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IV. ENTRENCHMENT CLAIMS
[14]
A successful claim of entrenchment requires plaintiffs to prove
that the defendant directors engaged in action which had the effect of
protecting their tenure and that the "action was motivated primarily or
solely for the purpose of achieving that effect.""5
A.

The Remaining Georgia Federal Claim

In addition to the entrenchment claim based upon the effects of
the FHLBB regulations, plaintiffs assert that the defendants' wrongful
refusal to sell Georgia Federal was motivated by defendants' desire to
transfer control of FII (at the lowest possible price) to FII's management
or to Triton.7 6 As discussed, the former claim is barred by the Weschler
release." The latter fails to allege how, aside from the effects of the
FHLBB regulations, the retention of Georgia Federal served to protect the
tenure of the defendant directors. Accordingly, it fails to allege a claim
of entrenchment and must be dismissed.
B.

Qualex Joint Venture

Plaintiffs allege that the formation of the Qualex joint venture
was part of an entrenchment plan and was designed to "lock up the
assets, cash flow and control of FII's Colorcraft subsidiary, one of the
most valuable and profitable of FII's business segments"78 until the
planned retirement of J.B. Fuqua. According to plaintiffs, the terms of
the joint venture provided that "after the Entrenchment Plan was
implemented, the cash flow generated by the Colorcraft assets would be
'
reinstated by FI. 79
Furthermore, the joint venture allegedly allowed "an
onerous change of control of Colorcraft in favor of Kodak if a change of
control of FH occurred during the first two years of the joint venture
agreement" and "explicitly exempted the defendants' contemplated
management buy out." ° Entirely lacking from plaintiffs' complaint are
any facts to support these conclusory allegations of "onerous" terms and
entrenchment effects. Conclusory allegations unsupported by specific

7

Heineman v. Datapoint, Del. Ch., C.A. No. 7956, at 4, Allen, C. (Oct. 9, 1990).
Second Am. Compl. 98.
"See text of this Opinion at 12-18.
7
1Second Am. Compl.
24.
79
76

1d.

25.

80d. 1 26, 27.

1998]

UNREPORTED CASES

factual references may not be accepted as true even under the lenient
pleading standards of Rule 12(b)(6).8 ' I dismiss plaintiffs' claims of
entrenchment based on the Qualex joint venture.
C.

The Section 203 AMaement

[15]
Plaintiffs' allegations with respect to the Section 203 Agreement
are sufficient to state a claim. Under either the Board Resolution or the
Section 203 Agreement, Triton and its affiliates were required to vote
their shares in favor of the FIl board's nominees for directors. Properly
supported allegations that a board's acts have resulted in the creation of
shares that may not be used to vote against the board's nominees raise a
reasonable doubt that the actions were not taken solely or primarily to
protect the board's tenure.2 Thus, a reasonable doubt exists that the
board's decision to exempt Triton from 8 Del. C. § 203 will be protected
by the business judgment rule and I deny defendants' motion to dismiss
this claim.
D.

The Repurchase Program

[16]
Plaintiffs allege that FU repurchased only 4.9 million shares, as
opposed to the authorized six million shares, because the repurchase of
4.9 million shares was all that was needed to increase Triton's ownership
of FU, which by this time had already increased to approximately twenty
percent, to just over twenty-five percent-the minimum amount necessary
for Triton to avoid the need to comply with the reporting requirements
of the Investment Company Act of 1940. The reason why FII sought to
assist Triton, according to plaintiffs, was to further the entrenchment plan,
hinder the ability of third parties to acquire a "cash-rich" FII, and transfer
control of FII to Triton. Because the terms of the Section 203 Agreement
provide that all of Triton's shares of FU shall be voted in favor of the FU
Board's nominees for directors, the repurchase program had the effect of
further increasing the number of shares that were limited in their ability
to remove the current directors. Thus, the effect of the repurchase
program, like the effect of the Section 203 Agreement, raises a reasonable

811n re Tri-Star Pictures, Inc. Litig., 634 A.2d at 326.
'See Abajian v. Kennedy, Del. Ch., CA. No. 11425, at 14, Allen, C. (Jan. 17, 1992)
("Even if one assumes that there could be valid corporate purposes served by consensually
restricting the ability of a substantial shareholder to oppose management or communicate with
other shareholders, it seems nevertheless to be the case that such restrictions do raise the
prospect of impermissible motivation as one plain possibility.").
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doubt that the Board's actions were not motivated by defendants' desire
to entrench themselves in office. Accordingly, I deny defendants' motion
to dismiss this claim.
V. DEMAND
Only one of plaintiffs' claims survives defendants' Chancery
Court Rule 12(b)(6) motion to dismiss--the claim of entrenchment based
on the Board's decisions to enter into the Section 203 Agreement and to
repurchase stock. Defendants argue that this claim still must be dismissed
because plaintiffs failed to comply with Chancery Court Rule 23.1.
Plaintiffs did not make demand on FII's Board. Defendants seek
to dismiss plaintiffs' derivative claims because the allegations fail to
establish that demand on the current board is futile and, thus, should be
excused. Citing to Rales v. Blasband,they assert that when the majority
of directors approving the challenged transactions have been replaced, the
focus of the court should be on "whether the board that would be
addressing the demand can impartially consider its merits without being
influenced by improper considerations."8 3 Furthermore, relying on this
Court's holding in Harrisv. Carter,they argue that in a case such as this,
where an amended complaint raises claims that are not already "validly
in litigation,"84 the board that should address demand is the board in
existence at the time of filing of the amended complaint. In sum,
defendants argue that because 1) nine of the Board's ten current directors
were not on the Board when the First Complaint was filed, 2) over four
years elapsed between the filing of the First Complaint and the Second
Amended Complaint, and 3) the Second Amended Complaint raises
allegations not contained in the First Complaint, the Court must require
plaintiffs to make demand upon the current disinterested Board in order
to allow it "the opportunity to exercise its judgment and manage the
85
corporation's affairs.1
Plaintiffs assert that under well-established Delaware law,86 a
court must consider whether the board in existence at the time the first
complaint was filed could have impartially considered demand.
Furthermore, relying on Rales,"7 they argue that this rule applies even
3

Del. Supr., 634 A.2d 927, 934 (1993).
84Del. Ch., 582 A.2d 222, 230 (1990).
8
Defs.' Open. Br. at 28.
8
Pogostin v. Rice, Del. Supr., 480 A.2d 619 (1984); Katz v. Halperin,Del. Ch., C.A.
No. 13811, Steele, V.C. (Feb. 5, 1996); Steiner v. Meyerson, Del. Ch., C.A. No. 13139, Allen,
C. (July 19, 1995).
"See 634 A.2d at 933-34.
8
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when the board that would be addressing demand is not the board that
approved the challenged transactions. Thus, plaintiffs' Second Amended
Complaint does not allege that demand upon the current Board would be
futile. Instead, it repeats the allegations, stated initially in the First
Complaint, that demand upon the Board existing in February 1991 would
have been futile because a majority of the directors at that time were not
disinterested and independent.8"
A.

Chancery Court Rule 23.1

[17-20]
Derivative suits allege injury to the corporation. Because
the injury is to the corporation and not directly to the plaintiff (either
individually or as a member of a class), and because the responsibility for
management of the corporation's business and affairs is vested with the
board of directors, 9 it is the right of the board, at least initially, to seek
redress for injuries to the corporation. Thus, before filing a derivative
suit on behalf of a corporation, plaintiffs must generally first give the
board notice of the alleged wrong and offer to it the opportunity to assess
the merits of the allegations and to determine the appropriate response.
The board's response, like other decisions affecting the management and
affairs of the corporation, is protected by the business judgment rule, a
rule which recognizes that the board, not the Court, is in the best position
to manage the corporation's affairs. Business decisions by an informed,
disinterested, independent board will be respected by this Court.
[21]
Allegations that the board is unable to act in an informed,
disinterested and independent fashion challenge the assumption that the
board is in the best position to craft a response reflective of the best
interests of the corporation. Accordingly, a showing that the transaction
which caused the alleged injury was not the product of valid business
judgment, or a showing that a majority of the board is not able to
disinterestedly and independently consider the demand, will excuse the
plaintiff from making demand.
[22-23]
This requirement that plaintiffs either make demand or
show that demand should be excused is codified in Chancery Court Rule
23.1 which, unlike its federal counterpart, is not merely a procedural
requirement. The corresponding substantive test which this Court must
apply to the question of demand excusal is "whether, under the
particularized facts alleged, a reasonable doubt is created that: (1) the
directors are disinterested and independent [or] (2) the challenged
S'Second Am. Compl.
"'8 DeL C. § 141(a).

107.
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transaction was otherwise the product of a valid exercise of business
judgment."9 Because this test requires an application of the business
judgment rule to the conduct of the board, the test should not be applied
when the transaction at issue was not the result of a conscious business
decision made by the board that would be considering demand (e.g., the
board in existence when the complaint is filed). Such a situation arises
when the challenged transaction is either 1) not the result of a business
decision (e.g., where the board did not act) or 2) the result of a business
decision but a majority of those making the decision have since been
replaced or the decision was made by the board of a different
corporation. 9'
[24]
The appropriate test in any of these cases, therefore, is not an
examination of whether the board has already demonstrated an inability
to exercise business judgment with respect to the challenged transaction
or an examination of whether the .board approving the transaction is
unable to exercise disinterested and independent judgment with respect
to demand because, in any of these cases, there will have been no
exercise of business judgment with respect to the transaction or the
majority of the board approving the transaction will not be represented
on the current board that would be considering demand. The appropriate
test, therefore, is whether the board in existence at the time the complaint
is filed is able to properly carry out its fiduciary duty to evaluate demand
in a disinterested and independent fashion. In such unique circumstances,
only this test recognizes that it is the fundamental right of the board to
manage the corporation's affairs and that this right should not be
trampled unless plaintiffs are able to show that the board has already
failed in this regard or is otherwise so tainted as to lead to the conclusion
that it is unable to act in the best interests of the corporation.
[25]
When, as here, the majority of the board is replaced between the
filing of a first complaint and the filing of an amended complaint, it is
necessary to determine upon which board the plaintiff should make
demand or with respect to which board the plaintiff should be required
to show that demand is futile and, thus, should be excused. As when the
majority of the board is replaced between the challenged transaction and
the filings of the first complaint, the appropriate demand board when the
majority of the board has been replaced between the filings of the first
and amended complaints is the board in existence when the first

"'Aronson v. Lewis, Del. Supr., 473 A.2d 805, 814 (1984). See also Grobow, 539 A.2d
at 183, 186; Pogostin, 480 A.2d at 624-25.
91
Rales, 634 A.2d at 934.
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complaint is filed.9' The filing of an amended complaint only affects this
initial finding to the extent that the amended complaint raises claims not
already "validly in litigation."93 For only with respect to those claims
will adherence to the policy of making demand upon the first board
deprive a board of its right to control the business and affairs of the
corporation. Thus, claims alleged in an amended complaint, which were
not already validly in litigation, should be presented to the board in
existence at the time of filing of the amended complaint or the plaintiff
should state with particularity why demand upon that board would be
futile and, thus, should be excused.
Defendants contend that because the current board has never had
the opportunity to assess demand for any of the claims asserted in the
Second Amended Complaint, they have been denied the right to control
the affairs of the corporation. Thus, they argue that this Court should
follow the reasoning of Brody v. Chemical Bank' which held that a
court should assess whether demand is excused by reference to the board
in existence at the date of filing of the amended complaint. Defendants,
however, fail to raise any arguments that this Court has not already
considered and rejected. In Harris, Chancellor Allen considered the
reasoning in Brody and acknowledged the importance of allowing a
corporation "the opportunity to take over a suit which was brought on its
behalf."'95 He determined, however, that "[t]hat important interest may be
otherwise served."96
When a board is comprised of new directors who are
under no personal conflict with respect to prosecution of
a pending derivative claim, the board may cause the
corporation to act in a number of ways with respect to
that litigation. It may move the court to take control of
the litigation by being re-aligned as a party plaintiff...,
move to dismiss the case as not, in the board's business
judgment, in the corporation's best interest... [or] allow
the representative plaintiff and his counsel to carry the
litigation forward. These options fully protect the
legitimate right of the board under Section 141(a) to
manage the corporation's business and affairs.

921dat
93

935; Harris,582 A.2d at 231.
Harris,582 A.2d at 230.
94517 F.2d 932 (2d. Cir. 1975).
95
Harris, 582 A.2d at 230 (citing Brody, 517 F.2d at 934).
96
Id at 230.
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Thus, when during the pendency of a derivative
litigation there occurs a change in the composition of a
board that had been disabled by conflict, and the board
as newly constituted is capable of validly exercising
judgment concerning that corporate claim, it has
sufficient avenues open to it to meet its Section 141(a)
responsibilities. There are good reasons not to go further
and require that a derivative plaintiff interrupt litigation,
when amending his pleading or otherwise, to make a
demand upon such a newly constituted board.

When claims have been properly laid before the
court and are in litigation, neither Rule 23.1 nor the
policy it implements requires that a court decline to
permit further litigation of those claims upon the
replacement of the interested board with a disinterested
one. In that circumstance a new board should be
required to take one of the steps outlined above,97should
it decide to act at all with respect to the matter.
Thus, here, as in Harris,if demand is excused with respect to the Board
in existence at the time of the filing of the First Complaint, the existence
of a disinterested Board at the time of filing of the Second Amended
Complaint affects only those claims not already validly in litigation. The
first question I must answer is, therefore, whether plaintiffs have
complied with Rule 23.1 with respect to the Board in existence in
February, 1991.
B.

Have Plaintiffs Complied with Rule 23.1 with Respect to
the February 1991 Board for Those Actions Occurring
Before that Date?

[26]
J.B. Fuqua, Johnson, Klamon, Sanders, Scott and Warner were
the six members of FII's Board at the time the First Complaint was filed
on February 22, 1991.9 In order for this Court to excuse demand on the
"Harris, 582 A.2d at 230-31 (citations omitted).
SThe First Complaint alleges that there were seven, not six members of FIl's Board
on this date. See First Complaint at 9. However, the First Consolidated Complaint makes it
clear that Holder resigned in December, 1990. See First Consolidated Complaint at 8. Thus,
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grounds of demand futility, a plaintiff must show that the Board on which
demand would have been made did not consist of at least a majority of
disinterested directors. Plaintiffs' only surviving derivative claim alleges
that the Board's decisions to exempt Triton from section 203 and to
repurchase FII's stock were motivated solely by the defendants' desire to
secure their positions in office. Five members of the demand Board, J.B.
Fuqua, Klamon, Sanders, Scott and Warner were on the Board that made
the decision to enter into the Section 203 Agreement and the Board that
made the decision to repurchase FII's stock. Accordingly, with only one
apparently disinterested member, demand upon the February 1991 Board
to address the merits of plaintiffs' claim would have been futile and I
deny defendants' motion to dismiss plaintiffs' derivative claims for failure
to comply with Chancery Court Rule 23.1.
VI. THE CLASS CLAIM
Plaintiffs' class claim may be read to allege three separate claims.
The first, based on the defendants' breach of the fiduciary duty of
disclosure, even if properly asserted as a class claim, fails to state a claim
for which relief may be granted.9 9 The second, that the class was
deprived of its right to lawful and informed elections, is based upon
plaintiffs' contention that the members of the Board committee charged
with nominating candidates for directors must be "disinterested."
Plaintiffs state that "the requirement of an independent nominating
committee arises from the 203 Agreement, not Delaware law. "l
According to the complaint, the Section 203 Agreement requires only that
FII's Board consist of a minimum of seven directors, of which three shall
be disinterested, and that any business combination with Triton receive
the approval of the majority of the disinterested directors."0 ' Finding no
support for plaintiffs' allegation that the nominating committee must be
"disinterested," I dismiss their claim that the class was deprived of its
right to lawful and informed elections. Finally, plaintiffs make
allegations that the defendants transferred control of FII to Triton and
failed to take steps to ensure that the class was able to maximize the
value of their stock."0 These vague claims, found only in the complaint
and not addressed in plaintiffs' reply, fail to explain how Triton's open

there were only six members of the HI Board in February 1991.
"See text of this Opinion at 29-30.
'0°PIs' Memo. at 34.
. 12 Second Am. Compl. 50.
IOIJJ
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market purchases of FII stock or FII's repurchase program, constituted an
impermissible attempt to transfer control or how Triton's ownership of
FIT stock resulted in an ability to control FIT. Consequently, I must
dismiss this claim as well. Each of plaintiffs' class allegations fails to
state a claim for which relief may be granted.
Counsel should confer and attempt to agree upon a form of Order
that implements this decision.

JOYCE v. CUCCIA
No. 14,953
Court of Chancery of the State of Delaware,New Castle
May 14, 1997
Plaintiffs brought an action claiming breach of fiduciary duties and
breach of certain shareholders agreements. The defendant filed a motion
to dismiss attacking counts I, II, and IV of the complaint. Defendant
also argued that the action should be dismissed on the basis of lack of
personal jurisdiction, insufficiency of process, and insufficiency of service
of process.
The court of chancery, per Vice-Chancellor Jacobs, concluded that
the defendant's motion to dismiss for the jurisdictional and processrelated defenses should be denied. The court explained that the
defendant's failure to include the jurisdictional and process-related
grounds in the first motion to dismiss operated as a waiver. For the
count IT claims, the court dismissed two claims which had been
discharged in bankruptcy, dismissed some claims that were legally
insufficient, and concluded that the remaining were legally sufficient to
survive the motion. For the count IT claims, the court granted the
dismissal of only one claim. For the count IV claims, the court found
that dismissal was not mandated.
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Federal Civil Procedure

m 1837.1

A second motion to dismiss based on jurisdictional and processrelated grounds should be denied if these defenses were not included in
the original motion to dismiss, thereby operating as a waiver under Rule
12(g) and (h), or if the second motion implicates a genuine concern about
piecemeal motions practice. DEL. CH. CT. R. 12(g)-(h).
2.

C--

Pretrial Procedure

679, 687

On a Rule 12(b) motion to dismiss, the court must accept as true
all well-pleaded allegations and must draw all reasonable inferences from
them, and the court may not consider any facts and documents that are
extrinsic to the complaint, but only documents that are integral to the
claim and incorporated by reference into the complaint. DEL. CH. CT. K.
12(b).
3.

Bankruptcy

C

3276.1, 3531

A confirmation of a plan of reorganization under the Bankruptcy
Code will discharge the debtors from all claims arising before the date of
confirmation, except for claims based upon fraud committed by the
debtor. 11 U.S.C.A. §§ 523(a)(4), 1141(d)(1) (1993).
4.

Pretrial Procedure

2

680

A motion to dismiss must be denied with regards to a claim where
an inference raises a fact question that cannot be resolved at this
procedural stage.
5.

Corporations

m 320(7)

To state a legally sufficient claim for breach of the duty of loyalty,
plaintiffs must allege facts showing that a self-interested transaction
occurred, and that the transaction was unfair to the plaintiffs.
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320(7)

Where a plaintiff alleges an otherwise sufficient breach of duty of
loyalty, there is no obligation to plead resulting injury as an element of
the claim.
7.

Corporations

C=t 320(7)

Where plaintiffs allege that a director acted in his own self-interest
to the detriment of the corporation, plaintiffs have pleaded a legally
sufficient breach of the director's duty of loyalty.
8.

Pretrial Procedure

m

622, 626

A claim, which alleges that a transaction did not benefit the
corporation so, therefore, it must have benefitted the director personally
and does not articulate precisely how that transaction was unfair to the
corporation, rests solely on suspicion and conclusory allegations;
therefore, it is legally insufficient.
9.

Pretrial Procedure

r=,

681, 682, 689

Where an argument is based upon a document extrinsic to the
complaint, it may not be considered under a Rule 12(b) motion to
dismiss. DEL. CH. CT. R. 12(b).
10.

Pretrial Procedure

t=

622, 626

Where a claim rests solely on suspicion and plaintiff's belief, it
will be deemed legally infirm.
11.

Corporations

-

310(1), 317

A claim, alleging that a director violated a shareholder's agreement
and harmed the corporation by decreasing the amount of debt forgiveness
attributable to the corporation while increasing the debt forgiveness
attributable to director, is not grounded in fraud but is conduct that would
constitute a breach of the director's duty of loyalty to the corporation.
12.

Pretrial Procedure

m

679, 681

Facts not alleged in the complaint or found in documents
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incorporated therein by reference cannot be considered on a Rule 12(b)
motion to dismiss. DEL. CH. CT. R. 12(b).
13.

Corporations

rma

310(1)

Decisions by boards of directors of Delaware corporations are
normally presumed to have been made in the best interest of the
corporation.
14.

Corporations

e

320(11)

If a plaintiff shareholder does not allege facts rebutting the
presumption that the decision by the board of directors was made in the
best interests of the corporation, the business judgment rule will protect
the decision.
15.

Corporations

e

393

A decision otherwise protected by the business judgment rule will
not be protected if it cannot be attributed to a rational business purpose.
16.

Corporations
Pretrial Procedure

C:= 320(11), 393
C= 621

A claim will not be dismissed where an allegation that no
reasonable person would have extended an option contract may fairly be
read to claim that there was no rational business purpose for director's
actions.
17.

Pretrial Procedure

:

687

A claim will not be dismissed for failure to allege harm where
plaintiff's well-pleaded allegations, which must be accepted as true under
a Rule 12(b) motion to dismiss, establish harm. DEL. CH. Q'T. K 12(b).
18.

Corporations

re=

315, 320(11)

As part of a corporate opportunity claim, the plaintiff must allege
a business opportunity that the corporation was financially able to
undertake.
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315, 320(11)

A corporate opportunity claim will not be dismissed where
allegations that the purchase would have benefitted the corporation and
would have served the corporation's best interests raise an inference that
the corporation was able to finance the purchase.
20.

Corporations

m

310(1), 320(11)

A self-interested claim that alleges director voted against the
redemption to keep stock for himself will suffice at the pleading stage to
deprive the director's vote of business judgment rule protection and
require him to defend against that claim.
21.

Parties

m

28, 34

A person to be joined if feasible under Rule 19(a) is one where
disposition of the action in that person's absence could impair that
person's ability to protect her interest; however, it may not be feasible to
join that person where they are not subject to the court's in personam
jurisdiction. DEL. CH. CT. R. 19(a).
22.

Parties

C!

28, 33, 34

Where a person is one to be joined under Rule 19(a), but it is not
feasible to join that person because they are not subject to the court's in
personam jurisdiction, dismissal is not mandated where that person's
interests are adequately represented and where any relief can be tailored
to protect that person's interest. DEL. CH. CT. R. 19(a).
23.

Parties

Ce=

33

It is not necessary to join a person whose interests are fully
protected by the parties already present in the case.
Kenneth J. Nachbar, Esquire, and Katherine R. Witherspoon, Esquire, of
Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware; and Jordan D.
Hershman, Esquire, Richard S. Sanders, Esquire, and Inez H. Friedman,
Esquire, of Testa, Hurwitz & Thibeault, LLP, Boston, Massachusetts, of
counsel, for plaintiffs.
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Edward B. Maxwell, 2nd, Esquire, David Peress, Esquire, and James P.
Hughes, Jr., Esquire, of Young, Conaway, Stargatt & Taylor,
Wilmington, Delaware, for defendant.
JACOBS, Vice-Chancellor
Pending is the motion of the defendant, T. Jay Cuccia ("Cuccia"),
to dismiss the Second Amended Complaint (the "Complaint"). The
plaintiffs, Roland J. Joyce ("Joyce"), Robert P. Lofbland, and Peter R.
Harvey, have sued individually and derivatively on behalf of CTC
Minerals, Inc., a Delaware corporation headquartered in Louisiana
("CTC"). The named defendant is Cuccia, in both his individual capacity
and as Provisional Administrator of the Succession (i.e.- Estate) of his
late stepfather, C.T. Carden ("Carden" and the "Carden Estate"). The
plaintiffs claim that (i) Cuccia and Carden breached their fiduciary duties
as directors of CTC in various respects; and (ii) Cuccia breached certain
Shareholders Agreements. ! This is the Opinion of the Court on Cuccia's
motion to dismiss.
I. FACTUAL BACKGROUND
The pertinent facts are derived from the Complaint and various
affidavits incorporated therein by reference. CTC was founded in 1989
by Joyce and Carden, each of whom owned 50% of CTC's stock.
Carden died in September 1995, and Cuccia replaced Carden on CTC's
board of directors. Carden's stock interest in CTC is presently being
represented by Cuccia in his capacity as Provisional Administrator of the
Carden Estate.
In November 1990, before Mr. Carden died, Cuccia's mother, Edna
Mae Carden, filed in Louisiana a petition for legal separation from
Carden.2 At some point after they separated, Mr. and Mrs. Carden filed
a petition for reorganization under Chapter 11 of the United States

'Two Shareholders Agreements are the subject ofthese claims: (i) a 1989 Shareholders
Agreement among Carden, Joyce, and their respective wives (Joyce Aft. Ex A); and (H)a 1994
Shareholders Agreement among Joyce, Carden, Mrs. Carden, CTC, and Carden Oil & Gas, Inc.
(COG"), a corporation wholly owned by Carden. (Joyce Aff. Ex. C).
'Cuccia contends that by virtue of her separation from Carden, under Louisiana
community property law Mrs. Carden owns one half of Mr. Carden's stock in CTC. Plaintiffs
contend that Mrs. Carden is not a shareholder. As later discussed, this Court does not decide
that ownership claim in this proceeding, but rather assumes, solely for purposes of this motion,
that Mrs. Carden has a colorable claim of ownership of the stock under Louisiana law. See
Part V of this Opinion, jgr.
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Bankruptcy Code. On December 17, 1993, the United States Bankruptcy
Court for the Eastern District of Louisiana issued an order confirming
Mr. and Mrs. Carden's First Amended Plan of Reorganization and
discharging certain of their pre-bankruptcy debts.
At a CTC board of directors meeting held on March 7, 1996, one
year after Carden died, Joyce proposed that CTC exercise an option,
contained in the 1989 Shareholders Agreement, for CTC to repurchase
the CTC shares owned by the Carden Estate. Cuccia voted against that
resolution, thereby blocking the proposed stock repurchase.
Four days after that meeting, Mrs. Carden and Cuccia (as
Administrator of the Carden Estate) sued Joyce in a Louisiana state court
(the "Louisiana action"), claiming that by proposing that CTC repurchase
the Carden Estate's CTC stock, Joyce violated his fiduciary duties to
CTC. Joyce responded by commencing this Delaware action against
Cuccia. On June 10, 1996, Cuccia filed a motion to dismiss under Court
of Chancery Rule 12(b). Cuccia's June 10 motion asserted numerous
grounds for dismissal, but did not include any jurisdictional or processrelated defenses. Cuccia did not press his June 10 dismissal motion, but
instead moved to stay this proceeding in favor of the Louisiana action.
On July 24, 1996, this Court denied Cuccia's motion to stay. Joyce v.
Cuccia Del. Ch., C.A. No. 14953, Jacobs, V.C. (July 24, 1996), Mem.
Op. at 16.
Thereafter, on August 7, 1996, Cuccia filed a second motion to
dismiss. The August 7 motion, unlike the first motion, did include
among the asserted grounds for dismissal, the defenses of lack of personal
jurisdiction, insufficiency of process, and insufficiency of service of
process. Oral argument on Cuccia's second dismissal motion was held
on October 9, 1996. This Opinion addresses that second dismissal
motion.

Cuccia's dismissal motion attacks Counts II, III and IV of the
Complaint.? Part II of this Opinion addresses Cuccia's argument that this
action should be dismissed on the basis of lack of personal jurisdiction,
insufficiency of process, and insufficiency of service of process. Part III
determines whether the allegations of Count II (asserting breaches of
fiduciary duty by Carden) state claims upon which relief can be granted.
3
The sole remaining Count, Count I, requests the Appointment of a Custodian pursuant
to 8 Del. C. § 226. Because the defendant consented to the appointment of a custodian on
August 2, 1996, that Count is no longer in issue.
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Part IV decides the legal sufficiency of the claims alleged in Count I
(claiming breaches of fiduciary duties by Cuccia), and Part V addresses
Count IV (claiming breach of contract by Cuccia).
II. JURISDICTIONAL AND PROCESS-RELATED DEFENSES

I turn first to the jurisdictional and process-related defenses. The
issue, simply put, is whether those defenses have been waived. I
conclude that they were.
As previously stated, Cuccia filed his first Rule 12(b) motion to
dismiss on June 10, 1996. In his June 10 motion, Cuccia did not raise
any jurisdictional or process-related defenses as grounds for dismissal; nor
was that motion ever prosecuted. Instead, on June 20, 1996, Cuccia
moved to stay this proceeding in favor of his previously-filed Louisiana
action. By Opinion dated July 24, 1996, the Court declined to stay this
action. Joyce v. Cuccia, supra. Thereafter, on August 7, 1996, defendant
filed his second Rule 12(b) motion asserting for the first time the
jurisdictional and process-related defenses described above.
The plaintiffs contend that those defenses were automatically
waived under Rule 12(g) and (h), because Cuccia did not raise them in
his first 12(b) dismissal motion.4 Cuccia concedes that he did not raise
those defenses, but argues that he may assert them now, because Rule 12
does not mandate an automatic waiver where the prior motion to dismiss
was not argued or decided and where the plaintiff is not otherwise
prejudiced by the late assertion of the defenses. In those circumstances,
Cuccia argues, the Court should treat the two dismissal motions as if they
were joined as a single motion.
Plaintiffs contend that Cuccia's construction of Rule 12 ignores its
plain language, which explicitly mandates an automatic waiver.
Alternatively, plaintiffs argue that Cuccia should be precluded from
4

Rules 12(g) and (h) pertinently provided:
(g) Consolidationof defenses. A party who makes a motion under this rule
may join with it the other motions herein provided for and then available to
the party. If a party makes a motion under this rule but omits therefrom any
defense or objection then available to the party which this rule permits to be

raised by motion, the party shall not thereafter make a motion based on any
of the defenses or objections so omitted except as provided in subparagraph
(h)(2) hereof on any of the grounds there stated.
(h) Waiver of defenses. (1) A defense of lack ofjurisdiction over the person,
impropervenue, insufficiency ofprocess, or insufficiency ofservice ofprocess
is waived (A) if omitted from a motion in the circumstances described in
paragraph (g)....

Ch. Ct. R. 12(g), 12(h).
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raising his jurisdictional and process-related defenses, because the
plaintiffs would be unfairly prejudiced by Cuccia's delay in asserting
them. Plaintiffs contend that they will have been forced to expend
resources to defend (successfully) Cuccia's motion to stay -- an expense
that would have been unnecessary and totally avoidable had Cuccia raised
his jurisdictional and process-related grounds in the June 10 dismissal
motion.
[1]
The Court concludes that Cuccia's motion to dismiss on
jurisdictional and process-related grounds should be denied. Rules 12(g)
and (h) explicitly state that a failure to include these defenses in the
original motion operates as a waiver. See sunra. note 4, at 4-5.
Although the defendants cite certain federal decisions that support their
position,5 there are other cases where federal courts, strictly enforcing
Federal Rules of Civil Procedure 12(g) and (h), refused to consider
jurisdictional and process-related defenses not raised in the earlier
motion." Even in the cases cited by defendant, the courts entertained the
delayed jurisdictional motion only because "there [was] no concern of
piecemeal motions practice, and no rights of plaintiff [were] threatened."
Seal 825 F.Supp. at 692-93 n.10; see also Gueeione, 617 F.Supp. at 919
(no waiver because "there is no issue of dilatory motion practice or
unfairness to the plaintiff' (quoting Sunrise Toyota 55 F.R.D. at 528
n.4)). In this case, even under those authorities Cuccia's argument fails,
because Cuccia's present jurisdictional attack implicates a genuine
concern about "piecemeal motions practice."
Although no briefs were filed or arguments heard on Cuccia's first
motion to dismiss, eleven days after that motion was submitted, Cuccia
filed and vigorously pressed his motion to stay, which then was briefed,
argued, and decided. Moreover, in support of his motion to stay, Cuccia
advanced jurisdictional arguments that were "potentially case dispositive
yet [were] made indirectly and obliquely rather than directly and frontally
as a basis to dismiss under Rule 12(b)(6)." Joyce v. Cuccia, supra at 14.
Thus, even at that stage Cuccia was fully aware of his procedural
defenses, yet chose not to present them, and instead subjected the
plaintiffs to the delay and expense of litigating his motion to stay.
Having lost that motion, Cuccia now seeks to raise the jurisdictional and
See e
Sunrise Toyota v. Toyota Motor Co., 55 F.R.D. 519, 528 n.4 (S.D.N.Y.
1972); Seal v. Riverside Federal Say. Bank. 825 F.Supp. 686, 692 n.10 (E.D.Pa. 1993);
Guccione v. Flynt. 617 F.Supp. 917, 918 (D.C.N.Y. 1985).
6
See .g., Albany Ins. Co. v. Almacenadora Somex, S.A.. 5 F.3d 907, 909-11 (5th Cir.
1993); Arkwright Mut. Ins. Co. v. Scottsdale Ins. Co. 874 F.Supp. 601, 604 (S.D.N.Y. 1995);
Heywood v. Samaritan Health System. 902 F.Supp. 1076, 1079 (D.Ariz. 1995); L&L Oil Co.,
Inc. v. Hugh Mac Towing Corp. 859 F.Supp. 1002, 1005 (E.D. La. 1994).
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process-related defenses he could (and should) have raised at the outset.
That is precisely the kind of "piecemeal motions practice" that Rules
12(b) and (h) are intended to avoid.7
Having concluded that Cuccia waived his jurisdictional and
process-related defenses, the Court next considers the legal sufficiency of
the specific Counts of the Complaint under challenge on this motion.

ll. COUNT 11
Count II asserts claims against the Carden Estate for acts
committed by Carden as a CTC director. Plaintiffs allege that Carden

breached his duty of loyalty owed to CTC as a director by engaging in
"fraud, self-dealing, and theft of corporate opportunity." Plaintiffs also
claim that Carden breached his duty of care to CTC. Comp. T 189.

Specifically, Carden is charged with: (i) improper check writing (Comp.
99 74-78); (ii) engaging in self-dealing transactions (Comp.
79-82);
(iii) improperly terminating CTC's accountant and corporate counsel
(Comp.

83-89); (iv) improperly granting an option to purchase CTC

stock to a third party (Comp. 9 122-26); (v) releasing seismic data to a
third party without consideration (Comp. 9 127-30); (vi) assigning
royalty interests in CTC mineral assets without consideration (Comp.
131-35); and (vii) fraudulently inducing Joyce to sign certain
documents (Comp. % 136-44).

Cuccia argues that these claims must be dismissed for two separate,
alternative reasons. The first is that all claims arising out of Carden's

conduct before December 17, 1993 were discharged in the Carden
bankruptcy.

The second is that the Count I claims are legally

insufficient because the plaintiffs have alleged no specific harm suffered

7
Cuccia claims that he did not assert his procedural and process-related defenses
initially, because the two breach of contract claims in the Second Amended Complaint were
not raised until after the original June 10 motion to dismiss was filed. That is not quite
accurate. The original Amended Complaint alleged that:
Cuccia, as heir of Carden and as Executor of the Carden Estate, is
obligated by Article 111(A) of the 1989 Shareholders' Agreement to "perform
all necessary acts to transfer the [Carden] stock to [CTC] in accordance
[t]herewith at the earliest practicable time." Cuccia breached that contractual
duty to cooperate by voting against CTC's exercise of the stock repurchase
option.
Amended Complaint at 192. Thus, although no specific relief was sought in the original
Amended Complaint, that pleading gave notice that the plaintiffs were claiming that Cuccia,
both individually and asExecutorofthe Carden Estate, had breached his contractual obligations
under the 1989 Shareholders' Agreement.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 23

by CTC, and they have not pleaded fraud with particularity as Court of
Chancery Rule 9(b) requires.'
A.

The Applicable Legal Standard

[2]
On a Rule 12(b) motion to dismiss, the Court must accept as true
all well-pleaded allegations and must draw all reasonable inferences from
them. Solomon v. Pathe Communications Corp. Del. Supr., 672 A.2d
35, 38 (1996). Conclusory allegations of fact will not be accepted,
however. See id.. Garza v. TV Answer, Inc. Del. Ch., C.A. No. 12784,
Hartnett, V.C. (March 11, 1993), Mem. Op. at 4. On such a motion, the
Court may not consider any facts and documents that are extrinsic to the
complaint, but only documents that are "integral to the claim and
incorporated by reference into the complaint."9
B.

The Discharge-in-Bankruptcy Argument.

[3]
As earlier noted, on December 17, 1993, the Bankruptcy Court
confirmed the Cardens' Plan of Reorganization under the Bankruptcy
Code. By operation of that statute, the confirmation operated to
discharge the Cardens, as debtors, from all claims arising before the date
of confirmation, except for claims based upon fraud committed by the
debtor, 11 U.S.C.A. §§ 523(a)(4); 1141(d)(1). Thus, Carden was
discharged from any claims that arose from acts committed before
December 17, 1993, except for claims based upon his fraudulent acts.
Because the plaintiffs do not charge Carden with any fraud (see suvra.
note 8, at 9), all claims based upon Carden's conduct that occurred before
December 17, 1993 were discharged in bankruptcy and must be
dismissed.
Thus, the issue becomes what claims (if any) alleged in Count II
arose out of conduct that occurred before the December 17, 1993
confirmation of the Cardens' Reorganization Plan. That issue is now
addressed.

'To the extent Count II alleges fraudulent conduct, that Count is dismissed because
plaintiffs now concede that the "Second Amended Complaint does not contain any cause of
action for fraud." Pl. Ans. Br. at 33 n.18. Accordingly, the contentions relating to plaintiffs'
failure to plead fraud with particularity need not be considered.
'Sapala v. Forest Health Services Corp. Del. Ch., C.A. No. 14260, Jacobs, V.C.
(May 3, 1996), Ltr. Op. at 3; In re Santa Fe Pacific Corp. Shareholder Lit. Del. Supr., 669
A.2d 59, 68-70 (1995).
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1.

Improper Check Writing

The plaintiffs claim that (i) Carden improperly drew checks,
payable to himself, upon CTC's corporate accounts, both before and
during 1992, and (ii) that activity continued despite efforts to prevent
Carden from further depleting CTC's accounts. Comp.
77-78.
Cuccia argues that this claim must be dismissed, because (i) the
alleged check writing occurred before the December 17, 1993
confirmation order and (ii) plaintiffs plead no specific date until which
the check writing continued to occur, for which reason the Court must
presume that the entire course of conduct occurred before the bankruptcy
discharge. See Def. Op. Br. at 18.
[4]
It may be inferred from the averment that Carden continued to
write checks, that that activity continued after December 17, 1993. That
inference raises, at the least, a fact question that cannot be resolved at this
procedural stage. Accordingly, as to this claim the motion must be
denied.
2.

Related Party Transactions

Count II also alleges that Carden engaged in certain related party
transactions where CTC funds were used to purchase property that
became titled in the name of third parties. The basis for this claim is an
October 5, 1992 letter written to Carden by CTC's accountant, and
incorporated into the Complaint by reference. The accountant's letter
itemizes five related party transactions, all of which occurred before
December 17, 1993. Comp. 80. Because the claims relating to those
specific transactions were discharged in the Carden's bankruptcy, they
must be dismissed.
3.

Assignment of
Consideration

Royalty

Interests

Without

Count II next claims that Carden assigned royalty interests to a
third party without sufficient consideration. An affidavit incorporated
into the Complaint by reference shows that that conduct occurred in
February 1993, j&:, before the discharge in bankruptcy. Weinder Aff.
32. Because it is not claimed that that challenged conduct was
fraudulent, this claim was discharged and must also be dismissed.
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The Legally Insufficient Claim Arguments

Cuccia contends that the remaining claims in Count II must be
dismissed because they are legally insufficient. Cuccia contends that
those claims are deficient because the Complaint fails to plead that the
following allegedly wrongful acts either harmed CTC or conferred an
improper personal benefit upon Carden: (a) the termination of CTC's
accountant and corporate counsel; (b) the grant of an option to purchase
CTC stock; (c) the release of CTC seismic data to a third party; and (d)
certain post-discharge related party transactions.
[5-6] To state a legally sufficient claim for breach of the duty of loyalty,
plaintiffs must allege facts showing that a self-interested transaction
occurred, and that the transaction was unfair to the plaintiffs. Solomon
v. Pathe Communications Corp. Del. Ch., C.A. No. 12563, Allen, C.
(Apr. 21, 1995), Mem. Op. at 12. Where a plaintiff alleges an otherwise
sufficient breach of duty of loyalty, there is no obligation to plead
resulting injury as an element of the claim. See Carlton Investments v.
TLC Beatrice International Holdings, Inc.. Del. Ch., C.A. No. 13950,
Allen, C. (April 16, 1996), Mem. Op. at 7.
4.

Termination of Accountant and Corporate Counsel

[7]
Count II alleges that Carden terminated CTC's accountant and
corporate counsel because they were unwilling to participate in selfinterested transactions that "subordinat[ed] ... CTC's interests to
[Carden's] own, personal interests." Comp. 87. Because plaintiffs
allege that Carden acted in his own self-interest to the detriment of the
corporation, they have pleaded a legally sufficient breach of Carden's
duty of loyalty.
5.

Option To Purchase OTC Stock

[8]
The plaintiffs next claim that the grant to a third party of an option
to purchase certain CTC stock at market value improperly benefitted
Carden. The Complaint does not articulate precisely how that transaction
was unfair to the corporation. It does allege that Carden improperly
benefitted, based upon plaintiffs' belief that because the arrangements did
not benefit the corporation, they must have benefitted Carden personally.

1998]

UNREPORTED CASES

Comp. 122. That claim, which rests solely on suspicion and conclusory
allegations, is legally insufficient ° See Garma supra.
6.

Release of CTC Seismic
Data To A Third Party

[9]
Count II also alleges that Carden furnished certain CTC seismic
data to a third party without consideration, and that such conduct "likely"
improperly benefitted Carden to the detriment of CTC. Comp. 130
(emphasis added). Cuccia's dismissal argument is predicated on an
agreement between Carden and the party, wherein the party would serve
as CTC's agent to analyze CTC's seismic data. That agreement, Cuccia
argues, shows that the release of the data was both proper and necessary.
See Df. Op. Br. at 23 & Ex. K. The difficulty with this argument is
procedural: it is an affirmative defense based upon a document extrinsic
to the Complaint. For that reason the argument cannot be considered at
this procedural stage. Moreover, the plaintiffs allege that the seismic data
was released for no consideration. Comp. 130. To the extent Count
II alleges waste, that claim will survive a motion to dismiss.
7.

Remaining Count II Claims

Finally, plaintiffs allege that they "suspect" that Carden acquired
certain additional properties with CTC funds in certain transactions
between Carden and related parties. Comp. 82. Cuccia contends that
this claim is predicated solely on plaintiff's "belief' (Comp. 82), and
therefore is wholly speculative and not legally cognizable.
[10] I do not read these allegations as self-dealing claims. To the extent
those claims are so intended, they are legally infirm because they rest
solely on suspicion. Rather, the Court views these allegations as intended
to provide support for the claim that the Court should order a forensic
audit of CTC. The legal sufficiency of those allegations must therefore
rise or fall with the "forensic audit" claim in Count III, which is
addressed in Part IV of this Opinion.

'oAlthough the issue is not addressed by either side in their briefs, the Complaint
alleges that the grant of the option exceeded Carden's authority as a director and %wasnot
approved by CTC's remaining shareholders. Comp. 125. Insofar as this constitutes a claim
that the options are void as invalidly issued, that claim will not be dismissed.
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Fraud in the Inducement.

[11] Lastly plaintiffs allege that Carden breached his fiduciary duty of
loyalty to CTC by fraudulently inducing Joyce to sign documents that
purported to reallocate certain percentages of loan forgiveness among
Carden, COG, and CTC. Carden's acts, it is claimed, violated the 1994
Shareholders Agreement and harmed CTC by decreasing the amount of
debt forgiveness attributable to CTC, while increasing the debt
forgiveness attributable to Carden and COG. Comp. 9 141, 144. Cuccia
argues that this claim is based on fraud, which the plaintiffs were
required (but failed) to plead with particularity. I disagree. The claim
is not grounded in fraud, but upon breach of fiduciary duty. See supra.
note 8, at 9. By its very nature, that conduct would constitute a breach of
the defendant's duty of loyalty to CTC. As to this claim, the defendant's
motion will be denied.
IV. Count HI
Having addressed the claims asserted against Cuccia as Provisional
Administrator of the Carden Estate, the Court next considers the claims
asserted against him individually.
Cuccia seeks the dismissal of all the claims for breach of fiduciary
duty leveled against him in Count I. Those claims are based upon the
following conduct: (i) voting against a complete forensic audit of CTC
(Comp. 9 162-72); (ii) extending the time for Bayou Petroleum to
exercise an option to acquire oil and gas royalties from CTC (Comp.
99 145-54); (iii) substituting worthless collateral for the mortgage held by
CTC on the Clear Creek Stud property (Comp. 99 155-61); and (iv)
106voting against the exercise of a stock repurchase option (Comp.
21)."
These claims are separately considered.
A.

The Forensic Audit Claim

The plaintiffs allege that Cuccia breached his duty of loyalty to
CTC by voting against Joyce's proposed board resolution that CTC obtain
a complete forensic audit of the corporation. The plaintiffs allege that

"The plaintiffs conceded at oral argument that their claims that Cuccia wrongfully
assumed control of CTC (Comp.
96-98) and blocked access to CTC's corporate records
(Comp.
99-105; 173-81) should be dismissed. Oral Arg. Tr. at 58-59. Accordingly, these
claims will be dismissed.
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Cuccia cast his negative vote in bad faith, to prevent an audit that would
uncover his family's self-dealing transactions.
Cuccia argues that this claim should be dismissed because no harm
to CTC is alleged to have resulted from his conduct. Cuccia contends
that all the information an audit would reveal is contained in CTC's
annual audits conducted by independent auditors. See Df. Op. Br. at 32
& Ex. M. Cuccia further argues that there is no legal basis for the claim,
because he is willing to permit the audit so long as Joyce pays for it, as
the 1994 Shareholders Agreement provides. Comp. 171.
[12] Cuccia's contention that the information was contained in CTC's
annual audits, implicates facts not alleged in the Complaint or found in
documents incorporated therein by reference. This argument cannot,
therefore, be considered on a Rule 12(b) motion to dismiss. On the other
hand, because the 1994 Shareholders Agreement is incorporated by
reference into the Complaint, arguments based on that Agreement may be
considered. See Joyce Aff. Ex. C. But that argument does not save the
claim, because the 1994 Agreement, by its terms, entitles each
shareholder to have an audit conducted if the shareholder pays for it.
Shs. Agmt. 12. Because Cuccia is willing to comply with this
provision, I conclude that the plaintiffs' own contractual bargain defeats
this claim. 2
B.

The Bayou Petroleum Claim

Plaintiffs charge that Cuccia breached his fiduciary duty to CTC by
gratuitously extending the time for Bayou Petroleum, an independent
corporation, to exercise its option to purchase royalty interests in certain
CTC oil and gas properties. Plaintiffs claim that Joyce was opposed to
the extension (Joyce Aff. 9 117-18), and that any "reasonable party with
knowledge of the oil and gas business... would not have extended the
option contract." Comp. 154. Because the exercise price was
significantly below market value at the time the option expired, plaintiffs
allege that Cuccia's extension, and Bayou Petroleum's later exercise of
that option, cost CTC potential revenue. Comp. 151.
Cuccia says that the claim is legally insufficient because the
directors' decision to extend the option is protected by the business
judgment rule, and that the plaintiffs failed to rebut that presumption by
alleging facts showing that the decision lacked a rational business
purpose. Sinclair Oil Corp. v. Levien, Del. Supr., 280 A.2d 717, 720
12Theplaintiffs offer no legal support in their answering brief for their alternative claim
that Cuccia had a separate fiduciary obligation to permit the corporation to fund such an audit.
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(1971). Cuccia also contends that the plaintiffs have failed to allege that
CTC was harmed by reason of, or that Cuccia improperly benefitted
from, the extension.
[13-16]
Decisions by boards of directors of Delaware corporations
are normally presumed to have been made in the best interest of the
corporation. Aronson v. Lewis, Del. Supr., 473 A.2d 805, 812 (1984).
If a plaintiff shareholder does not allege facts rebutting that presumption,
the business judgment rule will protect the decision. Cede & Co. v.
Technicolor, Inc., Del. Supr., 634 A.2d 345, 361 (1993). But, a decision
otherwise protected by the business judgment rule will not be protected
if it cannot be attributed to a rational business purpose. Sinclair Oil
Corp. v. Levien, Del. Supr., 280 A.2d 717, 720 (1971). Though pleaded
inartfully, the allegation that no reasonable person would have extended
the options may fairly be read to claim that there was no rational business
purpose for Cuccia's actions. On that basis, the Bayou Petroleum claim
will not be dismissed.
C.

The Clear Creek Stud Claim

The plaintiffs next claim that Cuccia breached his fiduciary duties
by causing CTC to cancel a $4 million mortgage on property owned by
Clear Creek Stud, Inc., a Carden-owned corporation. That cancellation
is said to have harmed CTC, because the substitute collateral that CTC
accepted from the Carden Estate, which had previously been pledged to
Carden's unsecured creditors in bankruptcy, was worthless.
Cuccia contends that the plaintiffs may have alleged an interested
transaction, but they have not pleaded a legally cognizable breach of his
duty of loyalty. Cuccia further argues that the claim is premature,
because CTC will not be harmed unless and until the unsecured creditors
exercise their right to foreclose upon the new collateral.
[17] The dismissal motion will be denied as to this claim. The Court
must accept as true all well-pleaded allegations in the Complaint,
including the averment that the substituted collateral had been previously
pledged to unsecured creditors. Those facts, if proven, would establish
that CTC was harmed, as it no longer has valuable collateral to secure its
loan. Cuccia's contention that this claim should be dismissed for failure
to allege harm is without merit.
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The Stock Repurchase Claim

Finally, plaintiffs allege that Cuccia breached his duty of loyalty
to CTC by voting against Joyce's proposed board resolution that CTC
exercise its option under the 1994 Shareholders Agreement to repurchase
Carden's CTC stock. The plaintiffs claim that Cuccia voted against the
repurchase proposal, because as a Carden heir he would benefit
personally if the stock remained part of the Carden Estate. The plaintiffs
further allege that because the repurchase option could be exercised at a
price substantially below market value, CTC would have benefitted from
a repurchase of its stock at that exercise price. Comp. 109.
Cuccia responds that he breached no fiduciary duty by voting
against the repurchase, because CTC's exercise of the option would have
placed it in breach of a financing agreement and in default on an
outstanding promissory note. In an effort to distinguish this case from
Stephanis v. Yiannatsis"3 and Lash v. Lash Furniture Co., 4 Cuccia also
contends that he breached no fiduciary duty, because he did not exercise
his power as a director to benefit personally by acquiring the shares for
himself. Finally, Cuccia claims that the plaintiffs were required to (but
did not) plead that CTC was financially able to purchase the Carden
shares.
[18-19]
Because Cuccia's first contention relies on the financing
agreement and the promissory note, neither of which is incorporated by
reference into the Complaint, that argument cannot be considered on a
12(b) motion to dismiss. 5 Nor should the claim be dismissed for failure
to allege that the corporation was financially able to purchase the stock.
As part of a corporate opportunity claim, the plaintiff must allege "a
business opportunity that the corporation was financially able to
undertake. 6 In this case it may reasonably be inferred from (and is
implicit in) the allegations that the purchase would have benefitted the
corporation and would have served the corporation's best interests, that
108-09.
the corporation was able to finance the purchase. Comp.
[20] Nor does the Court find persuasive Cuccia's effort to distinguish
Stephanis v. Yiannatsis, supra. In Stephanis, Vice Chancellor Chandler

"Del. Ch., CA. No. 1508, Chandler, V.C. (Oct. 4, 1993), aft'd Del. Supr., 653 A.2d
275 (1995).
4
Vt. Supr., 296 A.2d 207 (1972).
ISapala v. Forest Health Services Corp., Del. CI., CA. No. 14260, Jacobs, V.C.
Del. Supr., 669
(May 3, 1996), Ltr. Op. at 3; In re Santa Fe Pacific Corp. Shareholder Lit,,
A.2d 59, 68-70 (1995).
"'Needham v. Cruver Del. Ch., C.A. Nos. 12428 & 12430, Hartnett, V.C. (May 12,
1993), Mem. Op. at 13.
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found that the directors had usurped a corporate opportunity by voting
against the corporation's right of first refusal to acquire certain stock in
order to purchase that stock for themselves. Stephanis at 7-16. The
facts at bar are similar, except that rather than voting against the
redemption in order to purchase the stock for himself, Cuccia (allegedly)
voted against the redemption to keeR the stock for himself. That alleged
self interest suffices, at the pleading stage, to deprive Cuccia's vote of
business judgment rule protection, and to require him to defend against
that claim.17
V. Count IV
In Count IV plaintiffs claim that Cuccia, both individually and as
Provisional Administrator of the Carden Estate, breached provisions of
both the 1989 Shareholders Agreement and the 1994 Shareholders
Agreement, which entitle CTC to repurchase Carden's stock upon his
death. The claim is that the Court should grant CTC specific
performance of those provisions.
Critical to Cuccia's dismissal motion as to this Count is Mrs.
Carden's claimed ownership interest in Mr. Carden's CTC stock. That
interest, Cuccia urges, makes Mrs. Carden an indispensable party to this
action and requires that the action be dismissed unless she is joined as a
party.18 Ch.Ct. R. 19(a). Cuccia relies on cases that (he says) hold that
an individual's ownership rights in stock may not be adjudicated in that
individual's absence. 19
Cuccia argues that this case may not proceed in his mother's
absence, because if CTC is awarded specific performance, Mrs. Carden's
rights as a stockholder might be extinguished. Moreover, Cuccia argues,
under Rule 19(b) this action may not proceed "in equity and good
conscience," because Mrs. Carden's interests are not adequately
represented by Cuccia and the relief requested cannot be shaped to
mitigate or eliminate any prejudice to Mrs. Carden. See Ch. Ct. R

Cuccia's argument that his conduct was not unfair to the corporation is answered in
plaintiffs' claim that the transaction was unfair because the corporation could have redeemed
the stock at a below market price.
"The Court assumes without deciding, solely for purposes of this motion, that Mrs.
Carden has a colorable claim to 50% ofher former-husband's stock under Louisiana law. The
issue of Mrs. Carden's ownership interest (if any) in that stock is more appropriately left to the
Louisiana courts, which would have in personam jurisdiction over Mrs. Carden.
"Elster v. American Airlines, Inc., Del. Ch., 106 A.2d 202, 204 (1954); lstItuto
Bancario Italiano SpA v. Hunter Eng. Co. Del. Supr., 449 A.2d 210, 226 (1982); Moran v.
Household International, Inc. Del. Ch., 490 A.2d 1059, 1073-74 (1985).
7
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19(b).2"

The plaintiffs seek to enforce a contractual right under the 1989
Shareholders Agreement, which calls for the purchase of "the entirety" of
Carden's CTC stock, including Mrs. Carden's shares. If the Court were
to enforce the corporation's right to redeem only Cuccia's share of the
Carden Estate's stock, so the argument goes, the result would be to
reform the Shareholders Agreement contrary to what the parties
intended.2 '
Plaintiffs respond that the factors enumerated in Rule 19(b) weigh
in favor of allowing this action to proceed in Mrs. Carden's absence.
They claim that Mrs. Carden's rights as a CTC stockholder are
adequately represented by her son (Cuccia), as Provisional Administrator
of her late husband's Estate, and that she will suffer no prejudice if she
is not joined. Plaintiffs also argue that this Court can tailor the relief to
mitigate, if not eliminate, any potential prejudice to Mrs. Carden.
I conclude that the indispensable party argument lacks merit. The
evidence does not support a conclusion that Mrs. Carden is an
indispensable party. While it is not critical to the result, the Court
observes that Mrs. Carden has not been determined by any court to have
an ownership interest in her late husband's CTC stock. There is no
persuasive evidence of record that she personally asserted, or actively
pursued, a claim to the CTC stock, or purported to act as a CTC
stockholder, before this dispute between Joyce and Cuccia arose. Nor has
Mrs. Carden appeared before this Court on her own behalf to claim that
she is an indispensable party or that her interests are not adequately
represented. Only Cuccia advances these arguments, purportedly on his
mother's behalf, as a procedural defense for his own benefit.
[21-22]
The Court agrees that Mrs. Carden is a "person to be joined
if feasible" under Court of Chancery Rule 19(a), because the disposition
of this action in Mrs. Carden's absence could impair her ability to protect
her interest in the CTC stock. See Ct. Ch. R. 19(a); Istituto Bancario
Italiano SpA 449 A.2d at 226. It also appears that it is not feasible to
20

Rule 19(b) provides that an action may proceed "in equity and good conscience" if
the following factors weigh in favor of proceeding:
(1)
to what extent a judgment rendered in the person's absence might be
prejudicial to the person or those already parties;
(2)
the extent to which, by protective provisions in the judgment, by shaping the
relief, or other measures, the prejudice can be lessened or avoided;
(3)
whether a judgement rendered in the person's absence will be adequate; and
(4)
whether the plaintiff will have an adequate remedy if the action is dismissed.
Ch. CL R. 19(b).
"The Court need not address at this time Cuccia's additional argument that the 1989
Shareholders Agreement was orally amended and has been memorialized in writing. Cuccia
has not moved to dismiss on that ground.
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join Mrs. Carden, because she is not subject to this Court's in personam
jurisdiction. Even so, none of the authorities cited by Cuccia mandates
the dismissal of this Count, because Mrs. Carden's interests are
adequately represented by Cuccia and any relief can be tailored to protect
such interest as Mrs. Carden may have.
Cuccia relies upon Elster v. American Airlines, Del. Ch., 106 A.
2d 202, 204 (1954), which (he argues) supports a per se rule that an
individual's ownership rights in stock may not be adjudicated in his or
her absence. But as this Court has noted, "Rule 19 decisions must be
based upon pragmatic considerations given the facts of the case." Brinati
v. TeleSTAR. Inc. Del. Ch., C.A. No. 8118, Berger, V.C. (Sept. 3,
1985). Thus, in Brini the Court rejected the argument that all the
shareholders were indispensable parties to a claim that the Court compel
the dissolution of the corporation, because i) the plaintiffs claim was
based on an agreement between the shareholders, and ii) the interests of
the shareholders who were not joined as parties would be adequately
at 7-8.
represented by the shareholders who were. Bi
That same result should obtain here. The claims asserted in this
case are also based on rights established by contract between the
shareholders. The complaint alleges an agreement between Carden and
Joyce that the corporation will be entitled to redeem the stock upon either
person's death. That this action was filed because the corporation failed
to exercise that right, does not change the fact that the claim stems from
a contract between the original shareholders.
[23] Moreover, to the extent that Mrs. Carden has a valid claim to a
share of the Carden Estate's CTC stock, her interests will be adequately
represented by Cuccia. If this claim is litigated in her absence, Cuccia
would advocate the same positions that his mother would advance,
because he is identically situated. That conclusion is buttressed by the
fact that in the Louisiana action Cuccia has the same counsel as his
mother. In these circumstances, the Court finds little reason to find Mrs.
Carden indispensable.22 See Brinati. suora at 8; Moran 490 A.2d at 1073
("It is not necessary to join a person whose interests are fully protected
by the parties already present in the case").

2The Court notes that in the cases upon which Cuccia relies, there was no named
449 A.2d at 226
defendant identically situated to the party found indispensable. Se .ituto
(the one party to whom the allegedly fraudulently issued stock had been sold found to be
indispensable); Hodson v. Hodson Corp. Del. Ch., 80 A.2d 180, 181 (1950) (the one party to
106 A.2d at 204
whom stock was allegedly fraudulently issued found indispensable); g
(optionees found indispensable where none of the optionees to whom the corporation allegedly
fraudulently issued options had been named as defendants).

1998]

UNREPORTED CASES

Finally, any specific performance relief can be shaped in a manner
that would fully protect Mrs. Carden's claimed right to 50% of any stock
owned by Carden at the time of their separation. One method to
accomplish that might be for any decree granting specific performance to
be made subject to Mrs. Carden's entitlement to the stock as determined
by the Louisiana courts. Under that scenario, if specific performance
were granted and the Estate ordered to deliver its CTC shares to the
corporation, CTC could be ordered to "hold separate" whatever shares are
the subject of Mrs. Carden's claim pending an adjudication of her
ownership rights by a Louisiana court. Another method might be for this
Court to determine the existing parties' rights in the contested shares but
grant only declaratory relief, which plaintiff could then seek to have
specifically enforced in the Louisiana court. Under either scenario, the
Louisiana courts would authoritatively determine whether (and to what
extent) Mrs. Carden has an ownership interest in Mr. Carden's CTC
stock.2

Counsel shall submit a form of Order implementing the rulings in
this Opinion.

KLANG v. SMITH'S FOOD & DRUG CENTERS, INC.
No. 15,012
Court of Chancery of the State of Delaware,New Castle
May 13, 1997
Corporation's shareholder challenged series of transactions whereby
corporation acquired incorporated chain of supermarkets by merging

'Furthermore, because this Courtwill be decidingwhetherthe corporation has theright
to redeem all or none of the stock held by the Carden Estate, there would be no reformation
of the Shareholders Agreement.
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chain into corporation's wholly-owned subsidiary. As consideration for
acquisition, corporation issued over 3 million shares of common stock to
parent of incorporated supermarket chain. The corporation also agreed
to a stock repurchase (a self-tender) for 50% of its remaining outstanding
shares at $36 per share and entered into a standstill agreement with the
chain's parent.
The court of chancery, per Vice-Chancellor Chandler, ruled against
plaintiff's claims and granted defendants' motion to dismiss, finding that
(1) the stock repurchase did not impair the corporation's capital; (2) the
corporation's board was entitled to establish whether the stock repurchase
impaired its capital by relying on a valuation of the corporation as a
going-concern by a reputable investment bank; (3) none of the alleged
disclosure violations described material misrepresentations or omissions;
(4) the board properly informed shareholders that certain modified
amendments proposed to the shareholders were endorsed by the board
(even though the endorsement was disclosed in the materials sent with the
original, and not the modified, amendments); (5) the board in its capacity
as shareholder of the wholly-owned subsidiary properly approved the
subsidiary's merger with the chain after the merger agreement was
reached; and (6) the corporation's shareholders did not need to vote on
the standstill agreement entered into between the corporation and the
chain's parent.
I.

Corporations

:

376

A stock repurchase (a self-tender) may not impair the capital of the
corporation. DEL. CODE ANN., tit. 8, § 160(a) (1974 & Supp. 1996).
2.

Corporations

e= 376

Impairment, as used in section 160(a), means the reduction of the
corporation's assets to an amount below the amount represented by the
aggregate outstanding shares of the capital stock of the corporation. DEL.
CODE ANN., tit. 8, § 160(a) (1974 & Supp. 1996).
3.

Corporations

m= 376

A corporation may use only its surplus for the purchase of shares
of its own capital stock.
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Corporations

C

310(1), 376

The corporation may value its assets at current fhir market prices
in determining whether a stock repurchase (self-tender) will impair its
capital.
5.

Corporations

0

376

In determining whether stock repurchase (self-tender) would impair
its capital, corporation is not limited to only one valuation method to
value its assets.
6.

Corporations

T

309, 326, 333

Under sections 170 and 160, a valuation of assets and liabilities is
required in order to determine whether payment of corporate funds to
shareholders has the effect of harming the interests of, or violating the
rights of, creditors with a claim on corporate assets, including those
creditors in the form of preferred shareholders. DEL. CODE ANN. tit. 8,
§§ 160, 170 (1974 & Supp. 1996).
7.

Corporations

Ca 310(1)

Directors are not restricted in the way they value assets or
liabilities if they fulfill their duty to evaluate the assets on the basis of
acceptable data and by standards which they are entitled to believe
reasonably reflect present values.
8.

Corporations

(

31V(1), 310(2), 376

Corporation's board is entitled to rely on the valuation of its assets
,by an investment bank that was selected with reasonable care and that
was clearly capable of performing the task. DEL. CODE ANN., tit. 8,
§§ 160(a), 172 (1974 & Supp. 1996).
9.

Corporations

C=& 187, 310(1), 310(2)

Directors and majority shareholders must disclose all material facts
when seeking shareholder action.
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310(1), 310(2)

A fact is material if a reasonable shareholder would view it as
relevant in deciding how to vote.
11.

Corporations

C=- 310(1), 310(2)

A fact is material if a reasonable investor would view it as altering
the total mix of information available.
12.

Corporations

Z

310(1), 310(2)

Information must be disclosed if its omission would be materially
misleading.
13.

Corporations

C=

320(11)

The burden of demonstrating that omitted information was material
rests with the plaintiff.
14.

Corporations

=

310(1), 376

Part of an investment bank's valuation used to determine whether
stock repurchase (self-tender) would impair the corporation's capital is
not material where disclosure would not alter the total mix of information
available to the shareholders.
15.

Corporations

m

310(1), 376

In disclosure of information material to corporation's stock
repurchase (self-tender), the material fact that must be disclosed may not
be the amount of surplus, but whether the corporation's surplus is
sufficient to cover the cost of the repurchased stock.
16.

Corporations

=

187, 310(1), 376

In the context of a corporation's stock repurchase, determining
whether terms of a financing change were an improvement is a decision
for the shareholders, not the board, and the board may not justify
withholding disclosure of the change by their subjective determination
that the new financing package was better for the shareholders.
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Corporations

0

310(1), 376

When corporation switched from debt and preferred stock financing
to debt financing for stock repurchase (self-tender), failure to inform
shareholders of the change was not a breach of the duty of disclosure
because the total amount of financing was unchanged and the impact on
the corporation's liabilities was de minimis; therefore, the change was not
a material fact that needed to be disclosed.
18.

Corporations

r2

198, 310(1)

In the context of merger negotiations, a reference in the proxy that
a company withdrew its interest after having completed its due diligence
and discussions with prospective senior lenders and underwriters merely
describes the timing of the company's withdrawal and does not constitute
partial disclosure that might require the board to fully and accurately
reveal further information to prevent misleading the shareholders.
19.

Corporations

m

198, 310(1), 582

How a company involved in a merger transaction arrived at a selftender price is not material where the proxy accurately reflects that the
company's general partner proposed the price.
20.

Corporations

C

198, 310(1), 320(11)

Where a proxy estimated the amount of write-offs at $125 million
from a sale of assets and where the actual amount of reported write-off
was $201.6 million, the disclosures relating to the write-off were not
misleading where there was no evidence that the board knew or should
have known that the write-off would be $201.6 million.
21.

Corporations

CL

198, 376

A corporation adequately discloses its reasons for entering into a
stock repurchase where the majority shareholder's desire to leave
management was adequately displayed throughout the proxy even though
it was not listed in the purpose section of the proxy.
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310(1)

A board's failure to disclose a supplemental, as opposed to
contradictory, reason for acquirer's withdrawal from acquisition
negotiations did not breach duty to disclose, because the board had no
duty to disclose such supplemental information when the primary reason
was given.
23.

Corporations

t:

180, 582

A board, acting in its capacity as shareholder for wholly-owned
subsidiary, complies with statutory requirement of section 251 when the
evidence shows that shareholders approved merger after, and not before,
the agreement to merge was reached. DEL. CODE ANN., tit. 8, § 251
(1974 & Supp. 1996).
24.

38, 310(1)

Corporations

Where board apparently failed to communicate its endorsement of
modified proposed amendment to certificate of incorporation, the prior
endorsement of original proposed amendment satisfies board's statutory
duty to advise shareholders of not only its resolution in favor of, but its
substantive endorsement of the amendment. DEL. CODE ANN., tit. 8,
§ 242 (1974 & Supp. 1996).
25.

Corporations

t=,

180, 197

Corporation does not need shareholder approval of standstill
agreement.
26.

Corporations

C

197

A standstill agreement is approved by shareholders even though
there is no requirement, where the shareholders vote in favor of the
recapitalization and plan of merger and the proxy lists the agreement as
one of the included transactions.
William Prickett, Esquire, and Ronald A. Brown, Jr., Esquire, of Prickett,
Jones, Elliott, Kristol & Schnee, Wilmington, Delaware; and A. B.
Conant, Jr., Esquire and Raymond P. Harris, Jr., Esquire, of Conant
Whittenburg French & Schachter, P.C., Dallas, Texas, of counsel, for
plaintiff.
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Jesse A. Finkelstein, Esquire, of Richards, Layton & Finger, Wilmington,
Delaware; Bruce D. Angiolillo, Esquire, and Jeffrey E. Ostrow, Esquire,
of Simpson, Thacher & Bartlett, New York, New York, of counsel; and
Hugh Steven Wilson, Esquire and James NV. Baker, Esquire, of Latham
& Watkins, San Diego, California, of counsel, for defendants.
CHANDLER,

Vice-Chancellor

Alleging impairment of capital, misleading and incomplete
disclosures, procedural violations of 8 Del. C. § 242 and § 251, and
failure to obtain shareholder approval of a standstill agreement, plaintiff
seeks rescission of a series of transactions including a merger, stock
repurchase, and certificate amendment. None of plaintiff's claims justify
rescission of the merger, stock repurchase or standstill agreement.
I. BACKGROUND
Plaintiff's claims focus on a series of transactions by and between
Smith's Food & Drug Centers, Inc. ("SFD") and The Yucaipa Companies
("Yucaipa"). SFD is a Delaware company operating over one hundred
supermarkets in the Southwestern United States. Yucaipa is a California
partnership specializing in the supermarket industry.
Prior to the transactions at issue, SFD's equity structure consisted
of three classes of stock: 1) 11,366,532 shares of Class A common that
had ten votes per share and was not publicly-traded; 2) 13,705,191 shares
of Class B common that had one vote per share and was publicly-traded
on the New York Stock Exchange; and 3) 12,956,747 shares of Series I
preferred that had ten votes per share. Jeffrey Smith ("Smith"), SFD's
Chairman, former Chief Executive Officer and son of SFD's founder, and
his family own 30.4% of SFD's common stock and 64.5% of SFD's
preferred stock. Because most of the family's common stock holdings
consists of Class A, the Smith family together controls 62.1% of the
voting power of SFD. Plaintiff Larry F. Klang ("Kang") owns an
unspecified amount of SFD's Class B stock.
On January 28, 1996, SFD's Board of Directors unanimously
approved a series of transactions whereby Smitty's Super Valu, Inc.
("Smitty's"), a supermarket chain controlled by Yucaipa, would be
merged into Cactus Acquisition, Inc. ("Cactus"), a wholly-owned
subsidiary of SFD. As part of the merger, SFD would issue 3,038,888
shares of SFD's Class B common stock to Yucaipa and SFD would
launch a self-tender, directed at all shareholders other than Yucaipa, for
fifty percent of SFD's common stock at $36 per share. SFD would also
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repurchase three million shares of its preferred stock and acquire
additional debt. Finally, SFD planned to amend its certificate of
incorporation to create a classified Board, amend the terms of SFD's
preferred stock and issue a new series of non-voting Class C stock.
SFD's stockholders approved the transactions at the May 23, 1996,
annual meeting.
The complaint identifies five separate counts. Count one contends
that the stock repurchase impaired SFD's capital and thereby violated 8
Del. C. § 160. Count two asserts that SFD's directors breached their
fiduciary duties by "locking up" the assets of SFD and entering into a
series of transactions which will ultimately transfer full control of SFD
to Yucaipa. Count three alleges that SFD's directors breached their
fiduciary duty of candor by failing to disclose material information
pertaining to the value of the repurchase offering price, SFD's sale of
California assets, and SFD's plan to engage in further transactions with
Yucaipa. Count four alleges that Yucaipa and its managing general
partner, Ronald Burkle ("Burkle"), aided and abetted the SFD directors
in their breaches of fiduciary duty. Finally, count five alleges that the
defendants violated fiduciary duties by deliberately presenting
shareholders with excessively long, complicated and incomplete Offering
and Proxy Statements only a short time before the shareholder meeting
which did not provide sufficient time for SFD's shareholders to
understand and respond appropriately to the opportunity presented. On
June 10, 1996, I granted plaintiff's motion for expedited proceedings. A
hearing on plaintiff's claim that the merger and self-tender are void and
should be rescinded was held on November 21, 1996. This is my ruling
on plaintiffs motion for injunctive and other equitable relief.
II. THE REPURCHASE
Pursuant to the merger, SFD launched a self-tender, to all
shareholders other than Yucaipa, for fifty percent of its outstanding
common stock. The tender offer closed on May 23, 1996, and SFD
repurchased fifty percent at the offering price of $36 per share. Prior to
the closing, SFD retained the investment bank of Houlihan, Lokey,
Howard and Zukin ("Houlihan") to offer a solvency opinion. Plaintiff
contends that although Houlihan's report purports to demonstrate that the
repurchase would not violate 8 Del. C. § 160, SFD's directors failed to
understand Houlihan's report and failed to include current liabilities in
their calculation of total liabilities, failed to rely on an acceptable method
to revalue SFD's assets, and incorporated an incorrect valuation of
Smitty's in the restatement of SFD's post-transaction asset value.

1998]

UNREPORTED CASES

Although it appears that SFD's directors incorrectly translated Houlihan's
figures to their May 17, 1996, Board resolution, I do not find that the
repurchase or that the Board's reliance on Houlihan's method of
revaluing SFD's assets violated 8 Del. C. § 160.
Houlihan's May 17, 1996, report to SFD's Board of Directors
contained the results of four separate tests: the Balance Sheet Test, the
Cash Flow Test, the Reasonable Capital Test and the Delaware Law Test.
Houlihan's May 23, 1996, solvency opinion presented the results of those
tests as follows:
it is our opinion as of the date of this letter that both prior
to, and assuming the Transactions have been consummated
as proposed, immediately after and on a pro forma basis
giving effect to the Transactions:
(a) the fair value and present fair saleable value of
the Company's assets exceeds and would exceed the
Company's stated liabilities and identified contingent
liabilities by not less than $300 million; and
(b) the capital of the Company is not and would not
be unreasonably small for the business in which the
Company is engaged, as management has indicated it
is now conducted and is proposed to be conducted
following the consummation of the Transactions.
Furthermore, based upon the foregoing, and in reliance
thereon, it is also our opinion that, assuming the
Transactions have been consummated as proposed,
immediately after and on a pro forma basis giving effect to
the Transactions, the Company should be able to pay its
debts as they mature.
Finally, based upon the forgoing, and in reliance thereon, it
is our opinion that both immediately before consummation
of the Transactions, and assuming the Transactions have
been consummated as proposed, immediately after and on a
pro forma basis giving effect to the Transactions, the fair
value and present fair saleable value of the Company's
assets would exceed its total stated liabilities and identified
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contingent liabilities by at least the aggregate par value of its
issued capital stock.'
The Board's May 17, 1996, resolution set forth the following
determinations:
Pre-Transactions

Post-Transactions

Aggregate Current Fair
Value of SFD's Assets

at least $1,500 million

at least $1,800 million

Aggregate Current Fair
Value of SFD's
Liabilities

not more than $680
million

not more than $1,460
million

Capital

$380,285

$255,312

Surplus

at least $820 million

at least $340 million

Cost of Repurchase

no more than $453 million

[1-4] Delaware corporations may not repurchase their own stock while
the corporation's capital is impaired or if the transaction would result in
the impairment of capital.2 "Impairment," while not defined in statute,
has been interpreted by this Court to mean "the reduction of the amount
of assets of the company below the amount represented by the aggregate
outstanding shares of the capital stock of the company. In other words,
a corporation may use only its surplus for the purchase of shares of its
own capital stock."3 As part of the determination of whether capital is or
would be impaired, a corporation is permitted to revalue its assets to
reflect current fair market values."
Plaintiff, relying on Morris v. StandardGas & Electric, contends
that capital is impaired unless a corporation's "net assets" are "at least
equal to the aggregate amount of the capital represented by the issued and
outstanding stock."5 "Net assets" is defined in 8 Del. C. § 154 as "the

'Letter dated May 23, 1996, from Houlihan Lokey Howard & Zukin to SFD's Board
of Directors, The Yucaipa Companies and others at 5-6 (Berka Aft. Ex. C).
28 Del. C. § 160(a).
'1n re InternationalRadiatorCo., Del. Ch., 92 A. 255 (1914).
'See, e.g., Farlandv.Wills, Del. Ch., 1 Del. J. Corp. L. 467,476 (1976) (citing Morris
v. StandardGas & Electric Co., Del. Ch., 63 A.2d 577, 581 (1949)).
563 A.2d at 581.
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amount by which total assets exceed total liabilities."6 Plaintiff, thus,
concludes that section 160 "requires directors" to evaluate assets and
determine
liabilities, i.e., to ascertain the actual amount of the net
7
assets.'
Plaintiff suggests that, in their calculation of net assets, SFD's
directors mistakenly assumed that the $1,454 million "Debt and
Contingent Liabilities" figure in the Houlihan report represented SFD's
"total liabilities." This mistake is revealed, according to plaintiff, by
referral to the proforma balance sheet in SFD's Proxy Statement which
states that SFD was expected to have over $1,700 million in total
liabilities after the transactions.'
Plaintiff's method of calculation
subtracts $1,832.3 million total liabilities9 from the Board resolution's
$1,800 post-transaction total assets and results in a net asset deficit of
$32.3 million, a figure which indicates that SFD's capital was impaired.
Plaintiff further contends that even if the Board had properly
included current liabilities in their calculation, that the repurchase still
violated 8 Del. C. § 160 because the Board failed to use an acceptable
method for revaluing SFD's assets. Houlihan calculated the fair value of
SFD's pre- and post-transaction net assets by calculating the total invested
capital and subtracting out SFD's long-term debt and contingent
liabilities."0 Plaintiff acknowledges that this debt-free valuation method,
which results in a going-concern valuation, may be appropriate in an
appraisal proceeding," but contends that it is not an acceptable way by
which to revalue assets for the purpose of calculating corporate-surplus
because asset valuations are fundamentally different than going-concern
valuations" and the latter is not a "fact and figure balancing of assets and
liabilities" as required by section 160.3 In sum, plaintiff argues that
because Houlihan's going-concern method of valuation was not an

'For the purpose of calculating net assets, a corporation's capital and surplus are not
considered liabilities.
7
Pl.'s Open. Br. at 5 (quoting D. DREXLER ET AL, DELAWARE ConpoxroN LAW AND
PRACricE § 20.03[2] at 20-11 (1997)).
'Plaintiff notes that the consolidated balance sheet filed after the transactions reveals
over $1,800 million in total liabilities as of June 29, 1996. See PX 21 at 4.

'This figure is the sum of the $1,460 million represented in the Board resolution as
total liabilities (and represented in the Houlihan report as Debt and Contingent Liabilities) and
the $372.3 million current and other liabilities identified in the Proxy Stateent'sproforma.
"In the calculation of the pre-transaction Houlihan also added proceeds from the
divestiture of SFD's California assets.
"See, e.g., Harrisv. Rapid-American Corp., Del. Ch., C.A. No. 6462, at 12-13,19-22,
Chandler, V.C. (Oct 2, 1990).
12See, e.g., SHANNON P. PRATr, VALUING A BusuNEss 106-115 (2d ed. 1989).
13Pl.'s Open. Br. at 14 (quoting Farland,I Del. . Corp. L. at 475).
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accepted method under 8 Del. C. § 160, the Board was not entitled to
rely on the report and the revalued figures may not be used to support the
Board's calculation of surplus available for the repurchase. When the
revalued figures are excluded, according to plaintiff, the balance sheet
reveals that the repurchase impaired capital. 4
[5-6] Plaintiff fails to identify any legal authority indicating that use of
going-concern valuation methods are inappropriate in the context of asset
valuation and calculation of available corporate surplus. Far from
establishing a particular valuation method for determinations under
section 160, this Court has clearly rejected the premise that there is only
one valuation standard."' 5 Furthermore, in Morris this Court stated that
a formal appraisal, where assets are "viewed and evaluated separately by
the directors or experts,"' 6 was not required under section 34(b), the
statutory predecessor to section 170(a) which required (and section 170(a)
still requires) a determination of whether the corporate assets are equal
to or greater than the value of the capital represented by all the shares of
all those classes of stock having a preference upon the distribution of
assets. The purpose of valuation under both sections 170 and 160 is
similar. In each case, a valuation of assets and liabilities is required in
order to determine whether payment of corporate funds to shareholders
has the effect of harming the interests of, or violating the rights of,
creditors with a claim on corporate assets, including those creditors in the
form of preferred shareholders.'
[7]
Plaintiff attacks Houlihan's valuation because it is based on valuing
the assets as part of a going concern, rather than on a static basis.
Plaintiff correctly notes that the two methods of valuation are
fundamentally different. However, this Court has already rejected the
claim that asset valuations for the purpose of determining available
surplus may not include elements reflective of a going-concern value.'8
Directors are not restricted in the way they value assets or liabilities as
long as they fulfill their "duty to evaluate the assets on the basis of
acceptable data and by standards which they are entitled to believe

"Id. at 14.
'-See, e.g., Morris, 63 A.2d 583-584.
'6Id. at 582.
"7 See, e.g., Farland, I Del. J. Corp. L. at 476 and cases cited therein.
'gSee Morris, 63 A.2d at 594 (upholding valuation of assets of a holding company
against charge that valuation of assets, which were stocks, should not include factors based on
"future earnings and prospects" because those factors were "certainly" elements that should be
considered in valuing such an asset. "It is indeed common knowledge that future prospects
often constitute a most important factor where present value is sought to be determined.").
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reasonably reflect present 'values."' " 9 Thus, the issue here is not whether
Houlihan's method is expressly permitted under section 160, but whether
SFD's directors based their revaluation on acceptable data and whether
they were entitled to believe that Houlihan's valuation of SFD's asset
values reasonably reflected SFD's asset values both before and after the
repurchase.
The record indicates that SFD's directors selected Houlihan on the
basis of recommendations from legal counsel and the investment bank
Goldman Sachs.2" Determination of SFD's asset values and whether the
repurchase would impair SFD's capital is clearly within Houlihan's
expertise. Houlihan presented the results of its solvency tests, including
the "Delaware Law Test," to SFD's directors at their May 17, 1996,
meeting. A summary of Houlihan's results was provided to the directors
prior to the meeting and Matthew G. Tezak, SFD's Senior Vice President
and Chief Financial Officer, informed the Board that he had reviewed
Houlihan's report and that the results confirmed his own opinion that
SFD's capital would not be impaired as a result of the transactions 2 '
[8]
Eight Del. C. § 172 provides that directors shall be protected froni
liability if they rely
in good faith upon the records of the corporation and upon
such information, opinions, reports or statements presented
to the corporation by any of its officers or... by any other
person as to matters the director reasonably believes are
within such other person's professional or expert
competence and who has been selected with reasonable care
by or on behalf of the corporation, as to the value and
amount of the assets, liabilities and/or net profits of the
corporation or any other facts pertinent to the existence of
surplus or other funds from which dividends might properly
be declared and paid, or with which the corporation's stock
might properly be purchased or redeemed.
I find no reason why SFD's directors should not be entitled to rely on the
valuation of SFD's assets as calculated by Houlihan, a firm selected with
reasonable care and a firm clearly capable of determining whether the
repurchase would impair SFD's capital. Moreover, Houlihan's report was
presented to SFD's Board of Directors and the results were confirmed by
9

Id at 582.
2"See
Tezak Aff. 3.
21
Jd
5, 6; PX 4 at SFD 001982 (tinutes of May 17, 1996, Board meeting).
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SFD's Chief Financial Officer. For the purposes of determining whether
the repurchase would impair SFD's capital, I am unable to conclude that

Houlihan's valuation of SFD's assets was not data upon which SFD's
directors were entitled to rely. Accordingly, I find no evidence that the

repurchase of SFD's stock impaired its capital. 22

I. DISCLOSURE VIOLATIONS
[9-13]

Directors and majority shareholders must disclose all

material facts when seeking shareholder action. 23 A fact is considered

material if a reasonable shareholder would consider it relevant in deciding
how to vote.24 It is not necessary that the fact change how the
shareholder would vote, only that the fact "would have been viewed by

the reasonable investor as having significantly altered the 'total mix' of
Information may also be required to be
information available."'
disclosed, even if standing alone it would not be considered to be

material, if the omission of such information would cause shareholders
to be misled. 26 The burden
of demonstrating that omissions were material
27
rests with the plaintiff.
A.

Equity Value

Plaintiff contends that defendants were obligated to disclose
Houlihan's pre- and post-transaction Equity Values because the figures
may be used by shareholders to reveal that the transactions were value

'Plaintiff does not assert that the Houlihan report fails to demonstrate that capital is
not impaired. Plaintiff does make other allegations that SFD's directors incorporated an
inaccurate valuation of Smitty's and that the board resolution does not contain accurate figures
for SFD's assets and liabilities. It is plaintiff's burden to rebut the presumption of the business
judgment rule and to show that capital was impaired as a result of the repurchase. I agree that
SFD's directors appear to have made serious mistakes in their translation of the Houlihan report
for the purpose of documenting the fact that the repurchase would not impair capital if, in fact,
the resolution's numbers were obtained from a Houlihan report. The directors, however, are
not required to memorialize their findings in a board resolution and this Court will not interfere
with a board's decision to repurchase stock absent evidence that capital was impaired or that
the board was not entitled to rely on the information presented to it by the corporation's
financial advisors.
'Arnold v. Society for Savings Bancorp, Inc., Del. Supr., 650 A.2d 1270, 1276-77
(1994); Shell Petroleum, Inc. v. Smith, Del. Supr., 606 A.2d 112, 114 (1992).
2
"Barkan v. Amsted Indus., Inc., Del. Supr., 567 A.2d 1279, 1289 (1989).
"Rosenblatt v. Getty Oil Co., Del. Supr., 493 A.2d 929, 944 (1985) (quoting TSC
Industries,
Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976)).
26
Arnold, 650 A.2d at 1281.
'Weinberger v. Rio Grande Industries,Inc., Del. Ch., 519 A.2d 116, 131 (1986).
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destroying. Dividing the pre- and post-transaction Equity Values by the
appropriate number of outstanding shares, plaintiff calculates that the
"intrinsic value" of SFD's common stock was $32.21 per share before
the transaction and $22 per share after.' Thus, plaintiff asserts that
shareholders, assuming the fifty percent share repurchase, could have
calculated the "blended value" available to all shareholders as $29 per
share.
Defendants -respond by demonstrating that plaintiff's own
calculations reveal that Houlihan's Equity Value determinations could not
represent market value,29 that Houlihan made no representation that
Equity Value -represented, or could be used to support, a determination
of a specific market value of SFD's common stock, 30 and that even if the
Equity Value could be used to obtain market values, such values would
be, at best, only estimates, disclosures of which would be inappropriate
and probably materially misleading?' Moreover, all information about
past trading prices and share values was provided in the Proxy.
Furthermore, defendants note that the cases cited by plaintiff to support
his contention that the value must be disclosed are all based on merger
or cash-out transactions unlike the self-tender at issue where there is no
change in control, no exchange offer, no new securities and no cash-out
without participation.
Plaintiff suggests that defendants misunderstand his argument. It
is not market prices that should be disclosed but the estimate of SFD's
value represented by Houlihan's calculation of Equity Value. In effect,
plaintiff claims that what is material is not the magnitude of the share
prices that may be calculated with the Equity Values, but the estimates
of value expressed by'the Equity Values because these value estimates
reveal how the proposed transactions would affect the value of SFD's
shares and is, thus, information that a reasonable shareholder would
consider relevant in deciding how to vote. Plaintiff also asserts that
disclosure of the Equity Values does not require the Board to speculate

2'$862.1 million pre-transaction Equity Value minus $4.3 million redeemable value of
SFD's preferred stock and divided by 25,071,723 of SFD's common stock equals $34.1 pzr
share. $346 million post-transaction Concluded Equity Value minus $3.32 million redeemable
value of SFD's post-transaction preferred stock and divided by 15.5 million outstanding shares
of SFD's common stock equals $22 per share.
2
"Plaintiff calculated $34.21 per share "intrinsic value" before the transactions, but

SFD's common stock never rose above $28 per share in the two years prior to announcement
of the recapitalization agreement See Defs.' Memo Law Opp'n Pl.'s Mot. Rescind
Transactions at 17 [hereinafter Defs.' As.].
3"See Berka Aff. 17.
3"Defs.' Ans. at 16, 18-19.
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about value and that, in any case, if the Board believed that the figures
were misleading or inaccurate, it was free to express its opinion. In sum,
plaintiff argues that whether the transaction involves a change of control
is not relevant and that because the figures were provided to the Board
and because the figures represented an estimate of the value of SFD, they
should have been provided to the shareholders.
[14] Plaintiff fails to show that the Equity Values were material.
Shareholders would be entitled to such information if its absence had the
effect of misleading shareholders about the value of the transaction.32
Shareholders may also be entitled to information if disclosure of the
information would alter the "total mix" of information available. But
here, plaintiff is not claiming that Houlihan's Equity Values were
required to be disclosed under a theory of partial disclosure. Rather, he
argues that the Equity Values, as an estimate of the value of SFD, were
material and, thus, should be disclosed. Given the other information
about the value of SFD that was provided to SFD's shareholders, I do not
find that disclosure of the Equity Values would alter the "total mix"
available to shareholders. Furthermore, the values were calculated by
Houlihan as support for part of its solvency opinion. In no way were
these values used by Yucaipa or SFD or their bankers to determine the
value of consideration to be received by SFD's shareholders.33 Thus, this
is not a case where the directors are alleged to have withheld information
that they knew, or should have known, indicated that other disclosures of
value created an inaccurate or incomplete representation of the facts
available to the company. Nor is it a case where it may be said that
disclosure of Houlihan's Equity Values would alter the "total mix" of
information to the shareholders.

Arnold, 650 A.2d at 1281.
Cf Barkan v. Amsted Indus., Inc., Del. Supr., 567 A.2d 1279, 1289 (1989) (noting
that an estimate of value resulting from an asset revaluation, which was undertaken to ensure
that capital was not impaired, and which was not representative of, nor calculated for the
purpose of determining, what someone would pay for the company in an MBO was not a
material fact that needed to be disclosed); Citronv. FairchildCamera& Instrument, Del. Supr.,
569 A.2d 53, 70 (1989) (asset appraisal value that "was based almost entirely on publicly
available information and was prepared primarily for accounting purposes rather than for
establishing the fair market value of' the company's shares was not required to be disclosed
in merger notice because it was not material and would not alter "total mix" available to
shareholders); Weinberger, 519 A.2d at 130 (the fact that pro forma statements were not
"intended to be relied upon by management or stockholders as evidence of the company's value
.... cuts against their reliability for mandatory disclosure purposes, where, as here, the issue
is the company's value in connection with a challenged merger transaction").
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B.

Amount of Surplus

[15] Relying on In re Amsted,34 plaintiff claims that SFD should also
have disclosed the amount of surplus remaining after the transactions.
Again, plaintiff fails to show why the surplus would be material. I do
not find that this Court's reasoning in the appendix to In re Amsted
should be interpreted as supporting plaintiff's contention that the dollar
In the
amount of surplus is material and should be disclosed'
circumstances of the present case, the exact amount of surplus is not
material. I think it is better to conclude that the material fact is that
surplus was sufficient to cover the cost of the repurchase. There are no
allegations that the defendants misstated the amount of initial surplus or
the amount of surplus remaining after the transactions. In fact,
shareholders were never provided with any estimate of surplus. The only
obligation defendants faced with respect to the surplus was to ensure that
the amount of surplus was sufficient to cover the cost of repurchase. The
Proxy received by SFD's shareholders states that the offer was
conditioned on the'receipt of a fairness opinion stating that the fair value
of assets would exceed liabilities both before and after the transactions by
an amount at least equal to the value of SFD's outstanding stock? 6
Defendants met their statutory obligations regarding the existence of
surplus and I know of no legal authority requiring, in these
circumstances, disclosure of the exact amount of surplus.
C.

Substitution of $75 M Debt for $75 M Preferred Stock

The April 25, 1996, Proxy Statement revealed that SFD planned
to finance the transactions with a financial package including $150
million senior notes, $350 million senior subordinated notes and $75
million preferred Stock."7 On May 6 and 7, SFD revealed through public
filings that the financing package had been replaced with one note for the

341n re Amsted Industries In. Litig., Del. Ch., Cons. CA. No. 8224, Allen, C.
(Aug. 10, 1987).
3"In Amsted, an objector to a proposed class settlement charged that the defendants,
who had elected to disclose the amount of surplus misled shareholders by the amount ofsurplus
available for a repurchase by approximately $11 million. The Chancellor dismissed the
objections finding that the misrepresentation claim was not "one of serious import for the class,
especially in view ofthe fact that the truly material piece of information, the amount of surplus
left after 6the repurchase, is disclosed as amounting to $62 million." Id Appendix at 7.
3 PX 5 at SFD 011936.
37Jd at SFD 011979.
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same total amount.3 8 Plaintiff argues that this change in financing, which
affected interest expense and income before taxes, was material and was
never disclosed directly to shareholders via the Proxy, Offering Statement
or the May 23 stockholders' meeting.
Defendants argue that the public filings amended the Proxy as a
matter of law under the Securities and Exchange Act of 1934.39
Furthermore, defendants argue that even if the filings are not considered
to have provided adequate disclosure, disclosure of any kind was not
required under Kahn v. Household Acquisition Corp.4" because the
financing change was not material. First, defendants assert that the fact
that the Proxy initially indicated that SFD "anticipated" issuing the notes
does not,by itself, make the financing material. Second, defendants claim
that the change did not alter the total amount of financing nor the fact
that SFD would be highly leveraged. They point out that the substitution
of debt for preferred stock increased SFD's liabilities and stockholders'
equity by a de minimis amount of only 0.2% and contend that such a
small change could not have significantly altered the "total mix" of
information, especially in light of the fact that the Proxy stated that the
sources of financing may differ.4 Third, defendants contend that the
change in financing resulted in better terms for the company. Fourth,
defendants assert that the change is not made material simply because the
change was required to be reported to the SEC and, in any event, that this
Court has recognized that such public filings are an adequate way to
disclose information to shareholders. 2
Plaintiff is correct in his contention that whether the terms
[16-17]
of the change were an improvement is a decision for the shareholders, not
the Board and, thus, that defendants may not justify withholding
disclosure of the change by their subjective determination that the new
financing package was somehow better for SFD's shareholders. But
before defendants will be charged with a duty to disclose the change at
all, plaintiff must show that the change was material--that it would have
altered the "total mix" available to the shareholders. This he fails to do.
As defendants note, the total amount of financing required to support the
transactions was the same under the initial package consisting of debt and
preferred stock as it was under the final all-debt package. The

"PX 31 (Form 8-K) and PX 32 (Amendment No. I to Schedule 13E-4).
39Defs.' Ans. at 22.
"'Del.Supr., 591 A.2d 166, 171 (1991).
"Defs.' Ans. at 23.
42
See In re DataproductsCorp.ShareholdersLitig., Del. Ch., C.A. No. 11164, at 1516, Jacobs, V.C. (Aug. 22, 1991).
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substitution of $75 million in debt for $75 million in preferred stock did
impact SFD's income and interest expense, but the change in overall
liabilities and shareholder's equity was only 0.2 % and plaintiff fails to
demonstrate how this change would be material.
The defendant, may also have a duty to disclose the chance if, as
plaintiff contends, shareholders were misled by its omission.43 Despite
the fact that the Proxy warned that the amount of debt was something to
"carefully consider," I do not find that the defendants were obligated to
reveal that the change increased the debt portion of the total financing
package by another $75 million. The increase in debt was accompanied
by a $75 million decrease in the amount of preferred stock that SFD
would need to issue and the Proxy cautioned shareholders that the terms
and sources of financing may differ.
Finding no reason why the change in financing should be
considered material, I do not need to address plaintiffs allegations that
defendants were not entitled to discharge their disclosure obligations
through public filings. Nor do I accept plaintiffs contention that 8 De.
C. § 251 requires defendants to send to shareholders a copy of the
amendment to the agreement just as it requires them to provide a copy,
or brief summary, of the initial agreement."
D.

Merger Negotiations

The Proxy statement provides a description of the discussions
between SFD and Yucaipa leading up to the formation of the final merger
structure.
The discussion in November and early December 1995
between Messrs. Burkle and Smith and other representatives
of the Company, Yucaipa and Smitty's resulted in
preliminary indications from Yucaipa that, subject to

satisfactory completion of its due diligence and satisfactory
discussions with prospective senior lenders and underwriters
of securities as to their willingness to provide the necessary
financing for such a transaction, Yucaipa would be
interested in preparing a proposal under which either

Yucaipa or Smitty's would acquire the Company for

43See Arnold, 650 A.2d at 1281.
"EightDel. C. § 251(c) requires directors to include, with the notice ofthe shareholder
meeting, "a copy of the agreement or a brief summary thereof, as the directors shall deem
advisable" (emphasis added). The full agreement is voted upon at the meeting.
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consideration consisting of a combination of cash and equity
securities having an aggregate per share value roughly
estimated in the mid $30's [sic] (the "Original Yucaipa
Acquisition Proposal"). However, in late December 1995,
Mr. Burkle advised Mr. Smith that, having completed its due
diligence and discussions with prospective senior lenders and
underwriters, any proposal that Yucaipa would make to
acquire the Company would involve considerably less cash
consideration and more equity securities than the Original
Yucaipa Acquisition Proposal. After consulting with the
Company's financial advisors, Mr. Smith advised Mr. Burkle
that the Company would not be interested in the revised
acquisition proposal because the value of the revised
proposal was below the level at which the Company and the
Smith Group would entertain the sale of the Company. Mr.
Burkle then proposed as an alternative that the Company
engage in a series of transactions comparable to the
transactions contemplated by the Recapitalization and
Merger.4"
Plaintiff claims that this disclosure fails to provide a balanced and truthful
account of the negotiations. He claims that Yucaipa made a proposal for
$39 per share, under "contingent and explainable circumstances,"46 which
SFD found attractive and which SFD pursued. Then, according to
plaintiff, after due diligence, Yucaipa withdrew the proposal for reasons
unrelated to SFD's intrinsic worth. Interpreting Baum's testimony4 7 as
indicating that Yucaipa withdrew the offer because the deal could not be
financed with the unexpectedly low amount of cash on hand, plaintiff
argues that the Proxy should have disclosed that the offer was withdrawn
because the intrinsic worth of the company was not $39 per share.48
Defendants argue that Yucaipa never made an offer for $39 per
share, so there never was an offer to be withdrawn. Moreover, they
claim that the package that Yucaipa was considering to propose could not
be valued at a price greater than the mid $30s per share because of the
equity component and that valuation at $39 per share would have been
misleading. Finally, if plaintiffs allegation is that defendants were
required to reveal why Yucaipa altered its plans about the offer it was

45

PX 5 at SFD 011948.
'6PI.'S
Open. Br. at 29 (quotingArnold, 650 A.2d at 1281).
47
Baum Dep. at 38.
"3 Pl.'s Open. Br. at 29-30.
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considering proposing, defendants respond by asserting that the factors

which caused Yucaipa to lower its estimate of SFD's value were revealed
in sufficient detail because a company is not required to provide a "play
by play" account of negotiations.
Plaintiff vigorously asserts that defendants' argument is

contradicted by the facts of the Proxy which incorporates the defined
term: "Original Yucaipa Acquisition Proposal," and plaintiff argues that
defendants' assertion that there never was a proposal is ludicrous.
Furthermore, plaintiff suggests that defendants have failed to read the
evidence.5

I find that it is plaintiff who has apparently misread the available
testimony and that the disclosure of the negotiations was sufficient under
the circumstances. Plaintiff selectively cites to the testimony of Baum,

Vice President of Goldman Sachs, the investment banking firm retained
by SFD in connection with the transactions, to support his contention that
Yucaipa made a firm offer that SFD found attractive and pursued.5 ' Yet

Baum's testimony also reveals that he understood Yucaipa's proposal to
be a contingent proposal that was conditioned on satisfactory completion
of due diligence.5 2 Moreover, testimony from both Smith and Burkle
reveals that neither side believed that a firm offer had been extended.53

The contingent nature of the proposal discussed by Yucaipa and SFD was
adequately expressed in the Proxy through the use of the term "Original

Yucaipa Acquisition Proposal" which was described as something that4
Yucaipa, under certain conditions, "would be interested in preparing."S
This description, reflective of the evidence, was not misleading.

49Arnold, 650 A.2d at 1285.
"Defendants erroneously assert that 'there is no evidence whatsoever supporting
Klang's naked assertion that Yucaipa made any 'first offer' to acquire SFD at S39 per share."
(ABat 26). Unfortunately for defendants, they were overcome by their o\sn frenzied rhetoric
and did not bother to read the documents and deposition testimony cited in plaintiff's Opening
Brief. (OBat 29-30)." Pl.'s Reply Br. at 17.
1
Pl.'s Open. Br. at 29 (citing Baum Dep. at 34 ("myrecollection is that the company
found this proposal to be attractive and was prepared to pursue a transaction along these

lines")).
'See Baum Dep. at 35 C'To the extent, you know, this was a on that \vas indeed a firm
proposal that could be - that could be financed, we believe this is an a attractive proposal to
the shareholders."); lId at'35 C"Vell, after the receipt of this proposal, the next step was that
this proposal was subject to due diligence. And as you know, any proposal subject to due
diligence is a contingent proposal.").
"See Buride Dep. at 37 ('But I didn't ever consider there to be an offer to be
withdrawn... .'); Smith Dep. at 18 "I didn't think there was an offer formulated.").
uPX 5 at SFD 011948.
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I also do not find that the Proxy's description of the per share
value of the "Original Yucaipa Acquisition Proposal" was materially
misleading. While the total value of the proposal may be expressed as
$39 per share, that value was based on mixture of cash and equity and
disclosure of that value as $39 per share may have been misleading.
Plaintiff fails to demonstrate why the Proxy's description of the value as
"roughly estimated in the mid $30's" is materially inaccurate.
[18] Plaintiff's final argument contends that the Proxy did not accurately
disclose the reasons why Yucaipa withdrew its proposal. The real reason,
according to plaintiff, is revealed in the testimony of Baum5" and
indicates that Yucaipa withdrew its interest because the cash generated by
the sale of SFD's California assets was less than anticipated. I am not
convinced that the evidence indicates that Yucaipa withdrew its interest
solely because of lower cash reserves, that Yucaipa withdrew its interest
because of an inability to finance the transaction, or that SFD must
disclose the reason why Yucaipa withdrew its interest if the withdrawal
was based upon an inability to finance the transaction as opposed to a
determination that the intrinsic value of SFD was not as high as
anticipated.56 Most importantly, I do not find that the Proxy's reference
to the fact that Yucaipa withdrew its interest after "having completed its
due diligence and discussions with prospective senior lenders and
underwriters" implies that Yucaipa withdrew its offer because of new
information concerning the "intrinsic worth" of SFD or for any other
reason. The reference merely describes the timing of Yucaipa's
withdrawal and does not constitute the sort of partial disclosure that
might require SFD to fully and accurate reveal further information to
prevent misleading the shareholders.
E.

Selection of Share Price

The Proxy states that Yucaipa proposed the self-tender price of $3 6
per share."' Plaintiff contends that facts explaining how the price was
selected are material and that defendants were required to disclose more
than just that the price was proposed by Burkle. Furthermore, plaintiff
suggests that the evidence reveals at least separate explanations for how

"Baum Dep. at 38.
'For example, see Smith Dep. at 33, 38 (indicating that the "real work ... the
substantial work that was done was on recreating the cash flow" and that the initial contingent
proposal was not pursued because of the revealed differences in the cash flow and the amount
to be received by the sale of SFD's California assets).
57PX 5 at SFD 011948.

