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I INTRODUCTION

This review summarizes key case law and other developments in Delaware corporation
law from 2008 through spring 2009. Delaware courts issued a number of decisions addressing
statutory and fiduciary issues important - if not critical - to the corporate practitioner. The
opinions in these cases provide guidance on a host of current corporate topics, including private
equity and M&A transactions, advance notice bylaws, shareholder proposals and evolving
standards of review. Of equal importance, in April 2009, Delaware enacted the most significant
amendments to the Delaware General Corporation Law in more than 20 years.

Delaware corporation law highlights included the following:

Private Equity Deals - As the economy cratered in 2008, private equity players
hustled toward the deal exits, for the most part successfully, aided in large part by
carefully constructed acquisition agreements limiting specific enforceability of the
deals. An exception was Huntsman v. Hexion, where the Court of Chancery held
that the acquirer, which was controlled by a private equity firm, had knowingly
and intentionally violated certain covenants and ordered specific performance.

Advance Notice Bylaws - In JANA Master Fund v. CNET Networks and Levitt v.
Office Depot, the Court of Chancery held two different advance notice bylaws
ineffective to keep competing slates from running against incumbents. The
court’s construction of the bylaws in each case suggests that, at a minimum, the
court will strictly construe election process bylaws in the future.

Shareholder Proposals - In CA. Inc. v. AFSCME Employees Pension Plan, the
Delaware Supreme Court ruled on questions certified from the SEC regarding the
propriety of AFSCME’s proposal to amend CA’s bylaws to include an expense
reimbursement provision in connection with running a short slate of nominees in a
contested election. First, the Delaware Supreme Court determined that the bylaw
was “a proper subject for action by shareholders” under state law. Second, the
Court held that, if adopted, the bylaw would violate Delaware law because it
would preclude the board from acting pursuant to its fiduciary duties.

Shareholder Ratification - Gantler v. Stephens, an en banc opinion of the
Delaware Supreme Court, held that shareholder ratification is limited to
circumstances where a fully informed shareholder vote approves board action that
does not require shareholder approval in order to become legally effective.
Ratification applies only to conduct that the stockholders are asked to approve,
and, if effective, ratification has the effect of (with one exception) subjecting the
action to business judgment review, rather than extinguishing the claim.

Laina M. Herbert, Timothy Shelley and Marcus E. Montejo, associates at Prickett, Jones & Elliott, P.A.,
contributed to the preparation of these materials.
2 Appendix I lists cases in this summary that are on appeal to the Delaware Supreme Court. Appendix II contains

the 2008 amendments to the General Corporation Law of the State of Delaware, 8 Del. C. §101 et seq. (the
“DGCL”). Appendix III sets forth the 2009 DGCL amendments.



e Good Faith Obligations - The Delaware Supreme Court’s recent opinion in
Lyondell and the Court of Chancery’s opinions in Citigroup, Lear and AIG added
judicial gloss to the concept of good faith and claims alleging a lack of oversight,
which are discussed under the duty of loyalty.

e The 2009 DGCL Amendments

e Proxy Access and Reimbursement - Two new statutes authorize, but do
not require, the corporation to adopt bylaws providing for stockholder
access to the corporation’s own proxy statement and reimbursement for
short-slate elections to the board. The bylaws may be adopted by the
stockholders. Both provisions have the effect of removing barriers to the
election process. As a practical matter, they will be effective for public
companies only if the SEC takes further action under Rule 14a-8.

e Vesting of Advancement and Indemnification Rights - The amendment to
Section 145(f) of the DGCL provides that advancement and
indemnification rights may not be divested by a bylaw enacted after the
fact, overturning the holding in Schoon v. Troy.

e Judicial Removal of Directors - New Section 225(c) gives the Court of
Chancery, for the first time, subject matter jurisdiction to remove directors
under very limited, emergency circumstances described in the new
provision. Preconditions to the court’s action are a felony conviction or a
judgment that the director has breached the duty of loyalty. The
application can be made only in a subsequent action by the corporation or
by a stockholder derivatively. The applicant must demonstrate irreparable
harm to the corporation and a lack of good faith by the director.

e Empty Voting Fix? - The amendment to Section 213 (and ensuing
conforming amendments to other affected statutes) facilitates the
“splitting” of record dates for the giving of notice and for voting at a
stockholders meeting. The ability to move the voting record date closer to
the meeting should give the corporation an additional tool to promote
voting by those who continue to have an economic interest in their shares.

These groundbreaking developments, as well as more routine Delaware corporation law
decisions, are summarized briefly in this review. The summaries are intended to be a
practitioner’s tool to identify developments in specific areas of corporation law. Opinions that
address more than one issue are summarized in more than one section of this outline, though we
have attempted to limit the discussion to the pertinent issue. Constraints of time and energy
preclude lengthy expositions or analyses of the cases. The outline should serve only as a
beginning point to further inquiry and analysis.

Attorneys at Prickett, Jones & Elliott, P.A. were involved in many of the cases discussed
in this outline. The views expressed herein do not necessarily represent the views of the law firm
or its clients. The authors have sought to describe the opinions objectively and any perceived
failure to do so rests solely with them.



II. THE BOARD OF DIRECTORS AND GOVERNANCE ISSUES
A. Duty of Loyalty

Lyondell Chem. Co. v. Ryan, 2009 WL 790477 (Del.) (en banc). Stockholder action
alleging Lyondell’s board breached its fiduciary duties in considering and approving a merger
with Basell AF. Between April 2006 and May 2007, Basell approached Lyondell on more than
one occasion to express an interest in acquiring Lyondell. In May 2007, Basell’s parent
corporation filed a 13D disclosing its right to acquire an 8.3% block of Lyondell from Occidental
Petroleum. Lyondell’s board quickly convened a special meeting, recognized that the
corporation was “in play,” and decided to take a “wait and see” approach. On July 9, 2007,
Basell’s CEO and Lyondell’s CEO met to discuss an all cash deal at $40 per share, which
resulted in Basell increasing its offer to $48 per share. The proposal was not subject to a
financing contingency, but Basell insisted upon a $400 million break-up fee and a deadline of
July 16, 2007 for a signed merger agreement. Between July 10 and July 16, Lyondell’s board
convened at least daily to discuss the transaction and to instruct its bankers to seek better terms.
Ultimately, Basell agreed to reduce the break-up fee to $385 million, refused to accede to a go-
shop provision and held resolutely to its $48 per share price. Armed in part with the advice of its
bankers that the merger price was fair, Lyondell’s board approved the transaction on July 16. On
November 20, the stockholders approved the merger.

The Court of Chancery granted summary judgment for the directors on plaintiffs’ claims
that the merger price was grossly unfair, that the directors had a disabling financial interest and
that disclosure in the proxy materials was inadequate. The court declined, however, to enter
summary judgment in the directors’ favor on claims that they had breached their fiduciary duties
first, under Revlon, by conducting a flawed merger negotiation process, and, second, by agreeing
to unreasonable deal protection provisions. Because Lyondell’s charter contained a Section
102(b)(7) provision, immunizing the directors from personal liability for damages for breach of
the duty of care, and since the Lyondell board was disinterested and independent, the sole issue
was whether the directors were entitled to summary judgment on the claim that they breached
their duty of loyalty by failing to act in good faith. The trial court concluded that plaintiffs could
possibly establish their claim on a more complete record.

In reversing, the Delaware Supreme Court unanimously concluded that the trial court
reviewed the record under a mistaken view of the applicable law. According to the Supreme
Court, three factors contributed to that mistake. First, “the trial court imposed Revlon duties on
the Lyondell directors before they either had decided to sell, or before the sale had become
inevitable.” Second, the trial court read “Revlon and its progeny as creating a set of
requirements that must be satisfied during the sale process.” Third, the trial court equated “an
arguably imperfect attempt to carry out Revlon duties with a knowing disregard of one’s duties
that constitutes bad faith.”

The Court of Chancery found the Lyondell board’s failure to take action in the two
months after Basell’s parent filed a 13D in May 2007 critical to its analysis of the board’s good
faith, concluding that the board’s inaction was a “failing,” characterized by “two months of
slothful indifference.” The Supreme Court rejected that reasoning, pointing out that Revlon
duties do not arise simply because a company is “in play” and that “[t]he time for action under
Revlon did not begin until July 10, 2007, when the directors began negotiating” the merger.



The Supreme Court rejected the trial court’s erroneous conclusion that directors must
follow one of several courses of action to satisfy their Revlon duties. The Supreme Court held
that there is only one duty under Revlon—to obtain “the best price for the stockholders at a sale
of the company.” And in discharging that duty, there continues to be “no single blueprint” that
the directors must follow.

The Supreme Court also faulted the trial court’s analysis of whether the directors met
their burden under Revlon. The appropriate inquiry, according to the Supreme Court, was not
whether the directors had exercised due care, but whether they had failed to act in good faith.
That latter standard implicates bad faith and a lack of oversight under Caremark® and, thus,
requires a plaintiff to show that the fiduciary failed to act in the face of a known duty to act, in
conscious disregard of duties. The Court noted that, in the context of reviewing a specific
transaction, “an extreme set of facts” was required to sustain a claim. Thus, the trial court
approached the record from the wrong perspective, concluding that the directors’ “unexplained
inaction” prevented the court from finding that the directors acted in good faith. The inquiry
should have been whether the directors “utterly failed to attempt to obtain the best sale price.”
Even if the Lyondell directors did nothing to prepare for Basell’s offer and did not even consider
conducting a market check, such conduct did not amount to a breach of the duty of loyalty by
failing to act in good faith.

Gantler v. Stephens, 965 A.2d 695 (Del. 2009) (en banc). Stockholder action alleging,
inter alia, corporate directors and officers of a bank holding company breached their fiduciary
duties by rejecting a valuable opportunity to sell the company and instead deciding to reclassify
the company’s shares. The proposed recapitalization would have converted the shares of holders
of 300 or fewer shares of common stock into newly issued Series A Preferred Stock on a one-to-
one ratio. The new Series A Preferred Stock would pay higher dividends and have the same
liquidation rights as the common stock, but the Preferred holders would lose all voting rights
except in the event of a proposed sale of the company.

The Delaware Supreme Court reversed the Court of Chancery’s dismissal of the
complaint. The Court expressly held for the first time that corporate officers “owe fiduciary
duties of care and loyalty, and . . . the fiduciary duties of officers are the same as those of
directors.” In this case, the complaint alleged the officers were responsible for preparing the due
diligence materials for the three firms that expressed an interest in acquiring the company. The
complaint also alleged that one bidder withdrew its competitive bid because an officer never
responded to its due diligence request. The complaint also alleged that the officer initially did
not provide the due diligence materials to the second bidder. The Court of Chancery
characterized the officer’s failure as causing “a delay of a matter of days, or at most a couple of
weeks,” which did not amount to a breach of the officer’s fiduciary duties. The Delaware
Supreme Court held that analysis of the officer’s delay was inappropriate on a motion to dismiss.
The Court reasoned that the facts pled supported a reasonable inference that the officers
attempted to sabotage the due diligence process in breach of their fiduciary duties.

3 See In re Caremark Int’l Deriv. Litig., 698 A.2d 959 (Del. Ch. 1996).




Pfeffer v. Redstone, 965 A.2d 676 (Del. 2009) (en banc). Stockholder action alleging
directors of Viacom and its controlling stockholder breached their fiduciary duties in connection
with Viacom’s divestiture of its majority interest in Blockbuster, Inc. Plaintiff alleged, among
other things, that the Viacom directors breached their duties of disclosure, loyalty and care and
that Viacom’s controlling stockholder, National Amusements, Inc. (NAI), breached its duty of
loyalty. Viacom effected the transaction by way of a special cash dividend followed by an
exchange offer of Viacom’s Blockbuster shares for Viacom stock. The Court of Chancery
dismissed the complaint. Plaintiff appealed dismissal of the disclosure claims and fiduciary duty
claims against Viacom, its directors and NAIL

In an opinion affirming dismissal, the Delaware Supreme Court held the complaint did
not state a claim for breach of the duty of loyalty against the Viacom directors and NAI.
Although the complaint asserted that the directors structured the transaction to benefit NAI and
its controlling stockholder, who also served on the Viacom board, it failed to allege that the
directors stood on both sides of the transaction or received a financial benefit to the exclusion of
the other Viacom stockholders. NAI and its controlling stockholder, by virtue of their Viacom
holdings, received an overwhelming majority of the special dividend. In addition, by not
tendering into the exchange offer, they increased their majority interest in Viacom.
Nevertheless, the Court held these facts, without more, did not rise to the level of a breach of
loyalty or bad faith, as NAI and its controlling stockholder received nothing that was otherwise
unavailable to the other Viacom stockholders. The Court also affirmed dismissal of plaintiff’s
duty of loyalty claim against NAI. Plaintiff alleged NAI caused the Viacom directors to approve
and recommend the exchange offer to Viacom stockholders. The Court concluded the complaint
did not allege any well pleaded facts to support that assertion.

In re Am. Int’l Gp., Inc. Consol. Deriv. Litig.,, 965 A.2d 763 (Del. Ch. 2009).
Consolidated direct and stockholder derivative actions alleging numerous claims arising out of
financial misconduct at American International Group (AIG). Following an investigation, a
special litigation committee of the AIG board sought to prosecute certain claims on behalf of
AIG against its former CEO (Maurice “Hank™ Greenberg) and its former CFO and to dismiss
claims against other defendants. The SLC took no position on claims brought by the stockholder
derivative plaintiffs, which included claims against Greenberg and two other inside directors
who were alleged to have been within the Greenberg’s inner circle. The court categorized the
derivative claims as alleging fraudulent conduct involving: (a) transactions designed to hide
AIG’s true financial condition, (b) illegal schemes to avoid taxes, (c) selling illegal financial
products to other companies and (d) schemes to rig markets. Greenberg and two of the inside
directors moved to dismiss the stockholder derivative claims for failure to state a claim. The two
inside directors also moved to dismiss for failure to plead demand futility and other procedural
defenses. The non-director employee defendants moved to dismiss for lack of personal
jurisdiction, and AIG’s former auditor and accounting firm moved to dismiss based on statutory
immunity under New York law.

In an opinion denying the director defendants’ motion to dismiss, the court held the
complaint stated a claim for breach of the duty of loyalty. Following a fact-intensive analysis of
the allegations in the complaint, the court stated: “The Complaint fairly supports the assertion
that AIG’s Inner Circle led a—and I use this term with knowledge of its strength—criminal
organization.” The court concluded it was inferable that the two inside director defendants knew
and were involved in much of the wrongdoing and, even where they were not alleged to have



been directly involved, were aware of the schemes and knowingly failed to stop them. This
stated a claim for lack of oversight under Caremark. The allegations supported an inference that
Greenberg “personally orchestrated several of the most flagrant schemes” and stated a claim for
failure of the duty to monitor against him as well.

The court also refused to dismiss duty of loyalty claims against the two inside director
defendants for insider trading. A claim under this theory requires that “1) the corporate fiduciary
possessed material, nonpublic company information; and 2) the corporate fiduciary used that
information improperly by making trades because she was motivated, in whole or in part, by the
substance of that information.” The complaint alleged that the two inside director defendants
sold hundreds of thousands of shares between 1999 and 2004 in order to take advantage of the
AIG stock trading price while the market was not aware of the frauds at AIG which, if known,
would have made the stock much less attractive. The complaint also alleged that these two
defendants were aware of the frauds at AIG that inflated its stock price. The court dismissed the
claims against the non-director employees for lack of personal jurisdiction and granted the
accounting firm’s motion to dismiss based upon a New York statute.

In re Citigroup Inc. S’holder Deriv. Litig., 964 A.2d 106 (Del. Ch. 2009). Stockholder
derivative action alleging directors of Citigroup breached their fiduciary duties by failing to
oversee and manage the corporation’s subprime lending market risks and failing to disclose
Citigroup’s exposure to subprime assets. Plaintiffs also alleged the directors committed
corporate waste by (a) allowing the corporation to acquire certain subprime loans, (b) authorizing
and not suspending a stock repurchase program that resulted in Citigroup’s purchasing its own
shares at inflated prices, (¢) approving a multi-million dollar payment and benefit package for
Citigroup’s retiring CEO and (d) allowing the corporation to invest in certain investment
vehicles that were unable to pay off maturing debt. Defendants moved to dismiss for failure to
plead demand futility and failure to state a claim.

In an opinion dismissing the bulk of the complaint, the court held demand was not
excused as to every claim except one claim for corporate waste. As to their duty of oversight or
Caremark claims, plaintiffs contended demand was excused because the defendants’ failure of
oversight exposed them to a substantial likelihood of personal liability. The court noted that a
typical Caremark claim would involve the failure to monitor employee misconduct or violations
of law. Here, the court characterized the claim as a failure to monitor business risk:

[P]laintiffs’ theory essentially amounts to a claim that the director defendants
should be personally liable to the Company because they failed to fully recognize
the risk posed by subprime securities. . . . [W]hat is left appears to be plaintiff
shareholders attempting to hold the director defendants personally liable for
making (or allowing to be made) business decisions that, in hindsight, turned out
poorly for the Company.

The court concluded this claim implicated not only Caremark, and its high pleading standard, but
also the presumption of the business judgment rule and the Section 102(b)(7) exculpatory
provision in Citigroup’s charter. Therefore, plaintiffs were required to plead particularized facts
demonstrating a non-exculpated claim creating a serious risk of liability to a majority of the
board. Thus, the plaintiffs were required to plead bad faith conduct by “alleging with
particularity that a director knowingly violated a fiduciary duty or failed to act in violation of a
known duty to act, demonstrating a conscious disregard for her duties.” But the court concluded



the complaint contained conclusory allegations that, at best, merely highlighted the continuing
deterioration of the subprime mortgage market. There were no particularized allegations that the
Citigroup directors were or should have been aware of wrongdoing or were consciously
disregarding a duty to prevent Citigroup from suffering losses. Because the complaint did not
allege particularized facts that a majority of the board could not consider a demand, the duty of
oversight claims were dismissed.

In re Lear Corp. S’holder Litig., 2008 WL 5704774 (Del. Ch.). Stockholder action
alleging directors of Lear Corporation breached their fiduciary duty of loyalty by approving an
amended merger agreement with an affiliate of Carl Icahn. In earlier proceedings, plaintiffs
obtained a limited injunction against the original merger agreement, compelling additional
disclosure. Thereafter, the board concluded that it was unlikely that a majority of Lear’s
stockholders would vote in favor of the merger at the $36.00 offer price. A special committee of
the board negotiated an amended merger agreement that provided for a $37.25 merger price. In
exchange, the board agreed to give the acquirer a higher termination fee, valued at $25 million,
triggered solely upon stockholders not approving the transaction, or a so-called “no-vote
termination fee.” Plaintiffs filed an amended complaint, alleging that the directors breached their
duty of loyalty by agreeing to the “no-vote termination fee” knowing that the $1.25 per share
price increase would likely not be sufficient to attract a majority vote in favor of the merger.
Defendants moved to dismiss for failure to plead demand futility.

In an opinion granting defendants’ motion to dismiss, the court held demand was not
excused. Plaintiffs did not challenge the independence or disinterestedness of the board.
Therefore, the complaint could survive dismissal under the second prong of Aronson if it alleged
a non-exculpated claim for breach of the duty of loyalty. The court held the complaint did not
satisfy the Aronson standard for several reasons. First, the complaint acknowledged that the
special committee and the full board met regularly and received advice from reputable financial,
legal and proxy solicitation advisors. Second, the merger agreement provided for a 45 day go-
shop provision, and no other bidder had come forward with a topping bid. Furthermore, the
complaint and plaintiffs’ brief were equivocal in asserting that the board knew the increased
offer price would not be sufficient to attract stockholder approval. Instead, the court noted that
plaintiffs conceded “there was a chance of victory.” Thus, the court reasoned that plaintiffs were
merely arguing that the board did not make a prudent business decision and concluded the
complaint did “not come close to pleading facts” that the board consciously, intentionally and
recklessly disregarded their fiduciary duties. The court also questioned whether plaintiffs’
theory, which arose in the context of allegations of a lack of board oversight, had any place in the
analysis of evaluating a specific, board-approved transaction.

In re Transkaryotic Therapies, Inc., 954 A.2d 346 (Del. Ch. 2008). Consolidated
appraisal action and direct action alleging breaches of fiduciary duty, aiding and abetting and
unlawful merger arising from the merger of Transkaryotic and Shire Pharmaceuticals. Plaintiffs
alleged Transkaryotic directors breached their fiduciary duties of disclosure and loyalty, the
acquirer aided and abetted those breaches of duty and the merger was not approved by a majority
of outstanding stock entitled to vote. Defendants moved for summary judgment on the fiduciary
duty, aiding and abetting and unlawful merger claims.




With regard to plaintiffs’ disloyalty claims, the court granted summary judgment to the
moving defendants. Plaintiffs presented evidence that one of the directors had a close
relationship with the CEO of the acquirer, who had originally approached this director regarding
the merger and whom the director had concurrently listed as a reference on a job application—
facts that the director had failed to disclose to the board. That director also served as a director
of a corporation that received significant income from the acquirer. The court concluded these
facts were not sufficient to prove disloyalty. Personal friendships, outside business relationships
and interlocking directorships, without more, are insufficient to raise a reasonable doubt
regarding a director’s independence. The court concluded another director’s affiliation with, and
employment by, the corporation’s largest stockholder did not overcome the business judgment
rule, especially where that stockholder stood to lose the most from any sale of the corporation at
a low price.

Hokanson v. Petty, 2008 WL 5169633 (Del. Ch.). Stockholder action alleging directors
of Altiva Corp. breached their fiduciary duties in connection with a merger with Exatech, Inc. In
2003, when it was financially troubled, Altiva sold a series of preferred stock to Exatech. At the
time of the stock purchase agreement, Altiva, Exatech and certain Altiva stockholders entered
into a stockholders agreement that, among other things, gave Exatech a buyout option to acquire
all of Altiva’s outstanding securities during a three-year period. The agreement provided for a
buyout option formula to calculate the purchase price, which included a minimum floor price. In
2007, Exatech exercised the buyout option and effected the merger. In light of the low valuation
under the buyout formula, Exatech paid the minimum floor price. As a result, preferred
stockholders received approximately one-third of their liquidation preference and common
stockholders received nothing. Plaintiffs argued the board breached its duty of loyalty by not
negotiating a higher price at the time of the merger. In their briefing papers, plaintiffs disclaimed
any attempt to contest the Altiva board’s decision to grant the buyout option in 2003, conceding
those claims would be time-barred.

In an opinion granting defendants’ motion to dismiss, the court noted that plaintiffs cited
no authority suggesting the board was required to breach the buyout option and avoid the merger.
Observing that the plaintiffs were not contesting the buyout option to Exatech or that the merger
proceeds were distributed based upon the terms of Altiva’s certificate of incorporation, the court
concluded plaintiffs were left with no basis to challenge the merger. The court further concluded
the complaint failed to allege that a majority of the Altiva board members were affiliated with
Exatech or suffered from a disabling conflict at the time of the merger. As preferred
stockholders, and affiliates thereof, a majority of the board received only 37.5% of their
liquidation preference. Therefore, they had a financial interest to receive the highest price in the
merger and appeared to be aligned with the interests of Altiva’s other investors.

Nelson v. Emerson, 2008 WL 1961150 (Del. Ch.). Action by sole secured creditor, and
former director, of Repository Technologies, Inc., alleging two of the directors, who were also
majority stockholders, breached their fiduciary duties by causing the corporation to file for
bankruptcy in bad faith and paying themselves excessive compensation. Repository filed for
bankruptcy after plaintiff threatened to enforce his rights as a secured creditor. Although the
Bankruptcy Court dismissed the corporation from bankruptcy, the Bankruptcy Court explicitly
found defendants did not make the bankruptcy filing in bad faith and there had not been any
mismanagement of Repository’s assets and business. Defendants moved to dismiss the




Delaware complaint, arguing the claims were barred by the doctrine of collateral estoppel and
failure to state a claim.

In granting defendants’ motion to dismiss, the court held collateral estoppel barred
relitigation of plaintiff’s fiduciary duty claim and, alternatively, that his complaint failed to state
a claim for a non-exculpated breach of fiduciary duty. The court held the defendants’ decision to
cause the corporation to file a non-frivolous bankruptcy claim for the benefit of its equity holders
was protected by the business judgment rule. The court explained that directors of an insolvent
corporation, who, in good faith, undertake a strategy to benefit the corporation’s equity holders
cannot be held liable merely because the strategy fails. In dismissing plaintiff’s excessive
compensation claim, the court found the complaint was devoid of facts in two key areas. First,
the complaint did not allege who approved the defendants’ compensation. Second, it did not
assert any specifics of the alleged excessive compensation, such as the amount. Highlighting
these pleading deficiencies, the court observed that plaintiff had served on the board until two
weeks prior to the filing of the bankruptcy petition, and he had acquired the corporation
thereafter, thus giving him full access to the corporation’s records.

Gen. Video Corp. v. Kertesz, 2008 WL 5247120 (Del. Ch.). Action by privately held
corporation alleging, among other things, that a former officer and director breached his
fiduciary duties, usurped corporate opportunities and breached various agreements by
establishing a competing enterprise following a deterioration of the business and his relationship
with the other officer/director of the corporation.

In a fact-intensive post-trial opinion, the court entered judgment for defendants. The
court concluded that no fiduciary duty claims could be predicated on acts of the former
officer/director after he had orally communicated to the other officer/director that he “wanted
out” and “was all done” with their venture, even though he did not send a resignation letter until
nine days later. Although DGCL Section 141(b) states that a director “may resign at any time
upon notice given in writing or by electronic transmission to the corporation,” and Section
142(b) contains similar language pertaining to officers, the court held that they do not require
written notice to the corporation before a resignation can take effect. The court further
determined that the former officer/director did not usurp certain corporate opportunities because
the corporation was irremediably insolvent and unable to exploit the opportunities when the
former officer/director established his competing business.

Portnoy v. Cryo-Cell Int’l, Inc., 940 A.2d 43 (Del. Ch. 2008). Action under DGCL §225
challenging an election of directors. Plaintiff alleged defendants engaged in improper vote
buying and breached their fiduciary duties in obtaining votes to support the management slate
and in conducting the stockholders’ meeting.

In a post-trial opinion, the court determined defendants breached their fiduciary duties,
which warranted a new election. First, the court held that the board’s agreement to put an
insurgent stockholder on the management slate in exchange for the insurgent’s voting support
did not constitute an improper vote-buying arrangement subject to entire fairness review.
Although that arrangement had not been disclosed to the stockholders, the court concluded the
arrangement was an unmistakable inference to be drawn by a reasonable stockholder and,
therefore, did not constitute a disclosure violation. Second, the court held the board’s promise to
expand the board and appoint the insurgent’s designee to the board after the election in exchange



for the insurgent’s buying additional shares and voting them for management should have been
disclosed. The court declined to decide whether this arrangement constituted improper vote
buying or ran afoul of the Schnell doctrine (“inequitable action does not become permissible
simply because it is legally possible”). Third, the court found the corporation’s CEO breached
her fiduciary duty by coercing and inducing a stockholder to vote for the management slate.
Finally, the court found the CEO breached her fiduciary duty by refusing to close the polls and
count the vote at the annual meeting and for calling an extended break during the meeting to
secure enough votes for a management victory. The court found the CEO gave false reasons for
delaying the vote count and acted in bad faith. As a remedy, the court ordered a new election
and required the management slate to bear the costs of its proxy solicitation as well as the costs
of conducting the new meeting.

B. Duty of Disclosure

Pfeffer v. Redstone, 965 A.2d 676 (Del. 2009) (en banc). Stockholder action alleging
directors of Viacom and its controlling stockholder breached their fiduciary duties in connection
with Viacom’s divestiture of its majority interest in Blockbuster, Inc. Plaintiff alleged, among
other things, that the Viacom directors breached their duties of disclosure, loyalty and care and
that Viacom’s controlling stockholder, National Amusements, Inc. (NAI), breached its duty of
loyalty. Viacom effected the transaction by way of a special cash dividend followed by an
exchange offer of Viacom’s Blockbuster shares for Viacom stock. The Court of Chancery
dismissed the complaint. Plaintiff appealed dismissal of the disclosure claims and fiduciary duty
claims against Viacom, its directors and NAIL

In an opinion affirming dismissal, the Delaware Supreme Court held none of the four
alleged disclosure violations stated a claim. First, Blockbuster’s alleged operational cash flow
omissions were not material. Second, the complaint pled no facts supporting the allegation that
the Viacom directors knew or should have known Blockbuster’s operational cash flow
statements were materially misleading. Third, Viacom’s methodology for determining the
exchange ratio in the exchange offer was not material because the Viacom directors did not
represent that the exchange ratio was fair. Fourth, the failure to disclose the composition of the
special committee of the Viacom board that approved the final form of the exchange offer was
not material. The Court concluded the omission was not materially misleading or incomplete
because there was no indication that the committee was independent of management or the
controlling stockholder (NAI) and the language in the disclosure document did not induce
stockholders to rely on the special committee’s decision.

In re Citigroup Inc. S’holder Deriv. Litig., 964 A.2d 106 (Del. Ch. 2009). Stockholder
derivative action alleging directors of Citigroup breached their fiduciary duties by failing to
oversee and manage the corporation’s subprime lending market risks and failing to disclose
Citigroup’s exposure to subprime assets. Plaintiffs also alleged the directors committed
corporate waste by (a) allowing the corporation to acquire certain subprime loans, (b) authorizing
and not suspending a stock repurchase program that resulted in Citigroup’s purchasing its own
shares at inflated prices, (¢) approving a multi-million dollar payment and benefit package for
Citigroup’s retiring CEO and (d) allowing the corporation to invest in certain investment
vehicles that were unable to pay off maturing debt. Defendants moved to dismiss for failure to
plead demand futility and failure to state a claim.
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In an opinion dismissing all claims except one claim for corporate waste, the court
dismissed the disclosure claims for failure to plead demand futility. To satisfy demand futility,
plaintiffs were required to allege particularized facts creating a reasonable doubt that the
directors could consider a demand. Plaintiffs alleged the directors could not consider a demand
because they faced a serious risk of personal liability for violating their duty of disclosure.
Plaintiffs alleged the directors made material misstatements and omissions regarding the
corporation’s exposure to subprime assets. Where there is no request for stockholder action, a
claim alleging a breach of the duty of disclosure must establish that directors deliberately
misinformed shareholders about the business of the corporation either directly or by a public
statement. In light of the exculpatory provision contained in Citigroup’s charter, the court
reasoned that plaintiff was required to make particularized allegations supporting an inference
that any disclosure violation was made in bad faith, knowingly or intentionally. The court
concluded the complaint did not allege with particularity which disclosures were misleading or
what the corporation was obligated to disclose. The complaint also failed to allege with
specificity any board involvement in the preparation of the disclosures or that any of the
directors knew that the disclosures or omissions were false or misleading.

In re Transkaryotic Therapies, Inc., 954 A.2d 346 (Del. Ch. 2008). Consolidated
appraisal action and direct action alleging breaches of fiduciary duty, aiding and abetting and
unlawful merger arising from the merger of Transkaryotic and Shire Pharmaceuticals. Plaintiffs
alleged Transkaryotic directors breached their fiduciary duties of disclosure and loyalty, the
acquirer aided and abetted those breaches of duty and the merger was not approved by a majority
of outstanding stock entitled to vote. Defendants moved for summary judgment on the fiduciary
duty, aiding and abetting and unlawful merger claims.

In an opinion largely granting defendants’ motions for summary judgment on the
fiduciary duty and aiding and abetting claims, the court granted the motion as to plaintiffs’
disclosure claims. After discussing the development of case law treating the duty of disclosure,
the court stated that a breach of the duty of disclosure invariably leads to irreparable harm and
that once this irreparable harm has occurred—i.e., when stockholders have voted without
complete and accurate information—it is, by definition, too late to remedy. Noting its preference
for disclosure claims to be brought as motions for preliminary injunctions, the court granted
summary judgment to the defendants, holding the court could not grant monetary or injunctive
relief for disclosure violations in connection with a proxy solicitation for a merger consummated
three years earlier where there was no evidence of a breach of the duty of loyalty or good faith.
Alternatively, the court granted summary judgment to the defendants on the basis of an
exculpatory charter provision pursuant to DGCL §102(b)(7), because any disclosure violation
would implicate only the duty of care, which could not lead to monetary damages.

Wayne Cty. Empls.” Ret. Sys. v. Corti, 954 A.2d 319 (Del. Ch. 2008). Stockholder class
action alleging directors of Activision, Inc. breached their duty of disclosure in connection with
the proposed merger of Activision and Vivendi Games, Inc. In the merger, Vivendi Games, an
affiliate of Vivendi S.A., would merge with Activision. In addition, Vivendi S.A. would
purchase newly issued Activision shares at $27.50, giving it a controlling interest in the new
entity. Following the business combination, the new entity would commence a tender offer at
the same $27.50 price. After defendants addressed certain disclosure claims with supplemental
disclosures, three categories of disclosure claims remained: (1) plaintiff sought disclosure of
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Vivendi Games’s current management projections, upon which Activision’s board relied in
reaffirming its recommendation of the proposed transaction; (2) plaintiff sought disclosure of
more detailed reasons for the Activision board’s continued support for the proposed transaction
after Activision’s performance exceeded its management’s expectations and its stock was trading
$8.00 higher than when the transaction was announced; and (3) plaintiff sought disclosure about
an 11th-hour price renegotiation.

In an opinion denying plaintiff’s motion for a preliminary injunction, the court held
plaintiff failed to show a reasonable likelihood of success on the merits of its three disclosure
claims. Although the court found none of the alleged omissions to be material, the court went
out of its way to recognize the unstable M&A environment, which tended to increase plaintiff’s
burden. The court recognized the absence of an alternative bidder, despite relatively mild deal-
protection devices, and the “decidedly unstable” market. Under these circumstances, the court
expressed hesitation to enjoin the stockholders’ vote for anything other than a “particularly
strong showing” that the omitted information was material.

David P. Simonetti Rollover IRA v. Margolis, 2008 WL 5048692 (Del. Ch.).
Stockholder action to enjoin a going-private merger between The TriZetto Group, Inc. and Apax
Partners, L.P. Plaintiff argued, inter alia, the TriZetto directors failed to disclose material facts
concerning the corporation’s financial advisor’s financial interest in the merger. Plaintiff
claimed the proxy statement failed to quantify the value of notes and warrants of the corporation
held by the corporation’s financial advisor. Defendants argued they were not required to
disclose a quantified value for these holdings because the value was dependent on multiple
factors that could only be determined after the merger.

In an opinion granting plaintiff’s motion for a preliminary injunction in part, the court
concluded that the corporation’s financial advisor’s financial interest in the merger was material
information that must be disclosed. Noting that a financial advisor’s fairness opinion “is one of
the most important process-based underpinnings of a board’s recommendation of a transaction to
its stockholders,” the court stated, “it is imperative for the stockholders to be able to understand
what factors might influence the financial advisor’s analytical efforts.” The financial advisor’s
financial position in the corporation apparently would have been cashed out, and complex hedge
arrangements would have been unwound at the time of the merger. The court found these
benefits to be material to a stockholder’s assessment of how much credence to give the fairness
opinion, and complete disclosure of these benefits required quantification. The court recognized
that quantifying the complex securities would not be easy, but was satisfied from the record that
the task was not impossible. Alleged omissions in the proxy statement concerning the sale
process were not material, as the law does not require a “play-by-play” recitation of the events
leading up to a transaction. The court also concluded that more optimistic financial projections
of management did not need to be disclosed. Although including the more optimistic projections
and explaining why they were not relied upon may have been helpful, the court said they would
not have materially altered the total mix of information provided.
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Kahn v. McCarthy, 2008 WL 4482704 (Del. Ch.). Stockholder class action alleging
directors of PFF Bancorp, Inc. breached their duty of disclosure by failing to update proxy
materials in connection with its pending merger with FBOP Corporation. Plaintiff alleged the
PFF directors breached their fiduciary duties by failing to update the proxy statement to reflect
information concerning the federal government’s then-proposed Troubled Asset Relief Program
(TARP) and any changes in PFF’s finances that may have resulted therefrom.

In a letter opinion and order denying plaintiff’s motion for a temporary restraining order,
the court held plaintiff’s disclosure claim was not meritorious. The TARP was incomplete and
not yet approved by Congress. Accordingly, its final contents were unknown, and it was not
possible for the PFF board to calculate whether and the extent to which the TARP might
ultimately benefit PFF and its stockholders. Therefore, any additional disclosure concerning the
TARP was not material to PFF stockholders.

Berger v. Pubco Corp., 2008 WL 2224107 (Del. Ch.). Stockholder action challenging the
short-form merger of Pubco into a corporation owned and controlled by Pubco’s president and
sole director. Plaintiff alleged the defendants violated the short-form merger statute by attaching
an out-dated version of the appraisal statute (DGCL §262) to the written notice to stockholders
advising them that the controlling stockholder had effected the short-form merger. Plaintiff also
alleged the notice failed to include material information about the corporation.

In an opinion adjudicating cross-motions for summary judgment, the court held that the
failure to include a copy of the current version of the appraisal statute was a clear violation of the
statute, which requires that a copy of the statute be included in any notice of a merger giving rise
to appraisal rights. The court also concluded that, in light of Pubco’s status as an unregistered
corporation with no public filings, any method used in determining how to set the merger
consideration was material. On the other hand, additional disclosure about the nature of Pubco’s
products and services or why it held $96 million in cash and securities—substantially more than
the merger consideration—was not material. As a remedy, the court granted stockholders the
right to quasi-appraisal.

C. Duty of Care

McPadden v. Sidhu, 964 A.2d 1262 (Del. Ch. 2008). Stockholder derivative action
alleging directors of i2 Technologies, Inc. and a former officer of a wholly owned subsidiary
breached their fiduciary duties in connection with a sale of the subsidiary to a management team
led by the former officer. Two years after having acquired the subsidiary for $3 million, the
former officer sold it for $25 million. Plaintiff alleged the directors engaged in bad faith conduct
in selling the subsidiary to the former management team. Defendants moved to dismiss for
failure to plead demand futility and failure to state a claim, and the effect of a §102(b)(7)
exculpatory charter provision on plaintiff’s claims.

In an opinion dismissing all claims against the director defendants, but sustaining the
claims against the former officer, the court held the complaint stated a claim for breach of the
duty of care, but did not allege bad faith conduct that rose to the level of a breach of the duty of
loyalty. The court found that the board’s most egregious error was tasking the sale process to the
officer when it knew the officer was interested in purchasing the subsidiary, and then appeared to
exacerbate that error by engaging in little or no oversight of the sale process. The board also

13



failed to consider material and reasonably available information. These failures amounted to
gross negligence, constituting a breach of the duty of care, but not bad faith conduct. Claims
against the directors seeking monetary damages were dismissed pursuant to the corporation’s
Section 102(b)(7) exculpatory charter provision. Section 102(b)(7) did not apply to the officer,
however.

D. Entire Fairness Standard of Review

In re Loral Space & Commc’ns Inc. Consol. Litig., 2008 WL 4293781 (Del. Ch.).
Stockholder action alleging directors of Loral and its largest stockholder (MHR Fund
Management LLC) breached their fiduciary duties in connection with a stock purchase
agreement that significantly increased MHR’s ownership and control over the corporation.
MHR and its affiliates owned approximately 36% of Loral’s common stock, and five of Loral’s
eight directors were either principals of or affiliated with MHR. In the transaction, MHR
invested $300 million in exchange for convertible preferred stock, which gave MHR extensive
class voting rights.

In a post-trial opinion, the court concluded the transaction was subject to the entire
fairness standard, and defendants did not satisfy their burden of establishing that the transaction
was entirely fair. Although MHR did not own more than 50% of the voting power of Loral, the
court concluded it had practical control over Loral, placing five MHR affiliates on the board,
including one as CEO. The court noted that, regardless of whether MHR was a controlling
stockholder, the transaction was subject to entire fairness review because a majority of the board
was affiliated with MHR. The court found the transaction was not the result of a fair process or a
fair price. The opinion details a process that was flawed from the outset, with the selection of an
MHR affiliate to head the special committee that was to oversee the process. The court also
found that the special committee’s financial advisor was not qualified for the assignment, did not
conduct a market check before advising the committee to agree to the basic terms of the
transaction and neither it, nor the committee, used any leverage it had with MHR to obtain a
better deal. Instead, the court cited examples of “timorousness and inactivity” by a special
committee that did not function properly. The court concluded the financial terms of the
transaction were unfair to Loral. The high dividend and low conversion features of MHR’s
convertible preferred stock were “unusually beneficial” to MHR. MHR also obtained a $6.75
million “placement fee,” even though nothing was being “placed.” The court also noted that
MHR received class voting rights that were unusually broad, giving it veto power over virtually
any strategic transaction affecting the preferred or common stock. As a remedy, the court took
the somewhat unusual step of reforming the stock purchase agreement between Loral and MHR.
The court revalued the preferred stock, which took into account the disallowance of the
placement fee, and then converted the preferred into non-voting common stock, leaving MHR
with the same voting power it had before the transaction.

Julian v. E. State Constr. Serv., Inc., 2008 WL 2673300 (Del. Ch.). Action alleging, inter
alia, directors of a privately held corporation breached their fiduciary duty of loyalty by paying
themselves excessive bonuses. The challenge to the bonus payments was one of several claims
arising out of a dispute among siblings who controlled three family operated corporations.
Plaintiff and his two brothers were principal stockholders in the corporations and were parties to
stockholders agreements for each one. The agreement for Benchmark Builders provided stock
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repurchase rights to the corporation at net book value in the event that any of the brothers ceased
to be employed by the corporation. Plaintiff claimed that, in response to his retirement, his
brothers and an outside director (comprising the entire board) wrongfully paid themselves $1.3
million in bonuses for the sole purpose of reducing the net book value of the corporation—the
metric used in establishing the purchase price of plaintiff’s stock. Defendants argued the
bonuses were an appropriate reward for a successful year and intended to reduce retained
earnings in the event of litigation.

In a post-trial opinion, the court held the defendant directors failed to satisfy their burden
of proving the bonuses were entirely fair. The bonuses were the product of an unfair process in
which there was “no notice, meaningful deliberation, or independent advice or research before
the board’s action.” Instead, the bonuses were a “knee-jerk reaction” to plaintiff’s retirement.
The defendants also failed the fair price prong of the entire fairness test. The size of the bonuses
was unprecedented, amounting to 22.28% of adjusted income, while prior bonuses were
approximately 3.3% of adjusted income. To remedy defendants’ breach of loyalty, the court
ordered disgorgement of the bonuses, plus interest.

E. Enhanced Scrutiny of Defensive Measures and Control Transactions:
Recent Applications of Unocal/Unitrin,’ Revlon’ and Blasius’

Lyondell Chem. Co. v. Ryan, 2009 WL 790477 (Del.) (en banc). Stockholder action
alleging Lyondell’s board breached its fiduciary duties in considering and approving a merger
with Basell AF. Between April 2006 and May 2007, Basell approached Lyondell on more than
one occasion to express an interest in acquiring Lyondell. In May 2007, Basell’s parent

* Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. 1985), enunciated an “enhanced scrutiny test” applicable
to defensive measures in contests for corporate control. Under Unocal, before board action can be given the
protection of the business judgment rule, the board must bear its burden of demonstrating (1) that the board had
reasonable grounds for believing that a danger to corporate policy and effectiveness existed and (2) the board’s
defensive action was reasonable in relation to the threat posed. Id. at 955. Unitrin, Inc. v. Am. Gen. Corp., 651
A.2d 1361 (Del. 1995), further clarified the reasonable response, or “proportionality,” test as requiring an analysis of
whether a defensive measure is preclusive or coercive and, if neither, whether the measure falls within a range of
reasonableness.

> Revlon, Inc. v. MacAndrews & Forbes Hldgs., Inc., 506 A.2d 173 (Del. 1986). The Delaware Supreme Court

explained when Revlon’s enhanced scrutiny standard is triggered in Arnold v. Soc’y. for Savs. Bancorp, Inc., 650
A.2d 1270, 1289-90 (Del. 1994):

The directors of a corporation “have the obligation of acting reasonably to seek the transaction
offering the best value reasonably available to the stockholders,” Paramount Commc’ns, Inc. v.
QVC Network, Inc., Del. Supr., 637 A.2d 34, 43 (1994), in at least the following three scenarios:
(1) “when a corporation initiates an active bidding process seeking to sell itself or to effect a
business reorganization involving a clear break-up of the company,” Paramount Commc’ns, Inc. v.
Time Inc., Del. Supr., 571 A.2d 1140, 1150 (1990) [Time-Warner]; (2) “where, in response to a
bidder’s offer, a target abandons its long-term strategy and seeks an alternative transaction
involving the break-up of the company,” id.; or (3) when approval of a transaction results in a
“sale or change of control,” QVC, 637 A.2d at 42-43, 47. In the latter situation, there is no “sale
or change in control” when “‘[c]ontrol of both [companies] remain[s] in a large, fluid, changeable
and changing market.”” Id. at 47 (citation and emphasis omitted).

® Blasius Indus., Inc. v. Atlas Corp., 564 A.2d 651, 661 (Del. Ch. 1988), held that the board bears the “heavy burden
of demonstrating a compelling justification” for board action taken for “the primary purpose of impeding the
exercise of stockholder voting power.”
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corporation filed a 13D disclosing its right to acquire an 8.3% block of Lyondell from Occidental
Petroleum. Lyondell’s board quickly convened a special meeting, recognized that the
corporation was “in play,” and decided to take a “wait and see” approach. On July 9, 2007,
Basell’s CEO and Lyondell’s CEO met to discuss an all cash deal at $40 per share, which
resulted in Basell increasing its offer to $48 per share. The proposal was not subject to a
financing contingency, but Basell insisted upon a $400 million break-up fee and a deadline of
July 16, 2007 for a signed merger agreement. Between July 10 and July 16, Lyondell’s board
convened at least daily to discuss the transaction and to instruct its bankers to seek better terms.
Ultimately, Basell agreed to reduce the break-up fee to $385 million, refused to accede to a go-
shop provision and held resolutely to its $48 per share price. Armed in part with the advice of its
bankers that the merger price was fair, Lyondell’s board approved the transaction on July 16. On
November 20, the stockholders approved the merger.

The Court of Chancery granted summary judgment for the directors on plaintiffs’ claims
that the merger price was grossly unfair, that the directors had a disabling financial interest and
that disclosure in the proxy materials was inadequate. The court declined, however, to enter
summary judgment in the directors’ favor on claims that they had breached their fiduciary duties
first, under Revlon, by conducting a flawed merger negotiation process, and, second, by agreeing
to unreasonable deal protection provisions. Because Lyondell’s charter contained a Section
102(b)(7) provision, immunizing the directors from personal liability for damages for breach of
the duty of care, and since the Lyondell board was disinterested and independent, the sole issue
was whether the directors were entitled to summary judgment on the claim that they breached
their duty of loyalty by failing to act in good faith. The court concluded that plaintiffs could
possibly establish their claim on a more complete record.

In reversing, the Delaware Supreme Court unanimously concluded that the trial court
reviewed the record under a mistaken view of the applicable law. According to the Supreme
Court, three factors contributed to that mistake. First, “the trial court imposed Revlon duties on
the Lyondell directors before they either had decided to sell, or before the sale had become
inevitable.” Second, the trial court read “Revlon and its progeny as creating a set of
requirements that must be satisfied during the sale process.” Third, the trial court equated “an
arguably imperfect attempt to carry out Revlon duties with a knowing disregard of one’s duties
that constitutes bad faith.”

The Court of Chancery found the Lyondell board’s failure to take action in the two
months after Basell’s parent filed a 13D in May 2007 critical to its analysis of the board’s good
faith, concluding that the board’s inaction was a “failing,” characterized by “two months of
slothful indifference.” The Supreme Court rejected that reasoning, pointing out that Revlon
duties do not arise simply because a company is “in play” and that “[t]he time for action under
Revlon did not begin until July 10, 2007, when the directors began negotiating” the merger.

The Supreme Court rejected the trial court’s erroneous conclusion that directors must
follow one of several courses of action to satisfy their Revlon duties. The Supreme Court held
that there is only one duty under Revlon—to obtain “the best price for the stockholders at a sale
of the company.” And in discharging that duty, there continues to be “no single blueprint” that
the directors must follow.

The Supreme Court also faulted the trial court’s analysis of whether the directors met
their burden under Revlon. The appropriate inquiry, according to the Supreme Court, was not
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