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In re MFW Shareholder 
Litigation—A New Blueprint 
for Controlling Shareholder 
Transactions?

In In re MFW Shareholder Litigation, the 
Delaware Supreme Court resolved a long-standing 
open question in Delaware law by establishing the 
conditions required to obtain business judgment 
review in controlling shareholder transactions. But 
the practical impact and utility of the decision are 
unclear as it remains to be seen whether control-
ling shareholders will view the commercial costs of 
adhering to the MFW blueprint as a rational price 
to pay to obtain the benefi ts MFW may (or may 
not) deliver in subsequent shareholder litigation.

By Christopher G. Green, Jason S. Freedman, 
and Larissa R. Smith

On March 14, 2014, the Delaware Supreme 
Court affi rmed the Court of Chancery’s May 29, 
2013, ruling in In re MFW Shareholders Litigation 
(MFW), establishing a framework that, if  
adhered to, allows for business judgment level 
review of squeeze-out transactions involving a 
corporation and its controlling stockholder. The 
decision takes a signifi cant step toward unifying 
the standards of judicial review in squeeze-out 
transactions, regardless of whether they are struc-
tured as one-step or two-step mergers.1

The Landscape Before In re MFW 
Shareholders Litigation

Until the MFW decision, differing standards 
of review applied to controlling stockholder 
transactions depending on whether the transac-
tion was structured as a tender offer (followed 
by a back-end short-form merger) or a one-step 
merger.

Under the Siliconix line of cases, a tender 
offer involving a non-coercive, two-step merger 
transaction with a controlling stockholder was 
afforded business judgment review protection.2 
The rationale was straightforward—a non-
coercive tender offer is a voluntary transaction 
in which the only fi duciary duty of directors is 
that of disclosure. The Siliconix analysis was fur-
ther refi ned in Pure Resources when then-Vice 
Chancellor Strine determined: 

that tender or exchange offers by control-
ling stockholders will be viewed as non-
coercive when the offer is subject to a 
non-waivable minority tender condition, 
the controlling stockholder promises to 
consummate promptly a short-form merger 
at the same price if  it obtains 90% of the 
shares, and where the controlling stock-
holder has made no threats of retribution.3

By contrast, a different standard of review 
under Delaware law was applicable to one-step 
merger transactions where a controlling stock-
holder was on both sides of the transaction. 
Under the Lynch line of cases, a merger trans-
action between a corporation and a controlling 
stockholder was always subject to entire fair-
ness review, with the burden of proving that the 
transaction was not entirely fair shifting to the 
plaintiff  if  the transaction was (1) negotiated and 
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approved by an informed special committee of 
independent directors or (2) subject to approval 
by an informed majority of the minority shares.4 
In Cox Communications,5 in dicta and in the con-
text of analyzing a settlement proposal, then-
Vice Chancellor Strine attempted to eliminate the 
different standards of review by suggesting that 
(1) one-step merger transactions with controlling 
stockholders be afforded business judgment pro-
tection if  both prerequisites of burden- shifting 
under the Lynch line of cases were met, and 
(2) two-step merger transactions with controlling 
stockholders be subject to entire fairness review 
unless (in addition to the Pure Resources require-
ments of proper disclosure and status as a non-
coercive transaction) an informed independent 
special committee recommends that the minority 
tender.6

In In re CNX Gas Corp. (CNX Gas), Vice 
Chancellor Laster advocated the adoption of a 
modifi ed “unifi ed” standard of review.7 Under 
Vice Chancellor Laster’s unifi ed standard, a non-
coercive tender or exchange offer followed by a 
short-form merger is afforded business judgment 
review if  the transaction is (1) negotiated and 
approved/recommended by a special committee 
of independent directors, and (2) conditioned 
on the affi rmative tender of a majority of the 
minority shares. Controlling stockholder two-
step merger transactions that do not meet these 
requirements are subject to the entire fairness 
standard of review. The most signifi cant effect 
of the CNX Gas decision was to add to the Cox 
Communications requirements the additional 
requirement that a special committee “negotiate 
and recommend” the tender offer in a two-step 
transaction in order to obtain business judgment 
review. But the standards for evaluating one-step 
and two-step merger transactions with control-
ling stockholders were still not unifi ed under the 
CNX Gas decision. 

The fact remained that under the Lynch line 
of cases, one-step merger transactions with a 
controlling stockholder on both sides of the 

transaction were not subject to business judg-
ment review and were instead subject to the entire 
fairness standard of review, with only the burden 
of proof of proving entire fairness shifting under 
the circumstances identifi ed in the Lynch line of 
cases. While burden-shifting was a helpful step for 
controlling stockholders in these types of trans-
actions, squeeze-out transactions involving a con-
trolling stockholder regularly survived motions 
to dismiss given that the inquiry as to fairness is 
ultimately a question of fact. As a result, regard-
less of how pristine a process was conducted or 
how good of a price the controlling stockholders 
offered, one-step squeeze-out transactions had 
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settlement value, as defendants were faced with 
lengthy and costly discovery since they could not 
escape challenges to the transaction at the plead-
ing stage of litigation.

It was not until the decision in MFW that the 
Delaware courts provided a potential way out of 
entire fairness review in these circumstances and 
into the deferential business judgment rule.

The Chancery Court Decision

MFW arose out of a takeover proposal from 
M&F Worldwide Corp.’s (MFW) controlling 
stockholder, MacAndrews & Forbes Holdings, 
Inc. (M&F). M&F, then a 43.4 percent equity 
holder of MFW, sent an initial proposal to the 
MFW board in June 2011 that conditioned its 
offer on both the approval of a disinterested, 
fully-empowered special committee and a non-
waivable majority-of-the-minority vote in favor 
of the deal. M&F also informed the MFW board 
that if  the board did not accept its offer, M&F 
would remain a long-term stockholder of MFW 
and would not sell to a third party or initiate 
an alternative attempt at a takeover, including 
through a tender offer. 

In response to the offer, the MFW board 
formed a special committee of independent direc-
tors not associated with M&F or otherwise inter-
ested in the transaction to consider the offer. The 
board empowered the special committee to hire 
its own advisors, to negotiate a deal with M&F 
or to recommend not pursuing a deal whatso-
ever. The board also resolved that it would not 
move forward with a transaction without the 
affi rmative recommendation of the special com-
mittee. The special committee proceeded to nego-
tiate a deal with M&F, seeking $30 a share, but 
ultimately obtaining $25 a share (an increase of 
$1 from M&F’s initial offer) and recommend-
ing the deal to the full board. With the affi rma-
tive recommendation of the independent special 
committee, the full board of directors of MFW 
recommended the deal to stockholders. In a vote 

of stockholders (other than M&F), 65 percent 
of the minority stockholders voted to approve 
the deal and the merger closed on December 21, 
2011. Certain stockholders, however, fi led suit 
against MFW and M&F alleging that the deal 
was unfair.

Before the Court of Chancery was a novel 
question of law. Under Lynch, a controlling 
stockholder transaction would always be subject 
to entire fairness review at the outset, but sub-
ject to burden-shifting if  certain minority pro-
tections were ultimately included as part of the 
transaction. In MFW, however, the question was 
whether providing certain minority protections 
warrants any “extra credit” for those involved in 
the transaction. In the decision, then-Chancellor 
Strine held that the business judgment rule, rather 
than the heightened entire fairness standard, will 
apply to controlling stockholder transactions if, 
from the outset, the merger is subject to both 
negotiation and approval by a special committee 
of independent directors fully empowered to say 
no, and approval by an uncoerced, fully informed 
vote of a majority of the minority investors.8 

Then-Chancellor Strine fi rst considered 
whether the procedural minority protections did 
in fact cleanse the potential controlling stock-
holder confl ict, and concluded that the MFW 
special committee was: (1) independent, empha-
sizing the presumption of independence of direc-
tors under Delaware law, and (2) empowered to 
negotiate (or reject) the deal from the outset, 
giving minority stockholders a representative 
with full bargaining power on their behalf. With 
respect to the disclosure record, no allegations 
of the inadequacy of disclosure were raised. 
Consequently, the Court found that the minority 
protections did in fact cleanse the confl ict in this 
controlling stockholder transaction.

Next, the Court considered the plaintiffs’ 
argument that the Delaware Supreme Court 
had already weighed in and held that entire fair-
ness (with potential burden-shifting) was the 
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appropriate standard of review for the board’s 
actions. In Lynch, for example, the Delaware 
Supreme Court stated that “a controlling or 
dominating stockholder standing on both sides 
of a transaction, as in a parent-subsidiary context 
bears the burden of proving its entire fairness.”9 
Then-Chancellor Strine, however, distinguished 
prior holdings by noting that the prior line of 
cases considered transactions in which only one 
of the two procedural minority protections raised 
in the MFW transaction were initiated at the out-
set. In Lynch in particular, the controlling stock-
holder did not promise to refrain from proceeding 
should the special committee fail to recommend 
the deal (and in fact even threatened a hostile 
tender), and did not condition the deal on the 
approval of minority stockholders. Consequently, 
the Delaware Supreme Court’s prior comments, 
he reasoned, should be treated as dicta and not 
binding on the Court of Chancery’s decision in 
this instance.

Finally, the Court reasoned that providing a 
path to business judgment review creates a strong 
incentive for controlling stockholders to provide 
both minority protections to stockholders at 
the outset.10 Also, the Court reasoned that this 
“optimal” approach is consistent generally with 
Delaware’s preference to defer to the judgment of 
disinterested directors who are often best situated 
to consider action that is in the best interests of 
the corporation. 

Accordingly, applying the deferential business 
judgment level of review, the Court granted sum-
mary judgment for MFW and M&F, rejecting 
the plaintiff ’s claim that the Delaware Supreme 
Court’s decision in Lynch required that the deal 
be closely scrutinized by the Court to decide if  it 
was “entirely fair” to minority stockholders. 

The Delaware Supreme Court Decision

The plaintiffs appealed the Court of 
Chancery’s decision to the Delaware Supreme 
Court, arguing that (1) the Court of Chancery 

erred in holding that the business judgment 
standard can apply to controlling stockholder 
transactions, and (2) the special committee was 
not disinterested, nor was it fully empowered 
or effective in its negotiations with M&F.11 The 
Delaware Supreme Court, however, rejected both 
of these arguments. As a matter of precedent, the 
Court highlighted that Lynch and other cases of 
its progeny did not involve deals where the con-
trolling stockholder agreed upfront to a non-
waivable majority-of-the-minority condition.12 
Consequently, the Delaware Supreme Court 
agreed with then-Chancellor Strine that such 
cases were distinguishable from MFW and also 
agreed with the Court of Chancery’s determina-
tion as to the independence, empowerment, and 
effectiveness of the MFW special committee. 

The Delaware Supreme Court reasoned that 
application of the business judgment rule for cer-
tain qualifying controlling stockholder transac-
tions was appropriate for several reasons. First, 
entire fairness review is not needed to protect 
stockholder interests where a controlling stock-
holder has irrevocably and publicly disabled itself  
from using its control to strong arm negotiations. 
As the Court stated:

where the controller irrevocably and pub-
licly disables itself  from using its control to 
dictate the outcome of the negotiations and 
the stockholder vote, the controlled merger 
then acquires the stockholder- protective 
characteristics of third-party, arm’s-length 
mergers, which are reviewed under the 
business judgment standard.13 

Second, the two minority protections, oper-
ating in tandem, provide the best opportunity 
to protect minority stockholders since the con-
trolling stockholder cannot bypass the special 
committee and cannot dangle a majority-of-the-
minority vote late in the game in lieu of a price 
increase.14 Third, application of the business 
judgment rule in these specifi c circumstances is 
consistent with the Delaware theme of deferring 
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to the judgment of informed and disinterested 
directors.15 Finally, the two procedural minority 
protections and the entire fairness standard both 
seek the same ends—to obtain the best price for 
stockholders. This is because the dual protections 
require that fi rst a fair price be obtained by an 
empowered, independent committee acting with 
care, and second, a fully-informed, uncoerced 
majority of the minority stockholders vote in 
favor of the price for the deal.16 

The Delaware Supreme Court’s decision 
makes clear that the business judgment stan-
dard of review will be applied to a squeeze-out 
transaction involving a controlling stockholder 
if, and only if: (1) the controlling stockholder 
conditions the procession of the transaction on 
the approval of both a special committee and a 
majority of minority stockholders; (2) the spe-
cial committee is independent; (3) the special 
committee is empowered to freely select its own 
advisors and say no defi nitively; (4) the special 
committee fulfi lls its duty of care in negotiating 
a fair price; (5)  the vote of the minority stock-
holders is informed; and (6) there is no coer-
cion of the minority stockholders (the MFW 
Standard).17 If  any one of these conditions is not 
satisfi ed, the transaction will be reviewed under 
the more exacting “entire fairness” standard, 
with the potential to shift the burden to the plain-
tiffs of proving the transaction was not entirely 
fair if  it can be shown that the transaction was 
either approved by a well-functioning commit-
tee of independent directors or approved by an 
informed and uncoerced vote of a majority of 
the minority stockholders. Notably, the Delaware 
Supreme Court refi ned the fourth criterion from 
the Court of Chancery holding, noting that it is 
not just the special committee fulfi lling its duty of 
care, but fulfi lling its duty of care in negotiating 
a fair price, which is consistent with the Court’s 
reasoning that both the two procedural minority 
protections and the entire fairness standard work 
toward obtaining the best price for  stockholders. 
Also, to the extent defendants cannot prove 
adherence to the MFW Standard at the summary 

judgment stage, the trial would proceed under the 
“entire fairness” standard. 

Critically, however, the Delaware Supreme 
Court left open the opportunity for plaintiffs to 
survive a motion to dismiss in squeeze-out trans-
actions if  facts are adequately pled challenging 
the independence, empowerment, or effective-
ness of the special committee, or giving rise to 
an inference of coercion or lack of information 
affecting the majority-of-the-minority vote. This 
may not be a particularly high threshold. In a 
footnote discussed below, the Delaware Supreme 
Court suggested that the MFW plaintiffs would 
have survived a motion to dismiss under the new 
MFW framework given their allegations of inad-
equate price alone.18 

Key Takeaways

It remains to be seen whether the MFW deci-
sion will have a meaningful impact. Several obser-
vations bear noting.

First, it is unclear whether the MFW structure 
provides controlling stockholders a meaningful 
benefi t. Before MFW, a quirk of Delaware law 
was that “[u]nlike any other transaction one can 
imagine—even a Revlon deal—it was impossible 
after Lynch to structure a merger with a con-
trolling stockholder in a way that permitted the 
defendants to obtain a dismissal of the case on 
the pleadings.”19 In MFW, then-Chancellor Strine 
proposed the MFW standard to provide “trans-
actional planners with a basis to structure trans-
actions from the beginning in a manner that, if  
properly implemented, qualifi es for the business 
judgment rule,”20 thereby reducing the settlement 
value of lawsuits challenging a squeeze-out trans-
action with a controlling stockholder “simply 
because there is no feasible way for defendants to 
get them dismissed on the pleadings.”

But with a single footnote, the Delaware 
Supreme Court may have reduced signifi cantly the 
possibility of resolving this type of litigation on 
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a motion to dismiss. In footnote 14 of the MFW 
decision, the Delaware Supreme Court stated that 
the MFW plaintiffs’ complaint would have sur-
vived a motion to dismiss because the following 
allegations called into question the effectiveness 
of the MFW Special Committee’s negotiations: 
(1) the merger price resulted in lower profi ts per 
share and pre-tax cash fl ow ratios than certain 
other transaction comps; (2) the merger price 
was lower than MFW’s trading price about two 
months earlier; (3) MFW’s share price was tem-
porarily depressed due to short-term factors (e.g., 
acquisition integration) and macro-economic 
factors relating to the US economy; and (4) com-
mentators opined that the merger price was too 
low. These are relatively underwhelming non-
process and non-confl ict related allegations, some 
variant of which could be made about many, if  
not most, M&A transactions. If  such allegations 
are suffi cient to survive a motion to dismiss, then 
it appears likely that most complaints challenging 
a squeeze-out transaction involving a controlling 
stockholder would advance into discovery.

By reducing the likelihood of dismissal at 
the motion to dismiss stage of litigation, the 
Delaware Supreme Court eliminated a signifi cant 
benefi t of the Chancery Court’s MFW decision—
the potential to end transaction-related litigation 
before time-consuming and costly discovery. To 
be sure, MFW gives defendants a better blueprint 
for success at summary judgment. But the ques-
tion remains as to whether better prospects to win 
on summary judgment is worth the upfront cost 
of adhering to the MFW Standard (including 
foregoing the possibility to conduct a tender offer 
and subjecting the transaction to a majority-of-
the-minority vote).

Transaction planners should carefully con-
sider whether or not the marginal benefi ts of 
following the MFW Standard exceed the deal-
specifi c costs of doing so. On the one hand, if  
the MFW Standard is properly followed, then the 
defendants would be afforded business judgment 
level review (likely at the summary judgment 

stage of litigation given the Delaware Supreme 
Court’s statements in footnote 14). On the other 
hand, if  the MFW structure is not followed, then 
the transaction will be subject to entire fairness 
review, with the only potential for burden-shifting 
occurring if  the transaction was either approved 
by an empowered, disinterested and independent 
special committee or by a majority of minority 
stockholders (likely at the summary judgment 
stage of litigation given the diffi culty of prov-
ing fairness at the pleading stage of litigation). 
In both circumstances, the litigation is likely to 
progress to the summary judgment phase. As a 
result, it is important for transaction planners 
to weigh the benefi ts of obtaining business judg-
ment level review for the transaction against the 
costs of offering up both minority protections 
at the outset—instead of ultimately offering just 
one minority protection and relying on Lynch 
burden-shifting or offering neither of the Lynch 
protections and proceeding with the burden of 
proving entire fairness.

Second, and notwithstanding that MFW may 
not deliver a dismissal on the pleadings, MFW 
may dissuade plaintiffs from challenging MFW-
structured squeeze-out transactions. While dis-
missal of litigation at the early stage may not be 
possible even if  the MFW Standard is adhered to, 
the plaintiffs bar will have to determine in each 
case whether it makes economic sense to pursue 
litigation where the ultimate result will likely be 
dismissed at summary judgment under the defer-
ential business judgment standard of review. As a 
result, a strong, publicly-disclosed transactional 
record showing that the MFW prerequisites were 
adhered to should dissuade an economically 
rational plaintiff  from investing time and expense 
in challenging an MFW-structured transaction.

Third, some commentators may question 
whether the reasoning refl ected in footnote 14 
should be read to apply outside the context of 
controlling shareholder transactions. We think 
not. The implication that pure inadequate 
price claims (without any well-pled allegations 
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of  a confl ict of  interest or a defi cient process) 
will survive a motion to dismiss is a troubling 
thought for transaction participants, and is con-
trary to the general premise in Delaware law that 
well-advised and non-confl icted board mem-
bers acting as fi duciaries are better equipped 
to determine the adequacy of  transaction con-
sideration than a judicial body. In that regard, 
footnote 14 should be read in the context of  the 
Delaware Courts’ long-standing skepticism of 
transactions between a corporation and its con-
troller. Given this heightened concern, in MFW 
the Delaware Supreme Court effectively has 
established a lower pleading standard in these 
types of  transactions. By way of  contrast, in 
true third-party M&A transactions where such 
inherent skepticism is not present, we expect that 
pure inadequate price allegations (without more) 
will remain insuffi cient to survive a motion to 
dismiss.

Finally, it is unclear whether the MFW struc-
ture will be viewed as the “best practice” and 
any structure falling short of it will be viewed as 
“defective.” Transactional lawyers and deal liti-
gators have seen this unintended dynamic before. 
For example, the Delaware General Corporation 
Law does not require a fairness opinion in order 
for a board to recommend a merger to its stock-
holders, and yet fairness opinions have become a 
standard part of M&A practice as a tool to pro-
tect against potential informational asymmetries. 
Any failure by a board to obtain such an opinion 
would subject directors to scrutiny from plain-
tiffs. Similarly, MFW sets forth protections that 
the Delaware Supreme Court believes remove 
potential confl icts present in a squeeze-out trans-
action involving a controlling stockholder. Going 
forward, any failure to meet an element of the 
MFW Standard may be seized upon by plaintiffs 
challenging these types of transactions. Now that 
the roadmap for the “optimal” protective devices 
has been identifi ed by the Delaware Courts, defen-
dants in squeeze-out transactions not using the 
MFW Standard may fi nd the Delaware Courts 

reluctant to conclude in the early stages of litiga-
tion that a transaction is entirely fair.

In sum, the MFW decision resolves a long-
standing issue in Delaware law, and does so rea-
sonably favorably to controlling shareholders and 
target companies. But there remains a substantive 
question as to whether controlling shareholders 
will in the future opt to structure transactions in 
a manner designed to obtain business judgment 
insulation at summary judgment.
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To Litigate or Not to Litigate 
over Shareholder Proposals

In the past few years, more companies have 
sought relief in federal courts to exclude share-
holder proposals—some successful and some not. 
Nevertheless, it is not likely that these cases will 
result in a meaningful increase in shareholder pro-
posal litigation

By Keir D. Gumbs and Daniel S. Alterbaum

As the Staff  of the Division of Corporation 
Finance of the SEC recognizes in its “Informal 
Procedures” statement that accompanies every 
shareholder proposal no-action response, “[o]nly 
a court such as a U.S. District Court can decide 
whether a company is obligated to include share-
holder proposals in its proxy materials.”1 In prac-
tice, companies have generally eschewed litigation 
in favor of the no-action letter process. However, 
the last several years have brought an uptick in 
shareholder proposal litigation to resolve share-
holder proposal disputes, prompting questions 
about whether the rise in litigation foreshadows 
a long-term trend.2 These questions have become 
more pronounced in 2014, as there have already 
been fi ve cases involving shareholder proposals. 
As discussed in greater detail below, recent deci-
sions involving shareholder proposals provide 
some clarity for companies and shareholders that 
are considering litigation to resolve shareholder 
proposal disputes. These cases, however, will not 
likely result in a meaningful increase in share-
holder proposal litigation.

History of Shareholder Proposals 
Litigation

Litigation involving shareholder propos-
als is not new. Not long after the shareholder 
proposal rule was fi rst adopted, the SEC sued 
Transamerica Corporation in connection with 
Transamerica’s decision to omit from its proxy 
materials three shareholder proposals submit-
ted by the well-known gadfl y John Gilbert.3 
Since that decision, litigation involving share-
holder proposals has been relatively rare but 
not unheard of. In fact, many of  the most sig-
nifi cant changes to Rule 14a-8, the shareholder 
proposal rule, were the result of  litigation 
involving the rule.

For example, the last major overhaul of Rule 
14a-8 in 1998 was a direct response to a law-
suit brought by the New York City Employees’ 
Retirement System (NYCERS) challenging the 
position of the SEC Staff that shareholder pro-
posals relating to employment matters would be 
categorically excludable under Rule 14a-8(i)(7) as 
relating to ordinary business matters—even if such 
proposals focused on matters such as employment 
discrimination. 4 Similarly, the development of the 
“signifi cant social policy” consideration excep-
tion to the ordinary business exclusion was devel-
oped following the development of the theory in 
Medical Committee for Human Rights v. SEC,5 and 
was explicated at greater length in 2008 in litiga-
tion between Apache Corporation and NYCER.6 
More recently, the SEC’s reconsideration and even-
tual adoption of a shareholder access rule was the 
result of shareholder proposal litigation involving 
the issue.7

Notwithstanding the fact that litigation has 
played a major role in Rule 14a-8’s evolution, 
challenges of  no-action letters remain infrequent. 

 CORPORATE GOVERNANCE
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That is because no-action letters rarely provide 
ammunition for the kind of  Administrative 
Procedures Act-based claim involved in the 
NYCERS litigation or involve Commission 
action, a necessary predicate for a claim based 
on Section 25 of  the Securities Exchange Act of 
1934 (Exchange Act), which provided the basis 
for the Medical Committee for Human Rights 
litigation.8 For example, a typical no-action let-
ter does not involve a change that is signifi cant 
enough to be considered a rule change, while a 
typical no-action letter also would not provide 
a basis for a challenge under Section 25 of  the 
Exchange Act because no-action letters are issued 
without Commission action.9 Consequently, 
unless a no-action letter is reviewed by the SEC 
Commissioners, a no-action letter generally 
may not be challenged under Section 25 of  the 
Exchange Act.

What is new about the recent rash of litiga-
tion, if  anything, is the fact that these cases largely 
have involved companies and shareholders litigat-
ing against each other directly and not the SEC. 
Moreover, shareholders and companies increas-
ingly are using litigation to bypass or circumvent 
the no-action letter process. None of this should 
come as a surprise—the Staff of the Division of 
Corporation Finance seems to encourage liti-
gation in its “Informal Procedures” statement 
that accompanies every no-action response. 
Nevertheless, it is interesting to note that compa-
nies and shareholders are bypassing the option of 
challenging SEC no-action letters and are instead 
choosing to go after each other in court. Under 
Rule 14a-8(j), a company is required to notify the 
SEC of its plans to exclude a shareholder proposal 
from its proxy materials. While this notifi cation is 
typically done through the submission of a no-
action letter, a company may satisfy this require-
ment through a simple notifi cation, which is the 
approach typically used by companies that intend 
to litigate to exclude shareholder proposals.10

Over the last several years, the blueprint 
for shareholder proposal litigation has become 

increasing clear: a shareholder will seek a tem-
porary restraining order or preliminary injunc-
tion under Rule 14a-8 to prevent the company 
from distributing its proxy materials if  it omits 
the shareholder’s proposal from its proxy mate-
rials.11 To make a case for judicial action, the 
shareholder must fi rst establish as a threshold 
matter that it owns stock in the company.12 The 
shareholder must then demonstrate that it will 
suffer irreparable harm if  a proposal is excluded 
from a company’s proxy materials and a likeli-
hood of  success on the merits with respect to 
Rule 14a-8.

Shareholders and 
companies increasingly 
are using litigation to 
bypass or circumvent the 
no-action letter process.

The blueprint for litigation instigated by a 
company is similarly clear. As fi rst demonstrated 
by Apache with respect to a shareholder pro-
posal submitted by NYCERS in 2008, a com-
pany pursuing Rule 14a-8 litigation typically 
seeks a declaratory judgment that the company 
can properly exclude the proposal from its proxy 
materials.13 To support a declaratory judgment 
action, a company must demonstrate that an 
actual controversy exists, such as the possibil-
ity of an action brought by a shareholder or the 
SEC in connection with the company’s decision 
to exclude a shareholder proposal from its proxy 
materials. These kinds of cases have historically 
been dismissed as moot based on the fact that 
they often are not resolved until after the share-
holder meeting at issue has already taken place 
or because the company has already decided to 
distribute the proposal.14

Recent Decisions

There have been fi ve cases involving Rule 14a-8 
decided in 2014, two of which were decidedly 
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favorably for companies, and three that were not. 
The two cases that were decided favorably were 
Express Scripts Holding Co. v. Chevedden and Waste 
Connections, Inc. v. Chevedden;15 the three that were 
decided unfavorably were Omnicom Group, Inc. v. 
Chevedden, EMC Corporation v. Chevedden, and 
Chipotle Mexican Grill, Inc. v. Chevedden.16 

Express Scripts and Waste 
Connections Litigation

Express Scripts and Waste Connections have 
only two things in common: both cases involved 
companies challenging shareholder proposals 
submitted by John Chevedden and both cases 
were decided on the merits. In the Express Scripts 
litigation, Express Scripts sought a declaratory 
judgment that it could exclude from its proxy mate-
rials a shareholder proposal from activist investor 
John Chevedden on the basis that the supporting 
statement for the proposal included statements 
that were demonstrably false and misleading in 
violation of Rule 14a-8(i)(3).17 For example, the 
proposal stated that the company’s CEO received 
$51 million in total compensation even though the 
company’s public disclosures indicated that his 
total compensation was $12.8 million in 2012 and 
$31.6 million for 2010 through 2012 combined.18 
In response to a motion for summary judgment, 
the court ruled in favor of Express Scripts on the 
basis that the proposal was materially misleading 
in violation of Rule 14a-8(i)(3).19

In the Waste Connections litigation, Waste 
Connections sought a declaratory judgment that 
it could exclude from its proxy materials a share-
holder proposal submitted by John Chevedden 
on the basis that the proposal violated various 
provisions of Rule 14a-8, including the minimum 
ownership requirements of the rule.20 Chevedden 
sought to dismiss the litigation on the basis that 
his irrevocable and unconditional covenant not 
to sue Waste Connections if  it excluded the pro-
posal from its proxy materials deprived Waste 
Connections of standing to seek declaratory 
relief. The district court rejected these arguments 

and granted the company’s request for a declara-
tory judgment, thereby reaching a decision (albeit 
without a published opinion) on the merits that 
Chevedden’s proposal could be excluded on the 
basis of Rule 14a-8. Chevedden appealed only 
the district court’s determination that Waste 
Connections had standing to bring the declara-
tory action suit. The Fifth Circuit concluded 
that Waste Connections had standing because 
“Chevedden’s request to include his proposal 
placed [Waste Connections] in the position of 
spending a signifi cant sum to revise its proxy 
statement, or excluding Chevedden’s proposal 
and exposing itself  to potential litigation.” As 
a result, the Fifth Circuit concluded that Waste 
Connections had standing “because its decision 
whether to exclude the shareholder proposal 
would implicate [Waste Connections’] duties to 
all of its shareholders … [and] could expose [the 
company] to an SEC enforcement action.”21

Omnicom Group, EMC and Chipotle 
Mexican Grill Litigation

In the Omnicom Group, EMC, and Chipotle 
litigations, Omnicom, EMC, and Chipotle sought 
to exclude from their proxy materials shareholder 
proposals submitted by John Chevedden on a 
number of bases under Rule 14a-8. In all three 
cases, as was the case in Waste Connections, 
Chevedden indicated that he would not sue if  the 
companies did not include his proposal in their 
proxy materials. Unlike Waste Connections, how-
ever, the courts in all three cases concluded that 
these companies did not have standing. 

In Omnicom, the court found that “any specu-
lative future legal consequences” that might result 
from Omnicom’s omission of Chevedden’s pro-
posal from its proxy were “not certainly actual or 
imminent.”22 In so ruling, the court discounted 
the threat of SEC action, fi nding that “the possi-
bility of SEC investigation or action is remote.”23

The EMC court reached a similar conclu-
sion, although it portrayed the likelihood of SEC 
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action as even more remote, noting that the SEC 
had not brought an enforcement action under 
Rule 14a-8 or its predecessors since the 1940s.24 
Chipotle, the most recent of these cases to be 
decided, also reached this conclusion.

However it went the extra step of question-
ing the reasoning of the Waste Connections opin-
ion, noting that, in light of Chevedden’s promise 
not to sue, “the prospect of a lawsuit by another 
shareholder or an SEC enforcement action [was 
nothing] more than pure speculation.”25

The resolution of the Express Scripts, Waste 
Connections, Omnicom Group, EMC, and Chipotle 
Mexican Grill cases have raised a number ques-
tions under Rule 14a-8, but they raise two ques-
tions in particular: Will more companies pursue 
Rule 14a-8 litigation? Further, will these decisions 
impact future interpretations of Rule 14a-8?

Will These Cases Result in an Increase 
in Rule 14a-8 Litigation?

As discussed below, we are doubtful that—
with the possible exception of companies based 
in the Fifth Circuit—the recent decisions involv-
ing Rule 14a-8 are likely to result in an increase 
in shareholder proposal litigation. We believe this 
to be the case for several reasons, including the 
timing associated with shareholder proposal liti-
gation, the cost of such litigation, the uncertainty 
associated with such litigation, and the fact that 
the Omnicom, EMC, and Chipotle decisions have 
provided shareholders with an easy way to defend 
such litigation.

Litigation Can Take Longer to Resolve 
Than Pursuing No-Action Relief

Timing should be a major consideration 
for companies considering pursuing litigation 
regarding Rule 14a-8 matters. One of the great 
advantages of the no-action letter process is 
that the SEC can process Rule 14a-8 requests 
fairly quickly—typically between 30 and 60 days 

following the submission of a no-action request. 
In contrast, litigation can take months, some-
times years to resolve. As refl ected by some of the 
recent cases involving shareholder proposal liti-
gation, including those discussed in this article, 
courts have demonstrated a willingness to try 
Rule 14a-8 cases on an expedited basis, sometimes 
having oral arguments only weeks after the initial 
fi ling.26 This, however, is not a certainty, and a 
company that is considering litigation should not 
assume that the litigation will be resolved before 
its annual meeting.

Litigation Can Be Significantly More 
Expensive Than Pursuing No-Action Relief

Cost is a major consideration for Rule 14a-8 
litigation. The cost of seeking a no-action letter 
can vary, but the SEC has estimated that evaluat-
ing a shareholder proposal, consulting with coun-
sel, drafting a no-action request, and monitoring 
the SEC’s response can cost an issuer $37,000.27 
Of course, this number can be meaningfully more 
or less, depending on how complicated the pro-
posal is, whether a company makes multiple argu-
ments for exclusion, and other considerations. 
In contrast, litigation can be signifi cantly more 
expensive. For example, in a Rule 14a-8 dispute 
in which the authors were involved, the no-action 
letter at issue cost approximately $15,000 to pre-
pare, while the related litigation cost in excess of 
$300,000. Consequently, companies should con-
sider the costs seriously before choosing to pur-
sue litigation over Rule 14a-8 matters.

The No-Action Letter Process Is Significantly 
More Predictable Than Litigation

Notwithstanding the fact that there has been 
an increasing number of cases brought under 
Rule 14a-8 in the last few years, it will be some 
time before a suffi cient body of case law develops 
to give companies comfort that they can reliably 
predict the outcome of a judicial challenge. For 
example, even after the cases discussed in this 
article, there will still only be a handful of cases to 
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have dealt with shareholder proposals on the mer-
its, which does not compare favorably to the liter-
ally thousands of no-action letters that have been 
issued since the shareholder proposal rule was 
adopted. In addition, many courts are unfamil-
iar with Rule 14a-8 matters, making the outcome 
of judicial Rule 14a-8 challenges less predictable. 
By contrast, the SEC has developed consider-
able expertise with respect to Rule 14a-8 matters, 
which increases the predictability of Rule 14a-8 
no-action letter responses. The predictability of 
no-action letters is  important—it helps compa-
nies evaluate whether there is a basis for excluding 
a shareholder proposal and allows companies and 
shareholders to negotiate regarding Rule 14a-8 
matters based on a reasonable understanding of 
whether the proposal would have to be included 
in the company’s proxy materials. 

Shareholders’ Pathways for 
Fighting Rule 14a-8 Challenges 
Vary by Jurisdiction

The decisions in Omnicom, EMC, and Chipotle 
demonstrate the “easy come/easy go” principle in 
action. Just as companies were ready to celebrate 
the Express Scripts and Waste Connections deci-
sions and seemingly growing momentum for 
judicial challenges to Rule 14a-8, district courts 
elsewhere have closed the door on future chal-
lenges. In short, courts have signalled varying 
degrees of receptiveness to hearing challenges 
by companies to shareholder proposals under 
Rule 14a-8: the Fifth Circuit has now held twice 
(albeit in non-precedential unpublished opinions) 
that companies have standing to seek declara-
tory judgments against shareholders, even if  the 
shareholder covenants not to sue the company for 
excluding his/her proposal, while district courts 
in the First, Second, and Tenth Circuits have 
reached the opposite conclusion. (The Express 
Scripts Court, which is based in the Eighth Circuit 
did not explicitly address the issue of standing, 
but appeared to endorse implicitly the reasoning 
of the Fifth Circuit opinions.28) As a result, in 
jurisdictions outside the Fifth Circuit, it appears 

that a shareholder can defeat a declaratory judg-
ment action under Rule 14a-8 simply by following 
path created by John Chevedden— specifi cally, by 
agreeing not to sue the company if  the company 
excludes the shareholder’s proposal from its proxy 
materials. By contrast, companies based in the 
Fifth Circuit (Texas, Louisiana, and Mississippi) 
may be able to seek declaratory judgments in 
shareholder proposal disputes more easily.

Will These Decisions Will Impact Future 
Interpretations of Rule 14a-8?

Even if  it is some time before a substantial 
body of case law develops with respect to Rule 
14a-8 more generally, the decisions in the Express 
Scripts and EMC cases could have far reaching 
consequences with respect to Rule 14a-8(i)(3) 
arguments for exclusion. Express Scripts calls 
into question the position of the Staff  of the 
Division of Corporation Finance since 2004 that 
it will not engage in micro-editing of shareholder 
proposals. Specifi cally, the Staff  has stated that it 
will not allow a company to exclude a supporting 
statement or proposal—even if  it contains unsup-
ported factual assertions, is disputed or coun-
tered, impugns the company or its management, 
or relies upon unidentifi ed sources—unless the 
company can demonstrate “objectively that the 
proposal or statement is materially false or mis-
leading.”29 The ruling in the Express Scripts case 
calls this approach into question and suggests 
that the Staff’s approach to Rule 14a-8(i)(3) may 
be too narrow. Furthermore, in EMC, the court 
suggested—contrary to advice given by the SEC 
in its informal procedures regarding shareholder 
proposals—that the proper role of the SEC is to 
provide its own substantive views with respect 
to a shareholder proposal dispute before a court 
intervenes.30 While it is impossible to predict what 
the Staff  will do in the future, it is not unreason-
able to expect that the SEC could re-evaluate its 
approach to arguments under Rule 14a-8(i)(3).

There is at least some precedent for a district 
court decision signifi cantly infl uencing Staff  
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interpretations under Rule 14a-8. One of the 
most prominent examples of this may be found 
in the SEC’s administration of Rule 14a-8(i)(5), 
which allows a company to exclude any share-
holder proposal that “relates to operations which 
account for less than 5 percent of the company’s 
total assets at the end of its most recent fi scal 
year, and for less than 5 percent of its net earn-
ings and gross sales for its most recent fi scal year, 
and is not otherwise signifi cantly related to the 
company’s business.” Notwithstanding the lan-
guage in the rule, the SEC takes the position that 
a proposal that is economically insignifi cant to a 
company’s operations may not be excluded under 
Rule 14a-8(i)(5) where the proposal is of any 
ethical or social signifi cance and is meaningfully 
related to the issuer’s business. This interpreta-
tion of the “signifi cance” exclusion in Rule 14a-
8(i)(5) is the direct result of Lovenheim v. Iroquois 
Brands, Ltd., which expressed this formulation in 
ruling that a proposal requesting a committee to 
study the methods by which its French supplier 
produced pate de foie gras could not be excluded 
from Iroquois Brands’ proxy materials even 
though its foie gras sales did not contribute to the 
company’s net income and represented less than 
0.05 percent of its assets.31

Conclusion

The decisions discussed above are recent devel-
opments in a continuing trend that refl ect an 
increasingly aggressive approach by companies with 
respect to shareholder proposals that they do not 
believe comply with Rule 14a-8. While it remains 
to be seen how many other companies will follow 
suit, companies and shareholders alike should pay 
attention to this trend, which has the potential to 
meaningfully impact Rule 14a-8 for years to come.
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Delaware Decision Highlights 
Practical Difficulties in Seeking
Indemnification for Third Party 
Claims in M&A Agreements

A recent Delaware Chancery Court decision 
highlights the importance of provisions in M&A 
agreements regarding potential third party claims 
and the requisite notice for triggering an indemni-
fi cation obligation. In this regard, the interactions 
between indemnifi cation provisions and the claims 
survival provisions in M&A agreements must be 
considered.

By Robert B. Little and Chris Babcock

On March 27, 2014, Vice Chancellor Parsons 
of the Delaware Court of Chancery issued an 
opinion that provides valuable guidance for 
M&A practitioners drafting or complying with 
contractual provisions governing indemnifi ca-
tion for third-party claims. In I/MX Information 
Management Solutions, Inc. v. Multiplan, Inc. and 
HMA Acquisition Corp.,1 the Vice Chancellor 
held that correspondence concerning a potential 
dispute from a third party to a party indemnifi ed 
under a stock purchase agreement (SPA) and the 
indemnifi ed party’s broad notice of claims to the 
indemnifying party were, in each case, insuffi cient 
to permit the claim to survive the claims survival 
provisions of the SPA. The opinion highlights the 
importance of provisions in M&A agreements 
regarding potential third-party claims and the 
requisite notice for triggering an indemnifi cation 
obligation. 

Background

In April 2011, HMA Acquisition Corporation 
(Buyer) purchased several subsidiaries of 
I/MX Information Management Solutions, Inc. 
(Seller) pursuant to a SPA. Multiplan, Inc. 
(Multiplan), an affi liate of Buyer, operated the 
purchased subsidiaries. The SPA contained rep-
resentations and warranties, including representa-
tions and warranties concerning material contracts 
involving the purchased subsidiaries. The SPA also 
outlined the procedures the parties were required 
to follow to make an indemnifi cation claim. The 
SPA provided “[i]f any Action is commenced or 
threatened that may give rise to a claim for indem-
nifi cation by any Indemnifi ed Party, then such 
Indemnifi ed Party will promptly give notice to the 
Indemnifying Party.” The SPA defi ned an “Action” 
as “any claim, action, or suit, or any proceeding 
or investigation, by or before any Governmental 
Authority or any arbitration or mediation before 
any third party.” It also provided a claims survival 
period, stating that no claim for a breach of repre-
sentation or warranty of the SPA could be asserted 
unless such claim was asserted during the period 
ending on July 29, 2012 (the “Survival Period”). 

Finally, the SPA allowed an indemnifying 
party to assume the defense of a third–party claim 
against the indemnifi ed party. To facilitate this 
right to defend, the SPA required that the indem-
nifi ed party give notice of any such claim, but that 
failure to provide this notice would not relieve the 
indemnifying party from liability except to the 
extent that the indemnifi ed party was materially 
and irrevocably prejudiced by such failure. The 
parties also entered into an escrow agreement pro-
viding that the funds in escrow would be released 
at the end of the Survival Period unless there was 
a claim that had been properly asserted during 
the Survival Period which remained pending.

MERGERS AND ACQUISITIONS

Robert B. Little is a partner, and Chris Babcock is an associ-
ate, at Gibson, Dunn & Crutcher LLP, in Dallas, TX.
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One of the purchased subsidiaries, Health 
Management Network, Inc. (HMN) was a party 
to a Participating Hospital Agreement with 
Queens Medical Center (Queens), which allowed 
HMN to offer discounted rates to clients that 
HMN directed to Queens for medical services. 
This contract was a material contract under the 
SPA. Prior to May 2012, Queens informed Buyer 
that HMN might be in breach of this contract by 
providing certain discounted rates to the Veterans 
Administration to which it was not entitled. 
Further, on May 31, 2012, Queens sent a let-
ter to Multiplan stating that Kaiser Foundation 
Hospitals (Kaiser) had improperly accessed the 
discounted rates and referring to language in 
the contract requiring the parties to negotiate 
a resolution. In July 2012, Queens sent another 
letter to Multiplan, discussing only the Veterans 
Administration matter and requesting that HMN 
stop providing discounted rates to “third par-
ties” not covered under the contract. The letter 
noted that “[Queens] reserves the right to pursue 
all legal remedies if  this matter is not resolved 
by July 17, 2012.” In September, Queens sent 
another letter asking to work with Multiplan to 
resolve the Kaiser issue. This letter did not sug-
gest that a lawsuit was threatened.

Prior to the end of the Survival Period, 
Multiplan and Buyer informed Seller about the 
issues under the Queens contract and claimed 
that they were entitled to indemnifi cation under 
the SPA. Seller claimed that Multiplan and Buyer 
failed to specify suffi ciently the basis for their 
indemnifi cation demand, and on July 26, 2012, 
Multiplan and Buyer provided additional infor-
mation concerning the claim. After the Survival 
Period expired, Seller demanded that funds remain-
ing in escrow be released and sued Multiplan and 
Buyer to cause them to release the funds.

The Chancery Court Analysis

The Court of Chancery examined (1) whether 
Queens’ communications with Multiplan con-
cerning Kaiser constituted a threatened third 

party claim under the SPA that gave rise to a claim 
for indemnifi cation and (2) if  there was a valid 
claim for indemnifi cation, whether Multiplan 
and Buyer provided suffi cient notice of the claim 
under the SPA to Seller before the end of the 
Survival Period. The Vice Chancellor answered 
each of these in the negative and granted partial 
summary judgment in favor of Seller. Whether 
Buyer was entitled to indemnifi cation in respect 
of the Veterans Administration issue was not the 
subject of the Vice Chancellor’s opinion.

The Vice Chancellor examined whether 
Queens had threatened to make a claim within the 
Survival Period. Looking to the dictionary defi ni-
tion of “threatened,” the Vice Chancellor deter-
mined that “the relevant inquiry … is whether 
[Queens] ‘gave signs or warnings’ to Multiplan 
that it was going to [make a claim] regarding the 
Kaiser issue or announced to Multiplan that it 
intended to, or that it was possible that it would, 
commence [a claim] regarding the Kaiser issue.” 
The Vice Chancellor noted that this required 
more than the simple notifi cation of a problem; 
rather, Queens “also must have expressed that it 
was going to do something about that problem, in 
such a way that a reasonable person would under-
stand that [Queens] was intending to press the 
issue through a proceeding before a third party.” 

The Vice Chancellor found that Queens’ 
fi rst correspondence to Multiplan concerning 
the Kaiser matter did not meet this standard. 
He noted that Queens informed Multiplan of a 
problem concerning Kaiser’s access to preferen-
tial rates and provided written notifi cation of its 
position in accordance with a provision of the 
contract between Queens and HMN. This pro-
vision stated that, upon this notice, Queens and 
HMN would “work in cooperation”2 to resolve the 
issue. The Vice Chancellor found that a reference 
to this provision, and a lack of any reference to 
the provisions of the contract governing dispute 
resolution, did not evidence any intent on behalf  
of Queens to bring a suit against HMN. The 
Vice Chancellor further bolstered his argument 
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by noting that Queens contacted HMN concern-
ing the Kaiser matter after the expiration of the 
Survival Period and requested that the parties 
work together to resolve the issue without threat-
ening to bring suit. The Vice Chancellor found 
that Queens had not threatened to bring a suit 
during the Survival Period, basing his conclusion 
on four grounds, namely that Queens’ commu-
nication of a potential dispute (1) was followed 
with additional, non-threatening communica-
tion; (2) was not preceded by other communica-
tion between the parties; (3) invoked a clause of 
the relevant agreement calling for cooperation; 
and (4) lacked a deadline for response.

Multiplan argued that the July correspon-
dence between Queens and Multiplan showed 
that Queens had threatened to bring a suit in 
connection with the Kaiser matter. In July, prior 
to the end of the Survival Period, Queens had 
written to Multiplan about the parties’ dispute 
concerning the Veterans Administration. Queens 
ended this letter with a paragraph demanding that 
HMN “stop providing network access to third 
parties” and reserving Queens’ “right to pursue 
all legal remedies if  this matter is not resolved 
by July 17, 2012.” The Vice Chancellor rejected 
this argument, stating that the relevant inquiry 
was whether a reasonable person would under-
stand the “third parties” referred to in the Queens 
letter to include Kaiser or if  the reference was 
limited to the Veterans Administration. Because 
the letter made no reference to any party other 
than the Veterans Administration, and because 
Queens would consider such agency to be a third 
party, the Vice Chancellor found that an objec-
tive reader reasonably would have understood the 
term “third parties” to refer solely to the Veterans 
Administration. As a result, the Vice Chancellor 
concluded that, although there may have been an 
issue with the Queens contract relating to Kaiser, a 
mere issue, standing alone, did not trigger indem-
nifi cation rights under the SPA. Instead, Queens 
also had to commence or threaten to commence 
an action in order for an indemnifi cation obliga-
tion to arise under the SPA.

The Vice Chancellor went on to fi nd that, even 
if  Queens had threatened to bring a suit based on 
the Kaiser issue during the Survival Period, Seller 
would not be required to indemnify Multiplan 
for the suit because Multiplan failed to provide 
proper notice of the claim to Seller prior to the 
termination of the Survival Period. Multiplan had 
provided notice to Seller about a possible breach 
of the relevant material contract, but nothing 
in the notice identifi ed the Kaiser matter or dif-
ferentiated it from the Veterans Administration 
matter. Notably, the SPA gave Seller a twenty-
day window from the time it received notice of a 
third party claim in which to determine whether 
it would assume the defense. In order for Seller 
to make an informed decision about whether it 
would assume the defense of any claims related 
to the Kaiser matter, it would need at least “mini-
mal information about the differences between 
the [Veterans Administration] and Kaiser issues.” 
Because Multiplan’s notice to Seller failed to 
identify the Kaiser matter or distinguish it from 
the Veterans Administration matter, the Vice 
Chancellor found that it was not suffi cient notice 
under the SPA.

Multiplan failed to 
provide proper notice 
of the claim to Seller prior 
to the termination of the 
Survival Period.

Multiplan argued that pursuant to the terms 
of the SPA, any failure to give notice to Seller did 
not negate Seller’s indemnifi cation obligations 
except to the extent that Seller was prejudiced by 
such failure. The Vice Chancellor rejected this 
argument, fi nding that the referenced provisions 
of the SPA did not absolve Multiplan from giving 
notice of threatened claims prior to the end of the 
Survival Period. The Vice Chancellor found that 
this argument would render the provisions of the 
SPA that required that claims for breaches of rep-
resentations and warranties be brought before the 
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end of the Survival Period meaningless. Finding 
that the SPA required that Multiplan bring claims, 
including claims involving threatened third party 
claims, prior to the end of the Survival Period, 
the Vice Chancellor rejected the use of what he 
referred to as “ ‘placeholder’ language” in the 
notice to Seller. If  a broad notice that Queens had 
threatened to bring a claim based on a certain 
contract was suffi cient, Multiplan could give this 
broad notice to Seller and then look back, after 
the end of the Survival Period, to fi nd any possible 
claims fi tting this broad description and attempt 
to include such claims in its claim for indemni-
fi cation. Accordingly, the Vice Chancellor found 
that Multiplan failed to give Seller appropriate 
notice under the SPA of the claims relating to the 
Kaiser matter.

Parties should consider 
carefully when it is 
appropriate to release 
funds from escrow.

Multiplan also argued that notifi cation of  the 
specifi c Kaiser issue was unnecessary because 
its sole notice obligation to obtain indemnifi -
cation under the SPA was to notify Seller that 
Multiplan had a claim for breach of  the mate-
rial contracts representation and warranty in 
the SPA with respect to the Queens contract. 
In other words, once Multiplan informed Seller 
that Queens had accused HMN of  being in 
breach of  the material contract, Multiplan had 
satisfi ed its claims notice requirement. The Vice 
Chancellor was unpersuaded and seemed to 
focus on the nature of  the claim as a third party 
claim, as opposed to a direct claim for breach 
of  representation and warranty. Again, the 
Vice Chancellor emphasized that Multiplan’s 
interpretation of  the notice requirement as per-
mitting a general reference to a breach would 
“undermine substantially” Seller’s right to 
decide whether to assume the defense of  the 
third party claim. The Vice Chancellor consid-
ered Multiplan’s concept of  acceptable notice 

as akin to “placeholder” language that would 
impermissibly allow Multiplan to count the 
Kaiser issue as an indemnifi cation claim after 
the expiration of  the Survival Period.

Lessons Learned

This case highlights several issues pertinent 
to how M&A agreements treat indemnifi cation 
obligations triggered by third party claims. It is 
critical that an agreement clearly defi ne what con-
stitutes an indemnifi able third party claim, espe-
cially in light of claims survival provisions that 
might terminate claims not made on or before a 
certain date. If  an indemnifi able third party claim 
only arises when legal action is threatened or com-
menced by a third party, an indemnifi ed party 
may fi nd itself  in the position of being aware of a 
possible claim but unable to seek indemnity dur-
ing the claims survival period because the claim 
has not been threatened or commenced. In par-
ticular, the fact that the Vice Chancellor analyzed 
whether a claim had been threatened in light 
of correspondence occurring after the claimed 
threat highlights the risks of relying on language 
allowing indemnifi cation only for “threatened” 
or actual claims. Parties carefully should consider 
whether it is appropriate to allow an indemni-
fi ed party to make a claim for indemnifi cation, 
and thus preserve a claim beyond the claims sur-
vival period, when the party becomes aware of a 
potential third party claim even if  such claim has 
not yet been threatened or commenced. 

Relatedly, parties should consider carefully 
when it is appropriate to release funds from 
escrow. Clear standards identifying whether a 
claim is “pending” on the escrow release date, and 
therefore permitting the indemnifi ed party to keep 
funds in the escrow account, can help minimize 
disputes when a party is aware of potential third 
party claims, but such claims have not been threat-
ened or commenced, on the release date. Parties 
aware of a potential third party claim arising 
near the end of any claims survival period should 
consider whether they can bring a claim directly 
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against the indemnifying party for a breach of the 
underlying representation or warranty.

Further, parties to an M&A agreement should 
be mindful of any contractual claims survival 
periods as well as any applicable statutes of limi-
tations. Parties should review any indemnifi able 
claims, including claims on account of third party 
claims, that they might have during these periods 
and make sure that they have taken any necessary 
action to preserve these claims prior to the expira-
tion of the relevant survival period. These parties 
should further review the relevant M&A agreement 
to determine the specifi ed requirements of any 
notice needed to preserve a claim and should make 
sure that any notice provided will allow the noticed 
party to make an informed decision concern-
ing its rights, if any, with regards to such claims, 
including whether to exercise any right to assume 
the defense. Specifying exactly what a notice of a 
claim for indemnifi cation must contain in an M&A 
agreement can help provide certainty as to whether 
a notice is suffi cient to preserve a claim. 

Finally, parties seeking indemnifi cation 
should make sure their notice identifi es specifi c 
claims and does not rely solely on broad “place-
holder language,” which might not be effective to 
preserve their claims.

Conclusion

This decision highlights the importance of 
carefully considering the interactions between 
indemnifi cation provisions and claims survival 
provisions in M&A agreements, particularly 
as they relate to third party claims. Failure to 
address the interaction of these provisions can 
leave a party in a position where it is aware of 
a potential claim but unable to seek indemni-
fi cation prior to the end of the claims survival 
period.

Notes

1. Case No. 7786-VCP (Del. Ch. Mar. 27, 2014).

2. Emphasis added in the Chancery opinion.
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STATE CORNER

New Delaware Statute Aims 
To Help Corporations Correct 
Old Mistakes 

By Michael P. Weiner

Effective April 1, 2014, Delaware corpora-
tions will have statutory mechanisms as set forth 
in Sections 204 and 205 of the Delaware General 
Corporation Law (DGCL) to correct “defective 
corporate acts.” Section 204 sets out a process for 
the “[r]atifi cation of defective corporate acts and 
stock” by a corporation’s directors and stock-
holders (actual and putative). Section 205 per-
mits a corporation, director, stockholder (actual 
or putative) or “any other person claiming to be 
substantially and adversely affected by a ratifi ca-
tion pursuant to Section 204” to bring a petition 
before the Court of Chancery to validate any 
defective corporate act or putative stock, or to 
hear a challenge to the validity and effectiveness 
of a ratifi cation undertaken under Section 204. 

Although as a practical matter these mecha-
nisms may be used primarily by early stage ven-
tures, the reality is that Sections 204 and 205 
provide a well-defi ned path to be followed by any 
Delaware corporation seeking to prepare itself  to 
enter the private or public securities market or a 
liquidity event requiring stockholder participa-
tion and approval, without necessarily relying 
upon an omnibus “ratifi cation of all prior acts” 
type resolution or consent. They provide a defense 
against an extended line of Delaware cases that 
essentially hold that certain “defective corporate 

acts” are void ab initio and consequently cannot 
be remedied. 

Section 204

Section 204 of the DGCL centers itself  on a 
combination of board and stockholder actions 
to ratify the “defective act” or putative stock 
and requires certain disclosures to be made as 
part of the “cleansing” process. For purposes of 
Sections 204 and 205, “defective corporate act” 
is defi ned to include (1) an “overissue” of shares; 
(2) an unauthorized, and therefore void or void-
able, election of directors; or (3) any corporate 
act taken that was within the powers of the cor-
poration at the time, but void or voidable due to a 
failure of authorization. 

First, the board adopts a resolution identify-
ing the defective act to be ratifi ed; the time of the 
act; in the case of an issuance of shares of puta-
tive stock, the number and types of shares issued 
and the date(s) upon which the putative shares 
were purportedly issued; the nature of the defect 
in authorization of the act to be ratifi ed; and that 
the board approves the ratifi cation of the defec-
tive act. 

The board then submits its resolution to the 
corporation’s stockholders for adoption (sub-
ject to certain exceptions). Notice must be given 
no less than 20 days in advance of the meeting 
date to each holder of valid and putative voting 
or nonvoting stock appearing on the records of 
the corporation and also to those holders of valid 
and putative stock (whether voting or nonvoting) 
as of the time of the defective act (unless those 
holders cannot be identifi ed from the records 
of the corporation). The notice to stockholders 
must include a copy of the board resolution and 
a statement that any claim that the ratifi cation 

Michael P. Weiner is a partner at Fox Rothschild LLP in 
Princeton, NJ.
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process was not done properly, or a claim that 
the Court of Chancery should, in its discretion, 
declare an attempted ratifi cation to be ineffective 
or subject to certain conditions, must be brought 
within 120 days of the effective time of the under-
lying ratifi cation action. 

Assuming that the stockholders adopt the reso-
lution, effective as of the validation time, the defec-
tive act shall no longer be deemed void or voidable 
as a result of the failure of authorization identifi ed 
in the resolution and the effectiveness of the ratifi -
cation shall be retroactive to the time of the defec-
tive act. In the case of a putative stock issuance, 
each share of putative stock shall be deemed to be 
an identical share of a share of outstanding stock 
as of the time it was purportedly issued. 

Following the stockholders’ adoption of the 
resolution, the corporation fi les a “certifi cate of 
validation” with the Delaware Secretary of State, 
and notice must be given to all holders of valid 
and putative stock, whether voting or not voting 
(whether of record or as of the time of the defec-
tive act), within 60 days following the date  of 
adoption. The notice must include the same 
statement as to challenges that accompanied the 
 original notice to stockholders. 

Section 205

Section 205 of the DGCL allows a corpora-
tion (or its successor entity), a member of the 
board of directors, a holder of valid or putative 
stock, or “any other person claiming to be sub-
stantially and adversely affected by a ratifi cation 
pursuant to Section 204” to apply to the Court of 
Chancery to determine the validity and effective-
ness of any defective corporate act ratifi ed pur-
suant to Section 204 (including the validity and 
effectiveness of the ratifi cation process) as well 
as the validity and effectiveness of any defective 
corporate act not ratifi ed. In addition, an appli-
cation can be made to determine the validity of 
“any corporate act or transaction and any stock, 
rights or options to acquire stock.” 

It is important to note, however, that any 
action asserting that a ratifi cation of a defective 
act is void or voidable because of the original 
defect in authorization, or that the court should, 
in its discretion, declare an attempted ratifi cation 
to be ineffective or subject to certain conditions, 
must be brought within 120 days of the effec-
tive time of the underlying ratifi cation action. 
This limitation shall not apply to an action that 
asserts that ratifi cation was not accomplished in 
accordance with the requirements of Section 204, 
including a failure to give the appropriate notice. 

Assuming that the 
stockholders adopt the 
resolution, the defective 
act shall no longer be 
deemed void or voidable.

Factors that may be considered by the Court 
of Chancery in evaluating any application sub-
mitted under Section 205 include: 

• whether the defective corporate act was origi-
nally taken with the belief  that it was proce-
durally correct; 

• whether the corporation has treated the defec-
tive corporate act as valid and any person has 
acted in reliance upon the perceived validity 
of the defective corporate act; and 

• whether any person will be harmed by the 
ratification of, or failure to ratify, the defec-
tive corporate act. 

Following its consideration of the applica-
tion, the Court of Chancery may take a variety 
of actions. The court may declare that a ratifi ca-
tion is invalid or impose certain conditions on its 
validity to avoid harm to any person materially 
adversely affected by a ratifi cation; declare that 
shares of putative stock are shares of valid stock; 
order that a meeting of holders of valid or puta-
tive stock be held; or make other orders as the 
court may deem proper under the circumstances. 
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Conclusion

At the risk of stating the obvious, corporations 
and their counsel should strive to comply fully 
with all applicable statutory and organizational 
documentation requirements as to the authori-
zation and implementation of all corporate acts. 
However, at least as to corporations organized 
under the laws of Delaware, in the unhappy event 

that errors are discovered (which we know with 
certainty will typically happen at the most inop-
portune time), there is now a clear roadmap to 
addressing the problem with full transparency to 
all interested parties that, if  followed, will pro-
vide the corporation with the assurance that it 
can proceed with its intended plans for growth, 
combination, etc., having eliminated these issues 
in accordance with applicable law.
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Baker & Hostetler LLP
Denver, CO (303-861-0600)

SEC Continues Crack Down on Short Sale 
Rule Violations: Settles $7.3 Million Case 
Against Worldwide Capital (March 12, 2014)

A discussion of a settlement the SEC reached 
in its largest Rule 105 (short sale) enforcement 
case to date against Worldwide Capital.

Chapman and Cutler LLP
Chicago, IL (312-845-3000)

Sustainability Accounting Standards Issued 
for Financial Section (March 20, 2014)

A discussion of the standards issued by the 
Sustainability Accounting Standards Board 
(SASB) calling for fi nancial institutions to volun-
tarily collect, quantify, and report data relevant to 
their environmental, social, and governance per-
formance. The memorandum also provides infor-
mation concerning the SASB and its standards.

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

D.C. District Court Orders Production of 
Internal Compliance Investigation Materials 
(March 26, 2014)

A discussion of a motion to compel issued 
by the U.S. District Court for the District of 
Columbia relating to the production of docu-
ments arising from the defendant’s internal 

compliance investigations. U.S. ex rel. Barko v. 
Halliburton Company, No. 05-cv-1276 (Mar. 6, 
2014). The court rejected defendant’s arguments 
that these documents qualifi ed for attorney- 
privilege or work product protections.

Dechert LLP
Philadelphia, PA (215-994-4000)

U.S. Fund Litigation Update: Where We 
Are Now and Where We Could Be Headed 
(February 25, 2014)

A discussion of the substantial litigation risk 
facing the U.S. fund industry fi ve years removed 
from the credit crisis. The memorandum indi-
cates that while cases premised on alleged fail-
ures of mutual funds to accurately describe their 
investment strategies and attendant risks have 
subsided, cases challenging advisory fees under 
Section 36(b) of the Investment Company Act of 
1940 are on the rise. 

Edwards Wildman Palmer LLP
Washington, DC (202-478-7370)

SEC Announces Initiative for 
Self-Reporting Municipal Continuing 
Disclosure Non-Compliance (March 2014)

A discussion of the recently announced 
SEC new self-reporting initiative for issuers and 
underwriters of municipal securities, the so-
called “Municipalities Continuing Disclosure 
Cooperation Initiative.” It offers potentially favor-
able settlement terms to issuers and underwriters 
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that self-report possible violations involving mate-
rially inaccurate statements relating to prior com-
pliance with continuing disclosure obligations 
under Rule 15c2-12 under the Exchange Act.

Fried, Frank, Harris, Shriver & Jacobson
New York, NY (212-859-6600)

Delaware Decision Reinforces Need for 
Proper Procedure in a Squeeze-Out Merger: 
In Re Orchard Enterprises, Inc. Stockholder 
Litigation (March 3, 2014)

A discussion of a Delaware Chancery Court 
decision, Orchard, underscoring the need to ensure 
the integrity of the procedural protections laid out 
in the MFW decision—an independent commit-
tee that operates vigorously, complete and correct 
proxy disclosure and controlling stockholder agree-
ment in advance to a majority-of-the-minority vote. 

A New Approach for Classified Boards: 
Can the Paradigm Be Changed—To Retain 
Value-Enhancement While Addressing Director 
Accountability? (April 1, 2014)

A discussion of ways in which it may be pos-
sible to modify the traditional classifi ed board 
structure to retain the benefi ts while ensur-
ing board accountability and responsiveness to 
shareholder concerns in the wake of the declas-
sifi cation movement.

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

U.S. Supreme Court Allows State-Law 
Securities Class Actions to Proceed 
(February 28, 2014)

A discussion of the Supreme Court’s decision 
in Chadbourne & Parke LLP v. Troice, holding 
that the Securities Litigation Uniform Standards 
Act of 1998 (SLUSA) does not bar state-law 

securities class actions in which the plaintiffs 
allege that they purchased uncovered securities 
that the defendants misrepresented were backed 
by covered securities. 

McGuire Woods LLP
Richmond, VA (804-775-1000)

Employers, Investors and Lenders Need to 
Understand Controlled—Group Liability 
(April 1, 2014)

A discussion of litigation involving two Sun 
Capital funds and whether they were “trades or 
businesses” under ERISA and potentially part of 
a controlled group that included a bankrupt port-
folio company owned in part by the funds. The 
memorandum includes guidance on what private 
equity funds should do in response to the Sun 
Capital litigation.

Morgan, Lewis & Bockius LLP
Philadelphia, PA (215-963-5000)

SEC Issues FAQs on Financial Responsibility 
Rules (March 12, 2014)

A discussion of SEC staff  guidance on the 
fi nancial responsibility rule amendments adopted 
in July 2013, concerning (1) the effective dates of 
the amendments; (2) amendments to Rule 15c3-1 
(net capital rules); (3) amendments to Rule 15c3-1 
(customer protection rule); and (4) amendments 
to Rule 17a-11.

Morrison & Foerster LLP
New York, NY (212-468-8000)

A New SEC Enforcement Direction for 2014 
(March 26, 2014)

A discussion of new enforcement priori-
ties and policies discussed at The SEC Speaks 
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conference, including: (1) an end of “free of 
admission”; (2) the fi nancial reporting task force; 
(3) FCPA developments; (4) review of seldom 
used provisions of the federal securities laws; and 
(5) increased litigation. 

Nixon Peabody LLP
Rochester, NY (585-263-1000)

Cybersecurity Risks and Data Breaches Taking 
Front Row at SEC in 2014 (March 27, 2014)

A discussion of the SEC guidance and round-
table on cybersecurity.

Pepper Hamilton LLP
Philadelphia, PA (215-981-4000)

U.S. Supreme Court to Decide Whether 
Companies and Directors Can Be Held Liable 
for False Opinions or Beliefs in Registration 
Statements Without Knowledge of Falsity (March 
12, 2014)

A discussion of the Supreme Court’s grant 
of  certiorari in Indian State District Council of 
Laborers v. Omnicare, to determine whether an 
issuer of  securities, its directors and signatories 
of  a registration statement can be held liable 
for a false or misleading statement of  opinion 
or belief, irrespective of  whether the defendants 

actually believed the statement was true at the 
time it was made. 

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

Supreme Court to Review Second Circuit’s 
Decision That American Pipe Tolling Does 
Not Apply to the Securities Act’s Three-Year 
Statute of Repose (March 20, 2014)

A discussion of the Supreme Court’s grant of 
certiorari in Public Employees’ Retirement System 
of Mississippi v. IndyMac MBS, Inc., taking up an 
issue that affects the management of class action 
securities litigation. 

Recent Diversity Mandates Impacting US 
Financial Regulators and Financial Institutions 
on Both Sides of the Atlantic (March 4, 2014)

A discussion of  actions taken by the US 
Congress and the European Union (EU) to 
remedy historical practices resulting in a lack of 
employment diversity in the fi nancial services 
sector. Specifi cally, the memorandum addresses 
Section 342 of  the Dodd-Frank Act, which was 
adopted to correct racial and gender imbal-
ances at fi nancial institutions and fi nancial reg-
ulatory agencies, and similar recent initiatives in 
the EU. 
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INSIDE THE SEC

SEC Guidance on Well-Known 
Seasoned Issuer Waivers

By Laura D. Richman and Michael L. 
Hermsen

On March 12, 2014, the Division of 
Corporation Finance (Division) of the U.S. 
Securities and Exchange Commission (SEC) 
issued its “Revised Statement on Well-Known 
Seasoned Issuer Waivers.”1 This guidance updates 
and refi nes the Division’s 2011 policy for granting 
waivers of “ineligible issuer” status in order to 
allow an issuer to qualify as a “well-known sea-
soned issuer” (WKSI).

When an issuer qualifi es as a WKSI, it can 
register its securities under the Securities Act 
of 1933 (Securities Act) on a shelf  registration 
that becomes effective automatically upon fi ling. 
This streamlined process provides fl exibility for 
a WKSI to time securities sales to meet market 
conditions, without waiting for the Division to 
review and comment upon a registration state-
ment and declare it effective.

Unless a waiver is granted, an issuer may 
not qualify as a WKSI if it is an ineligible issuer. 
Pursuant to Rule 405 under the Securities Act, an 
issuer will be an ineligible issuer if it (or its subsid-
iary) has been convicted of specifi ed felonies or 
misdemeanors under Section 15 of the Securities 
Exchange Act

 
of 1934, or has violated the anti-fraud 

provisions of the federal securities laws. Rule 405 
authorizes the SEC to grant waivers of ineligible 
issuer status “upon a showing of good cause, that 

it is not necessary under the circumstances that the 
issuer be considered an ineligible issuer.” 

The Guidance

In the guidance, the Division indicated that 
when making a determination that a waiver would 
be consistent with the public interest and the pro-
tection of investors, it will consider whether the 
conduct involved a criminal conviction or scienter-
based violation. It also will assess whether the vio-
lation involved disclosure for which the issuer was 
responsible or calls into question the issuer’s abil-
ity to produce reliable disclosure. While no single 
factor is determinative, the Division will consider:

• Who was responsible for the misconduct?
• What was the duration of the misconduct?
• What remedial steps were taken by the issuer?
• What impact would denial of the waiver 

request have?

The issuer carries the burden of justifying the 
appropriateness of any waiver request, based on 
the framework set forth in the Division’s guidance.

In a key change from its previous guidance on 
WKSI waivers, the Division’s new guidance no 
longer designates anti-fraud violations stemming 
from the issuer’s own disclosures about itself  and 
the scienter-based nature of an anti-fraud viola-
tion as threshold considerations. Also, while the 
Division continues to take into account whether a 
violation was scienter-based, its revised guidance 
does not limit application of factors being consid-
ered with respect to non-scienter-based violations.

Practical Considerations

Any issuer seeking a waiver of ineligible 
issuer status should review the updated guidance 

Laura D. Richman is counsel, and Michael L. Hermsen is a 
partner, at Mayer Brown LLP.
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carefully and frame a waiver request letter to 
respond to the specifi c points that the Division 
has stated are important to its consideration. 
An express purpose of the Division’s guidance is 
to provide transparency for its decision-making 
process. An issuer should provide specifi c, fac-
tual details demonstrating how factors that the 
guidance highlights as potential justifi cations are 
applicable to its situation.

The guidance specifi cally emphasizes “tone at 
the top.” It is important that senior management 
does not condone or ignore violative behavior or 
“red fl ags” hinting at violative conduct. WKSI 
eligibility, and the related process for waiver of 
ineligible issuer status, provides another compli-
ance incentive for promptly addressing and cor-
recting securities law problems.

Remediation efforts designed to prevent future 
violations can be important to the justifi cation 
for a waiver of ineligible issuer status. For exam-
ple, the Division’s guidance mentions improved 
training and improved internal controls as efforts 
it will take into consideration. The Division also 
reviews whether key changes have been made in 
the personnel involved in the violative or crimi-
nal conduct. Because the Division is focused on 
an issuer’s ability to produce reliable disclosure, 
demonstrating improvements to disclosure con-
trols and procedures may be helpful to a waiver 
request.

Note

1. Available at http://www.sec.gov/divisions/corpfin/guidance/wksi-

waivers-interp-031214.htm.
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