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McMULLEN v. BERAN
No. 16,493
Court of Chancery of the State ofDelaware,New Castle
December 1, 1999
Plaintiff shareholder instituted action against defendant company and
its subsidiary's individual defendant directors after the acquisition of all of
the outstanding stock of the subsidiary. Plaintiff alleged that defendant
company liquidated its controlling stake in the subsidiary for less than the
maximum value. Plaintiff also alleged that defendant directors abdicated
nondelegable fiduciary duties. In addition, the shareholder claimed that the
directors breached their duty of disclosure by failing to disclose material
information regarding the transaction. Defendants filed a motion to dismiss
for a failure to state a claim.
The court of chancery, per Vice-Chancellor Steele, held that plaintiffs
complaint failed to state claims upon which relief might be granted and
therefore granted defendants' motion to dismiss. First, the court stated that
the duty of the company to assume the role of an auctioneer in order to
maximize shareholder value does not apply where control rests with a single
controlling shareholder instead ofthe public. Second, the court held that the
business judgment rule applied to director defendants with respect to the
delegation of duties. Finally, the court concluded that defendant directors
did not breach their duty of disclosure since the pleadings raised no viable
contention that the plaintiff did not have all relevant and material
information regarding the transaction.
1.

U
Motions
U
Pleading
Pretrial Procedure

33
343, 345
*= 551,622, 624, 679, 681,683

In evaluating a motion to dismiss, the court must assume the
truthfulness of all well-pleaded, nonconclusory allegations found in the
complaint and extend the benefit of all reasonable inferences that can be
drawn from the pleading to the nonmovant, plaintiff.
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551,622, 624, 679, 681,683

To dismiss a claim, the court must find plaintiff has either utterly
failed to plead facts supporting an element of the claim or that under no
reasonable interpretation of the facts alleged in the complaint (including
reasonable inferences) could plaintiff state a claim for which relief might be
granted.
3.

Pleading
Pretrial Procedure

'

350(6)
0= 3

The court is free to disregard mere conclusory allegations made
without specific allegations of fact to support them, notwithstanding
Delaware's permissive pleading standard.
4.

Corporations
Evidence

0

*
68

307, 310(2), 320(1), 519(1)

Delaware courts make a rebuttal presumption that directors are
informed and act in good faith.
5.

Corporations
Evidence

Ca
89

307, 310(2), 320(7), 519(1)

To overcome the presumptions of the business judgment rule, the
burden is on the plaintiff to show the defendant directors failed to act (1) in
good faith, (2) in the honest belief that the action taken was in the best
interest of the company, or (3) on an informed basis.
6.

Corporations

0:=

307, 310(1), 488

Majority shareholders owe a fiduciary duty to minority shareholders.
7.

Corporations
Pleading

@

0=
16

307, 310(1), 320, 513, 513.1

In order to state a claim for breach by omission of the duty of
disclosure, plaintiff must plead facts identifying (1) material, (2)
reasonably available (3) information (4) that was omitted from proxy
materials.
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310(2), 317(3), 320(11)

Delaware law requires that once a change of control of a company
is inevitable the board must assume the role of an auctioneer in order to
maximize shareholder value.
9.

Corporations

Cm-

310(1)

There'is a change of control if shareholders lose a further
opportunity to participate in a change of control premium.

10.

Corporations

Cmw 310(1)

The duty of the board to assume the role of an auctioneer does not
apply to situations where control of the company rests with a single
controlling shareholder instead of the public, because public shareholders
have no control premium and no opportunity to lose.

11.

Corporations

0:

307,310(1)

The protection of the business judgment rule applies to the actions
of the directors unless they act out of self-interest or with gross negligence.
12.

Corporations

Cm

198(3), 307,310(1), 320

Corporate fiduciaries, including corporate directors, majority
stockholders, and presumably minority controlling stockholders, have a
duty to disclose all material facts when seeking stockholder action.

13.

Corporations

3=, 198(3), 307, 320(1)

Material facts are those facts for which there is a substantial
likelihood that a reasonable person would consider them important in
deciding how to vote.
14.

Corporations

U,

198(3), 307, 320(1)

Materiality is to be evaluated from the viewpoint of the reasonable
shareholder, not from the subjective viewpoint of the directors.
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198(3), 307, 310(1), 320

Corporate fiduciaries can breach their duty of disclosure in several
ways - by making a materially false statement, by omitting a material
fact, or by making a materially misleading partial disclosure.
16.

Corporations

C

198(3), 307, 310(1), 320

Delaware law does not require disclosure of unreliable or speculative
information that would confuse shareholders or inundate them with an
overload of information.
17.

Corporations

C

Pleading
O
Pretrial Procedure

16
0=

198(3), 307, 310(1), 320(7), 512,
513, 513.1
622, 679

A plaintiff will be found to fail to state a claim that directors
breached their duty of disclosure unless the pleadings raise a viable
contention that the plaintiff did not have all relevant and material
information before being asked to act on an offer.
Joseph A. Rosenthal, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware; and Stanley D. Bernstein, Esquire, and
Abraham I. Katsman, Esquire, of Bernstein, Liebhard & Lifshitz, New
York, New York, of counsel, for plaintiffs.
Jesse A. Finkelstein, Esquire, Robert J. Steam, Jr., Esquire, and Srinivas M.
Raju, Esquire, of Richards, Layton & Finger, Wilmington, Delaware; and
John Sullivan, Esquire, of Fried, Frank, Harris, Shriver & Jacobson, New
York, New York, of counsel, for individual defendants.
A. Gilchrist Sparks, III, Esquire, Alan J. Stone, Esquire, and Jessica Zeldin,
Esquire, of Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware, for
defendant Atlantic Richfield Company.
STEELE, Vice-Chancellor
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This action arises from the acquisition of all of the outstanding stock
of ARCO Chemical Company by a wholly-owned subsidiary of Lyondell
Petrochemicals Company' for $57.75 per share (the "Transaction").
In her Amended Complaint, shareholder Mary McMullen alleges that
Arco Chemical's 82.3 %shareholder, Atlantic Richfield Company ("ARCO")
insisted on liquidating its controlling stake in ARCO Chemical for a cash
price worth less than the maximum value that could have been obtained
through differently structured transactions. Plaintiff also claims that the
directors of ARCO Chemical willingly abdicated their fiduciary
responsibilities and delegated them to ARCO.
Lastly, plaintiff alleges that ARCO Chemical's directors breached
their duty of disclosure, a subset ofthe duty of loyalty, by falling to disclose
material information in ARCO Chemical's 14D-9 regarding the Transaction.
Defendants seek dismissal of all claims.
I have considered the parties' positions and examined the Complaint.
I am convinced that:
(a) the plaintifffails to state a claim that defendant directors breached
their fiduciary duties; and,
(b) Delaware law does not mandate an auction or shopping ofARCO
Chemical.
Therefore, the complaint should be and therefore is dismissed.
L LEGAL STANDARD
[1-3] In evaluating Defendants' Motion to Dismiss, I assume the
truthfulness of all well-pleaded, non-conclusory allegations found in the
Complaint and extend the benefit of all reasonable inferences that can be
drawn from the pleading to the non-movant, plaintiff.2 To dismiss a claim,
I must find plaintiff has either utterly failed to plead facts supporting an
element of the claim or that under no reasonable interpretation of the facts
alleged in the Complaint (including reasonable inferences) could plaintiff
state a claim for which reliefmight be granted.3 Notwithstanding Delaware's
permissive pleading standard, I am free to disregard mere conclusory

'Lyondell, and its acquisition subsidiary, Lyondell Corporation, were originally named as
defendants in this action. Plaintiff, however, has since agreed to dismiss them. Remaining
defendants are ARCO and ARCO Chemical's directors ("defendant directors" or "individual
defendants").

'Loudon v. Arcer-Daniels-Miffand Co., Del. Supr., 700 A.2d 135, 140 (1997).
:Ddaware State Troopers Lodge v. O'RourkDe, l. Ch., 403 A.2d 1109,1110 (1979) ("A

complaint should not be dismissed upon such amotion unless itappears to acertainty that under no
set of facts which could be proved to support the claim would the plaintiff be entitled to relief.")
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allegations made without specific allegations of fact to support them With
that standard in mind, I examine the parties' contentions.

A. Facts

ARCO Chemical was a subsidiary of ARCO. As one might expect,
several of ARCO Chemical's officers and directors were current or former
officers or directors of ARCO. Lyondell itself was a wholly-owned
subsidiary of ARCO until 1989. Unsurprisingly, there were numerous
business relationships between and among the three entities.
ARCO desired to liquidate its 82.3% stake in ARCO Chemical for
cash. ARCO's motivation for desiring cash is largely irrelevant here, but the
decision to seek cash was presumably a product of the business judgment of
ARCO's directors and officers.
Plaintiffalleges that certain companies expressed interest in acquiring
ARCO Chemical. Plaintiff claims that ARCO Chemical's Board delegated
management of the sale of ARCO Chemical to ARCO. This alleged
delegation, plaintiff argues, constituted an abdication of non-delegable
fiduciary duties.
In January of 1998, ARCO Chemical allegedly established a special
committee of independent directors designed to negotiate with ARCO
regarding the envisioned "Secondary Offering/Repurchase Transaction."
On June 4, 1998, the Financial Timers quoted an ARCO
representative as stating that "other companies had shown an interest in
buying all or part of [ARCO's] chemical assets, but none had been prepared
to pay what it considered a high enough price, and its strong preference for
cash had excluded potential bidders wanting to offer only stock." The
Houston Chronicle ran an article, presumably at approximately the same
,time,stating that "Atlantic Richfield officials said companies were interested
in buying all or part of its ARCO Chemical stake, but no one made an offer
that was both high enough and all in cash, as the Los Angeles-based oil
company preferred."
On June 18, 1998, ARCO Chemical and Lyondell announced that
they had entered into a merger agreement whereby Lyondell would acquire
ARCO Chemical for $57.75 per share in cash. Lyondell was to pay a total
of approximately $1.15 billion. The parties would affect the transaction

4

Wolfv.Assaf, Del. Ch., CA. No. 15339, mem. op., 1998 WL 326662, at* 1,Steele, V.C.

(June 16, 1998).
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through a cash tender offer followed by a merger. ARCO agreed to tender
all of its shares in the first-step. ARCO did not demand a control premium.
ARCO and its financial advisor, Salomon Smith Barney, made a
presentation to ARCO Chemical's Board on June 18, 1998, regarding the
terms of Lyondell's proposal and the sale process conducted by ARCO. At
the same meeting, Merrill, Lynch, ARCO Chemical's financial advisor,
opined that the proposed price per share was fair.
Plaintiff claims that Lyondell had originally offered a combination of
cash and stock valued at $5 per share more than the all-cash deal eventually
agreed to, but ARCO "forced" Lyondell to submit an all-cash bid as a
condition of further negotiations.
On June 24, 1998, Lyondell commenced the first-step tender offer.
As required, defendants distributed a Solicitation Recommendation
Statement on Schedule 14D-9 and an Offer to Purchase on Schedule 14D- 1
to the ARCO Chemical shareholders. Shortly thereafter, Lyondell
completed the second-step. Presumably, as plaintiff does not claim
otherwise, any unhappy ARCO Chemical shareholders could have opted for
appraisal instead oftendering their shares. From the information before me,
it appears that the plaintiff did, in fact, tender her shares for $57.75 per
share.5
Plaintiff also alleges that the Board never permitted the Special

Committee to be involved in the negotiations. Therefore, the shareholders
were not adequately protected, plaintiff argues.
B. Generally
[4-7] I will consider plaintiffs claims with the following well established
principles in mind.
0

Delaware courts make a rebuttal presumption that
directors are informed and act in good faith.6 To
overcome the presumptions of the business judgment
rule, the burden is on the plaintiffto show the defendant
directors failed to act (1) in good faith, (2) in the honest
belief that the action taken was in the best interest of the
company or (3) on an informed basis." In the present
case, I find plaintiff has failed to demonstrate any reason
why the protection of the business judgment rule should

'I did not, however, consider whether plaintifftendered her shares relevant issue in reaching

my decision in this case.
"Aronson v. Lewis, Del. Supr., 473 A.2d 805, 812 (1984).
7Id

1020

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 25

not be afforded the defendant directors. Plaintiffs have
not specifically alleged that the defendant directors
acted out of self-interest. The only allegation made by
plaintiff which I can interpret as an attempt to overcome
the presumption of the business judgment rule is her
claim that ARCO Chemical's directors did not take a
sufficiently active role in the sale of the ARCO
Chemical and therefore wrongfully delegated their
fiduciary duties. I will discuss plaintiffs delegation
argument below and explain why the business judgment
rule applies nonetheless.
o

Majority shareholders, like ARCO in ARCO Chemical,
owe a fiduciary duty to minority shareholders.8
Therefore, a majority shareholder can not exploit its
majority shareholder position in a manner that adversely
affects the interests of the minority.

o

In order to state a claim for breach by omission of the
duty of disclosure, plaintiff must plead facts identifying
(1)material (2) reasonably available (3) information that
(4) was omitted from proxy materials.9 Failure to plead
facts showing any one of the above elements would
make plaintiffs complaint susceptible to a motion to
dismiss. 0
HLII ANALYSIIS

A.

Was an auction required?

Plaintiff alleges that ARCO Chemical placed ARCO's need for cash
ahead of ARCO Chemical's fiduciary duties to its public shareholders. In
the complaint, plaintiff does not identify whether the defendants breached
the duty of care or the duty of loyalty. Instead, plaintiff avers generally that
"defendants violated their fiduciary duties" by failing to maximize
'Wdnberge? v. VOP, 457 A.2d 701, 710 (1983); Rosenblaft v. Getty Oi Co., Del. Supr,
493 A.2d 929, 937 (1985).
9
WoIf,supra, Del. Ch., CA. No. 15339, mem. op., Steele, V.C. (June 16,1998), 1998 Del.

Ch. LEXIS 101, at *45.
"cindan

BeU CelarSystem Co. v. Anm

ech Mobil PhoneSerWce of Cindnnat,

Inc., Del. Ch., CA No. 13389, mem. op., Chandler, V.C. (Sept. 3, 1996), 1996 Del. Ch. LEXS
116, at *27-28.
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shareholder value." Instead of seeking an all-cash deal that would meet
ARCO's needs, plaintiff argues that the ARCO Chemical Board should have
conducted an auction to maximize shareholder value. 2
[8-9] Delaware law requires that once a change of control of a company is
inevitable the board must assume the role of an auctioneer in order to
maximize shareholder value. 3 There is a "change of control" if shareholders
lose a further opportunity to participate in a change of control premium.14
[10] This duty, however, does not apply to situations where control of the
company rests with a single controlling shareholder instead of the public. 5
It is not appropriate to extend the so-called Revlon duties to that
circumstance because public shareholders have no control premium and no
opportunity to lose.
In this case, ARCO originally owned over 80% of ARCO Chemical.
ARCO had the ability to control the affairs of ARCO Chemical. The
remaining shareholders of ARCO Chemical were well aware of ARCO's
dominance of ARCO Chemical when they decided to buy shares in ARCO
Chemical. Yet, for their own economic reasons, they decided to invest in
ARCO Chemical.
Lyondell now owns and controls ARCO Chemical. Plaintiff alleges
the Transaction constituted a change of control requiring the ARCO
Chemical Board to auction or "shop" ARCO Chemical. Perhaps, a layman
would label the Transaction a change of control, but the Transaction did not
constitute the "change of control" intended by the Revlon court.
The minority shareholders, ofwhich plaintiffwas a member, were not
deprived of a control premium. They never had a right to a control
premium; therefore, there could not be a change of control costing them the
opportunity to participate in a change of control premium.' For its part,
ARCO did not attempt to exact a control premium, even though it arguably

"Amend. Compl., para. 28.
2
Implicit in this argument is plaintiffs assumption that the higher "price per share" is
always better than a differently structured lower "price per share." This is not always the case, and
the decision of what form of offer to accept is a product of business judgment. See In re RJR
Nabisco,Inc. ShareholdersLitig., Del. Ch., CA. No. 10389, 1989 WL 7036 (Del.Ch.), 14 Del.
J. Corp. L. 1132, Allen C. (Jan 31, 1989).
'Revlon, Inc v. Mac4ndrews& ForbesHoldngs;Inc., Del. Supr., 506 A.2d 173, 182
(1986); ParamountComm, Inc. v. QiMCNetwork,Inc., Del. Supr., 637 A.2d 34,44 (1994).
'4Equity-Linkedlnvestors,LP v. Adams, Del. Ch., 705 A.2d 1040, 1054 (1997).
ISSeeMenddv. Carroll,Del. Ch., 651 A.2d 297, 306 (1994) (holding that presence of
controlling block changes duty to maximize the current value of minority shares).
16Cf. QVC, 637 A.2d at 45 (Revlon requires an auction because "an asset belonging to

public stockholders (a control premium) is being sold and may never be available again").
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had a right to do so.' 7 It is undisputed that ARCO and the minority
shareholders received the same consideration for their shares.
Furthermore, an auction in this situation would have been
nonsensical. Prior to the sale, ARCO rightfully remained firmly in control
of the future of ARCO Chemical. 8 ARCO owned over 80% of ARCO
Chemical, and the defendant directors could not have compelled ARCO to
accept any proposal. Accordingly, equity does not require an auction.
For the reasons articulated, I find that plaintiff has not stated a claim
that defendants' approval of the process and terms of the Transaction
breached their fiduciary duties.
B.

Does plaintiff state an improper delegation claim against
the individual defendants?

Plaintiff claims the ARCO Chemical directors effectively ceded their
decision-making authority to ARCO and thereby abdicated their fiduciary
duties. In sum, plaintiff makes conclusory allegations implying that the
ARCO Chemical Board did not take a sufficiently active role in the sale of
ARCO Chemical.
It would have been fruitless for ARCO Chemical to try to arrange
transactions in which ARCO had no interest. ARCO could vote its majority
share as it pleased,'9 and ARCO Chemical's directors had to recognize that
reality. In fact, without ARCO taking the lead, the entire process would
likely have been much less efficient and may have unnecessarily exhausted
corporate assets. Accordingly, the ARCO Chemical Board had no duty to
take a more active role in the sale.2"
[11] The plaintiff pleads no facts showing that ARCO Chemical's Board
acted out of self-interest or with gross negligence. Therefore, the protection

"Thorpe v. CERBCO, Inc., Del. Supr., 676 A.2d 436, 441-44 (1996) (controlling
stockholderhad right as a shareholderto sell its shares and receive control premium so long as it did
not obtain that premium by using its control of the corporate board to divert opportunity for such
premium from corporation to itself).
. "See Bershad v. Curtiss-Wright Corp., Del. Supr., 535 A.2d 840, 845 (1987)
("Stockholders in Delaware corporations have a right to control and vote their own shares in their
own interest... It is not objectionable that their motives may be for personal profit or determined
by whim or caprice, so long as they violate no duty owed other shareholders"); Emerson Radio
Corp. v. Int'l Jensen Inc., Del. Ch., CA. No. 15130, slip op. at 35, Jacobs, V.C. (Aug 20, 1996),
appealrefused,Del. Supr., 683 A.2d 58 (1996) ("even a majority stockholder is entitled to vote its
shares as it chooses, including to further its own financial interest").
"Bershad,535 A.2d at 845.
'See Van de Walle v. Unimatlon,Inc., Del. Ch., CA. No. 7046, slip op. at 29, 1991 WL
29303, Jacobs, V.C. (Mar. 6, 1991) (stating directors "breached no fiduciary duty, whether of due
care or of loyalty, by allowing [controlling shareholder's] representatives to speak for the minority
in the negotiations.")
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of the Business Judgment Rule applies to the actions of the director
defendants. 1
C.

Did defendants fully and fairly disclose all material

information in the 14D-9?
Plaintiff states that the 14D-9 contained material omissions.

Specifically, plaintiff alleges that the individual defendants breached their
duty of disclosure by omitting from the 14D-9 information: (1) indications
of interest from other potential acquirers, (2) the handling of these potential
offers, (3) the restrictions and constraints supposedly imposed by ARCO on

any potential sale of ARCO Chemical; (4) the information provided to
Merrill Lynch, and (5) the valuation methodologies used by Merrill Lynch.

[12-14]

Corporate fiduciaries, including corporate directors, majority

stockholders, and presumably minority controlling stockholders, have a duty
to disclose all material facts when seeking stockholder action.' Material

facts are those facts for
which "there is a substantial likelihood that a reasonable person would
consider them important in deciding how to vote."' Materiality is to be
evaluated from the viewpoint of the "reasonable" shareholder, not from the
subjective viewpoint of the directors.24

[15-16]
Corporate fiduciaries can breach their duty of disclosure in
several ways - by making a materially false statement, by omitting a
material fact, or by making a materially misleading partial disclosure.
Delaware law does not, however, require disclosure of unreliable or

speculative information that would confuse shareholders or inundate them
with an overload of information.' Moreover, preliminary discussions held

in order to arrange mergers are immaterial.2'

2

Aronson, 473 A.2d at 812; see also Benerofe v. Cha, Del. Ch., C.A. No. 14614, mem.
op. at 17, 1998 WL 83081, Chandler, V.C. (Sept. 21,1996) (holding thatto establish that a director
does notmaintain discretionto independently approve atransactionplaintiffsmustdemonstratethat
the directors are "beholden" to the controlling shareholder because of personal or other
relationships). Furthermore, Delaware law recognizes the appropriateness of directors relying on
the advice of experts when specialized judgment is required as part of a business judgment.
•Accordingly, ARCO Chemical's directors acted appropriately when they relied on the assessment
of Merrill Lynch. See 8 Del. C. § 141(e).
'Malone v. Brincat, Del. Supr., 722 A.2d 5, 11 & n.21 (1998).
'Rosenblatt v. Getty Oil Co., Del. Supr., 493 A.2d 929,944 (1985).
2
0Zirn v. VMi, Corp., Del. Supr., 621 A.2d 773, 779 (1993).
"'Inre the Walt Disney Co. Derivative Litig., Del Ch., 731 A.2d 342, 376 (1998).
'Arnold v. Sociely for Savings Bancorp, Inc., Del. Supr. 650 A.2d 1270, 1280 (1994).
7Bershad,535 A.2d at 847 (stating "[e]fforts by public corporations to arrange mergers
are immaterialundertheRosenblattv. Getty standard, as a matter of law, until the finms have agreed
on the price and structure of the transaction.")
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Accordingly, plaintiffs first two alleged omissions (indications of
interest from other potential buyers, and the handling of these inquiries) need
not be disclosed as they concern preliminary discussions to arrange a merger.
I find plaintiffs claim that ARCO's restrictions on the structure of the deal
should have been disclosed to be vague and confusing. Through various
avenues, ARCO fully disclosed its interest in cash. This interest was never
hidden from the shareholders of ARCO Chemical. I can not imagine what
more plaintiff would suggest ARCO or ARCO Chemical should have
disclosed in this regard.
As for the documents provided to Merrill Lynch and the specifics of
Merrill Lynch's methodologies, I find that the directors adequately disclosed
all relevant material information. In its opinion letter, which the materials
disclosed to ARCO Chemical shareholders, Merrill Lynch detailed that it
had relied on both a comparable companies approach and a comparable
transactions approach in concluding the Transaction price to be fair to
ARCO Chemical's shareholders. Moreover, there is no allegation that any
non-public earnings results were provided to Merrill Lynch by ARCO
Chemical. Presumably, plaintiff then had access to everything on which
Merrill Lynch relied. Even if additional documents were provided to Merrill
Lynch that were not publicly available, these documents would not have
become material simply because they were "furnished to the'corporation's
valuation advisors."2 8
Importantly, this is not a case where a plaintiff alleges partial or
incomplete disclosure of material information. Had plaintiff made such an
allegation by pointing to specific material information only partially
disclosed that could mislead the shareholders, my decision on this issue
might differ.2 9 But here, plaintiff only makes conclusory allegations that
defendants omitted certain material facts. In the preceding paragraphs, I
have explained why those facts are not material.
[17] The pleadings raise no viable contention that the plaintiff did not have
all relevant and material information before she was asked to act on the

'NebeJ v. Soudwest Ban corp, Inc, Del. Ch., C.A. No. 13618, slip op. at 10, 1995 WL
405750, Jacobs, V.C. (July 5, 1995); see also In re Dataproducts Corp. Shareholders Litg., Del.
Ch., C.A. No. 11164, slip op. at 16-17, Jacobs, V.C. (Aug. 22,1991) (stating "[o]ur law rejects the
propositionthatdisclosure ofthe detailed facts and specific analyses underlying a financial advisor's
valuation methodology is automatically mandated in all circumstances"); Goodwin v. Live
Entertanmnt Inc., Del. Ch., CA. No. 15765, slip op. at 22, 1999 WL 64265, Strine, V.C. (Jan.
22, 1999), affrd, Del. Supr., No. 72,1999 (July 23,1999) ("disclosure of the underlying analysis
supporting a fairness opinion 'isnot ordinarily required,'" quotingMatador CapitalManagement
Corp., Del. Ch., C.A. No. 16758, 1998 WL 842286, at *14, Lamb, V.C. (Nov. 25, 1998)).
9SeeArnold, 650 A.2d at 1281 (describing how a partial or incomplete disclosure could
be a material omission).
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offer. Therefore, I find plaintiff fails to state a claim that the defendant
directors breached their duty of disclosure.
D.

Does the provision in ARCO Chemical's charter excusing
liability of the directors for breaches of the duty of care
mandate dismissal of the individual defendants?

As I have already found that plaintiff fails to state a claim, I need not
address the issue of whether a provision in ARCO Chemical's Charter
exculpates the director defendants.
IV. CONCLUSION
For the reasons stated above, I find that plaintiffs complaint fails to
state claims upon which relief might be granted and grant defendants'
motion to dismiss.
IT IS SO ORDERED.

-

MIZEL v. CONNELLY
No. 16,638

Courtof Chanceryof the State of Delaware,New Castle
July 22, 1999
Revised August 2, 1999
Plaintiff filed a derivative complaint challenging a transaction
between nominal defendant and a corporation wholly owned by its chief
executive officer. A majority of nominal defendant's board of directors
included John E. Connelly and two of his subordinates. Plaintiff asserted
that reasonable doubt existed regarding the independence of the nominal
defendants board. As a result, plaintiff asserts that the transaction was
wasteful and the product of breaches in the defendant directors' fiduciary
duties of care and loyalty.
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The court of chancery, per Vice-Chancellor Strine, excused demand,
and denied defendants motion to dismiss under Court of Chancery Rule
23.1. The court found that reasonable doubt existed whether four of the five
nominal defendants directors could impartially consider a demand that the
board take legal action to rescind the challenged transaction. The court
found that the defendant could not be impartial because of the transaction!s
direct financial impact upon him. It found that one defendant could not be
impartial because of his close family relationship with defendant and his
employment, which was potentially conditioned upon defendants good will.
Likewise, it found that another defendant could not be impartial because of
his employment relationship with defendant. Finally, the court assumed the
veracity of the statements in the pleadings that alleged another defendant's
employer was wholly-owned by defendant and found that under those
circumstances that defendant could not be impartial.

1.

Q'

Corporations

205, 211(5)

A plaintiff prosecuting a derivative action must allege with
particularity the reason for not making a demand on the board of directors.
DEL. CH. CT. R.23.1.
2.

Federal Civil Procedure
Pretrial Procedure

'

1829

679

In considering the defendants' motion to dismiss under Rule 23.1, the
well-pleaded allegations of the derivative complaint must be accepted as
true; conclusory allegations, however, will not be accepted as true. DEL. CH.
CT. R.23.1.
3.

@

Corporations

206(4), 211(3), 211(5), 307,310(1)

To determine whether a demand is excused, the court must evaluate
whether, under the particularized facts alleged, a reasonable doubt is created
that either: (1) a majority of the directors are disinterested and independent
or (2) the challenged transaction was otherwise the product of a valid
exercise of business judgment.
4.

Corporations

-:a

206(1), 211.5,307, 310(1)

To establish a lack of independence excusing demand, plaintiff must
plead particularized facts suggesting that the directors are beholden to the
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interested board member or so under his influence that their discretion would
be sterilized.
5.

Corporations

01

314(.5)

A reasonable doubt is raised regarding a director's impartiality when
a demand would require a director to support a suit contrary to the interests
of a close family member.
6.

Corporations

U

320(7), 519(1)

While it is doubtless true that the traditional ties of loyalty and
affection that exist between close family members may not exist in a
particular case, the burden should not be on plaintiff to plead that such ties
do not exist.
7.

Corporations

t

307, 310(1), 314(.5)

A director is interested in a transaction if the director has a familial
relationship with a party to the transaction and that relationship would
reasonably be expected to affect the director's judgment with respect to the
transaction in a manner adverse to the corporation.
8.

Corporations

Sm 206(4), 211(4)

In view of Aronson's requirement that the issue of the futility of a
demand must be measured against the factual allegations of the complaint,
the record on a motion to dismiss for failure to make a demand under Rule
23.1 cannot properly be supplemented by affidavit or discovery by either the
plaintiff or the defendants. DEL. CH. CT. R.23.1.
Norman M. Monhait, Esquire, and Carmella P. Keener, Esquire, of
Rosenthal Monhait Gross & Goddess, Wilmington, Delaware; and Matthew
M. Houston, Esquire, of Wechsler Harwood Halebian & Feffer, New York,
New York, of counsel, for plaintiffs.
Stephen E. Herrmann, Esquire, of Richards, Layton & Finger, Wilmington,
Delaware; and Gerard K. Sandweg, Jr., Esquire, and Lawrence C. Friedman,
Esquire, of Thomas Coburn, St. Louis, Missouri, of counsel, for defendants.
STRINE, Vice-Chancellor
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The derivative complaint in this case challenges a transaction between
nominal defendant President Casinos, Inc. and a corporation wholly owned
by President Casinos' Chairman, Chief Executive Officer ("CEO"), and
largest stockholder, John E. Connelly. Connelly and two of Connelly's
management subordinates (one of whom is Connelly's grandson) comprise
a majority of the board of directors (the "Board") of President Casinos.
Since Connelly was clearly interested in the challenged transaction and is in
a position to "exert considerable influence" over the economic fates of his
two subordinates, a reasonable doubt exists regarding the independence of
the President Casinos! Board. Rales v. Blasband,Del. Supr., 634 A.2d 927,
937 (1993). As such, demand is excused and the defendants' motion to
dismiss under Court of Chancery Rule 23.1 will be denied.
I.
A brief recitation of the pertinent facts from the complaint is all that
is necessary to resolve the current motion.
Nominal defendant President Casinos, a Delaware corporation,
"develops, owns and operates riverboat and/or dockside casinos through its
subsidiaries." Compl. T 3. The non-nominal defendants in this action are
the five directors of President Casinos, who have been in service at all times
relevant to this motion. The pertinent facts regarding the defendant
directors' employment and ownership interests in President Casinos are as
follows:
John E. Connelly -- President Casinos' Chairman, CEO, and

32.7% stockholder;
John S. Aylsworth -- President Casinos' President, Chief

Operating Officer ("COO"), and director;
Terrence L. Wirginis - President Casinos' Vice Chairman of
the Board, Vice President, consultant, and director, as well as
Connelly's grandson;
Karl G. Andren - President Casinos' director, whose full-time
occupation is as the Chairman of Circle-Line Sightseeing
Yachts, Inc. ("Circle-Line"). Circle-Line is a corporation
allegedly controlled by Connelly through his 100% ownership
of Circle-Line's parent corporation, New York Cruise Lines,
Inc.; and
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Royal P. Walker -- President Casinos' director whose
independence is conceded by the plaintiff.
Compl. 4-8.
The complaint seeks rescission of a July 24, 1997 transaction (the
"Transaction") whereby President Casinos acquired the Broadwater Resort
and Broadwater Tower (the "Broadwater Properties") in Biloxi, Mississippi.
According to the defendants, the Broadwater Properties are located adjacent
to President Casinos' existing casino operations in Biloxi and are a
"destination resort property." Defs.' Br. at 1. President Casinos purchased
the Broadwater Properties from J. Edward Connelly Associates ("JECA") for
approximately $40.5 million.
JECA was wholly-owned by defendant Connelly at the time of the
Transaction. The Broadwater Properties constituted substantially all of
JECA's assets. According to the complaint, the Transaction was defective
in the following material respects:
*

The $40.5 million Transaction price was excessive since
JECA had suffered significant losses in the two years
prior to the Transaction and the "Broadwater Properties
were old, suffered from deferred maintenance and were
considered obsolete compared to newer resorts in the
Biloxi area;"

"

The financing for the Transaction was procured at a
price "far in excess of commercial norms for such
transactions;"

*

"The President Casinos' Board, under the control of
Connelly, did not obtain information to permit a
determination that the consideration to be paid for the
Broadwater Properties was fair and reasonable...
and

*

The President Casinos' Board did not exercise a good
faith business judgment in agreeing to the Transaction.
Instead, the Board "preferred the interests of Connelly
. over the interests of the Company and its
shareholders."

Compl.

14, 16, 19,21.
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As a result, plaintiff alleges that the Transaction is wasteful and the
product of breaches of the defendant directors' fiduciary duties of care and
loyalty. By this action, plaintiff seeks rescission ofthe Transaction or other
relief to make President Casinos whole for the damages caused by the
Transaction.
II.
This matter is before me on the defendants' motion to dismiss under
Court of Chancery Rule 23.1. The defendants contend that the complaint
fails to raise a reasonable doubt regarding the ability of any of the
defendants, other than Connelly, to consider a demand impartially.
Furthermore, the defendants argue that the complaint fails to plead
particularized facts raising a reasonable doubt that the Transaction was not
otherwise the product of a valid exercise of businessjudgment. As such, the
defendants contend that the complaint must be dismissed since plaintiff has
failed to satisfy either prong of the familiarAronsontest. Aronson v. Lewis,
Del. Supr., 473 A.2d 805, 814-815 (1984).
For his part, plaintiff alleges that he need not make a demand on the
Board because he has pled particularized facts demonstrating that Connelly
has a direct, personal interest in the Transaction and that defendants
Aylsworth, Wirginis, and Andren are beholden to him for their livelihoods.
Since these directors constitute four of the five members of the Board,
plaintiff contends that demand is excused under the first prong of the
Aronson test. Aronson, 473 A.2d at 814-815. Plaintiff also argues that he
has properly pled a waste claim, thus excusing demand under the second
prong of Aronson. Id.

[1-2] A plaintiff prosecuting a derivative action must "allege with
particularity... the reason for.., not making" a demand on the board of
directors. Ch. Ct. Rule 23.1. In considering the defendants' motion to
dismiss under Rule 23.1, the well-pleaded allegations of the derivative
complaint must be accepted as true. Grobow v. Perot,Del. Supr., 539 A.2d
180, 186 (1988). Conclusory allegations, however, will not be accepted as
true. Id. at 187; see also Rales, 634 A.2d at 931.
[3]
To determine whether demand is excused, I must evaluate whether,
under the particularized facts alleged, a reasonable doubt is created that
either: i) a majority of"the directors are disinterested and independent;" or
ii) the "challenged transaction was otherwise the product of a valid exercise
of business judgment." Aronson, 473 A.2d at 814-815. In this case, I need
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only address the first prong of Aronson.
In addressing motions to dismiss under Rule 23.1, this court often
confronts the question of whether directors without personal interests in a
challenged transaction are so beholden to another director, who does possess
such a self-interest, that they cannot consider the demand solely on its
merits. Aronson, 473 A.2d at 814; Rales, 634 A.2d at 936-937. This case
is no different.
Here, it is unquestionable that Connelly cannot impartially consider
a demand that the Board take legal action to rescind the challenged
Transaction. Such a decision would have "potentially significant financial
consequences" for Connelly. Rales, 634 A.2d at 936.
[4] To excuse demand, plaintiffimust therefore demonstrate a reasonable
doubt whether two of the four remaining Board members can impartially
consider a demand. To establish a lack of independence, plaintiff must
plead particularized facts suggesting that two ofthe directors are "beholden"
to Connelly or so under his influence that "their discretion would be
sterilized." _Rales, 634 A.2d at 936"
Plaintiff alleges that defendants Aylsworth, Wirginis, and Andren
suffer from such a dependence on Connelly. I will address plaintiff's
contentions, starting with defendants Aylsworth and Wirginis.
IV.
Aylsworth is the President and COO of President Casinos. "His
positions with President Casinos constitutehis principal employment and
means of earning a living. During the Company's 1998 fiscal year,
Aylsworth received more than $620,000 in compensation from President
Casinos." Compl. 5.
Wirginis is Vice Chairman of the Board, Vice President, and
consultant to President Casinos. "Wirginis is the grandson of defendant
Connelly. His positions with President Casinos constitute his principal
employment and means of earning a living. During the Company's 1998
fiscal year, Wirginis received more than $239,000 in compensation from
President Casinos." Compl. 6.
Given these facts, I have a reasonable doubt that Aylsworth and
Wirginis can impartially consider a demand calling upon them to take action
materially adverse to Connelly's interests. Connelly is their management
superior - in common parlance, their "boss." Connelly is also the largest
stockholder of President Casinos.

'To prevail in a President Casinos' stockholder vote involving a 100% turnout, Connelly

need only persuade 17.3 1%of the remaining 62.3% of the votes to vote with him (that is, he need
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This fact powerfully strengthens the inference that he - as their boss
-- exerts "considerable influence" over Aylsworth and Wirginis. Since
Aylsworth and Wirginis each derive their principal income from their

employment at President Casinos, it is doubtful that they can consider the
demand on its merits without also pondering whether an affirmative vote

would endanger their continued employment.2

Rales supports this conclusion. In Rales, the Supreme Court
considered whether George Sherman, the President and CEO of Danaher
Corporation, was beholden to the Rales brothers such that he could not
impartially consider a stockholder demand that, if granted, would have
resulted in a suit adverse to the Rales brothers' financial interests.
Collectively, the Rales brothers owned 44% ofthe stock ofDanaher. Steven
Rales was Danaher's Chairman of the Board; Mitchell Rales was Chairman
of the Executive Committee of the Danaher Board.
The Supreme Court concluded:
Although Sherman's continued employment and substantial
remuneration may not hinge solely on his relationship with the
Rales brothers, there is little doubt that Steven Rales' position
as Chairman of the Board of Danaher and Mitchell Rales'
position as Chairman of its Executive Committee place them
in a position to exert considerable influence over Sherman. In

obtain less than one-third ofthe remaining votes). In a vote involving only a 90% turnout (e.g., to
elect directors) where only a plurality ofthe quorum is required, Connelly's burden would be even
lighter. It is undoubtedly true that a 32.7% block may not be sufficient to constitute control for
certain corporation law purposes. See, e.g., ParamountCommunicationsInc.v. Q VC NetworkInc.,
Del. Supr., 637 A.2d 34,44 (1994) (subsequent history omitted) (indicating that Revlon duties are
invoked when a transaction would effect a "change in control" from disaggregated stockholders to
a single stockholder with the unilateral power to, inter alia, elect directors, cause a corporate
break-up, or effect a merger); Unitrin, Inc. v. Am. Gen. Corp., Del. Supr., 651 A.2d 1361, 1388
(1995) (fact that a repurchase program would have created a 25% block of stock in insider hands
was notpreclusive of a proxy fight). In deciding amotion to dismiss under Rule 23.1, however, the
pragmatic, realist approach dictated by Palesrequires me to accord great weight to the practical
power wielded by a stockholder controlling such a block and to the impression ofsuch power likely
to be harbored by the stockholder's fellow directors.
'Friedman v. Beningson, Del. Ch., C.A. No. 12232, mem. op., Allen, C. (Dec. 4, 1995)
dealt with a similar situation. In tha case, Mr. Beningson held 36% of the company's stock and
served as the company's Chairman, CEO, and President Based on these facts, Chancellor Allen
came to the following conclusion regarding Beningson's influence over the company: "From a
practical perspective, this confluence ofvoting control with directoral and official decision making
authority... is... itself quite consistent with control of the board." Idat 10. Since this control
gave Beningson considerable influence over another director's ability to continue to receive
consulting fees, the Chancellor found thatthe other director was beholden to Beningson for demand
excusal purposes. Id at 11; cf Robbins & Co. v. A.C. IsraelEnter., Inc., Del. Ch., CA. No. 7919,
mem. op. at 13, Berger, V.C. (Oct 2,1985) ('his Court and others have recognized that substantial
minority interests ranging from 20% to 40% often provide the holder with working control.").
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light of these circumstances, there is a reasonable doubt that
Sherman can be expected to act independently considering his
substantial financial stake in maintaining his current offices.
634 A.2d at 937; see alsoSteiner v. Meyerson, Del. Ch., C.A. No. 13139,
mem. op. at 23, Allen, C. (July 18,1995) (Chairman and CEO of a company
-- who was not a controlling stockholder -- was in a position to exert

"considerable influence" over a director who was the company's President,
COO, and CFO, thereby disabling the subordinate from impartially
considering a demand adverse to the CEO's interests.); Kahn v. Tremont
Corp., Del. Ch., C.A. No. 12339, mem. op. at 6-7, Allen, C. (Apr. 22, 1994)
(excusing demand because controlling shareholder indirectly controlled the
livelihoods of a majority of the directors).
[5-7] A further fact supports Wirginis' inability to consider a demand
impartially. Wirginis is Connelly's grandson. That fact is of great
consequence. I would like to believe (for Wirginis' and Connelly's sakes)
that it would be difficult for Wirginis to consider impartially a demand that
would be adverse to his grandfather's personal interests. As an objective
matter, this relationship gives me "reason to doubt" that Wirginis can
impartially consider a demand. Grimes v. Donald,Del. Supr., 673 A.2d
1207, 1217 (1996). I could not consider impartially such a demand as to my
own grandfather and would recuse in any comparable situation that required
me to do so. Cf Delaware Judges' Code of Judicial Conduct Canon
3.C.(l)(d) (1999) (judge should disqualify himselfwhen a relative within the
third degree of consanguinity of judge or judge's spouse is a party to the
proceeding or an officer, director, or trustee of a party because the judge's
"impartiality might reasonably be questioned"). While there is nothing
wrong with family members- serving together on a board, in my view a
"reasonable doubt" is raised when a demand would require a director to
support a suit contrary to the interests of a close family member. The logic
of analogous authorities supports this conclusion. I Principles of Corporate
Governance: Analysis and Recommendations §§ 1.03, 1.23 (1994) (director
is interested in a transaction if the director's grandchild is a party to the
transaction); Model Business Corp. Act § 8.60 (1996) (conflicting interest
exists when the director knows at the time of commitment that her
grandchild is a party to the transaction)3; see also Grimes, 673 A.2d at 1216

'Ratheroddly, the American LawInstitut's Prncingles ofCoMorate Covemance: Analysis
and Recommendabons and the Model Business CoMoration Act do not include grandparents in their
definitions of"related persons" or "associates," perhaps because the drafters did not foresee an
occasion when a grandchild-director would be evaluating a transaction involving his or her

grandparent Logically, it only makes sense to include grandparents within these definitions if
grandchildren are included and I hesitate to ascribe a one way view of grandparent-grandchild
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(indicating that a "material financial or familial interest" can disable a
director) (emphasis added). While it is doubtless true that the traditional ties
of loyalty and affection that exist between close family members may not
exist in a particular case, the burden should not be on plaintiff to plead that
such ties do not exist. See Grobow, 539 A.2d at 186 ("Reasonable doubt
must be decided by the trial court on a case-by-case basis employing an
objective analysis.") (emphasis added). The existence of a very close family
relationship between directors should, without more, generally go a long (if
not the whole) way toward creating a reasonable doubt.'
V.
Finally, plaintiff also pleads that defendant Andren is beholden to

Connelly because Andren is the Chairman of Circle-Line, a company that is
allegedly a wholly-owned subsidiary of New York Cruise Lines, Inc., which
is in turned wholly-owned by Connelly. Since Andrends "position with
Circle-Line constitutes his principal employment and means of earning a
living," Compl. T7, the complaint raises a reasonable doubt that Andren can
impartially consider a demand. Rales, 634 A.2d at 937.
Somewhat troubling to me, however, is the fact that Andren has
submitted an affidavit stating that neither Circle-Line nor New York Cruise

loyalty to the authors ofthese respected authorities (even to the authors of the MBCA, who claim
to have set forth an exclusive, '"right line" definition). The fact that a demand would require a
director to consider authorizing suit against his grandfather implicates the general requirements of
interestedness under these authorities. See, e.g., 1Principles of CorQrate Goveranee: Analysis and
Recommendations § 1.23(2) (1994) ("A director... is 'interested' in a transaction... if... the
director... has a.. . familial relationship with a party to the transaction ... and that relationship

would reasonably be expected to affect the director's ...
judgment with respect to the transaction
... in a manner adverse to the corporation.").
'Mhe defendants argue that the case of Seibertv. Harper& Row, Publishers,Inc., Del. Ch.,
C.A. No. 6639, 1984 WL 21874, Berger, V.C. (Dec. 5, 1984) is to the contrary. Seiber cannot be
read as broadly as defendants wish. The allegation in Seibertwas that a director was disabled from
considering a demand because the director's fellow director was his cousin and a manager of the
defendant company. The familial bonds between cousins are often more attenuated than those
between grandfather and grandson. Moreover, in Seibert,the cousin, who was a manager, had a
very tangential personal interest in the challenged transaction quite unlike the direct and substantial
personal interest Connelly has in this case. I do not read Seibertas holding that a plaintiffpleading
a close familial relationship between an otherwise disinterested director and a director who would
be substantially and adversely affected if the challenged transaction were rescinded cannot, in
appropriate circumstances, thereby meet its burden to create a reasonable doubt that the otherwise
disinterested director cannot impartially consider a demand. To the extent that Seibert can be read
as standing more broadly for the proposition that familial relationships cannot be consequential in
the demand excusal inquiry, I believe the case gives too little weight to the deep bonds that most
people have to members oftheir families and too much creditto the capacity of humans to set aside
instinctive feelings of love and loyalty and to deal objectively with the merits when the well-being
of a close relative is at stake.
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Lines is controlled in any way by Connelly. Andren Aff 3. Contrary to
plaintiffs assertions, Andren contends that Connelly controlled a partnership
that was merged into New York Cruise Lines in 1988, and now has no legal
or ownership interest in that company or Circle-Line. Id.
[8]
I cannot, however, consider Andren's affidavit in determining this

motion to dismiss since such a motion is directed to the face of the
complaint. Goody. Texaco, Inc., Del. Ch., C.A. No. 7501, 1984 WL 8220,

at *2, Brown, C. (May 14, 1984) ("[]n view of Aronson's requirement that
the issue of the futility of a demand must be measured against the factual
allegations ofthe complaint, ... the record on a motion to dismiss for failure
to make a demand under Rule 23.1 cannot properly be supplemented by

affidavit or discovery by either the plaintiff or the defendants."). Indeed,
allowing a defendant to introduce affidavits in support of a Ruley 23.1
motion to dismiss would create a gross imbalance since "plaintiffs... are

not entitled to discovery to assist their compliance with the particularized
" ScatteredCorp. v. ChicagoStock
pleading requirement of Rule 23.1 ....
Exch., Inc., Del. Supr., 701 A.2d 70, 77 (1997); see also Levine v. Smith,
Del. Supr., 591 A.2d 194, 208-210 (1991) (same). Instead, plaintiffs are

required to utilize the "tools at hand," such as public filings and corporate
records obtained under 8 Del. C. § 220. ScatteredCorp., 701 A.2d at 78;
Grimes, 673 A.2d at 1216 nn. 10, 1 l.'

VI.

5
Although I am discomforted by the possibility that the facts in the complaint that create
a reasonable doubt about Andren's independence from Connelly may in fact not be "facts," I am
bound to accept them as true. See Kahn v. Tremont Corp., Del. Ch., CA. No. 12339, mem. op. at
3-4, 8, Allen, C. (Apr. 22, 1994) (Indicating thatit is improper to consider evidence submitted by
defendants in support of a Rule 23.1 dismissal motion. 'Ifa factual allegation that establishes as a
pleading matter ademand-excused case can be conclusively shown to be filse, there is no principle
of law that prevents the defendant from showing that fact on a Rule 56 application. In that event
the Court, of course, would be free to dismiss the case at that stage."); Kahn v. Tremont Corp., Del.
Ch., C.A. No. 12339, mem. op. at 4, n.2, Allen, C. (Aug. 21, 1992) (same). Even though this
requirementrmight seem a bit disturbing in this precise circumstance, Inote that Court of Chancery
Rule 11 would seem to provide at least some protection from abuse in the Rule 23.1 context. Ifa
defendant can later demonstrate that a company's public filings and easily obtainable corporate
of important elements of a complaint leading to a
documents would have demonstrated the falsity
prior judicial finding of demand excusal, that demonstration would raise a serious question
regardingwhethertheplaintiffs attorney had drafted the factual allegations inthe complaintin good
faith and after "an inquiry reasonable under the circumstances." After the repeated admonitions of
the Supreme Court to use the "tools at hand," see Rates, 634 A.2d at 934-935 n. 10; Grimes,673
A.2d at 1216, 1218; ScatteredCorp., 701 A.2d at 78, lawyers who fail to use those tools to craft
their pleadings do so at some peril. At oral argument, however, counsel for the plaintiff contended
that he derived the complaint's allegation that Connelly controls New York Cruise Lines from
President Casinos' own public filings.
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Since plaintiffhas pled facts creating a reasonable doubt whether four
of the five President Casinos' directors can impartially consider a demand,
defendants' motion to dismiss is DENIED. IT IS SO ORDERED.

SANDERS v. WANG
No. 16,660
Courtof Chanceryof the State of Delaware,New Castle
November 8, 1999
Revised November 10, 1999
Plaintiffs filed a motion asking for judgment on the pleadings or,
alternatively, for summary judgment on their complaint that the defendant
committed gross negligence, corporate waste and breach of their fiduciary
duties by granting excess shares of stock under a Key Employee Stock
Ownership Plan (KESOP). Plaintiffs allege that the grant of such stock far
exceeded the amount of shares authorized under the KESOP and that the
grant would damage the corporation.
The court of chancery, per Vice-Chancellor Steele, concluded that
defendants exceeded their authority under the KESOP. He granted the
plaintiffs' partial judgment on the pleadings by ordering certain shares to be
returned to the corporation, the establishment of a constructive trust on the
defendants and an accounting to be rendered to determine any economic
benefit to be determined from the shares. He also determined that the
defendants properly transferred certain shares and granted the defendants
partial judgment on the pleadings.
1.

Corporations

Q

307,310,310(1)

Where an employee stock ownership plan contains a clear,
unambiguous limitation on the total number of shares authorized, the board
of directors may not exceed this limit based upon a general provision that
does nothing more than grant them discretion to administer the plan. DEL
CODE ANN. tit 8, § 141 (1998).
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182.4(2), 307,310,310(1), 314(1),
317(1)

404(1)

An allegation that a board of directors awarded more shares than a
stock plan expressly authorized sufficiently establishes claims for gross
negligence, waste of corporate assets, and a breach of fiduciary
responsibility.
3.

Corporations
Pleading

O
343

317(3),512,513,513.1

When the pleadings establish with certainty only that a stock plan did
not authorize the amount of shares directors actually awarded, judgment on
the pleadings is appropriate only to the extent that plaintiff is entitled to
equitable relief as a result of the unauthorized award whether by (1)
rescission of the award and (2) imposition of a constructive trust.
4.

Pleading
Corporations

= 343
=

512, 513

With the record very limited at the pleadings stage and the defendants
asserting a triable affirmative defense to the damage claims, any judgment
on the plaintiffs claims seeking compensatory damages would be premature.
5.

Corporations

C=

320(5), 320(7)

When a shareholder of a corporation discovers acts that somehow
injure the corporation, Delaware law requires the shareholder demand that
the corporation's board of directors examine the injurious acts and pursue
legal redress; this is the demand requirement. DEL. CH. CT. R. 23.1.
6.

Corporations

0

320(5), 320(7)

The underlying policy ofthe demand requirement is to curb a myriad
of individual shareholders from bringing potentially frivolous lawsuits on
behalf of the corporation which may tie up the corporation's governors in
constant litigation and diminish the board's authority to govern the affairs of
the corporation.
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Q310(1), 320(5), 320(8), 512, 513

Under Delaware law, a plaintiff may bypass the board of directors to
pursue claims against the corporation, if the plaintiff can demonstrate
through particularized factual allegations, a reasonable doubt that: (1) the
board is disinterested and independent or (2) the acts complained ofwere the
product of the board's valid exercise of business judgment.
8.

Corporations

G=

307, 310(l)

When the facts alleged raise a reasonable doubt that the share
transaction resulted from a valid exercise of business judgment, the court
does not need to address whether the board is disinterested or independent.
9.

Corporations

G=

310(1), 320(5), 512, 513

Shareholder demand for action by the board is excused when the
plaintiff shareholders have sufficiently pleaded facts which cast doubt that
the board's alleged acts could be the result of a valid exercise of business
judgment.
10.

Corporations
Oa
Pleading
Pretrial Procedure

C:=512, 513

343, 350(1)
Qn- 679

Judgment on the pleadings is appropriate and the moving party would
be entitled to judgment as a matter of law under any set of facts pleaded
which draws all inferences from the facts in favor of the nonmoving party.
DEL. CH. CT. R. 12(c).
11.

Contracts

02-

143(2)

A determination of whether a contract is ambiguous is a question for
the courts to resolve as a matter of law.
12.

Corporations

Motions
Pretrial Procedure

Q=

512, 513

S33

0-531, 624

Under Court of Chancery Rule 12(b)(6), a motion to dismiss for
failure to state a claim upon which relief may be granted requires that, under
any possible set of facts consistent with the facts alleged in the complaint,
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the plaintiff would still not be entitled to judgment. DEL. CH. CT. R.
12(b)(6).
13.

Corporations

U

t

Pretrial Procedure

512, 513
679

Conclusory allegations that lack a factual basis in the complaint will
not survive a motion to dismiss. DEL. CH. CT. R. 23.1.
14.

Corporations
Pleading

C2

Ow 512, 513
350(1)

In determining a motion to dismiss for failure to state a claim upon
which relief may be granted, the court must accept all well-pleaded facts as
true and construe any inferences from these facts in the light most favorable
to the non-moving party. DEL. CH. CT. R. 12(c).
15.

Contracts

C

147(2)

Contract interpretation starts with the terms of the contract; if the
terms are plain on their face, the analysis stops there.

16.

Contracts

U

147(2)-

The court is often required to engage in an analysis of the intent or
shared understanding of the intent of the parties at the time of the contract
to meet the primary goal of contract interpretation, which is to satisfy the
reasonable expectations of the parties at the time they entered into the
contract.
17.

Contracts

Ul

147(2)

Under the plain meaning rule of contract construction, if a contract is
clear on its face, the court should rely solely on the clear literal meaning of
the words.
18.

Contracts

0-~

143(2)

The terms of a contract can be analyzed by first determining whether
provisions are reasonably subject to more than one interpretation.
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143(2)

Contract language is not rendered ambiguous simply because the
parties in litigation differ concerning its meaning.
20.

Contracts

C

143(2)

Contract language is not rendered ambiguous simply because the
parties in litigation do not agree on its proper construction.
21.

Contracts

(a

143(2)

A contract is ambiguous only when the provisions in controversy are
reasonably or fairly susceptible of different interpretations or may have two
or more different meanings.
22.

Contracts

On-

147(2)

Delaware courts adhere to the objective theory of contracts which
states that a contract's construction should be that which would be
understood by an objectively reasonable third party.
23.

Contracts

G -

143(1)

Inquiry into the subjective unexpressed intent or understanding of the
individual parties to the contract is neither necessary nor appropriate where
words of the contract are sufficiently clear to prevent reasonable persons
from disagreeing as to their meaning.
24.

Contracts

0

147(2)

When contract language is clear and unequivocal, a party will be
bound, by its clear meaning.
25.

Contracts

G2

161

It is a basic premise of contract law that in upholding the intention of
the parties, a court must construe the agreement as a whole, giving effect to
all provisions therein, particularly where the provisions do not conflict.
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Contracts

CO-

143.5, 161

Given (1) a clear, unambiguous contract provision; (2) two other
contract provisions subject to interpretation; (3) no facial inconsistency
between the three provisions; (4) a single act that clearly violates the
unambiguous provision; and, (5) the fact that the sole justification for the act
complained of lies in the two provisions that are subject to interpretation, the
relevait law weighs against the use of an interpretable provision to
materially disregard another provision that is clear on its face.
27.

Contracts

Ow

147(2)

Disguised intent, which is not immediately obvious in the language
of the contract and requiring a tortured construction of its terms, cannot
overcome unambiguous contract language.
28.

182.4(2)
O
Corporations
ONN 679
Pretrial Procedure
Cu- 404(1)
Waste

For a waste claim to survive a motion to dismiss, the plaintiff must
allege facts sufficient to show that the corporation received no consideration
for the transferred asset.
29.

Corporations
Trusts

3

r

307
102(1)

A fiduciary who breaches his duty is liable for any loss suffered by the
beneficiary of his trust and any profits made through the breach of trust may
be disgorged through the device of the constructive trust.
30.

Corporations

, 317(3)

A share grant in excess of that authorized by a KESOP calls the
mechanism of the constructive trust into play as an effective remedial
measure.

31.

PretrialProcedure

, 561.1

"The use of exculpatory provisions to shield fiduciaries from personal
liability presents an affirmative defense not amenable to pre-trial disposition.
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307, 310, 310(1)

Pretrial Procedure

@
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Where the only alleged acts are breaches ofthe duty of care, the court
may consider affimative defenses for the purpose of pre-trial disposition.
Pamela S. Tikellis, Esquire, James C. Strum, Esquire, and Robert J. Kriner,
Esquire, of Crimicles & Tikellis, Wilmington, Delaware; and.Bruce E.
Gerstein, Esquire, Scott Fisher, Esquire, Barry S. Taus, Esquire, and Stephen
H. Schwartz, Esquire, of Garwin, Bronzaft, Gerstein & Ficher, New York,
New York, of counsel, for plaintiffs; and Fred Taylor Isquith, Esquire, and
Gregory M. Nespole, Esquire, of Wolf, Halderstein, Adler, Freeman &
Hertz, New York, New York, of counsel, for plaintiff Edward Bickel.
Norman M. Monhait, Esquire, of Rosenthal, Monhait, Gross & Goddess,
Wilmington, Delaware; Martin P. Unger, Esquire, of Tenzer Greenblatt,
New York, New York, of counsel; and George H. Linck, Esquire, New
York, New York, of counsel, for plaintiff Lisa Sanders.
Alan J. Stone, Esquire, and Jessica Zeldin, Esquire, of Morris, Nichols,
Arsht & Tunnell, Wilmington, Delaware; and Moses Silverman, Esquire,
and Jonathan J. Freeman, Esquire, of Paul, Weiss, Rifkind, Esquire,
Wharton & Garrison, New York, New York, of counsel, for defendants
Richard A. Grasso, Irving Goldstein, Shirley Strum Kenny, Willem F.P. de
Vogel, and Computer Associates International, Inc.
Wayne N. Elliott, Esquire, and James L. Holzman, Esquire, Prichett, Jones
& Elliott, Wilmington, Delaware; and David E. Nachman, Esquire, and
Caroline S. Press, Esquire, of Solomon, Zauder, Ellenhorn, Frischer &
Sharp, New York, New York, of counsel, for defendants Charles B. Wang,
Sanjay Kumar, and Russell M. Artzt.
STEELE, Vice-Chancellor
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L Issues Presented
1.

Can a board of directors rely upon its purported discretion
to administer ashareholder-approved "key employee stock
ownership plan" to grant keyexecutives more shares than

expressly authorized by the plain language of the KESOP?
No.

[1] Where an employee stock ownership plan contains a clear,
unambiguous limitation on the total number of shares authorized, the board
of directors may not exceed this limit based upon a general provision that
does nothing more than grant them discretion to administer the plan.
2.

By establishing a prima facie case that a board of directors
awarded at least 9.5 million more shares than actually
authorized by a stock plan, do the plaintiffs state claims
for gross negligence, waste of corporate assets and breach
of fiduciary duty? Yes.

[2] An allegation that a board of directors' awarded at least 9.5 million
more shares than a stock plan expressly authorized sufficiently establishes
claims for gross negligence, waste of corporate assets and a breach of
fiduciary duty.
3.

Where the pleadings establish with certainty that a stock
plan did not authorize defendant directors to award the
amount of shares they undisputedly did award, is it
appropriate that plaintiffs be granted judgment on the
pleadings for their claims against the directors for gross
negligence, waste, and breach of the fiduciary duties of
loyalty and care, when the requested relief includes: (a)
rescission of the unauthorized share award; (b) imposition
of a constructive trust over persons receiving any benefit
flowing from that award; (c) damages against the
directors; and, (d) fees and costs? Not entirely.

[3-4] When the pleadings can establish with certainty only that a stock plan
did not authorize defendant directors to award the amount of shares that they
actually awarded, judgment onthe pleadings is appropriate only to the extent
that the plaintiff is entitled to equitable relief as a result of the unauthorized
award, whether by (1) rescission of the unauthorized award; and, (2) a
constructive trust over any person receiving benefits resulting from that
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award. With the record very limited at the pleadings stage and the
defendants asserting a triable affirmative defense to the damage claims, any
judgment on the plaintiffs' claims seeking compensatory damages would be
premature.
I. Background
L

The BasicAllegation

The plaintiffs, shareholders of Computer Associates International, Inc.
("CA"), sue CA's seven directors for gross negligence, corporate waste and
for breach of their fiduciary duties by granting three of the board members,
who are also the company's top executives,' 20.25 million shares of CA
common stock under the 1995 Key Employee Stock Ownership Plan
("KESOP" or the "plan"). The plaintiffs' allege that this share grant to the
"Participants" far exceeded the number authorized by the KESOP and assert
various claims against the directors flowing from this grant. Though the two
plaintiffs' positions vary over exactly how many of the granted shares were
excess, they both agree that the board granted excess shares which damaged
the corporation.
2.

The ZESOP andthe ChallengedShare Grants

The CA board adopted the KESOP on May 25, 1995. The
shareholders approved the Plan at an Annual Meeting held in August, 1995.
Its terms are quite straightforward. The Plan is administered by the
Compensation Committee of the board, which "shall be vested with all
discretion and authority as it deems necessary or appropriate to administer
the Plan and to interpret the provisions of the Plan."2 An express provision
authorizes the Compensation Committee "to grant up to 6,000,000 shares of

Common Stock to the Participants."3 This is to be done by granting 2
million shares, outright upon the Plan's adoption4 and then by additional
grants of up to 4 million total shares, contingent on CA's common stock
reaching certain specified price targets and maintaining those target prices

'The recipients ofthese grants are defendants CharlesB. Wang, Chairman ofthe Board and
CEO ofCA; SanjayKumar,the President and COO ofCA; and Russell P.Arizt, the Executive Vice
President-Research and Development for CA and CA's Senior Development Officer. All three
individuals are also directors of CA.
1§ 6.1 of the KESOP (The KESOP is Exhibit B of the Complaint).
"'The Committee is authorized to grant up to 6,000,000 shares of Common Stock to the
Participants." § 3.1 of the KESOP.
1§3.2 of the KESOP.
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for at least 30 trading days on the New York Stock Exchange.5 In deciding
whether these targets have been met the Committee may adjust the stock
price to account for any stock splits that occur after the KESOP was
adopted.6 However, the plan does not permit the Committee to adjust the
number of shares granted to account for stock splits or any other
recapitalization transactions. In addition to share price performance targets
determining how many shares may be granted, similar performance targets
determine when the shares will actually vest. In particular, § 4.4 permits
"Early Vesting" of all of the shares granted (the six million total) if the CA
share price trades at $180 or more for at least 60 trading days.
On May 21, 1998, the Compensation Committee certified that the
price of CA common stock had traded for at least 60 trading days in a
twelve-month period at $180 or better (the actual price was $53.33 per share,
which is equivalent to $180, adjusted for the stock splits) which triggered the
§ 4.4 "Early Vesting" provision. Before this event, in August 1995, June
1996, and November 1997, CA gave all holders of Common Stock one share
for every two shares held, amounting to three separate "three for two" stock
splits. The Compensation Committee granted the Participants 20.25 million
total shares total, which is equivalent to 6 million shares adjusted for these
three stock splits.

M. Contentions
1.

Plaintiffs

There are two plaintiffs. The first, Lisa Sanders, filed this action on
September 15, 1998. She amended her Complaint on October 26, 1998.
The second plaintiff, Edward Bickel, intervened in this action with a
Complaint in Intervention on November 19, 1998. Sanders alleges the
Committee violated the KESOP by exceeding the limit on additional share
grants (four million) in order to adjust for the three stock splits. However,
Sanders does not take issue with the initial two million share grant
presumably in the belief they were awarded before the stock splits happened.
Thus, Sanders believes thai the defendant board should have awarded a total
of 10.75 million shares (6 million under the plan + 4.75 million in dividends
on the initial two million share grant) and that they awarded 9.5 million
shares more than authorized. Sanders charges the board with waste of CA's
assets, gross negligence and breach of the directors' fiduciary duties of
loyalty and care. Sanders seeks: (1) cancellation or rescission of the 9.5

31d at §3.3 AdditionalGrants.
6

1dat § 3.2.
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million share award; (2) imposition of a constructive trust over the
Participant-directors and an accounting of the benefits received from these
shares; (3) damages; and, (4) fees and costs.
Bickel takes a harder line, arguing that the KESOP authorizes only six
million shares total, and does not permit any adjustment for stock splits, nor
any dividends on any of the shares. He argues that granting any shares
above this limit violates the KESOP. Thus, Bickel believes that the
Committee granted 14.25 million shares in excess.
Bickel charges the entire CA board, individually and/or jointly, with
waste of corporate assets, mismanagement, gross negligence, and breach of
the fiduciary duties of loyalty, due care, and "good faith." Bickel seeks: (1)
rescission of the unlawfully awarded shares (14.25 million); and, (2)
imposition of a constructive trust over defendants Wang, Kumar and Artzt
for any benefits flowing from these shares; and, (3) an injunction against the
voting rights of these shares against defendants Wang, Kumar and Artzt;
and, (4) damages from all directors individually; and, (5) fees and costs.
In the present motions plaintiffs ask forjudgment on the pleadings or,
alternatively, for summaryjudgment on the basis that they have established
on the undisputed facts that the CA board exceeded its authority which alone
warrants judgment for the plaintiffs on all their claims.
2.

Defendants

The defendant directors say that:
1.
Demand requirements have not been met by the plaintiffs,
because
a)
a majority of the directors are disinterested and
independent, and
the share grant resulted from a valid exercise of business
b)
judgment;
A disinterested Compensation Committee awarded the 20.25
2.
million shares within its discretion to administer the Plan under § 6.2. The
Committee believes the Plan gave it authority to adjust the number of shares
granted to account for the stock splits that happened after the shareholders
approved the Plan.
Because plaintiffs disagree over how many excess shares were
3.
awarded, their allegations are arbitrary, confirming the defendants' argument
that their decision resulted from the valid exercise of business judgment;
The terms ofthe Plan, specifically that all 6 million shares vest
4.
when the share price stays at $180 for at least 60 days, demonstrate the
Plan's intent to award the Participants 3.75% equity in the company, or about
$1.08 billion worth of shares (6 million x $180);
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5.
The strict reading ofthe share limitation provision frustrates the
purpose of the Plan and penalizes its recipients. In particular, defendants say
that plaintiffs' strict reading does not make economic sense because if,
instead of stock splits, there had been a "reverse stock split" or a share
consolidation, then the defendant Participants would get twice as much
equity, or over $2 billion. Defendants say that if this were actually the case
that the plaintiffs would then not support their own proposition that a strict
reading is required, and would in fact argue just the opposite.
6.
In any event, exculpatory provisions in the CA charter and in
§ 7.3 of the Plan promulgated pursuant to § 102(b)7 of the DGCA, shield the
directors from personal liability for money damages. On these various
grounds, the defendants move both for dismissal for failure to state claims
upon which relief can be granted and for judgment on the pleadings.
IV. Discussion
1.

The Threshold Question of the Demand Requirement For A
DerivativeAction

The defendants argue that the plaintiffs have not met the demand
requirements of Delaware law and have not pleaded facts to excuse them
from this requirement. Defendants believe this precludes the plaintiffs from
pursuing these derivative claims.
[5-6] When a shareholder of a corporation discovers acts which somehow
injure the corporation, Delaware law requires that the shareholder "demand"
that the corporation's board of directors examine the injurious acts and
pursue legal redress. This is known as the "demand requirement," and its
underlying policy is to curb a myriad of individual shareholders from
bringing potentially frivolous lawsuits "on behalf of the corporation," which
may tie up the corporation's governors in constant litigation and diminish the
board's authority to govern the affairs of the corporation. These suits are
commonly known as "strike suits." If this Court had to entertain these
lawsuits without a threshold barrier like the demand requirement, then the
role of the board of directors as the shareholders' chosen arbiter of the
corporation's interests, legal and otherwise, could be constantly frustrated.
[7]
There are cases, however, where the board itself acts causing
shareholder complaint. In these cases a question is rightfully raised over
whether the board will pursue these claims with 100% allegiance to the
corporation, since doing so may require that the board sue itselfon behalf of
the corporation. So in order to balance the desire to discourage strike suits
with the need to hold boards of directors accountable, Delaware law
provides a basic test to determine whether a plaintiff may bypass the board
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of directors to pursue the claims for the corporation. Under this test a
plaintiff may be excused from demanding that the directors sue themselves
if that plaintiff can demonstrate, through particularized factual allegations,
a reasonable doubt that: (1) the board is disinterested and independent; or;
(2) the acts complained of were the product of the board's valid exercise of
business judgment.7 Once this showing of "demand futility" is made, by
fulfilling at least one of the elements of the test, the plaintiff may file a
"derivative" action, under Court of Chancery Rule 23.1.
Here, plaintiffs did not make demand on the CA board and have
argued that making demand would be futile. Plaintiffs first say that enough
of the CA board is self-interested to make demand futile, since three of the
seven directors are recipients of the allegedly excessive share awards, and
three of the remaining four directors are responsible for actually making the
allegedly wasteful awards. Second, plaintiffs argue that they have alleged
particular facts raising at least a reasonable doubt that the transaction
awarding the excess shares was a valid exercise of the board's business
judgment by alleging that the share awards far exceed a clear limitation
contained in the KESOP.
[8]
I need not address whether the CA board is disinterested or
independent because I find that the facts alleged raise a reasonable doubt that
the share transaction resulted from a valid exercise of business judgment.
As a minimum, the plaintiffs have sufficiently alleged facts which, taken as
true, show that the CA board violated an express KESOP provision limiting
the number of shares they were authorized to award. As I discuss in detail
later, the provision is not ambiguous and it is clear from the uncontroverted
facts that the number of shares the board actually awarded exceeded its
limitation of six million shares. Thus the facts raise doubt that the board's
actions resulted from a valid exercise of business judgment.
The defendants raise the issue that the plaintiffs have differing
allegations over exactly how many of the shares granted were excess.
Defendants say that since the plaintiffs' own allegations here are arguably
"arbitrary," they can not lead to reasonable doubt that the awards were an
exercise of valid business judgment. I disagree with this argument. In these
circumstances, the issue of exactly how many of the awarded shares were
excess is secondary to and severable from the primary issue of whether the
board exceeded the shareholders' grant of express authority. This ancillary
issue of the appropriate number of shares only comes into play after a
determination that at least some portion of the 20.25 million share grant
exceeded the board's authority. Though the plaintiffs' allegations may differ

'Aronson v. Lewis, Del. Supr., 473 A.2d 805 (1984).
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on this precise point, each plaintiffs core allegation that the board exceeded
its authority is still the same.
[9]
For immediate purposes here, I find the plaintiffs have sufficiently
pleaded facts which cast doubt that the board's alleged acts could be the
result of a valid exercise of business judgment. Therefore, demand is
excused.
2.

Judgment on the PleadingsMotion to Dismiss

Plaintiffs and defendants each move for judgment on the
[10-11]
pleadings. Judgment on the pleadings is appropriate where under any set of
facts pleaded and drawing all inferences from these facts in favor of the
nonmoving party, the moving party would still be entitled to judgment as a
matter of law.8 This substantive standard is the same as that of summary
judgment, but without the need to look beyond the pleadings, and "is the
proper framework for enforcing unambiguous contracts because there is no
need to resolve material disputes of fact.., a determination of whether a
is ambiguous is a question for the court to resolve as a matter of
contract
9
law."
[12-14]
Similarly, a motion to dismiss for failure to state a claim upon
which relief may be granted, under Court of Chancery Rule 12(b)6 requires
that under any possible set of facts consistent with the facts alleged in the
complaint the plaintiff would still not be entitled to judgment."° Any
conclusory allegations that lack factual basis in the complaint will not
survive a motion to dismiss." Further, I must accept all well-pleaded facts
as true and construe any inferences from these facts in the light most
favorable to the-non-moving party.'
I find that under the undisputed facts in this case, no matter how
favorably I draw factual inferences in favor of the defendants, that plaintiffs
have established a prima facie case that the CA board exceeded its authority.
The CA board can not justify its clear violation of the express terms of the

8Desert Equities, In," v. Morgan Stanley Leveraged Equity Fund,Del. Supr, 624 A.2d
1199 (1993).
9
Canterav. Marriott Seniorliving Services, Inc., Del. Ch., CA. No. 16498, Lamb, V.C.,
mem. op. at 9 (citing Pellatonv. Bank ofNew York, Del. Supr., 592 A.2d 473,478 (1991)). See
also SEC Interactive,Inc. v. Corporate Media Partners, Del. Supr., 714 A.2d 758, 761 (1998).
"0Lewis v. Austen, Del. Ch., CA. No. 12937, mem. Op. at 4, Jacobs, V.C. (June 2, 1999)
("aplaintiffmust allege facts that taken as true, establish each and every element of a claim upon

which relief could be granted.").
IInre The Waft Disney CompanyShareholders 'Litigation,Del. Ch., 731 A.2d 342, 353
(1998).
"O'Reilly v. Transworldlealthcar4 Inc., Del. Ch., C.A. No. 16507, mem. op. at 11,
Steele, V.C. (August 20,1999).
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KESOP nor can it justify the unauthorized share awards under any other
legal authority.
The plaintiffs are entitled to a limited judgment on the contract
interpretation issue of law raised in the pleadings and, as a result, to
equitable relief. However, this case does not warrant any judgment or relief,
at this stage, with respect to the plaintiffs money damage claims against the
directors. For the reasons explained below, correspondingly the defendants'
motions for judgment on the pleadings and/or to dismiss the complaint are
denied.
A.

Standards for Contract [nterpretation

[15-17]
Contract interpretation starts with the terms of the contract. If
the terms are plain on their face, then the analysis stops there.13 ,The
"primary goal of contract interpretation is to satisfy the reasonable
expectations of the parties at the time they entered into the contract," a
process which "often requires a court to engage in an analysis of the intent
or shared understanding of the parties" at the time of the contract.1 4 Under
the plain meaning rule of contract construction, if a contract is "clear on its
face, the Court should rely solely on the clear literal meaning of the words."' 5
[18-211
One begins to analyze the terms by determining whether
provisions are "reasonably subject to more than one interpretation." 6
Toward that end, contract language "is not rendered ambiguous simply
because the parties in litigation differ concerning its meaning."' 7 Nor is it
rendered ambiguous simply because the parties "do not agree upon its proper
construction." 8 A contract is ambiguous "only when the provisions in
controversy are reasonably or fairly susceptible of different interpretations
or may have two or more different meanings."' 9

"Eagle Indus., Inc v. DeVilbiss Health Care, Inc., Del. Supr., 702 A.2d 1228, 1232
(1997).

"4Demetree v. Commonwealt
at 7 (Aug. 27, 1996).
IsId,
6

Trust Co., Del. Ch., CA. No. 14354, Allen, C., mem. op.

' Supermex Trading Co. v. Strategic Solutions Group, Inc., Del. Ch., C.A. No. 16183,
Lamb, V.C., mem. op. at 7 (May 1, 1998).
'City Investing Co. Liquidating Trust v.Continental Cas. Co., Del.Supr., 624 A.2d 119 1,
1198 (1993). Rhone-Poulenc Basic Chem. Co. v.Arwcan Motoris Ins. Co., Del.Supr., 616
A.2d 1192, 1196 (1992).
sRhone-Poulenc, Del.Supr., 616 A.2d at 1196; accordCityInvesting, Del.Supr., 624 A.2d
at 1198. See Wright, S 2730.1, at 65 ("The mere assertion that ambiguity or divergent intent exists
will not prevent summary judgment from being entered.").
tIMHMILLC, Inc. v. Horizon Mental Health Mgmd, Inc., Del. Ch., C.A. No. 14465,
Steele, V.C., mem. op. at 6 (Oct. 3, 1996) ("To be ambiguous, the provision must be capable of
being read reasonably to support the different positions."), apd, Del.Supr., 694 A.2d 844 (1997).
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[22-23]
Delaware courts adhere to the "objective" theory of contracts.
A contracfs "construction should be that which would be understood by an
objective reasonable thirdparty."20
Where the parties have entered into an unambiguous integrated
written contract, the contract[']s construction should be that
which would be understood by an objective reasonable third
party.... [i]nquiry into the subjective unexpressed intent or
understanding of the individual parties [to the contract] is
neither necessary nor appropriate where words of the contract
are sufficiently clear to prevent reasonable persons from
disagreeing as to their meaning.2 '

The standards of contract interpretation here are "black letter law" and fully
comport with New York contract law, under which the parties agree this
Plan arises.
B.

Interpreting this KESOP

The Plan here is simply a contract between CA shareholders (which
includes plaintiffs), on one hand, and the defendant board of directors
(which includes the management Participants), on the other. One party to
the contract (plaintiffs) claims that the other party (defendants, some of
whom are beneficiaries, some of whom are fiduciaries under the contract)
committed a single act (awarding excess shares) in clear violation of a
specific provision of the contract (the share ceiling in § 3.1). The accused
party answers this claim saying that another provision in the contract (the
"Rules and Interpretation" provision in §6.2) authorized them to act contrary
to the limitation in the first provision and that their actions carried out the
implied intent of the contract as well as its specific intent declared under

§ 1.1.

[24] In analyzing the terms of the Plan, I find they are not susceptible to
varying interpretations under any reasonable analysis that could lead to the
conclusion that the board had the authority to award excess shares over the
limitation found in § 3.1. When the language is "clear and unequivocal, a
"Supermex, Del. Ch., slip op. at 7 (quoting Demetree v. Conmuonwealth Trust Co., Del.
Ch., CA.21No. 14354, Allen, C., slip op. 7 (Aug. 27, 1996)).
Demeree v. Commonwealth Trust Co., Del. Ch., CA. No. 14354, slip op. 7-8. See also
Eagle Indus., Inc. v. Dei'ibiss Health Care, Inc., Del. Supr., 702 A.2d 1228, 1232 (1997)
("Contract terms themselves will be controlling when they establish the parties' common meaning
so that a reasonable person in the position of either party would have no expectations inconsistent
with the contract language.").
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party will be bound by its clear meaning."' Section 3.1 could not be more
clear in limiting the total share grant under the Plan. While § 6.2 gives the
board authority to interpret and administer the Plan, I can not find that the
board could reasonably ignore a clear six million share limit in order to
authorize an award of 20.25 million shares.
Further, while §3.3 explicitly permits any stock splits to be reflected
when calculating performance targets, no otherprovisions or language
explicitly support the proposition that the §3.1 limit may be contravened or
unilaterally adjusted for these same stock splits. The presence of this § 3.3
authorization and the corresponding and conspicuous absence of a provision
authorizing alteration of § 3.1 reinforces my conclusion that the Plan's clear
language provided no power to alter the limitations in § 3.1 based on any
stock split criteria.
[25] Finally, § 1.1 does not state objectives that, read along with the
board's §6.2 discretion, justify ignoring the §3.1 share ceiling in order to
achieve these objectives. The basic premise of contract law that "in
upholding the intention of the parties, a court must construe the agreement
as a whole, giving effect to all provisions therein" requires that I give effect
to § 3.1, particularly where doing so does not conflict with the plan's other
provisions.' Those who drafted § 1.1 also wrote § 3. It is simply illogical
to say that § 3.1 is inconsistent with the Plan's statement of intent found in
§ 1.1. I must conclude that § 3.1 and its plain meaning is, in fact, integral
to understanding the Plan's intent. It is as much a part of understanding how
the drafters and the approving shareholders intended the Plan to operate and
the purpose of this Plan as any other particular provision.
As a practical matter, my rough calculations indicate that even under
the strictest reading of the Plan, the three Participants will together still
receive nearly $320 million. $320 million is no mere bagatelle. I find it
remarkable that defendants would have me believe that CA's shareholders
would consider that $320 million for three individuals failed to "encourage,
recognize, and reward sustained outstanding individual performance by
certain key employees."'
[26] Thus, given, (1) a clear, unambiguous contract provision; (2) two
other contract provisions subject to interpretation; (3)no facial inconsistency
"Abb Fiat,Inc. v. National Union FreInsurance Company ofPittsburgh,PA., Del.
Supr., C.A. No. 299, 1998, Walsh, J., slip op. at 11 (June 28, 1999) (citations omitted).
3E.I. du Pont de Nemours & Co. v. Shell Oil Co., Del. Supr., 498 A.2d 1108, 1113
(1985). The meaning ofcontract provisions should be "interpreted using standard rules ofcontract
interpretation which require a cont to determine, from the language ofthe contract, the intent of the
parties. In discerning the intent of the parties, the [contract] should be read as a whole and, if
possible, interpreted to reconcile all ofthe provisions of the document." KaiserAluminum Corp.
v. Matheson, Del. Supr., 681 A.2d 392,395 (1996).
'§ 1.1 of the KESOP.
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between the three provisions; (4) a single act that clearly violates the
unambiguous provision; and, (5)the fact that the solejustification for the act
complained of lies in the two provisions that are subject to interpretation, I
find that the relevant law weighs against the use of an interpretable provision
to materially disregard another provision that could not be clearer on its face.
Applying this analysis to the facts, I find that the Committee awarded the
20.25 million shares in clear violation of § 3.1, and without any legal
justification under the Plan.
The defendants make no attempt to find support for their actions
under other sources of director power: the CA corporate charter, any CA
by-laws, the Delaware General Corporation Act, or the Delaware corporate
common law. It is appropriate, nonetheless, to address several of their
specific justifications for their view of § 3.1.
(1)

Murky "Intent" to Award 3.75% Equity or $1.08
Billion in Shares

The defendants justify their award of more shares than expressly
permitted in § 3.1 by arguing that it carries out the "fundamental and
unambiguous" intent to award the Participants 3.75% of the company's
equity or about $1.08 billion worth of stock, once the relevant performance
goals are reached. I find the defendants' argument that their construction
of the Plan is "unambiguous" to be unsupported by the reality of the Plan's
clear terms and, more importantly, by the fact that their result can only be
reached by patently violating an express term of the Plan.
The defendants admit that they never explained this "unambiguous"
intent to the shareholders when seeking approval for the Plan. Further,
nothing in the documents I have reviewed shows that this was the case,
though it seems it would have been simple enough for the Plan's proponents
to describe this "fundamental" feature of the Plan, either in the text of the
Plan itself, or, at minimum, in the proxy materials. If the defendant board
members believed that at the time they formulated the Plan that its clear and
fundamental intent was to award 3.75% equity/$1.08 billion in shares, they
have not adequately explained why they did not write a Plan that clearly
stated and expressly provided for this result.
Instead, defendants answer by citing authority for the proposition that
they did not need to include such a "fundamental and unambiguous" feature
of the Plan in clear language because not every single detail of a plan must
be spelled out to shareholders. They argue that shareholders should be able

'Defendants' Reply Brief in Support of Defendants' Motions and In Opposition to Both
Plaintiffs' Motions at 1.
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to infer this unstated intent by simply reading the Plan's terms together.
They say shareholders are capable of making math calculations that arrive
at the above result, without needing it explicitly stated. However, the
authorities cited were cases in which the information that was not explicitly
conveyed was so obvious that those courts rejected the overly-literal reading
the parties had given to the language (such as construing the phrase "an
option" as limiting the awardee to one, single option).
[27] Defendants' argument that shareholders could do simple math to
arrive at their result takes an over-simplistic, narrow, and self-serving view
of what shareholders might conclude from reading the Plan. Many
shareholders might have taken at face value the clear provision limiting the
award total to six million shares, particularly in the absence of any explicit
modifiers accounting for the share price at the time of the award or at the
time of intervening stock splits. In making this argument, defendants give
absolutely no credence to the possibility that many shareholders (just like
plaintiff shareholders here assert) might simply have read the Plan at face
value without gleaning the purported underlying, unstated, "fundamental"
economic intent. A disguised intent, not immediately obvious in the
language of the contract and requiring a tortured construction of its terms,
can not overcome plain, unambiguous language.
I find the Plan's language straightforward enough that only the
plaintiffs' reading can be plausible, and the defendants' reading, at best,
distorts the Plan's plain language. The defendants' assertion that the express
six million share limit means nothing if it does not result in the Participants
getting $1.08 billion worth of stock defies any interpretation of the Plan
consistent with the common meaning of its terms and the view of any
reasonable person in the position of either party.
Further, since the board, as the corporate governing body, considered
and approved the Plan long before it reached the shareholders, I will not give
them the after-the-fact benefit of their own failure to make their view of the
Plan's intent plain to the shareholders. If the board truly intended the
shareholders to know that the Plan could result in an award of as much as
3.75% of the equity of the company or $1.08 billion in shares regardless of
how many shares needed to be awarded to reach this result, I find it
remarkable that neither the board's presentation of the plan to shareholders,
the unambiguous terms of the plan, nor any reasonable reading of the Plan
as a whole makes that intent clear.
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Section 6.2 Does Not Give Defendants Broad
Discretion to Interpretand Administer the Plan so
they May Adjust the § 3.1 Ceiling For Stock Splits

The defendants argue that the purpose of the Plan, stated in § 1.1, and
the shareholders' intent in enacting the Plan are both thwarted by a strict
reading of the Plan's terms. They say that § 6.2 gives the Compensation
Committee broad authority to interpret and administer the Plan to carry out
its objectives, and allows them to disregard an express provision where that
provision is inconsistent with the Plan's objectives. Thus they argue that
they may adjust the §3.1 ceiling to incorporate the stock splits into the final
award under the Plan.
I conclude that § 6.2 is not so explicit that it can be used as a source
of power for the board to alter the terms of the Plan itself. Interpreting the
Plan in order to administer it properly is one thing, fundamentally altering
its substantive terms is quite another. More than a loosely worded clause
implying flexibility to carry out the logistics of administration must be
present. Though I do not think it necessary to look beyond the four comers
of the Plan to find that § 6.2 does not empower the board to alter the Plan's
terms, I nevertheless find it quite illuminating that other CA stock plans
instituted by this very board contain clear, express provisions that empower
26
the board to adjust the grants of shares to account for stock splits.
One must recognize that the board had every opportunity and the
ability to insert a similar provision in this KESOP. Past practice showed that
where the board wanted such authority and the shareholders have been asked
to grant it, that after being fully informed of the consequences, they have
approved similar provisions. Further, the board's fiduciary role as arbiter of
the processes by which all of these plans came about only reinforces my
view that they must be held to the plain, unambiguous limitation found in
§ 3.1. I can not accept that either the board or the shareholders believed that
the six million share ceiling, which is literally the first substantive clause of
the Plan, is superfluous and can be ignored by an exercise of board
discretion. The board's role, at most, under § 6.2 is ministerial in nature and
does not permit them to alter materially the numerical limit (the share
ceiling). Section 6.2 can not justify altering § 3.1 under any reasonable
interpretation of the Plan, particularly given the existence of other plans that
show the board and shareholders knew how to authorize this type ofmaterial
alteration when they so desired.

,See Exhs. C, D, E, F of the Complaint.
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C. Defendants' Motion to Dismiss
[28-29]
For a waste claim to survive a motion to dismiss, the plaintiff
must allege facts sufficient to show that the corporation received no
consideration for the transferred asset. The standard is stringent and requires.
that no person of ordinary business judgment would conclude that the deal
was fair to the corporation. It is my view that the alleged acts, drawing all
inferences in plaintiffs' favor, raise sufficient question about the
appropriateness of the share grants to state a claim of breach of fiduciary
duty and for this Court to deny the defendants' motion to dismiss.
Decidedly, the characterization of the claim as one for "waste" or for unjust
enrichment can not be the focus of analysis. Having concluded as a matter
of law that the Board exceeded its authority, the alleged acts clearly call into
question whether the transaction as consummated could have benefited CA
and whether the breach of fiduciary duty caused corporate officers to be
unjustly enriched.
It is, of course, fundamental that a fiduciary who breaches his
duty is liable for any loss suffered by the beneficiary of his
tust ... [and] any profit made through the breach of trust may
be disgorged through the device of constructive trust.'
[30] It seems to me that just as in the corporate opportunity context, a share
grant in excess of that authorized by a KESOP calls the mechanism of the
constructive trust into play as an effective remedial measure.' This case
presents an interesting but complicating twist in that certain management
executives, who also served in a fiduciary capacity, received a benefit
wrongfully and unfairly conferred upon them by directors who also served
as fiduciaries but who did not receive the benefit. At this stage of the
proceedings, it is clear that plaintiffs are entitled to judgment on the
pleadings that the directors wrongfully authorized the award and that the
director executives who received the award must disgorge the benefit
received in order to avoid being unjustly enriched.
What remains unclear, subject to further proof and incapable of
resolution at this stage of the proceedings, is the nature of the breach of
fiduciary duty giving rise to the imposition of a constructive trust in order to
redress the unjust enrichment. The claims for money damages relating back
to the date of approval or issuance of the unfair share grants implicates the
"'Thorpe v. Cerbco, Del. Ch., CA. No. 11713, mem op. at 24, Allen, C. (Oct. 29, 1993),
quoted in DONALD J. WOLFE & McHAEL A. PITrENGER, CORPORATE AND COMMERCIAL PRACTICE

iNTm DELAWARE CoURT OF CHANCERY § 12-7(b) (1998).
'See Guth v. Loft, Ina., Del. Supr., 5A 2d 503, 510 (1939).
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fundamental nature of the breach of fiduciary duty giving rise to the
imposition of a constructive trust. A constructive trustee (here, the
management executives/directors who received the improper share grants)
may face personal liability for monetary damages if they are necessary to
make the shareholders whole. The directors authorizing the share grants face
damage claims, yet to be proved, for which they may be liable or from
which, depending upon the proof ofthe nature oftheir conduct, they may be
exculpated.
As stated above, I have only ruled as a matter of law that the board
exceeded its authority. I draw no conclusion whether these acts were
breaches ofthe duty of care or duty of loyalty or whether they resulted from
negligent or grossly negligent conduct. At this stage, I can only conclude
that the plaintiffs have sufficiently stated their claims.
D.

Exculpatory Provisions Shielding the Directors

The defendants invoke exculpatory provisions from the CA
[31-32]
corporate charter and § 7.3 of the KESOP, promulgated pursuant to
§ 102(b)7 of the DGCA, to shield them from personal liability for any
damage claims brought against them for violation of their duty of care.29
The Delaware Supreme Court's decision in Emerald Partners v. Berlin
instiucts this Court that the use of exculpatory provisions to shield
fiduciaries from personal liability presents an affirmative defense not
amenable to pre-trial disposition.3 However, where the only alleged acts are
breaches ofthe duty of care, then this Court may consider the defense for the
purpose of pre-trial disposition.31 Because the nature of the defendants'
breach offiduciary duty remains unclear at this time, I may not now properly
consider exculpatory provisions. The defendants will have the opportunity
to present their affirmative defense as the case progresses. At this stage of
the proceedings, I can not conclude as a matter of law that the Board acted
in good faith and that their actions constituted no more than mere
carelessness.

""No Individual Liability. No member ofthe Committee or the Board, or any officer of
the Company, shall be liable for any determination, decision, or action made in good faith with
respect to the Plan or any award under the Plan." § 7.3 of the KESOP.
"EmeraldPartnersv. Berlin,Del. Supr., CA. No. 393, 1998, Walsh, J., slip op. at 16,
(March 16, 1999).
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Only a Limited JudgmentIs PossibleAt This Stage

Since at this stage it is only clear to me as a matter of law that the Plan
does not authorize the defendants to award 20.25 million shares, I am only
able to enter a limited order granting partial judgment on the pleadings.
Sanders alleges an improper award of 9.5 million shares, while Bickel
alleges an improper award of 14.25 million shares. As I understand the
Plan, the share grants take place in two stages: first, an initial 2 million
share grant occurs immediately upon the Plan's adoption, and second, the
board may award up to 4 million shares in "Additional Grants," based on
share price performance.
It is clear from this that when the shareholders' approved the Plan in
August 1995 the Plan immediately granted 2 million shares to the
Participants. Based on this, it is my opinion that any dividends on CA
common stock after this date should rightfully accrue to these awarded
shares, even though these shares might not have been vested at the time
granted. I believe this arrangement is analogous to an escrow, by which
funds are held in an interest bearing account, but not fully accessible to the
recipient until a specified condition occurs. Even though the recipient can
not access the funds prior to that condition being met, they still receive the
benefit of any interest that accrues on the funds in the meantime. In short,
what would be the point of"granting" two million shares to the Participants
if this "conditional ownership" denies them any of the additional pecuniary
benefits flowing from these shares?
Therefore, the 4.75 million shares awarded after the Plan's adoption
as dividends on the initial grant are not "Additional Grants" under the Plan;
and, thus, do not violate the 4 million share limit on additional grants. These
4.75 million shares are simply stock dividends based upon shares already
properlygranted.
Conversely, the same is not true of the additional share grant of four
million shares in May, 1998. This additional grant happened after these
stock dividends were declared. As explained in the analysis of the contract
terms above, there is no authority in the Plan for retroactive adjustments for
share dividends/stock splits. Thus, the 9.5 million share grant that
purportedly adjusted the 4 million share grant for the dividend/stock splits
is invalid. The board had authority to grant only 10.75 million of the 20.25
million shares granted. Therefore, I can enterjudgment on the pleadings that
plaintiffs are entitled to cancellation or rescission of the 9.5 million shares
issued to the defendants Wang, Kumar, and Artzt. Further, they are entitled
to an order imposing a constructive trust in favor of CA over Wang, Kumar
and Artzt and an accounting for any profits or benefits directly traceable to
these 9.5 million shares.
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Policy

No doubt the strict construction of the KESOP will suggest to some
that this Court may not be aware of the tension that exists, particularly in
growth-oriented (oftentechnology) companies, between shareholder dilution
that may result from aggressively expanding management stock
compensation plans and the need to use those plans to attract and maintain
skilled management. That is, of course, not correct. Often growth
companies must attract and retain the best managers by awarding these
executives enhanced equity positions since high-end cash salaries and other
compensation may not be economically feasible.
It is certainly the province of shareholders, by way of their franchise,
to compensate their executives as lavishly as they deem necessary to ensure
the growth and prosperity oftheir company. However, with the shareholder
fianchise often quite dispersed, it is critical as a matter of governance policy
that this Court ensure that these compensation plans when approved by
shareholders are administered in strict accordance with the terms ofthe Plan
and as the shareholders had the right to anticipate.
I am mindful ofthe understandable arguments put forth by defendants'
counsel that strict adherence to the facial terms of the Plan here could have
the effect of penalizing the CA executives despite the dividends resulting
from their efforts to maximize shareholder value. However no court can
blind itself to the reality that: (1) the limitation clause here plainly and
unambiguously sets a ceiling for the share grants; and, (2) other shareholder
approved CA plans explicitly authorize the board to adjust the grants, while
this one plainly does not. The "penalized" executives sit on the CA board
which knew that it was free to present shareholders with a KESOP that
included a recapitalization adjustment provision and free to seek shareholder
approval of an amendment of the terms of the KESOP ifthey believed it to
be deficient in achieving the Plan's objectives. They did neither. The
history of this very company shows that a fully informed, rational
shareholder electorate could be persuaded to grant the board broad explicit
discretionary authority to adjust share grant ceilings ifmanagement achieved
measurable economic benefits for the shareholders. Given the clear record
here that no such shareholder endorsement sanctioned these particular
grants, the results of these plaintiffs' challenge should be unsurprising.
V. Conclusion
The defendants exceeded their authority under the KESOP by
awarding 9.5 million excess shares to the Participants. The plaintiffs are
granted partial judgment on the pleadings in that I order these shares
returned to the corporation and a constructive trust imposed on the defendant
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Participants and an accounting rendered for any economic benefit derived
from these shares.
The defendants properly transferred 4.75 million shares (outside of
the Plan's six million share limit) to the Participants as stock dividends on
shares that the defendants had already granted. As a result, I grant the
defendants partial judgment on the pleadings.
The defendants' motion to dismiss plaintiffs' claims are denied.
All other motions of the parties are denied.
Plaintiffs' counsel are to submit an order, approved as to form,
consistent with this Memorandum Opinion.

IN RE 3COM CORPORATION SHAREHOLDERS LITIGATION
No. 16,721
Court of Chanceryof the State of Delaware,New Castle
October 25, 1999
Plaintiff filed a complaint alleging the board members wasted
corporation's assets and breached their fiduciary duty of loyalty to the
shareholders when they approved the grant of and received stock options
under a plan endorsed in advance by shareholder vote. Further, plaintiff
alleged that the board's description of the value of options did not inform
shareholders of the possibility that directors could make money by selling
option contract on corporation stock; thus, constituting amischaracterization
and omittance of material information about the option's value. Defendants
then moved to dismiss this action on all counts due to failure to state a claim
upon which relief can be granted.
The court of chancery, per Vice-Chancellor Steele, concluded that
defendants met their burden of proof on their motion and dismissed both of
plaintiff's counts. As to the waste claim, the court ruled the allegations of
excessive option values were insufficient as a matter of law to meet the
standard for a claim of waste. As to the mischaracterization allegation, the
court ruled that the disclosures would not mislead a reasonable investor in
a way which would mask true compensation.

