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§ 5702(a) it is the parties' agreement to arbitrate in Delaware that confers
jurisdiction on this Court over cases arising under the DUAA." SBC
Interactive, Inc. v. CorporateMedia Partners,Del. Ch., C.A. No. 16397,
mem. op. at 9, Steele, V.C. (Oct. 7, 1998); see also Gen. Elec. Co. v. Star
Technologies, Inc., Del. Ch., C.A. No. 14923, mem. op. at 13, Chandler,
V.C. (July 1, 1996) (same).
[6] Simply because the DUAA is inapplicable, however, does not answer
the question whether this court has subject matterjurisdiction over this case.
In SBC Interactive,Vice Chancellor Steele held that this court had subject
matter jurisdiction to vacate an FAA arbitration award by a New York
arbitration panel when the parties submitted to the enforcement, vacation, or
modification of any award by the state and federal courts in Wilmington,
Delaware, on a non-exclusive basis. Unlike the GeneralElectric case in
which the plaintiff sought to base jurisdiction solely on the DUAA, see
GeneralElec., mem. op. at 3, the plaintiff in SBC Interactiveinvoked the
traditional equity jurisdiction of this court as a basis for subject matter
jurisdiction. Although the court lacked jurisdiction under the DUAA, Vice
Chancellor Steele held that the court retained authority to enforce an
arbitration award under a contract governed by the FAA. SBC Interactive,
mem. op. at 2 n.l. Such jurisdiction flowed from this court's inheritance of
the equity jurisdiction of the English Court of Chancery. SBC Interactive,
mem. op. at 11. Consistent with SBC Interactive, the fact that a contract
provides for arbitration outside of Delaware may be relevant to a
determination of whether the court should dismiss the action onforum non
conveniens grounds or defer to a prior or later-filed action in the state in
which the arbitration was or is to be held. It should not, however, divest this
court of its traditional jurisdiction to enforce or vacate arbitration awards.
[7] This cours traditional equity jurisdiction also includes the authority
to enjoin an arbitration because the claims sought to be arbitrated were not
committed to arbitration by the parties. In such circumstances, this court has
found that irreparable injury would be suffered absent an injunction. Bd.of
Educ. of Sussex County Vocational-TechnicalSch Dist. v. Sussex Tech
Educ. Ass'n, Del. Ch, C.A. No. 1900-S, 1998 WL 157373, at *5, Jacobs,
V.C. (Mar. 18, 1998) (finding that school district would suffer irreparable
harm if injunction was denied because "it would be required to devote
unnecessary time and resources to contest the arbitrability" of the matter);
Del. Pub.Employees v. New Castle County, Del. Ch., C.A. No. 13314, 1994
WL 515291, at *4, Chandler, V.C. (Aug. 25, 1994) (where county claimed
that dispute was not arbitrable, it faced irreparable injury in the absence of
an injunction). In fact, Vice Chancellor Jacobs considered an application to
enjoin the FAA-governed arbitration earlier in the SBCInteractivecase, and
denied that application on its merits, rather than on jurisdictional grounds.
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SBC Interactive, Inc. v. CorporateMedia Partners,Del. Ch., C.A. No.
15987, 1997 WL 810008, Jacobs, V.C. (Dec. 29, 1997), affld, Del. Supr,
714 A.2d 758 (1998). Thus, this court has the authority to consider an
injunction application of the kind Dresser's complaint advances.
[8-10]
Yet, this court will not "acceptjurisdiction over" claims that are
properly committed to arbitration since in such circumstances arbitration is
an adequate legal remedy. McMahon v. New CastleAssocs., Del. Ch., 532
A.2d 601, 603 (1987) ("if a realistic evaluation leads to the conclusion that
an adequate legal remedy is available," this court will not exercise
jurisdiction). Furthermore, binding federal law as set forth in the FAA
demands that this court respect the choice of parties to a contract governed
by the FAA to submit their disputes to arbitration for resolution.4
Mastrobuono v. Shearson Lehman Hutton, Inc., 514 U.S. 52, 56 (1995).
(FAA "preempts state law that would require a judicial forum for the
resolution of claims which the contracting parties agreed to resolve by
arbitration."). Therefore, "[i]n applying general state-law principles of
contract interpretation to [an] ... arbitration agreement within the scope of

the [FAA],... due regard must be given to the federal policy favoring
arbitration, and ambiguities as to the scope of the arbitration clause itself
[must be] resolved in favor of arbitration." Volt Info. Sciences, Inc. v. Bd.
of Trustees of LelandStanfordJuniorUniv., 489 U.S. 468, 475-76 (1989);
see also SBC Interactive,Inc. v. CorporateMedia Partners,Del. Supr., 714
A.2d 758, 761 (1998) ("In determining arbitrability, the courts are confined
to ascertaining whether the dispute is one that, on its face, falls within the
arbitration clause of the contract.... Any doubt as to arbitrability is to be
resolved in favor of arbitration.").
[11] As a result of these principles, if the claims a plaintiff seeks to litigate
in this court are subject to arbitration, this court will dismiss the plaintiffs
complaint for lack of subject matter jurisdiction. Nash v. Dayton Superior
Corp., Del. Ch., C.A. No. 16429, mem. op. at 9, Lamb, V.C. (Oct. 28,
1998). In this sense, the question of subject matter jurisdiction, in essence,
conflates with the issue of substantive arbitrability.
[12] In Nash, Vice Chancellor Lamb articulated a test for resolving
whether this court should exercise subject matter jurisdiction over claims
arguably subject to arbitration. That test appropriately applies in this

'On the other hand, there is no disrespect to federal law if this court enjoins arbitration
of a non-arbitrable issue after determining that the parties did not intend to arbitrate the issue - - so
long as the court applies the interpretative guidelines required by the United States Supreme Court
in cases governed by the FAA. Volt Info. Sciences, Inc. v. Bda of Trustees of LelandStanford
JuniorUniv., 489 U.S. 468,478 (1989) (The FAA "does not require parties to arbitrate when they

have not agreed to do so" and "simply requires courts to enforce privately negotiated agreements to
arbitrate, like other contracts, in accordance with their terms.").
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context, when a plaintiff such as Dresser files suit seeking an injunction
against arbitration on the ground that this court rather than an arbitrator
should resolve certain issues relevant to disputes between parties to a
contract providing for arbitration. The test articulated in Nashrequires "two
related inquiries: the threshold question of whether the dispute is one which,
on the face of the arbitration clause of the contract, is subject to arbitration;
and the ultimate question of whether, realistically evaluating the complaint,
a legal remedy is available and fully adequate." Id.
In this case, Dresser admits that the Claims Global seeks to arbitrate fall
within the scope of the Agreement's broad arbitration clause. Dresser's only
contention is that two of its Defenses to the Claims - - that most of the claims
are untimely and the remaining one is unripe - - should be resolved by this
court rather than the arbitrators. Dresser's contention might be more
persuasive had the parties chosen to arbitrate in Delaware under the DUAA
since the DUAA enables parties to seek an injunction against the arbitration
of otherwise arbitrable claims on the grounds of untimeliness. See 10 Del.
Q, § 5703(b)
[13] But Dresser and Global expressly chose to arbitrate under the FAA.
Case law under the applicable FAA generally - - and sensibly - - holds that
a claim does not lose its arbitrability, simply because it may be untimely.
Rather, the defendant must raise the statute of limitations as a bar, along with
any other of its defenses, to the plaintiffs arbitrable claims in arbitration.6

1Ibis case highlights this unusual feature ofthe DUAA. The DUAA's provision enabling
a party to apply to the court to enjoin the arbitration because otherwise arbitrable claims are
time-barred is not part of the Uniform Arbitration Act. Compare 10 l, Q §§ 5702(c), 5703(b)
with Uniform Arbitration Act (U.LA. §2). Under the Uniform Arbitration Act, limitations period
issues are for the arbitrators to decide in the first instance. See, e.g., Fenton Area PublicSchools
v. Lorenson-GrossContrs.Co., Mich. CL App., 335 N.W.2d 221,225 (1983) (The "timeliness of
an arbitration proceeding is a procedural issue to be determined by the arbitrators rather than the
courts. Thus, a statute of limitations defense must be raised in the arbitration proceeding."); Messa
v. State Farm Ins. Co., Pa. Super., 641 A.2d 1167, 1169 (1994); AllState Ins. Co. v. Nodak Mut.
Ins. Co., N.D. Supr., 540 N.W.2d 614, 619 (1995). The DUAA itself recognizes that arbitrators
can consider such defenses since it allows parties asserting statute of limitations defenses to do so
initially either in this court in an injunction proceeding or during arbitration. 10MLC §§ 5702(c),
5703, 5714(a)(5). Given the substantial policy interests that are served by alternative dispute
resolution and given the DUAA's otherwise pro-arbitration terms, Delaware's Uniform Laws
Commissioners may wish to consider whether §§ 5702(c) and 5703(b) should be amended to
conform to the Uniform Arbitration Act in respect to this issue and, if so, to present a conforming
amendment to the General Assembly for its consideration.
There is some federal case lawto the contrary. Most ofthe cases involve holdings that
timeliness issues were to be decided by the court in cases where applicable New York Stock
Exchange or National Association of Securities Dealers Rules defined only timely claims as "eligible
for submission to arbitration." See, e.g., PaineWebberInc. v. Hartmann,921 F.2d 507, 512-513
(3d Cir. 1993); PaineWebberInc. v. Hofmann, 984 F.2d 1372, 1379 (3d Cir. 1993). These cases
turned largely on the specific language ofthe rules at issue. Indeed, Hartmannnotes that "there is
abundantprecedentholdingthattimebarclauses in arbitration agreements are essentiallyprocedural
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PaineWebberInc.v. Elahi, 87 F.3d 589, 593, 599 (1st Cir. 1996) (choice of
law provision did not limit the arbitrator's power to determine timeliness of
the claims); Glass v. Kidder Peabody& Co., Inc., 114 F.3d 446, 455 (4th
Cir. 1997) (finding that statute of limitations defenses are for the arbitrator
to decide); PaineWebberInc. v. Bybyk, 81 F.3d 1193, 1200 (2d Cir. 1996)
(New York choice of law provision did not prevent arbitration of timeliness
issues under FAA); Smith BarneyShearson,Inc. v. Boone, 47 F.3d 750, 754
(5th Cir. 1995) (court held that "timeliness issues . . . are issues of
procedural arbitrability and must be decided by the arbitrator"); FSC Sec.
Corp. v. Freel, 14 F.3d 1310, 1312 n.2 (8th Cir. 1994) ("It is well settled
that procedural questions, such as the effect of statutes of limitations, are left
to arbitrators once it has been established that the subject matter of the
dispute is subject to arbitration."); O'Neel v. Nat'lAss'n ofSec. Dealers,Inc.,
667 F.2d 804, 807 (9th Cir. 1982) (holding that the "validity of time-barred
defenses to enforcement of arbitration agreements should generally be
determined by the arbitrator rather than by the court"); PrudentialSec. Inc.
v. Aram, 930 F. Supp. 151, 154 (S.D.N.Y. 1996) (issue of timeliness is for
the arbitrator); Levine v. Advest, Inc., Conn. Supr., 714 A.2d 649, 661
(1998) (finding that under the FAA the issue of timeliness is for the
arbitrator to decide). The logic of these cases also applies to a defense
grounded on the unripeness of otherwise arbitrable claims. See Stroh
ContainerCo. v. DelphiIndus., Inc., 783 F.2d 743, 747-749 (8th Cir.), cert.
denied,476 U.S. 1141 (1986) (rejecting claim that arbitration award should
be vacated because the claims were unripe and treating the issue as one of
"procedural" rather than "substantive" arbitrability).
[14-17]
The only reasonable reading of the Agreement is that Dresser
and Global intended that the arbitrator adjudicate all defenses to properly
arbitrable claims. PX A, § 9.01 (arbitration is "sole remedy" and is to be
used "in lieu of either party pursuing other available remedies"). This
conclusion is consistent with the sound reasoning of the United States Court
of Appeals for the First Circuit in the Elahi case.' In Elahi,the court held
in nature and thus should not be interpreted by courts as substantive bars to arbitration," 921 F.2d
at 512; see also Indep. Ass'n ofContinental Pilotsv. ContinentalAirlines, 155 F.3d 685, 693 (3d
Cir. 1998) (reading its decision in Hofmann as turning on the specific language of the NASD rule).
No such rule is relevant to the Agreement, to the contrary, the applicable CPR Rules go so far as to
allow the arbitrators to determine issues of arbitrability. To the extent that these and other cases
more broadly stand for the proposition thattimeliness defenses are not arbitrable, I rejectthem. The
better reasoned approach is that where parties have agreed to submit certain claims to arbitration,
that they have also agreed, absent express words to the contrary, to have the arbitrators adjudicate
defenses to those claims.
'It is also consistent with the United States Supreme Court's decision in Int'l Union of
OperatingEng'rs,Local 150, AFL-CIO v. FlairBuilders,Inc., 406 U.S. 487 (1972) and the
Delaware Supreme Courts ruling in SBC Interactive. In FlairBuilders,the Court held that "once
a court finds that, as here, the parties are subject to an agreement to arbitrate, and that agreement
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that when an arbitration covers the subject matter ofthe underlying dispute,
a presumption arises that "the parties have made a commitment to have an
arbitrator decide all the remaining issues necessary to reach a decision on the
merits of the dispute. Put differently, the signing of a valid agreement to
arbitrate the merits ofthe subject matter in dispute presumptively pushes the
parties across the 'arbitrability' threshold, [and the court] will then presume
that other issues relating to the substance of the dispute... are for the
arbitrator." Id. at 599. The court explained why its adoption of this
approach not only accorded with the FAA's pro-arbitration policy, but also
with "common sense" about contracting parties' likely intentions:
We believe that parties who have agreed to arbitrate a given
subject most likely intend and expect that the arbitrator should
resolve all issues that arise concerning that subject; if they do
not, we think they would clearly express their contrary intent.

[W]here the parties have clearly agreed to arbitrate the subject
of the underlying dispute between them, as the parties have
here, it is unlikely that they intended other issues related to the
dispute, such as the timeliness of the submission of the claim,
to affect the 'arbitrability' of the dispute. Such an intent is
particularly unlikely where the arbitration clause is as broad as
it is in this case.
Elahi, 87 F.3d at 599-600; see also SBC Interactive, 714 A.2d at 762
("Generally, resolution of procedural questions, including whether the
invocation of arbitration was... timely, commonly referred to as 'procedural
arbitrability,' is left to the arbitrator."). Given the broad language of the
arbitration provision of the Agreement, the parties' selection ofthe FAA and
the CPR rather than the DUAA to govern the arbitration, the absence of any
contractual language indicating that the Defenses were to be litigated before
a court and not the arbitrator, and the FAA's presumption in favor of

extends to 'any difference' between them, then aclaim thatparticular grievances are barred by laches
is an arbitrable question under the agreement." Id at 491-492. In SBC Interactive,the Delaware
Supreme Courtaffirmed a findingthataparty's contention that its adversary had missed the deadline

for filing arbitration was a"waiverdefense," which like a laches defense, should be presented to the
arbitrator. 714 A.2d at 761-762. Under Delaware law, a statute of limitations defense, like a laches
defense, is a "procedural mechanism, which may be waived." Cheswold Vol. Fire Co. v.
Lambertson Const., Del. Supr., 489 A.2d 413, 421 (1984).
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arbitrability, the issues Dresser seeks to have this court resolve are clearly
"subject to arbitration" under the Agreement. Nash, mem. op. at 9.'
"If[Global's Claims] are untimely, [Dresser's] remedy is to defend the

arbitration... on timeliness grounds, not to enjoin arbitration altogether."

Bybyk, 81 F.3d at 1200. 9 Dresser will have the opportunity to raise the
Defenses in an arbitral forum of its own choosing and will have the right to
judicial review of the arbitrator's decision, albeit under the more

circumscribed review provided for in the FAA. Dresser thus has an
adequate legal remedy. Nash, mem. op. at 11.

[18] Under the test articulated in Nash, Dresser's Claims must be dismissed
for lack of subject matter jurisdiction. Global shall, upon approval as to

form by Dresser, submit a conforming order.'0

'Unlike Dresser, I see no conflict between the application of case law under the FAA to
determine whether the Defenses are arbitrable and § 10.03 of the Agreement, which provides for
Delaware law to govern the interpretation of the Agreement. "Mhe best way to harmonize the
choice-of-lawprovision is to read [the choice of law provision] to encompass substantive principles
... , but not to include special rules limiting the authority of the arbitrator." Mastrobuonov.
ShearsonLehman Hutton, Inc., 514 U.S. 52, 63 (1995); see also PaineWebberInc. v. Bybyk, 81
F.3d 1193,1200 (2d Cir. 1996) (same principle). The parties to the Agreement chose the FAA and
the CPR to govern how the arbitration would proceed and to determine the scope of the arbitrator's
authority. At the same time, they selected Delaware law as the law the arbitrator must apply in
determining the substantive rights ofthe parties under the Agreement, for example, in determining
whether the Defenses bar Global's claims. The CPRRules advocate the explicit choice of the FAA
and CPR so thatparties such as Dresser and Global can avoid the result in Volt, 489 U.S. 468, where
the parties' choice ofCalifornia law in a contractwas held to incorporate California arbitration rules,
including those permitting a court to stay the arbitration. See 1990 CPR Rules 1-2; 1990 CPR
Commentary at 8; 1993 CPR Rules 1-2; 1993 CPR Commentary at 7 (both advocating express
selection of the FAA to avoid state law obstacles to arbitration). The parties' decision to structure
the Agreement the way they did accords with the recommendation in the CPR Rules.
9Anotherpossible basis for dismissal exists. The CPRRules in existence in 1992 and the
current CPR Rules both provide that "arbitrators [may] decide all issues, including arbitrability
questions, without the necessity for court intervention." CPR Rules Commentary at 6 (discussing
CPR Rule 8.2). Therefore, Global could - - but at most very obliquely does - - argue that the
arbitrator, rather than this court, should determine whether the Defenses are arbitrable in the first
instance. Given thatthere are other firmergrounds for dismissal and that federal law under the FAA
presumes that arbitrability will be decided by the courts not arbitrators, in the absence ofclear intent
to the contrary,A T&T Technologies, Inc. v. Comm. Workers ofAm., 475 U.S. 643, 649 (1986), I
do not rely upon this argument. The breadth of authority given arbitrators under the CPR Rules
does, however, support my conclusion that the Agreement clearly contemplates that the arbitrator
will resolve the Defenses.
"During briefing on this motion, Dresser asserted that this court should decide whether
certain claims Global may assertin litigation against Dresser's insurer, Continental, are time-barre,
or ifnot, must be arbitrated. For several reasons, I do not believe that the Dresser-Global-Continental
dispute (the "Continental Dispute") is properly before me and therefore nothing in this opinion
should be read as addressing that Dispute. First,Dresser has not pled the Continental Dispute in its
complaint. Global is not seeking to arbitrate its claims against Continental and Dresser's complaint
in this action did not seek to compel Global to do so. Second, Dresser did not join Continental and
thus Continental is not even before the court, making it problematic, inefficient, and possibly
improper for me to consider the Continental Dispute - - even if it were part of Dresser's complaint.
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DUNLAP v. SUNBEAM CORP.
No. 17,048
Courtof Chanceryof the State of Delaware,New Castle
June 23, 1999
Revised July 9, 1999
Plaintiffs, former officers of defendant corporation, filed this action
to attempt to force the defendant corporation to pay fees incurred for services
rendered to plaintiffs by auditors who reviewed corporate financial
statements. Defendant argued that under the corporation's bylaws, the
corporation was not required to advance plaintiffs' expenses.
The court of chancery, per Chancellor Chandler, concluded that under
the corporation's bylaws, the plaintiffs were entitled to advancement of all
legal and professional bills incurred to date, and all that are reasonably
incurred during the balance of the litigation and investigations listed in the
forbearance agreement.
1.

Corporations

411

To the extent that a present or former director or officer of a
corporation has been successful on the merits or otherwise in defense of any
action, suit, or proceeding, or in defense of any claim, issue, or matter, such
person shall be indemnified against expenses, including attorneys' fees,
actual and reasonably incurred by them in connection with the action. DEL.
CODE ANN. tit. 8 § 145(c) (1998).

Most important, Dresser filed a lawsuit in Texas specifically to enjoin Global from proceeding with
litigation against Continental and successfully obtained a temporary injunction from a Texas court
to that effect. PX D, E. The Texas court has scheduled a trial date ofDecember 6,1999 for a final

hearing on the merits of the Continental Dispute. PX D,E.
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Corporations

*=

399(6), 411

Where the' term expenses is referred to in the bylaws as including
legal fees and other professional charges, the bylaws require the
advancement of expenses and fees to the plaintiffs.
3.

!

Corporations

432(9)

Where forbearance agreement contains clause providing for
advancement of plaintiffs' out-of-pocket expenses, costs, and legal fees in
accordance with and subject to limitations of reasonableness contained in
any employment agreements, defendant corporation's bylaws and Delaware
law, advancement is proper.
4.

m

Corporations

447, 452

Under the corporation's forbearance agreement, all advancements
must be in accordance with limitations of reasonableness contained in the
corporation's bylaws and Delaware law.
5.

Corporations

r

319,411,416,484(2)

Indemnification of fees is required in the event that an officer or
director has been successful on the merits or otherwise in defense of any
action, suit or proceeding, and such person shall be indemnified against
expenses actually and reasonably incurred in connection with a successful
defense on the merits. DEL. CODE ANN. tit. 8, § 145(c) (1998).
6.

Corporations

r=

416,484(2)

If plaintiff officers prevail in an action on the merits, indemnification
of expenses is automatic.
7.

Corporations

C=-

416,484(2)

A board vote not to indemnify officers is not sufficient to call back the
advances.
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411,416, 484(2)

Repayment of an advance is not required until after die completion of
the lawsuits, and then only if(1) plaintiffs do not prevail on the merits, and
(2) the corporation's board votes not to authorize indemnification.
9.

Corporations

Q=

411

In the absence of a showing of excessiveness, legal fees are found to
be reasonable under the overall requirement found in the Delaware General
Corporation Law.
Donald J. Wolfe, Jr., Esquire, and Kevin R. Shannon, Esquire, of Potter,
Anderson & Corroon LLP, Wilmington, Delaware, for plaintiffs.
Thomas J. Allingham, II, Esquire, and Robert S. Saunders, Esquire, of
Skadden, Arps, Slate, Meagher & Flom LLP, Wilmington, Delaware, for
defendants.
CHANDLER, Chancellor

This case, which was tried before me on June 15 and 16, 1999,
involves a discrete legal issue: whether defendant Sunbeam Corporation
("Sunbeam" or the "Company") is obligated to advance legal fees and other
expenses incurred by Albert J. Dunlap ("Dunlap") and Russell A. Kersh
("Kersh," and together with Dunlap, "Plaintiffs") following their tenure at
Sunbeam. For the reasons that follow, I conclude that Sunbeam must
advance these fees.
I. BACKGROUND
In 1996 Sunbeam hired Dunlap to be its Chief Executive Officer and
Chairman of its Board of Directors, and shortly thereafter Dunlap hired
Kersh as the Executive Vice President for Finance and Administration.
Kersh was also made Vice-Chairman ofthe Board. Dunlap hired Coopers &
Lybrand ("Coopers") for a consulting engagement to examine Sunbeam's
functions and operations to help him implement an improvement plan at the
company. In April 1998, Sunbeam announced a first quarter drop in sales
and a net loss. That same month, the first in a series of lawsuits was filed
against Sunbeam.

In June 1998, Sunbeam fired Dunlap and Kersh and announced that
Arthur Andersen ("Andersen"), Sunbeam's long-time auditors, would not
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consent to include its opinion on Sunbeam's 1997 financial statements. The
Company's audit committee began a review of those financial statements.
In August 1998, Sunbeam entered into a Forbearance Agreement with
Dunlap and Kersh, mutually freezing any litigation against each other for
180 days and addressing the issue of advancement of fees and expenses.
Dunlap and Kersh's lead defense firm, Pryor Cashman Sherman &
Flynn LLP ("Priyor Cashman") hired PriceWaterhouse Coopers ("PWC"), the
entity that resulted from the merger of Coopers and Price Waterhouse, to
provide Dunlap and Kersh with forensic accounting advice. Sunbeam's
counsel objected, based on the involvement Coopers had had with Sunbeam
during its 1996 engagement with the Company.
In October 1998, Sunbeam announced restated financial statements
for 1996 to 1998, as reviewed by Andersen and Deloitte & Touche
("Deloitte"), the newly hired auditor. Sunbeam's shares dropped
precipitously in value, from $53 during the restated period to under $8 at the
time of the restatement. In December 1998, Sunbeam paid Pryor Cashman
$123,548 for services rendered to Dunlap and Kersh. In February 1999,
however, Sunbeam's Board voted to refuse further advancement requests of
Dunlap and Kersh. Plaintiffs filed this lawsuit in an attempt to force
Sunbeam to pay those fees.
II. ANALYSIS
A.

ContractualClauses and the Law

[1] Three different written sources are implicated in my analysis: § 8.1
of Sunbeam's bylaws, 3 of the Forbearance Agreement, and § 145(c) of the
Delaware General Corporation Law. All three provisions work in
combination with each other to some extent in the formulation of my
decision. Although the written provisions are lengthy, it is important to set
out the operative language in full.
Section 8.1 of Sunbeam's bylaws reads:
To the extent permitted by law, as the same exists or may
hereafter be amended (but, in the case of such amendment,
only to the extent that such amendment permits the
Corporation to provide broader indemnification rights than said
law permitted to the Corporation prior to such amendment) the
Corporation shall indemnify any person against any and all
judgments, fines, amounts paid in settling or otherwise
disposing of threatened, pending or completed actions, suits
or proceedings, whether by reason of the fact that he, his
testator or intestate representative, is or was a director or
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officer of (or a plan fiduciary or plan administrator of any
employee benefit plan sponsored by) the Corporation or of(or
by) any other corporation of any type or kind, domestic or
foreign, which he served in any capacity at the request of the
corporation. Expenses so incurredby any such person in
defending or investigatinga threatenedorpending civil or
criminalactionorproceedingsshallat his requestbepaidby
the Corporation in advance ofthefinal dispositionofsuch
action orproceedingupon receipt of an undertaking by or on
behalf of such director or officer to repay such amount if it
shall be ultimately determined that such person is not entitled
to be indemnified by the Corporation as authorized by this
Article VIII. The foregoing right of indemnification shall in no
way be exclusive of any other rights or indemnification to
which any such person may be entitled, under any By-law,
agreement, vote of shareholders or disinterested directors or
otherwise, and shall inure to the benefit of the heirs, executors
and administrators of such person.
Paragraph 3 of the Forbearance Agreement states:
Sunbeam agreesto advance to the Individuals[Dunlap and
Kersh] their out-of-pocket expenses, costs and legalfees
incurredby them in connection with: (i) certain litigations in
which they are named as defendants by reason of the fact that
they.were officers and/or directors of Sunbeam, which
litigations are identified in Schedule A to this Agreement and
any future litigations in which they are named as defendants by
reason of the fact that they were officers and/or directors of
Sunbeam or The Coleman Company, Inc. ("Coleman"), and (ii)
the investigation of Sunbeam currently being carried out by the
Division of Enforcement of the Securities and Exchange
Commission ("SEC") and any future investigation relating in
any way to the Individuals' performance of their duties at
Sunbeam which may be carried out by the SEC or any other
governmental agency in accordance with and subject to
limiationsof reasonablenesscontainedin any employment
agreements entered into between the Individuals and
Sunbeam Sunbeam's by-laws, and Delaware law. Such
advancement shall be subject to the receipt by Sunbeam of an
appropriate undertaking by each of the Individuals to repay any
amounts so advanced if it shall be ultimately determined that
the Individual is not entitled to be indemnified by Sunbeam for
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such expenses, costs or fees (the "Undertaking"). Nothing in
this Agreement shall constitute a waiver by Sunbeam of any
claim for recoupment or repayment of any amounts so
advanced, nor shall anything in this Agreement constitute a
waiver by the Individuals or a limitation on the individuals
with respect to any right to be indemnified by Sunbeam in
accordance with applicable law, the By Laws of Sunbeam, or
the Individuals' respective Employment Agreements orto have
continued coverage under Sunbeam's Directors'.and Officers'
Liability Insurance Policy. Sunbeam hereby acknowledges that
it has received the Undertaking from the Individuals.
Section 145 (c) of the General Corporation Law states:
(c) To the extent thatapresentorformerdirectoror officer
of a corporation has been successful on the merits or
otherwise in defense of any action, suit or proceeding
referred to in subsections (a) and (b) of this section, or in
defense of any claim, issue or matter therein, such person
shall be indemified against expenses (including attorneys'
fees) actually and reasonably incurred by such person in
connection therewith.
B.

The Bylaw

Now I turn to apply the law to the present facts, starting with
Sunbeam's bylaws. Sunbeam claims that the following two sentences in
bylaw § 8.1 should be interpreted to mean that Sunbeam need not advance
Plaintiffs' expenses.
[T]he Corporation shall indemnify [Plaintiffs] against any and
all judgments, fines, amounts paid in settling or otherwise
disposing of threatened, pending or completed actions, suits or
proceedings.... Expenses so incurred by any such person in
defending or investigating a threatened or pending civil or
criminal action or proceedings shall at his request be paid by
the Corporation in advance of the final disposition of such
action....
Sunbeam urges me to read the first sentence as requiring
indemnification of only the actualamounts owed pursuantto ajudgment,
fine, or settlement and the second sentence as referring again to
advancement onlyfor those amounts ultimately owed andnot to legalfees
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or other expenses. The Company insists that the phrase "[e]xpenses so
incurred" means only 'judgments, fines, amounts paid in settling or
otherwise disposing of threatened, pending or completed actions, suits or
proceedings" (i.e., those "expenses" enumerated in the immediately
preceding sentence) and not expenses incurred in connection with those
ultimate payments. Sunbeam also contended at trial that the absence of the
phrase "attorneys' fees," commonly inserted in advancement and
indemnification bylaws, indicates that attorneys' fees (and other professional
fees, such as the amounts owed to PWC) were not intended to be covered
among those mandatory advancement items.'
First, I find it incongruous to use an "advance" to pay 'judgments,
fines, amounts paid in settling or otherwise disposing of threatened, pending
or completed actions, suits or proceedings," since those items are final and
not something for which an advance is appropriate (or even possible).
Therefore, interpretation of the second sentence as Sunbeam proposes leads
to conflict with the first sentence. Interpretation of the second sentence,
however, as saying "Expenses... incurred by any person [who qualifies for
indemnification] ... shall at his request be paid by the Corporation in
advance" (leaving out the word "so" before the word "incurred" for purposes
of seeing the sentence without its connotation of such a limit) puts this
sentence in harmony with the first. It makes more sense to me that the word
"so" is not intended to limit expenses to the final amounts owed to
hypothetical plaintiffs but rather is meant to modify the word "[e]xpenses"
to mean those expenses incurred in connection with "judgments, fines,
amounts paid in settling or otherwise disposing of threatened, pending or
completed actions, suits or proceedings."
Second, it is a strain to define the word "[e]xpenses" in the second
sentence to mean only ' judgments, fines, amounts paid in settling or
otherwise disposing of threatened, pending or completed actions, suits or
proceedings" (or perhaps to define it that way at all). Webster defines
"expense" as "something expended to secure a benefit or bring about a
result" or as "financial burden or outlay."2 So while a judgment, fine, or
settlement payment may qualify under the second definition of "expense,"
legal and other professional fees paid to bring about that judgment certainly
qualify under the first definition.
[2]
I conclude that the "[e]xpenses" referred to in the second sentence
above include legal fees and other professional charges. As a result,
'Sunbeam also argues thatthe resultofmaking advancementmandatory under this bylaw
would lead to the "strange result" or "absurdity" of a director being entitled to advancement of
attorneys' fees and then immediately having to return them. See Def.'s Pre-Tr. Br. at 12-14. But I
think Sunbeam's argument overlooks 8 Del. C.§ 145(c), which I discuss later at pages 11-14 supra.
2
Merriam Webster's Collegiate Dictionary408 (10' ed. 1996).
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Sunbeam's bylaw § 8.1 requires the advancement of expenses and fees to
Dunlap and Kersh
C.

The ForbearanceAgreement

Having concluded that bylaw § 8.1 requires advancement of the
requested fees, I need not go further. I will, however, consider the
Forbearance Agreement as a possible alternative basis on which to find that
advancement of Plaintiffs' legal and other professional fees is required. The'
Forbearance Agreement provides that Sunbeam will advance to Plaintiffs
"their out-of-pocket expenses, costs and legal fees incurred by them ... in
accordance with and subject to limitations of reasonableness contained in
any employment agreements..., Sunbeam's by-laws, and Delaware law."
Furthermore, this advancement shall be "subject to the receipt by Sunbeam
of an appropriate undertaking by each of the [Plaintiffs] to repay any
amounts so advanced if it shall be ultimately determined that the [Plaintiff]
is not entitled to be indemnified by Sunbeam for such expenses, costs or
4

fees."

Sunbeam believes this language does not require it to make advances
to Plaintiffs for two reasons. First, Sunbeam argues, the language "in
accordance with... Sunbeam's by-laws, and Delaware law," calls into the
analysis the bylaw requirement that the Company "indemnify any person
against any and all judgments, fines, amounts paid in settling or otherwise
disposing of threatened, pending or completed actions, suits or proceedings"
but not against interim expenses incurred in connection therewith.
Therefore, if the Company need not indemnify against expenses, any
advancement is not "in accordance with... Sunbeam's by-laws."
[3-4] But Sunbeam ignores a crucial part of the language in the Forbearance
Agreement As I noted earlier, the Forbearance Agreement states more fully,
"in accordance with and subject to limitations of reasonableness contained
in... Sunbeam's by-laws, and Delaware law." Sunbeam would have me

'Sunbeam also argues that where a bylaw contains an ambiguity, such ambiguity must
be interpreted in favor ofthe statutory discretion that is accorded directors under 8 Del. C. § 145(e).
See Havens v. Attar,Del. Ch., CA. No. 15134, Chandler, V.C. (Jan. 30, 1997), Mem. Op. at 34
("Simply put, a board's decision to accept an undertaking and to advance expenses is left to the
business iudgnent of the board in the absence of a by-law specifically providing for mandatory
advancemen " (emphasis in onfginal));AdvancedMiningSys.,Inc. v. Fricke,Del. Ch., 623 A.2d
82,84 ("1 cannot conclude that the language ofthis by-law, which requires AMS 'to indemnify,' was
intended to deprive the board of its function under Section 145(e) to evaluate the corporation's
interest with respect to advancement of expenses."). But the ambiguity to which Sunbeam refers
is a product of its own hypertecinical reading of § 8.1. The natural and commonsensical reading
I have given the bylaw does not result in ambiguity or internal inconsistency.

'Sunbeam has acknowledged receipt ofan appropriate undertaking by Dunlap and Kerh.
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read this phrase as "(a) in accordance with and (b)subject to limitations of
(c) Sunbeam's by-laws, and Delaware law."
reasonableness contained in ...

But that is not, in my opinion, the most natural way to read these words. I
find that one is less likely to read the phrase that way than to read it as: "(a)
in accordance with and (b) subject to (c) limitations of reasonableness
contained in... (d) Sunbeam's by-laws, and Delaware law." Sunbeam's
reading means that all advancements must be "in accordance with...
Sunbeam's by-laws, and Delaware law," while the latter reading, and the one
I find more credible, means that all advancements must be "in accordance
with... limitations of reasonableness contained in... Sunbeam's by-laws,
and Delaware law." Because I find the latter reading more persuasive.
Sunbeam's argument that advancement is not "in accordance with...
Sunbeam's by-laws" fails.5
Sunbeam's second argument as to why the Forbearance Agreement
does not require it to make advances to Plaintiffs is that the Company
"agrees to advance to [Plaintiffs] their out-of-pocket expenses." (Emphasis
added.) Sunbeam correctly points out that neither Dunlap nor Kersh are
'"out-of-pocket" since they have not yet paid these legal or other professional
fees.6 Because I find that § 8.1 ofthe bylaws requires advancement, I do not
need to consider this argument. As Sunbeam is correct, however, that the
Forbearance Agreement requires that Plaintiffs be out-of-pocket, Dunlap and
Kersh may well want to make payment for the outstanding fees and then
immediately request advancement, under the Forbearance Agreement, so as
to foreclose this contention.
D.

8 Del. C. § 145(c)

At the close of the trial, I raised the question of how 8 Del. C.
§ 145(c) affects the parties' interpretation of the bylaw and the Forbearance
Agreement. Sunbeam contends that if this Court orders the advancement of
legal and professional fees, the result would be the "absurdity" that the
Board would never approve the indemnification ofthese expenses, and since
they are not mandatorily indemnifiable expenses, only (perhaps) mandatorily
advanceable, Dunlap and Kersh would, without a doubt, be required to
repay them to the Company.
[5-6] The first and most obvious answer to Sunbeam's argument is that 8
Del. C. § 145(c) requires indemnification of these fees in the event the
'This is a case where the placement of a comma or two would have made all the
difference inthe world-and would have allowed me to gauge with absolute certainty which ofthese
readings is the correct one.
'Sunbeam has not disputed, however, that Dunlap and Kersh are legally obligated to pay
the incurred fees and expenses.
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officer or director "has been successful on the merits or otherwise in defense
of any action, suit or proceeding." Specifically, the statute provides that
"such person shallbe indemnified against expenses (including attorneys'
fees) actually and reasonably incurred by such person in connection with a
successful defense on the merits."7 Therefore, it does not matter whether
Sunbeam's board votes to disapprove of indemnification against these
expenses-if Dunlap and Kersh prevail "on the merits," indemnification is
automatic.
[7-8] Sunbeam might argue in response, however, that the board will
definitely vote not to indemnift--perhaps even tomorrow, and so it would
be absurd to require advancement today if Dunlap and Kersh must pay it
back immediately. But this cannot be the right answer. The Forbearance
Agreement provides for advancement of fees and expenses, "subject to the
receipt by Sunbeam of an appropriate undertaking... to repay any amounts
so advanced ifit shall be ultimately determined that [Dunlap and Kersh are]
not entitled to be indemnified by Sunbeam for such expenses, costs or fees."
It is clear that Dunlap and Kersh are entitled to indemnification in either of
two circumstances-if Sunbeam's board approves it (which I assume it will
not do, for purposes of argument) or ifthey prevail on the merits. Sunbeam
already has received and accepted "an appropriate undertaking" from Dunlap
and Kersh which states that they will repay the advances if they are not
entitled to indemnification. Assuming then that they have just one
remaining opportunity for indemnification-specifically, prevailing on the
merits-I do not think one reasonably can read the Forbearance Agreement
as giving the Sunbeam board the right to immediately demand repayment of
that advance. If Dunlap and Kersh are entitled to the advancement, and I
have found that they are, then the possibility of prevailing on the merits
combined with the undertaking they have provided leads me to conclude that
a board vote to not indemnify them is not sufficient to "call back" the
advances. Therefore, repayment of the advance would not be required until
after the completion of the lawsuits--and then only if(a) Dunlap and Kersh
do not prevail on the merits, and (b) the Sunbeam board votes not to
authorize indemnification. Any other result, in my opinion, would be
absurd. Finally, in light of the time value of money, a request for
advancement is a quite sensible request for interim financing of litigation
costs; it is not absurd at all.
At trial, Sunbeam relied on the fact that these fees must be reasonably
incurred for mandatory indemnification. I find today (in the next section of

18 Del. C. § 145(c) (emphasis added). Nothing in this decision should be viewed as an
expression of opinion on the plaintiffs' ultimate right to indemnification, including whether

defendanfs obligation to indemnify plaintiffs for fees and expenses is discretionary or mandatory.
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this Opinion) that all fees and expenses through April 30, 1999, that have
been submitted into the record of this case, are reasonable. The
reasonableness of future fees and expenses is an issue for another day.'
E.

Reasonableness of Legal andProfessionalFees

[9]
Having had the chance to review the fee schedules, I find no evidence
that the legal fees are unreasonable9 in the number of hours or the cost per
hour. The liability exposure of Dunlap and Kersh, as well as other Sunbeam
directors and officers, is huge. In litigation of this nature, legal fees are
bound to be high. Although Plaintiffs' counsel may have billed $268,000 for
a joint motion to dismiss and to strike, Defendant has made no specific
showing of why this was unreasonably excessive. I am, by nature, skeptical
about such bills. But I know of no principled method, given the record
before me, by which I could determine that these particular fees were not
reasonably incurred. In fact, based on Plaintiffs' evidence at trial and the
testimony of Donald S. Zakarin of Pryor Cashman, I am satisfied that these
particular fees were reasonable.
Furthermore, I do not agree that Dunlap and Kersh's actions in hiring
PWC to perform forensic accounting on Sunbeam was the equivalent of an
attempt to "prove the Earth is flat." Rather, I find that (a) under one-third of
PWC's time was spent trying to determine whether the 1998 restatement was
necessary, and (b) because Dunlap and Kersh's position in the litigation and
investigations may well be different than that of Sunbeam, it was reasonable
for them to come to their own conclusions about the financial statement
problems that were at the heart of the litigation and investigations."0

'Both sides also made arguments at trial as to the hardship that will visit them if I find
in favor of the other side. Hardship, however, is a not a factor that this Court has typically
considered in determining whether to provide for the advancement of fees, although that does not
foreclose the future possibility of a party making that argument successfully.
9
Any element of reasonability is derived solely from the overall requirement of
reasonableness found in the Delaware General Corporation Law, since Sunbeam's bylaws do not
address reasonableness and the Forbearance Agreement only references reasonableness requirements
contained elsewhere.

"Sunbeam also argues that the hiring of PWC was unreasonable because (a) PWC is
biased as a result of Dunlap's previous hiring of the Coopers accounting firm as a consultant for
Sunbeam, and (b) PWC possesses highly sensitive information concerning Sunbeam as a result of
its work as a consultant. As to the former charge, even if PWC is biased, the very nature of this
litigation, in which Sunbeam has hired two accounting firms to demonstrate that its position is
correct, virtually assures that each side's experts are biased; therefore, no harm will come to
Sunbeam for having to pay these fees that it is contractually obligated to pay. Dunlap and Kersh's

attorneys are also biased, no doubt, for ifthey were not they could not be effective counsel for their
clients, but there is no argument by Sunbeam that this "bias" is grounds for not advancing fees. As
for the second charge, concerning the confidential information, I do not believe that a professional
firm such as PWC, with similar standards and codes of ethics to those in the legal world, would
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As a result, with the exception of the amounts both sides agreed to
delete from the bills (detailed below), I grant advancement of all legal and
professional bills incurred thus far and all that are reasonably incurred during
the balance of the litigation and investigations listed in the Forbearance
Agreement.
F.

"Feesfor Fees"

I deny Plaintiffs' request to be awarded fees for this enforcement
action. While this Court has on occasion awarded "fees for fees,"" I do not
find Sunbeam's actions in disputing this matter to be so egregious or in such
bad faith as to require that special form of discipline. Nothing in Sunbeam's
bylaws, or the Forbearance Agreement, require Sunbeam to pay plaintiffs'
fees in connection with any action to enforce the right to advancement or
indemnification.
III. CONCLUSION
I award Plaintiffs the advancement of fees they seek for existing Pryor
Cashman and other bills in the amount of $1,403,322.21 which I calculate
as $1,410,655.46 through April 30, 1999, less $7,337.25 (the amount the
parties agreed to delete from the bills). Additionally, Plaintiffs are entitled
to advancement on all reasonablelegal and professional bills in the matters
listed in the Forbearance Agreement going forward. I deny, however,
Plaintiffs' request for "fees for fees" relating to the present action.
IT IS SO ORDERED.

betray any such confidences in the interest of helping one long-time client.
"See, e.g., Chamisonv. Healthoust,Inc.-The HospitalCo., Del. Ch., CA. No. 15904,
Chandler, C. (Jan. 12, 1999), Mem. Op. at 30-32.
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INSITUFORM TECHNOLOGIES, INC. v. INSITU, INC.
No. 17,013
Court of Chancery of the State of Delaware,New Castle
April 16, 1999
Revised April 19, 1999
Defendant is a partner with both the plaintiff and the plaintiffs
wholly-owned subsidiary in a Tennessee general partnership. The
defendant seeks a temporary restraining order to prohibit the plaintiff from
denying the general partnership the right to exploit specific technology and
from otherwise interfering with the general partnership's business. The
temporary restraining order is sought until a later determination by the
court of chancery or an arbitrator is made as to whether (1) the plaintiff's
wholly-owned subsidiary had the right to terminate the general partnership
conditionally; and, if so; (2) what effect, if any, such termination had on the
right of the remaining partners of the general partnership to continue the
business and to continue as a licensee of the technology in question.
The court of chancery, per Vice-Chancellor Strine, granted the
defendants motion for a temporary restraining order because (1) the
defendant had a reasonable probability of success of convincing the
arbitrator that the plaintiff broke its fiduciary and contractual obligations;
(2) the defendant had sustained its burden to demonstrate that the general
partnership faced imminent irreparable harm as a result of the plaintiffs
actions; and (3) that the balance of hardships favored the defendant.
1.

Injunction

0

132, 138.15, 138.21, 138.6, 138.9

In examining an application for a temporary restraining order three
factors are critical: (1) the imminence and significance of plaintiffs' claim
of irreparable injury; (2) the probable merits of plaintiffs' claim; and (3)the
risks to defendant in the event a restraining order were issued and it
ultimately were determined that the restraining order was improvidently
issued.
2.

Injunction

'

118(1), 125, 144

In circumstances where the temporary restraining order application
is presented in a clearly emergent context in which the applicant has had
little opportunity to develop evidence in support of its position on the
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merits and the court therefore has an extremely unreliable record from
which to assess the merits, a colorable claim on the merits is sufficient if
the applicant makes a sufficiently strong showing on the other two factors.
3.

Injunction

*:-

125, 138.15, 138.18, 138.21

Where the applicant has had the opportunity to develop evidence and
present a record from which the court may responsibly make a more
informed judgment concerning the merits, the elements of the equitable test
is something akin to the traditional preliminary injunction formulation.
4.

Injunction'

t

141

The decision to delay application for a temporary restraining order
brings with it the cost of being required to make a strong showing on the
merits if plaintiff is to prevail on its motion.
5.

Injunction

C=

112, 113, 141

The relative ease of obtaining a temporary restraining order
compared to a preliminary injunction may tempt applicants to delay their
application invoking the doctrine of laches to properly address such a
tactical delay.
6.

Contracts

Z

143(3), 143.5

Like Delaware law, Tennessee law requires courts to interpret and
enforce contracts as they are written.
7.

, 14, 147(1)

Contracts

A written contract isprimafacie evidence that the contract contains
the true intention of the parties and shall be enforced as written. TENN.
CODEANN. § 47-50-112 (1996).
8.

Contracts

C

143.5, 150, 154

When the language of a contract is, on its face, unambiguous, a
straightforward interpretation of the contract most likely would, upon final
examination of a full record bearing on the intentions of the drafters, be the
correct interpretation.
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143.5, 164, 169

To determine the parties' intent, the court must look to the material
contained in the four comers of the contract itself and give the words and
phrases their ordinary and usual meaning.
10.

Partnership

G=

261, 277

Dissolution of a partnership does not cause the liquidation of the
firm if there is a prior agreement among the partners stating that it does not
do so.
11.

Partnership

= 261

Defendant did not show a reasonable probability of success on the
merits of its claim that the plaintiff did not have the right to terminate the
license agreement when the license agreement seemed to authorize a
scenario in which all partners are allowed to withdrawal at anytime after
120 days without cause.
12.

Contracts

152, 154

It is the courts function to interpret and enforce contracts as written
even though the document may contain terms thought to be harsh or unjust.
13.

Partnership

Q

70

Under Tennessee law, partners owe fiduciary duty to each other.
TENN. CODE ANN.

14.

Partnership

§ 61-1-120 (1989).
0

118,261

Defendant made sufficient showing on the merits that plaintiff
conditionally intended to withdraw and terminate the partnership before its
withdrawal and termination became effective in violation of both its
fiduciary and contractual duties to the defendant.
15.

Injunction

0-=

14

Termination of partnership's rights to the use of pipe technology
threatened irreparable harm which would not be fully remedied by
monetary relief.
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Thomas R. Hunt, Jr., Esquire, S. Mark Hurd, Esquire, of Morris, Nichols,
Arsht & Tunnel, Wilmington, Delaware; Thomas J. Goodwin, Esquire, of
Krugman & Kailes, Saddle Brook, New Jersey, of counsel, for plaintiff.
Donald J. Wolfe, Jr., Esquire, Matthew E. Fischer, Esquire, of Potter
Anderson & Corroon, Wilmington, Delaware; John S. Stump, Esquire, C.
Torrence Armstrong, Esquire, of McGuire, Woods, Battle, & Boothe,
McLean, Virginia, of counsel, for defendants.

STRINE, Vice-Chancellor
Defendant Insitu, Inc. ("Insitu"), with a 42.5% interest, and plaintiff
Insituform Technologies, Inc. ("ITI"), with a 42.5% direct interest and a
15% interest held by its wholly-owned subsidiary Insituform Southwest,
Inc. ("Southwest"), together comprise two of the partners of nominal
defendant Midsouth Partners ("Midsouth" or the "Partnership"). ITI has
caused Southwest, the other partner, conditionally to withdraw and
terminate the Midsouth Partnership agreement effective upon the
occurrence of a condition which may never come to exist. In the wake of
this action taken by its wholly-owned subsidiary, ITI has claimed the right
to deny Midsouth the ability to use the "Insituform®" process upon which
Midsouth's business depends and has begun to compete directly with
Midsouth.
Insitu now seeks a temporary restraining order to prohibit ITI from
denying Midsouth the right to exploit the "Insituform®" Technology and
from otherwise interfering with Midsouth's business until such time as this
court or an arbitrator determines whether: 1) Southwest had the right to
terminate Midsouth conditionally; and, if so; 2) what effect, if any, such
termination had on the right of the remaining partners of Midsouth to
continue the business ind to continue as a licensee of the Insituform®
Technology.
In this opinion, I find that: Insitu has demonstrated a reasonable
probability of success on its claim that ITI has breached its contractual and
fiduciary obligations to Insitu during the time since Southwest gave notice
of its conditional withdrawal and termination and while ITI still remains a
partner; that Insitu and Midsouth face imminent, irreparable injury; and
that the absence of an injunction will injure Insitu and Midsouth far more
than the grant of an injunction will harm IT. As a result, I grant Insitu's
motion but will issue an order in substantially different form than Insitu
seeks.
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I.
A. Midsouth
Midsouth is a Tennessee general partnership formed in 1985 to
obtain and hold a license to use the "Insituform® Process" (hereinafter
referred to as the "Insituform® Technology" or the "Technology"). The
Insituforn® process is used to create "pipes within pipes." It involves
injecting a fiber tube or liner "impregnated" with thermosetting resin
mixture into an existing pipe and hardening it by heat, forming a new rigid
pipe within an existing pipe. Compl. T 2. Midsouth had an exclusive right
to utilize the Insituform® process in Tennessee and in portions of
Kentucky and Mississippi (the "Territory").
Midsouth has three partners. Insitu, a Delaware corporation, owns
42.5%. Insitu is the successor-in-interest of Insituform East, Incorporated
("East"). Compl. T 4.
ITI, a Delaware corporation, also owns 42.5% of Midsouth. ITI
acquired its interest in Midsouth from E-Midsouth, Inc., ITs former
wholly-owned subsidiary, which ITI acquired in 1995. ITI is a
successor-in-interest to its former wholly-owned subsidiary, Insituform
North American Corp. ("INAC").
Southwest owns the remaining 15% of Midsouth. Southwest
acquired its interest in Midsouth from Insituform Mid-south Investments
("Insituform Mid-south"), another former wholly-owned subsidiary of ITI.
B.

The Midsouth License andPartnership Agreements

On December 2, 1985, INAC (ITI's predecessor) and Midsouth
executed a sub-license agreement (the "License Agreement"). The License
Agreement gave Midsouth the exclusive right to use the Insituform®
Technology in the Territory. L.A. § I(A), Schedule A. In exchange, ITI
was to receive a royalty of 8% of the gross contract price of all contracts
performed by Midsouth using the Insituform® Technology. L.A. §§ I(H),
IX. Section XIV(B) of the License Agreement provides that the License
Agreement may be terminated by ITI in certain circumstances. Section
XIV(B) states:

'The License Agreement itself refers to INAC,
sake of relative brevity, I sometimes refer only to ITI.

M's predecessor-in-interest. For the
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By INAC In the event [Midsouth] (I) becomes insolvent or
a petition in bankruptcy is filed by or against [Midsouth] and
not removed within 90 days thereafter, or a receiver is
appointed for [Midsouth]; (ii) fails to pay the minimum
Royalties in accordance with Paragraph IX hereof or other
Royalties hereunder, or fails to provide computations of
Royalties, within fifteen (15) days of when due and such
failure shall continue for a period of fifteen (15) days after
written notice from INAC to [Midsouth]; (iii) fails to pay
when due for other invoiced goods and services, or any other
amounts due INAC for any reason and such failure shall
continue for a period of fifteen (15) days after written notice
from INAC to [Midsouth]; (iv) fails to perform any other
material term or condition of this Agreement and fails to
correct the same within fifteen (15) days after written notice
from INAC to [Midsouth], or if not reasonably capable of
correction within such period, fails to commence such
correction within such period and thereafter diligently
proceeds to make such correction; (v) in the event any Partner
withdraws from or seeks dissolution of [Midsouth]; or (vi) in
the event [Midsouth]'s net worth falls below $500,000 then in
any such event, INAC may declare this Agreement terminated
immediately upon written notice to [Midsouth]. Such
termination shall not limit or affect any other right or remedy
of INAC, including me right to damages resulting from
[Midsouth]'s breach.
L.A. § XIV(B). The License Agreement is governed by Tennessee law.
L.A. § XXI.
The same day the Midsouth Partnership was created via a partnership
agreement (the "December 2, 1985 Partnership Agreement"). INAC was
not a signatory to that Agreement. Rather, the only signatories were East
(Insitu's predecessor), Insituform Mid-south (Southwestes predecessor), and
Insituform Southeast, Inc. (the ultimate predecessor of ITI's 42.5%
interest).
A mere twenty-one days later, the predecessors-in-interest of the
Midsouth partners executed yet another formal partnership agreement (the
"Partnership Agreement"). That Agreement "superceded" the December 2,
1985 Partnership Agreement. P.A. § 18. Section 15 of the December 23,
1985 Partnership Agreement addresses the issues of "termination" and
"dissolution" of Midsouth. It states in pertinent part:
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Termination: -Dissolution.
a.
This Partnership may be terminated at any time by any
partner upon notice in writing delivered to the other partners
personally, or by certified mail, return receipt requested, to
take effect not earlier than 120 calendar days after the date the
notice is sent.
b.
Upon the occurrence of any event of default as defined
above, or on the violation of any of the provisions of this
agreement by any partner, any partner not so violating the
agreement, or its legal representatives, may, at its or their
option, terminate and dissolve the Partnership immediately by
giving a written notice of this intention to the other partner.
The Partnership shall be terminated and dissolved at the dates
specified in the notice. The notice may be given and served
either by personal delivery to the partners to whom it is
addressed, or by certified mail, return receipt requested, to the
partner's last known regular place of business.
c.
(1) In the event of the dissolution of the Partnership,
upon the events described in paragraphs a and b above
(hereinafter referred to as "events of termination"), the
management committee, as reconstituted pursuant to the
provisions of Section 13 above, shall have the right to wind
up the Partnership business and to dispose of or liquidate the
Partnership's assets.
(2)

[omitted]

(3)

[omitted]

(4) Upon any such dissolution, however, the
non-defaulting partner or partners desiring to
continue the partnership business shall have the
right to do so in the firm name, upon the
payment in cash to the withdrawing or
defaulting partner of the respective value of its
partnership accounts, such payment, net of costs
and expenses of enforcing a defaulting partner's
obligations and damages incurred by reason of
default, to be made within 30 days after the date
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of dissolution. For this purpose, the value of a
withdrawing or defaulting partner's partnership
account shall be determined by the accountant
then servicing the partnership as of the date of
dissolution, in accordance with book values. No
value shall be placed upon trade name, goodwill,
customer lists or similar intangible assets.
(5)

[omitted] ...

P.A. § 15 (emphasis in original). Like the License Agreement, the
Partnership Agreement is governed by Tennessee law. P.A. § 17. But
unlike the License Agreement, INAC was not a signatory to the Partnership
Agreement.
C. ITI Changes Strategy
ITI owns and has world-wide rights to the Insituform® Technology.
Compl. 2. Before the early 1990's, IT's strategy had been to exploit the
value of the Insituform® Technology by executing sub-license agreements
with other entities who obtained the right to exploit the Technology in
particular regions.
In the early 1990's, ITI changed strategic direction and determined
that it would be more profitable to exploit the Technology itself as a
vertically integrated business. Hartman Aff. Ex. 3A. To accomplish this
result, IT needed to acquire its independent licensees. Therefore, ITI has
acquired majority control of all but three of the Insituform®licensees since
1991.
D. ITI Obtains A Maiority Interest In Midsouth
In 1995, ITI acquired E-Midsouth as a small part of a much larger
transaction by which IT acquired E-Midsouth's ultimate parent,Insituform
Mid-America, Inc. As a result of ITT's acquisition of Mid-America and its
assets, ITT thereby obtained E-Midsouth's 42.5% interest in Midsouth.
Since ITI already owned 15% of Midsouth at that time through Southwest,
it putatively obtained majority control of Midsouth.
ITI's predecessor-in-interest, E-Midsouth, however, had neglected
to obtain the consent of its other Midsouth partner, Insitu, before being
acquired by ITI. P.A. 12. Insitu invoked the Midsouth Partnership
Agreement's arbitration clause to contest ITT's right to control Midsouth.
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Insitu's action did not endear it to ITI. During the period leading up
to the arbitration, ITI threatened to terminate the Midsouth Partnership and
to terminate Midsouth's license to exploit the Insituform® Technology if
Insitu managed, through the arbitration or other means, "to achieve
management control" of Midsouth. Hartman Aff. Ex. 3B.
The arbitrator ruled against ITI's predecessor-in-interest,
E-Midsouth, finding that the Partnership Agreement required Insitu's
consent before ITI could acquire E-Midsouth. Therefore, the arbitrator
declared that ITI's predecessor-in-interest, E-Midsouth, was a defaulting
party under the Partnership Agreement and ordered that Insitu could add an
additional representative to Midsouth's management committee. Hartman
Aff. Ex. 2. The arbitrator also found that Southwest's predecessor-ininterest was not in default of the Partnership Agreement. Id.
The arbitrator's order had the functional effect of ensuring Insitu's
continued control of Midsouth. For whatever reason, ITI did not act on its
prior threats and Midsouth continued to operate until this calendar year
under the management control of Insitu.
E. Midsouth's Performance Lags
During the period since that arbitration, Midsouth's financial
performance has been rather poor. During calendar years 1997 and 1998,
for example, Midsouth apparently suffered total losses of $1,644,000.
Compl. 91
9. This contrasts with prior periods of sustained profitability.
It is fair to say that ITI and Insitu disagree about the cause of the
decline in Midsouth's earnings. The record makes clear, however, that ITI
believes that much of the problem was caused by poor managerial
decisions by Insitu. See, e.g., Hartman Aff. Exs. 5, 16A, 16D.
F. ITI Offers To Buy Out Insitu
On February 16, 1999, ITI renewed its efforts to gain control of
Midsouth. That day, ITI offered to buy Insitu's parent corporation,
Insituform East, for $2.50 a share. Hartman Aff. Ex. 4. According to the
letter making the offer, the price represented a 150% premium over the
current market price of Easfs stock. ITI said it was "prepared and desirous
of entering into immediate discussions with [East] to proceed with
negotiation and investigations leading to the execution of a definitive
all-cash-merger agreement on an expeditious basis." Id.
On March 2, 1999, ITI reiterated its offer and expressed concern at
Easfs failure to respond. In addition, ITI stated its dissatisfaction with the
performance of Midsouth under Insitu's leadership and indicated that it saw
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"no realistic prospect of improvement" for Midsouth under Insitu's
leadership. Hartman Aff. Ex. 5. If East turned down the acquisition offer
or otherwise did not respond by March 10, 1999, ITI indicated that it would
"proceed on a course designed to protect [ITI's] shareholder's [sic] value by
whatever means it deem[ed] appropriate." Id
All of these communications were publicly disclosed by ITI via press
releases and Securities and Exchange Commission filings.
G. IT[ Attempts To Terminate Midsouth And The License Agreement
On March 10, 1999, ITI concluded that Insitu had not responded in
a substantive manner and withdrew its acquisition offer.
The next day ITTs wholly-owned subsidiary Southwest notified
Insitu that:
In accordance with Section 15 (a) of the Partnership
Agreement, [Southwest] hereby terminates the Partnership
Agreement effective, the later of(x) the 120 days after the
date hereof, or (y) the date on which the Chancery Court of
Delaware has issued a declaration confirming that [ITI] is
within its rights to terminate the Sub-License Agreement
dated December 2, 1985 with the Partnership.
Hartman Aff. Ex. 7 (emphasis added). Southwest's termination letter was
signed by Robert E. Kelley, who serves as ITI's General Counsel. ITI had
Southwest send the withdrawal letter because Southwest, unlike ITI, was
not in default of the Partnership Agreement. 1TM itself did not send a
withdrawal letter.
On the same day, ITI sent Midsouth a letter purporting to terminate
"immediately" the License Agreement on the ground that Southwest was
"terminating the Partnership." Compl. Ex. C. In particular, the letter
demanded that Midsouth cease any use of the Insituforms Technology. Id
Then, ITI filed a complaint in this court seeking a declaratory judgment
that it "is within its rights to terminate the License Agreement upon
termination of Midsouth, or in the event of any partner seeking to dissolve
Midsouth, in each case in accordance with the terms of the License
Agreement." Compl. 19.
By another letter that day to Midsouth, IT enclosed a copy of the
complaint in this action and advised Midsouth that during the pendency of
this action and:
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[E]ffective immediately, [ITI] intends to enter the Territory
[defined in the License Agreement], either in its own name or
through other means during the pendency of the Proceedings,
to bid upon and undertake projects for Insituform Process
work. Until resolution of the Proceedings, [ITI] intends to
deposit 42.5% of the net profits arising from work undertaken
by or on behalf of [ITI] in the Territory into an
interest-bearing account ....
Hurd Aft. Ex. 2.
H. ITI Publicizes Its Actions And Undertakes To Comp-ete
With Midsouth
Insitu replied to ITI on March 17, 1999. In that communication,
Insitu took the position that ITI had not properly terminated the License
Agreement or the Partnership and that its actions in purporting to do so
constituted breaches of those Agreements and of ITI's fiduciary obligations
to its Midsouth partners.
That same day, ITI reiterated to Midsouth that MTI intended to bid on
projects "within Midsouth's former licensed territory." Hartman Aff. Ex.
1 A. In the letter, ITI claimed that its purported termination of the License
Agreement had ended Midsouth's right to bid on new projects using the
Insituform® Technology. Id. ITI indicated its willingness to "consider"
issuing Midsouth a "limited, temporary and non-exclusive license" so as to
permit Midsouth to finish certain pending projects. Id. Thereafter, ITI
issued a press release containing the text of its letter to Midsouth.
IIn the wake of these communications, Insitu again stated its position
that the License Agreement remained in full force and effect and that ITI
was in breach of its contractual and fiduciary obligations to its Midsouth
partners. Hurd Aff. Ex. 4. "Since [in its view].the License ha[d] not been
terminated," Insitu said "there is no need for a temporary license" and that
Midsouth would continue to bid projects using the Insituform®
Technology. Id. Insitu called upon ITI to refrain from competing with
Midsouth in its Territory and indicated that it would seek to enforce its
rights under the Agreements. Id. On April 1, 1999, Insitu invoked the
arbitration clause of the Partnership Agreement by filing a claim with the
American Arbitration Association and giving notice to ITI and Southwest.
Hurd Aff. Ex. 6.
Insitu's warnings and demand for arbitration were unavailing.
During March and early April, ITI:
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"

bid on projects in direct competition with Midsouth,
Slusher Aff.
2-3, Erikson Aff. 1-6, and told
Midsouth that IT had "pulled" Midsouth's license and
would be bidding projects directly, Matill Aff. 2;

*

informed Midsouth's creditors that ITI would not
permit "any further future use of its credit on behalf of
Midsouth," Hartman Aff. Ex. 1OA;

"

refused Midsouth's request to bid certain projects on
which, pursuant to the Partnership Agreement,
Midsouth could not bid without ITI's consent, Hartman
Aff. Ex. 13; and

*

denied Midsouth technical assistance pursuant to the
License Agreement, Mattil Aff. 5.

On April 8, 1999, for example, ITI outbid Midsouth to win a project for the
City of Cookeville, Tennessee. Slusher Aff. 1. Absent the ITI bid, it is
likely that Midsouth, the second lowest bidder, would have been awarded
the contract. Id. 3.
II. Legal Analysis
[1] In examining an application for a temporary restraining order three
factors are critical: "the imminence and significance of plaintiffs['] claim
of irreparable injury; the probable merits of plaintiffs[] claim; and the risks
to defendant in the event a restraining order were issued and it ultimately
were determined that the restraining order was improvidently issued."
Newman v. Warren, Del. Ch., 684 A.2d 1239, 1244 (1996).
[2-3] In circumstances where the TRO application is presented in a clearly
emergent context in which the applicant has had little opportunity to
develop evidence in support of its position on the merits and the court
therefore has an extremely unreliable record from which to assess the
merits, a "colorable claim" on the merits is sufficient if the applicant
makes a sufficiently strong showing on the other two factors. See, e.g.,
Cottle v,.
Carr,Del. Ch., C.A. No. 9612, 1988 WL 10415, at *3, Allen, C.
(Feb. 9, 1988). Where, however, the applicant has had the opportunity to
develop evidence and present a record from which the court may
"responsibly make a more informed judgment concerning the merits," this
court "has stated the elements of the equitable test is something akin to the
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traditional preliminary injunction formulation." Newman, 684 A.2d at
1244.
[4-5] In this case, the more traditional preliminary injunction standard
requiring a "reasonable probability of success on the merits," Hecco
Ventures v. Sea-Land Corp., Del. Ch., C.A. No. 8486, 1986 WL 5840, at
*3,Jacobs, V.C., (May 19, 1986), is the more appropriate. Insitu has been
aware of ITI's position on the merits since March 11; has known of ITI's
view that Midsouth was prohibited from using the Technology on new
projects at latest as of March 17, 1999, Hartman Aff. Ex. 11A; has already

answered the complaint; was involved in the negotiation of the contracts
at issue and controls evidence bearing on their meaning; and has presented
affidavits and documentary evidence in support of its motion. Although I
do not believe that Insitu unreasonably delayed seeking relief from this
court so as to disqualify it from obtaining relief,2 I do believe its decision
to delay application brings with it the cost of being required to make a
strong showing on the merits if it is to prevail on this motion. Cf Cottle,
1988 WL 10415, at *6 n.5 (indicating that the relative ease of obtaining a
TRO compared to a preliminary injunction may tempt applicants to delay
their application and that the doctrine of laches is properly invoked to
address such tactical delay).
With that in mind, I turn to the merits.
A. The Merits of The Parties'_Claims
In examining the merits, I believe it is analytically important to
acknowledge that ITI's duties and rights at any time depend in large
'Inso concluding, I have considered and rejected M's argument that Insitu so
unreasonably delayed its application as to disqualify it from eligibility for any injunctive relief
at all. Insitu moved for a TRO within one month of the March 11 termination letters it received
from IM1 and Southwest. During that period, a great deal of back and forth ensued between the
parties to clarify their respective positions. Upon definitively learning that M intended to deny
Midsouth the right to use the Technology and that IM"was actively competing with Midsouth,
Insitu moved diligently to bring this motion before me. In so finding, I note that M's complaint
in this court and its communications to Insitu regarding the effect of Southwest's withdrawal
from the Partnership may have contributed to some confusion on Insitu's part. The complaint,
for example, can be read as implying that MTI
did not intend to actually terminate the License
Agreement until this court declared that it had the right to do so. The reason for this is that
Southwest's termination of the Partnership was made "effective immediately upon the later of
120 calendar days from the date of such notice or upon issuance of a ruling from this Court
declaring that, upon termination of Midsouth, [1] has the right to terminate the License
Agreement as a consequence of [the] termination of Midsouth or, alternatively, of the attempt
by apartner to dissolve Midsouth." Compl. 15. Although other communications from TI to
Insitu make clear that ITI was treating the License Agreement as having been terminated as of
March 11, I think Insitu was justified in being somewhat confused by ITI's approach.
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measure on whether it is a partner in Midsouth. That is, the long-term right
of ITI to terminate the License Agreement and withdraw from the
Partnership Agreement may be different from its right to exploit the
Insituform® Technology in the Territory during such time as ITI remains
a partner in Midsouth.
Hence, I examine first whether Insitu has a reasonable probability of
success on its contention that ITI was not free to terminate the License
Agreement by causing Southwest to withdraw conditionally from
Midsouth. Then I examine whether Insitu has a reasonable probability of
success on its claim that ITI cannot exploit the Insituform® Technology in
the Territory while it remains a partner.
1. IT's Right to Terminate The License Agreement And To Cause
Southwest To Withdraw
[6-7] Both the License Agreement and the Partnership Agreement are
governed by Tennessee law. Like Delaware law, Tennessee law requires
that a court "interpret and enforce contracts as they are written ....
" Petty
v. Sloan, Tenn. Supr., 277 S.W.2d 355, 359 (1955). The Tennessee Code
provides that a written contract is '"primafacieevidence that the contract
contains the true intention of the parties, and shall be enforced as written."
Tenn. Code Ann. § 47-50-112.
ITI takes the position that the License Agreement is absolutely clear
that if "any Partner" of Midsouth - - including ITI and its wholly-owned
subsidiary Southwest - - "seeks dissolution of [Midsouth]," then ITI has the
right to declare the License Agreement "terminated immediately." L.A.
§ XIV(B). Since Southwest is a "Partner" and sought, albeit conditionally
on terms favorable to itself, "dissolution" of Midsouth on March 11, then
ITI, it contends, was within its rights to terminate immediately the License
Agreement.
[8] After a careful consideration of the limited record before me, I
believe that such a straightforward interpretation of the License Agreement
most likely would, upon final examination of a full record bearing on the
intentions of the drafters of the two Agreements, be found to be the correct
3
one.

3

1n addressing the merits, I have treated the conditional termination of the Partnership
by Southwest as if it was caused by ITI and no differently than if it was done by ITI itself.

Southwest is a wholly-owned subsidiary of TI and it is apparent from the documentary evidence
submitted to me that it was executing a strategy determined by IT when it sought conditionally

to withdraw and terminate the Partnership.
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[9]
There are several reasons for this conclusion. The most important
is that the language of the License Agreement is, on its face, unambiguous.
Read plainly, §XIV(B) clearly gives ITI the right to terminate the License
Agreement when "any Partner... seeks dissolution of [Midsouth]." Insitu
would have me read § XIV(B) as if it is written "when any Partner not
owned or controlledby I... seeks dissolution of [Midsouth]." Such a
reading is not consistent with the terms of the contract. Lunn Real Estate
Invs., Inc v. Boiler Supply Co., Inc., Tenn. Ct. App., 1998 WL 221112, at
*4 (1998) (to determine parties' intent the court must look to the "material
contained in the four comers of the document itself' and give the words and
phrases their ordinary and usual meaning).
Furthermore, reading §XIV(B) as permitting ITI to withdraw from
the License Agreement at its election by causing its corporate affiliate
which is a partner in Midsouth to withdraw does not create a gross
imbalance in the relationship between ITI and Midsouth. Under § XIV(A),
Midsouth had the right to rescind the license agreement at any time,
provided that such termination would not be effective for two calendar
quarters.
Insitu urges me to eschew a plain reading of the License Agreement
on the grounds that the License Agreement must be read in concert with the
later executed Partnership Agreement. In particular, Insitu argues that four
provisions of the Partnership Agreement must color any reading of
§XIV(B) of the License Agreement.
The first such provision is § 18 of the Partnership Agreement which
provides that:
Entire Ageement. Except to the extent specifically provided
herein, this Agreement shall completely and fully supercede
all other prior agreements, both written and oral, by and
between, [Insitu's predecessor East], [Southwests predecessor
Insituform Midsouth Investments] and ITI's predecessor
INAC] relating to the Partnership or the business and affairs
of the Partnership. The parties to this Agreement shall
hereafter have no rights under such prior agreements but shall
look solely to this agreement for definitions and termination
of all their respective rights, liabilities and responsibilities
relating to the Partnership and the affairs and business of the
Partnership.
P.A. § 18. Insitu contends that this provision of the Partnership Agreement
somehow modifies the License Agreement. I do not understand how that
can be so. To the extent that Insitu contends that § 18 should be read as
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"superceding" the License Agreement, then that Agreement was superceded
over a decade ago. Yet, the parties to the License Agreement have been
operating under it during that entire period as if it was in full force and
effect and, indeed, Insitu insists that the License Agreement is still
operative. Section 18 is more easily read as a typical integration clause that
extinguishes any rights the Midsouth partners claimed under the previous
December 2, 1985 agreement governing the Partnership. Furthermore, had
the Partnership Agreement been intended to revoke or modify the License
Agreement entered into twenty-one days prior (on the same day the
December 2, 1985 Partnership Agreement was executed), one would expect
that the Partnership Agreement would explicitly state that it had that effect
and that INAC, the party with which Midsouth signed the License
Agreement, would have executed the Partnership Agreement (or at least the
part thereof modifying or superceding the License Agreement).
Insitu also argues that §§ 1, 12, and 15(c)(4) of the Partnership
Agreement modify ITI's right to terminate the License Agreement. Section
1 of the Partnership Agreement sets forth the purpose of the Partnership:
[Midsouth] shall be established to obtain and hold a license
for the use of the Insituform Process in the [Territory] to
perform underground pipe rehabilitation services for the
public for profit.
P.A. § 1. Section 12 of the Partnership Agreement bars any of the partners
from doing "any act detrimental to the best interests of the Partnership, or
which would make it impossible to carry on the ordinary business of the
Partnership, without the written consent of all partners." P.A. § 12. Since
Midsouth was formed for the exclusive purpose of operating as an
Insituform® licensee in the Territory, Insitu claims that § 12 is best read as
prohibiting a Midsouth partner from doing any act whatsoever "which
would make it impossible" for Midsouth to carry on its business as an
Insituform® licensee in the Territory.
Insitu also argues that the single-purpose nature of Midsouth must
guide interpretation of § 15(c)(4) of the Partnership Agreement. That
subsection gives, in the event a partner has sought dissolution, any
"partners desiring to continue the partnership business" the "right to do so
in the firm name" by paying the exiting partners the value of their
partnership interests in accordance with the provisions of the subsection.
P.A. § 15(c)(4).
Taken together, Insitu contends that §§ 1, 12, and 15(c)(4) preclude
ITM from exercising its otherwise plain right under the License Agreement
to terminate that contract if "any Partner" of Midsouth seeks dissolution.
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The Insitu argument has a certain first-blush appeal because termination of
the License Agreement does literally "make it impossible" for Midsouth to
carry on its business - - which requires it to hold an Insituform@ license.
The termination of the License Agreement also makes it impossible as a
practical matter for the non-withdrawing Midsouth partners to carry on the
business of Midsouth Insituform" in the firm name. Thus, Insitu claims
that ITI has breached §§ 12 and 15(c)(4) of the Partnership Agreement by
terminating the License Agreement.
Upon closer inspection, this argument begins to lose much of its
appeal. The Partnership Agreement gives any of the partners, not just ITI
and Southwest, the right to withdraw "atanytime" after 120 days without
cause. P.A. § 15(a) (emphasis in original). Insitu in essence asks that this
right be read as not applying to ITT to the extent that by so withdrawing (or
causing one of its affiliates to withdraw), that withdrawal triggers the
termination clause of the License Agreement. That is, Insitu asks that the
withdrawal provision of the Partnership Agreement be read as allowing any
partner other than ITI to walk away "at any time" after 120 days without
restriction, but as imposing a continued obligation on IT to continue to
license the Technology to the Partnership if it, or a partner affiliated with
it, walks away.
It seems improbable that ITT's predecessor INAC -would have put
itself in such a vulnerable position. If such were the intention of the
drafters, I would think they would have stated so explicitly. I believe that
is especially so since the Partnership Agreement was not signed by INAC.
It is difficult for me to conceive that the Partnership Agreement was
intended, sub silentio,to diminish in a substantial manner the termination
rights of INAC under the separate License Agreement.
Similarly, I find it extremely doubtful that § 12 was intended to
apply to a partner which simply exercises its right to withdraw in
accordance with § 15 of the Partnership Agreement. Such a reading of§ 12
would create a litigable issue any time a partner with particular expertise
or capabilities walked away since such a walk away could be construed as
"detrimental to the best interests of the Partnership."4
4

lnsitu also suggests that M's termination of the License Agreement constitutes a
breach of its fiduciary duties to its Midsouth partners. Although Tennessee law recognizes that
partners owe each other fiduciary duties, Am. Center-NashvilleLtd. v. Smith, Tenn. Ct App.,
1992 WL 361352, at *7(1992) ("Partners owe a fiduciary duty to each other in all matters
relating to the partnership."), I find it unlikely that Insitu will prevail in arbitration on this
particular fiduciary duty claim in the event that it fails on its contractual claim. The Partnership
Agreement clearly gave M and Southwest the right to withdraw after 120 days' notice. To the
extent that such a withdrawal is violative of Insitu's rights, it seems likely that the arbitrator will
have to examine whether the particular nature and timing of Southwest's conditional withdrawal
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[10] Finally, it is unlikely that § 15(c)(4) was intended to have the
substantive significance Insitu attaches to it. Rather than creating an
affirmative right of any partner of Midsouth to continue to operate the
business as an Insituform® licensee regardless of ITI's desires, § 15(c)(4)
is better read as a standard form clause of a general partnership agreement
that enables a surviving partner to continue the business without filing for
a new business license, obtaining a new tax identification number, staking
a new claim to the firm's name, and doing all the other ministerial work
required to begin a new venture. 59A Am. Jur. 2d Partnership § 892
(1987) ("Dissolution of a partnership does not cause the liquidation of the
firm if there is an agreement among the partners stating that it does not do
so . . ."); 4/15/99 Wolfe Ltr. Ex. B; see also L.A. § XIV(C) (upon
termination of License Agreement, Midsouth has sixty days to drop the
"Insituform" part of its name). Absent the inclusion of § 15(c)(4) in the
Partnership Agreement, the remaining partners would have to start the
business from scratch. Had § 15(c)(4) been intended to modify INAC's
termination rights under the License Agreement, I believe that the drafters
would have so stated and that INAC would have executed the Partnership
Agreement.
[11] Thus, I conclude that Insitu has not shown a reasonable probability
of success on the merits of its claim that ITI did not have the right to
terminate ihe License Agreement. In so finding, I am not insensitive to the
fact that this reading of the License Agreement - - that ITI is essentially
free to terminate the License Agreement once it "seeks dissolution" of
Midsouth upon concluding it can thereafter make more money by
exploiting the Technology in the Territory itself- - can be seen as tolerating
harsh results.
Yet, the License Agreement and the Partnership Agreement appear
to authorize just such a scenario. Those Agreements also gave the other
Midsouth partners the right to walk away from those Agreements in two
calendar quarters and 120 days, respectively, at any time if they wished to
this year constituted a breach of the Agreement's implied covenant of good faith and fair dealing.
L.I.C. Corp. v. Baskin-Robbins Ice Cream Co., Tenn. Ct. App., 1993 WL 2796. at *2 (1993)
(implied covenant of good faith and fair dealing is to be read into all contracts). If the
withdrawal did not violate an express term of the contract and the implied covenant did not
prohibit the withdrawal, there seems little room left for analysis of the withdrawal under
fiduciary principles. See Am. Center-Nashville Ltd, 1992 WL 361352, at *7 (where a
sophisticated limited partner knowingly entered into contracts with general partners and the
general partners subsequently took action to the detriment ofthe limited partner in accordance
with those contracts, the limited partner could not state a claim for breach of fiduciary duty). In
so finding, I expressly limit myself to commenting on IT's simple right to terminate, not its
conduct during the period before which Southwest's conditional withdrawal and termination of
the Partnership becomes effective, which I discuss infra.
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abandon the enterprise and thereafter start a new business in the pipe repair
field using a different technology.
[12] The Agreements were drafted by sophisticated parties with the
capacity to negotiate contracts to protect their rights. According to one of
the officers of Insitu's parent, East, who was involved in negotiating the
Agreements, § XIV(B) of the License Agreement is a "kick-out clause,
basically meaning that.., if [ITI] withdraws, there's no license anymore."
Hurd Aff. Ex. 7. Based on the record before me, it appears likely that the
Midsouth partners chose to deal with IT on that basis and.to take the risk
that ITI would someday walk away and exploit the Technology on its own.'
Petty,277 S.W.2d at 359 (The court must "interpret and enforce contracts
as they are written, not withstanding they may contain terms which may be

thought harsh and unjust.").
Thus, Insitu has not made a sufficient showing on the merits
regarding this aspect of its claim to justify this court's use of its injunctive
powers over ITI in the time period before the arbitration can be held. No
has Insitu convinced me that the question of whether IT had the right to
terminate the License Agreement is likely arbitrable. Insitu claims that
under the arbitration clause of the Partnership Agreement the License
Agreement termination dispute raises a "question arisihg out of or relating
to [the] Partnership Agreement or the breach thereof." P.A. § 14(a). There
is a fundamental problem with this argument. The License Agreement does
not contain an arbitration clause. INAC signed the License Agreement. It
did not sign the Partnership Agreement.6 For purposes of disputes arising
under the License Agreement, ITI stands in the shoes of INAC, its
predecessor. Given these circumstances, I see little likelihood that upon a
final determination of arbitrability I will conclude that INAC sub silentio
agreed that disputes arising under the License Agreement would be
resolved pursuant to the dispute resolution clause of an Agreement, the
Partnership Agreement, it did not execute.7
'In so concluding, I have considered Insitu's argument that rn's "default" in coming
into E-Midsouth's 42.5% interest in Midsouth as part of a much larger transaction disables it
from withdrawing or causing Southwest to withdraw. Although ITs default position gave Insitu
the right to control Midsouth and certain other options, see P.A. § 13(b), I do not think that
position rendered I perpetual partners of Midsouth. Nor does the lawyer for East who helped
draft the Partnership Agreement Hurd Aff. Ex. 7 at 71-74.
40r the earlier December 2, 1985 Partnership Agreement executed the same day as the
License Agreement.
7MI has moved for summary judgment on the claims asserted in its complaint. At this
time, I am not convinced that the record is adequate to rule on that motion, nor am I persuaded
that the arbitrator's ruling on Insitu's claim has no bearing on ITs right to terminate. In the latter
respect, I refer to the possibility that the arbitrator might find that M acted wrongfully in
causing Southwest conditionally to terminate the Partnership, IT has not convinced me that in
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2. ITI's Right To Exploit The Insituform® Technology In The
Territory While It Is Still a Partner in Midsouth
Although I find that Insitu has not made a sufficient showing on the
merits regarding ITI's right in the long-term to terminate the License
Agreement and to withdraw from Midsouth, I believe there is more merit
to Insitu's contention that the Partnership Agreement's provisions place
limits on IT's activities during the period after Southwest gave notice that
it conditionally intended to withdraw and terminate the Partnership and
before its withdrawal and termination become effective.
In this case, Southwest does not seek to terminate Midsouth until the
later of 120 days from March 11, 1999 or the date of a favorable ruling on
ITI's complaint by this court - - the latter condition being one which may

never occur. Southwest's withdrawal can only be read as not yet effective,
as expressly conditional, and as equivocal. That is because by its own
(rather awkward) terms Southwest's act of withdrawal and the subsequent
termination will not occur at all if this action is resolved in Insitu's favor.
See ITT Br. at 1-2 (confirming that Southwest's withdrawal is conditional
on a prior ruling by this court in favor of ITI). Thus, Southwest has
reserved to itself the right to continue as a partner if I rule for Insitu. For
its part, IT has taken no formal action under the Partnership Agreement to
withdraw.
The Partnership Agreement expressly precludes a partner in ITI or
Southwesfs position from terminating the Partnership on less than 120 days
notice. P.A. § 15(a). The only circumstance in which an earlier
termination can occur is if a non-defaulting partner seeks immediate
termination upon default or breach of the Partnership Agreement by
another partner. P.A. § 15(b). The differences between § 15(a) and § 15(b)
of the Partnership Agreement suggest to me that the partners bargained that
their fiduciary and contractual obligations to one another could not be
terminated without cause immediately.' Rather, such relations would
those circumstances the finding of the arbitrator that M wrongfully caused the occurrence of
the condition in § XIV(B)(v) triggering its right to terminate the License Agreement would not
bear importantly on the resolution of its claim in this court. As such, I deny IT's motion.
'An unequivocal withdrawal by a partner in a partnership without an agreement
prohibiting immediate dissolution might well free that withdrawing partner to compete with the
partnership for new business so long as the withdrawing partner does not usurp for itself
opportunities properly belonging to the partnership. 78 CJ.S. Partnership§ 322(b) (1998). In
this case, however, Southwest and M have hedged their bets and have not unequivocally
withdrawn, but rather have reserved their rights to continue as partners. Coupled with the
express terms of the Partnership Agreement prohibiting termination except upon 120 days prior
notice, 68 CJ.S. Partnership, §§ 304(c), 305 (1998) (provisions in the partnership agreement take

precedence over the statute and may specify when dissolution shall become effective upon a
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persist for at least 120 days after notice. I do not believe that this timing
restriction can be read as toothless in the context of the relations at stake.
It is clear from both the Partnership Agreement and the License Agreement
that timing issues of this sort which could affect the competitive positions
of the contracting parties were critical. In the License Agreement, for
example, INAC bargained for the right to be able to terminate that
Agreement immediately if a triggering condition in §XIV(B) existed. Yet,
INAC bargained to obtain two calendar quarters before Midsouth could
terminate the License Agreement and cease meeting its contractual
obligations thereunder. L.A. § XIV(A). As between themselves, the
Midsouth partners appear to have bargained for a 120 day notice period
before which a partner could not, except in cases where the other partners
were in breach or default, terminate the business.'
Given that it appears that this notice period was intended to have
substantive effect, I find it quite troubling that Southwest and ITI have
conditioned their withdrawal on a ruling by this court in their favor and
have reserved the right to continue as partners in Midsouth. In these
circumstances, it is difficult for me to conceive of how ITI and Southwest
can disclaim their fiduciary and contractual responsibilities as partners in
Midsouth.
[13] Thus, I believe it is likely that the arbitrator will find that IT
remains a fiduciary of its fellow partners and bound by § 12 of the
Partnership Agreement. Tenn. Code Ann. § 61-1-120 (partners owe
fiduciary duties to each other). While I cannot find on this record that ITI's
fiduciary duties and § 12 prevent it from terminating the License
Agreement during such period, there is a difference between ITIs
contractual rights as a licensor and its duties as partner of Insitu. ITI's
right to terminate the License Agreement and its right to exploit the
Insituform® Technology in the Territory for its exclusive benefit during
such time as it remains a partner in Midsouth are distinct, not identical.
As long as ITI is a partner in Midsouth, its obligations to its fellow
partners are meaningful and substantial. For example, ITI has a duty under

partner's withdrawal), Southwest's and IT's conduct seems unlikely to be found sufficient to
have freed them to compete with Midsouth yet.
9
Perhaps due to the necessary haste of briefing and the lack of clarity of the
Partnership Agreement, the parties have not shed much light on the usage of the terms
"termination" and "dissolution" in § 15 of the Partnership Agreement. These terms appear to be
used rather erratically, adding to the difficulty of discerning the drafters' intentions. However,
under partnership law "dissolution" typically does not end the partnership. 68 CJ.S. Partnership
§ 302 (1998). Rather, the termination of a partnership is a three-step process: dissolution,
winding up, and then termination. Id Here, Southwest seeks to withdraw and begin this process
only if it wins this litigation.
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the Partnership Agreement to assist the Partnership in "fully complet[ing]
and perform[ing]" all contracts and obligations "outstanding and
unperformed... for the advantage and profit of... the Partnership." P.A.
§ 15(d)(2). Although this provision cannot be read as requiring Inl to
continue the License Agreement on an exclusive basis, it does create an
obligation on ITI's part to ensure that Midsouth can complete its contracts.
Yet, it appears that ITI has haggled with the Partnership even over its right
to complete existing work. Hartman Aff. Ex. lIA (ITI will "consider"
granting the Partnership a "limited, temporary and non-exclusive license"
to permit Midsouth to finish existing contracts). ITI's grudging and
stand-offish approach to the completion of existing Partnership contracts
seems likely to be found to be inconsistent with § 12 of the Partnership
Agreement and with its fiduciary duties.
Similarly, ITTs quick-strike invasion of Midsouth's Territory, in the
wake of East's refusal to accept IT's acquisition proposal, is likely to be
found inconsistent with § 12 of the Partnership Agreement and with ITI's
fiduciary duties. It is true that the Partnership Agreement does not contain
a provision prohibiting a partner who withdraws from competing with the
Partnership after withdrawal. Yet, it is difficult to read § 12 of the
Partnership as permitting a withdrawing partner to compete unfairly with
the Partnership during the period before which the Partner's right to
terminate becomes effective. It is even more difficult to read § 12 as
tolerating such behavior by partners who have not unequivocally given
notice of their intention to withdraw and terminate the Partnership, but who
claim to have reserved the right to continue as partners.
It would have been one thing had ITI simply terminated Midsouth's
ability to compete for new projects using the Insituform® Technology
during the period before Southwest's purported withdrawal becomes - - if
it ever will - - effective. It was quite another for ITI to disable the

Partnership from competing for new business during that period, while
simultaneously, under a new name, seeking new business for itself within
the Partnership's Territory and from the Partnership's customers. Had ITI
simply done the former, each of the partners to Midsouth would have been
on a level playing field and would have been able to use the period to
decide how best to redeploy the investments they had sunk into the
Partnership.
[14] By executing the latter strategy - - the timing and execution of which
it solely controlled - - ITI may well be found by the arbitrator to have

wrongfully advantaged itself at the expense of its partners in breach of the
bargained-for-notice period in § 15(a), §12, and its fiduciary duties. It is
true that in the long-term Insitu can still seek to continue the Partnership as
a pipe repair business using different technology. But in the short-term,
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Insitu finds itself in the disadvantageous and precarious position of
scrambling to do so, while ITI immediately exploits a Territory it well
knows through its involvement in the Partnership and by using the
Insituform® Technology it owns. That IT has coupled its competition
with Midsouth with communications about its actions and intentions to
Midsouth creditors, customers, and the financial markets has no doubt
made Insitu's position even more difficult. Coming during a time when II
is contractually prohibited from doing any act "detrimental" to the
Partnership and when it owes fiduciary duties of good faith and loyalty to
Insitu, ITI's conduct is highly suspect. Thus, I find that Insitu has a
reasonable probability of success of convincing the arbitrator that ITI's
strategy of exploiting the Insituform@ Technology for itself in the Territory
before it has withdrawn as a partner is in breach of its fiduciary and
contractual obligations."
B. Is Midsouth Threatened With Imminent Irreparable Harm?
I find that Insitu has sustained its burden to demonstrate that
Midsouth and it face imminent, irreparable harm as a result of ITI's actions.
By a multitude of measures, ITI has made it virtually impossible for
Midsouth to operate in accordance with the purposes set forth in the
Partnership Agreement. Any customer from whom Midsouth now seeks
business does so with full knowledge that ITI takes the position that
Midsouth has no right to use the Technology. Potential Midsouth
customers, who have operations and interests of their own to which they
must attend, will undoubtedly be reluctant to deal with a vendor at war with
one of its owners. Existing Midsouth customers will no doubt need
reassurance. The prospect of Midsouth obtaining additional credit during
this period is quite bleak.
Although IT contends that a future award of monetary damages can
make Midsouth whole and that its decision to escrow 42.5% of the
proceeds from any contracts won by ITI in the Territory until this action
and the arbitration are concluded obviates any risk of irreparable harm, I
do not believe that to be the case. The actions of ITI are likely to shake the
confidence of Midsouth's customers, creditors, and employees in a manner
that will not be fully captured by any future win-loss analysis of Midsouth's
10For precision's sake, it is important to note that I have commented on the Partnership

Agreement only insofar as it relevant to MT's claim for injunctive relief. Whether or not M has
breached the Partnership Agreement or any fiduciary obligations it owes to its partners in
Midsouth under Tennessee law will ultimately be determined de novo by the arbitrator based on
a more well-developed record.
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and ITI's respective records in securing new contracts during the period
from March 11, 1999 until a court or an arbitrator determines whether ITI
had the right to terminate the License Agreement.
[15] Midsouth is now operating under a dark cloud formed and seeded by
ITM. Many of its customers, creditors, and employees may flee before the
rain. In that eventuality, it will be very difficult to fashion monetary relief
sufficient to restore Midsouth to the position it was in before ITI purported
to terminate the License Agreement 'and the Partnership. Roso-Lino
Beverage Distrib., Inc. v. Coca Cola Bottling Co. of N.Y., Inc., 749 F.2d
124, 125-127 (2d Cir. 1984) (termination of plaintiffs' beverage
distributorship after 11 years threatened irreparable harm which would not
be fully remedied by monetary relief); JanmortLeasing,Inc. v. Econo-Car
Int'l, Inc., 475 F. Supp. 1282, 1294 (E.D.N.Y. 1979) ("loss or destruction
of a going business constitutes irreparable harm"); Dickinson Medical
Group v. Foote, Del. Ch., C.A. No. 834, 1984 WL 8208, at *3, Brown, C.
(May 10, 1984) (when former employee took customer list and could have
caused her former employer to lose business, the former employer was
threatened by immediate irreparable harm).
Likewise, it will be difficult to assess how much harm was done to
Insitu by ITI's invasion of the Territory while still a partner of Midsouth.
The competitive advantage ITI received over Insitu by getting such a
timing jump will be real, but not easily reduced to quantification. It will not
be difficult to count up the contracts ITI wins. But it will be difficult, if not
impossible, to assess and quantify the long-term marketing and customer
relations advantages ITI secured for itself, arguably improperly and at
Insitu's expense.
C. In Whose Direction Does The Balance of Hardships Tilt?
The balance of hardships favors Insitu.
If TI is enjoined from exploiting the Insituform® Technology in the
Territory until such time as this case and the related arbitration are
concluded, ITI will simply have to live with a restriction on competing with
its own partners until the Partnership ends. I do not think that this burden
is substantial in comparison to the irreparable injury Insitu and Midsouth
will suffer in the absence of an injunction, especially since it is ITI's
aggressive strategy that brought about the exigencies Insitu and Midsouth
now confront and since Southwest conditioned its withdrawal upon a prior

favorable ruling by this court on ITI's claim. Moreover, ITI can, if it
chooses, mitigate any harm by assisting, rather than impeding, Midsouth
in obtaining new business in the Territory during the period during which
an injunction is in place.
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That being said, I am not insensitive to II's position and the reality

of the poisoned relationships among the Midsouth partners. I am also
cognizant of the fact that ITI will likely be found to have the right to
terminate the License Agreement and to withdraw from Midsouth in the
long-run.
As a result, the nature of the TRO that will be granted will reflect
that reality. In accordance with my prior reasoning, the TRO will, at
Insitu's election, either provide: i) that ITI shall not exploit the
Insituform® Technology in the Territory until the TRO expires and shall
escrow 42.5% of the proceeds of any contract ITI has won or wins in the
Territory as a result of bids it submitted or submits before the entry of the
TRO; or ii) that ITI shall not deny Midsouth the right to exploit the
Insituform@ Technology on a non-exclusive basis in bidding on new
business in the Territory until the TRO expires and that ITI shall escrow
42.5% of the proceeds of any contract ITI has won or wins in the Territory
as a result of bids it submitted or submits before the entry and during the
pendency of the TRO." In addition, ITM must also consent if Insitu chooses
the latter form of order. In either case, the TRO shall provide that ITI shall
provide technical support to Midsouth in accordance with the License
Agreement. If the latter form of TRO is elected by Insitu and consented to
by ITI, that technical assistance shall extend to new projects for which
Midsouth seeks technical assistance in bidding or performing.
I recognize that neither order creates an economically efficient
course by which to proceed. My hope is that ITI and Insitu, which I am
sure are operated by profit-maximizing businesspersons interested in doing
what is rational in business terms, will work together to protect their
mutual interests during the period an order is in place.
The disputes among the partners obviously need final resolution,
sooner rather than later. Therefore, to limit any harm to ITI, I will also
condition my order on Insitu's willingness to seek expedited treatment of
its arbitration claim. For my part, I will commit to adjudicating ITrs claim
on a very prompt schedule. Before setting a schedule, however, I want to
consider with the parties how best to proceed in view of the fact that ITI's
claim may or may not be arbitrable and, if not, whether it is advisable to
permit the arbitration to go forward to completion first. Finally, I would

IThe nature of this order will thus deal with IT's concern that I might enjoin M from
working on a major municipal project it has just won in direct competition with Midsouth and
which will not go to Midsouth if ITI is disqualified. ff1 Br. at 31-32. -In lieu of enjoining IM
from completing the project, M will simply have to escrow 42.5% of the project proceeds for
the benefit of Tnsitu in the event that Insitu prevails in arbitration or convinces this court that the
License Agreement was not validly terminated by ITI.
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note that I have held Insitu to the same standard it would have to meet to
obtain a preliminary injunction. As such, I request that ITI advise Insitu
and the court as to whether it will consent to the entry of a preliminary
injunction along the lines I have described or whether the court needs to set
a schedule for a hearing on a preliminary injunction.

For the foregoing reasons, Insitu's motion for a temporary restraining
order is granted and ITI's motion for summary judgment is denied. Insitu
shall, upon notice to IT, submit an order in conformity with this opinion.
The parties shall also set up an office conference to determine a schedule
for the procession of this litigation.

LEWIS v. AUSTEN
No. 12,937
Courtof Chanceryof the State ofDelaware,New Castle
June 2, 1999

-

Plaintiff shareholder brought a derivative action against six present
and four former directors of a Delaware corporation engaged in the health
care industry after it spun-off a hospital subsidiary. The amended
complaint alleged that (1) the directors breached their duty of loyalty by
engaging in a self-dealing transaction and by illicitly profiting from
undisclosed inside information, (2) the adjustment of certain options
constituted waste, and (3) the directors' option plan was unfair and a waste
of corporate assets. Defendants filed a motion to dismiss the amended
complaint for failure to state a claim upon which relief could be granted or
failure to make a pre-suit demand on the board to redress the claims.
The court of chancery, per Vice-Chancellor Jacobs, granted the
defendants' motion to dismiss, concluding that all three claims were legally
insufficient under Rule 12(b)(6). The first claim, which alleged selfdealing, failed for three reasons: (1) it relied on fraud by hindsight
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allegations, (2) it did not adequately allege an improper benefit, and (3) it
asserted no facts that supported a misuse of inside information. As to the
second and third claims of alleged waste, the court held waste did not exist
since consideration could be found. The court further concluded that the
plaintiff failed to satisfy the demand futility pleading requirement of
Chancery Court Rule 23.1 that governs the derivative claims.

1.

Pleading
0
Pretrial Procedure

343
C

551,622, 624, 679, 681,683

To prevail on a Rule 12(b)(6) motion to dismiss, a plaintiff must
allege facts that 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.

Pleading
Cm
Pretrial Procedure

350(6)
0=2 3

Conclusory allegations that lack specific supportive factual
averments will not be accepted as true.
3.

Corporations
Evidence

*=
0n 68

307, 310(2), 320(1)

When the majority of a board are outside directors, there is a
presumption that they act in good faith and act with appropriate loyalty and
due care.
4.

Corporations
Evidence

G=

02
89

307, 310(2), 320(7)

A plaintiff may rebut a presumption that a board, which has outside
directors forming the majority, acted in good faith and acted with
appropriate loyalty and due care only with specific, nonconclusory factual
allegations.
5.

Corporations
Fraud

C= 81,314(.5), 314(2), 316(3), 317(5)

7

A self-dealing claim against a board is legally insufficient if(1) it
rests upon fraud by hindsight, (2) defendants have not received an improper
benefit, or (3) no facts support a misuse of inside information or of
disloyalty.
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Corporations

Cmt 310(1), 314(.5), 314(2), 320(7)

The omission of any contemporaneous pleaded facts, from which it
can be inferred that discussions actually took place or that defendants had
wrongfully benefited from their knowledge of the discussions, is fatal to a
self-dealing claim.
7.

Corporations

CZm 310(), 314(.5), 314(2), 320(7)

A self-dealing claim is deficient ifthe complaint does not adequately
plead a benefit that the directors wrongfully obtained.
8.

Corporations

00

72, 314(.5), 314(2), 320(7)

A self-dealing claim is erroneous when the pleaded facts do not
show that the directors were better off as a result of the options being
granted.
9.

Corporations

Om 72, 81, 310(1), 316(3), 317(5),
320(11)

A Delaware corporation is authorized to create and issue options to
purchase its shares, and in the absence of actual fraud in the transaction, the
judgment of the directors as to the consideration for the issuance of such
options and the sufficiency thereof shall be conclusive. DEL. CODE ANN.
tit. 8, § 157 (1998).
10.

Corporations

Ca=

182.4(2), 232, 310(1), 312(1),
312(7)

A claim ofwaste will not succeed unless the plaintiff is able to allege
facts demonstrating that what the corporation has received is so inadequate
in value that no person of ordinary, sound business judgment would deem
it worth that which the corporation has paid.
11.

Corporations

0!-

182.4(2), 310(1), 312(1), 312(7)

To prove waste, the pleaded facts must show an absolute lack of
consideration rather than inadequate consideration.
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182.4(2), 310(1), 312(7)

Judicial inquiry to a claim of waste ends if under the circumstances
any reasonable person might conclude that the deal made sense.

13.

Corporations
Release

C2

r

- 182.4(2),310(1)

11.1

Consideration can appear in the form of inducing the continued
services of employees or the elimination of a potential legal claim.
14.

Corporations

C2= 72, 310(l)

A stock option plan that is approved by a majority of disinterested
directors is entitled to the protective presumption of the business judgment
rule.

15.

Corporations

C

Pretrial Procedure

206(2), 206(3), 211(3), 211(4),
320(5), 320(7)
'551

A complaint must allege particularized facts showing that a demand
on the board would have been futile. DEL. CH. CT. R. 23.1.
16.

C206(4), 211(5), 320(5), 320(7)

Corporations

Under Delaware law, the requirement of a pre-suit demand will be
excused only if the plaintiff alleges particularized facts creating a reason
to doubt that (1) the directors who approved the transaction were
disinterested or independent, or (2) the challenged transaction was
otherwise the product of a valid exercise of business judgment.
17.

Corporations
Pleading

0-343

182.4(2)

A claim of waste requires the complaint to plead facts demonstrating
a total absence of consideration.
Joseph A. Rosenthal, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware; and A. Arnold Gershon, P.C., New York,
New York, of counsel, for plaintiff.
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Kevin G. Abrams, Esquire, Thomas A. Beck, Esquire, and Srinivas M.
Raju, Esquire, of Richards, Layton & Finger, Wilmington, Delaware; and
Alexander R. Sussman, Esquire, of Fried, Frank, Harris, Shriver &
Jacobson, New York, New York, of counsel, for defendants.
JACOBS, Vice-Chancellor
Pending is a motion to dismiss the amended complaint ("complaint")
in a stockholder derivative action brought on behalf of Humana, Inc.
("Humana") against its present, and certain of its former, directors. The
complaint charges that those directors wrongfully enriched themselves by
making certain adjustments to Humana's stock option plans when Humana
"spun-off' its hospital subsidiary, Galen Health Care,Inc. ("Galen"), in
connection with a tax-free reorganization and distribution in March 1993
(the "Distribution"). Those adjustments were made to reflect the fact that
after the Distribution, Humana stockholders would own shares in two
separate companies -- Humana and Galen. The plaintiffs claim is that
Humana's directors adjusted the stock option plans to give themselves a
larger number of options than what they would have otherwise been
entitled to receive.
The defendants have moved to dismiss the amended complaint for
failure to state a claim upon which relief can be granted under Rule
12(b)(6), and for failure to satisfy the demand requirements of Rule 23.1.
For the reasons that follow, I conclude that the motion is meritorious and
should be granted.
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L BACKGROUND'
A.

The Parties

The plaintiff is a Humana stockholder who brings this action
derivatively on behalf of Humana, which is a Delaware corporation
engaged in the health care industry. Humana's shares are publicly traded

on the New York Stock Exchange.
Six of the individual defendants -- K. Frank Austen, M.D., Michael
E. Gellert, John R. Hall, W. Ann Reynolds, Ph.D., David A. Jones, and
Wayne T. Smith (sometimes referred to as the "post-Distribution Humana

Board") - have been Humana directors since March 1, 1993, the date of the
Distribution. The four remaining individual defendants -- J. David
Grissom, John W. Landrum, William T. Young, and Carl F. Pollard
(referred to as the "Galen Directors") -- were Humana directors before the
Distribution, and after the Distribution became directors of Galen. For ease

of reference, the ten-member board of directors that approved both the
Distribution and the adjustments to Humana's stock option plans are
referred to throughout this Opinion as the "pre-Distribution Humana
Board."
B.

The Distribution

Before the Distribution, Humana was engaged in two lines of
business: managing acute-care hospitals, and providing and administering
health plans. Because the joint operation of those two businesses generated
conflicts that were perceived to adversely affect Humana's overall
profitability, the Humana Board decided that the company and its
stockholders would be better off if the two businesses were owned and

'The factual background, drawn from the complaint, must be accepted as true for
purposes of this motion. Weinberne v. UOP Inc., Del. Ch. 409 A.2d 1262 (1979). The parties
agree that the Court may consider, in addition, the specific terms of the Humana Stock Option
Plans, the Humana Option Plan Amendments, the Galen Adjustment Plan, and the Galen
Directors Plan, all of which are found in the Proxy Statement and in two affidavits of Kevin G.
Abrams, Esquire ("Abrams Aff." and "Abrams Supp. Aff."). Lewis v. Austin. Del. Ch., C.A. No.
12937, Jacobs, V.C. (Jan. 26, 1997) (Transcript of January 26, 1999 Oral Argument, at 55).
Because those documents form an integral part of the complaint and their contents are not
disputed, they may be considered on this motion. See Vanderbilt Income and Growth Assocs..
L.L.C. v. Arvida/JMB Manaiers.Tn., Del. Supr., 691 A.2d 609,613 (1996); In re Santa Fe
Pacific Co n. Shareholder-Liti, Del. Supr., 669 A.2d 59,68-69 (1995) ("Santa Fe"); Joyce v.
Cuccia Del. Ch., C.A. No. 14953, mem. op. at 1, n.l, 9, n.9, and 20. Jacobs, V.C. (May 14,
1997); Ash/Ramunno Assocs,. Inc. v, Branner Del. Ch., C.A. No. 12389, mem. op. at 4-5,
Hartnett, V.C. (May 21, 1993).
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operated as separate entities.
In December 1992, the Humana Board decided to separate the
company's two businesses by "spinning-off' the hospital business to Galen
(at that time a wholly-owned subsidiary) in a tax-free reorganization. The
transaction would proceed as follows: Humana would transfer to Galen the
assets of its acute-care hospital business, and in exchange would receive
stock of Galen. Humana would then distribute its Galen stock to each of
its (Humana's) stockholders on the basis of one Galen share for each share
of Humana. That transaction, as above-described, is the Distribution and
would result in Humana!s stockholders owning stock in both Humana and
Galen, which would be two separate publicly owned companies, each
having its own separate board of directors.
C.

The Humana Option Plans

The foregoing narrative is background. The critical facts -- and the
focus of the plaintiffs claims -- concern what occurred after the
Distribution particularly with respect to Humana and Galen's outstanding
stock options.
At the time of the Distribution, Humana had three separate stock
option plans: (i) the Humana 1981 Non-Qualified Stock Option Plan, (ii)
the Humana 1989 Employees Stock Option Plan, and (iii) The Humana
1989 Stock Option Plan for Non-Employee Directors. (Collectively, these2
plans are referred to as the "Humana Option Plans," or the "Plans.").
Under the Plans, the options generally
would expire ten years from the date of their grant, but their exercise date
could be accelerated in the discretion of the Compensation Committee of
the Humana Board.3 These option Plans all contained the identical capital
adjustment provision, the critical term of which was that in the event of a
"stock dividend" or "reorganization," the optioned shares "shall be adjusted

in a manner consistent with such capital adjustment," and the purchase
price of the optioned shares "shall be adjusted so that there will be no
material change in the aggregate purchase price payable upon exercise" of
the options
2Under the Humana Option Plans, as of January 1, 1993, two months before the
Distribution, options had been granted to purchase 3,343,820 Humana shares. Since 1989,
options to purchase 2,921,696 shares (or approximately 87.3% of the outstanding options) had
been granted under the 1989 Directors Plan, and the 1989 Employees Plan.

para. 6-7.

3Abrams Aff. Ex. 2 at A-2-3, para. 8-9; Id.. Ex. 3 at B-2-3, para. 9-10; Id., Ex. 4 at 2,
4Abrams Aft.

10 (emphasis added).

Ex. 2 at A-3, para. 13; I. Ex. 3 at B-3, para. 14; Id. Ex. 4 at 2, para.
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The December 7, 1992 Humana and Galen Board Meetings

On December 7, 1992, the Humana and Galen boards held meetings
at which three important actions were taken. First, the Humana Board
amended Humana's Stock Option Plans to reflect the impact of the
Distribution (the "Humana Option Plan Amendments" or "Amendments").
The effect of the Amendments was that: (a) each Humana option holder
would receive one Galen option for each Humana option he or she held; (b)
the exercise prices of Humana options would be reduced based upon a
formula derived from the post- Distribution market prices of Humana and
Galen stock;5 (c) all Humana options held by Humana personnel who
would be leaving Humana to work for Galen would become immediately
exercisable, and the expiration date of those options would be extended to
the earlier of the original expiration date or March 1, 1995; and (d) all
Galen options issued to Humana personnel who were not departing
Humana to work for Galen would expire on March 1, 1995. The
Amendments and the Distribution were both made subject to shareholder
approval.
Second, the Galen Board adopted, and Humana as Galen's sole
stockholder approved, the "Galen Adjustment Plan," whose purpose was
to implement the Humana Option Plan Amendments that governed the
contemplated distribution of Galen options to Humana option holders.
Defendants Austen, Hall, Reynolds, Jones, Pollard, and Smith -- all of
whom held Humana stock options -- ultimately received Galen stock
options as a result of the combined Humana Option Plan Amendments and
the Galen Adjustment Plan.
Third, the Galen Board approved a plan (the "Galen Directors Plan")
that would automatically grant (a) 5,000 restricted Galen shares to each
non-Galen employee who joined the Galen Board after the Distribution,
and (b) 1,500 restricted Galen shares to each Galen director for each three
years of continuous service on the Galen Board. Under the Galen Directors
Plan, the Galen Board issued to defendants Grissom, Landrum, and Young
(subject to the Distribution receiving shareholder approval) 5,000 shares of
restricted Galen stock for $.01 per share, plus the right to receive every
-'The defendants offer the following example to help clarify the Distribution formula's
effect: If(hypothetically) Humana stock was trading at $20 per share pre-Distribution and $8 per
share post-Distribution, and if Galen stock was trading at $12 post-Distribution, each owner of
one Humana share worth $20 would hold (post-Distribution) one (post-Distribution) Humana
share worth $8 and one Galen share worth $12. A pre-Distribution Humana option holder who
held an option to purchase one Humana share at a pre-Distribution exercise price of $20 would

receive two separate options - an option to purchase post-Distribution one Humana share at $8
per share, and an option to purchase one Galen share at $12 per share.

