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Over-Reaction to Court’s Use of 
Merger Price to Determine Appraised 
Fair Value—And Other Appraisal  
Developments in 2015

Over-Reaction to Court’s Use (continues on page 17)

Use of the merger price will not frequently be used to determine 
appraised fair value. 

The Delaware Chancery Court has used the merger price in the underlying transaction 
as the primary or sole factor in determining the “fair value” of dissenting shares in 
two recent appraisal cases. The Delaware Supreme Court recently upheld one of 
those decisions. However, the court’s use of the merger price in both cases was 
based on the same limited fact situation, suggesting that—contrary to much of the 
recent commentary—the merger price will not frequently be used as a key factor in 
determining fair value in appraisal cases.

The limited fact situation in which the court in both cases found the merger price to be 
the best indication of value involved:

n the standard available financial analyses being particularly unreliable indications 
of value—because of the absence of (a) ordinary course projections and 
(b) sufficiently comparable companies or transactions (due to unique business 
circumstances); and

n the sale process being a particularly reliable indication of value—because it was 
conducted at arm’s length and with an effective market check. 

In the past, the court sometimes has accepted, but most often has rejected, 
consideration of the merger price as a relevant factor in determining appraised fair 
value. Instead, to determine fair value—which the Delaware appraisal statute defines as 
going concern value immediately prior to the merger, excluding any value arising from 
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The SEC recently announced settlements of charges against insiders relating to three different 
going private transactions. The settlement orders (the “Orders”) reflect a general increased 
focus by the SEC on insiders’ compliance with Schedule 13D amendment requirements in 
connection with going private transactions (and possibly other extraordinary transactions), as 
well as possibly expanded requirements for disclosure of steps taken during the preliminary 
stage of consideration of a transaction. The charges were against eight directors, officers or 
major stockholders for their respective failures to file timely amendments to their Schedule 13D 
filings to disclose their plans to take the companies private. The charges were based on steps 
these parties had taken in furtherance of the going private transactions, but that had only been 
disclosed months (or in some cases years) afterward in the proxy statements or Schedule 13E-
3 statements relating to the transactions.

Issue Raised. 

It has been generally accepted practice that, when a 13D filer discloses its purpose in making 
an investment, plans relating to a covered item in the Schedule (such as a merger, a going 
private transaction, or seeking control) need not be disclosed until a definite plan has been 
formulated. Generally, the practice has been to provide generic disclosure that one or more 
disclosable transactions may be considered and then to file a 13D amendment when a 
proposal for the transaction is actually made. The Orders indicate the SEC’s view that earlier 
disclosure—of steps short of actual formulation of a plan and making of a proposal—may be 
required, raising the issue to what extent a 13D filer must disclose steps taken to determine 
whether to adopt a plan or proposal with respect to a disclosable transaction. There is no 
bright-line test as to the required disclosure under the SEC’s view and the same lack of precise 
guidance is evident in court decisions confronting the issue. The decisions of the courts have 
varied and have tended to be very fact-specific. The case law suggests, however, that the 
courts may take a narrower view as to when disclosure is required than the SEC has (at least 
with respect to one of the transactions covered in the Orders, as discussed below). 

Specifically, the Orders indicate the views of the SEC that:

n Amendment is required when a plan has been formulated — even if before the 
proposal has been made. A Schedule 13D must be amended when a “plan or proposal” 
has been formulated with respect to a disclosable matter (such as a going private 
transaction), even if before a proposal for the transaction has been made—and even 
when the 13D on file discloses the possibility of future consideration of such a plan or 
states that the filing party reserves the right to engage in certain transactions.

n Amendment may be required even before a plan has been formulated — if there 
has been a material change in the facts disclosed. Steps short of formulation of a plan 
or proposal with respect to a transaction will trigger the obligation to file a Schedule 13D 

SEC Appears to Broaden Focus on and Requirements 
for 13D Amendment Disclosure

SEC Appears to Broaden Focus (continues on next page)
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amendment if there has been a material change in the facts disclosed in the 13D on 
file. Thus, a generic disclosure that a transaction may be considered must be updated if 
the filer is taking steps beyond mere consideration (although what types of steps will be 
deemed to be more than mere consideration is the issue).

Critical points. 

n More SEC emphasis on steps taken during the consideration of a possible 
transaction, prior to a proposal being made. The SEC’s announcement of the Orders 
appears to be intended to put the marketplace on notice that the SEC will have an 
increased emphasis on compliance with the 13D amendment obligations. The Orders 
suggest that the SEC will be increasing its focus on steps taken during the consideration 
of a possible going private transaction (or, presumably, other extraordinary transaction) 
to determine whether those activities engaged in before a going private proposal is 
made are sufficiently significant to have triggered a 13D amendment obligation. 

n Lack of clarity; no bright-line test. There is no doubt that, once a plan or proposal is 
formulated, it must be disclosed; however, there is no bright-line test for what steps short 
of formulation of a plan or proposal require disclosure. The Orders make clear the SEC’s 
view that steps short of the submission of a going private proposal must be disclosed if 
they represent a material change in the disclosure in the 13D on file. However, again, 
there is no bright-line test as to which steps would represent a material change in the 
typical generic disclosure that states that certain transactions may be considered. 

n Retrospective view; and relationship to proxy statement disclosure. The SEC 
indicated in the Orders that its 13D disclosure concerns arose from its review of the 
disclosure in the proxy statements and Schedule 13E-3 statements describing the 
background of each of the transactions. Of course, the SEC will always be judging the 
adequacy of 13D disclosure in hindsight and, while a party may view a particular step 
taken as too preliminary to require disclosure, the SEC’s judgment may be influenced by 
knowledge of the nature and timing of the steps that followed. The general approach to 
proxy statement disclosure has been that stockholders considering whether to approve 
a transaction should have as much information as possible on which to base their 
decision and that companies should seek to avoid disclosure violations by providing 
more, rather than less, disclosure about the background of a transaction. Thus, detail 
(beyond the material information that may be legally required) is typically included in 
the narrative of events relating to the transaction. When making disclosure decisions, 
a company should take into account how the events will be viewed in hindsight as part 
of the full narrative of events included in the proxy statement. Since various details 
included in the proxy statements were the basis for the Orders, when drafting the proxy 
statement, companies should consider what effect the proxy statement disclosure 
will have on the SEC’s view, in retrospect, of the adequacy of the 13D disclosure. 
Companies may wish to consider whether disclosure in proxy statements should avoid 
immaterial facts (such as emails and conversations that occur during the preliminary 
stages) that will raise questions about 13D compliance. Obviously, however, it would 

SEC Appears to Broaden Focus (continued from previous page)

SEC Appears to Broaden Focus (continues on page 23)
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Increased Risk for Preferred Stockholders (continues on next page)

Increased Risk for Preferred Stockholders in Ensuring 
Mandatory Redemptions—TCV v. TradingScreen

The Delaware Chancery Court’s holding in TCV v. TradingScreen (Feb. 26, 2105; redacted 
March 27, 2015) has increased the risk for preferred stockholders in their being able to exit 
their investments under mandatory redemption provisions. The decision is on interlocutory 
appeal to the Delaware Supreme Court. 

The Chancery Court held that a corporation’s ability to redeem preferred stock upon the 
occurrence of an event triggering mandatory redemption is implicitly restricted by the 
common law limitation that a corporation may not take action that would result in its not 
having the ability to continue as a going concern or to pay its debts as they come due. 
Thus, based on TradingScreen, a company cannot legally redeem preferred stock if, in the 
board’s judgment, doing so would render it unable to continue as a going concern and to 
pay its debts as they come due—even if: 

n a mandatory redemption event has occurred;

n the company has sufficient “surplus” to effect the redemption; and 

n the charter itself does not restrict the redemption based on there being “funds legally 
available therefor”.

Charter provisions typically provide for a right of the holders of preferred stock to compel 
redemption of the preferred stock upon the occurrence of specified events, such as a right 
to be redeemed after a fixed period of time. Under DGCL Section 160, redemptions of stock 
can be made only out of available “surplus” (i.e., the excess of net assets over capital). In 
addition, under common law, redemptions can be made only out of “funds legally available” 
therefor. However, there is no clear definition of “funds legally available” and, until the 
TradingScreen decision, it has not been clear whether the concept imposed any restrictions 
beyond the statutory requirement that there be available “surplus”.

TradingScreen has answered the question left unanswered in the court’s 2011 opinion 
in SV Investment v. ThoughtWorks: whether a corporation can legally meet a mandatory 
redemption obligation if doing so would render it unable to continue as a going concern and 
to pay its debts as they come due. The court’s determination that a corporation cannot do 
so had been suggested—but not decided—in ThoughtWorks.

In ThoughtWorks, where the court found that the evidence indicated that the company did 
not have surplus sufficient to meet its mandatory redemption obligation, the court upheld 
a board’s determination not to redeem the preferred stock. The company had argued that 
“legally available funds” meant nothing more than available “surplus”. The company also 
had argued that, if “legally available funds” meant that sufficient funds had to be available 
so that the company could continue as a going concern, the board had determined that 
its funds were not sufficient to enable it to continue as a going concern and pay its debts 
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when due. The court strongly suggested that “legally available funds” means more than just 
available “surplus”, but refused to rule on the issue, finding that the plaintiff had not met the 
burden of proving that the company did not have “legally available funds” regardless of how 
the term was defined.

In TradingScreen, the plaintiff-private equity firms who were preferred stockholders attempted 
to exercise their rights under the company’s charter to require the company to repurchase their 
shares (at a price determined by an independent expert), which they had the right to do after a 
specified date if at that time no third party buyers for the stock could be found. TradingScreen 
claimed that it could only fund a partial redemption because fully meeting the plaintiffs’ 
demands would threaten the company’s ability to continue as a going concern. The plaintiffs 
moved for judgment on the pleadings that TradingScreen had breached its charter obligations. 
The Delaware Chancery Court held that the redemption obligation was subject not only to the 
explicit restrictions regarding surplus included in DGCL Section 160 but also to recognized 
common law restrictions on stock redemptions that are independent of, and in addition to, the 
DGCL’s explicit provisions. The court ruled that the company had been “legally prohibited” 
from making the redemption payments as the payments would have impaired the company’s 
ability to continue as a going concern and pay its debts when due.

In response to the plaintiffs’ request for a declaratory judgment that interest (at 13%) had 
begun to accrue, the court found that it could not rule that interest should start accruing as the 
charter provided that interest would accrue in the event of a “default” on any payments due, 
rather than upon a “failure for any reason” to make a payment. 

We note that the analysis and commentary related to the TradingScreen decision has been 
complicated by the court’s language—sometimes referring to a common law restriction that 
funds cannot be used to redeem stock if the company would be rendered unable to continue 
as a going concern and to pay its debts when due (i.e., an insolvency concept) and sometimes 
referring only to the going concern prong (i.e., a standard that would be something less than 
insolvency). Some commentators have therefore, in our view, overstated the increased risk to 
preferred stock holders resulting from the decision, as they interpret the court’s language as 
meaning that redemption would not be allowed if the company could not continue as a going 
concern although not insolvent. While the language is not perfectly clear, our view is that the 
court clearly intended that the restriction be based on an insolvency standard.

Practice points. Preferred stockholders seeking to protect their exit rights should consider the 
following:

n Need to draft penalty provisions so that they are triggered by “nonpayment” rather 
than “default”. An investor may seek penalty provisions that would apply in the event a 
mandatory redemption right is not satisfied by the corporation—including, for example, 
a right: to a penalty interest rate; to elect directors or control the board; to receive 
additional shares or other economic benefits; or to initiate and/or control a sale process. 
TradingScreen underscores that the penalty should be triggered by the corporation’s 
nonpayment of the full redemption amount “for any reason” upon the occurrence of a 

Increased Risk for Preferred Stockholders (continued from previous page)

Increased Risk for Preferred Stockholders (continues on page 27)
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Expansion of Aiding and Abetting Liability for 
“Gatekeepers”—Stewart v. Wilmington Trust

In Stewart v. Wilmington Trust (March 26, 2015), the Delaware Chancery Court characterized 
the outside auditor and the administrative management company for certain captive insurance 
companies as having a “gatekeeping role” for the companies. On that basis, the court refused 
to dismiss claims against them for aiding and abetting the alleged breaches of fiduciary duties 
of the companies’ directors. The decision expands the Chancery Court’s recent focus on the 
gatekeeper concept, underscoring the potential for aiding and abetting liability for advisors.

Focus on advisors who have a “gatekeeper” role. An advisor to a board may have aiding 
and abetting liability if the advisor “knowingly participated” in a directors’ breach of fiduciary 
duties—even if the director herself is exculpated under the company’s charter against liability 
for breach of the duty of care. Recent Chancery Court decisions have focused on aiding and 
abetting liability of advisors who the court views as having a gatekeeper role with respect to a 
corporation’s sale or other process. As articulated in Wilmington Trust, the court’s view is that, 
while “gatekeepers” are engaged by companies to provide services and are not fiduciaries 
with the same duties as directors have, they “are different from other third parties with whom 
the corporation may conduct business,” in that they “occupy a position of trust and materially 
participate in the traditional insiders’ discharge of their fiduciary duties.” This view reflects a 
heightened risk of aiding and abetting liability for directors’ breaches. Importantly, however, 
in the two cases in which the court has found (or, at the pleading stage, has inferred) the 
requisite “knowing participation” by an advisor, the court viewed the advisor’s conduct as 
egregious, involving an unusual degree of negligence and conflict of interest.

Recent cases.

n Rural Metro. Last year, in In re Rural Metro Stockholders Litigation, the Chancery 
Court characterized an investment banker as a gatekeeper in a company’s sale process 
and held the banker liable for aiding and abetting the directors’ breach of fiduciary 
duties (with damages of $76 million). According to Vice Chancellor Laster, the board 
had breached its fiduciary duties by not supervising the sale process and by making 
decisions without sufficient information. The court found that the investment banker, in 
negotiating a sale on behalf of the company, had been subject to multiple conflicts of 
interest (including efforts to secure lucrative buy-side financing work without adequately 
informing the board) and had not provided the board in timely fashion with valuation 
materials that would be sufficient to permit them to be informed—and, when furnished, 
the materials made the acquiror’s offer appear more favorable than it actually was. The 
court, emphasizing the investment bankers’ gatekeeper role in the sale process, stated 
that the potential for aiding and abetting liability for investment bankers would “create a 
powerful financial reason for the banks to provide meaningful fairness opinions and to 
advise boards in a manner that helps ensure that the directors carry out their fiduciary 
duties when exploring strategic alternatives and conducting a sale process, rather than 
in a manner that falls short of established fiduciary norms.”

Expansion of Aiding (continues on next page)
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n	Tibco. Also last year, in In re Tibco Software Stockholders Litigation, the Chancery 
Court, citing Rural Metro, noted that plaintiffs can recover damages from aiders and 
abettors even when the liability of the directors who breached their fiduciary duties 
are exculpated under the company’s charter. Vice Chancellor Parsons denied the 
stockholder plaintiffs’ motion for an injunction blocking a merger in which, allegedly, a 
mistake in calculating the consideration resulted in an understated per share merger 
price. The court noted that damages would be readily ascertainable and recoverable, 
even though the directors who made the mistake would be exculpated from liability for a 
breach of their duty of care.

Wilmington Trust. In Wilmington Trust:

n	“Gatekeeper” characterization for auditor and management company. 
Vice Chancellor Parsons characterized the independent auditor and the management 
company for four special purpose captive insurance companies as having a gatekeeping 
role for the companies.

n	New exception to an affirmative defense so that aiding and abetting claims can be 
made against “gatekeepers”. The Vice Chancellor found that, in the factual context 
presented, the legal doctrine of in pari delicto (discussed below) would have supported 
aiding and abetting claims only against insider fiduciaries and would have barred such 
claims against non-fiduciary third parties (such as an auditor or management company) 
engaged to provide services to the company. However, the court reasoned that “non-
fiduciaries like auditors, who occupy a position of trust and materially participate in 
the traditional insiders’ discharge of their fiduciary duties, are different from other third 
parties with whom the corporation may conduct business.” Based on that view, the Vice 
Chancellor created a new exception to the in pari delicto doctrine so that aiding and 
abetting claims would not be barred against third parties acting in a gatekeeper role.

n	Gatekeepers’ aiding and abetting conduct. Based on the allegations in the plaintiff’s 
complaint, the court found it reasonably conceivable, at the pleading stage, that the 
management company and the auditor had “knowingly participated” in a fraudulent 
scheme by the CEO (who was also a director and the sole stockholder) involving theft 
from the companies’ policyholders and misleading the regulatory authorities, as well as 
the breach of fiduciary duties by the other directors involving their not discovering and 
preventing the fraud. The auditor and the management company had together prepared 
the companies’ 2007 and 2008 audited financial statements. Noting that the processes 
relating to the 2007 statements were “replete with alleged irregularities”, the court found 
it was “reasonably conceivable” that both the management company and the auditor 
“knew something was significantly wrong within the [companies’] operations” and “knew 
that the directors were not informing themselves and not exercising their oversight 
responsibility”. 

 The court noted that the management company and the auditor were present when 
the audited financial statements for 2008 were approved by the board with little or no 

Expansion of Aiding (continued from previous page)

Expansion of Aiding (continues on page 28)
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Proposed Amendments to Delaware General 
Corporation Law: 

The Corporation Law Council, a committee of the Delaware State Bar Association (the 
“Council”), has proposed amendments to the Delaware General Corporation Law that would 
prohibit fee-shifting bylaws and would endorse forum selection bylaws. While amendments 
proposed by the Council almost invariably are adopted by the Legislature, the fee-shifting 
amendment continues to be controversial and it is difficult to predict whether the will be 
adopted. The forum selection amendment is expected to be adopted. If adopted, the 
amendments would be effective as of August 1, 2015.

The proposed amendments would prohibit fee-shifting bylaws.

Fee-shifting bylaws shift to shareholders the responsibility for the corporation’s costs and legal 
fees in responding to litigation by shareholders of certain intra-corporate claims (generally, 
claims in derivative securities and other litigation, claims for directors’ breaches of fiduciary 
duties, and claims relating to corporate governance) when the shareholders are not successful 
in the litigation. Approximately forty stock corporations (most of them Delaware corporations) 
have adopted fee-shifting bylaws since the Delaware Supreme Court’s 2014 ATP Tour 
decision, with many others waiting for further judicial or legislative developments to clarify 
the validity of these bylaws. ATP Tour upheld the validity of fee-shifting bylaws for non-stock 
corporations, but was silent as to whether they would be valid also for stock corporations. 
The proposed amendment would eliminate the uncertainty—prohibiting fee-shifting bylaws for 
stock corporations, while permitting them for non-stock corporations. (Non-stock corporations 
are corporations in which the ownership interests are represented by membership interests 
rather than shares of stock—a form that most not-for-profit corporations take.) The proposed 
amendment would not invalidate fee-shifting when included in an agreement signed by the 
stockholders to be bound.

The proposed amendment has been controversial and it is uncertain whether it will be adopted. 
The Legislature considered a prohibition on fee-shifting bylaws toward the end of its 2014 
session but deferred consideration of the issue to the current session after the business 
community strongly opposed the legislation. The opposition was based on a view that fee-
shifting should be permitted to deter baseless litigation. On the other hand, plaintiffs’ firms and 
others have claimed that fee-shifting would impinge on shareholder rights and improperly chill 
even meritorious lawsuits. The directive last year by the Delaware Governor to the Legislature 
to consider the issue indicated that he supports prohibiting fee-shifting. The Chief Justice of 
the Delaware Supreme Court has commented that fee-shifting does not make sense in the 
context of public companies. Chancellor Bouchard also has weighed in against fee-shifting, 

Fate of Amendment Prohibiting Fee-Shifting Bylaws is Uncertain; Endorsement of 
Forum Selection Bylaw Is Expected to Pass (But Delaware Must be Included as a 
Selected Forum)

Proposed Amendments (continues on next page)
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stating in dicta in a recent opinion that “no rational plaintiff’s lawyer – would risk having to pay 
the Defendants’ uncapped attorneys’ fees to vindicate the rights of the Company’s minority 
stockholders….”It is expected that the Legislature will not vote on the fee-shifting amendment 
until June, which is the end of the legislative session.

The proposed amendments would permit forum selection bylaws—but would require 
that Delaware be included as a forum.

Forum selection bylaws require that intra-corporate litigation be brought in a specified 
forum—typically the corporation’s state of incorporation. The proposed amendments expressly 
authorize the adoption of exclusive forum provisions, so long as the exclusive forum selected 
is Delaware or Delaware is included as one of the selected forums. In a change from 
the approach taken by the Delaware courts, the amendment would not allow a Delaware 
corporation to select another state as an exclusive forum (unless Delaware is also selected). 
The Council’s rationale, as stated in a white paper accompanying the proposals, is that the 
value of Delaware as a favored jurisdiction of incorporation is dependent on the Delaware 
courts’ ability to continue to oversee the development of its corporate law.

The Delaware courts have continued to affirm the validity of a Delaware corporation having an 
objective that intra-corporate claims be determined by Delaware courts interpreting Delaware 
law. As is the case currently, if the proposed amendment is adopted, forum selection bylaws 
will be subject to challenge with respect to the facts and circumstances under which they were 
adopted. In addition, the proposed amendment would not affect any forum selection provision 
included in an agreement signed by the stockholders to be bound.

Notably, the Delaware Supreme Court, citing the legitimate interest of Delaware corporations 
in having their litigation proceed in Delaware courts, recently held that a Delaware 
corporation’s affirmative response to a books and records inspection request in anticipation 
of litigation (under DGCL Section 220) could be conditioned on the stockholder’s agreement 
to use the information gathered only in litigation conducted in Delaware (United Technologies 
v. Treppel, Dec. 23, 2015). The court thus provided a “back door” route to Delaware forum 
selection even in the absence of a forum selection bylaw. 

We expect that more companies will adopt exclusive forum bylaws as part of their efforts to 
lower the costs, risks, and inefficiencies of multi-jurisdictional intra-corporate litigation. The 
issues that remain with respect to exclusive forum bylaws are: the extent to which other states 
will uphold these bylaws; what would constitute an “improper purpose” that would call into 
question the adoption of such a bylaw; and the impact on and reaction by stockholders, as 
well as the view of proxy advisory firms. We recommend that companies consider adoption 
of forum selection bylaws (whether or not the proposed amendment is adopted), keeping in 
mind the need to have conversations with the company’s major stockholders on the subject 
and to take into account the views of the major proxy firms. Notwithstanding that the Chancery 
Court has upheld the adoption of forum selection bylaws in the face of a change of control 
transaction, it is prudent to adopt these bylaws on a “clear day” (i.e., prior to a transaction 
process or other anticipated litigation).

Proposed Amendments (continued from previous page)

Proposed Amendments (continues on page 30)
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Continuing Increase in CFIUS’ Reach
The Annual Report recently delivered by the Committee on Foreign Investment in the United 
States (CFIUS) to Congress, covering calendar year 2013, indicates the expanding reach of 
CFIUS in scrutinizing risks to U.S. national security from foreign investment in the U.S., as 
well as the increased impact of CFIUS on the timing and substantive terms of cross-border 
transactions. The Annual Report reflects: 

n	A slight decrease in the number of notification filings. However, we note 
that, subsequent to 2013, the number of notification filings appears to have 
increased significantly.

n	A continuing increase in the percentage of covered transactions that provoke an 
investigation after the notification filing is made (49% in 2013, as compared to 39% in 
2012, with a trend of increases since 2008).

n	An increase in the percentage of transactions subjected to mitigation 
arrangements (11% in 2013, up from 7% in 2012).

n	An expansion in the scope of mitigation arrangements—with the Annual Report 
noting for the first time that among the reasons that submitted filings may be withdrawn 
(and the transactions abandoned) is that the parties may not want to agree to the 
mitigation arrangements proposed by CFIUS. In addition, the mitigation arrangements 
utilized in 2013 included a measure not seen in previous years—providing for U.S. 
Government review of certain business decisions and a right to object if the decisions 
raise national security concerns. (There has been speculation that this requirement 
is in response to the U.S. Government’s widely noted apprehension about the use of 
telecommunications equipment from certain non-U.S. vendors, and it is expected that 
that it will be utilized only in limited circumstances.)

n	The continuing development and maturation of a CFIUS infrastructure to ensure 
compliance with mitigation arrangements. Importantly, CFIUS member agencies 
have taken a number of steps to enhance their ability to monitor compliance with 
mitigation arrangements—including periodic reporting, on-site compliance reviews, third 
party audits (when required by the mitigation arrangements) and investigations.

n	Continuing increased importance of China. China accounted for the highest number 
of notification filings under CFIUS in 2013 (21%), as it had in 2012 (23%). The volume 
of filings from China is consistent with the conclusion of the recent report published by 
the U.S.-China Economic and Security Review Commission that a number of factors 
are likely to lead to significant Chinese investment in the U.S. Japan accounted for the 
second highest number of filings in 2013 (18%).

n	Efforts to obtain “U.S. critical technologies”. In a change from 2012, in connection 
with the requirement that CFIUS consider the likelihood that there was a coordinated 

Continuing Increase in CFIUS (continues on next page)
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strategy among one or more foreign governments to acquire U.S. critical technology 
companies, the U.S. Intelligence Community (USIC) reported that there “may be” such 
an effort (whereas for the 2012 Annual Report the conclusion was that it was “unlikely” 
that there was such an effort). 

For more information, see our memorandum, “CFIUS submits Annual Report to Congress—
data highlight extent of CFIUS’ reach” (March 2, 2015). n

Continuing Increase in CFIUS (continued from previous page)

Vice Chancellor Laster Article—Posits Conflicts 
of Interest of Board Members Representing 
“Blockholders” With Short-Term Interests

In a recent article in the Business Lawyer, Vice Chancellor Laster (with co-author John Mark 
Zaberkiewicz) indicated his view that directors who represent stockholders with short-term 
investment horizons, such as activist investors with an agenda of increasing the near-term 
stock price of the company or venture capitalists seeking a quick exit from their investment, 
face a possible conflict of interest in connection with their fiduciary duties to the corporation to 
maximize value for the long-term.

By contrast with the view expressed in the article, entitled “The Rights and Duties of 
Blockholder Directors,” the general view—and the specific judgment of the Delaware Supreme 
Court—has been that, with respect to any transaction approved by a board, so long as a 
majority of the directors are independent (which is not affected by who nominates them) and 
disinterested, it is up to the directors themselves to determine the time horizon for maximizing 
stockholder value. Under this usual conceptual framework, there is no conflict among 
stockholders so long as there are not different classes of stock with competing interests, no 
special treatment of specific shares or stockholders, and no unusual circumstances indicating 
that the controller was willing to accept less than a fair price because of overpowering 
personal issues such as an especially critical need for liquidity.

In the Chancery Court’s Morton decision (2013), for example, relating to the sale of Morton’s 
Restaurant Group to Landry’s, then-Chancellor Strine found that a private equity firm with 
a 28% stake, although it had a finite investment horizon, was incentivized to maximize the 
exit price and therefore had no conflict of interest with the minority stockholders. The court 
indicated that that judgment would apply so long as the minority stockholders received 
the same price per share and were not coerced and the controller did not have such an 
extraordinary need for liquidity that it could be inferred that he would be willing to sell at a “fire 
sale” price.

Vice Chancellor Laster Article (continues on next page)
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In the article, the Vice Chancellor indicates his view that directors have a fiduciary duty to 
maximize stockholder value over the long-term. He explains that: “[A] Delaware corporation[‘s] 
… existence is perpetual. Capital that is provided to the corporation in exchange for an equity 
interest in the corporation … is permanent capital. The directors’ fiduciary duties therefore 
require that they maximize tha value of the corporation over the long term for the benefit of 
the providers of long-term (i.e., presumptively permanent) capital.” On that basis, he writes, 
directors who represent a particular block of stockholders with short-term value maximization 
goals could have a conflict of interest in meeting their duties to the corporation to focus on 
long-term value and their duties to the stockholder block to focus on short-term value. 

This view would:

n	 represent a significant change in current law with respect to the independence of 
directors—characterizing directors who represent an investor block with short-term 
interests as having a conflict of interest with respect to their duties to other stockholders; 
and

n	 represent a significant departure from the courts’ trend toward increased use of business 
judgment rule review and broad deference to the decisions of independent directors 
under the business judgment rule, creating a new class of cases that would be subject to 
entire fairness review. n

Vice Chancellor Laster Article (continued from previous page)

Factors Court Finds “Troubling” When Selling a 
Company that has a Controlling Stockholder—
Virtus v. Eastman Chemical

While the Delaware courts’ recent trend of increased deference to independent directors’ 
decisions has extended to situations where a controlling stockholder has been involved, Virtus 
v. Eastman Chemical (Feb. 11, 2015) indicates the limits of the inclination to deference in a 
situation where a controller is involved in the sale of a company to a third party and the factual 
allegations raise serious issues about the controller’s conduct. 

The Chancery Court reached its decision on jurisdictional grounds without any finding on the 
fiduciary claims made. However, the court’s tone in its gratuitous recitation of the detailed 
facts of the case is important in indicating the court’s negative view of the target board’s and 
bankers’ conduct. 

The company, which faced a liquidity crisis and ongoing financial deterioration, but which 
appeared to have reasonably good longer term prospects, was controlled by a private equity 

Factors Court Finds (continues on next page)
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fund manager (the “Fund Manager”). The Fund Manager had already extended the fund’s 
expiration twice (which was the maximum allowed under the fund’s agreements), hoping for a 
turnaround of the company, which represented the fund’s largest investment. The fund had held 
the investment for 12 years. 

Generally, absent special circumstances, the courts have found no conflict of interest 
between a controller and the other stockholders, even when the controller seeks liquidity of 
its investment. The rationale has been that the controller may be more motivated than other 
stockholders to sell, but that, once the decision to sell is made, the controller has an identity 
of interest with the other stockholders in seeking to maximize the price. The only exceptions 
to the rule have been when the controller does not have an identity of interest with the other 
stockholders because the controller’s need for liquidity is so extreme that it can be inferred that 
the controller would be willing to sell at a price below what other stockholders would accept, 
or when the controller will receive special benefits in the transaction that would outweigh its 
interest in obtaining a better price for the shares.

Here, the court indicated that the Fund Manager may not have had an identity of interest with 
the other stockholders because:

n	 there was strong evidence that he had reached the point that he wanted to sell at any 
price; 

n	he then actually controlled the board’s decision to sell; and

n	 the sale was at a price that appeared to significantly undervalue the company because, 
the allegations suggested, the bankers work product (produced while they faced a conflict 
relating to their simultaneously discussing future engagement by the buyer) was poor. 

Given these factors, even though the board acted through a special committee of three 
directors who on their face were independent, and the sale process included a solicitation of 
interest from numerous parties, the court was critical of the board and the bankers.

The court indicated that the following facts supported its critical view of the process:

n	 the Fund Manager appointed his personal friend to the board and directed him to ensure 
a sale at any price;

n	 there was strong evidence that it was not a good time to sell the company; 

n	 the friend was appointed as lead negotiator and the liaison between the board and the 
bidders and the Fund Manager continually contacted the friend to confirm that he was 
following the plan to ensure a sale;

n	 the price was far below earlier indications of interest the company had received; and 

n	 the valuation used by the board, and the bankers’ work in general, was faulty.

Factors Court Finds (continued from previous page)
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The court criticized the bankers for:

n	not valuing one asset that was of little value to the company or the other bidders but that 
was the primary asset that the acquiror wanted;

n	using multiples and a discount rate that the court characterized as far outside the range 
of reasonableness; 

n	 formulating a valuation that bore no relation to the comparables; and

n	compromised independence—caused by the acquiror having contacted the bankers 
to speak about future work for the acquiror at the same time the bankers were being 
engaged by the target company. Even though once engaged the bankers disclosed the 
discussions to the target company board, the court emphasized its concern about the 
conflict created by the contacts. This concern appeared to be heightened by the court’s 
view of the “unreasonable” work then performed by the bankers, as well as certain leaks 
of information to the acquiror from the bankers about the sale process. 

The case underscores the court’s general approach that, although a board is constrained 
when a controller is involved since a controller can block alternative transactions, the key is 
whether the board tried to achieve the best result possible for all of the stockholders. n

Factors Court Finds (continued from previous page)

Implied Covenant of Good Faith Generally Will Not 
Apply to Post-Closing Earn-out Obligations—Fortis v. 
Dialog Semiconductor

Fortis v. Dialog Semiconductor (Jan. 30, 2015) follows a line of recent cases highlighting the 
Delaware Chancery Court’s reluctance to apply an implied covenant of good faith to operate 
an acquired business to achieve earn-out targets. In Fortis, the court again rejected claims 
that the buyer had breached a covenant of good faith when the buyer did not take actions that, 
according to the sellers, would have been “reasonable” to take as part of a good faith effort to 
achieve the post-closing performance targets that would trigger earn-out payments. 

The sellers claimed that the buyer had breached the specific post-closing covenants in the 
merger agreement—or, in the alternative, that an implied covenant of good faith governed the 
buyer’s post-closing actions with respect to meeting the earn-out targets and that the buyer 
had not taken reasonable actions to cause the targets to be met. The court left for future 
proceedings a determination as to whether any of the actions constituted a breach of the 
post-closing covenants specified in the agreement and addressed here only the claim that an 
implied covenant of good faith applied.

Implied Covenant (continues on next page)
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The court ruled that no implied covenant of good faith applied and that the buyer was obligated 
or restricted in its post-closing conduct only as stated in the post-closing covenants actually 
included in the merger agreement. The court stated that a covenant of implied good faith will be 
applied to action (or inaction) by the buyer only if the reason the situation was not specifically 
covered in the merger agreement was that the situation was not foreseeable at that time, thus 
creating a “gap” in the merger agreement that should be “filled by the implied covenant.” 

The Fortis plaintiff claimed that the following actions by the buyer breached the implied good 
faith covenant: failing to replace the CEO after he was terminated; failing to replace the sales 
staff after it was terminated; not building inventory and supply chains; not properly managing the 
development and introduction of a lower price point LED lighting solution; directing employees 
not to actively market the businesses’ LED products; and failing to dedicate adequate manpower 
and resources to certain customer accounts. 

The merger agreement included specific covenants relating to the operation of the business 
during the earn-out period, such as requirements to: maintain the business as a stand-alone 
business; maintain stand-alone pricing; maintain R&D; not divert business opportunities; and not 
shift revenue to other periods. The agreement also specified a general obligation on the buyer to 
use “commercially reasonable best efforts” to operate the business to achieve the earn-out. As 
noted, the court did not address whether the claims made reflected a breach of these specific 
covenants or of the best efforts obligation, ruling only that an implied covenant of good faith 
would not apply.

Practice points.

n	A seller will want to include, with respect to an earn-out agreement:

n post-closing operating covenants relating to the operations of the specific business 
sold that are as specific and thorough as possible;

n a general “best efforts” obligation with respect to achievement of earn-out targets; and 

n if possible, veto power over express activities that could depress earnings.

n	A buyer will want the seller to agree that the seller is not relying on any statements, 
commitments or agreements except as specifically set forth—in order to further eliminate 
any argument by the seller later that it relied on discussions with or “commitments” from the 
buyer as to its post-closing operations other than as set forth in the agreement. n

Implied Covenant (continued from previous page)
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Court affirms AbbVie’s right to have taken the risk 
of entering a tax inversion transaction. In SEPTA v.  
AbbVie (April 15, 2015), the Chancery Court rejected 
the AbbVie stockholders’ request under DGCL Section 
220 to obtain books and records as part of an effort to 
demonstrate that the risk of the loss of the tax advantages 
inherent in a merger with Shire (a Jersey entity) was so 
substantial and obvious that the directors breached their 
fiduciary duties by entering into the merger agreement. 
The court found no credible basis that actionable 
corporate wrongdoing on the part of the directors had 
occurred. AbbVie had entered into the merger agreement 
at least in part to obtain the tax advantages of a tax 
inversion transaction under the then interpretation of U.S. 
law as enforced by the Treasury Department. Before 
closing of the merger, that interpretation changed and 
the tax advantages were eliminated. The AbbVie board 
then decided to withdraw from the merger and to pay the 
resulting substantial breakup fee. “[The plaintiffs] have 
shown only that the directors took a risky decision that 
failed at substantial cost to the stockholders. Evaluating 
risk is the raison d’être of a corporate director…. [F]ulfilling 
that function poorly, without more, is not actionable under 
our law,” Vice Chancellor Glasscock wrote. The court 
noted that there was no indication that the directors had 
not been independent and disinterested or had acted in 
bad faith.

Thomson Reuters report. A first quarter 2015 Thomson 
Reuters report indicates that:
n Worldwide M&A activity was up 25% over first quarter 

last year (with a focus on large cap deals and especially 
strong activity in the healthcare sector, as well as 
telecomm and real estate).

n U.S. M&A activity was at a first quarter 15-year high and 
cross-border M&A activity was up 10%.

n Asia-Pacific M&A activity reflected the strongest first 
quarter on record.

Cornerstone reports. The latest Cornerstone reports, 
issued in February and March 2015, found that:
n During 2014, consistent with recent years, 93% of M&A 

transactions were challenged in litigation.

n However, each deal attracted a smaller average number 
of lawsuits and involved fewer jurisdictions than in 
recent years:

n 60% of contested transactions had lawsuits filed 
in only one jurisdiction; 

n a mere 4% of contested transactions had suits 
filed in more than two jurisdictions (the lowest 
number since 2007); and

n the average number of suits per deal declined to 
4.5 (from 5.2 in 2013)—the lowest annual rate 
since 2009.

n There were fewer deals valued below $1 billion that were 
challenged (89%, down from 94% in 2013).

n Similar to prior years, about 80% of settlements 
reached in 2014 provided only additional disclosure 
(with payments to shareholders being made in only six 
cases). Only one case challenging an M&A transaction 
went to trial in 2014 (resulting in a $76 million damages 
award). Fewer suits than in the past were resolved 
before the underlying M&A transaction closed—59% of 
challenged deals, down from 74% in 2013 (the lowest 
level since 2008).

n While securities class action filings and settlements 
remained relatively unchanged from 2013 to 2014 (and 
below recent historic norms), there was a 47% increase 
in the number of suits based on financial reporting and 
accounting claims and almost half of these filings related 
to revenue recognition restatements. The rise coincides 
with the SEC’s increased enforcement efforts with 
respect to financial reporting and accounting issues; and 
Cornerstone found that the existence of a parallel SEC 
action was associated with higher settlement amounts.

WilmerHale report on shark repellents. A recent 
WilmerHale study indicated that:
n 80-85% of 2012-2014 initial public offerings provided for 

a classified board of directors (up from 50-73% in the 
2007-2011 period).

n A multiple class capital structure was included in 
10% of the IPOs in 2014—down from 13% and 18%, 
respectively, in 2012 and 2013, but still up from a range 
of 0% to 5% in the 2007-2010 period (and equal with the 
number in 2011). n

M&A Notes
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the merger itself—the court typically has relied primarily or exclusively on a Discounted Cash Flow (DCF) analysis. The 
court has also relied at times on analyses of comparable companies and transactions as a check on the DCF analysis 
results—but has considered the merger price, when considered at all, as a factor secondary to the financial analyses.

In a departure from common practice, Vice Chancellor Glasscock found in Huff v. CKx (Nov. 1, 2013) (affirmed by the 
Supreme Court in a ruling issued without an opinion (Feb. 12, 2015)) that the merger price was the best indicator of the 
fair value of the CKx dissenting shares. Vice Chancellor Glasscock again found the merger price to be the best indicator 
of fair value in his appraisal of the dissenting shares in In re Appraisal of Ancestry.com (Jan. 5, 2015). Notably, in Laidler 
v. Hesco (June 25, 2014)—the appraisal case decided by the Chancery Court between CKx and Ancestry, which has 
attracted far less attention and commentary—Vice Chancellor Glasscock rejected use of the merger price in determining 
appraised fair value on the basis that the transaction there, by contrast with CKx, had been “nothing like” an arm’s length 
competitive process. Under those circumstances, the court stated, the merger price, which had been “decided by the 90 
percent parent”, was not a reliable indicator of value. 

Based on these recent cases, and in particular the Supreme Court’s endorsement of the CKx decision, we can expect that 
the merger price may be used as the primary or even exclusive factor in determining appraised fair value more often—but, 
nonetheless, absent further developments, only when the standard financial analyses available are particularly unreliable 
(i.e., there are no ordinary course projections or sufficiently comparable companies or transactions available) and the sale 
process was conducted at arm’s length and with an effective market check. 

Failure to Adjust the Merger Price When Used to Determine Fair Value.

A critical issue that arises when the merger price is considered in determining fair value in an appraisal proceeding is that 
the Delaware appraisal statute requires that fair value be determined exclusive of “any element of value arising from the 
accomplishment or expectation of the merger.” Thus, presumably, in determining appraised fair value, there should be an 
adjustment downward from the merger price to exclude the impact on value of expected merger synergies and to exclude 
value attributable to the control premium reflected in the merger price, and an adjustment upward to account for any non-
merger-related increase in value between the signing and closing of the merger. 

In CKx, however, the court declined to make any adjustments. The court reasoned that there was no evidence as to 
whether or not value arising from the merger itself had been included in the merger price, as there was no indication that 
the cost savings attributable to the merger could have been accomplished only through the merger or that the buyer had 
included the cost savings when determining the merger price. The issue of exclusion of the value of a control premium 
was not addressed.

In Ancestry, the court again gave only glancing attention to the issue of adjustments to the merger price, noting simply that 
the acquiror, as a financial buyer, “had no apparent synergies”. The court relied on a DCF analysis as a “double-check” on 
the merger price’s reflection of value, stating that it derived comfort in using the merger price because the DCF result was 
within a few cents of the merger price. 

We have discussed previously the difficulties inherent in determining what is a merger synergy and how to quantify its 
value. Similar complexity is inherent in determining the amount of the merger price that reflects a control premium—as 
well as how much of a control premium is simply attributable to the sheer volume of purchases of shares in a merger (as 
opposed to the value of control). We have noted in previous memoranda and articles that these difficulties may underlie 
the courts’ previous reluctance to use the merger price at all as a basis for determining appraised fair value. (See, e.g., 
our article, “Delaware Appraisal: Practical Considerations” (Oct. 17, 2014).) To the extent that the court follows the CKx 
precedent and the merger price may be more frequently used as a primary or the exclusive factor in determining fair 
value, we expect that the parties in appraisal proceedings and the courts will have to grapple more often with the difficult 
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and uncertain issues relating to adjustments for merger synergies, control premiums, and post-signing pre-closing 
developments. 

In anticipation of this development, a party to a merger possibly should seek to quantify the merger synergies and 
control premium aspects of the merger price and to negotiate an agreement with respect to these values in the merger 
agreement—particularly in the case of a strategic buyer (where merger synergies are likely). The utilization of this 
technique may, of course, be limited because of lack of guidance from the court and the difficulties in deriving estimates 
that the parties will agree to.

Proposed amendment to the appraisal statute to permit tolling of statutory interest.

Under DGCL Section 262(h), interest is payable on an appraisal award, from the effective date of the merger through 
the date of payment of the award, at a rate that is 5 percent over the Federal Reserve discount rate. In CKx, after the 
court had determined that fair value would be based on the merger price, but then extended the proceedings so that 
the parties could submit evidence supporting any adjustments that should be made to the merger price, CKx sought the 
court’s permission to pay the merger price and toll the further accrual of the statutory interest on that undisputed portion 
of the ultimate appraisal award. The Chancery Court held that it did not have statutory authority to toll the interest; and the 
Supreme Court has affirmed that holding. 

The Delaware Legislature is currently considering an amendment to the Delaware statute to permit tolling of the interest 
in a case, such as CKx, where the respondent company wishes to pay a part of the anticipated appraisal award before 
the proceeding has been completed in order to toll the further accrual of the statutory interest on that amount. In the event 
the amendment is adopted, a number of new practical and strategic factors will have to be considered in a company’s 
determination whether, when, and how much to pay in advance of the final determination of an appraisal award. (See our 
memorandum, “Proposed Appraised Statute Amendments Would Permit Companies to Lower Their Interest Cost” (March 
23, 2015).) We discuss below the likely effect of the amendment, if it is adopted, on appraisal arbitrage.

Other developments.

A development that occurred early in the first quarter of 2015 (and that we discussed in our article on appraisal in the Fried 
Frank 4th Quarter 2014 M&A Quarterly (published in January 2015)) was the Chancery Court decision in Merion Capital v. 
BMC Software (Jan. 5, 2015)—which confirmed the December 2014 holding in In re Appraisal of Dole Food Company—
that a dissenting shareholder who purchases shares after the record date for the stockholder vote on the transaction need 
not prove that the shares were voted against the transaction in order to exercise appraisal rights. 

In early April 2015, a group of corporate law firms submitted a joint letter to the Delaware Corporate Law Council urging 
that the Legislature amend the appraisal statute to override these decisions and make appraisal rights unavailable to 
shareholders who have no right to vote on (and therefore dissent from) the underlying transaction. The firms advocate that 
appraisal rights be denied to anyone who purchases shares of the target company after announcement of a transaction 
or, at a minimum, after the record date for the vote on the transaction. There is no indication at this point that there is 
momentum within the Legislature for consideration of the approach advocated by the law firm group.

A separate development was the Chancery Court’s broad discovery order in Dole requiring that the petitioning 
stockholders produce all pre-litigation valuation or analytical materials that they had prepared, reviewed, or otherwise 
considered when deciding whether to purchase or sell the target company’s shares or to seek appraisal.
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Effect on appraisal arbitrage.

A statutory amendment—such as the one advocated by the group of law firms, as noted above—that would eliminate 
appraisal rights for shareholders who buy their shares after announcement of (or, alternatively, after the record date 
for the stockholder vote on) a transaction likely would cause a significant reduction in appraisal arbitrage.  However, 
there is no indication that the Legislature is considering any such amendment. The amendments being considered by 
the Legislature, to permit the tolling of statutory interest, if adopted, would, in our view, be likely to discourage appraisal 
arbitrage to some extent. After all, in CKx, the petitioner waited about four years, and in Ancestry, the petitioner waited 
over two years—just to have the court determine that the appraised value was the same as the amount the acquiror had 
paid in the merger years earlier. In addition, the Supreme Court’s affirmation of the use of the merger price to determine 
fair value may discourage appraisal claims to the extent that there is a perception that there is an increased risk of the 
court determining fair value to be equal to (or below) the merger price. 

However, in our view, the current developments in the use of the merger price in determining fair value and (if adopted) 
the proposed tolling of interest are not likely to result in a significant reduction in appraisal arbitrage or the volume of 
appraisal claims because:

n Use of the merger price in determining fair value will likely continue to be limited. Based on CKx, Laidler, and 
Ancestry.com, the circumstances in which the merger price will be considered a key factor in determining appraisal 
should continue to be limited—i.e., where the merger is a third party transaction with a robust sale process and 
reliable results from standard financial analyses are unavailable. (Notably, these are the very cases least likely to 
result in a determination of fair value in an appraisal that is significantly higher than the merger price.)

n Complexity relating to merger price adjustments will highlight the possibility of fair value determinations 
below the merger price. As discussed above, we expect that any increased use of the merger price as a basis for 
fair value will underscore the complexity of the adjustments required by statute—which will lead to more uncertainty 
as to whether appraised value could be below the merger price in any given case (particularly in the case of 
strategic transactions with significant expected synergies). 

n The tolling of interest and the utilization of the merger price to determine fair value will likely discourage 
“weaker” appraisal claims but not “stronger” claims—and thus are likely to drive appraisal activity to the 
“right” situations. While there has been much commentary about “above-market statutory interest” encouraging 
appraisal arbitrage, it is not at all clear that the interest rate actually is “above-market” for all relevant purposes, nor 
that tolling would make a significant difference. Our view is that the proposed amendment to permit the tolling of 
interest, if adopted, and the utilization of the merger price to determine fair value, if increasingly prevalent, would 
likely reduce the volume of “weaker” appraisal claims (i.e., those that are made with respect to transactions that are 
unlikely to result in an appraisal award that is significantly higher than the merger price) and would not reduce the 
volume of “strong” claims. At the same time, we believe that the number of shares included in strong cases likely 
would increase and that the settlement of strong cases likely would become more difficult and unlikely as a large 
upfront payment made by the company during an appraisal proceeding would reduce the incentive a company now 
has to settle to avoid continued accrual of the statutory interest.

These developments highlight the trend we have identified in previous publications—that appraisal awards significantly 
above the merger price are likely in “interested” transactions without a robust sale process but not likely in arm’s length 
third party transactions with a robust sale process. As discussed, we expect that the key effect of recent developments 
will be not to reduce the volume of appraisal activity significantly, but to drive appraisal activity to those deals where there 
is the greatest potential for awards significantly higher than the merger price.
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We have updated below (to include the most recent appraisal decisions) the charts included in certain of our previous 
memoranda.

Please see our previous memoranda relating to appraisal and the topics discussed above:

n “Proposed Appraisal Statute Amendments Would Permit Companies to Reduce Their Interest Cost” (March 23, 2015) 

n “Chancery Court’s Use of the Merger Price in Determining Fair Value in Appraisal Actions—What Will the Impact Be?” 
(Feb. 10, 2015)

n “Delaware Appraisal Decisions—Merger Price and Market Price are Relevant Indications of Appraised Value; Internal 
Valuation Materials Must Be Produced; and a Dissenting Stockholder Who Bought Shares After the Record Date Need 
Not Prove How the Shares Were Voted” (Fried Frank M&A Quarterly 4th Quarter 2014)

n Delaware Appraisal: Practical Considerations” (Oct. 17, 2014) (published by the American Bar Association)

n “New Activist Weapon—The Rise of Delaware Appraisal Arbitrage: A Survey of Cases and Some Practical Implications” 
(June 18, 2014)

Delaware Appraisal Decisions 2010 – Feb. 2015: Premium Over Merger Price

Date Case Appraisal 
amount higher 
than merger 
price

Premium 
over merger 
price 
represented 
by appraisal 
amount

Estimated 
additional 
premium over 
merger  price 
represented 
by statutory 
interest

Number of 
years from 
merger 
date to 
appraisal 
decision

Sale process 
included market 
check and minority 
shareholder 
protections

INTERESTED TRANSACTIONS
5/12/14, 6/25/14 Laidler v. Hesco Yes 86.6% 24.7% 2.5 None

9/18/13 In re Orchard Enterprises Yes 127.8% 36.1% 2.0 - 

6/28/13 Towerview v. Cox Radio Yes 19.8% 26.9% 3.9 Weak

4/23/10 Global v. Golden 
Telecom

Yes 19.5% 14.7% 2.2 Weak

2/15/10 In re Sunbelt Beverage Yes 148.8% 213.8% 12.4 None

DISINTERESTED TRANSACTIONS
1/30/15 In re ancestry.com No 0% 2.1 - 

11/1/13, 5/19/14, 
2/12/15

Huff v. CKx No 0% 12.7% 2.3 - 

7/8/13 Merion v. 3M Cogent Yes 8.5% 14.3% 2.6 - 

3/18/13 IQ v. Am. Commercial 
Lines

Yes 15.6% 13.7% 2.3 - 

4/30/12 Gearreald v. Just Care No (14.4%) 11.7% 2.6 - 
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Delaware Appraisal Decisions 2010 – Feb. 2015: Valuation Methodologies Used

Date Case Merger 
consideration 
(per share)

Court’s valuation 
method/appraised 
amount

Petitioner’s valuation 
method/proposed value

Respondent’s valuation method//
proposed value

INTERESTED TRANSACTIONS
6/25/14 Laidler v. Hesco $207.50 DCCF 

$387.24
DCCF 
$515

DCCF (Primary) Comparable 
Companies Comparable 
Transactions Merger Price 
$205.30

7/18/13 In re Orchard 
Enterprises

$2.05 DCF 
$4.67

DCF 
$5.42

DCF (1/3) Comparable 
Companies (1/3) Comparable 
Transactions (1/3) $1.53

6/28/13 Towerview v. 
Cox Radio

$4.80 DCF 
$5.75

DCF 
$12.12

DCF (Primary) Comparable 
Companies Merger Price $4.28

4/23/10 Global v. Golden 
Telecom

$105 DCF 
$125.49

DCF 
$139

DCF 
$88

2/15/10 In re Sunbelt 
Beverage

$45.83 DCF $114.04 
Comparable 
Companies 
Comparable 
Transactions 
($104.16)

DCF 
$114.04

DCF $36.30 Asset Based 
($42.12) Earlier Sunbelt 
Transaction ($45.83)

DISINTERESTED TRANSACTIONS
1/30/15 Ancestry.com $32.00 Merger Price $32.00  

DCF 
$31.79

DCF 
$43.05

DCF 
$30.63

11/1/13, 
5/19/14,  
2/12/15

Huff v. CKx $5.50 Merger Price 
$5.50

DCF (60%) Comparable 
Companies Comparable 
Transaction (40%) 
$11.02

DCF 
$4.41

7/8/13 Merion v. 3M 
Cogent

$10.50 DCF 
$10.87

DCF 
$16.26

DCF (1/3) Comparable 
Companies(1/3) Comparable 
Transactions(1/3) $10.12

3/18/13 IQ v. Am. 
Commercial 
Lines

$33.00 DCF 
$38.16

DCF Comparable 
Companies Comparable 
Transactions $45.01

DCF Comparable Companies 
Comparable Transactions $25.97

4/30/12 Gearreald v. 
Just Care

$40M 
(Whole 
Company)

DCF 
$34.24M

DCF 
$55.2M
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Over-Reaction to Court’s Use (continues on next page)

Underscores need for explicit waiver of appraisal rights in, and compliance with the terms 
of, a drag-along provision 

In a separate appraisal-related development, in Halpin v. Riverstone (Feb. 26, 2015), the Delaware Chancery Court 
raised—and left open—the issue whether common stockholders, by agreeing to a “drag-along” provision in an 
agreement among stockholders, waive their statutory appraisal rights. 

The court, finding that the controlling stockholder had not properly exercised its drag-along right, noted—but left 
unanswered—two important issues relating to the waiver of appraisal rights by minority stockholders:

n Can a minority stockholder agree to waive its statutory right to appraisal?

n Assuming a stockholder can agree to waive its statutory right to appraisal, does its agreement to a drag-along 
provision implicitly constitute a waiver of appraisal rights?

A drag-along provision requires minority stockholders to vote in favor of and participate in a transaction if requested 
to do so by the majority stockholder. On the other hand, the exercise of appraisal rights requires that the shares 
not have been voted in favor of the transaction and that the merger consideration not have been received. Thus, 
if common stockholders can legally agree in advance to waive statutory rights for consideration to be determined 
later by a controlling stockholder, then, arguably, a drag-along provision (because the affirmative vote requirement 
precludes the dissent from the merger required for the exercise of appraisal rights) would effectively result in the 
waiver of appraisal rights. 

While drag-along provisions are common in stockholder agreements between controlling stockholders and minority 
stockholders, no Delaware decision has determined whether common stockholders may agree in advance to waive 
their statutory right to appraisal. The court did not answer this question in Halpin. In addition, while the court noted 
in Halpin that a contractual waiver of a statutory right, where permitted, is effective only to the extent clearly set forth 
by the parties in the contract, the court also did not answer the question whether the absence of an express waiver 
of appraisal rights in the Halpin drag-along provision was itself fatal. Instead, the court found it unnecessary to 
decide these issues because it concluded that the majority stockholder had not properly invoked the drag-along right 
and that, therefore, the minority stockholders were not obligated to vote in favor of the merger and thus could seek 
appraisal rights. 

The drag-along provision in Halpin provided that, when the 91% controlling stockholder “propose[d]” to enter into 
a change of control transaction, the controller could, on providing “notice in advance” to the minority common 
stockholders, require that the minority stockholders vote in favor of the transaction. The court interpreted the notice 
provision as requiring that the notice be received prior to a stockholder vote on the merger. The controller, however, 
provided notice only after it had already approved the merger by written consent and had consummated the merger. 
The notice stated that the controller had “exercised its drag-along right” and was now requiring that the minority 
stockholders execute a written consent approving the merger. The drag-along provision did not include an explicit 
waiver of appraisal rights. 

Court Leaves Open Whether Appraisal Rights May Be Waived By Agreement—
Halpin v. Riverstone 

Over-Reaction to Court’s Use (continued from previous page)
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The court presumed for purposes of its analysis that, as the company had argued, the sole purpose of the drag-
along was to accomplish a waiver of appraisal rights. The court held that, given the requirement in the drag-along 
provision that advance notice of the merger be given, the drag-along required that notice be given prior to a vote 
on the merger. The court further determined that by itself approving and consummating the merger, and only then 
requesting that the minority stockholders sign a written consent approving the merger retrospectively, the controller 
was seeking action that the drag-along did not provide for. Even assuming the validity of appraisal waivers, then, 
contractual compliance was not effected and the minority stockholders were free to exercise appraisal rights, 
according to the court.

Thus, after Halpin, it remains an open question whether a drag-along provision would be enforceable if it (i) clearly 
provides for forfeiture of appraisal rights by common stockholders and (ii) is exercised properly. (The court noted 
that, by contrast, it is well established Delaware law that preferred stockholders may contractually waive appraisal 
rights—because their rights are derived largely by contract whereas common stockholders’ rights are mainly 
governed by statute and the common law relating to fiduciary relationships).

Practice points. Controllers seeking to enforce a waiver of appraisal rights through a drag-along should:

n include in the drag-along agreement an explicit acknowledgment by the minority stockholders that they waive 
their appraisal rights if the drag-along is invoked; and

n exercise the drag-along precisely in accordance with its terms—for example, if the drag-along calls for a vote 
in favor of the merger, request the vote before the controller itself approves and consummates the merger, and 
comply with any prescribed time periods or other requirements of the drag-along provision. n

Over-Reaction to Court’s Use (continued from previous page)

SEC Appears to Broaden Focus (continued from page 3)

SEC Appears to Broaden Focus (continues on next page)

make no sense to risk a proxy statement violation in an effort to avoid a 13D violation.

n Key step: discussions with others. Depending on the facts and circumstances, based on the Orders, discussions 
with other parties could trigger a 13D amendment obligation, depending on the purpose of the discussions, their 
detail and their outcome. We note, for example, that discussions with possible financing sources to determine the 
feasibility of financing should not require disclosure until at least the financing source indicates its willingness to 
proceed and provides, at a minimum, an outline of the terms. A review by an investment banker as to the feasibility 
of a transaction should be subject to the same analysis. On the other hand, indicating to the target a serious 
consideration of making a bid would push the needle closer to required disclosure.

n Disclosure of very preliminary steps; advisors’ role. There is a risk that the SEC’s “new” view could lead 
to required disclosure of preliminary and tentative consideration of possible transactions—with significant 
consequences for corporate and personal planning. A practical issue is that the emails, conversations and 
considerations that occur at preliminary stages of thinking about a possible transaction often occur before advisors 
are consulted. Legal advisors should seek to make their clients sensitive to these disclosure issues so that they will 
be aware before any transaction is potentially considered. 
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n Changes in generic disclosure. The SEC’s position is that generic disclosure covering the possibility of 
consideration of various transactions must be amended to be updated when a specific transaction is actually being 
considered. Can a new form of generic disclosure be developed that provides a workable framework to satisfy 
concerns about disclosure of preliminary, non-substantial, non-material activity relating to a possible transaction? 
Would it be possible, for example, to craft general disclosure that would distinguish between (a) acts that constitute 
consideration of the feasibility and desirability of a plan or proposal and so are preparatory to adopting a plan 
or proposal (where generic disclosure should be sufficient) and (b) steps that are significant (for which specific 
disclosure would be appropriate)? 

n Should not affect 13(d) or 16(b) “group” issue. We note that the SEC’s view that preliminary discussions may 
require earlier disclosure in the 13D context (as reflected in Transaction #1, discussed below) should not affect the 
SEC’s view of when a 13(d) or 16(b) “group” is formed, as the case law has been clear that a group is not formed 
until there is an actual agreement. 

Background on Schedule 13D requirements. 

U.S. securities laws and regulations require that:

n Original filing. Any person or group that has acquired beneficial ownership of more than 5% of the stock of a 
public company must file within ten days of the acquisition a Schedule 13D with the SEC, publicly disclosing, 
among other things, the “purpose” of the acquisition, including any “plan or proposal” to cause an extraordinary 
corporate transaction (such as a going private transaction). “Passive” investors meeting the ownership threshold, 
who do not have any such plans, usually file a short-form Schedule 13G, and then file a 13D if they later develop 
such plans. 

n Amendment. A person who has filed a Schedule 13D must amend the filing within two business days after any 
“material” change or development affecting the disclosures in the filing. If an original 13D filing discloses that 
the filer has no plans to cause an extraordinary transaction, for example, but later formulates a plan or proposal, 
an amendment must be filed to update the disclosure. There is no specific standard or bright line test for what 
constitutes formulation of a plan or proposal. Moreover, the SEC’s position, as reflected in the Orders, is that an 
amendment is required even before a plan is formulated if there is a “material change” in the facts disclosed in 
the 13D. 

The question of whether a 13D filer had a plan or proposal respecting a merger of the target company was frequently 
litigated in the 1970s and 1980s. The outcomes of the litigation were very fact intensive and no bright lines for disclosure 
existed at that time or have been developed since. The courts have held generally that 13D disclosure of an acquiror’s 
purpose to obtain control is required even if there is no present plan to implement the control purpose. At the same time, 
the courts have struggled with the degree of specificity which must exist before an idea or an option under consideration 
or discussion rises to the level of a “plan or proposal” which must be disclosed. There has not been much in the way of 
recent litigation on 13D disclosure issues. The jurisprudence that exists, however, suggests that the courts may take a 
narrower view of the 13D amendment obligations than the SEC’s view reflected in the Orders (in particular with respect to 
Transaction #1, as discussed below).

The Orders—what types of actions may represent steps that are sufficient to trigger an amendment obligation. 
The Orders reflect the SEC’s view that the following actions, considered together, constituted sufficient steps toward 
formulating a plan to require that a 13D amendment had to be filed:
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n Transaction #1: The proxy statement for the going private transaction disclosed that the CEO/Chairman of the 
company (who was also a major stockholder) had begun to consider privatizing the company in October 2012. He 
did not file a 13D amendment until August 2013, when the plan was announced. The SEC took the view that the 
following steps he took in the month following the initial consideration of privatization triggered a 13D amendment 
filing obligation: 

n “studied the feasibility” of a going private transaction; 

n “reviewed” other going private transactions involving China-based issuers; and

n discussed a going private transaction with two other significant stockholders (who ultimately formed part of the 
consortium of shareholders that participated in the going private transaction). 

The Order stated that the steps listed above were sufficient in the SEC’s view to trigger a 13D amendment obligation. In 
addition, as stated in the Order, during the subsequent two month period, the following additional steps were taken: 

n discussions with attorneys and with other stockholders about submitting a going private proposal to the 
company’s board; and 

n submission of a “preliminary non-binding letter” to the board proposing to take the company private at a stated 
price per share. 

We note that the three steps described by the SEC as having triggered an amendment obligation were of a nature that 
typically would have been considered to be too preliminary in nature to trigger an amendment obligation. Certainly, 
in almost all cases, studying the feasibility of a transaction and reviewing other going private transactions would 
be considered too preliminary to require disclosure. Thus, it appears that the discussions with the two significant 
stockholders were the key factor in the SEC’s view that a 13D amendment was required at this point. (The Order does 
not indicate whether the SEC viewed the CEO/Chairman and the two stockholders with whom he had discussions as 
having formed a “group” at this point. Formation of a group certainly would require a 13D amendment.) Possibly, the 
SEC was also influenced here by the fact that discussions were held with additional stockholders and a proposal was 
submitted within just two months after these steps had been taken. 

In any event, Transaction #1 is more surprising than the other Transactions covered in the Orders in the preliminary 
nature of the steps that the SEC characterized as requiring a 13D amendment.

n Transaction #2: The proxy statement for the going private transaction, filed in September 2014, disclosed that the 
company had begun to consider privatizing the company in early 2011. The insiders had filed 13D amendments in 
April 2014 or, in most cases, in June 2014, when the proposal was made public. The SEC took the position that 
by January 2014 the insiders had taken the following specific steps, which indicated that they intended to take the 
company private and triggered an obligation to file a 13D amendment:

n “had discussions” with the company regarding the advisability of and reasons for a going private transaction; 

n informed the company that the insider would support a going private transaction; and 

n “assisted in the effort” toward a going private transaction by securing waivers from certain other shareholders to 
remove a registration requirement on certain preferred stock. 
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The SEC noted these additional steps were taken over several months thereafter: 

n considered a reverse stock split as the mechanism for a going private transaction;

n “work[ed] with” the company to obtain a valuation and fairness opinion for the reverse stock split; 

n discussed with officers and directors a valuation proposal received from a third party; 

n received information from board meetings discussing valuation issues, ratio stock split analyses, public 
company cost estimates and the preliminary proxy statement; and 

n assisted the company with stockholder vote projections on the reverse stock split and going private 
transaction.

One of these insiders, who was a major stockholder and also a director of the company, took the following additional 
steps during those months: 

n requested that management engage outside counsel to consider the process and costs involved in a going 
private transaction; 

n discussed engaging independent financial advisors to give a fairness opinion;

n agreed that a reverse stock split was the most desirable of the alternatives for taking the company private and 
deciding that management should develop recommendations as to specific terms; 

n reviewed and discussed an independent valuation proposal as part of the going private effort and reverse 
stock split; and 

n participated in board meetings at which the directors discussed valuation issues, ratio stock split analyses, 
public company cost estimates, and the preliminary proxy statement for the going private transaction.

n Transaction #3: The corporate parent of a subsidiary did not file a 13D amendment until eight months after it had 
taken the following steps, which the SEC viewed as steps that triggered an amendment filing obligation:

n submitted “a concept paper” about going private to its subsidiary; and 

n informed the subsidiary that its intention was to privatize the subsidiary.

(We note that it is unclear why the corporate parent here took these steps. A corporate controller would not have any 
reason to take steps requiring disclosure in advance of its having clearly formulated a plan.)  n
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redemption triggering event, without characterization of the nonpayment as a “default” of the redemption obligation.

n Use of a non-corporate investment vehicle. Limited liability companies and limited partnerships are not subject 
to the same fiduciary duties owed to corporate stockholders, nor to the restriction that repurchases of interests be 
made out of “legally available funds”. Thus, these issues would not be present if an investment were structured 
as an interest in a limited liability company or limited partnership in lieu of (although mirroring) a preferred stock 
investment in a corporation . Of course, the effect on the marketability of the company and of any preferred stock 
interest in the company would have to be considered.

n Purchase of debt instead of preferred stock. If an investment is made in debt rather than preferred stock, 
the holder’s exit rights would be subject only to laws regarding creditors’ rights in the event of insolvency. Debt 
investments (such as debt with warrant coverage or convertible debt) can be structured to mirror the benefits of an 
equity investment, while providing for a right of repayment that would not be subject to the availability of surplus 
or of other “legally available funds”. (The effectiveness of this technique, as a practical matter, may depend on 
whether the investment could be structured to be the equivalent of debt vis a vis the corporation but preferred stock 
vis a vis the other debtholders—so that the investment would be acceptable to other debtholders because it would 
be considered in a bankruptcy as if it were equity and not debt.)

n Fiduciary duties of directors. It should be noted that, in its 2012 Trados decision, the Chancery Court generally 
emphasized the contractual nature of preferred stock and therefore the limited fiduciary duties that directors owe 
to preferred stockholders as compared to common stockholders. The court clarified that, when directors weigh 
the interests of holders of preferred stock as against the interests of the holders of common stock, they should 
generally prefer the interests of the common stock even if at the expense of the interests of the preferred stock. 
This issue is highlighted in any case involving the redemption of preferred stock where the use of funds to redeem 
the preferred could affect the viability of the common stock interests (including, for example, a sale of the company 
in which the common stockholders would receive little or no value because the sale proceeds go largely or 
exclusively to pay for the preferred stock’s liquidation preference triggered by the sale). 

n Sale of the company when all of the proceeds will go to the preferred stock. As noted, the issues relating to 
redemption of preferred stock are highlighted in the case of sale of a company in a distressed situation or other 
circumstances under which the sale proceeds are likely to be sufficient only to pay the liquidation preference on 
preferred stock, with little or nothing left for consideration to the common stockholders. If a sale process meeting 
the procedural safeguards of MFW is utilized, the decision to sell could be evaluated under the business judgment 
standard of review. Compliance with MFW under these circumstances usually will not be practical as MFW requires 
that the sale be subject to approval by the stockholders—and thus would provide the common stockholders, who 
would have little economic interest under the circumstances, with an effective veto right on a sale and increased 
bargaining leverage. However, even when, as in the 2013 Trados decision, the Chancery Court reviewed under 
the entire fairness standard a sale in which all of the proceeds went to pay the preferred stockholders’ liquidation 
preference and the common stockholders received nothing, the court upheld the sale decision, reasoning that zero 
was a fair price for the common stock as it had no value.

n Possible mandatory sale of the company if a mandatory redemption obligation is not met. A provision 
requiring a sale of the company if the preferred stock has not been redeemed within a specified period of time after 
a mandatory redemption event—unless the preferred stockholders do not then want a sale—could be considered.

Increased Risk for Preferred Stockholders (continued from page 5)

Increased Risk for Preferred Stockholders (continues on next page)
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n	Financial impact of increased risk. It remains to be seen whether the potential increased risk of a preferred stock 
investment based on the TradingScreen holding will affect the ability to arrange, or the cost of, preferred stock 
financing for a leveraged buyout or otherwise adversely affect capital markets involving preferred stock. To the 
extent that preferred stock financing would become more difficult or expensive, it should be considered whether it 
would be possible to reduce the risk through a back-up letter of credit or other mechanism to finance a mandatory 
redemption. (As a practical matter, this financing would have to be structured to ensure that the provider would be 
considered a debtholder in the event of insolvency of the company.)

As noted, final adjudication of these issues now awaits review by the Delaware Supreme Court. n

Increased Risk for Preferred Stockholders (continued from previous page)

discussion. Most importantly, the management company and the auditor, in connection with the 2008 financial 
statements, presented certain items that had been identified in the 2007 “significant matters letter” as being “less 
of a problem than they really were”, and then “allowed the directors to ignore the letter and the suggestions in it”. 
Adopting the phraseology used in Rural Metro, the court stated: “This knowing lack of follow-up directly created the 
‘unreasonable process’ and ‘informational gaps’ that are alleged to have led to the Board’s breaches of fiduciary 
duties.”

 The court distinguished the situation involving another auditor that had been engaged only for the 2008 financial 
statements. This firm may well have been negligent in its work, according to the court; but it had “not been around 
long enough” to have engaged in the dereliction of its responsibilities that the court ascribed to the management 
company and the auditor—namely, the “knowing failure to follow up on the original warnings they provided to the 
Board in connection with the first audit, despite experiencing very similar irregularities the next year.”

The in pari delicto doctrine and exceptions. In Wilmington Trust, the court held that the doctrine of in pari delicto 
barred breach of contract and negligence claims against the management company and the auditor, and also would 
have barred aiding and abetting claims against any person other than an insider fiduciary of the companies. To avoid 
aiding and abetting claims being barred against non-fiduciary third parties who are gatekeepers, the court created a 
new exception to the doctrine. Applying this new exception for gatekeepers, the court refused to dismiss the aiding and 
abetting claims against the auditor and the management company.

In pari delicto is an affirmative defense that, unless an exception applies, bars courts from adjudicating the claims 
between parties that both suffered their losses substantially as a result of their illegal conduct. The doctrine requires 
that the courts not waste resources in adjudicating these claims and “leave [the wrongdoers] where their own acts 
have placed them.” Since the actions of corporate directors and officers, acting within the scope of their authority, are 
imputed to the corporation itself, when corporate officers or directors engage in illegal conduct, the corporation itself 
is generally considered a wrongdoer, and is barred from stating a claim against a third party that participated in the 
scheme of wrongdoing. In this case, the plaintiff’s own complaint alleged that the director (J) and the corporation itself 
bore “substantially equal responsibility”—J for the alleged fraud and the corporation for the other directors’ failure to 
detect and prevent the fraud. Thus, in this case, the corporation (and, accordingly, the plaintiff) would be barred from 

Expansion of Aiding (continued from page 7)

Expansion of Aiding (continues on next page)
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stating a claim against the management company and the auditor for having participated in the wrongdoing (i.e., aiding 
and abetting), unless an exception to the in pari delicto doctrine were applicable.

The “adverse interest exception” to the doctrine eliminates the bar against claims, in the corporate context, when 
the officer or director acts solely for his or her own benefit and not the corporation’s benefit (as when an officer or 
director steals money from the corporation, for example). This exception did not apply in Wilmington Trust because 
J’s fraud in part benefited the companies. The “fiduciary duty exception” to the doctrine eliminates the bar against 
claims in a suit by a corporation against its own fiduciaries for breaches of their fiduciary duties. The rationale for the 
exception is that parties (like receivers or stockholder derivative plaintiffs) must be able to act on the corporation’s 
behalf to hold faithless directors and officers accountable. This exception did not apply in Wilmington Trust because 
the management company and the auditor were not corporate fiduciaries but outside third parties engaged to perform 
services.

The court concluded that the fiduciary duty exception “should extend to cover well-pled aiding and abetting claims 
against defendants like auditors”—because of their gatekeeper role.

Practical implications.

The new exception to the in pari delicto doctrine—and, more generally, the courts expanded view of advisors as 
“gatekeepers”—increases the potential for aiding and abetting liability for advisors. The following should be kept in 
mind, however:

n	Egregious conduct. The factual context of both Rural Metro and Wilmington Trust involved allegations of 
egregious conduct by the advisors. Thus, at least to date, the court has focused on aiding and abetting liability for 
gatekeepers only in what the court has regarded as “extreme” circumstances.

n	Uncertainty as to future developments. While investment bankers, auditors, and an administrative 
management company have now been characterized by the court as gatekeepers in the context of aiding and 
abetting claims, it is uncertain whether the characterization will be extended to other types of advisors and, if so, 
which ones. It also remains to be seen whether the Delaware Supreme Court will endorse the Chancery Court’s 
approach to aiding and abetting liability for gatekeepers.

n	Financial consequences. The financial consequences of aiding and abetting liability for advisors will depend on 
a number of factors, including whether or not the liability is indemnifiable under the advisor’s terms of engagement 
with the company. Indemnity provisions should be drafted so that it is clear whether aiding and abetting liability is 
covered or excluded. Of course, even if the liability is covered, the advisor will face reputational risk, as well as 
the risk of not being indemnified if (as was the case in Wilmington Trust) the company becomes bankrupt or if the 
activities involve a violation of federal securities laws which the SEC asserts cannot be indemnified.

n	Engagement letter. In addition to the indemnity provision concerns noted above, advisors should consider 
expressly disclaiming a gatekeeper role in the engagement letter. The disclaimer, and a list of activities to be 
performed that does not include gatekeeper-type responsibilities, may mitigate the risk, although the court may 
view the gatekeeper role as inherent in the advisor’s duties and therefore not disclaimable. n

Expansion of Aiding (continued from previous page)
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Stockholder views.

Stockholders generally have not appeared to react strongly against the adoption of exclusive forum bylaws—but have 
objected to the concept of fee-shifting bylaws. 

ISS now reviews all bylaws that affect shareholders’ litigation rights (including exclusive forum and fee-shifting bylaws) 
on a case-by-case basis. In addition, ISS’s policy is generally to oppose a fee-shifting bylaw that applies even when a 
plaintiff partially prevails in a litigation. ISS’s policies adopted for the 2015 proxy season increase the subjectivity with 
which these bylaws will be reviewed, thus creating more uncertainty as to the result. ISS will take into account such 
factors as: the company’s stated rationale for the bylaw; any disclosure by the company of past harm to the company 
from shareholder lawsuits that were unsuccessful or were brought outside the jurisdiction of incorporation; the breadth 
of application of the bylaw (i.e., to which types of lawsuits it would apply and the definition of key terms); and related 
governance features (such as the stockholders’ ability to repeal the bylaw and their ability to hold directors accountable 
through annual election of directors and majority voting).

Significantly, however, ISS has also indicated that it will apply to bylaws that are adopted without shareholder approval 
its new policy against a board’s unilateral adoption of any bylaw that “materially diminishes” stockholder rights. Factors 
ISS will consider when applying this new policy are: the board’s rationale for adopting the bylaw without shareholder 
ratification; disclosure by the company of any significant engagement with shareholders regarding the bylaw; the level 
of impairment of shareholders’ rights cause by the bylaw; the board’s track record with regard to unilateral board action 
on charter or bylaw amendments or other entrenchment provisions; the company’s ownership structure and existing 
governance provisions; whether the bylaw was adopted prior to or in connection with the company’s initial public 
offering; the timing of the bylaw adoption in relation to a significant business development; and other factors ISS deems 
appropriate to determine the impact of the bylaw on shareholders.

The Legislature also is considering proposed amendments to the Delaware appraisal statute (see the article “Over-
Reaction to Court’s Use of Merger Price to Determine Appraisal Fair Value—And Other Appraisal Developments in 2015” 
in this M&A Quarterly). See, also, our prior article on fee-shifting and forum selection bylaws: “Confirmation of Delaware 
Corporations’ Expansive Powers With Respect to Bylaws” (M&A Quarterly, 4th Quarter 2014).

Proposed Amendments (continued from page 9)

If a company faces stockholder or proxy firm opposition to a forum selection bylaw, recent cases suggest the 
possibility of “back door” routes to achieving an equivalent result. In United Technologies v. Treppel (Dec. 23, 2015), 
the Delaware Supreme Court, reversing the Chancery Court decision, held that a corporation can condition a books 
and records inspection under DGCL Section 220 on a stockholder’s agreeing to limit its use of the information it 
obtains to litigation that it brings in Delaware. In McWane v. Lanier (Jan. 30, 2015), the Chancery Court held that 
three individual stockholders, as beneficiaries of a merger agreement, were stopped from challenging the forum 
selection provision included in the merger agreement. Based on these decisions, even a company without a forum 
selection bylaw probably can achieve an equivalent result (although only effective in limited circumstances) (i) by 
conditioning a books and records inspection request in anticipation of litigation on the information obtained not being 
used except in litigation brought in Delaware or (ii) by including a forum selection provision in a merger agreement.

Delaware Supreme Court Reinforces Power of Board to Effect Forum Selection—
United Technologies v. Treppel and McWane v. Lanier

Proposed Amendments (continues on next page)
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In United Technologies, the company did not have an exclusive forum bylaw at the time the books and records 
request was made (although it adopted one while the request was pending). The Chancery Court held that there 
was no reason that a stockholder should be subjected to conditions with respect to a valid request to inspect a 
company’s books and records. However, the Supreme Court emphasized that the right to inspect books and records 
is a “qualified” right and can be made subject to conditions that further a legitimate purpose of the company. The 
Supreme Court found that the company had a reasonable interest in ensuring that litigation against the company be 
brought and decided in Delaware. The decision is in line with the Delaware courts’ consistent view in recent cases 
upholding the validity of forum selection bylaws and underscores the courts’ preference for litigation concerning 
Delaware corporations being decided by Delaware courts.

In a related development, we note that forum selection provisions are now being included more often in merger 
agreements. In McWane, the Chancery Court held that three individual stockholders, as beneficiaries of a merger 
agreement, were stopped from challenging the forum selection provision included in the merger agreement. The 
stockholders had argued that they were bound by the forum selection provision in a stockholders’ agreement they 
had signed (selecting Alabama), and not bound by the conflicting forum selection provision in the merger agreement 
(selecting Delaware), which they had not signed.

In Mcwane, the court determined that the forum selection provision in the stockholders’ agreement was merely 
“permissive” (consenting to the jurisdiction of the Alabama courts should litigation be brought there) whereas 
the merger agreement provision was mandatory (requiring that all claims arising out of or relating to the merger 
agreement be brought in Delaware). The court also determined that the merger agreement (which provided for 
the acquisition of a majority of the target company’s shares) and the stockholders’ agreement (which provided 
a framework for the acquisition of the remaining target shares through a series of annual put/call options) were 
“although two separate contracts, ultimately just two parts of a larger transaction.” The court therefore considered 
the claims asserted by the defendants in the Alabama action to have arisen out of the merger agreement and thus 
refused to consider the stockholders’ agreement in isolation with a focus only on its terms. The court concluded that, 
even though the defendants were not signatories of the merger agreement, as beneficiaries of the merger agreement 
they were equitably stopped from challenging the forum selection provision in the merger agreement. Equitable 
stopped prevented a non-signatory to an agreement from “turning her back” on provisions that are “distasteful” while 
otherwise “embracing” the agreement, the court explained.

The court articulated a three-part test that “courts employ … to determine whether a non-signatory to an agreement 
is bound by a forum selection clause in that agreement: First, is the forum selection clause valid? Second, are the 
[non-signatories] third party beneficiaries, or closely related to, the contract? Third, does the claim arise from their 
standing relating to the … agreement?’” The court, noting that forum selection provisions are presumptively valid, 
found that all parts of the test had been met. n
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