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capacity while serving as a director, officer, employee or agent or in any
other capacity while serving as a director, officer, employee or agent...3
The parties dispute whether the criminal prosecution occurred "by
reason of the fact that [Perconti] was an [officer]" or was based on an
"alleged action in an official capacity while serving as [an officer (or in any
other capacity)]." Perconti contends that the criminal proceeding resulted
from his alleged abuse of corporate authority as a Thornton officer and
from his alleged breaches of fiduciary duties he owed the Company.
Thornton asserts that indemnification is precluded because Perconti's
activities were undertaken for personal gain and not for corporate purpose
and, thus, did not constitute conduct in his official capacity.
Finally, Perconti argues that, if he is successful in this action, he is
entitled to the legal fees incurred in vindicating his indemnification rights
because, under Delaware law generally and under the bylaws as authorized
by 8 Del. C. § 145(0, a broad indemnification obligation assures a
successful indemnitee that the costs reasonably incurred will be borne by
the indemnitor. Thornton, on the other hand, argues that there is no right
to receive an award of fees for the prosecution of an indemnification action
under Section 145 or bylaw provisions adopted in conformance with
Section 145 and that its conduct in this matter does not constitute a basis
for deviating from the "American Rule," which generally leaves the burden
of legal expenses to the party incurring them.
1I. Aalysis
A.

Applicable legal standard

Summary judgment may be awarded when the moving party
demonstrates that there are no material facts in dispute and that it is entitled
to judgment as a matter of law.4 Factual inferences must be drawn in the

3

Art. XI, § 2 of the Thornton bylaws provides in material part:

Each person who was or is made party or is threatened to be made a party

to or is involved in any action, suit or proceeding, whether civil, criminal,
administrative or investigative (hereinafter a "proceeding"), by reason of
the fact that he or she is the legal representative, is or was a director,
officer, empleyee or agent, of the corporation ...whether the basis of such

proceeding is alleged action in an official capacity as director, officer,
employee or agent or in any other capacity while serving as a director,
officer, employee or agent, shall be indemnified to the fullest extent
authorizedby DelawareGeneralCorporationLaw .... (emphasis added).
4
Williams v. Geier,671 A.2d 1368, 1375 (Del. 1996); Scharfv. Edgcomb Corp., Del.
Ch., CA. No. 15224, mer. op. at 5, Steele, V.C. (Aug. 21, 2000).
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light most favorable to the party opposing the motion.' Indeed, "[i]f a
rational trier of fact could find any material fact that would favor the nonmoving party in a determinative way

. .. ,

summary judgment is

inappropriate." 6
B.

Indemnification

-

the statutory requirements

Indemnification assists corporate officers and directors in resisting
unjustified lawsuits and encourages corporate service by assuring
individuals that the risks incurred by them as a result of their efforts on
behalf of the corporation will be met, not through their personal financial
resources, but by the corporation. 7
Indemnification for officers and directors should be seen
as less an individual benefit arising from personal
employment than as a desirable underwriting of risk by the
corporation in anticipation of greater corporate-wide
rewards. . . . [D]irector and officer indemnification

benefits the corporation more than the director or the
officer covered
Thus, Section 145 must be applied in light of the broad, salutary policy
goal of assuring corporate officers and directors that their corporation will
absorb the risks that may result from performance of their duties and,
accordingly, Delaware's indemnification statute has been interpreted
expansively."

5
Brown
6

v. Ocean Drilling & Exploration Co., 403 A.2d 1114, 1115 (Del. 1979).
Cerberus Int'l, Ltd. v. Apollo Mgmt., L.P., Del. Supr., No. 131, 2001, slip op. at 17,
Veasey, C.J. (Mar. 13, 2002).
7
VonFeldt v. Stifel Fin. Corp., 714 A.2d 79, 84 (Del. 1998); Hibbert v. Hollywood
Park, Inc., 457 A.2d 339, 343-44 (Del. 1983); Mooneyv. Willys-OverlandMotors, Inc., 204 F.2d
888, 898 (3d Cir. 1953); see generally RODMAN WARD, JR. ET AL., FOLK ON THE DELAWARE
GENERAL CORPORATION LAW § 145.2 (41h ed. 20021 Supp.) (noting that the scope of
indemnification over time has expanded beyond the original primary purpose of providing
indemnification "in situations where the propriety of their actions as corporate officials is
brought under attack.") (quoting Essential Enters. Corp. v. Automatic Steel Prods., Inc., 164
A.2d 437,441 (Del. Ch. 1960)); see also Merritt-Chapman & Scott Corp. v. Wolfson, 321 A.2d
138, 141 (Del. Super. 1974).
'Scharfv. Edgcomb Corp., Del. Ch., C.A. No. 15224, mem. op. at 11, Steele, V.C.
(Dec. 2, 1997).
'See, e.g., VonFeldt v. Safel Fin. Corp., 714 A.2d at 84 ("We eschew narrow
construction of the statute where an overliteral reading would disserve [the policies behind
indemnification]."); see also Witco Corp. v. Beekhuis, 38 F.3d 682, 691 (3d Cir. 1994).
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Under 8 Del. C. § 145(c), an officer or director who meets the
requirements of the statutory provision has an absolute right to
indemnification. 0 "A party eligible for mandatory indemnification under
§ 145(c) must demonstrate two key elements: (1) that the matter at issue
was covered by § 145(a) or (b); and (2) that the party was successful on the
merits or otherwise."" Thornton does not dispute that Perconti was
"successful" in the Kentucky criminal proceedings as the result of the
prosecution's decision to dismiss all charges following the mistrial.'"
Although this dispute turns on the meaning to be ascribed to the
"by reason of the fact that [he] was... an officer" language of Section
145(a), the statutory analysis of Perconti's claim starts with Section 145(c).
If the former officer is "successful on the merits or otherwise" in a
proceeding described in Section 145(a), then he is entitled to
indemnification regardless of whether or not he acted in good faith or in
what he perceived to be the best interests of the corporation. Dismissal of
the charges against Perconti by the government, for whatever reason,
constituted "success." That "mere attainment of success" 3 in an action
described in Section 145(a) entitles the officer to indemnification for the
"expenses (including attorneys' fees) actually and reasonably incurred by
him." Perconti incurred and has paid legal fees of $322,500 in defense of
the charges contained in the Indictment." Because Thornton concedes that
the legal fees were reasonable, my inquiry necessarily must focus on
whether the criminal proceeding was one that fell within Section 145(a), or,
more specifically, whether the criminal proceeding was brought against
Perconti "by reason of the fact that he was [an] officer of [Thornton]."
C.

"By reason of the fact"

The parties' positions on the meaning of the "by reason of the fact"
language may be summarized in few words. Perconti contends that the
Indictment alleges and is ultimately dependent upon breaches of his
fiduciary duties as corporate officer - breaches that occurred by reason of
his status as chief executive officer and president of Thornton. Thornton,

0
See Witco Corp. v. Beekhuis, 38 F.3d at 691; Green v. Westcap Corp. ofDelaware,
492 A.2d 260,265 (Del. Super. 1985).
"Cochran v. StifelFin.Corp., Del. Ch., C.A. No. 17350, mem. op. at23, Strine, V.C.
(Dec. 13, 2000) (hereinafter "CochranIX").
' 2See id. at 23-24.
111d, mem. op. at 22.
4
See Affidavit of Paul Perconti in Support of His Motion for Summary Judgment at
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in response, argues that Perconti's acts were purely for personal gain,
perpetrated without any consideration of the corporation's interests.
When construing a statute, a court's obligation is to ascertain the
legislative intent expressed by the statutory language."5 It is a fundamental
rule of statutory construction that "the meaning of a statute must, in the
first instance, be sought in the language in which the act is framed, and if
that is plain,

...

the sole function of the courts is to enforce it according to

its terms."' 6 The words of the statute, of course, are to be given their
common meaning. 7 The phrase "by reason of' can be equated to "by
virtue of," "by force of," or "by the authority of."'" I understand "by reason
of' to convey the concept of a causal connection or nexus between, in this
case, the charges alleged in the criminal proceedings and the corporate
function or "official [corporate] capacity"' 9 of, in this case, Perconti.
Furthermore, this reading is consistent with the purposes of the
indemnification statute2" and the tradition of interpreting the indemnification statute broadly.2 '
Thornton contends that a corporate officer is not entitled to
indemnification when his conduct is motivated by personal self-interest and
greed. I am persuaded, however, that an officer will not be denied
indemnification under Section 145(c) because his conduct was motivated
exclusively by personal greed.
First, Section 145(c) assures
indemnification to the corporate officer who has been "successful" in the
criminal proceeding. It does not require a determination that the corporate
officer was "innocent." Guilty parties may prevail in criminal proceedings
for any of a number of reasons, including, of course, the requirement that
the jury be convinced of guilt beyond a reasonable doubt or a prosecutorial

"Coastal Barge Corp. v. CoastalZone Indus. ControlBd., 492 A.2d 1242,1246 (Del.
1985); Angelini v. Court of Common Pleas, 205 A.2d 174, 176 (Del. 1964).
"6Caminetti v. United States, 242 U.S. 470, 485 (1917); Hudson Farms, Inc. v.
McGrellis, 620 A.2d 215, 217 (Del. 1993).
"Mayer v. Executive Telecard, Ltd., 705 A.2d 220, 221 (Del. Ch. 1997).
"See BLACK'S LAW DICTIONARY 201 (6th ed. 1990); WEBsTER's THID NEW
INTERNATIONAL DICTIONARY OF THE ENGLISH LANGUAGE, UNABRIDGED 307 (Merriam-Webster
1993); United States v. William Cramp & Sons Ship & Engine Bldg. Co., 206 U.S. 118, 127

(1907).
"Cochran I1,
mem. op. at 12 (quoting Cochranv. Stifel Fin. Corp., Del. Ch., C.A. No.
17350, mem. op. at 37, Strine, V.C. (March 8, 2000) (hereinafter"Cochran P')) ("[T] he obvious
intent of the statute is to govern actions against such a person as a result of his actions in his
official capacity.").
2

See supra note 7 and accompanying text.
"See, e.g., VonFeldt v. Stifel Fin. Corp., 714 A.2d at 84; Heffernan v. Pacific Dunlop

GNB Corp., 965 F.2d 369, 375 (7th Cir. 1992) ("Both the language and the purpose of
Delaware's indemnification statute support interpreting its scope expansively.").
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decision not to devote additional resources to obtaining a conviction
following a mistrial. Second, to require the corporate officer seeking
indemnification under Section 145(c) to demonstrate that he pursued his
course of conduct for the benefit of the corporation or for purposes other
than self-interest would limit the rights clearly conferred by Section 145(c)
in a manner that was not (but could have been) included in the legislative
standard." The right of a "successful" corporate officer to indemnification
derives from his status as a corporate officer. Ifthe conduct resulting in the
prosecution was done in his capacity as a corporate officer, without regard
to what his motivation may have been, then the ensuing prosecution was
"by reason of the fact that" he was a corporate officer.'
The case law is consistent with this analysis. For example, in MCI
Telecom. Corp. v. Wanzer,2 the corporate officer was alleged to have
participated in a "kickback" scheme pursued in conjunction with the
corporation's vendors. The Court, noting that the operative pleadings in the
'Under Section 145(a), an "unsuccessful" corporate officer may be indemnified if "the
person acted in good faith and in a manner the person reasonably believed to be in or not
opposed to the best interests ofthe corporation." Tis good faith inquiry has not been mandated
under Section 145(c) for the "successful" corporate officer. See Waltuch v. Conticommodity
Servs., 88 F.3d 87 (2d Cir. 1996).
23
Corporate officers may be subjected to prosecution for conduct resulting from a wide
range of motivations. For example, they may be subjected to prosecution for their actions (or
their decisions not to take action) when their decision was motivated solely by their perception
of the corporation's best interests and where they do not believe that their conduct would be
unlawful (e.g., strict liability criminal offenses). They may also recognize that criminal
prosecution may result from their actions but, in their view, believe that the risk is in the
corporation's best interests. Then there are circumstances where the corporation's best interests
and the officer's personal greed have the potential for congruency. In this matter, Perconti's
desire to invest in futures contracts in excess of his authorization could be viewed in this light.
He may have been motivated primarily - or, perhaps exclusively - by the potential increase
in his bonus if his excessive investments were successful. However, if he made profitable
decisions, as he hoped he would, the corporation would have benefited as well. Considering that
a corporate officer makes his decisions with an eye toward enhancing his compensation may take
one down a path that leads too far: presumably, most corporate officers make corporate
decisions in the utmost good faith with the expectation or the hope that their correct (i.e., the one
that, in hindsight, turned out to have been profitable) decision will result in enhanced
compensation. Finally, at the end of this continuum is conduct which constitutes a total abuse
ofthe authority entrusted to the corporate officer with the only possible result being harm to the
corporation. Perconti's use of his corporate status to accomplish embezzlement is an example
of this. All of this possible conduct - which spans the range of motivations - would happen
"by reason of the fact" of one's status as a corporate officer.
24
Del. Super., C.A. Nos. 89C-MR-216 & SE-26, mem. op., Poppiti, J. (June 9, 1990).
Until enactment of Section 145(k) in 1994, the Superior Court was frequently the appropriate
forum for an officer seeking reimbursement by virtue of his right to indemnification because, by
that point, his claim was for a liquidated sum and, thus, remediable at law. See R.FRANKLIN
BALof"l &JESSE A. FINKELsTEIN, DELAwAR LAw oF CoRPs. &BusINEs OROs.. § 4.22, at n.420
(3d ed. 2002 Supp.).
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underlying litigation alleged that the conduct had been carried out "in his
capacity as a [corporate officer,]"2" approved the concept that the "by
reason of' requirement would be satisfied where the alleged breach of
fiduciary duty arises out of his status as corporate officer. 26 Engaging in a
kickback scheme is no less an action pursued for personal profit than
Perconti's actions in investing beyond his authority or, indeed, diverting
corporate funds for his own benefit through use of his corporate authority.
In Merritt-Chapman & Scott v. Wolfson, the corporate officer seeking

indemnification was alleged to have participated in a scheme, aided by the
use of inside information, involving the purchase of the corporation's stock
which, in essence, was a fraud on the corporation's shareholders.27 Personal
trading in the corporate stock was not related to the scope of the officer's
employment or his corporate responsibilities. However, because the officer
participated in the sale using inside information which he possessed by
virtue of his corporate status, the "by reason of' requirement was deemed
satisfied and the officer was found to be entitled to indemnification. Thus,
this corporate officer, motivated by personal gain, acting contrary to the
best interests of the corporation's shareholders, and using an attribute of his
corporate status (access to inside information), was deemed eligible for
indemnification under Section 145(c).
Otherjurisdictions interpreting Section 145 have also construed its
scope broadly. In Heffernan v. Pacific Dunlop GNB Corp., the Court of

Appeals was confronted with a challenge to the District Court's conclusion
that a director was not entitled to indemnification because "he had been
sued for 'wrongs he committed as an individual, not as a director."'2
Heffernan had been sued under the Securities Act of 1933 regarding the
sale of company stock that he had sold in his private capacity. The Court
of Appeals, while recognizing that Heffeman had acted in concert with the
corporation's interests in carrying out a stock sale agreement, concluded

2

i the action for which Wanzer sought indemnification, the conduct alleged was said
to have occurred "in his capacity as MCI's director of corporate services." The Indictment
alleges, at paragraph 2, that "at all times relevant to this Indictment, the defendant, PAuL
PERCONTi, was the President and Chief Executive Officer of Thornton Oil Corporation. As
President and Chief Executive Officer, PERcoNT1 had the duty to manage the affairs of the
company responsibly, to safeguard the assets of the company, and to protect the interests of the
company's shareholders."
2
MCI Telecomm. Corp. v. Wanzer, memn. op. at 17 (quoting ADM Corp. v. Thomson,
707 F.2d 25, 28 (1st Cir. 1983)) ("He was sued for a breach of a fiduciary duty; thus his legal
expenses arise 'by reason of his being' an officer.").
7321 A.2d at 140-41.
2
'Heffernan v. Pacific Dunlop GNB Corp., 965 F.2d at 372 (quoting Heffernan v.
PacificDunlop GNB Corp., 767 F. Supp. 913, 916 (ND. Il1.1991)).
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that "we find no support in the language and purpose of Delaware's
indemnification statute for defendants' argument that it limits
indemnification to suits asserted against a director for breaching a duty of
his directorship or for acting wrongfully on behalf of the corporation he
serves."'
The Court found it sufficient that "the substance of [the
allegations against the director] and the nature and context of the
transaction giving rise to the complaint indicate that [the director] may
have been sued, at least in part, because he was a director of [the
indemnifying corporation.]""
D.

Perconti's alleged activities

In order to ascertain whether Perconti was prosecuted "by reason
of the fact" that he was an officer of Thornton, it is necessary to describe
the charges against him and the circumstances from which the charges
arose." I draw my understanding from the Indictment 2 and from
Thornton's description of his conduct.3 3
Thornton traded in the petroleum futures market in an effort to
protect itself against fluctuations in the price of petroleum products and,
perhaps, to profit from the effort. As the chief executive officer of
Thornton, Perconti was ultimately responsible for these trading decisions.
During the relevant period, Thornton's founder and chairman, James
Thornton ("Mr. Thornton") had instructed Perconti to limit Thornton's
exposure in the commodities market to $600,000.

291d.;see also Witco Corp. v. Beekhuis, 38 F.3dat691-93. The Court in Witco focused
on the nexus between the litigation for which indemnification was sought and the corporate
officer's status. See i. at 691-92. It did note that there was no allegation that the corporate
officer had engaged in self-dealing or criminal activity which was not undertaken on behalf of
the corporation. See id. at 693. Thus, it did not consider the precise question presented here.
30Jd.; see also Rudebeck v. Paulson, 612 N.W.2d 450 (Minn. Ct. App. 2000)
(indemnifying costs of defending against claims of sexual harassment).
31
The following description of Perconti's conduct must be read with the understanding
that the jury
did not convict him of any of the crimes charged.
32
Perconti was charged with conspiracy under 18 U.S.C. § 371, wire fraud under 18
U.S.C. §§ 1343 & 1346, conspiracy to launder money under 18 U.S.C. § 1956(h), and engaging
in monetary
transactions in criminally derived property under 18 U.S.C. § 1957.
33
Thornton argues that summary judgment should not be granted to Perconti because
there are material facts in dispute. Thus, by relying on Thornton's characterization of the events
leading up to the Indictment, I meet my duty to view the facts in the light most favorable to the
non-moving party and to abjure reliance on material facts the non-moving party claims to be
disputed. Furthermore, while it remains Perconti's burden to demonstrate the absence of dispute
over material facts, I note that, despite Thornton's lukewarm assertion that material facts are in
dispute, it has not specifically identified any.
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In late 1996, Perconti decided to profit personally from his
experience in the petroleum futures market. He and three other Thornton
executives formed TEGRA as a vehicle for investing in the commodities
market. TEGRA's investment strategy, albeit on a smaller scale, followed
Thornton's investment strategy. TEGRA's investments, from late 1997
through May 1998, were funded with Thornton's funds instead of TEGRA's
funds and instead of the funds of its individual members. This was
accomplished through a fraudulent scheme of embezzling funds from
Thornton for both making investments and covering margin calls.
Moreover, in an effort to enhance his bonus, Perconti traded, on Thornton's
account, in an amount far in excess of the limits established by Mr.
Thornton. Perconti lied to Mr. Thornton and caused Thornton's profit and
loss statements to be falsified in order to keep Mr. Thornton from learning
about the substantial losses that had resulted from Perconti's trading
activities and about the embezzlement scheme. 4 When his conduct was
uncovered in May 1998, Mr. Thornton fired Perconti.
The Indictment, returned in February 1999, alleged that Perconti
pursued these activities for personal gain. Most of the conduct alleged to
have been criminal was done, not for the benefit of the corporation, but to
enhance his personal financial position. It is, however, fair to conclude that
the investments in petroleum futures contracts in excess of the amount
established by Mr. Thornton may have been prompted by dual motives-as
Thornton profited, so would Perconti profit in terms of his bonus.
Nonetheless, Perconti's predominant motivation was personal gain. Indeed,
none of the charges alleges that he was acting on behalf of the Company,
in the sense that the Company could also be criminally liable for his
conduct. Moreover, the Indictment makes clear that the Company was a
victim and not a beneficiary of his conduct.
In essence, Perconti decided to gamble in the commodities market.
He gambled with Thornton's money and, when he lost money, he simply
took more money from Thornton to pursue his scheme and to cover the
margin calls. These allegations formed the basis for the criminal
prosecution. Thus, the question, to which I must now turn is whether the
criminal proceeding was brought against him "by reason of the fact" that
he was president and chief executive officer of Thornton.
The crimes with which Perconti was charged occurred because of
his status as an officer of Thornton. Without that status, he would not have

'Perconti and Hobbs were also charged with embezzlement through the device of
writing Thornton checks that were payable to "cash." The scheme also included illegal wire
transfers and money laundering.
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had any obligation to provide "his honest services" to Thornton or to report
truthfully to Mr. Thornton about the Company's financial status and its
commodities trading activities. Similarly, it was his status as officer that
enabled him to embezzle (or to cause another to embezzle for his benefit)
or to transfer the corporate funds for his benefit. Clearly, he could not have
made the excessive investments in the commodities market on behalf of
Thornton without the authority arising from his executive position. Finally,
his position facilitated the hiding of his conduct from Mr. Thornton.
Thornton points out that Perconti was charged, not with breaching
any fiduciary duty owed to the Company, but with violating federal
criminal statutes. The conduct alleged in the Indictment, however, would
have been a violation of his fiduciary duties to the corporation; investing
beyond his authority and directing that corporate funds be applied for his
personal benefit both are the product of a corporate officer's abject failure
to comply with his fiduciary duties. In short, Thornton overlooks the
obvious: conduct which falls within the scope of a federal criminal statute
can also be a breach of a corporate officer's fiduciary duty.
The more typical scenario for indemnification may involve
corporate officers who are alleged to have engaged in criminal conduct that
may have been beneficial to the interests of the corporation or, at least, was
consistent with the corporation's purposes. It does not necessarily follow,
however, that actions carried out in a corporate capacity without regard for
the corporation's interests or, indeed, in derogation of the corporation's

interests are not undertaken "by reason of" the officer's corporate status.
Despite Thornton's urging, Section 145(c) simply does not draw the line
which it advocates. The inquiry, in these circumstances, is into whether the
criminal scheme is alleged to have employed the corporate powers (or, for
example, confidential inside information acquired through the corporate
status) conferred upon the officer by virtue of his status. Here, Perconti's
use of the corporate powers entrusted to him was critical to, and
instrumental in, the carrying out of the scheme in which he participated and
because of which the Indictment issued."
Thornton's argument, which is not without substantial appeal,
ultimately reduces to: given Perconti's conduct, it is inequitable and unfair
for the Company to bear the cost of his defense of the criminal proceeding.
35If, for example, it had been alleged that Perconti had acquired a gun and a ski mask
and had randomly robbed one of Thornton's gas stations on a Saturday night, a crime involving
his employer would have been alleged. It could not be said that the ensuing robbery charges
were brought'"by reason of" his status as corporate officer because none of his corporate powers
or other attributes of his corporate status were used in, or were necessary for, the commission
of the robbery as described.
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Because of subsequent litigation between Thornton and Perconti36 and the
procedural posture of this case, the perception of Perconti's conduct is
perhaps more clear than usually would be the case. This Court's function
is not to revisit the criminal proceedings or to make a judgment about
Perconti's ethics or, indeed, morality. Any reference to the appropriateness
of Perconti's conduct must cease before it starts because the question of
culpability is resolved absolutely by the statute's lenient standard of
"successful on the merits or otherwise." The dismissal of the charges
against Perconti resolved that issue for purposes of indemnification for the
costs incurred in defending against those charges. Ironically, Thornton's
detailed analysis of Perconti's conduct-however unpalatable it may have
been-amply demonstrates a course of abuse of his corporate position
through a series of failures to comply with his fundamental duties to the
corporation. The criminal allegations do not merely have a nexus to the
corporation; instead, they arise out of the core of his duties to the
corporation." For that reason, in the plain words of the statute, the charges
were brought against him "by reason of the fact that" he was an officer of
Thornton.3"
Accordingly, I am satisfied that there are no material .facts in
dispute and that Perconti is, as a matter of law, entitled to summary
judgment indemnifying him in accordance with 8 Del. C. § 145(c) for legal
fees in the amount of $322,500 as incurred in his defense of the charges
alleged in the Indictment.39
36See Compendium of Exhibits Cited in the Answering Brief of Thornton Oil
Corporation in Opposition to Plaintiffs Motion for Summary Judgment, at Exs. B, C & E-I.
"It may be useful to make an assumption, in this instance, probably one contrary to
fact. Suppose that the charges against Perconti were total fabrications. In that event, it would
seem that the costs of Perconti's actions in defending his integrity and honesty in investing and
handling corporate funds should be indemnified in furtherance of the policies supporting
indemnification generally and Section 145(c) in particular.
3
Thornton asserts that Perconti's activities were "purely personal" and, thus, not
undertaken in his corporate capacity. See Cochran 11, mem. op. at 12 (quoting Cochran 1,mem.
op 37-38) ("When a person signs an employment agreement or promissory note with the
corporation he serves, he is, one, would think, acting as an individual."); Heffernan v. Pacific
Dunlop GNB Corp., 965 F.2d at 372 (observing that it was "notasituation in which [the director]
maintained a personal trading portfolio and encountered litigation over his individual sale of
security in an unrelated company"); Bensen v. Am. Uftramar, Ltd, 92Civ.4420, 1996 WL
435039, at *3 (S.D.N.Y. Aug. 2, 1996) (applying foreign law patterned after Delaware's and
stating that 8 Del. C. § 145 "does not cover transactions that are purely personal"). The
sufficient answer, as set forth above, is that the criminal charges were filed against Perconti
because of actions that he took in his corporate capacity and, accordingly, they were not "purely
personal." If the actions have a sufficient nexus to the corporation and the officer's role in the
corporation, then it is difficult to see how such actions may be characterized as "purely

personal."

39

Although Perconti and Thornton have differing views on whether the scope of
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"Fees for fees"

Perconti's motion for summary judgment also seeks a
determination that he is entitled to reimbursement of the attorneys' fees and
expenses that he has incurred in this action.
Under the "American Rule,"" each party routinely bears the burden
of its own legal fees unless an exception to this general principle is
applicable. For example, a litigant whose opponent acts in bad faith or
frivolously may be awarded her fees."' The burden of legal fees may also
be shifted by statute or agreement between the parties.42

Plaintiffrelies exclusively upon Thornton's bylaws.43 His argument
is straightforward. The bylaws confer upon him rights that are contractual
in nature."

They provide for indemnification to the "fullest extent"

allowed by Delaware law. He is entitled under the bylaws to indemnification for the costs incurred in defense of the criminal action. He will not be
made whole if he must use a significant portion of his recovery from the
Company to pay his lawyers to obtain that relief. Delaware law, as noted

in CochranI, allows corporations to commit to pay "fees for fees" through
their bylaws. Because Thornton's bylaws may lawfully provide for "fees

for fees," then "fees for fees" are encompassed within the bylaws' general
grant of indemnification "to the fullest extent allowed by Delaware law."
In addition, Perconti invokes Pike Creek which teaches that a
contractual indemnification provision, "very broad in scope," is construed

under Delaware law to include the right to recover the costs of successful
efforts to vindicate those indemnification rights.45 The Supreme Court
indemnifiable conduct is broader under the bylaws than under 8 Del. C. § 145(c), they do not
disagree that, if Perconti is entitled to indemnification under § 145(c), he is also entitled to
indemnification under the bylaws.
'See, e.g., Seinfeld v. Coker, Del. Ch., C.A. No. 16964, mem. op. at 8-9, Chandler,
C. (Dec. 4, 2000) (discussing the "American Rule").
"See, e.g., Chamison v. Health Trust, Inc. - The Hosp. Co., Del. Ch., 735 A.2d 912,
926-27 (Del. Ch. 1999), affd, 748 A.2d 407 (Del. 2000) (awarding legal fees and expenses to
a former director seeking vindication of rights when the corporation acted in bad faith in refusing
to meet its indemnification obligation). Perconti does not invoke this exception as a basis for
an award of2 his fees.
4 See DONALDJ. WOLFE,JR.&MICHAELA. PiTTENGER, CORPORATE AND COMMERCIAL
PRACTICE tN THE DELAWARE COURT OF CHANCERY § 13-3(a), at 13-7 (2001).
'See supranote 3. "[R]ules which are used to interpret statutes, contracts, and other
written instnments are applicable when construing corporate charters and bylaws." Hibbert v.
Hollywood Park, Inc., 457 A.2d at 342-43.
"Salaman v. Nat'l. Media Corp., Del. Super., C.A. No. 92C-01-161, mem. op. at II,
Del Pesco,4J.(Oct. 8, 1992); see also Hibbert v. Hollywood Park Inc., 457 A.2d at 342-43.
1pike Creek Chiropractic Ctr.. P.A. v.Robinson, 637 A.2d 418 (Del. 1994). In Pike
Creek, the indemnification clause provided in pertinent part: "The Employee shall hold the
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concluded that an indemnitee "is not held harmless if it must incur costs
and attorney's fees in bringing suit to recover on the indemnity clause. The
[indemnitor], on the other hand, can avoid such costs and attorney's fees by
paying the amount due without the necessity of suit.""
This Court, on several occasions, has denied applications for "fees
for fees" in actions arising under both Section 145 and indemnification
provisions of corporate bylaws."7 Claims based on Section 145 have been
rejected because the General Assembly could have, knew how to, but did
not authorize an award of such fees. s
The question raised by Perconti here is whether Thornton's bylaws
are to be construed as entitling him to "fees for fees." The bylaws do not
expressly authorize the recovery of those fees and, indeed, they contain no
language that even hints at the answer.
In Mayer, bylaws granting indemnification "to the fullest extent
permissible under subsections (a) through (e) of Section 145 of the General
Corporation Law of Delaware" were construed as not providing for "fees
for fees." The Court concluded that bylaws authorized by 8 Del. C.
§ 145(c) could not be construed as allowing "fees for fees" because the
inquiry, as required by 8 Del. C. § 145(a), to measure the good faith of the
director in seeking indemnification would be "meaningless" since the good
faith requirement imposed upon the director would "invariably be satisfied"
as to his effort to seek indemnification. Thus, the Court concluded that the
General Assembly could not have intended to authorize "fees for fees"
through the structure of Section 145(a).
Thornton argues that Mayer is dispositive of the question raised by
Perconti. Mayer, however, involved bylaws limited to the rights that could
be conferred upon under Section 145(a)-(e). As recognized in Mayer, the
potential effect of Section 145(f) was not addressed.' 9 Because Thornton's
bylaws authorize reimbursement to the "fullest extent" allowed by
Delaware law, I now turn to consider Section 145(f), which provides:

Employer harmless and indemnify the Employer, its successors and assigns, against any
liabilities and expenses, including attorney's fees which result from any acts and [omissions] of
the Employee." Id at 419-20. This language was construed to allow the employer the right to
recover not only the fees it incurred in defending the malpractice action against it and its
employee, but also the costs of recovering those fees from its employee.
"IM at 422-23 (quoting Manson-OsbergCo. v. State, 552 P. 2d 654,660 (Ak. 1976)).
4"See, e.g., Cochran I, mem. op. at 53-54; VonFeldt v. Stifel Fin. Corp., Del. Ch., CA.
No. 15688, mem. op. at 3-4, Chandler, C. (Aug. 18, 1997), rev'd in part, 714 A.2d 79 (Del.
2000); Mayer v. Executive Telecard,Ltd., 705 A.2d at 221-24.
'See Mayer v. Executive Telecart Ltd., 705 A.2d at 221-22.
"See id.at 225 n.7.
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The indemnification and advancement of expenses
provided by, or granted pursuant to, the other subsections
of this section shall not be deemed exclusive of any other
rights to which those seeking indemnification or
advancement of expenses may be entitled under bylaw,
agreement, vote of stockholders or disinterested directors
or otherwise, both as to action in such person's official
capacity and as to action in another capacity while holding
such office.
Thus, to some extent, Section 145(f) allows for a "private ordering"
of indemnification rights above and beyond the statutory terms. Thornton
offers no reason why the bylaws, in a manner consistent with Section
145(f), could not provide for, as the result of the "private ordering" of the
corporation's relationship with its corporate officers, payment of fees
reasonably incurred in vindicating indemnification rights provided by both
Section 145(c) and the bylaws.'
Under our case law, "fees for fees" may be recovered only if such
recovery is expressly authorized by the bylaws.
"This Court has clearly held that the right to
indemnification against fees and expenses incurred in a
successful action to obtain indemnification is not found in
section 145 and must be based on express provisions
found either in corporate bylaws or separate agreements."5 '

"I need not determine, for present purposes, whether in order to rely upon a bylaw
provision premised upon Section 145(0, Perconti would have to satisfy Section 145(a)'s good
faith requirement, not only as to his pursuit of the indemnification action, but also as to the
conduct which led to the incurring of those expenses for which indemnification was sought.
Mayer may be read as directing the focus of the good faith analysis under Section 145(a) to the
decision to seek indemnification. On the other hand, if the recovery of "fees for fees" is viewed
as part of the corporation's duty to indemnify for bad faith conduct (but required by Section
145(c) because the officer prevailed in the criminal action) then the corporation could be seen
as indemnifying the officer for expenses incurred as a product of his bad faith conduct, expenses
not mandated by Section 145(c). For an analysis distinguishing between Section 145(a) with its
good faith obligation, and Section 145(c) without a good faith obligation, see Waltuch v.
Conticommodity Servs., 89 F.3d at 95-97.
51
Cochran 1,
mem. op. at 53-54 (quoting VonFeldt, mem. op. at 3-4). An example of
a provision in a certificate of incorporation expressly authorizing "fees for fees" may be found
in Chamison v. HealthTrust, Inc., 735 A.2d at 927.
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Although VonFeldt and CochranImay have focused on Section 145(a) &
(b), the bylaws at issue there would have required payment of "fees for
fees" if bylaws granting indemnification rights to the "fullest extent"
allowed by Delaware law and Section 145(f) acted together to confer that
right. In CochranI, for example, the bylaws provided for indemnification
"to the full extent authorized by law. 5' 2 Although the Court acknowledged
that "[Section] 145(f) suggests that a corporation's decision to provide
broader indemnification rights should not be disturbed unless those broader
rights are 'contrary to the limitations 6r prohibitions set forth in the other
Section 145 subsections, or other statutes, court decisions or public policy
... ,,"'" it, nonetheless, concluded that "fees for fees" could not be awarded.

Thus, "fees for fees" applications based on bylaws comparable to the
Thornton bylaws have been denied.
Moreover, Pike Creek cannot be read to save Perconti's claim. 4
The policies behind the general contract law of Delaware, as enunciated in
Pike Creek,are different from the particular considerations motivating the
indemnification of officers and directors, whether directly pursuant to
statute or through bylaws as authorized by statute. Even though the
"private ordering" allowed by Section 145(f) may go beyond the precise
legislative purposes that resulted in enactment of Section 145, any bylaw
adopted under Section 145, including Section 145(f), must be viewed in the
context of corporate indemnification, which has history and policy different
from those implicated in Pike Creek.
Section 145(f) accords the corporation flexibility in structuring its
indemnification obligations in ways that are yet to evolve. To hold that
Section 145(f) and a standard bylaw providing for indemnification to the

"fullest extent" of the law join forces to confer indemnification rights to the
furthest frontier of indemnification, in myjudgment, would be inconsistent
with the common understanding given to such provisions. The simple, and
certainly not original, answer is that, if the drafters of the bylaws intended

for the corporation to pay "fees for fees," it would have been easy enough
to have drafted such a provision explicitly. Because of the unique aspects

of further subjecting the corporation to potential liability for "fees for fees,"
" 2Cochran I, mem.op. at 4.
"Id. at 47 (quoting E. Norman Veasey et al., Delaware Supports Directors with a
Three-LeggedStool ofLimitedLiability,Indemnification,andInsurance,42 Bus. LAW. 399,415

(1987)).
4I note that CochranI, VonFeld, and Mayer were all written after Pike Creek. See
also Chamison v. HealthTrust, Inc., 735 A.2d at 926-27 (discussing both corporate indemnification and Pike Creek).
"See Cochran 11, mem. op at 28. Alternatively, this concern could be addressed
through a separate agreement.
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especially where the good faith of the person seeking them may be
questioned, and because of the tradition of not awarding "fees for fees" in
indemnification actions under 8 Del. C. § 145(c), s I am reluctant to
conclude that those who adopted Thornton's bylaw indemnification with its
very general, but broad, language intended to include "fees for fees."
Thus, notwithstanding Section 145(0 and the broad language of
Thornton's bylaws, but particularly in light of the compelling case law
requiring that any award of "fees for fees" must be expressly authorized by
the bylaws, I am satisfied that Thornton's bylaws may not be interpreted as
'
authorizing or requiring the payment to Perconti of "fees for fees."57
Accordingly, Perconti's motion for summary judgment on this claim will
be denied.
IV. Conclusion
For the above reasons, I grant Perconti's Motion for Summary
Judgment on his claim for indemnification of legal fees and expenses in the
amount of $322,500 as incurred in the defense of the Indictment, but I deny
his motion on his claim for an award of the legal fees and expenses
incurred in the prosecution of this action.
I ask that counsel confer and submit an implementing form of
order.

SAITO v. McKESSON HBOC,INC.
No. 18,553
Court of Chancery of the State of Delaware,New Castle
October 25, 2002
Revised November 13, 2002

56

See Mayer v. Executive Telecard, Ltd., 705 A.2d at 222.
"'See VonFeldt v. Stifel Fin. Corp., 714 A.2d at 86 n.29 (noting that this issue has not
been addressed at the appellate level).
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Pamela S.Tikellis, Esquire, and Robert J. Kriner, Jr., Esquire, ofChimicles
& Tikellis, LLP, Wilmington, Delaware; and Robert S.Green, Esquire, and
Robert A. Jigajian, Esquire, of Green & Jigarjian, LLP, San Francisco,
California, of counsel, for plaintiff.
Anthony W. Clark, Esquire, Paul J. Lockwood, Esquire, Michael A.
Barlow, Esquire, and Cynthia E. Carrasco, Esquire, of Skadden, Arps,
Slate, Meagher & Flom LLP, Wilmington, Delaware; Jonathan J. Lerner,
Esquire, of Skadden, Arps, Slate, Meagher & Flom, LLP, New York, New
York, of counsel, and James E. Lyons, Esquire, and Timothy A. Miller,
Esquire, of Skadden, Arps, Slate, Meagher & Flom LLP, San Francisco,
California, of counsel, for defendant.
Richard M. Humes, Esquire, and Melinda Hardy, Esquire, of the Office of
the General Counsel, Securities and Exchange Commission, Washington,
D.C., of counsel, for the SEC as amicus curaie.
CHANDLER,

Chancellor

Plaintiff Noel Saito instituted this action under 8 Del.C. § 220 to
obtain access to certain books and records of defendant McKesson
Corporation ("McKesson"). This is the Court's decision, after a trial and
following briefing, with respect to certain records of McKesson as to which
it has asserted attorney-client privilege and the work product doctrine.'
Plaintiffs action seeks the books and records of McKesson
Corporation (formerly McKesson HBOC, Inc.), a Delaware corporation.
McKesson HBOC was formed through the merger of McKesson
Corporation and HBOC & Co. ("HBOC") on January 12, 1999.
Approximately 3 months after McKesson's acquisition ofHBOC became
effective, McKesson HBOC announced the first of what appears to be three
downward revisions of revenues, earnings, net income, and other financial
information, for financial years 1996-1998.
After these announcements, the Securities and Exchange
Commission's (SEC) Office ofEnforcement began an informal inquiry into
whether McKesson HBOC had filed materially false or misleading
financial statements.2 The next day (April 29, 1999) the SEC notified
'Following remand from the Supreme Court, this Court addressed the scope of
plaintiffs demand in an Order dated September 20, 2002. I have stayed that Order until the filing
of this opinion. Language in the Order addressing the attorney-client privilege and the work
product doctrine refers specifically to the results of this decision.
2
PI. App. of Docs. in Support of Mot. to Compel Ex. A, 14.
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McKesson that it had begun an informal inquiry into whether McKesson
HBOC had filed materially false or misleading financial statements.
McKesson HBOC's audit committee then retained Skadden, Arps, Slate,
Meagher & Flom LLP ("Skadden") on May 3, 1999. Skadden, in
conjunction with PricewaterhouseCoopers LLP ("PwC"), conducted an
internal investigation of the alleged wrongdoing and prepared a written
report for the audit committee, summarizing the relevant facts and legal
principles involved in the various pending actions and investigations.
Skadden informed the SEC and the United States Attorney's Office
for the Northern District of California ("USAO") of this investigation and
offered to disclose the work product generated from this internal investigation upon the condition that the materials would be subject to a
confidentiality agreement. Most of this work product was shared after a
confidentiality agreement was executed among McKesson, the SEC, and
the USAO on May 27 and 28, 1999. Five documents, however, were
disclosed to the SEC prior to the execution of the confidentiality agreement. These documents are numbers 7 and 9-12 on the First Privilege Log.
Plaintiff, along with other shareholders, filed a derivative suit in
this Court based on the earnings restatements and alleged wrongdoing.3
Defendant moved to dismiss the derivative action, which I granted without
prejudice. I also allowed plaintiff leave to amend the complaint after
gathering the facts necessary to file a legally sufficient complaint."
Plaintiff filed this § 220 action on December 14, 2000. At a pretrial conference, the parties agreed to bifurcate the issues, addressing the
scope of the inspection first, and later addressing the issues relating to
attorney-client privilege and the work product doctrine. The issues
concerning the scope of the inspection have been addressed in a separate
opinion, and numerous documents and records have been ordered produced
to plaintiff.5 This opinion determines the applicability of the attorneyclient privilege and work product doctrine to certain documents that
continue to be in dispute.
The disputed information plaintiff seeks is listed on four separate
privilege logs. Defendant asserts that plaintiff is not entitled to these
particular documents because of the attorney-client privilege, the work
product doctrine, or both.6 The documents are best identified by separating
3
Ash
4

Id.

v. McCall, 2000 Del. Ch. LEXIS 144 at *1(Del. Ch. Sept. 15, 2000).

5
Saito v. McKesson HBOC, Inc., 2001 Del. Ch. LEXIS 96 at *4 (Del. Ch. July 10,
2001); 806 A.2d 113 (Del. 2002); Order dated Sept. 20, 2002 (identifying records to be

produced).

"Each line of the privilege log states which defense is being made.
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them into four different groups. Group A consists of documents McKesson
HBOC produced to the SEC and the USAO. 7 Group B consists of premerger legal advice to defendant.8 Group C consists of post-merger legal
advice and board minutes.9 Group D is a catch-all of all documents
prepared by in-house counsel but not produced to the SEC or the USAO. 10
For reasons set forth below, I grant the motion to compel in part, and deny
it in part.
I. ANALYSIS
A.

Documents Shared with the SEC and/or the USAO

Group A documents are those disclosed by McKesson HBOC to
the SEC. Most of these documents were not disclosed until a confidentiality agreement was signed with the SEC. Group A documents include
Items 7, 9-21, 23-114 of the First Privilege Log and the letter dated
11/19/99 on the Fourth Privilege Log. The documents shown to the SEC
before the confidentiality agreement was in place are documents 7 and 9-12
of the First Privilege Log. Defendant asserts a work product privilege as
to all of these documents and attorney-client privilege as to four of them.
Plaintiff Saito contends that these documents are not shielded by the work
product doctrine or attorney-client privilege.
1.

Work Product Doctrine

Saito contends that the work product doctrine is inapplicable to the
Group A documents because the documents were not confidential and
because any privilege that would have attached was waived when the
documents were disclosed to potential adversaries-the SEC and/or USAO.
The documents in dispute were prepared in anticipation of
litigation and were intended to be confidential. Thus, the documents
clearly qualify as work product. Plaintiff argues that the McKesson HBOC
board did not specifically empower the audit committee with defending

7
ltems 7, 9-21, 23-1 14 on the First Privilege Log, letter dated 11/ 19/99 on Fourth
Privilege Log. Item 22 on the First Privilege Log was listed as a Group A document by plaintiff,
but, since it was not produced to the SEC or the USAO, I address this document under Group C.
'All items on the Third Privilege Log.
9
Items I and 22 on the First Privilege Log; all items on the Second Privilege Log;
agenda dated 1/27/99 on Fourth Privilege Log.
Items 2-6 and item 8 on the First Privilege Log; documents dated 5/14/99 and
5/20/99 on the Fourth Privilege Log.
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securities litigation, so the resulting investigative reports by the audit
committee were not prepared in anticipation of litigation. The audit
committee retained the law firm of Skadden and the accounting firm PwC,
however, for that specific purpose. Skadden shared a dual role-the firm
was assisting McKesson HBOC in its internal review, as well as defending
various lawsuits linked to the subject of this very same investigation.
Plaintiff also argues that McKesson HBOC never intended the
reports to be confidential. McKesson HBOC, however, clearly negotiated
a confidentiality agreement with the SEC before disclosing the documents
at issue. Therefore, the documents do not lose their work product
protection simply because the board failed explicitly to state that the report
may also be used to assist in any anticipated litigation and that the
materials prepared during the audit committee investigation were intended
to be confidential.
The pivotal question remaining is whether McKesson HBOC
waived its work product privilege as to these documents by sharing them
with the SEC in its investigation. The traditional work product doctrine has
been codified in Chancery Court Rule 26(b)(3), and generally bars the
discovery of materials created in anticipation of litigation or for trial
preparation." But this bar is not an "impenetrable barrier."' It is a
qualified immunity. 3 It allows a party to seek materials prepared in
anticipation of litigation only when the party: 1)has a substantial need for
the materials; and 2) the party cannot acquire a substantial equivalent of the
materials by other means without undue hardship.' 4 Even when a showing
of need and unavailability is made, the rule specifically protects the mental
impressions, conclusions, opinions and legal theories of the party's
attorney. 5 This is referred to as opinion work product (as opposed to trial

"In pertinent part, Rule 26(bX3) provides that:
[A] party may obtain discovery ofdocuments and tangible things otherwise
discoverable ...and prepared in anticipation of litigation or for trial by or
for another party ... only upon a showing that the party seeking discovery
has substantial need of the materials in the preparation of the party's case
and that the party is unable without undue hardship to obtain the substantial
equivalent of the materials by other means. In ordering discovery of such
materials when the required showing has been made, the Court shall protect
against disclosure of the mental impressions, conclusions, opinions, or
legal theories of an attorney or other representative of a party concerning
the litigation.
'2 Tackett v. State FarmFire & CasualtyCo., 653 A.2d 254, 262 (Del. 1995).
14DEL. CT.CH. R. 26(b)(3).
'lid While the rule states that the Court "shall protect" against disclosure of attorney
opinion work product, the Delaware Supreme Court has subsequently interpreted the rule to hold
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preparations that are merely historical or fact based). Opinion work
product is subject to disclosure according to a more stringent standard. A
court will protect opinion work unless the requesting party can show that
it is directed to the pivotal issue in the current litigation and the need for
the information is compelling.'6
All of the Group A documents are designated as work product.
The issue is whether McKesson HBOC waived its claim to work product
privilege over Group A documents when it disclosed those documents to
the SEC.
a.

Waiver of the Work Product Privilege

As with any privilege, the protection of work product may be
waived when it no longer serves its useful purpose. The purpose behind the
protection of work product is "to promote the adversary system by
safeguarding the fruits of an attorney's trial preparations from the discovery
attempts of the opponent."' I The adversary system is promoted because
this protection allows clients to seek informed legal guidance and allows
attorneys to prepare their cases without fear that these preparations will be
used against their clients.' Thus, the focus of the doctrine is upon
preventing discovery of the work product from an "opposing party in
litigation,not necessarily from the rest of the world generally." 9 Courts
and legislatures have consistently found that these benefits are so important
that they outweigh society's competing interest in revealing all material
facts relevant to the resolution of a dispute."0
Such waivers are rarely granted in Delaware because of their harsh
2
result. ' Indeed, a finding of waiver of opinion work product protection
should only be made in cases of the most egregious conduct by the holder

that opinion work product is discoverable upon an even stronger showing of substantial need and
unavailability. Tackett, 653 A.2d at 262. This "more substantial need" is met when a party
shows that the mental impressions are: 1) directed to the pivotal issue in the current litigation;
and 2) the need for the information is compelling. Id
"Tackett, 653 A.2d at 262.
17UnitedStates v. AT&TCo., 642 F.2d 1285, 1299 (D.C. Cir. 1980).
"Westinghouse Elec. Corp. v. Philippines,951 F.2d 1414, 1428 (3d Cir. 1992).
"UnitedStates v. AT&TCo., 642 F.2d at 1298-99 (emphasis added).
"See, e.g., Hickman v. Taylor, 329 U.S. 495 (1947); In re Subpoenas Duces Tecum,
738 F.2d 1367 (D.C. Cir. 1984).
21
Wolhar v. GMC, 712 A.2d 457,463 (Del. Super. Ct. 1997) ("[A] finding of waiver
is discretionary with the court and rarely granted, as it is a harsh result."); see also Tackett, 653
A.2d at 260 (describing the "exacting" standard required to overcome work product protection,
a standard that is "more stringent" than that required to overcome attorney client privilege).

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 28

of the privilege.2 In order to waive a privilege, an individual must know
of a particular right and voluntarily and intentionally choose to relinquish
it.2" A waiver does not always have to be express, it may also be implied
from the circumstances.24
Disclosure of work product does not negate its protection unless
the disclosure is "inconsistent with the maintenance of secrecy from the
disclosing party's adversary."' A party may relinquish its right to protection of its work product if it knowingly and voluntarily discloses it with
"either the intention or practical result that the opposing party may see the
documents."26
There is no waiver of privileged information to third parties if a
disclosing party had a reasonable expectancy of privacy when it made an
earlier disclosure. In assessing whether a party had a reasonable
expectation of privacy in the disclosure, the Court generally asks two
questions: 1) did the disclosing party believe its disclosure was confidential; and 2) will the law sanction that expectation?27 Two contexts
where this consideration arises are in the common interest exception and
in making disclosures pursuant to a confidentiality agreement.
1.

Common Interest Exception

Disclosures to a third party do not waive attorney work product
when the disclosing party and its recipient share some common interest.
Under this "common interest" exception, a communication may still be
classified as confidential even after its disclosure to others, as long as those
others have interests that are "so parallel and non-adverse that, at least with
respect to the transaction involved, they may be regarded as acting as joint
venturers."28 The traditional example of this is the co-defendant situation.
This "common interest exception" or "joint prosecution privilege"29 will

2Wolhar, 712 A.2d at 463.
'Metro. Bank & Trust Co. v. Dovenmuehle Mortgage, Inc., 2001 WL 1671445 at *5
20, 2001).
(Del. Ch. Dec.
24
United States v. AT&TCo., 642 F.2d at 1298-99.
"Id. at 1299 (quoting GAF Corp. v. Eastman Kodak Co., 85 F.R.D. 46, 51-52
(S.D.N.Y. 1979).
26
Wolhar, 712 A.2d at 462-63.
"Jedwab v. MGM Grand Hotels, Inc., 1986 WL 34210 at $2 (Del. Ch. March 20,
1986).
23Id.

29

WTEquip. Partners,L.P. v. Parrish,1999 WL 743498 at * I (Del. Ch.Sept. 1, 1999)
(withholding oral disclosures because they were made in accordance with the joint prosecution
relevance to solving the substantive issues and outweighed the potential
privilege, provided little
prejudice caused by chilling future counsel preparations).
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attach when the persons sharing the information have a common adversary
or share a common interest in the litigation. When persons sharing a
common interest share work product, the parties reasonably expect the
disclosures to be confidential. Courts sanction such disclosures because
they further the adversarial system by allowing the attorneys to collectively
gather fruits in preparation for litigation without the risk of those fruits
being plucked by the common adversary.
McKesson-HBOC argues that it shared a common interest with the
SEC when it disclosed the privileged documents at issue, and, therefore, the
work product protection was not waived. Saito disagrees, insisting that
McKesson HBOC was not aligned with the SEC and was, in fact, a target
of an SEC investigation when the disclosure was made. Thus, Saito
contends, the two entities did not share a common interest and McKesson
HBOC had no reasonable expectation of privacy in the documents provided
to the SEC.
The common interest question here boils down to whether the SEC
acts as a friend or foe when it begins investigating a company for potential
violations of the Securities Act. I think the more reasonable conclusion is
that the SEC was a foe in this instance.3"
The adversarial relationship here is strikingly similar to that in In
re SteinhardtPartners,L.P.3 The SteinhardtCourt noted that
the SEC stood in an adversarial position to Steinhardt
when it requested assistance. This was not a case in which
a party complied with a benign request to assist the SEC
in performing its routine regulatory duties. The determinative fact in analyzing the adversarial nature of the
relationship is that Steinhardt knew that it was the subject
of an SEC investigation, and that the memorandum was
sought as part of this investigation. The fact that the
request came from the SEC's Enforcement Division
further supports the conclusion that this was an adversarial
relationship.32
Similarly, McKesson was aware that the nature of its relationship
with the SEC was adversarial before disclosing its work product.

The question in such cases is "who is the target" of the SEC's investigation. Is it the

company? Senior officers? A rogue employee? In this particular case, it is clear that the
company, at the very least, was a target, and that is sufficient for purposes of my analysis.
319 F.3d 230 (2d Cir. 1993).
3
1d. at 234.
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McKesson knew it was a target, knew the disclosure was being sought as
part of this investigation, and knew the investigation was being conducted
by the enforcement arms of two different agencies immediately following
a public admission of wrongdoing. These enforcement agencies were not
"friendly" to McKesson. In fact, as Saito points out, and defendant concedes, the SEC expressly disavowed sharing a common interest with
McKesson."
The fact that McKesson "cooperated voluntarily does not transform
the relationship from adversarial to friendly."34 McKesson had sufficient
reason to comply with the SEC and USAO even if its interests were
adverse. As other courts have noted, such enforcement agencies are
formidable adversaries." Even though they may be considered foes, a
party under investigation has significant incentives to cooperate with the
authorities. The disclosing party often decides that the benefits of
cooperation outweigh the possible damage that may be caused by the
information it discloses. Such benefits often include more lenient treatment, avoidance of extensive formal investigation and enforcement
litigation, and an opportunity to narrow the issues.36 By yielding to these
formidable opponents in order to minimize future damages, a disclosing
party does not make those opponents its friend. It merely concedes that it
prefers not to anger such a foe.
McKesson HBOC argues that it had a common interest with the
SEC and USAO in that it too wanted to weed out the wrongdoers in the
company. But this is not the type of common interest the exception
contemplates. Cooperation with a government investigation may be a
"laudable activity,""' but it does not align one's interests with that
"One court has found that the SEC could potentially share a common interest with a
corporation in situations where the SEC is not adverse because individual wrongdoers, as
opposed to the corporation itself, are the focus of investigation. McKesson HBOC, Inc. v. Adler,
562 S.E.2d 809 (Ga. Ct. App. 2002). The Georgia Court of Appeals directed the trial court to
examine whether the fact that the SEC investigation's focus was on former officers and

employees, as opposed to current employees or the corporation itself, indicated that the SEC
shared a common interest with the disclosing corporation. This is not the situation here,
however. McKesson was itself a target of the SEC investigation. Thus, I need not discuss
whether the SEC or another law enforcement agency could possibly share a common interest

with a disclosing corporation. Instead, McKesson is much more similar to Cooper Hospital,
where law enforcement agencies were found to be adverse because the agencies were targeting
the corporation, not just a few errant employees. CooperHospital/UniversityMedical Centerv.
Sullivan, 183 F.R.D. 119 (D.N.J. 1998).
34
Cooper, 183 F.R.D. at 119.
31in re SteinhardtPartners,L.P., 9 F.3d at 236; In re Subpoenas Duces Tecum, 738
F.2d 1367,1372 (D.C. Cir. 1984); In re Sealed Case, 676 F.2d 793, 822-23 (D.C. Cir. 1982).
'In re SteinhardtPartners,L.P., 9 F.3d at 236.
37PermianCorp. v. United States, 665 F.2d 1214, 1221 (D.C. Cir. 1981).
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government entity. 3 As noted above, the interest between the disclosing
party and the recipient must be "so parallel and non-adverse that, at least
with respect to the transaction involved, they may be regarded as acting as
joint venturers." 39 McKesson HBOC was not ajoint venturer with the SEC
or USAO because it was under investigation and its interests were adverse
to these enforcement entities when the work product was disclosed. Thus,
they did not share a common interest.
2.

Disclosure Pursuant to a Confidentiality
Agreement

Another instance in which a disclosing party's expectations of
privacy may be heightened is when that party secures a confidentiality
agreement before agreeing to disclosure of privileged information. As
noted in Westinghouse Elec. Corp. v. Philippines,' there are
two distinct types of waivers: selective and partial.
Selective waiver permits the client who has disclosed
privileged communications to one party to continue
asserting the privilege against other parties. Partial waiver
permits a client who has disclosed a portion of privileged
communications to continue asserting the privilege as to
the remaining portions of the same communications.4
The Delaware Supreme Court has already determined that it is
sometimes unfair to allow for partial waivers of work product. 2 No
3

E.g., UnitedStates v. MIT, 129 F.3d 68 1,686 (1st Cir. 1997) ("In a rather abstract
sense, MIT and the audit agency do have a 'common interest' in the proper performance of MIT's
defense contracts and the proper auditing and payment of MIT's bills. But this is not the kind
of common interest to which the cases refer in recognizing that allied lawyers and clients -who
are working together in prosecuting or defending a lawsuit or in certain other legal transactions
- can exchange information among themselves without loss of the privilege. To extend the
notion to MIT's relationship with the audit agency, which on another level is easily characterized
as adversarial,
would be to dissolve the boundary almost entirely.").
39
1d.

"0951 F.2d 1414 (3d Cir. 1992).
"Id. at 1423 n.7 (citations omitted).
"2 Tackett v. State Farm Fire & Casualty Co., 653 A.2d 254 (Del. 1995). A partial
waiver may be implicit, even if unintentional, when fairness and consistency mandate that a
partial disclosure of privileged information amounts to a full waiver of the privileged
information if this disclosure places its opponent at a distinct disadvantage due to an inability
to examine the full context of the partially disclosed information. Id.at 259-60 (finding that
insurance company asserting its routine handling of plaintiffs claim implicitly disclosed its
reliance upon its counsel's communications and was, therefore, required to produce the
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Delaware court, however, has decided whether to allow selective waivers
of work product. Selective waiver is the type of waiver at issue in this

case, as McKesson HBOC has selectively disclosed its work product to the
SEC and now asserts its work product privilege as to these same documents
when requested by plaintiff Saito.
Fairness concerns generally govern partialwaivers,43 but fairness
has little relevance in the context of selective waivers.' This is because
disclosure to one adversary does not prejudice a subsequent adversary any
more than it would have if the initial disclosure had never been made. I
agree with Chief Judge Becker of the United States Third Circuit Court of
Appeals in that I "do not see how disclosing protected materials to one
adversary disadvantages another."45 Thus, fairness is not determinative and
a plaintiff must provide some other reason why the privilege protecting the
work product of its opponent should be waived when that work product
was confidentially disclosed to a law enforcement agency in its
investigation. Plaintiff Saito has failed to provide such a justification in
this instance. Instead, public policy seems to mandate that courts continue
to protect the confidentially disclosed work product in order to encourage
corporations to comply with law enforcement agencies.
I must first determine whether McKesson HBOC had a reasonable
expectation of privacy in its work product documents when it disclosed
those documents to the SEC pursuant to a confidentiality agreement in the
course of an investigation. If so, I must then determine whether to sanction
that expectation. First, I find that McKesson HBOC did have a reasonable
expectation of privacy in its disclosure to the SEC of documents secured
by a confidentiality agreement.46 As already noted, the work product
doctrine exists to protect the fruits of attorney preparations from being used

privileged 4materials
supporting this assertion).
3
Courts have noted that it may be unfair for a party to make an assertion revealing
only portions ofprivileged information without allowing that party to examine the circumstances
and evidence supporting that assertion. See, e.g., Tackett v. State FarmFire& CasualtyCo., 653
A.2d 254 (Del. 1995) (stating that "[ilmplicit waiver also requires that the partial disclosure place
the party seeking discovery at a distinct disadvantage due to an inability to examine the full
context of the partially disclosed information."); Westinghouse Elec. Corp., 951 F.2d at 1426
n. 13 (finding that partial waiver may disadvantage adversary by allowing the disclosing party
to present a one-sided story to the court).
" Westinghouse Elec.Corp., 951 F.2d at 1426 n. 14 (rejecting fairness rationale as basis
for refusing selective disclosure because "when a client discloses privileged information to a
government agency, the private litigant in subsequent proceedings is no worse off than it would
have been 4had the disclosure to the agency not occurred.").
1d. at 1430.
'For those documents not secured by a confidentiality agreement before disclosure,
it follows that McKesson HBOC did not have any reasonable expectation of privacy.
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against their clients. When attorneys secure a confidentiality agreement
before sharing their work product with the SEC, as McKesson HBOC's
attorneys did, those attorneys can reasonably assume that the SEC would
not reveal those confidential disclosures to other adversaries.
Although it can be argued that McKesson HBOC should not have
had an expectation of privacy because some other courts have decided that
such disclosures waive work product privilege, the courts of Delaware have
not considered the issue. In fact, plaintiff, defendant, and the SEC alike
fight this battle in this Court using weaponry borrowed almost exclusively
from foreignjurisdictional battlefields because Delaware's terrain is barren.
The vigorousness of this clashing of swords suggests that the matter is far
from settled even on foreign soil.
The resulting decisions cover the entire spectrum-from protection
of work product in the absence of a confidentiality agreement to no
protection of work product even when a disclosure was secured by a
confidentiality agreement. The Eighth Circuit first established the selective
waiver doctrine and protected work product disclosures made to the SEC
during a private, nonpublic investigation, even without a confidentiality
agreement in place.47 The D.C. Circuit has since found that work product
privilege could only be preserved if a confidentiality agreement is in place
before the disclosure."' The Second, Third, Fourth, and Sixth Circuits have
found that waiver of the privilege as to one opponent waives the privilege
as to all when there is no confidentiality agreement in place. 9 Of these,
some indicated that a confidentiality agreement may have changed the
outcome of their decision." Only two cases cited to this Court found that
47

Diversified Industries, Inc. v. Meredith, 572 F.2d 596, 611 (8th Cir. 1978).
Permian Corp. v. United States, 665 F.2d 1214, 1218 (D.C. Cir. 1981) (upholding
trial court's conclusion that a confidentiality agreement was in place before disclosures were
made to the SEC and that this agreement prevented waiver of the work product privilege as to
these documents).
49
See, e.g., In re SteinhardtPartners,9 F.3d 230, 236 (2d Cir. 1993); Westinghouse
ElectricCorp. v. Philippines,951 F.2d 1414, 1431 (3d Cir. 1992); In re Martin MariettaCorp.,
856 F.2d 619 (4th Cir. 1988) (as to non-opinion work product); In re Columbia/HCAHealthcare
Corp.Billing PracticesLitig., 293 F.3d 289 (6th Cir. 2002).
5
See In re Subpoenas Duces Tecum, 738 F.2d 1367, 1375 (D.C. Cir. 1984) (finding
that to maintain confidentiality over work product, a corporation can simply refuse to disclose
the work product or "the company can insist upon a promise of confidentiality before disclosure
to the SEC."); In re SteinhardtPartners,L.P., 9 F.3d 230, 236 (2d Cir. 1993) (rejecting selective
waiver in most situations but cautioning that "[e]stablishing a rigid rule would fail to anticipate
situations. . . in which the SEC and the disclosing party have entered into an explicit agreement
that the SEC will maintain the confidentiality of the disclosed materials."); Westinghouse
Electric Corp. v. Philippines,951 F.2d 1414, 1431 (3d Cir. 1992) (rejecting selective waiver
doctrine as a general rule but finding that the result may differ when the SEC is not adversarial
and disclosures were made pursuant to a confidentiality agreement).
4
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the privilege was waived even when the disclosure was subject to a
confidentiality agreement."' Therefore, in light of conflicting but nonbinding precedent, McKesson HBOC acted reasonably in expecting that its
disclosures to the SEC under a confidentiality agreement would not reach
the hands of its other adversaries.
Second, because McKesson HBOC reasonably believed that its
disclosures would remain confidential, the remaining question is whether
this Court should sanction an expectation of privacy when it arose from an
attempt to cooperate with a law enforcement agency investigation. For the

reasons discussed below, I believe the more prudent policy would be to
recognize such expectations of privacy and hold that McKesson HBOC can
therefore assert its work product privilege over Group A documents
disclosed under a confidentiality agreement.
As noted earlier, Delaware courts vigorously protect work product
and treat waiver as an extremely harsh result. Waivers are meant to punish
those who do not protect the secrecy of their work product from adversaries
during discovery but then wish to prevent that disclosed work product from
being introduced as evidence at trial. Waivers are a penalty reserved for
egregious abuses by the privilege holder. I fail to see how an attorney who
confidentially discloses work product on behalf of her client pursuant to a
law enforcement agency investigation can be accused of egregious abuse
of this privilege.
Of course, as other courts have noted, voluntary disclosure is often
made to law enforcement agencies because there is already some benefit
to be gained from such a disclosure.52 For example, corporations may
cooperate with SEC investigations to avoid extended formal investigation
and enforcement litigation, to receive more lenient treatment, and to narrow
the investigated issues. 3 Although there is something to be gained from
cooperation, the fact remains that cooperation requires the company to
often divulge highly sensitive and incriminating information. There is a
balance in place already-whether the corporation should air its dirty
laundry in exchange for mercy or whether to force the law enforcement
agency to do its own legwork (and possibly overlook or fail to discover
some of the incriminating evidence) at the cost of more stringent treatment.
When courts amplify the risk of disclosure to include future private
plaintiffs, the scales begin to tip further in favor of corporate

IIWestinghouse Electric Corp., 95 1 F.2d at 1431; In re Columbia/HCA Healthcare
Corp., 192 F.R.D. 575 (D. Tenn. 2000).
321n re Steinhardt Partners,L.P., 9 F.3d at 235-36.
131d.
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noncompliance with investigative agencies. A rigid rule leading to such an
unwholesome trend seems unwise. Instead, a practical rule that would
reduce the risk of secondary unintended disclosure to private plaintiffs
from this initial balance would likely benefit both law enforcement
agencies and the future private plaintiffs they were established to protect.
A selective waiver rule is such a rule that benefits law enforcement
agencies, such as the SEC. Encouraging corporations to disclose their
internal investigations confidentially allows the SEC to resolve its
investigations expeditiously and efficiently. The SEC restricts its grants of
confidentiality agreements to situations where it has reason to believe that
obtaining work product is in the public interest and will result in greater
efficiency in the investigation.5' When the SEC benefits from a substantial
savings in time and resources, it resolves a higher volume of
investigations."
These benefits have an interesting spillover benefit for private
plaintiffs as well. Because of the SEC's savings and efficiency, greater
protection is afforded to the beneficiaries that it was designed to
protect-investing shareholders such as plaintiff Saito. The SEC is the
"lagencyprincipally responsible for the administration and enforcement of
federal securities laws, which are designed to protect investors and the
integrity of our capital markets."" When the SEC more efficiently protects
the integrity of capital markets, shareholders benefit. In fact, plaintiff
Saito, the shareholder contesting the confidentiality of this disclosure, has
already benefited by McKesson HBOC's disclosure. Thus, the SEC and
private litigants alike benefit from confidential disclosures because the
integrity of the capital markets is preserved at a lower cost to society.
Undoubtedly it would provide private plaintiffs a strong tactical
advantage to have open access to the trial preparations of their opponents.
Plaintiff, however, has offered no justification for receiving such open
access into the legal strategies and opinion work product of its opponent.
Such an assertion is no different from the "have my cake and eat it too"
mentality with which some jurisdictions charge disclosing parties. For

'Br. of the United States SEC as Amicus Curiaeat 2
"For example, the SEC in its amicus brief asserts that it saved several hundred hours,
used half the number of staff to investigate, and completed the investigation of McKesson much
earlier than it would have done without the confidential disclosure in this case. The SEC has
also benefited from confidentially disclosed reports from other targets that saved the SEC
approximately 29,000 hours of work and another report saving approximately $9 million. Br.
of the United States SEC asAmicus Curiaeat 15-16.
'Br. of the United States SEC as Amicus Curiaeat I.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 28

example, in the context of selective waiver of the attorney-client privilege,
the D.C. Circuit stated that
[t]he client cannot be permitted to pick and choose among
his opponents, waiving the privilege for some and
resurrecting the claim of confidentiality to obstruct others,
or to invoke the privilege as to communications whose
confidentiality he has already compromised for his own
benefit.... The attorney-client privilege was not designed
for such tactical employment.5
Although the attorney-client privilege is waived more easily than
the work product privilege, a few jurisdictions have extended this policy to
further justify a full waiver of the work product privilege. Some courts
admonish disclosing parties for desiring to maintain secrecy over their
work product because they already benefited from the disclosure by
receiving potential lenient treatment from law enforcement agencies. Thus,
the courts reason, the disclosing party should not later complain that this
benefit resulted in the unpleasant consequence of stripping the privilege
protection of those documents as against any and all future adversaries.
They reason that litigants cannot pick and choose adversaries because they
cannot have their cake and eat it too.
And yet, this reasoning fails to note two things: 1) disclosing
parties actually are not having their cake and eating it too; and 2) the
private litigating parties are just as guilty of wanting to have their cake and
eat it too. First, disclosing parties can hardly be characterized as having
their cake and eating it too. Disclosures made to the SEC when the
corporation is under investigation are not really akin to enjoying a dessert.
A disclosure to the SEC does not absolve the corporation of liability for the
acts disclosed. The corporation may hope to obtain leniency by disclosing,
but it comes with a cost-airing the corporation's dirty laundry.
Second, litigating shareholders want to have their cake and eat it
too: they want disclosing parties to continue disclosing to the SEC so they
are better protected, while at the same time they want access to these
disclosures for their own tactical advantage. Yet, these two desires are in
tension with one another because to encourage the first, the second is

"Permian Corp. v. United States, 665 F.2d 1214, 1221 (D.C. Cir. 1981).
5
"E.g., Bowne v. Ambase Corp., 150F.R.D. 465,480 (S.D.N.Y. 1993);In reSubpoenas
Duces Tecum, 738 F.2d 1367 (D.C. Cir. 1984); In re Steinhardt Partners, L.P., 9 F.3d 230 (2d
Cir. 1993).
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necessarily discouraged. Imposing the harsh consequence of a waiver upon
disclosing parties would discourage confidential disclosures. When the
benefits of leniency from the SEC are uncertain, yet the burden of exposing
a company's Achilles heel to a flood of adversaries is certain, corporations
will be less likely to choose to disclose work product to the SEC. It seems
inconsistent to deny a selective waiver rule and expect continued
cooperation with law enforcement agencies when a confidential disclosure
is such a double-edged sword for the corporation.
Private lawsuits are an important part of the enforcement scheme,
but the SEC is the governmental institution established as the first line of
defense. I see no reason why we should not tip the scales in its favor when
it will advantage all parties involved in some way, and will disadvantage
none ofthem. Private lawsuits are not deterred by encouraging cooperation
with the SEC, as private plaintiffs may still bring suit and have the same
ability to acquire such work product if their need is great enough.
Plaintiff Saito has asserted no other policy reason why I should
reject a selective waiver rule in favor of allowing it to access the trial
preparations of its adversary. A fundamental advantage of our adversary
system is that attorneys are able to prepare their own cases without fear of
such preparations being used against their clients. Although both parties
to a dispute generally work with the same non-privileged underlying
information, their attorneys digest, analyze and organize the material in
different ways, resulting in their unique work product. This work product
often includes their mental impressions, conclusions, opinions and legal
theories.
Work product is protected because courts have determined that the
adversarial system is better served when parties have access to only each
other's factual information in discovery, not to their thought processes. As
noted by Justice Jackson, "discovery was hardly intended to enable a
learned profession to perform its functions either without wits or on wits
borrowed from the adversary." 9 I know of no good reason why an
opponent should borrow the wits of its adversary simply because that
adversary was cooperating with a law enforcement agency. This outcome
prevents both the SEC and the private plaintiffs from benefiting from
confidential disclosures of work product rather than encouraging the
benefits inherent in a selective waiver approach. It simply increases the
cost of compliance with law enforcement agencies. 60 As noted by the

5

gHickman v. Taylor, 329 U.S. 495, 516 (1947) (Jackson, J., concurring).
'Inre Columbia/HCA HealthcareCorp. Billing PracticesLitig., 293 F.3d 289, 311
(6th Cir. 2002) (Boggs, J., dissenting op.) ("The court's rule does nothing more than increase the
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Eighth Circuit it may also "have the effect of thwarting the developing
procedure of corporations to employ independent outside counsel to
investigate and advise them in order to protect stockholders, potential
stockholders and customers." 6'
This is a simple rule to navigate as well. There is no line-drawing
problem because law enforcement agencies are readily distinguishable
from private plaintiffs. Although there may be problems inherent in
treating different private plaintiffs differently, there is no reason why a
court should not treat a law enforcement agency differently than private
plaintiffs. Law enforcement agencies are different types of adversaries.
When corporations become less adversarial with law enforcement agencies,
this cooperation is in the investing public's best interest.
The only other substantial argument made in opposition to the
selective waiver rule is that it does not further the purpose of the attorney
work product privilege--to promote the adversary system. This purpose
may not be furthered, but it is also not hindered. Because a confidentiality
agreement would prevent the law enforcement agency from passing along
privileged information to other private adversaries, the adversarial system
is still protected. Thus, this last justification for rejecting a selective
waiver rule when a confidentiality agreement is in place seems inadequate
to override the strong public interest such a rule would serve. As noted
above, such a rule does not disadvantage private plaintiffs-they are in the
exact same position they would have been if no disclosure had been made.
Further, private plaintiffs still have the same ability to discover the work
product of their opponent if they can show that their need is great enough.
Thus, because I find that it is in the best interests of the
shareholders to encourage corporate compliance, and because the law
enforcement agencies are designed by our legislature as the first line of
defense for such shareholders, I adopt a selective waiver rule for
disclosures made to law enforcement agencies pursuant to a confidentiality
agreement. Confidential disclosure of work product during law enforcement agency investigations relinquishes the work product privilege only as
to that agency, not as to the client's other adversaries. The selective waiver
rule encourages cooperation with law enforcement agencies without any
negative cost to society or to private plaintiffs.
Accordingly, I conclude that McKesson HBOC had a reasonable
expectation of privacy in its disclosure of work product to the SEC under
the protection of a confidentiality agreement. This expectation is one that

cost of cooperating with the government.").
"DiversifiedIndustries,Inc. v. Meredith, 572 F.2d 596, 611 (8th Cir. 1978).
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this Court will sanction. Therefore, McKesson HBOC did not waive its
ability to assert the work product privilege as to most of the documents
within Group A. Five documents (7 and 9-12 on the First Privilege Log)
ere shown to the SEC before the confidentiality agreement and were not
protected by it. Thus, defendants had no expectation of privacy as to these
documents and have waived their work product privilege. These
documents must be given to plaintiff Saito. The other documents within
Group A will maintain their work product protection. The only remaining
question, then, is whether plaintiff Saito has shown a substantial need for
the remaining Group A documents.
b.

Overcoming Work Product Privilege

As noted above, there are two types of work product: non-opinion
(factual/historical) work product and opinion work product. Each type of
work product has its own standard of protection under Delaware law. A
party may receive non-opinion work product when the party has a
substantialneed for the materials and the party cannot acquire a substantial
equivalent of the materials by other means without undue hardship." A
party may receive opinion work product when it is directedto the pivotal
issue in the current litigation and the need for the information is
compelling.63
1.

Non-Opinion Work Product

Under Chancery Court Rule 26(bX3), a party may discover nonopinion work product if it shows it has a substantialneed for the materials
and it cannot acquire a substantial equivalent without undue hardship. The
documents appearing to contain historical or fact information but no mental
impressions, theories, or opinions are items 9-16, 23-25, 30-65, 67-73, 7679, 81-101, 106-114 on the First Privilege Log and the letter dated 11/19/99
on Fourth Privilege Log.

'2DEL. CT. CH.

R_

26(b)(3).

63Tackett, 653 A.2d at 262. This Court has only found two instances where mental
impressions have been granted to opposing parties. The limited situations include a claim ofbad
faith against an insurance company, see id, and the circumstances surrounding the approval of
a settlement agreement by the defendant when the result of the agreement would be the
elimination of claims by the plaintiff. See Fitzergaldv.Cantor, 1999 Del. Ch. LEXIS 10 at * 11* 14 (Del. Ch. January 28, 1999). In light of this, it is obvious that Delaware law protects opinion
work product in all but the most compelling circumstances where those mental impressions are
crucial to the pivotal issue in the litigation and no other means of proving that issue exists.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 28

Plaintiff has failed to meet the substantial need/undue hardship test
in this instance. In his opening brief, plaintiff applies the Garner factors
to the work product, even though this Court has held that there is no
Garner exception to the work product privilege." Of the twenty pages in
this brief, only one paragraph is even dedicated to establishing Saito's
need/hardship. Plaintiff limits his "proof' that he has a substantial need for
the challenged documents to a conclusory statement that they are
"necessary to his determination of Defendant's actions regarding the
acquisition of HBOC and what fiduciary duties were breached in that
transaction."' Undue hardship is based upon plaintiffs assertion that the
"documents are available from no source other than Defendant.""
Further, in his reply brief, plaintiff is similarly inattentive to the
substantial need/undue hardship test. For Group A documents, Saito relies
solely on the argument that work product protection was waived. Even
giving Saito the benefit of an inferential leap by treating the documents as
Group C documents,67 Saito still fails to establish his substantial
need/undue hardship. In his twenty-five page reply brief, plaintiff limits
his substantial need argument to a statement that the documents "involve
discussion of the core matters Plaintiff is investigating."" Plaintiff
provides no analysis of whether the challenged Group A documents fit the
profile of such discussions, or even whether the documents in question
were created before the challenged merger took place. Also, his undue
hardship argument is limited to stating that "[t]here is no other way for
Plaintiff to obtain the information contained in those [documents]." 69
Because plaintiff has failed to adequately assert his substantial need for
these documents, Saito's motion to compel production of these documents
is denied.

"In re Fuqua Industries, Inc. S'holders Litig., 2002 Del. Ch. LEXIS 52 at $20 (Del.
Ch.May 2,6 2002).
.Pi's Op. Br. in Support of Mot. for Order to Compel Inspection of Demanded
Docs.
at 15.
"Id.
6
Because the distinction of Group A documents (those disclosed to the SEC)
disappears when the waiver argument fails, the documents should then be treated as no different
from those in Group C (post-merger legal advice).
"Pl.' s Reply Br. in Support of Mot. for Order to Compel Inspection of Demanded
Docs. at 17.
69I
d
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2.

Opinion Work Product

Opinion work product includes the "mental impressions, conclusions, opinions and legal theories of a party's attorney" and is only
discoverable when the requesting party shows it is directed to the pivotal
issue in the current litigation and the need for the information is
compelling."' The documents appearing to contain mental impressions and
opinion work product are items 7, 17-21, 26-29, 66, 74-75, 80, 102-105 on
the First Privilege Log.
Just as Saito has failed to establish his substantial need/undue
hardship for non-opinion work product, he has similarly failed to meet the
higher burden required to receive opinion work product. Thus, the motion
to compel these documents is denied.
c.

Attorney-Client Privilege

The attorney-client privilege is based upon lAule 502(b) of the
Delaware Rules of Evidence. This privilege protects communications
made for the purpose of facilitating the rendition of professional legal
services."' The privilege belongs to the client, and may be waived
expressly or implicitly.' Waiver of one privilege does not necessarily
waive another privilege, however, because the purposes behind each
privilege are different.' I do not need to address attorney-client privilege
in relation to most of the documents in Group A because they are protected
by the work product doctrine and are subject to the analysis above, with the
exception of document number seven on the First Privilege Log.
Because document number seven was disclosed to the SEC prior
to the issuance of a confidentiality agreement, McKesson HBOC
manifested its intent for the document not to remain confidential. Thus, it
waived its attorney-client privilege as to this document.
B.

Pre-MergerLegalAdvice

Seven documents are sought under Group B. Defendant asserts
attorney-client privilege on behalf of all seven. The second document on
"Tackett v. State Farm Fire & Casualty Co., 653 A.2d 254, 262 (Del. 1995).
71ld.at 259.
2Id.

"Id. at 260 (For example, "[w]aiver of the attorney-client privilege does not
automatically relinquish the protection provided by the work product doctrine."); Merisel, Inc.
v. Turnberry CapitalMgmt., L.P., WL 252724 at *4(Del. Ch. Apr. 20, 1999).
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the third privilege log also contains a defense of work product and nonresponsiveness to the claim. The privilege log description states that the
document contains legal advice concerning the Amerisource litigation.
This is a rather cryptic description, and it is unclear why plaintiff desires
this information. Before I rule on this document, I ask defendant to
produce the document(s) to me for an in camera inspection. The other
documents will be addressed now.
I grant the motion to compel production as to the documents
relating to pre-merger legal advice as listed on the third privilege log, with
the exception just stated concerning the Amerisource document. I base my
decision on application of the well-known Garner 4 factors.
In Deutsch v. Cogan," this Court held that "if the corporation
objects to discovery and successfully establishes that the material sought
is a confidential communication as to legal services between it and its
attorney, then discovery is not authorized, unless the plaintiff stockholder
seeking discovery shows 'good cause' why the privilege should not
attach." 76 Garner v. Wolfinbarger" provides "a non-exclusive list of
factors for a Court to consider in deciding if 'good cause' exists."' The
Garner factors relevant in a books and records action are:
"(i)
the number of shares owned by the shareholder
and the percentage of stock they represent;
(ii)
the assertion of a colorable claim;
(iii)
the necessity of the information and its unavailability from other sources;
(iv)
whether the stockholder has identified the
information sought and is not merely fishing for information; and
(v)
whether the communication is advice concerning
the litigation itself."7'

74430 F.2d 1093 (5th Cir. 1970). 1 am, obviously, assuming (without deciding) that
the pre-merger legal advice documents are protected by the attorney-client privilege. I hold only
that Mr. Saito is entitled to access to the pre-merger documents because his status as a
stockholder derivative plaintiff provides a mutual interest with McKesson. See In re Fuqua
Indus., Inc. S'holderLiig., 2002 WL 991666 at *4 (Del. Ch.).
"580 A.2d 100, 107 (Del. Ch. 1990).
761d.
"430 F.2d 1093 (5th Cir. 1970).
7
nDeutsch, 580 A.2d at 107.
"Grimes v. DSC Communications Corp., 724 A.2d 561, 568 (Del. Ch. 1998).
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Of these five factors, I place the least weight on (i). Granted,
plaintiff owns minimal stockholdings, but that factor is not dispositive in
determining whether good cause has been shown. Only if no other factor
supports good cause will the ownership factor come into play. Therefore,
I turn to factors (ii)-(v).
Plaintiff clearly asserts a colorable claim. As stated in this Courtes
earlier opinion:
The examination and inspection of the books and records
demanded herein is requested for the purpose of enabling
Mr. Saito, through his duly empowered attorneys: (1) to
further investigate breaches of fiduciary duties by the
boards of directors of HBO & Co., Inc., McKesson, Inc.,
and/or McKesson HBOC, Inc. related to their oversight of
their respective company's accounting procedures and
financial reporting; (2) to investigate potential claims
against advisors engaged by McKesson, Inc. and HBO &
Co., Inc. to the acquisition of HBO & Co., Inc. by
McKesson, Inc.; and (3) to gather information relating to
the above in order to supplement the complaint in Ash v.
McCall,et al., 2000 Del. Ch LE)7S 144, C.A. No. 17132
in accordance with the September 15,2000, Opinion of the
Court of Chancery of Delaware."
To summarize, plaintiffs purpose is to recoup any investment loss
that may have been the result of breaches of fiduciary duty. Plaintiff seeks
books and records to determine if there was wrongdoing involved with the
merger, which is a colorable claim.
The pre-merger legal advice is necessary to plaintiffs claim, and
cannot be obtained elsewhere. Defendants assert that only financial advice
is necessary for plaintiff to achieve his stated purpose. Plaintiff s purpose,
however, is to determine what the board knew when approving the merger.
The legal advice given to the board in conjunction with the merger is
relevant and necessary in determining what information the board relied
upon. This information, considered by the board before the merger, is not
obtainable elsewhere. Therefore, plaintiff satisfies the third factor.
The fourth factor is also met. Plaintiff seeks the legal advice given
to the board prior to or in connection with the merger. This information is

'Saito v. McKesson HBOC, Inc., 2001 Del. Ch. LEXIS 96 at 04 (Del. Ch. July 10,
2001).
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specific and relevant to plaintiffs stated purpose of determining whether
wrongdoing occurred in connection with the merger.
The advice is also not addressed to the litigation itself, because the
litigation had not commenced and the merger was not yet complete when
the disputed advice was given. The purpose behind the advice was to aid
the decision making of the board with respect to the merger. The fifth
factor thus is met.
Plaintiff has shown a colorable claim, that the information is
necessary and otherwise unobtainable, and that it specifically listed the
desired information. The advice does not concern the pending litigation.
Because plaintiff has shown good cause, I grant his motion to compel
production of the pre-merger legal advice.
C.

Post-MergerLegal Advice

Twenty-three documents relating to post-merger legal advice are
sought here in Group C. Defendant asserts attorney-client privilege and
work product protection on all documents. For the reasons that follow, I
deny the motion to compel with respect to these documents.
To rebut the privilege, plaintiff must show good cause, as
delineated above. In this instance, plaintiff fails to satisfy factors (iii) and
(v), and that is enough to deny a finding of good cause. Plaintiff has
obtained the necessary underlying information through documents
previously provided to him by defendant during discovery. Plaintiff does
not have a right to defendant's legal analysis of that same information.
Defendant's legal analysis is also related to the litigation at hand.
The improprieties at issue were discovered post-merger. At that point,
defendant obtained legal advice to prepare for the ensuing litigation. To
grant plaintiff access to this information, in my opinion, would be
improper.
Plaintiff is also denied the post-merger legal advice under the work
product doctrine. Work product is information assembled by an attorney
in anticipation of litigation."' Work product provides a broader protection
than attorney-client privilege since it includes more than just communications with the client.8" To obtain work product, plaintiff must show a
substantial need for the information and the inability to obtain it without
undue hardship. s3
"Lee v. Engle, 1995 Del. Ch. LEXIS 149 at *11 (Del. Ch. Dec. 15, 1995).
821d. at * 12.
"Grimes, 724 A.2d at 570.
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The documents in question are work product" because they were
prepared by attorneys in anticipation of litigation. As discussed above,
plaintiff already possesses the necessary information through other
discovery provided by defendant. Because plaintiff has not shown a
substantial need and undue hardship, I deny the motion to compel
production of the twenty-three post-merger legal advice documents in
Group C.
D.

Post-MergerIn-House Counsel Documents

Plaintiff seeks six documents generated by in-house counsel.
These six documents concern press relations, preservation of documents,
and requests for information. Defendant asserts attorney-client privilege
and work product protection. It also denies that the documents have any
relevance to plaintiffs claims. Plaintiff makes the same arguments
regarding these six documents as he does regarding the post-merger legal
advice documents under Group C.
Plaintiffs arguments with respect to privilege and work product fail
for the same reasons stated above. Even if plaintiff showed good cause,
substantial need, and undue hardship, however, the documents do not
appear related to plaintiffs claims or purposes. In-house counsel created
these documents to handle the non-substantive yet important issues relate
to McKesson being in litigation: dealing with the press, requests for
information, and preservation of documents. None of these documents
relate to plaintiffs purpose in determining if board members violated their
fiduciary duties when they recommended and approved the merger.
Plaintiffs motion to compel production of the in-house counsel documents
is denied.
II. CONCLUSION
For all the reasons stated above, I grant the motion to compel with
respect to the documents disclosed to the SEC prior to the confidentiality
agreement: documents 7 and 9-12 on the First Privilege Log. I also grant
the motion to compel with respect to the pre-merger legal advice
documents in Group B: documents 1, 3-7 on the Third Privilege Log. I

"The Agenda dated 1/27/99 on the Fourth Privilege Log is not work product because
it was created before the events leading to the litigation occurred. This document, however, is
still protected under the attorney-client privilege.
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request defendant to deliver document 2 on the Third Privilege Log to my
chambers for an in camera inspection.

I deny the motion to compel as to the remaining Group A
documents: documents 13-21, 23-114 on the First Privilege Log and the
letter dated 11/19/99 on the Fourth Privilege Log. I also deny the motion
to compel as to the post-merger legal advice in Group C: documents I and
22 on the First Privilege Log, all documents on the Second Privilege Log,
and the agenda dated V27/99 on the Fourth Privilege Log. Finally, the
motion to compel is denied as to the post-merger in-house counsel
documents in Group D: documents 2-6 and 8 on the First Privilege Log,
documents dated 5/14/99 and 5/20/99 on the Fourth Privilege Log.
IT IS SO ORDERED.

SOMERVILLE S TRUST v. USV PARTNERS, LLC
No. 19,446-NC
Court of Chancery of the State of Delaware,New Castle
August 2, 2002
P. Clarkson Collins, Jr., Esquire, and Elizabeth A. Brown, Esquire, of
Morris James Hitchens & Williams, Wilmington, Delaware; and Stanley
S. Arkin, Esquire, Michelle A. Rice, Esquire, and Alan Arkin, Esquire, of
Arkin Kaplan & Cohen LLP; New York, New York, of counsel, for
plaintiff.
Thomas G. Macauley, Esquire, of Zuckerman Spaeder LLP, Wilmington,
Delaware; and Brian L. Schwalb, Esquire, of Schwalb Donnenfeld &
Schwalb, P.C., Washington, D.C., of counsel, for defendants.
JACOBS,
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At issue in this action brought under 6 DeL C. § 18-305 is whether
the plaintiff, Somerville Trust ("Somerville"), is entitled to inspect certain
books and records of the defendant, USV Partners, LLC ("USV"). This is
the decision of the Court after trial. For the reasons set forth in this
Opinion, I conclude that Somerville is entitled to the inspection relief it
seeks.
I. FACTS
The facts are as found below.
A.

The Parties

The plaintiff, Somerville, is a revocable trust organized under the
laws of Delaware. Somerville's settlors and beneficiaries are Peter
Ackerman ("Ackerman") and his wife, Joann Ackerman.
The defendant, USV, is a Delaware limited liability company that
is located in Washington, D.C. USV's sole officer, director and employee
is Mr. C. Gregory Earls ("Earls"). USV's business and Earls's home
address are one and the same. The second named defendant, USV
Management, LLC ("Management"), is a Delaware limited liability
company that acts as the manager of USV. Earls is the sole member of
Management, which has no directors, officers, or employees.
Management's business address is also the same as Earls's home address.'
B.

Somerville's Investment In USV

USV was organized in June 1998 for the purpose of holding (a)
500,000 shares of Series A Convertible Preferred Stock of U.S.
Technologies, Inc. ("USXX"), (b) a warrant to purchase 500,000 shares of
USXX common stock, and (c) any dividends or other proceeds received
from the preferred shares and warrant.
Somerville became a member of USV in July 1998. From July
1998 through August 2001, Somerville made seventeen separate capital
contributions--totaling $4,467,610--to USV, and in exchange acquired a
portion of the above-described USV preferred and common shares. Before
Somerville made its first investment in USV and before it made each

'Unless the context indicates otherwise, reference in this Opinion to USV will include
Management as well.
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successive capital contribution, Earls told Ackerman that that he, and
another investor, Mr. Bass, would be co-investing with Somerville on a
dollar-for-dollar basis. It is not disputed that Earls made those representations to Ackerman, or that those representations were false. In fact, Bass
and Earls never did match Somerville's investment in USV on a dollar-fordollar basis. C.

Earls's Mismanagement Of USV

After Somerville made its initial investment in 1998, disputes arose
between Somerville and the defendants (acting through Earls).
To begin with, Somerville requested copies of the completed
Schedules A and B to the LLC Agreement. Earls ignored the request,
however, and never forwarded the Schedules. Somerville requested the
Schedules because they defined Somerville's relationship with the other
members of USV. In particular, Schedule A was important to Somerville
because it would list the name and address of each member, as well as the
"Original Capital Contribution," the "Class Type and Class Percentage
Interest" and the "Number of Units" of USV held by each member.
Without that information, Somerville would be unable to determine, among
other things, its percentage interest in USV as defined by Section 3.2 of the
LLC Agreement.
Other, more serious, violations of the LLC Agreement by the
defendants occurred during 1999. On April 1, 1999, Earls caused USV to
borrow $1,050,000 million from USXX to enable USV to acquire
3,000,000 shares of USXX common stock. USV executed a promissory
note, payable on April 30, 1999, for the $1,050,000 loan amount. USV also
entered into a stock pledge agreement that encumbered the 3,000,000
shares as security for the loan if USV defaulted on the note. These
transactions violated Section 5.1.4(d) of the LLC Agreement, which
expressly prohibited USV from borrowing those funds from USX without
Somerville's and every other member's written approval. They also
violated Section 5.1.4(j), which expressly prohibited USV from pledging
assets without the unanimous written approval of the members-approvals
that were never obtained.
In connection with USV's pledge of its USXX stock, Earls, on
behalf of USV, filed a Schedule 13D with the Securities and Exchange
Commission to which was appended the stock pledge agreement. That
agreement, which was incorporated into the Schedule 13D, falsely
represented that "no consent, approval, authorization or other order of any
person is required for (i) the execution and delivery of this Agreement by
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Pledgor [(USV)] of the Collateral to Pledgee [(USXX)] as provided
herein."2
Between August 2000 and August 2001, Earls made other false
representations to Somerville, to induce it to make additional investments
in USV. When Ackerman told Earls that he would not continue investing
in USV unless the conversion price were reduced, Earls agreed to reduce
the conversion price of Ackerman's Class D Preferred shares of USXX. On
the basis of Earls's representations, Somerville made eight additional
investments in USV. Earls's representation was false, and the conversion
ratio was never reduced.
D.

Other Mismanagement By Earls

In mid-2000, Earls agreed to become the syndicate manager for a
round of financing (the "B Round") for Fresh Direct, an online grocery
business founded and funded primarily by Ackerman. As syndicate
manager, Earls's responsibility was to identify and solicit funds from
potential investors. After Earls identified a potential investor for Fresh
Direct and obtained a binding commitment, that investor would enter into
an agreement that obligated Earls to act as a nominee with respect to the
investment. The investor would then transmit its investment funds to (what
the investor was told) was an escrow account established by Earls for Fresh
Direct. In fact, however, Earls never established an escrow account. Nor
did he segregate Fresh Direct investor funds. Instead, Earls commingled
Fresh Direct funds with wholly unrelated USXX interest bearing funds, in
an investment account of which Earls was a signatory.
In September 200 1, a company called CIBC agreed to invest in the
B Round. CIBC transmitted $1.5 million by wire transfer to the USXX
investment account controlled by Earls. As earlier stated, the CIBC funds
were not segregated from funds that were unrelated to the Fresh Direct
investment.
In anticipation of the closing of the B Round, CIBC directed Earls
transfer
its $1.5 million investment by wire to Fresh Direct on
to
October 24, 2001. Earls did not honor CIBC's wire transfer instructions.
The following day, CIBC and Ackerman protested Earls's failure to
transmit the Fresh Direct funds. Earls apologized, claiming that there had
been a mistake. When the funds had not been received by the following
Monday (October 29), Ackerman's controller contacted the bank where the

2

PX 4.
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USXX investment account was held and discovered that Earls had never
made any wire transfer request.
Later that day, Fresh Direct received what it initially was led to
believe were the CIBC funds. In fact, however, and as Ackerman later
learned, CIBC funds actually belonged to Apogee Fund, L. P. ("Apogee"),
whose president, Emmet Murphy, had expressed to Earls an interest in
investing in Fresh Direct. Earls admits that he received Apogee's funds,
but claims that Murphy no longer wanted to invest in Fresh Direct, so the
Apogee funds were not invested. Murphy, however, denies having directed
Earls to return his investment in Fresh Direct. At this stage, the status of
the Fresh Direct investment, or who owns what interest in that company,
is not clear. Nor is it clear where the funds invested by CIBC (or Apogee)
are presently situated.
By this time, Ackerman had become concerned about Earls's
integrity, and commenced an investigation of Earls and his conduct at
USV. During the course of that investigation, Ackerman first learned about
USV's debt to USXX and the stock pledge agreement, neither of which (to
reiterate) had been approved by the members as required by the LLC
Agreement.
E.

Somerville Demands Inspection
Of USV's Books And Records

As a result of its investigation, Somerville concluded that USV had
been mismanaged, and that it may have been used as a vehicle to perpetrate
a fraud on USV's members. By letters dated January 30, 2002 and
February 6, 2002, Somerville made a formal demand to inspect the books
and records of USV under both the LLC Agreement and Section 18-1305
of the Delaware Limited Liability Company Act. To date, Somerville has
received only a small fraction of the documents it has requested. On
April 8, 2002, Earls dissolved USV by sending a "notice of involuntary
withdrawal" to Somerville and all other Class A members. According to
counsel, the effect of that notice is to deprive Somerville of its status as a
Class A member of USV. In connection with that "notice," Earls has
purported to return the USXX shares owned by Somerville to Somerville,
but the parties dispute the number of shares that Somerville actually owns
and that are due to it.3

3

Somerville is currently in possession of 18,754,873 of the 19,043,190 USXX Class
A shares that it claims it owns and is due from USV.
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H. THE ISSUES AND CONTENTIONS
Somerville, as a USV member, requests inspection of USV's books
and records for two separate purposes: (i) to investigate allegations of
wrongdoing and mismanagement of USV by Earls, and (ii) to value its
(Somerville's) membership interest in USV. The defendants agree that
Somerville's stated purposes are proper as a purely legal matter, but they
nonetheless challenge Somerville's inspection demand on two separate
grounds.
The first challenge attacks the factual bona fides of the stated
purpose of investigating mismanagement. The defendants argue that even
if Earls did engage in wrongful conduct during his management of USV,
Somerville has not presented any credible evidence that that
mismanagement adversely affected Somerville's interests as a USV
member. Stated differently, the defendants' argument is that Somerville's
first stated purpose is factually groundless, because that purpose is not in
fact "reasonably related to the member's interest as a member of the limited
liability company" as 6 Del. C. § 18-305(a) requires. Instead (defendants
argue), Somerville seeks to inspect USV's books and records to serve some
unspecified interest that is unrelated to its status as a member of USV.
Second, the defendants argue that while valuing a member's
interest in an LLC may be a proper purpose for a books and records
inspection, in this case no inspection is needed for Somerville to value its
membership interest, because USV's sole purpose has always been to hold
its members' USXX stock. Because Somerville knows the exact amount
of USXX stock it holds, (the argument goes), perforce Somerville must
know the value of its membership interest in USV.
For the reasons next discussed, I conclude that both of these
objections to Somerville's inspection request are without merit.
m. ANALYSIS
A.

The Propriety Of Somerville's Stated Purpose
To Inspect USV's Books And Records
1.

Introduction

Somerville contends that under 6 Del. C. § 18-305, it has a statute
right to inspect USV's books and records. That Section provides that:
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(a) Each member of a limited liability company has the
right... to obtain from the limited liability company from
time to time upon reasonable demand for any purpose
reasonably related to the member's interest as a member of
the limited liability company:
(1) True and full information regarding the status of the
business and financial condition of the limited liability
company;
(2) Promptly after becoming available, a copy of the
limited liability company's federal, state and local income
tax returns for each year;
(3) A current list of the name and last known business,
residence or mailing address of each member and
manager;
(4) A copy of any written limited liability company
agreement and certificate of formation and all
amendments thereto, together with executed copies of any
written powers of attorney pursuant to which the limited
liability company agreement and any certificate and all
amendments thereto have been executed;
(5) True and full information regarding the amount of
cash and a description and statement of the agreed value
of any other property or services contributed by each
member and which each member has agreed to contribute
in the future, and the date on which each became a
member; and
(6) Other information regarding the affairs of the limited
liability company as is just and reasonable.
The case law interpreting Section 18-305 holds that for inspection
relief to be granted, the plaintiff must first establish by a preponderance of
the evidence the existence of a "proper purpose" for inspection.4 A proper

"Sec.First Corp.v. US. DieCasting & Dev. Co., 687 A.2d 563, 567 (Del. 1997); Saito
v. McKesson HBOC, Inc., 2001 WL 8 18 173, at $4 (Del. Ch. July 10, 2001), affd in relevant
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purpose is one that is "reasonably related to such person's interest" as a
member, limited partner or stockholder.5 Once a member demonstrates that
its primary purpose is proper, any secondary purpose, whether proper or
improper, is irrelevant.6 It is undisputed that both of Somerville's stated
purposes are proper as a matter of Delaware law.'
The issue presented is whether Somerville's stated purpose is
reasonably related to its interest as a member of USV. The evidence shows
that it is. In an earlier Opinion, this Court concluded that Somerville had
shown "at least prima facie a pattern of misrepresentations by Earls, a
pattern that may rise to the level of criminal conduct."' At trial, the
defendants offered nothing to rebut the plaintiffs prima facie case. Indeed,
the overwhelming weight of the evidence establishes a credible basis to
believe that Earls mismanaged USV in several different respects that would
adversely effect Somerville's economic interest as a member of USV. My
reasons follow.
2.

The Purose Of Investigating Mismanagement
a.

Earls FraudulentlyInduced
Somerville To Invest in USV

Somerville's first claim of mismanagement is that it was
fraudulently induced to invest in USV in that, among other things, Earls
falsely represented (as the managing member of USV) to Somerville that
he, along with Bass, would be co-investing with Somerville in USV on a
dollar-for-dollar basis.9 Because USV was formed to acquire a sizeable
portion of USXX's equity, and thereby influence the management of
USXX, it was material to Somerville that Earls and Bass would be co-

part,2002 WL 1302958 (Del. Supr. June 11, 2002). Because of a lack of reported decisions in
the LLC context, the Court may look to cases interpreting similar Delaware statutes concerning
corporations and partnerships. See, e.g., Bond Purchase,L.LC.v. PatriotTax CreditProps.,
L.P., 746 A.2d 842,851 (Del. Ch. 1999).
'Saito, 2001 WL 818173 at *4(citations omitted).
6 Thomas & Betts Corp. v. Leviton Mfg. Co., 681 A.2d 1026, 1030 n.1 (Del. 1996)
(citations omitted).
7
See, e.g.,Doblerv.MontgomeryCellularHoldingCo.,2001 WL 1334182, at*3 (Del.
Ch. Oct. 19, 2001) ("[A] stockholder may demonstrate a proper demand for the production of
corporate books and records upon a showing, by a preponderance of the evidence, that there
exists a credible basis to find probable corporate wrongdoing."); Macklowe v. PlanetHollywood.
Inc., 1994 WL 560804, at *4 (Del. Ch. Sept. 29, 1994) (holding that valuing a stockholder's
shares "is clearly related to [the plaintiffs] interest as a shareholder").
'Ruling, dated April 18, 2002 at 5:14-5:16.
9
Ackerman Dep. 95: 13-99:13; 117:18-178:7.
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investing with Somerville. The larger the aggregate investment in USV,
the greater would be USV's equity stake in USXX. The record establishes
that without Earls's (false) representations as to the amount of USXX
equity that USV would acquire (by reason of Earls's and Bass's coinvestments), Somerville would not have invested in USV.
Earls does not seriously dispute that he represented to Somerville
(through Ackerman) that he would be co-investing with Somerville. Earls
also admits that he never honored that promise.' 0 Accordingly, I find that
the plaintiff has shown credible evidence that Earls fraudulently induced
Somerville to invest in USV."
b.

USV Improperly Incurred
Indebtedness And PledgedAssets

Somerville next contends, and the record evidence further
demonstrates, that the defendants violated the terms of the LLC Agreement
by incurring debt on USV's behalf and by pledging USV's assets to secure
that indebtedness, without obtaining the requisite unanimous approval of
its members.
Section 5.1.4 of the LLC Agreement provides that:
The following actions by the Manager shall require the
written approval of the Members holding all of the
PercentageInterests: ... (d) to assume, endorse, provide
collateral for, incur or guarantee, act as surety for, or
become liable for any indebtedness for borrowed money
on behalf of the Company; ... (j) to give, grant or enter
into any options or sale contracts, mortgages, liens, other
encumbrances or pledges on or with respect to the
Property. 2

"0Earls's only defense appears to be that Ackerman should have known that Earls's
representations were not true, because Earls told Ackerman that he was having liquidity
problems. At no time, however, did Earls tell Somerville that he and Bass would not be coinvesting on aparipassu basis with Somerville.
" There is credible evidence that Somerville was also induced to make additional
investments in USV by what appear to be false representations made by Earls with respect to the
value of USXX's assets and the occurrence of certain corporate events within USXX that would
have generated significant profits for USV. Ackerman Dep. 81:8-81:19; 100:1 1-105:11. In
addition, Earls may have misrepresented the amount of cash that USXX had. Ackerman Dep.
107:17-117:19.
I2LLC Agreement § 5.14 (emphasis added).
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It is undisputed that the defendants never obtained the written
approval of Somerville or of the other USV members as the LLC
Agreement required 3 Despite that, Earls caused USV to incur $1,050,000
of debt, and he also caused it to pledge 3,000,000 shares of USXX common
stock (which had been purchased with the loan proceeds) as collateral for
that note, all in violation of the LLC Agreement. Thus, on this claim as
well I find that USV has established by a preponderance of credible
evidence, issues of possible mismanagement of USV by Earls.
c.

Earls CausedA False USV Schedule
13D To Be Filed With The SEC

Somerville further claims, and the evidence shows, that in April
1999, USV filed a Schedule 13D with the SEC that contained material
misstatements; the filing was signed by Earls, who was acting in his
capacity as the sole member of the management of USV.'4 The Schedule
13D stated, in part, that
[t]o guarantee its obligations under the promissory note,
USV Partners, LLC pledged the 3,000,000 shares of
Common Stock to [USXX] pursuant to a Stock Pledge
Agreement of USV Partners, LLC dated April 1, 1999,
which agreement is attached hereto as Exhibit A and
incorporated by reference into this Amendment No. 2 to
Schedule 13D (the "Stock Pledge Agreement")."5
The Stock Pledge Agreement referenced in the Schedule 13D stated that:
[n]o consent, approval,authorization or other order of
anyperson is requiredfor(i) the execution anddelivery of
this Agreement by Pledgor or the delivery by Pledgorof
the Collateralto Pledgeeprovided herein.16

3
Lerner Dep. 138:3-136:21-183:10-185:3; Earls Dep. 67:22-69:9. In addition, Earls
admits that USV advanced money to USXX. PX 30 (Earls Dep. Errata Sheet). Again, because
Somerville's written consent was not first obtained, that advance violated Section 5.1.4 of the
LLC Agreement
14PX 4.
1Id
6

' 1d.

(emphasis added).
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Clearly, this representation in USV's Schedule 13D was false.
Although this Court cannot (and does not purport to) determine whether
USV's false disclosures violated federal securities law, 7 it can (and does)
conclude that those disclosures constitute additional credible evidence of
possible wrongdoing and mismanagement at USV under Delaware law. 8
d

The Defendants Did Not Operate USV
In Accordance With The LLC Agreement

Somerville next points to instances where Earls, as USV's manager,
violated other obligations imposed by the LLC Agreement. More
specifically, that Agreement required the defendants to provide Somerville
with a completed Schedule A and Schedule B. Those Schedules were to set
forth the names and percentage interests of the other Class A and B
members.' 9 Those Schedules were never provided to Somerville. Nor have
the defendants provided USV's annual financial statements, as the LLC
Agreement required. 0
Earls admits that USV did not provide Somerville with the
completed Schedules or the financial statements, 2' and he makes no effort
to explain his failure to do so. Instead, Earls argues that that information
is not "essential or sufficient" to value its interest in USV or to investigate
possible wrongdoing, because Somerville knows precisely how many
shares of USXX it owns. That argument misses the point. Somerville is
contending that the defendants may have issued more common and/or
preferred shares than were authorized, in which case Somerville was never
issued its proper allotment of USXX shares. The defendants' refusal to

17
Section 28 of the Securities Exchange Act of 1934 (15 U.S. C.A. § 78bb) vests
exclusive jurisdiction in the federal courts to determine claims that the 1934 Act was violated
in actions brought to enforce that Act.
"The defendants do not dispute that the representations in the Schedule 13D were
false. Rather, they argue that the plaintiff has not shown why such a statement was materially
misleading, or how Somerville's interest was adversely affected by the statement. That argument
misapprehends Somerville's burden under the "purpose" prong of a books and records analysis,
however. Somerville need show only (by a preponderance of) credible evidence that wrongdoing may have occurred at USV, not that Somerville's specific interest in the LLC was
adversely affected by the misstatement. See Sec. First Corp. v. US. Die Casting & Dev. Co.,
687 A.2d 563, 565 (Del. 1997) (holding that a plaintiff must establish by a preponderance of the
evidence a credible showing that there are legitimate issues of wrongdoing).
'9LLC Agreement §§ 3.1-3.4. The members' lists are essential for Somerville to
determine its percentage interest in USV, and whether the shares of USXX have been properly
allocated to Somerville. LLC Agreement § 3.3.
I°LLC Agreement § 8.2.
" tEarls Dep. 37:6-45:14.
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abide by the bedrock disclosure requirements of the LLC Agreement is, in
and of itself, credible evidence of mismanagement by Earls of USV and of
wrongful conduct.
e.

Earls Has EngagedIn A Pattern Of Similar
Misconduct In Other Single-PurposeEntities

Somerville also contends that there is credible evidence that Earls
has exhibited a pattern of defrauding investors in single-purpose entities
controlled by him, and that Earls's past misconduct provides a credible
basis to conclude that he may have mismanaged USV as well. I agree.
Earls has been sued numerous times by investors who complained
of his management of single-purpose entities other than USV. 22 In one

case, an arbitration panel found that Earls had commingled LLC's and
personal assets, had pledged LLC assets for his own personal indebtedness,
and had otherwise engaged in wrongful conduct.23 In an earlier Ruling, this
Court, alluding to the previous lawsuits against Earls, stated that "there is
a pattern that may rise to the level of criminal conduct, in a series of cases
that involved [Earls] inducing investors to invest their moneys and then
proceeding to divert those moneys to himself, resisting any efforts by the
'
investors to enforce their rights until he had no choice but to settle."24
Since that Opinion was issued, Earls has been sued twice more by investors
in companies, other than USV, who allege that they were defrauded by
him.'
Although claims of wrongful conduct in unrelated cases certainly
do not establish that Earls mismanaged USV, the ever-increasing pattern
of fraud claims against Earls (which are similar to the claims of
wrongdoing made by Somerville here) lend further credibility to the other
evidence that does tend to establish that Earls has mismanaged USV.
f

EarlsDisregardLegal Formalities
When OperatingAnd Managing USV

Somerville next claims that Earls mismanaged USV by not
observing legal formalities while operating the business. In effect,
22

See, e.g., Finland v. Earls, C.A. No. 01-424-A (E. D. Va. 2001); Prince v. Earls,

C.A. No. 00 ca 05 191-00 (D.C. Super. Ct. 2000); Marcus v. Earls, C.A. No. 1:00CV02859 (D.
D.C. 2000).
23PX 9 (Eagles v. Earls, Arbitration No. 16 181 00166 99 (Dec. 8, 2000)).
2

'Ruling, dated April 18, 2002, at 5:14-5:18.
-PX 40, 43.
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Somerville argues, Earls used USV as his alter ego. The defendants make
no effort to rebut that claim, and I find independently that Somerville's
evidence supporting that claim is credible.
Earls testified that USV had no officers, directors, or employees,
that USV had no office, and that USV's address was Earls's home address.2 6
Moreover, USV's documents were kept at USXX's office, at Earls's
personal accountant's office, and at his home.2"
In a previous arbitration proceeding brought against Earls for his
management of an unrelated single-purpose entity, the arbitrators found
that there, as here, Earls was the "sole shareholder, director, officer, and
decision-maker of the PC, which has no office or employees. Either Earls
or his accountant maintains PC's books and records and its mailing address
is that of Earls's office or residence."" In that case, the arbitration panel
also found (as Somerville claims here) that Earls had improperly used the
entity's assets to secure debts, which the panel characterized as a "pervasive
disregard of corporate formalities, all of which is probative in supporting
the conclusion that the LLC, PC, and the Trust were in fact merely alter
egos of Earls."29
In summary, the preponderance of the evidence supports
Somerville's stated purpose of investigating possible mismanagement.
3.

The Purpose Of Valuing
Somerville's Interest In USV

Somerville's second stated purpose for seeking an inspection of
USV's books and records is to value its interest in USV. It is undisputed
that valuing a member's interest is a proper purpose under Delaware law.3"
The parties also agree that the defendants have provided no financial
information to Somerville relating to the value of USV or of Somerville's
interest in USV.
The defendants argue that despite the LLC Agreement's
requirement that annual financial statements be given to the members, 3 '
Somerville does not need any financial information, because it is able to

'6Earls Dep. 9:19-12:17; 14:7-15:15.
1 1d. at 9:19-10:12.
nPX 9.
91d
27

3

"Macklowe v. Planet Hollywood, Inc., 1994 WL 560804, at *4 (Del. Ch. Sept. 21,
1994); Ostrow v. Bonney Forge Corp., 1994 WL 114807, at *7 (Del. Ch. Apr. 6, 1994).
31
LLC Agreement § 8.2.
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value its interest with the information is already has, namely, the USXX
stock subscription agreements. That argument is utterly without merit.
The defendants concede that they and Somerville dispute the
number of USXX Class A shares that Somerville owns. Moreover, the

defendants and Somerville disagree over what number of Class F Preferred
shares Somerville acquired with its $78,100 investment. The defendants
claim that Somerville owns 788.1 shares, which would indicate a per-share

price of $1000. Somerville's subscription agreement, however, states that
the per-share price was to be $150, in which case Somerville would own
over 5,000 Class F shares. Clearly, then, Somerville cannot value its
interest in USV solely by reference to the subscription agreements alone,

and is entitled to additional information, derived from USV's books and
records, that will enable it to value its interests in USV.
Having determined that Somerville is entitled to USV's books and
records, I turn to the scope of the relief to be granted.
B.

The Scope Of The Inspection Relief

In addition to showing a proper purpose, Somerville must also
show that the documents that it seeks are "essential and sufficient" for
those purposes.32 For the reasons that follow, I find that Somerville has
made the required showing.
1.

Capital Account Balances

Somerville seeks to inspect documents that reflect USV's capital
account balances for all its members since June 1998, when Somerville
became a USV member. In opposition. the defendants reiterate their oftenused argument that USV is merely a pass-through entity, and that all of the
members' invested funds were used to buy USXX shares. Therefore (the
argument goes), because all its funds were used to buy USV shares,
Somerville knows its own capital account balance. The defendants'
contention misses the point. As previously discussed (at pages 3-4, 13-14
supra),the evidence shows that Earls caused USV to engage in transactions
that were violative of the LLC Agreement, including incurring debt and
making loans without the unanimous written consent ofthe members. Had
USV truly been operated as a pass-through entity with all the members'
funds being used to purchase USXX shares, there would have been no
32

Thomas & Betts Corp. v. Leviton Mfg. Co., 68 1 A.2d 1026, 1034 (Del. 1996); see
also Magidv. Acceptance Ins. Cos., 2001 WL 1497177, at *6 (Del. Ch. Nov. 15, 2001).
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reason for USV to become indebted to USXX. In addition, the defendants
concede that the number of shares that Somerville owns is in dispute. It
follows that the capital account balances must also be in dispute.
Moreover, and in any event, USV is obligated under the LLC
Agreement to provide the requested documents relating to the capital
account balances.33
2.

Subscription Agreements

Somerville also seeks, and I conclude that it is entitled to, the
subscription agreements that USV entered into with its class A and B
members. The plaintiff has presented credible evidence that (i) Earls has
misappropriated investor funds for his own personal benefit in the past; (ii)
Earls sold to Apogee a bogus investment in Fresh Direct; and (iii) the
defendants and Earls caused USV to engage in a series of improper
transactions-including making loans to USXX with member funds and
improperly pledging USV assets. Somerville has satisfied me that the only
way it can accurately determine USV's actual capital account balance (and
whether Earls has misused investor funds), as well as Somerville's
percentage interest of that capital account balance, is by inspecting the
subscription agreements of all of the members who hold Class A and B
shares of USV.
3.

Promissory Notes And
Pledge-Type Documents

Any loans or pledges made without Somerville's consent are in
clear violation of the LLC Agreement. The defendants claim that they are
willing to produce the USV pledge and loan information,34 but to date, no
such documents have been provided. The defendants will be ordered to
produce those documents forthwith.
4.

Documents Showing When
USXX Shares Were Acquired

Somerville also seeks to inspect documents that evidence when
USXX shares were acquired, to determine (among other things) whether
Earls used Somerville's and other members' funds for his own personal
33
LLC
34

Agreement §§ 3.5, 8.2; 6 DeL C. § 18-305(aX5).
Defs. Pre-Trial Br. at 25.
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benefit. Specifically, the plaintiff contends that Earls may have delayed in
purchasing USXX shares with member funds, because he temporarily
diverted those funds for his personal use. Earls has a demonstrated pattern
oftreating investor funds as his own, and Somerville has presented credible
evidence tiat the funds it transferred to USV were not immediately used to
purchase USXX shares. The defendants resist Somerville's request,
arguing that it does not matter whether Earls used members' funds, so long
as in the end, Somerville wound up with the shares for which it subscribed.
The argument lacks merit, because a fiduciary's diversion of corporate
funds for personal use, even if temporary, still evidences mismanagement.
In any event, the defendants' argument fails because the parties
dispute whether Somerville received all of its subscribed-for shares.
Somerville is entitled to inspect books and records that would establish that
fact one way or another. Accordingly, the Court concludes that Somerville
is entitled to inspect the documents showing when the USV members'
USXX shares were acquired by USV.
5.

Fund Transfer Information

Somerville has demonstrated, and the defendants have confirmed,
that there is a capital imbalance at USV. Accordingly, Somerville, as a
member of USV, is entitled to inspect the USV records that would show the
precise amount of funds, transferred from USV, that created the capital
imbalance."
6.

USV Tax Documents

Without viewing the various USV tax returns for the relevant
period, it is not possible for Somerville to ascertain whether USV filed
accurate tax returns and whether USV reported any losses. Earls has been
accused of filing false tax returns in the past. Given the scope of the
claimed wrongdoing at USV, Somerville's need to inspect the tax returns
is reasonable. Stated more precisely, the tax returns are essential and
sufficient for Somerville's purposes for seeking inspection.

3
Likewise, Somerville is entitled also to any documents pertaining to loan and fund
transfers by USV (document request G).
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Other Business And Financial Information

Section 8.2 of the LLC Agreement obligates USV to provide
Somerville with audited and unaudited financial statements and balance

sheets. Somerville has inexcusably never been provided with that
information. Those financial statements must also be produced forthwith.
8.

Funds Used To Acquire Class B Interests

Earls testified that he and entities solely controlled by him own the
Class B units of USV. 36 It is not clear where Earls acquired the funds to
purchase his Class B interest, and Somerville believes that that interest may
have been wrongfully acquired with funds invested by the members. The
scope of Somerville's demand for these documents is not clear. Insofar as
Somerville seeks Earls's personal financial statements or the financial
statements of other entities controlled by him, Somerville's request will be
denied. Somerville will, however, be granted inspection of the records of
USV that relate to any transfer of USV members' funds to Earls that may
have been used for the purpose of purchasing Earls's Class B interest.
9.

USV Members' List

The LLC Agreement plainly mandates that Somerville be provided

with USV's member list." The defendants offer no credible explanation
why, given that mandate, Somerville is not entitled to the lists.
Accordingly, the defendants will also be ordered to turn over those lists to
Somerville.
IV. CONCLUSION
For the reasons set forth above, I find that the plaintiff has

established proper purposes for its demands and that the inspection of the
requested books and records is essential and sufficient for those purposes.
Counsel shall confer and submit an implementing order reflecting the

rulings in this Opinion.

36

Earls Dep. 56:4-56:6.
37LLC Agreement §§ 3.2,3.4,6.3.1; see also 6 DeL C. § 18-305(a)(3) (providing that
an LLC member is entitled to "[a] current list of the name and last known business, residence or
mailing address of each member or manage").

