of either of these payments. The fact that Mr.
Westerfield was one of three directors to approve the definitive merger
agreement which effectuated these pre-determined payments is
insufficient to deprive these decisions of the business judgment rule.
[14-16]
Where, as here, a payment decision has been approved by
a majority of disinterested directors, it is entitled to the protection of the
business judgment rule.27 See Tate & Lyle PLC v. Staley Continental
Inc., Del. Ch., C.A. No. 9813, Hartnett, V.C. (May 9, 1988) Slip Op. at
17. A payment protected by the businessjudgment rule will not be found
to constitute an improper payment unless the challenging shareholder can
prove that "no informed person could in good faith believe [the
payments] to be advantageous to the corporation." Steiner v. Meyerson,
Del. Ch., C.A. No. 13139, Allen, C. (July 19, 1995), Slip Op. at 11.
Although a determination of whether a payment constitutes waste is an
inherently factual inquiry which is difficult to determine on a summary
judgment motion, there are some cases in which a "set of facts, if true,
may be said as a matter of law not to constitute waste." Lewis v.

7

It could be said that a majority of disinterested stockholders ratified these payments
as well as a majority of disinterested directors. A majority of each class ofshareholders voted
to approve the merger with Staples after being fully informed as to how the S3 million of

Office Mart cash was to be distributed as closing. This shareholder ratification further entitles
the payments to business judgment protection.
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March 11, 1997), Op. at 24. This is such a case.
[17] No evidence has been presented suggesting that the payments to
Mr. Westerfield were excessive. To the contrary, it appears from Mr.
Steinberg's statements that the consideration granted to Mr. Westerfield
for the non-compete was at the low end. The amount of consideration
paid to Mr. Westerfield, in exchange for his waiver of two substantial
contractual rights significantly affecting his short term future employment
opportunities, surely does not satisfy the very narrow waste standard.
[18] Rather than presenting evidence regarding the magnitude of the
payments, Mr. Orban has advanced two main arguments concerning the
propriety of the payments. First, Mr. Orban contends that these payments
were really an improper bonus. This argument is premised upon the
supposition that a disinterested board may not grant a reasonable bonus
for work well done. There is some authority for the assertion that past
services that give rise to no legal obligation cannot properly be the basis
of any payment by a corporation. To do so would be a waste, these
cases hold. This is a dubious principle in my opinion where the board
is disinterested and the employee or officer continues to serve. See
Zupnick v. Goizueta, Del. Ch., C.A. No. 14874, Jacobs, V.C. (Jan. 21,
1997).
In all events, the record here does not raise a triable issue as to
whether this payment was a bonus for past services. There is no question
but that Mr. Westerfield gave new consideration. Moreover, it is
indisputable that Mr. Westerfield's employment contract provides for the
granted severance payment in the event of early termination without
cause.
Second, Mr. Orban contends that Mr. Westerfield is not entitled to
a severance payment because he was not terminated without cause by the
company. While it is true that Mr. Westerfield maintained a consulting
and directorial relationship with Staples after the merger, he was stripped
of his job as Chief Executive Officer of Office Mart on account of the
merger.
The merger resulted in this loss and it appears to be
compensable under the executive's employment contract.
[19] In my opinion, both the non-compete and severance payments to
Mr. Westerfield were well within the Board's business judgment and
could not be characterized as a waste. Therefore, defendants are entitled
to summary judgment on Mr. Orban's claims relating to such payments.
*

*

*
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Based on the foregoing, defendants' motion for summary judgment
is granted. IT IS SO ORDERED.

SCATTERED CORP. v. CHICAGO STOCK EXCHANGE, INC.

No. 14,010
Court of Chancery of the State of Delavare,New Castle
April 7, 1997
Revised April 16, 1997
After plaintiffs' complaint was dismissed for failure to satisfy the
pleading requirements of Rule 23.1, plaintiffs appealed that dismissal to
the Delaware Supreme Court. Because the Delaware Supreme Court
found that the motions set forth by the plaintiffs raised factual issues, it
was remanded to this court. Plaintiffs contended that the decision should
be reversed due to defendants' counsel representation that the special
committee, who had investigated plaintiffs' demand, had been created by
the full board, not the executive committee, as the parties had previously
assumed. Plaintiffs also sought the disqualification of Foley & Lardner,
based on the fact that Foley & Lardner was representing both the
defendant corporation and the individual defendants in this action.
The court of chancery, per Vice-Chancellor Jacobs, denied
plaintiffs' motion with regard to the new fact that the special committee
was created by the full board because it was inconsequential.
Accordingly, this new fact did not alter the reasoning or result reached
in the prior dismissal. The court also denied the plaintiffs' motion to
disqualify Foley & Lardner, because Foley & Lardner had not represented
the individual defendants in this action and no appearance of impropriety
was found to exist.
1.

Appeal and Error
Corporations

C

r=,

837(9)
211(6)

In determining whether a new fact would change a prior decision's
reasoning, the new fact would be deemed immaterial to the reasoning or
result reached in an earlier opinion where the only legal issue was
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whether the complaint alleged particularized facts creating a reason to
doubt that the investigation by the special committee of the demand was
reasonable and conducted in bad faith, because the new fact, which was
that the special committee was created by the full board, has no logical
or legal bearing on the issue.
2.

Corporations
Pretrial Procedure

t
C-

320(7)
687

On a Rule 23.1 motion to dismiss, all well-pleaded facts in a
complaint are considered true. DEL. CH. CT. R. 23.1.
3.

Corporations
Pretrial Procedure

=

211(6), 320(7)
686, 689

For the purposes of a Rule 23.1 motion to dismiss, statements
incorporated by reference into a complaint are facts whose truthfulness
are to be assumed for purposes of the motion; therefore, if plaintiffs had
a factual basis to dispute these statements, their obligation was to plead
those facts in their complaint and rely on them when opposing
defendant's motion to dismiss, and if plaintiffs had no such contrary
facts, they cannot fill the gap by offering up improper inferences as a
substitute. DEL. CH. CT. R. 23.1.
4.

Appeal and Error

=

671(4), 837(9)

Because the plaintiffs' materiality argument of a new fact rests
upon an impermissible inference, the plaintiffs failed to show that the
new fact should alter the reasoning or result reached in a prior opinion.
5.

Attorney and Client

r

36(1)

Rules of Professional Conduct, which are enforced by the
disciplinary agency in a formal disciplinary proceeding, are not to be
subverted as procedural weapons during trial; therefore, absent
misconduct which taints the proceeding, there is no independent right of
counsel to challenge another lawyer's alleged breach of the rule outside
of a disciplinary proceeding.

UNREPORTED CASES

1998]

6.

C

Attorney and Client

21.20, 36(1)

A trial court would only have jurisdiction to entertain a
disqualification motion where the party seeking disqualification could
show, by clear and convincing evidence, that the attorney in question has
a conflict that will affect the fairness of the proceedings.
7.

Appeal and Error

Cw

1129

By abandoning their claim that the challenged attorney's alleged
conflict prejudiced the fairness of the proceedings and by abandoning
their contention that the alleged conflict impacts the court's prior opinion,
the plaintiffs arguably eliminated the need for the court to adjudicate any
facts, since any adjudication would have no impact on the merits of the
pending appeal.
8.

Attorney and Client

!

32(2)

The settled practice in Delaware reflects that no conflict arises in
having one law firm represent both the corporation and the individual
defendants on a motion to dismiss a derivative action.
9.

= 20

Attorney and Client

No appearance of impropriety will be found where there is no
conflict of interest existing between individual defendants and the
defendant corporation.
10.

Attorney and Client

-

20, 53(1)

Where plaintiff claims that dual representation creates an
appearance of impropriety, plaintiff has the burden to show that the
interests of those defendants are directly adverse.
11.

Attorney and Client

(=t

20

In the context of a claim that dual representation creates an
appearance of impropriety, directly adverse interests will not exist where
the defendant corporation's interest is identical to that of the individual
defendants.
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Robert K. Payson, Esquire, and Arthur L. Dent, Esquire, of Potter,
Anderson & Corroon, Wilmington, Delaware; C. Philip Curley, Esquire,
and Judi A. Lamble, Esquire, of Robinson, Curley & Clayton, P.C.,
Chicago, Illinois, of counsel; and Fred Foreman, Esquire, Leland W.
Hutchinson, Jr., Esquire, Elizabeth D. Sharp, Esquire, and Paul A. Hybel,
Esquire, of Freeborn & Peters, Chicago, Illinois, of counsel, for plaintiffs.
Stephen P. Lamb, Esquire, and Joel E. Friedlander, Esquire, of Lamb &
Bouchard, P.A., Wilmington, Delaware; and Maurice J. McSweeney,
Esquire, and James M. Caragher, Esquire, of Foley & Lardner,
Milwaukee, Wisconsin, of counsel, for defendant Chicago Stock
Exchange, Inc.
R. Franklin Balotti, Esquire, Robert J. Steam, Jr., Esquire, and Todd C.
Schiltz, Esquire, of Richards, Layton & Finger, Wilmington, Delaware,
for defendants Erwin E. Schulze, Homer J. Livingston, Jr., Allan A.
Bretzer, John L. Fletcher and David Sullivan.
JACOBS,

Vice-Chancellor

On July 12, 1996, this Court dismissed the complaint in this
derivative action for failure to satisfy the pleading requirements of
Chancery Court Rule 23.1. Specifically, this Court found that the
complaint did not plead facts sufficient to create a reasonable doubt that
the Executive Committee of the Board of Governors (the "Board") of the
Chicago Stock Exchange, Inc. (the "Exchange") had wrongfully refused
the plaintiffs' presuit demand. Scattered Corp. v. Chicago Stock
Exchange, Inc.. Del. Ch., C.A.No. 14010, Jacobs, V.C. (July 12, 1996,
revised, July 24, 1996) ("Opinion").
On August 9, 1996, the plaintiffs appealed that dismissal to the
Delaware Supreme Court. After briefing on appeal was completed, the
plaintiffs filed two motions. The first sought summary reversal, based
solely on a representation by defendants' counsel to the Supreme Court,
that the special committee of current and former Board members that
investigated plaintiffs' demand (the "Special Committee") had been
created by the full Board, not the Executive Committee, as the parties had
previously assumed. The second motion sought the disqualification of
Foley & Lardner, the Exchange's co-counsel ("Foley"), based on the
claimed fact that Foley was representing both the Exchange and the
individual defendants in this action.
The Supreme Court concluded that both motions raised factual
issues that should be resolved in the first instance by this Court.

1998]

UNREPORTED CASES

Accordingly, the Supreme Court, by Order dated December 6, 1996,
remanded the case to this Court and directed it to "conduct such inquiry
or hearing as it deems appropriate to resolve the factual issues presented
by the motions and the impact, if any, resulting from such factual
determinations upon the decision and order of the Court of Chancery
which is now before this Court on appeal." (Order at 3). Thereafter,
the parties conducted discovery and briefed the issues presented on
remand. The matter was orally argued on March 31, 1997.
This Opinion constitutes this Court's determination of the matters
called for by the Supreme Court's December 6, 1996 Order. Part I
addresses the issues presented by the disclosure, made for the first time
on appeal, that the Special Committee had been created by the full Board
(the "new fact"). Part II determines the factual issues implicated by the
defendants' motion to disqualify the Foley firm.
I.

IMPACT OF THE ' NEW FACT"
UPON THIS COURT'S DECISION
AND ORDER OF DISMISSAL

The background leading to the disclosure of the "new fact" is as
follows: After the plaintiff, Scattered Corporation ("Scattered"), made its
presuit demand upon the Exchange's Board, the Special Committee was
constituted for the limited purpose of investigating the demand. By letter
dated June 23, 1994, Mr. Edwin Schulze, Chairman of the Exchange's
Board ("Schulze"), advised Scattered that (i) the Executive Committee of
the Board had appointed the Special Committee to investigate the
allegations in the demand, (ii) the Special Committee had interviewed
over 25 individuals in connection with the investigation, and had
concluded that the plaintiffs' claims of wrongdoing were unsubstantiated,
and (iii) the Executive Committee, after being advised of the Special
Committee's recommendations and after deliberating, had decided not to
pursue the plaintiffs' demand.
In its Opinion this Court noted as a background fact, Schulze's
advice that the Special Committee had been appointed by the Executive
Committee. That background fact was, however, not material to the
Court's legal analysis or to its conclusion that the complaint should be
dismissed. This Court ruled that (i) by making the demand the plaintiffs
tacitly conceded the disinterest and independence of the Board, (ii)
therefore, the only issues to be decided were the good faith and
reasonableness of the Special Committee's investigation of the claims
alleged in the demand, (iii) the complaint did not allege particularized
facts sufficient to create a reasonable doubt as to the good faith or
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reasonableness of that investigation, and therefore, (iv) the plaintiffs had
not shown that the demand was wrongfully refused, for which reason
dismissal of the complaint under Rule 23.1 was required.
On appeal the defendants (appellees) discovered for the first time
that, contrary to the advice communicated in the Schulze letter to
Scattered, the Special Committee had been created by the full Board, not
the Executive Committee. The defendants promptly disclosed that new
fact to the Supreme Court, representing to the Supreme Court (and, on
remand, to this Court) that the Delaware Rules of Professional
Responsibility required that disclosure.
Those are the facts that underlie the first issue remanded to this
Court for determination. They are not disputed. The only matter that is
disputed is whether the new fact is material to the decision of this Court
that is the subject of the appeal, in the sense that it would change that
decision's reasoning or result.
[1]
In this Court's view, the new fact is immaterial to the reasoning or
result reached in this Court's July 12, 1996 Opinion. That is because on
the dismissal motion the only legal issue was whether the complaint
alleged particularized facts creating a reason to doubt that the
investigation of the demand was reasonable and conducted in good faith.
The investigation was conducted by the Special Committee. Whether the
Special Committee was created by the Executive Committee (as originally
assumed) or by the full Board (the "new fact") has no logical or legal
bearing on that issue.
In their briefs on remand, the plaintiffs advanced a plethora of
theories to support their claim that the new fact was material, but by the
oral argument, those arguments had boiled down to two.
First, the plaintiffs' argue that the Exchange's "eleventh hour
revision of the record raises grave doubts about the credibility of the
entirety of Defendant Schulze's letter of June 23, 1994." P1. Op. Mem.
on Remand, at 6. The argument runs as follows: If the new fact (that
the Executive Committee created the Special Committee) is false, "...
this Court now has reason to doubt the veracity of each of the other
statements in Schulze's letter . ... " Thus, there is reason to doubt
Schulze's statements that the Executive Committee gave "careful
consideration" to the allegations of the demand, and concluded that
Scattered's allegations were "unsubstantiated" (L.. at 6-7). It therefore
follows that there is serious doubt whether the Executive Committee was
disinterested and exercised the requisite due care in considering the
demand. Because there is reasonable doubt, plaintiffs conclude that this
Court should vacate its July 12, 1996 Opinion and order dismissing this
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case, and allow plaintiffs the full discovery required to learn "what really
happened" in response to their demand.
[2-3] The flaw in this argument is in its premise, namely, that because
one fact in Mr. Schulze's letter was inaccurate, that creates, as a legal
matter, reason to doubt the integrity of all other facts recited in that letter.
No legal authority is offered to support that proposition, and in any event
the argument makes no factual sense. The new fact was inconsequential.
There is no basis to infer from that single fact, or from the timing or
other circumstances of its disclosure, that it exemplified a larger group of
other misrepresented facts. Moreover, on a Rule 23.1 motion to dismiss,
all well-pleaded facts in a complaint are considered true. Levine v.
Smith Del. Supr., 591 A.2d 194, 210-11 (1990); Grobow v. Perot, Del.
Supr., 539 A.2d 180, 186-87 (1988). Mr. Schulze's statements, which
were incorporated by reference into the complaint, were facts whose
truthfulness was to be assumed for purposes of the motion. If plaintiffs
had a factual basis to dispute Mr. Schulze's statements, their obligation
was to plead those facts in their complaint and rely on them when
opposing defendant's motion to dismiss. If plaintiffs had no such
contrary facts, they cannot fill the gap by offering up improper inferences
as a substitute.
The plaintiffs' second argument is that because the full Board
created the Special Committee without delegating to that Committee the
Board's full power to respond to the demand, it may be inferred that the
full Board intended to reserve for itself alone the decision whether to
pursue or reject the demand. Building on that inference, the plaintiffs
next contend that by arrogating that decision to itself, the Executive
Committee acted either ultra vires or in breach of its fiduciary duties.
Under either scenario, plaintiffs insist, there was no proper role for the
Executive Committee to play, because the decision (how to respond to the
demand) could only be made by the full Board. Therefore, plaintiffs
conclude, the Executive Committee's refusal of the demand was
necessarily "wrongful," and for that reason as well the Court's July 12,
1996 Opinion and order dismissing this action must be vacated.
The defendants respond that this argument, like the plaintiffs' first
argument, rests upon an invalid premise. The defendants insist that it
simply cannot be inferred, let alone inferred reasonably, from the fact that
the full Board created the Special Committee to investigate the plaintiffs'
demand, that the Board intended to reserve for itself exclusively the
prerogative of responding to that demand. That inference, defendants
argue, is a non sequitur. The plaintiffs, of course, disagree: they contend
that while the inference they seek to have drawn may not be the only
reasonable inference from the "new fact," it is a reasonable inference.
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The plaintiffs cite two decisions, Thorpe v. CERBCO, Inc.- Del. Ch., 611
A.2d 5 (1991); and Commercial Wood & Cement Co. v. Northampton
Portland Cement Co. N.Y.Ct.App., 82 N.E. 730 (1907), as support for
their position.
I conclude that the inference that plaintiffs seek to have drawn
from the new fact is neither logically nor legally permissible, and in any
event is not a reasonable inference. Because that inference forms the
entire basis for the plaintiffs' argument, that argument fails.
Commercial Wood & Cement Co.. supra upon which plaintiffs
rely, most aptly illustrates the demerit of their position. There, the
defendant corporation's president executed a contract with the plaintiff at
the direction of the corporation's executive committee. There, as here,
the governing instrument of the corporation authorized the executive
committee to exercise the full power of the board when the board was not
in session. At a meeting of the executive the contract was authorized and
executed. At the time of that executive committee meeting, a meeting of
the full board of directors had already been noticed for later that same
day. When the full board received a copy of the contract, it met within
two hours and passed a resolution advising the plaintiff not to take any
action under the contract until the full board of directors had acted
thereon. On a later date, the board of directors disapproved and rejected
the contract.
In a lawsuit brought by the plaintiff for breach of contract, the
corporation defended on the ground that the executive committee lacked
the authority to approve the contract, and that the plaintiff was on notice
that the contract was unauthorized. The New York Court of Appeals
agreed, holding that:
Under the circumstances, it is very clear that the executive
committee acted not only improperly, but unauthorizedly
.... The authority conferred by the by-laws upon the
executive committee was to exercise the powers of the board
when it was not in session; but within the spirit and
intendment of the by-laws, a session of the board had been
so far moved, if not initiated, by the previous calling of a
meeting, as to preclude such exercise by the committee
meanwhile in the administration of the company's affairs

82 N.E. at 731.
The Court in Commercial Wood & Cement Co. invalidated the
action of the executive committee, but the full board (i) had affirmatively
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noticed a meeting to consider the same contract that the executive
committee had acted on, and (ii) after learning of the executive
committee's actions, had affirmatively admonished the other contracting
party not to rely upon the executive committee's authorization unless and
until the full board approved. The facts of this case could not be more
different. Here, at the time the Exchange's Executive Committee
considered the plaintiffs' demand, no meeting of the full Board had been
noticed, and at no time thereafter did the full Board ever affirmatively
challenge or repudiate the Executive Committee's acts. The absence of
those or comparable facts in this case underscores why the inference of
non-authority that the plaintiffs seek to have drawn is impermissible.'
[4] Because their "materiality" argument rests upon an impermissible
inference, the plaintiffs have failed to show, as a legal matter, that the
new fact should alter the reasoning or result reached in this Court's
July 12, 1996 Opinion and order of dismissal.
II.
A.

THE MOTION TO DISQUALIFY
THE FOLEY & LARDNER FIRM

The Issues Presented

For this Court properly to perform its function on remand, it must
identify the precise issues to be decided with respect to the plaintiffs'
motion to disqualify. Because the plaintiffs have changed their position
in a significant way, an analysis of that position-and how it has
metamorphosed-is needed to identify precisely what issues must be
decided on remand.
During their appeal from this Court's July 12, 1996 Opinion and
order, the plaintiffs (appellants) moved to disqualify the Foley firm as "of
counsel" to the defendants (appellees). In their motion to disqualify, the
plaintiffs contended that Foley had been representing the Exchange and
the individual defendants throughout this litigation, which (i) violated
Rule 1.7(a) of the Delaware Rules of Professional Conduct, which

'The other decision upon which plaintiffs rely, Thorpe v. CERBCO, Inc.. Del. Ch., 611

A.2d 5 (1991), did not even involve the issue of whether an executive committee of the full
board exceeded or abused its powers in taking action on behalf of the corporation. Also,
Thorpe involved egregious facts not present in this case. There, this Court concluded that a
reasonable doubt had been raised as to the board's good faith, where a board-appointed special
committee had prepared a report and submitted it to the board, the members of the special
committee then resigned from the board, and the board took no action with respect to the
plaintiffs' demand and refused to furnish the plaintifls a copy of the committee's report or to
disclose that report to the corporation's public shareholders.
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prohibits representation of opposing parties whose interests are "directly
adverse," and (ii) breached Foley's "duty of loyalty" to the Exchange and
the individual defendants. Those violations, resulting from Foley's
alleged dual representation, were claimed to have prejudiced both the
plaintiffs and the Exchange because (a) they risked disclosure to the
individual defendants (the accused wrongdoers) of confidential
information obtained from the Exchange, and (b) Foley's participation in
the decision to refuse plaintiffs' demand "was tantamount to allowing the
alleged wrongdoers control of the [Exchange's] litigation decision."
(Motion to Disqualify, 8; Exh.B to P1. Op. Memorandum on Remand).
The plaintiffs repeated those arguments in their Opening
Memorandum on Remand. They also contended that Foley's dual
representation impacts this Court's dismissal decision, because the dual
representation "fatally tainted the [Executive Committee's] decision to
refuse the demand" and created a reasonable doubt to whether that
decision was properly informed. 2 Pl. Op. Mem. on Remand, at p. 20.
Then, at the oral argument, the plaintiffs abandoned material
portions of that position. In its current form, the plaintiffs' position is
now that: (i) Foley represented both the Exchange and the individual
defendants, (ii) Foley's dual representation created the appearance (as
distinguished from the fact) of impropriety, and (iii) as an ethical and
legal matter, that requires Foley's disqualification as "of counsel" to the
defendants (appellees).3 In response to specific questions from the Court,
plaintiffs' counsel conceded that plaintiffs no longer contend that Foley's
dual representation either created prejudice to any party or impacted this
Court's July 12, 1996 Opinion and order dismissing this action.
[5]
A fundamental issue posed by these concessions is whether the
motion to disqualify any longer has a legal foundation. As the Supreme
Court held in Appeal
[start - revised page - April 16, 1997]
2

The plaintiffs argued in their Opening Memorandum:
Foley hardly could have been expected to advise the Executive Committee to
pursue Scattered's demand when to do so would have been contrary to the
interests of the individual defendants whom Foley also represented, and at
whose pleasure Foley served in the lucrative position as outside counsel to the
[Exchange].
P1. Op. Mem. on Remand, at p. 20.
'The plaintiffs argue that this Court's sole function on remand is to determine factually
that (i) Foley represented the Exchange and the individual defendants, and that (ii) Foley's dual
representation created an appearance of impropriety. Plaintiffs agree that the legal consequence
of those factual findings (
the decision whether or not to disqualify Foley) is exclusively
for the Supreme Court to determine.
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of Infotechnologv. Inc.. Del. Supr., 582 A.2d 215 (1990), enforcement of
the Rules of Professional Conduct is normally for the disciplinary agency
(and ultimately, the Supreme Court) in a formal disciplinary proceeding.
Those Rules "are not to be subverted as procedural weapons" by "using
d., at 220). Accordingly
disqualification motions as a trial tactic."
"[a]bsent misconduct which taints the proceeding, thereby obstructing the
orderly administration ofjustice, there is no independent right of counsel
to challenge another lawyer's alleged breach of the rule outside of a
disciplinary proceeding." (d.at 221.)
[6-7] Under Infotechnoloav. the only circumstance where a trial court
would have jurisdiction to entertain such an application, is where the
party seeking disqualification can show, by clear and convincing
evidence, that the attorney in question has a conflict that "will affect the
fairness of the proceedings." Id.By abandoning their claim that Foley's
alleged conflict prejudiced the fairness of the proceedings, the plaintiffs
arguably conceded the legal foundation for their disqualification motion.
And, by abandoning their contention that the alleged conflict impacts this
Court's Opinion and order of dismissal, the plaintiffs arguably eliminated
the need for this Court to adjudicate any facts, since any such
adjudication would (by definition) have no impact on the merits of the
pending appeal.
Those conclusions, however, are legal and fall outside the purview
of this Court's jurisdiction and charge on remand, which is to determine
the factual issues
[end - revised page - April 16, 1997]
and the impact of the found facts upon this Court's July 12, 1996
decision and order of dismissal. Because the plaintiffs no longer contend
that there is any such impact, all that remains is for the Court to
determine the factual issues posed by the plaintiffs' now-altered
disqualification claim. Those issues, as I apprehend them, are: (1) has
Foley represented both the Exchange and the individual defendants
throughout this litigation, and (2) if so, did that dual representation create
an appearance of impropriety?
For the reasons now discussed, this Court finds that both of these
questions must be answered in the negative.
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Determination of The Issues
1.

Foley's Claimed Dual Representation

[8]
The facts relevant to the disqualification issue, as they appear from
the record, are found to be as follows: Foley regularly represents the
Exchange. After the derivative complaint in this action was filed,
Maurice J. McSweeney, Esquire, a Foley partner, retained Richards,
Layton & Finger ("Richards") to serve as local counsel. R. Franklin
Balotti, Esquire, was the Richards partner in charge of that matter.
Messrs. Balotti and McSweeney discussed whether it was necessary for
the Exchange and the individual defendants to be separately represented
for purposes of moving to dismiss the complaint. Mr. Balotti advised Mr.
McSweeney that in Delaware it was a recognized practice, and
understood, that there was no conflict in having one law firm represent
both the corporation and the individual defendants on a motion to dismiss
a derivative action.4 Mr. McSweeney agreed, as it seemed to him that the
interests of the corporation and the individuals were exactly the same for
purposes of making a motion to dismiss. Accordingly, the Richards firm
fied the motion to dismiss on behalf of all defendants, and Foley was
listed as "Of Counsel" on that motion.
Soon thereafter, Mr. McSweeney decided that it would be
preferable for the Exchange and the individual defendants to be separately
represented in this derivative action. Accordingly, within a week of the
filing of the motion to dismiss, and before briefing had commenced, the
Richards firm withdrew its appearance as counsel for the Exchange, and
The Law Offices of Stephen P. Lamb (now Lamb & Bouchard) entered
its appearance on behalf of the Exchange. Since that time the defendants
have been represented only by the Richard firm, and the Exchange has
been represented jointly by Lamb & Bouchard and Foley.
There is no evidence to the contrary. Plaintiffs do, however, argue
that this Court should infer a contrary conclusion from four discrete facts
or circumstances.

4Mr. Balotti's

advice correctly reflected the settled practice in Delaware, at the motion
to dismiss stage. See. e.g. Aronson v. Lewis, Del. Supr., 473 A.2d 805 (1984) (Potter
Anderson & Corroon-plaintiffs' counsel in this case-represented corporation and director
defendants); Unimarts, Inc. v. Stein Del. Ch., C.A. No. 14713, Allen, C. (Aug. 9, 1996)
(Morris, Nichols, Arsht & Tunnell represented corporation and director defendants); Zuynick
v. Goizueta Del. Ch., C.A. No. 14874, Jacobs, V.C. (Jan. 21, 1997) (Morris, Nichols, Arsht
& Tunnell represented corporation and 14 of 14 director defendants). At note 5, p 20 of their
Answering Brief on remand, the defendants cite numerous other cases involving such dual
representation by the same firm on a motion to dismiss.
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[start - revised page - April 16, 1997]

None of those proffered facts or circumstances, viewed separately or
collectively, support the inference that Foley represents the individual
defendants in this litigation.
First, plaintiffs draw that inference from the fact that the individual
defendants have no Chicago counsel of record in this litigation.
Plaintiffs, however, do not explain why, in addition to Mr. Balotti and his
firm, the additional expense of Chicago counsel is necessary. Certainly,
the retention of additional Chicago counsel was not legally required. See,
e
Steiner v. Meyerson. Del. Ch., C.A. No. 13139, Allen, C. (July 18,
1995) (corporate defendant represented only by Delaware counsel); Kahn
v. Roberts, Del. Ch., C.A. No. 12324, Hartnett, V.C. (Feb. 28, 1994)
(corporate defendant and two director defendants represented only by
Delaware counsel); Chrysogelos v. London. Del. Ch., C.A. No. 11910,
Jacobs, V.C. (Mar. 25, 1992) (two director defendants represented only
by Delaware counsel).
Second, plaintiffs ask the Court to infer that Foley is representing
the individual defendants because in his deposition Mr. Balotti testified
that he had not seen reimbursement agreements between the individual
defendants and the Exchange, and that he could not remember speaking
with the individual defendants about the case. That testimony does not
show that Foley represents the individual defendants in this action. Even
without reviewing the indemnification agreements, Mr. Balotti knew that
the Exchange had agreed to advance the individual
[end - revised page - April 16, 1997]

defendants' litigation expenses. And because the only facts essential to
the motion to dismiss were those properly pleaded in the complaint, no
relevant inference can be drawn from Mr. Balotti's inability to recall
whether or not he spoke with his individual defendant clients.
Third, plaintiffs rely upon Foley's temporary representation of Mr.
Allan A. Bretzer, a member of the Exchange's Board, whom the plaintiffs
sued in a separate Chicago action after dismissing Mr. Bretzer from this
action. The derivative claim against Bretzer in Chicago was identical to
the one made here. Because the Chicago complaint arrived at Foley's
offices, that firm became involved in the Chicago litigation. Foley
recommended to Mr. Bretzer that he obtain separate representation. But,
obtaining new counsel took time, because Mr. Bretzer was uncomfortable
with the idea of being represented by counsel he did not know. In the
meantime, the only action Foley took on Mr. Bretzer's behalf was to
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move to stay the Chicago lawsuit pending resolution of this Delaware
action. Later, Foley formally moved to withdraw from the Chicago
litigation the same day the plaintiffs filed their motion to disqualify Foley
from the Bretzer litigation. Foley's brief appearance in Chicago of an
individual who is not a defendant in Delaware does not evidence that
Foley represents the individual defendants in this Delaware action.
Fourth, plaintiffs rely upon a motion filed by Richards, Layton &
Finger for Mr. Caragher's admission pro hac vice in this action. That
motion identified Mr. Caragher as counsel to the individual defendants
rather than the Exchange. The evidence shows, and satisfies this Court,
that the filing of that motion by Richards, instead of by Lamb &
Bouchard, was a mistake. Mr. Balotti so testified, and Mr. Caragher
explained that the Richards firm prepared that motion as an
accommodation to him so that he (Caragher) could take the depositions
of the proposed intervenors, scheduled to commence only two days after
the motion was filed. When that deposition began, Mr. Caragher
identified himself on the record as counsel for the Exchange, not the
individual defendants. In these circumstances, that erroneous filing
cannot be regarded as evidence of a surreptitious dual representation by
Foley.'
Accordingly, this Court finds that Foley & Lardner has not
represented the individual defendants in this action.
2.

Foley's Claimed Appearance of Impropriety

Because Foley has not represented the individual defendants in this
action, it would appear unnecessary for this Court to decide whether
Foley's dual representation created an appearance of impropriety.
Nonetheless, for the sake of completeness; this Court determines whether
any relevant acts by Foley on behalf of the individual defendants created
the appearance of impropriety. I conclude that they did not.
[9-11]
Foley's only "dual representation" occurred during the brief
period between the filing of the motion to dismiss and the withdrawal of
SPlainiffs' remaining arguments are similarly without merit. For example, it is argued
that attorneys from Richards "talk to" attorneys from Foley, and that Richards submits its legal
bills directly to Foley, which then reviews the bills and submits them to the Exchange for
payment. That defense counsel would confer on a motion joined in by both firms is to be
expected. The submission of legal bills by Richards to Foley is unremarkable, since Foley
represents the Exchange, which is advancing the individual defendants' legal fees. Lastly,
plaintiffs' claim that attorneys from Foley have made no effort to keep confidential information
obtained from the Exchange from reaching the individual defendants. That claim is without
support in the record and (by virtue of plaintiffs' changed position) has been abandoned.
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Foley (and the substitution of Lamb & Bouchard) as counsel for the
individual defendants. There was no appearance of impropriety in that
circumstance, because no conflict of interest existed between the interests
of the individual defendants and the Exchange. Plaintiffs have the burden
to show that the interests of those defendants are "directly adverse." Rule
1.7(a); Scott v. New Drug Servs., Inc.. Del. Ch., C.A. No. 11336, Mem.
Op. at 10, Allen, C., (Sept. 6, 1990). The plaintiffs have not done so.
The Exchange's Executive Committee had concluded that the allegations
of the demand were not substantiated and that it was not in the
Exchange's interests to pursue the claims asserted in the demand.
Therefore, at the dismissal stage, the Exchange's interest was identical to
that of the individual defendants-to seek the dismissal of the complaint.
See Sisson ex rel Phoenix Laser Sys., Inc. v. Szeto, Del. Ch., C.A. No.
13502, Steele, V.C., Mem.Op at 3 (Oct. 28, 1994).
There was no impropriety in Foley's representing (for a brief
period) all defendants and there is no basis to find that that activity
created the appearance of impropriety.
III. CONCLUSION
The foregoing constitutes the findings of this Court in response to
Paragraph 3 of the Order of the Supreme Court dated December 6, 1996.

WYSER-PRATTE v. SMITH
No. 15,545-NC
Court of Chancery of the State of Delaware,Kent
March 18, 1997
Plaintiff accused the board of manipulating a record date for a
shareholders meeting in order to entrench the board in the face of a proxy
contest seeking the board's ouster. Defendants filed a motion to dismiss
for failure to state a claim.
The court of chancery, per Vice-Chancellor Steele, granted
defendants' motion to dismiss, concluding that the board's selection of
the record date twelve days before the meeting was authorized by statute
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and that all other contentions suggesting inequitable conduct by the board
justifying judicial intervention were mere conclusory allegations
unsupported by specific facts.
1.

O
Pleadings
Pretrial Procedure C=R

354(12)
622, 679

For a motion to dismiss, all facts of the pleadings and reasonable
inferences to be drawn therefrom are accepted as true, but neither
inferences nor conclusions of fact unsupported by allegations of specific
facts upon which the inferences or conclusions rest are accepted as true.
2.

Equity

C = 62

Judicial oversight and intervention can be warranted only in rare
and limited situations and are guided by section 213. DEL. CODE ANN.
tit. 8, § 213 (1997).
3.

C=
62

Corporations
Equity

201

Where fraud or inequitable conduct are well pleaded with
allegations supported by specific facts, careful judicial scrutiny will result
and, where appropriate, equitable principles will be invoked to override
other permissible legal conduct.
4.

Equity

C--=

62

Trial courts should reserve intervention for those instances that
threaten the fabric of the law, or which by an improper manipulation of
the law, would deprive a person of a clear right.
5.

Corporations
Equity

O

0
62

193, 194

A board which follows the guidelines of a Delaware statute does
not threaten the fabric of the law.
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Corporations

*

193, 194

Equity
(m
Pretrial Procedure

62
2

679

Taking all facts alleged to be true and resolving all disputed
inferences favorably to the plaintiffs, the board's selection of a record
date twelve days before a shareholders' meeting which is authorized by
statute, along with the other contentions suggesting inequitable conduct
by the board which are mere conclusory allegations unsupported by
specific facts, does not justify judicial intervention.
7.

Pleadings
Z
Pretrial Procedure

354
:

622, 679

A motion to dismiss should be granted when it appears with
reasonable certainty that no set of facts could be proven under which
plaintiffs would be entitled to relief.
Stephen E. Jenkins, Esquire, and Richard D. Heins, Esquire, of Ashby &
Geddes, Wilmington, Delaware, for plaintiffs.
A. Gilchrist Sparks, III, Esquire, Jon E. Abramczyk, Esquire, and David
J. Teklits, Esquire, of Morris, Nichols, Arsht & Tunnell, Wilmington,
Delaware, for defendants.
STEELE, Vice-Chancellor
Can a complaint alleging a breach of fiduciary duty by a Board
accused of manipulating a record date for a shareholders meeting in order
to entrench themselves in the face of a proxy contest seeking their ouster,
survive a motion to dismiss when the Board sets the record date within
the statutory parameters of Title 8 § 213 of the Delaware Code and no
other indicia or unfair or inequitable conduct appears directly or by
inference in the complaint?
I conclude that in these circumstances the complaint cannot survive
a motion to dismiss for failure to state a claim and grant defendants'
motion.
Because time is of the essence under the scenario presented to me,
I write counsel directly with my conclusion. I believe the record to be
substantially complete for appeal purposes as a result of the submissions
of the parties and their presentation at oral argument
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[1]
I address the issue posited above keeping fully mindful that "all
facts of the pleadings and reasonable inferences to be drawn therefrom
are accepted as true, but neither inferences nor conclusions of fact
unsupported by allegations of specific facts upon which the inferences or
conclusions rest are accepted as true."'
I recognize that dismissal of a complaint at this stage of the
proceedings under rapidly moving timelines and in the face of a request
for expedited relief to be no insignificant matter.
[2]
The complaint in this action presents the classic allegations of
suspicion of inequitable or unfair conduct accompanied by nefarious
underlying motive, but fails to articulate specific facts supporting the
underlying conclusory allegations. Moreover, corporate decision makers
relied upon Title 8 § 213 of the Delaware Code for guidance under
circumstances where judicial oversight and intervention can be warranted
only in exceptionally rare and limited situations.2
The amended complaint fails to state specific facts that do more
than cite disadvantages to the dissident shareholders in their proxy contest
with the incumbent board -- disadvantages that flow directly and
inextricably from the Board's selection of a record date close in time to
a special shareholders' meeting.
This may well be the first case where the selection of a record date
for a special shareholders' meeting comes under scrutiny on the theory
that the Board manipulatively selected the date to obtain an inequitable
advantage over its opponent. It is also the first time this court has been
asked to invoke equitable principles to override established precepts of
Delaware Law based upon a single statutorily permissible act, as opposed
to other conduct designed to frustrate an organized dissident proxy
solicitation.
[3]
Contrary to defendants' assertions that no claim can exist under the
circumstances, I reaffirm this Court's commitment to the important
principle of Schnell v. Chris-CraftIndus., Inc.: fraud or inequitable
conduct, where well pleaded with allegations supported by specific facts,
will result in careful judicial scrutiny and, where appropriate, the
invocation of equitable principles to override otherwise permissible legal
conduct. Here, however, at this stage, no cause of action has been
adequately pleaded that supports a claim of inequitable conduct on the
part of the incumbent Board.4

'Grobow v. Perot, Del. Supr., 539 A.2d 180, 187 n.6 (1988).
SeeAlabama By-Products, Corp. v. Neal, Del. Supr., 588 A.2d 255, 258 n.1 (1991).
'Del. Supr., 285 A.2d 437 (1971).
4
See American HardwareCorp. v. SavageArms Corp., Del. Ch., 135 A.2d 725, affrd,
2
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Defendants claim the record date as presently set will result, to a
"mathematical certainty," in an enlargement of record holder voting,
thereby expanding the franchise and maximizing voter participation in the
corporate democracy.
[4-5] Plaintiffs claim the Board selected a record date only twelve days
before the meeting in order to disenfranchise those who do not have
record ownership, and even record holders, by discouraging them or their
fiduciaries from being able to take timely steps to exercise their franchise.
This contrary factual position, I am told, is true to a "mathematical
certainty." I am urged to conclude this "factual" dispute demands
expedited discovery and an ultimate hearing presumably designed to
resolve the relative certainty of each side's math skills in order to
determine the need for judicial intervention and the invocation of
equitable principles. I disagree. The Supreme Court has cautioned trial
courts to reserve intervention "for those instances that threaten the fabric
of the law, or which by an improper manipulation of the law, would
deprive a person of a clear right."5 The Board acquiesced, albeit
reluctantly, in a shareholder demand for a special meeting, and noticed
the meeting for the date, time and place requested. The Board then
followed the statute and set a record date withid permissible statutory
limits. They did not move the date forward or backward to defeat any
legitimate shareholder expectation or right. Plaintiffs knew or should
have known that the record date could be set at any time within the
statutory parameters. The complaint alleges no facts that would establish
a skewed playing field unfairly manipulated to disadvantage parties to a
proxy contest. The fact plaintiffs allege the Board or its chairman
encouraged allies to buy shares before the record date, which presumably
would then be voted to support the board at the meeting has no legal
bearing in these circumstances. Plaintiffs have equal time to do likewise.
Even if plaintiffs' math may be more "certain" than defendants; plaintiffs
have not been deprived of a "clear right" to a record date suiting their
purposes. Nor can I fairly conclude that a board which follows the
guideline of a Delaware Statute "threatens the fabric of the law." The
impact of the selection of the record date on the logistics of a proxy
contest were certainly known to the General Assembly when § 213 was
enacted. Equity will not intervene now to frustrate legislative policymaking based on the conclusory allegations found in this complaint.
[6]
Plaintiffs' claim the Board breached its fiduciary duties on the
theory the Board selected a record date sanctioned by statute but
136 A.2d 690 (1957).
'AlabamaBy-Products, supra, at 258 n.1.
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disadvantageous to the plaintiffs. I have taken all the facts alleged to be
true, resolved all disputed inferences favorably to the plaintiffs and
conclude the Board's selection of the record date twelve days before the
meeting to be authorized by statute and that all other contentions
suggesting inequitable conduct by the Board justifying judicial
to be mere conclusory allegations unsupported by specific
intervention
6
facts.
Therefore, I conclude it appears with reasonably certainty no set of
[7]
facts could be proved under which plaintiffs would be entitled to relief.
The Motion to Dismiss is granted.
IT IS SO ORDERED.

6
See Vanderbilt Income and Growth Assocs., LL.C. v. Arvida/J.M.B. Mgrs., Inc.,
Del. Supr., No. 469, Holland, J. (Dec. 12, 1996), at 9-10.

