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the plaintiff has failed to show that it is more probable than not that Wagner
had such knowledge. 5
A.

Nobody Outside Of TCR Became Aware Of The Buyout Proposal
Until September 29 At The Earliest

Although not dispositive by any means, the record is clear that
nobody outside of TCR became aware of Uhrig's buyout proposal until de
Vogel went to Texas to discuss the proposal with Davies. First, each
Garden Ridge director testified that s/he did not learn of Uhrig's buyout
proposal until on or after the September 30 date on which it was sent.
Second, two senior officers of Garden Ridge at the time-Davies, the CEO
and Arbuthnot, the CFO-also testified that they too did not learn of the
buyout proposal until September 29 (in the case of Davies) and October 1
(in the case of Arbuthnot).
I.

Armand Shapiro

In September 1999, Shapiro was Chairman of Garden Ridge's board
of directors, its former President and CEO, and its largest individual
stockholder. This court, in its decision granting summary judgment
dismissing Shapiro from this case, explained:
Although the plaintiff argues that Shapiro and Susser had
knowledge of the plan to take [Garden Ridge] private on or
before September 28, the record is clear that they did not.
The plaintiff asserts that "the record suggests substantial
uncertainty regarding when Shapiro and Susser actually
learned of TCR's buyout proposal, and clearly implicates the
possibility that this knowledge could have been obtained on
or before September 28." The court disagrees. Mr. Shapiro
unambiguously testified that, at the earliest,he first learned
of the proposal on September 2 i h . In fact, Shapiro's
admission is more limited than that, conceding only that on
September 29, he knew Uhrig would be "sending a
communication"to Davies. There is no evidence that Shapiro

"5The plaintiff also argues that liability can be imposed on Wagner if he was reckless
in not knowing about the Self-Tender. As discussed further in this opinion, the court is
unconvinced by the plaintiffs theory ofrecklessness, and, in any event, finds that Wagner was not
reckless.
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knew what the communication said until it was received at
GardenRidge on September 30.16
2.

The Other Named Directors

The court, as noted above, also dismissed the plaintiffs case as to
Susser (for the same reasons cited in dismissing the claims against
Shapiro), and the named plaintiff himself stipulated to the dismissal of his
case with prejudice against Boyce, Henning, Neimark and Tapp. At
deposition, each of these directors testified that they first learned of Uhrig's
proposal either on or after September 30, 1999.1"
Each of these witnesses also testified that he or she was surprised by
Uhrig's buyout proposal (or to quote Susser, "had no inkling of it
coming"). 8 Indeed, in describing a board meeting at Garden Ridge on
October 6 at which all of Garden Ridge's directors (including Wagner) first
convened as a group to discuss Uhrig's proposal, Henning testified that it
"was clear to [her that] this was the first we were all hearing about it." 9
Thus, the record testimony indicates that none of the Garden Ridge
directors appeared aware of the buyout proposal before it was actually sent
by Uhrig on September 30.
3.

Davies and Arbuthnot

As noted above, in September 1999, Davies was Garden Ridge's
CEO and Arbuthnot was Garden Ridge's CFO. At his deposition, Davies
testified that he first learned of Uhrig's buyout proposal on September 29
at a breakfast meeting requested by de Vogel.2" In addition Arbuthnot
testified that she did not see Uhrig's proposal letter until October 2, and that
she first learned of the proposal on October 1, 1999.21

6

Johnson, 2002 WL 31438477, at *6.(emphasis added) (citations omitted).
See Boyce Dep. at 92; Henning Dep. at 23-24; Neimark Dep. at 113-15; Shapiro Dep.
at 57-58; Susser Dep. at 114-16; Tapp Dep. at 52, 55.
t

"Susser Dep. at 117; see also Boyce Dep. at 105; Henning Dep. at 83-84; Tapp Dep.

at 55.

"9 Henning Dep. at 84.

2

Davies Dep. at 73.
Arbuthnot Dep. at 127-28.

21
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The References To Garden Ridge In Internal TCR Documents
During September 1999

The plaintiff contends that Uhrig's incipient plan or proposal was
discussed internally at TCR at meetings attended by Wagner during the
time the Self-Tender was outstanding. The evidence supporting this
contention is found principally in agendas mentioning Garden Ridge that
were prepared for certain internal TCR meetings.
Throughout 1999, TCR scheduled and held biweekly Monday
Morning Meetings ("MMMs"), typically attended by all of TCR's
investment professionals and managing directors, including Uhrig and
Wagner. These meetings usually lasted between one to two hours.
Agendas for these MMMs were generally distributed to attendees either at
the beginning of these meetings or on the day before. There is a section at
the top of each of the agendas distributed in 1999 that lists TCR's "New
Deals in [the] Pipeline."2 2 Items listed in this section generally refer to
potential investment transactions "that may or may not happen" for TCR.23
These agendas are not, however, minutes of what occurs at those meetings,
nor were minutes of the meetings prepared.24
Following the biweekly MMMs, TCR managing partners typically
met. Both Uhrig and Wagner routinely attended these partners' meetings.25
The partners also sometimes held lunch meetings during this period.
There was a MMM held on Monday, September 13, 1999, and the
agenda for that meeting lists Garden Ridge under the heading of "New
Deals in [the] Pipeline."
Both Uhrig and Wagner attended the
September 13, 1999 meeting. Garden Ridge next appeared as a "New
Deal[] in [the] Pipeline" on the agenda for TCR's MMM on September 27,
1999. Wagner and Uhrig also attended this meeting. Following the
September 27 MMM, TCR's senior officers also held a partners' meeting
(again attended by both Wagner and Uhrig). This partners' meeting was
followed by a partners' lunch that same day.

"See
generally Ex. 24.
23
24

Tr. at 13 1.
n addition, the MMMs do not typically cover all the items that may appear on a

particular agenda. For that reason, some items may be listed as a 'New Deal" when it in fact is
not a "new deal" at all, but rather an important item that someone at TCR wants to make sure is
discussed.25
Uhrig indicated that he attended TCR partners' meetings in July through September

1999. Wagner indicated that it was his practice to attend TCR Partners' meetings when he was
in New York, where he was for most of September 1999, including on Monday, September 13,
1999 and Monday, September 27, 1999.
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The plaintiff contends that the two references to Garden Ridge in
these agendas relate to Uhrig's buyout proposal and prove that Wagner was
aware of that proposal at a time when he had a duty to disclose in
connection with the Self-Tender. These references are the only positive
evidence that the plaintiff can point to that supports his argument. If these
references constituted the entire evidentiary record in this case, the court
may very well conclude that the Self-Tender was discussed at these two
MMMs. These references, however, are not the entire evidentiary record.
The record evidence in this case, when viewed in its totality, simply does
not support the conclusion that these references to Garden Ridge relate to
Uhrig's buyout proposal. Most significantly, all of the testimony in this case
relating to what occurred at these MMMs suggests that something other
than Uhrig's buyout proposal was discussed.
I.

Wagner's Testimony

As to the September 13 MMM, Wagner at trial recalled de Vogel
asking about the progress ofthe Self-Tender, and he unequivocally testified
that there was no discussion of any prospective buyout.26 In addition, as to
the September 27 MMM, Wagner specifically testified that there was no
discussion concerning a buyout. 2 7 Wagner's self-serving testimony,
standing alone, does not sufficiently persuade this court as to what was
discussed at these two MMMs. Wagner's testimony, however, is supported
by several other witnesses from within TCR.
2.

De Vogel, Wright And Weld

In September 1999, de Vogel, Wright and Weld were all managing
directors at TCR. In addition, de Vogel was President of TCR. Both
Wright and Weld have unambiguously testified that they were unaware of
Uhrig's buyout proposal until after it had been sent to Garden Ridge on
September 30.28 De Vogel testified that he learned of the buyout proposal
29
for the first time on September 28 in a conversation with Uhrig.

26

Tr. at 82-84.
17Id. at 109.
2

Wright Dep. at 74-76; Weld Dep. at 84.

29De Vogel Dep. at 97-98. Moreover, as part of the summary judgment record, de

Vogel submitted an affidavit testifying that he did not learn of Uhrig's proposal at any MMM or

partners' meeting. He was never asked about this during his deposition, and after he submitted
his affidavit, the plaintiff made no further attempts to re-depose him.
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Under the plaintiffs theory, Uhrig's proposal was supposedly
discussed at both the September 13 MMM and September 27 MMM, as
well as at a September 27 partners' meeting and partners' lunch. 3' These
three individuals were present at all of these meetings. Thus, for the
plaintiff to prove his case, the court would have to find that all three of
these senior executives at TCR falsely testified about the point at which
Uhrig's proposal was first disclosed. This is a finding the court declines to
make.
3.

Uhrig

Finally, the testimony of Uhrig, who has never been a defendant in
this case, corroborates Wagner's denial of any knowledge about the buyout
proposal before the end of September. On the question of what Uhrig told
Wagner and when, Uhrig's testimony is unequivocal. He did not have any
discussion with Wagner about the buyout proposal before giving Wagner
a copy of the September 30 letter.
Q.
I want you to look at the exhibit book that has been
given to you and turn to Exhibit 8 [the September 30 letter].
Did you have any discussion regarding Exhibit 8 with Mr.
Wagner prior to September 30'?
A[Uhrig]. No.
Q.
Did you have any discussions regarding any buy-out
proposal with Mr. Wagner prior to September 30"?
A.
No.
Q.
Did you have any discussions with Mr. Wagner
regarding the idea of taking Garden Ridge private with Mr.
Wagner prior to September 30"?
A.
No. 3
Q.
Now, you've testified that you attended a Monday
morning meeting on September 13'; correct?
A.
Correct.
Q.
Okay. Did you discuss any buy-out proposal of Garden
Ridge at that specific meeting?
A.
No.
Q.
How do you know that?

30

PI. Br. at 7-9.
Tr. at 163.

31
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A.
I know that because I didn't discuss it with anybody
other than [de Vogel] before the 30t 1in the firm. Just didn't
32
do it.
Q.
At the August 30 Monday morning meeting, was there
any discussion of a buyout?
A.
No.
Q.
At the August 30 partners' meeting, was there any
discussion of a buyout?
A.
No.
Q.
At the September 13t' partners' meeting, was there any
discussion of a buyout?
A.
No.
Q.
At the September 27th partners' meeting, was there any
discussion of a buyout?
A.
No.
Q.
At the September 2 7 t' partners' lunch, was there any
discussion of a buyout?
A.
No.33
Q.
Mr. Uhrig, prior to September 30', did you disclose
any buy-out prospect, idea, letter, or proposal to Whit
Wagner?
A.
No.34
In response to a question posed by the court, Uhrig explained why
he did not speak to Wagner about the buyout proposal before giving
Wagner a copy of the letter. When asked Uhrig "[w]hy" he "didn't...
speak to Mr. Wagner," Uhrig replied "Well, first of all, he was on the
[Garden Ridge] board."35 Uhrig also explained that the September 30 letter
was a non-binding proposal that did not need the approval of his comanaging directors before it was sent.36
Uhrig made a credible witness at trial. His manner was forthright,
and he responded directly to questioning by counsel and by the court.
While he had occasional lapses of memory, he also remembered and

3

ld. at 172.

111d. at 175-76.
4

1d. at 184.
at 195.
1d. at 191-92.

"Id.
36
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testified to some facts that, at first, seemed inconvenient for the defense.
For example, it is fair to say that nearly everyone in the courtroom was
surprised when Uhrig testified that it was only when he was preparing to
testify at trial that he learned about de Vogel's meeting with Davis in
Houston on or about September 28, 1999. This testimony caused
considerable head scratching by the attorneys involved in the case but was
undoubtedly the truth.
The plaintiff advances several reasons why the court should discount
virtually all of Uhrig's testimony that is helpful to Wagner's position. The
first relates to Arbuthnot's testimony about a conversation she had with
Uhrig after the litigation began and questions about insurance coverage
arose. She testified that she called to ask Uhrig whether he had begun to
plan the buyout during the time the Self-Tender was in existence.
According to her testimony, which stands uncontradicted, Uhrig answered
that he had not. Assuming the truth of Arbuthnot's testimony, it would
appear that Uhrig's response was not accurate. Uhrig was not asked about
this conversation during his deposition and testified at trial (some three
years after the event) that he has no recollection of it. Arbuthnot testified
about the call she received from Uhrig on September 24, 1999, in which
Uhrig asked about the success of the Self-Tender and expressed
disappointment with the low response.37 Uhrig also does not recall that
conversation. 8
The plaintiff points out that Uhrig testified that no one other than a
few TCR associates went to Texas to work on the buyout proposal when,
in fact, de Vogel had gone to meet with Davies. But this point is easily
explained. The record appears abundantly clear that Uhrig was unaware of
de Vogel's trip until a couple of weeks before trial. 9 In any event, once the
plaintiff became aware of de Vogel's trip (after deposing Davies), he made
no effort to re-depose de Vogel (despite the court's urging) to determine the
facts and circumstances surrounding it. Finally, the plaintiff claims that
there were various material inconsistencies with Uhrig's testimony. The
court has reviewed this testimony and finds that, to the extent there were
inconsistencies in Uhrig's testimony, none of them was material.
Weighing all the facts and arguments relating to Uhrig's credibility,
the court concludes that it is appropriate to give credence to the testimony
he gave in which he denied telling Wagner about the buyout proposal. It
may seem improbable that Uhrig kept this information from Wagner, given
the proximity of their offices and the absence of any formal procedures to
37See page 8, supra.
3
'Tr. at 126-27.
39

1d. at 124.
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protect the confidentiality of this information. Indeed, the very fact that
Uhrig began to consider the buyout during the pendency of the Self-Tender
suggests a certain reckless indifference on his part. Nevertheless, the court
is satisfied that, while such suspicions were enough to warrant a trial, by
creating a material issue of fact suspicions alone are not enough to
overcome the clear and direct testimony of the only knowledgeable
witnesses.
B.

The Fact That The First Two References To Garden Ridge In The
MMM Agendas Did Not Contain A Codename Supports Wagner's
Case

There is also substantial evidence to support the defense position that
the references to "Garden Ridge" in the MMM Agendas were to the SelfTender, not to the incipient buyout proposal. TCR witnesses testified that
references to actual proposed transactions on those agendas typically
employ codenames. That is how TCR generally proceeded in situations
where it was contemplating a going-private transaction. 0 Indeed, MMM
agendas for meetings held after the buyout proposal was made to Garden
Ridge refer to that proposal by using the codename "Daisy." The first
appearance of that codename is on the October 27 MMM agenda, which is
well after any relevant time period in this case. An October 12 MMM
agenda was also prepared electronically, but subsequently overwritten.
That agenda also probably referenced "Daisy" as a new deal in the pipeline.
The fact that the MMM agendas for the meetings held on
September 13 and 27 refer to "Garden Ridge" rather than "Daisy" suggests
that the point of discussion was the Self-Tender and not Uhrig's buyout
proposal, as testified to by numerous witnesses. The plaintiff challenges
this argument by pointing out that TCR's practice was not invariable and
that it failed to use a codename when making reference to a proposed
transaction involving another public company on the April 20 and May 3
MMM agendas. The record reflects differences of opinion about why that
deal was not given a codename, but ultimately this court does not need to
decide why that did not happen in that case. It remains a fact that the
MMM agendas usually employed codenames, and it is also a fact that the
buyout of Garden Ridge was referred to by a codename in agendas dated
after the close of the Self-Tender. All of this supports the conclusion that,
to the extent Garden Ridge was discussed at either of the September MMM

'°Uhrig Dep. at 135-36.
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meetings, that discussion related to the Self-Tender, not the buyout
proposal.
Moreover, as was explained at trial and in earlier depositions,
consistent with the informal nature of these agendas, TCR listed items for
discussion under this section that involved significant internal corporate
developments, and not strictly speaking "new deals." This was often done
so that a particular topic in fact was discussed during the meeting. For
example, Garden Ridge is not the only company referenced in the "New
Deal" section of the September 13 agenda for which a "new deal" was not
discussed. The agenda lists "Pameco" as well, which at the time was
undergoing a significant refinancing. The same is true of the September 27
MMM agenda.
For all these reasons, the court concludes that references to Garden
Ridge in the MMM agendas for September 13 and September 27 related to
the Self-Tender and not Uhrig's buyout proposal. There is also no evidence
in the record to satisfy the plaintiffs burden of showing that the buyout
proposal was discussed in any other context (i.e., the partners' meetings or
partners' lunches) with Wagner before Uhrig's letter was actually sent to
Garden Ridge on September 30.
B.

Wagner Was Not Reckless In Failing To Inform Himself Of The
Buyout Proposal

The plaintiff makes a second argument that even if Wagner was
unaware of Uhrig's buyout proposal, "the record still demonstrates that he
was reckless in such ignorance.""' To support this argument, the plaintiff
claims that "Wagner, with his background, experience and principal
position at TCR, should [] have realized at least the substantial possibility
that one or more of his fellow business partners at TCR... was considering
a plan to acquire Garden Ridge ...."' This is so, the argument goes,
because "Wagner failed to walk a few doors down and ask his partner
Uhrig--or anyone-a simple question about whether he had any plans
involving Garden Ridge. ' 13 There are several responses to such an
argument.
It is not true that Wagner could have asked a "simple question" to
"anyone" at TCR about the buyout proposal. The record evidence is
abundantly clear that nobody, other than Uhrig (and de Vogel at the
eleventh hour) knew about the buyout proposal before shares tendered in

41Pl. Rep. Br. at 26.
421d.
431d.
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the Self-Tender were accepted for payment. Moreover, the record does not
suggest any reason why Wagner should have harbored any suspicion that
Uhrig was planning a buyout proposal for Garden Ridge. Uhrig testified
that he intentionally kept Wagner in the dark on this proposal because,
among other things, he "was on the Garden Ridge board.""' In fact, the
record demonstrates that Uhrig, who admittedly began considering the plan
in early September, never told anybody at TCR, or outside TCR, about the
proposal until, at the earliest, September 28, when he had a discussion with
de Vogel regarding TCR's ability to finance such a transaction.
Either Wagner had knowledge of the buyout proposal before his
fiduciary duties to tendering stockholders ceased, or he did not. If he did
and intentionally or recklessly failed to disclose such information Wagner
would have breached his fiduciary duties. The court concludes, however,
that Wagner did not have such knowledge. For Wagner to track down
Uhrig and specifically ask whether he was considering a plan to take
Garden Ridge private is not something that could be expected of him.
Essentially, the plaintiffs theory of recklessness in this case would impose
liability, not simply on the basis of a failure to disclose known information,
but also and additionally on the basis of a failure to discover unknown
information from third parties, even when those third parties clearly intend
to keep the information to themselves and take steps to insure that their
information is not made public. The court is unwilling to impose such a
duty.
VI.
For the foregoing reasons, judgment will be entered in favor of
Wagner and against the plaintiff. IT IS SO ORDERED.

4Tr. at 195.
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LITT v. WYCOFF
No. 19,083-NC
Court of Chancery of the State of Delaware,New Castle
March 28, 2003
Norman M. Monhait, Esquire, of Rosenthal, Monhait, Gross & Goddess,
P.A., Wilmington, Delaware; and Sherrie R. Save& Esquire, Carole A.
Broderick, Esquire, Michael T. Fantini, Esquire, and Christopher L.
Nelson, Esquire, of Berger & Montague, P.C., Philadelphia, Pennsylvania,
for plaintiff.
Kenneth J. Nachbar, Esquire, and William M. Lafferty, Esquire of Morris,
Nichols, Arsht & Tunnell, Wilmington, Delaware, for defendants W. Kirk
Wycoff, Stephen T. Zarrilli, Joseph R. Klinger, Charles J. Tornetta, A. John
May, Kevin J. Silverang, William 0. Daggett, William L. Mueller, Paul M.
Lanoce, G. Daniel Jones, and John E.F. Corson.
NOBLE,

Vice Chancellor
I. INTRODUCTION

Plaintiff H. Allen Litt brings this derivative action, in his capacity as trustee
of the H. Allen Litt, Esq. P.C. Pension Fund,' on behalf of nominal
defendant, Progress Financial Corporation, a Delaware corporation and
thrift holding company ("Progress Financial" or the "Company"). Progress
Financial, in turn, is the sole shareholder of Progress Bank, a federally
chartered savings bank (the "Bank").2 The boards of directors of the
Company and the Bank are identical in composition. The Plaintiff alleges
that the directors of Progress Financial breached their fiduciary duties to
the Company and its shareholders by conducting lending activities, which
the Plaintiff contends were inappropriate for a thrift entity, through the

'The caption lists Mr. Litt as the trustee of the pension fund. The Complaint alleges
that "Plaintiff H. Allen Litt is, and was at all relevant times, a shareholder of nominal defendant
Progress Financial." Compl. 1 2. Throughout this oinion, I presume standing of the Plaintiff,
either personally or as trustee of the pension fund, on thebasis of this allegation.
2
The Complaint is often ambiguous about which entity, the Company or the Bank, took
specific actions. For the purposes ofthis Memorandum Opinion, however, the differences are not
material to my analysis. Therefore, I refer to the entities nonspecifically throughoutthis opinion
as "Progress" wherever distinction is unnecessary or impossible.
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TechBanc division:' by paying bonuses to officers, in the form of warrants
received from lending customers, for securing business for the TechBanc
division (the "Incentive Compensation Plan"); and by paying certain other
fees and commissions to officers and directors.
The Defendants have moved to dismiss the action because the
Plaintiff failed to make demand upon Progress' board of directors as
required by Court of Chancery Rule 23.1. For reasons discussed below, the
motion to dismiss is granted.
II. FACTUAL BACKGROUND

4

The Defendants, who are directors of Progress Financial and the
Bank, are W. Kirk Wycoff ("Wycoff), Joseph R. Klinger ("Klinger"),
Stephen T. Zarrilli ("Zarrilli"), Charles J. Tornetta ("Tornetta"), A. John
May' ("May"), Kevin J. Silverang6 ("Silverang"), William 0. Daggett, Jr.
("Daggett"), William L. Mueller ("Mueller"), Paul M. LaNoce ("LaNoce"),
G. Daniel Jones ("Jones"), and John E. F. Corson ("Corson"). Wycoff is,
in addition, the President and Chief Executive Officer of both the Company
and the Bank and is the Chairman of the Board of the Company. Klinger
also serves as Executive Vice President of the Bank.7
Tornetta's family members are partners in 436 Plymouth Road
Associates, L.P. ("Plymouth Road"). Progress Financial has a fifteen-year
lease on property owned by Plymouth Road on which Progress Financial
makes lease payments totaling $85,000 annually.
Zarrilli was Chief Executive Officer and Chief Financial Officer of
U.S. Interactive, Inc. ("USIT"). USIT, under Zarrilli's leadership, was a
significant borrower from Progress. During that time, Wycoff and Zarrilli
developed a "significant and longstanding relationship."8 Zarrilli became
a director of Progress in June 2000 and left his position at USIT on
September 15, 2000. USIT filed for bankruptcy in January 2001. Zarrilli

31t is unclear whether TechBanc is a division of the Company or of the Bank. The
Complaint refers to TechBanc as "the Bank's soon to be defunct division," Compl. 4(e), and as
"the Company's 'Special Lending Division."' Id. 1 19.
4
The facts upon which I base this decision and, unless otherwise specified, all facts
discussed in this opinion are taken from the well-pled allegations of the Complaint and any
documents incorporated by reference. See White v. Panic, 783 A.2d 543,547-48 n.5 (Del. 2001).
'May is a partner at the law firm of Pepper, Hamilton LLP, which provides legal
services to the Company.
6
Silverang is a partner at the law firm of Buchanan Ingersoll, which provides legal
services to7the Company.
Klinger may be an officer of the Company as well. See Compl. 28 (discussing the
Company's award of compensation to its executive officers, including Klinger).

'Id. 5.
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is a major shareholder of USIT; USIT's May 1, 2000, proxy statement
disclosed that Zarrilli owned nearly 600,000 shares of USIT common stock.
The Complaint is primarily focused on the TechBanc division's
business. Over time, the lending activities conducted through the
TechBanc division had the effect of changing the allocation of Progress'
lending and leasing portfolio by increasing the percentage of Progress'
assets allocated to commercial loans.9 TechBanc specialized in lending to
start-up Internet and technology companies. Following a review and
examination of the Bank, the Office of Thrift Supervision ("OTS") issued
a directive requiring the Bank to:
"(i) reduce its lending to early stage companies; (ii) increase
its leverage capital ratio ... ; and (iii) increase its valuation
allowance and implement improved credit review and
monitoring programs."'"
Progress issued a press release announcing that the directors had approved
a resolution to bring the Bank into compliance with the directive. In
addition, Progress announced its intention to "wind down [its] technologybased portfolio of loans to pre-profit clients,"" apparently a decision to
discontinue or to change radically the lending activities of the TechBanc
division.
Progress received warrants from borrowers on loans made through
TechBanc. In 1999, Progress initiated the Incentive Compensation Plan
through which officers and employees received a portion of the warrants
that were issued to Progress. The grant of warrants was tied to the making
of the loan and was not based on the repayment performance of the
borrower. The employees to whom these warrants were transferred could
liquidate them 180 days after receipt either in the open market or by having
Progress cash out the warrants. Through this plan, Wycoff received

This impact on the portfolio allocation is alleged to have caused the Bank to violate
the Home Owners' Loan Act's ("HOLA") qualified thrift lender test, which requires thrift

institutions, such as the Bank, to maintain a certain percentage oftheir portfolio in housing, small
business and consumer-related assets. See 12 U.S.C. § 1467a(m) (codifying the qualified thrift

lender test). The Complaint also asserts that the TechBanc lending activities have resulted in large
losses to the Bank. The only specifics given are that as a result of making more loans with higher
risks, Progress was required to increase its loss reserves, which resulted in the Company reporting
a loss of $1.4 million in the second quarter of 2001. This allegation, however, is amplified by the
allegation that the losses reported in 2001 were caused by the need to reverse a $2.6 million gain
(reported in 2000) on US1T warrants which had subsequently declined in value.
'"Compl.
1I d.

35 (quoting Progress Financial Corp. Press Release of July 12, 2001).
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warrants to acquire shares in five companies in 1999.2 In 2000, Progress
cashed out Wycoffs warrants in three companies for $78,255. The
Complaint states, in addition, that it is believed that Klinger also received
warrants through the Incentive Compensation Plan.
USIT was a lending customer of the Tech-Banc division and
Progress received USIT warrants in conjunction with the loans. 3 In 2000
Progress Financial reported a gain of $2.6 million due to a market value
adjustment on these warrants. Then, after USIT filed for bankruptcy in
January 2001, the Company had to reverse the adjustment and report a loss
in the first quarter of 2001. As a result, the financial picture of Progress
Financial, as reflected in the 2000 financial statement, was somewhat rosier
than would prove to be true. Both Klinger and Wycoff received bonuses
and the Compensation Committee determined executive compensation
based on the inflated 2000 financial statement. 4

"2 See infra note 14.
3
Some of these warrants were transferred to Wycoff through the Incentive
Compensation Plan. The Complaint specifically states that in 1999 Wycoff received warrants to
acquire 7,000 shares of USIT at $3.50 per share. The August 1999 initial public offering price
of USIT was made at $10.00 per share.
4
The Complaint sets forth Wycoff's compensation in some detail. "For the period
1998-2000, Wycoff received base salary from the Company of $1,098.035. In 2000, Wycoff
received options to purchase 42,000 shares of Progress Financial stock as part of his
compensation .... These options ... have a potential realizable value of almost $800,000.
Wycoff further received for the period 1998-2000... incentive payments and bonuses totaling
$831,040. All of the above does not include the warrants he received personally for making high
risk loans to pre-profit companies as set forth in 19." Compl. 4(a). Wycoff also "receive[d]
from the Company perquisites worth $50,000 per year." Id. 4(e).
Wycoff was also rewarded with ten percent of any warrants that were received by the
Bank as part of the loan transaction. The warrants Wycoff received in 1999 are described by the
Plaintiff as follows:
(a)
12,490 shares of VerticalNet, Inc. at $2.79 per share,
which had the first public offering of its stock in February 1999 at a price
of $8.00 per share;
(b)
6,001 shares of IQEpIc at $4.16 per share, which had
the first public offering of its stock in May 1999 at a price of $12.50 per
share;
(c)
3,400 shares of Internet Capital Group, Inc. at $5.00
per share, which had the first public offering in August 1999 at a price of
$6.00 per share;
(d)
6,250 shares of Ravisent Technologies, Inc. at $3.56
per share, which had the first public offering of its stock in July, 1999 at a
price of $12.00 per share;
(e)
7,000 shares of US Interactive, Inc. at $3.50 per share,
which had the first public offering of its stock in August of 1999 at a price
of $10.00 per share.
Id. 19.
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Progress also utilized bonuses to reward employees and, in one case,
an outside director for their efforts to accomplish certain goals of the
business in areas outside the scope of the Incentive Compensation Plan.
For example, Progress paid Wycoff bonuses for efforts to raise capital for
limited partnerships-Ben Franklin/Progress Capital Fund, L.P. and
NewSpring Ventures, L.P.' 5-as well as an incentive payment of over
$150,000 on the sale of Procall Teleservices, Inc. ("Procall"), a teleservices
subsidiary of the Company. Daggett, a director who is not alleged to have
been an employee of Progress, also received a payment of more than
$150,000 in connection with the sale of Procall. In addition to bonuses and
incentive payments,6Progress made loans to executive officers, directors,
and their affiliates.
III. ANALYSIS
Defendants have moved to dismiss the Complaint under Court of
Chancery Rule 23.1 for the Plaintiffs failure to make demand on Progress
Financial's board of directors (the "Board") or to plead demand futility
sufficiently. The Plaintiff admits that demand was not made and instead
argues that demand should be excused as futile. Under the two-pronged
Aronson test, 7 demand will be excused as futile where the "particularized
facts alleged in the complaint create a reasonable doubt (i.e., reason to
doubt) that (1) the directors upon whom the demand would be made were
disinterested and independent or (2) the challenged transaction was
otherwise the product of a valid exercise of business judgment.'.
Therefore, the Court must determine whether the Complaint includes
allegations of "particularized facts creating a reasonable doubt that the
actions of the defendants were protected by the business judgment rule."' 9
The Plaintiff is entitled to the benefit of reasonable inferences that may be
drawn from the particularized facts alleged but may not rely upon
conclusory allegations. °

"The Complaint alleges that Wycoff is a partner of both limited partnerships but does
not give any more information regarding the nature, extent, or origin of the interest.
'6 The Company's 2001 proxy materials disclosed that such loans totaled $4.2 million.
The 1999 proxy materials disclosed that such loans totaled $6.2 million. The 2000 proxy
materials disclosed loans to directors at preferred rates, noting that no individual director had
received more than $60,000 in preferred-rate loans. Compl. 34.
17
Aronson v. Lewis, 473 A.2d 805, 814 (Del. 1984); see Brehm v. Eisner, 746 A.2d
244, 256 (Del. 2000).
"Zupnick v. Goizueta, 698 A.2d 384, 386 (Del. Ch. 1997); see alsoAronson, 473 A.2d
at 814.
9
Brehm, 746 A.2d at 255.
20
1d.
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The Board, as comprised on August 29,2001, the date the Complaint
was filed, is the board for purposes of evaluating whether demand is
required or excused.2
The Complaint names eleven directors as
defendants. It is not clear whether these eleven constitute the entire
Progress Financial board. For purposes of evaluating the demand
requirement, I draw the inference that the eleven individual defendants
named in the Complaint were the only directors of Progress Financial as of
August 29, 2001.
A. Disinterest and Independence: FirstProngof the Aronson Test
In order to excuse demand under the first prong of Aronson, a
plaintiff must plead particularized facts that raise a reasonable doubt
whether a majority of the board upon which demand would be made was
disinterested in the challenged transaction or was able to exercise
independent business judgment with respect to it.22 A director is
"interested" when he or she appears on both sides of the challenged
transaction or expects to derive a personal benefit from it, such as in a selfdealing transaction. 3 Where self-dealing is not alleged, the benefit
accruing to the allegedly interested director must be shown to be material
to that director. 4 A benefit is material when its importance to the director,
in the opinion of the Court, is such that the director probably could not
fulfill his or her fiduciary duties to the corporation "without being
influenced by [an] overriding personal interest."25 A director is considered
"independent" unless the complaint alleges particularized facts to show that
the director is unable to base his or her decisions on the corporate merits of
the issue before the board. 6 For example, the complaint may demonstrate
a "direction of corporate conduct in such a way as to comport with the
wishes or interests of" the controlling person 27 or may plead facts that
indicate the director is so "beholden to" or influenced by the controlling

2

'See, e.g., Haseotes v. Bentas, 2002 Del. Ch. LEXIS 106, at * 14 (Del. Ch.); Needham
v. Cruver, 1993 Del. Ch. LEXIS 76, at *8-9 (Del. Ch.); Harrisv. Carter,582 A.2d 222, 229-32
(Del. Ch. 1990).
22
Aronson, 473 A.2d, at 814.

'Id. at 812; Orman v. Cullman, 794 A.2d 5, 23 (Del. Ch. 2002). See also Cede & Co.
v. Technicolor, Inc., 634 A.2d 345, 362 (Del. 1993).
24
Orman, 794 A.2d at 23, 25 n.50.
2"In re GM Class HS'holders Litig., 734 A.2d 611, 617 (Del. Ch. 1999).
26
Aronson, 473 A.2d at 816.
2'Kaplan v. Centex Corp., 284 A.2d 119, 123 (Del. Ch. 1971); see also Aronson, 473
A.2d at 816; Orman, 794 A.2d at 24.
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person that the director is unable to exercise discretion with respect to
corporate decisions.28
The Complaint makes no allegation that Mueller, Jones, Corson, or
LaNoce are unable to consider demand disinterestedly and independently.
On the other hand, the Defendants concede that Wycoff and Klinger may
be considered interested for the purposes of evaluating the Rule 23.1
demand requirement. Thus, demand would not be excused under the first
prong ofAronson unless the allegations of the Complaint raise a reasonable
doubt about the disinterest or independence of at least four of the remaining
five directors (Zarrilli, Tometta, Daggett, May, or Silverang).29
1.

Stephen T. Zarrilli

Zarrilli was the Chief Executive Officer of USIT until September 15,
2000. He left that position approximately three months after becoming a
member of Progress' board in June 2000. While Zarrilli was CEO of USIT,
but apparently prior to his service as a director of Progress, USIT received
loans from Progress. After Zarrilli left USIT, it filed for bankruptcy-necessitating, for purposes of Progress' financial statement, a
readjustment of the valuation of the USIT warrants received in connection
with the loans. Zarrilli holds nearly 600,000 shares of USIT common
stock. While Zarrilli was at USIT, he developed a "significant" relationship
with Wycoff because Zarrilli controlled USIT's decision to become a
lending customer of Progress.
Construing these facts in the light most favorable to the Plaintiff,
Zarrilli, in his capacity as an officer of USIT, caused USIT to apply for
loans-loans that the Plaintiff alleges turned out to be detrimental to
Progress. The Complaint notes ominously that Zarrilli's service on the
Board overlapped his employment at USIT for about three months. The
pertinent question is not whether a director has been employed by a
customer of the corporation. The critical issue, instead, is whether the
director was conflicted in his loyalties with respect to challenged board
actions. The Complaint contains no allegations of this sort. Significantly
missing is any indication that Zarrilli had conflicting loyalties or made any
decision based upon conflicting loyalties-that after Zarrilli became a
director, for example, Progress made any loans to USIT or that USIT
received any preferential treatment in the servicing of its loans.

2

"Rales v. Blasband,634 A.2d 927, 936 (Del. 1993); see also Aronson, 473 A.2d at
815; Orman, 794 A.2d at 24.
2
9The Plaintiffhas not attempted to allege that anyone other than Wycoffdominated the
other directors' independent judgment regarding Progress' affairs.
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Furthermore, there is no suggestion that any of the actions taken after he
became a director of Progress benefited Zarrilli directly or benefited USIT,
thereby assisting Zarrilli indirectly as a USIT shareholder. Thus, the
Complaint fails to plead particularized facts that raise a reasonable doubt
of Zarrilli's disinterest in the challenged transactions.
In addition, the allegation that Zarrilli and Wycoff developed a
"relationship" while Zarrilli was at USIT is insufficient to raise a
reasonable doubt as to Zarrilli's independence from Wycoff. Neither mere
personal friendship alone," nor mere outside business relationships alone, 3
are sufficient to raise a reasonable doubt regarding a director's
independence. Also, the Plaintiff has not made any cognizable allegation
that Zarrilli developed a sense of "owingness" to Wycoff as the result of the
loans that Progress may have made to USIT before Zarrilli joined the
Board.
Thus, I find that the Complaint fails to raise a reasonable doubt that
Zarrilli is disinterested in the challenged transactions or capable of
exercising business judgment independently of Wycoff.
2.

Charles J. Tornetta

The Complaint alleges that Progress leases property from a limited
partnership and that Tornetta's "family members" are the partners. The
lease is for fifteen years and the lease payments amount to slightly over
$7,000 per month to the limited partnership. The particularized factual
allegations end there. From this, the Plaintiff would have the Court infer
that Tornetta is beholden to Wycoff who may be in a position at the end of
the lease to elect not to renew it.32 Again, the factual allegations fall far
short of providing a basis for the Court to do so. First, the relationship
between Tornetta and the "family members" who are partners of the limited
partnership is unspecified. Second, there are no facts supplied from which
the Court may infer that the amount of the lease payment represents a
significant departure from fair market value or is material to Tornetta or to

3

See, e.g., Crescent/Mach 1 Partners, L.P. v. Turner, 2000 Del. Ch. LEXIS 145, at

*40-41 (Del. Ch.).
31

See, e.g., Goldman v. Pogo.com, Inc., 2002 Del. Ch. LEXIS 71, at * 14 (Del. Ch.);
Orman, 794 A.2d at 26-27; Crescent/Mach I Partners, L.P., 2000 Del. Ch. LEXIS 145, at *40-4 I.
3
The Plaintiff may also be suggesting somewhat obliquely that Wycoff would be in a
position to cause Progress to breach the lease prior to its expiration and, consequently, Tometta
must stay in Wycoff's good graces to ensure the uninterrupted income to the partnership. When

stated directly, the implausibility of the suggestion-that for this reason Tornetta has no choice but
to keep Wycoff happy--becomes obvious since the limited partnership would doubtless have a
remedy at law for breach of the lease.
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any of Tornetta's family members. In some circumstances, this Court has
determined that material financial interests of close family members may
factor into the disinterest and independence analysis under the Aronson
test.3 Here, however, the failure to allege with particularity both close
familial relationship and materiality amounts to a failure to raise a
reasonable doubt regarding Tornetta's disinterest and independence. 4
3.

William 0. Dagett

The Complaint alleges only one fact with regard to the disinterest or
independence of Daggett: that Progress paid Daggett and Wycoff over
$150,000 each as a commission for their respective roles in the sale of
Procall. The payments are described as "excessive" by the Plaintiff, but
there are no allegations related to the value or sale price of Procall or to
how Wycoff and Daggett participated in its sale. It is therefore impossible
to determine whether the payments were excessive, and it would be
unreasonable to infer that they were. Furthermore, there are no allegations
that either Wycoff or Daggett stood on both sides of the transaction or that
either the Procall transaction as a whole or the commission payments
specifically were unfair to Progress Financial or its shareholders. I cannot,
therefore, ascertain how this single commission earned on a one-time sale
of a subsidiary would render Daggett beholden to anyone and thus unable
to exercise his independent business judgment. Moreover, this allegation
does not call into question Daggett's disinterest in any of the other
challenged transactions.
33

See, e.g., Cal. Pub. Employees' Ret. Sys. v. Coulter, 2002 Del. Ch. LEXIS 144, at

*28-29 (Del. Ch. 2002) (considering a director's son's primary employment with the corporation
as one of several factors supporting a reasonable doubt whether the director could consider
demand impartially where such demand was adverse to the interests of the corporate CEO); Mizel
v. Connelly, 1999 Del. Ch. LEXIS 157, at * I 1-14 (Del. Ch.) (discussing why one of the directors
may be unable to consider demand impartially where such demand was adverse to his
grandfather's interests).
'The Complaint does not support any contention that Wycoff, as Chief Executive
Officer, is vested with unilateral non-reviewable authority to breach contracts on behalf of
Progress, was the unilateral decision-maker for leasing the property in question, or could be
expected to be the unilateral decision-maker with respect to renewal ofthe fifteen-year lease upon

its expiration. I also question whether the renewal or non-renewal of a single fifteen-year lease
of property, which is not alleged to be at a rate substantially above market value, could suffice to
raise a reasonable doubt of a director's independence or disinterest even if the quantum of income
derived from the lease were material to Tornetta or his close family members. Finally, the
Complaint alleges that 'Tornetta and his family own substantial tracts ofreal estate that Defendant
Wycoff has caused and will continue to cause to be leased by Progress Financial, in exchange for
Tornetta's acquiescence to Wycoffs decisions." Compl. 7. This allegation, especially when
contrasted with the allegations regarding the Plymouth Road lease, lacks the particularity required
by Rule 23.1.
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Nonetheless, it is clear that Daggett does have a personal financial
interest in this sizeable fee that he received from Progress. In addition, I
accept that a single fee of $150,000 for unspecified services may be
material to Daggett. Thus, I conclude that the Plaintiff has raised a
reasonable doubt as to whether Daggett was disinterested in the
commissions paid in connection with the sale of Procall. For all other
challenged transactions, however, the Plaintiff has failed to raise a
reasonable doubt that Daggett is disinterested and independent.
Thus, I have determined that the Complaint does not raise a
reasonable doubt as to the independence or disinterest of Zarrilli, Tornetta,
or, for all transactions other than the bonuses paid on the sale of Procall,
Daggett. I need not consider, therefore, whether the other directors, May
or Silverang, are disinterested and independent. For the reasons stated
above, I find that, under the first prong of Aronson, demand would not be
excused under Court of Chancery Rule 23.1 because at least six of the
eleven directors (Zarrilli, Tometta, Mueller, LaNoce, Jones, and Corson
and, for all but one transaction, Daggett, as well) are disinterested and
independent and, thus, able to review fairly any demand made pursuant to
Rule 23.1.
B.

Valid Exercise of Business Judgment: Second Prong of the
Aronson Test

Even though a majority of the board is determined to be disinterested
and independent, demand may be excused under the second prong of the
Aronson test. In order for demand to be so excused, the plaintiff must
allege particularized facts that give rise to a reasonable doubt whether the
challenged transaction is entitled to the protection of the businessjudgment
rule."5 A plaintiff may rebut the presumption that the board's decision is
entitled to deference by raising a reasonable doubt whether the action was
taken on an informed basis or whether the directors honestly and in good
faith believed that the action was in the best interests of the corporation.36
Thus, in order to excuse demand when a majority of the board at the time
of demand is found to be disinterested and independent, the plaintiff must
plead particularized facts sufficient to raise a reasonable doubt that the
action was taken in good faith or a reasonable doubt that the board was
adequately informed in making the decision. The Complaint fails to do so.
The Complaint does not allege any particularized facts regarding the
process by which the Board initiated or approved the challenged actions,

"Aronson,
473 A.2d at 814-15.
36
1d. at 812.

1136

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 28

notably approval of the Incentive Compensation Plan. Similarly, the
Complaint does not allege that the Board failed to obtain appropriate legal
advice or other professional guidance before implementing either the
TechBanc program or the Incentive Compensation Plan.
The decision to offer bonuses to employees who bring in business
that a company is seeking to attract would normally be within the ambit of
a board's business judgment. Indeed, the Complaint fails to allege any
specific reasons, except for the possible violation of state and federal
banking requirements, why the Board should have been concerned about
the propriety of the Incentive Compensation Plan 37 -no warnings from
banking regulators and no investigation or enforcement activity conducted
or contemplated. The Court will not infer that the Board acted recklessly
or in bad faith, absent specific particularized allegations of fact giving rise
to such an inference.38 Here, read in the light most favorable to the
Plaintiffs position, the allegations are that the directors approved an
incentive compensation program by which certain officers and employees
would receive bonuses for procuring new business in a market niche in
which the Board had decided to seek to expand Progress'
participation-loans to fledgling technology companies. As it has turned
out, this may have been a poor (or poorly timed) decision, but employee
compensation decisions made by a fully informed, disinterested, and
independent board of directors are usually entitled to the protection of the
business judgment rule.39

"The Complaint does allege that the changes to the Bank's loan and lease portfolio
structure, due to the loans made through the TechBanc division, caused banking regulators to issue
a directive that Progress reduce lendingthroughthe TechBanc division, increase loss reserves, and
take various other actions. This, however, does not call into question the Board's exercise of
business judgment and does not help the Plaintiffs case for excusing demand because the
Complaint also alleges that the Board cooperated and fully complied with the only negative
response received from banking regulators with regard to the challenged actions. I refrain,
however, from relying upon this allegation to draw an inference that the OTS reviewed and did
not find fault
with the Incentive Compensation Plan.
3
See Aronson, 473 A.2d at 814.
39
See 8 Del. C. § 122(5) (officer and agent compensation); id.§ 141(h) (director
compensation); White, 783 A.2d at 553 n.35 (noting the board's discretion in setting executive
compensation); Brehm,746 A.2d at 262 & n.56 (indicating that when setting executive
compensation, the outer limit of the discretion of the board is defined by unconscionable conduct,
waste, or fraud); Grimes v. Donald, 673 A.2d 1207, 1215 (Del. 1996) (observing that when "an
independent and informed board, acting in good faith, determines that the services of a particular
individual warrant large amounts of money, whether in the form of current salary or severance
provisions, the board has made a business judgment. That judgment normally will receive the
protection of the business judgment rule unless the facts show that such amounts, compared with
the services to be received in exchange, constitute waste or could not otherwise be the product of
a valid exercise of business judgment."); Lewis v. Hirsch, 1994 Del. Ch. LEXIS 68, at * 10-11
(Del. Ch.) (stating that executive compensation is "ordinarily left to the business judgment of a
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In his brief opposing the motion to dismiss, the Plaintiff defends his
failure to allege particularized facts in the Complaint on the basis that the
corporate records of Progress Financial, which could provide factual detail
for particularized allegations, are in the exclusive possession and control
of the Defendants. Because 8 Del. C. § 220 provides shareholders
reasonable access to corporate records, this argument is both inaccurate and
unavailing. Both this Court and the Supreme Court have admonished
plaintiffs to make use of the "tools at hand" on many occasions." Plaintiffs
who fail to do so act at their own hazard."'
The allegation that the Board's decision to implement the
compensation program was illegal and, thus, not entitled to the benefits of
the presumptions of the business judgment rule, is more troubling. The
Complaint alleges that the Incentive Compensation Plan violated the
banking laws of the United States, 18 U.S.C. § 215, and the Commonwealth
of Pennsylvania, 7 P.S. § 1413. In addition, it is alleged that the Incentive
Compensation Plan transgressed federal banking regulations, specifically
12 C.F.R. § 570 and OTS Regulatory Bulletin 27b. Defendants' alleged
violation of these statutory and regulatory provisions, according to the
Plaintiff, requires application of a per se rule that illegal conduct authorized
by the Board excuses the Plaintiff from any duty to make pre-suit demand
upon the Board.
1.

Bribery Statutes: 18 U.S.C. § 215 and 7 P.S. § 1413

In order to plead that demand is excused because the challenged
corporate act was illegal and not within the scope of the business judgment
rule, the Plaintiff must at least plead particularized facts that raise a
reasonable doubt about the legality of the corporate act in question. 2

company's board of directors"); Tate & Lyle PLC v. Staley Cont'l, Inc., 1988 Del. Ch. LEXIS 61,
at *19-22 (Del. Ch.) (finding business judgment rule did protect disinterested directors' approval
of compensation packages for other directors); see also Telxon Corp.v. Meyerson, 802 A.2d 257,
265-66 (Del. 2002); In re Nat'lAuto Credit,Inc. S'holders Litig., 2003 Del. Ch. LEXIS 5, at *5055 (Del. Ch.).
'Specifically, plaintiffs are encouraged to invoke 8 Del. C. § 220 in order to establish
whether the records of the corporation support orrefute the suspicion ofwrongdoingpriorto filing
a derivative action. See, e.g., White, 783 A.2d at 549 n.15; Brehm, 746 A.2d at 262 n.57, 266;
Rales, 634 4A.2d at 934-35 n. 10; Ash v. McCall, 2000 Del. Ch. LEXIS 144, at *56 n.56 (Del. Ch.).
'See White, 783 A.2d at 555-57 & n.54; Mizel, 2000 Del. Ch. LEXIS 157, at "16 n.5.
42
For examples of the use ofthe criminal law to support fiduciary duty claims against
corporate directors, see In re Caremark Int'l Derivative Litig., 698 A.2d 959, 970-72 (Del.Ch.
1996); In re Baxter Int'l, Inc. S'holders Litig., 654 A.2d 1268, 1270-71 (Del. Ch. 1995). Both
of these cases address a board's supervisory responsibilities; they do not directly address the
directors' liability for their own actions as directors. In Gagliardiv. Trifoods Int'l, Inc., 1996
Del.Ch. LEXIS 87 (Del. Ch.), published in part, 683 A.2d 1049 (Del. Ch. 1996), this Court
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However, the allegations in the Complaint fail to support a reasonable
inference that adoption of the Incentive Compensation Plan constituted
criminal conduct.43
Violation of either 18 U.S.C. § 215 or 7 P.S. § 1413 constitutes
criminal conduct. 44 The plain language of these statutes is designed to
prohibit bribery of banking personnel.4 5 It does not appear to apply in the
situation where a bank pays either salary or bonuses to its own employees
for doing theirjobs. In fact, 18 U.S.C. § 215(c) reads, "This section shall
not apply to bona fide salary, wages, fees, or other compensation paid, or
expenses paid or reimbursed, in the usual course of business."

observed that "[tihe business outcome of an investment project that is unaffected by director selfinterest or bad faith cannot itself be an occasion for director liability. That is the hard core ofthe
business judgment doctrine." Id. at ** 10-11 (footnote omitted). The Court further explained:
"By 'badfaith' is meant a transaction that is authorized for some purpose
other than a genuine attempt to advance corporate welfare or is known to
constitute a violation of applicable positive law. There can be no personal
liability of a director for losses arising from'illegal' transactions ifa director
were financially disinterested, acted in good faith, and relied on advice of
counsel reasonably selected in authorizing a transaction."
Id. at ** II n.2 (citation omitted) (emphasis added). The Complaint does not allege whether the
Board had 3the benefit of advice of counsel when it approved the Incentive Compensation Plan.
4 For purposes of ruling on this rmotion to dismiss, I consider the text of the pertinent
statutes, regulations, and OTS Regulatory Bulletin 27b, which are integral to the Complaint and
incorporated by reference therein. See In re Santa Fe Pac. Corp. S'holders Litig., 669 A.2d 59,
69-70 (Del. 1995).
" 18 U.S.C. § 215(a) provides in pertinent part:
Whoever (1) corruptly gives, offers, or promises anything of value to any
person, with intent to influence or reward an officer, director, employee,
agent, or attorney of a financial institution in connection with any business
or transaction of such institution; or (2) as an officer, director, employee,
agent, or attorney of a financial institution, corruptly solicits or demands for
the benefit of any person, or corruptly accepts or agrees to accept, anything
of. value from any person, intending to be influenced or rewarded in
connection with any business or transaction of such institution; shall be
[punished in accordance with the statute].
Violation of 18 U.S.C. § 215 is a felony punishable by a fine of up to $1 million or three times
the value of the consideration offered and up to thirty years in prison, unless the amount offered
is less than $1,000. 18 U.S. C. § 215(a).
7 P.S. § 1413(a) provides in pertinent part:
No director, trustee, officer, employee or attorney of an institution or of an
affiliate of the institution shall: (i) receive anything of value for procuring
or attempting to procure any loan from or investment by the institution.
Violation of 7 P.S. § 1413 is a misdemeanor punishable by a fine of not more than $1,000 plus
the amount received and no more than one-year imprisonment. 7 P.S. § 2102(a) (specifying
of 7 P.S. § 1413 and other provisions of the Commonwealth's banking code).
penalty for violation
45Violation of§ 215 is commonly referred to as "bank bribery." See, e.g., United States
v. Kenrick, 221 F.3d 19, 26 (lst Cir. 2000); United States v. Haese, 162 F.3d 359, 363 (5th Cir.
1998); United States v. Jennings, 160 F.3d 1006, 1015 (4th Cir. 1998); United States v. Cohen,
152 F.3d 321, 323 (4th Cir. 1998).
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Furthermore, the Plaintiff fails to direct the Court to any precedent for
enforcing either statute in the context of bonuses paid by a bank to its own
employees, nor to any past, present, or contemplated enforcement actions
or investigations of Progress on the basis that the Incentive Compensation
Plan violated any applicable law. Thus, the Complaint fails to raise a
reasonable doubt that the directors, by adopting and implementing the
Incentive Compensation Plan, violated (or facilitated the violation of) either
statute and, therefore, does not raise a reasonable doubt whether the
decision to implement the plan was not illegal.46
2.
Banking Regulations and Guidelines: 12 C.F.R. &570
and OTS Regulatory Bulletin 27b
In order for the Plaintiff to demonstrate that demand should be
excused under the second prong of Aronson, he must demonstrate that the
decision to adopt the Incentive Compensation Plan was not entitled to the
protection of the business judgment rule at the time the board made the
decision. Although it is possible that the Incentive Compensation Plan (or
other programs approved by the Board) may have ultimately run afoul of
the banking regulations cited by the Plaintiff, the particularized allegations
of the Complaint fail to provide a basis for doubting whether the Board's
actions, when measured against the relevant regulatory requirements as of
the time of the actions, were the product of a valid exercise of business
judgment.
Through 12 C.F.R. Part 570, the OTS has adopted safety and
soundness standards for savings associations.4 7 When a thrift institution
fails to meet these standards, OTS may require the development and
implementation of a compliance plan to address its concerns. The OTS'
concerns for excessive executive compensation are addressed, first, in the
"In this case, there is no allegation that any criminal prosecution or regulatory
enforcement action has ever been initiated under either of these statutory provisions. I note that
when a plaintiffseeks to invoke a statute, regulation, or regulatory guidance to define the standard
against which a corporate board's actions are to be measured and when those actions, in the
absence of such a statute, regulation, or guideline, would not otherwise implicate fiduciary duty
considerations, there are two factors which, while not precluding judicial intervention here,
counsel for caution. First, the absence of any enforcement action, particularly where the
regulators are alleged to have been aware of the conduct, suggests that the regulators, who are
presumed to have expertise in their particular field, did not consider the conduct worthy of further
enforcement proceedings. Second, the Court is being asked to construe statutes and regulations
of the federal government and a statute of another state in ways that the Plaintiff does not allege
they have ever been interpreted or applied in the past.
47
OTS promulgated the regulationsunder the authorityofthe Federal Deposit Insurance
Act, as amended, 12 U.S. C. § 831p-1. The Interagency Guidelines Establishing Standards for
Safety and Soundness are set forth in Appendix A to 12 C.F.R. Part 570.
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context of "Operational and Managerial Standards," which, inter alia,
require thrift institutions to "maintain safeguards to prevent the payment of
compensation, fees, and benefits that are excessive or that could lead to
material financial loss to the institution. '48 Second, and somewhat more
specifically, the safety and soundness standards contain a "Prohibition on
Compensation That Constitutes an Unsafe and Unsound Practice" which
provides:
Excessive compensation is prohibited as an unsafe and
unsound practice.
Compensation shall be considered
excessive when amounts paid are unreasonable or
disproportionate to the services performed by an executive
officer, employee, director, or principal shareholder
considering the following:
1.
The combined value of all cash and non-cash benefits
provided to the individual;
2.
The compensation history of the individual and other
individuals with comparable expertise at the institution;
3.
The financial condition of the institution;
4.
Comparable compensation practices at comparable
institutions, based on factors such as asset size, geographic
location, and the complexity of the loan portfolio or other
assets;
6.
Any connection between the individual and any
fraudulent act or omission, breach of trust or fiduciary duty,
or inside or abuse with regard to the institution; and
7.
Any other factors the agencies determine to be
relevant.4 9
Furthermore, "[c]ompensation that could lead to material financial loss to
an institution is prohibited as an unsafe and unsound practice. '50
By Regulatory Bulletin 27b, the OTS provides guidance to its
examiners regarding reasonable compensation arrangements and to the
directors of thrift institutions regarding the performance of their
responsibilities in overseeing executive compensation.
OTS has
specifically addressed the issue of incentive pay for thrift executives:
4112 C.F.R. § 570, app. A.I1.1.
4912 C.F.R. § 570, app. A.II.A.
0

' 12 C.F.R. § 570 app. A.III.B.
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An increasing number of businesses today rely on incentive
pay to motivate managers and employees to excel. OTS
encourages incentive-based compensation but prohibits
arrangements that provide incentives contrary to the safe and
sound operation of the association.
For example,
compensation based primarily on short-term operating results
may encourage unreasonable risk-taking to achieve short-term
profits. The board of directors should closely monitor
compensation tied to current operating results. 5
The Board's decision to pursue an aggressive plan for making loans
to startup technology companies through TechBanc did not turn out well.
The problems arising from Progress' loans to pre-profit companies resulted
in a directive from OTS which required Progress, inter alia,to:
(i) reduce its lending to early stage technology companies; (ii)
increase its leverage capital ratio.

. .

and its total risk-based

capital ratio.. .; and (iii) increase its valuation allowance and
implement approved credit review and monitoring programs.52
The Board approved a resolution in July 2001, that implemented the terms
of the OTS directive. At that time, Progress announced that it had
suspended payment of its quarterly dividend and that it would "exit the
business of lending to pre-profit companies and . . . wind down [its]

technology-based portfolio of loans to pre-profit clients."53 The Plaintiff
does not allege that OTS then, or at any other time, either questioned or
challenged the Incentive Compensation Plan.54
Determining whether the Board's adoption of the Incentive
Compensation Plan to stimulate TechBanc loans to pre-profit technology
companies was the result of the exercise of its business judgment requires
an evaluation of the Board's actions as of the time of that decision. The
Plaintiff frames the Complaint as a challenge to the Incentive

"Regulatory Bulletin 27(b).
52
Compl. 35 (quoting Progress Financial Corp. Press Release of July 12, 2001).
53Id
54

The OTS directive that resulted in the July 2001 resolution restricted the granting of
"[high risk loans," which were defined to include "certain commercial business loans and other

credit relationships that (i) the Bank originates through its Tech-Banc Specialized Lending
Division, (ii) involve the receipt by the Bank or an affiliate of warrants [or] other equity interest,
(iii) are made to a pre-profit company or a company reliant on venture capital funding, or (iv) are
otherwise determined by the OTS to have a higher than ordinary degree of credit risk." Compl.

136.
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Compensation Plan and not as a direct attack on the TechBanc lending
program. According to the Plaintiff, the Incentive Compensation Plan was
imprudent, in part, because it was too successful in achieving its goals: it
resulted in too many loans having been made by TechBanc to pre-profit
companies. The Plaintiff has not alleged with particularity facts evidencing
that the compensation received by Progress executives was "excessive"
when the amount is measured in the context of an enterprise of the
Progress' scope. Instead, he alleges that the Incentive Compensation Plan
created too great an incentive to make the loans that the Board wanted
Progress to make. As a result, these loans ultimately turned out to have
been unduly risky and, therefore, caused financial harm to Progress. The
Plaintiff argues that the Incentive Compensation Plan, which induced
Progress executives to make these loans, violated the regulatory prohibition
upon excessive compensation because it "[led] to material financial loss.""
In substance, the Plaintiff asks that the conduct of the Board be measured
by the results of the TechBanc pre-profit loan program.
The exercise of business judgment cannot be evaluated, as the
Plaintiff seems to suggest, merely by looking at the results of that business
judgment. While challenges are seldom, if ever, made to business
judgments that turn out well, the simple fact that the business decision
caused significant loss does not dictate how that decision should be
classified or evaluated. The Plaintiffs allegations regarding the Board's
authorization of the Incentive Compensation Plan (or the TechBanc loan
program) are paltry. There are, for example, no particularized allegations
about "comparable compensation at comparable institutions" or that
Wycoff's compensation (or the compensation of other executives) was
"disproportionate to the services rendered."5 6

"See 12 C.F.R. § 570 app. A.11.; id.§ 570 app. A.Il.B. It is not altogether clear that
the Plaintiff has successfully alleged that the TechBanc program, in fact, resulted in "material
financial loss." Part of the Plaintiffs criticism is that warrants which resulted in a paper profit in
one year had to be reversed as an accounting matter when their value plunged. While that caused
a loss in the second year, the cumulative effect on income over the two-year period does not
appear to have been material. Furthermore, that OTS required Progress to increase its loss
reserves because of the TechBanc operations does not necessarily mean that losses, in fact,
resulted. It may be that the increase in reserves resulted from perceived risk instead of actual loss.
Nevertheless, for purposes of this Memorandum Opinion, the Court will accept the Plaintiffs
allegation that the TechBanc program caused "material financial loss."
6
Furthermore, if the focus is on financial losses attributable to the TechBanc loan
program, there are few objective factors set forth in the Complaint by which the conduct of the
Board, at the time of decision, can be measured. Loans were made to pre-profit technology
companies, a concept which, with the hindsight of 2003, may be easy to criticize. At the time of
the loans, however, the eventual failure of many of those ventures was not as apparent. In
addition, one may wonder, particularly in light of the policies reflected in HOLA, whether it was
a wise decision for the directors of a savings institution to view the start-up technology sector as
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It may be fair to charge the Board with knowledge that the TechBanc
loan program could have resulted in material financial loss to Progress
because, in the most simplistic sense, any new major venture entails risk
and that risk carries potential adverse consequences." The decision to run
the risks of that loan program, when evaluated as of the time of the Board's
decision, was not such an improvident decision as to deny the directors the
presumption of the businessjudgment rule. Thus, the decision of the Board
to pay Progress executives incentive compensation to implement the
TechBanc loan program does not, even though the incentive pay may have
encouraged the executives to make the loans that caused material financial
loss to Progress, constitute conduct beyond the scope of the business
judgment rule. 5S

a promising target for new business. Nonetheless, these factors do not support the argument that
the decision to implement the TechBanc loan program was beyond the scope of the Board's
business judgment.
"'The Plaintiff also focuses on the "short-term" nature of the incentive compensation
program because the warrants were awarded to the executives responsible for making the loans
without any assurance that the loans would, in fact, turn out to be "profitable." Although I accept
for purposes of this motion to dismiss that the Incentive Compensation Plan awarded
"compensation based on short-term operating results," that conclusion is not as self-evident as the
Plaintiff argues. First, one can read "operating results" to refer to short-term profits, thus
reflecting a concern that accounting judgments might be affected by the potential for additional
compensation. The Plaintiff alludes to this possibility when he questions the profits resulting
from the increase in value (during USIT's better times) of the USIT warrants. Compl. 1 28.
Second, warrants, or their value to Progress' executives, have a time-delayed aspect: not only must
Progress' executives wait 180 days to cash out but also the value must be sustained for that period.
In theory, at least, warrants may be viewed as a means of affording the opportunity to participate
in long-term appreciation in value. Moreover, the guidelines set forth in Regulatory Bulletin 27(b)
direct boards to "closely monitor compensation tied to current operating results." Significantly,
Regulatory Bulletin 27(b) does not expressly to bar compensation tied to short-term results.
"'The Plaintiff relies on several cases from other jurisdictions in support ofhis claim.
None, however, is helpful to his cause. For example, in Reilly Mortgage Group, Inc. v. Mount
Vernon Savings & Loan Ass'n, 568 F. Supp. 1067 (E.D. Va. 1983), demand on a bank's board of
directors was excused because of the cumulative effect of many shortcomings in the directors'
conduct including the allegation that the board approved a course of conduct in violation of
federal and state regulations, continued to approve the allegedly illegal practices after repeated
warnings from state and federal regulators, failed to hold stockholder meetings, and personally
profited from the allegedly wrongful conduct. In this case, the TechBanc loan program was halted
promptly after regulatory concern was expressed and a large majority of directors has not been
alleged with particularity to have personal or financial interest in the Incentive Compensation
Program or the TechBanc loan program. Other cases relied upon by the Plaintiff, such as
Amerifirst Bank v. Bomar, 757 F. Supp. 1365 (S.D. Fla. 1991), emphasize that the analysis was
under a Rule 12(b)(6) standard and did not reflect a requirement that allegations be made with
particularity. In FederalDeposit Ins. Corp. v. Schreiner, 892 F. Supp. 869 (W.D. Tex. 1995),
alleged violations of a federal banking regulation were evaluated in the context of specific
examples of objective violations of the regulation as of when the bank's board made the
challenged decision (e.g., loans to insiders made on terms not substantially similar to loans to
persons not associated with the bank, loans violated bank's own loan policy).
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The Plaintiffs theory ultimately proves too much. He looks to the
unhappy results of the TechBanc program approved by the directors and
implemented with the inducements provided through the Incentive
Compensation Plan. With his allegation of material financial harm, he then
invokes federal banking regulations which require directors to avoid
executive compensation plans that result in "material financial loss."
Because the TechBanc program resulted in material financial loss, the
directors, in the view of the Plaintiff, are personally liable; that is, in this
instance, they are the functional equivalent of guarantors. That, however,
is not the province of corporate directors. To adopt the Plaintiffs analytical
methodology would discourage risk-taking and would unduly restrict the
exercise of the business decision-making process which is contemplated by
Section 141 of the Delaware General Corporation Law. Indeed, the
Plaintiffs analysis turns on whether the business decision was successful,
but such a post-hoc analysis of director conduct is not sponsored by the
second prong of Aronson.59 In sum, the Plaintiffs allegations about the

The Plaintiff also cites Joy v. North, 692 F.2d 880 (2d Cir. 1982), cert. denied, 460
U.S. 1051 (1983), as providing a yardstick for measuring the Board's conduct. In Joy, however,
the challenged loan put the bank in "a classic 'no win' situation." Id. at 896. Here, the Board was
focused, as it appeared possible at the time, on the significant upside potential of loans to startup
technology companies. Moreover, the Complaint does not allege that the Board could not
reasonably have concluded that these loans (or the portfolio of these loan evaluated as a whole)
would be profitable or that the Board did not consider the potential risks that could be recognized
at the time. While it is apparent with the benefit ofhindsight that the Board did not give sufficient
weight to the risks associated with the TechBanc loan portfolio, the decision to implement the
TechBanc loan program, with the aid of the Incentive Compensation Plan, does not allow a
challenge by the Plaintiff to the Board's conduct without a prior demand under Aronson's second
prong.
The Complaint may also be read as seeking to allege that the Board failed to exercise
appropriate supervision over the TechBanc loan program and the Incentive Compensation
Program as they were implemented. Compl. I 55(ii). The particularized facts of the Complaint
demonstrate that promptly following the directive issued by the OTS which required that the
TechBanc loan program be modified (a directive with no alleged mention of the Incentive
Compensation Plan), the Board called off the TechBanc loan program and commenced efforts to
reduce Progress' exposure to the adverse affects of that program. Thus, there are no particularized
allegations that the directors failed to exercise supervision over the TechBanc loan program or the
Incentive Compensation Plan (as opposed to their authorization of those programs) that would
implicate the standards of In re CaremarkInt'l Deriv.Litig., or In re Baxter Int'l, Inc. S'holders
Litig.
"'As explained in Gagliardi:
But directors will tend to deviate from [the] rational acceptance
of corporate risk ifin authorizing the corporation to undertake a risky
investment, the directors must assume some degree of personal risk relating
to expostfacto claims of derivative liability for any resulting corporate loss.
Corporate directors of public companies typically have a very
small proportionate ownership interest in their corporations and little or no
incentive compensation. Thus, they enjoy (as residual owners) only a very
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Incentive Compensation Plan do not excuse demand under Aronson's
second prong."
IV. CONCLUSION
The Complaint, when read in the light most favorable to the
Plaintiff's position, has failed to allege with particularity facts sufficient to
raise a reasonable doubt whether a majority of the board was disinterested
and independent or whether the challenged actions were the product of the
exercise of the board's business judgment. Demand is therefore not
excused and, because demand was not made, the Complaint is dismissed.
IT IS SO ORDERED.

small proportion of any "upside" gains earned by the corporation on risky
investment projects. If, however, corporate directors were to be found liable
for a corporate loss from a risky project on the ground that the investment
was too risky (foolishly risky! stupidly risky! egregiously risky!-you
supply the adverb), their liability would be joint and several for the whole
loss (with I suppose a right of contribution). Given the scale of operation
ofmodern public corporations, this stupefying disjunction between risk and
reward for corporate directors threatens undesirable effects.
683 A.2d at 1052.
Moreover, although the Plaintiff argues that "the Board knowingly approved corporate
action in violation of law," Pi.'s Opp'n to Defs.' Opening Br. in Supp. of Their Mot. to Dismiss
the Compl. at 26, the Complaint does not allege with particularity that the Board, when it
approved the Incentive Compensation Plan or the TechBanc loan program, knew that its actions
were illegal.
'It is not clear that the Plaintiff relies upon an alleged violation of HOLA to excuse
demand under the second prong of Aronson. According to the Plaintiff, the Board failed to meet
the "qualified thrift leader" test when it failed to maintain 65% of its "portfolio assets" in housing,
small business, and consumer related assets. Compl. IN3, 33. The Plaintiff alleges that Progress
failed that test when only 62.35% of its assets were invested in "qualified thrift investments." Id.
33. There is, however, no allegation that the Board was aware that its lending practices would
lead to this result; moreover, there is no allegation that the Board failed to take remedial measures
when it learned of the status of the Bank's portfolio.
The Plaintiff does not allege that demand is excused because of other challenged
conduct, such as the commissions paid in the Procall sale or the participation in the limited
partnerships with which Wycoff was affiliated.
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TELSTRA CORP., LTD. v. DYNEGY, INC.
No. 19,369
Court of Chancery of the State of Delaware,New Castle
March 4, 2003
Arthur G. Connolly, Jr., Esquire, Arthur G. Connolly, III, Esquire, Christos
T. Adamopoulos, Esquire, of Connolly Bove Lodge & Hutz, LLP,
Wilmington, Delaware; and Paul Martin Wolff, Esquire, David C. Kiernan,
Esquire, William J. Bachman, Esquire, of Williams & Connolly, LLP,
Washington, D.C., of counsel, for plaintiff.
Allen M. Terrell, Jr., Esquire, Richard P. Rollo, Esquire, Brock Czeschin,
Esquire, of Richards,layton & Finger, P.A., Wilmington, Delaware, for
Defendants.
LAMB, Vice Chancellor
I.
This action arises out of differing interpretations of terms in a
Delaware limited partnership agreement. Specifically, the partners agreed
irrevocably to fund the partnership during its beginning stages. The
agreement provided a specific mechanism for financing when additional
capitalization was necessary. The partnership's managing board needed to
formally resolve (by majority vote or unanimous written consent) that
additional partner capital was necessary, and a formal notice was to be sent
to each partner. Each partner was then allowed 90 days to make its
additional capital contribution.
One ofthe partners also negotiated for a put option in the partnership
agreement, whereby that partner could put its interest in the partnership to
another partner (or the partnership). The put had two different pricing
mechanisms, depending on when the put was exercised. If it was exercised
during the first two years of the partnership's existence, the purchase price
for the put equaled the value of the partner's capital account, calculated
based on IRS tax regulations. If the put was exercised after the first two
years of the partnership, the put's price was equal to the fair market value
of the partner's partnership interest.
The put in this case was exercised during the first two years of the
partnership's existence, and thus the partner is entitled to the value of its
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capital account, as calculated based on IRS regulations. The real
disagreement in this case is whether this capital account can properly be
reduced based on a decline in the fair market value of the partnership's
assets. Such a "book down" can only occur upon certain triggering events.
One such triggering event is a disparate capital contribution by the partners.
The court concludes, for a variety of reasons, that no such disparate capital
contribution occurred. Therefore, the partnership was not entitled to "book
down" the value of the withdrawing partner's capital account.
Nevertheless, a trial is still necessary because the court is unable to
determine damages on the basis of the record presented.
There is also a claim for rescissory damages and attorneys' fees by
the withdrawing partner (and that partner's parent company) based on
breaches of fiduciary duty of the partnership's general partner (and various
of its affiliates). The court concludes that an award of rescissory damages
is not an appropriate remedy in this instance, as the plaintiffs' claims are
essentially based in contract. Similarly, the court concludes that the
behavior of the defendants is insufficient to award the plaintiffs their
attorneys' fees.
II.
A.

Background

Plaintiff Telstra Corporation, Ltd. ("Telstra") is an international
telecommunications company organized under the laws of Australia and
50.1% owned by the Commonwealth of Australia. Defendant Dynegy, Inc.
("Dynegy") is a power generation and energy distribution company.
Telstra owned an interest in Extant, Inc., a company engaged in
developing a data communication network that Dynegy wished to acquire.
Dynegy initially offered to purchase Telstra's interest in Extant for cash.
During the course of their negotiations, however, Dynegy and Telstra
agreed that Telstra would continue with its investment through a 20%
interest in a newly formed Delaware limited partnership, defendant Dynegy
Connect, L.P. (the "Partnership"), between Telstra and three Dynegycontrolled entities.
The Partnership was formed pursuant to a Partnership Agreement
(the "Agreement") on October 3, 2000. The general partner was defendant
Dynegy Connect GP, Inc. ("Dynegy Connect"), a wholly owned subsidiary
of Dynegy. Two of the three limited partners, defendant Dynegy Global
Communications, Inc. ("Dynegy Global") and defendant Mantiss
Information Corporation ("Mantiss"), were wholly owned subsidiaries of
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Dynegy. The other limited partner was Telstra Wholesale, Inc. ("Telstra
LP"), a wholly owned subsidiary of Telstra.
B.

The Partnership Agreement

From the outset, Dynegy understood that Telstra wanted to be an
active partner, and thus involved in the decision making of the partnership.
The Agreement granted Telstra one of three seats on the Managing Board
of the Partnership, and the right to participate in and vote on specific
decisions.
Section 4. 1(a) of the Agreement "delegates to the Managing
Board all rights, responsibilities and obligations to govern the
strategy for the Partnership and for making certain decisions
of the Partnership;"
"

Section 4.1 (b) provides that the Managing Board will consist
of three members and that "one (1) Board Member will be
appointed by Telstra, LP;"

"

Section 4. 1(c) states that "[e]ach Board Member shall vote,
and shall take all other necessary or desirable actions ... to
ensure compliance with this Section 4.1 ;"

"

Section 4.1 (h) provides that, "[a]ction on any matter provided
for in this Agreement where the approval of the Managing
Board is required or contemplated, shall require the
affirmative vote of at least a majority of the Board Members
entitled to vote;"

*

Section 4.1 (i) requires "unanimous consent in writing" signed
by all Board Members entitled to vote on the action" if there
is no meeting or vote of the Managing Board; and

"

Section 4.1 (j) provides that a quorum shall be present at a
meeting of the Managing Board if the holders of at least a
majority of all votes are represented by a person or by proxy
and the Telstra LP Board Member is represented at the
meeting in person or by proxy.
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Managing Board approval was also required for "any request for Additional
Capital Contributions.""' The Partnership could issue "Additional Units"
based on additional capital contributions, but such units could only be
issued "at the direction of the Managing Board."6
Under Section 3.2 of the Agreement, additional capital contributions
could not be accepted by the Partnership until a formal, and Managing
Board authorized, notice is provided to each partner. Moreover, no dilution
of a non-contributing partner in response to a request for additional capital
contributions could occur until 90 days after the issuance of a notice under
Section 3.2 of the Agreement.
Finally, the Agreement attached a "Development Plan" which set
forth capital requirements for the Partnership from 2000 through 2002 of
approximately $518 million.63 Each partner "irrevocably" agreed to fund
its pro rata share of the Partnership's capital requirements "as set forth in
the Development Plan."64 Telstra's pro rata share during the development
period (discussed below) was $103.6 million.
C.

Telstra's "Initial Put Option"

Throughout negotiations leading up to formation of the Partnership,
Telstra made it clear that it might want to exit the Partnership, possibly
within the first two years.6 5 Accordingly, the Agreement provided Telstra
with two put options-an Initial Put Option that was exercisable during the
first two years of the Partnership (the "Development Period"), and a PostDevelopment Put Option covering the remaining life of the Partnership.
Each option gave Telstra the right to require Dynegy (or the Partnership)
to purchase Telstra's interest in the Partnership.
The amount Telstra was entitled to receive upon exercise of its put
options was calculated differently. The Initial Put Option price is equal to
Telstra LP's "Capital Account" at the end of the month immediately
preceding the exercise of the Initial Put Option. Specifically, the
Agreement values the Initial Put Option as:
During the period commencing on the date hereof and ending
on September 30, 2002 ("Initial Period"), Telstra LP shall
have the right to require that Dynegy (or its designee, which
61

P'ship Agreement § 4.2(a)(3).

62

1d. at § 3.2(a).

63

The Development Plan was expressly incorporated into the Agreement by § § 10.18

and 10.19.

"Id.
6

Tarpley Dep. at 188.
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may include the Partnership) purchase all, but not less than
all, of the outstanding Partnership Interest owned by Telstra
LP or its permitted assignee ("Initial Put Option") for a
purchase price equal to Telstra LP's Capital Account in
the Partnership, as may be adjusted from time to time
pursuant to the terms of this Agreement, determined as of
the end of the month immediately preceding the date of
the notice of the Initial Put Option."
The Post-Development Put Option price, in contrast, is priced at the
"fair market value" of Telstra LP's Partnership interest. Thus, the value of
the Initial Put Option could vary drastically from the value of the PostDevelopment Put Option. Telstra exercised its Initial Put Option on
August 20, 2001.
D.

The Capital Account

The Agreement defines the term "Capital Account" as a capital
account determined for each partner "in accordance with [Treasury]
Regulations Section 1.704-1(b)(2)(iv)" and Partnership Agreement Sections
5.2(c)(4)(i)-(iii).67 The Partnership Capital Account "shall be debited...
[for] such Partner's distributive share of Losses.""' The capital account
maintenance rules allow, and Section 5.2(c)(6) of the Agreement requires,
under specific circumstances, an increase or decrease in the partners'
Capital Accounts to reflect appreciation or depreciation in the Partnership's
asset values when certain requirements are satisfied-known as a "book up/
book down" provision. 69 Among the requirements are:
(i)

(ii)

the adjustments to the Capital Accounts must be based
on the fair market values of the Partnership's assets on
the date of the adjustment; and
the adjustments must reflect the manner in which the
unrealized gain or loss inherent in the assets would be
allocated among the partners if there were a sale of the

"Id.
at § 6.7(a) (emphasis added).
67
1d. at § 5.2(c)(4). Nonetheless, the only capital account the Partnership have ever
maintained is calculated based on Generally Accepted Accounting Principles ("GAAP"), not IRS
regulations.
"'Id. at § 5.2(c)(4)(ii).
Treas. Reg. 1.704-1(b)(2)(iv)(0.
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assets for their fair market values on the date of the
adjustment.70
Here, the Agreement adopts that provision in the capital account
maintenance regulations and expands upon those regulations, as follows:
The Gross Asset Value of all Partnership assets shall be
adjusted to equal their respective gross fair market values, as
determined by the General Partner, and in accordance with
Regulations Section 1.704-1(b)(2)(iv)(f) and 1.704l(b)(2)(iv)(g), as of the following times: (a) the acquisition of
an additional Partnership Interest by any new or existing
Partner in exchange for more than a de minimis Capital
Contribution ...

E.

71

The Capital Calls

On December 8,2000, Sue Tinder, Senior Vice President of Finance
for the Partnership, purported to issue a capital call notice requesting $44.7
million. This notice indicated that Telstra's 20% share of the capital call
amounted to $8,940,000. Upon receiving the capital call notice, Telstra
requested a formal resolution from the Managing Board, as required by the
Agreement, before making its contribution. The three members of the
Partnership's Managing Board then executed a unanimous consent
resolution calling for additional capital contributions. Only then did Telstra
make its requested contribution of $8,940,000. This brought Telstra's total
capital contribution to $55,454,065.
On July 13, 2001, Sue Tinder sent another unauthorized capital call,
this time in the amount of $30,576,395. Telstra responded by advising
Dynegy Connect that the July 13 letter had been issued without Managing
Board approval and that there had been no resolution by the Managing
Board for a capital call. No such Managing Board resolution was ever
obtained from the Managing Board for this alleged capital call. On July 16,
Dynegy funded its pro rata portion of this request for funds. Telstra did not
make any contribution before it exercised its Initial Put Option

"0See Def. Ans. Br., Tab K at 3.
71
P'ship Agreement § 5.2(c)(6)(ii).
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Telstra Exercises Its Put Option

On or about August 15, 2001, Telstra telephoned Mark Stubbe and
Larry McLernon at Dynegy to advise them that Telstra intended to exercise
its Initial Put Option. On August 20, 2001, Telstra gave the Partnership
written notice that it was exercising its Initial Put Option. Under the
express terms of the Agreement, Dynegy was required to pay Telstra for its
partnership interest the value of Telstra's Capital Account as of the last day
of the month preceding the put-i.e., July 31, 2001-no later than
September 19, 2001.
G.

Determination of the Put Option's Value

On September 14, 2001, Dynegy stated that it would accept Telstra's
exercise of the Initial Put Option. Three days later, on September 17, 2001,
the President and COO of the Partnership advised Telstra that the
Partnership had "determined," based on work undertaken during the
previous several weeks, that Telstra's Capital Account should be adjusted
to $0.
M.
After mediation failed, Telstra filed suit in this court seeking the
value of its Capital Account, or, in the alternative, the value of its entire
investment. Telstra currently seeks summary judgment on two counts of
its complaint. Count I alleges a breach of the Agreement. This is the basis
for Telstra's claim that it is entitled to the value of its Capital Account.
Count IV alleges breaches of fiduciary duty by Dynegy Connect (or its
affiliates) predicated on alleged breaches of the Agreement. Telstra seeks
rescissory damages and attorneys' fees as a result thereof.
IV.
Summaryjudgment should be granted when the court determines that
there are no genuine issues as to any material fact and the moving party is
entitled to judgment as a matter of law.72 "Summary judgment procedure
is properly regarded not as a disfavored procedural shortcut, but rather as
an integral part of the Federal Rules as a whole, which are designed to
secure the just, speedy and inexpensive determination of every action.""
72

Ch. Ct. R. 56(c).
73CelotexCorp.v. Catrett,477 U. S.317,327 (1986) (quotations omitted); In re Wade,
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Moreover, when a party moves for summary judgment, the court may
award summaryjudgment to the other party, regardless of whether the other
party moves for summary judgment, when the undisputed material facts of
record show that the other party is clearly entitled to such relief.74
V.
A.

Telstra Is Entitled To Partial Summary Judgment On Its Breach Of
Contract Claim

This case is essentially a dispute over whether Telstra is entitled to
the fair market value of its proportionate share of the Partnership property
or whether it is entitled to the value of its Capital Account without
adjustments to that account to reflect a decline in the value of the
Partnership's assets.
I.

Telstra Validly Exercised Its Rights Under The Initial Put
Option

On August 20, 2001, Telstra served notice that it was exercising its
Initial Put Option. There is no dispute that Telstra properly exercised this
right, and that Dynegy represented to Telstra at the time that it did not
dispute the validity of the exercise of the Initial Put Option. Nor does
Dynegy dispute that it is required to perform its obligations under the Initial
Put Option. Under the Agreement, Dynegy (or its designee, which may
include the Partnership), is required to purchase all of Telstra's outstanding
Partnership interest for a purchase price equal to Telstra's Capital Account
determined as of July 31, 2001.
2.

Telstra Is Entitled To The Value Of Its Capital Account As Of
July 31,2001

Section 6.7(a) of the Agreement pegs the value of the Initial Put
Option to "Telstra's Capital Account in the Partnership." The Agreement
then defines the term "Capital Account" as "the Capital Account
maintained for such [partner] in accordance with [Treasury] Regulations
1997 WL 846877, at *1(Del. Ch. Dec. 15, 1997) ("This court has adopted the Celotex standard").
74
See Continental Ins. Co. v. Rutledge Co., 2000 WL 268297, at *1& n 3 (Del. Ch.
Feb. 15, 2000) ("Chancery Court Rule 56 gives that court the inherent authority to grant summary
judgment ma sponte against a party seeking summary judgment... when the 'state of the record
is such that the non-moving party is clearly entitled to such relief."') (quoting Stroud v. Grace,
606 A.2d 75, 81 (Del. 1992)).

1154

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 28

Section 1.704-1 (b)(2)(iv). ... ",'No other capital accounts are defined
in the Agreement. 6
The defendants have acknowledged that, in the absence of a
"triggering event" (here, a Managing Board authorized July 2001 capital
call, a valid acceptance of a capital contribution by Dynegy in response to
such a call, and, as a result, a valid acquisition by Dynegy in July of an
additional Partnership interest), there would be no basis for calculating a
"book down" of Telstra's Capital Account. A "book down" would permit
the Partnership to revalue its Capital Accounts based on the market value
of the Partnership's assets.
3.

There Is No Basis To "Book Down" The Value Of Telstra's
Capital Account

The sole issue related to whether a "book down" was proper in this
case depends on whether Dynegy made a disparate capital contribution on
July 16, 2001.
a.

The July 13 Capital Call Was Invalid

In clear and unambiguous terms, Section 4.2(a)(3) of the Agreement
requires the Partnership's Managing Board to approve any request for
additional capital contributions to the Partnership from the Partners.
Section 4.2(a) provides in pertinent part: "The approval of the Managing
Board shall be requiredin order for the Partnership to consummate any of
the following actions: . . .(3) to approve or make any request for
Additional Capital Contributions to the Partnership from the Partners
pursuant to Section 3.2."" The undisputed facts confirm that no such
Managing Board approval was ever obtained for the July 2001 request for
capital.
The defendants claim, nonetheless, that the July 13 letter constitutes
a valid capital call. The July 13 letter, the defendants contend, derives its
authority from actions taken at a November 30, 2000 Managing Board
meeting. Yet, a review of the written Managing Board minutes and
resolutions of that meeting confirms that they contain no authorization or
approval of the Managing Board for any future request for additional
?SP'ship Agreement § 5.2(c)(4).
6
"Telstra argues that because the only capital account the Partnership maintained was
calculated according to GAAP, that account should be deemed the Capital Account when
determining the value of Telstra's Initial Put Option. The court cannot accept this argument. The
Agreement unambiguously defines Capital Account based on IRS tax regulations.
"Emphasis added.
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capital." The minutes do refer to a discussion of the possible need for
future capital, but no specific amounts were discussed, no consensus was
reached, and no Managing Board approval was granted.
Dynegy clearly understood that Managing Board approval was
required for each request for additional capital, but that such approval was
not obtained for the July 13 request for funds. First, the Agreement itself
is quite explicit that such Managing Board approval is necessary. Second,
Telstra rebuffed Dynegy's non-compliant request for additional capital
contributions on December 8, 2000 until Dynegy followed the appropriate
procedures. At no time did the defendants claim that Managing Board
approval was not necessary for a valid capital call.
The July 13,2001 request for capital mirrored the previous defective
letter of December 8, 2000. Since the July 13 letter was identical in all
material respects to the defendants' December 8 letter, Telstra immediately
advised the Partnership's general partner that the July 13 letter had been
issued without Managing Board approval for the capital call and that there
had been no resolution by the Managing Board for a capital call. Telstra
stated that a capital call requires a formal Managing Board resolution and
must allow 90 days for Telstra to comply. Unlike in December 2000,
however, the defendants never circulated a proposed written consent for
Managing Board members to sign, and no Managing Board approval for the
July 2001 capital call was ever obtained.
In the absence of a valid capital call, the Partnership was not
permitted to accept the defendants' purported "capital contribution" of
July 16, 2001. In other words, the defendants were not free under the terms
of the Agreement to unilaterally make a disproportionate contribution of
capital to the Partnership. Section 3.2 of the Agreement provides that
"[pirior to accepting any Additional Capital Contributions from any
Person, the General Partner (at the directionof the ManagingBoard)shall
send to all Limited Partners a Notice (the "Section 3.2 Notice") .. .
Because the July 13 letter was not issued at the direction of the
Partnership's Managing Board, the Partnership was not authorized to accept
the defendant's contribution on July 16, 2001.
The defendants suggest that Telstra waived any objections it had to
defects in the July 13 request for capital. The defendants' assertions,
however, are not supported by the facts. Telstra never approved the request
nor did it waive the requirement under the Agreement that the Managing
Board approve each request for additional capital. On the contrary, Telstra
is on record as complaining and objecting to Dynegy's disregard of the
7

'See Connolly Supp. Aff. Ex. B.
79P'ship Agreement §3.2(a) (emphasis added).
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Agreement's provisions. In addition, the express terms of the Agreement
directly prohibit the defendants' waiver argument. Section 10.17 of the
Agreement entitled "No Waiver" provides:
No waiver, express or implied, by any Partner of any breach
or default by any other Partner in the performance by the
other Partner of its obligations shall be deemed or construed
to be a waiver of any other breach or default under this
Agreement. Failure on the part of any Partner to complain of
any act or omission of any other Partner, or to declare such
other Partner in default irrespective of how long such failure
continues, shall not constitute a waiver hereunder.
For all of these reasons, the court finds that the July 13 letter was not a
valid capital call, and therefore the Partnership could not accept Dynegy's
alleged capital contributions. Thus, there was no disparate capital
contribution made on July 18 permitting or necessitating a "book down" of
Telstra's Capital Account for purposes of calculating the value of Telstra's
Initial Put Option.
b.

Telstra Could Comply With A Capital Call After
July 31

Even assuming that the July 13 letter was a valid capital call, there
still was no basis for the Partnership to perform a "book down" of the
Capital Accounts as ofJuly 31,2001. Assuming a valid capital call, Teistra
was entitled to wait 90 days from the date of that capital call to make its
own contribution. It is only when a partner fails to contribute its pro rata
share of the capital contributions by the due date that the non-contributing
partner's Partnership interest will be diluted. Here, the alleged capital call
was made on July 13, and the defendants claim that because they made
their payment on July 16 a disparate capital contribution took place at that
time. This is simply an incorrect interpretation of the Agreement.
Section 3.2(b) of the Agreement provides that if all partners "elect
to contribute their respective pro rata portion of the total amount of Capital
Contributions described in the Section 3.2 Notice, no adjustment of
Partnership Interests of the Limited Partners shall be necessary."
Moreover, the defendants' own expert agreed that, if the contributions of
the partners were pro rata, it would not be appropriate to engage in a "book
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down.
This is so because Treasury Regulation § 1.704l(b)(2)(iv)(f)(5)(i), the Regulation on which the Partnership's Capital
Accounts are based, does not apply to pro rata contributions since such a
"book down" in that context could not be made "principally for a
substantial non-tax business purpose." Because the due date for Telstra's
capital contribution extended into October, it could not have been
determined until after that date whether there was a non-pro rata
contribution. Thus, a revaluation of Capital Accounts before that time was
not permitted by the Agreement.
Because Telstra validly exercised the Initial Put Option on August
2001, Dynegy was contractually obligated to purchase Telstra's partnership
interest by September 19, 2001. Thus, Dynegy was obligated to purchase
Telstra's Partnership interest well before any determination was possible
about the need for an asset revaluation." In effect, the decision to exercise
the Put Option effectively "trumped" the capital call requirements, by virtue
of their different timing mechanisms.
4.

What Is The Value Of Telstra's Capital Account?

A question remains as to the value of Telstra's Capital Account on
July 31, 2001 without accounting for the "book down." Telstra has
suggested a series of alternative answers, based on a variety of
assumptions. For this and other reasons, the record is not sufficiently clear
to permit entry of summaryjudgment on this issue. Therefore, a trial must
be conducted to determine the proper value of Telstra's Capital Account.
B.

The Defendants Are Entitled To Summary Judgment On Telstra's
Fiduciary Duty Claims

Telstra alleges a breach of fiduciary duties against Dynegy Connect
in an attempt to recover rescissory damages and attorneys' fees. 2 In order
to claim a breach of fiduciary duties, one must be a person to whom

'0 Turlington Dep. at 242.
"Had Telstra decided to fund its share of a valid capital call prior to July 31, 2001, it
would have resulted in an increase in the value of Telstra's Capital Account. That fundingwould
have subsequently been repaid to Telstra when Dynegy paid Telstra the value of its Initial Put

Option.

2
The award of rescissory damages and attorneys' fees rests in the court's sound
discretion. See Gotham Partners, L.P. v. HallwoodRealty Partners,L.P., 2002 WL 31303135,
at *8-* 9 (Del. Oct. 11, 2002) (rescissory damages are discretionary); In re Infinity Broad Corp.
S'holder Litig., 802 A.2d 285, 293 (Del. 2002) (stating same for attorneys' fees).
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fiduciary duties are owed. 3 Notably, Telstra does not allege that Dynegy
Connect was anything other than a faithful fiduciary prior to August 15,
2001 when Telstra indicated an intent to exercise the Initial Put Option.
Only after Telstra decided to exit the Partnership does Telstra claim that
Dynegy Connect took steps contrary to the fiduciary duties it owed to
Telstra.
It is unclear from the express language of the Agreement whether
Telstra's exercise of its Initial Put Option-as opposed to the closing on
that Put Option--ended Dynegy Connect's fiduciary relationship with
Telstra. All of the acts complained of, however, relate to the performance
of the Initial Put Option and the valuation of Telstra's Capital Account.
Thus, the essential dispute is over Dynegy's performance of its contractual
duties, and does not support an award of rescission or rescissory damages.
Rescission or rescissory damages can be an appropriate remedy, at
law or equity, where a promise is fraudulently induced. But, Telstra makes
no complaint about the formation of the Agreement-i.e., that it was
fraudulently induced into making its initial investment.
Nor is a purely equitable remedy of rescission available in this case.
At equity, rescissory damages should only be awarded where the "equitable
remedy of rescission is impractical" but otherwise warranted.84 There are
"two theoretical foundations for the rescissory damages remedy: (i)
principles of restitution and (ii) principles of trust law that permit a damage
award against a trustee, to compensate the beneficiary for the harm
resulting from the trustee's beach of trust."8 5 Neither theory fits the
situation found here.
"Under the restitutionary theory ... rescissory damages may be
awarded against a fiduciary who becomes unjustly enriched as a result of
his wrongdoing."8 6 There is no allegation that Dynegy Connect enriched
itself by virtue of the acts that allegedly breached its fiduciary duty, such
as its attempt to dissolve the Partnership in August 2002. Dynegy and/or
the Partnership remain liable in contract on the Initial Put Option. The
mere fact that Dynegy attempted to avoid that result does not give rise to
a right to rescind or rescissory damages in its place.
Based on the trust theory, courts have "held that only where the
fiduciary has engaged in self dealing (or in the case of a trustee, has

"3See, e.g., Omnicare, Inc. v. NCS Healthcare,Inc., 809 A.2d 1163, 1169 (Del. Ch.
2002) ("Indeed, under established Delaware law, a breach of fiduciary duty claim must be based
on an actual, existing fiduciary relationship between the plaintiff and the defendants at the time
of the alleged breach.").

34id.

s3Strassburgerv. Earley, 752 A.2d 557, 580 (Del. Ch. 2000).
861d. 580-81.
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violated an express term of the trust) would it be 'deemed equitable to
impose upon the trustee the risk of future fluctuations in the market value
of the asset."'' 7 Although, Telstra points to numerous interrelationships
between Dynegy and the various partners in the Partnership, it fails to
establish how any of these relationships resulted in unlawful "selfdealing."" Specifically, Telstra does not allege that any of the Partnership's
funds were used for Dynegys benefit as opposed to the Partnership's
benefit or that any Partnership funds were somehow improperly diverted
out of the Partnership. In addition, this case does not involve some later
fluctuation of value.
Similarly, the court concludes that an award of attorneys' fees is
inappropriate in this instance. Delaware courts follow the traditional
"American Rule" by which each party bears its own fees and costs.8 9
Attorneys' fees are occasionally awarded in situations where litigation is
brought in bad faith or a party's bad faith conduct increased the cost of
litigation." Here, Dynegy's view of the correct value of Telstra's Capital
Account has proven incorrect in hindsight. But, there is no evidence here
from which the court could reasonably conclude that Dynegy has done
more than breach its contract. Therefore, the court will not award
attorneys' fees in this instance.
VI.
For the foregoing reasons, summary judgment is granted in part in
favor of Telstra on Count I of its complaint. Summaryjudgment is granted
in favor of the defendants on Count IV of Telstra's complaint. IT IS SO
ORDERED.

7
' 1d. at 581 (quoting Cinerama,Inc. v. Technicolor, Inc., 663 A.2d 1134, 1146 (Del.
Ch. 1994), affd, 663 A.2d 1156 (Del. 1995)) (emphasis added).
"See Continental Ins. Co. v. Rutledge & Co., 750 A.2d 1219, 1237 (Del. Ch. 2000)
(Defining "self dealing" as the general partner "us[ing] its position as general partner, and its
ability to control the terms of transactions, to invest limited partnership funds for its own gain, as
opposed to investing for the benefit of the limited partnership.")
"gSee, e.g., Div. Of ChildSupportEnforcement v. Smallwood, 526 A.2d 1353, 1355-57
(Del. Ch. 1987).
9°See Arbitrium (CayrnanIslands) Handels AG, 705 A.2d 225, 231 (Del. Ch. 1997).

