Unreported Cases

INTRODUCTION

UNREPORTED CASES is a continuing feature of THE
DELAWARE JOURNAL OF CORPORATE LAW. All unreported cases of
a corporate nature that have not been published by a reporter system
will be included. The court's opinions are printed in their entirety,
exactly as received.
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ASH v. McCALL
No. 17,132
Courtof Chanceryof the State of Delaware, New Castle
September 15, 2000
Pamela S. Tikellis, Esquire, Robert J. Kriner, Jr., Esquire, and Timothy R.
Dudderar, Esquire, of Chimicles & Tikellis LLP, Wilmington, Delaware,
for plaintiffs.
Joel Friedlander, Esquire, of Bouchard Margules & Friedlander,
Wilmington, Delaware; and Samuel R. Miller, Esquire, of Folger Levin &
Kahn LLP, San Francisco, California, of counsel, for former HBOC outside
directors.
Anthony W. Clark, Esquire, and Paul J. Lockwood, Esquire, of Skadden,
Arps, Slate, Meagher & Flom LLP, Wilmington, Delaware; Jonathan J.
Lerner, Esquire, of Skadden, Arps, Slate, Meagher & Flom LLP, New
York, New York, of counsel, and James E. Lyons, Esquire, of Skadden,
Arps, Slate, Meagher & Flom LLP, San Francisco, California, of counsel,
for McKesson HBOC, Inc.
Alan J. Stone, Esquire, and Jessica Zeldin, Esquire, of Morris, Nichols,
Arsht & Tunnell, Wilmington, Delaware; and Karen Steinberg Kennedy,
Esquire, of Paul, Weiss, Rifkind, Wharton & Garrison, New York, New
York, of counsel, for defendant Charles W. McCall.
Grover C. Brown, Esquire, of Gordon, Fournaris & Mammarella, P.A.,
Wilmington, Delaware, for defendants Tully M. Friedman, David S.
Pottruck, Carl E. Reichardt, Alan Seelenfreund, and Jane E. Shaw.
Michael D. Goldman, Esquire, of Potter Anderson & Corroon LLP,
Wilmington, Delaware, for defendant Mark A. Pulido.
CHANDLER, Chancellor
Shareholder plaintiffs Arlene Ash, Noel Saito, Kimberly Madajczyk
and Sydney H. Dalman assert derivative claims on behalf of McKesson
HBOC, Inc. ("McKesson HBOC" or the "Company"), a Delaware
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corporation, which was formed through the merger of McKesson
Corporation ("McKesson") and HBOC & Co. ("HBOC") on January 12,
1999. Approximately 3 /2months after McKesson's acquisition of HBOC
became effective, McKesson HBOC issued the first of what appears to be
three downward revisions of revenues, earnings, net income, and other
financial information, for financial years 1996-1998. The complaint
generally asserts claims related to these revisions. Pending before me is
defendants' motion to dismiss.
Ordinarily, I would summarize here the complaint's allegations. In
this instance, however, plaintiffs have filed a complaint without specifying
their causes of action, despite having twice amended it. The complaint
does not enumerate specific counts, nor does it present claims in any other
readily discernable manner. Although the complaint is generously laden
with conclusory allegations that "the facts described herein constitute
breaches of directors' duties of good faith, care and loyalty," plaintiffs
decline to connect the facts of the complaint with specific claims of
wrongdoing.
Plaintiffs' answering brief, however, does suggest several claims,
some of which appear to be based on alleged violations of directors'
oversight duties, while others are predicated exclusively on alleged
fiduciary breaches in connection with McKesson's due diligence
investigation of HBOC in the course of the merger process. I will briefly
describe plaintiffs' claims now, restating them later with the specificity that
I believe necessary to rule on the pending motion.
Generally, plaintiffs allege that the directors of HBOC and
McKesson HBOC failed to exercise proper oversight of the companies'
financial reporting process so as to prevent accounting improprieties; that
the McKesson directors breached their duty of care in the course of
investigating HBOC's books and records before the merger; and, finally,
that McKesson's acquisition of HBOC constituted an act of corporate
waste.
Twelve of the fourteen individual defendants named in this lawsuit
comprised McKesson HBOC's full board of directors when plaintiffs filed
their first complaint on April 30, 1999, two days after the Company's first

publication of earnings restatements. The remaining two individual
defendants were senior executive officers. Defendants have moved to
dismiss the complaint in part for lack of standing and otherwise for failure
to plead particularized facts warranting exception to the pre-suit demand
requirement of Chancery Rule 23. I.
For reasons described more fully below, I grant defendants' motion.
I will, however, dismiss plaintiffs' complaint without prejudice, thereby
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affording plaintiffs an opportunity to gather additional facts and to file a
complaint that is legally sufficient.
I. FACTUAL BACKGROUND
A.

The Merger

HBOC, a Delaware corporation headquartered in Atlanta before the
merger, provides computer software and technology solutions to the
healthcare industry. McKesson, a Delaware corporation headquartered in
San Francisco, is primarily engaged in the business of healthcare supply
management.
Merger discussions between the two companies began in June 1998
when McKesson solicited HBOC's interest in a business combination in
order to enter the fast-growing market of software sales to the medical
industry. These discussions ripened into due diligence during the first half
of July. Shortly thereafter, however, the parties suspended merger talks.
Three months later, in October 1998, discussions resumed when
McKesson's Chairman and CEO, Mark Pulido, contacted his counterpart
at HBOC, Charles McCall, in order to rekindle interest in a deal. On
October 16, McKesson and HBOC announced a definitive merger
agreement where McKesson would acquire HBOC in a tax-free, stock-forstock merger then-valued at approximately $14 billion. Under the terms of
the agreement, HBOC would merge with a McKesson acquisition
subsidiary and HBOC shareholders would receive 0.37 shares of McKesson
common stock in exchange for each share of HBOC common stock.
The parties signed the merger agreement on October 18, 1998. On
or around November 27, McKesson and HBOC disseminated ajoint proxy
statement and on January 12, 1999, their shareholders voted to approve the
merger, which became effective on that date. McKesson's name was
changed to McKesson HBOC and HBOC, now a wholly owned subsidiary
of McKesson HBOC, became the combined Company's health care
information technology division.
After the merger, six directors from each pre-merger company
comprised the combined Company's board of directors. Five of the six
former HBOC directors on the combined Company's board were nonexecutive, outside directors: Alfred E. Eckert III, Alton F. Irby III, M.
Christine Jacobs, Gerald E. Mayo, and James V. Napier. The one inside
director, Charles W. McCall, was president, CEO, and chairman of HBOC
before the merger and chairman of the combined McKesson HBOC, until
his removal from the board on June 21, 1999.
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Five of the six former McKesson directors on the combined
Company's board were also non-executive, outside directors: Tully M.
Friedman, David S. Pottruck, Carl E. Reichardt, Alan Seelenfruend, and
Jane E. Shaw. Mark A. Pulido, president, CEO, and director of pre-merger
McKesson held the same positions at McKesson HBOC after the merger.
On June 21, 1999, the Company announced Pulido's resignation.
B.

McKesson HBOC'sAccounting Restatements

On April 28, 1999, McKesson HBOC announced that in connection
with its year-end audit, DeLoitte & Touche ("DeLoitte"), the Company's
auditor, discovered improperly recorded revenue for the financial year
ending March 31, 1999. According to Company press releases, DeLoitte
discovered the improprieties by mailing surveys to customers that
purportedly bought HBOC software products. When DeLoitte compared
the results to the Company's books, it became apparent that many sales had
been improperly recorded. McKesson HBOC's share price fell by over $31,
nearly half of its value, on the afternoon of the announcement.
In May 1999, the Company announced that more revisions would be
made to earnings. Two months later, with its internal investigations
concluded, the Company announced that it would have to make a further
restatement covering the two previous financial years to correct for
improperly recorded revenue. In all, McKesson HBOC had to disallow
$327.4 million of revenue and $191.5 million of operating income.
All of the earnings overstatements, disclosed by the Company
between April and July 1999, are attributable to HBOC. It appears that
HBOC began overstating earnings in 1996 and continued to do so until
shortly before the board of the combined McKesson HBOC first disclosed
such overstatements on April 28, 1999, approximately 3 2months after the
McKesson/HBOC merger closed on January 12, 1999.
The bulk ofthe accounting irregularities, according to the complaint,
stem from the decision of HBOC senior executives (and their subordinates)
to book contingent sales as final sales, both before and after the merger
with McKesson. These sales remained contingent, say plaintiffs, because
they were made containing "side letters" providing for rights of return and,
thus, not properly booked as revenue under applicable accounting
standards. The complaint also alleges that senior HBOC executives (and
their subordinates) backdated sales contracts so that revenues could be
falsely reported as having occurred in an earlier period.
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C.

Lawsuits Mount and House CleaningBegins

Shortly after the first round of earnings restatements, over twenty
law firms announced that they had been retained by McKesson HBOC
shareholders to investigate and file class action lawsuits for violations of
federal securities laws against the Company and certain of the individual
defendants named in this lawsuit, among others. Defendants report that
over seventy-five class action, derivative, and individual lawsuits have
been filed in connection with these events at McKesson HBOC.
Additionally, the U.S. Attorney for the Northern District of California and
the SEC have launched investigations of the Company.
On June 21, 1999, McKesson HBOC announced that its board of
directors would fire defendant McCall and remove him as chairman, and
that defendant Pulido would tender his resignation as president, director,
and CEO. The Company also announced the resignation of defendant
Richard H. Hawkins, executive vice president and chief financial officer.
Pulido's and Hawkins' resignations became effective July 15, 1999.
The board of directors also fired several senior executives of the
Company's information technology subsidiary (formerly HBOC) including
Albert Bergonzi (president and chief operating officer), David Held
(controller and chief financial officer), Jay Lapine (senior vice president,
general counsel, and secretary), and Michael Smeraski (senior vice
president of sales). Contemporaneous with these terminations, the board
of directors appointed new executive management for McKesson HBOC;
John H. Hammergren and David L. Mahoney, previously executive vice
presidents of the Company, were appointed co-CEO's and elected to the
board.
D.

The "RedFlags"

Plaintiffs' overarching litigation theory, as articulated in their
answering brief, is that "the directors of McKesson, HBOC and McKesson
HBOC failed to institute and maintain appropriate financial controls and
recommended the merger based upon a recklessly inadequate investigation
in the face of clear warnings of accounting improprieties at HBOC."'
These "clear warnings" or "red flags" are the linchpin of plaintiffs'
liability theory. Plaintiffs point to four "red flags" that HBOC senior
officers and directors, and McKesson's board and management team

'Plaintiffs' Brief at 1.
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(presumably in the course of due diligence), allegedly disregarded with
some degree of culpability ranging from inattention to actual knowledge.
The first of these "red flags" occurred in January 1997 when
Bloomberg, a financial news company, published a short article questioning
HBOC's accounts receivable and near-term growth. Nothing more is
alleged about this article.
The second "red flag" occurred three months later in April 1997
when the Center for Financial Research & Analysis, Inc. ("CFRA"), an
organization that researches and publishes reports (primarily for
institutional investors) relating to financial and accounting issues of public
corporations, issued a report on HBOC observing, among other things, that
its balance of receivables had surged upward in recent periods.2 The report
was mailed to CFRA clients on or about April 15, 1997.
On April 17 and 18, 1997, The Atlanta Constitution reported that on
April 15, HBOC's stock price had declined nearly 8% on market
speculation that the CFRA report criticized HBOC's accounting practices.'
The Atlanta Constitution also reported that several industry analysts, who
publicly commented on the CFRA report, expressed doubt that it had
identified any significant problem at HBOC, citing the Company's "strong
fundamentals." Several analysts took the extraordinary step of publishing

special reports contesting the CFRA analysis point by point. An HBOC
spokesperson stated that the report "doesn't warrant comment." Following
these reassurances, HBOC's stock price rebounded to nearly pre-CFRA
report levels.
Indefatigable (and apparently correct), on August 19, 1998, CFRA
issued a second report critical of HBOC's revenue recognition procedures.
CFRA published this report, the third "red flag," approximately sixteen
months after the first report and two months before McKesson and HBOC
signed their merger agreement Based upon a review of HBOC's public
filings, CFRA reported, among other things, that HBOC's operations "may
be deteriorating, as partially evidenced by a high and generally growing
level of receivables relative to revenue." CFRA also observed that cash
flows from operations trailed significantly behind net income in the first
two quarters of calendar year 1998.
The final alleged "red flag" flew on or around November 13, 1998,
when HBOC announced that Jay Gilbertson, chief financial officer,

3'Complaint

Ex. A.
Complaint Exs. Cand D.
'Complaint Ex. B.
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president, and chief operating officer, would leave the company. Plaintiffs
argue that "despite this clear signal of financial impropriety neither HBOC,
McKesson, nor McKesson HBOC discovered and/or reported the
fundamental accounting irregularities that were overstating HBOC's (and
thereafter McKesson HBOC's) sales and revenue."5
H. CONTENTIONS OF THE PARTIES
Plaintiffs have not set forth claims, based on the above-summarized
facts, with particularity. As noted previously, the complaint does not
enumerate specific counts; nor does it present plaintiffs' claims in any other
readily discernable manner. Despite its ambiguity, the complaint, read
liberally but fairly, seems to raise four claims.
Plaintiffs' first two claims can be distilled into a due care claim and
a waste claim. The due care claim alleges that the directors of McKesson
and the directors of HBOC breached their duty of care by failing to inform
themselves of all reasonably available material information before deciding
to enter into, and recommend, the merger. Put another way, plaintiffs
contend that the directors breached their duty of care by failing to detect
HBOC's accounting irregularities during the course of due diligence
investigations performed in connection with the merger. Although this
claim more logically applies to the McKesson directors, plaintiffs seem to
insist that it is equally applicable to the HBOC directors.
Plaintiffs assert their waste claim against the McKesson directors.
They contend that the McKesson directors' decision to enter into and
recommend the merger to McKesson's shareholders constituted an act of
corporate waste. That is, plaintiffs contend that the McKesson director's
decision to exchange properly valued McKesson shares for overvalued
HBOC shares amounts to waste.
Plaintiffs' second set of claims addresses the less often visited issue
of a board's oversight duty, a subset of the duty of care, but also potentially
raising issues of directors' good faith. Plaintiffs first contend that the
directors of HBOC failed to monitor adequately the company's financial
reporting in order to ensure compliance with applicable federal laws and
regulations for approximately a two-year period preceding the merger (the
"First Oversight Claim"). Plaintiffs next maintain that the directors of
McKesson HBOC failed to do the same for a three-and-one-half month
period after the merger (the "Second Oversight Claim").

5

Complaint at 40.
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Defendants argue that this action must be dismissed for two reasons.
First, and primarily, defendants seek dismissal under Chancery Rule 23.1
on the ground that plaintiffs have not made a pre-suit demand on the board
of directors and have not alleged particularized facts establishing that
demand would be futile. Second, defendants argue that none of the named
derivative plaintiffs have proper standing to assert the First Oversight
Claim (i.e., the claim that HBOC directors breached fiduciary duties in
failing to uncover and cure accounting irregularities before the merger).
I. ANALYSIS
Though all four of plaintiffs' claims generally assert duty of care
breaches, I believe it is sensible to analytically separate the due care and
waste claims, brought in connection with the merger transaction, from the
two oversight claims, which do not challenge a specific board action or
decision. I do so primarily because the demand futility analysis for
oversight claims differs from demand futility analysis for due care and

waste claims.
A.

DemandFutilityStandardforthe Due CareandWaste Claims

A shareholder's right to bring a derivative action does not arise until
he has made a demand on the board of directors to institute such an action
directly, such demand has been wrongfully refused, or until the shareholder
has demonstrated, with particularity, the reasons why pre-suit demand
would be futile.6 Here, plaintiffs contend demand would be futile and,
thus, should be excused.
In considering a motion to dismiss under Chancery Rule 23.1, as in
the case of a Rule 12(bX6) motion to dismiss, the Court confines its
attention to the face of the complaint and accepts all well-pled allegations
of fact as true. To survive a motion to dismiss under Rule 23.1, however,
a plaintiff must plead with particularity the reasons why pre-suit demand
would have been futile.7
Plaintiffs' due care and waste claims arise in connection with an
affirmative business decision made by a board of directors. Accordingly,
I will analyze demand futility under the two-prong test set forth by the
Delaware Supreme Court in Aronson v. Lewis.' Under Aronson, pre-suit

'Court of Chancery Rule 23.1.
7
See id; see also Grimes v. Donald, Del. Supr., 673 A.2d 1207, 1213 (1996).
'Del. Supr., 473 A.2d 805, 814 (1984).
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demand is excused if the shareholder alleges, with particularity, facts
sufficient to create a reasonable doubt that (1) a majority of the directors
are disinterested and independent, or (2) the challenged transaction is
otherwise the product of the directors' valid exercise of businessjudgment.9
I.

Are the Director Defendants Disinterested and
Independent?

If a plaintiff can raise a reasonable doubt that a majority of directors
was disinterested or capable of exercising independent business judgment
with respect to the transaction in question, the pre-suit demand requirement
is generally excused. A director is considered interested where he receives
a personal financial benefit that is not equally shared by the stockholders. 0
A disabling conflict of interest is also said to exist when a corporate
decision will have a materially detrimental impact on a director, but not on
the corporation and the stockholders."
In this case, plaintiffs allege that defendants Pulido and McCall, the
"masterminds" of the merger, received certain unique benefits upon
consummation ofthe transaction. Specifically, plaintiffs allege Pulido held
1.49 million non-vested options to acquire McKesson common stock as
well as 40,000 shares of restricted McKesson common stock. Upon
consummation of the merger, these stock options vested and the share
restrictions lapsed. Moreover, upon consummation of the merger,
defendant McCall became entitled to the maximum amount payable under
a McKesson bonus plan -

$47,600.

While not conceding that these facts render Pulido or McCall
interested in the merger, defendants observe that the absence of any
particularized allegations of fact indicating that any of the remaining ten
directors were interested in the merger makes Pulido's and McCall's alleged
interest legally irrelevant. Not the case, counter plaintiffs, arguing that
Pulido and McCall "dominated" the other directors. Specifically,
paragraphs 71 and 72 of the complaint provide:
71. "The six former HBOC Directors lack the independence to impartially respond to the within' shareholder
demand due to their loyalty to, and domination by, their
former Chairman defendant McCall who exerted during his

9Id. at 814.
1See Aronson v.Lewis, 473 A.2d at 812.
"Rales v.Blasband, Del. Supr., 634 A.2d 927, 936 (1993).
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tenure on the Board, and still exerts, such influence and
control over these directors."
72. "The six former McKesson Directors lack the
independence to impartially respond to the within shareholder
demand due to their loyalty to, and domination by, defendant
Pulido and now also defendant McCall who exerts such

significant control and influence over them as to render them
unobjective."
Nowhere to be found in the pleadings or plaintiffs' opposition brief,
however, are particularized facts supporting the conclusory allegations

annexed above. Under the very clear guidance of the Aronson Court,
conclusory allegations of domination and control are insufficient to excuse
pre-suit demand:
"in the demand futile context a plaintiff charging domination
and control of one or more directors must allege particularized facts manifesting a 'direction of corporate conduct in
such a way as to comport with the wishes or interests of the
corporation (or persons) doing the controlling.' The
of 'dominated and controlled directors'
shorthand shibboleth
2
is insufficient.'
Plaintiffs have not made a single factual allegation that ten of twelve board
members, all of whom were non-management, outside directors, had any
material self-interest in the merger. Nor have they alleged particularized
facts that would establish that Pulido or McCall-the two allegedly
interested directors-dominated the ten non-management, outside
to make a good faith judgment with
directors, neutralizing their ability
13
respect to the merger transaction.
In short, plaintiffs have not alleged a single fact in support of their
domination theory and, as Delaware courts have repeatedly observed, such
assumptions will not be made in the context of pre-suit demand.
Consequently, pre-suit demand is not excused under Aronson's first prong

based on plaintiffs' unadorned, conclusory allegation that a majority of
12Aronson v.Lewis at 816 (quoting Kaplan v.Centex, Del. Ch., 284 A.2d 119, 123

(1971).

'3See, e.g., Haber v. Bell, Del. Ch., 465 A.2d 353, 358 (1983) (dismissing suit for
failure to make demand where only two of thirteen directors were alleged to have material
interest in decision).
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director defendants' were interested in the merger or not independent of
allegedly interested parties."'
2.

Is There a Reasonable Doubt that Approval of the
Merger was the Product of a Valid Exercise of

Business Judgment?
Under Aronson's second prong, the Court must determine whether
the complaint raises a reasonable doubt that the "directors exercised proper
business judgment in the transaction."' 5 In this instance, the second prong
of the Aronson test addresses*the waste claim (purchase terms) and due
care claim (informed decisions). I will first consider the waste claim
leveled against former McKesson directors.
a. The Waste Claim
Although it is indeed axiomatic that a corporate act cannot be a
product of sound business judgment and also constitute waste, allegations
of waste must nonetheless comply with Rule 23.1 demand requirements.
.To excuse demand on grounds of corporate waste, plaintiffs must allege
"particularized facts that the consideration received by the corporation was
'so inadequate that no person of ordinary sound business judgment would
deem it worth that which the corporation has paid."" 6 Put another way,
plaintiffs must show that the merger in question either served no corporate
purpose or was so completely bereft of consideration that it effectively
constituted a gift.'7
Paragraph 32 ofthe complaint states that McKesson acquired HBOC
"to enter the fast-growing business of software sales to the healthcare
industry." Evidently, plaintiffs concede that the merger had a perfectly
sensible corporate purpose.
It is paragraph 28 of the complaint, however, upon which plaintiffs
center their waste claim. There, they quote an analyst from Warburg
Dillon Read, an investment bank, who shortly after the Company's first
4
Although McCall's removal and Pulido's resignation from the McKesson HBOC
board post-date the filing of the first derivative complaint, these events surely belie plaintiffs
naked assertion that McCall and Pulido dominated the board of either the premerger or postmerger companies.
"Grobow v. Perot,Del. Supr., 539 A.2d 180, 189 (1988).
'6Benerofe v. Cha, Del. Ch., C.A. No. 14614, mer. op. at 19, Chandler, V.C. (Sept. 12,
1996) (quoting Grobow, 539 A.2d at 189).
"7See In re 3Com Shareholders Litig., Del. Ch., C.A. No. 16721, mem. op. at 11,
Steele, V.C. (Oct. 25, 1999) (citing Lewis v. Vogelstein, Del. Ch., 699 A.2d 327, 336 (1997)).
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round of corrective disclosures, purportedly stated that '[t] he marketplace
is basically valuing HBOC as zero."' On the strength of one analyst's
hyperbole, made in some undisclosed and uncited medium, plaintiffs argue
that McKesson paid $14 billion for something (i.e., HBOC before
disclosure of accounting irregularities) that was really worth nothing (i.e.,
HBOC after disclosure of accounting irregularities). This, argue plaintiffs,
constitutes waste. I disagree.
When McKesson exchanged approximately $14 billion of its stock
for all of HBOC's outstanding stock, the market valued HBOC stock at or
around that price. That is, the merger did not appear wasteful when it was.
entered into, put to a shareholder vote, and approved. The fact that the
merger turned out badly or, indeed, abominably for McKesson simply does
not and cannot mean that approval of the merger was an act of corporate
waste at the time the McKesson board entered into it. 9 The facts alleged
by plaintiffs do not make out a waste claim and do not demonstrate that the
merger was other than a good faith effort to advance corporate interests or
the product of a valid business judgment, at the time the board approved
the transaction.
In any event, plaintiffs' argument, in my opinion, fundamentally
misapprehends the nature of a waste claim. If Company A exchanges $100
for an asset from Company B that Company A believes is worth $100, it is
not "waste" if it later turns out that Company B's asset was worth only $10.
Company B may have perpetrated a fraud on Company A or, perhaps,
Company A's directors breached their duty of care, but Company A or its
directors did not commit "waste."
Plaintiffs are examining a corporate transaction with perfect 20/20
hindsight and declaring that it turned out horribly for McKesson, so
horribly that it must be a waste of corporate assets. But the relevant time
to measure whether the McKesson board committed "waste" is at the time

they entered into and approved the transaction. To analyze this claim under
the waste standard confuses the due care standard with substantive due
care-a concept that is foreign to the business judgment rule.20 Due care
in the decision making context is process due care-whether the board was

"Complaint 28.
'9See, e.g., Gagliardi v.TriFoods Int'l., Inc., Del. Ch., 683 A.2d 1049, 1051 (1996)
(stating that an "elementary precept of corporation law [holds that] in the absence of facts
showing self-dealing or improper motive, a corporate officer or director is not legally responsible
to the corporation for losses that may be suffered as a result of a decision that an officer made
or that directors authorized in good faith."); see also Harbor Fin.Partners v. Huizenga, Del. Ch.,
C.A. No. 14933, mem. op. at 34, Strine, V.C. (Nov. 11, 1999).
"0See Brehm v. Eisner, Del. Supr., 746 A.2d 244 (2000).
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reasonably informed of all material information reasonably available at the
time it made its decision. That is the true nature of plaintiffs' attack on
McKesson's board, to which I turn next.
b. The Due Care Claim
Here lies the heart of the lawsuit against former McKesson directors
and, to a lesser extent, former HBOC directors.2 ' Plaintiffs contend that the
directors missed several "red flags" that should have alerted them to the
accounting problems, in the course of full-scale due diligence, before they
approved the merger. Plaintiffs then allege that the directors failed to
identify the accounting defects, with some degree of mental culpability
ranging from actual knowledge to gross recklessness, reckless disregard,
just plain recklessness and, finally, gross negligence.
The notion that McKesson directors had actual knowledge of
HBOC's earnings overstatements and nonetheless proceeded with the
merger finds no support in the amended complaint. Moreover, it is simply
illogical to presume that McKesson directors would knowingly cause
McKesson to acquire a company with significant, undisclosed earnings
misstatements. Nothing in the pleadings remotely suggests a reason why
McKesson would purposefully buy such a company; nor do the pleadings
offer anything by way of explanation-not a single fact or theory that could
possibly support such a conclusion. 22
Taking all the facts in the complaint as true, and reading every
conceivable inference in plaintiffs' favor, inexorably leads to the conclusion
that plaintiffs' claims sound in negligence, at most. The McKesson board
determined that it was in McKesson's strategic interests to enter the
healthcare information technology business. It then acted on that objective
"I characterize this claim as primarily directed against the McKesson directors
because the merger represented something ofa windfall to the HBOC shareholders to the extent
that the losses borne by HBOC shareholders in connection with the accounting irregularities
were serendipitously halved (or thereabout) by virtue of the merger. In other words, because
HBOC shareholders received properly valued McKesson stock for their own improperly or,
rather, overvalued HBOC stock, and held only a 60% interest in the combined company, as
opposed to all of it when the irregularities were disclosed and the stock price plummeted, IIBOC
shareholders bore only 60% of whatever losses accrued from the accounting irregularities, as
opposed to 100%. Former McKesson shareholders, undoubtedly to their chagrin, bore the
remaining 40% of the losses. Put more simply, by reducing their ownership interest in the
company containing the earnings overstatements from 100% to 60% through the merger, HBOC
shareholders reduced their exposure to the overstatements by the same amount.
'Plaintiffs' allegation that HBOC directors proceeded with actual knowledge of
accounting irregularities is a more complicated issue. It is more properly addressed in my
discussion of plaintiffs' oversight claims, infra, at 41-44.
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by pursuing a business combination with HBOC-one of the leading
companies in the field. It hired expert accounting and financial advisors to
perform due diligence on HBOC-DeLoitte & Touche and Bear Steams,
respectively. After DeLoitte and Bear Steams completed their due
diligence reviews, with the participation of McKesson management, they
waived "green flags" to the McKesson board, in effect saying, "This merger
is financially and strategically sound." The McKesson directors approved
the
merger.
Defendants characterize the "red flags" that plaintiffs make so much
of as "dated," "obscure," and "inconsequential" relative to the prominent
"green flags" given to the directors by the accounting and financial experts
who conducted due diligence reviews in advance of the merger. When
plaintiffs' "red flags" are juxtaposed with the clean bill of health given by
DeLoitte and Bear Steams after due diligence reviews, the complaint
permits one conclusion: that the McKesson directors' reliance on the views
expressed by their advisors was in good faith. What would plaintiffs have
the McKesson board do in the course of making an acquisition other than
hire a national accounting firm and investment bank to examine the books
and records of the target company? Nothing in the pleadings otherwise
casts doubt on the good faith of the McKesson directors.'
Undaunted by the facts alleged in their own complaint, plaintiffs
contend that "there is no authority for defendants' argument that the
directors here are entitled to abdicate their duties to their experts."' It is,
in reality, plaintiffs' argument that is without basis in fact or law. Directors
of Delaware corporations quite properly delegateresponsibility to qualified
experts in a host of circumstances. 5 One circumstance is surely due
diligence review of a target company's books and records. To delegate this
assignment is not an "abdication" of duty.2'
The complaint here, fairly read, alleges that the McKesson directors
were advised by their experts (DeLoitte and Bear Steams) and that they
relied on their expertise in conducting due diligence ancillary to the
proposed merger. So the question becomes whether such directors are to
?'If these facts demonstrate anything, it is merely that DeLoitte, Bear Stearns, and
McKesson management performed shoddy due diligence. Plaintiffs have not brought claims
against any24of these parties.
Plaintiffs' Brief at 17.
258 Del. C. § 141(e).
26
For an excellent description ofthe due diligence process in the context of a merger,
see generally, A. Lajoux & C. Elson, The Art of M&A Due Diligence (2000). To conduct due
diligence, acquirers typically draw from in-house sources of expertise and from retained outside
consultants and advisers. Id. at 15.
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be "fully protected" on the basis that they relied in good faith on qualified
experts under 8 Del. C. § 141(e). The McKesson board is entitled to the
presumption that it exercised proper business judgment, including proper
reliance on experts. Plaintiffs have not rebutted the presumption with
particularized facts creating reason to believe that the McKesson board's
conduct was grossly negligent. That is, plaintiffs have not alleged
particularized facts (in contrast with conclusions) that, if proved, would
show that (1) the directors in fact did not rely on the expert, or (2) that their
reliance was not in good faith, or (3) that they did not reasonably believe
that the experts' advice was within the experts' professional competence, or
(4) that the directors were at fault for not selecting experts with reasonable
care, or (5) that the issue (here, alleged accounting deficiencies in HBOC's
financial records) was so obvious that the board's failure to detect it was
grossly negligent regardless of the experts' advice, or (6) that the board's
decision was so unconscionable as to constitute waste or fraud." This
complaint is devoid of particularized allegations along these lines and is,
therefore, incapable of surviving a motion to dismiss.
More importantly, this Court has stated on several occasions that
mere allegations that directors made a poor decision-absent some
showing of self-dealing or suspect motivation--does not state a cause of
action, much less meet the standard for excusing demand under the second
prong of Aronson.2 8 When the challenged transaction was approved by a
board composed of a majority of independent, disinterested directors, "a
heavy burden falls on [plaintiffs] to avoid pre-suit demand" by challenging
the directors' fulfillment of their duty of care. 9
In determining whether the complaint creates any doubt that the
McKesson directors used due care in approving the merger, the Court
considers whether the directors:
(i) inform[ed] themselves of available critical information
before approving the transaction; (ii) consider[ed] expert
opinion; (iii) provid[ed] all Board members with adequate and
timely notice of the [transaction] before the full Board

27

Brehm v. Eisner, Del. Supr., 746 A.2d 244,262 (2000).
See, e.g., Gagliardi, 683 A.2d at 1052 (stating that to "allege that a corporation has
suffered a loss as a result of a lawful transaction, within the corporation's powers, authorized by
a corporate fiduciary acting in a good faith pursuit of corporate purposes, does not state a claim
for relief against that fiduciary no matter how foolish the investment may appear in retrospect.").
"Grobow, 539 A.2d at 190.
2
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meeting and of its purpose; or (iv) inquir[ed] adequately into
the reasons for or terms of [the transaction] ....
'o
Plaintiffs have not alleged facts creating a reasonable doubt that the
McKesson directors did not act in accordance with any of these guidelines.
Plaintiffs' allegations that directors were less than fully informed of
reasonably available material information or that they considered the
merger in any other procedurally unsound manner relies entirely on the
wisdom of hindsight. The complaint fails to create a reasonable doubt that
the informational component of the McKesson directors' decision-making
process, measured by the concept of gross negligence, included consideration of all material information reasonably available.
Defendants have also directed the Court's attention to exculpatory
charter provisions, enacted under 8 Del.C. § 102(b)(7), in McKesson's and
the combined McKesson HBOC's articles of incorporation. Although the
exculpatory provisions serve as adequate independent grounds for
dismissing the due care claim, 3 I principally rely on plaintiffs' failure to
allege particularized facts creating a reasonable doubt that the merger, at
the time it was entered into, was other than a valid exercise of business
judgment.
B.

DemandFutilityand Standingfor Oversight Claims

The oversight claims do not challenge a director's decision or
judgment but, rather, assert that directors failed to properly monitor the
corporation they managed. The Delaware Supreme Court modified the
demand futility analysis for claims that do not challenge a business
decision in Rales v. Blasband.32 In the oversight context, where the board
has not yet made a decision, demand is excused only when the complaint
contains particularized facts creating a reasonable doubt that a majority of
the directors would have been independent and disinterested when
considering the demand. 3 Directors who are sued for failure to oversee
30

1d.at 191.
31To be precise, the plaintiffs' complaint fails to allege adequately either pre-merger
or post-merger bad faith or disloyalty by the McKesson or McKesson HBOC boards. Read
fairly, this aspect ofplaintiffs' complaint, which sounds in negligence and seeks money damages
as a remedy, must be dismissed because of the § 102(b)(7) provision. See In re Frederick'sof
Hollywood, Inc. Shareholders Litig., Del. Ch., Consol. C.A. No. 15944, mem.op. at 14-16,
Jacobs, V.C. (Jan. 31, 2000); In re Lukens Inc. Shareholders Litig., Del. Ch., Consol. C.A. No.
16102, mem. op. at 26-27, Lamb, V.C. (Dec. 1, 1999).
' 2Del. Supr., 634 A.2d 927 (1993).
33Id.at 934 n.9 (stating that "where directors are sued derivatively because they have
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1229

subordinates have a disabling interest for pre-suit demand purposes when
"the potential for liability is not a mere threat but instead may rise to a
34
substantial likelihood.
The odd procedural posture in which this case arises has caused an
awkward bifurcation of plaintiffs' oversight claims. Plaintiffs allege that
the directors of McKesson HBOC, the parent, andHBOC, now a whollyowned subsidiary, recklessly disregarded the best interests ofthe respective
companies by failing to monitor and control their accounting and financial
reporting practices. Accordingly, plaintiffs have brought two oversight
claims: the first against HBOC's board for pre-merger oversight failures
(the "First Oversight Claim") and the second against McKesson HBOC's
board for post-merger oversight failures (the "Second Oversight Claim").
1.

The First Oversight Claim

Plaintiffs' First Oversight Claim targets the HBOC board for premerger oversight failures. Although the defendants contest the merits of
the First Oversight Claim, they principally argue that the merits need not
and should not be reached because none of the named plaintiffs have
standing to bring this claim, predicated on alleged pre-merger fiduciary
breaches.
Section 327 of Delaware's General Corporation Law requires a
shareholder plaintiff asserting derivative claims to allege that he was a
stockholder of the corporation at the time of the transaction of which he
complains.35 In addition to this statutory requirement, it is also settled law
in Delaware that a derivative plaintiff must be a stockholder at the time he
commences suit and must maintain such stockholder status throughout the
course of the litigation. 6 This is known as the continuous ownership
requirement.

failed to do something (such as a failure to oversee subordinates), demand should not be excused
automatically in the absence of allegations demonstrating why the board is incapable of
considering a demand. Indeed, requiring demand in such circumstances is consistent with the
board's managerial prerogatives because it permits the board to have the opportunity to take
action where it has not previously considered doing so.").
4
See In re Baxter Int'l., Inc. Shareholders Litig., Del. Ch., 654 A.2d 1268, 1269
(1995) (quoting Rales v. Blasband, 634 A.2d at 936 (internal quotations omitted)).
338 Del. C. § 327 provides: "In any derivative suit instituted by a stockholder of a
corporation, it shall be averred in the complaint that the plaintiff was a stockholder of the
corporation at the time of the transaction of which he complains or that his stock thereafter
devolved upon him by operation of law."
36
See, e.g., Lewis v. Anderson, Del. Supr., 477 A.2d 1040 (1984).
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None of the four plaintiffs who bring this suit are presently, or were
at the time of filing the complaint, shareholders of HBOC. As explained
earlier, HBOC became a wholly-owned subsidiary of McKesson in
connection with the merger, McKesson was renamed McKesson HBOC,
and the now wholly-owned HBOC is simply the Company's information
technology subsidiary. For clarity, I will refer to the post-merger HBOC
entity as "HBOC Sub."
Nonetheless, two of the four purported representative plaintiffs in
this action, Madajczyk and Dalman, contend that they have maintained
standing to bring derivative claims against the HBOC board for alleged
pre-merger fiduciary breaches because they were shareholders of HBOC
before the merger and became shareholders of McKesson HBOC in
connection with the merger. Thus, Madajczyk and Dalman insist that their
continuing equity interests meet all the statutory and common law
continuous ownership requirements for standing.
It is settled Delaware law, however, that once a plaintiff ceases to be
a shareholder, "whether by reason of a merger or for any other reason," he
loses standing to continue a derivative suit." The Delaware Supreme Court
definitively set forth this bright line rule in Lewis v. Anderson and recently
reaffirmed it in In re FirstInterstateBancorp ConsolidatedShareholder
Litigation." The plaintiffs have not effectively distinguished either case.
Defendants contend that in FirstInterstatethis Court held that the
derivative "claims" of a First Interstate Bancorp shareholder "were
extinguished" as a result of the stock-for-stock merger with Wells Fargo &
Company. This characterization of the FirstInterstateholding is well off
the mark. First Interstate did not hold that a merger "extinguished"
derivative "claims." Such a conclusion is utterly incompatible with 8 Del.
C. § 259(a).39 Rather, the FirstInterstate Court held that barring the
applicability of either of two exceptions set forth in Lewis v. Anderson, the
merger "extinguished" plaintiffs "standing" to assert derivative claims.40
The two exceptions to Lewis v. Anderson's apparently iron-clad rule
that a shareholder of a merged entity loses standing to assert pre-merger
derivative claims are (i) if the merger itself is the subject of a claim of
"Id.at 1049; see also Kramer v. Western Pac.Indus., Inc., Del. Supr., 546 A.2d 348,
354 (1988).3
'Del. Ch., 729 A.2d 851 (1998), affd sub nom., Bradley v. FirstInterstateBancorp,
Del. Supr.,39No. 445, Walsh, J. (March 21, 2000) (ORDER).
Section 259(a) provides that all rights, privileges, powers and franchises pass to the
surviving corporation in the event of a merger. Derivative claims of the merged corporation
constitute choses in action that pass to the surviving corporation by operation of § 259(a). See
Lewis v. Anderson, 477 A.2d at 1044.
'AIn re FirstInterstate,729 A.2d at 867.
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fraud or (ii) if the merger is in reality merely a reorganization which does
not affect plaintiffs ownership in the business enterprise.4" In First
Interstate, plaintiff Bradley argued under the second exception to the
standing rule. The Court rejected this argument holding that "the exception
would not apply to mergers with outside or pre-existing corporations with
substantial assets."42 Although plaintiffs here have not argued under this
second exception, it would be unavailing for similar reasons given that (1)
the McKesson/HBOC merger involved two free-standing companies with
substantial assets, and (2) the new, combined entity comprised a mix of
assets distinctly different from that of the pre-merger company. This arm's
length stock-for-stock transaction between two independent companies
cannot be characterized as a corporate reorganization.
Like the plaintiff Bradley in FirstInterstate,however, plaintiffs in
this case ask the Court to follow the Third Circuit's decision in Blasband
v. Rales,43 which granted plaintiffs standing under virtually identical
circumstances, rather than Lewis v. Anderson, which denied standing in
circumstances also virtually identical to those here.
Plaintiffs have not explained why they believe I am free to follow
Blasband and not Lewis. The First Interstate Court rejected the Third
Circuit's reasoning in Blasbandv. Rales in no uncertain terms. Reading
Lewis v. Anderson expansively, the FirstInterstateCourt held that former
First Interstate shareholders lost standing to assert pre-merger derivative
claims solely by virtue of the merger. In contrast to Blasbandv. Rales, the
fact that the purported derivative plaintiff maintained a significant, though
diluted, economic interest in the combined (Wells Fargo) company after the
stock-for-stock merger had no impact on the FirstInterstate Court's view
of the standing issue:
"Finally, plaintiff Bradley asks the Court to follow the Third
Circuit's ruling in Blasbandv. Rales, 3 Cir., 971 F.2d 1034
(1992) (purporting to apply Delaware law), and a case finding
post-merger standing under California law. I decline to do so,

41
Lewis v. Anderson, 477 A.2d at 1046 n.10 (citing Bokatv. Getty Oil Co., Del. Supr.,
262 A.2d 246, 249 (1970); Schreiberv. Carney, Del. Ch., 447 A.2d 17 (1982)).
421n re FirstInterstate,729 A.2d at 867 (internal quotations omitted) (citing Schreiber
v. Carney at 22; also citing Bonime v. Biaggini, Del. Ch., CA. No. 6925 & 6980, Walsh, V.C.
(holding second exception not applicable where merger resulted in a "corporate mix.
distinctly different from that [of pre-merger company]")).

43971 F.2d 1034 (3-s Cir. 1992).
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as the teaching of the Delaware Supreme Court in Lewis v.
Anderson is both clear and controlling of my decision.""
In a footnote, the First Interstate Court described Blasband as being
"inconsistent with the clear holding of Lewis v. Anderson.""
During the briefing on this motion, the Delaware Supreme Court's
Order affirming FirstInterstatebolstered defendants' reliance on that case
and, relatedly, defendants' reliance on their construction of Lewis v.
Anderson and Blasbandv.Rales. Importantly, the Supreme Courts Order
concluded that the Court of Chancery correctly determined that plaintiff
Bradley had pleaded derivative claims and that "[a]ccordingly, [he] lacks
standing to assert those claims. See Lewis v. Anderson, Del. Supr., 477
A.2d 1040 (1984).""
FirstInterstate clearly expressed the Delaware Courts' rejection of
the Third Circuit's holding in Blasbandv. Rales that the combination of a
direct pre-merger equity interest (in the subsidiary) and a direct but diluted
post-merger equity interest (in the surviving corporation) is sufficient to
meet the common law continuous ownership requirement necessary to
prosecute pre-merger derivative claims. The Third Circuit's view-that the
plaintiff shareholders' continuing economic interest in the subsidiary and
thereafter in the parent does not give rise to the concern expressed in 8 Del.
C. § 327-has been characterized by commentators as "persuasive. " "
Nonetheless, it is not the law in Delaware. Accordingly, the complaint is
dismissed to the extent that it purports to assert claims on behalf of former
HBOC shareholders (plaintiffs Madajczyck and Dalman) for pre-merger
acts
44In re

First Interstate, 729 A.2d at 868 (footnotes omitted).

4SId. at 868 n.18.

'Bradley v. First Interstate Bancorp, Del. Supr., No. 455, Walsh, J.(March 21,2000)

(ORDER) (emphasis added).
7

See D. Wolfe & M. Pittenger, Corporate and Commercial Practice in the Delaware
Court of Chancery, § 9-2(b)(2)(ii) at 549 (1999). Quite frankly, I also find the Third Circuit's
view on this issue persuasive. To be sure, it is not consistent with the Delaware Supreme Court's
holding in Lewis v. Anderson and, for that reason, I am not free to follow it. Nonetheless, I do
not think that a principled economic argument exists for denying standing to a former HBOC

shareholder who continues to hold an equity interest, albeit diluted, in the HBOC subsidiary
through the controlling interest of the combined entity, McKesson HBOC. Like the Third Circuit
in Blasband, I do not understand how the concerns that animate § 327 are implicated in stockfor-stock mergers of this kind. Indeed, the Court of Chancery has suggested that former
stockholders of the subsidiary who held stock in the parent post-merger should nonetheless have
standing to assert derivative claims in exactly this type of situation. See In re Caremark
Derivative Litig., Del. Ch., 698 A.2d 959, 972 n.30 (1996). But if this area of Delaware law is
to be made consistent with basic economic principles, as well as fundamental principles of equity
and fairness, it will have to come from the Delaware Supreme Court.
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or omissions of the HBOC directors.
Although the complaint-as pleaded regarding the First Oversight
Claim-must be dismissed for lack of standing, the dismissal order will be
without prejudice for three reasons. First, as presently drafted, the
amended complaint does not implicate either of the two exceptions to the
standing requirement in the merger context. Nor have plaintiffs argued that
the merger was perpetrated merely to deprive the shareholders of standing
to bring a derivative action or that the merger was in reality merely a
reorganization." Nevertheless, it is conceivable that the plaintiffs might be
able to allege, consistent with Rule 11, that the merger was designed in part
to thwart shareholder derivative claims arising out of the HBOC board's
failure to monitor the company's internal accounting practices. Dismissing
the complaint without prejudice will give plaintiffs that opportunity.
Second, plaintiffs have not asserted a double derivative claim on
behalf of the parent corporation (McKesson HBOC) to enforce a cause of
action (the oversight claim against the directors and management of
HBOC) in favor of a related corporation (HBOC Sub). Plaintiffs' counsel
tried, during oral argument on the motion to dismiss, to recast this lawsuit
as a double derivative action. Plaintiff Bradley, in First Interstate, made
a somewhat similar argument, contending that the claims previously held
by First Interstate had passed in the merger to the survivor, Wells Fargo,
and he was therefore free to pursue them derivatively as a new stockholder
of the survivor. The Court of Chancery rejected this argument on the
ground that plaintiff Bradley had never purported to satisfy the demand
requirements for a derivative suit on behalf of Wells Fargo. The Court did
not address, however, whether standing would have been found to exist if
such a showing had been made."' In any event, the plaintiffs have not
adequately pled such a claim at this juncture, not having (apparently) made
demand on the boards of the subsidiary company (HBOC Sub) and the
parent company (McKesson HBOC). Here, plaintiffs appear to contend
that demand is futile as to both boards. But the plaintiffs have not
identified the members of the HBOC Sub board, much less pled explicitly
that making a demand on them would be futile. Furthermore, plaintiffs

4

'See Kramer v. Western Pac. Indus., Inc., Del. Supr., 546 A.2d 348, 354 (1988)

(describing the two exceptions to the rule that a plaintiff must be a shareholder at the time of
filing of the suit and must remain a shareholder throughout the litigation).

"See D. Wolfe & M. Pittenger, Corporate andCommercialPracticein the Delaware
Court ofChancery, § 9-2(b)(3Xiii) at 96 (2000 Supp.).

" 13 Fletcher Cyclopedia of Corporations, § 5977.
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have not named HBOC Sub as a party, also a prerequisite for asserting a
double derivative actions."'
Third, and finally, although it is not pleaded in the existing
complaint, certain allegations made in the amended complaint and during
oral argument on the motion suggest that the current shareholders of the
combined McKesson HBOC may be able to assert a claim for breach of
fiduciary duty directly against the directors of the combined company as
a result of the directors' decision not to pursue a potential claim against the
former directors of HBOC for the (alleged) fraud in connection with
HBOC's accounting practices. If the directors of the combined company
decided not to pursue this potential claim in a manner that is grossly
negligent or self-interested, such decision may itself give rise to a potential
claim for breach of the fiduciary duties of care or loyalty. That claim
would be separate and distinct from a claim based on the failure of HBOC's
directors to oversee or monitor properly the accounting practices at HBOC
before the merger (i.e., the First Oversight Claim). The claim that I am
suggesting might be implicated here arose when the board of the combined
company refused, conceivably for reasons related to self-interest or lack of
information, to pursue a potential claim or asset of the combined company.
In any event, this claim is conceivably implicated by the existing pleadings
and, regardless of whether or not it would withstand scrutiny on a motion
to dismiss, Ithink, in the interest ofjustice, plaintiffs should be afforded an
opportunity to amend their existing complaint (if possible) so as to assert
it properly. By dismissing the complaint without prejudice, therefore, I
afford plaintiffs an opportunity to marshal facts in support of one or more
of the alternative theories implicated in the existing pleadings to avoid the
impediment of the standing requirements.
2.

The Second Oversight Claim

With the First Oversight Claim barred on standing grounds,
defendants attack the Second Oversight Claim straightforwardly. They
argue that the McKesson HBOC board's failure to detect and cure
accounting irregularities for a mere 3 2months (from the merger date in
January 1999 until the disclosures of accounting irregularities in April
1999) could not possibly constitute oversight violations under the high

"CarltonInvs. v. TLC Beatrice Int'l. Holdings, Inc., Del. Ch., C.A. No. 13950, mem.
op. at 17, Allen, C. (Apr. 16, 1996) ("[fit is of course well settled that in a. standard double
derivative action both the parent and subsidiary corporation are indispensable parties.").
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liability standards set forth in Graham v. Allis-Chalmers Mfg. Co." or In
re CaremarkInt'l Inc. DerivativeLitigation,53 the seminal Delaware cases,
addressing directors' oversight duties. This argument, no doubt, carries
some intuitive appeal. It also, however, exposes the awkward bifurcation
of the oversight claims alluded to earlier, which I will now explain in
greater detail.
Analysis of the Second Oversight Claim is to a significant extent
shaped by my analysis of plaintiffs due care and waste claims brought
against the McKesson directors. In analyzing these claims, it is evident
that plaintiffs have not alleged facts creating a reasonable doubt that the
McKesson directors' decision to acquire HBOC was anything other than a
valid exercise of business judgment, made for the good faith purpose of
advancing a legitimate corporate interest. It is equally evident, despite the
complaint's prolixity, that plaintiffs have not alleged facts creating a
reasonable doubt that McKesson's directors acted on an informed basis or
properly relied on the advice of the expert advisors they retained in
connection with the due diligence review of HBOC.
Within three months of the McKesson board's recommendation and
McKesson shareholders' approval of the merger, the combined Company's
auditor, DeLoitte & Touche, informed the board of HBOC Sub's
accounting irregularities. The McKesson HBOC board, comprised of six
former McKesson directors and six former HBOC directors, responded to
this information by initiating an internal investigation that culminated in a
series of sweeping earnings restatements. In addition, the board made
sweeping management changes, firing several senior managers and creating

a new executive management structure.
In light of these facts, drawn directly from plaintiffs' complaint, it
seems ineluctable that McKesson directors became aware ofthe accounting
improprieties after the merger was consummated and immediately took
decisive steps to disclose and cure them. These actions do not bespeak
faithless or imprudent fiduciaries.
The role played by the six former HBOC directors on the combined
Company's board in connection with the disclosure of the accounting
irregularities remains somewhat unclear. A modicum of well-pled facts,
sprinkled throughout the complaint, could lead to an inference that the
HBOC directors might have had knowledge of suspect accounting practices

and, therefore, potential accounting irregularities, in advance of the

"Del. Supr., 188 A.2d 125 (1963).
53Del. Ch., 698 A.2d 959 (1996).
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DeLoitte report.' If plaintiffs can allege such facts with particularity,
which to this point they have not, relief from the demand requirement
might be warranted.
As recounted more fully above, plaintiffs have alleged well-pled
facts that in April 1997 the CFRA published a report questioning HBOC's
revenue recognition practices. This report garnered a fair amount of media
attention, was the focus of much analyst commentary, and appeared to have
some impact, albeit brief, on I-BOC's share price. Although HBOC did not
issue an official response, The Atlanta Constitution quoted HBOC's
director of investor relations as saying "we don't think [the report] warrants
comment.""
These facts indicate that HBOC, at some organizational level, knew
of and responded to public criticism of its accounting practices. Plaintiffs
have not, however, alleged facts that HBOC's directors had actual
knowledge of these events and, therefore, possessed actual knowledge of
potential accounting irregularities. Moreover, I do not, at this point,
suggest that HBOC's board had constructive knowledge of a statement the
company's investor relations department issued. In other words, I do not
suggest that the mere existence of a statement from HIBOC's investor
relations department, made in response to the CFRA report, is sufficient to
impute knowledge of such statement to the company's board of directors. 6
If plaintiffs can allege particularized facts that might enable this Court to
infer that HBOC directors (or perhaps members of HBOC's audit
committee) did possess knowledge of facts suggesting potential accounting
improprieties (such as knowledge of the CFRA reports) and took no action
to respond to them until they were confronted (three months after the
merger) with DeLoitte's audit report, one could argue that the HBOC
directors (or the audit committee members) failed to act in good faith."' As

I'I emphasize the word "potential" because despite having (inconsistently) pled that
every named defendant had "actual" knowledge ofaccounting irregularities and legal violations,
plaintiffs have not asserted a single fact that might reasonably support such an allegation.
55

Complaint at 21, Ex. D.
"'I leave it to plaintiffs to adduce such facts through various pre-discovery factgathering methods they have at their disposal. As the Delaware Supreme Court has repeatedly
exhorted, shareholders plaintiffs should use the "tools at hand," most prominently § 220 books
and records actions, to obtain information necessary to sue derivatively. See, e.g., Rales v.
Blasband, 634 A.2d at 934-935 n. 10; Brehm v. Eisner, 746 A.2d at 249.
"Plaintiffs allege that HBOC had an audit committee in place. In light of the known
facts, one would be hard pressed to say that it performed particularly well. Nevertheless, the
existence of an audit committee, together with HBOC's retention of Arthur Anderson as its
outside auditor to conduct annual audits of the company's financial reporting, is some evidence

that a monitoring and compliance system was in place at HBOC pre-merger. If a properly
framed complaint were filed, the interesting question would be whether one could find directors
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a result, demand might in turn be excused.
This result presents an awkward circumstance. If HBOC directors
possessed knowledge of suspect accounting practices at HBOC before the
merger, one would think such knowledge might give rise to colorable
claims that McKesson, as an acquirer, could assert against HBOC under
fraud-based theories or perhaps for breaches of provisions in the parties'
merger agreement. McKesson, however, is not asserting such claims.
Although one may speculate as to the reasons behind McKesson's
disinclination to take legal action against HBOC and its officers and
directors, such speculation is completely idle absent nonconclusory
allegations of fact." Nonetheless, if plaintiffs can allege with some
particularity facts indicating that HBOC directors had actual knowledge of
accounting irregularities, or knowledge of facts indicating potential
accounting irregularities, and took no action until confronted with the
DeLoitte audit report in early 1999 (after the merger), such facts, to my
mind, could possibly excuse demand as to the Second Oversight Claim. In
addition, as indicated above, such facts could give rise to claims that

liable on an oversight claim when those directors have retained a reputable independent, outside
auditing firm and when the same directors have appointed an audit committee that is charged
with overseeing the internal and external auditors? Would these facts support a finding that the
directors had "utterly fail[ed] to attempt to assure a reasonable reporting system exists" or
exhibited a "sustained and systematic failure to exercise reasonable oversight[?]" Caremark at
971. Or do such facts indicate the malfunction or breakdown of the compliance system, rather
than the absence of, or systematic failure toexercise, reasonable oversight? Without an
adequately framed complaint, however, these issues are not properly before the Court. But they
illustrate the problem of assessing claims, based on accounting irregularities, under the
Caremark standard.
sPlaintiffs have alleged, in a single conclusory paragraph, that demand was futile
because the McKesson HBOC board was faced with an "inherent conflict" that made it unable
to respond to the disaster or to bring suit against HBOC for fraud or breach of contract. Second
Amended Compl., 77. According to the amended complaint, the McKesson HBOC board is
evenly split- consisting of six former McKesson directors and six former HBOC directors. As
a result, when the accounting improprieties came to light, "one half of the Board's blame was the
other half of the Board's cover." Pl. Ans. Brief at 9 (Jan. 14, 2000). The notion of a paralyzed
board is belied somewhat by the aggressive steps to disclose the problem and to remove certain
senior managers. On the other hand, the current board's failure or refusal to pursue potential
claims against HBOC's former directors and managers, or against those firms that performed the
due diligence, supports the notion of an incapacitated board. But I need not address this issue
now, given that plaintiffs will be afforded an opportunity to plead more particular facts about
what the HBOC directors knew concerning the accounting improprieties, and when they knew
it, in the context of either a direct attack on the current board's failure to pursue the claim or in
a double derivative action, as mentioned earlier. Such facts, together with additional facts
regarding the board's composition, would assist a court in determining whether the board is
structurally unable to make an independent and disinterested judgment regarding the potential
claim against HBOC.
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McKesson might bring directly attacking the merger seeking rescission or
rescissory damages; or, if McKesson HBOC was unwilling to assert

contract-based claims, shareholders might endeavor to bring those claims
derivatively on behalf of McKesson HBOC.
Notwithstanding the present inadequacy of the amended complaint,
I am convinced that the course of action most consistent with fairness and
equity is to dismiss the Second Oversight Claim without prejudice and to
grant plaintiffs leave to replead and allege additional, particularized facts
that would support a demand futility determination.
IV. CONCLUSION
For the reasons set forth in this Memorandum Opinion, I dismiss
plaintiffs' due care and waste claims for failure to make demand under
Court of Chancery Rule 23.1. Further, I dismiss the first and second
oversight claims, but this dismissal is without prejudice. Using the tools
at hand, plaintiffs may seek to develop additional particularized facts in
order to allege properly an oversight claim that will meet the demand
futility standard and to avoid the standing requirement of Delaware's
continuing ownership rule.
An Order has been entered in accordance with this Memorandum
Opinion.
ORDER
For the reasons set forth in this Court's Memorandum Opinion
entered in this case on this date, it is
ORDERED that plaintiffs' due care and waste claims are dismissed
pursuant to Court of Chancery Rule 23.1, and that plaintiffs' first and
second oversight claims are dismissed without prejudice.
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CARAPICO v. PHILADELPHIA STOCK EXCHANGE, INC.
No. 16,764-NC
Court of Chancery of the State of Delaware, New Castle
September 27, 2000
Charles Slanina, Esquire, of Tybout, Redfearn & Pell, Wilmington,
Delaware; and Francis Recchuiti, Esquire, of Vangrossi and Recchuiti,
Norristown, Pennsylvania, of counsel, for plaintiff.
Jon E. Abramczyk, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, for defendant.
LAMB, Vice Chancellor
L INTRODUCTION
Joseph Carapico, an owner of two seats on the Philadelphia Stock
Exchange ("Exchange" or "PHLX"), brought this action under 8 Del.C.
§ 220 after the Exchange, a Delaware nonstock membership corporation,
refused Carapico's October20, 1998 demand for inspection of its books and
records.' Plaintiffs § 220 request stems from events surrounding inquiries
brought by the United States Securities and Exchange Commission into the
Exchange's practices. The SEC's inquiry resulted in the imposition of
sanctions and limitations on the business practices of the Exchange and its
subsidiaries. Evidently, it also resulted in the departure of several
Exchange officials who received severance packages.
The Exchange claims that Carapico's stated purpose for inspection
is not his bonafide purpose and that he does not have a "proper purpose"
under Delaware law. It also maintains that Carapico's demand lacks the
requisite specificity under § 220. Citing Carapico's history of litigation
with it, PHLX argues that plaintiff's true purpose behind the demand is
merely to harass the Exchange.

After hearing testimony and reviewing plaintiff's demand, I find that
Carapico has made a proper demand for inspection under § 220. I grant his

'Although this action was filed in November 1998, plaintiff never sought to expedite
proceedings.
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demand for inspection of books and records of the Exchange, subject to the
limits discussed below.
H. FACTUAL BACKGROUND
Carapico initiated his books and records demand in 1998, filing his

first demand in September and following this up with a second, more
detailed demand in October. According to PHLX, Carapico was "the
leader of a faction of [Exchange] members" who opposed a proposed
merger of the Exchange with the American Stock Exchange and NASDAQ,
and was primarily using the books and records action as "part of [his]

strategy opposing the transaction." Carapico's § 220 demand, however, is
broader than defendant's characterization of it, seeking not only books and
records regarding the proposed merger, but also information related to the

SEC inquiry and the subsequent payment of severance benefits to PHLX
executives.
The Exchange formerly had two wholly owned subsidiaries, the
Philadelphia Depository Trust Company ("Depository Trust") and the
Stock Clearing Corporation of Philadelphia ("Clearing Corporation").
Depository Trust was one of only two depository trusts in the United
States, offering safekeeping, automated dividend accounting, automatic
receipt and delivery by book entry. Clearing Corporation offered trade
reporting, trade comparison, continuous net settlement, trade for trade
settlement, margin financing, stock borrowing and lending, money
settlement and clearance, and settlement with other clearing agencies.
According to the trial testimony, both were valuable assets of the
Exchange, affording Exchange members the ability to conduct their
business less expensively and more efficiently.
The SEC conducted an inquiry into the activities of the Exchange's
subsidiaries as well as their chief operating officer, Timothy J. Guiheen,
and their chief financial officer, William N. Briggs, resulting in Orders
Instituting Proceedings and Imposing Sanctions in August 1997. As a
consequence, the Depository Trust agreed to cease providing its services
to the Exchange and the Clearing Corporation agreed to limit the scope of
its services to the Exchange. Guiheen was ordered to cease and desist from
present and future violations, and Briggs was censured and prohibited for
two years from acting as chief financial officer of the Exchange.
Trial testimony suggested that the loss of the Depository Trust and
the limitations on the Clearing Corporation have significantly damaged the
Exchange and negatively affected the value of the members' interest
therein. Plaintiff maintains that the changes with respect to the Clearing
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Corporation have left the trading floor "a fragment, a shadow of its former
self," while the loss of the Depository Trust and the SEC actions have
diminished customer confidence in the Exchange's activities.
A number of Exchange executives departed at or about the time the
SEC inquiry came to a head. Some of them, including Guiheen were given
severance packages. Plaintiff seeks access to documents to investigate the
relationships between the misconduct identified by the SEC, the departure
of executives, and the payment of severance benefits to officials involved
in the misconduct.
Plaintiff seeks in this § 220 action the following categories of
2
documents:
1.

All buyout, termination and/or other settlement
agreements wherein payments are being or were made
during the four years previous to the demand to any
former executives, officers, employees, consultants,
subcontractors and/or professionals of [the Exchange]
and/or any of its wholly-owned subsidiaries and all
documents referring to or reflecting the amounts paid
or to be paid pursuant to such agreements.

2.

All documents, including investigations and audits
conducted the four years previous to the demand
pertaining to the conduct of any person who is or was
a party to any arrangement or agreement of the type
referred to in 1 above.

3.

All documents concerning the Stock Clearing
Corporation of Philadelphia, a wholly-owned
subsidiary of [the Exchange], involving its current
status and/ or its diminution or loss of its power,
authority and operations for three years prior to the
demand, including, but not limited to, SEC
investigative reports, audit reports, minutes of
meetings and executive sessions, and current financial
reports.

2
'he demand originally included several categories of documents relating to the
proposed merger. PHLX has since abandoned this merger proposal and Carapico has withdrawn
the merger-related items.
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4.

All documents concerning the Philadelphia Trust
Company, a wholly-owned subsidiary of [the
Exchange], involving its status and/or its diminution or
loss of its power, authority and operations for the four
years prior to the demand, including but not limited to,
SEC investigative reports, audit reports, minutes of
meetings and executive sessions, and current financial
reports.

5.

All documents concerning any and all audit reports
covering the failure to appropriately monito'r expenses
of any officer(s), employee(s), and/or governor(s) of
[the Exchange] or any of its wholly-owned subsidiaries
mentioned hereinbefore in 3 and 4 above, and any
payment and approval of monies made not in
accordance with any report recommendation and/or
made not in accordance with standard practice.
III. LEGAL ANALYSIS

A member of a nonstock corporation has the right to inspect books
and records of the corporation under 8 Del. C. §220 in the same manner as
a stockholder of record has in a stock corporation.3 Pursuant to §220, the
member seeking inspection of books and records must comply with the
"form and manner" requirements of the statute for making the demand for
inspection and must establish that the inspection sought is for a proper
purpose.4 In a books and records request, "the burden of proof is on the
[member] to demonstrate that his purpose is proper."'
A.

Are plaintiWs purposes his bonafide purposes?

It is undisputed that plaintiff complied with the requirements of
§ 220 in delivering his initial request for inspection and that this request
was denied. Because a § 220 demand requires that plaintiffs primary
purpose for inspection be proper under Delaware law, this court may
scrutinize the stated purpose to determine whether plaintiff is attempting
3
"As used in this section, 'stockholder' means a stockholder of record of stock in a
stock corporation and also a member of a nonstock corporation as reflected on the records ofthe
nonstock corporation." 8 DelC. § 220(a).
8 Del.C. § 220(c).
SThomas & Betts Corp. v. Leviton Mfg. Co., Del. Supr., 681 A.2d 1026, 1031 (1996).
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to "side-step" the proper purpose requirement.6 The existence of a
secondary purpose does not defeat plaintiffs claim that his purpose is bona
fide. As this court stated in BBC Acquisition v. Durr-FillauerMedical, "
[s]ince . . . a shareholder will often have more than one purpose, that

requirement has been construed to mean that the shareholder's primary
purpose must be proper; any secondarypurpose, whether proper or not, is
irrelevant."7
Carapico initially asserted several purposes in his books and records
demand. However, after the merger was cancelled, the only requests
remaining were requests for information concerning potential
mismanagement as well as the severance packages offered to departing
Exchange officers. The relevant portions of plaintiffs demand now reads:
The purposes of these demands are:
F.

To determine whether the present or former
management have made payments to individuals who
engaged in illegal activities with respect to the
organizations herein involved, including, but not
limited to, any payments made to individuals accused
of improper acts and/or the improper and continuing
payment of unapproved and unsubstantiated expense
items.

G.

To determine whether the assets of the corporation are
being, or have been, or will continue to be misapplied
or wasted.

Former Officers and management staff were severed from
their positions with PHLX and its subsidiaries and given
enormously lucrative financial severance arrangements when

6

Wolfe and Pittenger summarize this examination ofwhether plaintiffs stated purpose
is bonafide, stating, "This does not mean that inspection rights will necessarily be granted in
response to all demands that recite a purpose that has been generally acknowledged as proper.
It must appear that the stated purpose is the plaintiffs primary purpose and does not merely mask
an actual intent to pursue ends unrelated to the plaintiffs equity investment." Donald J.Wolfe,
Jr. and Michael A. Pittenger, Corporate and Commercial Practice in the Delaware Court of
Chancery §8-6(eX) (1998).
7
Del. Ch., 623 A.2d 85 (1992).
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internal audits revealed that termination for cause or criminal
prosecution should have been instituted....
The Securities and Exchange Commission examined the
operations of the Stock Clearing Corporation and the
Philadelphia Depository Trust Company, wholly-owned
subsidiaries-of PHLX, and found serious deficiencies in their
operations and failure by these corporations to comply with
their own written rules and regulations, and the [SEC's]
recommendations resulted in the curtailment oftheir activities
and subsequent liquidation of the Philadelphia Depository
Trust Company which has greatly diminished the value of the
Philadelphia Stock Exchange as a comprehensive business.
It is clear from the record that plaintiff initially had other reasons for
requesting inspection of the Exchange's books and records - particularly
to address his concerns regarding the potential merger. Defendant noted
several references in correspondence between the parties reflecting
plaintiff s concerns about the potential merger. Nevertheless, in both the
pretrial order and at trial, plaintiff's stated purpose was unequivocably the
inspection of books and records related to his concerns of mismanagement
and corporate waste. Because plaintiff withdrew his books and records
demands related to the abandoned merger, I cannot accept defendant's
assertion that plaintiffs stated purposes are not bonafide.
Nor can I accept defendant's recitation of Carapico's history of
litigation as proof that the present action is meritless or merely being
pursued to harass defendant. While Carapico's relationship with the
Exchange has been less than amicable, no direct evidence or convincing
circumstantial evidence has been offered to suggest that his §220 demand
is being brought simply to harass. At trial, Carapico testified convincingly
that he was having difficulty obtaining accurate information regarding
changes that were occurring at the Exchange, changes that he feared were
resulting from corporate mismanagement and leading to corporate waste.
B.

Is plaintiffs purpose proper under Delaware law?

"It is well established that investigation of mismanagement is a
proper purpose for a Section 220 books and records inspection.""

'Security FirstCorp.v.US. Die Casting& Dev. Co., Del. Supr., 687 A.2d 563, 567
(1997).
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Moreover, "the investigation of possible waste, mismanagement, or breach
of fiduciary duty has been recognized as a purpose proper to warrant the
inspection of corporate books and records."9 Because he bears the burden
in this books and records action, Carapico was required to demonstrate by
a preponderance of the evidence "some credible basis from which the court
can infer that waste or mismanagement may have occurred."'"
Carapico's purposes of investigating corporate mismanagement and
waste met the threshold of specificity. While "[m]ere curiosity or a desire
for a fishing expedition will not suffice,"' a purpose of investigating the
misconduct identified in the SEC Order and the payment of severance
benefits to officers or employees implicated in the SEC inquiry is
sufficiently concrete. The SEC Orders contain detailed information
reflecting possible corporate mismanagement. In addition trial testimony
showed a credible basis to suspect mismanagement sufficient to justify
some investigation.' 2
C.

Are plaintiffs requests overly broad?

Defendant, quoting language from SecurityFirstCorporationv. US.
Die Casting & Development Company, argues that plaintiff "has failed to
identify with the requisite 'rifled precision' the books and records that are
necessary to satisfy his stated purposes." 3 Entitlement to inspection under
§220 for a stockholder demonstrating a proper purpose "is not open-ended;
it is restricted to inspection of the books and records needed to perform the
task. Accordingly, inspection is limited to those documents that are
necessary, essential, and sufficient for the shareholder's purpose." 4
Therefore, the order allowing plaintiffs requested books and records

"Wolfe and Pittenger, supra note 6,§8-6(e)(1).
°Thomas & Betts Corp., 681 A.2d at 1031.
"Security FirstCorp., 687 A.2d at 568.
'2The burden of proof "may be satisfied by a credible showing through documents,
logic, testimony or otherwise, that there [exist] legitimate issues" of mismanagement or
wrongdoing. Security First Corp., 687 A.2d at 568.
13687 A.2d at 570. Defendant mistakenly relies on the referenced language for the
proposition that plaintiff must state his demand with pinpoint specificity. I disagree. The
Security FirstCorp. court was merely expressing criticism of an overly broad order entered by
the Court ofChancery that it regarded more akin to a blunderbuss Rule 34 discovery request than
the more narrowly focussed order required by § 220. Of course, a person making a § 220
demand is entitled to demand documents by category and will frequently not be in a position to
demand specific documents. What is required is that, at least where the purpose is to investigate
particularized claims of mismanagement, the categories of documents be identified more
narrowly and precisely than is typical in ordinary civil discovery.
"BBCAcquisition, 623 A.2d at 88.
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inspection will be limited to those documents reasonably required to satisfy
the purpose of the demand.
I do note that plaintiff has requested books and records of both the
Exchange and its wholly-owned subsidiaries. In deciding upon a similar
request, this court held in Skouras v. Admiralty Enterprises,Inc.:
Mere control and even total ownership of one corporation by
another is not sufficient to warrant the disregard of a separate
corporate entity. Absent a showing of a fraud or that a
subsidiary is in fact the mere alter ego of the parent, a
common central management alone is not a proper basis for
disregarding separate corporate existence. 5
There is nothing in the record to justify ignoring the separate existence of
the subsidiaries. Thus, the Final Order in this matter will be limited to
books and records of the Exchange in its possession, custody, or control.
IV. DEFINING THE LIMITS

With respect to plaintiffs first demand, I will exclude the reference
to "employees, consultants, subcontractors and/or professionals" as
overbroad. The evidence in the record reflects severance agreements or
similar arrangements only with certain executives and officers. Moreover,
the time period covered will be limited to January 1, 1997 to December 31,
1998. This period should sufficiently cover the SEC inquiry and its
aftermath.
The second demand will be limited to correspond to scope and time
period described in 1. Moreover, that demand will be limited to "the
reports of "investigations or audits pertaining to the conduct" of persons
identified in response to 1.
The third and fourth demands are overbroad as written. Among
other things, the reference to the "current status" of the Clearing
Corporation and the Depositary Company is vague and should be
eliminated. I will allow plaintiff to inspect (i) current financial information
of both corporations in the possession, custody or control of the Exchange,
and (ii) reports presented to or minutes of meetings of the Exchange Board
"Del. Ch., 386 A.2d 674 (1978) (citations omitted). See also, Landgarten v. York
Research Corporation, C.A. No. 8417, 1988 WL 7392, at 4, Berger, V.C. (Feb. 3,1988) (Mem.
Op.) (stating in a § 220 action, "Nonnally, the separate corporate existence of a subsidiary will
not be disregarded.... Rather, there must be a showing of fraud or that the subsidiary is the 'alter
ego' of the parent").
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of Governors (or any committees or subgroups thereof) relating to (a) the
SEC inquiry, (b) the decision to authorize the settlement of the SEC
inquiry, or (c) the impact of the terms of the SEC Order on the business of
the Exchange or any of its subsidiaries.
Paragraph 5 of the demand relates to an alleged failure on the part of
the Exchange and its subsidiaries to monitor personal expenses of officers,
employees, and/ or Exchange governors. The trial record did not
adequately establish a basis for this demand. Thus, it is denied.
IV. CONCLUSION
For all of the foregoing reasons, I will enter an Order granting the
inspection demanded to the extent described in this opinion. Plaintiffs
counsel should submit an Order on notice within 10 days.

GOTHAM PARTNERS, L.P. v. HALLWOOD REALTY
PARTNERS, L.P.
No. 15,754
Court of Chancery of the State of Delaware,New Castle
September 27, 2000
Edward M. McNally, Esquire, and Lewis H. Lazarus, Esquire, of Morris,
James, Hitchens & Williams, Wilmington, Delaware; and Philip H.
Schaeffer, Esquire, Dwight A. Healy, Esquire, Karen M. Asner, Esquire,
and David G. Hille, Esquire, of White & Case, New York, New York, of
counsel, for plaintiff.
Michael D. Goldman, Esquire, Stephen C.Norman, Esquire, and Matthew
E.Fischer, Esquire, of Potter Anderson &Corroon, Wilmington, Delaware,
for defendants Hallwood Realty Corporation, The Hallwood Group
Incorporated, Anthony J. Gumbiner, Brian M. Troup, and William L.
Guzzetti.
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John H. Small, Esquire, Elizabeth M. McGeever, Esquire, and Sheldon K.
Rennie, Esquire, of Prickett, Jones & Elliott, Wilmington, Delaware, for
defendants Alan G. Crisp, William F. Forsyth, Edward T. Story, and Udo
H. Walther.
STRINE, Vice Chancellor
This is the latest decision in this case brought by plaintiff Gotham
Partners, L.P. challenging a series of transactions that Gotham alleges were
designed to place a control block of limited partnership units in the hands
of the parent corporation of a limited partnership's general partner at an
unfair price.' The various defendants ffiliated with the corporate general
partner, including the directors of the general partner and the general
partner's corporate parent, have brought a motion for summary judgment.
In this opinion, I conclude that:
1)

2)

3)

the record contains facts from which one could conclude that
the challenged transactions were undertaken in breach of the
partnership agreement governing the partnership. Therefore,
I deny the defendants motion for summary judgment as to
Gotham's breach of contract claim;
the partnership agreement sets forth the standards that govern
transactions between the partnership and general partner
affiliates, and such contractual standards and not default
fiduciary standards form the measure by which the general
partner's conduct must be evaluated at trial. Thus, summary
judgment on the breach of fiduciary duty count against the
General Partner is granted. Nonetheless, because it is unclear
whether certain other defendants would be culpable for
breach of fiduciary duly or some form of aiding and abetting
liability if they purposely caused the general partner to breach
its contractual duties, I do not grant summary judgment as to
the fiduciary duty claims against them;
there is a triable doubt regarding the good faith of those
defendants whose economic interests were dependent on the

'See Gotham Partners,L.P. v.HallwoodRealty Partners,L.P. ("Gotham "), Del. Ch.,
C.A. No. 15754, mem. op., Steele, V.C. (Nov. 10, 1998) (denying motion to dismiss for failure
to make pre-suit demand); see also Gotham Partners,L.P. v. HallwoodRealty Partners,L.P.,
Del. Ch., C.A. No,15,578, mem. op., Steele, V.C. (Apr. 29, 1998) (opinion in related books and
record case); Gotham Partners,L.P. v. Haliwood Realty Partners,L.P., Del. Ch., C.A. No.
15578, let. op., Steele, V.C. (Oct. 18, 1999) (same).
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4)

good will of the general partner's parent corporation and thus
those defendants are not entitled to summary judgment on the
basis of the exculpatory provisions of § 17-110 1(dX 1)of the
Delaware Revised Uniform Limited Partnership Act
("DRULPA" 2 the partnership agreement; and
those defendants who were simply directors of the general
partner and thus required to balance the interests of limited
partners against the interests of the general partner's affiliate
did not, in the absence of any evidence compromising their
good faith or independence, have a conflict of interest
sufficient to support a claim for the breach of duty of loyalty
against them. As such, the exculpatory provision of the
partnership agreement barring claims against directors for
lack of due care entitles those defendants to summary
judgment.
I. The Defendants

For purposes of this motion, a proper grouping of the defendants is
important. At the center of this case is nominal defendant Hallwood Realty
Partners, L.P. (the "Partnership"), which owns office buildings and
industrial parks. The Partnership's units are publicly traded on the
American Stock Exchange ("AMEX").
All of the other defendants are aligned by their relationship to the
Partnership, through the Partnership's General Partner, defendant Hallwood
Realty Corporation ("the General Partner").
The first group of defendants Iwill define are those defendants who
are affiliated not only with the General Partner, but also with the General
Partner's sole owner and parent corporation, defendant Hallwood Group
Incorporated ("HGI"). These defendants include not only HGI and the
General Partner, but also three individual defendants: Anthony 3.
Gumbiner; Brian M. Troup; and William L. Guzzetti. At the relevant time,
Gumbiner was HGI's Chairman of the Board, Chief Executive Officer, and
director, and held the identical positions at the General Partner. Similarly,
William L. Guzzetti was Executive Vice President at HGI, and the General
Partner's President, Chief Operating Officer, and director., Finally,
defendant Troup was President, Chief Operating Officer, and director of
HGI as well as a director of the General Partner. It also appears that
Gumbiner, and Troup held the major equity stakes in HGI.
26 Del. C. § 17-1101 (d)(i).
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Because all of these defendants have a substantial economic stake in
HGI, they have aligned themselves in arguing this motion. Their relationships with HGI support an inference that they had a self-interest to
advantage HGI in any transaction it entered with the Partnership. Thus,
during the rest ofthis opinion Irefer to this group as the "HGI Defendants."
Where it is necessary to identify those directors of the General Partner who
were officers of HGI, I identify them as the "HGI Directors."
Another group of defendants stands in a different position. These
defendants are the four members of the General Partner's board who do not
serve as an officer or director of HGI: Alan C. Crisp; William F. Forsyth;
Edward T. Story; and Udo H. Walther. For purposes of deciding this
motion, it suffices to say that Gotham has failed to produce evidence that
any of these defendants was beholden to HGI or to any of the HGI
Directors such that they could not have exercised an independent business
judgment as a director of the General Partner. Similarly, it is sufficient to
note that there is evidence that some or all of these directors devoted less
than adequate care to examining the transactions at issue in this case, but
that a due care claim is unavailable against these defendants due to an
exculpatory provision in § 7.06 of the Partnership Agreement. Thus, the
crucial issue regarding these defendants will be the implications of the fact
that they had (arguably conflicting) fiduciary obligations to both the
Partnership and to the General Partner (and its sole owner, HGI). For
purposes of identification, I identify these defendants as the "Non-HGI
Directors."
II. The Challenged Transactions
Gotham challenges a series of transactions (the "Challenged
Transactions" or "Transactions") undertaken by the Partnership in 1995:
0

The "Reverse Split" -

A March 1995 reverse unit

split in which five pre-Split units of the Partnership
were exchanged for a new single post-Split unit.
In connection with the Reverse Split, HGI purchased
30,000 post-Split units at $11.88 a unit, which was the
market-based price used to compensate unitholders for
their fractional units.
Although the defendants claim the 30,000 figure was
selected as an estimate of the fractional units to be
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generated by the Split, the estimate missed the mark.
Only 14,694 fractional units were created by the Split,
an amount less than half of the 30,000 units HGI
acquired.
The Reverse Split was expected to and did generate a
large increase in the number of unitholders who held
blocks of fewer than 100 units.
The "Option Plan" - A March 1995 stock option
plan that granted 86,000 options to officers and
employees of the General Partner, including Gumbiner,
Guzzetti, and Troup.
The options granted equalled nearly 5.0% of the equity
of the Partnership and the Partnership committed over
$1 million to loan money to the optionees to fund their
purchases under the Plan.
The "Odd-Lot Offer" - A June 1995 odd-lot tender
offer in which the Partnership bought 293,539
post-Split units in blocks of less than 100 units from
June 5, 1995 to July 10, 1995.1

*

The Partnership then sold the units it purchased in the
Odd-Lot Offer to HGI. The units cost HGI $4.1
million, or slightly less than $14.00 per unit. The price
paid by HGI tracked the price the Partnership paid to
tendering stockholders, which was based on a market
price formula.
An odd-lot tender offer by an issuer like the
Partnership is exempt from many of the federal
disclosure regulations that govern other tender offers.
Thus the disclosures made in connection with the OddLot Offer were all contained on a single page in which
the Partnership made clear that it was making no
recommendation as to price and that HGI wished "to
purchase the Units acquired by the Partnership
3

Norman Aff., Ex. 45, at 23.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 27

pursuant to the Offer in order, to increase its ownership
4
interest in the Partnership."
III. The Competing Arguments Of The Parties
A. Gotham's Claims Against The Defendants
Gotham alleges that the Challenged Transactions were designed by
the General Partner as a method to entrench its owner, HGI, by placing a
large number of units in HGI's hands at an unfairly low price. In support
of that claim, Gotham points out that HGI ended up with 24.7% of the
Partnership's units at the end of the Transactions. When the options are
added in, HGI controlled nearly 29.4% of the Partnership's units. Because
the Partnership Agreement provides that a two-thirds vote of unitholders
is necessary to remove the General Partner, Gotham alleges that the
Transactions gave HGI the effective power to stymie a removal vote.
Not only that, Gotham claims that the General Partner timed the
Transactions so as to enable HGI to grab up a control block at a depressed
price. Possessing evidence that the real estate market had improved and
that the Partnership's own performance was quite promising, but knowing
that the market had not yet recognized those factors in valuing the
Partnership's units,' HGI, according to Gotham, seized the opportunity to
snap up a control block on the pretext that the Partnership itself could not
afford to finance the Challenged Transactions. Yet, Gotham claims, the
Transactions were easily financeable by the Partnership itself. In support
of this argument, Gotham notes that: (i) the General Partner never even
attempted to finance the Challenged Transactions; (ii) the Partnership sold
HGI twice as many units as were required to effect the Split; (iii) the
General Partner was comfortable committing a quarter of the resources
needed to purchase the units in the Transactions to fund the Option Plan;
(iv) the Partnership had a healthy amount of cash on hand; (v) the General
Partner obtained a firm commitment to refinance the entire debt of the
Partnership within a month of the Odd-Lot Offer;6 and (vi) the General
Partner committed the Partnership to a unit repurchase plan in December
1995 (the "Repurchase Plan").

'Healy Aff., Ex. 15.
'See, e.g., id., Exs. 11, 12.
' he refinancing actually closed in September 1995, but had been under negotiation
while the Odd-Lot Offer was on-going.

2002]

UNREPORTED CASES

In further support of its argument, Gotham notes that while
purporting to accomplish the major Transaction at issue - the Odd-Lot
Offer - as an issuance of securities, there is no record evidence that the
General Partner in fact issued new securities to HGI in that Transaction.
Rather, it appears that the General Partner simply resold the units it
purchased in the Offer to HGI.
As a result, Gotham contends that the Odd-Lot Offer was clearly
subject to §§7.05 and 7.10(a) of the Partnership Agreement. Section 7.05
states that the Partnership "is expresslypermittedtoenter into transactions
with the GeneralPartnerorany affiliatethereofprovidedthat the terms of
any such transactionare substantiallyequivalent to terms obtainable by
the Partnershipfrom a comparable unaffiliated thirdparty. '7 Section
7.10(a), meanwhile, states that the General Partner shall "form an Audit
Committee... comprised of two members of the board of directors who
are not affiliated with the General Partner or its Affiliates except by reason
of such directorship.... Thefunction[] of the Audit Committee shall be to
review and approve... transactions between the Partnershipand the
GeneralPartnerand any of its Affiliates."'

Gotham contends that both sections of the Partnership Agreement
were breached. As to § 7.05, Gotham notes that an internal asset valuation
(the "Net Asset Valuation") prepared by the General Partner for the year
ending December 31, 1994 valued the Partnership's net asset value per unit
at $58 - four to five times the prices paid by HGI for units in the
Transactions.9 It also points to expert affidavits it has submitted expressing
the view that the block purchased by HGI could have sold for a higher price
in the market, as well as the fact that the Partnership bought back units at
twice the price HGI paid just a year later pursuant to the Repurchase Plan.'0
As to § 7.10(a), Gotham notes the undisputed fact that the Audit
Committee never met separately to "review and approve" the Challenged
Transactions. At the three brief meetings held to approve the Transactions,
the closest the Audit Committee members got to compliance with §7.10(a)
was the fact that they voted to approve certain of the Transactions with the
HGI Directors abstaining. At no time, however, did the Audit Committee
convene as an independent body, nor did it retain any outside advisors, but
contented itself with relying upon management and outside advisors who
owed their compensation to the General Partner and/or HGI.

'(emphasis added).
'(emphasis added).
9Hcaly Aff., Ex. 12.
"Norman Aff. Ex. 9, at 22, Ex. 51.
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Therefore, Gotham alleges that the General Partner breached its
duties under the Partnership Agreement (the "Contract Claim"). Gotham
also contends that the General Partner and the HGI Directors breached the
fiduciary duties of loyalty and care that they owed to the Partnership's
unitholders (the "Breach of Fiduciary Duty Claim"). HGI is alleged to
have aided and abetted these breaches of duty.
B. The Basis For The Defendants' Motion For Summary Judgment
The defendants, of course, tell quite a different tale in support of
their motion for summary judgment. They argue that the record is clear
that the Challenged Transactions were undertaken for a proper Partnership
purpose and fully comported with the terms ofthe Partnership Agreement.
With regards to substance, the defendants note that the Partnership
was not in the best of financial health as of October 1994, when the
Transactions were first approved in principle by the General Partner. The
early 1990s had been a rough period for real estate partnerships including
the Partnership at issue in this case. The Partnership's units were trading
at around $2 a pre-Split unit, and the Partnership had failed in efforts to
obtain a significant debt restructuring or capital infusion. By conducting
a reverse split and an odd-lot tender offer, the Partnership would bolster the
market price of units by increasing the unit price into the double digits,
offer liquidity to small holders without brokerage costs, reduce the
administrative costs the Partnership incurred to communicate with holders
of small blocks, and avoid any risk of having its units delisted (the units
having traded near the minimum dollar a unit AMEX listing level in late
1993).
Moreover, the defendants argue that the price paid by HGI was fair
because it tracked the market price that the Partnership paid in the Split and
the Odd-Lot Offer. In this regard, the defendants to some extent disclaim
the Partnership's own internal Net Asset Valuation, claiming that it was
simply something prepared for tax reporting purposes" and cannot be taken
seriously as an authentic value of the Partnership's assets.
Most significantly, however, the defendants note that their
procedural defense also answers the fair price point. According to the
defendants, the shares that were purchased by HGI and its affiliates in the

Challenged Transactions all constituted "issuances" of new Partnership

"Defs. Reply Br. at 33 & n.17 (stating that calculations were performed exclusively
for tax reporting purposes and were not intended to reflect, and did not reflect, an estimate ofthe
actual or fair market value of the properties).
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units and not mere "resales" of units purchased by the Partnership on the
market.
As a result, the defendants contend that § 9.01 of the Partnership
Agreement clearly governed the Transactions to the total exclusion of
§§ 7.05 and 7.10(a). Section 9.01 provides in pertinent part that:
(a)

Subject to Sections 9.01 (b) and (c) hereof, the General
Partner is authorized to cause the Partnership to issue
Units at any time or from time to time to the General
Partner, to Limited Partners or to other Persons...
without any consent or approval of the Limited,
Partners or Assignees. ... Subject to Section 9.01 (b)
hereof, the General Partner shall have sole and
complete discretionin determining the rights,powers,
preferences, andduties... andthe considerationand
terms, and conditions with respect to any future
issuance of Units.....

(b)

The General Partner or any Affiliate thereof may, but
is not obligated to, make Capital Contributions to the
Partnership in the form of cash or other property in
exchange for Units. Except as set forth above, the
number of Units issuedto the GeneralPartneror any
such Affiliate in exchangefor any CapitalContribution
shall not exceed the Net Agreed Value of the
contributedpropertyorthe amount of cash, as the case
may be, divided by the Unit Price of a Unit as of the
2
day of such issuance.'

The defendants claim that the Transactions were in fact carried out
as issuances under § 9.01 and that the price paid by HGI complied with the
floor set by § 9.01(b) for issuances to affiliates of the General Partner.
Noting that, subject to this floor price, § 9.01 (a) vests "sole and complete"
discretion to set the terms of issuances, the defendants claim that the plain
language of the Partnership Agreement precludes the operation of §§ 7.05
and 7.10(a). In further support of this argument, the defendants note that
§ 7.10(c) provides:

12Partnership Agreement § 9.01 (emphasis added).

