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which was attached to the Notice sent to Bancorporation
shareholders, also discloses that what Sheshunoff valued was
the 8.38% minority block of shares, not the entire corporation
as a going concern. Manifestly that valuation methodology
was legally improper, but the Notice plainly disclosed that the
(incorrect) valuation approach had been employed. No
shareholder reading the Notice could have been misled into
concluding that the entire corporation had been valued as a
going concern.9" (internal citations omitted)
That is virtually the same claim that the plaintiffs now make with respect
to Prairie Capital's valuation methodology.
The proxy statement did state, in fact, that Prairie Capital concluded
that it valued PNB as a "going concern"99 and that Prairie Capital was hired
to "conduct an appraisal ...to determine the fair value of the Company as
a going concern."' The proxy, though, like the notice discussed in Nebel,
contained an accurate statement of the actual valuation methodology used
by Prairie Capital to value PNB. The proxy statement disclosed that, for
the purpose of its DCF analysis, Prairie Capital "assumed that the
stockholders would receive dividends equal to 35% of net income" and
discounted that stream of dividends to present value.''
The proxy
statement also lumped additional disclosures onto the correct statement of
how Prairie Capital performed its DCF. The proxy stated that "the
valuation of the fair value of the Company is subjective and is based on
Prairie Capital's experience and judgment and not merely the result of
mathematical analysis. You should not view the analyses and resulting
values described below as indicative of actual value or future results of
PNB or New PNB."' 02 Finally, the proxy statement informed the shareholders that the "Delaware Court of Chancery's appraisal may be more than,
less than or equal to the $41.00 per share consideration paid in the
reorganization." 103
The underlying problem, of course, is that a determination of fair
value under 8 Del. C. § 262 that comports with the Supreme Court's
interpretation of that term through a DCF involves the calculation and
valuation of a company's free cash flows to come up with the value of the
98

1d. at *4.
99Proxy at 3.
'°aId, at 15.
atl1l.

"Illd. at 17. This language is then repeated in Appendix B to the Proxy. Proxy, App. B
l°2Proxy

at 16.
1031d at 25.
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entity as a going concern value, which then must be ratably shared among
the stockholders according to their share ownership."' A calculation and
valuation of a company's typical dividend payout rate does not value the
entity, it values minority expectation because one of the benefits of control
is to "declare and pay dividends."' 5 Assuming that the controller will
continue to pay dividends below the level of free cash flow necessarily
embeds a minority discount, which is not permitted under the "fair value"
rubric.'° 6 Therefore, the plaintiffs state that the proxy statement's characterization of Prairie Capital's valuation as "fair value" is misleading because
its DCF contained a minority discount. The inaccurate description of the
valuation methodology or results of a financial advisor, in the right
circumstances, can constitute a disclosure violation.10 7 In this case, though,
the actual methodology used by Prairie Capital was clearly and accurately
disclosed. That is, as in Nebel, any shareholder who read the proxy statement was put on notice that Prairie Capital valued a projected dividend
stream rather than PNB's dividend paying capacity or free cash flow.
Nebel teaches that the discrepancy between Prairie Capital's DCF
and the Delaware fair value standard does not support a disclosure claim.
To rule otherwise would turn proxy statements into law review surveys,
with directors having to describe the twists and turns of § 262 jurisprudence
- such as how to make a comparable company analysis comport with the
fair value standard and relate that to the banker's work. 108 Our law does not
require that. So long as the valuation work is accurately described and
appropriately qualified, that is sufficient. Here, the disclosure met that
mark. Moreover, the Prairie Capital methodology was fairly disclosed.
Stockholders were cautioned that the value reached was a "subjective"
estimate and that an appraisal in this court could result in a different value.
Finally, in terms of materiality, it is worth noting that the proxy statement

"See Cede & Co. v. Technicolor,Inc., 684 A.2d 289, 299 (Del. 1996); Union Illinois
1995 Inv. Ltd. P'ship v. Union Fin. Group, Ltd., 847 A.2d 340, 355 (Del. Ch. 2004).
'OShannon P. Pratt, et. al., VALUING A BUSINESS: THE ANALYSIS AND APPRAISAL OF
CLOSELY HELD COMPANIES 245-46 (4th ed. 2000) ("If the valuation is of a controlling interest,
dividend-paying capacity is more important than actual dividends paid, since the controlling
stockholder has the discretion to pay or not pay dividends as long as the company has the capacity
to do so."); Shannon P. Pratt,THE LAWYER'S BUSINESS VALUATION HANDBOOK: UNDERSTANDING
FINANCIAL STATEMENTS, APPRAISAL REPORTS, AND EXPERT TESTIMONY 199 (2000).
"°Cavalier
Oil Corp. v. Harnett,564 A.2d 1137, 1144 (Del. 1989).
'° 71n re Staples, 792 A.2d at 955.
'For a discussion of the effect of legal doctrine on conducting a comparable company
analysis in the context of 8 Del. C. § 262, see Union Illinois, 847 A.2d at 355-57; Agranoffv.
Miller, 791 A.2d 880, 897-98 (Del. Ch. 2001).
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disclosed that Prairie Capital gave only a 20% weight to its dividend-based
DCF analysis, with 80% of the final weight resting on its other analyses.' 09
V. Did Shareholders Who Voted In Favor Of The Merger
Or Tendered Their Shares Acquiesce In The Unfair Transaction?
Because I have concluded that there were no disclosure violations
and that the proxy statement fairly disclosed the material facts bearing on
the advisability of the Merger, the question arises as to the effect of that
reality on two related, but distinct, groups of the PNB stockholders who
were departing. The first group is those who voted for the Merger. The
second group is those who did not vote for the Merger, but later accepted
the Merger consideration and did not seek appraisal.
In pondering the treatment they should receive, I begin with the
important recognition that this is not a transaction governed by the Lynch
doctrine. In that context, the law presumes that stockholder votes and
tenders are not acts of free will and requires entire fairness review
regardless of whether the transaction received the support of an informed
majority-of-the-minority. Because of that, this court has held that the concept of acquiescence cannot logically apply in a case governed by Lynch. "o
Here, however, the Merger is one that is subject to possible
ratification. As a result, the traditional complementary concept of acquiescence also remains viable. Traditionally, acquiescence has required "a
showing that the plaintiff, by words or deed, has acknowledged the
legitimacy of the defendants' conduct.""' That historical test is obviously
met when an uncoerced stockholder, acting on an informed basis, casts an
affirmative vote in favor of a transaction. If informed, uncoerced stockholders wish to challenge a transaction, the least that can be expected of
them is that they not endorse it through a yes vote in the first instance. That
is, if a stockholder says "yea" in the election, she cannot say "nay" in court
if her vote was informed and uncoerced. The ballot box is the most
important place to register opposition, not the courthouse. Therefore, the
PNB stockholders who cast yes votes are barred by the doctrine of
acquiescence from challenging the Merger. A judgment against them on
that basis therefore will be entered.

"09Proxy at 18.
.. See In re JCCHolding Co., Inc., 843 A.2d 713, 723-24 (Del. Ch. 2003).
..Clements, 790 A.2d at 1238 n.46. See Frankv. Wilson & Co., 32 A.2d 277,306 (Del.
1943) ("Acquiescence properly speaks of assent by words or conduct during the progress of a
transaction .... ).
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The more arguable question is whether the group that never endorsed
the Merger by voting yes is also barred by acquiescence. In an 8 Del. C.
§ 251 context, all of them, by not voting or abstaining, effectively cast a no
vote. But this group later accepted the Merger consideration and did not
seek appraisal.
Under the language in some decisions, notably the Supreme Court
decision in Bershad v. Curtiss-Wright Corp., the mere acceptance by
stockholders of the transactional consideration constitutes acquiescence,
barring them from recovering in an equitable action.' 12 The defendants
embrace that language and say it governs here to bar all stockholders but
the Appraisal Class from a recovery.
I disagree. In two opinions issued close in time in 2001, this court
thoroughly examined the current contours of the concept of acquiescence
in Delaware corporate law.1 13 I will not rehash that discussion here, but
rely on their bottom-line conclusion, which is that stockholders who do not
vote for a transaction and who simply accept the transactional consideration
rather than seek appraisal are not barred from making or participating in an
equitable challenge to the transaction. Notably, that conclusion did not rest
simply on an examination of this court's case law, but more importantly a
consideration of the issue in the light of our Supreme Court's jurisprudence,
which among other things had made it clear that appraisal was simply one
means by which to challenge a long-form merger, with the bringing of an
equitable action being another, even more common means.
In Clements v. Rogers, this court noted that the mere acceptance of
the merger consideration by a stockholder who did not vote yes cannot
rationally be considered acquiescence in the original sense of the term,
which meant to show by words or deeds an acceptance of the legitimacy of
the defendants' conduct." 4 And with the recognition that appraisal was not
the exclusive way to challenge a merger's fairness, that inference is even
less justifiable. Acceptance of the merger consideration is simply an
abandonment of the appraisal right, no more and no less, at least in the
usual case. As Clements noted:
This is especially so in the case of a [stockholder] who
forewent appraisal. Having abandoned the right to seek a fair
value award that was not dependent on a showing of breach
2535 A.2d 840, 848 (Del. 1987) (stating that "when an informed minority shareholder

either votes in favor of the merger, or... accepts the benefits of the transaction, he or she cannot
thereafter attack its fairness").
113See In re Best Lock Corp., 845 A.2d 1057 (Del. Ch. 2001); Clements v. Rogers, 790
A.2d 1222 (Del. Ch. 2001).
" 4 Clements, 790 A.2d at 1238 n.46 (citing authorities).

2007]

UNREPORTED CASES

of fiduciary duty, [the stockholder] became entitled to the
merger consideration regardless of the outcome of [an
equitable action challenging the merger]. Because of this
factor, it is unclear exactly what purpose would be served by
denying her the ability to proceed [as a plaintiff]." 5
In view of this background, I cannot perceive a rational basis for
finding that those PNB stockholders who did not cast yes votes acquiesced
simply because they accepted the Merger consideration. 6 Therefore, these
stockholders may participate in any recovery.
VI. Were The Shareholders Of PNB Paid Fair Value In The Merger
And Was The Merger Entirely Fair?
Having concluded that the Merger is subject to entire fairness review
and determined which stockholders are eligible to benefit from any finding
of unfairness, I reach the confluence of two jurisprudential rivers. The first
is that of equity. Here, although I do not find any evidence that the
defendants consciously intended to pay an unfair price," 7 the only
"5 ld. at 1238.
16

1

A different context was presented to this court in the case of Norberg v.Security

Storage Co. of Washington, 2000 WL 1375868 (Del. Ch. Sept. 19, 2000). In Norberg, a
squeezed-out minority shareholder filed a complaint alleging breach of fiduciary duty against the
company's directors and majority shareholders. Id.at *1-2. While that action was pending, the
defendants offered the dissenting shareholders who sought appraisal a settlement, which was
approved by the court, that would allow them to accept the merger consideration even though
§ 262's sixty-day window for plaintiffs to accept the consideration, as a right, had passed. Id. at
*3.That agreement was originally subject to a twenty-day deadline, but the defendants agreed to
leave the offer open beyond the deadline. Id. Approximately seventeen months after filing his
original unfairness claim and a year after this settlement agreement was offered, Norberg tendered
his shares to the company for the merger consideration without any caveat that he would continue
to pursue litigation. Id. at *7. After the agreement had closed, then, it was reasonable for the
defendants to believe that Norberg's tendering of shares constituted an acceptance of the terms
they offered in that settlement agreement. That is, Norberg had tendered his shares when he
otherwise had no entitlement to receive the merger consideration, and the court found that Norberg
had acquiesced because he "abandoned his appraisal claim, challenged the fairness of the price
and process and later, despite his declared assessment of the unfairness of the transaction, freely
and voluntarily accepted the merger consideration." Id.
17In a motion in limine filed during pre-trial briefing, the plaintiffs moved to bar the
defendants from relying on the exculpation clause, authorized by 8 Del. C. § 102(b)(7), that is
contained in the PNB certificate of incorporation. As the plaintiffs point out, the first time that
the defendants pointed to the exculpation clause was in their pre-trial opening brief. By that time,
discovery in the case was closed and the parties were on the eve of trial, having already shaped
their trial plans.
Although in my opinion, the better view is that an exculpatory charter provision is best viewed
as a statutorily-authorized immunity, our Supreme Court has viewed it somewhat differently,
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procedural safeguard used was the employment of an investment bank to
give a fairness opinion, and the record does not give one confidence that
the work of Prairie Capital was a sufficient guarantee that a fair price was
paid. As in most fairness cases,"' the ultimate issue of fairness turns on my
perception of the economics. That is, did the defendants cause the
corporation to pay a fair price? Here, where there is no useful market
information about PNB's value, the court must necessarily look to valuation
metrics. In other words, to measure whether the Merger price was unfair,

terming it "in the nature of an affirmative defense." EmeraldPartnersv. Berlin, 726 A.2d 1215,
1223 (Del. 1999). Given that reality, it is important for defendants to raise the exculpation clause
defense early in a case. Here, the defendants waited until after the plaintiffs had shaped their trial
plans to inject this defense into the case. I believe that was prejudicial. In an analogous case
involving the exculpatory defense available to a partner of a limited partnership under 6 Del. C.
§ 17-1 101(d)(1), I held that a defense raised on the eve of trial was barred. In re Nantucket
Islands Assocs. Ltd. P'ship Unitholders Litig., 2002 WL 31926614, at *2 (Del. Ch. Dec. 16,
2002). I find the same here. Had the defendants raised the defense, the plaintiffs may well have
tried the case very differently and insisted on calling as witnesses each of the PNB defendant
directors in order to cast doubt on their good faith. Confronting no defense of this nature, the
plaintiffs simply focused on proving that the Merger was unfair.
Because the defense was not timely presented, I do not address the question of whether the
exculpatory defense would have shielded these defendants from liability. The sort of interest that
the PNB directors had here was not of a classically self-dealing nature; indeed, the PNB directors
were aligned with PNB itself. Thus, there is, at least to this mind, a ponderable question whether
directors in this context have committed a breach of the duty of loyalty and/or received an
improper personal benefit, in the sense intended by the General Assembly when it crafted those
two (arguably redundant and certainly overlapping) carve-outs in § 102(b)(7). Doubtless the idea
of the entire fairness doctrine is to ensure that those who self-deal with the corporation do so fairly
regardless of their subjective good faith. Whether that idea is as strong in this precise context,
when the PNB directors were aligned with PNB itself and the other remaining stockholders, is at
least worthy of some consideration. Here, though, I need not concern myself with this question
regardless of whether the § 102(b)(7) defense was waived. The defendants did not take on these
questions in the briefs. Instead, the defendants expressly conceded that they "are not insulated
against money damages [by the § 102(b)(7) clause] for any finding of liability under Count I."
Def. Op. Pretrial Br. at 13. Count I charges the defendants with a breach of the fiduciary duty of
loyalty and entire fairness. Am. Compl. at H 17-19.
In fairness to the defendants, I do make one observation about the question of their state of mind
because of the possible implications it might have for their ability to seek indemnification from
PNB or their D & 0 carrier. I perceive no basis in this trial record to conclude that the PNB
directors intended to deal unfairly with the departing PNB stockholders; that is, that they in bad
faith sought to underpay in the Merger. Any underpayment benefited PNB directly (as the
purchaser in the Merger) and all its remaining PNB stockholders derivatively and equally, and did
not inure exclusively to the PNB directors. In other words, although I find for structural reasons
that the directors owed a duty of fair treatment to the departing minority, and fell short of meeting
that duty, I do not find that they fell short out of bad faith. Rather, they simply missed the mark
in attempting to set a fair price, perhaps partially because Prairie Capital did not perform a DCF
analysis consistent with Delaware's § 262 jurisprudence.
'E.g., Onti, Inc. v. Integra Bank, 751 A.2d 904, 930 (Del. Ch. 1999) ("[W]here the
claims of unfair dealing do not rise to the level of fraud.., the Court should primarily focus on
whether the price was unfair."); DelawareOpen MRIRadiology Assocs., 898 A.2d at 311 (same).
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the court must conduct the same essential inquiry as in an appraisal, albeit
with more leeway to consider fairness as a range and to consider the
remedial objectives of equity.
In this case, the plaintiffs and the defendants actually agree on one
thing, which is that my determination of appraisal value for the Appraisal
Class should also serve as the measure of any damage award for the
Plaintiff Class. For that reason, I concentrate the next sections on the
common question of whether the Merger price equaled my perception of
PNB's value. Because the defendants employed no effective mechanism to
protect the cashed-out stockholders' interests, it is more than just to require
them to pay the non-acquiescing class members any deficiency between the
Merger price and my assessment of fair value. I begin that assessment by
reviewing the findings of, and the differences between, the experts retained
by the plaintiffs and defendants. Then, I will proceed to undertake the
appraisal of PNB's shares as of the Merger date and use that result to
determine the damages award for the Plaintiff Class.
A. The Experts
As mentioned, the valuation of PNB that served as the basis for the
consideration paid to shareholders cashed out in the Merger was conducted
by Prairie Capital. But, PNB opted not to use Prairie Capital as its expert
at trial. Rather, PNB retained Chris Hargrove of Professional Bank
Services to conduct another independent valuation of PNB and testify as
PNB's expert. The plaintiffs retained David Clarke of the Griffing Group,
Inc. to testify as their expert at trial.
In valuing PNB, both experts, Hargrove and Clarke, used the same
three methods employed by Prairie Capital in the initial valuation. The
experts valued PNB using a: 1) comparable publicly traded company
approach; 2) comparable acquisition method; and 3) discounted cash flow
analysis. The "experts" nonetheless drew the depressingly familiar
parentheses - $40 for Hargrove.. 9 and $61 for Clarke - within whose
capacious bounds I am to identify a single estimate of PNB's value.

"'A cynic might wonder about the bona fides of Hargrove's valuation, which was within
a dollar of Prairie Capital's flawed DCF valuation and the deal price. See Le Beau v. M.G.
Bancorporation,Inc., 1998 WL 44993, at *7 (Del. Ch. Jan. 29, 1998) ("The fact that Reilly's per
share fair value determination serendipitously turned out to be only 90 cents per share more than
Sheshunoffs legally flawed $41 valuation, cannot help but render Respondent's valuation position
highly suspect and meriting the most careful judicial scrutiny."). Notably, Hargrove made the
same mistake of valuing PNB's expected dividend stream, not its free cash flows.
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1. Hargrove
The defendants' expert Hargrove first valued PNB based upon the
share prices of comparable publicly-traded companies. He relied upon data
from thirteen comparable bank holding companies located in the Midwest
that were traded on the NYSE, NASDAQ, and AMEX. Those companies
had a median price-to-book-value ratio of 1.49, which would have resulted
in a per share price of $55.26 for PNB. Because PNB had lower returns on
assets and equity than most of the comparables, Hargrove looked at three
banks within the group that demonstrated financial performance he viewed
as more similar to PNB's. For those three banks, the price-to-book-value
ratio was a more modest 1.16, which, if used, results in a share price of
$43.02 for PNB. Finally, using the group of thirteen comparable companies, Hargrove calculated a median core price-to-earnings multiple of
13.44, which would result in a share price of $42.55 for PNB. Again, the
three bank holding companies in the group that Hargrove viewed as most
comparable had a lower P/E ratio of 12, resulting in a share price of $37.99
for PNB. He then averaged the two values, $37.99 and $43.02, that he
calculated for the banks he considered most comparable. He then took the
resulting value, $40.51, and applied a 7.37% control premium (derived
from the difference in the P/E ratios between his comparable acquisition
group and his comparable publicly-traded group) to reach his ultimate value
of $43.50 per share based upon comparable publicly-traded bank holding
companies.
Next, Hargrove valued PNB by examining comparable acquisitions
of bank holding companies. In determining comparable acquisitions,
Hargrove examined only cash acquisitions because "in a dissenter's action,
you receive cash."'120 Hargrove found eleven comparable acquisitions,
nationwide, after June 2001. Using those eleven acquisitions, Hargrove
calculated a median price-to-book-value ratio of 1.42 and a median P/E
ratio of 14.43. Using the price-to-book-value ratio, a PNB share would
have been valued at $52.58, and using the P/E ratio, a PNB share would
have been valued at $45.69. Hargrove then took the average of those two
figures, or $49.14, and decided to apply a 20% discount "solely based on
the Company's lower financial performance compared to the Acquisition
Comparables."12' The resulting value was $39.31 per share.
Finally, Hargrove conducted a DCF analysis of PNB. In conducting
that analysis, Hargrove, like Prairie Capital, valued a future stream of
dividends payable to PNB shareholders based on its historic dividend120Tr. at 188.
12'JX

22 at 54.
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paying practices, rather than the available cash flow that constituted PNB's
dividend-paying capacity. Hargrove's DCF incorporated a discount rate of
14%, an annual asset growth rate of 5%, and returns on assets ranging from
1.03% to 1.07%. He then assumed that PNB would continue to pay a
dividend stream of 30% of net income, and he then used the P/E ratio of
14.43 that he derived from his comparable acquisition group as his exit
multiple to reach a terminal value. Hargrove's DCF resulted in a value of
$39.49 per share of PNB, which he ultimately relied upon most heavily, but
without precise weighting, in determining that the fair value of a PNB share
at the time of the merger was $40 - that is, a dollar below the Merger
price.
2. Clarke
The plaintiffs' expert Clarke relied upon the same three valuation
techniques as the defendants' expert Hargrove when determining the fair
value of PNB's shares. Clarke weighted his three techniques as follows:
60% DCF analysis, 20% comparable company approach, and 20%
comparable acquisitions approach. The result was a fair value of $61.00
per share of PNB.
In performing his comparable company approach, Clarke attempted
to find a very limited set of comparable bank holding companies. He
looked for "bank holding companies in Illinois, if possible, that had a rural
presence, but also had a presence in a major city in Illinois. 1 22 Given his
criteria, Clarke found three bank holding companies that he felt
comfortable using in his valuation of PNB. Clarke then found the median
price to estimated earnings ratio of those three companies to be 13.6.123
That P/E ratio resulted in a per share value of $51.82 for PNB. Second,
Clarke calculated the price-tobook-value ratio for the three companies, and
the ratio ranged from 1.7 to 3.2. Using his own valuation judgment, Clarke
used a 1.65 ratio for PNB because PNB had a lower-than-median return to
equity. Using the 1.65 ratio, Clarke valued a PNB share at $51.37. He then
averaged the P/E and price-to-book share prices, to reach a value of $51.60,
to which he applied a 20% premium to correct for the minority discount he
believed was reflected in the trading data. Clarke's guideline company
approach, then, yielded a per share value of $61.91 for PNB.

2
"23
Tr. at 68.
1 Clarke, when calculating his P/E ratio, used PNB's estimated 2003 earnings as opposed
to its 2002 actual earnings. Hargrove, in contrast, used the actual 2002 earnings for PNB and his
comparable companies.
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Next, Clarke examined comparable acquisitions. Again, his methodology differed from Hargrove's. Hargrove looked nationally for cash
acquisitions, and Clarke focused on either cash or stock-for-stock
acquisitions of banks in Midwestern states. In deciding whether to consider
certain acquisitions, he looked for deals with values between $10 million
and $150 million and target banks with: 1) no more than $600 million in
assets; 2) equity-to-asset ratios of 5% to 10%; and 3) returns on assets of
between 0.7% and 1.45%.124 He found seven transactions that met his
criteria. For those seven transactions, the median P/E ratio was 15, and the
median price-to-book-value multiple was 2.03. The resulting per share
value for PNB was $51.90 per share using the P/E ratio and $66.07 per
share when using the price-to-book multiplier. Clarke then averaged those
values to reach a per share value of $59, and he then discounted that figure
by 20% to exclude any synergy value, which resulted in a value of $49.17
per share of PNB.
Finally, Clarke performed a DCF analysis on PNB. Unlike
Hargrove, who valued an expected stream of dividends, Clarke attempted
to value PNB based on its dividend-paying capacity. In doing so, Clarke
first reduced PNB's excess capital by an assumed dividend payment of $7.1
million, which he asserted still left PNB as a well-capitalized bank. Then,
in the following years, he assumed that PNB's dividend-paying capacity
would be that which would keep the bank well-capitalized at an equity-toasset ratio of 7.5%. Both experts started from the same total asset base of
$216,675,000 on March 31,2003 and assumed a 5 % annual growth rate for
the assets. The only difference between the expected assets used by
Hargrove and Clarke is that Hargrove used year-end assets, and Clarke used
the average assets because PNB would be earning income on those assets
throughout the year and not based solely upon the assets at year-end.
Clarke then assumed that assets would grow at a rate of 5% per year, which
was also the rate employed by Hargrove in his DCF analysis. Clarke
assumed a return on assets of between 1.09% and 1.11%, which was higher
than Hargrove's range of 1.03%-1.07%. Clarke then discounted back his
estimated free cash flows using an 11.5% discount rate, which he arrived
at using the capital asset pricing model. After doing that, Clarke arrived at
a value of $64.33 per share of PNB. In order to check this calculation,
Clarke performed a separate DCF without assuming the initial $7.1 million
dividend, and he reached a value of $59.45 per share, to which he then
applied a 10% control premium. The result of the second DCF, then, was
$65.40 per share.

124

JX

19 at 26.
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B. The Fair Value Analysis
As in any case like this, the court necessarily relies on the record the
parties shape regarding the company and its value, and is not in a position
to conduct a new search for data. For that reason, the testimony of experts
is important. Here, although the experts had two different perspectives on
PNB's future prospects, Clarke and Hargrove actually came up with very
similar cash flow estimates. Hargrove described PNB as being more in a
steady state, without great growth prospects. Clarke emphasized PNB's
potential and its improving ratios. But, in the end, their resulting projected
cash flows (described later) are not materially different. Rather, the experts
are primarily separated by other factors, such as the discount rate. It is on
these key disagreements that I therefore concentrate most of my discussion.
Before delving into that task, I clear away some brush. Although the
experts relied upon three basic valuation technologies, I conclude that only
one technique can be reliably applied by me on this record - the discounted cash flow method. Neither of the market approaches - comparable
company or comparable acquisition - relied upon by the parties' experts
can be rationally deployed by me. Neither of those market-based methods
is backed up by sufficiently reliable testimonial and record evidence. At
trial, the experts evidenced little familiarity with the actual details of their
comparables. Moreover, my own review of their comparables suggests
reason to doubt that they provide a sound basis to assess PNB's value.' 25
And as it happens, focusing exclusively upon a DCF analysis is consistent
with the heavy emphasis the experts themselves have given to this
method. 26
' Hargrove relied very heavily on his DCF analysis in concluding

125

For example, Clarke's comparable publicly-traded companies all were significantly
larger than PNB, with one having total assets of $587 million as compared to PNB's assets of
$216 million, and another "comparable" had sixty-four branches as opposed to PNB's seven.
Clarke himself stated that it is "hard to find good comps, because the comps that are supposed to
be the same size are illiquid." Tr. at 154. Hargrove's comparables were similarly questionable.
The average total assets for his eleven comparables was $793 million, and the average number of
branches for each bank was twenty-one. In addition, one of Hargrove's "most comparable" banks
had a doggish ROAA of 0.81%, compared to PNB's of 0.97%. In terms of the comparable
acquisition analysis, Clarke's range of ROAA that he looked for in target banks was a very wide
one of 0.7% to 1.45%. Similarly, Hargrove's identified acquisitions did not strike me as
convincingly similar. First, the transactions spanned a geographic area from Orange County,
California, to Pawhuska, Oklahoma and ranged in deal value from $1.6 million to $27.6 million.
Also, the median assets of the target banks in his analysis was $43 million, or about a quarter of
the size of PNB, the ROAA figures for the target banks ranged from 0.81% to 2.33%, and the P/E
ratios for the transactions ranged from 6.88 to 23.11.
26
' Hargrove's expert report states that his discounted cash flow based on comparable
acquisitions "is the superior valuation method." JX 22 at 54. Clarke similarly stated, at trial, that
"it's hard to find good comps" when valuing a small bank holding company like PNB. Tr. at 154.
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that fair value was $40 per share (his DCF figure was $39.49), and Clarke
weighted his DCF 60%, his comparable company analysis 20%, and his
comparable acquisition method 20%.
Because I am largely record-bound, it is natural and appropriate that
I would gravitate toward focusing on one of the experts' DCF models as
providing a basic framework for my analysis. Although Hargrove gave
some helpful testimony and was a cooperative and direct witness, his
approach to valuation was idiosyncratic and involved intuitive moves that
might not be irrational, but which were not grounded in traditional
valuation techniques. For example, as I will note, he: 1) calculated a
minority share valuation using PNB's expected dividends rather than a DCF
that was consistent with § 262; and 2) calculated PNB's cost of capital
using an unusual approach that ignored an important component.
By contrast, Clarke's DCF approach, while not without its own
problems, was easier to follow, as it tracked the methodology found in
leading texts. Although Clarke made some moves I do not adopt, I
generally use his model, except for where I expressly deviate from it. In
jump ball cases, I have tended to give the ball to Clarke, both because I
found him the more convincing witness, and because of the lack of
procedural protections in the Merger and the corresponding burden to prove
fairness that rests on the proponents of the Merger. I will now turn to my
independent valuation.
1. Discounted Cash Flow Analysis
The components of a DCF analysis are familiar and do not require
repetition. In this instance, the experts disagree, primarily, on three major
issues: 1) the acceptable capital ratio at which to keep the Bank, and the
resulting effect on free cash flow; 2) the expected return on assets for the
Bank; and 3) the discount rate. I therefore will focus my analysis on these
key disagreements, in that order; otherwise, I adopt Clarke's model as
reliable.
a. Determining The Acceptable Level Of Capital To Keep In PNB
The extent to which a bank, or a bank holding company, has free
cash flows depends in material part on its ability to generate cash flow in
excess of certain financial ratios that the Office of the Comptroller of
Currency ("OCC") requires in order to consider a bank "safe and sound."-Banks regulated by the OCC are evaluated on three specific ratios: 1) a
total risk-based capital ratio; 2) a Tier-1 risk-based capital ratio; and 3) a
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leverage ratio. 27 The primary ratio the experts concerned themselves with
in this litigation was the Tier-1 risk-based capital ratio (the "Tier-1 Ratio").
In order to remain a well-capitalized bank, the OCC requires a bank to
maintain a Tier-I Ratio of 6.0%. 128 In addition, to remain well-capitalized,
a bank must maintain a total risk-based capital ratio of 10%.129
If the OCC had a category of "exceptionally well-capitalized," PNB
would fall within it. PNB maintained a Tier-i Ratio of 13.98% in 2001,
14.29% in 2002, and 15.3% for the first quarter of 2003.130 In addition, its
total risk-weighted ratio was 15.67% in 2001, 15.54% in 2002, and 16.55%
for the first quarter of 2003.131 As to the OCC's third guideline, the leverage ratio, PNB was well above the 5% required by the OCC to remain well
capitalized - 8.97% in 2001, 9.05% in 2002, and 9.49% in the first quarter
of 2003.
Given that PNB was well above its required capital levels and was
at no risk of becoming less than adequately capitalized, the plaintiffs' expert
Clarke determined that in order to value PNB's free cash flows, he would
build a one-time payout of $7.1 million into his discounted cash flow
analysis. That payment would purportedly allow PNB to have an equity-toasset ratio of 7.5%, which would permit it to remain adequately capitalized.
In actuality, though, that move by Clarke would drop PNB's Tier-I Ratio
to 6.29% because Clarke used PNB's average assets and total equity
without deducting intangible assets, intangible capital, and unrealized
13 2
gains, which is required under the OCC's definition of Tier 1 capital.
Therefore, to achieve an actual Tier-1 Ratio of 7.5%, the Bank could have
offered only a one-time payout of $4.375 million.
Despite its high Tier-1 Ratio as of the Merger date, though, there is
no basis in equity to assume that PNB was required to premise the Merger
price on a reduction of its starting Tier-i Ratio. The Bank, which was
subject to serious regulatory intervention as recently as 1997, was not
required to operate in a manner that tied its Tier-1 Ratio to the lower
regions of "well-capitalized." There was testimony that even at a Tier-i
Ratio of 7.5%, PNB would be in the 15th percentile of banks in the United
States.133 Even in a fairness case, one need not assume that the defendants
would pay a price based on the notion that the entity should reside in the
bottom quartile of its peers in terms of capitalization. That being said, it
12712 Fed. Reg. § 6.4.
128ld"

1291d
130
JX 22 at 19 (taking the data from the SNL Securities Financial DataSource).
131
id.

13212 Fed. Reg. Pt. 3 App. A.
133Tr. at 215 (testimony of Hargrove).
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also is inappropriate to assume that PNB would retain cash simply to
remain well above the well-capitalized threshold. From the record, I infer
that PNB desired to make healthy dividend payments and to increase
returns to its stockholders when it could do so safely. PNB candidly
admitted in its proxy materials that "the reorganization and the amounts
required to consummate the merger [some $5.125 million] will not have a
material adverse effect on our capital adequacy, liquidity, results of
operation or cash flow."' 34 In view of this aspect of PNB's business goals,
a reasonable middle ground is to assume that PNB would maintain a Tier-I
Ratio of 8.5%, which, as the defendants' own expert Hargrove, testified at
a reasonable level that would keep PNB at the median of its peer
trial, was
35
group. 1
Having determined that a sufficient Tier-1 Ratio for PNB is 8.5%, I
will assume, going forward, that PNB will distribute all of its cash flow so
long as it does not drop below that level. That is, I will not, as Clarke
recommends, assume that PNB, in order to accurately value free cash flow,
will reduce its starting Tier-i Ratio at the outset. Rather, I assume that
PNB will preserve sufficient cash to avoid dropping below a Tier-1 Ratio
of 8.5%, then pay-out the rest. That PNB could do so safely is consistent
with the proxy statement's disclosure that PNB could safely pay out over
$5 million in Merger consideration.13 6
b. Determining PNB's Future Return On Assets
To wit, I next discuss another issue related to PNB's cash flows.
Before doing so, I want to emphasize as the following tables suggest, that
Hargrove and Clarke's bottom line cash flow estimates do not differ
substantially. How they get there does differ, even though both experts
agree with the fact that PNB's total assets at the end of March 2003 were
approximately $216.676 million, and use a 5% annual growth rate.
Hargrove, though, for his valuation, used year-end assets rather than
average assets, which was the method used by Clarke. The experts disagree
on how effectively the Bank will be able to generate income from its assets.

"3Proxyat 19.
"'35Tr. at 241-42.
136Proxy at 19. At trial, there was testimony of inconclusive nature regarding whether
a onetime payout of $7.1 million, as advocated by Clarke, would reduce PNB's profit margins.
By using the approach I have selected, I have no basis to believe that dividends paid out above the
8.5% Tier-I Ratio - an amount of about $8 million in the projection period - would reduce
PNB's ROAA. As bears repeating, the proxy statement confidently opined that PNB's expected
$5.125 million in expected Merger consideration would not have a "material adverse effect" on
PNB's "capital adequacy, liquidity, results of operation or cash flow." Id.
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For a bank holding company, one of the primary measures of performance
is return on average assets ("ROAA"). During the years 1999-2002, the
Bank's ROAA was 0.65,0.89,0.96, and 0.97 respectively. In addition, for
the first quarter of 2003, the Bank's ROAA was 1.02, a 5% increase from
2002. Hargrove, in performing his discounted cash flow analysis, projected
the following level of assets and return on assets during the period of his
cash flow projections.
Year
Assets (000)

$227,509

[

Year 2

Year 3

Year 4

Year 5

$238,884

$250,828

$263,370

$276,538

ROAA

1.03%

1.04%

1.05%

1.06%

1.07%

Net Income

$2,343

$2,484

$2,634

$2,792

$2,959

(000)

a

z

_

In contrast, Clarke's DCF represents what he considers to be "an
average banking franchise." 137 Clarke used a mid-year convention, which
I find appropriate given PNB's practice of paying dividends quarterly, and
grew assets by 5% per year in Years 2-5 of his cash flow projections, as did
Hargrove. He also used PNB's average assets, which I will adopt in my
own valuation. Clarke's assumptions are reflected in the following table.
Year I

Year 2

Year 3

Year 4

Year 5

Assets (000)

$222,093

$233,198

$244,857

$257,100

$269,955

ROAA

1.09%

1.09%

1.10%

1.10%

1.10%

Net Income

$2,421

$2,542

$2,693

$2,828

$2,970

As the tables make evident, Hargrove uses a more conservative ROAA,
ranging from 1.03% to 1.07%, while Clarke starts out with a base ROAA
of 1.09% and increases it to 1.10% for Years 3-5. Of course, neither of the
experts can forecast with precision what PNB's ROAA will be in the future.
A number of factors, including the national economy and Federal Reserve
interest rates, will affect how productively PNB will be able to use its
assets.
One thing is clear, though, from the Bank's performance - its
ROAA was below that of its peer group. Clarke himself acknowledges, in
his expert report, that "PNB's ROAA of 0.97% was below the average of
1.1% for the 867 peer bank holding companies as reported in PNB's
March 31,2003 Uniform Bank Holding Company Report."1 3 1 Additionally,
the peer group's median ROAA increased to 1.13% for the first quarter of

37

1 jX
13
1JX

19 at 12.
19 at 14.
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2003.13' That said, PNB's ROAA was above the 0.9 1%median for selected
publicly-traded bank holding companies tracked by Howe Barnes
Investments." 4 Clarke, then, essentially jumped PNB's ROAA up from
0.97% in 2002 (and 1.02% in the first quarter of 2003) to 1.09% for the
year that would end June 17, 2004. I am unable to conclude from PNB's
historical performance, having reported an ROAA of 0.89% in 2000,0.96%
in 2001, and 0.97% in 2002, that PNB's ROAA would increase to 1.09%,
a 12% increase from 2002's ROAA, by June 17, 2004.
At the same time, I also find that Hargrove's slow-growth
expectations for ROAA are too conservative. PNB had sold one of its
branches, the Piper City Branch, in order to reduce a number of PNB's
underperforming loans. The immediate increase in ROAA in the first
quarter of 2003 offers proof that this strategy was paying off. In addition,
PNB's expansion into McLean County was a continuing success, as could
be seen in the increase in ROAA from 2000 (0.89%) to 2001 (0.96%).
Therefore, I find that although PNB was underperforming its peer group in
2002, it was experiencing good growth prospects and taking steps to
improve its loan portfolio and shed underperforming assets. This strategy
had been successful in increasing PNB's ROAA in earlier years. Therefore,
while PNB would not experience an immediate and dramatic increase as
projected by Clarke, it would work towards achieving the median ROAA
of its peer group by the end of the projection period. I will apply an ROAA
of 1.04% in Year 1, 1.05% in Year 2, 1.07% in Year 3, 1.08% in Year 4,
and 1.10% in Year 5 to Clarke's expected average assets for PNB. The
result is shown below:
Year I

Year 2

Year 3

Year 4

Year 5

Assets (000)

$222,093

$233,198

$244,857

$257,100

$269,955

ROAA

1.04%

1.05%

1.07%

1.08%

1.10%

Net Income

$2,310

$2,449

$2,620

$2,777

$2,970

I will use those net income figures to determine the free cash flow available
for distribution to shareholders that would allow the Bank to remain at a
Tier-1 Risk-Based Capital Ratio of no lower than 8.5%.

22 at 23.
1 JX 18 at 14.
139JX
40
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c. Determining PNB's Discount Rate For Future Earnings
Before I can finalize my valuation, I must also determine the
applicable discount rate. The experts of course disagree about the
appropriate discount rate to use. For his part, Hargrove uses a discount rate
of 14% that he calculated in two ways. First, Hargrove used a unique "inhouse" method that involves looking at core earnings-to-price ratio for the
banking industry and combining that with the sustainable growth rate to
arrive at a discount rate. I could not grasp the explanation of this method
or find a basis for it in respected valuation literature, and do not adopt it.
More traditionally, Hargrove argued that he checked his in-house method
calculation by using the capital asset pricing model ("CAPM"), which
yielded a discount rate of 15.43% for all publicly-traded banks as of
June 17, 2003. What Hargrove did to calculate a required rate of return,
though, was look at the required return for publicly-traded banks without
accounting for the systematic risk of achieving those returns.'41 But,
'
despite his belief that "beta should be zero," 142
Hargrove applied an
effective beta of 0.875, which he stated "implies the risk associated with the
Company and its common stock embodies approximately 7/8 of the
publicly traded bank stock market's risk," 14 3 to the difference between the
risk-free rate of 4.26% and his discount rate for all public banks of 15.43%
in order to arrive at the 14% rate. Hargrove, however, provided no foundation for why he chose to imply this beta of 0.875. Indeed, he stated at trial
that he believed the bank industry beta was around 0.69."4 Essentially, it
appeared as if he backed a self-invented beta into his calculation in order
to achieve a discount rate of approximately 14%. Put directly, I am not
persuaded that Hargrove's approach was sound, and I do not adopt his
proposed rate.
By contrast, Clarke also calculated PNB's cost of capital using the
capital asset pricing model, but did so in a more sound fashion. To
determine PNB's cost of capital, Clarke used a risk-free rate of 4.3% and
added to that an equity premium of 5.75%, which is 1.25% below the
historically accepted equity premium of 7%.145 He then multiplied the

41

1 Tr. at 366-67.

142Tr. at 194-95.
143JX 22 at 46.
'44Tr.
at 364.
45

1 The use of this lower equity rate is based on a study by Roger G. Ibbotson and Peng
Chen, in which the authors estimated the long-term supply of equity rate is estimated to be 5.9%
on an arithmetic basis. That estimate is approximately 1.25% below the historical estimate of an
equity risk premium. See Roger G. Ibbotson & Peng Chen, Long-Run Stock Returns: Participating in the Real Economy, 59 FIN. ANALYSTS j. 88, 96-97 (2003).
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equity premium by a beta of 0.5 and added a size premium of 3.6% to
arrive at a discount rate of 10.8%. Clarke, however, opted not to use that
discount rate because he determined that although he agreed that the equity
premium likely was lower than the historical rate of approximately 7%, the
line of empirical research tracking the long-term supply rate of equity has
not gained "universal acceptance.""
Instead, Clarke used the more widely accepted equity premium 7.0%
in his cost of capital calculation. Using that premium, 4.3% risk-free rate,
the 3.6% size premium, and a beta of 0.5, Clarke calculated the discount
rate to be 11.4%, which he rounded up to 11.5%. 14 7 To check this rate,
Clarke also used the three-factor Fama-French Model, which is a variation
on the traditional CAPM model. Using the Ibbotson peer group beta of
0.69, the Fama-French model yielded an average cost of equity of 11.5%
and a median cost of equity of 11.2%. Overall, I find that Clarke's
calculation of the interest rate was conservative and done in a manner
consistent with accepted valuation techniques.
My one quarrel, though, involves his decision to use a beta of 0.5 in
his traditional CAPM approach. To calculate this unlevered beta, Clarke
multiplied the peer group beta of 0.69, reported by Ibbotson's, by 65% to
reflect the fact that bank holding companies with no third party debt tended
to have betas, in his estimation, 35% lower than the group's levered beta. 148
That resulted in beta being 0.45, and using his judgment that bank betas are
often understated, Clarke increased beta to 0.5. Unlike the other components of his analysis, Clarke could not ground this move firmly in the
valuation literature. Rather, it seemed a subjective exercise. For example,
Clarke did not offer any supportable basis for choosing to reduce PNB's
beta by 35%.
PNB, although it had no debt to increase the risk of equity going
unpaid, also was not an ideal investment. The company reported subpar
ROAA compared to its peer group, and it had been under regulatory
scrutiny within six years of the Merger. It is not clear to me why
diversified investors would see PNB as less subject to risk and as therefore
having a lower hurdle than its competitors. 149 If such investors have oppor-

'46JX 19 at 26.

147

1d.
148

JX 19 at 25.
1491put aside the question of whether beta has much relevance to regional banks like
PNB, whose shares are not listed on an exchange, except insofar as it helps in determining the cost
of capital for the comparable investments that diversified investors might make. To be quite
direct, I am chary about concluding that corporations that issue illiquid securities for which beta
- a measure of covariance of the company's trading price with overall market prices - is
indeterminable have a lower cost of equity than publicly-listed corporations whose durability is
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tunities to make comparable investments in listed bank holding companies
with greater opportunity for liquidity, it is not apparent why they would
accept a lower return from PNB. Therefore, I will calculate the CAPM
discount rate for PNB's DCF using the median beta of 0.69 calculated by
Clarke, a beta consistent with Hargrove's view of the banking industry's
beta. Using that beta, a 7.0% equity premium, a 3.6% size premium, and
a 4.3% risk-free rate, the discount rate for PNB's future earnings is 12.73%.
Notably, while adjusting Clarke's discount rate by using the 0.69 beta
results in a rate of 12.73%, using Hargrove's formula, and applying a beta
of 0.69 instead of his self-invented beta of 0.875, results in an even lower
discount rate of 11.98%. 5 ° In addition, using the beta of 0.69, Clarke's use
of the Fama-French Model resulted in a discount rate of 11.5%. For my
valuation, I will use that same industry beta of 0.69, and giving
approximately equal weight to the pure CAPM and Fama-French methods,
I will use a discount rate of 12%.
d. The Court's DCF Valuation Conclusion
Having determined the necessary DCF components for calculating
its projected cash flows, the final issue is determining how to value PNB's
terminal cash flows. The experts used different techniques for calculating
terminal value. Hargrove used an exit multiple based on minority trading
data from his dubious comparable companies, a less favored technique that
raises questions about whether it embeds a minority discount. Clarke, by
contrast, used the preferred method of estimating a perpetual growth rate.
Clarke assumed a perpetual growth rate of 5%.15' Although that rate may
be a tad aggressive, the defendants did not spend time quarreling with that
perpetual growth rate, either in Hargrove's pre-trial rebuttal report 52 or in
post-trial briefing. Furthermore, PNB does have growth prospects. I have
used modest growth assumptions during the projection period, and a 5%
terminal value simply provides for some additional period of real growth
higher than the growth of the economy as a whole. For these reasons, and
because I generally find Clarke the more reliable expert, I will use Clarke's
expected terminal growth rate.

reflected in a trading history producing a reliable beta. The real world capital markets seem to
reject that odd notion.
' 50See JX 22 at 46.
"'See Pratt, VALUING A BUSINESS at 186-87.
"'The only mention of growth assumptions by Hargrove in his rebuttal is an assertion that
PNB's five-year compound growth rate was 2.7%. JX 23 at 4. But, he does not attack Clarke's
terminal growth rate and himself uses a 5% annual growth rate during his projection period.
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Having determined all of the inputs necessary to perform a DCF of
PNB, the results are presented in the table below.
(000)

Year I

Net Income
$2,310
Less
(0)
Additional
Capital
Free Cash
$2,310
Flow
Present Value $2,182.52
of Cash Flow I

Year 2

Year 3

$2,449
(0)

$2,620
(290)

$2,777
(1,059)

$2,970
(1,112)

$3,044
(0)

$2,449

$2,330

$1,718

$1,858

$3,044

$2,065.79

$1,755.12

$1,155.26

$1,115.45

$24,673

Year 4

Year 5

Terminal

The sum of PNB's cash flows, then, is $32,947,040, which results in
a fair value per share of PNB as of the merger date of $52.34. 15
That represents a difference of $11.34 per share between the fair
value of the shares and the $41.00 merger consideration paid to cashed-out
shareholders. The award, then, is $11.34 per share to members of the
Plaintiff Class, which consists of 39,672 shares that did not return a proxy
(other than the 3,000 disputed shares), abstained from the vote, or voted
against the merger but then took the Merger consideration. And, the award
to the Appraisal Class is also $52.34 per share. I will now turn to the one
minor issue that remains in the litigation: whether the 3,000 disputed shares
are entitled to be considered in the Appraisal Class.
VII. Did PNB's Withdrawal As Trustee Permit The 3,000 Shares
To Dissent?
The final dispute is whether 3,000 shares that were owned by the
estate of a deceased shareholder, Ethel Carlson Hoerner, properly dissented
and can be considered among the Appraisal Class. PNB was named as
trustee of Hoerner's estate, and Hoerner's two daughters were named as the
beneficiaries to receive her shares in equal parts. Both her daughters
owned 500 shares of PNB stock in their own names and dissented from the
Merger. Once PNB learned of their dissenter status, PNB promptly
withdrew as executor for their mother's estate, leaving no time for the estate
to perfect its appraisal rights. PNB admittedly resigned because it did not
feel it appropriate to dissent (as an executor) from a Merger it was
proposing and in which it would be the respondent to the appraisal

" 3That per share figure is based on the number of outstanding shares being 629,452. As
mentioned earlier, there is a conflict as to the number of shares outstanding. The number of
outstanding shares reported in the Proxy, though, was 629,452, which is the number I use for the
per share calculation. Proxy at 19.
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proceeding. But PNB made no arrangement for a successor and simply
resigned, leaving no way for Hoerner's estate to seek appraisal. In fact, it
is not clear that PNB even gave notice of its resignation to the daughters
before the deadline for seeking appraisal lapsed.
At this juncture, having found that the damages award to the Plaintiff
Class is identical to the difference between the fair value of a PNB share
and the merger consideration, this dispute is essentially meaningless. In
either scenario, the 3,000 disputed shares are entitled to receive the
equivalent of the fair value of $52.34 per share.
Nonetheless, I will now determine the proper entitlement of the
estate. That is, I will determine whether the estate is a member of the
Appraisal Class. The answer to that basic question is simply no - the
estate did not perfect its appraisal rights under 8 Del. C. § 262.114 That
said, the beneficiaries of the estate are not left high and dry. PNB, by its
own admission, caused the estate to fail to perfect its rights. For that
failure as a fiduciary, PNB, which benefited as an appraisal respondent,
owes a duty to the estate's beneficiaries to pay the beneficiaries the amount
necessary to make them whole - specifically, a quasi-appraisal award. A
quasi-appraisal remedy is appropriate for plaintiffs "who may have been
wrongfully deprived, even indirectly, of the statutory remedy of
appraisal."' 55 Here, the beneficiaries have made a showing that they
suffered "an equitable injury at the hands of the respondent."' 56 Simply
stated, PNB withdrew as executor and did not find a replacement when it
knew the beneficiaries of the estate were dissenting themselves and would
likely request PNB to dissent on behalf of the estate's shares.
VIII. Pre-Judgment Interest
The final issue in this case is the rate at which to award pre- and
post-judgment interest. This court has "broad discretion to determine the
appropriate rate of interest. "157 The plaintiffs seek the legal rate of interest,
which this court has used as a "benchmark" for determining an interest
award.'58 The defendants, though, advocate a more nuanced approach one that takes account of the company's borrowing rate and a prudent
investor rate - which this court has employed in calculating a rate of pre-

154SEE R. FRANKLIN BALoTFi & JESSE A. FINKELSTEIN, THE DELAWARE LAW OF

CORPORATIONS &BUSINESS ORGANIZATIONS § 9.43[B] at9-108 (stating that "only a stockholder
of record 55has standing to pursue an appraisal" and listing several cases supporting that view).
1 Gillilandv. Motorola, Inc., 873 A.2d 305, 311 (Del. Ch. 2005).
156
Andaloro v. PFPCWorldwide, Inc., 830 A.2d 1232, 1233 (Del. Ch. 2003).
57
' Montgomery CellularHolding Co., Inc. v. Dobler, 880 A.2d 206, 226 (Del. 2005).
Z58ld"
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judgment interest. 1' The reason for utilizing that interest calculation is that
it takes account of the benefit received by the company, which was the
interest free retention of the award, and the detriment to the plaintiff
resulting from the lost opportunity to invest the award."6
Therefore, in the presence of a developed record on the prudent
investor rate and company borrowing rate, this court typically will award
interest using those factors. In this case, Criswell submitted an affidavit for
the defendants containing PNB's average borrowing rate and purporting to
calculate the prudent investor rate. 6 ' Criswell, though, offered a prudent
investor rate with no equity component. Criswell looked to the average
return of money market mutual funds rather than average risk mutual funds,
including equity funds, as endorsed by Chang's Holdings. Criswell's
calculation is not acceptable, as its exclusion of any equity component
understated the prudent investor rate.'62 Therefore,
I will use the default
63
legal rate of interest, compounded quarterly. 1
IX. Conclusion
For the foregoing reasons, I find that the Merger was financially
unfair to the Plaintiff Class and award the Class the difference between the
fair value of a PNB share on the date of the Merger, $52.34, and the Merger
consideration, $41.00. That fair value amount, $52.34, also serves as my
award to the Appraisal Class and as my quasi-appraisal remedy for the
3,000 disputed shares. The parties shall prepare an implementing order.
Costs to the plaintiffs.

59

' E.g., DelawareOpen MRI Radiology Assocs., 898 A.2d at 343-44; Chang'sHoldings,
S.A. v. Universal Chemicals and Coatings, Inc., 1994 WL 681091, at *3-4 (Del. Ch. Nov. 22,
1994). 1
,6Ryan v. Tad's Enters., Inc., 709 A.2d 682, 705 (Del. Ch. 1996).
16 1JX 53.
' 62See, e.g., Doft & Co. v. Travelocity.com Inc., 2004 WL 1152338, at *11 (Del. Ch.
May 20, 2004).
63
1 Ryan, 709 A.2d at 705.
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SUPERIOR VISION SERVICES, INC.
v. RELIASTAR LIFE INSURANCE CO.
No. 1668-N
Court of Chanceryof the State of Delaware,New Castle
August 25, 2006
Martin P. Tully, Esquire, and Thomas W. Briggs, Jr., Esquire, of Morris,
Nichols, Arsht & Tunnell LLP, Wilmington, Delaware; and Greg L.
Johnson, Esquire, Bridget C. Beater, Esquire, and Amy L. Pierce, Esquire
of Pillsbury Winthrop Shaw Pittman LLP, Sacramento, California, o of
counsel, for plaintiff.
Raymond J. DiCamillo, Esquire, and Seth Barrett Tillman, Esquire, of
Richards, Layton & Finger, P.A., Wilmington, Delaware; and Steven A.
Nissen, Esquire, of Manatt, Phelps & Phillips, LLP, Los Angeles,
California, of counsel, for defendant.
NOBLE,

Vice Chancellor
I. INTRODUCTION

A company agreed with its investors that it would not pay dividends;
it has now concluded that it does not like the consequences of its
agreement. The prohibition against the payment of dividends may be
waived if the holders of two-thirds of its shares agree. Although the board
of directors has authorized the payment of dividends, some dividends have
not been paid because one investor, which owns 44% of the stock in the
company, refuses to waive the contractual prohibition. The company-not
the other investors who would have received the dividends if paid-brings
this action and charges the investor who refuses to waive the contractual
prohibition with breach of fiduciary duty as a "controlling" shareholder and
with breach of the covenant of good faith and fair dealing implied in the
investment agreements because, according to the company, there is no good
reason for not acquiescing in the payment of dividends. Before the Court
is the non-waiving investor's motion to dismiss.
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II. BACKGROUND
Plaintiff Superior Vision Services, Inc. ("SVS") is a privately-held
Delaware corporation that provides vision insurance to its customers.1
Pursuant to a series of Stock Purchase Agreements, SVS issued shares to
its various investors,2 including Defendant ReliaStar Life Insurance
Company ("ReliaStar"), SVS's largest investor and holder of 44 percent of
its stock.
The Agreements prohibit payment of any dividend. Specifically,
Section 8.4 of the Agreements provides:
Limitation on Dividends; Redemption. The Company
will not pay any dividend or make any distribution with
respect to any of its equity securities or redeem or repurchase
any of its equity securities except for required redemptions of
the Series A Stock and/or Series B stock and repurchases,
approved by the Company's board of directors pursuant to the
Stockholders' Agreement. 4
The prohibition against payment of dividends may be waived. Section 12.8
governs waivers of the Agreements' terms, including waivers of the
dividend prohibition contained in Section 8.4. Under Section 12.8, "[w]ith
the written consent of such Investors owning at least two-thirds of the
Purchased Securities then owned by such Investors, the obligations of the
Company under this Agreement may be waived. '5 As a result of ReliaStar's
44 percent ownership interest, the prohibition against dividend payments
(Section 8.4) may only be waived with ReliaStar's consent.
The SVS Board has considered, and voted on, a proposed dividend
payment on three occasions: (1) October 8, 2004, (2) May 6, 2005, and (3)
July 25, 2005.6 SVS contends that ReliaStar's response in these instances

'Plaintiffs Amended Complaint ("Am. Compl.") 13.
2SVS executed three stock purchase agreements: (i) the November 6, 1997 Stock
Purchase Agreement, (ii) the September 12, 1996 Stock Purchase Agreement, and (iii) the
February 1, 1995, Stock Purchase Agreement. Am. Compl. In 13, 26. Collectively, purchasers

of shares under these agreements are referred to as the "Investors." The provisions pertinent to
the pending dispute appear in the 1996 and 1997 Stock Purchase Agreements (the "Agreements").
Id. 8. The Agreements are reproduced at Affidavit of Seth Barrett Tillman ("Tillman Aff."),
Exs. B &3 C. The Agreements (by Section 12.3) are to be construed under Delaware law.
Am. Compl. 14.
4Id. 17 (emphasis added). Under SVS's Restated Certificate of Incorporation, dividend
payments are subject to the approval of two-thirds of the entire Board. Id. 3. The Restated
Certificate of Incorporation appears at Tillman Aff., Ex. A.
5
6Am. Compl. 18.
Id. I 19-25.
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demonstrates that "[i]t is ReliaStar's practice to withhold its consent to
dividends in order to strong-arm individual stockholders or SVS to further
its own agenda."7
1.

The October 8 h Dividend

The Board unanimously approved a dividend of $1.30 per share on
October 8, 2004.8 Initially, ReliaStar refused to allow payment of the
dividend, but it later consented. 9 SVS contends that ReliaStar withheld its
consent in bad faith, evidenced by the fact that ReliaStar only changed its
position after it reached an agreement with Dr. Charles D. Fritch (who held
32.6 percent of the stock of SVS). I° Under this alleged agreement,
ReliaStar consented to the dividend payout in exchange for Dr. Fritch's
promise to support a process to sell the corporation."
2.

The May 6' Dividend

On May 6, 2005, the Board approved (by a three to two vote) a
dividend payment of $1.60 per share.12 The two ReliaStar directors voted
against the dividend "on the ground that they needed more information
regarding the Corporation's financial requirements."13
3.

The July 25th Dividends

On July 1, 2005, the Board unanimously approved and adopted a
dividend policy (the "Policy"). 14 Under the new Policy, the Board would
declare and authorize quarterly dividend payments, during each fiscal year,
subject to compliance with applicable law.' 5
Pursuant to the Policy, on July 25, 2005, the Board unanimously
approved a $0.67 per share dividend for the first quarter of 2005 and $0.54
per share dividend for the second quarter of 2005 (the "July 25th

7
1d.
8

1d.

9

10.
19.

1d. 122.

l0 d.
l"ld.
2

1 1d. 23. As an inducement to invest in SVS, ReliaStar acquired the right to appoint two
directors to SVS's five-member board. Id. 4.
'31d. 23. Without the approval of two-thirds of the Board, there was no reason to seek
ReliaStar's waiver. Whether the ReliaStar-designated directors acted appropriately in voting
against payment
of the dividend is beyond the scope of this action.
141d. I 5, 24.

Ild.

5. See generally 8 Del.C. § 170.
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Dividends"). 6 Under the terms of the Agreements, however, distribution
of the dividends was contingent upon the approval by Investors holding at
least two-thirds of SVS's stock. 17 All of the other Investors'
consented to
8
the dividend payout; ReliaStar did not give its consent.

III. CONTENTIONS
Frustrated by ReliaStar's failure to consent to the dividend payment,
SVS petitioned this Court for declaratory relief.' 9 In particular, SVS seeks:
(1) a declaration that, subject to compliance with 8 Del.C. § 170, SVS is
entitled to pay the July 25th Dividends; (2) a declaration that ReliaStar
breached the fiduciary duties it owes to SVS; 20 and (3) a declaration that
ReliaStar breached the covenant of good faith and fair dealing implicit in
the Agreements. 2'
ReliaStar moves to dismiss the action on two grounds: (1) SVS lacks
standing to prosecute the asserted claims; and (2) the amended complaint
fails to state a claim for which relief may be granted. With respect to SVS's
fiduciary duty claim, ReliaStar argues that (1) it is not a "controlling
shareholder" and, thus, does not owe fiduciary duties; (2) even if it is a
"controlling shareholder," it does not owe any fiduciary duty to SVS; and
(3) in any event, its conduct cannot be viewed as violating any fiduciary
duty. As to SVS's claim under the implied covenant of good faith and fair
dealing, ReliaStar contends that SVS's allegations cannot be read to sustain
that cause of action.
IV. ANALYSIS
A motion to dismiss for failure to state a claim under Court of
Chancery Rule 12(b)(6) will be granted "[i]f the Court determines with
reasonable certainty that there is no set of facts which would entitle the
plaintiff to relief. , 22 The Court must accept as true all of the well-pleaded
allegations of fact and draw the reasonable inferences-that logically flow
from the face of the complaint-in favor of the plaintiff.23 However, the

16Am. Compl.
7

1 1d. (17.
8

1 1d.

8.

6.

' 91d. T 12.
20
1d. H 29-30.
2
Id. t 31-33.
22
Palesev. Del. State Lottery Office, 2006 WL 1875915, at *2 (Del. Ch. June 29, 2006).
23
1n re GM (Hughes) S'holder Litig., 897 A.2d 162, 168 (Del. 2006).
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Court "is not required to accept every strained interpretation of the
allegations proposed by the plaintiff."2 4

A.

Standing
ReliaStar challenges SVS's standing to pursue this action.
The term "standing" refers to the right of a party to
invoke the jurisdiction of a court to enforce a claim or to
redress a grievance....
To establish standing, a plaintiff or petitioner must
demonstrate first, that he or she sustained an "injury-in-fact";
and second, that the interests he or she seeks to be protected
are within the zone of interests to be protected.25

The plaintiff is charged with the burden of demonstrating standing
because, unless the plaintiff has suffered a "direct injury,, 26 the disagreement between the parties cannot fairly be characterized "real and
immediate. '27 In short, judicial resources should
be not allocated to
28
rendering "advisory or hypothetical opinions.
ReliaStar contends that SVS lacks standing to assert its claims
because SVS has not pleaded the requisite injury-in-fact. According to
ReliaStar, the alleged injury (SVS's inability to pay a dividend as the result
of ReliaStar's conduct) did not harm, but, instead, enriched SVS, because
ReliaStar's veto allowed SVS to retain the cash intended for the payout.29
Moreover, ReliaStar also rejects SVS's allegation that, as a result of
ReliaStar's actions, SVS was "deprived... of its ability to govern corporate
affairs.., and the payment of dividends. "30 ReliaStar insists that SVS
suffered no such deprivation,
because "corporations do not govern, boards
1
do.'
directors
of

24
2

2003).

1d.
Dover HistoricalSoc'y v. City ofDover Planning Comm'n, 838 A.2d 1103, 1110 (Del.

26
Stuart Kingston,
27

Inc. v. Robinson, 596 A.2d 1378, 1383 (Del. 1991).
See, e.g., Lujan v. Defenders of Wildlife, 504 U.S. 555, 583 (1992); see also Rollins
Int'l Inc. v. Int'l Hydronics Corp., 303 A.2d 660, 663 (Del. 1973).
28
Bebchuk v. CA, Inc., 2006 WL 2252012, at *2 (Del. Ch. June 22, 2006) (applying
ripeness 29
doctrine).
Defendant's Opening Brief in Support of its Motion to Dismiss ("Def.'s OB") at 10.
3
31Am. Compl. 1 9.
Def.'s OB at 11.
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Thus, ReliaStar, while properly noting that one would more likely
expect shareholders who have been deprived of their dividends to bring
actions of this nature, argues that SVS has alleged no direct harm. SVS
certainly has not alleged grievous harm, but that, of course, is not the
standard. SVS-which as a corporation acts at the direction of, and
through its, Board-is thwarted by not being able to implement the Policy
adopted by the Board for the payment of dividends. Thus, SVS wants to
take a certain action, but it is constrained and precluded by ReliaStar.
SVS's allegations are not rich in detail, but the restrictions on its actions
imposed by ReliaStar are by themselves in the nature of a direct harm to the
corporation. In addition, dividends are alleged as a likely obstacle to any
future effort to raise additional capital. Finally, all of this, at least in part,
is based upon a contract to which SVS and ReliaStar are parties. The
question of whether the Agreements, especially when the implied covenant
of good faith and fair dealing is considered, preclude SVS from taking
actions authorized by its Board and, thus, unduly interfere with the normal
corporate governance procedures anticipated by its corporate charter
satisfies, however minimally, SVS's standing obligation.
B.

Breach of FiduciaryDuty

SVS presents a remarkably unconventional cause of action. In this
instance, it is the corporation-not its shareholders-alleging breach of
fiduciary duty by an allegedly controlling shareholder. More importantly,
SVS has not alleged any wrongdoing by ReliaStar through its designated
directors; rather, the alleged harm stems solely from the purported abuse of
ReliaStar's contractual right to withhold its consent and, thus, effectively
to veto any dividend payments in contravention of its fiduciary obligations
as a controlling shareholder. Specifically, SVS contends that: ReliaStar
owes a fiduciary duty to SVS and its stockholders with respect to the
exercise of rights under the Agreements; ReliaStar, in violation of
Delaware law, has knowingly, recklessly and in bad faith violated its duties
of good faith, care, and candor owed; and ReliaStar has breached its
fiduciary duties by, among other things, withholding its consent to the
payment of dividends without any economic justification or other bona fide
32

reason.

A shareholder owes fiduciary duties in two instances: (1) when it is
a "majority shareholder," owning more than 50 percent of the shares, or (2)
33
when it "exercises control over the business affairs of the corporation.

32Am.Compl.

29.
See Ivanhoe Partners v. Newmont Mining Corp., 535 A.2d 1334, 1344 (Del. 1987)

33
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ReliaStar holds a 44 percent interest in SVS; thus, fiduciary obligations
will result only if it is deemed a "controlling shareholder."
"[T]o be deemed a controlling stockholder for purposes of imposing
fiduciary obligations, the plaintiff must establish the actual exercise of
control over the corporation's conduct by that otherwise minority
stockholder."34 In order to append the label of "controlling shareholder,"
pervasive control over the corporation's actions is not required; indeed, a
plaintiff "can survive the motion to dismiss by alleging actual control with
regard to the particular transaction that is being challenged." 35 ReliaStar is
a significant shareholder in SVS; it has the power to preclude the payment
of dividends; and, in fact, it has prevented the payment of dividends. Thus,
it has exercised "actual control" with regard to the payment of dividends.
SVS, however, has not alleged that ReliaStar controlled the Board; 36 in fact,
the Board, including ReliaStar's designees, unanimously approved the
Policy for payment of dividends. 37 The question here is whether the actual
control must be over the Board or whether separately negotiated contract
rights can supply the requisite degree of control.
Delaware case law has focused on control of the board. For
example, in In re Western National Corp. Shareholders Litigation, the
Court inquired as to whether the significant shareholder "in fact,
exercise[d] actual control over the board of directors during the course of
a particular transaction. ' 38 In Kahn v. Lynch Communications Systems,
Inc. 3 9 a 43% minority shareholder (Alcatel) was deemed a controlling
shareholder of Lynch Communications Systems ("Lynch") because of its
(citations omitted).
Enters. v. Orloff, 870 A.2d 499, 507 (Del. 2005) (emphasis in original).
34Weinstein
35
Williamson v. Cox Commc'ns, Inc., 2006 WL 1586375, at *4 (Del. Ch. June 5, 2006).
36
Surely, SVS's pursuit of this action against ReliaStar suggests the contrary.
37
That ReliaStar designated directors for SVS's board does not, "without more, establish
actual domination or control." Williamson, 2006 WL 1586375, at *4. Indeed, the source of
ReliaStar's power to preclude the payment of dividends is independent of the directors which it
has designated. The source, indeed the exclusive source, of authority can be found in the
Agreements.
382000 WL 710192, at *20 (Del. Ch. May 22, 2000). The Court in Western National
noted that, in order for a significant shareholder to be deemed a controlling shareholder, there
must be "a judicial finding of actual control over the business and affairs of the corporation."
2000 WL 710192, at *8 (emphasis in original). That view may be pertinent for two reasons.
First, the reference to the "business and affairs" of the corporation suggests something broader
than one corporate act, such as the payment of a dividend. If so, SVS would be required to allege
that ReliaStar's control was more extensive, reaching beyond the payment of dividends. It has not
done so. Second, the "business and affairs" of a Delaware corporation are under the direction of
the board pursuant to 8 Del.C. § 41(a), as noted by the Court in Western National;that suggests
that questions of control by a significant shareholder should be assessed at the board level in terms
of whether the board's capacity to exercise its judgment independently has been impaired. SVS,
of course, has not challenged the conduct of its directors.
39638 A.2d 1110 (Del. 1994).
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influence over the Lynch board. As the Court observed, "[t]he [Lynch]
management and independent directors disagreed with Alcatel on several
important issues. However, when Alcatel made its position clear, and
reminded the other directors of its significant stockholdings, Alcatel
prevailed."4 ° Similarly, in Williamson v. Cox Communications, Inc.,
minority shareholders, with their-designated members of the board
constituting less than a majority, were able to benefit from the ongoing
commercial relationships the company had with those shareholders to
override the board's independent judgment (or so it was alleged).41
Accordingly, the focus of the inquiry has been on the defacto power of a
significant (but less than majority) shareholder, which, when coupled with
other factors, gives that shareholder the ability to dominate the corporate
decision-making process. The concern is that the significant shareholder
will use its power to obtain (or compel) favorable actions by the board to
the ultimate detriment of other shareholders.
ReliaStar, by contrast, draws its power from a previously (and, at
least from the Complaint, fairly) negotiated contract. It is not influencing
or controlling any action by the Board; indeed, the Board has taken the
action that it saw fit-approving dividends. ReliaStar does, however, have
a contractual right that allows it to prevent implementation of the corporate
dividend policy adopted by the Board. Under SVS's view, any significant
shareholder who, because of a contractual right, effectively blocks a
particular corporate action would be considered a "controlling shareholder"
with respect to that action. In essence, any strong contractual right, duly
obtained by a significant shareholder (a somewhat elusive term in itself),
would be limited by and subject to fiduciary duty concerns. In substance,
SVS asks the Court to engraft upon ReliaStar's specific and fairly
negotiated contractual rights a limitation that ReliaStar cannotjust consider
its interests42 whenever it decides whether to waive (or not) any provision
which it obtained during the process of negotiating the Agreement. Here,
ReliaStar is alleged to have taken advantage of its contractual rights for its
own purposes. Without more, that is not sufficient to allege that ReliaStar
is a "controlling shareholder" bound by fiduciary obligations.4 3

4° ld. at 1114.
"'Williamson, 2006 WL 1586375, at *5.
"2See, e.g., Ivanhoe, 535 A.2d at 1344 ("[lIt is well established law that nothing precludes

[a 49.7% stockholder], as a stockholder from acting in its own self-interest.").

43ReliaStar received a bundle of contractual rights-including the assurance that SVS
would not pay dividends without its consent-when it invested in SVS. Now, after its funds have
been paid to SVS, SVS wants to change the scope of ReliaStar's contractual rights and the
certainty for which ReliaStar thought it had successfully bargained.
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In sum, a significant shareholder, who exercises a duly-obtained
contractual right that somehow limits or restricts the actions that a
corporation otherwise would take, does not become, without more, a
"controlling shareholder" for that particular purpose. There may be circumstances where the holding of contractual rights, coupled with a significant
equity position and other factors, will support the finding that a particular
shareholder is, indeed, a "controlling shareholder," especially if those
contractual rights are used to induce or to coerce the board of directors to
approve (or refrain from approving) certain actions. That confluence of
factors is not alleged to be present in this matter and, accordingly, ReliaStar
may not fairly be deemed a "controlling shareholder" with respect to the
payment of dividends by SVS. With that conclusion, SVS's claim against
ReliaStar for breach of fiduciary duty fails.
C.

Breach of the Implied Covenant of Good Faithand FairDealing

SVS also contends that, "[b]y baselessly withholding its consent [to
the payment of dividends,] ReliaStar... breached the.., implied covenant
of good faith and fair dealing, whereby ReliaStar promised to fairly,
honestly and reasonably perform the terms and conditions of those
agreements."' "Under Delaware law, every contract includes an implied
covenant of good faith and fair dealing-a promise of faithfulness to an
agreed common purpose and consistency with the justified expectations of
the other party."45 Thus, according to SVS, although the Agreements place
no express limitation on ReliaStar's discretion, there is an implicit promise
that ReliaStar will not use its right to decide whether or not to waive an
express contractual term to advance unreasonably its own interests. The
implied covenant of good faith and fair dealing, however, places no such
obligation on ReliaStar in this instance:
The covenant of good faith and fair dealing, implied in every
Delaware contract, arises from fundamental notions of
fairness. It is a judicial convention designed to protect the
spirit of an agreement when, without violating an express
term of the agreement, one side uses oppressive or
underhanded tactics to deny the other side the fruits of the
parties' bargain. The Court, of course, may not substitute its
notions of fairness for the terms of the agreement reached by
the parties. Indeed, the implied covenant may only be

"*Am.Compl. I 11.
45Palese, 2006 WL 1875915, at *5 (internal quotation and citation omitted).
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invoked where it is clear from what was expressly agreed
upon that the parties who negotiated the express terms of the
contract would have agreed to proscribe the act later
complained of as a breach of their agreement had they thought
to negotiate with respect to that matter. Where the subject at
issue is expressly covered by the contract, the implied duty to
perform in good faith does not come into play. Finally,
imposing an obligation on a contracting party through the
covenant of good faith and fair dealing is a cautious enterprise
and instances should be rare.46
This is not one of those rare instances. The Agreements explicitly
prohibit SVS from paying dividends. The prohibition may be waived if
Investors holding two-thirds of the shares consent, but, each Investor,
including ReliaStar, has an unqualified right to waive or to refrain from
waiving SVS's otherwise absolute duty not to pay a dividend. Contrary to
SVS's assertion, the covenant of good faith and fair dealing does not
impose upon an Investor the obligation to waive the contractual prohibition
against the payment of dividends unless the Investor has a reasonable basis
for withholding the waiver.
The facts alleged (and the favorable inferences that could be drawn
them)
would not support a finding that an Investor's withholding of a
from
waiver is implicitly limited by a condition that the waiver may not
unreasonably be withheld, especially in light of the parties' sophisticated
nature. "A court should not read a reasonableness requirement into a
contract entered into by two sophisticated parties. It is imperative that
contracting parties know that a court will enforce a contract's clear terms
and will not judicially alter47their bargain, so courts do not trump the
freedom of contract lightly. ,
Moreover, the Agreements suggest that a reasonableness requirement
was deliberately omitted. It cannot reasonably be inferred that the parties
"would have agreed to proscribe the act later complained of as a breach of
48
their agreement had they thought to negotiate with respect to that matter,
because, in a similar (though unrelated) provision of the Agreements, the
Investor's discretion to consent to a particular corporate act is expressly
subject to a reasonableness requirement. For example, Section 8.1
(Limitation on Indebtedness) states:

'Frontier Oil Corp. v. Holly Corp., 2005 WL 1039027, at *28 (Del. Ch. Apr. 29, 2005)
(emphasis added) (internal quotations and citations omitted).
4
TGildor v. OpticalSolutions, Inc., 2006 WL 1596678, at *7 n. 17 (Del. Ch. June 5, 2006)
(applying summary judgment standard).
"Frontier Oil Corp., 2005 WL 1039027, at *28.
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The Company agrees not to incur or permit any Subsidiary to
incur any indebtedness for borrowed money outstanding at
any one time in excess of $25,000 without the consent of the
Investors; provided however, that the Investors shall not
unreasonably withhold consent to the incurrence of
indebtedness for borrowed money necessary in order for the
Company to secure reinsurance revenues.4 9
Even in the "plaintiff friendly" context of a motion to dismiss, the only
rational or reasonable inference is that had the parties intended to place a
similar limitation on the Investor's discretion with regard to the payment of
dividends, similar language would have been employed."
It is the duty of the court to construe agreements as they are
made by the parties and to give to language that is clear,
simple and unambiguous the force and effect which the
language clearly demands. The court may not, in the guise of
interpreting the contract, make for the parties a better
agreement than they themselves have been satisfied to make
by affording to a party a measure of protection which the
contract does not cover.5
The Agreements might be better if the condition sought by SVS to restrict
ReliaStar's discretion to refuse to waive the dividend prohibition had been
imposed by the Court. It is not, however, the role of the Court to modify
for that reason the terms of an agreement, one apparently carefully prepared
by drafters with the demonstrated ability to impose such a limitation when
it was intended.
Accordingly, the Amended Complaint also fails to state a claim with
respect to the implied covenant of good faith and fair dealing.

4

gDef.'s OB at Ex. B, Stock Purchase Agreement, Sept. 12, 1996 § 8.1 (emphasis added);
Def.'s OB at Ex. C, Stock Purchase Agreement, Nov. 6, 1997 § 8.1 (emphasis added). This
section of the Agreements was not discussed in the Amended Complaint. However, because other

provisions of the Agreements were referenced in detail in the Amended Complaint (and, indeed,
the Agreements form the very heart of this dispute), the Court may consider the Agreements in
their entirety; the analysis ought not be limited to only those provisions proffered by SVS.
Hughes, 897 A.2d at 169.
5
Significantly, the "not to be unreasonably withheld" proviso in Section 8.1 does not
apply to all borrowing; instead, the proviso is applicable only to borrowing for a specific purpose.
5
Palese, 2006 WL 1875915, at * 4.
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V. CONCLUSION
For the foregoing reasons, the Amended Complaint will be dismissed
under Court of Chancery Rule 12(b)(6). 52 An implementing order will be
entered.

52

With the conclusion that the Amended Complaint does not state a claim for breach of
fiduciary duty or for breach of the implied covenant, it follows that SVS is not entitled to a
declaration that it may pay dividends notwithstanding the unambiguous terms of the Agreements
and the absence of consent by ReliaStar.

