INSIGHTS

THE CORPORATE & SECURITIES LAW ADVISOR

ASPEN PUBLISHERS

Volume 24 Number 8, August 2010

COMING NEXT MONTH: OUR EXPERTS WEIGH IN ON THE NEW DODD-FRANK ACT

Court Addresses
Transnational

Securities Fraud
NEAL A. TROUM of Stradley Ronon Stevens & Young LLP dis-
cusses the US Supreme Court’s Morrison v. National Australia Bank

decision, limiting the extraterritorial reach of Section 10(b) and Rule
10b-5 under the Securities Exchange Act of 1934,

A “Unified” Approach to
Controlling Shareholder
Transactions

PETER L. WELSH and CHRISTINE A. RODRIGUEZ of
Ropes & Gray LLP examine the Delaware Chancery Court’s CNX
Gas Corporation decision, addressing the standard of review that
applies to a transaction with a controlling stockholder.

Sharing Attorney Work
Product with Auditors

JOHN H. STURC of Gibson, Dunn & Crutcher LLP reviews a US
Court of Appeals decision, United States v. Deloitte LLP, which is the
first court of appeals decision holding that a public company may share
attorney work product with its auditor without waiving protection
of those documents in subsequent litigation.

Page 2

Page 7

Page 16

DEPARTMENTS

Top-up options
in Delaware ..........ccccceevveuennen. Page 19

Courts

Supreme Court decision
on work place privacy............. Page 23

Client

Memos

Valuable, practical advice ...... Page 27

&). Wolters Kluwer

Law & Business




SECURITIES LITIGATION

The Song Remains the Same:
Morrison v. NAB Takes

the Expected Next Step in
Transnational Securities Frauds

In Morrison v. National Australia Bank, the
Supreme Court limited the extraterritorial reach of
Section 10(b) of the Securities Exchange Act of
1934. Some commentators have viewed this as a sea
change in securities law that will severely limit the
scope of plaintiffs entitled to bring Section 10(b)
claims. As argued here, while Morrison altered the
doctrinal landscape, the Supreme Court merely
took the logical next step on the path that had been
provided by lower courts.

By Neal Troum

In securities fraud lawsuits, the story is always
the same. A security is traded on what is deemed
an efficient market, where it can be assumed
that the price of the security accurately reflects
its value. Some new information comes to light,
information which is alleged to have been pre-
viously concealed from the public. The price at
which the security is traded plummets, and inves-
tor plaintiffs bring suit. They claim that the secu-
rity’s market price prior to the disclosure of the
fraud was artificially inflated because the infor-
mation that just went public (i.e., the fraud) had
been concealed. The damages sought are the dif-
ference between the true value of the security—
the price at which it trades following disclosure
of the fraud—and the artificially inflated price
at which it had traded before the fraud went
public.

Neal Troum is a senior associate in Stradley Ronon Stevens
& Young’s Litigation Practice.

Section 10(b) of the Securities Exchange Act
of 1934! exists to remedy such fraud. Its pro-
scribes “manipulative or deceptive device[s] or
contrivance[s]” “in connection with the purchase
or sale of any security registered on a national
securities exchange or any security not so regis-
tered . . ..”2 One thing you cannot find in the text
of Section 10(b), however, is its extraterritorial
reach. The scope of a Section 10(b) claim in con-
nection with foreign securities fraud was left for
the courts to determine.

Federal courts stepped in and answered this
question. They held that Section 10(b) can encom-
pass extraterritorial securities frauds in one of
two ways: (1) if sufficient conduct underlying the
fraud took place in the United States, or (2) if the
fraud had a sufficient effect in the United States.?
These tests went by the eponymous names of the
“conduct” and “effects” tests.

The extremes of the continuum were easy—a
foreign plaintiff, defrauded by a foreigner cook-
ing the books in a foreign country, and a security
traded on a foreign exchange. By any measure,
such a case fell beyond an American court’s reach.
Contrast that with an American investor, bring-
ing suit in connection with securities traded on a
U.S. market, with fraud committed in the United
States by an American defendant. Section 10(b)
clearly encompassed such claims.

The middle, however, got murky. If some
“effect” of a securities fraud had to be felt in the
U.S. to assert a Section 10(b) claim, what kind
of effect was required? If some of the fraudulent
conduct had to take place in this country, how
much conduct was needed? Courts addressed
these questions over the years. On paper, the
applicable tests to determine the extraterritorial
reach of a Section 10(b) claim were straight-
forward, but their application was somewhat
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unwieldy. Numerous commentators noted this
confusion.4

Animportant part of this story is that the ques-
tion at issue—how far abroad does Section 10(b)
reach?—was addressed by courts in the context
of subject matter jurisdiction. Thus, before decid-
ing whether the elements of a Section 10(b) cause
of action had been adequately pleaded, federal
courts had to assure themselves that the fraud at
issue had sufficient ties to the U.S.

Then came Morrison v. National Australia
Bank.5 The question, as the Second Circuit
viewed it, was whether so-called “f-cubed” cases
fell within the ambit of Section 10(b).6 F-cubed
means a foreign plaintiff (one “f”), allegedly
injured by a foreign defendant (second “f”), in
connection with a foreign security (third “f”).
The f-cubed question was really a question
about the proper application of the conduct test,
because if the three f-cubed elements were all
foreign, the only possible connection to the U.S.
could be where the effect of the fraud was felt.
The Second Circuit ruled that the f-cubed case
before it did not fall within the court’s subject
matter jurisdiction, but it left open the possibility
that some f-cubed set of facts might fall within
the court’s reach.”

Viewed in a certain light, the Supreme Court
in Morrison turned all this on its head. But on
closer examination, the Court merely picked up
where the Second Circuit left off.

The Facts of Morrison

National Australia Bank’s (NAB) securi-
ties were publicly traded, but not in the United
States.8 In 1998, NAB acquired an entity called
HomeSide Lending, a mortgage service provider
headquartered in Jacksonville, Florida. Home-
Side was a profitable entity, and its profits (and,
more importantly, projected future profits) were
attractive to the investing public, bolstering the
price at which NAB shares traded. HomeSide’s

calculations as to its future profitability were
based on the fees it was projected to collect, and
this figure was an important entry on NAB’s bal-
ance sheets.?

In 2001, it was publicly disclosed that there
had been an incorrect assumption in HomeSide’s
income model. This caused the value of NAB,
HomeSide’s parent, to decrease in the public eye,
and the price at which NAB securities traded fell
and investors sued.!? Importantly, the only con-
nection with the United States in this fact pattern
was that the numbers on HomeSide’s balance
books had allegedly been falsified in Florida.
There was no other connection with the United
States—no U.S. plaintiffs, no U.S. securities, and
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no U.S. defendant. Morrison thus presented the
classic f-cubed scenario.

The Second Circuit Decision

The Second Circuit concluded that it lacked
subject matter jurisdiction over the Morrison
plaintiffs’ claims.!! The plaintiffs had not argued
(and they could not have argued) that any of the
effect of the fraud had been felt in the United
States with respect to their claims. After all, no
U.S. securities were involved, and the plaintiffs
themselves were domiciled, and had purchased
their securities, elsewhere. Instead, the Morrison
plaintiffs relied exclusively on the conduct test,
arguing that the alleged cooking of HomeSide’s
books had taken place in Florida. According to
the plaintiffs, this conduct was sufficient to war-
rant the exercise of U.S. courts’ subject matter
jurisdiction. The Second Circuit disagreed and
held that the conduct test had not been met. What
had happened in Florida, according to the court,
was not sufficiently central to the fraud to war-
rant the intervention of U.S. courts.

The Second Circuit grounded its holding on
the facts that (1) the actions that took place in
Australia (i.e., the incorporation of the Florida-
prepared numbers into the publicly-disseminated
reports on which the investors had relied) com-
prised the heart of the fraud, and (2) the chain of
causation between what had transpired in Florida
and the ultimate harm suffered by investors was
too attenuated.!2 While these facts were held to be
insufficient to satisfy the conduct test, the court
declined NAB’s invitation to rule that no f-cubed
case could ever find a home in a U.S. court.13

Before the Supreme Court’s ruling, there
looked to be only a few likely outcomes in
Morrison. The Court could have put its imprima-
tur on the conduct and effects tests developed by
the Second Circuit, and gone on to decide how
the fact pattern before it came out under the con-
duct test. In other words, it could have weighed in
on the ruling of the court below that insufficient

conduct had occurred in the U.S. to pass muster
under the conduct test, but left the Second Cir-
cuit’s doctrinal framework intact. Another pos-
sibility was to establish a bright line rule under
which no f-cubed case could ever fall within U.S.
court’s subject matter jurisdiction. Such a ruling
would effectively have done away with the con-
duct test. It would have made fraudulent conduct
occurring in the U.S. irrelevant to courts’ exercise
of subject matter jurisdiction, and it would have
left only the effect of the fraud felt in the United
States—that is, what had happened to U.S. secu-
rities markets and U.S. investors—as the determi-
native factor.

Interestingly, the Court’s decision in Morrison,
at least on its face, took an unexpected turn.

The Supreme Court Ruling

Morrison was the first pronouncement of
the Supreme Court addressing subject matter
jurisdiction in the Section 10(b) securities fraud
context. The Court’s holding essentially had two
parts. First, the Court held that the question
before it was, in fact, not one of subject matter
jurisdiction, but rather related to whether the ele-
ments of a Section 10(b) claim had been prop-
erly pleaded.!4 Second, the Court replaced the
effects and conduct tests in favor of a differently
worded test: “Section 10(b) reaches the use of a
manipulative or deceptive device or contrivance
only in connection with the purchase or sale of
a security listed on an American stock exchange,
and the purchase or sale of any other security in
the United States.”15

The Court did not expressly abolish the effects
or conduct tests. By implication, however, con-
sideration of where the conduct underlying the
fraud took place no longer controlled whether a
plaintift could proceed with a 10(b) claim; put
differently, whether a securities fraud claim was
viable was no longer a function of “the place
where the deception originated,” according to the
Court.16
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The Court framed its pronouncement with
respect to the transnational scope of secu-
rity fraud cases in terms of a simple question:
Does “section 10(b) contain[] [any]thing to sug-
gest it applie[s] abroad?”!7 In determining that
it did not, the Court looked to the language of
10(b), and it further relied on the presumption
against the extraterritorial application of U.S.
law absent express Congressional intent to the
contrary, what it called “the wisdom of the pre-
sumption against extraterritoriality.”!8 Justice
Scalia evocatively observed that “the presump-
tion against extraterritorial application would
be a craven watchdog indeed if it retreated to
its kennel whenever some domestic activity is
involved in the case.”!®

As to the facts of the case before it, the Court
had no difficulty deciding that its test had not
been satisfied. “This case involves no securities
listed on a domestic exchange, and all aspects of
the purchases complained of by those petition-
ers who still have live claims occurred outside the
United States.” It concluded: “Petitioners have
therefore failed to state a claim on which relief
can be granted.”20

The Implications of Morrison

Morrison may herald a return to basics—a call
to strict statutory interpretation, an emphasis on
the presumption against extraterritoriality, and a
limit on far-reaching judicial law-making where
Congress has not spoken. But there is something
interesting, and perhaps troubling, about the
Supreme Court’s reliance on the presumption
against extraterritorial application of U.S. law as
the basis for its ruling. The Court spoke in lan-
guage that sounded like a shot across the bow to
lower courts who would expand the reach of the
law where the text of the statute does not provide
for such broad application. Indeed, the Court’s
ruling is one that can be easily characterized as
an exercise in the strict reading of the text of a
statute, a reliance on what Congress has said and
not its silence.

But in the end, it is a presumption on which
the Supreme Court based its decision, and that
presumption was created by courts as well. The
presumption against the extraterritorial reach of
U.S. law is judge-made law, created and applied
by courts.2! Thus, the Court simultaneously criti-
cized the Second Circuit’s creation of judge-made
tests to decide whether Section 10(b) claims could
apply to extraterritorial frauds, and at the same
time relied on a judge-made rule to reach this
conclusion. There is something of do-as-I-say-
and-not-as-I-do on the Court’s part in Morrison.

In terms of what effect Morrison may have in
the future, there will certainly be some ripples.
Morrison may result in foreign companies elect-
ing not to list their public securities on U.S. mar-
kets in the form of ADRs to avoid the reach of
U.S. securities laws. Or, it may invite lower courts
to find ways to broaden the scope of the Court’s
holding to include among the class of plaintiffs
entitled to bring 10(b) claims more U.S. inves-
tors who have suffered harm. Some commenta-
tors have wondered whether the Court’s emphasis
on the presumption against extraterritoriality
will work a sea change in other areas of the law,
such as environmental law.22 Others have asked
what effect the fact of a foreign entity’s stock
being traded on a U.S. exchange in the form of
American Depository Receipts (ADRs) will have
on future frauds litigated in U.S. courts.23

In the end, however, Morrison may change very
little. The Supreme Court answered the question
presented—on the facts of the f-cubed case before
it, did a U.S. court have the power to adjudicate
plaintiffs’ claims? Answer: No. The Court went a
little further, deciding the fate of all f-cubed plain-
tiffs in its holding, but that aspect of its ruling—
setting forth a test that both disposed of the case
at bar and provided guidance for future cases—
is hardly novel.

The Court’s holding that the extraterritorial
reach of Section 10(b) was not a question of sub-
jectmatter jurisdiction was somewhat unexpected.
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Indeed, the Second Circuit had spoken of the
effects and conduct tests in the context of sub-
ject matter jurisdiction for decades. In terms of
the effect this doctrinal shift will have on future
cases, however, there will likely be little conse-
quence. Whether adjudicated as a subject mat-
ter inquiry or a threshold question to be decided
in the context of a Rule 12(b)(6) motion to dis-
miss, the import of the question—is the fraud at
issue too foreign?—is unlikely to change. Whether
the fraud alleged has sufficient ties to the U.S.
will still remain an initial question courts must
address before reaching the merits of the claims
before them.

But, in terms of outcome and analysis, there
was very little that was new in Morrison. Though
stated in language new to the foreign securities
fraud context, the holding of the Court was simply
one of the options that was expected. The Second
Circuit had held that it could not adjudicate the
f-cubed case before it. It did not, however, rule
that no f-cubed case could ever fall with the scope
of Section 10(b). The Supreme Court simply took
the next step, holding that the relevant factors in
deciding whether a U.S. court could adjudicate
a foreign fraud were (1) whether the “securities
[were] listed on a domestic exchange,” and (2)
where the “aspects of the purchases complained
of” had taken place. Consideration of such fac-
tors lies at the core of the effects test, which has
always looked to U.S. stock or U.S. investors and
has been around a long time.

Morrison thus merely answered the ques-
tion before it—are f-cubed cases viable?—and it
weighed in on the fate of f-cubed cases in the future.
That is just what was expected from the Court.

NOTES
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MERGERS AND ACQUISITIONS

A “Unified” Approach
to Controlling Shareholder
Transactions?

In the recent decision, In re CNX Gas Cor-
poration Shareholders Litigation, the Delaware
Chancery Court addressed the important issue of
the standard of review that applies to a transac-
tion with a controlling shareholder. If upheld by the
Delaware Supreme Court, the “unified” standard
set forth in CNX would permit both tender offers
and mergers with a controlling shareholder to be
reviewed under Delaware’s deferential business
Jjudgment standard so long as certain procedural
protections are in place.

by Peter L. Welsh and Christine A. Rodriguez

For over a decade, the Delaware Chancery
Court has grappled with the appropriate stan-
dard of review to apply to fundamental trans-
actions with controlling shareholders. With the
recent decision in In re CNX Gas Corporation
Shareholders Litigation (CNX),! the Chancery
Court has at last sought to bring to rest—or at
least pave the way for the Supreme Court of Dela-
ware to bring to rest—the longstanding question
of which standards of review govern one-step and
two-step freeze-out transactions and, in particu-
lar, whether a single, “unified” standard of review
should apply to a freeze-out transaction, regard-
less of whether it is structured as a tender offer or
a long-form merger.

Peter L. Welsh is a partner, and Christine A. Rodriguez is
an associate, in the Securities Litigation Practice Group of
Ropes & Gray LLP in Boston, MA. The views expressed in
this article do not necessarily represent the views of Ropes &
Gray LLP or its clients, and are not intended to, and do not,
constitute legal advice.

Under the “unified” standard set forth by
Vice Chancellor Laster in CNX, business judg-
ment deference will be afforded to a transaction
with a controlling shareholder, regardless of the
form of the transaction, if the following condi-
tions are met: (1) The transaction was negotiated
and approved (or recommend) by a fully empow-
ered, independent special committee; and (2) a
majority-of-the-minority of the shareholders
voted in favor of the merger (or tendered their
shares).2 Notably, the transaction must be con-
ditioned on these terms. If either of these condi-
tions is not met, the transaction would be subject
to the more stringent “entire fairness” standard
of review.

CNX both raises the bar for unilateral tender
offers by a controlling shareholder and relaxes the
standard applicable to negotiated mergers with
controlling shareholders. Specifically, in setting
forth a “unified” standard of review for both ten-
der offers and long-form mergers with a control-
ling shareholder, Vice Chancellor Laster declined
to follow In re Siliconix Inc. Shareholders Litiga-
tion (Siliconix) and its progeny and apply business
judgment review to all two-step, unilateral tender
offers by a controlling shareholder.3 At the same
time, the Vice Chancellor also sought to relax the
standard applied to a negotiated merger transac-
tion between a controlling shareholder and its
subsidiary previously imposed by the Delaware
Supreme Court in Kahn v. Lynch Communication
Systems, Inc. (Lynch).4

The CNX Tender Offer

The transaction at issue in CNX involved
a proposed tender offer by CONSOL Energy,
Inc. (CONSOL), the largest shareholder of
CNX, which together with its officers and
directors and the officers and directors of
CNX, held approximately 83.5 percent of the
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equity in CNX.> T. Rowe Price Associates, Inc.
(T. Rowe Price), the largest minority shareholder
of CNX, owned approximately 6.3 percent of
the outstanding common stock of CNX (repre-
senting approximately 37 percent of the minor-
ity non-CONSOL shares) and approximately
6.5 percent of CONSOL’s outstanding com-
mon stock (in addition to holding CONSOL
debt).6

The Negotiations and the Tender Offer

In September 2009, CONSOL commenced
negotiations with T. Rowe Price to acquire all of
its shares in CNX. Initial negotiations between
CONSOL and T. Rowe Price fell flat, but resumed
in March 2010. When they resumed, T. Rowe
Price insisted on receiving a price between $40
and $42.50 for its shares of CNX.7 On March 15,
2010, CONSOL announced that it was consid-
ering a purchase of the public shares of CNX.
Further negotiations between CONSOL and T.
Rowe Price followed, culminating in a March 19
negotiation session during which T. Rowe Price
once more insisted on a price of at least $40.8
CONSOL refused, and T. Rowe Price responded
by making a “final offer” of $38.25 per share in
cash—an offer that was later approved by the
CONSOL board.? The price reflected a premium
of approximately 45.8 percent over the closing
price of CNX’s common shares on the day before
the March 15 offer.10

On March 21, 2010, CONSOL and T. Rowe
Price executed a tender agreement pursuant to
which T. Rowe Price agreed to tender, and CON-
SOL agreed to purchase, T. Rowe Price’s shares
at a per share price of no less than $38.25 in
cash.!l CONSOL commenced its tender offer on
April 28.12 The tender offer was subject to a non-
waivable majority-of-the-minority condition, the
calculation of which included the shares owned
by T. Rowe Price.!3 CONSOL therefore needed
only an additional 12 percent of the outstanding
shares to tender in order to satisfy the majority-
of-the-minority condition.!4

The Role of the Special Committee

At the time of the tender offer, the CNX
board of directors was comprised of the Chief
Executive Officer of CONSOL, two directors
of CONSOL and one independent director.!>
On April 15, 2010, after the announcement of
the tender offer and the agreement with T. Rowe
Price, the CNX Board approved the formation
of a one-person special committee (the “Special
Committee”) consisting of the lone independent
director of CNX.!¢ The Board limited the powers
of the Special Committee in significant respects,
authorizing it only to evaluate the tender offer,
engage advisers and prepare a Schedule 14D-9.17
Notably, the Board did not authorize the Spe-
cial Committee to consider alternatives, reason-
ing that any alternatives would be futile because
CONSOL was unwilling to sell its CNX shares,
or to further negotiate the terms of any deal with
CONSOL.!8 The Board also expressly denied the
Special Committee’s request for “the full powers
and authority of the board of directors.”!®

The Special Committee’s financial advisor,
Lazard, Ltd., informed the Special Commit-
tee that it would be able to recommend that the
$38.25 per share price was fair from a finan-
cial point of view.20 But the Special Committee
and its advisors doubted that the results of the
negotiations between T. Rowe Price and CON-
SOL reflected the maximum per share price that
CONSOL was willing to pay.2! Despite not being
authorized to negotiate with CONSOL, on May
5, the Special Committee informed CONSOL
that it could not recommend the transaction at
$38.25 per share, but could likely recommend it
at a price of $41.20 per share.22 On May 10, the
day before the Schedule 14D-9 was due, the CNX
board retroactively granted the Special Commit-
tee the power to negotiate with CONSOL.23 On
May 11, CONSOL indicated to the Special Com-
mittee that it was unwilling to increase its price.24

In CNX’s 14D-9, the Special Committee
remained neutral on the merits of the tender

INSIGHTS, Volume 24, Number 8, August 2010

8



offer and did not recommend for or against it.2>
In doing so, the Special Committee noted the fol-
lowing concerns: (1) the limited powers granted
to the Special Committee; (2) the fact that CON-
SOL was unwilling to negotiate the price that
it had agreed upon with T. Rowe Price; (3) the
questionable effectiveness of the majority-of-the-
minority provision, which would include the pre-
viously locked-up shares of T. Rowe Price; and (4)
the potential incentive of T. Rowe Price to favor a
lower price because it beneficially owned slightly
more stock in CONSOL than it did in CNX.26

Following the announcement of the deal, a
putative class of minority shareholders of CNX
filed an action challenging the deal on process
and disclosure grounds and moved for a prelimi-
nary injunction against the proposed tender offer
by CONSOL. Vice Chancellor Laster refused to
enjoin the transaction.?’ In doing so, however, the
Vice Chancellor dilated on the standards govern-
ing transactions with controlling shareholders.

The Standards of Review for Controlling
Shareholder Transactions

In three lines of cases spanning fifteen years,
including Kahn v. Lynch Communication Systems,
Inc., In re Siliconix Inc. Shareholders Litigation,
and In Re John Q. Hammons Hotels Inc. Share-
holder Litigation, the Delaware judiciary articu-
lated standards of conduct for boards of directors
and committees of boards of target corporations
considering freeze-out transactions with a con-
trolling shareholder as well as third-party transac-
tions in which a controlling shareholder receives
differential consideration.

Kahn v. Lynch Communication Systems, Inc.

In Kahn v. Lynch, the Delaware Supreme Court
considered the appropriate standard of review
in a controlling shareholder merger transaction.
There, the special committee of Lynch Commu-
nication Systems, Inc. (Lynch) rejected a “final
offer” by Alcatel U.S.A. Corporation (Alcatel)—a

controlling shareholder owning approximately 43
percent of the outstanding shares of Lynch—of
$15.50 cash per share for a merger with Alcatel.28
Following Lynch’s rejection of the offer, Alcatel
threatened to proceed with a hostile tender offer
if the $15.50 per share offer was not approved by
the special committee, whose advisors had recom-
mended a $17 per share counteroffer to Alcatel’s
initial offer of $14 per share.?? The special com-
mittee recognized that a “white knight” or other
alternative was impractical because any change of
control required, under the charter, an 80 percent
shareholder approval.3® The special committee
therefore recommended that the board approve
the offer, which it subsequently did.3!

The Delaware Supreme Court held that
entire fairness was the proper standard of review
“because the unchanging nature of the underly-
ing ‘interested’ transaction requires careful scru-
tiny.”32 The Court noted that, even where no
coercion is intended, shareholders considering a
controlling shareholder transaction might fear
retaliation from the controlling shareholder if
they do not vote in favor of the transaction.33 As
a consequence, the Court held that entire fairness
review should apply to a merger transaction with
a controlling shareholder.34 The Chancery Court
also held, however, that the burden of proof
regarding the entire fairness of the transaction
shifts to the shareholder challenging the transac-
tion when an independent committee of direc-
tors or a majority of the minority shareholders
approves the transaction.35 In order for the bur-
den to shift, the Court held, “[p]articular consid-
eration must be given to evidence of whether the
special committee was truly independent, fully
informed, and had the freedom to negotiate at
arm’s length.”36

In re Siliconix Inc. Shareholders Litigation

In Siliconix, the transaction at issue was a
stock-for-stock tender offer by Vishay Inter-
technology, Inc. (thorough its wholly owned
subsidiary) (Vishay), a controlling shareholder
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and approximately 80 percent equity holder in
Siliconix Inc. (Siliconix).37 There, Vishay pro-
posed an all cash, non-negotiated, unilateral ten-
der offer, which was considered—and ultimately
rejected—by a two-person special committee
of directors with close relationships to Vishay’s
management.3¥ Vishay was unwilling to raise its
offer price and proposed a stock-for-stock tender
offer instead of a cash offer.3® Vishay announced
the exchange offer, without the prior approval of
the special committee, at a ratio of 1.5 shares of
Vishay for every share of Siliconix—a price that,
unlike the cash offer, carried no premium for Sili-
conix shareholders.40 The offer did include a non-
waivable majority-of-the-minority provision.#!
The 14D-9 reported that the special committee
had determined to make no recommendation
regarding Vishay’s tender offer.42

In considering what standard of review to
apply, the Court noted that “as long as the ten-
der offer is pursued properly, the free choice of
the minority shareholders to reject the tender
offer provides sufficient protection.”#3 Thus, in
the absence of coercion or actionable disclo-
sure violations, “Vishay was not obligated to
offer a fair price in its tender.”#4 In so holding,
the Court acknowledged that “[ijt may seem
strange” to review a controlling shareholder
tender offer transaction under a different stan-
dard than a controlling shareholder merger, but
explained that this rationale is rooted in the prin-
ciple that an individual shareholder may reject a
tender offer and, at least prior to any short-form
merger, continue to own the stock of the target
company.4> The Court noted also that, unlike in
a merger, a tender offer does not involve any cor-
porate action by the board, but is instead a trans-
action between a controlling shareholder and the
minority shareholders.46

While acknowledging that these principles
do not lead to the conclusion that target boards
have no duties to shareholders in the context of a
tender offer, the Court noted that, although the
Delaware legislature has imposed on directors

specific duties under 8 Del. G. L. § 251 in a merger
transaction, “it has not chosen to impose compa-
rable statutory duties on directors of companies
that are targets of tender offers.”47 The Court
therefore was unwilling to require the applica-
tion of the entire fairness standard in tender
offer transactions.48

In Re John Q. Hammons Hotels Inc.
Shareholder Litigation

In In re John Q. Hammons Hotels Inc. Share-
holder Litigation,* John Q. Hammons, the con-
trolling shareholder, owning approximately 76
percent of the voting shares of John Q. Hammons
Hotels, Inc. (JQH), negotiated to sell JQH to a
third party in a merger transaction in which he
received differential consideration, including: (1)
agreements intended to provide him with financ-
ing for other hotel development projects while
avoiding tax liability; (2) a $25 million short-term
and a $275 million long-term line of credit; and
(3) a right of first refusal to purchase hotels fol-
lowing the merger transaction.>® The transaction
was negotiated by an independent special commit-
tee and included a majority-of-the-minority pro-
vision which required approval by a majority of
the minority stockholders voting on the merger.5!
Importantly, the majority-of-the- minority provi-
sion was waivable by the special committee.

On the defendants’ motion for summary judg-
ment, the Chancery Court held that the trans-
action was subject to entire fairness review. The
Court noted, however, that this result was not
mandated by Lynch.52 The transaction at issue
involved a transaction with a third party, albeit
one that provided differential consideration to
the controlling shareholder. It did not involve a
controlling shareholder standing on both sides
of the transaction and, therefore, entire fairness
did not apply ab initio. However, because the con-
trolling shareholder received differential consid-
eration, the Court held, the business judgment
standard of review did not automatically apply
either.>3 Instead, “the use of sufficient procedural
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protections for the minority stockholders could
have resulted in application of business judgment
review in this case.”54 Specifically, the Court held,
business judgment review could have been applied
to the transaction if the transaction had been “(1)
recommended by a disinterested and independent
special committee and (2) approved by stockhold-
ers in a non-waivable vote of the majority of all
the minority stockholders.”55

The transaction did not, however, warrant busi-
ness judgment review because, the Chancery Court
held, the special procedures implemented in the
case were inadequate.>¢ Specifically, the Court held
that the deal’s majority-of-the-minority condition
was insufficient because it was waivable by the spe-
cial committee and it called for a vote by a major-
ity of the minority shareholders voting, as opposed
to a majority of a// minority shareholders.>” The
Court therefore applied the entire fairness stan-
dard of review and denied the cross motions for
summary judgment on the issue of fair dealing.58

The Case for a “Unified” Standard

In In re Pure Resources, Inc. Shareholders
Litigation (Pure Resources)>® and In re Cox Com-
munications Shareholders Litigation (Cox Com-
munications),? Vice Chancellor Strine thoroughly
reviewed the policy concerns raised by Lynch and
Siliconix and undertook to reconsider the appro-
priate standard of review for controlling share-
holder freeze-out transactions. In Pure Resources,
for example, the Vice Chancellor asked:

When a transaction to buy out the minor-
ity is proposed, is it more important to the
development of strong capital markets
to hold controlling stockholders and tar-
get boards to very strict (and litigation-
intensive) standards of fiduciary conduct?
Or is more stockholder wealth generated
if less rigorous protections are adopted,
which permit acquisitions to proceed so
long as the majority has not misled or
strong-armed the minority?6!

In both decisions, Vice Chancellor Strine
called into question divergent standards of review
for one-step and two-step transactions with con-
trolling shareholders. Specifically, he took issue
with the principle that a controlling shareholder
transaction that is structured as a unilateral ten-
der offer rather than a merger should receive a
more lenient standard of review, and vice versa.
Rather, as he noted in Pure Resources, minority
shareholders in both transactions are susceptible
to the proverbial “800-pound gorilla’s retributive
capabilities™:

The problem is that nothing about the ten-
der offer method of corporate acquisition makes
the 800-pound gorilla’s retributive capabilities
less daunting to minority stockholders. Indeed,
many commentators would argue that the tender
offer form is more coercive than a merger vote.
In a merger vote, stockholders can vote no and
still receive the transactional consideration if
the merger prevails. In a tender offer, however, a
non-tendering shareholder individually faces an
uncertain fate....But whether or not one views ten-
der offers as more coercive of shareholder choice
than negotiated mergers with controlling stock-
holders, it is difficult to argue that tender offers
are materially freer and more reliable measures of
stockholder sentiment.62

Similarly, in Cox Communications, a decision
in which the standard of review for controlling
shareholders was not being litigated, Vice Chan-
cellor Strine made a case for a strengthening of the
Siliconix line of decisions, criticizing the fact that,
under such precedent, a transaction could escape
entire fairness review even if the special commit-
tee made a recommendation not to tender.63

In both decisions, Vice Chancellor Strine
also made a strong argument for relaxing Lynch.
In Pure Resources, Vice Chancellor Strine criti-
cized the paternalism of Lynch, remarking that
“the corporate law should not be designed on
the assumption that diversified investors are
infirm but instead should give great deference to
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transactions approved by them voluntarily and
knowledgeably.”¢4 Similarly, in Cox Communica-
tions, Vice Chancellor Strine noted that the more
stringent standard in Lynch gives all Lynch claims
settlement value and therefore creates incen-
tives for plaintiffs who have no injury to bring a
claim.> To this last point, Vice Chancellor Strine
made an appeal for the judiciary to “be vigilant to
make sure that the incentives we create promote
integrity and that we do not, by judicial doctrine,
generate the need for defendants to settle sim-
ply because they have no viable alternative, even
when they have done nothing wrong.”¢¢ Thus,
in Cox Communications, Vice Chancellor Strine
sought to refine the standard articulated in Pure
Resources and proposed that one- and two-step
freeze-out transactions involving controlling
shareholders be governed by a “unified standard”
applicable to controlling shareholder transactions
regardless of the transaction structure.t’

The Unified Standard

At its core, CNX held that, in order for a
controlling shareholder transaction to receive
business judgment review, the transaction pro-
cess genuinely must replicate a third-party trans-
action.t8 As Vice Chancellor Laster explained,
“The animating principle underlying the unified
approach is to give judicial deference to processes
that simulate arms’ length third-party transac-
tional approvals.”® The structural protections
that therefore must be in place for the business
judgment standard of review to apply include: (1)
The negotiation and approval (or a recommen-
dation for approval) by an independent special
committee; and (2) a vote (or tender) by a major-
ity-of-the-minority of the shareholders in favor of
the transaction.” Importantly, the Court in CNX
emphasized that that these processes must not
only be in place, but also must be effective such
that the decision to sell replicates an arm’s length,
third-party transaction. These terms must also be
conditions of a controlling shareholder transac-
tion, and not merely the result of it. Thus, when
both mechanisms are in place—and are in place

effectively—a controlling shareholder does not
stand on both sides of a transaction and entire
fairness review is inapplicable.”!

As in Pure Resources, the Court in CNX
stressed that a controlling shareholder in a ten-
der offer has a duty “to permit the independent
directors on the target board both free rein and
adequate time to react to the tender offer,” as
well as the ability to negotiate in a fully arm’s
length manner, replicating a third-party transac-
tion.”2 Notably, this includes granting the special
committee the authority to implement a poison
pill—a mechanism that would be available in a
third-party transaction:

Because a board in a third-party trans-
action would have the power to respond
effectively to a tender offer, including by
deploying a rights plan, a subsidiary board
should have the same power if the freeze-
out is to receive business judgment review.
This does not mean that a special commit-
tee must use that power. The shadow of pill
adoption alone may be sufficient to prompt
a controller to give a special committee
more time to negotiate or to evaluate how
to proceed.”

Vice Chancellor Laster’s suggestion that a spe-
cial committee considering an offer from a con-
trolling shareholder should have the authority
to deploy a rights plan is remarkable and could
mark a significant shift in the balance of power
between subsidiaries and controlling sharehold-
ers in merger and tender offer transactions.

Along the same lines, the Court held that a spe-
cial committee must be provided with “authority
comparable to what a board would possess in a
third-party transaction,” including the power to
consider alternatives to the proposed transaction
with a controlling shareholder.’4 In CNX, the
Board’s denial of the Special Committee’s request
for such authority cut against the Special Com-
mittee’s ability to negotiate for the best price for
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the minority shares and supported a finding that
entire fairness review was appropriate.’s

Under CNX, amajority-of-the-minority provi-
sion must be implemented in a manner that safe-
guards the negotiating leverage of the minority
shareholders, and locking up the minority—or a
significant portion of it—prior to the tender offer
may well undermine the protections afforded
by the provision.”® Because CONSOL and T.
Rowe Price had negotiated the terms of the ten-
der prior to the offer being made to the rest of
the minority shareholders, the Court examined
the motives of T. Rowe Price to negotiate the
best price for the minority shareholders and
expressed skepticism concerning the effective-
ness of the majority-of-the-minority condition.
The Court noted that because T. Rowe Price had
a slightly greater ownership interest in CONSOL
than it did in CNX, it “arguably [had] an incen-
tive to favor CONSOL. .. [This case] is about
a direct economic conflict that at best renders
T. Rowe Price indifferent to the allocation of value
between CONSOL and CNX and at worst gives
T. Rowe Price reason to favor CONSOL.”77 The
pre-offer lock-up of T. Rowe Price’s shares there-
fore increased the likelihood of the completion of
the tender offer, thereby decreasing the effective-
ness of the majority-of-the-minority provision as
a negotiating tool to leverage a higher price for
the minority shareholders.’8

A majority-of-the-minority
provision must be
implemented in a manner
that safeguards the
negotiating leverage of
the minority shareholders.

In sum, to obtain the benefit of the busi-
ness judgment rule in a controlling shareholder
transaction, the special committee must seek to
replicate a fully arm’s length negotiation with
the controlling shareholder. At a minimum, this

requires that the special committee: (1) be fully
independent of the controller; (2) be able to eval-
uate the controller’s offer, with sufficient time to
react to the offer and negotiate with the control-
ling shareholder; (3) have comparable negotiation
tools of a corporation or board in an arm’s length
transaction (including, potentially, the ability to
deploy a rights plan in response to a proportion-
ate threat to shareholder interests from the con-
troller); and (4) affirmatively recommend that the
minority shareholders support the controlling
shareholder’s offer. Furthermore, the transaction
must be subject to a non-waivable majority of the
minority shareholder approval or tender (likely
excluding from the majority any shares subject to
a pre-negotiated agreement to tender).

Practical and Legal Implications of CNX

Among the key lessons to be taken away from
CNX include the following:

»  Enhanced role of special committees. Special
committees are now, for all intents and pur-
poses, mandatory in controlling shareholder
transactions. Moreover, their role has become
increasingly crucial under CNX as such
transactions will be subject to entire fairness
review unless the special committee affir-
matively recommends that the shareholders
tender their shares.

»  Full negotiation authority. Under CNX, a
special committee must have authority simi-
lar to that given to boards considering third-
party transactions. The special committee’s
board authorization should clearly reflect
this. This authority includes the ability to
consider alternative transactions and to
deploy defensive measures, such as imple-
menting a poison pill.

*  Single member committees are not prefer-
able. The Chancery Court previously has
cautioned against employing single member
special committees. While Vice Chancellor
Laster did not single out the lone commit-
tee member for criticism, CNX is a general
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reminder that single members committees
raise potential issues from a process perspec-
tive and may be less well-respected by the
Delaware courts.”

o The risks of locking up the minority. CNX
also cautions against a pre-lock up of minor-
ity shares negotiated by a controlling share-
holder. In CNX, the Court scrutinized the
incentives of T. Rowe Price because T. Rowe
Price and CONSOL had pre-negotiated
the terms of the tender offer. The Court
was ultimately skeptical of T. Rowe Price’s
motives in approving the shares, and disap-
proved of CNX’s efforts to include T. Rowe
Price’s shares in the numerator for calculating
the majority of the minority.

*  Minimizing force of representative litigation?
The Court of Chancery’s call to overturn
Lynch—a decision that it has criticized as ren-
dering it impossible for a controlling share-
holder to obtain dismissal of even meritless
shareholder litigation challenging a one-step
merger—reflects an interest in minimizing
the risk of Catch-22 business decisions that
expose directors and parties in fundamen-
tal transactions to inevitable representative
litigation with unavoidable settlement value.80
This is consistent with other recent efforts
by the Court of Chancery to rationalize the
incentives created by the inevitable threat of
shareholder litigation in any fundamental
transaction.8!

Conclusion

As Vice Chancellor Laster stated in CNX, his
decision implicates “fundamental issues of Dela-
ware law and public policy that only the Delaware
Supreme Court can resolve.”82On July 9, 2010, the
Delaware Supreme Court held that the defendants’
application for appeal of the Court of Chancery’s
decision in CNX was not ripe for review until a
final judgment has been entered. Thus, the true
effect of the CNX decision ultimately depends
on whether the Delaware Court weighs in on the
issue. Until then, two-step tender offers involving

controlling shareholders likely will be structured in
accordance with the duties laid out in CNX—the
more stringent of the possible standards of review.
Because the transaction at issue in CNX was not
a one-step merger, such transactions will likely,
and should, still be structured with the entire fair-
ness standard in mind until the Delaware Supreme
Court weighs in on the issue.
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SECURITIES LITIGATION

Sharing Attorney Work Product
with Auditors

In a recent decision, the DC Circuit held that
attorney work product may be shared with auditors
without waiving protection of the relevant docu-
ments. There remain risks however.

By John H. Sturc

On June 29, 2010, the United States Court of
Appeals for the District of Columbia issued the
first court of appeals decision regarding whether
a public company may share attorney work prod-
uct with its outside auditor without waiving pro-
tection of those documents from discovery in
subsequent litigation.! It held that, under the cir-
cumstances, such a sharing was not a waiver.

Public companies must often evaluate the pos-
sible financial impact of litigation in preparing
financial statements and must often share their
evaluation with auditors so that the auditors may
determine whether the financial statements are
fairly stated. Such contingent liabilities, many of
which are the subject of potential or ongoing liti-
gation, can frequently be material to a company’s
financial statements. But candor creates risks, as
preparing and then sharing confidential assess-
ments with outsiders creates the potential that a
court may later hold that the data must also be
shared with the company’s adversary. Heretofore,
this issue had only been decided by federal district
courts which had reached mixed results.2 In hold-
ing that a corporation may share attorney work
product with its outside auditors without losing
its protection from discovery, the Court’s ruling

John H. Sturc is a partner at Gibson, Dunn & Crutcher LLP
in Washington, DC.

in United States v. Deloitte LLP, should, if fol-
lowed elsewhere, facilitate the audit of financial
statements of public companies.

The DC Circuit’s Decision

In United States v. Deloitte LLP, a panel of the
D.C. Circuit considered a claim by Dow Chemi-
cal Company (Dow) to preclude enforcement of
a civil subpoena served by the United States on
Dow’s independent registered public accounting
firm, Deloitte LLP (Deloitte) on behalf of the
Internal Revenue Service (IRS) in federal civil lit-
igation contesting tax adjustments to partnership
returns filed by two Dow subsidiaries. The appeal
focused on three documents which Deloitte with-
held at Dow’s instruction: (1) a draft memoran-
dum written by Deloitte personnel summarizing
a meeting between Deloitte, Dow personnel, and
Dow’s outside counsel regarding the potential
for tax litigation as to one of the partnerships
and the possible accounting for that contingency
(which the court referred to as “the Deloitte
Memorandum™); (2) a memorandum and flow-
chart prepared by a Dow accountant and a Dow
lawyer; and (3) a tax opinion prepared by Dow’s
outside counsel (which the court called “the Dow
Documents™). All three documents were pro-
vided to Deloitte in response to its assertion that
the materials were needed for Deloitte’s audit so
that it could issue an opinion on Dow’s financial
statements.

In its analysis, the court first concluded that,
subject to further factual findings by the Dis-
trict Court on remand, all three documents were
potentially protected from disclosure on remand.
It held that those portions of the Deloitte
Memorandum which reflected the “thoughts
and opinions of counsel developed in anticipa-
tion of litigation,”3 were protected from dis-
covery because those thoughts and impressions
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had been created “because of” the prospect of
litigation with the IRS.4 In so holding, the court
adopted what it believed to be the majority rule
and held that a document which evaluates the
potential for litigation in connection with a pos-
sible business transaction can retain its work
product protection.> It declined to follow the
“primary motivating purpose” test for creation
of the documents applied by the Fifth Circuit
in United States v. El Paso Co.,° a test which
confines work product protection to documents
motivated by the defense or prosecution of liti-
gation itself.

Second, the court concluded that Dow had
not waived the work product protection by shar-
ing the thoughts and mental impressions of its
attorneys with its outside auditors. The court
noted that voluntary disclosure of work prod-
uct may waive the attorney-client privilege and
that selective disclosure of work product with an
adversary may also waive work product protec-
tion. However, it found that sharing work prod-
uct information with an independent auditor did
not cause a waiver of work product protection
because it did not undermine the adversary pro-
cess.” The court concluded that the auditor was
a neutral, and not an adversary. In so holding,
it relied on American Institute of Certified Pub-
lic Accountants rules stating that “the threat of
litigation between an independent auditor and
its client can compromise the auditor’s indepen-
dence and necessitate withdrawal.”8 Additionally,
the court found that even after disclosing work
product to the auditors, Dow retained a reason-
able expectation of continued confidentiality of
the materials because of the auditors’ ethical
obligations to maintain the confidentiality of cli-
ent information.?

Distinguishing United States v. Textron

The D.C. Circuit’s conclusion regarding the
work product status of Dow’s analysis of pos-
sible IRS claims contrasts with the recent en banc
holding in United States v. Textron, Inc.,1° where a

sharply divided court of the First Circuit held, on
a 3-2 vote, that tax accrual work papers prepared
by the company’s tax department to support its
calculation of tax reserves for its audited finan-
cial statements were not entitled to work product
protection.!! The First Circuit noted that “the
purpose of the [tax accrual] work papers was to
make book entries, prepare financial statements
and obtain a clean audit...,”12 and reasoned
that documents prepared in the ordinary course
of business evaluating the risk of loss in a “sub-
ject that might conceivably be litigated,”!3 were
too attenuated from the actual litigation process
to warrant protection when subpoenaed by the
Internal Revenue Service.14

In Deloitte, the D.C. Circuit distinguished the
Textron decision because the Deloitte Memo-
randum and the Dow Documents principally
focused on a legal analysis of a particular contro-
versy, rather than all tax issues faced by the cor-
poration, and because the particular tax accrual
work papers at issue in 7extron were of no use
to Textron in actual litigation.!5 In addition, the
D.C. Circuit concluded that the 7extron minor-
ity “makes a strong argument,”!¢ that the major-
ity had wrongly applied a disfavored and “more
exacting” “prepared for use in possible litigation”
standard which the D.C. Circuit believed was both
incorrect and a minority view.!7

Implications for Practice

Inreachingits conclusion, the D.C. Circuit was
“mindful that independent auditors have signifi-
cant leverage over the companies whose finances
they audit,”!8 and concluded that the govern-
ment’s mere “desire to know what Dow’s counsel
thought” was discovery that would undermine
the adversarial process.!® Thus, public companies
in jurisdictions which apply Deloitte should have
greater freedom to brief auditors on legal issues
facing the company.

The decision also suggests that work prod-
uct may be shared with other, non-adversaries,
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without creating a waiver. Thus, the Deloitte
opinion relied on United States v. Adlman,?0 which
accorded protection to work product of a tax pay-
er’s outside accounting firm regarding the risk of
tax litigation in a merger. In dictum, the Adlman
court stated that parties to a business transaction
should be able to share work product about pend-
ing litigation to decide whether to proceed without
running the risk of waiver.2! The Deloitte decision,
which sought to promote efficient analysis of legal
issues while maintaining the integrity of the adver-
sarial process, supports such a result.

Contemplating sharing

work product, companies
should continue to guard
against the risk of waiver.

Nonetheless, in contemplating sharing work
product, companies should continue to guard
against the risk of waiver and later disclosure to
an adversary. First, the Deloitte decision does not
protect against a claim of waiver of the attor-
ney/client privilege. Second, it is a case of first
impression in the courts of appeal and the 7ex-
tron case suggests a risk that some courts may dis-
agree. Third, the Deloitte court cautioned that a
provider of work product must establish that the
documents shared are not likely to be relevant to
the recipient in any dispute between the parties. It
also is necessary to show that the disclosing party
had a reasonable basis for believing that the work
product would remain confidential, either because
of pre-existing ethical standards imposed on the
recipient, a common litigation interest with the
receiving party, or a “relatively strong and suffi-
ciently unqualified,” confidentiality agreement.22

NOTES
1. United States v. Deloitte LLP, F.3d ___, 2010 WL 2572965 (June 29,
2010).

2. For cases finding no waiver, see, e.g, Regions Fin.Corp. v. United
States, No 2:06-CV-00895-RDP, 2008 WL 2139008 at *8 N.D. Ala, May 8,
2008); Lawrence E. Jaffe pension Plan v. Household Int’l, Inc., 237 F.R.D.
176, 183 (N.D. Ill. 2006); In re JDS Uniphase Corp. Sec. Lit., No. C-02-
1486 CW, 2006 WL 286049, at *1 (N.D. Cal. Oct. 5, 2006); Am. S.S.
Owners Mut. Prot. & Indem. Ass’'n v. Alcoa s.S. Co., No. 04-Civ.-4309,
2006 WL 278131 at *2 (S.D.N.Y. Feb. 2, 2006); Frank Betz Assocs., Inc.
v. Jim Walter Homes, Inc., 226 F.R.D. 533, 535 (D.S.C. 2005); Merrill
Lynch & Co., Inc., v. Allegheny Energy, Inc., 229 F.R.D. 441, 447-449
(S.D.N.Y. 2003); In Re Honeywell In’tl. Inc. Sec. Litig., 230 F.R.D. 293,
300 (S.D.N.Y. 2003); Gutter v. E.I Dupont de Nemours s&Co., No. 95-
CV-2152, 1998 WL 2017926 at 16 (S.D.N.Y. Dec. 23, 1993). For cases
finding waiver, see, e.g, Medinol, Ltd. v. Boston Scientific Corp., 214
FR.D. 113, 115-117 (S.D.N.Y. 2002); In Re Giasonics Sec. Litig, No.
C-83-4584-RFP, 1986 WL 5402 at *1 (N.D. Cal. June 15, 1986).

3. United States v. Deloitte LLP, F.3d ___, 2010 WL 2572965 at *4.
Id.

Id. at *6.

682 F.2d 530, 542 (5th Cir. 1982).

Deloitte, 2010 WL 2572965, at *8-10.

American Institute of Certified Public Accountants, AICPA Code
of Professional Standards, Code of Professional Conduct § 101.08 (2005).
9. Id. Here the Court relied on AICPA Code of Professional Conduct

® Nk

§301.01 “A member in public practice shall not disclose any confidential
client information without the specific consent of the client.”)

10. 577 F.3d 21 (Ist Cir. 2009).

11. 577 F3d 21, 22.

12. 577 F.3d 21, 27.

13. 577 F.3d 21, 29.

14. 577 F.3d 21, 30; The First Circuit noted that the tax accrual work
papers had been shared with the company’s outside auditors, id. at 24,
but it did not hold that this sharing of information led to a waiver of
work product protection. Instead, it concluded that the work papers
were not entitled to protection at all.

15. Deloitte, 2010 WL 2572965, at* 6.

16. Id.

17. Id.

18. Id. at 11.

19. Id

20. 134 F.3d 1194 (2d Cir. 1998).

21. 134 F.3d 1194, 1199-1200.

22. Deloitte, 2010 WL 2572965, at *9.
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STATE CORNER

Recent Developments in the Use
of Top-Up Options

By John F. Grossbauer and Joan-Alice M. Burn

Since first being developed early in the last
decade, top-up options have become standard in
two-step mergers. A “top-up” option is a stock
option granted by the board of directors of a tar-
get corporation to an acquirer which has agreed
to commence a tender offer, in most cases for all
of the outstanding shares of the target corpora-
tion. By exercising the top-up option, the acquirer
is able to purchase that number of newly issued
shares of the target corporation’s capital stock
which, when added to the number of shares of
capital stock owned by the acquirer immediately
following the tender offer, constitutes at least 90
percent of the outstanding shares of capital stock
on a fully diluted basis. Virtually every two-step
transaction considered in a recent study con-
tained a top-up option.!

The pervasiveness of top-up options in two-
step mergers is understandable as these provisions
appear to provide a “win-win” for acquirer and tar-
get. The acquirer benefits by allowing the back end
of a merger transaction to close relatively quickly
through the use of a short-form merger under
Section 253 of the Delaware General Corporation
Law (DGCL)? and the target’s stockholders ben-
efit by permitting the non-tendering stockholders
to receive cash sooner than would be the case if
a formal stockholder meeting were required to

John F. Grossbauer is a partner, and Joan-Alice M. Burn is
an associate, in the Wilmington, Delaware law firm of Potter
Anderson & Corroon LLP. The views expressed are those of
the authors and may not be representative of those of the
firm or its clients.

approve the back end merger. Despite the routine
use of top-up options, the assumption that they
provide a “win” for target stockholders has been
challenged occasionally by plaintiffs’ lawyers.3
One recent case, Olson v. ev3, Inc.,* highlights these
challenges, and its outcome suggests the adoption
of certain best practices that should be observed
when drafting and disclosing such provisions.

The Challenges to Top-Up Options in
Olson v. ev3, Inc.

At issue in ev3 was the proposed acquisition
of ev3, Inc. (ev3) by COV Delaware Corporation
(COV), a Delaware Corporation wholly-owned by
Covidien Group S.a.r.l. (Covidien).> The transac-
tion was structured as a two-step transaction with
COV offering to purchase all outstanding shares
of ev3’s common stock at a cash purchase price of
$22.50 per share and agreeing to promptly effect
a short form merger thereafter.6 The agreement
and plan of merger included a top-up option that
COV would be required to exercise if, follow-
ing the tender offer, it owned 75 percent of the
shares.” In ev3, Vice Chancellor Laster agreed to
schedule an expedited injunction hearing focused
on plaintiff’s claims that the top-up option was
invalid for failure of consideration and that the
top-up option granted by ev3 was coercive and
the disclosure related to it was inadequate.®

Technical Challenge

The technical challenge to the board’s agree-
ment to accept a note as consideration for the
issuance of the top-up shares centered on allega-
tions that the board had not defined sufficiently
the terms of the note at the time the option was
approved. Section 157 (b) of the DGCL mandates
that the terms of, and consideration for, options
be stated in the certificate of incorporation or in
a resolution adopted by the board of directors
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providing for the issuance of the options and
detailed or incorporated by reference in the instru-
ment evidencing the options.” The ev3 board’s
intention to finalize certain terms of the promis-
sory note to be exchanged for the top-up shares in
the event the option was exercised was challenged
as a failure to set forth the terms of the consider-
ation as required by statute and case law.10

Appraisal Dilution Theory

The plaintiff also alleged the top-up option
coerced stockholders into accepting the tender
price because the issuance of the top-up shares
would dilute the value of the target’s shares in a
post-closing appraisal proceeding.!! The alleged
“appraisal dilution” stems from the fact that a
top-up option requires that a large number of
shares be issued at the merger price—an amount
equal to 10 percent of the outstanding shares
for every 1 percent by which the offer falls below
the 90 percent threshold needed to accomplish a
short-form merger under Section 253. Because
these shares will be outstanding on the date the
back end merger closes, as a technical matter,
those shares, and the consideration paid for them,
normally would be considered in an appraisal
proceeding under Section 262 of the DGCL. If
the shares are paid for with cash, the effect on
appraised value may be neutral or even positive
if the appraisal value is otherwise below the deal
price.!2 However, if, like most top-up options, the
consideration exchanged for the top-up shares is
paid in the form of an unsecured note, plaintiffs
may (and did in ev3) argue that the note could be
worth substantially less than the merger price on
a per share basis. This possibility, coupled with
an alleged lack of disclosure about the mechanics
of the top-up option, allegedly results in stock-
holders being coerced to tender into the deal, or
at least not to elect to exercise appraisal rights.

Settlement Terms

The issues raised in ev3—how to handle the
potential dilutive effect of a top-up option and

the disclosures required in connection with a top-
up option—will, for now, remain unaddressed
by a court as the parties agreed to settle the case
before the Vice Chancellor had the opportunity
to hear testimony. The settlement terms may,
however, suggest a path forward.!3

Aspart of the ev3 settlement, the parties agreed
to an amendment to the merger agreement pro-
viding that the top-up option consideration will
be paid partly in cash (for the aggregate par value
of the shares to be issued) with the remainder to
be paid either in cash or by a promissory note,
and setting forth the terms for such promissory
note (including the interest rate).!4 The ev3 settle-
ment agreement addressed the issue of “appraisal
dilution” by including in the tender offer materi-
als a statement that the parties had agreed “that,
in any appraisal proceeding described herein, the
fair value of the shares subject to the appraisal
proceeding shall be determined in accordance
with the DGCL without regard to the top-up
option, any shares issued upon exercise of the
top-up option or the Promissory Note.”!5

The approach taken here of expressly agreeing
to exclude the top-up option shares from consid-
eration in an appraisal proceeding was suggested
in an article that Vice Chancellor Laster wrote in
January 2009 before joining the bench in which
he argued that merger partners should be able
to address the issue by adding language in the
merger agreement providing that the parties agree
that any shares issued per the top-up option won’t
be considered for purposes of the appraisal.l6
(The article did not, however, expressly suggest
that such an agreement also provide that the value
contributed for the shares to be issued should be
excluded from the appraisal analysis, as was done
in ev3, although that result is arguably implicit in
the agreement to exclude the shares themselves.)
The Vice Chancellor echoed this suggestion in ev3
when he posited that the issue of appraisal dilution
could be easily addressed by not counting those
shares in the appraisal proceeding.!” Although he
left open the question of whether the exclusion of
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the top-up shares could be accomplished by agree-
ment among the parties or by the court, he noted
precedent for permitting parties to stipulate the
number of shares in an appraisal proceeding and
speculated that a court might be able to utilize the
language of the appraisal statute itself to exclude
the top-up shares from an appraisal proceeding
on the theory that the shares represent “an ele-
ment of value arising from the accomplishment
or expectation of the merger.”18

Best Practice for Top-Up Options

The ev3 settlement suggests certain best prac-
tices that acquirers and targets should follow to
anticipate the types of challenges to the use of a
top-up option made in that case:

*  Merger agreements should include a provi-
sion that expressly addresses the treatment in
an appraisal proceeding of top-up shares and
the associated consideration. By expressly
addressing this issue in the merger agreement,
the acquirer and the target can reduce the
uncertainty concerning how a court might
address the issue in an appraisal proceeding.

e If the consideration to be exchanged for the
top-up shares will include a note, then the
specific terms of the note should be approved
by the board and included in the disclosures.

e In addition, acquirers and targets should
consider adding broader disclosure about the
top-up option and its potential impact on
appraised value in the tender offer materials
in order to blunt any claims of inadequate dis-
closure about the top-up option and its effect
(or lack thereof) on appraisal valuation.

NOTES

1. American Bar Association Mergers & Acquisitions Market Trends
Subcommittee, 2009 Strategic Buyer/Public Target Mergers & Acquisi-
tions Deal Points Study, at 106 (Sept. 10, 2009), available at http://www.
abanet.orgldchlcommittee.cfm?com=CL560003. In 2008, with the excep-
tion of one transaction involving a controlling stockholder, 100 percent
of the two-step transactions with a value over $100 million in 2008

included a top-up option. 7d.

2. 8 Del. C. §253. Section 253 permits a corporation owning 90 percent
of each outstanding class of voting stock to unilaterally complete a merger
without any additional subsidiary board or stockholder approval.

3. NECA-IBEW . Prima Energy Corp., C.A. No. 522 (Del. Ch. June 30,
2004) (denying a motion to expedite a challenge to a “top-up” option
founded on allegations that the option impermissibly interfered with
stockholders’ voting rights); In re Gateway Shareholders Litigation, C.A.
No. 3219-VCN (Del. Ch. Sept. 14, 2007) (granting a motion to expedite
but characterizing as “far from compelling” claims that the top-up
option served to avoid a stockholder vote and coerce stockholders into
tendering their shares); J. Travis Laster and Matthew F. Davis, Catching
Up on Top Up Options, 23 Insights (January 2009) at 9.

4. C.A. No. 5583-VCL (Del. Ch. June 25, 2010) (ev3).

5. Olson v. ev3, Inc., C.A. No. 5583-VCL (Del. Ch. June 18, 2010)
(complaint).

6. ev3 Inc., Third Party Tender Offer Statement (Form SC TO-T),
at iv (June 11, 2010).

7. Id.

8. ev3, transcript at 32. The Vice Chancellor refused to expedite based
on the claims made regarding price and process, noting that this was an
arm’s length deal with a third party and that all stockholders, including
a stockholder that owns 24 percent of the common stock, are offered the
same consideration. Id. at 14, 28-29.

9. 8 Del. C.§157(b).

10. ev3, transcript at 24-25; 8 Del. C. § 157(b); see Niehenke v. Right O
Way Transp., Inc., C.A. Nos. 14392, 14444, Allen, C. (Del. Ch. Dec. 28,
1995) (finding option void and unenforceable where terms of option
allegedly granted by board for the benefit of a director’s wife were not
stated separately in either the certificate of incorporation or in a resolu-
tion adopted by the board).

11. ev3, transcript at 5-6. See also, Chazen v. OSI Pharmaceuticals,
Inc., et al. (C.A. No. 5311-VCS); Louisiana Municipal Police Employees’
Retirement System v. Ingram, et al. (C.A. No. 5318-VCS); Southeastern
Pennsylvania Transportation Authority v. Ingram, et al. (C.A. No. 5341-
VCS); Naiditch v. Ingram, et al. (C.A. No. 5353-VCS) (collectively, OSI
Pharmaceuticals) (another recent challenge to top-up options that raises
the issue of appraisal dilution).

12. In an appraisal proceeding, although the court will determine the
fair value of the shares of stock, a price resulting from arm’s-length
negotiations with a third party may provide strong evidence of fair
value. See M. P. M. Entertainment, Inc. v. Gilbert, 731 A.2d 790, 797 (Del.
1999) (“A merger price resulting from arm’s-length negotiations . . .
is a very strong indication of fair price.”); Van de Walle v. Unimation,
Inc., 1991 WL 29303, at *17 (Del. Ch. Mar. 7, 1991) (“The fact that a
transaction price was forged in the crucible of objective market reality

(as distinguished from the unavoidably subjective thought process of a
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valuation expert) is viewed as strong evidence that the price is fair.”).
Moreover, because synergistic effects are not included in the appraisal
valuation, the appraisal value as determined by the court in a strategic
transaction could be lower than the merger price. Union Illinois 1995 Inv.
Ltd. Partnership v. Union Financial Group, Ltd., 847 A.2d 340, 353-354
(Del. Ch. 2004) (describing the discount applied to factor synergistic
value out of the estimated fair value of a strategic transaction); Tanzer v.
International General Industries, Inc., 402 A.2d 382, 394-395 (Del. Ch.
1979) (noting that the appraisal statute precludes consideration of syn-
ergistic effect during an appraisal proceeding).

13. Although the parties have reached a settlement in principle, as of

this writing the Court of Chancery has not approved the settlement.

14. The settlement terms also made it clear that guaranteed delivery
shares are excluded from the purchaser’s ownership until delivered in
settlement.

15. ev3, Inc., Tender Offer Solicitation/Recommendation Statements
(Form SC14D-9), at 10 (July. 6, 2010). A similar approach was also
taken in Gateway, where the settlement included an agreement not
to assert for purposes of an appraisal proceeding that the number
of shares would include the top-up shares. Laster and Davis, supra,
at 14.

16. Laster and Davis, supra, at 13.

17. ev3, transcript at 33.

18. 8 Del. C. §262(h). See ev3, transcript at 33-34.
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IN THE COURTS

U.S. Supreme Court Decision
in Quon Changes Workplace
Privacy Law

By Jason C. Schwartz, Joshua P. Chadwick
and Andrea R. Lucas

On June 17, 2010, the United States Supreme
Court held that a city’s review of a police offi-
cer’s text messages sent while at work from his
employer-issued pager constituted a reasonable
Fourth Amendment search and suggested that
the review “‘would be regarded as reasonable
and normal in the private-employer context.””!
In its unanimous decision in City of Ontario v.
Quon, the Court avoided direct resolution of the
threshold question of whether the employee had
a reasonable expectation of privacy.2 In extensive
dicta in his opinion for the Court, however, Jus-
tice Kennedy discussed multiple factors affecting
the legitimacy of employees’ privacy expectations
in workplace communication devices.3

Both public- and private-sector employers
should take note of Quon. First, as pointed out
by Justice Scalia in his concurrence,* lower courts
and litigants are likely to use this dicta as guid-
ance on when “operational realities” and societal
expectations of privacy trigger Fourth Amend-
ment protections for workplace technology and
communications. Second, Fourth Amendment
jurisprudence often influences case law dealing
with the private employment context, due to the
parallel standard of “reasonable expectations of
privacy” underlying the right to privacy protected

Jason C. Schwartz is a partner, Joshua P. Chadwick is an
associate, and Andrea R. Lucas is a summer associate, at
Gibson, Dunn & Crutcher LLP in Washington, D.C.

by the common law.5 This is critical because of
the important role of electronic communications
in the modern workplace. Email and text message
monitoring are often key sources of evidence in
employer investigations of harassment, insider
trading, trade secret misappropriation, and other
issues. In this regard, careful planning and pru-
dent employer policies may facilitate the lawful
collection of such evidence while reducing the
risk of invasion of privacy or similar claims.

The Supreme Court’s Decision in Quon

The dispute in Quon arose from an internal
affairs review of text messages sent by a SWAT
team member on his employer-issued pager
while at work. After issuing the pagers, the
City informed its employees at a staff meeting
and later in writing that all messages sent from
the pagers would be considered equivalent to
workplace email.6 As such, the City noted that
the texts would be subject to the City’s general
technology-usage policy, which reserved the right
to monitor and audit messages with or without
notice.” Quon previously had acknowledged his
understanding and consent to the general policy.$
After Quon exceeded his monthly texting limit,
the supervisor in charge of the texting contract
reminded Quon of the official policy that texts
were subject to auditing but informed him that he
could reimburse the City for overage fees instead
of being audited.® The supervisor used this alter-
native practice of dealing with overages for Quon
and other employees multiple times following the
first incident.10 After a period of repeated over-
ages by Quon, a member of the police department
reviewed the content of the messages sent during
working hours as part of an internal affairs inves-
tigation.!! After Quon was disciplined for exces-
sive personal use revealed by the investigation, he
brought suit for violation of his Fourth Amend-
ment rights, among other claims.!2
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On appeal, the Ninth Circuit held that the
City had violated Quon’s Fourth Amendment
rights by conducting a search that was unrea-
sonable in scope. This holding was supported by
the court’s threshold conclusion that Quon had
a reasonable expectation of privacy in the con-
tent of his text messages.!3 This determination
was based on a context-specific assessment of
“operational realities” of the police department
workplace, in particular the informal policy of
allowing overage reimbursements without audit-
ing which was established by the supervisor in
charge of the pagers and applied repeatedly to
Quon.!* Concluding that it could decide the case
on the narrow grounds of whether there had
been a reasonable search, the Supreme Court
declined to officially rule on whether Quon had
a reasonable expectation of privacy in his text
messages’ content; instead, the Court assumed
this threshold finding for purposes of its analy-
sis.!5 Based on its determination that review of
the text messages by the City was a reasonable
search under the specific facts of the case, the
Supreme Court reversed the Ninth Circuit’s
holding that the City violated Quon’s Fourth
Amendment rights.!6

Despite the Quon Court’s narrow holding, the
opinion contains significant discussion in dicta
concerning employee privacy expectations.!’
This discussion stemmed from the Court’s hypo-
thetical application of the “operational realities”
framework laid out by a plurality of the Court
in O’Connor v. Ortega,'8 an earlier case involv-
ing searches by government employers of their
employees’ physical workspaces. In O’Connor,
the Supreme Court split on the proper analysis
for determining if there were reasonable privacy
expectations sufficient to trigger Fourth Amend-
ment rights in a government workplace. A four-
Justice plurality concluded that courts must
conduct a case-by-case analysis and consider the
effect of the “operational realities of the work-
place” on employees’ privacy expectations.!9
In contrast, in his O’Connor concurrence, Jus-
tice Scalia concluded that the proper approach

was a bright-line rule that Fourth Amendment
protections apply to government employee
workplaces.20

Although the Court in Quon stated that it
would not choose between these approaches
because it was unnecessary to resolve the dispute
at hand, Justice Kennedy proceeded to note the
potential factors the Court would consider “were
we to assume that inquiry into “operational
realities” were called for” to assess employee pri-
vacy expectations.2! These can be summarized
into seven areas of inquiry affecting the exis-
tence of privacy expectations and their legiti-
macy: (1) whether official employer policy had
been altered by informal practices with sufficient
apparent and actual authority to set employer
policy; (2) whether monitoring and review of
such devices should have been anticipated based
on the usual course of business in the workplace;
(3) what general employer expectations were in
society with regards to personal use of work-
place communication-devices; (4) how the state
statutory backdrop affected monitoring notice
requirements; (5) to what degree society viewed
technology such as cell phones and text messag-
ing as part of an individual’s self-expression or
self-identification; (6) whether employees could
have easily used equivalent, privately-purchased
devices for personal use instead; and (7) whether
the employer had set out clearly communicated
policies concerning workplace communication-
technology usage and monitoring.22

Potential Impact of Quon’s Dicta on
Privacy Expectations Analysis

The Quon Court’s dictum is likely to impact
litigation in both the public- and private-
employment contexts. In his concurrence in Quon,
Justice Scalia noted that “[d]espite the Court’s
insistence that it is agnostic about the proper
test” for assessing employee privacy expectations,
“lower courts will likely read the Court’s self-
described “instructive” expatiation on how the
O’Connor plurality approach would apply here . . .
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as a heavy-handed hint about how they should
proceed.”23 He predicted that litigants would do
likewise and “bombard[] lower courts with argu-
ments about employer policies, how they were
communicated, and whether they were autho-
rized, as well as the latest trends in employees’ use
of electronic media.”24

Beyond its relevancy to government employ-
ers in Fourth Amendment privacy litigation,
Quon is likely to affect litigation involving private
employers. The common law tort of invasion of
privacy, for example, generally requires proof that
the “intentional intrusion . . . would be highly
offensive to a reasonable person.”2> Courts fre-
quently frame this inquiry as whether the plaintiff
employee had a reasonable expectation of privacy
in the area upon which he or she was intruded,
and cite case law analyzing the reasonableness of
privacy expectations under state privacy tort law
and the Fourth Amendment interchangeably.26 It
is expected that the Supreme Court’s treatment of
the issue in Quon will be applied in private-sector
employment litigation.

Practical Implications

In light of Quon, private sector employers
should consider taking several steps to minimize
risk in monitoring employee communications.
At a minimum, employers should have a written
policy specifically addressing workplace com-
munications usage and monitoring. The policy
should address every form of technology that
the employer intends to regulate or monitor;
and employers should emphasize that all tech-
nology and communication devices and systems
are employer property subject to employer con-
trol and monitoring. It is critical that employ-
ers clearly convey that even if personal use of
employer-issued technology is allowed, employ-
ees should not have any expectation of privacy.

In addition, employers should obtain written
acknowledgement and consent from employees to
their usage and monitoring policies. In drafting or

revising their policies, employers should be cogni-
zant of the growing body of state and federal law
in this area.?’ They also should take care to keep
abreast of technology developments and update
their policies as technology and the law evolve.
In addition, employers should provide appropri-
ate guidance to supervisors about the dangers of
informal practices undermining official employer
policy. Finally, when reviewing employee elec-
tronic communications, employers should pro-
ceed carefully and in a manner consistent with
their policies.

Conclusion

Quon is part of a larger emerging body of
employee and communication-technology pri-
vacy law that is both shaping and being shaped by
current societal expectations of privacy. Amidst
this changing landscape, Quon joins a large body
of precedent that clearly indicates the important
role that workplace policies play in setting pri-
vacy expectations. Following the best practices
recommended above will help minimize employer
liability.
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A summary of recent memoranda that law firms have provided to their clients and other interested per-
sons concerning legal developments. Firms are invited to submit their memoranda to the editor. Persons
wishing to obtain copies of the listed memoranda should contact the firms directly.

Ballard Spahr LLP
Philadelphia, PA (212-665-8500)

SEC Approves Amendments
to Rule 15¢2-12 (June 29, 2010)

A discussion of SEC amendments to Rule
15¢2-12 of the Securities Exchange Act of 1934
(Exchange Act) that apply to underwriters who
are participating in a primary offering of munici-
pal securities.

Cleary, Gottlieb, Steen & Hamilton LLP
New York, NY(212-225-2000)

European Commission Publishes Green
Paper on Corporate Governance

in Financial Institutions and Remuneration
Policies in the Financial Section

(June 16, 2010)

A discussion of a Green Paper issued by the
European Commission setting out suggestions to
improve corporate governance in financial insti-
tutions and remuneration policies in the financial
sector.

U.S. Supreme Court Limits Scope of
Federal “Honest Services” Fraud Statute
in Prosecutions of Jeffrey Skilling and
Conrad Black (June 24, 2010)

A discussion of two Supreme Court opinions
that significantly restrict the scope of the “hon-
est services” fraud statute. The Court declined to
rule that the law should be invalidated, but lim-
ited “honest services” fraud to reach only bribery
and kickback schemes.

U.S. Supreme Court Upholds Sarbanes-Oxley
Act and Public Company Accounting Oversight
Board (June 30, 2010)

A discussion of the Supreme Court decision,
Free Enter. Fundv. Pub. Co. Accounting Oversight
Bd., rejecting a broad constitutional challenge to
the existence of the Public Company Account-
ing Oversight Board (Board). The Court held
the removal restrictions violate the separation of
powers section of the Constitution, but also held
that members of the Board were validly appointed
under the appoints clause of the Constitution.
Thus, the Board can continue to operate, but the
SEC now will have the ability to remove its Board
members at will.

Davis Polk & Wardwell LLP
New York, NY (212-450-4000)

Supreme Court to Address Securities Fraud
Pleading Standards (June 16, 2010)

A discussion of the Supreme Court’s grant of
certiorari in Matrixx Initiatives, Inc. v. Sircusano,
which presents the Court with an opportunity to
address conflicting standards in the US Court of
Appeals for determining when a pharmaceuti-
cal manufacturer’s non-disclosure of reports of
adverse effects may give rise to liability under Rule
10b-5 and Section 10(b) under the Exchange Act.

Faegre & Benson LLP
Minneapolis, MN (612-766-7000)

SEC Continues to Deny Finders Exemption
from Broker-Dealer Registration
(June 23, 2010)
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A discussion of a recent SEC response to a
no-action letter involving the law firm of Brum-
ber, Mackey & Wall, P.L.C. and relating to the
finder exception from broker-dealer registration.
The SEC refused to grant relief emphasizing the
transaction-based compensation that the law firm
would be receiving.

Gibson, Dunn & Crutcher LLP
Los Angeles, CA (213-329-7870)

Amendments to the EU Prospectus
Directive: Summary of Key Changes
(June 23, 2010)

A discussion of key changes to the EU Prospec-
tus Directive that goes into effect in September/
October 2010 and that member countries must
implement within 18 months thereafter.

K&L Gates
Pittsburgh, PA (412-355-6500)

SEC Proposes Tougher Disclosure Rules
for Target Date Funds (June 2010)

A discussion of SEC proposed rule changes
designed to “help clarify the meaning of a date in
a target date fund’s name and enhance the infor-
mation provided to investors in these funds as
they invest for retirement.”

Mayer Brown LLP
Chicago, IL (312-782-0600)

Court Reaffirms Limits on
Auditor Liability to Third Parties
(June 30, 2010)

A discussion of a Third District Court of
Appeal for the State of Florida decision reversing
entry of judgment on a $510 million jury verdict
against BDO Seidman and remanding for a new
trial. In its decision, the court reiterated a number
of legal principles of particular relevance to pub-
lic accounting firms.

Milbank, Tweed, Hadley & McCloy LLP
New York, NY (212-530-5000)

Delaware Court Applies Entire

Fairness Analysis to Corporate
Transactions with Controlling Shareholder
(June 21, 2010)

A discussion of a Delaware Court of Chan-
cery decision, Gentile v. Rosette, reaffirming the
duty of a board of directors to establish the
“entire fairness” of both the process and the price
of a transaction likely to benefit a controlling
shareholder. The decision also points out that a
director who approves a transaction found not to
be entirely fair will not be held personally liable
for damages as long as the director acts “loyally
and in good faith” and the corporation’s charter
includes appropriate exculpatory language.

Delaware Court Clarifies Rules

of the Road for Assessing Direct
and Derivative Shareholder Claims
(June 15, 2010)

A discussion of a Delaware Court of Chancery
decision, MCG Capital Corporation v. Jenzaber,
Inc., clarifying the right of preferred shareholder
to bring derivative claims and the considerations
for an aggrieved shareholder when commenc-
ing a lawsuit alleging both direct and derivative
claims.

Shearman & Sterling LLP
New York, NY (212-848-4000)

Review of the UK Takeover Code
(June 23, 2010)

A discussion of the announcement by the
UK Panel on Takeovers and Mergers of a
wide-ranging review of a number of fundamen-
tal principles of UK takeover regulation con-
tained in the Panel’s City Code on Takeovers
and Mergers. According to the memoranda,
this review was prompted at least in part by the
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controversial and ultimately successful bid by
Kraft for Cadbury.

Wachtell, Lipton, Rosen & Katz
New York, NY (212-403-1000)

Sarbanes-Oxley Clawback Developments
(June 16, 2010)

A discussion of the SEC’s significant vic-
tory in a case, SEC v. Jenkins, which is part
of its campaign to use the “clawback” under
the Sarbanes-Oxley Act of 2002 to force the
return of incentive-based compensation by
CEOs and CFOs to issuers even when they
are not personally responsible for any alleged
“misconduct.”
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