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third year an additional 1,500 shares of Galen restricted stock at the same
price, for as long as they served continuously on the Galen Board. At the
time the Director Defendants took these actions, Messrs. Grissom,
Landrum, and Young owned no Humana stock options.
E.

The February 18, 1993 Stockholder Meeting

The Distribution, the Amendments, the Galen Adjustment Plan, and
the Galen Directors Plan were all approved at Humana's annual stockholder
meeting held on February 18, 1993. The Distribution became effective on
March 1, 1993. On that date the closing price of Galen stock (on a
"when-issued" basis) was $12 1/4 per share, and the (pre-Distribution)
closing price of Humana stock was $19 7/8, equivalent to an implied
post-Distribution price of $7 5/8 for each Humana share.
F.

The Galen-Columbia Merger

The Proxy Statement disclosed that shortly after the Distribution,
Galen and Columbia Health Care ("Columbia") began engaging in merger

negotiations. On June 10, 1993, those companies publicly announced that
Galen would be acquired by Columbia in a stock-for-stock merger. On
September 1, 1993, the Galen-Columbia merger was consummated. The
complaint alleges that even before the Distribution became effective, the
pre-Distribution Humana Board "knew or should have known" that
Humana had been engaging in preliminary "discussions" with Columbia

about a possible Galen-Columbia combination, and that the Board should
have disclosed those discussions to Humana's shareholders in connection

with seeking their approval of the Distribution.
G.

This Lawsuit

On April 15, 1993, the plaintiff filed his original complaint, alleging
that the issuance of Galen options to post-Distribution Humana personnel,
and the issuance of adjusted Humana options to Galen personnel, 6
The original complaint did not allege any derivative claim on behalf of Humana with
respect to the Humana Option Plan Amendments and the Galen Adjustment Plan. Rather, the
original complaint alleged solely a Galen derivative claim for waste, viz., that Galen had
received no consideration for issuing those options. Belatedly conceding that Columbia had
succeeded to the Galen derivative claim as a result of its merger with Galen in 1993, the plaintiff
amended his original complaint to assert a derivative claim on behalf of Humana charging the
continuing Humana Directors with self-dealing and waste by approving option adjustments that
resulted in their receiving Galen options.
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constituted a waste of corporate assets. The defendants moved to dismiss
the original complaint. On September 13, 1995, this Court granted the
plaintiff leave to file an amended complaint, which the plaintiff served and
filed on October 3, 1995. The amended complaint alleges only Humana
derivative claims. The plaintiff made no pre-suit demand on the Humana
Board to redress these claims.
In response, the defendants moved to dismiss the amended
complaint. This is the Court's decision on that motion.
111. TEE CONE TIONS
The plaintiff concedes that the amended complaint should now be
regarded as asserting only three claims.7 The first claim is that the
post-Distribution Humana Board breached their duty of loyalty (i) by
engaging in a self-dealing transaction that involved using undisclosed
"inside information" (that Galen might be merged with or sold to
Columbia) at the time the Board approved the Humana option adjustments,
and (ii) by illicitly profiting from that information by having received
Galen options for no consideration. The second claim is that the
Adjustments to the Humana options that would be distributed to
post-Distribution Galen employees, represented a waste of corporate assets.
The third claim is that the Galen Directors Plan was itself unfair and a
waste of corporate assets.
For the reasons next discussed, the Court concludes that all three
claims are legally insufficient and must be dismissed under Rule 12(b)(6).
It further concludes that the plaintiff has failed to satisfy the "demand
futility" pleading requirement of Rule 23.1 that governs the derivative
claims being asserted here.

mH.

ANALYSES

[1-2] To prevail on a motion to dismiss under Court of Chancery Rule
12(b)(6), a plaintiff must allege facts that, taken as true, establish each and

every element of a claim upon which relief could be granted.8 Conclusory

allegations that lack specific supportive factual averments will not be

'In his answering briefand at oral argument, the plaintiff unilaterally narrowed his
claims to three. The Court will address those claims, and considers as abandoned any remaining

claims that were not argued in the answering brief or at oral argument, including his ltm vires
and certain waste claims against the post-Distribution Humana Board.

326 (1993).

z

669 A.2d at 65-66; In re Tri-StarPictures, Inc., Del. Supr., 634 A.2d 319,
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accepted as true.' These standards govern the Court's evaluation of the
claims at issue here.
A. The Self-Dealing Claim
The plaintiff first claims self-dealing by the post-Distribution
Humana directors, all of whom were members of the Humana Board that
approved the Distribution. The logic underlying this claim runs as follows:
the Galen-Columbia merger was announced six months, and closed nine
months, after the Distribution became effective. Given the timing, the
post-Distribution Humana directors must have known of-- and therefore
must have used and benefited from - the undisclosed information that
Columbia was interested in acquiring Galen's hospital assets. Therefore,
those directors improperly used their position as fiduciaries by approving
the Amendments and obtaining Galen options for themselves. Thus, the
claim is that the Amendments enabled the post-Distribution Humana Board
to unjustly enrich themselves in the Galen-Columbia merger, by permitting
them to exercise options that would otherwise have expired or remained
unvested.
[3-4] Because a majority of the Humana board were outside directors at
the time of the Distribution, the director defendants are cloaked with a
presumption that in approving the Distribution and Amendments, they
acted in good faith and acted with appropriate loyalty ahid due care.10 The
plaintiff may of course rebut this presumption, but only with specific,
nonconclusory factual allegations. Because the pleaded facts fail to rebut
that presumption, the self-dealing claim must fail.
[5] The self-dealing claim against the post-Distribution Humana
directors is legally insufficient for three reasons. First, it rests upon "fraud
by hindsight" allegations of the kind which, as a legal matter, cannot
support a claim for self-dealing. Second, it does not adequately allege that
the defendants received an improper benefit because the so-called option
"enhancements" - which neither extended the options' expiration date nor
accelerated any vesting rights -- created no new "benefits." Third, the

'Sana Fe. 669 A.2d at 65-66; accord Grobow v. Perot. Del. Supr., 539 A.2d 180, 187
n.6 (1988) ("[e]ven under the less stringent standard of a Chancery Rule 12(b)(6) motion to
dismiss... neither inferences nor conclusions of fact unsupported by allegations ofspecific facts
upon which the inferences or conclusions rest are accepted as true.").
"Aronson v. Lewis, Del. Supr., 473 A.2d 805, 812 (1984); Cede & Co. v, Technicolor,
Ins.. Del. Supr., 634 A.2d 345,361 (1993).
"See Aronsn. 473 A.2d at 812 (burden is on plaintiff "to establish facts rebutting the
presumption" of the business judgment rule); Sntae. 669 A.2d at 65-66 ("[clonclusory
allegations will not be accepted as true without specific supporting factual allegations.").
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complaint asserts no facts that support a claim of misuse of inside
information or of disloyalty and self-dealing by the post-Distribution
Humana Directors.
These reasons are now elaborated.
1.

The "Fraud by Hindsight" Problem

The essence of the self-dealing claim is that in December 1992
Humana had discussions with Columbia about a possible combination,
which discussions were not, but should have been, disclosed to the Humana
shareholders. Therefore, by approving the Distribution the Humana
directors wrongfully misused and personally benefited from that
undisclosed information.
This claim as pleaded is conclusory: it lacks specific supporting
factual allegations that would establish that merger discussions actually
took place before the Distribution, and that the Humana directors misused
their knowledge of those discussions. That is not surprising, because what
the complaint actually does allege is that "[s]hortly after the [Distribution],
Galen and Columbia began discussing the possible acquisition of Galen by
Columbia."' 2 Vile the complaint alleges that the directors had "the
benefit of undisclosed, inside information concerning Columbia's interest
in Galen," it- does not allege that they had information concerning a
possible merger of those entities at that time. 13
This claim amounts to "fraud by hindsight" -- a theory this Court
specifically rejected in Noerr v. Greenwood 14 In Noe the plaintiff
challenged proxy disclosures relating to the market value of a corporations
stock, claiming that those values had been understated at the time of the
disclosure. The sole factual basis for the claim was that the stock price had
substantially increased eight months later. That "fraud by hindsight" claim
was found to be legally insufficient, because it did not rest upon a
contemporaneous fact from which "guilty knowledge" could be inferred.
The claim in this case is that the post-Distribution Humana Board
[6]
members had engaged in pre-Distribution merger discussions with
Columbia. Here, as in Noer. that claim is supported by a single alleged
"hindsight" fact - that the Galen-Columbia merger was announced six
months, and closed nine months, after the Distribution. What the
complaint does not allege, however, is any "contemporaneous pleaded fact
from which one may infer" that pre-Distribution discussions actually took
' 2Amended Complaint, 7J15 (emphasis added).
"Amended Complaint, 14 (emphasis added).
145ea Noerr v. Greenwood, Del. Ch., C.A. No. 14320, Jacobs, V.C. (July 16, 1997).
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place or that the defendants had wrongfully benefited from their knowledge
of those alleged discussions. 5 That omission is fatal to the claim.
2.

The Post-Distribution Humana
Directors' Alleged Benefit

[7] The self-dealing claim is also deficient because the complaint does
not adequately plead a benefit that the post-Distribution Humana directors
wrongfully obtained by reason of their alleged self-dealing.
a.

Expiration Date Extensions

The post-Distribution Humana Directors are said to have benefited
by granting themselves Galen options that would be exercisable up to
March 1, 1995. That, it is claimed, was wrongful because the
pre-Distribution Humana options those directors surrendered in exchange
would have expired before that time. But the record does not support the
claim that the expiration date(s) of the Galen options were (wrongfully)
extended beyond the date that would otherwise apply; on the contrary, the
expiration dates of the Galen options were shortened. The Proxy Statement
(incorporated by reference into the complaint) disclosed that the expiration
date of an option to acquire stock in Galen would be the then-current
expiration date, or March 1, 1995, whatever was earlier. The effect was to
shorten to March 1, 1995 the expiration date of any Galen option issued in
respect of a corresponding Humana option that would expire after March 1,
1995.6

b.

Accelerated Vesting

Nor has the plaintiff adequately alleged that the Humana directors
voted to confer upon themselves the authority to accelerate the vesting and

ISNo.
_ note 14, at 13.
6
' Approxirmately 89% of the outstanding options were granted in 1989 and were 10
year options, meaning that their expiration dates were effectively shortened. The Proxy
Statement pertinently states:
[Following the Distribution to the extent any [Galen option] has
not earlier been exercised, each [Galen option] will automatically terminate
on the date which is the earlier of (a) the date on which the Optionee's
corresponding [Humana option] terminates i e. upon the expiration of the
original term of the [Humana Option] due to termination of the Optionee's
employment; or (b) the second anniversary of the Distribution Date ii.e,
March 1, 1995].
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exercise date of the Galen options, which they then proceeded to invoke in
order to enable themselves to take advantage of their knowledge of a future
acquisition of Galen by Columbia. The Humana Option Plans disclose that
the post-Distribution Humana directors did not need to amend or adjust
those Plans to be able to accelerate either the vesting or the exercise of the
options. Those Plans already gave the Humana Board's Compensation
Committee full discretion "to determine when Options may be exercised,
including the ability to accelerate [the] exercise dates of Options previously
granted."17 The Compensation Committee also had pre-existing authority
to modify the options "to preserve for the [Employee or Optionee] the
benefits of any appreciation of the underlying Stock during the term of the
Option which benefits might otherwise be lost as a result of' an acquisition
or merger. 8 The Galen Adjustment Plan contained similar provisions.,9
The purpose of accelerated exercise provisions is to assure that no one will
lose the benefit of options as the result of a merger. That preexisting
authority undermines the claim that Humana's directors accelerated the
vesting and/or the exercise date of the options to take advantage of the
Galen-Columbia merger.
e.

Wrongfuly Obtained Profits

[8] Finally, the plaintiff attempts to infer self-dealing from the profits
the post-Distribution Humana Directors allegedly made as a result of the
grant of Galen options. The inference would be erroneous, however,
because the pleaded facts do not show that the post-Distribution Humana
Directors were better off as a result of those options being granted. The
appreciated $19.04 over two years,
complaint alleges that G
from $12.25 per share on March 1, 1993, to an adjusted $31.29 per Galen
share on March 1, 1995.2o The plaintiff claims that because five of the six
post-Distribution Humana Directors held 425,703 optioned Galen shares,
benefits to the five board members in excess of $9
this "suggest[s]
21
million."
But this overlooks the fact that if the Humana option holders had not
received Galen options in the Distribution, they could have received
additional Humana options in lieu thereof. As the complaint discloses,
during that same two-year period, the post-Distribution Humana shares
"Abrams Aft. Ex. 2 at A-2, 1 9; ILa Ex. 3 at B-2, 1 10; Id. Ex. 4 at 2, 7.
"8Abrams Aft. Ex. 2 at 3-A-4, 1 14; IL Ex. 3 at B-3-B-4, 15; . Ex. 4 at 3, 11.
19Abrams Aff. Ex. I at F-6, 1 15.
"Amended Complaint, 16; Abrams Supp. Aft. 2.
2"Plaintiffs Answering Brief, at 11.
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appreciated $16.50 per share.' Ifthe post-Distribution Humana Directors
had received (in lieu of a Galen option) the economic equivalent in the
form of an additional option for 1.64 new Humana shares for each of their
optioned Humana shares, then the increased value of the additional
optioned Humana shares would have been $27.06 per share -- 1.64 times
$16.50?1 Thus, the directors who received about $9 million of capital
appreciation on their 425,703 optioned Galen shares, would have realized
even greater benefits of $11,519,523 under that alternative scenario.
The Alleged Use of "Inside Information"

3.

Finally, the self-dealing claim is deficient because the plaintiff has
not adequately pled that the post-Distribution Humana Directors misused
inside information. The claim (to reiterate) is that the Humana directors
misused their knowledge of undisclosed "pre-Distribution discussions"
with Columbia to obtain Galen options for themselves. But, the complaint
alleges that the Galen-Columbia discussions occurred after the Distribution,
not before. Nor does the complaint disclose that the challenged expiration
and vesting features of the option Adjustments conferred upon the
post-Distribution Humana directors a benefit that was not shared equally
by all other shareholders who continued to hold Humana options. 24
2

Amended Complaint, 16; Abrams Supp. Aft. 2.
3, one (pre-Distribution) option to purchase one
"As explained in Abrams Supp. A
Humana share would become one (post-Distribution) option to purchase 2.64 Humana shares.
4

2 The

defendants also raise, as an alternative argument, that the Humana stockholders'

approval of the Humana Option Plan Amendments constituted a ratification whose effect was
to extinguish the plaintiffs duty of loyalty claim. A fully informed shareholder ratification of
a transaction will normally cause the transaction to be reviewed under the business judgment
review standard. See 8 Del, C. § 144(aX2); In re Wheelabrator Technologies. Inc. Shareholders
Lti Del. Ch., 663 A.2d 1194, 1203 (1995) ("Wheclabrator 1I") (finding that 8 DeL C.
§ 144(a)(2) prevents "interested" transactions from being voidable if they are approved in good
faith by a majority of disinterested stockholders."). Ratification does not, however, extinguish
a duty of loyalty claim. Id. Where a duly ratified transaction is challenged as a breach of
fiduciary duty, to avoid dismissal a plaintiff must (i) "capture in its pleadings the formidable yet
elusive elements of an action for corporate waste in order to pierce" the business judgment rule
presumption; or (ii) provide sufficient, specific allegations that the stockholder approval was
defective due to disclosure deficiencies in the proxy statement. See In re the Walt Disney
Company Derivative Litig, Del. Ch., C.A. No. 15452, mem. op. at 49-51, Chandler, C. (Oct. 7,
1998); see also Solomon v. Armstrong Del. Ch., CA. No. 13515, mem. op. at 55, Chandler, C.
(Mar. 25, 1999) ("[S]o long as the shareholder vote to approve or disapprove the transaction was
made on a fully-informed, non-coerced basis, that vote operates ex pronrio vigore as an
independent foundation for the application of the business judgment rule.").
The plaintiff has not made thatshowing. He has failed to state a claim that the Proxy
Statement disclosures were deficient. He has also seemingly abandoned his claim that the
Humana Option Adjustments for continuing Humana employees and directors amounted to
waste, and (as discussed infra'4 his other waste claims are legally insufficient as well. Because
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B. The Waste Claims
The plaintiffs second and third principal claims are that the Humana
Option Plan Amendments that related to the Galen employees and the
Galen Directors Plan amounted to corporate waste. These claims are
analyzed separately.
1.

The Adjustment of Humana Options Held by
Post-Distribution Galen Employees

[9-12]
The analysis of these claims must begin with 8 Del. C. § 157,
which authorizes a Delaware corporation to create and issue options to
purchase its shares, and provides that "[i]n 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." 2 Accordingly, a claim of waste 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."2 6 Expressed in somewhat different terms, the pleaded facts must
show "an absolute lack of consideration, rather than inadequate
consideration."27 That "extreme test [is] very rarely satisfied by a
shareholder plaintiff, because if under the circumstances any reasonable
person might conclude that the deal made sense, then the judicial inquiry
28
ends.
The issue is whether the complaint satisfies that "extreme test." The
plaintiff contends that it does, because after the Distribution became
effective the former Humana employees who stayed on with Galen had
effectively been "terminated" as employees of Humana. As a consequence,
the Humana Board had a duty to treat those departing employees as
terminated, with the result that those employees' unvested options would
have expired at the time of the Distribution. Accordingly, plaintiff

the business judgment rule presumptively protects the Humana directors' decision to make the
Adjustments, and the plaintiff has not alleged facts that rebut that presumption, the duty of
loyalty claim fails on ratification grounds as well.
" See'also Zunnick v. Goizueta. Del. Ch., 698 A.2d 384, 387 (1997).
1(3abow v. Perot. Del. Supr., 539 A.2d 180, 189 (1988) (quoting Saxe v. Brady Del.
Ch., 184 A.2d 602, 610 (1962)).
21
Pogostin v. Rice. Del. Supr., 480 A.2d 619, 625 (1984) (quoting Michelson v,
Duncan Del. Supr., 407 A.2d 211,224 (1979)).
"Zunnic-k 698 A.2d at 387 (quoting Steiner v, Meyerson., Del. Ch., C.A. No. 13139,
mem. op. at 2, Allen, C. (July 18, 1995).
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concludes, by accelerating the vesting of those options, the Humana Board
committed waste by causing Humana to give the departing employees a
benefit that the corporation was not legally obligated to give.
The flaw in this reasoning is that the complaint does not adequately
claim that the Humana Stock Option Plans "must be read" to require that
those Humana employees who became employees of Galen after the
Distribution be regarded as "terminated." No cited provision, definition,
or language in the Plans mandates such a reading, and the Humana Option
Plans explicitly permitted the Compensation Committee, in its discretion,
to accelerate the vesting of the Options. Consequently, the pleaded facts
do not support the contention that the Humana employees who would
continue on with Galen were "terminated" as a consequence of the
Distribution.
[13] Nor does the complaint allege that no consideration flowed to
Humana as a result of the Humana Option Plan Amendments. Those
Amendments were necessary because Galen was to be spun-off in the
Distribution. The objective of the Amendments was both to retain the

services of Humana (but soon-to-be Galen) employees before the
Distribution became effective, and to retain their services thereafter when
they would be working in their same jobs, but as Galen employees. By

inducing the continued services of these employees, the Amendments

resulted in consideration flowing to Humana.2 9 Consideration also flowed
for another reason. In the absence of the Amendments, the (new) Galen
employees might have asserted a legal claim that they had not been
terminated as Humana employees, and therefore were entitled to take
advantage of the Humana Option Plan's capital adjustment provision. To
the extent the Amendments eliminated that potential claim, they resulted
in consideration to Humana in this form as well.
2.

The Galen Directors Plan

The plaintiffs third and final claim is that the Galen Directors Plan
constituted a waste of assets. It will be recalled that in connection with the
Distribution, defendants Grissom, Landrum, and Young resigned from the
pre-Distribution Humana Board and joined the post-Distribution Galen
Board as non-employee outside directors. The Galen Directors Plan
granted each of these former Humana directors 5,000 restricted Galen
shares, plus an additional 1500 shares for each three year period of

2See l Zuyni 698 A.2d at 388-89 ("consideration for stock options is often the
reasonable prospect of obtaining the employee's valued future services").
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continuous service on the Galen Board.

[14] The plaintiff claims that those features of the Galen Directors Plan
were unfair and wasteful to Humana, but nowhere did he support that claim
legally or factually in his brief or at oral argument. Because the Galen
Directors Plan was approved by a majority of disinterested directors, it was

entitled to the protective presumption of the business judgment rule. Any
suggestion that that Plan amounts to waste is unsupported by the pleaded
facts, which show that Humana received consideration for the grant of
restricted Galen shares, namely, the inducement to Messrs. Grissom,
Landrum, and Young to remain in Humana's service during the period from
December 1992 to the effective date of the Distribution, and thereafter to
perform services for Galen as post-Distribution Galen non-employee
directors. 0

[15-16]
In addition to being legally deficient under Rule 12(b)(6), the
complaint also fails to comply with the pleading requirements of Chancery
Court Rule 23.1, because it does not allege particularized facts showing
that a demand on the post- Distribution Humana Board would have been
futile. 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 (i) the directors who approved the transaction were
disinterested or independent, or (ii) the challenged transaction was
otherwise the product of a valid exercise of business judgment. 31 The
amended complaint satisfies neither of these criteria.
The post-Distribution Humana directors constituted a majority of the
Humana board at the time the original complaint was filed. No
particularized pleaded facts suggest that those directors had any improper
financial interest in, or engaged in self-dealing by approving, the
Amendments or the Galen Adjustment Plan. With respect to the claims

challenging the validity of the option Adjustments for Galen directors and
employees and the Galen Directors Plan, the complaint shows that the
post-Distribution Humana directors were disinterested and independent,
and nothing in that pleading suggests otherwise.32

3That latter benefit would flow to Humana stockholders, albeit in their capacity as
Galen stockholders.
"Aronson 473 A.2d at 814.
32The cases relied on by the plaintiff to satisfy Aronson's first prong are inapposite,
because there (unlike here) the directors were alleged to have received a personal financial
benefit. See Bergstein v. Texas Int'l Co.. Del. Ch., 453 A.2d 467, 471 (1982) (new stock
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[17] The plaintiff has not satisfied Aronson's second prong either. As
earlier discussed, the complaint states no cognizable claim of waste
because it pleads no facts demonstrating a total absence of consideration
flowing to Humana for adopting the Humana Option Plan Amendments and
the Galen Directors Plan. The complaint also alleges no particularized
facts that show the various Amendments and Adjustments were not
otherwise the product of a valid business judgment 3 Accordingly, the
motion to dismiss under Rule 23.1 is also well-founded.
IV. CONCLUSION

For the reasons stated above, the defendants' motion to dismiss the
amended complaint is granted. IT IS SO ORDERED.

appreciation rights); Siegman v. Tri-Star Pictures. Inc., Del. Ch., C.A. No. 9477, Jacobs, V.C.
(May 30,1989) (substantial Coca-Cola dividends). No such personal benefit is alleged to.have
resulted from the economically neutral adjustment of the options in the instant case. See
Cinerama Inc. v. Technicolor, Inc. Del. Cl., 663 A.2d 1134, 1151-52 (1994), an Del. Supr.,
663 A.2d 1156 (1995) (plaintiff must show directors were "especially susceptible" to an
opportunity for personal enrichment or that they would behave "differently in this instance than
one would expect a reasonable person in the same or similar circumstances to act").
"Be& Kahn v. Tremont Core.. Del. Ch., C.A. No. 12339, mem. op. at 16, Allen, C.
(Apr. 22, 1994) (AmnLon's second prong is "directed to extreme cases in which despite the
appearance of independence and disinterest a decision is so extreme or curious as to itself raise
a legitimate ground to justify further inquiry and judicial review" and the test "is thus necessarily
high, similar to the legal test for waste.'); Levine v. Smith Del. Supr., 591 A.2d 194, 207 (1991)
("'Plaintiffs' pleading burden under Rule 23.1 is also more onerous than that required to
withstand a Rule 12(bX6) motion to dismiss."); In re Chrysler Cozp. Shareholder Litig, Del. Ch.,
C.A. No. 11873, mem. op. at 7-8, Jacobs, V.C. (July 27, 1992) ("[D]emand is not excused from
the complaint if it appears that the challenged transaction could, at least as easily, serve a valid
corporate purpose as an improper purpose.").
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McMILLAN v. INTERCARGO CORP.
No. 16,963
Courtof Chanceryof the State ofDelaware,New Castle
May 3, 1999

Plaintiffs, record holders of common stock in a corporation, sought
a preliminary injunction to block a proposed merger. Plaintiffs' amended
complaint alleged that (1) the defendants had breached their duty of
disclosure in connection with the proxy statement by not fully and fairly
disclosing all material facts that the stockholders needed to make an
informed decision whether or not to sell the company, and (2) defendants
violated their Revlon duty to obtain the highest available value in the
merger.

The court of chancery, per Vice-Chancellor Jacobs, denied plaintiffs'
application for a preliminary injunction because: (1) shareholders were not
threatened with irreparable harm, (2) the corporation would be threatened
with losing its only offer if the court issued an injunction, and (3) the

plaintiffs failed to establish a reasonable probability of success on any of
their disclosure claims because (a) the proxy statement adequately
disclosed the allegedly omitted information, or (b) the inclusion of the
information would not significantly change the total mix of information
received by the shareholders, and (c) in all instances the plaintiffs failed to
point to an independently established omitted fact that created a threat of
disclosure abuse.
1.

Injunction

(

138.1, 138.18, 138.21

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

Injunction

*-

138.1, 138.18, 138.21

When plaintiffs have not shown a probability of success on the
merits of their disclosure claims, and the choice between whether or not to
merge will be voluntary, plaintiffs have failed to establish the element of
irreparable harm.
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Injunction

O

12, 138.15

The balance of harm in a situation in which there is no alternative
transaction and issuance of the injunction inescapably involves a risk that
the shareholders will lose the opportunity to cash in their investment at a
substantial premium requires not only a special conviction about the
strength of the legal claim asserted, but also a strong sense that the risks in
granting the preliminary relief of an untoward financial result from the
stockholders' point of view is small.
4.

307, 310(1)

0

Corporations

It is settled law that directors have a fiduciary duty honestly to
provide full and fair disclosure of all material facts relating to the proposed
merger.
5.

Corporations
Securities Regulation

5

198(3), 310(1)
2 52.39(3)

To succeed on the merits of their disclosure claims, the plaintiffs
must establish that any alleged omitted facts were material, meaning that
they must show a substantial likelihood that the omitted facts would have
assumed actual significance in the deliberations of a reasonable stockholder
because, if disclosed, those facts would have significantly altered the total
mix of information available to the stockholders.
6.

Evidence
Injunction

C
C=

584,592
134, 138.1

A preliminary injunction to ensure that a stockholder vote is fully
informed and meaningful, because of its extraordinary nature, has been
granted only in those cases where a clear threat of disclosure abuse was
shown; where (as here) the claimed violation is an omission to disclose a
material fact, any application for injunctive relief that relies solely on the
proxy statement itself to establish the omitted fact will be carefully
scrutinized and will rarely succeed; to merit the grant of injunction relief,
the omitted material fact must be independently established.
7.

Securities Regulation

w=

52.39(6)

The Flynn factors to be balanced include: (1) the qualifications of
those who prepared the information, (2) the purpose for which the
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information was originally intended, (3) the relevance of the information
to the stockholders' pending decision, (4) the degree of bias reflected in
their preparation, and (5) the availability to investors of other more reliable
sources of information.
8.

Corporations
Securities Regulation

Q

310(1)
52.39(3)
0

There is no per se duty to disclose financial projections furnished to
and relied upon by an investment banker; to be a subject of mandated

disclosure, the projections must be material in the context of the special
case; in cases where the inherent unreliability of the projections is
disclosed to stockholders in the proxy statement or is otherwise established,
the projections have been found not material.
9.

Corporations

Ga, 310(1)

Under Revlon, the defendant board has no duty to pursue a deal
valued less than the best and only offer presently available.
Ronald A. Brown, Jr., Esquire, and Bruce E. Jameson, Esquire, of Prickett,
Jones, Elliott & Kristol, Wilmington, Delaware; and Bruce R. McNew,
Esquire, of Taylor Gruver & MeNew, Greenville, Delaware, for plaintiffs.
David C. McBride, Esquire, Josy W. Ingersoll, Esquire, and Danielle
Gibbs, Esquire, of Young, Conaway, Stargatt & Taylor, Wilmington,
Delaware; and David L. Schiavone, Esquire, Christopher Q. King, Esquire,

and Elena B. Gobeyn, Esquire, of Sonnenschein Nath & Rosenthal,
Chicago, Illinois, of counsel, for defendants.
JACOBS, Vice-Chancellor

At issue on this motion for a preliminary injunction are the proxy
disclosures made by the board of directors of Intercargo Corporation
("Intercargo" or "the company"), a publicly held Delaware corporation.
Intercargo is seeking shareholder approval of a proposed merger (the
"Merger") of Intercargo into a subsidiary of XL Capital Ltd. ("XL"),
wherein each Intercargo stockholder will receive $12 cash per share. The
plaintiffs are record holders of Intercargo common stock; and the
defendants are Intercargo and the members of its board of directors (the
"Board").
In dispute is whether the proxy statement disseminated in connection
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with the forthcoming vote on the proposed merger ("Proxy Statement")
fully and fairly discloses all material facts that Intercargo's stockholders
need to make an informed decision whether or not to sell the company.
The plaintiff contends that it does not I conclude, for the reasons set forth
in this Opinion, that the Proxy Statement adequately discloses all of the
requisite material facts, and that the plaintiffs motion for a preliminary
injunction must therefore be denied.
I. THE FACTS
The following background facts are derived substantially from the
March 31, 1999 Proxy Statement at issue in this case.'
A.

The Parties

Intercargo is a Delaware corporation that specializes in underwriting
marine insurance.2 As of the record date for voting on the proposed
Merger, Intercargo had 6,899,000 outstanding common shares which were
held by approximately 80 holders of record. As of December 31, 1998,
Intercargo and its subsidiaries held assets totaling over $162 million,
including about $41 million in cash proceeds from the recently completed
sale of a subsidiary.
XL is a Cayman Islands corporation that functions as a holding
company. XL's principal source of income consists of dividends
upstreamed from its wholly owned subsidiaries, which sell insurance,
reinsurance, and financial risk protection on an international basis. XL
America Inc., which is a Delaware corporation and wholly owned indirect
subsidiary of XL, was formed to serve as the holding company for XL's
United States subsidiaries, and is the party to XL's Merger Agreement with
Intercargo.3
B.

Background to the Merger

During the fall of 1997, Intercargo's Board and management became
concerned about the long term implications of the company's small size and
the competitive pressures within its product market. Management and the

'Both sides agree that the Proxy Statement constitutes the record for purposes of
determining (albeit preliminarily) the "facts" on this motion.
'Proxy Statement at 2.
For ease of reference, XL and XL America are collectively referred to in this Opinion
as "XL".
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Board decided that to solve that problem, Intercargo needed to grow.
Accordingly, they developed a strategy (which they attempted to
implement) for Intercargo to grow by acquiring one or more
small-to-medium-sized specialty insurance companies. Unfortunately, this
effort failed. Because of that unsuccessful acquisition attempt and because
of Intercargo's lower-than-anticipated 1997 operating results, and the
potential impact of recent defections of key Intercargo sales personnel who
formed a competing organization, the Board began to explore the
alternative of selling or merging Intercargo.
On February 4, 1998, the Board engaged Fox-Pitt Kelton, Inc.
("FPK"), an internationally recognized banking firm with expertise in the
insurance business, to serve as its financial advisor for its new "merger or
sale" plan. Three weeks later, FPK advised the Board that the company
had two viable options: either make acquisitions or seek to be acquired.
The Board directed FPK to prepare background information on Intercargo
and to approach Orion Corporation ("Orion"), Intercargo's largest
shareholder, to inquire if Orion was interested in acquiring the company.
FPK initiated discussions with Orion, but in May 1998, Orion advised FPK
that it was not interested in making an offer.
FPK then continued its search for prospective acquirers by
evaluating twenty-seven companies that it previously had identified as
potential purchasers. Eleven prospective acquirers eventually signed
confidentiality agreements and received confidential information about
Intercargo. Several of those companies also conducted due diligence. All
the while, Intercargo's management continued its acquisition efforts on a
separate but parallel track.
Finally, on July 23, 1998, one bidder emerged: XL, which submitted
FPK
a "non-binding preliminary indication of interest" in acquiring
to
Intercargo for $14 per share, to be financed through a dividend and an
offering of XL Capital stock. After conducting due diligence, however, XL
decided to reduce its price to $12 in cash, principally because of the general
decline in the value of insurance companies as a result of market volatility.
Thereafter, at an Intercargo Board meeting held on September 25,
1998, FPK advised the Board that in its opinion XL's $12 cash offer was a
fair price and that XL would be able to finance the acquisition. At that
point, Orion's Board designee, Mr. Robert Sanborn, excused himself from
this meeting once the discussion about Intercargo's offer began. After an
extensive discussion about XL's offer and Intercargo's other options, the
Board decided to reject XL's $12 cash offer. It did, however, direct
management to attempt to persuade XL to improve its offer and/or to use
XL's common stock as consideration in any proposed acquisition of
Intercargo.
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After learning of the Intercargo Board's position, XL declined to
raise its offering price. XL told Intercargo's representatives, however, that
it would consider offering a package that included XL stock and that would
have a maximum value of $ 11.50 per share.
On October 19, 1998, the Intercargo Board met once again and
determined that another effort should be made to improve the XL offer.
The Board authorized Messrs. Galanski, Intercargo's CEO and President,
and Sklar, an Intercargo director, to meet with XL for that purpose. On
October 23, 1998, Messrs. Galanski, Sklar, and John Hompe (of FPK) met
with XL, but to no avail: XL still refused to increase its offer. On
October 26, 1998, the Intercargo Board met again. Because there was no
other offer or any other expression of interest on the table, the Board
authorized management to negotiate with XL based upon its original
offering price of $12 cash per share.
On October 30, 1998, a second bidder surfaced and expressed an
interest in acquiring Intercargo for $13.25 cash per share. FPK advised the
Board of its concern that the second bidder might not be financially able to
acquire Intercargo, but the Board decided to explore that possibility
anyway. After conducting due diligence, the second bidder reduced its
offer to $12.75. Shortly thereafter, that bidder concluded it would be
unable to finance the transaction and dropped out of contention. That left
XL, once again, as the only remaining bidder.
On November 18, 1998, after conducting further due diligence, XL
furnished the Intercargo Board with an initial draft of a merger agreement.
Merger discussions continued over the next two weeks and ultimately a
definitive merger agreement (the "Merger Agreement") was presented to
the Intercargo Board. At a November 29, 1998 special telephonic Board
meeting, FPK explained the financial terms of the Merger Agreement to the
Board. After an extensive discussion, the Board indicated that it would
support the XL proposal.
Two days later, at a December 1, 1998 special telephonic board
meeting, FPK advised the Board that in its opinion the $12 cash per share
proposal, which represented a 18.5% premium over Intercargo's current
stock market price, was a fair price. FPK explained that it had reached that
conclusion by employing several valuation methods, including a
comparable public company analysis, a comparable transaction analysis,
a study of acquisition premia in other transactions, the company's stock
trading history, and a dividend discount analysis The Board considered

Proxy Statement contains a detailed discussion of each of the three valuation
methodologies employed by FPK in assessing the fairness of the merger.
4The
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FPK's opinion as well as numerous other factors,5 and unanimously
approved both the Merger and the Merger Agreement. Since early
December 1998, when the proposed Merger was publicly announced, there
have been no other expressions of interest in, or offers to acquire,
Intercargo.

On February 18, 1999, following the announcement that XL would
acquire Intercargo under the December 1, 1998 Merger Agreement, the
plaintiffs filed their original complaint. On March 31, 1999, Intercargo

issued its Proxy Statement and scheduled the stockholders meeting to vote
on the proposed merger for April 29, 1999. On April 6, 1999, the plaintiffs

filed an amended complaint, claiming that the defendants had breached
their duty of disclosure in connection with the Proxy Statement, and that

they had also violated their "Ry1on duty" to obtain the highest available
value in the Merger. The plaintiffs moved for a preliminary injunction on
an expedited schedule. In that connection, the defendants agreed that they

would not consummate the Merger (assuming its approval by the
shareholders) before the Court decides the motion. The hearing on the
preliminary injunction motion, which was limited to the plaintiffs'
disclosure claims, took place on April 26, 1999.6
IIl. ANALYSIS
[1]
To succeed on a motion for preliminary injunction, the plaintiff must
show a reasonable probability of success on themerits, irreparable harm,
and a balance of equities in the plaintiffs' favor." I conclude, for the
following reasons, that the plaintiffs' application fails on all three counts.

-The Proxy Statement discloses at length the reasons and factors that the Board
considered in approving the merger.
"Despite the apparent understanding that the injunction motion would be limited to
duty of disclosure claims, the plaintiffs included a BeAn claim in their briefs. The Revlon
argument is rejected, not only because it falls outside the scope of this injunction proceeding,
but also because there is no showing that that claim would succeed on the merits. The record
shows that the currently proposed $12 price is the highest value currently available and there is
no evidence to the contrary.
ISlManageent L.P.v. Winin-,e, Del. Supr., 707 A.2d 37,40 (1998); Kaiser
Aluminum Coo. v. Matheson, Del. Supr., 681 A.2d 392, 394 (1996); Allen v. Prime Comnuter
L Del. Supr., 540 A.2d 417, 419 (1988).
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Irreparable Harm

The plaintiffs contend that Intercargo stockholders will be
irreparably harmed, because the disclosures in the Proxy Statement are
misleading and incomplete and will render any stockholder vote at the
April 29, 1999 meeting ineffective and meaningless. Underlying the
plaintiffs' argument is their concern that now is not the best time to sell
Intercargo, and that the Proxy Statement fails adequately to communicate
that concern to the stockholders. Specifically, the plaintiffs contend that
because Intercargo (i) implemented and pursued an internal growth strategy
both before and during the merger negotiation process, (ii) failed to find a
company that it (Intercargo) could acquire, yet (iii) still maintains a
significant amount of cash in its treasury (approximately $41 million) and
(iv) the company's stock market price has presently declined, it follows that
this is not a propitious time to sell 'the company. Therefore, plaintiffs
conclude, if the stockholder vote is allowed to occur, and the merger is
accomplished without the stockholders being told this information,
Intercargo stockholders will be irreparably harmed.
I cannot agree. The shareholders are not threatened with irreparable
[2]
harm, because it is they who in the end will decide whether or not the
company will be sold now. As long as the shareholders' decision is
informed, the choice between whether or not to merge will be voluntary
and cannot in any legally meaningful sense be said to threaten irreparable
harm. In this respect the plaintiffs' irreparable harm argument conflates
with, and depends entirely upon, the merits of their disclosure claim.
Because I conclude that the plaintiffs have not shown a probability of
success on the merits of their disclosure claims, (see Section C., infra), the
plaintiffs have failed to establish the element of irreparable harm.
B.

The Balance of Equities

The plaintiffs also contend that the balance of equities weighs in
their favor. Were the Court to grant injunctive relief, plaintiffs argue, the
defendants would suffer little hardship because all they would be ordered
to do is issue a supplemental corrective disclosure. On the other hand, if
the shareholders were permitted to cast an uninformed vote, the harm to
them and to the electoral process would outweigh any detriment to the
defendants.
This argument also lacks merit. The Intercargo stockholders have
only one viable opportunity to sell the company -- the current XL deal -after nearly a year long process to identify and pursue potential acquirors.
As the defendants succinctly state in their brief: "The $12 per share all
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cash XL Capital offer is, and always has been, the only game in town."
The Proxy Statement contains an
"injunction out" clause that conditions the Merger upon the absence of a
"temporary restraining order, preliminary or permanent injunction.., or
other legal restraint or prohibition preventing the consummation of the
Merger." The threat of Intercargo losing its only offer if the Court issues
an injunction is real, and it far outweighs the risks created by denying
injunctive relief. The plaintiffs have failed to show otherwise
[3]
As former Chancellor Alien has so aptly observed:
[T]he balance of harm in this situation in which there
is no alternative transaction and issuance of the injunction
inescapably involves a risk that the shareholders will lose the
opportunity to cash in their investment at a substantial
premium requires not only a special conviction about the
strength of the legal claim asserted, but also a strong sense
that the risks in granting the preliminary relief of an untoward
financial result from the stockholders' point of view is small.
Repeatedly the plaintiffs' class action bar exhorts the court to
bravely risk the consequences in circumstances such as these,
asserting that more money to the shareholders, not less, will
probably result. At least on facts such as these, a due respect
for the interests of the class on whose behalf, these
exhortations are made, requires, in my judgment, that this
invitation be declined.9
That observation applies with equal force here. Any harm to the
defendants is vastly outweighed by the risk of harm to the shareholders if
this Court intervenes, because an injunction could well result in the
shareholders losing the only available opportunity to realize a premium for
their shares.

'For example, the plaintiffs have not shown that XL would voluntarily extend its offer
in the event injunctive relief were granted.
'Solash v. The Telex Corn, Del. Ch., C.A. Nos. 9518, 9528,9525, mern. op. at 28-29,
Allen, C. (Jan. 19, 1988) (denying injunction because "the balance of harm in this situation in
which there is no alternative transaction and issuance of an injunction inescapably involves a risk
that the shareholders will lose the opportunity to cash in their investment at a substantial
premium" weighs in favor of permitting the deal to go forward); see Also In re Chevene Softwa.
Inc. Shareholders Litig, Del. Ch., C.A. No. 14941. mer. op. at 12-13, Chandler, V.C. (Nov. 7,
1996) (denying injunction where offer at issue was "undisputedly" the only offer now available
to the shareholders, the company would incur "substantial costs" if the closing date was delayed,
and the company had no assurance that the acquirer would voluntarily extend its offer).
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C.

Probable Success on the Merits

The Court next considers the plaintiffs' likelihood of success on the
merits. The plaintiffs claim that the Proxy Statement is deficient in six
material respects, by failing adequately to disclose (i) the financial
projections provided by Intercargo to FPK; (ii) the reason why Mr. Sanborn
absented himself from the September 25, 1998 Intercargo Board meeting,
as well as Mr. Sanbom's interest in Orion and Orion's "true" investment
aims; (iii) the process Intercargo and its representatives used to solicit
potential purchasers; (iv) the reason why the Board did not pursue XL's
partial stock proposal valued at $11.50 per share; (v) the Board's reasons
for accepting the reduction in XL's offering price from $14 to $12 cash per
share; and (vi) the fact that Intercargo's principal negotiator, Mr. Galanski,
was personally interested in the Merger because he would be employed by
XL after the Merger. In my opinion, none of these disclosure claims has
merit.
[4-5] Before addressing the merits of the disclosure claims, a prefatory
comment is in order. It is, of course, settled law that the Intercargo
directors have a fiduciary duty honestly to provide full and fair disclosure
of all material facts relating to the proposed Merger. 0 In this case, none of
the disclosures is claimed to have been misstated; rather, the claim is that
facts were omitted. To succeed on the merits of their disclosure claims,
the plaintiffs must establish that any alleged omitted facts were material,
meaning that they must show a substantial likelihood that the omitted facts
would have assumed actual significance in the deliberations of a reasonable
stockholder because, if disclosed, those facts would have "significantly.
altered the 'total mix' of information" available to the stockholders."1
[6] Where the circumstances require, this Court has not hesitated to
'°See Malone v. Brineat Del. Supr., 722 A.2d 5 (1998) (holding that "when directors
communicate publicly or directly with shareholders about corporate matters the sine qua non of
directors' fiduciary duty to shareholders is honesty."); Stroud v. Grace Del. Supr., 606 A.2d 75
(1992); Weinberger v, U.O.P., Inc. Del. Supr, 457 A.2d 701 (1983).
"Arnold v. Society For Savings Bancorp Del. Supr., 650 A.2d 1270, 1276 (1994)
(citations omitted); see also London v. Archer-Daniels-Midland Co. Del. Supr., 700 A.2d 135,

143 (1997) (for plaintiffs to succeed, they must show a substantial likelihood that "the disclosure
of the omitted fact would have been viewed by the reasonable stockholder as having significantly
altered the 'total mix' of information made available."); Solomon v. Armstron. Del. Ch., C.A.
No. 13515. mem. op. at 73, Chandler, C. (March 25, 1999) ("A faulty disclosure claim must
establish a'substantial likelihood, that under all the circumstances, the omitted fact would have

assumed actual significance in the deliberations of the reasonable stockholder."' (quoting
London 700 A.2d at 143)); Sonet v. Plum Creek Timber Company, C.A. No. 16931, mem. op.

at 19, Jacobs, V.C. (March 18, 1999) ("Sonet II") (citing Arnold . In some circumstances,
misleading partial disclosures may also constitute a material omission or misstatement. Arnold

650 A.2d at 1276.
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grant a preliminary injunction to ensure that a stockholder vote is fully
informed and meaningful. But that remedy, because of its extraordinary
nature, has been granted only in those cases where a clear threat of
disclosure abuse was shown.1 2 Where (as here) the claimed violation is an
omission to disclose a material fact, any application for injunctive relief
that relies solely on the proxy statement itself to establish the omitted fact
will be carefully scrutinized and will rarely succeed. The reason is that to
merit the grant of injunctive relief, the omitted material fact must be
independently established. 3 In this case, the plaintiffs have not
independently established any of the facts that they claim are material.
As explained in more detail below, the Court finds that the plaintiffs
have failed to establish a reasonable probability of success on any of their
disclosure claims. There are three reasons: (i) the Proxy Statement
adequately discloses the allegedly omitted information; or (ii) the inclusion
of the information would not significantly "change[] the total mix of
information received by the shareholders"14; and (to reiterate) (iii) in all
instances the plaintiffs have failed to point to an independently established
omitted fact that creates a threat of
disclosure abuse.
1. The Financial Projection!
The plaintiffs first claim that Intercargo should have disclosed the
[7]
financial projections that the Board provided to FPK, and upon which FPK,
in turn, relied to arrive at its fairness opinion. Although the plaintiffs frame
and support their argument in terms of the F_ly balancing test used to
determine when "soft information" is sufficiently reliable to merit
disclosure," the plaintiffs' position necessarily boils down to the assertion

2

ec, Eisenberi v. Chicanio Milwaukee Cororation Del. Ch., 537 A.2d 1051
note 11 (involving misleading
(1987) (involving coercive disclosures); SnsL1L s
disclosures).
'Co mCar Sonet -H m note 11, at 20-31 (granting injunction where applicants
relied upon independently established material facts that were either not disclosed or made the
disclosures misleading).
'"SeeIn re Vitalink Comm. Com. Shareholders Liig. Del. Ch., CA. No. 12085, mem.
op. at 34, Chandler, V.C. (Nov. 8, 1991), pffd Del. Supr., 610 A.2d 725, cecrt denied 506 U.S.
861 (1992).
"Se.p_. re Anderson Clayton Shareholders Litig, Del. Ch., 519 A.2d 680, 692 (1986)
(citing Flynn v. Bass Brothers Enteorises. Inc. 744 F.2d 978 (3rd Cir. 1984). The Flvnn factors
to be balanced include: (i) the qualifications of those who prepared the information; (ii) the
purpose for which the information was originally intended; (iii) the relevance of the information
to the stockholders' pending decision; (iv) the degree of bias reflected in their preparation; and
(v) the availability to investors of other more reliable sources of information. Id.
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that whenever company projections are provided to and used by a financial

advisor for purposes of rendering a "fairness" opinion, those projections
must be disclosed in the proxy materials seeking shareholder approval.
duty
[8]
The argument is without legal foundation. There is no p
to disclose financial projections furnished to and relied upon by an
investment banker. To be a subject of mandated disclosure, the projections

must be material in the context of the specific case.16 In cases where the
inherent unreliability of the projections is disclosed to stockholders in the
proxy statement or is otherwise established, the projections have been

found not material.' 7

In this case, the Proxy Statement discloses that:
[t]he forecasts or projections furnished to FPK were prepared

by Intercargo. As a matter of policy, Intercargo does not
publicly disclose internal management forecasts, projections
or estimates of the type furnished to FPK in connection with

its analysis of the Merger, and such forecasts, projections and
estimates were not prepared with a view towards public
disclosure. These forecasts, projections and estimates were
based on numerous variables and assumptions which are
inherently uncertain and which may not be within the control

of management, including, without limitation, factors related
to general economic, regulatory, and competitive conditions.

Accordingly, actual results could vary materially from those

"Nebel v. Southwest Bancorp. Inc.. Del. Ch., CA. No. 13618, mem. op. at 12, Jacobs,
V.C. (July 5, 1995) (dismissing plaintiffs' claim that board was required to disclose projections
provided to investment bankers, and stating that "[plaintiffs are unable to support their implicit
proposition that information becomes per se material once it is furnished to the corporations
valuation advisors. That proposition is plainly overbroad. If any or all of that information was
material, it would be because it is independently satisfied the test of materiality.... [Instead],
").
plaintiffs' contention amounts to unsupported ipse dixit ....
'7 See e
Van de Walle v,Unimation. Inc.. Del. Ch., C.A. No. 7046, mem. op. at
36-38, Jacobs, V.C. (March 6, 1991) ("To be the subject of a disclosure obligation, information
relating to value must be considered reliable... [Neither set of figures was intended to serve
as a valuation of the company [and the projections] were not sufficiently reliable evidence of
value to be the subject of mandated disclosure to stockholders."); Goodwin v. Live
Entertainment. Inc, Del. Ch., C.A. No. 15765, mem. op. at 33-36, Strine, V.C. (Jan. 25, 1999)
(failure to disclose that target
was "receiving a premium for its Series C stock over a hypothetical concluded market value"
held not actionable where material to be disclosed was "inherently tentative" and "would not
have contributed meaningfully or reliably to the shareholders' consideration of whether the price
Further disclosure therefore may have
they wefe receiving for their common stock was fair....
made the Proxy Statement less, not more, reliable.").

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 25

set forth in such forecasts, projections and estimates.18
Here, the plaintiffs have not shown that the financial projections were
material. The Proxy Statement explicitly states that the projections were
unreliable and would not, in the Board's view, contribute "meaningfully or
reliably to the stockholders decision whether or not to sell the company."' 19
Nowhere is that statement controverted by record evidence. Thus, the
plaintiffs have not independently shown why the projections were of
"sufficiently reliable evidence of value" that their disclosure was required. °
Moreover, the argument overlooks the fact that the Proxy Statement
contains detailed disclosures about FPK's fairness analysis, including a
discounted dividend valuation, the dividend flow projected by FPK and the
discount rate FPK applied. 2
2.

Mr. Sanborn's Absence from the
September 25, 1998 meeting and

Orion's "True" ]nvestment Aims
The plaintiffs next claim that because Mr. Sanborn (Orion's
designated representative on the Board) excused himself from a key
Intercargo Board discussion about Intercargo's acquisition plans, and
because Orion may have different investment aims than some other
Intercargo stockholders, a conflict may exist between Orion and the
company's other stockholders. Because that potential conflict was not
disclosed in the Proxy Statement, the reason Mr. Sanborn absented himself
was a material fact that should have been disclosed. The defendants
contend, and I agree, that Mr. Sanborn's reason for excusing himself from
the September 25, 1998 meeting and Orion's "true" investment aims are
two separate issues, and that the Proxy Statement disclosure of both
subjects is adequate.

"Proxy Statement at 15.
"Goodwin supra note 17, at 33-34.
"Van do Walle, upra note 17, at 38; see also Nebel supra note 16, at 12.
Plaintiffs also claim that the Board should have disclosed the projections due to the
threat of "personal bias" because both Galanski and Lynyak had signed employment contracts
with XL. I am not persuaded that the prospect of future employment with XL would cause
Galanski and Lynyak to create sham projections that would justify a sale, considering the fact
that plaintiffs have not sufficiently established this fact nor have they shown that either Galanski
or Lynyak was threatened with losing their jobs with Intercargo if the merger was not
consummated.
2"proxy Statement at 16-17. Also attached to the Proxy Statement is Intercargo's Form
10-K annual report, which contains actual results for at least a portion of the time period covered
by the projections.
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The Proxy Statement discloses that: (i) Orion beneficially owns 26%
of Intercargo's outstanding common stock and is entitled to designate one
director of the Intercargo Board; (ii) Mr. Sanborn is Orion's current
designee on the Intercargo board and, as such, his investment aims may be
different than those of some stockholders; (iii) in September 1998, the
Intercargo Board still viewed Orion as a potential acquirer, having
previously authorized management and FPK to determine Orion's level of
interest in a potential transaction; (iv) because of the possibility that Orion
might later express an interest, Mr. Sanborn excused himself from a
September 25, 1998 telephonic special meeting of the Intercargo Board at
the beginning of the discussion regarding Intercargo's strategic alternatives;
and (v) Orion executed a stockholder agreement before the Merger
Agreement was signed on December 1, 1998, wherein Orion agreed to vote
all of its shares of common stock in favor of the Merger. Those disclosures
are sufficient.
a)

Mr. Sanborn

The plaintiffs apparently believe that Mr. Sanborn absented himself
from the September 25, 1998 Board meetings for a heretofore undisclosed
improper purpose, and that the Proxy Statement should have revealed the
"true motive" for his absence. The plaintiffs' failure to furnish this Court
with any evidence of what that improper purpose might be defeats the
argument. The reason for Mr. Sanborn's absence is readily apparent and
fully discernable from the Proxy Statement.
By the time the September 25, 1998 Board meeting was held, Orion
had already informed Intercargo that it was not interested in acquiring the
company at that time. But, there was nothing which precluded Orion from
changing its mind and making a bid, and if that were to happen, Mr.
Sanborn's presence at the September 25, 1998 meeting would have been
inappropriate due to the Board's discussion of confidential information not
available to other potential bidders. Mr. Sanborn's recusal from the
meeting was a precautionary measure, not an indication (as plaintiffs
intimate) that Orion had some irrational motive to sell its shares in
Intercargo for less than the best price reasonably available. The plaintiffs
have failed to show that their unproven, speculative suspicion to the
contrary would be material to shareholders evaluating the proposed
merger.2
"Cf,Newman v. Warren. Del. Ch., 684 A.2d 1239, 1246 n.5 (1996) (finding
immnaterial plaintiffs' claim of nondisclosure as to why director was absent from board meeting,

because the plaintiffs' claim that the director was coerced not to attend "is speculation that is
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Orion's "True" Investment Aims

The plaintiffs also argue that the Proxy Statement is misleading
because it touts that Orion, Intercargo's largest (approximately 26%)
shareholder, agreed to vote to approve the merger. That disclosure is
materially misleading, plaintiffs claim, because the Proxy Statement does
not disclose that Orion's intent was to sell its Intercargo investment
regardless of whether or not the Merger took place. That fact is material,
the plaintiffs insist, because Orion would no longer care about obtaining
the highest price for its investment, having "determined to exit its position
in Intercargo because it no longer wanted to be in the segments of the
insurance industry in which Intercargo operates."'
But it hardly follows that because Orion intended to exit the marine
insurance business it would accept less than the highest available value for
its 26% investment in Intel-cargo. The plaintiffs cite no independent
evidentiary or legal support for that conclusion; indeed, the evidence shows
the contrary. The process that Intercargo underwent to locate an acceptable
bidder lasted almost one year. During that entire time, Orion was patient
and waited for a fair price. There is no evidence that a "fire sale" was
being conducted, and there is no reason to suppose that Orion!s investment
aim to exit the insurance business would necessarily make its financial
interests adverse to those of the other stockholders.'
3.

The Solicitation Process

The plaintiffs next claim that the Proxy Statement failed to disclose
which specific firms were being solicited to express an interest in acquiring
Intercargo, or how those entities were selected. Plaintiffs contend that the
Proxy Statement should have disclosed the identity of the companies
evaluated, the number and identity of the companies contacted, whether the
companies evaluated and/or contacted included those that were likely to be

immaterial to an evaluation of the transaction .... ).
"In support of this claim, the plaintiffs point to the following excerpt from Orion's
1998 Form 10-K:
Additionally, we took steps to exit a block of commercial automobile and
transportation business, representing approximately $100 million in net
written premiums, that is highly price-driven and performing poorly. Orion
will continue its reshaping of this segment in 1999. As part of that effort,
we will exit the marine segment by selling our 26% interest in Intercargo
Corporation and Win. H. McGee & Co., Inc.
'Moreover, Orion's decision to exit the marine insurance business had been publicly
disclosed in the 1998 Form 10-K.
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interested in Intercargo, and how many of those companies contacted
signed confidentiality agreements.
The defendants counter that the Board had no duty to disclose these
details and that the plaintiffs have failed to show why any of this
information should be considered important to an Intercargo stockholder's
investment decision. I agree.
The Proxy Statement adequately discloses the process that Intercargo
and its financial advisor employed to seek out prospective purchasers.2 It
is difficult to understand how the identities of the companies that did not
express an interest in purchasing Intercargo and that did noI make an offer
could be significant to Intercargo stockholders considering whether or not
to accept the only offer -- by XL -- on the table. 6 No reason has been
shown to suspect, and the plaintiffs have not alleged facts that suggest, that
the (unidentified) pool of prospective purchasers was of inadequate quality.
Most telling is the marketfs reaction to the XL offer -- five months have
elapsed since the Merger was publicly announced, yet no one else has
either expressed an interest or made an offer to purchase Intercargo. If the
XL offer was truly inadequate, there has been ample opportunity for
another bidder to step in and offer more.
4.

The Board's Decision Not to Pursue
The Partial Stock Alternative

[9] Next, the plaintiffs argue that the Proxy Statement should have
disclosed why the Intercargo Board did not pursue the $11.50 per share
proposal wherein XL stock would be part of the Merger consideration, as
opposed to the $12 cash per share deal to which the Board ultimately
acceded. This omission cannot be material, because the answer is obvious:

"'Proxy Statement at 9. The Proxy Statement states that
the Intercargo board decided to further explore a potential sale or merger
of the Company while continuing to ... work with FPK to... determine
the level of interest of Orion, Intercargo's largest shareholder, in any
potential transaction ... FPK was advised by Orion's financial advisor that
Orion was not interested in making an offer to acquire the Company....
FPK evaluated twenty-seven prospective purchasers of the Company, and
the Company entered into confidentiality agreements with eleven
prospective purchasers. All of these entities received confidential
information about the Company, and several conducted due diligence.
Id.

2Cf_Kahn v. Caorella Del. Ch., CA. No. 13248, Berger, V.C. (March 10, 1994)
(holding that failure to disclose expression of interest from potential bidder and bidder's identity
were not material where potential bidder never made an offer and eventually lost interest in the
acquisition).
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$12 is more than $11.50, and under RvOan the Intercargo board has no
duty to pursue a deal valued less than the best and only offer presently
available. In these circumstances, no reason has been shown why the
Board should be required to disclose "all of the.., bends and turns in the
road" which led to the final agreement.27
S.

The Reason Why llntereargo's Board
Agreed To a Reduction in XL's Offer Price
From $1-to $12

The plaintiffs next claim that the Proxy Statement improperly omits
to disclose why the Board agreed to a reduction in XL's offering price from
$14 to $12 per share. 2' This claim also lacks merit.
The $14 price was characterized in the Proxy Statement as a
"non-binding preliminary indication of interest. '29 It was not meant to be
an offer; but only a preliminary estimation of the price XL might be willing
to pay. After conducting due diligence, and because of the market
volatility that had caused a decline in the value of insurance companies
generally, XL decided that Intercargo was worth less than it had originally
estimated, and decided to offer only $12. Even then, the Intercargo Board
did not simply accept that offer, but attempted-to obtain a higher price. All
pertinent information about the Board's negotiations with XL was set forth
in the Proxy Statement, which discloses that the Board ultimately decided
to accept what was, in the end, the only available offer, which represented
a 18.5% premium over market,and which the Board's financial advisor had

"Renairman's Serv. Corp. v. Na'l Internr-n. Inc. Del. Ch., CA. No. 7811. mem. op.
at 53, Walsh, V.C. (March 15, 1985) (rejecting claim that board should have disclosed in proxy
statement "an account of proposals and counterproposals made by each side in the ebb and flow

of negotiations," including the board's rejection of a partial cash-out of its shareholders); see also

Vn D-e Wil v
note 17, at 34 (noting that every detail-of negotiations need not be disclosed
where "arn's-length negotiation has resulted in an agreement which fully expresses the terms
essential to an understanding by shareholders of the impact of the merger." (citations omitted));
T Cy Securities. Inc. v. Southern Union Co.. Del. Ch., CA. No. 11282, mem. op. at 18, Chandler,

V.C. (Jan. 31, 1990) ("[pjlay-by-play disclosure of the bidding process in the circumstances here
would not alter the total mix of information made available to Southern Union's shareholders.

... [A] reasonable line has to be drawn or else disclosures in proxy solicitations will become so
detailed and voluminous that they will no longer serve their purpose.").
"nSpecifically,the plaintiffs contend that the Proxy Statement should have disclosed:
(i) why the board willingly accepted the price reduction; (ii) whether the board evaluated the

expected duration of the market conditions that allegedly caused the reduced offering price; (iii)
why the board aecided to sell at the reduced price, rather than maintain its long-term strategy
until market conditions improved, and (iv) whether the board evaluated or agreed with XL's
conclusions regarding the market conditions and their effects on the value of Intercargo and XL.
9

Proxy Statement at 10.
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opined was fair."
6.

Mr. Galanski's Role in the Merger
Negotiations and his Future Interest
in XL Capital

Lastly, the plaintiffs argue that the Proxy Statement fails fully to
disclose Mr. Galanski's role in the Merger negotiations. Mr. Galanski was
the principal negotiator for Intercargo and will be employed by XL after
the Merger. That fact, plaintiffs claim, reveals a conflict of interest that
should have been disclosed and that should have precluded Mr. Galanski
from being Intercargo's lead negotiator.
The short answer is that Mr. Galanski's role in the negotiations and
his self-interest were fully disclosed. The Proxy Statement discloses that

Mr. Galanski had a lead role in Intercargo's negotiations with XL,31 that he
would remain with XL as an employee after the Merger, and that XL
required him to execute an employment agreement with XL as a condition
to XL's agreement to the Merger. 2 The disclosures in this regard were
proper.

M. CONCLUSION
For the foregoing reasons, the plaintiffs' application for a preliminary
injunction is denied. IT IS SO ORDERED.

nNor was the Intercargo Board required to disclose whether XL's reason for offering
a lower price than it originally had proposed (j,,market volatility and a resulting decline in the
insurance company market) was legitimate. &a Klang v. Smith's Food & Drug Centers. Inc..
Del. Ch., CA. No. 15012, Chandler, V.C. (May 13, 1997) (Board's omission to disclose bidder's
reasons for making firm offer that was lower than initial indication of interest was not
actionable), affd Del. Supr., 702 A.2d 150 (1997). It would have been difficult, if not
impossible, for Intercargo to explore the bona fides of Orion's asserted reason for deciding not
to make an offer.
3'Proxy Statement at 10 (disclosing that Galanski was authorized to attempt to
persuade XL to sweeten its offer and had attended a October 23 negotiation meeting); Proxy
Statement at 13 (disclosing that Galanski received a 1998 $125,000 year-end bonus in part for
efforts in pursuing strategic alternatives available to Intercargo).
his negotiation
3
1Proxy Statement at 11 ("certain conditions to the signing of the Merger Agreement
had not yet been fulfilled, notably... the execution of employment agreements with... Mr.
Galanski.. .); Proxy Statement at 13 (stating that Galanski entered into an employment
agreement with XL, and that the execution of that agreement was a condition of XL's offer).
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ONTI, INC. v. INTEGRA BANK
No. 14,514 (Consolidated)
Courtof Chanceryof the State of Delaware,New Castle
May 26, 1999
Revised July 1, 1999
Plaintiffs filed a complaint against the individual counterclaimants
and defendant corporation seeking a declaration that the cash-out merger
consideration was fair to the minority stockholders and a declaration of
whom the proper parties were to receive consideration in the cash-out
merger or, in the alternative, to demand appraisal. Counterclaimants then
filed a complaint against the counterclaim defendants alleging unfair
dealing and breach of contract, and an appraisal action.
The court of chancery, per Chancellor Chandler, concluded that
counterclaimants met their burden of proof in that the counterclaim
defendants dealt unfairly and determined it should use the discounted cash
flow method in the final determination of fair value. The court entered
judgment for counterclaimants in the amount of $16,195,258, plus
prejudgment interest at the rate of 0.86% per month, compounded monthly,
from August 30, 1995, to the date of payment. The court further concluded
that the counterclaimants failed to meet the burden of proof for their breach
of consent decree claim and, thus, dismissed it for failure to state a claim
upon which relief may be granted.

I.

Corporations
Fraud

Q:z
G=

182.4(6), 584

60

In an appraisal action brought by dissenting shareholders upon
merger of corporation, only litigable issue is the determination of the value
of the shares on the date of the merger, the only party defendant is the
surviving corporation, and the only relief available is ajudgment against
the surviving corporation for the fair value of the dissenter's shares; in a
fraud action asserting fair dealing and fair price claims, an expansive
remedy is afforded and the action is brought against the alleged wrongdoers
to provide whatever relief the facts of the particular case may require. DEL.
CODE ANN. tit. 8, § 262 (1998).
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Corporations

1*

182.4(6), 584

In an appraisal proceeding, a corporation must be valued as an
operating entity by application of traditional value factors, weighted as
required, but without regard to post-merger events or other possible
business combinations. DEL. CODE ANN. tit. 8, § 262 (1998).
3.

Appeal and Error
Corporations

0=
tb

1193, 1195, 1195(1)
182.4(6), 584

In an appraisal proceeding, the court shall consider all elements of
future value, including the nature of the enterprise, which are known or
susceptible of proof as of the date of the merger and not the product of
speculation. DEL. CODE ANN. tit. 8, § 262 (1998).
4.

Corporations

3

182.4(2), 584

This court will make adjustments for the effect of a control premium
when it depresses the market value of minority-owned shares, but it will
not specifically consider studies of control premiums paid in merger
transactions because those reflect expected future profits after the merger.
5.

Corporations

Cft,

182.4(1), 584

SEC Rule 144 covers the sale of nonregistered shares of stock and
includes provisions for leakage that apply across the board to unregistered
shares.
6.

Corporations

C=D 584

This court cannot offset any possible discount for the restricted
nature of the shares by the minority share discount unless things are even.
7.

Corporations

Cm

584

This court will make adjustments for the effect of a control premium
when it depresses the market value of minority-owned shares, but it will
not specifically consider studies of control premiums paid in merger
transactions because those reflect unexpected future profits after the
merger.
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584

This court will not adjust for any control premium that may have
been created through a transaction when that premium would result from
synergies that were far from certain at the time of the merger.
9.

Corporations

Q=

584

For the court to consider a premium, the plaintiff must argue with
specifically what the premium is.
10.

Corporations

0

182, 182.4(1), 182.4(2), 584

When a discount results from the restrictions on the shares affects,
this court considers it corporate level discounting and thus appropriate.
11.

Corporations

r

182.4(1), 182.4(2)

This court held that when there is no indication stock would have
been sold prior to a public offering, when the possibility of a public
offering is far remote, and when the likelihood of a transaction occurring
within a relatively short time is high, those studies examining the price at
which common shares in privately-held companies sold prior to public
offerings of stock in the same company will not be considered.
12.

Corporations

@D

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

This court averaged the mean discounts presented when studies
could not adequately show which study was more or less correct than the

others.
13.

Corporations

0:

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

In determining the appropriate discount that the restricted shares
should carry, the court will use the discount of market value of
corporation's stock on date of the announcement of the merger because
unregistered shares may be sold in private transactions, and the whole
reason for discounting the stock price is to factor in this limited market for
the shares.
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Corporations

U

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

The court will not calculate a mean by adding the median discounts,
as it is elementary statistical knowledge that adding medians, and dividing
by the number one has added, is neither a mean nor a median of the two.
15.

Corporations

C2-

182, 182.4(1), 182.4(2)

Shares are to be valued as of the date of the merger.
16.

Corporations

05=

182, 182.4(1), 182.4(2)

The court applies discount when shareholders could have sold their
shares on the day of the transaction and avoided the drop in stock price, but
only for below market value.
17.

Corporations

Cm

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

One method for properly valuing a company is the comparative
analysis approach, also called a comparable companies approach, which
seeks to value a company based on first finding companies that are similar
to the company under appraisal and then calculation the value of the
company through the use of earnings and other multiples.
18.

Corporations

1m

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

When utilizing the comparative analysis approach, the burden of
proof on the question of whether the comparables are truly comparable lies
with the party making the assertion.
19.

Corporations

Cu-

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

This court has frequently employed the discounted cash flow as at
least one method of valuation.
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182, 182.4, 182.4(1), 182.4(2),
182.4(5)

The DCF model entails three basic components: an estimation of net
cash flows that the firm will generate and when, over some period, a
terminal value equal to the future value, as of the end of the projection
period, of the firm's cash flows beyond the projection period; and finally
a cost of capital with which to discount to a present value both the
projected net cash flows and the estimated terminal or residual value.
21.

Evidence

0

448

The parol evidence rule does not prohibit the court from considering
the ongoing relationship between the parties in interpreting a contractual
term when the contract is created as a response to the significantly changed
relationship between the parties.
22.

Contracts

0

152

Where the court finds that the intention of the parties was for one not
to earn a profit, and it is shown that the fee should be increased because the
increase is the amount that will offset any would-be profits for that party,
the court will allow the adjustment in full.
23.

Corporations

Q

182, 182.4(1), 182.4(2), 182.4(6),
584

When an appraiser of physician practices and ancillary health-care
service companies does not have specific knowledge of a very specialized
area, he can still properly calculate a reasonable management fee for such
a company, especially where the appraiser has done extensive work in
consulting in the medical field.
24.

Corporations

02

182, 182.4(1), 182.4(2), 182.4(6),
584

In an appraisal proceeding, when determining a reasonable
management fee in a discounted cash flow model, it is appropriate to use
the industry standard so as not to create an artificially low income level for
the company for purposes of the appraisal.
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Corporations

182, 182.4(1), 182.4(2), 182.4(6),
584

0

When appraising minority shares after merger pursuant to discounted
cash flow method, the court would use capital asset pricing model used by
shareholder's expert to calculate corporation's discounted rate, except that
comparable beta employed would be based on the average beta of the
corporation's comparable companies, and in the absence of beta the
addition of a company specific premium is appropriate.
26.

Corporations

3=

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

The party seeking to add the premium bears the burden of showing
that the premium is appropriate.

27.

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

Corporations

The addition of a company-specific premium is appropriate in the
absence of beta.
28.

Corporations

m 182, 182.4, 182.4(1), 182.4(2),
182.4(5)

In determining what the company specific premium should be, the
court looks at all items that do not affect the S&P 500 generally.
29.

Corporations

1

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

Where the valuation does not state how much impact on the
company specific premium each factor has, the court estimates that they are
approximately equal.
30.

Corporations

Cm

182, 182.4(1), 182.4(2), 182.4(6),
584

The court has traditionally recognized the existence of a small stock
premium in appraisal matters.
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Om182, 182.4, 182.4(5)

The party seeking the company-specific premium bear the burden of
showing that the amount of the premium is appropriate.
32.

Corporations

OR= 182, 182.4, 182.4(), 182.4(2),
182.4(5), 182.4(6)

In an appraisal proceeding, in determining the existence and
magnitude of a small stock premium the court should give more weight to
the stock market results over the more recent years than the older ones.

33.

Corporations

182, 182.4, 182.4(), 182.4(2),

182.4(5)

In using a discounted cash flow model, the best method to determine
the terminal value is the constant growth valuation model, which uses this
formula: (l+g)/(r-q), where g = estimated long-term earnings growth rate,
and r = investor's required rate of return.

34.

Corporations

C

182, 182.4, 182.4(1), 182.4(2),
182.4(5)

This court favors the discounted cash flow approach, based in large
part on its wide acceptance.
35.

Corporations

0 -

182, 182.4, 182.4(l), 182.4(2),
182.4(5)

In making a final determination of fair value with regard to the
minority shareholders of cancer treatment facilities in a cash-out merger,
the court weighted the discounted cash flow method at twice the stock
market method and assigned a value of $15,289,877 to the cancer centers,
then added the value of the company before the transfer to reach a fair
value of $16,195,258.
36.

Corporations

(

182.4(6), 584

Interest on appraisal cases should be compounded daily, not
monthly.
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Corporations

Cem 182, 182.4, 182.4(5)

Section 262(h) of the General Corporation Law requires the court of
chancery to determine a fair rate of interest, if any, to be paid upon the
amount determined to be the fair value. DEL. CODE ANN. tit. 6, § 262(h)
(1998).
38.

Corporations

O

182, 182.4, 182.4(5)

Interest may be simple or compound as the Delaware Court of
Chancery may direct. DEL. CODE ANN. tit. 8, §262(i) (1998).
39.

Corporations

L

182, 182.4, 182.4(5)

Section 262(h) of the General Corporation Law requires the court of
chancery to elaborate upon its decision to award compound interest, on the
basis of the record established in the case. DEL. CODE ANN. tit. 6, § 262(h)
(1998).
40.

Corporations

Omm 182, 182.4, 182.4(5)

Either simple or compound interest may be accorded, as the
Delaware Court of Chancery directs. DEL. CODE ANN. tit. 8, § 262(i)
(1998).
41.

Corporations

2

182.4(6), 307,310(1), 584

In a cash-out merger, a plaintiff can file a claim for violation of
entire fairness by the corporation or its board of directors in addition to an
action for appraisal.
42.

Corporations

m

182A(6), 310, 310(1), 320,320(8)

While an appraisal claim is based in a statute, an unfair dealing claim
is based in case law.
43.

Corporations

C=

307,310(1), 320, 320(8)

A claim for violation of entire fairness by the corporation or its
board of directors consists of two elements, unfair dealing and unfair price,
also known as procedural fairness and substantive fairness, respectively;
both of these aspects of fairness have to be met for a board's decision to be
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found entirely fair to the minority shareholders.
44.

Corporations

G

307, 310(1), 519(1), 584

The burden of proof in a claim for violation of entire fairness by the
corporation or its board of directors lies with the plaintiff where the board
of the company being sued is disinterested in the transaction, and it is with
the defendant where the board is interested.
45.

Corporations

G

307, 310(1), 317.5, 584

Claims based on fraud or breach of the fiduciary duty of disclosure
cannot be adequately addressed in an appraisal, for the additional reason
that nondisclosures of material facts might warrant injunctive relief that
would prevent the merger from taking place; to say it differently,
disclosure-based claims cannot be resolved in an appraisal proceeding
because the appropriate remedies for disclosure violations (such as
rescission or its monetary equivalent) are inconsistent with the purely
monetary relief that is available in a statutory appraisal.
46.

Corporations

O=

182A(6), 307, 310(1), 320, 320(8)

In a claim for violation of entire fairness by the corporation or its
board of directors, the plaintiff must show damages in excess of the fair
value awarded in the appraisal action.
47.

Corporations

@=

182.4(6), 307, 310(1), 320, 320(8)

In an unfair dealing claim where the court did not find that any
aspect of value related to the timing or disclosure of the cash-out mergers
has had any negative effect on the valuation of the merged corporations
that has not been captured already in the appraisal of those corporations, no
additional damages were awarded.
48.

Corporations

0

182.4(6), 307, 310(1), 320, 320(8)

In an unfair dealing claim where the court did not find that the cashout mergers valuations were extraordinary depressed, the court saw no
additional value that would make the unfair dealing claim exceed the
appraisal's fair value calculation.
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:

Corporations

307,310(1), 320,320(8)

In an unfair dealing claim, all litigation must be factored in, and all
defenses against it must be considered, in determining the value of
contingent claims.
50.

2

Corporations

307, 310(1), 320, 320(8)

In an unfair dealing claim, when the court did not find any of the
dissenting shareholders claims of unfair dealing added any potential to the
fair value, no additional damages were awarded.
51.

Contracts

C

147, 147(2)

Reading the alleged intent of the parties into the interpretation of the
contract when that intent contradicts the stated language of the contract is
not an accepted method of contracts interpretation.
52.

Contracts

B

147, 147(2)

Parties' intent must be ascertained from the language of the written
instrument.
53.

-

Contracts
Pretrial Procedure

147, 147(2)
O2 551

In a breach of consent decree claim, when the dissenting
shareholders cannot meet their burden of proof that the intent of the parties
nor that the option to purchase turns into an obligation in the event of a
merger, the claim shall be dismissed for failure to state a claim upon which
relief can be granted.
54.

Contracts

O

147, 147(2), 182, 182.4(1)

The SEC and the courts have always defined words such as purchase,
sell, purchaser, and seller very broadly.
Robert . Valihura, Jr., Esquire, and Thomas P. Preston, Esquire, of Duane,
Morris & Heckscher LLP, Wilmington, Delaware, for plaintiffs and counter
defendnts ONTI, Inc. and EquiMed, Inc.
Kenneth J. Nachbar, Esquire, of Morris, Nichols, Arsht & Tunnell,
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Wilmington, Delaware; and lies Cooper, Esquire, of Williamson, Friedberg
& Jones, Pottsville, Pennsylvania, of counsel, for counterclaim defendants
Douglas R. Colkitt, M.D., Jerome D. Derdel, M.D., and Raymond J.
Caravan.
R. Franklin Balotti, Esquire, and Anne C. Foster, Esquire, of Richards,
Layton & Finger, Wilmington, Delaware; and Jefferson V. Wright, Esquire,
Robert S. Brennen, Esquire, and Matthew S. Sturtz, Esquire, of Miles &
Stockbridge, P.C., Baltimore, Maryland, of counsel, for defendants,
counterclaimants, and petitioners.
Josy W. Ingersoll, Esquire, and Martin S. Lessner, Esquire, of Young
Conaway Stargatt & Taylor, LLP, Wilmington, Delaware; and Peter S.
Russ, Esquire, of Buchanan Ingersoll Professional Corporation, Pittsburgh,
Pennsylvania, of counsel, for defendant National City Bank of
Pennsylvania, f/k/a Integra Bank.
CHANDLER, Chancellor
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ANALYSIS OF THE PRESENT UNFAIR DEALING CLAIM ...

This is an appraisal and entire fairness action arising from the
cash-out mergers (the "Cash-Out Mergers") of Onco-Tech, Inc. ("OTT")
and eight other companies that owned cancer treatment facilities (the
"Eight Centers"). I must decide the value of the companies at the time of
the mergers.
I. BACKGROUND
On January 31, 1986, Mobil Diagnostic, Inc. ("MDI"), a company
owned by A. Jerome DiGiacobbe, Jr. ("DiGiacobbe"), Calvin F. Zontine,
and Gerald W. Weaver (collectively the "Individual Counterclaimants," and
with MDI, the "Counterclaimants"), entered into a joint venture with
Oncology Services, Inc. ("OSI"), a company wholly owned by Douglas R.
Colkitt ("Colkitt") (together with Jerome D. Derdel ("Derdel"), and
Raymond J. Caravan ("Caravan"), and with OTI, EquiMed, Inc.,
EquiVision, Inc., and the Treatment Center Companies (defined below),
(the "Counterclaim Defendants"). Conflicts developed between the parties
to the venture, and they entered a consent decree (the "Consent Decree")
on January 31, 1988. Pursuant to the Consent Decree, fifteen cancer
treatment centers were transferred to OTT, a company owned sixty percent
by Colkitt and forty percent by the Individual Counterclaimants.
In 1993, assets often of these fifteen cancer treatment centers were
transferred in exchange for stock in ten new companies (the "Treatment
Center Companies"), and the stock was distributed to OTI's shareholders.
Pursuant to a writ of garnishment, OTI, either correctly or incorrectly
(depending on which side tells the story it is not important to this decision),
issued the Counterclaimants' shares to Integra Bank ("Integra").
On August 30, 1995, OTI and the Eight Centers (of the ten
Treatment Center Companies) completed the Cash-Out Mergers. The
Counterclaimants' forty percent interest was determined to be worth
$6,040,000, based on a valuation performed by Hempstead & Co.,
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Incorporated (the "Hempstead Valuation").' ONTI, Inc. ("ONTI") was the
surviving company in the OTI Cash-Out Merger, and the Eight Centers
were survived by the New Treatment Companies. Subsequently, the New
Treatment Companies merged with Colkitt Oncology Group ("COG"), a
company owned primarily or entirely by Colkitt, and COG subsequently (in
February 1996) merged with EquiVision, Inc. ("EquiVision"), a public
company owned thirty percent by Colkitt, resulting in EquiMed, Inc.
("EquiMed"), a public company (the "EquiMed Transaction"). (I will
address further details of the background to the transaction as necessary in
the analysis below.)
The case was originally filed by ONTI and the New Treatment
Companies (collectively, "Plaintiffs") against the Individual
Counterclaimants and Integra (collectively, "Defendants"), seeking a
declaration that the Cash-Out Merger consideration of $6,040,000 was
entirely fair to the minority stockholders and a declaration as to who were
the proper parties entitled to receive the consideration in the Cash-Out
Mergers or to demand appraisal.
Counterclaimants later filed
counterclaims against the Counterclaim Defendants alleging unfair dealing
and breach of contract, as well as appraisal actions against ONTI and the
New Treatment Companies, seeking approximately $53 million for their
share of the Eight Centers. Integra Bank also filed appraisal actions against
the New Treatment Companies, but not against ONTI. The Court tried
these actions on a consolidated basis between May 11 and May 28, 1998.
II. APPRAISAL CLAIM
The parties disagree about virtually everything in this case, a
circumstance that complicates my effort to resolve this matter. Based on
Counterclaimants' reliance on it in their post-trial brief, however, I believe
I can base my appraisal of the companies on the Hempstead Valuation,
modifying it where appropriate by the primary adjustment claims asserted
by Counterclaimants.

'The Hempstead Valuation of Aug. 29, 1997, PX 313, summarized into one report
Hempstead's actual appraisals performed on August 22, 1995, on each of the Eight Centers. It
also (and separately) updated those appraisals "to reflect actual performance during the first two
years of the projection period," Hempstead Valuation at 1, but all references in this Opinion to
the Hempstead Valuation are to the summarized portions of the appraisals and not to those
updated numbers.
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A. Law of an AppraisalCase
[1]
The focus of an appraisal proceeding is not a wide one: "[I]n a
section 262 appraisal action, the only litigable issue is the determination of
the value of the appraisal petitioners' shares on the date of the merger, the

only party defendant is the surviving corporation and the only relief
available is ajudgment against the surviving corporation for the fair value

of the dissenters' shares."2 Therefore, I will focus on the methods and data
relied upon by the parties to arrive at their calculations of the fair market

value of the shares cashed-out in the Cash-Out Mergers, "and the extent to
which the expert witnesses, their methods, and their sources of

information" affect the accuracy of those calculations
B. Counterclaimants'Objections to the Hempstead Valuation
In determining the value of the shares to be appraised, the
Hempstead Valuation considered three methods: a Market-Based
Approach, an Earnings-Based Approach, and an Asset-Based Approach.

Ultimately it decided on the Earnings-Based Approach for its final

valuation.4 Richard Ruback ("Ruback") analyzed the Hempstead Valuation
for Counterclaimants and made several adjustments.' For simplicity's sake

I base my analysis on the structure employed by Ruback in reviewing the
Hempstead Valuation.
1.

Stock Market Value

Ruback first calculated the fair value of the Eight Centers looking at
the market price of EquiVision on the date of its announced merger with

2Cede & Co. v.

Technicolor,Inc., Del. Supr., 542 A.2d 1182, 1187 (1988).
'Grimes v. Vitalink Communications Corp., Del. Ch., CA. No. 12334, Chandler, C.
(Aug. 26, 1997), Mene. Op. at 4, affd, Del. Supr., 708 A.2d 630, andcert.denied, 119 S. Ct. 160
(1998); see also Rapid-AmericanCorp.v. Harris,Del. Supr., 603 A.2d 796, 802 (1992) ("Mhe
trial judge, as finder of fact in appraisal cases, enjoys the unique opportunity to examine the
record and assess the demeanor and credibility of witnesses."); Alabama By-Products Corp.v.
Neal, Del. Supr., 588 A.2d 255, 258 (1991) ("Where those assumptions [underlying expert
valuations] are values supplied by others, the conduct of such other persons is probative of their
credibility and of the information being supplied to the expert.").
4
See Hempstead Valuation at 54-62.
SSee Report of Richard Ruback, July 25, 1997, DX 517 et seq. (hereinafter, "Ruback
Report"). Since 1988, Richard Ruback has been on the faculty of the Harvard Graduate School
of Business and is currently the Willard Prescott Smith Professor of Corporate Finance at that
school. Prior to that he taught finance at Sloan School of Management at the Massachusetts
Institute of Technology for seven years. He has also served as the Director of Research at HBS
and as a Research Associate for the National Bureau of Economic Research.
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COG.6 The Hempstead Valuation vehemently objects to this approach,
saying "the EquiMed transaction [i.e., the merger of EquiMed with COG]
provides no relevant information which would affect our analysis of the fair
value of the Cancer Centers as of August 22, 1995." ' Its reasoning is that
even if this Court were to factor in the value of the EquiMed stock,
adjustments must be made because "the shares of common stock in
EquiMed issued in the EquiMed Transaction to COG'S shareholders were
restricted shares, and such shares must be valued, if at all, in a manner
reflecting the reality of the lack of immediate marketability of those
shares."'
Ruback's valuation looks at two separate market prices, the closing
price of EquiVision on September 7, 1995, the first trading day after it
announced its plan to merge with COG ($7.125, adjusted to $14.25 based
on a subsequent 1 for 2 reverse stock split), and the closing price of
EquiMed on February 5, 1996, the first trading day after the merger of
EquiVision and COG and the creation of EquiVision ($15.50). Ruback,
noting that these values were consistent, took the smaller of them
(perhaps to be conservative)-the $14.25 on the day of the announcement-and multiplied it by the 20,783,633 adjusted shares of EquiMed that
COG shareholders would receive in the merger, to arrive at a valuation of
$296.2 million. Then he multiplied that amount by the value of the Eight
Centers compared to all of COG-31.7% 9-- and that by the
Counterclaimants' 40% share to arrive at a value of $93.9 million for the
value of the EquiMed shares that Counterdlaimants would have owned had
they not been cashed out.
As mentioned above, Counterclaim Defendants' (and the Hempstead
Valuation's) objection to this methodology is twofold: first, the EquiMed
Transaction should not be considered at all, and second, if it is, the shares
must be discounted to reflect their lack of marketability, based on the
restricted nature of the shares. I now turn to these two objections.

6

See id. at 6.
'Hempstead Valuation at 8.
Bd.
'Ruback looked at the Eight Centers' revenue, earnings before interest, taxes,
depreciation, and amortization ("EBITDA'", and earnings before interest 'and taxes ("EBIT") for
the year ended December 31, 1995, as a percentage of the same figures for COG that same year,
then added them up (29.3%, 33.1%,and 32.6%, respectively) and divided by three to arrive at
his 31.7% average. See Ruback Report, ex. 4.
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a. Section 262(h)s Prohibition of Considering the
Value Added by the Merger

Counterclaim Defendants urge me to exclude this methodology on
factual grounds (the opportunity to combine COG with EquiVision was not
available to OTI without the Cash-Out Mergers taking place) and on legal
grounds (Cede"0 and related cases require the Court to value the company
on a going concern basis, not including speculative hopes for future
synergies or earnings). Regarding the factual claim, Counterclaim
Defendants state that the president of EquiVision, Larry Pearson
("Pearson"), "was adamant that he would not do a transaction involving
centers in which MDI or its principles continued to hold a minority
interest" Therefore, say Counterclaim Defendants, two alternatives
existed: either Counterclaimants remained minority shareholders and the
EquiMed Transaction did not occur, or they were cashed out and it did.
But Counterclaimants point out the inconsistency between Pearson's
deposition and trial testimony. Pearson reported this fact at trial, but in his
deposition he stated, "I never said that, in fact, that if the cash-out merger
did not occur, that the merger transaction between COG and EquiVision
would not have occurred. I did not say that."" In his deposition, Colkitt
also testified concerning the Cash-Out Mergers, "I don't think they were
necessary to do the merger with EquiVision."' 2 Looking at these two
statements, and considering the relation between Colkitt and
EquiVision-he was the chairman of its board of directors and owned
thirty percent of the company-I cannot find credible the claim that
Pearson told Colkitt he would not do the merger without the Cash-Out
Mergers taking place.- As a result, I reject Counterclaim Defendants'
factual basis for why the Court cannot consider the EquiMed Transaction.
[2] Regarding the legal basis, Counterclaim Defendants cite section
262(h) of the Delaware General Corporation Law1 3 as well as several
Delaware cases that require in an appraisal action that this Court consider

only the value of a company as it existed at the time of the merger, and not
its value "in the hands of a potential acquiror, or any other value."' 4
Specifically, Counterclaim Defendants cite to Chicago Corp.v. Munds, 5
"Cede & Co. v. Technicolor,Inc., Del. Supr., 684 A.2d 289 (1996).

"Dep. of Larry W. Pearson, Nov. = 20, 1996, at 143-44.
"Dep. of Douglas R. Colldtt, Apr. 4, 1997, at 383-88.
"18 Del. C. § 262(h) ("MThe Court shall appraise the shares, determining their fair
value exclusive of any element of value arising from the accomplishment of the merger or

).
consolidation ....
' Countercl. Defs.' Post-Tr. Br. at 43.
"Del. Ch., 172 A.452 (1934).
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Tri-Continental Corp. v. Battye,16 Application of Delaware Racing
lhd Cede & Co. v.
Association,7 Bell v. Kirby Lumber Corp.,
Technicolor, Inc.' 9 These cases all do stand, more or less, for the
proposition that in an appraisal proceeding, a corporation must be valued
"as an operating entity by application of traditional value factors, weighted
as required, but without regard to post-merger events or other possible
20
business combinations.1
As Counterclaimants point out, however, that is not the whole story.
Even the Counterclaim Defendants acknowledge that Cede's meaning has
been hotly debated since it was issued by the Supreme Court.2 They quote
the following colloquy in one of these debates:
MR. [DAVID C.] MCBRIDE: Let me ask you this: Would
we all agree that if a synergistic non-speculative contract
between the acquirer and the target is one that won't occur but
for the merger, the value will not be considered in the
appraisal?
MR. [JESSE A.] FINKELSTEIN: You could even go so far
as to make it conditioned on the merger. Say this becomes
effective the moment you become the 100 percent owner.
MR. [A. GILCHRIST] SPARKS: Signed and binding. I
would agree with Dave [McBride], that's excludable.
MR. MCBRIDE: Even though the prospect of the contract
affects the present value of the present business before the
merger. In other words, an investment banker might come in
and say this business was worth more because if the merger
occurs, this is going to happen.
MR. SPARKS: Yes.
MR. FINKELSTEIN: That ought to be the fair flip side of

"6Del. Supr., 74 A.2d 71 (1950).
"7Del. Supr., 213 A.2d 203 (1965).
"Del. Supr., 413 A.2d 137 (1980).
"9Del. Supr., 684 A.2d 289 (1996).
'Cavalier Oil Corp. v. Harriett,Del. Supr., 564 A.2d 1137, 1144 (1989).
21
See, e.g., Symposium: Delaware Appraisalsafter Cede & Co. v. Technicolor, 17
Bank & Corp. Governance L. Rep. 631 (1996) (transcribing a discussion among five noted

Delaware corporate lawyers about the implications of the Cede holding).

2000]

UNREPORTED CASES

this strict bright line that we've been talking about in
Technicolor. If the fact that it happens a second in time
before makes it includable, certainly then having it happen a
second afterwards should make it excludable under a statute
that excludes "any element of value arising from the
accomplishment or expectation of the merger."'
The record in this case, however, is not as clear as Counterclaim
Defendants would make it seem as to whether the EquiMed Transaction
would not occur without the Cash-Out Mergers. Indeed, I have determined
that that fact was not certain, so I do not believe Counterclaim Defendants'
argument above applies here.
Furthermore, even if I had not so determined, Cede would not bind
[3]
the Court to a finding that the EquiMed Transaction may not be considered
in this appraisal. Cede requires the Court to consider "[a]ll 'elements of
future value, including the nature of the enterprise, which are known or
susceptible of proof as of the date of the merger and not the product of
speculation .... ."' Looking at the ownership of the companies involved,
I think it is clear that it is "not the product of speculation" that the EquiMed
Transaction was effectively in place at the time of the Cash-Out Mergers,
as Cede requires. In fact, the same symposium relied on by Counterclaim
Defendants in support of their interpretation of Cede actually supports the
opposite conclusion. Specifically, I consider the following comment
regarding a hypothetical company that owns "a large cornfield in the
middle of Manhattan roughly where something like Citicorp Center
presently sits":24
Let's suppose that you are the minority owner in the
company that owns the cornfield and the majority stockholder
and the members of the board say to themselves, boy, we
really are underutilizing this asset. We ought not utilize this
as a cornfield. The company is only selling at about $1 per
share. We can buy it at approximately that price and
subdivide it or develop it and build buildings on it and sell
those buildings or rent those buildings.
And the majority stockholder says to himself, yes,
thafs a great idea. LeVs freeze out the minority. I'm going to
2CountercI. Defs.' Br. at 41-42, quoting Symposium, supra note 21, at 651-52.
OCede, 684 A.2d at 300.
2'See Symposium, supra note 21, at 633.
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capture all of that value for myself. And there's a freeze-out
at a price that values the company by the majority stockholder
at a price that reflects nothing but the value of that property
as a cornfield.
I would suggest to you that a valuation of that company

as of the date of the merger that doesn't take into
consideration the nonspeculative possibilities of developing
this cornfield into something other than a cornfield is not a
realistic valuation of the company.
The minority
shareholders, under those circumstances, are entitled to a

valuation that reflects the value of a company that owns a
cornfield that can be developed into a major office center. '
This hypothetical is instructive here.

Colkitt is the majority

stockholder, OTI (and later, ONTI) is the company, the Eight Centers are
the cornfield, and the plan to develop the cornfield (the Eight Centers) is

the plan to merge COG with EquiVision. Through his position as chairman
of EquiVision (superior to Pearson's position as president) and his thirty
percent ownership of EquiVision, Colkitt had the ability to make sure the

Cash-Out Mergers occurred.26
Therefore, Cede actually interprets § 262(h's command to appraise
the shares "exclusive of any element of value arising from the
accomplishment or expectation of the merger"'2 in such a way as to favor
the valuation of the company offered by Counterclaimants, not as offered
by Counterclaim Defendants. Accordingly, I believe I must consider the

EquiMed transaction when valuing the shares at issue.28
DId. at 638.

"Although Counterclaim Defendants insist that "the actual merger agreement was
negotiated, primarily between Mr. Pearson and Dr. Colkitt, in arms-length, and sometimes
acrimonious negotiations," Countercl. Defs.' Post-Tr. Br. at 30, 1 cannot believe that there was
a possibility of the merger not going through, based, as I have stated, on the significant
ownership of and position in EquiVision that Colkitt maintained. The prospect that the
negotiations were "acrimonious," when they were between the president (Pearson) on the one
side and the 30% owner and chairman (Colkitt)-who had a significant say in the presidents
continuing employment-on the other side, hardly seems likely. In fact, I do not find the
testimony supporting this argument to be credible. (Counterclaimants report Colkitt owned 27%
of EquiVision, Counterelaimants' Post-Tr. Br. at 53, while Counterclaim Defendants report his
share was 30%, Countercl. Defs.' Post-Tr. Br. at 29. My decision to cite the latter figure does
not affect my findings in any way.)
"10 Del. C. §262(h).
2'Cf John C. Coffee, Jr., Transfers of Control and the Questfor Efficiency: Can
Delaware Law EncourageEfficient Transactions While Chilling Inefficient Ones?, 21 Del. J.
Corp. L. 359, 418 ("Although the idea [of excluding elements of value arising from the
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b. Consideration Given to Restricted
Nature of Shares
[4] Counterclaim Defendants next argue that ifthis Court does consider
the market value of EquiMed stock, it must discount the value of the shares
Counterclaimants would have received because they would be restricted in
their ability to sell the shares. Counterclaimants contend that no discount
should be applied to the restricted shares, for two reasons: First,
Counterclaim Defendants have made no showing of what restrictions are
on the stock, so it would be impossible to determine what discount should
apply, and second, "adjustments to remove the minority discount implied
in the market price for the stock could have the effect of completely
canceling but any discount that might be applied by reason of the alleged
restrictions."1 I find both of these arguments unpersuasive, and I conclude
instead that I must apply an appropriate discount to reflect the stock's
limited alienability.
[5] With regard to their first argument, Counterclaimants insist that
Hempstead "was not sure what type of restrictions may have applied to
Colkitts stock," and "he never opined either during his testimony or in his
1997 Report on the extent of the discount, if any, that should be applied." 0
But restricted stock is restricted stock. SEC Rule 14431 covers the sale of
non-registered shares such as the ones issued in the EquiMed Transaction,
and it includes provisions for so-called "leakage" (i.e., how soon it can be
sold and how much can be sold) that apply across-the-board to unregistered
shares 2 The Hempstead Valuation included analysis of how such a status
affects stock prices, so I find Counterclaimants' argument here
unpersuasive.
[6] Turning to the second argument, Counterclaimants cite two
33 and KleinwortBenson
Delaware cases-Rapid-AmericanCorp.v. Harris
34
Ltd. v. Silgan Corp. -- to support their view that any discount for the
restricted nature of the stock is offset by the effect of the control premium
or minority discount this Court must adjust in the equation. In

accomplishment or expectation of the merger] makes some sense in the arn's-length transaction
where the dissenting shareholder is truly opting out, it is misapplied in squeeze-outs where the
shareholder is being expelled and where those who remain may be exploiting asymmetric
information.').
2'Counterclaimants' Post-Tr. Br. at 106.
3I
M17 C.F.R. § 230.144.
3217

C.F.R. § 230.144(d) & (e).

33Del. Supr., 603 A.2d 796 (1992).

-Del. Ch., C.A. No. 11107, Chandler, V.C. (June 15, 1995). Mere. Op. at 5-6.
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Rapid-American,the Supreme Court remanded an appraisal matter to this
Court to recalculate the appraisal price per share, offsetting the control
premium inherent in the majority shareholder's ownership that would
suppress the market price of the publicly-traded minority shares. In other
words, because the market ascribed a control premium to the privately-held
majority ownership, it similarly ascribed a minority share discount to the
publicly-traded shares, and therefore the Court of Chancery was directed
to increase the appraised value to offset this minority share discount.
Counterclaimants here argue that I should offset any possible discount for
the restricted nature of the shares by this minority share discount and
essentially "call it even."
In the first place, however, clearly this Court cannot make "call it
even" assumptions unless it finds that things really are "even." Second, I
do not believe there was a control premium inherent in the EquiMed stock
price.35 In fact, when EquiVision and COG merged, Colkitfs control
decreased, based on his sixty percent ownership share (before the Cash-Out
Mergers) in the latter being merged with the thirty percent ownership
position he had in the former. I am skeptical that Rapid-Americanrequires
when control is actually
the Court to "back out" a control premium
6
transaction
the
of
result
a
decreasing as
[7-8] Kleinwort Benson Ltd. v. Silgan Corp. provides further support for
this analysis. In that case I noted that "[i]n prior appraisal actions, this
Court has rejected the use of a control premium derived from merger and
acquisition data because the control premium incorporates post-merger
value. 13 7 In other words, this Court will make adjustments for the effect of

"In fact, the closing price of Equip.Vision stock before the announcement of the
EquiMed Transaction was $7.21875, while on the day after the announcement the stock closed
at $7.125. See Ruback Report at 6-7 and n.8. The fact that the stock price hardly moved after
an announcement informing EquiVision shareholders that their company would merge with a

much larger one, presumably leading to their owning a minority position in the new company,
strongly suggests that no significant minority discount applies. If COG were gaining a control

premium in EquiMed (and subsequently EquiVision shares were subject to a minority discount),
certainly the stock would have dropped much more sharply. Even five months later, when

EquiMed stock began trading, its price was $7.75 (on an adjusted basis), an increase from the
price at which it traded before the new majority shareholder arrived. So despite Hempstead's
statement at trial that certain studies have found a 30% minority discount (which would be
$2.1375 in the case of EquiMed stock), I do not find that the need to back out a minority
discount or control premium applies here.

6
0f course, this case is the exception. Ordinarily, control will be increasing in a
cash-out merger or similar transaction that precipitates an appraisal proceeding. Here, because
of the fact that I am considering for valuation not the post-Cash-Out Merger company (COG)
but the subsequently merged company (EquiMed), in which any control premium is much
smaller, that is not the case.
37Kleinwort Benson, at 5.
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a control premium when it depresses the market value of minority-owned
shares, but it will not specifically consider studies of control premiums paid
in merger transactions because those reflect expected future profits after the
merger (i.e., synergy values). Here, I decline to adjust for any control
premium that may have been created by the EquiMed Transaction because
that premium, ifany, would result from synergies that were far from certain
at the time of the EquiMed Transaction.
[9-10]
Additionally, in Kleinwort Benson the Court did offset for a
control premium. In that case, however, plaintiffs argued with specificity
what that premium was (ten to fifteen percent). Here, Counterclaimants
have merely argued that it "could have the effect of completely canceling
out any discount that might be applied by reason of the alleged
restrictions," so even if I could, as a matter of law, consider such a
premium, I cannot determine what that premium would be because of the
insufficiency of the record before me. In CavalierOil Corp. v. Harriett,"
the Supreme Court authorized corporate level discounting but not
shareholder level discounting-Le., if a stock discount affects the entire
company, it should be considered in the appraisal, but if it only affects
certain shareholders (such as a minority discount does), it should be
eliminated by an upwardly adjusted market value. The CavalierOil Court
found that a shareholder level discount "fail[s] to accord to a minority
shareholder the full proportionate value of his shares [which] imposes a
penalty for lack of control, and unfairly enriches the majority
shareholders."39' - Here, however, the discount that results from the
restrictions on the shares affects not just Counterclaimants but also
Counterclaim Defendants. I consider it corporate level discounting and,
therefore, appropriate. 0
[11-12]
Since I find that the restricted shares must carry some discount
from the market price of EquiMed stock, I now turn my attention to how
much that discount should be. The Hempstead Valuation includes an
3Del. Supr., 564 A.2d 1137, 1144 (1989)
39a at 1145. But see Coates, "FairValue"As An Avoidable Rule of CorporateLaw:
Minority Discounts in Conflict Transactions, 147 U. Pa. L. Rev. 1251, 1266-87 (1999)
[hereinafter, "Coates: Fair Value"] (criticizing Cavalier Oils pro rata value holding for its
"inherent indeterminancy").
01Even though the restrictions are not on the stock owned by the non-party public
shareholders of EquiMed (specifically those who owned stock in EquiVision), it is clear that the
rule in CavalierOilwould consider the discount a corporate level discount because it affects all
the shareholders involved in the Cash-Out Mergers. Cf Coates:Fair Value, supranote 39, at
1272 n.69 (discussing the rationale for marketability discounts in the appraisal context and
pointing out that 'New York courts have reasoned that if all outstanding shares of a corporation
are equally unmarketable," it makes sense to consider that to be a "'corporate-level' adjustment
to the value of the finn itself).
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exhibit with two summaries of studies performed on discounts applied to
restricted stock.4 1 The second of these summaries compiles studies that
examine "the price at which common shares in privately-held companies
sold prior to subsequent public offerings of stock in the same company."
In determining an appropriate discount to apply to the shares, I will not
consider these studies-which have higher discounts than the other studies
summarized-for three reasons: first, there was no indication that
Counterclaimants would have sold their stock prior to a public offering
(here, the EquiMed Transaction); second, twelve of the nineteen studies
presented transactions up to three years prior to the public offering, so that
for many of these transactions the possibility of a public offering was far
more remote than the present matter; and third, the likelihood of the
EquiMed Transaction occurring within a relatively short time was high,
considering discussions were already well underway between Colkitt and
Pearson at the time of the Cash-Out mergers.
[13-14]
Looking next at the restricted stock studies, the range of the
mean discounts presented is from 23.0% to 35.6%. Three of the studies
presented only median discounts, which were 31.2%, 33.5%, and 45.0%.
I cannot determine that any of these studies are more or less correct than
the others based on the information presented, and so I will average all of
the mean discounts presented. I will not add in the median discounts,
however, as it is elementary statistical knowledge that adding medians, and
dividing by the number one has added, is neither a mean nor a median of
the two groups.42 Doing this simple calculation gives a mean discount
among the eighteen remaining studies of 31.31%. As a result, I will
discount the market value of the EquiMed stock on the date of the
announcement of the EquiVision-COG merger,43 $296.2 million (a slightly
lower number than the price on the date of the EquiMed Transaction
itself, and the one proposed by Counterclaimants), to reflect the restricted

4

'Hempstead Valuation, ex. I (citing studies compiled in Shannon Pratt, et al.,
Valuing
a Business 171 (3d ed. 1996).
42
Counterclaim Defendants might object to this calculation, as the highest discount
among all of the studies, 45.00/%is a median. I am comfortable leaving that'study out, however,
based on the fact that at 28 transactions studied, it was the smallest of the studies, and perhaps
the most prone to be wrong as a result. In any case, performing the calculation with the three
medians included only decreases the market price valuation by $600,000, to $25.2 million. See
Hempstead Valuation, ex. H at 2.
43See Tannetics, Inc. v. A.J Indus., Inc., Del. Ch., C.A. No. 5306, Marvel, C., 5 Del.
J.Corp. L. 337,348 (July 17, 1979) ("For appraisal purposes, the market price for stock subject

to an appraisal as here is that which existed immediately prior to the formal announcement of
an intention to merge."); In re Olivetti Underwood Corp., Del. Ch., 246 A.2d 800 (1968); Levin
v. Midland-Ross Corp., Del. Ch., 194 A.2d 50 (1963).
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nature of the shares Counterclaimants and COG would have received. 4
This reduced amount is $203.46 million. As both parties agree that COG
made up 31.7% of EquiMed after the merger, the COG stock was worth
$64.50 million, and Counterclaimants' 40% share of that equals $25.80

million.
Finally, I address one more comment by Counterclaim
[15-16]
Defendants, specifically, that I should take into account the actual

performance'of the stock in the two years after the EquiMed Transaction,
the period during which all of the stock allegedly was restricted. I reject
this assertion for two reasons. First, the stock value in the future does not

because shares are to be valued as of the date of the merger. 5
Second, the stock was not entirely inalienable; rather, it could not be sold

-matter

to the public. But unregistered shares may be sold in private transactions,
and the whole reason for discounting the stock price is to factor in this

limited market for the shares. As a result, Counterclaimants could have
sold their shares on the day of the EquiMed Transaction and avoided the
drop in stock price, but they would have been able to sell them only for

44COG received 5/6 of the shares of EquiMed in the EquiMed Transaction; these
shares, however, were restricted and unregistered, and so they were not worth the same amount
per share as the unrestricted, registered shares of EquiMed that the EquiVision shareholders
received in that transaction. The 31.31% discount is the amount I have determined to be that
discount. In an appraisal, I must determine the value of the company as a whole, and then give
the plaintiff his share of that company. On the date the EquiMed Transaction was announced,
EquiVision shares traded at S7.125. Based on the discount I found, the market value of each
share received by COG'S shareholders was (1 - .3131) x $7.125. or $4.8942. A total of
49.880.718 shares of EquiMed (adjusted for a subsequent split) were issued. COG'S shareholders
received 516 of them, or 41,567,265 shares, and EquiVision's shareholders received 1/6 of them,
or 8,313,453 shares. So the market value of EquiMed was ($7.125 x 8,313,453
shares-EquiVision's portion) + (S4.8942 x 41,567,265 shares--COG'S portion), or
$262,671,861. The former COG shareholders' adjusted ownership, then, was $203A million, or
77.45% (calculated as $4.8942 x 41.567,265 / $262,671,861).
Thus, I find, as a matter of law, that I must discount the EquiMed shares received by
the former COG shareholders (including those the Counterclaimants would have received), as
they were not as valuable as the unrestricted shares. Had the former COG shareholders received
registered, unrestricted shares, I find--as a matter of fact and based on the record before
me--that they would have received fewer shares. COG and EquiVision, in their negotiations,
must have arrived at some understanding of the value that each would bring to their successor
in interest, EquiMed. That value must have been translated into both the percentage ownership
and actual number of shares that COG would have in EquiMed. Because the value of that
ownership share was not directly presented to me by the parties, I was forced to calculate it based
on the evidence presented. The only evidence presented on restricted stock discounts was that
offered in the Hempstead Valuation, which I have used. Therefore, I find that the market
valuation of EquiMed was $262,671,861, and the former COG shareholders' percentage of that
was 77.45/o.
4sSee, e.g., Cede & Co. v. Technicolor,Inc., Del. Supr., 684 A.2d 289, 300 (1996)
("LTlhe Courtof Chancery's task in an appraisal proceeding is to value what has been taken from
the shareholder, i.e., the proportionate interest in the going concern.").

