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BROWN and STEPHEN PARKER NO. 97-4051

ADJUDI CATI ON

Fullam Sr. J. June , 1999

Plaintiff was fornerly enpl oyed as president of the
defendant US Wats, Inc. The defendant O Hare succeeded plaintiff
as president, and the defendants Brown and Parker were, at the
pertinent times, the principal shareholders and directors of US
Wats, Inc. Plaintiff alleges that the defendants breached his
enpl oynent contract, and inproperly refused to fulfill their
obligations under a stock option agreenent. Defendants contend
that plaintiff was an at-will enployee and that his stock options
had expired with the term nation of his enpl oynent.
Alternatively, defendants contend that their failure to honor
plaintiff’s stock options caused little or no damage to
plaintiff.

The case was tried non-jury. M findings of fact are

summari zed in the discussion which foll ows.



| . BACKGROUND

The defendant US Wats, Inc., a New York corporation
wth its principal place of business in Bala Cynwyd,

Pennsyl vani a, is engaged in the business of providing a ful
range of switch-based | ong di stance tel ephone services to

busi ness clients nationwi de. Wats was founded by the defendants
Brown and Parker, in 1989.

US Wats, Inc. initially contracted with plaintiff to
perform consulting services for a six-nonth period, commencing in
the fall of 1994. Under that arrangenent, plaintiff was paid
$7,500 per nmonth, and had an option (exercisable by one of
plaintiff’s conpanies, O ney Telecom Inc.) to purchase 150, 000
shares of US Wats stock. US Wats, Inc. was experiencing
financial difficulties, and plaintiff’s consulting services
proved very beneficial. Messrs. Brown and Parker were so
inpressed with plaintiff’s services as consultant that they
wi shed to obtain his services on a full-tinme basis, to achieve a
“turnaround” of their conpany. Plaintiff was busy wth his own
conpany at the tine, and was conmtted to an entrepreneurial role
- 1.e., one in which he could share in the benefits of ownership.
After several neetings and discussions, the parties achieved an
oral agreenent, effective as of May 23, 1995. | find that the

oral agreenent then achieved did anbunt to a two-year contract of



enpl oynent, under which plaintiff was to serve as president and
CEO of US Wats, Inc. for a two-year period, at a salary equal to
the salaries being paid Messrs. Brown and Parker. Plaintiff was
al so to be provided an autonobil e at conpany expense, an
apartnent in Phil adel phia at conpany expense, and the option to
purchase 850 shares of US WAts stock over a two-year period.
Defendants did offer to put the agreenent in witing, but
plaintiff said that would not be necessary. Only the stock-
option agreenent was commtted to witing.

Plaintiff entered upon his duties with enthusiasm and
the fortunes of the conpany greatly inproved. There were,
however, sonme occasions in md-1996 when plaintiff felt that
Par ker and Brown were taking actions detrinental to the I ong-term
wel fare of the conpany; and Messrs. Parker and Brown becane
concerned that plaintiff was working too closely with various key
enpl oyees, and that these enpl oyees were becom ng loyal to
plaintiff rather than to the owners of the conpany.

In early Decenber 1996, w thout consulting plaintiff,
Par ker and Brown hired the defendant O Hare to replace plaintiff
as president of the conpany. Plaintiff |earned of the change
when O Hare, with whomplaintiff had previously been friendly,
broke the news to himat a dinner in a restaurant on Decenber 19,
1996. O Hare assured plaintiff that this did not nean that

plaintiff was being term nated, but rather that O Hare woul d need



plaintiff’s help during the transition to O Hare's taking over
managenent. All concerned were aware that plaintiff’'s tenure
with the conpany was scheduled to expire in a few nonths, and
that plaintiff would be |eaving the conpany at the end of his
contract.

Plaintiff agreed to continue with the conpany through
June 1997, and to aid in the transition. Plaintiff’s only
concern was his stock option, and O Hare assured himthat he need
not have any worries on that score.

When t he change in managenent was announced to the
enpl oyees at a neeting on Decenber 19, 1996, Parker, Brown and
O Hare all assured the assenbl ed enpl oyees that plaintiff was
staying on with the conpany, and plaintiff assured the enpl oyees
of his continued presence and support for the new managenent
team A few days later, Brown wote plaintiff an effusive note,
describing plaintiff as an “Ace” and his speech to the enpl oyees
a “class act.” On Decenber 30, 1996, again w thout any advance
notice, plaintiff was fired. On January 14, 1997, plaintiff
attenpted to exercise the options for 600 shares of stock which
had already vested, but the offer was rejected.

My finding that plaintiff had a two-year enpl oynent
contract which, by its terms, would expire on May 23, 1997, is
based upon the following: | accept plaintiff’s testinony on this

subj ect as entirely credible. Both Brown and Parker admitted (1)



that they very nmuch wanted plaintiff to stay wwth the conpany for
two years; (2) plaintiff agreed to stay for two years; (3) they
offered plaintiff a witten contract for two years, but plaintiff
did not feel a witten contract was necessary; and (4) the stock
options, which admttedly were a key conponent of the transaction
so far as plaintiff was concerned, were exercisable over a two-
year period. The conpany’s stock option plan which was then in
ef fect specified that such options could be exercised only during
the continuation of enploynent by the conpany; hence, it is quite
clear that all concerned contenplated that plaintiff would remain
in the conpany’s enploy for a two-year period.

| note also that, even if the original discussions were
to be regarded as insufficient to establish a binding contract
for two years, it is clear that the events of Decenber 18th and
19t h, 1996, achieved a contract of continued enploynent for six
nmonths fromthat date.

Havi ng concluded that plaintiff had a two-year contract
of enploynent, | nust now address the issue of breach. On the
basis of the overwhel m ng evidence, | find that the term nation
of plaintiff’s enploynent on Decenber 30, 1996 was indeed a
breach of the contract. Defendants’ attenpts to establish that
plaintiff provided just cause for his term nation cannot be taken
seriously. Defendants freely admt that plaintiff was

acconplishing all that he was expected to acconplish, and nore.



The conpany was in the process of conpleting a very satisfactory
“turnaround,” as evidenced by, anong other things, the
significant increases in the value of its stock. Plaintiff had
achi eved significant cost-savings. Even if, as the defendants
apparently believed, various key enpl oyees were devel opi ng
| oyalties to plaintiff, rather than Messrs. Parker and Brown,
that would not amount to just cause for termnating plaintiff’s
enpl oynent .

| turn nowto the nore difficult issues in the case,

those having to do wth danages.

1. HAD PLAINTIFF S STOCK OPTI ONS EXPI RED?

| conclude that plaintiff’s attenpted exercise of his
stock options on January 14, 1997 was tinely and appropriate, and
that the defendants wongfully refused to conply. M reasoning
is as foll ows:

Plaintiff’s options were issued originally in
accordance with the 1993 stock option plan adopted by the
conpany. Under the terns of that plan, stock options could be
exercised only during continued enploynent. But, since
plaintiff’s enploynment was wongfully termnated - i.e., since he
had a contractual right to continue to be enployed on January 14,
1997 - the defendants’ breach of that enpl oynent contract cannot

entitle the defendants to cancel the stock options which were an



essential part of that contract of enploynent.

Al ternatively, | conclude that, when the 1993 stock
opti on agreenent was nerged into the 1996 stock option agreenent,
the 1996 agreenent becane the operative instrunent. In the first
pl ace, plaintiff’s witten stock option agreenent provides that
the option “is subject in all respects to the terns and
conditions of the Plan now in effect and as they nay be anended
fromtime to tinme...” The 1996 plan states that it is “a nerger
and anendnent and restatenent of the prior plans...” (Plaintiff’s
Exhibit 13, Section 1, paragraph 2). The 1996 plan plainly
provi des that, upon term nation of enploynent “for any reason
ot her than death, disability or Cause...prior to the expiration
date fixed for his or her Option, such Option nay be exercised
[within 30 days] after term nation.”

Thus, under the terns of the 1996 Plan, plaintiff had
until January 30, 1997 to exercise the options which had thus far
vested (the option for 600,000 shares).

| recognize that the 1996 Plan, in Section 1, also
i ncl udes:

The Pl an, as anended and restated, effective
August 13, 1996, constitutes a nerger and anmendnent s
of the prior Plans (as defined in Section 2 hereof).
Such nerger and anendnent and restatenent shall not, in

and of itself, affect prior options (as defined in
Section 2 hereof) whi ch are outstandi ng as of August
12, 1996.

Def endants argue that this |anguage neans that, since

plaintiff’s stock options were issued pursuant to a “prior plan,”
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only the terns of the “prior plan” govern the tinme wthin which
plaintiff’s options m ght be exercised, hence plaintiff’s options
expired at the termnation of his enploynent. | disagree. @G ven
the fact that the “prior plan” stated that plaintiff’s options
woul d be governed by | ater anmendnents which m ght be adopted from
tinme totime, it seens clear that the 1996 Pl an was i ncor porated
into the 1993 plan, and vice-versa. Mreover, given the |anguage
of the 1993 plan, it cannot be said that permtting the exercise
of plaintiff’'s options for 30 days after term nation of
enpl oynent woul d be brought about by the 1996 plan “in and of
itself”; rather, it would be the 1996 plan in conjunction with
the 1993 plan which thus “affected” plaintiff’s options.

Finally, the nost that can be said of defendants’
argunent on this issue is that it establishes anbiguities which
shoul d be resol ved agai nst the defendants, as the drafters of the

anbi guous provi si ons.

1. DAMAGES

Plaintiff was to have been paid the sane sal ary as
Messrs. Brown and Parker each received, nanely, $165, 000 per
year. Although plaintiff clains such damages for the entire
bal ance of his two-year contract, | conclude that, given
plaintiff’s obligation to take reasonabl e neasures to mtigate

damages, and given the fact that he | anded on his feet within two



months after his firing, he has established a right to salary
continuation for two nonths, which anmounts to a total of $27,700.
I nterest on that sum aggregates $3,742.20. Plaintiff wll

t heref ore be awarded $31, 442.20 for |ost salary.

The principal dispute between the parties, and the nost
difficult issues in the case, have to do with the proper neasure
of damages for defendants’ wongful repudiation of the stock
option agreenent. At the date plaintiff attenpted to exercise
his option to purchase 600,000 shares of WAts’' stock, for the
option price of 75 cents per share, the stock was trading on the
open market at $1.375 per share. To conplicate matters, however
(1) plaintiff would have been required to retain the stock for at
| east one year before he could sell it; and (2) his stock options
were not transferrable. Thus, his neasure of damages cannot very
wel | be based upon the price at which he could have sold his
stock options if the conpany had not repudi ated them nor does
the price at which the stock was being traded represent the
actual value of the shares plaintiff would have received, absent
repudi ation. Restricted shares are generally regarded as subject
to a discount from market price, because of the restriction. On
the basis of conflicting evidence in this case, | conclude that
an appropriate discount would be 30 percent (plaintiff’s expert
suggests 29 percent, defendants’ expert suggests 45 percent). On

this issue, | find plaintiff’s expert nore nearly persuasive than



def endant s’ .

Plaintiff nmakes much of the fact that, if the defendants
had honored his option agreenent, he would necessarily have
retai ned the stock for one year, at which tinme the narket price had
risen to in excess of $2 per share. Defendant, on the other hand,
argues that plaintiff’s damages shoul d be neasured as of the date
of breach, viz, January 23, 1997. On that basis, defendants’
calculate plaintiff’s | oss at approxi mately $10, 000 or | ess.

| do not fully accept either approach. By reason of
def endants’ breach of contract, plaintiff was deprived of the
opportunity to obtain stock which he could have sold a year |ater
at a significant profit. But in order to avail hinmself of that
opportunity, he would have been required to invest $617,500
(850,000 shares at 75 cents per share). By reason of the
def endants’ breach, it becane necessary for plaintiff to invest
$1, 166, 750 (850, 000 shares at $1.375) in order to achieve the sane
opportunity. It is true, of course, that if plaintiff had gone
into the open market to purchase the shares with a view toward
reselling themone year | ater, he woul d have owned, during the one-
year period, stock which was worth nore than the restricted stock
of which he was deprived. But the advantages of owning
unrestricted shares would have been counterbal anced, to sone
extent, by the fact that he would have been risking nmuch nore

nmoney.
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It is also true that, when his options were repudi at ed,
plaintiff did not in fact go into the open narket to “cover.” But
plaintiff should not be nade to suffer because, as a result of his
illegal firing, he lacked the ready funds to nmake such an
i nvestment, or because | ess expensive, restricted, shares were not
avai | abl e for purchase. Although the increased cost of “cover” may
not be a perfect neasurenent of plaintiff’s damages, in ny viewit
represents a reasonabl e approximation, and is nore nearly accurate
than the other alternatives advanced by the parties. Damages
shoul d be determ ned as of the date of breach, taking into account
t he reasonabl e expectations of the parties at that tinme. Plaintiff
cannot therefore hold the defendant |iable for the mllion-dollar
profit he would have nmade if he had obtained the shares and sol d
thema year later. |If the stock had declined in value, he would
have suffered |osses; and neither party had the benefit of
hi ndsi ght in assessing their positions at the tinme of the breach.
On the other hand, the fact that plaintiff could not have obtai ned
value by transferring his option to another does not nean he
suffered no danage when deprived of the right to exercise his
options. W are concerned with what plaintiff actually lost as a
result of defendants’ breach. Plaintiff |lost the opportunity to
buy stock at 75 cents per share, as opposed to $1.375 per share.
H s damages are therefore nmeasured by the difference between those

two prices, and, for the 850,000 shares involved, aggregated
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$549, 250. Interest on that sum at 6% conmes to $65,910.
Plaintiff’s danages attributable to repudi ati on of his stock option
agreenent thus totals $615,260. Plaintiff’s total danages, |oss of
sal ary plus stock option danages, aggregates $646, 700.

Judgnent will therefore be entered for that anmount in
favor of the plaintiff and agai nst the defendants US Wats, Inc.
Aaron Brown and Stephen Parker. I am not persuaded that the
evidence justifies inposing liability upon the defendant O Hare
who appears not to have been a noving force in causing plaintiff’s
damages.

An Order foll ows.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A
MARK SCULLY : CIVIL ACTI ON
V.

US WATS, INC., KEVIN O HARE, AARON

BROWN and STEPHEN PARKER NO. 97-4051

ORDER

AND NOW this day of June, 1999, judgnent is entered
in favor of the plaintiff Mark Scul |y and agai nst the defendants US
Wats, Inc., Aaron Brown and Stephen Parker in the sumof $646, 700.

As to the defendant Kevin O Hare, the conplaint is

DI SM SSED.
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John P. Fullam Sr. J.
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