+(,121/,1(
Citation: 40 Del. J. Corp. L. 1065 2015-2016

Content downloaded/printed from HeinOnline
Thu Nov 10 16:10:06 2016
-- Your use of this HeinOnline PDF indicates your acceptance
of HeinOnline's Terms and Conditions of the license
agreement available at http://heinonline.org/HOL/License
-- The search text of this PDF is generated from
uncorrected OCR text.
-- To obtain permission to use this article beyond the scope
of your HeinOnline license, please use:
Copyright Information

Unreported Cases
INTRODUCTION

UNREPORTED CASES is a continuing feature of the DELAWARE
JOURNAL OF CORPORATE LAW. Select unreported cases of a corporate
nature that have not been published by a reporter system are included.
The court's opinions and memorandum opinions are printed in their
entirety, exactly as received.
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DONALD L. BLANKENSHIP
V.

ALPHA APPALACHIA HOLDINGS, INC., f/k/a MASSEY ENERGY
COMPANY and ALPHA NATURAL RESOURCES, INC.
In the Court of Chancery of the State of Delaware

C.A. No. 106 1O-CB
MEMORANDUM OPINION
Date Submitted: May 14, 2015
Date Decided: May 28, 2015
Daniel B. Rath, K. Tyler O'Connell and Travis J. Ferguson of LANDIS
RATH & COBB LLP, Wilmington, Delaware; Graeme W. Bush and

Andrew N. Goldfarb of ZUCKERMAN SPAEDER LLP, Washington,
D.C.; Attorneysfor Plaintiff
Donald J. Wolfe, Jr., Matthew E. Fischer and Jacqueline A. Rogers of

POTTER ANDERSON & CORROON LLP, Wilmington, Delaware;
Mitchell A. Lowenthal, Lev L. Dassin, Victor L. Hou and Marla A.

&

Decker of CLEARY GOTTLIEB STEEN & HAMILTON LLP, New
York, New York; William S. Ohlemeyer of BOIES, SCHILLER
FLEXNER LLP, Armonk, New York; Attorneysfor Defendants.

BOUCHARD, Chancellor.
I. INTRODUCTION
This advancement action involves some unusual facts but an all
too common scenario: the termination of mandatory advancement to a
former director and officer when trial is approaching and it is needed
most.
Plaintiff Donald L. Blankenship is the former Chief Executive
Officer and Chairman of Massey Energy Company, which is now known
as Alpha Appalachia Holdings, Inc. ("Massey"). Blankenship held those
positions when there was a tragic explosion at a Massey subsidiary's coal

mine in West Virginia in April 2010, killing 29 miners. In June 2011,
after Blankenship had retired from Massey, Alpha Natural Resources,
Inc. ("Alpha") acquired Massey. For several years after the explosion,
Massey and Alpha (together, the "Defendants") honored Blankenship's
rights to advancement and paid his legal expenses relating to various
1069
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civil proceedings and a federal criminal investigation that had been
launched as a result of the explosion.
On November 13, 2014, the United States Attorney for the
Southern District of West Virginia obtained a four-count criminal
indictment against Blankenship. Blankenship is presently scheduled to
go to trial on July 13, 2015.
In the wake of the indictment, Alpha stopped paying Blankenship's
legal fees. Alpha management, with approval from Alpha's board of
directors, then initiated a process to review the company's
indemnification and advancement obligations to Blankenship. Alpha
focused on an unusual undertaking Blankenship had signed in April 2011
(the "Undertaking"), which states, in relevant part, that Massey's
indemnification and advancement obligations to Blankenship are
"contingent upon [certain] factual representations and undertakings,"
including a representation that, in performing his duties as a director and
officer of Massey, Blankenship "had no reasonable cause to believe that
[his] conduct was ever unlawful." In late January 2015, after a process
described below, Philip Cavatoni, an Alpha officer and Massey director,
determined that Blankenship had breached that representation (the
"Determination"). Based on the Determination, Alpha asserts that
Blankenship is no longer entitled to advancement of any of his legal
expenses from Massey.
On February 5, 2015, Blankenship filed this action seeking
advancement of his unpaid legal expenses under, among other sources,
the terms of Massey's October 2010 Amended and Restated Certificate of
Incorporation (the "Charter") and an Agreement and Plan of Merger
between Massey and Alpha (the "Merger Agreement"). Most of these
unpaid legal expenses were incurred in connection with the criminal
proceeding to which Blankenship was made a party in November 2014
as a result of the indictment.
In this post-trial opinion, I conclude that the Undertaking cannot
reasonably be interpreted in the manner advocated by Defendants and
that the Determination thus did not provide a valid basis for Defendants
to terminate Blankenship's advancement rights under Massey's Charter. I
also conclude that Blankenship is entitled to advancement from Alpha as
well as Massey for the legal expenses he has incurred in connection with
the criminal proceeding under the unambiguous terms of the Merger
Agreement.
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II. BACKGROUND

These are the facts as I find them based on the documentary
evidence and testimony of record.'
A. The Parties
Plaintiff Donald L. Blankenship is the former Chief Executive
Officer and Chairman of the board of directors of Massey Energy
Company.
Defendant Alpha Appalachia Holdings, Inc., formerly known as
Massey Energy Company, is a Delaware corporation engaged in the coal
mining business. Massey is currently a wholly owned subsidiary of
Alpha Natural Resources, Inc.
Defendant Alpha Natural Resources, Inc., a Delaware corporation
based in Linthicum Heights, Maryland, also is in the coal mining
business.
B. The Explosion at Massey's Upper Big Branch Mine
In April 2010, an explosion occurred at the Upper Big Branch
("UBB")
mine
operated
by Performance
Coal
Company
("Performance"), a Massey subsidiary, killing 29 miners. Shortly after
the UBB explosion, the United States Attorney's Office for the Southern
District of West Virginia (the "U.S. Attorney") commenced an
investigation into the underlying facts and circumstances of the
explosion.2
C. Blankenship Engages Zuckerman Spaeder LLP
In June 2010, William W. Taylor, III, a partner at the law firm of
Zuckerman Spaeder LLP ("Zuckerman Spaeder"), sent a letter to
Blankenship (the "Engagement Letter") to confirm the terms and
conditions under which Zuckerman Spaeder would "represent [him] in
connection with investigations resulting from the Upper Big Branch
mine explosion, and related matters if requested to undertake them."3
According to Taylor, the Engagement Letter is part of Zuckerman
'By stipulation, deposition testimony is part of the trial record. Pre-Trial Stip. and
Order ("Pre-Trial Stip.") ¶ 6(4).
Id. 1 2(19).
3
JX 21 (Engagement Letter) at DBDELOO09.
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Spaeder's standard practice with clients, "particularly when there will be
third-party defendant payment by a company or some other third-party
defendant for an individual client." 4
The Engagement Letter sets forth Massey's commitment to pay
Blankenship's legal fees on a timely basis, as follows:
Massey Energy Company agrees to pay all fees and
expenses incurred within thirty days of the date of any
invoice. Any outstanding balances that are not paid when
due will accrue a service charge at the rate of twelve (12)
percent per annum (one percent (1%) per month) from the
due date until paid, in order to offset the costs of carrying
any overdue amount.
The Engagement Letter does not refer to Blankenship's indemnification
rights under Massey's Charter or to the need for an undertaking to obtain
advancement of his legal fees. Blankenship and Shane Harvey, thenGeneral Counsel of Massey, both signed the Engagement Letter as
"SEEN and AGREED." 6 Before executing the document, Blankenship
asked Harvey if it was "OK" to sign it.7 Blankenship put no pressure on
Harvey to decide whether the Engagement Letter was acceptable.8
Taylor testified that the Engagement Letter reflects Massey's
unconditional promise to pay Blankenship's legal fees.9 Blankenship, by
contrast, acknowledged that he did not think that the Engagement Letter
"enhanced" his advancement rights.' 0
D. Blankenship Retiresfrom Massey
On December 3, 2010, Blankenship entered into a Retirement
Agreement with Massey by which he would retire as CEO and Chairman
The retirement was "not entirely
effective December 31, 2010.11
voluntary."' 2 Paragraph 12 of the Retirement Agreement, entitled
"Indemnity Obligations," sets forth Massey's agreement to maintain its

4

Trial Tr. ("Tr.") 12 (Taylor).
5JX 21 (Engagement Letter) at DBDELOO10.
6Id. at DBDEL0011.
7
JX 20B (Email from Don L. Blankenship to Shane Harvey (June 3, 2010)).
8
Tr. 67 (Blankenship).
9
1d. 28, 59 (Taylor).
'old. 77-78 (Blankenship); Blankenship Dep. 48-49.
"JX 25 (Retirement Agreement).
2

1

Tr. 23 (Taylor).
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then-existing
Blankenship:

indemnification

and

advancement

obligations

to

The Company [i.e., Massey] agrees to maintain and adhere
to all its obligations to indemnify you and advance your
legal fees in accordance with the terms and conditions set
forth in the Company's Certificate of Incorporation and any
written indemnity agreements existing and in force as of
your Retirement Date, or as otherwise imposed by law, for
so long as those agreements or legal obligations require.13
Taylor, who represented Blankenship in connection with his retirement
from Massey and negotiated the Retirement Agreement, testified that the
language in Paragraph 12 likely was in the draft when he received it and
was not controversial. He also believed the phrase "written indemnity
agreements" referred to the Engagement Letter.' 4 Admiral Bobby R.
Inman, Massey's lead independent director at the time, executed the
Retirement Agreement on behalf of Massey.15
E. Massey Enters Into a MergerAgreement with Alpha
In approximately May 2010, after the UBB explosion, Alpha
began to explore a potential acquisition of Massey. Alpha retained
Cleary Gottlieb Steen & Hamilton LLP ("Cleary Gottlieb") as its legal
advisor in connection with that transaction. Cleary Gottlieb remained
Alpha's outside counsel throughout that process and in connection with
the events that gave rise to this action.
On January 28, 2011, Massey and Alpha entered into the Merger
Agreement,1 6 under which Alpha would acquire Massey in a cash-andstock transaction. Section 5.05 of the Merger Agreement sets forth the
respective obligations of Massey and Alpha to the defined "Indemnified
Parties," which include Blankenship as a former director and officer of
Massey.
The merger was the subject of a preliminary injunction application
in In re Massey Energy Co. Derivative and Class Action Litigation.17 In
brief, Massey stockholders argued that the board did not obtain adequate
"JX 25 (Retirement Agreement) at
4

¶ 12.

Tr. 22-23 (Taylor).

15JX 25 (Retirement Agreement) at DBDELOO35.
'6JX 26 (Merger Agreement).

'72011 WL 2176479 (Del. Ch. May 31, 2011).
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value from Alpha for certain derivative claims relating to the company's
mine safety policies and procedures.' 8 As discussed below, the Court
considered Alpha's indemnification obligations to Blankenship under the
Merger Agreement as part of its analysis. Ultimately, for reasons not
relevant to this action, then-Vice Chancellor Strine denied the
preliminary injunction motion, and the case remains pending before the
Court.
On June 1, 2011, Alpha completed its acquisition of Massey,
which is now a wholly owned subsidiary of Alpha.
F. The Undertaking
On June 14, 2010, about six months before his retirement,
Blankenship executed an undertaking to obtain advancement from
Massey of his legal expenses incurred in connection with legal
proceedings relating to Massey's compliance with environmental and
safety regulations.1 9 The June 2010 undertaking is not at issue in this
action.
On March 29, 2011, after the Merger Agreement was signed but
before the transaction closed, Stephanie Ojeda, Senior Corporate Counsel
of Massey, sent a new proposed undertaking (as defined above, the
"Undertaking") to Taylor at Zuckerman Spaeder. 20 In a cover letter,
8
1 See id. at *9 ("In broad strokes, the Derivative Claims rest on allegations that certain
current and former directors and officers of Massey breached their fiduciary duties during the
period from May 21, 2008 to the present by (i) 'chronically disregarding mining safety
regulations and incurring nearly $27 million in assessed violations by the [MSHA], comprising
a material portion of its net income in any given year; and (ii) consistently failing to
adequately address poor safety conditions of its mines[.]' ").
' 9 The June 2010 undertaking states, in relevant part:
By signing this letter, I agree to the following terms:
1. The advancement of legal expenses will be made under
Article NINETEENTH of the Company's [i.e., Massey's]
Certificate of Incorporation, which provides indemnification
to its directors and officers to the fullest extent authorized by
the Delaware General Corporation Law, and the Company
may cease advancing legal expenses on my behalf at any time
if the Company determines that I am not otherwise entitled to
the advancement of legal expenses under such Article[.]
2. I will repay to the Company all legal expenses paid on
my behalf if it is ultimately determined that I am not entitled
to be indemnified by the Company for such expenses under
the Certificate of Incorporation of the Company, the
Delaware General Corporation Law, or any other law
regulation.
JX 22 (Undertaking from Donald Blankenship to Massey Energy Company (June 14, 2010)).
2oJX 27 (Letter from Stephanie Ojeda to Bill Taylor (Mar. 29, 2011)). Ojeda testified
she thought someone else drafted the cover letter, but she was not sure. Ojeda Dep. 39.
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Ojeda explained that Massey remained committed to its indemnification
obligations to Blankenship (and other employees of Massey) and that the
enclosed Undertaking "clarifies" the relationship between Massey and
Blankenship:
In light of the impending merger, I write to address
the legal representation you are providing to employees of
Massey and its affiliated entities in relation to ongoing
government investigations of the April 5, 2010 accident at
Upper Big Branch. The Company remains committed to
providing appropriate assistance with the legal defense of its
individual
employees
in
connection with those
investigations and, accordingly, will continue to do so after
the merger with Alpha is finalized.
In the meantime, I ask that each represented
individual sign the attached undertaking, which clarrifes the
relationship between Massey and your client(s) with respect
to their legal representation in this matter and payment
therefor. Please review the attached undertaking with your
client(s) and return the signed form(s) to my attention.
I appreciate your service on behalf of Massey's valued
members.
Please contact me at [redacted] if you have any
questions regarding this letter or the attached undertaking.21
Other than this cover letter, there are no written communications in the
record concerning the meaning of the Undertaking.
The provision at the end of the first paragraph of the Undertaking
states that Massey's indemnification and advancement obligations are
"contingent upon" three enumerated "factual representations and
undertakings." I refer to that provision as the "Contingency Provision."
The legal effect of the factual representation in the second enumerated
paragraph is a critical issue in this case. I refer to that representation as
the "Reasonable Cause Representation." The last paragraph of the
Undertaking states explicitly that Massey shall not be obligated to
advance further expenses to Blankenship in two specified circumstances.
I refer to that provision as the "Termination Provision." The entire text
of the Undertaking is quoted below:

21JX

27 at 1 (emphasis added).

1076

DELAWARE JOURNAL OF CORPORATE LAW

VOL. 40

I, Donald L. Blankenship, have retained counsel to
represent me in connection with a federal criminal grand
jury investigation conducted by the Office of the United
States Attorney for the Southern District of West Virginia
and agents of the Federal Bureau of Investigation and
Federal Mine Safety and Health Administration, as well as
in connection with any concurrent or other proceedings
relating to Performance Coal Company ("Performance"),
Massey Energy Company ("Massey"), Massey Coal
Services, Inc. ("MCS"), and any affiliates or certain officers,
employees or other persons associated with these entities. It
is my understanding that Massey will indemnify me and/or
advance on my behalf the fees and costs associated with
this representation, contingent upon the following factual
representations and undertakings, which I hereby make
and declare to be true [as defined above, the "Contingency
Provision"]:
1.
In the performance of my actions as an officer,
director, employee, or consultant of Massey and/or any of
its affiliates and subsidiaries, including but not limited to
MCS, I acted in good faith and in a manner that I reasonably
believed to be consistent with the best interests of Massey
and its affiliates and subsidiaries;
2.
In the performance of my actions as an officer,
director, employee, and consultant of Massey and/or any of
its affiliates and subsidiaries, including but not limited to
MCS, I had no reasonable cause to believe that my
conduct was ever unlawful [as defined above, the
"Reasonable Cause Representation"]; and
3.
If it shall ultimately be determined that I am not
entitled to the indemnification described above and in any
applicable Agreement for Indemnification, consistent with
governing laws, I hereby agree to repay Massey any sums
that Massey has expended on my behalf for indemnification
or advancement.
I further understand that, in any event, Massey,
Performance, and/or MCS shall not be obligated to
indemnify me or advance further fees and costs on my
behalf if: (i) I should enter a plea of guilty, or be found
guilty by a court or jury, on any criminal charge related to
my actions as an officer, director, employee, and consultant
of Massey and/or any of its affiliates and subsidiaries,
including but not limited to MCS, or otherwise relating to
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the subject matter of the above-described criminal
investigation; or (ii) Massey, Performance, and/or MCS
otherwise determines that I am not entitled to
indemnification under governing laws [as defined above, the
"Termination Provision"] .22
The Undertaking refers to two entities (Performance and MCS) in
addition to Massey that were not mentioned in the June 2010
undertaking. Before his retirement, Blankenship held various positions
at Performance and MCS, both of which are West Virginia
23
corporations.
Taylor, on behalf of
Massey drafted the Undertaking. 2 4
Blankenship, did not have any discussions with Ojeda or anyone else at
Massey about the Undertaking, nor did he suggest any changes to the
document. 25 Ojeda, who did not appear at trial, testified in deposition
that she understood the Undertaking to be "just confirmation of a duty or
obligation with respect to indemnifying and advancing fees. The
obligation had already been established[.]" 26 When asked what she
meant by "the obligation had already been established," Ojeda explained,
"That the company [i.e., Massey] had already agreed to indemnify and
advance fees, and it [i.e., the Undertaking] was just a restatement of that,
after the announcement of the merger agreement." 2 7
Taylor likely discussed the Undertaking with another partner at his
firm, but he did not "conduct an elaborate legal analysis" 2 8 even though
he acknowledged at trial that the Undertaking was unlike any he has seen
in his four decades of practice.29 Zuckerman Spaeder's billing records
reflect that about one hour of attorney time in total was devoted to
reviewing the Undertaking. 30 Afterwards, Taylor offered advice to
Blankenship about it, most likely via a letter dated April 11, 2011.31
22JX 28 (Undertaking) at ANR AAR-00000442-43 (emphasis added).
23See, e.g., Defs.' Ans. Br. Ex. B (Articles of Incorporation of Massey Coal Services,
Inc.); Defs.' Ans. Br. Ex. D (Articles of Incorporation of Performance Coal Company).
Because Blankenship is not seeking relief from those entities, which are not parties to this
litigation, I do not address their advancement obligations to him under West Virginia law.
24Taylor

Dep. 39-40.

"Tr. 45, 49-50 (Taylor).
26

Ojeda Dep. 32.
"Id. 33.
28Tr.
25, 61 (Taylor).
29
1d. 46 (Taylor).
30
1d. 62 (Taylor).
31
1d. 49-50 (Taylor); id. 89-90 (Blankenship); JX 52 (Pl's Privilege Log). Privilege
was asserted with respect to any advice Taylor or Zuckerman Spaeder gave Blankenship
concerning the Undertaking. Tr. 60-61; JX 52 (PI.'s Privilege Log).
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Taylor testified that, although he could not recall specifically what he
thought at the time, he was "confident that [he] did not believe that [the
Undertaking] modified or changed Mr. Blankenship's rights to
advancement in any respect" and that he "would not have acquiesced in
[Blankenship's] signing it had [he] believed that."3 2
Blankenship was sure that he and Taylor would have
communicated about the Undertaking before he signed it, but he could
not recall any specific conversations they may have had. 3 Blankenship
further testified that, when he received the Undertaking, no one at
Massey had ever informed him that he was in breach of the Retirement
Agreement or that Massey wanted to modify any provision of the
Retirement Agreement, 34 Section 12 of which (quoted above) required
Massey to maintain its then-existing indemnification and advancement
obligations to Blankenship.
On April 12, 2011, Blankenship executed the Undertaking. By
letter dated April 21, 2011, the executed Undertaking was sent to
Massey.s
G. Massey and Alpha Advance Blankenship's Legal Fees
As it had before the merger, Zuckerman Spaeder continued to
submit invoices for its representation of Blankenship to Massey after the
merger. In 2012, likely at the request of someone at Massey, Zuckerman
Spaeder began submitting invoices to Alpha.36 When this change
happened is not clear. Taylor did not pay attention to who paid the
invoices. As long as they were paid, it "didn't matter" to him who paid
them."
In its invoices, Zuckerman Spaeder listed the total expenses
incurred as well as a summary of the legal fees incurred by attorney,
number of hours, and hourly rate without any details as to the specific
services rendered during the billing period.38 This arrangement was
consistent with the Engagement Letter, which provides that invoices
submitted to Massey would "not contain an itemization of ... time and
32

Tr. 25-26 (Taylor).
89-90 (Blankenship).
Id. 72-73 (Blankenship).

33
Id.
34

'JX 28 (Letter from William W. Taylor, III to Shane Harvey (Apr. 21, 2011)) at
ANR AAR-00000441.
36
J X 23 (Letter from William W. Taylor, III to Stephanie Ojeda of Massey (Aug. 31,
2010)); JX 34 (Letter from William W. Taylor, III to Vaughn Groves of Alpha (Mar. 1,

2012)).
2 Tr. 17, 20 (Taylor).
3
1JX 57 at 2-15.
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expenses but will show a summary of hours and fees" to "avoid
disclosure of privileged information and possible waiver of the attorney
client privilege."39
At times, upon a request by Alpha, Zuckerman Spaeder sent copies
of invoices containing time detail that were heavily redacted to
"obliterate[] anything that was substantive about the nature of our
work."4 0 According to Taylor, the substantial redactions complied with
the Engagement Letter and were necessary because Alpha had entered
into a cooperation agreement with the United States Department of
Justice.41 Massey and/or Alpha paid Zuckerman Spaeder's invoices until
November 2014.42
H. The Indictment and CriminalProceeding
On November 13, 2014, a federal grand jury handed down the
Indictment in the United States District Court for the Southern District of
West Virginia in a proceeding captioned United States v. Blankenship,
No. 5:14-cr-00244 (the "Criminal Proceeding"). 4 3 The Indictment
charged Blankenship with (i) conspiracy to willfully violate mandatory
mine safety and health standards; (ii) conspiracy to defraud the United
States by concealing mine safety violations; (iii) making false statements
to the U.S. Securities and Exchange Commission; and (iv) securities
fraud by making false public statements.4 Defendants have stipulated
that the Indictment charges Blankenship with crimes by reason of the
fact that he was an officer and director of Massey.45
Blankenship retained Zuckerman Spaeder, his counsel during the
U.S. Attorney's investigation, to conduct his defense in the Criminal
Proceeding. Zuckerman Spaeder retained counsel in West Virginia to
46
assist in the representation.

39

JX 21 (Engagement Letter) at DBDELOO10.
Tr. 20 (Taylor).
1d. 19-20 (Taylor).
42
Pre-Trial Stip. ¶ (2)28.
43
JX 39 (Indictment).
"Id. at 34-43. On March 10, 2015, a three-count Superseding Indictment was filed
charging Blankenship with (i) conspiracy to willfully violate mandatory mine safety and health
standards; (ii) making false statements to the SEC; and (iii) securities fraud. JX 54
40

41

(Superseding Indictment) at 34-41.
45Pre-Trial Stip.
4Id

¶ 2(2).

1 2(23). The unpaid invoices include fees and expenses Blankenship's West
-

Virginia counsel incurred in the Criminal Proceeding. JX 57 (Chart, Donald L. Blankenship
Outstanding Legal Expenses) at 1.
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I. Alpha Management Reviews Blankenship'sAdvancement Rights
On November 19, 2014, on the second day of a two-day Alpha
board meeting, Clearly Gottlieb "apprised the Board of recent events
pertaining to the pending criminal investigation [of Blankenship] related
to the Upper Big Branch explosion," 47 which included summarizing the
Indictment and broadly discussing Blankenship's advancement rights.48
Richard Verheij, Alpha's General Counsel, attended Cleary Gottlieb's
presentation. Privilege has been asserted over the legal advice Cleary
Gottlieb provided to Alpha.
After this board meeting, Verheij, who had joined Alpha only a
few months earlier in August 2014,49 "undertook to educate [him]self as
to the nature of the company's obligation" to advance Blankenship's legal
fees.50 Verheij worked with Cleary Gottlieb to identify and review
relevant documentation on this issue.5 In connection with investigating
potential derivative claims against Blankenship and other individuals on
behalf of Alpha and representing Alpha in other proceedings arising out
of the UBB explosion, Cleary Gottlieb had reviewed millions of
Massey's internal documents and hundreds of audiotapes secretly
recorded by Blankenship.52
Verheij's self-appointed inquiry was "whether there was a factual
basis to review whether the company had a continuing obligation to
advance fees to Mr. Blankenship."53 He focused on any and all
documents and audiotapes-or, more accurately, excerpts from
documents and audiotapes-relevant to the factual representations in the
Undertaking. Many of the documents Verheij and Cleary Gottlieb
reviewed were not produced in this litigation on privilege grounds. 54
While Verheij was compiling a list of potentially probative
statements that Blankenship had made in writing or on tape, there were
informal conversations among senior Alpha management about initiating
a more official process to evaluate the Undertaking and the possibility of
terminating Blankenship's advancement rights.ss As one senior executive
47

JX 40 (Alpha Natural Resources, Inc., Meeting of the Board of Directors (Nov. 18-

19, 20142) at ANR AAR-00000632.
8
Pre-Trial Stip. ¶ 2(33).
49Id ¶ 2(34).
5
oTr. 292 (Verheij).
"Id. 292-93 (Verheij).
52

Id. 119-22 (Hou).

There are approximately 1800 to 1900 audio recordings that

Blankenship made from three recording devices installed in his office, which Alpha and Cleary
Gottlieb learned about after the merger closed. Id.
53
Id. 294 (Verheij).
54

1d. 143-44 (Hou).

5Id. 228-29 (Cavatoni).
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put it, "it was management's decision to - to entertain, evaluate and make
whatever the appropriate decision was."56 According to Verheij, this is
how Alpha handled most litigation decisions.57 Although it was within
management's purview to make a decision on Blankenship's
advancement rights, senior management nevertheless decided to consult
the Massey Litigation Advisory Committee (the "MLAC"), a committee
of the Alpha board established to advise the board with respect to legacy
Massey litigation matters, 58 and the full board.559
On December 11, 2014, Verheij sent to Kevin Crutchfield, Alpha's
Chief Executive Officer and Chairman, a memorandum entitled
"Advancement of Blankenship Attorney Fees and Related Expenses" (the
"Verheij Memo").60 Consistent with Alpha's approach throughout this
litigation, the legal advice included in the Verheij Memo relating to
Blankenship's advancement rights was withheld on privilege grounds.
To wit, seven of the twelve pages of the Verhiej Memo are entirely
redacted except for a handful of headings, such as "Arguments with
Respect to Advancement Obligation" and "Advantages and
Disadvantages for Refusing to Make Further Advances." 6' Only the
factual background section is not redacted.
The Verheij Memo contains an "illustrative" list of excerpted
written and recorded statements by Blankenship 62 that, in Verheij's view,
"appeared to be inconsistent with Mr. Blankenship's representation that
he had no reasonable cause to believe that his conduct was ever
unlawful." 63 Verheij selected these excerpts, which are dated from 2008
to 2010, based on materials Cleary Gottlieb provided to him when he
joined Alpha.64 The fact that Blankenship made these statements was
important to Verheij because he thought a "reasonable person could
characterize them as admissions." 6 5 Verheij did not review the entirety
of the underlying documents or the audiotapes from which the excerpts

6
Id.
"Id.
"JX
' 9Tr.

6oJX
61
62

230 (Cavatoni).
301-02 (Verheij).
42 at ANR AAR-00001541; Tr. 299 (Verheij).
231 (Cavatoni).
41 (Verheij Memo).

Id. at ANR AAR-00001528-29, 33-37.
1d. at ANR AAR-00001530-31.

6Tr. 294 (Verheij). Victor Hou of Cleary Gottlieb described these excerpts as "really
by definition meant to be reminders to the MLAC ofthings that they had already seen or heard
about and were not intended to be exhaustive." Id. 142 (Hou).

"Pre-Trial Stip.

¶ 2(35). Much of those materials were not produced in this litigation

on privilege grounds.
6 Verheij Dep. 79.
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66

were taken. Also listed in the Verheij Memo are excerpts from a June
2009 memorandum on Massey's compliance culture prepared by Bill
Ross, a former federal regulator hired by Massey to work on mine safety
issues. 67
On December 13, 2014, two days after the Verheij Memo, Cleary
Gottlieb provided a memorandum (the "Cleary Memo") to the MLAC
that
summarizes the relevant work performed to date by the
[MLAC] to help the Committee evaluate the issue of
whether Don Blankenship is entitled to further advancement
of legal fees under the governing law and his contractual
undertakings about such advancement following Mr.
Blankenship's recent indictment by a grand jury in the
Southern District of West Virginia.68
The Cleary Memo contains three sections: (i) a description and summary
of several formal investigations into the UBB explosion, including the
U.S. Attorney's investigation and the resulting Indictment; (ii) a
summary of the MLAC's investigation into potential derivative claims;
and (iii) a section entitled "Indemnification and Advancement of
Attorneys' Fees." Everything included under this third section, which
spanned roughly two pages, was withheld on privilege grounds.69
Appended to the Cleary Memo as "Appendix A" are the same
excerpts of written statements, audiotape transcriptions, and the June
2009 Bill Ross memorandum that Verheij included in the earlier Verheij
Memo.7 0 The introduction to Appendix A states that the listed excerpts,
though "not intended to be exhaustive of all relevant materials," are
"certain evidence that may bear on Mr. Blankenship's representations in
his April 2011 Undertaking that in the performance of his actions as an
officer and director of Massey he .

. .

had no reasonable cause to believe

his conduct was ever unlawful.""
On December 22, 2014, the MLAC held a telephonic meeting
during which Cleary Gottlieb reviewed the Cleary Memo.72 Verheij was
on the line for this meeting. The MLAC was made aware that Alpha had
"Tr.
311 (Verheij).
67

68JX 41 (Verheij Memo) at ANR AAR-00001530-31; Tr. 150-51 (Hou).

JX 42 (Cleary Memo) at ANR AAR-00001538.
at ANRAAR-00001543-45.
1d. at ANR AAR-00001546-49.

69
Id.
70
71

1d. at ANR AAR-0000 1546.

JX 43 (Alpha Natural Resources, Inc., Telephonic Meeting of the Massey Litigation
Advisory Committee of the Board of Directors (Dec. 22, 2014)) at ANRAAR-00001520-21.
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not paid any of Blankenship's legal fees since the Indictment. After a
discussion, the MLAC members
indicated their support of management's determination that
Mr. Blankenship is not entitled to indemnification under
governing laws and management's proposal not to advance
any further legal fees and expenses on Mr. Blankenship's
behalf and . . . recommended that the matter also be

discussed with the Board.
At this point, Massey management had made no final determination to
stop advancing Blankenship's legal fees. 74
J. The Determinationto Stop Advancing Blankenship's Legal Fees
On January 12, 2015, during a telephonic meeting of the full
Alpha board, Cleary Gottlieb made another presentation concerning
Blankenship's advancement rights. Privilege again was asserted over the
minutes that reflect Cleary Gottlieb's legal advice on this subject. Based
on the minutes that were produced, the Alpha board, like the MLAC, was
supportive of management's approach in evaluating the Undertaking.7 1
Several members of Alpha senior management were on the line for this
meeting, including Verheij and Philip Cavatoni, an Executive Vice
President of Alpha and its Chief Strategy Officer and Treasurer.
After this meeting, Crutchfield and Verheij agreed to designate
Cavatoni to make a "determination" as to whether Massey should cease
advancing Blankenship's legal expenses. Cavatoni was chosen in part
because he held officer positions at each of the three companies (Massey,
Performance and MCS) to which the Undertaking applied. According
to Defendants, he also was chosen because he had a working knowledge
of mine safety regulations by participating in various Alpha committee
meetings on sustainability and he was generally familiar with the facts
and circumstances surrounding the UBB mine explosion and the
"unique" amount of litigation it caused through his involvement in

7Id. at ANR ARR-00001521.
74
Pre-Trial Stip. ¶ 2(37).
1JX 44 (Alpha Natural Resources, Inc., Telephonic Meeting of the Board of Directors
(Jan. 12, 2015)) at ANR AAR-00001523; Tr. 235 (Cavatoni).
76

Pre-Trial Stip.

¶ 2(39).
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managing Alpha's pre-merger diligence and post-merger integration of
Massey.n

Verheij informed Cavatoni of his new responsibility.
There is no
evidence that anyone explicitly told Cavatoni to determine to stop
advancing Blankenship's legal fees. Cavatoni testified that he was open
to the possibility of concluding that Blankenship should continue
receiving advancement.79
Cavatoni considered the merits of this task largely over a
weekend.80 The only document he had in hand to review was the Cleary
Memo and the attached Appendix A.8 He reviewed the Cleary Memo
and Appendix A in a "holistic manner" without relying on "any one
He specifically considered the legal advice
particular" excerpt.82
provided in the Cleary Memo under the heading "Indemnification and
Advancement of Attorneys' Fees," which has been withheld on privilege
grounds.83 The Appendix A excerpts were the focus of Cavatoni's
attention because they "represented . . . Mr. Blankenship's words."8 The
following examples are representative of the excerpts in Appendix A:
*

"We have reached the point in Massey where no [one]
has an Outlook that supports the number[s] that are
given to the Board every quarter. To me, this is an

7Tr. 201-04, 213-15 (Cavatoni); Verheij Dep. 42-46.
Cavatoni also had previously
attended one MLAC meeting, but not the meeting of December 22, 2014, during which Cleary
Gottlieb reviewed the Cleary Memo. Tr. 218 (Cavatoni); JX 43.
78
Tr. 236 (Cavatoni).
79
d. 205-06 (Cavatoni); Cavatoni Dep. 25-26.
80
Tr. 236 (Cavatoni).
"Id. 249 (Cavatoni). Cavatoni did not have the Undertaking in his possession, but he
had previously reviewed it. Id. 250 (Cavatoni). Cavatoni was not familiar with the specifics of
the Indictment. Cavatoni Dep. 68, 70, 86.
82
Tr. 246 (Cavatoni); id. 260 (Cavatoni) ("When I evaluated these statements, I did it
in a holistic manner in the context of the broader question. The focus wasn't a statement-bystatement analysis to try to make my determination. It was part of an evaluation. The
statements are important, but each individual statement of itself, I didn't study it by itself and
use it by itself to make the determination."); Cavatoni Dep. 55-56 ("[T]here's evidence that I
reviewed, particularly with regard to safety, ventilation, roof bolting and other things where, as
well as disclosure issues, where it was, in my judgment, it was evident that there was unlawful,
what was going on was unlawful and that's, a lot of that's based on what was in Appendix A or
those references in Appendix A. . . . [W]hen you evaluate these things and in my position I
have a very good understanding of what is permitted and what isn't permitted with respect to
some of these safety issues and disclosure issues. And when I reviewed this information it was
clear to me that what was going on and referenced here was not in compliance with what it
needed to be in terms of the rules and regulations.").

83
4

Tr. 257-58 (Cavatoni).

Id. 276, 249-50 (Cavatoni); Cavatoni Dep 53-54. He found the June 2009 Bill Ross
memorandum excerpts to be "confirmatory" of the excerpts of Blankenship's statements. Tr.
247 (Cavatoni).
1
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*

*

extremely dangerous violation of Sarbanes Oxley in
achieving control of the assets and making
consensus." (Memo 8/28/2009).
"We seem to be unable to record a single customer
price properly in our outlooks and our budgets. This
raises grave concerns about control of our revenue
(Memo
and violations of Sarbanes Oxley."
10/5/2009).
"UBB could be a lot better than it is..

.

. All of you

engineers think that planning for ventilation in the
year 2015 is more important than survival of today,
and believe me it's not. You need to get low on UBB
and run some coal. We'll worry about ventilation or
other issues at an appropriate time. Now is not the
time." (Memo 4/3/2009).
Cavatoni did not review any of the documents or audiotapes from which
the excerpts were taken, nor did he did ask anyone else at Alpha or
Cleary Gottlieb for additional information about the broader context of
the excerpts. Nonetheless, Cavatoni felt that he had been provided with
sufficient information to reach an informed result.88
On January 29, 2015, Cavatoni had a half-hour phone call with
Verheij and Victor Hou, a partner at Cleary Gottlieb. During the call,
Cavatoni was given the opportunity to ask for additional information, but
he did not do so. Hou read aloud one additional excerpt from an
audiotape transcription of a January 19, 2010, phone call Blankenship
had recorded. 89 The transcript Hou read from on January 29 appears to
have been materially inaccurate. 90
On January 29, after the phone call with Verheij and Hou,
Cavatoni made the Determination that the Reasonable Cause
Representation in the Undertaking was false. Specifically, Cavatoni
determined "[t]hat Mr. Blankenship had reasonable cause to believe his
conduct was unlawful and that [Massey] had the ability to cease advance
42 (Cleary Memo) at ANRAAR-00001546-47.
Tr. 258, 263 (Cavatoni).
"Id. 303 (Verheij); Cavatoni Dep. 84.
"Tr. 205 (Cavatoni).
9
1d. 236 (Cavatoni).
"oThe potentially problematic phrase "rewrite them" appears to have been improperly
transcribed and should have stated "re-rock dust," which would have made the excerpt
innocuous. Id. 155-56 (Hou); JX 18A (audio recording); see generally Pl.'s Pre-Trial Ans. Br.
8JX
6

1

32-34.
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payments [of his legal expenses]." 9'
In reaching this conclusion,
Cavatoni did not identify any specific law or regulation that he
concluded Blankenship had reasonable cause to believe that he
(Blankenship) had violated. 92 Nor did Cavatoni believe that any such
unlawful conduct needed to be based on or related to the allegations of
the Indictment. 93 When I asked Cavatoni at trial to elaborate on the basis
for his Determination, he conceded he could not identify any specific

examples of unlawful conduct by Blankenship and spoke in vague
generalities. 4
In memoranda dated January 29, 2015, Cavatoni documented the
Determination for each of the three entities mentioned in the
Undertaking. Those memoranda state in identical language, except for
the name of the entity, that:

Based on a review of the available information and
consultation with the counsel and the Board of [Massey],
and consultation with the Board and MLAC of its ultimate
parent, [Massey] has (a) determined that Don Blankenship
had reasonable cause to believe that his conduct was
unlawful and (b) accordingly, determined that based on the

April 12, 2011 undertaking executed by Mr. Blankenship,
advances to him of amounts for fees and expenses in respect
of the criminal indictment against him should cease and he
should repay all prior advances in respect of the criminal
matter. 95
Cavatoni did not make any determination on behalf of Alpha. 9 6
On or about January 29, 2015, Cleary Gottlieb orally informed
Zuckerman Spaeder that Massey was considering whether to terminate
advancement of Blankenship's legal fees for the Criminal Proceeding.9 7
Taylor sought to meet with the decision-maker before the decision was
final, but he was not permitted to do so. 9 8 On February 2, 2015, Cleary
Gottlieb emailed Zuckerman Spaeder to state that Massey would not

91
Tr.
9
Id.
9

202 (Cavatoni).
274, 282 (Cavatoni).
1d. 259 (Cavatoni).
94
Id. 280-82 (Cavatoni).
9JX 45 (Memoranda from Philip J. Cavatoni to File (Jan. 29, 2015)).
96

Pre-Trial Stip. ¶ 2(46).
"Id. 1 2(43).

98

Tr. 32 (Taylor). Cavatoni was unaware of this request. Id. 253-54 (Cavatoni).
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advance Blankenship's defense costs incurred in connection with the
Criminal Proceeding.
Since the Determination, Zuckerman Spaeder has continued to
submit invoices to Alpha to pay Blankenship's defense costs. No such
invoices have been paid.1'o
K. Blankenship Demands that Alpha Advance His Legal Fees
On February 18, 2015, after Blankenship initiated this action, his
counsel at Zuckerman Spaeder sent a demand letter to Cleary Gottlieb
requesting that Alpha advance Blankenship's defense costs incurred in
connection with the Criminal Proceeding under Section 5.05(b) of the
Merger Agreement.10' A form of undertaking was enclosed with this
letter. On February 27, 2015, Blankenship sent to Alpha an executed
undertaking in the same form (the "Alpha Undertaking").1 02
On March 2, 2015, Alpha rejected Blankenship's demand to
advance his defense costs. The letter from Cleary Gottlieb stated, in
relevant part:
As you know, Blankenship has previously demanded
advancement for such fees and costs, and executed an
undertaking on April 12, 2011. Accordingly, advancement
of fees and costs in relation to this matter is subject to the
April 2011 undertaking and Alpha has no obligation to
advance such fees and costs.
Alpha welcomes the opportunity to address this
matter more fully in Delaware Chancery Court. 03
As of April 1, 2015, the date of the Pre-Trial Stipulation and
Order in this action, Blankenship sought advancement of $5,808,885.64
in unpaid defense costs incurred in connection with the U.S. Attorney's
investigation and the Criminal Proceeding.'0

"Pre-Trial Stip. ¶ 2(44).
1
"Id. ¶ 2(29).
01
JX 47 (Letter from Graeme W. Bush of Zuckerman Spaeder to Victor Hou of
Cleary Gottlieb (Feb. 18, 2015)).
'o 2JX 48 (Alpha Undertaking).
'sJX 49 (Letter from Victor L. Hou of Cleary Gottlieb to Graeme W. Bush of
Zuckerman Spaeder (Mar. 2, 2015)).
'JX 57 (Zuckerman Spaeder invoices dated Dec. 31, 2014, Jan. 21, 2015, Feb. 26,
2015, and Mar. 12, 2015).

1088

DELAWARE JOURNAL OF CORPORATE LAW

VOL. 40

L. ProceduralHistory
On February 5, 2015, Blankenship filed the Complaint seeking
advancement from Defendants. The Complaint asserts four counts for
relief: (i) advancement under 8 Del. C. § 145 and Massey's Charter
(Count I); (ii) advancement under the Engagement Letter (Count II); (iii)
advancement under the Merger Agreement (Count III); and (iv)
reimbursement of fees and expenses incurred in connection with this
action (Count IV). On February 24, 2015, Defendants filed their Answer.
Discovery ensued.
On March 12, 2015, for reasons explained in a bench ruling of that
date, I entered a protective order providing, in part, that "Defendants
shall not be permitted to introduce evidence at trial concerning the
factual or legal merits of the Criminal Proceeding except any such
evidence as possessed or considered by Defendants in connection with
making the Determination." 0 5 On April 8, 2015, a one-day trial was
held. On May 12, 2015, I heard post-trial oral argument. On May 14,
2015, the parties completed supplemental briefing on the issue of judicial
estoppel.
III. LEGAL ANALYSIS

A. The Parties'Contentions ConcerningMassey's Advancement
Obligations Under its Charter
In Count I of the Complaint, Blankenship seeks advancement from
Massey of his legal expenses relating to the investigation that led to the
Indictment and his defense of the Criminal Proceeding under the
Delaware General Corporation Law and Massey's October 2010
Amended and Restated Certificate of Incorporation (as defined above,
the "Charter").' 06 Under 8 Del. C. § 145(e), a corporation may advance
"[e]xpenses (including attorneys' fees) incurred by an officer or director
in defending any . . . action, suit or proceeding . . in advance of the final
disposition of such action, suit or proceeding upon receipt of an
undertaking by or on behalf of such director or officer to repay such
amount if it shall ultimately be determined that such person is not
entitled to be indemnified by the corporation." As to former directors
and officers, the default rule in the statute is that "[s]uch expenses
05

Order Granting Pl.'s Mot. for a Protective Order 13 (Mar. 12, 2015).
Massey's October 2010 Certificate of Incorporation contained the same language
regarding advancement for officers and directors as its Certificate of Incorporation that was in
force from November 2000 to October 5, 2010. Pre-Trial Stip.¶ 2(7); JX 1.
06
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(including attorneys' fees) incurred by former directors and officers . .
may be so paid upon such terms and conditions, if any, as the corporation
deems appropriate."' 0
Article Fifteenth of the Charter provides mandatory
indemnification and advancement rights for a former Massey director or
officer who becomes a party to a legal proceeding by reason of the fact
that he or she was a director or officer of Massey:
Each person who was or is made a party or is
threatened to be made a party to or is involved in any action,
suit or proceeding, whether civil, criminal, administrative or
investigative (hereinafter a "proceeding"), by reason of the
fact that he or she . . . is or was a director or officer of the

Corporation ... shall be indemnified and held harmless by
the Corporation to the fullest extent authorized by the
Delaware General Corporation Law . . . against all

)

expense, liability and loss (including attorneys' fees ...
reasonably incurred or suffered by such person in
connection therewith and such indemnification shall
continue as to a person who has ceased to be a director, [or]
officer[.] ...

The right to indemnification conferred in this

Article shall be a contract right and shall include the right
to be paid by the Corporation the expenses incurred in
defending any such proceeding in advance of its final
disposition; provided, however, that, if the Delaware
General Corporation Law requires, the payment of such
expenses incurred by a director or officer in his or her
capacity as a director or officer . . . in advance of the final

disposition of a proceeding, shall be made only upon
delivery to the Corporation of an undertaking, by or on
behalf of such director or officer, to repay all amounts so
advanced if it shall ultimately be determined that such
director or officer is not entitled to be indemnified under this
Article or otherwise.108
Defendants admit that Blankenship has been charged with crimes
in the Criminal Proceeding by reason of the fact that he was a director
and officer of Massey and certain affiliated companies.' 0 9 Defendants,
1078

Del. C. § 145(e).

'osJX 24 (Charter) at Art. Fifteenth.
'""Pre-Trial Stip. 12(2).

1090

DELAWARE JOURNAL OF CORPORATE LAW

VOL. 40

who had been advancing Blankenship's legal expenses in connection the
U.S. Attorney's investigation before the Indictment, have further
acknowledged throughout this case that Blankenship would be entitled to
advancement under the Charter for the Criminal Proceeding but for the
Determination Cavatoni made on behalf of Massey that the Reasonable
Cause Representation in the Undertaking had been breached."o Thus,
the key question in this case pertaining to Massey's advancement
obligations is whether a breach of the Reasonable Cause Representation
in the Undertaking is a proper basis for termination of Blankenship's
advancement rights. The answer to this question depends on the meaning
of the Contingency Provision in the Undertaking, which states in relevant
part:
It is my understanding that Massey will indemnify me
and/or advance on my behalf the fees and costs associated
with this representation, contingent upon the following
factual representations and undertakings, which I hereby
make and declare to be true [as defined above, the
"Contingency Provision"]:
2. In the performance of my actions as
an officer, director, employee, and consultant of
Massey and/or any of its affiliates and
subsidiaries, including but not limited to MCS,
I had no reasonable cause to believe that my
conduct was ever unlawful [as defined above,
the "Reasonable Cause Representation"] [.]11
Massey argues that the Contingency Provision can only reasonably
be interpreted to mean that Massey's advancement obligations are
"contingent upon the factual representations themselves, not merely a
superficial recital of those representations, without regard to their
truth." 1 2 Thus, according to Massey, because Blankenship "agreed that
Massey's obligation to advance his fees was contingent upon the
truthfulness of his factual representations in the Undertaking, [he]
necessarily agreed that Massey would not be obligated to advance his
fees if it determined that his factual representations were untrue."113

noDefs.' Ans. Br. 1-25; see also Defs.' Opp'n to Mot. to Expedite Proceeding 4-6.

..JX( 28 (Undertaking) at ANRAAR-00000442.
"'Defs.' Ans. Br. 10.
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Massey concedes that its interpretation of the Undertaking would
permit it to terminate Blankenship's advancement rights in at least three
scenarios: (1) under the first part of the Termination Provision, if
Blankenship should enter a plea of guilty, or be found guilty by a court
or jury, on any criminal charge related to his actions as a director or
officer of Massey; (2) under the second part of the Termination
Provision, if Massey otherwise determined that Blankenship is not
entitled to indemnification; and (3) under the Contingency Provision, if
Blankenship "ever" should breach either of the listed factual
representations, including the Reasonable Cause Representation."14
Massey has not relied on either part of the Termination Provision as a
basis to cease advancement." 5 The sole provision of the Undertaking
upon which Massey relied in making the Determination was the
Contingency Provision.
Blankenship counters that the only reasonable interpretation of the
Contingency Provision is that "the obligation of Massey . . to commence
advancing depended upon Mr. Blankenship making 'the following factual
representations and undertakings[.]""' 6 In other words, the enumerated
factual representations, including the Reasonable Cause Representation,
were simply assurances to Massey. Thus, he maintains that the
Contingency Provision does not permit Massey to "stop advancing
before the ultimate disposition of the underlying Criminal Proceeding if
Massey later came to believe that the statements in numbered paragraphs
1 and 2 were not true."117 For the reasons discussed below, I agree with
Blankenship's interpretation of the Contingency Provision.
B. The Contingency Provision Does Not PermitMassey to Terminate
Blankenship's Advancement Rights
Because Blankenship's advancement rights under Massey's Charter
are, by their terms, contract rights, I interpret the provisions of the
Undertaking according to contract interpretation principles. Delaware
law "adheres to the objective theory of contracts,"" 8 which requires a
court to interpret a particular contractual term to mean "what a
114Tr. of Oral Arg. 67-69. Although this issue is not ripe for judicial resolution,
Massey also contends that, under the Undertaking, it may terminate Blankenship's
indemnification rights in the same scenarios. Defs.' Ans. Br. 16.
.'Tr. of Oral Arg. 67-69; see also Defs.' Ans. Br. 16 ("[Defendants] have not made,
and may never make, a decision with respect to Mr. Blankenship's right to indemnification.").
6
1' Pl.'s Op. Br. 11.

"gSalamone v. Gorman, 106 A.3d 354, 367 (Del. 2014) (citation omitted).
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reasonable person in the position of the parties would have thought it
meant."ll 9 Delaware courts interpret a contractual term that is reasonably
or fairly susceptible to only one interpretation according to the term's
plain meaning. 120 That the parties dispute how to interpret a term does
not mean that their interpretations are reasonable or that the term is
ambiguous. Rather, only "when the provisions in controversy are
reasonably or fairly susceptible of different interpretations or may have
two or more different meanings" are the provisions deemed
ambiguous. 121 If a contractual term is ambiguous, a Delaware court must
consider extrinsic evidence "to determine the meaning the parties
intended."l 22 Applying these principles here, I find that a reasonable
person in the position of the parties would not have thought that
Blankenship's advancement rights could be terminated based on an
alleged breach of the Reasonable Cause Representation for several, interrelated reasons.
First, when construing the Undertaking as a whole and giving
meaning

to

each

of its

provisions,1 2 3 Massey's

interpretation

is

unreasonable because it equates the meaning and effect of the
Contingency Provision with those of the Termination Provision. Those
two provisions are structured differently and, in my opinion, were
intended to serve different purposes.
The Termination Provision
explicitly lists certain situations in which Massey "shall not be obligated
to ... advance further fees" to Blankenship, namely, if (1) Blankenship
enters a guilty plea or is found guilty by a court or jury related to his
actions as a director or officer of Massey, or (2) Massey "otherwise
determines" that Blankenship is not entitled to indemnification.
Conspicuously absent from this list is any reference to the truthfulness of
the two enumerated factual representations in the Undertaking. Applying
the interpretive principle that "the expression of one thing is the
exclusion of another," 24 the plain terms and clear limitations of the
" 9 Rhone-Poulenc Basic Chems. Co. v. Am. Motorists Ins. Co., 616 A.2d 1192, 1196

(Del. 1992).

12 0See

Osborn ex rel. Osborn v. Kemp, 991 A.2d 1153, 1159-60 (Del. 2010).
121See Rhone-Poulenc, 616 A.2d at 1196.
22

Appriva S'holder Litig. Co., LLC v. ev3, Inc., 937 A.2d 1275, 1291 (Del. 2007).
See GMG Capital Invs., LLC v. Athenian Venture P'rs I, L.P., 36 A.3d 776, 779
(Del. 2012) ("When interpreting a contract, the Court will give priority to the parties'
intentions as reflected in the four corners of the agreement."); E.I du Pont de Nemours & Co.,
Inc. v. Shell Oil Co., 498 A.2d 1108, 1113 (Del. 1985) ("In upholding the intentions of the
parties, a court must construe the agreement as a whole, giving effect to all provisions
therein."?
t MiramarPolice Officers' Ret. Plan v. Murdoch, 2015 WL 1593745, at *8 (Del. Ch.
Apr. 7, 2015) (citing Delmarva Health Plan, Inc. v. Aceto, 750 A.2d 1213, 1216 (Del. Ch.
1999)).
.1
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Termination Provision demonstrate that the drafter of the Undertaking
did not intend for the Contingency Provision to be a legal basis on which
Massey could be relieved of advancing Blankenship's legal fees. Only
Blankenship's interpretation yields a different meaning for these different
provisions.
Second, applying the definition of "contingent" from Black's Law
Dictionary,125 which defines "contingent" to mean "[d]ependent on
something else; conditional,"l 26 the Contingency Provision logically was
intended to relate to the commencement of Massey's advancement
obligations concerning the federal criminal investigation that began after
the UBB explosion 27-a topic that was not referenced in the earlier June
2010 undertaking' 28 -and was not intended to provide a basis on which
Massey could terminate those obligations. This conclusion is supported
by the fact that the phrase "contingent upon" in the first paragraph of the
Undertaking not only applied to the two enumerated factual
representations of the Undertaking, but also applied to Blankenship's
agreement to repay any advanced expenses in numbered paragraph 3 if it
should ultimately be determined that he is not entitled to indemnification.
Blankenship's undertaking of such a repayment obligation plainly did not
provide a basis on which Massey could later terminate its advancement
obligations; it simply provided an assurance that Blankenship would
repay if it ultimately should be determined that he is not entitled to
It would be nonsensical to construe the phrase
indemnification.
"contingent upon" differently with respect to the two factual
representations in numbered paragraphs 1 and 2 to which it applies than
with respect to the agreement to repay in numbered paragraph 3 to which
it also applies.1 29 Thus, the use of the phrase "contingent upon" logically
125See

Lorillard Tobacco Co. v. Am. Legacy Found., 903 A.2d 728, 738 (Del. 2006)

("Delaware courts look to dictionaries for assistance in determining the plain meaning of terms
which are not defined in a contract.").
126Black's Law Dictionary at 362 (9th ed. 2009).
127Pre-Trial Stip. ¶ 2(19). The Undertaking expressly references that Blankenship had
retained counsel to represent him in connection with "a federal grand jury investigation
conducted by the Office of the United States Attorney for the Southern District of West
Virginia and agents of the Federal Bureau of Investigation and Federal Mine Safety and Health
Administration." JX 28 (Undertaking) at ANR AAR-00000442.
28
1 In the June 2010 undertaking, Blankenship requested advancement for expenses
incurred "in connection with litigation regarding the Company's compliance with
environmental and safety regulations, including but not limited to derivative actions alleging
breaches of fiduciary duties on the part of the Company's Board of Directors and certain
executives, federal securities, litigation and various shareholder demands." JX 22.
29
1 See Comerica Bank v. Global Payments Direct, Inc., 2014 WL 3567610, at *11
(Del. Ch. July 21, 2014) ("Absent anything indicating a contrary intent, the same phrase
should be given the same meaning when it is used in different places in the same contract."
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could not have been intended to provide Massey a license to terminate its
advancement obligations in the future. Instead, "contingent upon" can
only reasonably be interpreted to require that Blankenship provide
certain assurances as a condition to Massey agreeing to commence
advancement for the federal criminal investigation.
The foregoing interpretation of the Contingency Provision is
consistent with then-Vice Chancellor Strine's comments about the import
of functionally equivalent language in the undertaking at issue in
Thompson v. Williams Companies, Inc.130 In that case, a former
employee (Thompson) of Williams Power Company (Power) challenged
as unreasonable the terms of a proposed undertaking that Power sought
as a condition to granting advancement of Thompson's legal expenses for
a criminal investigation and proceeding. Similar to the Undertaking here,
Power's proposed undertaking included representations that Thompson
"acted at all times as an employee . . . of [Power] in good faith and for a
purpose that [he] reasonably believed to be in the best interests of
[Power] and/or any related entities," and that he "ha[s] no reasonable
cause to believe [his] conduct was unlawful at any time."13 ' Power's
advancement bylaw provided, in part, that "[e]xpenses incurred by other
employees and agents shall be paid upon such terms and conditions, if
any, as the Board of Directors deems appropriate." 132
In determining that Power had the legal authority under the
company's bylaws to condition advancement to Thompson (a former
employee) upon "appropriate" terms and conditions, then-Vice
Chancellor Strine interpreted "appropriate" in that context to mean
"rationally related to a proper corporate interest." 33 He then observed
that the good faith and reasonable cause representations in the proposed
undertaking qualified as "appropriate" terms and conditions because he
read each to be a "reassuring prerequisite" necessary for advancement to
commence rather than as a "license" for the company to cease continued
advancement:
Power's demand that Thompson certify that he acted in a
manner that was consistent with his ultimate entitlement to
indemnification was also appropriate. By that means, Power
simply demanded that Thompson evidence his personal

(citing, inter alia, In re Mobilactive Media, LLC, 2013 WL 297950, at *19 (Del. Ch. Jan. 25,
2013)).
"302007 WL 3326007 (Del. Ch. July 31, 2007).
"aIld. at *2.
32
I at *1.
1d.
33
1 1d. at *6.
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belief that he had acted in a manner entitling him to
indemnification under the plain terms of the Indemnification
Bylaw. The Power board knew that the federal authorities
had procured an indictment charging Thompson with having
engaged in conduct that cannot be indemnified; it simply
wanted Thompson to certify that he believes himself to have
acted lawfully and faithfully. That may seem useless to
those of a cynical bent, but I do not believe it inappropriate
for the Power board to desire an attestation of good faith
from a former employee facing serious criminal charges
before extending him hundreds of thousands of dollars in
interest-free credit.
I do not read the condition that Thompson certify that he
believes his past behavior as an employee of Power entitles
him to ultimate indemnification as giving Power a license to
deny him further advancement if it concludes he lied before
his criminal prosecution is concluded. Rather, I read it as
manifesting the board's demand for an affirmative
representation by Thompson of his own belief in the good
faith and legality of his actions while an employee as a
reassuring prerequisite to advancing him company funds.' 34
Similarly here, the Contingency Provision, construed logically, makes
sense as a form of reassurance to Massey, but not as a license for Massey
to deny Blankenship further advancement if he "ever" had reasonable
cause to believe that any action he took arising from his actions as an
officer, director or employee of Massey was unlawful. 135
134Id. at *7-8. Massey seeks to distinguish Thompson because the undertaking there
merely asked Thompson to "confirm[] and agree[]" to the factual representations and did not
make advancement "contingent upon" those representations. Defs.' Ans. Br. 11; Defs.' Ans.
Br. Ex. A. In my view, the "confirm and agree" language on which Massey relies to

distinguish the undertaking at issue in Thompson is not a readily identifiable basis for the
Court's discussion about the limited nature of the representations in that case. In any event, the
phrase "contingent upon" does not have the meaning Massey ascribes to it for the reasons
stated above.
1The Undertaking applies jointly to Massey, a Delaware corporation, and to
The statutory
Performance and MCS, both of which are West Virginia corporations.
requirements for advancement under West Virginia law offer a logical and plausible

explanation for why the factual representations appear in the Undertaking, and that explanation
is consistent with construing them as reassurances and not as a basis for terminating
advancement. Under Section 853(a)(1) of the West Virginia Business Corporation Act, a
corporation may advance legal expenses to a director upon delivery of "a written affirmation

of his or her good faith belief that he or she has met the relevant standard of conduct described
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Third, Massey's interpretation of the Contingency Provision would
afford it such broad discretion to cease advancement of Blankenship's
legal expenses so as to lead to absurd results that, in my view, "no
reasonable person would have accepted" when executing the
Undertaking.' 36 An example discussed by counsel at post-trial argument
demonstrates the point. Say that Massey found an audiotape in which
Blankenship is recorded as saying that, while driving a truck to inspect
one of Massey's coal mines, he exceeded the legal speed limit. Counsel
for Massey conceded at argument that, based on such an audiotape, and
subject to a good faith and reasonableness standard, the company would
be permitted under its interpretation of the Undertaking to cease
advancement for Blankenship's fees in the Criminal Proceeding, even if
(1) the speeding is wholly unrelated to any of the claims for which
Blankenship seeks advancement; (2) a police officer who was nearby did
not pull Blankenship over for speeding; or (3) Blankenship actually was
not speeding, even though he thought he was.' 37 This example, which
flows from the logic of Massey's proffered interpretation, demonstrates
the unreasonableness of its construction of the Undertaking.
For the reasons discussed above, I conclude that Blankenship has
provided the only reasonable interpretation of the Contingency
Provision. Even if the Contingency Provision arguably was ambiguous,
however, the weight of the evidence surrounding the drafting and
execution of the Undertaking, although limited, also supports
Blankenship's interpretation as does the public policy of Delaware, which
supports resolving ambiguity in favor of indemnification and
advancement.
Under Delaware law, extrinsic evidence that is probative of the
meaning of an ambiguous contractual term includes "the overt statements
and acts of the parties, the business context, prior dealings between the
parties, and the business customs and usage in the industry." 38 As noted
in section eight hundred fifty-one of this article." W. Va. Code § 31D-8-853(a)(1). Section
851(a) provides, in relevant part, that "a corporation may indemnify an individual who is a
party to a proceeding because he or she is a director against liability incurred in the proceeding
if: (1) . . . (B) He or she reasonably believed: (i) In the case of conduct in his or her official
capacity, that his or her conduct was in the best interests of the corporation; . . and (C) In the
case of any criminal proceeding, he or she had no reasonable cause to believe his or her
conduct was unlawful." W. Va. Code § 31D-8-851(a). A West Virginia corporation may
indemnify and advance legal expenses to an officer "[t]o the same extent as a director." W.
Va. Code § 3 1D-8-856(a)(1). I have not considered the terms of any advancement provisions
in the charters of Performance or MCS.
36
' See Osborn, 991 A.2d at 1160 ("An unreasonable interpretation produces an absurd
result or one that no reasonable person would have accepted when entering the contract.").
137
Tr. of Oral Arg. 41-43, 46-47.
'Bell Atl. Meridian Sys. v. Octel Commc'ns Corp., 1995 WL 707916, at *6 (Del. Ch.
Nov. 28, 1995).
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above, the parties never discussed the meaning of the Undertaking when
it was first proposed or later executed. Thus, Blankenship's and Taylor's
testimony about their subjective understandings of the Undertaking is not
probative of the parties' shared understanding of the meaning and effect
of the Undertaking.1 3 9
The only contemporaneous documentary evidence concerning the
Undertaking is Ojeda's cover letter to Taylor, in which she wrote that the
Undertaking "clarifies the relationship between Massey and your
client(s) with respect to their legal representation in this matter and
payment therefor."l 4 0 In ordinary usage, the word "clarify" means "make
(a statement or situation) less confused and more clearly
comprehensible." 4 1 Applying that definition here, and in the absence of
any contrary evidence on the subject, I do not believe a reasonable
person would construe the term "clarify" to mean that Massey would be
afforded sweeping discretion to terminate Blankenship's advancement
rights in ways it indisputably had no legal right to demand. Stated more
directly, saying that Massey's interpretation of the Contingency Provision
"clarifies" Massey's advancement obligations to Blankenship would be a
gross mischaracterization given that such an interpretation would
represent a highly unusual and fundamental change of his advancement
rights.
Additionally, Ojeda testified that the Undertaking was intended as
a "confirmation" or "restatement" of Massey's advancement obligations
to Blankenship, which "had already been established." 4 2 Defendants did
not present any contemporaneous, conflicting evidence. 143 Ojeda's
unrebutted testimony thus accords with my reading of the cover letter

`See United Rentals, Inc. v. RAM Higs., Inc., 937 A.2d 810, 835 (Del. Ch. 2007)
("[T]he private, subjective feelings of the negotiators are irrelevant and unhelpful to the
Court's consideration of a contracts meaning, because the meaning of a properly formed
contract must be shared or common.").
Because privilege was asserted over the advice Zuckerman Spaeder gave Blankenship
concerning the Undertaking, I give no weight to the circumstances of that advice, although the
non-privileged fact that Zuckerman Spaeder reviewed the Undertaking for one hour in total
tends to support the inference that no one at the firm thought that the Contingency Provision
was intended to have the effect that Massey advocates here.
140 JX 27 (emphasis added).
141New OxfordAmerican Dictionaryat 319 (3d ed. 2010).
142 jeda Dep. 32-33.
143See Senior Hous. Capital, LLC v. SHP Senior Hous. Fund, LLC, 2013 WL 1955012,
at *42 (Del. Ch. May 13, 2013) ("No CalPERS employee testified to what the parties did
intend when they negotiated the Management Agreements, and this undercuts CalPERS'
argument." (citing Smith v. Van Gorkom, 488 A.2d 858, 878 (Del. 1985))).
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and undermines Massey's argument that the Contingency Provision was
intended to fundamentally alter Blankenship's advancement rights.14
Finally, as this Court observed in Miller v. Palladium Industries,
Inc.145 and elsewhere, Delaware's salutary public policy of "attracting the
most capable people into corporate service"1 46 through broad
indemnification and advancement protections supports resolving
ambiguity in an instrument governing advancement rights in favor of
advancement.147 The Supreme Court has described advancement as
"provid[ing] corporate officials with immediate interim relief from the
personal out-of-pocket financial burden of paying the significant ongoing expenses inevitably involved with investigations and legal
proceedings."1 4 8 Against this public policy backdrop, I find the present
circumstances-where Massey exclusively drafted the Undertaking and
never gave Blankenship fair notice that it intended for the Undertaking to
fundamentally alter his right to advancement-support interpreting any
ambiguity in the Undertaking in favor of Blankenship's advancement
rights. Thus, if the Contingency Provision were ambiguous, I would
construe the provision against Massey and adopt Blankenship's
interpretation on this alternative ground.
For the reasons discussed above, I conclude that the Contingency
Provision in the Undertaking does not afford Massey a legal basis on
which to terminate Blankenship's right to advancement under the
Charter. Massey has advancement obligations to Blankenship for the
Criminal Proceeding under the Charter, and, as I note below,1 49 those
obligations survived the merger under Section 5.05(a) of the Merger
1"Massey contends that, in agreeing to the Contingency Provision, Blankenship
voluntarily agreed to make conditional the mandatory advancement rights to which he would
otherwise be entitled. Defs.' Ans. Br. 21-25. 1 disagree. Under Delaware law, "[w]aiver is the
voluntary and intentional relinquishment of a known right," and the evidence of a waiver
"must be unequivocal in character." Realty Growth Investors v. Council of Unit Owners, 453
A.2d 450, 456 (Del. 1982). For the reasons discussed above, the Contingency Provision does
not unambiguously mean what Massey interprets it to mean. At most, the Contingency
Provision is ambiguous, but "[a] waiver will not be implied based on ambiguous acts."
Dirienzo v. SteelP'rsHidgs. L.P., 2009 WL 4652944, at *5 (Del. Ch. Dec. 8, 2009).
14'2012 WL 6740254 (Del. Ch. Dec. 31, 2012), affd, 72 A.3d 502 (Del. 2013)
(ORDER).
46
' Homestore, Inc. v. Tafeen, 888 A.2d 204, 218 (Del. 2005).
147Miller, 2012 WL 6740254, at *3 ("Delaware policy favors indemnification and
advancement as a means of attracting qualified individuals to serve in important corporate
capacities.
That policy supports the approach of resolving ambiguity in favor of
indemnification and advancement."); see also Sun-Times, 954 A.2d at 404 ("[T]o the extent
there is any ambiguity in the meaning of final disposition in the advancement context, the
Delaware policy gloss favoring advancement to corporate officials supports resolving that
ambiguity in favor of advancement[.].").
1 48Homestore, 888 A.2d at 211.
149See infra Part III.D.
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Agreement. As such, the Determination had no legal force, and I thus do
not need to decide whether it was "based on reasonable grounds and
50 which the parties agree to be the operative
made in good faith,"o
standard of review.151

C. The Engagement Letter Does Not Provide Blankenship with an
Independent Basisfor Advancement
In Count II of the Complaint, Blankenship seeks to recover his
unpaid legal expenses under the Engagement Letter that was counterSpecifically, Blankenship
signed by Massey's General Counsel.
contends that the Engagement Letter "established an unambiguous
contractual obligation separate and apart from any obligations assumed
through the [Charter] or the Merger Agreement."l 5 2 I disagree.
The key sentence of the Engagement Letter upon which
Blankenship relies is the statement that "Massey Energy Company agrees
to pay all fees and expenses incurred within thirty days of the date of any
invoice."1 53 In my opinion, the only reasonable interpretation of this
language,' 54 included in a document whose express purpose was to "set
forth in writing the basis of [Zuckerman Spaeder's] fees at the beginning
of a representation" in accordance with the District of Columbia Rules of
Professional Conduct,' 55 is the one Massey proffers, i.e., that the
"oPl.s Op. Br. 34; Defs.' Ans. Br. 34; see also ASB Allegiance Real Estate Fund v.
Scion Breckenridge Managing Member, LLC, 50 A.3d 434, 441 (Del. Ch. 2012) ("When
exercising a discretionary right, a party to the contract must exercise its discretion
reasonably."), rev'd in part on other grounds, 68 A.3d 665 (Del. 2013).
"'Although I reach no conclusion whether this standard was met, I feel I would be
remiss not to express my serious doubts that the Determination was reasonable. Based on the

manner in which Verheij selected the excerpts that became Appendix A of the Cleary Memowithout reviewing the underlying documents or audiotapes in context-it appears that the
materials provided to Cavatoni were cherry-picked to lead to a preordained conclusion. The
evidence at trial also demonstrated the obvious importance of context in considering those
excerpts. When Cavatoni was confronted on cross-examination by additional documentary
evidence and additional segments of audiotape to contextualize various excerpts in Appendix
A-materials he was not provided and had not reviewed in making the Determination-the
import of those excerpts took on an entirely different meaning. Further complicating matters,
privilege was asserted over Cleary Gottlieb's advice to the MLAC, to Alpha management, and
to Cavatoni individually, even though Defendants not so subtly sought to bolster the
reasonableness of the Determination based on the work Cleary Gottlieb had done on Alpha's
behalf. This placed Blankenship in an unfair position at trial and left the Court with a cramped
picture of the process leading to the Determination.
1 52p1.,s Op. Br. 27.

".JX21 (Engagement Letter) at DBDEL0O 10.
$4 Because the parties have not briefed the conflict of laws issue, I construe the
Engagement Letter as if it were governed by Delaware law.
15 Id. at DBDEL0009.
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Engagement Letter sets forth nothing more than the agreed-upon invoice
terms and payment schedule under which Zuckerman Spaeder would bill
Massey and Massey would pay Zuckerman Spaeder. 56
Taken to its logical extreme, interpreting the Engagement Letter to
be an unconditional commitment for Massey to pay Blankenship's legal
fees without regard to the reasonableness of the fees or any nexus
between the legal services performed and Blankenship's conduct as a
current or former director or officer of Massey would produce absurd
results that no reasonable person would accept.' 57 Indeed, given that the
Engagement Letter does not limit Massey's payment obligations by
reference 'to whether Blankenship is ultimately entitled to
indemnification under the Charter or Delaware law, his argument about
its meaning is untenable because such an unconditional payment
obligation would exceed the scope of indemnification that a Delaware
corporation may lawfully undertake.1s8 Therefore, I find that Defendants
are entitled to judgment in their favor under Count II.
D. Blankenship has Advancement Rights againstAlpha for the
CriminalProceedingunder Section 5.05(b) of the Merger Agreement
In Count III of the Complaint, Blankenship seeks advancement
from Alpha of his legal expenses incurred in the Criminal Proceeding
under Section 5.05(b) of the Merger Agreement. That section sets forth
the advancement and indemnification obligations that Alpha (defined as
"Parent") owes to the defined "Indemnified Parties," which include
Blankenship as a former director and officer of Massey:
Without limiting Section 5.05(a) or any rights of
any Indemnified Party pursuant to any indemnification
agreement, from and after the Effective Time, in the event
of any threatened or actual claim, action, suit, proceeding or
investigation (a "Claim"), whether civil, criminal or
administrative in which any person who is now, or has been
at any time prior to the date of this Agreement,

. .

. a director

" 6Defs.' Ans. Br. 25-26.
" 7See Osborn, 991 A.2d at 1160.
...
See, e.g., Sun-Times Media Gp., Inc. v. Black, 954 A.2d 380, 404 n.93 (Del. Ch.
2008) ("[A]s far as § 145 is concerned, Delaware corporations lack the power to indemnify a
party who did not act in good faith or in the best interests of the corporation." (citation
omitted)). Although I find the Engagement Letter to be unambiguous, my interpretation of
that document is further supported by Blankenship's deposition testimony, where he conceded
that he did not think he obtained broader indemnification or advancement rights by signing the
Engagement Letter than those he already had. Blankenship Dep. 48-49.
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or officer of the Company is or is threatened to be, made a
party in his or her capacity as a director or officer of the
Company, each of Parent and the Surviving Corporation
shall indemnify and hold harmless, to the fullest extent the
Company would have been permitted to do so under
applicable Law (for the avoidance of doubt, subject to the
limitations on the Company's ability to indemnify its
directors and officers under Section 145 of the DGCL), each
such Indemnified Party in his or her capacity as a director or
officer of the Company or any of its Subsidiaries, or any of
their respective predecessors, against any losses, claims,
damages, liabilities, costs, expenses (including reasonable
attorney's fees and expenses in advance of the final
disposition of any Claim to each Indemnified Party to the
fullest extent permitted by Law upon receipt of any
undertaking in favor of Parent and the Surviving
Corporation of a type contemplated by the Company
Certificate of Incorporation), judgments, fines and amounts
paid in settlement of or in connection with any such
threatened or actual Claim, arising out of, or pertaining to (i)
the fact that such an Indemnified Party was a director. .. or
officer of the Company .

. ,

prior to the Effective Time or

(ii) this Agreement or any of the transactions contemplated
hereby, whether in any case asserted or arising before or
after the Effective Time. 159
Because the Merger Agreement is governed by Delaware law,1 60 the
same contract interpretation principles discussed above apply in
determining whether Alpha has advancement obligations to Blankenship
for the Criminal Proceeding under the Merger Agreement. Section
5.05(e) of the Merger Agreement states that the "provisions of Section
5.05 are intended to be for the benefit of, and will be enforceable by,
each Indemnified Party." 16 ' Thus, Blankenship has standing to enforce
the provision.
The parties' arguments regarding Section 5.05(b) implicate two
textual issues concerning the temporal scope of the provision. The first
issue is premised on the interaction of Section 5.05(b) with Section
5.05(a). That earlier section generally provides that Blankenship's
159

JX 26 (Merger Agreement) at § 5.05(b) (emphasis added).

Ild. at § 8.08.
"Ild. at § 5.05(e).
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indemnification and advancement rights from Massey (not Alpha) for
"acts or omissions occurring at or prior to the Effective Time" of the
merger- which was June 1, 2011-shall survive the merger:
All rights to indemnification and exculpation from
liabilities for acts or omissions occurring at or prior to the
Effective Time and rights to advancement of expenses
relating thereto now existing in favor of any person who is.
. . , or has been at any time prior to the date of this
Agreement, a director, officer, employee or agent . .. of the

Company, any of its Subsidiaries or any of their respective
predecessors (each, an "Indemnified Party") as provided in
the Company Certificate of Incorporation, the Company
Bylaws, the organizational documents of any Subsidiary of
the Company or any indemnification agreement between
such Indemnified Party and the Company or any of its
Subsidiaries . . . shall survive the Merger and shall not be
amended, repealed or otherwise modified in any manner that
would adversely affect any right thereunder of any such
Indemnified Party without the consent of such Indemnified
Party.1 62

Thus, under Section 5.05(a), Massey's advancement obligations to
Blankenship for the U.S. Attorney's investigation and the resulting
Criminal Proceeding survived the merger. Relying on language
appearing at the beginning of Sections 5.05(a) and (b), respectively,
Alpha argues that Section 5.05(a) was intended to cover claims based on
conduct (i.e., "acts or omissions") occurring "prior to the Effective Time"
while Section 5.05(b) was intended to cover claims based on conduct
occurring "from and after the Effective Time." 63 In effect, Alpha
contends that Sections 5.05(a) and (b) are mutually exclusively with the
line of demarcation between the two being when the underlying conduct
that forms the basis of a claim occurred.
This argument is plainly without merit. Alpha has not identified
any text in the Merger Agreement stating that the Section 5.05(a) and (b)
were intended to be mutually exclusive based on the timing of
underlying conduct. To the contrary, Section 5.05(b) contains explicit
language demonstrating that it was intended to cover claims relating to
conduct occurring before the Effective Time. Specifically, Section
5.05(b) encompasses claims "arising out of, or pertaining to (i) the fact
' 2Id. at § 5.05(a) (emphasis added).
Defs.' Ans. Br. 28-30.

163
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.

that such an Indemnified Party was a director ... or officer of [Massey] .
. prior to the Effective Time." That does not mean that Section 5.05(b)
necessarily covers all claims relating to the conduct of a Massey director
or officer occurring before the Effective Time, just that such a claim may
be encompassed by Section 5.05(b) if the other conditions of that section
are met.
The second temporal issue implicated by Section 5.05(b) focuses
on when a claim is asserted as opposed to when the underlying conduct
occurred. Alpha acknowledges that Section 5.05(b) of the Merger
Agreement "obligates [it] to advance fees to the former Massey directors
and officers for new claims, meaning claims that are threatened or
instituted after the Effective Time of the merger, on June 1, 2011." 164
But, Alpha argues that the fact that Blankenship "was indicted in
November 2014 did not somehow create a 'new' claim that would fall
under the scope of Section 5.05(b)."065
In my opinion, although Alpha glosses over the actual language of
Section 5.05(b), it is half right. As I construe Section 5.05(b), it
generally covers actions or proceedings in which an Indemnified Party is
made or threatened to be made a party "from and after the Effective
Time."'1
This conclusion follows from the text of Section 5.05(b)
emphasized below:
. . . from and after the Effective Time, in event of any
threatened or actual claim, action, suit, proceeding or
investigation (a "Claim"), whether civil, criminal or
administrative in which any person ... is or is threatened to
be, made a party in his or her capacity as a director or
officer of the Company, each of Parent [Alpha] and the
Surviving Corporation [Massey] shall indemnify and hold
harmless, to the fullest extent the Company would have
been permitted to do so under applicable Law . . . , each

such Indemnified Party in his or her capacity as a director or
officer of the Company . . . against any losses, claims,

damages, costs, expenses (including reasonable attorney's

'"ld. 29.
'65Id. 30.

'6 6Section 5.05(b)(ii) contains an exception. That subpart covers claims arising out of
or pertaining to the Merger Agreement or any of the transactions contemplated thereby
"whether in any case asserted or arising before or after the Effective Time." JX 26 (Merger
Agreement) at § 5.05(b)(ii).
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fees and expenses in advance of the final disposition of any
)...

.

Claim to each Indemnified Party ...

I disagree with Alpha's assertion, however, that the Indictment did not
trigger coverage for the Criminal Proceeding under Section 5.05(b).
Blankenship was made a party to the Criminal Proceeding by virtue of
the Indictment, which was issued on November 13, 2014. Thus, he
became a party to a criminal proceeding after the Effective Time and is
thereby entitled to advancement from Alpha under the plain language of
Section 5.05(b) as long as the conduct for which he was charged falls
within the scope of the type of conduct covered by Section 5.05(b). For
the reasons discussed above, the conduct for which he now has been
charged criminally falls within the scope of Section 5.05(b) because it
indisputably arises out of and pertains to the fact that he was a director
and officer of Massey before the Effective Time.' 68
Alpha has offered no textual support for the notion that the
Criminal Proceeding to which he was made a party by virtue of the
Indictment should relate back to the U.S. Attorney's criminal
investigation for which Massey was providing advancement to
Blankenship before the Effective Time so as to remove the Criminal
Proceeding from the ambit of Section 5.05(b). 169 Had the drafters of the
Merger Agreement intended to incorporate a relation-back limitation on
Alpha's advancement and indemnification obligations, they presumably
could have done so. But they did not. Instead, they drafted Section
5.05(b) so that it would cover certain proceedings in which an
Indemnified Person is made a party to a proceeding after the Effective
Time arising out of or relating to his or her conduct as a Massey director
or officer before the Effective Time. The Criminal Proceeding is such a
proceeding.
To summarize, taking into account the two temporal issues
concerning the construction of Section 5.05(b) discussed above,
Blankenship is entitled to advancement from Alpha for the Criminal
Proceeding under that section because (1) the Indictment was handed
down on November 13, 2014, meaning that Blankenship was made a
party to the Criminal Proceeding after the Effective Time; and (2)
Section 5.05(b)(i) plainly covers the claims asserted in the Criminal
'Ild. at § 5.05(b) (emphasis added).

161Pre-Trial Stip. ¶ 2(2).
169The merger closed in June 2011.

As reflected by the Undertaking, which
Blankenship signed on April 12, 2011, Massey agreed to advance Blankenship "in connection
with a federal criminal grand jury investigation" before the Effective Time. JX 28
(Undertaking) at ANRAAR-00000442.
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Proceeding, which pertain to or arise out of the fact that Blankenship was
a director or officer of Massey before the Effective Time.
Alpha next contends that, under the equitable doctrine of judicial
estoppel, Blankenship should be precluded from contradicting the
interpretation of Section 5.05 he allegedly supported in Massey Energy
Co.
The equitable doctrine of judicial estoppel is "designed to protect
the integrity of the judicial process by 'prohibiting parties from
deliberately changing positions according to the exigencies of the
moment.' "171 In Motorola Inc. v. Amkor Technology, Inc.,1 7 2 the
Delaware Supreme Court explained that "judicial estoppel operates only
where the litigant contradicts another position that the litigant previously
took and that the Court was successfully induced to adopt in a judicial
ruling."173 That doctrine has no application here, in my opinion, because
neither of the elements required under Motorola are present.
Regarding the first element, Massey relies on two representations
that were made in defending against the issuance of a preliminary
injunction in Massey Energy Co. The first is a segment of a brief
submitted in opposition to the stockholders plaintiffs' preliminary
injunction motion, which Blankenship joined. It states that:
Under the Merger Agreement, Massey's directors,
officers and employees are indemnified by Massey (not
Alpha) for acts or omissions occurring before the merger to
the same extent they were before the merger. ([Merger
Agreement] §5.05(a)). With respect to new claims, they are
indemnified by Massey and Alpha to the same extent they
were indemnified by Massey pre-merger. (Id. §5.05(b)). In
other words, the Merger Agreement provides Defendants
with no greater indemnity than they would have received if
[Massey] continued as an independent entity.174
This quotation essentially rehashes the argument Alpha has asserted in
this case. It does not, however, contradict the interpretation of Section
5.05 Blankenship has advanced, and which I have adopted, herenamely, that Blankenship is entitled to advancement from Alpha for the
70

1 Defs.' Ans. Br. 29 n.23.

'"Inre Silver Leaf L.L.C., 2004 WL 1517127, at *2 (Del. Ch. June 29, 2004).
172958

A.2d 852 (Del. 2008).

at 859-60 (citation omitted).
174
JX 31 (Certain Massey Defs.' Ans. Br. in Opp'n to Pls.' Mot. for a Prelim. Inj.) at
ANRAAR-00000793-94.
'Id.
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Criminal Proceeding under Section 5.05(b) because he was made a party
to that proceeding after the Effective Time for actions he took as a
director and officer of Massey before the Effective Time.
The second representation comes from the following colloquy at
oral argument on the preliminary injunction motion between the Court
and Alpha's counsel:

-

-

The Court: Can - can you go over your understanding of the
indemnity that your clients have granted?
[Alpha's Counsel]: Yes. And I don't think that this - well
yes.
There are two provisions in the merger
agreement that deal with indemnity. One is 5.05(a),
and the second is 5.05(b). 5.05(a) is the provision that
addresses causes of action existing prior to the signing
of the merger agreement. There is no dispute that
these derivative claims were existing prior to the
merger agreement.
And 5.05(a) says that the
indemnity for those claims and any others presigning
of the merger agreement will remain postmerger
Massey's obligation. Obviously Massey will be a
subsidiary of Alpha, but it will be Massey's
indemnification. That's my view. That's what we
argued in our brief to Your Honor, and that's what
Massey argued in their brief to Your Honor at pages
42
The Court: So there is no indemnity from Alpha as a parent
-

company

[Alpha's Counsel]: On these claims, no, no.
signatories to that contract agree that
reads.
There is a separate provision, 5.05(b),
to claims threatened or brought after

And the two
that is how it
which applies
the signing of

the merger agreement.1 75

The claims for which Alpha's counsel was denying that Alpha would
have any indemnification obligations were the derivative claims that had
been asserted before the Effective Time in the case before the Court.
Nothing in this colloquy, which did not even involve statements made by
'Letter

from Matthew E. Fischer at Ex. I (May 13, 2015). Alpha's counsel's

reference to the "two signatories" to the Merger Agreement refers to Alpha and Massey and
does not refer to Blankenship, who had retired from Massey by that time and was not a
signatory to the Merger Agreement.
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Blankenship's counsel, contradicts the interpretation of Section 5.05
Blankenship has advanced here. Indeed, at the end of the colloquy
quoted above, Alpha's counsel explicitly recognized that Section 5.05(b)
would apply to "claims threatened or brought after the signing of the
merger agreement."
Finally, from my reading of the Court's decision in Massey Energy
Co., then-Vice Chancellor Strine did not adopt an interpretation of
Section 5.05(b) of the Merger Agreement that is contrary to
Blankenship's position in this case. The reason Section 5.05 was relevant
in Massey Energy Co. was because plaintiffs had argued, based on a draft
of a merger agreement Massey's counsel had prepared, that Alpha, as a
third party, was agreeing to indemnify Massey's management and
directors beyond the extent to which Massey itself would have been
permitted to do so under Delaware law such that, for example, they
would be indemnified for breaches of the fiduciary duty of loyalty
involving scienter. After analyzing the record, then-Vice Chancellor
Strine rejected this argument as a basis for injunctive relief because
Section 5.05(b) of the final Merger Agreement only required Alpha to
indemnify Massey's directors and officers "to the fullest extent [Massey]
would have been permitted to do so under applicable Law (for the
avoidance of doubt, subject to the limitations on [Massey's] ability to
indemnify its directors and officers under Section 145 of the DGCL)":"'
I have carefully considered the plaintiffs' argument that a
January 2011 draft of the Merger Agreement, written by
Cravath [Massey's counsel], supports the inference that the
Board sought to sell the company to avoid personal liability
for the Derivative Claims.

. .

. [T]he draft Cravath sent to

Alpha was one that required Alpha to indemnify the Massey
defendants for any claim asserted against them in their
capacity as Massey directors or officers "to the fullest extent
permitted by Law."
Alpha's counsel flagged this as
something that would need to be changed in any definitive
merger agreement because the draft merger agreement's
indemnification provision arguably could have allowed
Alpha, because it was a third-party and not Massey itself, to
indemnify former Massey management and directors
beyond the extent Massey itself would have been permitted
under Delaware public policy and statutory law. To wit,
"'MasseyEnergy Co., 2011 WL 2176479 at *16 (internal quotations omitted).
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Crutchfield's advisors must have told him that the draft
arguably could have required Alpha to indemnify Massey
fiduciaries for breaches of the fiduciary duty of loyalty
involving scienter, such as claims involving willful
misconduct. Massey conceded this point in the negotiations,
and the issue was resolved when both parties agreed to an
indemnification provision that would require Alpha to
indemnify the Massey directors and officers, "from and after
the Effective Time," only "to the fullest extent [Massey]
would have been permitted to do so under applicable Law
(for the avoidance of doubt, subject to the limitations on
[Massey's] ability to indemnify its directors and officers
under Section 145 of the DGCL)."
Thus, Alpha's
obligation to indemnify was expressly limited by the extent
to which Massey itselfcould have legally indemnified the
Massey directors and officers had it remained
independent-limitations that precluded Massey from
indemnifying its fiduciaries for derivative settlements or
judgments, bad faith misconduct, or other wrongdoing
involving scienter. Massey, for its part, as an Alpha
subsidiary, would continue, too, to maintain its current
obligations under its certificate of incorporation existing at
the time of the Merger to indemnify Massey directors and
officers.
Massey's certificate of incorporation already
guaranteed its directors and officers legally maximal
advancement and indemnification
rights. Massey's
certificate also contained an exculpatory provision
authorized by 8 Del. C. § 102(b)(7).
As a result, the final Merger Agreement only had
Alpha provide a guarantee that Alpha would accord the
Massey directors and officers with the same protection
they were afforded by Massey's certificate of
incorporation. This did not immunize Massey directors or
officers from liability to Massey or Alpha for nonexculpated breached of fiduciary duty that harmed
Massey.177

As the above passage makes clear, the Court did not adopt a construction
of Section 5.05(b) of the Merger Agreement that contradicts the
'"Massey Energy Co., 2011 WL 2176479, at *16-17 (emphasis added); see also id. at
*26 ("Alpha only promised to indemnify the Massey Board and management to the extent
Massey itself could have and did in fact do so.").
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argument Blankenship has made here, i.e., that he is entitled to
advancement from Alpha for the Criminal Proceeding under Section
5.05(b) because he was made a party to that proceeding after the
Effective Time for actions he took as a director and officer of Massey
before the Effective Time. Accordingly, Alpha's judicial estoppel
argument is without merit.
For the reasons discussed above, under the plain meaning of the
unambiguous terms of Section 5.05(b) of the Merger Agreement, Alpha
is obligated to provide advancement to Blankenship for the expenses he
has incurred in the Criminal Proceeding Section 5.05(b) conditions
Alpha's obligation to do so "upon receipt of any undertaking in favor of
Parent and the Surviving Corporation of a type contemplated by the
Company Certificate of Incorporation [i.e., Massey's Charter 78 J."
Unsurprisingly, Alpha contests whether Blankenship has provided an
appropriate undertaking. I turn to that issue next.
E. Blankenship hasprovided a Valid UndertakingEntitling Him to
Advancement from Alpha
In the Complaint, Blankenship sought an order "[d]eclaring that
Defendants have each breached Mr. Blankenship's contractual rights
under the Merger Agreement .

.

. to advancement of attorneys' fees and

expenses regarding the [Criminal] Proceeding."' 7 9 On February 27,
2015, after initiating this action, Blankenship delivered to Alpha the
Alpha Undertaking, which states, in its entirety:
I, Donald Blankenship, have retained counsel to
represent me in connection with an investigation and
indictment captioned United States v. Blankenship, No.
5:14-cr-00244, filed in the United States District Court for
the Southern District of West Virginia, as well as in
connection with any concurrent or other proceedings
relating to (i) Performance Coal Company, Massey Energy
Company (n/k/a Alpha Appalachia Holdings, Inc.)
("Massey"), Massey Coal Services, Inc.; (ii) any affiliates or
parents, including Alpha Natural Resources, Inc. ("Alpha");
' 78 The Merger Agreement defines "Company Certificate of Incorporation" as "[t]he
Amended and Restated Certificate of Incorporation of [Massey] as in effect immediately prior
to the Effective Time," which is same document defined above as the Charter. JX 26 (Merger
Agreement) at § 1.05(a).
'"Compl. Prayer for ReliefN C.
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or (iii) employees or other persons associated with these
entities. Pursuant to Section 5.05(b) of the Agreement and
Plan of Merger dated as of January 28, 2011, among
Mountain Merger Sub, Inc., Alpha Natural Resources, Inc.,
and Massey Energy Company, Alpha agreed to advance on
my behalf the fees and costs associated with the
representation to the fullest extent that Massey would have
been permitted to do so under applicable law upon receipt of
an undertaking in favor of Alpha of a type contemplated by
the Massey Certificate of Incorporation.
As contemplated by Article Sixth of the Massey
Amended and Restated Certificate of Incorporation dated
June 1, 2011 . . . , I hereby make the following undertaking:
if it shall ultimately be determined that I am not entitled to
be indemnified under the Amended and Restated Certificate
of Incorporation, consistent with [the] Delaware General
Corporation Law, I agree to repay any sums that Alpha has
expended on my behalf for indemnification or
advancement.' 80

'

On its face, the Alpha Undertaking is different from the Undertaking. It
does not include the Contingency Provision, any of the Undertaking's
factual representations, or the Termination Provision.
Blankenship has requested that I order Alpha to advance his
expenses for the Criminal Proceeding under the Alpha Undertaking.1 8
In opposition, Alpha argues that Blankenship has "no contractual or other
basis to unilaterally impose this new undertaking," contending that,
under 8 Del. C. 145(e), it has "the right to impose terms and conditions
on Mr. Blankenship's advancement" because he is a former officer and
director of Massey.1 82 Blankenship counters that because Massey's
Charter does not expressly authorize Massey to impose any terms or
conditions on such advancement, Section 5.05(b) of the Merger
Agreement precludes Alpha from imposing any terms or conditions on
his advancement "through the back door of an undertaking."' 83 I agree
1

soJX 48 (Alpha Undertaking).
"'Tr. of Oral Arg. 135-36; Pl.'s Reply Br. 18; Pl.'s Op. Br. 29-30.

Ans. Br. 30 n.25; Tr. of Oral Arg. 132-33.
Pl.'s Op. Br. 8. Although Massey's Charter does not expressly condition
advancement to a former director or officer upon delivery of an undertaking, Blankenship
cannot legitimately dispute that, were he not entitled to indemnification, he would be required
to repay the advanced legal expenses. See Reddy v. Elec. Data Sys. Corp., 2002 WL 1358761,
at *5 (Del. Ch. June 18, 2002). Thus, I do not view Blankenship as arguing that he was not
required under the Merger Agreement to deliver the Alpha Undertaking.
... Defs.'
3
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with Blankenship that, under the plain language of the Merger
Agreement and Massey's Charter, Alpha does not have the right to
impose any terms or conditions on Blankenship's advancement other than
an undertaking to repay.
As noted above, Section 5.05(b) of the Merger Agreement
conditions Alpha's obligation to provide advancement "upon receipt of
any undertaking in favor of Parent and the Surviving Corporation of a
type contemplated by [Massey's Charter]." Article Fifteenth of Massey's
Charter states, in relevant part:
The right to indemnification conferred in this Article shall
be a contract right and shall include the right to be paid by
the Corporation the expenses incurred in defending any such
proceeding in advance of its final disposition; provided,
however, that, if the Delaware General Corporation Law
requires, the payment of such expenses incurred by a
director or officer in his or her capacity as a director or
officer . . . in advance of the final disposition of a

proceeding, shall be made only upon delivery to the
Corporation of an undertaking, by or on behalf of such
director or officer, to repay all amounts so advanced if it
shall ultimately be determined that such director or officer is
not entitled to be indemnified under this Article or
otherwise.
No other provision of the Charter mandates, or reserves the right for
Massey to impose, any additional terms and conditions in the
undertaking that must be delivered to obtain advancement. Thus, as a
matter of law based on the unambiguous words of Article Fifteenth, 85
the only form of undertaking "of a type contemplated by" the Charter is
simply an undertaking to repay-without any additional terms or
conditions.1 8 6 Accordingly, because no provision of the Charter or the
' 4JX 24 (Charter) at Art. Fifteenth.
5

Charters of Delaware corporations are interpreted through contract interpretation
principles, and charter provisions that are reasonably susceptible to only one interpretation are
afforded their "plain, ordinary meaning." Alta Berkeley VI C. V. v. Omneon, Inc., 41 A.3d 381,
385 (Del. 2012).
6
18 See In re Cent. Banking Sys., Inc., 1993 WL 183692, at *4 (Del. Ch. May 11, 1993)
(concluding, where the only condition imposed by a mandatory advancement bylaw was the
delivery of an undertaking to repay, that the corporation lacked the authority to require "that
the recipient of advance indemnification furnish appropriate security or demonstrate financial
responsibility as a condition to receiving advances").
1
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Merger Agreement expressly authorizes Alpha to demand any terms or
conditions on advancement other than an undertaking to repay, Alpha
does not have the right to request anything more from Blankenship than
the Alpha Undertaking,s7 which he previously delivered.
Then-Vice Chancellor Strine's analysis in Reddy v. Electronic
Data Systems Corp.1 89 further supports my conclusion here. In that case,
a former employee (Reddy) asserted that the corporation (EDS) was
required to advance his legal expenses incurred in two pending lawsuits.
EDS's advancement bylaw provided, in relevant part, that
[e]ach person who at any time shall serve or shall have
served as a Director, officer, employee or agent of the
Corporation ...

shall be entitled to . .. the advancement of

expenses incurred by such person from the Corporation as,
and to the fullest extent, permitted by Section 145 of the
DGCL[.]' 90
Reddy argued he was entitled to advancement under the plain language
of that bylaw without delivering an undertaking because an undertaking
was not required by 8 Del. C. § 145 for advancement to a former
employee. Then-Vice Chancellor Strine agreed, concluding that EDS
was precluded under the unambiguous language of its bylaws from
requiring an undertaking or imposing any other terms and conditions on
Reddy's mandatory right to advancement:
The General Assembly specifically amended that statutory
subsection [i.e., Section 145(e)] to give corporations the
flexibility to advance funds to employees and agents without
an undertaking.
In lieu of this required undertaking,
corporations may specify by bylaw or contract the terms and
conditions upon which employees and agents may receive
advancement, which could include an undertaking and more
onerous pre-requisites to advancement.
Having been
7

11 See Havens v. Altar, 1997 WL 55957, at *13 (Del. Ch. Jan. 30, 1997) ("When
mandatory advancement is contractually provided, however, a board may not change the terms
of 'mandatory' advancement by later conditioning that advancement upon a showing of

financial responsibility.").
"Although the Alpha Undertaking was not executed in favor of both Massey and
Alpha as contemplated by Section 5.05(b) of the Merger Agreement, any argument
challenging the Alpha Undertaking on that ground has been waived. See In re PNB Hdg. Co.
S'holders Litig., 2006 WL 2403999, at *18 (Del. Ch. Aug. 18, 2006).
"92002 WL 1358761 (Del. Ch. June 18, 2002).
190
d. at *3.
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accorded the freedom to craft its bylaws as it wished, EDS
cannot point to its own drafting failures as a defense to
Reddy's advancement claim, however. If it chose, EDS
could have conditioned former employees' advancement
rights on an undertaking, proof of an ability to repay, or
even the posting of a secured bond. But it did not do so.1 91
The logic of Reddy applies with equal force here and supports my
conclusion that, under the Merger Agreement and the Charter, the only
term or condition that Alpha can impose on advancement to Blankenship
is an undertaking to repay if it shall ultimately be determined that he is
not entitled to indemnification. Blankenship has provided such an
undertaking in the Alpha Undertaking.
F. Blankenship's Expenses in the CriminalProceedingare Reasonable
Massey's Charter limits indemnification, and concomitantly limits
The Merger
advancement, to expenses "reasonably incurred."1 92
Agreement similarly limits Alpha's advancement obligations to
"reasonable attorneys' fees and expenses." 93 The reasonableness of the
invoices Blankenship has submitted for paymentl 94 was not the subject of
any inquiry at trial, and Defendants devoted only two paragraphs of their
post-trial brief to the subject. There, they argue that the summary or
redacted invoices Blankenship has submitted are insufficient to establish
that the legal fees he has incurred are reasonable. Defendants thus
request that I either direct Blankenship to provide less redacted time
sheets or appoint a special master to report on the reasonableness of the
unredacted time sheets.195 I decline Defendants' invitation to belabor this
summary advancement proceeding for three reasons.
First, Massey previously agreed to the form of invoices and to the
general parameters of Zuckerman Spaeder's hourly rates in the
Engagement Letter, which provides that the invoices "will not contain an
itemization of ... time and expenses but will show a summary of hours
and fees" to "avoid disclosure of privileged information and possible

91

1d. at *4.
"See JX 24 (Charter) at Art. Fifteenth. This is consistent with the reasonableness
standard for expenses under 8 Del. C. § 145. See Citadel Hldg. Corp. v. Roven, 603 A.2d 818,
823 (Del. 1992)
1
9JX

26 (Merger Agreement) at

I 94See generallyJX 57.
.

95

Defs.' Ans. Br. 63.

§ 5.05(b).
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waiver of the attorney client privilege."' 9 6 Defendants have not argued
or otherwise shown that the unpaid invoices materially deviate from
those agreed-upon terms and conditions, and they accepted and paid the
invoices in this form for several years without complaint. I see no
persuasive reason to depart from this course of dealing.
Second, in light of Alpha's cooperation agreement with the U.S.
government, the practical realities of the Criminal Proceeding strongly
weigh against requiring Zuckerman Spaeder to disclose itemized
invoices about the legal services performed, which may shed light on the
strategy for Blankenship's legal defense. I agree with Blankenship that
there is a serious and unnecessary risk of prejudice to his defense in the
Criminal Proceeding should, for example, Alpha be forced to (or
voluntarily) turn any itemized invoices over to the government.
Third, employing a special master to review unredacted invoices
would be an unnecessary endeavor and inconsistent with the efficient
administration of justice in this case. "Advancement is not the proper
stage for a detailed analytical review of the fees [for which advancement
is sought], whether in terms of the strategy followed or the staffing and
time committed." 97 In Fasciana v. Electronic Data Systems Corp.,198
then-Vice Chancellor Strine explained why persnickety disputes over the
reasonableness of the attorneys' fees sought in advancement cases are
frowned upon:
[T]he function of a § 145(k) advancement case is not to
inject this court as a monthly monitor of the precision and
integrity of advancement requests. Unless some gross
problem arises, a balance of fairness and efficiency concerns
would seem to counsel deferring fights about details until a
final indemnification proceeding, by which time the details
may not even matter as [the person seeking advancement]
may (depending on the outcome of the [underlying
proceeding]) be obligated to repay all of the funds. 99
Defendants have not advanced any substantive argument that the
aggregate fees that have not been paid (approximately $5.8 million as of
April 1, 2015) are unreasonable. Nor have they identified, in my view,
any "gross problem" or other legitimate reason that would warrant
196

JX 21 (Engagement Letter) at DBDELOO10.

97

1 Duthie v. CorSolutions Medical, Inc., 2008 WL 4173850, at *2 (Del. Ch. Sept. 10,

2008).
'9'829 A.2d 160 (Del. Ch. 2003).
'Id.

at 177.
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injecting a special master to "perform the task of playground monitor,
refereeing needless and inefficient skirmishes in the sandbox."200
Disputes over the reasonableness of Blankenship's expenses in the
Criminal Proceeding can ultimately be resolved when any determination
on indemnification is made.
G. Blankenship is Entitledto His Reasonable Expenses Incurredin
Connection with this Action.

.

In Count IV of the Complaint, Blankenship seeks to recover the
fees he incurred litigating this action. Massey's Charter provides that a
claimant who seeks advancement and is "successful in whole or in part.
. shall be entitled to be paid also the expense of prosecuting such
claim." 20 1 Under the Delaware Supreme Court's decision in Stifel
Financial Corp. v. Cochran and its progeny,202 a person who
successfully prosecutes a claim under 8 Del. C. § 145 is typically entitled
to recover the reasonable expenses incurred in connection therewith
unless the corporation precludes such recovery upfront in the governing
document or contract providing for indemnification. 203 Section 5.05(a) of
the Merger Agreement provides that Massey's indemnification
obligations survive the merger, and Section 5.05(b) provides that Alpha
must indemnify Blankenship "to the fullest extent [Massey] would have
been permitted to do so under applicable Law." 204
In this opinion, I have concluded that Blankenship is entitled to
advancement from Massey, under the Charter and Section 5.05(a) of the
Merger Agreement, for all of the fees and expenses for which he seeks
advancement; and from Alpha, under Section 5.05(b) of the Merger
Agreement, for all of the fees and expenses incurred in the Criminal
Proceeding. Although Blankenship did not prevail on his alternative
claim in Count II based on the terms of the Engagement Letter, he has
been "successful in whole" in my view in obtaining the relief sought in
the Complaint. Accordingly, I find that Blankenship is entitled to all his
20

oReinhard & Kreinberg v. Dow Chem. Co., 2008 WL 868108, at *5 (Del. Ch. Mar.

28, 2008).
2

JX 24 (Charter) at Art. Fifteenth ¶ (a).
202809 A.2d 555 (Del. 2002).
203
See id. at 561; see also Brady v. i2 Techs. Inc., 2005 WL 3691286, at *4 (Del. Ch.
Dec. 14, 2005) (awarding "fees on fees" for a successful claim for advancement under Section
145); Weaver v. ZeniMax Media, Inc., 2004 WL 243163, at *7 (Del. Ch. Jan. 30, 2004)
("Under St fel Financial, if a corporation does not want to incur the obligation to pay 'fees on
fees,' it must expressly preclude any such right.").
204JX 26 (Merger Agreement) at §§ 5.05(a)-(b).
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reasonable expenses incurred in litigating this action from Massey and
Alpha.205
IV. CONCLUSION

For the foregoing reasons, judgment will be entered in
Blankenship's favor on Counts I, III and IV of the Complaint and in
Defendants must (1) advance
Defendants' favor on Count II.
Blankenship's unpaid legal expenses incurred in connection with the
federal criminal investigation and the Criminal Proceeding and (2) pay
his reasonable expenses of litigating this action. Counsel shall confer
and submit an implementing order within five business days, providing
for the foregoing payments to be made within ten business days of entry
of judgment.

See, e.g., Holley v. Nipro Diagnostics, Inc., 2014 WL 7336411, at *15 (Del. Ch.
Dec. 23, 2014) (awarding 100% of the plaintiffs legal expenses incurred in successfully
prosecuting claims for advancement).
205

COURT OF CHANCERY OF THE STATE OF DELAWARE

417 SOUTH STATE STREET
DOVER, DELAWARE 19901

JOHN W. NOBLE
VICE CHANCELLOR

TELEPHONE: (302) 739-4397
FACSIMILE: (302) 739-6179
May 29, 2015
Stephen P. Lamb, Esquire
Meghan M. Dougherty, Esquire
Paul, Weiss, Rifkind, Wharton &
Garrison LLP
500 Delaware Avenue, Suite 200

Kevin G. Abrams, Esquire
J. Peter Shindel, Jr., Esquire
Abrams & Bayliss LLP
20 Montchanin Road, Suite 200
Wilmington, DE 19807

Wilmington, DE 19801
Re: AM GeneralHoldings LLC v. The Renco Group, Inc.

C.A. No. 7639-VCN
The Renco Group, Inc. v. MacAndrews AMG Holdings LLC

C.A. No. 7668-VCN
Date Submitted: February 13, 2015
Dear Counsel:
The Renco Group, Inc. ("Renco") and MacAndrews AMG
Holdings LLC ("MacAndrews AMG") ask the Court to intervene once
more regarding selection of the Third Appraiser to value AM General
Holdings LLC ("Holdco"). 1 In November 2014, the Court selected
Valuation Research Corporation ("Valuation Research") as the Third
Appraiser, "subject to a conflicts check." 2 The Court reasoned that
Valuation Research "appears to be the firm most closely meeting the
standards agreed to by the parties." 3 For purposes of the conflicts check,
'MacAndrews AMG Holdings LLC's Mot. to Order Compliance with Ct.'s Order for
Appointment of Third Appraiser; PI. The Renco Group, Inc.'s Second Renewed Mot. for
Appointment of Third Appraiser. The Court focuses on the current dispute over valuation
professionals' conflicts and will not delve into background and his or her firm should have no
current or past relationship with Renco, MacAndrews AMG, or their respective affiliates.").
2
AM Gen. Hldgs. LLC v. Renco Gp., Inc., 2014 WL 6734850, at *1 (Del. Ch. Nov. 28,
2014).
3
Id. According to Holdco's operating agreement, a "Qualified Appraiser" is "a firm
with a national reputation for appraising businesses engaged in activities such as those
engaged in by the relevant Person or for appraising assets that are comparable to the assets of
the relevant Person." Aff of Steven C. Herzog, Esquire ("Herzog Aff.") Ex. A § 1.1, Jan. 23,
2015.
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the Court relied on a test that was elaborated in Renco's Renewed
Application for Appointment of a Third Appraiser 4:
A conflict shall exist and Valuation Research shall not
proceed as Third Appraiser if, at any time within the last
five years, Valuation Research has performed work for or
otherwise been engaged in any capacity by Renco,
MacAndrews AMG, or any of their affiliates listed for
purpose of the conflict check.
After Valuation Research disclosed that it has performed work for
clients of Paul, Weiss, Rifkind, Wharton & Garrison LLP ("Paul,
Weiss"), MacAndrews AMG's counsel, Renco "refuse[d] to go forward
with Valuation Research." 6 MacAndrews AMG filed its motion to order
compliance with the Court's November 2014 order on January 22, 2015.
Renco filed its own motion in connection with its opposition to
MacAndrews AMG's motion. Renco is concerned that Valuation
Research has worked with Paul, Weiss for mutual clients numerous times
over the past five years and has received approximately $3-$5 million
from related engagements (over an undefined period), representing work
"'orders of magnitude' greater than [Valuation Research's] work with any
other law firm."0 Some work for mutual clients is ongoing, and
Valuation Research's president has received thousands of emails from
Paul, Weiss. 8

Furthermore, Renco faults MacAndrews AMG (and
9

related parties ) for not disclosing these ties earlier. There is no issue

4

Herzog Aff. Ex. B ¶ 6 ("Renco's view is that the Third Appraiser should be fully
neutral, without even the appearance of a conflict of interest-meaning the person and his or
her firm should have no current or past relationship with Renco, MacAndrews AMG, or their

respective affiliates.").
5

AM Gen. Hldgs. LLC v. Renco Gp., Inc., C.A. Nos. 7639 & 7668, at 2 (Del. Ch. Nov.
28, 2014) (ORDER). It is the Court's understanding that counsel were not listed as (or

considered) affiliates.
6
Herzog Aff. ff14, 18.
7
Renco's Br. in Supp. of Its Second Renewed Appl. to Appoint Third Appraiser and in
Opp'n to M&F Parties' Mot. to Require Parties to Proceed with VRC as Third Appraiser
("Renco Opp'n Br.") 6-7 (citing Decl. of Joshua R. Weiss in Supp. of Renco's Second
Renewed Mot. to Appoint Third Appraiser ("Weiss Aff.") ¶¶ 8-10).
'Weiss Aff. $$ 8, 11. It should be noted that Valuation Research has also performed
work for clients of Renco's Delaware counsel, including directly working with one of the
attorneys involved in this action. Herzog Aff. 1¶ 14, 16. Renco's Delaware counsel does not
believe that this presents a conflict. Renco Opp'n Br. 7 n.4.
9
For the purposes of the pending motions, the Court does not distinguish among
MacAndrews AMG and two of its affiliates, MacAndrews & Forbes Inc. and Ronald 0.
Perelman, who are parties to this action.
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about engagement by the parties and their affiliates, as set forth in the
November 2014 order, over the last five years.io
Renco argues that Valuation Research cannot serve as the Third
Appraiser because of its relationship with Paul, Weiss and MacAndrews
AMG's non-disclosure.
Under the evident partiality standard, an
arbitrator's failure "to disclose a substantial personal or financial
relationship with a party, a party's agent, or a party's attorney that a
reasonable person would conclude was powerfully suggestive of bias" is
reason to invalidate an arbitrator's award." It is the burden of the party
seeking vacatur to establish that an undisclosed relationship "is so
intimate-personally, socially, professionally or financially-as to cast
serious doubt on [the arbitrator's] impartiality."l 2 The fact of nondisclosure of such relationships is enough to require vacatur, protecting
courts from engaging in inefficient and unfruitful analysis of actual
bias.' 3
This formulation of a standard is obviously framed for
application after an award; here, Valuation Research has not formally
commenced its valuation work. Yet, the nature of the relationship that
makes serving as an arbitrator (or appraiser) inappropriate is welldescribed.
The current situation is distinguishable from those in the authority
Renco cites, however, because the alleged conflict is not so serious as to
be disqualifying,1 4 and Valuation Research disclosed its relationship with
clients of Paul, Weiss before it began its work.' 5 Instead, the reasoning
in Anadarko Petroleum Corp. v. Panhandle Eastern Corp.'6 (though
addressing a dispute over a representative selected by one party to
negotiate with the other party's representative) respecting the discretion
of an arbitrator is more on point. In Anadarko, the Court explained that
it should not, at the outset, interfere with an arbitrator's judgment of his
ability to serve once he has disclosed possible conflicts.' 7 All too aptly,

&

0
Herzog Aff. ¶ 13.
"Del. Transit Corp. v. Amalgamated Transit Union Local 842, 34 A.3d 1064, 1072
(Del. 2011). Arbitration is not the same as appraisal, but Renco relies on arbitration cases, and
the reasoning is persuasive because the role of the Third Appraiser is similar to that of an
arbitrator.
2
Id. at 1073 (alteration in original) (internal quotation marks omitted).
3
1 See Beebe Med. Ctr., Inc. v. InSight Health Servs. Corp., 751 A.2d 426, 436-37
n.33 (Del. Ch. 1999).
14See infra. Of course, the Court's conclusion on this limited record should not
influence Valuation Research's own assessment of its ability to serve impartially.
"That an inquiry by Renco might have prompted the disclosure, see Weiss Aff. 1 4,
does not change the efficacy of the disclosure.
"1987 WL 17445 (Del. Ch. Sept. 21, 1987).
'71d. at * 1-2.
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the Court cautioned that "[a]ny other rule might spawn endless
applications and indefinite delay."' 8
On the other hand, the Court does not intend to suggest that the
independence of an appraiser can never be challenged or that the
standard used in its November 2014 order is a definitive test for
conflicts.
There may be cases where ex ante disqualification is
appropriate. For example, actual misconduct19 or close relationships
could clearly render the Third Appraiser conflicted although not
technically captured by the order.20 One could also argue that ordering
the parties to continue with Valuation Research would deprive them of
the opportunity to make their own informed choices, flouting a major
policy goal of disclosure requirements. 21 The situation in front of the
Court, though, is that the parties have been attempting to select an
appraiser for roughly one year and have ruled out many otherwise
qualified firms based on real or perceived conflicts. Renco alleges that
Valuation Research cannot serve because MacAndrews AMG did not
inform Renco of the significant work Valuation Research does for clients
shared with Paul, Weiss. Nonetheless, Valuation Research has disclosed
this information. Paul, Weiss has represented that it "did not select, hire,
retain, or pay" 22 (or recommend 23) Valuation Research to the clients 24
whose engagement of Paul, Weiss and Valuation Research is at issue.2 5
Perhaps most importantly, the Court does not conclude that Valuation

sId. at *2 (internal quotation marks omitted).

1 9See Metro. Prop. & Cas. Ins. Co. v. JC. Penney Cas. Ins. Co., 780 F. Supp. 885, 894

(D. Conn. 1991) (reasoning, in a case involving sufficient allegations of misconduct by an
arbitrator, that "[t]he 'just' and 'expeditious' policy . . . would be to evaluate [the plaintiffs]
claims on the merits of its action for injunctive relief prior to arbitration rather than have the
parties waste their time, energy, and money by participating in a potentially tainted process").
20
0n the extreme end, if one of the attorneys involved in this action owned Valuation
Research, there would be no doubt about a conflict. See Oral Arg. on MacAndrews AMG
Holdings LLC's Mot. to Order Compliance with Ct.'s Order for Appointment of Third
Appraiser and P1. The Renco Group, Inc.'s Second Renewed Mot. for Appointment of Third
Appraiser ("Oral Arg. Tr.") 29-30.
21See Beebe Med. Ctr., 751 A.2d at 437.
22
Reply Aff. of Steven C. Herzog ("Herzog Reply Aff.") 13, Feb. 10, 2015.
23
0ral Arg. Tr. 31. Valuation Research may have appeared on a list of professionals
for clients to consider, but there is no reason to believe that Valuation Research was chosen or
designated by Paul, Weiss.
24
There is a discrepancy in the number of mutual clients alleged, but this difference
can be explained by the fact that "one" client has various affiliates and subsidiaries. Id. at 3132.
25
The Court does not fault MacAndrews AMG for not disclosing the ties between its
counsel and Valuation Research. MacAndrews AMG represents that discussions about
conflicts focused on whether the individual attorneys in this action, the parties, or the parties'
affiliates had ever worked with particular valuation firms. Herzog Reply Aff. ¶¶ 8-9. Under
the circumstances, MacAndrews AMG's conduct was neither unreasonable nor disingenuous.
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Research has failed to make material disclosures or engaged in any
misconduct. 26

Renco suggests that the Court should give the parties more time to
select a Third Appraiser and, if that effort is unsuccessful, choose
between one more firm proposed by each side. Unfortunately, this path
is not promising: MacAndrews AMG takes issue with all of Renco's
alternative appraisers, 27 and (even if alternative tests are not as limited as
MacAndrews AMG suggests) there does not seem to be a principled way
to resolve the deadlock.8 Again, Paul, Weiss has represented that none
of its attorneys working on the current matter has worked with Valuation
Research 29 and that it has "no personal or financial relationship or
arrangement" with Valuation Research.30 It is hard to believe that major
law firms and valuation firms, to whom clients turn for their broad
experience and professionalism, would not have common clients. 3 1 The
conflicts test that Renco offered and the Court found reasonable in
November 2014 continues to operate reasonably, and there is the
safeguard of judicial review ex post.32 The Court, thus, will not interfere
with Valuation Research's professional assessment about whether it can
and should serve as the Third Appraiser.
For the reasons above, Renco's motion to designate another
appraiser is denied and MacAndrews AMG's motion to confirm

26At oral argument, Renco implied that Valuation Research should have made its
disclosures before the Court appointed the Third Appraiser. See Oral Arg. Tr. 37. The Court
notes, however, that its selection of Valuation Research was conditioned on a conflicts check.
2Herzog Aff. ¶ 20.
28
This analysis is fact-specific. If Paul, Weiss's actions materially affected its clients'
decisions to retain Valuation Research, Valuation Research had not made its disclosures, or the
parties suggested an alternative with a reasonable chance of success, the Court might be
persuaded to refrain from enforcing its November 2014 order.
Here, the parties have not questioned the Court's authority to select an appraiser, and
the Court sees no reason for further delay. See Emp'rs Ins. of Wausau v. Jackson, 505 N.W.2d
147, 152 (Wis. Ct. App. 1993) ("The policy underlying the case law is that courts should stay
out of agreed-on arbitrable disputes whenever possible. We agree. However, here the stalemate
between the parties requires court action."), affd, 527 N.W.2d 681 (Wis. 1995).
29
See Herzog Reply Aff. 7.
30
d. ¶3.
3
'Given the size and reach of the parties and the law firms representing them, one
wonders if there is a valuation firm both qualified for the complex work to be done and
without a tinge of any prior relationship with any of them.
32
See Anadarko, 1987 WL 17445, at *2 ("The arbitrator must of course be aware that
such a decision [about ability to serve] would be subject to judicial review after the award had
been made." (internal quotation marks omitted)). The fact of disclosure will also assist review,
if necessary. See Beebe Med. Ctr., 751 A.2d at 439 n.38 (noting that it does not reach
discovery in a situation where an arbitrator timely discloses a conflict but that disclosure could
create a record that facilitates judicial review).
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Valuation Research's designation is granted subject to Valuation
Research's determination of its ability to serve as a neutral appraiser.33
IT IS SO ORDERED.
Very truly yours,
/s/ John W Noble
JWN/cap
cc:
Thad J. Bracegirdle, Esquire
Joel Friedlander, Esquire
Register in Chancery-K

33

To be clear, the Court is not dealing with a violation of its November 2014 order.
By granting MacAndrews AMG's motion, the Court simply confirms its choice for the Third

Appraiser, notwithstanding the subsequent disclosures, assuming that Valuation Research has
disclosed all relevant conflicts and remains willing and able to serve.

COURT OF CHANCERY OF THE STATE OF DELAWARE

SAM GLASSCOCK III
VICE CHANCELLOR

COURT OF CHANCERY COURTHOUSE
34 THE CIRCLE
GEORGETOWN, DELAWARE 19947

Date Submitted: March 3, 2015
Date Decided: May 29, 2015
Donald J. Wolfe, Jr., Esquire
Matthew E. Fischer, Esquire
Timothy R. Dudderar, Esquire
Aaron R. Sims, Esquire
Potter Anderson & Corroon LLP
1313 N. Market St.
Hercules Plaza, 60 Floor
Wilmington, Delaware 19801

S. Mark Hurd, Esquire
D. McKinley Measley, Esquire
Morris, Nichols, Arsht
& Tunnell LLP
1201 N. Market St.
P.O. Box 1347
Wilmington, DE 19899

Re: In re Knowledge Crossing LLC

Civil Action No. 10383-VCG
Dear Counsel:
The Petitioner has initiated this action to dissolve Knowledge
Crossing LLC ("KX"), arguing that the entity is dysfunctional and that its
board is deadlocked as to certain matters, including dissolution. The
matter is before me on the Respondents' Motion to Dismiss or Stay (the
"Motion to Dismiss"). That Motion seeks dismissal in favor of a firstfiled arbitration before a JAMS arbitration, Judge McCoy, in California.
The Respondents rely on the McWane first-filed doctrine, under which,
our Supreme Court has instructed, Delaware courts' discretion to dismiss
or stay should be exercised freely when there is a prior action pending
elsewhere, in a court capable of doing prompt and complete justice,
involving the same parties and the same issues.' The Supreme Court has
recently affirmed that "arbitration constitutes a first-filed action for
purposes of the Mc Wane doctrine." 2
Evaluation of these competing arguments is difficult, because
currently pending before the arbitrator is the very issue on which the
'McWane Cast Iron Pipe Corp. v. McDowell-Wellman Eng'g Co., 263 A.2d 281, 283

(Del. 1970).
2

LG Electronics, Inc. v. InterDigital Commc'ns, Inc., 98 A.3d 135, 138 (Del. Ch.
2014) affd, 2015 WL 2124381 (Del. Apr. 14, 2015).
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parties here are at odds: what is the proper scope of the arbitration?
Resolution of this issue, while not necessarily determinative, would be
helpful to my decision whether to stay or dismiss this request for
dissolution. In the interest of efficiency and judicial economy, I find it
most appropriate to temporarily stay my consideration of the Motion to
Dismiss of Stay, pending a decision by the arbitrator as the scope of the
matters before him. The arbitrator's decision may make clear a conflict
between that action and this, it may make clear that there is no such
conflict, or it may narrow the parties' disputes in such a way that they are
able to agree to a schedule for a dissolution proceeding here. The parties
agree that a short-term delay in these proceedings poses no threat to KX.
Accordingly, I am staying my consideration of the Respondents'
Motion to Dismiss, and will await the findings by the arbitrator as to his
jurisdiction and the scope of the proceedings before him before
addressing that motion. The parties should provide the Court with status
updates every 30 days, and otherwise advise me promptly of any
decision by the arbitrator. This stay is without prejudice to any party to
seek a lift of the stay, as appropriate.
To the extent the foregoing require an Order, to take effect, IT IS
SO ORDERED.
Sincerely,
/s/ Sam Glasscock III
Sam Glasscock III

3

At oral argument, the Respondents represented that the arbitrator was expected to
hear the issue ofjurisdiction promptly. In staying my consideration of the Motion to Dismiss,
it is my understanding that the arbitrator's decision is expected in the near term. See Oral Arg.

Tr. 17:16-23; 32:22-33:2.

AKZO NOBEL COATINGS INC.
V.

THE DOW CHEMICAL COMPANY, (doing business as DOW
ADVANCED MATERIALS)
In the Court of Chancery of the State ofDelaware

C.A. No. 8666-VCP
MEMORANDUM OPINION
Date Submitted: January 13, 2015
Date Decided: June 5, 2015
Michael P. Kelly, Esq., Daniel J. Brown, Esq., Daniel M. Silver, Esq.,
McCARTER & ENGLISH, LLP, Wilmington, Delaware; Michael D.

Loughnane, Esq., KENYON & KENYON LLP, New York, New York;
Attorneys for Plaintiff
Rodger D. Smith, II, Esq., Leslie A. Polizoti, Esq., Ryan D. Stottmann,

Esq., MORRIS, NICHOLS, ARSHT & TUNNELL LLP, Wilmington,
Delaware; David Lender, Esq., WEIL, GOTSHAL & MANGES LLP,
New York, New York; Attorneys for Defendant.
PARSONS, Vice Chancellor.
This is a dispute between two chemical companies that were
parties to a joint development agreement. The plaintiff alleges, among
other things, that the defendant breached the joint development
agreement and wrongfully misappropriated intellectual property that
belongs in part or in whole to the plaintiff. The defendant has moved to
dismiss. For the reasons that follow, the motion to dismiss is granted in
part and denied in part. Specifically, the plaintiffs claims for breach of
contract and misuse of its confidential information survive, but its
alternatively pled claims for breach of the implied covenant of good faith
and fair dealing, conversion, and unjust enrichment are dismissed.
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I. BACKGROUND'

Plaintiff, Akzo Nobel Coatings Inc. ("Akzo"), is a Delaware
corporation with its principal place of business in Strongsville, Ohio.
Akzo specializes in the design, manufacture, and sale of various
chemical coatings, including protective coatings for food and beverage
packaging and containers. Defendant, The Dow Chemical Company,
doing business as Dow Advanced Materials ("Dow"), is a Delaware
corporation with its principal place of business in Philadelphia,
Pennsylvania. Among other things, Dow develops, manufactures, and
sells polymeric materials, products, and technologies, including those
suitable for use in coatings for food and beverage containers.
On January 25, 2010, the parties executed a Joint Development
Agreement ("JDA"). 2 The provisions of the JDA are analyzed in detail
in Section III.A infra. In general and simplified terms, the purpose of the
JDA was to combine the parties' respective areas of expertise in pursuit
of the development of new protective coatings for metal beverage and
food packaging containers. The resulting output of any given project
under the JDA could be owned wholly by one of the two parties,
depending on whether it was a Target-Coating,3 which would be owned
by Akzo, or a Material or Project Material, either of which would belong
to Dow. Any other output not falling into those specific categories
would be jointly owned. The Complaint also alleges that, in the course
of pursuing the various projects begun under the JDA, Akzo disclosed
confidential information to Dow.
On or about October 24, 2011, Dow provided Akzo with a notice
of termination. The JDA, by its own terms, terminated ninety days later.4
On or about May 18, 2012, Dow communicated to Akzo that it intended
to file two patent applications relating to potential JDA-Inventions (the
"Patent Applications").
The Complaint alleges that the Patent
Applications disclose "coating compositions, applications and forming

'The facts are drawn from the allegations in the plaintiffs Verified Complaint (the
"Complaint"), which are assumed true for purposes of the defendant's motion to dismiss.
2
COmpl., Ex. A [hereinafter "JDA"]. The JDA also included several addenda as
Exhibit A, which became "incorporated into [the] JDA" upon signature by the parties. The
addenda were attached as Exhibit 1 to Dow's Motion to Dismiss. Consideration of the JDA
and its addenda is appropriate on Defendant's motion because those documents are integral to
the Complaint. See, e.g., Allen v. Encore Energy P'rs, 72 A.3d 93, 96 n.2 (Del. 2013); In re

Gen. Motors
S'holder Litig., 897 A.2d 162, 168-69 (Del. 2006).
3

Unless otherwise specified, capitalized terms referenced in this Memorandum

Opinion have the same meaning as in the JDA. Those definitions are described in Section
III.A infra.
4JDA

19.5.
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coated containers or closure devices,"5 including Akzo's confidential
information regarding "polyolefin dispersions, acrylic latex emulsions
and the use of phenol formaldehyde." 6 Akzo objected to Dow's proposed
Patent Applications on or about June 12, 2012. According to Akzo, Dow
did not cooperate with Akzo to determine the appropriate manner to
proceed with the Patent Applications; instead, it acted unilaterally, in
violation of the JDA. Dow modified the Patent Applications to some
extent before they were to become public in or around mid-December

2013.
Akzo filed its Complaint on June 20, 2013.

The Complaint

consists of five Counts, asserting claims for: (1) a declaratory judgment
regarding Akzo's ownership rights under the JDA; (2) breach of contract
and a permanent and mandatory injunction against Dow, requiring Dow
to transfer the appropriate ownership rights associated with the Patent
Applications to Akzo; (3) breach of the implied covenant of good faith
and fair dealing; (4) conversion; and (5) unjust enrichment. Dow moved
to dismiss the Complaint pursuant to Court of Chancery Rule 12(b)(6).
After full briefing, I heard argument on January 13, 2015 (the
"Argument") and took the matter under advisement.
II. STANDARD OF REVIEW
Pursuant to Rule 12(b)(6), this Court may grant a motion to
dismiss for failure to state a claim if a complaint does not assert
sufficient facts that, if proven, would entitle the plaintiff to relief. "[T]he
governing pleading standard in Delaware to survive a motion to dismiss
is reasonable 'conceivability."' That is, when considering such a motion,
a court must "accept all well-pleaded factual allegations in the Complaint
as true . . . draw all reasonable inferences in favor of the plaintiff, and
deny the motion unless the plaintiff could not recover under any
reasonably conceivable set of circumstances susceptible of proof." 8 This
reasonable "conceivability" standard asks whether there is a "possibility"
The court, however, need not "accept conclusory
of recovery. 9
allegations unsupported by specific facts or . . . draw unreasonable

'Compl. 1 21.
6Id. T 22.
7
Cent. Mortg. Co. v. Morgan Stanley Mortg. Capital Hldgs. LLC, 27 A.3d 531, 537
(Del. 2011) (footnote omitted).
'Id. at 536 (citing Savor, Inc. v. FMR Corp., 812 A.2d 894, 896-97 (Del. 2002)).
9

Id. at 537 & n.13.
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inferences in favor of the nonmoving party."10 Moreover, failure to plead
an element of a claim precludes entitlement to relief and, therefore, is
grounds to dismiss that claim."
Generally, the court will consider only the pleadings on a motion
to dismiss under Rule 12(b)(6).
"A judge may consider documents
outside of the pleadings only when: (1) the document is integral to a
plaintiffs claim and incorporated in the complaint or (2) the document is
not being relied upon to prove the truth of its contents." 1 2
III. ANALYSIS

At its core, this case concerns the meaning of the JDA. The
interpretation of a contract is a question of law.' 3 "[Dlefendants are not
entitled to dismissal under Rule 12(b)(6) unless the interpretation of the
contract on which their theory of the case rests is the 'only reasonable
construction as a matter of law."'1 4 If there is more than one reasonable
construction of contractual language, then the contract is ambiguous.'s
But, contractual language "is not ambiguous simply because the parties
disagree on its meaning."06 Instead, the court will apply standard
principles and canons of contract interpretation in construing the
contract. I begin with the JDA's terms, briefly describe Dow's patent
claims, and then analyze the five Counts in the Complaint.
A. The JDA

The JDA sought to combine Dow's expertise in polymeric
materials and products with Akzo's expertise in protective coatings for
metal beverage and food packaging containers. To that end, the parties

&

1 0Price v. E.I. duPont de Nemours & Co., Inc., 26 A.3d 162, 166 (Del. 2011) (citing
Clinton v. Enter. Rent-A-Car Co., 977 A.2d 892, 895 (Del. 2009)).
"Crescent/Mach I P'rs, L.P. v. Turner, 846 A.2d 963, 972 (Del. Ch. 2000) (Steele,
V.C., by designation).
'2A lien v. Encore Energy P'rs, 72 A.3d 93, 96 n.2 (Del. 2013).
3
1 See, e.g., Seidensticker v. GasparillaInn, Inc., 2007 WL 4054473, at *2 (Del. Ch.
Nov. 8, 2007) (citing HIFN, Inc. v. Intel Corp., 2007 WL 1309376, at *9 (Del. Ch. May 2,
2007)); see also AHS N.M. Hldgs., Inc. v. Healthsource, Inc., 2007 WL 431051, at *3 (Del.
Ch. Feb. 2, 2007) ("Under general principles of contract law, interpretation of contractual
language is purely a question of law.").
14Kahn v. Portnoy, 2008 WL 5197164, at *3 (Del. Ch. Dec. 11, 2008) (quoting VLIW
Tech., LLC v. Hewlett-PackardCo., 840 A.2d 606, 615 (Del. 2003)).
" VLIW Tech., 840 A.2d at 615 ("Ambiguity exists 'when the provisions in controversy
are reasonably or fairly susceptible of different interpretations." (quoting VanderbiltIncome
Growth Assocs. v. Arvida/JMB Managers, Inc., 691 A.2d 609, 613 (Del. 1996))).
1E.I. du Pont de Nemours & Co. v. Allstate Ins. Co., 693 A.2d 1059, 1061 (Del.
1997).
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attempted to set forth in the JDA the terms of their underlying rights and
obligations. Various addenda to the JDA defined the scope and goals of
Numerous
the specific joint projects that the parties undertook.
law, 17 are
Delaware
by
governed
provisions from the JDA, which is
pertinent to this dispute.
1. Ownership provisions
Section 5.2 defines the parties' respective ownership rights as to
JDA-Inventions. A JDA-Invention is
any invention, whether patentable or unpatentable, that is:
(a) a new Material (e.g., a new Project
Material), and/or
(b) a new article (e.g., a new Target-Coating)
having a new structure and/or composition,
and/or
(c) any new method or apparatus for
manufacturing Materials or Products, and/or
(d) any new end-use for a Material or Product,
which is first actually reduced to practice by a Party
alone or with others, and which reduction to practice occurs
both during the Project Period and as a result of work
performed in connection with that project.1 8
Akzo "owns those JDA-Inventions that are specific to: (1) the TargetCoating, (2) methods or apparatus for fabricating the Target-Coating, and
(3) uses of the Target Coating."'1 9 Dow, on the other hand, "owns those
JDA-Inventions that are specific to: (1) Materials and Project Materials,
(2) methods or apparatus for manufacturing Materials and/or Project
Materials, and (3) uses of Materials, and/or Project Materials." 20
Everything not falling into one of these categories is jointly owned by
For jointly owned inventions, neither party
Dow and Akzo.
independently "may use for itself or license, assign, transfer, or otherwise

"JDA ¶ 10.5.

"Id.

9
' 1d.

2

ld.

¶ 11.13.
5.2(a).

5.2(b).
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. without the other Party's prior written

consent, which shall not be unreasonably withheld." 21
To prevail on its motion to dismiss, Dow must show that it is not
reasonably conceivable that the items claimed in the Patent Applications
could be anything other than a Material or a Project Material. Stated
differently, if it is reasonably conceivable that the Patent Applications
claim something other than a Material or a Project Material-e.g., a
Product, a Target Coating, or, potentially, something that does not fall
within one of the other specified categories 22-the motion to dismiss will
be denied.
As Section 5.2 shows, the JDA contemplates three categories of
potential JDA-Inventions: Materials or Project Materials, Target
Coatings, and Products. The pertinent JDA definitions are as follows:
"Material," as used with respect to a particular Project,23
means (a) those particular polymeric materials (including
but not limited to neat polymers and polymer blends, and
also compounds, formulations, or articles containing or
made from polymers or polymer blends, including but not
limited to films, fibers, nonwovens, foams, or a combination
thereof), as well as (b) any other chemicals or compositions
useful with those polymeric materials, all as more
specifically defined to be the "Material" in the
corresponding Addendum. 24
"Project Material," as used with respect to a particular
Project, means (a) any new Material first developed in and
for that Project that enables the Parties to meet the Success
Criteria of that Project, or (b) any other Material that the
Parties otherwise mutually agree to designate as a 'Project
Material' for that Project. 25

"Id. I 5.2(c).
22

This possibility appears to be contemplated by, e.g., Paragraph 11.13(b), which

describes the creation of "a new article," an undefined term.

On this limited record, it is

unclear whether the category of Products is coextensive with the category of items covered by
Paragraph 11.13(b).
2Project means "a particular program to be conducted by the Parties under this JDA to

develop and commercialize a Target-Coating, as defined in the corresponding Addendum." Id.

¶

11.23. 2 4There were four Addenda to the JDA and, accordingly, four Projects.
1d¶ 11.18.
25

Id. 1 11.26. Because neither party based its arguments on any contention that
something was or was not a Project Material, I limit my discussion in this Memorandum

Opinion of JDA-Inventions that might be owned by Dow solely to Materials.
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"Product" as used with respect to a particular Project, means
an article of manufacture (other than a Material per se) that
is fabricated from a Material by (a) transforming the
structure of the Material per se (e.g., converting a resin
pellet into a film), and/or (b) combining the Material with
other structural components (e.g., laminating a Material
[such as a film] to a separate structure [such as a nonwoven
web]). 2 6

Target Coatings are one type of Product: "'Target-Coating,' as used with
respect to a Project, means that particular Product, as defined in the
corresponding Addendum, that the Parties intend to develop in that
Project, including meeting the performance requirements specifically
defined in that Addendum." 27 The definition of Product encompasses
more than just Target-Coatings, however. For example, a developed
coating that fails to meet the performance specifications in the
Addendum still would be a Product within the meaning of the JDA.
These definitions show that the defined terms are heavily
dependent on the specific Projects, with each Project being described in
detail in a corresponding Addendum. The JDA includes four such
Addenda. All four Addenda identically list the specific Materials "that
may be evaluated in this Project," and "other related components suitable
for use in a Coating Formulation for the Target Application" as: "[1]
Non-commercially available BluewaveTn WB Polyolefin Dispersions;
[2] Non-commercially available Polyolefins (functionalized); [and] [3]
Non-commercially available Polyolefins (unfunctionalized)."4 8
The termination of the JDA did not affect "the respective rights or
obligations of either Party . . . under Articles 5, 6, 7 or 8, or under

Paragraphs 2.1, 9.4, or 10.12."29
2. Patenting and protection of JDA-Inventions
The JDA establishes a framework for determining into which
ownership category a JDA-Invention falls.
Reasonably promptly after a Party becomes aware that an
invention has been conceived or first reduced to practice
6

1d.

1 11.22.

VId.
28

¶ 11.32.

d., Addenda Nos. 1-4.
"Id. I 9.7(b).
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that may be a JDA-Invention, that Party must deliver to the
other [Party] . . . a written description of the invention, as
well as sufficient information to enable the Parties . . . to

evaluate the inventorship of the same. The Parties will
attempt to reach a consensus on whether the same is a JDAInvention and who is (are) the inventor(s). 30
Akzo appears to construe this provision as meaning that a Project would
have to be completed before a determination of ownership would be
made. The terms of Paragraph 5.4, however, do not seem to require
completion of a Project before a party could attempt to claim a JDAInvention.
After following the process described above, one or both of the
The JDA
parties could pursue a patent on a JDA-Invention.
contemplates that the parties would "focus on drafting patent applications
on JDA-Inventions using the optimal claim structure in each case as
appropriate, without considering who would own that patent
application." 1
The JDA contains further detailed provisions on
patenting JDA-Inventions, which need not be examined here, except to
note that the JDA requires the Parties to cooperate in the patenting of
JDA-Inventions. 32 The contours of that cooperation presumably would
vary depending on who owns the JDA-Invention and whether the parties
are pursuing a Joint JDA-Patent. 33
3. Confidentiality provisions
According to the JDA,
"Confidential

Information"

.

.

.

means

Background

Information 34 of the designated Party or its Affiliates
(collectively the "Discloser"), as well as Project

30

1d. 1 5.4.

3

JDA ¶ 5.5.1.

32

Id. 1 5.5.3.

33

1d.
"'Background Information' ... means any Information known, owned or controlled
by that Party or its Affiliates prior to the Effective Date, as well as any Information is [sic]
34

acquired or developed by or for that Party or its Affiliates independently of any Project, as
evidenced by written records." Id. 1 11.4. "Information' means technical or business
information pertaining to (a) the composition, structure, and/or properties of any Material
and/or Product . .. (b) any methods or apparatus for manufacturing Materials and/or Products,
and/or (c) the use of a Material or Product in any end-use application." Id. 11. 11.

2016

UNREPORTED CASES

1133

Information" first developed or discovered by that
Discloser, which is disclosed or otherwise made available to
the other Party and/or its Affiliates (collectively the
"Recipient") under this JDA, except with respect to any
particular Information that the Recipient can prove:
(a) was available to the public through no fault
of Recipient, or

(b) Recipient already possessed prior to receipt
from Discloser, or
(c) Recipient acquired from a Third Person, or
otherwise holds, without obligation of
confidence, or
(d) was independently developed by or for
Recipient by person(s) who did not have access
to Discloser's Confidential Information or
Samples. 36
Article 7 imposes various obligations on the parties with respect to
Confidential Information. For example, it provides that the parties "will
cooperate to mark Information disclosed under this JDA that either Party
considers to be confidential." 37 The parties also must exercise at least as
much care with respect to the Discloser's Confidential Information as the
Recipient uses with respect to its own such information. Additionally,
there are restrictions on disclosure and use:
Until 5 years after the end (either completion or earlier
termination) of a particular Project, each Recipient receiving
a Discloser's Confidential Information in connection with
that Project agrees that (a) Recipient will maintain that
Confidential Information in confidence and prevent the
disclosure of the same to others, and (b) Recipient will use
that Confidential Information exclusively (b.1) for the

35

"Project Information,' as used with respect to a particular Project, means any new
Information, owned or controlled by either Party or by its participating Affiliates, that is first
developed or acquired both (a) during the corresponding Project Period, and (b) in connection
with work performed on that Project." Id. 11.25.

"Id.

¶ 11.6.

"Id.

1 7.1.

1d.

17.3.

3
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Projects, and/or (b.2) to carry out its obligations under this
JDA."
The JDA does allow certain permitted disclosures, however, such as to
the Recipient's legal counsel or as reasonably required for regulatory
review by governmental agencies.40
B. The PatentApplications
The Patent Applications at issue here are U.S. Patent Application
Nos. 72330 and 72705.41 The "Background of the Invention" section of
each application makes clear that the patents relate to coatings for food
and beverage containers and cans, 42 which was the focus of the JDA.
Akzo alleges that the inventions claimed in the Patent Applications
belong to it or, in the alternative, belong to it and Dow jointly. Dow
contends that the polymer compositions claimed in the Patent
Applications are Materials under the JDA and, therefore, belong solely to
Dow.
Although somewhat unwieldy, I consider it appropriate, based on
the technical nature of patent claims, to include here the entire text of the
first independent claim from each of the Patent Applications. Patent
Application 72330's first claim is:
An aqueous based blend composition comprising:
[1] an aqueous polyolefin dispersion comprising the
melt blending product of one or more base polymers
and one or more stabilizing agents in the presence of
water and optionally one or more neutralizing agents,
wherein the polyolefin dispersion has an average

39

1 7.2.
17.4.
41Patent Applications 72330 and 72705 are attached to the Complaint as Exhibits B
and C, respectively. Apparently, those documents are internal Dow drafts and differ in certain
respects from the actual applications Dow ultimately filed with the United States Patent and
Trademark Office (the "PTO"). The Patent Applications actually filed are attached as Exhibits
2 and 3 to Dow's Brief in Support of the Motion to Dismiss [hereinafter respectively Patent
Application 72330 and Patent Application 72705]. The Patent Applications are integral to the
Complaint. Akzo contends that the differences between the draft Patent Applications and the
filed versions are immaterial for purposes of Dow's motion. Accordingly, I will refer to the
applications as actually filed with the PTO. Finally, I note for completeness that the Patent
Application numbers used in this Memorandum Opinion are Dow's internal patent numbers,
not the actual numbers given to the applications by the PTO.
42
Patent Appl. 72330 at 1-2; Patent Appl. 72705 at 1-2.
1d.
1d

40
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volume particle size diameter in the range of from
400 to 1500 nm, and a pH range from 8 to 11; and
[2] an acrylic emulsion comprising acrylic solids
having an average weight particle size diameter in the
range of from 75 to 450 nm; an acid level in the range
of from 0.25 to 5 percent by weight of acid monomers
based on the weight of the acrylic monomer, and a
weight average molecular weight in the range of from
200,000 to 5,000,000 g/mole, and a glass transition
temperature (T g) in the range of from 7 to 1000 C,
and wherein said acrylic emulsion has a pH in the
range of from 7 to 9;
[3] wherein said aqueous based blend composition
has a solid content in the range of from 15 to 70
percent by weight of solids, based on the weight of
the aqueous based blend composition, wherein said
solid content of said blend composition comprises
from 20 to 95 percent by weight of the one or more
base polymers, based on the weight of the solid
content of the aqueous based blend composition and
from 5 to 80 percent by weight of the acrylic solids,
based on the weight of the solid content of the
aqueous based blend composition, and a pH in the
range of from 7 to 11. 43
Claim 1 of Patent Application 72705 reads:
An aqueous based blend composition comprising:
[1] an aqueous polyolefin dispersion comprising the
melt blending product of one or more base polymers
and one or more stabilizing agents in the presence of
water and optionally one or more neutralizing agents,
wherein the polyolefin dispersion has an average
volume particle size diameter in the range of from
400 to 1500 nm, and a pH range from 8 to 11; and

43

Patent Appl. 72330 at 42.
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[2] one or more crosslinking agents selected from the
group consisting of phenolformaldehyde resins,
hydroxyalkylamide
resins,
amino-formaldehyde
resins; epoxy group containing resins, and
combinations thereof, wherein said crosslinking
agents comprise form [sic] 0.1 to 50 percent by
weight based on the solid content of the dispersion;
[3] wherein said aqueous based blend composition
has a solid content in the range of from 15 to 70
percent by weight of solids, based on the weight of
the aqueous based blend composition, wherein said
solid content of said blend composition comprises up
to 99.9 percent by weight of the one or more base
polymers, based on the weight of the solid content of
the aqueous based blend composition . . . and a pH in
the range of from 8 to 11.4

In sum, Patent Application 72330 claims, at least, a combination of two
elements: (1) an aqueous polyolefin dispersion comprising (a) one or
more base polymers and (b) one or more stabilizing agents and (c)
optionally, one or more neutralizing agents; and (2) an acrylic emulsion.
Patent Application 72705 also claims, at least, a combination of two
elements: (1) an aqueous polyolefin dispersion comprising (a) one or
more base polymers and (b) one or more stabilizing agents and (c)
optionally, one or more neutralizing agents; and (2) one or more
crosslinking agents.
C. DeclaratoryJudgment and Breach of Contract
1. Interpretation of the JDA
As noted, to succeed on its motion to dismiss, Dow must show that
the Patent Applications do not claim anything besides a Material, such as
a Product. In effect, Dow asks this Court to conclude, without expert
testimony on technical issues of polymer chemistry and patent
construction, that the Patent Applications claim only Materials. For the
reasons that follow, I conclude that, even assuming Dow's interpretation
of the JDA is reasonable, it is not the only reasonable interpretation of

"Patent Appl. 72705 at 35.
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the JDA. Accordingly, dismissal of Counts I and II is not appropriate at
this time.
Dow's position is that the items comprising the Patent
Applications' claims are all Materials under the JDA and, therefore, are
owned exclusively by it, with Akzo having no ownership rights. As
stated in its brief, Dow reads Paragraph 11.18 of the JDA as "defining
'Materials' to include 'compounds, formulations, or articles containing or
made from polymers or polymer blends, including but not limited to
films, fibers, nonwovens, foams, or a combination thereof and 'any other
chemicals or compositions useful with those polymeric materials."' 45 As
applied to the quoted claims from the Patent Applications, Dow argues
that the base polymers and the acrylic emulsion are "polymers or
polymer blends" and the stabilizing agents and crosslinking agents are
"chemicals or compositions useful with those polymeric materials."
Dow, therefore, reads the Patent Applications as claiming only Materials
and, as a result, being owned solely by Dow.
Dow's interpretation of the JDA suffers from at least one serious
shortcoming. Namely, Dow ignores part of the definition of Materials.
Dow points to the portion of the definition beginning with the word
"compounds." As is clear from the full definition, however, that subpart
of the definition comes from an indicative list, set off in a parenthetical,
of polymeric materials. 46 In fact, the portion of the definition from
which Dow derives support for its argument can be excised without the
definition losing meaning. Read in this manner, the definition would
state: "'Material,' as used with respect to a particular Project, means (a)
those particular polymeric materials . . . as well as (b) any other

chemicals or compositions useful with those polymeric materials, all as
more specifically defined to be the 'Material' in the corresponding
Addendum." 47 Excluding the indicative parenthetical only clarifies that
the meaning of the term Materials depends upon what is listed in the
Addenda.
There were four Projects under the JDA, each of which resulted in
an Addendum numbered one through four. The relevant parts of those
Addenda are identical. Each lists three Materials in bullet points: (1)
Non-commercially available BluewaveTM Polyolefin Dispersions; (2)
Non-commercially available Polyolefins (functionalized); and (3) Noncommercially available Polyolefins (un-functionalized). According to
Akzo, these three versions of Polyolefins were the Materials. Thus,
45

Dow's Opening Br. 11.
supra note 24 and accompanying text.

4See

VJDA 1l1.18.
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under Akzo's interpretation, because the Patent Applications claim
compositions comprising additional items-e.g., stabilizing agents,
crosslinking agents, and acrylic emulsions-the Patent Applications do
not claim only Materials.
Akzo's Complaint alleges that the
compositions comprising these other non-polyolefin items resulted from
the JDA and at least partially are owned by Akzo.
At this preliminary stage in the litigation, I cannot say that Akzo's
reading is unreasonable. Dow's interpretation, at least on the record
currently before me, arguably sweeps too broadly. It seeks to define
Materials as comprising polymeric materials and "any other chemicals or
compositions useful with those polymeric materials" without reference to
the appropriate Addendum. The universe of other chemicals or
compositions that are "useful with" polymeric materials seemingly could
be limitless and would result in interpreting Material in such a manner
that it likely would encroach on the other JDA definitions, such as
Product. An interpretation of Material that unnecessarily rendered other
terms of the JDA surplusage would be unreasonable.
The clear language of the definition of Materials therefore
supports the conclusion that Akzo's interpretation of that term is
reasonable. Under Akzo's interpretation, it is reasonably conceivable
that the Patent Applications claim non-Material JDA-Inventions, which
are at least co-owned by Akzo. Phrased differently, it is reasonably
conceivable that Akzo could prove at trial that the Patent Applications
claim at least certain Products, which would be JDA-Inventions coowned by Akzo.49 Accordingly, it would not be appropriate to dismiss
Akzo's breach of contract count or its declaratory judgment count.
2. Akzo's confidential information
Akzo alleges that the Patent Applications "disclose Akzo's
confidential information regarding polyolefin dispersions, acrylic latex
emulsions and the use of phenol formaldehyde."5 0 Dow derides these
allegations as so vague that they fail to place Dow on notice of what

48

E.g., CommercialBank v. Global Payments Direct, Inc., 2014 WL 3567610, at *8
(Del. Ch. July 21, 2014) ('In upholding the intentions of the parties, a court must
construe the agreement as a whole, giving effect to all provisions therein, in order not to render

any part of the contract mere surplusage, and, if possible, reconcile all the provisions of the
instrument." (internal quotations and footnotes omitted)) (collecting cases).
49Akzo technically has preserved its argument that the Patent Applications claim
Target-Coatings, which would be wholly owned by Akzo. There are no allegations, however,
that any Target-Coatings ever were created under the JDA.
soCompl. T 22.
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Akzo is alleging, thereby violating Court of Chancery Rule 8.s1 In
making that argument, however, Dow appears to be invoking a
heightened pleading standard, despite its protestations to the contrary.
But, there is no requirement that improper disclosure of confidential
information be pled with particularity.5 2 Rather, the applicable standard
in Delaware is notice pleading, which is a minimal pleading standard.53
Akzo alleges that, in violation of the confidentiality provisions in
the JDA, Dow disclosed Akzo's confidential information in the Patent
Applications. The combined length of the two Patent Applications is
slightly more than eighty typewritten pages. The categories of Akzo's
confidential information that Dow allegedly misused or disclosed relate
to polyolefin dispersions, acrylic latex emulsions, and the use of phenol
formaldehyde. These allegations adequately place Dow on notice of the
claims against it. To respond to those allegations, Dow needs to examine
the finite universe of the Patent Applications and focus on the disclosures
and claims that pertain to one or more of those three categories of
allegedly confidential information.
Dow further argues that Akzo's allegedly confidential information
previously was disclosed publicly. If Dow succeeds in proving that, then
54
Dow could not have breached the JDA by disclosing such information.
In particular, Dow points to earlier-filed patents that include the phrases
"aqueous polymer dispersion," "acrylic polymers," and "phenol
formaldehyde."" These general phrases, however, do not prove that the
information Akzo accuses Dow of improperly using or disclosing was in
the public domain. Akzo's claim may involve more specific disclosures
within those three categories, but those details will need to await
development of the record in discovery. In addition, whether the
allegedly confidential information already was in the public domain and,
therefore, was not Confidential Information under the JDA, constitutes a
disputed issue of fact that cannot be resolved on a motion to dismiss. In
sum, because Delaware requires only notice pleading as to Akzo's

"Ct. Ch. R. 8 ("A pleading . . . shall contain (1) a short and plain statement of the

that the pleader is entitled to relief. . . .").
claim showing
2

1 See Ct. Ch. R. 9 (listing pleadings that require more specificity or particularized
allegations).
"Cent. Mortg. Co. v. Morgan Stanley Mortg. CapitalHldgs. LLC, 27 A.3d 531, 536
(Del. 2011).
54.JDA ¶ 11.6 (excluding publicly available information from the definition of

Confidential Information).
"Dow's Opening Br. 19 and Exs. 4-5.
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confidential information clams,56 Dow's motion to dismiss that claim is
denied.
D. The Remaining Counts
Thus far, I have declined to dismiss Count I and II. The remaining
Counts III-V, respectively, are for breach of the implied covenant of
good faith and fair dealing, conversion, and unjust enrichment. Dow
argues that each of these counts fails to state a claim because the JDA
governs the entirety of the relationship between the parties and these
claims are merely duplicative of Counts I and II. I agree.
1. Breach of the implied covenant of good faith and fair dealing
"The implied covenant of good faith and fair dealing inheres in
every contract and 'requires a party in a contractual relationship to refrain
from arbitrary or unreasonable conduct which has the effect of
preventing the other party to the contract from receiving the fruits of the
bargain." 5
"The 'implied covenant of good faith and fair dealing
involves . . . inferring contractual terms to handle developments or
contractual gaps that . . . neither party anticipated.' It does not apply

when the contract addresses the conduct at issue."58 The implied
covenant "is recognized only where a contract is silent as to the issue in
dispute." 59 It is not a tool to re-write contracts and it "cannot be invoked
to override the express terms of the contract. ,60 Indeed, "courts should
be most chary about implying a contractual protection when the contract
could easily have been drafted to expressly provide for it."61 Thus, to
state a claim for a breach of the implied covenant, Akzo "must allege a
specific implied contractual obligation and allege how the violation of
that obligation denied [it] the fruits of the contract." 62

56

See Lazard Debt Recovery GP, LLC v. Weinstock, 864 A.2d 955, 978-79 (Del. Ch.

2004) (noting Delaware's "lenient pleadings standards on a motion to dismiss" and
allowing to proceed a sparsely pled claim for violation of a contractual duty to protect and not
misuse confidential information).
1 7Kuroda v. SPJS HIdgs., L.L.C., 971 A.2d 872, 888 (Del. Ch. 2009).
58

Nationwide Emerging Managers, LLC v. Northpointe Hldgs., LLC, 112 A.2d 878,
896 (Del. 2015) (quoting Nemec v. Shrader, 991 A.2d 1120, 1125 (Del. 2010)) (footnotes

omitted).

59

AQSR India Private, Ltd. v. Bureau Veritas Hldgs., Inc., 2009 WL 1707910, at * 1l

(Del. Ch. June 16, 2009).
"Kuroda, 971 A.2d at 888.
6
'Allied Capital Corp. v. GC-Sun Hldgs., L.P., 910 A.2d 1020, 1035 (Del. Ch. 2006).
62
Kuroda, 971 A.2d at 888.
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In its briefing and at the Argument, Akzo explained that its
implied covenant claim focuses on the timing of Dow's unilateral
termination of the JDA: before the Projects could be completed, but after
Dow had gained access to Akzo's Confidential Information, techniques,
and know-how, which Dow then misappropriated for itself.63 These
arguments, however, do not correspond to the allegations Akzo made in
the Complaint in support of its claim for breach of the implied covenant
of good faith and fair dealing. Having chosen to stand on its Complaint
rather than amend it, Akzo must live with that decision.6
In the Complaint, Akzo cites four bases for its implied covenant
claim. They are that Dow allegedly: (1) unilaterally filed for patents
based on "the information arising from or related to research,
development, data, information, knowledge, know-how, products and
inventions resulting from the composition, use or application of certain
coatings or other results of JDA activities"; 65 (2) unilaterally disclosed
Akzo's confidential information over Akzo's objections; (3) failed to
"honor the purpose and intent of the JDA such that the contemplated and
anticipated" output resulting from the joint venture "would be preserved
and protected for the benefit of Akzo and not marketed or revealed as
Dow's own"; 66 and (4) "usurp[ed] to itself and for its own benefit
intellectual property entrusted to it by Akzo with the understanding and
reasonable expectation that Akzo's rights and interests therein would be
protected."67 All of these allegations are covered by express provisions
of the JDA.
First, as detailed in the preceding Section, the JDA includes
specific provisions governing Confidential Information. I already have
concluded that Akzo adequately stated a claim for breach of the JDA
relating to misuse of its Confidential Information. Second, the JDA
explicitly addresses which party owns what JDA-Inventions and, as I
previously held in this Memorandum Opinion, Akzo sufficiently stated a
breach of contract claim in that regard. I do not understand the
Complaint to accuse Dow of taking something else that is neither a JDAInvention nor an aspect of Akzo's Confidential Information.
Based on its position at the Argument and in its briefing, Akzo
also appears to allege that Dow unfairly exercised its discretion to
terminate the JDA in an effort to cut short development of potential
63

Akzo's Opp'n Br. 19-20; Arg. Tr. 54-56.

6
Ct.
65

Ch. R. 15(aaa).
Compl. ¶ 37(a).

"Id. ¶ 37(c).
1d. I 37(d).

6
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Target-Coatings. Viewing the allegations in the light most favorable to
Akzo, Plaintiff asserts that Akzo's scientists would have developed
Target-Coatings, but Dow prematurely terminated the JDA and left Akzo
with, at best, a JDA-Invention jointly owned by it and Dow, rather than a
Target-Coating that would have been wholly owned by Akzo. In this
manner, Dow allegedly deprived Akzo of the benefit of its bargain under
the JDA.
Even assuming this is what Akzo in fact is attempting to argue in
connection with its implied covenant claim, the Complaint does not
contain factual allegations supporting such a theory. The supposed
wrongful termination of the JDA is the only theory under which Akzo
conceivably could state an implied covenant claim in light of its other
allegations, all of which expressly are covered by the JDA's terms. Aside
from the allegations in Paragraph 37, which are quoted or summarized
supra, the only relevant allegation relating to the termination of the JDA
states: "On or about October 24, 2011, Dow provided Akzo with notice
of termination of the JDA under paragraph 9.5. The JDA thereby
terminated by its own terms ninety (90) days after said notice."" This
allegation says nothing about how Dow deprived Akzo of the benefit of
the JDA. Indeed, it does not even allege that the termination was
wrongful. Thus, based on the allegations in Akzo's Complaint-as
opposed to the positions it advanced in its briefing and at the
Argument-I find that it is not reasonably conceivable that Akzo could
prove a breach of the implied covenant of good faith and fair dealing. 69
2. Conversion
"Conversion is 'any distinct act of dominion wrongfully exerted
over the property of another, in denial of [that person's] right, or
inconsistent with it."' 70 Conversion, however, is a tort. "Under Delaware

law, 'where an action is based entirely on a breach of the terms of a
contract between the parties, and not on a violation of an independent
duty imposed by law, a plaintiff must sue in contract and not in tort."'7
"Thus, in order to assert a tort claim along with a contract claim, the

68

Compl.

69

¶ 17.

With respect to the allegations explicitly governed by the .DA, Akzo's relief, if any,
will be from its breach of contract claim. The same allegations cannot form the basis of an
implied covenant claim. AQSR, 2009 WL 1707910, at *11.
"oKuroda, 971 A.2d at 889 (quoting Drug, Inc. v. Hunt, 168 A. 87, 93 (Del. 1933)).
7
'AQSR, 2009 WL 1707910, at * 12 (quoting Pinkert v. John J. Olivieri, P.A., 2001

WL 641737, at *5 (D. Del. May 24, 2001)).
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plaintiff must generally allege that the defendant violated an independent
legal duty, apart from the duty imposed by contract."7 2
In Count IV of the Complaint, Akzo accuses Dow of conversion.
In support of that claim, Akzo alleges that, without its permission or
consent, Dow "intended and continues to deprive Akzo of the research,
development, data, information, knowledge, know-how, product and
inventions resulting from the composition, use, or applications of certain
coatings and JDA inventions permanently and did so permanently
deprive Akzo of its interests in its intellectual property."7 3 The crux of
these allegations is that Dow misappropriated confidential information
and JDA-Inventions that are at least partially owned by Akzo. All of
these allegations are covered explicitly by the JDA, as already discussed.
Indeed, the conversion allegation specifically references JDA-Inventions,
a term with no meaning outside the context of the JDA. Akzo has not
identified or pled the existence of any independent duty violated by Dow
that existed apart from the contractual duties imposed by the JDA.
Accordingly, I grant Dow's motion to dismiss Count IV.
3. Unjust enrichment
Akzo's alternatively pled unjust enrichment count suffers from the
same flaws as its conversion claim: the purported wrongs are covered by
the JDA.

"The elements of unjust enrichment . . . [are]: (1) an

enrichment, (2) an impoverishment, (3) a relation between the
enrichment and impoverishment, (4) the absence of justification and (5)
the absence of a remedy provided by law." 74 "Courts developed unjust
enrichment, or quasi-contract, as a theory of recovery to remedy the
absence of a formal contract."7 5 Accordingly, a "claim for unjust
enrichment is not available if there is a contract that governs the
relationship between parties that gives rise to the unjust enrichment
claim."7 6
According to the Complaint:
Akzo provided Dow with its confidential information
relating to the development of protective coatings for metal
72

Kuroda, 971 A.2d at 889.
"Compl. ¶ 42.
74
CantorFitzgerald, L.P. v. Cantor, 1998 WL 326686, at *6 (Del. Ch. June 16, 1998).
"ID Biomedical Corp. v. TM Techs., Inc., 1995 WL 130743, at *15 (Del. Ch. Mar. 16,
1995).

76

Kuroda, 971 A.2d at 891.
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beverage and food package containers with the express
understanding and reasonable expectation that the
confidentiality of the information provided would be
protected and that Akzo's rights, research data, results and
inventions resulting from the use of those compounds would
be protected as contemplated by the JDA.n
The information Akzo provided to Dow was supplied in the context of
the parties' joint-development venture. That venture was governed by
the JDA, which had specific provisions dealing with Confidential
Information, ownership of JDA-Inventions, and patenting procedure,
among other things. Akzo's unjust enrichment allegation specifically
references the JDA and does not invoke any cognizable legal or equitable
rights arising from outside the JDA. Because the actions complained of
in Akzo's unjust enrichment count are governed by the JDA, I conclude
that it must be dismissed.
IV. CONCLUSION

For the foregoing reasons, Dow's motion to dismiss is granted in
part and denied in part. Specifically, Counts III, IV, and V are
dismissed, but the motion is denied as to Counts I and II.
IT IS SO ORDERED.

"Compi.

T 48.
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LYNN CANNON, BRYN OWEN, ENERGY SERVICES GROUP,
INC., a Delaware corporation, and ESG ACQUISITION CORP. (n/k/a
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In the Court of Chancery of the State ofDelaware
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MEMORANDUM OPINION
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Edward M. McNally, P. Clarkson Collins, Jr., Lewis H. Lazarus, Jason
C. Jowers and Patricia A. Winston of MORRIS JAMES LLP,
Wilmington, Delaware; Attorneys for Defendants.
BOUCHARD, Chancellor.

I. INTRODUCTION
In this joint fiduciary duty and appraisal action, Nathan Owen
("Nate"), formerly the largest stockholder of Energy Services Group, Inc.
("ESG" or the "Company"), challenges a conflicted merger (the
"Merger") in which he was cashed-out of ESG in May 2013, for the right
to receive $19.95 per share, or $26.334 million in total. The Merger was
orchestrated by the Company's two other largest stockholders: Lynn
Cannon, who replaced Nate as President in August 2009, and Bryn Owen
("Bryn"), Nate's brother. The Merger price was derived from a valuation
that ESG's financial advisor performed based on five-year projections
(the "2013 Projections") prepared under Cannon's direction, which
projections the Company submitted to a nationally reputable lender in
order to obtain a $25 million credit facility to buy out Nate.
Nate and his financial expert accept the 2013 Projections that
formed the basis for the Merger price, but they argue that the $19.95 per
share price is unfair because ESG's financial advisor applied certain
incorrect assumptions in its valuation, the most significant of which is
the tax rate applicable to ESG as a Subchapter S corporation. Applying
1145
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what he submits are the correct assumptions to the 2013 Projections,
Nate contends that the fair value of his stock was $53.46 million.
Although defendants were content to use the 2013 Projections at
the time of the Merger, they now insist that those projections are not
sufficiently reliable to value Nate's stock. Instead, they rely on a
valuation based on a set of ten-year projections their financial expert
created in the midst of this litigation. Based on their expert's valuation,
which applies a corporate tax rate for ESG that disregards its status as a
Subchapter S corporation at the time of the Merger, defendants contend
that the fair value of Nate's stock was no more than $21.502 million.
The two primary areas of disagreement between the parties
concern which projections to use for a discounted cash flow (DCF)
analysis to value Nate's stock as of the Merger, and whether to tax affect
the earnings in that analysis to account for ESG's status as a Subchapter
S corporation. In this post-trial opinion, I conclude that it is appropriate
to use the 2013 Projections because they reflected management's best
estimate of what was known or knowable about ESG's future
performance as of the Merger. I also conclude, consistent with this
Court's precedents, that it is appropriate to tax affect the earnings in the
DCF analysis given ESG's status as a Subchapter S corporation. Based
on these two conclusions, and certain other determinations discussed
below, I find that the fair value of Nate's shares was $42,165,920 as of
the Merger.
II. BACKGROUND
These are the facts as I find them based on the documentary
evidence and testimony of record.' I accord the evidence and testimony
the weight and credibility that I find it deserves.
A. The Parties
Plaintiff and Petitioner Nathan Owen was the President of ESG
until his removal in August 2009, and a director of the Company until the
Merger. Before the Merger, Nate held 1,320,000 shares of ESG stock,
'The deposition testimony of witnesses is part of the trial record to the extent that

testimony was used at trial. In addition, the deposition of ESG's controller, Lisa Swift, who
did not testify at trial, is part of the record. Tr. of Oral Arg. 202-03. Objections to any
testimony or joint exhibits are overruled to the extent that testimony or exhibits are used in this
opinion.

2016

UNREPORTED CASES

1147

which were cancelled in the Merger in exchange for the right to receive
$19.95 per share in cash, or $26.334 million in total. Nate currently
resides in Maine.
Defendant Lynn Cannon served as a director of the ESG and as
President "pro tem" after Nate's removal as President. 2 Before the
Merger, Cannon held 1,218,750 shares of ESG stock. In connection with
the Merger, Cannon became President of ESG.
Defendant Bryn Owen, Nate's brother, is a Vice President and
director of ESG. Before the Merger, Bryn held 1,098,750 shares of ESG
stock.
Non-party Felimon Gurule is the Vice President of Information
Technology at ESG. Before the Merger, Gurule held 112,500 shares of
ESG stock.
Respondent Energy Services Group, Inc., a Delaware corporation
based in Norwell, Massachusetts, provided services to the retail energy
industry. At all relevant times before the Merger, Nate, Cannon, and
Bryn were the three members of the Company's board of directors, and
Nate, Cannon, Bryn, and Gurule were stockholders of the Company. In
connection with the Merger, Cannon, Bryn, and Gurule transferred their
ESG stock to Defendant ESG Acquisition Corp. ("Acquisition Corp."), a
Delaware corporation, in exchange for an equal amount of Acquisition
Corp. stock. In the Merger, ESG merged with and into Acquisition
Corp., which is now known as Energy Services Group, Inc. 3 Unless
noted otherwise, I refer to Energy Services Group, Inc. and Acquisition
Corp. interchangeably as "ESG" or the "Company," and I refer to
Cannon, Bryn, and Acquisition Corp. as "Defendants."
B. The FormationofESG
In the mid-1990s, Nate started a website- and intranetdevelopment company called IC Solutions, which was the predecessor to
ESG. 4 Bryn joined IC Solutions and reported to Nate.s In the late 1990s,
one of the country's first retail energy providers, which are known as
"REPs," engaged IC Solutions to create a software solution to manage its
electronic data interchange, or EDI, in order to participate in the retail
2

Trial Tr. ("Tr.") 152 (Cannon).
'Pre-Trial Stip. and Order ("Pre-Trial Stip.")
4
Tr. 668-69 (Nate).
5
d. 622, 625-26 (Bryn), 669 (Nate).

¶ II.A.2.
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electricity market. Other REPs also approached IC Solutions for a
similar service.
EDI is the data interchange system that REPs use to schedule and
deliver electricity.7 REPs operate in states that have deregulated retail
electricity that permit competition with the incumbent utility. REPs
arbitrage what they term "headroom": the difference in price between the
electricity that they can buy at wholesale prices through short-term
contracts and the contracts.8 Historically, the price of natural gas, a
primary source to generate electricity, has been highly volatile, which
creates opportunities for headroom. 9 For example, when natural gas
prices drop, REPs can buy electricity at lower wholesale prices than
incumbent utilities that are locked into long-term contracts and thereby
sell electricity at lower retail prices than incumbent utilities.10
Lynn Cannon was introduced to Nate through his wife, Leslie
Cannon, who had been doing marketing and business planning work for
Nate to explore business opportunities for IC Solutions.]] Nate and Lynn
Cannon began discussing working together to create EDI solutions for
the then-nascent retail electricity industry. 12
Nate, Cannon, and Bryn agreed to work together at what became
ESG. Each would receive stock in exchange for their contributions to
the Company. In general terms, Cannon would invest capital; Bryn
would work in client services; and Nate would lead the company.1 3 They
also decided to hire Gurule, a software developer at IC Solutions.14
On September 20, 2000, Nate, Cannon, Bryn, and Gurule entered
into a Stockholders' Agreement, which specified their stock ownership of
ESG as follows:' 5

6

1d. 668-69 (Nate), 601 (Bryn).

7

JX 336 (Weigand Report) at 8-9.
8
Tr. 1035-39 (Weigand).
9
Id. 1082 (Weigand).
t 0JX 332 (Jacobs Report) at 1 100.
"Tr.
669 (Nate).
2
1 Id. 17-18 (Cannon), 601 (Bryn), 669 (Nate).
"Id. 670 (Nate), 39, 132 (Cannon).
14Id. 23 (Cannon), 325-26 (Gurule), 670-71 (Nate).
"JX 2 (Stockholders' Agreement) at N00000029 1.
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Stockholder

Number of Shares

Percentage Ownership

Nate

1,320,000

35.20%

Cannon

1,218,750

32.50%

Bryn

1,098,750

29.30%

Gurule

112,500

3%

As required by Section 9 of the Stockholders' Agreement, ESG made the
appropriate elections to be taxed as a Subchapter S corporation.1 6 Thus,
ESG does not pay federal tax on its income. Rather, the stockholders of
ESG pay federal income tax on their respective shares of the Company's
profits.
C. ESG's Lines ofBusiness and Growth
Before the Merger, ESG offered three services: (i) Transaction
Management Services (TMS), which is an EDI solution; (ii) Prospect-toCash (P2C), which is largely a billing management service; and (iii)
Wholesale Energy Services (WES), which is a data management and
reporting service. TMS has accounted for the majority of the Company's
revenue, as demonstrated by ESG's revenues in 2012, the last full year
before the Merger: approximately $18.8 million from TMS,
approximately $10.8 million from P2C, and approximately $1.8 million
from WES.1 7 Given its recurring revenue business model, an average
contract length of around three years, and high customer retention rates,18
ESG's revenues have generally been "predictable," as Cannon
acknowledged at trial. 19
Much of the Company's success can be traced to several apparent
advantages it holds over its competitors. As touted on the Company's
'61d. at § 9.
7
1JX 288 (Energy Services Group, Inc., Profit & Loss: January through December

2012).
1JX 225 (Energy Services Group, Inc., Sales and Marketing Overview, Jan. 2013) at

ESG00036442.
19Tr. 159-60 (Cannon). Most TMS customers are billed monthly on a per-meter basis.
P2C customers are billed monthly on a per-account basis. WES customers are billed monthly
on a megawatt-hour or per-account basis. Pre-Trial Stip. fJ II.C.9-l1. ESG's contracts
generally have tiered pricing, meaning that larger customers are charged less on a per-meter,
per-account, or megawatt-hour basis. Tr. 1258 (Jacobs).
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website, ESG's three products offer an "end-to-end business process
solution" for REPs,20 which can reduce their costs and the risk of data
translation errors.2 1 Cannon and ESG's senior management testified
uniformly that they believe ESG's products and services are higher
quality than those of its competitors. 22
Consistent with its strong position in the market, the Company
experienced significant revenue and cash flow growth in the years
leading up to the Merger despite facing competition since its founding. 23
In the five-year period before the Merger, ESG's revenues and earnings
before interest and taxes (EBIT) demonstrated strong growth, which
ESG's financial expert, E. Allen Jacobs, calculated as follows (in
millions): 2 4

Revenue
EBIT

2008
$14.9
$5.6

2009
$15.2
$5.7

2010
$20.7
$9.7

2011
$27.4
$14.3

2012
$32.2
$17.3

According to Nate's expert, Yvette Austin Smith, over the seven years
from 2005 to 2012, ESG's revenue grew at a compound annual rate of
23.4%.25

ESG made pro-rata distributions of a majority, but not all, of its
income to its stockholders. Historically, Nate, Bryn, Cannon, and Gurule
received a combination of (i) below-market salaries (i.e., $80,000 per
year for Nate, Bryn and Cannon and more for Gurule); (ii) monthly
"draws" that were in effect interest-free loans against their distributions;
and (iii) distributions, a portion of which covered the stockholders' tax
liabilities for their pro rata shares of the Company's profits. 26 Because
the amounts paid to Nate, Bryn, Cannon, and Gurule as salary were
below-market, the distributions they received did not accurately reflect
the return on their equity investments in the Company. To accurately
reflect their equity returns, the distributions must be "normalized" to
20

JX 330 (Technology, Energy Services Group, http://www.energyservicesgroup.net/
technolo y (last visited July 25, 2014)) at JACOBS0005434.
Tr. 571 (Fenton), 314-15 (Purdum).
2
1d. 136-38 (Cannon), 306, 314-15 (Purdum), 419-23 (Potter), 570-74 (Fenton).
2

Id. 678 (Nate).

332 (Jacobs Report) at ¶ 35; see also JX 331 (Austin-Smith Report) at
(reflectinf similar calculations for ESG's historical revenues).
2 JX 331 (Austin Smith Report)
at T 13.
26JX 332 (Jacobs Report) at TJ 18-21.
4JX

1

13
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account for the difference between market-rate salaries and the salary
payments they actually received. 27 Table 1 below reflects the normalized
distributions from ESG to Nate, Bryn, Cannon, and Gurule for the years
2009-2012 as calculated by Jacobs, Defendants' expert.

Table 1
ESG Normalized DistributionS 28
Nate

Bryn

Cannon

Gurule

Total

2007

$1,148,389

$966,212

$1,115,315

$0

$3,229,916

2008

$1,864,181

$1,537,720

$1,794,635

$0

$5,196,535

2009

$1,937,022

$1,606,018

$1,799,602

$2,334

$5,344,976

2010

$1,740,546

$1,487,198

$1,596,909

$677

$4,825,330

2011

$3,385,556

$3,004,595

$3,503,761

$237,228

$10,131,140

2012

$4,226,053

$4,008,597

$4,437,621

$277,020

$12,949,291

Total

$14,301,747 $12,610,340

$14,247,842

$517,259

$41,677,188

Using the normalized distributions in Table 1, Jacobs calculated
the median percentage of pre-tax income that ESG distributed for the
years 2007-2012 as 76.7%.29 The Company retained most of its
undistributed income as cash on its balance sheet. At the time of the
Merger, ESG had $17.4 million in cash and equivalents on its balance
sheet.3 0

27

As discussed below, a DCF analysis is the sole valuation method the parties
advanced here and that I use to value Nate's interest in ESG. To determine ESG's value
through a DCF, the distributions to be paid to the Company's stockholders in the future must
be estimated taking into account market-rate salaries for employees.
28
d.
29

JX 339 (Jacobs Rebuttal Report) at ¶ 70.
soTr. 1330 (Jacobs); JX 332 (Jacobs Report) ¶ 195. As of trial in this action in
November 2014, ESG had approximately $19 million in cash and equivalents on its balance
sheet. Tr. 140 (Cannon).
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D. Nate's Removal as PresidentofESG
During the late 2000s, a significant disagreement arose among
Nate, Cannon, and Bryn concerning what to do with the Company's
growing pile of cash. Nate wanted to reinvest in the business. Cannon
and Bryn were more interested in "being paid" through profit
distributions.31 There also was day-to-day friction in managing the
Company. In July 2009, for example, Cannon postponed a new WES
project after repeated operational delays. 32 Nate responded by directing
ESG's controller to not "pay any bonuses without my explicit
approval." 3 3 A colorful email exchange ensued, with Nate and Cannon
each stating that the other would have been fired if he was not a
stockholder of ESG.34
Nate, Cannon, and Bryn sought to work out their differences. On
August 11, 2009, they engaged in mediation conducted by Bryn's fatherin-law. 5 They left the one-day mediation with "assignments" to work on
36
in anticipation of a second meeting.
Rather than continue with the mediation, Cannon decided that it
was time to end Nate's employment relationship with ESG. On August
11, the same day of the mediation, Cannon drafted a notice for a special
meeting of the ESG board of directors to remove Nate as President.
Cannon understood that he could not eliminate Nate's ownership interest
"without going through some type of negotiated purchase," but that, with
Bryn's cooperation, there would be sufficient votes on the three-person
board to end Nate's day-to-day relationship with the Company.37
On Thursday, August 13, 2009 at 1:49 p.m., Cannon and Bryn sent
Nate a notice of a special board meeting to occur on Friday, August 14 at
11:00 a.m., in Boston. This was the first formal board meeting in the
history of the Company.3 9 The notice identified the purpose of the
meeting as "considering, and upon such a determination by the Board of
Directors, approving the immediate termination [ofl the employment of
3

'Tr. 688 (Nate).

32

Id. 45-46 (Cannon); JX 42 (Email from Keith Ruhl to Bob Potter (July 10, 2009)) at
ESG00032962.
33
JX 42 (Email from Nate Owen to Lisa Swift (July 13, 2009)) at ESG00032961.
34
Id. (Email from Nate Owen to Lynn Cannon (July 13, 2009)) at ESG00032960; Id.
(Email from Lynn Cannon to Nate Owen (July 13, 2009)) at ESG00032960.
35
Tr. 150 (Cannon).
36
Id. 690-91 (Nate).
3
1d. 150, 155 (Cannon).
3JX 53 (Email from Lynn Cannon to Nate Owen (Aug. 13, 2009)) at ESG00020434.
39
Tr. 153 (Cannon).
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Nate Owen as President of the [Company], and the election of Lynn
Cannon as President pro tem." Further, the board would "consider the
employment of Nate Owen as Vice President, Special Projects, pursuant
to terms and conditions attached" to the notice.4 0 Those terms and
conditions contemplated a six-month leave of absence and a demotion
for Nate, who would report to Cannon if he returned after six months.
Cannon knew that Nate would find this condition unacceptable. 42
Nate, who was in Pennsylvania attending to a medical issue for his
wife, was "shocked" by the proposal and felt "incredibly betrayed" by his
brother.4 3 He called the lawyer whose name appeared in the special
meeting notice (Barry C. Klickstein, Esquire at Duane Morris LLP)" and
asked for a delay of the meeting to make it easier for him to travel to
Boston and attend the meeting in person. Cannon and Bryn refused.
After making arrangements for his family, Nate traveled overnight
to attend the meeting. Once there, he was not allowed to say anything.
Cannon and Bryn promptly voted, over Nate's objection, to remove him
as President. After the meeting, Nate's keycard access was deactivated,
his email access was terminated, and all of his work and personal emails
were deleted from the system. That same day, $35,000 was removed
from his personal bank account, likely because Cannon and/or Bryn
cancelled a recent direct deposit from the Company.4 6
After the six-month leave of absence, Nate did not return to ESG,
nor did he contact Cannon or Bryn about returning to work.47 Under the
terms imposed by Cannon, Nate continued to receive a base salary and
benefits as well as stockholder distributions.48
According to Nate, the Company became "extremely obstinate" in
providing Nate access to information about ESG once he was
terminated.49 In October 2009, Nate made a formal demand under 8 Del.
C. § 220 to obtain books and records from the Company.so ESG
40

JX 53 (Notice of Special Meeting of the Board of Directors) at ESG00020436.
Id. at ESG00020435.
42
Tr. 153 (Cannon), 695-96, 700 (Nate).
41

4Id.

693-94 (Nate).

44Cannon and Bryn retained Klickstein to represent ESG. Id. 53 (Cannon). Nate had

never heard of him before receiving the special meeting notice. Id. 694 (Nate).
"Id 151 (Cannon), 694-95 (Nate).
46Id. 696-700 (Nate).
4Id.

723-24 (Nate).

48Id. 49-50, 154 (Cannon), 719-20 (Nate); JX 53 at ESGO020435.
"Tr. 701-03 (Nate).

soJX 378 (Letter from Joseph Demeo to Barry Klickstein (Oct. 21, 2009)).

1154

DELAWARE JOURNAL OF CORPORATE LAW

VOL. 40

thereafter provided certain financial information, including its 1999-2008
tax returns, its 2007-2008 audited financial statements, and a copy of its
QuickBooks files.51
E. Cannon PreparesMulti-Year Projectionsand Offers to Buy Out Nate
Before 2010, ESG had not prepared multi-year projections for the
Company or its individual lines of business. 52 Instead, at the beginning
of each calendar year, Cannon would prepare an annual budget. ESG
management participated in Cannon's budgeting process "in terms of
providing the inputs for what [the Company] can expect for the
upcomin year."s 3 Bryn also typically reviewed the budget with
Cannon.54
Cannon's understanding of ESG's future prospects stems in large
part from weekly, two-hour meetings held on Monday mornings, during
which he and the department heads discuss sale opportunities and
operations. 5 Drew Fenton, Vice President of Business Development at
ESG, described the two-hour meetings as "exhausting."s6 Once a month,
ESG management also compares realized revenue to the annual budget.5 7
Based on these meetings with management, Cannon admitted that he
knows what the department heads know, meaning that he is "very
familiar" with the Company's business and has a "good handle" on
specific customer relationships. 58
In February 2010, Cannon extrapolated the Company's 2010
annual budget into a set of multi-year projections for years 2010-2015 to
see what ESG's future performance might "look like from a P&L
perspective."59 I refer to these projections as the "2010 Projections."6 o
To create the 2010 Projections, Cannon took the Company's 2010 annual
budget and then applied an assumed growth rate to each line of the
budget for each year. Some line items had higher growth rates in later
years, and others had lower growth rates. Cannon projected revenue
5

'Pre-Trial Stip. $¶ II.D.15-16.

5Tr. 300 (Purdum), 350 (Gurule), 405 (Potter).
3Id. 34-35 (Cannon).
54

1d. 629-31 (Bryn).

"Id. 33-34, 160-61 (Cannon).
56

Id. 583 (Fenton).
"Id 305 (Purdum), 357 (Gurule).

"Id 179, 160-61 (Cannon).
"Id. 56 (Cannon).
6JX 89 (2010 Projections).
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growing from approximately $15.27 million in 2009 to $39.5 million in
2015.61
Cannon claims he created the 2010 Projections, and every future
set of multi-year projections for ESG, without seeking input from anyone
else at the Company. Although ESG's employees confirmed that Cannon
did not seek their input into the preparation of projections per se,62 the
weight of the evidence reflects that, even if Cannon did not explicitly ask
for their input, he obtained functionally equivalent knowledge based on
the extensive discussions of ESG's future prospects he had with members
of management on a regular basis. 6 3 Indeed, Cannon's familiarity with
the Company's business prospects grew over time after he had arranged
to remove Nate from management and assumed firm control over the
day-to-day operations of ESG.
According to Nate, Cannon and Bryn (through ESG) offered to
repurchase his stock for $8 million in 2010. Nate rejected this offer,
which Cannon denied making,6 as "ridiculously low."65

Although no

&

&

documentary evidence supports the existence of this offer, I find Nate's
testimony to be credible on this point.66 The making of such an offer
also is consistent with the fact that Cannon contemporaneously created a
set of multi-year projections for the first time in the Company's history in
2010; and that the parties had retained, at ESG's expense, valuation
experts during this period.67
In 2011, Cannon engaged Duff & Phelps to provide a valuation of
the Company for the purpose of repurchasing Nate's shares.6 ' Duff
Phelps performed a discounted cash flow analysis based on projections
extrapolated from Cannon's 2011 annual budget, as well as an analysis of
five, comparable publicly traded companies. 69 On May 12, 2011, Duff
Phelps provided a midpoint valuation of ESG (including cash and
61

1d. at 1.
Tr. 300-01 (Purdum), 350 (Gurule), 405 (Potter).
6
ld. 160-61 (Cannon), 305 (Purdum), 356-57 (Gurule), 583 (Fenton).
62

"Id. 192 (Cannon).
6

1Id. 704-05 (Nate).
66

See Cruz v. State, 12 A.3d 1132, 1136 (Del. 2011) (-The fact finder _is free to
accept or reject in whole or in part testimony offered before it, and to fix its verdict upon the
testimony it accepts.' ").
JX 91 (Email from Barry Klickstein to Chris Waterman (Feb. 3, 2010)) at
NO00000879-80.
"Tr. 161-62 (Cannon).
69
JX 122 (Energy Services Group, Inc., Equity Valuation as of Apr. 30, 2011) at
D&PESGO01110-13.
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equivalents) of approximately $64.8 million, or approximately $17 per
share. 70 At that price, Nate's 1,320,000 shares would have been worth
$22.44 million.n
According to Nate, ESG made a second offer to repurchase his
shares in mid-2011, this time for $12 million. He rejected the offer as
"entirely insufficient."7 2 No documents in the record reflect such an offer
and Cannon again disclaimed ever making such an offer, but I find Nate's
testimony more credible.73
In early 2012, Cannon prepared a revised version of the 2010
Projections, which I refer to as the "2012 Projections."'u The 2012
Projections use the same growth assumptions as the 2010 Projections but
project higher future revenues. This is because the 2012 Projections
were derived from the Company's actual results for 2010, which were
higher than the 2010 annual budget used to create the 2010 Projections.
For example, projected revenue of $39.5 million for the year 2015 in the
2010 Projections increased to projected revenue of $44.34 million in the
2012 Projections.
In an April 2012 planning conference, Cannon presented the 2012
Projections to senior management as a "bogie" for ESG's potential future
performance.
The presentation described the projections for the years
2013-2015 as "Revenue Targets."7 The same presentation noted that
while falling natural gas prices were good for ESG customers, there was
a market expectation that natural gas prices would level off eventually.

7oJX 122 (Email from Jeff Davis to Lynn Cannon (Mar. 12, 2011)) at
D&PESGO01088; Duff & Phelps's valuation produced a range of $61.7 million to $67.9
million, with a midpoint of $64.8 million. Id. (Energy Services Group, Inc., Equity Valuation

as of Apr. 30, 2011) at D&P_ESG001097.
nPre-Trial Stip. ¶ II.D.19.
"Tr. 706 (Nate).
"Id. 192 (Cannon).
74
JX 167 (2012 Projections); JX 149 (Email from Lynn Cannon to Mark Drew (Mar.

13, 2012 ) at ESG00056706.
Tr. 73-74 (Cannon).
Compare JX 167 (2012 Projections), with JX 89 (2010 Projections).

76

"Cannon Dep. 48-49; Tr. 173 (Cannon).
78

JX 157 (Executive Conference, Agenda and Presentation Materials (Apr. 26-27,

2012)) at ESG00059235.
7Id. at ESG00059254.
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F. ESG Engages Grant Thornton to Perform a Series of Valuations
In June 2012, Cannon engaged Grant Thornton to assist ESG in
obtaining financing to buy back Nate's shares.so Cannon directed the
Company's controller, Lisa Swift, to send the 2012 Projections to Grant
Thornton.8 1 When ESG shared the 2012 Projections with Grant
Thornton in June 2012, it had exceeded the monthly projections in
them.82
ESG's main contact at Grant Thornton was Len Batsevitsky,
although a colleague, Peter Resnick, would perform the indication of
83
Jn 02
value of the Company in connection with the Merger.
In June 2012,
Grant Thornton used the 2012 Projections to analyze a proposed
financing structure from Wells Fargo.8
In early July 2012, Cannon spoke with Batsevitsky about making
certain adjustments to the 2012 Projections, including decreasing
revenue growth and increasing operating costs.85 In an email, Cannon
stated that these revisions were necessary due to "future competitive
forces in the market." Batsevitsky responded that the revisions would
"make the projections more conservative which may be better as Wells
[Fargo] will most[] likely use them to set covenant levels. 86 All else
being equal, the changes Cannon proposed would make ESG less
valuable.
Cannon testified that, at this time, Batsevitsky "had taken over
custody of the financial modeling," implying that the assumptions in the
revised projections were those of Grant Thornton's creation.88 I do not
accept Cannon's attempt to distance himself from the revisions to the
2012 Projections. Based on the documentary evidence and the testimony
of Resnick, who was a credible third-party witness, I find that Cannon
soPre-Trial Stip. ¶ II.D.21; Tr. 173-74 (Cannon).
166 (Email from Lisa Swift to Len Batsevitsky (June 20, 2012)).
174 (Cannon).
Resnick was deposed as a Court of Chancery' Rule 30(b)(6) witness of Grant
Thornton, but he was tendered at trial in his personal capacity. Tr. 501. Batsevitsky, who was
no longer with Grant Thornton at the time of trial, was not deposed and did not testify at trial.
Id. 112-13.
84
JX 167 (Email from Len Batsevitsky to Lisa Swift (June 27, 2012)) at
ESG00093694.
5
1 Tr. 176-77 (Cannon).
86JX 171 (Email
from Len Batsevitsky to Lynn Cannon (July 17, 2012)).
87
Tr. 498-99 (Resnick).
"Id. 91 (Cannon).
1
JX
82
Tr.
83
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caused Grant Thornton to revise the 2012 Projections into a new set of
multi-year projections for the years 2012-2017,89 which I refer to as the
"Revised 2012 Projections."9 The changes Cannon requested with
respect to the overlapping years in the 2012 Projections and the Revised
2012 Projections were relatively modest.
For example, projected
revenue for 2015 decreased from $44.34 million to $43.93 million.91
The Revised 2012 Projections were created by taking the base year
of 2012 (which was a combination of actual results plus projected results
drawn from the 2012 annual budget) and then applying an assumed
growth rate. The Revised 2012 Projections include quarterly line item
projections for the years 2012-2015 and annual bottom line revenue
growth assumptions for the years 2016-2017.92 Projected year-over-year
revenue growth was 20.2% in 2012; 11.9% in 2013; 10.0% in 2014; and
8.5% in 20152017, with projected revenue for 2017 of $51.73 million.
The projected EBIT margin was 57.4% in 2012; 56.5% in 2013-2015;
and 56.6% in 2016-2017, with projected EBIT for 2017 of $29.28
million.93
In July 2012, at the same time Cannon was discussing these
assumptions with Grant Thornton, ESG employees were voicing their
concerns with Cannon "about possible attrition" in their customer base,
including the threat of losing customers to a key competitor, EC
Infosystems.9 4 Thus, the record shows that Cannon was well aware of
pricing pressures and "future competitive forces in the market" when he
was discussing ESG's prospects with Batsevitsky. 95
Cannon authorized Grant Thornton to provide the Revised 2012
Projections to several financing sources for a prospective buyout of
Nate's interest in the Company, including Citizens Bank, UBS, and Wells
"JX 171 (Email from Len Batsevitsky to Lynn Cannon (July 17, 2012)); Tr. 495-96

(Resnick).
90
JX 192 (Revised 2012 Projections).
9
'Compare
92

id., with JX 167 (2012 Projections).
Typically, the assumed growth rates were constant for each year. For example,

ESG's largest income line item, Transaction Processing Fees, was assumed to grow 1.19% on a
quarterly basis (4.8% annually) during 2013-2015, and ESG's second largest income line item,
Billing Services, was assumed to grow 5.0% on a quarterly basis (20% annually) during 2013,
3.75% on a quarterly basis (15% annually) in 2014, and 2.5% on a quarterly basis (10%
annually in 2015. JX 192 (Revised 2012 Projections).
Id.
94
JX 170 (Email from Carol Purdum to Lynn Cannon (July 5, 2012)) at
ESGO0100820; Id. (Email from Lynn Cannon to Carol Purdum (July 3, 2012)) at
ESG00100823.
95
JX 171 (Email from Len Batsevitsky to Lynn Cannon (July 17, 2012)); Tr. 83
(Cannon).
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Fargo. Cannon admitted he would not have authorized Grant Thornton
to share the Revised 2012 Projections with these potential lenders if he
thought they were unrealistic. 9
In September 2012, ESG's counsel proposed to Nate's counsel that
the parties engage in mediation to facilitate a purchase of Nate's shares in
the Company.
On September 12, 2012, ESG's counsel formally
to perform a valuation of the Company.99
Grant
Thornton
engaged
Given the sequencing of events, I find that Cannon and Bryn sought an
updated valuation of the Company based on the Revised 2012
Projections for purposes of the mediation. 100
In October 2012, Grant Thornton performed a discounted cash
flow analysis of ESG based on the Revised 2012 Projections. Assuming
a discount rate of 15.1%, a tax rate of 40%, and a perpetuity growth rate
of 2.5%, and excluding the cash on the Company's balance sheet, Grant
Thornton came to an enterprise value for ESG of approximately $118.5
million. Further assuming that Nate owned 33.3% of ESG on a fully
diluted basis, Grant Thornton indicated that the enterprise value of Nate's
interest was approximately $39.5 million on a going-concern basis,
excluding his pro rata share of any cash on hand.'101
Before the mediation, Nate sought and obtained certain
information from the Company. In October 2012, Nate received ESG's
2011 audited financial statements. 102 In November 2012, Nate's financial
advisor, Floyd Advisory, obtained access to the financial information
contained in the Company's QuickBooks file. 0 3 Nate also received
certain personal tax information from Cannon and Bryn, and

"Tr. 172 (Cannon); JX 187 (Email from Lynn Cannon to Francois Karl-Henry (Sept.

28, 2012)).
9 Tr. 189 (Cannon).
98
Pre-Trial Stip. T II.D.24; Tr. 707 (Nate).
9JX 180 (Engagement Letter from Grant Thornton to Barry Klickstein (Sept. 12,
2012)).

' 00Tr. 190 (Cannon).
'0 JX 192 (Revised 2012 Projections); Tr. 519-21 (Resnick).

Grant Thornton further

assumed a 20% discount for lack of marketability and a 20% discount for a non-controlling
interest, which reduced the enterprise value of Nate's interest to approximately $25.3 million,

excluding his pro rata share of the Company's cash. JX 192 (Revised 2012 Projections).
JX 191 (Email from Barry Klickstein to Wayne Dennison (Oct. 3, 2012)) at

NOOOOOO165.
03
JX 199 (Email from Michael Abasciano to Len Batsevitsky (Nov. 7, 2012)).
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representatives of Floyd Advisory met with Cannon and ESG senior
management. 0
In November 2012, the parties engaged in mediation. It was
unsuccessful. Cannon and Bryn offered to buy out Nate for $18
million. 05 This offer was based on the "May 2011 valuation report
prepared by Duff & Phelps."106 In other words, the offer was not based
on the more recent Grant Thornton discounted cash flow analysis of the
Revised 2012 Projections. Nate rejected the $18 million offer as too low.
He thought that ESG was "exploding in growth."' 0 7 On January 16,
2013, Nate countered with a proposal that did not involve selling his
shares but would have led to his resigning from the board of ESG.'0 8
Cannon and Bryn rejected this proposal, which ESG's lawyer, Klickstein,
characterized as "absurd."109
G. ESGs Business Shortly before the Merger
By December 2012, ESG learned that Viridian, the Company's
largest customer, expected to end its relationship with ESG in early
2013.110 Viridian accounted for approximately $2.5 million, or 7.9%, of
ESG's 2012 revenue.' 1 Bob Potter, ESG's Vice President of Sales and
Marketing, tried to retain Viridian by offering lower prices and
emphasizing ESG's greater functionality and value, but he was
unsuccessful.1 12
By April 2013, Viridian had left ESG to become a customer of EC
Infosystems, one of ESG's main competitors." 3 EC Infosystems had
been a consistent competitor of ESG's, likely for over a decade.1 14 Potter
testified that the Company's competitors were "commoditizing" its

'"Tr. 96-98 (Cannon).

'Id. 190 (Cannon).
JX 226 (Letter from Wayne Dennison to Barry Klickstein (Jan. 16, 2013)) at
ESG00101316.
07
Tr. 708 (Nate).
108
JX 226 (Letter from Wayne Dennison to Barry Klickstein (Jan. 16, 2013)) at
ESGO0101318.
'"Tr. 100-01 (Cannon); JX 230 (Letter from Barry Klickstein to Wayne Dennison
(Jan. 31, 2013)) at ESG00089398.
li0 JX 215 (Email from Florie Ritchie to Bob Potter (Dec. 28, 2012)) at ESG00041703.
"'Tr. 110 (Cannon); JX 332 (Jacobs Report) at 168.
"'JX 209 (Email form Bob Potter to Michael Fallquist (Dec. 5, 2012)) at
ESG00071791-93; Tr. 383-85 (Potter).
"3 Tr. 258-59 (Purdum), 383-85 (Potter).
14
Id. 566 (Fenton).
06
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15
products.s
In a July 2012 email chain and at other times, ESG
employees were complaining to Cannon that EC Infosystems was
stealing their business by offering lower prices, even though they
believed that ESG offered "superior client support."' 16 Into early 2013,
ESG employees were still "worried about the bleeding" of losing their

customers.

117

In addition to facing competition from other service providers,
ESG's business faced the risk of losing customers that might choose to
in-source some or all of the services ESG provided. As competition in
the retail energy market matures and consolidates, REPs can be forced to
cut costs, particularly for the type of back-office functions that ESG
offers.' 18 For example, in mid-2012, ESG lost two of its top five P2C
customers, NAPG and AEP, to in-sourcing.1 9 AEP in-sourced the TMS
services it received from ESG as well.1 20 ESG also lost several WES
customers that year for a similar reason, 12 1 although the WES losses
represented only a fraction of ESG's revenue.1 22 These and related
competitive threats often forced ESG to renegotiate expiring contracts
with customers at lower prices. In 2012 and 2013, ESG renegotiated
certain contracts for prices that would yield 30% or lower revenue. 123
ESG employees were disappointed by the loss of Viridian, but
Cannon viewed this as a "one-time event" and not as a "defect in the

"5 Id. 378-79 (Potter).

"6 JX 170 (Email from Carol Purdum to Lynn Cannon (July 5, 2012)) at

ESG00100820.
"'See, e.g., JX 236 (Email from Carol Purdum to Bob Potter (Feb. 26, 2013)) at

-

ESG00085988.
"Tr. 1040-41 (Weigand).
"9 JX 170 (Email from Carol Purdum to Lynn Cannon (July 5, 2012)) at
ESG00100820-21.
' 20Tr. 267 (Purdum).
'2 1d. 334-35 (Gurule).
22
1 For example, in their brief, Defendants cite the loss of TruPro as a WES customer.
Defs.' Ans. Br. 18. But TruPro generated no revenue in 2011 and only $12,285 in revenue in
2012, which was less than 0.0005% of the Company's revenue that year. JX 319 (Excel File
ESG Monthly
Sales by Client - Fiscal Years 2000-2014).
23
1 JX 354 (Excel File - Reduced Fee Impact Summary). On the other side of the
equation, there is the possibility of new retail energy markets for REPs. A news report
published shortly after the Merger discussed recent developments in Michigan and Indiana to
consider expanding consumer utility choice. JX 315 (Bill Malcolm, Michigan, Indiana Warm

to the Idea of Expanding Consumer Utility Choice, Midwest Energy News (May 14, 2013),
http://www.midwestenergynews.com/2013/05/14/michigan-indiana-warm-to-the-idea-ofexpanding-consumer-utility-choice/).
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business model."l 24 Consistent with this testimony, in a January 2013
sales and marketing overview presentation, ESG touted a "[v]ery full
sales pipeline" and an expectation that the Company "[w]ill close 6 to 10
deals in 2013."125
H. Cannon Decides to Cash Out Nate
In January 2013, Cannon decided that it was time to eliminate
Nate's ownership interest in the Company.1 26 According to Cannon, "the
relationship had to come to a head" after the latest failed mediation, and
he and Bryn "chose to do a cash-out merger because it was clear that [he,
Bryn, and Nate] couldn't come to a resolution any other way." 27
In March 2013, Cannon updated the Company's valuation
materials. He revised his 2013 annual budget to reflect the loss of
Viridian, and made line-by-line changes to accurately reflect the
developments he saw in the Company's business. 128 Although Cannon
testified that, in revising the 2013 annual budget, he did not undertake a
"deep dive" of the Company's or the industry's future prospects beyond
2013,129 the record shows that he was well versed in the Company's
future prospects from, among other things, the comprehensive weekly
and other meetings he held with members of the Company's senior
management.
On March 13, 2013, Cannon sought to schedule a meeting the
following day with Grant Thornton's Batsevitsky to review the
Company's projections. Cannon explained to Batsevitsky, who Cannon
knew was on "personal time" that day, that "[t]iming has become a
significant issue." 130 When I asked Cannon at trial to explain why he
thought it was necessary to buy out Nate in the March-April 2013 time
frame, he was unable to offer any credible business explanation for why
timing had become such an "issue."' 3 ' I credit Cannon's deposition
testimony and find that he and Bryn wanted to effectuate a cash-out
transaction quickly in order "to stop the hemorrhage" of paying profit
24

1
Tr. 211 (Cannon).
12 5

JX 225 (Energy Services Group, Inc., Sales and Marketing Overview, Jan. 2013) at

ESG00036453.
6

Tr. 101, 193 (Cannon).

11

..Id. 206-07 (Cannon).
"'Id.
193-94 (Cannon).
29

1 1d. 116-17, 213, 230 (Cannon).
130
JX 242 (Email from Lynn Cannon to Len Batsevitsky (Mar. 13,
2013)).
13

1

Tr. 232-33 (Cannon).
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distributions to Nate.132 As noted in Table 1 above, Nate had received
over $14 million in distributions during 2007-2012, with the majority of
those distributions being made after Nate was removed as President in
August 2009.
In March 2013, Cannon directed ESG's controller to provide the
Company's 2013 annual budget to Grant Thornton.1 33 As occurred in
2012 with respect to the Revised 2012 Projections, Grant Thornton and
Cannon discussed the appropriate growth rate assumptions to apply with
respect to the 2013 annual budget.1 34 At Cannon's direction, Grant
Thornton applied the assumptions they discussed to the 2013 annual
budget to produce a set of projections for the years 2013-2017, dated as
of March 15, 2013.135 Resnick testified that these projections came from
ESG management, 136 and internal Grant Thornton documents
characterized them as "management's financial forecast."137
Grant Thornton did not come up with any of its own financial
forecast assumptions.' 38 Rather, as Resnick testified, which I find to be a
credible account, ESG provided the underlying assumptions, and Grant
Thornton tested the reasonableness of those assumptions in the March 15
projections through conversations with Cannon, including discussions
about the Company's position in the industry, pricing pressure from
competitors, and industry trends.139 To note one example, I find that it is
more likely than not that Cannon told Batsevitsky to decrease the 8.5%
revenue growth assumption for years 2016-2017 in the Revised 2012
Projections to the 6.0% revenue growth assumptions for years 2016-2017
in the March 15 projections.140
In delivering the March 15 projections, Batsevitsky noted that he
and Cannon should discuss further the 6.0% revenue growth assumptions

32
Id. 208-09 (Cannon); Cannon Dep. 190.
...
JX 249 (Email from Lynn Cannon to Len Batsevitsky (Mar. 15, 2013)).

1

134
35

Tr. 194 (Cannon).

JX 250 (Email from Len Batsevitsky to Lynn Cannon (Mar. 15, 2013)); Tr. 229
(CannonTr.
513 (Resnick).
"'JX255 (Email from Len Batsevitsky to Oksana Westerbeke (Mar. 19, 2013)) at
GT017922.
138Tr. 493 (Resnick).
39
Id. 484, 486-87, 490-91 (Resnick). Although Resnick did not have personal
knowledge of some of these events, he was Grant Thornton's partner on the ESG account and
his explanation
of events was logical and consistent with the documentary record.
14od. 508-10 (Resnick), 116 (Cannon).
1
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for the years 2016-2017.141 Cannon testified that he thought those
assumptions were "overly optimistic given the headwinds that [the
Company was] seeing." 4 2 Although Cannon did not specifically solicit
input from ESG management for this purpose, he likely discussed the
growth assumptions at some point in time with Bryn, who also testified
that he thought the assumptions "were quite optimistic."l43
Based on Batsevitsky's conversations with Cannon, and, to a lesser
extent, with ESG's controller,'" Grant Thornton produced another set of
projections for the years 2013-2017 dated March 28, 2013, which I refer
to as the "2013 Projections." 45 There are certain differences between the
March 15 projections and the 2013 Projections. For example, projected
revenue growth of 7.4% for 2014 and 6.1% for 2015 in the March 15
projections were revised to 7.5% for 2014 and 5.8% for 2015 in the 2013
Projections. However, the 6.0% projected revenue growth for 20162017-what Cannon claimed at trial was "overly optimistic"-went
unchanged. 146
According to Resnick, there was no disagreement
between Grant Thornton and ESG on any of the forecast assumptions. 47
The 2013 Projections include quarterly line item projections for
the years 20132015 and annual bottom line revenue growth assumptions
for the years 2016-2017. Overall, the most significant changes in the
2013 Projections from the Revised 2012 Projections were reducing
revenue forecasts to reflect the loss of Viridian as a customer and
reducing ESG's operating margin to reflect increased competition, which
resulted in lower projected EBIT for 2013 and, in turn, lower projected
EBIT for 2014-2017.148 Cannon testified that he "[a]bsolutely" used the
best information he had available in creating the 2013 Projections.1 4 9
Resnick understood the 2013 Projections to reflect ESG management's

41

JX 250 (Email from Len Batsevitsky to Lynn Cannon (Mar. 15, 2013)) at

ESG00095769.
42

1 Tr. 11I-12 (Cannon).
1 43Id. 608 (Bryn), 113 (Cannon), 301 (Purdum), 405 (Potter).

'"Id. 485, 535, 538 (Resnick).
145JX 264 (2013 Projections) atNO00000046-50.
' 4 6Compare JX 255 at GT017931, with JX 264 (2013 Projections) at N000000052.

1 4 7Tr. 493, 510 (Resnick).
1"Id. 194-98 (Cannon), 502, 506 (Resnick). Around the same time, Cannon was in
the process of negotiating a new commercial lease that would increase ESG's space from
16,000 to 26,000 square feet and would permit future growth. Id. 214 (Cannon), 303
(Purdum). Cannon and other ESG employees testified that their then-current facilities were
"inadequate." Id 215 (Cannon), 295-96 (Purdum), 346-48 (Gurule).
149Id. 186 (Cannon).
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best estimates of the Company's expected future performance.150 I credit
this testimony.' 5
Although the record is not entirely clear on this point, my
understanding is that the parties do not dispute that the 2013 Projections
reflect "normalized" salary expenses for Cannon, Bryn, and Gurule
similar to those built into the model that Defendant's expert, Jacobs,
created for his discounted cash flow analysis.15 2 As explained above,
normalization of the salary expenses for these employees is necessary to
perform a discounted cash flow analysis of ESG because they historically
had been compensated with below-market salaries. The following tables
compare certain key metrics across the 2012 Projections, the Revised
2012 Projections, and the 2013 Projections.
Table 2 below reflects ESG's projected revenue growth for the

years 2012-2017.
Table 2
ESG's Projected Revenue Growth

2016

2017

8.5%

8.5%

8.5%

5.8%

6.0%

6.0%

2012

2013

2014

2015

2012 Projections

29.8%

15.2%

12.6%

10.4%

Revised 2012

20.2%

11.9%

10.0%

-4.4%

7.5%

Projections
2013 Projections

"Id. 492 (Resnick).
51
' ESG's performance for the rest of 2013 generally tracked the 2013 Projections. Id.
(Cannon).
221-22
52

1

P.'S Op. Br. 23 (citing IX 264 (2013 Projections) at N000000052)); Tr. of Oral

Arg. 116-17.
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Table 3 below reflects ESG's projected operating margin for the
years 2012-2017.

Table 3
ESG's Projected Operating Margin
2012

2013

2014

2015

2012 Projections

62.27%

63.6%

62.4%

60.6%

evised 2012
Projections

57.4%

56.5%

56.5%

47.9%

45.0%

2013 Projections

2016

2017

56.5%

56.6%

56.6%

43.7%

43.8%

43.9%

Table 4 below reflects ESG's projected EBIT for the years 20132017.

Table 4
ESG's Projected EBIT (in thousands)
2013

2014

2015

2016

2017

evised 2012
Projections

20,797

22,876

24,822

26,971

23,284

2013 Projections

14,702

14,838

15,248

16,196

17,195

Difference

-29.3%

-35.1%

-38.6%

-40.0%

-41.3%

Grant Thornton performed a discounted cash flow valuation of
ESG based on the 2013 Projections (the "Grant Thornton Valuation").1 3
Assuming a discount rate of 16.0%, a tax rate of 40%, and a perpetuity
growth rate of 2.5%, and excluding the $13.6 million in cash on ESG's
3
m1
JX 264 (Grant Thornton Valuation) at NO00000052-58.
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1 167

balance sheet, the Grant Thornton Valuation reflected an enterprise value
for ESG of approximately $67 million. Assuming that Nate owned
33.3% of ESG on a fully diluted basis, Grant Thornton indicated that the
enterprise value of Nate's interest (excluding cash) was approximately
$22.331 million. 154
On March 28, 2013, ESG provided the 2013 Projections and the
Grant Thornton Valuation to Nate.' 55 In the disclaimer to its valuation
materials, Grant Thornton stated that the included information "does not
constitute an independent valuation or fairness opinion" and that the
information "includes certain statements, estimates and projections
provided by the Company with respect to its anticipated future
performance."l 56 Also in March 2013, ESG provided its then-current
financial statements and QuickBooks file to Nate's counsel. 57
In a cover letter, ESG's counsel proposed that the Company
repurchase Nate's interest in ESG for $26.331 million, which is the sum
of $22.331 million (based on the Grant Thornton Valuation) plus $4
million as a proportionate distribution of ESG's cash on hand. The offer
was to expire on April 5, 2013.158 Nate did not respond to the offer.'"
He "didn't think that anything would be gained from having the
discussion" with Cannon and Bryn.1 60
On April 4, 2013, with Cannon's authorization, Batsevitsky sent
the 2013 Projections to Citizens Bank for the purpose of obtaining
financing to buy out Nate.161 According to Resnick, Grant Thornton
would not have sent the 2013 Projections to Citizens Bank without ESG's
consent. 16 2 ESG thereafter obtained a $25 million credit facility from
Citizens Bank to cash out Nate's interest pending resolution of this
action.

54

1

1d. at NO00000052-53.

155

JX 264 (Letter from Barry Klickstein to Wayne Dennison (Mar. 28, 2013)) at

N000000042.
56
J 264 (Grant Thornton Valuation) at NO00000045.
PX
"'JX 349 (Stipulation (Oct. 2, 2014)) at ¶ 14.
58

JX 264 (Letter from Barry Klickstein to Wayne Dennison (Mar. 28, 2013)) at

N000000042; Tr. 709 (Nate).

'"9JX 270 (Email from Barry Klickstein to Wayne Dennison (May 3, 2013)) at

N00000018.
'Tr. 710 (Nate).
16'JX 265 (Email from Len Batsevitsky to Denise McGeough (Apr. 4, 2013)).
62
1 Tr. 512 (Resnick).
163Id

130-31 (Cannon), 651 (Bryn); Cannon Dep. 241-42.
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1. The Merger
On Friday, May 3, 2013, a county sheriff served Nate at his Maine
residence (when Nate was out of town) with a notice of a special meeting
of the ESG board to be held on at 8:30 a.m. on Monday, May 6, 2013, to
consider and vote upon a proposed merger between ESG and Acquisition
Corp.1
This was only the second formal board meeting in the
Company's history.165 The Merger Agreement, attached to the notice,
contemplated that Nate would be cashed out of ESG at $19.95 per
share,1 6 6 or $26.334 million in total-$3,000 more than the Cannon and
Bryn's March 2013 offer.
Also attached to the notice was the Grant Thornton Valuation
based on the 2013 Projections that had been provided to Nate
previously.1 67 Earlier on May 3, 2013, Batsevitsky had informed ESG's
counsel that Grant Thornton had "spoke[n] with ESG's Management and
confirmed that as of today's date there have been no material changes to
the business operations or forecast assumptions since completion of the
analysis back in March." 6 8 In other words, when given one last chance
to propose further revisions to the 2013 Projections before the Merger,
Cannon reaffirmed the accuracy of the 2013 Projections. ESG also told
Grant Thornton on May 3, that "the actual financial performance of the
Company (from January 1, 2013 through April 30, 2013) is tracking in a
manner that is materially in-line with the Company's forecast used in the
analysis." 6 9 At trial, Cannon confirmed that both of these statements
were accurate. 70 Pressed on the subject at trial, Cannon further admitted
that he stands by the 2013 Projections, testifying, "I - I signed off on the

16JX 269 (Letter from Barry Klickstein to Megan Kelley (May 3, 2013)) at
ESG00089409; Pre-Trial Stip. I II.D.27. Depositions were scheduled to begin the following
week in a lawsuit Nate had filed in Massachusetts Superior Court against Cannon, Bryn, and
Gurule related to his removal as President of ESG. Id. ¶ II.D.20; Tr. 711 (Nate). Cannon
testified that the timing of the Merger had nothing to do with the scheduled depositions. Id.

206 (Cannon). On September 11, 2013, the parties to the Massachusetts litigation filed a joint
motion to stay the proceedings in that lawsuit pending the outcome of this action. JX 286
(Joint Mot. for Stay and to Continue Prelim. Inj. (Sept. 11, 2013)).
65

Tr. 153 (Cannon).

1JX
167

269 (Merger Agreement) at

§ 7(b).

JX 269 (Email from Len Batsevitsky to Barry Klickstein (May 3, 2013))
at
ESG00089429; Pre-Trial Stip. 1II.D.28.
1JX
272 (Email from Len Batsevitsky to Barry Klickstein (May 3, 2013)).
17oTr. 122 (Cannon).
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Grant Thornton projections [i.e., the 2013 Projections], and I'll - I'll live
with them." 1 1

Nate learned about the special board meeting scheduled for May 6
when he was in New York. He immediately asked for a one-day delay
so that he could travel back to Maine and study the documents served at
his residence. Cannon and Bryn refused.12 Tellingly, Cannon testified
he "wasn't interested in extending [the board meeting] any further"
because he believed that Nate only wanted a delay "to get to the Court to
try and get an injunction."' 73 In Cannon's mind, Nate, who had received
the 2013 Projections back in March, "absolutely" had enough time to
review the Merger materials.1 74
On May 6, 2013, the board of ESG, consisting of Nate, Bryn, and
Cannon, held a special meeting to vote on the Merger. Nate recalled that
this meeting was "extremely tense," in part because ESG "had hired an
armed guard" who stood "at the door with a gun at his hip."' At the
meeting, Cannon and Bryn voted in favor of the Merger; Nate voted
against it. 17 6

In connection with the Merger, Cannon, Bryn, and Gurule
transferred their ESG stock to Acquisition Corp. in exchange for
Acquisition Corp. stock. After this transfer, Nate owned 1,320,000
shares, or 35.2%, of the outstanding shares of ESG and ESG Acquisition
Corp. owned 2,430,000 of the outstanding shares, or 64.8%.'
The
Merger Agreement contemplated that ESG would merge with and into
Acquisition Corp., with (i) Nate receiving $19.95 per share in cash for
his ESG stock; (ii) the ESG stock held by Acquisition Corp. being
cancelled for no consideration; and (iii) the stock of Acquisition Corp.
remaining outstanding. On May 6, 2013, Cannon executed a stockholder
written consent as President of Acquisition Corp. in favor of the Merger.

71

Id. 213, 172 (Cannon).

72

11Id. 711-12 (Nate).

73

' Id. 121 (Cannon). When Nate later sought injunctive relief in a Massachusetts state
court, the court denied his request because the Merger already had closed. Id. 712 (Nate).
74
' 1d. 121 (Cannon).
7
1 Id. 713 (Nate).
7
16JX 278 (Resolutions of the Board of Directors of Energy Services Group, Inc. (May
6, 2013)) at NO00000250, 252; Tr. 713-14 (Nate).
7Pre-Trial Stip. I II.D.29. The ownership of ESG Acquisition Corp. on an undiluted
basis was as follows: Cannons owned 1,218,750 shares (approximately 50.2%); Bryn owned
1,098,750 shares (approximately 45.2%); and Gurule owned 112,500 shares (approximately
4.6%).
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At 9:07 a.m. on May 6, 2013, a Certificate of Merger was filed
with the Delaware Secretary of State. 78 Nate described the Merger as
"boom, done, Blitzkrieg style." 79
On May 13, 2013, a notice of the Merger was sent to Nate. 80 On
May 21, 2013, Nate delivered a written demand to ESG for appraisal of
his shares pursuant to 8 Del. C. § 262.181
J. ProceduralHistory
On September 3, 2013, Nate initiated this action. On October 9,
2013, Nate filed the Verified Amended Complaint asserting four claims:
breach of fiduciary duty against Cannon and Bryn as directors of ESG
(Count I); breach of fiduciary duty against Cannon, Bryn, and
Acquisition Corp. as controlling stockholders of ESG (Count II); aiding
and abetting against Acquisition Corp. (Count III); and appraisal under 8
Del. C. § 262 against ESG (Count IV). In his prayer for relief, Nate
sought, among other relief, rescissory damages.1 82 On November 20,
2013, Defendants filed an Answer to the Amended Complaint.
Discovery ensued. On September 29, 2014, Nate withdrew his request
for rescissory damages. In November 2014, a four-and-a-half day trial
was held. On March 17, 2015, 1 heard post-trial oral argument.
III. LEGAL ANALYSIS

Because this combined appraisal and fiduciary duty action
ultimately turns on the fair value of Nate's shares in ESG as of the
Merger, I analyze Nate's statutory appraisal claim first before addressing
his fiduciary duty claims. For the reasons explained below, I conclude
based on a discounted cash flow analysis that the fair value of Nate's
stock as of the Merger was $42,165,920. It follows that the Merger was
not entirely fair, primarily because it was not effectuated at a fair price. I
further find that damages for Nate's breach of fiduciary duty claims are
equivalent to the appraised value of his stock.
7

280 (Certificate of Merger (May 6, 2013)).
"9Tr. 712 (Nate).
180
JX 280 (Letter from Energy Services Group, Inc. to Stockholders of Energy
Services Group, Inc. (May 13, 2013)).
'81JX 289 (Am. Compl.) at Ex. D. (Letter from Wayne Dennison to Energy Services
Group, Inc. (May 21, 2013)); Pre-Trial Stip. I II.D.36.
JX 289 (Am. Compl.) at Prayer for Relief IB.
1 1JX
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A. Count IV: Appraisal
In Count IV of the Amended Complaint, Nate petitions the Court
under 8 Del. C. § 262 to determine the fair value of his stock as of the
Merger. Nate demanded the appraisal of his shares on May 21, 2013,
and filed a claim for appraisal in this Court on September 3, 2013, both
of which occurred within the time periods required under the statute."183
"An action seeking appraisal is intended to provide shareholders
who dissent from a merger, on the basis of the inadequacy of the offering
price, with a judicial determination of the fair value of their shares."'18
Under 8 Del. C. § 262(h), I must "determine the fair value of the shares"
by "tak[ing] into account all relevant factors." Both the petitioner
seeking appraisal and the surviving corporation bear the burden of proof,
and I am obligated to use my independent judgment to determine fair
value,' 85 meaning "the value to a stockholder of the firm as a going
concern."' 86 As the Delaware Supreme Court explained over sixty years
ago in Tri-Continental Corp. v. Battye,187 the concept of "fair value"
includes "market value, asset value, dividends, earning prospects, the
nature of the enterprise and any other facts which were known or which
could be ascertained as of the date of merger and which throw any light
on future prospects of the merged corporation." 8 More recent decisions
reiterate that "elements of future value, including the nature of the
enterprise, which are known or susceptible of proof as of the date of the
merger and not the product of speculation, may be considered."1 89
"[I]t is within the Court of Chancery's discretion to select one of
the parties' valuation models as its general framework, or fashion its
own, to determine fair value in the appraisal proceeding."' 90 In doing so,
I may consider any valuation methodology that is "generally considered
acceptable in the financial community and otherwise admissible in

...
See 8 Del. C. § 262(d)(2) (requiring, where a merger is approved by stockholder
written consent, a stockholder to demand appraisal within twenty days of the date of mailing of
notice); 8 Del. C. § 262(e) (requiring a stockholder to commence an appraisal proceeding
within 120 days after the effective date of a merger).
184

CavalierOil Corp. v. Harnett, 564 A.2d 1137, 1142 (Del. 1989).

'85See Montgomery Cellular Hldg. Co., Inc. v. Dobler, 880 A.2d 206, 221 (Del. 2005).
186

Golden Telecom, Inc. v. Global GT LP, 11 A.3d 214, 217 (Del. 2010).
"74 A.2d 71 (Del. 1950).
8
1d. at 72.

'89 Weinberger v. UOP, Inc., 457 A.2d 701, 713 (Del. 1983).

s'oCede & Co. v.

Technicolor, Inc., 684 A.2d 289, 299 (Del. 1996).
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court."1 9 1 The parties' post-trial briefing focused exclusively on the use
of a discounted cash flow (DCF) analysis. Thus, this is methodology I
use to determine fair value in this case.
"[T]he DCF valuation methodology has featured prominently in
this Court because it 'is the approach that merits the greatest confidence'
within the financial community." 92
Put in very simple terms, the basic DCF method
involves several discrete steps. First, one estimates the
values of future cash flows for a discrete period . . . . Then,
the value of the entity attributable to cash flows expected
after the end of the discrete period must be estimated to
produce a so-called terminal value, preferably using a
perpetual growth model. Finally, the value of the cash flows
for the discrete period and the terminal value must be
discounted back[.]l 9 3
The fact that ESG had no outstanding debt as of the Merger simplifies
my analysis because ESG's enterprise value is equal to its equity value.
Although the parties agree on the DCF methodology, they disagree on
certain key inputs to the DCF model. I summarize below the experts'
competing valuations and then analyze the five areas of disagreement
between the parties.
Nate's expert, Yvette R. Austin Smith of The Brattle Group,
performed a DCF analysis based on the 2013 Projections, which
projected EBITDA and the other inputs necessary to calculate the
Company's free cash flows for the years 2013-2017.194 She concluded
that it was appropriate to tax affect ESG's tax rate in her DCF model to
reflect the Company's Subchapter S status, and she used a tax rate of
21.5%.'95 Although Austin Smith derived a weighted average cost of
'9 Weinberger, 457 A.2d at 713.
192Cede & Co. v. JRC Acq. Corp., 2004 WL 286963, at *2 (Del. Ch. Feb. 10, 2004)

(quoting Ryan v. Tad's Enters., Inc., 709 A.2d 682, 702 (Del. Ch. 1996), affd, 693 A.2d 1082
(Del. 1997) (TABLE)).
193
Andaloro v. PFPC Worldwide, Inc., 2005 WL 2045640, at *9 (Del. Ch. Aug. 19,

2005).

194
Austin Smith also performed a comparable companies analysis in her report. JX 331
(Austin Smith Report) at ¶¶ 55-63, Ex. 6. She gave 25% weight to her comparable companies
valuation ($45.6 million) and 75% weight to her DCF valuation ($53.7 million). Id. at 1 64.
Because Nate did not discuss the comparable companies analysis in his post-trial briefing, I
treat that valuation as waived. See EmeraldP'rsv. Berlin, 726 A.2d 1215, 1224 (Del. 1999).
'9SJX 331 (Austin Smith Report) at ¶¶ 45-46.
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capital (WACC) of 13.28%, Nate has since accepted the 14.13%
discount rate proposed by ESG's expert.196 Austin Smith assumed a
terminal growth rate of 5.0%.197 Austin Smith also calculated Nate's
ownership percentage of ESG as 33.3%, but she acknowledged that
Nate's share of ESG's $17.4 million cash on hand at the Merger may
need to be adjusted to reflect discrete tax liabilities. 98 Based on the
foregoing assumptions, Austin Smith concluded in her report that Nate's
stock in ESG was worth $51.7 million total, or $39.15 per share. 99
Based on a revised post-trial calculation of his percentage ownership and
adjustments to the Company's cash on hand, Nate submits that the fair
value of his stock was $52.65 million, or $39.89 per share.20 0
ESG's expert, E. Allen Jacobs of Berkeley Research Group, LLC,
also performed a DCF analysis of ESG.20 1 Jacobs did not base his DCF
analysis on the 2013 Projections. Instead, Jacobs created his own set of
ten-year projections for the years 2013-2023 based on per-unit
calculations of revenues and costs.202 His projections for the years 20132017 are considerably lower than those in the 2013 Projections. Jacobs
asserted that it was not appropriate to tax affect ESG's earnings and
calculated the appropriate tax rate to be 44.8%. Alternatively, he
proposed a 34.1% tax rate if ESG's earnings are tax affected.203 Jacobs
computed a WACC of 14.13%, which Nate has accepted, and he
calculated a terminal growth rate of 3.0%.204
Based on these
assumptions, Jacobs concluded that the DCF value of the Company's
future cash flows was $53.1 million and that its net cash on hand was
$11.9 million such that ESG was worth $65.0 million at the Merger.205
Based on its post-trial calculation of Nate's ownership percentage as
33.08%, ESG contends that the fair value of Nate's stock in ESG was
worth $21.502 million.

I967Pl.s

Op. Br. 29 n. 10.
331 (Austin Smith Report) at ¶¶ 52-53, 65.
1 JX 340 (Austin Smith Rebuttal Report) at ¶ 5.
'"JX 331 (Austin Smith Report) at T 64-65.
200
Tr. of Oral Arg. 80-81.
201
Jacobs concluded that any comparable companies or comparable transaction
. JX
98

analysis
was not informative of ESG's value due to insufficient data on comparables companies
and transactions. JX 332 (Jacobs Report) at IT 129-36.
202
Id. at TT 138-54.
203
JX 339 (Jacobs Rebuttal Report) at TT 63-78.
204
205JX 332 (Jacobs Report) at ¶1166-81.
Id. at1201.
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The parties disagree in five respects over the proper inputs for a
DCF valuation of ESG: (i) the source of the projections of the
Company's future performance; (ii) whether ESG's earnings should be
tax affected due to its status as a Subchapter S corporation; (iii) the
terminal growth rate; (iv) the proper treatment of the cash on ESG's
balance sheet as of the Merger; and (v) Nate's ownership percentage of
Most of the delta between the parties' competing
the Company.
valuations ($52.65 million versus $21.502 million) relates to the first two
issues. I address each in turn.
1. The 2013 Projections
Nate contends that the 2013 Projections "were prepared by ESG
management as part of a careful and deliberate process and reflected
management's best estimate at the time of the Merger of the Company's
expected performance." 20 6 For support, he cites to contemporaneous
documents in the record reflecting how Cannon prepared and revised the
assumptions in the 2013 Projections in anticipation of cashing Nate out
of ESG, as well as testimony from Grant Thornton's Resnick about the
creation and evolution of the 2013 Projections.
ESG argues that the 2013 Projections "lack appropriate indicia of
reliability for [a] DCF valuation" because they "were not the product of a
robust process that included a broad management team, were not
developed within ESG's ordinary course of business, did not involve a
thorough review of ESG's or industry drivers, and were accepted by
Defendants in the hope that a high merger price would avoid
litigation." 207 ESG asserts that I should appraise the fair value of Nate's
stock as of the Merger by performing a DCF valuation using Jacobs's
cash flow projections.
For the reasons explained below, based on the trial record, I agree
with Nate that the 2013 Projections reflected management's best
estimates of what was known or knowable about ESG's future
performance as of the Merger.
"[M]ethods of valuation, including a discounted cash flow
analysis, are only as good as the inputs to the model." 2 08 When
performing a DCF analysis to determine the fair value of stock, Delaware
206l .'s Reply Br. 30.
207
Defs.' Ans. Br. 63.
20
sNeal v. Ala. By-Products Corp., 1990 WL 109243, at *9 (Del. Ch. Aug. 1, 1990),

affd, 588 A.2d 255 (Del. 1991).
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courts tend to place great weight on contemporaneous management
projections because "management ordinarily has the best first-hand
knowledge of a company's operations." 209 Management also typically
"has the strongest incentives to predict the company's financial future
accurately and reliably." 2 10 That said, it may be appropriate to reject a
DCF analysis based on management-created projections "where the
company's use of such projections was unprecedented, where the
projections were created in anticipation of litigation, or where the
projections were created for the purpose of obtaining benefits outside the
company's ordinary course of business." 21 1
Here, the record reflects that Cannon, ESG's top executive since
Nate's removal in August 2009, engaged in a deliberate, iterative process
over a period of three years to create, update and revise multi-year
projections for the Company. This process began with the 2010
Projections Cannon created in February 2010, continued with the 2012
Projections he created in early 2012, which were revised in mid-2012,
and culminated with the 2013 Projections that Grant Thornton prepared
at Cannon's direction and with his input. 2 1 2 Resnick's unbiased testimony
and Grant Thornton's internal documents both confirm that ESG (not
Grant Thornton) supplied the growth assumptions in the 2013
Projections, as revised from the Revised 2012 Projections."
Although Cannon was likely the only ESG employee who had a
direct role in the creation of the 2013 Projections, which were derived
from his 2013 annual budget, that does not undermine the reliability of
the 2013 Projections in my view because Cannon regularly met with
ESG's management to review the Company's sales and operations,
including through exhaustive two-hour meetings that were held
weekly.214 ESG employees also routinely updated Cannon about
2
09Doft & Co. v. Travelocity.com Inc., 2004 WL 1152338, at *5 (Del. Ch. May 20,
2004, revised May 21, 2004); see also In re Emerging Commc'ns, Inc. S'holders Litig., 2004

WL 1305745, at *14 (Del. Ch. May 3, 2004, revised June 4, 2004) (-This Court has
consistently expressed a preference for the most recently prepared management projections
available as of the merger date.").
21In re Nine Sys. Corp. S'holders Litig., 2014 WL 4383127, at *40 (Del. Ch. Sept. 4,

2014).
"'Huff Fund Inv. P'rship v. CKx, Inc., 2013 WL 5878807, at *9 (Del. Ch. Nov. 1,
2013), a'd, -- A.3d --, 2015 WL 631586 (Del. Feb. 12, 2015) (TABLE).

Tr. 484, 486-87, 490-91, 508-10 (Resnick).
493, 513 (Resnick); JX 255 (Email from Len Batsevitsky to Oksana Westerbeke

213Id.

(Mar. 19, 2013)).
214
Tr. 33-34, 160-61 (Cannon), 305 (Purdum), 357 (Gurule), 583 (Fenton).
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customer-specific challenges and opportunities they observed. 215 It is
thus no surprise Cannon admitted that he is "very familiar" with the
Company's lines of business and specific customers and agreed that
"ESG's revenues have generally been predictable." 216 Given the regular
feedback Cannon received from other members of management, the
relatively small size of the Company ($32.2 million in revenue in 2012)
and its limited operations (three closely related lines of business), I find
that Cannon was extremely well informed about the Company's
prospective growth. and that he brought this knowledge to bear on the
2013 Projections.
This is not a case, as in In re John Q. Hammons Hotels Inc.
Shareholder Litigation,2 17 where projections prepared by management
failed to account for contemporaneous or anticipated business
developments. 218 Rather, as Cannon testified, he updated the 2013
Projections to reflect the Company's growth prospects as of the Merger.
In particular, in March 2013, Cannon carefully revised his 2013 annual
budget, the base year for the 2013 Projections, on a line-by-line basis to
reflect the recent loss of Viridian as a customer and competitive changes
in the market.219 Cannon also directed Grant Thornton to make certain
changes to the 2013 Projections to reflect increased costs from the time
of the Revised 2012 Projections. 2 2 0 Those changes were significant.
They resulted in decreasing ESG's projected EBIT between 29.3% and
41.3% for each of the years from 2013 to 2017, and in reducing ESG's
operating margin in 2017 (the final year of the discrete period) from
56.6% to 43.9%.221 The reasonableness of the 2013 Projections was
tested, albeit perhaps not as robustly as one might see in a third-party
transaction, through discussions with Grant Thornton. 222 And ESG
management confirmed the 2013 Projections to be accurate just days
before the Merger. 223
2

"See, e.g., JX 170 (Email from Carol Purdum to Lynn Cannon (July 5, 2012)) at
ESG00100820; .X 236 (Email from Carol Purdum to Bob Potter (Feb. 26, 2013)) at
ESG00085988.
16
1 Tr. 159-60, 178-79 (Cannon).
2172011 WL 227634 (Del. Ch. Jan. 14, 2011).
8
11 See id. at *4-6 (rejecting an expert's reliance on management projections based on
"overly optimistic assumptions" in part because they "failed to account for the sale of three
properties . . . after the projections were prepared").
219
Tr. 193 (Cannon).
220
Id. 111-12, 116, 193-94 (Cannon), 508-10 (Resnick).
22
See supra Tables 3-4.
222Tr. 484, 486-87 (Resnick).
2JX 272 (Email from Len Batsevitsky to Barry Klickstein (May 3, 2013)).
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I also find that Cannon worked with Grant Thornton to revise the
2013 Projections downward significantly at a time when he knew he
would force Nate out of the Company, if necessary, based on a valuation
derived from those projections. Cannon testified that he decided to cash
out Nate in January 2013.224 After making up his mind to do so, Cannon
undertook to adjust the assumptions underlying the 2013 Projections,
resulting in material decreases to the Company's projected future
performance justified by the loss of Viridian and other perceived
competitive pressures. Then, when Nate did not respond to ESG's March
2013 buyout proposal, which was based on the Grant Thornton Valuation
using the 2013 Projections, the Merger followed as a matter of course a
few weeks later at essentially the same price.
Cannon's motive for deciding to force Nate out of the Company at
this point was obvious and admitted: he and Bryn wanted "to stop the
hemorrhage" 225 of paying millions of dollars in equity distributions to
Nate who had not worked at the Company since August 2009. I reject as
an after-the-fact rationalization ESG's assertion that I should find the
2013 Projections to be overly optimistic because they supposedly offered
Nate a "premium" to "avoid continued litigation." 226 To the contrary,
Cannon was motivated in my view to make the assumptions in the 2013
Projections as conservative (i.e., reliable) as possible because he knew
full well when they were created that they could set the price to force
Nate out of the Company involuntarily, which was an invitation to
litigation.
Notably, Cannon authorized Grant Thornton to submit the 2013
Projections to Citizens Bank in connection with obtaining a $25 million
credit facility to finance the purchase of Nate's shares. 227 As then-Vice
Chancellor Strine observed in Delaware Open MRJ Radiology
Associates, P.A. v. Kessler,228 because it is a federal felony "to
knowingly obtain any funds from a financial institution by false or
fraudulent pretenses or representations," projections that are provided to
a financing source are typically given "great weight" by this Court.229
The undisputed fact that Grant Thornton submitted the 2013 Projections
224
Tr. 101, 193 (Cannon).
225
1Id. 208-09 (Cannon).
2 6
1
227

Defs.' Ans. Br. 72.
Tr. 512 (Resnick); JX 265 (Email from Len Batsevitsky to Denise McGeough (Apr.

4, 2013)).
228898 A.2d

290 (Del. Ch. 2006).
"See id. at 332, 332 n.109 (citing 18 U.S.C. § 1344 (2006)).
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to a financial institution at Cannon's direction further supports my
conclusion that the 2013 Projections reflected management's best
estimate of ESG's future performance. If the 2013 Projections were a
reliable basis to obtain debt financing, then there is no reason to conclude
that they were an unreliable basis to value the Company. 230
In support of its position that the 2013 Projections are not reliable,
ESG draws heavily on principles discussed in Huff Fund Investment
Partnership v. CKx, Inc.,231 Gearrealdv. Just Care, Inc.,232 and In re
Nine Systems Corp. Shareholders Litigation.233 Each of those cases is
distinguishable from the record here.
In CKx, after reviewing how management created the company's
projections, the Court concluded that the basis for a projected increase in
licensing fees under a material, to-be-negotiated contract was speculative
because "[i]nitial estimates of those revenues were markedly lower than
projections provided to potential buyers and lenders," which rendered the
entirety of the company's revenue projections inherently unreliable.234
Unlike in CKx, ESG has not identified any particular line item or line of
business in the 2013 Projections that is so uncertain as to undermine the
integrity of the overall projections.
In Just Care, the Court declined to defer to management's
projections, which were the first set of multi-year projections the
company had ever prepared and thus were "made outside of the ordinary
course of business."23 Unlike in Just Care, the 2013 Projections were
not Cannon's first crack at creating and/or revising multi-year
projections.
Cannon had done so three times before: the 2010
Projections, the 2012 Projections, and the Revised 2012 Projections. He
also had felt confident enough in his earlier work product to share the

23oSee Emerging Commc'n, 2004 WL 1305745, at * 13 ("If contemporaneous reliance
upon the June projections by [the corporation's controlling stockholder], his lender and his
financial and legal advisors was appropriate, then logic and common sense dictate that reliance

on those same projections by [the plaintiffs expert] in performing his valuation was no less
appropriate.").

23'2013 WL 5878807 (Del. Ch. Nov. 1, 2013), affd, -- A.3d --, 2015 WL 631586 (Del.
Feb. 12, 2015) (TABLE).
2322012 WL 1569818 (Del. Ch. Apr. 30, 2012).
232014 WL 4383127 (Del. Ch. Sept. 4, 2014), appeal docketed No. 281,2015
(Del.

June 5, 2015).
234See CKx, 2013 WL 5878807, at *9, 11 ("Because I have little confidence in the

reliability of using or excluding the estimated $20 million increase in revenues under the tobe-negotiated American Idol contract, I conclude that a DCF analysis is not the appropriate

method of valuation in this case.").
2"Just Care, 2012 WL 1569818, at *4 (Del. Ch. Apr. 30, 2012).
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2012 Projections with ESG management at a planning conference to set
revenue targets, and to submit the Revised 2012 Projections to several
banks to finance a potential buyout of Nate and to one bank (Wells
Fargo) to conduct a debt covenant analysis.2 36 The concerns in Just Care
about projections being created by novices are further assuaged here
because the 2013 Projections were created with the assistance of a
financial advisor, Grant Thornton, with whom Cannon reviewed the
revenue growth assumptions.237
Finally, in Nine Systems, the Court rejected as unreliable a set of
one-year financial projections management had prepared and presented
to the board because the projections were "inconsistent with the
corporation's recent performance." 238 Specifically, the projections were
found unreliable because management had "overestimated the
[c]ompany's revenues even two to three months away ... by more than a
factor of three." 239 Here, by contrast, ESG's performance in March and
April 2013, shortly before the Merger, was in line with the 2013
Projections.240
Separately, I find that the ten-year projections Jacobs prepared in
connection with this litigation are not reflective of management's best
estimate of future performance as of the Merger. In valuing the
Company, Jacobs analyzed the "fundamentals" of ESG: its lines of
business, its sales opportunities, its sales won and lost, its individual
customers, its market, its competition, and its growth. His process
involved discussions with ESG management in 2014 and input from
ESG's industry expert, Peter Weigand. 24 1 Based on his analysis, Jacobs
projected, on a per unit basis, the Company's future revenue for the years
2013-2023.242
Compared to the 2013 Projections, Jacobs's projections are
pessimistic, i.e., they project lower revenue, primarily in the Company's
TMS line of business. Over the period from 2009 to 2012, TMS revenue
had grown from $12.34 million to $18.76 million. In the 2013
Projections, Cannon projected consistent growth for the years 20132017,
6
2 Tr. 172, 189 (Cannon); JX 187 (Email from Lynn Cannon to Francois Karl-Henry
(Sept. 28, 2012)).

' 7 Tr. 484, 486-87, 490-91, 493, 510 (Resnick).

1 3 8Nine Sys., 2014 WL 4383127, at *41.
I39d. at *42.
240
Tr. 221-22 (Cannon).
241
See, e.g., JX 332 (Jacobs Report) at ¶ 108; Tr. 1231-32 (Jacobs).
24
2JX 332 (Jacobs Report) at Ex. Cl.
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243

albeit at a slower pace than in the years 2009-2012.
In sharp contrast,
Jacobs projected that, going forward, TMS revenue would decline to
$12.74 million in 2020 and then slowly increase to $13.67 million in
2023.244
Delaware courts are generally skeptical of projections created by
an expert during litigation.
"Expert valuations that disregard
contemporaneous management projections are sometimes completely
discounted." 24 5 In Taylor v. American Specialty Retailing Group, Inc.,2
for example, an expert hired by the company (Dunham) "ignored a
contemporaneous
set of projections prepared by Dunham's
management," and instead performed a DCF analysis in that appraisal
proceeding based "on far more pessimistic assumptions of Dunham's
future prospects that he prepared on his own." The Company's Chief
Financial Officer also refused to endorse the expert's valuation. For
these reasons, the Court concluded that the expert's calculation "lacks
credibility." 24 7
Then-Vice Chancellor Strine reached a similar conclusion in
Agranoff v. Miller.2 48 There, the company's expert concluded that
management's projections were an unreliable basis for a DCF analysis,
but the expert nonetheless performed a DCF calculation based on "a
substantial negative revision to those projections that he came up with
after discussions with . . . managers after the valuation date."
In
rejecting the expert's analysis, then-Vice Chancellor Strine concluded
that "[t]he possibility of hindsight bias and other cognitive distortions
seems untenably high," particularly since the expert had consulted with
an individual interested in the outcome of the case about the negative
revisions.250
In my opinion, consistent with Taylor and Agranoff the after-the
fact projections Jacobs created for purposes of this litigation are tainted
by hindsight bias 25 1 and are not a reliable source to determine the fair
4

1 1JX
2

264 (2013 Projections) atN000000046, 52.

332 (Jacobs Report) at 1145, Ex. Cl.
JCR Acq. Corp., 2004 WL 286963, at *2.

4JX
24 5

2462003
247

WL 21753752 (Del. Ch. July 25, 2003).

1d. at *2, *2 n.7.
248791 A.2d 880 (Del.

Ch. 2001).

249

1d. at 891.
250

See id. at 892, 892 n.25.
'See In re Citigroup Inc. S'holder Deriv. Litig., 964 A.2d 106, 124 n.50 (Del. Ch.

25

2009) (defining "hindsight bias" as "the tendency for people with knowledge of an outcome to
exaggerate the extent to which they believe that outcome could have been predicted." (citation

omitted)).
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value of Nate's shares as of the Merger. Jacobs first spoke with ESG
management about valuation issues in the spring of 2014, approximately
one year after the Merger,252 when this litigation was well underway. The
key individual with whom Jacobs discussed the Company's future
prospects-Cannon 253 -had a strong financial interest for Jacobs to
believe that management did not think that the 2013 Projections were
reliable. As Cannon acknowledged at trial, every dollar paid to Nate in
the Merger is approximately $0.50 out of his own pocket.254 The rest of
the payment would come out of the pockets of only a few other senior
managers: Bryn, Gurule and Fenton. The financial incentive for them to
steer Jacobs toward a lower valuation of the Company, even if only
subconsciously, is just too great to overcome in this case.
Indeed, Jacobs testified that, based on conversations he had with
ESG management in 2014, he understood the 2013 Projections to be
inconsistent with the contemporaneous beliefs of management. 255 But
this understanding is belied by the trial record in my view, which
demonstrates that the 2013 Projections were reflective of management's
best estimate of the Company's future performance as of the Merger.
Jacobs's projections also assume that the Merger occurred at the "very
peak" of ESG's performance, at an "inflection point" when ESG went
from a growing company to a declining company, which Cannon
conceded would have been "pretty stupid" to do. 256
In sum, I see no basis to depart from the reasoned principle recited
in Taylor, Agranoff and elsewhere to be chary of relying on an expert's
post hoc, litigation-driven forecasts where, as here, contemporaneous,
reliable projections prepared by management are available. 25 I am
persuaded that the 2013 Projections were ESG management's best
estimates of the Company's future performance as of the Merger, and
provide a reliable basis for performing a DCF valuation. Thus, I use the
2 52

253

Tr. 1237 (Jacobs).

JX 339 (Jacobs Rebuttal Report) at ¶ 84.
"'Tr. 204-05 (Cannon).
255Id. 1237-38 (Jacobs); see also JX 339 (Jacobs Rebuttal Report) at ¶¶ 84-85.
6
11 Tr. 212-13 (Cannon).
257
See Gray v. Cytokine Pharmascienes, Inc., 2002 WL 853549, at *8 (Del. Ch. Apr.
25, 2002) (rejecting an expert's calculation that disregarded management's revenue projections
and that adjusted other projections where there were no "valid reasons to warrant all of the[]
adjustments"); see also Merion Capital, L.P. v. 3M Cogent, Inc., 2013 WL 3793896, at *11-12
(Del. Ch. July 8, 2013) (accepting management's projections, not the expert-created
projections, "as a reliable starting point for the DCF analysis").
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2013 Projections in my DCF analysis and give no weight to Jacobs's
projections.
2. The Tax Rate
The DCF model requires a corporate-level tax rate to calculate the
Company's projected free cash flows.
But, as a Subchapter S
corporation, ESG does not pay any corporate-level income taxes.
Instead, ESG's income is taxed only once at the investor level at the
stockholder's ordinary income rate (rather than at the lower dividend
rate).259 This different tax treatment means that stockholders in a
Subchapter S corporation such as ESG are able to receive distributions
on a tax-advantaged basis when compared to stockholders in a
Subchapter C corporation, where income is taxed twice: once at the
corporate level, and again at the investor level (at the lower dividend
rate).
As the Supreme Court stated in Tri-Continental Corp., Nate is
"entitled to be paid for that which has been taken from him." 260 A
critical component of what was "taken" from Nate in the Merger was the
tax advantage of being a stockholder in a Subchapter S corporation. As
then-Vice Chancellor Strine reasoned in Kessler, "[a]n S corporation
structure can produce a material increase in economic value for a
stockholder and should be given weight in a proper valuation of the
stockholder's interest." 261 The Court thus concluded that "when minority
stockholders have been forcibly denied the future benefits of S
corporation status, they should receive compensation for those expected
benefits and not an artificially discounted value that disregards the
favorable tax treatment available to them." 262
Based on the testimony of Austin Smith, who I found more
persuasive on this issue than Jacobs, I conclude that the Company's
earnings should be tax affected in order to perform a DCF valuation that
adequately compensates Nate for being deprived of his Subchapter S
stockholder status.263 This conclusion follows Kessler, in which thenVice Chancellor Strine thoughtfully surveyed the case law and literature
2

1JX 331 (Austin Smith Report) at ¶ 45.
Tr. 1298 (Jacobs).
26 0
Tri-Cont'l Corp., 74 A.2d at 72.
261
Kessler, 898 A.2d at 327.
262
d. at 328.
263
See id. at 330 (calculating a hypothetical S corporation tax rate of 29.4% by
assuming a 15% dividend tax rate and a 40% personal income tax rate).
259
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on this subject, 264 and is consistent with another recent decision of this

Court that also followed Kessler.265
Before explaining my calculations, I address ESG's contention that
any Kessler-based valuation must take into account the Company's
policy with respect to distributed earnings, which Jacobs calculated to be
76.7%--the median of ESG's distributions for the years 2007-2012.266
According to ESG, Nate should not receive any special Subchapter S
value for earnings that are retained and reinvested in the Company.
Thus, ESG proposes a tax rate in a Kessler-based valuation that would
permit Nate to receive value from being a Subchapter S corporation
stockholder for some of ESG's earnings (the 76.7% calculated by Jacobs)
but not from any retained earnings (the 23.3% remainder).267 Jacobs
calculated this rate to be 34.1%.268 In my opinion, the Company's
position is based on a false premise.
ESG did not reinvest any appreciable amount of its undistributed
earnings in its business but instead kept those earnings as cash on its
balance sheet. This is the reason the amount of cash and cash
equivalents on ESG's balance sheet increased from $3.2 million in 2009
to $17.4 million in May 2013.269 The record also does not contain any
evidence suggesting that, as of the Merger, Cannon or anyone else at
ESG intended to reinvest the cash it had accumulated in the business. 270
264

See id. at 326 ("This dispute raises an interesting question of valuation, which has
elicited a fair amount of attention from judges, appraisers, and academics.").
265
See Zutrau v. Jansing, 2014 WL 3772859, at *36 (Del. Ch. July 31, 2014)
(accepting a financial advisor's DCF calculation of a Subchapter S corporation that was based
on an estimated "hypothetical 'pre-dividend S corporation tax rate' of 28.8% (quoting Kessler,
898 A.2d at 330)).
Other jurisdictions also have cited Kessler with approval. See Bernierv. Bernier, 873
N.E.2d 216, 221 (Mass. 2007) ("Our review of the scant case law and the pertinent literature
on the issues leads us to adopt generally the metric employed by the Kessler court[.]"); see
also Hamelink v. Hamelink, 2013 WL 6839700, at *5 (Minn. Ct. App. Dec. 30, 2013) ("In
light of Kessler and Bernier, we agree with husband that there is support for [his expert's]
decision to tax affect.").
266
JX 339 (Jacobs Rebuttal Report) at ¶ 70. Kessler itself acknowledges that "[t]he
relative value of an S corporation, vis-A-vis a C corporation, to its shareholders is dependent
upon the level of distributions paid." Kessler, 898 A.2d at 329.
1 67Tr. 1301-05 (Jacobs).
26
sJX 339 (Jacobs Rebuttal Report) at ¶¶ 70-71.
269
Tr. 1306-08 (Jacobs).
270
lt would inappropriate to consider post-Merger changes to the Company's
reinvestment practices. See, e.g., Gonsalves v. Straight Arrow Publishers, Inc., 701 A.2d 357,
363 (Del. 1997) (concluding in an appraisal proceeding that a petitioner was not entitled to the
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Nor was it necessary for ESG to reinvest earnings to grow. Both Austin
Smith and Jacobs testified that the 2013 Projections included all of the
capital expenditures necessary for ESG to generate the projected future
cash flows.

271

In my opinion, the operative metric under the Kessler-based
valuation method is not the actual distributions made by a Subchapter S
corporation, but the amount of funds that are available for distribution to
stockholders. To conclude otherwise would run afoul of the rationale of
Tri-Continental Corp. because Nate would be deprived of "his
proportionate interest" in ESG as a "going concern," 27 2 which includes
the Subchapter S corporation benefits that inure to earnings that are
distributed and retained.
Table 5 below reflects my calculation, under Kessler, of the
hypothetical corporate tax rate for ESG that "treat[s] the S corporation
shareholder [i.e., Nate] as receiving the full benefit of untaxed dividends,
by equating [his] after-tax return to the after-dividend return to a C
corporation shareholder." 2 73 For this purpose, I use Jacobs's calculation
of ESG's effective state and federal tax rate to be 43%, which Nate has
274
Because Nate was the only stockholder cashed out in the
accepted.
Merger, I also accept Austin Smith's calculation of Nate's actual tax rates
as a Maine resident rather than Jacobs's calculation of "hypothetical" tax
rates for a Massachusetts stockholder. Thus, I calculate the tax rate Nate
would pay on distributions from a Subchapter C corporation to be
31.75%, which is the sum of the 20% federal tax on dividends, the 3.8%
Net Income Investment Tax (NIIT) imposed by the Affordable Care
Act, 275 and the 7.95% Maine state tax on dividends. 27 6 I also calculate

the tax rate that Nate would pay on distributions from a Subchapter S
corporation to be 47.25%, which is the sum of Nate's actual 35.5%
federal income tax rate (based on his 2012 tax returns), 277 the 3.8% NIIT,
and the 7.95% Maine state tax.

pro rata value of -possible

changes which may be made by new managementi after the

effective date of the transaction).
2'Tr. 888 (Austin Smith), 1309 (Jacobs).
272 Tri-Cont'

Corp., 74 A.2d at 72.

273 Kessler, 898 A.2d at 330.
274
JX 339 (Jacobs Rebuttal Report) at ¶¶ 69-71; Pl.'s Op. Br. 61.
275 See 26 U.S.C. § 1411.
2761 also accept Austin Smith's assumption that Nate's state taxes are effectively not
deductible for federal tax purposes. JX 331 (Austin Smith Report) at T 46.
..Tr. 873-74, 883-84 (Austin Smith). I credit Austin Smith's testimony that it is
appropriate to apply Nate's most recent, actual tax rate because there is no evidence in the
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Table 5
Hypothetical Corporate Tax for ESG under Kessler

C Corp

S Corp

S Corp
on
V

Valuation

Income Before Tax

$100

$100

$100

Entity-Level Tax

43%

0%

22.71%

Entity Net Earnings

$57

$100

$77.29

Dividend/Personal Tax

31.75%

47.25%

31.75%

Net to Investor

$38.90

$52.75

$52.75

Thus, I conclude that the appropriate tax rate to apply in my DCF
valuation of Nate's interest in ESG at the time of the Merger is 22.71%.
3. The Terminal Growth Rate
In a typical DCF valuation, the terminal growth rate "attempt[s] to
capture the future growth prospects of the firm while recognizing that
over time firms cannot continue to grow at a rate that is materially in
excess of the real growth of the economy." 2 78 Austin Smith offered a 5%
terminal growth rate, calculated as a modest premium (0.5%) to the
midpoint of three estimates of nominal U.S. GDP growth prepared in
March 2013 for 2017 and onward (4.5%).279 Jacobs proposed a terminal
growth rate of 3%, calculated as a premium (1%) to the Federal
Reserve's projection of inflation as of the Merger (2%).280
Although calculating the appropriate terminal growth rate is one of
several challenging estimations for a law-trained judge tasked with
determining a corporation's fair value, 281 two well-reasoned principles
record suggesting a different tax rate during the discrete discount period. Id. 885 (Austin

Smith).

"8 Andaloro, 2005 WL 2045640, at * 12.
m JX 331 (Austin Smith Report) at IT 52-53.
280
JX 339 (Jacobs Rebuttal Report) at ¶¶ 102-08.
281
See, e.g., In re Appraisal of OrchardEnters., Inc., 2012 WL 2923305, at *1 8 (Del.
Ch. July 18, 2012) ("As a law-trained judge who has to come up with a valuation deploying
2 9
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guide my analysis. In Merion Capital, L.P. v. 3M Cogent, Inc.,282 the
Court observed that, in most cases, "a terminal growth rate should not be
greater than the nominal growth rate for the United States economy,
because '[i]f a company is assumed to grow at a higher rate indefinitely,
its cash flow would eventually exceed America's [gross national
product]."'283 Under the logic of 3M Cogent, I find Austin Smith's 5%
terminal growth rate too high for a company like ESG, which, as of the
Merger, had matured into a company that was facing increasing
competitive pressures and flatter growth after several years of relatively
rapid growth in an environment of declining natural gas prices.
Conversely, as the Court noted in Global GT LP v. Golden
Telecom, Inc.,284 "the rate of inflation is the floor for a terminal value
estimate for a solidly profitable company that does not have an
identifiable risk of insolvency." 2 8 5 Because the 2013 Projections
contemplate that ESG would remain profitable even after taking into
account increasing competitive pressures as of the Merger, I find that it is
appropriate under Golden Telecom to calculate the terminal growth rate
as a premium to inflation. In my judgment, Jacobs's 3% rate strikes the
appropriate balance. Indeed, a 3% rate is very close to the 2.5% rate
utilized in the Grant Thornton Valuation contemporaneous with the
Merger.286
Courts have acknowledged that a non-trivial spread in the growth
rate for the discrete forecast period and the terminal growth rate is
common. 287 Thus, the 3% difference between the revenue growth rate in
the final year of the 2013 Projections (6.0% for 2017) and the terminal
growth rate I adopt (3%) should not be controversial. There also is
considerable precedent in Delaware for adopting a terminal growth rate
that is a premium, such as 100 basis points, over inflation.2 88
the learning of the field of corporate finance, I choose to deploy one accepted method as well
as I am able, given the record before me and my own abilities."), affd, 2013 WL 1282001
(Del. Mar. 28, 2013) (TABLE).
2822013 WL 3793896 (Del. Ch. July 8, 2013).
283
1d. at *21 (quoting Bradford Cornell, Corporate Valuation: Tools for Effective
Appraisaland Decision Making 146-47 (1993)).
284993 A.2d 497 (Del. Ch. 2010), affd, 11 A.3d 214 (Del. 2010).
...
Id. at 511.
286
JX 264 (Grant Thornton Valuation) at NO00000052.
2
1'See, e.g., S. Muoio & Co. LLC v. Hallmark Entm't Invs. Co., 2011 WL 863007, at
*21 (Del. Ch. Mar. 9, 2011), afd, 35 A.3d 419 (Del. 2011) (TABLE).
See, e.g., Kessler, 898 A.2d at 334, 337 (adopting a 4% terminal growth rate where
inflation was estimated to be 3%); JRCAcq. Corp., 2004 WL 286963, at *6 (adopting a 3.5%
terminal growth rate where inflation was estimated to be 2.5%).
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Additionally, the fact that ESG's own expert proposed a 3% terminal
growth rate in connection with his projections for the Company, which
were unduly pessimistic in comparison to the 2013 Projections, compels
the conclusion that the terminal growth rate must be at least 3%. I
therefore adopt a 3% terminal growth rate.
4. The Cash on ESG's Balance Sheet
ESG had approximately $17.4 million in cash and cash equivalents
on its balance sheet as of the Merger. 289 It is undisputed that Nate is
entitled to receive a pro rata share of the "excess" cash that could have
been distributed to stockholders at that time. At post-trial argument,
Nate conceded that $2.3 million should be deducted to reflect certain
income tax liabilities. 290 ESG argues that it is necessary to further deduct
(i) $916,000 as working capital; and (ii) $2.3 million for a Texas sales
and use tax liability.
a. Working Capital
Jacobs opined that $916,000 in cash, roughly 3% of ESG's 2012
revenue, should be set aside as the Company's working capital. He
considered this amount to be an "extremely conservative estimate." 291
Austin Smith assumed that ESG did not need a working capital reserve
because ESG generated millions of dollars in cash every month.292 The
trial record supports Jacobs's estimation. Cannon testified that Nate
agreed upon the Company's "long-standing practice" to retain a
percentage of earnings to use for "[c]apital expenditures, as well as other
corporate matters." According to Cannon, who described himself as "a
very conservative kind of guy," having no cash on hand would not be a
"prudent thing to do."293 In my opinion, although there is no direct
evidentiary support for a working capital reserve of 3% of revenue, I
credit Cannon's testimony on this point and thus accept Jacobs's estimate
that ESG's cash on hand at the Merger should be decreased by $916,000.

289

Tr. 1330 (Jacobs); JX 332 (Jacobs Report) at ¶¶ 195.

290

Tr. of Oral Arg. 61.
JX 332 (Jacobs Report) at1 196.
JX 340 (Austin Smith Rebuttal Report) at 17.
293
Tr. 38-39 (Cannon).
291
292
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b. Texas Use and Sales Tax
In 2012, ESG discovered that it was subject to a use and sales tax
imposed by Texas on "data processing services" in the state, which the
Company had not paid for over a decade. 294 Assuming that none of the
Company's customers paid this tax on their own, ESG's controller, Swift,
estimated in April 2012 that the Company's potential liability was $2.6
million. In an updated analysis in July 2013, she estimated that the tax
could be as high as $3.136 million.29 In the third or fourth quarter of
2013, the Company hired a tax consultant, who subsequently estimated
that the tax liability was around $1.2 million.296 In March 2014, ESG
eventually contacted its clients over the course of a week, learned that
several had been paying the tax, and determined that its liability for the
Texas sales and use tax was $448,389, with the amount attributable to the
period before the Merger being $373,168.297
Based on his conversations with ESG management, Jacobs
calculated that a low estimate of the Texas tax as of the Merger date was
$1.6 million. Jacobs then determined that the midpoint of Swift's $3.1
million calculation and his own $1.6 million estimate, calculated as $2.3
million, was a reasonable expectation of ESG's obligation as of the
Merger.298 Nate disagrees. He argues that, under Tri-ContinentalCorp.,
Jacobs's calculation does not accurately reflect what was "knowable"
about the Texas use tax because determining the Company's tax liability
was an "empirical exercise" that "could easily have been conducted as of
the date of the Merger." 299 He submits that the correct amount to deduct
for the Texas tax liability was $375,000.
Because ESG's management did not know for over a decade about
the Texas sales and use tax, I do not accept Swift's $3.1 million
estimation, or Jacobs's derivative estimation, as fairly representative as
what was "knowable" about this liability at the Merger. In my view,
ESG's tax consultant's estimate of $1.2 million, despite being calculated
several months after the Merger, is the best available proxy for what was
knowable about this liability as of the Merger.

2 94

Swift Dep. 135-36, 138.

295

1d. 139-40, 144, 146.
296
d. 148.
297
Id. 155-56, 164.
298
JX 332 (Jacobs Report) at ¶ 198.
299Pl.'s Op. Br. 68.
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With the foregoing deductions, I conclude that ESG's "excess"
cash on hand as of the Merger totaled $12.984 million ($17.4 million
minus $2.3 million, minus $916,000, minus $1.2 million).
5. Nate's Ownership Percentage
The final area of disagreement between the parties concerns Nate's
ownership percentage of the Company. The shareholdings of Nate
(1,320,000 shares) and Acquisition Corp. (2,430,000 shares) in ESG at
the time of the Merger are not in dispute. In percentage terms, Nate
contends that he owned 35.2% of the Company, but ESG contends that
he owned only 33.08%. The dispute stems from whether 240,000
"performance units" granted to other ESG employees, which the board of
ESG ratified when approving the Merger,300 should be included in a fully
diluted valuation of the Company.
Drew Fenton has what amounts to a phantom stock agreement for
150,000 shares of ESG. He regularly receives pro rata distributions for
those phantom shares. 3 0 1 Bob Potter has 50,000 vested stock options
that, according to Cannon, are exercisable in the event of a change of
control, which does not include the Merger.302 Neither Nate nor ESG
presented any evidence probative of the terms of the other 40,000
performance units referenced in the board resolution approving the
Merger, so I will not include those units in my calculation of Nate's
percentage interest.
When Jacobs performed a normalization of the compensation
Cannon, Bryn, and Gurule received as ESG stockholders in the manner
discussed above, he did not change Fenton's compensation because
Fenton's "total compensation approximat[ed] a market salary."303 In
other words, Jacobs determined that Fenton's salary and bonus as an ESG
employee and his distributions as the holder of 150,000 phantom shares
historically approximated a market-rate salary for someone in his
position.
Nate contends that, because Fenton's compensation was not
normalized, it would be double-counting to also include Fenton's
300

JX 278 (Resolutions of the Board of Directors of Energy Services Group, Inc. (May

6, 2013)) at N000000249-50.
olTr. 558-60 (Fenton); Cannon Dep. 18-19.
Cannon Dep. 16-17; Tr. 407-08 (Potter).
JX 332 (Jacobs Report) at Ex. G.

02
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150,000 phantom shares for purposes of determining the fair value of
Nate's interest on a fully diluted basis. I disagree. The fact that Fenton's
total compensation as an employee and as a holder of phantom shares
historically approximated market-rate compensation does not change the
reality that, in the future, Fenton would still be entitled to distributions
for those 150,000 phantom shares in the same manner that Cannon or
Bryn are entitled to distributions. In other words, from my perspective,
Jacobs "normalized" Fenton's compensation by not changing it in his
projections.304 Because the parties have assumed that Grant Thornton
normalized the 2013 Projections for purposes of the Grant Thornton
Valuation in a manner equivalent to Jacobs's own normalization
process, 305 I find it is more likely than not that Fenton's phantom stock
rights were functionally normalized in the 2013 Projections. I am thus
persuaded that I should include Fenton's 150,000 phantom stock rights
when calculating the number of outstanding shares of ESG as of the
Merger.
As to Potter's 50,000 units, I exclude them from my calculation
because they are exercisable only in the event of a change of control.
My conclusion follows from then-Chancellor Strine's decision in In re
Appraisal of Orchard Enterprises, Inc.306 ESG argues that, under
Orchard, I must value the Company on a fully diluted basis, i.e., by
301
including Potter's 50,000 units. In my view, ESG's reading of Orchard
misses the mark. Orchardwas an appraisal action involving a company
with a series of preferred stock that was entitled to participate in any
dividends declared on common stock on an as-converted basis and that
had a liquidation preference of $25 million, which was triggered in
certain situations. In his post-trial decision, then-Chancellor Strine

3
0Consider the following example. Assume ESG's historical financials reflect that
Cannon, Bryn and Fenton each received $5 in compensation per year but that their market
rates were $10 each. Further assume that Cannon, Bryn, and Fenton historically received
distributions of $100, $90 and $5, respectively. It would be logical to normalize the
compensation expense for each of them by reallocating $5 from their distributions to
compensation expense, which would mean that the amount of distributions attributable to their
equity interests would be reduced to $95, $85 and $0, respectively. After normalizing ESG's
historical financials in this manner and projecting future cash flows based on the same
assumptions, which is what Jacobs did as I understand it, Cannon, Bryn, and Fenton would be
entitled to share in equity distributions in the future on apro rata basis.
30 5
See, e.g., Tr. 1226-27 (Jacobs).
3062012 WL 2923305 (Del. Ch. July 18, 2012), affd, 2013 WL 1282001 (Del. Mar. 28,
2013 (TABLE).
307
Defs.' Reply Br. 39-40.
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"entirely a matter of speculation. 30 8 Thus, when he determined the
company's going concern value, he valued the preferred stock on an asconverted basis without deducting the liquidation preference because, "if
[the company] remains a going concern, the preferred stockholders' claim
on the cash flows of the company (if paid out in the form of dividends) is
solely to receive dividends on an as-converted basis." 3 Under the logic
of Orchard, Potter's 50,000 units, which are only exercisable in a change
of control, should not be included in valuing ESG because there is no
evidence in the record suggesting that a change of control as of the
Merger was anything but entirely speculative, and valuing ESG by
reference to speculative events is inconsistent with Delaware appraisal
law.o

Therefore, I find that Nate owned 1,320,000 of ESG's 3,900,000
outstanding shares at the time of the Merger," which equates to 33.85%
of the Company.
6. The Fair Value of Nate's Interest in ESG
Appendix A reflects my DCF valuation of ESG as of the Merger
based on the relevant items in the 2013 Projections, i.e., the projections
for EBITDA, depreciation and amortization, capital expenditures, and
additional working capital for the years 2013-2017. For the terminal
period, I calculated EBITDA based on a 3% growth rate, and I adopt
Austin Smith calculation's for the other items.312 I also apply a partial
period adjustment to the year 2013 to represent the distributable cash
flows between the Merger and the end of the year. Finally, I use the
agreed-upon WACC of 14.13%, and I adopt Austin Smith's use of the
mid-year convention to calculate present value, "which assumes cash
flows will be received evenly throughout the period rather than at the end
of the period." 13 Based on the foregoing assumptions, I find that the fair

30

Orchard, 2012 WL 2923305, at *6.

'Id. at *7.
3 oSee, e.g., Weinberger, 457 A.2d at 713; Orchard, 2012 WL 2923305, at *8 (-[T]he
duty of this court in an appraisal is . . to make a determination of [the company's] value as a
going concern, without reference to . .. speculative events.").
31
'This amount is the sum of Nate's shares (1,320,000) plus Acquisition Corp.'s shares
(2,430,000) plus Fenton's phantom shares (150,000).
312
JX 331 (Austin Smith Report) at 1 47.
13
1d. at Ex. 3.
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value of Nate's 1,320,000 shares in ESG as of the Merger date was
$42,165,920.
B. Counts I and II. Breach ofFiduciaryDuty Against Cannon, Bryn,
and Acquisition Corp.
In Count I of the Amended Complaint, Nate contends that Cannon
and Bryn breached their fiduciary duties as directors of ESG by
approving the Merger as a self-interested and unfair transaction. In
Count II of the Amended Complaint, Nate contends that Cannon, Bryn,
and ESG Acquisition Corp. breached their fiduciary duties as controlling
stockholders of ESG by approving the unfair Merger. Defendants
conceded in the Pre-Trial Stipulation that they carry the burden to prove
the entire fairness of the Merger under Counts I and 11.314 That was a
sensible concession. Cannon and Bryn, as the ESG directors who voted
in favor of the Merger, were conflicted in that they had a material interest
in paying Nate as little as possible by virtue of their substantial holdings
in Acquisition Corp., the surviving corporation in the Merger.3 15
Acquisition Corp., as ESG's majority stockholder, also stood on both
sides of the Merger. 1
Absent procedural mechanisms not present
here,1 Cannon and Bryn as conflicted directors (under Count I) and
Acquisition Corp. as a controlling stockholder (under Count II) bear the
burden to prove the entire fairness of the Merger by establishing "to the
court's satisfaction that the transaction was the product of both fair
dealing and fair price."3 18 Because Cannon, Bryn, and Acquisition Corp.
presented a single defense of the Merger, the following entire fairness
analysis applies to both claims.

"'Pre-Trial
Stip. ¶ VI.C.3.
315

See In re Digex Inc. S'holders Litig., 789 A.2d 1176, 1207 (Del. Ch. 2000)
(concluding that a decision by four directors must be reviewed for entire fairness because those
directors "possessed substantial direct, personal financial interests in the proposed
transaction").
316
See Kahn v. Lynch Commc'ns Sys., Inc., 638 A.2d 1110, 1115 (Del. 1994) ("A
controlling or dominating shareholder standing on both sides of a transaction, as in a parentsubsidiar context, bears the burden of proving its entire fairness.").
See Kahn v. M & F Worldwide Corp., 88 A.3d 635, 645 (Del. 2014).
318
Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1156, 1163 (Del. 1995) (citation
omitted).
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1. The Merger Was Not the Product of Fair Dealing
Fair dealing "embraces questions of when the transaction was
timed, how it was initiated, structured, negotiated, disclosed to the
directors, and how the approvals of the directors and the stockholders
were obtained."3 19 Nate contends that Cannon and Bryn timed the
Merger strategically in two ways: first, to exploit the loss of Viridian as a
major customer of ESG and thereby cash him out at a low
valuation; and second, to deprive Nate of the opportunity to enjoin the
transaction in court before it closed.320
Defendants counter that the timing of the Merger was dictated by
Nate's refusal to negotiate over a cash-out price, and that the one-day
notice of the ESG board meeting to approve the Merger, which was
permitted under ESG's bylaws, was equitable under the circumstances
because Nate already had the 2013 Projections and the Grant Thornton
Valuation for over a month. Further, Cannon and Bryn submit that their
reliance on a financial expert, Grant Thornton, to determine the Merger
price is evidence of fair dealing under 8 Del. C. § 141(e).321
In my opinion, Defendants failed to demonstrate that the Merger
was the product of fair dealing. Instead, I find that Cannon timed the
Merger to take advantage of the downward revision from the Revised
2012 Projections to the 2013 Projections, which were primarily brought
about by the loss of Viridian, to cash out Nate and thereby "stop the
hemorrhage"3 22 of paying millions in profit distributions to Nate, who

"'Weinberger, 457 A.2d at 711.
320

P's Op. Br. 25-27.
Nate also argues that the Merger violated the Stockholders' Agreement. Pl.'s Op. Br.
28. Section 10 of the Stockholders' Agreement requires that Nate, Cannon and Bryn
unanimously approve any "agreements or transactions valued in excess of Ten Thousand
Dollars ($10,000)" and any "material changes in the business of the Company." JX 2
(Stockholders' Agreement) at §§ 10(2)(3), 10(2)(6). Defendants deny that the Stockholders'
Agreement barred the Merger and argue, alternatively, that the contracting parties waived
those provisions of Section 10 by not enforcing them in the past. Defs.' Ans. Br. 79-82; Tr. 27
(Cannon), 652 (Bryn). Nate counters that the Stockholders' Agreement includes a no-waiver
provision. See JX 2 (Stockholders' Agreement) at § 17(3). I decline to resolve these issues
because the parties did not fully or fairly brief the legal effect of Cannon and Bryn transferring
their ESG stock to Acquisition Corp. on the contractual rights and obligations under the
Stockholders' Agreement. In any event, the impact of the Stockholders' Agreement would
have no Practical effect on the outcome of my fairness analysis given my conclusions above.
'Defs.' Reply Br. 4-10; Defs.' Ans. Br. 75-79.
322
Tr. 208-09 (Cannon); Cannon Dep. 190.
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had not worked at the Company since August 2009.323 1 also find it was
inequitable for Cannon and Bryn to reject Nate's reasonable request for a
one-day delay of the May 6, 2013, ESG board meeting at which the
Merger would be put to a vote.
Under Section 6-4(b) of the Company's bylaws, ESG's board had
the authority to convene a special meeting on one day's notice.324 But,
"inequitable action does not become permissible simply because it is
legally possible."3 25 Nate may have had the 2013 Projections in hand
since the end of March 2013, but there is no evidence in the record
suggesting that Cannon or Bryn had informed Nate before May 3, 2013,
that the 2013 Projections would be the basis for a cash-out transaction. 327
In any event, Nate asked only for a one-day delay to travel (from New
York to Maine) and to review the deal documents before the board
meeting in Boston. Tellingly, Cannon conceded that he and Bryn
refused this request because they wanted to prevent Nate from having the
opportunity to go to court to enjoin the transaction. 328 Because the
record does not reveal a legitimate need for such acute timing pressure,
Cannon and Bryn's refusal of Nate's reasonable request was
inequitable.32 9
323

According to Defendants, the fact that Nate withdrew his claim for rescissory

damages before trial meant that Nate himself no longer thought that the Company was worth
more after the Merger than on May 6, 2013. Tr. of Oral Arg. 102-03. Defendants offered no
authority for taking an adverse inference from Nate's litigation strategy, and I decline to do so

here. As with the appraisal analysis, fairness logically should focus on what was known and
knowable to the parties at the time of the challenged transaction.
324
JX 3 (Bylaws of Energy Services Group, Inc.) at § 6.
325

Schnell v. Chris-CraftIndus., Inc., 285 A.2d 437, 439 (Del. 1971).
JX 264 (Letter from Barry Klickstein to Wayne Dennison (Mar. 28, 2013)) at

326

NO00000042.
32

7See Pepsi-Cola Bottling Co. v. Woodlawn Canners, Inc., 1983 WL 18017, at *13

(Del. Ch. Mar. 14, 1983) (concluding after trial that it was not inequitable for a director to call
an impromptu special board meeting where the matters discussed were likely "potential
merger, including all relevant factors: assets, market value, earnings, future prospects, topics

for discussion" at a noticed board meeting and the annual shareholders meeting scheduled for
the same day).
328
Tr. 121 (Cannon).
329
Cannon and Bryn's reliance on 8 Del. C. § 141(e) is misplaced in my view. A

director's reliance on qualified experts under 8 Del. C. § 141(e) is "a pertinent factor in
evaluating whether corporate directors have met a standard of fairness in their dealings," but
this factor alone is not dispositive of fair dealing. See Cinerama.Inc. v. Technicolor, Inc., 663

A.2d 1134, 1142 (Del. Ch. 1994), afd, 663 A.2d 1156 (Del. 1995). "To hold otherwise would
replace this court's role in determining entire fairness . . . with that of various experts hired to
give advice to the directors in connection with the challenged transaction[.]" Valeant Pharm.
Int'l v. Jerney, 921 A.2d 732, 751 (Del. Ch. 2007). Under the circumstances of this case,
where Cannon and Bryn advance the Grant Thornton Valuation based on the 2013 Projections
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In sum, under the totality of the circumstances, Defendants have
not proven that the Merger was the product of fair dealing.
2. The Merger Was Not at a Fair Price
Fair price "relates to the economic and financial considerations of
the proposed and any other elements that affect the intrinsic or inherent
value of a company's stock."3 30 When conducting a fair price inquiry as
part of the entire fairness standard of review, the court asks whether the
transaction was one "that a reasonable seller, under all of the
circumstances, would regard as within a range of fair value; one that
such a seller could reasonably accept."' 3 1 The fair price inquiry in a
fiduciary duty claim is largely equivalent to the fair value determination
in an appraisal proceeding, although the remedies may be different.332
Under the DCF valuation set forth above, where I concluded that the fair
value of Nate's interest in ESG was $42,165,920, I find that Defendants
have failed to show that the $19.95 per share consideration ($26.334
million in total) offered to Nate in the Merger was within a range of fair
value of ESG.333
3. The Merger was not Entirely Fair
Under the entire fairness standard, I must make a unitary
conclusion as to whether the Merger was entirely fair. "[I]n a nonfraudulent transaction . . . price may be the preponderant consideration

After weighing the
outweighing other features of the merger."
respective fair dealing and fair price inquiries, I conclude that the Merger
was not entirely fair. Cannon, Bryn, and Acquisition Corp. thus breached
their fiduciary duties.
as evidence of fair dealing but simultaneously insist that the 2013 Projections were not
reflective of the Company's fair value, I find Cannon and Bryn's reliance on Grant Thornton's
bottom line to be unpersuasive.
"o Weinberger, 457 A.2d at 711.
See In re Orchard Enters., Inc. S'holder Litig., 88 A.3d 1, 30 (Del. Ch. 2014)
...
(quoting Cinerama, 663 A.2d at 1143).
32
Weinberger, 457 A.2d at 713-14 (determining fair price under the entire fairness
standard by reference to determining fair value in an appraisal proceeding).
See Emerging Commc'ns,, 2004 WL 1305745, at *24 (concluding that the merger
consideration of $10.25 per share was not a fair price under Weinberger where the appraised
fair value of the company was $38.05 per share).
334
Weinberger, 457 A.2d at 711.
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"[W]here a merger is found to have been effected at an unfairly
low price, the shareholders are normally entitled to out-of-pocket (i.e.,
compensatory) money damages equal to the 'fair' or 'intrinsic' value of
their stock at the time of the merger, less the price per share that they
actually received." 35 This principle plainly applies here. Defendants
have not shown that Nate's damages are less than the fair value of his
interest in ESG, nor has Nate shown that his damages are greater than the
fair value of his interest.336 Thus, judgment will be entered in Nate's
favor under Counts I and II, with Cannon, Bryn, and Acquisition Corp.
jointly and severally liable to Nate for damages in the amount of
$42,165,920, representing the fair value of Nate's shares.
C. Count III: Aiding and Abetting Against Acquisition Corp.
In Count III of the Amended Complaint, Nate asserts that
Acquisition Corp. is liable for aiding and abetting Cannon and Bryn's
breaches of fiduciary duty. Nate waived this claim because he offered no
probative evidence at trial and presented no argument in support of this
claim in his post-trial briefing.
D. Interest, Fees, and Costs
Under 8 Del. C. § 262(h), unless I determine otherwise for good
cause shown, Nate is entitled to interest at the statutory rate (the Federal
Reserve discount rate plus 5%, compounded quarterly) from the effective
date of the Merger until the appraised value of his stock is paid. Neither
Nate nor ESG has offered any good cause to depart from the statute here.
Thus, I award Nate interest at the statutory rate on his appraisal claim,
compounded quarterly.
In his post-trial briefing, Nate seeks to recover his expert fees and
attorneys' fees incurred in this action, contending that Defendants
litigated in bad faith. I disagree that Defendants' conduct rose to the
level of bad faith, and I reject this request.
3
1 1Strassburger
v. Earley, 752 A.2d 557, 579 (Del. Ch. 2000); see also Orchard
Enters., 88 A.3d at 48 (-[T]his court has conducted consolidated breach of fiduciary duty and
appraisal proceedings and awarded the same damages measure in both cases.").
3 See, e.g., ONTI, Inc. v. IntegraBank, 751 A.2d 904, 932 (Del. Ch. 1999) ("I find the
Counterclaim Defendants dealt unfairly with the Counterclaimants, and the amount of
damages equals the fair value I have detennined above less the $6,040,000 offered.").
337
See In re El PasoPipeline P'rs, L.P. Deriv. Litig., 2015 WL 1815846, at *14 (Del.
Ch. Apr. 20, 2015).
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Under the American Rule, litigants in this Court generally pay
their own attorneys' fees. 33 8 "The bad faith exception to the American
Rule applies in cases where the court finds litigation to have been
brought in bad faith or finds that a party conducted the litigation process
itself in bad faith, thereby unjustifiably increasing the costs of
litigation."3 39 "[T]o constitute bad faith, the [litigant's] action must rise
to a high level of egregiousness."3 4 0 The thrust of Nate's request is that
the Merger price, unilaterally set by Cannon and Bryn, was unfair on its
face and not based on any legitimate valuation of the Company because
Grant Thornton failed to tax affect its DCF analysis of the 2013
Projections for ESG as a Subchapter S corporation under Kessler.34 1
In my opinion, this conduct does not rise to the level of bad faith
to warrant fee shifting because the parties "could and did reasonably
differ on the legal import" of several critical issues, 34 2 such as whether it
was appropriate to tax affect ESG's earnings under Kessler.

For

example, the import and application Kessler is not free from criticism, 3 4 3
nor is it a binding decision of the Delaware Supreme Court. I also
rejected several aspects of Austin Smith's valuation, including her
discount rate and terminal growth rate, in favor of Jacobs's calculations.
None of the authorities Nate has advanced compels me to award expert
fees or attorneys' fees. I thus deny Nate's request for fees. Under 8 Del.
C. § 262(j) and Court of Chancery Rule 54(d), I award Nate his costs.

3

1 1See

Goodrich v. E.F. Hutton Gp., Inc., 681 A.2d 1039, 1044 (Del. 1996).

1 39Beck v. Atl. Coast PLC, 868 A.2d 840, 850-51 (Del. Ch. 2005).

340Judge v. City ofRehoboth Beach, 1994 WL 198700, at *2 (Del.
Ch. Apr. 29, 1994).
34 1

Pl.'S Op. Br. 73-74.
See In re Sunbelt Beverage Corp. Sholder Litig., 2010 WL 26539, at * 15 (Del. Ch.
Jan. 5, 2010, revised Feb. 15, 2010) (declining to award attorneys' fees under the bad faith
exception because the defendants' litigation strategy "was sufficiently reasoned to preclude a
finding that there was no legal issue in the case upon which reasonable parties could differ").
43 See, e.g., Stephen D. McMorrow, Consider "Tax-Affecting" When Setting the Value
of an S Corporation, 10 Bus. Entities 36, 42-43 (Nov.-Dec. 2008) ("Vice Chancellor Strine
gave an admiring nod to research in this area by noting that useful models for valuing S
corporations were provided by Chris Treharne and others . . . as well as by Z. Christopher
Mercer . . .. The problem with the court's model is that it works only when the S corporation
is distributing 100% of earnings."); Bret A. Tack, At Last, a Valid Way to Value S Corps,
WealthManagement.com (Nov. 1, 2006), http://wealthmanagement.com/ valuation/last-validway-value-s-corps-0 ("The Delaware Chancery Court's method for capturing the value of the S
corp status using a presumed corporate tax rate does not address how the value of the S corp
benefits is reduced when earnings are retained in the corporation and not distributed.").
34 2
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IV. CONCLUSION

For the foregoing reasons, judgment will be entered in Nate's favor
under Counts I, II, and IV of the Amended Complaint. Nate is entitled

to: (1) the fair value of his 1,320,000 shares of ESG as of the Merger on
May 6, 2013, which I find to be $42,165,920; (2) pre-judgment and postjudgment on this amount at the Delaware legal rate, compounded
quarterly; and (3) costs. Judgment will be entered in Acquisition Corp.'s
favor under Count III.
Counsel shall confer and submit an implementing order of final
judgment within five business days, providing for the foregoing
payments to be made within thirty calendar days of entry of judgment.

IN RE APPRAISAL OF DELL INC.
Consol. C.A. No. 9322-VCL
In the Courtof Chanceryof the State ofDelaware
MEMORANDUM OPINION
Date Submitted: May 11, 2015
Date Decided: July 13, 2015
Stuart M. Grant, Michael J. Barry, Christine M. Mackinstosh, Jennifer A.
Williams, Rebecca A. Musarra, GRANT & EISENHOFER P.A.,
Wilmington, Delaware; Attorneys for Petitioners Curtiss-Wright
Corporation Retirement Plan; Manulhfe US Large Cap Value Equity
Fund; The Milliken Retirement Plan; Northwestern Mutual Series Fund,
Inc., on behalf of its Equity Income Portfolio; and T Rowe Price Funds
SICA V US Large Cap Value Equity Fund.
Gregory P. Williams, John D. Hendershot, Susan M. Hannigan, Andrew
J. Peach, RICHARDS, LAYTON & FINGER, P.A., Wilmington,
Delaware; John L. Latham, Susan E. Hurd, ALSTON & BIRD LLP,
Atlanta, Georgia; Gideon M. Caine, ALSTON & BIRD LLP, East Palo
Alto, California; Charles W. Cox, ALSTON & BIRD LLP, Los Angeles,
California; Attorneys for Respondent Dell Inc.
LASTER, Vice Chancellor.
The petitioners are five institutions' who owned common stock of
Dell, Inc. They sought appraisal after Dell announced a going-private
merger. Dell contends that they did not hold their shares continuously
through the effective date of the merger and therefore lost their appraisal
rights.
The Funds held their shares through custodial banks. By virtue of
this relationship, the Funds did not have legal title to the shares; they
were beneficial owners. But the custodial banks did not have legal title

'The five institutions are (i) the Northwestern Mutual Series Fund, Inc. Equity Income
Portfolio ("Northwestern"), (ii) the Manulife US Large Cap Value Equity Fund ("Manulife"),
(iii) the T. Rowe Price Funds SICAV US Large Cap Value Equity Fund ("T. Rowe Price"),
(iv) the Milliken Retirement Plan ("Milliken"), and (v) the Curtiss-Wright Corporation
Retirement Plan ("Curtiss-Wright"). Although three are "funds" and two are "plans," this
decision refers to them as the Funds. The collective referent is purely for convenience.
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either. The shares they held were registered in the name of Cede & Co.,
which is the nominee of the Depository Trust Company ("DTC").2
DTC's place in the ownership structure results from the federal
response to a paperwork crisis on Wall Street during the late 1960s and
Increased trading volume in the securities markets
early 1970s.
overwhelmed the back offices of brokerage firms and the capabilities of
transfer agents. No one could cope with the burdens of documenting
stock trades using paper certificates. The markets were forced to declare
trading holidays so administrators could catch up. With trading volumes
continuing to climb, it was obvious that reform was needed. Congress
directed the SEC to evaluate altematives that would facilitate trading.
After studying the issue, the SEC adopted a national policy of
share immobilization. To carry out its policy, the SEC placed a new
entity-the depository institution-at the bottom the ownership chain.
DTC emerged as the only domestic depository. Over 800 custodial
banks and brokers are participating members of DTC and maintain
accounts with that institution. DTC holds shares on their behalf in
fungible bulk, meaning that none of the shares are issued in the names of
DTC's participants. Instead, all of the shares are issued in the name of
Cede. Through a Fast Automated Securities Transfer account (the
"FAST Account"), DTC uses an electronic book entry system to track the
number of shares of stock that each participant holds.
By adding DTC to the bottom of the ownership chain, the SEC
eliminated the need for the overwhelming majority of legal transfers.
Before share immobilization, custodial banks and brokers held shares
through their own nominees, so new certificates had to be issued
frequently when shares traded. With share immobilization, legal title
remains with Cede. No new certificates are required.
Although the depository system solved the paperwork crisis, it
complicated other aspects of the legal system. Appraisal is one of those
areas. When a transaction triggers appraisal rights, Section 262 of the
Delaware General Corporation Law (the "DGCL") permits "[a]ny
stockholder of a corporation" who complies with its requirements to
litigate a proceeding that will result in a judicial determination of the
2

Technically, both the Funds and the custodial banks were "entitlement holders." This
term defined is under Article 8 of the Delaware Uniform Commercial Code as a "person
identified in the records of a securities intermediary as the person having a security entitlement
The term "securities
against the securities intermediary." 6 Del. C. § 8-102(a)(7).
intermediary" means either "a clearing corporation," i.e. DTC , or "a person, including a bank
or broker, that in the ordinary course of its business maintains securities accounts for others
and is acting in that capacity," i.e., the custodial banks. Id. § 8-102(a)(14).
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"fair value of the shares." 8 Del. C. §§ 262(a) & (h). The statute states
that "[a]s used in this section, the word 'stockholder' means a holder of
record of stock in a corporation." Id. § 262(a) (the "Record Holder
Requirement"). One of the statutory requirements is that a stockholder
who wishes to pursue appraisal must "continuously hold[] such shares
through the effective date of the merger." Id. (the "Continuous Holder
Requirement").
Many appraisal decisions have involved disputes over these
requirements. In one recurring scenario, companies argued that a
petitioner had lost its appraisal rights when DTC followed its usual
procedures, surrendered the shares held in fungible bulk for the merger
consideration, and distributed the merger consideration to its participants,
who then deposited it in their customers' accounts.3 In Alabama ByProducts Corp. v. Cede & Co., 657 A.2d 254 (Del. 1995), the Delaware
Supreme Court held that if a petitioner had properly perfected its
appraisal rights through Cede, then the petitioner would not lose its
appraisal rights if DTC surrendered the shares in exchange for the
merger consideration. The court reached this conclusion because the
surrender did not comply with the appraisal statute's requirements for
withdrawing or settling a properly perfected appraisal claim. The
practical effect of this decision was to "impose upon the corporation the
responsibility of overseeing the surrender of shares after a merger." Id.
at 263.
To help issuers oversee the surrender of shares, DTC modified its
procedures. Now, when a beneficial owner causes Cede to demand
appraisal, DTC removes the shares covered by the demand from the
3

See, e.g., S. Prod. Co. v. Sabah, 87 A.2d 128 (Del. 1952); Roam-Tel P'rs v. AT&T
Mobility Wireless Op. Hldgs. Inc., 2010 WL 5276991 (Del. Ch. Dec. 17, 2010) (Strine, V.C.);
Matter of Enstar Corp., 513 A.2d 206 (Del. Ch. 1986); LeCompte v. Oakbrook Consol., Inc.,
1986 WL 2827 (Del. Ch. Mar. 7, 1986); Engel v. Magnavox Co., 1976 WL 1705 (Del. Ch.
Feb. 5, 1976); Abraham & Co. v. Olivetti Underwood Corp., 204 A.2d 740 (Del. Ch. 1964),
affd sub nom. Olivetti Underwood Corp. v. Jacques Coe & Co., 217 A.2d 683 (Del. 1966).
See generally 1 R. Franklin Balotti & Jesse A. Finkelstein, The DelawareLaw of Corporations
& Business Organizations § 9.44, at 9-116 (3d ed. 2014) ("Prior to the Delaware Supreme

Court's ruling in Alabama By-Products Corp. v. Cede & Co., appraisal rights could be
forfeited through any tender at any time, even if the tender was inadvertent and an appraisal
petition had been filed." (footnote omitted)). The Delaware cases traditionally treated the
receipt of the transaction consideration as something inadvertent. Under Article 8 of the UCC,
a securities intermediary is required by law to "take action to obtain a payment or distribution
made by the issuer of a financial asset" and is "obligated to its entitlement holder for a
payment or distribution made by the issuer of a financial asset if the payment or distribution is
received by the securities intermediary." 6 Del. C. § 8-505(a) & (b).
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fungible bulk tracked in the FAST Account. DTC does this by causing
the issuer's transfer agent to issue a paper stock certificate for the number
of shares held by the beneficial owner. The paper certificate is issued in
Cede's name, so the same record holder continues to hold the shares for
purposes of the Continuous Holder Requirement.
In this case, DTC followed its procedures and issued paper stock
certificates in Cede's name for the Funds' shares. DTC then contacted
the custodial banks to make arrangements for delivering the resulting
valuable pieces of paper. But here another back-office procedure kicked
in. For various understandable business reasons (insurance requirements,
recordkeeping for internal audit, mitigating risk of theft, etc.), some
banks and brokers only hold stock certificates that are issued in the
names of their own nominees. The Funds' custodial banks followed this
policy.
When DTC contacted the custodial banks, each instructed Dell's
transfer agent to record a transfer of the shares to its nominee and issue a
certificate in its nominee's name. Dell's transfer agent complied. The
Funds remained the beneficial owners. The custodians remained the
custodians. But now there were new nominees on the stock ledger.
Dell has moved for summary judgment, arguing that these backoffice steps resulted in new record holders and broke the chain of title for
purposes of the Continuous Holder Requirement. Under Delaware cases
that pre-dated the federal policy of share immobilization, the record
holder for purposes of the DGCL was the person that appeared on the
stock ledger. After the SEC created the depository system, the Delaware
courts adhered to this rule. They did not distinguish the voluntary
relationship between a client and its custodial bank or broker (the "broker
level" of ownership) from the federally mandated relationship between
the custodial bank or broker and DTC (the "depository level" of
ownership). Delaware cases simply treated Cede as the holder of record
and applied the Continuous Holder Requirement strictly. Under these
decisions, the motion must be granted.
A different approach is possible and, in my view, preferable.
Federal law looks through Cede and recognizes the custodial banks and
brokers as record holders, just as before the federal mandate. If
Delaware law took a similar approach, the Funds would retain their
appraisal rights, because ownership by the relevant DTC participants
never changed. Were I writing on a blank slate, I would account for the
federal policy of share immobilization by interpreting the term
"stockholder of record" as used in Section 262(a) to parallel its content
under the federal securities laws. In other words, the term "stockholder
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of record" would include a DTC participant. But that is not how our
cases have interpreted the statutory term, and this court is bound by those
precedents. Dell's motion for summary judgment is therefore granted.
I. FACTUAL BACKGROUND

The facts are drawn from the parties' submissions in connection
with Dell's motion for summary judgment. There are no disputes of
material fact about the Funds' exercise of their appraisal rights or the retitling of their shares.
A. The Funds' Ownership OfDell Shares
On February 5, 2013, Dell agreed to a merger in which each
publicly held share of Dell common stock would be converted into the
right to receive $13.75 in cash, subject to the right of stockholders to
seek appraisal. The Funds held at least 922,975 shares of Dell common
stock. Like most investors, the Funds did not hold legal title to their
shares. The Funds owned the shares indirectly through accounts at
custodial banks. Two of the Funds used J.P. Morgan Chase ("JP
Morgan") as their custodian. The others used The Bank of New York
Mellon ("BONY").
The custodial banks did not own record title either. JP Morgan
and BONY are two of more than 800 custodial banks and brokers who
are participating members of DTC.
The vast majority of publicly traded shares in the United
States are registered on the companies' books not in the
name of beneficial owners- i.e., those investors who paid
for, and have the right to vote and dispose of, the sharesbut rather in the name of "Cede & Co.," the name used by
The Depository Trust Company ("DTC").
Shares registered in this manner are commonly referred to
as being held in "street name." . . . DTC holds the shares on
behalf of banks and brokers, which in turn hold on behalf of
their clients (who are the underlying beneficial owners or
other intermediaries).
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John C. Wilcox, John J. Purcell III, & Hye-Won Choi, "Street Name"
Registration & The Proxy Solicitation Process, in A PracticalGuide to
SEC Proxy and Compensation Rules 10-3, 10-3 (Amy Goodman et al.
eds., 4th ed. 2007 & 2008 Supp.) [hereinafter Street Name] (footnote
omitted).
The history of how we arrived at this ownership structure is
important and informative.4
Prior to- 1970, negotiation was the most common method
used to transfer stock in the United States. The owner would
endorse the physical certificate to the name of the assignee
on the back of the certificate. This endorsement instruct[ed]
the corporation, upon notification, [about] the change in
ownership of the shares on its corporate books. If the parties
used the services of a broker, the seller would transfer the
certificate to his brokerage firm. The brokerage firm
representing the customer buying the security would receive
the physical certificate and transfer it to the buyer as the
new record owner of the security. Occasionally, the new
owner might request that the physical certificate remain at
the street address of the brokerage firm to facilitate the
transfer of the certificate in a subsequent sale.
Wolfe, supra, at 180 (footnotes omitted).
Transfer of securities in the traditional certificate-based
system was a complicated, labor-intensive process. Each

&

'A variety of sources provide consistent accounts of the origins of the depository
system. See, e.g., Securities and Exchange Commission, Study Of Unsafe And Unsound
Practices Of Brokers And Dealers, H.R. Doc. No. 92-231, 92d Cong., 2d Sess. 9-10 (1971)
[hereinafter SEC Study]; Uniform Commercial Code, Prefatory Note to Article 8 (revised
1994) [hereinafter PrefatoryNote]; Street Name at 10-6 n.5; Teresa Carnell & James J. Hanks,
Jr., Shareholder Voting and Proxy Solicitation: The Fundamentals, Maryland Bar Journal 23,
26 (Jan./Feb. 2004); David C. Donald, Heartof Darkness: The Problem at the Core of the U.S.
Proxy System and Its Solution, 6 Va. L. & Bus. Rev. 41, 45, 50-61 (2011); Marcel Kahan
Edward Rock, The Hanging Chads of Corporate Voting, 96 Geo. L. J. 1227, 1237-38 & nn.45-

50, 1273-74 (2008); Emily I. Osiecki, Alabama By-Products Corp. v. Cede & Co.:
Shareholder Protection Through Strict Statutory Construction, 22 Del. J. Corp. L. 221, 223-28
(1997); Suellen M. Wolfe, Escheat and the Challenge ofApportionment:A Bright Line Test To
Slice A Shadow, 27 Ariz. St. L.J. 173, 178-88 (1995); Businesses & Subsidiaries-The
Depository
Trust
Company
(DTC),
http://www.dtcc.com/about/businesses-andsubsidiaries/dtc.aspx (last visited June 5, 2015).
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time securities were traded, the physical certificates had to
be delivered from the seller to the buyer, and in the case of
registered securities the certificates had to be surrendered to
the issuer or its transfer agent for registration of transfer.
PrefatoryNote at 2.
By the late 1960s, increased trading rendered the certificate
system obsolete. The paperwork burden reached "crisis proportions." Id.
Stock certificates and related documents were piled
"halfway to the ceiling" in some offices; clerical personnel
were working overtime, six and seven days a week, with
some firms using a second or even a third shift to process
each day's transaction. Hours of trading on the exchange
and over the counter were curtailed to give back offices
Deliveries to
additional time after the closing bell.
customers and similar activities dropped seriously behind,
and the number of errors in brokers' records, as well as the
time to trace and correct these errors, exacerbated the crisis.
Wolfe, supra, at 181 n.49 (quoting SEC Study at 219 n.1). "The
difficulty that brokers and dealers experienced in keeping their records
due to the volume of transactions and their thin capitalization caused
many brokerage firms to declare bankruptcy and many investors to
realize losses." Id. at 182.
Congress responded by passing the Securities Investor Protection
Act of 1970, which directed the SEC to study the practices leading to the
growing crisis in securities transfer. 15 U.S.C. § 78kkk(g). The SEC
recommended discontinuing the physical movement of certificates and
adopting a depository system. Wolfe, supra, at 182 n.58 (citing SEC
Study at 13). Congress then passed the Securities Acts Amendments of
1975, which directed the SEC to "use its authority under this chapter to
end the physical movement of securities certificates in connection with
the settlement among brokers and dealers of transactions in securities
consummated by means of the mails or any means or instrumentalities of
interstate commerce." 15 U.S.C. § 78q-l(e). In a resulting report, the
SEC found that "registering securities in other than the name of the
beneficial owner" was essential to establishing "a national system for the
prompt and accurate clearance and settlement of securities transactions."
Kahan & Rock, supra, at 1237 n.49.
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Thus was born the federal policy of immobilizing share certificates
through a depository system. "Congress called for a more efficient
process for comparison, clearing, and settlement in a national market
system, and for the end of the physical movement of securities
certificates in connection with the settlement of transactions among
brokers and dealers." Egon Guttman, Transfer of Securities: State and
Federal Interaction, 12 Cardozo L. Rev. 437, 447 (1990); accord S.
REP. NO. 94-75 at 5 (1975) ("A national clearance and settlement
system is clearly needed."). To comply, "[b]rokerages and banks created
[depositories] to allow them to deposit certificates centrally (so-called
'jumbo certificates,' often representing tens or hundreds of thousands of
shares) and leave them at rest." Larry T. Garvin, The Changed (And
Changing?) Uniform Commercial Code, 26 Fla. St. U. L. Rev. 285, 315
(1999).
In 1973, just after the paperwork crisis and with the federal writing
on the wall, the members of the New York Stock Exchange created DTC
to serve as a depository and clearing agency. Originally there were three
regional depositories in addition to DTC: the Midwest Securities
Depository Trust Company, which held through its nominee, Kray
Co.; the Pacific Securities Depository Trust Company, which held
through its nominee, Pacific & Co; and the Philadelphia Depository
Trust Company, which held through its nominee, Philadep & Co. "[Iln
the 1990's DTC . . . assumed the activities of the [other] depositories."

Carnell & Hanks, supra, at 26. Today DTC is the world's largest
securities depository and the only domestic depository. Kahan & Rock,
supra, at 1238 n.50. "DTC is owned by its 'participants,' which are the
member organizations of the various national stock exchanges (e.g., State
Street Bank, Merrill Lynch, Goldman Sachs & Co.)." Street Name at 106 to 10-7.
DTC has been estimated to hold "about three-quarters of [the]
shares in publicly traded companies." Garvin, supra, at 315; accord
Kahan & Rock, supra, at 1236; Street Name at 10-4 n.2. "The shares of
each company held by DTC are typically represented by only one or
more 'immobilized' jumbo stock certificates held in DTC's vaults."
Street Name at 10-7. "The immobilized jumbo certificates are the direct
result of Section 17A(e) of the Exchange Act, in which Congress
instructed the SEC to 'use its authority . .. to end the physical movement
of securities certificates . .. .'" Id. at 10-7 n.10.

The depository system is what enables public trading of securities
to take place. In 2014, the NYSE reported average daily volume of
approximately 1 billion shares and approximately 4 million separate

2016

UNREPORTED CASES

1207

&

trades. See NYSE Factbook, http://www.nysedata.com/factbook (last
visited June 19, 2015). The failure of the certificate-based system to
keep up with much lower trading volumes in the 1960s demonstrates that
Without
it cannot meet current demand. Prefatory Note at 2.
immobilization and DTC, "implementing a system to settle securities
within five business days (T+5), much less today's norm of T+3 or the
current goals of T+1 or T+0, would simply be impossible." Kahan
Rock, supra, at 1238. Trading at current levels is only possible because
of share immobilization and DTC. Street Name at 10-7; accord Garvin,
supra, at 315-16; PrefatoryNote at 2-3.
Because of the federal policy of share immobilization, it is now
Cede-not the ultimate beneficial owner and not the DTC-participant
banks and brokers-that appears on the stock ledger of a Delaware
corporation. Cede is typically the largest holder on the stock ledger of
most publicly traded Delaware corporations. Street Name at 10-6. To
preserve the pre-immobilization status quo-at least at the federal
level-the SEC provided that for purposes of federal law, the custodial
banks and brokers remain the record holders. Depositories are defined as
"clearing agencies." 15 U.S.C. § 78c(23)(A). The term "record holder" is
defined as "any broker, dealer, voting trustee, bank, association or other
entity that exercises fiduciary powers which holds securities of record in
nominee name or otherwise or as a participant in a clearing agency
registered pursuant to section 17A of the Act." 17 C.F.R. § 240.14c-1(i).
The term "entity that exercises fiduciary powers" is similarly defined as
"any entity that holds securities in nominee name or otherwise on behalf
of a beneficial owner but does not include a clearing agency registered
pursuant to section 17A of the Act or a broker or a dealer." Id. §
240.14c-l(c). Federal law thus looks through DTC when determining a
corporation's record holders. For example, when determining whether an
issuer has 500 or more record holders of a class of its equity securities
such that it must register under 15 U.S.C. § 781(g), DTC does not count
as a single holder of record. Each DTC participant member counts as a
holder of record. Michael K. Molitor, Will More Sunlight Fade The Pink
Sheets?, 39 Ind. L. Rev. 309, 315-16 (2006) (citing SEC interpretive
releases).
The federal regulations also ensure that a corporation can easily
find out the identities of the banks and brokers who hold shares through
DTC. Federal regulations require that DTC "furnish a securities position
listing promptly to each issuer whose securities are held in the name of
the clearing agency or its nominee." 17 C.F.R. § 240.17Ad-8(b). The
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participant listing is known colloquially as the "Cede breakdown," and it
identifies for a particular date the custodial banks and brokers that hold
shares in fungible bulk as of that date along with the number of shares
held. A Delaware corporation can obtain a Cede breakdown with ease.
In 1981, this court noted that a Cede breakdown could be obtained in a
matter of minutes. Hatleigh Corp. v. Lane Bryant, Inc., 428 A.2d 350,
354 (Del. Ch. 1981). A Cede breakdown can now be obtained through
DTC's website or by calling the DTC "Proxy Services Hotline." Issuers
use the Cede breakdown to understand their stockholder profile, and
proxy solicitors use it when advising clients. Commentary regards the
information as reliable. Handbook for the Conduct of Shareholders'
Meetings 40 (ABA Business Law Section, Corporate Governance
Committee ed., 2000) (identifying the "lists of holders obtained from
depositories" as one of the documents that can be relied on in
"determining the shares entitled to vote and tabulating the vote").
A publicly traded corporation cannot avoid going through DTC.
Federal law requires that when submitting a matter for a stockholder
vote, an issuer must send a broker search card at least twenty business
days prior to the record date to any "broker, dealer, voting trustee, bank,
association, or other entity that exercises fiduciary powers in nominee
name" that the company "knows" is holding shares for beneficial owners.
17 C.F.R. § 240.14a-13(a). Rule 14a-13 provides that "[i]f the
registrant's list of security holders indicates that some of its securities are
registered in the name of a clearing agency registered pursuant to Section
17A of the Act (e.g., 'Cede & Co.,' nominee for Depository Trust
Company), the registrant shall make appropriate inquiry of the clearing
agency and thereafter of the participants in such clearing agency." Id. §
240.14a-13(a) n.1 (emphasis added). An issuer cannot look only at its
own records and treat Cede as a single, monolithic owner.
B. The Funds Seek Appraisal, And DTC Certificates The Shares.
Dell was a publicly traded company and the merger involved a
stockholder vote, so Dell had to go through the federally mandated
process to identify the custodial banks and brokers that held its shares
through DTC, then send information through them to the beneficial
holders. The list of DTC-participants included JP Morgan and BONY.
Through JP Morgan and BONY, information reached the Funds.
The Funds exercised appraisal rights for the 922,975 shares that
are the subject of this motion. Because they owned their shares in street
name through their custodial banks, the Funds caused Cede to demand
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appraisal on their behalf On July 12, 2013, before the vote on the
merger, Cede made appraisal demands for the Funds.
DTC held all of the Dell shares registered in street name in
fungible bulk, which enabled DTC to track their ownership through
electronic bookkeeping entries in the FAST Account. When the Funds
caused Cede to make appraisal demands for their shares, DTC moved a
corresponding number of shares out of the FAST Account by directing
Dell's transfer agent to issue uniquely numbered certificates. By issuing
paper certificates, DTC sought to avoid inadvertently surrendering the
shares for the merger consideration along with other shares in the FAST
Account. This procedure protected Dell, which effectively had "the
responsibility of overseeing the surrender of shares after a merger." Ala.
By-Prods., 857 A.2d at 263.
Dell's transfer agent is the American Stock Transfer & Trust
Company, LLC (the "Transfer Agent"). On July 24, 2013, at DTC's
request, the Transfer Agent issued paper stock certificates in Cede's
name for the shares owned beneficially by the Funds
C. DTC Delivers The Certificates To The Custodians, Who Re-Title
Them.
As a matter of course, DTC does not act as a custodian of paper
stock certificates for its participants, even if those certificates are issued
in Cede's name. A participant can pay to have a vault at DTC for its
certificates, but that is a separate service. Unless a participant has
arranged for a vault, DTC will contact the participant and deliver the
paper certificate to the participant for safekeeping.
JP Morgan and BONY do not have vaults at DTC. Therefore,
after the Transfer Agent delivered the paper certificates for the Funds'
shares, DTC made arrangements to deliver them to JP Morgan and
BONY.
When a DTC participant receives a paper certificate from DTC,
procedures differ. Some leave the certificates in Cede's name and place
them in their vaults. Others require that the certificates be re-registered
in the names of their own nominees. JP Morgan's and BON's internal
policies do not permit them to hold paper certificates unless the shares
are titled in the names of their own nominees. The custodial banks
therefore instructed Cede to authorize the shares to be re-titled in the
names of their nominees.
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On August 5, 2014, Cede endorsed the Funds' certificates to the
custodial banks. Over the next three weeks, the custodial banks arranged
for the Transfer Agent to reissue the shares in the names of their
nominees. The Transfer Agent reissued the shares held for Milliken and
Manulife in the name of Hare & Co. and the shares held for CurtissWright in the name of Mac & Co., which are BONY's nominees. The
Transfer Agent reissued the shares held for T. Rowe Price in the name of
Kane & Co. and the shares held for Northwestern in the name of Cudd
Co., which are JP Morgan's nominees.
There was an additional hiccough at BONY. Shortly after the
Transfer Agent reissued the shares, BONY conducted a routine weekly
sweep of its vault. BONY found the stock certificates for the shares
beneficially owned by Manulife and Milliken and redeposited them with
DTC in the FAST Account.
On September 12, 2013, a majority of Dell's shares voted in favor
of the merger. A few weeks later, on October 4, BONY realized that the
shares beneficially owned by Manulife and Milliken had been redeposited in the FAST Account. BONY withdrew them from DTC and
had new certificates issued in the name of Hare & Co.
Other than taking steps to cause DTC to demand appraisal for their
shares through Cede, the Funds had no involvement in any of the
transfers. The Funds did not explicitly approve any or the transfers or
cause any of them to take place. The Funds concede that under their
agreements with their custodial banks, they gave their custodians
authority to make these types of back-office transfers.
D. The Merger Closes, And The Funds Seek Appraisal.
The merger closed on October 29, 2013. The Funds filed timely
petitions seeking appraisal. They disclosed the issues relating to the retitling of their shares. Dell moved for summary judgment.
II. LEGAL ANALYSIS

Under Court of Chancery Rule 56, summary judgment "shall be
rendered forthwith if .. . there is no genuine issue as to any material fact
and ... the moving party is entitled to a judgment as a matter of law."
Ct. Ch. R. 56(c). The facts underlying the motion are undisputed, and its
outcome turns purely on the following question of law: Does the
Continuous Holder Requirement bar a beneficial owner from pursuing
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appraisal if there has been an administrative transfer at the depository
level? Under current law, the answer is yes.
Read together, the Continuous Holder Requirement and the
Record Holder Requirement mandate that an appraisal petitioner
"continuously hold" the shares for which appraisal is sought as a "holder
of record" through the effective date of the merger. 8 Del. C. § 262(a).
There is no dispute that the Funds continuously held their shares as
beneficial owners through the effective date of the merger. There is also
no dispute that the Funds' custodial banks continuously held the shares
on behalf of the Funds through the effective date of the merger. The
outcome of the motion turns on the implications of a single event for
"holder of record" status: a change in the name on the shares from DTC's
nominee to the custodial banks' nominees. The appraisal statute does not
define what it means to be a "holder of record." No other provision of
the DGCL defines what it means to be a "holder of record." The current
interpretation is circular: "The appraisal statute confers the right to an
appraisal only upon the stockholder of record in the corporation.
Consequently, only the person appearing on the corporate records as the
owner of stock in the corporation may qualify for an appraisal . . .
Engel v. Magnavox Co., 1976 WL 1705, at *1 (Del. Ch. Apr. 22, 1976).
But that statement begs the question: What are the records of the
corporation for purposes of determining legal ownership?
In a simplified model of a Delaware corporation, the corporate
secretary maintains a document called the stock ledger. From the
corporation's standpoint, the stock ledger identifies all of the legally
relevant transactions in the corporation's shares, including the date when
any person acquires shares and the number of shares acquired, and the
date when any person transfers shares and the number of shares sold. If
a holder transfers shares without notifying the corporation, the
corporation is not required to discover that fact, nor need the corporation
voluntarily treat the new holder as the legal owner. The corporation can
rely on its records until a stockholder takes proper steps to transfer title
to the shares. Under this system, a paper stock certificate is not actually
a share of stock. It is only evidence of ownership of a share of stock.5
'See 8 Del. C. § 158 ("The shares of a corporation shall be representedby certificates,
provided that the board of directors of the corporation may provide by resolution or resolutions

that some or all of any or all classes or series of its stock shall be uncertificated shares.")
(emphasis added); Testa v. Jarvis, 1994 WL 30517, at *6 (Del. Ch. Jan. 12, 1994) (Allen, C.)

(noting that "possession of a certificate does not itself constitute ownership of shares");
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If the corporation needs to determine who its current stockholders
are as of a particular date, the corporate secretary uses the stock ledger to
prepare a stock list. The stock list identifies those stockholders who own
stock as of a given date, together with the number and type of shares
owned, based on the records. See 8 Del. C. § 219(a) & (c). Evidencing
the connection between this process and the concept of a record holder,
the date used for preparing the stock list is called the "record date."6
For most contemporary public corporations, the simplified model
no longer holds. Virtually all public corporations have outsourced the
maintaining of the stock ledger to a transfer agent, as Dell did. The stock
ledger and the stock list as of a particular record date are corporate
records, but they exist and are maintained outside the corporation.
A. Existing DelawareLaw Applied To This Case
If the only relevant records are those maintained by Dell or the
Transfer Agent, then summary judgment must be granted in favor of
Dell. Under existing precedent, Cede was the stockholder of record for
purposes of the Funds' shares and therefore made the appraisal demand.
"The record holder must . . . continuously hold such shares [seeking
appraisal] through the effective date of the merger. . . ." In re Appraisal

of Transkaryotic Therapies, Inc., 2007 WL 1378345, at *3 (Del. Ch.
May 2, 2007). It is the "record holder-not the beneficial owner-[that]
is subject to the statutory requirements for showing entitlement to
appraisal and demonstrating perfection of appraisal rights under Sections
262(a) and (d)." In re Ancestry.com, Inc., 2015 WL 66825, at *8 (Del.
Ch. Jan. 5, 2015). The re-titling of a certificated share after the demand
but before the effective date violates the Continuous Holder Requirement
Haskell v. Middle States Petroleum Corp., 165 A. 562, 563 (Del. Ch. 1933) ("[A] person may
be the legal owner of stock even though he has received no certificate; therefore, the certificate
is only evidence of ownership."); Smith v. UniversalServ. Motors Co., 147 A. 247, 248 (Del.
Ch. 1929) ("The status of stockholder in a corporation is not dependent on the issuance to him
of a certificate of stock. The certificate is only an evidence of ownership-a muniment of
title."); Mau v. Mont. Pac. Oil Co., 141 A. 828, 831 (Del. Ch. 1928) ("Possession of a
certificate is not essential to the ownership of stock."); Baker v. Bankers' Mortg. Co., 135 A.
486, 488 (Del. Ch. 1926) ("Certificates of stock are themselves only evidence of shares. They
are not the shares.") (Wolcott, Jos., C.), afid sub nom. Sohland v. Baker, 141 A. 277 (Del.
1927).
6
See id. § 213 (establishing procedures for fixing a record date for determining the
stockholders of record entitled (i) to notice of any meeting of stockholders (§ 213(a)), (ii) to
vote at any meeting of stockholders (§ 213(a)), (iii) to act by written consent without a meeting
(§ 213(b)), or (iv) to receive a dividend or other distribution or allotment of rights (§ 213(c))).
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by causing record ownership to change. See Nelson v. Frank E. Best
Inc., 768 A.2d 473, 477 (Del. Ch. 2000) (Strine, V.C.) (noting that after
Cede transferred record ownership of shares seeking appraisal to
appraisal petitioner "Cede's demand was invalid, because Cede would
not 'continuously' be the holder of record between the ... date of Cede's
demand and the effective date of the Merger, as is required by 8 Del. C. §
262(a).").
There is no dispute that on Dell's records as maintained by the
Transfer Agent, legal ownership of Funds' shares changed from Cede to
the four current nominees: Mac & Co., Kane & Co., Hare & Co., and
Cudd & Co. When the shares were re-titled, the Funds lost their
appraisal rights.
In an effort avoid this result, the Funds cite Alabama By-Products
and contend that "because the right to appraisal vests at the time of
perfection, the redemption of the beneficial owners' shares by the
custodian and record holder without the knowledge of the beneficial
owners [does] not extinguish the beneficial owners' right to appraisal of
the fair value of their shares." Petitioners' Br. at 13. The issue in
Alabama By-Products was whether the surrender by DTC of the
appraisal petitioners' shares and the subsequent distribution of the merger
consideration deprived the appraisal petitioners of properly perfected
appraisal rights. At the time of the surrender, more than sixty days had
elapsed since the closing of the merger, and an appraisal petition had
been filed within the statutory time period. Under the appraisal statute, a
stockholder cannot unilaterally withdraw an appraisal demand more than
sixty days after the merger closes, and any withdrawal after the filing of
a petition requires court approval. 8 Del. C. § 262(h). The Delaware
Supreme Court held that DTC's surrender of the shares more than sixty
days after the merger closed, post petition, and without court approval
did not compromise the petitioners' appraisal rights because the surrender
did not satisfy the statutory requirements.
To bring themselves within the scope of Alabama By-Products, the
Funds describe their appraisal rights as "perfected," but the only step in
the statutory process that had been completed at the time of the re-titling
was the making of a demand. The merger had not yet closed, the time
for unilateral withdrawals had not yet elapsed, and no appraisal petition
had been filed. When the Funds' shares were re-titled, their appraisal
rights remained fragile and easily lost through voluntary action by the
holder. The custodial banks instructed DTC and the Transfer Agent to
re-title the shares, and under current law, ownership changes driven by
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DTC's role in the depository system are regarded as voluntary transfers.
At the stage when the re-titling occurred, the statutory provisions found
controlling in Alabama By-Products did not yet apply.
The Funds also contend that the Continuous Holder Requirement
should be "liberally construed for the protection of objecting
stockholders, within the boundaries of orderly corporate procedures and
the purpose of the requirement," which is a passage quoted from Raab v.
Villager Industries, Inc., 355 A.2d 888, 891 (Del. 1976). But as the
language of this passage shows, Raab addressed the procedure for
making objections under the version of the appraisal statute that existed
before 1976. In that statutory scheme, a stockholder who wanted to
exercise appraisal rights had to send a written objection to the
corporation before the merger vote, then submit a written demand for
appraisal after the merger vote. See 2 Balotti & Finkelstein, supra, § 262
at IX-159. The purpose of the first step-the written objection-was
"merely to give notice." Zeeb v. Atlas Powder Co., 87 A.2d 123, 127
(Del. 1952). The Delaware Supreme Court construed the objection
requirement more liberally than the demand requirement because "[t]he
purpose of the objection [was] of lesser importance than the demand for
payment." Raab, 355 A.2d at 891.
Stockholders seeking appraisal no longer have to make a separate
objection, so Raab's language regarding the "liberal construction" of this
requirement is no longer relevant.
Delaware decisions have not
generally construed other aspects of the appraisal statute liberally in
favor of stockholders. See generally Jesse A. Finkelstein & John D.
Hendershot, AppraisalRights in Mergers & Consolidationsat A-97 (5th
ed. 2010) (collecting cases). The Delaware Supreme Court has endorsed
a principle of strict construction, explaining that "[b]y exacting strict
compliance .

. . ,

the appraisal statute ensures the expedient and certain

appraisal of stock." Ala. By-Prods., 657 A.2d at 263. In subsequently
re-affirming its adherence to the principle, the Delaware Supreme Court
cautioned that strict construction should be applied "even-handedly, not
as a one-way street." Berger v. Pubco Corp., 976 A.2d 132, 144 (Del.
2009). In other words, both petitioners and the corporation must adhere
strictly to the appraisal statute's requirements; neither gets the benefit of
the doubt under more a lenient rule of "liberal construction." Given these
pronouncements and existing precedent, the Funds cannot rely on a
principle of liberal construction to preserve their appraisal rights.
Finally, the Funds have pointed to the fact that they did not know
about or approve the nominee-level transfers. It is undisputed that their
agreements with their custodial banks permitted the banks to re-title the
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shares. Our law currently treats ownership changes driven by the
depository system as voluntary transfers, making this a risk that the
Funds accepted. By choosing to hold through intermediaries, the Funds
assumed the risk that the intermediaries might "act contrary to [their]
interests." Ala. By-Prods., 657 A.2d at 262.
B. The PossibilityOf A Different Approach
There is another possible interpretation of the Record Holder
Requirement. When Congress and the SEC created the depository
system, they added DTC at the bottom of the ownership chain and
introduced Cede as the new omnibus record holder, but the identities of
the custodial banks and brokers did not go away. They continue to
appear on the DTC participant list. As discussed in the Factual
Background, the DTC participant list is an integral part of the federally
mandated ownership scheme. A publicly traded corporation cannot
avoid going through DTC. See 17 C.F.R. § 240.14a-13(a). Rule 14a-13
requires that the issuer "make appropriate inquiry" of DTC to identify the
custodial banks and brokers who own shares through Cede. Id. §
240.14a-13(a) n.1. An issuer cannot rely on the stock ledger maintained
by its transfer agent, pretend that Cede is a single record holder, and
ignore the Cede breakdown. For purposes of federal law, Cede is not a
record holder. 15 U.S.C. § 78c(23)(A). The record holders are the banks
and brokers on the DTC participant list. 17 C.F.R. § 240.14c-l(i).
Were I writing on a blank slate, I would hold that the "records" of
the corporation for purposes of determining who is a "stockholder of
record" include the DTC participant list. Under this interpretation, the
custodial banks and brokers who appear on the DTC participant list
would be stockholders of record for purposes of Delaware law, just as
they are for federal law and just as they were before share
immobilization. If that rule applied, then the motion for summary
judgment would be denied, because there was no change of ownership at
the DTC participant level.
In my view, this interpretation better reflects current reality.
Viewed pragmatically, the federal policy of share immobilization
compelled publicly traded Delaware corporations to outsource one part
of the stock ledger-the DTC participant list-to DTC, just as Delaware
corporations have chosen to outsource other parts of the stock ledger to
transfer agents.
Before share immobilization, banks and brokers
appeared on the stock ledger as registered holders.
After share
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immobilization, the same banks and brokers appear on the stock ledger
indirectly through DTC and the Cede breakdown. Just as Delaware law
treats the outsourced stock ledger as a record of the corporation, albeit
one maintained by a third party, Delaware law likewise should treat the
outsourced DTC participant list as a record of the corporation, albeit one
maintained by DTC.
Adopting this approach would recognize that the changes in
ownership driven by the role of DTC in the depository system result
from the federal policy of share immobilization. This case provides a
fitting example. But for the federal mandate, JP Morgan and BONY
would have appeared through their nominees on the stock ledger
maintained by the Transfer Agent. There would have been no need to retitle the shares. The Funds lost their appraisal rights because of a system
imposed by federal law.
But in light of existing precedent, I do not believe that this court is
free to interpret the "holder of record" language in this 'manner. I
previously advocated treating DTC participants as holders of record for
purposes of analyzing whether the shares they held could be voted
without a DTC omnibus proxy. See Kurz v. Holbrook, 989 A.2d 140
(Del. Ch.), affd in part, rev'd on other grounds sub nom. Crown EMAK
P'rs, LLC v. Kurz, 992 A.2d 377 (Del. 2010). The Kurz decision posited
that recognizing DTC participants as record owners would have
beneficial effects for other areas of Delaware law, including appraisal.
See Kurz, 989 A.2d at 174 ("In some circumstances, Delaware
corporations should benefit from looking through DTC to the holdings of
the participant banks and brokers. Reducing the number of shares
available for appraisal arbitrage is one area that springs to mind.").
On appeal, the Delaware Supreme Court reversed the Kurz
decision on other grounds, rendering it unnecessary for the high court to
consider whether DTC participants should be treated as record holders.
The Delaware Supreme Court nevertheless characterized the discussion
of the DTC participant list as "obiter dictum" that was "without
precedential effect."0 The high court stated that
7
EMAK P'rs, 992 A.2d at 398. There is perhaps some irony in using dictum to
characterize a portion of a decision as dictum, although perhaps greater irony in using dictum
to instruct trial judges not to use dictum. See Gatz Props., LLC v. Auriga Capital Corp., 59
A.3d 1206 (Del. 2012). See generally Mohsen Manesh, Damning Dictum: The Default Duty
Debate In Delaware, 39 J. Corp. L. 35, 54-63 (2013) (exploring tensions in Gatz). My
discussion of an alternative approach to the Record Holder Requirement is admittedly dictum.
I considered the alternative of setting forth these views in a law review article or speech, as
Gatz suggested, but it seemed to me that to the extent a trial judge wished to suggest to an
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a legislative cure is preferable. The DGCL is a
comprehensive and carefully crafted statutory scheme
that is periodically reviewed by the General Assembly.
Indeed, the General Assembly made coordinated
amendments to section 219 and section 220 in 2003.
Any adjustment to the intricate scheme of which section
219 is but a part should be accomplished by the General
Assembly through a coordinated amendment process.
EMAK P'rs, 992 A.2d at 398.
I respectfully disagree with expressed preference for a legislative
cure. In my view, the question of what constitutes the records of the
corporation for purposes of determining who is a "holder of record" is a
quintessential issue of statutory interpretation appropriate for the
judiciary to address. As the Delaware Supreme Court has explained,
"[i]n our constitutional system, this court's role is to interpret the
statutory language that the General Assembly actually adopts, even if
unclear and explain what we ascertain to be the legislative intent without
rewriting the statute to fit a particular policy position." Taylor v.
Diamond State Port Corp., 14 A.3d 536, 542 (Del. 2011). "[T]he
Constitution invests the Judiciary, not the Legislature, with the final
power to construe the law." Nationwide Mut. Ins. Co. v. Darden, 503
U.S. 318, 325 (1992). The interpretation of statutory text is "one of the
Judiciary's characteristic roles." Japan Whaling Ass'n v. Am. Cetacean
Soc., 478 U.S. 221, 230 (1986).
alternative approach that the Delaware Supreme Court might consider, a judicial opinion that
could be reviewed by the Delaware Supreme Court would provide an appropriate and efficient
vehicle. See, e.g., In re Cox Commc'ns, Inc. S'holder Litig., 879 A.2d 604, 642-48 (Del. Ch.
2005) (Strine, V.C.) (recommending change in standard of review for controller squeeze-outs);
Agostino v. Hicks, 845 A.2d 1110, 1121 (Del. Ch. 2004) (recommending change in standard
for distinguishing between direct and derivative actions); In re Caremark Int'l Inc. Deriv.
Litig., 698 A.2d 959, 967-70 (Del. Ch. 1996) (Allen, C.) (recommending change in the law's
approach to the duty of oversight). One obvious benefit is that in the event of an appeal,
should there by one, the Delaware Supreme Court will have all of the arguments before it in
one place. Unless and until the alternative approach discussed in this opinion is adopted by the
Delaware Supreme Court, no one should be misled into believing that it has precedential
effect. Cf Gotham P'rs, L.P. v. Hallwood Realty P'rs, L.P., 817 A.2d 160, 167 (Del. 2002)
(expressing concern that dictum in trial court opinion "should not be ignored because it could
be misinterpreted in future cases as a correct rule of law" and "could be relied upon adversely
by courts, commentators and practitioners in the future").
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The Delaware courts play a particularly significant role in the
corporate arena.
Historically the judiciary, rather than the General
Assembly, has taken the lead when addressing corporate law issues.9
Two leading commentators have noted that the Delaware Supreme Court
has not traditionally deferred to the prospect of legislative action. Rather,
"the Delaware Supreme Court has shown a certain degree of discomfort
with, perhaps even hostility to, legislative intrusions into its domain."' 0
The significant role played by the Delaware courts stems from the
fact that, contra EMAK, the DGCL has not been viewed traditionally as a
comprehensive code, but rather as a broadly enabling statute that leaves
ample room for private ordering and interpretation." In an article
gLawrence Hamermesh, How We Make Law in Delaware, and What to Expect from Us

in the Future, 2 J. Bus. & Tech. L. 409, 409 (2007) ("The best-known of the principal
policymakers in Delaware are the members of the judiciary."); Marcel Kahan & Edward Rock,
Symbiotic Federalism and the Structure of Corporate Law, 58 Vand. L. Rev. 1573, 1591
(2005) ("The most noteworthy trait of Delaware's corporate law is the extent to which
important and controversial legal rules are promulgated by the judiciary, rather than enacted by
the legislature."); Jill E. Fisch, The Peculiar Role of the Delaware Courts in the Competition
for CorporateCharters, 68 U. Cin. L. Rev. 1061, 1075 (2000) ("Delaware corporate law relies
on judicial lawmaking to a greater extent than other states.").
9
See, e.g., Hamermesh, supra, at 414 ("[W]e view the courts as the first line of

defense, the first responders in dealing with complex situations. When drafting legislation, we
abstain from addressing complicated matters that are hard to figure out, allowing them to
develop through the common law."); Omari Scott Simmons, Branding the Small Wonder:
Delaware's Dominance and the Market for CorporateLaw, 42 U. Rich. L. Rev. 1129, 1159
(2008) ("As a result of the legislature's preference against regulatory prescription and its
deference to the judicial branch, Delaware courts are often the first responders to corporate law
controversies."); see also Lawrence A. Hamermesh & Norman M. Monhait, A Delaware
Response to Delaware's Choice, 39 Del. J. Corp. L. 71, 75 (2014) (agreeing that the

Corporation Law Council and the General Assembly "have often subscribed to a. . . 'wait-andsee approach' proposing and enacting, respectively, amendments to the DGCL only when there
are persuasive reasons to do so" and endorsing a continuing policy of "reticence to initiate
legislative action").
'oKahan & Rock, Symbiotic Federalism,supra, at 1594. The commentators referred to

"numerous examples of this tendency" and provided five examples. Id. at 1594-96.

All

involved statutory interpretation. Id. One involved the interpretation of the appraisal statute.
Id. (citing the narrow interpretation given to language in 8 Del. C. § 262(h) in Weinberger v.

UOP, Inc., 457 A.2d 701, 713 (Del. 1983)).
"See, e.g., Shintom Co. v. Audiovox Corp., 888 A.2d 225, 227 (Del. 2005) (describing

the DGCL as "an enabling statute that provides great flexibility for creating the capital
structure of a Delaware corporation."); In re Topps Co. S'holders Litig., 924 A.2d 951, 958
(Del. Ch. 2007) (Strine, V.C.) (describing the DGCL as "a broadly enabling statute"); Jones
Apparel Gp., Inc. v. Maxwell Shoe Co., 883 A.2d 837, 845 (Del. Ch. 2004) (Strine, V.C.)

(noting that the DGCL is "is widely regarded as the most flexible in the nation because it
leaves the parties to the corporate contract (managers and stockholders) with great leeway to
structure their relations, subject to relatively loose statutory constraints"); Matter ofAppraisal
of Ford Hldgs., Inc. Preferred Stock, 698 A.2d 973, 976 (Del. Ch. 1997) (Allen, C.)
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written while serving as a Vice Chancellor, Chief Justice Strine
distinguished between the "Delaware Model," in which the statute is
"largely enabling and provides a wide realm for private ordering," and
the "Mandatory Statutory Model," under which the corporate code would
be "quite detailed and prescriptive." Leo E. Strine, Jr., Delaware's
Corporate-LawSystem: Is CorporateAmerica Buying an Exquisite Jewel
or A Diamond in the Rough? A Response to Kahan & Kamar's Price
Discrimination in the Market for Corporate Law, 86 Cornell L. Rev.
1257, 1260 (2001). Because the latter type of statute "would dictate how
things should happen, there would be less room for judicial
interpretation, but also less space for director choice." Id. Chief Justice
Veasey has drawn a similar distinction in his own scholarly writings:
A flexible or indeterminate regime, such as we have had
in Delaware, is distinct from a rigid codification system
that prevails in many systems outside the United States.
That is part of the genius of our law. Life in the
boardroom is not black and white; directors and officers
make decisions in shades of gray all the time. A "clear"
law, in the sense of one that is codified, is simply not
realistic . . . .

There can be no viable corporate

governance regime that is founded on a "one size fits all"
notion.
E. Norman Veasey & Christine T. Di Guglielmo, What Happened in
Delaware Corporate Law and Governance from 1992-2004? A
Retrospective on Some Key Developments, 153 U. Pa. L. Rev. 1399,
1412-13 (2005) (footnotes omitted). The "skeletal framework" set forth
in the flexible DGCL necessarily requires judicial interpretation. Id. at
1411.
(explaining that "unlike the corporation law of the nineteenth century, modem corporation law
contains few mandatory terms; it is largely enabling in character"); accordE. Norman Veasey
& Christine T. Di Guglielmo, History Informs American Corporate Law: The Necessity of
MaintainingA Delicate Balance in the Federal "Ecosystem", 1 Va. L. & Bus. Rev. 201, 204
(2006) ("Corporate statutes, like the Delaware General Corporation Law, continue to take an
enabling approach and allow wide latitude for private ordering."); Edward P. Welch & Robert
S. Saunders, Freedom and Its Limits in the Delaware General CorporationLaw, 33 Del. J.
Corp. L. 845, 847 (2008) ("The DGCL gives incorporators enormous freedom to adopt the
terms they believe are most appropriate for the organization, finance, and governance of their
particular enterprise.").
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A review of applicable precedent teaches that for purposes of the
issue discussed in this case, there is ample room for a continuing judicial
role. A statutory amendment is one method of modernizing the law, but
it is not the only way.
1. The Creation Of The Record Holder Requirement
The statutory appraisal remedy dates back to the adoption of the
DGCL in 1899. The original statute contained a section that stated:
If any stockholder in either corporation consolidating
aforesaid, who objected thereto in writing, shall within
twenty days after the agreement of consolidation has been
filed and recorded, as aforesaid, demand in writing from the
consolidated corporation payment of his stock, such
consolidated corporation shall, within three months
thereafter, pay to him the value of the stock at the date of
consolidation.
21 Del. Laws c. 273 § 56 (1899). The provision referred only to the right
of "any stockholder" to seek payment of the value of his stock, without
specifying whether the stockholder had to be a holder of record.
Nearly five decades later, despite a series of intervening
amendments, the Delaware appraisal statute continued to refer to "any
stockholder" having the right to seek appraisal. The question of whether
a beneficial owner could seek appraisal was finally raised in a
proceeding arising out of the merger between Salt Dome Oil Corporation
and Gulfboard Oil Corporation. See Schenck v. Salt Dome Oil Corp., 34
A.2d 249 (Del. Ch. 1943), rev'd, 41 A.2d 583 (Del. 1945).
William Schenck and his fellow petitioners owned a total of 7,100
shares of Salt Dome common stock, which were registered on its books
in the name of Guido Pantaleoni, Jr. They also owned a total of 10,000
shares of Gulfboard common stock, which were registered on its books
in the name of Berberich & Co. The petitioners made timely objections
to the merger and submitted timely demands for appraisal. They did so
in their own names, although their objections and demands identified the
record holders and the number of shares for which appraisal was sought.
The respondent corporations argued that the petitioners could not seek
appraisal unless their names appeared on the stock ledger, regardless of
whatever other information they might provide or documentation they
might introduce to substantiate their ownership.
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Chancellor Harrington rejected this argument, reasoning that on
the facts presented, a court of equity could recognize the petitioners as
the real owners of the shares. Schenck, 34 A.2d at 252. He declined to
construe the term stockholder "in a strictly legal sense" as limited to
holders of record. Id. Instead, he reasoned that "Section 61 of the
General Corporation Law [the appraisal statute] is clearly for the
protection of objecting shareholders [and] should be liberally construed
to that end." Id. Although the Chancellor acknowledged that a
corporation can only look to its stock list to determine who its
stockholders are, he concluded that "the real owner of the shares,
nevertheless, has substantial rights that may be materially affected by a
corporate consolidation." Id.
The companies appealed, and the Delaware Supreme Court took
the opposite view. In reaching its conclusion, the high court discussed (i)
the nature of the appraisal remedy, which it regarded as an action at law
rather than a proceeding in equity, (ii) existing authorities which said that
a corporation could rely exclusively on the information in its records to
determine stockholder status, and (iii) a balancing of competing public
policies, in which the importance of certainty and predictability
prevailed, particularly given the absence of any benefit to the corporation
from the then-prevailing system of beneficial ownership.
First, the Delaware Supreme Court viewed the appraisal
proceeding as a legal rather than equitable proceeding. Because appraisal
was a statutory remedy, the high court reasoned that "[t]he right of an
unregistered transferee of stock to object to a proposed agreement of
merger must be looked for in the statute." Salt Dome, 41 A.2d at 587.
The court found "nothing in the language of the statute that makes clear
the legislative intent to bestow the remedy provided upon an equitable
owner of stock, but much, indeed, to the contrary." Id. at 588. Rather
than an equitable action for breach of fiduciary duty, the appraisal
proceeding resembled a debt collection action. A stockholder could
collect an appraisal award "as other debts are by law collectible, that is,
by suit at law, judgment at law, and by the usual legal process." Id.
Second, the Delaware Supreme Court summarized existing
authorities addressing the rights that a beneficial owner had at law:
The term, 'stockholder', ordinarily, is taken to apply to the
holder of the legal title to shares of stock. In most
jurisdictions registration, or its equivalent, is essential to
pass the legal title as against the corporation; and the
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unregistered transferee is not entitled to the rights and
privileges of a stockholder in his relations with the
corporation. Whatever may be the equitable rights that may
arise by a delivery of the stock certificate accompanied with
a power of attorney for its transfer, the legal title and legal
rights and liabilities of the stockholder of record remain
unchanged until the transfer is actually accomplished. The
record owner may be but the nominal owner, and,
technically, a trustee for the holder of the certificate, but
legally he is still a stockholder, and may be treated as the
owner by the corporation.
Id. at 585 (citations omitted). After reviewing Delaware authorities
addressing other stockholder rights, most notably the right to vote, the
court concluded that only a registered stockholder was entitled to
exercise legal rights and be treated as a stockholder by the corporation.
See id. at 585-89.
Third, the Salt Dome court turned to considerations of public
policy:
With respect to matters intracorporate affecting the internal
economy of the corporation, or involving a change in the
relationship which the members bear to the corporation,
there must be order and certainty, and a sure source of
information, so that the corporation may know who its
members are and with whom it must treat, and that the
members may know, in a proper case, who their associates
are. Especially is this true in a merger proceeding which is
essentially

an

intracorporate

affair.

The

merging

corporations are entitled to know who the objecting
stockholders are so that the amount of money to be paid to
them may be provided. The stockholders in general are
entitled to know the dissentients and the extent of the
dissent. The corporation ought not to be involved in
possible misunderstandings or clashes of opinion between
the non-registered and registered holder of shares. It may
rightfully look to the corporate books as the sole evidence of
membership.
Id. at 589 (citation omitted). The Supreme Court reasoned that the
relationship between the customer and the broker was a voluntary one,
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making it appropriate to place any attendant risk on the stockholder: "If,
for any reason, [a stockholder] chooses to allow his shares to be
registered on the corporate books in the name of another, it is not a
denial of his right of actual ownership to require him to establish his
rights and pursue his remedy through the nominee of his own selection."
Salt Dome, 41 A.2d at 589. The high court therefore held that "only the
registered holder of stock is a 'stockholder' within the sense of the word
as used in" the appraisal statute. Id.
Importantly for present purposes, Salt Dome only addressed the
broker level of the beneficial ownership chain. The decision obviously
pre-dated the federal policy of share immobilization-still three decades
in the future-so the Delaware Supreme Court could not have considered
whether any distinctions were warranted at the depository level of
ownership, the competing policy considerations raised by the federal
response to Wall Street's paperwork crisis, or the benefits that the system
provided to issuers. At the time, the decision to hold in street name
properly could be regarded as a matter of choice, rather than involving at
least one level of beneficial ownership (the depository level) that resulted
from federal law. The Delaware Supreme Court also could regard
exclusive reliance on the stock ledger as promoting "order and certainty"
and providing a "sure source of information." After the federal policy of
share immobilization, a legal rule that looks no further than Cede has the
opposite effect. It masks the implications of beneficial ownership and
promotes uncertainty.
Perhaps most important, the Salt Dome decision did not pre-judge
what documents might encompass the appropriate records for
determining registered status and whether, after the adoption of the
depository system, those records should include the DTC participant list.
What the Salt Dome decision does show, however, is that interpreting the
appraisal statute to determine which stockholders are entitled to appraisal
is an appropriate subject for the courts.
2. Post-Salt Dome, Pre-Codification Cases
After Salt Dome, the Delaware Supreme Court adhered to the
Record Holder Requirement in Olivetti Underwood Corp. v. Jacques Coe
& Co., 217 A.2d 683 (Del. 1966) and Carl M Loeb, Rhoades & Co. v.
Hilton Hotels Corp., 222 A.2d 789 (Del. 1966). The Court of Chancery
applied it in Application of GeneralRealty & Utilities Corp., 42 A.2d 24
(Del. Ch. 1945). The Olivetti decision is noteworthy because it re-
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framed the corporation's prerogative to rely on its records as a restriction
on the corporation's ability to look any further than its records.
The petitioners in Olivetti were brokers who were registered
stockholders of Olivetti Underwood Corporation. The brokers made
appraisal demands in which they notified Olivetti that they were record
holders and did not beneficially own the stock registered in their names.
Underwood moved to dismiss the petitions, arguing that the brokers
failed to submit proof of their authority to act for the beneficial owners.
Citing Salt Dome, the Court of Chancery reasoned that the corporation
"ha[d] no right to raise any issue as to the right of a registered owner to
seek a statutory appraisal and such a stockholder has no duty to supply
proof as to that issue." Abraham & Co. v. Olivetti Underwood Corp.,
204 A.2d 740, 741 (Del. Ch. 1964). Underwood appealed.
The Delaware Supreme Court affirmed. After quoting Salt Dome
at length, the high court summarized "the rule of the Salt Dome case" as
follows: "[T]here is no recognizable stockowner under the mergerappraisal provisions of our Corporation Law except a registered
stockholder." Olivetti, 217 A.2d at 686. By restating the holding of the
earlier decision in this fashion, the Delaware Supreme Court expanded
the rule. Where the Salt Dome decision permitted a corporation to
confine itself to dealing with registered stockholders in intra-corporate
affairs, the Olivetti opinion required it. The court went further and stated
that the corporation "should avoid becoming involved in the affairs of
registered stockholders vis-d-vis beneficial owners," admonishing that
"the relationship between, and the rights and obligations of, a registered
stockholder and his beneficial owner are not relevant issues in a
proceeding of this kind." Id. at 686, 687.
3. The Codification Of The Record Holder Requirement
During the 1967 revisions to the DGCL, the General Assembly
codified the Record Holder Requirement. The new version of the
appraisal statute included the following language:
When used in this section, the word "stockholder" means a
holder of record of stock in a stock corporation and as a
member of record of a non-stock corporation; the words
"stock" and "share" mean and include what is ordinarily
meant by those words and also membership or membership
interest of a member of a non-stock corporation.
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56 Del. Laws c. 50 § 262(a) (1967). In his landmark treatise, Professor
Folk explained the purpose of the new text.
Section 262(a), as revised in 1967, defines "stockholder,"
for purposes of the appraisal remedy, as a holder of record.
Although the prior statute was not couched in terms so
confined, the prior cases consistently limited the remedy to
record owners on the theory that a corporation should, in
estimating the number of dissenters, be able to rely
exclusively upon corporate records of stock ownership and
should not become involved in disputes between registered
and nonregistered stockholders. Moreover, the unregistered
stockholder is not harmed, since it is within the power to
obtain the advantages of record ownership by a transfer into
his own name.
Ernest L. Folk, III, The Delaware General Corporation Law: A
Commentary and Analysis 373 (1972) (footnotes omitted). Professor
Folk also warned that the concept of record ownership did not operate
only as an impediment to appraisal petitioners: "The registered
stockholder requirement cuts both ways. Not only is the corporation
entitled to look solely to record ownership, but in fact it may ordinarily
not inquire into the authority of a registered holder to act for beneficial
owners." Id. at 374 (footnotes omitted).
All of the qualifications and limitations of the common law
version of the Record Holder Requirement apply to the statutory version.
The amendment pre-dated the federal policy of share immobilization,
although that initiative soon would loom on the horizon. Because the
depository system had not yet been established, the General Assembly
had no ability to consider the depository level of ownership or the
competing policy considerations that led to its creation. Notably, the
language of the statutory provision only required that the stockholder be
"a holder of record of stock in a stock corporation and as a member of
record of a non-stock corporation . . . ."

It did not specify what

documents might encompass the appropriate records for determining
registered status and whether, after the adoption of the depository
system, those records should include the DTC participant list.
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4. Delaware's Limited Acknowledgement Of Share Immobilization
During the mid-1970s, the SEC implemented the federal policy of
Delaware decisions largely ignored this
share immobilization.
distinguishing between the broker level and
Rather
than
development.
the depository level, they treated both as a matter of convenience that
resulted exclusively from the private contractual relationship between a
broker and its clients. That perception was inaccurate.
A representative decision is Carico v. McCrory Corp., 4 Del. J.
Corp. L. 595 (Del. Ch. July 13, 1978). The defendant corporation
received a timely written objection from the beneficial holder of the
corporation's stock. The objection failed to disclose the identity of the
record holder, Cede. The corporation objected to the claim on the
ground that a proper written objection was not received from or on behalf
of the record holder of the stock in issue. This court agreed, noting that
"[t]t is well established that an objection which does not enable the
resulting corporation to identify the actual record holder is insufficient."
Id. at 598. The court reasoned similarly in Engel v. Magnavox Co., 1976
WL 1705, as did the Delaware Supreme Court in Raab. In fairness, these
decisions involved merger objections made by beneficial owners at the
top of the ownership chain, so it did not matter whether the record owner
was Cede or a broker or custodial bank. In either case, the wrong party
made the objection.
In contrast to these decisions, when considering actions brought
under a different section of the DGCL, the Court-of Chancery showed
greater sensitivity to the depository revolution. When stockholders
sought to obtain a stock list under Section 220, Delaware decisions held
that the Cede breakdown was part of the list.1 2 Ever since, Delaware
decisions have ordered the production of a Cede breakdown as part of the
stock list.1 3 The decisions did not limit stockholder status to the names
appearing on the stock ledger, in which case the inquiry would have
stopped with Cede and the breakdown would have been irrelevant. See
2

1 See

Hatleigh Corp. v. Lane Bryant, Inc., 428 A.2d 350 (Del. Ch. 1981); Giovanini v.

Horizon Corp., 1979 WL 178568 (Del. Ch. Sept. 10, 1979).
3
1 E.g., Berger v. Pubco Corp., 2008 WL 4173860, at *3 (Del. Ch. Sept. 8, 2008);
WynnefieldP'rs Small Cap Value, L.P. v. NiagaraCorp., 2006 WL 2521434, at *2 (Del. Ch.
Aug. 9, 2006); Envtl. Diagnostics, Inc. v. Disease Detection Intern., Inc., 1988 WL 909658, at

*3 (Del. Ch. July 15, 1988) (Allen, C.); RB Assocs. of N.J., L.P. v. Gillette Co., 1988 WL
27731, at *2 (Del. Ch. Mar. 22, 1988) (Allen, C.); Shamrock Assocs. v. Tex. Am. Energy

Corp., 517 A.2d 658, 661 (Del. Ch. 1986); Weiss v. Anderson, Clayton & Co., 1986 WL 5970,
at *4 (Del. Ch. May 22, 1986) (Allen, C.).
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Olson v. Buffington, 1985 WL 11575, at *3 (Del. Ch. July 17, 1985)
("This Court has recognized that a party entitled to a stocklist pursuant to
§ 220 is also entitled to a Cede breakdown even though technically Cede
is the record holder on the company's books.").
5. An Opportunity Lost: The EnstarDecisions
An opportunity to confront the implications of the depository
system for appraisal finally arose in litigation arising out of a merger
involving Enstar Corporation. See In re Appraisal of Enstar Corp.
(Enstar 1), 1986 WL 8062 (Del. Ch. July 17, 1986), rev'd sub nom.
Enstar Corp. v. Senouf (Enstar II), 535 A.2d 1351 (Del. 1987). The
litigation began as an appraisal proceeding, but Enstar reached a global
settlement of the appraisal litigation. After Enstar refused to pay two of
the appraisal petitioners, the matter transformed itself into a breach of
contract case, with the petitioners seeking to enforce their entitlement to
the settlement consideration.
One petitioner was Lucie Senouf. Before the merger, she held
10,441 shares in an account with Drexel Burnham Lambert Incorporated,
which in turn held them through DTC. The other petitioner was
Margaret Earle. Before the merger, she held 20,000 shares in an account
with Prudential-Bache Securities Inc., which in turn held them through
DTC. Neither Senouf nor Earle caused Cede to make an appraisal
demand. An individual named Mr. Champy made the demand for
Senouf. Prudential-Bache made a demand for Earle. Enstar argued that
neither petitioner had validly perfected appraisal rights and was not
entitled to participate in the settlement.
Senouf and Earle sought to take advantage of the settlement, and
the case went to trial before then-Vice Chancellor, later Justice Hartnett.
The petitioners did not argue that, by virtue of the depository system and
the DTC participant list, Drexel and Prudential-Bache should be
considered stockholders of record. Instead, they contended that the
disclosures in Enstar's proxy statement did not accurately describe the
role of DTC and Cede and misleadingly stated that "[a] record holder
such as a broker who holds Common Shares . . . as nominee for
beneficial owners . . . must exercise appraisal rights on behalf of such

beneficial owners . . . ." Enstar 1, 1986 WL 8062, at *4 (emphasis
added).
Vice Chancellor Hartnett held that on the facts presented, Senouf
and Earle had satisfied the Record Holder Requirement. He described
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the depository system in some detail, although predominantly as a
voluntary choice by brokers. To get the flavor, it is worth quoting his
description at length:
CEDE & Co. is a partnership used by The Depository Trust
Company as its nominee to hold securities for its
participants-all of which are brokerage firms, banks and
other financial institutions. Neither The Depository Trust
Company nor CEDE & CO. hold any shares for themselves
but only hold shares as nominees for the participants in The
Depository Trust Company. At the time of the merger
CEDE & Co. was listed on the books of ENSTAR as
holding over 7 million shares of its stock and there was no
breakdown on the books of ENSTAR of the actual
beneficial ownership of the CEDE holdings.
The use of CEDE & Co. and similar central security
depositories to hold shares for stockbrokers, which shares
are in turn held by the stockbrokers for their customers, has
emerged as a major, if not dominant, method for the holding
of shares of publicly traded corporations. The function
performed by the central security depositories is to provide a
central facility for the storage of enormous numbers of stock
certificates and to provide a means for the transfer of shares
without the actual transfer of certificates.
The publicly held corporations are well aware of the system
and it is obviously to their advantage to have their shares
held by central security depositories because this aids capital
formation and it relieves the corporation of the paperwork
which would be required if every owner of a share of stock
had his shares listed in his own name on the books of the
corporation.
Id. at *1-2.
Vice Chancellor Hartnett contrasted the petitioners' knowledge
about Cede with what Enstar knew. In short, he found that neither
Senouf nor Earle knew that her broker was a DTC participant or that her
shares were registered in Cede's name. By contrast, there was

2016

1229

UNREPORTED CASES

.

no question that ENSTAR knew that a large number of its
shares were held in the name of CEDE ... and that CEDE.
. was a nominee used by [DTC] which in turn held the
shares for [its] participants-stock brokerage firms, banks
and other financial institutions which in turn held them for
their customers, the actual beneficial owners.
Id. at *2. He also discussed the Cede breakdown, finding that
ENSTAR received a monthly breakdown from [DTC] of all
the shares held in CEDE['s] name which showed the name
of the stock broker, etc., for whom the shares were being
held and which purportedly listed the number of shares held
for each broker. ENSTAR was also entitled to receive, on
request, supplementary lists.

Id. At the time of the merger, Enstar knew from participant list that Cede
"held 379,268 shares for customers of Prudential-Bache and 40,169
shares for customers of Drexel-Burnham Lambert." Id. Vice Chancellor
Hartnett stressed that despite knowing about Cede, Enstar's proxy
materials made no mention of it.
Vice Chancellor Hartnett ultimately resolved the case on equitable
grounds. He concluded that
[w]hen the totality of the circumstances present here are
considered, it is clear that ENSTAR had reasonable
constructive notice that Mrs. Earle's and Mrs. Senouf's
shares were listed on the corporation records under the name
"CEDE & CO." and that its refusal to permit Mrs. Earle and
Mrs. Senouf to receive the settlement consideration
[provided to appraisal claimants] is based on impermissible
hypertechnicalities.
Id. at *7. He thus ordered Enstar to pay the settlement consideration to
the petitioners.
Enstar appealed, and the Delaware Supreme Court reversed. The
high court viewed the case as a traditional dispute involving beneficial
holder status, rather than a new scenario resulting from the depository
system. The high court thus relied predominantly on existing precedent,
such as Salt Dome, and subsequent cases interpreting the statutory
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language of the Record Holder Requirement. Enstar II, 535 A.2d at
1354. The court also observed that requiring record holder status was
consistent with cases interpreting of other sections of the DGCL,
including 8 Del. C. § 219(c), and that the rule was "harmonious with the
Uniform Commercial Code," which permits a corporation to "treat the
registered owner as the person exclusively entitled to vote, to receive
notifications and otherwise to exercise all the rights and powers of an
owner." Id. (emphasis in original) (quoting 6 Del. C. § 8-207(1)). The
court does not appear to have been presented with the argument that by
virtue of the DTC participant list, Drexel and Prudential-Bache should
have been considered registered owners.
Although the Delaware Supreme Court touched on the practice of
holding through DTC, the high court did not consider the origins of the
requirement or the overlay of federal law. The Supreme Court regarded
DTC as simply a new form of doing business, observing that that "[t]he
use of security depositories by brokerage firms now is a common
practice." Id. Of particular note, the court commented that "[t]he
decision [to use DTC] is a matter which is strictly between the broker
and its clients." Id. As support for this proposition, the Supreme Court
cited the testimony of Mr. Karasek, an employee of Prudential-Bache
who signed the appraisal demand for Earle. He had testified that
[i]f the client wants their (sic) stock in street name, then
Prudential-Bache will buy the securities for the client . . ;
the client has determined she wants it in street name. That's
how it's done.
The choice is up to the client.
Id. (alterations in original). Reflecting on Mr. Karasek's testimony and
citing Delaware cases pre-dating share immobilization, the high court
commented that "[i]n making that choice [i.e., the choice to hold in street
name], the burden must be upon the stockholder to obtain the advantages
of record ownership. The legal and practical effects of having one's
stock registered in street name cannot be visited upon the issuer. The
attendant risks are those of the stockholder, and where appropriate, the
broker." Id. (citations omitted).
Later in the decision, the Supreme Court reiterated its view that
Cede's role in the case resulted from a private decision made by the
petitioners and their brokers:

2016

UNREPORTED CASES

1231

Here, the problem is one between the plaintiffs and their
brokers. Enstar cannot, and should not, be blamed for the
failure of a nominee or broker to correctly perfect appraisal
rights for a beneficial owner. Several other brokers properly
instructed CEDE & Co. to demand an appraisal on behalf of
their customers. The failures of Prudential-Bache or Drexel
in that regard should not be shifted to, or bome by, Enstar.
The dispute, if any, is between these brokers and their
clients.
Enstar II, 535 A.2d at 1355. Elsewhere, the Supreme Court quoted at
length from Salt Dome and held:
Thus, in the interest of promoting certainty in the appraisal
process . . ., a valid demand must be executed by or on

behalf of the holder of record, whether that holder is the
beneficial owner, a trustee, agent or nominee. Any other
result would embroil merging corporations in a morass of
confusion and uncertainty, none of which was of their
making.
Id. at 1356.
Finally, the Delaware Supreme Court rejected the argument that
Enstar's disclosures about perfecting appraisal rights were misleading.
The high court held that the disclosures gave proper instructions for
perfecting appraisal rights and that "the relationship between a beneficial
stockholder and a nominee are not relevant matters of concern to the
merging corporations." Id. at 1357.
In my view, the Delaware Supreme Court's decision in Enstar II
reflected incorrect assumptions about the depository system. First,
Enstar II assumed that custodial banks and brokers freely chose to move
to the depository system for their own convenience. 14 To the contrary,
'4See Enstar II, 535 A.2d at 1354 ("The decision [to use DTC] is a matter which is
strictly between the broker and its clients."). Other Delaware decisions during this period
reflected the same assumption. See, e.g., RB Assocs., 1988 WL 27731, at *3 (describing DTC
system as a "mechanism of convenience for the brokerage firms"); Olson, 1985 WL 11575, at
*3 (describing Cede as "but a name used for the convenience of the brokerage houses");
Hadeigh, 428 A.2d at 353 (remarking that DTC exists "for the benefit of those firms
participating in the Depository Trust Company so as to simplify their stock transfer
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the depository system was a necessary response to the late 1960s
paperwork crisis and embodied in a federal mandate. The Enstar II court
similarly treated the holding of shares through depositaries as something
that is optional for end-users, i.e., actual investors. While it is true
theoretically that any particular investor could opt out of the depository
system and chose to hold in record name, 5 only a few could do so before
the system would break down. Just as some individuals can choose not
to receive vaccinations and free ride.on the immunity of the group, so too
can a small minority of stockholders elect to hold shares directly. But
without widespread participation in the depository system, securities
markets would again drown in paperwork. The system was imposed by
Congress and the SEC, and almost-universal participation is a de facto
requirement.
Second, Enstar II assumed that the depository system imposes
only costs on issuers and yielded them no benefits. 16 Yet by the time of
the Enstar II decision, the depository system was what enabled public
trading of securities to take place. Issuers could not undertake an initial
public offering or otherwise access the equity markets without depository
ownership. Being able to raise capital through the public markets is an
obvious benefit to issuers. So is avoiding the costly paperwork burdens
that previously brought the markets to a stop. See Part I.A., supra.
These benefits have only grown more profound since EnstarII.
transactions on behalf of their customers"); Giovanini, 1979 WL 178568, at * I (describing
Cede as a "mechanism of convenience for the brokerage firms").
"See, e.g., 6 Del. C. § 8-508 ("A securities intermediary shall act at the direction of an
entitlement holder to change a security entitlement into another available form of holding for
which the entitlement holder is eligible, or to cause the financial asset to be transferred to a
securities account of the entitlement holder with another securities intermediary."); id. cmt. I
("If security certificates in registered form are issued for the security, and individuals are
eligible to have the security registered in their own name, the entitlement holder can request
that the intermediary deliver or cause to be delivered to the entitlement holder a certificate
registered in the name of the entitlement holder or a certificate indorsed in blank or specially
indorsed to the entitlement holder . ... If the security can be held by individuals directly in
uncertificated form, the entitlement holder can request that the security be registered in its
name."); see also 8 Del. C. § 158 ("Every holder of stock represented by a certificate shall be
entitled to have a certificate . . . representing the number of shares registered in certificate
form.").
6
1 See Enstar II, 535 A.2d at 1353 n.2 ("Whether a beneficial stockholder participates
in a depository system is a matter between the beneficial stockholder and his broker, and is not
a consideration for issuers."); accord Wynnefield P'rs Small Cap Value L.P. v. Niagara Corp.,
2006 WL 1737862, at *3 (Del. Ch. June 19, 2006) (same), rev'd on other grounds, 907 A.2d
146 (Del. 2006) (ORDER); Am. HardwareCorp. v. Savage Arms Co., 136 A.2d 690, 692 (Del.
1957) ("If an owner of stock chooses to register his shares in the name of a nominee, he takes
the risks attendant upon such an arrangement .. . .").
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Third, Enstar II reiterated the Salt Dome decision's concern about
the uncertainty and practical difficulties a Delaware corporation would
face in identifying its stockholders if asked to look beyond the stock
ledger. With the Cede breakdown, those concerns do not exist. When
Enstar II was written, a Cede breakdown could be obtained easily, and it
provided a reliable listing of the depository institutions that held through
DTC. Today, it is even easier to obtain a Cede breakdown, and because
trades are now tracked in real time rather than awaiting an end-of-theday netting-out process, the list is even more accurate.
Finally, Enstar I asserted at several points that the nominee
relationship was not a matter of concern for the merging corporation."
That is not accurate either. Under federal law, the corporation whose
stockholders would vote on the merger-and who could be eligible for
appraisal rights-must go through DTC to identify its custodian banks
and brokers for purposes of mailing out proxy materials. The issuer
cannot ignore DTC and pretend that Cede is a single holder of record.
Notably, Enstar II did not address whether DTC participants
should be regarded as record holders for purposes of Delaware law, as
they are for federal law. No one seems to have made the argument, and
neither court considered it. Although EnstarII seems to have collapsed
the distinction between the broker level of beneficial ownership and the
depository level, it did so on the assumption that the pertinent legislative
facts had not changed since Salt Dome.
In my view, that was
misguided.
Enstar II does appear to have regarded construing the Record
Holder Requirement as an appropriate exercise of judicial authority. As I
see it, the question of whether DTC participants should be regarded as

"Enstar II, 535 A.2d at 1354 ("The legal and practical effects of having one's stock
registered in street name cannot be visited upon the issuer. The attendant risks are those of the
stockholder, and where appropriate, the broker."); id. at 1355 ("Here, the problem is one
between the plaintiffs and their brokers. Enstar cannot, and should not, be blamed for the
failure of a nominee or broker to correctly perfect appraisal rights for a beneficial owner ....
The dispute, if any, is between these brokers and their clients.")
"The concept of "legislative facts" refers to the empirical assumptions about the world
that courts necessarily make when deciding cases. See In re Oracle Corp. Deriv. Litig., 824

A.2d 917, 940 (Del. Ch. 2003) (Strine, V.C.) (deploying concept and citing Kenneth Culp
Davis, An Approach to Problems of Evidence in the Administrative Process, 55 Harv. L. Rev.
364, 402-403 (1942)). See generallyLeo E. Strine, Jr., The Inescapably EmpiricalFoundation
of the Common Law of Corporations, 27 Del. J. Corp. L. 499, 502-503 (2002) (describing
concept at greater length).
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holders of record remains open for the Delaware Supreme Court to
decide, should it wish to do so.
6. The Rise Of Appraisal Arbitrage
The most recent decisions to consider the role of DTC have
involved the practice of appraisal arbitrage, a strategy in which investors
purchase shares in order to pursue appraisal. In Transkaryotic, this court
held that funds who bought shares after the record date for a merger
could seek an appraisal for the shares purchased after the record date,
without having to show that the shares were not voted in favor of the
merger. 2007 WL 1378345, at *3. Subsequent decisions have followed
Transkaryotic.19
The outcome in Transkaryotic turned on the role of Cede as the
omnibus holder of record. On the record date for the merger, Cede held
29,720,074 shares. Acting in accordance with the instructions of its
participants, Cede voted 12,882,000 shares in favor of the merger,
leaving 16,838,074 shares eligible for appraisal.
The petitioners
beneficially owned 2,901,433 shares on the record date and acquired
another 8,071,217 shares after the record date. They sought appraisal for
all 10,972,650 shares, which was less than the total number of appraisaleligible shares. This court regarded that fact as dispositive because under
Olivetti, "the actions of the beneficial holders are irrelevant," and only
"the record holder's actions determine perfection of the right to seek
appraisal." Id. at *4, *3. Elaborating, the court explained that
[t]he issue here mirrors that in Olivetti.. .. [Transkaryotic]
seeks to examine relationships between Cede (the record
holder) and certain nonregistered, beneficial holders in order
to determine the existence of appraisal rights. But the
Supreme Court has already deemed this relationship to be an
improper and impermissible subject of inquiry in the context
of an appraisal. The law is unequivocal. A corporation need
not and should not delve into the intricacies of the
relationship between the record holder and the beneficial
holder and, instead, must rely on its records as the sole
determinant of membership in the context of appraisal.
1 9 See, e.g., Merion CapitalLP v. BMC Software, Inc., 2015 WL 67586 (Del. Ch. Jan.
5, 2015); Ancestry.com, 2015 WL 66825.
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Id. at *4.
In my view, the rise of appraisal arbitrage suggests the need for a
more realistic assessment of the depository system that looks through
Cede to the DTC participants. But first, a caveat: Looking through DTC
would not eliminate the ability of appraisal petitioners to seek appraisal
for shares acquired after the record date, which is an outcome that
opponents of appraisal arbitrage frequently advocate.
As to that
possibility, it is not clear to me why the law should treat a stockholder's
right to seek an appraisal differently than how it treats other legal rights.
An appraisal claim is simply a chose in action. As such, the claim passes
with the shares.20 In a market economy, the ability to transfer property,
including intangible property, is generally thought to be a good thing; it
allows the property to flow to the highest-valuing holder, thereby
increasing societal wealth. For creditors, the ability to sell a bundle of
property rights that the buyer can enforce is unquestioned. When a
creditor assigns a loan, even one in default, the right to enforce the loan
passes to the new holder. No one objects that the assignee purchased a
lawsuit. It is not apparent to me why a right held by the equity side of
the capital structure should be treated differently, particularly when the
right to bring an appraisal proceeding has been compared by the
Delaware Supreme Court to a debt collection action.21 Consequently, no
one should view my arguments in favor of looking through DTC as a
way to eliminate appraisal arbitrage entirely-itself a debatable policy
goal.2 2 Custodial banks and brokers still could buy shares after the
20See generally In re Activision Blizzard Inc. S'holder Litig., _ A.3d _

2015 WL

2438067, *13-25 (Del. Ch. May 21, 2015). Choses in action are transferrable under Delaware
law when they are the types of claims that would survive the death of the transferor and pass to
his personal representative. See Indus. Trust Co. v. Stidham, 33 A.2d 159, 160-61 (Del. Super.
1942). By statute in Delaware, "[a]ll causes of action, except actions for defamation,
malicious prosecution, or upon penal statutes, shall survive . .
10 Del. C. § 3701.
21
See Salt Dome, 41 A.2d at 588. Indeed, even the right to control how shares vote
transfers with the shares, notwithstanding the legal expedient of the record date, because the

subsequent holder can compel the seller to issue him a proxy (assuming the seller can be
identified). Commonwealth Assocs. v. Providence Health Care, Inc., 641 A.2d 155, 158 (Del.
Ch. 1993) (Allen, C.); In re Giant PortlandCement Co., 21 A.2d 697, 701 (Del. Ch. 1941); In
re Canal Constr. Co., 182 A. 545, 547-48 (Del. 1936) (Wolcott, Jos., C.); Italo Petroleum
Corp. ofAm. v. Producers'Oil Corp. ofAm., 174 A. 276, 280 (Del. Ch. 1934) (Wolcott, Jos.,

C.).
22Strong arguments can be made that appraisal represents a more rational and efficient
alternative to traditional fiduciary duty litigation. See Charles R. Korsmo & Minor Myers,
Competition and the Future of M&A Litigation, 100 Iowa L. Rev. Bull. 19, 25-28 (2015);
Charles R. Korsmo & Minor Myers, AppraisalArbitrage and the Future of Public Company
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record date and seek appraisal for those shares. And of course, even
under a regime that denied appraisal rights to shares purchased after the
record date, investors still could accumulate large appraisal-eligible
stakes between the time of deal announcement and the record date. See
Salomon Bros. Inc. v. InterstateBakeries Corp., 576 A.2d 650, 654 (Del.
Ch. 1989) (finding "nothing inequitable about an investor purchasing
stock in a company after a merger has been announced with the thought
that, if the merger is consummated on the announced terms, the investor
may seek appraisal").
Nevertheless, in my view, looking through Cede to the DTC
participants would be an improvement. Under the appraisal statute, a
record holder is only supposed to be able to seek appraisal for shares (i)
owned on the date of statutorily compliant demand for appraisal, (ii) held
continuously through the effective date of the merger, and (iii) not voted
in favor of the merger. Ancestry.com, 2015 WL 66825, at *4. Taken
together, Cede's dominant holdings and the current one-size-fits-all
interpretation of the Record Holder Requirement prevent courts from
applying these requirements effectively. Cede owns too many shares,
and with share immobilization, ownership does not change.
By contrast, if the focus were to move beyond Cede, it should be
possible to develop a more nuanced jurisprudence. The number of shares
held by banks and brokers does change, and those changes may have
legal salience. Or situations may arise that lend themselves to specific
rulings, such as if a broker acquires a large block of shares after the
record date in a negotiated transaction. In that case, the seller should be
readily identifiable, and it should be an easy matter to determine how the
shares were voted. The federal securities laws require that banks and
brokers obtain voting instructions from their clients, and banks and
brokers satisfy this requirement by sending out voting instruction forms.
See generally Keir D. Gumbs et al., Debunking the Myths Behind Voting
Instruction Forms and Vote Reporting, 21 Corp. Gov. Adv. 1 (July/Aug.

&

M&A, 92 Wash U. L. Rev. (forthcoming 2015); Charles Korsmo & Minor Myers, The
Structure of Stockholder Litigation: When Do The Merits Matter, 75 Ohio State L.J. 829, 85967 (2014). At one point, the Delaware Supreme Court appeared to prioritize appraisal over
fiduciary duty litigation by holding that "a plaintiffs monetary remedy [following a merger]
ordinarily should be confined to the more liberalized appraisal proceeding herein established."
Weinberger v. UOP, Inc., 457 A.2d 701, 714 (Del. 1983). That promise did not survive the
decisions in Rabkin v. PhilipA. Hunt Chemical Corp., 498 A.2d 1099 (Del. 1985), and Cede
Co. v. Technicolor, Inc., 542 A.2d 1182 (Del. 1988). See generallyAndra v. Blount, 772 A.2d
183, 192 (Del. Ch. 2000) (Strine, V.C.) (explaining that Rabkin and Cede effectively overruled
the appraisal-as-basic-remedy aspect of Weinberger).
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2013). It also may be possible to use voter instruction forms for other
purposes, such as confirming whether or not particular shares held by an
appraisal claimant on the record date were voted in favor of the merger.
And as this case shows, there also may be records at the broker level
which, if examined, would allow the courts to apply other statutory
limitations more accurately. We already make these types of distinctions
when dealing with the right to vote, which was the principal right relied
on by analog in Salt Dome for the creation of the Record Holder
Requirement.
Under this more flexible approach, the corporation
"generally is entitled to rely on its own stock list," but the list is not
conclusive; questions of ownership and the ability to exercise associated
rights can be the subject of proof. Preston, 650 A.2d at 649.
It would have been preferable, in my view, to begin developing
this case law in 2010. See Kurz, 989 A.2d at 174 (arguing that treating
DTC participants as holders of record could help "[r]educ[e] the number
of shares available for appraisal arbitrage"). Yet the need for a more
flexible approach has not gone away. Looking through Cede is
obviously imperfect, but until share tracing becomes possible, the perfect
should not be the enemy of the good. Viewed pragmatically, looking
through Cede to the custodial banks and brokers on the participant list
merely returns Delaware law to the state in which it existed before the
federal policy of share immobilization, restoring the conditions that
prevailed when Salt Dome was written and later when the Record Holder
Requirement was codified.

23

See, supra, n.19 (citing cases in which court permitted post-record date acquirer of
shares to determine how shares were voted, notwithstanding legal ownership on stock list);
Preston v. Allison, 650 A.2d 646, 649 (Del. 1994) (looking through name of registered holder
on stock list and recognizing voting rights of beneficial owners where form of ownership was
mandated by federal law); Sutter Opportunity Fund 2 LLC v. Cede & Co., 838 A.2d 1123,
1129 (Del. Ch. 2003) (permitting issuer to look through Cede for purposes of analyzing
whether proponents of a proposal for a matter to be submitted to a vote met a 10% minimum
threshold in partnership agreement); Seidman & Assocs., L.L.C. v. G.A. Fin., Inc., 837 A.2d
21, 29 (Del. Ch. 2003) (same); In re Ne. Water Co., 38 A.2d 918, 923 (Del. Ch. 1944) (treating
statutory reference to stockholder status being determined by name on stock list as "a limited
but practical rule of evidence for the ready ascertainment of persons entitled to notice of and to
vote at a stockholders' meeting" but not dispositive in all cases); In re DiamondState Brewery,
Inc., 2 A.2d 254, 257 (Del. Ch. 1938) (Wolcott, Jos., C.) ("The court is not bound in a review
proceeding [of an election] by the showing of stockholders made on the corporation's books.");
cf Rainbow Navigation, Inc. v. Pan Ocean Navigation, Inc., 535 A.2d 1357, 1359 (Del. 1987)
("We now hold that when the stock ledger is blank or non-existent, the Court of Chancery has
the power to consider other evidence to ascertain and establish stockholder status.").
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III. CONCLUSION

Under current law, Dell's motion for summary judgment must be
granted. The Funds lost their appraisal rights when their shares were retitled in the names of their custodial banks' nominees. Were it up to me,
I would hold that the concept of a "stockholder of recordl includes the
custodial banks and brokers on the DTC participant list. But given
existing precedent, I believe that only the Delaware Supreme Court can
change how our case law interprets the Record Holder Requirement.
This court obviously has no ability to tell the Delaware Supreme Court
what to do. This decision has attempted only to present the reasons why
one trial judge believes that a different approach would be superior.
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