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Prior valuations of MCHC shares, including any
valuation ofPalmer Wireless' majority shares performed prior to Price's acquisition of such majority shares,
whether performed by or for Goldman Sachs and/or
Donaldson Lufkin.
B.

Tax Returns
Corporate tax returns of MCHC for 1997 through the
present, or, if consolidated, corporate tax returns
including MCHC finances since 1997.

In response to the April and November Demands, the Defendant
provided the Plaintiffs with audited and unaudited financial statements for
MCHC through November 2000. The Defendant, in response to the pending request for these documents, argues that the documents listed above
either have already been produced or do not exist.2 9 Regardless of whether
the documents have already been produced or do not exist at all, I do not
find that the Plaintiffs have shown that any valuations conducted by MCHC
(or related parties) or by third parties are essential for them to value their
shares. The testimony at trial indicated that the Plaintiffs' expert would be
"interested" in seeing these other valuations but failed to show how they
were necessary to his independent valuation of MCHC's shares." Thus, I
do not find that any prior valuations are essential for the Plaintiffs to value
their shares considering their access to audited and unaudited financial
statements.' With regard to the request for corporate tax returns, the
Defendant points out, and the Court recognizes, that the Plaintiffs' post-trial
request is broader in scope than their November Demand. In their demand,
the Plaintiffs only requested MCHC's corporate tax returns. In their posttrial brief, however, they request tax returns for other entities that may have
MCHC information embedded within them.
The necessity of the tax returns to a valuation of MCHC's shares is
a difficult issue because the necessity for MCHC's returns was not clearly

"'Defendant's Post-Trial Brief at 10-11; Tr. Ex. 15; see also supra note 15 (discussing
mootness).3
T.T. at 138.
31
Records reflecting "book value," cash flow projections, and operations projections
of management should be made available for Plaintiffs' inspection because they are "essential"
to valuation.
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shown either at trial or in post-trial briefing. 2 Moreover, the Court is
concerned by the attempt to enlarge the scope of the request after the trial.
In the past, however, this Court has allowed shareholders seeking to
value their shares access to the corporation's tax returns.33 Tax returns, and
the information that they contain, can provide valuable insight into the
corporation's affairs and, hence, can prove to be both useful and necessary
in effectively valuing the minority shares. In addition, inspection of these
documents, filed with Federal and state authorities, is not burdensome. For
that reason, I find that the Plaintiffs are entitled to examine MCHC's
corporate tax returns to the extent they exist. If, however, MCHC's tax
information is embedded within the tax returns of other entities, I find that
the Plaintiffs are allowed to examine the tax returns of those entities only
to the extent that MCHC's financial information is specifically delineated
in the returns. 34 Thus, the Plaintiffs are not entitled to non-MCHC
information in the tax returns of other entities.
In addition to the documents discussed in categories 1-5 above, the
Plaintiffs, in their April Demand, sought access to MCHC's stock ledger.
To date, MCHC has provided a partial list of stockholders, but not the
corporation's stock ledger. The list of stockholders is separate and distinct
from the stock ledger." Where a stockholder seeks access to the
corporation's stock ledger or list of shareholders, the burden is on the
corporation to show that the stockholder has not followed the compulsory
procedure or has an improper purpose.36 MCHC has not shown any reason
why the Plaintiffs should be denied access to the stock ledger and, thus,
Defendant must make the stock ledger available to the Plaintiffs.
To this point, the Court has addressed the Plaintiffs' requests without
regard to whether the Defendant has asserted that the records do not exist.
or have already been produced. Naturally, if the records to which the Court
has found the Plaintiffs are entitled do not exist, the Defendant has no duty
to do the impossible. Moreover, to the extent the documents have already
been provided to the Plaintiffs, there is no need for duplicative disclosures.

32

"[T]here will be items on a tax return that may have value from a valuation

perspective." T.T. at 126 (emphasis added).
33

See, e.g., Thomas & Betts Corp. v.Leviton Mfg. Co., Inc., Del. Ch., 685 A.2d 702

(1995), affd,
Del. Supr., 681 A.2d 1026, 1033 (1996).
34

While the Plaintifts' demand letter only seeks access to MCHC's tax returns, Iam not
convinced that they are, therefore, proscribed from gaining access to MCHC's tax information
included only inanother entity's return. To find otherwise inthis case would seem to elevate form
over substance and unnecessarily foreclose inquiry into a whole category of MCHC's financial
records merely because they are being used farther "upstream" in the ownership structure.
"See 8 Del. C. §§ 219 & 220.
368 Del. C. § 220(c).
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Affiliated Entitles

I have found that the Plaintiffs have shown the necessity for
inspection of three broad categories of books and records relating to their
investigation of corporate waste and mismanagement. Those records deal
with the "advances" to affiliates, the transfer of MCHC assets to affiliates,
and agreements between MCHC and its affiliates. MCHC asserts that there

are no supporting documents memorializing these items. Thus, the
Plaintiffs ask the Court to order that these same items be provided if they
are held by, and are considered documents of, an MCHC affiliate. For
instance, an e-mail from Price on PrCW computers to the controller to
transfer funds from MCHC to an affiliate might be considered a document
of PrCW instead of MCHC, but it relates directly to a disputed transaction
at the MCHC level.
Thus, I must consider the possibility that properly requested books
and records are in the possession of, or maintained for the benefit of,
MCHC, by Palmer Wireless or another ofthe entities of which Price is the
sole director or otherwise in control.
An initial issue is whether the Court can order PrCW or any other
affiliate to turn over documents or records they have concerning the
disputed MCHC transactions and agreements." For the Court to find in the
affirmative, it must clear two hurdles. First, is it appropriate in this case to
disregard or blur the lines between legally distinct corporate entities?
Second, is it procedurally possible to order a non-party to the action to
submit its books and records to an inspection by shareholders of another

company?
This Court has addressed requests to include the books and records
of subsidiary corporations in a § 220 action brought against the parent
corporation." Those subsidiaries were under the full control of the parent
and the "value" of the subsidiaries accrued to the parent. Thus, in seeking
to value the parent and, perhaps, in seeking to pursue other legitimate
shareholder purposes, the relevance of the subsidiary's books and records
to those lawful considerations of the shareholders of the parent is apparent.
Here, Plaintiffs have not shown, except to the extent noted below, that the

37

Defendant does not argue that documents are immune from the reach of § 220 merely
because they are in the possession of an affiliate. Defendant's Post-Trial Brief at 93. That
acquiescence does not fully resolve the issue because (putting aside any question as to whether
the documents exist) it is not clear if Defendant does rely upon a strict interpretation of whose
document it is (MCHC or one of its affiliates).
"See Landgartenv. York Research Corp., Del. Ch., C.A. No. 8417, mem. op., Berger,
V.C. (Feb. 3, 1988); Martin v. D.B. Martin Co., Del. Ch., 88 A. 612 (1913).
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books and records of the Price entities are relevant, or even helpful, to their
stated purposes. For example, consolidated financial records do not, at
least based on the record, show the contributions of MCHC. If the rest of
the Price entities are enormously profitable and MCHC is a losing effort,
or vice versa, the consolidated records will not assist Plaintiffs as to their
legitimate shareholder purposes.
There is, however, a set of conditions which would justify some of
the relief which Plaintiffs seek as to records held by other Price entities.
One of the Plaintiffs' concerns is the absence of any documents evidencing
the "advances" or transfers made by MCHC to other Price entities. It may
be that MCHC does not have the documents, but it may also be that they
exist elsewhere among the Price entities. If it is a document which MCHC
could, in the normal course of business, be expected to possess but, because
of the consolidated reporting or recording keeping framework implemented
by Price, MCHC does not have, then the Plaintiffs should have access to it.
The rights of shareholders secured by § 220 cannot be defeated simply by
having another entity hold the records relating to MCHC which MCHC
ordinarily would have. Thus, if there are documents in the possession or
control of Palmer Wireless or the other Price-controlled entities to which
MCHC is a party or which direct or record the transfer or disposition of its
assets, including "advances," and these documents would be subject to
inspection under § 220 if they were in the possession of MCHC, then they
are to be made available to the Plaintiffs. It may be that there are no
documents that fit this standard. It may also be that there are some
documents about which there may be legitimate questions as to whether or
not they fit the standard. The Court, however, in a § 220 proceeding does
not know exactly what books and records exist, and categorization, which
always involves some degree of ambiguity, is inevitable.
The final issue is whether the Court has the power to ignore the
separate corporate forms and direct the production of documents held by
other corporations. It is not necessary to ignore the corporate form because
all of the other Price corporations have only one director who is the same
director. Price, as director of MCHC, has the duty to assure that MCHC
complies with its § 220 obligations. By obtaining those documents that
deal directly with MCHC, which he will have the power to do because of
his multiple sole directorships, he simply is meeting his duties to MCHC
in providing MCHC documents to MCHC shareholders, without any
apparent risk of violating any duties that he may have to any of the other
corporate entities. While there has been no showing that the Price
corporate framework was established for the purpose of carrying out or
furthering any improper activities, the corporate structure cannot be
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employed to shield from inspection those documents, assuming that they
exist, to which Plaintiffs are entitled.
Plaintiffs are not entitled under § 220 to documents of the other
corporations which may shed light upon their concerns if they are not
documents to which MCHC is a party or if they are not documents which
relate to the handling of MCHC assets. Shareholders' inspection rights
under §220 are necessarily less than the rights which they have if they are
seeking discovery under Court of Chancery Rule 34 or other comparable
civil discovery rules."
III. CONCLUSION
For the reasons stated above, I find that the Plaintiffs have
established proper purposes for their demands and that inspection ofcertain
books and records is necessary to foster those proper purposes. Thus, they
are entitled to inspect those books and records of MCHC. The scope of
that inspection, however, is limited as noted in this Memorandum Opinion.
Counsel shall confer upon and submit a form of Order reflecting the
parameters established by this Memorandum Opinion.

GIBRALT CAPITAL CORP. v. SMITH
No. 17,422
Court of Chancery of the State of Delaware,New Castle
May 8, 2001
Stephen E. Jenkins, Esquire, and Richard D. Heins, Esquire, of Ashby &
Geddes, Wilmington, Delaware, for plaintiff.

9

See Carapico v. PhiladelphiaStock Exch., Inc., Del. Ch., C.A. No. 16764, mem. op.
at 10 n.13, Lamb, V.C. (Sept. 27, 2000).
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Brett D. Fallon, Esquire, of Morris, James, Hitchens & Williams, LLP,
Wilmington, Delaware; and James V. Kearney, Esquire, of Latham &
Watkins, New York, New York, for defendants Michael J. Smith, Jimmy
S.H. Lee, Roy Zanatta, Oq-Hyun Chin, and MFC Bancorp Ltd.
John L. Reed, Esquire, of Duane, Morris & Heckscher, LLP, Wilmington,
Delaware, for nominal defendant Drummond Financial Corporation.
JACOBS, Vice Chancellor

A shareholder of Drummond Financial Corporation ("Drummond"
or "the Company") brings this action both individually and derivatively on
Drummond's behalf. The plaintiff claims that the defendants, who controlled Drummond, effected numerous self-dealing stock and bond transactions
designed specifically to bleed the Company of its cash. The plaintiff also
claims that the defendants usurped a corporate opportunity belonging to
Drummond. The plaintiff seeks damages and equitable relief, including the
appointment of a liquidating receiver.
The defendants have moved to dismiss the complaint for failure to
state a claim and for lack of personal jurisdiction over Drummond's
controlling stockholder. This is the Opinion of the Court on that motion.
I. FACTUAL BACKGROUND
The facts recited herein are based on the well-pled allegations of the
complaint.
This lawsuit grows out of an earlier action brought by the plaintiff,
Gibralt Capital Corporation (the "plaintiff' or "Gibralt"), to inspect
Drummond's books and records under 8 Del. C. § 220. Based on the
documents produced in that action, Gibralt commenced this lawsuit. After
the defendants moved to dismiss the original complaint, Gibralt filed an
Amended and Supplemental Derivative and Class Action Complaint and
Petition For a Receiver (the "complaint"), which is the subject of the
pending motion to dismiss.
A.

The Parties

Gibralt is a shareholder of Drummond, and at all relevant times has
held approximately 21% of Drummond's common stock. Drummond,
which is a nominal defendant, is a Delaware corporation whose principal
place of business is currently Geneva, Switzerland. Drummond's business

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 27

activities have included merchant banking and asset-based commercial
lending. Drummond stock is listed on the NASDAQ system, but trades
infrequently.
Besides Drummond, Gibralt has named five defendants, four of
which are Drummond directors: Michael Smith ("Smith"), Jimmy Lee
("Lee"), Roy Zanatta ("Zanatta"), and Oq-Hyun Chin ("Chin").
Smith is Chairman, President and Chief Financial Officer of
Drummond, and has been a director since March 1995. Since June 1996,
Smith has also been the President and a director ofthe corporate defendant,
MFC Bancorp, Ltd. ("MFC"), which is Drummond's controlling
stockholder. By virtue of those positions, Smith controls Drummond. In
late 1996, Mr. Smith became a director of Ichor International ("Ichor"), a
publicly traded company that was a controlled subsidiary of Drummond;
and he was also a director of Logan International Corporation ("Logan"),
a State of Washington corporation that is controlled by MFC.
Defendant Lee who is a citizen of the Republic of Korea, was
appointed to Drummond's board in March 1995, but stepped down in late
1996 or early 1997.' Lee also was a director of Logan.
Defendant Zanatta is a Canadian citizen who at all relevant times
was vice president, secretary and one of Drummond's three directors.
Zanatta is also an employee and director of MFC, which paid him over
$293,000 of compensation in 1998, and awarded him options for 125,000
MFC shares during the three years before this action was filed. Zanatta is
also an officer and director of several other companies that Smith controls.
Defendant Chin, a citizen of the Republic of Korea, is the third
current director of Drummond. Chin is also a director of MFC.
The fifth defendant, MFC, is alleged to own a majority of the voting
stock of Drummond, and to have exercised actual control over Drummond
since at least June 1996. MFC is controlled and dominated by Smith.
B.

The Challenged Transactions
1.

The Preferred Stock Transactions

A major subject of the complaint is a series of transactions by which
the defendants gained 76% voting control over the Company. In June
1996, MFC obtained a large minority stock interest that represented
effective control over Drummond. MFC could not acquire more than 35%
voting control at that point, however, because of an anti-takeover provision

'Complaint, at

12.
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in a bond indenture between Drummond and its bondholders. The
defendants could gain voting control only by eliminating that indenture
provision, which they did by means of the transactions next described.
First, in June 1996, the defendants caused Drummond to issue 3
million shares of preferred voting stock, worth $6 million, to MFC.
Simultaneously, the defendants caused Drummond to purchase $6 million
of preferred stock in Logan, which MFC effectively controlled.
Immediately thereafter, the defendants caused Logan to purchase $6
million of MFC's preferred stock. The end result of this "round robin" was
that each of these entities ended up with the same amount of capital that it
had before the transaction, yet MFC was able to gain control of Drummond
without spending any of its own funds, by virtue of the voting preferred
stock Drummond had issued to MFC.
To give this transaction legal effect, MFC caused Drummond to file,
with the Delaware Secretary of State, a certificate of designation for the
newly-issued preferred stock. That certificate provided that each of those
three million preferred shares had one vote. The certificate further
provided, however, that no single stockholder could hold more than 35%
of the Company's voting stock unless the indenture was amended.
Next, in the fall of 1996, the defendants caused Drummond to enter
into an agreement with the agent for the Company's bondholders, which
permitted the bond indenture to be amended to allow MFC to control up to
49% of the Company's voting stock. Finally, in 1998, MFC acquired all of
Drummond's outstanding bonds at a discount, which purchase enabled
MFC to amend the indenture to eliminate the voting power restriction
altogether. That enabled MFC to increase its voting power in Drummond
to its present 76% level.
In this manner, Gibralt claims, MFC acquired absolute control over
Drummond without paying a control premium. Indeed, Gibralt argues, by
virtue of these circular preferred-stock transactions, MFC effectively
acquired absolute control of Drummond for nothing. Gibralt also claims
that two material facts, namely, (i) MFC's use of the Drummond preferred
stock to acquire absolute control of the Company by modifying the
indenture, and (ii) Logan's acquisition of MFC preferred stock to complete
the circular transactions that resulted in MFC obtaining control over
Drummond-were not disclosed to Drummond's stockholders.
2.

The Ichor Transactions

After the defendants established control over Drummond and Logan,
they next effected a series of complex transactions that gave MFC majority
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control over a Drummond subsidiary, PDG Remediation, Inc., now called
Ichor Corporation ("Ichor"). The complaint alleges that the defendants (i)
caused Ichor to issue preferred stock to MFC and its affiliates on
questionable terms, and (ii) caused Drummond to sell approximately 17%
of its Ichor stock to the defendants and/or their affiliates at a deep discount.
These transactions were not disclosed to Drummond's stockholders either.
3.

The Sale of the Enviropur Loan to Logan

In the fall of 1996, Drummond had an outstanding loan receivable
from Enviropur Waste Refining and Technology, Inc. ("Enviropur"). That
loan was secured by, among other things, the assets of a waste-oil recycling
facility located in Illinois. In December 1996, MFC and Smith caused
Logan (then controlled by MFC) to buy the Enviropur loan from
Drummond (also controlled by MFC) for $2.4 million.
Logan immediately then sold the loan to Ichor, which then was also
majority controlled by Drummond.' In exchange, Ichor gave Logan a
promissory note for $1.4 million, that carried an 8% interest rate; plus 2.5
million shares of Ichor common stock. As a result, Logan obtained 50.3%
voting control of Ichor. Moreover, Logan received from Ichor consideration worth $3 million, for an asset Drummond had sold to Logan only
moments before, for $2.4 million.' Thus, plaintiff claims, $600,000 of
immediate value, as well as voting control of Ichor, were transferred from
Drummond to Logan for no consideration in a transaction that could have
been structured to benefit Drummond. That is, Drummond, rather than
Logan, could have received the promissory note and. the Ichor stock that
Ichor had transferred to Logan to acquire the loan. Had that been done,
plaintiff alleges, Drummond would have maintained majority control of
Ichor.
The only disclosure of this transaction that was made to Drummond
shareholders (months later, when the Company filed its Form 1OQ on
February 14, 1997) was the fact that Drummond had sold the loan to
Logan. Smith, Zanatta and MFC knew that fact, yet did not cause
Drummond to disclose that Logan had immediately resold the loan to
Ichor for a $600,000 profit.

2

The boards of all three companies were controlled by MFC, Smith and Zanatta. In
addition, Lee sat on the Logan board.
3
Assuming that the Ichor shares issued to Logan were valued at S.82 per share-the
price Drummond paid for its Ichor stock only weeks before this transaction-and that the
promissory note was valued at par ($1.4 million).
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4.

The Drummond Bond Transactions

In 1997, the defendants caused the Company to repurchase
Drummond bonds from MFC or its affiliates at a substantial premium.

That repurchase cost the Company millions of dollars. In addition, in 1998
MFC launched an "exchange offer" whereby MFC offered to exchange its
own bonds, having an aggregate par of $16 million, for the outstanding
Drummond bonds worth approximately $26 million. Although the
Company received no benefit from that exchange offer, Drummond, not
MFC, paid the costs of the offer. The party that benefited was MFC, which
obtained the bonds at a discount, partly by the use of confidential financial
information about the Company.
5.

Other Transactions

In addition to the transactions previously described, the complaint
claims other breaches of duty allegedly committed by the defendants.
Specifically, Smith repeatedly caused Drummond to invest in the securities
of MFC and Mercer with no benefit to Drummond; and he also caused
Drummond to make large, interest-free loans to affiliates of MFC. For
example, in 1997, the Company was caused to make interest-free loans and
"advances" to Sutton Park. On June 30, 1997 Drummond was caused to
make identical $4.7 million advances to "Blake Limited" and "Harping
Management," two entities apparently affiliated with Smith. The
defendants are also charged with having caused Drummond to pay
excessive fees, commissions and other expenses to MFC, Smith, Zanatta
and others.

These transactions form the subject matter of the complaint. The
relief that Gibralt requests includes damages, an accounting, and the
appointment of a receiver to manage Drummond. As earlier noted, the
defendants have responded by moving to dismiss for failure to state a claim
and for lack of personal jurisdiction over MFC. The bases for this motion
are next discussed.
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H. THE PARTIES' CONTENTIONS
AND THE GOVERNING LAW

The complaint alleges two sets of claims. The first is that the
defendants failed to disclose to the Drummond shareholders material facts
relating to the self-dealing transactions described above. The second set of
claims attacks the self-dealing transactions themselves, as constituting
breaches by the defendants of their fiduciary duties owed to Drummond
and its shareholders.
The defendants' challenge to the complaint is two-fold. First, the
defendants argue that the Court lacks personal jurisdiction over MFC,
which is said to be a foreign corporation having no ties to Delaware.
Second, the defendants contend that all but two of the nine Counts of the
complaint fail to state a claim upon which relief may be granted."
Specifically, the defendants urge that Gibralt's disclosure claims should be
dismissed because the alleged non-disclosures were not material, and
because the pled facts are insufficient to support an inference of
materiality. In addition, the defendants argue that the substantive fiduciary
duty claims are themselves not legally cognizable.
A motion to dismiss for lack ofjurisdiction under Court of Chancery
Rule 12(b)(2) presents a factual matter that may be resolved on the basis
of the complaint or evidence extrinsic to the complaint. Thus, a Rule
12(b)(2) motion differs from a Rule 12(b)(6) motion inthat the Court is not
constrained simply to accept the well pleaded allegation of the complaint
as true.'
On a motion to dismiss under Court of Chancery Rule 12(b)(6),
however, the Court must take the well-pled facts of the complaint as true
and construe them in the light most favorable to the non-moving party.6 A
complaint will be dismissed only where it appears with reasonablecertainty
that under no set of facts that could be proven to support the claims
asserted, would the plaintiff be entitled to relief.7 The Rule 12(b)(2) and
12(b)(6) issues are analyzed in accordance with these standards.

'Counts m and IV are not contested by the defendants at this stage, and will therefore
not be discussed. In addition, two claims under Court II, found at 74(a) and (f) ofthe complaint,
are similarly not contested or addressed.
'See, HartHolding Co. v. Drexel BurnhamLambert Inc., Del. Ch., 593 A.2d 535,538
(1991). In this case the motion is resolved on the basis of the allegations of the complaint, as no
extrinsic evidence has been presented.
6
1n re Tri-StarPictures, Inc. Litig., Del. Supr., 634 A.2d 319, 326 (1993).
7
Id.
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III. ANALYSIS
A.

Whether This Court Has Personal Jurisdiction Over MFC
1.

Under the Delaware Long Arm Statute

The Court first addresses the threshold issue of whether this Court
has personal jurisdiction over MFC,the corporate defendant. MFC argues
that Gibralt cannot establish personal jurisdiction over it in Delaware,
because the complaint fails to allege facts that satisfy any of the six
jurisdictional criteria in 10 Del. C. § 3104, Delaware's general long arm
statute.
The plaintiff s claim of personal jurisdiction over MFC rests upon
only one of the statutory categories, namely, that MFC "transacted business
in Delaware."8 Gibralt argues that by causing Drummond to amend its
charter twice, first to expand the Company's authority to engage in other
lines of business and second, to designate the terms of the preferred stock;
and also by otherwise exercising control over Drummond, MFC "transacted
business" in Delaware within the meaning of § 3104(c)(1).
MFC responds that the "business" that it allegedly transacted in
Delaware, namely, causing Drummond to amend its charter, does not
constitute "doing business" within the meaning of the statute. On this issue
MEC has the better side of the argument.
As was stated in United States v. ConsolidatedRail Corp., "[t]he

language of [§ 3104(c)(1)] requires that some action by the defendant occur
within the state".9 Here, it is not alleged that MFCtook action in Delaware,
but only that MFC caused another person to take action in Delaware. The
only connection alleged between MFC and Delaware is MFC's ownership
of a controlling interest in Drummond stock. As a general rule, ownership
of stock in a Delaware corporation, without more, will not suffice to
Although transactions
establish general in personam jurisdiction.'
between MFC and Drummond did occur, none of those transactions are
alleged to have taken place in Delaware. For that reason, I conclude that
personal jurisdiction over MFC cannot be predicated upon the Delaware
long arm statute.

10 Del. C § 3104(c)(I).
'674 F. Supp. 138, 142 (D. Del. 1987) (emphasis added).
' 0OutokumpuEng'gEnters.,Inc. v. Kvaerner EnviroPower, Inc., Del. Super., 685 A.2d
724 n.1 (1996).
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Under the Conspiracy Theory

The alternative theory upon which the plaintiff seeks to obtain
personal jurisdiction over MFC is the common law "conspiracy theory" of
jurisdiction. Under that theory, a nonresident defendant who conspires
with a defendant that is subject to jurisdiction in Delaware, to breach a duty
owed to the plaintiff, would also be subject to in personam jurisdiction in
Delaware. If Gibralt is able to establish jurisdiction under the conspiracy
theory, its inability to establish jurisdiction under the long arm statute is
irrelevant.
To establish personal jurisdiction over MFC under the conspiracy
theory, a plaintiff must show that:
(1) a conspiracy to defraud existed; (2) the defendant
was a member of that conspiracy; (3) a substantial act or
substantial effect in furtherance of the conspiracy occurred in
the forum state; (4) the defendant knew or had reason to know
of the act in the forum state or that acts outside the forum
state would have an effect in the forum state; and (5)the act
in, or effect on, the forum state was a direct and foreseeable
result of the conduct in furtherance of the conspiracy."
I am satisfied, for the following reasons that the plaintiff has established
that MFC meets all of these requirements.
Eirst. the complaint alleges that a conspiracy existed to obtain
majority control of Drummond by amending Drummond's charter to
authorize the creation of new preferred stock, filing the certificate of
designation in Delaware, and then issuing the preferred stock to MFC.
Specifically, MFC first caused Drummond to amend its charter to allow it
to engage in "any lawful activities." That amendment was required to
enable Drummond to enter into the merchant banking business. The
existence and significance of the conspiracy is alleged to be as follows:
as a crucial part of their stripping of Drunmond's assets,...
MFC . . . caused Drummond to amend its certificate of

:incorporation to allow the Company to engage in 'any lawful

"InstituloBancarioltalianoSpAv. HunterEng 'gCo., Dep. Supr., 449 A.2d 210, 225
(1982).
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activity.' The... primary purpose for this amendment was to
allow MFC to gain access to Drummond's cash." 2
Next, MFC caused Drummond to amend its charter a second time,
by its filing a certificate of designation defining the terms of the preferred
stock that the defendants caused Drummond to issue to MFC.
Second, the complaint alleges that MFC was a member of the
conspiracy. It was MFC that is claimed to have caused the Drummond
board to undertake the charter amendment and file the certificate of
designation.
Thir the filing of the certificate of amendment and the certificate
of designation "constituted... act[s] within the State of Delaware and one
step in a part of a conspiracy that allowed the defendants to take other
wrongful acts that allowed them to gut Drummond."' 3 That is, the filing of
the two certificates were substantial acts in furtherance of the
conspiracy-acts that took place in Delaware.
Fourth it is alleged that MFC knew of the acts that occurred in
Delaware and knew that those acts would have an effect in the forum state;
otherwise, MFC would have had no reason to cause Drummond to amend
its charter.
Ei& those amendments are what enabled the defendants to exercise
control over Drummond and, ultimately to accomplish the self-dealing
transactions by which Drummond was stripped of its assets. Specifically,
the complaint alleges that in 1996, MEC acquire 48% of the outstanding
common stock of Logan. In mid- 1996, MFC gained effective control over
Drummond, and thereafter, used its control over Logan and Drummond to
gain absolute voting control of both corporations, by having each company
issue new preferred shares having almost identical economic terms."
MFC caused Drummond to file a certificate of designation, signed
by defendant Lee, for the newly issued shares in July 1996. That filing is
claimed to have constituted a wrongful act within Delaware, and is an
integral part of the chain of events that led to MFC's eventual seizure of
absolute control over Drummond in the fall of 1996. That seizure would
not have been legally possible without the certificate amendments and the
filing of the certificate of designation.

2
Complaint, atl 17.
"Complaint, atl 17.
"4MFC bought $6 million of Drummond voting preferred stock; Drummond bought $6
million of Logan voting preferred stock; and Logan bought $6 million of MFC preferred stock.
Through these circular issuances of preferred stock, MFC obtained majority control over Logan,
and eventually obtained majority control over Drummond as well.
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I am mindful that the "conspiracy theory" is not invoked lightly, and
has only rarely been invoked successfully as a basis for personal
jurisdiction. The complaint in this case, however, alleges facts that are
sufficient to implicate that theory of personal jurisdiction as to MFC. The
defendants' motion to dismiss MFC for lack of personal jurisdiction will
therefore be denied.
Having resolved the jurisdictional issue, I next address the
defendants' several challenges to the legal sufficiency of the plaintiffs
claims for relief.
B.

The Disclosure Claims

Count VIII of the complaint alleges that the defendants violated their
fiduciary duty of disclosure in various respects. Specifically, the complaint
claims that the defendants, when seeking election to the Drummond board,
had a duty to disclose their many conflicts of interest, which duty the
defendants breached by electing to disclose only some of those conflicts
and to conceal the rest from Drummond's stockholders. In addition, the
plaintiff alleges five other disclosure violations, which arise out of: (1) the
Logan purchase of the MFC preferred stock, (2) the sale of the Enviropur
loan to Logan, (3) the omission to report all self-dealing transactions
involving fees, commissions and other items, (4) the omission to disclose
a $14 million loan by Drummond to MFC, only $12 million of which was
repaid, and (5) the omission to disclose the terms of the bond repurchase
program.
For a duty of disclosure claim to survive a motion to dismiss, a
plaintiff must allege that the fiduciary (i) disseminated (ii) materially false
and misleading information (iii) resulting in (iv) injury to the
stockholders.' 5 The defendants argue that the complaint fails to meet this
standard, because it does not sufficiently plead that Drummond
stockholders would have considered any of the alleged self-dealing
transactions to be material. In addition, the defendants contend, the
complaint fails to plead that Drummond stockholders suffered any actual,
quantifiable damage that resulted from any of the omitted disclosures.
The plaintiff responds that the complaint establishes that the
nondisclosed facts were material because by concealing those facts the

"See Malone v. Brincat, Del. Supr., 722 A.2d 5, 9, 12 (1998); see also O'Reilly v.
Transworld Healthcare,Inc., Del. Ch., 745 A.2d 902, 920 (1999).
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defendants were able to continue engaging in self-dealing transactions at
the Company's expense. Moreover, Gibralt claims, had Drummond's
stockholders been told of the transactions, they could have waged a proxy
fight to wrest control of the Company or, alternatively, sued to enjoin the
transactions rather than having to bring this action for damages after the
fact. -In addition, the plaintiff contends that it has adequately pled damage
to Drummond and its stockholders, because the complaint alleges that as
a result of these transactions, Drummond was rendered insolvent.
The complaint, in my view, adequately alleges breaches of the
defendants' fiduciary duty of disclosure. That pleading makes it clear that
the defendants disclosed some, but not all, of their self-interested
transactions. An omitted fact is material if there is a substantial likelihood
that a reasonable shareholder would consider it important in deciding how
to vote.'" The plaintiff must show a substantial likelihood that the
disclosure of the omitted fact would have been viewed by the reasonable
investor as having significantly altered the "total mix" of information made
available.' 7 Although the complaint does not state in haec verba that the
undisclosed transactions were material, their materiality is inferable from
the facts that are alleged, namely, that (a) the concealment of the
undisclosed information enabled the defendants to continue engaging in
self-dealing transactions at the Company's expense, and (b) had the
plaintiff and Drummond's other public stockholders been aware of these
transactions, that knowledge would likely have influenced how the plaintiff
and Drummond's other public stockholders voted.
Finally, the
nondisclosures, by keeping Gibralt in the dark, prevented it from taking any
corrective action such as filing an action for injunctive relief or waging a
proxy fight for control of the Company. For these reasons, I find that the
plaintiff has adequately pled that the alleged undisclosed facts were
material.
The complaint also fairly alleges resulting injury to the Company
and its shareholders. The plaintiff describes a series of transactions
undertaken by the defendants that systematically looted Drummond and
drove it into insolvency. Taking these allegations as true--as I must on
this motion-they show that the plaintiff was significantly damaged by the
loss in value of its investment that was caused by the defendants'
wrongdoing.

"ITSC Industries v. Northway, Inc., 426 U.S. 438 (1976) (cited with approval in
Rosenblatt v. Getty Oil Co., Del. Supr., 493 A.2d 929, 944-45 (1985).
7
See, Loudon v. Archer-Daniels-Midland Company, Del. Supr., 700 A.2d 135, 143
(1997).
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For the preceding reasons, Count VIII of the complaint states
cognizable disclosure claims and will not be dismissed.
C. Whether a Receiver Should Be Appointed
Count IX of the complaint asserts a claim for the appointment of a
liquidating receiver for an insolvent corporation under 8 Del. C. §291. A
corporation is insolvent for purposes of § 291 if (i) it is unable to pay its
current expenses as they mature in the usual course of business; or (ii) it
suffers a deficiency of assets below liabilities (i.e., a negative net worth)
with no reasonable prospect that the business can be continued in the face
thereof."
The defendants contend that Gibralt's claim for the appointment of
a receiver must be dismissed, for two reasons. First, they argue that the
complaint makes no allegation of insolvency, in the sense that the
Company is unable to meet its expenses as they come due. Second,
defendants argue that the complaint pleads no threatened imminent loss
that can be remedied only by a receivership.
The plaintiff responds that the complaint does allege that the
Company is insolvent, and that two of the defendants have so admitted.' 9
Gibralt further argues that a receiver is necessary because the defendants
continue to control the company and it is they who drove Drummond into
insolvency.
In my view, the claim to appoint a receiver is legally sufficient. The
complaint alleges that Drummond is insolvent: it states that "[i]f
Drummond pays the note to MFC, there will be nothing left of
Drummond,"2 and that "Mr. Zanatta flatly told Gibralt that Drummond
intended to eventually redeem all of the bonds from MFC at par, which he
acknowledges will leave essentially no value in the company."'" The
plaintiff has also sufficiently pled that the activities of the defendants,
detailed elsewhere in this Opinion, are what placed Drummond in its
current financial crisis. Lastly, a receivership is the only remedy that will
oust the defendants from their controlling positions in Drummond. For
those reasons, the claim for appointment of a liquidating receiver survives
this dismissal motion.

"See, Banks v. ChristinaCopperMines, Inc., Del. Ch., 99 A.2d 504 (1953), see also
Siple v. S&KPlumbing &Heating,Inc., Del. Ch., C.A. No. 6731, Brown, V.C. (April 13, 1982).
"Complaint at 64 and 88.
2
Complaint, at 88.
"Complaint, at 64.

2002]

D.

UNREPORTED CASES

Whether the Bond Exchange Usurped
A Corporate Opportunity of Drummond

In Count VI, the plaintiffs claim that in March 1998 MFC exchanged
approximately $18 million of its own bonds for Drummond bonds worth
$26 million. The Drummond bonds MFC acquired were later exchanged
for a promissory note secured by all of Drummond's assets. Drummond
paid all the costs of, yet it received no benefit from, that exchange. Rather,
Gibralt alleges, because the defendants had previously stripped the
Company of its cash, Drummond was rendered unable to take advantage of
the opportunity to buy back its own bonds at the then-low market price.
Instead, the defendants captured that opportunity for themselves and forced
Drummond to pay their expenses, which conferred no benefit on the
Company. As a consequence of this wrongdoing, the plaintiff claims,
Drummond is entitled to an order canceling the promissory note and
reimbursing it for all the transaction costs the Company was forced to
incur.
The defendants respond that the complaint states no cognizable
claim, because it alleges no facts that Drummond was financially able to
repurchase its own bonds in early 1998.22 Moreover, the defendants urge,
the allegation that Drummond lacked sufficient funds because of the
defendants' wrongdoing is both legally irrelevant and an admission that is
fatal to the corporate opportunity claim.
I concur that the plaintiff has not stated a cognizable claim for
usurpation of a corporate opportunity. To plead such a claim, the plaintiff
must plead (inter alia) facts that demonstrate that the company had the
financial means to take advantage of the alleged opportunity." The pled
facts clearly show that Drummond did not have enough cash to repurchase
all or even some of the bonds at the time MFC purchased them. For that
reason, insofar as it alleges usurpation of a corporate opportunity, Count VI
cannot survive this motion.
Although Count VI does not state a cognizable claim for usurpation
of a corporate opportunity, it does not follow that that Count must be
dismissed. Conduct that does not run afoul of the corporate opportunity
doctrine may nonetheless constitute a violation of the broader, and more
fundamental, fiduciary duty of loyalty.' The conduct alleged in Count VI
22
See Benerofe v. Cha, Del. Ch., C.A. No. 14614, Chandler, C., Mem. Op. at 10
(Feb. 20, 1998) (to state a claim for usurpation ofcorporate opportunity, plaintiff must allege that
corporation had ability to exploit allegedly misappropriated opportunity).
'See id.
4
See, e.g., Johnston v. Greene, Del. Supr., 121 A.2d 919 (1956).
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appears to be of that character. At this stage the Court cannot conclude as
a matter of law that the pled facts would not justify a grant of relief under
any circumstances. Accordingly, insofar as Count VI alleges a breach of
the defendants' fiduciary duty of loyalty, that claim will stand.
E.

The 1997 Bond Repurchase

In Count V, the plaintiff alleges that in May 1997, Drummond was
caused to repurchase $14.4 million of its bonds for approximately $13.4
million-an amount that was significantly higher than the prevailing
market price.25 The bonds were repurchased from MFC and its affiliates,
which previously had purchased those bonds at prices significantly below
$13.4 million. Gibralt alleges that the purpose of this self-dealing
repurchase transaction was to funnel money to MFC and its affiliates at the
expense of Drummond. In the alternative, the plaintiff claims that the bond
repurchase constituted waste.
The defendants respond that Gibralt has not stated a cognizable
claim for self-dealing, because its allegations neither directly state, nor
permit an inference, that the defendants and their affiliates were the sellers
of the bonds.26 Because the Court cannot infer that the defendants were the
sellers, the defendants argue, the only claim that is alleged is waste. That
claim, defendants insist, cannot survive because the complaint does not
allege that the price Drummond paid for these bonds was above market, or
otherwise was so excessive as to satisfy the demanding test for corporate
waste.
I find, contrary to the defendants' position, that the complaint's
allegations raise the inference that MFC was the seller of the bonds. The
complaint specifically pleads that MFC was the seller of some of the
bonds.27 It further alleges that MFC's financial statements disclose the sale
of a large block of Drummond bonds, 2 and that the plaintiff communicated
with every other large Drummond bondholder, each of which denied that
it had sold the bonds to Drummond at a premium. Indeed, those
bondholders told the plaintiffthat the Company had never approached them
25

Drummond is alleged to have paid $82 per hundred, significantly above the market
price, which ranged from $54.50 to $72.50 per hundred for the quarter ending June 30, 1997.
Complaint,2 at 52.
'McMillan v. IntercargoCorp., Del. Ch., C.A. No. 16963, Strine, V.C., Mem. Op. at
15 (April 20, 2000) ("neither inferences nor conclusions of fact unsupported by allegations of
specific facts... are accepted as true") (quoting In re Lukens Inc. Shareholder Litig., Del. Ch.,
Cons. C.A. No. 16102, Lamb, V.C., Mem. Op. at 10-11 (Dec. 1, 1999)).
"Complaint,
at 55.
2
81d.

2002]

UNREPORTED CASES

about a possible bond repurchase.29 Because the other large bondholders
were not the sellers, it is logically inferable, by process of elimination, that
the seller was MFC-the only other large bondholder. That being the
defendants' only argument, the claim survives the motion to dismiss."
F.

The Preferred Stock Issuance
1.

The Three-Step-Acguisition of Control of Drummond

Count I claims that the defendants breached their fiduciary duty in
connection with MFC's acquisition of control of Drummond. More
specifically, Count I alleges that the issuance of voting preferred stock to
MFC violated the defendants' fiduciary duties to the Drummond minority,
because the transaction had no economic substance and was designed
solely to enable MFC to capture absolute control of Drummond without
paying a control premium. The plaintiff alleges that Smith (who controlled
and was a director of both MFC and Drummond), Zanatta (who was an
employee of MF), and Lee (who had substantial ties to Smith) all had
material conflicts of interest when they voted to approve the transactions.
Therefore, Gibralt urges, the defendants breached their fiduciary duties of
loyalty by approving this self-dealing transaction that conferred no benefit
on Drummond.
The defendants respond, first, that the claim is barred by the doctrine
of laches and the three-year statute of limitations in 10 Del. C. § 8106,
because (i) the transaction was fully and completely disclosed to
Drummond stockholders in Drummond's June 27, 1996 Form 8-K, yet (ii)
the original complaint was not filed until September 17, 1999, over three
years later. Gibralt responds that this claim is not barred by the statute of
limitations or laches, because the claim was equitably tolled until such time
as the stockholders learned or should have discovered the breach of duty."
At this stage I am unable to conclude as a matter of law that this
claim is time-barred, because the complaint alleges facts that implicate the
doctrine of equitable tolling. It is correct that more than three years elapsed
between the first of the series of transactions complained of, and the filing
of the original complaint. The issuance of the preferred stock was only the
first step in a series of transactions, accomplished by defendants, whereby

29

1d. at

54.

"0 Because the Count survives as a claim for breach of fiduciary duty, the Court need
not address whether Count V also states a legally sufficient claim for waste.
31

Plaintiff relies on Kahn v. Seaboard Corp., Del. Ch., 625 A.2d 269 (1993).
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MFC obtained absolute control over Drummond. But, there also were
other steps: the defendants caused Drummond to purchase $6 million of
Logan preferred stock, and then caused Logan to purchase $6 million of
MFC stock. By means of these three transactions, MFC gained absolute
control over both Drummond and Logan. The first two of these transactions were publicly disclosed. The problem for defendants is that
material facts about the third were not.
Specifically, the defendants did not disclose the Logan purchase of
MFC stock. Had defendants done that, then the true nature of the
transaction would have been apparent-the seizure of control, in which
event the shareholders would have been on inquiry notice of a potential
claim of wrongdoing. But, the defendants' nondisclosure of Logan's
participation enabled the other two components of the three-part
transaction-which were disclosed-to be portrayed (misleadingly) as
simply an investment by MFC in Drummond that enabled Drummond to
invest the proceeds in Logan securities.
The disclosure of one component of this transaction cannot operate
to put the stockholders on notice of a claim that the entire transaction
constituted a breach of duty.3" Here, the entire three-step transaction is
what is said to constitute the alleged breach of duty. Because the third step
was not disclosed, the statute of limitations was equitably tolled as to the
entire claim until such time as the stockholders were properly put on notice
that a potentially actionable wrong had been committed.33 What is
uncertain on the present record is the precise time when the stockholders
of Drummond were put on inquiry notice. Because that is a factual matter
which cannot presently be determined from the complaint, Count I will not
be dismissed on the basis that it is time-barred.
2.

Modification of the Indenture

The second claim alleged in Count I is that the defendants breached
their fiduciary duty by modifying Drummond's bond indenture to delete its
anti-takeover provision. The defendants argue that Drummond's shareholders lack standing to assert this claim, because the eliminated provision
protected bondholders, not stockholders. In addition, defendants urge, the
complaint alleges that MFC, which owned 35% of Drummond's voting
32
n reMaxxam,Inc./FederatedDevelopmentStockholderLitigation,Del. Ch, Consol.
C.A. No. 12111, Jacobs, V.C., Mem. Op. at 17, n.5 (June 21, 1995).
3
Because the plaintiffs delay in bringing this action is attributable to the defendants'

nondisclosure of facts that would have alerted the plaintiff to the existence of a claim, the delay
was not "unreasonable," and therefore the defense of laches would not apply.
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stock, already had effective voting control at the time of the indenture
revision, and that after the modification, MFC owned 49%. Thus, the
defendants argue that because the 14% increase in MFC's voting power had
no practical effect on its already formidable ability to influence
Drummond's actions, the bond indenture modification caused no harm to
the stockholders. Indeed, defendants say, the complaint does not allege
that the amendment was either unfair to Drummond or that it benefited
MFC at the expense of Drummond's other stockholders.
Gibralt responds that it has standing to challenge the modification of
the indenture, whose sole purpose was to enlarge Smith's and MFC's voting
control over Drummond, because Drummond's shareholders were intended
beneficiaries of the anti-takeover provision in two respects. First, the
provision made an unwanted acquisition of Drummond more difficult;
second, the Company benefited from the value that a potential control
premium added to the market price of its stock. In all events, the plaintiff
argues, whether or not the indenture amendment harmed Drummond or its
stockholders presents a factual issue that cannot be decided at this stage.
The plaintiff also argues that MFC's increase in ownership from 35% to
49% was significant and did harm Drummond's stockholders, because as
a practical matter it eliminated the risk that Gibralt and the other public
stockholders could join forces to oust MFC from board control.
I conclude that the elimination of the voting plower
restriction
provision of the indenture,per se, does not state a cognizable claim. Here,
it is claimed that the modification of the indenture resulted in the deletion
of a provision that was designed to prevent the ouster of Drummond's
management, by making it more difficult for any bidder to take control of
Drummond. That provision was intended to protect Drummond's bondholders. And although Drummond's shareholders may have received some
incidental benefit from the indenture provision, the complaint does not
allege that the stockholders were its intended third party beneficiaries.
Having no standing to enforce the provision, the stockholders would not
have an enforceable claim for breach of fiduciary duty arising from the
deletion of that provision. If that conduct amounted to a wrong, any
resulting claim belonged to the bondholders. Accordingly, this claim,
insofar as it seeks relief solely by reason of the indenture modification, will
be dismissed.34
4

The dismissal may turn out to be a pyrrhic victory for the defendants, because that
claim is dismissed only to the extent it exists as a free-standing claim for relief in isolation, i.e.,
without regard to the role the indenture modification played in the defendants' larger scheme to
gain control of Drunmond and to strip its assets. Even though the modification of the indenture,
by itself without more, will not warrant relief, that conduct, in combination with the other conduct
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Claims Concerning Ichor

Count II of the complaint alleges that the defendants engaged in four
specific transactions, all involving Ichor, that resulted in harm to
Drummond which, at the time of these transactions, held 60% of Ichor's
stock. Each of these transactions is separately discussed.
1.

The Line of Credit to Ichor

The plaintiff first claims that the defendants breached their fiduciary
duties to Drummond by causing Drummond to loan Ichor $800,000, at a
time when Ichor was in dire financial straits. According to the complaint,
that was done to enable Ichor to pay off a $400,000 debt to MFC. The
effect of this transaction, Gibralt claims, was to transfer the risk of default
from MFC to Drummond.
The defendants urge that this claim must be dismissed, because the
complaint does not allege that the terms of the loan amounted to selfdealing or were unfair to Drummond.
I conclude that the complaint sufficiently alleges that the transaction
amounted to self-dealing by the defendants and was unfair to Drummond.
This claim alleges that Drummond was caused to make the loan to Ichor in
'
order to allow MFC to eliminate its loan to "a company going downhill."35
From this it may be inferred that the defendants stand accused of causing
Drummond to assume the significant financial risk of default by Ichor in
a transaction that benefited MFC but provided no benefit to Drummond.
2.

The Issuance of "Death Spiral" Preferred Stock

The complaint next alleges that after Ichor became a majority-owned
subsidiary of Drummond in 1996, the defendants wrested control of Ichor
from Drummond by (among other things) causing Ichor to issue "death
spiral" preferred stock to the defendants and their affiliates.36 The plaintiff
alleges that Drummond was harmed by the issuance of the Ichor death

that is alleged as part of a larger scheme of wrongdoing, would support the plaintiffs broader

claim for relief.
"Complaint, at 32.
""Death spiral" is a term used in the market to describe convertible preferred stock
which, unlike normal preferred stock, has no fixed conversion price. Rather, the lower the
common price stock drops, the more common shares into which they are convertible. Complaint,
at 36.
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spiral preferred stock, because the effect was to dilute Drummond's stock
interest in Ichor solely to benefit MFC.
The defendants argue that this claim must be dismissed for lack of
standing. Specifically, defendants contend that a shareholder of one
corporation (Drummond) has no right to bring a derivative action on behalf
of a "sister" affiliate of that corporation (i.e. Ichor). In addition, the
defendants urge that the claim is on its face impermissibly speculative,
because there is no allegation that any dilution ever in fact occurred.
In my view, the lack-of-standing argument is without merit, because
the claim is asserted on behalf of Drummond, which directly owned 60%
of Ichor's stock. Using its control of Drummond, MFC placed two of its
representatives, Smith and Zanatta, on the Ichor board. Smith and Zanatta
then caused Ichor to issue the "death spiral" stock, which diluted
Drummond's Ichor holdings. Because it is not alleged that MFC was
involved in the issuance, Drummond would have no direct claim against
MFC for stock dilution damage. But, Drummond would have a direct
claim against Ichor and its board (who were also directors of Drummond)
for wrongful dilution of Drummond's Ichor stock as a result of this
transaction." Indeed, that claim is being asserted by Gibralt derivatively
on behalf of Drummond. Because Gibralt has standing to sue in that
derivative capacity,3" this claim will stand.
3.

The Cancelled Guarantee

Third, the plaintiff claims that the defendants caused Drummond to
allow Ichor to cancel a $750,000 guarantee Ichor previously made in favor
of Drummond. Sutton Park, an MFC affiliate, received 175,000 preferred
shares of Ichor in exchange for $1 million in cash, plus the release of the
$750,000 guarantee. The wrongdoing, plaintiff alleges, consisted of the
defendants causing Drummond to release the guarantee for no consideration, to enable the defendants' affiliate, Sutton Park, to receive the Ichor
shares. Gibralt claims that because it was Drummond that gave value in
the form of the release of guarantee, the Ichor preferred shares rightfully
belong to Drummond. Moreover, the plaintiff alleges, because the

"'See, In re Tri-Star PicturesInc., Litigation, Del. Supr., 634 A.2d 319, 330 (1993).
3
SThe argument that the claim must be dismissed because there is no allegation that any
dilution has yet occurred, is also defective. First, it is not a "standing" argument, but, rather, goes
to the substance of the transaction that forms the basis for the claim. Second, the fact that the
outstanding death spiral stock could be converted in the future indicates that the stock, when
converted, will cause Drummond harm at some future time, and therefore would be a proper
subject of equitable relief that could prevent the harm.
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defendants cannot prove the entire fairness of this transaction, the
complaint states a cognizable derivative claim against the defendants on
Drummond's behalf.
The defendants respond that because the complaint alleges no facts
to support the conclusory allegation that the guarantee was in favor of
Drummond, the claim fails for lack of an essential premise.
The defendants are wrong. The complaint alleges, in a nonconclusory way, that the guarantee operated in favor of Drummond,39 and that
the defendants caused Drummond to surrender the guarantee for no
consideration." If these facts are true-and their truth must be assumed at
this stage-then the plaintiff has adequately pled a breach of fiduciary duty
that the defendants disloyally exercised their voting control for the benefit
of Ichor and Sutton Park and to the detriment of Drummond. Accordingly,
this claim survives the motion to dismiss.
The Sale of Ichor Shares Below Market Price

4.

Lastly, Gibralt alleges that in June 1998, the defendants caused
Drummond to sell 400,000 of its Ichor shares for $1.257 per share, a price
that represented a 17% discount from the lowest price at which the stock
had ever traded in the market ($1.50 per share). Gibralt claims that the
stock was sold to the defendants and their affiliates, and it bases that
conclusion on the fact that no party other than the defendants was in a
position to negotiate such a large discount from the market price. In
addition, the plaintiff urges, that conduct fits the defendants' historical
pattern of self-dealing. Accordingly, Gibralt concludes, causing
Drummond to sell a large block of its Ichor shares, at a price far below the
market value, to the defendants, states a claim for unlawful self-dealing.
The defendants contend that this claim must fail for two reasons.
First, the defendants argue that the complaint does not allege that the
discounted price for such a large block of shares was below market value.
Second, the complaint does not state a cognizable claim of self-dealing,
because the defendants are not charged with having received anything of
value to the exclusion and detriment of Drummond's other shareholders.
Although the sale of a large block of stock at a below market price
does raise suspicion, I conclude that this claim cannot survive this motion.
The reason is that the allegations critical to that claim are conclusory. The
complaint alleges that "[b]ased upon the large discount to market-Ichor
39

Complaint, 38.
"Complaint, 38.
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shares never sold below $1.50 at this time-plaintiff believes, and therefore
''4
alleges, that the shares were sold to the defendants or their affiliates. 1
Although the plaintiff is entitled to the benefit of any reasonable inference
that can be drawn from the well-pled allegations of the complaint, the
Court must disregard conclusory allegations unaccompanied by specific
averments of supporting fact.42 Here, the plaintiff alleges no specific
averments of fact that would support a favorable inference that this
transaction involved unlawful self-dealing.
Nor could this claim survive the dismissal motion even if it were
viewed as a claim for waste. To withstand a motion to dismiss, the pled
facts must demonstrate the sale of Ichor stock was "so completely bereft of
consideration that '[s]uch transfer is in effect a gift."'43 Here, the 17%
alleged discount, without more, cannot be said to satisfy that strict
standard.

IV. CONCLUSION
Counsel shall confer and submit an appropriate form of order
implementing the ruling made in this Opinion.

McILQUHAM v. FESTE
No. 19,042
Court of Chanceryof the State of Delaware,New Castle
November 16, 2001

4
42Complaint, at 39.
See, McMillan, note 26, supra at 15.
43
1n re 3Com Corp. Shareholders Lifig.,

Del. Ch., C.A. No. 16721, Steele, V.C., Mem.
Op. at 11 (Oct. 25, 1999) (citing Lewis v. Vogelstein, Del. Ch., 699 A.2d 327, 336 (1997)).
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Martin P. Tully, Esquire, and Donna Culver, Esquire, of Morris, Nichols,
Arsht & Tunnell, Wilmington, Delaware; and Yoseph J. Riemer, Esquire,
Kirkland & Ellis, New York, New York, of counsel, for plaintiffs David
McIlquham, Lee Wyatt, and Mark Wozniak, and counterclaimant/fourthparty plaintiff Mattress Holdings, International, Inc.
Arthur L. Dent, Esquire, Brian C. Ralston, Esquire, of Potter Anderson &
Corroon, Wilmington, Delaware; and Ben C. Broocks, Esquire, H. Victor
Thomas, Esquire, of Jackson Walker, LLP, Houston, Texas, of counsel, for
defendant Gregory L. Feste.
LAMB, Vice Chancellor
I.
This is a Section 225 action brought to establish the validity of
action taken by three of the four remaining directors of a Delaware
corporation's seven person board to name three new directors to fill
existing vacancies over the objection ofthe fourth remaining director. The
principal issue presented is whether or not a stockholders agreement vested
the power to fill those three vacancies in the fourth director and the
stockholders he claims to represent. The parties have cross-moved for
summary judgment. For the reasons next discussed, I conclude that a trial
is necessary to resolve that issue with the necessary degree of confidence.
II.
Malachi Mattress America, Inc. ("MMA"), a Delaware corporation,
has approximately 30 shareholders. Mattress Holdings International,
L.L.C. ("MHI"), the largest shareholder, is itself owned and controlled by
Sealy Mattress, Inc. ("Sealy"), and, indirectly, by Sealy's parent company,
Bain Capital, Inc. ("Bain"). David McIlquham, Lee Wyatt, and Mark
Wozniak ("MHI Directors") filed this action on August 7, 2001. Pursuant
to 8 Del. C. § 225, they seek a determination by the court that David
Campbell, Ken Sutherland, and Joseph M. Liebstack ("MI Designees
Elect") were validly appointed to serve as MMA directors at a July 30,
2001 meeting of the MMA board of directors.
MHI and MMA are parties to a series of agreements, dated as of
June 1999, by which MHI bought from MMA a 49% block of MMA's
common stock. The pertinent agreements include a stock purchase
agreement by and between MMA and MHI dated June 22, 1999 ("Stock
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Purchase Agreement") and, as Exhibit A thereto, an amended and restated
stockholders agreement by and between MMA, MHI, and the existing
shareholders of MMA ("Existing Shareholders"), dated June 28, 1999
("Stockholders Agreement").
In connection with the closing of the MHI/MMA transaction,
MMA's directors-Feste, S. Chris Herndon and Mark D. Snelling
-approved the expansion of the board from three to seven and filled the
newly created vacancies by appointing one candidate designated by them
and three by MHI. Thus, as of the date the MiHI/MMA transaction closed,
MIU had three director designees. The other four directors were chosen by
the Existing Shareholders.
This situation remained unchanged until sometime in 2001 when, as
a result of resignations, only the three MHI Directors and defendant Feste
remained on the MMA board. This lawsuit arises out of the action of the
three MHI Directors to appoint three new directors of their own choosing
to fill the vacancies resulting from the resignations. They took this action
over Feste's objection and notwithstanding his contention that only a
majority in interest of the Existing Shareholders had the right to designate
persons to fill those vacancies. Feste claims to represent a majority in
interest of the Existing Shareholders and, thus, believes that he had the
right to designate the replacement directors.
The source of controversy among the parties is found in Section 2(a)
of the Stockholders Agreement. That section reflects an agreement among
all stockholders to vote all securities of MMA over which they have voting
power and to take all other necessary actions to implement a series of
principles governing the size and composition of the MMA board of
directors. Pertinent among these are the following:
[§2(a)(i)] [T]he authorized number of directors (x) shall
initially be seven and (y) shall at all times hereafter be at least
seven;
[§2(a)(ii)] [H]olders of record of a majority of the MHI
Shares entitled to vote for directors of the Board will
designate the number of directors which is proportionate to
the number of voting securities held by MI Investors;
provided, that the MI Investors shall initially designate three
of the directors of the Board;
[§2(a)(iii)] [I]f any of [a series of defined financial shortfalls]
shall occur, the authorized number of directors of the Board
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shall be increased to ten and the holders of a majority of the
MHI Shares entitled to vote for directors shall be entitled to
designate seven of the directors of the Board.
Section 2(a)(vi) of the Stockholders Agreement also defines the right to fill
vacancies created by the resignation of any director-designees:
[I]n the event that any director designated hereunder for any
reason ceases to serve as a member of the Board during such
director's term of office, the resulting vacancy on the Board
shall be filled by a director designated by the Stockholders
referred to in clauses (ii), (iii) or (iv) above.
Except for these provisions, the Stockholders Agreement is silent on the
subject of the election of directors or the filling of vacancies on the board.
MIR argues that Section 2, particularly Section 2(a)(ii), gives it the
right to appoint three of the seven MMA directors but does not grant the
Existing Shareholders the complementary right to designate the other four
directors. Indeed, MHI's position is that the Stockholders Agreement does
not address the question of how the other four directors are to be chosen at
all. Thus, by reference to default principles of Delaware law, MI insists
that the Stockholders Agreement cannot be understood to limit its right to
participate in the election of the four directors it does not have a contractual
right to designate. In other words, MI1 contends that the Stockholders
Agreement guaranteed MHI the right to proportional representation on the
board but did not limit its ability to vote its shares in the election of the
directors it is not contractually empowered to designate.
By the same reasoning, MHI argues that its board designees had the
power to act pursuant to Section 223 of the Delaware General Corporation
Law ("DGCL") to fill vacancies occurring on the board of directors caused
by the resignations of three of the four directors it was not entitled to
designate. This is so, MHI argues, because nothing in the Stockholders
Agreement vested in the Existing Shareholders (or anyone else) the power
to designate replacement directors for those seats.
Feste responds that a basic precondition to his willingness to
negotiate any deal with Sealy was that the Existing Stockholders would get
control of the board of directors and would keep that control except in the
circumstances defined in Sections 2(a)(iii) and 2(a)(iv)I Feste testified in

'Section 2(a)(iv) is similar to 2(a)(iii), discussed above, in that it grants MI certain
conditional rights to majority board representation in defined circumstances.
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deposition as follows: "I made it very clear to [Sealy] that we were going
to control the board or I never, ever, ever would have entered into that
transaction with these people."2 Feste states that Sealy was only one of
many potential investors who approached him during late 1998 about
putting money into MMA: "It was an understanding that I would control
the board or I'm not going to talk to Sealy. I'll go somewhere else."3 At his
deposition, Feste also read the Stockholders Agreement to embody this
understanding: "It says they have the right to control, implying that they
don't have control until these things happen.... It does not say 'only,' but
it does say 'acquire control."'4
Feste's lawyer, Michael J. Noonan ("Noonan"), also believed that
Section 2(a)(ii) of the Stockholders Agreement gave the Existing
Shareholders the complementary contractual right to designate the directors
not designated by MHI. There is evidence that he communicated his
understanding to Sealy in writing before the closing.'
This written communication took the form of draft minutes of the
June 28, 1999 Board Meeting. Noonan prepared these minutes at the
request of Sealy's lawyers and sent them to Sealy's attorney at Kirkland &
Ellis. One item addressed in these minutes relates to the size of the MMA
board of directors. It states as follows:
The next matter to come before the Board was to increase the
number of directors of the Board of Directors from three (3)
to seven (7). In accordance with Section 2A(i)(ii) [sic] of the
Stockholders Agreement, the Existing Shareholders shall have
the right to designate four (4) of the directors of the Board
and MHI Investors ...shall have the right to designate three
(3) directors of the Board.

'Feste Dep. at 38.

'ld. at 41. This assertion finds support in the testimony of the lawyer who negotiate the
Stockholders Agreement on behalf of MMA.

According to him, had MHI's attorneys

communicated to him their interpretation that the Stockholders Agreement did not give the
Existing Shareholders the right to designate four of the seven MMA directors, such
communication "would have prompted further discussion." Noonan Dep. at 89.
4
Feste Dep. at 45.
5
Feste also argues that the overall structure of the transaction and, in particular, the
Stockholders Agreement, is consistent with the view that the Existing Shareholders were to have
the right to designate a majority of the directors. For example, the Stockholders Agreement sets
a number of "Restrictions on Transfer of Stockholders Shares," among them a right of first refusal
that gives MMA and any of the company's other stockholders the irrevocable right to purchase
shares that are about to be offered for sale. Such provisions made it unlikely that MHi would
acquire any of the Existing Shares unless Feste and the other Existing Shareholders intended that
to happen.
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The resolution that follows states:

RESOLVED that the number of directors of the Board of
Directors is hereby increased from three (3)directors to seven
(7) directors in accordance with Section 2(a) of the

Shareholders Agreement.
The minutes then reflect the "election" of Gregory L. Feste, S. Christopher
Hemdon, Joseph Liepsack, and Paul F. Stork to serve in "the Existing
Shareholders designated seats." Finally, the minutes reflect the unanimous

"election" of Kenneth I. Walker, F. Lee Wyatt, and David McIlquham to

serve in "the MHI Investors' designated seats." The final version of these
minutes is signed by Feste, Hemdon, and Snelling.
Jai Agrawal, a Kirkland & Ellis attorney who worked on the deal,
testified in deposition that he does not remember whether or not he saw the
minutes.' However, there is evidence that the minutes were delivered to
him. Noonan has testified that "[the minutes] would have been delivered
to-hand-delivered to Ken Walker and Jai Agrawal on June 24th ... as part
of the kind of-what I considered post-execution resolutions."7 The minutes

are also included as a line item on a "closing agenda" check list of
necessary closing documents prepared by MHi's attorneys.' Noonan
further testified that these minutes were "on [Agrawal's] necessary-to-bedone, you know, before funding list" and that "[Agrawal] would have had
to approve [the minutes] prior to [Sealy] delivering the stockholders
agreement."9 Finally, copies ofthe minutes are found in the closing binders
of deal documents prepared after the fact.'"
Agrawal, at his deposition, read the relevant provisions of the
minutes as a clear expression of a misunderstanding by Feste of the
Stockholders Agreement:
Q: Is there anything about these resolutions or minutes that
strikes you as being actually or potentially inconsistent with
the terms of the stockholders agreement that was signed in
June of'99?

6
Agrawal
7

Dep. at 28.
Noonan Dep. at 32.
'Agrawal Dep. at 7.
9
Noonan Dep. at 46.
'°Agrawal Dep. at 70.
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Agrawal: [The minutes say,] "the Existing Shareholders
shall have the right to designate four of the directors of the
Board and MHI Investors shall have the right to designate
three directors of the Board." Under the stockholder agreement the existing shareholders do not have any right to
designate board members. It says that MI can designate
what's proportionate to the number of voting securities held
by MHI investors, provided that the MHI investors shall
initially designate three ofthe directors. And it continues. So
I don't know what that second sentence means. But the word
"designate" I don't think is appropriate.II
The testimony of Wyatt, who is the Vice President ofAdministration
and Chief Financial Officer of Sealy, also raises an issue as to what Sealy
or Bain thought Feste and his associates believed the Stockholders
Agreement provided:
Q: Have you ever believed, at any point in history, that this
agreement gave the non-MI stockholders the right to
designate or elect four board seats, while the board was
seven?
Wyatt: I have never believed that this agreement gave them
that right.
Q: Okay. Have you ever believed or suspected that Feste or
anybody on his side thought that it did?
Wyatt: I believe that Greg Feste may have thought that it
did.' 2
In August of 1999, as part of a loan to MMA, Finova Mezzanine
Capital Inc. ("Finova") received some 303,000 warrants for MMA stock.
Finova did not become a party to the Stockholders Agreement and the
shares to be issued upon exercise of the Finova warrants were not subject
to the terms of that agreement. In July of 2001, MI transferred a portion
of its shares in MMA to MHI Co-Investors, LLC, an affiliated company.
In that same month, MHI and MHI Co-Investors bought a number of the

'Ild. at 15-16.

"Wyatt Dep. at 77-78.
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Finova warrants and exercised them. With the addition of the warrant
shares to those already owned, MH and MI Co-Investors now hold 50.53
% of MMA's common stock.
Plaintiffs filed this Section 225 action on August 7, 2001, seeking a
determination that the MHI Designees Elect were validly elected to the
MMA board of directors at a July 30, 2001 meeting.
Ill.
A motion for summary judgment will be granted when there is no
genuine issue as to any material fact and the moving party is entitled to
judgment as a matter of law. 3 I must accept all undisputed factual
assertions made by either party as true and view the evidence in the light
most favorable to the non-moving party. " The party moving for summary
judgment-both parties in this case-has the initial burden of establishing the
absence of any genuine issue of material fact. 5 The burden then shifts to
the other party to submit evidence that such is not the case. Should either
fail to show a material factual dispute, summary judgment may be granted
in the other's favor. But, "if there is any reasonable hypothesis by which
the opposing party may recover, or if there is a dispute as to a material fact
or the inferences to be drawn therefrom," summary judgment will be
denied. 6 Finally, if "a more thorough development of the record would
clarify the law or its application," the court may, in its discretion, deny
summary judgment. 7
To understand the parties' arguments on these cross-motions for
summary judgment, it is helpful to examine the basic elements of Delaware
corporation law that provide the background to and the foundation of
director designation provisions.of the Stockholders Agreement. To begin
with, I note that the MMA board is not classified. Therefore, all of its
members serve one year terms and are expected to stand for election
annually. Second, at the time the deal was struck, MMA had a single class
of common stock, each share having one vote. Finally, because the MMA

3
Ch. Ct. R. 56(c); MentorGraphics Corp. v. Quickturn Design Systems, Inc., Del. Ch.,
C.A. No. 16584, mem. op. at 7, Jacobs V.C. (Oct. 9, 1998); see also Gilbert v.El Paso Co., Del.

Supr., 575 A.2d 1131, 1142 (1990); Brown v. Ocean Drilling & Exploration Co., Del. Supr., 403

A.2d 1114,1115 (1979).
"Mentor Graphics, mern. op. at 7 (citing Brown, 403 A.2d at 1115).
' Scureman v. Judge, Del. Ch., 626 A.2d 5, 10 (1992).
6Bershardv. Curtiss-Wright Corp., Del. Supr., 535 A.2d 840, 844 (1987) (quoting
Vanaman v. Milford Memorial Hospital, Inc., Del. Supr., 272 A.2d 718, 720 (1970)).
"In re Dairy Mart Convenience Stores, Inc., Del. Ch., Consol. C.A. No. 14713, 1999

Del. Ch. LEXIS 94, *38, Chandler, C. (May 24, 1999).
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certificate of incorporation does not permit cumulative voting, the
nominees for director receiving a plurality of the votes cast will be elected.
The application of these legal principles to the situation confronting
the parties negotiating the Stockholders Agreement gave rise to certain
issues. MI presumably understood that, in the case of a closely held
corporation like MMA, an acquisition of less than a majority of the
common stock would not give it sufficient voting power to elect a single
director on its own. 8 Feste and the Existing Shareholders faced a different
problem stemming from the fact that the ownership of the Existing Shares
was fragmented among a number of smaller holders. Thus, in an election
of directors in which all common shares had equal voting rights, the
Existing Shareholders' power to elect directors would depend on them
voting as a bloc. For example, the Existing Shareholders would lack the
power to elect even a single director if more than 2% of their shares were
not voted or if more than 1% of those shares were voted with MHI.' 9
Similar issues would have arisen from the potential application of
Section 223 of the DGCL, which empowers "a majority of the directors
then in office, although less than a quorum" to fill board vacancies. Both
MI and the Existing Shareholders had reason to be concerned that
whatever power they had to elect directors be broad enough to include the
right to designate directors to fill vacancies in their respective board
representations.
Delaware corporation law allowed the parties to address these issues
in several ways. For example, they could have provided for the issuance
to MI of a second class of MMA common stock giving it the same rights
to board representation found in Section 2(a) of the Stockholders
Agreement.2 ° Such a structure could easily have empowered a majority of
the Existing Shareholders, as holders of the class of common stock having
full voting power, to control the election of the directors not elected by
MI. Alternatively, the parties could have negotiated a Stockholders
Agreement that both defined MHI's right to board representation and left

"MMI's later acquisition and exercise of the Finova warrants reversed this situation.
But as of the time the Stockholders Agreement was negotiated and executed, MI should have
realized the limited nature of the voting power it sought to acquire.
"'If more than 2 %of the 51% owned by the Existing Shareholders failed to vote, then
Mli's 49% vote would represent a plurality of the votes cast in the election and would be entitled
to elect all seven of the directors. Similarly, if more than 1%of that 5 1%voted with MIi, the
combined shares would represent an absolute majority of the voting power of the common stock
and, therefore, would have the power to elect all seven of the directors.
08 Del. C. § 15 1(a). Moreover, Section 223(a)(2) provides special rules in the event
of a vacancy in a seat that is controlled by a class or series of stock, to ensure the continued
representation of the holders of that class or series.
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the election or designation of the non-M-H directors to a majority of the
Existing Stockholders. Indeed, this is what Feste argues happened in this
case. Finally, the parties could have negotiated a Stockholders Agreement
that only defined MiH's rights to board representation and left the election
or designation of the balance of the directors to default principles of
Delaware law. This is MIH's interpretation of the Stockholders Agreement.
IV.
Section 2(a) of the Stockholders Agreement clearly manifests the
parties' intention to contract around at least some aspects of these
background rules. The issue is whether the Stockholders Agreement
reflects an agreement to regulate fully the power of the stockholders to
elect directors or, instead, is limited to the protection of MLII from the
potential majority bloc voting power of the Existing Shareholders.
MHI argues that the only change to the background rules made by
the Stockholders Agreement was to protect its position by giving it the
right to proportional representation on the MMA board of directors. Thus,
MFH was willing to take less than a majority of the board seats unless and
until such time as certain financial milestones were not met, at which time
it would get the right to control a majority of the board. MI argues
emphatically that this is the only protection afforded by Section 2(a) and
that such protective provision does not imply any grant to the Existing
Shareholders to elect or designate the other directors. Certainly, a surface
reading of the contract, and Section 2(a)(ii) in particular, lends support to
this interpretation.
Feste and the Existing Shareholders contend that the parties intended
to reach a complete understanding about the composition of the MMA
board of directors, including an agreement that a majority of the Existing
Shareholders would have the right to designate candidates for the board
seats not designated by MIH. As a matter of contract analysis, the Existing
Shareholders argue that the language and overall structure of Section 2(a)
of the Stockholders Agreement impliedly gave to the Existing Shareholders
as a separate voting bloc the power to designate the directors not
designated by MHI. Alternatively, they argue that if the language and
structure of the agreement will not bear such an interpretation, grounds
exist to reform the contract to give them that right.
When dealing with a fully integrated, written contract, such as the
Stockholders Agreement, this court will act with great caution before
inferring or implying a term not literally expressed in the parties'
agreement. Delaware law follows the generally recognized proposition
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that, absent grounds for reformation, "it is not the proper role of a court to
rewrite or supply omitted provisions to a written agreement.""' At the same
time, however, Delaware courts will "cautiously" supply a missing term to
a written agreement "[i]n cases where obligations can be understood from
the text of a written agreement but have nevertheless been omitted in the
literal sense."22 In such a case, "a court's inquiry should focus on 'what the
parties likely would have done ifthey had considered the issue involved."'2 3
In addition, such a case will require a fact-intensive inquiry and will turn
"on issues of compelling fairness."'
It is also possible, in equity, to reform a contract, although reformation is an unusual remedy that requires a fact-intensive inquiry and depends
on proof of the following by clear and convincing evidence:
Where an agreement as reduced to writing omits or contains
terms or stipulations contrary to the common intention of the
parties, the instrument will be corrected so as to make it
conform to their real intent. The parties will be placed as they
would have stood if the mistake had not occurred. 5
A recent case from this court allows for reformation in
circumstances that include unilateral mistake, one of the theories advanced
by Feste to support his claim. 6
V.
There is little question that I must deny Feste's motion for summary
judgment. The language of the Shareholders Agreement and related
documents do notplainly give Feste or the Existing Shareholders the rights
he claims. On the contrary, a literal reading of the agreements more
strongly supports MII than Feste. Moreover, the background rule of
one-vote-per-share operates against Feste and the Existing Shareholders
because they must argue for the disenfranchisement of MI's shares in the

2t

See CincinnatiSMSA Ltd. P'shp.v. Cincinnati Bell Cellular Sys. Co., Del. Supr., 708
A.2d 989, 992 (1998) (citing GertrudeL.Q. v. Stephen P.Q., Del. Supr., 466 A.2d 1213, 1217
(1983)). 22
1d

Id.
(quoting E. DuPontde Nemours & Co. v. Pressman,Del. Supr., 679 A.2d 436,
443 (1996)).4
1 1d. at 992.
23Moffett, Hodgkins & Clarke Co. v. Rochester, 178 U. S. 373, 384 (1900).
26Fitzgeraldv. Cantor, Del. Ch., C.A. No. 16297, 1998 Del. Ch. LEXIS 199, Steele,
V.C. (Oct. 28, 1998).
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selection of the directors it otherwise is not entitled to designate. The law
will not readily infer agreements to disenfranchise shares. As Vice
Chancellor Strine recently wrote:
[Ojur courts rightly hesitate to construe a contract as
disabling a majority of a corporate electorate from changing
the board of directors unless that reading of the contract is
certain and unambiguous. As Chancellor Allen noted in
Rainbow Navigation,Inc. v. Yonge:
A shareholders agreement that is said to have the
effect of depriving a majority of shareholders of power
to elect directors at an annual meeting... is an unusual
and potent document.... It is enough to note that an
agreement, if it is to be given such an effect, must quite
clearly intend to have it. A court ought not to resolve
doubts in favor of disenfranchisement."
Thus, Feste could only prevail on his motion for summary judgment
if the record now before me were strong enough to establish conclusively
either that I should imply in Section 2(a)(ii) a correlative power exercisable
by a majority of the Existing Shareholders to designate directors or that
grounds exist to reform the contract due to unilateral mistake. Suffice it to
say that, based on the current record, I cannot conclude that Feste has
carried this burden.
MHI's motion for summary judgment presents a much closer call, as
it is quite possible to read Section 2(a) of the Stockholders Agreement as
operating exclusively in MHZ's favor. Nevertheless, after careful
consideration, I am unable to determine conclusively that there are not
material issues of fact relating to both (i) the proper construction of the
Stockholders Agreement, and (ii) the claim of a unilateral mistake by Feste
and his counsel.28 In these circumstances, I conclude that "a more thorough
development of the record [might] clarify the law or its application."29
"Rohe v. Reliance TrainingNetwork, Inc., Del. Ch., C.A. No. 17992, 2000 Del. Ch.
LEXIS 108, Strine, V.C. (July 21, 2000) (quoting Rainbow Navigation, Inc. v. Yonge, Del. Ch.,
C.A. No. 9432, 1989 Del. Ch. LEXIS 41, Allen, C. (Apr. 24, 1989)).
2
See, e.g., In re IBP S'holdersLitig. v. Tyson Foods,Inc., Del. Ch., C.A. No. 18373,
2001 Del. Ch. LEXIS 81, *101 Strine, V.C. (June 15, 2001) ("Where one of the parties, however,
expresses its beliefs to the other side during the negotiation process or in the course of dealing
after consummation, such expressions may be probative of the meaning that the parties attached
to the contractual language in dispute.").
29
1n re Dairy Mart Convenience Stores,Inc., Del. Ch., Consol. C.A. No. 14713, 1999
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Vi.
For all the preceding reasons, the cross-motions for summary
judgment are denied. IT IS SO ORDERED.

INRE PLY GEM INDUSTRIES, INC.
SHAREHOLDERS LITIGATION
No. 15,779-NC
Court of Chancery of the State of Delaware, New Castle
June 26, 2001
Joseph A. Rosenthal, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware; Judith L. Spanier, Esquire, of Abbey, Gardy
& Squitieri, LLP, New York, New York, of counsel; and Stull, Stull &
Brody, New York, New York, of counsel, for plaintiffs.
A. Gilchrist Sparks, III, Esquire, Alan J. Stone, Esquire and Stephanie L.
Nagel, Esquire, of Morris, Nichols, Arsht & Tunnell, Wilmington,
Delaware; and Mitchell A. Lowenthal, Esquire, and Dylan D. Smith,
Esquire, of Cleary, Gottlieb, Steen & Hamilton, New York, New York, of
counsel, for defendants Herbert P. Dooskin, Joseph M. Goldenberg, Albert
Hersh, William Lilley III, Elihu H. Modlin, Dana R. Snyder, and Jeffrey S.
Silverman.
Kevin G. Abrams, Esquire, of Richards, Layton & Finger, Wilmington,
Delaware; and John D. Donovan, Jr., Esquire, Michael P. Allen, Esquire,
and Christopher G. Green, Esquire, of Ropes & Gray, Boston,
Massachusetts, of counsel, for defendant Ply Gem Industries, Inc.
NOBLE,

Vice Chancellor

Del. Ch. LEXIS 94, *38, Chandler, C. (May 24, 1999).
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Plaintiffs, former shareholders of Ply Gem Industries, Inc. ("Ply
Gem" or the "Company"), bring their Consolidated Amended Class Action
Complaint (the "Complaint") asserting, on behalf of themselves and their
fellow former shareholders, that the merger of Ply Gem into a subsidiary
of Nortek, Inc. ("Nortek"), pursuant to an agreement entered on July 24,
1997, was the product of breaches by the then-directors of Ply Gem of their
fiduciary duties of loyalty and due care. Defendants have moved to
dismiss. They contend that (1) Plaintiffs lack standing to pursue their
claims, which can be asserted, if at all, only in a derivative action and not
through an individual action and (2) in any event, the allegations of the
Complaint do not, under Court of Chancery Rule 12(b)(6), state a claim
upon which relief can be granted.
I conclude that the claims which Plaintiffs seek to assert are
individual in nature and that Plaintiffs have alleged sufficiently that the
merger was not approved by a disinterested and independent majority of
the directors. I also find that one director defendant is entitled to dismissal
of all claims against him because Plaintiffs' allegations do not raise
sufficient doubt as to his loyalty and because Plaintiffs' duty of care claims
against him are barred by the exculpatory provision in Ply Gem's certificate
of incorporation. Accordingly, I grant in part and deny in part Defendants'
motion to dismiss.
I. PARTIES
Plaintiffs, Herman Smilow, Adele Brody and Andrew Klotz, allege
that they were shareholders of Ply Gem at all times relevant to this action.
The individual defendants were directors of Ply Gem:
1.
Defendant Jeffrey S. Silverman ("Silverman"), who owned
more than one-quarter of the outstanding Ply Gem stock, was -the Chief
Executive Officer and Chairman of the Board, positions that he had held
for more than a decade.
2.
Defendant Dana R. Snyder ("Snyder") was the President and
Chief Operating Officer of Ply Gem. He held approximately 6%of the Ply
Gem stock. Snyder's 1996 compensation included a salary of $440,000, a
bonus of $890,000, and a long-term compensation award of options. With
the Nortek merger, Snyder received more than $3.6 million for all of his
options.
3.
Defendant Herbert P. Dooskin ("Dooskin") was Ply Gem's
Executive Vice President and owned more than 3%of its stock.
4.
Defendant Elihu H. Modlin ("Modlin") had been General
Counsel of Ply Gem for more than three decades. He was a partner in a law
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firm with his son, Charles M. Modlin, who was the Secretary of Ply Gem.
During 1996, Ply Gem paid Modlin's law firm almost one million dollars
for professional services.
5.
Defendant Joseph M. Goldenberg ("Goldenberg.') was a cofounder of a wholly-owned subsidiary of the Company and served as a
consultant to the Company, for which he was paid approximately $287,000
in 1996.
6.
Defendant Albert Hersh ("Hersh") was a co-founder of the
Company and provided consulting services to the Company. In 1996, he
was paid approximately $90,000 for those consulting services.
7.
Defendant William Lilley III ("Lilley") was the President of
Policy Communications, Inc., a business consulting firm, that received
$25,000 from Ply Gem in 1996 for its consulting services.
Ply Gem was a manufacturer and distributor of building materials.
II. BACKGROUND'
In August 1995, Ply Gem announced that ithad hired an investment
banking firm to explore various strategic alternatives, one of which was the
sale of Ply Gem. During the next several months, Ply Gem discussed a
potential acquisition with several parties. Some of these parties entered
into confidentiality and standstill agreements; some also received nonpublic information about the Company. Nortek was one of those parties
that received confidential information and entered into a standstill
agreement with Ply Gem.
In February 1996, Ply Gem received an indication of interest in
purchasing the Company at a price of $17 per share from an unidentified
third party. Nortek at that time also raised the possibility of a merger with
Ply Gem. Although Silverman and Snyder discussed a stock-for-stock
merger with Nortek for several months, nothing came of the discussions;
and, in July 1996, the Ply Gem board announced that it had decided not to
sell the Company but, instead, to move forward with the development of
Ply Gem's business.
Silverman and Snyder, however, had not given up on finding a
buyer. They even considered a recapitalization of Ply Gem that would
result in the termination of Silverman's employment relationship and in the
appointment of Snyder as Ply Gem's new chief executive officer.

'The factual background is taken from the Complaint, the well-pleaded allegations of
which, for present purposes, must be taken as true. Vanderbilt Income and Growth Assocs., L.L.C.
v. Arvida/JMB Managers. Inc. Del. Supr., 691 A.2d 609, 612-13 (1996).
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In March 1997, Silverman, without informing the board, retained
another investment banking firm to explore the possibility of a leveraged
buyout of Ply Gem and to identify potential partners for Silverman if he
elected to participate in such an effort. The investment banker approached
six leveraged buyout firms. All six committed to a two-year standstill
provision which required, at Silverman's insistence, that they would not
propose to acquire Ply Gem except with Silverman's, or the Ply Gem
board's, prior approval.
Silverman's employment with Ply Gem was governed by an
employment contract extending to 2007. Silverman informed the potential
buyout firms that he did not want to continue in his position after any
buyout and that they should assume that he would receive termination
compensation of $25 million, $2 million per year for a non-compete
covenant spanning five years, and cancellation of his indebtedness ($17.4
million plus accrued interest) to Ply Gem. Unless these demands were met,
there would be no transaction. Silverman's existing agreement with Ply
Gem contained a non-compete covenant that would not survive both a
change in corporate control and Silverman's termination as a result thereof.
Silverman and Snyder (who wanted to become the chief executive
officer of the surviving entity) selected Hicks, Muse, Tate &Furst ("Hicks,
Muse") for negotiations from among the many potential buyout firms.
Hicks, Muse was discussing a price range of$17-19 per share in May 1997.
One of the possibilities was that Silverman would retain an equity position
in the venture. While discussions were ongoing with Hicks, Muse,
Silverman and Snyder continued to discuss the possibility ofa combination
with Nortek, which was floating a price of $17 per share. Hicks, Muse,
however, was prepared to offer to Silverman $10 million more than was
Nortek to resolve the issues posed by Silverman's employment agreement
and non-competition agreement.
On or about June 10, 1997, the Ply Gem board was told about the
Hicks, Muse and the Nortek expressions of interest in acquiring the
Company. The board designated Silverman and Lilley to meet with and
select an investment banking firm to advise the board. Silverman identified
the firms to be considered, and Lilley and he chose Furman Selz & Co.
("Furman Selz").
The board, notwithstanding Silverman's extensive personal financial
interest in any transaction, did not appoint a special committee. Instead, it
allowed Silverman to continue as Ply Gem's negotiator with both Hicks,
Muse and Nortek.
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On June 16, 1997, Nortek advised Silverman that it was willing to
pay $20 per share, but was not prepared to enhance its proposal to
Silverman for his personal contractual requirements.
On June 20, 1997, Furman Selz met with the Ply Gem board and
indicated that it would provide a favorable fairness opinion at that time on
the Hicks, Muse offer of$18 per share, which, unlike the Nortek offer, also
satisfied Silverman's demands. Two days later, Hicks, Muse increased its
offer to $18.75 per share while Nortek remained interested at $20 per share
or perhaps slightly more.
On June 24, 1997, Silverman provided Nortek with copies of the
proposed agreements with Hicks, Muse, including those dealing with his
personal employment arrangements. Silverman, in essence, was attempting
to induce Nortek to meet his personal demands while also securing a better
price for the Ply Gem shares. Silverman informed the Ply Gem board that
he anticipated a proposal from Nortek at up to $21 per share in definitive
form by June 25, 1997. The board, however, on June 24, 1997, chose to
accept the Hicks, Muse offer (through an affiliate, Atrium Acquisition
Holdings Inc.) of $18.75 per share. Later the same day, Nortek submitted
an offer to purchase Ply Gem at $20.25 per share, but it withdrew that offer
the next day when the Hicks, Muse agreement was announced.
On July 14, 1997, Nortek offered $19.50 per share to acquire Ply
Gem. Its offer also satisfied Silverman's personal demands concerning the
termination of his employment agreement, his non-competition agreement,
and the forgiveness of his debt to the Company. Nortek's offer, accordingly, was $0.75 per share less than its offer of two weeks earlier, allegedly
reflecting the cost to Ply Gem's shareholders of Nortek's meeting
Silverman's specific demands. 2
Later in July 1997, the Ply Gem board approved a merger agreement
with Nortek and terminated the Hicks, Muse agreement, paying Hicks,
Muse (or its affiliate) $12 million as a termination fee and for reimbursement of its expenses. The board also received a fairness opinion from
Furman Selz. Plaintiffs allege that the fairness opinion was inadequate
because it failed to consider the consequences of Silverman's "side" deal.
Nortek, Ply Gem, and Silverman executed, concurrently with the
merger agreement, an agreement providing for the termination of
Silverman's employment, a non-competition covenant, payment to
Silverman of more than $22 million (reduced by amounts paid to Silverman
before his termination as a bonus for 1997) and forgiveness of Silverman's

2

Complaint, 42.
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over $17 million debt to the Company, plus any accrued interest on the
debt.
The merger of Ply Gem with a Nortek subsidiary was consummated
thereafter.
Im. THE CONTENTIONS
Plaintiffs allege that Silverman used his status as chief executive
officer and director and as the principal, if not sole, negotiator to enrich
himself at the expense of the other Ply Gem shareholders. They contend
that Silverman's conduct tainted the merger process and denied Ply Gem's
shareholders a fair price for their stock. Plaintiffs further allege that by
acquiescing in Silverman's conduct, the directors breached their duties of
loyalty and due care to the Company and its shareholders. At oral
argument and in correspondence following oral argument, Plaintiffs also
invoked McMullin v. Beran3 to advance the contention that the board
improperly delegated responsibility for the negotiation process to
Silverman.
In response, Defendants first argue that the claims asserted by
Plaintiffs are derivative in nature. They contend that if the claims are
derivative, then Plaintiffs lost standing to assert those claims when their
status as shareholders of Ply Gem was terminated as a result of the merger.'
Second, Defendants maintain that the merger was approved by an informed
and independent board and that as a result the directors' actions are to be
evaluated under the business judgment rule. The Defendants also seek to
invoke an exculpatory charter provision that protects the directors from
monetary liability for breaches of their duty of care. Finally, they contest
Plaintiffs' characterization of McMullin v. Beran as establishing a
prohibition against merger negotiations conducted by an interested
corporate officer who has a substantial personal financial interest,
independent of his interest as a shareholder, in the merger agreement.'

'McMullin v. Beran Del Supr., 765 A.2d 910 (2000).
'See Lewis v. Anderson Del. Supr., 477 A.2d 1040, 1049 (1984).
'Defendants, at p. 16, n. 6 of Defendant's Joint Brief in Support of their Motion to
Dismiss Plaintiffs' Consolidated Amended Complaint, invite the Court to dismiss the Complaint
because Plaintiffs lost standing when they tendered their shares or accepted the benefit of the cash
out merger. See Bershad v. Curtiss-Wright Corp.. Del. Supr., 535 A.2d 840, 848 (1987). In
addition to relying upon facts not alleged in the Complaint, Defendants have failed to demonstrate
that those who accepted the merger benefits (under either format) did so knowingly. See Norberg
v. Security Storage Co. of Washington Del. Ch., C.A. No. 12885, Steele, J. (Sept. 19, 2000).
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IV. ANALYSIS
A.

Applicable Standard.

A motion to dismiss under Court of Chancery Rule 12(b)(6) requires
the Court "to take the facts alleged as true and view all inferences from
those facts in the light most favorable to plaintiff' and "to determine with
reasonable certainty, under any set of facts that could be proved" that the
Plaintiffs would not be entitled to relief.6 If Defendants do not meet this
rigorous standard, then the Court must deny their motion to dismiss.
B.

Individual or Derivative Claims.

The line that separates an individual action from a derivative action
is sometimes difficult to discern.7 When the challenged conduct is part of
the merger process, characterization ofthe claim as derivative is fatal to the
prosecution of the claim.' Here, Plaintiffs allege that Silverman manipulated the merger process to favor his own personal purposes. They assert
that Silverman used his position to assure himself an extravagant personal
compensation package to the detriment of the shareholders' best interests.
Examples cited by Plaintiffs as evidence of Silverman's self-dealing and the
unfairness of the merger process include his exercising full control over all
negotiations, pursuing negotiations despite the board's decision that Ply
Gem was not for sale, failing to advise the board of his efforts to negotiate
a sale, and insisting that his unjustified personal demands be met as a
condition to any agreement.
Although Plaintiffs allege in conclusory fashion that the price paid
to them for their'shares was "unfair,"9 the specific factual allegation in the
Complaint is that Nortek reduced its offer by $0.75 per share in order to
satisfy Silverman's unjustified personal demands."°
6
McMullin v. Beran 765 A.2d at 916; Wagner v. Selinger. Del. Ch., C.A. No. 16710,
Steele. V.C. (Jan. 18, 2000).
'Panes v. Bally Entertainment Corp. Del. Supr., 722 A.2d 1243 (1999); Behrens v.
Aerial Communications, Inc. Del. Ch., C.A. No. 17436, mem. op. at 8, Jacobs, V.C. (May 18,
2001); Turner v. Bernstein. Del. Ch., C.A. No. 16190, mem. op. at 28, Jacobs, V.C. (Feb. 9,
1999); Donald J. Wolfe, Jr. & Michael A. Pittenger, Corporate and Commercial Practice in the
Delaware Court of Chancery 9-2(a) at 9-4-5 (2000).
'See n. 4, supra and accompanying text.
'Complaint, 47. See Parnies v. Bally Entertainment Corp. 722 A.2d at 1246-47, for
its discussion of "unfair" price in a similar context.
"Complaint, 42. A fundamental difficulty with Plaintiffs' case is that it is likely that
some substantial payment could properly have been made to Silverman and they have not
articulated clearly their split on how much was appropriate and how much was not appropriate.
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Parnes v. Bally Entertainment Corp. teaches that, in the merger
context, the presentation of a direct claim requires that the "stockholder
must challenge the validity of the merger itself, usually by charging the
directors with breaches of fiduciary duty resulting in unfair dealing and/or
unfair price."" The attack on Silverman's conduct during the course of the
merger negotiations, and the board's acquiescence in it, is a challenge by
Plaintiffs to the fairness of the merger process. Accordingly, Parnes
dictates that Plaintiffs' claims must be treated as individual claims and not
12
as derivative claims.
Defendants rely extensively upon Golaine v. Edwards "but that case
does not dictate a different result. In Golaine, this Court commented on
Parnes' analysis of what a plaintiff must allege about the merger process in
order to plead an individual claim, as follows:
"It is not quite clear whether the door is open for a plaintiff to
state an individual claim by alleging that the negotiation of
side transactions tainted the merger negotiations by unfairly
diverting merger consideration that would have otherwise
gone to the target stockholders into the pockets of target
company fiduciaries."' 4
The Golaine Court then posited the following circumstances,
remarkably similar to those alleged here:
1.

The CEO of the target company learned that the
acquirer would pay $10,000,000 more.

They rely upon the $0.75 reduction in the Nortek offer to accommodate Silverman's side deal, but
it is conceivable, on further proof, that the side arrangement was reasonable and fair to the
shareholders. That, however, is a question for another day because, based on the allegations of
the Complaint, the Court must draw the inference in favor of Plaintiffs that Silverman was not
entitled to insist upon a termination of his employment agreement on his own initiative and,
further, to receive substantial payments for the termination. The record before the Court does not
support any contention that Nortek (or Hicks, Muse for that matter) insisted that Silverman leave
the business. If Silverman was going to exit because he wanted to exit, the basis for his right to
demand termination compensation cannot be gleaned from the Complaint, and Plaintiffs have
alleged that be was not entitled to such payments.
"Parnes v. Bally Entertainment Cor. 722 A.2d at 1245.
"See also Crescent/Mach I Partners, L.P. v. Turner, Del. Ch., C.A. No. 17455, Steele,
J.(Sept. 29, 2000); Chaffin v. GNI Group, Inc., Del. Ch., C.A. No. 16211, Jacobs, V.C. (Sept. 3,
1999).
"3Golaine v. Edwards Del. Ch., C.A. No. 15404, Strine, V.C. (Dec. 21, 1999).
4d. mem. op. at 15.
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2.

The CEO agreed to this proposal but on the condition
that $2,000,000 of the additional payment would be
diverted to him.
The final consideration was fair, but the shareholders
would have received an additional $2,000,000 if the
CEO had not negotiated for his own account.

3.

The Golaine Court's conclusion was that, in these hypothetical
circumstances, it was probable that under Parties the $2 million payment
could be attacked individually as the product of unfair dealing that tainted
the final merger terms." The issue became whether an individual claim
could exist only if the process were so unfair as to have resulted in an
unfair price, or whether an individual claim could exist where the unfair
process resulted in a less than the best reasonably available, but not unfair,
price. Pames makes clear that the test is whether the alleged breaches of
fiduciary duties resulted in unfair price and/or unfair process. 6 Thus, given
the disjunctive nature of the standard, it is difficult to imprint an unfair
price concept on the process side of the Pames evaluation." As Golaine
frames it, "the real question underlying the teaching of Parnes [is] whether
the Complaint states a claim that the side transactions caused legally
compensable harm to the target's stockholders by improperly diverting
consideration from them to their fiduciaries."'"
In short, the Complaint can be read fairly to allege that, as the result
of the unfair process orchestrated by Silverman, Nortek reduced the per
share price that it was willing to pay to the Ply Gem shareholders in order
to increase the amount that it was willing to pay Silverman on his side
transaction.' 9 Parties teaches that such conduct will serve as the basis for
individual or direct claims.
Although the Complaint may directly challenge the merger, "it does
not necessarily follow that the Complaint adequately states a claim for
relief' under Court of Chancery Rule 12(b)(6).2 ' Thus, by putting fairly

6

Parnes v. Bally Entertainment Cori). 722 A.2d at 1245 (emphasis added).
"Fairness considerations ofprice and process are not necessarily considered separately.
See Weinbermer v. UOP, Inc. Del. Supr., 457 A.2d 701, 711 (1983).
'Golaine v. Edwards mem. op. at 16-17. In Goline. the payment to KKR of $20
million was deemed immaterial when measured against the $8.3 billion transaction. Here, the
benefits flowing to Silverman, to some of which he may well have been entitled, constituted in
excess of 10% of the total transactional value (i.e., approximately $37 million out of a transaction
valued at roughly $275 million).
9
Complaint, 42.
20
Parnes v. Bally Entertainment Cor.. 722 A.2d at 1246.
1
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before the Court the contention that they are challenging the fairness of the
merger price or the merger process, Plaintiffs can survive the derivativeindividual obstacle yet still fail to assert a claim that would allow them to
move beyond a Rule 12(b)(6) confrontation. With this in mind, I now turn
to the issue of whether Plaintiffs' claims are legally sufficient.
C.

The Duty of Loyalty Claims.

The Ply Gem directors, became obligated to seek "the best value
reasonably available for all stockholders when they joined the process for
a complete sale of the Company."21
Plaintiffs assert that the Ply Gem board breached its duty of loyalty
to the shareholders and that, as a consequence of that breach, Silverman
received the benefits of an "exorbitant" and improper "side" deal at the
expense of the Ply Gem shareholders.22 Because Ply Gem's directors are
presumed to have exercised disinterested and independent business
judgment in approving the Nortek merger,2" the Plaintiffs must allege facts
sufficient to overcome that presumption. As this Court has held:
"The Delaware Supreme Court broadly set forth the inquiry
for questions regarding director disinterest and independence
in Aronson v. Lewis. There, the Court held that a director is
considered interested when he will receive a personal
financial benefit from a transaction that is not equally shared
by the stockholders or when a corporate decision will have a
materially detrimental impact on a director, but not the
corporation or its stockholders. Independence, the Aronson
Court held, means that a director's decision is based on the
corporate merits of the subject matter before the board rather
than extraneous considerations or influences. To establish
lack of independence, a plaintiff meets his burden by showing
that the directors are either beholden to the controlling
shareholder or so under its influence that their discretion is
sterilized."24

2
McMullin v. Beran. 765 A.2d at 918; Paramount Communications, Inc. v. QVC
Inc.,
Del. Supr., 632 A.2d 34, 44 (1993).
Network,
'Complaint, 44.
'Chaffin v. GNI Group, mem. op. at 13.
'n re Western National Corp. Shareholders Litig.. Del. Ch., C.A. No. 15927, mem.
op. at 28, Chandler, C. (May 22, 2000) (footnotes omitted).
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Thus, unless the Nortek merger was approved by a majority of
disinterested and independent directors, the Defendants must bear the
burden of proving that the transaction was entirely fair to Ply Gem's
shareholders."
1.

Interested in the Transaction.

A director is considered interested in a transaction if he receives "a
personal benefit from a transaction that is not equally shared by the
shareholders."26 Here, Plaintiffs allege, Silverman received payment for
the termination of his employment contract and his non-competition
agreement and the forgiveness of his debt to Ply Gem. All of these benefits
were unique to him and were not shared with the other stockholders. Thus,
for purposes of this motion, Silverman must be considered "interested."
There is no allegation that any of the remaining directors obtained
any improper benefit whatsoever from the merger other than from their
entitlement, as shareholders, to receive the merger consideration. They

received the merger consideration on the same terms as any other
shareholder. 7 Thus, the Complaint does not allege that any ofthe other six
directors were "interested" in the Nortek merger transaction.
2.

Independence from Silverman's Alleged Domination.

Plaintiffs' challenge to the independence of the other directors from
Silverman's domination presents a more difficult question.28
The focus of Plaintiffs' attack on the loyalty of the directors is
directed to Silverman's status both as the holder of 25% of the Ply Gem
stock and as Ply Gem's Chairman and Chief Executive Officer. The
inference, which Plaintiffs seek the Court to draw in their favor under the
pleading standards of Court of Chancery Rule 12(b)(6), is that Silverman,
by virtue of his position, was able to induce the directors to place
Silverman's personal interests ahead of the stockholders' interests in
approving the Nortek merger and the related Silverman agreement.
"Cinerama Inc. v. Technicolor, Inc.. Del. Ch., 663 A.2d 1134 (1994), aftd Del. Supr.,
663 A.2d 1156 (1995).
26
Rales v. Blasband Del. Supr., 634 A.2d 927, 936 (1993); Aronson v. Lewis, Del.
Supr., 473 A.2d 805, 812 (1984).
"Although Snyder received significant compensation for his options, I do not read the
Complaint to allege any impropriety with respect to such payment.
""In assessing director independence, Delaware courts apply a subjective 'actual
person' standard to determine whether a 'given' director was likely to be affected in the same or
similar circumstances." McMullin v. Beran, 765 A.2d at 923.
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In Friedman v. Beningson, the chairman, chief executive officer and
president held 36% of the outstanding stock. The Court observed that
"[f]rom a practical perspective, this confluence of voting control with
directorial and official decision making authority, while not itself sufficient
under the cases to support a conclusion of reasonable doubt [citing
29
Aronson], is nevertheless itself quite consistentwith control of the board."
That Silverman's status is consistent with an ability to override fellow
director independence may well be an accurate assessment, but, as noted
in Friedman, Silverman's status alone is not sufficient to overcome the
presumption that the other directors, in fact, performed their duties loyally.
Indeed, in Aronson, the Supreme Court acknowledged that a 47%
shareholder would not be presumed to dominate the corporation's board of
directors.30
Plaintiffs are confronted with the challenge of pleading facts that
create, at a minimum, a reasonable doubt that the board members could not
honestly and objectively evaluate the Nortek merger, with its related
Silverman agreement, because of their relationship with Silverman.
"Speculation on the motives for undertaking corporate action" will not
satisfy Plaintiffs' burden." Similarly, the mere assertion of personal or
business relationships will not defeat the presumption of independence.32
Although Plaintiffs' allegations of lack of independence may be far
from compelling, the facts alleged in the Complaint supply the Court with
a basis for a reasonable doubt as to whether five of the other six directors
were independent.33 Although discovery and development of the factual
record may well prove that the directors discharged their duties with
absolute propriety and free of any control by Silverman, at this stage, "the
existence of [the other directors' interests and relationships with Silverman]
is enough to defeat a motion to dismiss and warrant further inquiry.34
A review of the status of each of the other directors follows.

"Friedman v. Beningson, Del. Ch., C.A. No. 12232, mem. op. at 10, Allen, C. (Dec. 4,
rfused Del. Supr., 676 A.2d 900 (1996) (TABLE).
"Aronson v. Lewis, 473 A.2d at 815.
3'Grobow v. Perot, Del. Supr., 539 A.2d 180, 188 (1988).
"In re Walt Disney Co. Derivative Liti2. Del. Ch., 731 A.2d 342,355 (1998), affd in
part and rev'd in M sub nom. Brehm v. Eisner Del. Supr., 746 A.2d 244 (2000); In re Grace
Energy Corp. Shareholders Litig. Del. Ch., C.A. No. 12464, Hartnett, V.C. (June 26, 1992).
33
The Complaint does not allege how many directors voted for the merger. Plaintiffs
must allege sufficiently that the merger would not have been approved without the vote of the
directors who were interested or disqualified. See Beneville v. York, Del. Ch., C.A. No. 17638,
Strine, V.C. (July 10, 2000); Aronson v. Lewis, 473 A.2d at 815.
3
'n re New Valley Corp. Derivative Litig., Del. Ch., C.A. No. 17649, mem. op. at 1920, Chandler, C. (Jan. 11, 2001).
1995), a
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a.

The Employee Directors.

(i)
Dooskin. In addition to having been a director
of Ply Gem since 1986, Dooskin was also its Executive Vice President.
However, his status as an officer does not necessarily support the inference
that he was under the control of Silverman, and his ownership of more than
3% of the then-outstanding Ply Gem stock would suggest a high level of
personal self-interest in maximizing the merger value of Ply Gem. On the
other hand, not only was Silverman Dooskin's supervisor, but also he was
the largest stockholder in Ply Gem. 3 As such, Silverman was "in a
position to exercise considerable influence"36 over Dooskin, and, therefore,
Plaintiffs, under the pleading standards of Chancery Rule 12(b)(6), have
created a reasonable doubt as to Dooskin's capacity to consider impartially
the Nortek merger agreement and the related Silverman agreement.
(ii)
Snyder. Snyder was also both President and Chief
Operating Officer of Ply Gem. He had joined the Company in 1995 and
had acquired approximately 6% of its common stock. In addition to a longterm compensation award consisting of options, Snyder, in 1996, received
a salary of $440,000 and a bonus of $890,000. Plaintiffs allege that Snyder
received substantial compensation for his services to Ply Gem, and, thus,
Silverman, as with Dooskin, was "in a position to exercise considerable
influence" over Snyder. Accordingly, the Complaint has raised a
reasonable doubt as to Snyder's capacity to consider impartially the Nortek
transaction with its benefits for Silverman."
b.

The Outside Directors.3

•(i)
Modlin. Modlin had been general counsel for Ply
Gem for almost four decades, apparently predating Silverman's arrival. In
1996, his law firm received almost $1 million in fees from Ply Gem. That
a director's law firm receives fees from the corporation does not, by itself,

"See Mizel v. Connelly Del. Ch., C.A. No. 16638, mem. op. at 7, Strine, V.C. (July 22,

1999).

36
See Rales v. Blasband, 634 A.2d at 937. 1 acknowledge that Dooskin had an
employment contract extending into 2000 and that Plaintiffs do not allege that Dooskin received
"substantial remuneration" for his position. See In re Walt Disney Co. Derivative Litig. 731 A.2d
at 357 ("reasonable possibility that they are more beholden to").
"But see text accompanying n. 46, infra. (Defendants assert that Snyder abstained from
voting on the Nortek transaction.)

"Although three of these directors were not employees of Ply Gem, they were

intimately connected to the Company. Modlin had been the Company's lawyer for years and
Goldenberg and Hersh had been Company executives.
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demonstrate a lack of independence. 9 However, the Complaint alleges
that Modlin "was a partner in the firm of Messrs. Elihu H. Modlin and
Charles M. Modlin,"40 from which it can be inferred that his was a small
law firm. The Chancellor's analysis of a case involving comparable facts
is instructive:
Director Goodman is an attorney employed by a law firm,not
Telxon itself. Defendants characterize him as an outside
independent director, beyond the influence of Telxon's CEO.
According to the complaint, Goodman's law firm, however,
received nearly $1 million in 1993 for services provided to
Telxon. Goodman's firm is a small one. Realism of the kind
signaled by Rales requires one to acknowledge the possibility
that a partner at a small law firm bringing in close to $1
million in revenues from a single client in one year may be
sufficiently beholden to, or at least significantly influenced
by, that client as to affect the independence of his judgment.
As Myerson is Telxon's chief executive officer, he
undoubtedly possesses the authority to hire and fire the
corporation's legal counsel. For this reason, the pleadings
raise a reasonable doubt concerning Goodman's independence
in assessing the merits of a demand letter attacking the
[subject] agreements."'
Thus, Modlin's firm's receipt of substantial fees over a period of
years for professional services raises a reasonable doubt as to the
independence of his judgment.4 2

39
See McMillan v. Intercargo Corp. Del. Ch., 768 A.2d 492, 503 (2000) (as to
interestedness).
40
Complaint, 6.
41
Steiner v. Mverson, Del. Ch., C.A. No. 13139, mem. op. at 24-25, Allen, C.(July 18,
1995).
2
See In re Walt Disney Co. Derivative Litig.,
731 A.2d at 357-58 (architectural
services); but see Tabas v. Mullane D.N.J., 608 F. Supp. 759, 768 (1985) (legal services).
Although lawyers are subject to unique and demanding professional standards, see e The
Delaware Lawyers' Rules of Professional Conduct, I am not persuaded that, for present purposes,
the nature of professional fees (
architectural, medical, or legal) supports a differential
analysis based on the specific profession.
I also note that Modlin's son was Ply Gem's corporate secretary. Whether the position
of corporate secretary carried any material benefit or whether it was simply an accommodation
provided as part of his firm's legal services to Ply Gem is not clear from the Complaint. Thus, I
infer nothing from the son's status. See Chaffin v. GNI Group, Inc. supra; Mizel v. Connelly,
supra.

