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the price was selected. First, plaintiff contends that the testimony of
Burkle and Baum reveals that the $36 per share price was selected
"because Jeffrey Smith told Mr. Burkle that that was the minimum price
the Smith family would accept in a total buyout."SB Second, plaintiff
argues that at least one SFD director stated that the price was based on
appraisals of SFD conducted by Goldman Sachs and SFD.'
Third,
plaintiff argues that Smith testified that his buy-out price was in the range
of only $32-$34 per share and the $36 per share price was proposed by
Yucaipa. Plaintiff argues that regardless of which explanation is the
correct explanation, that the way in which the price was determined
should have been disclosed and that if the selection of price was
influenced by the Smith family, that too should have been disclosed
because the Smith group, whose common shareholdings consisted
primarily of Class A stock, had interests that differed from those of the
public Class B shareholders.
Defendants assert that the Proxy informed the shareholders of the
fact that the price was proposed by Burkle at Yucaipa and contend that
how Yucaipa arrived at this price is irrelevant. Moreover, defendants
assert that plaintiff's reference to testimony is misleading. I agree.
Testimony of Burkle and Baum, not cited by plaintiff, indicates that the
$36 per share price was what they believed Smith would have preferred
for the sale of the entire company"0 and that Burkle made the proposal for
the transaction, which included a self-tender for fifty percent of SFD's
shares at $36 per share.6
[19] Yucaipa does not owe a duty to SFD's shareholders to disclose
why Burkle proposed the $36 per share repurchase price. Furthermore,
there is no evidence to suggest that the Smith family provided the price
to Yucaipa or that the Smiths or SFD's Board knew how Burkle arrived
at the price. The Proxy accurately reflects the fact that Burkle proposed
the price. How Yucaipa arrived at this price is not material and the
Proxy is not otherwise misleading.
F.

Yucaipa's Future Plans

Plaintiff asserts that SFD was required to disclose the fact that
Yucaipa proposed the tender offer because Yucaipa planned to later make
a proposal to take the company private. Disclosure of this hidden plan,
ssPL's Open. Br. at 35 (citing to Burkie Dep. at 43-44 and Baum Dep. at 46).

Sld at 33-34 (citing to Tigart Dep. at 24-5, 27).
6'See Baum Dep. at 41, 49; Burkle Dep. at 44-47.
"'See BurkIe Dep. at 47-48.
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according to plaintiff, would have informed SFD's shareholders that
Yucaipa was suggesting the tender offer in order to lower the cost of its
later plan for a leveraged buyout. Defendants claim that there was no
plan, and that the testimony of Baum, on which plaintiff bases his claim,
only referred to initial discussions and not to the structure that the parties
eventually negotiated.62 Moreover, defendants note that the standstill
agreement prevents such a second step.63
Smith and Alan R. Hoefer ("Hoefer"), a SFD Director, do not
recall any discussions regarding the possibility of a second step
transaction.' Baum testified, however, that he thought "what was agreed
at that time, or what was understood at that time, was that Yucaipa, at
some point in the future, would make a proposal to take the company
' Obviously, there is contradictory evidence on whether Yucaipa
private."65
ever had an interest in proposing a second step transaction. I find no
evidence, however, that Yucaipa's motivation in including the self-tender
portion of the proposed transaction package was based on its desire to
launch a second step sometime in the future and no evidence indicating
that the total mix of information available to shareholders would be
significantly altered by disclosure of the fact that Yucaipa might have had
such an interest at one time (if that were, in fact, true), especially in light
of the fact that at the time the transactions were entered into, Yucaipa
agreed to be bound by the terms of the standstill agreement.
G.

California Write-off

The Proxy stated that SFD's sale of California assets would be
accelerated after the transactions were complete and estimated the amount
of associated write-offs at $125 million.66 Noting that the actual amount
of reported write-off was $201.6 million,67 plaintiff asserts that defendants
should have known that the Proxy contained a misstatement because
Smith knew what the approximate losses would be and did not know of
any events occurring after the transactions that would have changed his
estimates.
[20] Plaintiff misinterprets Smith's testimony. Smith does not state that
he knew the estimates would be $201.6 million. He testified that he

62

Defs.' Ans. at 30-31. See also Baum Dep. at 33.
Defs.' As.at 31-32.
"See Smith Dep. at 41; Hoefer Dep. at 36.
6"Baum Dep. at 16.
6PX 5 at SFD 011939, SFD 011989.
67See PX 21 at 8.
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"knewthat [SFD was] going to have a substantial loss during that period
of time [but he] did not know what the specific numbers were.' Plaintiff
fails to point to any evidence that the defendants did not actually believe
the write-offs would be limited to approximately $125 million.
Moreover, Burkle testified that the results of the California asset sale
surprised him as much as the people at SFD. 9 In addition, the Proxy
warned shareholders that the exact amount of proceeds from the
California asset sale could not be predicted.
Investors are cautioned that the Company has not
entered into any contracts relating to the California
Asset Disposition and that there can be no assurance as
to the timing or the amount of net proceeds, if any,
which the Company will actually receive from such
disposition."
Accordingly, I find no evidence that the Board knew, or should have
known, that the write-off would be $201.6 million and I do not find that
the disclosures relating to the write-off were misleading.
H.

Purpose of Tender Offer

The offer states that the purpose of the repurchase "is to permit
stockholders the opportunity to exchange half
all of the Company's
of their shares for a cash amount reflecting a significant premium over
the price at which the Company's Common Stock has traded for some
time and yet at the same time continue to participate in the future
performance of the Company."'" Plaintiff contends that even if that was
the reason for the offer, that it was not the only reason and that
defendants were required to disclose that the repurchase was motivated
by the desire of the Smith family to leave the management of the
company.'
Plaintiff also argues that disclosure of SFD's desire to
provide a premium to the shareholders was not "counterbalanced" with
disclosure of factors that tend to minimize or discount the premium-e.g.,
the fact the Class B stock price contained a minority trading discount as

"'Smith Dep. at 96.
9Burkle Dep. at 36.
70PX 5 at SFD 011930.
71
PX 30 at SFD 012160.
'PL's Open. Br. at 39-40.
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a result of the Smith family's control--and that both of these failures
deprived plaintiff of the right to know why the offer was being made.
Defendants argue that the Smith family's control of SFD and
Smith's desire to leave management were disclosed at numerous places
throughout the Proxy. Specifically, under the title "Reasons for the
Transactions: Recommendation of Board of Directors," the Proxy states
that "[t]he Board considered the fact that the Smith Group, the current
holders of 62.1% of the total votes represented by the Company's
Common Stock and Series I Preferred Stock, had expressed its strong
support of the Recapitalization and Merger"7 and that "[tlhe Board
considered the desire of Jeffrey Smith to reduce his involvement in the
management of the Company."'74
[21] Unlike the defendants in Eisenbergv. ChicagoMilwaukee Corp.,"
the defendants here are not alleged to have hidden the real reason for the
repurchase. Plaintiff's complaint is limited to the assertion that the desire
of the Smiths to leave should also have been listed as a "purpose" of the
transaction. I find that while the interests of the Smiths and any desire
of the company to assist them in their efforts to reduce their
shareholdings or leave management were not listed under the "purpose"
section of the Proxy, that the voting interests of the Smith family and
Smith's personal desire to reduce his involvement in management were
adequately displayed throughout the Proxy. Thus, to the extent that SFD
was required to disclose any or all of its reasons for entering into the
transactions, I find that the Proxy adequately provides such a description.
I.

Withdrawal of Yucaipa's Interest

Plaintiff's final disclosure claim rests upon the allegation that
defendants were required to, and failed to, fully disclose the reasons why
Yucaipa temporarily withdrew its interest in negotiating with SFD on
January 13. The Proxy states that Yucaipa withdrew its interest after
being informed that SFD intended to continue negotiations with Yucaipa,
to contact other potential bidders, and to provide other bidders with
access to nonpublic information until the next regularly scheduled Board
meeting on January 25 at which time SFD would pursue the
recapitalization and merger with Yucaipa if other "viable preliminary

73

1PX 5 at SFD 011954.
7754 d. at SFD 011955.
Del. Ch., 537 A.2d 1051 (1987).
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indications of interest for the acquisition" of SFD failed to develop.76
The Proxy continues by stating that in response to this news
Mr. Burkle advised [SFD's] advisors that Yucaipa was no
longer interested in pursuing either the sale of Smitty's to
the Company or the other transactions contemplated by the
Recapitalization. Mr. Burkle based that decision on the
potential adverse effects to Smitty's operations if its
executives, employees, customers and suppliers had to
endure a two-week period (and possibly longer) of
uncertaifity as to whether Smitty's was being sold to the
Company or would continue to operate as an independent
company.
Plaintiff claims that the real reason Yucaipa withdrew its interest is
revealed in Mark A. Resnik's ("Resnik") January 14 letter to SFD.
This will serve to confirm our telephone conversation
yesterday and our other recent discussions. As we indicated
we believe that under the present circumstances we have no
choice except to terminate our negotiations regarding a
Yucaipa sponsored recapitalization of Smith's in connection
with a merger between Smith's and Smitty's.

Over the past days we have been given reason to
believe that there have been several material breaches of our
agreements with Smith's which may have been directly
caused by the actions of one of Smith's directors. We have
also become aware of facts which we believe indicate that
one of Smith's independent directors has a significant
conflict of interest in connection with the transactions which
we have been discussing.
Because of the present circumstances, we are forced
to terminate negotiations in order to mitigate our damages. 3

76

PX 5 at SFD 011950.

7$PX 13.
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Defendants respond by arguing that Resnik's letter does not state that the
allegations were the reasons for the withdrawal. Plaintiff, relying on Zirn
v. VI1 Corp., counters with the contention that even disclosures that are
true may need to be counterbalanced with additional statements "to
convey the totality" of the issue."'
In Zirn, a board of directors disclosed that the corporation's patent
counsel had advised that there was "a significant possibility" that the
corporation would not prevail in its attempt to reinstate a patent.80 The
Delaware Supreme Court held that such disclosure was materially
misleading because the corporation, by voluntarily explaining the risk
associated with the reinstatement, also assumed the duty to disclose that
the patent counsel also had advised the corporation that it had an
"excellent case," that there was a "good chance" the reinstatement petition
would prevail, and that he was confident that the reinstatement could be
obtained one way or another."' The Court did not decide whether, absent
the partial disclosure, the corporation would have had a duty to disclose
the advice of patent counsel.
[22] The information possessed by SFD's directors is not analogous to
the contradictory information possessed by the defendant board in Zirn.
Here the Board was aware of, and elected to disclose, the primary reason
that Yucaipa withdrew its interest on January 13. The information
contained in Yucaipa's January 14 letter indicated that Yucaipa had an
additional reason, but not a contradictory reason. In these circumstances,
where the omitted material was supplementary rather than contradictory,
and where the omitted material was in the form of vague allegations
provided to the Board by a third party, I find no duty to disclose.82
IV. VIOLATION OF SECTION 251
Eight Del. C. § 251 requires a corporation seeking to conduct a
merger to adopt a board resolution, to execute the resolution in
accordance with 8 Del. C. § 103 and to submit the agreement to the
shareholders for approval. Plaintiff asserts that these requirements must
be strictly followed, that lack of compliance will render any purported
merger void, and that this Court may not validate a merger that fails to
comply with the statute.

7'Del. Supr., 681 A.2d 1050, 1056-57 (1996).
"1Id. at 1056.
"8Id.at 1057.
"Absent a viable claim of a breach of fiduciary duty against SFD's directors, plaintiff's
aiding and abetting claim (count IV) also fails.
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Plaintiff claims that SFD's Board executed a unanimous written
consent on January 28, 19963 and executed the merger agreement on
January 2 9 ," but never submitted the agreement to the shareholders of
Cactus (SFD) as required by section 251. Defendants contend that SFD
and Cactus executed the Recapitalization Agreement on January 28, not
January 29, and that by doing so, they met the goals of section 251.
Plaintiff responds by noting that the Agreement is dated as of January 29
and, thus, argues that the only valid action taken on January 28 could
have been the adoption of the written consent, not approval of the merger
agreement. Plaintiff further contends that the steps of section 251, unlike
section 271 which does allow for prior shareholder approval make it clear
that the shareholders of Cactus must approve the Agreement after its
execution.
Plaintiff does not claim that the written consent of SFD's directors
or the written consent of Cactus' shareholders was not executed on
January 28. Plaintiff's argument is based on the fact that the
Recapitalization Agreement is dated as of January 29' and, thus, that
Cactus' shareholders did not approve the executed Agreement.
Defendants, pointing to the fax tag lines on the signature pages of the
Agreement, argue that the Agreement, although dated January 29, was
signed on January 28 and, thus, that SFD's shareholders did approve the
executed Agreement. Plaintiff attempts to cast doubt on the strength of
defendants' claim that the Agreement was signed on January 28 by noting
that one page of the Agreement has two fax tag lines indicating dates of
January 27 and 28 and one signature page lacks any identifying date.
[23] The evidence does not indicate that SFD's Board, as the
shareholder of Cactus, failed to approve the Agreement after it was
executed. Although the signatures of Cactus' shareholders were obtained
on January 28, the Agreement had been executed on that day and both
the Agreement and the approval of Cactus' shareholders were effective
on January 29. I find that plaintiff has failed to establish a reason why
I should find the Agreement void for failing to follow 8 Del. C. § 251.
V.

VIOLATION OF SECTION 242

Pursuant to 8 Del. C. § 242, amendment of a corporate certificate
requires a board of directors to adopt a resolution which declares the
advisability of the amendment and calls for a shareholder vote.
83PX 34 at SFD 015256-59.
'Ostrow Cert. Ex G at SFD 009106 (Recapitalization Agreement and Plan ofMerger).
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Thereafter, in order for the amendment to take effect, a majority of
outstanding stock must vote in its favor. Plaintiff alleges that SFD's
Board failed to adopt a resolution declaring the advisability of the
amendment. He acknowledges that the April 15 resolution did direct that
amendments be considered at the next meeting,86 but claims that the
resolution did not declare that the amendments were advisable as required
by § 242(b)(1). Accordingly, he requests that I find the amendment void,
Defendants respond by calling attention to the January 28
resolution of the Board which states that the Board believed it was in
SFD's best interests to engage in the recapitalization 7 and that, pursuant
to the Recapitalization Agreement, the company will amend and its
certificate. Furthermore, defendants note that the Proxy provided notice
that the amendments would be considered at the shareholder meeting88
and the Proxy's cover stated that the SFD Board recommends that
shareholders vote for approval of the recapitalization transactions
contemplated thereby and other proposals. Plaintiff explains that the
amendments adopted on January 28 were later changed on April 1589 and
the April 15 amendments, which were presented to the shareholders, were
not accompanied by a declaration of their advisability and, thus, violated
§ 242(b)(1).
[24] The SFD Board adopted and declared the advisability of the
January 28 proposed amendments. While these amendments were
modified on April 15, I find the original declaration in connection with
the recommendation provided by the Proxy satisfies the Board's duty
under 8 Del. C. § 242.
VI. STANDSTILL AGREEMENT
The standstill agreement between SFD and Yucaipa provides that,
"[s]ubject to [SFD's] certificate of incorporation and bylaws.., and the
approval of [SFD's] stockholders," the Smith family and Yucaipa have
the right to designate two directors of SFD.9" Plaintiff alleges that the
vote solicited by the Proxy was the vote required by section 8.10 of the
Recapitalization Agreement which was sought to approve all the
transactions of the recapitalization and, because the Agreement does not
include the standstill agreement within the definition of the

8See

PX 4 at SFD 001950-51.

87PX 4 at SFD 001940.
88PX 5 at SFD 011906 no.2.
"9PX 4 at SFD 001948.
90PX 33 at SFD 007081 (Standstill Agreement §§ 3.10(b) and (c)).
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recapitalization, 9 the shareholder vote which approved the recapitalization
failed to approve the standstill agreement.
Defendants argue that, under Delaware law, no vote was required
to approve the standstill agreement and, even if a vote were required, the
vote for the recapitalization was also a vote in favor of the standstill
agreement because the Proxy clearly includes the standstill agreement as
part of the recapitalization transactions.' More importantly, defendants
argue that plaintiff has misinterpreted section 3.10 of the standstill
agreement and that the shareholder vote mentioned in that section does
not refer to a vote approving the standstill agreement.
[25-26]
Our law does not require shareholder approval of a standstill
agreement. Moreover, even if there were such a requirement, the
shareholder vote in favor of the Recapitalization and plan of Merger
would have approved the standstill agreement because the Proxy listed the
agreement as one of the included transactions. I deny plaintiff's request
to find the standstill agreement void for lack of shareholder approval.
VII. CONCLUSION
Plaintiff unsuccessfully challenges a series of transactions relating
to the merger of SFD and Smitty's. I find that SFD did not violate 8
Del. C. § 160 because SFD's Board was entitled to rely on the methods
and results of Houlihan's solvency opinion. Moreover, plaintiff fails to
demonstrate that the repurchase of SFD's common stock impaired its
capital. Plaintiff alleges nine separate disclosure violations but I do not
find that disclosure of any omitted fact would have altered the total mix
of information available to shareholders. Finally, I conclude that SFD's
Board properly declared the advisability of the proposed certificate
amendments, that the standstill agreement did not require shareholder
approval, and that the SFD Board, as shareholders of Cactus, properly
approved the merger agreement. Defendants' motion to dismiss is
granted in its entirety.
IT IS SO ORDERED.

"See PX 5 at SFD 012069 (Section 2.8).
'See PX 5 at SFD 011968 (including the as a on to the Merger); SFD 011974
(describing the standstill agreement as a "Related Agreement").
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LINTON v. EVERETT
No. 15,219
Court of Chanceryof the State of Delaware, New Castle
July 31, 1997
The plaintiffs, stockholders in defendant corporation, sought to
contest the issuance of shares by the board of directors and the election
of directors at a shareholders meeting. Plaintiffs objected to shares that
the directors issued to themselves as compensation, and shares issued to
outside legal counsel for services rendered. Plaintiffs contended that the
process by which the directors awarded themselves shares was unfair
because (1) the directors did not adequately investigate the value of the
shares, and (2) the directors did not obtain independent director or
shareholder approval of the transaction. As to shares issued to outside
counsel, plaintiffs alleged that there was no evidence demonstrating that
the board actually voted to approve issuance of the shares. Plaintiffs also
claimed that the election of directors at the annual shareholders meeting
should be invalidated because it was the result of improper manipulation
of the voting process, thereby impeding their ability to nominate an
opposing slate of directors.
The court of chancery, per Vice-Chancellor Jacobs, concluded that
the issuance of stock by the board of directors to themselves was invalid
because the defendants failed to demonstrate the entire fairness of the
stock issuance transaction. With respect to the shares issued by the board
of directors to outside counsel, the court concluded that the transaction
was invalid because the board did not issue the shares at a duly held
meeting, pursuant to Delaware General Corporation Law, since
defendants offered no proof that an approval vote was taken by the board.
Lastly, with regard to the plaintiffs' claim that the voting process was
manipulated, the court concluded that the directors' decision to provide
only thirty days notice for the shareholder meeting constituted an
inequitable manipulation of the election process under the circumstances.
1.

Corporations

m=

320(11)

In determining a claim contemplating the validity of a transaction,
wherein directors of a corporation issue shares to themselves without
shareholder ratification or disinterested director approval, the standard of
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review is entire fairness, and the defendant directors bear the burden of
establishing the entire fairness of the transaction.
2.

Corporations

!= 320(11)

When judicially reviewing defendant corporate directors' issuance
of shares to themselves under the entire fairness standard, consideration
must be given to the entire fairness of both the process by which the
transaction was consummated and the price that was paid.
3.

Corporations

(f,

320(11)

The test for entire fairness is not a bifurcated one as between fair
dealing and price, and all aspects of the issue must be examined as a
whole.
4.

Corporations

C

308(5)

When directors of a corporation award themselves shares of stock
in that corporation pursuant to a valuation which rests on only a few
isolated market transactions and without any attempt to value a
corporation's pending litigation claims, a court is unable to conclude that
the stock was fairly valued and adequately investigated to show fair
dealing in the award process.
5.

Corporations

2

308(5), 320(11)

Defendant directors' failure to obtain disinterested director approval
or shareholder approval of the issuance of stock to themselves evidences
a lack of fair dealing under the entire fairness standard.
6.

Corporations

O

308(5), 320(10)

When directors of a corporation issue stock in the corporation to
themselves as compensation for their labor, the directors bear the burden
of demonstrating that the amount of compensation they received was fair
in relation to the services they rendered.
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C= 98, 308(5)

When directors of a corporation issue shares of stock to
themselves, a court may invalidate the issuance if the directors fail to
demonstrate the entire fairness of the transaction.
8.

Corporations

C=- 100, 105

Under Delaware General Corporation Law, the issuance of shares
must be approved by the board of directors acting as a board at a duly
held meeting. DEL. CODE ANN. tit. 8, §§ 141, 152-153 (1991).

9.

m 98, 100

Corporations

A court may fimd issuance of shares of stock to a firm as
compensation for services rendered to the corporation invalid where the
minutes of a board meeting do not reflect any vote authorizing the
issuance of the shares.
10.

Corporations

C

194

Basic fairness requires more than minimal notice be given to
shareholders of a shareholders meeting under the highly unusual
circumstance where no meeting had been held for three years.
11.

Corporations

!

194, 259(7)

Inequitable conduct by directors that interferes with a fair voting
process may be set aside in equity.
12.

Corporations

0

197, 295

The right of shareholders to participate in the voting process
includes the right to nominate an opposing slate.
13.

Corporations

!=

193

To set aside election results on the basis of inequitable
manipulation of the corporate machinery, such as providing short notice
of a shareholders meeting in an attempt to prevent the nomination of an
opposing directorial slate, it is not required that scienter, an actual
subjective intent to impede the voting process, be shown.
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Corporations

(

193

Shareholders are not required to be shelf-ready, i.e., in a constant
state of alert that a shareholders meeting may be called, and that certain
information will be required to be filed without delay, in order to excuse
inequitable conduct of the management of a corporation and avoid the
adverse effects of an advance notice provision on shareholders for
nominating new directors.
15.

Corporations

CU

372

A certificate of incorporation provision requiring shareholders to
provide advance notice to the corporation of their opposition slate within
ten days after notice is mailed of a shareholders' meeting to be held in
less than thirty days, is not inequitable per se; however, it may be held
unreasonable under the unusual circumstances where no shareholders'
meeting has been held for three years and directors have, in the past,
informed shareholders well in advance of the date by which shareholder
proposals had to be submitted.
16.

Corporations

-

194

Defendant directors' decision to provide only thirty days notice of
a shareholders' meeting, which would inevitably trigger an advance notice
provision in a manner foreseeably adverse to any shareholders desiring
to nominate an opposing slate, constituted an inequitable manipulation of
the election process requiring the election to be set aside and a new
election ordered.
Edward M. McNally, Esquire, and Michael A. Weidinger, Esquire, of
Morris, James, Hitchens & Williams, Wilmington, Delaware, for
plaintiffs.
Richard K. Herrmann, Esquire, of Stradley, Ronon, Stevens & Young,
LLP, Wilmington, Delaware, for defendants.
JACOBS, Vice-Chancellor

At issue in this lawsuit are certain actions taken by the directors of
Security Investments Group, Inc. ("Security Investments"), after the
federal government assumed control of Security Savings Bank, N.A.
("Security Bank"), which was Security Investments' sole asset. Since that

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 23

time, Security Investments' primary activity was to pursue litigation
against the federal government for breaching promises it made to induce
Security Bank to purchase two failing thrifts during the early 1980s. The
plaintiffs claim that in 1996, after the defendant directors learned of
federal court decisions in related cases favorable to Security Investments'
position, they issued Security Investments stock to themselves and to a
law firm in an unfair, self-dealing transaction. The plaintiffs also claim
that the defendant directors, after having failed to call a shareholders
meeting for three years, manipulated the timing of the 1996 shareholder
meeting so as to impede the shareholders' ability to nominate an
opposing slate of directors. The case was tried on March 4, 1997.
This is the Court's post-trial decision on the merits. For the
reasons that follow, I conclude that the plaintiffs are entitled to judgment
on their claims.
I. FACTS
The facts are largely undisputed, but where there are disputes the
facts are as found below.
Since it was founded in the nineteenth century, Security Bank was
a successful thrift institution located in southern New Jersey. At one
point, Security Bank had 36 branches and approximately $1.5 billion in
assets.
During the early 1980's, many federally insured thrift institutions
were on the verge of insolvency. In response, the Federal Home Loan
Bank Board (the "FHLBB")' and the Federal Savings and Loan Insurance
Corporation (the "FSLIC")2 arranged for well managed and financially
secure thrift institutions to acquire and take over failing thrifts. The
FHLBB and the FSLIC are referred to collectively as the "Federal
Government." To induce potential acquirors to take over failing thrifts,
the Federal Government granted financial assistance to the acquirors.
The Federal Government soon ran out of the cash needed to grant
such financial assistance. The result was a change in regulatory practice.
Beginning in 1981, instead of providing cash or other tangible financial
assistance, the Federal Government permitted the acquiror to utilize a
special regulatory accounting asset called "supervisory goodwill."
Supervisory goodwill was an intangible asset that represented the excess

'The FHLBB was the federal government agency charged with regulating and
supervising federally chartered savings and loan associations, as well as savings banks.
'The FSLIC was the federal governmental agency responsible for insuring accounts in
thrift institutions that were members of the Federal Home Bank Loan System.
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of the acquisition cost over the fair market value of the acquired thrift.
Under the then-applicable federal regulations, supervisory goodwill could
be listed on a bank's balance sheet as an asset and then depreciated over
many years.
In 1982, at the Federal Government's urging and direction,
Security Bank took over two failing thrift institutions. Under agreements
with the Federal Government, Security Bank was permitted to carry
supervisory goodwill, amounting to $84.5 million, as an asset on its
books to satisfy regulatory minimum capital requirements?
In 1988, Security Investments was incorporated in Delaware as a
holding company for Security Bank. Security Investments held all the
shares of Security Bank, which was Security Investments' only asset.
The individual defendants comprised the board of directors of both
Security Investments and Security Bank.
In 1989, Congress passed the Financial Institutions Reform,
Recovery and Enforcement Act of 1989 ("FIRREA"). Under FIRREA,
implementing regulations
were adopted that required minimum
capital requirements for federally insured thrift institutions. Under the
new FIRREA regulations, supervisory goodwill could not exceed 1.5%
of a thrift's assets. Thus, thrift institutions could no longer carry
supervisory goodwill as an asset on their balance sheets, and as a result,
Security Bank was no longer able to meet the minimum capital
requirements.
In 1989, Security Bank sued the Federal Government in the Federal
District Court for New Jersey, for an injunction prohibiting the
enforcement of FIRREA. More specifically, Security Bank sought to
enjoin the implementation of the FIRREA regulations forbidding carrying
supervisory goodwill as an asset, on the ground that FIRREA had
abrogated the promises the Federal Government made to Security Bank
when it induced the Bank to acquire the failing thrift institutions in 1982.
The District Court dismissed the suit for lack ofjurisdiction, holding that
the proper forum was the United States Court of Claims.
Because of Security Bank's inability to meet regulatory minimum
capital requirements, the Federal Government took over that bank on
December 4, 1992, and transferred its assets and liabilities to another
financial institution. As a result, Security Bank and its holding company,
Security Investments, were left with no assets of value. As a further
consequence, Security Investments was unable to pay franchise taxes to

'PX 8,

58.
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the State of Delaware, and its Delaware corporate charter was forfeited
in 1993.
Soon thereafter, Security Investments' board of directors announced
to the shareholders that steps would be taken to terminate all further
corporate activities.4 The board did advise the shareholders, however,
that it was considering preserving the corporate entity as a vehicle to
institute breach of contract litigation against the Federal Government in
the Court of Claims. During this time period, other comparably affected
financial institutions across the country were pursuing similar lawsuits in
the United States Court of Claims. The lead case among these was
captioned Winstar Corp. v. United States.'
Between late 1992 and 1995, Security Investments' board of
directors met periodically to monitor the Winstar litigation and to handle
other ministerial matters. Richard Milstead, a director defendant, testified
that the board met several times during this period for about two hours
at a time, and that on average he personally worked four to five hours a
week on Security Investments matters.6 There are no minutes, however,
that evidence any board meeting being held in 1993; there is only one set
of minutes evidencing a board meeting held in 1994; and there are six
sets of minutes evidencing meetings held in 1995.
In February 1995, Security Investments received a federal tax
refund of $678,1842 The Federal Government claimed that it was
entitled to the refund by virtue of its involvement in the December, 1992
takeover of Security Bank. After Security Investments disputed that
claim, the Federal Government sued Security Investments to recover that
refund in the Federal District Court for the District of New Jersey. To
date, that litigation has not been resolved, and the refund proceeds remain
deposited in an interest-bearing account.
In June of 1995, Security Investments obtained a $15,000 loan to
finance the board's efforts to pursue both the Winstar and the federal tax
refund litigations.' For that purpose, the directors each contributed $700
to $750 in cash.9
According to the trial testimony of Salve Maurizio and Robert
Linton, who are Security Investments stockholders, at about this time Mr.
Paul Ricci (Security Investments' Chairman and a director) told them that
4

PX 4.

'See Winstar Corp v. United States 21 CI. Ct. 112 (1990); Winstar Corp. v. United
States 25 C1. Ct. 541 (1992).
6
Tr. 94-95, 114.
7
DX 7.
'Tr. 105, DX 6.
9
Tr. 104.
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when Security Investments brought its Winstar-type lawsuit, he
anticipated a recovery of at least $10 per share in damages." Thereafter,
Security Investments' directors determined that the corporation should file
a Winstar-type suit to avoid any potential statute of limitations defense.
To accomplish that, the corporation's charter had to be renewed. During
the process of securing the renewed charter, Security Investments officials
represented to a Delaware Deputy Attorney General that its Winstar claim
was "a viable multi-million dollar lawsuit."'"
The directors also
succeeded in obtaining a franchise tax refund of approximately $44,000.2
On August 8, 1995, Security Investments filed a Winstar-type
action in the Court of Claims, captioned Healey v. United States (the
"Healey litigation").
On August 30, 1995, the Court of Appeals for the Federal Circuit
affirmed the Court of Claims decision in Winstar. The Winstar Court
recognized a legally cognizable breach of contract claim against the
Federal Government based upon the adverse effect of FIRREA upon the
ability of thrift institutions to carry supervisory goodwill as an asset on
their books. 3
The Winstar decision, and the renewal of Security Investments'
charter, prompted the Security Investments board of directors to meet on
October 11, 1995. At that board meeting, the directors resolved to hold
an annual shareholders meeting as soon as practicable. 4 Mr. Milstead,
a defendant director, testified that the board decided to postpone the
shareholders meeting indefinitely, because the board concluded that given
the costs of holding a shareholders meeting, it should await a resolution
of the Winstar litigation, since only then would there be a matter of
importance to report to the shareholders.1
On November 6, 1995, the Board of Directors notified the
shareholders of the filing of the Healey litigation. 6 In January 1996, the
United States Supreme Court granted review of the United States Court
of Appeals decision in Winstar 1
On January 11, 1996, Mr. Linton, one of the plaintiffs, wrote to
Security Investments and requested a list of the corporation's

"'rr.55-56, 71.
"PX 7.
' 2Tr. 103-04.
3See Winstar Corp. v. U.S. 64 F.3d 1531 (Fed. Cir. 1995).
'PX 12.
"'r.113.
16DX 7.
"See U.S. v. Winstar Corp.. 116 S.CL 806 (1996).
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shareholders.'" At a board meeting held on January 17, 1996, the
Security Investments directors instructed Mr. Milstead to advise Mr.
Linton that he could view and make his own copies of the shareholders
list, but that he could not use the copy machines in the office where the
list was maintained.' 9 After that, Mr. Linton made no effort to inspect
the shareholders list until September, 1996.
In early 1996, the board of directors began to discuss
compensation. The directors agreed that they had been uncompensated
since the end of 1992 and that they were entitled to remuneration for
their services.2 ° Because Security Investments had no tangible assets, the
directors decided that the compensation should take the form of stock that
The process employed was as
they would issue to themselves. 2
follows: the board asked defendant Ronald Seagraves, a director, to
ascertain the value of the corporation's stock.' Mr. Seagraves contacted
M.A. Shapiro Company, an investment banking firm, which advised him
that there was almost no trading activity in Security Bank stock in early
1996, and that what minimal trading had occurred reflected a price of two
reported
to three cents per share.' Based on that advice, Mr. Seagraves
24
valueless.
was
stock
the
that
directors
of
to the board
On April 1, 1996, the board of directors decided to issue to each
of its members 30,000 shares of stock as compensation for services they
had rendered from the end of 1992 until 1996.' Because the Security
Investments certificate of incorporation required that stock be issued for
at least par value, the stock was issued at part value, which was $. 10 per
share.26 The issued shares were restricted, however, in that the directors
could not sell the shares for two years.27
Fifty thousand (50,000) shares of stock were also issued to the law
firm of Gruccio, Pepper, Giovinazzi, DeSanto & Farnoly (the "Gruccio,
Pepper firm"), as a retainer to secure the services of that firm.2" There
is a dispute, however, as to whether the board of directors ever formally

'PX 14, DX 8. Although the plaintiff claims that the meeting was postponed as a
result of his request for a shareholders list, signaling his intent to wage a proxy fight, there is
no evidence to support that contention.
17, Tr. 43.
19PX
20
Tr. 108.
21Tr. 109.
2Tr. 109, 138.
23
Tr. 141.
24
Tr. 111.
2'Tr.
109, DX 10.
26
Tr. 149, PX 1.
27Tr. 112.
23
Tr. 111, PX 17.
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authorized the issuance of those 50,000 shares. Mr. Milstead testified
that the directors voted on the matter, but because he was employed by
the Gruccio Pepper firm, he abstained from the vote.29 The minutes of
the April 1, 1996 board meeting do not reflect any vote having been
taken. They show only that the Gruccio, Pepper firm had agreed to be
compensated in the form of stock, and that "Chairman Ricci will
negotiate an arrangement with [the firm] ... and report to the Board."3

On July 1, 1996 the United States Supreme Court affirmed the
Court of Appeals' decision in Winstar.3' On July 31, 1996, the Board of
Directors and the individual directors filed documents with the Securities
and Exchange Commission, which formally disclosed that 30,000 shares
of stock had been issued to each director, for a total of 270,000 shares,
as compensation for services rendered 2 That was the first public
disclosure that those shares had been issued.
On August 8, 1996, the board secured a $50,000 loan, personally
guaranteed by each Director and superseding all prior loans, to cover the
corporation's expenses in calling the shareholders meeting and in
pursuing the litigations.33 The Board then noticed a stockholders meeting
for September 17, 1996, for purposes of announcing the Winstar decision
and discussing its implications for the corporation. The board mailed the
notice of that shareholders meeting on August 19, 1996.
At the September 17, 1996 meeting, the defendants were reelected
as directors. Because there had been no election of Security Investments
directors for more than 3 years, the entire classified board of directors
was elected for terms of one, two and three years, respectively.
As of the record date for the September 17, 1996 shareholders
meeting, 5,035,000 shares of Security Investments stock were issued and
outstanding. Thus, the 270,000 shares issued by the directors to
themselves on April 1, 1996 represented 5.4% of the corporation's
outstanding shares, and the 50,000 shares issued to the Gruccio, Pepper
firm represented an additional 1%.
As of September 30, 1996, two weeks after the stockholders
meeting, plaintiff Charles Sabino's broker's statements showed that
Security Investments stock had been trading at $.75 per share.34

29

Tr. 111.
"*PX 17. For the reasons set forth elsewhere in this Opinion, I conclude that the
Security Investments board did not ever formally authorize the issuance of the 50,000 shares.
"See U.S. v. Winstar Corp. 116 S.CL 2432 (1996).
32PX 15, DX 11.
33Tr. 107, DX 12.
34Tr. 36, DX 3.
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In this action, the plaintiffs contest the issuance of the 270,000
shares to the defendants directors, and the 50,000 shares to the Gruccio,
Pepper law firm. The plaintiffs also claim that the election of directors
at the annual shareholders meeting in September, 1996 was the result of
an improper manipulation of the voting process and should be
invalidated. 5 Those claims are now addressed.
II. THE ISSUANCE OF SHARES TO THE DIRECTORS
[1-3] First considered is the plaintiffs' claim that the directors' issuance
of the 270,000 shares to themselves is invalid. All parties agree that the
standard of review with respect to this claim is entire fairness, because
there was no shareholder ratification or disinterested director approval of
the transaction. Under that rigorous standard, the defendant directors
must bear the burden of establishing the entire fairness of that
transaction.36 The test of entire fairness requires consideration of the
process by which the transaction was consummated and the price that was
paid." The analysis is not bifurcated; rather, all aspects of the fairness
issue are examined as a whole.38
A.

Fair Dealing: The Approval Process

The plaintiffs contend that the process by which the directors
awarded themselves shares was not fair because 1) the directors did not
adequately investigate the value of the Security Investments shares, and
2) the directors did not obtain independent director or shareholder
approval of the transaction.
As for the first argument, the evidence shows that the defendants
instructed Mr. Seagraves to inquire into the value of the corporation's
stock. Mr. Seagraves obtained from a broker the two to three cent-per

'Mhe plaintiffs originally contested the issuance of 30,000 shares to Ernest Szcker in
payment for services provided. That claim was dismissed at trial. Tr. 79-80.
6
Steiner v. Meyerson Del. Ch., C.A. No. 13139, Allen, C. (July 18, 1995); Gottlieb
v. Heyden Chemical Corp. Del. Supr., 90 A.2d 660, 663 (1952).
37
See Cede & Co. v. Technicolor, Inc. Del. Supr., 634 A.2d 345 (1993); Scaly
Mattress Co. of New Jersey v. Sealy, Inc. Del. Ch., 532 A.2d 1324 (1987); Mills Acquisition
Co. v. MacMillan, Inc., Del. Supr., 559 A.2d 1262 (1989); Weinberger v. UOP. Inc.. Del.
Supr., 457 A.2d 701 (1983).
"Weinberger 457 A.2d at 711.
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share price at which the minimal amount of trading in Security
Investments stock had occurred. He then valued the stock at that nominal
amount, and reported to the board that the stock was almost worthless.
The plaintiffs argue that Mr. Seagraves' valuation investigation was
inadequate, because it rested upon only a few isolated market transactions
in Security Investments stock, without any attempt to value the
corporation's Winstar claim. The defendants disagree.
[4] Having considered the evidence, the Court concludes that the
defendants have failed to show that Mr. Seagraves' valuation method was
likely to - or did - result in a fair value for the corporation's stock. Mr.
Seagraves conceded that there were other methods to value corporations
whose stock was not actively traded, but that none of those methods was
used. Mr. Seagraves also testified that no information concerning
Security Investments' financial position or the status or value of the
corporation's Winstar claim had been publicly disclosed or otherwise
furnished to shareholders during the several years before Seagraves
attempted to value the stock. Thus, the very market upon which Mr.
Seagraves entire valuation depended, lacked critical information upon
which to value the stock. In these circumstances, the Court is unable to
conclude that in connection with the issuance of the 270,000 shares the
defendants have established that the stock was fairly valued.
Nor does the record support the directors' professed belief that the
stock was almost worthless. Mr. Ricci told certain shareholders that he
expected a recovery of at least $10 per share on Security Investments'
Winstar claim. And, during the efforts to obtain a revived charter, the
defendants represented that the State of Delaware should accept its
promissory note as payment for past-due franchise taxes, because the
corporation had a "viable multi-million dollar lawsuit."
Although the defendant directors now seek to portray those
statements as wishful thinking, their own actions show otherwise. As Mr.
Seagraves testified, at the time they issued the shares to themselves, the
director-defendants knew that they would have to guarantee personally
the loans that the corporation needed to secure to continue pursuing the
Winstar litigation.39 Why would the directors agree to assume that risk
unless they believed that there might be a significant recovery in that
litigation?

39 Tr. 142-43. Although the $50,000 loan guaranteed by the defendants was not made
until August 8, 1996, Mr. Seagraves testified that "[t]he dialogue and the discussions about
whetherwe could [obtain financing by personally guaranteeing the loan] had begun long before
the actual signing of the notes and the drawdown on the funds."
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[5] The absence of fair dealing is further evidenced by the defendants'
failure to obtain disinterested director approval or shareholder approval
of the issuance of stock to themselves. The defendants suggest that the
corporation could not afford to locate (or pay) independent persons to
serve as an independent committee. Because Security Investments was
a defunct corporation with no liquid assets, defendants contend that their
failure to form such an independent committee was justified.
The problem with this argument is that even if there were no
monies available to locate and compensate independent directors, the
defendants could have -- but did not -- attempt to obtain shareholder
approval of the September 17, 1996 shareholders meeting. Indeed the
defendants never publicly disclosed that they had issued stock to
themselves until July, 1996, at which point they were required to disclose
that information under federal law. Thus, the defendants declined to
utilize any available method for obtaining independent review of their
compensation decision.
B.

Fair Price

The defendants also urge that the issued stock represented fair
compensation to themselves for the services they performed between
1992 and 1996. Those services are claimed to include: 1) monitoring
the Winstar litigation; 2) instituting the Healey litigation, and reactivating
Security Investments' charter and obtaining a franchise tax refund; and
3) supervising the federal tax refund litigation. The defendants also note
that they 4) served as directors for three years with no liability insurance,
5) contributed their own money to the corporation, and 6) personally
guaranteed a loan to the corporation.
[6] The Court recognizes that those services might justify compensation
in some amount. But the defendants bear the burden of demonstrating
that the amount of compensation they received was fair in relation to the
services they rendered. Because the defendants never employed or
established a reliable method by which to value the Winstar claim, they
have not demonstrated any credible basis to value the Security
Investments shares. Lacking any reliable demonstration of the value of
the stock that the defendants issued to themselves, the Court is unable to
determine what value the defendants actually received for their services,
let alone whether that value was fair.4"

"The defendants point out that the stock was trading at $.75 a share as of
September 30, 1996, after the United States Supreme Court had affirmed the Winstar decision,
and after Security Investments had resumed making public filings with the Securities and
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The defendants rely upon the valuation opinion of their trial expert,

Mr. William H. Master, who testified that the stock had no value at the
time the directors issued themselves shares, because the corporation's
only asset was a contingent claim, namely, the Winstar lawsuit' Mr.
Master conceded, however, that he was not qualified to assess the value
of the Winstar claim as a contingent asset, and the Court finds
unconvincing his effort to justify his fairness opinion by relying upon the
trading in the stock by presumably informed investors. As Mr. Master
conceded, the market for Security Investments stock was exceedingly
"thin," because of the absence of any significant trading in the shares.4"
[7]
To summarize: the defendants have failed to prove that the
Security Investments stock was worth only pennies a share at the time
they issued the 270,000 shares to themselves. Nor have the defendants
established any reliable alternative value that could be used as a basis to
assess the fairness of their compensation. Because the defendants have
failed to demonstrate the entire fairness of the transaction, the issuance
of the 270,000 shares to the directors is determined to be invalid.
III. THE ISSUANCE OF SHARES
TO THE GRUCCIO, PEPPER FIRM
The plaintiffs also challenge the issuance of shares to the Gruccio,
Pepper firm. They argue that (i) that issuance should be viewed as part
of the invalid transaction in which the directors awarded stock to
themselves, and (ii) there is no evidence that the board actually voted to
issue the 50,000 shares. In response, the defendants rely upon Mr.
Milstead's testimony that the board of directors voted to issue the shares,
and that he (Milstead) abstained, because he was employed by the
Gruccio, Pepper firm. Thus, defendants argue, the issuance of the shares
received the unanimous approval of the disinterested directors and,
accordingly, is entitled to business judgment rule protection.
[8]
Under the Delaware General Corporation Law, the issuance of
shares must be approved by the board of directors acting as a board at a
duly held meeting.4" The only evidence supportive of the defendants'

Exchange Commission. Assuming arguendo that that valuation was reliable, it represents a
value of $22,500, or seven and a half times the $3,000-per-director level at which the
defendants claim that they fairly compensated themselves. Under these ciraumstances, a S.75
per share valuation does not satisfy the test of entire fairness either.
41Tr. 168.
42
Tr. 166-68.
43
Box v. Box. Del. Ch., CA. No. 14238, Allen C. (Feb. 15, 1996), hMem. Op. at 19
(citing 8 Del. C. §§ 141, 152, 153); Brander Crop. v. Stelnick. Del. Ch., CA. No. 14463,
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position that the Security Investments board voted formally as a board to
approve the issuance of shares, is Mr. Milstead's testimony. Mr. Milstead
testified that the board discussed issuing stock in payment for services at
the April, 1996 board of directors meeting, that the board voted to issue
shares to Gruccio, Pepper, and that the shares were issued in June 1996
as a result of the vote taken at that April meeting.44
The problem is that no minutes of any 1996 board of directors
meetings reflects any such vote. The January 17, 1996 minutes state that
the Gruccio, Pepper firm had agreed to be compensated with stock, and
that "the details of this compensation arrangement with Gruccio, Pepper
shall be finalized and made a part of the minutes."4 5 It appears that no
finalized details were arranged, because a similar discussion is
documented in the April 1, 1996 minutes. After setting forth the
understanding that Gruccio, Pepper would be paid with stock, the minutes
recite that "Chairman Ricci will negotiate an arrangement with James J.
Gruccio, Esquire, of that law firm and report to the Board."4 6 Those
same minutes reflect that the directors explicitly approved granting
themselves 30,000 shares each, and granting Ernest T. Szeker 30,000
shares for his service to the corporation.47
[9]
Thus, while the minutes do evidence a vote to authorize the
issuance of shares to the directors and to one other person, they do not
reflect any vote authorizing the issuance of 50,000 shares to the Gruccio,
Pepper firm. All the minutes do reflect is that the directors agreed to pay
the Gruccio, Pepper firm with stock, the amount of which was to be
Because the fninutes do not support Mr. Milstead's
negotiated.
testimony, and because Mr. Milstead is employed by the Gruccio, Pepper
firm, the Court is unable to find his uncorroborated testimony sufficient
to support a conclusion that the board voted to approve the issuance of
those shares. Accordingly, the issuance of the shares to that firm is also
found to be invalid.
IV. THE SEPTEMBER 17, 1996 STOCKHOLDERS MEETING
[10] Lastly, the plaintiffs claim that the thirty days' notice of the
September 17, 1996 stockholders meeting was inequitable, because that

Jacobs, V.C. (Feb. 22, 1996), Mem. Op. at 15 (same); see also Staar Surgical Co. v. Waggoner,
Del. Supr., 588 A.2d 1130, 1136-37 & n.2 (1991).
4"Tr. 111.
45PX 17.
"6PX 17.
7
4 PX 17.
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notice period was so short that as a practical matter the shareholders were
deprived of any opportunity to nominate an opposing slate of directors.
The defendants respond that the scheduling and notice of the meeting
were permitted under 8 Del. C. § 222 and the corporation's bylaws, and
were consistent with the corporation's past practice. The plaintiffs reply
that given the highly unusual circumstances of this case-especially the

fact that the corporation had had no shareholders meetings for three
years-basic fairness required more than the minimal notice given here.
In these circumstances, I conclude that the plaintiffs are correct.

[11-13]

Our courts have long held that inequitable conduct by

directors that interferes with a fair voting process may be set aside in

equity.48 The right of shareholders to participate in the voting process

includes the right to nominate an opposing slate.49 To set aside the
election results on the basis of inequitable manipulation of the corporate
machinery, it is not required that scienter. i.e, actual subjective intent to
impede the voting process, be shown. 50

The plaintiffs' position rests critically upon their argument that the
notice period given to the shareholders was unreasonable, because the

shortness of the notice made it impossible as a practical matter to
nominate an opposition directorial slate. Under the Security Investments'

Certificate of Incorporation, if the notice of the shareholders meeting is
mailed less than thirty-one days before the meeting, a shareholder
desiring to nominate an opposing slate must submit to the corporation

specified biographical information about each opposition candidate within
ten days of the mailing of the notice." In this case, the directors sent the
Schnell v. Chris-Craftindus., Inc., Del. Supr., 285 A.2d 437,439 (1971); Lerman
v. Diagnostic Data, Inc., Del. Ch., 421 A.2d 906,907 (1980); Aprahamian v. HBO & Co., Del.
Ch., 531 A.2d 1204,1208-09 (1987); Hubbard v. Hollywood Park Realty Enterprises Inc., Del.
Ch., CA. No. 11779, Jacobs, V.C. (Jan. 14, 1991), Mem. Op. at 12-13.
4 Hubba
supra note 48, at 12-13.
"°See Lerm
421 A.2d at 912-14; Mesa Petroleum v. Unocal Del. Ch., CA. No.
7997, Berger, V.C. (April 22, 1985), Mem. Op. at 11-12.
SThe "advance notice" provision of the Security Investments Certificate of
Incorporation states:
Nominations for the election of directors and proposals for any new business
to be taken up at any annual or special meeting of stockholders may be made
by the board of directors of the Corporation or by any stockholder of the
Corporation entitled to vote generally in the election of directors. In order for
a stockholder of the Corporation to make any such nominations andfor
proposals, he or she shall give notice thereof in writing, delivered or mailed
by first class United States mail, postage prepaid, to the Secretary of the
Corporation not less than thirty days nor more than sixty days prior to any
such meeting; provided, however, that if less than thirty-one days' notice of
the meeting is given to stockholders, such written notice shall be delivered or
4"See
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notice only thirty days before the scheduled shareholder meeting. As a
consequence, plaintiffs claim, they did not receive the notice until after
the ten day period for providing candidate information had expired, and,
as a result, they were unfairly precluded from waging an election contest.
Although the meeting notice is dated August 19, 1996, Mr. Sabino
testified that he did not receive it until August 26, 1996. Mr. Linton
testified that he had not yet received the notice at the time he returned
from his vacation after Labor Day.
Their testimony stands
uncontroverted. Because they were required to send the biographical
information concerning potential candidates to the corporation by
August 29, 1996, Mr. Sabino had only three days from his receipt of the
meeting notice, and Mr. Linton had no time, in which to respond.
The defendants argue that any prejudice to the plaintiffs is
attributable solely to their own lack of diligence, and not to the timing of
the notice. Defendants argue that Messrs. Linton and Sabino had
expressed an interest in waging a proxy contest as early as January, 1996,
when Mr. Linton asked to inspect the corporation's shareholders list.
Defendants point out that there is no evidence that Mr. Linton was denied
access to that list, but that (as Mr. Linton himself testified) he was too
busy to review and copy the list until September 1996. Therefore,
defendants conclude, only the plaintiffs' lack of diligence, not the
scheduling of the meeting, prevented them from complying with the
advance notice provision.
[14] The argument is unpersuasive. Even if in theory the plaintiffs
could have avoided the adverse effects of the advance notice provision by

mailed, as prescribed, to the Secretary of the Corporation not later than the
close of the tenth day following the day on which notice of the meeting was
mailed to stockholders. Each such notice given by a stockholder with respect
to nominations for the election of directors shall set forth (i) the name, age,
business address and, if known, residence address of each nominee proposed
in such notice, (ii) the principal occupation or employment of each such
nominee, (iii) the number of shares of stock of the Corporation which are
beneficially owned by each such nominee, (iv) such other information as
would be required to be included in a proxy statement soliciting proxies for
the election of the proposed nominee pursuant to Regulation 14A of the
Security Exchange Act of 1934, as amended, including, without limitation,
such person's written consent to being named in the proxy statement as a
nominee and to serving as a director, if elected, and (v) as to the stockholder
giving such notice (a) his name and address as they appear on the
Corporation's books, and (b) the class and number of shares of the
Corporation which are beneficially owned by such stockholder. In addition,
the stockholder making such nomination shall promptly provide any other
information reasonably requested by the Corporation.
(PX I at Art. XI, § A).
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remaining in a constant state of preparedness to engage in a proxy

contest, that "cannot serve to excuse the conduct of management... that
•. . was both inequitable (in the sense of being unnecessary under the

circumstances) and [that] had the accompanying dual effect of thwarting
shareholder opposition and perpetuating management in office.""2
Shareholders are not required to be "shelf-ready," i&,, in a constant state
of alert that a shareholders meeting may be called and that certain
information will be required to be filed without delay.'
[15] Nor have the defendants shown any reason why the notice period
could not have been made longer, to avoid the foreseeable problem that
shareholders would have an hair-trigger short period in which to comply
with the "advance notice" provision. Even under ideal circumstances, i.e..
no delay in the mailing of the notice and three day delivery, it was
plainly foreseeable that under the advance notice provision the
shareholders would have only one week in which to assemble and prepare
their opposition slate and disclosure materials for submission to the
corporation.54 More realistically, in all likelihood (as occurred here), the
shareholders would have less than one week to assemble and deliver the
requisite information. This is not to suggest that the advance notice
provision was inequitable per se. In quite different circumstances, a case
could arise where such a short notice period would be sufficient. But, in
the unusual circumstances presented here, that notice period was not
reasonable. No Security Investments shareholders meeting had been held
for three years. Equally important, the directors did not follow their
earlier practice of informing stockholders - well in advance - of the date

by which shareholder proposals had to be submitted to the corporation in
order to be included in the management proxy soliciting materials. In
prior years that information was communicated to shareholders by a
notice contained in the previous year's annual meeting proxy statement. 55
For example, the Proxy Statement for the April 26, 1988 annual
stockholders meeting, dated April 3, 1988, disclosed that "In order to be
eligible for inclusion in the proxy materials of the [Corporation] ... for

next year's Annual Meeting of Stockholders, any stockholder proposal to

52Lerman v. Diagnostic Data. Inc. Del. Ch., 421 A.2d 906, 914 (1980).
-"Id.
5;Assuming that the notices were mailed on the same day they were dated, and
assuming an average of three days for the notice to be delivered, the shareholders would have
had only seven days to compile and deliver the requisite biographical information to the
corporation.
55DX 14-19.
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take action at such meeting must be received at the [Corporation's] main
office ...no later than December 6, 1988. ,16
Thus, in sharp contrast to the information the board furnished to
shareholders between 1988 and 1992 when Security Investments
shareholders meetings were held on a regular basis, in 1996 the
stockholders were given no forewarning when a stockholders meeting
would be called and had no reason to anticipate that one would be called
imminently. The defendants have offered no reason why such a tight
notice period was necessary. The only inference to be drawn is that the
directors chose to57 proceed in this way in the hope of avoiding the risk of
a proxy contest.
[16] In sum, on these facts, the Court is unable to conclude that the
short notice given here was sufficient to afford the shareholders a
reasonable opportunity to assemble an opposition slate and to prepare and
deliver to the corporation the information needed to comply with the
advance notice provisions of the Certificate of Incorporation. I conclude,
for that reason, the directors' decision to provide only thirty days' notice,
which would inevitably trigger the advance notice provision in a manner
foreseeably adverse to any shareholders desiring to nominate an opposing
slate, constituted an inequitable manipulation of the election process.
Accordingly, the election must be set aside and a new election ordered.

Counsel shall submit a form of order implementing the rulings
made herein.

56
57DX

15. at 46.
Even if that was not the board's intent, the effect of their actions was to deprive the

shareholders of a fair opportunity to contest the election of management's nominees.
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NOERR v. GREENWOOD
No. 14,320
Courtof Chancery of the State of Delaware,New Castle

July 16, 1997
Plaintiff shareholder brought an action against the corporation's
directors alleging that defendants (1) breached their duty of disclosure by
issuing a misleading proxy statement regarding a stock compensation
program that was entirely to defendant's benefit, and (2) breached their
duty of loyalty by engaging in unfair self-dealing transactions. The
defendants brought a motion to dismiss the amended complaint for failure
to state a claim.
The court of chancery, per Vice-Chancellor Jacobs, concluded that
the motion to dismiss the claim of breach of duty of disclosure was
denied with respect to (1) the claim based upon the disclosure that the
plan's exercise price was to be set at a fair market value determined by
an independent appraiser, and (2) the claim based upon the omission of
the directors' basis for their belief of the stock's value. The motion to
dismiss was granted with respect to all other disclosure claims. The court
denied the motion to dismiss the duty of loyalty claims.
1.

Pretrial Procedure

C*

679, 687

On a motion to dismiss under Court of Chancery Rule 12(b)(6), the
court must accept as true all well-pleaded allegations and draw all
reasonable inferences from them. DEL. CH. CT. R. 12(b)(6).
2.

Pretrial Procedure

2

689

On a motion to dismiss under Court of Chancery Rule 12(b)(6),
conclusory allegations of fact will not be accepted as true. DEL. CH. CT.
R. 12(b)(6).
3.

Pretrial Procedure

C s 681, 689

On a motion to dismiss under Court of Chancery Rule 12(b)(6), the
court will not consider facts and documents extrinsic to the complaint,
except for those that are integral to the claim and incorporated by
reference into the complaint. DEL. CH. CT. R. 12(b)(6).
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426(1)

Shareholder ratification of an interested transaction operates to alter
the applicable standard of review only if the ratification is legally
effective.
5.

Corporations

C=

198, 310(1)

Allegations of fraud by hindsight are not enough to state a
cognizable claim of misrepresentation in a proxy disclosure.
6.

Corporations

T= 317, 426(12)

Although an eight month gap between the directors' valuation of
the stock at $1 per share and the market's valuation at $7 per share may
afford reason for suspicion in a claim of misrepresentation, these facts,
alone and without more, do not permit an inference that the defendants
knew or had reason to believe that the $1 a share exercise price would be
less than the stock's fair market value.
7.

Corporations
Pretrial Procedure

2
C

320(11)
689

Where the proxy statement disclosures are worded in a manner that
raises doubts as to whether the directors intended to rely on an appraiser
to set the exercise price, the plaintiff's misrepresentation claim cannot be
deemed fatally conclusory and will survive a motion to dismiss.
8.

Corporations

0*=

198, 310(1)

Mischaracterizations of a proxy statement cannot support a claim
of violation of the fiduciary duty of disclosure.
9.

Corporations

L

3 10(1)

Directors have a fiduciary obligation to be materially accurate and
complete in any proxy statement or other disclosure made in
contemplation of stockholder action.
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Corporations

m

198(3), 310(l)

In determining whether a duty of disclosure is violated, an omitted
fact is material if there is a substantial likelihood that a reasonable
shareholder would consider it important in deciding how to vote.
11.

Corporations

Cm=

198(3), 310(1)

The materiality of facts omitted from a proxy statement will
normally depend on context.
12.

Pretrial Procedure

:

680

Whether or not a given omission is material is often an issue of
fact unsuitable for determination on a motion to dismiss.
13.

Corporations

t2= 310(1), 316(4), 426(12)

Where the current value of stock is related to the value of the
options to be granted, information concerning directors' valuation of
stock is material to a stockholder trying to decide whether to ratify
incentive plans, particularly where the transaction is self-interested in
nature.
14.

Corporations

0= 206(4), 211(5)

To establish that a demand is futile, the particularized factual
allegations must create reason to doubt that either (1) the directors lack
disinterest or independence, or (2) the transaction at issue was not the
result of a valid exercise of business judgment.
15.

Corporations

C--

206(4), 212

If a majority of the current board of directors stands to benefit
from the challenged transaction, demand will be excused because those
directors are not disinterested.
16.

Corporations

= 206(4), 211(5)

Where two nearly identical incentive plans were presented to the
board at the same meeting and to the stockholders in the same proxy
solicitation and where all members of that board benefitted as a result of
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both approvals, the complaint can fairly be read to allege that both plans
were part of a unified scheme to provide all board members with
incentive options; therefore, the vote approving the two plans should not
be separated to enable the defendants to avoid the conclusion of demand
futility.
17.

Corporations

C= 211(5), 212

Where the particularized factual allegations in a complaint permit
the inference that two incentive plans were adopted as a single
transaction, there is reason to doubt that the directors could disinterestedly
assess the challenge to the individual plan under which they did not
benefit; therefore, demand is excused.
Norman M. Monhait, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware; and Arthur T. Susman, Esquire, and
Terrence Buehler, Esquire, of Susman, Buehler & Watkins, Chicago,
Illinois, of counsel, for plaintiffs.
Martin P. Tully, Esquire, and S. Mark Hurd, Esquire, of Morris, Nichols,
Arsht & Tunnell, Wilmington, Delaware; and Christopher Q. King,
Esquire, and Stephen D. Sayre, Esquire, of Sonnenschein, Nath &
Rosenthal, Chicago, Illinois, of counsel, for individual defendants.
Regina A. Iorii, Esquire, of Ashby & Geddes, Wilmington, Delaware, for
defendant Specialty Equipment Companies, Inc.
JACOBS, Vice-Chancellor
Pending is a Rule 12(b)(6) motion to dismiss the amended
complaint for failure to state a claim. The plaintiff, a shareholder of
Specialty Equipment Companies, Inc. ("Specialty"), claims that
Specialty's directors, the defendants, breached their fiduciary duties of
loyalty and candor by issuing a misleading proxy statement soliciting
shareholder support for certain incentive compensation plans under which
options would be awarded to Specialty's directors and employees. The
complaint also alleges that the defendants breached their fiduciary duty
of loyalty by granting themselves options at an exercise price far below
the shares' market value in a self-dealing transaction. Because the Court
finds that the pleaded facts state cognizable claims for some (but not all)
of the alleged duty of disclosure and loyalty violations, the motion to
dismiss will be granted in part and denied in part.
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I. FACTS'
Specialty, a Delaware corporation headquartered in Belvidere,
Illinois, manufactures commercial ice cream machines and restaurant
equipment. At the time of the events giving rise to this lawsuit, the
individual defendants constituted Specialty's Board of Directors. Thomas
Anderson, Richard Kent, Charles Hutchinson, and Barry MacLean were
the "outside" directors and the members of Specialty's "Stock incentive
Committee," and James Knoll and Daniel Greenwood were Specialty
employees and the "inside" directors.2
The complaint alleges that at some time before April, 1993, the
defendants secretly formulated a scheme to enrich themselves at the
expense of Specialty and its stockholders. That alleged scheme involved
the defendants granting themselves options to.purchase millions of shares
of Specialty common stock at an exercise price dramatically below the
fair value of the Company's shares at the time.
On April 12, 1993, Specialty's Board of Directors, upon
recommendation of the Stock Option Incentive Committee, approved two
separate incentive plans. One of those plans was for the benefit of the
non-employee directors (the "Director Plan") and the other was for the
benefit of the employees, including the employee-directors and other
members of senior management (the "Employee Plan"). The plaintiffs
claim that the Director Plan was the Quid pLo quo for the non-employee
directors approving the Employee Plan.
On April 14, 1993, Specialty's Board of Directors disseminated a
proxy statement that solicited shareholder approval of the two incentive
Plans, in connection with a shareholders' meeting noticed for May 6,
1993 (the "Proxy Statement").
A.

The Employee Plan

The Proxy Statement disclosed that under the Employee Plan, stock
options would be offered to "attract and retain key employees."3 Under
the Employee Plan "the exercise price ... [of the optioned stock] ...
cannot be less than 100% of the Fair Market Value of the Stock on the

'The facts recited are as alleged in the complaint or, as noted, as contained in the Proxy
Statement, which is integral to the complaint and incorporated by reference therein.
2
Richard Huber had been nominated to be an "outside" director, but was not seated
until May, 1993, after the proxy solicitation but in time to participate in the incentive plans.
'Proxy Statement at 8.
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grant date."4 "Fair Market Value" was not defined, but would be
determined "in good faith by a qualified independent appraiser" or, if the
stock was listed on the New York Stock Exchange, by reference to the
quoted price. The Proxy Statement also disclosed the Board of Directors'
belief that the fair market value of the Specialty shares was not more than
$1 per share, and that the directors had received a consultant's fairness
opinion based on that $1 per share assumption. 5
Under the Employee Plan the options would not vest automatically.
Half of the options would vest only if Specialty's common stock price
increased by certain amounts. The remaining half would not vest for two
years, although a Compensation Committee was empowered to change the
vesting date.6
B.

The Director Plan

The Director Plan, unlike the Employee Plan, did not tie the
exercise price to "Fair Market Value." Rather, the Director Plan provided
that "each eligible non-employee director shall be granted on the date of
the Company's annual meeting an option to purchase 175,241 shares of
Common Stock at a price of $1.00 per share." 7 The Proxy Statement
disclosed that the Board had been advised by a consultant that the Plan
was fair, based upon the assumption that as of the date of the grant the
fair market value of Specialty's stock would not exceed $1 per share.'
Like the Employee Plan options, one half of the Director Plan options
would vest two years after the grant. The other half would vest only if
Specialty's stock price increased by specified amounts.9
C.

Shareholder Approval of the
Plans and the Granting of Options

The Specialty stockholders approved both Plans on May 6, 1993.
That same day, each of the five non-employee Directors was awarded
options to purchase 175,241 shares of stock. Because those options
represented 100% of what had been authorized, only those five directors
were awarded options under the Director Plan.

'Id.
at 9.
'Id.
at 8.
6
Id.at 10.
7Id.,
at 14.
8Id.
9
1d.,
at 15.
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By July 1993, two months after the shareholders approved both
Plans, the Stock Incentive Committee had awarded options to purchase
3,265,000 shares under the Employee Plan (representing 93% of the
options available). About half of those options went to five existing
members of senior management, including James Knoll (875,000 shares),
and Daniel Greenwood (325,000 shares).
D.

Speciality's Success

In December 1993, only eight months after the shareholders
approved the Plans and the Director Plan options were granted, and only
six months after the majority of the Employee Plan options were granted,
Specialty's stock was listed for trading on NASDAQ. Upon listing, the
market price of Specialty stock promptly opened at about $5 per share,
and within one day, the stock had risen to more than $7 per share.
Over the next three years, Specialty's business, and its stock price,
improved dramatically. During that time the stock traded at a price as
high as $14 per share, and all options became exercisable under both
Plans. Based upon the $14 market price, Specialty's five outside
directors have enjoyed a combined profit of $11,390,665. Members of
Specialty senior management have profited similarly.

The complaint alleges two claims. Count I is an individual claim
for breach of the duty of disclosure, based upon the Proxy Statement
disclosures soliciting shareholder approval of the incentive plans. Count
II is a derivative claim for unfair dealing, based upon the options granted
to Specialty's directors and employees under the incentive plans.
II. THE STANDARD OF REVIEW
[1-3] On a motion to dismiss under Court of Chancery Rule 12(b)(6), the
Court must accept as true all well-pleaded allegations and draw all
reasonable inferences from them." Conclusory allegations of fact will
not be accepted as true." Nor will the Court consider facts and
documents extrinsic to the complaint, except for those that are "integral

"'Solomon v. Pathe Communications Corp. Del. Supr., 672 A.2d 35, 38 (1996).
"See id.; Garza v. TV Answer. Del. Ch., CA. No. 12784, Harnet, V.C. (March 11,
1993), Mem. Op. at 3-4.
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to the claim and incorporated by reference into the complaint."' 2 The
Proxy Statement, which is attached to the complaint, is considered on this
motion because it is deemed to be incorporated by reference. 3
HI. THE DISCLOSURE CLAIM
The plaintiff claims that the defendants made material affirmative
[4]
misrepresentations and omitted to disclose material facts in the Proxy
Statement. Those claims form the basis of plaintiff's claim of breach of
the duty of disclosure, and they are also the basis for the plaintiff's
contention that the shareholder ratification of the incentive compensation
Plans was ineffective. Shareholder ratification of an interested transaction
operates to alter the applicable standard of review only if the ratification
is legally effective. 14 Because the legal sufficiency of the disclosure
claim directly impacts the standard of review that will govern the claim
that the defendants breached their duty of loyalty in approving the Plans,
the Court addresses the disclosure claim first.' 5
The plaintiff alleges that to induce shareholders to approve the
option plans, the defendants disseminated a proxy statement that
contained five materially false or misleading disclosures or omissions of
material fact. The offending statements, plaintiffs claim, were: 1) the
disclosure that the directors believed that the fair market value of
Specialty stock was not greater than $1 per share, even though they knew
the stock was worth significantly more; 2) the disclosure that the exercise
price would be set at the stock's fair market value as determined by a
qualified independent appraiser, whereas in fact the directors set the
exercise price themselves; 3) the disclosure that the options were intended
to attract outstanding outside directors, whereas in fact the existing
directors intended to (and did) grant all the authorized options to
themselves; 4) the disclosure that the options would be used to attract as
many as 20 to 50 talented executives, whereas in fact the defendants
intended to (and did) grant the majority of the options to a small number

"Sapala v. Forest Health Services Corp. Del. Ch., C.A. No. 14260, Jacobs, V. C.
(May 3, 1996), Ltr. Op. at 3; James River-Pennington, Inc. v. CRSS Capital, Inc., Del. Ch.,
C.A. No. 13870, Steele, V.C. (March 6, 1995), Mer. Op. at 9.
VSee supra note 1.
"See In Re Wheelabrator Technologies, Inc. Shareholders Litigation. Del. Ch., 663
A.2d 1194 (1995).
"See Lewis v. Vogelstein Del. Ch., C.A. No. 14954, Allen, C. (March 11, 1997),
Mem. Op. at 17.
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of existing senior management; 6 and 5) the omission of the directors'
basis for their $1 per share valuation of the stock.
These contentions are now addressed.
A.

The Directors' Belief Regarding the
Fair Market Value of Specialty Stock

The plaintiff claims that the directors falsely represented that they
believed Specialty shares were worth no more than $1 a share. The
defendants contend that this claim is fatally conclusory, because it
depends upon subsequent events as the basis to infer wrongdoing by the
director-defendants. Specifically, the plaintiffs ask this Court to infer
from the subsequent (post-shareholder approval and post-NASDAQ
listing) stock price increase, that in soliciting shareholder approval of the
Plans, the defendants intentionally misrepresented their belief that the fair
market value of the stock was no more than $1 per share. That,
according to defendants, is an impermissible effort to establish "fraud by
hindsight," which the federal courts have rejected as a matter of federal
securities law."
The plaintiff responds that neither the federal courts nor the courts
of Delaware have adopted any per se rule that precludes an inference of
"fraud by hindsight" at the pleading stage. The plaintiff argues that this
Court should apply a more flexible standard, under which it may infer
from a rapid increase (or decrease) in stock price that follows a contrary
representation as to the stock's value, that the fiduciary knew or should
have known that their disclosures were false at the time they were made.
Applying that standard to the pleaded facts, plaintiff concludes that such
an inference may be drawn from the allegation that only eight months
after the defendants disclosed their belief that Specialty's stock was worth
$1 a share, the stock-one day after being listed on the NASDAQ-was
valued by the market at $7 a share.
In support of their contention that that inference is legally
impermissible, defendants rely upon federal securities law decisions
holding that a plaintiff may not demonstrate "fraud by hindsight.""8 The
securities issuers in those cases were banks that had allegedly made risky
loans that were inadequately reserved and had underperformed. After
those loan failures were announced, the plaintiffs brought lawsuits

t6

The third and fourth disclosure claims are treated in Section MI C of this Opinion.

"See Denny v. Barber, 576 F.2d 465, 470 (2d Cir. 1978); DiLeo v. Ernst & Youn
901 F.2d 624, 628 (7th Cir. 1990), cert den., 498 U.S. 941 (1990).
"8Id.
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claiming-solely on the basis of the loan portfolio's poor performance-that the defendants' earlier optimistic disclosures must have been
fraudulent. Those allegations were held insufficient to support a claim
of securities fraud.
The plaintiff attempts to distinguish those cases on the basis that
they involved losses over an extended period of time due to the banks'
failure to reserve adequate funds against potential losses on certain loans.
Here, in contrast (the plaintiff argues), the time period between the
alleged misrepresentation and the stock valuation was far shorter and the
business far less complex and speculative than commercial banking.
Therefore, plaintiff concludes, the instant complaint supports a legitimate
inference that the defendants purposefully undervalued the to-be-optioned
stock. In none of the cited federal decisions, however, did the courts
limit their conclusion that a plaintiff could not allege fraud by hindsight
on the basis of that distinction; nor does this Court find that distinction
persuasive.
The plaintiff next points to two federal decisions holding that the
defendants' earlier allegedly false optimistic statements about the issuer
company's future performance, followed closely by public announcements
of business downturns, constituted circumstantial evidence that those
defendants knew that their optimistic statements were false at the time
they were made. 9 But, in both of those cases the plaintiff had alleged
additional facts that further supported an inference of intentional
misrepresentations.2" That is, although in those cases the making of
optimistic projections followed quickly by contrary announcements of
business downturns was viewed as some evidence that the defendants
knew those statements were false, in neither case did the court hold that
those facts, by themselves and without more, were enough to state a
claim of fraud. As one court put it, "[a] plaintiff may not simply contrast

"9Shaw v. Digital Equipment Corp. 82 F.3d 1194, 1223-25 (1st Cir. 1996); Powers v.
Eiehen, C.A. No. 996-1431-b (AJB)(S.D. Cal. March 13, 1997), mem. op. at 11.
2
See Shaw v. Digital Equipment Corp. 82 F.3d at 1224-25 (plaintiff alleged "a series
of factual allegations relating to a combination of developments known to the company (
failing product pricing strategies, market resistance to new products, wayward compensation
policies, failure to implement downsizing plans) that could have provided advanced knowledge
of the information [disclosed later which was contrary to the defendants' earlier optimistic
statements]"); Powers v. Eichen supra note 16, at 10 (plaintiffs cited "numerous conditions,
such as supply and component part shortages, that [d]efendants allegedly knew were existing"
at the time of the optimistic statements concerning product development, as well as fortuitous
stock stales by the defendants between the time of the optimistic statement and subsequent
disclosures of poor results).
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and then
a defendant's past optimism with less favorable actual results
'contendol that the difference must be attributable to fraud.' 21
dl
The Delaware cases cited by the parties do not offer helpful
guidance on this point. The plaintiff relies upon Ryan v. Tad's
Enterprises, 2 where the director defendants rejected an offer made for
certain corporate assets four months after a cash-out merger. The value
of the rejected offer was twice the defendants' valuation of those assets
at the time of the merger. The Court held that the
rejection of the offer in those circumstances supported the conclusion that
the asset valuation at the time of the merger was unfair.' But, as in the
cited federal cases, that was only one of several evidentiary items upon
which the Court relied in reaching its post-trial conclusion that the selfdealing transaction was unfair.
More analogous is Vice Chancellor Steele's decision in Nebenzahl
v. Miller.24 There, the defendants assigned no value to two subsidiaries
of the corporation involved in a merger. The plaintiff alleged that the
subsidiary corporations must have had value at the time of the merger,
because the corporation assigned value to them several years later. That
claim was found legally insufficient, because the plaintiff had pled no
additional facts to support that argued-for conclusion.
[5] The plaintiffs claim that the disclosures relating to the market value
of the Specialty shares were purposefully misleading, rests on a single
fact-the significantly higher market valuation of the stock eight months
after the shareholders approved the Plans. That claim, by definition, rests
upon hindsight. Such allegations of "fraud by hindsight" are not enough
to state a cognizable claim of misrepresentation in a proxy disclosure. To
hold otherwise would enable a plaintiff to challenge every grant of an
option where a representation was made as to stock value and the market
price of a company's stock increased thereafter. A subsequent stock price
increase, without more, does not prove that the directors knew that the
market value of the optioned shares would exceed the exercise price at
the time they sought shareholder approval for the grant. What is lacking
in this complaint-but must be supplied-is some contemporaneous
pleaded fact from which one may infer that when the defendant directors
issued the Proxy Statement, they did not believe that the stock's market
value was $1 per share.

2'Shaw, 82 F.3d at 1223 (quoting Dileo 901 F.2d at 627).
"Del. Ch., Cons. CA.Nos. 10229 & 11977, Jacobs, V.C. (April 24, 1996), affd, Del.
Supr., 693 A.2d 1082 (1997).
Id,at 31.
4
Del. Ch., C.A. No. 13206, Steele, V.C. (August 26, 1996).
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[6]
The plaintiff emphasizes that when the corporation's financial
statements were disclosed eight months after the Plans were adopted in
order to facilitate a listing of the stock on the NASDAQ, the market
correctly valued the stock at $7 per share. The difficulty is that the
plaintiff alleges no facts, disclosed in those financial statements, from
which it could be inferred that the defendants had no basis to conclude
that the shares were worth $1 per share eight months earlier when the
Plans were adopted. The Court recognizes that an eight month gap
between the directors' valuation of the stock at $1 per share and the
market's valuation at $7 per share may afford reason for suspicion.
Nonetheless, those facts, alone and without more, do not permit an
inference that the defendants knew or had reason to believe that the $1
a share exercise price would be less than the stock's fair market value.2"
Accordingly, this disclosure claim will be dismissed without prejudice to
replead.
B.

The Role of an Independent Appraiser
In Setting the Option Exercise Price

The Employee Plan, unlike the Director Plan, tied the option price
to an appraisal-based fair market value determination.26 The plaintiff next
claims that the Proxy Statement misleadingly disclosed that the "Fair
Market Value" would be determined by an appraiser, whereas in fact the
directors fixed the value themselves.
The defendant argues that because the plaintiff has failed to allege
that no appraisal was obtained, or (alternatively) that an appraisal was
obtained that valued the stock at more than $1 per share, the claim that
the directors never intended to rely upon the appraisal is conclusory and,
therefore, legally insufficient.
[7]
The Proxy Statement disclosures are worded in a manner that raises
doubts as to whether the directors intended to rely upon the appraiser to
set the exercise price. The description of the Employee Plan discloses
that the exercise price would be set at fair market value as determined by
an independent appraiser. In that same description, however, the
directors disclosed that they had received from an independent consultant
a fairness opinion based on the assumption (consistent with the directors'

25
See Forman v. Chesler. Del. Supr., 167 A.2d 442,446 (1961) (dismissing contention
that directors could reasonably have foreseen "the remarkable prosperity that lay in the future"
when there
was nothing in the record to justify such a finding).
26
Proxy Statement at 11.
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belief) that the stock was worth $1 a share. 7 The disclosure concerning
the consultant's and directors' opinions would appear to have no
discernible relevance unless the option exercise price had been set at $1
a share. Therefore, the inclusion of such information in the Proxy
Statement raises doubts as to whether, in fact, the defendant directors
intended to rely upon a good faith independent appraisal of the stock.
Accordingly, the plaintiff's misrepresentation claim cannot be deemed
fatally conclusory and, accordingly, will survive the motion to dismiss.
C.

The Directors' Intention to Attract
New Outside Directors and Employees

The plaintiff also alleges that the Proxy Statement was materially
misleading, because it disclosed that a purpose of the incentive plans was
to attract outstanding outside directors and talented employees, whereas
in fact the Director Plan options were granted to existing directors and
most of the Employee options were granted to existing senior
management.
This claim rests, however, upon selective quotations from the
Proxy Statement, which (if read in context) disclose that the purpose of
the Director Plan was "to attract and retain non-employee directors of
outstanding ability."2" The Proxy Statement further disclosed that "each
eligible non-employee director shall be granted... an option to purchase
175,241 shares ... [and] the aggregate grants under the Director Plan

will thus total no more than 876,205 shares," and that "each of the
current directors and nominees, excluding Messrs. Knoll and Greenwood,
would be eligible to participate in the Director Plan."'2 9
Thus, the Proxy Statement did disclose that the current directors,
as well as the newly nominated Mr. Huber if elected, would receive
100% of the Director Plan Options. Simple math, applied to the
disclosed facts, would have enabled a reader to so conclude. The Proxy
Statement was not misleading in this regard.
The plaintiff also quotes selectively from the Proxy Statement to
support her claim that the Employee Plan options were never intended to
attract talented executives. Again, however, the Proxy Statement
disclosed that the Employee Plan would "help the Company attract and
retain key employees" and that the recipients would "includ[e] senior

at 8, 11 (emphasis added).
'RId, at 14 (emphasis added).
_d. (emphasis added).
271d,
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management. '30 The Proxy Statement also disclosed that the purpose of
the Employee Plan was to benefit "key employees" and that the number
of options to be awarded to recipients was "indeterminable."3 I Finally,
the Proxy Statement disclosed that "[t]he Committee currently intends to
grant awards for options to purchase a substantial amount of the shares
of Common Stock reserved for issuance under the Employee Plan at its
first meeting following the Employee Plan's becoming effective." '
[8]
Mischaracterizations of the Proxy Statement cannot support a claim
of violation of the fiduciary duty of disclosure.33 This claim will also be
dismissed.
D.

Nondisclosure of the Directors'
Basis for Their Valuation Opinion

The plaintiff also claims that the defendants violated their duty of
disclosure by failing to disclose the basis for their view that the Specialty
stock was worth no more than $1 a share at the time of the proxy
solicitation. The defendants respond that they had no legal duty to
provide such information. The defendants also argue that in all events,
the claim that they were required to provide such information is
insufficient, at least as it relates to the Employee Plan, because the Proxy
Statement disclosed that the exercise price for the options issued under
that plan would be determined later by an independent appraiser.
The plaintiff cites a line of cases which hold that in the context of
a cash-out merger, the omission by directors to disclose the basis for their
valuation opinion is, for pleading purposes, material.3 That holding, the
plaintiff argues, should be applied to any matter or transaction where
shareholders are being asked to vote and where the value of the stock is
material. The defendants respond that the cited cases should be limited
to their facts--cash-out mergers where the stockholders are "forced
sellers" required to make a personal investment decision concerning
whether to sell the stock or seek an appraisal. Defendants argue that

'Old_at 8 (emphasis added).
3d at 12 (emphasis added).
32Id.
'3In re Wheelabrator Technologies. Inc. Shareholders Litig.. Del. Ch., C.A. 11495,
Jacobs, V.C. (Sept. 1, 1992), Mem. Op. at 7 ("the Court is hardly bound to accept as true a
demonstrable
mischaracterization and the erroneous allegation that flows from it").
34 See Wacht v. Continental Hosts, Ltd. Del. Ch., C.A. No. 7954, Berger, V.C.
(April 11, 1996); Seagraves v. Urstadt Property Company. Del. Ch., C. A. No. 10307, Jacobs,
V.C. (April 1, 1996); Wacht v. Continental Hosts, Ltd. Del. Ch., C.A. No. 7954, Chandler,
V.C. (Sept. 16, 1994).

1998]

UNREPORTED CASES

because no personal investment decision was required here, those
decisions are inapplicable.
[9-12]
Directors have a fiduciary obligation to be materially
accurate and complete in any proxy statement or other disclosure made
in contemplation of stockholder action? 5 Our courts have adopted the
federal securities law materiality standard, under which "la]n omitted fact
is material if there is a substantial likelihood that a reasonable shareholder
' The materiality
would consider it important in deciding how to vote."36
of 'facts' omitted from a proxy statement will normally depend on
context. Whether or not a given omission is material is often an issue of
fact unsuitable for determination on a motion to dismiss? 7 Although the
argument for materiality may be more compelling in the freeze-out
merger context, the Court cannot conclude as a matter of law that the
directors' basis for their valuation opinion would not have been material
to stockholders trying to decide whether to approve the stock option
Plans.
[13] Because the then-current value of the stock was related to the value
of the options to be granted, that information could have been material
to a stockholder attempting to decide whether to ratify the Plans,
particularly given the self-interested nature of the transaction. Whether
the directors' opinion that the shares were worth $1 a share was based on
a third party's analysis (ie. an appraisal or fairness opinion), an
independent source (e.p, recent arm's length share purchases), or simply
the directors' own evaluation,38 that information would have informed any
shareholder attempting to determine how much credit to give the
directors' valuation. Therefore, the Court cannot conclude as a matter of
law, at this stage, that such information was immaterial.
The defendants next argue, relying upon Margolies v. Pope &
Talbot Inc.,' that the directors were not required to disclose all the
information they considered in forming their valuation opinion. In
Margolies a proxy statement solicited support for certain transactions

3"Kahn v. Roberts. Del. Supr., 679 A.2d 460, 467 (1996); Arnold v. Society for
Savings Bancorp
Inc. Del. Supr., 650 A. 2d 1270, 1277 (1994).
36Rosenblatt 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)).
3"Lewis v. Vogelstein Del. Ch., CA. No. 14954, Allen, C. (March 11, 1997), Mem.
Op. at 11; see also Seagraves v. Urstadt Property Co.. Del. Ch., CA. No. 10307, Jacobs, V.C.
(Dec. 4, 1989), Mem. Op. at 12-13.
3"Even if this were simply the directors' own analysis, an indication of their sources
of information underlying that opinion (financial statements, projections, etc.) may also have
been material to a shareholder's decision.
39Del. Ch., C.A. No. 8244, Hartnett, V.C. (December 23, 1986), Mer. Op. at 18.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 23

involving the corporation's timberland property. The plaintiff claimed
that the defendants had breached their duty of disclosure by failing to
disclose tender offers made for other timber industry corporations at
prices that greatly exceeded the target corporations' current share market
value. The defendants did disclose in the proxy materials their belief that
the value of the corporation's timberlands properties was not fully
reflected in the corporation's stock price, because the market for timber
and timberland property had recently weakened. The Court held that the
tender offers made for the stock of other timber industry corporations,
even if that information was considered by the directors' financial
advisors, were not sufficiently related to the challenged transaction to
mandate their disclosure.
Here, unlike Margolies the defendants disclosed no source or
rationale for their view that Specialty stock's value was $1 per share.
The issue here is not whether the directors should have disclosed every
item of information they reviewed, but, rather, whether they should have
disclosed, at minimum, the kinds of information and method of analysis
they used in forming their opinion. Because Margolies does not address
that issue, it does not support the argument that the plaintiff's
nondisclosure claim is insufficient.
Finally, the defendants argue that even if there is merit to the claim
that the directors should have disclosed the basis for their valuation
opinion, that claim must be dismissed as to the Employee Plan options,
because under the Employee Plan (unlike the Director Plan), the exercise
price was to be set at a fair market value determined by an independent
appraiser.
The sufficiency of this nondisclosure claim as it relates to the
Employee Plan depends on the validity of the plaintiff's related claim that
the directors never, in fact, intended to rely on a valuation by an
independent appraiser.
The Proxy Statement discloses that an
independent consulting firm, separate from the independent appraiser, had
advised the board that the Employee Plan was consistent with competitive
practice, "based on an assumption (consistent with the belief of the Board
of Directors) that the fair market value of the Company's stock is not
more than $1 per share.""0 If, in fact, the directors did intend to rely on
the independent appraiser's valuation, it is difficult to understand how the
directors' own opinion as to share value, and the consultant's opinion as
to the fairness of the Employee Plan based upon that $1 a share value,
were relevant.

40

Proxy Statement at 8 (emphasis added).
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If, however, the directors never intended to rely upon the appraisal,
but rather always intended to set the exercise price at $1 a share, then the
materiality of the basis for the directors' valuation opinion would be the
same for both Plans. Because it is unclear what scenario actually
occurred, it cannot be concluded as a matter of law that this claim is
insufficient with respect to either Plan.
IV. THE UNFAIR DEALING CLAIM
I now turn to the plaintiffs claim of unfair dealing. The
defendants argue that that claim must be dismissed because the plaintiff
has failed (i) to establish the futility of a demand upon the board as
required under Court of Chancery Rule 23. 1, and (ii) to state a legally
cognizable claim of unfair dealing. Both arguments, in my view, are
incorrect.
A.

The Demand Argument

The plaintiff argues that she was not required to make a demand
upon the board because demand would have been futile. The basis for
this argument is that a majority of the current board benefitted from the
challenged plans. The defendants respond that that is not so, because
only four of the nine current directors are beneficiaries under the Director
Plan and only one is a beneficiary under the Employee Plan. That is, a
majority of the board would not benefit under either Plan if each is
considered and voted on separately, for which reason the defendants
argue that the allegations are insufficient to excuse demand.
[14-15]
To establish that a demand is futile, the particularized factual
allegations must create reason to doubt that either (i) the directors lack
disinterest or independence, or (ii) the transaction at issue was not the
result of a valid exercise of business judgment." If a majority of the
current board of directors stood to benefit from the challenged
transaction, demand will be excused because those directors were not
disinterested 2
The plaintiffs allege that this Court should consider the plans (and
the director approval thereof) as a single, unified transaction, because the

v. Lewis Del. Supr., 473 A.2d 805, 814 (1984).
Bergstein v. Texas Intern. Co. Del. Ch., 453 A.2d 467,471 (1982), appeal deniedl,
Del. Supr., 461 A.2d 695 (1983); see also Aronon, 473 A.2d at 812 (if the challenged
"transaction is not approved by a majority consisting of the disinterested directors, then the
business judgment rule has no application whatever in determining demand futility").
41Aronson
4
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two plans were almost identical, were approved by the board at the same
meeting, were approved by the shareholders in the same proxy
solicitation, and together provided benefits for the entire board. The
defendants respond that the board did not consider the option plans
together, but, rather, recommended approval of the Employee Plan and
Director Plan separately, with only those Directors who would not receive
options under the Plan in question voting to recommend approval. Also,
defendants argue, the shareholders were asked to, and did, vote on the
plans separately.
[16] The Court fimds the defendants' arguments without merit. The two
Plans are nearly identical. Both were presented to the board at the same
meeting, and to the stockholders in the same proxy solicitation. The
result of both approvals was that all members of that board benefitted.4 3
In these circumstances, the complaint can fairly be read to allege that
both Plans were part of a unified scheme to provide all board members
with incentive options. Therefore, the vote approving the two plans
should not be "separated" to enable the defendants to avoid the
conclusion of demand futility.44 Were the Court to hold otherwise, a
board of directors could confer upon itself any degree of benefit it
desired, yet escape scrutiny by creating a separate plan for each director
and then by having all directors other than the benefitting director vote
to approve each plan.
[17] Nor is there merit in the defendants' argument that the Court
cannot infer that the four directors who benefitted under the Director
Plan, and the one director who benefitted under the Employee Plan,
would improperly influence one another in reviewing the plaintiffs
challenges to the separate plans. The argument misses the point, for the
issue is not whether those defendants would improperly influence each
other. Rather, the issue is whether those directors could disinterestedly
assess the challenge to the individual Plan under which they did not
benefit. Because the particularized factual allegations in the complaint
permit the inference that the Plans were adopted as a single transaction,

"'Although the Stock Incentive Committee did not award options under the Employee
Plan for approximately two months after approval of the Plans, the Proxy Statement discloses
that the recipients of any Employee Plan awards were to be determined at the Committee's first
meeting after approval of the Plans, and that the options would be granted to key employees,
including senior management. (Proxy Statement at 8, 12). Indeed, the "inside" director
defendants Knoll and Greenwood together received almost a third of the options granted at that
first meeting. In these circumstances, it is reasonable to infer that defendants Knoll and
Greenwood anticipated receiving options at the time the plans were approved.
"See Heineman v. Datapoint Corporation, Del. Ch., C.A. No. 7956, Allen, C. (Oct. 9,
1990).
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those allegations create a reason to doubt that they could.
reason, demand is excused.
B.

For that

The Failure to State a Cognizable Claim

As previously discussed, the plaintiff has alleged facts sufficient at
this procedural stage to justify viewing the two plans as a single
transaction approved by an interested board of directors. Moreover, as
previously found, the plaintiff has alleged a legally cognizable claim that
the shareholder ratification of the two Plans was defective. Therefore, the
plaintiff has alleged facts sufficient to support a claim that the defendants
would not be protected by the business judgment rule and must bear the
burden of demonstrating the entire fairness of the transaction."
Applying that standard to this Complaint, the Court concludes that
the plaintiff has alleged a cognizable claim that the defendants breached
their duty of loyalty by participating in unfair self-dealing transactions.
Therefore, as to that claim, the motion to dismiss must be denied.
V. CONCLUSION
To summarize, the motion to dismiss the claim of breach of duty
of disclosure is denied with respect to (i) the claim based upon the
disclosure that the Employee Plan exercise price was to be set at a fair
market value determined by an independent appraiser, and (ii) the claim
based upon the omission of the directors' basis for their belief that the
Specialty stock was worth no more than $1 a share. In all other respects
the motion to dismiss the disclosure claim is granted. The motion to
dismiss the derivative claim that the defendants breached their duty of
loyalty by participating in unfair self-dealing transactions is denied.
Counsel shall submit a form of order consistent with the rulings
herein.

"See Cede & Co. v. Technicolor. Inc.. Del. Supr., 634 A.2d 345, 361-62 (1993);
Weinbergerv.UOP, Inc., Del. Supr., 457 A.2d 701,710 (1983); alsoNebenzahl v. Miller,
Del. Ch., CA. No. 13206, Steele, V.C. (Aug. 26, 1996), Mere. Op. at 11.
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TECHNICORP INTERNATIONAL II, INC. v. JOHNSTON
No. 15,084
Court of Chanceryof the State of Delaware,New Castle
August 22, 19971
Plaintiffs filed a motion for partial summary judgment asking the
court to: (1) dismiss the defendant's counterclaims that there was
compensation owed by the corporation to the defendants, (2) enter
judgment in favor of the plaintiffs for the amount of unpaid loans made
by the defendants to themselves in their capacity as directors of the
plaintiff corporation, and (3) impose a constructive trust upon all
corporate shares held by the defendants.
The court of chancery, per Vice-Chancellor Jacobs, initially
concluded on threshold procedural issues that depositions of the
defendants in a prior section 225 action could be used as evidence in this
action, and some of the court's factual findings in the section 225 action
were also binding in this action. On the substantive issues raised by
plaintiff's motion, the court concluded that defendant's counterclaim
could not be dismissed because there were genuine triable issues of fact
as to whether defendants were promised compensation and the
counterclaim had a cognizable legal basis. With respect to plaintiff's
unpaid corporate loans claim, the court held that (1) defendants were
properly subjected to personal jurisdiction because their roles as directors
and individual debtors were inseparable, (2) subjecting defendants to
personal jurisdiction was not a denial of due process, and (3) plaintiffs
established a primafacie case subject to a possible statute of limitations
defense which was left to be resolved at trial with the debt claim.
Finally, addressing plaintiffs' claim to impose a constructive trust for
defendants' shares of stock, the court denied the motion for summary
judgment holding that plaintiff failed to carry its burden of showing an
absence of a material dispute of fact that defendants withdrew corporate
funds wrongfully, fraudulently, and in breach of their fiduciary duty.

'Revised cover page, September 2, 1997.

1998]
1.

UNREPORTED CASES

Federal Civil Procedure
C
Judgment
Cm= 461(2)

2554

Judicial notice is proper where defendants were afforded ample
notice and opportunity to respond to the introduction of depositions taken
in a prior action as evidence and where no persuasive reason was shown
for limiting a court's power to treat the depositions as part of the
evidentiary record in the present action.
2.

Judgment

t

470, 518

The doctrine of collateral estoppel, which bars a party from
relitigating a factual issue previously litigated and decided, operates
where (1) the issue sought to be precluded is the same as that involved
in the prior action, (2) that issue was actually litigated; (3) the issue was
determined by a final and valid judgment; and (4) the determination was
essential to the prior judgment.
3.

Judgment

t

518

The collateral estoppel doctrine is to be applied realistically and
practically to the facts of any given case.
4.

Corporations

C

283

The purpose of a proceeding under section 225 is to determine the
validity of a corporate election or to determine the right of a person to
hold a corporate office in the event that such office is claimed by more
than one person. DEL. CODE ANN. tit. 8, § 225 (1997).
5.

Judgment

:

803

A section 225 proceeding is in the nature of an in rem proceeding;
therefore, personal service upon the individual claiming the disputed
office is not required, instead jurisdiction is obtained by service upon the
registered agent of the corporation. DEL. CODE ANN. tit. 8, § 225 (1997).
6.

Judgment

C

804

In an in rem proceeding, the court may not grant in personam
relief, however, the court may determine subsidiary fact issues to decide
the validity of a corporate action.
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Judgment

=
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804

The formalistic distinction between in rem and in personam
proceedings no longer has dispositive significance.
8.

Judgment

C

470

There is no blanket prohibition giving collateral estoppel effect to
factual findings made during a section 225 proceeding. DEL. CODE ANN.
tit. 8, § 225 (1997).
9.

Judgment

=

470, 713(1)

Giving collateral estoppel effect in a plenary action to factual
determinations made in a prior section 225 proceeding requires a court
to make a particularized, fact-specific determination of whether policies
of fair play and substantial justice warrant the doctrine's application in a
specific case. DEL. CODE ANN. tit. 8, § 225 (1997).
10.

Judgment

C

713(1)

Where defendants previously appeared as litigants in a hotly
contested section 225 proceeding, their power to compensate and
distribute significant corporate assets to themselves was at stake, their
continued control of the corporation was a paramount concern, they
litigated the section 225 action vigorously, and were not denied any
procedural rights in the section 225 action that they would have had in
an in personam proceeding, such circumstances are consistent with the
policies of fair play and substantial justice, and the policy of disfavoring
relitigation on the same issues, to treat the findings in the prior action as
established in a subsequent action that would otherwise merit collateral
estoppel effect. DEL. CODE ANN. tit. 8, § 225 (1997).
11.

Judgment

v 650

Where the court concludes in a prior section 225 action that the
parties had agreed that their shareholdings would be proportional to their
equity investment, and that conclusion was essential to resolving the
ultimate section 225 issue of which party is the majority stockholder, that
finding is binding in a future action when the issue was actually litigated
by the same parties. DEL. CODE ANN. tit. 8, § 225 (1997).

