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ability to represent the interests of the Class. What an extraordinary
argument to make in Delaware and in this Court in particular! It is
extremely common here for attorneys to have worked with and/or have a
social relationship with an attorney who is representing an opposing party
in an action. The professional oath taken by attorneys as well as the Rules
governing the professional responsibilities of attorneys ensure that an
attorney's vigorous representation of his client overrides any previous or
current business or social relationship that the attorney might have with
counsel representing other parties in an action. Objectors advance no
evidence beyond the mere suggestion of the existence of the association.
Certainly nothing in the record allows me to infer that Mr. Sear has
breached a professional obligation or any rule governing his conduct as a
member of the bar.
Aside from these alleged conflicts which do not render Jones Day or
Mr. Sear inadequate counsel, Objectors make no attempt to question Jones
Day's or Mr. Sear's qualifications, experience and ability to conduct this
litigation. I am confident that Jones Day, a well-reputed law firm, and its
attorneys are capable and experienced in litigating this type of action. Mr.
Sear has exhibited nothing other than a diligent prosecution of this action
on behalf of the Class.
Jones Day is qualified, experienced, and generally able to conduct
the proposed litigation, and PWR&D I does not have interests antagonistic
to those of the class. As a result, I conclude that the Class satisfies the
requisites of Rule 23(a), and I proceed to determine whether the action is
maintainable under Rule 23(b).
3.

Rule 23(b)

PWR&D II seeks to have this action certified under Rule 23(b)(1) or
(b)(2). Objectors, however, argue that this action should be certified under
Rule 23(b)(3) and, therefore, that each limited partner must be afforded a
right to opt-out of the settlement and litigate their individual claims.
[9-10]
A (b)(2) designation is appropriate where the defendant's
actions or inactions have made a final injunction or corresponding
declaratory judgement the appropriate relief with respect to a class as a
whole. "The type of'corresponding declaratory relief contemplated by the
rule is that which as a practical matter either affords injunctive relief or will
serve as a basis for later injunctive relief."' s In this action, Centocor's

"8Joseph v. Shell Oil Co., Del. Ch., C.A. No. 7450, Hartnett, V.C., mem. op. at 10
(Feb. 8, 1985) (citations omitted).
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failure to calculate, as allegedly required under the PPA, the Trailing
Royalties, which are to continue through the year 2007, on the basis of
ReoPro end sales makes the final injunctive relief and corresponding
declaratory judgement PWR&D II requests appropriate relief in this case
with respect to the entire Class. The alleged miscalculation effects the
entire Class and the request for an order that Centocor must specifically
perform the PPA by calculating the Trailing Royalties using ReoPro end
sales and the accompanying request for a declaratory judgement would cure
this alleged miscalculation. While PWR&D U's other claims may give rise
to compensatory damages, the presence of a request for compensatory
damages does not prohibit class certification under Rule 23(b)(2) where,
as here, compensatory damages are not the predominant remedy.19
Objectors argue that certification under (b)(2) is inappropriate
because the damages sought are predominantly compensatory rather than
equitable. Certification under (b)(2) would be inappropriate if in fact
compensatory damages were the only appropriate relief to resolve PWR&D
H's claims." I disagree, however, with Objectors characterization of the
damages sought in this action and consider the relief requested that is most
valuable to the class to be equitable in nature.2 '
[11] Objectors seem to believe that any relief that eventually results in a
monetary payment to the complainant must be characterized as a successful
claim for compensatory damages. Contrary to Objectors' belief, however,
compensatory damages are damages intended to compensate an injured
party for the injury sustained, and nothing more.' The PWR&D II
Complaint does seek compensatory damages for amounts Centocor owes
the Class for the sale of the marketing rights to ReoPro and its
miscalculation of obligatory payments already due under the Joint Venture
Agreement and the PPA. The underlying request for equitable relief is,
however, one for a form of order requiring Centocor to calculate, through
the end of the PPA, the Trailing Royalties on the basis of revenues from
Lilly end sales which simply requires implementation after the declaration
of the right to equitable relief on claims that are, at least in part, equitable.'

"9See NottinghamPartnersv. Dana,Del. Supr., 564 A.2d 1089, 1096 (1989).
2OSee Id
21It is evident from Abdo's, PP Il's and PWR&D II's briefs that the claims arising out of
the alleged miscalculation of the Trailing Royalties are more valuable to the Class than the
claims arising out of Centocor's entering the Lilly Agreements. See infra pp. 44-46.
22
See BLACK'S LAw DIcnoNARY 390 (6th ed. 1990).
23Cf.Dieter v. Prime Computer, Inc., Del. Ch., 681 A.2d 1068, 1074 (1996) (finding
class action could not be certified under Rule 23(b)(2) where primary relief requested was for
monetary damages and the secondary relief requested was for an injunction ordering defendant
to issue stock to the class members, which itself was more compensatory than equitable).
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While it is true that the order would result in future monetary payments to
the Class, those payments are not to compensate the Class for injuries
already sustained, but rather to enforce the Class' alleged rights under the
PPA in the future.
Certification of this action also would be appropriate under
[12-13]
(b)(1). A class action is certifiable under (b)(1) where the prosecution of
separate actions by individual members of the class would create a risk of
inconsistent or varying adjudication with respect to those individual
members of the class and establish incompatible standards of conduct for
the party opposing the class. For a class to be certified under (b)(1)(A)
there must be a realistic likelihood of multiple litigation.2 4 There also must
be a total absence of individual issues among the class.25
As illustrated by the existence of both this action and the Abdo
action, multiple litigation already exists. Furthermore, by objecting to the
Settlement Agreement on the basis that PWR&D II did not pursue certain
claims against Defendants, PP II suggests that if given the opportunity, it
would file these claims. Of most concern is the claim that the Lilly
Agreements amounted to a sublicense and that Centocor's revenues have
been "Sublicense Revenues" rather than "Revenues" under the PPA to
which the Class is entitled to 50% rather than 6.5%. Separate adjudication
of this action, the Abdo action, and a potential action in which PP II might
allege that Centocor's revenues have been "Sublicense Revenues" subjects
the Defendants to threats of "incompatible standards of conduct" resulting
from "inconsistent... adjudications." There are no individual issues since
the limited partners' claims arise out of their rights under the same
agreements and the Defendants' same actions.27 As a result, certification
under Rule 23(b)(1) also is appropriate in this instance.2

24Joseph, C.A. No. 7450 mem. op. at 9.
2Id
2$See infrapp. 53-54.
27Objector's disagreement with the claims PWR&D II actually advanced in this action
does not establish the existence of individual issues. The claims PWR&D II did not advance
were available to all members of the Class. PWR&D H, however, decided not to pursue them
in the course of sound tactical decision making inherent in most actions of this complexity.
21Objector PP II also argued that this action should not be certified as a class action
because PWR&D II should not be granted leave to file an Amended Complaint to include class
claims. PP H fails to convince me, however, that PWR&D IIs amendment of its Complaint to
include class claims, which was stipulated to by all parties, was futile, the result of undue delay,
or prejudicial to the Class. Rather, the transformation of derivative claims into class claims made
this case an instance in which justice required that PWR&D H be granted leave to amend its
Complaint. See Del.Ct.Ch.R. 15(a).
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The Settlement hs Fair and Reasonable

[14-17]
It is well-established that Delaware law favors the voluntary
settlement of contested issues.29 The parties proposing the settlement
agreement, however, must show that it is fair and reasonable.30 In
reviewing a motion to approve a settlement agreement, I am to "consider
the nature of the claim, the defenses thereto, the legal and factual
circumstances of the case, and then to apply [my] own business judgement
in deciding whether the settlement is reasonable in light of these factors."'I
"The principal focus is upon the benefits provided in the settlement, in light
of the nature of the claims and the likelihood of success on the merits."32
1.

The Settlement Agreement

As already noted, the claims in this case can be divided into two
categories. The first category of claims is the breach of contract and
fiduciary duty claims arising out of Centocor's entering the Lilly
Agreements for which the PWR&D II Complaint seeks compensatory
damages. PWR&D I's pleadings appear to make a strong case for portions
of these claims. It is apparent that Centocor sold the ReoPro marketing
rights to Lilly in the Lilly Transactions for $500,000. The value of the
marketing rights to ReoPro at the time of the Lilly Transactions, however,
is unclear. The fact that Centocor and Lilly agreed that Lilly would pay
$25 million to exercise its option to purchase the marketing rights to
ReoPro if the FDA approved Centoxin suggests that these rights were
worth more than $500,000. It appears from the pleadings, therefore, that
either Centocor sold the rights for an unfair price or Centocor intentionally
mischaracterized portions of the $100 million it received from Lilly as
consideration for other aspects of the Lilly Transactions in order to avoid
distributing 25.03% of the $100 million payment to CP III, or both. If, as
it appears, CP III was entitled to receive a greater portion of the $100
million payment but did not because of Defendants' breaches of the Joint
Venture Agreement or of their fiduciary duties to CP I, then CP III has a
right to be compensated for at least the difference between the amount it
received and the amount it should have received under the Joint Venture

29
Polk
0

v. Good, Del. Supr., 507 A.2d 531, 535 (1986).
"In re First Boston, Inc. Shareholders Litig., Del. Ch., C.A. No. 10338, Allen, C.
(June 7, 1990).
N1Polk, 507 A.2d at 535.
3"BaupostL..P. 1983 A-1 v. Providential Corp., Del. Ch., C.A. No. 12978, Allen, C.,
memo. op. at 3 (Sept. 3, 1993).
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Agreement if the rights were sold at'a fair price and that amount was
properly allocated in the Lilly Agreements. The Class also appears to have
a viable claim that it should compensated for the alleged decrease in the
return on its limited partnership interests that they incurred from the change
in the marketing and distribution plan effectuated by the Lilly Agreements
allegedly without the approval of the CDC I Board. If, in fact, Centocor
did not obtain the approval of the CDC I Board, fair compensation for this
loss in the return on their investment while CV I was in existence could
be the difference between the CV III profits CP Ill would have received
had Centocor carried out the marketing and distribution of ReoPro and the
CV III profits they actually received with Lilly carrying out the marketing
and distribution of ReoPro.
In its defense, Centocor alleges that the CDC I Board approved the
Lilly Agreements. It appears from the pleadings, however, that this
approval, if it occurred, occurred after the Lilly Agreements had already
been executed. Centocor also alleges, and PWR&D II disputes, that the
CDC I board approved Lilly's eventual exercise of its option to obtain the
ReoPro rights for no additional cost. Finally, Defendants claim, through
a set-off defense and also a cross-claim, that as a matter of equity, i.e., in
order to avoid unjust enrichment, any amount awarded to the Plaintiffs in
this action should be set-off by the alleged $164 million that Centocor
invested in the research and development of ReoPro once the CP I funds
were exhausted. If Centocor were successful with this defense or
cross-claim, it is unlikely that the Class would receive a recovery for any
of its claims in this action. The presence of this defense and cross-claim,
therefore, places litigation of this category of claims at significant risk.
The second category of claims are those arising out of Centocor's
alleged miscalculation of the Trailing Royalties for which the Class seeks
compensatory damages for Centocor's miscalculation of payments that it
has already made as well as equitable relief that will result in proper
payments through the term of the PPA. This second category of claims, on
its face, does not appear to be as strong as the first category. The claims
hinge on PWR&D II's allegation that Centocor must under the PPA,
calculate the Trailing Royalties using the revenues from all ReoPro sales,
whether by Centocor, Lilly or anyone else, rather than revenues from only
Centocor's sales. In support of these claims, PWR&D II relies on its
contention that the term "revenues" as used in the PPA means "end sale
revenues" as opposed to "Centocor's Revenues." The plain language of the
PPA, however, does not support PWR&D I's contention. The PPA defines
"1revenues" as "all revenue... recognized in accordance with generally
accepted accounting principles . . .by Centocor, or any Affiliate of
Centocor.... ." The PPA defines an Affiliate of Centocor as any entity
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"that, directly or indirectly, through one or more intermediaries, controls,
is controlled by, or is under common control with [Centocor] .... " In my
judgement, these definitions significantly undermine this category of
claims as they do not appear to obligate Centocor to calculate the Trailing
Royalties on revenues from Lilly end sales as opposed to revenues from
Centocor's sales to Lilly.
While the Class' likelihood of success on the first category of claims
seems stronger than the second category, it appears that the Objectors and
PWR&D II perceive the second category of claims to be more valuable
than the first category of claims. The value of PWR&D U's claim to a
portion of the $100 million Centocor received in the Lilly Transactions
depends on the portion of the $100 million which actually was for Lilly's
purchase of the ReoPro marketing rights which, in turn, depends upon the
fair value of the ReoPro marketing rights at the time of the Lilly
Transactions. Neither the Objectors nor PWR&D II, however submit
expert opinions regarding the fair value of ReoPro's marketing rights at the
time of the Lilly Transactions. Abdo's expert did conclude that it is fair
and reasonable to allocate at least 50% of the $100 million Lilly payment
to Lilly's purchase of the marketing rights to ReoPro and that using this
allocation damages from this claim are worth at least $12,515,000 (plus
prejudgement interest). PWR&D II calculated the damages for this claim
to be $9,135,950 based on a 50% allocation to the marketing rights of
ReoPro and $4,567,975 based on a 25% allocation to the marketing rights
of ReoPro. 3 PP I's expert calculated the damages for this claim to be
worth $12.8 million assuming Centocor paid $25 million for the ReoPro
marketing rights and $35.7 million assuming Centocor paid $70 million for
the ReoPro marketing rights. 4 It appears, from the minimal objections to
the $15.8 million that the Settlement Agreement provides for the damages
incurred by the Class during the period following the Lilly Transactions
and before the Buyout, that this amount is close to the full value of those
damages the Class incurred during this period. PP II makes the only
objection to this amount, arguing that it should include an additional $2.8
million in interest and an additional $651,000 for an alleged miscredit to
Centocor in the calculation leading to the settlement amount. Finally,
Abdo appears to value the damages from Centocor's alleged miscalculation

33In both calculations, PWR&D II deducted the.17% and 10% commissions the Joint
Venture Agreements provide for Centocor and CDC M. Neither Abdo's nor PP I1's calculations
include this
deduction.
4

31n both calculations, the PP II expert used an annually compounding interest rate of
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of the Trailing Royalties to be $44.8 million 35 while PP II values those
damages at $125 million. Using the most aggressive valuations, the first
category of claims had a potential value of $54.3 million and the second
category had a potential value of $125 million.
Given the relative likelihood of success on the two categories of
claims, sound business judgement dictates that the protosed settlement is
both fair and reasonable. The Class stands to gain an estimated $44 million
from the Settlement Agreement for relatively strong claims worth, under
an aggressive valuation, $54 million and relatively weak claims worth,
under an aggressive valuation, $125 million. Aggressive valuations, eye
popping though they may be, do not control the relative likelihood of
success on the merits, without which those optimistic recoveries have little
meaning. Defendants' set-off defenses and cross-claims, which had the
potential to preclude the Class from receiving any benefit from this
litigation should tend to return these optimistic Objectors to reality. The
weighing of both sides' relative chances of success on their respective
claims provides the ultimate measuring stick for the fairness and
reasonableness of the Settlement Agreement.
2. The Objections
Objectors seem to attack the Settlement Agreement on the
assumption that PWR&D II was obligated to enhance a settlement recovery
on every claim made in its Complaint as well as claims not made in its
Complaint, regardless of their relative strength or weakness and without
regard for the consistency or inconsistency among them. In fact,Objectors
seem to argue that the Settlement Agreement is fatally flawed because it
fails to achieve the complete relief they would be entitled to if this case
were fully litigated and they were totally successful on every possible
claim. As the legal standard set forth above indicates, this is an improper
approach to analyzing the fairness and reasonableness of a settlement
agreement. I will, nonetheless, address each of the objections.

"Abdo contends that the reduction ofthe percentages on which the trailing royalties are
to be calculated under the Settlement Agreement cost the Class $17 million in potential damages.
To determine Abdo's full valuation of the damages for this claim, I added that $17 million to the
estimated $27.8 million that the Class is to receive from the royalties under the Settlement
Agreement
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The Settlement Agreement's Failure to Tie
Consideration to the Claim for a Portion of the $100
Million Payment

Objectors claim the Settlement Agreement is unreasonable because
it fails to tie any of the compensation it provides to the Class to the claim
for a portion of the $100 million that Centocor received in the Lilly
Transactions. By making this objection, however, Objectors seem to argue
that PWR&D H's efforts should be rejected because it adopted a settlement
strategy that was reasonably calculated to maximize the Class' recovery.
PWR&D II explains that during discovery it recognized that the second
category of claims was much more valuable to the Class because of
ReoPro's imminent success in the market. PWR&D II also recognized that
it could significantly increase its chances of recovering on the second
category of claims by abandoning its claim that the Class had a right to a
portion of the $100 million Lilly payment. By doing so, PWR&D II could
ignore Centocor's sale of the marketing rights to ReoPro allegedly
effectuated by the Lilly Agreements and adopt the position that Centocor
was merely using Lilly as an agent to fulfill its marketing and distribution
responsibilities under the Joint Venture Agreement. PWR&D II could then
proceed on the theory that Lilly's sales were Centocor's sales and, therefore,
argue that the Trailing Royalties should be calculated using revenues from
Lilly's sales of ReoPro. Under this theory, the PPA language which
significantly undermines PWR&D H's claim that the Trailing Royalties
should be based on Lilly's end sales would be less significant and
PWR&DII then could legitimately negotiate its relatively weaker, but more
valuable, claim. PWR&D II also appears to have used this theory to
transform its claim for compensatory damages arising out of the limited
partners' alleged decrease in the return on their CP I investment as a result
of the new marketing and distribution plan represented by the Lilly
Agreements into a claim that the CV H profits following execution of the
Lilly Agreements and, in turn, CP mI's portion of those profits, should have
been calculated using Lilly's end sales rather than Centocor's sales of
ReoPro to Lilly. I consider this settlement strategy to have been both
clever and effective given its success in negotiating a fair and reasonable
settlement that most likely provides the Class with a recovery greater than
the recovery it would have received if PWR&D II had pursued its claims
as specifically set forth in its Complaint. 6 The fact that the Settlement
"6 The reasonableness of this settlement strategy also justifies PWR&D II's failure to
negotiate compensation for Abdo's claims that the CDC mI directors breached their fiduciary
duties through their actions or lack of actions during the Lilly Transactions.
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Agreement does not specifically tie the compensation the Class will receive
to the claim for a portion of the $100 million payment, therefore, neither
renders the Settlement Agreement unfair nor unreasonable.
b.

The Sufficiency of the Settlement Agreement's
Consideration for the Class' Damages Following the
Lilly Transactions But Before the Buyout

Objectors argue that the Settlement Agreement provides insufficient
consideration for the revised claim which assumed that CV I profits were
improperly calculated using Centocor's revenues from its sale of ReoPro to
Lilly instead of revenues from Lilly's end sales of ReoPro. The Settlement
Agreement provides for a $15.8 million recovery for Centocor's
miscalculation during this period after the Lilly Transactions but before the
Buyout. Objector PP II claims that this recbvery should include a $2.8
million interest charge for the delay in payment. Objector PP II further
claims that when calculating the damages for this time period, Centocor
should not have received a $651,000 credit for payments it made to CP I
during the period 1988-92 because Centocor paid those amounts before the
Lilly Transactions. PWR&D II, however, received close to a full recovery
for damages incurred during this period. Given the close to full recovery
for this period in light of Centocor's defenses and cross-claims, neither the
alleged missing interest payment nor the "credit" renders the settlement
unreasonable or unfair.
Objector PP II also asserts that the Settlement Agreement is unfair
because the two Fujisawa milestone payments are to be apportioned among
the Classes pursuant to the percentages set forth in the Joint Venture
Agreement rather than the percentages set forth in PPA, which are more
favorable to the Class A limited partners. I find the allocation of these
milestone payments pursuant to the percentages set forth in the Joint
Venture Agreement to be fair and reasonable given that the Fujisawa
Agreements were entered into during CV I's existence.
c.

Sufficiency of the Settlement Agreement's
Consideration for the Claim Arising from
Centocor's Alleged Miscalculation of the Trailing
Royalties

Objectors claim that the Settlement Agreement provides insufficient
consideration for the claim that the Trailing Royalties should be calculated
using revenues from ReoPro end sales rather than Centocor's sales of
ReoPro to Lilly. While the Settlement Agreement provides for royalty
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payments to be calculated on ReoPro's end sales, Objectors complain that
these royalty payments are insufficient because the Settlement Agreement
reduces the percentage on which the royalties are to be calculated below the
6.5% provided for in the PPA. While, according to PWR&D IH's
calculations, the Settlement Agreement will provide the Class with an
estimated $27.8 million (net present value) more than the Class would have
received if Centocor continued to calculate the Trailing Royalties using the
revenues from its sales of ReoPro to Lilly, Abdo and PP II claim the Class
would have received an additional $17 million and $79 million,
respectively, if the Settlement Agreement had not reduced the percentages
on which Centocor is to calculate the royalties.
While the Settlement Agreement may not represent the full amount
that the Class might have received if it was completely successful on this
claim, these amounts are fair and reasonable given the Class' slim chances
of success on this claim as it was initially pled in the Complaint and the
circumstances of the negotiations. It is important to recognize that the fact
that the Class' recovery is based on this more valuable claim as opposed to
its less valuable claim to a portion of the $100 million Centocor payment
is a result of PWR&D II's negotiation tactics. As already discussed, the
claim regarding the miscalculation of the Trailing Royalties, as pled in the
Complaint, was legally weak because of the PPA's definition of "revenues."
Furthermore, even though the claim to a portion of the $100 million
payment as pled in the Complaint could be viewed as much stronger, the
Class would have had to prove that its claim to a portion of the $100
million was worth $27.8 million. Neither Abdo nor PP II has set forth an
expert opinion that the marketing rights to ReoPro were worth an amount
that would support a $27.8 million award for the claim to a portion of the
$100 million payment. 7 As a result, the reduction in the percentages when
considered within the overall negotiation strategy and the strength of the
claims as pled in the Complaint is a fair and reasonable part of the
Settlement Agreement particularly when juxtaposed against the chance that
the defendants might have prevailed on their set-off defense or cross-claim
and extinguished any recovery the Class might have received in litigation.

37

pp II has suggested the claim to a portion of the $100 million could be worth $35.7
million if $70 million of the $100 million payment were allocated to Lilly's purchase of the
ReoPro marketing rights. PP II, however, advances no expert opinion that could support the
contention that the ReoPro marketing rights might have been worth $70 million at the time
Centocor entered the Lilly Agreements.
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Fairness of the Settlement Agreement's Allocation
of the Royalty Payments

Objectors Abdo and PP II also claim that the allocation of the royalty
payments that the Class is to receive under the Settlement Agreement is
unfair. The Settlement Agreement provides that these royalty payments are
to be apportioned among the Classes in the proportion that they would have
shared the total payments Centocor would have made under the PPA
through the Trailing Royalties and the additional .975% royalty payment
to PWR&D II as the Class C limited partner, calculated on the basis of
Centocor's revenues. Objectors claim this apportionment is unfair because
under the PPA PWR&D H's .975% royalty payments were in addition to
the Trailing Royalties, while under the Settlement Agreement PWR&D Il's
.975% royalty payments are built into the payments the Class will receive
in lieu of the Trailing Royalties it would have received under the PPA.
Any uneasiness that Objectors may feel from the new apportionment of
payments in the Settlement Agreement, however, should be allayed by the
fact that the payments under the Settlement Agreement will be made on the
basis of ReoPro end sales as opposed to Centocor's sales of ReoPro to Lilly
while the language of the PPA suggests that the Trailing Royalties are to
be made on the basis of Centocor's ReoPro sales to Lilly. I find the
inclusion of PWR&D H's .975% royalty payment in the royalty payments
to be made to the Class under the Settlement Agreement to be a reasonable
concession for the Class to have made in return for Centocor's willingness
to acquiesce in PWR&D I's settlement strategy which provided the Class
with a greater recovery than it most likely otherwise would have obtained.
e.

The Settlement Agreement's Failure to Provide
Consideration for Claims PWR&D II Did Not
Pursue

Objector PP II also claims that the Settlement Agreement is unfair
and unreasonable because it does not provide consideration for claims that
PWR&D II did not assert in its Complaint. The first of these.claims is for
"management and marketing fees" valued by PP II at $12.8 million that
Centocor improperly withheld. The second unasserted claim is that any
revenues received by Centocor were actually "Sublicense Revenues" rather
than "Revenues" under the PPA and that the Class, therefore, is entitled to
50% of those revenues. PP II alleges that this claim is worth an additional
$414 million to the Class. These objections, however, lack credibility as
well as substance because at the time of its objection PP II had been aware
of this action for 18 months and failed to take any action to advance these
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claims. Mr. Riggs, a PP II representative, met with PWR&D II's counsel
in January, 1996 and discussed the nature of the case and PWR&D I's
strategy in its litigation. Mr. Riggs also had telephone conversations with
PWR&D Hl's counsel regarding the case and eventually was deposed in this
action. It is difficult for me to believe that PP II would sit on what it
purports to be the most valuable claim to the Class if it truly believed it was
a legitimate claim. In any event, PP II should not be able to prevent a
settlement that fairly and reasonably addresses the claims advanced in this
action simply because claims it neither advanced with ample opportunity
to do so nor, expressed timely dissatisfaction to PWR&D II about,were not
pursued.
f.

The Settlement Agreement's Releases of Liability

[18] Objector Abdo claims that the settlement is unfair because it releases
potential claims against PaineWebber, Lilly and CDC III directors for no
consideration. It is not uncommon, however, for these types of releases to
be a condition of settlement in order to terminate the litigation once and for
all. Furthermore, it is well established that general releases of liability can
be fair and reasonable elements in a settlement agreement, and an
important consideration warranting approval by this Court.3 8 In this
instance, releases were fair and reasonable terms in order for the Class to
receive a reasonable settlement amount for its claims without having to
endure a full trial with the associated litigation risks. Abdo fails to
articulate the claims he might in the future assert against PaineWebber or
Lilly or any potential monetary value to the Class that would result from
the pursuit of those claims or his existing claims against the CDC III
directors. The fact that Abdo has not pursued its claims against
PaineWebber and Lilly indicate to me that they are not worth pursuing.
Furthermore, since PWR&D II obtained a fair and reasonable recovery on
behalf of the Class for the more valuable claims arising out of Centocor's
miscalculation of the Trailing Royalties, release of the fiduciary duty
claims against the CDC I directors (including Pitt and Diaz), which were
ancillary to the less valuable claims arising out of the Lilly Transactions,
was reasonable.39

3

SeeNoftinghamPartnersv. Dana,Del. Supr., 564 A.2d 1089, 1105 (1989). See also
In Re MCA, Inc. ShareholdersLitg., Del. Ch., 598 A.2d 687, 691 (1992); Del. Ch., CA.
No.11740, Hartnett, V.C. mem. op. (Feb. 16, 1993); affd Del. Supr., 633 A.2d 370 (1993);
MatsushitaElec Indus.Ltd v. Epstein, 50 F.3d 644 (9th Cir. 1993), revd 516 U.S. 367 (1996).
39See In re Louisiana-Pacific Corp. Derivatve Litg., Del. Ch., C.A. No. 14322, Allen,
C. (May 2, 1997) (noting that otherwise adequate consideration in the settlement of a class action
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The Absence of an Opt-Out Provision

[19-22] Objectors also argue that the Settlement Agreement is unfair and
unreasonable because it fails to provide the class members with the
opportunity to opt-out of the settlement and, therefore, violates their
Constitutional due process rights. In Nottingham Partners v. Dana,
however, the Supreme Court held that "when a portion of relief which is
sought is monetary, a member of a class certified under Rule 23(b)(2) has
a Constitutional due process right to notification but not a right to opt out
of the class."' The Nottingham Court went on to say, "[n]evertheless, the
Court of Chancery has discretionary power, under its Rule 23(d)(2) to
provide for an opt out right and to require that notice thereof be given, if it
believes that an opt out right is necessary to protect the interest of absent
class members."'" This Court has held that class members in actions
certified under Rule 23(b)(1) do not have a Constitutional due process right
to opt out of the action so long as notice and an opportunity to appear are
afforded.42 Unlike class actions certified under Rule 23(b)(1) and (b)(2),
however, when an action is certified under Rule 23(b)(3), constitutional due
process requires that dissenting class members be given the opportunity to
43
opt out of the class.
The absence of an opt-out provision in this Settlement Agreement
does not render the Settlement Agreement unfair or unreasonable because
at the time of the Settlement Agreement the relief sought arguably was
predominantly equitable in nature, the action is properly certified under
Rule 23(b)(1) and (b)(2), and the Class has been given proper notice of the
settlement and the opportunity to object. Furthermore, since the terms of
the Settlement Agreement are fair and reasonable and it is unlikely that the
parties would have reached a settlement had PWR&D H insisted on an
opt-out provision, I do not find this to be an instance in which an opt-out
provision is necessary to protect the interests of the absent members of the
Class.

would justify releases).
4ODel.
Supr., 564 A.2d 1089, 1101 (1989) (emphasis added).
4
ld
42

See In re Louisiana-Pacific Derivative Litig., Del. Ch., C.A. No. 14322, Allen, C.

(May 2, 1997) (reasoning that "under Rule 23(b)(1) or (2) the close identity of interests of the
absent class -members with those of the members before the court and satisfaction of the
Subsection 23(a) criteria are sufficient to satisfy due process of law, so long as notice and
opportunity to appear are afforded"); Joseph v. Shell Oil Co., Del. Ch., C.A. No. 7450, Hartnett,

V.C. (Feb. 8, 1995); In re MCA, Inc. Shareholders Litig., Del. Ch. 598 A.2d 687, 692 (1991).
43
Phillips Petroleum Co. v. Shuts, 472 U.S. 797 (1985); In re MCA, 598 A.2d at 692.
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h. Objections Cured by Amendment to the Settlement
Agreement
Objectors initially made additional claims that the settlement
proceeds were unfairly allocated among the Classes. In response, PWR&D
II and Defendants amended the Settlement Agreement to cure these
allocation errors. As a result, I will not address those objections.
Conclusion
Abdo and PP II fail to point to any aspect of the Settlement
Agreement which renders it unfair or unreasonable, or otherwise
objectionable as a matter of law. Therefore, for the reasons stated above,
I grant PWR&D II's motion to approve the Settlement Agreement.
IT IS SO ORDERED.

SONET v. PLUM CREEK TIMBER CO., L.P.
No. 16,931
Court of Chancery of the State of Delaware,New Castle
March 18, 1999
Plaintiff filed a motion for preliminary injunction enjoining the vote
on a proposal to convert the partnership into a real estate investment trust.
Plaintiff alleged that the defendants' documents soliciting the unitholders'
approval of this conversion were deficient because the documents
misrepresented three material aspects of the proposed conversion: (1) the
process by which the transaction was negotiated and agreed upon (the
process claim); (2) the facts material to assessing the fairness of the
transaction (the fairness claim); (3) the risks in converting the limited
partnership to a real estate investment trust (the risk claim).
The court of chancery, per Vice-Chancellor Jacobs, concluded that
plaintiff had demonstrated a strong probability of success on the merits of
his process and fairness claims, but his risk claim was without merit. The
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court issued an injunction enjoining the unitholder vote on the proposed
real estate investment trust conversion until such time as the defendants
cured the disclosure deficiencies.
1.

Injunction

C

138.1

To succeed on a motion for a preliminary injunction, plaintiff must
show a reasonable probability of success on the merits, irreparable harm,
and a balance of equities in plaintiff s favor.
2.

Corporations

C=

307, 310(1), 316(.5)

The proposition that controlling persons seeking shareholder
approval of a transaction have a fiduciary duty to honestly provide full and
fair disclosure of all material facts relating to the transaction is equally
applicable to fiduciaries of limited partnerships.

3.

Corporations

C=320(11), 519(l), 584

The burden is on the fiduciary to demonstrate that all material facts
were disclosed.

4.

Corporations
Securities Regulation

Cr

186, 310(1)
*52.39(2), 52.39(9), 52.40(2)

Where the lone source of a disclosure is a fiduciary having a
conflicting interest, a more compelling case for the application of the
recognized disclosure standards is presented.

5.

Corporations
Injunction

Ot-

U
584
138.42, 320(13)

Where a party is found to have disseminated materially misleading
information to unitholders, preliminary injunctive relief requiring curative
disclosure may be awarded.
6.

Corporations
Securities Regulation

r

310(1)
= 52.39(3), 60.28(11)

A fact is material if (1) there is a substantial likelihood that a
reasonable shareholder would consider it important in deciding how to
vote, (2) would have assumed actual significance in the deliberations of the
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reasonable shareholder, or (3) would have significantly altered the total mix
of information made available.
7.

Corporations
Securities Regulation

310(1), 316(.5)
C
52.39(2), 60.28(1)

Misleading partial disclosures may also constitute a material
omission or misstatement.
8.

Corporations
Securities Regulation

Q=

310(1), 316(.5)
G' 60.28(1), 60.44

In certain contexts, even literally true statements in a disclosure
document may be misleading.
9.

Securities Regulation

52.39(10)

If material information facts are buried in a lengthy disclosure
document so that the true import of that information is lost, such buried fact
disclosure may be deemed misleading.
10.

Securities Regulation

0=

52.39(10)

Even though risk disclosures are complex and intricate, they are not
misleading or buried in such a way that a unitholder in search of
explanations of the risk would be unable to find them when a notice of the
risks appears on the first page of the proxy statement in bold type and
references detailed disclosures of the risk factors located within the proxy
statement.
11.

Corporations
Securities Regulation

0=

310(1), 316(.5)
0= 52.39(2), 60.28(1), 60.44

Documents disclosing that the committee had negotiated the terms
of the conversion on behalf of the unitholders were materially misleading
when the documents gave the unitholders the impression that the
committee actually negotiated the conversion, where the documents failed
to disclose that the committee chairman did not view his job as negotiation
and other committee members never met face-to-face with the investment
firm.
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Corporations
Securities Regulation

C

1257

310(1), 316(.5)
r 52.39(2), 60.28(1)

It is misleading to disclose that the committee was independent of
the investment firm handling the conversion, when the committee members
had financial ties and business relationships with the investment finn.
13.

Corporations
Securities Regulation

. C= 310(1), 316(.5)
C= 52.39(3), 60.28(11)

The reason why distributions ran in a direction counter to that of
earnings was that a material fact must have been disclosed.
Joseph A. Rosenthal, Esquire, and Carmella P. Keener, Esquire, of
Rosenthal, Monhait, Gross & Goddess, P.A., Wilmington, Delaware; and
Sidney B. Silverman, Esquire, of Silverman, Harnes, Harnes, Prussin &
Keller, New York, New York, of counsel, for plaintiff.
Edward P. Welch, Esquire, Andrew J. Turezyn, Esquire, and Stephen D.
Dargitz, Esquire, of Skadden, Arps, Slate, Meagher & Flom, LLP,
Wilmington, Delaware, for defendant Plum Creek Timber Co., L.P.
Jesse A. Finkelstein, Esquire, and Srinivas M. Ragu, Esquire, of Richards,
Layton & Finger, P.A., Wilmington, Delaware; and Robert A. Sacks,
Esquire, and Steven W. Thomas, Esquire, of Sullivan & Cromwell, Los
Angeles, California, of counsel, for defendants Plum Creek Management
Company, L.P.,and P.C. Advisory Corp. I.
JACOBS,

Vice-Chancellor

At issue on this motion for a preliminary injunction are the proxy
disclosures made by the general partner of a publicly traded Delaware
limited partnership, seeking Unitholder approval of a proposed conversion
of the limited partnership into a real estate investment trust (the "REIT
Conversion"). The partnership is Plum Creek Timber Company, L.P.
("Plum Creek"), the plaintiff is a Unitholder of Plum Creek, and the
defendants are Plum Creek's general partners: Plum Creek Management
Company, L.P. ("PCMC") and PC Advisory Corp. I. ("PC"), which is the
general partner of PCMC.I

'The entity that ultimately controls the GP is SPO Partners & Co. ("SPO") a San
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This is the second lawsuit challenging the proposed REIT
Conversion. The first action, Sonet v. Plum Creek Management Co.. L.P.
("Sonet '),2attacked the transaction on grounds of substantive fairness,
alleging that it was the product of contractual and breach of fiduciary duty
violations. Chancellor Chandler dismissed Sonet I on the ground that the
Partnership Agreement supersedes any fiduciary or other common law
obligation the GP had to assure that the REIT Conversion is fair to the
Unitholders.3 Because the transaction was found not to violate any express
term of the Partnership Agreement, and the GP was found not to have
assumed any common law fiduciary duty by appointing a Special
Committee to assist in the negotiations, the Court held that no cognizable
claim was stated.4 Critical to the Courts Sonet I decision was the fact that
the REIT Conversion could not occur unless the Unitholders first approve
it by a 66 2/3% vote.
After Sonet I was decided, the defendants issued a proxy statement
soliciting Unitholder approval of the REIT Conversion (the "Proxy
Statement"). The Proxy Statement was issued on January 28, 1999, and
was accompanied by a letter to Unitholders from Mr. Rick Holley, the GP's
President and CEO (the "Holley Letter"). This lawsuit, which attacks the
disclosures in the Proxy Statement and the Holley Letter, was commenced
on February 8, 1999.
The issue on this motion for preliminary injunctive relief is whether
the Proxy Statement and the Holley Letter fully and fairly disclose the
material facts necessary for the Unitholders to make an informed decision
whether to approve the REIT Conversion. The plaintiff claims that these
disclosure documents are deficient because they misrepresent three
material aspects of the proposed REIT Conversion: (i) the process by
which the transaction was negotiated and agreed upon (the "Process"
claim); (ii) the facts material to assessing the fairness of the transaction (the
"Fairness" claim); and (iii) the risks in converting the limited partnership
to a REIT (the "Risk" claim).
For the following reasons, I conclude that the Process and Fairness
claims warrant preliminarily enjoining the Unitholder vote until appropriate
corrective disclosures are made and properly disseminated. I further
conclude that the Risk claim is without merit, and does not warrant any
grant of relief.

Francisco, California-based investment firm. PC and PCMC will be referred to collectively in
this Opinion as "GP".
'Del. Ch., C.A. No. 16639, Chandler, C. (1998).
3Id. at 17.
4
See id. at 17-19.
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L BACKGROUND
Many of the background facts are undisputed. Where there are
disputes, the facts narrated below are what, in this Court's opinion, would
likely be found as fact at a final hearing.
A.

The Parties

Since June 26, 1997, the plaintiff has been a limited partner and
record owner of depository units ("Units") that represent limited
partnership interests in Plum Creek. The partnership, Plum Creek, is
registered with the Securities and Exchange Commission ("SEC") and its
Units are publicly traded on the New York Stock Exchange. There are
46,323,300 Units outstanding, all but 4% of which are owned by members
of the investing public (the "Unitholders"). Plum Creek (through certain
corporate subsidiaries) owns, manages, and operates approximately 3.3
million acres of timberland and eleven wood products conversion facilities
in the Northwestern and Southeastern United States.
As previously noted, PCMC, a Delaware limited partnership, is the
general partner of Plum Creek, and PC is the ultimate general partner of
PCMC and therefore the indirect general partner of Plum Creek. SPO, a
San Francisco based investment banking firm that acts on behalf of an
investment group, in turn controls PC and PCMC (collectively, the "GP").
The three SPO principals - John Scully, William Patterson, and
William Oberndorf- serve as GP directors. SPO does not participate in
the day-to-day management of Plum Creek or in acquisition or strategic
planning - it retains professional managers to perform those functions.
Those managers include Mr. Holley,5 Diane M. Irvine, the GP's Vice
President and CFO; and James A. Kraft, the GP's Vice President and
General Counsel (collectively referred to as "Management"). These
Management personnel report to SPO, which pays their bonuses and
incentive compensation. Consequently, for present purposes, Management
is beholden to SPO and is controlled by it.
The GP has a seven-member board of directors. In addition to the
three SPO representatives (Messrs. Scully, Patterson, and Oberndorf), the
other directors are Messrs. Holley, Ian B. Davidson, David Leland, and
George M. Dennison. Plaintiff contends that Davidson, Leland, and
.Dennison all have financial ties to the GP which negative any claim that
5

Mr. Holley receives a $454,600 a year salary from Plum Creek, and was awarded
300,000 partnership units as part of a management incentive plan that had not yet vested, and
might not vest if Holley was terminated by year-end 1998.
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they are independent. Davidson, Leland, and Dennison also have an
inherent conflict of interest: each owes a fiduciary duty both to the GP's
stockholders (ie, SPO), and to the Unitholders as well.
B.

The Partnership Agreement

The Plum Creek partnership agreement requires Plum Creek to make
quarterly cash distributions of 100% of Available Cash.' Under the
partnership agreement, the GP has a 2% interest in all Plum Creek
distributions, plus a percentage interest in all quarterly distributions made
by Plum Creek in excess of $0.21 2/3 per unit ("incentive" distributions).
On distributions between $0.21 2/3 to $0.23 1/3 per unit, the GP receives
12%; on distributions between $0.23 1/3 and $0.25, the GP receives 22%;
on distributions between $0.25 and $0.28 1/3, the GP receives 32%; and on
quarterly distributions made to Unitholders above $.28 1/3, the GP's share
is 37%. The GP is also entitled to receive incentive distributions upon any
issuance of new equity by Plum Creek. Solely as a shorthand reference, the
GP's right to participate in these incentive distributions is referred to as the
"Promote."
C.

Plum Creek's Business

Plum Creek is involved in the timber industry, and the demand for
its products - logs and manufactured wood products - fluctuates with
international and domestic market conditions,' including changes in

6

Messrs. Davidson and Leland are not conflict free. Mr. Davidson is the Chairman and
CEO of a broker-dealer firm that was selected by the GP t6 co-manage several public offerings
of Units for the benefit of the GP's employees who participate in employee incentive plans. The
firm receives a commission for every executed trade, and Davidson has admitted that his firm
is interested in having a continued business relationship with the GP. See Davidson Dep. at 7,
20. Mr. Leland was the GP's former CEO and presently serves as the GP's chairman of the
board, for which he receives compensation. Mr. Leland also receives an annual $24,000
allowance from the GP to maintain an automobile for his personal use. See PIs. Ex. 20 (Plum
Creeks Form 10-K/AOO, 3/25/98). As for Mr. Dennison, however, the plaintiff has not shown
that he has any direct, significant financial tie to the GP.
'See Partnership Agreement, 5.3. "Available Cash" is defined as the Partnership's net
income (excluding gain on the side of any capital asset), plus depletion and depreciation, less
capital expenditures, plus or minus certain reserves, which include certain required reserves, for
interest and principal payments on the Partnership's debt, and certain discretionary reserves, for
future capital expenditures and future distribution payments. Partnership Agreement, 7 1.3. The
GP determines the size of the reserves and whether and when to reverse them. Id. In this
manner the GP effectively has the power to control the amount of Available Cash upward or
downward and, as a consequence, controls the amount of distributions made to Unitholders.
'Specifically, the demand for logs, lumber, and other products is affected by residential
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economic conditions, tariffs, interest rates, and demographic and
environmental factors. From 1995 to 1996, the timber industry enjoyed a
favorable business cycle.9 Plum Creek's operating results reflected those
robust market conditions: during this period its earnings peaked at $4.71
per share. Beginning in 1997, however, sales began to decline as a result
of a Japanese economic slump that worsened in 1998. In 1997, Plum Creek
earned just $ 1.72 per Unit; in 1998, Plum Creek earned only $0.90 per

Unit.
D.

The REIT Conversion Plan

The GP became concerned with this economic downturn and the
prospect that for the foreseeable future Plum Creek would generate little

internal growth from its existing operations. In its 1997 Strategic Plan, the
GP projected a further decline in Plum Creek's earnings for 1999 from year

end 1998, and from 1999 through 2007, it projected a flat net income and
flat distributions.'" The import of this was that Plum Creek would likely

be unable to maintain its current high level of distributions.
Eventually the GP concluded that Plum Creek's only source of
growth would be through acquisitions. The problem was that competition

for acquisition target companies was very intense, and the partnership was
handicapped by its structure which was designed to produce steady income,
not growth." Aware of the limited prospect of increasing (or even

maintaining) the Promote at its current level given the existing structure,
the GP began considering ways to change2 the structure to one that would
provide the GP with equivalent benefits.

and industrial construction, and repair and remodeling activity.
9
This was largely because of the strength of the domestic housing, repair, and
remodeling markets, as well as a trade agreement between the United States and Canada,
whereby Canadian timber producers were effectively unable to increase their output to take
advantage of the United States market.
'0 See Pls. Ex. 16 (1997 Plan). In the 1998 Plan, prepared at about the same time the
REIT Conversion agreement was approved, the GP projected that income from current
operations would be even lower than what was projected in the 1997 Plan. See Pls. Ex. 17 (1998
Plan).
"The current structure requires Plum Creek to make increased cash distributions to the
GP whenever the partnership issued new units, in order to maintain the GP's pro rata share of
total distributions (the "Step Up'). The Step Up effectively increases Plum Creek's incremental
cost of equity capital, which reduces its ability to compete effectively for large acquisitions
against other bidders which have a lower cost of capital.
"According to the complaint, the GP first considered (but did not pursue) the possibility
of exchanging the Promote for limited partnership units. Plaintiff alleges that SPO wanted
23.3% of the Partnership Units. The GP's Management, and Messrs. Leland, Davidson, and
Dennison, dropped the idea because they believed that they would never obtain Unitholder
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Inlate June 1997, the GP's management explored the possibility of
converting the Partnership into a real estate investment trust ("REIT"). In
June and July 1997, the GP met with Goldman, Sachs & Co. ("Goldman
Sachs"), its investment banking firm, to develop a REIT Conversion plan."
The plaintiff contends that during these meetings the GP decided that the
level of distributions it received, including the Promote, should determine
the magnitude of the equity interest it would receive in the REIT
Conversion. Plaintiff contends that this was why, despite the decline in
earnings in 1997 and 1998, the GP increased the distributions during each
of those years by depleting reserves that included borrowed funds. 4
By January 20, 1998, after having conferred with Goldman Sachs,
Morgan, Stanley & Co., Inc. ("Morgan Stanley"), and Merrill Lynch,
Pierce, Fenner & Smith ("Merrill Lynch") the GP formulated a REIT
Conversion proposal and presented it to all of the GP's directors. The
directors approved the concept, and on March 4, 1998, the GP appointed
a Special Committee (the "Committee") "to negotiate on behalf of the
Unitholders the consideration to be received by the [PC and its
Management] . . . in the REIT Conversion."' 5 The members of the
Committee were Messrs. Davidson, Leland, and Dennison.
E.

The Committee's Deliberations and
Purported "Negotiations"

On March 17, 1998, the Committee met for the first time and
retained legal and financial advisors. At the Committee's request, the GP
sent the Committee a list (not intended as exhaustive) of law firms and
investment bankers that did not have "inappropriate ties" or conflicts with
the GP or Plum Creek. 6 The Committee ultimately selected Morgan,
Lewis & Bockius ("Morgan Lewis") as its legal counsel, and Salomon
Smith Barney ("Salomon") as its financial advisor.'7

approval for an exchange at that high level. See Holley Dep. At 53-55, and Complaint, 23.
"See Pis. Ex. 21.
' 4Def. Br. at 28. In 1997, earnings declined more than 60%, but the GP increased the
dividend from $0.505 per quarter per unit to $0.55. In 1998, the dividend was increased to
$0.57, which exceeded cash flow from operations by approximately 40%.
15Pls. Ex. 1, Proxy Statement at 35.
16
See Pis. Ex. 10.
17
The plaintiff contends that Salomon was not independent, because it acted as an
underwriter for Plum Creek's 1996 public offering, where it earned approximately $1.16 million
in fees. Not surprisingly, Salomon admitted to having a desire to continue to do business with
Plum Creek in the future. Martin Dep. at 17-18, 20-21; Pis. Ex. 1, Proxy Statement at 45.
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Also at this meeting, Goldman Sachs (on behalf of SPO) submitted
an outline of the proposed transaction where Plum Creek would be
converted from a partnership to a REIT, and the GP's interest (including the
Promote), would be exchanged for equity in the REIT. The transaction was
designed to ensure that SPO would retain control of the REIT's board of
directors. Using as a benchmark Plum Creek's recent distribution history
as well as future projections based on those figures, SPO demanded a 30%
equity share in the REIT.'8 To support that percentage, Goldman Sachs
used highly favorable projections of future earnings and acquisitions.' 9
The Committee and its advisors found this proposal unacceptable,
because the distributions to the GP were subject to more volatility than
were the distributions to the Unitholders, and because the 30% proposal did
not adequately take into account the (negative) value of the illiquidity of
the GP's interest in the partnership that would be converted into REIT
shares.2 °
The Committee ultimately rejected this initial offer, but did not
attempt to negotiate better terms with the GP or SPO, and it made no
counteroffer. Mr. Leland, the Committee chairman, explained that the
Committee was not involved in a negotiation process; 2 1 instead, its role was
to accept or reject offers, and none of its members ever had any
face-to-face meetings with SPO. 2 All relevant exchanges of information
between the Committee and SPO were communicated by Mr. Holley and

"8See Pls. Ex. 1, Proxy Statement at 31.
' 9Asfor earnings, Goldman Sachs characterized Managements forecast in the 1997 Plan
as too conservative, and increased Plum Creeks projected earnings from 5% to (in one analysis)
to an annual growth rate above 10%. As for acquisitions, Goldman Sachs assumed that Plum
Creek would acquire as many as 10 timber'companies, one each year for the next ten years, at
a cost of$5 billion, on terms that would earn a return on equity in excess of 17%. Plum Creek's
current asset value, however, is less than $2 billion, and Plum Creek earns approximately 9% on
its equity. Goldman Sachs also assumed that acquisitions would be made using 65% debt and
35% equity (even though Plum Creek's most recent acquisition was made entirely with debt),
thereby increasing the equity base (and benefiting the GP) with every assumed acquisition. See
Pls. Ex. 13.
2°The GP, which can only sell its entire interest with a 2/3 approving vote of the
Unitholders (it cannot sell a portion of its interest) see partnership agreement 11.2, would
receive a substantial economic advantage if its illiquid partnership interest were exchanged for
marketable shares of the RELT, particularly because that exchange would not be a taxable event.
Merrill Lynch found a 5% to 10% discount to be appropriate. Holley Dep. at 56-57. Other
empirical studies have shown that at least a 20% illiquidity discount rate would be appropriate.
See William L. Silber, Discounts in Restricted Stock: The Impact of Liquidity on Stock Prices
Financial Analysts Journal, July/August 1991, p.6 0 -64 .
21Leland Dep. at 51.
22Leland Dep. at 51; Patterson Dep. at 107-08; Martin Dep. at 92. The evidence also
supports a finding that Salomon did not participate in any face-to-face meetings with the SPO
Group either.
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Merrill Lynch at the insistence of SPO.? Mr. Holley and other members
of Management attended and participated in every Special Committee
meeting and were privy to its deliberations. 24
On May 15, 1998, SPO (through Goldman Sachs) submitted a
second proposal, in which the GP's interest would be converted into 27%
equity in the REIT Conversion. Many of the same assumptions underlying
the first proposal were used to formulate the second. Both Salomon and
Merrill Lynch based their cash flow calculations on the assumption that
Plum Creek would make up to six acquisitions worth $500 million each.'
Salomon's fairness opinion assumed that Plum Creek would engage in at
least one $500 million acquisition that generated a return of 17%. Salomon
and Merrill Lynch used the same discount rate to value the Promote and the
limited partners' interests. In determining the exchange ratio for converting
the GP's partnership interest into an interest in the REIT, neither the
Committee nor its advisors applied any illiquidity discount in computing
the value of the GP's interest in Plum Creek.
On June 5, 1998, the Committee agreed to accept the second
proposal. Its terms were as follows: the partnership would be merged into
a wholly owned subsidiary of the REIT, and the GP (i) would receive a
27% equity interest in the REIT, represented by 16,498,709 REIT shares
and 634,566 shares of special voting stock that is convertible to common
stock; (ii) would be entitled to nominate a majority of the REIT directors,
the remainder to be nominated by a committee that the GP also controlled;
and (iii) would be entitled to a veto, by virtue of its special voting stock,
over specified transactions including mergers and asset sales.26 Salomon
and Merrill Lynch rendered fairness opinions that the transaction would be
fair to the Unitholders from a financial point of view. Those opinions

13Holley Dep. at 111; Martin Dep. at 92-93; Weingart Dep. at 36 (Merrill Lynch
representative). The May 5, 1998 Committee meeting minutes pertinently state that: "SPO
wanted for the Special Committee to authorize Mr. Holley to present transaction proposals to
SPO on behalf of the Special Committee." See Pls. Ex. 9 (May 6, 1998 Committee meeting
minutes).
2See Pls. Ex. 9 (Committee meeting minutes). In fact, Kraft (the GP's Vice President
and General Counsel), kept the minutes of a majority of the Committee meetings.
"PIs. Ex. 1, Proxy Statement at 44, 47.
260n July 14, 1998, the Special Committee agreed to a change in terms of the REIT
Conversion (the "July Modification"). Under the original June 5, 1998 agreement, the GP's
interest would be exchanged for units of an operating partnership that would be wholly owned
by the REIT and would be exchangeable into REIT shares only after one year had passed (the
"Lock Up'). The July Modification eliminated the Lock Up to provide immediate liquidity for
the GP, which would immediately receive REIT shares.
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relied principally upon discounted cash flow analyses based upon
projections of the REIT's future operations and income.27
From that point on, all that remained to be done was to obtain the 2/3
supermajority approval of the Unitholders.
F.

The Litigation

On September 11, 1998, the plaintiff commenced Sonet 1 claiming
that the terms of the REIT Conversion were substantively unfair to the
Unitholders and that in negotiating and approving that transaction, the GP
had breached its fiduciary duties to the partnership and the limited partners.
As earlier noted, the Chancellor dismissed that action on the ground that
the governing instrument - the partnership agreement - defined the
duties that the GP owed to the limited partners. The Chancellor found that
the GP had not violated those duties.28 He held that the plain language of
the partnership agreement authorized the GP to "propose a merger on any
terms, and that if the Unitholders are displeased with those terms they are
free to reject it."' The Chancellor also held that the GP did not voluntarily
import common law fiduciary duties into its relationship with the
Unitholders by having appointed the Committee to oversee the
transaction. 0
On January 26, 1999, Plum Creek released its financial results for
1998,11 disclosing that (i) fourth quarter earnings were $0.29 cents per Unit,
a decline from the $0.35 cents per Unit for the same period in 1997; and (ii)
earnings for the entire year were $0.90 cents per Unit, compared to $1.72
for the previous year. These figures fell short of the 1998 earnings ($1.45
per Unit) projected in Plum Creek's 1997 Plan. Despite that, Plum Creek
announced that it was distributing $0.57 cents per unit to Unitholders for
the fourth quarter. When this amount is added to the distribution made to
the GP, the total distribution was $0.73 per Unit - almost three times
earnings.
On January 28, 1999, the defendants issued their Proxy Statement
soliciting Unitholder approval of the REIT Conversion at a special meeting
noticed for March 22, 1999. This action followed.

27PIs. Ex. 1, Proxy Statement at 42-48, Annex mI and Annex IV.
Sonet I supra note 1, at 5 (holding that "principles of contract preempt fiduciary
principles where the parties to a limited partnership have made their intentions to do so plain.").
29 .1d at 19.
3"See Pls. Ex. 18.
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II. THE CONTENTIONS
The thrust of the plaintiffs claims in this action is that the Proxy
Statement and the accompanying Holley Letter are misleading in three

material respects. First plaintiff argues that the Proxy Statement falsely
represents that the transaction was negotiated on behalf of the Unitholders
by the "independent" Committee, assisted by its advisors (the "Process"

claim). In fact, plaintiff contends, neither the Committee nor its advisors
were independent of the GP, and the Committee did not engage in any

negotiations at all.
Second, plaintiff contends that the Proxy Statement creates the
misleading impression that the GP's proposed 27% equity interest in the
REIT is fair because it is commensurate with the increasing share of
distributions the GP would be expected to receive under the Promote (the
"Fairness" claim). In fact, plaintiff urges, Plum Creek's earnings, cash
flow, and business prospects have been in a free fall decline since late
1996, and are unlikely to rebound for several years due largely to the
depressed Japanese economy. As a result, the current distribution levels
are unlikely to rise and are unsustainable at their present levels.
Importantly, the plaintiff claims that the GP manipulated the distributions
for years 1997 and 1998 in order to increase the value of its interest in
Plum Creek, to justify awarding itself a larger interest in the REIT. These
facts, the plaintiff claims, were not honestly and straightforwardly
disclosed to the Unitholders.
Third, the plaintiff maintains that the Proxy Statement misrepresents
the nature and extent of the risks to Unitholders if the REIT Conversion is
approved (the "Risk" claim). Specifically, the plaintiff contends that in the
Proxy Statement and Holley Letter the GP prominently (and misleadingly)
touted the benefits of the REIT Conversion, but downplayed the "risks" by
burying them deep within those documents. The result was to create the
misleading impression that approving the REIT Conversion would involve
little or no risk.
The defendants respond by arguing that the disclosures in the Proxy
Statement were truthful and complete. For the reasons next discussed, I am
persuaded that the Process and Fairness claims have merit and warrant
enjoining the Unitholder vote until such time as corrective disclosures are
made. The Risk claim, however, I find to be without merit.

M.

APPLICABLE LEGAL STANDARDS

[1]
To succeed on a motion for a preliminary injunction, the plaintiff
must show a reasonable probability of success on the merits, irreparable
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harm, and a balance of equities in the plaintiffs' favor.32 In this case the
defendants do not dispute that if they are found to have committed
disclosure violations, the irreparable harm and "balance of equities" criteria
are satisfied. Therefore, the sole focus is upon whether the plaintiff has
shown a probability of success on the merits.
[2-5] The relevant merits analysis is governed by well established
principles. When controlling persons seek shareholder approval of a
transaction, they have a fiduciary duty to honestly provide full and fair

disclosure of all material facts relating to that transaction.33

That

proposition is equally applicable to fiduciaries of limited partnerships. The
burden is on the fiduciary to demonstrate that all material facts were
disclosed.3 4 Where, as here, the lone source of the disclosure is a fiduciary

having a conflicting interest, "a more compelling case for the application

of the recognized disclosure standards" is presented? 5 In that context, the
materiality standard remains unchanged, but the scrutiny of the disclosures
made in that context is more exacting. Where a party is found to have
disseminated materially misleading information to stockholders (or in this
case, Unitholders), preliminary injunctive relief requiring curative
disclosure may be awarded.3 6

[6-8] A fact is material if (i) "there is a substantial likelihood that a
reasonable shareholder would consider it important in deciding how to
vote"; (ii) "would have assumed actual significance in the deliberations of
the reasonable shareholder"; or (iii) would have "significantly altered the
' Misleading partial disclosures
'total mix' of information made available."37

32SI Management L.P. v. Wininger, Del. Supr., 707 A.2d 37, 40 (1998); Kaiser
Aluminum Corp. v. Matheson. Del. Supr., 681 A.2d 392,394 (1996); Allen v. Prime Computer
Inc., Del. Supr., 540 A.2d 417,419 (1998).
33Malone v. Brincat Del. Supr., 722 A.2d 5 (1998) (holding that "when directors
communicate publicly or directly with shareholders about corporate matters the sine gua non of
directors' fiduciary duty to shareholders is honesty."); Stroud v. Grace Del. Supr., 606 A.2d 75
(1992); Weinberger v. U.O.P., Inc.. Del. Supr., 457 A.2d 701 (1983).
34Rosenblatt v. Getty Oil Co. Del. Supr., 493 A.2d 929, 937 (1985).
3'Wacht v. Continental Hosts. Ltd.. Del. Ch., CA. No. 7954, mer. op. at 7, Berger, V.C.
(Apr. 11, 1986) (involving a cash-out merger); see also In re Radiology Assoc., Inc. Litig, Del.
Ch., CA. No. 9001, Chandler, V.C. (May 16, 1990) (involving cash-out merger); Blanchette v.
Providence & Worcester Co. D.Del., 428 F.Supp. 347,354-356 (1997) (Exchange offer); Barkan
v. Amsted Indus., Inc. Del. Ch., 567 A.2d 1279 (1989) (Management buyout); Eisenberg v.
Chicago Milwaukee Corp. Del. Ch., 537 A.2d 1051, 1057 (1987) (Self-tender offer).
3 See Esenbe. 537 A.2d at 1062 ("An injunction is the remedy most likely to achieve
");
Sealy Mattress Co.
disclosure of the information necessary to achieve an informed decision. ..
of N.L v. Sealy, Inc.. Del. Ch., 532 A.2d 1324, 1340-41 (1987) ("[P]laintiffs have not received
sufficient information to make an informed decision among the available alternatives.... In this
case the inability to make that choice constitutes irreparable harm.").
3Arnold v. Society For Savings Bancorp. 650 A.2d 1270, 1276 (1994).
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may also constitute a material omission or misstatement.3 8 As analogous
federal securities cases recognize, in certain contexts even literally true
statements in a disclosure document may be misleading. 39
Applying these well-established standards, the Court turns to the
plaintiffs three disclosure claims.
IV. ANALYSIS
A.

The "Risk" Claim

[9]
The plaintiff first contends that although the benefits of the REIT
conversion were prominently described in the Holley Letter, the risks
inherent in the REIT Conversion were "buried" deep within the Proxy
Statement, thereby misleading the Unitholders on a material issue. It is the
case that if material information facts are buried in a lengthy disclosure
document so that the true import of that information is lost,such "buried
fact" disclosure may be deemed misleading." In this case, however, the
argument is unpersuasive, because the facts do not fit the principle.
[10] On the very first page of the Proxy Statement the following language
appears in large bold-faced type: "Unitholders should consider each of
the factors described under 'Risk Factors,' starting on page 17, when
deciding how to vote on the Conversion Transaction."4 On pages
17-21, there follows a detailed disclosure of various risks inherent in the
REIT Conversion, including transaction risks, tax risks, and other risks
inherent in the partnership and the corporation's ongoing business.42 A
further discussion of tax related issues and risks is found at pages 57-68.

3'Id. at 1280.
"Lucia v. Prospect Street High Income Portfolio, Inc. 1st Cir., 36 F.3d 170, 175 (1994)
("[e]mphasis and gloss can, in the right circumstances, create liability"); McMahon v.
Wherehouse Entertainment, Inc. 2d Cir., 900 F.2d 576, 579 (1990), cert. denied, U.S. Supr., 501
U.S. 1249 (1991); Isguith v. Middle South Utilities, Inc.. 5th Cir., 847 F.2d 186,201-03, cert.
d
U.S. Supr., 488 U.S. 926 (1988).
4
'Blanhette, 428 F.Supp. at 353.
4
"Pls.
Ex. 1,Proxy Statement at 1.
42
The list of disclosed risks includes: (i) the conflict of interest in determining the GP's
appropriate percentage of equity in the REIT; (ii) the benefits that would belong solely to the
GP's partners; (iii) the Sonet I Court of Chancery litigation, and the resulting appeal; (iv) the
absence of appraisal rights for dissenters; (v) the potential limits on third party changes in
control; (vi) the potential limits on the current acquisition strategy; (vii) the substitution of
trading of common stock for Units; (viii) potential future dilution due to future share sales; (ix)
the difference in investment risks for this corporation as opposed to typical REIT investments;
(x)the chance that the corporation will not qualify as a REIT, and the attendant tax
consequences; (xi) lender consents; (xii) the potential disadvantages to conducting business as
a REIT; (xiii) other potential tax risks; and (xiv) risks specific to the timber industry.

1999]

UNREPORTED CASES

1269

These risk disclosures in the Proxy Statement, though complex and
intricate, are not materially misleading to a Unitholder, nor are they
"buried" in a way that a Unitholder in search of explanations of the risks
would be unable to find them.
Nor does the Holley Letter omit to disclose or emphasize the risks
inherent in the REIT Conversion. 3 The letter specifically admonishes the
Unitholders that "the conversion is not without risks, and all factors positive and negative - should be weighed carefully .... ,"4 On this
record, I am unable to find (as plaintiff contends) that the Proxy Statement
or the Holley Letter omits to disclose, or imposes a misleading "spin" on,
the risks that inhere in the REIT Conversion.
B.

The "Process" Claim

The plaintiff next claims that the Proxy Statement and Holley Letter
misdisclose, in several respects, the process leading to the decision to
proceed with the REIT Conversion. In essence, the claim is that the Proxy
Statement creates a false impression that an independent negotiating
committee was established to - and did - negotiate a fair transaction on
behalf of the Unitholders. That impression is said to be materially false
and misleading because: (i) in fact, the Committee did not "negotiate" any
of the terms of the Conversion; (ii) in fact, the Committee members were
not independent; (iii) in fact, the Committees advisors were selected by the
GP's management, were not independent, and played only a minimal role
in the transaction; and (iv) in fact, SPO, not Plum Creek, originally
proposed the REIT Conversion. I conclude that the first two of these
arguments are meritorious, and that the latter two are not.
First the impression that the interests of the Unitholders were
adequately represented is created throughout the Holley Letter and the
Proxy Statement. The Holley Letter discloses that: "This [27% equity of
the REIT] amount was negotiated by a special committee of members of
the PCMC Board who are not employees of, and do not own an interest in,
PCMC (the "PCMC Special Committee")."4' 5 The Letter also states that
"the PCMC Special Committee was charged by the PCMC Board with the
responsibility to negotiate solely on behalf of the Unitholders in order to
mitigate the conflict of interest between the PCMC Board as a whole and
the Unitholders." 4
43

Pls. Ex. 1, Holley Letter at 3.
44Pis.
Ex. 1, Holley Letter at 4.
45
Pls. Ex. 1, Holley Letter at 2 (emphasis added).
46Id. (emphasis added).
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The Proxy Statement disclosures are to the same effect. For
example, the Unitholders are told that the Committee was appointed to
"negotiate the amount of such consideration [to be paid to the GP] on
behalf of the Unitholders" and "was charged by the PCMC Board with the
responsibility to negotiate solely on behalf of the Unitholders. 47
Elsewhere, after informing the Unitholders that the Committee members
owed fiduciary duties to both the Unitholders and the PCMC stockholders,
the Proxy Statement discloses that "the... Committee was charged by the
PCMC Board with the responsibility to negotiate solely on behalf of the
of interest between the PCMC
Unitholders in order to mitigate the conflict
4
Board as a whole and the Unitholders. 1
What actually did occur, however, was not negotiation.49 Mr.
Leland, the Committee chairman, viewed his job not as negotiation, but as
"accepting or rejecting offers." Mr. Davidson, another Committee member,

testified that he never had face-to-face negotiations with the GP. Mr.
Patterson, a GP representative, confirmed that no representative of the GP
had negotiated the conversion directly with the Committee. Smith Barney,

the Committee's financial advisor, played no role in the negotiations.
Indeed, the only persons who had any face-to-face contact with members
of the GP during the negotiation process were Mr. Holley and Merrill
Lynch. But Mr. Holley was the CEO of the GP, and Merrill Lynch was the
financial advisor for the GP. These facts should have been, but were not,
clearly disclosed to the Unitholders.

47

Pls. Ex. 1, Proxy Statement at 6 (emphasis added). The Proxy Statement contains
nearly identical
statements on pages 7, 17, 32, 35, 37, 43, and 45.
48
Pls. Ex. 1, Proxy Statement at 35 (emphasis added); see also Proxy Statement at 29
(noting that the Committee was created in order to "mitigate the potential conflict of interest that
might exist
between PCMC and the Unitholders.").
4
Negotiation on the part of a special committee involves more than simply rejecting
proposals that are deemed unacceptable. See Kahn v. Lynch Communications Sys., Inc.. Del.
Supr., 638 A.2d 1110, 1121 (1994) (holding that a special committee must replicate a process
involving arm's length bargaining power); Rabkin v. Philip A. Hunt Chemical Corn Del. Supr.,
498 A.2d 1099, 1106 1985 (refusing to dismiss complaint challenging fairness of transaction
where special committee failed to conduct meaningful negotiations as to price); In re Trans
World Airlines, Inc. Shareholder Litia. Del. Ch., C.A. No. 9844, mem. op. at 12, 21-22, Allen,
C. (Oct. 21, 1988) (finding that special committee "did not adequately understand its function
- to aggressively seek to promote and protect minority interests," did not "strive to negotiate
the highest or best available transaction for the shareholders," and failed to engage in "energetic,
informed and aggressive negotiation that one would reasonably expect from an arm's-length
adversary."); In re Maxxam. Inc. Federated Development Shareholders Litig.. Del. Ch., C.A. No.
12111, mem. op. at 69, Jacobs, V.C. (Apr. 4, 1997) (refusing to give deference to special
committee's determination because of lack of evidence that members "aggressively negotiated
on Maxxam's behalf).
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[11] Thus, the repeated disclosures that the Committee had negotiated the
terms of the REIT Conversion on behalf of the Unitholders created a
materially misleading impression that the Committee had engaged in
"energetic, informed, and aggressive" negotiations to "mitigate" the
conflict of interest between the PCMC Board and the Unitholders. That
impression was, if not false, highly misleading.
[12] Send the Proxy Statement discloses, in twenty different places,
that the Committee members were independent of the GP. That disclosure
is also misleading. ° The record shows that (i) Mr. Davidson owns a
brokerage firm that does business with the GP and wishes to.continue that
business relationship; (ii) Mr. Leland receives compensation for serving as
board chairman of the GP, plus $24,000 annually for the maintenance of a

car supplied for his personal benefit. 1 Salomon, the Committee's financial

advisor, was an underwriter for Plum Creek's 1996 public offering and,

with commendable candor, admitted that it desired to continue its business
relationship with the GP in the future. And although he was not a
Committee member, Holley (the Committee's emissary to the GP) was the
GP's President and CEO, and received a $450,000 salary from Plum Creek
at the discretion of the GP. Given these facts, it was misleading to portray
the Committee as "independent" of the GP.
For these reasons, and in these respects, I find that the disclosure
documents were materially misleading to the Unitholders. 2

'°See eg, Pls. Ex. 1, Proxy Statement, at 29 (stating that Davidson, Leland, and
Dennison5 were "not employees of and do not own any interest in" the GP).
"The evidence does not support the plaintiffs' contention that Mr. Dennison had
significant financial ties to the GP. All that the plaintiffestablished is the possibility that the GP
might make a contribution to the University of Montana of which Mr. Dennison is President.
That is not sufficient to establish that Mr. Dennison is conflicted.
"The plaintiffs other Process claims are without merit. Managemenfs involvement with
the Committee's activities were sufficiently disclosed in the Proxy Statement. See Pls. Ex. 1,
Proxy Statement at 30. Management did not select the Committee's advisors; Salomon and
Morgan Lewis were selected by the Committee after the GP (at the Committee's request)
furnished the Committee with a list of financial and legal advisors that would not have conflicts
or "inappropriate ties" with the GP or Plum Creek. The roles of the various financial and legal
advisors were also adequately described in the Proxy Statement As for the argument concerning
the origin of the of the REIT Conversion proposal, although the Proxy Statement is not a model
of clarity on this point,it is not materially misleading. See Pls. Ex. 1, Proxy Statement at 29-30
("In September 1997, Management began to focus on the possibility of converting the
Partnership to a RErf... based on preliminary research conducted by and on behalf of the
Partnership that commenced in July 1997.") (emphasis added).
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The "Fairness" Claim

Lastly, the plaintiff claims that the Proxy Statement omitted to
disclose, and also disclosed in a misleading manner, material facts relating
to the fairness of the REIT Conversion. To understand the precise claim
being advanced here, some background is helpful.
In SpnetI the plaintiff claimed that the proposed REIT Conversion
is substantively unfair and represents a breach of fiduciary duty to the
Unitholders to the extent that it would enlarge the GP's interest in the
partnership from 2% (plus the Promote) to 27% of the equity of the REIT.
That proposed allocation was claimed to be substantively unfair, because
the partnership's historical (and likely future) economic performance did
not justify a valuation of the GP's partnership interest that translates to a
27% ownership interest in the counterpart REIT. As earlier noted, the
Chancellor found that this claim was not cognizable because the issue was
governed by contract law, not fiduciary law, and because the partnership
agreement permitted a transaction of this kind provided that it is approved
by two-thirds of the outstanding Units.
In this action the plaintiff contends that the same facts that underlie
the substantive fairness claim also give rise to a disclosure violation. The
Proxy Statement, it is argued, omits to disclose certain material facts, and
obscures other material facts, that if disclosed, would likely cause
Unitholders to question the fairness of the 27% allocation of REIT equity
to the GP that they are being asked to approve. That allocation was based
in part upon the value of a future stream of distributions that the GP would
receive under its current contractual arrangements. That value, in turn, was
predicated upon the level of distributions the GP had received in the past,
particularly during the past two years.
Those past distributions are the root of the disclosure problem. As
plaintiff contends, the 1997 and 1998 distributions were not only at a
record high, but also were increasing at the same time that the partnership's
earnings were plummeting. If distributions depended solely upon the level
of partnership earnings, those distribution levels would also have declined,
yet instead they increased. This was possible only because the distributions
are payable out of "Available Cash," which the partnership agreement
allows to be augmented by cash drawn down from reserves. That, the
plaintiff claims, is what occurred here. The high distribution levels of 1997
and 1998 - which were inverse to the earnings levels in those same years
occurred only because of a manipulation, namely, depleting reserves
(including a reserve for working capital) and treating the resulting proceeds
as "Available Cash" available for distributions.
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The plaintiff contends that those actions, although permitted by the
partnership agreement, must be fully and fairly disclosed to the
Unitholders. Otherwise the Unitholders will be leftwith the impression that
the earlier distributions were reflective of the partnership's economic
performance and, thus, a valid basis to project high distribution levels in
the future. That impression is false and materially misleading, plaintiff
argues, because the decline in the demand for the partnership's forestry
products due to the depressed Japanese market is a long term reality that
points to a lower, not higher, level of projected earnings and distributions.
Because the GP's 27% interest in the proposed REIT was tied to the higher,
more aggressive projections, it was vital that the Unitholders be told that
the 1997 and 1998 distributions that formed the basis for those projections
were artificially high to the extent they included cash depleted from
reserves that were created in earlier years when earnings levels were
higher.53
The defendants' response is that all the facts material to the prior
distributions were fully disclosed. They point to the following language in
the Proxy Statement:
The Partnership makes distributions to Unitholders and
PCMC with respect to each calendar quarter in an amount
equal to 100% of its Available Cash (as defined below) from
operations for each quarter. Available Cash generally means,
with respect to any quarter, the net income of the Partnership
for such quarter plus certain non-cash items plus reductions
to reserves less certain capital expenditures, principal
payments on indebtedness and additions to reserves. PCMC's
decisions regarding amounts to be placed in or released from
reserves have a direct and significant impact on the amount of

MThe plaintiff also claims that the Proxy Statement is misleading because (i) it fails to
disclose that the recommendation by GP management and the Special Committee that the REIT
Conversion is fair, relies upon stale, i&. six month old, fairness opinions by Salomon and Merrill
Lynch, and (ii) the valuation supporting the 27% allocation of equity to the GP relies upon
aggressive and unrealistic assumptions about the number and dollar level of acquisitions that the
REIT will make in the future. I find these arguments lacking in merit, because they are
essentially substantive fairness, not disclosure, claims. The Proxy Statement attaches the full
text of the fairness opinions, which show the dates on which they were submitted. Plaintiffs
argument, in truth, is that the GP had a fiduciary duty to obtain updated fairness opinions,
especially given the further decline in the partnership's earnings after the June 1998 fairness
opinions were delivered. That contention, whatever its substantive merit may be, is not a
disclosure claim and, hence, is not cognizable under Sonet I. As for the acquisition assumptions
underlying the fairness opinions, they were disclosed in the Proxy Statement at pages 44, 47.
That disclosure, in these circumstances, was sufficient.
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Available Cash because increases and decreases in reserves
are taken into account in computing Available Cash."
The defendants also point to the Proxy disclosure (at page 13) that
"[t]he Partnership has been able to increase and maintain its current level
of distributions notwithstanding a reduction in its level of profitability
during the past four quarters ... "; and to disclosure (at page 19), that:
Finally, Unitholders should be aware that the Partnership's
earnings and earnings per Unit for the quarter and year ended
December 31, 1998 were each lower than the corresponding
periods in 1997. See "Summary-Recent Developments-Results of the Quarter and Year Ended December 31,
1998." Despite this decline in earnings and the anticipated
continued adverse impact of current economic conditions on
the Partnership's business, Management anticipates that the
current quarterly cash distribution level is sustainable;
however, future distribution levels by the Partnership and,
following the [REIT] Conversion..., future dividends by the
[REIT] will depend on results of operations, cash flow and
capital requirements, economic factors and other factors.
See"-Risks Inherent in the Partnership's and the
Corporation's Ongoing Business--Cash Distributions Are Not
Guaranteed and May Fluctuate."
[13] The above disclosures do set forth material facts concerning the
distributions, and certainly go a long way. Unfortunately, in these
circumstances, they do not go far enough. It is true, and the Proxy
Statement does disclose, that (i) the level of reserves are within the GP's
control and will impact the Available Cash from which distributions are
made, and (ii) during the period that the partnership's earnings were
declining, the level of distributions for those years did not. But what the
Proxy Statement should have disclosed (but did not) was the reason why
those distributions ran in a direction counter to its earnings - the
distributions included cash derived from depleting reserves that had been
created and augmented in earlier, higher earning, years.
Given the direct relationship between these distribution levels and
the valuation that formed the basis of the GP's proposed 27% equity
interest that the Proxy Statement proclaims is fair to the Unitholders, it is

5

PIs. Ex. 1, Proxy Statement at 12.
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vital that the Unitholders be told that those distributions were, in this
manner, kept artificially high. Disclosing this material information would
provide an important piece of an otherwise incomplete picture. The
Unitholders need this information to assess whether the proposed 27%
equity allocation to the GP is, in fact, fair.

This Court takes no pleasure in holding up a transaction to require
further disclosure, especially where a finely crafted Proxy Statement
otherwise sets forth at great length many facts that are material to the REIT
Conversion. This result is, however, a logical consequence of the ruling in
Sonet I and the defendants' litigating position which prompted that ruling.
The result is also compelled by sound policy.
In Sonet I the Chancellor held that in this specific partnership
agreement, the Unitholders had contracted away their right to seek judicial
review of the REIT Conversion based upon substantive fiduciary duty
principles. In its place, the parties' contract substituted the protection of a
required two-thirds supermajority Unitholder approval of the transaction.
The result was to shift the fiduciary duty focus from the domain of
substantive fairness to the realm of full, honest, and complete disclosure.
In these circumstances, and given the nature ofthis transaction, those
disclosure duties ate and should be exacting. As was the case in Blanchette
and Eisenberg,55 the REIT Conversion is a transaction where the fiduciaries
responsible for the disclosures have an economic interest that is adverse to
the interests of their beneficiary investors, the Unitholders. The GP and
Management, who conceived and initiated the transaction and controlled
the process by which it came to be recommended to the Unitholders, have
an interest in maximizing their percentage ownership of the new REIT
entity. That can only occur at the expense of the Unitholders, whose
interest is in minimizing the percentage ownership of the GP. Because
(under Sonet I) the Unitholders have no judicial review remedy, their sole
protection is their right to vote the proposal up or down. And because the
only source of the facts that will inform that vote are conflicted fiduciaries
(the GP), only a most stringent disclosure standard, enforced by careful
judicial scrutiny, can assure that the Unitholders' right to vote will have
meaning. In this case the disclosures fell short of that standard and, as a
consequence, the Unitholders are entitled to injunctive relief that will cure
the informational gap.

-SSee supra note 35.
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V. CONCLUSION
In a transaction of this kind, the appropriate form of relief is to
enjoin the forthcoming vote on the proposed REIT Conversion until the
defendants have cured the disclosure deficiencies of the Proxy Statement
and Holley Letter, by issuing a supplemental disclosure that is consistent
with the rulings in this Opinion. 6 Counsel shall promptly confer and
submit an appropriate form of order.

TURNER v. BERNSTEIN
No. 16,190
Court of Chancery of the State of Delaware,New Castle
February 9, 1999
Plaintiffs, former shareholders of defendant GenDerm Corporation,
who were cashed out in the December 1997 merger of GenDerm into a
wholly owned subsidiary of Medicis Pharmaceutical Corporation, instituted
an action against GenDerm and its former directors challenging the merger,
claiming that the merger was invalid because (1) GenDerm and its former
directors breached the fiduciary duty of disclosure by not providing
material information to GenDerm's shareholders regarding their right to
seek appraisal, (2) the Certificate of Merger failed to recite that the
shareholders had approved the merger by written consent as required by
section § 228, and (3) a former director was involved in self-dealing
transactions that diminished GenDerm's worth. Plaintiff moved for partial
summary judgment on the first count of their complaint. The defendants
moved to dismiss the three count complaint for failure to state valid claims
on the grounds that (1) the former directors were relieved of any fiduciary
duty of disclosure by operation of statute and the merger agreement, which
shifted the duty from themselves to the surviving corporation, (2) the

iBlg, 537 A.2d at 1062-63.
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controlling statute, section 261(c), does not require certificates of merger
to recite the details or mechanics of the approving shareholder vote and
even if it could be read to mandate that requirement, the April 1998
certificate of correction included such a statement, thereby curing any
arguable defect in the original certificate of merger, and (3) as a result of
the merger, plaintiffs no longer had standing to assert a derivative claim
against the former director who was alleged to be engaged in self-dealing
transactions.
The court of chancery, per Vice-Chancellor Jacobs, granted
defendants' motion in part, dismissed the motion in part, and denied
plaintiffs' motion. The court held that (1) statutory and contractual
provisions that required the surviving corporation to give notice of
appraisal rights after the merger did not relieve the former directors of their
fiduciary duty to disclose material information prior to the merger vote, (2)
it was not necessary to address the statutory construction arguments
because the correction added to the certificate of merger cured any alleged
defect, (3) plaintiffs' cash value dilution claim was essentially a derivative
claim and therefore plaintiffs lacked standing, because it was extinguished
by the merger, and (4) discovery was needed to flesh out what specific facts
plaintiffs knew or had available to them when they decided to accept the
merger consideration. As a consequence, the court denied defendants'
motion to dismiss with respect to the first count, granted the motion with
respect to the second and third counts, and denied plaintiffs' motion for
partial summary judgment on the first count.
1.

=

Pretrial Procedure

3

To prevail on a motion to dismiss under Court of Chancery Rule
12(b)(6), a plaintiff must allege facts that, when taken as true, establish
each and every element of a claim upon which relief could be granted.
DEL. CH. CT. R. 12(b)(6).
2.

Pretrial Procedure

2

3

In deciding a motion to dismiss under Court of Chancery Rule
12(b)(6), the court accepts all well pleaded allegations of fact as true, and
draws all reasonable inferences from them, but neither inferences nor
conclusions of fact unsupported by allegations of specific facts upon which
the inferences or conclusions rest are accepted as true. DEL. CH. CT. R.
12(b)(6).
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584

The fiduciary duty of disclosure flows from the broader fiduciary
duties of care and loyalty.
4.

Corporations

C2-

585

The fiduciary duty of disclosure is triggered where directors present
to stockholders for their consideration a transaction that requires them to
cast a vote and/or make an investment decision, such as whether or not to
accept a merger or demand appraisal.
5.

Corporations

Cm-

585

Stockholders confronted with a choice whether to accept or reject a
transaction or investment decision, presented to them by the directors of
their corporation, are entitled to disclosure of the available material facts
needed to make such an informed decision.
6.

Corporations

0-

585

In the merger context, the directors of a constituent corporation
whose shareholders are to vote on a proposed merger have a fiduciary duty
to disclose to the shareholders the available material facts that would
enable them to make an informed decision, premerger, whether to accept
the merger consideration or demand appraisal.
7.

Corporations

0

585

Statutory and contractual provisions that required surviving
corporation to give notice of appraisal rights after the merger could not
diminish or extinguish the bedrock fiduciary duties that the former
directors owed to the shareholder plaintiffs before the merger, when
shareholder approval was being sought.
8.

Corporations

C--

174, 584

Neither the appraisal statute nor the merger agreement imposed a
fiduciary disclosure obligation upon the post-merger corporation itself.
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A stockholder who surrenders his shares in a merger and accepts the
merger consideration and the other benefits of the merger, will be deemed
to have waived his right to seek appraisal or otherwise to challenge the
transaction, provided that the decision to accept the merger was fully
informed.
10.

Judgment

Cm-

228

Summary judgment is appropriate where the moving party can
demonstrate that there are no genuine issues of material fact and that the
moving party is entitled to judgment as a matter of law.
11.

Judgment

r

228

On a motion for summary judgment, the court must treat all facts in
the light most favorable to the nonmoving party and it must deny summary
judgment where there is any reasonable hypothesis by which the opposing
party may recover, or if there is a dispute as to a material fdct or inferences
to be drawn therefrom.
12.

Judgment

C=

228

Summary judgment may be denied if the court, upon viewing the
record, determines that it is more desirable to inquire into or develop more
thoroughly the facts in order to clarify application of the law to the
circumstances.
13.

= 585

Corporations

Under section 103(f), a corporation may correct any inaccurate or
defectively executed instrument authorized under the Delaware General
Corporation Law to be filed with the Delaware Secretary of State. DEL.
CODE ANN. tit. 8, § 103(f) (Supp. 1999).
14.

Corporations

C

585

A correction for an inaccurate or defectively executed instrument
made under section 103(f) operates retroactive to the date of the original
certificate, except as to persons who would be substantially and adversely
affected by the correction. DEL. CODE ANN. tit. 8, § 103(f) (Supp. 1999).
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Corporations

Once a plaintiff who sues derivatively on behalf of a corporation is
no longer a stockholder, whether by reason of a merger or any other reason,
he or she loses standing to continue a derivative suit.
16.

Corporations

0 -

202

Whether or not a claim is individual, as opposed to derivative, turns
on the existence of direct or special injury to the plaintiff stockholder.
17.

Corporations

C

202

A special injury occurs when either the plaintiff has suffered a wrong
that was not suffered by all other stockholders generally, or where the
wrong involves contractual stockholder rights, such as the right to vote.
18.

Corporations

*

202

In order to state a direct claim, with respect to a merger, a
stockholder must challenge the validity of the merger itself, usually by
charging the directors with breaches of fiduciary duty resulting in unfair
dealing and/or unfair price.
19.

202

Corporations

Challenges to alleged wrongs that are associated with a merger but
do not involve a challenge to the validity of the merger itself are derivative
claims.
20.

Corporations

CE-

202

For a special injury to occur, in a merger context, a plaintiff must
question the fairness of the price offered or the manner in which the
agreement was negotiated.
21.

Corporations

202

A claim alleging corporate mismanagement, and a resulting drop in
the value of the company's stock is a classic derivative claim; that such a
claim is asserted in the context of a merger does not change its fundamental
nature.
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22.
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Cm
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202

A legally sufficient cash value dilution claim arises in transactions
where a significant stockholder sells its assets to the corporation in
exchange for the corporation's stock, and influences the transaction terms
so that the result is (1) a decrease or dilution of the asset value and voting
power of the stock held by the public stockholders, and (2) a corresponding
increase or benefit to the shares held by the significant stockholder.
23.

Corporations

m

202

Where plaintiff pleaded waste of corporate funds, which is
classically derivative, and that claim was extinguished by a merger,
plaintiff no longer has standing to pursue derivative claim.
James L. Holzman, Esquire, and Ronald A. Brown, Jr., Esquire, of Prickett,
Jones, Elliott, Kristol & Schnee, Wilmington, Delaware; and Frank P.
DiPrima, Esquire, and David M. Hoffinan, Esquire, of DiPrima &
Hoffman, of Madison, New Jersey, of counsel, for plaintiffs.
Gregory V. Varallo, Esquire, and Russell C. Silberglied, Esquire, of
Richards, Layton & Finger, Wilmington, Delaware; and Michael S. Poulos,
Esquire, and Jennifer A. Barrett, Esquire, of Rudnick & Wolfe, of Chicago,
Illinois, of counsel, for defendant Joel E. Bernstein, M.D.
R. Judson Scaggs, Jr., Esquire, and Christopher F. Carlton, Esquire, of
Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware; and David J.
Zott, Esquire, and Geoffrey M. Davis, Esquire, of Kirkland & Ellis, of
Chicago, Illinois, of counsel, for defendants Currie, Ehmann, Penneys,
Silverman, Pearl, and Kuehn.
Henry N. Herndon, Jr., Esquire, and Michael A. Weidinger, Esquire, of
Morris, James, Hitchens & Williams, Wilmington, Delaware; and Troy B.
Froderman, Esquire, and Merritt L. Bingham, Esquire, of Bryan Cave LLP.,
of Phoenix, Arizona, of counsel, for defendant GenDerm Corporation.
JACOBS, Vice-Chancellor
Pending are two motions. The first is the defendants' motion to
dismiss the three-count complaint in this action, which is brought
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individually and on behalf of a shareholder class.' The second is the
plaintiffs' motion for an order granting them partial summary judgment on
Count One of their complaint. This case involves a challenge to a merger
of GenDerm Corporation ("GenDerm") into a wholly owned subsidiary of
Medicis Pharmaceutical Corporation ("Medicis") in December 1997. The
plaintiffs' claim is that the merger was invalid because (i) GenDerm's
shareholders did not receive material information regarding their right to
seek an appraisal (Count One), (ii) the surviving corporation failed to
comply with the statutory requirements for a certificate of merger (Count
Two), and (iii) a former GenDerm director was involved in self-dealing
transactions that diminished the corporation's worth (Count Three).
For the reasons discussed below, Counts Two and Three will be
dismissed as to all defendants for failure to state a legally valid claim.
Count One, which is found to state a valid claim against the former
GenDerm directors, will be dismissed only as to the remaining defendants;
and the plaintiffs motion for partial summary judgment on Count One will
be denied.
I. BACKGROUND
A. The Parties
1. GenDerm and Medicis
Before it was acquired by Medicis in the merger, GenDerm 2 was a
non-public Delaware corporation that developed and marketed
pharmaceutical products for topical application. GenDerm was founded in
1984 by Dr. Joel E. Bernstein ("Dr. Bernstein"), who served as Chairman
of the Board from GenDerm's inception until December 1997. At the time
of the merger, GenDerm had issued an outstanding 11,545,801 shares of
common stock held by approximately 150 stockholders of record. On
December 3, 1997, GenDerm was merged into Medicis, a Delaware
corporation whose shares are publicly traded on NASDAQ.

'The class is said to consist of all GenDerm common stock holders and their successors
in interest, transferees, and assigns who owned GenDerm common stock on December 3, 1997,
excluding the defendants and their affiliates.
'Although GenDerm retained that name after the merger, for purposes of clarity the premerger entity is referred to as "GenDemi," and the post-merger entity is referred to as "Medicis."
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2. The Plaintiffs and the Director Defendants
The plaintiffs are former stockholders of GenDerm who together
own 110,000 shares of GenDerm common stock. Both plaintiffs were
cashed out in the merger. The individual defendants are the former
directors of GenDerm, one of whom is Dr. Bemsteii. 3
B. The Merger
GenDerm entered into an agreement to merge with Medicis (the
"Merger Agreement") onDecember 1, 1997. Under the Merger Agreement
GenDerm's stockholder7would receive, in exchange for each share of their
GenDerm stock, $3.64 per share cash, plus the right to receive additional
future contingent payients of up to $2.33 per share. The Merger
Agreement also designated two of GenDerm's former directors, Dr.
Bernstein and Jeremy Silverman, and a former officer, Henry Kuehn,4 to
serve as Target Stockholder Representatives ("TSRs"). The duties of the
TSRs involved coordinating the distribution of the merger consideration
and answering questions posed by the GenDerm stockholders.
C. The Consent Solicitation Package
GenDerm's by-laws required that the merger be approved by a twothirds shareholder vote. GenDerm's directors unanimously favored the
merger and collectively owned enough shares to guarantee the merger's
approval. Nonetheless, the board caused to be mailed to selected GenDerm
shareholders a Consent Solicitation Package ("CSP") dated December 1,
1997. The plaintiffs, it appears, were not included among the recipients.
The CSP included a two-page written consent form that stockholders were
asked to sign; a copy of the Delaware appraisal statute, 8 Del. C. §262; a
copy of the Merger Agreement without disclosure schedules; and a Consent
Solicitation Letter (the "Consent Letter").
The Consent Letter was addressed to "COMMON
STOCKHOLDERS AND SERIES C PREFERRED STOCKHOLDERS OF
GENDERM CORPORATION." The Consent Letter recipients were asked
to sign and date the enclosed consent forms, which evidenced (i) the

3

The GenDerm Board at the time of the merger consisted of Dr. Bernstein, Neal S.
Penneys, James L. Currie, Frank A. Ehmann, Jeremy Silverman, and Laura Pearl. Dr. Bernstein
is not related to the plaintiff Richard A. Bernstein.
*4 he plaintiffs contend that Mr. Kuehn is liable to them under Count One by reason of
his position as a TSR. See infra note 28.
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shareholders' approval of the Merger Agreement and of a proposed
amendment to GenDerm's Certificate of Incorporation, and (ii) their waiver
of certain merger-related rights - including the right to elect appraisal.
The Consent Letter stated that "[t]he closing of the transaction is expected
to occur on or about next Wednesday, December 3, 1997" and that "[g]iven
the December 3 target date for the transaction, [the directors] 5... ask that
you return your signed consent of stockholder immediately."
The plaintiffs allege that they never received the CSP or any of the
information it contained, or any other information that would inform their
decision whether to accept the merger consideration or elect the appraisal
remedy. The plaintiffs also point out that because the CSP mailing date
(December 1, 1997) was only two days before the stated December 3, 1997
merger closing date, even those stockholders who did receive the CSP had,
at most, one day to review its contents.
D. The Merger Is Approved
On December 3, 1997, a majority of GenDerm's shareholders, most
of whom were either directors or affiliated with members of GenDerm's
board of directors, approved the GenDerm-Medicis merger by written
consent in lieu of a meeting. On that same date, a Certificate of Merger
was filed with the Delaware Secretary of State in accordance with 8 Del.
C. §251. As a consequence of the merger, GenDerm became a wholly
owned subsidiary of Medicis.
In their complaint the plaintiffs allege that the Certificate of Merger
was defective because it did not recite that the shareholders had approved
the merger by written consent in accordance with 8 Del. C. §228. On
April 15, 1998, after this lawsuit was filed and in response to that claim, a
certificate correcting that alleged "mistake" (the "Certificate of
Correction") was filed with the Delaware Secretary of State.
E. The Notice of Appraisal Rights and the Transmittal Letter
On December 12, 1997, Medicis sent to each record holder of
GenDerm stock a notice of the merger (the "Merger Notice") in accordance
with 8 Del. C. §262(b)(2). 6 The Merger Notice informed each GenDerm

-'Emphasis
in original.
6
Both the Merger Agreement and 8 Del. C. §262 required Medicis to notify former
stockholders of their appraisal rights under Delaware law. The Merger Agreement relevantly
stated that:
Within ten days after the Effective Time, the Buyer [Medicis] and the Surviving
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shareholder that the Merger Agreement and the merger had been approved.
The Merger Notice also included a copy of 8 Del. C. §262, advised
shareholders of their right to seek appraisal under that statute, and informed
them that the merger had become effective on December 3, 1997.
As previously noted, the Merger Agreement designated Dr.
Bernstein, and Messrs. Silverman and Kuehn as TSRs, who would receive
and disburse the merger consideration from escrow accounts established for
that purpose. To facilitate the distribution of the merger consideration, the
TSRs sent a Transmittal Letter to all GenDerm stockholders. The

Transmittal Letter - which was separate from and in addition to the Merger
Notice disseminated by Medicis - (i) advised shareholders that the merger
had been approved and described the merger consideration; (ii) explained
that shareholders could receive the merger consideration by signing and
returning the Transmittal Letter, and (iii) advised shareholders who had
additional questions to contact the TSRs' counsel.
Importantly, both the Letter of Transmittal and the Merger Notice
informed the GenDerm shareholders that by accepting the merger
consideration, they would waive any rights to demand an appraisal of the
fair value of their shares.7 The plaintiffs elected, however, to accept the

Corporation [New GenDerm] shall notify each Target Stockholder as provided
in Section 262(d)(2) of the Delaware Corporation Law."
Merger Agreement, §2(e). 8 Del. C.262(d)(2) pertinently states that:
If the merger or consolidation was approved pursuant to §228 or §253 of this
title, each constituent corporation, either before the effective date of the merger
or consolidation or within 10 days thereafter, shall notify each of the holders
of any class or series of stock of such constituent corporation who are entitled
to appraisal rights of the approval of the merger or consolidation and that
appraisal rights are available for any or all shares of such class or series of
stock of such constituent corporation, and shall include in such notice a copy
of this section; provided that, if the notice is given on or after the effective date
of the merger or consolidation, such notice shall be given by the surviving or
resulting corporation to all such holders of any class or series of stock of a
constituent corporation that are entitled to appraisal rights.
7The Transmittal Letter stated, in bold-faced capital letters, that:
THE UNDERSIGNED UNDERSTANDS THAT (1) SUBMISSION OF THIS
LETTER OF TRANSMITTAL TO THE TARGET STOCKHOLDERS
REPRESENTATIVE CONSTITUTES A WAIVER OF HIS, HER OR ITS
RIGHT TO DEMAND PAYMENT OF THE FAIR VALUE OF HIS, HER OR
ITS SHARES PURSUANT TO SECTION 262 OF THE GENERAL
CORPORATION LAV OF THE STATE OF DELAWARE AND (2) IF HE,
SHE OR IT HAS PREVIOUSLY FILED A DEMAND FOR APPRAISAL
WITH RESPECT TO HIS, HER OR ITS SHARES, SUBMISSION OF THIS
LETTER OF TRANSMITTAL TO THE TARGET STOCKHOLDERS
REPRESENTATIVE CONSTITUTES A WITHDRAWAL OF SUCH
DEMAND. THE UNDERSIGNED ACKNOWLEDGES THAT HE, SHE OR
IT HAS RECEIVED A COPY OF SECTION 262 OF THE GENERAL
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merger consideration, and executed and returned the Transmittal Letters to
the TSRs. Indeed, all of GenDerm's former stockholders elected to receive
the merger consideration; none of them elected to pursue the appraisal
remedy.
F. Dr. Bernstein's Alleged Self-Dealing Transactions
Count Three of the complaint alleges that Dr. Bernstein was
involved in two self-dealing transactions. The first, which took place in
connection with the merger, involved (a) the extension of a preexisting
License Agreement with Medicis under which Dr. Bernstein received
royalties for topical uses of Civamide,8 and (b) an alleged severance
payment to Dr. Bernstein of $1,377,580 in cash.
Under the License Agreement, Medicis agreed to pay Dr. Bernstein
a sign-up fee of $75,000 within 30 days, another $75,000 within 18 months,
another $500,000 within 30 days of FDA approval, and a 7% royalty for the
life of a patent or for 10 years if no patent was issued. The License
Agreement provided that if there were no sales of Civamide, Dr. Bernstein
would still be guaranteed at least $4,450,000 over the next eight years, and
that if Medicis failed to make those payments, Dr. Bernstein (through a
privately owned entity) would obtain the ownership rights to Civamide.
The second transaction occurred several months before the merger,
in June 1997. According to the complaint, Dr. Bernstein negotiated and
approved the divestiture and sale of old GenDerm's European subsidiary,
Euroderma Ltd. ("Euroderma"), a United Kingdom ("UK") Corporation, to
Bioglan Ltd. ("Bioglan"), another UK corporation. Euroderma held the
European rights to GenDerm's key products and marketed certain of those
products in the UK. Present and future sales of GenDerm's products in the
UK and elsewhere in Europe were subject to licenses calling for the
payment of royalties to Dr. Bernstein or his privately owned and controlled
entities. The plaintiffs allege that in addition to paying approximately $2
million to GenDerm for Euroderma, Bioglan agreed to extend certain of Dr.
Bernstein's royalty rights for an additional six years.' The plaintiffs claim

CORPORATION LAW OF THE STATE OF DELAWARE.
8Civamide is a patented compound that Dr. Bernstein invented. It is chemically related
to capsaicin, the active ingredient in ZOSTRIX. Civamide is claimed to have significant
potential in a cream for relief of pain from rheumatoid arthritis, osteoarthritis, painful diabetic
neuropathy, post-herpetic neuralgia, muscle aches and pains, and certain pain resulting from
cancer and pain following surgery. Civamide is also claimed to have potential for other nontopical uses, including intranasal and internal applications.
'The royalty rights, which allegedly would expire in the year 2002, were extended to
approximately 2008.
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that Dr. Bernstein sold Euroderma at a bargain basement price to obtain the
six year extension of his royalty stream, and thereby breached his duty of
loyalty to GenDerm.
H. THE CONTENTIONS
The Complaint contains three counts. Count One alleges that the
former directors of GenDerm (including Dr. Bernstein) failed to provide
material information about GenDerm that would enable its stockholders to
decide whether or not to execute a written consent approving the merger or
demand appraisal. Specifically, the plaintiffs claim that they were not
furnished basic financial information concerning GenDerm's business;
information about business plans or recent or planned transactions or
agreements; or any description of GenDerm's material products,
pharmacological categories, or markets in which such products compete.
That failure to disclose is said to constitute a breach of the former
GenDerm directors' fiduciary duties of loyalty and disclosure, and to entitle
the shareholder class to damages and an accounting in a "quasi-appraisal
action" to determine GenDern's fair value.
Count Two alleges that the merger itself was void or voidable,
because the Certificate of Merger was by statute required to -- but did not -recite that the shareholders had approved the merger by written consent in
accordance with 8 Del. C. §228. That statutory violation, the plaintiffs
claim, entitles the shareholder class to compensatory and/or rescissory
damages from Medicis.
Count Three alleges that Dr. Bernstein breached his fiduciary duties
of loyalty to GenDerm by renegotiating the License Agreement and by
selling GenDerm's UK subsidiary, Euroderma, on the terms described
above. The plaintiffs claim also that GenDerm's former outside directors
knowingly participated with Dr. Bernstein in those breaches of fiduciary
duty.
All defendants have moved to dismiss the complaint. 10 The plaintiffs

oppose that motion and have moved for partial summary judgment on
Count One.

"'Where appropriate, the defendants adopt each other's respective arguments.

