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 The most noteworthy decisions this month are 
the following:
 
• In Bricklayers & Trowel Trades Int’l Pension 
Fund v. Credit Suisse Securities LLC, No. 12-1750 
(1st Cir. May14, 2014), the First Circuit affirmed 
summary judgment for the defendants in a case 
against Credit Suisse First Boston (CSFB), two of its 
analysts and officers. The district court had ruled that 
the testimony of the plaintiffs’ expert was inadmis-
sible under Daubert based on several deficiencies 
in his event study methodology. The First Circuit 
agreed, holding that the event study did not select 
event dates properly in that there was no connection 
to the plaintiffs’ complaint; that many event dates 
did not contain new information, but rather recycled 
previously disclosed information which should 
not have affected an efficient market; and that the 
event study did not use a reliable method to isolate 
confounding factors.   
• In Tabak v. Canadian Solar Inc., No. 13-1681-
cv (2d Cir. Dec. 20, 2014), the Second Circuit af-
firmed the dismissal of Exchange Act claims against 
Canadian Solar Inc. (CSI) and two of its officers. The 
complaint failed to adequately plead materiality from 
a quantitative perspective because the alleged reve-
nue misstatement amounted to only 2.7% of quarterly 
revenue and 0.9% of annual revenue. Materiality was 
also lacking from a qualitative perspective because 
the alleged misstatement did not prevent a revenue 
decline on a year-to-year basis and the importance 
of the revenue to a subsequent stock offering was 
not clear. In addition, scienter was not adequately 
pled because the plaintiffs identified only general 
motivations (such as paying off debt and avoiding 
economic dilution in the stock offering) rather than 
than any concrete, personal benefit to an insider. 
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• In Freedman v. Redstone, No. 13-3372 (3d Cir. May 30, 2014), a shareholder claim-
ing that the board failed to comply with terms of a shareholder-approved 2007 incentive 
compensation plan, using subjective factors and thereby destroying the basis for tax de-
ductibility, failed to make a pre-suit demand on the board. Upholding the dismissal of the 
plaintiff’s derivative claim, the Third Circuit ruled that the plaintiff had failed to establish 
demand futility by failing to raise a reasonable doubt that the directors were disinterested 
and independent, or that the transaction was the product of a valid exercise of business 
judgment.

• In Licht v. Watson, No. 13-14249 (11th Cir. May 22, 2014) (unpub.), a corporate officer 
and shareholder who claimed the defendants had engaged in a “pump-and-dump” scheme 
using the company’s stock was unable to properly allege claims under the federal securities 
laws or RICO. Upholding the dismissal of the complaint, the Eleventh Circuit held that the 
securities law claims were properly dismissed because the plaintiff had failed to plead that 
he was a purchaser or seller of the securities in connection with the defendants’ actions. 
The court rejected the plaintiff’s assertion he had standing because he could show a causal 
connection between the securities law violations and his loss.

• In Steinberg v. Mozilo, 14 Civ. 2023 (ALC) (GWG) (S.D. N.Y. June 6, 2014), Magistrate 
Judge Gabriel Gorenstein of the United States District Court for the Southern District of 
New York denied a derivative plaintiff’s request for discovery on June 6, 2014.  The opin-
ion affirms the rule that a derivative plaintiff is not entitled to take discovery prior to a 
decision on a Rule 23.1 motion.  

• In SEC v. ABS Manager, LLC, No. 13-CV-319-GPC (BGS) (S.D. Cal. June 11, 2014),  
Honorable Gonzalo P. Curiel of the United States District Court for the Southern District 
of California denied the Securities and Exchange Commission’s (SEC) motion for sum-
mary judgment, and granted defendants’ motion for partial summary judgment and motion 
to set aside default.   The decision is noteworthy because the court outlines in detail the 
legal standard for motions for summary judgment involving the anti-fraud provisions of 
securities laws, including Section 10(b) of the Securities Exchange Act of 1934 (Exchange 
Act), Section 20(a) of the Exchange Act, Sections 17(a)(1)-(3) of the Securities Act of 1933 
(Securities Act) and Rule 10b-5.  The decision also contains a detailed analysis of the fac-
tors courts consider in setting aside an entry of default.

• In In re Sato, Case No. 1:11-bk-22220 (Bankr. C.D. Cal June 18, 2014), U.S. Bankruptcy 
Judge Maureen A. Tighe ruled for Plaintiff Michael Williams, who had brought a nondis-
chargeability action against Debtor Rumio Sato, claiming that Sato had committed fraud 
in soliciting his investment in a real estate development in 2006.  The court found that 
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defendant Sato’s debt could not be discharged because the debt had been obtained by false 
representations as well as fraud in connection with a securities transaction.  

• In Aviva Life and Annuity Co. v. Davis, No. 4:12-cv-00603-JEG (S.D. Iowa May 19, 
2014), Federal Judge James E. Gritzner of the Southern District of Iowa denied a motion 
to dismiss federal and state securities claims against defendants associated with the now-
bankrupt Dewey and LeBoeuf LLP law firm. The court held that the plaintiffs had Article 
III standing because they did not assign their securities claims when they sold the securities 
at issue. An assignment of federal securities claims is rare, and was not proper in this case 
because later purchasers would have needed to rely on the plaintiffs for evidence. The court 
held that the controlled bankrupt law firm did not have to be named as a defendant in order 
to allow control person liability claims to proceed.

• In Mazuma Holding Corp. v. Bethke, No. 13-cv-6458 (E.D. N.Y. May 19, 2014),  
Federal Judge Arthur D. Spatt of the Eastern District of New York denied the defendants’ 
motion for judgment on the pleadings. The court held that the complaint adequately alleged 
reliance because the alleged fraud (selling non-authorized stock) targeted the plaintiff and 
and it did not have a duty to extensively investigate whether the stock was properly au-
thorized and tradeable. In addition, the complaint adequately alleged loss causation and 
economic loss because the penalties, interest and legal fees that the plaintiff in this case had 
paid in connection with an SEC investigation were an economic loss that was reasonably 
foreseeable by the defendants. However, the plaintiffs’ disgorged gains on resale of the 
stock were not a proper economic loss because plaintiff “cannot be put in a better position 
than it would have been without the fraud.” 

• In In re ViroPharma Inc. Securities Litigation, No. 12-2714 (E.D. Pa. May 15, 2014), 
J. Jones, II, of the Eastern District of Pennsylvania denied a motion to dismiss in a case 
dealing with the extension of marketing exclusivity for an antibiotic. The case hinged on 
the allegation that the company had actual notice that its application of extend exclusiv-
ity did not meet FDA requirements based on direct communications from the FDA. Thus, 
the court held that material misstatement and omissions were adequately alleged; the safe 
harbor of the Reform Act did not apply due to the alleged actual knowledge that statements 
were false when made; and that scienter was adequately alleged based on the defendants’ 
knowledge, the testimony of confidential witnesses, and unusual insider stock sales.

• In In re BP p.l.c. Securities Litigation, MDL No. 10-md-2185, No. 4:10-md-2185 (S.D. 
Tex. May 20, 2014), in the securities fraud case arising from the Deepwater Horizon ex-
plosion, the plaintiffs’ pre-explosion damages methodology did not measure the classwide 
injury caused by the defendants’ alleged fraud with respect to a proposed pre-explosion 



6

subclass. Although the plaintiffs had alleged that members of this subclass had purchased 
stock at prices inflated by the defendants’ alleged fraudulent misrepresentations concerning 
the company’s process safety improvements, District Judge Ellison denied certification of 
the subclass because the plaintiffs’ damages methodology failed to calculate the amount of 
pre-explosion inflation of the stock price.

• In Hanson v. Berthel Fisher & Company, No. 13-CV-67-LRR (N.D. Iowa May 29, 
2014), plaintiffs who lost money when they invested in notes that proved to be part of a 
Ponzi scheme were able to adequately allege federal and state securities law violations 
against the broker-dealer that underwrote the private placement of the notes. Denying in 
part the broker-dealer’s motion to dismiss, Chief District Judge Reade held that under the 
Securities Act of 1933 the defendant broker-dealer acted as a underwriter in the offering 
and owed the plaintiffs a duty to investigate or conduct due diligence. The court rejected 
the argument that a private placement offering precluded such liability.

• In In re Maxwell Techs., Inc. Sec. Litig., Case No. 13-cv-00580 (S.D. Cal. May 5, 
2014), Judge Roger T. Benitez of the United States District Court for the Southern District 
of California granted defendants’ motion to dismiss class action claims brought un-
der Sections 10(b) and 20(a) of the Securities Exchange Act of 1934 against Maxwell 
Technologies (Maxwell), its former CEO (David J. Schramm or “Schramm”) and its CFO 
(Kevin S. Royal or “Royal”). Plaintiffs alleged that defendants had made false statements 
about Maxwell’s financial condition, internal controls, and accounting practices. In dis-
missing these claims with leave to amend, the court held that plaintiffs had failed to ad-
equately allege scienter against any of the defendants under a corporate scienter, individual 
scienter, or “holistic” scienter theory. This opinion underscores the pleading hurdles that 
plaintiffs alleging fraud must overcome, in particular the level of specificity required to 
plead scienter.

• In In re Maxwell Techs., Inc. Deriv. Litig., Case No. 13-cv-966 (S.D. Cal. May 27, 
2014), Judge Roger T. Benitez of the United States District Court for the Southern District 
of California granted, with leave to amend, nominal defendant Maxwell Technologies, 
Inc.’s motion to dismiss consolidated shareholder derivative claims brought against 
Maxwell’s board of directors and certain of its officers. Plaintiffs alleged that the individu-
als had breached their fiduciary duties, abused their control, grossly mismanaged, were 
unjustly enriched, and had wasted corporate assets. Plaintiffs had not demanded that the 
board of directors take action, but instead argued that making such a demand would have 
been futile. In dismissing these claims, the court found that plaintiffs had failed to plead 
particularized facts raising a reasonable doubt that the directors were not disinterested and 
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independent, or that the challenged transaction was not the product of a valid exercise of 
business judgment. 

• In Schulein v. Petroleum Development Corp., No. SACV 11-1891 AG (ANx) (C.D. 
Cal. May 19, 2014), Judge Andrew J. Guilford of the United States District Court for the 
Central District of California denied in part and granted in part defendants’ motion for 
partial summary judgment on plaintiffs Section 14(a) claim, which was based on alleged 
misstatements in defendants’ proxies regarding the value of their oil and gas reserves. The 
court also denied defendants’ motion for partial summary judgment regarding plaintiffs’ 
breach of fiduciary duty claim. Finally, the court denied defendants’ motion for class decer-
tification. This case is noteworthy for its analysis of the required disclosures under Section 
14(a), and reinforcing that even if there are concerns regarding the underlying actions 
taken by a company, so long as the disclosures set forth these actions in a non-misleading 
manner, there can be no cognizable Section 14(a) claim. 

• In SEC v. Vassallo, No. CIV S-09-0665 (E.D. Cal. May 22, 2014), Judge Lawrence K. 
Karlton of the United States District Court for the Eastern District of California granted 
the SEC’s motion for a final judgment of disgorgement of $43 million, with pre-judgment 
interest, against defendant Anthony Vassallo, even though he had already been ordered to 
pay $43 million in restitution in a related criminal case. The court also ordered Vassallo to 
pay $650,000 in civil penalties. This decision is noteworthy for its guidance in resolving 
conflicts between penalties ordered in related civil and criminal cases. 

• In Refco Group Ltd., LLC v. Cantor Fitzgerald, L.P., No. 13 Civ. 1654 (RA) (S.D. N.Y. 
Jun. 10, 2014) , an investor that took a 10% interest in a limited partnership formed to take 
advantage of the defendants’ expertise in financial services to enter the gambling business 
was able to adequately allege claims with respect to three of six challenged transactions. 
Denying in part the defendants’ motions to dismiss, District Judge Abrams held, first, that 
demand futility applied only with respect to the three transactions—two intellectual prop-
erty license agreements and an asset purchase agreement—and therefore only those three 
transactions could form the basis of the plaintiff’s claims. The court pointed out that the 
plaintiff was proceeding “double derivatively”: it was a limited partner that was asserting 
injuries to the subsidiaries of the limited partnership, and therefore had to establish that 
the general partner could not have evaluated the subsidiaries’ potential claims with the 
required disinterest and independence.

• In In re El Paso Pipeline Partners, L.P. Derivative Litig., No. 7141-VCL (Del. Ch. 
Jun. 12, 2014), plaintiffs who claimed that a weakened domestic market for imported liq-
uid natural gas (LNG) had caused a corporate sponsor to off-load some now-risky LNG 
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assets onto its master limited partnership at an inflated price were unable to establish that 
the transaction violated the express terms of the limited partnership agreement or implied 
covenant of good faith and fair dealing. Granting the defendants’ motion for summary 
judgment with respect to the drop-down transaction, Vice Chancellor Laster held, first, 
that there had been no breach of the limited partnership agreement. Under the applicable 
standard of subjective good faith the plaintiffs had not cited record evidence sufficient to 
give rise to a factual dispute that members of the conflicts committee (the general partner 
had proceeded under the special approval provision of the limited partnership agreement) 
subjectively believed in good faith that the drop-down transaction was in the best interests 
of the partnership. 

• In Cambridge Retirement System v. Bosnjak, No. 9178-CB (Del. Ch. Jun. 26, 2014), 
a shareholder claiming that outside directors were paid excessive compensation, both in 
relation to the company’s revenues and in relation to compensation paid by companies of 
comparable market capitalization, was unable to maintain part of its claim for breach of 
fiduciary duty or any claim for waste of corporate assets. Granting the defendants’ mo-
tion to dismiss in part, Chancellor Bouchard held that, insofar as the fiduciary duty claim 
pertained to equity awards to outside directors that were approved by shareholders, it was 
dismissed. 

• In Laidler v. Hesco Bastion Environmental, Inc., No. 7561-VCG (Del. Ch. May 12, 
2014), Vice Chancellor Glasscock of the Delaware Court of Chancery was faced with the 
task of determining the fair value of a company’s stock for the purpose of statutory ap-
praisal.  The Court declined to consider the merger price because the price was not fairly 
negotiated in an arms-length transaction.  It also declined to consider any comparable com-
panies and transactions analyses because it had not been demonstrated that there were any 
truly comparable companies or transactions.  In addition, both parties’ experts agreed that 
the commonly employed discounted cash flow analysis method (DCF) was not feasible 
here since management never created projections.  Ultimately, the Court relied 100% on 
the direct capitalization of cash flow (DCCF) method of valuation.  The DCCF method is 
not commonly used in statutory appraisal proceedings, but both parties’ experts agreed that 
it was the proper method for this case. 

• In In re Westech Capital Corp., Consol. C.A. No. 8845-VCN (Del. Ch. May 29, 2014), 
the Delaware Chancery Court was required to interpret two sections of a voting agreement 
among preferred shareholders with respect to the mechanism to be used to select directors 
for each seat on the board. Specifically, the Court was presented with the task of determin-
ing whether certain directors were supposed to be selected by a per capita vote—where 
each preferred shareholder had one vote regardless of number of shares—or a majority 
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of shares vote. The Court found both disputed sections to be ambiguous and thus con-
sidered extrinsic evidence as well as the language and overall structure of the agreement. 
Ultimately, the Court concluded that since the signatories did not make clear that Section 
1.2(b) was intended to designate by per capita vote, the law’s preference for majority 
voting applied to that provision. However, Section 1.2(c), because it empowered certain 
individuals without reference to their relative status as shareholders, was found to be a per 
capita designation provision. Among other things, the decision provides fair warning to 
practitioners that poor drafting may cause unintended results. 

• In Flaa v. Montano, No. 9146-VCG (Del. Ch. May 29, 2014), in mounting a consent 
action to unseat board members aligned with the company’s founder and replace them with 
himself and his designees, a creditor failed to disclose a deal he made to secure a disposi-
tive block of 30 million shares controlled by the trustee in the founder’s bankruptcy case. 
Invalidating the consent action, Vice Chancellor Glasscock held that the creditor, who also 
was a stockholder and a member of the company’s Interim Board (established during an 
earlier consent action that was invalidated), had a duty to disclose his deal with the trustee, 
in which he promised to secure a seat on the board for the trustee’s designee. The trustee’s 
agreement to deliver his dispositive proxy in exchange for a seal on the company’s board 
was material information, the court concluded.

• In Hamilton Partners, L.P. v. Highland Capital Management, L.P., No. 6547-VCN 
(Del. Ch. May 7, 2014), in a stockholder’s class action asserting that a merger between a 
company and its largest stockholder was unfair, the defendant stockholder—which held 
48% of company stock and 82% of the debt—was not entitled to dismissal of breach of 
fiduciary duty claims. Ruling that the plaintiff had sufficiently alleged that the defendant 
had exercised control over the company to facilitate a restructuring agreement on unfair 
terms, Vice Chancellor Noble held that the defendant was the company’s controlling stock-
holder when the parties agreed to the merger, and therefore owed fiduciary duties to other 
stockholders. The court found that the alleged unreasonableness of the 20-30% discount 
applied to the company’s discounted cash flow in a fairness opinion supported a reasonable 
inference that the $0.67 per share offer in the merger may not have been a fair price.

• In ACP Master, Ltd. v. Sprint Nextel Corporation, C.A. No. 8508-VCL, transcript (Del. 
Ch. June 18, 2014), in a merger case in which a controlling stockholder attempted to substi-
tute the business judgment rule for the entire fairness standard, the Chancery Court orally 
ruled at the pleading stage that the entire fairness standard would apply because the mi-
nority shareholder vote was tainted by the dilutive terms of a Note Purchase Agreement. 
According to plaintiffs, one term of the merger agreement was a no-further-indebtedness 
provision that limited the merged company’s ability to access capital markets to $800 
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million in exchange for highly dilutive notes.  If minority stockholders did not approve the 

merger, the Agreement automatically terminated and the acquirer could exchange the notes 

for the acquired company’s stock at a significant discount to the market price. The Court 

found that the terms of this agreement created a threat of dilution that, at the pleadings 

stage, was coercive. The court said the applicability of the business judgment rule would 

be revisited on summary judgment. 

• In David Raul, as custodian for Malk Raul UTMA, NY v. Astoria Financial Corporation, 

No. 9169-VCG (Del. Ch. June 20, 2014), Vice Chancellor Glasscock of the Delaware 

Chancery Court dismissed a complaint by a stockholder to compel the corporation to reim-

burse his attorneys’ fees incurred in investigating the corporation’s activities and sending 

a demand letter to the board of directors stating that the corporation was violating the law.  

Plaintiff asserted that the corporation failed to make the disclosures required by the “say-

on-pay” provisions of the Dodd-Frank Act regarding executive compensation approval. 

Plaintiff further asserted that his efforts to remedy the disclosure violations conferred a 

benefit on the corporation, entitling him to equitable sharing of the fees with other stock-

holders.  The Court held that only where the board breaches its fiduciary duties, and the 

stockholder steps in to act where the board has improperly failed to act, will the stockhold-

er be entitled to compel payment of fees.  However, Plaintiff failed to allege any breach of 

fiduciary duty.  Thus, even assuming that a benefit was conferred on the corporation, the 

complaint had to be dismissed for failure to identify any underlying meritorious claim for 

breach of fiduciary duty by the board.  

• In Groen v. Safeway Inc., No. RG14716641 (Cal. Super. Ct. May 14, 2014), a California 

state court dismissed four consolidated shareholder derivative suits brought in the wake of 

a proposed merger of two of the nation’s leading grocery chains.  The primary issue was 

whether the defendant’s board of directors could adopt a forum-selection provision in its 

bylaws which required the plaintiffs to bring their suit in Delaware, not California.  The 

court upheld the forum-selection clause and dismissed the suit.  The decision is significant 

because the California court relied in part on Delaware and federal law to uphold both the 

authority of the company to adopt the forum-selection clause and the company’s reason-

able application of the clause under the circumstances. 
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Symposium Introduction: The Market is Efficient Enough

By Neil Cohen, Publisher

The authors of this Symposium on the Hallibuton ll decision have extensively and bril-
liantly described the open questions. Rather than listing or summarizing all these issues 
this introduction will excerpt key portions of the presentations. One of the most important 
issues is whether the plaintiffs’ burden to prove market efficiency through event studies 
will be affected by the decision. Both sides utilize these event studies to measure the sta-
tistical sensitivity of price changes to relevant events. In view of Justice Roberts’ liberal 
description of market efficiency in refuting challenges to the presumption, we think that 
most District Courts will approve plaintiff’s studies that show the 51% efficiency rate re-
cited in In Re Federal Home Mortgage, 2012 U.S. Dist. LEXIS 43047, rather than the strict 
80-90% efficiency rate that defense experts claim is needed to sustain the presumption of 
reliance. 

An equally important question is whether there will be extensive mini-trials on whether 
the corrective disclosure produced a price decline. Was Justice Ginsburg was correct when 
she said, “The Court’s judgment … should impose no heavy toll on securities fraud plain-
tiffs with tenable claims”? One author predicts there will be an inevitable battle of experts 
culminating in mini-trials, saying, “Approaches to factor modeling and the assumptions 
underlying event studies can vary so much that two event studies may be substantially 
unalike. Both side’s experts, considering the same data, at the class certification stage, may 
reach dramatically different but highly convincing conclusions as to the plausibility that 
price impact has occurred. …”The net effect of Halliburton II, we expect, will be to impose 
mini-trial characteristics on class certification motion practice in securities class cases, 

Introduction ...................................................................................................................................... 11

The Coming Disputes ......................................................................................................................19

The Scope of Halliburton II .............................................................................................................26

Reliance and Loss Causation ...........................................................................................................35
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just as they did in the antitrust context, in Comcast, very recently, to the net detriment of 
plaintiffs who, historically, would have been able to put off such incremental costs to a later 
litigation stage.” 

If District Court judges wish to avoid these mini-trials and honor Justice Ginsburg’s 
statement they will need to draw the red line of admissibility between evidence that goes 
to whether there was any price decline and evidence that simply disaggregates various ele-
ments of the loss. The courts could exclude the latter as going to loss causation, a subject 
for the merits part of the case. In deciding the cases, we predict most District courts will 
honor the skeptical assertion that “You can’t prove a negative.”

Does the Board of Directors Have a Role?

There may be an unusual way for defendants to dismiss class actions before they reach 
the class certification stage. Suppose that the Board of Directors concurrently announces at 
the time of the corrective disclosure a substantial repurchase of stock over time; suppose 
further that these purchases prevent a decline in price. Surely the Directors have a right to 
repurchase stock in order to prevent losses to shareholders, avoid costly class actions, and 
benefit shareholders by increasing earnings per share. Even though those good reasons are 
carefully documented at a Board meeting, plaintiffs would certainly attack the move as an 
attempt to interfere with their case. Professor Larry Hamermesh questions the transaction 
because, “it seems inconceivable that the trial court would focus only on the ostensible lack 
of price movement post-corrective disclosure and simply ignore compelling evidence of a 
concurrent company-specific event (the repurchase announcement) that would ordinarily 
be thought likely to move the stock price up. Faced with uncertainty about why the stock 
price did not move upon corrective disclosure, and faced with an amply plausible explana-
tion for why it didn’t move down (i.e., it was offset by the repurchase announcement), a 
trial court will not be able to conclude that the defendants have done their job of defeating 
the FOTM presumption ‘through evidence’.”

But why would the case ever get to the class action certification stage? If there is no price 
decline there is a powerful argument that there is no loss, and thus there is no adequate plea 
of loss causation. The Supreme Court already decided that issue in Dura Pharmaceuticals 
v. Broudo where the Court overruled a Ninth Circuit decision holding that plaintiffs need 
only plead loss causation by alleging that the misrepresentation caused an inflated purchase 
price. According to Dura, plaintiffs need to allege “actual economic loss”: 

In cases involving publicly traded securities and purchases or sales in public securities markets, the ac-

tion’s basic elements include: … economic loss, 15 U. S. C. §78u.4(b)(4). . . . 
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Judicially implied private securities- fraud actions resemble in many (but not all) respects common-law 

deceit and misrepresentation actions. . . . The common law of deceit . . .has long insisted that a plaintiff 

in such a case show not only that had he known the truth he would not have acted but also that he suf-

fered actual economic loss. 

The statute thereby makes clear Congress’ intent to permit private securities fraud actions for recovery 

where, but only where, plaintiffs adequately allege and prove the traditional elements of causation and 

loss. By way of contrast, the Ninth Circuit’s approach would allow recovery where a misrepresentation 

leads to an inflated purchase price but nonetheless does not proximately cause any economic loss. That is 

to say, it would permit recovery where these two traditional elements in fact are missing. In sum, we find 

the Ninth Circuit’s approach inconsistent with the law’s requirement that a plaintiff prove that the defen-

dant’s misrepresentation (or other fraudulent conduct) proximately caused the plaintiff’s economic loss. 

We think it will be a rare Board of Directors that would actually repurchase shares 
because the corporate ego impulsively wants to fight allegations of wrongdoing and it re-
quires no corporate cash to let the insurance company pay any eventual settlement. Still, if 
there are any companies who feel responsible to clean up their messes, prevent shareholder 
losses, and relieve the resources of the judicial system, we think the courts should applaud.

Excerpts From the Symposium

Halliburton II and the Coming Disputes Over Market Efficiency and Reliance

By William F. Alderman, Daniel J. Dunne, M. Todd Scott, Steven Hong & David Keenan

“Must defendants establish the complete absence of any price impact (“zero price im-
pact”), or would minimal price impact defeat class certification?”

“Will the belief of some that Halliburton II has liberalized the “modest” test for market 
efficiency cause securities filings to increase for securities traded on less efficient markets, 
rather than decrease?”

“Will rebuttals be more commonly used as a tool to winnow class claims and class peri-
ods, removing certain statements from the case as to which price impact cannot be shown? 
Will courts employ an all-or-nothing approach, and refuse to distinguish between statement 
based on the presence or absence of price impact?”

“With price impact in play, plaintiffs have stated their intention to argue that class cer-
tification discovery should include a broad examination of each alleged misrepresentation 
or omission before certification.” 
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“Will defendants reserve their rebuttal until after merits discovery, choosing to raise the 
no-price-impact argument in a motion for class de-certification?”

“The Salomon court left trial judges with ‘considerable discretion to limit . . . discov-
ery . . . in order to avoid . . . a protracted mini-trial of substantial portions of the under-
lying litigation,’ while ensuring that the court receives “enough evidence, by affidavits, 
documents, or testimony, to be satisfied that each Rule 23 requirement has been met.”

“Will the majority’s observations about the role of economics lead some courts to relax 
tests for market efficiency? If so, how will Daubert challenges to experts evolve? Will spe-
cialized plaintiff-style and defendant-style models emerge with respect to price impacts, as 
they have in connection with loss causation and damages?” 

“The ability of defendants to argue the absence of price impact at the class certification 
stage could impact plaintiffs’ selection of a putative class period or of the class of inves-
tors allegedly impacted. The issue may depend in part on whether defendants have to show 
the absence of price impact only at the time of the alleged representation or omission, or 
also at the time of an alleged corrective disclosure. In addition, there is an open question 
whether plaintiffs can argue that, even in the absence of measurable price impact, a class 
can be certified where they allege that a misrepresentation nonetheless kept the stock price 
from dropping.”

“Doesn’t absence of price impact show that a market was necessarily inefficient if the 
alleged misrepresentation or omission was material? Or that if the market was efficient, the 
alleged misrepresentation or omission was necessarily immaterial. Doesn’t an absence of 
price impact also necessarily establish an absence of loss causation?” 

“Will defendants’ loss on price impact at the class certification stage, where they have 
the burden of rebuttal, foretell a loss at the merits stage, where plaintiffs have the burden of 
establishing loss causation and damages?”

Reliance and Loss Causation in Securities Fraud Class  
Certification Motion Practice After Halliburton II

Laurence A. Steckman, Esq., M.Phil., Robert E. Conner, MBA, MPA  
& Stuart J. Rosenthal, MS, CFA

“As a result of Halliburton II and the likelihood defendants will present quantitative, 
direct evidence during the class certification stage to defeat reliance though a showing that 
price impact is absent, plaintiffs will be pre-emptively compelled to obtain and present 
quantitative, direct evidence of price impact to a degree that, as in the Court’s decision in 
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Comcast, seems to come pretty close to requiring plaintiff to establish proof of loss causa-
tion, at the certification stage.”

“A portion of those expenses applied to the rebuttal of the Basic presumption will now 
be expended as an up-front cost to class defendants during the class certification stage.” 

“The net effect of Halliburton II, we expect, will be to impose mini-trial characteristics 
on class certification motion practice in securities class cases, just as they did in the anti-
trust context, in Comcast, very recently, to the net detriment of plaintiffs who, historically, 
would have been able to put off such incremental costs to a later litigation stage.” 

“Approaches to factor modeling and the assumptions underlying event studies can vary 
so much that two event studies may be substantially unalike. Both side’s experts, consider-
ing the same data, at the class certification stage, may reach dramatically different but high-
ly convincing conclusions as to the plausibility that price impact has occurred. Haliburton 
II ensures that expert methodologies and analyses will play a considerably more prominent 
role at the class certification stage of securities class litigation.” 

“Event studies undertaken by experts at the class certification stage will likely include 
a so-called “factor model.” Factor models are well known to quantitative investment prac-
titioners for constructing and managing portfolios of securities. Essentially, such models 
rely on the supposition that a certain degree of stock price return can be explained by one 
or more systematic factors, or singular sources of risk that explain stock price changes. 
A fundamental factor model uses the returns of several stocks associated with observable 
company attributes, e.g., sector classification or market capitalization. A macroeconomic 
factor model decomposes a stock price return according to unexpected changes in eco-
nomic measures, such as the price of oil or interest rates. Lastly, a statistical factor model 
employs statistical techniques to identify unknown but potentially highly influential factors 
resulting from stock price returns.”

Can Defendants Prove a Negative?

Lawrence A. Hamermesh

Lawrence A. Hamermesh is Ruby R. Vale Professor of Corporate and Business Law at Widener Delaware 

Law School, and former partner, Morris Nichols Arsht & Tunnell in Wilmington, DE.  He is also Reporter, 

Model Business Corporate Act, ABA Corporate Laws Committee.

“Justice Ginsberg’s concurrence tells you all you need: ‘The Court’s judgment … 
should impose no heavy toll on securities fraud plaintiffs with tenable claims.’” 
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“It is the defendants who bear the burden of proof on the issue, and who have to do the 
job of convincing the trial court that the alleged misrepresentation had no effect on market 
price.”

“Halliburton will deliver little in the way of denials of class certification.”

Eight Propositions Regarding the Scope of Halliburton II

Mark A. Perry & Jonathan C. Dickey

“The Court did not address the Cammer factors, which have been used so often by 
district courts to determine whether a market is efficient. Although some commentators on 
the plaintiffs’ side have taken this silence to be an implicit approval of the status quo, the 
better reading of the decision is that these issues simply were not before the Court. Rather, 
Halliburton II assumed that the plaintiff could prove market efficiency somehow, and fo-
cused on the consequences of such a showing.”

“Under the PSLRA’s heightened pleading instructions, any private securities complaint 
alleging that the defendant made a false or misleading statement must … specify each 
statement alleged to have been misleading [and] the reason or reasons why the statement 
is misleading. The statement-by-statement approach mandated by Congress at the pleading 
stage is now required to be replicated at the certification stage, giving the defendant the 
opportunity to offer a statement-by-statement rebuttal to any presumption of price impact 
or market effect on the basis of evidence, not conjecture.”

“It is not uncommon that one statement has price impact but another statement does 
not. Under Basic, a plaintiff can secure class certification and proceed to trial on both state-
ments because market effect is presumed. Under Halliburton II, however, the defendant 
could knock out the second statement—and thus narrow the scope of the class (by date, 
investors, geography, etc.). This will help focus the issues for trial and ensure that juries 
are not presented with evidence of alleged misstatements that did not affect market price.”

“The statement-by-statement approach demanded by Halliburton II can have a dra-
matic impact on securities suits alleging multiple misstatements. It is not uncommon that 
one statement has price impact but another statement does not. Under Basic, a plaintiff can 
secure class certification and proceed to trial on both statements because market effect is 
presumed. Under Halliburton II, however, the defendant could knock out the second state-
ment—and thus narrow the scope of the class (by date, investors, geography, etc.). This 
will help focus the issues for trial and ensure that juries are not presented with evidence of 
alleged misstatements that did not affect market price.”



17

“A plaintiff need not come forward with direct evidence of price impact, but instead 
may continue to rely on the indirect proxy afforded by Basic. Slip op. 17-18. If the plaintiff 
does so, the defendant may come forward with direct evidence that each challenged mis-
statement did not affect market prices. It will then be up to the plaintiff to meet its burden 
of persuasion by refuting defendant’s direct evidence, presumably with direct evidence of 
its own.”

“Class Certification Just Got Even More Expensive. One predictable consequence of 
Halliburton II is that both plaintiffs and defendants will introduce event studies and other 
regression analyses as direct evidence of price impact. These statistical tools use different 
assumptions and models, and different experts may come to different conclusions about 
whether a particular statement affected the market price of the security. District courts 
will have to resolve Daubert challenges to expert methodologies and, if presented with 
two admissible but conflicting opinions on price impact, resolve the “battle of the experts” 
to the extent it pertains to the Rule 23 predicates. In doing so, district courts will have to 
articulate their reasons for accepting (or rejecting) the presumption of reliance, to enable 
appellate review of the ensuing order certifying (or refusing to certify) the class. See Fed. 
R. Civ. P. 23(f).” 

 “Price impact evidence of the sort contemplated by Halliburton II may also require 
some amount of discovery to, among other things, identify the market reaction to the state-
ments at issue, changes to analysts’ earnings models or price targets in response to the 
allegedly misleading disclosures, patterns in trading volumes or short positions following 
the allegedly misleading statements, news media coverage, micro- and macro-economic 
conditions at the time, and other indicators of price impact. Expert economists and statisti-
cians performing the event studies will need this information as inputs for the regression 
analyses.”

“District courts will also have to adopt case management techniques to ensure the or-
derly presentation of competing expert opinions and event studies. For example, while a 
plaintiff is not required to adduce direct evidence of price impact, if the plaintiff intends 
to do so it may make sense for its expert report to be produced first since it bears the ulti-
mate burden of persuasion on the issue. There are also legitimate concerns with plaintiffs 
“sandbagging” the defendant on this issue. In some cases, an evidentiary hearing—perhaps 
with testimony from the competing experts—may be required. In this sense, the certifica-
tion stage in some cases will become a “mini-trial” on price impact, with the possibility of 
appellate review following the ensuing order.”
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“If nothing else, Halliburton II makes clear that this issue can and will be contested in 
more cases, leading to increased challenges and opportunities for securities plaintiffs and 
defendants alike.”

“It is highly predictable that the same “stock drop” that has been the basis for countless 
securities class actions will, ipse dixit, be alleged to show the ‘price impact’ of allegedly 
false statements that otherwise had no measurable impact on stock price. In this sense, we 
expect “business as usual” from the securities plaintiffs’ bar. What Halliburton II offers 
is the possibility of an earlier exit from some meritless cases where economic evidence 
overcomes the assumption that alleged wrongdoing is reflected in a security’s market price. 
Like many Supreme Court rulings, it likely will take years of district court and appellate 
decisions to sort out the standards for determining price impact and applying this new tool 
in actual cases.”

Halliburton v. Erica P. John Fund:  What Does It Mean as a Practical Matter?

Jen Spaziano

“Justice Ginsburg’s recognition of the potential for increased discovery at the class cer-
tification stage supports the view shared by many commentators that the Court’s opinion 
will, in fact, result in the need for broader discovery prior to a ruling on class certification. 
The scope and nature of permissible discovery, as well as the effect of such discovery on 
the timing of class certification motions, however, are likely to be the subject of some de-
bate before the lower courts.”

“The differences between price impact, on the one hand, and materiality and loss cau-
sation, on the other, are likely to be explored in the lower courts as defendants bring price 
impact challenges at the class certification stage.”

“The Court’s opinion does not require a defendant to attempt to defeat the presumption 
of classwide reliance at the class certification stage. Rather, the Court states that ‘defen-
dants must be afforded an opportunity before class certification to defeat the presumption 
through evidence that an alleged misrepresentation did not actually affect the market price 
of the stock.’ 573 U.S. at ___ (slip op. at 23) (emphasis added). Numerous considerations—
including the jurisdiction in which the case is proceeding, the weakness of plaintiffs’ re-
quired showings and the strength of other defenses—might lead a defendant to refrain from 
raising the lack of price impact at the class certification stage. It is impossible to predict at 
this time how frequently price impact will be tested at the class certification stage.”

*   *   *
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Halliburton II and the Coming Disputes Over Market Efficiency and Reliance

By William F. Alderman, Daniel J. Dunne, M. Todd Scott, Steven Hong & David Keenan1

On June 23, 2014, the U.S. Supreme Court issued its second decision in Halliburton 
Co. v. Erica P. John Fund, Inc., --- S. Ct. ----, No. 13-317, 2014 WL 2807181 (U.S. June 
23, 2014) (“Halliburton II”). In this widely anticipated decision, the Court reaffirmed its 
earlier embrace of the so-called fraud-on-the-market presumption of reliance in Basic, Inc. 
v. Levinson, but held that defendants may rebut the presumption that undergirds certifica-
tion of Rule 10b-5 securities class actions by showing that alleged misrepresentations did 
not have a material impact on the price of the stock.

This article first discusses the case background and holdings. After reviewing the 
Court’s holding, we address what Halliburton II means for the definition of an efficient 
market and reliance on market pricing, and how plaintiffs and defendants are likely to 
construe Halliburton II differently. The article concludes by identifying ten questions that 
Halliburton II raises for securities fraud class actions in the future. 

Case Background

Plaintiff-Respondent Erica P. John Fund, Inc. (the “Fund”) purchased stock in 
Halliburton Company and lost money when Halliburton’s stock price dropped following 
the release of negative news regarding Halliburton’s (1) potential liability in asbestos liti-
gation, (2) revenue accounting on fixed-price construction contracts, and (3) merger with 
Dresser Industries. The Fund filed a lawsuit against Halliburton and its CEO David Lesar 
(collectively, “Halliburton”) alleging that Halliburton had made knowing or severely reck-
less misrepresentations concerning those topics in violation of Sections 10(b) and 20(a) of 
the Securities Exchange Act of 1934 and SEC Rule 10b-5. The Fund sought to certify a 
class of plaintiffs under Federal Rule of Civil Procedure 23(b)(3), which requires that ques-
tions of law or fact common to class members predominate over any questions affecting 
only individual members. 

Since the parties did not dispute that the market for Halliburton common stock was 
“efficient,” the Fund invoked the Supreme Court’s decision in Basic Inc. v. Levinson, 485 
U.S. 224 (1988) (“Basic”) to establish class-wide reliance. The decision in Basic sought 
to address the difficulties plaintiffs in securities class actions face in establishing predomi-
nance under Rule 23(b)(3) concerning alleged misrepresentations in connection with the 
sale of securities – that if each class member were required to establish actual reliance on 
defendants’ alleged misrepresentations in deciding to purchase a security, the individual 
1 The authors are partners and associates in the Securities Litigation and Regulatory Enforcement Practice at 
Orrick Herrington & Sutcliffe LLP 
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issues of reliance would always overwhelm issues common to all class members defeating 
predominance and preventing class certification.

Basic recognized a rebuttable presumption of class-wide reliance under the “fraud-on-
the-market” theory. That theory was based, in part, on the efficient capital markets hypoth-
esis which, in its simplest form, broadly assumes that in an efficient market all material 
information concerning a company is known to the market and incorporated immediately 
in the company’s stock price. Thus, when an investor buys or sells stock in an efficient mar-
ket, the investor presumably does so in reliance upon the integrity of the efficient market’s 
price. Basic instructed federal courts to presume that class members relied on the public, 
material misrepresentations efficiently incorporated into the company-defendant’s stock 
price, eliminating the need to prove reliance individually, and thereby permitting certifica-
tion of 10b-5 class actions.

In opposing certification, the Halliburton defendants argued that the Fund did not es-
tablish loss causation under the Fifth Circuit’s requirement that a plaintiff prove a misstate-
ment actually moved the market. The District Court agreed and denied class certification 
because the Fund did not show any stock price increase resulting from the alleged misrep-
resentations. On appeal, the Fifth Circuit affirmed the District Court. 

In what would be its first pass at this case, the Supreme Court reversed the Fifth Circuit. 
Erica P. John Fund, Inc. v. Halliburton Co., 131 S. Ct. 2179 (2011) (“Halliburton I”). 
As the Court in Halliburton I explained, the question of loss causation—i.e., whether an 
alleged misrepresentation actually caused investors to lose money on their securities pur-
chases—is different from the question of reliance under Basic—i.e., whether the investor-
class members can be presumed to have relied on the alleged misrepresentation in making 
the decision to purchase the securities. The Court held that plaintiffs are not required to 
prove loss causation to obtain class certification, and remanded the case to address other 
arguments against class certification. 

On remand, the District Court certified the class and held, without analysis, that “[t]he 
fraud-on-the-market theory applies to this case, so proof of each individual class member’s 
reliance is not required.” Archdiocese of Milwaukee Supporting Fund, Inc. v. Halliburton 
Co., No. 3:02-CV-1152-M, 2012 WL 565997, at *2 (N.D. Tex. Jan. 27, 2012). The Fifth 
Circuit affirmed class certification and, significantly, rejected Halliburton’s contention that 
the absence of “price impact”—the effect of a misrepresentation on stock price—could 
rebut the fraud-on-the-market presumption. The court relied on the Supreme Court’s deci-
sion in Amgen Inc. v. Connecticut Retirement Plans & Trust Funds, 133 S. Ct. 1184 (2013), 
which held that since the element of materiality was established by evidence common to all 
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plaintiffs and failure to prove materiality would cause all individual claims to succeed or 
fail on evidence common to the class, materiality was unnecessary to consider at the class 
certification stage. The Fifth Circuit similarly found that price impact was an objective in-
quiry that applied to everyone in the class. If Halliburton could prove the absence of price 
impact, all individual claims would fail because plaintiffs would be unable to establish loss 
causation. “[T]he focus of the 23(b)(3) class certification inquiry—predominance—is not 
whether the plaintiffs will fail or succeed, but whether they will fail or succeed together.” 
Erica P. John Fund, Inc. v. Halliburton Co., 718 F.3d 423, 431 (5th Cir. 2013). Since price 
impact evidence did not bear on the question of whether common questions predominated, 
the Fifth Circuit affirmed class certification.

On appeal to the Supreme Court for the second time, Halliburton asked the Court two 
questions: (1) should the Court overrule Basic to the extent that Basic recognized a pre-
sumption of class-wide reliance derived from the fraud-on-the-market theory?; and (2) 
where a plaintiff invokes the Basic presumption, should a defendant be allowed to rebut 
the presumption and prevent class certification by introducing evidence that any alleged 
misrepresentations did not actually distort the stock price? The Court answered no to the 
first question and yes to the second.

The Decision

On the first question, the Court declined to overrule its prior holding in Basic. As to 
Halliburton’s argument that the Basic presumption was inconsistent with Congress’s intent 
in passing the 1934 Exchange Act, the Court noted that Justice White made “the same argu-
ment” in his dissent in Basic; the majority found it unpersuasive then, “and Halliburton has 
given us no new reason to endorse it now.”

Turning to the substance of Halliburton’s argument to overturn Basic, the Court first 
rejected Halliburton’s argument that the efficient capital markets hypothesis supporting 
the Basic presumption was erroneous at adoption and had fallen out of favor with the eco-
nomic and finance experts cited throughout Halliburton’s brief. Noting that the academic 
“debate is not new,” the Court held that Halliburton’s argument did not fundamentally ad-
dress Basic “on its own terms.” The Court explained that Halliburton’s contentions about 
the invalidity of the efficient capital markets hypothesis were beside the point, because the 
Court in Basic did not “adopt any particular theory of how quickly and completely publicly 
available information is reflected in market price.” Instead, the Court said, Basic stood for 
the more “modest” proposition that “professionals generally consider most publicly an-
nounced material statements about companies, thereby affecting stock market prices.” The 
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majority concluded that “[t]he academic debates discussed by Halliburton have not refuted 
the modest premise underlying the presumption of reliance.”

Halliburton also argued that it was a fallacy that all investors relied on the integrity of 
the market, pointing out many examples of investors who purchased or sold securities for 
other goals or purposes. For example, a “value investor” purchases a stock on the belief 
that the price of the security does not accurately reflect all public information available at 
the time of the purchase. But the majority retorted that Basic never denied the existence of 
such investors, who in any event, rely at least on the fact that market prices will incorporate 
public information within a reasonable period, and that market prices, however inaccurate, 
are not distorted by fraud. Thus, the Court appears to have adopted a “weak” version of 
the presumption of reliance, in which investors are not presumed to have relied on the ef-
ficiency of the market in instantaneously setting an accurate price, but on some effect from 
market efficiency that is less precise, determinable and measurable.

The Court also cast aside Halliburton’s last argument—that stare decisis was of less 
import here because Basic could no longer be reconciled with the Court’s more recent 
jurisprudence concerning securities class actions. For example, Halliburton argued that 
Basic expanded the Rule 10b-5 cause of action, while the Court’s holding in Central Bank 
of Denver, N.A. v. First Interstate Bank of Denver, N.A., 511 U.S. 164 (1994) called for the 
rule to be more narrowly applied. The Court distinguished Halliburton II from Central 
Bank as a case that rejected attempts to broaden Rule 10b-5 liability to defendants who 
were not alleged to have made misstatements. “While the presumption makes it easier for 
plaintiffs to prove reliance, it does not alter the elements of the Rule 10b-5 cause of action 
and thus maintains the action’s original legal scope.”

The Court similarly declined to accept Halliburton’s argument that the Court’s hold-
ings in Wal-Mart Stores, Inc. v. Dukes, 131 S.Ct. 2541, 2551 (2011), and Comcast Corp. v. 
Behrend, 133 S.Ct. 1426, 1432 (2013), which required plaintiffs to “actually prove—not 
simply plead—that their proposed class satisfies each requirement of Rule 23,” could not 
be squared with Basic, which, as Halliburton argued, “relieves Rule 10b-5 plaintiffs of that 
burden.” “That is not the effect of the Basic presumption,” the Court retorted, observing 
that the Basic presumption puts the burden on plaintiffs to establish the prerequisites for 
invoking the presumption — “namely, publicity, materiality, market efficiency, and market 
timing.” 

The Court also declined to accept Halliburton’s invitation to modify the prerequisites 
for invoking the presumption by requiring class-action plaintiffs to prove “price impact” 
directly at the class certification stage. The Basic presumption itself includes two “con-
stituent presumptions”: (1) if the plaintiff can show a public, material misrepresentation 
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concerning a defendant company whose stock trades in an efficient market, the court pre-
sumes that the misrepresentation affected the stock price; and (2) if the plaintiff purchased 
the stock during the relevant period, the court presumes that the plaintiff made that pur-
chase in reliance on the misrepresentation. Accepting Halliburton’s position that plaintiffs 
should be required to show price impact affirmatively would “take away the first constitu-
ent presumption.” 

On the other hand, the Court did agree with Halliburton that defendants must be given 
the opportunity prior to certification of a class to show a lack of price impact. What the 
Fund argued, and the Fifth Circuit held, was that defendants could not rely on price-impact 
evidence “prior to class certification for the particular purpose of rebutting the presump-
tion altogether.” This restriction, the Court held, “makes no sense, and can readily lead to 
bizarre results.” As the Court explained, Basic allows plaintiffs to establish price impact 
“indirectly” by showing that a defendant’s public, material misrepresentations were made 
in an efficient market. “But an indirect proxy should not preclude consideration of a de-
fendant’s direct, more salient evidence showing that an alleged misrepresentation did not 
actually affect the stock’s price and, consequently, that the Basic presumption does not ap-
ply,” and “there is no reason to artificially limit the inquiry at that stage by excluding direct 
evidence of price impact.”

Justice Clarence Thomas wrote an opinion concurring in the judgment, in which he was 
joined by Justices Scalia and Alito. These justices called for Basic to be overruled because 
“economic realities . . . [had] undermined the foundations of the Basic presumption, and 
stare decisis cannot prop up the façade that remains.” 

Façade or not, after Halliburton II, the fraud-on-the-market theory remains alive and 
well, the calls to overrule it have been rebuffed, and securities fraud class actions will 
continue as they have for more than twenty-five years. Defense attorneys have acquired an-
other modest procedural tool in their arsenal to defeat such cases by showing a lack of price 
impact at the certification stage. Like other developments in securities law over the last two 
decades, the Court’s decision in Halliburton II may be expected to reduce the percentage 
of securities fraud cases that survive motions practice, although by how much is in doubt. 
Halliburton II should also dampen the enthusiasm that plaintiff’s lawyers might otherwise 
have for filing claims where there is no significant price effect at the time that alleged false 
statements are made.

Ten Questions following Halliburton II

We have identified ten broad questions that are likely to arise in securities fraud class 
action litigation in the wake of Halliburton II:
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1. What will happen on remand? Halliburton had presented to the district court evi-
dence of an absence of price impact. Now that the case returns for an examination of that 
(and perhaps additional) evidence, future proceedings may provide early guidance on how 
the lower courts will or should address the question of whether defendants have presented 
sufficient evidence of lack of price impact to defeat class certification. How will the courts 
weigh the evidence on price impact? Is preponderance the appropriate standard? Must 
defendants establish the complete absence of any price impact (“zero price impact”), or 
would minimal price impact defeat class certification?

2. How will the decision impact new filings? Will the prospect of additional expense 
earlier in a case discourage plaintiffs’ firms from pursuing cases they might otherwise have 
brought in the expectation that defeating a motion to dismiss would be enough to spark 
a settlement? Will plaintiffs take price impact issues into consideration in deciding what 
misrepresentations or omissions to allege? Will they have to engage experts pre-filing to 
assist in that inquiry? Will the belief of some that Halliburton II has liberalized the “mod-
est” test for market efficiency cause securities filings to increase for securities traded on 
less efficient markets, rather than decrease?

3. In which cases will defendants seek to rebut the presumption of reliance due to 
lack of price impact? It will be a weak case where plaintiff can meet its burden of show-
ing that securities were traded on an efficient market but cannot show a price impact from 
misrepresentations or corrective disclosures. Assuming that such cases are already a dis-
tinct minority, will there be any significant use of the Halliburton price-impact rebuttal? 
Will rebuttals be more commonly used as a tool to winnow class claims and class periods, 
removing certain statements from the case as to which price impact cannot be shown? Will 
courts employ an all-or-nothing approach, and refuse to distinguish between statement 
based on the presence or absence of price impact?

4. Will the decision impact the scope of class certification discovery? Defendants are 
often successful in limiting pre-class certification discovery to matters that bear on class 
certification. With price impact in play, plaintiffs have stated their intention to argue that 
class certification discovery should include a broad examination of each alleged misrep-
resentation or omission before certification. It is not clear that such discovery is necessary 
or relevant to the econometric analysis of price impact. Will courts permit broad-ranging 
merits discovery before class certification? Will defendants reserve their rebuttal until after 
merits discovery, choosing to raise the no- price-impact argument in a motion for class 
de-certification? How will D&O insurers react to increased costs at an earlier stage of the 
case?
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As Halliburton itself pointed out in its Petition in Halliburton II, “[i]f the Fund had 
brought its lawsuit in the Second or Third Circuit, Halliburton would have been entitled 
to rebut the presumption of reliance at the class-certification stage with price-impact evi-
dence.” Petition for a Writ of Certiorari, Halliburton Co. v. Erica P. John Fund, Inc., No. 
13-317, 2013 WL 4855972, *31 (U.S. Sept. 9, 2013). In particular, Halliburton cited the 
Second Circuit’s holding in In re Salomon Analyst Metromedia Litig., 544 F.3d 474 (2d 
Cir. 2008) The Salomon court left trial judges with “considerable discretion to limit . . . 
discovery . . . in order to avoid . . . a protracted mini-trial of substantial portions of the 
underlying litigation,” while ensuring that the court receives “enough evidence, by af-
fidavits, documents, or testimony, to be satisfied that each Rule 23 requirement has been 
met.” Id. at 486 (citation omitted).

5. How will the battle of the experts evolve? Will new models be developed to ad-
dress specific questions of price impact? Will the majority’s observations about the role of 
economics lead some courts to relax tests for market efficiency? If so, how will Daubert 
challenges to experts evolve? Will specialized plaintiff-style and defendant-style models 
emerge with respect to price impacts, as they have in connection with loss causation and 
damages? 

6. What does the decision portend for the distinction between class certification and 
merits issues? Recent decisions, including WalMart and Behrens at the Supreme Court 
level, have made repeated inroads into the old dividing line between class certification and 
merits issues stemming from the 1974 decision in Eisen & Carlisle v. Jacquelin. What is 
price impact if not proof of materiality and does Halliburton II undermine the Supreme 
Court’s recent decision in Amgen holding that investors are not required to establish mate-
riality to obtain class certification under Rule 10b-5? 

7. Will the decision be used to limit class definition? The ability of defendants to 
argue the absence of price impact at the class certification stage could impact plaintiffs’ 
selection of a putative class period or of the class of investors allegedly impacted. The issue 
may depend in part on whether defendants have to show the absence of price impact only 
at the time of the alleged representation or omission, or also at the time of an alleged cor-
rective disclosure. In addition, there is an open question whether plaintiffs can argue that, 
even in the absence of measurable price impact, a class can be certified where they allege 
that a misrepresentation nonetheless kept the stock price from dropping.

8. Will the Affiliated Ute presumption of reliance be affected? Neither the decision 
nor the concurring opinions of Justices Ginsburg and Thomas mention the Affiliated Ute 
presumption of reliance on alleged omissions. Will omissions allegations become more 
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common in an effort to escape from Halliburton II? Will some form of price impact evi-
dence be available to rebut the Affiliate Ute presumptions as well?

9. How does the decision affect the balance between merits issues and class certi-
fication issues? Halliburton I holds that loss causation need not be proven by plaintiffs at 
the class certification stage, and Amgen says the same about materiality. But all of these 
issues are inextricably related. Doesn’t absence of price impact show that a market was 
necessarily inefficient if the alleged misrepresentation or omission was material? Or that 
if the market was efficient, the alleged misrepresentation or omission was necessarily im-
material. Doesn’t an absence of price impact also necessarily establish an absence of loss 
causation? We can anticipate robust debates among parties and courts about how to apply 
and/or reconcile the two Halliburton decisions and Amgen.

10. How will the decision impact settlement discussions? Because of the correlation 
between materiality, loss causation and damages, a loss on price impact will threaten to 
impair defendants’ position on those merits issues after certification. Plaintiffs believe that 
losing a rebuttal challenge will validate their loss causation and damage theories and in-
crease the settlement value of their cases. Will defendants’ loss on price impact at the class 
certification stage, where they have the burden of rebuttal, foretell a loss at the merits stage, 
where plaintiffs have the burden of establishing loss causation and damages?

Halliburton II did not sound the death knell of the presumption of class-wide reliance 
announced in Basic more than a quarter-century ago, but it will alter the securities class-
action landscape by causing plaintiffs to think twice about marginal cases and moving the 
fight up in the proceedings. These ten areas and the questions within them are just some of 
the issues the plaintiff and defense bars can flesh out now that they know that Basic lives on 
and that an absence of price-impact can defeat the presumption prior to class certification.

*   *   *

Eight Propositions Regarding the Scope of Halliburton II

Mark A. Perry & Jonathan C. Dickey2

The fraud-on-the-market presumption remains available to securities plaintiffs, but de-
fendants may defeat the presumption—at class certification or on the merits—by establish-
ing a lack of price impact. Thus concluded the majority in Halliuburton II. But is it really 
true that the decision “should impose no heavy toll on securities-fraud plaintiffs with ten-
able claims,” as Justice Ginsburg predicted in her concurrence? We think not. 
2  Messrs. Perry and Dickey are partners of Gibson, Dunn & Crutcher LLP. The firm filed an amicus brief in 
Halliburton II supporting petitioner.
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Halliburton II ushers in a new era of securities litigation in which more case-disposi-
tive, or case-limiting, decisions will be made at the class certification stage. The Court did 
not put an end to securities class actions, but we believe the toll on securities plaintiffs and 
their lawyers has been significantly increased. To explore this hypothesis, we offer the fol-
lowing eight propositions regarding the case and its ramifications:

1. Some Securities Cases Are Proper Class Actions (And Some Are Not). The Court’s 
retention of the presumption of reliance means that some securities cases will continue to 
be certified as class actions under Federal Rule of Civil Procedure 23. This should come as 
a surprise to no one: Claims analogous to a modern securities case have been recognized 
as potentially appropriate for collective adjudication for almost a hundred years. Supreme 
Tribe of Ben-Hur v. Cauble, 255 U.S. 356 (1921). For example, an aftermarket fraud case 
involving a uniform public statement about an exchange-traded stock might be suited to 
class treatment since all investors are similarly situated.

This might seem like an obvious point, but it tends to get obscured by the polarizing na-
ture of the discussion. Plaintiffs’ lawyers hyperbolically say that every securities case is a 
natural class action, while defense counsel respond with equal exaggeration that it is unfair 
to aggregate any claims. The right answer lies somewhere between the two extreme posi-
tions, although there is a legitimate debate about exactly where. In our view, Halliburton 
II moved the needle farther away from “automatic” certification of securities cases, but it 
remains to be seen how far.

2. Plaintiffs Still Have The Burden Of Proving The Prerequisites To Class 
Certification. As explained in Halliburton II, the Court’s “recent decisions governing class 
action certification … have made clear that plaintiffs wishing to proceed through a class 
action must actually prove—not simply plead—that their proposed class satisfies each re-
quirement of Rule 23.” Slip op. 14 (emphasis in original). With the exception of those rare 
cases in which the defendant stipulates to class certification, this means the plaintiff must 
come forward with evidence sufficient to persuade the district court, by a preponderance of 
the evidence, that the prerequisites to certification are met. Comcast Corp. v. Behrend, 133 
S. Ct. 1426 (2013); Wal-Mart Stores, Inc. v. Dukes, 131 S. Ct. 2541 (2011). These include 
the numerosity, commonality, typicality, and adequacy requirements of Rule 23(a) as well 
as (in cases seeking money damages) the superiority and predominance requirements of 
Rule 23(b)(3). As to each prerequisite, and the overall entitlement to certification, the bur-
den of persuasion rests at all times on the proponents of class certification.

The corollary to plaintiffs’ obligation to introduce evidence in support of class certifica-
tion is the defendant’s opportunity to present evidence in response. If a defendant disputes 



28

that one or more prerequisites are met, it may introduce fact and expert testimony in sup-
port of its position. The court must resolve factual disputes, rule on Daubert challenges, 
and decide any “battle of the experts” to the extent necessary to decide the Rule 23 issues 
in the case. In re Initial Pub. Offerings Sec. Litig., 471 F.3d 24 (2d Cir. 2009). This is true 
even if the Rule 23 issues overlap with merits issues, as the Supreme Court made clear (in 
footnote 6 of Dukes) specifically with reference to the fraud-on-the-market presumption of 
reliance in securities cases. As a prime example, price impact evidence—clearly fair game 
at the certification stage under Halliburton II—may not be ignored or minimized or disre-
garded merely because the same information may also be relevant to merits elements such 
as materiality or loss causation.

The decision in Halliburton II is the third in a trilogy on the plaintiff’s obligation at 
class certification. The first case held that a plaintiff need not prove loss causation at the 
certification stage (Erica P. John Fund, Inc. v. Halliburton Co., 131 S. Ct. 2179 (2011)), 
and the second held that a plaintiff need not prove materiality at the certification stage 
(Amgen Inc. v. Conn. Ret. Plans & Trust Funds, 133 S. Ct. 1184 (2013)). The price impact 
evidence authorized by Halliburton II may very well bleed into loss causation or materi-
ality. (In fact, the “loss causation” evidence in Halliburton I was the same as the “price 
impact” evidence in Halliburton II.)

Some plaintiffs will argue that if evidence can be characterized as relevant to material-
ity or loss causation then it is “off limits” at the class certification stage. That argument 
overlooks the fact that the elements of the 10b-5 cause of action are not entirely discrete 
from one another. The Court has summarized the elements thusly:

In cases involving publicly traded securities and purchases or sales in public securities markets, the ac-

tion’s basic elements include:

(1) a material misrepresentation (or omission);

(2) scienter, i.e., a wrongful state of mind;

(3) a connection with the purchase or sale of a security;

(4) reliance, often referred to in cases involving public securities markets (fraud-on-the-market cases) as 

“transaction causation”;

(5) economic loss, 15 U. S. C. § 78u-4(b)(4); and

(6) “loss causation,” i.e., a causal connection between the material misrepresentation and the loss.

Dura Pharmaceuticals, Inc. v. Broudo, 544 US 336 (2005) (citations omitted).
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The Supreme Court has noted that these elements, while “analytically distinct,” are 
“related” to one another and discussion of one may “merge” with another. Stoneridge Inv. 
Partners, LLC v. Scientific-Atlanta, Inc., 552 U.S. 148 (2008). Thus evidence may bear on 
more than one element: A regression analysis, for example, may go to both reliance and 
loss causation. Another implication of Halliburton II is that such evidence is admissible on 
class certification if it goes to an issue in dispute at that stage, even if it might also go to 
another issue on the merits.

3. Reliance Remains Critical To The Predominance Requirement. In most securities 
class actions, the key question at the certification stage is whether the plaintiffs can satisfy 
the predominance requirement of Rule 23(b)(3), which requires the district court to make 
a finding that “the questions of law or fact common to class members predominate over 
any questions affecting only individual members.” This “demanding” requirement serves 
to ensure that the proposed class is sufficiently cohesive to permit collective adjudication. 
Amchem Prods., Inc. v. Windsor, 521 U.S. 591 (1997). 

The Supreme Court said in Amchem that predominance “is a test readily met in certain 
cases alleging … securities fraud or violations of the antitrust laws.” But we know that not 
every securities or antitrust case will clear the predominance hurdle: The Court’s recent 
decision in Comcast, which decertified an antitrust class because the plaintiffs had failed 
to adduce an expert methodology for calculating injury on a classwide basis, illustrates the 
robustness of the predominance requirement. And Basic itself recognized that without a 
presumption of reliance, securities class actions would falter at predominance because of 
the individualized nature of the reliance inquiry, as the Court reiterated in Halliburton II:

[Basic] also noted that requiring proof of individualized reliance from every securities fraud plaintiff 

effectively would prevent plaintiffs from proceeding with a class action in Rule 10b-5 suits. If every 

plaintiff had to prove direct reliance on the defendant’s misrepresentation, individual issues then would 

overwhelm the common ones, making certification under Rule 23(b)(3) inappropriate. 

Slip op. 6 (internal citations and punctuation omitted).

The Halliburton II Court, after reaffirming the Basic presumption, made clear that it 
does not relieve securities plaintiffs of their burden of proving predominance at the class 
certification stage:

In securities class action cases, the crucial requirement for class certification will usually be the predomi-

nance requirement of Rule 23(b)(3). The Basic presumption does not relieve plaintiffs of the burden of 

proving—before class certification—that this requirement is met. Basic instead establishes that a plain-

tiff satisfies that burden by proving the prerequisites for invoking the presumption—namely, publicity, 

materiality, market efficiency, and market timing. The burden of proving those prerequisites still rests 
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with plaintiffs and (with the exception of materiality) must be satisfied before class certification. Basic 

does not, in other words, allow plaintiffs simply to plead that common questions of reliance predominate 

over individual ones, but rather sets forth what they must prove to demonstrate such predominance.

Slip op. 14. 

4. The Presumption Of Reliance May Be Rebutted In A Variety Of Ways. In announc-
ing the presumption of reliance, Basic emphasized that it could be rebutted by “[a]ny show-
ing that severs the link between the alleged misrepresentation and either the price received 
(or paid) by the plaintiff, or his decision to trade at a fair market price.” Basic Inc. v. 
Levinson, 485 U.S. 224 (1988). Such a showing might include evidence that the market for 
the security is not efficient (as is often the case with thinly traded bonds).

The Halliburton II Court explained another way that the presumption can be rebutted: 
“[A] defendant could show that the alleged misrepresentation did not, for whatever reason, 
actually affect the market price” of the security. Slip op. 7. If such a showing is made, the 
presumption is rebutted and the plaintiffs must prove “eyeball” reliance. 

Successfully rebutting the presumption of reliance will generally preclude class certifi-
cation. As the Halliburton II Court explained, if the defendant rebuts the presumption then 
the “plaintiff would have to prove that he directly relied on the defendant’s misrepresenta-
tion in buying or selling the stock.” Slip op. 7. Without a presumption of reliance, a fraud 
case generally cannot be certified as a class action because individualized reliance issues 
will overwhelm any common issues. McLaughlin v. Am. Tobacco Co., 522 F.3d 215 (2d 
Cir. 2008).

5. Rebuttal Evidence May Include Absence Of Price Impact. Aside from reaffirming 
Basic, the core holding of Halliburton II is that one way of rebutting the presumption, by 
showing that the challenged misstatement did not affect the market price, is for the defen-
dant to introduce “evidence of a lack of price impact, not only at the merits stage … but 
also before class certification.” Slip op. 16 (emphasis in original). That is because, as the 
Court explained, “[i]n the absence of price impact, Basic’s fraud-on-the-market theory and 
presumption of reliance collapse.” Id. at 17.

To elevate the importance of price impact evidence, the Halliburton II Court put an 
interesting—and important—doctrinal gloss on the Basic presumption. The Court first re-
iterated that, to invoke the presumption, “a plaintiff must prove that: (1) the alleged mis-
representations were publicly known, (2) they were material, (3) the stock traded in an 
efficient market, and (4) the plaintiff traded the stock between when the misrepresentations 
were made and when the truth was revealed.” Slip op. 16. The Court then observed that 
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“[t]he first three prerequisites are directed at price impact” (id. at 17)—an observation it 
supported by disaggregating the Basic presumption:

What is called the Basic presumption actually incorporates two constituent presumptions: First, if a 

plaintiff shows that the defendant’s misrepresentation was public and material and that the stock traded 

in a generally efficient market [i.e., predicates (1), (2), and (3)], he is entitled to a presumption that the 

misrepresentation affected the stock price. Second, if the plaintiff also shows that he purchased the stock 

at the market price during the relevant period [predicate (4)], he is entitled to a further presumption that 

he purchased the stock in reliance on the defendant’s misrepresentation.

Id. at 17-18.

Price impact evidence serves to rebut the first constituent presumption—that the mis-
representation affected the price. If the plaintiff establishes the first three predicates, the 
defendant may show—through an event study or other regression technique—that the mis-
representation did not in fact affect the stock price. As the Court explained, “market effi-
ciency and the other prerequisites for invoking the presumption constitute an indirect way 
of showing price impact.” Slip op. 20. While it is “appropriate to allow plaintiffs to rely 
on this indirect proxy for price impact,” such “an indirect proxy should not preclude direct 
evidence when such evidence is available.” Id. And if the defendant introduces such direct 
evidence, the plaintiff will have to adduce its own event study or other direct evidence to 
counter it.

The Halliburton II Court announced, in unequivocal terms, that “without the presump-
tion of reliance, a Rule 10b-5 suit cannot proceed as a class action: Each plaintiff would 
have to prove reliance individually, so common issues would not ‘predominate’ over indi-
vidual ones, as required by Rule 23(b)(3).” Slip op. 20. Since evidence that the challenged 
statement did not actually affect the stock price is sufficient to defeat the presumption, then 
price impact evidence may end—or substantially limit—a securities fraud class action. It 
obviously will not do so in every case, but in some cases it will be dispositive or nearly so. 

6. Price Impact Must Be Evaluated On A Statement-By-Statement Basis. One sig-
nificant consequence of the Halliburton II Court’s approach to the presumption is to shift 
the focus, at class certification, from the entire class period to each misrepresentation. 
Securities plaintiffs often offer generic evidence that the securities traded on an efficient 
market during the entire class period, and little more. See Cammer v. Bloom, 711 F. Supp. 
1264 (D.N.J. 1989) (articulating five “factors” for evaluating market efficiency). This 
amounts to the “indirect” proxy for price impact that Basic allows, and that Halliburton II 
essentially reaffirms.
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Halliburton II dodged the question of what facts must be adduced to actually establish 
“market efficiency.” Indeed, the Court went to some pains to say that the “debate” over 
this question is “not new,” but that it was not the Court’s role to resolve it—only to up-
hold Basic’s core principle that “public information generally affects market prices.” How, 
though, do courts measure that? Similarly, the Court alludes to the idea that public infor-
mation is absorbed “within a reasonable time period”—but what does that mean? These 
and other key economic questions, the Court said, are “largely beside the point.” And the 
Court did not address the Cammer factors, which have been used so often by district courts 
to determine whether a market is efficient. Although some commentators on the plaintiffs’ 
side have taken this silence to be an implicit approval of the status quo, the better reading 
of the decision is that these issues simply were not before the Court. Rather, Halliburton 
II assumed that the plaintiff could prove market efficiency somehow, and focused on the 
consequences of such a showing.

The price impact evidence specifically endorsed by Halliburton II—an event study—is 
a far more tailored approach to the effect of a particular statement in the market. Even as-
suming market efficiency during the class period, an event study relies on regression tech-
niques to isolate the effect (if any) of a particular statement on stock price. As an example, 
an issuer’s stock price might increase 5% on the date a challenged statement was made, 
but if the entire market (or a relevant segment of the market) also rises by the same amount 
the assumption that the individual stock price increase was attributable to the misstatement 
will be negated. An event study can demonstrate, using statistical analyses, the price im-
pact of each challenged statement—or other discrete event—as distinguished from broader 
market movements and economic circumstances. This type of analysis can be performed 
on each allegation of wrongdoing in the complaint.

The Halliburton II Court explained this critical statement-by-statement standard under 
Rule 23 in a hypothetical:

Suppose a defendant at the certification stage submits an event study looking at the impact on the price 

of its stock from six discrete events, in an effort to refute the plaintiffs’ claim of general market effi-

ciency…. Suppose one of the six events is the specific misrepresentation asserted by the plaintiffs…. 

Now suppose the district court determines that, despite the defendant’s study, the plaintiff has carried 

its burden to prove market efficiency, but that the evidence shows no price impact with respect to the 

specific misrepresentation challenged in the suit. The evidence at the certification stage thus shows an 

efficient market, on which the alleged misrepresentation had no price impact.

Slip op. 19-20.
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In this respect Halliburton II fits hand-in-glove with the Private Securities Litigation 
Reform Act of 1995. “Under the PSLRA’s heightened pleading instructions, any private 
securities complaint alleging that the defendant made a false or misleading statement must 
… specify each statement alleged to have been misleading [and] the reason or reasons 
why the statement is misleading.” Tellabs, Inc. v. Makor Issues & Rights, Ltd., 127 S. Ct. 
2499 (2007). The statement-by-statement approach mandated by Congress at the pleading 
stage is now required to be replicated at the certification stage, giving the defendant the 
opportunity to offer a statement-by-statement rebuttal to any presumption of price impact 
or market effect on the basis of evidence, not conjecture.

The statement-by-statement approach demanded by Halliburton II can have a dramatic 
impact on securities suits alleging multiple misstatements. It is not uncommon that one 
statement has price impact but another statement does not. Under Basic, a plaintiff can 
secure class certification and proceed to trial on both statements because market effect is 
presumed. Under Halliburton II, however, the defendant could knock out the second state-
ment—and thus narrow the scope of the class (by date, investors, geography, etc.). This 
will help focus the issues for trial and ensure that juries are not presented with evidence of 
alleged misstatements that did not affect market price.

7. The Burden Of Persuasion Always Remains On Class Proponents. In the immedi-
ate wake of Halliburton II, some commentators have suggested that the Court has “shift-
ed” the burden of proving (or disproving) reliance from plaintiffs to defendants. That is 
incorrect.

Reliance is an element of the Rule 10b-5 class action. The plaintiff has the burden of 
proving that element at the trial on the merits, and the Rules Enabling Act precludes reliev-
ing the plaintiff of that burden simply because the case is proceeding as a class action—or 
depriving the defendant of any defense to that element, including evidence that negates the 
presumption. As Halliburton II explained, the Basic presumption allows the plaintiff to 
carry that burden by proving the predicates to the presumption. At certification, the plaintiff 
must similarly prove those predicates (other than materiality) to clear the predominance 
hurdle.

The price impact evidence authorized by Halliburton II does not alter the plaintiff’s 
burden of proof, either on certification or at the merits. The Court held that, given the 
nature of the Basic presumption, the burden of production of “direct” evidence should be 
placed on defendants. In other words, a plaintiff need not come forward with direct evi-
dence of price impact, but instead may continue to rely on the indirect proxy afforded by 
Basic. Slip op. 17-18. If the plaintiff does so, the defendant may come forward with direct 
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evidence that each challenged misstatement did not affect market prices. It will then be up 
to the plaintiff to meet its burden of persuasion by refuting defendant’s direct evidence, 
presumably with direct evidence of its own. The Court has adopted similar burden-shifting 
frameworks in other areas of the law. See, e.g., McDonnell Douglas Corp. v. Green, 411 
U.S. 792 (1973) (Title VII). 

8. Class Certification Just Got Even More Expensive. One predictable consequence of 
Halliburton II is that both plaintiffs and defendants will introduce event studies and other 
regression analyses as direct evidence of price impact. These statistical tools use different 
assumptions and models, and different experts may come to different conclusions about 
whether a particular statement affected the market price of the security. District courts 
will have to resolve Daubert challenges to expert methodologies and, if presented with 
two admissible but conflicting opinions on price impact, resolve the “battle of the experts” 
to the extent it pertains to the Rule 23 predicates. In doing so, district courts will have to 
articulate their reasons for accepting (or rejecting) the presumption of reliance, to enable 
appellate review of the ensuing order certifying (or refusing to certify) the class. See Fed. 
R. Civ. P. 23(f). 

Price impact evidence of the sort contemplated by Halliburton II may also require some 
amount of discovery to, among other things, identify the market reaction to the statements 
at issue, changes to analysts’ earnings models or price targets in response to the allegedly 
misleading disclosures, patterns in trading volumes or short positions following the alleg-
edly misleading statements, news media coverage, micro- and macro-economic conditions 
at the time, and other indicators of price impact. Expert economists and statisticians per-
forming the event studies will need this information as inputs for the regression analyses.

District courts will also have to adopt case management techniques to ensure the or-
derly presentation of competing expert opinions and event studies. For example, while a 
plaintiff is not required to adduce direct evidence of price impact, if the plaintiff intends 
to do so it may make sense for its expert report to be produced first since it bears the ulti-
mate burden of persuasion on the issue. There are also legitimate concerns with plaintiffs 
“sandbagging” the defendant on this issue. In some cases, an evidentiary hearing—perhaps 
with testimony from the competing experts—may be required. In this sense, the certifica-
tion stage in some cases will become a “mini-trial” on price impact, with the possibility of 
appellate review following the ensuing order.

All of this is in keeping with the Supreme Court’s recent emphasis on the importance 
of the class certification stage in complex litigation, including the need for actual evi-
dence to support findings that the Rule 23 requirements have been met, as exemplified in 
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Dukes and Comcast. While the plaintiff need not prove the whole case on certification—as 
Halliburton I and Amgen establish—it will have to prove significant components, includ-
ing its entitlement to the presumption of reliance. If nothing else, Halliburton II makes 
clear that this issue can and will be contested in more cases, leading to increased challenges 
and opportunities for securities plaintiffs and defendants alike.

It has been suggested that perhaps Halliburton II will chasten plaintiffs’ counsel into 
pleading narrower, more intellectually honest claims or class periods. In our view this is a 
dubious proposition. On the contrary, it is highly predictable that the same “stock drop” that 
has been the basis for countless securities class actions will, ipse dixit, be alleged to show 
the “price impact” of allegedly false statements that otherwise had no measurable impact 
on stock price. In this sense, we expect “business as usual” from the securities plaintiffs’ 
bar. What Halliburton II offers is the possibility of an earlier exit from some meritless cases 
where economic evidence overcomes the assumption that alleged wrongdoing is reflected 
in a security’s market price. Like many Supreme Court rulings, it likely will take years of 
district court and appellate decisions to sort out the standards for determining price impact 
and applying this new tool in actual cases.

*   *   *

Reliance and Loss Causation in Securities Fraud Class  
Certification Motion Practice After Halliburton II

Laurence A. Steckman, Esq., M.Phil., Robert E. Conner, MBA, MPA  
& Stuart J. Rosenthal, MS, CFA3

In Halliburton Co. v. Erica P. John Fund, Inc., No. 13-317, slip op. (June 23, 2014) 
(“Halliburton II”), the Supreme Court substantially altered the securities class action 
3  Laurence A. Steckman is a partner in the law firm Eaton & Van Winkle LLP in New York City and has been 
a member of the Board of Advisors of the Private Securities Litigation Reform Act of 1995 Reporter since 
1996.  In July 2006, Super Lawyers Magazine, in its premiere New York edition, identified Mr. Steckman as 
one of New York’s “Super Lawyers” in securities and business litigation.  He received this honor once again 
in 2013.  Mr. Steckman received his Masters degree in philosophy from Columbia University where he was a 
doctoral candidate prior to receiving his law degree, with honors, from Touro Law School.  He has practiced 
law for more than twenty-five years and has written extensively on legal and economic causation and dam-
ages theory.  He is the author or lead co-author of more than forty published works on the law.

Robert E. Conner is a founding member of Thornapple Associates, Inc., which is now in its 31st year 
of providing expert consulting services and testimony in investment and commercial disputes.  Mr. Conner 
has provided expert services in more than 800 disputes.  He is a graduate of Harvard Business School and 
Harvard’s John F. Kennedy School of Government, with PhD. studies at Harvard and M.I.T. in economics, 
statistics and government.  He has authored or co-authored twenty-six investment and law articles related to 
securities disputes, and has taught graduate level statistics and finance. Thornapple has provided services to 
the S.E.C., I.R.S., State Attorneys General and Banking and Securities Commissioners.

Stuart J. Rosenthal, a Chartered Financial Analyst, has been an investment product development manager, 
institutional derivatives portfolio manager and investment analyst.  He holds a B.S. in Applied Statistics and 
a Masters in Operations Research and is an expert in statistics and modeling.  A former U.S. Air Force officer 
and electronic warfare analyst, he applies quantitative techniques and statistical methods to financial analyses 
of capital markets, trading, portfolio management, risk management and performance attribution.
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litigation process by advancing the time at which Defendants may attempt to rebut the pre-
sumption of reliance associated with Basic Inc. v. Levinson, 485 U.S. 224 (1988) (“Basic”), 
by direct evidence of the lack of price impact, from the merits stage to the earlier stage of 
class certification.  As expressed by Justice Roberts, who penned the decision, the question 
before the Court was “not between allowing price impact evidence at the class certifica-
tion stage or relegating it to the merits,” (Halliburton II, at 22), because indirect evidence 
of price impact was already before the Court at the certification stage, but was instead 
“between limiting the price impact inquiry before class certification to indirect evidence, 
or allowing consideration of direct evidence as well.”  (Halliburton II, at 22).  The Court 
held “we see no reason to artificially limit the inquiry at the certification stage to indirect 
evidence of price impact.” (Id.).

We assume familiarity with the Halliburton facts.  

Essentially, the Court had been invited to overturn the fraud-on-the-market presump-
tion of reliance in class cases that Basic had created.  Overturning the Basic presumption 
of reliance was aggressively sought by business interests and, in some circles, had been 
a cautiously anticipated outcome.  Instead, the Court preserved the Basic presumption of 
reliance.  It reiterated that the question as to whether a misrepresentation “was reflected 
in the market price at the time of a transaction” (“price impact”) was Basic’s fundamental 
premise. Justice Roberts made clear that price impact “has everything to do with the issue 
of predominance at the class certification stage.” (Halliburton II, at 22).  

Plaintiffs, in seeking class certification, historically and after Halliburton II, need not 
provide direct evidence of price impact.  Rather, under Basic and the fraud on the market 
theory, they may rely on a presumption of market efficiency as an indirect proxy for price 
impact as a means of proving reliance, for certification purposes, and hence satisfying 
the predominance requirement. (Halliburton II, at 21).   However, the Court held that 
defendants, in opposing class certification, may address the predominance issue through 
the introduction of “more salient” direct evidence to refute the applicability of the Basic 
presumption to the instant case by showing the alleged misrepresentation had no price im-
pact.  (Id.).  In preserving Basic, the Court further observed that the rebuttable nature of the 
Basic presumption impliedly recognized that a misrepresentation may not necessarily have 
a price impact on a stock even in a generally efficient market.

By way of contrast to its treatment of price impact, the Court, in keeping with its de-
cision in Amgen Inc. v. Connecticut Retirement Plans and Trust Funds, __ U.S. __, 133 
S.Ct. 1184 (2013), slip op. at 11, 17-18, distinguished “materiality” as a “discrete issue” 
notwithstanding it is also “a prerequisite for invoking the Basic presumption,” that can be 
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left to the merits stage because it does not bear on the predominance requirements of Rule 
23(b)(3).”  (Halliburton II, at 21).

In Erica P. John Fund, Inc. v. Halliburton Co., 131 S. Ct. 2179, 2187 (2011) (“Halliburton 
I”), the Court had held that plaintiff need not prove loss causation at the certification stage.  
The Court stated that loss causation “addresses a matter different from whether an investor 
relied on a misrepresentation, presumptively or otherwise when buying or selling stock.” 
(Halliburton II, slip op. at 3; Halliburton I, 131 S. Ct. 2182).  In Halliburton II, the Court 
noted that the reliance element ensures the existence of a proper connection between a de-
fendant’s misrepresentation and plaintiff’s injury, Halliburton II, slip op. at 5, referencing 
Halliburton I.  Pursuant to Halliburton I, class plaintiffs may provide indirect proof of reli-
ance, under the fraud on the market theory and efficient market hypothesis. (See generally 
Comcast v Behrend, 133 S.Ct. 1426, 1436  (2014) (“Comcast”) (Ginsburg, J., dissenting) 
(explaining Halliburton I)).  

Comcast required plaintiff’s model, at the certification stage, to plausibly demonstrate 
that an alleged, actual antitrust impact was the result of (caused by) an antitrust violation, 
the effect of which must be measurable by evidence common to the class. (Comcast, 133 
S. Ct. at 1433). Effectively, it demanded that a theory of “price impact” be plausibly and 
causally tied to an antitrust violation by proof “common to the class.” (Id. at 1430).   

Under Halliburton I, both materiality and loss causation are ostensibly issues reserved 
for the merits stage, at which, at some future time, measures of price impact would again 
be cited as direct evidence of both, as well providing a basis for damage quantification.  
As a result of Halliburton II and the likelihood defendants will present quantitative, direct 
evidence during the class certification stage to defeat reliance though a showing that price 
impact is absent, plaintiffs will be pre-emptively compelled to obtain and present quantita-
tive, direct evidence of price impact to a degree that, as in the Court’s decision in Comcast, 
seems to come pretty close to requiring plaintiff to establish proof of loss causation, at the 
certification stage. (See Lawrence A. Steckman, Robert E. Conner & Stuart J. Rosenthal, 
Market Impact, Loss Causation and Multiple Regression Modeling – the Importance of 
Modular Theories of Damage Causation in Antitrust Class Certification Motion Practice 
After Comcast v. Behrend,  30  Touro L. Rev.  127, 152, n.98 (No. 1, 2014) (“Modular 
Theories of Damage Causation”)).

Halliburton II has been widely reported as a defeat for plaintiffs because defendants 
would previously have had to wait until the later merits phase of litigation to try to defeat 
Basic’s presumption of reliance.  This would only occur after significant resources were 
already expended in pre-summary judgment discovery and/or related motion practice and 
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such expenses would likely be a substantial incentive to defendants to settle, even merit-
less suits. A portion of those expenses applied to the rebuttal of the Basic presumption 
will now be expended as an up-front cost to class defendants during the class certification 
stage.  Increased costs of such efforts can be readily anticipated as a review of the level of 
analysis in Comcast will make clear. Justices Ginsburg, Breyer and Sotomayor, concurring, 
observed “Advancing price impact consideration from the merits stage to the certification 
stage may broaden the scope of discovery available at certification,” an issue one expects 
future cases will shortly address. (Halliburton II, Concurrence, at 1).

The net effect of Halliburton II, we expect, will be to impose mini-trial characteristics 
on class certification motion practice in securities class cases, just as they did in the anti-
trust context, in Comcast, very recently, to the net detriment of plaintiffs who, historically, 
would have been able to put off such incremental costs to a later litigation stage.  Loss cau-
sation-style expert analysis of market impact issues will be needed to satisfy certification 
requirements that, at one time, were considerably less rigorous. (See generally Modular 
Theories of Damage Causation, 30 Touro L. Rev. at 129-140 (discussing and detailing each 
side’s market impact analysis and its similarity to demonstrating proof of loss causation)).  
Raising the bar at the certification stage can reasonably be expected to be an economic 
disincentive for at least some class suits.

So what sort of expert analyses are likely to be presented in post-Halliburton II certi-
fication motion practice with respect to causal modeling and regression analysis in com-
peting event studies?  How is statistical evidence likely to be used in efforts to support or 
attack the Basic presumption of reliance?  And how will evidence of fraud on the market 
reliance relate to causal analysis and the loss causation doctrine? 

Event studies undertaken by experts at the class certification stage will likely include a 
so-called “factor model.”  Factor models are well known to quantitative investment prac-
titioners for constructing and managing portfolios of securities.  Essentially, such models 
rely on the supposition that a certain degree of stock price return can be explained by one 
or more systematic factors, or singular sources of risk that explain stock price changes.   A 
fundamental factor model uses the returns of several stocks associated with observable 
company attributes, e.g., sector classification or market capitalization.  A macroeconomic 
factor model decomposes a stock price return according to unexpected changes in eco-
nomic measures, such as the price of oil or interest rates.  Lastly, a statistical factor model 
employs statistical techniques to identify unknown but potentially highly influential factors 
resulting from stock price returns. 
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For example, a fundamental factor model intended to explain a stock price movement 
for Halliburton might consist of a factor tracking the aggregate price of large U.S. stocks 
(e.g., S&P 500 Index) and a factor tracking U.S. companies classified as members of the 
energy sector (e.g., S&P 500 Energy Index). Intuitively, Halliburton’s stock price seems 
likely to be affected by changes to the broad U.S. stock market and, more specifically, 
changes to companies classified within the U.S. energy sector. Accordingly, a factor model 
for Halliburton identifies and quantifies common sources of stock price risk and return. 

Once a factor model is specified, the expert undertakes a regression analysis and es-
timates factor loadings, or the degree of stock price responsiveness to changes in each 
factor.  Alternatively, the expert may source the factor loadings from a vendor company 
specializing in factor models.  Because some factors may be more influential than others, 
each factor can also be measured according to its incremental contribution to overall model 
suitability, thereby imparting a modular approach to causation that implicitly ranks, and 
potentially adjudicates, multiple theories of price impact. 

A robust factor model can be a valuable asset to defendants seeking to dismiss a class 
certification claim predicated on the belief that the stock price movement was the result of 
one or more broad sources of risk not limited to market, sector or macroeconomic forces.  
Probabilities may be assigned to demonstrate stock price movement would be expected 
within a certain band, over a certain time horizon, and attributable to factor variables, 
wholly independent of price impact pleaded by the plaintiffs and the alleged misstate-
ments. Upon adjustment for respective factor variables, defendants may argue there was no 
observable stock price impact.

Plaintiff’s expert may, on the other hand, use a factor model to conclude that stock 
price movement did not result from systemic factors.  He might demonstrate with statisti-
cal certainty that price movement fell outside the bands predicted by a factor model, and 
argue such changes were the result of idiosyncratic, company-specific events, including 
the alleged misstatements. Plaintiffs’ experts may produce, for example, a simpler model 
and limit statistically redundant or overlapping variables, suggesting a smaller band within 
which the stock price might trade independent of circumstances or events unique to a 
company.  Plaintiff’s experts will claim the data supports the existence of an abnormal 
price movement and a price impact (and, hence, the existence of reliance) that cannot be 
explained by systemic factors. 

Approaches to factor modeling and the assumptions underlying event studies can vary 
so much that two event studies may be substantially unalike. Both side’s experts, con-
sidering the same data, at the class certification stage, may reach dramatically different 
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but highly convincing conclusions as to the plausibility that price impact has occurred. 
Haliburton II ensures that expert methodologies and analyses will play a considerably 
more prominent role at the class certification stage of securities class litigation.

*   *   *

Halliburton v. Erica P. John Fund:  What Does It Mean as a Practical Matter?

Jen Spaziano4

In Halliburton v. Erica P. John Fund, No. 13317, the Supreme Court had before it two 
important questions.  First, the Court agreed to consider whether it should overrule or sub-
stantially modify the holding of Basic Inc. v. Levinson, 485 U.S. 224 (1988), to the extent 
that it recognizes a presumption of classwide reliance derived from the fraud-on-the-mar-
ket theory.  Second, and alternatively, the Court agreed to consider whether, in a case where 
the plaintiff invokes the presumption of reliance to seek class certification, the defendant 
may rebut the presumption and prevent class certification by introducing evidence that the 
alleged misrepresentations did not distort the market price of its stock.

A decision overruling Basic, of course, would have changed the entire landscape of 
securities fraud class action litigation as it would have precluded plaintiffs from relying on 
the presumption of classwide reliance both at the class certification stage and on the merits.  
Instead, plaintiffs seeking to hold a company responsible for securities fraud would have to 
prove actual reliance on the misrepresentations at issue.

Although many expected oral argument to focus on the economic theory underlying 
Basic and traditional principles of stare decisis, much of the March 5, 2014 argument fo-
cused on the practical realities of securities litigation, including the procedures available to 
defendants to rebut Basic’s presumption of reliance and the percentage of cases that make 
it to summary judgment and trial.  

In particular, discussion focused on the fact that, in courts where the defendant is not 
entitled to rebut the presumption at the class certification stage, “it is virtually impos-
sible”—as Halliburton’s counsel stated (03/05/2014 Hearing Tr. at 8:21-22)—for a defen-
dant to rebut the presumption following class certification.  This is because, once a class is 
certified, defendants frequently settle even meritless claims due to the risks associated with 
continued litigation.  

This discussion suggested to some commentators that, if Basic’s presumption of class-
wide reliance survived, something needed to be done to give effect to its equally strong 
4   Jen Spaziano is a partner at Skadden, Arps, Slate Meagher & Flom LLP’s Washington, DC office.
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mandate regarding the presumption’s rebuttability.  See Basic, 485 U.S. at 248 (“Any show-
ing that severs the link between the alleged misrepresentation and either the price received 
(or paid) by the plaintiff, or his decision to trade at a fair market price, will be sufficient to 
rebut the presumption of reliance.”).

On June 23, 2014, the Court issued its ruling.  First, the Court did not overrule or mod-
ify Basic, finding no “special justification” to do so.    573 U.S. ___, ___ (2014) (slip op. at 
7).  The Court thus left Basic’s presumption of classwide reliance intact.  Second, address-
ing Halliburton’s alternative argument, the Court held that “defendants must be afforded 
an opportunity before class certification to defeat the presumption through evidence that an 
alleged misrepresentation did not actually affect the market price of the stock.”  Id. at 23.

This middle ground approach addressed the practical realities of securities litigation 
discussed at oral argument by providing defendants a meaningful opportunity—and one 
they previously did not have in many jurisdictions—to rebut the presumption of classwide 
reliance.

Although the Court’s ruling provides some clarity with respect to the prerequisites for 
invoking the presumption of reliance and the procedural point at which a defendant can 
attempt to rebut the presumption, many questions remain with respect to what this means 
for securities litigation in the future.  The Court’s ruling provides some insight into—but 
few answers to—these questions.

First, the Court’s opinion discusses the use of event studies at class certification.  Id. at 
19-20.  In particular, it describes event study uses that were appropriate pre-Halliburton—
namely, “to refute the plaintiffs’ claim of general market efficiency.”  Id.  It then states that 
if such a study shows “no price impact with respect to the specific misrepresentation chal-
lenged in the suit,” certifying a class would be “inconsistent with Basic’s own logic.”  Id. 
at 20.  The Court thus concludes that although “it is appropriate to allow plaintiffs to rely 
on [an] indirect proxy for price impact, rather than requiring them to prove price impact 
directly, . . . an indirect proxy should not preclude direct evidence when such evidence is 
available.”   Id.  Later in the opinion, the Court states:  “Defendants may seek to defeat the 
Basic presumption at [the class certification] stage through direct as well as indirect price 
impact evidence.”  Id. at 23.  The Court’s discussion of event studies and their appropriate 
uses at class certification illustrate how such studies are likely to be used going forward.

Second, in her four-sentence concurring opinion, Justice Ginsburg notes that “[a]
dvancing price impact consideration from the merits stage to the certification stage may 
broaden the scope of discovery available at certification.”  573 U.S. at ___ (Ginsburg, J., 
concurring) (slip op. at 1).  She nevertheless concludes that “[t]he Court’s judgment . . . 
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should impose no heavy toll on securities-fraud plaintiffs with tenable claims.”  Id.  Justice 
Ginsburg’s recognition of the potential for increased discovery at the class certification 
stage supports the view shared by many commentators that the Court’s opinion will, in fact, 
result in the need for broader discovery prior to a ruling on class certification.  The scope 
and nature of permissible discovery, as well as the effect of such discovery on the timing 
of class certification motions, however, are likely to be the subject of some debate before 
the lower courts.   

Third, the Court’s opinion states that “[p]rice impact is different” from materiality, 
573 U.S. at ___ (slip op. at  22), and that “loss causation . . . addresses a matter different 
from whether an investor relied on a  misrepresentation, presumptively or otherwise, when 
buying or selling stock,” id. at 3 (internal quotation marks and citation omitted).  The dif-
ferences between price impact, on the one hand, and materiality and loss causation, on the 
other, are likely to be explored in the lower courts as defendants bring price impact chal-
lenges at the class certification stage.

Fourth, the Court’s opinion does not require a defendant to attempt to defeat the pre-
sumption of classwide reliance at the class certification stage.  Rather, the Court states 
that “defendants must be afforded an opportunity before class certification to defeat the 
presumption through evidence that an alleged misrepresentation did not actually affect the 
market price of the stock.”  573 U.S. at ___ (slip op. at 23) (emphasis added).  Numerous 
considerations—including the jurisdiction in which the case is proceeding, the weakness of 
plaintiffs’ required showings and the strength of other defenses—might lead a defendant to 
refrain from raising the lack of price impact at the class certification stage.  It is impossible 
to predict at this time how frequently price impact will be tested at the class certification 
stage.

Finally, the Court’s ruling places an additional hurdle before a plaintiff seeking to pur-
sue a securities fraud class action.  In addition to satisfying the requirements of the Private 
Securities Litigation Reform Act and establishing the prerequisites for invoking the pre-
sumption of classwide reliance, a plaintiff also may face a price impact challenge from the 
defendant before a class is certified.  It remains to be seen whether this additional hurdle 
will cause plaintiffs or their counsel to attempt to recast misrepresentation cases as omis-
sion cases or to forego bringing certain cases altogether.

So, what does Halliburton mean as a practical matter?  It leaves intact Basic’s presump-
tion of classwide reliance and gives effect to Basic’s directives regarding ways in which the 
presumption can be rebutted by giving defendants the opportunity to rebut the presumption 
prior to class certification with evidence of a lack of price impact.  What this means as a 
practical matter, for the most part, remains to be seen.

*   *   *
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Can Defendants Prove a Negative?

Lawrence A. Hamermesh5

The resolution of the Halliburton case is just one more episode in a Perils of Pauline-
style saga (“You must pay the rent!”), with the 10b-5 damages class action as the resilient 
damsel in distress. If you want to know whether the damsel has survived her latest brush 
with death (this time, the threat of eliminating the fraud on the market presumption and re-
sulting systematic denial of class certification), Justice Ginsberg’s concurrence tells you all 
you need: “The Court’s judgment … should impose no heavy toll on securities fraud plain-
tiffs with tenable claims.” Indeed, all that defendants have been given is the chance, at the 
class certification stage, “to defeat the [fraud on the market] presumption through evidence 
that an alleged misrepresentation did not actually affect the market price of the stock.”

Big deal. Reading that characterization in the main opinion of what defendants have to 
do to defeat the FOTM presumption suggests that it is the defendants who bear the burden 
of proof on the issue, and who have to do the job of convincing the trial court that the al-
leged misrepresentation had no effect on market price.

With that perspective, two predictions follow:

First, with respect to the hypothetical presented for purposes of this symposium, it 
seems inconceivable that the trial court would focus only on the ostensible lack of price 
movement post-corrective disclosure and simply ignore compelling evidence of a con-
current company-specific event (the repurchase announcement) that would ordinarily be 
thought likely to move the stock price up. Faced with uncertainty about why the stock price 
did not move upon corrective disclosure, and faced with an amply plausible explanation for 
why it didn’t move down (i.e., it was offset by the repurchase announcement), a trial court 
will not be able to conclude that the defendants have done their job of defeating the FOTM 
presumption “through evidence.”

Second, Halliburton will stand as a theoretical victory for 10b-5 class action defen-
dants, but will deliver little in the way of denials of class certification. Pauline will continue 
to pay the rent, at least for the lawyers.

*   *   *

5   Lawrence A. Hamermesh is Ruby R. Vale Professor of Corporate and Business Law at Widener Delaware 
Law School, and former partner, Morris Nichols Arsht & Tunnell in Wilmington, DE.  He is also Reporter, 
Model Business Corporate Act, ABA Corporate Laws Committee.
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White Collar and Regulatory Enforcement:  
Emerging Trends and What to Expect in 2014

 
John F. Savarese, Ralph M. Levene, David Gruenstein, Wayne M. Carlin,  

David M. Murphy, David B. Anders, Jonathan M. Moses
Wachtell, Lipton, Rosen & Katz

Last year, in our annual survey of the white collar and regulatory enforcement landscape, 
we noted that the trend toward ever more aggressive prosecutions reflected a “gloomy pic-
ture” for large companies facing such investigations.  Our assessment remains the same, as 
the pattern of imposing massive fines and extracting huge financial settlements from com-
panies continued unabated in 2013.  For example, on November 17, 2013, DOJ announced 
that it had reached a $13 billion settlement with JPMorgan to resolve claims arising out of 
the marketing and sale of residential mortgage-backed securities—the largest settlement 
with a single entity in American history.  Johnson & Johnson agreed to pay more than 
$2.2 billion to resolve criminal and civil investigations into off-label drug marketing and 
the payment of kickbacks to doctors and pharmacists.  Deutsche Bank agreed to pay $1.9 
billion to settle claims by the Federal Housing Finance Agency that it made misleading 
disclosures about mortgage-backed securities sold to Fannie Mae and Freddie Mac.  SAC 
Capital entered a guilty plea to insider trading charges and was subjected to a $1.8 billion 
financial penalty—the largest insider trading penalty in history.  And in the fourth largest 
FCPA case ever, French oil company Total S.A. agreed to pay $398 million in penalties and 
disgorgement for bribing an Iranian official.  Not to be outdone, the SEC announced that it 
had recovered a record $3.4 billion in monetary sanctions in the 2013 fiscal year. 

Given the government’s enormous leverage—particularly over companies in highly 
regulated industries that are vulnerable to severe collateral consequences, such as those in 
financial services, government contracting, pharmaceuticals and defense—it is often virtu-
ally impossible, except in rare cases, for companies to succeed by pushing back aggres-
sively or litigating.  As a result, achieving the most successful outcomes will remain highly 
dependent upon the steps companies take before problems arise.  Measures to reinforce and 
strengthen a company’s capacity to prevent and detect wrongdoing are critical to ensuring 
that, if a problem surfaces, the company will be able to react swiftly and effectively, and 
will be able to demonstrate that it did everything reasonably possible to foster compliance.

Below we review in detail some of the most important enforcement developments of 
2013 and some of the key issues to focus on in 2014.
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SEC Enforcement Developments

The SEC’s new leadership set ambitious goals for the agency’s enforcement program 
and began steps toward achieving them in 2013.  SEC Chair Mary Jo White has spoken 
publicly of her desire that the enforcement program be perceived to be “everywhere,” pur-
suing violations large and small in all corners of the securities markets.  In widely-reported 
remarks, Andrew Ceresney, Director of the Division of Enforcement, expressed a desire 
to bring back the “swagger” to the enforcement program.  While there is no disputing the 
clarity of a zero-tolerance message, the SEC is always challenged by the need to deploy 
its limited re sources to get the greatest bang for its enforcement buck.  More importantly, 
historically, in its periods of greatest effectiveness, the SEC was known principally as a 
“tough but fair” enforcer, a formulation that may carry a slightly different connotation.  

Rhetoric aside, the best insight to the current condition of the enforcement pro gram 
comes from reviewing the decisions made and cases brought.  Early in her tenure, Chair 
White determined to change the SEC’s decades-old policy of settling cases on a no admit/
no deny basis.  Despite widespread skepticism about whether this reversal of policy could 
be achieved, the SEC has now obtained settlements in a few cases in which defendants or 
respondents made admissions.  We can expect more admissions cases in the year ahead.  
The SEC, however, still has not provided clarity concerning how it will select the cases in 
which it will seek admissions.  Ironically, the change in the SEC’s admissions policy grew 
in part out of judicial skepticism concerning the terms of certain high-profile settlements, 
including the one at issue in the appeal in SEC v. Citigroup, Inc., which was argued in the 
Second Circuit in February 2013 and is still pending.

Many observers expect that the admissions policy will result in more defendants litigat-
ing against the SEC rather than settling.  This prediction has not worried Chair White, who 
pointedly expressed the view in a recent speech that trials are a positive contribution to the 
administration of justice.  Indeed, the Commission had a mixed record in court in 2013, 
exemplified by a high-profile victory against Fabrice Tourre, and an equally prominent loss 
in its case against Mark Cuban.

The SEC’s whistleblower program also continued to be a significant feature of the en-
forcement landscape.  The SEC received 3,238 whistleblower reports in the year ended 
September 30, 2013, which was roughly in line with the 3,001 reports in the prior year.  The 
single largest cate gory of reports was again “Corporate Disclosure and Financials.”  The 
whistleblower program is a significant contributor to the current upswing in ongoing in-
vestigations of accounting and finan cial reporting matters, a trend that is likely to continue 
in the coming year.  
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As a general matter, the size of the civil penalty payments in SEC settlements has been 
going up.  In December, the Commission announced with some fanfare that enforcement 
actions in fiscal year 2013 set a record with a total of $3.4 billion in monetary sanctions.  
Other than a general upward trend, there is a limit to the significance of such figures.  The 
$3.4 billion includes disgorgement (return of ill-gotten gains) and prejudgment interest, as 
well as penalties—and it is the total of monetary sanctions ordered, not the amount of mon-
ey collected.  In the same announcement, the Commission trumpeted that it had opened 
908 investigations in 2013 (a 13 percent increase over the prior year) and obtained 574 for-
mal orders of investigation (a 20 percent increase).  Again, it is easy to read too much into 
such figures.  Perhaps the best indicator of the limited value of SEC enforcement statistics 
is the data regarding FCPA cases.  The number of cases brought has steadily declined over 
the past three fiscal years from 20 cases in 2011 to 15 in 2012 and then only 5 in 2013.  This 
decline does not indicate a de-emphasis of FCPA investigations.  Rather, it reflects the vola-
tility of small sample sizes—FCPA enforcement continues to be energetic and aggressive.  
Indeed, the data is a useful reminder that quality is more important to the effectiveness of 
the enforcement program than quantity.  No informed observer would suggest that the SEC 
has backed away from FCPA enforcement, despite bringing only 5 cases in 2013.

Expansion of Civil Enforcement Tools

Throughout 2013, in a growing trend, federal prosecutors continued to make creative 
use of civil enforcement powers.  In the last year alone, the government reported billions of 
dollars in civil settlements, with a significant portion of that amount attributable to enforce-
ment against financial services firms.  Notably, the cost of such settlements chiefly was 
borne by public shareholders who had no role in any alleged wrongdoing.

Recent press reports suggest the government hopes to achieve similar results in 2014.  
Although other industries, such as health care and defense, are familiar with the power 
and scope of some of these civil enforcement tools, federal prosecutors have aggressive-
ly expanded their use against banks and financial services firms even when such firms 
have repaid federal monies received under TARP and/or settled claims with investors and 
counter-parties.  

The civil enforcement route offers several tactical advantages to federal prosecutors.  
The Financial Institutions Reform, Recovery, and Enforcement Act of 1989 provides broad, 
pre-complaint subpoena power allowing U.S. Attorney’s Offices throughout the country to 
engage in wide-ranging discovery of matters potentially involving financial fraud.  The 
threat of large civil penalties under FIRREA—not to mention the treble-damages available 
under the False Claims Act in matters involving government expenditures—provides the 
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government with overwhelming settlement leverage.  Moreover, because these matters are 
civil as opposed to criminal, the standard of proof is a mere “preponderance of the evi-
dence”—not “beyond a reasonable doubt”—making such cases easier for the government 
to win if the case is litigated.  And, unless the criminal statute of limitations has run, the 
government may retain the option of converting a civil enforcement matter into a criminal 
one if it believes the facts so warrant (a threat that, with respect to financial institutions, 
confers considerable settlement leverage on the government).

Recently, the government has won several judicial rulings enhancing its ability to em-
ploy these statues.  For example, courts have endorsed the government’s position that FIR-
REA, which provides a civil remedy for fraud that affects a federally insured financial 
institution, can be used to seek penalties from a bank that has engaged in conduct that 
affected itself; the government need not establish harm to a third-party federally–insured 
bank.  Likewise, courts have agreed with the government that the Wartime Suspension of 
Limitations Act, as revised in 2008, tolled the statute of limitations of the False Claims 
Act because of the existing Afghan and Iraqi Congressional war authorizations.  Finally, 
the government has taken the position that civil penalties under FIRREA can be imposed 
even if a financial institution has already settled with, and been fully released by, investors 
harmed by the same conduct.  This position effectively permits multiple recoveries for the 
same harm.

Our experience suggests that civil enforcement actions often pose a greater economic 
threat to companies than many types of criminal actions (which tend to focus on spe-
cific actions by individual executives).  With U.S. Attorney’s Offices now measuring their 
success in terms of the headline-grabbing amounts of civil penalties or other recoveries 
obtained, civil divisions often seem to seek the maximum penalty possible in order to 
refill government coffers instead of applying the prosecutorial discretion that typically ac-
companies criminal charging decisions.  The potent combination of expansive and costly 
pre-complaint discovery (without corresponding discovery for defendants), the extension 
of statutes of limitation due to wartime or other forms of suspension, and huge potential 
damages upon trial are having a significant in terrorem effect, resulting in unprecedented 
settlements measured in the hundreds of millions, or even billions, of dollars before a 
complaint is even filed and potentially also discouraging financial services firms from con-
tinuing to participate in otherwise beneficial government lending programs because of the 
unacceptable enforcement risks to public shareholders. 

Other government regulators also continue to be active in the civil enforcement areas.  
In addition to the SEC, which has long made aggressive use of its civil enforcement power, 
other agencies such as the CFTC, the newly-formed CFPB and bank regulators, such as 
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the OCC and the Federal Reserve, have become much more aggressive in seeking civil 
enforcement remedies and penalties.  State attorneys general have made use of state laws 
to do the same.

The cautionary message is clear.  Any business that receives federal taxpayer money, di-
rectly or indirectly, needs to consider the government’s dramatically increased appetite for 
civil enforcement revenue.  From compliance programs designed to document adherence 
to federal program requirements, to periodic audits for exceptions to such compliance, to 
sound advice from experienced counsel as to how to handle both routine and enforcement-
related inquiries, the record of good-faith efforts to satisfy government program require-
ments can spell the difference between moderate and massive judgments if something goes 
wrong.  In addition, when it appears the government is pursuing a civil matter, companies 
need to treat it with the same urgency and care they would afford a major criminal investi-
gation.  Early efforts to determine the facts, correct any deficiencies, and make a judgment 
about how to respond to the government’s case will be critical.

The Continuing Impact of Morrison

In an interesting and important development concerning the scope of U.S. criminal 
laws, the Second Circuit held that the presumption against extraterritoriality applies in 
criminal prosecutions.  United States v. Vilar, 729 F.3d 62 (2d Cir., 2013).  The defendants 
in Vilar were prominent investment managers and advisers who had been criminally con-
victed of securities fraud under Section 10(b) and Rule 10b-5.  They argued on appeal that 
their clients’ securities transactions were foreign, and that, as a result, Morrison v. National 
Australia Bank required reversal.  The Second Circuit found that Morrison’s holding ap-
plies fully to criminal actions brought under Section 10(b), although it also found sufficient 
evidence of domestic transactions to sustain the convictions.

Vilar’s application of the extraterritoriality canon in a criminal securities-fraud pros-
ecution carries particular significance in light of the prospect that the Dodd-Frank Act 
appears not to have effectively overturned Morrison in securities cases.  But as it also 
confirms that the extraterritoriality canon applies to most criminal laws, Vilar undoubtedly 
portends more frequent invocation of that canon in future transnationally-focused criminal 
cases and its impact should become clearer over the next year. 

Fraud-On-The-Market

In November, the Supreme Court agreed to hear a case that could, depending upon its 
outcome, dramatically change private securities litigation.  Halliburton Co. v.  Erica P. 
John Fund, Inc., No. 13-317, presents the question whether the Court should reconsider 
the fraud-on-the-market presumption of reliance that applies in class actions under Section 
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10(b) of the Securities Exchange Act and SEC Rule 10b-5.  The case is of enormous poten-
tial significance.  Adopted in 1988 in Basic v. Levinson, the fraud-on-the-market presump-
tion effectively eliminated the need for plaintiffs to individually prove reliance on alleged 
misstatements in cases involving securities that trade on “efficient” markets.  By dispens-
ing with proof of individualized reliance, Basic makes possible the certification of massive 
Section 10(b) class actions.  Without the presumption, classes could not be certified under 
Federal Rule of Civil Procedure 23(b)(3), because individual reliance questions would 
predominate over common questions affecting the class as a whole.

While we cannot predict what the Supreme Court will do, there can be little doubt that, 
at least as far as American public companies are concerned, Halliburton could turn out to 
be one of the most important cases that the Supreme Court has ever decided to hear.

Judicial Scrutiny of DPAs and Plea Agreements

Over the last several years, judicial decisions critical of consent decrees between the 
SEC and corporate respondents, and the limited role the courts were being asked to play, at-
tracted extensive commentary and press attention.  See, e.g., U.S. Securities and Exchange 
Commission v. Citigroup Global Markets, Inc., 827 F.Supp. 2d 328 (S.D.N.Y. 2011).  In 
2013, several courts applied that same critical approach in the criminal context in their 
consideration of deferred prosecution agreements (“DPAs”) and corporate plea agreements 
negotiated between the Department of Justice and corporations seeking to resolve criminal 
investigations.

Most notable was a ruling on July 1, 2013, by the U.S. District Court for the Eastern 
District of New York, which outlined in detail the legal grounds for judicial review of 
DPAs and approved a proposed DPA resolving a long-running investigation of HSBC.  U.S. 
v. HSBC Bank USA, N.A. et al., 12 CR 763-JG (E.D.N.Y. July 1, 2013).  Judge Gleeson’s 
opinion in HSBC was the first carefully considered judicial ruling establishing the basis for 
a court’s authority to review and approve a proposed DPA.  Significantly, the Court found 
that its “supervisory authority” was triggered by the joint request by DOJ and HSBC to 
approve the DPA, but the opinion also noted that in exercising this supervisory authority 
a court must show appropriate deference to the broad discretion of the Executive Branch, 
both as to whether to institute a criminal prosecution and as to how aggressively to pros-
ecute any case in light of all relevant circumstances.

Consistent with such deference, the Court in HSBC determined to approve the DPA 
that DOJ and HSBC had negotiated, noting in particular that the DPA would “accomplish 
a great deal” by requiring HSBC to adopt and maintain a wide array of compliance en-
hancements and personnel changes to address the identified deficiencies in its anti-money 
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laundering program, and to appoint a corporate compliance monitor to supervise HSBC’s 
remedial measures.  Judge Gleeson also ordered the parties to file quarterly reports with the 
Court concerning the progress of the DPA’s implementation.  Upon satisfactory completion 
by HSBC of the undertakings set forth in the DPA, it is expected the government would 
dismiss the pending charges at the end of the five-year term of the DPA.

A federal district judge in Massachusetts recently took a more expansive view of the 
appropriate scope of a court’s review of agreements between the government and a cor-
poration in rejecting two plea agreements, each of which were reached pursuant to Rule 
11(c)(1)(C) of the Federal Rules of Criminal Procedure.  See U.S. v. Orthofix, Inc. No. 12-
10169-WGY, and U.S. v. Aptx Vehicle Systems Ltd, No. 12-10374-WGY (D. Mass. July 26, 
2013).  Under Rule 11(c)(1)(C), once a court accepts a guilty plea entered into pursuant 
to an agreement under that rule, it is compelled to impose the sentence contained in that 
agreement.  Citing Judge Rakoff’s opinion in the Citigroup case, Judge Young concluded 
that accepting a “(C) plea” in the corporate criminal context was problematic.  “[W]hen a 
court is asked to place its imprimatur on the parties’ invocation of the coercive power of 
the state, it must consider whether the recommended sentence will best serve the public 
interest.  It would be wrong to infer from the parties’ confidence that their narrow interests 
are served by the bargain that the bargain thereby addresses the broad range of concerns 
which are held by the public.”

Unlike Judge Gleeson, Judge Young did not express deference to the Executive Branch 
in evaluating the agreements.  Instead, Judge Young scrutinized the terms of the sentences 
contained in the agreements, found aspects that he did not believe were in the public inter-
est, and therefore rejected the pleas.  In each case, the parties revised their agreements to 
accommodate the court’s concerns in order to obtain the requisite judicial approval.

Significantly, the much-publicized guilty plea of SAC Capital was pursuant to a “(C) 
plea.”  The judge assigned to that case, Judge Swain in the Southern District of New York, 
has indicated that she needs time to review the agreement and has reserved decision on 
whether to accept the plea until March 2014.  It will be important to see how Judge Swain, 
and other courts, scrutinize DPAs and other agreements subject to court approval in the 
future, and specifically, how much deference courts continue to afford agreements between 
corporate defendants and the government.  What is certain, however, is that any company 
negotiating an agreement with the government that is subject to court approval should 
consider the court’s likely reaction and endeavor to ensure that it will withstand scrutiny.
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Insider Trading

In 2013, the government marked another year of success in its current campaign against 
insider trading on Wall Street, with 77 convictions to date through guilty pleas and jury 
verdicts, and no trial losses.  The government’s biggest successes of the year involved SAC 
Capital, the firm owned and run by Steven A. Cohen.  The government alleged that the firm 
was a criminal enterprise with a culture focused primarily on obtaining an “edge” in invest-
ment opportunities over its competitors.  The government also sought a forfeiture of funds 
beyond the firm’s profits, as well as penalties based on conduct beyond those particular 
trades alleged to be wrongful.  The government justified its stance in part by alleging the 
firm’s compliance systems were akin to mere window-dressing rather than a sincere effort 
to detect and prevent insider trading by the firm’s investment professionals.  Based on these 
allegations, the government was able to extract an unprecedented $1.8 billion settlement 
from SAC Capital (including related settlements by the SEC), as well as an agreement by 
the firm to terminate its investment advisory business.  The government also brought an 
administrative case against Mr. Cohen for failure to reasonably supervise his employees, 
which is novel in this insider trading context.  

While it is unclear whether the government’s aggressiveness against SAC and Mr. Co-
hen will ever be repeated, the case holds important lessons for investment firms and their 
supervisors.  Firms should review their compliance programs to ensure that they can be 
demonstrated to be sincere and effective, in short not “window-dressing.”  Prosecutors will 
exercise their discretion based on their perception of whether the institution genuinely was 
committed to stopping insider trading.  Firms should think through what evidence will be 
available to prove good faith, and whether good faith can be proved without waiving privi-
lege.  In addition, the failure to supervise case against Mr. Cohen raises the specific issue of 
whether “supervisors” may be charged in the future, and how they may avoid such charges 
through improved compliance and documentation.

Equally important is the fact that the government has exercised restraint in not pushing 
the limits on the definition of insider trading.  When the current campaign against insider 
trading began, there was considerable concern on Wall Street that the government would 
retroactively move the goal posts, changing the insider trading law (which is primarily a 
common law creation) to penalize, and indeed criminalize, research practices that were not 
obviously unlawful and were accepted business practice on Wall Street, including aspects 
of the so-called mosaic theory.  To date, these fears have not been realized.

Amid an otherwise successful year, the government suffered a high profile loss in the 
SEC’s civil trial against Mark Cuban, who sold his stake in Mamma.com after being told 
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that the company planned a PIPE offering.  Mr. Cuban argued that he was not told that the 
information was confidential and made no promise not to act on it.  The case, however, may 
have limited significance going forward, particularly given the unusual circumstances of that 
case favorable to the defense—including that the billionaire-defendant was well-liked by his 
home-town jury, and that the government’s key witness provided only prerecorded testimony. 

Foreign Corrupt Practices Act/Anti-Corruption Enforcement

As we noted last year, the government issued in November 2012 its long-anticipated 
formal guidance on the FCPA.  Responding to criticism from the corporate community that 
the so-called benefits of compliance and self-reporting appeared illusory given the parade 
of huge settlements, the guidance made a point of highlighting several cases in which the 
government declined to take any action against a company notwithstanding an apparent 
violation.  Distilling that guidance to its core message, the government communicated that 
companies should redouble their compliance efforts and should disclose any problems that 
arise notwithstanding such efforts.  The government promised in its 2012 guidance that it 
would reward serious compliance efforts and transparency with real benefits.

In 2013, the SEC then Co-Director (now Director) of Enforcement Andrew Ceresney 
reiterated that message:  “if we find the violations on our own, the consequences will surely 
be worse than if you had self-reported the conduct.”  The plain message from the SEC is 
that  the failure to self-report will result in a bigger “stick” being used.  What remains less 
clear, however, is when companies that do self-report will get a pass—the ultimate “carrot.” 

That concern has not been eliminated by the much-discussed non-prosecution agree-
ment between the government and Ralph Lauren Corporation in April 2013.  The govern-
ment has held out that NPA as an example of the real benefit to companies that promptly 
and voluntarily disclose FCPA violations.  Ralph Lauren paid what is in today’s world a 
relatively small $1.5 million in penalties and disgorgement to resolve the matter.  But the 
fact that an NPA was required at all raises questions about when a “pass” will be available.  
That case involved limited misconduct in a single foreign subsidiary that the company self-
reported.  The government apparently did not view the corporate compliance program as 
sufficiently robust in the local jurisdiction where the problem occurred; the company had 
detected the wrongdoing while in the process of making improvements.  Companies may 
be justifiably concerned whether the government will view their compliance programs as 
sufficiently robust given that it is rare that problems occur without some grounds for criti-
cism of the compliance program at least at the local level.  
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This continued need for reassurance that self-reporting will bring a tangible benefit 
is particularly important because the declinations cited in the 2012 guidance may be per-
ceived as having limited “precedential” value.  For example, the Morgan Stanley declina-
tion, often cited as the paradigmatic case of “credit” given, involved facts demonstrating 
that the employee alleged to have committed FCPA violations sought to benefit personally 
at the firm’s expense from the scheme and went to great efforts to avoid what was described 
as the firm’s robust FCPA compliance program.

Another key development in 2013 was the sharp increase in enforcement actions 
against individuals for FCPA violations.  Mr. Ceresney recently asserted that the govern-
ment would be “more creative and aggressive” in pursuing charges against individual de-
fendants.  It appears that the model may be the Antitrust Division’s cartel enforcement 
program in which responsible individuals from each corporate defendant are routinely pur-
sued following corporate resolutions. 

In addition, the government appears to be focused on the issue of hiring well-connected 
individuals in China, or elsewhere, and whether such practices may violate the FCPA’s 
prohibition against giving “anything of value” to a foreign official to win “an improper 
advantage” in retaining business with “corrupt” intent.  While there have been prior cases 
involving intangible benefits, this lesser developed area can present complex questions 
about just what conduct would constitute a violation.  As a result, companies may benefit 
from enhanced guidance and compliance efforts focused on intangible benefits, including 
focusing on practices and customs in local jurisdictions.

The government’s most recent push underscores more generally the importance of en-
couraging an appropriate “tone on the ground” (that is, through management, legal and com-
pliance personnel in the local jurisdiction), which is equally essential for FCPA compliance 
as setting the right “tone from the top.”  Companies should consider whether their compli-
ance programs may benefit from improving visibility into local practices, and whether local 
policies, control procedures and training should be implemented to supplement corporate-
level compliance policies and training materials.  In particular, companies should consider 
whether they are adequately addressing issues concerning the potential misuse of interme-
diaries in foreign countries, a reoccurring theme in major FCPA settlements, including To-
tal, Weatherford, Archer-Daniels Midland, and others in 2013, and now Alcoa this month. 

LIBOR and Foreign Exchange Investigations

Global regulators, including U.S. regulatory authorities, had a similarly successful year 
in their LIBOR manipulation investigations, which have netted $5.8 billion in settlements 
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from financial institutions since 2012.  Regulatory authorities continue to announce new 
cases against financial institutions, while also pursuing charges against individual traders 
and brokers.  One notable aspect of these investigations has been the increased cross-border 
cooperation and coordination between U.S. and foreign regulators in their extensive probes 
of the alleged manipulation.  Though such cooperation was sparked by the LIBOR scandal, 
it has extended beyond the confines of that investigation into similar efforts related to other 
benchmark rates, like foreign exchange (or “forex”) rates, that are prone to manipulation.  
In fact, Attorney General Eric Holder has asserted that “[t]he manipulation we’ve seen so 
far may just be the tip of the iceberg.”

As the government learns more about different markets, how traders operate in those 
markets, and how firms communicate with each other, it will become more sophisticated 
in spotting potential issues relating to market-rigging, antitrust, fraud and other violations.  
Firms should anticipate such problems by examining their own business activities with 
greater specificity and evaluating the adequacy of existing compliance programs.  Addi-
tional training of personnel and implementation of effective controls before an issue arises 
may be appropriate.  Further, as was the case in the LIBOR scandal, firms that engage in 
corrective action early may be rewarded for their proactive approach.

Other Cross-Border Law Enforcement Developments

As noted above, a developing trend in recent years has been the prevalence of cross-
border investigations and enforcement actions by U.S. authorities, facilitated by increasing 
levels of cooperation between U.S. regulators and their counterparts in foreign jurisdic-
tions.  Perhaps the most noteworthy example in 2013 was the U.S. Department of Justice’s 
Program for Swiss Banks.  Announced on August 29, 2013, in conjunction with a Joint 
Statement between U.S. and Swiss authorities, the Program offered an innovative solution 
for Swiss Banks seeking to resolve their status in relation to the Department’s ongoing 
investigations of offshore tax evasion.  Among the first of its kind, the Program offered a 
standardized settlement template supported by the Swiss government:  eligible Swiss Banks 
that may have committed tax offenses in servicing U.S. clients could seek Non-Prosecution 
Agreements (subject to the payment of penalties calculated pursuant to certain guidelines), 
while Swiss Banks that could demonstrate that they did not engage in any facilitation of 
tax evasion by U.S. persons could seek Non-Target Letters (subject to verification by an 
independent examiner).  While it remains to be seen how many of the approximately 300 
eligible Swiss Banks will participate, the Program, if successful, could represent a model 
for future industry-wide resolutions of U.S. authorities’ cross-border investigations.

*   *   *
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Good afternoon. Thank you for that kind introduction. I am glad to be back at the New 
York Stock Exchange. In anticipating today’s conference, I thought back to an earlier trip 
to the NYSE where in April 2009, I had the opportunity to ring the closing bell. Before 
I begin my remarks, let me issue the standard disclaimer that the views I express today 
are my own, and do not necessarily reflect the views of the U.S. Securities and Exchange 
Commission (“SEC” or “Commission”), my fellow Commissioners, or members of the 
staff.

I am pleased to be here and to have the opportunity to speak about cyber-risks and 
the boardroom, a topic that is both timely and extremely important. Over just a relatively 
short period of time, cybersecurity has become a top concern of American companies, 
financial institutions, law enforcement, and many regulators.1 I suspect that not too long 
ago, we would have been hard-pressed to find many individuals who had even heard of 
cybersecurity, let alone known what it meant. Yet, in the past few years, there can be no 
doubt that the focus on this issue has dramatically increased.2

Cybersecurity has become an important topic in both the private and public sectors, and 
for good reason. Law enforcement and financial regulators have stated publicly that cyber-
attacks are becoming both more frequent and more sophisticated.3 Indeed, according to one 
survey, U.S. companies experienced a 42% increase between 2011 and 2012 in the number 
of successful cyber-attacks they experienced per week.4As I am sure you have heard, re-
cently there have also been a series of well-publicized cyber-attacks that have generated 
considerable media attention and raised public awareness of this issue. A few of the more 
well-known examples include:

• The October 2013 cyber-attack on the software company Adobe Systems, Inc., in which 
data from more than 38 million customer accounts was obtained improperly;5

• The December 2013 cyber-attack on Target Corporation, in which the payment card 
data of approximately 40 million Target customers and the personal data of up to 70 
million Target customers was accessed without authorization;6
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• The January 2014 cyber-attack on Snapchat, a mobile messaging service, in which a 
reported 4.6 million user names and phone numbers were exposed;7

• The sustained and repeated cyber-attacks against several large U.S. banks, in which 
their public websites have been knocked offline for hours at a time;8 and

• The numerous cyber-attacks on the infrastructure underlying the capital markets, in-
cluding quite a few on securities exchanges.9

In addition to becoming more frequent, there are reports indicating that cyber-attacks 
have become increasingly costly to companies that are attacked. According to one 2013 
survey, the average annualized cost of cyber-crime to a sample of U.S. companies was 
$11.6 million per year, representing a 78% increase since 2009.10 In addition, the aftermath 
of the 2013 Target data breach demonstrates that the impact of cyber-attacks may extend 
far beyond the direct costs associated with the immediate response to an attack.11 Beyond 
the unacceptable damage to consumers, these secondary effects include reputational harm 
that significantly affects a company’s bottom line. In sum, the capital markets and their 
critical participants, including public companies, are under a continuous and serious threat 
of cyber-attack, and this threat cannot be ignored.12

As an SEC Commissioner, the threats are a particular concern because of the wide-
spread and severe impact that cyber-attacks could have on the integrity of the capital mar-
kets infrastructure and on public companies and investors.13 The concern is not new. For 
example, in 2011, staff in the SEC’s Division of Corporation Finance issued guidance 
to public companies regarding their disclosure obligations with respect to cybersecurity 
risks and cyber-incidents.14 More recently, because of the escalation of cyber-attacks, I 
helped organize the Commission’s March 26, 2014 roundtable to discuss the cyber-risks 
facing public companies and critical market participants like exchanges, broker-dealers, 
and transfer agents.15

Today, I would like to focus my remarks on what boards of directors can, and should, 
do to ensure that their organizations are appropriately considering and addressing cyber-
risks. Effective board oversight of management’s efforts to address these issues is critical 
to preventing and effectively responding to successful cyber-attacks and, ultimately, to 
protecting companies and their consumers, as well as protecting investors and the integrity 
of the capital markets.

The Role of the Boards of Directors in Overseeing Cyber-Risk Management

Background on the Role of Boards of Directors

When considering the board’s role in addressing cybersecurity issues, it is useful to 
keep in mind the broad duties that the board owes to the corporation and, more specifically, 
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the board’s role in corporate governance and overseeing risk management. It has long been 
the accepted model, both here and around the world, that corporations are managed under 
the direction of their boards of directors.16 This model arises from a central tenet of the 
modern corporation — the separation of ownership and control of the corporation. Under 
this structure, those who manage a corporation must answer to the true owners of the com-
pany — the shareholders.

It would be neither possible nor desirable, however, for the many, widely-dispersed 
shareholders of any public company to come together and manage, or direct the manage-
ment of, that company’s business and affairs. Clearly, effective full-time management is es-
sential for public companies to function. But management without accountability can lead 
to self-interested decision-making that may not benefit the company or its shareholders. As 
a result, shareholders elect a board of directors to represent their interests, and, in turn, the 
board of directors, through effective corporate governance, makes sure that management 
effectively serves the corporation and its shareholders.17

Corporate Boards and Risk Management Generally

Although boards have long been responsible for overseeing multiple aspects of man-
agement’s activities, since the financial crisis, there has been an increased focus on what 
boards of directors are doing to address risk management.18 Indeed, many have noted that, 
leading up to the financial crisis, boards of directors may not have been doing enough to 
oversee risk management within their companies, and that this failure contributed to the 
unreasonably risky behavior that resulted in the destruction of untold billions in shareholder 
value and plunged the country and the global economy into recession.19 Although primary 
responsibility for risk management has historically belonged to management, the boards 
are responsible for overseeing that the corporation has established appropriate risk 
management programs and for overseeing how management implements those programs.20

The importance of this oversight was highlighted when, in 2009, the Commission 
amended its rules to require disclosure about, among other things, the board’s role in risk 
oversight, including a description of whether and how the board administers its oversight 
function, such as through the whole board, a separate risk committee, or the audit commit-
tee.21 The Commission did not mandate any particular structure, but noted that “risk oversight 
is a key competence of the board” and that “disclosure about the board’s involvement in 
the oversight of the risk management process should provide important information to 
investors about how a company perceives the role of its board and the relationship between 
the board and senior management in managing the material risks facing the company.”22
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The evidence suggests that boards of directors have begun to assume greater responsibil-
ity for overseeing the risk management efforts of their companies.23 For example, according 
to a recent survey of 2013 proxy filings by companies comprising the S&P 200, the full 
boards of these companies are increasingly, and nearly universally, taking responsibility 
for the risk oversight of the company.24

Clearly, boards must take seriously their responsibility to ensure that management 
has implemented effective risk management protocols. Boards of directors are already 
responsible for overseeing the management of all types of risk, including credit risk, li-
quidity risk, and operational risk25 — and there can be little doubt that cyber-risk also 
must be considered as part of board’s overall risk oversight. The recent announcement that 
a prominent proxy advisory firm is urging the ouster of most of the Target Corporation 
directors because of the perceived “failure…to ensure appropriate management of [the] 
risks” as to Target’s December 2013 cyber-attack is another driver that should put directors 
on notice to proactively address the risks associated with cyber-attacks.26

What Boards of Directors Can and Should Be Doing to Oversee Cyber-Risk

Given the significant cyber-attacks that are occurring with disturbing frequency, and 
the mounting evidence that companies of all shapes and sizes are increasingly under a con-
stant threat of potentially disastrous cyber-attacks, ensuring the adequacy of a company’s 
cybersecurity measures needs to be a critical part of a board of director’s risk oversight 
responsibilities. 27

In addition to the threat of significant business disruptions, substantial response costs, 
negative publicity, and lasting reputational harm, there is also the threat of litigation and 
potential liability for failing to implement adequate steps to protect the company from cy-
ber-threats.28 Perhaps unsurprisingly, there has recently been a series of derivative lawsuits 
brought against companies and their officers and directors relating to data breaches resulting 
from cyber-attacks.29 Thus, boards that choose to ignore, or minimize, the importance of 
cybersecurity oversight responsibility, do so at their own peril.

Given the known risks posed by cyber-attacks, one would expect that corporate boards 
and senior management universally would be proactively taking steps to confront these cy-
ber-risks. Yet, evidence suggests that there may be a gap that exists between the magnitude 
of the exposure presented by cyber-risks and the steps, or lack thereof, that many corporate 
boards have taken to address these risks. Some have noted that boards are not spending 
enough time or devoting sufficient corporate resources to addressing cybersecurity is-
sues.30 According to one survey, boards were not undertaking key oversight activities related 
to cyber-risks, such as reviewing annual budgets for privacy and IT security programs, 
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assigning roles and responsibilities for privacy and security, and receiving regular reports 
on breaches and IT risks.31 Even when boards do pay attention to these risks, some have 
questioned the extent to which boards rely too much on the very personnel who implement 
those measures.32 In light of these observations, directors should be asking themselves what 
they can, and should, be doing to effectively oversee cyber-risk management.

NIST Cybersecurity Framework

In considering where to begin to assess a company’s possible cybersecurity mea-
sures, one conceptual roadmap boards should consider is the Framework for Improving 
Critical Infrastructure Cybersecurity, released by the National Institute of Standards and 
Technology (“NIST”) in February 2014. The NIST Cybersecurity Framework is intend-
ed to provide companies with a set of industry standards and best practices for manag-
ing their cybersecurity risks.33 In essence, the Framework encourages companies to be 
proactive and to think about these difficult issues in advance of the occurrence of a possibly 
devastating cyber-event. While the Framework is voluntary guidance for any company, 
some commentators have already suggested that it will likely become a baseline for best 
practices by companies, including in assessing legal or regulatory exposure to these issues 
or for insurance purposes.34 At a minimum, boards should work with management to assess 
their corporate policies to ensure how they match-up to the Framework’s guidelines — and 
whether more may be needed.

Board Structural Changes to Focus on Appropriate Cyber-Risk Management

The NIST Cybersecurity Framework, however, is a bible without a preacher if there is 
no one at the company who is able to translate its concepts into action plans. Frequently, 
the board’s risk oversight function lies either with the full board or is delegated to the 
board’s audit committee. Unfortunately, many boards lack the technical expertise neces-
sary to be able to evaluate whether management is taking appropriate steps to address 
cybersecurity issues. Moreover, the board’s audit committee may not have the expertise, 
support, or skills necessary to add oversight of a company’s cyber-risk management to their 
already full agenda.35 As a result, some have recommended mandatory cyber-risk education 
for directors.36 Others have suggested that boards be at least adequately represented by 
members with a good understanding of information technology issues that pose risks to the 
company.37

Another way that has been identified to help curtail the knowledge gap and focus direc-
tor attention on known cyber-risks is to create a separate enterprise risk committee on the 
board. It is believed that such committees can foster a “big picture” approach to company-
wide risk that not only may result in improved risk reporting and monitoring for both 
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management and the board, but also can provide a greater focus — at the board level — on 
the adequacy of resources and overall support provided to company executives responsible 
for risk management.38 The Dodd-Frank Act already requires large financial institutions to 
establish independent risk committees on their boards.39 Beyond the financial institutions 
required to do so, some public companies have chosen to proactively create such risk 
committees on their boards.40Research suggests that 48% of corporations currently have 
board-level risk committees that are responsible for privacy and security risks, which rep-
resents a dramatic increase from the 8% that reported having such a committee in 2008.41

Clearly, there are various mechanisms that boards can employ to close the gap in ad-
dressing cybersecurity concerns — but it is equally clear that boards need to be proactive 
in doing so. Put simply, boards that lack an adequate understanding of cyber-risks are un-
likely to be able to effectively oversee cyber-risk management.

I commend the boards that are proactively addressing these new risks of the 21st Century. 
However, while enhancing board knowledge and board involvement is a good business 
practice, it is not necessarily a panacea to comprehensive cybersecurity oversight.

Internal Roles and Responsibilities Focused on Cyber-Risk

In addition to proactive boards, a company must also have the appropriate person-
nel to carry out effective cyber-risk management and to provide regular reports to the 
board. One 2012 survey reported that less than two-thirds of responding companies had 
full-time personnel in key roles responsible for privacy and security, in a manner that was 
consistent with internationally accepted best practices and standards.42In addition, a 2013 
survey found that the companies that detected more security incidents and reported lower 
average financial losses per incident shared key attributes, including that they employed a 
full-time chief information security officer (or equivalent) who reported directly to senior 
management.43

At a minimum, boards should have a clear understanding of who at the company has 
primary responsibility for cybersecurity risk oversight and for ensuring the adequacy of the 
company’s cyber-risk management practices.44 In addition, as the evidence shows, devoting 
full-time personnel to cybersecurity issues may help prevent and mitigate the effects of 
cyber-attacks.

Board Preparedness

Although different companies may choose different paths, ultimately, the goal is the 
same: to prepare the company for the inevitable cyber-attack and the resulting fallout from 
such an event. As it has been noted, the primary distinction between a cyber-attack and 
other crises that a company may face is the speed with which the company must respond 
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to contain the rapid spread of damage.45 Companies need to be prepared to respond within 
hours, if not minutes, of a cyber-event to detect the cyber-event, analyze the event, prevent 
further damage from being done, and prepare a response to the event.46

While there is no “one-size-fits-all” way to properly prepare for the various ways a 
cyber-attack can unfold, and what responses may be appropriate, it can be just as damag-
ing to have a poorly-implemented response to a cyber-event. As others have observed, an 
“ill-thought-out response can be far more damaging than the attack itself.”47 Accordingly, 
boards should put time and resources into making sure that management has developed a 
well-constructed and deliberate response plan that is consistent with best practices for a 
company in the same industry.

These plans should include, among other things, whether, and how, the cyber-attack 
will need to be disclosed internally and externally (both to customers and to investors).48 In 
deciding the nature and extent of the disclosures, I would encourage companies to go 
beyond the impact on the company and to also consider the impact on others. It is possible 
that a cyber-attack may not have a direct material adverse impact on the company itself, but 
that a loss of customers’ personal and financial data could have devastating effects on the 
lives of the company’s customers and many Americans. In such cases, the right thing to do 
is to give these victims a heads-up so that they can protect themselves.49

Conclusion

Let me conclude my remarks by reaffirming the significance of the role of good cor-
porate governance. Corporate governance performed properly, results in the protection of 
shareholder assets. Fortunately, many boards take on this difficult and challenging role and 
perform it well. They do so by, among other things, being active, informed, independent, 
involved, and focused on the interests of shareholders.

Good boards also recognize the need to adapt to new circumstances — such as the 
increasing risks of cyber-attacks. To that end, board oversight of cyber-risk management 
is critical to ensuring that companies are taking adequate steps to prevent, and prepare for, 
the harms that can result from such attacks. There is no substitution for proper preparation, 
deliberation, and engagement on cybersecurity issues. Given the heightened awareness of 
these rapidly evolving risks, directors should take seriously their obligation to make sure 
that companies are appropriately addressing those risks.

Those of you who have taken the time and effort to be here today clearly recognize the 
risks, and I commend you for being proactive in dealing with the issue.

Thank you for inviting me to speak to you today.
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1 For example, the Director of the Federal Bureau of Investigation (FBI), James Comey, said 
last November that “resources devoted to cyber-based threats will equal or even eclipse the 
resources devoted to non-cyber based terrorist threats.” See, Testimony of James B. Comey, 
Jr., Director, FBI, U.S. Department of Justice, before the Senate Committee on Homeland 
Security and Governmental Affairs (Nov. 14, 2013),available at http://www.hsgac.senate.
gov/hearings/threats-to-the-homeland. See also, Testimony of Jeh C. Johnson, Secretary, 
U.S. Department of Homeland Security, before the House Committee on Homeland Security 
(Feb. 26, 2014) (“DHS must continue efforts to address the growing cyber threat to the 
private sector and the ‘.gov’ networks, illustrated by the real, pervasive, and ongoing series 
of attacks on public and private infrastructure.”), available athttp://docs.house.gov/meet-
ings/HM/HM00/20140226/101722/HHRG-113-HM00-Wstate-JohnsonJ-20140226.pdf; 
Testimony of Ari Baranoff, Assistant Special Agent in Charge, United States Secret Service 
Criminal Investigative Division, before the House Committee on Homeland Security, 
Subcommittee on Cybersecurity, Infrastructure Protection, and Security Technologies (Apr. 
16, 2014), available athttp://docs.house.gov/meetings/HM/HM08/20140416/102141/
HHRG-113-HM08-Wstate-BaranoffA-20140416.pdf (“Advances in computer technology 
and greater access to personally identifiable information (PII) via the Internet have created 
online marketplaces for transnational cyber criminals to share stolen information and 
criminal methodologies. As a result, the Secret Service has observed a marked increase 
in the quality, quantity, and complexity of cybercrimes targeting private industry and 
critical infrastructure.”); Remarks by Secretary of Defense Leon E. Panetta to the Business 
Executives for National Security (Oct. 11, 2012), available at http://www.defense.gov/
transcripts/transcript.aspx?transcriptid=5136 (“As director of the CIA and now Secretary 
of Defense, I have understood that cyber attacks are every bit as real as the more well-
known threats like terrorism, nuclear weapons proliferation and the turmoil that we see in 
the Middle East. And the cyber threats facing this country are growing.”).

2 See, e.g., Martin Lipton, et al., Risk Management and the Board of Directors — An 
Update for 2014, The Harvard Law School Forum on Corporate Governance and 
Financial Regulation (Apr. 22, 2014), available athttp://blogs.law.harvard.edu/corp-
gov/2014/04/22/risk-management-and-the-board-of-directors-an-update-for-2014/ (noting 
that cybersecurity is a risk management issue that “merits special attention” from the board 
of directors in 2014); PwC 2012 Annual Corporate Directors Survey, Insights from the 
Boardroom 2012: Board evolution: Progress made yet challenges persist, available athttp://
www.pwc.com/en_US/us/corporate-governance/annual-corporate-directors-survey/assets/
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pdf/pwc-annual-corporate-directors-survey.pdf (finding that 72% of directors are engaged 
with overseeing and understanding data security issues and risks related to compromising 
customer data); Michael A. Gold,Cyber Risk and the Board of Directors–Closing the Gap, 
Bloomberg BNA (Oct. 18, 2013) available athttp://www.bna.com/cyber-risk-and-the-
board-of-directors-closing-the-gap// (“The responsibility of corporate directors to address 
cyber security is commanding more attention and is obviously a significant issue.”); Deloitte 
Development LLC, Hot Topics: Cybersecurity … Continued in the boardroom, Corporate 
Governance Monthly (Aug. 2013), available athttp://www.corpgov.deloitte.com/binary/
com.epicentric.contentmanagement.servlet.ContentDeliveryServlet/USEng/Documents/
Deloitte%20Periodicals/Hot%20Topics/Hot%20Topics%20-%20Cybersecurity%20%20
%20Continued%20in%20the%20boardroom%20-August%202013%20-Final.pdf (“Not 
long ago, the term ‘cybersecurity’ was not frequently heard or addressed in the boardroom. 
Cybersecurity was often referred to as an information technology risk, and management 
and oversight were the responsibility of the chief information or technology officer, not the 
board. With the rapid advancement of technology, cybersecurity has become an increasingly 
challenging risk that boards may need to address.”); Holly J. Gregory, Board Oversight of 
Cybersecurity Risks, Thomson Reuters Practical Law (Mar. 1, 2014), available at http://
us.practicallaw.com/5-558-2825 (“The risk of cybersecurity breaches (and the harm that 
these breaches pose) is one of increasing significance for most companies and therefore an 
area for heightened board focus.”).

3 For example, on December 9, 2013, the Financial Stability Oversight Council held a 
meeting to discuss cybersecurity threats to the financial system. See, U.S. Department of the 
Treasury Press Release, “Financial Stability Oversight Council to Meet December 9,” avail-
able at http://www.treasury.gov/press-center/press-releases/Pages/jl2228.aspx. During that 
meeting, Assistant Treasury Secretary Cyrus-Amir-Mokri said that “[o]ur experience over 
the last couple of years shows that cyber-threats to financial institutions and markets are 
growing in both frequency and sophistication.” See, Remarks of Assistant Secretary Cyrus 
Amir-Mokri on Cybersecurity at a Meeting of the Financial Stability Oversight Council 
(Dec. 9, 2013), available at http://www.treasury.gov/press-center/press-releases/Pages/
jl2234.aspx. In addition, in testimony before the House Financial Services Committee in 
2011, the Assistant Director of the FBI’s Cyber Division stated that the number and so-
phistication of malicious incidents involving financial institutions has increased dramati-
cally over the past several years and offered numerous examples of such attacks, which 
included fraudulent monetary transfers, unauthorized financial transactions from compro-
mised bank and brokerage accounts, denial of service attacks on U.S. stock exchanges, and 
hacking incidents in which confidential information was misappropriated. See, Testimony 
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of Gordon M. Snow, Assistant Director, Cyber Division, FBI, U.S. Department of Justice, 
before the House Financial Services Committee, Subcommittee on Financial Institutions 
and Consumer Credit (Sept. 14, 2011), available athttp://financialservices.house.gov/
uploadedfiles/091411snow.pdf.

4 2012 Cost of Cyber Crime Study: United States, Ponemon Institute LLC and HP Enterprise 
Security (Oct. 2012), available athttp://www.ponemon.org/local/upload/file/2012_US_
Cost_of_Cyber_Crime_Study_FINAL6%20.pdf.

5 See, e.g., Jim Finkle, Adobe says customer data, source code accessed in cyber at-
tack, Reuters (Oct. 3, 2013), available at http://www.reuters.com/article/2013/10/03/
us-adobe-cyberattack-idUSBRE99212Y20131003; Jim Finkle, Adobe data breach more 
extensive than previously disclosed, Reuters (Oct. 29, 2013), available at http://www.re-http://www.re-
uters.com/article/2013/10/29/us-adobe-cyberattack-idUSBRE99S1DJ20131029; Danny 
Yadron, Hacker Attack on Adobe Sends Ripples Across Web, Wall Street Journal (Nov. 11, 
2013), available athttp://online.wsj.com/news/articles/SB10001424052702304644104579
192393329283358.

6 See, Testimony of John Mulligan, Executive Vice President and Chief Financial 
Officer of Target, before the Senate Judiciary Committee (Feb. 4, 2014), avail-
able athttp://www.judiciary.senate.gov/imo/media/doc/02-04-14MulliganTestimony.
pdf; Target Press Release, “Target Confirms Unauthorized Access to Payment Card 
Data in U.S. Stores” (Dec. 19, 2013), available athttp://pressroom.target.com/news/
target-confirms-unauthorized-access-to-payment-card-data-in-u-s-stores.

7 See, e.g., Andrea Chang and Salvador Rodriguez, Snapchat becomes target of widespread 
cyberattack, L.A. Times (Jan. 2, 2014), available at http://articles.latimes.com/2014/
jan/02/business/la-fi-snapchat-hack-20140103; Brian Fung, A Snapchat security breach 
affects 4.6 million users. Did Snapchat drag its feet on a fix? Washington Post (Jan. 1, 
2014), available at http://www.washingtonpost.com/blogs/the-switch/wp/2014/01/01/a-
snapchat-security-breach-affects-4-6-million-users-did-snapchat-drag-its-feet-on-a-fix/.

8 See, e.g., Joseph Menn, Cyber attacks against banks more severe than most realize, 
Reuters (May 18, 2013), available at http://www.reuters.com/article/2013/05/18/us-cyber-
summit-banks-idUSBRE94G0ZP20130518; Bob Sullivan, Bank Website Attacks Reach 
New Highs, CNBC (Apr. 3, 2013),available at http://www.cnbc.com/id/100613270.

9 For example, according to a 2012 global survey of securities exchanges, 53% reported 
experiencing a cyber-attack in the previous year. See, Rohini Tendulkar, Cyber-crime, se-
curities markets, and systemic risk, Joint Staff Working Paper of the IOSCO Research 
Department and World Federation of Exchanges (July 16, 2013), available at http://www.
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iosco.org/research/pdf/swp/Cyber-Crime-Securities-Markets-and-Systemic-Risk.pdf. 
Forty-six securities exchanges responded to the survey.

10 See, HP Press Release, HP Reveals Cost of Cybercrime Escalates 70 Percent, Time to 
Resolve Attacks More Than Doubles (Oct. 8, 2013), available at http://www8.hp.com/us/
en/hp-news/press-release.html?id=1501128.

11 See, Target Financial News Release, Target Reports Fourth Quarter and Full-Year 
2013 Earnings (Feb. 26, 2014), available at http://investors.target.com/phoenix.
zhtml?c=65828&p=irol-newsArticle&ID=1903678&highlight (including a statement 
from then-Chairman, President and CEO Gregg Steinhafel that Target’s fourth quarter 
results “softened meaningfully following our December announcement of a data breach.”); 
Elizabeth A. Harris, Data Breach Hurts Profit at Target, N.Y. Times (Feb. 26, 2014), avail-
able at http://www.nytimes.com/2014/02/27/business/target-reports-on-fourth-quarter-
earnings.html?_r=0 (noting that “[t]he widespread theft of Target customer data had a 
significant impact on the company’s profit, which fell more than 40 percent in the fourth 
quarter” of 2013).

12 I also want to note that at the Investment Company Institute’s (“ICI”) general membership 
meeting, held just last month, the issue of cybersecurity was front and center. Among the 
issues raised during the meeting was the “huge risk to brand” for a firm if they have a secu-
rity failure in the event of a cyber-attack. A separate panel at the ICI conference devoted to 
cybersecurity also discussed the shift in focus from building “hard walls” to protect against 
risks from outside the company to cybersecurity focused on “inside” risks, such as ensur-
ing that individuals with mobile applications or other types of flexible applications don’t 
introduce, intentionally or unintentionally, malware or other kinds of security breaches that 
could lead to a cyber-attack on the company. See, e.g., Jackie Noblett, Cyber Breach a “Huge 
Risk to Brand,” Ignites (May 29, 2014), available athttp://ignites.com/c/897654/86334/
cyber_breach_huge_risk_brand?referrer_module=emailMorningNews&module_order=7.

13 See, Commissioner Luis A. Aguilar, The Commission’s Role in Addressing the Growing 
Cyber-Threat(Mar. 26, 2014), available at http://www.sec.gov/News/PublicStmt/Detail/
PublicStmt/1370541287184.

14 On October 13, 2011, staff in the Commission’s Division of Corporation Finance (Corp 
Fin) issued guidance on issuers’ disclosure obligations relating to cyber security risks and 
cyber incidents. See, SEC’s Division of Corporation Finance, CF Disclosure Guidance: 
Topic No. 2—Cybersecurity (“SEC Guidance”) (Oct. 31, 2011), available at http://www.
sec.gov/divisions/corpfin/guidance/cfguidance-topic2.htm. Among other things, this guid-
ance notes that securities laws are designed to elicit disclosure of timely, comprehensive, 
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and accurate information about risks and events that a reasonable investor would consider 
important to an investment decision, and cybersecurity risks and events are not exempt 
from these requirements. The guidance identifies six areas where cybersecurity disclosures 
may be necessary under Regulation S-K: (1) Risk Factors; (2) Management’s Discussion 
and Analysis of Financial Condition and Results of Operation (MD&A); (3) Description of 
Business; (4) Legal Proceedings; (5) Financial Statement Disclosures; and (6) Disclosure 
Controls and Procedures. The SEC Guidance further recommends that material cyberse-
curity risks should be disclosed and adequately described as Risk Factors. Where cyberse-
curity risks and incidents that represent a material event, trend or uncertainty reasonably 
likely to have a material impact on the organization’s operations, liquidity, or financial con-
dition — it should be addressed in the MD&A. If cybersecurity risks materially affect the 
organization’s products, services, relationships with customers or suppliers, or competitive 
conditions, the organization should disclose such risks in its description of business. Data 
breaches or other incidents can result in regulatory investigations or private actions that are 
material and should be discussed in the Legal Proceedings section. Cybersecurity risks and 
incidents that represent substantial costs in prevention or response should be included in 
Financial Statement Disclosures where the financial impact is material. Finally, where a cy-
bersecurity risk or incident impairs the organization’s ability to record or report information 
that must be disclosed, Disclosure Controls and Procedures that fail to address cybersecu-
rity concerns may be ineffective and subject to disclosure. Some have suggested that such 
disclosures fail to fully inform investors about the true costs and benefits of companies’ 
cybersecurity practices, and argue that the Commission (and not the staff) should issue 
further guidance regarding issuers’ disclosure obligations. See, Letter from U.S. Senator 
John D. Rockefeller IV to Chair White (Apr. 9, 2013), available at http://www.commerce.
senate.gov/public/?a=Files.Serve&File_id=49ac989b-bd16-4bbd-8d64-8c15ba0e4e51.

15 See SEC Press Release, SEC Announces Agenda, Panelists for Cybersecurity 
Roundtable (Mar. 24, 2014), available at http://www.sec.gov/News/PressRelease/Detail/
PressRelease/1370541253749;Cybersecurity Roundtable Webcast (Mar. 26, 2014), avail-
able athttp://www.sec.gov/news/otherwebcasts/2014/cybersecurity-roundtable-032614.
shtml. In addition, the SEC’s National Exam Program has included cybersecurity among 
its areas of focus in its National Examination Priorities for 2014. See, SEC’s National 
Exam Priorities for 2014, available athttp://www.sec.gov/about/offices/ocie/national-ex-
amination-program-priorities-2014.pdf. In addition, it was recently announced that SEC 
examiners will review whether asset managers have policies to prevent and detect cyber-
attacks and are properly safeguarding against security risks that could arise from vendors 
having access to their systems. See, Sarah N. Lynch, SEC examiners to review how asset 
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managers fend off cyber attacks, Reuters (Jan. 30, 2014), available at http://www.reuters.
com/article/2014/01/30/us-sec-cyber-assetmanagers-idUSBREA0T1PJ20140130. FINRA 
has also identified cybersecurity as one of its examination priorities for 2014. See, FINRA’s 
2014 Regulatory and Examination Priorities Letter (Jan. 2, 2014), available athttp://www.
finra.org/web/groups/industry/@ip/@reg/@guide/documents/industry/p419710.pdf.

To continue the discussion and to allow the public to weigh in on this important topic, the 
SEC set up a public comment file associated with the Cybersecurity Roundtable. To date, 
we have received ten comment letters from academics, software companies, and other 
interested parties, available athttp://www.sec.gov/comments/4-673/4-673.shtml. See, e.g., 
Jodie Kelly, Senior Vice President and General Counsel, BSA| The Software Alliance com-
ment letter (Apr. 30, 2014) (highlighting the importance of strong internal controls related 
to software assets as a first line of defense against cyber-attacks, and noting that verifying 
legal use of software is a critical first step in deterring cyber-attacks because the “existence 
and availability of pirated and counterfeit software exposes corporate information technol-
ogy networks to significant risks in many ways.”); Tom C.W. Lin, Associate Professor of 
Law, Temple University Beasley School of Law comment letter (Apr. 29, 2014) (express-
ing support for the roundtable and the Commission’s attention to cybersecurity and high-
lighting four broad issues for the Commission’s consideration: (1) cybersecurity threats 
to the high-speed, electronically connected modern capital markets can create systemic 
risks; (2) due to technological advances, financial choices are made by both people and 
machines, which does not comport congruently with many traditional modes of securi-
ties regulation; (3) incentives, in addition to penalties, should be designed to encourage 
firms to upgrade their cybersecurity capabilities; and (4) private regulation of cyberse-
curity should be vigorously enhanced and leveraged to better complement government 
regulation); Dave Parsonage, CEO, MitoSystems, Inc. comment letter (Apr. 3, 2014); Gail 
P. Ricketts, Senior IT Compliance and Risk Analyst, ON Semiconductor comment letter 
(Mar. 26, 2014) (suggesting future roundtables include speakers from outside the financial 
services industry, such as manufacturing); Michael Utzig, IT Director, Hefren Tillotson, 
Inc. comment letter (Mar. 26, 2014) (noting that readily available technologies that can 
protect email communications are not widely used despite universal understanding that cy-
bersecurity is a high-priority); Cathy Santoro comment letter (Mar. 26, 2014) (raising ques-
tions about the interactions between banks and service providers and the measures being 
undertaken regarding mobile payment cybersecurity risks); Duane Kuroda, Senior Threat 
Researcher, NetCitadel comment letter (Mar. 25, 2014) (noting that the panel discussion 
should focus on the process and people involved in responding to breaches and not just 
their detection); William Pfister, Jr. comment letter (Mar. 25, 2014) (requesting that one 
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of the panels address the potential conflicts between national security and required disclo-
sure). Many of these letters are generally supportive of the Commission’s efforts and focus 
in this area, and some identify issues and concerns that were not discussed in detail during 
the roundtable and warrant further attention. For example, one commenter highlighted the 
need for companies to adopt sound internal controls over the legal use of software, noting 
that pirated and counterfeit software can expose companies to heightened risk of cyber-
attacks and recommending that registrants report on the status of such internal controls.
[15] See, e.g., Jodie Kelly, Senior Vice President and General Counsel, BSA| The Software 
Alliance comment letter (Apr. 30, 2014) (noting, among other things, that unlicensed soft-
ware eliminates the opportunity for security updates and patches from legitimate vendors 
when security breaches are identified, and that malware and viruses may be contained 
within pirated software itself or reside on the networks from which it is downloaded. BSA 
recommends that registrants report on the status of their internal controls in the area of 
licensing and legal use of software, and that such controls should, at a minimum, ensure 
that software is only purchased from authorized vendors and that companies should have 
procedures to conduct periodic software inventories and limit exposure to malware and 
viruses brought into their systems by linkage of employees’ personal devices to corporate 
systems). I encourage others to comment and provide valuable input on this critical issue.

16 See, e.g., Model Bus. Corp. Act § 8.01 (2002); Del. Gen. Corp. Law § 141(a).

17 For additional thoughts on the importance of effective corporate 
governance, see Commissioner Luis A. Aguilar, Looking at Corporate Governance 
from the Investor’s Perspective, available athttp://www.sec.gov/News/Speech/Detail/
Speech/1370541547078.

18 See, e.g., Committee of Sponsoring Organizations of the Treadway Commission, Effective 
Enterprise Risk Oversight: The Role of the Board of Directors (2009), available athttp://www.
coso.org/documents/COSOBoardsERM4pager-FINALRELEASEVERSION82409_001.
pdf (“Clearly, one result of the financial crisis is an increased focus on the effectiveness of 
board risk oversight practices.”); Committee of Sponsoring Organizations of the Treadway 
Commission, Board Risk Oversight: A Progress Report — Where Boards of Directors 
Currently Stand in Executing Their Risk Oversight Responsibilities (Dec. 2010), available 
at http://www.coso.org/documents/Board-Risk-Oversight-Survey-COSO-Protiviti_000.
pdf (“Risk oversight is a high priority on the agenda of most boards of directors. Recently, 
the importance of this responsibility has become more evident in the wake of an historic 
global financial crisis, which disclosed perceived risk management weaknesses across 
financial services and other organizations worldwide. Based on numerous legislative and 
regulatory actions in the United States and other countries as well as initiatives in the private 
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sector, it is clear that expectations for more effective risk oversight are being raised not 
just for financial services companies, but broadly across all types of businesses.”); David 
A. Katz, Boards Play A Leading Role in Risk Management Oversight, The Harvard Law 
School Forum on Corporate Governance and Financial Regulation (Oct. 8, 2009), avail-
able athttp://blogs.law.harvard.edu/corpgov/2009/10/08/boards-play-a-leading-role-in-
risk-management-oversight/ (“Just as the Enron and other high-profile corporate scandals 
were seen as resulting from a lack of ethics and oversight, the credit market meltdown and 
resulting financial crisis have been blamed in large part on inadequate risk management by 
corporations and their boards of directors. As a result, along with the task of implementing 
corporate governance procedures and guidelines, a company’s board of directors is expected 
to take a leading role in overseeing risk management structures and policies.”).

19 Nicola Faith Sharpe, Informational Autonomy in the Boardroom, 201 U. Ill. L. Rev. 
1089 (2013) (“The financial crisis of 2007-2008 was one of the worst in U.S. history. In a 
single quarter, the blue chip company Lehman Brothers (who eventually went bankrupt) 
lost $2.8 billion. While commentators have identified multiple reasons why the crisis oc-
curred, many posit that boards mismanaged risk and failed in their oversight duties, which 
directly contributed to their firms failing.”); Lawrence J. Trautman and Kara Altenbaumer-
Price, The Board’s Responsibility for Information Technology Governance, 28 J. Marshall 
J. Computer & Info. L. 313 (Spring 2011) (“With accusations that boards of directors of 
financial institutions were asleep at the wheel while their companies engaged in risky be-
havior that erased millions of dollars of shareholder value and plunged the country into 
recession, increasing pressure is now being placed on public company boards to shoulder 
the burden of risk oversight for the companies they serve.”); William B. Asher, Jr., Michael 
T. Gass, Erik Skramstad, and Michele Edwards, The Role of Board of Directors in Risk 
Oversight in a Post-Crisis Economy, Bloomberg Law Reports-Corporate Law Vol. 4, No. 
13, available athttp://www.choate.com/uploads/113/doc/Asher,%20Gass%20-The%20
Role%20of%20Board%20of%20Directors%20in%20Risk%20Oversight%20in%20a%20
Post-Crisis%20Economy.pdf (“Senior management and corporate directors face renewed 
criticism surrounding risk management practices and apparent failures in oversight that are 
considered, at least in part, to be at the root of the recent crisis.”).

20 See, e.g., Stephen M. Bainbridge, Caremark and Enterprise Risk Management, 34 Iowa J. 
Corp. L. 967 (2009) (“Although primary responsibility for risk management rests with the 
corporation’s top management team, the board of directors is responsible for ensuring that 
the corporation has established appropriate risk management programs and for oversee-
ing management’s implementation of such programs.”); Martin Lipton, Risk Management 
and the Board of Directors–An Update for 2014, The Harvard Law School Forum on 
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Corporate Governance and Financial Regulation (Apr. 22, 2014), available athttp://blogs.
law.harvard.edu/corpgov/2014/04/22/risk-management-and-the-board-of-directors-an-
update-for-2014/ (“. . . the board cannot and should not be involved in actual day-to day 
risk management. Directors should instead, through their risk oversight role, satisfy them-
selves that the risk management policies and procedures designed and implemented by the 
company’s senior executives and risk managers are consistent with the company’s strategy 
and risk appetite, that these policies and procedures are functioning as directed, and that 
necessary steps are taken to foster a culture of risk-aware and risk-adjusted decision mak-
ing throughout the organization. The board should establish that the CEO and the senior 
executives are fully engaged in risk management and should also be aware of the type and 
magnitude of the company’s principal risks that underlie its risk oversight. Through its 
oversight role, the board can send a message to management and employees that compre-
hensive risk management is neither an impediment to the conduct of business nor a mere 
supplement to a firm’s overall compliance program, but is instead an integral component 
of strategy, culture and business operations.”).

21 Proxy Disclosure Enhancements, SEC Rel. No. 33-9089 (Dec. 16, 2009), 74 Fed. Reg. 
68334,available at http://www.sec.gov/rules/final/2009/33-9089.pdf.

22 Id. That amendment also required disclosure of a company’s compensation policies and 
practices as they relate to a company’s risk management in order to help investors identify 
whether the company has established a system of incentives that could lead to excessive or 
inappropriate risk taking by its employees.

23 Supra note 19, William B. Asher, Jr. et al., The Role of Board of Directors in Risk 
Oversight in a Post-Crisis Economy (“We know today, however, that risk management has 
indeed forced its way into the boardroom and that there has been a substantial change in the 
relationship between the overseers of public companies and their shareholders.”).

24 Risk Intelligent Proxy Disclosures — 2013: Trending upward, Deloitte (2013), avail-
able athttp://deloitte.wsj.com/riskandcompliance/files/2014/01/Risk_Intelligent_Proxy_
Disclosures_2013.pdf(noting that 91% of the issuers of proxy disclosures noted that “the 
full board is responsible for risk.”).

25 See, Proxy Disclosure Enhancements, supra note 21.

26 Paul Ziobro, Target Shareholders Should Oust Directors, ISS Says, Wall St. Journal 
(May 28, 2014),available at http://online.wsj.com/article/BT-CO-20140528-709863.
html; Bruce Carton, ISS Recommends Ouster of Seven Target Directors for Data Breach 
Failures, ComplianceWeek (May 29, 2014), available athttp://www.complianceweek.
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com/iss-recommends-ouster-of-seven-target-directors-for-data-breach-failures/
article/348954/?DCMP=EMC-CW-WeekendEdition.

27 See, e.g., Risk Management and the Board of Directors–An Update for 2014, supra note 
2 (noting that cybersecurity is a risk management issue that “merits special attention” from 
the board of directors in 2014); Alice Hsu, Tracy Crum, Francine E. Friedman, and Karol 
A. Kepchar, Cybersecurity Update: Are Data Breach Disclosure Requirements On Target?, 
The Metropolitan Corporate Counsel (Jan. 24, 2014), available at http://www.metrocor-http://www.metrocor-
pcounsel.com/articles/27148/cybersecurity-update-are-data-breach-disclosure-require-
ments-target (“As part of a board’s risk management oversight function, directors should 
assess the adequacy of their company’s data security measures. Among other things, boards 
should have a clear understanding of the company’s cybersecurity risk profile and who has 
primary responsibility for cybersecurity risk oversight and should ensure the adequacy 
of the company’s cyber risk management practices, as well as the company’s insurance 
coverage for losses and costs associate with data breaches.”).

28 Charles R. Ragan, Information Governance: It’s a Duty and It’s Smart Business, 19 Rich. 
J.L. & Tech. 12 (2013), available at http://jolt.richmond.edu/v19i4/article12.pdf. (indi-http://jolt.richmond.edu/v19i4/article12.pdf. (indi-
cating that “[t]he principles thus enunciated raise the specter of potential liability if of-
ficers and directors utterly fail to ensure the adequacy of information systems.”); J. Wylie 
Donald and Jennifer Black Strutt, Cybersecurity: Moving Toward a Standard of Care for 
the Board, Bloomberg BNA (Nov. 4, 2013), available athttp://www.bna.com/cybersecuri-
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Fifth Third Bancorp v. Dudenhoeffer, No. 12-751 (U.S. June 25, 2014) 

Supreme Court Rejects Presumption of Prudence but Tightens  
Pleading Standards for Suits Against ESOP Fiduciaries

(The following is the Court’s syllabus)

 Petitioner Fifth Third Bancorp maintains a defined-contribution retirement savings 
plan for its employees.  Plan participants may direct their contributions into any of a num-
ber of investment options, including an “employee stock ownership plan” (ESOP), which 
invests its funds primarily in Fifth Third stock.  Respondents, former Fifth Third employ-
ees and ESOP participants, filed this lawsuit against petitioners, Fifth Third and several 
of its officers who are alleged to be fiduciaries of the ESOP.  The complaint alleges that 
petitioners breached the fiduciary duty of prudence imposed by the Employee Retirement 
Income Security Act of 1974 (ERISA), 29 U. S. C. §1104(a)(1)(B).  Specifically, the com-
plaint alleges that petitioners should have known on the basis of both publicly available 
information and inside information available to petitioners because they were Fifth Third 
officers—that Fifth Third stock was overpriced and excessively risky.  It further alleges 
that a prudent fiduciary in petitioners’ position would have responded to this information 
by selling off the ESOP’s holdings of Fifth Third stock, refraining from purchasing more 
Fifth Third stock, or disclosing the negative inside information so that the market could 
correct the stock’s price downward. According to the complaint, petitioners did none of 
these things, and the price of Fifth Third stock ultimately fell, reducing respondents’ retire-
ment savings. The District Court dismissed the complaint for failure to state a claim, but 
the Sixth Circuit reversed.  It concluded that ESOP fiduciaries are entitled to a “presump-
tion of prudence” that does not apply to other ERISA fiduciaries but that the presumption 
is an evidentiary one and therefore does not apply at the pleading stage.  The court went on 
to hold that the complaint stated a claim for breach of fiduciary duty. 

Held: 

1.  ESOP fiduciaries are not entitled to any special presumption of prudence.  Rather, 
they are subject to the same duty of prudence that applies to ERISA fiduciaries in general, 
§1104(a)(1)(B), except that they need not diversify the fund’s assets, §1104(a)(2).  This 
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conclusion follows from the relevant provisions of ERISA.  Section 1104(a)(1)(B) “im-
poses a ‘prudent person’ standard by which to measure fiduciaries’ investment decisions 
and disposition of assets.” Massachusetts Mut. Life Ins. Co. v. Russell, 473 U. S. 134, 
143, n. 10.  Section 1104(a)(1)(C) requires ERISA fiduciaries to diversify plan assets. And 
§1104(a)(2) establishes the extent to which those duties are loosened in the ESOP context 
by providing that “the diversification requirement of [§1104(a)(1)(C)] and the prudence 
requirement (only to the extent that it requires diversification) of [§1104(a)(1)(B)] [are] 
not violated by acquisition or holding of [employer stock].”  Section 1104(a)(2) makes 
no reference to a special “presumption” in favor of ESOP fiduciaries and does not require 
plaintiffs to allege that the employer was, e.g., on the “brink of collapse.”  It simply modi-
fies the duties imposed by §1104(a)(1) in a precisely delineated way.  Thus, aside from the 
fact that ESOP fiduciaries are not liable for losses that result from a failure to diversify, 
they are subject to the duty of prudence like other ERISA fiduciaries.  Pp. 4–15.

2.  On remand, the Sixth Circuit should reconsider whether the complaint states a 
claim by applying the pleading standard as discussed in Ashcroft v. Iqbal, 556 U. S. 662, 
677–680, and Bell Atlantic Corp. v. Twombly, 550 U.S. 544, 554–563, in light of the fol-
lowing considerations.  Pp. 15–20.

(a) Where a stock is publicly traded, allegations that a fiduciary should have recognized 
on the basis of publicly available information that the market was overvaluing or under-
valuing the stock are generally implausible and thus insufficient to state a claim under 
Twombly and Iqbal. Pp. 16–18.

(b) To state a claim for breach of the duty of prudence, a complaint must plausibly allege 
an alternative action that the defendant could have taken, that would have been legal, and 
that a prudent fiduciary in the same circumstances would not have viewed as more likely to 
harm the fund than to help it.  Where the complaint alleges that a fiduciary was imprudent 
in failing to act on the basis of inside information, the analysis is informed by the following 
points.  First, ERISA’s duty of prudence never requires a fiduciary to break the law, and so a 
fiduciary cannot be imprudent for failing to buy or sell stock in violation of the insider trad-
ing laws.  Second, where a complaint faults fiduciaries for failing to decide, based on nega-
tive inside information, to refrain from making additional stock purchases or for failing to 
publicly disclose that information so that the stock would no longer be overvalued, courts 
should consider the extent to which imposing an ERISA-based obligation either to refrain 
from making a planned trade or to disclose inside information to the public could conflict 
with the complex insider trading and corporate disclosure requirements set forth by the 
federal securities laws or with the objectives of those laws.  Third, courts confronted with 
such claims should consider whether the complaint has plausibly alleged that a prudent 
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fiduciary in the defendant’s position could not have concluded that stopping purchases or 
publicly disclosing negative information would do more harm than good to the fund by 
causing a drop in the stock price and a concomitant drop in the value of the stock already 
held by the fund.  Pp. 18–20. 

692 F. 3d 410, vacated and remanded. 

*   *   *

CLASS ACTIONS; PRESUMPTION OF RELIANCE; PRICE IMPACT

Halliburton Co. v. Erica P. John Fund, No. 13-217 (U.S. June 23, 2014) 

Supreme Court Allows Proof of Price Impact at Class Certification Stage

(The following is the Court’s syllabus.)

Investors can recover damages in a private securities fraud action only if they prove 
that they relied on the defendant’s misrepresentation in deciding to buy or sell a company’s 
stock. In Basic Inc. v. Levinson, 485 U. S. 224, this Court held that investors could satisfy 
this reliance requirement by invoking a presumption that the price of stock traded in an 
efficient market reflects all public, material information—including material misrepresen-
tations.  The Court also held, however, that a defendant could rebut this presumption by 
showing that the alleged misrepresentation did not actually affect the stock price—that is, 
that it had no “price impact.” Respondent Erica P. John Fund, Inc. (EPJ Fund), filed a puta-
tive class action against Halliburton and one of its executives (collectively Halliburton), 
alleging that they made misrepresentations designed to inflate Halliburton’s stock price, 
in violation of section 10(b) of the Securities Exchange Act of 1934 and Securities and 
Exchange Commission Rule 10b–5.  The District Court initially denied EPJ Fund’s class 
certification motion, and the Fifth Circuit affirmed.  But this Court vacated that judgment, 
concluding that securities fraud plaintiffs need not prove loss causation—a causal con-
nection between the defendants’ alleged misrepresentations and the plaintiffs’ economic 
losses—at the class certification stage in order to invoke Basic’s presumption of reliance. 
On remand, Halliburton argued that class certification was nonetheless inappropriate be-
cause the evidence it had earlier introduced to disprove loss causation also showed that its 
alleged misrepresentations had not affected its stock price.  By demonstrating the absence 
of any “price impact,” Halliburton contended, it had rebutted the Basic presumption.  And 
without the benefit of that presumption, investors would have to prove reliance on an in-
dividual basis, meaning that individual issues would predominate over common ones and 
class certification would be inappropriate under Federal Rule of Civil Procedure 23(b)
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(3).  The District Court rejected Halliburton’s argument and certified the class.  The Fifth 
Circuit affirmed, concluding that Halliburton could use its price impact evidence to rebut 
the Basic presumption only at trial, not at the class certification stage. 

Held: 

1. Halliburton has not shown a “special justification,” Dickerson v. United States, 530 
U. S. 428, 443, for overruling Basic’s presumption of reliance. Pp. 4–16.

(a) To recover damages under section 10(b) and Rule 10b–5, a plaintiff must prove, 
as relevant here, “ ‘reliance upon the misrepresentation or omission.’ ”  Amgen Inc. v. 
Connecticut Retirement Plans and Trust Funds, 568 U. S. ___, ___.  The Court recognized 
in Basic, however, that requiring direct proof of reliance from every individual plaintiff 
“would place an unnecessarily unrealistic evidentiary burden on the . . . plaintiff who has 
traded on an impersonal market,” 485 U. S., at 245, and “effectively would” prevent plain-
tiffs “from proceeding with a class action” in Rule 10b–5 suits, id., at 242.  To address these 
concerns, the Court held that plaintiffs could satisfy the reliance element of a Rule 10b–5 
action by invoking a rebuttable presumption of reliance. The Court based that presumption 
on what is known as the “fraud-on-the-market” theory, which holds that “the market price 
of shares traded on well-developed markets reflects all publicly available information, and, 
hence, any material misrepresentations.” Id., at 246. The Court also noted that the typical 
“investor who buys or sells stock at the price set by the market does so in reliance on the 
integrity of that price.” Id., at 247.  As a result, whenever an investor buys or sells stock at 
the market price, his “reliance on any public material misrepresentations . . . may be pre-
sumed for purposes of a Rule 10b–5 action.”  Id. at 247.  Basic also emphasized that the 
presumption of reliance was rebuttable rather than conclusive.  Pp. 5–7.

(b) None of Halliburton’s arguments for overruling Basic so discredit the decision as to 
constitute a “special justification.”  Pp. 7–12.

(1) Halliburton first argues that the Basic presumption is inconsistent with Congress’s 
intent in passing the 1934 Exchange Act—the same argument made by the dissenting 
Justices in Basic.  The Basic majority did not find that argument persuasive then, and 
Halliburton has given no new reason to endorse it now.  Pp. 7–8.

 (2) Halliburton also contends that Basic rested on two premises that have been under-
mined by developments in economic theory. First, it argues that the Basic Court espoused 
“a robust view of market efficiency” that is no longer tenable in light of empirical evidence 
ostensibly showing that material, public information often is not quickly incorporated into 
stock prices.  The Court in Basic acknowledged, however, the debate among economists 
about the efficiency of capital markets and refused to endorse “any particular theory of 
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how quickly and completely publicly available information is reflected in market price.”  
485 U. S., at 248, n. 28.  The Court instead based the presumption of reliance on the fairly 
modest premise that “market professionals generally consider most publicly announced 
material statements about companies, thereby affecting stock market prices.” Id., at 247, 
n. 24.  Moreover, in making the presumption rebuttable, Basic recognized that market ef-
ficiency is a matter of degree and accordingly made it a matter of proof. Halliburton has not 
identified the kind of fundamental shift in economic theory that could justify overruling a 
precedent on the ground that it misunderstood, or has since been overtaken by, economic 
realities. 

Halliburton also contests the premise that investors “invest ‘in reliance on the integrity 
of [the market] price,’ ” id., at 247, identifying a number of classes of investors for whom 
“price integrity” is supposedly “marginal or irrelevant.”  But Basic never denied the exis-
tence of such investors, who in any event rely at least on the facts that market prices will 
incorporate public information within a reasonable period and that market prices, however 
inaccurate, are not distorted by fraud.  Pp. 8–12. 

(c) The principle of stare decisis has “ ‘special force’ ” “in respect to statutory inter-
pretation” because “ ‘Congress remains free to alter what [the Court has] done.’ ”  John 
R. Sand & Gravel Co. v. United States, 552 U. S. 130, 139. So too with Basic’s presump-
tion of reliance.  The presumption is not inconsistent with this Court’s more recent deci-
sions construing the Rule 10b–5 cause of action.  In Central Bank of Denver, N. A. v. 
First Interstate Bank of Denver, N. A., 511 U. S. 164, and Stoneridge Investment Partners, 
LLC v. Scientific-Atlanta, Inc., 552 U. S. 148, the Court declined to effectively eliminate 
the reliance element by extending liability to entirely new categories of defendants who 
themselves had not made any material, public misrepresentation. The Basic presumption, 
by contrast, merely provides an alternative means of satisfying the reliance element. Nor 
is the Basic presumption inconsistent with the Court’s recent decisions governing class ac-
tion certification, which require plaintiffs to prove—not simply plead—that their proposed 
class satisfies each requirement of Federal Rule of Civil Procedure 23, including, if appli-
cable, the predominance requirement of Rule 23(b)(3).  See, e.g., WalMart Stores, Inc. v. 
Dukes, 564 U. S. ___, ___.  The Basic presumption does not relieve plaintiffs of that bur-
den but rather sets forth what plaintiffs must prove to demonstrate predominance.  Finally, 
Halliburton emphasizes the possible harmful consequences of the securities class actions 
facilitated by the Basic presumption, but such concerns are more appropriately addressed 
to Congress, which has in fact responded, to some extent, to many of them.  Pp. 12–16.

1. For the same reasons the Court declines to overrule Basic’s presumption of reli-
ance, it also declines to modify the prerequisites for invoking the presumption by requiring 
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plaintiffs to prove “price impact” directly at the class certification stage.  The Basic pre-
sumption incorporates two constituent presumptions: First, if a plaintiff shows that the 
defendant’s misrepresentation was public and material and that the stock traded in a gener-
ally efficient market, he is entitled to a presumption that the misrepresentation affected the 
stock price. Second, if the plaintiff also shows that he purchased the stock at the market 
price during the relevant period, he is entitled to a further presumption that he purchased 
the stock in reliance on the defendant’s misrepresentation.  Requiring plaintiffs to prove 
price impact directly would take away the first constituent presumption.  Halliburton’s 
argument for doing so is the same as its argument for overruling the Basic presumption 
altogether, and it meets the same fate. Pp. 16–18. 

2. The Court agrees with Halliburton, however, that defendants must be afforded an 
opportunity to rebut the presumption of reliance before class certification with evidence of 
a lack of price impact.  Defendants may already introduce such evidence at the merits stage 
to rebut the Basic presumption, as well as at the class certification stage to counter a plain-
tiff’s showing of market efficiency.  Forbidding defendants to rely on the same evidence 
prior to class certification for the particular purpose of rebutting the presumption altogether 
makes no sense, and can readily lead to results that are inconsistent with Basic’s own logic. 
Basic allows plaintiffs to establish price impact indirectly, by showing that a stock traded in 
an efficient market and that a defendant’s misrepresentations were public and material.  But 
an indirect proxy should not preclude consideration of a defendant’s direct, more salient 
evidence showing that an alleged misrepresentation did not actually affect the stock’s price 
and, consequently, that the Basic presumption does not apply.  Amgen does not require a 
different result.  There, the Court held that materiality, though a prerequisite for invoking 
the Basic presumption, should be left to the merits stage because it does not bear on the 
predominance requirement of Rule 23(b)(3).  In contrast, the fact that a misrepresentation 
has price impact is “Basic’s fundamental premise.” 

Erica P. John Fund, Inc. v. Halliburton Co., 563 U. S. ___, ___.  It thus has everything 
to do with the issue of predominance at the class certification stage.  That is why, if reli-
ance is to be shown through the Basic presumption, the publicity and market efficiency 
prerequisites must be proved before class certification.  Given that such indirect evidence 
of price impact will be before the court at the class certification stage in any event, there is 
no reason to artificially limit the inquiry at that stage by excluding direct evidence of price 
impact. Pp. 18–23. 

718 F. 3d 423, vacated and remanded. 

ROBERTS, C. J., delivered the opinion of the Court, in which KENNEDY, 
GINSBURG, BREYER, SOTOMAYOR, and KAGAN, JJ., joined.  GINSBURG, J., filed 
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a concurring opinion, in which BREYER and SOTOMAYOR, JJ., joined.  THOMAS, J., 
filed an opinion concurring in the judgment, in which SCALIA and ALITO, JJ., joined.

*   *   *

EXPERT TESTIMONY; DAUBERT; LOSS CAUSATION

Bricklayers & Trowel Trades Int’l Pension Fund v. Credit Suisse Securities LLC, No. 12-
1750 (1st Cir. May14, 2014) 

First Circuit Affirms Summary Judgment for Defendants Because Exclusion of  
Expert Witness Testimony Precludes Showing of Loss Causation

On May 14, the First Circuit affirmed summary judgment for the defendants in a case 
against Credit Suisse First Boston (CSFB), two of its analysts and officers. The district 
court had ruled that the testimony of the plaintiffs’ expert was inadmissible under Daubert 
based on several deficiencies in his event study methodology. The First Circuit agreed, 
holding that the event study did not select event dates properly in that there was no con-
nection to the plaintiffs’ complaint; that many event dates did not contain new information, 
but rather recycled previously disclosed information which should not have affected an 
efficient market; and that the event study did not use a reliable method to isolate confound-
ing factors.   

Background

The court took the facts from the complaint and district court opinion. The case revolves 
around the AOL-Time Warner merger. Immediately following the merger, two CSFB ana-
lysts followed AOL for approximately one year and published numerous reports regarding 
their expectations regarding the firm. The analyst reports later proved to be over-optimistic. 
In particular, they “initially targeted AOL’s future stock price at $80, but revised it down-
wardly to $75 one month later in February 2001, and then to $45 in September 2001. Nine 
months later, AOL’s stock was trading at $11 per share.”

Based on the analyst reports, the plaintiffs allege violations of Sections 10(b) and 20(a) 
of the Exchange Act, along with Rule 10b-5. The court summarized the alleged misstate-
ments and omissions as “overstating AOL’s financial strength, not disclosing reports of 
medium-severity layoffs, and not disclosing reports of unconventional accounting.” The 
plaintiffs also alleged that CSFB was motivated to issue optimistic reports by the potential 
for future investment banking business, and that CSFB later managed a bond deal for AOL.
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At a hearing for summary judgment, an expert for each side presented testimony on the 
subject of loss causation. Based on the hearing and the Daubert standard, the trial court 
excluded the report of the plaintiff’s expert and granted summary judgment to the defen-
dants. The court found the event study by the plaintiff’s expert to be deficient in four ways: 
the selection of event dates, the overuse of dummy variables, the failure to exclude events 
that included previously disclosed information and the failure to control for confounding 
factors. The plaintiffs appealed. 

Daubert Standard for Expert Testimony

The decision to admit expert testimony is guided by Daubert v. Merrell Dow Pharm., 
Inc., 509 U.S. 579 (1993). Under Daubert and Federal Rule of Evidence 702, the trial judge 
makes the initial determination regarding the appropriateness of expert testimony based on 
factors such as “(1) whether the theory or technique can be and has been tested; (2) whether 
the technique has been subject to peer review and publication; (3) the technique’s known 
or potential rate of error; and (4) the level of the theory or technique’s acceptance with the 
relevant discipline.”

As applied to loss causation, the court acknowledged that an event study using multiple 
regression analysis is not only appropriate but is the “preferred” method. The purpose of 
an event study is to “determine[] the extent to which the changes in the price of a security 
results from events such as disclosure of negative information about a company, and the 
extent to which those changes result from other factors.” In isolating company-specific 
news from market-wide information, the expert uses a baseline period to determine the 
firm’s “normal” response to market news, and then uses this to predict reactions to market 
information. 

The expert then compares this predicted return with the actual return in the event window in order to 

determine the probability that an abnormal return of that magnitude could have occurred by chance. If 

this probability is small enough, the expert can reject the hypothesis that normal market fluctuations, as 

opposed to company-specific events, can explain the movement in share price.

The issue in this case is whether the event study was conducted appropriately, and the 
district court’s decision is subject to an abuse of discretion standard. 

Selection of Event Dates

The first issue regarding the event study centered on the selection of event dates. The 
court noted that the expert “certainly did not rely on the shareholders’ complaint” in se-
lecting the event dates, which left the court “guessing as to how he chose the fifty-seven 
dates included in his study.” The court concluded that the “complete disconnect between 
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the event study and the complaint nullifies the usefulness” of the study and that “the event 
study is more concerned with simply identifying abnormal market movement than in sup-
porting the shareholders’ causation allegations.”

The plaintiffs argued that the district court had “interposed itself as a fact-finder” in 
making a similar determination. The First Circuit disagreed, noting that allowing expert 
testimony based on inappropriate event dates was precluded by Rule 702 because it did 
nothing to “help the trier of fact to understand the evidence or to determine a fact in is-
sue.” Thus, the selection of event dates was inappropriate and pointed toward excluding 
the testimony.

Overuse of Dummy Variables

The second issue was based on the use of “dummy” variables by the plaintiffs’ expert. 
Dummy variables can take on the value of zero or one, depending on the absence (zero) or 
presence (one) of a particular event or characteristic. In this case, the plaintiffs’ expert used 
dummy variables to exclude days with material news about AOL during the initial baseline 
period of the event study. This technique was intended “to isolate the effect of the general 
market conditions on AOL’s stock price.” The district court had found this technique im-
proper as applied in this case because the expert “excluded 211 of the 388 dates in the study 
period” as material news days. The First Circuit was not convinced that the district court 
had made the correct decision on this element, noting that the mere number of days was 
not determinative. 

The defendants also argued that the technique could not be replicated because the 
plaintiffs’ expert had changed the number of material news days from his prior event stud-
ies. However, the court did not think this was accurate because replication “would not be a 
difficult task, since [the expert] has provided all of the necessary guidelines to recreate his 
event study.” The mere fact that it differed from his prior studies was not determinative. 
However, the court decided that the issue did not need to be resolved based on its decision 
regarding the other contested elements.

Prior Disclosures

The third issue was that the plaintiffs’ expert included event days that contained news 
that had previously been made public. Under the efficient market theory, market prices 
quickly incorporate public information. This implies that disclosures that contain informa-
tion that was previously made public should not affect market prices. The plaintiffs argued 
that the event dates were not limited to recycled information, but “included new informa-
tion that was not contained in the original disclosures.” 
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The court disagreed, holding 

that while the disclosures made on the event dates did not merely parrot previously released information, 

they did no more than to provide gloss on public information, and thus permitted the district court to find 

that they would not have moved AOL’s share price in an efficient market. 

As an example, the court noted that the expert had included as an event day the release of 
a report by Lehman Brothers. The report included a downgrade of AOL, but was based on 
previously disclosed information. The court stated: “That Lehman Brothers reconsidered 
its initial appraisal of AOL’s business, or lost confidence in AOL from one month to the 
next, does not demonstrate corrective information entering the market.” The court decided 
that this element also pointed toward exclusion of the testimony.

Confounding Factors

The final contested issue dealt with the presence of confounding factors on event dates. 
The court noted that the prominence of the AOL-Time Warner merger made the exclusion 
of other factors a challenge. However, the court held that the expert “did not establish any 
reliable means of addressing this problem. Instead, he seemingly made a judgment call as 
to confounding information without any methodological underpinning.” The court thus 
decided that such “a subjective analysis without any methodological constraints does not 
satisfy” the Daubert standard and decided that this element also pointed toward exclusion.

Decision

The plaintiffs made a final argument that “five ‘key disclosures’…should survive the 
district court’s order.” The court again disagreed, noting that “The district court did not 
abuse its discretion in treating the entire event study as inadmissible given the overwhelm-
ing imbalance between unreliable and reliable dates. The burden of proof falls on the party 
introducing expert testimony.” Based on the weight of the factors, the First Circuit agreed 
with the district court that the expert testimony should be excluded and that the grant of 
summary judgment against the plaintiffs was proper because loss causation could not be 
established.

*   *   *
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MATERIALITY; SCIENTER; REFORM ACT

Tabak v. Canadian Solar Inc., No. 13-1681-cv (2d Cir. Dec. 20, 2014)

Second Circuit Affirms Dismissal of Claims Based on  
Failure To Adequately Plead Materiality and Scienter

In a summary order, the Second Circuit affirmed the dismissal of Exchange Act claims 
against Canadian Solar Inc. (CSI) and two of its officers. The complaint failed to adequate-
ly plead materiality from a quantitative perspective because the alleged revenue misstate-
ment amounted to only 2.7% of quarterly revenue and 0.9% of annual revenue. Materiality 
was also lacking from a qualitative perspective because the alleged misstatement did not 
prevent a revenue decline on a year-to-year basis and the importance of the revenue to a 
subsequent stock offering was not clear. In addition, scienter was not adequately pled be-
cause the plaintiffs identified only general motivations (such as paying off debt and avoid-
ing economic dilution in the stock offering) rather than any concrete, personal benefit to 
an insider. 

Background

 The court provided only a brief recitation of relevant facts from the complaint and 
district court decision. CSI experienced poor performance in the third quarter of 2009. The 
firm recorded approximately $5.76 million in revenue from an alleged sham transaction 
with Sun Valley, representing “only 2.7% of CSI’s total 3Q2009 revenue and just 0.9% of 
CSI’s total 2009 revenue.” Even with the transaction, CSI’s revenue was down more than 
15% year-to-year in that quarter. Shortly after the end of the third quarter, CSI issued stock. 
The plaintiffs also allege that CSI engaged in sham transactions in the fourth quarter of 
2009 based on a later restatement of $21 million in revenue for that quarter.

The plaintiffs filed suit, alleging violations of Sections 10(b) and 20(a) of the Exchange 
Act and Rule 10b-5, in October 2009 against CSI and two officers. The amended complaint 
was dismissed with prejudice by the district court in March 2013. The district court found 
that the complaint did not properly allege a material misstatement, scienter or loss causa-
tion. This appeal followed, and the second circuit order dealt with only materiality and 
scienter.

Material Misstatement

The primary allegations are based on the 2009 third-quarter financial reporting of the 
Sun Valley transaction. The court held that even if the transaction was a sham, it was not 
material under Basic based on the small percentage of firm revenue it represented. In other 
words, a reasonable shareholder would not have considered the transaction important. 
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The court first based its materiality determination on quantitative guidance from the 
SEC “that ‘a numerical threshold, such as 5%, may provide the basis for a preliminary 
assumption that…a deviation of less than the specified percentage with respect to a par-
ticular item on the registrant’s financial statements is unlikely to be material.’” Given that 
the transaction represented less than 3% of quarterly revenue, and less than 1% of annual 
revenue, the court found the transaction quantitatively immaterial.

The court also considered qualitative factors argued by the plaintiffs. First, the plain-
tiffs argued “that the percentage of revenue should be analyzed in relation to the ‘America’ 
region.” However, “[p]laintiffs have failed to plead any reason why a reasonable investor 
would consider revenue from this one region standing alone material when making an 
investment decision.” Second, the plaintiffs argued that CSI recorded the transaction “to 
hide a downward trend.” However, the court stated this was “factually incorrect” because 
revenue was down over 15% year-to-year in the relevant quarter even with the transaction. 
Finally, the plaintiffs argued that the proximity in time to the stock offering was relevant. 
The court disagreed, stating that “Plaintiffs have not pled any facts to show that an investor 
purchasing stock from the follow-on stock offering as compared to the open market would 
find the revenue from this small sale to be material.” Thus, the court decided that the Sun 
Valley transaction was not material.

The plaintiffs also questioned CSI’s financial reporting in the fourth quarter of 2009, 
which was later restated to reduce revenue by $21 million. The court, however, stated that 
the “allegations are wholly conclusory with respect to alleging fraud because they do not 
specify any particulars of the alleged sham transaction or why an individual transaction 
was a sham transaction.  

Scienter

The court also examined whether the complaint met the Reform Act’s requirements 
with respect to pleading scienter with particularity. Specifically, the court examined the 
complaint under the “motive and opportunity” test and again found the complaint deficient. 
First, the court stated that the complaint did not adequately plead motive because the only 
alleged motive was that “CSI had short term loans coming due and had no available means 
to pay down those loans other than by issuing more stock.” The court held that this failed 
to “sufficiently allege a concrete and personal benefit to establish scienter” in that it was “a 
goal ‘possessed by virtually all corporate insiders.’” 

Further, the court stated that the “Plaintiffs do not allege that absent reporting the Sun 
Valley revenue CSI would have been unable to complete the stock offering or that the pos-
sible drop in stock price would deflate the stock offering such that CSI would have been 
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unable to raise enough funds to pay down its short term debt.” Similarly, the court held that 
the allegation that the officers of CSI wanted to avoid economic dilution was insufficient to 
plead scienter as such a claim was again a “general motivation.”

The court also held that plaintiffs did not adequately allege recklessness, as such plead-
ing would need very strong circumstantial evidence given that motive was not adequately 
pled.

*   *   *

DEMAND FUTILITY; SHAREHOLDER CLAIM

Freedman v. Redstone, No. 13-3372 (3d Cir. May 30, 2014)

Third Circuit Holds Shareholder Failed To Establish Demand Futility  
in Suit Alleging Misconduct Caused Board To Award Top Executives  

Over $36 Million in Excess Compensation

A shareholder claiming that the board failed to comply with terms of a shareholder-ap-
proved 2007 incentive compensation plan, using subjective factors and thereby destroying 
the basis for tax deductibility, failed to make a pre-suit demand on the board. Upholding 
the dismissal of the plaintiff’s derivative claim, the Third Circuit ruled that the plaintiff 
had failed to establish demand futility by failing to raise a reasonable doubt that the direc-
tors were disinterested and independent, or that the transaction was the product of a valid 
exercise of business judgment.

The court determined that the plaintiff had failed to establish that an 11th board member 
was not independent (the other 10 members were equally divided between those who were 
independent and those who were not). The court rejected the plaintiff’s contention that, be-
cause a New York court had determined in 2006 that the director was not independent, the 
appellees were collaterally estopped from relitigating the issue. “In demand futility cases, a 
prior ruling on a director’s independence does not necessarily apply in a future proceeding 
addressing the same topic.” Here, the issues were not identical with those considered by the 
New York court. Moreover, 7 years had elapsed, and it could not be assumed that the rela-
tionship between the director and the board chairman had remained static over those years.

With regard to the business judgment rule, the court said a plaintiff had “a particularly 
heavy burden … where, as here, a majority of independent, non-management directors ap-
proved the transaction.” Although the plaintiff contended the Compensation Committee’s 
actions fell outside the rule because they violated the terms of the 2007 plan, the plaintiff’s 
complaint was lacking particularized allegations regarding violations of that plan. While 
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the plaintiff may disagree over the board’s decision to award substantial short-term incen-
tive compensation, the board did not exceed its powers under Delaware law, and a court 
could not second-guess its exercise of business judgment.

Finally, the court upheld the dismissal of the plaintiff’s direct claim asserting that the 
shareholder vote to approve the 2012 compensation plan was invalid because it did not 
include shareholders holding non-voting stock. The court found no evidence that Congress 
in providing for the possible tax deductibility of otherwise nondeductible executive com-
pensation to preempt Delaware Corporation law.

Background

In May 2007, the shareholders of Viacom, Inc., approved a Senior Executive Short-
Term Incentive Plan. The plan capped awards of incentive compensation, limiting each ex-
ecutive’s eligibility for awards to the lesser of eight times salary, or $51.2 million per year.

Because these bonuses vastly exceed the Tax Code’s $1 million threshold for tax de-
ductibility, the plan, to ensure that the awards were tax deductible, tied awards to the spe-
cific, objective goals relating to the company’s financial performance. The plan directed 
the Board’s Compensation Committee to establish a performance period, designate which 
executives would participate, select which performance goals to use from a list included 
in the plan, and set a performance target within each goal. At the end of the period, the 
Committee was to certify whether the targets had been achieved in the manner required by 
26 U.S.C. § 162(m).

The Committee allegedly failed to comply with the procedure. In addition to the objec-
tive measures drawn from the plan, the Committee allegedly used subjective, non-financial 
qualitative factors to determine 20% of the bonus awarded to each executive. This alleg-
edly resulted in excess awards totaling over $36.6 million.

The plaintiff asserted both a derivative claim and a direct claim against the all 11 Board 
members. The derivative claim alleged that the Board wrongfully had authorized exces-
sive compensation, and this was an act of disloyalty and waste, and unjustly enriched the 
recipients. The direct claim asserted that the March 2012 shareholder vote (IRS regulations 
required a vote every five years) violated Section 162(m) because Class B shareholders 
could not participate. The plaintiff sought more than $36 million in damages, injunctive 
relief preventing enforcement of the 2012 plan, and a new vote that would include Class B 
shareholders.

The defendants moved to dismiss. The district court, dismissing the derivative claim, 
held that the plaintiff had failed to show that a pre-suit demand on Viacom would have 
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been futile, and had not sufficiently alleged facts that created a reasonable doubt that the 
Board took its challenged actions after its valid exercise of business judgment. Dismissing 
the direct claim, the court rejected the plaintiff’s argument that Section 162(m) preempted 
Delaware corporation law with respect to shareholder approval of the compensation plan.

Demand Futility

Before suing, a shareholder had to make a pre-suit demand on the board to provide an 
opportunity for the board to bring suit on behalf of the corporation. The decision whether 
to bring a suit was a decision concerning the management of the corporation and therefore 
was the responsibility of the directors.

A court may excuse a plaintiff from the demand requirement if the demand would have 
been futile because the board could not make an independent decision on bringing a suit. 
In general, directors were entitled to a presumption that they were faithful to their fiduciary 
duties. To meet its burden, a plaintiff had to allege facts creating reasonable doubt that ei-
ther the directors were disinterested and independent or that the challenged transaction was 
the product of a valid business judgment.

Independence of Directors

The parties agreed that 5 of the directors were independent, and 5 were not. Hence, 
the question of independence turned on whether the 11th director, Alan Greenberg, was 
independent. While Viacom classified the director as independent under its Corporate 
Governance Guidelines and NASDAQ listing standards, Greenberg allegedly was not in-
dependent because he was a long-time close personal friend and advisor to board chairman 
Sumner Redstone.

The plaintiff relied on a 2006 New York trial court finding in In re Viacom Inc. 
Shareholder Derivative Litigation, No. 602527/05 (Sup. Ct. Jun. 26, 2005) that Greenberg 
was not independent, and the appellees were precluded from relitigating the issue by col-
lateral estoppel. But in demand futility cases, a prior ruling on a director’s independence 
did not necessarily apply in a future proceeding addressing the same topic. The issue con-
cerned a possibly fluid relationship.

The plaintiff failed to carry his burden to show that the present issue was identical 
to the issue decided by the New York court. The previous derivative action alleged that 
the board breached its fiduciary duty by approving excessive compensation packages to 
three executives, including Redstone, and Greenberg was one of the board members ap-
proving the compensation. Based on allegations that Greenberg had advised Redstone in 
his personal affairs in two large acquisitions, provided services and continued to provide 
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services to Viacom, the court concluded that the plaintiffs had made a reasonable claim that 
Greenberg was interested. The court said that the financial benefits Greenberg had received 
or potentially would receive as a result of his relationship with Redstone created an imper-
missible taint of interest.

Here, the issues were not identical. First, there were no allegations regarding specific 
transactions in which Greenberg participated, and no claim that Greenberg had received 
or could receive financial benefits from Redstone that could taint his independent view of 
the executive compensation plan. Second, seven years had elapsed, and it would be inap-
propriate to assume that the relationship between Redstone and Greenberg remained static 
for 7 years.

The earlier case relied on Greenberg’s involvement with Bear Stearns in specific 
transactions involving Viacom and Redstone in the 1990s and early 2000s. But by 2012, 
Bear Stearns no longer existed, and Greenberg had become a non-executive officer at 
JPMorgan Chase, the firm that acquired Bear Stearns. JPMorgan Chase’s business deal-
ings with Viacom were limited, and there were no allegations that Greenberg has been 
involved in any specific transactions with Redstone or Viacom, or that he continued to be 
Redstone’s investment banker. There were no specific allegations suggesting that Redstone 
and Greenberg continued to have a relationship conveying what the Viacom court called 
the “taint of interest.”

Collateral estoppel with respect to Greenberg’s independence was the only ground on 
which the plaintiff challenged the Board’s independence. Hence, the district court correctly 
held that demand was not excused.

Business Judgment

Because the plaintiff failed to prove that the board was not independent, he had the 
heavy burden of establishing a reasonable doubt that its decisions were the product of a 
valid exercise of business judgment. The business judgment rule protected corporate man-
agers from judicial interference with their informed, good faith business decisions.

Courts presumed the rule applied, and that the directors acted on an informed basis, 
in good faith, and in the honest belief that the action taken was in the best interests of the 
company. A plaintiff had a particularly heavy burden to overcome the presumption when, 
as here, a majority of independent, non-management directors approved the transaction.

The plaintiff contended that the Compensation Committee’s actions fell outside 
the protection of the business judgment rule because its actions violated the 2007 plan. 
According to the plaintiff, the Committee used subjective factors to calculate the compen-
sation awards, contrary to the plan.
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The plaintiff was correct that in certain circumstances transactions that violated stock-
holder-approved plans may not be protected by the business judgment rule, and hence such 
circumstances may excuse a plaintiff’s failure to make a demand on the board. But the key 
to such cases—and missing from the plaintiff’s complaint—were particularized allegations 
regarding violations of the plan.

Because the objective performance targets were met in all of the years at issue, the 
Committee was authorized to award the maximum amount provided in the plan (the lesser 
of $51.2 million or eight times base salary), or to adjust this amount downward and award 
less. According to both the 2012 Proxy Statement and appellees, the Committee did use 
subjective factors in determining each executive’s compensation, but only to adjust the 
award downward, which both the 2007 Plan and Section 162(m) permitted.

Contrary to the plaintiff’s position, the Committee did not use subjective discretion to 
adjust the awards upward. According to the 2007 Plan, the only limitations on short-term 
executive compensation were that (1) it only may be awarded based on objective perfor-
mance targets established by the Committee; (2) if the target was not met, compensation 
could not be awarded; and (3) if the target was met, the award could not exceed the maxi-
mum authorized amounts. The allegations did not suggest that any of these provisions were 
violated, and the 2012 proxy statement supported appellees’ position that the Committee 
followed the Plan in awarding short-term compensation.

To the extent that the Committee did use subjective factors, the plaintiff failed to ex-
plain why the Committee was not entitled to the protection of the business judgment rule. 
The 2007 Plan authorized the Committee to use subjective factors. As a general matter, a 
board’s decision on executive compensation was entitled to great deference and the size 
and structure of executive compensation were inherently matters of judgment. Moreover, 
the Delaware Supreme Court has held that a board did not have a duty to preserve tax de-
ductibility under Section 162(m).

Although the plaintiff may disagree with the board’s decision to award Viacom ex-
ecutives substantial short-term incentive compensation, the board, acting through the 
Committee, did not exceed its powers under Delaware law, and a court could not second-
guess its exercise of its business judgment. The plaintiff was obligated to make a pre-suit 
demand and failed to do so.

Direct Claim

The plaintiff also alleged that the vote to approve the 2012 plan was invalid because it 
did not include the Class B stockholders. But contrary to the plaintiff’s argument, Section 
162(m) did not create shareholder voting rights, nor did it preempt long established 
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Delaware law allowing corporations to issue non-voting shares. The plaintiff purchased 
only non-voting shares; he could not now use federal tax law as a backdoor through which 
to obtain rights that as a shareholder he did not possess.

Section 162(m) was one subsection of a Tax Code provision listing the items a taxpayer 
may deduct as business expenses. Its restriction on the deductibility of employee com-
pensation did not apply to qualified performance-based compensation when the material 
terms under which it was paid were disclosed to shareholders and approved in a separate 
shareholder vote. Section 162(m) did not mention voting rights or the mechanics of voting, 
or include any language that even hinted that Congress intended to require a corporation to 
provide for voting rights of any kind.

Delaware law granted corporations the right to issue stock with limitations, including 
limitations on voting rights. Viacom’s certificate of incorporation provided for two types of 
shares, Class A and Class B. While each Class A share was entitled to one vote, holders of 
Class B stock were not entitled to any votes on questions presented to stockholders. Thus, 
Viacom was exercising its authority under Delaware law when it issued non-voting shares 
and excluded holders of those shares from voting on the 2012 plan.

Contrary to the plaintiff’s assertion, federal tax law did not preempt Delaware law with 
respect to voting. There was a presumption against preemption, which was heightened in 
areas traditionally occupied by the states, such as corporate law, including the authority to 
define the voting rights of shareholders.

The plaintiff argued that Section 162(m) preempted Delaware law under two theories: 
(1) Congress has occupied the field; and (2) the federal and Delaware laws were in conflict, 
making it impossible for a corporation to comply with both. Neither argument had merit.

With regard to field preemption, the Tax Code’s occupation of the field of federal taxa-
tion did not include the field of corporate governance and shareholder rights—matters only 
tangentially related to tax questions. 

The conflict preemption theory fared no better. Conflict preemption allowed federal 
law to override state law if it was impossible for a person to comply with both federal and 
state law, or if state law erected an obstacle to the accomplishment and execution of the full 
purposes and objectives of Congress. Although the plaintiff pointed to a House Conference 
Report that addressed Section 162(m), it could not be seen how this piece of legislative 
history was evidence that Congress intended to enfranchise non-voting shareholders.

The plaintiff also pointed to regulations associated with other tax provisions that ex-
pressly mentioned “voting stock” when discussing shareholder approval. The plaintiff 
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viewed the absence of such language in Section 162(m) as an indication that Congress 
meant for non-voting stockholders to have a vote.

Again, this missed the mark. First, he did not cite the regulations’ prefatory language: 
“If the applicable state law does not prescribe a method and degree of stockholder approval 
….” These regulations emphasized that Congress did not intend the federal tax code to 
displace existing state law, and that Congress intended to supplement state law only if state 
law had not provided a mechanism for approving a particular plan. Second, it was hard to 
see how the omission of a particular phrase in implementing regulations indicated a clear 
and manifest intent to include something in the statutory language.

All the evidence indicated that Congress did not intend Section 162(m) to confer vot-
ing rights on non-voting shareholder or that it even considered that possibility. Section 
162(m) was nothing more than what it purported to be—a statute providing corporations 
with a mechanism by which certain otherwise excess nondeductible executive compensa-
tion could become deductible.

*   *   *

RICO; SECURITIES FRAUD; PSLRA BAR

Licht v. Watson, No. 13-14249 (11th Cir. May 22, 2014) (unpub.)

Eleventh Circuit Holds Securities Fraud Claims Properly Dismissed for Failure  
To Plead Plaintiff Was Purchaser or Seller; RICO Claims  

Properly Dismissed As Barred By PSLRA

A corporate officer and shareholder who claimed the defendants had engaged in a 
“pump-and-dump” scheme using the company’s stock was unable to properly allege claims 
under the federal securities laws or RICO. Upholding the dismissal of the complaint, the 
Eleventh Circuit held that the securities law claims were properly dismissed because the 
plaintiff had failed to plead that he was a purchaser or seller of the securities in connection 
with the defendants’ actions. The court rejected the plaintiff’s assertion he had standing be-
cause he could show a causal connection between the securities law violations and his loss.

Ruling that the RICO claims had been properly dismissed, the court ruled that the al-
leged pump-and-dump scheme was actionable as fraud in the purchase or sale of securities. 
Hence, the claims were subject to the PSLRA bar of Section 1964(c).

The court determined that the district court had properly dismissed the complaint 
without leave to amend. Prior to dismissal of the securities law claims, the plaintiff never 
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sought leave to amend his pleadings to cure the defect that he had failed to plead he was 
a purchaser or seller of securities. Rather he argued for a more expansive legal standard 
that would confer standing on him. As for the RICO claims, amendment likewise would be 
futile because the heart of his complaint was a scheme that was actionable as fraud in the 
purchase or sale of securities.

Background

Between 2008 and 2011, the defendants orchestrated a “pump-and-dump” scheme us-
ing the stock of Simulated Environment Concepts, Inc. Simulated allegedly was fraudu-
lently induced to issue large quantities of heavily discounted stock to the defendants. The 
defendants then began a public relations campaign to “pump” up the value of the stock, 
only to “dump” the stock soon afterwards by unexpectedly selling off their stock.

The sell-off caused prices to plummet, thereby harming shareholders, such as the plain-
tiff, Allen Licht, who was Simulated’s managing director and chief operations officer. He 
filed a complaint alleging violations of the federal securities laws, RICO, and various state 
laws.

The district court dismissed the claims under the Securities Act of 1933, the Securities 
Exchange Act, and Rule 10b-5 for lack of subject matter jurisdiction. The court dismissed 
the RICO claims as barred by the Private Securities Litigation Reform Act (PSLRA). The 
court declined to exercise supplemental jurisdiction over the state law claims.

Federal Securities Law Claims

In an unpublished per curiam opinion, the Eleventh Circuit noted that the district court 
dismissed the federal securities law claims for lack of subject matter jurisdiction because 
the plaintiff failed to allege he was a buyer or seller of Simulated securities in connection 
with the defendants’ actions. The plaintiff asserted that he had standing to pursue the claims 
because he was a corporate officer and lawful owner of Simulated stock. He also argued 
that the buyer-seller requirement did not preclude relief if the plaintiff could establish a 
causal connection between the violations and his loss.

The plaintiffs’ arguments conflicted with the longstanding rule that only purchasers 
and sellers of securities could invoke subject matter jurisdiction under Section 10(b) of 
the Securities Exchange Act, Rule 10b-5, and Section 12 of the Securities Act. In Blue 
Chip Stamps v. Manor Drug Stores, 421 U.S. 723 (1975), for example, the Supreme Court 
observed that Section 10(b) prohibited certain “manipulative or deceptive” conduct “in 
connection with the purchase or sale of any security.” As a result, the Court endorsed the 
standing rule created by Birnbaum v. Newport Steel Corp., 193 F.2d 461 (2d Cir. 1952) that 
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permitted only purchasers and sells, and those with contracts for purchase or sale, to sue 
under Section 10(b) and Rule 10b-5.

The Supreme Court adopted this rule even though it would exclude three principal cat-
egories of plaintiffs from bringing claims: (1) people who did not purchase stock as a result 
of the defendants’ conduct; (2) people who did not sell stock as a result of the defendants’ 
conduct; and (3) “shareholders, creditors, and perhaps others related to an issuer who suf-
fered loss in the value of their investment.”

Likewise, Section 12 imposed civil liability on any person who “offers or sells a se-
curity” by means of a misleading prospectus or oral communication. The seller’s liability 
was limited “to the person purchasing such security,” and therefore only a person who 
purchased securities from the defendant had standing to sue under Section 12.

Given these well established standing requirements, the district court properly conclud-
ed that the plaintiff lacked standing. While it may be true that the defendants harmed the 
plaintiff in his capacity as a Simulated officer and owner of company stock, he could not 
invoke subject matter jurisdiction unless he alleged he was a purchaser or seller of stock in 
connection with the defendants’ conduct.

Nor did it make a difference that the plaintiff could establish a direct causal connec-
tion between his losses and the defendants’ actions. In Financial Security Assurance, Inc. 
v. Stephens, Inc., 500 F.3d 1276 (11th Cir. 2007), the court rejected the argument that the 
purchaser-seller requirement “entail[s] a functional, and not a formal, inquiry.” If it were 
otherwise, the standing rules would be “subject to endless case-by-case erosion by courts 
employing a functional analysis.”

In citing the “forced seller doctrine,” the plaintiff mistakenly claimed the doctrine al-
lowed investors to sue as long as the nature of their interest in a security was fundamentally 
changed as a result of the fraudulent scheme. It was not necessary to consider the argument 
because it was raised for the first time on appeal, but, in any event, the doctrine was not as 
broad as the plaintiff suggested.

The forced seller doctrine referred to a shareholder who, due to a merger, as a practical 
matter had to eventually become a party to a “sale.” Shareholders were treated as forced 
sellers in these post-merger situations because the nature of the shareholder’s investment 
had been fundamentally changed from an interest in a going enterprise into a right solely to 
a payment of money for his shares. Here, the plaintiff could not benefit from the doctrine 
because he has not alleged any merger, nor has he alleged that he was being forced to sell 
his stock as a result of any merger.
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RICO Claims

The plaintiff argued that the district court mistakenly viewed his RICO claims as predi-
cated on acts of securities fraud instead of a complex scheme based on a variety of different 
acts. He also argued that his RICO claims did not rely on securities fraud but rather the 
defendants’ inflated marketing campaigns, press releases, interviews, false valuations, and 
activity reports.

The PSLRA provided that “no person may rely upon any conduct that would have been 
actionable as fraud in the purchase or sale of securities to establish a violation” of RICO, 
unless the person who committed the fraud has been criminally convicted. Courts have ap-
plied the RICO bar in Section 1964(c) broadly, regardless of whether the plaintiff explicitly 
relied on securities fraud as a predicate or even had standing to pursue a securities fraud 
claim.

The district court properly dismissed the RICO claims because they were based on 
securities fraud predicates. The claims alleged that the defendants “engaged in ‘racketeer-
ing activity’ by actively participating, among others, in the activity of ‘fraud in the sale of 
securities.’” Although the plaintiff alleged that the defendants also engaged in mail and 
wire fraud, this conduct was in furtherance of the defendants’ overarching scheme to com-
mit securities fraud.

Leave To Amend

Arguing that the district court erred in dismissing his complaint without leave to amend, 
the plaintiff asserted his pleadings were to be liberally construed because he was a pro se 
litigant. He also contended it still could allege a set of facts that would entitle him to relief.

The district court properly dismissed the plaintiff’s claims with prejudice. The court 
correctly dismissed the securities law claims because the plaintiff failed to allege that he 
was a purchaser or seller of securities. Prior to dismissal, the plaintiff never sought leave 
to amend his pleadings to cure this defect. Even now, the plaintiff did not argue he was 
a purchaser or seller in connection with the defendants’ conduct. Instead, he argued for a 
more expansive legal standard that would confer standing on him as a corporate officer and 
shareholder who was harmed by the defendants’ conduct. Based on the record, it could not 
be said that the district court abused its discretion in denying leave to amend these claims.

The court also properly found that amendment of the RICO claims would be futile 
because the heart of his complaint was a pump-and-dump scheme that was “actionable as 
fraud in the purchase or sale of securities” under Section 1964(c). The plaintiff did not file 
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any motion suggesting he would be able to allege any predicates that would not be barred 
by the PSLRA.

Dismissal As Against All Defendants

The plaintiff argued that the district court erred in dismissing claims against defendants 
who had not moved to dismiss. But the plaintiff’s failure to allege he was a purchaser or 
seller of securities meant he could not invoke the court’s subject matter jurisdiction under 
the federal securities laws. Hence, the court was required to dismiss the claims regardless 
of which defendants had moved to dismiss.

As for the RICO claims, the district court’s actions constituted a dismissal of the non-
movant defendants on its own motion for failure to state a claim. A district court could 
dismiss an action on its own motion as long as the procedure was fair. To employ fair pro-
cedure, the court generally had to provide the plaintiff with notice of its intent to dismiss 
or an opportunity to respond.

The district court employed a fair procedure because the plaintiff had a full and fair op-
portunity to argue his claims were not barred by the PSLRA. Indeed, the plaintiff pressed 
this argument in response to the motions to dismiss. Therefore, there was no error.

*   *   *

DERIVATIVE ACTION DISCOVERY

Steinberg v. Mozilo, 14 Civ. 2023 (ALC) (GWG) (S.D. N.Y. June 6, 2014)

Magistrate Judge in Southern District of New York Denies  
Derivative Plaintiff’s Request for Discovery

Magistrate Judge Gabriel Gorenstein of the United States District Court for the Southern 
District of New York denied a derivative plaintiff’s request for discovery on June 6, 2014.  
The opinion affirms the rule that a derivative plaintiff is not entitled to take discovery prior 
to a decision on a Rule 23.1 motion.  

Background

In September 2013, plaintiff Chaile Steinberg sent a litigation demand to the Board of 
Bank of America, requesting that the Board institute legal proceedings against former ex-
ecutives of Countrywide Financial Corporation.  After not receiving a definitive response, 
Steinberg filed a derivative suit on March 21, 2014 claiming that by failing to make a deci-
sion regarding her demand, the Board effectively refused it.  Plaintiff’s complaint asserted 
claims against the former Countrywide executives as well as against Bank of America 
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Board members.  The claims against the Board members were based solely on their failure 
to institute litigation.  On March 25, 2014, Steinberg received a letter from the Board stat-
ing that her demand had been refused.

Steinberg sought discovery into the Board’s denial of her litigation demand, but the 
Board did not produce documents in response to her request.  As a result, Steinberg peti-
tioned the court to grant her discovery request on the theory that defendants would raise 
matters outside the pleadings to support their anticipated motion to dismissed, and there-
fore she would need access to certain information to respond to the motion.

Analysis

The court held that Steinberg’s request was premature and she was not entitled to dis-
covery to determine whether she could plead a valid claim.  In addition, derivative plain-
tiffs are not entitled to discovery to assist their compliance with Federal Rule of Civil 
Procedure 23.1, which sets forth the requirements for pleading derivative claims.  

However, the court held that if the defendants introduced evidence outside of the plead-
ings in their Rule 23.1 motion to dismiss, the motion would convert into a motion for sum-
mary judgment and the plaintiff could then request discovery under Federal Rule of Civil 
Procedure 56(d)(2) (“If a nonmovant shows by affidavit or declaration that, for specified 
reasons, it cannot present facts essential to justify its opposition, the court may . . . allow 
time to obtain affidavits or declarations or to take discovery.”).  The court held that because 
defendants had not yet filed their motion to dismiss, plaintiff’s request for discovery was 
premature, and the court therefore denied the request.  The court noted that its order should 
not be read as concluding that Steinberg would ultimately be allowed to conduct discovery, 
pointing out that other factors, including substantive requirements of Delaware law, may 
impact her entitlement to discovery.

*   *   *
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MOTION FOR SUMMARY JUDGMENT; MATERIAL MISREPRESENTATION; OMISSION; 

SCIENTER; RULE 10b-5; SECTION 10(b); SECTION 20(a); SECTION 17(a); INVESTMENT 

ADVISORS ACT; DEFAULT; MORTGAGE-BACKED SECURITIES; COLLATERALIZED 

MORTGAGE OBLIGATION 

SEC v. ABS Manager, LLC, No. 13-CV-319-GPC (BGS) (S.D. Cal. June 11, 2014)

California District Court Denies SEC’s Motion for Summary Judgment, and  
Grants Defendants’ Motion for Partial Summary Judgment and  

Motion To Set Aside Default

On June 11, 2014, Honorable Gonzalo P. Curiel of the United States District Court 
for the Southern District of California denied the Securities and Exchange Commission’s 
(SEC) motion for summary judgment, and granted defendants’ motion for partial summary 
judgment and motion to set aside default.   The decision is noteworthy because the court 
outlines in detail the legal standard for motions for summary judgment involving the anti-
fraud provisions of securities laws, including Section 10(b) of the Securities Exchange Act 
of 1934 (Exchange Act), Section 20(a) of the Exchange Act, Sections 17(a)(1)-(3) of the 
Securities Act of 1933 (Securities Act) and Rule 10b-5.  The decision also contains a de-
tailed analysis of the factors courts consider in setting aside an entry of default.

Background

Plaintiff, the SEC, filed a complaint against Defendants ABS Manager, LLC (ABS) and 
George Charles Cody Price  (collectively, “Defendants”) alleging violations of Sections 
10(b) and 20(a)  of the Exchange Act, Sections 17(a)(1)-(3) of the Securities Act, Rule 10b-
5, and Sections 206(1) and 206(2) of the Investment Advisers Act of 1940 (Advisers Act).  

ABS was formed by Price in March 2009, and is a firm that invested in and managed 
certain funds.  Price is ABS’s sole member, and serves as its President and Chief Executive 
Officer.  From 2009 to June 2014, 35 individuals invested about $20 million in three funds 
managed by Defendants.  These funds used investor capital to obtain U.S. government 
issued agency interest only (IO) collateralized mortgage obligations (CMO) that were pur-
chased through brokerage accounts maintained by the funds.  Investors in the funds re-
ceived membership units or monthly interest payments that accumulated in accounts for 
the funds in which they invested.  ABS distributed these accumulated monthly interest 
payments to the investors.

The ABS-managed funds primarily invested in mortgage-backed securities (MBS) 
called Agency IO and inverse IO CMOs.  MBS are bonds whose payments are secured by 
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the principal and interest payments made by borrowers in a collection, or pool, of mort-
gages.  MBS can be either “Agency” or “Non-Agency” securities, with the distinction that 
an Agency MBS is a government-backed instrument (often by Ginnie Mae, Fannie Mae, or 
Freddie Mac).  Agency CMOs were created from MBSs that redirect the principal and in-
terest cash flows from a pool of similar mortgage pass-throughs into a different and newly 
created set of bond classes or tranches. 

An IO CMO is a security in which investors receive only interest payments, and an 
inverse IO is a CMO tranche that pays only interest and with a coupon that resets monthly 
according to an inverse-type formula.  

Motion for Summary Judgment

The SEC moved for summary judgment on various anti-fraud provisions of the 
Securities Act and Exchange Act. 

Material Misrepresentation or Omission of Fact

The SEC alleged that Defendants violated the anti-fraud provisions of the securities 
law by misrepresenting or failing to disclose how the funds were performing, failed to 
disclose the risks of the funds’ investments, misrepresented Price’s experience with such 
investments, and misrepresented the assets under management.  After holding that under-
standing that “materiality typically cannot be determined as a matter of summary judgment 
because it depends on determining a hypothetical investor’s reaction to the alleged mis-
statement,” SEC v. Phan, 500 F.3d 898, 908 (9th Cir. 2007), the court then addressed each 
of the SEC’s arguments made in its motion for summary judgment.

a.  The Funds’ Performance

The SEC alleged that Defendants made affirmative misrepresentations and omissions 
by claiming that since 2010, one of the funds earned annual returns of 18% and another 
fund earned annual returns of 12.5%, but that these statements regarding the annual returns 
did not take into account the value of the underlying securities in the funds.  Specifically, 
the SEC proffered evidence to show that the monthly account statements sent to investors 
represented that each CMO held in the funds was individually performing at a double digit 
percentage or better, which far exceeded the single digit historical monthly return for the 
same months.  Moreover, on a radio show, Price stated that the funds had a variable return 
that started in the single digits and went all the way up into the double digits.  However, the 
SEC argued that the underlying value of many of the securities held by the funds decreased 
during this time and Defendants failed to incorporate these facts into their calculation of 
“returns.”
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In contrast, Defendants argued that the SEC failed to understand the difficulties in valu-
ing the complex securities at issue.  The SEC’s use of a third-party aggregator used in the 
industry to price securities failed to accurately value the unusual IO and inverse IO CMOs. 

The court concluded that a material issue of fact existed regarding whether there was 
a substantial likelihood that a reasonable investor would have acted differently if the al-
leged misrepresentation had not been made and the value of the underlying asset had been 
disclosed.  

b.  The Risks of the Funds’ Investment

The SEC argued that Defendants failed to disclose the true nature of the investment in 
the CMOs, and in particular, that the Funds would invest in high-risk, volatile IO and in-
verse IO CMOs.  In support of its position, the SEC presented the deposition testimony and 
email correspondence of two investors who never spoke with ABS before investing and 
believed their ABS investment was safe.  In opposition, Defendants presented declarations 
from two different investors who stated that they fully understood the type of investments 
and the risks of IOs as they were disclosed by Price.  Defendants also presented evidence 
that they provided written disclosures, such as an investor’s guide to CMOs, to investors.  
Accordingly, the court held that the declarations, testimony and written disclosures raised 
issues of disputed material facts as to whether Defendants disclosed the risks of the funds’ 
investment.

c.  Price’s Experience

The SEC alleged that Defendants affirmatively misrepresented Price’s working experi-
ence by falsely claiming that Price had worked at Goldman Sachs and was a trader at Wells 
Fargo that specialized in MBS.  Price disputed these characterizations of his work experi-
ence and provided the Court with his full background.  Moreover, the SEC and Defendants 
offered competing declarations from investors regarding whether Price’s employment his-
tory would have affected their decision to invest.  Accordingly, the court held that there was 
a material disputed fact about Price’s work experience.

d.  Assets Under Management

The SEC also alleged that Defendants overstated the assets under management.  The 
court found a material factual dispute regarding how Defendants used the term “assets 
under management.”  

Scienter

The court held that the SEC must prove that Defendants made a material misstate-
ment with an intent to deceive, not merely innocently or negligently.  Under Ninth Circuit 
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precedent, scienter may also be supported by “knowing  or reckless conduct” without a 
showing of “willful intent to defraud.”  See Vernazza v. SEC, 327 F.3d 851, 860 (9th Cir. 
2003).  

The SEC claimed that Price, as the sole manager and CEO of ABS, knew or was reck-
less in not knowing that the misrepresentations and omissions made by Defendants were 
false.  Defendants argued that Price believed his method of valuing the “returns” was cor-
rect, and a genuine issue of material fact existed as to whether his conduct was reckless.  

Accordingly, the court denied the SEC’s motion for summary judgment because there 
were material issues of fact as to whether the Defendants acted with scienter.

Adviser’s Act

The SEC also moved for summary judgment on its claims under Sections 206(1), 
206(2), and 206(4) of the Advisers Act, and the accompanying Rule 206(4)-8.  These sec-
tions prohibit investment advisers from employing any device or scheme to defraud a client 
or prospective client, or engaging in conduct that operates as a fraud or deceit upon any 
client or prospective client.  See 15 U.S.C. § 80b-6(1); 15 U.S.C. § 80b-6(2); 15 U.S.C. § 
80b-6(4); 17 C.F.R. § 275.206(4)-8.  

Defendants moved for summary judgment, arguing that they were exempt under the 
Advisers Act because an investment adviser does not include any person whose advice, 
analyses, or reports relate to no securities other than securities that are direct obligations 
of or obligations guaranteed as to principal or interest by the United States.  15 U.S.C. § 
80b-2(a)(11)(E).   

The SEC argued that Defendants were subject to the Advisers Act because they en-
gaged in the business of advising others as to the value of securities, had applied to be 
registered as an investment adviser in California, and had purchased a single, private CMO 
bond that was not issued by the United States government.  In opposition, Defendants 
argued that they provided management services as to the funds’ securities that consisted 
solely of Agency CMOs and IOs, they never represented themselves to investors as invest-
ment advisers, and they never informed investors that they would invest in private MBS.  

Because the SEC could not present any contrary evidence that Defendants informed 
investors that they would invest in private MBS, the Court denied the SEC’s motion for 
summary judgment and granted Defendants’ motion for summary judgment on this issue. 

Motion to Set Aside Default

Defendants also sought to set aside the default entered against Relief Defendants Cavan 
Private Equity Holdings, LLC and Lucky Star Events, LLC improperly paid management 
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fees from the funds.  Under Rule 55(c) of the Federal Rules of Civil Procedure, “[t]he court 
may set aside an entry of default for good cause” if the moving party meets its burden of 
showing: (1) whether the defendant engaged in culpable conduct that led to the default, (2) 
whether the defendant has a meritorious defense, and (3) whether lifting the default would 
prejudice the plaintiff.  Franchise Holding II, LLC v. Huntington Rests. Group, Inc., 375 
F.3d 922, 925 (9th Cir. 2004).     

In assessing each of those factors, the court first addressed whether the Relief Defendants 
engaged in culpable conduct.  The court found the Relief Defendants met the first factor 
because they were subject to and had been complying with the preliminary injunction the 
court issued and Price had defended the claims in the case including those involving the 
Relief Defendants. 

Next, the court determined that the Relief Defendants had a potentially meritorious 
defense.  The SEC argued that the Relief Defendants had failed to produce evidence that 
they were not in possession of investor money that was wrongly transferred to them by 
Defendants.  But the court found that there was a genuine issue of material fact as to wheth-
er Defendants had violated the securities laws in the first place on the SEC’s motion for 
summary judgment, and therefore found in favor of the Relief Defendants on this factor.

Lastly, the court assessed whether the SEC would be prejudiced by setting aside the 
default.  The court found that the SEC would not be prejudiced because the SEC had al-
ready been conducting discovery as to the Relief Defendants, and appeared to only need to 
depose one Lucky Star representative. 

Accordingly, the court granted Defendants’ motion to set aside the default entered 
against the Relief Defendants.

*   *   *

FRAUD; BANKRUPTCY; DEFINITION OF A SECURITY

In re Sato, Case No. 1:11-bk-22220 (Bankr. C.D. Cal June 18, 2014)

California Bankruptcy Court Rules That Debt for  
Fraud Is Nondischargeable By Debtor

On June 18, 2014, U.S. Bankruptcy Judge Maureen A. Tighe ruled for Plaintiff Michael 
Williams, who had brought a nondischargeability action against Debtor Rumio Sato, claim-
ing that Sato had committed fraud in soliciting his investment in a real estate development 
in 2006.  The court found that defendant Sato’s debt could not be discharged because the 
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debt had been obtained by false representations as well as fraud in connection with a secu-
rities transaction.  

Background

Plaintiff Williams met defendant Sato through Sato’s assistant, who frequented the 
same car wash as Williams.  Sato allegedly convinced Williams to invest in his real estate 
business, explaining that he had a history of purchasing properties at low cost and develop-
ing and selling them for lucrative returns.  Williams invested $150,000 in a “ready-to-go” 
project.  Sato estimated that the construction would take 9 to 10 months.

The construction ultimately took four years, and from 2007 to 2011 the market crashed 
and the property was worth much less than the secured debt on the property.  In 2011, the 
secured lender foreclosed on the property. 

Sato filed a voluntary Chapter 11 bankruptcy petition, later converted to a Chapter 7 
proceeding. Williams brought a nondischargeability action against Sato.  Williams then 
filed an adversary complaint against Sato to determine the dischargeability of plaintiff’s 
debt under 11 U.S.C. Sections 523(a)(2), (a)(4), and (a)(19).  The trial on this issue was 
held in February 2014.  

Fraud

The court found that Sato engaged in fraud in persuading Williams to invest in the real 
estate project under 11 U.S.C. Section 523(a)(2)(A).  This statute excepts from bankruptcy 
discharge any debt to the extent obtained by false pretenses, a false representation or actual 
fraud, other than a statement respecting the debtor or an insider’s financial condition.  The 
Ninth Circuit has held that a claim for fraud under the statute requires the showing of five 
elements:  (1) the debtor made a false statement or engaged in deceptive conduct, (2) the 
debtor knew the representation to be false, (3) the debtor made the representation with the 
intent to deceive the creditor, 94) the creditor justifiably relied on the representation, and 
(5) the credit sustained damage from its reliance. In re Slyman, 234 F.3d 1081, 1085 (9th 
Cir. 2000).  

The court found that Sato made oral and written misrepresentations that he was an 
experienced real estate developer, that he made an informed estimate that the property 
would be completed in one year, and that the investment proceeds would be spent on the 
property.  The court found that Sato knew these statements were false, and made them 
with the intent to deceive Williams.  In addition, the court held that Williams justifiably 
relied on the misrepresentations, as the applicable test only required that someone with 
Williams’ experience and mindset was justified in trusting Sato.  Williams did not have 
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real estate experience, and the court found that someone with Williams’ experience and 
mindset was justified in trusting Sato. Williams sustained damages of $150,000 due to the 
misrepresentation. 

The Investment at Issue Was a Security Under Howey

Williams also alleged a cause of action under 11 U.S.C. Section 423(a)(19), whereby a 
debt cannot be discharged if it is for a violation of any of the federal or state securities laws.  
In determining whether the investment was a security, the Court applied the federal Howey 
test.  Under Howey, a security is a contract, transaction or scheme whereby a person (1) 
invests his money, (2) in a common enterprise, and (3) is led to expect profits solely from 
the efforts of the promoter or a third party.  SEC v. W.J. Howey Co., 328 U.S. 293, 298-99 
(1946).   

In Howey, the defendant offered investors a contract to purchase a small portion of an 
orange grove with a 10-year service contract under which the defendant agreed to maintain 
and harvest the orange grove plot for the investor.  Id.  The Supreme Court held that the 
transaction was a security because the defendant was offering an opportunity to contribute 
money and to share in the profits of the fruit enterprise, but the investors had no desire to 
occupy the land or to develop it by themselves.  Id.  

Similarly, here, the court found that Sato, as the owner of the property, offered Williams 
the opportunity to contribute money toward building the property to sell in the future for a 
profit, but Williams would not have to actively participate in the construction or sale of the 
property.  Therefore, Williams invested money in the project with the expectation of profits 
produced by Sato’s efforts in managing the construction and the sale of the property.  Sato 
agreed that the reason Williams had bargained for the contract was because he wanted to 
take advantage of the profit from the real estate project. 

Sato argued that because Williams was the only investor in the transaction, it could not 
constitute a security.  The court concluded that the number of investors is a factor to be 
considered but is not conclusive.  Indeed, other precedent consistently emphasizes whether 
or not the investor had substantial power to affect the success of the enterprise over the 
number of investors.  In this case, the project was completely under Sato’s control.  

Sato also argued that the investment was adequately secured by a note and was thus a 
loan and not an investment because Williams was not subject to financial loss.  The court 
was unpersuaded, as Sato himself referred to the transaction as an “investment” in a com-
munication with Williams.  Sato also argued that the project was not a common enterprise 
because Williams’ funds should only be counted towards the Note on the property, and 
he had granted 50% interest in the property to Williams with a quitclaim deed.  The court 
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found this irrelevant because the investment structure required Williams not to record the 
deed.  

Finally, Sato argued that Williams actively participated in the project and had an inter-
est in the property and therefore was not expecting profit solely from Sato’s efforts.  But 
the court concluded that Williams had no meaningful power over the project.  Indeed, his 
emails merely requested progress reports, and his interest in the property was never record-
ed. While Williams did push Sato to sell the property after three years, he had no control up 
until that point, and the sale price and listing process were all under Sato’s control.   Even 
if Williams had recorded the deed, it would not have given him meaningful power in the 
project, as it would have come after the lien in the construction loan.  

The court found that even if Williams and Sato’s relationship was a partnership, the 
interest in the partnership would still be a security because the agreement left little power in 
the hands of the partner.  Indeed, Sato was the owner of the property, the general contract, 
the broker.  Williams had no power, expertise, or desire to engage in the construction and 
sale of the property.  If it was a partnership, Williams was only a typical “passive” partner 
whose sole responsibility was to make a capital investment in exchange for a return of the 
fixed interest plus property value appreciation. 

Accordingly, the court found that the transaction was an investment contract and was 
thus a security as defined under Cal. Corp. Code. Section 25019.  Williams’ claim was thus 
not dischargeable under Sections 523(a)(2) and (a)(19).

*   *   *

STANDING; ASSIGNMENT OF CLAIMS; CONTROL PERSON LIABILITY

Aviva Life and Annuity Co. v. Davis, No. 4:12-cv-00603-JEG (S.D. Iowa May 19, 2014)

Federal Judge Denies Motions To Dismiss Because Plaintiff’s Securities Law Claims 
Were Not Assigned When Shares Were Sold and Prior SEC and Criminal Case 

Documents Provided Adequately Alleged Facts

On May 19, Federal Judge James E. Gritzner of the Southern District of Iowa denied 
a motion to dismiss federal and state securities claims against defendants associated with 
the now-bankrupt Dewey and LeBoeuf LLP law firm. The court held that the plaintiffs had 
Article III standing because they did not assign their securities claims when they sold the 
securities at issue. An assignment of federal securities claims is rare, and was not proper in 
this case because later purchasers would have needed to rely on the plaintiffs for evidence. 



116

The court held that the controlled bankrupt law firm did not have to be named as a defen-
dant in order to allow control person liability claims to proceed.

Background

The court took the facts from the complaint. The case is related to the now-liquidated 
Dewey and LeBoeuf LLP law firm (Dewey), which was created in 2007 by the merger 
of two predecessor firms. The three defendants are Dewey’s former Chairman (Davis), 
Executive Director (DiCarmine) and Chief Financial Officer (Sanders). 

According to the complaint, “Dewey, through Davis as the firm’s chairman, offered 
large compensation guarantees to many of the partners without disclosing the guarantees 
to the public, investors, or the rest of the partners.” The compensation guarantees proved 
problematic when Dewey failed to meet its financial goals, “and by 2010, Dewey owed the 
partners approximately $100 million.”

While Dewey was not meeting its profit goals, and after compensation guarantees had 
been made, “Dewey and Defendants sought out institutional investors to purchase notes 
issued by Dewey. Dewey and Defendants used materials to convince investors to purchase 
the notes which materials allegedly did not mention compensation guarantees and materi-
ally misrepresented Dewey’s true financial situation.” 

By October 2011, Dewey disclosed the compensation guarantees internally. In January 
2012, “Davis disclosed to the partnership that the 2011 profits would not be distributed due 
to lower than expected profits and the deferred compensation due under the compensation 
guarantees.” Partners began to leave the firm, it was revealed that the firm’s 2010 and 2011 
financial statements were misstated, and Dewey eventually filed for Chapter 11 bankruptcy 
and liquidated.

The plaintiffs in this case, Aviva Life and Annuity Company and its affiliates (Aviva) 
purchased $35 million of the notes in April 2012. Aviva sold its notes in May 2012 for 
just over $19 million to Sea Port Group Securities, LLC (Sea Port), which then sold the 
notes to LJF Holdings (LJF). As part of Dewey’s bankruptcy, LJF “signed a settlement re-
lease wherein they released Dewey from any and all liability on any securities claims LJF 
Holdings had the right to bring.”

Aviva sued the defendants in December 2012, alleging violations of federal and Iowa 
securities laws. The federal violations include Sections 10(b) and 20(a) of the Exchange 
Act as well as Rule 10b-5. After the denial of their motion to transfer venue, the defendants 
filed a motion to dismiss. As well as opposing the motion to dismiss, “Plaintiffs filed a 
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request that the Court take judicial notice of a copy of a New York State Court indictment 
against Defendants and Zachary Warren (the Indictment), as well as a copy of the Securities 
and Exchange Commission’s (SEC) Complaint against Defendants…(SEC Complaint).” 
The defendants stipulated to the judicial notice for purposes of the motion to dismiss.

Article III Standing

The defendants’ first argument was that the plaintiffs did not have standing to bring the 
case because they “sold the notes and some of their rights to a third party in May 2012.” 
The court thus examined the nature of the assignment because the plaintiffs argued that 
“they retained the right to bring the securities claims at issue…. Plaintiffs assert that be-
cause the federal securities claims at issue were not assignable under applicable law, the 
claims must remain with Plaintiffs under settled legal principles.”

The court first stated that federal law determined whether the federal securities claims 
had been transferred, and noted that such transfer was rare. The court cited Blue Chip 
Stamps v. Manor Drug Stores, 421 U.S. 723 (1975) for the rationale that limits the transfer 
of such claims. Courts are concerned with two primary issues, “(1) ‘the danger of vexatious 
litigation which could result from a widely expanded class of plaintiffs under Rule 10b-5,’ 
and (2) evidentiary concerns with plaintiffs not directly connected to the alleged fraudulent 
conduct or transaction.” 

The court thus examined “(1) whether there was an express assignment of Plaintiffs’ 
securities claims, and (2) if there was such an express assignment, whether the Court can 
allow such an assignment to stand in light of the concerns in Blue Chip.” 

Express Assignment

The court first examined the language of the Transfer Agreement between Aviva and 
Sea Port. The plaintiffs argued that language in the Transfer Agreement that stated that 
claims were transferred only “to the extent permitted to be assigned under applicable law” 
meant that the securities claims were not transferred. The court was skeptical of this argu-
ment, stating that 

the placement of this clause is problematic for Plaintiffs, as it modifies the assignee’s rights to bring 

claims against ‘any attorney, accountant, financial advisor, or other Person arising under or in connection 

with the Financing Documents,’ but it does not appear to modify the assignment of Plaintiff’s right to 

sue “the Issuer, MNP, or any of their respective Affiliates, agents, representatives, contractors, advisors, 

or any other Person.

The court stated that it could not “discern on this record whether the contested language 
is ‘boilerplate’ or if it was intentionally drafted because Plaintiffs did not intend to assign 
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their rights to bring the claims at issue.” The court did hold, however, that “the plain lan-
guage of the Transfer Agreement appears to provide an express assignment” and the court 
thus needed to examine the next issue, whether such an assignment would be effective 
based on the concerns expressed in Blue Chip.

Danger of Vexatious Litigation and Evidentiary Concerns

The first concern under Blue Chip is whether the transfer was likely to trigger vexa-
tious litigation. The court held this was not a concern because Sea Port had transferred the 
securities and had not attempted to bring any suit. 

The second concern under Blue Chip is whether the transfer would raise evidentiary 
concerns if the new holder of the securities decided to bring a suit. The court held that this 
concern was valid because “Sea Port Group was not involved in the Note Offering at is-
sue, so even if Sea Port Group was somehow able to establish Article III standing to sue 
Defendants, it would then require the involvement of Plaintiffs to prove its case.” Based 
on the evidentiary concern issue, the court held that the securities claims had not been as-
signed and that Aviva thus had standing.

Personal Jurisdiction

The defendants next challenged personal jurisdiction, contending that they should not 
be subject to suit in Iowa. The court disagreed, stating that the federal securities laws allow 
for nationwide service and that the test for jurisdiction for such laws is thus “whether the 
defendant has had minimum contacts with the United States.” The court thus held that per-
sonal jurisdiction existed against the defendants for the federal claims, and that the “court 
also has discretion to exercise ‘pendent personal jurisdiction’ over the defendants for any 
state claims that ‘derive from a common nucleus of operative fact’ as the federal claim.” 
The court thus determined that personal jurisdiction existed for the state law claims as well.

Settlement Release

The defendants’ next argument dealt with the settlement release by LJF. The court dis-
posed of this issue quickly because LJF could not release claims it never held. LJF never 
held the right to pursue the federal securities claims based on the court’s decision that the 
claims had not been assigned. 

Group Pleading Doctrine

The defendants next argued that the complaint did not state a claim under Section 10(b) 
or Rule 10b-5 because it relied on the group pleading doctrine (GPD). The defendants 
argued that the GPD did not survive passage of the Reform Act or Janus Capital Group, 
Inc. v. First Derivative Traders, 131 S. Ct. 2296 (2011). The court quickly disposed of the 
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argument that the GPD had not survived the Reform Act because its own prior case law (as 
well as other courts) had already decided that it had.

The court thus turned to whether the GPD had survived the Janus case. The Janus case 
stated that “the maker of a statement is the entity with authority over the content of the 
statement and whether and how to communicate it.” The court decided it did not need to 
resolve this issue because the SEC Complaint and the Indictment both contained detailed 
factual allegations of misstatements by each of the defendants, and the parties had agreed 
that judicial notice of those documents was proper.

Control Person Liability

Next, the court examined whether control person liability was properly alleged. The 
defendants argued that it could not be, because Dewey was not a party to the case. The de-
fendants argued that “Dewey must be sued by Plaintiffs as a primary violator for Plaintiffs’ 
control-person suit…to survive.” The plaintiffs argued that “the primary violator’s liability 
is merely an element they must prove in their control-person claim.” The court agreed with 
the plaintiffs, noting that an alternate ruling would allow control persons to escape “liabil-
ity simply because their controlled entity is bankrupt or defunct.”

State Law Claims

The court briefly discussed the Iowa securities claims, noting that they were similar to 
the federal control person liability claims. The defendants argued “that Plaintiffs state law 
claims are subject to the Rule 9(b) pleading standard, and that Plaintiff’s Complaint fails to 
meet this standard. Plaintiffs note that Defendants have failed to identify any pleading de-
fect.” The court agreed with the plaintiffs, and held that, in any event, the SEC Complaint 
and Indictment presented adequate factual allegations.

The court thus denied the motion to dismiss.

*   *   *

RELIANCE; LOSS CAUSATION; ECONOMIC LOSS

Mazuma Holding Corp. v. Bethke, No. 13-cv-6458 (E.D. N.Y. May 19, 2014)

Federal Judge Denies Allows Plaintiff’s Claims Against Seller of Unauthorized Stock 
for Penalties, Interest and Legal Fees Incurred in SEC’s Investigation of Plaintiff

On May 19, Federal Judge Arthur D. Spatt of the Eastern District of New York denied 
the defendants’ motion for judgment on the pleadings. The court held that the complaint ad-
equately alleged reliance because the alleged fraud (selling non-authorized stock) targeted 
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the plaintiff and and it did not have a duty to extensively investigate whether the stock 
was properly authorized and tradeable. In addition, the complaint adequately alleged loss 
causation and economic loss because the penalties, interest and legal fees that the plaintiff 
in this case had paid in connection with an SEC investigation were an economic loss that 
was reasonably foreseeable by the defendants. However, the plaintiffs’ disgorged gains on 
resale of the stock were not a proper economic loss because plaintiff “cannot be put in a 
better position than it would have been without the fraud.” 

Background

Mazuma Holding Corporation (Mazuma) invests in other firms and is based in Texas 
with another office in New York. In 2008, Mazuma began investing in Bederra Corporation 
(Bederra), working with Steven Bethke (Bethke) at Bederra. By 2010, Mazuma owned 
over one billion shares of Bederra, which Bethke told them were duly issued, unrestricted, 
and tradeable. For each transaction, “Mazuma receive supposedly authentic Bederra stock 
certificates containing the signatures of Williams and Pratt,” the CEO and vice-president of 
Bederra, respectively. Both Williams and Pratt were also Bederra directors.

The trading volume in Bederra shares increased significantly when the Mazuma-held 
shares were sold to other parties. As the shares had never actually been authorized, the trad-
ing volume in Bederra shares sometimes exceeded the actual float of the stock. 

Zicix Corporation (Zicix) is the successor to Bederra, and sued Mazuma in August 2012 
in Texas state court “alleging that the Mazuma Shares were not authorized by Bederra.” 
The SEC also investigated Mazuma, eventually resulting in a monetary settlement and a 
cease-and-desist order.

In November 2013, Mazuma sued Zicix, Bethke, Williams, and Pratt in the Eastern 
District of New York. The suit alleges violations of Section 10(b) of the Exchange Act and 
Rule 10b-5. Bethke has not responded to the suit, but the other defendants have now filed 
a motion for judgment on the pleadings after a prior motion to stay the action or transfer it 
to the Southern District of Texas was denied. The defendants challenged whether the com-
plaint adequately alleged reliance, loss causation and economic loss.

Motion for Judgment on the Pleadings

Under Federal Rule of Civil Procedure 12(c), a motion for judgment on the pleadings 
may be granted if there is “no material issue of fact…to be resolved” and the moving party 
“is entitled to judgment as a matter of law.” The court may only consider matters within the 
complaint, materials incorporated by reference and matters for which it is proper to take 
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judicial notice. If other materials are considered, the matter is converted to a motion for 
summary judgment.

Based on this standard, Mazuma initially argued “that the Court cannot consider two 
SEC orders referenced in the motion for judgment on the pleadings without converting the 
motion to one for summary judgment, and permitting Mazuma an opportunity to presents 
its own exhibits.” The court disagreed, stating that it could properly take judicial notice of 
the SEC orders. Thus, the court treated the motion for judgment on the pleadings essen-
tially as a motion to dismiss.

Reliance

To properly allege reliance (also known as transaction causation), “the plaintiff must 
set forth that the violations under consideration caused him to engage in the transaction.” 
In addition, the reliance must be reasonable. In the Second Circuit, “A showing of reliance 
may be defeated…where defendant establishes that plaintiff should have discovered the 
true facts. This has been called the due diligence test, to which, traditionally, a negligence 
standard has applied.” 

The court decided “that the Plaintiff has sufficiently alleged that it relied on the 
Defendants’ alleged misrepresentations and omissions.” The court did not agree with the 
defendants that Mazuma “had a duty to make a searching inquiry to avoid participation 
in an unregistered securities offering.” The defendants’ support for this argument relied 
on SEC Release No. 6721, but the court noted that the release “imposes a duty to in-
quire on registered broker-dealers, only.” Thus, it was inapplicable to Mazuma “even if 
Mazuma is considered a sophisticated investor.” The court also noted that, “contrary to 
the…Defendant’s contention, the SEC did not find that Mazuma breached any duty to 
investigate.”

The court stated that a heightened duty would have been imposed on Mazuma if it had 
“hints of falsity” but that such a determination was not apparent from the complaint. Thus, 
the court held that reliance was adequately alleged.

Loss Causation

To adequately allege loss causation, the complaint must present “A short, plain state-
ment that provides defendants with notice of the loss and some notion of the causal connec-
tion to the alleged misconduct.” This case presented somewhat unusual facts in that “the 
alleged fraud was perpetrated against a particular purchaser, Mazuma, rather than the entire 
market of stock purchasers” and Mazuma’s loss was based on the disgorgement of profits 
and penalties imposed in the SEC civil action. Thus, the issue was “whether the Plaintiff…
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set forth sufficient factual allegations that these losses were proximately caused by the 
Defendants’ alleged misrepresentations or omissions.”

Due to a lack of case law, the court examined “the viability of this type of loss causa-
tion in light of the familiar tort principles of proximate causation.” As such, the standard 
was “whether the alleged damages were reasonably foreseeable given the alleged false or 
misleading statements.” The court held that the damages “were a reasonably foreseeable 
result of the Defendants’ omission of the true nature of the stock certificates at issue and 
their affirmative representations that the certificates were authentic, authorized, and freely 
tradeable.” Thus, the court held that loss causation was adequately alleged.

Economic Loss

The defendants’ final challenge dealt with whether an economic loss was adequately al-
leged. The court stated that most cases under Section 10(b) deal with out-of-pocket losses, 
but noted that this was not the only possible theory for measuring losses in such cases. 
Specifically, courts have used disgorgement, benefit-of-the bargain, consequential dam-
ages, and recessionary damages to measure the plaintiff’s loss.

Litigation expenses may be considered consequential damages, and thus payments re-
lated to “interest, penalties and legal fees in connection with the SEC investigation” repre-
sented an economic loss. Thus, an economic loss was adequately alleged. The court held, 
however, “that, as a matter of law, Mazuma cannot recover the disgorged profit resulting 
from its resale of the [shares] because Mazuma cannot be put in a better position than it 
would have been without the fraud.” 

The court thus denied the motion for judgment on the pleadings.

*   *   *

MISSTATEMENTS OR OMISSIONS; SAFE HARBOR; SCIENTER

In re ViroPharma Inc. Securities Litigation, No. 12-2714 (E.D. Pa. May 15, 2014)

Federal Judge Denies Motion To Dismiss Based on Alleged Actual Notice That FDA 
Would Deny Application To Extend Marketing Exclusivity for Drug

On May 15, Judge J. Jones, II, of the Eastern District of Pennsylvania denied a motion 
to dismiss in a case dealing with the extension of marketing exclusivity for an antibiotic. 
The case hinged on the allegation that the company had actual notice that its application of 
extend exclusivity did not meet FDA requirements based on direct communications from 
the FDA. Thus, the court held that material misstatement and omissions were adequately 
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alleged; the safe harbor of the Reform Act did not apply due to the alleged actual knowl-
edge that statements were false when made; and that scienter was adequately alleged based 
on the defendants’ knowledge, the testimony of confidential witnesses, and unusual insider 
stock sales.

Background

The court took the facts from the complaint and related documents. ViroPharma Inc. 
is a biotechnology company that derived substantial revenue from the antibiotic Vancocin. 
Although the patent on Vancocin expired in the 1990s, no generic version entered the mar-
ket due to the requirement for human testing. The FDA changed the human testing require-
ment in 2006 to allow laboratory testing only, and “this change substantially lowered any 
barriers to entry and threatened ViroPharma’s hold on the Vancocin Market.”

ViroPharma then filed a “Citizen’s Petition,” a request “to the FDA to issue, amend 
or revoke an agency regulation or take other administrative action,” which prevented in-
troduction of a generic alternative to Vancocin while it was pending. During this time, 
ViroPharma also sought to take advantage of the QI Program Supplemental Funding Act of 
2008 by establishing a new “condition of use” for Vancocin by licensing a study by another 
firm for use in a supplemental New Drug Application (sNDA). 

 The complaint alleged that ViroPharma submitted the sNDA in 2010 “even though 
ViroPharma ‘knew, based on FDA policy statements, that the FDS would not accept such 
an analysis as evidence of effectiveness for any use.’” The sNDA was rejected in February 
2011 and resubmitted in amended form in June 2011. In December 2011, “the FDA ap-
proved the sNDA for Vancocin’s new label.” ViroPharma then announced that it expected 
an additional three years of exclusivity and the stock price increased nearly 18%.

In April 2012, the FDA denied the Citizen’s Petition and stated “that [ViroPharma], like 
the Agency, did not believe your labeling changes constituted a new indication, new dos-
ing regimen, or other [significant] change” and that ViroPharma had not complied with the 
necessary procedure “to seek approval for a new indication or new dosing regimen (or a 
new active ingredient, new dosage form, or new route of administration)” and thus did not 
receive an additional exclusivity period. Upon announcement of this news, ViroPharma’s 
stock price dropped 21%.

The plaintiff then filed suit against the firm and several affiliated individuals, alleging 
violations of Section 10(b) and 20(a) of the Exchange Act as well as Rule 10b-5. The de-
fendants moved to dismiss.
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Misstatements and Omissions

The court briefly discussed whether the complaint adequately alleged misstatements 
or omissions. The court found that several misrepresentations and omissions related to the 
potential for extending exclusivity were adequately pled. For example, the complaint al-
leged that ViroPharma stated that it believed the exclusivity period was extended based on 
the approval of a new label because the FDA had already “told them the studies upon which 
Defendants based their new label did not and could not meet the…standards for exclusiv-
ity.” In addition, the “Plaintiff identified who made each statement or omission, when the 
statement was made, and the reasons each was misleading.” 

Safe Harbor

The defendants argued that, even if the statements were not true, they were protected 
by the Reform Act’s safe harbor provision for forward-looking statements. Although the 

statements regarding Vancocin’s chance of receiving an additional three years of exclusivity concerned 

a future FDA decision, Plaintiff alleges that all of these statements were ‘false and misleading’ because 

they omitted the fact that the FDA repeatedly informed ViroPharma that the…study upon which the 

sNDA and Citizen’s Petition were based was not ‘adequate and well-controlled’ as to Vancocin.

The court thus held that the safe harbor did not apply, because “Taking Plaintiff’s alle-
gations as true, Defendants’ identified statements were not forward looking, despite being 
accompanied by ‘meaningful cautionary language,’ because the risks being warned of had 
already come to pass at the time the statements were made.”

Materiality

The court briefly discussed whether the alleged misstatements and omissions were ma-
terial, and held that they were because “the FDA’s conclusions regarding deficiencies in 
the…study, which bore directly on the exclusivity issue, were essential to any discussion 
of exclusivity, and thus Defendants had a corresponding duty to reveal that information” 
once they made disclosures related to extending exclusivity.

Scienter

The court next addressed whether the complaint established a “strong inference” of 
scienter. The court summarized the complaint’s primary allegations: 

Defendants had access to information showing that they knew that Vancocin would not achieve an ad-

ditional three years of exclusivity based on the inadequacy of the…study. This information, as Plaintiff 

alleges, directly contradicts public statements that Defendants made about the prospect of achieving an 

additional term of exclusivity. 
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Taking these alleged direct contradictions, combined with both unusual insider stock sales 
and the testimony of three confidential witnesses who attended relevant meetings regarding 
the exclusivity extension, the court held that scienter was adequately alleged.

Control Person Liability

The defendants had challenged the Section 20(a) claims based only on the underlying 
claims under Section 10(b) and Rule 10b-5. As the court denied dismissal of the underlying 
claims, it also denied dismissal of the Section 20(a) claims.

*   *   *

CLASS CERTIFICATION; SECURITIES FRAUD; PREDOMINANCE

In re BP p.l.c. Securities Litigation, MDL No. 10-md-2185, No. 4:10-md-2185 (S.D. Tex. 
May 20, 2014)

Class Certification Denied in Oil Spill Securities Fraud Case With Respect to Pre-
Explosion Subclass Because Plaintiffs’ Damages Methodology Did  

Not Measure Classwide Injury Cased By Alleged Fraud

In the securities fraud case arising from the Deepwater Horizon explosion, the plain-
tiffs’ pre-explosion damages methodology did not measure the classwide injury caused by 
the defendants’ alleged fraud with respect to a proposed pre-explosion subclass. Although 
the plaintiffs had alleged that members of this subclass had purchased stock at prices in-
flated by the defendants’ alleged fraudulent misrepresentations concerning the company’s 
process safety improvements, District Judge Ellison denied certification of the subclass be-
cause the plaintiffs’ damages methodology failed to calculate the amount of pre-explosion 
inflation of the stock price.

The court said there was a distinction between the alleged misrepresentations and the 
subject matter allegedly misrepresented. The Exchange Act provided compensation for 
losses caused by the defendants’ public misstatements of their process safety reforms, but 
not for losses caused by the failure to institute those reforms.

The plaintiffs argued that the defendants’ pre-explosion process safety misstatements 
were a proximate cause of their post-explosion losses because they were deprived of the 
opportunity to divest before the explosion. But this claimed causal link injected individual-
ized inquiries—whether a particular investor would have purchased securities knowing the 
true state of the process safety programs—into what was supposed to be a classwide model 
of recovery.
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The court did certify, however, a subclass of those who purchased securities at inflated 
prices because of the defendants’ alleged misrepresentations of the severity of the oil spill. 
The court said its concerns about the plaintiffs’ “constant dollar” damages methodology 
with respect to the pre-explosion subclass did not extend to its use with respect to the post-
explosion subclass. 

Plaintiffs’ theory in the post-explosion time frame is that Defendants misrepresented their internal es-

timates of the oil spill; that the stock market price failed to fall to the level reflecting the magnitude of 

the crisis facing BP; that the market learned the truth; and that the stock market price corrected. There is 

nothing problematic with the “constant dollar” approach in these circumstances.

Background

After experiencing several publicized safety incidents, BP plc, an oil company, alleg-
edly made repeated misrepresentations assuring investors that the company improving 
its process safety. They stated that improvements to process safety recommended by the 
“Baker Panel”—most notably a comprehensive Operating Management System (MS) were 
being rolled out throughout the company, across the globe.

The statements began in 2007 and 2008 with expressions of intent, design, and early 
implementation. They evolved into representations regarding the scope and geography of 
implementation in 2009 and 2010. These statements allegedly lulled the market into be-
lieving BP was a safer company 

On April 20, 2010, the fraud was revealed when the Deepwater Horizon exploded in 
the Gulf of Mexico and BP proved unable to contain the oil spill. In the aftermath, two BP 
executives—the defendants Douglas Suttles and Anthony Hayward—provided public esti-
mates of the oil spill. There was an initial estimate of 1,000 barrels of oil per day (bopd) to 
later estimates of 5,000. According to the plaintiffs, these estimates were overly optimis-
tic and contradicted both contemporaneous internal estimates (which reached as high as 
14,266-92,000 bopd) and the real flow rate (determined after the fact to be approximately 
60,000 bopd).

The plaintiffs asserted Section 10(b) claims, contending that they had lost millions of 
dollars in BP stock. They moved for class certification.

The court agreed that all prerequisites for prerequisites of Rules 23(a) and 23(b)(3) had 
been met except for the predominance of classwide damages. A classwide damages model 
that did not hew to the plaintiffs’ theory of liability would not satisfy the predominance 
requirement pursuant to Comcast Corporation v. Behrend, 133 S.Ct. 1426 (2013). 
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The court highlighted the following problems with a “constant dollar” damages model:

(1) Although the pre-spill misrepresentations understated a known risk, the “constant dollar” approach 

compensates investors for the full value of the stock price drop from the materialization of that risk. This 

overcompensates investors for their harm.

(2) The model does not disaggregate inflation according to the type of misrepresentation corrected or risk 

disclosed. This means that investors may receive a measure of damages attributed to misrepresentations 

which could not have influenced their purchase.

(3) The amount of inflation remains constant over the Class Period. This means that the repetition of 

certain statements—particularly, the Baker Report and OMS statements—is not shown to have had any 

cumulative inflationary effect, and that the amount of damages to be awarded will be similarly unrespon-

sive to the jury’s specific findings of liability.

In response to the court’s ruling, the plaintiff modified their proposed subclasses and 
articulated differing damages methodologies for each. The subclasses were now defined 
as: (1) the “Pre-Explosion” or “Process Safety” Subclass consisting of persons or entities 
who purchased or otherwise acquired BP American Depositary Shares (ADSs) between 
November 8, 2007 and April 20, 2010 and were injured thereby, and (2) the “Post-
Explosion” or “Spill Severity” Subclass consisting of persons or entities who purchased or 
otherwise acquired BP ADSs between either April 26, 2010 or April 29, 20103 and May 28, 
2010 and were injured thereby.

With respect to the first subclass, the plaintiffs proposed first to calculate the total invest-
ment losses caused by the fraudulent statements by measuring the decline in the stock price 
on days in which “corrective” information entered the marketplace—so-called “corrective 
disclosure days” or “corrective events.” For the Baker Panel and OMS-related statements, 
which allegedly understated BP’s exposure to catastrophic risk, the plaintiffs characterized 
days on which the risk materialized as corrective events. The plaintiffs alleged eight cor-
rective events related to the process safety subclass misrepresentations.

The stock price declined $20.38 in response to these corrective events, after netting the 
eight days’ decline against $6.87 of stock price increase which would not have occurred 
absent the fraud. The plaintiffs then reduced this amount to account for the portion of the 
materialized risk which was known to the market—i.e., the risk voluntarily assumed by 
investors, which should not be compensated. The resulting, maximum damages per share 
were $18.53. The plaintiffs then proposed to apportion the $18.53 of allegedly compen-
sable losses across the 14 alleged misrepresentations made in the Pre-Explosion Subclass 
period.



128

The plaintiffs’ expert, Chad Coffman, claimed that an economic modeling tool known 
as “Bayesian Updating” could depict how investor expectations of risk changed over 
time based on evolving information. Coffman stated that it would be nearly impossible 
to employ Bayesian Updating to model the influence of each alleged misstatement in the 
Pre-Explosion Subclass period. Nonetheless, based on the theory of Bayesian Updating, 
Coffman claimed that a straight-line linear progression of “inflation”—beginning with $0 
of “inflation” as of the date of the first misleading statement relating to the Baker Panel 
recommendations or OMS and ending with the full $18.53 of “inflation” on the last day of 
the subclass period—would be a conservative estimate of the incremental loss attributable 
to each alleged misrepresentation in this period. Each alleged misrepresentation would 
capture the “inflation” that had been generated in the time period since the immediately 
preceding misrepresentation. The parties referred to this as the “step up” or “step wise” 
function.

For the Post-Explosion Subclass, the plaintiffs proposed to model damages by calculat-
ing the inflation caused by the fraudulent statements. The plaintiffs equated inflation with 
the total decline in the stock price on corrective disclosure days. They identified six correc-
tive events related to the spill severity misrepresentations. The stock price declined $17.10 
in response to these corrective events, after netting the six days’ decline against $6.87 of 
stock price increase which would not have occurred absent the fraud. (Id. at ¶ 19.)

Unlike the Pre-Explosion Subclass, however, the plaintiffs did not propose to apportion 
the $17.10 of allegedly compensable losses across the three or four alleged misrepresenta-
tions made in the Post-Explosion Subclass period. Instead—due to the short duration of 
the subclass period and the consistency of the alleged misstatements—they proposed to 
utilize a “constant dollar” methodology, in which the total inflation was carried back to 
the very first alleged misstatement. The inflation slowly dissipated over the time period of 
the alleged corrective disclosures, until inflation was $0 at the time of the last corrective 
disclosure.

Pre-Explosion Subclass

Initially, the court said it was important to clarify one confusing aspect of the plain-
tiffs’ pre-explosion damages methodology. They used the term “inflation” to refer to the 
apportionment of alleged losses among the various process safety misstatements. Inflation 
typically referred to the disparity between the price paid for the security and its value, at 
the time of the transaction—a disparity created by the alleged fraud. But the pre-explosion 
damages methodology was based on total losses following the explosion, not on the distor-
tion allegedly created by the defendants’ misstatements before anyone knew that BP would 
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suffer a deep-water well blowout. Everyone acknowledged that the pre-explosion distor-
tion—if Coffman had attempted to model it—would return lower damages figures than 
those depicted above.

While many of the features of the plaintiffs’ pre-explosion damages methodology were 
problematic, they were not necessarily impediments to class certification. First, the plain-
tiffs’ characterization of certain days as corrective events, even if erroneous, did not pre-
vent class certification.

The defendants disputed the plaintiffs’ decision to treat certain stock price declines—
specifically, those associated with the market’s realization that BP could not contain the oil 
spill—as corrective events for the alleged process safety fraud, but no alleged misrepresen-
tations regarding BP’s oil spill response capabilities remained in the case.

The plaintiffs correctly reframed this argument as one regarding loss causation. The 
court explained:

As the Supreme Court explained in Dura Pharmaceuticals, Inc. v. Broudo, 544 U.S. 336 (2005), buy-

ing a stock at an inflated cost does not harm the purchaser. A compensable injury occurs only when the 

fraud is revealed and causes the stock price to drop, directly devaluing the stock which remains in the 

purchaser’s possession. See Dura, 544 U.S. at 344 (noting that a securities fraud defendant’s liability at-

taches when the facts which he misrepresented or concealed “‘become generally known’ and ‘as a result’ 

share value ‘depreciates’”) (quoting Restatement (Second) of Torts § 548A, comment b, at 107 (1976)). 

This element of a securities fraud claim is known as “loss causation.”

“Loss causation requires proof of a causal connection between a misstatement and a subsequent decline 

in a stock’s price.” Alaska Elec. Pension Fund v. Flowserve Corp., 572 F.3d 221, 229 (5th Cir. 2009); see 

also Dura, 544 U.S. at 342 (describing loss causation as a “causal connection between the material mis-

representation and the loss”). There are two components to this “causal connection.” First, the decline in 

stock price must follow “a disclosure of negative truthful information that was related to the allegedly 

false, non-confirmatory positive statement made earlier.” Flowserve, 572 F.3d at 229 (internal quotation 

marks, brackets, and citation omitted). For negative information to be “related to” a prior misstatement, 

it need not “specifically reveal[] the fraud” by correcting “‘fact-for-fact’” the prior misstatement. See 

id. at 229-30. Instead, the “disclosed information must reflect part of the ‘relevant truth’—the truth ob-

scured by the fraudulent statements.” Id. at 230. Second, it must be “‘more probable than not that … this 

negative statement, and not other unrelated negative statements … caused a significant amount of the 

decline.’” Id. at 228 (quoting Greenberg v. Crossroad Sys., 364 F.3d 657, 666 (5th Cir. 2004)).

According to the plaintiffs, the defendants’ statements implicitly reassured the market 
that OMS would both reduce the likelihood that BP would suffer another process safety 
incident and give BP the tools to respond to and mitigate the effects of an incident, should 
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one occur. The court said it agreed with the defendants, however, that this was a new theo-
ry, and one that was not entirely logical (the plaintiffs planned to rely in part on undisclosed 
private documents to make the link between OMS and mitigation, but it was hard to see 
how private documents were availing in a case premised on fraud-on-the-market when the 
relevant issue was how the market perceived and priced public information).

In any event, the defendants’ position was premature. Loss causation need not be prov-
en at the class certification stage. And the plaintiffs’ alleged failure of proof—if indeed 
there was one—was a classwide failure amenable to a classwide solution: the declines from 
the unrelated corrective events were simply removed from the damages calculations. As 
the plaintiffs noted, their proposed methodology tolerated such alterations in inputs. The 
focus of the predominance inquiry was not whether the plaintiffs would fail or succeed, but 
whether they would fail or succeed together.

Second, the plaintiffs’ attempt to apportion their losses throughout the subclass period 
was not so arbitrary as to prevent certification. The defendants criticized the “linear pro-
gression” aspect of the pre-explosion damages methodology, but the plaintiffs claimed that 
the proposed methodology utilized a proven and acceptable means of measuring damages: 
working backwards from the effect of a “corrective” event on the stock price. They also de-
fended the consistency of the damages methodology with the liability case. The proposed 
methodology reflected that the “inflation” built up over the course of the subclass period, 
beginning with a small amount of “inflation” as the statements began, and ending with the 
full amount of “inflation” as of the time of the explosion.

The plaintiffs also noted that their proposed methodology would be responsive to the 
jury’s liability findings, because failure to prove later misrepresentations actionable ren-
dered the “inflation” from those statements unrecoverable. Finally, and most importantly, 
the plaintiffs contended that the defendants’ criticisms were directed to whether the pro-
posed damages methodology was correct, not whether it was consistent with the liability 
case. They argued that Comcast did not authorize denial of class certification based on 
alleged weaknesses in a plaintiff’s damages methodology, unless those weaknesses con-
cealed difficult or complex individualized damages determinations.

Because the defendants’ arguments—if well taken—indicated a classwide failure of 
proof, and not that individual issues predominated, class certification was proper. The fun-
damental issue underlying the parties’ arguments was whether the plaintiffs could work 
backwards from the stock price declines at the time of the alleged corrective events ad at-
tempt to apportion their losses over the court of the subclass period. 
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The plaintiffs called this “back-casting,” and claimed it commonly was used in securi-
ties fraud cases. If the plaintiffs were correct, the proposed methodology, while perhaps not 
entirely convincing, provided at least some logical and consistent basis for apportioning 
losses among the 14 alleged process safety misstatements.

As to the question of whether a Section 10(b) claimant may “back-cast” damages, 
there was ample support for the plaintiffs’ position. Typical Section 10(b) damages were 
governed by the “out-of-pocket” rule—i.e., a Section 10(b) claimant could recover the 
difference between the price paid and the “value” of the stock when bought. And multiple 
cases indicated that these “out of pocket” damages could be measured by reference to the 
decline in the stock price on the day of disclosure. Case law reflected a long-standing and 
widespread practice of measuring the stock price impact of a given misstatement by impli-
cation from the stock price decline caused by the misstatement’s disclosure.

Admittedly, these authorities were not directly on point. The plaintiffs conceded that 
their methodology did not calculate the amount of pre-explosion inflation of the stock 
price. Specifically, when the corrective event was the materialization of an understated 
risk, the stock price movement on the date of correction would not equate to inflation on the 
date of purchase unless the probability of the risk materializing was 10%. If the probability 
was less than 10%, the stock price correction after the risk materialized would be larger 
than the pre-materialization inflation. Here, not even the plaintiffs argued that the risk of a 
deep-water well blowout and oil spill was 10%.

The core of the defendants’ position appeared to be that the “linear progression” and 
“step-wise function” were imperfect means of allocating the plaintiffs’ losses over the pe-
riod. But the plaintiffs’ damages model need not be perfect; it need not be correct. The 
fact that the plaintiffs’ task unquestionably was difficult did not render it impossible. 
Approximating damages in any case was an imperfect science. Thus, the methodology, 
while flawed was not arbitrary.

Plaintiffs’ Methodology Did Not Measure Classwide Injury and Therefore  

Was Fatal to Certification of Pre-Explosion Class

The defendants’ final criticism, however, was fatal to class certification. The plaintiffs 
conceded that their methodology did not calculate the amount of pre-explosion inflation 
in the stock price, and therefore the defendants characterized the methodology as investor 
insurance rather than legally compensable securities fraud damages.

While the defendants claimed damages should be determined by how the market would 
have priced the additional undisclosed risk of a process safety incident before one oc-
curred, the plaintiffs contended that the observed post-explosion stock price declines may 
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be recovered as consequential damages from the alleged process safety fraud. They ex-
pressly eschewed that their recovery should be limited to the market price distortion, be-
cause they intended to prove that their post-explosion losses were proximately caused by 
BP’s failure to institute OMS as publicly represented.

The plaintiffs were correct that no single measure of compensatory damages controlled 
all situations redressed by Section 10(b). They also were correct that the Fifth Circuit has 
approved consequential damages in the Section 10(b) context.

These authorities counseled that a distinction had to be drawn between the alleged 
misrepresentation and the subject matter allegedly misrepresented—in this case, between 
the defendants’ public misstatements of their process safety reforms, and the underlying 
failure to institute process safety reforms. The Exchange Act provided compensation for 
losses caused by the former; losses caused by the latter were beyond the scope of the Act.

Although the plaintiffs argued that the process safety misstatements were a proximate 
cause of their post-explosion losses because they were deprived of the opportunity to avoid 
the increased risk by divesting before the accident, this claim of a causal link injected in-
dividualized inquiries. The causal link was valid only if the misrepresentations induced a 
transaction—a particular investor would not have purchased the securities if there had been 
knowledge of the true state of BP’s process safety programs. But if the misrepresentations 
merely manipulated a price—if an investor still would have invested, but for less—then 
the causal link between the misrepresentations and the alleged consequential losses was 
severed.

Hence, the plaintiffs’ articulation of consequential damages was antithetical to the fraud-
on-the-market theory. If investors were not relying on the integrity of the market price—if 
they were determining their own risk thresholds specific to the company—then the pro-
posed measure of damages could not be used within an individualized inquiry into each 
investor’s subjective motivations. Classwide treatment would be patently inappropriate.

Finally, the plaintiffs argued that the alleged flaw in their methodology id not inhibit 
class certification, because the “out-of-pocket” measurement suggested by the defendants 
can also be accomplished on a classwide basis. While the plaintiffs may be correct, they 
have not provided any information about how the alternative calculation would be per-
formed. They had the burden of proving all relevant elements of Rule 23, and that burden 
was not met by asking the court simply to trust them. Because the plaintiffs not shown that 
the damages of pre-explosion purchasers could be calculated on a classwide basis consis-
tent with their theory of liability, the predominance requirement of Rule 23(b)(3) was not 
met for the pre-explosion “process safety subclass.
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Post-Explosion “Spill Severity” Subclass

Although the defendants claimed that the court previously rejected a “constant dollar” 
approach to damages in its previous class certification ruling, that was overstated. While 
the court said it acknowledged the incongruity of using “constant dollar” to measure dam-
ages for the proposed class as a whole, the specific concerns that were identified were 
relevant only to the pre-explosion period.

Having reviewed the “constant dollar” approach in the specific and isolated context of 
the spill severity misstatements, the court said it perceived no legal or logical impediment 
to the use of the approach. As the Seventh Circuit explained in Schleicher v. Wendt, 618 
F.3d 679, 683 (7th Cir. 2010), a Section 10(b) claim may be predicated on an understate-
ment of bad news just as easily as an overstatement of good news. The harm caused by that 
misrepresentation, then, was the artificial delay in the stock price falling, rather than the 
creation of artificial inflation.

The plaintiffs’ theory in the post-explosion period was that the defendants misrepre-
sented their internal estimates of the oil spill; that the stock price failed to fall to the level 
reflecting the magnitude of the crisis; that the market learned the trust, and the stock price 
corrected. There was nothing problematic with the “constant dollar” approach in these 
circumstances.

The defendants criticized the decision to carry back the full measure of the stock price 
decline in the months after the explosion to the first alleged spill severity misstatement 
because there was no evidence the defendants had the same information in the days after 
the explosion that the market acquired by mid-June 2010. They also noted that all of the al-
leged corrective disclosures for the post-explosion misrepresentations were also corrective 
disclosures for the pre-explosion process safety misrepresentations.

These arguments concerned loss causation, in that they challenged the “fit” between an 
alleged corrective event and an alleged fraudulent statement. The court said it shared the 
concerns regarding the apparent disconnect between some corrective events and the fraud 
which they were alleged to have corrected.

Most notably, it was difficult to imagine how BP’s cancellation of its June 2010 divi-
dend in response to intense political pressure “corrected” the defendants’ flow rate state-
ments. Nonetheless, failure to prove loss causation was not, at present, an impediment to 
class certification. The plaintiffs’ task at the class certification stage was to present a legally 
viable, internally consistent, and truly classwide approach to calculating damages. Whether 
the plaintiffs have properly executed under the approach was a question for a different day.
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The damages methodology proposed for the Post-Explosion Subclass met the predomi-
nance requirements of Rule 23(b)(3) It attempted to quantify the injury caused by the de-
fendants’ alleged wrongful conduct, and it could be deployed on a classwide basis.

Leave To Amend

The second amended complaint, filed on April 2, 2012, alleged that an April 27, 2010 
internal BP document set forth three estimates for the spill rate, from 1,063 bopd to 14,266 
bopd. This document was the basis of the plaintiffs’ scienter allegations for the post explo-
sion spill severity statements, of which there were three.

The plaintiffs sought leave to file a third amended complaint to add a fourth statement 
made during a joint press conference with the U.S. Coast Guard. Suttles stated that BP had 
detected ongoing releases of 1,000 bopd. He also did not correct a rear admiral when she 
said the U.S. had estimated the same rate.

The defendants argued that Rule 16(b)(4) controlled because the deadline for amend-
ing pleadings had passed. But no docket control order entered in the case ever included 
a deadline for amending pleadings. The Private Securities Litigation Reform Act did not 
allow the plaintiffs any case-specific discovery prior to the court’s rulings on the motion to 
dismiss, the last of which issued in February 2013. To accept the defendants’ characteriza-
tion of the April 2, 2012 deadline would be to lock the plaintiffs into a set of allegations 
based on pre-discovery knowledge.

Nevertheless, modification of the scheduling order was justified under Rule 16(b)(4). 
Under the Rule 16(b)(4) good cause standard, there were four factors to consider: (1) the 
explanation for the failure to timely move for leave to amend, (2) the importance of the 
amendment, (3) potential prejudice in allowing the amendment, and (4) the availability of 
a continuance to cure such prejudice. These factors, in the aggregate, weighed in favor of 
modification.

The importance of the amendment could not be overstated. Without it, investors who 
purchased on three days in the post-explosion period would be excluded from the class ac-
tion. Additionally, $5.26 of stock price decline which the plaintiffs alleged was related to 
the spill severity fraud would be unrecoverable.

The amendment also threatened little prejudice to the defendants—prejudice that could 
be cured, if necessary, by further modifications to the scheduling order. Expert discovery 
recently was extended, and was under way for completion on or around June 19, 2014. To 
the extent the defendants required any further extension to the expert discovery deadline 
on account of the new spill severity misstatement, the Court is amenable to such requests.
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The only factor that could counsel against modification was undue delay in request-
ing the amendment. While the request was exceptionally late, the plaintiffs have given 
adequate explanation of why the new spill severity misstatement was not included in their 
prior complaints. And while the plaintiffs appeared to had been in possession of the in-
formation which underlies their new allegations since at least early 2012, the plaintiffs’ 
discretion not to amend their pleadings could not be condemned because discovery made 
available new allegations that would not—at the time—have appreciably changed the land-
scape of the litigation.

Amendment should be permitted under the liberal standard of Rule 15(a)(2). Neither 
the plaintiffs’ delay in asking for amendment nor the prejudice that would be visited upon 
the defendants were substantial enough to refuse leave. Nor was the proposed amendment 
clearly futile due to insufficient scienter allegations.

Editor’s Note: In its recent decision in Bricklayers & Trowel Trades Int’l Pension Fund 
v. Credit Suisse Securities LLC, No. 12 1750 (1st Cir. May 14, 2014), the First Circuit, 
affirming summary judgment for the defendants, upheld the exclusion of expert witness 
testimony because the expert’s event study selected dates that had no connection to the 
complaint, and because the study did not use a reliable method to isolate confounding fac-
tors. Without the testimony, the plaintiffs could not establish loss causation.

In the BP case, the court said that while the plaintiffs’ decision to treat post-spill con-
tainment-related disclosures as corrective events for the pre-explosion subclass was prob-
lematic, it did not prevent class certification because loss causation did not have to be 
proven at the class certification stage.

*   *   *

DUTY TO INVESTIGATE

Hanson v. Berthel Fisher & Company, No. 13-CV-67-LRR (N.D. Iowa May 29, 2014)

Securities Law Violations Adequately Alleged Against Broker-Dealer  
That Underwrote Private Placement of Notes in Alleged Ponzi Scheme

Plaintiffs who lost money when they invested in notes that proved to be part of a Ponzi 
scheme were able to adequately allege federal and state securities law violations against the 
broker-dealer that underwrote the private placement of the notes. Denying in part the bro-
ker-dealer’s motion to dismiss, Chief District Judge Reade held that under the Securities 
Act of 1933 the defendant broker-dealer acted as a underwriter in the offering and owed the 
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plaintiffs a duty to investigate or conduct due diligence. The court rejected the argument 
that a private placement offering precluded such liability.

Relying on the Supreme Court’s analysis in its 2011 Janus decision, the court ruled that 
the defendant did not make the alleged misrepresentations in the offering memorandum. 
On the other hand, the court determined that the bespeaks caution doctrine did not shield 
the defendant from securities fraud claims—the disclosures and cautionary language in the 
memorandum were not sufficient to render the alleged misrepresentations and omissions 
immaterial.

Turning to California securities laws, the court held that the defendant broker-dealer 
could not be subjected to primary liability because there was no privity between the plain-
tiffs and the defendant. But the defendant could be subjected to secondary liability with 
respect to the primary violations of the issuer. The complaint sufficiently alleged that the 
defendant materially aided the issuer and its parent company’s primary violations, and had 
knowledge of those violations. The court made similar rulings with respect to the Iowa 
securities laws.

Denying the motion to dismiss with respect to the plaintiffs’ fraud claims, the court 
ruled that, while the defendant was not the maker of any alleged misrepresentations in the 
memorandum, the plaintiffs had pled sufficient facts to allege that the defendant owed the 
plaintiffs a duty to investigate and disclose. The court also held that the plaintiffs had suf-
ficiently alleged that the defendant aided and abetted the fraud committed by the issuer. 
Further, the court dismissed the plaintiffs’ claim for negligent misrepresentation, but found 
that the plaintiffs had sufficiently pled a claim of negligence.

Background

Thompson National Properties, LLC (TNP) organized real estate investment programs, 
raised funds nationwide from investors through public and private offerings, and managed 
the programs. TNP allegedly commingled investor funds from various programs and used 
investor money to make distribution payments to other investors in a Ponzi fashion.

The TNP 2008 Participating Notes Program was a Delaware limited liability company 
located in Irvine, California. TNP was its parent company.

The defendant Berthel Fisher & Company, under the direction of the defendant Thomas 
Joseph Berthel, was the underwriter, promoter, and managing broker-dealer for several of 
TNP’s private placements, including in the TNP 2008 Participating Notes Program. Berthel 
Fisher played a key role recruiting investors for this program, preparing and disseminating 
the program’s private placement memorandum. It helped raise over $26.22 million through 
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the program. Berthel Fisher was an Iowa company with its principal place of business in 
Mario, Iowa.

The private placement memorandum allegedly included several material misrepresen-
tations and omissions. Berthel Fisher allegedly was aware of TNP’s deteriorating financial 
condition, and that the memorandum failed to disclose this. Berthel Fisher also was aware 
of the concomitancy of the multiple offerings for TNP programs, and of evidence that TNP 
was commingling funds.

Berthel Fisher allegedly failed to conduct adequate due diligence. This failure allegedly 
was due in part to the high commissions it could earn, and to its conflict of interest when it 
in effect became an equity partner in the 2008 program.

Duty To Investigate

The defendants contended they had no duty to disclose to the plaintiffs because they did 
not make the alleged misrepresentations in the private placement memorandum—TNP did 
so. They also contended that the plaintiffs failed to sufficiently plead that they oversaw the 
offering or acted as an underwriter.

For the purposes of the Securities Act of 1933, an underwriter included those who 
conducted both firm commitment and best efforts underwritings. In a “best efforts” un-
derwriting, the underwriter undertakes to sell the offering to the public but assumes no 
responsibility for any shares not sold. In contrast, a “firm commitment” underwriting is one 
in which the underwriter assumes the risk of loss on the unsold portion of the distribution.

Federal courts recognized that underwriters had an obligation to investigate an issuer. 
An underwriter had to investigate and disclose material facts that were known or reason-
ably ascertainable.

The securities laws imposed a special duty on underwriters to perform a so-called “due 
diligence” investigation of the issuer of any securities they underwrote. A private place-
ment offering, although exempt from the registration requirements under Section 5 of the 
Securities Act of 1933, was not exempt from the anti-fraud provisions of the federal securi-
ties laws.

The plaintiffs alleged sufficient facts to support a finding at the motion to dismiss stage 
that Berthel Fisher acted as an underwriter for the TNP 2008 Participating Notes Program 
and owed the plaintiffs a duty to investigate or to conduct due diligence of TNP and the 
program. There was no merit to the argument that a private placement offering disposed of 
any potential liability to conduct an investigation.
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Maker of Alleged Misrepresentations

In Janus Capital Group, Inc. v. First Derivative Traders, 131 S.Ct. 2296 (2011), stock-
holders in Janus Capital Group (JCG) sued JCG and its wholly owned investment advisor, 
Janus Capital Management LLC (JCM) pursuant to Rule 10b-5 for alleged misstatements 
in a prospectus issued by the mutual fund Janus Investment Fund. The issue in the case 
was whether JCM “made” the statements in the prospectus, rendering it liable under Rule 
10b-5. The Supreme Court reasoned that under Rule 10b-5 “the maker of a statement is the 
entity with authority over the content of the statement and whether and how to communi-
cate it.” Although the Court recognized that JCM may have helped draft the prospectus, it 
held that JCM was not the “maker” because the prospectus was not attributed to JCM and 
JCM’s “assistance” in drafting the prospectus was “subject to the ultimate control of Janus 
Investment Fund.” Rather, the Fund filed the prospectus and ultimately controlled the con-
tent of the prospectus and was therefore liable for any misstatements.

The plaintiffs did not assert that the defendants had the ultimate authority over the 
content in the memorandum. Moreover, the memorandum stated that TNP “shall have full, 
exclusive and complete discretion to manage and control the business and affairs” of the 
2008 Program.

The analysis in Janus was persuasive. The defendants’ alleged participation in the 
preparation of the memorandum was not sufficient to support any allegations that the de-
fendants “made” the misrepresentations in the memorandum. This alone did not support, 
however, dismissal of the securities law claims.

Bespeaks Caution

Under the “bespeaks caution” doctrine, the forward-looking statements of an offer-
ing document could not form the basis for a securities fraud claim if those statements did 
not affect the “total mix” of information the document provided to investors. When such 
statements were accompanied by meaningful cautionary statements that were sufficient, 
the alleged misrepresentations and omissions were rendered immaterial as a matter of law.

But the cautionary language must relate directly to that which the plaintiffs claim to 
have been misled. A dismissal of a securities fraud claim should be granted under the 
doctrine only when the documents containing the challenged statements included enough 
cautionary language or disclosure of risk that reasonable minds could not disagree that the 
challenged statements were not misleading.

At the very least, reasonable minds could disagree as to whether the “total mix” of 
information in the memorandum was misleading. The cautionary language to which the 
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defendants pointed did not directly and specifically address the substance of each of the 
alleged misrepresentations and omissions. The alleged misrepresentations and omissions 
were not hypothetical in nature. Furthermore, they contained more than merely “optimistic 
projections” that the bespeaks caution doctrine was developed to address.

The plaintiffs alleged the existence of numerous material misstatements and omissions 
in the memorandum. The language from the memorandum that the Defendants cited was 
broad and not specific enough to render the alleged misrepresentation immaterial at this 
point in the litigation. Furthermore, when considered in its entirety, at least some of the lan-
guage on which the defendants relied conflicted with other portions of the memorandum.

Thus, a factual question existed as to whether the “total mix” of the language in the 
memorandum was materially misleading. Moreover, the plaintiffs alleged that the prof-
fered guarantee was worthless when given, TNP’s default already had occurred, TNP’s 
financials already were deteriorating, and TNP’s financial statement attached to the memo-
randum already was outdated and misleading. Therefore, the plaintiffs asserted that some 
of the alleged misrepresentations were false when made.

The disclosures and cautionary language contained in the memorandum were not suf-
ficient to render the alleged misrepresentations and omissions immaterial as a matter of 
law. Furthermore, the alleged misstatements, including the allegedly inaccurate balance 
sheet, the failure to disclose TNP’s deteriorating financial conditions and the failure to dis-
close that proceeds would be used to pay distributions to earlier investors in the TNP 2008 
Participating Notes Program, rather than for real estate investments, were not the “optimis-
tic projections” that the bespeaks caution doctrine sought to address.

California Law

California Corporation Code Section 25401 made it 

unlawful for any person, in connection with the offer, sale, or purchase of a security, directly or indi-

rectly, to … [m]ake an untrue statement of material fact or omit to state a material fact necessary to make 

the statements made, in light of the circumstances under which they were made, not misleading. 

The enforcement provision, Section 25501, on its face required privity between the plain-
tiff and the defendant.

The plaintiffs did not refute that Berthel Fisher did not sell any program notes to them. 
They argued that the defendants nonetheless were liable for misrepresentations and omis-
sions made in connection with those securities pursuant to Section 25504.

Section 25504 provided that “every broker-dealer or agent who materially aids in the 
act or transaction constituting the violation [of Section 25501] is jointly and severally 
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liable with the person liable under Section 25501.” Thus, Section 25504 imposed control 
person or secondary liability on those who assisted others in primary violations of the 
California Securities Act.

Privity was not required for a claim under Section 25504. In order to state a claim 
against Berthel Fisher without alleging privity with that defendant, all the plaintiffs had to 
allege was strict privity between themselves and TNP or the TNP 2008 Participating Notes 
Program and that TNP or the Program violated Section 25401, with Berthel Fisher partici-
pating in the violation as provided by Section 25504.

The allegations as to the primary liability of TNP or the TNP 2008 Participating Notes 
Program were sufficient to allege a violation of Section 25401. There was no dispute that 
the TNP 2008 Participating Notes Program issued the securities and, thus the privity re-
quirement with respect to this claim was satisfied. The question was whether Berthel Fisher 
“materially aided” in the violation.

To show that a defendant “materially aided” in the violation, a plaintiff had to show 
that the defendant did more than play an active role in the offering. But a plaintiff was not 
required to go so far as to show that the defendant actually participated in drafting the false 
or misleading statements by which the notes were sold. Rather, the plaintiff had to show 
that the broker-dealer knew of the false or misleading nature of the representations in the 
offering documents or knew facts giving it reasonable grounds to know the statements 
were false or misleading.

Accordingly, in order to assert that a broker-dealer-defendant was liable under Section 
25504, the plaintiff had to allege that the broker-dealer knew of the false or misleading 
representations in the offering documents and that the broker-dealer materially aided in the 
violation, which required an allegation that the broker-dealer did more than play an active 
role in the offering, such as an allegation that the broker-dealer solicited the purchase of the 
notes with materially misleading offering documents, knowing that the documents were 
materially misleading.

The complaint sufficiently alleged that Berthel Fisher materially aided TNP and/or the 
TNP 2008 Participating Notes Program’s violation of Section 25401 and was liable pursu-
ant to Section 25504. The complaint contained sufficient allegations that Berthel Fisher 
knew of the misleading statements and material omissions in the Memorandum.

The plaintiffs failed, however, to allege that Berthel Fisher was liable under Section 
25400, which made it unlawful for “a broker dealer … to make, for the purpose of induc-
ing the purchase or sale of such security by others, any statement which was … false or 
misleading with respect to any material fact.” Pursuant to the analysis under Janus, the 
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defendants did not make the alleged misleading statements in the Memorandum because 
TNP and the TNP 2008 Participating Notes Program had the final authority over the con-
tent in the Memorandum, not the defendants.

Iowa Law

Iowa Code Section 502.501 made it unlawful “[t]o make an untrue statement of mate-
rial fact.” Pursuant to Janus, the defendants did not make the alleged misleading statements 
in the Memorandum because TNP and the TNP 2008 Participating Notes Program had the 
final authority over the content in the Memorandum, not the defendants.

The plaintiffs have sufficiently alleged, however, a violation of Iowa Code Section 
502.509(7). Analysis of a claim under this section was comparable to that under California’s 
Section 25504. To allege the defendants’ liability for “materially aid[ing]” TNP and/or the 
TNP 2008 Participating Notes Program in their primary violation of Section 502.509(2), 
the plaintiffs first had to allege this primary violation.

The plaintiffs sufficiently alleged a primary violation of Section 502.509(2) by TNP 
and/or the TNP 2008 Participating Notes Program The complaint alleged: (1) the existence 
of material misrepresentations and omissions in the Memorandum, which was used to pro-
mote the TNP 2008 Participating Notes Program and for which TNP and the TNP 2008 
Participating Notes Program were responsible; (2) that the TNP 2008 Participating Notes 
Program commingled investors’ funds; and (3) that the TNP 2008 Participating Notes 
Program operated in a Ponzi-scheme-like fashion.

To allege a violation of Section 502.509(7), the plaintiffs had to allege that the defen-
dants materially aided in the conduct giving rise to the primary violation. They also had to 
allege that the defendants had or should have had knowledge of the violation.

The plaintiffs’ allegations were sufficient for their claim to go forward. Specifically, 
the plaintiffs alleged that the defendants knew the Memorandum, whose distribution they 
planned, oversaw, and executed, was materially misleading. They intended that investors 
relied on the Memorandum to invest their money, of which a significant percentage went 
to the defendants as payment for their key role in the distribution. The plaintiffs suffi-
ciently alleged that, without Berthel Fisher’s assistance, the TNP 2008 Participating Notes 
Program would have collapsed long before it did.

The defendants’ argument that the plaintiffs failed to allege that the notes were offered 
for sale, or purchased, in Iowa, was without merit. Section 502.610 clarified that an offer 
to sell or to purchase a security was made in Iowa, regardless of whether either party was 
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present in the state if the offer originated in Iowa. The plaintiffs alleged that Berthel Fisher 
offered the notes for sale, and that the offer originated from its Iowa headquarters.

Finally, the plaintiffs sufficiently alleged a violation of Section 502.501A. Although 
the defendants were correct that they did not make the alleged misrepresentations in the 
Memorandum under Janus analysis, Section 502.501A prohibited a broker-dealer from 
“recommend[ing] to a customer the purchase, sale, or exchange of a security without rea-
sonable grounds to believe that the transaction or recommendation is suitable for the cus-
tomer based upon reasonable inquiry.” There was no requirement that Berthel Fisher made 
any allegedly misleading statements.

Fraud

The plaintiffs contended that the defendants induced a contract by knowing misrepre-
sentations in violation of California Civil Code Section 1572 and California common law. 
They asserted that the defendants committed fraud because they made numerous misrep-
resentations of material fact and because of their role in preparing the Memorandum, their 
position of underwriter and managing broker-dealer of the TNP 2008 Participating Notes 
Program, and their role in promoting certain other TNP-sponsored programs. The defen-
dants allegedly knew or had reasonable grounds to know of such misrepresentations and 
omissions. According to the plaintiffs, the defendants made representations with the intent 
to induce reliance on them by investors. The plaintiffs further alleged that they justifiably 
relied on the statements in the Memorandum, and that the misrepresentations were the 
proximate cause of their losses.

Under Janus analysis, Berthel Fisher was not the maker of any alleged misrepresenta-
tions in the Memorandum. Hence, this could not form the basis of a fraud claim.

But the plaintiffs pled sufficient facts to allege that Berthel Fisher owed the plaintiffs 
a duty to investigate and disclose, in part, because of its underwriter status. Moreover, the 
complaint sufficiently alleged that Berthel Fisher had knowledge of the omissions, in light 
of the allegations that Berthel Fisher worked with TNP in programs prior to the TNP 2008 
Participating Notes Program; Berthel Fisher intended to induce the plaintiffs to invest in 
the TNP 2008 Participating Notes Program and Berthel Fisher did in fact induce them to 
invest in the TNP 2008 Participating Notes Program, to their detriment. Accordingly, the 
plaintiffs adequately pled that the defendants committed fraud.

Aiding and Abetting Fraud

The plaintiffs asserted that TNP and the TNP 2008 Participating Notes Program com-
mitted fraud in light of: (1) the allegedly material misrepresentations and omissions in the 
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Memorandum, (2) the allegation that TNP and the TNP 2008 Participating Notes Program 
knew of the material misrepresentations and intended that the plaintiffs rely on such misrep-
resentations, (3) the allegation that the plaintiffs justifiably relied on such representations, 
and (4) the allegation that the plaintiffs incurred damages as a direct and proximate result. 
The defendants allegedly aided and abetted this fraud because of their role in preparing the 
Memorandum, their position of underwriter and managing broker-dealer of the TNP 2008 
Participating Notes Program, and their role in promoting certain other TNP-sponsored 
programs,” the defendants had knowledge of TNP and the TNP 2008 Participating Notes 
Program’s fraud.

The plaintiffs have pled sufficient facts to allege aiding and abetting fraud. The com-
plaint alleged that Berthel Fisher had actual knowledge of the fraud of TNP and the TNP 
2008 Participating Notes Program, that is, of the material misrepresentations that TNP and 
the TNP 2008 Participating Notes Program made in the Memorandum. Additionally, the 
complaint alleged that Berthel Fisher provided TNP and the TNP 2008 Participating Notes 
Program substantial assistance in carrying out the fraud because it allegedly oversaw the 
offering of the TNP 2008 Participating Notes Program notes, distributed the notes, acted as 
an underwriter and acted as the managing broker-dealer of the offering.

Negligent Misrepresentation and Negligence

The plaintiffs alleged negligent misrepresentation pursuant to California and Iowa 
common law. But under Janus analysis, the defendants did not make the alleged mis-
representations in the Memorandum because TNP and the TNP 2008 Participating Notes 
Program had the final authority over the content in the Memorandum, not the defendants. 
Hence, the plaintiffs failed to plead a claim of negligent misrepresentation.

The plaintiffs did adequately plead, however, a claim of negligence. To prevail on a 
negligence claim under Iowa law, a plaintiff had to establish that the defendant owed the 
plaintiff a duty of care, the defendant breached that duty, the breach was the actual and 
proximate cause of the plaintiff’s injuries, and the plaintiff suffered damages. The require-
ments of California law were similar. The plaintiffs alleged sufficient facts to support a find-
ing that Berthel Fisher was negligent and that its negligence caused the plaintiffs’ injuries.

Control Person Liability

The individual defendant, Thomas Berthel, was entitled to the dismissal of the claims 
against him. The plaintiffs were only asserting that Berthel was liable under the securities 
law claims. Control person liability was statutorily imposed and did not exist at common 
law, and therefore there was no basis for imposing control person liability with respect to 
the common law claims.
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The plaintiffs did not adequately plead that Berthel Fisher was liable for a primary 
violation of California Sections 25501 or 25503, and therefore Berthel was not liable as a 
control person. The primary violations that the plaintiffs pled under Iowa law were pursu-
ant to Chapter 502, the Iowa Uniform Securities Act. They alleged control person liability, 
however, under Chapter 502A, the Commodities Code, and therefore failed to plead con-
trol person liability under Iowa law.

*   *   *

MOTION TO DISMISS; EXCHANGE ACT OF 1934; FRAUD; SECTION 10(b); SECTION 20(a); 

SCIENTER; CORE OPERATIONS

In re Maxwell Techs., Inc. Sec. Litig., Case No. 13-cv-00580 (S.D. Cal. May 5, 2014)

Southern District of California Dismisses Securities Fraud Claims  
Against Maxwell Technologies With Leave To Amend

On May 5, 2014, Judge Roger T. Benitez of the United States District Court for the 
Southern District of California granted defendants’ motion to dismiss class action claims 
brought under Sections 10(b) and 20(a) of the Securities Exchange Act of 1934 against 
Maxwell Technologies (Maxwell), its former CEO (David J. Schramm or “Schramm”) and 
its CFO (Kevin S. Royal or “Royal”). Plaintiffs alleged that defendants had made false 
statements about Maxwell’s financial condition, internal controls, and accounting practic-
es. In dismissing these claims with leave to amend, the court held that plaintiffs had failed 
to adequately allege scienter against any of the defendants under a corporate scienter, indi-
vidual scienter, or “holistic” scienter theory. This opinion underscores the pleading hurdles 
that plaintiffs alleging fraud must overcome, in particular the level of specificity required 
to plead scienter.

Background

On March 7, 2013, Maxwell announced that it was restating its financial statements for 
2011 and the first three quarters of 2012 after realizing that it had prematurely recognized 
revenue for sales involving side deals. These “secret agreements” included “special pay-
ment terms” whereby Maxwell’s “distributors would not have to pay Maxwell until the 
distributor was paid by the customers.” Because these agreements were not accounted for 
in Maxwell’s financials, the associated revenue was recognized before collectability was 
“reasonably assured”—in other words, prematurely. The inaccurate revenue numbers were 
included in SEC filings signed by Schramm and Royal and were recited during confer-
ence calls in which Schramm and Royal made representations about Maxwell’s financial 



145

performance. During this same time period, Maxwell’s outside auditor resigned because it 
concluded that it could not rely on management’s representations and because of continuing 
internal control deficiencies. Several shareholder lawsuits were subsequently filed against 
Maxwell; the actions were consolidated, and plaintiffs filed a consolidated complaint for 
violations of Sections 10(b) and 20(a) of the Securities Exchange Act of 1934. Defendants 
filed a motion to dismiss for failure to sufficiently allege scienter and loss causation. 

Corporate Scienter

The court first found that plaintiffs had failed to sufficiently allege corporate scienter 
against Maxwell based upon a “collective scienter” theory. Because the claims at issue 
were “based upon statements by the individual defendants and in official filings signed by 
the individual defendants,” the court held that it was “necessary to require scienter as to the 
individuals who were responsible for those statements.” It determined that plaintiffs had 
not sufficiently pled scienter on behalf of the individuals who had made the statements, 
and the fact that a non-defendant executive, who did not make or sign off on any of the 
statements at issue, allegedly possessed the requisite mental state was insufficient to plead 
corporate scienter as a matter of law. 

Individual Scienter

Plaintiffs also made numerous individual scienter allegations regarding Schramm and 
Royal, each of which was rejected by the court.

a.  Confidential Witnesses

The court found that plaintiffs’ confidential witnesses did not establish a strong inference of 
scienter because they did not clearly articulate that they heard or saw anything indicating 
that the individual defendants knew about Maxwell’s improper accounting. The witness 
statements relied on by plaintiffs supported an inference that Schramm and Royal were 
aware of problems with collections, special payment terms, and credit hold decisions. But 
the court stressed that there is nothing “inherently wrong with extending payment terms or 
making a special sales arrangement. Such arrangements are a problem when they are not 
properly taken into account at the accounting stage.” 

b. Resignation of Maxwell’s Outside Auditor

The court also rejected plaintiffs’ argument that the allegedly “noisy” resignation of 
Maxwell’s outside auditor, standing alone, established a strong inference of scienter. Judge 
Benitez acknowledged that, under some circumstances, an independent auditor’s resigna-
tion may “support an inference that the company was misrepresenting or concealing its 
financial health.” But “such a recognition by itself does not demonstrate that management 
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acted intentionally or recklessly, rather than acting incompetently, in ignorance, or based 
on a mistake.” The court added that it would consider this information as part of its “holis-
tic” evaluation of scienter.

c.  Other Individual Scienter Allegations 

Plaintiffs alleged that the individual defendants had a “strong personal relationship” 
with the former Senior Vice President of Sales and Marketing (“Andrews”) who was im-
plicated in the alleged wrongdoing and resigned from Maxwell, and therefore must have 
known of the fraud. But the court emphasized that “the existence of a warm relationship 
does not indicate that Schramm and Royal knew what Andrews was doing or that they 
knew that special sales terms were not properly considered in Maxwell’s accounting.” 
Similarly, the court found that plaintiffs’ allegations that Maxwell filed false SOX certifi-
cations, committed “numerous” GAAP violations, restated its financials for 2011 and part 
of 2012, and were facing Securities and Exchange Commission (SEC) and Department of 
Justice (DOJ”) investigations, were insufficient on their own to demonstrate a strong infer-
ence of scienter. According to the court, none of these allegations established the individual 
defendants participated in the accounting misconduct or knew (or should have known) 
about the alleged accounting improprieties.

d. Core Operations 

Finally, the court held that plaintiffs failed to sufficiently allege a strong inference 
of scienter under the “core operations” theory. According to the court, plaintiffs did not 
make “detailed and specific allegations” showing that the individual defendants’ roles in 
Maxwell’s corporate structure supported a strong inference that they must have known 
about the side deals and improper accounting. Similarly, plaintiffs’ allegations that the 
individual defendants were involved in, or informed about, various aspects of sales, includ-
ing approvals and holds concerning sales and accounts, did not show that they would have 
known that the Company’s final accounting numbers were manipulated. Again, the court 
noted that it would consider the fact that the side deals involved Maxwell’s core operations 
and that the individual defendants were allegedly involved in or apprised of facts regarding 
sales and revenue collection in its holistic evaluation of scienter.

Holistic Consideration of Scienter

Having found none of the allegations sufficient to raise a strong inference of scienter 
alone, the court evaluated the allegations “holistically.” The product of that analysis was 
the court’s conclusion that “[t]here are no specific facts alleging that an individual defen-
dant acknowledged that revenue was misreported or ordered anyone to misreport any-
thing.” The court continued that 
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[t]here are no specific allegations about the information accessed by the individual defendants or the na-

ture of the accounting process which, taken in combination, suggest that the individual defendants must 

have known that there was an accounting deception or were deliberately reckless. 

The court also considered the financial losses defendants suffered and the fact that neither 
the Audit Committee nor any of the external investigators had found them culpable in its 
analysis. Ultimately, the court determined that, as with the other analyses, when viewing 
the allegations “holistically” the inference of scienter was not as cogent and compelling as 
an innocent explanation. 

Because the court determined that plaintiffs had failed to properly allege scienter, it did 
not address loss causation.

*   *   *

MOTION TO DISMISS; DERIVATIVE; DEMAND FUTILITY; BUSINESS JUDGMENT RULE 

In re Maxwell Techs., Inc. Deriv. Litig., Case No. 13-cv-966 (S.D. Cal. May 27, 2014)

Southern District of California Grants Motion To Dismiss Derivative  
Claims Against Maxwell Technologies Without Prejudice

On May 27, 2014, Judge Roger T. Benitez of the United States District Court for the 
Southern District of California granted, with leave to amend, nominal defendant Maxwell 
Technologies, Inc.’s motion to dismiss consolidated shareholder derivative claims brought 
against Maxwell’s board of directors and certain of its officers. Plaintiffs alleged that the 
individuals had breached their fiduciary duties, abused their control, grossly mismanaged, 
were unjustly enriched, and had wasted corporate assets. Plaintiffs had not demanded that 
the board of directors take action, but instead argued that making such a demand would 
have been futile. In dismissing these claims, the court found that plaintiffs had failed to 
plead particularized facts raising a reasonable doubt that the directors were not disinter-
ested and independent, or that the challenged transaction was not the product of a valid 
exercise of business judgment. 

This opinion was written by the same Judge, and concerns the same underlying facts 
(regarding premature revenue recognition leading to a restatement of earnings) as the above 
In re Maxwell opinion dismissing the direct securities claims. As it did when it granted 
Maxwell’s motion to dismiss the direct claims, here the court again emphasized the need to 
plead particularized facts as opposed to conclusions. 

The court applied the test set forth in Aronson v. Lewis, 473 A. 2d 805 (Del. 1984) to de-
termine whether a demand upon the board of directors—a demand that plaintiffs conceded 

http://www.lawreporters.com/b&c/bc0614maxwell27.pdf
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that they did not make—would have been futile and therefore excused. Pursuant to this 
test, a court must determine “whether, under the particularized facts alleged, a reasonable 
doubt is created that: (1) the directors are disinterested and independent [or] (2) the chal-
lenged transaction was otherwise the product of a valid exercise of business judgment.” 
The court noted that “[i]n order to successfully allege demand futility, Plaintiffs must cre-
ate reasonable doubt as to four of the eight directors.” 

Director Independence

Regarding independence, plaintiffs alleged that one of the directors (Mr. Cortes) had 
received “lavish compensation” for his service as a board member, was incentivized to 
continue to receive such compensation, and held a significant portion of Maxwell’s out-
standing stock. Plaintiffs argued that this demonstrated the director’s control and domina-
tion of the board. The court disagreed, finding that plaintiffs had failed to explain how any 
of these alleged facts would allow it to reach such a conclusion. Moreover, plaintiffs al-
leged that because another director (Mr. Schramm, who was both an officer and director of 
Maxwell) was able to secure a favorable compensation package in connection with his res-
ignation despite an outstanding fraud investigation and securities lawsuit pending against 
him, he must have controlled or dominated the board. In rejecting this argument, the court 
noted that there was no evidence that Mr. Schramm was in fact responsible for the alleged 
misconduct, but was only alleged to have been involved, and that his compensation pack-
age “only suggests one possible symptom of domination and control, and does not itself 
explain how Schramm achieved this.” 

Director Interestedness

Plaintiffs also argued that the directors were interested because they faced “a substan-
tial likelihood of liability [for the underlying claims] that render[ed] them unable to impar-
tially consider a demand.” 

The court first noted that Maxwell had an exculpation provision limiting the directors’ 
liability. 

Where the directors have been exempted from liability, the risk of liability does not disable them from 

considering a demand “unless particularized pleading permits the court to conclude that there is a sub-

stantial likelihood that their conduct falls outside the exemption.”

The court found that plaintiffs had made no such showing.

The court further opined that although there were conclusory allegations that the board 
“recklessly disregarded problems,” that “Plaintiffs do not provide factual allegations from 
which this Court could conclude that the directors knew or should have been alerted to the 
fact that there was a problem.” For example, though the Maxwell directors were on notice 
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of a previous alleged scheme regarding deficient internal controls in connection with kick-
backs in China, Judge Benitez determined that this would not have put “the Maxwell direc-
tors on higher alert to unrelated problems with reporting sales arrangements and recording 
revenue.” Similarly, the mere fact that the board executed financial statements containing 
inaccurate information does not allow the court to infer that the board knew that the “sales 
team made secret arrangements that were not properly reported, and that the financial state-
ments were inaccurate.” Because plaintiffs failed to make any allegations sufficient for 
the court to infer that any of Maxwell’s directors “did not act to prevent, stop, or correct 
the misstatements …consciously, rather than in complete ignorance” the court held that 
plaintiffs had not “pleaded particularized facts creating a reasonable doubt as to the disin-
terestedness of the directors.” 

Exercise of Business Judgment

Finally, the court found that plaintiffs had failed to show that the boards’ actions did 
not constitute a valid exercise of business judgment. For example, though the board had 
approved inaccurate financial statements, 

[w]hile it is true that knowing approval of false financial statements could have little justification, 

Plaintiffs provide no argument to support a claim that approval of the statements would not be entitled 

to business judgment if the directors were unaware of the misstatements

—which, as discussed above, the court had previously determined. Similarly, regarding 
plaintiffs’ claims of excessive compensation, the court found that there were 

no allegations about the amount or structure of the [arrangements] that suggests that the compensation 

was not a good-faith award within the Board’s broad discretion to decide how best to motivate and com-

pensate officers in this particular company and situation. 

As a result, the court found that plaintiffs had failed to plead that a demand on Maxwell’s 
board of directors would have been futile and therefore was not excused. 

*   *   *
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SECTION 14(A); MOTION FOR SUMMARY JUDGMENT; CLASS DECERTIFICATION

Schulein v. Petroleum Development Corp., No. SACV 11-1891 AG (ANx) (C.D. Cal. May 
19, 2014)

Federal Court Denies in Part and Grants in Part Defendants’ Motion for Summary 
Judgment on Section 14(a) Claim and Denies Motion for Class Decertification

On May 19, 2014, Judge Andrew J. Guilford of the United States District Court for 
the Central District of California denied in part and granted in part defendants’ motion for 
partial summary judgment on plaintiffs Section 14(a) claim, which was based on alleged 
misstatements in defendants’ proxies regarding the value of their oil and gas reserves. The 
court also denied defendants’ motion for partial summary judgment regarding plaintiffs’ 
breach of fiduciary duty claim. Finally, the court denied defendants’ motion for class decer-
tification. This case is noteworthy for its analysis of the required disclosures under Section 
14(a), and reinforcing that even if there are concerns regarding the underlying actions 
taken by a company, so long as the disclosures set forth these actions in a non-misleading 
manner, there can be no cognizable Section 14(a) claim. 

Background

Defendant PDC owned and operated natural gas and crude oil properties. To raise capi-
tal to finance the acquisition and maintenance of these properties, PDC formed 12 limited 
partnerships. Plaintiffs are the investors who owned interests in these partnerships.

In their complaint, plaintiffs alleged that defendants had developed a scheme to reac-
quire the partnerships at an artificially deflated price via cash-out mergers. They claimed 
that doing so was a breach of defendants’ fiduciary duties, and alleged that defendants at-
tempted to effect this scheme by providing misleading disclosures regarding the value of 
the partnerships’ oil and gas reserves in their respective proxy statements in violation of 
Section 14(a) of the Securities and Exchange Act of 1934. Because the partnerships were 
registered with the SEC, PDC was required to solicit votes of the partnerships through 
proxies that complied with Section 14(a). Defendants moved for summary judgment on 
the claims. 

Section 14(a) Does Not Require Scienter

In their motion for summary judgment, defendants argued that Section 14(a) required 
scienter and that plaintiffs had failed to properly allege this element. Though the Supreme 
Court had reserved the question of whether scienter was necessary for Section 14(a) liabil-
ity, the court noted that numerous opinions had determined that it was not and that “unlike 
section 10(b), the text of section 14(a) lacks any reference to a manipulative device or 
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contrivance.” Accordingly, the court denied defendants’ motion for summary judgment on 
the Section 14(a) claim.

Partial Summary Judgment Regarding the Actionability of Certain Proxy Disclosures

The court also rejected defendants’ motion for partial summary judgment regarding cer-
tain disclosures in the proxy statements defendants argued were not actionable. Defendants 
posited that the disclosure of the discount rates used to determine net present value were 
not actionable because they were indeed the rates used; although plaintiffs disagreed with 
those rates, they were still properly disclosed and therefore inactionable. The court dis-
agreed, finding a genuine dispute of material fact because the “discount rates disclosed in 
the proxies varied from those used in some of PDC’s internal calculations.” The court could 
not conclude as a matter of law that there was no “substantial likelihood” that a reasonable 
shareholder would have wanted to consider these alternate metrics in deciding how to vote. 

The court also denied partial summary judgment on defendants’ omissions concerning 
“probable” and “possible” reserves. While the court agreed that companies generally do 
not have a duty to disclose the value of non-proven reserves, it found that because defen-
dants had affirmatively made statements regarding such reserves in the proxies, they had a 
duty to ensure those statements were not misleading.

Finally, the court granted partial summary judgment on statements concerning the spe-
cial transaction committee and alternatives considered before recommending the merger 
transaction. The court found that the evidence cited by plaintiffs did not establish that these 
disclosures were misleading: “Even if the evidence [] demonstrates that the Committee 
failed to consider certain alternatives, that alone is insufficient to make the disclosures in 
the proxy misleading.”

Motion for Class Decertification

Defendants moved to decertify the class, arguing that there were unique factors to each 
partnership impacting the respective valuations and, as a result, common issues did not 
predominate as required by Rule 23 of the Federal Rules of Civil Procedure. The court 
rejected this argument, finding that although there were issues unique to each partnership, 
there were numerous common questions regarding “significant aspect[s] of the case” that 
outweighed them. Accordingly, the court found that Rule 23’s predominance requirement 
was satisfied and that the case could proceed as a class action.

*   *   *
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DISGORGEMENT; PENALTIES; PREJUDGMENT INTEREST; RESTITUTION

SEC v. Vassallo, No. CIV S-09-0665 (E.D. Cal. May 22, 2014)

Federal Court Orders Disgorgement in Civil Action Despite  
Restitution Order in Related Criminal Action

On May 22, 2014, Judge Lawrence K. Karlton of the United States District Court for 
the Eastern District of California granted the SEC’s motion for a final judgment of dis-
gorgement of $43 million, with pre-judgment interest, against defendant Anthony Vassallo, 
even though he had already been ordered to pay $43 million in restitution in a related crimi-
nal case. The court also ordered Vassallo to pay $650,000 in civil penalties. This decision 
is noteworthy for its guidance in resolving conflicts between penalties ordered in related 
civil and criminal cases. 

Background

In March 2009, the SEC sued Vassallo for securities fraud based upon allegations that 
he had perpetrated a Ponzi scheme. A year later, based upon a consent decree between the 
parties, the court entered a Judgment of Permanent and Other Relief against Vassallo. That 
judgment provided that “upon motion” by the SEC, “the Court shall determine whether it 
is appropriate to order disgorgement of ill-gotten gains and/or civil penalties.” 

Also in March 2009, the United States filed a criminal case against Vassallo, charging 
him with conspiracy, mail fraud, wire fraud, money laundering, and securities fraud relat-
ing to the same Ponzi scheme. In September 2013, Vassallo pled guilty to wire fraud. As 
part of his sentence, Vassallo was ordered to pay restitution of $43 million to the defrauded 
investors.

A month later, the SEC filed a motion for a judgment of $43 million in disgorgement 
relief in the civil action.

Relationship Between Civil Disgorgement and Criminal Restitution

In opposing the SEC’s motion for judgment, Vassallo argued, among other things, that 
the criminal restitution had fully compensated his victims and therefore he should not 
have to disgorge additional funds. The court disagreed. It found that the criminal judgment 
specifically contemplated an overlapping civil disgorgement order, stating that “[t]he par-
ties agree that the total amount of [criminal] restitution shall be credited by the amounts 
disbursed by the receiver to the victims of this crime” in the civil action, and therefore that 
the civil judgment did not encroach the criminal. 

Pre-Judgment Interest

Vassallo similarly opposed the SEC’s motion for pre-judgment interest, arguing that 
“(1) the order for restitution, if satisfied, would make investors whole, (2) Defendant had 
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been punished enough, and (3) Defendant did not have sufficient funds to pay the interest.” 
The court rejected each of these arguments in turn. First, because the purpose of pre-judg-
ment interest is to restore the victim’s loss due to the inability to use the misappropriated 
money for productive purposes, the court found that pre-judgment interest was necessary 
to make the investors whole. Second, it determined that the amount of punishment in the 
criminal action was irrelevant because disgorgement, and interest thereupon, was not pun-
ishment, but rather a remedy to unjust enrichment. Finally, the court held that Defendant’s 
unsupported assertion of his inability to pay did not render pre-judgment interest unfair.

“Third Tier” Penalties

The SEC also sought “third tier” civil penalties, which are imposed if the defendant en-
gaged in “fraud, deceit, manipulation, or deliberate or reckless disregard of a regulatory re-
quirement.” According to the allegations in the complaint, which were presumed to be true, 
defendant had made false statements and misappropriated investor funds for his personal 
use, which ultimately led investors to lose substantial amounts in investments. The court 
found that such activities qualify for “tier three” penalties, and accordingly imposed the 
maximum penalty for one violation of each of the respective counts for a total of $650,000.

*   *   *

DEMAND FUTILITY; BREACH OF FIDUCIARY DUTY; AIDING AND ABETTING; UNJUST 

ENRICHMENT; WASTE OF ASSETS; CONVERSION; FRAUDULENT CONVEYANCE

Refco Group Ltd., LLC v. Cantor Fitzgerald, L.P., No. 13 Civ. 1654 (RA) (S.D. N.Y. Jun. 
10, 2014) 

Limited Partner With 10% Interest Adequately Alleged Claims Against General 
Partner and Controlling Individuals for Three of Six Challenged Transactions

An investor that took a 10% interest in a limited partnership formed to take advantage 
of the defendants’ expertise in financial services to enter the gambling business was able 
to adequately allege claims with respect to three of six challenged transactions. Denying in 
part the defendants’ motions to dismiss, District Judge Abrams held, first, that demand fu-
tility applied only with respect to the three transactions—two intellectual property license 
agreements and an asset purchase agreement—and therefore only those three transactions 
could form the basis of the plaintiff’s claims. The court pointed out that the plaintiff was 
proceeding “double derivatively”: it was a limited partner that was asserting injuries to the 
subsidiaries of the limited partnership, and therefore had to establish that the general part-
ner could not have evaluated the subsidiaries’ potential claims with the required disinterest 
and independence.

http://www.lawreporters.com/b&c/bc0614refco.pdf
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Turning to the plaintiff’s individual claims, the court held that the plaintiff plausibly 
had stated a claim for breach of fiduciary duty against the general partner and three indi-
vidual defendants. The plaintiff had sufficiently alleged bad faith on the part of the general 
partner with respect to a transaction in which a business line was sold to an affiliate for a 
mere £1.00.

The plaintiff also adequately stated a claim for breach of fiduciary duty against the 
individual defendant who dominated the defendant companies. As a result of his control 
over the general partner, he could be liable for willful misconduct in breach of his duty 
of loyalty to the limited partners, the court ruled. He had the power to stop the sale of the 
business, but chose to let it proceed, primarily because of the personal benefit he would 
receive. He also was responsible for two license agreements that diverted royalties from 
intellectual property.

Claims of willful misconduct also were adequately alleged against two other individual 
defendants who served as officers and directors of various companies.

Claims for aiding and abetting the breaches of fiduciary duty were adequately pleaded 
against several affiliate companies, the court held. Aiding and abetting claims also were 
possible against two of the individual defendants if it later were determined they were not 
fiduciaries. 

The court also declined to dismiss certain of the plaintiff’s claims for unjust enrichment, 
waste of assets, and conversion, but dismissed a claim for breach of the limited partnership 
agreement because it was a direct claim for which the plaintiff lacked Article III standing.

Background

In 2002, Refco Group Ltd., LLD (RGL) invested $8 million in Cantor Index Holdings, 
L.P. (CIH) in exchange for a 10% limited partnership interest. An amended and restated 
limited partnership agreement (LPA) was executed.

The defendant Cantor Index Holdings Limited Partnership LLC (CIHLLC) and non-
party CIHLP II LLC hold 1% and 89% limited partnership interests, respectively, with 
CIHLLC serving as general partner. The defendant Cantor Fitzgerald, L.P. (CFLP) is the 
sole member of CIHLP II; the defendant Cantor Fitzgerald Securities (CFS) is the sole 
member of CIHLLC.

Direct and Derivative Claims

The district court noted that the parties’ briefs assumed that Delaware law controlled. 
Such implied consent was sufficient to establish choice of law.
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 Under Delaware law, the question of whether a stockholder’s claim was derivative or 
direct depended solely on who suffered the alleged harm (the corporation or the plaintiffs) 
and who would receive the benefit of any recovery or other remedy. Under the first prong, 
a stockholder could bring a direct claim only if it had suffered an injury that was not de-
pendent on an injury to the corporation. The same analysis applied in the context of limited 
partnerships.

RGL did not dispute that, with the exception of its accounting claim, it was asserting 
causes of action derivatively on behalf of CIH and its subsidiaries. The injury to RGL—the 
diminution in the value of its partnership interest—clearly was not a direct injury because it 
flowed from damage inflicted directly on the partnership. Conversely, the accounting claim 
asserted RGL’s entitlement to various reports and financial statements. It was RGL, rather 
than CIH, that would receive the full accounting of CIH’s finances and activities.

Standing

The defendants argued that RGL did not have standing because RGL’s bankruptcy plan 
assigned all of RGL’s claims to a litigation trust. RGL contended that, while the plan could 
be read as assigning RGL’s direct claims to the trust, it could not have assigned RGL’s 
derivative claims. 

Given the plan’s ambiguous treatment of derivative claims, the court concluded that 
only RGL’s direct claims could be dismissed for lack of standing at this stage of the litiga-
tion. RGL had Article III standing to pursue the derivative claims notwithstanding the plan.

Demand Futility

The defendants argued that the derivative claims had to be dismissed because the com-
plaint failed to allege with particularity their reasons why, at the time the complaint was 
filed, it was futile to demand that CIH’s general partner, CIHLLC, take appropriate reme-
dial action to address the challenged transactions. Because demand was futile with respect 
to certain of those transactions (the 2006 license agreement, the asset purchase agreement, 
and the 2011 license agreement) but not others (the closure of Spreadfair (the world’s first 
spread-betting exchange, which permitted online customer-to-customer betting), the trans-
fer of CIL’s trading activity to CFE, and the increase in related-party fees paid by CIL), 
only the former transactions could form the basis of RGL’s claims.

Under Delaware law, a limited partner may bring a derivative action if general partners 
with authority to do so have refused to bring the action or if an effort to cause them to bring 
the action was not likely to succeed. RGL did not make a pre-suit demand, but alleged that 
demand was excused as futile.
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The conventional Aronson test for demand futility was whether, under the facts alleged, 
a reasonable doubt was created that the general partners were disinterested and indepen-
dent or the challenged transaction was otherwise the product of a valid exercise of business 
judgment. If either prong was satisfied, demand was excused.

The Aronson test did not apply when the general partners did not make a business de-
cision that was being challenged in the suit. One such situation was a “double derivative 
suit” in which a limited partner in a parent entity sought to enforce a claim belonging to a 
subsidiary that was wholly or majority controlled. Under the Rales test, demand was ex-
cused as futile when the parent’s general partners were shown to be incapable of making an 
impartial business judgment regarding whether the assert the subsidiary’s claim.

Because RGL was a limited partner of CIH asserting injuries to CIH’s subsidiaries, it 
was proceeding “double derivatively.” It therefore had to establish that CIHLLC, CIH’s 
sole general partner, could not have evaluated the subsidiaries’ potential claims with the re-
quired disinterest and independence. A disabling interest existed when the general partner 
stood on both sides of the challenged transaction or personally received a material benefit 
from the transaction that was not generally shared with the other partners.

To establish CIHLLC’s lack of independence from Howard W. Lutnick, RGL provided 
SEC filings that traced the relationship between the two. Essentially, Lutnick owned 100% 
of the corporation that managed CFLP, which itself managed a chain of entities, the last 
of which owned 100% of CIHLLC. An entity general partner was beholden to its owner 
for purposes of demand futility. Thus, as a result of Lutnick’s control over each intermedi-
ate entity, RGL adequately pled that Lutnick dominated CIHLLC for purposes of demand 
futility.

Interest in Challenged Transactions

For CIHLLC’s lack of independence to be disabling, there had to be some alleged 
nexus between the domination and the resulting personal benefit to the controlling party. 
If Lutnick did not plausibly benefit from the challenged transaction, his domination of 
CIHLLC would not excuse demand unless the transaction exposed him to liability.

The 2006 license agreement allegedly granted Cantor Nevada obtained free access to 
CILLC’s intellectual property. Lutnick, who had an equity interest of at least 69.17% in 
Cantor Nevada, was plausibly alleged to personal benefit. The alleged benefit appeared to 
be material because detailed allegations supported the notion that Cantor Nevada’s growth 
was attributable in part to technology from CIH subsidiaries. In any event, Lutnick execut-
ed the agreement on behalf of all parties, and therefore stood on both sides of the agreement 
and was deemed interested.
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It was not sufficiently alleged that Lutnick personally benefitted from the closure of 
Spreadfair. The allegation that it was closed to bolster the Cantor Nevada entities was con-
clusory and did not suggest that the value of Lutnick’s interest in Cantor Nevada increased 
by any appreciable amount.

Lutnick was interested in the sale of CIL’s financial fixed-odds (FFO) betting business 
(the business permitted bettors to predict whether a financial market would finish above 
or below a specified level) to a UK subsidiary of Cantor Nevada, CGWL (UK), for a mere 
£1.00. The business generated substantial revenues, and it hardly could be said that the 
benefit to Lutnick was negligible. Thus, RGL adequately alleged that Lutnick stood on both 
sides of the transaction and received a material benefit.

RGL failed to establish that Lutnick was interested in the transfer of CIL’s trading ac-
tivity to CFE. The nature and value of this activity was not explained, and although Lutnick 
had the power to direct CFE’s decisions, there were no allegations concerning Lutnick’s 
ownership interest in CFE or its size relative to Lutnick’s interest in CIL. Nor was it ad-
equately alleged that Lutnick stood on both sides of the transaction.

It was adequately alleged, however, that Lutnick was interested in the 2011 license 
agreement. The agreement, which licensed certain CILLC patents, provided that any royal-
ties were to be paid to Cantor Nevada, and therefore Lutnick would benefit, but RGL and 
CIH would not. Although Lutnick did not execute the agreement, it was reasonable to infer 
that he participated as CEO of CILLC and chairman of Cantor Nevada.

Thus, RGL adequately alleged that Lutnick was interested in the 2006 license agree-
ment, the asset purchase agreement, and the 2011 license agreement. Demand therefore 
was excused as to these three transactions.

Standards for Breach of Fiduciary Duty

Under Delaware law, a general partner owed the partnership fiduciary duties similar to 
those owed by directors to a corporation. These were the duties of care and loyalty.

The focus of a duty of care analysis was not the substance of the decision, but rather 
the process the fiduciaries undertook in making it. Gross negligence was the standard for 
evaluating a breach of the duty of care. 

A breach of the fiduciary duty of loyalty could be established by showing that the de-
fendants either stood on both sides of a transaction and dictated the terms in a self-dealing 
way, or received a personal benefit from the transaction that was not enjoyed by sharehold-
ers generally. Directors of a parent could breach their duty of loyalty by purposely caus-
ing action by a wholly-owned subsidiary that was adverse to the interests of the parent. 
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Directors were obligated to manage the affairs of the subsidiary in the best interests of the 
parent and its shareholders.

Those in control of the general partner owed to the limited partners a minimum duty 
of loyalty. Thus, for example, the officers, affiliates and parents of the general partner may 
owe fiduciary duties to the limited partners of those entities controlled the partnership’s 
property. The rationale was that one who controlled property of another may not, without 
implied or express agreement, intentionally use that property in a way that benefitted the 
controller to the detriment of the property or its beneficial owner. This theory has not been 
extended beyond duty of loyalty claims, however, and thus controllers of a general partner 
were not held liable for breaches of the duty of care, i.e., gross negligence.

Pursuant to Delaware law, the limited partnership agreement contained an exculpatory 
provision that limited CIHLLC’s liability as general partner except for acts or omissions 
attributable to willful misconduct or gross negligence.

Willful misconduct was one standard for evaluating whether a fiduciary breached the 
duty of loyalty by acting in bad faith. When intentional misconduct or bad faith was in-
volved, some showing of the requisite mental state was necessary.

Here, there was no allegation that the decision-making process was tainted by gross 
negligence. Thus, only the duty of loyalty was at issue, and the defendants could be liable 
only for willful misconduct in violation of that duty.

Liability of General Partner for Willful Misconduct

 The complaint did not directly link CIHLLC to any challenged transaction, and the 
extent to which CIHLLC could be charged with its agents’ knowledge of these transactions 
was unclear. Therefore, RGL has not plausibly alleged that CIHLLC was liable for the vast 
majority of the challenged transactions.

RGL has adequately pled, however, CIHLLC’s knowledge of the asset purchase agree-
ment by which CIL’s FFO business was sold. RGL also has sufficiently alleged bad faith 
on the part of CIHLLC with respect to this transaction. The fact the business was described 
as very successful by the defendant Lee Amaitis, president of Cantor Nevada and later 
CEO, rendered it plausible that the £1.00 sale price was patently insufficient compensation. 
Moreover, various documents quoted in the complaint suggested that the asset purchase 
agreement was intended to be part of a broader reorganization within the Cantor group, 
rather than an arms-length transaction in which a reasonable sale price was sought.

The asset purchase agreement conferred a substantial benefit on Lutnick, who controlled 
CIHLLC and holds an 89.97% equity interest in the buyer. At this stage, the objectively 
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suspect nature of the transaction, coupled with Lutnick’s incentives, permitted the infer-
ence that CIHLLC acted (or failed to act) not only knowingly but also willfully.

Lutnick’s Liability

The complaint also stated a claim for breach of fiduciary duty against Lutnick. As a re-
sult of his control over the general partner, he could be liable for willful misconduct in the 
breach of his duty of loyalty to the limited partners. Moreover, he owed fiduciary duties to 
the partnership by virtue of his status as director or officer of its subsidiaries.

The allegations were sufficient to establish that Lutnick knew about the asset purchase 
agreement, had the power to stop it, and nevertheless chose to let it proceed, primarily be-
cause of the benefit he would receive. 

Furthermore, it was plausibly alleged that Lutnick played a direct role in the 2006 
license agreement, having executed the agreement on behalf of all the parties. Cantor 
Nevada obtained a perpetual, royalty-free license to use CILLC patents for consideration 
to be determined in good faith within a reasonable time, but the consideration never was 
paid, or even negotiated.

It was reasonable to infer that Lutnick, as CILLC’s CEO, knew that CILLC was failing 
to seek compensation to which it was entitled. Lutnick had the power to rectify the situa-
tion, given his control over CILLC via CIHLLC. But with his ownership interest in Cantor 
Nevada, he had an incentive to do nothing.

The same was true of the 2011 license agreement. Lutnick’s positions with CILLC and 
Cantor Nevada permitted the inference that he knew the terms of the transaction, which 
conferred the right to receive royalties from CILLC’s patents on Cantor Nevada. His stake 
in Cantor Nevada suggested the truth of the allegation that he failed to require the negotia-
tion of a royalty agreement more favorable to CILLC because it was not in his interest to 
do so. Accordingly, RGL stated a claim for willful misconduct against Lutnick.

Merkel’s Liability

The defendant Stephen M. Merkel, as a director or officer of one or more CIH enti-
ties, and Executive Managing Director, General Counsel, and Secretary of CFLP, owed 
fiduciary duties to CIH and its limited partners. His positions at CIL and CFLP, which 
directed CIL to transfer its FFO business, permitted the inference that he knew about the 
asset purchase agreement. He purportedly benefitted from the sale by virtue of his owner-
ship interest in CGWL (UK). Taken together, the allegations plausibly suggested that he 
acted in conscious disregard of his duty of loyalty to CIH in allowing CIL to sell its FFO 
business for £1.00.
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Amaitis’s Liability

The breach of fiduciary duty claim survived against Amaitis as well. He served as di-
rector or officer of CIHLLC, CIL, and CILLC, and served as Executive Managing Director 
of CILLC since 2004. Thus, at the very least, he owed a duty of loyalty to CIH.

Amaitis also had significant ties to Cantor Nevada, having served as its president from 
2004 to January 2009, and its CEO thereafter. Holding a 7.43% ownership interest in the 
company, he stood to gain from the 2006 and 2011 license agreements. It was reasonable to 
infer that he had the power to ensure that CILLC negotiated compensation for the use of its 
patents, and his failure to do so, in conjunction with the resultant benefit he would receive, 
permitted the inference of willful misconduct.

The asset purchase agreement also may support a willful misconduct claim against 
Amaitis, who executed the agreement as director of CGWL (UK), and benefited as a result 
of his ownership interest in that entity.

Aiding and Abetting Breach of Fiduciary Duty

Under Delaware law, one who knowingly participated in the breach of a fiduciary duty 
stood liable with the primary wrongdoer for injuries resulting from the breach or the re-
covery of profit wrongfully captured. The elements of a claim were: (1) the existence of a 
fiduciary relationship, (2) the fiduciary’s breach of its duty, (3) a defendant who was not a 
fiduciary who knowingly participated in the breach, and (4) damages to the plaintiff result-
ing from the concerted action of the fiduciary and non-fiduciary.

RGL stated a claim against CFLP for aiding and abetting CIHLLC’s breach of fiduciary 
duty. CFLP’s participation in the breach of duty in the FFO business sale was evidence 
from the fact that CFLP caused its subsidiaries to enter into the transaction. Given the 
egregious terms, it was plausible that CFLP knew that the transaction constituted a breach 
of fiduciary duty.

A claim survived against CFS. RGL adequately pleaded a claim for breach of fidu-
ciary duty against CIHLLC, and it was reasonable to believe that, as the sole member of 
CIHLLC, CFS knowingly participated in the breach. 

Although the defendants asserted that a member or manager of an LLC could not be li-
able solely by virtue of its position, CFS would be held liable because it knowingly caused 
CIHLLC to breach its fiduciary duties, not because of its position as a member. The de-
fendants cited no case in which the liability provision of the Delaware LLC Act shielded a 
member or manager from aiding and abetting liability.
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A claim was adequately pled against Cantor Nevada. It was plausibly alleged that 
Lutnick and Amaitis breached their duty of loyalty to CIH with respect to the license agree-
ments. Moreover, both occupied high-level positions at CILLC and Cantor Nevada, and 
their knowledge could be imputed to Cantor Nevada.

RGL plausibly alleged that Lutnick and Amaitis, given their positions at Cantor Nevada 
and CILLC, were knowing participants in the license agreements. The claim assumed, 
however, that the two were non-fiduciaries—an assumption that was inconsistent with the 
complaint and with the breach of fiduciary duty claim. But if it later were determined that 
one of them actually was a non-fiduciary, he may be liable for aiding and abetting the 
other’s breach.

An aiding and abetting claim could not be advanced against Merkel. While his status 
as director or officer of CIL, Cantor Nevada and CFLP plausibly suggested he knew about 
some of the transactions, there was no further allegation that would permit the inference he 
participated in any of them.

Unjust Enrichment

Unjust enrichment was the unjust retention of a benefit to the loss of another, or the re-
tention of money or property of another against fundamental principles of justice or equity. 
The defendants did not contest the element of impoverishment with regard to CIH. But 
neither CIHLLC nor CFS could have been enriched by any of the challenged transactions. 
Neither had a stake in Cantor Nevada or CGWL (UK).

Nor was it alleged that CFLP was enriched. It did not hold any ownership interest in 
Cantor Nevada or CGWL (UK). The links between CFLP and Cantor Nevada were too 
attenuated.

The defendants’ primary argument was that an unjust enrichment claim could not be 
asserted as to the remaining transactions because they occurred pursuant to written agree-
ments. If unjust enrichment arose from a relationship governed by contract, then the con-
tract alone had to provide the measure of the plaintiff’s rights. But the mere existence of a 
contract was insufficient to preclude an unjust enrichment claim because the defendant’s 
conduct may have enriched the defendant in the form of an unjust contract.

The 2006 license agreement could not support a claim for unjust enrichment because 
the defendants were not alleged to have been unjustly enriched by virtue of the agreement, 
but rather by Cantor Nevada’s failure to pay the consideration. Thus, the contract was the 
measure of the plaintiff’s right.
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In contrast, RGL alleged that the asset purchase agreement and the 2011 license agree-
ment were improper transactions designed to unjustly enrich the defendants. Accordingly, 
the fact that these transactions involved contracts did not foreclose the possibility of an 
unjust enrichment claim.

While the defendants did not appear to contest that Cantor Nevada was enriched by the 
asset purchase agreement and the 2011 license agreement, they argued that Lutnick, Merkel, 
and Amaitis benefitted only indirectly as a result of their ownership interests in Cantor 
Nevada. They cited Dubroff v. Wren Holdings, LLC, No. 3940-VCN (Del. Ch. Oct. 28, 
2011, in which the court dismissed unjust enrichment claims against individual defendants 
who were not alleged to have directly received anything in the challenged transactions.

Nevertheless, the court did not explicitly hold that an unjust enrichment claim could 
not be premised on the benefit an owner received when his or her company was unjustly 
enriched. Other Delaware cases suggested that individuals may be liable if they participate 
in transactions that benefit the entities in which they have ownership interests.

Fundamentally, a plaintiff had to show there was some direct relationship between 
a defendant’s enrichment and a plaintiff’s impoverishment. The implicit purpose of this 
requirement was to ensure that a court accurately could reverse the unjust retention of a 
benefit to the loss of another.

According to the complaint, the relationship between CIH’s impoverishment and the 
enrichment of Lutnick, Merkel, and Amaitis was anything but attenuated. Collectively, 
they owned Cantor Nevada, and while their benefit was in a sense indirect, it was not so 
speculative that the court would have difficulty reversing its unjust retention should they 
be found liable.

Waste of Assets

A waste entailed an exchange of corporate assets for consideration so disproportion-
ately small as to lie beyond the range at which any reasonable person might be willing to 
trade. A claim of waste will arise only in the rare unconscionable case in which directors 
irrationally squandered or gave away corporate assets.

The allegations concerning the 2006 license agreement met the standard. Although the 
agreement provided that the consideration for the licenses would be negotiated “within a 
reasonable time,” no negotiations have occurred in eight years.

It also was plausibly alleged that the 2008 closure of Spreadfair constituted waste. 
While there were many valid reasons for shutting down a business, and a derivative plaintiff 
should not be allowed to proceed to discovery merely by alleging a company discontinued 
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one of its services, Spreadfair had been described in the media as “stunningly successful,” 
and accounted for a large share of CIL’s revenues. It may have been shut down for reasons 
unrelated to its value, and therefore it was plausibly alleged that no rational businessperson 
with CIL’s best interests in mind would have shut down Spreadfair.

The asset purchase agreement supported a waste claim as well. The sale of an entire 
line of business for £1.00 was in effect a gift. While there were situations in which a person 
of sound business judgment would want to give it away because of debt or costs of operat-
ing, RGL did not have to append CIL’s financial statements to the complaint for it to be 
plausible that the value of the business far exceeded £1.00. FFO was projected to generate 
substantial revenues and was described by Amaitis as a very successful product. This was 
sufficient to survive a motion to dismiss.

The decision by CIL to transfer CIL’s trading activity to CFE in 2011 and retain only a 
1% economic interest also essentially was a gift. It, too, met the standard of waste.

The same was true of the 2011 license agreement, which provided that all royalties 
from CILLC patents would be paid to Cantor Nevada rather than CILLC.  While there may 
have been legitimate reasons for Cantor Nevada to receive payment, there did not appear to 
be any reason for CILLC to receive no consideration for its intellectual property.

Breach of Limited Partnership Agreement

The complaint alleged that CIHLLC breached the LPA in two respects. First, by si-
phoning assets away from CIH’s subsidiaries, CIHLLC allegedly breached the provision 
that the partnership was formed to realize the income and gains to be derived from the 
products for the mutual benefit of the partners. RGL did not defend this theory of liability 
in its brief, and it could not be seen how this provision imposed any obligation on CIHLLC, 
rather than simply expressing the reason for CIH’s existence.

RGL also alleged a breach of the provision that required CIHLLC to seek the unani-
mous consent of the partners before selling substantially all of CIH’s assets or winding up 
or liquidating CIH. CIHLLC did not obtain RGL’s approval for the challenged transactions 
which allegedly sold substantially all of CIH’s assets. This claim was a direct claim and 
therefore was dismissed for lack of Article III standing.

In any event, the claim would fail on the merits. Even if the CIH subsidiary CIL had 
virtually no assets after several of the challenged transactions, CIH continued to hold an 
interest in three other subsidiaries. CILLC continued to hold patents that were valuable 
enough to license; HSX presumably held substantial assets; and Cantor Gaming UK had 
online and wireless gambling sites.



164

Nor did RGL adequately plead that CIHLLC wound up or liquidated CIH. Winding up 
was part of the process of formally terminating a partnership. There was no allegation that 
CIHLLC had begun this termination process.

Conversion

An action for conversion traditionally has applied to the wrongful exercise of dominion 
over tangible goods. Following a modern trend, Delaware courts tentatively have expanded 
the doctrine to encompass some intangible goods where the intangible property relations 
were merged into a document such as a stock certificate. Delaware law focused on whether 
the conversion claim related to specific property that was identifiable.

RGL’s conversion claim premised on the closing of Spreadfair failed. RGL failed 
to plausibly allege that any defendant wrongfully exerted dominion over the Spreadfair 
business.

RGL did not explain how the FFO business or trading activity could be deemed to have 
been merged into a document. It did appear, however, that the asset purchase agreement 
transferred tangible assets such as computer hardware and records from CIL to CGWL 
(UK). These tangible assets could form the basis of a conversion claim.

The conversion claim survived only to the extent that the defendants converted CIL’s 
tangible assets through the asset purchase agreement or converted CILLC’s patents through 
the 2006 or 2011 license agreements.

Fraudulent Conveyance

There were no significant federal policy interests here. Hence, New York choice-of-law 
rules applied. There were sufficient differences between New York and Delaware fraudu-
lent conveyance statutes to create the potential for different outcomes, and therefore a 
choice-of-law analysis was required.

The LP agreement provided that Delaware law applied. But under New York law, a 
contractual choice-of-law provision governed only a cause of action sounding in contract 
not one sounding in tort, unless the provision was sufficiently broad to encompass the en-
tire relationship of the parties. Here, the provision merely dictated the law under which the 
agreement was to be construed and enforced.

Hence, under New York conflicts law, it was necessary to apply the law of the juris-
diction having the greatest interest in the litigation. Fraudulent conveyance statutes were 
conduct-regulating rules, and therefore the law of the jurisdiction where the tort occurred 
generally would apply. For claims based on fraud, the locus of the tort generally was 
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deemed to be the place where the injury was inflicted, rather than where the fraudulent act 
originated.

It was apparent that Delaware did not have the greater interest in the litigation as none 
of the injured parties was alleged to be located in Delaware. In addition, none of the chal-
lenged transactions was alleged to have occurred in Delaware.

Applying New York law, the court determined that the fraudulent conveyance claim 
had to be dismissed because RGL failed to plausibly allege the defendants’ actual intent 
with particularity. Although the challenged transactions allegedly exhibited certain badges 
of fraud, RGL did not plausibly allege that any of the defendants acted with actual intent to 
hinder, delay, or defraud CIH in the pursuit of its tort claims against them.

*   *   *

LIMITED PARTNERSHIP AGREEMENTS; IMPLIED COVENANT OF GOOD FAITH

In re El Paso Pipeline Partners, L.P. Derivative Litig., No. 7141-VCL (Del. Ch. Jun. 12, 
2014)

Drop-Down Sale of Allegedly Risky Assets By Corporate Sponsor to Its Master 
Limited Partnership Found Not To Violate Limited Partnership Agreement or 

Implied Covenant of Good Faith and Fair Dealing

 Plaintiffs who claimed that a weakened domestic market for imported liquid natural 
gas (LNG) had caused a corporate sponsor to off-load some now-risky LNG assets onto 
its master limited partnership at an inflated price were unable to establish that the transac-
tion violated the express terms of the limited partnership agreement or implied covenant of 
good faith and fair dealing. Granting the defendants’ motion for summary judgment with 
respect to the drop-down transaction, Vice Chancellor Laster held, first, that there had been 
no breach of the limited partnership agreement. Under the applicable standard of subjec-
tive good faith the plaintiffs had not cited record evidence sufficient to give rise to a factual 
dispute that members of the conflicts committee (the general partner had proceeded under 
the special approval provision of the limited partnership agreement) subjectively believed 
in good faith that the drop-down transaction was in the best interests of the partnership. 

Ruling that the plaintiffs had not shown a breach of the implied covenant of good faith 
and fair dealing, the court explained that, had the limited partnership agreement not elimi-
nated fiduciary duties, Delaware law would have required both the general partner and the 
corporate sponsor, as controller of the general partner, to disclose material information 
about the drop-down to the conflicts committee. When fiduciary duties were eliminated, 



166

the court’s most powerful remedial and gap-filling powers under the implied covenant doc-
trine were taken away. Thus, the plaintiffs could not rely on the implied covenant to fill the 
gap in the LP agreement with a mandatory disclosure requirement. And, while the implied 
covenant generally prohibited providing false information, the evidence did not support a 
reasonable inference that information was provided to the conflicts committee knowing 
that it was incorrect.

Background

In August 2007, El Paso Corporation formed EL Paso Pipeline Partners, L.P. (El Paso 
MLP) as a master limited partnership (MLP), and contributed to El Paso MLP an initial set 
of MLP-qualifying assets. On November 15, El Paso MLP announced an IPO of 25-million 
common units. The prospectus cautioned that El Paso Parent would have no obligation to 
drop down additional assets to the MLP, but the parent plainly was creating a sponsored 
MLP that over time would acquire assets from the parent.

El Paso Parent indirectly owns 100% of the defendant El Paso Pipeline GP Company, 
LLC, the general partner of the MLP. The general partner owns a 2% partner interest in the 
MLP.

The seven individual defendants constituted the board of the general partner. Four were 
management, and the other three were outside directors who had past ties with the parent.

In March 2010, El Paso Parent sold to El Pas MLP 51% interests in Southern LNG 
Company, LLC and El Paso Elba Express Company, LLC (the transaction is referred to as 
the “drop-down”). The plaintiffs challenged this transaction and the subsequent November 
2010 transaction in which El Paso MLP acquired the remaining 49% interests.

Breach of Express Terms of LP Agreement

Because El Paso Parent controlled El Paso MLP through the general partner, and be-
cause the parent owned assets that the MLP would purchase in the drop-down, the parent’s 
proposals involved a conflict of interest for the general partner, implicating provisions of 
the limited partnership agreement. To comply with the LP agreement, the general partner 
had to proceed in one of four contractually specified ways.

The general partner chose to proceed by special approval. The LP Agreement defined 
special approval as “approval by a majority of the members of the Conflicts Committee  [a 
committee of the board composed of two or more directors] acting in good faith.” Under 
Delaware law, the standard for good faith required a subjective belief that the determina-
tion was in the best interests of the MLP.
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The Delaware Supreme Court held in Allen v. Encore Energy Partners, LP, 72 A.3d 93 
(Del. 2013), that “an act is in good faith if the actor subjectively believes that it is in the 
best interests of [the partnership].” Under the principles of Encore Energy, the plaintiff, 
to defeat a motion for summary judgment, had to point to some evidence from which the 
court reasonably could infer subjective bad faith. If the plaintiff met this burden, a cred-
ibility assessment became necessary to determine the defendant’s state of mind.

At the time of the March 2010 drop-down, the principal sources of revenue for Southern 
LNG and Elba Express were service agreements with subsidiaries of Shell and British Gas. 
Under the service agreements, the subsidiaries had reserved 100% of the firm capacity 
of the Elba Island LNG terminal owned by Southern LNG and the Elba Express pipeline 
owned by Elba Express, guaranteeing that Shell and British Gas would have the capac-
ity to transport or store gas at any time for a set charge. Southern LNG and Elba Express 
would charge fees to Shell and British Gas regardless of whether they actually stored or 
transported gas.

The plaintiffs contended that the Conflicts Committee failed to appreciate how easy it 
would be for Shell and British Gas to walk away from the service agreements. They as-
serted there were a strong economic incentive to do so given the weakness in the domestic 
gas market, and in light of that risk, the value of the projected revenue under the agree-
ments had to be significantly discounted. The plaintiffs also pointed out that at the time 
El Paso parent made its initial proposal to sell the LNG assets to the MLP at a multiple of 
12.2 times EBITDA, the parent was analyzing, and later decided not to exercise, a right to 
purchase a 30% interest in Gulf LNG at 9.1 times EBITDA.

The plaintiffs have introduced evidence that would establish that by the first quarter 
of 2010, a thriving domestic supply of natural gas was having a negative effect on LNG 
imports. They also provided evidence that the counterparties to the service agreements 
were corporate shells and that only 17% of the projected revenue from the agreements was 
guaranteed by entities with meaningful assets. Despite these limitations, the committee 
and its financial advisor valued the agreements based on 100% of their projected revenues.

There was no genuine dispute that the committee understood the state of the natural gas 
market. The committee also was informed about the terms of the service agreements, the 
credit profile of the counterparties, and the limited scope of the guarantees. The directors’ 
deposition testimony suggested that committee members overestimated the extent to which 
the service agreement revenue was guaranteed.

Contrary to the plaintiffs’ position that the committee consciously disregarded the level 
of risk and acted in bad faith in valuing the revenue, however, the evidence established that 
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the committee considered the revenue risk. Unlike the plaintiffs, members of the commit-
tee believed the guarantees were meaningful and that even if the guarantees covered only 
a portion of the revenue, neither Shell nor British Gas would default. The committee saw 
little to no risk because of the MLP’s ongoing relationships with those companies, the in-
terests Shell and British Gas had in maintaining the availability of shipping and storage ca-
pacity, and the importance they placed on having a reputation for fulfilling their contracts.

The plaintiffs really disputed the weight the committee should have given the risks. 
Reasonable minds could disagree about the judgment made by the committee but that judg-
ment was not so extreme that it could support a finding of bad faith, nor was the commit-
tee’s process sufficiently egregious to support such an inference. No reasonable factfinder 
could conclude that the committee lacked a good faith belief in its assessment of the value 
of the agreements.

Parent’s Decision Not To Invest in Gulf LNG

El Paso Parent managed Gulf LNG in which it held a 50% interest and had a right of 
first refusal on the 30% interest that GE Capital was interested in purchasing. On February 
9, 2010, when the parent sent its opening proposal to the general partner’s board (GP 
board), three of the directors knew that GE Capital had proposed to purchase the 30% inter-
est for 9.1 times EBITDA. The parent declined to exercise its right of first refusal.

Neither the parent nor the members of the GP board aware of the transaction disclosed 
its existence to the committee. The plaintiffs contended that the parent’s decision not to 
acquire an LNG asset at the 9.1 multiple while at the same time proposing to sell its own 
LNG assets to the MLP at a 12.2 multiple supported an inference that the drop-down was 
approved in bad faith.

But the subjective good faith of the committee members could not be challenged based 
in information the plaintiffs admitted the members did not have. The special approval pro-
vision of the LP agreement turned only on the subjective good faith of the committee. It did 
not address whether special approval was valid if the general partner withheld information 
from the committee. That gap in the LP agreement had to be filled, if necessary, by the 
implied covenant of good faith and fair dealing.

A sufficiently egregious differential in pricing or terms could support an inference of 
bad faith. After negotiation, the MLP paid 11.1 times EBITDA in the drop-down, which 
was the highest multiple it had ever paid. If the plaintiffs were correct that the Gulf LNG 
sale and the drop-down were comparable, then the MLP purchased the LNG assets in a 
self-dealing transaction for 22% more than the price at which the parent declined to buy 
from a third party for its own account.
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If the committee or its advisors knew about the Gulf LNG data point, then the pricing 
disparity might be sufficient to support an inference of bad faith. Such a ruling would mean 
only that a trial was necessary to resolve a disputed question of fact as to the members’ 
intent. But the plaintiffs admitted that the committee was not aware of the information, and 
that concession was dispositive.

The plaintiffs also argued that the defendant Ronald L. Kuehn, a GP director, had con-
cluded on March 1, 2010 that a fair multiple to pay in the drop-down was 8.5 to 9.0. When 
the defendant Arthur C. Reichstetter, another GP director, opened negotiations with the 
parent, he responded to the 12.2 offer by starting at 10.5. The plaintiffs contended the com-
mittee could not have expected to end up in Kuehn’s range by starting above it.

But while reasonable minds could disagree over the committee’s negotiating strategy, 
that strategy was not so extreme as to support a potential finding of bad faith. Likewise, 
the fact that MLP ultimately paid a higher multiple than what Kuehn initially believed ap-
propriate was insufficient to support such a finding. In arriving at the final sale price, the 
committee relied on numerous factors, including analyses by its financial advisor.

Finally, the plaintiffs attacked the committee’s good faith with two expert reports. But 
neither provided meaningful support for the plaintiffs’ claims.

Thus, the plaintiffs cited no record evidence that, when viewed in the light most favor-
able to them, was sufficient to give rise to a dispute of fact whether the committee members 
subjectively believed in good faith that the drop-down was in the best interests of the MLP. 
Therefore, the defendants were entitled to summary judgment on the claim that the drop-
down violated the express terms of the LP agreement.

Breach of Implied Terms of LP Agreement

The plaintiffs contended that the defendants violated unwritten obligations of the LP 
agreement supplied by the implied covenant of good faith and fair dealing. Because a claim 
for such a breach was a claim for breach of contract, the general partner was the only de-
fendant potentially liable on the claim.

The defendants argued that the LP agreement defined the term “good faith,” leaving 
no room for the implied covenant. They asserted that the agreement made “good faith” the 
standard for evaluating whether the committee validly gave special approval, and further 
defined “good faith” as subjective good faith. But the Delaware Supreme Court has re-
jected similar arguments.

The defendants’ reliance on the definition of “good faith” misunderstood the implied 
covenant. It is not a free-floating duty that requires good faith conduct in some subjectively 
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appropriate sense, but rather was the doctrine by which Delaware law cautiously supplies 
implied terms to fill gaps in the express provisions of an agreement. Contractual gaps al-
ways exists because negotiators and drafters lack perfect foresight, operates with limited 
resources, and practice their craft using the imprecise tool of language.

Gaps also existed because some aspects of the deal were so obvious to the participants 
that they never thought, or see no need, to address them. Precisely because gaps always 
exist, the implied covenant is a mandatory, nonwaivable aspect of every contract governed 
by Delaware law.

The LP agreement supplied a definition of “good faith” that governed whether the de-
fendants complied with provisions that utilized that term. The definition was not a means 
of implying terms to fill contractual gaps, and the implied covenant did not turn on whether 
the counterparty acted in subjective good faith.

When presented with a claim under the implied covenant, the first step in the analysis 
was to determine whether there was a gap that needed to be filled. Through the process of 
contract construction, a court determined whether the language of the contract expressly 
covered a particular issue, in which case the implied covenant would not apply, or whether 
the contract was silent on the subject, revealing a gap that the implied covenant might fill.

If a contractual gap existed, then the court had to determine whether the implied cov-
enant should be used to supply a term to fill the gap. Not all gaps should be filled. A court 
could not use the implied covenant to “rewrite the contract” that a party now believed was 
a bad deal.

The Delaware Supreme Court has cautioned against using the implied covenant freely. 
Implying contract terms was an occasional necessity to ensure that the parties’ reasonable 
expectations were fulfilled. A restrictive approach encouraged parties to craft agreements 
carefully.

Assuming there was a gap that should be filled, the court then had to determine how to 
fill it. The implied covenant sought to enforce the parties‟ contractual bargain by implying 
only those terms that the parties would have agreed to during their original negotiations if 
they had thought to address them.

Here, the first contractual gap was whether the general partner had an obligation to 
volunteer information that could be material to the committee’s decision to grant special 
approval. The LP agreement did not require that the general partner volunteer information 
to the committee, or impose any affirmative informational obligations on the general part-
ner or the parent. The record suggested that the parties believed that the committee and its 



171

advisors could ask for information from the general partner and the parent, and both gener-
ally seemed to have been responsive.

The LP agreement was silent, however, on what happened without a request. A gap 
existed.

If the LP agreement did not eliminate fiduciary duties, then Delaware law would re-
quire both the general partner and the parent, as controller of the general partner, to disclose 
voluntarily to the committee material information they possessed about the drop-down. 
Because the LP agreement eliminated all fiduciary duties, the question was whether the 
implied covenant gave rise to a similar disclosure obligation.

The implied covenant was not a substitute for fiduciary duty analysis. When parties 
exercised the authority provided by the LP Act to eliminate fiduciary duties, they took 
away the most powerful of a court’s remedial and gap-filling powers. To use the implied 
covenant to replicate fiduciary review would vitiate the limited reach of the concept of the 
implied duty of good faith and fair dealing.

The question was whether it was clear from what was expressly agreed upon in the LP 
agreement that the parties would have agreed to require the general partner to volunteer 
material information about other transactions to the committee, had they thought to ad-
dress the matter. Several factors contributed to the conclusion the drafters of the agreement 
would not have imposed such an affirmative disclosure obligation on the general partner.

First, the drafters adopted a general approach of using the contractual freedom pro-
vided by the Delaware Limited Partnership Act to expand the general partner’s freedom of 
action and dial back the protections that otherwise would exist if fiduciary duties applied. If 
the issue of voluntary disclosure had arisen at the time, it was reasonable to assume that the 
drafters would have identified disclosure obligations that case law imposed and expressly 
eliminated it.

Second, the drafters did not merely restrict or limit fiduciary duties—they eliminated 
them, resulting in a fully contractual relationship. In such a relationship, the general rule 
was that similarly situated counterparties had no duty to speak that would require one party 
to disclose private information to the other.

The LP agreement provided that committee members would be at least three directors 
of the general partner, suggesting that they would be knowledgeable about the MLP, the 
parent, and the industry. The agreement contemplated the committee would obtain legal 
and financial advisors with similar knowledge and expertise. Thus, the committee would be 
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a sophisticated and similarly situated negotiating adversary for the general partner. Under 
such circumstances, one party would not owe an affirmative disclosure duty to the other.

Third, by eliminating all fiduciary duties, the LP agreement eliminated the general part-
ner’s fiduciary duty of disclosure to the limited partners. It seemed unlikely that the draft-
ers could expect the general partner to owe an implicit contractual obligation to volunteer 
information when negotiating with the committee.

Fourth, the LP agreement’s approach to the corporate opportunity doctrine showed 
how the drafters handled a common law principle that could have required the general 
partner to inform the MLP about business opportunities within the MLP’s line of business. 
Confronted with a situation in which common law fiduciary duties could have required the 
general partner to disclose information, the agreement specified that the general partner 
had no such duty or liability for failing to do so.

Finally, precedent suggested that if the drafters intended for a disclosure obligation 
to exist, they would have included specific language. A recent decision by the Court of 
Chancery interpreted a limited partnership agreement in which the provision authorizing 
special approval stated it would be effective “as long as the material facts known to the 
General Partner or any of its Affiliates regarding any proposed transaction were disclosed 
to the Conflicts Committee at the time it gave its approval.” The inclusion of this condition 
indicated that without this language, a general partner and its affiliates would not have an 
obligation to disclose information.

The plaintiffs have not identified countervailing indications that would support an ex-
pectation at the time of contracting that the general partner would have to volunteer in-
formation to the committee. Given this confluence of factors, the plaintiffs could not rely 
on the implied covenant to fill the gap in the LP Agreement with a mandatory disclosure 
requirement. The gap existed by design.

Breach of Duty Not To Provide False Information

The other contractual gap was whether the general partner intentionally could mis-
represent facts to the committee. The implied covenant generally prohibited a party from 
providing false information to its contractual counterparty.

The evidence did not support a reasonable inference that the parent, the general partner, 
or the financial advisor provided information to the committee knowing it was incorrect. 
The committee obtained and considered information about the service agreements, the size 
of the guarantees, and the creditworthiness of the counterparties and guarantors.

*   *   *
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DIRECTOR COMPENSATION; DEMAND FUTILITY; BREACH OF FIDUCIARY DUTY; WASTE 

OF CORPORATE ASSETS

Cambridge Retirement System v. Bosnjak, No. 9178-CB (Del. Ch. Jun. 26, 2014)

Chancery Court Excuses Demand and Applies Entire Fairness Standard to Case 
Challenging Director Vote for Allegedly Excessive Cash Compensation but Dismisses 

Claims Regarding Equity Awards Approved By Stockholders

A shareholder claiming that outside directors were paid excessive compensation, both 
in relation to the company’s revenues and in relation to compensation paid by companies 
of comparable market capitalization, was unable to maintain part of its claim for breach 
of fiduciary duty or any claim for waste of corporate assets. Granting the defendants’ mo-
tion to dismiss in part, Chancellor Bouchard held that, insofar as the fiduciary duty claim 
pertained to equity awards to outside directors that were approved by shareholders, it was 
dismissed. 

As an initial matter, the court held that the plaintiff’s failure to make a demand was 
excused. The plaintiff had satisfied the first prong of the Aronson test by creating a reason-
able doubt that the directors were disinterested and independent. The court rejected the 
defendants’ contention that a director’s interest in his own compensation should not be con-
sidered disabling unless it was alleged that the compensation was material to that particular 
director. The court said there was substantial precedent for the opposite conclusion: there 
was no materiality standard for self-dealing transactions.

The court rejected the plaintiff’s argument that the stockholder approvals of the equity 
awards were not valid because the proxy statements on which the votes were based omit-
ted, or included materially misleading information, concerning whether the outside director 
compensation was in line with compensation paid by comparable firms. The plaintiff had 
not identified any Delaware authority deeming such benchmarking information to be mate-
rial, or any provision of federal securities laws requiring disclosure of such information.

The court observed that the defendants had not sought to dismiss the breach of fidu-
ciary duty claim insofar as it related to cash compensation the outside directors paid to 
themselves. The court said this was wise, since the Delaware Supreme Court has held that, 
like any other interested transaction, directoral self-compensation decisions fell outside the 
business judgment rule’s presumptive protection.

Dismissing the plaintiff’s claim for waste, the court said a plaintiff asserting such a 
claim had a difficult task. The waste standard was an extreme test that very rarely was 
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satisfied by a shareholder plaintiff because if any reasonable person might conclude the 
deal made sense, the judicial inquiry ended.

Background

Unilife Corporation, founded in 2002, makes injectable drug delivery systems. Since 
its formation, Unilife has failed to turn a profit or general significant revenues. During its 
last three fiscal years, its revenues declined from $6.7 million in fiscal 2011, to $2.7 mil-
lion in fiscal 2013. It incurred losses of $40.7 million in fiscal 2011, $52.3 million in fiscal 
2012, and $63.2 million in fiscal 2013.

The plaintiff held Unilife common stock continuously since November 2010. It chal-
lenged the compensation paid to Unilife’s outside directors during this period.

From November 2010 until November 2012, the board of directors consisted of its 
Chairman and Chief Executive Officer, the defendant Alan Shortall, and six outside di-
rectors, all of whom were named defendants. One of the directors, the defendant Marc 
Firestone, left the board in November 2012. As of December 20, 2013, the date of the 
complaint, the board consisted of the six remaining defendants.

Unilife compensated its outside directors with a combination of equity awards and 
cash. Grants of the challenged equity awards were conditioned on obtaining stockholder 
approval, which the stockholders provided.

The outside directors received a total of over $1.35 million in cash and equity in fiscal 
2012, or about 25% of the company’s revenues that year, and a total of $668,240 in fiscal 
2013, or 24% of revenues. Of 11 healthcare companies with market capitalizations be-
tween $41 million and $718 million, 9 paid their directors, on average, less than $100,000 
each in 2012 and 8 paid their directors less than $70,000 each. In contrast, Unilife, which 
had an average market capitalization of $288 million over the past 5 years, paid its outside 
directors average compensation of $226,007 in 2012.

The plaintiff filed a derivative action, asserting claims for breach of fiduciary duty and 
waste of corporate assets. The defendants moved to dismiss for failure to make demand, 
and for failure to state a claim.

Failure To Make Demand

When a decision of a board was challenged, demand may be excused under either 
prong of the two-prong test in Aronson v. Lewis, 473 A.2d 805 (Del. 1984). The plaintiff 
had to allege facts to create a reasonable doubt that (1) the directors were disinterested and 
independent, or (2) the challenged transaction otherwise was the product of a valid exercise 
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of business judgment. Here, demand was excused under the first prong because five of the 
six board members were personally interested in their own compensation.

In Steiner v. Meyerson, 1995 WL 441999 (Del. Ch. July 19, 1995), the court, con-
fronted with a similar challenge to outside director compensation, found the first Aronson 
prong to be satisfied. “As the outside directors comprise a majority of the Telxon board and 
are personally interested in their compensation levels, demand upon them to challenge or 
decrease their own compensation is excused.”

The defendants argued that a director’s interest in his own compensation should not 
be considered “disabling” under Aronson unless it was alleged that the compensation was 
material to the particular director in question. But the defendants cited no authority apply-
ing a materiality standard to a self-dealing transaction. Substantial precedent supported the 
opposite conclusion: when self-dealing is present, a plaintiff need not plead that a direc-
tor’s interest in a challenged transaction was material to him to establish that the director 
had a disabling interest.

In Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1156 (Del. 1995), the Supreme Court 
described self-dealing to exist when “a director deals directly with the corporation, or has 
a stake in or is an officer or director of a firm that deals with the corporation.” The Court 
explained that “[t]raditionally, the term ‘self-dealing’ describes the ‘situation when a [cor-
porate fiduciary] is on both sides of a transaction … .’” (quoting Sinclair Oil Corp. v. 
Levien, 280 A.2d 717 (Del. 1971). Here, the Unilife directors’ payment of compensation to 
themselves were classic forms of self-dealing.

This lack of a materiality standard for self-dealing transactions was consistent with 
Section 144 of the Delaware General Corporation Law, which applied to self-dealing trans-
actions. Significantly, Section 144 did not contain any qualification for materiality.

The defendants based their second argument on 8 Del. C. Section 141(h), which stated 
that “[u]nless otherwise restricted by the certificate of incorporation or bylaws, the board 
of directors shall have the authority to fix the compensation of directors.” The defendants 
contended that the only way to give effect to Section 141(h) was require plaintiffs to allege, 
not only that a majority of directors were interested in their own compensation, but also to 
satisfy the second Aronson prong.

Section 141(h) was enacted in 1969 in response to early Delaware cases from the 1920s 
that called into question the ability of directors to receive compensation for their services. 
In a contemporaneous analysis of the 1969 amendments, it was explained that Section 
141(h) was intended to lay to rest the suggestion that directors were not empowered to vote 
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compensation for board members unless authorized by a vote of the stockholders or by a 
specific provision of the charter or by-laws.

Section 141(h) addressed only the authority of directors to set their own compensation. 
It did not address the standard of review applicable to such a decision. Given the statute’s 
plain text, its legislative history, and the lack of any authority supporting the defendants’ 
novel interpretation, there was no reason to rewrite the disjunctive two-prong Aronson test 
to require that both prongs be satisfied when analyzing demand futility regarding a chal-
lenge to director compensation that plainly satisfied the first prong.

Breach of Fiduciary Duty

The defendants sensibly did not challenge the fiduciary duty claim insofar as it per-
tained to cash compensation the directors paid themselves. The Delaware Supreme Court 
has held that directoral self-compensation decisions were not protected by the business 
judgment rule’s presumption. When properly challenged, the receipt of self-determined 
benefits was subject to an affirmative showing that the compensation arrangements were 
fair to the corporation. Thus, reasons stated above, this aspect of the fiduciary duty claim 
survives and it will be the defendants’ burden to demonstrate the fairness of the cash com-
pensation paid to the outside directors.

Insofar as the fiduciary duty claim pertained to the equity awards the outside direc-
tors received, the defendants argued persuasively that they were protected by the business 
judgment rule because each of those awards was approved by a disinterested majority of 
Unilife’s stockholders. In a series of decisions, the court has dismissed otherwise self-in-
terested transactions involving director compensation because of the effect of stockholder 
approval of such transactions. In Steiner, after sustaining a claim for breach of fiduciary 
duty challenging the cash payments made to the outside directors of Telxon, the court dis-
missed that part of the claim challenging stock option grants to them based on stockholder 
approval of the plan under which the options were granted. The court held that, in the ab-
sence of any allegation that “the option plan was ultra vires, illegal or fraudulent, the only 
basis on which the plan may be successfully attacked is that it constitutes a gift of corporate 
assets or waste.”

The plaintiff contended that the stockholder approvals were not valid because the proxy 
statements on which the votes were based 

omitted or included materially misleading information concerning, inter alia, whether the Unilife’s out-

side director compensation is in line with director compensation paid at comparable firms, the identity of 

truly comparable companies, and the average director compensation at those firms. 
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Significantly, the plaintiff did not identify any Delaware authority deeming such bench-
marking information to be material. Nor did the plaintiff identify any provision of the 
federal securities laws requiring the disclosure of such information concerning outside 
director compensation.

The absence of benchmarking information for outside director compensation was not a 
material omission from Unilife’s 2010 and 2011 proxy statements because the proxy state-
ments disclosed all material terms of the precise equity awards that the stockholders were 
being asked to approve. 

Because the plaintiff failed to undermine the validity of the stockholder approvals on 
which the equity awards were expressly conditioned, the business judgment rule applied 
to the board’s decision to grant those awards in the first instance. When business judgment 
presumptions were applicable, a board’s decision will be upheld unless it could not be at-
tributed to any rational business purpose. Although the  plaintiff alleged facts suggesting 
that the amount of compensation may be excessive relative to its revenues and its alleged 
peers, it could not be said that such compensation had no rational business purpose.

Waste of Assets

The court described the waste standard as an extreme test that was very rarely satisfied 
by a shareholder because if under the circumstances any reasonable person might conclude 
that the deal made sense, then the inquiry ended. When the corporation received any sub-
stantial consideration and the board made a good faith judgment that in the circumstances 
the transaction was worthwhile, a finding of waste was inappropriate, even if hindsight 
proved that the transaction may have been ill-advised.

The complaint alleged that director compensation since 2010 constituted an excessive 
percentage of the company’s revenues and was excessive relative to eleven other peer com-
panies. These allegations raised questions concerning the fairness of the outside directors’ 
compensation, but they did not rise to the level necessary to establish a complete failure of 
consideration or that the director defendants authorized an exchange that was so one-sided 
that no reasonable business person could conclude that Unilife received adequate consider-
ation. Hence, the claim for corporate waste failed to state a claim for relief.

*   *   *
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STATUTORY APPRAISAL UNDER DELAWARE LAW 

Laidler v. Hesco Bastion Environmental, Inc., No. 7561-VCG (Del. Ch. May 12, 2014)

Delaware Chancery Court Uses Capitalization of Cash Flow Method  
To Value Merged Company When Other Methods Were Unreliable

Vice Chancellor Glasscock of the Delaware Court of Chancery was faced with the task 
of determining the fair value of a company’s stock for the purpose of statutory appraisal.  
The Court declined to consider the merger price because the price was not fairly negoti-
ated in an arms-length transaction.  It also declined to consider any comparable companies 
and transactions analyses because it had not been demonstrated that there were any truly 
comparable companies or transactions.  In addition, both parties’ experts agreed that the 
commonly employed discounted cash flow analysis method (DCF) was not feasible here 
since management never created projections.  Ultimately, the Court relied 100% on the 
direct capitalization of cash flow (DCCF) method of valuation.  The DCCF method is not 
commonly used in statutory appraisal proceedings, but both parties’ experts agreed that it 
was the proper method for this case. 

The Court’s determination of what cash flow values to use was made particularly dif-
ficult because the company was about to lose the benefit of a license and patent covering 
its sole product, and sales of the product are driven by natural disasters, the frequency of 
which could not be predicted.  After considering all of the evidence, the Court decided that 
the revenue from allegedly “non-recurring” disasters should be included in the cash flow 
analysis, and that the loss of the patent and license did not have a material quantitative 
effect.  

Background

Hesco Bastion USA, Inc. was incorporated in Delaware in 2009.  It was part of a group 
of affiliated companies in the business of selling “Concertainer units,” a rapidly deploy-
able barrier designed to be filled with sand and rock to create mobile barriers for military, 
asset, and flood protection.  The units were designed and manufactured by Hesco Bastion 
Ltd. (HBL), a U.K. corporation.  HBL licensed its intellectual property rights to Hesco, so 
that Hesco could assemble and sell the Concertainer units in North America.  An affiliate 
of HBL, Hesco Bastion Environmental, Inc. held a majority interest in Hesco.  

On January 26, 2012, Hesco was merged into its parent company, Environmental.  
Both before and after the merger, HBL, Hesco, and Environmental and several other enti-
ties bearing the Hesco name operated under the common control of the estate of James 
Heselden, a British entrepreneur and the inventor of the Concertainer units.    
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Just prior to the merger, three minority shareholders, Stephanie Victory, Leo Clifford 
and Petitioner Patricia Laidler, each held a 10% stake in Hesco. Victory and Clifford ten-
dered their shares to Environmental for $207.50 per share.  Petitioner did not tender her 
shares.  Thus, as of the date of the merger, Hesco was owned 90% by Environmental, 
with Petitioner retaining her 10% interest.  Because Environmental held a 90% interest in 
Hesco, no stockholder vote was required to consummate the merger.  Petitioner was offered 
$207.50 for her shares.  She declined, and filed her petition for appraisal pursuant to 8 Del. 
C. §262.  

Because Hesco operated in the flood barrier industry, its revenue was in large part de-
termined by natural disasters and other weather-related events.  Thus, its revenue in any 
particular year was difficult to predict.  Hesco never generated forward-looking projec-
tions, and the parties disputed whether and to what extent weather-related events would 
have continued to generate revenue for Hesco had it continued as a going concern.  

In particular, three unusual events significantly impacted Hesco’s revenues in 2009, 
2010, and 2011.  First, in 2009, concern over a potential flood-level release of water from 
the Howard Hanson Dam resulted in a large increase in sales of Concertainer units in the 
area around the Dam.  The demand for the units ceased as soon as the Dam was repaired.   
Second, in 2010, the BP oil spill in the Gulf of Mexico generated $7 million in revenues 
to Hesco from an experimental use of the Concertainer units in the cleanup effort.  The 
experiment was not successful, and the evidence indicated that Hesco would not realize 
future sales based on that particular use of the units.  Third, in 2011, Hesco generated 
approximately $22 million in revenues, largely from the “500 year flood” along the Red 
River and Mississippi River.  Hesco was only able to meet the demand because HBL had 
a dedicated line and HBL permitted Hesco to draw raw materials from that dedicated line.  
Hesco never sought to obtain its own dedicated line, as it understood the demand generated 
by the 500-year flood to be only temporary.

Also lending to the uncertainty of Hesco’s future cash flow was the fact that in 2011 
certain patents expired.  In addition, in late 2011, just prior to the merger, HBL terminated 
Hesco’s license to use the trademark “Hesco” as well as know-how rights associated with 
the expired patents.  Respondent offered testimony that the termination of the licenses was 
a business decision in the best interests of HBL.  Petitioner asserted that the licenses were 
terminated solely to depress the value of Hesco, as evidenced by the fact that the surviving 
entity has continued to use the licenses under a new “verbal” agreement.  Thus, Petitioner 
wanted the value of the licenses included in the value of Hesco as a going concern.  

Both sides offered expert valuations.  Upon seeking appraisal, Petitioner obtained an 
expert valuation from Thomas Frazee of Frazee Valuation & Forensic Consulting LLC.  
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Frazee relied exclusively on the direct capitalization of cash flow (DCCF) method of valua-
tion and opined that the fair value of Petitioner’s shares as of December 31, 2011 was $515 
per share (the “Frazee Valuation”).  

Respondent sought a going-concern valuation from Curtis Kimball of Willamette 
Management Association.  The Kimball Fair Value Opinion relied heavily on a DCCF anal-
ysis, but also implemented companies and transactions analyses, which taken together, es-
timated the fair value of Petitioner’s shares at $322 per share.  Respondent was unsatisfied 
with that opinion and suggested to Kimball that revenues from extraordinary events should 
not be used to determine what was maintainable going forward.  As a result, Kimball issued 
a revised Fair Value Opinion, which backed out certain revenues that Hesco management 
indicated were “non-recurring” such as the income from the Dam project, the BP oil spill, 
and the 500-year flood.  The revised fair value was estimated to be $250.30 per share (the 
“Kimball Valuation”).  Petitioner tried to get the revised Kimball Valuation stricken but its 
motion in limine had been denied in prior proceedings.   

Court Analysis

The Court noted that where a stockholder has been frozen out of a company by virtue of 
a short-from merger, she may petition the Court for a statutory appraisal pursuant to 8 Del. 
C. §262.  Pursuant to the statute, the Court may consider “all relevant factors,” including 
“proof of value by any techniques or methods which are generally considered acceptable 
in the financial community and otherwise admissible in court.”  The Court noted that the 
burden rests equally on Petitioner and Respondent to establish fair value by a preponder-
ance of the evidence.  The Court may select one of the parties’ models as its general frame-
work, or fashion its own.  The parties disputed whether the merger price, market analyses, 
or income approach to valuation were reliable indications of Hesco’s value.  The Court 
reviewed them in turn.

The Court Declines To Consider the Merger Price

Respondent suggested that the Court should consider the $207.50 merger price set 
by Environmental, which was paid to Victory and Clifford.  Vice Chancellor Glasscock 
declined to give any consideration to the merger price because it was not a negotiated 
arms-length transaction and was unilaterally set by Environmental as the controlling 90% 
shareholder.  In rejecting the merger price, Vice Chancellor Glasscock distinguished his 
own recent holding in Huff Fund Investment Partnership v. CKx, 2013 WL 5878807 (De. 
Ch. Nov. 1, 2013) in which he did use the merger price as the best evidence of value when 
market analyses were not available and where a one-time, unpredictable event made a 
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discounted cash flow unreliable.  However, in Huff Fund, the merger price was set in a true 
arms-length transaction.  

The Court Declines To Consider Market Analyses

The Court explained that a comparable companies analysis “entails the review of pub-
licly traded competitors in the same industry” while a comparable transactions analysis 
“involves finding similar transactions.”  Both approaches are “dependent on the similarity 
between the company the court is valuing and the companies used for comparison.”  The 
Court held that neither approach was appropriate in this case because Respondent failed 
to convincingly demonstrate that the companies and transactions used by Kimball in his 
valuation were truly comparable to Hesco.  Even Kimball had acknowledged that Hesco 
was not as similar to the guidelines companies as they would prefer and that they gave 
relatively little weight to that method in their final analysis.  Thus, the Court declined to 
give any consideration to the comparable companies and transaction analyses used in the 
Kimball Valuation.  

Direct Capitalization of Cash Flow (DCCF) Analysis 

Both experts relied primarily on the DCCF method of income valuation.  The Court 
noted that a DCCF is employed in two steps: (1) determining a normalized figure for an-
nual cash flows in perpetuity, and (2) calculating a capitalization rate by which to divide 
cash flows.  

The Court noted that the more commonly employed income approach in Delaware ap-
praisal litigation is the discounted cash flow analysis (DCF) but both experts agreed that it 
was not feasible here because Hesco’s management never made cash flow projections in 
the ordinary course of business.   Since the experts agreed that DCF was not feasible, and 
that DCCF was the appropriate method for determining the present value of Hesco, and 
since the merger price and market analyses were not reliable in this case, the Court placed 
100% weight on its DCCF calculation.

Vice Chancellor Glasscock acknowledged that he was unfamiliar with the methodol-
ogy of a DCCF analysis (as opposed to the more common DCF).  However, both experts 
agreed on the methodology to be used, differing only as to the values.  Thus, the Court ap-
plied the DCCF methodology as outlined in the expert reports, and resolved the valuation 
disputes as appropriate.

(1) Cash Flows

The primary dispute between the parties focused on the appropriate cash flows to use.  
Petitioner’s expert used revenue from 2010 and 2011 only, weighing them 40% and 60% 
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respectively (without explaining how he arrived at those percentages).  Respondent’s ex-
pert used both actual revenue for 2009, 2010, and 2011 and “normalized” figures which 
“backed out” the allegedly non-recurring revenue attributable to the Dam project, the BP 
oil spill, and the 500-year flood, weighing the actual figures 25% and the “normalized” 
figures 75%.

The Court came out somewhere in between.  The Court was suspicious that Petitioner’s 
expert placed so much weight on 2011 revenue, which just happened to be the highest 
grossing year in Hesco’s history.  The Court also did not accept Respondent’s expert’s 
decrease of cash flow due to allegedly non-recurring events unlikely to happen again.  The 
Court noted that neither party provided statistics on the likelihood of a weather-related 
event occurring in any particular year.  Further, the events which Respondent deemed “non-
recurring” in fact occurred in each of the three years Hesco was in business.  The Court 
therefore concluded that the best available estimate of future cash flow was the actual cash 
flow in 2009, 2010 and 2011 weighted equally.  

The parties also disputed whether (1) a planned new manufacturing facility in South 
Carolina was an opportunity belonging to Hesco that would have increased future cash 
flow; (2) the impending expiration of patents would have decreased Hesco’s cash flows; 
and (3) the trademark and know-how rights that HBL had licensed to Hesco but cancelled 
should be added back into the value of Hesco.  Neither party’s expert quantified the value 
of these events, and the Court found that the parties failed to demonstrate that those con-
siderations had any net quantifiable impact on the  fair market valuation.

The parties’ experts also had minor disagreements over the applicable tax rate, depreci-
ation figure, and capital expenditure figures.  Neither expert provided persuasive evidence 
bearing on which rates the Court should employ. With respect to the tax rate, the Court 
chose to use an average of the two figures.  With respect to the rest, without much explana-
tion, the Court largely adopted the figures used by Petitioner’s expert.  

(2) Capitalization Rate

Again, the experts agreed on the methodology to be used but disagreed as to the vari-
ous inputs.  One dispute concerned the appropriate “Ibbotson decile” numbers for industry 
risk premium and size premium.  The Court explained that Morningstar, an investment 
research company, publishes annual premia known as “Ibbotson deciles” to reflect risks 
caused by certain factors shared among companies in the same or similar industries, or 
reflecting the same or similar characteristics, such as size.  The Court acknowledged that 
neither expert’s numbers was a perfect fit since there were no companies truly comparable 
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to Hesco.  Ultimately, the Court found that Respondent’s expert’s figures were more cred-
ible and reliable. 

The other dispute was over what capital structure to assume.  At the time of the merger, 
Hesco had no debt, but the parties agreed that as a going concern Hesco would have been 
expected to take on a certain amount of debt.  Respondent’s expert employed a ratio of 
90% equity to 10% debt.  Petitioner’s expert employed a ration of 85% equity, 15% debt.  
Neither party introduced evidence bearing on the appropriate capital structure.  The Court 
chose to use Respondent’s “more conservative” estimate of 90% equity to 10% debt.

Conclusion

Having resolved the disputes over which values to use, the Court applied the values it 
chose to the experts’ agreed upon methodology to come up with a valuation of Petitioner’s 
shares of Hesco at $364.24 per share.  It is interesting to note that this is close to the aver-
age of Petitioner’s expert’s figure of $515 and Respondent’s expert’s figure of $250.30.  

*   *   *

INTERPRETATION OF VOTING AGREEMENT; ELECTION OF BOARD OF DIRECTORS

In re Westech Capital Corp., Consol. C.A. No. 8845-VCN (Del. Ch. May 29, 2014)

Delaware Chancery Court Rules That Because Board Election Partially Violated 
Shareholder Voting Agreement Some Seats Remain Vacant

The Delaware Chancery Court was required to interpret two sections of a voting agree-
ment among preferred shareholders with respect to the mechanism to be used to select 
directors for each seat on the board. Specifically, the Court was presented with the task 
of determining whether certain directors were supposed to be selected by a per capita 
vote—where each preferred shareholder had one vote regardless of number of shares—or 
a majority of shares vote. The Court found both disputed sections to be ambiguous and 
thus considered extrinsic evidence as well as the language and overall structure of the 
agreement. Ultimately, the Court concluded that since the signatories did not make clear 
that Section 1.2(b) was intended to designate by per capita vote, the law’s preference for 
majority voting applied to that provision. However, Section 1.2(c), because it empowered 
certain individuals without reference to their relative status as shareholders, was found to 
be a per capita designation provision. Among other things, the decision provides fair warn-
ing to practitioners that poor drafting may cause unintended results. 
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Background

Plaintiff John J. Gorman and others founded nominal defendant Westech Capital 
Corporation (hereafter the “Company) in 1994. Before the execution of the disputed Voting 
Agreement, Gorman owned a majority of common stock and purportedly controlled the 
Board. On September 23, 2011, the Company issued Series A Preferred Stock to investors. 
The largest investors were James Pallotta and Gorman. Other significant investors were 
James Fellus and his family (“Fellus”), and Robert Halder. 

The Voting Agreement

The Company and the preferred shareholders executed a Voting Agreement. Section 
1.2 of the Voting Agreement contained provisions for designating a seven member board.  
Each shareholder agreed to vote all his shares to ensure that the following persons should 
be elected:

(a) One person designated by Pallotta (the “Pallotta Designee”);

(b) One Independent Director “designated by the majority of the holders of the Series A Preferred 

Stock” (the “Series A Designee”) (the Pallotta Designee and the Series A Designee were referred to 

collectively as the “Series A Designees”);

(c) Two persons “elected by the Key Holders” (the “Key Holder Designees”). The “Key Holders” were 

listed in Schedule B to the Voting Agreement as Gorman, Halder and Fellus;

(d) The CEO shall be the CEO Designee; and 

(e) Two persons with applicable industry experience, who are Independent Directors mutually accept-

able to the Series A Designees and the Key Holder Designees (the “Industry Directors”).

From the time the Voting Agreement was executed in 2011 until Gorman began his at-
tempt in 2013 to retake control, the board had five of seven seats filled and was composed 
of: (1) plaintiff Gorman as a Key Holder Designee, (2) Halder as a Key Holder Designee, 
(3) A. Peter Monaco (“Monaco”) as the Pallotta Designee, (4) Mike Dura (“Dura”) as one 
of the Industry Directors, and (5) Gary Salamone (“Salamone”) as the CEO Director. The 
group of Dura, Salamone, and Halder were designated by the Court as the “Incumbents.”  

Gorman’s Attempt To Gain Control of the Board

In August 2014, Gorman engaged in a campaign to regain control of the Company. 
First he resigned from the board as the Key Holder Designee on August 7, 2013. He then 
sent a letter to the Company on August 14, 2013 attempting to remove Halder as the other 
Key Designee.  He attempted to designate Greg Woodby  and Barry Williamson as the new 
Key Holder Designees.   
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On August 21, 2013, Gorman bought out Pallotta’s interest, and received a proxy to 
vote Pallotta’s shares pending finalization of the transfer. This gave Gorman 59.5% of the 
common stock and 51.2% of the preferred. Monaco, the Pallotta Designee, resigned from 
the board, and Gorman together with other shareholders sought by written consent to elect 
Gorman to the Pallotta Designee seat, and Barry Sanditen to the Series A Designee seat. 
On August 23, 2013, Gorman, Sanditen, Woody and Williamson, as the purported majority 
on the board, called a board meeting at which they voted to remove Dura, and to elect Ford 
and Daniel Olsen as the Industry Directors.

On September 17, 2013, the Company held its annual meeting. Gorman and the 
Incumbents nominated opposing slates. Gorman nominated Woody and Williamson as the 
Key Holder Designees, Gorman and Ford as the Series A Designees, Olsen and Sanditen 
as the Industry Directors, and Salamone as the CEO Director. The Incumbents nominated 
Salamone, Halder, Dura, Michael Wolf, and Mark McMurray. The majority of the stock-
holders voted to elect Gorman’s slate. 

The question arose whether the election vote complied with the Voting Agreement 
or whether the preferred investors voted their share in violation of the Agreement. Both 
Gorman and the Incumbents filed complaints on the same day asking the Court to deter-
mine the proper composition of the board. The cases were consolidated, which caused the 
Incumbents, together with the Company, to be denominated as the Defendants.  

Court Analysis

The primary issue concerned the interpretation of Section 1.2(b) of the Voting 
Agreement, which governed the selection of the Series A Designee, and Section 1.2(c), 
which governed the selection of the Key Holder Designees. 

Defendants’ position was that both sections provided for per capita voting, in which 
each holder of shares or Key Holder was entitled to a single vote regardless of how many 
shares he owned. Defendants contended that the Voting Agreement was designed to limit 
Gorman’s control over the Company. According to Defendants, the Agreement created a 
“triumvirate” to ensure that Halder (representing employee investors), Gorman (represent-
ing his own interest as a major investor) and the CEO (representing management), each 
with one vote, would have to compromise on director designees. Defendants further con-
tended that the majority of shares voting provisions elsewhere in the Voting Agreement 
were set up to function as a set of checks and balances and were designed to create tension 
with the per capita voting of Sections 1.2(b) and (c), in order to encourage compromise.   

Gorman’s position was that both sections provided for a majority of shares vote which 
permitted him to vote his majority interest to designate the Series A and Key Holder 
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Designee seats. Gorman contended that the board structure was meant to satisfy his major 
co-investor, Pallotta, and to provide additional control to other investors who made signifi-
cant commitments. Gorman argued that contemporaneous evidence from the negotiations 
showed that the negotiators were unconcerned with per capita voting and made no attempt 
to prevent Gorman from regaining control of the Company. 

Ultimately, as discussed further below, the Court concluded that since the signatories 
did not make clear that Section 1.2(b) was intended to designate by per capita vote, the 
law’s preference for majority voting applied. However, Section 1.2(c), because it appeared 
to be a provision to empower certain individuals without reference to their relative status 
as shareholders, was more likely than not a per capita designation provision. 

The Meaning of Section 1.2(b)

The critical language in Section 1.2(b) provided that the “following persons shall be 
elected to the Board: . . . . . . .(b) One person who is an Independent Director and is des-
ignated by the majority of the holders of the Series A Preferred Stock.” (the “Series A 
Designee”)

The Court found Gorman’s “most convincing argument” to be that the transfer restric-
tions in the documents are permissive and therefore at odds with Defendants’ interpreta-
tion of Section 1.2(b). In other words, if a per capita requirement were required to prevent 
Gorman from dominating the Company, the Voting Agreement would also need to prevent 
the transfer of shares to affiliates or assignees which could otherwise be used to bypass the 
per capita vote mechanism. However, the Voting Agreement and related documents did 
not attempt to restrict transfers to affiliates or assignees.  Moreover, several other terms 
contemplated affiliate transfers or assignments. The overall scheme therefore supported 
Gorman’s view that Section 1.2 (b) was a majority voting provision. 

Gorman also relied on case law using the phrase “majority of the holders” to describe a 
majority vote. The Court held that the case law did not compel a conclusion that Gorman’s 
interpretation was the correct one, but it did support that it was a plausible one.  In addition, 
Gorman noted that the Voting Agreement allowed a director to be removed with majority 
voting, and this was inconsistent with a per capita vote to install a director and did not 
create a workable structure of checks and balances. The Court found Defendants’ “triumvi-
rate” argument to be plausible but Gorman’s theory to be more credible. The Court thought 
that it was likely that the drafters would have avoided created a structure that invited dead-
lock, and they could have developed a more effective system of checks and balances if that 
was their goal.  
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The Court found that Section 1.2(b) was, therefore, “more likely than not a major-
ity voting provision.” However, because it was not unambiguous, the Court proceeded 
to consider extrinsic evidence. Gorman’s extrinsic evidence was contemporaneous to the 
negotiations, and supported his contention that the drafters focused on providing repre-
sentation for major investors. On the other hand, Defendants relied entirely on post litiga-
tion depositions and affidavits which the Court found less persuasive. Defendants’ offered 
no contemporaneous evidence to support their triumvirate theory or checks and balances 
theory.  Because the extrinsic evidence slightly favored Gorman, the Court reaffirmed its 
conclusion that Section 1.2(b) was “more likely than not a majority voting provision.”

The Court next considered the presumption in favor of majority voting. It held that 
Delaware courts hesitate to construe a contract as disenfranchising the majority unless 
the intent to do so is clearly stated. Since Section 1.2(b) did not make clear that it is a per 
capita voting mechanism, the law’s presumption resolved any remaining ambiguity in fa-
vor of requiring a majority vote.

Finally, the Court rejected Defendants’ contention that the phrase “the majority of the 
holders” used in Section 1.2(b) is different from language used elsewhere in the agreement 
and in the DGCL to describe votes of the majority of shares, and was therefore intended 
to mean something different, i.e. per capita voting. The Court acknowledged that a plain 
reading would support Defendants’ theory, but their theory ignored the broader arguments 
about the Agreement’s structure and intent. Thus, the Court thought the more likely conclu-
sion was that Section 1.2(b) was simply poorly drafted. As such, it failed to comply with 
the law’s requirement that per capita provisions be written clearly and unambiguously.

Thus, The Court concluded that Section 1.2(b) was a majority of shares voting provi-
sion, and that Gorman’s election of Ford as the Series A Designee was valid.   

The Meaning of Section 1.2 (c)

Section 1.2(c) of the Voting Agreement called for the selection of the Key Holder 
Designees through the terse mechanism: “two persons elected by the Key Holders.” The 
term “elected” was not defined in any way in the Agreement, and the plain meaning was 
not helpful.   

Defendants argued that the drafters could not have intended a majority of shares vote 
because Gorman already owned a majority of the Key Holder Shares when the Voting 
Agreement was drafted. This would have guaranteed that Gorman’s candidates for Key 
Holder Designees would always win, and turn this provision into a “Gorman Designee” 
provision, making other votes irrelevant. The Court agreed with Defendants that the provi-
sion should be construed to avoid turning it into the “Gorman Designee” provision. The 
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Court acknowledged that Gorman was correct that the removal provisions used majority 
voting, thus giving him unilateral veto power, and that this was in tension with Defendants’ 
per capita theory. Nonetheless, the Court concluded that it was better to read Section 1.2(c) 
to give some effect to the decision to list the names of the three Key Holders than to read 
them out entirely. The Court was satisfied that Section 1.2(c) was an attempt to assure an 
important constituent representation on the board and thus differed from the more general 
provision found in Section 1.2(b) aimed at Series A holders in general.

Nonetheless, the Court proceeded to consider the extrinsic evidence. As with Section 
1.2(b), the extrinsic evidence did not generally support Defendants’ triumvirate theory, but 
neither did it prove Gorman’s position. The Court saw nothing to dislodge the conclusion 
based upon the plain text and structure that Section 1.2 (c) provided for per capita voting 
for the Key Holder Designees.

The Court found the rest of Gorman’s legal arguments to be unpersuasive. It rejected 
his argument that a “gap filler” applied by Delaware courts to resolve an ambiguous charter 
provision also applied here to resolve the meaning of “elect.” It also rejected his contention 
that Defendants’ per capita voting theory was invalid as a matter of law because 8 Del. C. 
§212 requires corporations to specify their election to use per capita voting in their char-
ters. The Court concluded that the Voting Agreement did not inhibit its signatories from 
casting one vote per share; it simply bound them to cast each of those votes in accordance 
with the Voting Agreement.    

Thus, the Court concluded that Section 1.2(c) is a per capita vote among the Key 
Holders. Since no Key Holder Designees were elected in that manner, no Key Holder 
Designee seats were filled at the annual meeting. 

The Consequences of Gorman’s Attempts To Control the Board

The parties also asked the Court to decide whether or not Gorman’s actions in August 
2013 in attempting to remove and replace directors were valid. The Court found on the 
stipulated record that Gorman effectively removed Halder with his letter of August 14, 
2013. Section 1.4(a) of the Voting Agreement allowed the holder of a majority of shares 
(including common shares) to remove a director, and Gorman held more than 50% of the 
shares entitled to remove a Key Holder Designee. 

However, Gorman’s acts to remove Dura, and elect Olsen and Ford, as Industry 
Directors were found to be invalid. Industry Directors had to be mutually acceptable to the 
Series A Designees and the Key Holder Designees. With the absence of any Key Holder 
Designee, the removal of Dura was invalid.  For the same reason, neither side successfully 
elected any new Industry Directors at the annual meeting.   
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Conclusion

The Court concluded that Section 1.2(b) is not clearly and unambiguously a per capita 
voting mechanism and thus the law’s presumption in favor of majority voting applies. It 
also concluded that Section 1.2(c) is a per capita voting provision based on the plain mean-
ing of “elect” when decided by three specified persons and the conclusion that a majority 
of shares interpretation would render the section meaningless. 

Thus, Ford was duly elected as the Series A Designee by majority vote per Section 
1.2(b). Gorman duly elected himself as the Pallotta Designee, whether by purchasing the 
Pallotta shares or obtaining Pallotta’s proxy. Salamone was the undisputed CEO director. 
Dura remained the Industry Director since he was not validly removed or replaced. Thus, 
the Board was held to consist of Gorman, Ford, Dura and Salamone. The Key Holder 
Designee seats were not filled, and the other Industry Director seat was not filled.

*   *   *

CONSENT ACTION; VOTE BUYING; PROXY SOLICITATION; DISCLOSURE

Flaa v. Montano, No. 9146-VCG (Del. Ch. May 29, 2014)

Creditor’s Consent Action To Unseat Board Invalidated Because of Failure of Proxy 
Solicitation To Disclose Deal That Secured Dispositive Voting Block

In mounting a consent action to unseat board members aligned with the company’s 
founder and replace them with himself and his designees, a creditor failed to disclose a 
deal he made to secure a dispositive block of 30 million shares controlled by the trustee in 
the founder’s bankruptcy case. Invalidating the consent action, Vice Chancellor Glasscock 
held that the creditor, who also was a stockholder and a member of the company’s Interim 
Board (established during an earlier consent action that was invalidated), had a duty to 
disclose his deal with the trustee, in which he promised to secure a seat on the board for the 
trustee’s designee. The trustee’s agreement to deliver his dispositive proxy in exchange for 
a seal on the company’s board was material information, the court concluded.

Noting that stockholders for almost twelve months have had no certainty regarding 
who constituted the proper board, the court determined it was not enough to invalidate 
this second consent action. Accordingly, the court ordered an annual election pursuant to 
Section 225(a). The court said a special master would be appointed to oversee the election. 
The court said that 
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stockholders are entitled to certainty and to a process free of the irregularities that have tainted the first 

and second consent actions over the last twelve months, as well as a board that can manage with certainty 

the few assets of the company that remain.

In obtaining the 30 million vote block, the creditor had agreed to buy 1 million shares 
from the trustee for $250,000 and to use his best efforts to secure a seat on the board. 
Because of its ruling on the creditor’s failure to disclose this material transaction, the 
court found it unnecessary to decide if the agreement constituted improper vote-buying. 
Nevertheless, the court observed that it was not clear that the agreement could be viewed 
as a third-party transaction, as opposed to a corporate transaction. The court said it was 
conceivable that the Interim Board agreed to deliver a valuable asset—a board seat—in 
exchange for the trustee’s proxy.

Background

CardioVascular BioTherapeutics, Inc., unable to develop a drug candidate for certain 
cardiovascular diseases, has faced a serious liquidity crisis. The company was founded by 
Daniel C. Montano, whose company Vizier Investment Capital Limited held 30 million 
Cardio shares jointly owned by Montano and his former wife, Victoria Montano (“Vicki”).

Calvin A. Wallen, III, a stockholder, had made unsecured loans to Cardio that were 
personally guaranteed by Montano. When Cardio defaulted, Wallen obtained on September 
29, 2012, a Nevada default judgment against Montano for over $2.15 million. Montano 
testified his only assets were his joint interest in the Cardio stock held by Vizier, but that 
according to his divorce agreement with Vicki, he had no access to the stock unless she 
received $2.5 million.

Unable to collect on the default judgment and wanting to recoup some of his invest-
ment, Wallen on January 15, 2013 sent a letter to the Cardio board of directors setting forth 
a financing proposal intended to infuse $8.5 million into the company. The proposal was 
contingent on the immediate resignation of the director defendants, including Montano, 
and on Montano waiving all claims against Cardio.

When the board rejected the proposal, Wallen initiated a written consent action, re-
questing that stockholders consent to: (1) amending the company bylaws with respect to 
director removal and appointments, (2) removing the defendant directors, and (3) directing 
the remaining directors to consider the financing proposal. Consents were received from 
51.22 percent of shares outstanding.

The director Mickael A. Flaa filed suit to confirm the effectiveness of this first consent 
action. The court determined, however, that the consent delivered by Vizier was executed 
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without actual or apparent authority, and therefore the consent action was ineffective to 
remove the defendant directors.

At the start of the suit, a status quo order was entered that permitted incumbent directors 
Grant Gordon and Flaa, as well as the incoming directors—Wallen, Jon Ross, and Robert 
Schleizer—(collectively, the “interim Board”) to sit pending resolution of the suit. Pending 
appeal of the court’s decision, the parties stipulated to abide by the status quo order.

On November 6, 2013, as the parties were briefing the appeal, Wallen caused stock-
holder CCM Partners Fund LP to deliver a written consent, thereby initiating the second 
consent action. Wallen then circulated proxy solicitation materials consisting of a proxy 
statement and proxy card. The card stated in part that Wallen was appointed as the stock-
holder’s agent to execute a written consent. The statement described Wallen’s proposals in 
more detail.

Meanwhile, Montano had filed for Chapter 7 bankruptcy, and the bankruptcy trustee 
had obtained control over Montano’s interest in 4 million directly held shares, as well as 
his 50% interest in the 30 million shares held by Vizier. The trustee and Vicki took control 
of Vizier by removing Vizier’s current directors and making themselves directors.

To obtain the trustee’s execution of a proxy on Vizier’s behalf, Wallen and the trustee 
made a deal. Wallen would purchase one million Cardio shares from the Montano bank-
ruptcy estate for $250,000. If the second consent action were successful, Wallen would use 
his best efforts to secure an additional seat on the board for the trustee’s designee. If he 
failed to secure that seat, Wallen would return the one million shares but the trustee would 
retain the $250,000. If the second consent action were unsuccessful, Wallen would return 
500,000 shares and the trustee would return $125,000.

The trustee obtained approval from the bankruptcy court for the deal. Wallen’s proxy 
solicitation materials failed to describe the negotiations—then well advanced—leading up 
to the bankruptcy court’s November 18 order or the resulting November 22 Stock Purchase 
Agreement between the Wallen and the trustee. Instead, the proxy statement provided only 
that the trustee, with the cooperation of Vicki, would obtain the right to grant a proxy with 
respect to the shares held by Vizier.

Montano disseminated “proxy revocation” materials to stockholders. Although he had 
appeared in bankruptcy court to oppose the trustee’s deal, he did not describe details of the 
Stock Purchase Agreement in his materials.

Flaa filed suit to confirm the second consent action.



192

Vote Buying

The bedrock principles of corporate governance were that directors ran the corporation 
on behalf of the stockholders, who delegated power through the stockholder franchise. 
Accordingly, both statutory and common law were protective of the right to vote and to 
choose directors. The court said it already had invalidated one purported vote to remove 
the Montano board, and was cognizant of the risk to the franchise in invalidating a second. 
“Nonetheless, imposing the results of an uninformed vote is inimical to the exercise by the 
stockholders of their right to elect the board of directors.”

The defendants sought to invalidate the Vizier proxy or the entire second consent action 
on the ground that the Stock Purchase Agreement between Wallen and the trustee consti-
tuted impermissible vote-buying. In Schreiber v. Carney, 447 A.2d 17 (Del Ch. 1982), the 
court defined vote-buying as any “voting agreement supported by consideration personal 
to the stockholder, whereby the stockholder divorces his discretionary voting power and 
votes as directed by the  offeror.”

Although the plaintiff suggested that the Stock Purchase Agreement did not by its 
express terms compel the trustee to deliver a proxy in favor of the second consent ac-
tion, it was clear that the trustee’s proxy was a vital part of that agreement. The transac-
tion involved the sale of both the stock and the proxy, and therefore the Stock Purchase 
Agreement constituted vote-buying under Schreiber.

Under Delaware law, an agreement involving the transfer of stock voting rights without 
the transfer of ownership was not necessarily illegal. Each arrangement had to be exam-
ined in light of its purpose. Indeed, in most circumstances, shareholders were free to do 
whatever they wanted with their votes, including selling them to the highest bidder. Vote-
buying was illegal per se, however, if the purpose was to defraud or disenfranchise other 
stockholders.

In considering whether this was the purpose, Delaware case law distinguished between 
vote-buying agreements secured by corporate assets and those secured by assets owned by 
third parties. Accordingly, a third party was prohibited from buying votes only when doing 
so would be disenfranchising by creating a misalignment between the voting interest and 
the economic interest of the shares. In any event, even when economic interests remained 
aligned, management could not use corporate assets to buy votes in a proxy contest about an 
extraordinary transaction that would significantly transform the corporation, unless it was 
shown that management’s vote-buying did not have a deleterious effect on the franchise.

Although the plaintiff argued that the Agreement did not misalign the trustee’s vot-
ing and economic interests, the relevant alignment was the vote-buyer’s interests upon 
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exercise of the vote, not the vote-seller’s interests upon forfeiture of the vote. That was be-
cause what legitimized the franchise as a decision-making mechanism was the premise that 
stockholders with economic ownership were expressing their collective view as to whether 
a particular action served the corporate goal of maximizing stockholder wealth.

While Wallen maintained a significant debt and equity stake, it was not clear to what 
extent those interests may be opposed. It was clear that, independent of the vote-buying 
arrangement, Wallen had a significant economic interest in the success of Cardio, both 
as an equity holder and as a creditor. It was unlikely, therefore, that the voting rights ob-
tained pursuant to the Stock Purchase Agreement resulted in the agency problems that 
misalignment of incentives created, and about which third-party vote-buying doctrine was 
concerned.

It was not clear, however, that the Stock Purchase Agreement was a third-party trans-
action. Although Wallen used his own assets to buy the one million shares, he also had to 
deliver a seat on the board. While he contractually agreed only to use his best efforts to 
obtain the seat, he assured the trustee that the Interim Board saw no reason its fiduciary 
duties would prevent it from agreeing to the seat.

Wallen showed his confidence in his ability to deliver the seat by agreeing, if he failed, 
to forfeit the shares and allowing the trustee to keep the $250,000. His confidence was 
unsurprising, since the composition of the board and Wallen’s own slate were identical. 
Thus, it was conceivable that the Interim Board agreed to deliver the seat in exchange for 
the trustee’s proxy.

Disclosure

Ultimately, it was not necessary to decide whether the Stock Purchase Agreement was 
impermissible vote-buying. Even if was not, it was a material transaction, and Wallen’s 
failure to disclose it in his proxy solicitation materials provided a compelling basis to in-
validate the second consent action.

Wallen was a member of the Interim Board, and directors, even when acting in their 
individual capacity, owed a duty of candor to stockholders. Assuming the Interim Board’s 
collusion with respect to the Agreement, it had a duty to update stockholders regarding its 
participation in the transaction.

The promise to grant the trustee’s designee a board seat was material, and Wallen and 
the Interim Board had a duty to disclose its existence to stockholders, either in Wallen’s 
initial solicitation materials, or in a supplement. Several factors led to this conclusion.
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In executing the proxy, stockholders believed they were acting to remove six direc-
tors to be replaced by Wallen and his two designees. In reality, a proxy in support of the 
second consent action effectuated not only those appointments, but also appointments of 
the trustee’s designee and an additional Wallen designee. Stockholders would have found 
this material. Importantly, while the stockholders received biographies on the five directors 
they were aware of, they received no such information about the trustee’s designee, and 
thus were denied any opportunity to assess his credibility before delivering the proxies for 
his appointment.

The stockholders also were likely to have found the existence of the Stock Purchase 
Agreement relevant in assessing Wallen’s credibility. Wallen had initiated two “successful” 
written consent actions that squeaked by solely by obtaining the support of the 30 million 
shares held by Vizier. Tellingly, the first consent action was invalidated because Vicki, in 
response to Wallen’s request, had executed a consent on behalf of Vizier without authority 
to do so. While proxy solicitation materials addressed this as if it were a technical error that 
had been corrected, the success of the second consent action depended on securing support 
of the Vizier-held shares by promising its fiduciary’s designee a seat on the board.

The plaintiff contended that Wallen could not possibly have disclosed its contents with 
his November 11 solicitation because the Agreement was not finalized until it was approved 
by the bankruptcy court on November 18 and executed on November 22. But Wallen found 
the transaction sufficiently likely that it warranted a partial disclosure. Moreover, Wallen 
and the trustee were on the cusp of an agreement since mid-November, and Wallen should 
have provided a supplemental disclosure upon execution of the agreement.

Attorneys’ Fees

The court denied the defendants’ requests for attorneys’ fees in connection with defend-
ing against the plaintiff’s earlier-filed motions. While the parties aggressively litigated this 
action, neither party’s conduct rose to a level of bad faith sufficient to trigger an exception 
to the America Rule on fees. The plaintiff’s opposition to the defendants’ motion to compel 
was substantially justified, particularly in light of the over-breadth of the defendants’ re-
quest. With respect to the defendants’ request for fees for responding to the plaintiff’s mo-
tion for relief from the status quo order, it did not appear that the plaintiff acted in bad faith.

As to the defendants’ motion to hold the Interim Board in contempt for violating the 
status quo order, that motion also was denied to the extent it was not moot. The relief re-
quested was either inappropriate or moot.

*   *   *
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MERGER; CONTROLLING STOCKHOLDER; BREACH OF FIDUCIARY DUTY; AIDING AND 

ABETTING

Hamilton Partners, L.P. v. Highland Capital Management, L.P., No. 6547-VCN (Del. Ch. 
May 7, 2014)

Controlling Stockholder Not Entitled To Dismissal of Breach of Fiduciary Duty  
Claims Alleging Unfairness In His Merger With Company

In a stockholder’s class action asserting that a merger between a company and its larg-
est stockholder was unfair, the defendant stockholder—which held 48% of company stock 
and 82% of the debt—was not entitled to dismissal of breach of fiduciary duty claims. 
Ruling that the plaintiff had sufficiently alleged that the defendant had exercised control 
over the company to facilitate a restructuring agreement on unfair terms, Vice Chancellor 
Noble held that the defendant was the company’s controlling stockholder when the parties 
agreed to the merger, and therefore owed fiduciary duties to other stockholders. The court 
found that the alleged unreasonableness of the 20-30% discount applied to the company’s 
discounted cash flow in a fairness opinion supported a reasonable inference that the $0.67 
per share offer in the merger may not have been a fair price.

The court explained that when a stockholder challenged the fairness of a merger be-
tween a corporation and its controlling stockholder, the most rigorous standard applied: 
the entire fairness standard. Under this standard, the initial burden was on the controlling 
stockholder to establish that the transaction was a product of fair dealing and at a fair price. 
The burden may shift if the controlling stockholder established before trial that a well 
functioning special committee approved the transaction. Here, viewing all reasonable in-
ferences in the plaintiff’s favor, the court held it presently was unable to conclude that the 
board’s special committee, established to approve the deal with the controlling stockholder, 
was sufficiently “well functioning” as to shift the burden of proof to the plaintiff.

The court dismissed claims of breach of fiduciary duty and aiding and abetting against 
the individual defendant who was a director and the company’s president and CEO. In 
order to sustain a claim of breach of fiduciary duty for agreeing to the merger against the 
single director, the court held the plaintiff had to allege disloyal conduct, and thereby rebut 
the business judgment standard, as to at least half of the company’s directors who agreed 
to the merger.

The court found that plaintiff had not sufficiently alleged that the defendant director 
dominated or controlled the special committee. Nor was there any allegation that the de-
fendant had failed to disclose any material interest that a reasonable director would find 
important in evaluating the merits of the merger. Thus, regardless of whether the defendant 
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was interested in the restructuring agreement, there was no allegation that raised a reason-
able doubt that the special committee could not exercise its independent business judgment 
in approving the transaction because of the defendant’s undue influence or failure to dis-
close a material interest.

Background

American HomePatient, Inc. (AHP) was a Delaware corporation. The defendant 
Highland Capital Management, L.P., held 48% of AHP’s stock and 82% of its debt. The 
defendant Joseph F. Furlong, III, was a director of AHP since 1994 and its President and 
CEO since 1998.

Highland had tried to gain control of AHP in its 2003 bankruptcy reorganization, but 
the company resisted its efforts and worked out a plan with its unsecured creditors over the 
objection of Highland, its largest secured creditor. Highland then started to acquire AHP’s 
stock.

In 2006, Highland, then holding 9.9% of the stock, proposed to acquire the rest of the 
stock for $3.40, a premium of 11 percent. AHP resisted its advances, and Furlong and the 
rest of the board recommended that stockholders vote against Highland’s nominee to the 
board and bylaw amendments. Highland withdrew its proposal.

 By 2007, Highland had acquired 48% of AHP’s stock. This stake, which allegedly 
rendered Highland an “interested stockholder” under Section 203, also allegedly triggered 
change-in-control rights in Furlong’s employment agreement. Although he had the right to 
terminate his employment and demand a $6.6 million payment, Furlong agreed to forego 
his rights and remain in his position for additional compensation of nearly $5 million in 
2008.

Since its bankruptcy, AHP had paid its debt, but in 2009 in the midst of the financial 
crisis, it struggled to refinance a large line of credit set to mature in August. AHP and 
Highland then entered into a series of forbearance agreements, the last of the ten set to ex-
pire on May 15, 2010. According to the plaintiff, May 2010 was just past the Section 203 
three-year prohibition for Highland to enter into a business combination with AHP.

Meanwhile, in April 2009, Highland again proposed to acquire AHP. Part of its alleged 
strategy was to withhold its consent and prevent AHP from refinancing its debt beyond the 
short-term forbearance agreements. The board responded to the new proposal by forming 
a special committee comprising every AHP director except Furlong.



197

The four-member committee engaged a financial advisor and legal advisors. It alleg-
edly failed to conduct a market canvass or an auction in its process of selling the company, 
making only two calls to what it believed were the most likely suitors.

Following negotiations with Highland, Highland proposed a final offer to acquire the 
AHP stock it did not own for $0.67 per share through a self-tender offer initiated by the 
company. Even though the committee allegedly agreed quickly to the offer, the parties did 
not enter into a definitive agreement until April 2010.

The committee recommended the restructuring after receiving a fairness opinion of the 
self-tender offer price of $0.67. By this time, the stock was trading slightly above the $0.67 
per share price.

The Restructuring Agreement contemplated six steps. First, AHP would repurchase 
a small amount of debt from one of its creditors. Second, AHP would reincorporate in 
Nevada by way of a reverse triangle merger. According to the proxy statement, the reincor-
poration was necessary because AHP’s financial condition limited its ability to conduct a 
self-tender offer under Delaware law.

Third, New AHP would commence the self-tender offer. Fourth, New AHP and its 
debtholders, including Highland would complete the Refinancing. Fifth, current directors 
of AHP and New AHP would resign and new directors would be chosen by Highland.

In the sixth step, Highland and New AHP would merge.

The plaintiff contended that that Highland as controlling shareholder breached its fidu-
ciary duties because the merger was not entirely fair. The plaintiff also asserted breach of 
fiduciary duty and aiding and abetting claims against Furlong.

Highland and Furlong moved to dismiss. Previously, in Hamilton Partners, L.P. v. 
Highland Capital Management, L.P., 2012 WL 2053329 (Del. Ch. May 25, 2012), the 
court decided to defer ruling on the motion to dismiss pending further briefing and dis-
covery. The court determined that it was ambiguous whether the merger was agreed to in 
the restructuring agreement. While the defendants contended that the merger was agreed 
to at the time the parties executed the restructuring agreement, the plaintiff contended that 
AHP did not agree to the merger until the board approved the merger. The time was im-
portant because, if the defendants were correct, AHP was still a Delaware corporation and 
Delaware law applied. If the plaintiff were correct, Nevada law applied.

Governing Law

In deciding whether the plaintiff’s claims arose under Delaware or Nevada law, the 
guiding principle was the internal affairs doctrine. It dictated that claims implicating a 
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corporation’s internal affairs—such as claims for breach of fiduciary duty and aiding and 
abetting—were governed by the corporate law of the state of incorporation. The circum-
stances of this case, however, did not lend themselves to a straightforward application of 
the doctrine.

To apply the doctrine here, it was necessary to distinguish between those actions agreed 
to in the Restructuring Agreement and those not prescribed by it. When the parties entered 
the agreement, Highland and the plaintiff were stockholders of, and Joseph F. Furlong, III, 
was the director of, AHP, a Delaware corporation. Hence, the plaintiff’s fiduciary duty and 
aiding and abetting claims relating to what was agreed to in the Restructuring Agreement 
should be governed by Delaware law. Conversely, the fiduciary duty claims regarding 
conduct that occurred after the Reincorporation Merger and was not prescribed by the 
Agreement, such as the claim for purported omissions in the Proxy Statement, should be 
governed by Nevada law.

Contracts governed by New York law, such as the Restructuring Agreement, should 
be construed in accord with the parties’ intent. The operative provisions of the Agreement 
regarding whether New AHP was obligated to enter into the merger with Highland, espe-
cially the Merger Provision, were clear and unambiguous. The court elaborated:

Although it was waivable, one of the conditions of the Self-Tender Offer was that it would not close un-

less the number of shares tendered, when added to Highland’s 48%, met or exceeded 90% (then reduced 

to 80%) of New AHP’s fully diluted stock—which, in effect, gave Highland majority control, by a wide 

margin, of the stock of New AHP. At the same time, when the Self-Tender Offer closed, the directors 

of New AHP were required, at a minimum, to appoint Highland nominees to be a majority of the direc-

tors of New AHP—which, in effect, gave Highland majority control of the board of New AHP. Thus, 

when Highland then agreed in the Merger Provision to “take all actions to effectuate a merger,” the plain 

meaning of this unambiguous provision is that Highland—with its majority control of New AHP at the 

stockholder and board levels—was bound to effectuate a merger between itself and the entity it now 

controlled, New AHP.

The plain meaning of these unambiguous provisions was that Highland, AHP, and New 
AHP agreed to the merger when they executed the Agreement. This negated as a matter 
of law the plaintiff’s contrary allegation that the company was not obligated to enter into 
a merger with Highland. While it was true that the merger ultimately would be between 
Highland and New AHP, the merger was agreed to as the last step in a going-private trans-
action between Highland and AHP, a Delaware corporation. Hence, the breach of fiduciary 
claims against Highland and Furlong regarding the merger, as well as the aiding and abet-
ting claim against Furlong, arose under Delaware law.
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Nevada law governed, however, the plaintiff’s claim concerning Furlong’s recom-
mending the merger. The Merger Provision was ambiguous under New York law as to 
whether the New AHP board was required to recommend the merger because the provision 
was susceptible to at least two reasonable interpretations.

It was reasonable to interpret the provision, together with other sections of the 
Agreement, as requiring the New AHP board to recommend the merger. But it was just as 
reasonable to interpret the provision as not speaking to whether the board was obligated to 
do so.

 Resolution of the ambiguity was mainly academic. If the Restructuring Agreement did 
not bind the New AHP board to recommend the merger, then its decision to do so related 
to the internal affairs of New AHP as a Nevada corporation. But, even if the Restructuring 
Agreement did bind the board, under Nevada law, the directors of New AHP would have 
had continuing fiduciary duties to determine whether it was still appropriate to recommend 
the merger.

Breach of Fiduciary Duty by Controlling Stockholder

A controlling stockholder owed fiduciary duties to other stockholders. The duty arose 
whether the stockholder owned a majority of the stock or exercised sufficient control over 
the company’s business affairs. A determination of whether a 48% stockholder had suf-
ficient control was contextual.

When the fairness of a merger between a corporation and its controlling stockholder 
was challenged, the transaction was reviewed under the highest standard—that of entire 
fairness. The initial burden was on the controlling stockholder to establish that the trans-
action was the product of fair dealing and at a fair price. The burden may shift if the 
controlling stockholder established before trial that a well functioning special committee 
approved the transaction.

Unlike a controlling stockholder, a creditor—even one that owned a majority of the 
corporation’s debt—did not owe fiduciary duties to stockholders. Creditors’ obligations 
were governed by contract, not fiduciary duty principles.

Nevertheless, it was possible that a just-less-than-majority (e.g., 48%) stockholder may 
be considered a controlling stockholder (especially at the motion to dismiss stage) by virtue 
of also being a significant creditor that exercised sufficient control over the corporation’ 
business affairs.

The allegations sustained a reasonable inference, even if not the best inference, that 
Highland—the holder of 48 percent of AHP’s stock and 82% of its debt, which was in 
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default—was the controlling stockholder when the parties agreed to the merger as part of 
the Restructuring Agreement.

The inference was supported by Highland’s alleged willingness, as an “interested 
stockholder” under Section 203 to enter into short-term forbearance agreements with AHP 
until just after expiration of the three-year waiting period, and then withhold its consent to 
prevent refinancing or consideration of other acquirers to force the company to agree to a 
transaction with it at a price below market. Moreover, the alleged unreasonableness of the 
20-30% discount applied to AHP’s discounted cash flows in a fairness opinion analysis to 
justify the $0.67 per share consideration offered in the Self-Tender Offer supported a rea-
sonable inference that the identical (and contractually mandated) $0.67 per share offered in 
the merger may not have been a fair price.

Thus, the plaintiff sufficiently alleged that Highland exercised its control over AHP to 
facilitate the Restructuring Agreement on unfair terms. These allegations were sufficient to 
state a claim for breach of fiduciary duty against Highland regarding the merger.

When viewing all reasonable inferences in the plaintiff’s favor, it could not be con-
cluded presently that the special committee was sufficiently well functioning to shift the 
burden of proof to the plaintiff.

Breach of Fiduciary Duty By Director

Directors of Delaware corporations were required to conduct themselves according 
to the standard of conduct for fiduciaries: to exercise due care and to act loyally. Good 
faith business decisions of informed, disinterested, and independent directors were en-
titled to deference under the business judgment standard, under which a breach of fiduciary 
duty claim could be sustained only if it were demonstrated that the directors’ decision was 
irrational.

A stockholder needed to allege facts that rebutted the presumptive business judgment 
standard for at least half of the directors who approved the decision at issue. Because 
AHP’s charter included the broadest possible exculpatory provision permitted under 
Section 102(b)(7), the plaintiff had to sufficiently allege conduct implicating bad faith or a 
breach of the duty of loyalty to survive a motion to dismiss.

Of course, it was not impermissible to assert a breach of fiduciary duty against fewer 
than half the directors, as the plaintiff did by suing only Furlong and not the other four 
directors who approved the Restructuring Agreement. But that did not change the standard 
for review. The plaintiff had to allege disloyal conduct, and thereby rebut the business 
judgment standard, as to at least have of the directors.
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According to the plaintiff, Furlong was interested in the purportedly unfair Restructuring 
Agreement. There were no allegations that the special committee’s approval of the 
Agreement was not entitled to deference because its members were interested or not acting 
in good faith. Accordingly, the plaintiff had to allege sufficient facts to support a reason-
able inference that Furlong controlled or dominated the committee, or failed to disclose a 
material interest that a reasonable director would have considered significant in evaluating 
the Agreement.

The allegations did not sustain a reasonably conceivable set of circumstances in which 
Furlong controlled or dominated the committee. The only allegations were that Furlong 
“injected himself into every discussion.” It would be unreasonable to infer from these 
generalized allegations that the Special Committee’s business judgment regarding the ne-
gotiation of the Restructuring Agreement (and the Merger) was sterilized or compromised 
because of Furlong’s domination or control. 

Indeed, the plaintiff did not even identify the allegedly controlled Special Committee 
directors or describe their relationships with Furlong in any meaningful detail. Finally, the 
plaintiff’s allegations did not in any way suggest that Furlong dominated or controlled the 
Special Committee’s final review, along with its independent financial and legal advisors, 
of the merits of the transaction.

Similarly, there is no allegation that Furlong failed to disclose any material interest that 
a reasonable director would find important in evaluating the merits of the Merger and the 
overall Restructuring Agreement. Regardless of whether Furlong was interested because 
of the change-in-control payment he received by renegotiating his employment agreement 
with AHP, the plaintiff did not allege that the AHP board was not aware of the President 
and CEO’s modified compensation arrangement. Any inference to that effect would be 
unreasonable.

Thus, regardless of whether Furlong was interested, there is no allegation that raised a 
reasonable doubt that the committee could not exercise its independent business judgment 
in approving the transaction because of Furlong’s undue influence or failure to disclose any 
material interest. It would be unreasonable to infer that the AHP board’s decision to agree 
to the merger was irrational. Therefore, the breach of fiduciary duty claim against Furlong 
for agreeing to the merger had to be dismissed.

Aiding and Abetting Breach of Fiduciary Duty

The plaintiff claimed that Furlong aided and abetted Highland’s breach of its fiduciary 
duties. As a director, Furlong owed fiduciary duties to AHP stockholders. This fiduciary 
relationship existed throughout Furlong’s alleged actions in the negotiation and approval 
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of the Restructuring Agreement. Based on the allegations, Furlong could not be liable for 
aiding and abetting Highland’s purported breach.

Conduct As Director of New AHP

The breach of fiduciary duty claim against Furlong, based on his conduct as a New 
AHP director was governed by Nevada law because his actions were not required under the 
Restructuring Agreement and because they occurred after the merger. The plaintiff claimed 
that Furlong recommended the merger without making a reasonable inquiry into the then 
present value of New AHP after the Self-Tender Offer and Refinancing, and failed to dis-
close certain purportedly material information in the proxy statement.

Generally, Nevada law exculpated directors from personal liability to stockholders un-
less the director’s act or failure to act constituted a breach of fiduciary duties and the breach 
involved intentional misconduct, fraud, or a knowing violation of the law. Nevada courts 
frequently looked to Delaware corporate law for guidance on novel questions of Nevada 
corporate law.

There appeared to be no Nevada state court decision in which a stockholder asserted a 
breach of fiduciary duty claim against only one director. The Nevada Supreme Court likely 
would follow Delaware law that the plaintiff had to rebut the business judgment standard 
as to at least have of the directors who approved the decision being challenged.

There was a dearth of references, let alone allegations, about the conduct of the other 
New AHP directors. The plaintiff did not even identify who they were. At the time, the 
directors were Furlong and two members of the special committee.

The plaintiff plainly failed to allege that Furlong dominated or controlled the board of 
New AHP or that he failed to disclose a material interest that a reasonable director would 
find important in deciding to recommend the merge or approve the proxy statement. Hence, 
there was no basis on which to conclude that the business judgment standard had been re-
butted as to either of the other two directors.

The decisions of the New AHP board were entitled to deference under the business 
judgment standard, and it would be unreasonable to infer that the decisions were irrational. 
Thus, regardless of whether Furlong’s individual actions may have fallen below the stan-
dard of conduct required of a fiduciary, the plaintiff failed to rebut the business judgment 
presumption.

*   *   *
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ENTIRE FAIRNESS STANDARD; COERCION OF MINORITY SHARHOLDERS

ACP Master, Ltd. v. Sprint Nextel Corporation, C.A. No. 8508-VCL, transcript (Del. Ch. 
June 18, 2014)

Chancery Court Rejects Controlling Shareholder’s Attempt To  
Apply Business Judgment Rule to Merger Challenge

In a merger case in which a controlling stockholder attempted to substitute the business 
judgment rule for the entire fairness standard, the Chancery Court orally ruled at the plead-
ing stage that the entire fairness standard would apply because the minority shareholder 
vote was tainted by the dilutive terms of a Note Purchase Agreement. According to plain-
tiffs, one term of the merger agreement was a no-further-indebtedness provision that lim-
ited the merged company’s ability to access capital markets to $800 million in exchange for 
highly dilutive notes.  If minority stockholders did not approve the merger, the Agreement 
automatically terminated and the acquirer could exchange the notes for the acquired com-
pany’s stock at a significant discount to the market price. The Court found that the terms 
of this agreement created a threat of dilution that, at the pleadings stage, was coercive. The 
court said the applicability of the business judgment rule would be revisited on summary 
judgment.  According to the transcript of the oral ruling: 

I’m going to give my answer now in relatively abbreviated form because I do anticipate probably being 

able to address this case in more detail with everyone at the summary judgment stage.  And so looking 

forward to immersing myself in what will likely be a fuller factual regard then, I don’t think it makes 

sense to take this under advisement now and write something extensive on it.

I will tell you up front, I think this is a close case. I think there are good arguments in favor of dismissal 

under the Alan Khan, et al. v. M&F Worldwide Corp., et al., No. 334, 2013, opinion (Del. Mar. 14, 2014) 

standard. I think there are parts of the complaint that I regard as fairly weak.  But nevertheless, I think 

in this situation, the pleading standard, as articulated in Central Mortgage Company v. Morgan Stanley 

Mortgage Capital Holdings LLC, No. 595, 2010, opinion (Del. Aug. 18, 2011), and essentially the stage 

of the case require that I draw the inferences and give the benefit of the doubt to the plaintiffs.

I am going to largely skip over the facts since we’ve talked about them a lot and since, really, it’s what is 

in the complaint for purposes of today.  And no matter how much anyone wants to argue and take a dif-

ferent view about what’s in the complaint, we are all, for purposes of today, stuck with the truth, the as-

sumed truth, of what is in the complaint.  And that does [a better] job of detailing everything than I could.

Likewise, I’m not going to go into a lot of detail on Central Mortgage Company v. Morgan Stanley 

Mortgage Capital Holdings LLC, No. 595, 2010, opinion (Del. Aug. 18, 2011), but the bottom line is if 
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there is a reasonably conceivable set of circumstances susceptible of proof, and under that reasonably 

conceivable set of circumstances, the plaintiff could recover, then I have to deny the motion.

As I analyze the case and the motion, the first question is the standard of review.  the critical issue is 

whether this case qualifies under MFW.  As the Supreme Court said in MFW, where a transaction involv-

ing self-dealing by a controlling stockholder is challenged, the applicable standard of judicial review is 

entire fairness with the defendants having the burden of persuasion.

Nevertheless, a controlling stockholder can escape entire fairness review and obtain the protection of the 

business judgment rule if the merger is conditioned ab initio upon both the approval of an independent 

adequately empowered special committee that fulfills its duty of care and the uncoerced informed vote 

of the majority-of-the-minority stockholders.

As I understand it, what those two conditions do, working in tandem, is to disable the controlling stock-

holder from using its explicit or implicit or inherently coercive powers at the board and stockholder level 

and, hence, assuming there is an informed vote, you get business judgment rule review.

In terms of setting up the process, I do agree with the defendants that the existence of the equity holders 

agreement and the requirements in the equity holders agreement and their incorporation into the charter 

make this case probably the strongest possible for up-front conditioning of the deal on both require-

ments.  I don’t think that the timing of the establishment of the committee as alleged in the complaint 

undermines the explicit conditions and requirements for this type of transaction that are set out in the 

equityholders agreement.

I also think that if this were an MFW transaction, then the allegations against the members of the special 

committee would not be sufficient to carry the day and cause a failure of the special committee’s func-

tioning or process at that stage.  I think that if the business judgment rule is going to come into play, those 

allegations are fairly thin.

The problem that I have in terms of applying MFW at the pleading stage in this case is the stockholder 

vote. the stockholder vote is a mixed bag.  There are positive factors in favor of inferring the legitimacy 

of the vote.  It’s clear the deal received widespread support, even from the minority stockholders who 

were neither locked up nor receiving any alleged side benefits from Sprint.  That’s easily seen as a good 

thing.  Now, the plaintiffs could just as easily say that that just shows that coercion was effective, but 

nevertheless, that’s positive.

There is some reason to think that the interests of the co-investors and the other investors that Sprint 

locked up were at least partially aligned with those of the other minority stockholders.  So the cash 

payments to what the defendants have called the vocal minority were small relative to their stake in the 

company, very small. So even though they did receive differential treatment in that regard, it’s not the 
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type of thing that is at least deeply concerning, but there is also differential treatment in terms of the 

downside protection.

It’s also the case that Sprint needed to get the consent of the co-investors because of the equity holders 

agreement.  So it isn’t immediately clear that going out and attempting to lock up those votes suggests 

an attempt by the controller to undermine the majority-of-the-minority vote.

But there are also negative factors that undermine legitimacy of the vote and, in my view, make it debat-

able at the pleading stage and, hence, a situation where I have to give the benefit of the inference to the 

plaintiffs.

So despite the large premium and despite the seriatim increases in the price, there are pled indications 

that the assets were purchased cheaply.  the size of the premium, while something the defendants like to 

cite in their favor, also suggests that the preannouncement price was fairly depressed.  And so one could 

question whether that was indeed because of the company’s financial situation or because of other rea-

sons.  A premium geared off that depressed price for a controlled company isn’t necessarily indicative.

The co-investors did have commercial relationships.  The original position by Sprint was that those 

would be terminated.  The fact that the co-investors bargained for the continuation of those relationships 

is a form of consideration to them and may well have caused their interests to diverge from those of other 

minority stockholders.  Those relationships and the terms really aren’t fleshed out well in the complaint, 

but this is the type of allegation that I think Central Mortgage requires that I credit.

The fact that the approval of the co-investors was necessary, which is a factor that I cited before, doesn’t 

necessarily address whether those shares should have been excluded from the minority for purposes of 

the majority-of-the-minority vote. I think there are factual questions here about how those incentives 

worked and what would happen that aren’t easily addressed at the pleading stage.

Finally and most importantly, and this is, I think, for me at least, at the pleading stage, although I’ve 

relied on all these factors, the most significant, and that’s the Note Purchase Agreement.  It created an 

overhanging threat of, at least as alleged at the pleading stage, significant dilution to the minority stock-

holders if they rejected the merger.  Now, there are counter-assertions by the defendants that say that the 

financing may indeed have been beneficial, but I can’t resolve those issues on a motion to dismiss.  And 

I do have sufficient concern about the coercive effect of the Note Purchase Agreement that I think that 

alone, and certainly that in conjunction with other things, is sufficient at the pleading stage to undermine 

the majority-of-the-minority vote.

So on balance, the plaintiffs have pled sufficient facts surrounding the vote to make it reasonably con-

ceivable that the vote was, in the words of MFW, not uncoerced.  Because the plaintiffs have pled facts 

that make it reasonably conceivable that MFW will not apply, this becomes a transaction where entire 

fairness applies ab initio.
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Once we’re in the world of entire fairness, I don’t think I’m in a position to dismiss either Sprint or the 

director defendants.  There are allegations in the complaint regarding the actions of the special com-

mittee that, if viewed through the lens of entire fairness, coupled with the allegations about what the 

plaintiffs contend is an ultimately unfair price, support keeping them in the case, at least at this stage.

Those include the allegation that they delegated the negotiation process to [the chairman of the Clearwire 

board,] Stanton, who, at least as the plaintiffs see him, had already been engaged in back-channeling 

with Sprint and SoftBank and was, again, as the plaintiffs would see it, already coopted.  There is also 

the threat of replacement that’s geared at at least the seven directors that Sprint could nominate, which, 

again, in the entire fairness context, is the type of thing that I don’t think, at the pleading stage, can be 

ignored.

In reaching all these conclusions and particularly in considering whether the independent directors can 

be dismissed on grounds of the exculpatory provision, I am moved by the fact that the entire fairness 

standard applies.  When that standard applies, the line between a breach of the duty of loyalty and a 

breach of the duty of care is a difficult one to draw.  the controlling stockholder squeeze-out context cre-

ates the greatest risk of a situation where there could be deviations from the norm of maximizing value 

for the benefit of the stockholders as a whole rather than going along to get along with the transaction 

proposed by the controller.

 I wouldn’t be surprised if you all revisit this at the summary judgment stage.  And at that point, I get a 

chance to review these things based on a factual record where the plaintiff will not get the benefit of the 

inferences that they’ve gotten today. I say that because at the summary judgment stage, it may be much 

easier or at least -- not much easier but more possible for me to evaluate particularly the note purchase 

agreement and the scope of what effect that had on the stockholder vote as well as the effect of these 

voting agreements and commercial agreements and consider them on an evidentiary record rather than 

based on the allegations in the complaint.

If, indeed, that holds up such that there really isn’t coercion in the second step of the MFW standard, then 

I think we are under MFW. But I can’t get there today. And because I can’t get there today, I effectively 

have to review this under an entire fairness standard of review, and that leads to the rulings that I’ve 

made in terms of the motion to dismiss.”

*   *   *
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ATTORNEYS’ FEES; CORPORATE BENEFIT DOCTRINE; “SAY-ON-PAY” PROVISIONS OF 

DODD-FRANK ACT

David Raul, as custodian for Malk Raul UTMA, NY v. Astoria Financial Corporation, 
No. 9169-VCG (Del. Ch. June 20, 2014)

Delaware Chancery Court Dismisses Complaint by Stockholder for Reimbursement 
of Attorneys’ Fees Under Corporate Benefit Doctrine; Although Company 

Voluntarily Responded to Demand Letter, Stockholder Failed To  
Identify Any Breach of Fiduciary Duty By the Board

 Vice Chancellor Glasscock of the Delaware Chancery Court dismissed a complaint by 
a stockholder to compel the corporation to reimburse his attorneys’ fees incurred in inves-
tigating the corporation’s activities and sending a demand letter to the board of directors 
stating that the corporation was violating the law.  Plaintiff asserted that the corporation 
failed to make the disclosures required by the “say-on-pay” provisions of the Dodd-Frank 
Act regarding executive compensation approval. Plaintiff further asserted that his efforts 
to remedy the disclosure violations conferred a benefit on the corporation, entitling him 
to equitable sharing of the fees with other stockholders.  The Court held that only where 
the board breaches its fiduciary duties, and the stockholder steps in to act where the board 
has improperly failed to act, will the stockholder be entitled to compel payment of fees.  
However, Plaintiff failed to allege any breach of fiduciary duty.  Thus, even assuming that 
a benefit was conferred on the corporation, the complaint had to be dismissed for failure to 
identify any underlying meritorious claim for breach of fiduciary duty by the board.  

Background

 Astoria Financial Corporation is a publicly traded Delaware Corporation engaged in 
the business of banking.  Plaintiff is the custodian of Astoria common stockholder Malk 
Raul UTMA, NY.

 The Court noted that the Dodd-Frank Wall Street Reform and Consumer Protection 
Act enacted in 2010, imposed broad new regulation of approval and disclosure of corpo-
rate executive compensation decisions.  Of specific interest in the case was Section 951, 
which amended the Securities Exchange Act of 1934 to include Section 14A, governing 
stockholder approval of executive compensation.  In essence, these so-called “say-on-pay” 
provisions require companies to submit to their stockholders non-binding votes (1) to ap-
prove the compensation arrangements of company executives (the “Say on Pay Vote”), and 
(2) to determine whether future stockholder advisory votes on compensation should occur 
every 1, 2 or 3 years (the “Frequency Vote”).  
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 In addition, Dodd-Frank requires companies to make certain disclosures to its stock-
holders, including (1) a requirement that the company disclose in its Form 8-K the results 
of the Frequency Vote as well as it decision on how frequently to hold future Say on Pay 
Votes, and (2) a requirement that the company disclose in its proxy statement whether, 
and if so, how, the board considered the results of the Say on Pay Vote when making com-
pensation decisions.  The parties disputed whether the Company satisfied these disclosure 
requirements.

 Less than a year after Dodd-Frank was enacted, Astoria held an annual meeting on May 
18, 2011.  In connection with that meeting, the board submitted a proxy statement (the 
“2011 Proxy Statement”) informing stockholders of the Company’s intention to hold the 
Company’s first Say on Pay and Frequency Votes.  The proxy statement described the com-
pensation packages and included the board’s recommendation that the stockholders vote to 
approve the compensation and to hold future Say on Pay Votes annually.  At the meeting, a 
majority of stockholders approved the compensation, and voted to hold future Say on Pay 
Votes annually.

 After the 2011 annual meeting, Astoria filed its Form 8-K, in which it disclosed that 
“[b]ased on the vote indicated below, the results of the future advisory shareholder votes 
to approve the compensation of the Company’s named executives is every year.”  Several 
months later, on April 6, 2012, as the next annual meeting approached, Astoria dissemi-
nated a proxy statement (the “2012 Proxy Statement”) which described the new compensa-
tion packages and recommended approval.  Plaintiff contended that these disclosures were 
insufficient to meet the requirements of Dodd-Frank.  

 Specifically, on April 16, 2012, Plaintiff sent a demand letter (the “Demand”) to the 
Astoria board.  In essence, the Demand asserted that the 2012 Proxy Statement was insuf-
ficient because it failed to disclose “whether, and if so, how, the Astoria Board considered 
the results of the 2011 say-on-pay vote” in making its decisions regarding 2012 compen-
sation.  The Demand further asserted that the Form 8-K was insufficient because “the 
Company has failed to disclose how frequently it has decided to hold future say-on-pay 
votes.”  Plaintiff demanded that the board issue corrective disclosures, adopt stronger pro-
tocols regarding disclosures, and amend the Compensation Committee Charter to require 
the Committee to consider the results of future Say on Pay Votes when making executive 
compensation decisions.

 Astoria responded to the Demand by letter dated May 3, 2012.  Among other things, the 
response explained that the recent changes in disclosure obligations created some “confu-
sion” as to compliance and that the Company was making an on-going effort to evaluate 
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and improve public disclosures.  The response also advised that the Company was taking 
action to: (a) amend its disclosure on Form 8-K, (b) send a letter to stockholders clarifying 
whether and how the Company considered the 2011 Say on Pay Vote in making decisions 
regarding 2012 compensation, (c) undertake a complete review of reporting requirements 
and procedures, and (d) amend the Compensation Committee Charter as requested by 
plaintiff.

 Plaintiff demanded that Astoria pay his attorneys’ fees in connection with his investiga-
tion and mailing of his Demand.  Astoria denied his request.  Plaintiff thereupon filed this 
lawsuit seeking “an equitable assessment of attorneys’ fees” and alleging that his efforts to 
remedy the disclosure violations conferred a benefit on Astoria justifying an award of fees.  
Astoria made a motion to dismiss the complaint.  

Court Analysis

 The Court held that under the corporate benefit doctrine a plaintiff may receive attor-
neys’ fees where (1) the underlying claim was meritorious when filed, (2) the action pro-
ducing benefit to the company was taken by defendant before judicial resolution, and (3) 
the resulting corporate benefit was causally related to the lawsuit.  As discussed below, the 
Court held that Plaintiff failed to identify any meritorious underlying claim.  It therefore 
dismissed the complaint, without needing to address whether any corporate benefit had 
been conferred.  

 The Court noted that the requirement that an underlying claim be “meritorious when 
filed” does not require that plaintiff have filed a formal action in court.  It requires only that 
the claim was meritorious when presented to the board.  The Court noted that the purpose 
of the fee-shifting rule is to promote the private enforcement of fiduciary breaches.  It 
cautioned, however, that only where a benefit results from a demand to address corporate 
wrongdoing is it appropriate for the Court to intervene in the equitable distribution of fees 
and costs among all stockholders.  In matters involving directors’ exercise of their discre-
tion, the stockholder takes action as a volunteer only, and it is solely within the board’s 
discretion to pay the volunteer for his efforts.  Thus, so long as the board acts consistent 
with its fiduciary duties, its decisions about what resources to devote to oversight is a core 
board function and not a stockholder function.  

 The Court found that Plaintiff failed in his Complaint or in briefing to articulate the ba-
sis of an underlying breach of fiduciary duty claim.  The Court’s analysis therefore focused 
on whether the assertions made in the Demand itself were sufficient to infer a breach of 
fiduciary duty existing at the time the Demand was sent.  
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Duty of Candor

 The Demand asserted that the board’s failure to satisfy the Dodd-Frank disclosure re-
quirements was a violation of the board’s “duty of candor.”   Plaintiff identified two pur-
portedly actionable omissions, neither of which, in the Court’s view rose to a level of a 
breach of the duty of candor.  First, Plaintiff suggested that the failure to disclose how the 
board considered the results of the 2011 Frequency Vote constituted a breach of the duty of 
candor. The Court did not see how this could be material in light of the other disclosures 
made by the board.  Specifically, the Court noted that: (a) the board recommended in the 
2011 Proxy Statement that there be an annual vote; (b) the board disclosed in the 8-K that 
as a result of the Frequency Vote, future Say on Pay Votes would be annual; and (c) the 
board disclosed in the 2012 Proxy Statement that it would hold a second Say on Pay Vote.  
With that information available, the Court found that the board did not omit material in-
formation by failing to explain more explicitly that the 2011 Frequency Vote showed that 
the stockholders voted for annual votes, as recommended by the board, and that board ac-
cepted those results.

 Similarly, the Court found that the failure to explicitly state in the 2012 Proxy Statement 
how the board considered the results of the 2011 Say on Pay Vote could not be material 
under Delaware law.  Already known to the stockholders before Plaintiff sent the Demand 
was that (a) the board recommended the executive compensation in 2011, (b) the board 
planned to take into account the outcome of the vote when considering future executive 
compensation, (c) a majority of the shareholders voted in favor of the board’s recommenda-
tion, and (d) the board implemented that compensation.  The  Court noted that the amended 
disclosures made after Plaintiff sent the Demand added no further substantive content, so, 
in the Court’s view, the failure to include those additional disclosures in the original proxy 
statement was not a material omission sufficient to demonstrate a breach of the duty of 
candor.

Caremark Claim

 The Court also considered and rejected a possible claim for breach of the duty of good 
faith under the standard articulated in In re Caremark Int’l Inc. Derivative Litig., 698 A.2d 
959 (Del. Ch. 1996).  That case explained that a director has a duty to attempt in good faith 
to assure that the company has an adequate information and reporting system.  However, 
“only a sustained or systematic failure of the board to exercise oversight—such as an ut-
ter failure to attempt to assure a reasonable information and reporting system exists—will 
establish the lack of good faith that is a necessary condition to liability.”  Id. at 971.  The 
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Court found no basis to infer that the Astoria board utterly failed to institute procedures to 
comply with disclosure laws, so Plaintiff failed to state a meritorious Caremark claim.

Good Faith

 Plaintiff also failed to present a meritorious claim for breach of the duty of good faith 
independent of a Caremark claim.  The Court noted that a fiduciary may also act in bad 
faith by intentionally breaking the law or intentionally acting with a purpose other than 
that of advancing the company’s best interests.  Plaintiff failed to present any basis for the 
Court to infer that the Astoria board intentionally violated Dodd-Frank.

Duty of Care

 Finally, the Court found that Plaintiff failed to state a meritorious claim for breach of 
the duty of care.  For one thing, the Astoria Certificate of Incorporation exculpates directors 
for breaches of the duty of care.  Thus, only a claim for injunctive relief, and not money 
damages, could lie.  The Court found no basis for injunctive relief.  Furthermore, Plaintiff 
failed to allege that the board acted with reckless indifference to their responsibilities.    

Conclusion

 In sum, the Court concluded that the Complaint failed to state a claim for entitlement 
to attorneys’ fees under the corporate benefit doctrine because Plaintiff presented no un-
derlying meritorious claim for breach of fiduciary duty.  The Court therefore did not need 
to reach the question of whether a corporate benefit resulted from Plaintiff’s actions.    

*   *   *

STATE SECURITIES LAW; FIDUCIARY DUTY; DELAWARE FORUM SELECTION CLAUSES

Groen v. Safeway Inc., No. RG14716641 (Cal. Super. Ct. May 14, 2014)

California State Court Dismisses Fiduciary Duty Suits in Grocery  
Chain Merger; Upholds Delaware Forum Selection Clause 

In Groen v. Safeway, a California state court dismissed four consolidated shareholder 
derivative suits brought in the wake of a proposed merger of two of the nation’s leading gro-
cery chains.  The primary issue was whether the defendant’s board of directors could adopt 
a forum-selection provision in its bylaws which required the plaintiffs to bring their suit in 
Delaware, not California.  The court upheld the forum-selection clause and dismissed the 
suit.  The decision is significant because the California court relied in part on Delaware and 
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federal law to uphold both the authority of the company to adopt the forum-selection clause 
and the company’s reasonable application of the clause under the circumstances. 

Background

The consolidated shareholder derivative suit consisted of four cases brought in 
California superior court in connection with the merger of grocery industry chains Safeway 
and Albertsons.  Plaintiffs brought suit against both grocery chains, as well as Safeway’s 
CEO and Board of Directors for breach of fiduciary duty or aiding and abetting the breach 
of fiduciary.  At the time, at least seven other similar class action suits were pending in 
relation to the merger in Delaware, which were consolidated before the Delaware Court 
of Chancery, as well as a federal derivative suit in the Northern District of California.  
Collectively, the suits generally allege that Safeway’s Board of Directors breached their fi-
duciary duties to the company’s shareholders by, among other things, agreeing to an unfair 
price for the company’s shares.

Although this consolidated action was brought in California, Safeway’s publicly filed 
bylaws include a forum-selection clause designating the Delaware Court of Chancery as 
“the sole and exclusive forum” for “any action asserting a claim for breach of fiduciary 
duty owed by, or other wrongdoing by, any director or officer of the corporation.”  

Analysis

Safeway and its co-defendants sought to dismiss the consolidated California state suit 
based on the forum-selection clause, arguing that:  (1) under California Code of Civil 
Procedure Section 418.10(a)(2), the California forum was inconvenient, and (2) the forum-
selection clause was enforceable and thus dispositive on the question of the viability of 
the California state actions.  The court quickly dispensed with the first argument, find-
ing that there was no support in California law for defendants’ inconvenient-forum argu-
ment.  But as to the second argument, the court reviewed federal, California, and Delaware 
law and concluded that the forum-selection clause was valid and justified dismissal of the 
California state actions.

Forum-Selection Clause Not Unreasonable As Applied

To avoid the forum-selection clause, plaintiffs argued that the clause could not be en-
forced because it had been adopted (1) unilaterally, and (2) only after any alleged miscon-
duct had taken place.  Defendants responded that the Delaware forum-selection clause was 
valid, relying on the Delaware Court of Chancery’s holding in Boilermakers Local 154 Ret. 
Fund v. Chevron Corp., 73 A.3d 934 (Del. Ch. 2013).
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In upholding the forum-selection clause, the court agreed that the Delaware court’s 
holding in Boilermakers supported defendants’ view that Safeway’s Board had the power 
to adopt the forum-selection clause in question.  

The court also upheld the application of the forum-selection clause under the circum-
stances.  In particular, the court cited both Boilermakers and the Supreme Court case relied 
on in Boilermakers, M/S Bremen v. Zapat Off-Shore Co., 407 U.S. 1 (1972).  Under the so-
called “Bremen Doctrine,” courts can look behind forum-selection clauses where a plaintiff 
can show that enforcement would be unreasonable and unjust, or that the clause is invalid 
because of fraud or overreaching.  The court found that nothing in plaintiffs’ arguments 
established “that application of the forum selection bylaws would be unreasonable in this 
situation.”  Additionally, the court noted that plaintiffs “effectively ignore[d] the internal 
affairs doctrine.”  Under that doctrine, where a company is incorporated in Delaware, its 
internal affairs should generally be governed by the law of its state of incorporation.  

With respect to plaintiffs’ argument that the forum-selection clause was adopted after 
thealleged wrongdoing, the court simply found that this allegation was not supported by 
the record.

No Concern Regarding Waiver of Jury Trial

Finally, the court also rejected plaintiffs’ argument that the forum-selection clause 
amounted to an impermissible pre-dispute waiver of a jury trial, noting that the consoli-
dated derivative suit was brought in equity, and therefore, it did not implicate the right to 
trial by jury.

The court dismissed all of the state actions.

*   *   *
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Best of the Blogs

ACCOUNTING STANDARDS; SCIENTER

In re Puda Coal Sec. Inc. Lit. No. 11-2598 (S.D.N.Y. June 17, 2014)

Judge Forrest Grants Summary Judgment to  
Auditors in Case of Missing Subsidiary

Charles Michael

Brune & Richard LLP

[Originally from the S.D.N.Y. Blog]

In an opinion today, Judge Forrest granted summary judgment to two affiliated ac-
counting firms in a securities fraud suit arising from what Judge Forrest described as an 
accounting firm’s “worst nightmare”:

An accounting firm’s worst nightmare might be to wake up one morning and discover 
that the company that one of its teams had audited for the past several years had in fact dis-
appeared, and that what the team had been auditing had been merely a mirage. A twist that 
could serve only to heighten this distress might be the discovery that the company had been 
stolen a few years prior—its operations and related revenues transferred away—but that 
the engagement team had not discovered this fact. The team had issued a “clean opinion.” 
The accounting error in such a case would be fundamental: all aspects of the financial posi-
tion of the company would have been entirely misstated, because the operations on which 
it was based were long gone. This scenario is not the storyline for an auditor’s version of a 
horror film; it is what happened here.

Notwithstanding the nightmare scenario, Judge Forrest granted the auditors summary 
judgment because there was no evidence that they departed from the governing Public 
Company Accounting Oversight Board (“PCAOB”) standards:

Plaintiffs have put forth no admissible evidence as to what PCAOB standards the Auditors failed to com-

ply with; nor have they offered any admissible evidence that their conduct not only failed but egregiously 

failed to meet those standards. Indeed, to raise a triable issue as to recklessness, plaintiffs must put forth 

facts that could lead to an inference that, under the applicable PCAOB standards, the Auditors’ practices 

constituted “shoddy accounting practices” that fell so egregiously short of the applicable professional 

standards of care as to amount to “a pretended audit” or no audit at all. Plaintiffs have not made any 

http://www.bruneandrichard.com/cmichael.html
http://sdnyblog.com/
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showing in this regard at all. Instead, for tactical reasons best known to themselves, plaintiffs withdrew 

the only accounting expert they had on PCAOB standards . . . .

The plaintiffs argued that the failure to unearth documents about the missing subsidiary 
was reckless, but Judge Forrest disagreed:

The Court has considered these arguments carefully. Again and again, however, the Court returns to 

the question of whether a reasonable auditorwould have taken such steps under the circumstances, not 

whether a reasonable auditor could have. Again and again, the Court is left with the conviction that proof 

is necessary of what auditors conducting audit procedures under PCAOB standards would do; how many 

steps and which steps would be enough; and where to draw lines between what is a belt alone and when 

the belt is combined with suspenders. Could more have been done? Clearly yes. Did more need to be 

done, and would auditors conducting a PCAOB-compliant audit have done more? Neither the Court nor 

any reasonable juror at a trial has any way to answer this question.

In contrast, the Auditors have proffered admissible testimony from [their experts] that 
they conducted audits . . . according to PCAOB standards. This testimony stands unrebutted.

*   *   *

ARBITRATION; POST-CLOSING PURCHASE PRICE

SPX Corp. v. Garda USA, Inc., Del. Supr., No. 332, 2013 (June 16, 2014).

Supreme Court Reinstates Arbitration Award; Reverses Chancery

Francis Pileggi

Eckert Seamans Cherin & Mellott, LLC

Delaware Corporate and Commercial Litigation Blog 
(http://www.delawarelitigation.com)

Issue Presented: Whether the standard of ”manifest disregard of the law” was met such 
that an arbitration award should be vacated? Answer: Not in this case. Thus, a rare reversal 
of the Court of Chancery by this en bancpanel of the Delaware Supreme Court, reinstated 
the arbitration award that Chancery had vacated.

Highlights

This succinct and compact opinion from Delaware’s high court reasoned that the ar-
bitrator, in this post-closing purchase price adjustment dispute, interpreted the relevant 

http://www.delawarelitigation.com
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contract provisions in a manner that may have been wrong, but it “was not without a basis 
in the contract and the parties’ submissions.” Therefore, under the “manifest disregard” 
standard, the award was not subject to vacatur.

The court observed that the review of an arbitration award is “one of the narrowest 
standards of judicial review in all of American jurisprudence.” See fn. 15. The court ex-
plained that: “As long as the arbitrator is even arguably construing or applying the contract 
and acting within the scope of his authority, that a court is convinced that he committed 
serious error does not suffice to overturn his decision.” See fn. 23.

The Delaware Arbitration Act at Section 5714 tracks the Federal Arbitration Act at 
Section 10(a)(4), and the Delaware courts often follow the federal cases construing the 
similar provision. The high threshold was not met in this case because the court found that 
there was a difference in interpretation of the contract as opposed to a refusal to apply a 
known principle.

*   *   *

ADVANCEMENT OF FEES; INDEMNIFICATION

Rizk v. TractManager, Inc., C.A. No. 9073-ML (Del. Ch. May 30, 2014).

Chancery Clarifies Prerequisites to Advancement and Indemnification

Francis Pileggi

Eckert Seamans Cherin & Mellott, LLC

Delaware Corporate and Commercial Litigation Blog 
(http://www.delawarelitigation.com)

This Court of Chancery Master’s Report decided cross-motions for summary judgment 
involving indemnification and advancement.  The most noteworthy aspects of the opinion 
include the analysis of the phrase “by reason of the fact” which is a statutory prerequisite 
for advancement and indemnification pursuant to DGCL Section 145.

Highlights

DGCL Section 145 provides advancement and indemnification to directors and officers 
if certain prerequisites are satisfied.  These rights are granted to support the public policy 
of encouraging qualified persons to serve as corporate directors and officers, who would be 

http://www.delawarelitigation.com
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more willing to serve knowing that they will have the protection and financial support of 
the corporation if they are sued.

The bylaws in this case mirror the language of Section 145 and allow for indemnifi-
cation when a person is made a party to an actual or threatened action “by reason of the 
fact” that he or she is a director or officer of the company.  The corollary also provides a 
right to be paid by the company for the “expenses incurred in defending any such proceed-
ing in advance of its final disposition, subject to an undertaking required by DGCL” (i.e.:  
advancement).

The court observed that the phrase “by reason of the fact” has been the subject of many 
decisions by Delaware courts.  It is well established that a claim or a proceeding: “is by 
reason of the fact” that one was a corporate officer if there is a nexus or causal connection 
between the underlying proceeding and one’s official capacity.  See footnote 34.

Moreover, the “necessary causal connection is established if the corporate powers were 
used or necessary for the commission of the alleged misconduct, even if the cause of action 
does not specify a claim for breach of fiduciary duty.”  (emphasis added).  The “by reason 
of the fact” standard is interpreted broadly in favor of advancement in order to further the 
goals of Section 145.  See footnotes 35 and 36.

However, it has been emphasized by the Delaware courts that the phrase “by reason 
of the fact . . . should not be construed so as to draw within its ambit every claim brought 
against an officer or a director ….” In the context of a dispute related to an employment 
agreement, a corporation seeking to avoid advancement on the basis that this phrase does 
not apply must show that the claims “clearly involve a specific and limited contractual obli-
gation without any nexus or causal connection to official duties.”  See footnotes 42 and 43.

The Court of Chancery has previously ruled that advancement rights do not arise when 
the parties are litigating issues that do not involve “the exercise of judgment, discretion or 
decision-making authority on behalf of the corporation.”  See footnote 47.

Importantly, the court cited to a prior Chancery ruling in which advancement was de-
nied when the underlying claim had been adjudicated, and the claim ultimately may not 
have been indemnifiable. See Haseotes v. Cumberland Farms, Inc., C.A. No. 4921 (Del. 
Ch. July 23, 1996) (Transcript) at 5-8.

Postscript: In some ways, Section 145 has some analogous similarities to DGCL 
Section 220 to the extent that despite the terms of the statute being relatively simple and 
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hundreds of cases over the years interpreting each of the statutes, new cases are regularly 
filed which purport to address nuances or applications of nuances to new facts which have 
not previously been decided.

*   *   *

ORAL RESIGNATIONS

Biolase v. Oracle Partners, L.P., C.A. No. 9438 (Del. June 12, 2014)

Delaware Supreme Court Affirms Oral Resignation of Director

By Potter Anderson & Corroon LLP

http://www.potteranderson.com/edelaware.html

In this expedited appeal from a post-trial decision of the Court of Chancery, the 
Delaware Supreme Court affirmed the Court of Chancery’s holding that, under 8 Del. C. § 
141(b), directors may resign by verbal statements, thereby affirming the Court’s determi-
nations that one of the Biolase director’s resignations was valid and one of the contested 
directors was properly appointed to the board.  The Delaware Supreme Court also affirmed 
the summary denial of Oracle’s claim for attorneys’ fees.

Oracle is an investment firm focused exclusively on the healthcare industry.  Following 
a series of purchases from fall 2013 to winter 2014, Oracle became Biolase’s largest stock-
holder, holding 16.4% of Biolase’s common stock.  Before the events that led to this dis-
pute, six directors comprised the Biolase board: Federico Pignatelli, Frederick Moll, M.D., 
Norman Nemoy, M.D., James Talevich, Alexander Arrow, M.D., and Samuel Low, D.D.S.  
Pignatelli also served as Biolase’s Chairman and Chief Executive Officer. 

At a board meeting held on February 28, the board intended to have two directors re-
sign (Arrow and Low) and to appoint two new directors (Jeffrey Nugent and Paul Clark).   
When it was announced that Arrow would be resigning, Arrow and the directors discussed 
how his resignation would affect his stock options. At the end of the discussion, Arrow 
said, “Okay, I agree, I go along with that.”  Low did not speak during the February 28 meet-
ing.  After Arrow’s statement, the board voted to appoint Clark and Nugent to fill Arrow 
and Low’s positions.  Afterwards, Arrow and Low sent written resignations to Pignatelli 
and Biolase’s general counsel based on a template provided by Biolase. The form letter 
stated that their resignations were effective at noon on February 28—after the supposed 
time for Clark and Nugent’s appointments that day.

http://www.potteranderson.com/edelaware.html
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The Court of Chancery held that Arrow made a sufficiently clear verbal statement, 
making his resignation effective.  Low’s resignation was not effective because he did not 
speak at the meeting.  Thus, there was only one vacancy on the board when Clark and 
Nugent were appointed.  The Court of Chancery examined the draft meeting minutes and 
concluded that because Arrow’s name occurred in the same order as Clark’s name, Clark 
had filled Arrow’s vacancy.

On appeal, the Delaware Supreme Court addressed whether: (1) 8 Del. C. § 141(b) is 
a permissive statute that does not require a written resignation from a director; (2) there 
was substantial evidence to support that Arrow resigned at the February 28, 2014 board 
meeting; and (3) it was an abuse of discretion to deny Oracle an award of attorneys’ fees 
when Oracle did not make an argument in favor of a fee award in its trial briefs or post-trial 
arguments. (Oracle did not appeal from the Court of Chancery’s determination that Low’s 
resignation was not effective, so that ruling was not considered on appeal.).

First, the Delaware Supreme Court found that it was not erroneous for the Court of 
Chancery to conclude that a director could resign from a board though an oral statement.  
The Court of Chancery relied on precedent holding that 8 Del. C. § 141(b) permitted oral 
resignations to find that Biolase’s bylaw, which substantially tracked the language of the 
statute, did not require that resignations be in writing.  In addition, the Supreme Court 
noted that the General Assembly amended 8 Del. C. § 141(b) several times, including in 
2000, and had never signaled disagreement with that prior case precedent.  The Supreme 
Court also noted that the amendments did not expressly prohibit verbal resignations.

Second, the Delaware Supreme Court affirmed the Court of Chancery’s ruling that 
Arrow resigned from the board of directors and Clark was appointed to replace him at the 
board meeting.  The Delaware Supreme Court found that the record supported the Court of 
Chancery’s factual conclusion that Arrow resigned.  Arrow discussed his resignation with 
Pignatelli before the board meeting, indicated that he agreed to resign at the end of the 
meeting, and agreed to the appointment of his successor.  The Supreme Court also deferred 
to the Court of Chancery’s finding that Clark was appointed to fill Arrow’s vacant board 
position based on evidence in the draft meeting minutes.

Lastly, the Delaware Supreme Court affirmed the Court of Chancery’s summary denial 
of Oracle’s claim for attorneys’ fees.  The Court of Chancery entered a final judgment that 
awarded Oracle its costs under Court of Chancery Rule 54(d).  However, the Supreme 
Court did not accept Oracle’s argument that, in this type of summary action, the court 
should enter a judgment on the merits and allow the prevailing party to present claims 
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for attorneys’ fees at a later date.  The Supreme Court noted that Oracle had multiple op-
portunities during pre-trial briefs, the trial itself, and the post-trial argument to present an 
argument for attorneys’ fees but did not do so.  The Supreme Court stated that requiring 
the Court of Chancery to enter a judgment on the merits and hold subsequent hearings on 
fee-shifting would be inefficient and cause delays.

*   *   *

ATTORNEY FEES; FINAL JUDGEMENTS

Crothall v. Adhezion Biomedical, LLC, C.A. No. 608, 2013 (Del. Ch. June 9, 2014).

Supreme Court Disallows Award of Fees in the Absence of Final Judgment

Francis Pileggi

Eckert Seamans Cherin & Mellott, LLC

Delaware Corporate and Commercial Litigation Blog 
(http://www.delawarelitigation.com)

This Delaware Supreme Court decision features a rare reversal of the Court of Chancery, 
and determined that the award of attorneys’ fees was improvidently granted because there 
was no corporate benefit in this derivative action.  There was no corporate benefit, the 
Delaware high court reasoned, because there was no final judgment.  Prior to a final judg-
ment, the derivative plaintiff sold his shares, which led to the dismissal of the case.  This 
situation should be distinguished from other cases where the defendant took action to make 
the case moot before a prior judgment.  The Court of Chancery allowed the attorney for the 
former plaintiff to intervene in order to seek counsel fees.

However, the Supreme Court noted that, although it did not directly rule on the inter-
vention, it was “odd” and “troubling” to permit a lawyer in a representative action to re-
cover from the company in circumstances where the stockholder rendered his claim moot.

The rule announced in this decision that can be applied to future cases is that:  “A plain-
tiff who generates a favorable trial court decision on a closely contested issue of corporate 
governance but then abandons his claim, and renders the decision moot before it becomes 
final, has not created a corporate benefit, he has merely caused uncertainty.”

The reasoning of the court is that no corporate benefit was created because any ben-
efit that might have been possible by continuing the suit to a final, appealable judgment, 

http://www.delawarelitigation.com


221

disappeared when the derivative plaintiff abandoned his lawsuit.  Therefore the former at-
torney for that plaintiff was not entitled to any fee award.  Nor did that counsel identify any 
cases in Delaware which held that a plaintiff’s attorneys are entitled to fees for creating a 
corporate benefit when the plaintiff (as opposed to the defendant) took action that mooted 
the claims, caused their dismissal, and prevented the entry of a final judgment.

*   *   *

SEC Charges Hedge Fund Adviser with Whistleblower  
Retaliation under Dodd-Frank

Renee Phillips, Mike Delikat & Jim Meyers

Orrick, Herrington & Sutcliffe LLP

Securities Litigation and Regulatory Enforcement Blog

On June 16, 2014, the SEC issued its first-ever charge of whistleblower retaliation un-
der section 922 of the Dodd-Frank Act, charging a hedge fund advisor and its owner with 
“engaging in prohibited principal transactions and then retaliating against the employee 
who reported the trading activity to the SEC.”

Paradigm Capital Management and owner Candace King Weir agreed to pay $2.2 mil-
lion to settle the charges, consisting of $1.7 million of disgorgement, a $300,000 civil pen-
alty, and pre-judgment interest on the disgorgement amount. A separate civil suit brought 
by the whistleblower was settled by the parties in December, 2012.

According to the SEC’s order instituting a settled administrative proceeding, the whis-
tleblower, who was Paradigm’s head trader, made a report of potential securities law vio-
lations to the SEC in March 2012, and continued to work for several months thereafter 
without incident. According to the SEC’s allegations, however, a day after revealing him-
self as a whistleblower on July 16, 2012, Paradigm removed him from his head trader posi-
tion, tasked him with investigating the conduct he reported to the SEC, stripped him of his 
supervisory responsibilities, and otherwise marginalized him, leading to his resignation.

Commenting on the order, Sean McKessy, chief of the SEC’s Office of the Whistleblower, 
stated, “We will continue to exercise our anti-retaliation authority in these and other types 
of situations where a whistleblower is wrongfully targeted for doing the right thing and 
reporting a possible securities law violation.”

http://blogs.orrick.com/securities-litigation/author/rphillips/
http://blogs.orrick.com/securities-litigation/author/mdelikat/
http://blogs.orrick.com/securities-litigation/author/jmeyers/
http://blogs.orrick.com/securities-litigation/
http://www.sec.gov/News/PressRelease/Detail/PressRelease/1370542096307#.U7VpYI1dVbx
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The SEC’s authority to pursue firms for anti-retaliation violations does not arise from 
the Dodd-Frank statute itself but from its rule implementing section 922 of Dodd-Frank. 
Notably, the Commodity Futures Trading Commission (“CFTC”), which has a nearly iden-
tical whistleblower program under Dodd-Frank, takes the position that it does not have 
authority to enforce the Act’s anti-retaliation provisions. It remains to be seen whether the 
SEC’s position will be upheld in the courts. It also remains to be seen whether the Paradigm 
whistleblower will apply for and receive a six-figure bounty from the SEC in addition to 
the remedies he has already secured to date under Dodd-Frank’s whistleblower program.

*   *   *

INSIDER TRADING; SEC

SEC v. Obus, No. 06-3150 (S.D. N.Y. June 6, 2014)

SEC Bats 0-for-2 on Insider Trading

Orrick Securities Litigation and Regulatory Enforcement Blog 

Alexis Yee-Garcia, Paul Rugani & Michael Tu

Orrick Herrington & Sutcliffe LLP

Securities Litigation and Regulatory Enforcement Blog

A California federal jury sided against the U.S. Securities and Exchange Commission 
on Friday, June 6, finding the founder of storage device maker STEC Inc. not guilty on in-
sider trading charges.  This is the second insider trading loss in a week for the SEC, follow-
ing a May 30 defeat in which a New York federal jury rejected insider trading allegations 
against three defendants, including hedge fund manager Nelson Obus.

In STEC, the SEC alleged that founder Manouchehr Moshayedi made a secret deal with 
a customer to conceal a drop in demand in advance of a secondary offering.  According 
to the complaint, Moshayedi knew that one of STEC’s key customers, EMC Inc., would 
demand fewer of STEC’s most profitable products than analysts expected.  The SEC al-
leged that he then made a secret deal that allowed EMC to take a larger share of inventory 
in exchange for a steep, undisclosed discount.

After the deal with EMC went through and STEC’s revenue guidance for the third quar-
ter remained high, the SEC claimed that Moshayedi then sold 9 million of his own shares 
before news of the EMC deal broke, reaping gross proceeds of approximately $134 million 
each for himself and his brother.  Moshayedi’s previous court filings argued that the SEC’s 
claims were “an egregious case of fraud by hindsight.”  The jury appears to have agreed.

http://blogs.orrick.com/securities-litigation/author/aygarcia/
http://blogs.orrick.com/securities-litigation/author/prugani/
http://blogs.orrick.com/securities-litigation/author/michaeltu/
http://blogs.orrick.com/securities-litigation/
http://s3.amazonaws.com/cdn.orrick.com/files/SECvObus.pdf
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In its case against Obus, the SEC alleged that Obus exploited a tip from an insider at 
GE Capital when he purchased 287,000 shares of SunSource, Inc. on the eve of its acquisi-
tion by Allied Capital Corp.  The SEC also charged the alleged insider, Thomas Bradley 
Strickland, and Obus’s co-worker, Peter Black.  All three were found not liable.

The allegations against Obus stemmed from a transaction completed in 2001.  Whether 
the timing may or may not have played a role is unclear, but the long waiting period between 
the events at issue and the trial could not have been helpful in a case where the defense 
argued that the key SEC witness’s recollection of the events was vague and unreliable.

Although the SEC may be riding high on the 2nd Circuit’s reversal of Judge Jed Rakoff’s 
decision in Citibank , the SEC has met less success in these insider trading and individual 
fraud cases.  These two verdicts against them mark the latest in a string of defeats follow-
ing high profile losses against Dallas Mavericks owner Mark Cuban and former Citigroup 
employee Brian Stoker.  It is unclear what effect, if any, these losses will have on the SEC’s 
recent vow to bring even the most difficult cases to trial.

*   *   *

PONZI SCHEMES; SEC

SEC v. Graham, No. 13-1011 (S.D. Fla. May 12, 2014)

If the SEC Misses the SOL, It’s SOL (Sorry, Out of Luck)– District Court  
Holds Statute of Limitations Is Jurisdictional and Applies to SEC  

Disgorgement and Injunctive Relief Requests

Orrick Securities Litigation and Regulatory Enforcement Blog 

Jennifer Lee, Christin Hill & Jim Meyers

Orrick Herrington & Sutcliffe LLP

Securities Litigation and Regulatory Enforcement Blog

The SEC suffered a blow very recently when Judge James Lawrence King of the U.S. 
District Court for the Southern District of Florida entered summary judgment  dismissing 
the entirety of its alleged Ponzi scheme case on statute of limitations grounds.  SEC v. 
Graham, 2014 WL 1891418 (S.D. Fla. May 12, 2014).  The court’s order is a significant 
application of last year’s Supreme Court decision in Gabelli v. SEC, 133 S. Ct. 1216 (2013), 
in that (i) it applies the applicable statute of limitations to sanctions that have usually been 
considered equitable, rather than punitive, in nature; and (ii) it holds that the applicable 

http://blogs.orrick.com/securities-litigation/author/jcliu/
http://blogs.orrick.com/securities-litigation/author/chill/
http://blogs.orrick.com/securities-litigation/author/jmeyers/
http://blogs.orrick.com/securities-litigation/
http://blogs.orrick.com/securities-litigation/2014/06/05/second-circuit-says-pragmatism-trumps-cold-hard-facts-limits-district-courts-powers-in-reviewing-sec-settlements/
http://blogs.orrick.com/securities-litigation/2014/06/05/second-circuit-says-pragmatism-trumps-cold-hard-facts-limits-district-courts-powers-in-reviewing-sec-settlements/
http://blogs.orrick.com/securities-litigation/2013/10/29/nba-team-owner-mark-cuban-talks-trash-after-defense-verdict/
http://blogs.orrick.com/securities-litigation/2012/11/13/sec-suffers-defeat-in-trial-against-break-the-buck-executives/
http://blogs.orrick.com/securities-litigation/2012/11/13/sec-suffers-defeat-in-trial-against-break-the-buck-executives/
http://assets.law360news.com/0537000/537225//mnt/rails_cache/https-ecf-flsd-uscourts-gov-doc1-051113593461.pdf
http://www.lawreporters.com/b&c/bc0614sec.pdf
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statute of limitations is a jurisdictional threshold on which the SEC bears the burden, not 
an affirmative defense on which the defendant bears the burden.

In Graham, the SEC alleged that five defendants defrauded nearly 1,400 investors of 
more than $300 million by marketing unregistered securities as real estate investments and 
guaranteeing an immediate 15% profit and future rental revenue on certain resort proper-
ties.  According to the SEC, the defendants were using the new deposits to pay earlier 
investors in a classic Ponzi-scheme.  After the defendants abandoned their efforts with the 
collapse of the real estate and credit markets in 2007, the SEC embarked on a seven-year 
investigation, and ultimately brought suit in January of 2013.  The SEC alleged five counts 
of violations of federal securities laws, and sought not only civil penalties but also injunc-
tive relief and disgorgement of all ill-gotten gains.  The defendants moved for summary 
judgment on the ground that the five-year statute of limitations under 28 U.S.C. § 2462 
time-barred all of the SEC’s claims.  Section 2462 states, “Except as otherwise provided by 
Act of Congress, an action, suit or proceeding for the enforcement of any civil fine, penalty, 
or forfeiture, pecuniary or otherwise, shall not be entertained unless commenced within 
five years from the date when the claim first accrued ….”

In granting the defendants’ motion, the court made two significant holdings:

1. The court found that it lacked subject-matter jurisdiction over the SEC’s claims be-
cause § 2462’s five-year limitations period had expired.  The court held that this lan-
guage indicated an “absolute” jurisdictional rule that spoke to the power of a court to 
act in a given case, as opposed to the type that sought primarily to protect defendants 
against stale or unduly delayed claims.  Regarding when a claim “first accrued” under 
the statute, the Supreme Court held in Gabelli that a claim accrues when the conduct 
giving rise to the claim occurs and that the SEC cannot claim tolling of the limitations 
period until it first discovers the alleged fraud.  Because the SEC’s claim was based 
on the offering and sales of what it alleged to be securities, the latest point at which 
the SEC’s claim could accrue is the date on which a defendant last sold or offered the 
alleged security.

2. The court held that § 2462 applied to all forms of relief requested by the SEC, includ-
ing injunctive relief and disgorgement.  The court explained that while the Supreme 
Court in Gabelli expressly declined to decide whether § 2462 applies to injunctive 
relief and disgorgement, the policies behind and spirit of the decision were consistent 
with precluding all forms of relief.  While the text of § 2462 did not explicitly include 
the words “declaratory relief,” “injunction” and “disgorgement,” the court found that 
“penalties,” “pecuniary or otherwise,” were at the heart of all forms of relief the SEC 
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sought.  In particular, the court held that disgorgement, by requiring a defendant to 
relinquish money or property, “can truly be regarded as nothing other than a forfeiture 
(pecuniary or otherwise),” whose remedy is expressly covered by the statute.

This blow to the SEC is another in a string of decisions that will likely pressure 
the SEC to speed up the timing of investigations and actions.  Graham is particularly 
significant because, to our knowledge, it is the first decision that holds that § 2462 is a 
jurisdictional threshold on which the SEC bears the burden (typically, statute of limitations 
is an affirmative defense on which the defendant bears the burden) and that disgorgement 
is subject to § 2462.  As noteworthy as these substantive holdings was the court’s tone, 
which strongly rebuked the SEC.  For example, at the conclusion of its order, the court, 
after noting that the SEC’s mission is to protect investors, stated that in this case the SEC 
had “failed to meet its serious duty to timely bring this enforcement action.”  It will be 
interesting to see if the SEC decides to appeal the Graham decision, and whether and to 
what extent other courts adopt Graham’s holdings.

*   *   *

CRIMINAL LIABILITY; “MAKER OF IPO DOCUMENTS

Prousalis v. Moore, No. 13-6814 (4th Cir. May 7, 2014) 

Fourth Circuit Rules Janus Does Not Apply to Criminal Actions under Section 10(b)

Paul C. Gluckow, Peter E. Kazanoff & Jonathan K. Youngwood

Simpson Thacher & Bartlett LLP

Reprinted from Securities Law Alert

On May 7, 2014, the Fourth Circuit determined that the Supreme Court’s holding in 
Janus Capital Group, Inc. v. First Derivative Traders, 131 S. Ct. 2296 (2011) (Thomas, J.)1 

is “inapplicable outside the context of the [Rule] 10b-5 implied private right of action” and 
“does not extend to … criminal convictions.” Prousalis v. Moore, 2014 WL 1799803 (4th 
Cir. May 7, 2014) (Wilkinson, J.) (Prousalis II). 

Background

The case before the Fourth Circuit concerned a habeas petition brought under 28 U.S.C. 
§ 2241 by a lawyer who had pled guilty to a conspiracy to commit securities fraud and aid-
ing and abetting securities fraud under Section 10(b) in connection with materially false 
1   Please click here to read our discussion of the Janus ruling in the June 2011 edition of the Alert. 

http://www.stblaw.com/docs/default-source/memos/securitieslawalert_may2014.pdf?sfvrsn=4
http://www.stblaw.com/about-us/news/details?id=ebde5e3d-2e97-4a35-9c4c-4ba33a0446ea
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statements in a client’s IPO registration materials. The false statements “included the na-
ture of the underwriting agreement between [the client’s investment bank] and [the client], 
the use of proceeds from the IPO, and the fees paid to [defendant] in connection with the 
IPO.” Prousalis v. Moore, 2013 WL 1165249 (E.D. Va. Mar. 20, 2013) (Gibney, Jr., J.) 
(Prousalis I). 

Defendant argued that “his conduct of conviction [was] no longer criminal” in light of 
the Supreme Court’s decision in Janus. Prousalis I, 2013 WL 1165249. The Janus Court 
held that “[f]or purposes of Rule 10b-5, the maker of a statement is the person or entity 
with ultimate authority over the statement, including its content and whether and how to 
communicate it.” Janus, 131 S. Ct. 2296. The Court emphasized that “[o]ne who prepares 
or publishes a statement on behalf of another is not its maker” within the meaning of Rule 
10b-5. 

Defendant contended that “under Janus, ‘an adviser [such as himself] cannot be held 
liable under Section 10(b) … for statements made in a prospectus which the adviser partici-
pated in drafting, since an adviser is not the ‘maker’ of the statements.’” Prousalis I, 2013 
WL 1165249. According to defendant, his client “exercised ultimate authority and control 
over its IPO, including its Registration Materials, the distribution of its prospectuses and 
its closing.” Defendant argued that “only” his client and the client’s officers and directors 
could be “liable for the statements made in the Registration Materials” under Section 10(b). 

The Eastern District of Virginia denied defendant’s § 2241 motion, finding that the 
Janus Court “had no intention of limiting criminal liability for securities fraud violations.” 
The court explained that Janus “stemmed from a line of decisions limiting judicially cre-
ated private causes of action” and “involved no discussion of criminal liability for secu-
rities fraud.” Moreover, the court found that “aiding and abetting in the making of false 
statements in registration materials remains a crime” after Janus. Defendant appealed. 

Fourth Circuit Finds Janus Applies Only to Private Actions under Section 10(b)

On appeal, the Fourth Circuit found that the Janus holding is “confined to cases invok-
ing the implied private right of action” under Section 10(b) and Rule 10b-5. The Fourth 
Circuit observed that “[t]he Janus opinion itself makes clear the limits of its reach,” in-
sofar as it “established at the outset” that the Court had granted certiorari to determine 
whether an adviser could be “held liable in a private action under Rule 10b-5 for false 
statements included in [its client’s] prospectuses.” Prousalis II, 2014 WL 1799803 (quot-
ing Janus, 131 S. Ct. 2296). The Fourth Circuit deemed it significant that the Janus Court 
had “relied heavily” on the Supreme Court’s decisions in Stonebridge Inv. Partners, LLC 
v. Scientific-Atlanta, 552 U.S. 148 (2008) (Kennedy, J.) and Cent. Bank of Denver, N.A. v. 
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First Interstate Bank of Denver, N.A., 511 U.S. 164 (1994) (Kennedy, J.), both of which 
addressed the scope of private actions under Section 10(b) and Rule 10b-5. 

In the Fourth Circuit’s view, the Janus opinion “evinces a general desire to circum-
scribe implied causes of action” under Section 10(b) and Rule 10b 5. The Janus Court 
emphasized the need to “give ‘narrow dimensions … to a right of action Congress did not 
authorize when it first enacted the statute and did not expand when it revisited the law.’” 
Janus, 131 S. Ct. 2296. The Fourth Circuit explained that these concerns are “absent when 
Congress has in fact acted.” Prousalis II, 2014 WL 1799803. “Nowhere” in the Janus rul-
ing “is there the suggestion that criminal sanctions for security fraud violations would be 
similarly imperiled,” because “[e]xplicit congressional prohibitions simply operate in a 
different universe than the one inhabited by Janus.” 

The Fourth Circuit determined that applying Janus to the criminal convictions at issue 
in the case before it “would render the Supreme Court’s discussion of private rights of ac-
tion largely superfluous.” Based on its determination that the Janus Court “gave not the 
slightest indication that its holding applied beyond the implied civil context,” the Fourth 
Circuit affirmed dismissal of defendant’s § 2241 motion. 

*   *   *

INJUNCTIONS; SHAREHOLDER MEETINGS

Third Point LLC v. Ruprecht, 2014 WL 1922029 (Del. Ch. May 2, 2014) (Parsons, V.C.)

Delaware Chancery Court Declines To Enjoin Sotheby’s Annual Meeting  
Based on Its Adoption and Enforcement of a Poison Pill

Paul C. Gluckow, Peter E. Kazanoff & Jonathan K. Youngwood

Simpson Thacher & Bartlett LLP

Reprinted from Securities Law Alert

On May 2, 2014, the Delaware Chancery Court denied an activist hedge fund’s motion 
to enjoin Sotheby’s annual shareholder meeting based on the Board’s adoption of a two-
tiered rights plan (or “poison pill”), and the Board’s subsequent denial of the hedge fund’s 
request for a waiver of the plan’s terms. Third Point LLC v. Ruprecht, 2014 WL 1922029 
(Del. Ch. May 2, 2014) (Parsons, V.C.). The court found that the fund had not established 
“a reasonable probability of success on the merits of [its] claims.” 

http://www.stblaw.com/docs/default-source/memos/securitieslawalert_may2014.pdf?sfvrsn=4
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Background

In late 2013, several hedge funds, including Third Point LLC, began simultaneously 
accumulating Sotheby’s stock. Sotheby’s financial advisors informed the Board that “it was 
not uncommon for activist hedge funds to form a group or ‘wolfpack,’ for the purpose of 
jointly acquiring large blocks of a target company’s stock.” At the suggestion of its advi-
sors, Sotheby’s adopted a two-tiered Shareholder Rights Plan in October 2013 pursuant to 
which passive investors eligible to file a Schedule 13G may acquire up to a 20% interest 
in Sotheby’s.2 All other stockholders, including Third Point and other activist hedge funds, 
may only acquire a 10% stake before triggering the Rights Plan. 

In March 2014, Third Point requested that Sotheby’s grant a waiver under the Rights 
Plan permitting Third Point to purchase up to a 20% stake in the company. At the time, 
Third Point owned nearly 10% of Sotheby’s stock. When Sotheby’s denied Third Point’s 
waiver request, Third Point and its CEO (“plaintiffs”) brought suit and moved to enjoin 
Sotheby’s annual shareholder meeting. Among other claims, plaintiffs contended that the 
Sotheby’s Board had “adopted and enforced the Rights Plan against Third Point for the 
primary purpose of inhibiting its ability to wage a successful proxy contest without any 
compelling justification for doing so.” 

Chancery Court Finds the Unocal Standard Applies

The Delaware Chancery Court found it “settled law that the Board’s compliance with 
[its] fiduciary duties in adopting and refusing to amend or redeem the Rights Plan in this 
case must be assessed under” Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. 
1985) (Moore, J.). To satisfy the first prong of the Unocal test, a board must establish “rea-
sonable grounds for believing that a danger to corporate policy and effectiveness existed” 
in the form of “a legally cognizable threat.” “The second prong of Unocal is a ‘proportion-
ality test,’” pursuant to which a board must demonstrate that its “defensive response was 
reasonable in relation to the threat posed.” 

Court Finds Sotheby’s Adoption of the Rights Plan Would Likely Pass Muster Under Unocal

The Chancery Court first considered plaintiffs’ challenge to the October 2013 adoption 
of Sotheby’s Rights Plan. Applying the first prong of the Unocal test, the Chancery Court 
found “sufficient support for the Board’s assertion that its good faith investigation led it to 
determine that Third Point posed a legally cognizable threat.” The court focused specifi-
cally on the threat of “creeping control.” At the time the Board adopted the Rights Plan, 
Third Point and several other hedge funds were simultaneously accumulating Sotheby’s 
2  Investors may only file a Schedule 13G if they have “not acquired the securities with any purpose, or with 
the effect of, changing or influencing the control of the issuer, or in connection with or as a participant in any 
transaction having that purpose or effect.” 17 C.F.R. § 240.13d-1(c). 
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stock. Under the circumstances, the court explained that it was not objectively unreason-
able for the Board to conclude that “Third Point posed a threat of forming a control block 
for Sotheby’s with other hedge funds without paying a control premium.” 

The Chancery Court found no support for plaintiffs’ argument that the Board had ad-
opted the Rights Plan “for the primary purpose of interfering with the franchise of any 
stockholder, including Third Point.” Moreover, the court determined that the Rights Plan 
itself is neither “coercive” nor “preclusive,” since it “does not contain any features that 
would outright force a stockholder to vote in favor of the Board or allow the Board to 
induce votes in its favor through more subtle means.” The Chancery Court therefore con-
cluded that there was no basis for it to apply the heightened “compelling justification” 
standard articulated in Blasius Industries, Inc. v. Atlas Corp, 564 A.2d 651 (Del. Ch. 1988) 
(Allen, C.).53

Turning to the second prong of the Unocal test, the Chancery Court found “the Board 
has a reasonable probability of being able to show that the Rights Plan was a proportionate 
response to the control threat posed by Third Point.” The court determined that the Board 
would “likely … be able to show that the Rights Plan’s 10% trigger for activist stockholders 
is reasonable and proportionate” given that “the entire Board, collectively, owns less than 
1% of Sotheby’s stock” and Third Point, with its holding of just under 10%, is Sotheby’s 
largest single stockholder. The court explained that “[a] trigger level much higher than 10% 
could make it easier for a relatively small group of activist investors to achieve control, 
without paying a premium, through conscious parallelism.” 

Plaintiffs argued that the Rights Plan was “disproportionate” insofar as it permitted 
“passive” investors to purchase 20% of the company’s shares while allowing “activist” in-
vestors to purchase no more than 10%. The court found that “while the Rights Plan is ‘dis-
criminatory’ in that sense, it is also arguably a ‘closer fit’ to addressing [Sotheby’s] needs 
to prevent an activist … from gaining control than a ‘garden variety’ rights plan that would 
restrict the ownership levels for every stockholder, even those with no interest in obtaining 
control or asserting influence.” 

The court concluded that plaintiffs “have not demonstrated a likelihood of success 
on their claim that the Board breached its fiduciary duties in adopting the Rights Plan in 
October 2013.” 
3  The Chancery Court found that the Blasius standard only applies where “‘the primary purpose of the 
board’s action is to interfere with or impede exercise of the shareholder franchise and the shareholders are not 
given a full and fair opportunity to vote’ effectively.” Third Point, 2014 WL 1922029 (quoting MM Cos. v. 
Liquid Audio, Inc. 813 A.2d 1118 (Del. 2002)). Moreover, the court noted that neither the Delaware Supreme 
Court nor the Chancery Court has applied the Blasius standard in the context of a shareholder rights plan. 
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Court Determines the Sotheby’s Board’s Refusal to Waive the 10% Trigger Is  

a “Closer Call,” But Would Also Likely Meet the Unocal Standard

The Chancery Court next considered the Sotheby’s Board’s denial of Third Point’s 
request for a waiver of the 10% trigger in the Rights Plan. For purposes of Unocal’s first 
prong, the court found that “the key inquiry” is “whether the Board determined there was 
an objectively reasonable and legally cognizable threat to the Company in March 2014 
when Third Point made its waiver request.” The court explained that “[t]his presents a 
much closer question than the Board’s original decision to adopt the Rights Plan.” 

The court determined that “Sotheby’s ha[d] made a sufficient showing as to at least 
one objectively reasonable and legally cognizable threat: negative control.” Based on the 
available evidence, the court found that “Sotheby’s may have had legitimate real-world 
concerns that enabling” entities such as Third Point “to obtain 20% as opposed to 10% 
ownership interests in [Sotheby’s] could effectively allow those persons to exercise dispro-
portionate control and influence over major corporate decisions, even if they do not have 
explicit veto power.” 

The court cautioned that “[t]he notion of effective, rather than explicit, negative control 
obviously raises some significant concerns, chief among them being where does one draw 
the line to ensure that ‘effective negative control’ does not become a license for corpora-
tions to deploy defensive measures unreasonably.” Here, however, the court determined 
that Sotheby’s had “an adequate basis for legitimate concern” because allowing Third Point 
to achieve 20% ownership would render it “Sotheby’s largest single stockholder” by a large 
margin. 

The court then turned to Unocal’s second prong, pursuant to which “the relevant in-
quiry is whether the Board’s refusal to grant Third Point a waiver from the 10% trigger falls 
within the range of reasonableness.” The court found that “[t]he refusal to waive the Rights 
Plan’s 10% trigger level is consistent with the Board’s stated purposes, and the operation 
of the Rights Plan at the 10% level would help the Board achieve that end.” Although the 
court found it “conceivable that there is some level of ownership between 10% and 20% 
that the Board could have allowed Third Point to increase its stake in the Company to with-
out allowing it to obtain negative control,” the court emphasized that “the 10% cap must 
be reasonable, not perfect.”

The court concluded that plaintiffs had “not established a likelihood of success on the 
merits of their claim that the Board [had] breached its fiduciary duties by refusing to allow 
Third Point in March 2014 to acquire up to 20% of the Company’s stock.” 
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Court Finds Third Point Made a “Marginal Showing of Imminent, Irreparable Harm”

Among other claims, Third Point contended that it would “suffer irreparable harm be-
cause its odds of winning the proxy contest [would] be reduced, if the Rights Plan remains 
in place as is.” The Chancery Court found that this was a “close question,” but determined 
that “Third Point’s reduced odds of winning the proxy contest due to the Rights Plan likely 
would have qualified as a threat of irreparable harm, if Third Point had established a likeli-
hood of success on the merits.” The court explained that the proxy contest was “a ‘dead 
heat,’” and thus “likely to be determined by a relatively thin margin.” Therefore, the court 
found that “the threatened harm to Third Point is [not] so insubstantial as to render it 
speculative.” 

The court also explained that it “would have found that the balancing of the equities 
weighs slightly in favor of [Third Point’s] request for injunctive relief.” The court stated 
that “[p]rotection of the stockholder franchise is important in every instance, but it is of 
particular importance here, where Third Point is engaged in a hotly contested proxy fight 
with the Company and certain of the Company’s directorships are at stake.” 

Nevertheless, because plaintiffs could not “satisfy their burden of showing a likelihood 
of success on the merits,” the court denied their motion for a preliminary injunction. 

*   *   *

DERIVATIVE ACTIONS; DISCOVERY

Lerner v. Prince, 2014 WL 2118253 (N.Y. App. Div. May 22, 2014) (Moskowitz, J.).

First Department Holds Plaintiffs Have No Right to Discovery in Demand-Refused 
Derivative Actions under Either Delaware or New York Law

Paul C. Gluckow, Peter E. Kazanoff & Jonathan K. Youngwood

Simpson Thacher & Bartlett LLP

Reprinted from Securities Law Alert

On May 22, 2014, the New York Appellate Division, First Department held that 
Delaware law governs a plaintiff’s right to discovery in a demand-refused derivative action 
brought on behalf of a Delaware corporation. Lerner v. Prince, 2014 WL 2118253 (N.Y. 
App. Div. May 22, 2014) (Moskowitz, J.). The court further determined that plaintiffs are 
not entitled to discovery in such suits under either Delaware or New York law. 

http://www.stblaw.com/docs/default-source/memos/securitieslawalert_may2014.pdf?sfvrsn=4
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Background

Citigroup is a Delaware corporation. In late 2007, a Citigroup shareholder made a for-
mal pre-suit demand asking Citigroup’s Board to bring suit against the company’s senior 
management for alleged mismanagement of Citigroup’s subprime assets. The Board estab-
lished a demand committee and hired independent counsel to investigate the allegations. 
In July 2009, prior to the Board’s response to the demand, plaintiff brought the instant 
derivative action in New York state court against certain current and former directors of 
Citigroup, as well as several of the company’s officers and employees. On June 25, 2010, 
the Board formally rejected plaintiff’s demand. Defendants later moved to dismiss the 
complaint. 

Before the trial court ruled on the motion to dismiss, plaintiff served document requests 
on defendants. Defendants refused to produce the requested documents on the ground that 
plaintiffs in demand-refused derivative suits are “not entitled to discovery under either 
Delaware or New York law on a pre-answer motion to dismiss.” 

In January 2011, plaintiff filed a motion to compel discovery, which the trial court 
denied. In a separate order, the trial court found that plaintiff had “failed to allege particu-
larized facts creating a reasonable doubt about the Board’s reasonableness and good faith 
in investigating plaintiff’s demand” and dismissed the complaint. Plaintiff appealed both 
decisions. 

First Department Holds Delaware Law Governs a Plaintiff’s Right to Discovery in a Demand-

Refused Derivative Action Brought on Behalf of a Delaware Corporation

The First Department began its analysis by resolving the parties’ choice-of-law dispute. 
The court determined that a “plaintiff’s right to discovery in this demand-refused case is a 
substantive question, rather than a procedural one, and therefore is governed by Delaware 
law.” While “New York courts have applied the law of the forum when deciding matters, 
such as discovery, affecting the conduct of the litigation,” the First Department explained 
that the derivative nature of the case at hand “places it into a different context.” 

The First Department found that “Delaware law on discovery is an integral part of the 
legal framework governing derivative proceedings; indeed, it is inextricably intertwined 
with the decision to act or decline to act on a shareholder demand.” Moreover, the court 
observed that “allowing discovery under New York law … would almost certainly lead 
future plaintiffs to forum shop in an effort to circumvent the Delaware prohibition against 
discovery.” 



233

First Department Finds Delaware Law Does Not Permit  

Discovery in Demand-Refused Derivative Suits

The First Department determined that “[u]nder Delaware law, ‘plaintiffs in a derivative 
suit are not entitled to discovery to assist their compliance with the particularized pleading 
requirement of [Delaware Chancery Court] Rule 23.1 in a case of demand refusal.’” The 
court found it to be “of no moment” that “Delaware has not codified its discovery rule in 
demand-refused cases.” The First Department explained that “allowing plaintiff to proceed 
with discovery would thwart the purposes underlying Delaware’s law on demand refusal—
specifically, its recognition that deciding whether to pursue litigation is a decision entitled 
to deference under the business judgment rule.” 

Notably, the First Department found that “plaintiff would not be entitled to discovery 
in this demand-refused case” even if New York law applied. “Courts applying New York 
law in demand-refused cases presume that a board of directors’ decision was the exercise 
of valid business judgment.” “[W]here, as here, a complaint fails to set forth allegations 
overcoming the presumption that the board’s decision resulted from that valid judgment, 
courts will properly deny a plaintiff’s discovery request.” 

First Department Finds Plaintiff Failed to Rebut the Business Judgment Presumption

Having determined “that plaintiff is not entitled to discovery,” the First Department 
then considered the merits of plaintiff’s complaint. The court held that “the allegations 
… are insufficient to support plaintiff’s contention that defendants’ investigation was un-
reasonable, uninformed or conducted in bad faith.” Finding “defendants’ investigation 
… sufficient” under Delaware law, the First Department affirmed dismissal of plaintiff’s 
complaint. 

*   *   *
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Syllabus 

NOTE: Where it is feasible, a syllabus (headnote) will be released, as is
being done in connection with this case, at the time the opinion is issued.
The syllabus constitutes no part of the opinion of the Court but has been
prepared by the Reporter of Decisions for the convenience of the reader. 
See United States v. Detroit Timber & Lumber Co., 200 U. S. 321, 337. 

SUPREME COURT OF THE UNITED STATES 

Syllabus 

FIFTH THIRD BANCORP ET AL. v. DUDENHOEFFER 

ET AL. 


CERTIORARI TO THE UNITED STATES COURT OF APPEALS FOR 
THE SIXTH CIRCUIT 

No. 12–751. Argued April 2, 2014—Decided June 25, 2014 

Petitioner Fifth Third Bancorp maintains a defined-contribution re-
tirement savings plan for its employees.  Plan participants may di-
rect their contributions into any of a number of investment options,
including an “employee stock ownership plan” (ESOP), which invests 
its funds primarily in Fifth Third stock.  Respondents, former Fifth 
Third employees and ESOP participants, filed this lawsuit against
petitioners, Fifth Third and several of its officers who are alleged to
be fiduciaries of the ESOP.  The complaint alleges that petitioners
breached the fiduciary duty of prudence imposed by the Employee
Retirement Income Security Act of 1974 (ERISA), 29 U. S. C. 
§1104(a)(1)(B).  Specifically, the complaint alleges that petitioners
should have known—on the basis of both publicly available infor-
mation and inside information available to petitioners because they 
were Fifth Third officers—that Fifth Third stock was overpriced and
excessively risky.  It further alleges that a prudent fiduciary in peti-
tioners’ position would have responded to this information by selling 
off the ESOP’s holdings of Fifth Third stock, refraining from purchas-
ing more Fifth Third stock, or disclosing the negative inside infor-
mation so that the market could correct the stock’s price downward. 
According to the complaint, petitioners did none of these things, and 
the price of Fifth Third stock ultimately fell, reducing respondents’ 
retirement savings.  The District Court dismissed the complaint for
failure to state a claim, but the Sixth Circuit reversed.  It concluded 
that ESOP fiduciaries are entitled to a “presumption of prudence” 
that does not apply to other ERISA fiduciaries but that the presump-
tion is an evidentiary one and therefore does not apply at the plead-
ing stage.  The court went on to hold that the complaint stated a 
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claim for breach of fiduciary duty. 

Held: 
1. ESOP fiduciaries are not entitled to any special presumption of

prudence.  Rather, they are subject to the same duty of prudence that
applies to ERISA fiduciaries in general, §1104(a)(1)(B), except that 
they need not diversify the fund’s assets, §1104(a)(2).  This conclusion 
follows from the relevant provisions of ERISA.  Section 1104(a)(1)(B) 
“imposes a ‘prudent person’ standard by which to measure fiduciar-
ies’ investment decisions and disposition of assets.” Massachusetts 
Mut. Life Ins. Co. v. Russell, 473 U. S. 134, 143, n. 10.  Section 
1104(a)(1)(C) requires ERISA fiduciaries to diversify plan assets. 
And §1104(a)(2) establishes the extent to which those duties are loos-
ened in the ESOP context by providing that “the diversification re-
quirement of [§1104(a)(1)(C)] and the prudence requirement (only to 
the extent that it requires diversification) of [§1104(a)(1)(B)] [are] not
violated by acquisition or holding of [employer stock].”  Section 
1104(a)(2) makes no reference to a special “presumption” in favor of 
ESOP fiduciaries and does not require plaintiffs to allege that the
employer was, e.g., on the “brink of collapse.”  It simply modifies the
duties imposed by §1104(a)(1) in a precisely delineated way.  Thus, 
aside from the fact that ESOP fiduciaries are not liable for losses that 
result from a failure to diversify, they are subject to the duty of pru-
dence like other ERISA fiduciaries.  Pp. 4–15.

2. On remand, the Sixth Circuit should reconsider whether the 
complaint states a claim by applying the pleading standard as dis-
cussed in Ashcroft v. Iqbal, 556 U. S. 662, 677–680, and Bell Atlantic 
Corp. v. Twombly, 550 U. S. 544, 554–563, in light of the following 
considerations.  Pp. 15–20.

(a) Where a stock is publicly traded, allegations that a fiduciary
should have recognized on the basis of publicly available information
that the market was overvaluing or undervaluing the stock are gen-
erally implausible and thus insufficient to state a claim under 
Twombly and Iqbal. Pp. 16–18.

(b) To state a claim for breach of the duty of prudence, a com-
plaint must plausibly allege an alternative action that the defendant 
could have taken, that would have been legal, and that a prudent fi-
duciary in the same circumstances would not have viewed as more
likely to harm the fund than to help it.  Where the complaint alleges
that a fiduciary was imprudent in failing to act on the basis of inside
information, the analysis is informed by the following points.  First, 
ERISA’s duty of prudence never requires a fiduciary to break the law, 
and so a fiduciary cannot be imprudent for failing to buy or sell stock 
in violation of the insider trading laws.  Second, where a complaint
faults fiduciaries for failing to decide, based on negative inside infor-
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mation, to refrain from making additional stock purchases or for fail-
ing to publicly disclose that information so that the stock would no 
longer be overvalued, courts should consider the extent to which im-
posing an ERISA-based obligation either to refrain from making a
planned trade or to disclose inside information to the public could 
conflict with the complex insider trading and corporate disclosure re-
quirements set forth by the federal securities laws or with the objec-
tives of those laws.  Third, courts confronted with such claims should 
consider whether the complaint has plausibly alleged that a prudent
fiduciary in the defendant’s position could not have concluded that 
stopping purchases or publicly disclosing negative information would 
do more harm than good to the fund by causing a drop in the stock
price and a concomitant drop in the value of the stock already held by 
the fund.  Pp. 18–20. 

692 F. 3d 410, vacated and remanded. 

BREYER, J., delivered the opinion for a unanimous Court. 
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NOTICE: This opinion is subject to formal revision before publication in the
preliminary print of the United States Reports. Readers are requested to
notify the Reporter of Decisions, Supreme Court of the United States, Wash-
ington, D. C. 20543, of any typographical or other formal errors, in order
that corrections may be made before the preliminary print goes to press. 

SUPREME COURT OF THE UNITED STATES 

No. 12–751 

FIFTH THIRD BANCORP ET AL., PETITIONERS v.
 
JOHN DUDENHOEFFER ET AL. 


ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF 

APPEALS FOR THE SIXTH CIRCUIT
 

[June 25, 2014]


 JUSTICE BREYER delivered the opinion of the Court. 
The Employee Retirement Income Security Act of 1974

(ERISA), 88 Stat. 829, as amended, 29 U. S. C. §1001 et 
seq., requires the fiduciary of a pension plan to act pru-
dently in managing the plan’s assets. §1104(a)(1)(B).  This 
case focuses upon that duty of prudence as applied to the
fiduciary of an “employee stock ownership plan” (ESOP), a 
type of pension plan that invests primarily in the stock of
the company that employs the plan participants. 

We consider whether, when an ESOP fiduciary’s deci-
sion to buy or hold the employer’s stock is challenged in
court, the fiduciary is entitled to a defense-friendly stand-
ard that the lower courts have called a “presumption of 
prudence.”  The Courts of Appeals that have considered 
the question have held that such a presumption does
apply, with the presumption generally defined as a re-
quirement that the plaintiff make a showing that would 
not be required in an ordinary duty-of-prudence case, such
as that the employer was on the brink of collapse. 

We hold that no such presumption applies.  Instead, 
ESOP fiduciaries are subject to the same duty of prudence 
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that applies to ERISA fiduciaries in general, except that
they need not diversify the fund’s assets. §1104(a)(2). 

I 
Petitioner Fifth Third Bancorp, a large financial ser-

vices firm, maintains for its employees a defined-
contribution retirement savings plan.  Employees may 
choose to contribute a portion of their compensation to the 
Plan as retirement savings, and Fifth Third provides
matching contributions of up to 4% of an employee’s com-
pensation. The Plan’s assets are invested in 20 separate 
funds, including mutual funds and an ESOP.  Plan partic-
ipants can allocate their contributions among the funds 
however they like; Fifth Third’s matching contributions, 
on the other hand, are always invested initially in the 
ESOP, though the participant can then choose to move 
them to another fund. The Plan requires the ESOP’s
funds to be “invested primarily in shares of common stock 
of Fifth Third.” App. 350. 

Respondents, who are former Fifth Third employees and
ESOP participants, filed this putative class action in 
Federal District Court in Ohio.  They claim that petition-
ers, Fifth Third and various Fifth Third officers, were 
fiduciaries of the Plan and violated the duties of loyalty 
and prudence imposed by ERISA. See §§1109(a), 
1132(a)(2).  We limit our review to the duty-of-prudence 
claims. 

The complaint alleges that by July 2007, the fiduciaries
knew or should have known that Fifth Third’s stock was 
overvalued and excessively risky for two separate reasons. 
First, publicly available information such as newspaper
articles provided early warning signs that subprime lend-
ing, which formed a large part of Fifth Third’s business, 
would soon leave creditors high and dry as the housing 
market collapsed and subprime borrowers became unable 
to pay off their mortgages.  Second, nonpublic information 
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(which petitioners knew because they were Fifth Third
insiders) indicated that Fifth Third officers had deceived 
the market by making material misstatements about the 
company’s financial prospects. Those misstatements led 
the market to overvalue Fifth Third stock—the ESOP’s 
primary investment—and so petitioners, using the partic-
ipants’ money, were consequently paying more for that
stock than it was worth. 

The complaint further alleges that a prudent fiduciary
in petitioners’ position would have responded to this in-
formation in one or more of the following ways: (1) by 
selling the ESOP’s holdings of Fifth Third stock before the
value of those holdings declined, (2) by refraining from 
purchasing any more Fifth Third stock, (3) by canceling 
the Plan’s ESOP option, and (4) by disclosing the inside
information so that the market would adjust its valuation
of Fifth Third stock downward and the ESOP would no 
longer be overpaying for it. 

Rather than follow any of these courses of action, peti-
tioners continued to hold and buy Fifth Third stock.  Then 
the market crashed, and Fifth Third’s stock price fell by 
74% between July 2007 and September 2009, when the 
complaint was filed.  Since the ESOP’s funds were invested 
primarily in Fifth Third stock, this fall in price elimi-
nated a large part of the retirement savings that the 
participants had invested in the ESOP.  (The stock has 
since made a partial recovery to around half of its July 
2007 price.)

The District Court dismissed the complaint for failure to
state a claim. 757 F. Supp. 2d 753 (SD Ohio 2010).  The 
court began from the premise that where a lawsuit chal-
lenges ESOP fiduciaries’ investment decisions, “the plan 
fiduciaries start with a presumption that their ‘decision to 
remain invested in employer securities was reasonable.’ ” 
Id., at 758 (quoting Kuper v. Iovenko, 66 F. 3d 1447, 1459 
(CA6 1995)). The court next held that this rule is applica-
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ble at the pleading stage and then concluded that the
complaint’s allegations were insufficient to overcome it.
757 F. Supp. 2d, at 758–759, 760–762. 

The Court of Appeals for the Sixth Circuit reversed.  692 
F. 3d 410 (2012). Although it agreed that ESOP fiduciar-
ies are entitled to a presumption of prudence, it took the 
view that the presumption is evidentiary only and there-
fore does not apply at the pleading stage.  Id., at 418–419. 
Thus, the Sixth Circuit simply asked whether the allega-
tions in the complaint were sufficient to state a claim for
breach of fiduciary duty. Id., at 419.  It held that they 
were. Id., at 419–420. 

In light of differences among the Courts of Appeals as to
the nature of the presumption of prudence applicable to
ESOP fiduciaries, we granted the fiduciaries’ petition for
certiorari. Compare In re Citigroup ERISA Litigation, 662 
F. 3d 128, 139–140 (CA2 2011) (presumption of prudence 
applies at the pleading stage and requires the plaintiff to
establish that the employer was “in a ‘dire situation’ that
was objectively unforeseeable by the settlor” (quoting 
Edgar v. Avaya, Inc., 503 F. 3d 340, 348 (CA3 2007))), with 
Pfeil v. State Street Bank & Trust Co., 671 F. 3d 585, 592– 
596 (CA6 2012) (presumption of prudence applies only at
summary judgment and beyond and only requires the
plaintiff to establish that “ ‘a prudent fiduciary acting
under similar circumstances would have made a different 
investment decision’ ” (quoting Kuper, supra, at 1459)). 

II
 
A 


In applying a “presumption of prudence” that favors
ESOP fiduciaries’ purchasing or holding of employer stock, 
the lower courts have sought to reconcile congressional 
directives that are in some tension with each other.  On 
the one hand, ERISA itself subjects pension plan fiduciar-
ies to a duty of prudence. In a section titled “Fiduciary 
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duties,” it says: 

“(a) Prudent man standard of care 
“(1) Subject to sections 1103(c) and (d), 1342, and 

1344 of this title, a fiduciary shall discharge his duties
with respect to a plan solely in the interest of the par-
ticipants and beneficiaries and—

“(A) for the exclusive purpose of:
“(i) providing benefits to participants and their ben-

eficiaries; and 
“(ii) defraying reasonable expenses of administering

the plan;
“(B) with the care, skill, prudence, and diligence

under the circumstances then prevailing that a pru-
dent man acting in a like capacity and familiar with 
such matters would use in the conduct of an enter-
prise of a like character and with like aims;

“(C) by diversifying the investments of the plan so 
as to minimize the risk of large losses, unless under 
the circumstances it is clearly prudent not to do so;
and 

“(D) in accordance with the documents and instru-
ments governing the plan insofar as such documents
and instruments are consistent with the provisions of
this subchapter and subchapter III of this chapter.” 
§1104. 

See also Central States, Southeast & Southwest Areas 
Pension Fund v. Central Transport, Inc., 472 U. S. 559, 
570 (1985) (Section 1104(a)(1) imposes “strict standards of 
trustee conduct . . . derived from the common law of 
trusts—most prominently, a standard of loyalty and a
standard of care”).

On the other hand, Congress recognizes that ESOPs are
“designed to invest primarily in” the stock of the partici-
pants’ employer, §1107(d)(6)(A), meaning that they are not 
prudently diversified.  And it has written into law its 
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“interest in encouraging” their use.  One statutory provi-
sion says:

 “INTENT OF CONGRESS CONCERNING EMPLOYEE 
STOCK OWNERSHIP PLANS.—The Congress, in a series 
of laws [including ERISA] has made clear its interest 
in encouraging [ESOPs] as a bold and innovative 
method of strengthening the free private enterprise
system which will solve the dual problems of securing 
capital funds for necessary capital growth and of 
bringing about stock ownership by all corporate em-
ployees.  The Congress is deeply concerned that the
objectives sought by this series of laws will be made 
unattainable by regulations and rulings which treat 
[ESOPs] as conventional retirement plans, which re-
duce the freedom of the employee trusts and employ-
ers to take the necessary steps to implement the 
plans, and which otherwise block the establishment 
and success of these plans.”  Tax Reform Act of 1976, 
§803(h), 90 Stat. 1590. 

In addition, and in keeping with this statement of in-
tent, Congress has given ESOP fiduciaries a statutory 
exemption from some of the duties imposed on ERISA 
fiduciaries. ERISA specifically provides that, in the case
of ESOPs and other eligible individual account plans, 

“the diversification requirement of [§1104(a)(1)(C)] 
and the prudence requirement (only to the extent that 
it requires diversification) of [§1104(a)(1)(B)] [are] not 
violated by acquisition or holding of [employer stock].” 
§1104(a)(2). 

Thus, an ESOP fiduciary is not obliged under 
§1104(a)(1)(C) to “diversif[y] the investments of the plan 
so as to minimize the risk of large losses” or under
§1104(a)(1)(B) to act “with the care, skill, prudence, and 
diligence” of a “prudent man” insofar as that duty “re-
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quires diversification.” 

B 
Several Courts of Appeals have gone beyond ERISA’s

express provision that ESOP fiduciaries need not diversify 
by giving ESOP fiduciaries a “presumption of prudence” 
when their decisions to hold or buy employer stock are
challenged as imprudent. Thus, the Third Circuit has 
held that “an ESOP fiduciary who invests the [ESOP’s] 
assets in employer stock is entitled to a presumption that 
it acted consistently with ERISA” in doing so.  Moench v. 
Robertson, 62 F. 3d 553, 571 (1995).  The Ninth Circuit 
has said that to “overcome the presumption of prudent 
investment, plaintiffs must . . . make allegations that 
clearly implicate the company’s viability as an ongoing
concern or show a precipitous decline in the employer’s
stock . . . combined with evidence that the company is on 
the brink of collapse or is undergoing serious mismanage-
ment.” Quan v. Computer Sciences Corp., 623 F. 3d 870, 
882 (2010) (brackets and internal quotation marks omit-
ted). And the Seventh Circuit has described the presump-
tion as requiring plaintiffs to “allege and ultimately prove
that the company faced ‘impending collapse’ or ‘dire cir-
cumstances’ that could not have been foreseen by the 
founder of the plan.” White v. Marshall & Ilsley Corp., 714 
F. 3d 980, 989 (2013).

The Sixth Circuit agreed that some sort of presumption 
favoring an ESOP fiduciary’s purchase of employer stock 
is appropriate. But it held that this presumption is an
evidentiary rule that does not apply at the pleading stage. 
It further held that, to overcome the presumption, a plain-
tiff need not show that the employer was on the “brink of 
collapse” or the like.  Rather, the plaintiff need only show 
that “ ‘a prudent fiduciary acting under similar circum-
stances would have made a different investment deci-
sion.’ ”  692 F. 3d, at 418 (quoting Kuper, 66 F. 3d, at 



  

 

  

 
  

 

 

 
 

 

 

 

 

 

 

 
 

8 FIFTH THIRD BANCORP v. DUDENHOEFFER 

Opinion of the Court 

1459).
Petitioners argue that the lower courts are right to

apply a presumption of prudence, that it should apply 
from the pleading stage onward, and that the presumption 
should be strongly in favor of ESOP fiduciaries’ purchas-
ing and holding of employer stock.

In particular, petitioners propose a rule that a challenge
to an ESOP fiduciary’s decision to hold or buy company 
stock “cannot prevail unless extraordinary circumstances,
such as a serious threat to the employer’s viability, mean 
that continued investment would substantially impair the
purpose of the plan.” Brief for Petitioners 16.  In petition-
ers’ view, the “purpose of the plan,” in the case of an 
ESOP, is promoting employee ownership of the employer’s
stock over the long term.  And, petitioners assert, that
purpose is “substantially impair[ed]”—rendering contin-
ued investment imprudent—only when “a serious threat to
the employer’s viability” makes it likely that the employer 
will go out of business.  This is because the goal of employee
ownership will be substantially impaired only if the em- 
ployer goes out of business, leaving the employees with 
no company to own. Id., at 24. 

We must decide whether ERISA contains some such 
presumption. 

III
 
A 


In our view, the law does not create a special presump-
tion favoring ESOP fiduciaries.  Rather, the same stand-
ard of prudence applies to all ERISA fiduciaries, including 
ESOP fiduciaries, except that an ESOP fiduciary is under 
no duty to diversify the ESOP’s holdings.  This conclusion 
follows from the pertinent provisions of ERISA, which are 
set forth above. 

Section 1104(a)(1)(B) “imposes a ‘prudent person’ stand-
ard by which to measure fiduciaries’ investment decisions 
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and disposition of assets.” Massachusetts Mut. Life Ins. 
Co. v. Russell, 473 U. S. 134, 143, n. 10 (1985).  Section 
1104(a)(1)(C) requires ERISA fiduciaries to diversify plan 
assets. And §1104(a)(2) establishes the extent to which 
those duties are loosened in the ESOP context to ensure 
that employers are permitted and encouraged to offer
ESOPs. Section 1104(a)(2) makes no reference to a special 
“presumption” in favor of ESOP fiduciaries.  It does not 
require plaintiffs to allege that the employer was on the 
“brink of collapse,” under “extraordinary circumstances,”
or the like. Instead, §1104(a)(2) simply modifies the duties 
imposed by §1104(a)(1) in a precisely delineated way: It
provides that an ESOP fiduciary is exempt from 
§1104(a)(1)(C)’s diversification requirement and also from
§1104(a)(1)(B)’s duty of prudence, but “only to the extent 
that it requires diversification.” §1104(a)(2) (emphasis 
added).

Thus, ESOP fiduciaries, unlike ERISA fiduciaries gen-
erally, are not liable for losses that result from a failure to
diversify. But aside from that distinction, because ESOP 
fiduciaries are ERISA fiduciaries and because 
§1104(a)(1)(B)’s duty of prudence applies to all ERISA 
fiduciaries, ESOP fiduciaries are subject to the duty of 
prudence just as other ERISA fiduciaries are. 

B 
Petitioners make several arguments to the contrary.

First, petitioners argue that the special purpose of an
ESOP—investing participants’ savings in the stock of 
their employer—calls for a presumption that such invest-
ments are prudent. Their argument is as follows: ERISA 
defines the duty of prudence in terms of what a prudent 
person would do “in the conduct of an enterprise of a like 
character and with like aims.”  §1104(a)(1)(B). The “char-
acter” and “aims” of an ESOP differ from those of an ordi-
nary retirement investment, such as a diversified mutual 
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fund. An ordinary plan seeks (1) to maximize retirement
savings for participants while (2) avoiding excessive risk. 
But an ESOP also seeks (3) to promote employee owner-
ship of employer stock.  For instance, Fifth Third’s Plan 
requires the ESOP’s assets to be “invested primarily in
shares of common stock of Fifth Third.”  App. 350.  In light
of this additional goal, an ESOP fiduciary’s decision to buy 
more shares of employer stock, even if it would be impru-
dent were it viewed solely as an attempt to secure finan-
cial retirement benefits while avoiding excessive risk, 
might nonetheless be prudent if understood as an attempt 
to promote employee ownership of employer stock, a goal 
that Congress views as important.  See Tax Reform Act of 
1976, §803(h), 90 Stat. 1590.  Thus, a claim that an ESOP 
fiduciary’s investment in employer stock was imprudent 
as a way of securing retirement savings should be viewed 
unfavorably because, unless the company was about to go 
out of business, that investment was advancing the addi-
tional goal of employee ownership of employer stock.

We cannot accept the claim that underlies this argu-
ment, namely, that the content of ERISA’s duty of pru-
dence varies depending upon the specific nonpecuniary 
goal set out in an ERISA plan, such as what petitioners
claim is the nonpecuniary goal here.  Taken in context, 
§1104(a)(1)(B)’s reference to “an enterprise of a like char-
acter and with like aims” means an enterprise with what
the immediately preceding provision calls the “exclusive 
purpose” to be pursued by all ERISA fiduciaries: “provid-
ing benefits to participants and their beneficiaries” while 
“defraying reasonable expenses of administering the plan.” 
§§1104(a)(1)(A)(i), (ii).  Read in the context of ERISA as a 
whole, the term “benefits” in the provision just quoted
must be understood to refer to the sort of financial bene-
fits (such as retirement income) that trustees who manage
investments typically seek to secure for the trust’s benefi-
ciaries. Cf. §1002(2)(A) (defining “employee pension bene-
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fit plan” and “pension plan” to mean plans that provide
employees with “retirement income” or other “deferral of 
income”). The term does not cover nonpecuniary benefits
like those supposed to arise from employee ownership of 
employer stock.

Consider the statute’s requirement that fiduciaries act 
“in accordance with the documents and instruments gov-
erning the plan insofar as such documents and instru-
ments are consistent with the provisions of this subchap-
ter.”  §1104(a)(1)(D) (emphasis added).  This provision
makes clear that the duty of prudence trumps the instruc-
tions of a plan document, such as an instruction to invest 
exclusively in employer stock even if financial goals de-
mand the contrary.  See also §1110(a) (With irrelevant 
exceptions, “any provision in an agreement or instrument 
which purports to relieve a fiduciary from responsibility 
. . . for any . . . duty under this part shall be void as
against public policy”).  This rule would make little sense 
if, as petitioners argue, the duty of prudence is defined by 
the aims of the particular plan as set out in the plan doc-
uments, since in that case the duty of prudence could
never conflict with a plan document. 

Consider also §1104(a)(2), which exempts an ESOP
fiduciary from §1104(a)(1)(B)’s duty of prudence but “only 
to the extent that it requires diversification.”  What need 
would there be for this specific provision were the nature
of §1104(a)(1)(B)’s duty of prudence altered anyway in the 
case of an ESOP in light of the ESOP’s aim of promoting 
employee ownership of employer stock?  Cf. Arlington 
Central School Dist. Bd. of Ed. v. Murphy, 548 U. S. 291, 
299, n. 1 (2006) (“[I]t is generally presumed that statutes
do not contain surplusage”).

Petitioners are right to point out that Congress, in seek-
ing to permit and promote ESOPs, was pursuing purposes
other than the financial security of plan participants. See, 
e.g., Tax Reform Act of 1976, §803(h), 90 Stat. 1590 (Con-
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gress intended ESOPs to help “secur[e] capital funds for 
necessary capital growth and . . . brin[g] about stock own-
ership by all corporate employees”).  Congress pursued 
those purposes by promoting ESOPs with tax incentives. 
See 26 U. S. C. §§402(e)(4), 404(k), 1042.  And it also 
pursued them by exempting ESOPs from ERISA’s diversi-
fication requirement, which otherwise would have pre-
cluded their creation. 29 U. S. C. §1104(a)(2).  But we are 
not convinced that Congress also sought to promote 
ESOPs by further relaxing the duty of prudence as ap-
plied to ESOPs with the sort of presumption proposed by 
petitioners.

Second, and relatedly, petitioners contend that the duty 
of prudence should be read in light of the rule under the
common law of trusts that “the settlor can reduce or waive 
the prudent man standard of care by specific language in
the trust instrument.”  G. Bogert & G. Bogert, Law of 
Trusts and Trustees §541, p. 172 (rev. 2d ed. 1993); see 
also Restatement (Second) of Trusts §174, Comment d 
(1957) (“By the terms of the trust the requirement of care 
and skill may be relaxed or modified”). The argument is
that, by commanding the ESOP fiduciary to invest primar-
ily in Fifth Third stock, the plan documents waived the 
duty of prudence to the extent that it comes into conflict 
with investment in Fifth Third stock—at least unless 
“extraordinary circumstances” arise that so threaten the 
goal of employee ownership of Fifth Third stock that the 
fiduciaries must assume that the settlor would want them 
to depart from that goal under the common-law “deviation 
doctrine.” See id., §167. This argument fails, however, in
light of this Court’s holding that, by contrast to the rule at
common law, “trust documents cannot excuse trustees 
from their duties under ERISA.”  Central States, South-
east & Southwest Areas Pension Fund, 472 U. S., at 568; 
see also 29 U. S. C. §§1104(a)(1)(D), 1110(a). 

Third, petitioners argue that subjecting ESOP fiduciar-
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ies to a duty of prudence without the protection of a spe-
cial presumption will lead to conflicts with the legal prohi-
bition on insider trading.  The potential for conflict arises 
because ESOP fiduciaries often are company insiders and 
because suits against insider fiduciaries frequently allege, 
as the complaint in this case alleges, that the fiduciaries
were imprudent in failing to act on inside information they 
had about the value of the employer’s stock.

This concern is a legitimate one. But an ESOP-specific
rule that a fiduciary does not act imprudently in buying or 
holding company stock unless the company is on the brink 
of collapse (or the like) is an ill-fitting means of addressing 
it. While ESOP fiduciaries may be more likely to have
insider information about a company that the fund is 
investing in than are other ERISA fiduciaries, the poten-
tial for conflict with the securities laws would be the same 
for a non-ESOP fiduciary who had relevant inside infor-
mation about a potential investment.  And the potential
for conflict is the same for an ESOP fiduciary whose com-
pany is on the brink of collapse as for a fiduciary who is 
invested in a healthier company.  (Surely a fiduciary is not
obligated to break the insider trading laws even if his 
company is about to fail.) The potential for conflict there-
fore does not persuade us to accept a presumption of the 
sort adopted by the lower courts and proposed by petition-
ers. We discuss alternative means of dealing with the 
potential for conflict in Part IV, infra. 

Finally, petitioners argue that, without some sort of
special presumption, the threat of costly duty-of-prudence
lawsuits will deter companies from offering ESOPs to 
their employees, contrary to the stated intent of Congress.
Cf. Massachusetts Mut. Life Ins. Co., 473 U. S., at 148, n. 
17 (“Congress was concerned lest the cost of federal stand-
ards discourage the growth of private pension plans”). 
ESOP plans instruct their fiduciaries to invest in company
stock, and §1104(a)(1)(D) requires fiduciaries to follow 
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plan documents so long as they do not conflict with
ERISA. Thus, in many cases an ESOP fiduciary who fears 
that continuing to invest in company stock may be impru-
dent finds himself between a rock and a hard place: If he 
keeps investing and the stock goes down he may be sued 
for acting imprudently in violation of §1104(a)(1)(B), but 
if he stops investing and the stock goes up he may be 
sued for disobeying the plan documents in violation of 
§1104(a)(1)(D). See, e.g., White, 714 F. 3d, at 987 
(“[F]iduciaries could be liable either for the company 
stock’s poor performance if they continue to invest in
employer stock, or for missing the opportunity to benefit 
from good performance if they do not. . . . Such a high 
exposure to litigation risks in either direction could dis-
courage employers from offering ESOPs, which are fa-
vored by Congress”); Evans v. Akers, 534 F. 3d 65, 68 (CA1 
2008) (describing two lawsuits challenging the decisions of 
a plan’s fiduciaries with “diametrically opposed theor[ies]
of liability”: one arguing that the fiduciaries acted impru-
dently by continuing to invest in company stock, and the 
other contending that they acted imprudently by divesting
“despite the company’s solid potential to emerge from
bankruptcy with substantial value for shareholders”).
Petitioners argue that, given the threat of such expensive
litigation, ESOPs cannot thrive unless their fiduciaries are 
granted a defense-friendly presumption. 

Petitioners are basically seeking relief from what they
believe are meritless, economically burdensome lawsuits. 
We agree that Congress sought to encourage the creation
of ESOPs.  And we have recognized that “ERISA repre-
sents a ‘ “careful balancing” between ensuring fair and 
prompt enforcement of rights under a plan and the en-
couragement of the creation of such plans.’ ”  Conkright v. 
Frommert, 559 U. S. 506, 517 (2010) (quoting Aetna 
Health Inc. v. Davila, 542 U. S. 200, 215 (2004)); see also 
Varity Corp. v. Howe, 516 U. S. 489, 497 (1996) (In “inter-
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pret[ing] ERISA’s fiduciary duties,” “courts may have to
take account of competing congressional purposes, such as
Congress’ desire to offer employees enhanced protection
for their benefits, on the one hand, and, on the other, its 
desire not to create a system that is so complex that ad-
ministrative costs, or litigation expenses, unduly discour-
age employers from offering welfare benefit plans in the
first place”).

At the same time, we do not believe that the presump-
tion at issue here is an appropriate way to weed out merit-
less lawsuits or to provide the requisite “balancing.”  The 
proposed presumption makes it impossible for a plaintiff 
to state a duty-of-prudence claim, no matter how meritori-
ous, unless the employer is in very bad economic circum-
stances. Such a rule does not readily divide the plausible 
sheep from the meritless goats. That important task can
be better accomplished through careful, context-sensitive
scrutiny of a complaint’s allegations.  We consequently
stand by our conclusion that the law does not create a
special presumption of prudence for ESOP fiduciaries. 

IV 
We consider more fully one important mechanism for 

weeding out meritless claims, the motion to dismiss for
failure to state a claim. That mechanism, which gave rise
to the lower court decisions at issue here, requires careful 
judicial consideration of whether the complaint states a 
claim that the defendant has acted imprudently.  See Fed. 
Rule Civ. Proc. 12(b)(6); Ashcroft v. Iqbal, 556 U. S. 662, 
677–680 (2009); Bell Atlantic Corp. v. Twombly, 550 U. S. 
544, 554–563 (2007). Because the content of the duty of 
prudence turns on “the circumstances . . . prevailing” at
the time the fiduciary acts, §1104(a)(1)(B), the appropriate 
inquiry will necessarily be context specific.

The District Court in this case granted petitioners’
motion to dismiss the complaint because it held that re-
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spondents could not overcome the presumption of pru-
dence. The Court of Appeals, by contrast, concluded that
no presumption applied. And we agree with that conclu-
sion. The Court of Appeals, however, went on to hold that 
respondents had stated a plausible duty-of-prudence 
claim. 692 F. 3d, at 419–420.  The arguments made here,
along with our review of the record, convince us that the 
judgment of the Court of Appeals should be vacated and 
the case remanded. On remand, the Court of Appeals
should apply the pleading standard as discussed in 
Twombly and Iqbal in light of the following considerations. 

A 
Respondents allege that, as of July 2007, petitioners

knew or should have known in light of publicly available 
information, such as newspaper articles, that continuing 
to hold and purchase Fifth Third stock was imprudent. 
App. 48–53.  The complaint alleges, among other things, 
that petitioners “continued to allow the Plan’s investment 
in Fifth Third Stock even during the time that the stock 
price was declining in value as a result of [the] collapse of 
the housing market” and that “[a] prudent fiduciary facing
similar circumstances would not have stood idly by as the
Plan’s assets were decimated.” Id., at 53. 

In our view, where a stock is publicly traded, allegations 
that a fiduciary should have recognized from publicly
available information alone that the market was over- or 
undervaluing the stock are implausible as a general rule,
at least in the absence of special circumstances.  Many 
investors take the view that “ ‘they have little hope of 
outperforming the market in the long run based solely on
their analysis of publicly available information,’ ” and 
accordingly they “ ‘rely on the security’s market price as an 
unbiased assessment of the security’s value in light of all 
public information.’ ”  Halliburton Co. v. Erica P. John 
Fund, Inc. ___ U. S. ___, ___ (2014) (slip op., at 11–12) 



   
 

 

 
 

 

  

 

 

 
 

 

 

 
 
 

 

 
 

17 Cite as: 573 U. S. ____ (2014) 

Opinion of the Court 

(quoting Amgen Inc. v. Connecticut Retirement Plans and 
Trust Funds, 568 U. S. ___, ___ (2013) (slip op., at 5)). 
ERISA fiduciaries, who likewise could reasonably see
“little hope of outperforming the market . . . based solely 
on their analysis of publicly available information,” ibid., 
may, as a general matter, likewise prudently rely on the
market price. 

In other words, a fiduciary usually “is not imprudent to
assume that a major stock market . . . provides the best 
estimate of the value of the stocks traded on it that is 
available to him.” Summers v. State Street Bank & Trust 
Co., 453 F. 3d 404, 408 (CA7 2006); see also White, 714 
F. 3d, at 992 (A fiduciary’s “fail[ure] to outsmart a pre-
sumptively efficient market . . . is . . . not a sound basis for 
imposing liability”); cf. Quan, 623 F. 3d, at 881 (“Fiduciar-
ies are not expected to predict the future of the company 
stock’s performance”).

We do not here consider whether a plaintiff could none-
theless plausibly allege imprudence on the basis of pub-
licly available information by pointing to a special circum- 
stance affecting the reliability of the market price as “ ‘an 
unbiased assessment of the security’s value in light of all 
public information,’ ” Halliburton Co., supra, at ___ (slip 
op., at 12) (quoting Amgen Inc., supra, at ___ (slip op., at
5)), that would make reliance on the market’s valuation
imprudent.  In this case, the Court of Appeals held that
the complaint stated a claim because respondents “allege
that Fifth Third engaged in lending practices that were 
equivalent to participation in the subprime lending mar-
ket, that Defendants were aware of the risks of such in-
vestments by the start of the class period, and that such
risks made Fifth Third stock an imprudent investment.” 
692 F. 3d, at 419–420.  The Court of Appeals did not point
to any special circumstance rendering reliance on the
market price imprudent.  The court’s decision to deny 
dismissal therefore appears to have been based on an 
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erroneous understanding of the prudence of relying on
market prices. 

B 
Respondents also claim that petitioners behaved impru-

dently by failing to act on the basis of nonpublic infor-
mation that was available to them because they were Fifth
Third insiders. In particular, the complaint alleges that
petitioners had inside information indicating that the 
market was overvaluing Fifth Third stock and that they
could have used this information to prevent losses to the
fund by (1) selling the ESOP’s holdings of Fifth Third 
stock; (2) refraining from future stock purchases (includ-
ing by removing the Plan’s ESOP option altogether); or (3)
publicly disclosing the inside information so that the 
market would correct the stock price downward, with the 
result that the ESOP could continue to buy Fifth Third 
stock without paying an inflated price for it.  See App. 17,
88–89, 113. 

To state a claim for breach of the duty of prudence on 
the basis of inside information, a plaintiff must plausibly 
allege an alternative action that the defendant could have
taken that would have been consistent with the securities 
laws and that a prudent fiduciary in the same circum-
stances would not have viewed as more likely to harm the 
fund than to help it. The following three points inform the 
requisite analysis. 

First, in deciding whether the complaint states a claim 
upon which relief can be granted, courts must bear in
mind that the duty of prudence, under ERISA as under
the common law of trusts, does not require a fiduciary to
break the law. Cf. Restatement (Second) of Trusts §166,
Comment a (“The trustee is not under a duty to the bene-
ficiary to do an act which is criminal or tortious”).  Federal 
securities laws “are violated when a corporate insider
trades in the securities of his corporation on the basis of 
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material, nonpublic information.”  United States v. 
O’Hagan, 521 U. S. 642, 651–652 (1997).  As every Court 
of Appeals to address the question has held, ERISA’s duty 
of prudence cannot require an ESOP fiduciary to perform 
an action—such as divesting the fund’s holdings of the
employer’s stock on the basis of inside information—that 
would violate the securities laws.  See, e.g., Rinehart v. 
Akers, 722 F. 3d 137, 146–147 (CA2 2013); Kirschbaum v. 
Reliant Energy, Inc., 526 F. 3d 243, 256 (CA5 2008); White, 
supra, at 992; Quan, supra, at 881–882, and n. 8; Lanfear 
v. Home Depot, Inc., 679 F. 3d 1267, 1282 (CA11 2012).  To 
the extent that the Sixth Circuit denied dismissal based 
on the theory that the duty of prudence required petition-
ers to sell the ESOP’s holdings of Fifth Third stock, its 
denial of dismissal was erroneous. 

Second, where a complaint faults fiduciaries for failing 
to decide, on the basis of the inside information, to refrain 
from making additional stock purchases or for failing to
disclose that information to the public so that the stock 
would no longer be overvalued, additional considerations 
arise. The courts should consider the extent to which an 
ERISA-based obligation either to refrain on the basis of 
inside information from making a planned trade or to
disclose inside information to the public could conflict with
the complex insider trading and corporate disclosure
requirements imposed by the federal securities laws or
with the objectives of those laws. Cf. 29 U. S. C. §1144(d) 
(“Nothing in this subchapter [which includes §1104] shall 
be construed to alter, amend, modify, invalidate, impair,
or supersede any law of the United States . . . or any rule
or regulation issued under any such law”); Black & Decker 
Disability Plan v. Nord, 538 U. S. 822, 831 (2003) 
(“Although Congress ‘expect[ed]’ courts would develop ‘a fed- 
eral common law of rights and obligations under ERISA- 
regulated plans,’ the scope of permissible judicial innova- 
tion is narrower in areas where other federal actors are 
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engaged” (quoting Pilot Life Ins. Co. v. Dedeaux, 481 U. S. 
41, 56 (1987); citation omitted)); Varity Corp., 516 U. S., at 
506 (reserving the question “whether ERISA fiduciaries
have any fiduciary duty to disclose truthful information on
their own initiative, or in response to employee inquiries”).
The U. S. Securities and Exchange Commission has not
advised us of its views on these matters, and we believe 
those views may well be relevant.

Third, lower courts faced with such claims should also 
consider whether the complaint has plausibly alleged that 
a prudent fiduciary in the defendant’s position could not 
have concluded that stopping purchases—which the mar-
ket might take as a sign that insider fiduciaries viewed 
the employer’s stock as a bad investment—or publicly
disclosing negative information would do more harm than
good to the fund by causing a drop in the stock price and a
concomitant drop in the value of the stock already held by 
the fund. 

* * * 
We leave it to the courts below to apply the foregoing to

the complaint in this case in the first instance.  The judg-
ment of the Court of Appeals for the Sixth Circuit is va-
cated and the case is remanded for further proceedings
consistent with this opinion. 

It is so ordered. 
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HALLIBURTON CO. ET AL. v. ERICA P. JOHN FUND, 

INC., FKA ARCHDIOCESE OF MILWAUKEE
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THE FIFTH CIRCUIT 

No. 13–317. Argued March 5, 2014—Decided June 23, 2014 

Investors can recover damages in a private securities fraud action only
if they prove that they relied on the defendant’s misrepresentation in
deciding to buy or sell a company’s stock.  In Basic Inc. v. Levinson, 
485 U. S. 224, this Court held that investors could satisfy this reli-
ance requirement by invoking a presumption that the price of stock 
traded in an efficient market reflects all public, material infor-
mation—including material misrepresentations.  The Court also held, 
however, that a defendant could rebut this presumption by showing
that the alleged misrepresentation did not actually affect the stock 
price—that is, that it had no “price impact.”

Respondent Erica P. John Fund, Inc. (EPJ Fund), filed a putative
class action against Halliburton and one of its executives (collectively 
Halliburton), alleging that they made misrepresentations designed to
inflate Halliburton’s stock price, in violation of section 10(b) of the
Securities Exchange Act of 1934 and Securities and Exchange Com-
mission Rule 10b–5.  The District Court initially denied EPJ Fund’s
class certification motion, and the Fifth Circuit affirmed.  But this 
Court vacated that judgment, concluding that securities fraud plain-
tiffs need not prove loss causation—a causal connection between the 
defendants’ alleged misrepresentations and the plaintiffs’ economic
losses—at the class certification stage in order to invoke Basic’s pre-
sumption of reliance. On remand, Halliburton argued that class cer-
tification was nonetheless inappropriate because the evidence it had
earlier introduced to disprove loss causation also showed that its al-
leged misrepresentations had not affected its stock price.  By demon-
strating the absence of any “price impact,” Halliburton contended, it 
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had rebutted the Basic presumption.  And without the benefit of that 
presumption, investors would have to prove reliance on an individual 
basis, meaning that individual issues would predominate over com-
mon ones and class certification would be inappropriate under Fed-
eral Rule of Civil Procedure 23(b)(3).  The District Court rejected Hal-
liburton’s argument and certified the class.  The Fifth Circuit 
affirmed, concluding that Halliburton could use its price impact evi-
dence to rebut the Basic presumption only at trial, not at the class 
certification stage. 

Held: 
1. Halliburton has not shown a “special justification,” Dickerson v. 

United States, 530 U. S. 428, 443, for overruling Basic’s presumption
of reliance. Pp. 4–16.

(a) To recover damages under section 10(b) and Rule 10b–5, a
plaintiff must prove, as relevant here, “ ‘reliance upon the misrepre-
sentation or omission.’ ”  Amgen Inc. v. Connecticut Retirement Plans 
and Trust Funds, 568 U. S. ___, ___.  The Court recognized in Basic, 
however, that requiring direct proof of reliance from every individual
plaintiff “would place an unnecessarily unrealistic evidentiary bur-
den on the . . . plaintiff who has traded on an impersonal market,” 
485 U. S., at 245, and “effectively would” prevent plaintiffs “from pro-
ceeding with a class action” in Rule 10b–5 suits, id., at 242.  To ad-
dress these concerns, the Court held that plaintiffs could satisfy the
reliance element of a Rule 10b–5 action by invoking a rebuttable pre-
sumption of reliance. The Court based that presumption on what is 
known as the “fraud-on-the-market” theory, which holds that “the
market price of shares traded on well-developed markets reflects all
publicly available information, and, hence, any material misrepre-
sentations.” Id., at 246. The Court also noted that the typical “inves-
tor who buys or sells stock at the price set by the market does so in
reliance on the integrity of that price.” Id., at 247.  As a result, 
whenever an investor buys or sells stock at the market price, his “re-
liance on any public material misrepresentations . . . may be pre-
sumed for purposes of a Rule 10b–5 action.”  Id. at 247.  Basic also 
emphasized that the presumption of reliance was rebuttable rather 
than conclusive.  Pp. 5–7.

(b) None of Halliburton’s arguments for overruling Basic so dis-
credit the decision as to constitute a “special justification.”  Pp. 7–12.

(1) Halliburton first argues that the Basic presumption is in-
consistent with Congress’s intent in passing the 1934 Exchange Act—
the same argument made by the dissenting Justices in Basic.  The  
Basic majority did not find that argument persuasive then, and Hal-
liburton has given no new reason to endorse it now.  Pp. 7–8.

(2) Halliburton also contends that Basic rested on two premis-
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es that have been undermined by developments in economic theory. 
First, it argues that the Basic Court espoused “a robust view of mar-
ket efficiency” that is no longer tenable in light of empirical evidence
ostensibly showing that material, public information often is not
quickly incorporated into stock prices.  The Court in Basic acknowl-
edged, however, the debate among economists about the efficiency of
capital markets and refused to endorse “any particular theory of how 
quickly and completely publicly available information is reflected in
market price.”  485 U. S., at 248, n. 28.  The Court instead based the 
presumption of reliance on the fairly modest premise that “market
professionals generally consider most publicly announced material
statements about companies, thereby affecting stock market prices.” 
Id., at 247, n. 24.  Moreover, in making the presumption rebuttable, 
Basic recognized that market efficiency is a matter of degree and ac-
cordingly made it a matter of proof. Halliburton has not identified 
the kind of fundamental shift in economic theory that could justify
overruling a precedent on the ground that it misunderstood, or has 
since been overtaken by, economic realities. 

Halliburton also contests the premise that investors “invest ‘in re-
liance on the integrity of [the market] price,’ ” id., at 247, identifying 
a number of classes of investors for whom “price integrity” is suppos-
edly “marginal or irrelevant.”  But Basic never denied the existence 
of such investors, who in any event rely at least on the facts that
market prices will incorporate public information within a reasonable
period and that market prices, however inaccurate, are not distorted 
by fraud.  Pp. 8–12. 

(c) The principle of stare decisis has “ ‘special force’ ” “in respect 
to statutory interpretation” because “ ‘Congress remains free to alter
what [the Court has] done.’ ”  John R. Sand & Gravel Co. v. United 
States, 552 U. S. 130, 139. So too with Basic’s presumption of reli-
ance.  The presumption is not inconsistent with this Court’s more re-
cent decisions construing the Rule 10b–5 cause of action.  In Central 
Bank of Denver, N. A. v. First Interstate Bank of Denver, N. A., 511 
U. S. 164, and Stoneridge Investment Partners, LLC v. Scientific-
Atlanta, Inc., 552 U. S. 148, the Court declined to effectively elimi-
nate the reliance element by extending liability to entirely new cate-
gories of defendants who themselves had not made any material,
public misrepresentation. The Basic presumption, by contrast, mere-
ly provides an alternative means of satisfying the reliance element. 
Nor is the Basic presumption inconsistent with the Court’s recent de-
cisions governing class action certification, which require plaintiffs to 
prove—not simply plead—that their proposed class satisfies each re-
quirement of Federal Rule of Civil Procedure 23, including, if appli-
cable, the predominance requirement of Rule 23(b)(3).  See, e.g., Wal-
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Mart Stores, Inc. v. Dukes, 564 U. S. ___, ___.  The Basic presumption
does not relieve plaintiffs of that burden but rather sets forth what
plaintiffs must prove to demonstrate predominance.  Finally, Halli-
burton emphasizes the possible harmful consequences of the securi-
ties class actions facilitated by the Basic presumption, but such con-
cerns are more appropriately addressed to Congress, which has in 
fact responded, to some extent, to many of them.  Pp. 12–16.

2. For the same reasons the Court declines to overrule Basic’s pre-
sumption of reliance, it also declines to modify the prerequisites for
invoking the presumption by requiring plaintiffs to prove “price im-
pact” directly at the class certification stage.  The Basic presumption
incorporates two constituent presumptions: First, if a plaintiff shows
that the defendant’s misrepresentation was public and material and
that the stock traded in a generally efficient market, he is entitled to
a presumption that the misrepresentation affected the stock price. 
Second, if the plaintiff also shows that he purchased the stock at the
market price during the relevant period, he is entitled to a further 
presumption that he purchased the stock in reliance on the defend-
ant’s misrepresentation.  Requiring plaintiffs to prove price impact
directly would take away the first constituent presumption.  Halli-
burton’s argument for doing so is the same as its argument for over-
ruling the Basic presumption altogether, and it meets the same fate. 
Pp. 16–18. 

3. The Court agrees with Halliburton, however, that defendants
must be afforded an opportunity to rebut the presumption of reliance
before class certification with evidence of a lack of price impact.  De-
fendants may already introduce such evidence at the merits stage to
rebut the Basic presumption, as well as at the class certification
stage to counter a plaintiff’s showing of market efficiency.  Forbid-
ding defendants to rely on the same evidence prior to class certifica-
tion for the particular purpose of rebutting the presumption altogeth-
er makes no sense, and can readily lead to results that are 
inconsistent with Basic’s own logic. Basic allows plaintiffs to estab-
lish price impact indirectly, by showing that a stock traded in an effi-
cient market and that a defendant’s misrepresentations were public
and material.  But an indirect proxy should not preclude considera-
tion of a defendant’s direct, more salient evidence showing that an al-
leged misrepresentation did not actually affect the stock’s price and,
consequently, that the Basic presumption does not apply.  Amgen 
does not require a different result.  There, the Court held that mate-
riality, though a prerequisite for invoking the Basic presumption,
should be left to the merits stage because it does not bear on the pre-
dominance requirement of Rule 23(b)(3).  In contrast, the fact that a 
misrepresentation has price impact is “Basic’s fundamental premise.” 
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Erica P. John Fund, Inc. v. Halliburton Co., 563 U. S. ___, ___.  It 
thus has everything to do with the issue of predominance at the class 
certification stage.  That is why, if reliance is to be shown through 
the Basic presumption, the publicity and market efficiency prerequi-
sites must be proved before class certification.  Given that such indi-
rect evidence of price impact will be before the court at the class certi-
fication stage in any event, there is no reason to artificially limit the
inquiry at that stage by excluding direct evidence of price impact.
Pp. 18–23. 

718 F. 3d 423, vacated and remanded. 

ROBERTS, C. J., delivered the opinion of the Court, in which KENNEDY, 
GINSBURG, BREYER, SOTOMAYOR, and KAGAN, JJ., joined.  GINSBURG, J., 
filed a concurring opinion, in which BREYER and SOTOMAYOR, 
JJ., joined.  THOMAS, J., filed an opinion concurring in the judgment, in 
which SCALIA and ALITO, JJ., joined. 
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NOTICE: This opinion is subject to formal revision before publication in the
preliminary print of the United States Reports. Readers are requested to
notify the Reporter of Decisions, Supreme Court of the United States, Wash-
ington, D. C. 20543, of any typographical or other formal errors, in order
that corrections may be made before the preliminary print goes to press. 

SUPREME COURT OF THE UNITED STATES 

No. 13–317 

HALLIBURTON CO., ET AL., PETITIONERS v. ERICA P.

 JOHN FUND, INC., FKA ARCHDIOCESE OF 

 MILWAUKEE SUPPORTING FUND, INC.
 

ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF 

APPEALS FOR THE FIFTH CIRCUIT
 

[June 23, 2014] 


CHIEF JUSTICE ROBERTS delivered the opinion of the 
Court. 

Investors can recover damages in a private securities
fraud action only if they prove that they relied on the 
defendant’s misrepresentation in deciding to buy or sell a
company’s stock.  In Basic Inc. v. Levinson, 485 U. S. 224 
(1988), we held that investors could satisfy this reliance
requirement by invoking a presumption that the price of 
stock traded in an efficient market reflects all public, 
material information—including material misstatements.
In such a case, we concluded, anyone who buys or sells the
stock at the market price may be considered to have relied
on those misstatements. 

We also held, however, that a defendant could rebut this 
presumption in a number of ways, including by showing 
that the alleged misrepresentation did not actually affect
the stock’s price—that is, that the misrepresentation had 
no “price impact.”  The questions presented are whether 
we should overrule or modify Basic’s presumption of reli-
ance and, if not, whether defendants should nonetheless 
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be afforded an opportunity in securities class action cases
to rebut the presumption at the class certification stage, 
by showing a lack of price impact. 

I 
Respondent Erica P. John Fund, Inc. (EPJ Fund), is the

lead plaintiff in a putative class action against Halliburton
and one of its executives (collectively Halliburton) alleging
violations of section 10(b) of the Securities Exchange Act
of 1934, 48 Stat. 891, 15 U. S. C. §78j(b), and Securities
and Exchange Commission Rule 10b–5, 17 CFR §240.10b–5
(2013). According to EPJ Fund, between June 3, 1999, 
and December 7, 2001, Halliburton made a series of mis-
representations regarding its potential liability in asbestos
litigation, its expected revenue from certain construction
contracts, and the anticipated benefits of its merger with
another company—all in an attempt to inflate the price of
its stock. Halliburton subsequently made a number of 
corrective disclosures, which, EPJ Fund contends, caused 
the company’s stock price to drop and investors to lose 
money.

EPJ Fund moved to certify a class comprising all inves-
tors who purchased Halliburton common stock during the 
class period. The District Court found that the proposed
class satisfied all the threshold requirements of Federal 
Rule of Civil Procedure 23(a): It was sufficiently numer-
ous, there were common questions of law or fact, the rep-
resentative parties’ claims were typical of the class claims,
and the representatives could fairly and adequately pro-
tect the interests of the class. App. to Pet. for Cert. 54a.
And except for one difficulty, the court would have also 
concluded that the class satisfied the requirement of Rule
23(b)(3) that “the questions of law or fact common to class
members predominate over any questions affecting only
individual members.” See id., at 55a, 98a.  The difficulty 
was that Circuit precedent required securities fraud plain-
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tiffs to prove “loss causation”—a causal connection be-
tween the defendants’ alleged misrepresentations and the
plaintiffs’ economic losses—in order to invoke Basic’s 
presumption of reliance and obtain class certification. 
App. to Pet. for Cert. 55a, and n. 2.  Because EPJ Fund 
had not demonstrated such a connection for any of Halli-
burton’s alleged misrepresentations, the District Court
refused to certify the proposed class.  Id., at 55a, 98a. The 
United States Court of Appeals for the Fifth Circuit af-
firmed the denial of class certification on the same ground. 
Archdiocese of Milwaukee Supporting Fund, Inc. v. Halli-
burton Co., 597 F. 3d 330 (2010).

We granted certiorari and vacated the judgment, finding
nothing in “Basic or its logic” to justify the Fifth Circuit’s 
requirement that securities fraud plaintiffs prove loss
causation at the class certification stage in order to invoke 
Basic’s presumption of reliance.  Erica P. John Fund, Inc. 
v. Halliburton Co., 563 U. S. ___, ___ (2011) (Halliburton 
I ) (slip op., at 6). “Loss causation,” we explained, “ad-
dresses a matter different from whether an investor relied 
on a misrepresentation, presumptively or otherwise, when 
buying or selling a stock.”  Ibid.  We remanded the case for 
the lower courts to consider “any further arguments 
against class certification” that Halliburton had preserved. 
Id., at ___ (slip op., at 9). 

On remand, Halliburton argued that class certification 
was inappropriate because the evidence it had earlier 
introduced to disprove loss causation also showed that
none of its alleged misrepresentations had actually af- 
fected its stock price.  By demonstrating the absence of any 
“price impact,” Halliburton contended, it had rebutted 
Basic’s presumption that the members of the proposed
class had relied on its alleged misrepresentations simply 
by buying or selling its stock at the market price.  And 
without the benefit of the Basic presumption, investors
would have to prove reliance on an individual basis, mean-
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ing that individual issues would predominate over com-
mon ones. The District Court declined to consider Halli-
burton’s argument, holding that the Basic presumption
applied and certifying the class under Rule 23(b)(3).  App.
to Pet. for Cert. 30a. 

The Fifth Circuit affirmed.  718 F. 3d 423 (2013).  The 
court found that Halliburton had preserved its price im-
pact argument, but to no avail.  Id., at 435–436. While 
acknowledging that “Halliburton’s price impact evidence
could be used at the trial on the merits to refute the pre-
sumption of reliance,” id., at 433, the court held that 
Halliburton could not use such evidence for that purpose 
at the class certification stage, id., at 435. “[P]rice impact 
evidence,” the court explained, “does not bear on the ques-
tion of common question predominance [under Rule 
23(b)(3)], and is thus appropriately considered only on the 
merits after the class has been certified.” Ibid. 

We once again granted certiorari, 571 U. S. ___ (2013), 
this time to resolve a conflict among the Circuits over 
whether securities fraud defendants may attempt to rebut
the Basic presumption at the class certification stage with
evidence of a lack of price impact. We also accepted Halli-
burton’s invitation to reconsider the presumption of reli-
ance for securities fraud claims that we adopted in Basic. 

II 
Halliburton urges us to overrule Basic’s presumption of

reliance and to instead require every securities fraud
plaintiff to prove that he actually relied on the defendant’s 
misrepresentation in deciding to buy or sell a company’s
stock.  Before overturning a long-settled precedent, how-
ever, we require “special justification,” not just an argu-
ment that the precedent was wrongly decided.  Dickerson 
v. United States, 530 U. S. 428, 443 (2000) (internal quota-
tion marks omitted).  Halliburton has failed to make that 
showing. 
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A 

Section 10(b) of the Securities Exchange Act of 1934 and

the Securities and Exchange Commission’s Rule 10b–5
prohibit making any material misstatement or omission in
connection with the purchase or sale of any security. 
Although section 10(b) does not create an express private
cause of action, we have long recognized an implied pri-
vate cause of action to enforce the provision and its im-
plementing regulation.  See Blue Chip Stamps v. Manor 
Drug Stores, 421 U. S. 723, 730 (1975).  To recover damages
for violations of section 10(b) and Rule 10b–5, a plaintiff 
must prove “ ‘(1) a material misrepresentation or omission
by the defendant; (2) scienter; (3) a connection between the
misrepresentation or omission and the purchase or sale of 
a security; (4) reliance upon the misrepresentation or
omission; (5) economic loss; and (6) loss causation.’ ”  
Amgen Inc. v. Connecticut Retirement Plans and Trust 
Funds, 568 U. S. ___, ___ (2013) (slip op., at 3–4) (quoting 
Matrixx Initiatives, Inc. v. Siracusano, 563 U. S. ___, ___ 
(2011) (slip op., at 9)). 

The reliance element “ ‘ensures that there is a proper
connection between a defendant’s misrepresentation and a
plaintiff ’s injury.’ ” 568 U. S., at ___ (slip op., at 4) (quot-
ing Halliburton I, 563 U. S., at ___ (slip op., at 4)).  “The 
traditional (and most direct) way a plaintiff can demon-
strate reliance is by showing that he was aware of a com-
pany’s statement and engaged in a relevant transaction— 
e.g., purchasing common stock—based on that specific 
misrepresentation.” Id., at ___ (slip op., at 4). 

In Basic, however, we recognized that requiring such
direct proof of reliance “would place an unnecessarily
unrealistic evidentiary burden on the Rule 10b–5 plaintiff
who has traded on an impersonal market.”  485 U. S., at 
245. That is because, even assuming an investor could 
prove that he was aware of the misrepresentation, he 
would still have to “show a speculative state of facts, i.e., 
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how he would have acted . . . if the misrepresentation had 
not been made.” Ibid. 

We also noted that “[r]equiring proof of individualized 
reliance” from every securities fraud plaintiff “effectively 
would . . . prevent[ ] [plaintiffs] from proceeding with a
class action” in Rule 10b–5 suits. Id., at 242.  If every
plaintiff had to prove direct reliance on the defendant’s
misrepresentation, “individual issues then would . . . 
overwhelm[ ] the common ones,” making certification 
under Rule 23(b)(3) inappropriate. Ibid. 

To address these concerns, Basic held that securities 
fraud plaintiffs can in certain circumstances satisfy the
reliance element of a Rule 10b–5 action by invoking a 
rebuttable presumption of reliance, rather than proving 
direct reliance on a misrepresentation.  The Court based 
that presumption on what is known as the “fraud-on-the-
market” theory, which holds that “the market price of
shares traded on well-developed markets reflects all pub-
licly available information, and, hence, any material mis-
representations.” Id., at 246. The Court also noted that, 
rather than scrutinize every piece of public information 
about a company for himself, the typical “investor who
buys or sells stock at the price set by the market does so in 
reliance on the integrity of that price”—the belief that it 
reflects all public, material information.  Id., at 247. As a 
result, whenever the investor buys or sells stock at the 
market price, his “reliance on any public material misrep-
resentations . . . may be presumed for purposes of a Rule
10b–5 action.” Ibid. 

Based on this theory, a plaintiff must make the follow-
ing showings to demonstrate that the presumption of
reliance applies in a given case: (1) that the alleged mis-
representations were publicly known, (2) that they were 
material, (3) that the stock traded in an efficient market,
and (4) that the plaintiff traded the stock between the
time the misrepresentations were made and when the 
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truth was revealed.  See id., at 248, n. 27; Halliburton I, 
supra, at ___ (slip op., at 5–6). 

At the same time, Basic emphasized that the presump-
tion of reliance was rebuttable rather than conclusive. 
Specifically, “[a]ny showing that severs the link between 
the alleged misrepresentation and either the price re-
ceived (or paid) by the plaintiff, or his decision to trade at 
a fair market price, will be sufficient to rebut the pre-
sumption of reliance.” 485 U. S., at 248.  So for example, if
a defendant could show that the alleged misrepresentation
did not, for whatever reason, actually affect the market
price, or that a plaintiff would have bought or sold the 
stock even had he been aware that the stock’s price was
tainted by fraud, then the presumption of reliance would
not apply. Id., at 248–249.  In either of those cases, a 
plaintiff would have to prove that he directly relied on the 
defendant’s misrepresentation in buying or selling the
stock. 

B 
Halliburton contends that securities fraud plaintiffs

should always have to prove direct reliance and that the 
Basic Court erred in allowing them to invoke a presump-
tion of reliance instead. According to Halliburton, the 
Basic presumption contravenes congressional intent and 
has been undermined by subsequent developments in
economic theory.  Neither argument, however, so discred-
its Basic as to constitute “special justification” for overrul-
ing the decision. 

1 
Halliburton first argues that the Basic presumption is

inconsistent with Congress’s intent in passing the 1934
Exchange Act.  Because “[t]he Section 10(b) action is a
‘judicial construct that Congress did not enact,’ ” this
Court, Halliburton insists, “must identify—and borrow 
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from—the express provision that is ‘most analogous to the 
private 10b–5 right of action.’ ” Brief for Petitioners 12 
(quoting Stoneridge Investment Partners, LLC v. Scientific-
Atlanta, Inc., 552 U. S. 148, 164 (2008); Musick, Peeler 
& Garrett v. Employers Ins. of Wausau, 508 U. S. 286, 294 
(1993)). According to Halliburton, the closest analogue
to section 10(b) is section 18(a) of the Act, which cre-
ates an express private cause of action allowing inves- 
tors to recover damages based on misrepresentations
made in certain regulatory filings. 15 U. S. C. §78r(a). 
That provision requires an investor to prove that he 
bought or sold stock “in reliance upon” the defendant’s
misrepresentation. Ibid.  In ignoring this direct reliance
requirement, the argument goes, the Basic Court relieved 
Rule 10b–5 plaintiffs of a burden that Congress would 
have imposed had it created the cause of action. 

EPJ Fund contests both premises of Halliburton’s ar-
gument, arguing that Congress has affirmed Basic’s con-
struction of section 10(b) and that, in any event, the clos-
est analogue to section 10(b) is not section 18(a) but
section 9, 15 U. S. C. §78i—a provision that does not re-
quire actual reliance.

We need not settle this dispute. In Basic, the dissenting 
Justices made the same argument based on section 18(a) 
that Halliburton presses here.  See 485 U. S., at 257–258 
(White, J., concurring in part and dissenting in part).  The 
Basic majority did not find that argument persuasive 
then, and Halliburton has given us no new reason to 
endorse it now. 

2 
Halliburton’s primary argument for overruling Basic is 

that the decision rested on two premises that can no longer
withstand scrutiny.  The first premise concerns what is 
known as the “efficient capital markets hypothesis.”  Basic 
stated that “the market price of shares traded on well-
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developed markets reflects all publicly available infor-
mation, and, hence, any material misrepresentations.” 
Id., at 246. From that statement, Halliburton concludes 
that the Basic Court espoused “a robust view of market 
efficiency” that is no longer tenable, for “ ‘overwhelming 
empirical evidence’ now ‘suggests that capital markets are 
not fundamentally efficient.’ ” Brief for Petitioners 14–16 
(quoting Lev & de Villiers, Stock Price Crashes and 10b–5
Damages: A Legal, Economic, and Policy Analysis, 47
Stan. L. Rev 7, 20 (1994)).  To support this contention,
Halliburton cites studies purporting to show that “public
information is often not incorporated immediately (much
less rationally) into market prices.”  Brief for Petitioners 
17; see id., at 16–20. See also Brief for Law Professors as 
Amici Curiae 15–18. 

Halliburton does not, of course, maintain that capital
markets are always inefficient. Rather, in its view, Basic’s 
fundamental error was to ignore the fact that “ ‘efficiency
is not a binary, yes or no question.’ ” Brief for Petitioners 
20 (quoting Langevoort, Basic at Twenty: Rethinking 
Fraud on the Market, 2009 Wis. L. Rev. 151, 167)).  The 
markets for some securities are more efficient than the 
markets for others, and even a single market can process 
different kinds of information more or less efficiently, 
depending on how widely the information is disseminated
and how easily it is understood.  Brief for Petitioners at 
20–21. Yet Basic, Halliburton asserts, glossed over these 
nuances, assuming a false dichotomy that renders the
presumption of reliance both underinclusive and overin-
clusive: A misrepresentation can distort a stock’s market 
price even in a generally inefficient market, and a misrep-
resentation can leave a stock’s market price unaffected
even in a generally efficient one.  Brief for Petitioners at 
21. 

Halliburton’s criticisms fail to take Basic on its own 
terms. Halliburton focuses on the debate among econo-
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mists about the degree to which the market price of a 
company’s stock reflects public information about the
company—and thus the degree to which an investor can 
earn an abnormal, above-market return by trading on 
such information. See Brief for Financial Economists as 
Amici Curiae 4–10 (describing the debate).  That debate is 
not new. Indeed, the Basic Court acknowledged it and 
declined to enter the fray, declaring that “[w]e need not
determine by adjudication what economists and social 
scientists have debated through the use of sophisticated 
statistical analysis and the application of economic the- 
ory.” 485 U. S., at 246–247, n. 24.  To recognize the pre-
sumption of reliance, the Court explained, was not “con-
clusively to adopt any particular theory of how quickly and
completely publicly available information is reflected in 
market price.” Id., at 248, n. 28.  The Court instead based 
the presumption on the fairly modest premise that “mar-
ket professionals generally consider most publicly an-
nounced material statements about companies, thereby 
affecting stock market prices.” Id., at 247, n. 24.  Basic’s 
presumption of reliance thus does not rest on a “binary” 
view of market efficiency.  Indeed, in making the pre-
sumption rebuttable, Basic recognized that market effi-
ciency is a matter of degree and accordingly made it a
matter of proof. 

The academic debates discussed by Halliburton have not
refuted the modest premise underlying the presumption of 
reliance. Even the foremost critics of the efficient-capital-
markets hypothesis acknowledge that public information 
generally affects stock prices. See, e.g., Shiller, We’ll 
Share the Honors, and Agree to Disagree, N. Y. Times, 
Oct. 27, 2013, p. BU6 (“Of course, prices reflect available
information”).  Halliburton also conceded as much in its 
reply brief and at oral argument. See Reply Brief 13
(“market prices generally respond to new, material infor-
mation”); Tr. of Oral Arg. 7.  Debates about the precise 
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degree to which stock prices accurately reflect public in-
formation are thus largely beside the point. “That the . . . 
price [of a stock] may be inaccurate does not detract from
the fact that false statements affect it, and cause loss,” 
which is “all that Basic requires.” Schleicher v. Wendt, 
618 F. 3d 679, 685 (CA7 2010) (Easterbrook, C. J.).  Even 
though the efficient capital markets hypothesis may have
“garnered substantial criticism since Basic,” post, at 6 
(THOMAS, J., concurring in judgment), Halliburton has not
identified the kind of fundamental shift in economic the- 
ory that could justify overruling a precedent on the ground 
that it misunderstood, or has since been overtaken by,
economic realities. Contrast State Oil Co. v. Khan, 522 
U. S. 3 (1997), unanimously overruling Albrecht v. Herald 
Co., 390 U. S. 145 (1968).

Halliburton also contests a second premise underlying 
the Basic presumption: the notion that investors “invest 
‘in reliance on the integrity of [the market] price.’ ” Reply
Brief 14 (quoting 485 U. S., at 247; alteration in original).
Halliburton identifies a number of classes of investors for 
whom “price integrity” is supposedly “marginal or irrele-
vant.” Reply Brief 14.  The primary example is the value 
investor, who believes that certain stocks are undervalued 
or overvalued and attempts to “beat the market” by buying
the undervalued stocks and selling the overvalued ones. 
Brief for Petitioners 15–16 (internal quotation marks
omitted). See also Brief for Vivendi S. A. as Amicus Curiae 
3–10 (describing the investment strategies of day trad-
ers, volatility arbitragers, and value investors). If many
investors “are indifferent to prices,” Halliburton contends,
then courts should not presume that investors rely on the
integrity of those prices and any misrepresentations in-
corporated into them.  Reply Brief 14. 

But Basic never denied the existence of such investors. 
As we recently explained, Basic concluded only that “it is 
reasonable to presume that most investors—knowing that 
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they have little hope of outperforming the market in the 
long run based solely on their analysis of publicly availa-
ble information—will rely on the security’s market price as
an unbiased assessment of the security’s value in light of 
all public information.”  Amgen, 568 U. S., at ___ (slip op., 
at 5) (emphasis added).

In any event, there is no reason to suppose that even 
Halliburton’s main counterexample—the value investor—
is as indifferent to the integrity of market prices as Halli-
burton suggests. Such an investor implicitly relies on the
fact that a stock’s market price will eventually reflect 
material information—how else could the market correc-
tion on which his profit depends occur? To be sure, the 
value investor “does not believe that the market price
accurately reflects public information at the time he trans-
acts.” Post, at 11. But to indirectly rely on a misstate-
ment in the sense relevant for the Basic presumption, he 
need only trade stock based on the belief that the market 
price will incorporate public information within a reason-
able period.  The value investor also presumably tries to
estimate how undervalued or overvalued a particular 
stock is, and such estimates can be skewed by a market
price tainted by fraud. 

C 
The principle of stare decisis has “ ‘special force’ ” “in

respect to statutory interpretation” because “ ‘Congress 
remains free to alter what we have done.’ ”  John R. Sand 
& Gravel Co. v. United States, 552 U. S. 130, 139 (2008) 
(quoting Patterson v. McLean Credit Union, 491 U. S. 164, 
172–173 (1989)). So too with Basic’s presumption of reli-
ance. Although the presumption is a judicially created 
doctrine designed to implement a judicially created cause 
of action, we have described the presumption as “a sub-
stantive doctrine of federal securities-fraud law.” Amgen, 
supra, at ___ (slip op., at 5).  That is because it provides a 
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way of satisfying the reliance element of the Rule 10b–5
cause of action. See, e.g., Dura Pharmaceuticals, Inc. v. 
Broudo, 544 U. S. 336, 341–342 (2005).  As with any other 
element of that cause of action, Congress may overturn
or modify any aspect of our interpretations of the reli- 
ance requirement, including the Basic presumption it-
self. Given that possibility, we see no reason to exempt
the Basic presumption from ordinary principles of stare 
decisis. 

To buttress its case for overruling Basic, Halliburton 
contends that, in addition to being wrongly decided, the 
decision is inconsistent with our more recent decisions 
construing the Rule 10b–5 cause of action.  As Halliburton 
notes, we have held that “we must give ‘narrow dimen-
sions . . . to a right of action Congress did not authorize
when it first enacted the statute and did not expand when 
it revisited the law.’ ” Janus Capital Group, Inc. v. First 
Derivative Traders, 564 U. S. ___, ___ (2011) (slip op., at 6) 
(quoting Stoneridge, 552 U. S., at 167); see, e.g., Central 
Bank of Denver, N. A. v. First Interstate Bank of Denver, 
N. A., 511 U. S. 164 (1994) (refusing to recognize aiding-
and-abetting liability under the Rule 10b–5 cause of ac-
tion); Stoneridge, supra (refusing to extend Rule 10b–5
liability to certain secondary actors who did not them-
selves make material misstatements).  Yet the Basic 
presumption, Halliburton asserts, does just the opposite, 
expanding the Rule 10b–5 cause of action.  Brief for Peti-
tioners 27–29. 

Not so. In Central Bank and Stoneridge, we declined to 
extend Rule 10b–5 liability to entirely new categories of 
defendants who themselves had not made any material,
public misrepresentation. Such an extension, we ex-
plained, would have eviscerated the requirement that a
plaintiff prove that he relied on a misrepresentation made 
by the defendant. See Central Bank, supra, at 180; Stone-
ridge, supra, at 157, 159. The Basic presumption does 
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not eliminate that requirement but rather provides an
alternative means of satisfying it.  While the presumption
makes it easier for plaintiffs to prove reliance, it does not 
alter the elements of the Rule 10b–5 cause of action and 
thus maintains the action’s original legal scope.

Halliburton also argues that the Basic presumption
cannot be reconciled with our recent decisions governing
class action certification under Federal Rule of Civil Pro-
cedure 23. Those decisions have made clear that plaintiffs 
wishing to proceed through a class action must actually 
prove—not simply plead—that their proposed class satis-
fies each requirement of Rule 23, including (if applicable)
the predominance requirement of Rule 23(b)(3). See Wal-
Mart Stores, Inc. v. Dukes, 564 U. S. ___, ___ (2011) (slip 
op., at 10); Comcast Corp. v. Behrend, 569 U. S. ___, ___ 
(2013) (slip op., at 5–6).  According to Halliburton, Basic 
relieves Rule 10b–5 plaintiffs of that burden, allowing
courts to presume that common issues of reliance predom-
inate over individual ones. 

That is not the effect of the Basic presumption.  In 
securities class action cases, the crucial requirement for
class certification will usually be the predominance re-
quirement of Rule 23(b)(3).  The Basic presumption does
not relieve plaintiffs of the burden of proving—before class
certification—that this requirement is met. Basic instead 
establishes that a plaintiff satisfies that burden by prov-
ing the prerequisites for invoking the presumption—
namely, publicity, materiality, market efficiency, and 
market timing.  The burden of proving those prerequisites
still rests with plaintiffs and (with the exception of mate-
riality) must be satisfied before class certification.  Basic 
does not, in other words, allow plaintiffs simply to plead 
that common questions of reliance predominate over indi-
vidual ones, but rather sets forth what they must prove to
demonstrate such predominance. 

Basic does afford defendants an opportunity to rebut the 
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presumption of reliance with respect to an individual
plaintiff by showing that he did not rely on the integrity of
the market price in trading stock.  While this has the 
effect of “leav[ing] individualized questions of reliance in 
the case,” post, at 12, there is no reason to think that these 
questions will overwhelm common ones and render class 
certification inappropriate under Rule 23(b)(3).  That the 
defendant might attempt to pick off the occasional class 
member here or there through individualized rebuttal
does not cause individual questions to predominate.

Finally, Halliburton and its amici contend that, by 
facilitating securities class actions, the Basic presumption
produces a number of serious and harmful consequences.
Such class actions, they say, allow plaintiffs to extort large
settlements from defendants for meritless claims; punish
innocent shareholders, who end up having to pay settle-
ments and judgments; impose excessive costs on businesses;
and consume a disproportionately large share of judicial 
resources. Brief for Petitioners 39–45. 

These concerns are more appropriately addressed to
Congress, which has in fact responded, to some extent, to 
many of the issues raised by Halliburton and its amici. 
Congress has, for example, enacted the Private Securities 
Litigation Reform Act of 1995 (PSLRA), 109 Stat. 737,
which sought to combat perceived abuses in securities
litigation with heightened pleading requirements, limits
on damages and attorney’s fees, a “safe harbor” for certain 
kinds of statements, restrictions on the selection of lead 
plaintiffs in securities class actions, sanctions for frivolous
litigation, and stays of discovery pending motions to dis-
miss. See Amgen, 568 U. S., at ___ (slip op., at 19–20). 
And to prevent plaintiffs from circumventing these re-
strictions by bringing securities class actions under state 
law in state court, Congress also enacted the Securities 
Litigation Uniform Standards Act of 1998, 112 Stat. 3227,
which precludes many state law class actions alleging 
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securities fraud. See Amgen, supra, at ___ (slip op., at 20). 
Such legislation demonstrates Congress’s willingness to
consider policy concerns of the sort that Halliburton says 
should lead us to overrule Basic. 

III 
Halliburton proposes two alternatives to overruling 

Basic that would alleviate what it regards as the decision’s 
most serious flaws. The first alternative would require
plaintiffs to prove that a defendant’s misrepresentation 
actually affected the stock price—so-called “price im-
pact”—in order to invoke the Basic presumption. It should 
not be enough, Halliburton contends, for plaintiffs to 
demonstrate the general efficiency of the market in which
the stock traded.  Halliburton’s second proposed alterna-
tive would allow defendants to rebut the presumption of 
reliance with evidence of a lack of price impact, not only at 
the merits stage—which all agree defendants may already 
do—but also before class certification. 

A 
As noted, to invoke the Basic presumption, a plaintiff 

must prove that: (1) the alleged misrepresentations were
publicly known, (2) they were material, (3) the stock traded
in an efficient market, and (4) the plaintiff traded the
stock between when the misrepresentations were made 
and when the truth was revealed.  See Basic, 485 U. S., at 
248, n. 27; Amgen, supra, at ___ (slip op., at 15).  Each of 
these requirements follows from the fraud-on-the-market 
theory underlying the presumption. If the misrepresenta-
tion was not publicly known, then it could not have dis-
torted the stock’s market price. So too if the misrepresen-
tation was immaterial—that is, if it would not have “ ‘been 
viewed by the reasonable investor as having significantly 
altered the “total mix” of information made available,’ ” 
Basic, supra, at 231–232 (quoting TSC Industries, Inc. v. 
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Northway, Inc., 426 U. S. 438, 449 (1976))—or if the mar-
ket in which the stock traded was inefficient.  And if the 
plaintiff did not buy or sell the stock after the misrepre-
sentation was made but before the truth was revealed, 
then he could not be said to have acted in reliance on a 
fraud-tainted price.

The first three prerequisites are directed at price im-
pact—“whether the alleged misrepresentations affected 
the market price in the first place.”  Halliburton I, 563 
U. S., at ___ (slip op., at 8). In the absence of price impact, 
Basic’s fraud-on-the-market theory and presumption of 
reliance collapse. The “fundamental premise” underlying 
the presumption is “that an investor presumptively relies 
on a misrepresentation so long as it was reflected in the 
market price at the time of his transaction.”  563 U. S., at 
___ (slip op., at 7).  If it was not, then there is “no ground-
ing for any contention that [the] investor[ ] indirectly
relied on th[at] misrepresentation[ ] through [his] reliance 
on the integrity of the market price.”  Amgen, supra, at ___ 
(slip op., at 17).

Halliburton argues that since the Basic presumption
hinges on price impact, plaintiffs should be required to
prove it directly in order to invoke the presumption.
Proving the presumption’s prerequisites, which are at best 
an imperfect proxy for price impact, should not suffice. 

Far from a modest refinement of the Basic presumption,
this proposal would radically alter the required showing
for the reliance element of the Rule 10b–5 cause of action. 
What is called the Basic presumption actually incorpo-
rates two constituent presumptions: First, if a plaintiff
shows that the defendant’s misrepresentation was public 
and material and that the stock traded in a generally 
efficient market, he is entitled to a presumption that the 
misrepresentation affected the stock price.  Second, if the 
plaintiff also shows that he purchased the stock at the
market price during the relevant period, he is entitled to a 
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further presumption that he purchased the stock in reli-
ance on the defendant’s misrepresentation. 

By requiring plaintiffs to prove price impact directly,
Halliburton’s proposal would take away the first constitu-
ent presumption. Halliburton’s argument for doing so is
the same as its primary argument for overruling the Basic 
presumption altogether: Because market efficiency is not a
yes-or-no proposition, a public, material misrepresentation 
might not affect a stock’s price even in a generally efficient
market. But as explained, Basic never suggested other-
wise; that is why it affords defendants an opportunity to
rebut the presumption by showing, among other things, 
that the particular misrepresentation at issue did not 
affect the stock’s market price. For the same reasons we 
declined to completely jettison the Basic presumption, we 
decline to effectively jettison half of it by revising the
prerequisites for invoking it. 

B 
Even if plaintiffs need not directly prove price impact to

invoke the Basic presumption, Halliburton contends that 
defendants should at least be allowed to defeat the pre-
sumption at the class certification stage through evidence
that the misrepresentation did not in fact affect the stock 
price. We agree. 

1 
There is no dispute that defendants may introduce such

evidence at the merits stage to rebut the Basic presump-
tion. Basic itself “made clear that the presumption was
just that, and could be rebutted by appropriate evidence,” 
including evidence that the asserted misrepresentation (or
its correction) did not affect the market price of the de-
fendant’s stock. Halliburton I, supra, at ___ (slip op., at 
5); see Basic, supra, at 248. 

Nor is there any dispute that defendants may introduce 
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price impact evidence at the class certification stage, so 
long as it is for the purpose of countering a plaintiff ’s 
showing of market efficiency, rather than directly rebut-
ting the presumption.  As EPJ Fund acknowledges, “[o]f 
course . . . defendants can introduce evidence at class 
certification of lack of price impact as some evidence that
the market is not efficient.”  Brief for Respondent 53.  See 
also Brief for United States as Amicus Curiae 26. 

After all, plaintiffs themselves can and do introduce 
evidence of the existence of price impact in connection with
“event studies”—regression analyses that seek to show
that the market price of the defendant’s stock tends to 
respond to pertinent publicly reported events. See Brief 
for Law Professors as Amici Curiae 25–28. In this case, 
for example, EPJ Fund submitted an event study of vari-
ous episodes that might have been expected to affect the
price of Halliburton’s stock, in order to demonstrate that
the market for that stock takes account of material, public
information about the company.  See App. 217–230 (de-
scribing the results of the study). The episodes examined 
by EPJ Fund’s event study included one of the alleged 
misrepresentations that form the basis of the Fund’s suit.
See id., at 230, 343–344.  See also In re Xcelera.com Secu-
rities Litigation, 430 F. 3d 503, 513 (CA1 2005) (event 
study included effect of misrepresentation challenged in
the case).

Defendants—like plaintiffs—may accordingly submit 
price impact evidence prior to class certification.  What 
defendants may not do, EPJ Fund insists and the Court of
Appeals held, is rely on that same evidence prior to class 
certification for the particular purpose of rebutting the
presumption altogether.

This restriction makes no sense, and can readily lead to
bizarre results. Suppose a defendant at the certification
stage submits an event study looking at the impact on the 
price of its stock from six discrete events, in an effort to 

http:Xcelera.com
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refute the plaintiffs’ claim of general market efficiency. 
All agree the defendant may do this.  Suppose one of the
six events is the specific misrepresentation asserted by the
plaintiffs. All agree that this too is perfectly acceptable. 
Now suppose the district court determines that, despite
the defendant’s study, the plaintiff has carried its burden
to prove market efficiency, but that the evidence shows no
price impact with respect to the specific misrepresentation 
challenged in the suit. The evidence at the certification 
stage thus shows an efficient market, on which the alleged
misrepresentation had no price impact.  And yet under 
EPJ Fund’s view, the plaintiffs’ action should be certified 
and proceed as a class action (with all that entails), even 
though the fraud-on-the-market theory does not apply and 
common reliance thus cannot be presumed.

Such a result is inconsistent with Basic’s own logic. 
Under Basic’s fraud-on-the-market theory, market effi-
ciency and the other prerequisites for invoking the pre-
sumption constitute an indirect way of showing price 
impact. As explained, it is appropriate to allow plaintiffs
to rely on this indirect proxy for price impact, rather than
requiring them to prove price impact directly, given 
Basic’s rationales for recognizing a presumption of reli-
ance in the first place.  See supra, at 6–7, 16–17. 

But an indirect proxy should not preclude direct evi-
dence when such evidence is available.  As we explained in 
Basic, “[a]ny showing that severs the link between the
alleged misrepresentation and . . . the price received (or
paid) by the plaintiff . . . will be sufficient to rebut the 
presumption of reliance” because “the basis for finding 
that the fraud had been transmitted through market price 
would be gone.” 485 U. S., at 248.  And without the pre-
sumption of reliance, a Rule 10b–5 suit cannot proceed as
a class action: Each plaintiff would have to prove reliance 
individually, so common issues would not “predominate” 
over individual ones, as required by Rule 23(b)(3).  Id., at 
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242. Price impact is thus an essential precondition for any 
Rule 10b–5 class action.  While Basic allows plaintiffs to 
establish that precondition indirectly, it does not require 
courts to ignore a defendant’s direct, more salient evidence
showing that the alleged misrepresentation did not actually
affect the stock’s market price and, consequently, that 
the Basic presumption does not apply. 

2 
The Court of Appeals relied on our decision in Amgen in 

holding that Halliburton could not introduce evidence of 
lack of price impact at the class certification stage.  The 
question in Amgen was whether plaintiffs could be re-
quired to prove (or defendants be permitted to disprove) 
materiality before class certification.  Even though mate-
riality is a prerequisite for invoking the Basic presump-
tion, we held that it should be left to the merits stage,
because it does not bear on the predominance requirement 
of Rule 23(b)(3). We reasoned that materiality is an objec-
tive issue susceptible to common, classwide proof.  568 
U. S., at ___ (slip op., at 11).  We also noted that a failure 
to prove materiality would necessarily defeat every plain-
tiff ’s claim on the merits; it would not simply preclude
invocation of the presumption and thereby cause individual
questions of reliance to predominate over common ones. 
Ibid.  See also id., at ___ (slip op., at 17–18).  In this latter 
respect, we explained, materiality differs from the publicity 
and market efficiency prerequisites, neither of which is
necessary to prove a Rule 10b–5 claim on the merits. Id., 
at ___–___ (slip op., at 16–18). 

EPJ Fund argues that much of the foregoing could be
said of price impact as well.  Fair enough. But price im-
pact differs from materiality in a crucial respect.  Given 
that the other Basic prerequisites must still be proved at 
the class certification stage, the common issue of material-
ity can be left to the merits stage without risking the 
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certification of classes in which individual issues will end 
up overwhelming common ones. And because materiality
is a discrete issue that can be resolved in isolation from 
the other prerequisites, it can be wholly confined to the
merits stage. 

Price impact is different. The fact that a misrepresenta-
tion “was reflected in the market price at the time of [the]
transaction”—that it had price impact—is “Basic’s funda-
mental premise.” Halliburton I, 563 U. S., at ___ (slip op., 
at 7). It thus has everything to do with the issue of pre-
dominance at the class certification stage.  That is why, if 
reliance is to be shown through the Basic presumption,
the publicity and market efficiency prerequisites must be
proved before class certification. Without proof of those
prerequisites, the fraud-on-the-market theory underlying 
the presumption completely collapses, rendering class 
certification inappropriate. 

But as explained, publicity and market efficiency are
nothing more than prerequisites for an indirect showing of 
price impact. There is no dispute that at least such indi-
rect proof of price impact “is needed to ensure that the 
questions of law or fact common to the class will ‘predomi-
nate.’ ” Amgen, 568 U. S., at ___ (slip op., at 10) (emphasis 
deleted); see id., at ___ (slip op., at 16–17). That is so even 
though such proof is also highly relevant at the merits 
stage.

Our choice in this case, then, is not between allowing
price impact evidence at the class certification stage or
relegating it to the merits.  Evidence of price impact will
be before the court at the certification stage in any event.
The choice, rather, is between limiting the price impact 
inquiry before class certification to indirect evidence, or 
allowing consideration of direct evidence as well.  As 
explained, we see no reason to artificially limit the inquiry
at the certification stage to indirect evidence of price 
impact. Defendants may seek to defeat the Basic pre-
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sumption at that stage through direct as well as indirect
price impact evidence. 

* * * 
More than 25 years ago, we held that plaintiffs could

satisfy the reliance element of the Rule 10b–5 cause of 
action by invoking a presumption that a public, material 
misrepresentation will distort the price of stock traded in 
an efficient market, and that anyone who purchases the 
stock at the market price may be considered to have done 
so in reliance on the misrepresentation.  We adhere to that 
decision and decline to modify the prerequisites for invok-
ing the presumption of reliance.  But to maintain the 
consistency of the presumption with the class certification
requirements of Federal Rule of Civil Procedure 23, de-
fendants must be afforded an opportunity before class 
certification to defeat the presumption through evidence
that an alleged misrepresentation did not actually affect 
the market price of the stock.

Because the courts below denied Halliburton that oppor-
tunity, we vacate the judgment of the Court of Appeals for 
the Fifth Circuit and remand the case for further proceed-
ings consistent with this opinion. 

It is so ordered. 
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JUSTICE GINSBURG, with whom JUSTICE BREYER and 
JUSTICE SOTOMAYOR join, concurring. 

Advancing price impact consideration from the merits 
stage to the certification stage may broaden the scope of 
discovery available at certification.  See Tr. of Oral Arg.
36–37. But the Court recognizes that it is incumbent upon
the defendant to show the absence of price impact. See 
ante, at 17–18.  The Court’s judgment, therefore, should 
impose no heavy toll on securities-fraud plaintiffs with 
tenable claims. On that understanding, I join the Court’s 
opinion. 
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SUPREME COURT OF THE UNITED STATES 

No. 13–317 

HALLIBURTON CO., ET AL., PETITIONERS v. ERICA P.

 JOHN FUND, INC., FKA ARCHDIOCESE OF 

 MILWAUKEE SUPPORTING FUND, INC.
 

ON WRIT OF CERTIORARI TO THE UNITED STATES COURT OF 

APPEALS FOR THE FIFTH CIRCUIT
 

[June 23, 2014] 


JUSTICE THOMAS, with whom JUSTICE SCALIA and 
JUSTICE ALITO join, concurring in the judgment. 

The implied Rule 10b–5 private cause of action is “a
relic of the heady days in which this Court assumed
common-law powers to create causes of action,” Correc-
tional Services Corp. v. Malesko, 534 U. S. 61, 75 (2001) 
(SCALIA, J., concurring); see, e.g., J. I. Case Co. v. Borak, 
377 U. S. 426, 433 (1964).  We have since ended that 
practice because the authority to fashion private remedies
to enforce federal law belongs to Congress alone. Stone-
ridge Investment Partners, LLC v. Scientific-Atlanta, Inc., 
552 U. S. 148, 164 (2008).  Absent statutory authorization
for a cause of action, “courts may not create one, no matter
how desirable that might be as a policy matter.”  Alexan-
der v. Sandoval, 532 U. S. 275, 286–287 (2001). 

Basic Inc. v. Levinson, 485 U. S. 224 (1988), demon
strates the wisdom of this rule. Basic presented the ques
tion how investors must prove the reliance element of the 
implied Rule 10b–5 cause of action—the requirement that 
the plaintiff buy or sell stock in reliance on the defendant’s 
misstatement—when they transact on modern, impersonal
securities exchanges. Were the Rule 10b–5 action statu-
tory, the Court could have resolved this question by inter
preting the statutory language.  Without a statute to 
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interpret for guidance, however, the Court began instead
with a particular policy “problem”: for investors in imper
sonal markets, the traditional reliance requirement was
hard to prove and impossible to prove as common among 
plaintiffs bringing 10b–5 class-action suits.  Id., at 242, 
245. With the task thus framed as “resol[ving]” that 
“ ‘problem’ ” rather than interpreting statutory text, id., at 
242, the Court turned to nascent economic theory and 
naked intuitions about investment behavior in its efforts 
to fashion a new, easier way to meet the reliance require
ment. The result was an evidentiary presumption, based 
on a “fraud on the market” theory, that paved the way for
class actions under Rule 10b–5. 

Today we are asked to determine whether Basic was 
correctly decided.  The Court suggests that it was, and 
that stare decisis demands that we preserve it.  I disagree.
Logic, economic realities, and our subsequent jurispru
dence have undermined the foundations of the Basic pre
sumption, and stare decisis cannot prop up the façade that 
remains. Basic should be overruled. 

I 
 Understanding where Basic went wrong requires an
explanation of the “reliance” requirement as traditionally 
understood. 

“Reliance by the plaintiff upon the defendant’s deceptive
acts is an essential element” of the implied 10b–5 private
cause of action.1 Stoneridge, supra, at 159.  To prove 

—————— 
1 As the private Rule 10b–5 action has evolved, the Court has drawn

on the common-law action of deceit to identify six elements a private
plaintiff must prove: “ ‘(1) a material misrepresentation or omission by
the defendant; (2) scienter; (3) a connection between the misrepresenta
tion or omission and the purchase or sale of a security; (4) reliance upon 
the misrepresentation or omission; (5) economic loss; and (6) loss 
causation.’ ”  Amgen Inc. v. Connecticut Retirement Plans and Trust 
Funds, 568 U. S. ___, ___–___ (2013) (slip op., at 3–4). 
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reliance, the plaintiff must show “ ‘transaction causation,’ ” 
i.e., that the specific misstatement induced “the investor’s
decision to engage in the transaction.”  Erica P. John 
Fund, Inc. v. Halliburton Co., 563 U. S. ___, ___–___ 
(2011) (slip op., at 6–7).  Such proof “ensures that there is
a proper ‘connection between a defendant’s misrepresenta
tion and a plaintiff ’s injury’ ”—namely, that the plaintiff 
has not just lost money as a result of the misstatement, 
but that he was actually defrauded by it. Id., at ___ (slip 
op., at 4); see also Dirks v. SEC, 463 U. S. 646, 666–667, n. 
27 (1983) (“[T]o constitute a violation of Rule 10b–5, there 
must be fraud. . . .  [T]here always are winners and losers; 
but those who have ‘lost’ have not necessarily been de
frauded”).  Without that connection, Rule 10b–5 is reduced 
to a “ ‘scheme of investor’s insurance,’ ” because a plaintiff 
could recover whenever the defendant’s misstatement 
distorted the stock price—regardless of whether the mis
statement had actually tricked the plaintiff into buying (or 
selling) the stock in the first place.  Dura Pharmaceuti-
cals, Inc. v. Broudo, 544 U. S. 336, 345 (2005) (quoting 
Basic, supra, at 252 (White, J., concurring in part and 
dissenting in part)).

The “traditional” reliance element requires a plaintiff to
“sho[w] that he was aware of a company’s statement and 
engaged in a relevant transaction . . . based on that spe- 
cific misrepresentation.” Erica P. John Fund, supra, at ___ 
(slip op., at 4).  But investors who purchase stock from 
third parties on impersonal exchanges (e.g., the New York 
Stock Exchange) often will not be aware of any particular 
statement made by the issuer of the security, and there
fore cannot establish that they transacted based on a
specific misrepresentation. Nor is the traditional reliance 
requirement amenable to class treatment; the inherently 
individualized nature of the reliance inquiry renders it 
impossible for a 10b–5 plaintiff to prove that common
questions predominate over individual ones, making class 
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certification improper. See Basic, supra, at 242; Fed. Rule 
Civ. Proc. 23(b)(3). 

Citing these difficulties of proof and class certification,
485 U. S., at 242, 245, the Basic Court dispensed with the
traditional reliance requirement in favor of a new one
based on the fraud-on-the-market theory.2  The new ver
sion of reliance had two related parts. 

First, Basic suggested that plaintiffs could meet the
reliance requirement “ ‘indirectly,’ ” id., at 245. The Court 
reasoned that “ ‘ideally, [the market] transmits infor
mation to the investor in the processed form of a market
price.’ ” Id., at 244. An investor could thus be said to have 
“relied” on a specific misstatement if (1) the market had 
incorporated that statement into the market price of the
security, and (2) the investor then bought or sold that
security “in reliance on the integrity of the [market] price,” 
id., at 247, i.e., based on his belief that the market price 
“ ‘reflect[ed]’ ” the stock’s underlying “ ‘value,’ ” id., at 244. 

Second, Basic created a presumption that this “indirect” 
form of “reliance” had been proved.  Based primarily on
certain assumptions about economic theory and investor 
behavior, Basic afforded plaintiffs who traded in efficient 
markets an evidentiary presumption that both steps of the 
novel reliance requirement had been satisfied—that (1) 
the market had incorporated the specific misstatement 
into the market price of the security, and (2) the plaintiff 

—————— 
2 In the years preceding Basic, lower courts and commentators exper

imented with various ways to facilitate 10b–5 class actions by relaxing
or eliminating the reliance element of the implied 10b–5 action.  See, 
e.g., Blackie v. Barrack, 524 F. 2d 891 (CA9 1975); Note, The Fraud-on
the-Market Theory, 95 Harv. L. Rev. 1143 (1982); Note, The Reliance
Requirement in Private Actions under SEC Rule 10b–5, 88 Harv. L. 
Rev. 584, 592–606 (1975).  The “fraud-on-the-market theory” is an 
umbrella term for those varied efforts.  Black, Fraud on the Market: A 
Criticism of Dispensing with Reliance Requirements in Certain Open 
Market Transactions, 62 N. C. L. Rev. 435, 439–457 (1984). 
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did transact in reliance on the integrity of that price.3 Id., 
at 247. A defendant was ostensibly entitled to rebut the 
presumption by putting forth evidence that either of those
steps was absent. Id., at 248. 

II 
Basic’s reimagined reliance requirement was a mistake,

and the passage of time has compounded its failings.
First, the Court based both parts of the presumption of 
reliance on a questionable understanding of disputed 
economic theory and flawed intuitions about investor
behavior. Second, Basic’s rebuttable presumption is at 
odds with our subsequent Rule 23 cases, which require
plaintiffs seeking class certification to “ ‘affirmatively
demonstrate’ ” certification requirements like the predom
inance of common questions. Comcast Corp. v. Behrend, 
569 U. S. ___, ___ (2013) (slip op., at 5) (quoting Wal-Mart 
Stores, Inc. v. Dukes, 564 U. S. ___, ___ (2011) (slip op., at 
10)). Finally, Basic’s presumption that investors rely on 
the integrity of the market price is virtually irrebuttable 
in practice, which means that the “essential” reliance 
element effectively exists in name only. 

A 
Basic based the presumption of reliance on two factual 

assumptions. The first assumption was that, in a “well
developed market,” public statements are generally “re
flected” in the market price of securities.  485 U. S., at 
247. The second was that investors in such markets 
transact “in reliance on the integrity of that price.”  Ibid. 

—————— 
3 An investor could invoke this presumption by demonstrating certain

predicates: (1) a public statement; (2) an efficient market; (3) that the 
shares were traded after the statement was made but before the truth 
was revealed; and (4) that the statement was material.  Basic, 485 
U. S., at 248, n. 27. 



  
  

 

 

 

 

 
 
  

 

 
 

 

 
 
 

  

6 HALLIBURTON CO. v. ERICA P. JOHN FUND, INC. 

THOMAS, J., concurring in judgment 

In other words, the Court created a presumption that a 
plaintiff had met the two-part, fraud-on-the-market ver
sion of the reliance requirement because, in the Court’s
view, “common sense and probability” suggested that each 
of those parts would be met. Id., at 246. 

In reality, both of the Court’s key assumptions are 
highly contestable and do not provide the necessary sup
port for Basic’s presumption of reliance.  The first assump
tion—that public statements are “reflected” in the market 
price—was grounded in an economic theory that has
garnered substantial criticism since Basic. The second as-
sumption—that investors categorically rely on the integrity 
of the market price—is simply wrong. 

1 
The Court’s first assumption was that “most publicly

available information”—including public misstatements—
“is reflected in [the] market price” of a security.  Id., at 
247. The Court grounded that assumption in “empirical
studies” testing a then-nascent economic theory known as
the efficient capital markets hypothesis.  Id., at 246–247. 
Specifically, the Court relied upon the “semi-strong” ver
sion of that theory, which posits that the average investor 
cannot earn above-market returns (i.e., “beat the market”)
in an efficient market by trading on the basis of publicly 
available information.  See, e.g., Stout, The Mechanisms of 
Market Inefficiency: An Introduction to the New Finance,
28 J. Corp. L. 635, 640, and n. 24 (2003) (citing Fama,
Efficient Capital Markets: A Review of Theory and Empir
ical Work, 25 J. Finance 383, 388 (1970)).4  The upshot of 

—————— 
4 The “weak form” of the hypothesis provides that an investor cannot 

earn an above-market return by trading on historical price data.  See 
Dunbar & Heller, Fraud on the Market Meets Behavioral Finance, 31 
Del. J. Corporate L. 455, 463–464 (2006) (hereinafter Dunbar & Heller). 
The “strong form” provides that investors cannot achieve above-market 
returns even by trading on nonpublic information.  See ibid.  The weak 
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the hypothesis is that “the market price of shares traded 
on well-developed markets [will] reflec[t] all publicly 
available information, and, hence, any material misrepre
sentations.” Basic, supra, at 246.  At the time of Basic, 
this version of the efficient capital markets hypothesis was 
“widely accepted.” See Dunbar & Heller 463–464. 

This view of market efficiency has since lost its luster. 
See, e.g., Langevoort, Basic at Twenty: Rethinking Fraud 
on the Market, 2009 Wis. L. Rev. 151, 175 (“Doubts about 
the strength and pervasiveness of market efficiency are 
much greater today than they were in the mid-1980s”).  As 
it turns out, even “well-developed” markets (like the New
York Stock Exchange) do not uniformly incorporate infor
mation into market prices with high speed.  “[F]riction in 
accessing public information” and the presence of “pro
cessing costs” means that “not all public information will
be impounded in a security’s price with the same alacrity,
or perhaps with any quickness at all.”  Cox, Understand
ing Causation in Private Securities Lawsuits: Building on 
Amgen, 66 Vand. L. Rev. 1719, 1732 (2013) (hereinafter 
Cox). For example, information that is easily digestible
(merger announcements or stock splits) or especially
prominent (Wall Street Journal articles) may be incorpo
rated quickly, while information that is broadly applicable
or technical (Securities and Exchange Commission filings) 
may be incorporated slowly or even ignored.  See Stout, 
supra, at 653–656; see e.g., In re Merck & Co. Securities 
Litigation, 432 F. 3d 261, 263–265 (CA3 2005) (a Wall 
Street Journal article caused a steep decline in the com
pany’s stock price even though the same information was 
contained in an earlier SEC disclosure). 

Further, and more importantly, “overwhelming empiri
cal evidence” now suggests that even when markets do 
incorporate public information, they often fail to do so 

—————— 


form is generally accepted; the strong form is not.  See ibid.
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accurately.  Lev and de Villiers, Stock Price Crashes and 
10b–5 Damages: A Legal, Economic and Policy Analysis, 
47 Stan. L. Rev. 7, 20–21 (1994); see also id., at 21 (“That
many share price movements seem unrelated to specific 
information strongly suggests that capital markets are not
fundamentally efficient, and that wide deviations from
fundamentals . . . can occur”(footnote omitted)).  “Scores” 
of “efficiency-defying anomalies”—such as market swings 
in the absence of new information and prolonged devia
tions from underlying asset values—make market efficiency 
“more contestable than ever.”  Langevoort, Taming the 
Animal Spirits of the Stock Markets: A Behavioral Ap
proach to Securities Regulation, 97 Nw. U. L. Rev. 135,
141 (2002); Dunbar & Heller 476–483.  Such anomalies 
make it difficult to tell whether, at any given moment, a
stock’s price accurately reflects its value as indicated by
all publicly available information.  In sum, economists 
now understand that the price impact Basic assumed 
would happen reflexively is actually far from certain even
in “well-developed” markets. Thus, Basic’s claim that 
“common sense and probability” support a presumption of
reliance rests on shaky footing. 

2 
The Basic Court also grounded the presumption of

reliance in a second assumption: that “[a]n investor who
buys or sells stock at the price set by the market does so in 
reliance on the integrity of that price.”  485 U. S., at 247. 
In other words, the Court assumed that investors transact 
based on the belief that the market price accurately re
flects the underlying “ ‘value’ ” of the security.  See id., at 
244 (“ ‘[P]urchasers generally rely on the price of the stock 
as a reflection of its value’ ”).  The Basic Court appears to
have adopted this assumption about investment behavior 
based only on what it believed to be “common sense.”  Id., 
at 246. The Court found it “ ‘hard to imagine that there 
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ever is a buyer or seller who does not rely on market in
tegrity. Who would knowingly roll the dice in a crooked 
crap game?’ ” Id., at 246–247. 

The Court’s rather superficial analysis does not with
stand scrutiny.  It cannot be seriously disputed that a 
great many investors do not buy or sell stock based on a 
belief that the stock’s price accurately reflects its value. 
Many investors in fact trade for the opposite reason—that 
is, because they think the market has under- or overval
ued the stock, and they believe they can profit from that
mispricing. Id., at 256 (opinion of White, J.); see, e.g.,
Macey, The Fraud on the Market Theory: Some Prelimi
nary Issues, 74 Cornell L. Rev. 923, 925 (1989) (The “op
posite” of Basic’s assumption appears to be true; some
investors “attempt to locate undervalued stocks in an 
effort to ‘beat the market’ . . . in essence betting that the 
market . . . is in fact inefficient”).  Indeed, securities 
transactions often take place because the transacting
parties disagree on the security’s value.  See, e.g., Stout, 
Are Stock Markets Costly Casinos? Disagreement, Mar- 
ket Failure, and Securities Regulation, 81 Va. L. Rev.
611, 619 (1995) (“[A]vailable evidence suggests that . . . in- 
vestor disagreement inspires the lion’s share of equities
transactions”). 

Other investors trade for reasons entirely unrelated to
price—for instance, to address changing liquidity needs,
tax concerns, or portfolio balancing requirements.  See id., 
at 657–658; see also Cox 1739 (investors may purchase 
“due to portfolio rebalancing arising from its obeisance to 
an indexing strategy”). These investment decisions— 
made with indifference to price and thus without regard
for price “integrity”—are at odds with Basic’s understand
ing of what motivates investment decisions.  In short, 
Basic’s assumption that all investors rely in common on 
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“price integrity” is simply wrong.5 

The majority tries (but fails) to reconcile Basic’s as
sumption about investor behavior with the reality that
many investors do not behave in the way Basic assumed. 
It first asserts that Basic rested only on the more modest 
view that “ ‘most investors’ ” rely on the integrity of a 
security’s market price.  Ante, at 12 (quoting not Basic, but 
Amgen Inc. v. Connecticut Retirement Plans & Trust 
Funds, 568 U. S. ___, ___ (2013) (slip op., at 5) (emphasis
added)). That gloss is difficult to square with Basic’s plain
language: “An investor who buys or sells stock at the price 
set by the market does so in reliance on the integrity of 
that price.”  Basic, 458 U. S., at 247; see also id., at 246– 
247 (“ ‘[I]t is hard to imagine that there ever is a buyer or 
seller who does not rely on market integrity’ ”). In any
event, neither Basic nor the majority offers anything more
than a judicial hunch as evidence that even “most” inves
tors rely on price integrity. 

The majority also suggests that “there is no reason to
suppose” that investors who buy stock they believe to be
undervalued are “indifferent to the integrity of market
prices.” Ante, at 12.  Such “value investor[s],” according to
the majority, “implicitly rel[y] on the fact that a stock’s
market price will eventually reflect material information” 

—————— 
5 The Basic Court’s mistaken intuition about investor behavior ap

pears to involve a category mistake: the Court invoked a hypothesis
meant to describe markets, but then used it “in the one way it is not 
meant to be used: as a predictor of the behavior of individual investors.” 
Langevoort, Theories, Assumptions, and Securities Regulation: Market 
Efficiency Revisited, 140 U. Pa. L. Rev. 851, 895 (1992).  The efficient 
capital markets hypothesis does not describe “how investors behave; [it]
only suggests the consequences of their collective behavior.”  Cox 1736. 
“Nothing in the hypothesis denies what most popular accounts assume:
that much information searching and trading by investors, from insti
tutions on down, is done in the (perhaps erroneous) belief that under
valued or overvalued stocks exist and can systematically be discovered.”  
Langevoort, Theories, supra, at 895. 
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and “presumably tr[y] to estimate how undervalued or 
overvalued a particular stock is” by reference to the mar
ket price. Ibid. Whether the majority’s unsupported
claims about the thought processes of hypothetical inves
tors are accurate or not, they are surely beside the point. 
Whatever else an investor believes about the market, he 
simply does not “rely on the integrity of the market price” 
if he does not believe that the market price accurately
reflects public information at the time he transacts. That 
is, an investor cannot claim that a public misstatement 
induced his transaction by distorting the market price if
he did not buy at that price while believing that it accu
rately incorporated that public information.  For that sort 
of investor, Basic’s critical fiction falls apart. 

B 
Basic’s presumption of reliance also conflicts with our 

more recent cases clarifying Rule 23’s class-certification
requirements. Those cases instruct that “a party seeking
to maintain a class action ‘must affirmatively demonstrate 
his compliance’ with Rule 23.”  Comcast, 569 U. S., at ___ 
(slip op., at 5) (quoting Wal-Mart, 564 U. S., at ___ (slip 
op., at 10). To prevail on a motion for class certification, a
party must demonstrate through “evidentiary proof ” that 
“ ‘questions of law or fact common to class members pre
dominate over any questions affecting only individual
members.’ ” 569 U. S., at ___ (slip op., at 5–6) (quoting 
Fed. Rule Civ. Proc. 23(b)(3)). 

Basic permits plaintiffs to bypass that requirement of 
evidentiary proof. Under Basic, plaintiffs who invoke the 
presumption of reliance (by proving its predicates) are
deemed to have met the predominance requirement of
Rule 23(b)(3). See ante, at 14; Amgen, supra, at ___ (slip 
op., at 6) (Basic “facilitates class certification by recogniz
ing a rebuttable presumption of classwide reliance”); 
Basic, 485 U. S., at 242, 250 (holding that the District 
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Court appropriately certified the class based on the pre
sumption of reliance). But, invoking the Basic presump
tion does not actually prove that individual questions of 
reliance will not overwhelm the common questions in the 
case. Basic still requires a showing that the individual 
investor bought or sold in reliance on the integrity of the
market price and, crucially, permits defendants to rebut
the presumption by producing evidence that individual 
plaintiffs do not meet that description.  See id., at 249 
(“Petitioners . . . could rebut the presumption of reliance 
as to plaintiffs who would have divested themselves of
their Basic shares without relying on the integrity of the
market”). Thus, by its own terms, Basic entitles defend
ants to ask each class member whether he traded in reli
ance on the integrity of the market price.  That inquiry,
like the traditional reliance inquiry, is inherently individ
ualized; questions about the trading strategies of individ
ual investors will not generate “ ‘common answers apt to
drive the resolution of the litigation,’ ” Wal-Mart Stores, 
supra, at ___ (slip op., at 10).  See supra, at 8–9; see also 
Cox 1736, n. 55 (Basic’s recognition that defendants could 
rebut the presumption “by proof the investor would have 
traded anyway appears to require individual inquiries into
reliance”). 

Basic thus exempts Rule 10b–5 plaintiffs from Rule 23’s 
proof requirement. Plaintiffs who invoke the presumption
of reliance are deemed to have shown predominance as a
matter of law, even though the resulting rebuttable pre
sumption leaves individualized questions of reliance in the 
case and predominance still unproved. Needless to say,
that exemption was beyond the Basic Court’s power to 
grant.6 

—————— 
6 The majority suggests that Basic squares with Comcast Corp. v. 

Behrend, 569 U. S. ___ (2013), and Wal-Mart Stores, Inc. v. Dukes, 564 
U. S. ___ (2011), because it does not “relieve plaintiffs of the burden of 
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C 
It would be bad enough if Basic merely provided an end

run around Rule 23. But in practice, the so-called “rebut
table presumption” is largely irrebuttable. 

The Basic Court ostensibly afforded defendants an
opportunity to rebut the presumption by providing evi
dence that either aspect of a plaintiff ’s fraud-on-the
market reliance—price impact, or reliance on the integrity
of the market price—is missing.  485 U. S., at 248–249.  As 
it turns out, however, the realities of class-action proce
dure make rebuttal based on an individual plaintiff ’s lack 
of reliance virtually impossible.  At the class-certification 
stage, rebuttal is only directed at the class representa
tives, which means that counsel only needs to find one 
class member who can withstand the challenge.  See 
Grundfest, Damages and Reliance Under Section 10(b) of 
the Exchange Act, 69 Bus. Lawyer 307, 362 (2014).  After 
class certification, courts have refused to allow defendants 
to challenge any plaintiff ’s reliance on the integrity of the 
market price prior to a determination on classwide liabil
ity. See Brief for Chamber of Commerce of the United 
States of America et al. as Amici Curiae 13–14 (collecting 
cases rejecting postcertification attempts to rebut individ
ual class members’ reliance on price integrity as not perti
nent to classwide liability).  One search for rebuttals on 
individual-reliance grounds turned up only six cases out of
the thousands of Rule 10b–5 actions brought since Basic. 

Grundfest, supra, at 360.7
 

—————— 


proving . . . predominance” but “rather sets forth what they must prove 
to demonstrate such predominance.”  Ante, at 14–15.  This argument 
misses the point.  Because Basic offers defendants a chance to rebut the 
presumption on individualized grounds, the predicates that Basic sets 
forth as sufficient to invoke the presumption do not necessarily prove 
predominance. 

7 The absence of postcertification rebuttal is likely attributable in
part to the substantial in terrorem settlement pressures brought to bear 
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The apparent unavailability of this form of rebuttal has
troubling implications. Because the presumption is con
clusive in practice with respect to investors’ reliance on 
price integrity, even Basic’s watered-down reliance re
quirement has been effectively eliminated.  Once the 
presumption attaches, the reliance element is no longer an 
obstacle to prevailing on the claim, even though many
class members will not have transacted in reliance on 
price integrity, see supra, at 8–9.  And without a func- 
tional reliance requirement, the “essential element” that
ensures the plaintiff has actually been defrauded, see 
Stoneridge, 552 U. S., at 159, Rule 10b–5 becomes the very 
“ ‘scheme of investor’s insurance’ ” the rebuttable presump
tion was supposed to prevent.  See Basic, supra, at 252 
(opinion of White, J.).8 

* * * 
For these reasons, Basic should be overruled in favor of 

the straightforward rule that “[r]eliance by the plaintiff 
upon the defendant’s deceptive acts”—actual reliance, not 
the fictional “fraud-on-the-market” version—“is an essen
tial element of the §10(b) private cause of action.”  Stone-
ridge, 552 U. S., at 159. 
—————— 

by certification. See, e.g., Nagareda, Class Certification in the Age of 
Aggregate Proof, 84 N. Y. U. L. Rev. 97, 99 (2009) (“With vanishingly 
rare exception, class certification sets the litigation on a path toward res
olution by way of settlement, not full-fledged testing of the plaintiffs’ case
by trial”); see also Stoneridge Investment Partners, LLC v. Scientific-
Atlanta, Inc., 552 U. S. 148, 163 (2008) (“[E]xtensive discovery and
the potential for uncertainty and disruption in a lawsuit allow plaintiffs
with weak claims to extort settlements from innocent companies”). 

8 Of course, today’s decision makes clear that a defendant may rebut 
the presumption by producing evidence that the misstatement at issue 
failed to affect the market price of the security, see ante, at 17–22.  But 
both parts of Basic’s version of reliance are key to its fiction that an 
investor has “indirectly” relied on the misstatement; the unavailability 
of rebuttal with respect to one of those parts still functionally removes 
reliance as an element of proof. 
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III


 Principles of stare decisis do not compel us to save 
Basic’s muddled logic and armchair economics.  We have 
not hesitated to overrule decisions when they are “un
workable or are badly reasoned,” Payne v. Tennessee, 501 
U. S. 808, 827 (1991); when “the theoretical underpinnings 
of those decisions are called into serious question,” State 
Oil Co. v. Khan, 522 U. S. 3, 21 (1997); when the decisions 
have become “irreconcilable” with intervening develop
ments in “competing legal doctrines or policies,” Patterson 
v. McLean Credit Union, 491 U. S. 164, 173 (1989); or
when they are otherwise “a positive detriment to coher
ence and consistency in the law,” ibid.  Just one of these 
circumstances can justify our correction of bad precedent; 
Basic checks all the boxes. 

In support of its decision to preserve Basic, the majority 
contends that stare decisis “has ‘special force’ ‘in respect to 
statutory interpretation’ because ‘Congress remains free to
alter what we have done.’ ”  Ante, at 12 (quoting John R. 
Sand & Gravel Co. v. United States, 552 U. S. 130, 139 
(2008); some internal quotation marks omitted).  But 
Basic, of course, has nothing to do with statutory interpre
tation. The case concerned a judge-made evidentiary 
presumption for a judge-made element of the implied 
10b−5 private cause of action, itself “a judicial construct
that Congress did not enact in the text of the relevant 
statutes.”  Stoneridge, supra, at 164.  We have not afforded 
stare decisis “special force” outside the context of statu-
tory interpretation, see Michigan v. Bay Mills Indian 
Community, 572 U. S. ___, ___, n. 6 (2014) (THOMAS, J. 
dissenting) (slip op., at 15, n. 6 and for good reason.  In 
statutory cases, it is perhaps plausible that Congress
watches over its enactments and will step in to fix our 
mistakes, so we may leave to Congress the judgment
whether the interpretive question is better left “ ‘settled’ ” 
or “ ‘settled right,’ ” Square D Co. v. Niagara Frontier 
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Tariff Bureau, Inc., 476 U. S. 409, 424 (1986).  But this 
rationale is untenable when it comes to judge-made law 
like “implied” private causes of action, which we retain a 
duty to superintend.  See, e.g., Exxon Shipping Co. v. 
Baker, 554 U. S. 471, 507 (2008) (“[T]he judiciary [cannot] 
wash its hands of a problem it created . . . simply by call
ing [the judicial doctrine] legislative”).  Thus, when we err 
in areas of judge-made law, we ought to presume that 
Congress expects us to correct our own mistakes—not the
other way around.  That duty is especially clear in the 
Rule 10b–5 context, where we have said that “[t]he federal
courts have accepted and exercised the principal responsi
bility for the continuing elaboration of the scope of the 
10b–5 right and the definition of the duties it imposes.” 
Musick, Peeler & Garrett v. Employers Ins. of Wausau, 508 
U. S. 286, 292 (1993). 

Basic’s presumption of reliance remains our mistake to 
correct. Since Basic, Congress has enacted two major
securities laws: the Private Securities Litigation Reform
Act of 1995 (PSLRA), 109 Stat. 737, and the Securities 
Litigation Uniform Standards Act of 1998 (SLUSA), 112
Stat. 3227.  The PSLRA “sought to combat perceived
abuses in securities litigation,” ante, at 15, and SLUSA 
prevented plaintiffs from avoiding the PSLRA’s re
strictions by bringing class actions in state court, ibid. 
Neither of these Acts touched the reliance element of the 
implied Rule 10b–5 private cause of action or the Basic 
presumption.

Contrary to respondent’s argument (the majority wisely 
skips this next line of defense), we cannot draw from
Congress’ silence on this matter an inference that Con
gress approved of Basic. To begin with, it is inappropriate 
to give weight to “Congress’ unenacted opinion” when 
construing judge-made doctrines, because doing so allows 
the Court to create law and then “effectively codif[y]” it
“based only on Congress’ failure to address it.”  Bay Mills, 
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supra, at ___ (THOMAS, J., dissenting) (slip op., at 14).
Our Constitution, however, demands that laws be passed 
by Congress and signed by the President.  U. S. Const., 
Art. I, §7. Adherence to Basic based on congressional
inaction would invert that requirement by insulating error
from correction merely because Congress failed to pass a 
law on the subject. Cf. Patterson, supra, at 175, n. 1 
(“Congressional inaction cannot amend a duly enacted 
statute”).

At any rate, arguments from legislative inaction are
speculative at best. “[I]t is ‘ “impossible to assert with any
degree of assurance that congressional failure to act rep
resents” affirmative congressional approval of ’ one of this 
Court’s decisions.” Bay Mills, supra, at ___ (THOMAS, J., 
dissenting) (slip op., at 13) (quoting Patterson, supra, at 
175, n. 1). “ ‘Congressional inaction lacks persuasive 
significance’” because it is indeterminate; “ ‘several equally
tenable inferences may be drawn from such inaction.’ ”  
Central Bank of Denver, N. A. v. First Interstate Bank of 
Denver, N. A., 511 U. S. 164, 187 (1994) (quoting Pension 
Benefit Guaranty Corporation v. LTV Corp., 496 U. S. 633, 
650 (1990)).  Therefore, “[i]t does not follow . . . that Con
gress’ failure to overturn a . . . precedent is reason for this 
Court to adhere to it.”  Patterson, supra, at 175, n. 1. 

That is especially true here, because Congress passed a 
law to tell us not to draw any inference from its inaction.
The PSLRA expressly states that “[n]othing in this Act . . .
shall be deemed to create or ratify any implied private 
right of action.” Notes following 15 U. S. C. §78j–1, p. 430.
If the Act did not ratify even the Rule 10b–5 private cause 
of action, it cannot be read to ratify sub silentio the pre
sumption of reliance this Court affixed to that action.
Further, the PSLRA and SLUSA operate to curtail abuses
of various private causes of action under our securities 
laws—hardly an indication that Congress approved of 
Basic’s expansion of the 10b–5 private cause of action. 
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Congress’ failure to overturn Basic does not permit us to
“place on the shoulders of Congress the burden of the
Court’s own error.” Girouard v. United States, 328 U. S. 
61, 70 (1946). 

* * * 
Basic took an implied cause of action and grafted on a

policy-driven presumption of reliance based on nascent 
economic theory and personal intuitions about investment 
behavior. The result was an unrecognizably broad cause
of action ready made for class certification.  Time and 
experience have pointed up the error of that decision,
making it all too clear that the Court’s attempt to revise
securities law to fit the alleged “new realities of financial 
markets” should have been left to Congress.  485 U. S., at 
255 (opinion of White, J.). 
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HOWARD, Circuit Judge.  Alleging violations of Sections

10(b) and 20(a) of the Securities Exchange Act and of SEC Rule 10b-

5, the appellant pension fund and other America Online ("AOL")

shareholders brought this class action against Credit Suisse First

Boston ("CSFB"), former CSFB analysts Jamie Kiggen and Laura

Martin, and other related defendants.  The shareholders claim that

CSFB fraudulently withheld relevant information from the market in

its reporting on the AOL-Time Warner merger, and that the

shareholders purchased stock in the new company at prices that were

artificially inflated as a result of the defendants' purposeful

omissions.  This appeal concerns the admissibility of the opinion

of the shareholders' expert Dr. Scott D. Hakala, whose testimony

the district court precluded for lack of reliability.  We find no

abuse of discretion in that decision.  We also agree with the

district court that, without the expert's testimony, the

shareholders are unable to establish loss causation.  Summary

judgment was therefore properly awarded to the defendants.

I. Background

A. Facts

On January 11, 2001, Time Warner Inc. and AOL merged into

a single media and technology company (hereinafter referred to as

"AOL").  This marriage of "old" and "new" media received extensive

coverage from both the press and the financial industry.  CSFB was

among the many financial firms reporting on AOL's business and
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forecasting its outlook for the future.  Kiggen and Martin headed

CSFB's AOL coverage beginning the day after the merger and

continuing for about a year, through January 2002, when CSFB ceased

covering AOL (Kiggen retired in January 2002; Martin had left CSFB

a few months earlier).  During the coverage period, CSFB published

the results of its research in regular reports.  These contained,

in addition to observations about AOL, a buy or sell recommendation

and a price target, which was a prediction of AOL's stock price

twelve months hence.  CSFB issued thirty-five such reports during

this period, and each such report recommended buying AOL stock. 

CSFB initially targeted AOL's future stock price at $80, but

revised it downwardly to $75 one month later in February 2001, and

then to $45 in September 2001.  Nine months later, AOL's stock was

trading at $11 per share.

The shareholders allege that Kiggen and Martin

misrepresented their true opinions in these reports, in order to

maintain a good relationship with AOL.  The shareholders' theory is

that AOL had the potential to generate significant investment

banking revenue for CSFB, and Kiggen and Martin overstated AOL's

financial strength in the hopes of winning this future business 

(CSFB did in fact assist AOL in managing a bond deal purportedly

generating between $750,000 and $820,000 in fees for CSFB).  In a

series of internal emails among AOL team members, Kiggen and Martin

expressed doubts about their projections for AOL, yet decided not
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to lower their estimates for AOL's future performance

notwithstanding these concerns.  Moreover, they regularly showed

their projections to AOL and revised them based on AOL's reactions. 

Even as advertising revenue, a key factor in AOL's success,

declined throughout the industry, CSFB reports continued to predict

AOL's ability to rise above the general slowdown.

In addition, the shareholders allege two instances in

which CSFB1 received non-public, material information about AOL

that CSFB did not disclose in its coverage of the company.  On July

10 and 11, 2001, Anthony Lorenzo, a junior CSFB analyst not

assigned to cover AOL, emailed to Kiggen information about AOL

layoffs.  Citing an unnamed source, Lorenzo wrote that AOL

"apparently . . . had some layoffs" that "were medium in terms of

severity and will not be announced publicly."  The parties disagree

over the import of this tip.  The shareholders claim that the

information pertained to layoffs of "up to 1,000 employees"

subsequently reported in The Wall Street Journal and The Washington

Post on August 13 and 14, 2001.  CSFB counters that this unnamed

source (later identified as a low-level employee in AOL's

Interactive Marketing Group) was referring only to a small number

of layoffs that occurred within the Interactive Marketing Group on

July 10, 2001, as reported in The Washington Post the next day.

1 At times, we refer to the defendants, collectively, as
"CSFB".
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Lorenzo's emails also mentioned "that AOL was under

investigation and has suspended some employees for inappropriate

accounting activities -- some deals booked inappropriately inflated

revenue."  CSFB did not disclose this information in any of its

reports; it was eventually reported by The Washington Post in a

July 2002 article disclosing that AOL had engaged in

"unconventional" advertising deals that might have inflated

revenue.  On July 24, 2002, AOL acknowledged that the SEC was

investigating its accounting practices, but denied any wrongdoing.

B. Procedural History

On the basis of these alleged material misstatements and

omissions -- overstating AOL's financial strength, not disclosing

reports of medium-severity layoffs, and not disclosing reports of

unconventional accounting -- the shareholders brought suit in

December 2005 against Kiggen, Martin, and CSFB under Section 10(b)

of the Exchange Act, 15 U.S.C. § 78j(b), and under SEC Rule 10b-5. 

The complaint also alleged that CSFB, Credit Suisse First Boston

(USA) Inc. (CSFB's parent company), and CSFB executives Frank

Quattrone and Elliot Rogers violated Section 20(a) of the Exchange

Act, 15 U.S.C. § 78t(a), by failing to exercise control over their

employees' alleged misstatements and omissions.

In due course, the defendants sought summary judgment. 

At the hearing occasioned by that motion, the shareholders and the

defendants each presented expert testimony to show the effect, or
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lack thereof, of CSFB's omissions on AOL stock prices.  The

shareholders retained Dr. Hakala, while CSFB employed Dr. René M.

Stulz.  Each side subsequently moved to exclude the other's expert

opinion under Daubert v. Merrell Dow Pharm., Inc., 509 U.S. 579,

597 (1993) ("[T]he Rules of Evidence--especially Rule 702--[]assign

to the trial judge the task of ensuring that an expert's testimony

both rests on a reliable foundation and is relevant to the task at

hand.").  In due course, the court held a Daubert hearing to

determine the admissibility of the proffered expert testimony on 

loss causation.

C. Event Studies and Expert Testimony

Loss causation is among the six elements of a private

cause of action for securities fraud; the other five are:  a

material misrepresentation or omission, scienter, a connection with

the purchase or sale of a security, reliance, and economic loss. 

Dura Pharm., Inc. v. Broudo, 544 U.S. 336, 341-42 (2005).  To prove

loss causation, a plaintiff "must show 'a sufficient connection

between [the fraudulent conduct] and the losses suffered . . . .'" 

In re Omnicon Grp., Inc. Sec. Litig., 597 F.3d 501, 510 (2d Cir.

2010) (quoting Lattanzio v. Deloitte & Touche LLP, 476 F.3d 147,

157 (2d Cir. 2007)) (alterations in original).  In other words, the

stock market must have reacted to the subsequent disclosure of the

misconduct and not to a "tangle of [other] factors."  Dura Pharm.,

544 U.S. at 343.
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The usual -- it is fair to say "preferred" -- method of

proving loss causation in a securities fraud case is through an

event study, in which an expert determines the extent to which the

changes in the price of a security result from events such as

disclosure of negative information about a company, and the extent

to which those changes result from other factors.2  First, the

expert selects the period in which the event could have affected

the market price.3  The expert then attempts to determine the

effect on the share price of general market conditions, as opposed

to company-specific events, using a multiple regression analysis,

a statistical means for explaining the relationship between two or

more variables.  1 David L. Faigman et al., Modern Scientific

Evidence; The Law and Science of Expert Testimony 430 (2012). 

Thus, for any given day, the expert predicts the company's share

price based on the market trends on that particular day.  The

expert then compares this predicted return with the actual return

in the event window in order to determine the probability that an

abnormal return of that magnitude could have occurred by chance. 

2 For additional information about event studies in
litigation, see Sanjai Bhagat & Roberta Romano, Event Studies and
the Law:  Part I: Technique and Corporate Litigation, 4 Am. L. &
Econ. Rev. 141 (2002), and Michael J. Kaufman & John M. Wunderlich,
Regressing:  The Troubling Dispositive Role of Event Studies in
Securities Fraud Litigation, 15 Stan. J. L. Bus. & Fin. 183, 186
(2009).

3 "Stock price," "share price," "market price," "closing
price," and "return" are all used interchangeably throughout this
opinion.
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If this probability is small enough, the expert can reject the

hypothesis that normal market fluctuations, as opposed to company-

specific events, can explain the movement in the share price.

Central to multiple regression analyses are variables, 

which, as the term implies, can have two or more possible values. 

Id.  n.1.  Multiple regression includes a variable to be explained

(the dependent variable) and explanatory (or independent) variables

that have the potential to be associated with changes to the

dependent variable.  Id. at 430. ("[A] multiple regression analysis

might estimate the effect of the number of years of work on salary. 

Salary would be the dependent variable to be explained; years of

experience would be the explanatory variable.").  The third type of 

variable at issue in this case is a dummy variable,  which is also

known as a "binary variable" because it only has two possible

values, such as gender, or, as in this case, the existence or non-

existence of company-specific events.4  By assigning the variable

4 An opinion from the District of New Jersey provides a
succinct example of the use of a dummy variable:

[S]uppose you are investigating [United States]
consumption behavior with time series data for the period
1930 to 1950. You would expect that consumption behavior
would have been significantly different during the years
of World War II than it was before and after the war. To
take this effect into account, you can create an
artificial variable that will take the value 1 during
each of the war years and the value 0 during each of the
other years.

Animal Sci. Prods., Inc. v. China Nat'l Metals & Minerals Imp. &
Exp. Corp., 702 F. Supp. 2d 320, 358 n.44 (D.N.J. 2010).
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a value of zero or one in the mathematical formulae used in the

analysis, the dummy variable becomes mutually exclusive with

respect to any explanatory variables, unable to exist or affect the

outcome simultaneously.  Thus, by using a dummy variable, the

projected various outcomes can reveal which explanatory variables

affect the dependent variable.

D. Dr. Hakala's Event Study

Such is the basic structure of an event study.  In its

motion to exclude Dr. Hakala's testimony, CSFB alleged that his

methodology included techniques that did not meet the standards of

reliability articulated in Daubert.  It challenged four elements of

Dr. Hakala's study.

1. Selection of Event Dates

The first alleged flaw in Dr. Hakala's analysis was his

selection of event dates.  CSFB claimed that Dr. Hakala failed to

conform to event study methodology by selecting his event dates

after running his regression analysis.  As noted previously, the

first step of an event study is identifying the relevant dates that

are the focus of the study.  CSFB argued that Dr. Hakala reversed

the steps in this process, first conducting a regression analysis,

and then, after identifying fifty-seven dates with statistically

significant abnormal returns, using them as the relevant dates for

his event study.

-10-



According to CSFB, this results-driven approach produced

event dates that had "little relationship with the allegations or

facts in this case and ma[de] no sense even under [Dr. Hakala's]

own definition of 'relevance.'"  For instance, Dr. Hakala

attributed some abnormal market increases in AOL stock prices to

the defendants on days when CSFB released no reports about AOL --

often when it was no longer reporting about AOL.  Dr. Hakala also

characterized several of the dates in his study as corrective,

despite the fact that the complaint had labeled them as

inflationary.5  On one event date, the abnormal market return was

negative, yet Dr. Hakala classified the date as inflationary. 

Finally, Dr. Hakala often identified dates as corrective when no

negative information entered the market, and other dates as

inflationary when no positive information entered the market.

2. Overuse of Dummy Variables

CSFB also asserted that Dr. Hakala's use of dummy

variables not only overstated the baseline stability of AOL's stock

prices, but also failed to satisfy the Daubert requirement of

reproducibility.  The goal of a regression analysis is to create a

baseline against which the market return on event dates is

measured.  Through the use of dummy variables, the event dates

5 An inflationary date occurred when misinformation or
omissions inflated AOL's stock price.  A corrective date occurred
when truthful information caused AOL's stock price to return to its
normal levels.
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themselves are excluded from, or "dummied out" of, the regression

analysis to indicate the presence or absence of some event.  This

is designed to prevent the event days themselves from distorting

the baseline.  Dr. Hakala, in addition to dummying out relevant

event dates, dummied out all dates containing material news about

AOL.6  He chose this approach to control for days when AOL's stock

price might have fluctuated due to the release of information that

was, for purposes of this litigation, irrelevant.  He believed that

these material news dates could improperly influence the baseline

regression, and cited other financial economists who endorse this

methodology.  Using this approach, Dr. Hakala dummied out 211 out

of 388 days in the study period -- 54% of the total number of days. 

CSFB argued that Dr. Hakala's approach went too far, creating an

unrealistically stable baseline and thereby ensuring that all

relevant event dates would appear more unusual than they really

were.

CSFB also attacked Dr. Hakala's dummy selection as

arbitrary.  Dr. Hakala performed three event studies relating to

the America Online-Time Warner merger.  Although he used the same

6 The terms "relevant event dates" and "material news dates,"
though similar, are distinct.  Relevant event dates are the fifty-
seven dates that are the focus of Dr. Hakala's event study. 
Material news dates refer to the additional one hundred fifty-four
dates Dr. Hakala dummied out of his event study because they
contained material news.
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criteria to select the material dates each time,7 he dummied out

more material dates in each subsequent study.  CSFB argued that his

selection criteria were so vague that two economists would be apt

to pick vastly different numbers of material dates given the same

instructions.  Thus, CSFB argued, Dr. Hakala's methodology cannot

be replicated.  See Daubert, 509 U.S. at 593 ("Ordinarily, a key

question to be answered in determining whether a theory or

technique is scientific knowledge that will assist the trier of

fact will be whether it can be (and has been) tested.").  The proof

of this flaw, according to the defendants, was the fact that even

Dr. Hakala could not select the same number of material news dates

in three separate event studies.

3. Previously Disclosed Information

In Basic Inc. v. Levinson, 485 U.S. 224 (1988), the

Supreme Court held that a plaintiff in a securities fraud suit need

not prove individual reliance on the defendants' fraudulent

statements when purchasing company stock.  Id. at 247.  Instead,

courts will presume reliance as long as the company's shares trade

in an efficient market, that is, one which incorporates all public

7 Dr. Hakala's criteria came from "the NASDAQ guidelines as
recognized by the SEC."  See Self-Regulatory Organizations; Notice
of Filing of Proposed Rule Change by the National Association of
Securities Dealers, Inc. Relating to Issuer Disclosure of Material
Information, 67 F.R. 51,306 (Jul. 31, 2002).  He also included
"third party news and reports, and analysts' reports to that list
consistent with the academic studies."
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statements about the company -- including the defendants'

fraudulent statements -- into its share price.  Id.  "An investor

who buys or sells stock at the price set by the market does so in

reliance on the integrity of that price."  Id.  Consequently,

investors must also implicitly rely on the integrity of the

information affecting the stock price.  Investors who avail

themselves of the fraud-on-the-market theory recognized in Basic,

however, must be consistent.  If it is assumed that the market

reacts to the fraud, it must also be assumed that it reacts to the

truth.  Accordingly, once a misstatement or corrective disclosure

is publicly known in an efficient market, courts will assume that

the stock price reacts immediately, and any claim that an event

moved the stock price when the event was not actually a new

disclosure will necessarily fail.8

CSFB argued that Dr. Hakala's event study included some

"new disclosures" that were not in fact new to the market.  CSFB

pointed to several instances in Dr. Hakala's event study when he

attributed the rise or fall of AOL's stock price to the disclosure

of "stale" information.  Consequently, CSFB averred, this

information could not form the basis of a proper event date, and

8 A case pending before the Supreme Court has raised the issue
of the continuing viability of the fraud-on-the-market theory.  See
Halliburton Co. v. Erica P. John Fund, Inc., No. 13-317 (U.S.
argued March 5, 2014).
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Dr. Hakala's rejection of the efficient market hypothesis rendered

his study inadmissible.

4. Failure to Control for Confounding Factors

The purpose of an event study, as noted, is to isolate

the impact of an alleged misstatement, omission, or disclosure on

the stock price.  A recurring problem in event studies is the

presence of "confounding factors" -- news stories, statements, or

events that coincide with relevant event dates and that themselves

potentially affect the company's stock price.  CSFB claimed that

Dr. Hakala made no attempt to control for the many confounding news

stories that emerged at the same time as CSFB reports and other

relevant events, and therefore that his event study did not show

that CSFB's statements, as opposed to some other news story, moved

the stock price on any given day.

E. The District Court's Opinion

In January 2012, the district court issued an order

precluding Dr. Hakala's testimony, relying on the four factors

argued in CSFB's motion to preclude.  While it gave specific

examples for each factor, the court explained that these were

illustrative of pervasive problems.

With respect to the event date selection, the district

court determined that 

"[r]ather than study the market's reaction to the
misrepresentations alleged in the complaint, Dr. Hakala
cherry-picked unusually volatile days and made them the
focus of his study.  If the stock price increased
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sharply, he attributed it to the defendants (even if no
CSFB reports were released on that day).  If the stock
price decreased sharply, he called it a corrective
disclosure (even if the news released was positive).  The
Court concludes . . . that, quite simply, Dr. Hakala's
theory does not match the facts.

Bricklayers & Trowel Trades Int'l Pension Fund v. Credit Suisse

First Boston, 853 F. Supp. 2d 181, 188 (D. Mass. 2012) (citations

omitted) (internal quotation marks and alterations omitted),

reconsideration denied, published in 853 F. Supp. 2d 181, 195 (D.

Mass. May 17, 2012).

Next, and with little independent analysis, the district

court followed the reasoning of two other district courts in

concluding that Dr. Hakala's use of dummy variables was also

unreliable.  See In re Northfield Labs., Inc. Sec. Litig., 267

F.R.D. 536, 548 (N.D. Ill. 2010); In re Xcelera.com Sec. Litig.,

No. 00-11649-RWZ, 2008 WL 7084626, at *1 (D. Mass. Apr. 25, 2008). 

In those cases, courts had criticized the high percentage of

dummied-out dates in Dr. Hakala's studies, finding that the

practice artificially stabilized the baseline regression.  Here,

the district court noted that Dr. Hakala had dummied out a higher

percentage of days in this study than in either of those cases.  It

concluded that "[i]f those courts were correct in excluding his

event studies . . . , as this Court believes they were, it follows

a fortiori that his event study should be excluded here." 

Bricklayers, 853 F. Supp. 2d at 189.
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The district court also found that Dr. Hakala's study

"repeatedly ignores the efficient market principle" by attributing

price fluctuations to previously disclosed information.  Id.  The

shareholders' attempt to "presume an efficient market to prove

reliance and an inefficient market to prove loss causation,"

according to the district court, was tantamount to "hav[ing] their

cake and eat[ing] it too."  Id. at 190. 

Finally, the district court rejected Dr. Hakala's attempt

to disaggregate confounding information on the event dates.  It

acknowledged that AOL received near uninterrupted coverage during

the Class Period, making Dr. Hakala's task difficult.  But it

concluded that Dr. Hakala did not use an accepted means for

separating the impact of the relevant event from the impact of

confounding information.  As an example of one method that Dr.

Hakala could have used, the district court discussed intra-day

trading analysis.  This analysis requires tracking the stock price

throughout the day to see whether its daily highs or lows

correspond with the relevant event, or with the release of some

other information.  Dr. Hakala did not do this.  Instead, he

"either attributed a rough proportion of the movement to each

report or blamed it all on the defendants."  Id. at 191.  The

district court considered this approach unreliable and

unscientific.
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The court ultimately concluded that Dr. Hakala's event

study lacked sufficient reliability to be presented to a jury.  It

indicated that "[h]ad Dr. Hakala's event study suffered from only

one of the four methodological defects identified by this Court, or

suffered from those flaws jointly but to a lesser degree, today's

ruling might have been different," id. at 191, but, given the

extent of Dr. Hakala's errors, preclusion was necessary.

The district court awarded summary judgment to CSFB sua

sponte, deciding that Dr. Hakala's event study, "even if it were

admitted," did not raise a triable issue of loss causation.9  Id.

at 191-92.  The district court's reasoning largely restated the

problems that persuaded it to preclude Dr. Hakala's event study.

 After their motion for reconsideration was denied, the

shareholders appealed both the preclusion of Dr. Hakala's event

study and the grant of summary judgment.

II. Analysis

A. Expert Testimony

We review a district court's decision to exclude an

expert witness's testimony for abuse of discretion.  Milward v.

Acuity Specialty Prods. Grp., Inc., 639 F.3d 11, 13 (1st Cir.

2011).  "This standard is not monolithic:  within it, embedded

findings of fact are reviewed for clear error, questions of law are

9 The defendants' original motion for summary judgment had
been denied earlier, subject to being revisited if the court
determined that Dr. Hakala's testimony should be excluded.
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reviewed de novo, and judgment calls are subjected to classic

abuse-of-discretion review."  Ungar v. Palestine Liberation Org.,

599 F.3d 79, 83 (1st Cir. 2010).

Since the Supreme Court's decision in Daubert, trial

judges have acted as gatekeepers of expert testimony, assessing it

for reliability before admitting it.  See Milward, 639 F.3d at 14. 

Expert testimony comes in many different forms, but certain

non-exclusive factors can assist a trial court in its task:  "(1)

whether the theory or technique can be and has been tested; (2)

whether the technique has been subject to peer review and

publication; (3) the technique's known or potential rate of error;

and (4) the level of the theory or technique's acceptance within

the relevant discipline."  United States v. Mooney, 315 F.3d 54, 62

(1st Cir. 2002) (citing Daubert, 509 U.S. at 593-94).  Moreover, an

expert's opinion must be relevant "not only in the sense that all

evidence must be relevant, but also in the incremental sense that

the expert's proposed opinion, if admitted, likely would assist the

trier of fact to understand or determine a fact in issue." 

Ruiz-Troche v. Pepsi Cola of P.R. Bottling Co., 161 F.3d 77, 81

(1st Cir. 1998) (citations omitted).  

As the district court observed, no single factor is

dispositive in determining the admissibility of Dr. Hakala's expert

testimony.  Consequently, we will address the four factors from the
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district court's opinion individually before analyzing the overall

admissibility of Dr. Hakala's testimony

1. Selection of Event Dates

The district court committed no abuse of discretion in

concluding that Dr. Hakala selected event dates based on unreliable

criteria.  Event selection should not be difficult to understand,

yet Dr. Hakala's event study leaves us guessing as to how he chose

the fifty-seven dates included in his study.  He certainly did not

rely on the shareholders' complaint.  Not only did Dr. Hakala

include many dates that bear no relationship to the allegations in

the complaint, in some instances he has turned the complaint on its

head, treating certain events as corrective when the complaint

labeled them inflationary.  This complete disconnect between the

event study and the complaint nullifies the usefulness of Dr.

Hakala's work; from all appearances, the event study is more

concerned simply with identifying abnormal market movement than in

supporting the shareholders' causation allegations.  Thus, we agree

with the district court's negative assessment of Dr. Hakala's

selection of event dates.

On appeal, the shareholders argue that the district court

could only arrive at this conclusion by rejecting Dr. Hakala's

testimony, and that by so doing it interposed itself as a

fact-finder.  It is true that a trial court should not "determine

which of several competing scientific theories has the best
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provenance."  Id. at 85.  If an expert has reached her conclusion

"in a scientifically sound and methodologically reliable fashion,"

id., the differences "should be tested by the adversarial process,"

Milward, 639 F.3d at 15.  Moreover, the court should not rely on

credibility determinations to resolve a disagreement between

experts.  See Seahorse Marine Supplies, Inc. v. P.R. Sun Oil Co.,

295 F.3d 68, 81 (1st Cir. 2002) ("The ultimate credibility

determination and the testimony's accorded weight are in the jury's

province.").

Here, Dr. Hakala stated on several occasions that he

pre-selected relevant event dates without reference to the stock

price, yet the district court specifically found, to the contrary,

that Dr. Hakala had "cherry-picked unusually volatile days and made

them the focus of the study."  Bricklayers, 853 F. Supp. 2d at 188. 

The shareholders claim that the district court impermissibly

discredited Dr. Hakala's testimony on this issue.  This argument

misses the point.  The problem is not whether Dr. Hakala selected

his event dates with reference to AOL's stock price.  The problem

is that the indisputably volatile dates that Dr. Hakala selected

were often unrelated to the shareholders' allegations, and

therefore do not "help the trier of fact to understand the evidence

or to determine a fact in issue."  Fed. R. Evid. 702(a).  The

district court focused on this deficiency, and not on the mechanics

of how Dr. Hakala selected these event dates.  Consequently, we see
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no reason to address whether the district court made an

impermissible credibility determination.

2. Overuse of Dummy Variables

We turn next to the district court's conclusion that Dr.

Hakala overused dummy variables, which, according to the court,

"artificially deflated the baseline volatility of AOL's stock price

during the Class Period."  Bricklayers, 853 F. Supp. 2d at 189. 

While our review of the record lends some support to the district

court's assessment, there are countervailing factors suggesting

that Dr. Hakala's exclusion of various dates during the Class

Period affects only the weight, and not the admissibility, of his

event study.

CSFB argued, and the district court agreed, that "Dr.

Hakala's event study uses a much higher percentage of dummy

variables than is considered acceptable in the financial

econometric community."  Id. at 188.  We think, however, that in

arriving at this conclusion, the court may have given insufficient

weight to the shareholders' proffer.  The shareholders offered

scholarship, see, e.g., Robert B. Thompson, II, et al., The

Influence of Estimation Period News Events on Standardized Market

Model Prediction, 63 Acc. Rev. 448, 466 (1988) ("[T]he distribution

of security returns during periods in which Wall Street Journal

news is released appears to differ systematically from the

distribution of non-release period returns.  This 'news-release'
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effect can be incorporated in models of the returns generating

process by conditioning on news releases."), as well as expert

testimony from Dr. M. Laurentius Marais10 that supported Dr.

Hakala's approach.

CSFB has identified articles that describe event study

methodologies without mentioning the option of controlling for

material news.  See, e.g., A. Craig MacKinlay, Event Studies in

Economics and Finance, 35 J. Econ. Literature 13, 17-19 (describing

various market models for event studies without mentioning a news-

conditioned model, but noting that "[t]he use of other models is

dictated by data availability").  The shareholders, meanwhile,

point to academic event studies that do control for material news

dates using a definition of "material news" narrower than Dr.

Hakala's.  See, e.g., Richard Roll, R2, 43 J. Fin. 541, 558 (1988)

(selecting material news from the Dow-Jones news service and The

Wall Street Journal).

Ultimately, Dr. Hakala's approach may not be inconsistent

with the methodology or goals of a regression analysis.  A

regression analysis seeks to isolate the effect that one variable

has on another.  Dr. Hakala's event study sought to isolate the

effect of the general market conditions on AOL's stock price.  He

believes that "material news dates" have the potential to distort

10 Dr. Marais submitted testimony rebutting Dr. Stulz's
criticism of Dr. Hakala's use of dummy variables.
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this relationship, and therefore excludes them from his analysis. 

Other market economists may disagree with the efficacy of this step

or with the way that he defines materiality, but it is hard to see

how it fails to follow the logic of regression studies.  Indeed,

CSFB's event study excludes certain dates for precisely the same

reason.  Nor do we consider the percentage of dummied-out dates

dispositive of the issue.  The district court was troubled by the

fact that Dr. Hakala excluded 211 of the 388 dates in the study

period.  Bricklayers, 853 F. Supp. 2d at 188.  That fact alone,

however, does not negate the reliability of his study.  The

remaining 177 dates provided enough data to conduct a robust

regression analysis.  As Dr. Marais (the shareholders' expert on

the issue of dummy variables) noted, the important factor is not

"the mechanistic and superficial percent of some universe of

observations" that Dr. Hakala dummied out, but the "valid technical

principles concerning the validity of the exercise."  

The district court noted two previous court opinions that

disapproved of Dr. Hakala's use of dummy variables.  We have held,

however, that "the question of admissibility must be tied to the

facts of a particular case."  Milward, 639 F.3d at 14-15 (citations

omitted) (internal quotation marks omitted).  The importance of

that counsel is manifest here.  Based on the record before us, Dr.

Hakala's event studies in those two cases differed from this one in

at least one key respect:  in the other cases he dummied out dates
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on which "any news" about the company appeared.  Northfield Labs.,

267 F.R.D. at 548; see also Xcelera, 2008 WL 7084626, at *1.  This

is not a frivolous distinction, and the district court in Xcelera

highlighted its importance:  "Although the academic literature

supports the use of dummy variables for events in which significant

company-specific news is released, no peer-reviewed journal

supports the view that dummy variables may be used on all dates on

which any company news appears."  Xcelera, 2008 WL 7084626, at *1. 

No one contends that Dr. Hakala dummied out every day in which AOL

appeared in a news story, yet that was precisely the problem in

Northfield and Xcelera.11  Given that Dr. Hakala employed a

different methodology for this case, Northfield and Xcelera are of

limited value in assessing it.

In Bazemore v. Friday, 478 U.S. 385, 400 (1986) The

Supreme Court observed that, "Normally, failure to include

variables will affect the analysis' probativeness, not its

admissibility."  Thus, while Dr. Hakala's use of dummy variables

may, as defendants contend, have artificially deflated the baseline

volatility of AOL's stock in his regression analysis, it may be a

dispute that should be resolved by the jury.  

11 CSFB argues that Dr. Hakala employed the same "material
news" standard in his event studies in Northfield and Xcelera as he
did here.  That may be true, but it does not address the fact that
the courts in those cases specifically found that Dr. Hakala
excluded any date containing company-specific news.  No such
finding exists in this case.
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CSFB launches one more assault on Dr. Hakala's use of

dummy variables.  It contends that his methodology fails under

Daubert because it cannot be replicated.  Dr. Hakala has performed

three separate event studies related to the AOL merger, and each

time he has dummied out more material news dates than before. 

Consequently, CSFB argues, his selection of material news dates is

arbitrary and could not be replicated by another economist.  We are

not so sure.

Daubert suggests that a key question in determining

whether a particular technique is scientific knowledge that will be

useful to a jury is "whether it can be (and has been) tested." 

Daubert, 509 U.S. at 593.  There, the Court was encouraging trial

courts to limit expert testimony to falsifiable theories, meaning

those "capable of empirical test."  Id. (quoting Carl Hempel,

Philosophy of Natural Science 49 (1966)).  Testing a particular

theory will either reproduce consistent results, thus confirming

the theory, or inconsistent results, thus casting doubt on it.  In

this case, Dr. Hakala has theorized that, given certain

assumptions, AOL's stock experienced abnormal returns on fifty-

seven event dates.  One would test that theory by repeating his

event study under the same conditions that he did.  This would not

be a difficult task, since Dr. Hakala has provided all of the

necessary guidelines to recreate his event study.
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Rather than put Dr. Hakala to the test, CSFB has simply

argued that Dr. Hakala's techniques are unreproducible because of

differences in the number of material news dates that he has

dummied out in successive event studies.  But CSFB here is not

comparing apples to apples.  Only one of the three studies to which

they refer is at issue here.  One of the others was created in

support of class action certification; the other was in connection

with a different lawsuit.  That fact alone could be enough to

neuter CSFB’s argument and leave such matters as fodder for cross-

examination, not exclusion.

Ultimately, both the number of dates Dr. Hakala excluded

from consideration and the methods he employed to select those

dates create close questions.  And while, as noted, appellant's

arguments raise credible questions, we need not resolve this

particular sub-issue because, as the district court concluded, the 

other three bases for excluding Dr. Hakala's testimony are sound.

3. Prior Disclosures

We have described an efficient market for the purpose of

class action securities litigation as "one in which the market

price of the stock fully reflects all publicly available

information."  In re PolyMedica Corp. Sec. Litig., 432 F.3d 1, 14

(1st Cir. 2005).  We have also explained that the relevant inquiry

is whether the market is informationally efficient, id. at 16,

meaning that "all publicly available information is impounded in
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[the] price" rapidly after it is disseminated.  Id. at 14.  The

district court correctly applied this standard to Dr. Hakala's

event study.  Having established that AOL stocks traded in an

efficient market in order to obtain class certification, the

shareholders could not abandon that factual premise when proving

loss causation.  Yet several of the relevant events in Dr. Hakala's

study are based on published references to information previously

disclosed that, under an efficient market theory, would have

already been incorporated into AOL's share price.  The lag between

the original disclosure and the event date ranged from one day to

roughly a month.  The majority of these disclosures occurred at

least a week before the event dates; thus, the event dates occurred

long after an efficient market would have processed the news.

The shareholders respond that the event dates included

new information that was not contained in the original disclosures. 

We conclude, however, that while the disclosures made on the event

dates did not merely parrot previously released information, they

did no more than to provide gloss on public information, and thus

permitted the district court to find that they would not have moved

AOL's share price in an efficient market.  See In re Omnicon Grp.,

597 F.3d at 512 (holding that the "negative characterization of

already-public information" does not constitute a corrective

disclosure of new information).  For instance, Dr. Hakala included

a February 2001 Lehman Brothers report on AOL.  While this report
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downgraded its January 2001 buy or sell recommendation for AOL, it

based this downgrade on information that was known the previous

month.  That Lehman Brothers reconsidered its initial appraisal of

AOL’s business, or lost confidence in AOL from one month to the

next, does not demonstrate corrective information entering the

market.  See id. ("A negative journalistic characterization of

previously disclosed facts does not constitute a corrective

disclosure of anything but the journalists' opinions.").  The

district court did not abuse its discretion in determining that

this recurring problem affected the admissibility of Dr. Hakala's

event study.

4. Confounding Factors

When proving loss causation in a securities fraud suit,

plaintiffs "bear[] the burden of showing that [their] losses were

attributable to the revelation of the fraud and not the myriad

other factors that affect a company's stock price."  In re Williams

Sec. Litig., 558 F.3d 1130, 1137 (10th Cir. 2009); Dura, 544 U.S.

at 343 (holding that a plaintiff does not show loss causation if

the lower share price reflects "not the earlier misrepresentation,

but changed economic circumstances, changed investor expectations,

new industry-specific or firm-specific facts, conditions, or other

events, which taken separately or together account for some or all

of that lower price").  Thus, when conducting an event study, an
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expert must address confounding information that entered the market

on the event date.

This case deals with a highly publicized merger that

captured the attention of the entire financial industry.  There is

no doubt that Dr. Hakala faced a "herculean task" in sorting

through the continuous flow of information about AOL.  Bricklayers,

853 F. Supp. 2d at 190.  We agree with the district court, however,

that Dr. Hakala did not establish any reliable means of addressing

this problem.  Instead, he seemingly made a judgment call as to

confounding information without any methodological underpinning.

In support of Dr. Hakala's treatment of confounding

factors, the shareholders correctly point out that "even a

statistical event study involves subjective elements."  In re Xerox

Corp. Sec. Litig., 746 F. Supp. 2d 402, 412 (D. Conn. 2010)

(citations omitted) (internal quotation marks omitted). 

Nevertheless, a subjective analysis without any methodological

constraints does not satisfy the requirements of Daubert.  As the

district court noted, "[i]t would be just as scientific to submit

to the jurors evidence of defendants' alleged fraud and AOL's stock

fluctuations and let them speculate whether the former caused the

latter."  Bricklayers, 853 F. Supp. 2d at 190; cf. Milward, 639

F.3d at 17-19 (admitting expert testimony based on a subjective

"weight of the evidence" methodology, but identifying the

established steps in this analysis and the factors used in
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analyzing the causal relationship).  Dr. Hakala had tools at his

disposal, such as intra-day trading analysis, to guide his analysis

of confounding information.12

5. Bottom Line

Ultimately, we conclude that the district court did not

abuse its discretion in excluding Dr. Hakala's testimony.  While we

may question its analysis with respect to dummy variables, the

court's treatment of the remaining three issues is more than

sufficient to satisfy our deferential review.  See Ruiz-Troche, 161

F.3d at 83 ("[W]e will reverse a trial court's decision if we

determine that the judge committed a meaningful error in judgment."

(citations omitted) (internal quotation marks omitted)).

Even conceding the aforementioned problems with Dr.

Hakala's event study, however, the shareholders contend that the

event study identified abnormal market movement, on certain key

dates, that did not suffer from any methodological infirmities. 

Therefore, they claim, the district court abused its discretion by

throwing out the good with the bad.  True enough, some reviewing

courts have found abuses of discretion where trial courts rejected

12 Dr. Hakala could also have used content analysis.  See,
e.g., David Tabak, Making Assessments About Materiality Less
Subjective Through the Use of Content Analysis (2007), available at
http://www.nera.com/67_5197.htm; Esther Bruegger & Frederick C.
Dunbar, Estimating Financial Fraud Damages with Response
Coefficients, 35 J. Corp. L. 11, 25 (2009) ("'[C]ontent analysis'
is now part of the tool kit for determining which among a number of
simultaneous news events had effects on the stock price.").

-31-



mostly salvageable expert testimony for narrow flaws.  See City of

Tuscaloosa v. Harcros Chems., Inc., 158 F.3d 548, 563 (11th Cir.

1998) (reversing the exclusion of expert testimony in its entirety

where only "a small portion of [the] data and testimony [was]

fundamentally flawed").  Here, however, we confront the reverse

situation -- pervasive problems with Dr. Hakala's event study that,

allegedly, still leave a few dates unaffected.

The district court was not obligated to prune away all of

the problematic events in order to preserve Dr. Hakala's testimony. 

Out of fifty-seven event dates, the shareholders list five "key

disclosures" that should survive the district court's order.  The

district court did not abuse its discretion in treating the entire

event study as inadmissible given the overwhelming imbalance

between unreliable and reliable dates.  The burden of proof falls

on the party introducing expert testimony.  Moore v. Ashland Chem.

Inc., 151 F.3d 269, 276 (5th Cir. 1998) ("The proponent need not

prove to the judge that the expert's testimony is correct, but she

must prove by a preponderance of the evidence that the testimony is

reliable.").  Requiring judges to sort through all inadmissible

testimony in order to save the remaining portions, however small,

would effectively shift the burden of proof and reward experts who

fill their testimony with as much borderline material as possible. 

We decline to overturn the district court's ruling on this specious

logic.
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We also reject the shareholders' argument that CSFB

ambushed them with new arguments at the Daubert hearing.13  CSFB

presented no new arguments at the Daubert hearing.  Instead, it

made a thorough presentation of the alleged problems of each event

date.  This should not have caught the shareholders off guard.  The

Daubert hearing occurred over three years after CSFB first

challenged Dr. Hakala's expert testimony.  During those three

years, CSFB reiterated its arguments in expert reports,

depositions, and briefings.  It cited numerous examples of specific

dates, but never claimed that those dates constituted the entirety

of Dr. Hakala's flaws.  The shareholders knew how CSFB would attack

Dr. Hakala's event study, and they could have anticipated the scope

of the attack.

B. Summary Judgment

Our review of a grant of summary judgment is de novo,

interpreting the record in the light most favorable to the

nonmoving party.  See Henry v. United Bank, 686 F.3d 50, 54 (1st

Cir. 2012).  "Under [Federal Rule of Civil Procedure 56(a)],

summary judgment is proper if the pleadings, depositions, answers

to interrogatories, and admissions on file, together with the

affidavits, if any, show that there is no genuine issue as to any

material fact and that the moving party is entitled to a judgment

13 The parties argue over which standard of review we should
apply to this issue.  We need not answer that question, as the
outcome is the same under any standard of review.
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as a matter of law."  Celotex Corp. v. Catrett, 477 U.S. 317, 322

(1986) (internal quotation marks omitted).

Although the district court awarded summary judgment to

CSFB "even if [Dr. Hakala's event study] were admitted,"

Bricklayers at 191-92, we need not engage in such counterfactual

analysis, see Peguero-Moronta v. Santiago, 464 F.3d 29, 34 (1st

Cir. 2006) ("We can affirm [the district court] on any basis

available in the record . . . .").  To sustain this suit, the

shareholders needed to show a connection between CSFB's deceptive

practices and the drop in AOL's stock price.  The shareholders

relied solely on Dr. Hakala's event study to satisfy this element. 

Without it, they cannot show a genuine dispute as to this issue. 

The district court did not need to tunnel into Dr. Hakala's event

study for any evidence favorable to the shareholders' claim.  The

district court excluded Dr. Hakala's testimony in its entirety.  We

uphold that ruling.  Thus, there is no evidence to sort through,

and this complete lack of evidence compels a grant of summary

judgment to CSFB.

III. Conclusion

For the foregoing reasons, we affirm the district court's

exclusion of the shareholders' expert testimony and consequently

affirm its award of summary judgment to CSFB.

It is so ordered.
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REED KATHREIN, (Steve W. Berman, on the brief), Hagens3
Berman  Sobol  Shapiro  LLP,  Seattle, Washington,  for4
Plaintiffs‐Appellants.5

6
TIMOTHY  P.  CRUDO  (David  J.  Schindler, Matthew  L.7
Kutcher,  on  the  brief),  Latham  & Watkins  LLP,  Los8
Angeles, California, for Defendants‐Appellees.9

UPON DUE CONSIDERATION, it is hereby ORDERED, ADJUDGED, and10

DECREED that the order of the District Court is AFFIRMED.11

This appeal arises out of the dismissal of a securities class action brought by12

a class of persons (“Plaintiffs” or “Appellants”) who purchased Canadian Solar Inc.13

(“CSI”) common stock between October 13, 2009 and June 1, 2010.  Plaintiffs filed an14

Amended Complaint on April 19, 2012, bringing claims against CSI and CSI officers15

Arthur Chien and Shawn Qu (“Defendants” or “Appellees”) under Section 10(b) of16

the Exchange Act and Rule 10b‐5 promulgated thereunder, as well as Section 20(a)17

of the Exchange Act. 18

On March 29, 2013, the United States District Court for the Southern District19

of  New  York  (Sweet,  J.)  dismissed  the  Plaintiffs’  Amended  Complaint  with20

prejudice.  Plaintiffs timely appealed.  We assume the parties’ familiarity with the21

underlying facts and procedural history of the case, and with the issues on appeal.22
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*     *     *1

We review “de novo a District Court’s dismissal for failure to state a claim,2

assuming all well‐pleaded, nonconclusory factual allegations in the complaint to be3

true.”  Pacific Inv. Management Co. LLC v. Mayer Brown LLP, 603 F.3d 144, 150 (2d Cir.4

2010) (internal citation omitted).  To survive a motion to dismiss, the Plaintiffs must5

meet the rigorous pleading requirements of both Federal Rule of Civil Procedure6

9(b) and the Private Securities Litigation Reform Act of 1995 (“PSLRA”).  See Tellabs,7

Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 313 (2007).  To state a claim under8

Section 10(b), the Plaintiffs must allege (1) a material misrepresentation; (2) scienter;9

(3) a connection with the purchase or sale of a security; (4) reliance; (5) economic10

loss; and (6) loss causation.  See Dura Pharms., Inc. v. Broudo, 544 U.S. 336, 341‐4211

(2005).  The district court dismissed the Plaintiffs’ Amended Complaint for three12

independent  reasons,  holding  that  the  Plaintiffs  failed  to  allege  adequately  a13

material false statement, scienter, and loss causation.  Addressing only the material14

misrepresentation and scienter requirements, we affirm substantially for the reasons15

stated in the district court’s careful and clear Opinion dated March 28, 2013. 16

Material Misrepresentation17

Plaintiffs’ Amended Complaint alleges that CSI’s various statements about its18

3



3Q2009  performance  were  materially  false  because  they  reflected  improperly1

recognized  revenue  from  the  “sham”  Sun  Valley  transaction.    The  Amended2

Complaint’s factual allegations are based on (1) allegations from a complaint in a3

separate Sun Valley case, and (2) allegations from three confidential witnesses (listed4

as CW1‐CW4 in the Amended Complaint, with CW3 and CW4 now identified as a5

single individual). 6

Assuming  arguendo  that  Plaintiffs  adequately  pled  that  CSI  made7

misstatements regarding its 3Q2009 financial performance, the misstatements based8

on improperly recognized revenue from the Sun Valley were not material.1  To state9

a claim, Plaintiffs must plead particularized facts demonstrating that the Sun Valley10

sale  was  material  in  light  of  CSI’s  overall  financial  picture.    Decker  v.11

Massey‐Ferguson,  Ltd.,  681  F.2d  111,  116  (2d  Cir.  1982)  (affirming  dismissal  of12

complaint in part because “complaint contains no factual allegations to demonstrate13

1 Plaintiffs’ allegations regarding additional unidentified transactions fail to

turn the allegedly improperly recognized revenue from the Sun Valley transaction

into a material amount.   Plaintiffs only speculate that there were “possibly” other

“sham” sales with unnamed customers.  Plaintiffs do not allege the most basic facts

about these transactions including the customer names, the dates, or the amount of

the transactions.  Therefore when considering whether CSI’s alleged misstatements

were material we can consider only the amount allegedly recognized from the Sun

Valley transaction.

4



the materiality of the alleged overvaluation in light of these overall figures”).   A fact1

“is material if there is a substantial likelihood that a reasonable shareholder would2

consider it important in deciding how to [act].”  Basic Inc. v. Levinson, 485 U.S. 224,3

231  (1988).    To  determine  materiality,  courts  consider  both  quantitative  and4

qualitative factors, and although there is no bright‐line numerical test, this Court has5

looked  to  the SEC’s presumption  that “a numerical  threshold, such as 5%, may6

provide the basis for a preliminary assumption that . . . a deviation of less than the7

specified percentage with respect to a particular item on the registrantʹs financial8

statements is unlikely to be material.”  SEC Staff Accounting Bulletin No. 99, 64 Fed.9

Reg. at 45,151; ECA & Local 134 IBEW Joint Pension Trust of Chi. v. JP Morgan Chase10

Co., 553 F.3d 187, 204 (2d Cir. 2009).   11

A review of both quantitative and qualitative factors shows that the alleged12

misrepresentations in CSI’s 3Q2009 financial statements, supposedly flawed for their13

incorporation of improperly recognized revenue from the Sun Valley transaction,14

were  immaterial  as  a matter of  law.   The  Sun Valley  transaction  caused CSI  to15

allegedly over‐report $5,764,430 in revenue for 3Q2009.  This represented only 2.7%16

of CSI’s total 3Q2009 revenue and just 0.9% of CSI’s total 2009 revenue.  Because this17

revenue was only a small portion of CSI’s total operations, there is not a “substantial18

5



likelihood”  considering  the  amount  of  this misstatement,  it  “would have  been1

viewed by the reasonable investor as having significantly altered the total mix of2

information made available.”  Hutchison v. Deutsche Bank Secs. Inc., 647 F.3d 479, 4853

(2d Cir. 2011) (citations omitted).4

The qualitative factors argued by Plaintiffs do not change this conclusion.  5

First, Plaintiffs argue that the percentage of revenue should be analyzed in relation6

to  the “America” region.   Yet,  the “America” region accounted  for only a small7

portion (5.9% during FY 2009) of CSI’s overall revenue, and Plaintiffs have failed to8

plead any reason why a reasonable investor would consider revenue from this one9

region  standing  alone material when making  an  investment decision.   Second,10

Plaintiffs’ implication that the misrepresentation enabled CSI to hide a downward11

trend is factually incorrect.  CSI reported a downward trend in its revenue of 15.57%12

between  3Q2008  and  3Q2009.   Accordingly,  if  the  Sun Valley  transaction was13

improperly  recorded  in  CSI’s  3Q2009  revenue,  its  inclusion  did  not  mask  a14

downward trend in CSI’s revenue but merely diminished the downward trend by15

a marginal amount.   Third,  the  fact  that  the alleged misrepresentation occurred16

weeks before CSI’s stock offering is not relevant.  The timing of the stock offering17

does not change the fact that the Sun Valley sale represented only a small fraction18

6



of CSI’s quarterly and yearly revenue.  Plaintiffs have not pled any facts to show that1

an investor purchasing stock from the follow‐on stock offering as compared to the2

open market would find the revenue from this small sale to be material.2 3

The Plaintiffs also allege that CSI’s statements about its 4Q2009 performance4

were materially false because they incorporated revenue from improperly recorded5

sham  transactions.   Although  the  Plaintiffs  have  identified  amounts  that  they6

contend were improperly included in revenues, the Plaintiffs have not explained7

why  the  statements  pertaining  to  CSI’s  4Q2009  financial  performance  were8

fraudulent as Federal Rule of Civil Procedure 9(b) and the PSLRA require.  While9

the  Plaintiffs  allege  that  the  statements  were  fraudulent  because  they  were10

predicated on “sham transactions,” the Plaintiffs do not state with particularity any11

facts  about  these  transactions  to  support  a  conclusion  that  they  were  sham12

transactions.  Instead, the Plaintiffs point to CSI’s August restatement to argue that13

the $21 million reduction in 4Q2009 revenue must have resulted from sham sales. 14

The Plaintiffs also allege that the 4Q2009 statements were fraudulent because CSI15

recorded  a  $18 million  reserve  to  account  for  the  possibility  that  a  “German16

2Because the misstatements regarding 3Q2009 are immaterial, so too is the defendant’s
alleged failure to disclose CSI’s departure from internal controls in generating the 3Q2009 financial
statements. 
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customer” and an “Italian subsidiary of a U.S. customer” might not make certain1

payments due  to CSI.   These allegations are wholly  conclusory with  respect  to2

alleging  fraud because  they do not  specify any particulars of  the alleged  sham3

transaction or why an individual transaction was a sham transaction.  Accordingly,4

the Plaintiffs allegations are insufficient to satisfy the particularity requirements of5

Rule 9(b) and the PSLRA.   ATSI v. Commc’ns Inc. v. Shaar Fund, Ltd., 493 F.3d 87, 1066

(2d Cir. 2007).3 7

Scienter8

To maintain a Section 10(b) claim, Plaintiffs must allege “with particularity”9

facts giving rise to a “strong inference that the defendant acted with the required10

state of mind,” 15 U.S.C. § 78u‐4(b)(2)(A), which is an “intent to deceive, manipulate,11

or defraud.”  Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 n.12 (1976).  This inference12

of scienter “must be more than merely plausible or reasonable – it must be cogent13

and at  least as  compelling as any opposing  inference of nonfraudulent  intent.” 14

Tellabs Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 314 (2007).  To satisfy this15

pleading  standard  a  complaint must  allege  particularized  facts  that  either  (1)16

3For the same reason, the Plaintiffs have failed to allege that the Defendants fraudulently
misrepresented CSI’s compliance with its internal controls in generating the 4Q2009 financial
statements.
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demonstrate “defendants had both motive and opportunity to commit fraud,” or (2)1

“constitute  strong  circumstantial  evidence  of  conscious  misbehavior  or2

recklessness.”  Kalnit v. Eichler, 264 F.3d 131, 138‐39 (2d Cir. 2001). 3

Plaintiffs argue that they properly alleged motive because CSI had short term4

loans coming due and had no available means to pay down those loans other than5

by    issuing more  stock.   Moreover,  Plaintiffs  allege  that Qu,  CSI’s  CEO, was6

motivated  to price  the offering as high as possible  to avoid economic   dilution. 7

These  allegations  fail  sufficiently  to  allege  a  concrete  and  personal  benefit  to8

establish  scienter.     As we have held, a desire  to  raise  capital  to  repay  loans  is9

insufficient  to  establish motive  because  it  is  a  goal  “possessed  by  virtually  all10

corporate insiders.”  South Cherry St., LLC v. Hennessee Group LLC, 573 F.3d 98, 10911

(2d Cir. 2009).   As an application of  this general  rule, a motive “to prevent  the12

negative ramifications of a resultant drop of. . .a stock price. . .is far too generalized13

(and generalizable) to allege the proper ‘concrete and personal’ benefit required”14

even if “such a drop would allegedly threaten the ‘survival’ of a company.”  In re15

PXRE Group, Ltd. Secs. Litig., 600 F. Supp. 2d 510, 532 (S.D.N.Y. 2009) (citing Kalnit,16

264 F.3d at 142).  Because the pressure to increase stock price to avoid bankruptcy17

is insufficient to allege motive, the pressure to increase stock price to improve a18

9



follow‐on stock offering is also not sufficient.   Here, Plaintiffs do not allege that1

absent reporting the Sun Valley revenue CSI would have been unable to complete2

the stock offering or that the possible drop in stock price would deflate the stock3

offering such that CSI would have been unable to raise enough funds to pay down4

its  short  term  debt.    The  Plaintiffs’  only  remaining  argument  is  that Qu was5

motivated to  inflate CSI’s stock price  in order to avoid economic dilution.   This6

argument is unavailing because the general motivation to act in one’s own economic7

self interest is insufficient to allege motive.  See Kalnit, 264 F.3d at 139‐40; Ganino v.8

Citizens Utilities Co., 228 F.3d 154, 170 (2d Cir. 2000).49

Plaintiffs have also failed to allege scienter under a conscious misbehavior or10

recklessness theory.   Where, as here, a complaint fails to allege motive, “the strength11

of the circumstantial allegations [of conscious  misbehavior or recklessness] must be12

correspondingly greater.”  ECA, Local 134 IBEW Joint Pension Trust of Chicago v. JP13

Morgan Chase Co., 553 F.3d 187, 198–99  (2d Cir. 2009)  (internal quotation marks14

4The Plaintiffs do allege that Qu was motivated to inflate CSI’s stock price before the
secondary offering in order to ensure that CSI could repay a loan he made to CSI.  However the
outstanding loan at issue was for only $93,641.  Absent additional allegations of motive, which are
not present in this case, this amount is insufficient to plead an individualized motive.  See, e.g.,
Rothman v. Gregor, 220 F.3d 81, 94 (2d Cir. 2000); San Leandro Emergency Med. Grp. Profit
Sharing Plan v. Phillip Morris Co. Inc., 75 F.3d 801, 813-14 (2d Cir. 1996).
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omitted).   We affirm the district court’s holding that Plaintiffs have failed to plead1

conscious misbehavior or recklessness for substantially the reasons outlined in its2

March 28, 2013 opinion. 3

We have reviewed Appellants’ remaining arguments and find them to be4

without merit.   For  the  foregoing reasons,  the  judgment of  the District Court  is5

AFFIRMED.6

FOR THE COURT:7

Catherine O’Hagan Wolfe, Clerk8

9

10
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OPINION OF THE COURT 

______________ 

 

GREENBERG, Circuit Judge. 

 

I.  INTRODUCTION 

 

 Between 2008 and 2011, Viacom Inc. paid three of its 

senior executives—Board chairman Sumner Redstone, President 

and CEO Philippe Dauman, and COO Thomas Dooley—more 

than $100 million in bonus or incentive compensation.  

Although the compensation exceeding $1 million paid by a 

corporation to senior executives is not typically a deductible 

business expense under federal tax law, a corporate taxpayer 

may deduct an executive’s otherwise nondeductible 

compensation over $1 million if an independent committee of 

the corporation’s board of directors approves the compensation 
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on the basis of objective performance standards and the 

compensation is “approved by a majority of the vote in a 

separate shareholder vote” before the compensation is paid.  In 

2007, a majority of Viacom’s voting shareholders approved such 

a plan with the intent to render the excess compensation paid by 

Viacom tax deductible (the “2007 Plan”).  One shareholder, 

appellant Robert Freedman, now claims that Viacom’s Board of 

Directors (the “Board”) failed to comply with the terms of the 

2007 Plan.  Freedman contends that, instead of using 

quantitative performance measures, the Board partially based its 

bonus awards on qualitative, subjective factors, thus destroying 

the basis for their tax deductibility.  Freedman alleges that this 

misconduct caused the Board to award its executives more than 

$36 million of excess compensation.  Freedman sued Viacom 

and all eleven members of its Board derivatively on behalf of 

Viacom for not complying with the 2007 Plan, and directly for 

allowing an allegedly invalid shareholder vote reauthorizing the 

2007 Plan in 2012.  On defendants’ motion, the District Court 

dismissed both claims by order entered on July 16, 2013.  See 

Freedman v. Redstone, Civ. No. 12-1052-SLR, 2013 WL 

3753426 (D. Del. July 16, 2013).  Freedman has appealed from 

that order but we will affirm.   

 

 At the outset we summarize the issues involved in this 

case and set forth our conclusions.  In a requirement familiar to 

corporate litigators, before bringing a derivative suit on behalf 

of a corporation a plaintiff must demand that the corporation’s 

board of directors bring the suit itself.  If the plaintiff does not 

make such a demand, the suit may proceed only if the plaintiff 

shows why a demand would have been futile, either because the 

board was interested in the challenged transaction or because the 
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board acted outside the protection of the business judgment rule 

in dealing with the matter in issue.  As Freedman did not make a 

pre-suit demand or present sufficient allegations explaining why 

a demand would have been futile, the District Court correctly 

dismissed his derivative claim.   

 

Freedman on his direct claim contends that, as a 

condition for allowing certain executive compensation in excess 

of $1 million to be tax deductible, federal tax law requires that 

the compensation be awarded pursuant to a plan approved in a 

vote of all the shareholders, even those otherwise without voting 

rights, thus preempting to this limited extent Delaware law 

authorizing corporations to issue non-voting shares as Viacom 

has done.  Because we find that federal tax law does not confer 

voting rights on shareholders not otherwise authorized to vote or 

affect long-settled Delaware corporation law which permits 

corporations to issue shares without voting rights, we conclude 

that Freedman has failed to state a direct claim on which relief 

may be granted.   

 

 

II. BACKGROUND 

 

 Viacom is a publicly traded entertainment corporation, 

incorporated in Delaware, with its principal place of business in 

New York, New York.  Viacom’s Board of Directors has eleven 

members, all of whom are defendants in this case.  During the 

2011 fiscal year, Viacom earned more than $2 billion, and 

returned a substantial portion of those profits to its stockholders 

through cash dividends and stock buyback programs.     
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 As we have indicated, Freedman’s allegations center on 

the award of millions of dollars of incentive compensation to 

three Viacom executives.  We reiterate that typically executive 

compensation exceeding $1 million is not tax deductible, but 

that 26 U.S.C. § 162(m) provides an exception to the rule of 

nondeductibility where the corporation pays the compensation as 

a reward for performance measured by established, objective 

criteria and an independent compensation committee of the 

corporation’s directors administers the compensation plan.  26 

U.S.C. § 162(m)(4)(C)(i); 26 C.F.R. § 1.162-27(e)(2)(i).  In 

order for compensation paid pursuant to the exception to qualify 

for the favorable tax treatment, the taxpayer must disclose to its 

shareholders its plan to award such compensation and the plan 

must be “approved by a majority of the vote in a separate 

shareholder vote.”  26 U.S.C. § 162(m)(4)(C)(ii).   

 

 On May 30, 2007, Viacom’s shareholders approved this 

type of plan—the Senior Executive Short-Term Incentive Plan.  

The 2007 Plan capped the awards, limiting each executive’s 

eligibility for awards to the lesser of either eight times his salary 

or $51.2 million per year.  As these bonuses vastly exceeded § 

162(m)’s $1 million threshold, to ensure that the awards were 

tax deductible the 2007 Plan included provisions tying bonus 

awards to the achievement of specific, objective goals relating to 

Viacom’s financial performance.  The plan directed the 

Compensation Committee of Viacom’s Board to establish a 

performance period, designate which executives would 

participate, select which performance goals to use from a list 

included in the 2007 Plan, and set a performance target within 

each goal.  At the end of the performance period, the Committee 

was to certify “whether the performance targets have been 
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achieved in the manner required by Section 162(m).”  A. 63.  If 

the targets were satisfied, then the executives earned the award, 

although the Committee could, “in its sole discretion, reduce the 

amount of any Award to reflect” its assessment of a particular 

executive’s “individual performance or for any other reason.”  

A. 63-64.   

 

 The Committee selected several performance measures 

from the 2007 Plan and then set a range of performance goals 

for each measure.  Each executive was eligible to receive a 

bonus of different amounts, depending on where on the range 

Viacom’s performance ultimately fell.  Each executive was 

assigned a “target” bonus and, depending on Viacom’s actual 

performance, an executive’s bonus could be anywhere from 

25% to 200% of the target.  Because the Committee selected 

more than one performance measure, the Committee weighted 

each measure and then combined the weighted percentage with 

Viacom’s performance to calculate each executive’s award.   

 According to Freedman, the Committee failed to comply 

with the foregoing procedure.  He contends that, in addition to 

the objective performance measures drawn from the 2007 Plan, 

“the Committee also used subjective, non-financial qualitative 

factors to determine approximately 20% of the bonus awarded to 

each Officer,” and “wrongfully arrogated to itself the positive 

discretion to provide additional compensation based on the 

accomplishments of each executive in a particular year.”  A. 41-

42.  The Committee allegedly used “positive discretion” to 

increase the executives’ bonuses, resulting in an “excess” award 

of $36,645,750.  A. 42-47.   
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 The complaint quantifies the difference between the 

“earned” bonus and the actual bonus for each executive in each 

of the three years at issue (2008, 2009, and 2010).  For example, 

in 2008 the Committee set Dauman’s “target bonus” at $9.5 

million (significantly less than the maximum bonus awards 

authorized by the 2007 Plan).  The Committee selected two 

performance goals: Operating Income, weighted at 34%, and 

Free Cash Flow, weighted at 29%.  It also assigned 20% weight 

to qualitative factors.   

The Committee then used these weighted factors—all of which 

were satisfied—to reduce Dauman’s actual bonus to $7,885,000 

(83% of the target).  Freedman argues that the 20% of the 

ultimate award attributable to qualitative factors was improper, 

and thus Dauman received $1.9 million in excess compensation. 

 A. 42-43.  Freedman characterizes this metric as a violation of 

both the 2007 Plan and 26 U.S.C. § 162(m), and calculates the 

total amount of excess compensation awarded to the three 

executives to be $36 million.   

 Treasury Regulations require corporations to obtain 

stockholder approval of executive compensation plans every 

five years, 26 C.F.R. § 1.162-27(e)(4)(vi), and Viacom thus 

sought stockholder approval of its compensation plan in 2012 

(the “2012 Plan”).  Viacom’s certificate of incorporation 

established two classes of stock: Class A shares, which have one 

vote per share, and Class B shares, which are not “entitled to any 

votes upon any questions presented” to Viacom’s stockholders.  

A. 156 (Certificate of Incorporation).  Because Redstone owns 

79.5% of Class A shares and obviously favored adoption of the 

plan, Freedman reasonably contends that the passage of the 2012 
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Plan was guaranteed “no matter what the other stockholders 

wanted.”
1
  A. 50.  On March 8, 2012, the Class A shareholders 

voted to approve the 2012 Plan.   

 On August 17, 2012, in response to the adoption and 

implementation of the plan, Freedman filed a complaint in the 

District of Delaware against all eleven Board members and 

Viacom, asserting both a derivative and a direct claim.  The 

derivative claim alleged that the Board wrongfully authorized 

the payment of excessive compensation.  Freedman contended 

that this authorization was an act of disloyalty and waste, and 

unjustly enriched the recipients of the compensation.  Therefore, 

in Freedman’s view, the authorization was not the product of a 

valid exercise of business judgment.  The direct claim asserted 

that the shareholder vote on the 2012 Plan violated 26 U.S.C. § 

162(m) because Class B shareholders could not participate in the 

vote.  Freedman reads § 162(m) as requiring that all 

shareholders be eligible to vote on plans to award tax-deductible 

compensation, thus, to that limited extent, preempting Delaware 

law which permits corporations to issue non-voting shares.  

Under this reading, Viacom, by excluding Class B shareholders 

                                                 
1
 Redstone also owns a large block of Class B shares but that 

point is immaterial. 
2
 Freedman contends that the District Court also had federal 

question and supplemental jurisdiction, see 28 U.S.C. §§ 1331, 

1340, and 1367, but we need not address this possibility. 
3
 The five independent directors are current and former members 

of the Compensation Committee.  The five directors who are not 

independent include the three executives receiving the 

compensation at issue (Redstone, Dauman, and Dooley), as well 
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from the shareholder vote, did not satisfy federal law insofar as 

the vote was intended to render the excess compensation tax 

deductible.  Freedman sought more than $36 million in 

damages, injunctive relief preventing enforcement of the 2012 

Plan, and a new vote—that would include Class B 

shareholders—to approve or reject the 2012 Plan.     

 Defendants moved to dismiss the complaint under 

Federal Rule of Civil Procedure 23.1 because Freedman had not 

made a pre-suit demand on the Board, and under Rule 12(b)(6) 

because his complaint failed to state a valid claim.  On July 16, 

2013, the District Court granted defendants’ motion to dismiss.  

Freedman, 2013 WL 3753426, at *11.  The Court concluded that 

Freedman had failed to show that pre-suit demand on Viacom 

would have been futile, and had not sufficiently alleged facts 

that created a reasonable doubt that the Board took its 

challenged actions after its valid exercise of business judgment. 

 Therefore, the Court dismissed the derivative claim.  In 

dismissing Freedman’s direct claim, the Court rejected 

Freedman’s argument that 26 U.S.C. § 162(m) preempted 

Delaware corporation law with respect to shareholder approval 

of the compensation plan.  Freedman has appealed from both 

aspects of the July 16, 2013 order.   

 

III.  JURISDICTION AND STANDARD OF REVIEW 

    The District Court had diversity of citizenship 

jurisdiction over Freedman’s state law claims under 18 U.S.C. § 
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1332(a)(1), and we have jurisdiction under 28 U.S.C. § 1291.
2
  

We review a district court’s ruling on demand futility for abuse 

of discretion.  Kanter v. Barella, 489 F.3d 170, 175 (3d Cir. 

2007).  But to the extent that a party challenges the legal 

precepts employed by a district court, we apply plenary review.  

Blasband v. Rales, 971 F.2d 1034, 1040 (3d Cir. 1992).  We also 

apply plenary review to the District Court’s dismissal of 

Freedman’s complaint under Federal Rule of Civil Procedure 

12(b)(6).  See Jones v. ABN Amro Mortg. Grp., Inc., 606 F.3d 

119, 123 (3d Cir. 2010).  We accept all of Freedman’s factual 

allegations in the complaint as true and construe the complaint 

in the light most favorable to him.  Id.  In making our 

determination, we may consider “‘an indisputably authentic 

document that a defendant attaches as an exhibit to a motion to 

dismiss if the plaintiff’s claims are based on the document.’”  

Steinhard Grp. Inc. v. Citicorp., 126 F.3d 144, 145 (3d Cir. 

1997) (quoting Pension Benefit Guar. Corp. v. White Consol. 

Indus., Inc., 998 F.2d 1192, 1196 (3d Cir. 1993)); see also In re 

Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 1426 (3d 

Cir. 1997) (explaining that courts may rely on documents 

extrinsic to the complaint on which the complaint is based).  

Like the District Court, we therefore consider the 2007 Plan, 

Viacom’s 2012 proxy statement, and Viacom’s certificate of 

incorporation.   

 

                                                 
2
 Freedman contends that the District Court also had federal 

question and supplemental jurisdiction, see 28 U.S.C. §§ 1331, 

1340, and 1367, but we need not address this possibility. 
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IV. DISCUSSION 

We reiterate that Freedman’s complaint alleged both a 

derivative and a direct claim and we agree with the District 

Court’s order dismissing both claims.  First, the derivative claim 

fails because Freedman did not meet the requirements to excuse 

him from making a demand on the Board to bring the action on 

the theory that it would have been futile to make the demand.  In 

this regard, Freedman did not comply with Rule 23.1, which 

requires plaintiffs to plead with particularity their efforts to 

obtain the desired action from the directors or the reasons for 

not obtaining the action or making the effort to obtain that 

action.  Inasmuch as the complaint did not set forth any such 

facts, the requirement that Freedman make a demand was not 

excused.  Second, the Court properly dismissed the direct claim 

under Rule 12(b)(6) because the claim failed to state a cause of 

action.   

A. Freedman’s Derivative Claim  

 As we have indicated, before bringing a derivative suit, a 

shareholder must make a pre-suit demand on the company’s 

board of directors to give the board an opportunity to bring the 

suit on behalf of the corporation.  In re Merck & Co., Sec., 

Derivative & ERISA Litig., 493 F.3d 393, 399 (3d Cir. 2007); 

see also Fed. R. Civ. P. 23.1(b)(3) (requiring derivative 

complaints to “state with particularity” any attempted demand or 

the reasons for not making the demand, i.e. why a demand 

would have been futile); Del. Ch. Ct. R. 23.1 (same).  Although 

Federal Rule of Civil Procedure 23.1 provides the procedural 

vehicle for addressing the adequacy of a derivative plaintiff’s 
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pleadings, “[t]he substantive requirements of demand are a 

matter of state law.”  Blasband, 971 F.2d at 1047-48.  The 

decision whether to bring a lawsuit is “a decision concerning the 

management of the corporation and consequently is the 

responsibility of the directors.”  Id. at 1048 (citing Levine v. 

Smith, 591 A.2d 194, 200 (Del. 1991)).  Because a derivative 

suit potentially could intrude into the sphere of managerial 

control, the demand requirement balances the interest of 

shareholders in pursuing valid claims against the interests of the 

board in managing the corporation.  Id.   

 But a court may excuse a plaintiff from satisfying the pre-

suit demand requirement if the demand would have been futile 

because the board could not make an independent decision on 

the question of whether to bring the suit.  In general, “directors 

are entitled to a presumption that they were faithful to their 

fiduciary duties,” and the putative plaintiff bears the burden of 

overcoming this presumption.  Beam ex. rel. Martha Stewart 

Living Omnimedia, Inc. v. Stewart, 845 A.2d 1040, 1048-49 

(Del. 2004) (emphasis omitted); see also Levine, 591 A.2d at 

205-06.  To meet that burden under Delaware law, a complaint 

must include particularized facts creating reasonable doubt 

either that (1) “the directors are disinterested and independent,” 

or that (2) “the challenged transaction was otherwise the product 

of a valid exercise of business judgment.”  Aronson v. Lewis, 

473 A.2d 805, 814 (Del. 1984).  “[I]f either prong is satisfied, 

demand is excused.”  Brehm v. Eisner, 746 A.2d 244, 256 (Del. 

2000).      

 1. Interest and Independence of Viacom’s Board  
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 As we set forth at the outset, Viacom’s Board of 

Directors has eleven members, and all are defendants and 

appellees in this case.  The parties agree that five of the directors 

are independent, and that five are not.
3
  Accordingly, to the 

extent that the case turns on the independence of the Viacom 

Board of Directors, the critical question is whether the eleventh 

director, Alan Greenberg, was independent.  Viacom classified 

Greenberg as an independent director under its Corporate 

Governance Guidelines and the NASDAQ listing standards.  

However, the complaint alleges that Greenberg is not 

independent because he “is a long-time close personal friend and 

an adviser to Sumner Redstone.”  A. 48 (Complaint ¶ 49).  

Freedman supports this allegation by citing In re Viacom Inc. 

Shareholder Derivative Litigation, No. 602527/05, 2006 N.Y. 

Misc. LEXIS 2891, at *10-12 (Sup. Ct. June 26, 2006) (In re: 

Viacom), in which a New York judge determined that the 

plaintiffs’ complaint contained allegations sufficient to create a 

reasonable doubt that Greenberg was interested in the 

transaction at issue.
4
  Freedman argues that this 2006 New York 

                                                 
3
 The five independent directors are current and former members 

of the Compensation Committee.  The five directors who are not 

independent include the three executives receiving the 

compensation at issue (Redstone, Dauman, and Dooley), as well 

as Redstone’s daughter, Shari Redstone, and George Abrams.  

We do not focus on the distinction between the Board as a 

whole and the Compensation Committee as Freedman does not 

contend that either body usurped a function of the other.   

 
4
 In re: Viacom has a subsequent case history but we need not 

discuss it as it is not material to our result.  See In re: Viacom, 
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Supreme Court case conclusively decided that Greenberg is not 

independent, and that appellees thus are precluded from 

relitigating his independence under the doctrine of collateral 

estoppel.   

 Collateral estoppel bars relitigation where “the identical 

issue necessarily [was] decided in the prior action and [is] 

decisive of the present action,” and “the party to be precluded 

from relitigating the issue . . . had a full and fair opportunity to 

contest the prior determination.”  Kaufman v. Eli Lilly & Co., 

482 N.E.2d 63, 67 (N.Y. 1985).
5
  The party, in this case 

Freedman, asserting that another party is collaterally estopped 

on a particular point has the burden of demonstrating that the 

issue on which he contends that other party is estopped was 

raised in the prior proceeding and was identical to the issue in 

the present proceeding.
6
  Howard v. Stature Elec., Inc., 986 

                                                                                                             

No. M-6074, 2006 N.Y. App. Div. LEXIS 14718 (N.Y. App. 

Div. Nov. 30, 2006). 

 
5
 The law of the state of the issuing court—here, New York 

law—determines the preclusive effects of a judgment.  

Paramount Aviation Corp. v. Agusta, 178 F.3d 132, 145 (3d Cir. 

1999).     

 
6
 Freedman attempts to shift the burden on the issue to 

appellees.  He incorrectly claims that a prior determination “is 

preclusive in the second case, unless there is an affirmative 

showing of changed circumstances.”  Appellant’s br. at 13.  The 

New York Court of Appeals, in assessing whether a prior 

determination that directors were independent precluded 
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N.E.2d 911, 914 (N.Y. 2013).  In demand futility cases, a prior 

ruling on a director’s independence does not necessarily apply in 

a future proceeding addressing the same topic.
7
  See Bansbach 

v. Zinn, 801 N.E.2d 395, 402 (N.Y. 2003) (explaining that prior 

ruling on directors’ independence in demand futility context did 

not apply “for all time and in all circumstances”).  A 

determination of a director’s independence thus is concerned 

with a possibly fluid relationship and, accordingly, differs from 

the determination of a fixed historical fact in the first litigation 

such as a determination of which automobile went through a red 

light in an automobile accident case. 

 We find that Freedman has failed to carry his burden to 

show that the issue here is identical with the issue that the New 

York Supreme Court decided in In re: Viacom.  In re: Viacom 

                                                                                                             

plaintiffs from claiming they were not independent, placed the 

burden on the party asserting that collateral estoppel was 

applicable to show the identity of the issues in the successive 

litigation and did not automatically assume that the result in the 

prior case was preclusive in the latter case.  Bansbach v. Zinn, 

801 N.E.2d 395, 402 (N.Y. 2003).  We thus will decline 

Freedman’s invitation to overturn the long-settled principle that 

the party asserting collateral estoppel must show the identity of 

issues in order to invoke it.  See, e.g., Kaufman, 482 N.E.2d at 

67 (“The party seeking the benefit of collateral estoppel has the 

burden of demonstrating the identity of the issues….”).   
 
7
 In his brief, Freedman indicates that “[t]he sole basis for 

Greenberg’s alleged lack of independence is issue preclusion.”  

Appellant’s br. at 21. 
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was a derivative action that various shareholders brought in 

2006 against Viacom’s Board of Directors.  The plaintiffs in that 

case alleged that the Board breached its fiduciary duty by 

approving excessive compensation packages—totaling more 

than $159 million in one year—to three Viacom executives, 

including Redstone.  2006 N.Y. Misc. LEXIS 2891, at *2, *6-7. 

 Greenberg was one of the Board members approving the 

compensation.  The complaint alleged that Greenberg had a 

“long-standing close business and personal relationship with 

Redstone,” id. at *10 (internal quotation marks omitted), and, as 

Redstone’s personal investment banker, that Greenberg directly 

advised him on two large acquisitions in 1993 and 1994 and on 

the unwinding of one acquisition in 2004.  Id. at *11.  Based on 

these facts—that Greenberg had “advised Redstone in his 

personal affairs in two large acquisitions, provided services and 

continues to provide services to Viacom”—the court concluded 

that plaintiffs had advanced a reasonable claim that Greenberg 

was interested in the transaction.  Id. at *11-12.  The court 

explained that the financial benefits Greenberg had received or 

potentially would receive as a result of his relationship with 

Redstone created an impermissible “taint of interest.”  Id. at *12. 

  

 But the issues here are not identical with those that the 

court considered in In re: Viacom.  First, unlike the complaint in 

In re: Viacom, Freedman’s complaint does not include any 

allegations regarding specific transactions in which Greenberg 

participated, and does not claim that Greenberg had received or 

in the future could receive financial benefits from Redstone that 

could taint his independent view of the executive compensation 

package at issue.  Second, seven years elapsed between the 
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filing of the In re: Viacom complaint in 2005 and the filing of 

Freedman’s complaint in this case in 2012.  Because 

“[i]ndependence is a fact-specific inquiry made in the context of 

a particular case,” Beam, 845 A.2d at 1049, as well as at a 

particular time, it would be inappropriate to adopt Freedman’s 

suggestion that we assume that the relationship between 

Redstone and Greenberg has remained static for seven years.  

See Restatement (Second) of Judgments § 27 (cmt. c) (noting 

that, in some cases, “the separation in time and other factors 

negat[e] any similarity [so] that the first judgment may properly 

be given no effect”).   

 Rather, as appellees point out, In re: Viacom relied on 

Greenberg’s involvement through a firm with which he was 

associated, Bear Stearns, in specific transactions involving 

Viacom and Redstone personally in the 1990s and early 2000s.  

But by 2012, Bear Stearns no longer existed, and Greenberg had 

become a non-executive officer at JPMorgan Chase, the firm 

that acquired Bear Stearns.  JPMorgan Chase’s business 

dealings with Viacom are limited, and there are no allegations in 

the complaint that Greenberg has been involved in any specific 

transactions with Redstone or Viacom, or that he continues to be 

Redstone’s investment banker.  See Appellees’ br. at 24; A. 83 

(2012 Proxy Statement) (explaining Greenberg’s role at 

JPMorgan and that transactions with Viacom account for less 

than 1% of JPMorgan’s revenues).  The complaint does not 

contain any specific allegations suggesting that Redstone and 

Greenberg continue to have a relationship conveying what the 

court in In re: Viacom called the “taint of interest.”  

 Indeed, this case is indistinguishable from Bansbach v. 
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Zinn, in which the New York Court of Appeals would not apply 

collateral estoppel where the party asserting it “merely rel[ied] 

on the proof they put before the court in” an earlier proceeding, 

but did “nothing to substantiate their claims” in the current 

proceeding.  801 N.E.2d at 402.  Absent concrete allegations 

regarding the relationship between Redstone and Greenberg that 

suggest some financial benefit or control—like those presented 

in In re: Viacom—Freedman has not carried his burden to show 

the identity of the issues in the two cases, and thus collateral 

estoppel does not apply.  As collateral estoppel with respect to 

Greenberg’s independence is the only ground on which 

Freedman challenges the Board’s independence, the District 

Court correctly held that demand was not excused on the basis 

of the application of that doctrine.  See Freedman, 2013 WL 

3753426, at *8.  We therefore turn to the second prong of the 

demand futility test.   

  2. Exercise of Valid Business Judgment  

 Because Freedman failed to prove that the Viacom Board 

of Directors was not independent, he “must carry the ‘heavy 

burden’ of showing that the well-pleaded allegations in the 

complaint create a reasonable doubt that its decisions were ‘the 

product of a valid exercise of business judgment.’”  White v. 

Panic, 783 A.2d 543, 551 (Del. 2001) (quoting Aronson, 473 

A.2d at 814).  The business judgment rule protects corporate 

managers from judicial interference with their informed, good 

faith business decisions.  When considering corporate litigation, 

courts presume that the business judgment rule applies so that 

unless a plaintiff presents evidence to the contrary, the court 

assumes that “the directors of a corporation acted on an 
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informed basis, in good faith and in the honest belief that the 

action taken was in the best interests of the company.”  Levine, 

591 A.2d at 207 (internal quotation marks and citation omitted), 

overruled on other grounds by Brehm, 746 A.2d 244.  A 

plaintiff bears a particularly heavy burden to overcome this 

presumption where, as here, a majority of independent, non-

management directors approved the transaction.  Id.; see also 

Grobow v. Perot, 539 A.2d 180, 190 (Del. 1988) (explaining 

that plaintiff bears a “heavy burden” to avoid pre-suit demand 

where majority of independent, disinterested directors approved 

transaction), overruled on other grounds by Brehm, 746 A.2d 

244.  The business judgment rule protects an independent 

board’s compensation decisions, even those approving large 

compensation packages.  See Brehm, 746 A.2d at 262 n.56; 

Grimes v. Donald, 673 A.2d 1207, 1215 (Del. 1996) (“If an 

independent and informed board, acting in good faith, 

determines that the services of a particular individual warrant 

large amounts of money . . . the board has made a business 

judgment.”).   

 Freedman argues that the Compensation Committee’s 

actions fall outside the protection of the business judgment rule 

because its actions violated the terms of the 2007 Plan.  

Specifically, Freedman contends that the Committee used 

subjective factors to calculate the short-term compensation 

awards, thereby contravening the express terms of the 2007 Plan 

and rendering the excess compensation not tax deductible.  

Freedman correctly notes that in certain circumstances 

transactions that violate stockholder-approved plans may not be 

protected by the business judgment rule and thus the presence of 

those circumstances may excuse a plaintiff’s failure to make 
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demand on the board.  See, e.g., Ryan v. Gifford, 918 A.2d 341, 

354 (Del. Ch. 2006) (“A board’s knowing and intentional 

decision to exceed the shareholders’ grant of express (but 

limited) authority raises doubt regarding whether such decision 

is a valid exercise of business judgment and is sufficient to 

excuse a failure to make demand.”); see also Weiss v. Swanson, 

948 A.2d 433, 441 (Del. Ch. 2008) (explaining that business 

judgment rule attaches only where board’s grant of stock options 

adheres to stockholder-approved plan).  

 Key to these cases, however—and missing from 

Freedman’s complaint—are particularized allegations regarding 

violations of a stockholder-approved plan.  In Ryan, for 

example, the plaintiff provided “specific grants, specific 

language in option plans, specific public disclosures, and 

supporting empirical analysis to allege knowing and purposeful 

violations of shareholder plans and intentionally fraudulent 

public disclosures.”  918 A.2d at 355.  Freedman’s allegations, 

by contrast, do not provide “sufficient particularity” to survive a 

motion to dismiss.  See Ryan, 918 A.2d at 355.   

 The 2007 Plan directed the Compensation Committee to 

establish performance targets from a list of objective measures, 

and, if those targets were met, authorized the Committee to 

award the maximum amount—the lesser of $51.2 million or 

eight times the executive’s base salary.  The 2007 Plan 

authorized the Committee “in its sole discretion, [to] reduce the 

amount of any Award to reflect the Committee’s assessment of 

the [executive’s] individual performance or for any other 

reason.”  A. 64.  Because the objective performance targets were 

met in all of the years at issue, the Committee was authorized to 
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award the maximum amount provided in the Plan (the lesser of 

$51.2 million or eight times base salary), or to adjust this 

amount downward and award less.  According to both the 2012 

Proxy Statement and appellees, the Committee did use 

subjective factors in determining each executive’s 

compensation, but only to adjust the award downward, which 

both the 2007 Plan and 26 U.S.C. § 162(m) permitted.   

 Freedman argues that the Committee used subjective 

discretion to adjust the awards upward, and that we should 

discard any claim that appellees make to the contrary because 

the basis for appellees’ claim “comes only from [their] briefs.”  

Appellant’s br. at 25.  Freedman is mistaken.  According to the 

plain terms of the 2007 Plan, the only limitations on short-term 

executive compensation are that (1) it only may be awarded 

based on objective performance targets established by the 

Compensation Committee; (2) if the target is not met, 

compensation may not be awarded; and (3) if the target is met, 

the award may not exceed the maximum authorized amounts.  

The allegations in the complaint do not suggest that any of these 

provisions were violated, and the 2012 proxy statement supports 

appellees’ position that the Compensation Committee followed 

the terms of the Plan in awarding short-term compensation.   

 Moreover, to the extent that the Compensation 

Committee did use subjective factors to calculate the amount of 

executive compensation awarded, Freedman has failed to 

explain why the Committee is not entitled to the protection of 

the business judgment rule.  As discussed above, the 2007 Plan 

authorizes the Committee to use subjective factors in calculating 

compensation.  In general, “a board’s decision on executive 
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compensation is entitled to great deference,” and “the size and 

structure of executive compensation are inherently matters of 

judgment.”  Brehm, 746 A.2d at 263.  And the Delaware 

Supreme Court has held that a board does not have the duty to 

preserve tax deductibility under § 162(m) when awarding 

executive compensation.  See Freedman v. Adams, 58 A.3d 414, 

417 (Del. 2013) (“The decision to sacrifice some tax savings in 

order to retain flexibility in compensation decisions is a classic 

exercise of business judgment.”).   

 Although Freedman may disagree with the Board’s 

decision to award Viacom’s executives substantial short-term 

incentive compensation, the Board, acting through the 

Compensation Committee, did not exceed its powers under 

Delaware law, and we may not second guess its exercise of its 

business judgment in this matter.  Freedman was obligated to 

make a pre-suit demand.  Because he failed to do so, the District 

Court properly dismissed his derivative claim under Rule 23.1.   

B.  Freedman’s Direct Claim  

 Freedman also alleged that the vote to approve the 2012 

Plan was invalid because it did not include Class B shareholders. 

 According to Freedman, 26 U.S.C. § 162(m) gives all 

stockholders a “binding vote” on performance-based incentive 

compensation plans.  Appellant’s reply br. at 11.  He asserts that 

Viacom violated this provision by failing to include all 

shareholders in the vote on the 2012 Plan.  We find Freedman’s 

argument to be without merit: § 162(m) does not create 

shareholder voting rights, nor does it preempt long-established 

Delaware corporate law allowing corporations to issue non-
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voting shares.  Freedman purchased only non-voting shares; he 

cannot now use federal tax law as a backdoor through which he 

may pass to obtain rights that as a shareholder he does not 

possess.   

 First, and most fundamentally, 26 U.S.C. § 162(m) does 

not provide any voting rights to stockholders.  The provision is 

one subsection of a tax code provision listing the items that a 

taxpayer may deduct as business expenses but specifying that 

certain employee compensation exceeding $1 million is not tax 

deductible.  This restriction on deductibility does not apply to 

qualified performance-based compensation, where “the material 

terms under which the remuneration is to be paid, including the 

performance goals, are disclosed to shareholders and approved 

by a majority of the vote in a separate shareholder vote.”  26 

U.S.C. § 162(m)(4)(C)(i)-(ii); see also 26 C.F.R. § 1.162-

27(e)(4)(i).  Contrary to Freedman’s assertions, § 162(m) does 

not mention voting rights or the mechanics of shareholder 

voting, or include any language that even hints that Congress 

intended to require that a corporation provide for voting rights 

of any kind.  Given this fact, Freedman has an uphill climb to 

show that Congress intended both to require that corporations 

grant shareholders certain voting rights, and to do so by 

displacing Delaware corporate law.   

 Delaware law presents an obstacle to Freedman’s attempt 

to obtain a judicial result that non-voting shares be allowed to 

vote.  Delaware law expressly grants corporations the right to 

issue stock with limitations, including limitations on voting 

rights.  See Del. Stat. Ann. tit. 8 § 151(a) (“Every corporation 

may issue 1 or more classes of stock . . . which . . . may have 



 

 25 

such voting powers, full or limited, or no voting powers . . . .”); 

see also Lehrman v. Cohen, 222 A.2d 800, 806-07 (Del. 1966) 

(explaining that § 151(a) permits flexibility in stockholders’ 

rights, and confers express authority to issue non-voting stock).  

In a provision consistent with this authority, Viacom’s 

certificate of incorporation provides for two types of shares, 

Class A and Class B.  Each share of Class A stock is entitled to 

one vote, but the holders of Class B stock are not “entitled to 

any votes upon any questions presented to stockholders.”  A. 

156.  Therefore, Viacom was exercising its authority under 

Delaware law when it issued non-voting shares and, as a 

consequence, excluded the shareholders holding those shares 

from voting on the 2012 Plan.   

Freedman argues that federal tax law preempts Delaware 

law with respect to corporate votes but federal law does no such 

thing.  There are, broadly speaking, three types of preemption: 

express preemption, field preemption, and implied conflict 

preemption.  Hillsborough Cnty., Fla., v. Automated Med. 

Labs., Inc., 471 U.S. 707, 713, 105 S.Ct. 2371, 2375 (1985).  

The Supreme Court directs us to two “cornerstones” in our 

preemption analysis: first, “the purpose of Congress is the 

ultimate touchstone in every preemption case,” and, second, we 

must presume that Congress did not intend to preempt state law 

absent evidence of a “clear and manifest” intention to do so.  

Wyeth v. Levine, 555 U.S. 555, 565, 129 S.Ct. 1187, 1194-95 

(2009) (quoting Medtronic, Inc. v. Lohr, 518 U.S. 470, 485, 116 

S.Ct. 2240, 2250 (1996)).  This presumption against preemption 

is heightened in areas traditionally occupied by the states, such 

as corporate law, “including the authority to define the voting 

rights of shareholders.”  CTS Corp. v. Dynamics Corp. of Am., 
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481 U.S. 69, 89, 107 S.Ct. 1637, 1649 (1987); see also 

Armstrong World Indus., Inc. by Wolfson v. Adams, 961 F.2d 

405, 418 (3d Cir. 1992) (acknowledging the “states’ prerogative 

to define shareholder rights”).  Given that corporate law is an 

“area of traditional state regulation,” Freedman has a difficult 

task when he attempts to show preemption absent evidence of 

Congress’s “clear and manifest” intent to supersede state law.  

See Bates v. Dow Agrosciences LLC, 544 U.S. 431, 449, 125 

S.Ct. 1788, 1801 (2005). 

 As we discussed above, there is nothing in § 162(m)—

language, structure, or otherwise—suggesting that Congress 

intended to confer voting rights on non-voting shares by 

preempting state corporate law that permitted the issuance of 

non-voting shares.  Indeed, § 162(m) is concerned only with the 

tax status of various business expenses, and does not implicate 

corporate structure or governance.  Nonetheless, Freedman 

argues that § 162(m) preempts Delaware law under two separate 

theories: (1) Congress has occupied the field, and (2) the federal 

and Delaware laws conflict, making it impossible for a 

corporation to comply with both.  Neither argument has merit.   

 With respect to his first theory, field preemption, 

Freedman notes that “the Internal Revenue Code has occupied 

the field of federal taxation.”  Appellant’s br. at 34.  That 

occupation, however, as expansive as it may be, does not 

include the field of corporate governance and shareholder rights, 

matters only tangentially related to tax questions.
8
  After all, the 

                                                 
8
 We have no need in this opinion to refer to even a small sample 

of the circumstances in which the application of federal tax law 
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Supreme Court consistently has reiterated that corporate law, 

including governance and shareholder rights, is a field 

traditionally left to the states.  See, e.g., CTS Corp., 481 U.S. at 

89, 107 S.Ct. at 1649; Burks v. Lasker, 441 U.S. 471, 478, 99 

S.Ct. 1831, 1837 (1979).  Indeed, when we faced a preemption 

challenge based on the body of federal law most analogous to 

corporate law—securities laws—we rejected a field preemption 

argument because not even all the “federal securities laws taken 

together occupy the field of corporate law.”  Green v. Fund 

Asset Mgmt., L.P., 245 F.3d 214, 222 n.7 (3d Cir. 2001).  We 

thus cannot find field preemption in this case.   

 Freedman’s second theory, conflict preemption, fares no 

better.  Conflict preemption allows federal law to override state 

law if it is impossible for a person to comply with both federal 

and state law, or if “state law erects an obstacle to the 

accomplishment and execution of the full purposes and 

objectives of Congress.”  Farina v. Nokia Inc., 625 F.3d 97, 115 

(3d Cir. 2010) (quoting Hillsborough Cnty., 471 U.S. at 713, 

105 S.Ct. at 2375).  Freedman contends that the latter situation 

applies here: in his view, the purpose of § 162(m) is to 

enfranchise all shareholders—even those holding non-voting 

shares—to vote on excess executive compensation, and thus § 

162(m) conflicts with Delaware’s law granting corporations 

permission to issue non-voting shares.
9
   

                                                                                                             

depends on rights established by state law. 

 
9
 Freedman thinks this case illustrates the effect of the conflict.  

Redstone controls the Class A voting shares, and this control 
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 Freedman points to one piece of legislative history to 

support his argument.  The House of Representatives 

Conference Report discussing the Federal Omnibus Tax Bill 

explains that compensation exceeding $1 million only can be 

deducted if the terms of the plan authorizing the compensation 

were disclosed to shareholders and “approved by a majority of 

shares voting in a separate vote.”  H.R. Conf. Rep. No. 103-213, 

1993 WL 302291, at *587 (1993).  We fail to grasp how this 

report can be taken as evidence that Congress intended to 

enfranchise non-voting shareholders as the explanation merely 

addresses the need for the approval of the “majority of shares 

voting” to authorize compensation exceeding $1 million but 

does so without making reference to the shares that can vote.  It 

seems clear that the more natural reading of the congressional 

report is that the reference to “shares voting” means “voting 

shares;” it strains credulity to read this report to suggest that 

Congress intended to displace longstanding state corporate 

law.
10

   

                                                                                                             

guaranteed that the 2012 Plan would be adopted as he favored 

the plan.  Freedman claims this circumstance is at odds with 

Congress’s intent to provide all shareholders with a say over 

how executive compensation is awarded.  Yet if a single 

shareholder controlled a majority of all of the shares of a 

corporation and all the shares had equal voting rights, then 

Congress would have allowed that shareholder to decide the 

issue individually.    

 
10

 Even if this passage did aid Freedman’s case, we would 

hesitate to rely on legislative history given that the language of § 
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 Freedman’s other basis to support his claim of conflict 

preemption is that the regulations associated with other tax 

provisions, concerning incentive stock options and employee 

stock purchase plans, expressly mention “voting stock” when 

discussing shareholder approval.  See 26 C.F.R. § 1.422-3(a) 

(“By a majority of the votes cast at a duly held stockholders’ 

meeting at which a quorum representing a majority of all 

outstanding voting stock is, either in person or by proxy, present 

and voting on the plan . . . .”); 26 C.F.R. § 1.423-2(c)(1)(i) 

(same).  Given that Congress thus “understood the difference 

between ‘stock’ and ‘voting stock,’” appellant’s br. at 35, 

Freedman reads the absence of this language in § 162(m) as an 

indication that Congress meant for non-voting stockholders to 

have a vote.   

Again, Freedman’s argument misses the mark.  First, he 

does not cite the prefatory language to 26 C.F.R. §§ 1.422-3, 

1.423-2(c)(1) which provides: “If the applicable State law does 

not prescribe a method and degree of stockholder approval . . . .” 

 26 C.F.R. §§ 1.422-3(a), 1.423-2(c)(1).  Contrary to Freedman’s 

contentions, these regulations emphasize that Congress did not 

intend the federal tax code to displace existing state law, and 

that Congress intended to supplement state law if—and only 

if—state law had not provided a mechanism for approving a 

particular plan.  Second, it is hard to see how the omission of a 

particular phrase in implementing regulations indicates a “clear 

                                                                                                             

162(m) unambiguously fails to provide the rights that he claims. 

 “Where the statutory language is unambiguous, the court should 

not consider statutory purpose or legislative history.”  In re 

Phila. Newspapers, LLC., 599 F.3d 298, 304 (3d Cir. 2010).   
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and manifest” intent to include something in statutory language. 

 The connection is far too tenuous to overcome the presumption 

against preemption.   

 Rather than displaying a “clear and manifest intention” to 

displace state law, all evidence—the unambiguous statutory 

language, as well as the legislative history and regulatory 

language offered by Freedman—indicates that Congress did not 

intend § 162(m) to confer voting rights on non-voting 

shareholders or that it even considered that possibility.  In our 

view, as is often the case, the most straightforward way to read 

legislation is correct: § 162(m) is nothing more than what it 

purports to be—a statute providing corporations with a 

mechanism by which certain otherwise excess nondeductible 

executive compensation over $1 million may become tax 

deductible.  It does not provide voting rights to stockholders 

holding non-voting shares, it does not override Viacom’s 

certificate of incorporation, and it does not supersede decades of 

established Delaware law.  Accordingly, we do not conclude 

that Congress has preempted Delaware Corporation law and we 

therefore hold that the District Court properly dismissed 

Freedman’s direct claim.
11

 

                                                 
11

 We note that Freedman does not assert that the Internal 

Revenue Service did not allow Viacom to deduct all of the 

compensation it paid to the executives.  Though we place only 

limited significance on this circumstance, the amount of 

compensation paid the executives was so large that it well may 

have come to the IRS’s attention.  See Lexington Nat’l Ins. 

Corp. v. Ranger Ins. Co., 326 F.3d 416, 420 (3d Cir. 2003).  Yet 
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V. CONCLUSION 

 For the foregoing reasons, we find that the District Court 

correctly dismissed Freedman’s derivative claim because he 

failed to make a pre-suit demand on Viacom’s Board of 

Directors, and properly dismissed Freedman’s direct claim as his 

complaint did not state a cause of action.  We thus will affirm 

the District Court’s order of July 16, 2013.   

                                                                                                             

so far as we are aware, the IRS did not challenge the 

compensation’s deductibility. 
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WILKINSON, Circuit Judge: 

 Appellant Thomas Prousalis Jr. pled guilty to three counts 

arising from his fraudulent activity in connection with a 

client’s initial public offering. He now seeks habeas relief, 

contending that, in light of the Supreme Court’s intervening 

decision in Janus Capital Group, Inc. v. First Derivative 

Traders, 131 S. Ct. 2296 (2011), the conduct for which he was 

convicted is no longer criminal. For the following reasons, we 

reject Prousalis’s claims and affirm the dismissal of his 

petition. 

I. 

 Thomas Prousalis was a securities lawyer who marketed his 

services to small firms seeking to raise capital. At issue here 

is his representation of Busybox.com, Inc. (Busybox), an 

internet company that he guided through the process of 

conducting an initial public offering (IPO). Despite Busybox’s 

modest size and limited cash flow, Prousalis persuaded company 

management to agree to an initial offering of over $10 million. 

Prousalis’s retainer agreement provided that he would be 

compensated the greater of $375,000 or 7.5 percent of the gross 

proceeds; notably, his fee was contingent upon the successful 

closing of the IPO. To effectuate the transaction, Busybox also 

hired Barron Chase Securities, Inc., an investment banking firm, 

which agreed to provide a firm commitment underwriting. This 
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agreement obligated Barron Chase to purchase all of the 

available Busybox shares and then resell them to the public. 

Prousalis prepared the IPO registration materials, which 

were subsequently signed by Busybox officers and filed with the 

Securities and Exchange Commission (SEC). The materials stated 

that Busybox intended to raise $12.8 million in gross proceeds 

through the offering, with net receipts of $10.6 million. The 

forms also reported Prousalis’s legal fee, but failed to 

acknowledge the contingent nature of his compensation. When 

Busybox’s CEO attempted to correct the registration statement to 

accurately reflect Prousalis’s retainer agreement, Prousalis 

insisted that the existing description was compliant and that 

the SEC had confirmed its sufficiency. Prousalis later admitted 

in his plea allocution that he knew at the time that Busybox 

would not be listed on the NASDAQ exchange if his compensation 

arrangement were accurately disclosed. 

 Prousalis soon became aware that Barron Chase was unwilling 

to complete a firm commitment underwriting of the IPO. Barron 

Chase’s failure to uphold its end of the bargain generated a 

shortfall of $2.5 million in the IPO as originally conceived. To 

solve this problem, Prousalis orchestrated a scheme in which IPO 

proceeds were recycled in order to purchase shares that were 

then used both to compensate him (in a sum unrelated to his 

retainer agreement) and to pay salaries and bonuses to Busybox 
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officers. Prousalis failed to disclose these maneuvers to the 

SEC. Only after the initial offering was made did he reveal to 

Busybox officers the existence of the shortfall and his proposed 

remedy. The judge presiding over Prousalis’s earlier collateral 

proceeding noted that “Prousalis specifically admitted that at 

the time he did each of these acts he knew he was doing 

something wrong, knew he was acting in violation of the law, and 

was acting with the intent to deceive and defraud investors in 

Busybox securities.” Prousalis v. United States, Nos. 06 Civ. 

12946(DLC), 03 CR. 1509, slip op. at 5 (S.D.N.Y. Aug. 24, 2007). 

 As a result of these activities, Prousalis was indicted in 

the Southern District of New York on three counts. Count One 

charged conspiracy to commit securities fraud, wire fraud, and 

mail fraud (in violation of 15 U.S.C. §§ 78j(b), 78ff; 17 C.F.R. 

§ 240.10b-5; 18 U.S.C. §§ 371, 1343, 1346, 1341). Count Two 

charged securities fraud (in violation of 15 U.S.C. §§ 78j(b), 

78ff; 17 C.F.R. § 240.10b-5; 18 U.S.C. § 2). Finally, Count 

Three charged “failure to disclose interest of counsel” in the 

registration materials Prousalis prepared in connection with the 

IPO (in violation of 15 U.S.C. § 77x; 17 C.F.R. § 228.509; 18 

U.S.C. § 2). J.A. 225-49. As relevant for purposes of this 

appeal, Prousalis’s convictions hinged in large part on his 

violation of SEC Rule 10b-5, which implements Section 10(b) of 

the Securities Exchange Act of 1934. The Rule provides:  
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It shall be unlawful for any person, directly or 
indirectly, by the use of any means or instrumentality 
of interstate commerce, or of the mails or of any 
facility of any national securities exchange . . . [t]o 
make any untrue statement of a material fact or to omit 
to state a material fact necessary in order to make the 
statements made, in the light of the circumstances 
under which they were made, not misleading . . . in 
connection with the purchase or sale of any security. 

 
17 C.F.R. § 240.10b-5. 15 U.S.C. § 78ff subjects certain 

violators of Rule 10b-5 to criminal penalties. 15 U.S.C. 

§ 78ff(a) (“Any person who willfully violates any provision of 

this chapter . . . or any rule or regulation thereunder the 

violation of which is made unlawful . . . shall upon conviction 

be fined not more than $5,000,000, or imprisoned not more than 

20 years, or both . . . .”). 

Trial commenced but was aborted when Prousalis agreed to 

plead guilty to each count pursuant to a plea agreement. The 

district court subsequently sentenced Prousalis to 57 months of 

imprisonment, followed by three years of supervised release. He 

was also ordered to pay $12.8 million in restitution. Prousalis 

appealed to the Second Circuit but lost on the basis of the 

appeal waiver contained in his plea agreement. J.A. 460. In 

2006, he filed a petition for collateral review under 28 U.S.C. 

§ 2255, alleging ineffective assistance of counsel and Fifth and 

Sixth Amendment violations. The district court denied his 

petition and the Second Circuit affirmed the dismissal.  
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Pursuant to the savings clause of 28 U.S.C. § 2255, 

Prousalis later filed a habeas petition in the Eastern District 

of Virginia -- the site of his supervised release -- under 28 

U.S.C. § 2241, naming his probation officer as respondent. As 

explained below, Prousalis is only eligible for relief under 

§ 2241 if the conduct for which he was originally convicted is 

no longer deemed criminal. The district court denied his motion, 

citing two alternative rationales. First, it concluded that the 

decision upon which Prousalis relies, Janus, has no application 

in the criminal context. Second, it determined that Prousalis 

pled guilty to charges -- such as aiding and abetting -- that 

fall outside the substantive scope of the Janus decision, which 

only addresses primary liability under the securities laws. The 

court thus concluded that Prousalis’s petition constituted an 

“unauthorized, successive § 2255” motion and dismissed for lack 

of jurisdiction. J.A. 557. This appeal followed.  

II. 

Prousalis may file a habeas petition under § 2241 only if 

the collateral relief typically available under § 2255 “is 

inadequate or ineffective to test the legality of his 

detention.” 28 U.S.C. § 2255(e). This standard is satisfied 

when: 

(1) [A]t the time of conviction, settled law of this 
circuit or the Supreme Court established the legality 
of the conviction; (2) subsequent to the prisoner’s 
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direct appeal and first § 2255 motion, the substantive 
law changed such that the conduct of which the 
prisoner was convicted is deemed not to be criminal; 
and (3) the prisoner cannot satisfy the gatekeeping 
provisions of § 2255 because the new rule is not one 
of constitutional law. 
 

In re Jones, 226 F.3d 328, 333-34 (4th Cir. 2000). The parties 

here agree that conditions (1) and (3) are satisfied.  

Prousalis bases his argument under prong (2) on the Supreme 

Court’s decision in Janus, which was handed down subsequent to 

his direct appeal and § 2255 motion. In that case, the Court 

defined what it means to “make” an untrue statement in the 

context of a private action alleging a Rule 10b-5 violation. 

According to the Court, “the maker of a statement is the person 

or entity with ultimate authority over the statement, including 

its content and whether and how to communicate it.” Janus, 131 

S. Ct. at 2302. It added that “[w]ithout control, a person or 

entity can merely suggest what to say, not ‘make’ a statement in 

its own right. One who prepares or publishes a statement on 

behalf of another is not its maker.” Id. The Court analogized 

its rule to the relationship between a speaker and speechwriter: 

“Even when a speechwriter drafts a speech, the content is 

entirely within the control of the person who delivers it. And 

it is the speaker who takes credit -- or blame -- for what is 

ultimately said.” Id. 
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Prousalis contends that, under Janus, he does not qualify 

as the “maker” of any false statements contained in Busybox’s 

registration materials. Instead, Busybox itself -- the entity 

with the ultimate legal authority over the SEC filings -- is the 

maker for purposes of 10b-5. If this interpretation of Janus is 

correct, then Prousalis arguably stands condemned (at least in 

part) of conduct which is no longer deemed criminal. On the 

other hand, Prousalis’s convictions unquestionably remain valid 

if his reading of Janus is mistaken. He does not contest that 

his guilty pleas were legitimate at the time they were entered 

and remain so in the absence of Janus. For the reasons that 

follow, we find Janus inapplicable outside the context of the 

10b-5 implied private right of action. That case thus does not 

affect Prousalis’s criminal convictions. Because his convictions 

are proper under current law, his § 2241 petition necessarily 

fails.*  

A. 

 Neither Section 10(b) of the Securities Exchange Act nor 

SEC Rule 10b-5 explicitly provides for a private right of action 

to enforce the prohibitions established therein. Nevertheless, 

                     
* Because we find that Janus does not apply to Prousalis’s 

criminal convictions, we need not reach the government’s 
alternative argument that his convictions are sustainable on a 
theory of secondary liability, the requirements for which were 
not affected by Janus. 

Appeal: 13-6814      Doc: 39            Filed: 05/07/2014      Pg: 8 of 18



9 
 

in Superintendent of Insurance v. Bankers Life & Casualty Co., 

the Supreme Court stated that the existence of such a right was 

“established.” 404 U.S. 6, 13 n.9 (1971). The precise scope of 

this judicially created cause of action has been the source of 

continuing disagreement. See, e.g., Stoneridge Inv. Partners, 

LLC v. Scientific-Atlanta, Inc., 552 U.S. 148 (2008); Cent. Bank 

of Denver, N.A. v. First Interstate Bank of Denver, N.A., 511 

U.S. 164 (1994). The Supreme Court’s general inclination over 

the past several decades has been to restrict the right; 

Congress, similarly, has declined to expand it. See, e.g., 

Janus, 131 S. Ct. at 2302; Alexander C. Krueger-Wyman, Note, 

Making a Statement About Private Securities Litigation: The 

Merits and Implications of the Supreme Court’s Janus Capital 

Case, 98 Va. L. Rev. 1621, 1621 (2012). 

 The Janus opinion itself makes clear the limits of its 

reach. Janus concerned the ability of a private plaintiff 

invoking the 10b-5 implied right to sue a mutual fund investment 

adviser. Janus, 131 S. Ct. at 2299. The scope of the Court’s 

opinion was established at the outset: “We granted certiorari to 

address whether [the adviser] can be held liable in a private 

action under Rule 10b–5 for false statements included in [its 

client’s] prospectuses.” Id. at 2301 (emphasis added). Moreover, 

the Court’s reasoning -- like its framing of the issue -- 

indicates that its holding was confined to cases invoking the 
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implied private right of action and does not extend to the 

criminal convictions at issue here. Several points merit 

particular attention. 

 First, the Court stated that its rule “follows from Central 

Bank of Denver, . . . in which we held that Rule 10b–5’s private 

right of action does not include suits against aiders and 

abettors.” Id. at 2302. The Janus Court reasoned that a more 

expansive interpretation of primary liability under the implied 

right would functionally render aiders and abettors a null set, 

thus draining the Central Bank decision of any concrete impact. 

Id. In this respect, Janus works in tandem with Central Bank to 

impart a coherent structure to the 10b-5 implied cause of 

action. The reasoning in both decisions is born out of concerns 

specific to the implied civil right since, as the parties agree, 

aiding and abetting is plainly available under the criminal law. 

Central Bank in fact makes the distinction explicit: “while it 

is true that an aider and abettor of a criminal violation of any 

provision of the 1934 Act, including § 10(b), violates 18 U.S.C. 

§ 2, it does not follow that a private civil aiding and abetting 

cause of action must also exist.” Central Bank, 511 U.S. at 190. 

 Second, the Janus Court also relied heavily on Stoneridge, 

another decision involving the scope of the 10b-5 private 

action. In that case, plaintiffs sued “entities who, acting both 

as customers and suppliers, agreed to arrangements that allowed 
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the investors’ company to mislead its auditor and issue a 

misleading financial statement affecting the stock price.” 

Stoneridge, 552 U.S. at 152-53. Relevantly, the Stoneridge Court 

observed that “nothing [defendants] did made it necessary or 

inevitable for [the company] to record the transactions as it 

did.” Id. at 161. The Janus Court found this logic compelling, 

noting that, unless a bad actor possesses ultimate authority, it 

is not “necessary or inevitable” that the falsehoods he 

propagates will appear in any final statement filed with the 

SEC. Janus, 131 S. Ct. at 2303 (internal quotation marks 

omitted).  

 Janus thus meshes seamlessly with the reasoning of the 

Supreme Court’s recent 10b-5 private right of action cases. In 

all three decisions (Central Bank, Stoneridge, and Janus), the 

context is everything. Apart from its specific dependence on 

Central Bank and Stoneridge, however, the Janus opinion evinces 

a general desire to circumscribe implied causes of action. At 

the outset, the Court observes that:  

“Concerns with the judicial creation of a private 
cause of action caution against its expansion.” Thus, 
in analyzing whether [defendant] “made” the statements 
for purposes of Rule 10b–5, we are mindful that we 
must give “narrow dimensions . . . to a right of 
action Congress did not authorize when it first 
enacted the statute and did not expand when it 
revisited the law.”  
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Id. at 2302 (quoting Stoneridge, 552 U.S. at 165, 167) (internal 

alteration and citations omitted). The Court summarizes its 

analysis by noting, “Our holding also accords with the narrow 

scope that we must give the implied private right of action.” 

Id. at 2303. These concerns are specific to the dangers of 

judicially implied causes of action. Nowhere is there the 

suggestion that criminal sanctions for security fraud violations 

would be similarly imperiled. 

 Prousalis argues in rebuttal that Janus rested primarily on 

a straightforward reading of Rule 10b-5’s text, and that the 

Court’s desire to limit the implied right merely confirmed its 

textual conclusion. In support of this argument he highlights 

Janus’s statement that the word “make” in Rule 10b-5 is 

“not . . . ambiguous.” Id. at 2304 n.8.  

But this and similar language only reinforce our analysis. 

Any textual conclusion announced in this particular area of law 

would not be casually generalizable to the criminal context 

which, as discussed below, presents a wholly different set of 

issues. “[T]he meaning of statutory language, plain or not, 

depends on context.” King v. St. Vincent’s Hosp., 502 U.S. 215, 

221 (1991). A facially ambiguous or vague word can be rendered 

determinate by the setting in which it appears. See FDA v. Brown 

& Williamson Tobacco Corp., 529 U.S. 120, 132 (2000) (“The 

meaning -- or ambiguity -- of certain words or phrases may only 
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become evident when placed in context.”). Petitioner’s position 

would render the Supreme Court’s discussion of private rights of 

action largely superfluous. We decline to disfigure the Court’s 

analysis of civil actions by wrenching its conclusion from the 

distinctive contextual considerations that gave it birth.   

B. 

 Our interpretation of Janus is further supported by 

considerations of judicial restraint and legislative primacy. 

The Janus Court’s discomfort with implied rights of action 

reflected the fact that “[t]he regulation of access to the 

courts is largely a legislative task, and one that courts should 

hesitate to undertake.” Smith v. Reagan, 844 F.2d 195, 201 (4th 

Cir. 1988). As Stoneridge emphasized, “In the absence of 

congressional intent the Judiciary’s recognition of an implied 

private right of action . . . . runs contrary to the established 

principle that the jurisdiction of the federal courts is 

carefully guarded against expansion by judicial interpretation.” 

552 U.S. at 164 (internal quotation marks and alteration 

omitted). “For this reason, implied rights of action are 

disfavored, and will not be found in the absence of clear 

evidence of legislative intent.” Smith, 844 F.2d at 201. 

 It is not just that judicially created causes of action are 

disfavored. It is that congressional control of federal court 

jurisdiction and, more specifically, of the elements of federal 
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criminal offenses have long been respected. As a result, the 

Court’s willingness to constrict an implied civil right tells us 

very little about its views regarding the scope of a 

congressionally authorized action lying squarely within the 

legislature’s traditional prerogative to prescribe crimes and 

ranges of punishment. See United States v. Lanier, 520 U.S. 259, 

265 n.5 (1997) (noting “the deference due to the legislature, 

which possesses the power to define crimes and their 

punishment”). A part of the Janus Court’s unease stemmed, as 

noted earlier, from the fact that the case involved “a right of 

action Congress did not authorize when it first enacted the 

statute and did not expand when it revisited the law.” Janus, 

131 S. Ct. at 2302 (quoting Stoneridge, 552 U.S. at 167) 

(internal quotation marks omitted). This concern is absent when 

Congress has in fact acted. The gulf between these two domains 

of law makes it difficult to extrapolate from one to the other. 

The Janus Court gave no indication that it intended to curtail 

the government’s criminal enforcement, nor did the opinion 

suggest that it even contemplated the issue. Explicit 

congressional prohibitions simply operate in a different 

universe than the one inhabited by Janus.  

Indeed, the Court has noted on many occasions that 

“Congress intended securities legislation enacted for the 

purpose of avoiding frauds to be construed ‘not technically and 
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restrictively, but flexibly to effectuate its remedial 

purposes.’” Affiliated Ute Citizens of Utah v. United States, 

406 U.S. 128, 151 (1972) (quoting SEC v. Capital Gains Research 

Bureau, Inc., 375 U.S. 180, 195 (1963)). Prousalis himself has 

offered no reason to believe that the concerns attendant upon 

implied rights of action -- concerns of legitimacy, 

institutional competence, and judicial policymaking -- are 

implicated by prosecutions such as the one at issue here. All of 

the statutes to which Prousalis pled guilty fall within the 

acknowledged powers of Congress. Petitioner has made no 

contention that the prohibitions to which he pled guilty are in 

any way unconstitutional or otherwise illegitimate. Furthermore, 

Prousalis’s conduct falls within the heartland of congressional 

concern: he orchestrated a sophisticated scheme to defraud both 

his own client and Busybox investors in the securities markets 

out of hundreds of thousands (if not millions) of dollars for 

his personal gain. It is hard to imagine a scenario more germane 

to Congress’s intentions in enacting the securities laws. 

Prousalis has simply failed to proffer any compelling reason for 

placing his conduct outside the reach of the criminal law. 

 In sum, to broaden Janus’s holding beyond the domain of 

implied rights would represent a stark assertion of judicial 

will, the very thing against which Janus itself inveighed. The 

majority in Janus gave not the slightest indication that its 
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holding applied beyond the implied civil context: the four 

dissenters resisted taking the law even that far. As counsel for 

petitioner candidly noted at oral argument, no other appellate 

court has adopted Prousalis’s argument; indeed, counsel was 

unable to identify a single district court that had applied 

Janus in the criminal context. There is a good reason for this 

dearth of cases. It is not the role of courts to blaze new 

trails into uncharted territory in the absence of any clear 

textual or precedential mandate for doing so. Considerations of 

judicial restraint and modesty militate against such an 

untethered venture. In the absence of more affirmative 

indications from either Congress or the Supreme Court, we 

decline to work such an avulsive change in law on our own.   

III. 

 For the foregoing reasons, we reject Prousalis’s arguments 

and affirm the dismissal of his petition. 

AFFIRMED 
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TRAXLER, Chief Judge, concurring in the result: 

 “Under Rule 10b-5, it is unlawful for ‘any person, directly 

or indirectly, . . . [t]o make any untrue statement of a 

material fact’ in connection with the purchase or sale of 

securities.”  Janus Capital Group, Inc. v. First Derivative 

Traders, 131 S. Ct. 2296, 2301 (2011) (quoting 17 C.F.R. 

§ 240.10b-5(b)) (alterations in original).  The Supreme Court in 

Janus held that “[f]or purposes of Rule 10b-5, the maker of a 

statement is the person or entity with ultimate authority over 

the statement, including its content and whether and how to 

communicate it.”  Id. at 2302.  Although I believe “make” has 

the same meaning in the criminal context as it does in the 

context of a private right of action, I nevertheless would 

affirm. 

 Prousalis argues that the conduct underlying his 

convictions is no longer illegal because Janus demonstrates that 

it was Busybox, and not he, who made the statements that were 

the basis for his convictions.  However, that it was Busybox 

that made the statements does not negate the illegality of 

Prousalis’s causing Busybox to make them.  Subsection 2(b) of 

Title 18 states that “[w]hoever willfully causes an act to be 

done which if directly performed by him or another would be an 

offense against the United States, is punishable as a 

principal.”  That provision “is intended to impose criminal 
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liability on one who causes an intermediary to commit a criminal 

act, even though the intermediary who performed the act has no 

criminal intent and hence is innocent of the substantive crime 

charged.”  United States v. Richeson, 825 F.2d 17, 20 (4th Cir. 

1987) (internal quotation marks omitted).  Subsection 2(b) “does 

not set forth an essential element of the offense with which the 

defendant is charged or itself create a separate offense.”  

United States v. Ashley, 606 F.3d 135, 143 (4th Cir. 2010).  

Thus, a defendant can be liable under § 2(b) regardless of 

whether the indictment even charges that provision.1  See id.     

Prousalis’s willful intent to defraud, combined with 

Busybox’s duty not to make the charged material 

misrepresentations and omissions, made it a crime for Prousalis 

to cause Busybox to make the statements at issue.  Thus, his 

contention that the conduct underlying his convictions is no 

longer illegal after Janus is simply incorrect, and the district 

court properly dismissed his petition.2 

 

                     
1  The indictment did expressly charge 18 U.S.C. § 2 with 

regard to Counts Two and Three.  
 
2  Count One alleged a conspiracy, the objective of which 

was to commit securities fraud, wire fraud, and mail fraud.  
Even if under Janus the alleged conduct did not amount to 
conspiracy to commit securities fraud, it still amounted to 
conspiracy to commit wire fraud and mail fraud, and this 
provides an additional basis for affirmance concerning Count 
One. 
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________________________ 
 

Appeal from the United States District Court 
for the Southern District of Florida 

________________________ 

(May 22, 2014) 

Before PRYOR, MARTIN, and FAY, Circuit Judges. 
 
PER CURIAM:  

 Allen Licht, proceeding pro se, appeals the district court’s dismissal of his 

complaint.  Licht now argues that the district court erred by: (1) dismissing his 

claims brought under the Securities Act of 1933, the Securities Exchange Act, and 

the Securities Exchange Commission’s (SEC) Rule 10b-5; (2) dismissing his 

claims brought under the Racketeer Influenced and Corrupt Organizations Act 

(RICO); (3) refusing to grant leave to amend; and (4) dismissing his claims against 

defendants who did not file motions to dismiss.  After careful review, we affirm. 

I. BACKGROUND 

 Licht is the Managing Director and Chief Operations Officer of Simulated 

Environment Concepts, Inc. (Simulated).  Between 2008 and 2011, Licht alleges 

that 14 individual and 9 entity defendants orchestrated a “pump-and-dump” 

scheme using Simulated stock.  According to Licht, the defendants executed this 

scheme by fraudulently inducing Simulated to issue large quantities of heavily 

discounted stock to the defendants.  The defendants then began a public relations 

Case: 13-14249     Date Filed: 05/22/2014     Page: 2 of 14 



 
3 

  

campaign to “pump” up the value of Simulated’s stock, only to “dump” their 

shares soon afterwards by unexpectedly selling off their stock en masse.  Although 

the defendants handsomely profited from the scheme, Licht alleges that the 

massive sell-off caused prices of Simulated stock to plummet, thereby harming 

shareholders like Licht and ruining Licht and Simulated’s reputation in the 

business community. 

 On January 30, 2013, Licht filed an amended complaint in district court, 

alleging that the defendants had violated the Securities Act of 1933, the Securities 

Exchange Act, SEC Rule 10b-5, RICO, and various state laws.  The district court 

dismissed Licht’s claims under the Securities Act of 1933, the Securities Exchange 

Act, and SEC Rule 10b-5 for lack of subject matter jurisdiction.  The district court 

also dismissed Licht’s RICO claims as barred by the Private Securities Litigation 

Reform Act (PSLRA).  After dismissing Licht’s federal law claims with prejudice, 

the district court also declined to exercise supplemental jurisdiction over his state 

law claims.  Licht now appeals. 

II. DISCUSSION 

 We review de novo a district court’s order granting a motion to dismiss for 

lack of subject matter jurisdiction, viewing the facts in the light most favorable to 

the plaintiff.  Parise v. Delta Airlines, Inc., 141 F.3d 1463, 1465 (11th Cir. 1998); 

see also Fin. Sec. Assurance, Inc. v. Stephens, Inc., 500 F.3d 1276, 1282–83 (11th 

Case: 13-14249     Date Filed: 05/22/2014     Page: 3 of 14 



 
4 

  

Cir. 2007) (reviewing de novo the dismissal of a Section 10(b) complaint for 

failure to state a claim, and affirming in part because plaintiffs failed to allege that 

they were buyers or sellers and thus lacked standing).  We also review de novo the 

district court’s dismissal for failure to state a civil RICO claim.  See Ambrosia 

Coal & Constr. Co. v. Pages Morales, 482 F.3d 1309, 1316 (11th Cir. 2007).  We 

generally review the denial of a motion to amend a complaint for an abuse of 

discretion but we review questions of law, such as whether amendment would be 

futile, de novo.  Cockrell v. Sparks, 510 F.3d 1307, 1310 (11th Cir. 2007).  

 We liberally construe pro se pleadings, but require them to conform to 

procedural rules.  Albra v. Advan, Inc., 490 F.3d 826, 829 (11th Cir. 2007).  

Arguments that were not presented in the district court are deemed waived.  Access 

Now, Inc. v. Sw. Airlines Co., 385 F.3d 1324, 1330–33 (11th Cir. 2004). 

A. Securities Exchange Act and Securities Act Claims 

 We first consider whether the district court properly dismissed Licht’s 

claims under Section 10(b) of the Securities Exchange Act, SEC Rule 10b-5, and 

Section 12 of the Securities Act.  The district court dismissed the claims for lack of 

subject matter jurisdiction because Licht failed to allege that he was a buyer or 

seller of Simulated securities in connection with the defendants’ actions.  Licht 

responds that he nevertheless has standing to pursue these claims because he is an 

officer of Simulated and a lawful owner of Simulated stock.  He also argues that 
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the buyer-seller requirement does not preclude relief if a plaintiff can establish a 

causal connection between the violations of law and his loss. 

 Licht’s arguments ultimately miss the mark because they conflict with the 

longstanding rule that only purchasers and sellers of securities can invoke the 

subject matter jurisdiction of the courts under Section 10(b) of the Securities 

Exchange Act, SEC Rule 10b-5, and Section 12 of the Securities Act.  See Blue 

Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 749, 95 S. Ct. 1917, 1932 

(1975); Delta Coal Program v. Libman, 743 F.2d 852, 855 (11th Cir. 1984) 

(“[B]ecause an element essential to a violation of section 10(b) or rule 10b-5 is a 

sale or purchase, plaintiffs who have been unable to characterize their key 

transactions with the defendants as such have failed to invoke subject matter 

jurisdiction for those claims.”).  In Blue Chip Stamps, for example, the Supreme 

Court observed that Section 10(b) of the Securities Exchange Act prohibits certain 

“manipulative or deceptive” conduct “in connection with the purchase or sale of 

any security.”  421 U.S. at 728, 95 S. Ct. at 1922.  As a result, the Court endorsed 

the standing rule created by Birnbaum v. Newport Steel Corp., 193 F.2d 461, 464 

(2d Cir. 1952), which permits only purchasers and sellers of securities, and those 

with contracts to purchase and sell securities, to bring suit under Section 10(b) of 

the Securities Exchange Act and SEC Rule 10b-5, which implements Section 

10(b).  421 U.S. at 730–31, 749, 95 S. Ct. at 1923, 1932.  The Court adopted this 
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rule even though it would exclude three principal categories of plaintiffs from 

bringing claims:  (1) people who did not purchase stock as a result of the 

defendants’ conduct; (2) people who did not sell stock as a result of the 

defendants’ conduct; and (3) “shareholders, creditors, and perhaps others related to 

an issuer who suffered loss in the value of their investment.”  421 U.S. at 737–38, 

95 S. Ct. at 1926.   

 In the same way, Section 12 of the Securities Act imposes civil liability on 

any person who “offers or sells a security” by means of a misleading prospectus or 

oral communication.  15 U.S.C. § 77l(a).  The seller’s civil liability, however, is 

limited “to the person purchasing such security from him.”  Id.  Thus, a person 

only has standing to sue under Section 12 if he purchased securities from the 

defendant.  Id.; see also Wolf v. Frank, 477 F.2d 467, 479 (5th Cir. 1973) 1 

(“Section 12, in terms, provides a remedy for violations of Section 5 only to 

purchasers of securities . . . or to one who stands in the shoes of a purchaser.”) 

(internal citations omitted); Freidus v. Barclays Bank PLC, 734 F.3d 132, 141 (2d 

Cir. 2013) (“In order to have standing under § 12(a)(2), however, plaintiffs must 

have purchased securities directly from the defendants.”). 

 Given these well-established standing requirements, the district court 

properly concluded that Licht lacked standing to bring his claims under the 

                                                 
1 In Bonner v. City of Prichard, 661 F.2d 1206 (11th Cir. 1981) (en banc), we adopted as binding 
precedent all decisions of the former Fifth Circuit handed down before October 1, 1981. 
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Securities Exchange Act, SEC Rule 10b-5, and the Securities Act.  It may be true 

that the defendants harmed Licht in his capacity as an officer of Simulated and an 

owner of Simulated stock.  But he nevertheless cannot invoke the subject matter 

jurisdiction of the courts under these statutes unless he alleges that he was a 

purchaser or seller of stock in connection with the defendants’ fraudulent conduct.  

See Blue Chip Stamps, 421 U.S. at 737–38, 95 S .Ct. at 1926 (noting that 

“shareholders, creditors, and perhaps others related to an issuer who suffered loss 

in the value of their investment” do not have standing under the Securities 

Exchange Act and SEC Rule 10b-5). 

 Neither does it make a difference that Licht can establish a direct causal 

connection between his losses and the defendants’ actions.  In Financial Security 

Assurance, we rejected the argument that the purchaser-seller requirement 

“entail[s] a functional, and not a formal, inquiry.”  500 F.3d at 1283.  If it were 

otherwise, the standing rules would be “subject to endless case-by-case erosion by 

courts employing a functional analysis.”  Id. (quotation marks omitted).  Thus, 

Licht cannot invoke the court’s subject matter jurisdiction simply because the harm 

he suffered was functionally equivalent to the harm suffered by purchasers or 

sellers of securities.  In order to have standing to bring these claims, Licht must 

formally allege that he purchased or sold securities in connection with the 

defendants’ actions.   
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 Licht responds that these standing rules must yield to the “forced seller 

doctrine.”  He mistakenly claims that this doctrine allows investors to sue as long 

as the nature of their interest in a security was fundamentally changed as a result of 

a fraudulent scheme.  We need not consider this argument because Licht raises it 

for the first time on appeal.  See Access Now, 385 F.3d at 1330–33.  In any event, 

the forced seller doctrine is not as broad as Licht suggests.  The “forced seller 

doctrine” refers to a shareholder plaintiff who, due to a merger, “as a practical 

matter” must “eventually become a party to a ‘sale.’”  Dudley v. Se. Factor & Fin. 

Corp., 446 F.2d 303, 306–07 (5th Cir. 1971).  We treat shareholders as forced 

sellers in these post-merger situations because “the nature of [the shareholder’s] 

investment has been fundamentally changed from an interest in a going enterprise 

into a right solely to a payment of money for his shares.”  Id. at 307.  Licht cannot 

benefit from this doctrine because he has not alleged any merger, nor has he 

alleged that he is being forced to sell his Simulated stock as a result of any merger.  

Therefore, the “forced seller doctrine” is irrelevant here.    

B. RICO CLAIMS 

 We next consider the district court’s finding that Licht’s RICO claims are 

barred by the Private Securities Litigation Reform Act (PSLRA).  Licht argues that 

the district court mistakenly viewed his RICO claims as predicated on acts of 

securities fraud instead of a complex scheme based on a variety of different acts, 
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circumstances, and fraud.  Licht also argues that his RICO claims do not rely on 

securities fraud but rather the defendants’ inflated marketing campaigns, press 

releases, interviews, false valuations, and activity reports.  As a result, Licht argues 

that the PSLRA does not bar his RICO claims.  

 The PSLRA provides that “no person may rely upon any conduct that would 

have been actionable as fraud in the purchase or sale of securities to establish a 

violation” of RICO, unless the person who committed the fraud has been 

criminally convicted.  18 U.S.C. § 1964(c).  As a result, courts have applied the 

RICO bar in § 1964(c) broadly, regardless of whether the plaintiff explicitly relied 

upon securities fraud as a predicate act or even had standing to pursue a securities 

fraud claim.  See, e.g., Bald Eagle Area School Dist. v. Keystone Fin., Inc., 189 

F.3d 321, 331 (3d Cir. 1999) (“[A] plaintiff cannot avoid the RICO Amendment’s 

bar by pleading mail fraud, wire fraud and bank fraud as predicate offenses in a 

civil RICO action if the conduct giving rise to those predicate offenses amounts to 

securities fraud.”); MLSMK Inv. Co. v. JP Morgan Chase & Co., 651 F.3d 268, 

277 (2d Cir. 2011) (holding that the PSLRA bar applies “even where a plaintiff 

cannot itself pursue a securities fraud action against the defendant”); Howard v. 

Am. Online Inc., 208 F.3d 741, 749 (9th Cir. 2000) (holding that the RICO bar 

applies even where the plaintiff does not have standing to sue under securities laws 

because the plaintiff did not buy or sell securities). 
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 With these principles in mind, the district court properly dismissed Licht’s 

RICO claims because they are based on predicate acts of securities fraud.  Licht’s 

RICO claims allege that the defendants “engaged in ‘racketeering activity’ by 

actively participating, among others, in the activity of ‘fraud in the sale of 

securities.’”  Although Licht alleges that the defendants also engaged in wire fraud 

and mail fraud, this conduct was in furtherance of the defendants’ overarching 

scheme to commit securities fraud.  See United States v. Stanley, 739 F.3d 633 

(11th Cir. 2014) (affirming conviction for violation of securities laws where 

defendants engaged in a similar pump-and-dump scheme); SEC v. Diversified 

Corp. Consulting Grp., 378 F.3d 1219 (11th Cir. 2004) (affirming judgment in 

favor of the SEC in a civil enforcement action for violation of securities fraud laws 

where defendants engaged in a similar pump-and-dump scheme).  As a result, the 

district court properly dismissed Licht’s RICO claims because they rely on 

predicate acts barred by the PLSRA.   

C. LEAVE TO AMEND 

 Licht next argues that the district court erred by dismissing his complaint 

without giving him an opportunity to amend.  He emphasizes that his pleadings 

must be liberally construed because he is a pro se litigant.  He further contends that 

he can still allege a set of facts that would entitle him to relief.   
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 Federal Rule of Civil Procedure 15(a)(1) states that “[a] party may amend 

the party’s pleading once as a matter of course” within 21 days after serving it, or 

after the earlier of service of any responsive pleading or service of a Rule 12(b) 

motion.  In all other cases, however, a party may amend its pleading only by leave 

of the court or by written consent of the adverse party.  Fed. R. Civ. P. 15(a)(1), 

(a)(2).  The district court “should freely give leave when justice so requires.”  Id. 

15(a)(2).  However, where a more carefully drafted complaint could not state a 

claim and amendment would be futile, dismissal with prejudice is proper.  See 

Cockrell, 510 F.3d at 1310. 

 We agree with the district court that it was appropriate to dismiss Licht’s 

claims with prejudice.  As we have said, the district court correctly dismissed 

Licht’s claims under the Securities Act and the Securities Exchange Act because 

he failed to allege that he was a purchaser or seller of securities.  See supra, 

Section II.A.  Before the district court dismissed these claims, Licht never sought 

leave to amend his pleadings to cure this defect.  Even now, Licht does not argue 

that he was a purchaser or seller of securities in connection with the defendants’ 

conduct.  Instead, Licht argues for a more expansive legal standard that would 

confer standing upon him as an officer of Simulated and a shareholder of 

Simulated stock who was harmed by the defendants’ conduct.  Based on this 
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record, we cannot say that the district court abused its discretion in denying leave 

to amend Licht’s claims under the Securities Act and the Securities Exchange Act.    

 In the same way, the district court properly found that amendment of Licht’s 

RICO claims would be futile because the heart of his complaint is a pump-and-

dump scheme that is “actionable as fraud in the purchase or sale of securities,” 18 

U.S.C. § 1964(c).  See supra, Section II.B.  Because the PSLRA bars this type of 

securities fraud from serving as a predicate act for RICO, the district court 

correctly found that amendment would be futile.  Additionally, Licht did not file 

any motion with the district court suggesting he would be able to allege any RICO 

predicate acts that would not be barred by the PSLRA.  See Long v. Satz, 181 F.3d 

1275, 1279 (11th Cir. 1999) (per curiam) (“A motion for leave to amend should 

either set forth the substance of the proposed amendment or attach a copy of the 

proposed amendment.”).  As a result, we conclude that the district court did not 

abuse its discretion in denying Licht’s RICO claims without granting leave to 

amend. 

D. DISMISSAL AS AGAINST ALL DEFENDANTS 

 Finally, Licht argues that the district court erred in dismissing claims against 

defendants who did not file motions to dismiss.  As discussed above, however, 

Licht’s failure to allege that he was a purchaser or seller of securities meant that he 

could not invoke the court’s subject matter jurisdiction under the Securities Act 
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and the Securities Exchange Act.  Once the district court found that it lacked 

jurisdiction over these claims, it was required to dismiss them regardless of which 

defendants had filed motions to dismiss.  See Univ. of S. Ala. v. Am. Tobacco Co., 

168 F.3d 405, 410 (11th Cir. 1999) (“Simply put, once a federal court determines 

that it is without subject matter jurisdiction, the court is powerless to continue.”).  

 As for Licht’s RICO claims, the district court’s actions constituted a 

dismissal of the non-movant defendants on its own motion for failure to state a 

claim.  “A district court can only dismiss an action on its own motion as long as 

the procedure employed is fair.”  Tazoe v. Airbus S.A.S., 631 F.3d 1321, 1336 

(11th Cir. 2011) (quotation marks omitted).  To employ fair procedure, a district 

court must generally “provide the plaintiff with notice of its intent to dismiss or an 

opportunity to respond.”  Am. United Life Ins. Co. v. Martinez, 480 F.3d 1043, 

1057 (11th Cir. 2007) (citing Jefferson Fourteenth Assocs. v. Wometco de P.R., 

Inc., 695 F.2d 524, 527 (11th Cir. 1983).  In this case, the district court employed a 

fair procedure because Licht had a full and fair opportunity to argue that his RICO 

claims were not barred by the PSLRA.  Indeed, Licht pressed this argument in his 

response to the defendants’ motions to dismiss.  Therefore, it was not error in these 
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circumstances for the district court to dismiss Licht’s RICO claims against all the 

non-movant defendants. 2 

III. CONCLUSION 

For these reasons, we affirm. 

 AFFIRMED. 

                                                 
2 To the extent that Licht challenges the district court’s dismissal of his state law claims, the 
argument is unavailing.  A district court has discretion not to exercise supplemental jurisdiction 
over state law claims after it has dismissed all claims over which it had original jurisdiction.  
Parker v. Scrap Metal Processors, Inc., 468 F.3d 733, 743 (11th Cir. 2006). 
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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK
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CHAILE STEINBERG, :

: MEMORANDUM ORDER
Plaintiff, 14 Civ. 2023 (ALC) (GWG)

:
-v.-

:
ANGELO MOZILO et al., 

:

Defendants. :
---------------------------------------------------------------X

GABRIEL W. GORENSTEIN, United States Magistrate Judge

Plaintiff Chaile Steinberg requests that she be allowed to conduct limited discovery
pertaining to the Bank of America Board of Directors’ refusal of her litigation demand.  See
Letter from Peter Safirstein, filed May 22, 2014 (Docket # 20); Reply Letter from Peter
Safirstein, filed June 2, 2014 (Docket # 31) (“Pl. Reply”).  This request derives from her belief
that defendants plan to raise matters outside the pleadings in support of their planned motion to
dismiss for failure to state a claim and that she will “need access to certain information” in order
to respond to the motion.  See Pl. Reply at 2.  Defendants oppose plaintiff’s discovery request
because “it conflicts with well settled law precluding a derivative plaintiff from pursuing
discovery prior to a decision on a Rule 23.1 motion.”  Letter from Scott D. Musoff, filed May
27, 2014 (Docket # 21). 

We find plaintiff’s request for discovery to be premature.  Plaintiff is not permitted to
obtain discovery simply to determine whether she can plead a valid claim.  See Hardy v. Nat’l
Ass’n of Ins. Comm’rs, 2011 WL 2671537, at *4 (S.D.N.Y. May 23, 2011) (“[L]itigant may not
obtain discovery under Fed.R.Civ.P. 26 to obtain support for a defective complaint.”); Stoner v.
Walsh, 772 F. Supp. 790, 800 (S.D.N.Y. 1991) (“The purpose of discovery is to find out
additional facts about a well-pleaded claim, not to find out whether such a claim exists.”); see
also Brody v. Chemical Bank, 482 F.2d 1111, 1114 (2d Cir. 1973) (“[T]he [pleading] must
comply with Rule 23.1 . . . . After pleading in compliance with Rule 23.1 the question of whether
or not discovery should be permitted rests in the discretion of the trial court . . . .”) (citations
omitted).  Moreover, there is case law stating that “plaintiffs in a derivative suit are not entitled
to discovery to assist their compliance with the particularized pleading requirement of Rule 23.1
in a case of demand refusal.”  See, e.g., Scattered Corp. v. Chicago Stock Exch., Inc., 701 A.2d
70, 77 (Del. 1997) (overruled on other grounds).  

However, in the event that defendants submit materials outside the pleadings in their
motion to dismiss, and the materials are not excluded by Judge Carter, the motion will

1
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necessarily be converted under Fed. R. Civ. P. 12(d) into a motion for summary judgment.  See
Fed. R. Civ. P. 12(d) (“If, on a motion under Rule 12(b)(6) or 12(c), matters outside the
pleadings are presented to and not excluded by the court, the motion must be treated as one for
summary judgment under Rule 56.  All parties must be given a reasonable opportunity to present
all the material that is pertinent to the motion.”); see generally Halebian v. Berv, 644 F.3d 122,
132 (2d Cir. 2011) (instructing “district court, on remand, to adjudicate the claim within the
framework of summary judgment by converting the defendants’ motion to dismiss pursuant to
Federal Rule of Civil Procedure 12(d)” because the State procedure for pleading derivative suit
requires “the parties to submit, and under which it is expected that the court will review,
evidentiary materials outside the scope of what the plaintiff has already included or incorporated
into his or her complaint”).  If matters outside the pleadings are submitted by defendants,
plaintiff may choose to request discovery at that time pursuant to Fed. R. Civ. P. 56(d)(2) (“If a
nonmovant shows by affidavit or declaration that, for specified reasons, it cannot present facts
essential to justify its opposition, the court may . . . allow time to obtain affidavits or
declarations or to take discovery.”).  

This Order should not be construed as concluding that plaintiff will necessarily be
entitled to discovery inasmuch as the provision of discovery is always a matter committed to the
district court’s discretion, see Halebian, 644 F.3d at 133, and other factors may come into play,
such as substantive requirements of Delaware law.  It is enough to say that plaintiff’s request
cannot be adjudicated before the filing of defendants’ motion to dismiss.   1

For these reasons, plaintiff’s request for discovery is denied.  

SO ORDERED.

Dated: June 6, 2014
New York, New York

  To the extent plaintiff’s letters may be read as expressing an interest in amending her1

complaint, the Court notes that she is free to do so without leave of the Court at any time up until
21 days after any motion to dismiss is filed.  See Fed. R. Civ. P. 15(a)(1)(B). 

2
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UNITED STATES DISTRICT COURT

SOUTHERN DISTRICT OF CALIFORNIA

SECURITIES AND EXCHANGE
COMMISSION,

Plaintiff,

CASE NO. 13cv319-GPC(JMA)

ORDER DENYING PETER C.
KERN’S MOTION TO
INTERVENE

[Dkt. No. 38]

vs.

ABS MANAGER, LLC and GEORGE
CHARLES CODY PRICE,

Defendants,

ABS FUND, LLC [ARIZONA]; ABS
FUND, LLC [CALIFORNIA];
CAPITAL ACCESS, LLC; CAVAN
PRIVATE EQUITY HOLDINGS,
LLC; and LUCKY STAR EVENTS,
LLC,

                                          Relief
Defendants.

In its complaint, the Securities and Exchange Commission (“Plaintiff”) alleges

that the defendants, including ABS Manager, LLC and George Charles Cody Price

(“Defendants”), committed five counts of fraud involving investment of approximately

$18.8 million over three years.  (Dkt. No. 1.)  The fraud was allegedly perpetrated by

Defendant Charles Cody Price (“Price”).  (Id. at 1.)

Before the Court is non-party Peter C. Kern’s (“Kern”) motion to intervene. 

- 1 - [13cv 1319-GPC(JMA)]
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(Dkt. No. 38-1 at 2.)  No defendant has opposed Kern’s Motion.  Plaintiff, however,

has filed an opposition to Kern’s Motion, (Dkt. No. 41), and Kern has filed a reply

(Dkt. No. 44.)  For the following reasons, the Court DENIES Kern’s motion to

intervene in the proceedings.

BACKGROUND

On February 8, 2013, Plaintiff filed a Complaint for Violations of the Federal

Securities Laws.  (Dkt. No. 1 at 1.)  In the complaint, Plaintiff makes five separate

claims for relief, alleging that Defendants have violated sections of the Investment

Advisers Act of 1940 (“Advisers Act”), the Securities Act of 1933 (“Securities

Act”), and the Securities Exchange Act of 1934 (“Exchange Act”).  (Id. at 13-16.)

Plaintiff alleges that Defendants invested approximately $18.8 million from

about 35 investors in a particularly risky type of “collateralized mortgage

obligation” (“CMO”) known as “Interest Only” (“IO”) CMOs.  (Id. at 2.)  From

2009 onward, Plaintiff alleges that Defendants fraudulently misrepresented the

nature of the investments in IO CMOs as “very safe,” “very secure,” and as

“government bonds.”  (Id.)  In addition to fraudulent and false representations of the

investments, Plaintiff also alleges that Defendants assessed management fees on the

fund of approximately “a half million dollars.  (Id. at 2-3.)  Management fees were

only required if the returns on the investments exceeded 12.5% or 18%, depending

on the fund.  (Id. at 2.)  According to Plaintiff, the returns on the investments never

exceeded 12.5% or 18% respectively, thus the assessed management fees were

fraudulent.  (Id. at 3.)  The complaint seeks a temporary restraining order and

preliminary injunction to freeze Defendant’s assets.  (Id. at 17.)  Additionally,

Plaintiff requests that all fraudulently obtained funds be disgorged, and that

Defendant pay associated civil penalties upon the issuance of findings of fact and

conclusions of law as judged by the Court.  (Id. at 16.)

On March 20, 2013, the Court granted Plaintiff’s motion for preliminary

injunction and temporary restraining order, partially freezing Defendant’s assets. 

- 2 - [13cv 1319-GPC(JMA)]
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(Dkt. No. 31 at 1.)  On May 16, 2013, Kern filed a motion to intervene in the

proceedings.  (Dkt. No. 38-1 at 1.)  Of the 35 investors that contributed to the $18.8

million that Defendants raised, approximately $8.5 million was invested by Kern. 

(Id. at 2.)  Kern claims that he has a significant interest in the present case, and that

neither Plaintiff nor Defendants adequately represent his interests.  (Id. at 3.)  As a

result, Kern is seeking intervention under Federal Rule of Civil Procedure 24 (“Rule

24").  Specifically, he is seeking intervention as of right under Rule 24(a), and

alternatively seeking permissive intervention under Rule 24(b).  (Id. at 2, 7.) 

Defendants do not oppose Kern’s motion to intervene.  (Id. at 2.)

On May 31, 2013, Plaintiff filed an opposition to Kern’s motion to intervene. 

(Dkt. No. 41 at 1.)  Plaintiff claims that Kern’s intervention is barred by Section

21(g) of the Exchange Act, and thus, Kern’s motion to intervene should be

dismissed.  (Id. at 3.)  In the alternative, Plaintiff claims that Kern fails to meet the

requirements for either an intervention as a matter of right, or permissive

intervention.  (Id. at 4-9.)

Kern filed a reply to Plaintiff’s opposition on June 7, 2013, rejecting

Plaintiff’s claims and reasserting his argument in favor of his motion to intervene. 

(Dkt. No. 44.)

DISCUSSION

Kern requests that he be allowed to intervene because he has an

unrepresented interest in property that may be impaired by the proceedings of the

Court.  (Dkt. No. 38-1.)  Plaintiff opposes Kern’s motion to intervene, claiming that

(1) Section 21(g) of the Exchange Act bars intervention without the SEC’s consent;

(2) Kern does not meet the requirements of intervention as a matter of right; and (3)

Kern does not meet the requirements of permissive intervention.  (Dkt. No. 41.)  

I. Intervention in SEC Actions

Plaintiff argues that Section 21(g) of the Exchange Act bars intervention in

SEC actions without SEC consent, which Kern does not have.  (Dkt. No. 41 at 3-4.)  

- 3 - [13cv 1319-GPC(JMA)]
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Kern argues that intervention is not barred since Section 21(g) only applies to

consolidation and coordination, and bears no relevance on motions to intervene. 

(Dkt. No. 44 at 2.)

Section 21(g) of the Securities Exchange Act of 1934 states:

 . . . no action for equitable relief instituted by the [SEC]
pursuant to the securities laws shall be consolidated or
coordinated with other actions not brought by the [SEC],
even though such other actions may involve common
questions of fact, unless such consolidation is consented to
by the [SEC].

15 U.S.C. § 78u(g).  District courts in the Seventh Circuit and Fourth Circuit have

interpreted Section 21(g) to extend beyond consolidation and coordination, barring

intervention into actions initiated by the SEC.  SEC v. Egan, 821 F. Supp. 1274,

1275 (N.D. Ill. 1993); SEC v. Homa, 2000 WL 1468726, at *2 (N.D. Ill. Sept. 29,

2000); see also SEC v. Qualified Pensions, 1998 WL 29496, at *3 (D.D.C. Jan. 16,

1998).  These courts support a broad interpretation of Section 21(g), citing dicta

from a Supreme Court decision in stating, “the respondent probably could not have

joined in the injunctive action brought by the SEC even had he so desired” and

citing Section 21(g).  Egan, 821 F. Supp. at 1275; Homa, 2000 WL 1468726, at *2;

Qualified Pensions, 1998 WL 29496, at *3 (citing Parklane Hosiery Co., Inc. v.

Shore, 439 U.S. 322, 332, (1979)).

The Eighth Circuit and Second Circuit have ruled to the contrary, holding that

the statute is limited to its plain language interpretation; consolidation is barred by

Section 21(g) but intervention is not.  SEC v. Flight Transportation Corp., 699 F.2d

943, 949-50 (8th Cir. 1993); SEC v. Credit Bancorp, Ltd., 194 F.R.D. 457, 466

(S.D.N.Y. 2000).

The Ninth Circuit has yet to rule on this issue directly.  One case mentioned

in dicta that intervention should possibly have been allowed.  SEC v. Lincoln Thrift

Ass’n, 577 F.2d 600, 609 (9th Cir. 1978).   Another court allowed intervention,

while making no mention of Section 21(g).  SEC v. Navin, 166 F.R.D. 435, 440

- 4 - [13cv 1319-GPC(JMA)]
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(N.D. Cal. 1995) (citing Flight Transportation Corp., 669 F. 2d at 949-50).  A third

court discussed the applicability of Section 21(g) to intervention, but left the

question unanswered, instead choosing to assess and reject the intervening party’s

motion on the requirements of intervention as a right and permissive intervention

respectively.  SEC v. TLC Invs. & Trade Co., 147 F. Supp. 2d 1031, 1039-40 (C.D.

Cal. 2001).1

In the present case, no specific analysis under Section 21(g) is required. 

Regardless of the applicability of Section 21(g), Kern’s motion fails to satisfy the

requirements for intervention under Rule 24(a) and Rule 24(b).  

II. Intervention as a Matter of Right

Kern argues that he should be allowed to intervene in the current proceedings

as a matter of right.  (Dkt. No. 38-1 at 2.)  Kern’s investment represents

approximately $8.5 million of the $18.8 million raised by Defendants, establishing

“a material and undisputed interest in the property, funds and other assets remaining

in the ABS of Capital Access Fund.”  (Id. at 2-3.)  Further, Kern claims that his

interests are not being represented by either Plaintiff or Defendant.  (Id. at 3.) 

Defendant stands accused of committing fraud and “may face personal exposure on

account of the SEC claims.”  (Id.)  In contrast, Kern is “an innocent third-party

investor” who bears no alleged responsibility for fraudulent acts or representations. 

(Id.)  Kern claims that his interests are additionally not represented by Plaintiff

because Plaintiff is “seeking disgorgement and imposition of penalties senior to the

repayment of investor’s investments” that could negatively impact Kern’s recovery

of money he had previously invested.  (Id.)

Plaintiff opposes Kern’s motion to intervene on the grounds that he has not

satisfied the four requirements of intervention as a matter of right.  (Dkt. No. 41 at

It is unclear from the opinion whether the court would have barred intervention pursuant to1

Section 21(g) if the movant had satisfied the requirements of intervention as of right, or permissive
intervention.  The court explicitly side-steps the circuit-split, instead ruling narrowly that the movant
failed to satisfy the requirements for intervention.  TLC Invs. & Trade Co., 147 F. Supp. 2d at 1040.

- 5 - [13cv 1319-GPC(JMA)]
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4.)  First, Plaintiff claims that Kern’s interests are adequately represented.  (Id. at 5.) 

Kern’s interest is “in seeing that the maximum dollars are returned to investors, and

not disgorged to [Plaintiff] or diminished or eliminated as a result of imposition of

fines or penalties as requested by [Plaintiff] in the Complaint.”  (Dkt. No. 38-1 at 3.) 

This objective is identical to Defendant’s objective since Defendant’s answer denies

the allegations and offers affirmative defenses against allegations which would

result in disgorgement, fines, or penalties.  (Dkt. No. 41 at 5.)  Second, Plaintiff

claims that Kern’s motion to intervene is premature.  (Id. at 6.)  Kern’s only

objective involves penalties and disgorgement; no related issues are before the court

since the action is still in discovery.  (Id. at 6-7.)  Third, since Kern’s stated interests

are unrelated to discovery, participating in discovery will not protect Kern’s

interests.  (Id. at 7.)  Fourth, Kern’s interests are already protected because the

securities in which Kern’s money was kept have already been liquidated by Morgan

Stanley.  (Id. at 8.)  Having been liquidated, Kern’s property is now frozen and

protected by the Court’s PI Order.  (Id.)

In his reply, Kern stated that his motion was timely because it did not violate

Rule 24 and that participation in discovery and the trial will determine Kern’s

appropriate recovery.  (Id. at 4.)  Kern also argued that liquidation of assets by

Morgan Stanley is a question of fact and will be a subject of discovery.  (Id. at 3.)

Rule 24(a) regarding intervention as of right provides:

On timely motion, the court must permit anyone to
intervene who: . . . claims an interest relating to the
property or transaction that is the subject of the action, and
is so situated that disposing of the action may as a
practical matter impair or impede the movant’s ability to
protect its interest, unless existing parties represent that
interest.

Fed. R. Civ. P. 24(a).  Intervention is permitted as of right when (1) the motion to

intervene is timely filed; (2) the intervening party has an interest relating to the

property or transaction that is the subject of the action; (3) disposition of the action

- 6 - [13cv 1319-GPC(JMA)]
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may impair or impede the applicant’s ability to protect the interest; and (4) the

intervening party is not adequately represented by existing parties.  TLC Invs. &

Trade Co., 147 F. Supp. 2d at 1040-41 (citing Northwest Forest Res. Council v.

Glickman, 82 F. 3d 825, 836 (9th Cir. 1996)).  Regarding the fourth requirement,

the intervening party bears the burden of showing that its interests are not

adequately represented by existing parties.  Id. at 1043.  Additionally, adequacy of

representation is determined by a three-factor test:

(1) whether the interest of a present party is such that it
will undoubtedly make all of a proposed intervenor’s
arguments; (2) whether the present party is capable and
willing to make such arguments; (3) whether a proposed
intervenor would offer any necessary elements to the
proceeding that other parties would neglect.

Arakaki v. Cayetano, 324 F.3d 1078, 1086 (9th Cir. 2003).  Failure to satisfy any

element precludes the applicant from intervening as of right.  League of United

Latin Am. Citizens v. Wilson, 131 F. 3d 1297, 1302 (9th Cir. 1997).  “Where the

party and the proposed intervenor share the same ultimate objective, a presumption

of adequacy of representation applies, and the intervenor can rebut that presumption

only with a compelling showing to the contrary.”  Perry v. Proposition 8 Official

Proponents, 587 F. 3d 947 (9th Cir. 2009) (internal quotation marks and citation

omitted).  Lastly, in ruling on a motion to intervene, "a district court is required to

accept as true the non-conclusory allegations made in support of [the] intervention

motion." Southwest Center for Biological Diversity v. Berg, 268 F.3d 810, 819-20

(9th Cir. 2001).

In the present case, Kern’s claim that his interests are not adequately

represented by the existing parties is conclusory.  Kern has not stated any arguments

that the existing parties will undoubtedly not make.  Kern states no arguments that

Price would be incapable or unwilling to make.  Kern indicates no elements

necessary to the proceeding that Defendants or Plaintiff would neglect.  Price, like

Kern, invested his own money in the funds managed by Defendants.  (Dkt. No. 25-1

- 7 - [13cv 1319-GPC(JMA)]
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at 3.)  In addition, Defendants pray “[t]hat Plaintiff take nothing and obtain no relief

by reason of its Complaint.”  (Dkt. No. 26 at 12.)  Defendants prayer is seemingly

identical to Kern’s goal of preventing fines and disgorgement by Plaintiff, and Kern

makes no argument that they differ.  Further, Kern states that his interests are

unrepresented because Price may face personal exposure, but fails to explain how

such personal exposure relates to inadequate representation of his interests.

Kern has failed to put forth a compelling showing that his interests are not

adequately represented.  He has made no showing that his ultimate objective differs

from Defendants, and it is unclear which arguments or elements Kern would make

that Price would not in preventing Plaintiff from disgorging funds or assessing

penalties against Defendants.  Therefore, this Court DENIES Kern’s motion for

intervention as of right.

III. Permissive Intervention

Plaintiff argues that Kern has failed to meet the criteria for permissive

intervention because (1) he does not assert a claim or defense for which he is

intervening, and thus has shown no common questions of law or fact with

Defendant; (2) his interests are already represented by existing parties; (3) he lacks

legal position to intervene because he has not asserted claims or defenses, or sought

any recovery; (4) allowing Kern to intervene would open the door for additional

interventions, and; (5) Kern shares the same ultimate objective as Defendants and

would not “contribute to the development of the underlying factual issues.”  (Dkt.

No. 41 at 9.)

On June 7, 2013, Kern filed a reply to Plaintiff’s response, defending his

motion for permissive intervention.  (Dkt. No. 44.)  First, Kern argues he asserted a

claim against Defendants as an investor, having contributed approximately $8.5

million to Defendants’ fund.  (Id. at 2.)  The $8.5 million stands to be “adversely

and materially impacted” by Plaintiff seeking penalties and disgorgement from

Defendants’ fund.  (Id. at 3.)  Second, Kern argues that his interests are separate

- 8 - [13cv 1319-GPC(JMA)]

Case 3:13-cv-00319-GPC-BGS   Document 51   Filed 07/15/13   Page 8 of 10



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

from Price because Price faces “personal exposure” as he stands accused of fraud. 

(Id.)  In contrast, Kern is an innocent third-party investor.  (Id.)  Third, Kern’s

investment and claim regarding his investment establish sufficient legal position to

intervene in the present case.  (Id.)  Fourth, Kern argues that allowing him to

intervene would not open the door to numerous additional interventions.  (Id.)  The

Court has discretion to allow Kern to intervene while disallowing other investors

because Kern represents a disproportionately large share of the invested dollars. 

(Id. at 4.)  Lastly, Kern does not share the same ultimate objective with Price

because Kern does not stand accused of fraud and has no motivation to avoid

personal exposure to allegedly fraudulent activities.  (Id. at 3.)

Rule 24(b) regarding permissive intervention provides: “[o]n timely motion,

the court may permit anyone to intervene who . . . has a claim or defense that shares

with the main action a common question of law or fact.”  Fed. R. Civ. P. 24(b)(1)(B)

(emphasis added).  Thus, in order for a common question of law or fact to qualify a

third party to intervene, a claim or defense must first be asserted.  Id.  The court

must consider “whether intervention will unduly delay or prejudice the adjudication

of the original parties’ rights.”  Fed. R. Civ. P. 24(b)(3).  Further, the motion to

intervene “must state the grounds for intervention and be accompanied by a

pleading that sets out the claim or defense for which intervention is sought.”  Fed.

R. Civ. P. 24(c).  In addition to the requirements of Rule 24, the party seeking to

intervene must show an independent basis for federal jurisdiction.  TLC Invs. &

Trade Co., 147 F. Supp. 2d at 1043 (holding that third parties seeking to intervene

in an SEC action showed independent federal jurisdiction when they asserted

federal securities claims).  “Even if an applicant satisfies those threshold

requirements, the district court has discretion to deny permissive intervention.”  S.

Cal. Edison Co. v. Lynch, 307 F. 3d 794 (9th Cir. 2002).

Here, Kern’s statement that he seeks to maximize the dollars that investors

receive fails to satisfy Rule 24.  Kern states no claim or defense by which he intends

- 9 - [13cv 1319-GPC(JMA)]
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to maximize payments to investors and he has failed to state a specific claim for

which he seeks to intervene.  See Fed. R. Civ. P. 24(b)-(c).  Instead, “Kern simply

wishes to attend and participate in the depositions that are to be taken and to be

heard by the Court in connection with the disposition of this matter.”  (Id. at 4.) 

Since no claim has been presented, the Court cannot determine whether Kern’s

nonexistent claim shares common questions of law or fact with the main action.  2

Additionally, Kern has failed to show an independent basis for jurisdiction.  Unlike

the third parties in TLC Invs., Kern asserted no specific claim, and therefore has

shown no basis for federal jurisdiction.  As with the issue of common questions of

law or fact, this Court cannot determine the characteristics of a claim that has not

been asserted.  Therefore, the Court DENIES Kern’s motion for permissive

intervention.

CONCLUSION

In conclusion, the Court DENIES Kern’s motion to intervene.

IT IS SO ORDERED.

DATED:  July 15, 2013

HON. GONZALO P. CURIEL
United States District Judge

Plaintiff seeks to establish as a matter of fact that Defendants committed specific2

actions, and as a matter of law whether those actions violated federal securities laws. 
(Dkt. No. 1 at 16-18.)  Kern seeks to “[see] that the maximum dollars are returned to
investors, and not disgorged to [Plaintiff] or diminished or eliminated as a result of
imposition of fines as penalties requested by [Plaintiff] in the Complaint.”  (Dkt. No.
38-1 at 3.)  As such, both Kern’s and Plaintiff’s goals share a common question of fact
regarding whether Defendants committed specific acts, and a common question of law
regarding whether those acts are sufficient to warrant disgorgement, fines, or penalties. 
However, Rule 24 requires that the intervening party’s claim share a common question
of law or fact with the main action.  As such, the commonality of Kern’s goals are
insufficient to justify permissive intervention. 
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UNITED STATES BANKRUPTCY COURT 

CENTRAL DISTRICT OF CALIFORNIA 
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  Debtor(s). 

  
CHAPTER 7 
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Michael Williams 
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        v. 
 
 
Rumio Sato 
                   
 

                                           Defendant(s). 
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PURSUANT TO 11 U.S.C. 523(a)(2), (a)(4), 
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Plaintiff Michael Williams (the “Plaintiff” or “Williams”) has brought a 
nondischargeability action against Debtor Rumio Sato (the “Defendant” or “Sato”), claiming that 
Sato committed fraud in soliciting his investment in a real estate development project in 2006.  
As discussed below, the Court finds that the debt is not dischargeable under 11 U.S.C. §§ 
523(a)(2) and 523(a)(19). 

On or about October 18, 2011, Debtors Rumio and Junko Sato filed a voluntary chapter 
11 petition (the “Debtors”).  Upon Debtors’ motion, the case was later converted to chapter 7.  
On or about May 4, 2012, Williams filed an adversary complaint against Sato to determine the 
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dischargeability of Plaintiff’s debt under §§ 523(a)(2), (a)(4), and (a)(19).  The debt arose from 
Plaintiff’s investment of $150,000 in Defendant’s real estate development project located at 2470 
Lynnfield Circle, El Sereno, California (the “Lynnfield Property” or “Lynnfield Project”). The 
trial was held on February 10, 2014.  

 
Findings of Fact and Conclusions of Law

1
 

Sometime in 2006, Williams was introduced to Sato through Sato’s assistant, with whom 
Williams became acquainted with at a car wash he frequented.  Williams and Sato had no 
business or personal relationship prior to the Lynnfield Project at issue.  At that time, Williams 
was considering entering into some short-term investments.   

Sato held numerous meetings with Williams at Sato’s house, where Sato introduced his 
prosperous real estate business.  Sato explained that he had a history of purchasing properties at 
low cost and then developing and selling them for a lucrative return.  Sato indicated he was able 
to do so because of his access to inside information.  Sato showed Williams his own house as 
one of his remodeling projects.  Sato had his real estate broker and contractor licenses hanging 
on the walls in his house, together with pictures of his real estate developments.  Sato also had 
notebooks describing the portfolio of his different real estate projects.  See Plaintiff’s Trial 
Exhibit 24.  During the initial meetings, Sato drove Williams to see large parcels of undeveloped 
land which he stated he owned and was going to develop.   

After learning that Williams was looking for a quick turnaround, Sato recommended the 
Lynnfield Property as a “ready-to-go” project.  Sato told Williams that he could get the 
Lynnfield Project running once he had an investment of $150,000.  Sato explained he would then 
obtain a construction loan on the property.  Sato showed Williams the blueprints of a single 
family residence that he was going build on the property.  The construction was estimated to take 
only 9-10 months.  See Plaintiff’s Trial Exhibit 17; Defendant’s Trial Exhibit J.  Sato provided 
Williams with a Construction Timeline and Events detailing the different stages of construction.  
See Plaintiff’s Trial Exhibit 18; Defendant’s Trial Exhibit K.  Sato also took Williams to meet 
with the professionals who would undertake the Lynnfield project and they discussed the 
timeline and other construction matters in Williams’ presence. 

Sato eventually proposed an investment opportunity to Williams. In exchange for the 
investment of $150,000, Williams would receive: (1) 50% ownership in the Lynnfield Property 
through a Quitclaim Deed (the “Quitclaim Deed”), (2) 20% interest on the investment due June 
30, 2007, and (3) repayment of the investment upon sale or refinancing of the completed 
Lynnfield Property.  Sato executed the Quitclaim Deed in favor of Williams, see Defendant’s 
Trial Exhibit L, but he convinced Williams not to record it so that Sato could more easily obtain 
a construction loan.  In addition, Sato later wrote a check for $30,000 payable to Williams as an 
interest payment dated June 30, 2007.  See Defendant’s Trial Exhibit R.   

The terms of the deal are evidenced in two documents.  Sato first executed a “Note 
Secured by Deed of Trust” dated December 22, 2006 (the “Note”).  See Plaintiff’s Trial Exhibit 
22; Defendant’s Trial Exhibit H.  The Note was roughly drafted with handwritten remarks.  The 
Note only contained the terms of the interest payment and repayment of the investment upon sale 

                                                 
1
 The findings of fact and legal conclusions constitute the court’s findings under Federal Rule of Civil Procedure 

52(a), applicable in this bankruptcy proceeding under Federal Rule of Bankruptcy Procedure 9014.  To the extent 

any findings of fact constitute conclusions of law, they are adopted as such.  To the extent that any of the 

conclusions of law constitute findings of fact, they are adopted as such. 
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of the Lynnfield Property.  Id.  It was never recorded.  On January 1, 2007, the parties then 
drafted and executed a Real Estate Partnership Agreement (the “Agreement”).  See Plaintiff’s 
Trial Exhibit 17; Defendant’s Trial Exhibit J.  The Agreement laid out the major terms of the 
deal.   

The construction took four years and was finally completed in March 2011.  The real 
estate market changed dramatically from 2007 to 2011.  During this period, Williams frequently 
emailed Sato, asking for progress reports and repayment of his investment.  See Defendant’s 
Trial Exhibits V to JJ.  When the Lynnfield Property was in a marketable condition, Williams 
urged Sato to sell it.  See Defendant’s Trial Exhibit O p. 3-4.  The sale turned out to be futile and 
the property was worth much less than the secured debt on the property.  Furthermore, Sato 
could not afford the mortgage payments.  Sato requested Williams to pay the mortgage with him, 
or warned that the property could be foreclosed.  Williams declined to pay the mortgage.  In 
December 2011, the secured lender foreclosed on the Lynnfield Property. 

 
At trial, the key facts in dispute were: 1) what did Sato represent to Williams; 2) what 

was the actual transaction between them; and 3) whether Williams reasonably and justifiably 
relied on Sato’s representations. The specific disputed facts are discussed in the context of each 
element of the § 523 counts.  During the trial, there was substantial direct and cross examination 
of both parties. Williams’ testimony was detailed, consistent, and credible.  Sato, on the other 
hand, appeared to be evasive and cautious. 

2
  

In an action to determine the dischargeability of a debt, Plaintiff has the burden of proof 
to establish the elements of discharge exceptions by a preponderance of evidence.  See Grogan v. 
Garner, 498 U.S. 279, 291 (1991).  The provisions of the § 523(a) exceptions to discharge should 
be construed narrowly. See, e.g., Cal. Franchise Tax Bd. v. Jackson (In re Jackson), 184 F.3d 
1046, 1051 (9th Cir.1999); Bowen v. Francks (In re Bowen), 102 B.R. 752, 756 (B.A.P. 9th Cir. 
2001). 

 
I. Fraud under § 523(a)(2) 

Section 523(a)(2) excepts from discharge any debt to the extent obtained by 

(A) false pretenses, a false representation, or actual fraud, other than a 
statement respecting the debtor’s or an insider’s financial condition; 

(B) use of a statement in writing 
(i) that is materially false; 
(ii) respecting the debtor’s or an insider’s financial condition; 
(iii) on which the creditor to whom the debtor is liable for such 

money … reasonably relied; and 
(iv) that the debtor caused to be made or published with intent to 

deceive 

 
Section 523(a)(2)(A) and (B) are mutually exclusive, although they have substantially 

similar elements.  See In re Kirsh, 973 F.2d 1454, 1457 (9th Cir. 1992).  Section 523(a)(2)(A) 

                                                 
2  For instance, he first claimed that the notebooks of his real estate portfolio did not exist until 2010 or 2011.  He 

later conceded that they could have existed in 2006 as Williams had stated, after he was pointed to the copyright 

notation of 2006 on the notebook.  See Plaintiff’s Trial Exhibit 24. 
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applies to misrepresentations other than those respecting the debtor’s financial condition; while § 
523(a)(2)(B) refers specifically to written statements of financial condition.  Therefore, oral 
misrepresentations regarding the debtor’s financial condition are not under the purview of § 
523(a)(2).  See In re Joelson, 307 B.R. 689, 692-93 (10th Cir. B.A.P. 2004), aff’d 407 F.3d 700 
(10th Cir. 2006), cert denied 126 S.Ct. 2321 (2006).  Such oral misrepresentations are not at 
issue here. 

There is another key difference between the two subsections on the reliance element.  
Section 523(a)(2)(A) employs a subjective standard that “justification is a matter of the qualities 
of the particular plaintiff.”  Field v. Mans 516 U.S. 59, 70, 71 (1995).  Section 523(a)(2)(B), on 
the other hand, has an objective standard for reliance in examining the facts and circumstances 
surrounding the misuse of the statement in writing regarding the debtor’s financial condition.  In 
re Trejo, 2011 WL 5557423, at *5 (Bankr. N.D. Cal. Nov. 3, 2011).  

As discussed below, the Court finds that Defendant engaged in fraud in luring Plaintiff to 
invest in his Lynnfield Project under § 523(a)(2)(A).  There is no need to analyze § 523(a)(2)(B) 
because written statements of Sato’s financial condition were not actually an issue or pursued at 
trial.  

The Ninth Circuit has held that a claim for fraud under § 523(a)(2)(A) includes five 
elements: (1) the debtor made a false statement or engaged in deceptive conduct;   (2) the debtor 
knew the representation to be false; (3) the debtor made the representation with the intent to 
deceive the creditor; (4) the creditor justifiably relied on the representation; and (5) the creditor 
sustained damage from its reliance.  In re Slyman, 234 F.3d 1081, 1085 (9th Cir. 2000).   

(i) Misrepresentations of Fact by Debtor 

Plaintiff alleges that Defendant misrepresented to him, orally and in writing that: (1)  
Sato was an experienced real estate developer, with a history of successful real estate deals; (2) 
Sato made an informed estimate that the construction on the Lynnfield Property would be 
completed within a year, based on his experience as well as information from the professionals 
he took Williams to meet; and  (3)  the investment proceeds would be spent on the Lynnfield 
Property as implied by the language of the Note and the Agreement.   

These representations are solely regarding Sato’s real estate developer experience and 
expertise as well as the details of the investment in the Lynnfield Property.  They are not about 
Sato’s net worth or income, although his financial condition was part of the image he crafted for 
Williams. 

The purpose of the misrepresentations was to create the impression that Sato was an 
experienced, successful, and knowledgeable real estate developer.  Sato held the meetings with 
Williams in his house, where he showed his work product and his financial capability.  He drove 
Williams to see the real estate empire he was developing, simply to strengthen Williams’ 
confidence in his business.  Sato testified that he did not intend to solicit Williams’ investment in 
the other projects, because they were in a very preliminary stage and they required large 
investments that Williams probably could not afford.  He prepared notebooks of his real estate 
portfolio with pictures of land he owned and the flowery descriptions of the proposed buildings.  
Accordingly, Sato appeared to be a successful business developer. 

Sato held himself out as having professional and insider knowledge to ensure the success 
of his business.  Sato showed glimpses of the arrogance behind his sales pitch in his testimony 
during trial.  Sato claimed to have the ability to procure inside information of discounted land.  
Sato had professional credentials as a broker and a contractor.  Sato appeared to be on top of the 
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technicalities of the construction plan in his presentation of blueprints and the construction 
timeline.  Sato took Williams to meet with construction professionals and he led the discussion 
about the construction on the Lynnfield Property.   

(ii) That Debtor knew to be false 

The evidence also shows that Sato knew these statements to be false when he made them, 
or alternatively, he made them with reckless disregard for the truth of the statements.  See In re 
Gertsch, 237 B.R. 160, 167 (9th Cir. B.A.P. 1999), citing In re Houtman, 568 F.2d 651, 656 (9th 
Cir. 1978).   

Sato knew the impression he conveyed to Williams of his real estate experience and 
expertise was fabricated.  Sato knew he was far from being an experienced real estate developer.  
He had little, if any, experience as a real estate developer when he met Williams.  He had just 
obtained his contractor license in 2005, only one year prior to meeting Williams.  The pretty 
pictures and flowery language in his real estate portfolio notebooks that he presented to Williams 
were his dreams and ambitions, not what had actually been done.   

Furthermore, Sato recklessly estimated the construction time on the Lynnfield Property.  
He knew it was simply a general estimate with little, if any, investigation into the particular 
landscape of the Lynnfield Property or the relevant administrative approval process.  He made 
little effort to provide Williams with a good faith estimate of the construction time.  Nonetheless, 
he told Williams that it would be a quick turnaround and put in the Agreement that the project 
was to take approximately 9 to 10 months, absent unforeseen events. 

Even if Sato had believed the estimate to be true, he knowingly or recklessly made false 
statements regarding the reliability of the estimate.  Although he insisted in putting in the 
language about delay caused by unforeseen events in the Agreement, he had no experience or 
basis to predict what types of events could be foreseen at that time as he had never even built a 
single family residence.   

Sato also knew that he would not deposit Williams’ investment in a separate account 
dedicated to the Lynnfield Property. At the time, Sato knew he would use the money for 
whatever he needed.  Although Williams made the investment specifically for the Lynnfield 
Property, Sato deposited Williams’ investment funds in his personal account.  The Note and the 
Agreement both identified the deal as development on the Lynnfield Property.  According to his 
testimony, however, Sato withdrew substantial amounts of cash from his personal account 
shortly after depositing Williams’ investment funds and then purchased several properties for his 
own real estate portfolio.  Sato never provided Williams with an accounting of his investment 
funds.  The only accounting Sato provided Williams was for “out-of-pocket” expenses and not 
for Williams’ investment funds.  See Plaintiff’s Trial Exhibit 20.  At trial, Sato denied he had 
used the money elsewhere but claimed he could have used it however he wanted.   

(iii) Made with the intent to deceive Plaintiff 

Sato made the representations, discussed in section (i) above, with the intent to deceive 
Williams.  Sato’s career goal was to use the funds from others for his budding real estate 
business, even if he had to shade the truth to reach it.  Sato’s statements and conduct were 
designed to impress Williams to get him to invest in the Lynnfield Project.  Scienter is also 
demonstrated by Sato’s argument during trial that there were no strings attached to Williams’ 
money and he could do whatever he wanted with it, although Williams was made to believe 
differently.  Sato’s attitude throughout the trial revealed his state of mind from the start.  
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Sato argued that had he intended to deceive Williams he would not have executed the 
Quitclaim Deed or made the $30,000 interest payment.  The argument however, is not 
convincing.  The Quitclaim Deed was used to induce Williams to continue with the investment.  
While Sato executed the Quitclaim Deed transferring 50% interest in the Lynnfield Property to 
Williams, he persuaded Williams not to record the Quitclaim Deed.  Therefore, the Quitclaim 
Deed had very limited legal effect.  Sato then had to make the $30,000 interest payment so that 
Williams would not sue him earlier.  Sato’s actions were just lulling activities that kept the deal 
going.   

Sato’s beliefs that things would all work out and that he would be able to perform under 
the Agreement are irrelevant as to his scienter at the time he made the misrepresentations.  He 
knowingly made false statements in order to obtain Williams’ investment.  Sato’s belief that he 
and Williams would both make money from the booming real estate market, is consistent with 
his intent to deceive Williams, as he believed, in the end, he could probably get away with any 
consequences of his fraudulent representations.  

(iv) Plaintiff justifiably relied on the misrepresentations 

In terms of justifiable reliance under §523(a)(2)(A), we inhabit the particular mindset and 
circumstances of the plaintiff in question to determine whether or not a plaintiff is willfully blind 
to the potential for fraud presented to them.  In re Trejo, 2011 WL 5557423, at *4 (Bankr. N.D. 
Cal. Nov. 3, 2011).  A person cannot purport to rely on preposterous representations or close his 
eyes to avoid discovery of the truth.  In re Kirsh, 973 F.2d at 1459.   

In this case, Williams justifiably relied on Sato’s representations.  With only a technology 
background, Williams had limited knowledge or experience with real estate development. 
Williams’ only real estate experience was the purchase of his residential property.  Williams met 
Sato several times before finally deciding to invest in the Lynnfield Property.  Sato used each 
occasion to present himself as an experienced real estate developer who knew what he was 
doing.  Sato took Williams on trips to other real estate projects.  Williams only knew what Sato, 
a successful and experienced real estate developer, had told him.  Williams relied on Sato’s 
choice of the Lynnfield Property to be the one to invest in.  He relied on Sato’s promise that the 
construction would be completed within a year and he would get his investment back in full 
together with interest and profits.  Without the misrepresentations about Sato’s experience, the 
estimate of a 10-month turnaround, and the promise to use the investment on the Lynnfield 
Property, Williams would not have invested in the Lynnfield Project.   

During the trial, Sato argued that Williams should have discovered that he was not an 
experienced real estate developer and Williams should not have blindly trusted Sato.  As the 
contractor license shown in Sato’s house displayed an issuing date in 2005, Williams should 
have realized that Sato only had at most one-year of contractor experience.  Sato contends that 
Williams could have and should have contacted other professionals before he made a decision on 
the investment and before deciding not to record the Quitclaim Deed.  Sato also testified that 
when he took Williams to meetings with construction professionals they talked about the fact 
that the Construction Timeline and Events were just a general estimate and a soil sample of the 
Lynnfield Property had not yet been taken.   

With the benefit of the hindsight, it is true that Williams should have sensed the red flags 
and should have consulted with some professionals.  This is not the legal standard, however.  
The test is whether a person with Williams’ experience and mindset is justified in trusting Sato. 
The fraud statutes also protect the gullible and the unsophisticated.   
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The meeting with other construction professionals might have given Williams an 
inclination that the anticipated construction time might be off but not by four years. In addition, 
there was insufficient information at that point to warn Williams from relying on Sato’s 
misrepresentations. With the buildup of trust and the complicated technicalities of real estate 
construction, Williams was justified in deferring to Sato’s experience and judgment.   

(v) Plaintiff sustained damages as a result of the misrepresentations 

Williams’ loss of $150,000 was actually and proximately caused by Sato’s 
misrepresentations.  Williams lost his investment when the Lynnfield Property was foreclosed on 
by the secured lender.  But for Sato’s misrepresentations, Williams would not have invested in 
the Lynnfield Property and subsequently lost his investment.   

Sato argued that the misrepresentations were not the proximate cause of the loss.  Prior to 
the foreclosure, Sato told Williams that he could no longer make the loan payments and, if 
Williams did not repay the loan, the secured lender could foreclose on the property.  He argued 
that Williams’ refusal to repay the loan was the proximate cause of his loss.   

Williams’ only obligation under the Agreement, however, was to invest $150,000 in the 
Lynnfield Property.  Sato took out the construction loan under his own name.  Williams never 
assumed the duty to repay the loan.  The foreclosure was therefore caused by Sato’s default. 
Williams had no obligation to put in more money when Sato initially asked him.  It is also 
speculative to know whether paying the loan would have saved Williams’ investment.   

Sato also argued that he and Williams formed a partnership, so Williams should take the 
losses along with the profits.  Williams and Sato both testified that the Agreement was drafted 
with input from both parties, but Sato was the one calling it a “partnership” agreement.   

The Court determined that the relationship between the parties was not a partnership, 
notwithstanding the title of the Agreement.  Williams did not intend to form a partnership with 
Sato.  Williams expected to recover the investment in full upon completion.  There were no 
formalities for a partnership.  Sato testified that he did not have bank accounts for the 
partnership.  Sato never filed a partnership tax return or felt he should do so. 

Sato argued that Williams had control over the project because Williams frequently 
emailed him for progress reports, and it was Williams’ decision to sell the Lynnfield Property.  
Sato, in fact, obtained written consent from Williams before he listed the property for sale.   

Williams did not have the control he would have had, had they formed a partnership.  The 
progress reports Sato gave to Williams upon Williams’ request were consistent with updating an 
investor on the progress of an investment project.  Williams did not choose subcontractors, 
materials, or even the listing price.  He did not get bank account statements or sign on the 
construction loan.  Instead, Williams listened to Sato and acceded to Sato’s decisions during each 
step of the project.   

Therefore, the Court finds that Sato committed fraud when he engaged Williams in the 
real estate development on the Lynnfield Property.  Williams’ claim is nondischargeable under § 
523(a)(2)(A). 
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II. Fraud in Connection with Securities Transactions under § 523(a)(19) 

Williams also alleges a cause of action under § 523(a)(19). That section provides that any 
debt is not discharged if it -   

(A)  is for –  

(i) the violation of any of the federal securities laws …, any of the 

state securities law, or any regulations or order issued under such 

federal or state securities laws, or 

(ii) common law fraud, deceit, or manipulation in connection with the 

purchase or sale of any security; and 

(B) results, before, or, or after the date on which the petition was filed, from –  

(i) any judgment, order, consent order, or decree entered in any 
federal or state judicial or administrative proceeding; 

(ii) any settlement agreement entered into by the debtor; or 
(iii)any court or administrative order for any damages, fine, penalty, 

citation, restitutionary payment, disgorgement payment, attorney 
fee, cost, or other payment owed by the debtor. 

 
11 U.S.C. § 523(a)(19) (emphasis added). 

The two subparts of § 523(a)(19) are conjunctive requirements. Plaintiff must establish 
both parts by a preponderance of evidence.   

§ 523(a)(19)(B) 

A threshold question is whether § 523(a)(19)(B) requires that Plaintiff’s claim be first 
memorialized in an order or settlement outside of this Court.  There is a split in authority on this 
question.  The narrower view holds that § 523(a)(19)(B) requires the debt to be first 
memorialized in a settlement or order by a nonbankruptcy forum.  See In re Collier, 497 B.R. 
877, 903 (Bankr. E.D. Ark. 2013); In re Bundy, 468 B.R. 916, 922 (Bankr. E.D. Wash. 2012); In 
re Pujdak, 462 B.R. 560, 574 (Bankr. D.S.C. 2011); In re Jafari, 401 B.R. 494, 497 (Bankr. D. 
Colo. 2009); In re Zimmerman, 341 B.R. 77, 80 (Bankr. N.D. Ga. 2006).   

The more expanded view holds that the bankruptcy court can determine the liability, 
damages, and dischargeability of the debt for securities violations and securities fraud and issue 
its own judgment to satisfy § 523(a)(19)(B).  See In re Hill, 495, B.R. 646, 661 (Bankr. D.N.J. 
2013); In re Jensen-Ames, 2011 WL 1238929, *8 (Bankr. W.D. Wash. March 30, 2011) 
(unpublished); In re Jansma, 2010 WL 282511, *5 (Bankr. N.D. Ill. Jan 21, 2010); In re Chan, 
355 B.R. 494, 505 (Bankr. E.D. Penn. 2006).   

This Court concludes that the language of the provision, as well as the legislative history 
and policy considerations, warrants the more expanded view.  The more expanded approach to § 
523(a)(19)(B) is closer in line with the broad language of the Code, the effort to make it even 
broader by the BAPCPA amendment and the need to litigate all exceptions to discharge in one 
proceeding. To require a piecemeal adjudication of a § 523(a)(19) issue elsewhere would not 
make sense where a § 523(a)(2) exception is already being litigated.   
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§ 523(a)(19)(A) 

Section 523(a)(19)(A) includes both securities violations under § 523(a)(19)(A)(i) and 
common law fraud in securities transactions under § 523(a)(19)(A)(ii). In re Civiello, 348 B.R. at 
464.  As the Court has already decided that Defendant committed actual fraud in the transaction 
under § 523(a)(2), thus, the sole remaining issue is whether the transaction is a security.   

Cal. Corp. Code § 25019 defines a security and includes an expansive list of transactions 
and instruments deemed to be securities. Under California law, a transaction is an investment 
contract if it meets either the “risk capital” test under Silver Hills Country Club v. Sobieski, 55 
Cal.2d 811, 815 (1961), or the federal test under SEC v. W.J. Howey Co., 328 U.S. 293, 298-99 
(1946) (“Howey”).  Reiswig v. Dep’t of Corp., 144 Cal.App.4th 327, 334 (Cal. Ct. App. 2006).  
Under the federal Howey test, a security is a contract, transaction or scheme whereby a person 
invests his money in a common enterprise and is led to expect profits solely from the efforts of 
the promoter or a third party.  328 U.S. at 298-99.  There are three elements: (1) an investment of 
money, (2) in a common enterprise, and (3) with an expectation of profits produced by the efforts 
of others.  SEC v. Rubera, 350 F.3d 1084, 1090 (9th Cir. 2003).    

In Howey, the defendant offered investors a contract to purchase a small portion of an 
orange grove together with a 10-year service contract under which the defendant agreed to 
maintain and harvest the orange grove plot for the investor.  See 328 U.S. at 295-96.  The 
investors were individuals who lacked the knowledge or resources for orange cultivation and 
harvesting.  Id.  The Supreme Court ruled that the transaction was a security.  328 U.S. at 298-
99.  The defendant was offering an opportunity to contribute money and to share in the profits of 
a large citrus fruit enterprise.  Id. at 299.  The investors had no desire to occupy the land or to 
develop it themselves; they were attracted solely by the prospects of a return on their investment. 
Id. at 300.    

The Lynnfield property transaction is similar to that in Howey, although on a much 
smaller scale and duration.  Sato, as the owner of the property, offered Williams the opportunity 
to contribute money toward building a single-family residence on the property to sell in the 
future. Williams invested money in the project with an expectation of profits produced by Sato’s 
efforts in managing the construction and the sale of the property.  Williams had no experience in 
this area or desire to actively participate in the construction or sale of the property. The success 
of the project was completely under Sato’s control.   

Sato alleges that because Williams was the only investor in the transaction, it cannot 
constitute a security.  The number of investors is a factor to be considered; but it is not 
conclusive.  As stated in People v. Park, when considering the meaning of an investment 
contract, courts have consistently emphasized whether or not the investor has substantial power 
to affect the success of the enterprise.  87 Cal.App.3d 550, 563 (Cal. Ct. App. 1978).  In Park, the 
defendant solicited only two investors in his condominium construction project and the court 
found it to be an investment contract.  87 Cal.App.3d at 563.   

An investment of money requires the investor be subject to financial loss. Rubera, 350 
F.3d at 1090. Here. Sato does not allege the transaction was not an investment of money, but he 
contends that the investment was adequately secured by the Note and thus, a loan.  The evidence 
shows, however, that Sato himself referred to the transaction as an “investment” and not a loan in 
his email to Plaintiff.  See Defendant’s Trial Exhibit AA. Form should be disregarded for 
substance and emphasis should be placed on the economic reality. Howey, 328 U.S. at 298. 
Thus, the Court finds the transaction was not a loan.  
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Sato argues that there was no common enterprise because Williams’ funds should be 
counted solely towards the Note. In addition, Sato claims he transferred 50% interest in the 
property with the Quitclaim Deed.  The value of the Note and the granting of the Deed are 
irrelevant because Williams was instructed not to record them and they were not recorded. Also, 
Williams was not really protected by the deed because the investment structure required him not 
to record it.  

Williams had a reasonable expectation of profits. Sato agreed in his testimony that 
Williams bargained for the Agreement because he wanted to take advantage of the profit from 
the Lynnfield Project. Williams and Sato discussed a 50/50 distribution of the profit from the 
proposed sale of the completed project. 

The Ninth Circuit has rejected a strict interpretation in favor of a more flexible focus on 
whether the efforts made by those other than the investor are undeniably significant ones, those 
essential managerial efforts that affect the failure or success of the enterprise.  Rubera, 350 F.3d 
at 1091.   

Sato argues that Williams actively participated in the project and had an interest in the 
property; therefore, Williams was not expecting profit solely from Sato’s efforts.    The evidence 
shows, on the contrary, that Williams had no meaningful power over the project. Besides his 
initial capital contribution, Williams’ alleged participation had little effect on the success of the 
project.  Williams’ emails merely requested progress reports. Williams’ 50% interest in the 
Lynnfield Property had limited effect, as Sato told him not to record the Deed or he could not get 
a construction loan. Williams did push Sato to sell the property after three years but he had no 
control up to then, and the sale price and listing process were all under Sato’s control.  Sato 
could have refused to list the property for sale at that time under the terms of the Agreement.  
Williams could have done little with the unrecorded Deed.  Even if Williams were to have 
recorded the Deed at some point, it did not give him meaningful power in the project, as it would 
come after the lien of the construction loan. 

As discussed, Sato’s argument that they formed a partnership to share profits and loss is 
rejected.  Even if their relationship was a partnership, the interest in the partnership would be a 
security under Consolidated Management Group, LLC v. Dep't of Corp.  See 162 Cal. App. 4th 
598, 610 (Cal. Ct. App. 2008). A limited partner's membership in a typical limited liability 
partnership is a security, as the profits came substantially from efforts of the general partner. Id.   

The factors to determine when the a general partnership or joint venture can be 
designated as a security include: (1) the agreement leaves so little power in the hands of the 
partner or venturer that the arrangement in fact mimics a limited partnership; or (2) the partner or 
venturer is so inexperienced and unknowledgeable in business affairs that he is incapable of 
intelligently exercising his partnership or venture powers; or (3) the partner or venturer is so 
dependent on some unique entrepreneurial or managerial ability of the promoter or manager that 
he cannot replace the manager of the enterprise or otherwise exercise meaningful partnership or 
venture powers.”. Id. at 611.   

The distribution of power under the Agreement accorded Sato with full control of the 
“partnership” as (1) he was the owner of the property; (2) he was the general contractor of the 
construction; (3) he was the broker in selling the property; and (4) Williams had no power, 
expertise, or desire, to engage in the construction and sale of the property.  If it was a 
partnership, Williams would be a typical “passive” partner or venturer whose sole responsibility 
is to make capital investment in exchange for a return of the fixed interest plus property value 
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appreciation.   

In conclusion, the transaction between the parties constitutes an investment contract 
under the federal test.  Therefore, it is a security as defined under Cal. Corp. Code § 25019.  
With this Court’s finding of fraud in connection with this transaction in Plaintiff’s § 523(a)(2) 
claim, Defendant also committed fraud in connection with the sale of a security.   

Conclusion 

Plaintiff has met his burden of proving by a preponderance of evidence that Defendant 
engaged in fraud in soliciting an investment from Plaintiff in the Lynnfield Project.  The 
transaction involved a sale or an offer of a security. Therefore, Plaintiff’s claim is not 
dischargeable under both §§ 523(a)(2) and (a)(19). 

 

Claim Amount 

Regarding the amount of claim, Plaintiff seeks damages of $150,000 plus interest at the 
federal interest rate from January 1, 2010.  Defendant has objected, contending that $30,000 was 
paid and received by Plaintiff in 2007 and there was no basis for a provision of interest. It is 
unclear why Plaintiff accumulated interest from January 2010. Plaintiff also needs to explain 
why the $30,000 payment is not counted towards the damages. 

A hearing will be held as to the damages amount on July 31, 2014, at 11:00 a.m. Plaintiff 
is ordered to file an explanation of how damages should be calculated by July 3, 2014. Defendant 
may respond by July 15, 2014. An order and judgment will be entered following that hearing.  

### 

 

 

 

 

 

Date: June 18, 2014
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IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF IOWA

CENTRAL DIVISION

AVIVA LIFE AND ANNUITY COMPANY and
AVIVA LIFE AND ANNUITY COMPANY OF
NEW YORK,

Plaintiffs,

vs.

STEVEN H. DAVIS, STEPHEN DICARMINE,
and JOEL SANDERS,

Defendants.

No. 4:12-cv-00603 – JEG

O R D E R

This matter comes before the Court on motions to dismiss by Defendants Steven H. Davis

(Davis), Stephen DiCarmine (DiCarmine), and Joel Sanders (Sanders).1  Plaintiffs Aviva Life

and Annuity Company and Aviva Life and Annuity Company of New York (collectively, Aviva)

resist.  A hearing on the motions was conducted on March 13, 2014.  Attorneys Helen Michael,

Stephen Hudson, and John Clendenin appeared on behalf of Aviva.  Attorney Mary Beth

Buchanan appeared on behalf of DiCarmine; attorney Kathryn Coleman appeared on behalf of

Sanders; and attorney Diana Watral appeared on behalf of Davis.  Attorney Matthew Whitaker

was present on behalf of DiCarmine, Sanders, and Davis (collectively, Defendants).  The

motions are fully submitted and ready for disposition.

I. BACKGROUND

A. Factual Background2

1 DiCarmine and Sanders filed a joint Motion to Dismiss and Davis filed a separate
individual Motion to Dismiss.  The Court will address both motions in this Order.

2 In addressing a motion to dismiss for failure to state a claim under Rule 12(b)(6), the
Court must “accept the factual allegations of the complaint as true” and “may consider the
pleadings themselves, materials embraced by the pleadings, exhibits attached to the pleadings,
and matters of public record.”  Illig v. Union Elec. Co., 652 F.3d 971, 976 (8th Cir. 2011)
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Davis, DiCarmine, and Sanders are former managers of Dewey and LeBoeuf LLP

(Dewey), which was created3 in 2007 and was, until recently, one of the country’s largest law

firms.  Davis was the Chairman and head of the executive committee and managed Dewey’s day-

to-day operations, with the ability to act with the full authority of Dewey’s Executive Committee

and the authority to borrow funds on Dewey’s behalf.  DiCarmine was the Executive Director of

Dewey, with broad authority over Dewey’s operations.  Sanders was the Chief Financial Officer

of Dewey, with broad authority over Dewey’s financial affairs.  Davis was a partner in the law

firm, whereas DiCarmine and Sanders were salaried employees.

Shortly after Dewey’s inception in 2007, Dewey, through Davis as the firm’s chairman,

offered large compensation guarantees to many of the partners without disclosing the guarantees

to the public, investors, or the rest of the partners.  Dewey failed to meet profit projections in

2008, so Dewey used 2009 revenues to make payments on 2008 compensation guarantees. 

Profits fell again in 2009, and by 2010, Dewey owed the partners approximately $100 million. 

Despite these problems, Dewey continued to provide additional compensation guarantees to

their partners.

In 2009 and 2010, Dewey and Defendants sought out institutional investors to purchase

notes issued by Dewey.  Dewey and Defendants used materials to convince investors to purchase

(citations and internal quotation marks omitted).  All facts are taken from the Complaint and any
documents for which the Court has taken judicial notice, pursuant to Fed. R. Evid. 201(b)(2),
including the Securities and Exchange Commission Complaint filed in the United States District
Court for the Southern District of New York and the Indictment returned in the Supreme Court
of the State of New York, County of New York, both of which were filed on March 6, 2014,
against the Defendants and other named individuals.

3 The final composition of this law firm resulted from the 2007 merger of the prominent
Dewey Ballantine LLP and LeBoeuf, Lamb, Green & McRae LLP.

2
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the notes which materials allegedly did not mention compensation guarantees and materially

misrepresented Dewey’s true financial situation.  On April 16, 2010,  Aviva claims it relied

on these misrepresentations in purchasing $35 million in Dewey notes (the Note Purchase

Agreement).

In October 2011, DiCarmine disclosed to Dewey’s partners that approximately one

hundred of Dewey’s three hundred partners had compensation guarantees.  In January 2012,

Davis disclosed to the partnership that the 2011 profits would not be distributed due to lower

than expected profits and the deferred compensation due under the compensation guarantees. 

The news caused numerous partners to leave Dewey, and was quickly followed by additional

revelations that Dewey had misstated its 2010 and 2011 financial statements and that Defendants

had used Dewey’s profits for questioned payments to themselves and other partners.

Aviva sold the notes in May 2012, for $19,270,000, to Sea Port Group Securities, LLC

(Sea Port Group).4  Sea Port Group in turn sold the notes to LJF Holdings.

On May 28, 2012, Dewey filed for Chapter 11 bankruptcy in the United States Bankruptcy

Court for the Southern District of New York, No. 1:12-bk-12321-MG (the Dewey Bankruptcy). 

The bankruptcy court confirmed Dewey’s Chapter 11 liquidation plan on February 27, 2013, No.

1:12-bk-12321- ECF No. 144, and the plan became effective on March 22, 2013.  LJF Holdings

signed a settlement release wherein they released Dewey from any and all liability on any

securities claims LJF Holdings had the right to bring.

4 The agreement between Aviva and Sea Port Group (Transfer Agreement) included a
section describing the rights transferred from Aviva to Sea Port Group with the notes.  See infra
Section II.A.1.

3
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B. Procedural Background

Plaintiffs filed the instant action in this Court on December 14, 2012, claiming Defendants

violated various federal and Iowa state securities laws connected with the sale of the Dewey

notes.  Defendants waived service.  Plaintiffs’ claims against Defendants arise under §§ 10(b)

and 20(a) of the Securities and Exchange Act of 1934, 15 U.S.C. §§ 78j(b) and 78t(a), and Rule

10b-5 promulgated by the Securities and Exchange Commission, 17 C.F.R. § 240.10b-5.  Federal

jurisdiction over these claims is established pursuant to 28 U.S.C. § 1331 and 15 U.S.C. §

78aa(a).  Supplemental jurisdiction over Plaintiffs’ state law claims for violation of Iowa Code

§§ 502.509(2) and (7) is established pursuant to 28 U.S.C. § 1367(a).

Pursuant to a Joint Stipulation, the Court entered an Order on March 7, 2013, allowing

Defendants to file motions to transfer venue that did not constitute an appearance and providing

that following the Court’s resolution of those motions, Defendants would have thirty days to

either answer or move to dismiss Aviva’s Complaint.  This Court denied Defendants’ motions to

transfer venue on September 9, 2013.

Defendant Davis filed his Motion to Dismiss on October 9, 2013, as did Defendants

DiCarmine and Sanders in a joint motion.  Plaintiffs jointly responded to Defendants’ motions on

November 20, 2013.  Defendants filed their reply briefs on December 11, 2013, and Defendant

Sanders filed a notice of additional authority on that date.  Plaintiffs responded to the notice of

additional authority on December 23, 2013.  On March 11, 2014, Plaintiffs filed a request that

the Court take judicial notice of a copy of a New York State Court indictment against Defen-

dants and Zachary Warren (the Indictment), as well as a copy of the Securities and Exchange

Commission’s (SEC) Complaint against Defendants, Francis Canellas, and Thomas Mullikin in

the Southern District of New York (SEC Complaint).  A hearing was held in this matter on

4
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March 13, 2014, at which time the propriety of taking judicial notice of these public documents

was considered, for purposes of Fed. R. Evid. 201(e), and Defendants agreed that this Court can

take judicial notice of the Indictment and SEC Complaint for purposes of the present motions.

II. DISCUSSION

A. Article III Standing5

5 The moving party must bring jurisdictional challenges based on the “face or on the
factual truthfulness of [the claim’s] averments.”  Titus v. Sullivan, 4 F.3d 590, 593 (8th Cir.
1993).  Facial challenges focus on the face of the complaint, and the Court must treat the motion
under Rule 12(b)(1) similar to how it treats motions under Rule 12(b)(6) for failure to state a
claim.  Id.  This means the Court must find the moving party “successful if the plaintiff fails to
allege an element necessary for subject matter jurisdiction.”  Id. (citation omitted).

Conversely, a factual challenge allows the Court to go beyond the Complaint with regard
to what facts it can consider when deciding whether it has jurisdiction.  See Osborn v. United
States, 918 F.2d 724, 729 (8th Cir. 1990).  If the moving party brings a factual challenge, “there
is substantial authority that the trial court is free to weigh the evidence and satisfy itself as to the
existence of its power to hear the case,” which means that “no presumptive truthfulness attaches
to the plaintiff’s allegations, and the existence of disputed material facts will not preclude the
trial court from evaluating for itself the merits of jurisdictional claims.”  Id. at 730 (internal
quotation marks and quotation omitted).

In this case, Defendants have filed a factual challenge to this Court’s subject matter juris-
diction, as Defendants attached multiple exhibits to their motions to dismiss which contain
factual information not included in Plaintiffs’ Complaint.  “[I]f subject-matter jurisdiction turns
on contested facts, the trial judge may be authorized to review the evidence and resolve the
dispute on [his or her] own,” but only if the court is not determining “an essential element of a
claim for relief.”  Arbaugh v. Y&H Corp., 546 U.S. 500, 514 (2006) (noting that if an essential
element for plaintiff’s claim is at issue, the jury should determine whether the element is satis-
fied).  This Court will therefore view all evidence provided by the parties to determine whether it
has jurisdiction over Plaintiffs’ claims unless it appears an essential element of a claim should be
decided by a jury.  Additionally, Plaintiffs “will have the burden of proof that jurisdiction does in
fact exist.”  Titus, 4 F.3d at 593, n. 1 (quoting Mortensen v. First Fed. Sav. & Loan Ass’n, 549
F.2d 884, 891 (3d Cir. 1977)).  Plaintiffs must prove subject matter jurisdiction exists under the
“preponderance of the evidence” standard.  Thompson v. Deloitte & Touche LLP, 503 F. Supp.
2d 1118, 1121 (S.D. Iowa 2007).

As this is a factual challenge to this Court’s subject matter jurisdiction under Rule
12(b)(1), the Court has utilized the exhibits attached to Defendants’ motions to dismiss and other
facts alleged by the parties to determine whether it has jurisdiction.  See Arbaugh, 546 U.S. at
514; Osborn, 918 F.2d at 730.

5
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Defendants argue that Plaintiffs’ Complaint should be dismissed because Plaintiffs lack

Article III standing to bring their claims.  Defendants contend that Plaintiffs are not the proper

party to bring the claims at issue because Plaintiffs sold the notes and some of their rights to a

third party in May 2012.  The extent of this assignment is in dispute.  Plaintiffs respond that

when they sold the notes to Sea Port Group, they retained the right to bring the securities claims

at issue.  Plaintiffs direct the Court to Section A of the Transfer Agreement, to the definition of

“Transferred Rights,” which Plaintiffs assert only transferred those claims that are “permitted to

be assigned under applicable law.”  Davis Mem. in Support of Mot. to Dismiss, Ex. C p. 2, ECF

No. 55-4.  Plaintiffs assert that because the federal securities claims at issue were not assignable

under applicable law, the claims must remain with Plaintiffs under settled legal principles.

First, it is widely accepted that “federal law governs the assignability of claims under the

federal securities laws.”  Bluebird Partners, L.P. v. First Fidelity Bank, N.A., 85 F.3d 970, 974

(2d Cir. 1996) (citing In re Nucorp Energy Sec. Litig., 772 F.2d 1486, 1489 (9th Cir.1985);

Lowry v. Baltimore & Ohio R.R. Co., 707 F.2d 721, 727 (3rd Cir.) (en banc) (Garth, J., con-

curring); In re Saxon Sec. Litig., 644 F. Supp. 465, 473-74 (S.D.N.Y. 1985); Gulfstream III

Assoc., Inc. v. Gulfstream Aerospace Corp., 995 F.2d 425, 437 (3rd Cir. 1993)).  Second, it is

widely accepted that claims under § 10(b) are not automatically assigned with the sale of securi-

ties.  Id.6  However, as has been noted by other district courts, “[o]nly two courts have held that

6  See also In re Nucorp Energy Sec. Litig., 772 F.2d 1486, 1490 (9th Cir.1985); In re Nat’l
Century Fin. Enters, Inc., Inv. Litig., 755 F. Supp. 2d 857, 867 (S.D. Ohio 2010); Dobyns v.
Trauter, 552 F. Supp. 2d 1150, 1154 (W.D. Wash. 2008); Farey-Jones v. Buckingham, 132 F.
Supp. 2d 92, 100 (E.D.N.Y. 2001); Sanderson v. HIG P-XI Holding, Inc., 2000 WL 1042813, at
*9 (E.D. La. 2000); McEwen v. Digitran Sys., Inc., No. CIV.2:93CV728G, 49 F. Supp. 2d 1293,
1300 (D. Utah 1999); Small v. Sussman, No. 94 C 5200, 1995 WL 153327, at *9-10 (N.D. Ill.
1995); AmeriFirst Bank v. Bomar, 757 F. Supp. 1365, 1370-71 (S.D. Fla. 1991); Soderberg v.
Gens, 652 F. Supp. 560, 564 (N.D. Ill.1987); In re Saxon Sec. Litig., 644 F. Supp. 465, 470-71

6
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Rule 10b-5 claims may be expressly assigned.”  Dobyns v. Trauter, 552 F. Supp. 2d 1150, 1154

(W.D. Wash. 2008) (citing Farey-Jones v. Buckingham, 132 F. Supp. 2d 92, 100-02 (E.D.N.Y.

2001); AmeriFirst Bank v. Bomar, 757 F. Supp. 1365, 1371 (S.D. Fla. 1991)); see also In re

Nat’l Century Fin. Enters, Inc., Inv. Litig., 755 F. Supp. 2d 857, 867 (S.D. Ohio 2010) (citing

Dobyns, 552 F. Supp. 2d at 1154).  The court in Dobyns further noted that only the Fifth Circuit

had at that time held that an express assignment did not confer standing, reserving for another

day whether Rule 10b-5 claims could be expressly reserved.  Id. (citing Smith v. Ayres, 977 F.2d

946, 950-51 (5th Cir. 1992)).

The Supreme Court case shaping the discussion as to this issue is Blue Chip Stamps v.

Manor Drug Stores, 421 U.S. 723, 742-43 (1975).  In Blue Chip, the Court accepted the

Birnbaum rule, which “limits the class of plaintiffs [in securities cases] to those who have at

least dealt in the security to which the prospectus, representation, or omission relates. . . . by way

of purchase or sale.”  Id. at 747 (referring to Birnbaum v. Newport Steel Corp., 193 F.2d 461 (2d

Cir. 1952)).  There were two concerns noted by the Supreme Court in its acceptance of the

Birnbaum limitation on individuals with standing to assert securities claims:  (1) “the danger of

vexatious litigation which could result from a widely expanded class of plaintiffs under Rule

10b-5,” and (2) evidentiary concerns with plaintiffs not directly connected to the alleged

fraudulent conduct or transaction.  Id. at 740-42.

In Farey-Jones, a limited partnership had assigned its 10b-5 claim to its general partner. 

132 F. Supp. 2d at 101.  The limited partnership only ever had one general and one limited

partner, so it was a factually unique situation in which the court found that “due to the unusual

(S.D.N.Y. 1985); Rose v. Ark. Valley Env. & Util. Auth., 562 F. Supp. 1180, 1189 (W.D. Mo.
1983); Indep. Investor Protective League v. Saunders, 64 F.R.D. 564, 572 (E.D. Pa. 1974).

7
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circumstances of the instant express assignment, there is no likelihood that the assignment would

deprive the true seller of the securities, who allegedly suffered the fraud, of its cause of action

and unduly benefit someone who had not been harmed.”  Id. (citation and quotation omitted). 

Additionally, the court reasoned that allowing the assignee to assert the securities claim would

not implicate either of the concerns set forth in Blue Chip, as the general partner was involved in

the securities transaction between the limited partner and the defendant, and there was no risk of

strike or nuisance suits.  Id. at 101-02.

In AmeriFirst, the court dealt with a court-approved settlement agreement related to five

class action lawsuits between AmeriFirst’s shareholders and AmeriFirst, wherein the agreement

required AmeriFirst to sue its officers, directors, and outside accountants.  757 F. Supp. at 1369. 

The class promised to assign an undivided 20 percent interest to AmeriFirst in the securities

claims alleged in the class action, and AmeriFirst promised in exchange to assign to the class an

undivided 25 percent interest in AmeriFirst’s claims.  Id.  The court found that the Blue Chip

concerns were not implicated, as “[p]ermitting AmeriFirst a cause of action under Rule 10b-5

based on the express assignment from the settlement class will not encourage ‘strike’ suits,” and

“[a]llowing AmeriFirst to litigate a portion of these claims on the Class’s behalf does not make

the suit a ‘nuisance.’”  Id. at 1372.  Additionally, the court found that “an express assignment by

one who has standing to sue [does not] introduce the evidentiary problems present in Blue

Chip.”  Id.

In Smith, the plaintiff was a shareholder of a company that allegedly assigned to him the

company’s Rule 10b-5 claims.  977 F.2d at 947-48.  The court dismissed the plaintiff’s case, as it

found the action would be used by the plaintiff as a “weapon” for his “personal antagonisms.” 

Id. at 950.  The court thus held that the lawsuit was akin to the strike or nuisance suits the

8

Case 4:12-cv-00603-JEG-CFB   Document 85   Filed 05/19/14   Page 8 of 23



Supreme Court discussed in Blue Chip, and additionally found that the plaintiff faced “poten-

tially insuperable evidentiary obstacles in proving the merits of his case.”  Id.  The court thus

held that the plaintiff, as the assignee, was the type of remote purchaser contemplated and

discouraged in Blue Chip.  Id.

Although an express assignment may be allowed in certain circumstances, those circum-

stances are limited by the concerns set forth in Blue Chip and have not been utilized with any

frequency in other courts.  Thus, there are two issues for this Court to address:  (1) whether there

was an express assignment of Plaintiffs’ securities claims, and (2) if there was such an express

assignment, whether the Court can allow such an assignment to stand in light of the concerns in

Blue Chip.

1. Express Assignment

The relevant section of the Transfer Agreement is the “Transferred Rights” definition

under Section A, which states as follows:

“Transferred Rights” means with respect to each Seller’s Ownership Interest all of such
Seller’s right, title and interest in, to and under the all of Securities and, to the extent
related thereto: . . . (iii) all claims, . . . suits, causes of action, and any other right of
Seller, whether known or unknown, against the Issuer, MNP, or any of their respective
Affiliates, agents, representatives, contractors, advisors, or any other Person that in any
way is based upon, arises out of or is related to any of the foregoing, including, to the
extent permitted to be assigned under applicable law, all claims (including . . . claims
under any law governing the purchase and sale of, or indentures for, securities), suits,
causes of action, and any other right of Seller against any attorney, accountant, financial
advisor, or other Person arising under or in connection with the Financing Documents
. . . .”

“Transferred Rights,” Section A, Transfer Agreement, Ex. C, ECF No. 55-4 (emphasis added). 

Plaintiffs bring attention to the clause “to the extent permitted to be assigned under applicable

law” and contend that this means Plaintiffs did not assign their right to bring the present claims

against Defendants.  However, the placement of this clause is problematic for Plaintiffs, as it

9
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modifies the assignee’s rights to bring claims against “any attorney, accountant, financial

advisor, or other Person arising under or in connection with the Financing Documents,” but it

does not appear to modify the assignment of Plaintiffs’ right to sue “the Issuer, MNP, or any of

their respective Affiliates, agents, representatives, contractors, advisors, or any other Person

. . . .”  Id.

Given the placement and nature of the pertinent language in the Transfer Agreement, the

Court cannot discern on this record whether the contested language is “boilerplate” or if it was

intentionally drafted because Plaintiffs did not intend to assign their right to bring the claims at

issue.  However, the plain language of the Transfer Agreement appears to provide an express

assignment of those rights.  Thus, the inquiry continues.

2. Application of Blue Chip Dual Concerns

The Blue Chip dual concerns must be addressed for an express assignment to provide an

assignee rather than the assignor with the right to bring a securities claim against the alleged

securities law violator.  Notably, the cases cited by the parties involved an assignee attempting to

bring a securities cause of action based on the transfer of the original purchaser’s rights to such a

lawsuit.  However, the Supreme Court did not limit its analysis in Blue Chip to cases where an

assignee is seeking to bring a § 10b claim – rather, the concerns dealt with any party bringing

such a claim.  Blue Chip, 421 U.S. at 731-32.  The Blue Chip concerns are valid regardless of the

party bringing suit – the Supreme Court seeks to ensure a “purchaser or seller” of the securities

who experienced the alleged securities violation is the party bringing suit, as the more distant a

plaintiff is from the alleged violation, the more likely it is that the Blue Chip concerns are

realized.  Id.
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The record does not indicate whether Sea Port Group has a desire to bring any type of

litigation, vexatious or not, and in fact, Sea Port Group sold the securities at issue to another

entity with no attempt diclosed in this record to bring any type of suit against Defendants.  Thus,

the vexatious litigation concern cannot be demonstrated.  However, the evidentiary issues

created by Sea Port Group or a further assignee attempting to bring a § 10(b) claim are apparent. 

Sea Port Group was not involved in the Note Offering at issue, so even if Sea Port Group was

somehow able to establish Article III standing to sue Defendants, it would then require the

involvement of Plaintiffs to prove its case.  This is in no way similar to the facts in Farey-Jones

and AmeriFirst, the two cases that allowed an express assignment of a § 10(b) claim to stand. 

See Farey-Jones, 132 F. Supp. 2d at 100; AmeriFirst, 757 F. Supp. at 1370.  Due to the

extremely rare nature of allowable express assignments after Blue Chip, and based on the great

evidentiary concerns with Sea Port Group or its assignee bringing a § 10(b) claim against

Defendants in this case, this Court will not recognize the express assignment as having assigned

Plaintiffs’ right to bring securities claims against Defendants, as Blue Chip renders such an

assignment inoperable as a matter of law, and thus not “permitted to be assigned under

applicable law.”  “Transferred Rights,” Section A, Transfer Agreement, Ex. C, ECF No. 55-4.

Defendants argued at the hearing in this matter that even if the express assignment did not

validly transfer Plaintiffs’ right to bring their securities claims, Plaintiffs did not retain the right

to bring such claims due to their attempt to transfer those rights to Sea Port Group.  This Court

does not accept Defendants’ argument that cases precluding an assignee from bringing the claim

simply allow the claim to vanish and thus preclude the pursuit of the fraud by the initially

wronged party.  See Bartemeier v. Central Nat. Fire Ins. Co., 180 Iowa 354, *28 (Iowa 1916)

(stating that if an assignment is incomplete, “the assignor’s title and right of possession is
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indisputable”).  Defendants cite Rockhill v. Jeude, No. 11-1308 (BJR), 2012 WL 4882308 (W.D.

Wash. Oct. 15, 2012), to support their argument that Plaintiffs lack standing due to their attempt

to assign certain rights to Sea Port Group; however, without reference to Blue Chip or the central

factual concerns at issue here, Rockhill only answers the generic question of whether an assignor

has standing after its rights have been successfully assigned to another entity.  See Rockhill,

2012 WL 4882308, at *2 (stating the rule that “[i]f Plaintiffs’ claims have been assigned, then

Plaintiffs have relinquished their right to sue and this Court no longer has jurisdiction over those

claims,” and finding that Plaintiffs in fact assigned certain rights such that they lacked standing

to bring several of their claims against Defendants) (citing Hsu v. Allianz Life Ins. Co., 168 F.3d

499 (9th Cir. Feb. 18, 1999) (unpublished opinion)).

This Court finds that Plaintiffs’ claims herein were not successfully assigned in this case,

as such assignment is not allowed after Blue Chip, as discussed above; thus, Rockhill is inappli-

cable.  Rather, after finding that the express assignment is disallowed due to the application of

Blue Chip and the Supreme Court’s dual concerns regarding persons bringing securities claims,

this Court finds that Plaintiffs’ rights to bring its securities claims against Defendants remained

with Plaintiffs.  Plaintiffs therefore have standing to bring this suit.

B. Personal Jurisdiction

Defendants contend that dismissal of Plaintiffs’ Complaint is appropriate because this

Court lacks personal jurisdiction over all three individual Defendants.  Defendants argue that the

Complaint fails to allege that Defendants manifested an intention to be subject to suit in Iowa, as

any and all communication regarding the note offering was between Plaintiffs and Dewey – not

the Defendants.
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Plaintiffs filed suit under 15 U.S.C. §§ 78j(b) and 78t(a) of the Securities and Exchange

Act of 1934.  The Securities and Exchange Act provides for nationwide service of process.  See

15 U.S.C. § 78aa (“. . . process in such cases may be served in any other district of which the

defendant is an inhabitant or wherever the defendant may be found.”); see also In re Fed.

Fountain, Inc., 165 F.3d 600, 602 (8th Cir. 1999) (“Congress has in fact quite frequently exer-

cised its authority to furnish federal district courts with the power to exert personal jurisdiction

nationwide” (citing 15 U.S.C. § 78aa)).

As set forth by the Fifth Circuit, “when a federal court is attempting to exercise personal

jurisdiction over a defendant in a suit based upon a federal statute providing for nationwide

service of process, the relevant inquiry is whether the defendant has had minimum contacts with

the United States.”  Busch v. Buchman, Buchman & O’Brien, Law Firm, 11 F.3d 1255, 1258

(5th Cir. 1994) (citations omitted).  “Thus, while the Due Process Clause must be satisfied if a

forum is to acquire personal jurisdiction over a defendant, sovereignty defines the scope of the

due process test.”  Id.

The parties do not contest that Defendants have sufficient minimum contacts with the

United States.  Thus, this Court has personal jurisdiction over Defendants for purposes of their

federal securities claims.

With regard to Plaintiffs’ state law claims, it is well-settled outside of the Eighth Circuit

that if a federal district court has personal jurisdiction over a defendant due to a federal statute

that authorizes nationwide service of process, that court also has discretion to exercise “pendent

personal jurisdiction” over the defendant for any state claims that “derive from a common

nucleus of operative fact” as the federal claim.  IUE AFL-CIO Pension Fund v. Herrmann, 9
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F.3d 1049, 1056 (2d. Cir. 1993).7  The issue has been analyzed recently in Iowa’s Northern

District in the RICO context in Armstrong v. American Pallet Leasing, Inc., 678 F. Supp. 2d 827,

845-848 (N.D. Iowa 2009).  Although the Eighth Circuit has not yet decided the specific issue,

this Court has previously agreed with the majority of circuits to allow for pendent personal

jurisdiction in situations like the one at bar.  See Getter v. R. G. Dickinson & Co., 366 F. Supp.

559, 567 (S.D. Iowa 1973) (holding that given the absence of Eighth Circuit law on the issue,

and based on reasoning set forth by other courts, “the better rule of law is that pendent personal

jurisdiction should be allowed in a case where pendent subject matter jurisdiction is justified”).8 

7  See also Avocent Huntsville Corp. v. Aten. Int’l Co., Ltd., 552 F.3d 1324, 1339 (Fed.
Cir. 2008) (holding that a federal district court may exercise pendent personal jurisdiction over a
party’s non-patent claims so long as they form part of the “same case or controversy” as the
patent claims” (citation and quotation marks omitted)); Action Embroidery Corp. v. Atl.
Embroidery, Inc., 368 F.3d 1174, 1181 (9th Cir. 2004) (holding “that the actual exercise of
personal pendent jurisdiction in a particular case is within the discretion of the district court,” so
long as the state and federal claims arise out of the same nucleus of operative fact and the district
court finds that “considerations of judicial economy, convenience and fairness to litigants’ so
dictate” (citation and quotation marks omitted)); United States v. Botefuhr, 309 F.3d 1263, 1273
(10th Cir. 2002) (holding that “the majority of federal district courts and every circuit court of
appeals to address the question have upheld the application of pendent personal jurisdiction, and
we see no reason why, in certain situations, the assertion of pendent personal jurisdiction would
be inappropriate”); Robinson Eng’g Co. Pension Plan & Trust v. George, 223 F.3d 445, 449 (7th
Cir. 2000) (holding that it was proper for the federal district court to find that it had personal
jurisdiction over the RICO claims in the case when those state claims arose out of the same
nucleus of operative fact as the federal securities claims under a theory of pendent personal
jurisdiction); Oetiker v. Jurid Werke, 556 F.2d 1, 4 (D.C. Cir. 1977) (holding that the plaintiff
was able to exercise personal jurisdiction over the defendant for the plaintiff’s claims that arose
out of a common core of operative facts as the claims that fell within the plaintiff’s claims that
allowed for national service of process); Robinson v. Penn Cent. Co., 484 F.2d 553, 556 (3d. Cir.
1973) (“In this case, recognizing that Cabot was properly before it by virtue of extraterritorial
service authorized by two federal statutes, the district court properly weighed considerations of
judicial economy, convenience and fairness, and concluded that it would entertain the pendent
claims. That course was within its power and the district court will also have power to dismiss
the pendent claims in the future as noted above.”). 

8 See also WhatRU Holding, LLC v. Bouncing Angels, Inc., Civil No. 13-2745
(JNE/TNL), 2014 WL 641517, *4 (D. Minn. Feb. 19, 2014) (slip op.); Gatz v. Ponsoldt, 271 F.
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This Court is convinced on the basis of authority from other jurisdictions that it will remain

consistent with Judge Hanson’s view in Getter and will exercise pendent personal jurisdiction

over Plaintiffs’ state law claims against Defendants.

C. Settlement Release

Defendants argue that Plaintiffs’ rights to bring a securities claim were released in the

Dewey bankruptcy case, as the final purchaser of the Notes – LJF Holdings – signed a settlement

release wherein LJF Holdings released Dewey from any and all liability on any securities claims. 

Additionally, the bankruptcy court entered an order enjoining anyone from asserting released

claims against Dewey and its insureds.  Defendants argue that they are considered “insureds” (an

issue not contested on this motion) under Dewey’s settlement release, and therefore any and all

claims pertaining to the sale of the notes at issue have been released and cannot now be litigated

in this Court.  Plaintiffs argue that LJF Holdings could not release the securities claims, as those

claims belonged to Plaintiffs and were never transferred or assigned to Sea Port Group or later

LJF Holdings.

As the Court has found that there was never a valid assignment of Plaintiffs’ securities

claims in the transfer of the Notes to Sea Port Group, it necessarily follows that LJF Holdings

could not have released claims it did not have.  The Settlement Release is therefore inapplicable

to the matters before this Court and does not prevent Plaintiffs from bringing their securities

claims against Defendants.

D. Failure to State a Claim Under Section 10(b)

Section 10(b) of the Securities Exchange Act, 15 U.S.C. § 78j(b), states as follows:

Supp. 2d 1143, 1154 (D. Neb. 2003); Rose, 562 F. Supp. at 1213.
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It shall be unlawful for any person, directly or indirectly, by the use of any means or
instrumentality of interstate commerce or of the mails, or of any facility of any national
securities exchange . . .  to use or employ, in connection with the purchase or sale of any
security registered on a national securities exchange or any security not so registered,
or any securities-based swap agreement any manipulative or deceptive device or con-
trivance in contravention of such rules and regulations as the Commission may prescribe
as necessary or appropriate in the public interest or for the protection of investors.

Securities and Exchange Commission Rule 10b-5, 17 C.F.R. § 240.10b-5 states as follows:

It shall be unlawful for any person, directly or indirectly, by the use of any means or
instrumentality of interstate commerce, or of the mails or of any facility of any national
securities exchange,

(a) To employ any device, scheme, or artifice to defraud,
(b) To make any untrue statement of a material fact or to omit to state a material
fact necessary in order to make the statements made, in the light of the circum-
stances under which they were made, not misleading, or
(c) To engage in any act, practice, or course of business which operates or would
operate as a fraud or deceit upon any person,

in connection with the purchase or sale of any security.

Plaintiffs must, in their Complaint, allege “(1) a material misrepresentation or omission by

the defendant; (2) scienter; (3) a connection between the misrepresentation or omission and the

purchase or sale of a security; (4) reliance upon the misrepresentation or omission; (5) economic

loss; and (6) loss causation.”  Minneapolis Firefighters’ Relief Assoc. v. MEMC Elec. Materials,

Inc., 641 F.3d 1023, 1028 (8th Cir. 2011) (quoting Stoneridge Inv. Partners, LLC v. Sci.-Atl.,

Inc., 552 U.S. 148, 157 (2008)).

“The [Private Securities Litigation Reform Act] PSLRA imposes a heightened pleading

standard in cases alleging securities fraud.”  Lustgraaf v. Behrens, 619 F.3d 867, 873 (8th Cir.

2010).  “The heightened standard requires a plaintiff to ‘specify each statement alleged to have

been misleading [and] the reason or reasons why the statement is misleading[.]’”  Pub. Pension

Fund Grp. v. KV Pharm. Co., 679 F.3d 972, 980 (8th Cir. 2012) (quoting 15 U.S.C. § 78u-

4(b)(1)) (alterations in original).  “The circumstances of the fraud must be stated with
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particularity, including such matters as the time, place and contents of false representations, . . .

[t]his means the who, what, when, where, and how.”  Id. (citation and quotation marks omitted)

(alterations in original).  “The PSLRA also requires a plaintiff to plead sufficient particular facts

establishing scienter.”  Id. (citing 15 U.S.C. § 78u-4(b)(2)(A)).

Federal Rule of Civil Procedure 9(b) requires that “[i]n alleging fraud or mistake, a party

must state with particularity the circumstances constituting fraud or mistake.”  Fed. R. Civ. P.

9(b).  “The particularity requirement [of Rule 9(b)] entails the pleading of ‘the who, what, when,

where and how: the first paragraph of any newspaper story.’”  Martino-Catt v. E.I. duPont de

Nemours & Co., 213 F.R.D. 308, 314 (S.D. Iowa 2003) (quoting Parnes v. Gateway 2000, Inc.,

122 F.3d 539, 549 (8th Cir. 1997)) (alteration in original).  “However, for claims brought under

Rule 10b-5 and Section 10(b), the PSLRA ‘supersedes reliance on FRCP 9(b) . . . and embodies

[its] standards.’”  Id. (quoting In re Navarre Corp., 299 F.3d 735, 742 (8th Cir. 2002))

(alterations in original).

“To satisfy the requirements of the PSLRA, the complaint must first specify each mis-

leading false statement or misleading omission and explain why it is misleading.”  Id. (citing 15

U.S.C. § 78u-4(b)(1) (Supp. IV 1998)).  Plaintiffs must plead facts that “provide adequate basis

for believing the statements were false.”  Id. (citation and quotation marks omitted).  “The Com-

plaint must also state with particularity facts giving rise to a strong inference that the defendant

acted with the required state of mind.  Knowledge of recklessness, but not negligence, is suffi-

cient to satisfy the 10b-5 scienter requirement.”  Id. (internal citations omitted).

The group pleading doctrine (GPD) is an “exception [to the pleading requirement]

premised on the assumption that in cases of corporate fraud where the false or misleading

information is conveyed in prospectuses, registration statements, annual reports, press releases,
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or other group-published information, it is reasonable to presume that these are the collective

actions of the officers.”  In re Hutchinson Tech., Inc. Sec. Litig., 536 F.3d 952, 961 n.6 (8th Cir.

2008) (quoting City of Monroe Emps. Ret. Sys. v. Bridgestone Corp., 399 F.3d 651, 689 (6th

Cir. 2005)) (internal quotation marks omitted); see also In re Meta Fin. Grp., Inc., No. C 10-

4108-MWB, 2011 WL 2983625, at *8 (N.D. Iowa July 18, 2011); In re McLeodUSA Inc. Sec.

Litig., No. C02-001-MWB, 2004 WL 1070570, at *4 (N.D. Iowa Mar. 31, 2004).

Defendants argue that Plaintiffs have failed to sufficiently allege that any of the named

Defendants made any specific misstatements, misrepresentations, or material omissions for pur-

poses of their claim under § 10(b), and that the GPD did not survive passage of the PSLRA or

the decision in Janus Capital Group, Inc. v. First Derivative Traders, 131 S. Ct. 2296,

2302 (2011).

This Court, following the passage of the PSLRA, held that the GPD survived the PSLRA

in cases where “the identification of individual sources of statements is unnecessary when the

fraud allegations arise from misstatements or omissions in group published documents.” 

Martino-Catt, 213 F.R.D. at 315 (noting that “[c]ourts confronting the question have held that the

PSLRA has not abolished the group pleading doctrine”) (citation and quotation marks omitted). 

The Court in Martino-Catt therefore found the allegation that defendants had jointly made com-

munications set forth in “group published documents” sufficient to put the defendants on notice

that they were accused of having made the allegedly fraudulent statements.  Id. (“Under the

group pleading doctrine, the identification of individual sources of statements is unnecessary

when the fraud allegations arise from misstatements or omissions in group published

documents.” (citation and quotation marks omitted)).
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The Northern District of Iowa has also found that the GPD survived the PSLRA.  See In re

Meta Fin. Grp., 2011 WL 2893625, at *8 (finding that the GPD “does adequately tie the alleged

misrepresentations and non-disclosures to the various defendants”); In re McLeodUSA, 2004

WL 1070570, at *4 (stating that “under the group-published information doctrine, plaintiffs may

impute false or misleading statements conveyed in annual reports, quarterly and year-end finan-

cial results, or other group-published information to corporate officers,” so long as those officers

are “clearly cognizable corporate insiders with active daily roles in the relevant companies or

transactions” (citation and quotation marks omitted)); see also In re Raytheon Sec. Litig., 157 F.

Supp. 2d 131, 152-53 (D. Mass. 2001) (collecting federal cases and concluding that the GPD

survives the PSLRA).  This Court concurs that the GPD survived the passage of the PSLRA;

however, the doctrine must also survive the Supreme Court’s 2011 decision in Janus to

remain viable.

In Janus, the Supreme Court stated that for purposes of § 10(b),

[T]he maker of a statement is the person or entity with ultimate authority over the state-
ment, including its content and whether and how to communicate it.  Without control,
a person or entity can merely suggest what to say, not ‘make’ a statement in its own
right.  One who prepares or publishes a statement on behalf of another is not its maker. 
And in the ordinary case, attribution within a statement or implicit from surrounding
circumstances is strong evidence that a statement was made by – and only by – the party
to whom it is attributed.  This rule might best be exemplified by the relationship
between a speechwriter and a speaker.  Even when a speechwriter drafts a speech, the
content is entirely within the control of the person who delivers it.  And it is the speaker
who takes credit – or blame – for what is ultimately said.

Janus, 131 S. Ct. at 2302.  The Supreme Court reiterated that “the maker of a statement is the

entity with authority over the content of the statement and whether and how to communicate it. 

Without such authority, it is not ‘necessary or inevitable’ that any falsehood will be contained in

the statement.”  Id. at 2303.  Further, the Supreme Court stated that its “holding also accords
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with the narrow scope that we must give the implied private right of action,” thus refusing to

“expand liability beyond the person or entity that ultimately has authority over a false

statement.”  Id.

The parties agree that the Court can take judicial notice of the Indictment and SEC Com-

plaint, which set forth statements regarding the Defendants’ authority to make decisions on

behalf of and in the name of the law firm.  The Court will therefore not require Plaintiffs to

amend their pleading with this additional information for purposes of the current motion.  These

documents contain allegations about each of the individual Defendants in this case and provide

specific statements made by each individual that tie them to a conspiracy to commit a fraudulent

act.  There are also allegations regarding each individual Defendant’s involvement in attempts to

obtain capital from outside entities – including Plaintiffs.  Based on the record before this Court,

Plaintiffs’ claims survive even the heightened pleading standards set forth in Rule 9 and

the PSLRA.9

E. Failure to State a Claim Under Section 20(a)

Section 20(a) of the Securities Exchange Act, 15 U.S.C. § 78t(a), states as follows:

Every person who, directly or indirectly, controls any person liable under any provision
of this chapter or of any rule or regulation thereunder shall also be liable jointly and
severally with and to the same extent as such controlled person to any person to whom
such controlled person is liable . . . unless the controlling person acted in good faith and
did not directly or indirectly induce the act or acts constituting the violation or cause
of action.

To state a claim under § 78t(a), Plaintiffs must show “(1) that a primary violator violated

the federal securities laws; (2) that the alleged control person actually exercised control over the

9 The Court intentionally does not reference specific allegations from the Indictment nor
the SEC Complaint, leaving those judgments to counsel as the case proceeds.
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general operations of the primary violator; and (3) that the alleged control person possessed – but

did not necessarily exercise – the power to determine the specific acts or omissions upon which

the underlying violation is predicated.”  Lustgraaf, 619 F.3d at 873 (citation and quotation

omitted).  The first element of the test is analyzed under the heightened pleading standards of

Rule 9(b) and the PSLRA; the other two elements are analyzed under normal 12(b)(6) standards. 

Id. at 875, 877 (“Because federal control-person liability is dependent on control, not fraud, the

heightened pleading standards instituted by the PSLRA” are not applicable to the “culpable

participation” concern in other fraud cases.).  Plaintiffs must therefore “allege facts demon-

strating that the alleged control person actually exercised control over the primary violator’s

general operations in order to state a claim for control-person liability.”  Id. at 878 (citation and

quotation marks omitted).  The Complaint sufficiently alleges that Defendants each exercised

control over Dewey’s general operations in their capacities as officers of the firm.  However, the

wrinkle in this case is whether Dewey must be sued by Plaintiffs as a primary violator for Plain-

tiffs’ control-person suit under § 20(a) for Plaintiffs’ claim to survive.

Defendants argue that Plaintiffs’ control-person claim fails because Plaintiffs are unable to

establish that Dewey – the allegedly controlled person/entity – is liable to Plaintiffs.  Dewey is

not a party to this litigation, and in fact it is now a bankrupt and dissolved law firm; thus, Defen-

dants contend it is impossible for Plaintiffs to establish Dewey’s liability.  Plaintiffs counter with

prior authority from this Court – that the primary violator’s liability is merely an element they

must prove in their control-person claim.

Years ago this Court confronted this issue in Briggs v. Sterner, 529 F. Supp. 1155, 1171

(S.D. Iowa 1981), and held that “[i]n keeping with the broad remedial purpose of the securities

laws, whether state or federal, the Court will not permit officers and directors of a bankrupt
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corporation whose actions are alleged to have contributed to that condition to avoid the possible

imposition of liability under such laws by asserting the lack of a prior adjudication against the

controlled person as a basis for dismissal.”  The Court further held that “[t]he primary liability of

the controlled person is merely a required element of proof before a controlling person can be

held vicariously liable.”  Id.  Briggs is still sound law, and the policy behind Judge Stuart’s

reasoning in that case is likewise sound in preventing corporate control persons from eluding

liability simply because their controlled entity is bankrupt or defunct.

This Court also finds the controlled entity is an element of the claim rather than a required

party to the action, and that Plaintiffs have sufficiently plead their § 20(a) claim.

F. State Law Claims

 Plaintiffs bring their primary liability state securities claim under Iowa Code § 502.509(2)

of the Iowa Securities Act,10 which states as follows:

A person is liable to the purchaser if the person sells a security in violation of section
502.301 or, by means of an untrue statement of a material fact or an omission to state
a material fact necessary in order to make the statement made, in light of the circum-
stances under which it is made, not misleading, the purchaser not knowing the untruth
or omission and the seller not sustaining the burden of proof that the seller did not know
and, in the exercise of reasonable care, could not have known of the untruth or omission.

Plaintiffs bring their secondary liability state claim for “control persons” under Iowa Code

§ 502.509(7), which provides for joint and several liability for specified types of individuals who

control a primarily liable person, including persons who are a “managing partner, executive

officer, or director,” “[a]n individual who is an employee of or associated with a [primary

10 The parties conceded at the hearing that the Court need not be concerned with the choice
of law provision in the Note Purchase Agreement, as the claims at issue operate apart from
construction or enforcement of the underlying agreement.
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violator],” or a “broker-dealer, agent, investment advisor, or investment advisor representative

that materially aids the conduct giving rise to the [primary liability].”  Iowa Code § 502.509(7).

Defendants contend that Plaintiffs’ state law claims are subject to the Rule 9(b) pleading

standard, and that Plaintiffs’ Complaint fails to meet this standard.  Plaintiffs note that Defen-

dants have failed to identify any pleading defect as to Plaintiffs’ state law claims, and Plaintiffs

contend this is because there is no such defect.

Defendants make a general assertion that Plaintiffs fail to adequately plead their state

securities claims without identifying any actual flaws in Plaintiffs’ Complaint.  Additionally, the

parties agree that the Court can take judicial notice of the Indictment and SEC Complaint, which

contain information that Plaintiffs would assuredly add to their pleading if they had the oppor-

tunity to amend their Complaint.  The Court therefore views Plaintiffs’ Complaint in conjunction

with the statements provided in the Indictment and SEC Complaint in determining whether

Plaintiffs’ claims survive scrutiny for purposes of Defendants’ motion under Rule 12(b)(6). 

Based on the entire record, this Court finds that Plaintiffs have satisfied the requisite pleading

standard for their state securities claims.

III. CONCLUSION

For the reasons stated, Defendants’ Motions to Dismiss, ECF Nos. 55 and 56, must

be denied.

IT IS SO ORDERED.

Dated this 19th day of May, 2014.
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SPATT, District Judge. 

 On November 21, 2013, the Plaintiff Mazuma Holding Corp (the “Plaintiff” 

or “Mazuma”), a holding company, commenced this action against Steven H. 

Bethke, Herbert H. Pratt, Graham R. Williams, and the Zicix Corporation (“Zicix”) 

(collectively the “Defendants”) alleging violations of federal securities law and 

Texas State law.   

 On December 31, 2013, Williams and Zicix moved for an order staying this 

action under Colorado River Water Conservation District v. United States, 424 U.S. 

800, 96 S. Ct. 1236, 47 L. Ed. 2d 483 (1976), or, in the alternative, transferring 

venue to the Southern District of Texas pursuant to 28 U.S.C. § 1404(a) on the 

ground, among others, that there is a parallel action pending in Texas State court.  

On January 21, 2014, Mazuma (1) cross-moved for leave to file its first amended 

complaint pursuant to Federal Rule of Civil Procedure (“Fed. R. Civ. P.”) 15(a) and 

(2) cross-moved to strike certain evidence relied upon by Williams and Zicix in 

support of their motion for a stay.   

 On February 26, 2014, Pratt joined in the motion for a stay or to transfer 

venue.   

 On March 3, 2014, this Court (1) denied the Plaintiff’s motion to strike; (2) 

granted the Plaintiff’s motion to file an amended complaint; and (3) denied the 
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motion for a stay under Colorado River or to transfer venue to the Southern District 

of Texas.  

 On March 31, 2014, Pratt, Williams, and Zicix moved pursuant to Fed. R. 

Civ. P. 12(c) for judgment on the pleadings dismissing the amended complaint.    

 For the following reasons, the motion is denied.  

I. BACKGROUND 

Unless stated otherwise, the following facts are drawn from the amended 

complaint and construed in a light most favorable to the Plaintiff, Mazuma. 

A. The Parties and Other Relevant Individuals 

Mazuma is a non-bank holding company that makes investments in other 

entities.  Mazuma concedes that it is a Texas corporation with its principal place of 

business in Texas.  However, Mazuma also has an office located in Great Neck, 

New York.   

The Non-party Curt Kramer is Mazuma’s sole officer.  The Non-party 

Carlos Mayo is the sole “finder” for Mazuma, though it is not clear what that role 

entails. 

Zicix, a Nevada corporation, is the successor company of Bederra 

Corporation, a nano-cap company described in more detail below.  

At all relevant times, Williams was the President and Chief Executive 

Officer (“CEO”), as well as a director, of Bederra and currently serves in the same 

role for Zicix.  Williams is a Texas resident. 

 At all relevant times, Pratt was Bederra’s Vice President, as well as a 

director.  Pratt is a Texas resident. 
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Bethke was also a director of Bederra and is a Texas resident. 

B. The Underlying Facts  

Mazuma invested in Bederra, and was well-known to the Defendants.  

Mazuma’s business strategy at the time of the stock purchases at issue was to invest 

in publicly-traded, nano-cap companies, such as Bederra, whose securities are 

traded on the “Pink Sheets.”  Nano-cap companies are often capital-constrained, as 

their low market capitalization hinders their access to banks or investment firms.  

Mazuma provided capital to these companies as an investment in return for shares 

purchased at a discount from the market price. 

In 2008, Mazuma invested more than $140,000 in Bederra by purchasing 

directly from Bederra blocks of shares at a discount.  Williams instructed Mazuma 

to coordinate the purchases with Bethke, which Mazuma did.  On each occasion, 

Williams directed, First National Trust Company, Inc. (“First National Trust”), 

Bederra’s transfer agent, in writing, to issue stock certificates to Mazuma pursuant 

to the terms of the investment.  Those stock certificates contained the signature of 

Williams, then the Secretary of Bederra. 

Beginning in early 2009, Mazuma again purchased blocks of Bederra 

shares, this time directly from Bethke.  Mazuma purchased a total of approximately 

1.139 billion shares of Bederra stock from Bethke between January 2009 and May 

2010 (the “Mazuma Shares”).  Bethke represented that the shares were duly issued, 

unrestricted, and freely tradeable.  In advance of each transaction, Mazuma received 

several documents signed by Williams certifying that Bethke held good title to the 

shares and that Williams and the company had authorized the pending share sales to 
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Mazuma.  On each occasion, Mazuma received supposedly authentic Bederra stock 

certificates containing the signatures of Williams and Pratt. 

However, Mazuma contends that, to conceal Bethke’s stock sales and to lure 

Mazuma into believing that they were legitimate, the Defendants made several 

material misrepresentations related to the authenticity of the shares and the 

authority of Bethke.  The Defendants allegedly manufactured business records and 

signed stock certificates to make it appear as if the Mazuma shares were not 

restricted, authorized, and freely tradeable.   

During the relevant period, the volume of trading in Bederra stock exceeded 

the number of free-trading shares issued and outstanding (the “float”) due to the 

introduction of the Mazuma Shares into the market. 

Mazuma also alleges that, during the relevant time period, Bederra had no 

financial reporting requirements, but nonetheless filed periodic reports and 

disclosures on an electronic quotation system.  Bederra allegedly made at least 22 

filings on the Pink Sheets between May 28, 2008 and December 22, 2009, and 

issued more than 60 press releases between March 2008 and January 2011.  

According to Mazuma, Bederra routinely represented in its filings with the Pink 

Sheets the numbers of shares authorized and outstanding, as well as the public float.  

Mazuma contends that Bederra’s numerous public disclosures and press releases 

demonstrate that Williams and Pratt were monitoring and publicly disclosing the 

float of Bederra securities and the numbers of authorized and restricted shares.  

 Mazuma alleges that Zicix, Williams, and Pratt knew or were reckless in not 

knowing that Bethke was issuing shares to Mazuma.  Had Williams and Pratt 
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monitored the volume of trading in Bederra stock, they would have seen that the 

volume in Bederra stock often exceeded the “represented” float.  For example, on 

two-trading days – January 12 and January 13, 2010 – the volume of trading in 

Bederra stock allegedly exceeded the float as reported two weeks earlier by more 

than 1,000,000 shares.  Further, on January 29, 2010, Bederra reported that the float 

of Bederra stock was 404,827,453, even though the volume of trading in a single 

trading day on January 26, 2010 – three days earlier – exceeded that amount.   

Mazuma further asserts that, in an effort to cover up the presence of the 

fraudulent shares, Pratt and/or Williams caused Bederra to continually increase the 

number of authorized shares – eventually increasing the number of authorized 

shares on the market by more than 1500 percent in an apparent effort to conceal the 

Defendants’ fraud.  Pratt and/or Williams also allegedly caused Zicix to ratify the 

issuance of the Mazuma Shares on October 29, 2010 as part of a cover-up of the 

Defendants’ role in the Mazuma Share issuances. 

C.  Texas State Court action 

In what Mazuma characterizes as an attempt to deflect increasing regulatory 

pressure, on August 31, 2012, Zicix filed a civil action in the State of Texas against 

Mazuma and several other defendants, alleging that the Mazuma Shares were not 

authorized by Bederra (the “State Lawsuit”). 

In the State Lawsuit, three defendants, including Kramer and Mayo, 

unsuccessfully challenged the trial court’s personal jurisdiction.  Kramer and Mayo 

are currently taking interlocutory appeals of the denials of their motions to dismiss 

for lack of personal jurisdiction.  Mazuma asserts that the defendants in the State 
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Lawsuit that are challenging the personal jurisdiction of the Texas trial court have 

not engaged in any “merits-based” discovery and that there has been no depositions 

of any party or non-party witness. 

In June 2013, the state trial court entered an interlocutory judgment against 

Bethke and two companies controlled by him. 

At some point, Mazuma moved to dismiss the State Lawsuit for forum non 

conveniens and/or to have that action refiled in New York. 

On August 26, 2013, the Texas trial court denied Mazuma’s motion. 

On January 9, 2014, Mazuma and others filed a joint motion for continuance 

of the State Lawsuit.  Bederra, the plaintiff in the State Lawsuit, agreed that the 

State Lawsuit should be continued and its counsel has requested a Fall 2014 trial 

date while the defendants in the State Lawsuit have proposed any date after January 

19, 2015 due to conflicts with other cases.   

D. The SEC Proceeding 

 On November 25, 2013, the SEC instituted cease-and-desist proceedings 

pursuant to Section 8A of the Securities Act of 1033 (the “Securities Act”) against 

Mazuma and related parties.  Of relevance here, the SEC and Mazuma reached a 

settlement, the terms of which contained certain findings of fact as follows: 

10. From about April 2009 through about June 2010, Mazuma 
Holding Corporation (“Mazuma Holding”) and Kramer acquired 
over 1 billion shares of Bederra Corporation (“Bederra”) in 21 
separate transactions from the principal of Bederra’s transfer agent, 
who had misappropriated the Bederra share certificates. 
 
11. Mazuma Holding and Kramer purchased the Bederra shares at a 
significant discount from the then-prevailing market prices. The 
discount made it highly likely that Mazuma Holding and Kramer 
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could immediately re-sell the Bederra shares to the public for a 
short-term profit. 
 
12. Mazuma Holding and Kramer resold the shares to the public for  
a profit of $934,404. 
 
13. No registration statement was filed as to any of the Bederra  
shares offered and sold to Kramer and Mazuma Holding, and which 
Mazuma Holding and Kramer subsequently resold into the market, 
and no exemption from registration was applicable to these 
transactions. 
 
14. [Mazuma and related parties] used the mails and other means of 
interstate commerce in connection with these offers and sales of the 
Bederra shares. 
 
15. As a result of the conduct described above, Kramer, Mazuma 
Corporation, Mazuma Holding Corporation and Mazuma Funding 
Corporation violated Sections 5(a) and 5(c) of the Securities Act [of 
1933], which prohibit the direct or indirect sale or offer for sale of 
securities through the mails or interstate commerce unless a 
registration statement has been filed or is in effect. 
 

(Ebaugh Decl., Ex. B, ¶¶ 10-15.). 

E. The Present Action 

Meanwhile, on November 21, 2013, Mazuma brought the instant action 

alleging violations of federal securities law and Texas State law.  In particular, 

Mazuma alleges violations of Section 10(b) of the Securities Exchange Act of 1934 

(the “Exchange Act”), 15 U.S.C. § 78j(b) and Rule 10b-5(b), 17 C.F.R. § 240.10b-

5(b).   

 The Court notes that Zicix (previously Bederra), Bethke, and Mazuma are 

parties in both this action and in the State Lawsuit, while Williams and Pratt are not 

parties in the State Lawsuit.  Bethke has not answered or appeared in this action.    
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 On December 31, 2013, Williams and Zicix moved to stay this action under 

the Colorado River doctrine, or, in the alternative, transfer venue to the Southern 

District of Texas pursuant to 28 U.S.C. § 1404(a).   In support of the motion to stay, 

Williams and Zicix submitted a declaration of its counsel, Nelson S. Ebaugh, which 

makes reference to the Cease-and-Desist Order. 

 On January 21, 2014, Mazuma cross-moved under Fed. R. Civ. P. 15(a) for 

leave to file an amended complaint, seeking to withdraw its state causes of action.   

 Also, on January 21, 2014, Mazuma moved to strike, among other things, 

(1) portions of the declarations submitted by Williams and Pratt in support of the 

motion to stay and (2) the Cease-and-Desist Order as inadmissible under Federal 

Rule of Evidence (“Fed. R. Evid.”) 408. 

 On February 26, 2014, Pratt joined in the motion for a stay or to transfer 

venue.   

 As noted above, on March 3, 2014, this Court (1) denied the motion to 

strike; (2) granted the motion to file an amended complaint; and (3) denied the 

motion for a stay of this action under Colorado River or to transfer venue to the 

Southern District of Texas. 

 On March 31, 2014, Pratt, Williams, and Zicix (the “Answering 

Defendants”) moved pursuant to Fed. R. Civ. P. 12(c) for judgment on the 

pleadings dismissing the amended complaint.    
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II. DISCUSSION 

A. The Legal Standard for a Motion for Judgment on the Pleadings 

Fed. R. Civ. P. 12(c) (“Rule 12(c)”) provides that “[a]fter the pleadings are 

closed – but early enough not to delay trial – a party may move for judgment on the 

pleadings.”  Under Rule 12(c), “a party is entitled to judgment on the pleadings 

only if it has established that no material issue of fact remains to be resolved and 

that [it] is entitled to judgment as a matter of law.” Bailey v. Pataki, No. 08 Civ. 

8563 (JSR), 2010 WL 234995, at *1 (S.D.N.Y. Jan. 19, 2010) (quotation marks and 

citations omitted) (alteration in original).  “The same standard applicable to Fed. R. 

Civ. P. 12(b)(6) motions to dismiss applies to [Rule] 12(c) motions for judgment on 

the pleadings.” Bank of New York v. First Millennium, Inc., 607 F.3d 905, 922 (2d 

Cir. 2010).   

Thus, the Court applies the Rule 12(b) “plausibility standard,” which is 

guided by “[t]wo working principles.” Ashcroft v. Iqbal, 556 U.S. 662, 678, 129 S. 

Ct. 1937, 173 L. Ed. 2d 868 (2009).  District courts should first “identify[ ] 

pleadings that, because they are no more than conclusions, are not entitled to the 

assumption of truth,” and second, if a complaint contains “well-pleaded factual 

allegations, a court should assume their veracity and then determine whether they 

plausibly give rise to an entitlement to relief.” Id. at 679.  Because “hasty or 

imprudent use of this summary procedure by the courts violates the policy in favor 

of ensuring to each litigant a full and fair hearing on the merits of his or her claim 

or defense,” district courts should not “grant a motion under Rule 12(c) unless the 

movant clearly establishes that no material issue of fact remains to be resolved and 
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that he is entitled to judgment as a matter of law.” 5C Charles Alan Wright & 

Arthur R. Miller, Fed. Prac. & Proc. Civ. § 1368 (3d ed.). 

In deciding a Rule 12(c) motion, the district court may only consider the 

facts as presented within the four corners of the complaint. Sira v. Morton, 380 F.3d 

57, 66–67 (2d Cir. 2004).  “A complaint is deemed to include any written 

instrument attached to it as an exhibit, materials incorporated in it by reference, . . . 

documents that, although not incorporated by reference, are “integral” to the 

complaint,” id. (citations omitted), and any facts of which judicial notice may be 

taken, Chambers v. Time Warner, Inc., 282 F.3d 147, 153 (2d Cir. 2002).  The 

Second Circuit has emphasized that “a plaintiff's reliance on the terms and effect of 

a document in drafting the complaint is a necessary prerequisite to the court's 

consideration of the document on a dismissal motion; mere notice or possession is 

not enough.” Id.  However, documents that are “neither expressly cited in the 

complaint nor integral to the claims raised” may not be considered, even if the 

complaint makes “limited quotation[s] from or reference[s] to” those documents. 

Sira, 380 F.3d at 67 (citing Cosmas v. Hassett, 886 F.2d 8, 13 (2d Cir. 1989) 

(rejecting the argument that short quotations from an annual report and 10K 

statement incorporated those documents in the complaint).  If the motion includes 

material outside the pleadings and that material is not excluded by the court, the 

district court must convert the motion to one for summary judgment. See Sira, 380 

F.3d at 66. 

As an initial matter, Mazuma asserts that the Court cannot consider two SEC 

orders referenced in the motion for judgment on the pleadings without converting 
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the motion to one for summary judgment, and permitting Mazuma an opportunity to 

presents its own exhibits.  The Court disagrees.  Because the SEC orders are part of 

administrative hearings, the Court may take judicial notice of them without having 

to convert the motion for judgment on the pleadings into one for summary 

judgment. Kouakou v. Fideliscare New York, 920 F. Supp. 2d 391, 394 n. 1 

(S.D.N.Y. 2012). 

B. The Legal Standard Under Section 10(b) and Rule10b-5 

To state a claim under Section 10(b) or Rule 10b–5, a plaintiff must plead 

the following six elements: “(1) a material misrepresentation (or omission); (2) 

scienter, i.e., a wrongful state of mind; (3) a connection with the purchase or sale of 

a security; (4) reliance . . .; (5) economic loss; and (6) loss causation[.]” Kleinman 

v. Elan Corp., plc, 706 F.3d 145, 152 (2d Cir. 2013) (alterations in original) 

(quoting Dura Pharm., Inc. v. Broudo, 544 U.S. 336, 341-42, 125 S. Ct. 1627, 161 

L. Ed. 2d 577 (2005)). 

“It is well settled that causation under federal securities laws is a two-

pronged inquiry: transaction causation and loss causation.” In re Sterling Foster & 

Co., Inc. Sec. Litig., 222 F. Supp. 2d 289, 305 (E.D.N.Y. 2002).  Transaction 

causation is a term that is used interchangeably with the word reliance. Burke v. 

Jacoby, 981 F.2d 1372, 1378 (2d Cir. 1992) (stating that the reliance element of a 

Section 10(b) claim is referred to as “transaction causation”).  On the other hand, 

“[l]oss causation is causation in the traditional ‘proximate cause’ sense – the 

allegedly unlawful conduct caused the economic harm.” AUSA Life Ins. Co. v. 

Ernst and Young, 206 F.3d at 209, 211-12 (2d Cir 2000).  Thus, to satisfy both 
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causation prongs, the plaintiff must demonstrate that the fraud caused him “to 

engage in the transaction and that it caused the harm actually suffered.” Suez Equity 

Investors, L.P. v. Toronoto-Dominion Bank, 250 F.3d 87, 96 (2d Cir. 2001).  

Indeed, the Private Securities Litigation Reform Act of 1995 (“PSLRA”), 15 U.S.C. 

§ 78u–4s requires the plaintiff to demonstrate that the act complained of “caused the 

loss for which the plaintiff seeks to recover damages.” 15 U.S.C. § 78u–4(b)(4). 

The Answering Defendants do not argue that the Plaintiffs have failed to 

plead a material misrepresentation or omission and scienter in connection with the 

purchase or sale of a security.  Rather, the Answering Defendants principally assert 

that Mazuma has failed to plead reliance; loss causation; and economic loss.  The 

Court addresses these three elements in turn.  

1. Transaction Causation or Reliance 

In order to sufficiently allege transaction causation or reliance, the plaintiff 

must set forth that the violations under consideration caused him to engage in the 

transaction. Litton Indus., Inc. v. Lehman Brothers Kuhn Loeb Inc., 967 F.2d 742, 

747 (2d Cir. 1992).  To satisfy this element, a plaintiff must show “that but for the 

fraudulent statement or omission, the plaintiff would not have entered into the 

transaction.” Castellano v. Young & Rubicam, Inc., 257 F.3d 171, 186 (2d 

Cir.2001). 

Not all reliance is sufficient to demonstrate liability under the Exchange 

Act.  Instead, the reliance must be “reasonable” or “justifiable.” In re Adelphia 

Commc'ns Corp. Sec. & Derivative Litig., 542 F. Supp. 2d 266, 267 (S.D.N.Y. 

Case 2:13-cv-06458-ADS-GRB   Document 59   Filed 05/19/14   Page 13 of 25 PageID #: 750



 14 

2008).  The Second Circuit has succinctly explained the standard that courts must 

apply: 

A showing of reliance may be defeated, however, where defendant 
establishes that plaintiff should have discovered the true facts.  This 
has been called the due diligence test, to which, traditionally, a 
negligence standard has applied. . . . [T]he degree of diligence to 
which plaintiffs are held has been diminished to minimal diligence. 
More specifically, a plaintiff bears only the burden of negating its 
own recklessness, once the issue of diligence is raised by defendant. 
 

Royal Am. Managers, Inc. v. IRC Holding Corp., 885 F.2d 1011, 1016 (2d Cir. 

1989) (internal citations and quotation marks omitted); see also Emergent Capital 

Inv. Mgmt., LLC v. Stonepath Grp., Inc., 343 F.3d 189, 195 (2d Cir. 2003) (“In 

assessing the reasonableness of a plaintiff's alleged reliance, we consider the entire 

context of the transaction, including factors such as its complexity and magnitude, 

the sophistication of the parties, and the content of any agreements between 

them.”). 

 The Second Circuit has stated that although district courts need not “recite 

its factor-by-factor balancing of the relevant considerations,” many courts have 

been guided by the following factors: 

(1) The sophistication and expertise of the plaintiff in financial and  
securities matters; (2) the existence of longstanding business or 
personal relationships; (3) access to the relevant information; (4) the 
existence of a fiduciary relationship; (5) concealment of the fraud; 
(6) the opportunity to detect the fraud; (7) whether the plaintiff 
initiated the stock transaction or sought to expedite the transaction; 
and (8) the generality or specificity of the misrepresentations. 
 

Brown v. E.F. Hutton Grp., Inc., 991 F.2d 1020, 1032 (2d Cir. 1993). 

 Here, the Court concludes that the Plaintiff has sufficiently alleged that it 

relied on the Defendants’ alleged misrepresentations and omissions.  The 
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Answering Defendants do not dispute that a reasonable investor would find these 

representations important in making an investment decision. Affiliated Ute v. U.S., 

406 U.S. 128 at 153–54, 92 S. Ct. 1456, 31 L. Ed. 2d 741 (1972).  Instead, the 

Answering Defendants argue that Mazuma is a sophisticated market participant and, 

as such, had a duty to make a searching inquiry to avoid participation in an 

unregistered securities offering.  However, it is not clear that the cases relied upon 

the Answering Defendants support this proposition.    

For example, in S.E.C. v. Elliot, 09 CIV. 7594 (KBF), 2012 WL 2161647, at 

*7 (S.D.N.Y. June 12, 2012), the court cited SEC Release No. 6721, which  

contains guidance regarding the expected standards of conduct for registered 

broker-dealers when dealing in unregistered securities.  The SEC Release No. 6721 

provides: 

The amount of inquiry called for necessarily varies with the 
circumstances of particular cases.  A dealer who is offered a modest 
amount of a widely traded security by a responsible customer, whose 
lack of relationship to the issuer is well known to him, may 
ordinarily proceed with considerable confidence.  On the other hand, 
when a dealer is offered a substantial block of a little-known 
security, either by persons who appear reluctant to disclose exactly 
where the securities came from, or where the surrounding 
circumstances raise a question as to whether or not the ostensible 
seller may be merely intermediaries for controlling persons or 
statutory underwriters, then searching inquiry is called for. 
The problem becomes particularly acute where substantial amounts 
of a previously little known security appear in the trading markets 
within a fairly short period of time and without the benefit of 
registration under the Securities Act of 1933. . . . 
 

Fairly read, SEC Release No. 6721 imposes a duty to inquire on registered  

broker-dealers, only.  In this case, even if Mazuma is considered a sophisticated 

investor, there is nothing on the face of the amended complaint, or any other 
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document properly considered on a motion to dismiss, to suggest that Mazuma is a 

registered broker-dealer.  

 Further, in Elliot, after a motion for summary judgment was denied, the 

court held an evidentiary hearing on the issue of the defendants’ scienter, after 

which the court made the following fact finding:  “Industry custom and practice is 

for investment managers to determine the provenance of any shares. A prudent 

investment manager will not and should not rely on the self-serving statements of 

issuers or their counsel.” 2012 WL 2161647, at *7 (emphasis added).  Here, there is 

no allegation that Mazuma was an investment manager, and, therefore, at this stage 

of the litigation, the Court finds that the prudent investment manager standard is 

inapplicable.  

 Further, contrary to the Answering Defendants’ contention, the SEC did not 

find that Mazuma breached any duty to investigate.  As this Court previously ruled, 

“[t]he SEC simply found that Mazuma violated the Exchange Act, but did not 

foreclose liability in federal court as to Zicix and Williams.” Mazuma Holding 

Corp. v. Bethke, 13-CV-6458 (ADS)(GRB), 2014 WL 814960, at *11 (E.D.N.Y. 

Mar. 3, 2014). 

Even if Mazuma were held to a heightened prudent investor standard, 

“whether [a] plaintiff was placed on guard in a way that was sufficient to trigger a 

duty to investigate is generally a question of fact that is not to be decided on a 

motion to dismiss (citation omitted).” Barron Partners, LP v. Lab 123, Inc., No. 07 

Civ. 11135 (JSR), 2008 WL 2902187, at *5 n. 3 (S.D.N.Y. July 25, 2008).  Indeed, 

“‘[t]he question of whether a party's reliance was reasonable is “always nettlesome 
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because it is so fact-intensive,’ and ‘ordinarily a question of fact to be determined at 

trial.’  Where ‘the reasonableness of reliance depends upon factual determinations 

that are not plain from a review of the complaint and its attachments or that remain 

in dispute after discovery, the fraud claim should not be summarily dismissed on 

that ground.’” In re Eugenia VI Venture Holdings, Ltd. Litig., 649 F. Supp. 2d 105, 

119 (S.D.N.Y. 2008)(internal citation omitted), aff'd sub nom. Eugenia VI Venture 

Holdings, Ltd. v. Glaser, 370 F. App'x 197 (2d Cir. 2010); see also Emergent 

Capital Inv. Mgmt., LLC v. Stonepath Grp., Inc., 343 F.3d 189,197 (2d Cir. 2003) 

(“[I]f the loss was caused by an intervening event, . . . the chain of causation will 

not have been established.  But such is a matter of proof at trial and not to be 

decided on a Rule 12(b)(6) motion to dismiss.”). 

To be sure, “[a] heightened degree of diligence is [] required where 

circumstances were such that [the] plaintiff had hints of falsity.” In Re Eugenia, 649 

F. Supp. at 118; see Keywell Corp. v. Weinstein, 33 F.3d 159, 164 (2d Cir. 1994) 

(“When a party is aware of circumstances that indicate certain representations may 

be false, that party cannot reasonably rely on those representations, but must make 

additional inquiry to determine their accuracy.”).  In other words, a plaintiff “cannot 

close his eyes to an obvious fraud, and cannot demonstrate reasonable reliance 

without making inquiry and investigation if he has the ability, through ordinary 

intelligence, to ferret out the reliability or truth about an investment.” Crigger v. 

Fahnestock & Co., Inc., 443 F.3d 230, 234 (2d Cir. 2006). 

Here, there is no allegation that Mazuma knew or should have known that 

something was amiss.  To the contrary, Mazuma alleges that it received 
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certifications from Bethke that the Mazuma shares were authentic, authorized, and 

freely tradeable.  Accordingly, the Court finds that Mazuma has properly alleged 

reliance or transaction causation.   

2. Loss Causation 

“Loss causation is the causal link between the alleged misconduct and the 

economic harm ultimately suffered by the plaintiff.” Lentell v. Merrill Lynch & 

Co., 396 F.3d 161, 172 (2d Cir. 2005).  Proving loss causation is prescribed by 

statute for actions under Section 10(b) and Rule 10b–5. 15 U.S.C. § 78u–4(b)(4) 

(“In any private action arising under this chapter, the plaintiff shall have the burden 

of proving that the act or omission of the defendant alleged to violate this chapter 

caused the loss for which the plaintiff seeks to recover damages.”).  Although it is 

well-settled that the heightened pleading standards of Rule 9(b) and the PSLRA 

apply to allegations regarding the misstatements underlying the fraud, the Second 

Circuit has not yet determined whether these standards apply to allegations of loss 

causation. Acticon AG v. China N. East PetroleumHoldings Ltd., 692 F.3d 34, 38 

(2d Cir. 2012).  A short, plain statement that provides defendants with notice of the 

loss and some notion of the causal connection to the alleged misconduct is 

sufficient. Dura, 544 U.S. at 346-47. 

 Generally, in fraud-on-the-market cases, an “inflated purchase price will not 

itself constitute or proximately cause the relevant economic loss.” Dura, 544 U.S. at 

342.  Indeed, “[u]nless plaintiffs can allege that their losses were attributable to 

some form of revelation to the market of wrongfully concealed information, they 

are not recoverable in a private securities action.  Such actions are available, after 
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all, ‘not to provide investors with broad insurance against market losses, but to 

protect them against those economic losses that misrepresentations actually cause.’” 

In re Ramp Corp. Sec. Litig., 05 CIV. 6521 (DLC), 2006 WL 2037913, at *9 

(S.D.N.Y. July 21, 2006), quoting Dura, 544 U.S. at 345. 

However, unlike in Dura, here, the Plaintiff is not alleging “price inflation” 

in the traditional sense nor is this a fraud-on-the market case.  Rather, the 

allegations center on Mazuma’s purchase of Bederra stock that was represented by 

the Defendants to be authentic, authorized, and freely tradeable.  Further, the 

alleged fraud was perpetrated against a particular purchaser, Mazuma, rather than 

the entire market of stock purchasers.   

The Answering Defendants characterize the Plaintiff as an “in and out” 

trader who profited in the amount of $934,404 during the period of time between 

when Mazuma purchased the stock and when it resold the stock.  However, the 

Court finds that the Answering Defendants circumscribe the relevant time period 

too narrowly in that they ignore the alleged losses incurred by Mazuma in 

connection with the SEC investigation – namely, the disgorgement of its profit in 

the amount of $934,405, interest paid to the SEC in the amount of $109,865, civil 

penalties of $130,000, and legal fees in the amount of approximately $800,000.  

Further, contrary to the contention of the Answering Defendants, Mazuma is not 

relying on the doctrine of collateral estoppel based on the SEC orders to establish 

its losses.   

 The question then becomes whether the Plaintiff has set forth sufficient 

factual allegations that these losses were proximately caused by the Defendants’ 
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alleged misrepresentations or omissions.  The Court answers this question in the 

affirmative.   

 Neither party cites to case law addressing the circumstances here – that is, a 

stock purchaser alleging loss causation on the basis of the unauthorized sale of 

shares of stock, the reselling of which triggered an SEC investigation and penalties.   

Absent case law on point, the Court considers the viability of this type of loss 

causation in light of the familiar tort principles of proximate causation. 

Indeed, “[o]wing to the great similarity of an action under Rule 10b–5 to an 

action for common law fraud, courts have consistently characterized loss causation 

as similar to the tort concept of proximate causation.” In re Vivendi Universal, S.A. 

Sec. Litig., 634 F. Supp. 2d 352, 360 (S.D.N.Y. 2009); see Lentell, 396 F.3d at 172 

(“We have described loss causation in terms of the tort-law concept of proximate 

cause . . . .”); Lattanzio v. Deloitte & Touche LLP, 476 F.3d 147, 157 (2d Cir. 

2007) (same); Castellano v. Young & Rubicam, Inc., 257 F.3d 171, 187 (2d Cir. 

2001) (same).  As when assessing proximate cause, courts assessing a plaintiff’s 

case for loss causation look to whether the alleged damages were reasonably 

foreseeable given the alleged false or misleading statements. See Castellano, 257 

F.3d at 187 (looking to whether “the damages suffered by plaintiff [were] a 

foreseeable consequence of any misrepresentation or material omission”).  As with 

proximate cause, these determinations “may often rest in part on legal policy 

considerations” that “fix a . . . limit on a person's responsibility, even for wrongful 

acts.” Id.   
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 Here, drawing all reasonable inferences in favor of the Plaintiff, the Court 

concludes that the Plaintiff has alleged loss causation – that is, the Defendants’ 

alleged misrepresentations and omissions proximately caused the Plaintiff’s losses.  

The Court finds that the Plaintiff has alleged facts to suggest that the losses incurred 

by the Plaintiff, including the civil penalties assessed by the SEC for the resale of 

the Mazuma shares, were a reasonably foreseeable result of the Defendants’ 

omission of the true nature of the stock certificates at issue and their affirmative 

representations that the certificates were authentic, authorized, and freely tradable.  

In other words, the amended complaint “allege[s] facts that support an inference 

that [defendant’s] misstatements and omissions concealed the circumstances that 

bear upon the loss suffered such that plaintiffs would have been spared all or an 

ascertainable portion of that loss absent the fraud.” Lentell, 396 F.3d at 173.   

Accordingly, the Court denies the Answering Defendants’ motion for 

judgment on the pleadings on the basis that the Plaintiff fails to allege loss 

causation.  

3. Economic Loss 

Securities fraud damages are “ordinarily . . . based on out-of-pocket 

losses[.]” In re Crazy Eddie Sec. Litig., 948 F. Supp. 1154, 1165 (E.D.N.Y. 

1996)(citations omitted); see also Acticon AG v. China N.E. Petroleum Holdings 

Ltd., 692 F.3d 34, 38 (2d Cir. 2012) (“Traditionally, economic loss in Section 10(b) 

cases has been determined by use of the ‘out-of-pocket’ measure for damages.”) 

(citations omitted).  The out-of-pocket measure entitles a defrauded buyer of 

securities “‘to recover only the excess of what he paid over the value of what he 
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got.’” Acticon AG, 692 F.3d at 38 (citation omitted).  Put another way, such 

damages measure “the price paid for the security less the security's value on the 

date of the transaction and absent any fraud[.]” In re UBS Auction Rate Sec. Litig., 

08-cv-2967 (LMM), 2009 WL 860812, at *4 (S.D.N.Y. 2009).  The purpose of the 

out-of-pocket measure of relief is “to restore the plaintiff to the position he was in 

before the fraud.” Id. (citation omitted).  “Out-of-pocket losses is also the rule for 

damages caused by common law fraud.” In re Crazy Eddie Sec. Litig., 948 F. Supp. 

at 1165 (citing First Nationwide Bank v. Gelt Funding Corp., 27 F.3d 763, 768 (2d 

Cir. 1994)). 

 “However, out-of-pocket damages are not the only permissible measure of 

recovery.” CAMOFI Master LDC v. Riptide Worldwide, Inc., 10 CIV. 4020 (CM) 

(JLC), 2012 WL 6766767, at *14 (S.D.N.Y. Dec. 17, 2012).  In order to 

accommodate “the wide variety of factual predicates to § 10(b) claims, courts have 

utilized their discretion to endorse several different compensatory damages 

theories,” including gross economic loss and benefit of the bargain damages. Panos 

v. Island Gem Enterprises, Ltd., N.V., 880 F. Supp. 169, 176 (S.D.N.Y. 

1995)(citing Affiliated Ute Citizens of Utah v. United States, 406 U.S. 128, 154-55, 

92 S. Ct. 145, 631 L. Ed. 2d 741 (1972) (disgorgement); Levine v. Seilon, Inc., 439 

F.2d 328, 334 (2d Cir. 1971) (out-of-pocket damages); Osofskv v. Zipf, 645 F.2d 

107, 114 (2d Cir. 1981) (benefit-of-the-bargain damages); Esplin v.. Hirschi, 402 

F.2d 94, 105 (10th Cir. 1968) (consequential damages); Rolf v. Blyth, Eastman 

Dillon & Co., Inc., 570 F.2d 38, 49 & n. 21 (2d Cir. 1978) (gross economic loss or 

rescissionary damages)).   
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“Consequential damages may include out-of-pocket expenses stemming 

from related litigation.” The Ltd., Inc. v. McCrory Corp., 683 F. Supp. 387, 393 

(S.D.N.Y. 1988).  Gross economic loss or “rescissionary” damages “are based on 

the difference between the price paid [for the security] and the price received on 

resale, rather than on the excess of the purchase price over the actual value of the 

stock.” Barrows v. Forest Labs., Inc., 742 F.2d 54, 57 n. 7 (2d Cir. 1984) (citing 

Clark v. John Lamula Investors, Inc., 583 F.2d 594, 603-04 (2d Cir. 1978)).  

Benefit-of-the-bargain damages measure the “difference between the value of what 

was bargained for and the value at the time [of the transaction] of what was 

received.” Barrows, 742 F.2d at 57. 

“The choice of any one theory [of damages] over another . . . depends on 

how the court characterizes the transaction and the fraud.” Panos, 880 F. Supp. at 

176.  However, “appropriate grounds for damages in § 10(b) actions are not 

limitless, and courts have required plaintiffs to choose between rescinding a 

transaction and being paid restitution on the one hand and holding the defrauder to 

the bargain and recovering out-of-pocket losses resulting from the fraudulent 

transaction on the other hand.” Id. at *4 (citing Randall v. Loftsgaarden, 478 U.S. 

647, 662, 106 S. Ct. 1343 (1986)).   

In particular, Section 28(a) of the Exchange Act limits recovery for 

violations of the Exchange Act to “actual damages.” 15 U.S.C. § 78bb(a)(1).  This 

“limitation serves to bar speculative recoveries, but otherwise contemplates that 

district courts will use discretion to fashion a measure of damages appropriate for 

Case 2:13-cv-06458-ADS-GRB   Document 59   Filed 05/19/14   Page 23 of 25 PageID #: 760



 24 

the circumstances.” In re UBS Auction Rate Sec. Litig., 2009 WL 860812, at *3 

(citation omitted). 

 With these principles in mind, the Court finds that, whether viewed as 

consequential damages or out-of-pocket expenses, the Plaintiff has alleged 

economic losses in the form of its interest, penalties, and legal fees incurred in 

connection with the SEC investigation.  However, the Court finds that, as a matter 

of law, Mazuma cannot recover the disgorged profit resulting from its resale of the 

Mazuma Shares because Mazuma cannot be put in a better position than it would 

have been without the fraud. 

 The Answering Defendants also contend that the amended complaint fails to 

allege which portions of the loss were caused by which Defendants.  However, “[a]t 

the motion to dismiss stage, [Mazuma] need not demonstrate that Defendants' 

alleged misrepresentations caused all or even most of their losses.  Rather, [it] need 

allege only ‘facts that would allow a factfinder to ascribe some rough proportion of 

the whole loss to [the defendant's alleged] misstatements.’” Terra Sec. Asa 

Konkursbo v. Citigroup, Inc., 740 F. Supp. 2d 441, 455 (S.D.N.Y. 2010)(citation 

omitted and emphasis added), aff’d, 450 Fed. Appx. 32 (2d Cir. 2011). 

 Viewed in this light, the amended complaint adduces sufficient factual 

allegations to suggest that the Defendants are in fact liable for the total sum of 

Mazuma’s economic losses.  Accordingly, the Court denies the Answering 

Defendants’ motion for judgment on the pleadings on the basis that Mazuma has 

failed to adequately allege economic losses. 
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III. CONCLUSIONS 

In sum, the Court finds that Mazuma has adequately plead a claim under 

Section 10(b) of the Exchange Act, 15 U.S.C. § 78j(b) and Rule 10b-5(b), 17 C.F.R. 

§ 240.10b-5(b).  However, with respect to Mazuma’s economic losses, the Court 

finds that, as a matter of law, Mazuma cannot recover the profit earned from its 

resale of the Mazuma Shares that was ultimately disgorged by the SEC.  For the 

foregoing reasons, it is hereby 

ORDERED, that the Answering Defendants’ motion for judgment on the 

pleadings is denied.  

Dated: Central Islip, New York 
May 19, 2014 
 
 

           Arthur D. Spatt                                 
             ARTHUR D. SPATT 

United States District Judge 
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IN THE UNITED STATES DISTRICT COURT 
FOR THE EASTERN DISTRICT OF PENNSYLVANIA 

 
 
IN RE VIROPHARMA INCORPORATED   : CIVIL ACTION 
SECURITIES LITIGATION    :  
       : NO. 12-2714   
               : 
       : 
       : 
       :  
       : 
       : 
 

MEMORANDUM 
Jones, II, J.         May 15, 2014 
 
I. Introduction 
  

The instant motion relates to the consolidated class action in which lead Plaintiff 

Carpenters’ Local 27 Defined Benefit Fund asserts that Defendants ViroPharma Incorporated 

(“ViroPharma”), Vincent J. Milano, Charles A. Rowland, Thomas F. Doyle, and John P. Wolf 

violated Section 10(b) of the Securities Exchange Act of 1934 (the “Exchange Act”), 15 U.S.C. § 

78j(b) (“Section 10(b)”); Rule 10b–5 promulgated thereunder, 17 C.F.R. § 240.10b–5 (“Rule 

10b–5”); and Section 20(a) of the Exchange Act, 15 U.S.C. § 78t(a) (“Section 20(a)”).  Plaintiff 

filed this litigation on behalf of all persons who purchased ViroPharma securities between 

December 14, 2011 and April 9, 2012 (the “Class Period”). 

Having considered the motion, the pleadings, and the oral arguments made in open court 

on June 10, 2013, for the reasons set forth below, Defendant’s Motion is denied.   

 
II. Factual Background 
 
 ViroPharma Incorporated (“ViroPharma) is a publicly traded biotechnology company 

that maintains a principal place of business in Exton, Pennsylvania.  ViroPharma markets and 

sells a number of products, one of which is the antibiotic Vancocin, which treats the 
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gastrointestinal infection, Clostridium difficile associated diarrhea (“CDAD”).  Vancocin was a 

lucrative property for ViroPharma, and comprised a substantial portion of ViroPharma’s 

revenues from 2005-2011.   

 The Complaint alleges that the patent for Vancocin expired in 1996. The FDA’s 

requirement that a generic version of Vancocin be tested on humans, however, created a barrier 

for generics to enter the market.  In 2006 the FDA changed its position regarding the proof 

necessary to establish bioequivalence, allowing for laboratory testing instead of testing on human 

subjects.  The Complaint alleges that this change substantially lowered any barriers to entry and 

threatened ViroPharma’s hold on the Vancocin Market.  As a challenge to the FDA’s decision, 

ViroPharma filed a Citizen’s Petition1 with the FDA, which was amended twenty times between 

2006 and 2011.  A generic drug could not be introduced while the Citizen’s Petition was 

pending.   

 In 2008, Congress passed the QI Program Supplemental Funding Act of 2008 (the “QI 

Act”), which permits the FDA to grant an additional three years of marketing exclusivity for 

“Old Antibiotics”—such as Vancocin—under the Hatch-Waxman Act2 if a company can 

demonstrate that the “Old Antibiotic” can be administered for a new “condition of use.”3    

                                                           
1  A Citizen’s Petition is a means by which a party can “petition to the FDA to issue, amend or revoke an 
agency regulation or take other administrative action .” Tri-Bio Labs., Inc. v. United States, 836 F.2d 135, 
137 (3d Cir. 1987) 

A citizen petition must describe the FDA action requested, include a statement of the factual and 
legal grounds on which the petitioner relies, and certify that the petition includes ‘all information 
and views on which the petition relies, and that it includes representative data and information 
known to the petitioner which are unfavorable to the petition.’  21 C.F.R. § 10.30(a). 

In re Wellbutrin XL Antitrust Litig., CIV.A. 08-2431, 2012 WL 1657734 (E.D. Pa. May 11, 2012) 

 
2 “The Hatch–Waxman Act provides a streamlined regulatory pathway for generic pharmaceutical 
companies to seek approval of their drugs, while giving branded pharmaceutical companies an 
opportunity to sue to defeat approval of the generic drugs.” In re OxyContin Antitrust Litig., 04 MD. 1603 
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In an effort to stave off the arrival of generics from other companies and to gain three 

years of statutory exclusivity under the QI Act,4 and to market Vancocin for a new “condition of 

use,” ViroPharma licensed a study conducted by Genzyme Corporation (“Genzyme Study”), to 

support a supplemental New Drug Application (“sNDA”) that ViroPharma would file with the 

FDA.   

 The Genzyme Study compared tolamer—a Genzyme experimental drug used to treat 

CDAD—with Vancocin.   Though the Genzyme study was ultimately a failure, in that Genzyme 

could not gain approval for tolamer, ViroPharma sought to use this data.  Based on analysis of 

the licensed data in the Genzyme study, ViroPharma submitted an sNDA to the FDA on April 

23, 2010, even though ViroPharma “knew, based on FDA policy statements, that the FDA would 

not accept such an analysis as evidence of effectiveness for any use.”  In February 2011, the 

FDA rejected the sNDA, which ViroPharma then amended and resubmitted in June 2011.5 

                                                                                                                                                                                           
SHS, 2014 WL 128013 * 3 (S.D.N.Y. Jan. 14, 2014).  “Hatch–Waxman created an abbreviated approval 
process for generic non-antibiotic drugs, while retaining incentives for pioneer drugs, such as marketing 
exclusivity and patent protections.” ViroPharma, Inc. v. Hamburg, 898 F. Supp.2d 1 (D.D.C. Apr. 23, 
2012) (quoting Allergan, Inc. v. Crawford, 398 F. Supp.2d 13, 16–17 (D.D.C.2005)).  

3  The QI Act amended the Federal Food, Drug, and Cosmetic Act to make Old Antibiotics, like 
Vancocin, eligible for an additional three year exclusivity period for changes approved in a supplemental 
New Drug Application (“sNDA”) if the sNDA contains reports of new clinical investigations . . . essential 
to the approval of the [sNDA] and conducted or sponsored by the [applicant].” 21 U.S.C. § 
355(j)(5)(F)(iv).  However, exclusivity under the QI Act “shall not apply to any condition of use for 
which the [old antibiotic] was approved before [October 8, 2008,] the date of the enactment of [the QI 
Act].” 21 U.S.C. §355(v)(3)(B). 
 
4 ViroPharma’s application for exclusivity was the first one brought under the new QI Act and the issue of 
what constituted a new “condition of use” was a matter of first impression before the FDA.  
  
5 Plaintiff alleges that on at least four occasions prior to the start of the Class Period, the FDA informed 
ViroPharma that the Genzyme Study was not adequate and well-controlled as to Vancocin.   Plaintiff 
alleges that because Defendants’ exclusivity claim was based on the Genzyme study—which ViroPharma 
knew was inadequate—ViroPharma would not be able to achieve extended exclusivity for Vancocin.   
Plaintiff points to:  

1) a letter from the FDA to ViroPharma dated February 18, 2011, which stated that, based on 
ViroPharma’s sNDA of  April 23, 2010, the Genzyme study was “problematic” for a number of 
issues related to the trials;  
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 On December 14, 2011, the FDA approved the sNDA for Vancocin’s new label.6  

Plaintiff alleges that despite approving the label change, “the FDA was clearly stating that 

ViroPharma’s new label did not support a new active ingredient, a new indication, a new dosing 

regime, or a new route of administration.”   Plaintiff alleges that the FDA was warning 

ViroPharma that the labelling change would not be sufficient for a grant of the additional three 

year exclusivity.  Nevertheless, on that same day, ViroPharma issued a press release announcing 

the approved label change and also that “[a]s a result of today’s sNDA approval, ViroPharma 

believes Vancocin meets the requirements for, and thus has, three years of [marketing] 

exclusivity, and that generic vancomycin capsules will not be approved during this period.”   

                                                                                                                                                                                           
 
2) a letter from J. Christopher Davi, MS, Senior Regulatory Project Manager at the Division of 
Anti-Infective Products (“DAIP”) dated May 20, 2011, in anticipation of a May 24, 2011 
teleconference between ViroPharma and DAIP, which indicated that the Genzyme Study was not 
an “adequate and well-controlled” study; 
 
3) A May 24, 2011 teleconference between ViroPharma and FDA representatives; and 
 
4) A December 8, 2011 “labeling teleconference” between the FDA and ViroPharma, the sum 
and substance of which was memorialized in an April 9, 2012 letter internal FDA memo. 

  
6 In the December 14, 2011 letter, the FDA stated: 
 

This “Prior Approval” efficacy supplemental new drug application provides for updates to the 
prescribing information for VANCOCIN with clinically relevant new safety and efficacy 
information . . . We have completed our review of this supplemental application as amended. It is 
approved effective on the date of this letter, for use as recommended in the enclosed, agreed-upon 
labeling text. 

 
The letter goes on to state: 
 

Under the Pediatric Research Equity Act (PREA) (21 U.S.C. 355c), all applications for new 
active ingredients, new indications, new dosage forms, new dosage regimens, or new routes of 
administration are required to contain an assessment of the safety and effectiveness of the product 
for the claimed indication(s) in pediatric patients unless this requirement is waived, deferred, or 
inapplicable. 

 
Because none of these criteria apply to your application, you are exempt from this requirement. 
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Plaintiff alleges that “market accepted Defendants’ statements [regarding the prospect of 

exclusivity] and believed that the additional three years of marketing exclusivity for Vancocin 

was a fait accompli.”  In turn, ViroPharma stock jumped 17.85% on the day of the 

announcement.   Notwithstanding warning signs from prior communications with the FDA, on 

December 22, 2011 ViroPharma nevertheless supplemented their Citizen’s Petition to the FDA 

and asserted that the new label provided several new “conditions of use” and this qualified for 

the additional three years of marketing exclusivity.   

During the Class Period, and before the FDA ultimately made a decision on 

ViroPharma’s Citizen’s Petition, Plaintiff alleges that ViroPharma continued to make materially 

false and misleading statements to the public, and omit crucial information from public 

statements and documents regarding the FDA’s indication that Vancocin would not be approved 

for a “new condition of use.”7  

                                                           
7 In addition to the aforementioned December 14, 2011 Press Release, which Plaintiff alleges omitted 
material information regarding prior communications with the FDA and  included false and misleading 
statements,  Plaintiff identifies six additional instances of materially false and misleading statements: 
 

1) A Form 8-K filed by ViroPharma with the SEC dated January 4, 2012, which attached 
ViroPharma’s December 22, 2011 Citizen’s Petition Supplement, which Plaintiff alleges contain 
false and misleading statements regarding the label changes—describing them as a “new 
indication and dosing regimen,” despite contrary indications in the FDA’s December 14, 2011 
letter and in prior communications.;  
 
2) A Form 8-K filed by ViroPharma with the SEC dated January 5, 2012 attaching a press release 
that projected future earnings and stated: 
 

We believe that 2012 will not only be yet another year of strong growth…, as a result of 
our sNDA approval, we believe Vancocin (vancomycin hydrochloride, USP) Capsules 
meets the requirements for, and thus has, three years of exclusivity and that generic 
vancomycin capsules will not be approved during this period… These investments in our 
clinical pipeline are designed to ultimately bring us closer to delivering solutions for 
patients as well as provide additional future growth for our shareholders; 
 

3) Statements at a January 11, 2012  presentation at the J.P. Morgan Global Healthcare 
Conference,  in which Defendant stated that [ViroPharma] “created an exclusivity proposition” 
based on the label change; 
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On April 9, 2012, the FDA formally denied ViroPharma’s Citizen’s Petition, stating that: 

Notably, ViroPharma’s position that [the Genzyme] studies were essential to the approval 
of a new indication and new dosing regimen are inconsistent with the contents of the 
sNDA that contained those studies, and the letter detailing the approval of the sNDA. As 
indicated in the approval letter, the Agency determined that the supplement supported 
“updates to the prescribing information” and “conversion of the current label into the 
[PLR] format.” In addition, had you intended to seek approval for a new indication or a 
new dosing regimen (or a new active ingredient, new dosage form, or new route of 
administration), you would have been required by statute to have conducted an 
assessment of the safety and effectiveness of the product for the claimed indication in the 
pediatric patients under the Pediatric Research Equity Act (PREA). You did not submit 
any such assessments in your sNDA or otherwise reference PREA’s requirements by 
seeking a deferral or waiver of this requirement. Moreover, your approval letter to which 
you did not object, confirmed that PREA was not triggered by your sNDA. This confirms 
that you, like the Agency, did not believe your labeling changes constituted a new 
indication, new dosing regimen, or other PREA-triggered change. 

 

Upon the news of the formal denial of exclusivity, and the FDA’s simultaneous approval 

of three generic versions of Vancocin produced by competitors, ViroPharma shares declined 

21%.   

 
 
 
 
 
 

                                                                                                                                                                                           
4) A February 28, 2012 Form 8-K filed with the SEC attaching a Press Release that touted as a 
highlight “the approval of our Vancocin sNDA leading to modernized labeling and, we believe, 
three years of exclusivity”; 
 
5) A February 28, 2012 earnings call that included allegedly false and misleading statements and 
omitted key information when an analyst inquired about FDA feedback; 
 
6) A February 28, 2012 Form 10-K filed with the SEC that stated “As a result of the sNDA 
approval, we believe Vancocin meets the requirements for three years of exclusivity, and that 
generic vancomycin capsules will not be approved during this period. Under FDA’s regulations, 
labeling changes based on new clinical investigations that are essential to approval of the sNDA 
and to which the applicant has exclusive rights may be entitled to three years of exclusivity. 
 

  

Case 2:12-cv-02714-CDJ   Document 60   Filed 05/15/14   Page 6 of 21



7 
 

III. Legal Standard 
 
 a. Motion to Dismiss under 12b(6) 
 

In deciding a motion to dismiss pursuant to Rule 12(b)(6), courts must “accept all factual 

allegations as true, construe the complaint in the light most favorable to the plaintiff, and 

determine whether, under any reasonable reading of the complaint, the plaintiff may be entitled 

to relief.”  Phillips v. Cnty. of Allegheny, 515 F.3d 224, 233 (3d Cir. 2008) (internal quotation 

marks omitted).  After the Supreme Court’s decision in Bell Atlantic Corp. v. Twombly, 550 U.S. 

544, 555 (2007), “[t]hreadbare recitals of the elements of a cause of action, supported by mere 

conclusory statements, do not suffice.”  Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009).  “A claim 

has facial plausibility when the plaintiff pleads factual content that allows the court to draw the 

reasonable inference that the defendant is liable for the misconduct alleged.”  Id. at 678 (citing 

Twombly, 550 U.S. at 556).  This standard, which applies to all civil cases, “asks for more than a 

sheer possibility that a defendant has acted unlawfully.”  Id. at 678; accord Fowler v. UPMC 

Shadyside, 578 F.3d 203, 210 (3d Cir. 2009) (“[A]ll civil complaints must contain more than an 

unadorned, the-defendant-unlawfully-harmed-me accusation.”) (internal quotation marks 

omitted). “In analyzing a motion to dismiss under the PSLRA, this Court must examine the 

complaint in its entirety, as well as documents incorporated into the complaint by reference or 

matters of which a court may take judicial notice. In re NutriSystem, Inc. Sec. Litig., 653 F. 

Supp. 2d 563, 566 fn.2  (E.D. Pa. 2009) (citing Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 

U.S. 308, 127 S.Ct. 2499, 2509, 168 L.Ed.2d 179 (2007); Winer Family Trust v. Queen, 503 F.3d 

319, 327 (3d Cir.2007)). 
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b. Heightened Pleading for Section 10b and Rule 10b5 
 

 Section 10(b) of the Exchange Act makes it unlawful for any person, through the use of 

“any means of interstate commerce, the mails, or any national securities exchange, to employ . . .  

any manipulative or deceptive device or contrivance in contravention of rules” promulgated by 

the Securities and Exchange Commission (SEC). 15 U.S.C. § 78j.   

Section 10(b) is enforced by Rule 10b-5, one such rule promulgated by the SEC, and 

prohibits, in connection with the purchase or sale of securities, the making of “any untrue 

statement of a material fact” or the omission of “a material fact necessary in order to make the 

statements made, in the light of the circumstances under which they were made, not misleading.” 

17 C.F.R. § 240.10b–5 (1951).  

Here, Plaintiff alleges omissions of material fact.  To state a claim for omissions under 

Section 10(b) of the Exchange Act and Rule 10b–5, a plaintiff must allege: (1) a material 

misrepresentation or omission; (2) scienter; (3) a connection with the purchase or sale of a 

security; (4) reliance; (5) economic loss; and (6) loss causation. Dura Pharm., Inc. v. Broudo, 

544 U.S. 336, 341–42 (2005).  

Plaintiffs bringing claims for securities fraud under Section 10(b) and Rule 10-b5  must 

satisfy the heightened pleading standards of both Federal Rule of Civil Procedure 9(b) and the 

Private Securities Litigation Reform Act of 1995 (the “PSLRA”).8 The heightened pleading 

                                                           
8 The Third Circuit discussed the interplay of the standards of Rules 12(b)(6) and 9(b) with the PSLRA: 
 

‘[U]nless plaintiffs in securities fraud actions allege facts supporting their contentions of fraud 
with the requisite particularity mandated by Rule 9(b) and the Reform Act [PSLRA], they may 
not benefit from inferences flowing from vague or unspecific allegations—inferences that may 
arguably have been justified under a traditional Rule 12(b)(6) analysis.’ .... In other words, 
pursuant to this ‘modified’ Rule 12(b)(6) analysis, ‘catch-all’ or ‘blanket’ assertions that do not 
comply with the particularity requirements are disregarded. 

California Pub. Employees’ Ret. Sys. v. Chubb Corp., 394 F.3d 126, 144, 145 (3d Cir. 2004). 
 

Case 2:12-cv-02714-CDJ   Document 60   Filed 05/15/14   Page 8 of 21



9 
 

standard of Rule 9(b), which requires that “‘[i]n all averments of fraud or mistake, the 

circumstances constituting fraud or mistake shall be stated with particularity,’ . . . has been 

rigorously applied in securities fraud cases.” California Pub. Employees’ Ret. Sys. v. Chubb 

Corp., 394 F.3d 126, 144 (3d Cir. 2004) (citing In re Burlington Coat Factory Sec. Litig., 114 

F.3d 1410, 1417 (3d Cir. 1997)). “At a minimum, to meet the stringent requirements imposed by 

Rule 9(b), plaintiffs in a securities fraud case must support their allegations ‘with all of the 

essential factual background that would accompany the first paragraph of any newspaper story—

that is, the who, what, when, where and how of the events at issue.’” Clark v. Comcast Corp., 

582 F. Supp. 2d 692, 703 (E.D. Pa. 2008) (citations omitted).  The heightened pleading standard 

of the PSLRA “‘imposes another layer of factual particularity to allegations of securities fraud’” 

above and beyond that which is required by Rule 9(b) Id. (citing In re Rockefeller Ctr. 

Properties, Inc. Sec. Litig., 311 F.3d 198, 217 (3d Cir. 2002).9  The PSLRA requires that “ the 

complaint shall specify each statement alleged to have been misleading, the reason or reasons 

why the statement is misleading, and, if an allegation regarding the statement or omission is 

made on information and belief, the complaint shall state with particularity all facts on which 

that belief is formed.” 15 U.S.C. § 78u–4(b)(1).   

                                                           
9 Congress enacted the PLSRA “to address problems plaguing securities class action litigation.” Stephen 
J. Choi & Robert B. Thompson, Securities Litigation and Its Lawyers: Changes During the First Decade 
After the PSLRA, 106 COLUM. L. REV. 1489 (2006).   “[T]he PSLRA is intended to ‘curb frivolous 
lawyer-driven litigation, while preserving the [plaintiffs’] ability to recover on meritorious claims.’” Wiest 
v. Lynch, 710 F.3d 121, 144 (3d Cir. 2013) (citing Winer Family Trust, 503 F.3d at 326).   

The purpose of the Act was to restrict abuses in securities class-action litigation, including: (1) 
the practice of filing lawsuits against issuers of securities in response to any significant change in 
stock price, regardless of defendants' culpability; (2) the targeting of “deep pocket” defendants; 
(3) the abuse of the discovery process to coerce settlement; and (4) manipulation of clients by 
class action attorneys.  

In re Advanta Corp. Sec. Litig., 180 F.3d 525, 531 (3d Cir. 1999). 
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The PSLRA additionally mandates that a plaintiff allege that defendants acted with 

scienter for each alleged misstatements or omissions.10  A plaintiff must “state with particularity 

facts giving rise to a strong inference that the defendant acted with the required state of mind.” 

15 U.S.C. § 78u-4(b)(2).  The Third Circuit has described the analysis of the existence of a 

“strong inference of scienter” as a “totality-of-the-circumstances test” that relies on a court’s 

“practical judgment about whether, accepting the whole factual picture painted by the Complaint, 

it is at least as likely as not that defendants acted with scienter.” Institutional Investors Grp. v. 

Avaya, Inc., 564 F.3d 242, 269 (3d Cir. 2009) (citations omitted). 

 c. Section 20(a) 
 
Section 20(a) of the Exchange Act provides that: 

Every person who, directly or indirectly, controls any person liable under any provision 
of this chapter or of any rule or regulation thereunder shall also be liable jointly and 
severally with and to the same extent as such controlled person to any person to whom 
such controlled person is liable, unless the controlling person acted in good faith and did 
not directly or indirectly induce the act or acts constituting the violation or cause of 
action. 
 

15 U.S.C. § 78t.    

Section 20(a) is a derivative cause of action, predicated upon § 10(b) liability by a 

“controlled person,” such that a “plaintiff cannot maintain a claim under § 20(a) without meeting 

the pleading requirements for a primary violation of the Act.” In re Aetna, Inc. Sec. Litig., 

CIV.A. 07-4451, 2009 WL 1619636 *28 (E.D. Pa. June 9, 2009) aff'd in part, 617 F.3d 272 (3d 

Cir. 2010) (citations omitted).   “If no controlled person is liable, no controlling person liability 

                                                           
10 As described by the Third Circuit,  

The PSLRA replaced [Rule] 9(b) as the applicable pleading standard in private securities class 
actions.  Nonetheless, ‘Rule 9(b)'s particularity requirement is comparable to and effectively 
subsumed by the requirements of [15 U.S.C. § 78u–4(b)(l ) of] the PSLRA.’ The PSLRA’s 
requirement for pleading scienter, on the other hand, marks a sharp break with Rule 9(b). 

  Rahman v. Kid Brands, Inc., 736 F.3d 237, 242 fn. 3 (3d Cir. 2013) (internal citations omitted) 
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exists.” Belmont v. MB Inv. Partners, Inc., CIV.A. 09-4951, 2010 WL 2348703 *9 (E.D. Pa. 

June 10, 2010) aff’d, 708 F.3d 470 (3d Cir. 2013) (citations omitted).  “[A] plaintiff can survive a 

motion to dismiss a controlling person claim upon a showing of a primary violation of the federal 

securities laws by a controlled person and control of the primary violator by the defendant.” Id. 

at *10.11   

IV. Discussion 
 
 1. Section 10b 
 

To state  a securities fraud claim under Rule 10b–5, “a plaintiff must show that (1) the 

defendant made a materially false or misleading statement or omitted to state a material fact 

necessary to make a statement not misleading; (2) the defendant acted with scienter; and (3) the 

plaintiff's reliance on the defendant's misstatement caused him or her injury.” Marion v. TDI, 

Inc., 591 F.3d 137, 152 (3d Cir.2010) (internal quotation marks omitted).  These pleading 

requirements are heightened by the PSLRA, which imposes the additional requirements that: 1) 

“the complaint shall specify each statement alleged to have been misleading, the reason or 

reasons why the statement is misleading, and, if an allegation regarding the statement or 

omission is made on information and belief, the complaint shall state with particularity all facts 

on which that belief is formed.” 15 U.S.C. § 78u–4(b)(1); and 2) “the complaint shall, with 

respect to each act or omission alleged to violate this title, state with particularity facts giving 

rise to a strong inference that the defendant acted with the required state of mind.” 15 U.S.C. § 

78u–4(b)(2).  

                                                           
11 A split has emerged in this District regarding the pleading requirements for a Section 20(a) claim, 
particularly with regard to whether “culpable participation” must be plead.  See Belmont v. MB Inv. 
Partners, Inc., 708 F.3d 470, 485 fn. 20 (3d Cir. 2013) (describing split).  
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A. Material Misrepresentations and Omissions 
 
 The PSLRA requires that plaintiffs “specify each allegedly misleading statement, the 

reason or reasons why the statement is misleading, and, if an allegation is made on information 

and belief, all facts supporting that belief with particularity.” Institutional Investors Group v. 

Avaya, Inc., 564 F.3d 242, 259 (3d Cir. 2009) (citing 15 U.S.C. §78u-4(b)(1)).  Plaintiff alleges 

that Defendants made at least eight material misrepresentations and omissions in press releases, 

SEC filings, conference calls, public statements, and letters: 

• Defendants stated their belief that Vancocin’s label met the requirements for QI 
Act Exclusivity. 12 ¶¶ 95, 110, 113, 118, 125, 128, 132. The statements were false and 
misleading because Defendants omitted that the FDA told them the studies upon which 
Defendants based their new label did not and could not meet the QI Act standards for 
exclusivity. ¶¶ 75-90, 96 (b)-(e), 111 (c)-(e), 114 (b)-(e), 119 (b), (c), (e), 126, 133. 
 

• Defendants stated that under FDA regulations, labeling changes based on new 
clinical investigations may be entitled to three years of exclusivity. 13 ¶ 95, 118, 132. 
The statement was false and misleading because Defendants omitted that, as applied to 
“Old Antibiotics,” FDA regulations stated that the changes had to reflect a new 
condition of use to qualify for exclusivity, required “adequate and well-controlled 
studies” in order to support a new condition of use, and the FDA had already told 
Defendants that the Genzyme Study was not “adequate and well controlled.” ¶ 99, 120, 
133 
 

•  Defendants stated that the label contained “new indications” and a new dosing 
regimen, and “numerous new conditions of use” 14 ¶ 110, Appendix A. The 
statements were false and misleading because they omitted that the FDA communicated 
to Defendants in the sNDA Approval Letter and other private communications that the 
label did not support a new indication or new dosing regimen and that the Genzyme 
Study could not support a new condition of use. ¶¶ 87, 111 (a)-(e). 
 

                                                           
12 Corresponding paragraphs refer to statements in Defendants’: December 14, 2011 Press Release and 
Form 8-K, January 4, 2012 8-K, January 5, 2012 8-k, January 11, 2012 J.P. Morgan Global Healthcare 
Conference, February 28, 2012 Form 8-K, February 28, 2012 Earnings Call, and February 28, 2012 Form 
10-K. 
 
13 Corresponding paragraphs refer to statements in Defendants’: December 14, 2011 Press Release and 
Form 8-K, January 11, 2012 J.P. Morgan Global Healthcare Conference, and February 28, 2012 Form 10-
K. 
 
14 Corresponding paragraphs refer to statements in Defendants’ January 4, 2012 8-K. 
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•  Defendants stated that the new indication “was one of the new changes to the 
Vancocin labeling approved in the recent sNDA” 15 ¶ 110. The statements were false 
and misleading because the Approval Letter, received by Defendants, did not “approve” 
a new indication by approving the sNDA. ¶¶ 87, 111 (a)-(e). 
 

• Defendants stated that the new labeling information “derives from new controlled 
clinical data.” 16¶ 110. The statements were false and misleading because Defendants 
omitted that the FDA told them that the Genzyme Study upon which the new label was 
based was not an adequate and well-controlled clinical trial as to Vancocin. ¶¶ 75-90. 
 

• Defendants stated that the label contained efficacy data for the BI/NAP1 strain of 
the disease. 17 ¶ 95. This statement was false and misleading because new efficacy for 
Vancocin against CDAD caused by the B1/NAP1 strain could only be shown through 
an adequate and well-controlled trial, and Defendants had been told that the Genzyme 
Study did not meet this standard. ¶ 98. 

•  Defendants stated that based on the changes to the label, the Company expected to 
reap record sales on their exclusivity-protected Vancocin. 18 ¶¶ 113, 118, 125. The 
statements were false and misleading because the FDA told Defendants that the studies 
upon which Defendants based their new label did not and could not meet the QI Act 
standards for exclusivity. Therefore, there was no basis to make bullish projections for 
Vancocin. ¶¶ 115, 122, 126. 
 

(Pl's Opp. to MTD at 14).  
 
 As is required under Rule 10b-5, in paragraphs 75- 133 of the Complaint, Plaintiff has set 

forth those specific statements and omissions they allege were misleading.  Plaintiff identified 

who made each statement or omission, when the statement was made, and the reasons each was 

misleading.  Of course to be actionable, these misrepresentations or omissions of fact must be 

material, which is addressed in Section C, below.   

 

  
                                                           
15 Corresponding paragraphs refer to statements in Defendants’ January 4, 2012 8-K. 
 
16 Corresponding paragraphs refer to statements in Defendants’ January 4, 2012 8-K. 
 
17 Corresponding paragraphs refer to statements in Defendants’ December 14, 2011 Press Release and 
Form 8-K. 
 
18 Corresponding paragraphs refer to statements in Defendants’: January 4, 2012 8-K, January 11, 2012 
J.P Morgan Global Healthcare Conference, and February 28, 2012 Form 8-K.   
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B. Safe Harbor 
 

Defendants argue that the alleged misrepresentations and omissions are not actionable 

because they constitute forward-looking19 statements protected by the PSLRA’s safe harbor 

provision. See 15 U.S.C. § 78u–5(c)(1).  The safe harbor applies to forward-looking statements  

if: “(1) the issuer identifies which statements are forward-looking; (2) the issuer makes a 

meaningful, cautionary statement identifying important factors which could cause the results to 

differ from the forward-looking statements; and (3) the plaintiff is unable to prove the forward-

looking statement was made with actual knowledge of its falsity.”  Bldg. Trades United Pension 

Trust Fund v. Kenexa Corp., CIV.A. 09-2642, 2010 WL 3749459 (E.D. Pa. Sept. 27, 2010). 

Defendants argue that “statements regarding the likelihood and timing of FDA approval 

for a drug and the reasons for management’s beliefs that such approval will occur fall under the 

statutory definition of ‘forward-looking.’”  Defendants further contend that “[t]he statements at 

issue in this case are precisely the type of forward-looking statements that the PSLRA’s safe 

harbor is designed to protect from lawsuits such as this where a plaintiff seeks to apply 20-20 

hindsight when future results disappoint.”20    

                                                           
19 The term “forward-looking statement” means: 

(A) a statement containing a projection of revenues, income (including income loss), earnings 
(including earnings loss) per share, capital expenditures, dividends, capital structure, or other 
financial items; (B) a statement of the plans and objectives of management for future operations, 
including plans or objectives relating to the products or services of the issuer; (C) a statement of 
future economic performance, including any such statement contained in a discussion and 
analysis of financial condition by the management or in the results of operations included 
pursuant to the rules and regulations of the Commission; (D) any statement of the assumptions 
underlying or relating to any statement described in subparagraph (A), (B), or (C); (E) any report 
issued by an outside reviewer retained by an issuer, to the extent that the report assesses a 
forward-looking statement made by the issuer; or (F) a statement containing a projection or 
estimate of such other items as may be specified by rule or regulation of the Commission. 

 
5 U.S.C. § 78u–5(i)(1) 
20 Defendants’ coloring of this case as “fraud-by-hindsight” is well-taken, but is not something that the 
Court is tasked with tackling at this stage, given the inferences owed to the Plaintiff.   While Plaintiff’s 
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At the gravamen of Plaintiff’s Complaint are ViroPharma’s public statements of 

confidence in the prospect of achieving an additional three years of exclusivity for Vancocin, 

made while its Citizen’s Petition was pending before the FDA.   Though Defendant’s statements 

regarding Vancocin’s chance of receiving an additional three years of exclusivity concerned a 

future FDA decision, Plaintiff alleges that all of these statements were “false and misleading” 

because they omitted the fact that the FDA repeatedly informed ViroPharma that the Genzyme 

study upon which the sNDA and Citizen’s Petition were based, was not “adequate and well-

controlled” as to Vancocin.  Assuming what Plaintiff alleges is true, those public statements 

directly contradict information Viropharma had privately received from the FDA regarding the 

Administration’s view on the inadequacies of the Genzyme Study.  

Courts in this District have held that omissions of existing facts or circumstances are not 

forward-looking, and thus do not qualify for safe harbor protection. In re Cell Pathways Inc. Sec. 

Litig., No. 99-725, 2000 WL 805221, at*10-11 June 20, 2000) (“[A]llegations based upon 

omissions of existing facts or circumstances do not constitute forward looking statements 

protected by the safe harbor of the Securities Act.”) (citing In re MobileMedia Sec. Litig., 28 F. 

Supp. 2d 901, 930 (D.N.J. 1998).   Taking Plaintiff’s allegations as true, Defendants’ identified 

statements were not forward looking, despite being accompanied by “meaningful cautionary 

language,” because the risks being warned of had already come to pass at the time the statements 

were made.  See e.g. Marsden v. Select Med. Corp., No. CIV. A. 04-4020, 2006 WL 891445, at 

*7 (E.D. Pa. Apr. 6, 2006) vacated in part on other grounds, 2007 WL 518556 (E.D. Pa. Feb. 12, 

                                                                                                                                                                                           
Complaint crafts a narrative that is sufficient to survive a Motion to Dismiss, viewed another way—
perhaps the way Defendants present—another  telling is certainly believable:   ViroPharma had 
exclusivity for a drug, sought to extend that exclusivity under a relatively new statute,  thought it had 
done enough to secure the exclusivity, but was ultimately denied by the FDA.  The FDA’s denial of a 
Citizen’s Petition will invariably affect a stock price in a negative way, regardless of whether a company 
sees it coming or not.  The Complaint, drafted in the way that it is, however, entitles Plaintiff to discovery 
to flesh out the truth of the narrative. 
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2007) (determining safe harbor was inapplicable to statements challenged on basis they omitted 

“‘present facts’-facts known at the time the statement was made.”); In re Majesco Sec. Litig., No. 

CIV. A 05CV-3557 PGS, 2006 WL 2846281, at *4 (D.N.J. Sept. 29, 2006);  Cal. Pub. Emps.’ 

Ret. Sys. v. Chubb Corp., No. 00-4285 2002 WL 33934282, at *11 (D.N.J. June 26, 2002).  

Accordingly, any cautionary language could not cure the fact that, at the time the statements 

were made, the sNDA was already lacking a necessary condition precedent to exclusivity. 21  

C. Materiality 
 
       There is no bright-line rule for determining materiality.  Matrixx Initiatives, Inc. v. 

Siracusano, ___ U.S. ___ ,131 S. Ct. 1309 (2011).   A misrepresentation or omission “is material 

if there is a substantial likelihood that a reasonable shareholder would consider it important in 

deciding how to [act].” TSC Industries, Inc. v. Northway, Inc., 426 U.S. 438, 449,(1976). 

“Materiality is a mixed question of law and fact, and the delicate assessments of the inference a 

reasonable shareholder would draw from a given set of facts are peculiarly for the trier of fact.” 

EP Medsystems, Inc. v. Echocath, Inc., 235 F.3d 865, 875 (3d Cir.2000) (citation omitted)   

“[T]o fulfill the materiality requirement ‘there must be a substantial likelihood that the disclosure 

of the omitted fact would have been viewed by the reasonable investor as having significantly 

altered the “total mix” of information made available.’” Basic v. Levinson, 485 U.S. 224, 231–32 

(1988). 

                                                           
21 Even if some of the alleged statements were forward-looking, or included proper cautionary language,  
Plaintiff has alleged certain misstatements and omissions that are clearly actionable and fall outside of the 
safe-harbor.  Indeed, certain alleged statements contained no cautionary language, such as those in the 
Citizen’s Petition Supplement and those at the J.P. Morgan Global Health Conference on January 11, 
2012. See, e.g., In re Flonase Antitrust Litig., 692 F.  Supp. 2d 524, 536 n.8 (E.D. Pa. 2010). Certain 
statements about the potential for exclusivity could be deemed as puffery, or permissibly predicative, but 
other statements and omissions were false at the time they were made, because the condition precedent to 
exclusivity had already manifest.   
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Plaintiff alleges that once the Defendants began speaking about “exclusivity,” they had 

the duty to disclose information relating to their communications with the FDA.  Defendants are 

correct in their argument that, as part of an ongoing dialogue with the FDA, they are not 

obligated to disclose all conversations or questions from FDA staffers.  See In re MedImmune, 

Inc. Sec. Litig., 873 F. Supp. 953, 966 (D. Md. 1995). Nevertheless, Plaintiff has adequately 

alleged that the FDA’s conclusions regarding deficiencies in the Genzyme Study, which bore 

directly on the exclusivity issue, were essential to any discussion of exclusivity, and thus 

Defendants had a corresponding duty to reveal that information.   See  In re Merck & Co., Inc. 

Sec., Derivative & ERISA Litig., MDL 1658 SRC, 2012 WL 3779309 (D.N.J. Aug. 29, 2012) 

(noting that when a  company "put[s] an issue in play," it acquires a duty to disclose information 

relating to that topic).22   

This Court cannot find as a matter of law that a reasonable investor would not have found 

the information regarding ViroPharma’s ongoing communications with the FDA−specifically 

those regarding whether the Genzyme Study was “adequate and well controlled” as to 

Vancocin−significant in making investment decisions. TSC Indus., Inc. v. Northway, Inc., 426 

U.S. 438, 449, 96 S. Ct. 2126, 2132, 48 L. Ed. 2d 757 (1976). 

V. Scienter 
 

Scienter, “a mental state embracing intent to deceive, manipulate, or defraud” is necessary 

to state a claim under Rule 10b-5 and the PSLRA.  Tellabs, Inc. v. Makor Issues & Rights, Ltd., 

551 U.S. 308 (2007).  Defendants argue that Plaintiff’s Complaint “does not plead sufficient 

                                                           
22 Defendants’ argument regarding the novelty of the FDA's interpretation of the QI Act only serves to 
underscore Plaintiff's materiality argument.  If the FDA had not yet interpreted the statute, then the 
investing public would certainly view any information regarding the FDA's communications with respect 
to the Genzyme Study and the prospects of exclusivity as a significant part of the “total mix” of 
information.   
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facts to give rise to a strong inference of scienter, as is required by the PSLRA.” 15 U.S.C. § 

78u–4(b)(2).  A court's analysis of the complaint requires that it consider: 

plausible, nonculpable explanations for the defendant's conduct, as well as inferences 
favoring the plaintiff. The inference that the defendant acted with scienter need not be 
irrefutable, i.e., of the smoking-gun genre, or even the most plausible of competing 
inferences.... Yet the inference of scienter must be more than merely reasonable or 
permissible—it must be cogent and compelling, thus strong in light of other explanations. 
A complaint will survive . . . only if a reasonable person would deem the inference of 
scienter cogent and at least as compelling as any opposing inference one would draw from 
the facts alleged. 
 

Tellabs, 551 U.S. at 324 (quotation marks, citation, and footnote omitted). 

Scienter may also be established if a Plaintiff “set[s] forth facts that constitute circumstantial 

evidence of either reckless or conscious behavior.” In re Advanta Corp. Sec. Litig., 180 F.3d 525, 

534 (3d Cir. 1999).  “While allegations relating to motive and opportunity may not 

independently support a finding of scienter, such considerations may amplify an inference of 

scienter as part of the holistic information available to the court.”  Frater v. Hemispherx 

Biopharma, Inc., 2:12-CV-07152-WY, 2014 WL 272027 (E.D. Pa. Jan. 24, 2014) (citation 

omitted).  

  At its heart, the Complaint alleges that Defendants had access to information showing 

that they knew that Vancocin would not achieve an additional three years of exclusivity based on 

the inadequacy of the Genzyme Study.  This information, as Plaintiff alleges, directly contradicts 

public statements that Defendants made about the prospect of achieving an additional term of 

exclusivity.   See In re Cambrex Corp. Sec. Litig., No. 03-CV-4896(WJM), 2005 WL 2840336, 

at *11 (D.N.J. Oct. 27, 2005).  Plaintiff also alleges that the Approval Letter regarding the label 

change underscores this fact.  Plaintiff alleges that the FDA made it known to Defendants on five 

occasions that the Genzyme study was inadequate.   
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What’s more, assuming what Plaintiff alleges as true regarding confidential witnesses 

(several of whom were high-ranking individuals within ViroPharma), the witnesses stated the 

Defendants were actively involved in the sNDA application and were in contact with the FDA. 

When dealing with Confidential Witnesses, Courts should assess the “‘detail provided by the 

confidential sources, the sources' basis of knowledge, the reliability of the sources, the 

corroborative nature of other facts alleged, including from other sources, the coherence and 

plausibility of the allegations, and similar indicia.’” Rahman v. Kid Brands, Inc., 736 F.3d 237, 

244 (3d Cir. 2013) (citing Avaya, 564 F.3d at 261).  The Confidential witnesses were at meetings 

with top ViroPharma executives during which the significance of pediatric testing was discussed, 

were intimately familiar with the purpose of the Genzyme study, and were involved in the details 

of the bid for extended exclusivity.   

Furthermore, the fact that sales of Vancocin comprised ViroPharma’s “core business,” 

also supports the inference that Defendants either knew or should have been aware of the issues 

concerning the drug’s approval. See, e.g., Avaya, 564 F.3d at 271.  It is undisputed that, during 

the class period, sales of Vancocin accounted for more than 50% of ViroPharma’s revenue and 

profit margins.  This ties directly to Plaintiff’s theory of Defendants motive—that Defendants 

knew that exclusivity was not forthcoming, so they sought to mislead investors and delay the 

ultimate denial of exclusivity.  The strong inference of scienter is supported by Plaintiff’s several 

confidential witnesses, and the allegations supported by documentation in the Complaint.  

The strong inference of scienter is also supported by allegations of stock sales by 

Defendants Doyle and Rowland, given their unusual scope and timing.  Avaya, 564 F.3d at 279.  

The Complaint alleges that Defendants Doyle and Rowland sold their personal shares of 

ViroPharma stock, netting an $8 million dollar profit, just weeks before the FDA issued their 
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denial of exclusivity. During the year before the Class Period, Doyle and Rowland only sold 

roughly $400,000 in stock.  These sales support an inference of scienter. Id.  Although 

Defendants Milano and Wolf are not alleged to have engaged in insider trading, the insider sales 

of the other Defendants still support the strong inference arising from the conduct of Defendants 

Doyle and Rowland. In re Suprema Specialties, Inc. Sec. Litig., 438 F.3d 256, 277 (3d Cir. 

2006). (finding that where two of six defendants sold stock for $7 million in proceeds, strong 

inference of scienter was supported).23    

Plaintiff has alleged facts establishing both motive and opportunity.  Advanta, 180 F.3d at 

534-35.  Accepting Plaintiff’s allegations as true, and taking in to account competing inferences, 

the inference that Defendants have acted with scienter is “at least as likely as any plausible 

opposing inference,” Tellabs, 551 U.S. at 328.  Thus, Plaintiff’s complaint gives rise to a strong 

inference of scienter that is “cogent and compelling,” thus satisfying the heightened requirements 

of the PSLRA.  See Tellabs,551 U.S. at 323.   

 
VI.  Section 20(a) 
 

“Section 20(a) of the Exchange Act imposes joint and several liability upon one who 

controls a violator of Section 10(b).” Suprema, 438 F.3d at 284 (citing 15 U.S.C. § 78t(a)). 

Defendants argue that Plaintiff’s Section 20(a) claim for control person liability must be 

dismissed because Plaintiff has failed to state an actionable Section 10(b) claim.  See Avaya, 564 

                                                           
23 Defendants argue that the sales of insider trading are incongruent with the fact that ViroPharma 
engaged in a massive stock repurchase of 1.6 million shares during the class period. There are many 
inferences that a Court could draw from a stock repurchase.  This Court is not persuaded that the 
existence of the stock repurchase plan wholly negates the strong inference of scienter, in light of other 
factors such as the conscious misbehavior and recklessness that Plaintiff has adequately pleaded.  As 
such, this Court finds that the repurchasing plan weighs neither in favor of nor against an inference of 
scienter. 
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F.3d at 252. Because this Court finds that Plaintiff indeed does state a claim under Rule 10b–5, 

Plaintiff’s Section 20(a) claim survives.   

VII. Conclusion 

For the aforementioned reasons, the Motion to Dismiss of Defendants is denied.  An 

appropriate order follows.   
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MEMORANDUM AND ORDER 
  

The Court returns to the critical issue of class certification. In its decision of December 6, 

2013, the Court denied class certification because of Plaintiffs’ failure to demonstrate that their 

damages can be measured on a classwide basis, consistent with their theories of liability. (Doc. 

No. 709.)1 In accordance with the Court’s prior order, Plaintiffs have reformulated their proposed 

subclass periods around a fulcrum of April 20, 2010, the date of the Deepwater Horizon 

explosion. Plaintiffs have also provided thorough descriptions of damages methodologies they 

propose to apply to the pre-explosion and post-explosion subclasses. Plaintiffs seek class 

certification a second time. 

The issue before the Court is two-pronged but narrow. The Court must determine whether 

Plaintiffs’ proposed damages methodologies (1) quantify the injury caused by Defendants’ 

alleged wrongful conduct, and (2) can be deployed on a classwide basis such that common issues 

will predominate over individualized ones. The first prong is necessitated by the reasoning 

articulated by the Supreme Court in Comcast Corporation v. Behrend, 133 S. Ct. 1426 (2013). 

The second prong is necessitated by Rule 23(b)(3) of the Federal Rules of Civil Procedure. 

The Court has been substantially aided in this inquiry by the efforts of parties’ counsel 

and experts. Having reviewed Plaintiffs’ Renewed Motion for Class Certification (Doc. Nos. 739 

                                            
1 All docket references are to Multi-District Litigation No. 10-md-2185. 
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& 739-1); Defendants’ opposition (Doc. No. 783), Plaintiffs’ reply brief (Doc. No. 802), 

Plaintiffs’ supplemental brief (Doc. No. 836), Defendants’ opposition to the supplemental brief 

(Doc. No. 842), all papers in support thereof, and having heard oral argument, the Court finds 

that Plaintiffs’ Renewed Motion for Class Certification (Doc. No. 739) must be DENIED as to 

the Pre-Explosion “Process Safety” Subclass and GRANTED as to the Post-Explosion “Spill 

Severity” Subclass. The Court also GRANTS Plaintiffs’ Motion for Leave to Amend the 

Complaint (Doc. No. 777). The Court’s reasoning is explained in full below. 

I. THE COURT’S DECEMBER 6th ORDER 

On Plaintiffs’ previous motion to certify the class, the Court agreed that all prerequisites 

of Rule 23(a) and Rule 23(b)(3) were met except for the predominance of classwide damages.2 

(Doc. No. 709 (the “December 6th Order”), at 8-9, 14, 17, 19-20, 22, 32.) Plaintiffs had indicated 

that damages would be calculated on a classwide basis using an event study, but provided no 

specifics as to how the calculations would be performed. Defendants anticipated that Plaintiffs’ 

expert would propose a “constant dollar” model of inflation and pointed out the ways in which 

such a model would be inconsistent with Plaintiffs’ theories of liability.  

The Court largely agreed with Defendants’ criticisms and noted that a classwide damages 

model which did not hew to Plaintiffs’ theory of liability would not satisfy Rule 23(b)(3)’s 

predominance requirement pursuant to Comcast Corporation v. Behrend, 133 S. Ct. 1426 (2013). 

Specifically, the Court highlighted the following problems with a “constant dollar” damages 

model: 

                                            
2 The December 6th Order included a high-level overview of the alleged fraudulent schemes at 
issue in this case. For brevity, the description will not be repeated here. 
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(1)  Although the pre-spill misrepresentations understated a known 
risk, the “constant dollar” approach compensates investors for the 
full value of the stock price drop from the materialization of that 
risk. This overcompensates investors for their harm. 

 
(2)  The model does not disaggregate inflation according to the type of 

misrepresentation corrected or risk disclosed. This means that 
investors may receive a measure of damages attributed to 
misrepresentations which could not have influenced their purchase.  

 
(3)  The amount of inflation remains constant over the Class Period. 

This means that the repetition of certain statements—particularly, 
the Baker Report and OMS statements—is not shown to have had 
any cumulative inflationary effect, and that the amount of damages 
to be awarded will be similarly unresponsive to the jury’s specific 
findings of liability. 

 
(December 6th Order at 29 (citations and footnotes omitted).) The Court permitted Plaintiffs to 

re-urge their motion if they could comply with Comcast and Rule 23(b)(3). (Id. at 32.) 

II. PLAINTIFFS’ MODIFIED SUBCLASSES AND DAMAGES MODELS 

In response to the December 6th Order, Plaintiffs modified their proposed subclasses and 

articulated differing damages methodologies for each. The subclasses are now defined as: (1) the 

“Pre-Explosion” or “Process Safety” Subclass consisting of persons or entities who purchased or 

otherwise acquired BP American Depositary Shares (“ADSs”) between November 8, 2007 and 

April 20, 2010 and were injured thereby; and (2) the “Post-Explosion” or “Spill Severity” 

Subclass consisting of persons or entities who purchased or otherwise acquired BP ADSs 

between either April 26, 2010 or April 29, 20103 and May 28, 2010 and were injured thereby. 

(Doc. No. 739-1 (“Mot.”), at 1.) 

                                            
3 The beginning date of the Post-Explosion Subclass depends on whether the Court grants leave 
to Plaintiffs to amend their complaint. Plaintiffs’ Motion for Leave is addressed in Section V. 
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A. The Pre-Explosion “Process Safety” Subclass 

Plaintiffs allege that Defendants repeatedly and falsely assured the market that process 

safety improvements recommended by the Baker Panel—most notably, a comprehensive 

Operating Management System (“OMS”)—were being rolled out throughout the organization, 

across the globe. These statements began in 2007 and 2008 with expressions of intent, design, 

and early implementation. (Doc. No. 339 (“SAC”), at ¶¶ 321, 323, 325, 327, 329.) They evolved 

into representations regarding the scope and geography of implementation in 2009 and 2010.  

(Id. at ¶¶ 332, 334-35, 347, 351, 353, 357, 359.) Plaintiffs allege that these misrepresentations 

lulled the market into believing that BP was a safer company than it actually was. In other words, 

according to Plaintiffs, “BP’s repeated statements concerning the implementation of OMS and 

the Baker Panel recommendations misled investors about BP’s ability to prevent catastrophic 

process safety events and contain them if and when they occurred.” (Mot. at 10.) Plaintiffs claim 

that Defendants’ fraud was revealed when the Deepwater Horizon exploded and BP was 

subsequently unable to contain the oil spill. (Id. at 11.)  

To model damages for this subclass of investors, Plaintiffs propose first to calculate the 

total investment losses caused by the fraudulent statements by measuring the decline in the stock 

price on days in which “corrective” information entered the marketplace—so-called “corrective 

disclosure days” or “corrective events.” For the Baker Panel and OMS-related statements, which 

allegedly understated BP’s exposure to catastrophic risk, Plaintiffs characterize days on which 

the risk materialized as corrective events. (Doc. No. 741-1 (“Coffman Report”), at ¶ 28.) 

Plaintiffs have alleged eight corrective events related to the process safety subclass 

misrepresentations. (Id. at ¶¶ 84-132.) The stock price declined $20.38 in response to these 

corrective events, after netting the eight days’ decline against $6.87 of stock price increase which 
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would not have occurred absent the fraud. (Id. at ¶ 17.) Plaintiffs then reduce this amount to 

account for the portion of the materialized risk which was known to the market—i.e., the risk 

voluntarily assumed by investors, which should not be compensated. The resulting, maximum 

damages per share are $18.53. (Id.) 

Plaintiffs then propose to apportion the $18.53 of allegedly compensable losses across the 

fourteen alleged misrepresentations made in the Pre-Explosion Subclass period. Plaintiffs’ 

expert, Chad Coffman, claims that an economic modeling tool known as “Bayesian Updating” 

can depict how investor expectations of risk change over time based on evolving information. 

(Coffman Report at ¶¶ 55-62.) Mr. Coffman states that it would be nearly impossible to employ 

Bayesian Updating to model the influence of each alleged misstatement in the Pre-Explosion 

Subclass period. (Id. ¶ 53.) Nonetheless, based on the theory of Bayesian Updating, Mr. Coffman 

claims that a straight-line linear progression of “inflation”—beginning with $0 of “inflation” as 

of the date of the first misleading statement relating to the Baker Panel recommendations or 

OMS (whether or not the statement is actionable) and ending with the full $18.53 of “inflation” 

on the last day of the subclass period—would be a conservative estimate of the incremental loss 

attributable to each alleged misrepresentation in this period. (Id. ¶¶ 63-67.) Each alleged 

misrepresentation would capture the “inflation” that had been generated in the time period since 

the immediately preceding misrepresentation. (Id. ¶¶ 70-73.) The parties refer to this as the “step 

up” or “step wise” function.  

The following graph depicts Plaintiffs’ proposed methodology for apportioning their 

losses across the Pre-Explosion Subclass period: 
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 Mr. Coffman states that the above methodology will allow damages to be calculated on a 

classwide basis. The only individualized facts which will need to be taken into account are when 

a particular subclass member purchased and sold his, her, or its shares. (Coffman Report ¶ 159.) 

It is important to clarify one confusing aspect of Plaintiffs’ pre-explosion damages 

methodology. Plaintiffs and Mr. Coffman use the term “inflation” to refer to the apportionment 

of alleged losses among the various process safety misstatements. Inflation typically refers to the 

disparity between the price paid for the security and its value, at the time of the transaction—a 

disparity created by the alleged fraud. See, e.g., Hubbard v. BankAtlantic Bancorp, Inc., 688 F.3d 

713, 725 (11th Cir. 2012) (“[I]n a fraud-on-the-market case, the plaintiff must prove not only that 

a fraudulent misrepresentation artificially inflated the security’s value but also that the fraud-

induced inflation that was baked into the plaintiff’s purchase price was subsequently removed 

from the stock’s price, thereby causing losses to the plaintiff.”) (quotation marks and citation 

omitted)). But the pre-explosion damages methodology is based on total losses following the 
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explosion, not on the distortion allegedly created by Defendants’ misstatements before anyone 

knew that BP would suffer a deepwater well blow-out. As described in Section IV(A)(2), 

everyone acknowledges that the pre-explosion distortion—if Mr. Coffman had attempted to 

model it—would return lower damages figures than those depicted above. (Doc. No. 831, at 41.) 

Because the pre-explosion damages methodology does not model inflation in the traditional 

sense, the Court will avoid using that term in connection with the pre-explosion damages 

methodology, or will employ quotation marks to clarify that the use of the term is non-traditional 

in the pre-explosion damages methodology. 

B. The Post-Explosion “Spill Severity” Subclass 

Following the explosion, two BP executives—Defendants Douglas Suttles and Anthony 

Hayward—provided public estimates of the ensuing oil spill. These estimates ranged from an 

initial estimate of 1,000 barrels of oil per day (“bopd”) to later estimates of 5,000 bopd. (SAC ¶¶ 

371, 373, 381.) According to Plaintiffs, these estimates were overly optimistic and contradicted 

both contemporaneous internal estimates (which reached as high as 14,266-92,000 bopd) and the 

real flow rate (determined after the fact to be approximately 60,000 bopd). (Id. ¶¶ 6, 375.) 

Because Defendants publicly lowballed the flow rate, the market price of BP ADSs did not 

reflect the magnitude of the disaster facing the company. In other words, Defendants’ spill 

severity misrepresentations prevented the ADS stock price from falling to a level which 

accurately reflected the magnitude of the spill. (Mot. at 16-17.) 

Plaintiffs propose to model damages for the Post-Explosion Subclass by calculating the 

inflation caused by the fraudulent statements. Plaintiffs equate inflation with the total decline in 

the stock price on corrective disclosure days. Plaintiffs have identified six corrective events 

related to the spill severity misrepresentations. (Coffman Report at ¶¶ 140-156.) The stock price 
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declined $17.10 in response to these corrective events, after netting the six days’ decline against 

$6.87 of stock price increase which would not have occurred absent the fraud. (Id. at ¶ 19.)  

Unlike the Pre-Explosion Subclass, however, Plaintiffs do not propose to apportion the 

$17.10 of allegedly compensable losses across the three or four alleged misrepresentations made 

in the Post-Explosion Subclass period. Instead—due to the short duration of the subclass period 

and the consistency of the alleged misstatements—Plaintiffs propose to utilize a “constant 

dollar” methodology, in which the total inflation is carried back to the very first alleged 

misstatement. (Mot. at 22-23.) The inflation slowly dissipates over the time period of the alleged 

corrective disclosures, until inflation is $0 at the time of the last corrective disclosure. The 

following graph depicts the proposed methodology for carrying inflation back through the Post-

Explosion Subclass period: 

 

 Mr. Coffman states that the above methodology will allow damages to be calculated on a 

classwide basis. The only individualized facts which will need to be taken into account are when 

a particular subclass member purchased and sold his, her, or its shares. (Coffman Report ¶ 159.) 
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III. DEFENDANTS’ OPPOSITION TO CLASS CERTIFICATION 

Defendants lodge a number of criticisms of Plaintiffs’ proposed damages methodologies. 

These include, briefly:  

 Plaintiffs’ damages methodologies would allow investors to recover for 
stock price declines associated with the market’s realization that BP could 
not contain the oil spill, despite the fact that no misstatement relating to 
BP’s ability to respond to an oil spill has been found appropriate for class 
action treatment. (Doc. No. 783 (“Opp.”), at 25-32, 47.) 

 
 The pre-explosion damages methodology does not adequately measure the 

alleged cumulative impact of Defendants’ process safety misstatements 
over the subclass period. The “step-wise” function is wholly arbitrary and 
can produce illogical and indefensible results. (Id. at 12-25.) 

 
 The pre-explosion damages methodology does not calculate the “but for” 

price at which the stock would have traded absent Defendants’ allegedly 
fraudulent process safety statements. (Id. at 35-40.) 

 
 The post-explosion damages methodology is based on a “constant dollar” 

approach which was previously rejected by the Court. (Id. at 4, 41.) 
 
 The Post-Explosion Subclass begins on April 26, 2010, but the first 

alleged spill severity misstatement occurred after the markets closed on 
April 28, 2010. (Id. at 42-43.) 

 
 The post-explosion damages methodology presumes that the full measure 

of the stock price decline in the months after the explosion should be 
carried back to the very first alleged spill severity misstatement. There is 
no legal or economic justification for this model. (Id. at 43-48.) 

 
 The same corrective events for the Post-Explosion Subclass are recycled 

from the Pre-Explosion Subclass, with no attempt to disaggregate inflation 
between the two alleged fraudulent schemes. (Id. at 48-50.) 

 
Defendants couch the above criticisms in the language of Comcast, accusing Plaintiffs of 

either continuing to seek recovery for theories of liability that are no longer part of the case, or of 

proposing damages methodologies which are inconsistent with their liability case.  

As before, Defendants have raised compelling arguments regarding the overbreadth of 

Plaintiffs’ claimed damages. But the Court need not be satisfied that Plaintiffs have identified the 
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correct amount of damages before it can find that this action should proceed collectively. The 

Court need be satisfied only that Plaintiffs have proposed a viable, internally consistent, and truly 

classwide approach to calculating damages. With this in mind, the Court will consider each 

criticism lodged by Defendants in light of the context in which the case currently sits.  

IV. CLASS CERTIFICATION ANALYSIS 

A. Plaintiffs have not carried their burden as to the Pre-Explosion Subclass. 

The heft of Defendants’ arguments in opposition to class certification is directed at the 

weaknesses of Plaintiffs’ pre-explosion damages methodology. While the Court agrees that many 

features of the pre-explosion damages methodology are problematic, they are not necessarily 

impediments to class certification. Defendants’ final criticism, however, is fatal. 

1. Plaintiffs’ characterization of certain days as corrective events, even if 
erroneous, does not prevent class certification. 

 
Defendants fault Plaintiffs’ decision to treat certain stock price declines—specifically, 

those associated with the market’s realization that BP could not contain the oil spill—as 

corrective events for the alleged process safety fraud. (Opp. at 25-32.) They note that no alleged 

misrepresentations regarding BP’s oil spill response capabilities remain in the case. The alleged 

misstatements from the Initial Exploration Plan (“IEP”) and the Regional Oil Spill Response 

Plan (“OSRP”) were deemed not capable of classwide proof, given their lack of publicity prior to 

the oil spill. (Id. at 25.) Defendants note that Plaintiffs’ overall damages calculations have not 

materially differed from their last attempt at class certification, indicating that the Court’s 

decision not to certify the IEP and OSRP statements for class action treatment produced no 

corresponding change in the damages calculations. (Id. at 26-27.) Defendants argue that this is 

the same problem encountered in Comcast. (Id. at 32.) 
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Plaintiffs—correctly—reframe this argument as an argument regarding loss causation.  

(Doc. No. 802 (“Reply”), at 20.) As the Supreme Court explained in Dura Pharmaceuticals, Inc. 

v. Broudo, 544 U.S. 336 (2005), buying a stock at an inflated cost does not harm the purchaser.4 

A compensable injury occurs only when the fraud is revealed and causes the stock price to drop, 

directly devaluing the stock which remains in the purchaser’s possession. See Dura, 544 U.S. at 

344 (noting that a securities fraud defendant’s liability attaches when the facts which he 

misrepresented or concealed “‘become generally known’ and ‘as a result’ share value 

‘depreciates’”) (quoting Restatement (Second) of Torts § 548A, comment b, at 107 (1976)). This 

element of a securities fraud claim is known as “loss causation.”5 

 “Loss causation requires proof of a causal connection between a misstatement and a 

subsequent decline in a stock’s price.” Alaska Elec. Pension Fund v. Flowserve Corp., 572 F.3d 

221, 229 (5th Cir. 2009); see also Dura, 544 U.S. at 342 (describing loss causation as a “causal 

connection between the material misrepresentation and the loss”). There are two components to 

this “causal connection.” First, the decline in stock price must follow “a disclosure of negative 

truthful information that was related to the allegedly false, non-confirmatory positive statement 

                                            
4 An inflated purchase price is necessary to establish loss causation, but it is not in itself 
sufficient. A quick sale when the inflation is still in effect means that the plaintiff has suffered no 
loss. Conversely, a sale at a loss after a lengthy passage of time could mean that the price 
differential is explained by other factors, such as “changed economic circumstances, changed 
investor expectations, new industry-specific or firm-specific facts, conditions, or other events[.]” 
Dura, 544 U.S. at 342-43. 
 
5 “Loss causation” is related to but conceptually distinct from what quantum of loss may be 
recovered by a securities fraud claimant as damages. See Robbins v. Koger Props., Inc., 116 F.3d 
1441, 1447 n.5 (11th Cir. 1997). For example, Dura provides instruction on why a loss-causing 
event is necessary for Section 10(b) recovery; it does not provide guidance on how to calculate 
the fraud-related loss. See Perlmutter v. Intuitive Surgical, Inc., No. 10-CV-03451-LHK, 2011 
WL 566814, at *5 (N.D. Cal. Feb. 15, 2011) (“Although the Supreme Court in Dura did 
distinguish between general investment losses and damages resulting from fraud, the Supreme 
Court’s holding in Dura did not outline a clear method for distinguishing between the two.”). 
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made earlier.” Flowserve, 572 F.3d at 229 (internal quotation marks, brackets, and citation 

omitted). For negative information to be “related to” a prior misstatement, it need not 

“specifically reveal[] the fraud” by correcting “‘fact-for-fact’” the prior misstatement. See id. at 

229-30. Instead, the “disclosed information must reflect part of the ‘relevant truth’—the truth 

obscured by the fraudulent statements.” Id. at 230. Second, it must be “‘more probable than not 

that . . . this negative statement, and not other unrelated negative statements . . . caused a 

significant amount of the decline.’” Id. at 228 (quoting Greenberg v. Crossroad Sys., 364 F.3d 

657, 666 (5th Cir. 2004)). 

Defendants dispute that corrective events which informed the market that BP could not 

contain the oil spill were “related to” the process safety misstatements. In reply, Plaintiffs 

explain that they will argue that stock price declines associated with BP’s inability to contain the 

oil spill revealed the falsity of the OMS statements. According to Plaintiffs, Defendants’ 

statements implicitly reassured the market that OMS would both reduce the likelihood that BP 

would suffer another process safety incident and give BP the tools to respond to and mitigate the 

effects of an incident, should one occur. (Reply at 20-22.) Defendants have lambasted this 

argument, characterizing it as a sudden departure from Plaintiffs’ previous litigation position, 

which did not characterize the OMS statements as statements regarding BP’s spill containment 

capabilities. (Opp. at 27-30.)  

The Court agrees with Defendants that this is a “new” theory, and one not altogether 

convincing as a matter of logic.6 Despite the initial appeal of Defendants’ position, however, the 

                                            
6 Specifically, it appears that Plaintiffs plan to rely—at least in part—on undisclosed, private 
operational documents to make the link between OMS and mitigation. (Mot. at 10 n.5.) The 
Court has trouble imagining how private documents are availing in a securities fraud case 
premised on “fraud-on-the-market,” where the relevant issue is how the market perceived and 
priced public information. 
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Court believes it to be premature. Loss causation need not be proven at the class certification 

stage. See Erica P. John Fund, Inc. v. Halliburton Co., 131 S. Ct. 2179, 2185-86 (2011). And 

Plaintiffs’ alleged failure of proof—if indeed there is one—is a classwide failure amenable to a 

classwide solution: the declines from the unrelated corrective events are simply removed from 

the damages calculations. As Plaintiffs note, their proposed methodology tolerates such 

alterations in inputs. (Mot. at 19; Reply at 22-23.)  

“[T]he focus of the 23(b)(3) class certification inquiry—predominance—is not whether 

the plaintiffs will fail or succeed, but whether they will fail or succeed together.” 7 Erica P. John 

Fund, Inc. v. Halliburton Co., 718 F.3d 423, 431 (5th Cir. 2013), cert. granted, Halliburton Co. 

v. Erica P. John Fund Inc., 134 S. Ct. 636 (2013). Consequently, the Court is not persuaded that 

Plaintiffs’ decision to treat containment-related disclosures as corrective events for the process 

safety fraud prevents class certification. 

2. Plaintiffs’ attempt to apportion their losses throughout the subclass 
period is not so arbitrary as to prevent class certification. 

 
Defendants also criticize the “linear progression” aspect of Plaintiffs’ pre-explosion 

damages methodology. This aspect of the damages model is explicitly intended to address the 

Court’s concern that the Baker Panel and OMS statements were alleged to have a “cumulative” 

and “compounding” misleading effect on the market, rendering a “constant dollar” methodology 

inappropriate. 

First, Defendants claim that Mr. Coffman’s linear progression methodology—i.e., his 

“step up” or “step wise” function—is completely arbitrary because it does not take into account 

                                            
7 This rule benefits Defendants by postponing potentially meritorious class-wide merits 
arguments until after a class is certified. See Schleicher v. Wendt, 618 F.3d 679, 686 (7th Cir. 
2010) (“Rule 23 allows certification of classes that are fated to lose as well as classes that are 
sure to win.”). 
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the content or context of the various pre-explosion statements. (Opp. at 13.) This disconnect 

produces irrational results. For example, the principal determining factor of how much 

incremental loss is attributed to any given statement is how much time has passed since the 

immediately preceding statement. (Id. at 13-14.) Additionally, the amount of loss attributed to a 

particular misstatement is constant and independent of whether any preceding misstatement is 

proven. For example, if Plaintiffs establish that Mr. Hayward misspoke on March 23, 2010 when 

he stated that the Texas City accident “has changed in a profound and fundamental way [BP’s] 

approach to safety and operations integrity,” they are awarded $18.05 of “inflation” as of that 

date, even if it is the only misstatement proven. (Id. at 14-15.) Defendants argue that these 

illogical results illustrate how divorced the damages methodology is from Plaintiffs’ liability 

case. (Id. at 15-16.) Notably, this belies Plaintiffs’ contention that the model measures the 

“cumulative” effects of the alleged misstatements, because the effect of any given 

misrepresentation is independent of whether prior misrepresentations have been shown. (Id. at 

18-21.) 

Plaintiffs claim that the proposed methodology utilizes a proven and acceptable means of 

measuring damages: working backwards from the effect of a “corrective” event on the stock 

price. (Reply at 8-9; Doc. No. 831, at 41.) They also defend the consistency of the damages 

methodology with the liability case. The proposed methodology reflects that the “inflation” built 

up over the course of the subclass period, beginning with a small amount of “inflation” as the 

statements began, and ending with the full amount of “inflation” as of the time of the explosion. 

(Reply at 9.) They acknowledge that Mr. Coffman’s methodology provides at most an 

approximation of the influence of Defendants’ process safety misstatements, but argue that case 
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law permits them to approximate damages when precise measurements are unavailable. (Id. at 

10-13.) 

Plaintiffs also note that their proposed methodology will be responsive to the jury’s 

liability findings, because failure to prove later misrepresentations actionable renders the 

“inflation” from those statements unrecoverable. (Reply at 9 & n.10.) They acknowledge the 

accuracy of Defendants’ hypothetical—where failure to prove any misrepresentation but a late-

in-time misrepresentation does not affect the “inflation” produced by that misrepresentation. 

However, Plaintiffs caution that the consistency of their damages methodology with the liability 

case should not be tested on highly unlikely scenarios, when (according to them) there are 87 

million possible permutations of liability findings for the 14 alleged process safety 

misstatements. (Id. at 16-17 & n.25.) They note that, in the event that Defendants’ unlikely 

hypothetical scenarios transpire, Defendants are free to argue that the damages methodology 

cannot be accepted in those circumstances. (Id. at 17 n.25.) 

Finally, and most importantly, Plaintiffs contend that Defendants’ criticisms are directed 

to whether the proposed damages methodology is correct, not whether it is consistent with the 

liability case. (Reply at 13-15.) They state that the accuracy of the damages calculations is an 

inquiry reserved for the jury. (Id. at 15.) They argue that Comcast does not authorize denial of 

class certification based on alleged weaknesses in a plaintiff’s damages methodology, unless 

those weaknesses conceal difficult or complex individualized damages determinations. (Id. at 15-

16.) Because Defendants’ arguments—if well-taken—indicate a classwide failure of proof, and 

not that individual issues predominate, class certification is proper. (Id.) 

As the Court perceives it, the fundamental issue undergirding the parties’ respective 

arguments is whether Plaintiffs may “work backwards” from the stock price declines at the time 
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of alleged corrective events and attempt to apportion their losses over the course of the Pre-

Explosion Subclass period. Plaintiffs refer to the technique as “back-casting” and claim that it is 

commonly employed in securities fraud cases. (Doc. No. 831, at 41.) 

If Plaintiffs are correct, and “back-casting” is an accepted means of approximating the 

losses caused by misleading statements, then the proposed methodology—while perhaps not 

entirely convincing—provides at least some logical and consistent basis for apportioning 

Plaintiffs’ losses among the 14 alleged process safety misstatements. If the approach is not 

acceptable as a matter of law, however, then Defendants have correctly identified a problem 

similar to the one found in Comcast. As Justice Scalia explained: 

The [Third] Court of Appeals simply concluded that respondents 
“provided a method to measure and quantify damages on a classwide 
basis,” finding it unnecessary to decide “whether the methodology [was] a 
just and reasonable inference or speculative.” Under that logic, at the 
class-certification stage any method of measurement is acceptable so long 
as it can be applied classwide, no matter how arbitrary the measurements 
may be. Such a proposition would reduce Rule 23(b)(3)’s predominance 
requirement to a nullity. 
 

133 S. Ct. at 1433 (citations omitted) (emphasis original).  

As to the question of whether a Section 10(b) claimant may “back-cast” damages, there is 

ample support for Plaintiffs’ position. Typical Section 10(b) damages are governed by the “out-

of-pocket” rule—i.e., a Section 10(b) claimant may recover “‘the difference between the price 

paid and the “value” of the stock when bought.’” Acticon AG v. China North East Petro. 

Holdings Ltd., 692 F.3d 34, 38 (2d Cir. 2012) (quoting Elkind v. Liggett & Myers, Inc., 635 F.2d 

156, 168 (2d Cir. 1980)). And multiple cases indicate that these “out of pocket” damages can be 

measured by reference to the decline in the stock price on the day of disclosure. See, e.g., In re 

Enron Corp. Sec. Derivative & “ERISA” Litig., 529 F. Supp. 2d 644, 716 (S.D. Tex. 2006) 

(stating that the “out-of-pocket measure . . . allows a purchaser to recover the difference between 
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the purchase price and the true value of the securities absent the alleged fraud as measured by the 

correction in the market price following curative disclosure”) (quotation marks and citation 

omitted) (emphasis added); In re Royal Dutch/Shell Transp. Sec. Litig., 404 F. Supp. 2d 605, 610 

(D.N.J. 2005) (same). Thus, case law reflects a long-standing and widespread practice of 

measuring the stock price impact of a given misstatement by implication from the stock price 

decline caused by the misstatement’s disclosure. See, e.g., Goldberg v. Household Bank, F.S.B., 

890 F.2d 965, 966-67 (7th Cir. 1989) (“When markets are liquid and respond quickly to news, 

the [stock price] drop when the truth appears is a good measure of the value of the information, 

making it the appropriate measure of damages.”); Harris v. Union Elec. Co., 787 F.2d 355, 368 

(8th Cir. 1986) (“[W]e believe that the true value of the bonds on the date they were issued is 

reflected by the drop in the market price once the fraud was discovered.”) (emphasis original); 

Blackie v. Barrack, 524 F.2d 891, 909 n.25 (9th Cir. 1975) (recognizing that “the change in 

[stock] price after a corrective release” is “circumstantial evidence of the inflation when 

purchased,” although “it is not the exclusive method of measuring inflation”).8  

Admittedly, the authorities above are not directly on point, as Plaintiffs and Mr. Coffman 

concede that the pre-explosion damages methodology does not calculate the amount of pre-

explosion inflation in BP’s stock price. (Reply at 4-6; Coffman Report ¶¶ 8, 72.) Specifically, 

when the corrective event is the materialization of an understated risk, the stock price movement 

on the date of correction (i.e., on the date that the risk materialized) will not equate to inflation 

                                            
8 See also Ong ex rel. Ong v. Sears, Roebuck & Co., 459 F. Supp. 2d 729, 751 (N.D. Ill. 2006) 
(“[D]amages under § 10(b) can be measured by reference to the amount the price of a security 
drops when the truth comes out.”); In re BankAtlantic Bancorp, Inc. Secs. Litig., No. 07-61542-
CIV, 2010 WL 6397500, at *18 (S.D. Fla. Aug. 18, 2010) (describing expert’s “method for 
calculating . . . inflation”—in which she “opines that the level of inflation resulting from a 
misrepresentation is equal to the amount of residual decline attributable to the disclosure (or 
materialization) of the truth of that misrepresentation”—as “unremarkable”). 
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on the date of purchase unless the probability of the risk materializing was 100 percent.9 If the 

probability is less than 100 percent, the stock price correction after the risk materializes will be 

larger than the pre-materialization inflation.10 Here, not even Plaintiffs argue that the risk of a 

deepwater well blow-out and oil spill was 100 percent. The Court will address this aspect of the 

proposed damages methodology below, in Section IV(A)(3), as it prompts a separate discussion 

of what losses are redressable by the securities laws. But with regards to the arbitrariness of Mr. 

Coffman’s model, the Court accepts the general notion that Plaintiffs may “back-cast” their 

losses as derived from corrective disclosure days. 

With this understanding in mind, the core of Defendants’ argument appears to be that Mr. 

Coffman’s “linear progression” and “step-wise function” are imperfect means of allocating 

                                            
9 A nearly 100 percent risk was present in In re Vivendi Universal, S.A. Securities Litigation, a 
case frequently cited by Plaintiffs as support for their theory of recovery in the Pre-Explosion 
Subclass period. See 634 F. Supp. 2d 352, 371 (S.D.N.Y. 2009). Because the risk was virtually 
certain to materialize in that case, the Court finds it uninstructive for present purposes.  
 
10 To demonstrate this phenomenon, Defendants’ expert offered the following simplified 
example:  
 

Imagine that a company announced that it was going to draw a marble from an 
urn of 100 marbles, of which 99 were black and one was red. If the company drew 
a red marble, it would have to pay $1 million. Prior to finding out the outcome, 
the company’s market value would reflect the expected loss from this lottery of 
1% of $1 million, or $10,000. If the company subsequently drew a red marble, the 
market value would have fallen $990,000 to reflect the new information—the 
certainty of a $1 million loss. If, however, contrary to the company’s statement, 
there were two red marbles (increasing the probability of drawing a red marble), 
the share price would still have fallen when the company drew a red marble. In 
order to understand the value implication of the company’s misstatement that 
were was only one red marble, the relevant issue is what the market value would 
have been, prior to the drawing, had the company told the truth. In this case, the 
market value would have reflected an expected loss of $20,000, only $10,000 
lower than the actual market value, not the $990,000 less that would be implied 
by looking at the reaction to the drawing of a red marble. 

 
(Doc. No. 664-18, at ¶ 59.) 
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Plaintiffs’ losses over the relevant time period. But Plaintiffs’ damages model need not be 

perfect. It need not be “correct.” See Vaccarino v. Midland Nat’l Life Ins. Co., No. 2:11-CV-

05858-CAS(MANx), 2014 WL 572365, at *10-13 (C.D. Cal. Feb. 3, 2014); In re Cox Enters. 

Inc. Set-Top Cable Television Box Antitrust Litig., No. 12-ML-2048-C, 2014 WL 104964, at 

*12-13 (W.D. Okl. Jan. 9, 2014). Indeed, it is impossible to imagine any damages methodology 

that would meet Defendants’ exacting standards except for proof of stock price impact on each 

day that a process safety misstatement was made. But the fact that Plaintiffs’ task is 

unquestionably difficult does not render it impossible. Approximating damages in any case is an 

imperfect science—particularly when an alleged fraud is perpetrated over a multi-year period, 

with a near-continuous series of alleged misstatements.11 The pre-explosion damages 

methodology contains its flaws, but it is not wholly arbitrary.  

3. The fact that the pre-explosion damages methodology does not 
measure the classwide injury caused by Defendants’ alleged fraud is 
fatal to class certification.  

 
As previously alluded to, Plaintiffs concede that the pre-explosion damages methodology 

does not calculate the amount of pre-explosion inflation in BP’s stock price. As a result, 

Defendants characterize the methodology as “investor insurance” rather than legally 

compensable securities fraud damages. Defendants argue that the proper type of damages to be 

recovered by investors in securities fraud cases is “out-of-pocket” damages. (Opp. at 36-37.) In 

the context of this case, Defendants claim that pre-explosion purchasers’ damages should be 

determined by how the market would have priced the additional, undisclosed risk of a process 

                                            
11 The Court notes its discomfort with the suggestion that the factual complexity of an alleged 
fraud can create an insurmountable hurdle for investors seeking recovery. As all parties 
acknowledge, the task of modeling damages in the Pre-Explosion Subclass period is made more 
difficult by virtue of the repetition of the allegedly misleading statements—what Plaintiffs term 
the “drumbeat” of process safety reform which featured so prominently in Defendants’ public 
relations materials. (Doc. No. 831, at 105-06.) 
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safety incident before one occurred—not how the market in reality priced the consequences of 

the Deepwater Horizon explosion. (Id.; Doc. No. 783-7 (“Stulz Report”), at ¶¶ 30-31.) Because 

the pre-explosion damages methodology is not based on the “but for” price that the stock would 

have traded at absent Defendants’ alleged fraud, it represents an impermissible windfall for 

investors, protecting them from the downside consequences of an assumed (if allegedly 

understated) risk.  (Opp. at 38-39.)  

Plaintiffs disagree that the proper measure of pre-explosion purchasers’ damages is the 

difference between the actual price paid for the stock and a hypothetical, ex ante “but for” price 

at which the stock would have traded had the market been able to appropriately price BP’s risk 

profile. They argue that the observed post-explosion stock price declines may be recovered as 

consequential damages from the alleged process safety fraud. (Doc. No. 836 (“Supp. Brief”), at 

3.) They expressly eschew that their recovery should be limited to the market price distortion, 

because they intend to prove that their post-explosion losses were proximately caused by BP’s 

failure to institute OMS as publicly represented. (Id. at 3-8.) Plaintiffs note that the Fifth Circuit 

allows them to pursue consequential damages. (Id. at 10.) 

Plaintiffs are correct that no single measure of compensatory damages controls all 

situations redressed by Section 10(b). See Abell v. Potomac Ins. Co., 858 F.2d 1104, 1137 (5th 

Cir. 1988), vacated on other grounds sub. nom. Fryar v. Abell, 492 U.S. 914 (1989). Plaintiffs 

are also correct that the Fifth Circuit has approved consequential damages in the Section 10(b) 

context.12 See James v. Meinke, 778 F.2d 200, 205-06 (5th Cir. 1985); Meyers v. Moody, 693 

F.2d 1196, 1212 (5th Cir. 1982). As the Fifth Circuit has explained, “special [i.e., consequential] 

                                            
12 Other circuits are in accord. See, e.g., Grubb v. Fed. Deposit Ins. Corp., 868 F.2d 1151, 1165 
(10th Cir. 1989); Volk v. D.A. Davidson & Co., 816 F.2d 1406, 1413 (9th Cir. 1987); Garnatz v. 
Stifel, Nicolaus & Co., Inc., 559 F.2d 1357, 1360 (8th Cir. 1977); Zeller v. Bogue Elec. Mfg. 
Corp., 476 F.2d 795, 803 (2d Cir. 1973).  
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damages are defined as outlays attributable to the defendant’s wrongful conduct.” Meyers, 693 

F.2d at 1212 (emphasis added). This definition of consequential damages dovetails with Section 

28 of the Securities Exchange Act of 1934 (the “Exchange Act”), which states that no plaintiff 

may recover more than the “actual damages to that person on account of the act complained of.” 

15 U.S.C. § 78bb(a)(1). These authorities counsel that a distinction must be drawn between the 

alleged misrepresentation and the subject matter allegedly misrepresented—in this case, between 

Defendants’ public misstatements of their process safety reforms, and the underlying failure to 

institute process safety reforms. The Exchange Act provides compensation for losses caused by 

the former; losses caused by the latter are beyond the scope of the Act. See Santa Fe Indus., Inc. 

v. Green, 430 U.S. 462, 477 (1977) (“No doubt Congress meant to prohibit the full range of 

ingenious devices that might be used to manipulate securities prices. But we do not think it 

would have chosen this ‘term of art’ [i.e., manipulative] if it had meant to bring within the scope 

of [Section] 10(b) instances of corporate mismanagement such as this[.]”); City of Sterling 

Heights Police & Fire Ret. Sys. v. Abbey Nat’l, PLC, 423 F. Supp. 2d 348, 354-55 (S.D.N.Y. 

2006) (“Allegations of corporate mismanagement generally fall outside the scope of [Section] 

10(b) because they fail to allege conduct that is considered ‘manipulative or deceptive.’”). 

Plaintiffs argue that Defendants’ process safety misstatements were a proximate cause of 

all their post-explosion investment losses because Plaintiffs were deprived of the opportunity to 

avoid the increased risk by divesting prior to the explosion. (Reply at 6 n.6; Coffman Report at 

¶¶ 35-36.) But this articulation of the causal link between the alleged misstatements and the 

claimed losses injects individualized inquiries into what is supposed to be a classwide model of 

recovery. In other words, the causal link withstands scrutiny only if Defendants’ 

misrepresentations induced a transaction—i.e., if a particular investor would not have purchased 
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the security had he known the true state of BP’s process safety programs.13 See Garnatz v. Stifel, 

Nicolaus & Co., Inc., 559 F.2d 1357, 1360-61 (8th Cir. 1977) (“[T]he gravamen of the present 

action was not whether [plaintiff] bought the bonds for a fair price, but that he bought at all . . . 

Under these circumstances, we believe that a rescissory damage measure . . . is appropriate.”); 

Chasins v. Smith, Barney & Co., Inc., 438 F.2d 1167, 1173 (2d Cir. 1970) (approving the use of 

an alternative damages measure when “the evil is not the price at which [plaintiff] bought but the 

fact of being induced to buy and invest for some future growth in these stocks without disclosure 

of [defendant’s] interest”). But if Defendants’ misrepresentations merely manipulated a price—

i.e., if an investor would still have purchased the security, but for less—then the causal chain 

between the misrepresentations and the alleged consequential losses is severed.  

For this reason, Plaintiffs’ articulation of consequential damages is antithetical to the 

“fraud-on-the-market” theory which enables the classwide resolution of their claims. The “fraud-

on-the-market” theory presumes that, in an “impersonal well-developed market for securities,” 

investors rely upon the “integrity of the market price.” Basic Inc. v. Levinson, 485 U.S. 224, 247 

(1988). This presumption of reliance across a putative class enables claims to be resolved on a 

collective basis. See Regents of the Univ. of Cal. v. Credit Suisse First Boston (USA), Inc., 482 

F.3d 372, 383, 394 (5th Cir. 2007). If investors are not relying upon the integrity of the market 

price—if they are, as Plaintiffs suggest, determining their own risk thresholds specific to the 

                                            
13 Plaintiffs’ supplemental brief acknowledges that transaction inducement is necessary for their 
alleged consequential losses to have been “caused” by Defendants’ process safety misstatements: 
 

In the case of a fraudulently concealed risk . . . damage and causation occur 
slightly differently [than they would in a case involving misrepresentations of 
strictly historical facts]. The investor is fraudulently induced to buy stock and take 
on a risk that has been concealed or understated, which prevents the investor from 
accurately assessing the likelihood that the risk will materialize. 

 
(Supp. Brief at 4.) 
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company at issue—then Plaintiffs’ proposed measurement of damages cannot be deployed 

without an individualized inquiry into each investor’s subjective motivations. Classwide 

treatment would be patently inappropriate in such a case.14 This is exactly the kind of elision of 

classwide and individualized questions that can and should be avoided by closely examining 

Plaintiffs’ proposed damages methodology. See Comcast, 133 S. Ct. at 1434 (noting that “a 

methodology that identifies damages that are not the result of the wrong” can provide no 

assurance that “damages [resulting from the wrong] are capable of measurement and will not 

require labyrinthine individual calculations”). 

Finally, Plaintiffs argue that the alleged flaw in their methodology does not inhibit class 

certification, because the “out-of-pocket” measurement suggested by Defendants can also be 

accomplished on a classwide basis. (Reply at 5 n.5; Supp. Brief at 2.) Plaintiffs may be correct, 

but they have not given the Court any information about how the alternative calculation would 

be performed. The Court is left, as it was in December 2013, with a conclusory assertion that 

damages will be calculated on a classwide basis. Plaintiffs bear the burden of proving all relevant 

elements of Rule 23. That burden is not met by asking the Court simply to trust them. Because 

Plaintiffs have not shown that the damages of pre-explosion purchasers can be calculated on a 

classwide basis consistent with their theory of liability, the predominance requirement of Rule 

                                            
14 By comparison, the “out-of-pocket” measure of damages employed in most securities fraud 
cases is particularly consonant with the “fraud-on-the-market” theory. In an efficient market, all 
information can be valued—every risk has a price. In the context of this case, for example, if 
Plaintiffs prevail on their pre-explosion claims, then the market was deprived of the opportunity 
to accurately price the risk that BP faced, and all purchasers of BP stock in the Pre-Explosion 
Subclass period arguably overpaid for their investment. But the amount they overpaid was the 
unpriced risk, not its consequences. See Michael J. Kaufman, Securities Litigation: Damages § 
13:16 (2005) (“[I]n assessing the effect of contingent or speculative events upon the fair value of 
stock, courts should weight the magnitude of the events to the issuer against the probability of 
their occurring.”). Because the value of the unpriced risk is considered from the perspective of 
the marketplace as a whole, it remains constant across the subclass of investors. 
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23(b)(3) has not been met as to the Pre-Explosion “Process Safety” Subclass. The Court will not 

certify the Pre-Explosion Subclass for class action treatment. 

B. The Court will certify the Post-Explosion “Spill Severity” Subclass. 

Defendants offer fewer criticisms of the proposed damages methodology for the Post-

Explosion Subclass. The Court finds none of the criticisms sufficient to deny class certification. 

First, Defendants argue that the Court previously rejected a “constant dollar” approach to 

damages. (Opp. at 4, 41.) This overstates the December 6th Order. The Court acknowledged the 

incongruity of using “constant dollar” to measure damages for the proposed class as a whole, but 

the specific concerns identified by the Court were relevant to the pre-explosion time frame only. 

(December 6th Order at 13 n.6, 29.) Having now had occasion to review the “constant dollar” 

approach in the specific and isolated context of the spill severity misstatements, the Court 

perceives no legal or logical impediment to its use.  As the Seventh Circuit explained, a Section 

10(b) claim may be predicated on an understatement of bad news just as easily as an 

overstatement of good news. See Schleicher v. Wendt, 618 F.3d 679, 683 (7th Cir. 2010). The 

harm caused by that misrepresentation, then, is the artificial delay in the stock price falling, 

rather than the creation of artificial inflation: 

If a firm says that it lost $100 million, when it actually lost $200 million—
and analysts had expected it to announce that it lost only $50 million—
then the announcement will cause the stock’s price to fall. But the fall 
won’t be as much as the truth would have produced. People who buy the 
stock after the announcement, and before the truth comes out, pay too 
much; they will lose money when the rest of the bad news emerges. This 
is no different in principle from a firm’s announcement of a $200 million 
profit, when the truth is $100 million; only the signs on the numbers 
differ. 
 

Id. at 684. Plaintiffs’ theory in the post-explosion time frame is that Defendants misrepresented 

their internal estimates of the oil spill; that the stock market price failed to fall to the level 
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reflecting the magnitude of the crisis facing BP; that the market learned the truth; and that the 

stock market price corrected. (Mot. at 16-17.) There is nothing problematic with the “constant 

dollar” approach in these circumstances. 

Second, Defendants argue that it is improper for the Post-Explosion Subclass period to 

begin on April 26, 2010 when the first alleged post-explosion misstatement in Plaintiffs’ live 

pleading occurred after the markets closed on April 28, 2010. (Opp. at 42-43.) This dispute will 

be resolved in accordance with the Court’s ruling on Plaintiffs’ Motion for Leave to Amend, 

addressed in Section V, below. 

Third, Defendants criticize the decision to carry back the full measure of the stock price 

decline in the months after the explosion to the first alleged spill severity misstatement because 

there is no evidence that Defendants had the same information about flow rate in the days after 

the explosion that the market acquired by mid-June 2010.15 (Opp. at 46-48.) They also suggest 

that Plaintiffs are using their damages methodology—based on what was allegedly “foreseeable” 

to Defendants as a result of their internal estimates of the flow rates—in order to expand their 

liability theories beyond what has been pled. (Id.)  

Fourth, Defendants note that all of the alleged corrective disclosures for the post-

explosion spill severity misrepresentations are also corrective disclosures for the pre-explosion 

process safety misrepresentations. They fault Plaintiffs for “recycling” corrective disclosures 

without disaggregating inflation by type of misrepresentation “corrected” or risk materialized. 

(Opp. at 48-49.) Mr. Coffman notes that the overlap will not lead to “double counting of 

damages” because “a single physical share can never collect for the same disclosure more than 

once.” (Coffman Report at ¶ 22.) Plaintiffs argue that it is consistent with both case law and logic 

                                            
15 The parties strongly disagree about what spill-rate-related information was known to 
Defendants, and by when. (Opp. at 46-48; Reply at 28.)  
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for a single corrective disclosure to be linked to two separate but related fraudulent schemes. 

(Reply at 31-32.) 

Defendants’ third and fourth arguments concern loss causation, in that they challenge the 

“fit” between an alleged corrective event and an alleged fraudulent statement.16 The Court shares 

Defendants’ concerns regarding the apparent disconnect between some corrective events and the 

fraud which they are alleged to have corrected. Most notably, it is difficult to imagine how BP’s 

cancellation of its June 2010 dividend in response to intense political pressure “corrected” 

Defendants’ flow rate statements.17 Nonetheless, as explained above in Section IV(A)(1), failure 

to prove loss causation is not, at present, an impediment to class certification. The Court 

reiterates its understanding that Plaintiffs’ task at the class certification stage is to present a 

legally viable, internally consistent, and truly classwide approach to calculating damages. 

Whether Plaintiffs have properly executed under the approach is a question for a different day. 

The damages methodology proposed for the Post-Explosion Subclass meets the 

requirements for Rule 23(b)(3) predominance: it attempts to quantify the injury caused by 

Defendants’ alleged wrongful conduct, and it can be deployed on a classwide basis. The Court 

will certify the Post-Explosion Subclass for class action treatment. 

                                            
16 Additionally, Defendants’ fourth argument would appear to be obviated by the Court’s 
decision not to certify the Pre-Explosion Subclass for class action treatment.  
 
17 To bridge this disconnect, Plaintiffs indicate that they will argue that the dividend 
announcement “relates back” to the flow rate statements because (1) the suspension of the 
dividend was necessitated by the impending costs of the oil spill and (2) those costs were higher 
because the flow rate was higher than the publicly-released estimate of 5,000 bopd. (Reply at 
33.) This argument suggests that Plaintiffs are attempting to pursue a “materialization of the 
risk” theory of damages in the post-explosion time frame, despite their protestations to the 
contrary. (Mot. at 16-17 (“Unlike the Process Safety damages model, the Spill Severity damages 
model does not rely upon the materialization of the risk theory.”).) It should be clear that the 
rationale which compelled the Court to reject “consequential” class-wide damages for the Pre-
Explosion Subclass would apply with equal force to any attempt to recover “consequential” 
class-wide damages on behalf of the Post-Explosion Subclass.  
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V. PLAINTIFFS’ MOTION FOR LEAVE TO AMEND 

A. Description of Proposed Amendments 

1. New spill severity misrepresentation 

The most important and consequential amendment in Plaintiffs’ proposed Third 

Consolidated Amended Class Action Complaint (“TAC”) is the addition of a new spill severity 

misrepresentation on April 24, 2010. Plaintiffs acknowledge that they seek to add this 

misrepresentation to the case because otherwise investors who purchased BP ADSs between 

April 26-28, 2010 would have no remaining claims and would not be eligible to participate in the 

class action. (Doc. No. 777-1 (“MLA”), at 2.) 

a. The SAC allegations 

The Second Consolidated Amended Class Action Complaint (“SAC”), filed on April 2, 

2012, alleged that an internal BP document dated April 27, 2010 set forth three estimates for the 

spill rate: a low estimate of 1,063 barrels of oil per day (“bopd”), a best estimate of 5,758 bopd, 

and a high estimate of 14,266 bopd. (SAC ¶ 375.) This document was the basis of Plaintiffs’ 

scienter allegations for the post-explosion spill severity statements included in the SAC. There 

were three such statements: 

(1) Mr. Suttles’s statement on April 28th, following the close of the markets, 
that BP’s best estimate was that 1,000 bopd were flowing from the 
Macondo well. (Id. ¶ 371.)  

 
(2) Mr. Suttles’s statements on April 29th that BP’s best estimate was 

between 1,000 and 5,000 bopd. (Id. ¶ 373.)  
 
(3) Mr. Hayward’s statement on May 5th that BP’s “guesstimate” remained 

5,000 bopd. (Id. ¶ 381.) 
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b. The TAC allegations 

Plaintiffs seek leave to file the TAC, which would add a fourth spill severity 

misstatement made by Mr. Suttles on April 24th. The statement was made during a joint press 

conference with the U.S. Coast Guard. Mr. Suttles stated that BP had detected ongoing releases 

of oil from the Macondo well at a rate of approximately 1,000 bopd. (Doc. No. 777-2 (“TAC”), 

at ¶ 370.) Mr. Suttles also did not correct the U.S. Coast Guard leader, Rear Admiral Landry, 

when she said that the U.S. government also estimated the flow rate at 1,000 bopd. (Id.) Rear 

Admiral Landry had asked Mr. Suttles prior to the press conference if he could support the 1,000 

bopd flow rate estimate. (Id.) 

Plaintiffs support Mr. Suttles’s scienter for the April 24th statement with the following 

new allegations: 

 BP engineers and at least one BP-hired consultant were modeling the 
“worst case” discharge from the well in the April 21-22 time period. Their 
models returned numbers from 64,000-138,000 bopd. (TAC ¶¶ 372-75.)  

 
 On April 23rd, BP’s Ryan Malone sent an email, on which Mr. Suttles was 

copied, that estimated the flow rate at 31 gallons per minute, or 1,063 
bopd.18 On April 24th, before Mr. Suttles made the statement at issue, Mr. 
Malone sent another email—again copying Mr. Suttles—stating 
“[d]isregard the [1,063 bopd] estimate for flowrate” because “[i]t is 
wrong[.]” (Id. ¶ 376.) 

 
 Mr. Suttles has testified that he never “engage[d] with [BP’s] flow 

assurance people”—i.e., the engineers and consultant mentioned—before 
he made the April 24th statement. (Id. ¶ 377.) 

 

                                            
18 The TAC states that 31 gallons per minute equates to 1,417 bopd. (TAC ¶ 376.) As Defendants 
note, a barrel of oil contains 42 gallons. See, e.g., 33 U.S.C. § 1321(a)(13). The Court takes 
judicial notice of this fact, and has recalculated Mr. Malone’s estimate as 1,063 bopd—31 
gallons per minute multiplied by 1,440 minutes per day, divided by 42 gallons per barrel. 
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2. Other amendments 

The TAC contains other amendments that are intended to reconcile the complaint with 

the Court’s prior orders on motion to dismiss and class certification. (E.g., TAC at 1-2.) These 

amendments do not appear to be subject to any controversy. 

B. Legal Standards 

1. Rule 16(b)(4): whether to allow modification of the scheduling order 

When the deadline for seeking leave to amend pleadings has expired, a court considering 

a motion to amend must first determine whether to modify the scheduling order under the Rule 

16(b)(4) good cause standard. See S & W Enters., L.L.C. v. SouthTrust Bank of Ala., N.A., 315 

F.3d 533, 536 (5th Cir. 2003). A court assesses four factors in deciding whether to grant an 

untimely motion for leave to amend under Rule 16(b)(4): “(1) the explanation for the failure to 

timely move for leave to amend; (2) the importance of the amendment; (3) potential prejudice in 

allowing the amendment; and (4) the availability of a continuance to cure such prejudice.” Id. at 

536 (internal quotation marks, brackets, and citation omitted). If the movant satisfies the 

requirements of Rule 16(b)(4), the court must next determine whether to grant leave to amend 

under the more liberal standard of Rule 15(a)(2). Id. 

2. Rule 15(a)(2): whether to allow amendment of the complaint 

A party may amend its pleadings once as a matter of course within certain deadlines.  

FED. R. CIV. P. 15(a)(1). Thereafter, a party may amend its pleadings “only with the opposing 

party’s written consent or the court’s leave.” FED. R. CIV. P. 15(a)(2). “Rule 15(a) declares that 

leave to amend ‘shall be freely given when justice so requires’; this mandate is to be heeded.” 

Foman v. Davis, 371 U.S. 178, 182 (1962). Accordingly, district courts in the Fifth Circuit “must 
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entertain a presumption in favor of granting parties leave to amend.” Mayeaux v. Louisiana 

Health Service and Indem. Co., 376 F.3d 420, 425 (5th Cir. 2004). 

“Leave to amend, however, is by no means automatic.” Little v. Liquid Air Corp., 952 

F.2d 841, 845-46 (5th Cir. 1992), rev’d on other grounds, 37 F.3d 1069 (5th Cir. 1994). Factors 

for the court to consider in determining whether there is a substantial reason to deny a motion for 

leave to amend include “undue delay, bad faith or dilatory motive on the part of the movant, 

repeated failure to cure deficiencies by amendments previously allowed, undue prejudice to the 

opposing party, and futility of amendment.” Wimm v. Jack Eckerd Corp., 3 F.3d 137, 139 (5th 

Cir. 1993). 

C. Motion for Leave to Amend Analysis 

1. The Court will apply Rule 16(b)(4). 

Defendants suggest that Rule 16(b)(4) controls because the deadline to amend the 

pleadings has passed. Unfortunately, no docket control order entered in this case has ever 

included a deadline to amend pleadings. (Doc. Nos. 582 & 730.) Defendants argue, in the 

absence of an amendment deadline in the docket control order, the deadline to amend pleadings 

was the deadline for Plaintiffs to file the SAC, or April 2, 2012.19 (MLA Opp. at 8-9.) The Court 

disagrees that this date was intended to function as a deadline for all amendment. The Private 

Securities Litigation Reform Act (“PSLRA”) did not allow Plaintiffs any case-specific discovery 

prior to the Court’s rulings on motion to dismiss, the last of which issued in February 2013. 

(Doc. No. 536.) To accept Defendants’ characterization of the April 2, 2012 deadline would be 

to lock Plaintiffs into a set of allegations based on pre-discovery knowledge. 

                                            
19 This deadline was not included in a docket control order, but was instituted in a status 
conference convened after the Court ruled on Defendants’ original motions to dismiss.  

Case 4:10-md-02185   Document 857   Filed in TXSD on 05/20/14   Page 30 of 34



31 
 

Nonetheless, this case has progressed far enough that the Court will consider Plaintiffs’ 

request untimely under the schedule. See, e.g., Smith v. Honeywell Int’l, Inc., No. 10-CV-03345-

ES-JAD, 2014 WL 301031, at *5 (D.N.J. Jan. 27, 2014) (“Where a scheduling order sets no 

amendment deadline, courts have looked to when discovery closes to determine whether the 

motion to amend is untimely under Rule 16.”). Fact discovery officially closed on January 31, 

2014, and expert discovery is due to close within the next two months. (Doc. No. 730, at 1.) By 

all reasonable metrics, the time for amendment has passed.  

2. Modification of the scheduling order is justified under Rule 16(b)(4). 

Under the Rule 16(b)(4) good cause standard, the Court will consider: “(1) the 

explanation for the failure to timely move for leave to amend; (2) the importance of the 

amendment; (3) potential prejudice in allowing the amendment; and (4) the availability of a 

continuance to cure such prejudice.” S & W Enters., 315 F.3d at 536 (internal quotation marks, 

brackets, and citation omitted). These factors, in the aggregate, weigh in favor of modification. 

The importance of the amendment cannot be overstated. Without it, investors who 

purchased on three days in the post-explosion time frame will be excluded from the class action. 

(MLA at 2.) Additionally, $5.26 of stock price decline which Plaintiffs allege was related to the 

spill severity fraud would be unrecoverable. (MLA Opp. at 6.)  

The amendment also threatens little prejudice to the Defendants—prejudice which can be 

cured, if necessary, by further modifications to the scheduling order. The Court recently 

extended expert discovery, which is under way and now scheduled for completion on or around 

June 19, 2014. To the extent that Defendants require any further extension to the expert 

discovery deadline on account of the new spill severity misstatement, the Court is amenable to 

such requests. The remainder of the schedule—which was vacated on May 7, 2014 to 
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accommodate the extension in expert discovery—will be reset at the earliest possible date, with 

the input of the parties. 

Defendants also suggest that they will be prejudiced because amendment is equivalent to 

providing Plaintiffs a “third bite” at the class certification apple. (MLA Opp. at 15-16.) If the 

requested amendment were the difference between certifying and not certifying the Post-

Explosion Subclass, this argument would carry much more force. But permitting Plaintiffs to file 

the TAC affects only the dates of the Post-Explosion Subclass period. It does not change whether 

certification is appropriate.20 

Thus, the only factor that could counsel against modification of the scheduling order is 

undue delay in requesting the amendment. The Court shares Defendants’ consternation at the 

exceptionally late date of Plaintiffs’ request. But Plaintiffs have given adequate explanation of 

why the new spill severity misstatement was not included in their prior complaints.21 And while 

Plaintiffs appear to have been in possession of the information which underlies their new 

allegations since at least early 2012, the Court cannot condemn Plaintiffs’ discretion not to 

amend their pleadings as discovery made available new allegations that would not—at the 

time—have appreciably changed the landscape of the litigation. The present request appears to 

                                            
20 Of course, altering the dates of the Post-Explosion Subclass period exposes Defendants to the 
possibility of greater liability. But this is not the type of prejudice at issue in Rule 15 and Rule 
16. See In re Nasdaq Market-Makers Antitrust Litig., No. 94 CIV. 3996 (RWS), 1997 WL 
805062, at *7 (S.D.N.Y. Dec. 31, 1997) (“The issue [involved in Rule 15] . . . is legal prejudice, 
not the magnitude of the Defendant's potential liability.”); Serfecz v. Jewel Food Stores, Inc., No. 
92 C 4171, 1997 WL 543116, at *6 & n.6 (N.D. Ill. Sept. 2, 1997) (collecting cases). 
 
21 According to Plaintiffs, the April 24th statement was not included in the original class action 
complaints because, at that time, Plaintiffs were unaware of the identity of the person who made 
the statement. (Doc. No. 807 (“MLA Reply”), at 5-6.) While Plaintiffs amended their original 
complaints in early 2012—producing the SAC—the purpose of the amendment was to 
rehabilitate statements dismissed from the original complaints due to lack of scienter or failure to 
plead falsity. None of the spill severity misstatements had been dismissed; therefore, Plaintiffs 
did not focus on the spill severity fraud as they amended their pleading. (Id. at 6.) 
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have been prompted by the Court’s guidance in the December 6th Order that the subclass periods 

should be organized around the April 20, 2010 explosion. (Doc. No. 807 (“MLA Reply”), at 6.) 

In that light, and against the context of the case as a whole, the request is not unduly delayed.  

3. The Court grants leave to amend pursuant to Rule 15(a)(2). 

The Court has no trouble determining that amendment should be permitted under the 

liberal standard of Rule 15(a)(2). As described above, neither Plaintiffs’ delay in asking for 

amendment nor the prejudice which will be visited upon Defendants are substantial enough to 

refuse leave. Nor is the proposed amendment clearly futile due to insufficient scienter 

allegations.22 See 6 C. Wright & A. Miller, Federal Practice & Procedure § 1487, pp. 637, 642 

(2d ed. 1990) (“If a proposed amendment is not clearly futile, then denial of leave to amend is 

improper.”). Leave to amend will be granted.  

VI. CONCLUSION 

Plaintiffs’ Motion for Leave to Amend (Doc. No. 777) is GRANTED. Plaintiffs may file 

the Third Consolidated Amended Class Action Complaint (Doc. No. 777-2). 

Plaintiffs’ Renewed Motion for Class Certification (Doc. No. 739) is DENIED as to the 

proposed Pre-Explosion “Process Safety” Subclass. Plaintiffs have failed to establish that 

                                            
22 The defendants in a related individual action similarly argued that the plaintiffs had 
inadequately alleged the scienter of two BP executives who made flow rate statements in May 
2010. The Court found the argument unpersuasive for reasons also pertinent here: 
 

Defendants claim that Plaintiffs’ scienter allegations are insufficient because 
[Robert] Dudley and [Lamar] McKay are not specifically alleged to have received 
any of the conflicting internal or external estimates. But given the importance of 
the oil spill to the Company, and the fact that Dudley and McKay voluntarily 
spoke to the public and to Congress as authorities on the disaster, it was at least 
reckless for them not to have fully apprised themselves of all internal estimates of 
the spill.  

 
Alameda Cnty. Employees’ Retirement Ass’n, Civ. Act. No. 4:12-cv-1256, 2013 WL 6383968, at 
*30 n. 13 (S.D. Tex. Dec. 5, 2013) (citation omitted). 
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damages from Defendants’ alleged misstatements in the Pre-Explosion Subclass period can be 

calculated on a classwide basis. 

Plaintiffs’ Renewed Motion for Class Certification (Doc. No. 739) is GRANTED as to 

the proposed Post-Explosion “Spill Severity” Subclass. Pursuant to Plaintiffs’ Motion, and the 

Court’s December 6, 2013 Order, all requirements of Rule 23(a) and Rule 23(b)(3) have been 

met as to the proposed Post-Explosion Subclass. The Court CERTIFIES the following plaintiff 

class pursuant to Federal Rule of Civil Procedure 23: 

All persons and entities who purchased or otherwise acquired BP’s ADSs 
between April 26, 2010 and May 28, 2010 and were injured thereby 
(“Class Period”). Excluded from the Class are Defendants, directors and 
officers of BP, their families and affiliates, as well as the retirement 
accounts of Defendants and BP’s directors and officers. 
 

Thomas P. DiNapoli, Comptroller of the State of New York, as Administrative Head of the New 

York State and Local Retirement Systems and sole Trustee of the New York State Common 

Retirement Fund (“New York”) and the Ohio Public Employees’ Retirement System (“Ohio”) 

are APPOINTED as Class Representatives for the Class. Cohen Milstein Sellers & Toll PLLC 

and Berman DeValerio are APPOINTED as Class Counsel.  

IT IS SO ORDERED.  

SIGNED at Houston, Texas, on this the twentieth day of May, 2014.   

 

 
______________________________________ 
KEITH P. ELLISON 

     UNITED STATES DISTRICT JUDGE 
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I.  INTRODUCTION

The matter before the court is Defendants Berthel Fisher and Company Financial

Services, Inc. (“Berthel Fisher”) and Thomas Joseph Berthel’s (collectively,

“Defendants”) “Motion to Dismiss” (“Motion”) (docket no. 22). 

II.  PROCEDURAL HISTORY

On November 4, 2013, Plaintiff Jon Hanson, individually and on behalf of all others

similarly situated (“Plaintiffs”), filed an Amended Class Action Complaint (“Complaint”)

(docket no. 16) against Defendants.  The Complaint asserts the following eleven claims

against Defendants: (1) Count I asserts that Defendants violated California Corporations

Code section 25401, or, in the alternative, California Corporations Code section 25504;

(2) Count II asserts that Defendants violated California Corporations Code section 25400;

(3) Count III asserts that Defendants unlawfully induced a contract by knowing

misrepresentations, in violation of California Corporations Code section 1572 and

California common law; (4) Count IV asserts that Defendants made negligent

misrepresentations in violation of California common law; (5) Count V asserts that

Defendants were negligent in violation of California common law; (6) Count VI asserts

that Defendants aided and abetted fraud in violation of California common law; (7) Count

VII asserts that Defendants violated Iowa Uniform Securities Act section 502.501; (8)

Count VIII asserts that Defendants violated Iowa Uniform Securities Act section

502.501A; (9) Count IX asserts that Defendants made negligent misrepresentations in

3
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violation of Iowa common law; (10) Count X asserts that Defendants were negligent in

violation of Iowa common law; and (11) Count XI asserts that Defendants aided and

abetted fraud in violation of Iowa common law.

On November 13, 2013, Defendants filed the Motion.  On December 3, 2013,

Plaintiffs filed a Resistance (docket no. 25).  On December 13, 2013, Defendants filed a

Reply (docket no. 26).  On December 19, 2013, Plaintiffs filed a Sur-Reply (docket no.

29).  Neither party requests oral argument on the Motion, and the court finds that oral

argument is unnecessary.  The Motion is fully submitted and ready for decision. 

III.  SUBJECT MATTER JURISDICTION

The court has subject matter jurisdiction over Plaintiffs’ claims in the class-action

Complaint against Defendants pursuant to 28 U.S.C. § 1332(d).  See 28 U.S.C. §

1332(d)(2) (“The district courts shall have original jurisdiction of any civil action in which

the matter in controversy exceeds . . . $5,000,000 . . . and is a class action in which . . .

any member of a class of plaintiffs is a citizen of a State different from any defendant.”).

In the Complaint, the proposed class is defined as “[a]ll persons and entities that

purchased, subscribed and paid for, or otherwise acquired securities in the [Thompson

National Properties, LLC 2008 Participating Notes Program, LLC, (“TNP 2008

Participating Notes Program”)] pursuant to the TNP 2008 [Participating Notes Program]

offering between December 2008 and March 2010.”  Complaint ¶ 108.  

Plaintiff Jon Hanson is a citizen of Colorado.  Defendant Berthel Fisher is an Iowa

company with its principal place of business in Marion, Iowa.  Defendant Thomas Joseph

Berthel was Berthel Fisher’s chief executive officer and chairman of its board of directors

and an indirect owner of Berthel Fisher at all times relevant to the instant action. 

IV.  STANDARD OF REVIEW 

Federal Rule of Civil Procedure 12(b)(6) provides for the dismissal of a complaint

on the basis of “failure to state a claim upon which relief can be granted.”  Fed. R. Civ.

4
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P. 12(b)(6).  To survive a Rule 12(b)(6) motion to dismiss, “a complaint must contain

sufficient factual matter, accepted as true, to ‘state a claim to relief that is plausible on its

face.’”  Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009) (quoting Bell Atl. Corp. v. Twombly,

550 U.S. 544, 570 (2007)); accord B & B Hardware, Inc. v. Hargis Indus., Inc., 569 F.3d

383, 387 (8th Cir. 2009).  A claim satisfies the plausibility standard “when the plaintiff

pleads factual content that allows the court to draw the reasonable inference that the

defendant is liable for the misconduct alleged.”  Iqbal, 556 U.S. at 678 (citing Bell Atl.,

550 U.S. at 556).  “The plausibility standard is not akin to a ‘probability requirement,’ but

it asks for more than a sheer possibility that a defendant has acted unlawfully.”  Id.

(quoting Bell Atl., 550 U.S. at 556).

Although a plaintiff need not provide “detailed” facts in support of his or her

allegations, the “short and plain statement” requirement of Federal Rule of Civil Procedure

8(a)(2) “demands more than an unadorned, the-defendant-unlawfully-harmed-me

accusation.”  Id. (quoting Bell Atl., 550 U.S. at 555) (internal quotation marks omitted);

see also Erickson v. Pardus, 551 U.S. 89, 93 (2007) (“Specific facts are not necessary

[under Rule 8(a)(2)].”).  “A pleading that offers ‘labels and conclusions’ or ‘a formulaic

recitation of the elements of a cause of action will not do.’”  Iqbal, 556 U.S. at 678

(quoting Bell Atl., 550 U.S. at 555).  “Where the allegations show on the face of the

complaint [that] there is some insuperable bar to relief, dismissal under Rule 12(b)(6) is

appropriate.”  Benton v. Merrill Lynch & Co., 524 F.3d 866, 870 (8th Cir. 2008) (citing

Parnes v. Gateway 2000, Inc., 122 F.3d 539, 546 (8th Cir. 1997)).

With respect to claims alleging fraud, Federal Rule of Civil Procedure Rule 9(b)

provides: “In alleging fraud or mistake, a party must state with particularity the

circumstances constituting fraud or mistake.  Malice, intent, knowledge, and other

conditions of a person’s mind may be alleged generally.”  Fed. R. Civ. P. 9(b).  The plain

language of Rule 9(b) “requires a plaintiff to allege with particularity the facts constituting
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the fraud.”  Indep. Bus. Forms, Inc. v. A-M Graphics, Inc., 127 F.3d 698, 702 n.2 (8th

Cir. 1997).  A plaintiff may not make “conclusory allegations.”  Roberts v. Francis, 128

F.3d 647, 651 (8th Cir. 1997).  Conclusory allegations are insufficient because “[o]ne of

the primary purposes of this rule is to facilitate a defendant’s ability to respond to and to

prepare a defense to a plaintiff’s [fraud] charges.”  Greenwood v. Dittmer, 776 F.2d 785,

789 (8th Cir. 1985).

“To satisfy the particularity requirement of Rule 9(b), the complaint must plead

such facts as the time, place, and content of the defendant’s false representations, as well

as the details of the defendant’s fraudulent acts, including when the acts occurred, who

engaged in them, and what was obtained as a result.”  United States ex rel. Joshi v. St.

Luke’s Hosp., Inc., 441 F.3d 552, 556 (8th Cir. 2006).  In other words, Rule 9(b)

demands that plaintiffs “identify who, what, where, when, and how.”  United States  ex.

rel. Costner v. United States, 317 F.3d 883, 888 (8th Cir. 2003).

The Eighth Circuit Court of Appeals has cautioned that Rule 9(b) is to be

interpreted “‘in harmony with the principles of notice pleading.’”  Schaller Tel. Co. v.

Golden Sky Sys., Inc., 298 F.3d 736, 746 (8th Cir. 2002) (quoting Abels v. Farmers

Commodities Corp., 259 F.3d 910, 920 (8th Cir. 2001)).  “Although a pleading alleging

fraud need not provide anything more than notice of the claim, it must contain ‘a higher

degree of notice, enabling the defendant to respond specifically, at an early stage of the

case, to potentially damaging allegations of immoral and criminal conduct.’”  Id. (quoting

Abels, 259 F.3d at 920).  For example, when alleging fraudulent misrepresentation, Rule

9(b) requires a plaintiff to plead the circumstances constituting the fraud with particularity,

while knowledge and intent may be pled generally.  See Bennett v. Berg, 685 F.2d 1053,

1062 n.12 (8th Cir. 1982).

V.  FACTUAL BACKGROUND

Accepting all factual allegations in the Complaint as true and drawing all reasonable
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inferences in favor of the Plaintiffs, the facts are as follows:

A.  Parties

Berthel Fisher was the underwriter, promoter and managing broker-dealer of the

TNP 2008 Participating Notes Program.  Thomas Joseph Berthel was, at times relevant

to the instant action, Berthel Fisher’s chief executive officer and chairman of the board,

supervising and/or directing its securities business and overseeing its compliance with

securities rules and regulations.  Thompson National Properties, LLC (“TNP”) is a

Delaware limited liability company whose purpose is to “organize real estate investment

programs, raise funds for such programs from investors nationwide through public or

private offerings, and thereafter manage such programs and provide other services to

them.”  Complaint ¶ 3.  “To accomplish its purpose, TNP, directly and through wholly

owned and/or controlled affiliates, purported to engage in real estate transactions, organize

real estate programs, promote such programs, and/or conduct private or public offerings

to recruit investors in such programs . . . .”  Id. ¶ 27.  However, in reality, TNP

commingled investor funds from various programs and used the investor money to make

distribution payments to other investors “in Ponzi-scheme fashion.”  Id. ¶ 4.  The TNP

2008 Participating Notes Program was a Delaware limited liability company with its

principal place of business in Irvine, California.  Id. ¶¶ 47-48.  TNP was the parent

company of the TNP 2008 Participating Notes Program.  Id. ¶ 39.

In the Complaint, Plaintiffs assert that Berthel Fisher, under the direction and

supervision of Thomas Joseph Berthel, was the underwriter, promoter and managing

broker-dealer for several of TNP’s private placement offerings, including in the TNP 2008

Participating Notes Program, the real estate investment program at issue in the instant

matter.  TNP commenced a private placement offering of promissory notes in the TNP

2008 Participating Notes Program on or about December 9, 2008.  Id. ¶ 38.  TNP

organized the TNP 2008 Participating Notes Program to “offer investors nationwide the
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opportunity to participate in investments in the real estate market.”  Id. ¶ 2.  Berthel

Fisher played a key role recruiting investors to participate in the TNP 2008 Participating

Notes Program, preparing and disseminating the TNP 2008 Participating Notes Program’s

Private Placement Memorandum (“Memorandum”) (docket no. 22-2)  and overseeing the1

preparation and execution of the TNP 2008 Participating Notes Program securities

offering.  See Memorandum at 5 n.1.  Specifically, the Memorandum states that: 

The Notes will be offered and sold on a “best efforts” basis by
broker-dealers, or the Selling Group, who are members of the
Financial Industry Regulatory Authority, Inc. [(“FINRA”)]. 
Berthel Fisher . . . , a member of FINRA, will act as
managing broker-dealer, or Managing Broker-Dealer, and will
receive a managing broker-dealer fee of 2.0% of the gross
proceeds of the Offering, or Gross Proceeds, selling
commissions of up to 7.0% of the Gross Proceeds and a
nonaccountable marketing and due diligence allowance of
1.0% of the Gross Proceeds.

Id.  The Memorandum included several material misrepresentations and omissions. 

Berthel Fisher helped raise $26,224,903 in investments through the TNP 2008

Participating Notes Program.  Complaint ¶ 11.

Berthel Fisher was involved in other TNP programs as well.  On approximately

June 3, 2008, TNP initiated a private placement offering of promissory notes in the TNP

12% Notes Program, LLC, which purported to fund loans to or equity investments in TNP

or its affiliates.  Id. ¶ 33.  Berthel Fisher helped promote the TNP 12% Notes Program. 

Id. 

 Although “‘matters outside the pleading’ may not be considered in deciding a Rule1

12 motion to dismiss, documents ‘necessarily embraced by the complaint’ are not matters
outside the pleading.”  Enervations, Inc. v. Minn. Mining and Mfg. Co., 380 F.3d 1066,
1069 (8th Cir. 2004) (quoting BJC Health Sys. v. Columbia Cas. Co., 348 F.3d 685, 687
(8th Cir. 2003)).  The court finds, and the parties do not dispute, that the Memorandum
is “necessarily embraced by the complaint” and the court may properly consider it in
addressing the Motion.
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¶ 35.  In addition, on approximately June 23, 2008, TNP initiated a private placement

offering in TNP Vulture Fund III, LLC, a real estate investment fund that purported to

invest in real estate opportunities.  Id. ¶ 36.  Berthel Fisher helped promote the TNP

Vulture Fund.  Id. ¶ 37.

The class of Plaintiffs includes “[a]ll persons and entities that purchased, subscribed

and paid for, or otherwise acquired securities in the TNP 2008 [Participating Notes

Program] pursuant to the TNP 2008 [Participating Notes Program] offering between

December 2008 and March 2010.”  Id. ¶ 108.  Hanson invested $75,000 in the TNP 2008

Participating Notes Program.  Id. ¶ 100.

B.  The TNP 2008 Participating Notes Program

On December 9, 2008, TNP initiated a private placement offering of promissory

notes related to the TNP 2008 Participating Notes Program.  Id. ¶ 38.  The TNP 2008

Participating Notes Program offered investors the opportunity to invest their funds in real

estate and real estate-related debt.  Id.  Berthel Fisher was a promoter of the TNP 2008

Participating Notes Program and was “instrumental” in preparing and disseminating the

Memorandum and oversaw the preparation and execution of its securities offering.  Id. ¶

6.  The TNP 2008 Participating Notes Program “issued three classes of notes, which

purported to pay between 10 [and] 13% interest” on investments.  Id. ¶ 51. 

Berthel Fisher helped TNP raise approximately $26,224, 903 from public investors,

including Plaintiffs, in the offering related to the TNP 2008 Participating Notes Program. 

Id. ¶ 11.  Berthel Fisher’s relationship with TNP, along with the fact that Berthel Fisher

had participated in prior TNP offerings, “gave it extensive access to TNP . . . [,]

allow[ing] Berthel Fisher to gain knowledge of the misconduct and red flags indicating

misconduct that surrounded TNP and its offerings.”  Id. ¶ 9.  TNP conducted the offerings

for the TNP 2008 Participating Notes Program, the TNP 12% Notes Program, LLC and

the TNP Vulture Fund III, LLC at the same time, id. ¶44, and “used investor money to
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pay distributions to investors in other TNP programs in Ponzi-scheme fashion,” id. ¶ 46.

As the managing broker-dealer and underwriter of the TNP 2008 Participating

Notes Program, Berthel Fisher, directly and through its agents, distributed the

Memorandum to investors, including Plaintiffs, “and offered and sold them securities

issued by the TNP 2008 [Participating Notes Program].”  Id. ¶ 92.

C.  TNP’s Deteriorating Financial Condition

As of April 2008, TNP had lost $444,421.  Id. ¶ 53.  By September 2008, those

losses escalated to $4,058,000.  Furthermore, from April 2008 to September 2008, TNP’s 

equity fell from $8,505,897 to $5,393,188.  Id.  As of November 2008, two TNP real

estate operations had defaulted on financial obligations of approximately $1,300,000.  Id.

¶ 54.  From January 2009 to September 2009, TNP incurred approximately $16,000,000

in operating losses and for the year ending on December 31, 2009, TNP incurred

approximately $25,839,000 in operating losses, resulting in a negative net equity of

approximately $13,580,000.  Id. ¶ 55.

On approximately April 26, 2010, TNP initiated a private placement offering in

connection with the TNP Profit Participating Program, LLC.  Id. ¶ 42.  This program was

organized to operate similarly to the TNP 2008 Participating Notes Program, with the

proceeds of this offering to go towards investments in real estate and real estate-related

debt.  Id.  The Profit Participating Program, LLC Private Placement Memorandum

“disclosed that ‘TNP has suffered losses since its inception,’ and that since 2008, TNP had

guaranteed the unsecured debt obligations of the TNP 12% Program and the TNP 2008

[Participating Notes Program], which together had raised almost $50,000,000.”  Id. ¶ 43.

D.  TNP 2008 Participating Notes Program Private Placement Memorandum

The Memorandum required each investor in the TNP 2008 Participating Notes

Program, including Plaintiffs, to acknowledge in writing that he or she based his or her

decision to invest in the TNP 2008 Participating Notes Program on the Memorandum and
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relied only on the information in the Memorandum, and not upon any representations made

by any other person.  Id. ¶ 97.

Plaintiffs allege that the Memorandum contained several material misrepresentations

and omissions.  Id. ¶ 8.  Specifically, Plaintiffs allege that the Memorandum contained the

following misrepresentations and omissions: (1) the Memorandum stated that “investors’

money would be used to fund or invest in real estate and real-estate related debt”; (2) the

Memorandum stated that, if “$25,000,000 is raised, of 100% of the investors’ proceeds,

11% would be used for offering-related expenses and commissions and the remaining 89%

would be used for ‘investments’”; (3) the Memorandum omitted “that investor proceeds

would be used for Ponzi-like payments of ‘distributions’ to earlier TNP 2008 [Participating

Notes Program] investors, commingled with funds from other TNP programs, and/or

transferred to TNP affiliates in related party transactions that were not in [the] TNP 2008

[Participating Notes Program]’s best interest”; (4) the Memorandum “emphasized the role

that TNP played in organizing the TNP 2008 Offering,” but omitted any statements as to

“TNP’s rapidly deteriorating financial situation”; (5) the Memorandum “assured investors

that their investment and the interest on that investment would be guaranteed by TNP”; (6)

a September 30, 2008 TNP financial statement, attached to the Memorandum (“TNP

Balance Sheet”), showed $21,801,019 in assets, which included $6,430,966 in Notes

Receivable from a related party that “were uncollectible loans to TNP founder Tony

Thompson and/or entities controlled by him”; (7) the Memorandum omitted any

disclosures “that the TNP Balance Sheet did not accurately reflect TNP’s finances”; (8)

the “Risks” section of the Memorandum did not disclose that TNP’s losses were increasing

and did “not mention possible risks to [the] TNP 2008 [Participating Notes Program]’s

operations and success arising out of TNP’s growing . . . financial problems”; (9) the

Memorandum “emphasized . . . TNP management’s ‘extensive experience’ in real estate”;

(10) the Memorandum “failed to disclose that TNP was conducting other offerings through
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misrepresentations and omissions . . . and was converting funds invested in such offerings

by misusing such funds and commingling them without disclosure to, and permission from,

investors”; (11) and the Memorandum specified several “Events of Default” that would

provide investors with remedies and trigger the acceleration of their notes, including “[a]n

event of insolvency or other similar event with respect to TNP” and “[b]reaches of

[Memorandum] ‘Covenants’ such as violations of the ‘Use of Proceeds’ clause, which

mandated that investors’ money be used to fund or invest in real estate and real estate-

related debt,” however, the Memorandum did not state that “Events of Default had already

occurred as a result of TNP’s insolvency or similar events and because of the violation of

the Use of Proceeds clause.”  Id. ¶¶ 66-68, 70, 72-80. 

Plaintiffs further allege that Berthel Fisher was aware of TNP’s deteriorating

financial condition and knew that the Memorandum failed to disclose the true state of

TNP’s financial condition to potential investors because Berthel Fisher served as a broker-

dealer for other TNP-sponsored programs.  Berthel Fisher was also aware of the

“concomitancy of the multiple offerings for TNP programs, designed to raise funds for the

same types of investments” and of evidence that TNP was commingling funds.  Id. ¶ 86. 

However, “Berthel Fisher failed to conduct adequate due diligence as to TNP and

the TNP 2008 [Participating Notes Program].”  Id. ¶ 84.  This failure was in part because

Berthel Fisher made commissions as high as 9% and received a 1% due diligence fee for

its role in relation to the TNP 2008 Participating Notes Program.  Id. ¶ 88.  In addition,

Berthel Fisher entered into an indemnification agreement with the TNP 2008 Participating

Notes Program, providing that the TNP 2008 Participating Notes Program would

indemnify Berthel Fisher from civil liabilities, including liabilities under the Securities Act,

arising out of or in relation to the TNP 2008 Participating Notes Program.  Id. ¶ 89. 

Finally, “Berthel Fisher’s ability to conduct adequate due diligence was further impaired

by the conflict of interest in which Berthel Fisher put itself when it, in effect, became an
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equity partner in the TNP 2008 [Participating Notes Program],” since it was “promised

10% of the TNP 2008 [Participating Notes Program]’s profits” “[f]or its role in promoting

the TNP 2008 [Participating Notes Program].”  Id. ¶¶ 89-90.

E.  Plaintiffs Invest in the TNP 2008 Participating Notes Program

The Memorandum required every investor in the TNP 2008 Participating Notes

Program, including Plaintiffs, “to acknowledge in writing that he [or she] had based his

[or her] decision to invest in the TNP 2008 [Participating Notes Program] on the

[Memorandum] and had relied ‘only on the information contained in said [Memorandum]

and ha[d] not relied upon any representations made by any other person.’”  Id. ¶ 97. 

From December 2008 to March 2010, over 200 investors, including Plaintiffs, invested

in the TNP 2008 Participating Notes Program and relied on the Memorandum.  The TNP

2008 Participating Notes Program raised $26,224,903 from investors through the use of

the misleading Memorandum.  Hanson invested $75,000 in the TNP 2008 Participating

Notes Program.  Prior to making his investment, Hanson received the Memorandum and

made his investment in reliance on the information in the Memorandum, which he believed

to be true and accurate.  Id. ¶ 100.

In 2012, the TNP 2008 Participating Notes Program defaulted on payments owed

to investors.  In the Memorandum, TNP guaranteed the investment and the interest on that

investment, but it failed to honor that guarantee.  On June 5, 2013, FINRA filed an “Order

Accepting Offer of Settlement” between the Department of Enforcement of FINRA and

Wendy Worcester.  Order Accepting Offer of Settlement (docket no. 1-1).   Worcester was2

the chief administrative officer at TNP and the co-chief compliance officer of TNP

Securities, LLP, a wholly owned subsidiary of TNP whose purpose was to “act as a

 The court notes that plaintiffs attached the Order Accepting Offer of Settlement2

to their original complaint (docket no. 1).  However, the amended Complaint supersedes
the original complaint and the Order Accepting Offer of Settlement, although referenced
in the Complaint, was not reattached. 
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wholesale broker-dealer for offerings of TNP and its affiliated entities.”  Id. at 3.  In the

Order Accepting Offer of Settlement, FINRA sanctioned Worcester for several violations,

including for failing to adequately investigate the TNP 2008 Participating Notes Program,

among other programs, before promoting them to investors.  Id. at 8-10.  Furthermore,

FINRA found that Worcester failed to conduct adequate due diligence with respect to the

TNP 2008 Participating Notes Program offering because “the representations in the

[Memorandum] regarding the financial condition of TNP had become materially

misleading in that they failed to disclose adequately the true deteriorating financial

condition of TNP and its ability to fulfill its obligations regarding guaranty of principal and

interest.”  Id. at 9.

VI.  SECURITIES LAW VIOLATIONS (COUNTS I, II ,VII AND VIII)

A.  Did Berthel Fisher Have a Duty to Disclose and/or Investigate?

In the Complaint, Plaintiffs allege that Berthel Fisher “assisted in the promotion of

several TNP programs as a [m]anaging [b]roker-[d]ealer, underwriter, and/or retail

broker.”  Complaint ¶ 31.  With respect to the TNP 2008 Participating Notes Program,

Plaintiffs allege that “Berthel Fisher oversaw the securities offering for the TNP 2008

[Participating Notes Program] to investors, as [m]anaging [b]roker-[d]ealer and

underwriter.”  Id. ¶ 40; see also id. ¶ 83 (“As the underwriter and [m]anaging [b]roker-

[d]ealer for the TNP 2008 [Participating Notes Program], Berthel Fisher received a 1%

‘due diligence’ fee of the TNP 2008 offering proceeds, which proceeds totaled over $26

million.”); id. ¶ 92 (“In its capacity of [m]anaging [b]roker-[d]ealer and underwriter of

the TNP 2008 [Participating Notes Program] offering of securities to investors, including

Plaintiff, Berthel Fisher, directly and/or through its agents, approached the TNP 2008

[Participating Notes Program] investors, including Plaintiff, distributed the . . .

[Memorandum] to them, and offered and sold them securities issued by the TNP 2008

[Participating Notes Program].”).  In addition, the Memorandum states that the TNP 2008
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Participating Notes Program

[n]otes will be offered and sold on a ‘best efforts’ basis by
broker-dealers, or the Selling Group, who are members of . . .
FINRA.  Berthel Fisher . . . , a member of FINRA, will act
as managing broker-dealer, and will receive a managing
broker-dealer fee of 2.0% of the gross proceeds of the
Offering . . . selling commissions of up to 7% of the Gross
Proceeds and a nonaccountable marketing and due diligence
allowance of 1.0% of the Gross Proceeds.

Memorandum at 5 n.1.  According to Plaintiffs, Berthel Fisher failed to conduct adequate

due diligence and failed “to adequately investigate . . . red flags” “surrounding both TNP

and the TNP 2008 [Participating Notes Program].”  Complaint ¶¶ 87, 85.

1. Parties’ arguments

In the Motion, Defendants contend that the court should dismiss Plaintiffs’ claims

in Counts I, II, III, IV, V, VII, VIII, IX and X  because they owed no duty to Plaintiffs. 3

Defendants assert that they were under no duty to disclose to Plaintiffs because, although

a duty to disclose may arise “as a result of prior statements—i.e., as necessary to ensure

that prior statements are ‘not misleading,’” or when there is a fiduciary relationship

between the parties, neither of these situations is present in the instant case because

Defendants did not make the alleged misrepresentations in the Memorandum—TNP

did—and because Plaintiffs failed to sufficiently plead that Defendants oversaw the offering

or acted as an underwriter.  Brief in Support of the Motion (docket no. 22-1) at 18-19. 

Defendants further contend that an underwriter refers to “those who purchase securities

from an issuer with a view to the distribution of any security, as well as anyone who

participates directly or indirectly in any such undertaking.”  Id. at 19 n.3 (citing In re

Lehman Bros. Sec. & ERISA Litig., 681 F. Supp. 2d. 495, 499 (S.D.N.Y. 2010), aff’d,

 Accordingly, this defense applies to several Plaintiffs’ claims that do not assert3

securities law violations.  Nonetheless, the court finds it appropriate to discuss this defense
here and will refer back to this section when it addresses those claims infra.
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In re Lehman Bros. Mortgage-Backed Sec. Litig., 650 F.3d 167 (2d Cir. 2011)). 

According to Defendants, Berthel Fisher was not an underwriter because the TNP 2008

Participating Notes Program notes were solely issued by TNP and/or the TNP 2008

Participating Notes Program, not Defendants.  In the Reply, Defendants further argue that

Berthel Fisher is not an underwriter because this case involves a private securities offering,

not a public offering, and, thus, Berthel Fisher cannot qualify as an underwriter. 

Furthermore, Defendants argue that, even if Berthel Fisher was an underwriter to the TNP

2008 Participating Notes Program, Defendants were not required to conduct a due

diligence investigation on the offering.  Rather, Berthel Fisher “was the [m]anaging

[b]roker-[d]ealer for the [TNP 2008 Participating Notes Program].  There is no ‘special

relationship’ arising out of this role.”  Id. at 20. 

In the Resistance, Plaintiffs contend that Berthel Fisher acted as the underwriter for

the TNP 2008 Participating Notes Program securities offering and that Defendants’ attempt

to distinguish a “managing broker-dealer” from an “underwriter” is a “distinction without

a difference” because the terms “are used interchangeably in the securities industry in

connection with the issuance of securities.”  Resistance at 12.  Plaintiffs argue that

“Berthel Fisher meets or exceeds the ‘broad’ definition of underwriter with respect to the

TNP 2008 [Participating Notes Program] offering” because the Memorandum “explicitly

states that” the notes would be offered on a best efforts basis with Berthel Fisher acting

as the managing broker-dealer and because Berthel Fisher’s actual role in the TNP 2008

Participating Notes Program indicated that it acted as an underwriter because: (1)“it

undertook to offer and sell the TNP 2008 securities ‘on a best efforts basis’”; (2) “it was

paid a managing broker-dealer fee, a marketing allowance, due diligence fees, and

organizational and offering expenses”; and (3) “it recruited, organized, [and] managed a

selling group of broker-dealers that helped it promote the [TNP 2008 Participating Notes

Program] to” investors and “negotiated their selling agreements.”  Id. at 13.  In light of
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its underwriter status, then, Plaintiffs contend that Berthel Fisher owed investors due

diligence and disclosure duties.  

Plaintiffs also argue that Berthel Fisher owed Plaintiffs a duty because: (1) Plaintiffs

“were the foreseeable victims of the harm arising out of the TNP 2008 [Participating Notes

Program], which Berthel Fisher promoted to them”; (2) Plaintiffs “were the third-party

beneficiaries of the due diligence duties Berthel Fisher undertook for the TNP 2008

[Participating Notes Program] offering”; and (3) the shingle theory imposes a duty on

Berthel Fisher.  Resistance at 20.  In the Reply, Defendants argue that Plaintiffs are not

third-party beneficiaries under the Memorandum because Berthel Fisher “is not a party to,

and has no obligations under” the Memorandum.  Reply at 2.  Defendants also argue that

the shingle theory does not apply to this case because “Hanson was not [Berthel Fisher]’s

customer, and [Berthel Fisher] made no recommendations to Hanson.”  Id. at 4.

2. Applicable law

The Securities Act of 1933 defines an “underwriter” as:

[A]ny person who has purchased from an issuer with view to,
or offers or sells for an issuer in connection with, the
distribution of any security, or participates or has a direct or
indirect participation in any such undertaking, or participates
or has a participation in the direct or indirect underwriting of
any such undertaking; but such term shall not include a person
whose interest is limited to a commission from an underwriter
or dealer not in excess of the usual and customary distributors’
or sellers’ commission.  As used in this paragraph the term
“issuer” shall include, in addition to an issuer, any person
directly or indirectly controlling or controlled by the issuer, or
any person under direct or indirect common control with the
issuer.

15 U.S.C. § 77b(11); see also In re Lehman Bros. Sec. & ERISA Litig., 681 F. Supp. 2d.

at 499 (holding that two rating agencies, Moody’s and Standard & Poor’s, were not

underwriters within the meaning of the 1933 Securities Act because the rating agencies did
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not “participate[] in the relevant ‘undertaking’—that of purchasing the securities . . . at

issue . . . ‘from the issuer with a view to their resale’” (quoting 15 U.S.C. § 77b(11)));

Cal. Corp. Code § 25022 (“‘Underwriter’ means a person who has agreed with an issuer

or other person on whose behalf a distribution is to be made (a) to purchase securities for

distribution or (b) to distribute securities for or on behalf of such issuer or other person or

(c) to manage or supervise a distribution of securities for or on behalf of such issuer or

other person.”).  For the purposes of the Securities Act of 1933, an underwriter includes

those who conduct both firm commitment and best efforts underwritings.  Dale v.

Rosenfeld, 229 F.2d 855, 857 (2d Cir. 1956) (stating that the definition of an

“underwriter” pursuant to 15 U.S.C. § 77b(11) “includes a best efforts underwriting as

well as a firm commitment” (internal quotation marks omitted)).  “In a ‘best efforts’

underwriting, the underwriter undertakes to sell the offering to the public but assumes no

responsibility for any shares not sold.”  SEC v. Coven, 581 F.2d 1020, 1022 n.2 (2d Cir.

1978) (citing Jennings & Marsh, Securities Regulation 75 (3d ed. 1972)).  In comparison,

a “firm commitment” underwriting is where “the underwriter assumes the risk of loss on

the unsold portion of the distribution.”  Id.

Federal courts recognize that underwriters have an obligation to investigate an

issuer.  SEC v. Dain Rauscher, Inc., 254 F.3d 852, 858 (9th Cir. 2001) (holding that the

underwriter “had a duty to make an investigation that would provide him with a reasonable

basis for a belief that the key representations in the statements provided to the investors

were truthful and complete” (citing Sanders v. John Nuveen & Co., 554 F.2d 790, 793

(7th Cir. 1977) (recognizing that an underwriter has a duty to investigate an issuer, and

that a reckless failure to do so may give rise to 10b-5 liability)).  “An underwriter must

investigate and disclose material facts that are known or ‘reasonably ascertainable.’”

Dolphin & Bradbury, Inc. v. SEC, 512 F.3d 634, 641 (D.C. Cir. 2008) (quoting

Municipal Securities Disclosure, Exchange Act Release No. 26,100, 41 SEC Docket 1131

18

Case 1:13-cv-00067-LRR   Document 32   Filed 05/29/14   Page 18 of 72



(Sept. 22, 1988), 1988 WL 999989, at *20).  “[T]he securities laws impose a special duty

on underwriters to perform a so-called ‘due diligence’ investigation of the issuer of any

securities they underwrite.”  Bass v. Janney Montgomery Scott, Inc., 210 F.3d 577, 587

(6th Cir. 2000).

A private placement offering, although exempt from the registration requirements

under Section 5 of the Securities Act of 1933, is not exempt from the anti-fraud provisions

of the federal securities laws.  See FINRA Regulatory Notice 10-22, Obligation of Broker-

Dealers to Conduct Reasonable Investigations in Regulation D Offerings (April 2010),

avai lab le  a t  h t tp : / /www.f inra .org/web/groups/ indus t ry/@ip/@reg/

@notice/documents/notices/p121304.pdf.  

The [SEC] and federal courts have long held that a [broker-
dealer] that recommends a security is under a duty to conduct
a reasonable investigation concerning that security and the
issuer’s representations about it.  This duty emanates from the
[broker dealer’s] “special relationship” to the customer, and
from the fact that in recommending the security, the [broker-
dealer] represents to the customer “that a reasonable
investigation has been made and that [its] recommendation
rests on the conclusions based on such investigation.”

Id. at 3 (footnotes omitted) (quoting Hanly v. SEC, 415 F.2d 589, 597 (2d Cir. 1969)); see

also Bass, 210 F.3d at 582 (“As underwriter of the private placement of securities . . . [the

underwriter] was required to perform a ‘due diligence’ investigation of [the issuer].”); id.

at 587 (“[B]ecause [the defendant] was the lead underwriter for the private placement of

[the securities] . . . [the defendant] was under a statutorily imposed duty to perform due

diligence on [the issuer].”); Livid Holdings Ltd. v. Salomon Smith Barney, Inc., 416 F.3d

940, 950 (9th Cir. 2005) (reversing the district court’s dismissal of a complaint alleging

securities fraud pursuant to Rule 10b-5 against defendants, who helped the issuer of the

securities arrange a private placement of $25 million of its stock).
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3. Application

The court finds that Plaintiffs have alleged sufficient facts in the Complaint to

support a finding at this stage of the litigation that Berthel Fisher acted as an underwriter

for the TNP 2008 Participating Notes Program and owed Plaintiffs a duty to investigate

and/or a duty to conduct due diligence as to TNP and/or the TNP 2008 Participating Notes

Program.  Plaintiffs have alleged that Berthel Fisher “participate[d] or ha[d] a direct or

indirect participation in . . . [the] undertaking” of “purchas[ing] from [TNP] with a view

to, or offer[ed] or s[old] for [TNP] in connection with, the distribution of” the TNP 2008

Participating Notes Program notes.  15 U.S.C. § 77b(11).  Moreover, the court finds

Defendants’ argument that a private placement offering disposes of any potential liability

for Berthel Fisher to conduct an investigation into the TNP 2008 Participating Notes

Program offering and/or TNP as well as liability for the alleged misrepresentations in the

Memorandum to be without merit.  See FINRA Regulatory Notice 10-22 (providing that

a broker dealer in a private offering is still obligated to conduct a reasonable investigation).

Defendants rely on the Eighth Circuit Court of Appeals’s analysis in Ackerberg v.

Johnson, 892 F.2d 1328, 1335 (8th Cir. 1989) to support their argument that Berthel

Fisher is not liable as an underwriter.  Reply at 2.  However, in Ackerberg, the Eighth

Circuit found that the defendant was not an underwriter for registration purposes (i.e.,

pursuant to §§ 4(1) and (5) of the Securities Act of 1933, 15 U.S.C. §§ 77d(a)(1) and 77e)

because no distribution occurred.  Ackerberg, 892 F.2d at 1335.  The Eighth Circuit noted

in its discussion on whether the defendant was an underwriter that it was not addressing

the plaintiff’s “§ 12(2) 1933 Act claim against [the defendant] . . . .  The § 4(1) exemption

is irrelevant to the [§ 12(2)] claim, which is based on misrepresentation.”  Id. at 1334 n.3. 

In other words, the Eighth Circuit’s holding that the defendant was not an underwriter

pursuant to § 4(1) was irrelevant for purposes of the anti-fraud provisions of the Securities

Act of 1933.  Id.  Furthermore, as discussed above, the anti-fraud provisions apply to
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securities transactions that do not involve a public offering.  See, e.g., Bass, 210 F.3d at

582. 

In addition, the court is not persuaded by the authority that Defendants rely on to

support their claim that, even if Berthel Fisher was an underwriter, Defendants owed no

duty to Plaintiffs.  See Brief in Support of the Motion at 19 n.3 (citing In re Enron Corp.

Securities, Derivative & ERISA Litig., 761 F. Supp. 2d 504, 571-73 (S.D. Tex. 2011)

(finding that a defendant bank was not liable for securities fraud, in part, because it owed

the plaintiffs no duty to disclose, where the defendant was not an underwriter and the

plaintiffs “[did] not even plead that they saw or read” an analyst report authored by the

defendant, “[n]or did one of [the defendant’s] analysts address, no less recommend,” the

securities at issue, and because the plaintiffs did not allege that the defendant made or

participated in the preparation of the allegedly misleading offering documents)). 

Accordingly, the court is satisfied that, for purposes of the Motion seeking dismissal under

Rule 12(b)(6), Berthel Fisher acted as an underwriter for the TNP 2008 Participating Notes

Program and owed Plaintiffs a duty to investigate and/or a duty to conduct due diligence

as to TNP and/or the TNP 2008 Participating Notes Program.  In light of this finding, the

court finds it unnecessary to address whether Berthel Fisher owed any duties to Plaintiffs

as third-party beneficiaries or pursuant to the shingle theory.  However, the court notes

that Plaintiffs’ additional arguments on these grounds bolster the court’s finding that

dismissal is not warranted because Plaintiffs sufficiently alleged that Berthel Fisher owed

Plaintiffs a duty to investigate and/or to conduct due diligence as to TNP and/or the TNP

2008 Participating Notes Program.

B.  Is Berthel Fisher the “Maker” of the Alleged Misrepresentations?

In the Motion, Defendants argue that the court should dismiss Plaintiffs’ claims in
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Counts I, II, III, IV, VII, VIII and IX  of the Complaint because Defendants are not liable4

for the alleged misrepresentations in the Memorandum because, “[a]s a matter of law, all

of the alleged misrepresentations contained in the [Memorandum] are attributed to TNP

and the [TNP 2008 Participating Notes Program], and not to Defendants.”  Motion at 17. 

According to Defendants, such liability falls solely on TNP and the TNP 2008

Participating Notes Program.  Defendants further argue that the court should rely on the

United States Supreme Court’s analysis in Janus Capital Grp., Inc. v. First Derivative

Traders, __ U.S. __, 131 S. Ct. 2296 (2011).  Defendants recognize that, in Janus, the

Supreme Court considered a claim pursuant to federal securities laws and regulations, but

contend that “[t]he federal securities laws are materially similar” to California

Corporations Code sections 25401 and 25400 and Iowa Code sections 502.501 and

502.501A and, accordingly, the court should be persuaded by the Supreme Court’s

analysis in Janus.  Motion at 16.  Plaintiffs do not specifically address this argument. 

Rather, Plaintiffs assert that Defendants are liable pursuant to alternative legal theories that

impose a duty on Defendants to disclose and to perform due diligence.

As a preliminary matter, the court agrees with Defendants’ assertion that federal

cases construing federal securities laws are persuasive authority when interpreting

California and Iowa securities laws.  See Viterbi v. Wasserman, 123 Cal. Rptr. 3d 231,

239 (Cal. Ct. App. 2011) (“[F]ederal cases construing federal securities laws are

persuasive authority when interpreting [California] state securities law.”).  Furthermore,

California courts have recognized that California Corporations Code sections 25401 and

25504 “are modeled after section 12(2) of the Securities Act of 1933 (15 U.S.C. § 77L et

seq.).”  Id.; see also Moreland v. Dep’t of Corps., 239 Cal. Rptr. 558, 561 (Cal. Ct. App.

 Accordingly, Defendants assert that this defense applies to all of Plaintiffs’ claims4

pursuant to the securities laws as well as Plaintiffs’ fraudulent inducement and negligent
misrepresentation claims.  The court finds it appropriate to address this defense before
addressing those specific claims, and will refer back to this section, infra, as needed.
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1987) (“The California Corporate Securities Law was patterned after the federal Securities

Act of 1933.”).

Similarly, Iowa courts look to federal courts’ interpretation of federal securities

laws for guidance in interpreting Iowa securities laws.  See State ex rel. Miller v. Pace,

677 N.W.2d 761, 767 n.2 (Iowa 2004) (“Because [Iowa’s] securities law is somewhat

patterned after federal securities law, we look to federal decisions for guidance in

interpreting our state statute.”); State ex rel. Goettsch v. Diacide Distribs., Inc., 561

N.W.2d 369, 372 (Iowa 1997) (“[Iowa’s] securities statute is modeled somewhat after the

Securities Exchange Act of 1934.  Therefore, cases interpreting the 1934 Securities

Exchange Act are persuasive.” (citation omitted)).  This reliance is somewhat tempered

“by the differing purposes of federal and state securities laws.”  State ex rel. Miller, 677

N.W.2d at 767 n.2.  “‘The suppression of fraudulent practices and the protection of the

public from their own gullibility are commonly accepted as the primary purposes of Blue

Sky Laws.’”  Id. (quoting Lolkus v. Vander Wilt, 141 N.W.2d 600, 603 (Iowa 1966)); see

also Midwest Mgmt. Corp. v. Stephens, 291 N.W.2d 896, 901 (Iowa 1980) (“The general

purpose of [Iowa’s securities laws] is to protect the public from deceit perpetrated in the

sale of securities . . . [and] should be liberally construed to effectuate their purpose.”). 

However, the federal securities laws “have the ‘broader purpose of protecting the integrity

of the increasingly nationalized [securities] market.’”  State ex rel. Miller, 677 N.W.2d

at 767 n.2 (alteration in original) (quoting King v. Pope, 91 S.W.3d 314, 320 (Tenn.

2002)).  In light of the foregoing, the court will consider other federal courts’ application

of the federal securities laws in construing the California and Iowa securities laws in the

instant case.

In Janus, the plaintiffs, a class of stockholders in Janus Capital Group, Inc.

(“JCG”), sued JCG and its wholly owned investment advisor subsidiary, Janus Capital
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Management LLC (“JCM”), pursuant to SEC Rule 10b-5  for alleged misstatements in a5

prospectus that Janus Investment Fund, a separate entity owned by mutual fund investors,

issued.  Janus, 131 S. Ct. at 2299.  The issue in Janus was whether JCM “made” the

statements in the prospectus, rendering it liable under Rule 10b-5.  Id. at 2301.  The

Supreme Court reasoned that, under Rule 10b-5, “the maker of a statement is the entity

with authority over the content of the statement and whether and how to communicate it.” 

Id. at 2303.  Although the Supreme Court recognized that JCM may have helped draft the

prospectus, it held that JCM was not the “maker” of the statements because the prospectus

was not attributed to JCM and JCM’s “assistance” in drafting the prospectus was “subject

to the ultimate control of Janus Investment Fund.”  Id. at 2305.  Rather, Janus Investment

Fund filed the prospectus and ultimately controlled the content of the prospectus and was

therefore liable for any misstatements therein.  Id.

In the Complaint, Plaintiffs assert that “Defendants participated in the preparation

of the [Memorandum].”  Complaint ¶ 64.  Plaintiffs do not assert, in the Complaint or in

their briefs, that Defendants had the ultimate authority over the content in the

Memorandum.  Moreover, the Memorandum states that TNP “shall have full, exclusive

and complete discretion to manage and control the business and affairs of the [TNP 2008

Participating Notes Program].”  Memorandum at 90.

The court finds that, to the extent that the laws under which Plaintiffs assert their

 Rule 10b-5 makes it unlawful “[t]o make any untrue statement of a material fact5

or to omit to state a material fact necessary in order to make the statements made, in light
of the circumstances under which they were made, not misleading.”  17 C.F.R. § 240.10b-
5(b).  Cf. Cal. Corp. Code § 25400(d) (making it unlawful for “a broker-dealer or other
person selling or offering for sale” a security “to make . . . any statement which was, at
the time and in the light of the circumstances under which it was made, false or misleading
with respect to any material fact, or which omitted to state any material fact necessary in
order to make the statements made, in the light of the circumstances under which they
were made, not misleading”).  Rule 10b-5, promulgated under §10(b) the Securities
Exchange Act of 1934, is one of the primary ways the SEC targets securities fraud.
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claims require that Defendants made the misrepresentations in the Memorandum, the

Supreme Court’s analysis in Janus is persuasive.  Defendants’ alleged “participation in the

preparation,” Complaint ¶ 64, of the Memorandum is not sufficient to support an

allegation that Defendants made the misrepresentations in the Memorandum.  See Janus,

131 S. Ct. at 2303 (“[T]he maker of a statement is the entity with authority over the

content of the statement and whether and how to communicate it.”).  However, the court

finds this does not, on its own, necessarily support dismissal of Counts I, II, III, IV, VII,

VIII and IX.  Rather, the court will bear this analysis in mind as it addresses each claim

and, to the extent that a claim requires a finding that Defendants were the makers of the

misrepresentations in the Memorandum, the court will dismiss that claim. 

C.  The Bespeaks Caution Doctrine

1. Parties’ arguments

Defendants argue that the court should dismiss each of Plaintiffs’ claims alleging

securities law violations in Counts I, II, VII and VIII pursuant to the “bespeaks caution

doctrine.”   Brief in Support of the Motion at 21.  According to Defendants, the6

Memorandum “is replete with disclosures about the issuer ([the TNP 2008 Participating

Notes Program]) and its guarantor (TNP). . . .  Those disclosures rendered the

misrepresentations alleged in the [Complaint] immaterial as a matter of law.”  Id. at 21-22. 

The disclosures that Defendants assert render any alleged misrepresentations or omissions

immaterial 

addressed risks attendant to the investment, the guarantor, and

 Because Defendants argue that this defense applies to each of Plaintiffs’ claims6

alleging a violation of the securities laws, the court shall address it before addressing those
claims specifically.  Plaintiffs claims under the securities laws are pursuant to both
California and Iowa law, however, because it appears that the bespeaks caution doctrine
applies in the same way to claims brought under either California or Iowa securities laws,
and the parties do not contend otherwise, the court will analyze the bespeaks caution
doctrine generally.
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disclosed TNP’s sole and absolute discretion concerning the
operation of the business.  Those disclosures indicated that the
financial statements included with the [Memorandum] were not
verified by an independent third party.  Those disclosures
advised, and all investors agreed as a condition of their
participation, to rely upon their own examination (not [Berthel
Fisher’s]) in deciding whether to invest in the [TNP 2008
Participating Notes Program].

Id. (emphasis omitted).  It then follows, according to Defendants, that since materiality is

an essential element of Plaintiffs’ securities law claims, the court should dismiss them.

Defendants address the disclosures and cautionary statements in the Memorandum

more specifically in the Brief in Support of the Motion at 12-14.  Defendants cite the

following cautionary language and risk factors in the Memorandum: (1) “[F]orward-

looking statements [in the Memorandum] are subject to risks, uncertainties and

assumptions about the [TNP 2008 Participating Notes Program’s] operations and

investments.”  Memorandum at 17; (2) “An investment in the Notes is speculative and is

suitable only for persons who are able to evaluate the risks of the investment . . . [and]

bear the risk of and withstand the total loss of their investment.”  Id. at 18; (3) “There is

no assurance that the cash flow, profits or capital of the [TNP 2008 Participating Notes

Program] will be sufficient to pay all interest and repay principal on the Notes in a timely

manner or at all or that the [TNP 2008 Participating Notes Program] will be profitable.” 

Id.; (4) “If TNP is required to perform on [a guarantee related to an affiliate program] or

future guarantees on other debt obligations or otherwise experiences an adverse financial

event, it is possible that TNP may not have sufficient funds or resources to manage TNP

or perform under its guaranty of the Notes.”  Id.; (5) The Memorandum states that the

Balance Sheet is “unaudited.”  Id.; (6) Neither TNP nor the TNP 2008 Participating Notes

Program are “obligated to refrain from engaging in activities or transactions that involve

a conflict of interest, which favor the interests of [TNP] over the interests of the

Noteholders or which are otherwise adverse to Noteholders, unless such activities or
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transactions are specifically prohibited.”  Id. at 20; and (7) The TNP 2008 Participating

Notes Program has the power to “fund loans to or equity investments in [TNP] or its

Affiliates.”  Id. at 88.

In the Resistance, Plaintiffs argue that the bespeaks caution doctrine does not apply

to the alleged securities violations because the misrepresentations and material omissions

in the Memorandum “pertain[] to contemporary facts and not forward-looking statements,

and the supposedly cautionary statements and risk disclosures were too general, did not

adequately disclose the risks, and did not directly address the substance of the

misrepresentations alleged in the” Complaint.  Resistance at 17.  Specifically, according

to Plaintiffs, “the proffered guarantee was worthless when given[ because] TNP’s default

had already occurred, TNP’s financials were already deteriorating, and TNP’s financial

statement attached to the [Memorandum] was already outdated and misleading.”  Id. at 17-

18 (footnotes omitted).  Thus, Plaintiffs contend that the court should deny the Motion to

the extent that it requests that the court dismiss their claims brought under the securities

laws pursuant to the bespeaks caution doctrine.

2. Applicable law7

The Eighth Circuit has described the bespeaks caution doctrine as follows:

[W]hen an offering document’s forecasts, opinions or

 In discussing the relevant law on the bespeaks caution doctrine, the parties cite7

cases applying federal and state securities laws within the 8th and 9th Circuit Courts of
Appeals interchangeably.  It appears to the court, and the parties do not dispute, that the
relevant law is substantially the same.  See Sitrick v. Citigroup Global Mkts., Inc., No. CV
05-3731 AHM (PJWx), 2009 WL 1298148, at *8 n.18 (C.D. Cal. April 30, 2009)
(quoting Employers Teamsters Local Nos. 175 and 505 Pension Trust Fund v. Clorox Co.,
353 F.3d 1125, 1132 (9th Cir. 2004), and applying the bespeaks caution doctrine to
allegations pursuant to California Corporations Code sections 25400 and 25401, noting that
“[t]he [b]espeaks [c]aution doctrine is not restricted to federal securities laws”).  The court
is unaware of any cases, and the parties cite none, applying the bespeaks caution doctrine
to a claim pursuant to Iowa Code sections 502.501 or 502.501A. 
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projections are accompanied by meaningful cautionary
statements, the forward-looking statements will not form the
basis for a securities fraud claim if those statements did not
affect the “total mix” of information the document provided
investors.  In other words, cautionary language, if sufficient,
renders the alleged omissions or misrepresentations immaterial
as a matter of law.

Parnes v. Gateway 2000, Inc., 122 F.3d 539, 548 (8th Cir. 1997) (quoting In re Donald

J. Trump Casino Sec. Litig.–Taj Mahal Litig., 7 F.3d 357, 371 (3d Cir. 1993)) (applying

the bespeaks caution doctrine to alleged violations of federal securities laws).  “The

cautionary language must ‘relate directly to that which plaintiffs claim to have been

misled.’”  Id. (quoting Kline v. First W. Gov’t Sec., Inc., 24 F.3d 480, 489 (3d Cir.

1994)).  

Similarly, the Ninth Circuit Court of Appeals has stated that “‘[t]he bespeaks

caution doctrine provides a mechanism by which a court can rule as a matter of law

(typically in a motion to dismiss . . . ) that defendants’ forward-looking representations

contained enough cautionary language or risk disclosure to protect the defendant against

claims of securities fraud.’”  Employers Teamsters Local Nos. 175 and 505 Pension Trust

Fund v. Clorox Co., 353 F.3d 1125, 1132 (9th Cir. 2004) (quoting In re Worlds of Wonder

Sec. Litig., 35 F.3d 1407, 1413 (9th Cir. 1994)) (addressing a plaintiff’s claims pursuant

to sections 25400 and 25401).  “[T]he ‘bespeaks caution’ doctrine has developed to address

situations in which optimistic projections are coupled with cautionary language—in

particular, relevant specific facts or assumptions—affecting the reasonableness of reliance

on and the materiality of those projections.”  In re Worlds of Wonder Sec. Litig., 35 F.3d

at 1414 (quoting Rubinstein v. Collins, 20 F.3d 150, 167 (5th Cir. 1994)).  “‘Blanket

warnings that securities involve a high degree of risk [are] insufficient to ward against a

federal securities fraud claim.’”  Provenz v. Miller, 102 F.3d 1478, 1493 (9th Cir. 1996)

(alteration in original) (quoting In re Worlds of Wonder Sec. Litig., 35 F.3d at 1414).  
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“A dismissal of a securities fraud complaint under Rule 12(b)(6) should be granted

under the bespeaks caution doctrine only where ‘the documents containing defendants’

challenged statements include enough cautionary language or risk disclosure that

reasonable minds could not disagree that the challenged statements were not misleading.’” 

Parnes, 122 F.3d at 548 (quoting Fecht v. Price Co., 70 F.3d 1078, 1082 (9th Cir. 1995));

see also Va. Bankshares, Inc. v. Sandberg, 501 U.S. 1083, 1097 (1991) (“[N]ot every

mixture with the true will neutralize the deceptive.  If it would take a financial analyst to

spot the tension between the one and the other, whatever is misleading will remain

materially so, and liability should follow.”); Livid Holdings Ltd., 416 F.3d at 947

(“Dismissal on the pleadings under the bespeaks caution doctrine . . . requires a stringent

showing . . . .”); Fecht, 70 F.3d at 1082 (“Inclusion of some cautionary language is not

enough to support a determination as a matter of law that defendants’ statements were not

misleading.”).

3. Application

As noted above, “[a] dismissal of a securities fraud complaint under Rule 12(b)(6)

should be granted under the bespeaks caution doctrine only where ‘the documents

containing defendants’ challenged statements include enough cautionary language or risk

disclosure that reasonable minds could not disagree that the challenged statements were not

misleading.’”  Parnes, 122 F.3d at 548 (quoting Fecht, 70 F.3d at 1082).  The court finds

that, at the very least, “reasonable minds” could disagree as to whether the “total mix” of

information in the Memorandum is misleading.  But cf. Parnes, 122 F.3d at 548 (affirming

the district court’s dismissal of the plaintiffs’ securities fraud claims pursuant to the

bespeaks caution doctrine where the defendant company’s cautionary statements, which

stated that, “[i]n the future, the [c]ompany may be required to collect sales and use taxes

or to pay state income tax and franchise taxes in states other than South Dakota” directly

addressed the substance of the plaintiffs’ allegation that the company faced potential tax
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liability in states other than South Dakota); McGonigle v. Combs, 968 F.2d 810, 817 (9th

Cir. 1992) (affirming the district court’s grant of summary judgment in favor of the

defendants where the offering documents contained “specific disclaimers” and the alleged

misrepresentations were “openly hypothetical [in] nature”).  Unlike in Parnes, the

cautionary language that Defendants point to does not directly and specifically address the

substance of each of the misrepresentations and omissions that Plaintiffs allege.  Unlike

in McGonigle, the alleged misrepresentations and omissions are not hypothetical in nature.

Furthermore, the alleged misrepresentations that Plaintiffs point to contain more than

merely “optimistic projections” that the bespeaks caution doctrine was developed to

address.  In re Worlds of Wonder Sec. Litig., 35 F.3d at 1414 (quoting Rubinstein, 20 F.3d

at 167); see, e.g., Complaint ¶¶ 72, 75 (alleging that the Memorandum failed to disclose

“TNP’s rapidly deteriorating financial situation” and “that the TNP Balance Sheet did not

accurately reflect TNP’s finances”).

In the Complaint, Plaintiffs allege the existence of numerous material misstatements

and omissions in the Memorandum.  See Complaint ¶¶66-82.   The language from the8

Memorandum that the Defendants cite is broad and is not specific enough to render the

alleged misrepresentation immaterial at this point in the litigation.  Furthermore, when

considered in its entirety, at least some of the language that Defendants rely on conflicts

with other portions of the Memorandum.  Compare Memorandum at 12 (asserting that the

TNP 2008 Participating Notes Program “will use the net proceeds from the Offering

primarily to fund or invest, directly or indirectly, in real estate and real-estate related

debt”), with id. at 88 (providing that the TNP 2008 Participating Notes Program has the

power to “fund loans to or equity investments in [TNP] or its Affiliates”).  Thus, a factual

 The court notes that “[t]he bespeaks caution doctrine is, as an analytical matter,8

equally applicable to allegations of both affirmative misrepresentations and omissions.” 
In re Donald J. Trump Casino Sec. Litigation, 7 F.3d at 371.
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question exists as to whether the “total mix” of the language in the Memorandum is

materially misleading.  See Parnes, 122 F.3d at 548 (quoting In re Donald J. Trump

Casino Sec. Litig., 7 F.3d at 357).  Moreover, Plaintiffs allege that “the proffered

guarantee was worthless when given, TNP’s default had already occurred, TNP’s

financials were already deteriorating, and TNP’s financial statement attached to the

[Memorandum] was already outdated and misleading.”  Resistance at 17-18 (footnotes

omitted).  Therefore, Plaintiffs assert that some of the alleged misrepresentations were

false when made.  See In re First Am. Ctr. Sec. Litig., 807 F. Supp. 326, 333 (S.D.N.Y.

1992) (holding that the disclaimers in a private placement Memorandum that bespeak

caution “do not necessarily shield a defendant from liability and are insufficient to sustain

a motion to dismiss, if plaintiffs allege particular facts demonstrating the defendant knew

that such statements were false at the time they were made”).  

After reviewing the entire record, including the Memorandum, the court finds that

the disclosures and cautionary language contained therein are not sufficient to render the

alleged misrepresentations and omissions immaterial as a matter of law.  See Provenz, 102

F.3d at 1493 (“‘Blanket warnings that securities involve a high degree of risk [are]

insufficient to ward against a federal securities fraud claim.’” (alteration in original)

(quoting In re Worlds of Wonder Sec. Litig., 35 F.3d at 1414)); Fecht, 70 F.3d at 1082

(“Inclusion of some cautionary language is not enough to support a determination as a

matter of law that defendants’ statements were not misleading.”).  Furthermore, the

alleged misstatements, including the allegedly inaccurate Balance Sheet, the failure to

disclose TNP’s deteriorating financial conditions and the failure to disclose that proceeds

would be used to pay distributions to earlier investors in the TNP 2008 Participating Notes

Program, rather than for real estate investments, are not the “optimistic projections” that

the bespeaks caution doctrine seeks to address.  See In re Worlds of Wonder Sec. Litig.,

35 F.3d at 1414 (quoting Rubinstein, 20 F.3d at 167).  Accordingly, the Motion is denied
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to the extent that it seeks dismissal of Plaintiffs’ claims in Counts I, II, VII and VIII

pursuant to the bespeaks caution doctrine.

D.  Count I

In Count I of the Complaint, Plaintiffs claim that Defendants violated California

Corporations Code section 25401, which states:

It is unlawful for any person, in connection with the offer,
sale, or purchase of a security, directly or indirectly, to do any
of the following: 

(a)  Employ a devise, scheme, or artifice to defraud.

(b)  Make an untrue statement of material fact or omit to state
a material fact necessary to make the statements made, in light
of the circumstances under which they were made, not
misleading.

(c)  Engage in an act, practice, or course of business that
operates or would operate as a fraud or deceit upon another
person.

Cal. Corp. Code § 25401.  Plaintiffs contend that Defendants violated this provision

because they “offered for sale and sold TNP 2008 Notes to Plaintiff[s] . . . through

numerous untrue statements of material fact[] as well as omissions of material fact[] in the

[Memorandum] regarding the use of investment proceeds and TNP’s history and financial

condition.”  Complaint ¶ 122.  Alternatively, and to the extent that Defendants are not

sellers within the scope of California Corporations Code section 25401, Plaintiffs contend

that Defendants violated California Corporations Code section 25504, which provides: 

Every person who directly or indirectly controls a person
liable under Section 25501  or 25503, every partner in a firm[9]

 Section 25501 provides that “[a]ny person who violates Section 25401 shall be9

liable to the person who purchases a security from him or sells a security to him . . .
(continued...)
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so liable, every principal executive officer or director of a
corporation so liable, . . . every employee of a person so liable
who materially aids in the act or transaction constituting the
violation, and every broker-dealer or agent who materially
aids in the act or transaction constituting the violation, are
also liable jointly and severally with and to the same extent as
such person, unless the other person who is liable had no
knowledge of or reasonable grounds to believe in the existence
of the facts by reason of which the liability is alleged to exist.

Cal. Corp. Code § 25504 (emphasis added).  Plaintiffs assert that Defendants violated this

provision because they “knowingly and materially aided in the acts or transactions

constituting violations of [section] 25401.”  Complaint ¶ 126.

In the Motion, Defendants argue that the court should dismiss Count I because

Defendants are not sellers within the meaning of California Corporations Code section

25401, Defendants are not liable for any alleged misstatements in the Memorandum,

Defendants are not the makers of the misrepresentations at issue, Defendants did not have

a duty to disclose information to Plaintiffs or investigate, there is no privity between

Plaintiffs and Defendants and Defendants did not materially aid in any securities law

violation.   10

(...continued)9

unless the defendant proves that the plaintiff knew the facts concerning the untruth or
omission or that the defendant exercised reasonable care and did not know . . . of the truth
or omission.”  Cal. Corp. Code § 25501.

 Because the court ultimately concludes that Plaintiffs’ claim in Count I can go10

forward pursuant to section 25504, for reasons more fully explained herein, Defendants’
arguments that Defendants are not the “makers” of the misrepresentations at issue and that
Defendants did not have a duty to disclose information to Plaintiffs are inapplicable to this
claim, because section 25504 imposes liability on “every broker-dealer or agent who
materially aids in the act or transaction constituting [a] violation” of section 25501.  Cal.
Corp. Code § 25504.  Plaintiffs do not have to allege that Defendants had a duty to
disclose with respect to a claim alleging that Defendants materially aided in a violation of

(continued...)
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1. Are Defendants sellers under California Corporations Code section 25401?

a. Parties’ arguments

In the Motion, Defendants contend that only sellers are liable pursuant to California

Corporations Code section 25401 and that strict privity is required between a plaintiff-

purchaser and defendant-seller for a seller to be liable under section 25401.  Defendants

further contend that they are not sellers because the Memorandum states that TNP is the

issuer of the TNP 2008 Notes and investors sent subscription agreements directly to the

TNP 2008 Participating Notes Program, which had the right to reject any investor

application.  Furthermore, Defendants contend that, even if Defendants were sellers, they

“did not sell any notes to Hanson[,] Hanson was not [Berthel Fisher’s] customer[,] . . .

there is no privity . . . and [section] 25501 does not apply.”  Brief in Support of the

Motion at 23.  In the Resistance, Plaintiffs contend that there is no privity requirement to

state a claim pursuant to California Corporations Code section 25400 and 25500.  11

Notably, Plaintiffs do not refute Defendants’ argument that Defendants did not sell any

notes to Plaintiffs.

b. Analysis

As provided above, section 25401 states that

[i]t is unlawful for any person, in connection with the offer,
sale, or purchase of a security, directly or indirectly, to . . .
[m]ake an untrue statement of material fact or omit to state a

(...continued)10

the securities laws.  Accordingly, the court finds it unnecessary to discuss these arguments
pursuant to Count I.

 In their Resistance, Plaintiffs do not claim that there is no privity requirement11

under section 25401, the provision under which Plaintiffs assert primary liability in their
claim in Count I.  Furthermore, although the case law that Plaintiffs rely on provides that
there is no privity requirement under section 25400, it does not suggest that privity is not
required under section 25401.
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material fact necessary to make the statements made, in light
of the circumstances under which they were made, not
misleading.

Cal. Corp. Code § 25401.  

The enforcement provision for this section is found in California Corporations Code

section 25501, which provides that “[a]ny person who violates [s]ection 25401 shall be

liable to the person who purchases a security from him or sells a security to him, who may

sue either for rescission or for damages.”  Cal. Corp. Code § 25501 (emphasis added). 

“Section 25501 on its face requires privity between the plaintiff and the defendant.” 

Apollo Capital Fund, LLC v. Roth Capital Partners, LLC, 70 Cal. Rptr. 3d 199, 221 (Cal.

Ct. App. 2007) (holding that the defendant broker-dealer was not liable for a violation of

section 25401 because the investors did not purchase their securities from the broker-

dealer).  The Ninth Circuit has also held that liability under section 25401 requires strict

privity, stating that “liability [is] limited to actual sellers.”  SEC v. Seaboard Corp., 677

F.2d 1289, 1296 (9th Cir. 1982); see also Scognamillo v. Credit Suisse First Boston LLC,

No. C03-2061 TEH, 2005 WL 2045807, at *9 (N.D. Cal. Aug 25, 2005) (“Unlike

section[] 25401 . . . sections 25400 and 25500 do not require direct privity—i.e., a sale

from defendant to plaintiff.”).

The court finds the California Court of Appeals’s analysis of section 25401 in

Apollo Capital Fund, LLC, persuasive.  Furthermore, a plain reading of section 25501, the

enforcement provision associated with 25401, supports a finding that privity is required

between Plaintiffs and Berthel Fisher to state a claim pursuant to section 25401.  In the

Resistance, Plaintiffs do not refute Defendants’ assertion that Berthel Fisher did not sell

any TNP 2008 Participating Notes Program notes to Plaintiffs.   Accordingly, it appears12

 The court is not making a finding that Defendants did not sell or offer to sell the12

notes to any investor.  The court acknowledges that in the Complaint, Plaintiffs assert that
(continued...)
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that Plaintiffs have elected to pursue their claim in Count I pursuant to section 25504 rather

than section 25401.  The court shall grant the Motion to the extent that it requests the court

to dismiss Plaintiffs’ claim in Count I pursuant to 25401.  However, this does not end the

inquiry into Plaintiffs’ claim in Count I, as Plaintiffs argue that, in the alternative, and

“[t]o the extent that Defendants are deemed not to be sellers of the TNP 2008

[Participating Notes Program] notes, Defendants are nonetheless liable for the

misrepresentations and omissions made in connection with those securities pursuant to

California Corporations Code [section] 25504.”  Complaint ¶ 126.

2. Are Defendants Liable Under California Corporations Code Section 25504?

a. Privity

i. Parties’ arguments

In the Motion, Defendants assert that the court should dismiss Plaintiffs’ alternative

argument in Count I, which seeks to impose liability on Defendants pursuant to section

25504, because section 22504 derives its liability from section 25501, which derives its

liability from section 25401 and, accordingly, privity is still required to state a claim

pursuant to section 25504.   Thus, Defendants assert that “[b]ecause [Berthel Fisher] did13

not sell any notes to Hanson (Hanson was not [Bertherl Fisher’s] customer), [section]

25504 does not apply.”  Brief in Support of the Motion at 24. 

In the Resistance, Plaintiffs assert that privity is not a requirement under section

(...continued)12

“Berthel Fisher, directly and/or through its agents, approached the TNP 2008 Participating
Notes Program investors, including Plaintiff[s], distributed the TNP 2008 [Participating
Notes Program Memorandum] to them, and offered and sold them securities issued by the
TNP 2008 [Participating Notes Program].”  Complaint ¶ 92.

 As discussed above, privity is required to state a claim pursuant to section 25401,13

as made clear by section 25501, the enforcement provision for section 25401.  See Apollo
Capital Fund, LLC, 70 Cal. Rptr. 3d at 221 (“Section 25501 on its face requires privity
between the plaintiff and the defendant.”).
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25504.  Rather, Plaintiffs contend that, to state a claim under section 25504, Plaintiffs

must show that “Defendants (1) materially aided in the TNP 2008 [Participating Notes

Program] offering’s fraud; and (2) had knowledge of such false or misleading

representations or knew facts giving them reasonable grounds to know the statements were

false or misleading.”  Resistance at 7. 

ii. Applicable law

As discussed above, section 25504 provides that “every employee of a person so

liable who materially aids in the act or transaction constituting the violation [of section

25501], and every broker-dealer or agent who materially aids in the act or transaction

constituting the violation [of section 25501]” is jointly and severally liable with the person

liable under section 25501.  Cal. Corp. Code § 25504.  Section 25504 “imposes ‘control

person’ liability or secondary liability on those who assist others in primary violations

under the California Securities Act.”  Jackson v. Fischer, C 11-2753 PJH, 2013 WL

6732872, at *14 (N.D. Cal. Dec. 20, 2013).  Stated differently, section 25504 “imposes

liability on a broker-dealer or agent who materially aids in the act or transaction.”  Apollo

Capital Fund, LLC, 70 Cal. Rptr. 3d at 222; see also id. (contrasting section 25504 with

other securities statutes, including section 25401, that restrict liability to sellers and noting

that section 25504, “by contrast, defines liability of various participants”).  “‘[N]o

occasion or justification exists for a court to impose liability based on [a participation]

theory on anyone other than the actual vendor of that security under . . . [section] 25401

and 25501 . . . because [section] 25504 . . . precisely set[s] forth the extent to which

persons other than the vendor may also be liable.’”  Id. at 253-54 (second alteration in

original) (quoting 1 Marsh & Volk, Practice Under the California Securities Laws (rev.

ed. 2006) § 14.03, at 14-23).  Accordingly, although privity is required to state a claim

pursuant to section 25401, privity is not required to state a claim pursuant to section

25504.  Rather, section 25504 imposes liability on participants who materially aid in
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another party’s violation of section 25401.  See id.

In support of their assertion that strict privity is required to assert a claim under

section 25504, Defendants cite In re Diasonics Securities Litigation, 599 F. Supp. 447

(N.D. Cal. 1984).  In that case, the plaintiffs alleged securities law violations against the

issuer of the securities, certain officers and directors and the underwriters, who

participated in the issuance of an allegedly materially misleading registration statement and

prospectus.  Id. at 450.  That court held that the plaintiffs failed to allege a claim pursuant

to section 25401 because they did not show privity with any of the defendants, including

the issuer, and therefore also failed to allege a claim under section 25504, stating that

“[s]ection 25504, by its terms, applies to violations of section 25501.  Hence, strict privity

is still required.”  Id. at 459.

In turn, Plaintiffs contend that privity is not required under section 25504 and that

Defendants reliance on and analysis of In re Diasonics Securities Litigation is improper. 

Rather, Plaintiffs assert that the court should rely on the California Court of Appeals’s

analysis in Moss v. Kroner, 129 Cal. Rptr. 3d 220 (Cal. Ct. App. 2011).  In Moss, the

California Court of Appeals observed that “[n]umerous courts have recognized that strict

privity is required only for claims of primary liability under section 25401 . . . and not for

secondary liability suits alleging joint and several liability for a violation of 25401.”  Id.

at 228.  That court went on to state that 

as long as primary liability is stated or established with the
privity required by section 25501 and a violation of section
25401, secondary liability may also exist under section[] 25504
. . . for others who participated in the violation in the specific
roles listed in those sections without any further need for
privity between these secondarily liable actors and the
plaintiff.

Id. at 229; see also Apollo Capital Fund, LLC, 70 Cal. Rptr. 3d at 223 (holding that,

although the investor-plaintiff failed to allege a claim under section 25401 against the
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broker-dealer-defendant, the plaintiff stated a claim under section 25504 against the

broker-dealer when the plaintiff alleged that the broker-dealer materially aided the

securities’ issuer by serving as a broker-dealer for the offering and actively soliciting

investors’ purchases by means of false or misleading statements).

iii. Application

The court finds that privity between Berthel Fisher and Plaintiffs is not required for

Plaintiffs to state a claim pursuant to section 25504.  So long as Plaintiffs alleged: (1) strict

privity between Plaintiffs and TNP or the TNP 2008 Participating Notes Program; and (2)

that TNP or the TNP 2008 Participating Notes Program violated section 25401, they can

state a cause of action against Berthel Fisher without alleging privity between Berthel

Fisher and Plaintiffs if they alleged that Berthel Fisher “participated in the violation in the

specific roles listed in [section 25504] without any further need for privity” between

Plaintiffs and Berthel Fisher.  See Moss, 129 Cal. Rptr. 3d at 229.  

Furthermore, the court is not persuaded by the United States District Court for the

Northern District of California’s analysis in In re Diasonics Securities Litigation because

the facts of that case are distinguishable from those in the instant matter.  First, as

Plaintiffs point out, there is more recent case law that makes it clear that privity is

not required to show secondary liability against a broker-dealer pursuant to section 25504. 

See, e.g., Moss, 129 Cal. Rptr. 3d at 229.  Second, in In re Diasonics Securities

Litigation, the plaintiffs failed to allege a primary violation of 25401 because they failed

to allege privity between the plaintiffs and the issuer.  It was because of this lack of privity

that the United States District Court for the Northern District of California found that the

plaintiffs’ claim pursuant to section 25504 failed.  Such is not the case here.  The court

finds that Plaintiffs have satisfied the plausibility standard required to survive a Rule

12(b)(6) motion with respect to this portion of their claim in Count I—primary liability as

to TNP and/or the TNP 2008 Participating Notes Program, the issuer of the notes that
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Plaintiffs purchased,  pursuant to section 25401.  The court finds that the allegations as14

to TNP and/or the TNP 2008 Participating Notes Program’s primary liability are sufficient

to allege a violation of section 25401, which states that 

[i]t is unlawful for any person, in connection with the offer,
sale, or purchase of a security, directly or indirectly, to . . .
[e]mploy a devise, scheme, or artifice to defraud . . . [,]
[m]ake an untrue statement of material fact or omit to state a
material fact necessary to make the statements made, in light
of the circumstances under which they were made, not
misleading . . . [,] [or] [e]ngage in an act, practice, or course
of business that operates or would operate as a fraud or deceit
upon another person. 

Cal. Corp. Code § 25401.  There is no dispute that the TNP 2008 Participating Notes

Program issued the securities and, thus, the court finds that the privity requirement with

respect to this claim is satisfied.  The allegations in the Complaint of material

misrepresentations and omissions in the Memorandum, which was used to promote the

TNP 2008 Participating Notes Program, that the TNP 2008 Participating Notes Program

commingled investors’ funds and operated in a Ponzi-scheme-like fashion, are sufficient

to allege primary liability against TNP and/or the TNP 2008 Participating Notes Program

in violation of section 25401.   However, this does not end the inquiry because Plaintiffs15

 Defendants acknowledge that the TNP 2008 Participating Notes Program was the14

issuer of the notes at issue.  Brief in Support of Motion at 13 (“The [TNP 2008
Participating Notes Program] (not [Berthel Fisher]) was the ‘issuer’ of the notes.” (quoting
Memorandum at 4)). 

 To the extent that Defendants contend that the Complaint fails to allege that TNP15

and/or the TNP 2008 Participating Notes Program violated section 25401, the court finds
such argument unavailing.  The plain language of section 25401 imposes liability on a
seller of securities, such as TNP and/or the TNP 2008 Participating Notes Program, who
“[m]ake[s] an untrue statement of material fact or omit[s] . . . a material fact necessary to
make the statements made, in light of the circumstances under which they were made, not

(continued...)
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must also allege that Berthel Fisher “materially aided” in TNP and/or the TNP 2008

Participating Notes Program’s primary violation under section 25501 for their claim in

Count I to go forward pursuant to section 25504.  See Cal. Corp. Code § 25504.

b. Materially aid

i. Parties’ arguments

In the Reply, Defendants further contend that the court should dismiss Plaintiffs’

claim pursuant to section 25504 in Count I because the Complaint does not sufficiently

allege that Berthel Fisher materially aided in the violation.  Defendants point out that

Plaintiffs “must sufficiently allege that [Berthel Fisher] ‘materially aided, not simply in the

transaction, but in the violation.’”  Reply at 6 (quoting Apollo Capital Fund, LLC,70 Cal.

Rptr. 3d at 223).  Defendants argue that Plaintiffs failed to allege material assistance

because the Complaint does not allege that the Memorandum “contains an actionable false

statement or omission” and because Berthel Fisher did not use the Memorandum to sell

securities to Plaintiffs.  Reply at 6-7. 

Plaintiffs contend that they sufficiently alleged that Defendants materially aided in

the violation because they allege that Defendants promoted the TNP 2008 Participating

(...continued)15

misleading.”  Cal. Corp. Code § 25401.  Defendants contend that Plaintiffs do not allege
that the Memorandum contains an “objectively false statement” and that the Ninth Circuit’s
analysis in Brody v. Transitional Hosps. Corp., 280 F.3d 997 (9th Cir. 2002) supports
their assertion that the Memorandum must contain an “objectively false” statement.  Reply
at 6.  However, in Brody, in applying § 10(b) of the Securities and Exchange Act of 1984
and Securities and Exchange Commission (“SEC”) Rule 10b-5, 16 C.F.R. § 240.10b-5,
the Ninth Circuit stated that the securities laws “prohibit only misleading and untrue
statements, not statements that are incomplete.”  Brody, 280 F.3d at 1006.  For an
omission to be actionable, it “must be misleading; in other words it must affirmatively
create an impression of a state of affairs that differs in a material way from the one that
actually exists.”  Id.  Material misrepresentations and omissions such as those
contemplated by the Ninth Circuit in Brody are precisely the actionable conduct that
Plaintiffs allege in the Complaint. 
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Notes Program and solicited investors as the managing broker-dealer of the TNP 2008

Participating Notes Program, “contributed to the Memorandum, organized the selling

group of broker-dealers for the offering, oversaw the offering, compensated other broker-

dealers for recruiting investors to [the] TNP 2008 [Participating Notes Program],

conducted due diligence as to [the] TNP 2008 [Participating Notes Program], and

exercised control over the bank account from which the investor funds were transferred”

to the TNP 2008 Participating Notes Program.  Resistance at 8.  In addition, Plaintiffs

argue that the Complaint sufficiently alleges that Defendants knew or should have known

of the alleged misrepresentations and omissions in the Memorandum “because of their role

in preparing the [Memorandum], their positions as underwriter of the [TNP 2008

Participating Notes Program], and their role in promoting other TNP-sponsored

programs.”  Id. at 8-9.

In the Sur Reply, Plaintiffs contend that Defendants materially aided in TNP and/or

the TNP 2008 Participating Notes Program’s primary violations related to the TNP 2008

Participating Notes Program offering because “they knew the [Memorandum] whose

distribution they planned, oversaw, and executed was materially misleading.”  Sur Reply

at 2.  Plaintiffs further state that they “pled primary violations by TNP and the TNP 2008

[Participating Notes Program] by citing to numerous material misrepresentations and

omissions in the [Memorandum].”  Id.

ii. Applicable law

To show that a defendant “materially aided” in the violation, a plaintiff must show

that the defendant did more than play an active role in the offering.  Apollo Capital Fund,

LLC, 70 Cal. Rptr. 3d at 223-24.  However, a plaintiff is not required to go so far as to

show that the defendant “actual[ly] participat[ed] in drafting the false or misleading

statements” by which the notes were sold.  Id. at 224.  Rather, 

[t]o plead that [a broker-dealer-defendant] materially aided [the
issuer] in the latter’s sales of the . . . notes by false or
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misleading representations, the investor[-plaintiffs] were
required to plead facts showing [the broker-dealer’s]
knowledge of the false or misleading nature of the
representations in the offering documents (or that [the broker-
dealer] knew facts giving it reasonable grounds to know the
statements were false or misleading).

Id.  In Apollo Capital Fund, LLC, the California Court of Appeals held that a broker-

dealer was liable pursuant to section 25504 where the investor-plaintiffs showed that the

issuer sold the securities by means of an untrue or misleading statement in the offering

document.  The court held that the broker-dealer materially aided in that violation because,

although the broker-dealer did not actually draft the offering documents, the broker-dealer

“had actual knowledge of the false or misleading nature of the representations in the

offering documents” that it used to solicit purchases.  Id.

Accordingly, in order to assert that a broker-dealer-defendant is liable under section

25504, the plaintiff must allege that the broker-dealer knew of the false or misleading

representations in the offering documents and that the broker-dealer materially aided in the

violation, which requires an allegation that the broker-dealer did more than play an active

role in the offering, such as an allegation that the broker-dealer “solicited the purchase of

the . . . notes with [materially misleading] offering documents” with knowledge that the

documents were materially misleading.  Id. 

iii. Application

The court finds that the Complaint sufficiently alleges that Berthel Fisher materially

aided TNP and/or the TNP 2008 Participating Notes Program’s violation under section

25401 and is liable pursuant to section 25504.  The Complaint contains sufficient

allegations that Berthel Fisher knew of the misleading statements and material omissions

in the Memorandum.  See, e.g., Complaint ¶¶ 58-59.  In addition, the Complaint

sufficiently alleges that Berthel Fisher materially aided in TNP and/or the TNP 2008

Participating Notes Program’s violations of section 25401.  See id. ¶¶ 64-65 (alleging that
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Defendants participated in the preparation of the Memorandum, which contained material

misrepresentations and omissions); id. ¶¶ 83-91 (alleging that Defendants failed to conduct

adequate due diligence for the TNP 2008 Participating Notes Program); ¶¶ 92-96 (alleging

that Defendants offered and sold securities issued by the TNP 2008 Participating Notes

Program to Plaintiffs and oversaw and managed the TNP 2008 Participating Notes

Program).  In addition, the Memorandum states that the role of the Broker-Dealer (Berthel

Fisher) is to “recommend[] a purchase of the Notes.”  Memorandum at 47.  Therefore,

Plaintiffs have pled sufficient allegations to support their claim in Count I pursuant to

section 25504.

c. Summary

In light of the foregoing, the court finds that Plaintiffs have sufficiently pled a claim

against Defendants in Count I of the Complaint.  As discussed above, it appears that

Plaintiffs decided to forego their claim pursuant to section 25401 in the Resistance. 

Therefore, the court grants the Motion to the extent that it requests the court dismiss

Plaintiffs’ claim in Count I pursuant to section 25401.  However, the court finds that

Plaintiffs’ alternative argument in Count I—that Defendants are liable pursuant to section

25504—was sufficiently pled in the Complaint because Plaintiffs alleged a primary

violation pursuant to section 25501 against TNP and/or the TNP 2008 Participating Notes

Program and that Defendants had knowledge of the alleged misrepresentations in the

Memorandum and materially aided in the act or transaction constituting such violation. 

Furthermore, because there is no requirement in section 25504 that Defendants “made”

the misleading statements, Defendants argument on that ground does not apply to this

claim.  Accordingly, the court shall deny the Motion to the extent that it requests that the

court dismiss Plaintiffs’ claim pursuant to section 25504 in Count I of the Complaint.  

E.  Count II

In Count II of the Complaint, Plaintiffs assert that Defendants violated California
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Corporations Code section 25400, which states that it is unlawful for any person,

[i]f such person is a broker-dealer or other person selling or
offering for sale or purchasing or offering to purchase the
security,  to make, for the purpose of inducing the purchase[16]

or sale of such security by others, any statement which was, at
the time and in the light of the circumstances under which it
was made, false or misleading with respect to any material
fact, or which omitted to state any material fact necessary in
order to make the statements made, in the light of the
circumstances under which they were made, not misleading,
and which he knew or had reasonable ground to believe was so
false or misleading.

Cal. Corp. Code § 25400(d).  California Corporations Code section 25500 is the

enforcement provision for section 25400, and states that “[a]ny person who willfully[17]

participates in any act or transaction in violation of [s]ection 25400 shall be liable to any

other person who purchases or sells any security at a price which was affected by such act

or transaction for the damages sustained by the latter as a result of such act or

transaction.”   Cal. Corp. Code § 25500.  In the Complaint, Plaintiffs assert that18

Defendants violated section 25400 because they “made numerous untrue statements of

 The court notes that the parties do not dispute whether the TNP 2008 Participating16

Notes Program notes qualify as a security.  The definition of a security under California
law includes “any note [or] stock.”  Cal. Corp. Code § 25019.  It appears that the notes
fall comfortably within this definition.

 Thus, section 25400 requires “intent to defraud through a knowingly false17

statement.”  Calif. Amplifier, Inc. v. RLI Ins. Co., 113 Cal. Rptr. 2d 915, 923 (Cal. Ct.
App. 2001).

 The court notes that section 25500 does not require privity like section 2550118

does.  Rather, section 25500 is more broad.  “‘Under section 25501 the defendant is only
liable to the person with whom he deals; whereas, under Section 25500 the defendant may
be liable to any person trading in the market.’”  Mirkin v. Wasserman, 858 P.2d 568, 581
(Cal. 1993) (alterations omitted) (quoting 1 Marsh & Volk, Practice Under the California
Securities Law (1993) §14.05[2][e], at 14-50).
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material facts as well as omissions of material facts” in the Memorandum as to the TNP

2008 Participating Notes Program’s use of investment proceeds and TNP’s financial

condition, “and adopted such statements when they distributed, and/or directed and

oversaw the distribution of, the misleading [Memorandum] to investors.”  Complaint ¶

135.  Plaintiffs further assert that “Defendants knew and/or had reasonable grounds to

know of such misrepresentations and omissions in such offering documents,” id. ¶ 139,

and that “[t]he price of the securities purchased by Plaintiff[s] . . . were affected by

Defendants’ violations of [section] 25400 and thus, such violations were the proximate

cause of the losses suffered by Plaintiff[s].”  Id. ¶ 141.

1. Parties’ arguments

In addition to the Defendants’ bespeaks caution doctrine argument and their

argument that Defendants are not the makers of any alleged misrepresentations in the

Memorandum, Defendants contend that the court should dismiss Plaintiffs’ claim in Count

II of the Complaint because Plaintiffs’ allegations in Count II “rest[] on alleged omissions

. . . [and] a person is not liable for an omission unless there is a duty to disclose.”  Brief

in Support of the Motion at 18 (emphasis omitted).  Defendants opine that, although “[a]

duty to disclose may arise as a result of prior statements—i.e., as necessary to ensure that

prior statements are ‘not misleading,’” id., such is not the case here because “Defendants

were not the makers of any representations, truthful or otherwise.  No duty to speak arose

out of anything [Berthel Fisher] said to [Plaintiffs] because [Berthel Fisher] did not say

anything to [Plaintiffs],” id. at 19.  In addition, Defendants state that a duty to disclose

may arise where there is a particular relationship between the parties, but “there is no

‘special relationship’ between [Berthel Fisher] and [Plaintiffs] giving rise to an independent

duty to speak.”  Id.  Finally, Defendants contend that Plaintiffs failed to plead sufficient

facts to allege that Berthel Fisher’s oversight role with respect to the offering or its role

as an underwriter created a duty to disclose.  See id. (citing Fed. R. Civ. P. 9(b)).
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In the Resistance, Plaintiffs contend that Defendants owed Plaintiffs a duty to

disclose and to exercise due diligence because “Berthel Fisher acted as an underwriter of

the TNP 2008 [Participating Notes Program] . . . [and] certain duties flow from

underwriting a securities offering such as [the] TNP 2008 [Participating Notes Program]

and the breach of such duties give[s] rise to primary liability for the underwriter.” 

Resistance at 11-12.  Pursuant to its status as an “underwriter,” Plaintiffs argue that

Berthel Fisher owed a duty to conduct due diligence and a “duty to disclose material

information to” Plaintiffs.  Id. at 13.  Plaintiffs contend that Berthel Fisher was an

underwriter with respect to the TNP 2008 Participating Notes Program offering because

the Memorandum states that “the Notes will be offered and sold on a ‘best efforts’ basis

by broker-dealers, or the Selling Group . . .  Berthel Fisher . . . will act as managing

broker-dealer.”  Memorandum at 5. Plaintiffs further contend that 

Berthel Fisher’s actual role makes it clear that it acted as a
“best efforts” underwriter: it undertook to offer and sell the
TNP 2008 [Participating Notes Program] securities on a best
efforts basis; it was paid a managing broker-dealer fee, a
marketing allowance, due diligence fees, and organizational
and offering expenses; and it recruited, organized, [and]
managed a selling group of broker-dealers and helped it
promote the [TNP 2008 Participating Notes Program] to the
investing public, and negotiated their selling agreements.

Resistance at 13 (footnotes and quotation marks omitted) (quoting Memorandum at 5, 22,

25, 32, 34 and 92). 

In the Reply, Defendants contend that Berthel Fisher was not an underwriter

because there was no public offering in the instant case.  Defendants opine that the

authorities that Plaintiffs rely on in the Resistance are inapplicable to the instant case,

which involves a private offering of securities.  Alternatively, Defendants argue that, even

if Berthel Fisher were an underwriter for the TNP 2008 Participating Notes Program,

“there is ‘no statutory requirement that an underwriter conduct a due diligence
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investigation into a proposed public or private offering.’”  Reply at 3 (quoting In re Enron

Corp. Sec., Derivative & ERISA Litig., 761 F. Supp. 2d at 572).

In addition, Plaintiffs contend that Berthel Fisher owed Plaintiffs “a duty to . . .

deal fairly, reasonably, and with integrity under the ‘shingle theory.’”  Resistance at 15. 

In the Reply, Defendants contend that the shingle theory is not applicable to this case

because Plaintiffs were not Berthel Fisher’s customers and Berthel Fisher did not

recommend investing in the TNP 2008 Participating Notes Program to Plaintiffs.

2. Analysis

Section 25400 makes it unlawful for “a broker-dealer . . . to make, for the purpose

of inducing the purchase or sale of such security by others, any statement which was . . .

false or misleading with respect to any material fact.”  Cal. Corp. Code § 25400(d)

(emphasis added).  As more fully discussed above, pursuant to the Supreme Court’s

analysis in Janus, Defendants did not make the alleged misleading statements in the

Memorandum because TNP and the TNP 2008 Participating Notes Program had the final

authority over the content in the Memorandum, not Defendants.  See Janus, 131 S. Ct. at

2303 (“[T]he maker of a statement is the entity with authority over the content of the

statement and whether and how to communicate it.”).  Based on a plain reading of section

25400(d), it follows that Berthel Fisher cannot be liable under this provision because it did

not make the allegedly misleading statements.  Accordingly, the Motion is granted to the

extent that it requests that the court dismiss Plaintiffs’ claim in Count II of the Complaint. 

F.  Count VII

In Count VII of the Complaint, Plaintiffs claim that Defendants violated Iowa Code

section 502.501, which states:

It is unlawful for a person, in connection with the offer, sale,
or purchase of a security, directly or indirectly . . . [t]o make
an untrue statement of a material fact or to omit to state a
material fact necessary in order to make the statements made,
in light of the circumstances under which they were made, not
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misleading . . . .

Iowa Code § 502.501.   Plaintiffs contend that Defendants violated this provision19

“[b]ecause of their role in preparing the [Memorandum], their position of underwriter and

[m]anaging [b]roker-[d]ealer of the TNP 2008 [Participating Notes Program], and their

role in promoting certain other TNP-sponsored programs, Defendants knew and/or had

reasonable grounds to know of such misrepresentations and omissions” in the

Memorandum.  Complaint ¶ 181.  

Alternatively, and “[t]o the extent that Defendants are deemed not to be sellers of

the TNP 2008 [Participating Notes Program] notes,” id. ¶ 182, Plaintiffs assert that

Defendants violated Iowa Code section 502.509(7)(d),  which imposes liability, jointly20

and severally, upon certain broker dealers, among others, and sellers of a security who sell

in violation of section 502.301  or 21

by means of an untrue statement of a material fact or an
omission to state a material fact necessary in order to make the
statement made, in light of the circumstances under which it
was made, not misleading, the purchaser not knowing the
untruth of omission and the seller not sustaining the burden of
proof that the seller did not know and, in the exercise of

 Iowa law defines a security, in part, as a “note [or] stock.”  Iowa Code §19

502.102(28).  The parties do not dispute that the TNP 2008 Participating Notes Program
notes qualify as securities.

 The court notes that in the Complaint, Plaintiffs cite Iowa Code section 501.509,20

a provision that does not exist in the Iowa Code.  In the Reply, Defendants contend that,
in light of this typographical error, Plaintiffs have failed to state a claim.  See Reply at 7. 
The court finds that, in light of the context, it is clear that Plaintiffs intended to cite Iowa
Code section 502.509, rather than 501.509, and will consider Plaintiffs’ claim pursuant
to the appropriate section.

 Section 502.301 makes it unlawful to sell a security in Iowa unless the security21

is registered, exempted from registration or a covered federal security.  This provision is
not relevant to the instant matter.
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reasonable care, could not have known the untruth or
omission.

Iowa Code § 502.509(2).  “A person that is a broker-dealer . . . that materially aids in[22] 

the conduct giving rise to the liability under” section 502.509(2) is liable “unless the

person sustains the burden of proof that the person did not know and, in the exercise of

reasonable care could not have known, of the existence of conduct by reason of which

liability is alleged to exist.”  Id. § 502.509(7)(d).  Similarly, section 502.509(7)(a) imposes

joint and several liability on “[a] person that directly or indirectly controls a person liable

under” section 502.509(2) and section 502.509(7)(b) imposes joint and several liability on

“[a]n individual who is a managing partner, executive officer, or director of a person liable

under” section 502.509(2).  Plaintiffs claim that Defendants violated section 502.509(7)

because they “materially aided in the violation of [section] 50[2].509 by TNP and the TNP

2008 [Participating Notes Program], and knew or should have known of such violations.” 

Complaint ¶ 182.

1. Iowa Code section 502.501

Iowa Code section 502.501 makes it unlawful “[t]o make an untrue statement of

material fact.”  Iowa Code § 502.501 (emphasis added).  As discussed above, in light of

the Supreme Court’s analysis in Janus, Defendants did not make the alleged misleading

statements in the Memorandum because TNP and the TNP 2008 Participating Notes

Program had the final authority over the content in the Memorandum, not Defendants.  See

Janus, 131 S. Ct. at 2303 (“[T]he maker of a statement is the entity with authority over

the content of the statement and whether and how to communicate it.”).  In addition, as

the court found with respect to Plaintiffs’ claim in Count I, it appears that Plaintiffs have

 Section 502.102(4) defines “Broker-dealer” as “a person engaged in the business22

of effecting transactions in securities for the account of others or for the person’s own
account. The term does not include . . . [a]n agent . . . [or] [a]n issuer.”  Iowa Code §
502.102(4).
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elected to forego their argument that Defendants are “sellers” of the TNP 2008

Participating Notes Program notes under the securities laws and, instead, pursue this claim

under their alternative argument.  Accordingly, the Motion is granted to the extent that it

requests that the court dismiss Plaintiffs’ claim in Count VII pursuant to section 502.501. 

However, this does not end the inquiry into Count VII and the court will next discuss

Plaintiffs’ alternative argument in Count VII—that Defendants violated section 502.509.

2. Iowa Code section 502.509

a. Parties’ arguments

In the Motion and Reply, Defendants argue that the court should dismiss Plaintiffs’

claim pursuant to section 502.509 in Count VII for the following reasons: (1) pursuant to

the bespeaks caution doctrine, which the court has already found does not foreclose

Plaintiffs’ securities-law claims; (2) because Defendants did not “make” any alleged

misrepresentations, however, section 502.509 imposes liability on one who “materially

aids” one who made the misrepresentation and, thus, a showing that Defendants made the

alleged misrepresentations is not necessary; (3) because Defendants had no duty to

disclose, however, Plaintiffs do not have to establish that Defendants had a duty to disclose

with respect to a claim alleging that Defendants materially aided in a violation of the

securities laws; (4) because Defendants did not materially aid TNP or the TNP 2008

Participating Notes Program in a violation of section 502.509(2); and (5) because Plaintiffs

have not alleged that the TNP 2008 Participating Notes Program notes were offered for

sale or purchased in Iowa.  The court will discuss (4)  and (5), as it has addressed23

Defendants’ assertions (1) through (3) above.

 The court notes that it already determined that Plaintiffs provided sufficient facts23

to allege that Defendants materially aided TNP and/or the TNP 2008 Participating Notes
Program in a primary violation under California law.  Although the analysis is similar
under Iowa law, the court will analyze and apply Iowa law with respect to Count VII.
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b. Analysis

The court’s analysis of a claim under Iowa Code section 502.509(7) is comparable

to that under California Corporations Code section 25504.  To allege liability upon

Defendants for “materially aid[ing]” TNP and/or the TNP 2008 Participating Notes

Program in their primary violation of section 502.509(2), Plaintiffs must first have alleged

a primary violation of section 502.509(2) by TNP or the TNP 2008 Participating Notes

Program.  Section 502.509(2) states that 

[a] person is liable to the purchaser if the person sells a
security . . . by means of an untrue statement of a material fact
or an omission to state a material fact necessary in order to
make the statement made, in light of the circumstances under
which it is made, not misleading, the purchaser not knowing
the untruth or omission and the seller not sustaining the burden
of proof that the seller did not know and, in the exercise of
reasonable care, could not have known of the untruth or
omission.

Iowa Code § 502.509(2).

The court finds that Plaintiffs’ allegations in the Complaint: (1) of the existence of

material misrepresentations and omissions in the Memorandum, which was used to

promote the TNP 2008 Participating Notes Program and for which TNP and the TNP 2008

Participating Notes Program is responsible; (2) that the TNP 2008 Participating Notes

Program commingled investors’ funds; and (3) that the TNP 2008 Participating Notes

Program operated in a Ponzi-scheme-like fashion, are sufficient to allege primary liability

against TNP and/or the TNP 2008 Participating Notes Program in violation of section

502.509(2).

Next, to allege a violation of section 502.509(7), Plaintiffs must allege that

Defendants materially aided in the conduct giving rise to TNP and/or the TNP 2008

Participating Notes Program’s primary violation.  Plaintiffs must also allege that

Defendants had or should have had knowledge of the violation.  See Pender State Bank v.
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Remington, 777 N.W.2d 128 (Table), No. 08-1799, 2009 WL 3775094, at *5 (Iowa Ct.

App. 2009) (discussing the additional knowledge requirement under section 502.509(7) and

stating that “‘a person who merely aids and abets the violation has no liability if he or she

can prove a reasonable lack of knowledge of such facts’”) (quoting State ex rel. Miller,

677 N.W.2d at 769).  The court finds that Plaintiffs have sufficiently alleged Defendants’

knowledge “in light of [Defendants’] role in promoting certain other TNP-sponsored

programs.”  Complaint ¶ 181 (“Because of their role in preparing the [Memorandum],

their position of underwriter and [m]anaging [b]roker-[d]ealer of the TNP 2008

[Participating Notes Program], and their role in promoting certain other TNP-sponsored

programs, Defendants knew and/or had reasonable grounds to know of such

misrepresentations and omissions in [the Memorandum].”).

Plaintiffs contend that they sufficiently alleged that Defendants materially aided in

the violation because they alleged that Defendants promoted the TNP 2008 Participating

Notes Program and solicited investors as the managing broker-dealer of the TNP 2008

Participating Notes Program, “contributed to the Memorandum, organized the selling

group of broker-dealers for the offering, oversaw the offering, compensated other broker-

dealers for recruiting investors to [the] TNP 2008 [Participating Notes Program],

conducted due diligence as to [the] TNP 2008 [Participating Notes Program], and

exercised control over the bank account from which the investor funds were transferred”

to the TNP 2008 Participating Notes Program.  Resistance at 8.  In addition, Plaintiffs

argue that the Complaint sufficiently alleges that Defendants knew or should have known

of the alleged misrepresentations and omissions in the Memorandum “because of their role

in preparing the [Memorandum], their positions as underwriter of the [TNP 2008

Participating Notes Program], and their role in promoting other TNP-sponsored

programs.”  Id. at 8-9.

Plaintiffs rely on the Iowa Supreme Court’s analysis in State ex rel. Goettsch, 561
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N.W.2d 369, to support their argument that Defendants materially aided TNP and/or the

TNP 2008 Participating Notes Program in the violation.  In State ex rel. Goettsch, the state

brought a case alleging securities fraud pursuant to Iowa Code chapter 502 on behalf of

investors.  Id. at 370.  The Iowa Supreme Court found that the district court erred in

dismissing the plaintiffs’ claim asserting secondary liability for securities fraud against a

defendant who allegedly aided and abetted in the primary violation.   Id. at 384.  The24

Iowa Supreme Court held that the language in section 502.503 “is broad enough to include

persons who are not affiliates of primary violators nor partners” and that it “imposes

secondary liability on any person who ‘materially aid[s] and abet[s] in the act or

transaction constituting’ the securities fraud.”  Id. at 374 (alterations in original) (quoting

§ 502.503).  The Iowa Supreme Court held that, to establish secondary liability, the

plaintiff must show “that the alleged aider and abettor . . . provided substantial assistance

in the achievement of the primary violation.”  Id. at 382.  The Iowa Supreme Court further

stated that “substantial assistance requires a showing (1) of a ‘substantial causal connection

between the culpable conduct of the alleged aider and abettor and the harm to the plaintiff’

or (2) that ‘the encouragement or assistance is a substantial factor in causing the resulting

tort.’”  Id. (quoting Metge v. Baehler, 762 F.2d 621, 624 (8th Cir. 1985)).  In addition,

the Iowa Supreme Court stated that “substantial assistance can take the form of positive

deeds of manipulation or deception or it can take the form of inaction” where the alleged

 The statutes at issue in State ex rel. Goettsch were section 502.401, which is24

similar to current section 502.501, and section 502.503 (imposing liability on “persons
. . . who materially aid and abet in the act or transaction constituting the violation [of
section 502.501, 502.502 or 502.401] and broker-dealers or agents who materially aid and
abet in the act or transaction constituting the violation”), which is similar to current section
502.509.  The language of the statute has changed so that, where it imposed secondary
liability on one who “materially aid[s] and abet[s] in the act or transaction constituting the
violation,” State ex rel. Goettsch, 561 N.W.2d at 374, it now imposes secondary liability
on one who “materially aids in the conduct giving rise to the liability,” Iowa Code §
502.509(d).
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aider and abettor owes the plaintiff an independent duty to disclose.  Id.  The Court went

on to hold that the alleged aider-and-abettor defendant provided substantial assistance to

the defendant-issuer of promissory notes in the perpetration of a “fraudulent Ponzi

scheme,” id. at 382, when the aider and abettor covered bad checks and provided checking

accounts, loans, free accounting services, fax machine services, secretarial support and

business phones.  Id. at 383.  Thus, “without [the aider and abettor’s] assistance, the Ponzi

scheme would have collapsed long before it did.”  Id. 

The court finds that Plaintiffs’ allegations are sufficient for this claim to go forward. 

Specifically, Plaintiffs allege that Defendants “knew the [Memorandum][,] whose

distribution they planned, oversaw, and executed was materially misleading.  They

intended that investors rely on that [Memorandum] to invest their money, of which a

significant percentage went to Defendants as payment for their key role in the

distribution.”  Sur Reply at 2; see also Complaint ¶¶ 64-65 (alleging that Defendants

participated in the preparation of the Memorandum, which contained material

misrepresentations and omissions); id. ¶¶ 83-91 (alleging that Defendants failed to conduct

adequate due diligence for the TNP 2008 Participating Notes Program); ¶¶ 92-96 (alleging

that Defendants offered and sold securities issued by the TNP 2008 Participating Notes

Program to Plaintiffs and oversaw and managed the TNP 2008 Participating Notes

Program); Memorandum at 47 (stating that the role of the Broker-Dealer (Berthel Fisher)

is to “recommend[] a purchase of the Notes”).  Plaintiffs have sufficiently alleged that,

“without [Berthel Fisher’s] assistance, the [TNP 2008 Participating Notes Program] would

have collapsed long before it did.”  See State ex rel. Goettsch, 561 N.W.2d at 382. 

The court also finds that Defendants’ argument that Plaintiffs’ claim pursuant to

section 502.509 fails because Plaintiffs have not alleged that the TNP 2008 Participating

Notes Program notes were offered for sale or purchased in Iowa is without merit.  Iowa

Code section 502.610 states that “section 502.509 . . . do[es] not apply to a person that
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sells or offers to sell a security unless the offer to sell or the sale is made in [Iowa] or the

offer to purchase or the purchase is made and accepted in [Iowa].”  Iowa Code §

502.610(1).  Similarly, this provision also provides that “section 502.509 . . . do[es] not

apply to a person that purchases or offers to purchase a security unless the offer to

purchase or the purchase is made in [Iowa] or the offer to sell or the sale is made and

accepted in [Iowa].”  Id. § 502.610(2).  This provision clarifies that “an offer to sell or

to purchase a security is made in [Iowa], whether or not either party is then present in this

state, if . . . the offer originates from within [Iowa].”  Id. § 502.610(4).  An “offer to

sell” “includes every attempt or offer to dispose of, or solicitation of an offer to purchase,

a security or interest in a security for value.”  Id. § 502.102(26).

According to Defendants, section 502.509 does not apply because there is no

allegation in the Complaint that the sale or offer took place in Iowa and “Hanson is a

Colorado resident who purchased securities from an issuer in California.”  Reply at 7. 

However, the Complaint states that “[a]ll of the violations of the Iowa Uniform Securities

Act complained of herein took place in Iowa, where Berthel Fisher’s headquarters are

located . . . because the conduct giving rise to such violations by Defendants took place

in, or was directed or overseen from, Berthel Fisher’s headquarters.”  Complaint ¶ 175. 

The court finds that Plaintiffs’ allegations in the Complaint are sufficient for their claim

pursuant to section 502.509(7) to go forward in view of the jurisdictional requirements

under section 502.610, particularly in light of the broad definition of “offer to sell” under

502.102(26).  Plaintiffs have alleged that Berthel Fisher offered the TNP 2008

Participating Notes Program notes for sale and that such offer originated from their Iowa-

based headquarters. Therefore, Plaintiffs have pled sufficient allegations to support their

claim in Count VII pursuant to section 502.509(7) and the Motion is denied to the extent

that it requests that the court dismiss Plaintiffs’ claim in Count VII of the Complaint.
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G.  Count VIII

In Count VIII of the Complaint, Plaintiffs claim that Defendants violated Iowa Code

section 502.501A, which states:

A broker-dealer or agent shall not effect a transaction in, or
induce or attempt to induce the purchase or sale of, any
security in this state by means of any manipulative, deceptive,
or other fraudulent scheme, device, or contrivance, fictitious
quotation, or in violation of this chapter.  A broker-dealer or
agent shall not recommend to a customer the purchase, sale,
or exchange of a security without reasonable grounds to
believe that the transaction or recommendation is suitable for
the customer based upon reasonable inquiry concerning the
customer’s investment objectives, financial situation and
needs, and other relevant information known by the broker-
dealer.

Iowa Code § 502.501A.  Plaintiffs assert that “Defendants violated [section] 502.501A

because [they] effected transactions in, and/or induced or attempted to induce the purchase

of TNP 2008 [Participating Notes Program] notes by Plaintiff[s] . . . , through material

misrepresentations and omissions, in violation of the Iowa Uniform Securities Act.” 

Complaint ¶ 191.

In the Motion, Defendants argue that the court should dismiss Plaintiffs’ claim in

Count VIII of the Complaint: (1) because Berthel Fisher did not make the alleged

misrepresentations, TNP did; (2) because Berthel Fisher did not owe a duty to disclose to

Plaintiffs; (3) pursuant to the bespeaks caution doctrine; and (4) because section 502.501A

does not apply because Plaintiffs did not allege that the sale, offer or acceptance of the

TNP 2008 Participating Notes Program notes took place in Iowa.  

The court has discussed each of Defendants arguments above.  Although the court

agrees with Defendants’ contention that, pursuant to the Supreme Court’s analysis in

Janus, Berthel Fisher did not make the alleged misrepresentations in the

Memorandum—TNP did—this does not dispose of Plaintiffs’ claim pursuant to section
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502.501A, which prohibits a broker-dealer from “recommend[ing] to a customer the

purchase, sale, or exchange of a security without reasonable grounds to believe that the

transaction or recommendation is suitable for the customer based upon reasonable

inquiry.”  Iowa Code § 502.501A.  There is no requirement that Berthel Fisher made any

allegedly misleading statements for this claim to go forward.  With respect to Defendants’

additional arguments as to this claim, the court has already found that they are without

merit.  After reviewing the Complaint and the factual allegations therein, the court finds

that Plaintiffs have sufficiently alleged a claim pursuant to section 502.501A. 

Accordingly, the Motion is denied to the extent that it requests that the court dismiss

Plaintiffs’ claim in Count VIII of the Complaint.

VII.  FRAUD AND AIDING AND ABETTING FRAUD (COUNTS III, VI AND XI)

A.  Count III

In Count III of the Complaint, Plaintiffs contend that Defendants induced a contract

by knowing misrepresentations in violation of California Civil Code section 1572 and

California common law.  Plaintiffs assert that Defendants committed fraud because they

made “numerous misrepresentations of material fact” and “[b]ecause of their role in

preparing the . . . [Memorandum], their position of underwriter and [m]anaging [b]roker-

[d]ealer of the TNP 2008 [Participating Notes Program], and their role in promoting

certain other TNP-sponsored programs, Defendants knew and/or had reasonable grounds

to know of such misrepresentations and omissions.”  Complaint ¶¶ 144, 146.  According

to Plaintiffs, Defendants “made . . . representations with the intent to induce reliance on

them” to investors in the TNP 2008 Participating Notes Program, including Plaintiffs, “to

cause them to invest in the TNP 2008 [Participating Notes Program].”  Id. ¶ 147. 

Plaintiffs further allege that they “justifiably relied on the statements” in the

Memorandum, the “very purpose” of which was “to advise Plaintiff[s] . . . of the risks

posed by investing in the TNP 2008 [Participating Notes Program] and to inform them of
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TNP’s background and management ability.”  Id. ¶ 148.  Finally, Plaintiffs contend that

“Defendants’ misrepresentations were the proximate cause of the losses suffered by

Plaintiff[s]” because “[i]f the complete facts regarding these topics had been disclosed to

investors . . . no reasonable investor would entrust their funds to the TNP for the TNP

2008 [Participating Notes Program].”  Id.¶ 149.

Section 1572 states: 

Actual fraud . . . consists in any of the following acts,
committed by a party to the contract, or with his connivance,
with intent to deceive another party thereto, or to induce him
to enter into the contract:

1.  The suggestion, as a fact, of that which is not true, by one
who does not believe it to be true;

2.  The positive assertion, in a manner not warranted by the
information of the person making it, of that which is not true,
though he believes it to be true;

3.  The suppression of that which is true, by one having
knowledge or belief of the fact;

4.  A promise made without any intention of performing it; or,

5.  Any other act fitted to deceive.

Cal. Civil Code § 1572.  

1. Parties’ arguments

Defendants argue that the court should dismiss Plaintiffs’ claim in Count III for the

following reasons: (1) because Defendants were not the makers of any alleged

misrepresentations in the Memorandum; (2) because Defendants did not have a duty to

disclose information to Plaintiffs; (3) pursuant to the bespeaks caution doctrine; and (4)

because Plaintiffs did not rely on Defendants in deciding whether to invest in the TNP

2008 Participating Notes Program.  Defendants contend that Plaintiffs cannot show the
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reliance element of a negligent misrepresentation claim because Plaintiffs “understood and

agreed that [they] relied on [their] ‘own examination of the [TNP 2008 Participating Notes

Program] and the terms of the [o]ffering, including the merits and risks involved.’”  Reply

at 5 (quoting Memorandum at 5).

In the Resistance, Plaintiffs argue that Defendants are liable for fraud by virtue of

Berthel Fisher’s duty to disclose to Plaintiffs that exists: (1) in light of its role as the

underwriter for the TNP 2008 Participating Notes Program offering; (2) pursuant to the

shingle theory; (3) by virtue of its agreement to serve as the managing broker-dealer of the

TNP 2008 Participating Notes Program offering, to which Plaintiffs were third-party

beneficiaries; and (4) because it recruited investors to the TNP 2008 Participating Notes

Program while knowing of adverse facts that were not known or reasonably accessible to

the investors. 

2. Applicable law

“The elements of . . . actual fraud[] are: ‘(1) misrepresentation (false

representation, concealment, or nondisclosure); (2) knowledge of falsity (scienter); (3)

intent to defraud (i.e., to induce reliance); (4) justifiable reliance; and (5) resulting

damage.’”  Anderson v. Deloitte & Touche, 66 Cal. Rptr. 2d 512, 515 (Cal. Ct. App.

2007) (quoting Molko v. Holy Spirit Ass’n for the Unification of World Christianity, 762

P.2d 46, 53 (Cal. 1988)); see also Warren v. Merrill, 49 Cal. Rptr. 3d 122, 132 (Cal. Ct.

App. 2006) (“To prove a cause of action for actual fraud requires evidence of (1)

representation; (2) falsity; (3) knowledge of falsity; (4) intent to deceive; and (5) reliance

and resulting damage (causation).” (quoting Vega v. Jones Day, Reavis & Pogue, 17 Cal.

Rptr. 3d 26, 32 (Cal. Ct. App. 2004) (internal quotation marks omitted))).  “[T]o establish

fraud through nondisclosure or concealment of facts, it is necessary to show the defendant

‘was under a legal duty to disclose them.’”  OCM Principal Opportunities Fund v. CIBC

World Markets Corp., 68 Cal. Rptr. 3d 828, 840 (Cal. Ct. App. 2007) (quoting Lingsch

60

Case 1:13-cv-00067-LRR   Document 32   Filed 05/29/14   Page 60 of 72



v. Savage, 29 Cal. Rptr. 201, 204 (Cal. Ct. App. 1963)); see also Lingsch, 29 Cal. Rptr. 

at 206 (The elements of a cause of action for “fraud based on mere nondisclosure and

involving no confidential relationship” are: (1) nondisclosure by the defendant; (2)

defendant’s knowledge of such facts and that such facts are unknown to the plaintiff; (3)

defendant’s intention to induce action by the plaintiff (4) inducement of the plaintiff to act

by reason of the nondisclosure; and (5) resulting damages.).

There are four circumstances in which nondisclosure or
concealment may constitute actionable fraud: (1) when the
defendant is in a fiduciary relationship with the plaintiff; (2)
when the defendant had exclusive knowledge of material facts
not known to the plaintiff; (3) when the defendant actively
conceals a material fact from the plaintiff; and (4) when the
defendant makes partial representations but also suppresses
some material facts.

OCM Principal Opportunities Fund, 68 Cal. Rptr. 3d at 851 (quoting LiMandri v. Judkins,

60 Cal. Rptr. 2d 539, 543 (Cal. Ct. App. 1997)) (internal quotation marks omitted).  

In transactions which do not involve fiduciary or confidential
relations, a cause of action for non-disclosure of material facts
may arise in at least three instances: (1) the defendant makes
representations but does not disclose facts which materially
qualify the facts disclosed, or which render his disclosure
likely to mislead; (2) the facts are known or accessible only to
defendant, and defendant knows they are not known to or
reasonably discoverable by the plaintiff; (3) the defendant
actively conceals discovery from the plaintiff.

Warner Constr. Corp. v. City of L.A., 466 P.2d 996, 1001 (Cal. 1970) (footnotes omitted). 

Where . . . there is no fiduciary relationship, the duty to
disclose generally presupposes a relationship grounded in
“some sort of transaction between the parties.  Thus, a duty to
disclose may arise from the relationship between seller and
buyer, employer and prospective employee, doctor and patient,
or parties entering into any kind of contractual agreement.”

OCM Principal Opportunities Fund, 68 Cal. Rptr. 3d at 851 (citations omitted) (quoting
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LiMandri, 60 Cal. Rptr. 2d at 543).

To establish reliance in a fraudulent omission case, a plaintiff must establish that

“‘had the omitted information been disclosed, [the plaintiff] would have been aware of it

and behaved differently.’”  Boschma v. Home Loan Ctr., Inc., 129 Cal. Rptr. 3d 874, 892

(Cal. Ct. App. 2011) (alteration in original) (quoting Mirkin, 858 P.2d at 574).  With

respect to the resulting damages requirement, “a party asserting fraud must establish that

its damages are the ‘proximate’ or ‘legal’ result of fraudulent conduct.”  OCM Principal

Opportunities Fund, 68 Cal. Rptr. 3d at 860 (citing Goehring v. Chapman Univ., 17 Cal.

Rptr. 3d 39, 47 (Cal. Ct. App. 2004)).  Proximate causation requires “a causal link

between the losses and the ‘facts misrepresented.’”  Id. at 862 (quoting Restatement

(Second) of Torts § 548A).

3. Application

As discussed above, pursuant to the Supreme Court’s analysis in Janus, Berthel

Fisher is not the maker of any alleged misrepresentations in the Memorandum.  Janus, 131

S. Ct. at 2303 (“[T]he maker of a statement is the entity with authority over the content

of the statement and whether and how to communicate it.”).  Thus, this cannot form the

basis of liability under Plaintiffs’ fraud claim.  However, as also discussed above, the court

finds that Plaintiffs have pled sufficient facts to allege that Berthel Fisher owed Plaintiffs

a duty to investigate and disclose, in part, because of its underwriter status.  See Dolphin

& Bradbury, Inc., 512 F.3d at 641 (“An underwriter must investigate and disclose material

facts that are known or ‘reasonably ascertainable.’” (quoting Municipal Sec. Disclosure,

1988 WL 999989, at *20)); Municipal Sec. Disclosure, 1988 WL 999989, at *20 (“[A]

broker-dealer recommending securities to investors . . . [must] ha[ve] an adequate basis

for the recommendation. . . .  [The broker-dealer] must disclose facts which he knows and

those which are reasonably ascertainable.  By his recommendation he implies that a

reasonable investigation has been made and that his recommendation rests on the
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conclusions based on such investigation.”).  Moreover, the court finds that the Complaint

sufficiently alleges that Berthel Fisher had knowledge of the omissions, in light of the

allegations that Berthel Fisher worked with TNP in programs prior to the TNP 2008

Participating Notes Program, Berthel Fisher intended to induce Plaintiffs to invest in the

TNP 2008 Participating Notes Program and Berthel Fisher did in fact induce Plaintiffs to

invest in the TNP 2008 Participating Notes Program, to their detriment.  In light of the

foregoing, the court finds that Plaintiffs have adequately pled that the Defendants

committed fraud and the Motion is denied to the extent that it requests that the court

dismiss Count III of the Complaint.

B.  Counts VI and XI

In Counts VI and XI of the Complaint, Plaintiffs allege that Defendants aided and

abetted fraud pursuant to California and Iowa common law, respectively.  Plaintiffs assert

that TNP and the TNP 2008 Participating Notes Program committed fraud in light of: (1)

the allegedly material misrepresentations and omissions in the Memorandum; (2) the

allegation that TNP and the TNP 2008 Participating Notes Program knew of the material

misrepresentations and intended that Plaintiffs rely on such misrepresentations; (3) the

allegation that Plaintiffs justifiably relied on such representations; and (4) the allegation

that Plaintiffs incurred damages as a direct and proximate result.  Plaintiffs claim that

Defendants aided and abetted this fraud “[b]ecause of their role in preparing the

[Memorandum], their position of underwriter and [m]anaging [b]roker-[d]ealer of the TNP

2008 [Participating Notes Program], and their role in promoting certain other TNP-

sponsored programs,” Defendants had knowledge of TNP and the TNP 2008 Participating

Notes Program’s fraud.  Complaint ¶ 170.  Plaintiffs further allege that Defendants

provided essential, substantial assistance to such fraud “by playing the leading role in the

promotion of the TNP 2008 [Participating Notes Program] to the investing public, as

underwriter and [m]anaging [b]roker-[d]ealer of the TNP 2008 [Participating Notes

63

Case 1:13-cv-00067-LRR   Document 32   Filed 05/29/14   Page 63 of 72



Program].”  Id. ¶ 171.

1. Parties’ arguments

In the Motion, Defendants argue that the court should dismiss Plaintiffs’ aiding and

abetting claims because Plaintiffs have only alleged that Defendants had constructive

knowledge of TNP and the TNP 2008 Participating Notes Program’s fraud, and

constructive knowledge is not enough to support an aiding and abetting claim.  In addition,

Defendants argue that Plaintiffs have not offered any “factual detail to support [their]

allegations” that Berthel Fisher was involved in the preparation of the Memorandum and

that Berthel Fisher had oversight and due diligence responsibilities arising out of its role

as the managing broker-dealer and underwriter of the TNP 2008 Participating Notes

Program offering.  Brief in Support of the Motion at 26.

In the Resistance, Plaintiffs contend that the allegations in the Complaint are

sufficient to support their aiding and abetting claims.  Specifically, Plaintiffs assert that

they “pled actual knowledge in the [Complaint],” not merely constructive knowledge,

“which more than satisfies the required pleading standard.”  Resistance at 11.

2. Analysis

Iowa and California have both adopted the common law rule subjecting a defendant

to liability for aiding and abetting a tort.  This rule states that 

[l]iability may . . . be imposed on one who aids and abets the
commission of an intentional tort if the person (a) knows the
other’s conduct constitutes a breach of duty and gives
substantial assistance or encouragement to the other to so act
or (b) gives substantial assistance to the other in accomplishing
a tortious result and the person’s own conduct, separately
considered, constitutes a breach of duty to the third person.

Casey v. U.S. Bank Nat’l Ass’n, 26 Cal. Rptr. 3d 401, 405 (Cal. Ct. App. 2005)

(alteration in original) (quoting Saunders v. Superior Court of L.A. Cnty., 33 Cal. Rptr.

2d 438, 446 (Cal. Ct. App. 1994)) (internal quotation marks omitted); see also Reilly v.
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Anderson, 727 N.W.2d 102, 115 (Iowa 2006) (providing that aiding and abetting a tort

“simply requires [the defendant] to know [the other’s] actions were tortious and that [the

defendant] gave substantial assistance” (citing Restatement (Second) of Torts §876 cmt.

d)).

The court finds that Plaintiffs have pled sufficient facts to allege aiding and abetting

fraud in Counts VI and XI.  The Complaint alleges that Berthel Fisher had actual

knowledge of TNP and the TNP 2008 Participating Notes Program’s fraud, that is, of the

material misrepresentations that TNP and the TNP 2008 Participating Notes Program made

in the Memorandum.  Additionally, the Complaint alleges that Berthel Fisher provided

TNP and the TNP 2008 Participating Notes Program substantial assistance in carrying out

the fraud because Berthel Fisher allegedly oversaw the offering of the TNP 2008

Participating Notes Program notes, distributed the notes, acted as an underwriter and acted

as the managing broker-dealer of the offering.  In light of the foregoing, the Motion is

denied to the extent that it requests that the court dismiss Plaintiffs’ aiding and abetting

fraud claims in Counts VI and XI of the Complaint.

VIII.  NEGLIGENCE AND NEGLIGENT MISREPRESENTATION (COUNTS IV,
V, IX AND X)

A.  Negligent Misrepresentation 

Count IV alleges negligent misrepresentation pursuant to California common law

and Count IX alleges negligent misrepresentation pursuant to Iowa common law.  These

claims assert that Defendants are liable because they “made misrepresentations of material

facts and omitted to disclose material information . . . in the [Memorandum].”  Complaint

¶¶ 154, 199.

The Iowa Supreme Court has stated that it relies on the Restatement (Second) of

Torts section 552 to define the tort of negligent misrepresentation.  Sain v. Cedar Rapids

Cmty. Sch. Dist., 626 N.W.2d 115, 123 (Iowa 2001).  Section 552 of the Restatement

(Second) of Torts provides that:
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One who, in the course of his business, profession or
employment, or in any other transaction in which he has a
pecuniary interest, supplies false information for the guidance
of others in their business transactions, is subject to liability
for pecuniary loss caused to them by their justifiable reliance
upon the information, if he fails to exercise reasonable care or
competence in obtaining or communicating the information.

Restatement (Second) of Torts § 552(1).  The person who supplies the information to the

person must owe that person a duty to be liable for negligent misrepresentation.  Sain, 626

N.W.2d at 124.

Similarly, “[t]he elements of a cause of action for negligent misrepresentation”

under California law are: (1) “[t]he defendant must have made a representation as to a past

or existing material fact”; (2) “[t]he representation must have been untrue”; (3) “the

defendant must have made the representation without any reasonable ground for believing

it to be true”; (4) “[t]he representation must have been made with the intent to induce

plaintiff to rely upon it”; (5) “[t]he plaintiff must have been unaware of the falsity of the

representation, he must have acted in reliance upon the truth of the representation and he

must have been justified in relying upon the representation”; and (6) “as a result of his

reliance upon the truth of the representation, the plaintiff must have sustained damage.” 

Friedman v. Merck & Co., 131 Cal. Rptr. 2d 885, 900 (Cal. Ct. App. 2003) (internal

quotation marks omitted) (quoting Cal. Civil Jury Instruction 12.45, Fraud and

Deceit—Negligent Misrepresentation).

In the Motion, Defendants argue that the court should dismiss Plaintiffs’ claims

asserting negligent misrepresentation because any alleged misrepresentations in the

Memorandum are attributable to TNP and the TNP 2008 Participating Notes Program, not

Defendants.  A claim for negligent misrepresentation requires Defendants to have made

a misrepresentation.  As more fully discussed above, pursuant to the Supreme Court’s

analysis in Janus, Defendants did not make the alleged misrepresentations in the
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Memorandum because TNP and the TNP 2008 Participating Notes Program had the final

authority over the content in the Memorandum, not Defendants.  See Janus, 131 S. Ct. at

2303 (“[T]he maker of a statement is the entity with authority over the content of the

statement and whether and how to communicate it.”).  Accordingly, the court finds that

Plaintiffs have not pled a claim asserting negligent misrepresentation and the Motion is

granted to the extent that it requests the court to dismiss Plaintiffs’ negligent

misrepresentation claims in Counts IV and IX of the Complaint.

B.  Negligence

Count V alleges negligence pursuant to California common law and Count X alleges

negligence pursuant to Iowa common law.  These claims assert that Defendants owed

Plaintiffs “a duty to conduct adequate due diligence as to the TNP 2008 [Participating

Notes Program],” Complaint ¶¶ 162, 208, and “to act as a reasonable broker-dealer . . .

under the same or similar circumstances,” id. ¶¶ 164, 21.  Plaintiffs further assert that

Defendants were negligent because they breached that duty by “failing to perform adequate

due diligence” as to the TNP 2008 Participating Notes Program before underwriting the

TNP 2008 Participating Notes Program offering and overseeing the distribution of the

Memorandum, and by “failing to warn Plaintiff[s] . . . that Defendants did not have a

reasonable basis to offer and promote and had not adequately vetted the TNP 2008

[Participating Notes Program] notes.”  Id. ¶¶ 165, 211.  According to Plaintiffs, they

relied on the Memorandum in deciding to invest in the TNP 2008 Participating Notes

Program and suffered damages as a direct result of Defendants’ negligence.

In the Motion, Defendants argue that the court should dismiss Plaintiffs’ negligence

claims because Defendants owed no legal duty to Plaintiffs, an argument that the court has

fully addressed and rejected above.  The court reiterates its finding that Plaintiffs have put

forth sufficient facts in the Complaint to allege that Berthel Fisher acted as an underwriter

for the TNP 2008 Participating Notes Program and owed Plaintiffs a duty to disclose, a
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duty to investigate and/or a duty to conduct due diligence as to TNP and/ or the TNP 2008

Participating Notes Program.

To prevail on a negligence claim under Iowa law, a “plaintiff must establish that the

defendant owed the plaintiff a duty of care, the defendant breached that duty, the breach

was the actual and proximate cause of the plaintiff’s injuries, and the plaintiff suffered

damages.”  Novak Heating & Air Conditioning v. Carrier Corp., 622 N.W.2d 495, 497

(Iowa 2001).  Similarly, under California law, “‘[a]n action in negligence requires a

showing that the defendant owed the plaintiff a legal duty, that the defendant breached that

duty, and that the breach was a proximate or legal cause of injuries suffered by the

plaintiff.’”  Mintz v. Blue Cross of Calif., 92 Cal. Rptr. 3d 422, 434 (Cal. Ct. App. 2009)

(quoting Ann M. v. Pac. Plaza Shopping Ctr., 863 P.2d 207, 211 (Cal. 1993)).  The court

finds that Plaintiffs have alleged sufficient facts to support a finding that Berthel Fisher was

negligent and that its negligence caused Plaintiffs’ injuries, namely, the loss of their

investment with the TNP 2008 Participating Notes Program.  Accordingly, the Motion is

denied to the extent that it requests that the court dismiss Plaintiffs’ negligence claims in

Counts V and X of the Complaint.

IX.  CONTROL PERSON LIABILITY

In the Complaint, Plaintiffs assert each claim against both Thomas Joseph Berthel

and Berthel Fisher.  Thomas Joseph Berthel was Berthel Fisher’s Chief Executive Officer,

Chairman of the Board, and one of its indirect owners at all relevant times.  Complaint ¶

22.  Plaintiffs assert that “[b]ecause of his position of control and authority . . . [Thomas

Joseph Berthel] was able to and did control Berthel Fisher’s activities, including its

preparation and dissemination of misleading offering documents for TNP offerings

including the TNP 2008 [Participating Notes Program] and its management and oversight

of the TNP 2008 [Participating Notes Program] Offering.”  Id. ¶ 23; see also id. ¶¶ 91,

96.
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A.  Parties’ Arguments

In the Motion, Defendants contend that the court should dismiss each of Plaintiffs’

claims against Thomas Joseph Berthel for the following reasons: (1) because Plaintiffs did

not plead a viable claim asserting a securities law violation, and a “claim for ‘control

person’ liability first requires a primary violation by the principal wrongdoer”; (2) because

“control person liability” is only statutorily imposed and, thus, is not available as to

Plaintiffs’ claims asserting common law violations; and (3) because Thomas Joseph Berthel

did not participate in the alleged activities that constitute securities law violations.  Brief

in Support of the Motion at 24.

In the Resistance, Plaintiffs contend that they have adequately stated their claims

asserting control person liability against Thomas Joseph Berthel “under both California and

Iowa Blue Sky Laws, not under common law as Defendants assert.”  Resistance at 22

(footnote omitted).  Plaintiffs further argue that only notice pleading is required to assert

a claim for control person liability. 

B.  Applicable law

Pursuant to California Corporations Code section 25504, a control person may be

liable where a plaintiff has shown an underlying violation of the California securities laws. 

Specifically, section 25504 provides:

Every person who directly or indirectly controls a person
liable under Section 25501 or 25503 . . . [is] also liable jointly
and severally with and to the same extent as such person,
unless the other person who is so liable had no knowledge of
or reasonable grounds to believe in the existence of the facts
by reason of which the liability is alleged to exist.

Cal. Corp. Code § 25504.

Similarly, Iowa Code section 502A.7 provides:

A person who directly or indirectly controls another person
liable under this chapter, a partner, officer, or director of the
other person, a person occupying a similar status or
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performing similar functions, and an employee of such other
person who materially aids in the violation, is liable jointly and
severally with and to the same extent as the other person,
unless the person who is liable by virtue of this provision
sustains the burden of proof and the person did not know, and
in exercise of reasonable care could not have known, of the
existence of the facts by reason of which the liability is alleged
to exist.

Iowa Code § 502A.7(2).  

To assert control person liability, a plaintiff must first establish an underlying

violation of the securities laws.  See In re Hutchinson Tech., Inc. Sec. Litig., 536 F.3d

952, 961 (8th Cir. 2008) (affirming the district court’s dismissal of the plaintiff’s control

person claims pursuant to the federal securities laws because a control person claim is a

derivative claim that requires an underlying violation of the 1934 Securities Exchange Act,

and the plaintiffs had not made a submissible claim as to the underlying violation); Jackson

v. Fischer, 931 F. Supp. 2d 1049, 1064 (N.D. Cal. 2013) (holding that a plaintiff could

not assert control person liability pursuant to section 25504 where the plaintiffs failed to

state “a viable claim for primary liability” against the defendants). 

C.  Application

At the outset, the court notes that it appears that, despite Plaintiffs’ use of

“Defendants” throughout the Complaint, Plaintiffs are only asserting that Thomas Joseph

Berthel is liable under the securities law claims asserted in Counts I, II, VII and VIII. 

Furthermore, control person liability is statutorily imposed and does not exist at common

law, and Plaintiffs provide the court with no basis for imposing control person liability on

Thomas Joseph Berthel in their claims pursuant to the common law in Counts III,  IV, V,25

 The court notes that Plaintiffs’ claim in Count III is pursuant to California25

Corporations Code section 1572 as well as the common law.  However, Plaintiffs do not
provide the court with an accompanying statute imposing control person liability with

(continued...)
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VI, IX, X and XI.  Moreover, the court already dismissed Plaintiffs’ claim in Count II,

so there can be no control person liability as to that claim.  Accordingly, Thomas Joseph

Berthel could only be liable as a control person with respect to Plaintiffs’ claims in Counts

I, VII and VIII.

As to Count I, the court finds that Thomas Joseph Berthel is not liable as a control

person because Plaintiffs have not adequately pled that Berthel Fisher is liable for a

primary violation under sections 25501 or 25503.  See Cal. Corp. Code § 25504.  Rather,

as the court found above, Plaintiffs’ claim in Count I may proceed pursuant to section

25504 as a “broker-dealer or agent who materially aids in [TNP and/or the TNP 2008

Participating Notes Program’s] act or transaction constituting the [primary] violation.” 

See id.  Because Plaintiffs failed to pursue their claim against Berthel Fisher pursuant to

section 25401, electing instead to pursue their claim in Count I pursuant to section 25504,

they did not plead a primary violation against Berthel Fisher pursuant to California

securities law.  Accordingly, the court finds that Thomas Berthel Fisher is not liable as a

control person in Count I.

As to Counts VII and VIII, Plaintiffs adequately pled violations of the Iowa

securities laws against Berthel Fisher.  Furthermore, they adequately pled that Thomas

Joseph Berthel “directly or indirectly controls another person liable under [Chapter

502A].”  Iowa Code § 502A.7(2).  However, the primary violations that Plaintiffs pled are

pursuant to Chapter 502, entitled the “Uniform Securities Act (Blue Sky Law),” not

Chapter 502A, entitled the “Commodities Code.”  Plaintiffs have not provided the court

with an alternative statute imposing control person liability on Thomas Joseph Berthel

under Iowa law, and the court is aware of none.  Accordingly, based on a plain reading

of the statute providing for control person liability under Iowa law, section 502A.7, the

(...continued)25

respect to section 1572, so this does not affect the court’s analysis.
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court finds that Plaintiffs have failed to assert control person liability against Thomas

Joseph Berthel in Counts VII and VIII.  In light of the foregoing, Plaintiffs have failed to

state a claim against Thomas Joseph Berthel and the Motion is granted to the extent that

it requests that the court dismiss Plaintiffs’ claims against Thomas Joseph Berthel.

X.  CONCLUSION

In light of the foregoing, Defendants Berthel Fisher and Company Financial

Services, Inc. and Thomas Joseph Berthel’s Motion to Dismiss (docket no. 22) is

GRANTED IN PART AND DENIED IN PART.  With respect to Plaintiffs’ claims

against Thomas Joseph Berthel, the Motion is GRANTED and Counts I through XI are

DISMISSED against Thomas Joseph Berthel.  The Clerk of Court is DIRECTED to

DISMISS Thomas Joseph Berthel from this case.  With respect to Counts II, IV and IX,

the Motion is GRANTED and Counts II, IV and IX are DISMISSED.  With respect to

Counts I, III, V, VI, VII, VIII, X and XI, the Motion is DENIED.

IT IS SO ORDERED.

DATED this 29th day of May, 2014. 

72

Case 1:13-cv-00067-LRR   Document 32   Filed 05/29/14   Page 72 of 72



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

UNITED STATES DISTRICT COURT

SOUTHERN DISTRICT OF CALIFORNIA

IN RE MAXWELL
TECHNOLOGIES, INC.,
SECURITIES LITIGATION.

CASE NO. 13-CV-00580-BEN (RBB)

ORDER GRANTING MOTION TO
DISMISS

[Docket No. 50]

Before this Court is a Motion to Dismiss filed by Defendants Maxwell

Technologies, Inc. (Maxwell), David J. Schramm, and Kevin S. Royal.  (Docket No.

50).  For the reasons stated below, the Motion is GRANTED.

BACKGROUND

Maxwell Technologies is a Delaware corporation based in San Diego, CA. 

Maxwell develops, manufactures, and markets energy storage and power delivery

products, with a primary focus on ultracapacitors.  Schramm served as CEO and

President of Maxwell from July 2007 to December 31, 2013, and reached an agreement

to serve as an advisor for two additional years.  Royal has been the Senior Vice

President, CFO, Treasurer, and Secretary of Maxwell since April 2001.

On March 7, 2013, Maxwell announced that it was restating its financial

statements for 2011 and the first three quarters of 2012.  Maxwell’s sales organization

made secret arrangements with certain distributors for special payment terms.  The

distributors would not have to pay Maxwell until the distributor was paid by the

customers.  Under Maxwell’s revenue recognition policy, revenue is only to be
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recognized where certain conditions are met, including that the collectability of the

revenue is “reasonably assured.”  (Compl. ¶¶ 29, 134-35).  However, Maxwell

recognized the revenue from these sales too early, causing the financial statements to

overstate revenue.  The inaccurate revenue numbers had been included in a number of

SEC filings signed by Schramm and Royal.  These filings assert that GAAP principles

are used and that the financial statements “present fairly the financial position, results

of operations, and cash flows” of Maxwell.  (Id. ¶ 118).  Schramm and Royal also

spoke on a number of conference calls about Maxwell and its financial performance. 

On April 26, 2012, Maxwell announced disappointing financial results for the

first quarter of 2012.  (Id. ¶¶ 10, 85).  A one-day drop of $6.20 per share, from $15.80

per share to $9.60 per share, followed. (¶¶ 10, 86, 162).  On March 7, 2013, Maxwell

announced that there had been errors in past restatements, that it was required to restate

results for 2011 and the first three quarters of 2012.  (Id. ¶ 11).  It also stated that it had

to delay its annual report, that there were problems with internal controls and its credit

agreement, and announced terminations and resignations of some Maxwell executives. 

(Id.)  The next day, shares fell $1.01. (Id.)  On March 19, 2013, Maxwell announced

that McGladrey LLP had resigned as the independent accounting firm because it could

not rely on management’s representations and continuing internal control deficiencies. 

(Id. ¶¶ 4, 13, 90).  The stock price fell the next day.  (Id. ¶ 91 ).  Plaintiff contends that,1

overall, the stock price dropped more than 70% from the class period high of $21.20

per share.  (Id.)  On April 30, 2013, Maxwell disclosed that the DOJ and SEC had

begun investigations.

Maxwell published the restated financial statements on August 1, 2013.  In total,

Maxwell states that $10.1 million in revenue had been recognized prematurely in 2011,

and $9.2 million had been recognized prematurely in 2012.  (Id.  ¶ 154).  Maxwell

asserts that there were no phony transactions and that, with insignificant exceptions,

The Court notes that the Complaint is inconsistent with respect to the exact size1

of the drop in the stock price on March 20, 2013.  (Compl. ¶¶ 13, 91).
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Maxwell has been paid for all of the problematic sales transactions subject to the

restatement.  (Mot. at 5; Def. Ex. A at 11 ).2

Maxwell’s audit committee conducted an investigation using outside counsel and

forensic accountants.  Certain Maxwell employees were terminated, and Senior Vice-

President of Sales and Marketing Van Andrews resigned.  While the investigation was

ongoing, Maxwell’s accountants, McGladrey LLP, resigned.  McGladrey stated that

they had decided not to accept representations from the current management and that

Maxwell lacked sufficient internal controls over revenue recognition.  Maxwell hired

new accountants, who accepted representations from current management, including

both individual defendants.  Investigations have been commenced by the Securities and

Exchange Commission (SEC) and the Department of Justice (DOJ).

In the wake of the restatements, several lawsuits were filed against Maxwell and

the individual defendants on behalf of persons or entities that purchased Maxwell

stock.  On October 24, 2013, this Court consolidated four actions, and appointed The

Employees’ Pension Plan of the City of Clearwater as Lead Plaintiff (“Plaintiff”).  

(Docket No. 44).  Plaintiff filed a Consolidated Complaint (Compl.) on January 17,

2014.  (Docket No. 49).  The Complaint, filed on behalf of persons or entities who

purchased Maxwell stock between April 29, 2011 and March 19, 2013 (the “Class

Period”), asserts two causes of action: (1) violation of Section 10(b) of the Securities

and Exchange Act of 1934 (Exchange Act), and (2) violation of Section 20(a) of the

Exchange Act.  Plaintiff claims that Defendants made false statements about Maxwell’s

financial condition and internal controls, and that Schramm and Royal knew of or

participated in the secret side arrangements with distributors. 

Defendants ask this Court to take judicial notice of documents referenced in the2

complaint and filed with the United States Securities and Exchange Commission. 
(Docket No. 50-2).  Plaintiff did not state any objection to this Court taking judicial
notice of these documents.  Documents incorporated by reference in the Complaint and
whose authenticity no party questions, are properly considered in a Rule 12(b)(6)
motion.  E.g., DeMarco v. DepoTech Corp., 149 F. Supp. 2d 1212, 1218 (S.D. Cal.
2001) (taking judicial notice of SEC filings referred to in the complaint).  Accordingly
the Request for Judicial Notice is GRANTED.
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On February 20, 2014, Defendants filed a Motion to Dismiss the Complaint on

the grounds that Plaintiff failed to sufficiently allege scienter and that loss causation

fails as to the April 26, 2012 announcement.  (Docket No. 50).

LEGAL STANDARDS

Section 10(b) of the Exchange Act makes it unlawful to:

use or employ, in connection with the purchase or sale of any security
registered on a national securities exchange or any security not so
registered . . . any manipulative or deceptive device or contrivance in
contravention of such rules and regulations as the [SEC] may prescribe as
necessary or appropriate in the public interest or for the protection of
investors.  

15 U.S.C. § 78j(b).  Pursuant to that section, the SEC promulgated Rule 10b-5, which

makes it unlawful, in relevant part, to “make any untrue statement of a material fact or

to omit to state a material fact necessary in order to make the statements made, in light

of the circumstance under which they were made, not misleading.” 17 C.F.R.

§ 240.10b-5(b).  Section 20(a) of the Exchange Act, 15 U.S.C. § 78t(a), states that a

person who:

directly or indirectly, controls any person liable under any provision of
this chapter or of any rule or regulation thereunder shall also be liable
jointly and severally with and to the same extent as such controlled person
to any person to whom such a controlled person is liable . . . unless the
controlling person acted in good faith and did not directly or indirectly
induce the act or acts constituting the violation or cause of action.

Section 20(a) claims may be dismissed summarily if the plaintiff fails to adequately

plead a primary violation of section 10(b).  Zucco Partners, LLC v. Digimarc Corp.,

552 F.3d 981, 990 (9th Cir. 2009) (citations omitted).

To state a securities fraud claim, a plaintiff must plead (1) a material

misrepresentation or omission by the defendant; (2) scienter; (3) a connection between

the misrepresentation or omission and the purchase and sale of a security; (4) reliance

upon the misrepresentation or omission; (5) economic loss; and (6) loss causation. 

Mattrix Init. Inc. v. Siracusano, 131 S.Ct. 1309, 1317 (2011); Reese v. Malone, No. 12-

35260, 2014 WL 555911, at *5 (9th Cir. Feb. 13, 2014) (citations omitted).  Scienter

is “a mental state embracing intent to deceive, manipulate, or defraud.” Ernst & Ernst
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v. Hochfelder, 425 U.S. 185, 193 n.12 (1976).  

In ruling on a motion to dismiss in a securities fraud class action, the court

assumes all factual allegations to be true.  Tellabs, Inc. v. Makor Issues & Rights, Ltd.,

551 U.S. 308, 322 (2007).  A court considers the complaint in its entirety, as well as

other sources courts ordinary examine when ruling on Rule 12(b)(6) motions to

dismiss, such as documents incorporated into the complaint by reference and matters

of which a court may take judicial notice.  Id.

At the pleading stage, a complaint stating claims under section 10(b) and Rule

10b-5 must satisfy the dual pleading requirements of Federal Rule of Civil Procedure

9(b) and the Private Securities Litigation Reform Act of 1995 (PSLRA).  Rule 9(b)

requires a party to “state with particularity” the circumstances constituting fraud or

mistake, but allows conditions of a person’s mind to be alleged generally.  However,

the PSLRA applies special requirements to private actions for securities fraud.  Where

a plaintiff may only recover money damages on proof that a defendant acted with a

particular state of mind, the complaint must, as to each alleged act or omission, “state

with particularity facts giving rise to a strong inference that the defendant acted with

the required state of mind.”  15 U.S.C. § 78u-4(b)(2)(A). 

The Ninth Circuit has held that in a securities fraud action, plaintiffs must show

that defendants engaged in “knowing” or “intentional conduct.”  South Ferry LP, No.

2 v. Killinger, 542 F.3d 776, 782 (9th Cir. 2008) (citing In re Silicon Graphics, Inc.

Sec. Litig., 183 F.3d 970, 975 (9th Cir. 1999)).  Reckless conduct can meet the standard

to the extent it “reflects some degree of intentional or conscious misconduct,” or what

has been termed “deliberate recklessness.”  Id. (citing Silicon Graphics, 183 F.3d at

977).  In pleading deliberate recklessness, the plaintiff must plead a “highly

unreasonable omission, involving not merely simple, or even inexcusable negligence,

but an extreme departure from the standards of ordinary care, and which presents a

danger of misleading buyers or sellers that is either known to the defendant or is so

obvious that the actor must have been aware of it.”  Zucco, 552 F.3d at 991 (quoting
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Silicon Graphics, 183 F.3d at 976).  Facts showing “mere recklessness,” or motive and

opportunity to commit fraud, provide some reasonable inference of intent, but are not

independently sufficient.  Reese v. Malone, 2014 WL 555911, at *7 (citing Silicon

Graphics, 183 F.3d at 974).

The strong inference is required to be “cogent and compelling, thus strong in

light of other explanations.”  Tellabs, 551 U.S. at 324.  The inquiry is “inherently

comparative” and requires that a court consider plausible, nonculpable explanations for

the defendant’s conduct, as well as inferences favoring the plaintiff.  Id.   Although the

inference that a defendant acted with scienter need not be irrefutable or the “most

plausible” of competing inferences, it must be more that merely “reasonable” or

“permissible.” Id.  A complaint will survive “only if a reasonable person would deem

the inference of scienter cogent and at least as compelling as any opposing inference

one could draw from the facts alleged.”  Id.  The relevant inquiry is “whether all of the

facts alleged, taken collectively, give rise to a strong inference of scienter, not whether

any individual allegation, scrutinized in isolation, meets that standard.”  Id. at 323

(emphasis in original).  In reviewing the sufficiency of scienter allegations after

Tellabs, the Ninth Circuit has conducted a dual inquiry in which it first determines if

any allegation, standing alone is sufficient to create a strong inference of scienter. 

Zucco, 552 F.3d at 992.  If not, it examines the complaint holistically to determine if

the insufficient allegations combine to create a strong inference of intentional conduct

or deliberate recklessness.  Id.

DISCUSSION

Defendants argue that Plaintiff has failed to sufficiently allege scienter.  They

argue that the Complaint does not allege facts giving rise to the “strong inference” that

Schramm or Royal were involved in or knew of the secret side arrangements which

caused the restatement.  (Mot. at 2).

Plaintiff points to a number of different allegations which it contends are

sufficient to raise a strong inference of scienter, when viewed holistically.  Plaintiff
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points to the statements of five confidential witnesses included in the complaint.  It also

points to a variety of other facts, such as the “noisy” resignation of Maxwell’s auditor,

the individual defendants’ performance-based compensation, government

investigations, the individual defendant’s role in the corporate structure, and alleged

involvement in relevant transactions.  Defendants dispute that such allegations give rise

to a strong inference, and point to other facts which they contend undermine a strong

inference of scienter.

This Court individually examined the various allegations raised to determine if

they are sufficient to create a strong inference of scienter.  As none are individually

sufficient, the Court examined them holistically to determine if they create a strong

inference of scienter when viewed in combination.  As this Court determines that a

strong inference of scienter is not created, it will not proceed to unnecessarily consider

loss causation.

A.  Corporate Scienter

Plaintiff argues that corporate scienter is satisfied because defendants Schramm

and Royal, as well as non-defendant Andrews, were senior-level executives responsible

for Maxwell’s core operations and acted with the requisite scienter.  (Opp’n at 10). 

Plaintiff argues that Maxwell’s corporate scienter is “beyond reasonable dispute”

because it admitted that Andrews left the company “as a result” of the investigation

into wrongdoing.  (Opp’n at 4).  Plaintiff contends that the scienter of Andrews,

Schramm, and Royal can be imputed to Maxwell, and that Maxwell is liable for the

securities fraud of its “controlling employees.”  (Id.) 

Defendants do not appear to dispute that the scienter of named individual

defendants Schramm or Royal can be imputed to Maxwell, but argues that non-

defendant Andrews’ scienter cannot be so imputed.  Defendants argue that the effort

to attribute the knowledge of an employee to the company is an attempt to use a

“collective scienter” theory which is not the law in this Circuit.  (Reply at 1). 

Defendants cite to Glazer Capital Mgmt., LP v. Magistri, 549 F.3d 736, 744-45 (9th
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Cir. 2008), in which the Ninth Circuit noted a circuit split on the issue, and stated that

its precedent did not foreclose the possibility that collective scienter might be

appropriate in some circumstances.  However, the Ninth Circuit in Glazer required that

a plaintiff who rested his claim on three statements in a legal document plead scienter

as to the individuals who actually made the false statements in the merger agreement. 

Id. at 745.  The Ninth Circuit did not lay out a test for determining when individual

scienter might not be required, but stated that it reached its conclusion based on the

“nature and unique context of the alleged misstatements in this case.”  Id. 

This Court has examined the arguments raised by Plaintiff, and has determined

that Plaintiff has not demonstrated that collective scienter is applicable here.  As in

Glazer, this Court looks at the nature and context of the misstatements.  Plaintiff’s

claims are based upon statements by the individual defendants and in official filings

signed by the individual defendants.  It is thus necessary to require scienter as to the

individuals who were responsible for the statements.  This is not a situation in which

the fact that Andrews or another employee may have had the requisite knowledge

indicated that the individual defendants who made or authorized statements knew they

were false when they were made.  The fact that Andrews, a non-defendant, allegedly

had knowledge of misconduct does not indicate that any statements were made with the

necessary mental state.

The Court has examined the cases cited by Plaintiff.  Although the case law

supports holding a corporation responsible for the actions of its executives, Plaintiff

does not cite cases that support corporate scienter based only upon the scienter of a

non-defendant who did not make or certify the statements at issue.  Thus, although this

Court agrees with Plaintiff that corporate scienter is alleged if it is sufficiently alleged

that Schramm or Royal had the necessary mental state, corporate scienter is not

sufficiently alleged under these circumstances where one executive had the knowledge

and other, perhaps-innocent executives made the statements.  

///
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B.  Plaintiff’s Arguments for Individual Scienter

Plaintiff’s briefing points to numerous allegations which it contends support a

strong inference that Schramm and Royal had the necessary mental state.

i. Confidential Witnesses

The principal argument set forth by Plaintiff is that a strong inference of scienter

arises from the statements made by five confidential witnesses who are described and

quoted in the Complaint.  Plaintiff contends that these statements support the claim that

Schramm and Royal engaged in, or knew about, the side deals and improperly realized

revenue.  Defendants raise numerous challenges to the statements.

A complaint relying upon statements from confidential witnesses must pass two

hurdles to satisfy the PSLRA pleading requirements.  Zucco, 552 F.3d at 995.  First,

the confidential witnesses must be “described with sufficient particularity to establish

their reliability and personal knowledge.”  Id. (citing In re Daou Systems, Inc., 411

F.3d 1006, 1015-16 (9th Cir. 2005)).  Second, the statements themselves must be

“indicative of scienter.”  Id. (citing Daou, 411 F.3d at 1022). 

a.  Confidential Witness #1

Confidential Witness #1 (CW1) was Maxwell’s Vice President of Business

Development from January 2006 to March 2013.  (Compl. ¶ 52 n. 16).  CW1 initially

reported to Schramm, and after 2010 reported to Andrews and Schramm.  (Id.)  CW1

was fired for purported involvement in the accounting scheme.  (Id.)  CW1 reports that

“things definitely changed” after Andrews arrived and that she  was taken “out of the3

loop” on many of the issues in the restatement.  (Id. ¶ 52).

CW1 reports that she was involved in a shipment of product that was not going

to be accepted by the end user.  (Id. ¶ 61).  She reports that Andrews directed her to

speak with Alfatec, the company’s German distributor, and have the shipment delivered

to Alfatec.  (Id.)  CW1 stated that Alfatec knew Maxwell wanted Alfatec to take and

This Court follows Plaintiff’s convention of referring to all confidential3

witnesses with female pronouns to protect confidentiality.
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store the product, but that Alfatec would not pay for the product at the time.  (Id.)  CW1

stated that this arrangement might not be a problem if it had been properly accounted

for by Maxwell.  (Id. ¶ 62).  The Complaint says that CW1 reported questioning

Andrews about changing the terms of the shipment, and Andrews told her that it was

“OK’d by David,” presumably referring to Schramm.  (Id.)  CW1 also states that

Andrews was warned by Schramm that he would be fired and allowed to resign, but

does not state how she knew Andrews was warned.  (Id. ¶ 81).

Defendants raise a number of arguments regarding CW1.  First, they point out

that CW1 and CW4 are both former, disgruntled employees.  Plaintiff argues that this

goes to the witnesses credibility, and it is not appropriate for this Court to determine

credibility issues at this stage.  This Court agrees with Plaintiff.  The Court will

examine the witnesses for indicia of reliability and personal knowledge, but it will not

ignore detailed and otherwise reliable allegations simply because the witness might

have a motive to lie.  See In re Gilead Scis. Sec. Litig., No. C 03-4999, 2009 WL

3320492, at *2 (N.D. Cal. Oct. 13, 2009).

Second, Defendants argue that the confidential witnesses offer sweeping

generalizations, not specific facts.  Plaintiff’s description of the confidential witness

accounts raises serious problems.  In reviewing the Complaint’s characterization of

their statements, it is often unclear what the witness actually said, what the Plaintiff has

inferred, and what is commentary by the Plaintiff.  To the extent that certain ideas were

expressed by the witness, their basis is often unclear.  In particular, this Court cannot

determine from the Complaint whether any of the confidential witnesses had any

reason to believe the individual defendants knew there were improprieties.

In the case of CW1, for instance, the Complaint reports that CW1 stated that the

arrangements might not have been problematic if reported, then states that “However,

the Individual Defendants made sure this was not the case in order to boost Maxwell’s

sales figures.”  (Compl. ¶ 62)  The Complaint does not indicate whether CW1 said this

or it is Plaintiff’s commentary.  If CW1 did say this, it does not explain the basis for the
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statement.  For instance, the Complaint does not report any statements made by the

individual defendants that suggest that they knew the sales were not properly reported

to accounting, much less why they did so.  The Complaint also states that CW1

confirmed that the secret change was ordered by Andrews and Schramm, and the

Opposition indicates that CW1 stated that Schramm ordered secret alteration of terms

and Andrews carried them out.  (Id.; Opp’n at 16).  However, the Complaint does not

indicate what, if anything, CW1 said to indicate that she concluded that Andrews or

Schramm knew it was secret, on what basis she reached that conclusion, or whether

either man actually ordered her to do it without telling anyone.  This Court therefore

cannot tell whether this statement is CW1’s characterization of events or merely

Plaintiff’s interpretation of the fact that CW1 was told to change the payment terms. 

There is also no basis from which this Court could conclude that CW1 had personal

knowledge of the fact that Andrews was warned in advance of the terminations.

It appears that CW1 was in a position to know about the existence of unreported

side arrangements, and might have plausibly learned whether the individual defendants

were aware of the sales arrangements and how they were reported to accounting. 

However, in order for the statement of CW1 to support scienter, Plaintiff must give this

Court a sufficiently clear indication of what CW1 actually said and the basis for that

statement.  With respect to much of the description of CW1’s statement, this Court

cannot determine which allegations and comments were made by CW1.  To the extent

it is clear Plaintiff is relating the statement of CW1, Plaintiff has frequently failed to

establish reliability and personal knowledge.  Those statements for which reliability

and personal knowledge have been established are not sufficiently indicative of

scienter.  Although Plaintiff’s characterization suggests that CW1 may possess

evidence of scienter, Plaintiff has not communicated that evidence in a way that allows

this Court to infer scienter.

///

///
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b.  Confidential Witness #2

Confidential Witness #2 (CW2) was Maxwell’s Sales Operations Manager from

February 2008 to May 2011.  (Compl. ¶ 53 n. 17).  CW2 was responsible for sales

reporting and client contracts, including the preparation of sales reports and attendance

at weekly sales meetings.  (Id.)  These reports included information about outstanding

sales, received orders, unfulfilled sales, and invoiced orders.  (Id.)  The Complaint

alleges that CW2 characterized the environment at Maxwell as becoming more

secretive and restrictive after Andrews arrived.  (Id. ¶ 53).  CW2 is reported as stating

that she did not trust Andrews and that he was a typical sales person who “pushed to

get stuff done” at the end of quarters.  (Id.)  CW2 stated that she was “not surprised”

by the need for the restatement.  (Id.)  CW2 reports that Andrews excluded her from

weekly sales meetings after he arrived, but that she still sent reports to Andrews.  (Id.

¶ 63).  CW2 is quoted as saying she was “sure at the time” that there were orders being

reported as booked when that was not actually the case.  (Id.)  CW2 also stated that

Andrews addressed issues or discrepancies with the terms of the transaction.  (Id.)

The account of CW2 does not support a strong inference of scienter.  There is

no indication in the statement that Schramm or Royal were aware of the side deals, or

the fact that the deals were not reported.  Indeed, it is not clear that CW2 actually knew

anything about the scheme while at Maxwell, much less who was involved. 

Defendants also correctly point out that CW2 was not working at Maxwell for much

of the Class Period.  These statements provide little support to infer scienter.

c. Confidential Witness #3

Confidential Witness #3 (CW3) was Maxwell’s Senior Sales Operations

Administrator from September 2011 through June 2012.  (Compl. ¶ 64  n. 19).  CW3

was responsible for entering and processing orders, as well as for overseeing the

implementation of a customer relationship system.  (Id.)  CW3 participated in weekly

Accounts Receivable meetings.  (Id.)  CW3 reported to Andrews and Tara Whiteside,

the Business Planning & Sales Operations Manager.  (Id.)  The Complaint reports that
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CW3 talks about the fact that it was “always a scramble” to process Alfatec orders and

put the products “on a boat” to count the orders during the reporting period.  (Id. ¶ 64) 

The Complaint states that “CW 3 understood that this was being done so that these

orders could be booked as revenue in the quarter about to end even though the

Individual Defendants knew this wasn’t the case . . .”  (Id.)  CW3 stated that Schramm,

Royal, and Andrews received flash reports that set forth expected sales, which were

“always inflated” because of the sales quota.  (Id. ¶ 65).  CW 3 is quoted as saying the

“integrity of the orders came into question.”  (Id.)

The Complaint recounts CW3’s description of events involving Maxwell

distributor Pana-Pacific.  (Id. ¶ 66).  CW3 reported that she entered terms for the orders

based on purchase orders and invoices, but that the terms were not the same as the

terms Andrews verbally extended to Pana-Pacific.  (Id.)  CW3 stated that Pana-

Pacific’s accounts receivable became past-due and that she raised this issue in the

Accounts Receivable meetings, which included Andrews and “on occasion Defendant

Royal.”  (Id. ¶ 67).  CW3 says that Whiteside told her that Andrews had a verbal

agreement with Pana-Pacific to extend the payment terms.  (Id.)  CW3 stated that

extending such terms required Royal’s approval, and the Complaint states that “the

CFO should have been involved.”  (Id.)

CW3 also discussed Maxwell’s policy on credit holds.  (Id. ¶ 68).  She stated that

additional orders could only be shipped if one of the individual defendants, usually

Royal, released the hold.  (Id.)  The hold was released on Pana-Pacific despite unpaid

receivables.  (Id.)  CW3 states that Whiteside told her that she should not try to collect

from Pana-Pacific because Andrews was “handling it,” and that she should not talk to

Andrews about Pana-Pacific.  (Id. ¶ 69).  CW3 states she expressed concerns to

Whiteside.  (Id.)  CW3 did state that she felt it was “very weird” to be directed to

remain silent about the situation.  (Id.  ¶ 70).

CW3’ s account cannot support a strong inference of scienter.  Although the

Complaint’s discussion of CW3 states that the individual defendants knew that revenue
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was being improperly booked, it is unclear whether CW3 ever says this, or if CW3 has

any basis to say this.  Although the Complaint indicates that CW3 was told to remain

silent, this allegation is too ambiguous to help infer scienter.  This Court cannot tell if

the Complaint was referencing Whiteside’s instructions or one of the individual

defendants told her not to talk about the side deals.  None of the allegations provide

specific facts from which this Court could infer that the individual defendants knew

that side deals were not being communicated to the accounting department. At most,

it indicates that one or both individual defendants were aware of collection problems

and authorized credit hold decisions that allowed additional products to be shipped and

improperly booked.  It is not, however, clear from the Complaint that Maxwell policy

was followed and that either individual defendant actually authorized special terms or

lifting credit holds.  Plaintiff argues that CW3’s testimony “fatally undermines any

claim that Royal and Maxwell were unaware of Pana-Pacific’s undisclosed extended

payment terms.”  (Opp’n at 15).  The Court agrees that it is somewhat undermined. 

However, even if Schramm and Royal knew about the side deals, this does not indicate

that they knew that revenue was improperly booked.  Plaintiff also points out that

CW3’s account of end-of-period activity was corroborated and that other CWs had

suspicions about the revenue being booked.  (Id. at 16).  However, Plaintiff has not

explained how an active sales department and the suspicions of third parties indicates

that the individual defendants knew about the improper accounting.  

d.  Confidential Witness #4

Confidential Witness #4 (CW4) was Maxwell’s Senior Director of Global Sales

and Marketing from August 2012 to March 2013.  (Compl. ¶ 71 n.20).  CW4 also

worked at Maxwell from February 2008 to July 2010 as Director of Sales and

Marketing for the Americas.  (Id.)  From 2012, CW4 was responsible for sales strategy

and managing customer relationships, and reported to Schramm and Andrews.  (Id.) 

CW4 was fired for purportedly having a role in the events leading to the restatement. 

(Id.)  CW4 made statements pertaining to both Maxwell business practices, and
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conversations overheard during carpool rides.

First, the Complaint alleges that  CW4 states that the illicit business practices

were used with clients worldwide.  (Id. ¶ 71).  CW4 provides details on the kinds of

arrangements that were made.  (Id. ¶ 72).  CW4 stated that Royal approved extended

payment terms, and that only Schramm and Royal could lift a credit hold.  (Id.)

Although these statements allow an inference that the actions of one or both

defendants was necessary to carry out the misconduct, it alone does not establish

scienter on the part of Schramm or Royal.  The fact that the individual defendants made

or should have made decisions on payment terms or credit holds does not indicate that

they knew that the effects of those decisions were not properly reported to accounting.

Second, CW4 makes claims based on the fact that she “often” joined Schramm

and Andrews in their carpools.  The Complaint states that she heard “off the record

conversations” which Plaintiff alleges “included these problematic business practices.” 

(Id. ¶ 82).  The Complaint states that CW4 recalled Schramm telling Andrews to “take

certain actions necessary to ‘make the numbers,’ and that Schramm boasted that he had

‘a clean bill of health’ regarding his participation in these practices.”  (Id.)  CW4 states

that she has a lot of information and can put “a nail in the coffin” of Schramm and

Royal.  (Id.)  CW4 claimed that Schramm and Royal were “spearheading” the

fraudulent transactions and were responsible for the matters that were restated.  (Id.

¶ 83).  She allegedly claims that they “knew everything” and were “guiding it.”  (Id.) 

She states that she was “told what to do” by the individual defendants and that the

individual defendants knew what was going on.  (Id.)

The Court has very carefully examined these allegations.  These statements

certainly indicate that CW4 may have heard or seen something from which this Court

could infer scienter.  However, as with the other confidential witnesses, it is not always

clear what CW4 actually said.  Additionally, this Court cannot actually determine what

CW4 claims to have heard.  Many of the statements about the role of Schramm and

Royal are conclusory and without foundation.  It is not clear from the pleadings, or
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from the briefing, whether the carpool conversations acknowledged that revenue was

improperly recognized, or if the discussion of problematic business practices meant

only that Schramm indicated knowledge of the special sales terms.  Although CW4

believes CW4 has damaging evidence, Plaintiff has not shared any specific facts from

which this Court can conclude that CW4 possesses facts giving rise to scienter.

e.  Confidential Witness #5

Confidential Witness #5 (CW5) was Maxwell’s Director of Sales and Marketing

from June 2010 to October 2012.  (Compl. ¶ 73 n. 21).  She was responsible for sales

to both customers and distributors.  (Id.)  In her final months, CW5 participated in

weekly Days Sales Outstanding meetings with Royal and other executives where they

discussed accounts receivables.  (Id.)  She reported to and interacted with Schramm and

Royal.  (Id.)

According to the Complaint, CW5 discussed the Alfatec arrangements, including

the fact that Alfatec was brought in to serve as a buffer and hold inventory.  (Id. ¶ 73). 

CW5 stated that although later deals and purchase orders usually matched the original

contract, purchase orders for the transactions in the restatement would not have

included the additional terms and concessions.  (Id. ¶ 74)  She stated that the need to

restate revenue was “not a surprise” given the clients’ failure to send payment.  (Id.) 

CW5 also reports that an analyst had asked Schramm why the accounts receivables had

grown three-fold, but the sales only grew by a factor of 1.2.  (Id. ¶ 75).  The Complaint

characterizes CW5’s statement as saying that this analyst was not satisfied with

Schramm’s answer, that the “analyst published that Schramm’s explanations did not

make sense” and that the analyst made efforts to get to bottom of the issue.  (Id.)  CW5

states that the individual defendants began a weekly meeting in May 2012 regarding

past-due accounts, which CW5 attributed to the analyst’s inquiry.  (Id. ¶ 76).  Royal

directed this meeting, which would discuss accounts where special payment terms had

been extended.  (Id.)  From this, the Complaint concludes that the individual

defendants “were pushing to present financial results that were in line with the
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Company’s representations to Wall Street.”  (Id.).

CW5 also states that while some people at the company blamed lower

executives, other people at Maxwell knew that this was not the case.  (Id. ¶ 79).  CW5

said the Defendants needed to produce numbers in order to appear to be a growth stock

company.  (Id.).  CW5 also stated that Andrews, Royal, and Schramm were close

friends and that Schramm and Andrews lived in the same community, went to the same

country club, and carpooled every day.  (Id. ¶ 81).

It is unclear from Plaintiff’s characterization of CW5’ s statement whether CW5

actually possesses any knowledge from which this Court could conclude there is a

strong inference of scienter.  The Complaint does indicate that Royal would have been

aware of an issue with past-due accounts.  However, none of the statements indicate

that CW5 heard either individual defendant say anything or knew that the individual

defendants heard something that indicates that they knew there was a revenue

recognition problem.  It is entirely possible from the description that CW5 might have

such facts, but Plaintiff must present them clearly; this Court cannot speculate on what

CW5 might have meant.  The Complaint also fails to indicate if CW5 actually knows

what, if anything, the analyst told Schramm.  The Complaint’s characterization of her

statement as saying the analyst “published” that Schramm’s explanations did not make

sense suggests that CW5 was not present and is relying on hearsay from the unnamed

analyst.  Although hearsay can be considered, it can indicate that a witnesses’ report

is “not sufficiently reliable, plausible, or coherent to warrant further consideration

under Daou.”  Zucco, 552 F.3d at 997 n.4.  Here, the fact that CW5 may not have been

present undermines this Court’s ability to draw significance from her report that an

unnamed individual presented unknown facts to Schramm and got a response that did

not satisfy him or her.  CW5’ s allegations that the individual defendants and Andrews

were friends and shared a social circle do not mean that the individual defendants knew

of wrongdoing.  It is, however, consistent with the theory that Andrews was working

with Royal and Schramm on the scheme and that all three knew about the improperly

- 17 - 13cv580

Case 3:13-cv-00580-BEN-RBB   Document 55   Filed 05/05/14   Page 17 of 32



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

recognized revenue.

f. Conclusion

The confidential witness accounts do not indicate that the individual defendants

were aware of the recognition problem. The parties are not disputing whether there

were accounting improprieties, or the fact that side arrangements were extended.  The

confidential witness testimony offered by Plaintiff supports an inference that the

individual defendants knew that there were some problems with collections, and were

aware of special payment terms and credit hold decisions.  However, Plaintiff has not

indicated that there was anything inherently wrong with extending payment terms or

making a special sales arrangement.  Such arrangements are a problem when they are

not properly taken into account at the accounting stage.  The question is thus whether

Schramm and Royal knew that the special sales terms were not being properly taken

into account in the financial statements.  If the confidential witnesses possess any

information on this subject, it was not laid out with sufficient clarity for this Court to

infer scienter.

To the extent Plaintiff is arguing that the level of the individual defendant’s

involvement in payment terms and meetings indicates that they must have known there

was a problem with the revenue numbers, Plaintiff needs to explain why this is so.  The

Court cannot speculate.

Review of Plaintiff’s pleading and the characterizations of the CW statements

in Plaintiff’s Opposition indicates that Plaintiff may be able to make a stronger case if

the Complaint is amended to more clearly and completely explain what the CWs know

and have said.  To the extent the CWs actually heard or saw something that indicated

that the individual defendants knew the terms were secret or that sales were improperly

booked, Plaintiff should clearly lay these facts out.  Plaintiff should avoid

characterizing the testimony in a manner that makes it difficult for this Court to

differentiate between witness statements and Plaintiff’s own conclusions.  

///
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ii. Andrews

Plaintiff alleges that Andrews was the “third in command” who reported directly

to Schramm and Royal.  (Compl. ¶ 51).  Plaintiff claims that the culture of Maxwell

changed dramatically, “becoming more secretive and isolationist.”  (Id.)  It also points

to the fact that Maxwell’s financial results increased nearly immediately after Andrews

was hired.  (Id. ¶ 54).  The confidential witness accounts indicate that Andrews had

strong personal relationships with the individual defendants, and was actively involved

in extending special sales terms and handling past-due accounts.  Such allegations may

support claims of misconduct by Andrews, but they do not establish that Royal or

Schramm were involved.  The personal relationship between Andrews and the

individual defendants is consistent with their cooperation in a revenue scheme, but the

existence of a warm relationship does not indicate that Schramm and Royal knew what

Andrews was doing or that they knew that special sales terms were not properly

considered in Maxwell’s accounting.

iii. Auditor’s Resignation

Plaintiff argues that the “noisy” resignation of Maxwell’s auditor supports a

strong inference of scienter.  Plaintiff points to the fact that McGladrey LLP resigned

in part because it could not rely on representations from current management and

certain third parties.  (Opp’n at 18).  Plaintiff argues that this is consistent with

allegations that Defendants colluded with third parties to improperly recognize revenue

through undisclosed arrangements.  (Id.)  Plaintiff emphasizes that Maxwell disclosed

the reasons for the resignation, even though such a disclosure is not generally required. 

Defendants dispute this.  (Reply at 8 (citing 17 C.F.R. § 229.304(a)(1)(v))). 

Defendants also argue that if McGladrey LLP believed that the CEO and CFO had

engaged in fraud, it would have been required to report this fact to the SEC.  (Id. at 8-

9).  Defendants point out that a new auditor relied on management’s representations. 

Plaintiff argues that this only points to an “economic opportunity” for the new auditor,

and is not an implicit blessing of management’s integrity.  (Opp’n at 18).
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Based on the information alleged, this Court cannot find that the resignation

alone gives rise to a strong inference of scienter.  One auditor was willing to trust the

representations, and one was not.  This Court has no information that allows it to draw

stronger inferences from one more than the other.  An independent auditor’s

resignation because it feels it cannot rely on management’s representations may, under

certain circumstances, support an inference that the company was misrepresenting or

concealing its financial health.  In re Am. Apparel, Inc. Shareholder Litig., 855 F.

Supp. 2d 1043,  1083 (C.D. Cal. 2012).  However, such a recognition by itself does not

demonstrate that management acted intentionally or recklessly, rather than acting

incompetently, in ignorance, or based on a mistake.  See id. at 1084.  This Court does

not know why McGladrey concluded that it could not rely on the statements of

management.  There is no indication that McGladrey believed either individual

defendant was engaged in the misconduct, and no evidence was presented to suggest

that McGladrey had any information about what Schramm or Royal knew about the

misconduct.  Without additional explanation about the reasons for resigning and the

basis for their mistrust, the resignation alone does not indicate that the individual

defendants had scienter.  However, the fact that McGladrey felt it could not trust the

representations of management does indicate that the auditors had doubts about the

individual defendants’ willingness to be truthful or forthcoming with respect to the

misconduct.  The Court considers the resignation in the holistic analysis.

iv.  False Certifications, GAAP Violations, and the Need to Restate

Plaintiff points to the false SOX certifications and “numerous admitted GAAP

violations” as contributing to a strong inference of scienter.  (Opp’n at 19).  It

emphasizes the importance of the inflated earnings, and claims that if they actually had

designed and evaluated internal controls over financial reporting as they stated in the

certifications, the “substantially inflated financial results and GAAP violations could

not have escaped notice.”  (Id. at 19-20).

Plaintiff also contends that the admissions made during the restatement provide
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strong support for inferring scienter.  Plaintiff points to the fact that Maxwell restated

nearly two years of financial results and admitted that there was deliberate accounting

misconduct.  Plaintiff cites to Backe v. Novatel Wireless, Inc., 607 F. Supp. 2d 1145,

1161-63 (S.D. Cal. 2009), on reconsideration, 642 F. Supp. 2d 1169, 1186 (S.D. Cal.

2009), in which a district court found scienter based in part upon early product

shipment, GAAP violations, and the simplicity of the accounting principles involved.

Defendants contend that the circumstances of the restatement do not give rise to

a strong inference of scienter.  (Mot. at 11).  They emphasize that merely restating

financial statements or failing to follow GAAP is insufficient, without more, to

establish scienter.  (Id. (citing DSAM Global Value Fund v. Altris Software, Inc., 288

F.3d 385, 390 (9th Cir. 2002))).  Defendants argue that a financial restatement can

suggest that internal controls were ineffective, but that this is not enough to

demonstrate that a CEO or CFO acted with scienter.

The Court agrees with Defendants that these facts alone do not give rise to a

strong inference of scienter.  GAAP violations and false certifications can take place

where there is no scienter.  However, Plaintiff appears to argue in the briefing that,

given the nature of the violation, Defendants could not have missed the violations if

they evaluated the internal controls as they claimed.  Although the large amount at

issue suggests Plaintiff’s argument may be plausible, this Court does not have the

information to evaluate this argument and conclude there is a strong inference of

scienter.  Plaintiff has not presented the necessary information about accounting

principles and internal controls to allow this Court to evaluate whether the individual

defendants should have been or must have been aware of the violations.

v. Core Operations

The Ninth Circuit has stated that as a general matter, corporate management’s

general awareness of the day-to-day workings of the business does not establish

scienter, at least absent additional allegation of specific information conveyed to

management and related to the fraud or other allegations supporting scienter.  S. Ferry
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LP, No. 2, 542 F.3d at 785 (citation omitted).  However, allegations regarding

management’s role in a corporate structure may be considered as part of the holistic

analysis required in Tellabs, and such allegations can independent satisfy the PSLRA

where they are “particular and suggest that defendants had actual access to the disputed

information.”  Id. at 785-86.  Management’s role and the importance of the corporate

information may create a strong inference of scienter when made in conjunction with

“detailed and specific allegations about management’s exposure to factual information

within the company.”  Id. at 785; Zucco, 552 F.3d at 1000.  In “rare circumstances,”

particularized allegations are not needed where the nature of the relevant fact is of such

prominence that it would be “absurd” to suggest that management did not have

knowledge of it.  S. Ferry LP, No. 2, 542 F.3d at 786.

Plaintiff asserts that the inference of scienter is strengthened because the revenue

recognition scheme involved Maxwell’s “core business.”  (Opp’n at 20).  Plaintiffs also

allege that Maxwell operated under an “executive-centric, top-down organizational

structure” in which major changes to contract and payment arrangements had to be

approved by senior executives, and material changes to payment terms for sales had to

be approved by Royal and/or Schramm.  (Compl. ¶ 31). 

Defendants reject the suggestion that scienter is supported by the individual

defendant’s high-level positions and “top-down” corporate structure, and cite to cases

in which high rank is insufficient to infer scienter.  The Court agrees that rank alone

does not suffice to infer scienter.  There is also insufficient information before this

Court for the Court to conclude that it is “absurd” to suggest that the individual

defendants did not have knowledge of the improper accounting.  The inflation of

revenue arose out of a combination of side deals, many of which were allegedly carried

out by Andrews, and the failure to communicate those deals to the people who should

have adjusted the revenue reported.  Plaintiff has not demonstrated to this Court that

lack of awareness of this fact rises to the level of absurdity.  

The Court also concludes that Plaintiff has not made the necessary “detailed and
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specific allegations” about management’s exposure to information to give rise to a

strong inference of scienter.  Although Plaintiff has alleged that the individual

defendants attended sales-related meetings and had access to sales reports, this does not

support the inference that the individual defendants must have known about the

accounting misconduct.  Indeed, it is not clear to this Court exactly what information

Schramm and Royal would have had about what revenue was actually counted and

whether the meetings and reports should have alerted them to the fact that this

information was not accurate.

However, the Court does take into consideration in its holistic analysis that the

scheme involved core operations of Maxwell’s business and that the individual

defendants were allegedly involved or apprised on a regular basis of relevant facts,

such as sales and revenue collection.  It considers that the organizational structure

allegedly required the individual defendants to be involved in certain sales and credit

decisions.  It also takes into consideration the magnitude of the overstatement, which

comprised millions of dollars, and the long duration of the scheme.  These facts make

it more likely that the individual defendants were or could have been aware of the

wrongdoing.

vi.  Approval and Holds

Plaintiff’s Complaint alleges that the individual defendants were involved in or

informed of various aspects of sales.  It alleges that violations were “well-known” to

individual defendants because they inflated revenue by secretly modifying the payment

terms, but failing to inform accounting so that it was recognized as revenue.  (Compl

¶ 58).  Plaintiff alleges that they were able to engage in fraud and cover their tracks by

lifting the credit holds on the distributors who did not pay them.  (Id. ¶ 60)

These allegations are insufficient to independently establish a strong inference

of scienter.  Even if the individual defendants knew about the extension of special

terms to certain customers, and authorized lifting credit holds, this does not indicate

that they knew there was an accounting problem.  Other than conclusory statements,
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Plaintiff does not plead any particular facts that indicates that the individual defendants

knew that the special terms and side deals were unreported.  Plaintiff may be

suggesting that individual defendants knew about the side deals, should have known

that revenue should therefore not be recognized, and would have seen the inconsistency

in financial statements.  However, Plaintiff has not pleaded facts from which this Court

could make those logical leaps.  Close monitoring of accounts and sales does not

necessarily indicate that the individual defendants would have known that the final

reported accounting numbers were manipulated.  Plaintiff has not pled sufficient

information about the practices of the company to permit this Court to determine

whether the individual defendants could have learned information about particular sales

and believed the financial statements to be accurate.

However, the Court does consider the fact that the individual defendants had

access to some sales information, knew about at least some payment problems, and that

company policy called for them to approve lifting credit holds. 

vii.  Investigations

Defendant argues that as a restatement alone does not give rise to a strong

inference of scienter, neither can the “routine consequences” of a restatement.  (Mot

at 11).  Defendants claims that such routine consequences include the signing of

certifications, resignations and terminations of officers and employees engaged in

intentional misconduct, the company concluding that internal controls are weak, or a

government investigation.  (Id.)

With respect to the post-restatement investigation, Defendants contend that

government investigations are routine after a financial restatement.  (Id. at 12-13). 

Plaintiff argues that this fact nonetheless contributes to a strong inference of scienter,

especially in the wake of the recognition of other internal control problems.  (Opp’n

at 21).  Without other information regarding the investigation, this Court cannot find

that the investigation gives rise to a strong inference of scienter.  Even if the

investigation reflects the fact that there was misconduct and that there is suspicion that

- 24 - 13cv580

Case 3:13-cv-00580-BEN-RBB   Document 55   Filed 05/05/14   Page 24 of 32



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

laws were broken, this does not indicate that Schramm or Royal are suspected of

misconduct, much less allow this Court to infer scienter.  It is established that there

were problems in the financial statements.  Plaintiff has not demonstrated how the post-

disclosure investigation supports the conclusion that these particular individuals had

the required mental state.

Plaintiff also alleges that Maxwell recognized internal control problems before

the Class Period.  The DOJ and SEC investigated Maxwell and filed actions against

Maxwell for violations of the Foreign Corrupt Practices Act (FCPA) that involved the

payment of $2.5 million in illicit kickbacks to foreign officials to secure and retain

contracts.  (Compl. ¶ 33).  Plaintiff points to SEC charges that Maxwell did not

disclose the material revenues and profits from the bribery scheme, that former

Maxwell officers knew about and tacitly approved payments, that payments were not

accurately recorded, and that Maxwell failed to implement or maintain a system of

effective internal accounting controls.  (Id. ¶ 34).  Maxwell entered into  a deferred

prosecution agreement which admitted responsibility  (Id. ¶ 35).  Plaintiff’s Complaint

also cites two recent law enforcement investigations.  (Id. ¶¶ 36, 37).  In the briefing,

Plaintiff cites to case law that points out that, after the occurrence of a crisis that could

repeat itself, there is incentive to review results and assess the possibility of future

problems.  (Opp’n at 21 (citing Reese, 2014 WL 555911, at *8)).  

Defendants contend that pre-Class Period settlement of “unrelated” FCPA

violations in China is irrelevant.  (Mot. at 13).  They point out that Maxwell disclosed

the FCPA violations to the government and claim that Maxwell cooperated with the

investigations.  They also point out that there were no allegations of wrongdoing

against Schramm or Royal.

This Court finds that the prior investigation does not give rise to a strong

inference of scienter, and does little to increase the plausibility of Plaintiff’s

allegations.  Schramm and Royal do not appear to be directly implicated in the FCPA

misconduct.  Although the earlier violations do generally suggest problems in at least
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some aspects of Maxwell’s internal controls, there is no evidence before this Court to

suggest that these past failings in China dealings made it more likely to have internal

control problems with revenue recognition, or that it should have put the individual

defendants on alert with regard to internal controls for revenue recognition.

C.  Defendants’ Arguments in Opposition to Scienter

In seeking to dismiss this action, Defendants point to allegations and publicly-

available evidence that they contend undermines a finding of a strong inference of

scienter.

i.  Stock Holdings and Lack of Sales

Defendants argue that allegations of scienter are undermined by the fact that the

individual defendants owned a large number of Maxwell shares, and did not sell them. 

They point out that when the stock price fell as a result of the disclosure, both

individual defendants sustained losses.  Schramm’s stock was worth $6,273,992 at the

Class Period high, and fell to $1,749,023 after the March 19, 2013 disclosure. 

Schramm also purchased additional Maxwell stock on the open market between June

3, 2011 and August 15, 2012.  Royal’s stock was worth $1,601,300 at the high point,

and fell to $446,400 after the March 19 disclosure.  Defendants argue that it is

“inconceivable” that they would hold their shares if they knew there was a problem. 

(Mot. at 8).  They further point out that these losses are larger than the 2011 bonuses

of $400,000 for Schramm and $135,800 for Royal.  (Id. at 7-8).  

Defendants point to case law in which courts found that a strong inference of

scienter is contradicted where individual defendants do not sell their stock or retain a

large percentage of stock.  (Id. at 8; e.g. In re Wet Seal, Inc. Sec. Litig., 518 F. Supp.

2d 1148, 1177-78 (C.D. Cal. 2007) (finding that a lack of tangible personal benefit,

including lack of insider sales, weighs against scienter)).  This Court has examined the

cited cases.  To the extent they support Defendants’ contention, they rely on the

common-sense notion that a party will generally not engage in illicit behavior that will

cause financial losses to himself or herself.
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Plaintiff argues that lack of stock sales does not preclude finding a strong

inference of scienter.  (Opp’n at 22-23).  The Ninth Circuit has held that a lack of stock

sales by a defendant is not dispositive as to scienter.  No. 84 Employer-Teamster Joint

Council Pension Trust Fund v. Am. West Holding Corp., 320 F.3d 920, 944 (9th Cir.

2003) (finding scienter despite lack of stock sales).  Plaintiff also argues that there are

many reasons why the lack of sales does not necessarily negate scienter.  Plaintiff

offers a number of plausible reasons why the defendants might not sell stock despite

being aware of the misconduct, including a belief that fraud would continue unabated

and recognition that sales could be highly incriminating if the fraud were uncovered. 

(Opp’n at 23).

The fact that there were no stock sales during this period can be interpreted to

support an inference that Schramm and Royal were unaware of this misconduct. 

However, it is also consistent with the inference that the individual defendants

mistakenly believed that the fraud would remain hidden and they ultimately would be

able to reap the benefits of the inflated stock value.  The individual defendants may

well have believed that they could engage in fraud and retain their stock without

suffering financial losses.

ii.  Individual Defendants’ Bonuses

Plaintiff points to Maxwell’s situation before the Class Period.  It alleges that it

faced increased competition and lost market share.  (Compl. ¶ 38).  Maxwell reported

“significant net losses” between 2007 and 2009.  (Id. ¶ 39).  Plaintiff contends that this

incentivized individual defendants to turn Maxwell’s performance around by padding

financial results because their compensation was affected by these results.  (Id. ¶ 39). 

Plaintiff also questions the compensation program, pointing out that despite losses and

financial shortcomings, the individual defendants were able to meet the “ever-changing

criteria.” (Id. ¶ 40).

Defendants contend that the bonuses are insufficient to support scienter.  They

suggest that the program is an unremarkable plan designed to reward performance for
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certain goals.  They also point to the fact that the 2011 bonus was lower than the 2010

bonus, and that there was no 2012 bonus.  (Mot. at 10).

The existence of performance-based compensation provides motive for the

individual defendants to order or ignore misconduct that would increase revenues.  The

Court considers this in its holistic review.  However, the fact that the individual

defendants would benefit personally from apparent improvement in Maxwell’s

financial performance does not create a strong inference that the individual defendants

had knowledge or were deliberately reckless regarding the misconduct.  Plaintiff’s

allegations that compensation criteria was manipulated to ensure bonus payment, at

most, calls into question the integrity of the compensation committee, but does not

make it more likely that the individual defendants knew about accounting misconduct. 

Indeed, if the existence of performance-based compensation and motive to increase

short-term profits were enough to establish scienter, scienter could be found for almost

any executive.  See Lipton v. Pathogenesis Corp., 284 F.3d 1027, 1038 (9th Cir. 2002)

(citation omitted) (“If scienter could be pleaded merely by alleging that officers and

directors possess motive and opportunity to enhance a company’s business prospects,

‘virtually every company in the United States that experiences a downturn in stock

price could be forced to defend securities fraud actions.’” ).

 iii. Sales Agreement

Plaintiff argues that Maxwell benefitted from the misconduct by entering into

an agreement relating to the sale of stock, which ultimately produced $10.3 million in

net proceeds.  (Compl. ¶ 48).  These sales took place at allegedly inflated prices several

weeks before Maxwell reported disappointing financial results on April 26, 2012.  (Id.

¶ 49).  The Ninth Circuit has held that stock sales must be “significant enough and

uncharacteristic enough to cast doubt on the defendant company’s motives” in order

to create a strong inference of scienter.  Zucco, 552 F.3d at 1006.  Although it netted

significant proceeds, Plaintiff has not presented evidence to show that such an offering

was uncharacteristic or out of the ordinary.  This sale does not create a strong inference

- 28 - 13cv580

Case 3:13-cv-00580-BEN-RBB   Document 55   Filed 05/05/14   Page 28 of 32



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

of scienter.

iv. The Audit Committee’s Investigation and Results

Defendants point to the fact that neither Schramm nor Royal was found by the

audit committee’s investigation to be aware of the improper arrangements, and that the

sales arrangements were never communicated to the finance department.  (Mot. at 12).

Defendants argue that terminations and resignations of other employees after the

investigation, including Andrews, do not prove anything about Schramm or Royal, and

show that proper remedial actions were taken.  (Id.).

Plaintiff argues that the strong inference of scienter far outweighs any competing

inference provided by self-serving, self-exonerating findings of the audit committee. 

(Opp’n at 22).  Plaintiff points out that it has not had a chance to examine the audit

committee’s investigation and cites to caselaw that recognizes potential problems with 

relying upon an audit committee’s investigation of its own company.  (Id.; In re LDK

Solar Sec. Litig., 584 F. Supp. 2d 1230, 1246 (N.D. Cal. 2008) (“[O]fficers and

directors are not exonerated when their own audit committee finds nothing wrong in

the company’s accounting practices. To rule otherwise would create a huge

fox-guards-the-chicken-house loophole in our private securities law enforcement.”)). 

Defendants reply that the case law cited by Plaintiff indicates that the audit committees

finding is not dispositive, not that it is irrelevant, and points out that Plaintiff has not

alleged facts questioning the sufficiency of the investigation.  (Reply at 7 n.4).

The Court takes into account the audit committee’s finding, but does not find it

decisive.  That the audit committee conducted an investigation and did not find that the

individual defendants had knowledge supports the individual defendants’ claim that

they lacked scienter.  However, this Court will not dismiss the action based on the

findings of a committee which have not been presented or examined.  The Court does

agree that the firings and resignations of non-defendants after the investigation do not

necessarily indicate that the individual defendants knew what those employees were

doing or participated in the misconduct.
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D. Holistic Consideration

As discussed above, none of the individual allegations is sufficient to raise a

strong inference of scienter.  However, the Supreme Court’s decision in Tellabs permits

“a series of less precise allegations to be read together to meet the PSLRA

requirement.”  S. Ferry, 542 F.3d at 784.  The Ninth Circuit has cautioned that “[e]ven

if a set of allegations may create an inference of scienter greater than the sum of its

parts, it must still be at least as compelling as an alternative innocent explanation.” 

Zucco, 552 F.3d at 1006.

Here, the primary innocent explanation is that Schramm and Royal did not know

about the improper financial misstatements and the failing in the internal controls, and

were not deliberately reckless.  After full review of the pleadings and the briefing on

scienter, the Court has carefully weighed Plaintiff’s allegations, the competing

inferences, and innocent explanations.  The Court concludes that, considered

holistically, the Complaint as currently pled does not raise a strong inference of

scienter.

Many of Plaintiff’s allegations are consistent with the individual defendants’

knowledge and participation in improper accounting.  However, these facts are also

consistent with a scenario in which other employees carried out improper accounting

without the knowledge, direction, or deliberate recklessness of the individual

defendants.  

Viewed in the aggregate, Plaintiff alleges that the individual defendants did have

some significant pieces of information related to the fraud.  The individual defendants

had regular access to some sales information, and the accounts of confidential

witnesses indicate that Schramm and Royal were or should have been aware of some

revenue collection problems.  One confidential witness reports learning that some

information about possible inconsistencies was given to Schramm.  The confidential

witness accounts of the structure of the company indicates that one or both of the

individual defendants were supposed to be involved in some decisions involving
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special sales terms or lifting credit holds.  The individual defendants also clearly had

information about the revenue numbers, and signed the certifications for the financial

statements containing the reported revenue numbers.  The restatement indicates that the

revenue numbers were substantially overstated for a period of nearly two years.  The

individual defendants had a financial motive to improve the appearance of the

Maxwell’s financial performance, if they believed the fraud would not be discovered.

However, this is not sufficient to allow this Court to infer scienter.  There are no

specific facts alleging that an individual defendant acknowledged that revenue was

misreported or ordered anyone to misreport anything.  There are no specific allegations

about the information accessed by the individual defendants or the nature of the

accounting process which, taken in combination, suggest that the individual defendants

must have known that there was an accounting deception or were deliberately reckless. 

This Court also considers the fact that both individual defendants suffered financial

losses and that none of the internal or external investigators have yet placed blame on

the individual defendants.  Although the allegations suggest that it is possible that the

individual defendants had the requisite scienter, without additional allegations,

Plaintiff’s theory is not as cogent and compelling as the innocent explanation.  

CONCLUSION

As Plaintiff has failed to sufficiently allege scienter, the Motion to Dismiss is

GRANTED.  This Court need not address the loss causation arguments briefly raised

by the parties.  However, as Plaintiff’s arguments suggest that it may be able to clarify

its Complaint and add additional well-pleaded allegations regarding scienter, this Court 

///

///

///

///

///

///
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grants leave to amend.  If Plaintiff wishes to file an amended consolidated complaint,

it must do so no later than 30 days after the date this Order is filed.

IT IS SO ORDERED.

DATED:  May 5, 2014

Hon. Roger T. Benitez
United States District Judge
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UNITED STATES DISTRICT COURT
CENTRAL DISTRICT OF CALIFORNIA

CIVIL MINUTES - GENERAL

Case No. SACV 11-1891 AG (ANx) Date May 19, 2014

Title JEFFREY SCHULEIN et al. v. PETROLEUM DEVELOPMENT CORP.
et al. 

Present: The
Honorable

ANDREW J. GUILFORD

Dwayne Roberts Not Present

Deputy Clerk Court Reporter / Recorder Tape No.

Attorneys Present for Plaintiffs: Attorneys Present for Defendants:

Proceedings: [IN CHAMBERS] ORDER GRANTING IN PART AND
DENYING IN PART MOTION FOR SUMMARY
JUDGMENT; DENYING MOTION FOR CLASS
DECERTIFICATION

Plaintiffs Jeffrey Schulein et al. represent a class of persons and entities that invested in
related limited partnerships (the “Partnerships”), purchased by Defendant Petroleum
Development Corporation (“PDC”) in a cash-out merger. Plaintiffs are suing Defendants
PDC and DP 2004 Merger Sub LLC (“Merger Sub”) for violating federal securities law
and breaching their fiduciary duties. (See First Amended Complaint (“FAC”), Dkt. No.
54.) 

Defendants have filed two motions that the Court decides in this Order. First, Defendants
have filed a “Motion for Summary Judgment and Partial Summary Judgment.” (Motion
for Summary Judgment, Dkt. No. 122.) Second, Defendants have filed a “Motion for
Class Decertification.” (Decertification Motion, Dkt. No. 151.)

The Court GRANTS in part and DENIES in part the Motion for Summary Judgment. The
Court DENIES the Decertification Motion.
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et al. 

BACKGROUND

Defendant PDC is a “domestic independent natural gas and crude oil company,” that
owns and operates natural gas and crude oil properties, primarily in Colorado. (FAC ¶ 2.)
To raise capital to finance the acquisition and development of these properties, PDC
formed twelve limited partnerships. (Id. ¶¶ 2, 21) Plaintiffs bring this class action on
behalf of thousands of investors who owned units in these partnerships. (Id. ¶ 21.)  
 
Plaintiffs allege that PDC developed a scheme to reacquire the partnerships via cash-out
mergers through its wholly-owned subsidiary, Defendant Merger Sub. (Id. ¶ 2.) Because
the partnerships were registered with the SEC, PDC needed to solicit the votes of the
partnerships through proxies that complied with section 14 of the Securities and
Exchange Act of 1934. (Id. ¶ 5.) Plaintiffs allege that the proxies, which are virtually
identical, contained misleading statements and omissions, which led to an artificially low
cash-out merger price. (Id. ¶ 6.) Plaintiffs also allege that by failing to fully disclose
material information, PDC also breached its fiduciary duty to Plaintiffs, which PDC owed
as the sole managing general partner of each of the partnerships. (Id. ¶ 7.)      

Plaintiffs allegations of omitted and misrepresented information primarily concern the
value of the partnerships’ oil and gas reserves. Plaintiffs allege that the reserve valuations
in the proxies “failed to take into account technological developments that PDC has itself
publicly touted as likely to give rise to substantially increased revenues.” (Id. ¶ 51.)  Had
the value of new types of wells been taken into account “the net present value of the net
income to be derived from the partnerships’ reserves would greatly exceed the amount the
limited partners received when they were cashed out. (Id. ¶ 52.) 

A majority of the investors voted to approve the cash-out mergers, and PDC paid a total
of $102,000,000 for the Partnerships, which is alleged to be 34 cents on the dollar of the
amount invested. (Id. ¶ 53.) 

Plaintiffs’ FAC alleges two claims for relief: (1) Violations of Section 14(a) of the
CIVIL MINUTES - GENERAL
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Securities and Exchange Act of 1934 and SEC Rule 14a-9, and (2) Breach of Fiduciary
Duty.

The Court previously certified the following a class:

All persons and entities who owned limited partnership units in one or more of the
following limited partnerships (the “Partnerships”) who were cashed out of their
limited partnerships units pursuant to merger transactions with Defendant DP 2004
Merger Sub LLC (“Merger Sub”):

• PDC 2002-D Limited Partnership,
• PDC 2003-A Limited Partnership,
• PDC 2003-B Limited Partnership,
• PDC 2003-C Limited Partnership,
• PDC 2003-D Limited Partnership,
• PDC 2004-A Limited Partnership,
• PDC 2004-B Limited Partnership,
• PDC 2004-C Limited Partnership,
• PDC 2004-D Limited Partnership,
• PDC 2005-A Limited Partnership,
• PDC 2005-B Limited Partnership, and
• Rockies Region Private Limited Partnership.

Excluded from the class are Defendants and their directors, officers, employees and
agents. (Order Granting Motion for Class Certification, Dkt. No. 84, at 13.) The Court
noted that “issues concerning the predominance requirement of Rule 23(b)(3) made for
close calls” and that the Court retained discretion to revisit certification. (Id. at 14.)

PRELIMINARY MATTERS

In arguing the Motion for Summary Judgment, both parties submitted evidentiary
CIVIL MINUTES - GENERAL
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objections to the evidence offered by the other side. On motions with numerous
objections, “it is often unnecessary and impractical for a court to methodically scrutinize
each objection and give a full analysis of each argument raised.”  Capitol Records, LLC v.
BlueBeat, Inc., 765 F. Supp. 2d 1198, 1200 n.1 (C.D. Cal. 2010). The Court has
frequently found that after it has devoted substantial time to ubiquitous evidentiary
objection in motions like this, the parties care nothing about their objections or the
resulting rulings. The Court does not rely on most of the evidence objected to, so it is
unnecessary to rule on the related objections. See Burch v. Regents of Univ. of Cal., 433
F. Supp. 2d 1110, 1118, 1122 (E.D. Cal. 2006) (concluding that “the court will [only]
proceed with any necessary rulings on defendants’ evidentiary objections”).

The Court does rely on one piece of evidence Defendants object to, a document entitled
“partnership Buyback Board Presentation.” Defendants do not explain why it is
irrelevant, and as becomes clear later in this Order, the Court disagrees. This objection is
OVERRULED. 

LEGAL STANDARDS

1. MOTION FOR SUMMARY JUDGMENT

Summary judgment is appropriate only where the record, read in the light most favorable
to the nonmoving party, indicates that “there is no genuine issue as to any material fact
and . . . the moving party is entitled to a judgment as a matter of law.” Fed. R. Civ. P.
56(c); see Celotex Corp. v. Catrett, 477 U.S. 317, 323–24 (1986). Material facts are those
necessary to the proof or defense of a claim, as determined by reference to substantive
law. Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 248 (1986). A factual issue is genuine
“if the evidence is such that a reasonable jury could return a verdict for the nonmoving
party.” Id. In deciding a motion for summary judgment, “[t]he evidence of the nonmovant
is to be believed, and all justifiable inferences are to be drawn in his favor.” Id. at 255.
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The burden initially is on the moving party to demonstrate an absence of a genuine issue
of material fact. Celotex, 477 U.S. at 323. If, and only if, the moving party meets its
burden, the nonmoving party must produce enough evidence to rebut the moving party’s
claim and create a genuine issue of material fact. Id. at 322–23. If the nonmoving party
meets this burden, then the motion will be denied. Nissan Fire & Marine Ins. Co. v. Fritz
Co., 210 F.3d 1099, 1103 (9th Cir. 2000).

2. MOTION FOR CLASS DECERTIFICATION

Under Federal Rule of Civil Procedure 23(a), a case can proceed as a class action only if
four requirements are met:

(1) the class is so numerous that joinder of all members is impracticable; 
(2) there are questions of law or fact common to the class; 
(3) the claims or defenses of the representative parties are typical of the claims

or defenses of the class; and 
(4) the representative parties will fairly and adequately protect the interests of

the class.  

Fed. R. Civ. P. 23(a).

Besides the four Rule 23(a) requirements, a class must also satisfy one of the three
subsections of Rule 23(b). In this case, Plaintiff seeks to maintain a class under Rule
23(b)(3). That subsection requires that “the court finds that the questions of law or fact
common to class members predominate over any questions affecting only individual
members, and that a class action is superior to other available methods for fairly and
efficiently adjudicating the controversy.” Fed. R. Civ. P. 23(b)(3). Factors pertinent to
findings of predominance and superiority include:
 

(A) the class members’ interests in individually controlling the prosecution or
defense of separate actions; 
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(B) the extent and nature of any litigation concerning the controversy already
begun by or against class members; 

(C) the desirability or undesirability of concentrating the litigation of the claims
in the particular forum; and 

(D) the likely difficulties in managing a class action.

Id.

“Rule 23 does not set forth a mere pleading standard.” Wal-Mart Stores, Inc. v. Dukes,
131 S. Ct. 2541, 2551 (2011). “A party seeking class certification must affirmatively
demonstrate his compliance with the Rule.” Id. “The party seeking class certification
bears the burden of demonstrating that the requirements of Rules 23(a) and (b) are met.”
Marlo v. U.P.S., 639 F.3d 942, 947 (9th Cir. 2011). Even on a motion to decertify a class,
the party seeking to maintain class certification bears the burden of demonstrating that the
Rule 23 requirements are satisfied. See id.

A district court should certify a class only if the court “is satisfied, after a rigorous
analysis,” that the Rule 23 prerequisites have been met. Id. (quoting Gen. Tel. Co. of Sw.
v. Falcon, 457 U.S. 147, 161 (1982)). If the court is not satisfied, then certification should
be refused. Falcon, 457 U.S. at 161. “Frequently that ‘rigorous analysis’ will entail some
overlap with the merits of the plaintiff’s underlying claim. That cannot be helped.”
Wal-Mart, 131 S.Ct. at 2551. But “Rule 23 does not authorize a preliminary inquiry into
the merits of the suit for purposes other than determining whether certification [is]
proper.” Ellis v. Costco Wholesale Corp., 657 F.3d 970, 983 n.8 (9th Cir. 2011) (citing
Wal-Mart, 131 S. Ct. at 2552 n.6).

ANALYSIS

1. MOTION FOR SUMMARY JUDGMENT

Defendants make various requests for summary judgment and partial summary judgment
CIVIL MINUTES - GENERAL
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on the breach of fiduciary claim, brought under state law, and the federal section 14(a)
claim.

1.1 Partial Summary Judgment for PDC on the State Law Claim

Plaintiffs allege that PDC breached its fiduciary duty in violation of state law. They allege
that PDC, as the sole general partner of each of the partnerships, owed fiduciary duties to
all of the limited partners in each partnership. (FAC ¶ 73.) According to Plaintiffs, PDC
breached these duties by failing to disclose the true value of the partnerships, which had
increased, for example, because of new drilling opportunities. (Id. ¶ 74.) 

Defendants don’t seek full summary judgment for PDC on this claim, and they don’t
argue that no disputed issues of material fact exist. Instead, Defendants seek a series of
partial summary judgment rulings to narrow the scope of this claim.

1.1.1 Right to Drill New Wells After One Year

Defendants seek a ruling that PDC had no right or duty to drill new wells after 2006.
Defendants argue that PDC made promises to investors that each partnership would stop
drilling within one year, a restriction intended to create up-front tax deductions for
partners and then limit risk. 

Defendants rely chiefly on the prospectus, arguing that it contains promises not to drill
new wells after the first year. The prospectus states: “We anticipate that within 12 months
following the formation of a partnership it will have expended or committed all
subscriptions for partnership operations. We will return any unexpended and/or
uncommitted subscriptions at the end of the 12-month period pro rata to the investor
partners . . . .” (Stump Decl., Dkt. No. 122-4, Ex. 1 (“Prospectus”), at 21.) The prospectus
further provides: “We will not drill any wells beyond the initial wells. Additional
development refers to work necessary or desirable to enhance production from existing
well.” (Id. at 28.). 

CIVIL MINUTES - GENERAL
Page 7 of 19

Case 8:11-cv-01891-AG-AN   Document 200   Filed 05/19/14   Page 7 of 19   Page ID #:17178



UNITED STATES DISTRICT COURT
CENTRAL DISTRICT OF CALIFORNIA

CIVIL MINUTES - GENERAL

Case No. SACV 11-1891 AG (ANx) Date May 19, 2014

Title JEFFREY SCHULEIN et al. v. PETROLEUM DEVELOPMENT CORP.
et al. 

But the prospectus also states that these promises are not binding unless stated in the
partnership agreement. Specifically, the prospectus provides that some of the policies
discussed in the prospectus “are defined in and governed by the limited partnership
agreement,” but that “[o]ther policies and restrictions upon the activities of the
partnership and us are not set forth in the limited partnership agreement, but instead
reflect our current intention and thus are subject to change at our discretion.” (Id. at 39.)
Therefore, even if PDC promised  in the prospectus not to build new wells after one year,
unless that policy is in the partnership agreement, that policy was merely PDC’s “current
intention” and was subject to change. PDC’s right to build new wells depends on what the
partnership agreement provides.

Turning to the partnership agreement, Defendants fail to point to any provision expressly
prohibiting building new wells after one year. Defendants point to a provision stating that
“any proceeds of the offering . . . not used . . . within one year after the closing of such
offering shall be distributed” back to investors. (Stump Decl., Dkt No. 122-22, Ex. 4
(“Partnership Agreement”), § 2.02(e).) But this provision, rather than restricting new
wells altogether, at most restricts one source of funding for new wells. (See also id.
§ 6.03(b) (providing that “revenues from Partnership operations may be used for other
Partnership operations, including . . . for the purposes of drilling.” (Partnership
Agreement § 6.03(b).) Defendants have failed to convince the Court that the partnership
agreement prohibits the building of any new wells after one year.

The Court DENIES this request for partial summary judgment.

1.1.2 Right to Borrow or Raise New Funds

Defendants seek a ruling that PDC had no right or duty to borrow money or otherwise
raise funds. Defendants do not seek this ruling as to the Rockies Region Partnership,
which was an exception in that it permitted borrowing.

Defendants again base this request on statements in the prospectus and partnership
CIVIL MINUTES - GENERAL
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agreements for the partnerships (other than Rockies Region). The prospectus states: “A
partnership may not borrow funds, even if needed for partnership operations.”
(Prospectus at 13.) The partnership agreement further provides that PDC shall not
“[b]orrow any money in the name or on behalf of the Partnership.” (Partnership
Agreement § 6.03(b).)

The Court GRANTS Defendants’ request only to the extent they request a ruling that
PDC had no right to borrow money, except as to the Rockies Region partnership, under
the original partnership agreements. Again, these restrictions may have been lifted by
amendment, and the Court does not hold as matter of law whether or not fiduciary duties
might have required exploring that possibility.

Defendants have not justified their request for a broader ruling that PDC had no right to
raise funds by any other means. To that extent, the request is DENIED.

1.1.3 Duty to Amend or Negotiate Other Transactions

Defendants seek a ruling that “there was no fiduciary duty to consider amendments to the
partnership agreement to allow for the drilling of new wells or for the borrowing of
funds.” (Motion at 17.) Defendants points to West Virginia partnership law, which
provides that “relations among the partners and between the partners and the partnership
are governed by the partnership agreement.” W. Va. Code Ann. § 47B-1-3(a). But West
Virginia law also provides that the partnership agreement cannot eliminate the duty of
loyalty. Id. § 47B-1-3(b)(3)(i). Defendants do not convincingly explain why, as a matter
of law, the duty of loyalty could never require consideration of amendments even when
those amendments could add considerable value to the partnership. Defendants may be
correct that tax considerations and avoidance of risk weighed against considering
amendments. But that strikes the Court as an issue for the finder of fact.

Defendants also request a ruling that “there was no duty to negotiate all imaginable forms
of oil and gas transactions with hypothetical third parties.” (Motion at 18.) Of course not.
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But the failure to consider beneficial alternatives can in some instances constitute a
breach of the duty of loyalty. See Auriga Capital Corp. v. Gatz Properties, 40 A.3d 839,
873 (Del. Ch. 2012). If what Defendants mean is that they weren’t required to consider
more alternatives than they did, the Court doesn’t have a basis to so hold as a matter of
law.

These requests for partial summary judgment are DENIED.

1.2 Summary Judgment for Merger Sub on the State Law Claim
 
Defendants argue that the breach of fiduciary duty claim fails against Merger Sub because
Merger Sub was not a partner in any of the partnerships, so it owed no fiduciary duty to
Plaintiffs. In response, Plaintiffs argue that their claim against Merger Sub “is for aiding
and abetting PDC’s breach of fiduciary duty.” (Opp’n at 15.)

But the FAC does not allege that Merger Sub aided and abetted PDC’s breach of
fiduciary duty. Rather, the FAC alleges that “Merger Sub, acting as an instrument of
PDC, also breached its fiduciary duties to the limited partners.” (FAC ¶ 75.) Plaintiff
cannot evade summary judgment by alleging that Merger Sub breached its own fiduciary
duties and then shifting the target in its opposition to summary judgment. See Lee v.
NNAMHS, 2009 WL 3052443 (D. Nev. 2009) (“It is not appropriate for Plaintiff to assert
new allegations outside the scope of the complaint in an opposition to a motion for
summary judgment.”); see also Coleman v. Quaker Oats Co., 232 F.3d 1271, 1292 (9th
Cir. 2000) (“A complaint guides the parties’ discovery, putting the defendant on notice of
the evidence it needs to adduce in order to defend against the plaintiff’s allegations.”).

The Court GRANTS the Motion for Summary Judgment as to Merger Sub on the state
law claim.

1.3 Summary Judgment on the Section 14(a) Claim
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“To plead a claim under Section 14(a), plaintiff must allege that: (1) defendants made a
material misrepresentation or omission in a proxy statement; (2) with the requisite state of
mind; and (3) that the proxy statement was the transactional cause of harm of which
plaintiff complains.”  In re Zoran Corp. Derivative Lit., 511 F. Supp. 2d 986, 1015 (N.D.
Cal. 2007) (citing Mills v. Electric Auto-Lite Co., 396 U.S. 375, 384 (1970)).  “An
omitted fact is material if there is a substantial likelihood that a reasonable shareholder
would consider it important in deciding how to vote.”  TSC Indus., Inc. v. Northway, Inc.,
426 U.S. 438, 449 (1976).  

Defendants seek summary judgment on this claim, arguing that Plaintiffs have not alleged
scienter. Defendants cite no authority holding that scienter is an element of a section
14(a) claim. Instead, they urge this Court to hold that it is, noting that the Supreme Court
has reserved the question of whether scienter is necessary for liability under section 14(a).
See Virginia Bankshares, Inc. v. Sandberg, 501 U.S. 1083, 1090 n.5 (1991).

But numerous Courts have held that scienter is not required for liability under section
14(a). See, e.g., In re Zoran Corp. Derivative Litig., 511 F. Supp. 2d 986, 1015 (N.D. Cal.
2007) (“[A] state of mind of negligence will suffice as to the degree of culpability.”); In
re Exxon Mobil Corp. Sec. Litig., 500 F.3d 189, 196 (3d Cir. 2007) (“Violations of
§ 14(a) . . . may be committed without scienter.”). Defendants note that section 10(b)
requires scienter for liability, and argue that the same should hold for section 14(a)
liability. But courts have noted that, unlike section 10(b), the text of section 14(a) lacks
any reference to a manipulative device or contrivance. See Gerstle v. Gamble-Skogmo,
Inc., 478 F.2d 1281, 1298 (2d Cir. 1973). 

The Court declines to hold that scienter is required for section 14(a) liability and DENIES
summary judgment on the section 14(a) claim.

1.4 Partial Summary Judgment on the Section 14(a) Claim

In the alternative, Defendants seek partial summary judgment on the section 14(a) claim,
CIVIL MINUTES - GENERAL
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requesting that certain disclosures and omissions in the proxy statements are not
actionable. The Court addresses each in turn.

1.4.1 Disclosure Concerning Discount Rates

Defendants seek a ruling that PDC’s disclosure relating to discount rates is not actionable.
The relevant portion of the proxies states: 

PDC used discount rates of 15% for the proved developed producing
reserves and 25% for proved developed non-producing reserves to
determine the present value of estimated future net cash flows from the
partnership’s reserves. PDC believes that these discount rates are within the
range of discount rates commonly used in the oil and gas industry in
property acquisitions of producing properties, although they are higher than
the 10% rate that the SEC requires for comparative purposes in the year-end
reports of publicly traded oil and gas companies.

(Stump Decl., Dkt. No. 122-37, Ex. 16, at 1351.) Defendants argue that whether or not
Plaintiffs believe the PDC should have used a lower discount rate, PDC accurately
disclosed the rates it used in the valuation.

Plaintiffs respond that this disclosure is misleading because, among other reasons, the
discount rates disclosed in the proxies varied from those used in some of PDC’s internal
calculations of the appropriate discount rate. (See, e.g., Brook Decl. Dkt. No. 133-10, Ex.
27, at 7 (a board buyback presentation using discount rates of 12 and 15 percent).) The
Court agrees that these documents are sufficient to create a genuine dispute of material
fact. Defendants may have a viable argument at trial that disclosure of PDC’s internal
valuations wasn’t necessary, but the Court cannot conclude as a matter of law on these
facts that there is no “substantial likelihood that a reasonable shareholder would consider
[these omissions] important in deciding how to vote.”  TSC Indus., 426 U.S. at 449; see
also Brown v. Brewer, 2010 WL 2472182 (C.D. Cal. June 17, 2010) (“A reasonable
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shareholder would have wanted to independently evaluate management's internal
financial projections to see if the company was being fairly valued.”).

The Court DENIES partial summary judgment as to disclosures concerning the discount
rate.

1.4.2 Omission of Probable and Possible Reserves

Defendants next seek a ruling that PDC’s omissions concerning “probable” and
“possible” reserves are not actionable. They chiefly rely on Starkman v. Marathon Oil
Company, where the Sixth Circuit held that defendant oil company had no duty to
disclose “estimates of the value of probable, potential and unexplored oil and gas reserves
which were based on highly speculative assumptions.” 772 F.2d 231, 242 (6th Cir. 1985).

But Starkman is distinguishable. Even if Defendants are not generally required to disclose
the value of non-proven reserves, they made statements about these reserves on the
proxies, and these statements are actionable if misleading. Cf. Lynch v. Vickers Energy
Corp., 383 A.2d 278, 281 (Del. 1977) (requiring disclosure of a higher estimate of non-
proven reserves when defendants disclosed a lower estimate). Here, as Plaintiffs point
out, the proxies included statements concerning the value of non-proven (i.e. probable
and possible) reserves. (See, e.g., Brook Decl., Dkt. No. 130-7, Ex. 7, at 15 (“Non-proven
undeveloped projects were valued at $10,000 per drilling location.”).) According to
Plaintiffs, internal documents demonstrate that PDC placed a much higher value on non-
proven reserves. (See, e.g., Brook Decl., Dkt. No. 130-11, Ex. 9, at 3.) 

Thus, Defendants have not carried their burden in showing that the evidence cited by
Plaintiff creates no genuine dispute of material fact as to whether the disclosures
concerning probable and possible reserves were actionable. Therefore, the Court DENIES
partial summary judgment on this issue.

1.4.3 Disclosure Concerning Special Transactions Committee and
CIVIL MINUTES - GENERAL
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Alternatives

Defendants also request a ruling that “the proxies adequately disclosed the work of the
[Special Transactions] Committee and the alternatives it considered.” (Motion for
Summary Judgment at 23.) The section entitled “Alternatives to the Merger” begins with
the statement that “[t]he Special committee considered the following alternatives before
determining to recommend the merger transaction described in this document.” (Stump
Decl. Dkt. No. 122-37, Ex. 16, at 44.) The section then describes various alternatives.
(See id. at 44–49.) Defendants argue that there is no evidence that these disclosures were
false or misleading.

Because Defendants point to an absence of evidence, the burden shifts to Plaintiffs to
rebut with evidence creating a genuine issue of material fact. Celotex, 477 U.S. at
322–23. Plaintiffs cite evidence, but they fail to articulate how any of this evidence makes
false any particular statement in the proxy. For example, Plaintiffs point to a statement of
the chair of the Committee that the Committee considered the possibility of a “farm out”
to be a “moot point” and not what the Committee “focused on.” (Brook Decl., Dkt. No.
139-4, Ex. 43, at 5.) But Plaintiffs don’t point to anything in the proxies stating that the
Committee did focus on this particular alternative. Plaintiffs also cite evidence that
Houlihan Lokey, a firm that conducted a fairness review for the Committee, didn’t
consider alternatives. But, again, Plaintiffs don’t point to anything in the proxy stating
otherwise.

In sum, even if the evidence cited by Plaintiffs demonstrates that the Committee failed to
consider certain alternatives, that alone is insufficient to make the disclosures in the proxy
misleading. The Court GRANTS partial summary judgment on this issue.

1.5 Summary Adjudication of What the Partnerships Owned

The parties dispute what the partnerships owned, which has apparently been a source of
confusion even among PDC’s own officers. (See Brook Decl., Dkt. No. 139-8, Ex. 47, at

CIVIL MINUTES - GENERAL
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4 (Lance Lauck’s deposition testimony that he believed that, at the time of the partnership
mergers, there was “ambiguity between the initial offering documents and the conveyance
documents . . . so that there was ambiguity around whether or not the partnerships
actually owned the tract of land surrounding the well bore”).) Defendants seek a ruling
that, as a matter of law, the partnerships owned only the right to receive production from
wellbores, rather than an interest in “acreage.” Plaintiffs disagree.

The parties rely on different documents to support their positions. Defendants point to an
assignment from PDC to one of the partnerships, which conveyed oil and gas leases “only
to the extent such leases cover lands and depths necessary for production.” (Roth Decl.,
Dkt. No. 122-75, at 2.) Plaintiffs respond that the position of Defendants is contrary to
language in the offering and other documents. (See, e.g., Brook Decl., Dkt. No. 138-10, at
12 (“The Parternship’s properties consist of oil and gas wells, associated well equipment,
and the ownership in leasehold acreage assigned to the spacing units on which the 49
wells were drilled.”). 

Neither party has provided sufficient evidence, authority, and argument—given the
conflict between the documents the parties cite—for the Court to make a ruling on
ownership. Thus, at this time, the Court DENIES the request for a ruling on this issue.

1.6 Summary Judgment on Punitive Damages

Defendants argue that Plaintiff is not entitled to punitive damages because Plaintiffs
expressly disclaimed any allegation of fraud in the FAC. But Defendants fail to explain
why a disclaimer of fraud precludes a finding that Defendants conduct was “wanton,
willful, or reckless.” Peters v. Rivers Edge Min., Inc., 224 W. Va. 160, 190, 680 S.E.2d
791, 821 (2009). And Defendants don’t adequately explain why the evidence Plaintiffs
cite as showing willful conduct is insufficient for a finding of punitive damages.

Recognizing that Defendants carry the burden in seeking summary judgment, the Court
DENIES the Motion for Summary Judgment as to punitive damages.

CIVIL MINUTES - GENERAL
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2. MOTION FOR CLASS DECERTIFICATION

The Court previously granted Plaintiffs’ Motion for certification of the following class,
which excludes Defendants and their directors, officers, employees and agents:

All persons and entities who owned limited partnership units in one or more of the
following limited partnerships (the “Partnerships”) who were cashed out of their
limited partnerships units pursuant to merger transactions with Defendant DP 2004
Merger Sub LLC (“Merger Sub”):

• PDC 2002-D Limited Partnership,
• PDC 2003-A Limited Partnership,
• PDC 2003-B Limited Partnership,
• PDC 2003-C Limited Partnership,
• PDC 2003-D Limited Partnership,
• PDC 2004-A Limited Partnership,
• PDC 2004-B Limited Partnership,
• PDC 2004-C Limited Partnership,
• PDC 2004-D Limited Partnership,
• PDC 2005-A Limited Partnership,
• PDC 2005-B Limited Partnership, and
• Rockies Region Private Limited Partnership.

(Order Granting Motion for Class Certification, Dkt. No. 84, at 13.)

Defendants now move to decertify the class, arguing that the class fails to meet the
requirements of Rule 23(b)(3). To qualify for certification under Rule 23(b)(3), a class
must satisfy two conditions beyond the Rule 23(a) prerequisites: “‘common questions
must ‘predominate over any questions affecting only individual members,’ and class
resolution must be ‘superior to other available methods for the fair and efficient
adjudication of the controversy.’” Hanlon v. Chrysler Corp., 150 F.3d 1011, 1022 (9th
Cir. 1998) (quoting Fed. R. Civ. P. 23(b)(3)). Defendants argue that, because of issues
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unique to each of the twelve partnerships, a class encompassing investors in all twelve of
the partnerships fails the predominance and superiority requirements.

2.1  Predominance

“The predominance inquiry of Rule 23(b)(3) asks ‘whether proposed classes are
sufficiently cohesive to warrant adjudication by representation.’” In re Wells Fargo Home
Mortg. Overtime Pay Litig., 571 F.3d 953, 957 (9th Cir. 2009) (quoting Local Joint
Executive Bd. of Culinary/Bartender Trust Fund v. Las Vegas Sands, Inc., 244 F.3d 1152,
1162 (9th Cir. 2001)). “When common questions present a significant aspect of the case
and they can be resolved for all members of the class in a single adjudication, there is
clear justification for handling the dispute on a representative rather than an individual
basis.” Hanlon, 150 F.3d at 1022 (internal quotation marks omitted).

Defendants argue that common issues don’t predominate because Plaintiffs’ theories of
liability, particularly that they received insufficient value for their shares of the
partnerships, depends on factors unique to each partnership. Defendants point to
testimony by Plaintiffs’ experts, for example, that the ability of each partnership to
finance new drilling opportunities is unique to each partnership. Defendants further argue
that, at a minimum, the class must be broken into three different buyback groups, or
“tranches,” to account for differences in market conditions and drilling regulations at the
time of each buyback date. 

The Court agrees that there are many factual issues unique to each partnership. But the
Court still finds that these unique issues are outweighed by the numerous issues in this
case susceptible to common proof and common determinations of fact and law.

As the Court noted in its order certifying the class, the Ninth Circuit has found that
securities actions, particularly those stemming from a common course of conduct, are
particularly suitable to class action treatment. See, e.g., Blackie v. Barrack, 524 F.2d 891,
902 (9th Cir. 1975); see also Amchem Prods., Inc. v. Windsor, 521 U.S. 591, 625 (1997)

CIVIL MINUTES - GENERAL
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(“Predominance is a test readily met in certain cases alleging consumer or securities fraud
. . . .”). Defendants’ alleged liability stems from a common course of conduct involving
numerous factual issues identical (or at least nearly so) for each partnership. For example,
the content of the proxies are nearly identical. For all partnerships, Defendants used the
same discount rates, the same value for unproven reserves, and the same committee that
considered and dismissed the same alternatives to the merger. There is little dispute that,
to a large degree, Defendants treated the partnerships uniformly during their formation
and the merger. These factual issues are common to the entire class and important
elements of Plaintiffs’ theories of liability.

Defendants’ arguments in seeking summary judgment show that further common issues
exist. For example, Defendants argued that the rights and duties of all partnerships to
build additional wells is restricted by the same promises and contractual restrictions found
in the prospectuses and partnership agreements. These promises and restrictions, and their
significance to Defendants’ fiduciary duties, present common issues.  Except as to the
Rockies Region partnership, which is unique in its ability to borrow, Defendants’
arguments in summary judgment did not differentiate between the partnerships.

Similarly, Defendants’ Memorandum of Contentions of Fact and Law shows that much of
their “key evidence” goes to common issues of fact. (See Defendants’ Memorandum of
Contentions of Fact and Law, Dkt. No. 152, at 6–21 ). For example, Defendants contend
that “PDC employed a rigorous, industry-standard valuation methodology” to evaluate
the partnerships (Id. at 7.) In arguing that PDC employed a “fair process to effectuate the
merger transactions,” Defendants point to facts common to all partnerships, including the
work of the special committee, a willingness to entertain third party bids, and a provision
that PDC’s vote would not count. (Id. at 10–11.) 

In sum, Defendants are correct that there are issues unique to each partnership. But
numerous common questions, which present a “significant aspect of the case,” outweigh
them and satisfy the predominance requirement in this case. Hanlon, 150 F.3d at 1022.
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2.2 Superiority

Defendants also briefly argue that the superiority requirement isn’t satisfied. Class actions
certified under Rule 23(b)(3) must be “superior to other available methods for the fair and
efficient adjudication of the controversy.” Amchem, 521 U.S. at 615 (quoting Fed. R. Civ.
P. 23(b)(3)). Factors pertinent to findings of superiority include “the desirability or
undesirability of concentrating the litigation of the claims in the particular forum” and
“the likely difficulties in managing a class action.” Fed. R. Civ. P. 23(b)(3)(C)–(D).
Defendants argue that numerous exhibits and witnesses would make the class action
unwieldy as compared to a separate trial for each partnership.

But conducting multiple trials would be inefficient. The same witnesses would be called
multiple times. The parties would have to present the same evidence to multiple juries. A
single class action in this case “achieve[s] economies of time, effort, and expense.”
Amchem, 521 U.S. at 615.

The Court finds that a class action is the superior method of adjudicating the controversy.
The Decertification Motion is DENIED.

DISPOSITION

Defendants’ Motion to for Summary Judgment is GRANTED in part and DENIED in
part. Defendants’ Decertification Motion is DENIED.
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UNITED STATES DISTRICT COURT 

EASTERN DISTRICT OF CALIFORNIA 

SECURITIES AND EXCHANGE 
COMMISSION, 

Plaintiff, 

v. 

ANTHONY VASSALLO, KENNETH 
KENITZER, and EQUITY 
INVESTMENT MANAGEMENT AND 
TRAINING, INC.,  

Defendants. 

No. CIV. S-09-0665 LKK/DAD  

 

ORDER 

The U.S. Securities and Exchange Commission (“SEC”), in this 

securities fraud enforcement action, moves for a final judgment 

of disgorgement for $43 million against defendant Anthony 

Vassallo, with pre-judgment interest, and civil penalties.  ECF 

No. 488.  For the reasons set forth below, the court will grant 

the motion. 
 

I. BACKGROUND 

According to the SEC’s complaint, ECF No. 1, from 

approximately May 2004 through November 2008, defendant Vassallo 
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(and Kenneth Kenitzer, who is not involved in this motion), 

raised over $40 million from approximately 150 investors.  At 

some point, if not from the very beginning, the investors’ funds 

were lost to Vassallo’s “Ponzi” scheme, in which earlier 

investors were paid “returns” from the investments of later 

investors.  Vassallo hid the fraud from his investors, but it 

eventually came to light in 2008, when investors found that they 

could not access their funds. 

II. PROCEDURAL HISTORY 

A. The Civil Case. 

On March 11, 2009, the Securities and Exchange Commission 

(“SEC”) sued Anthony Vassallo (“Vassallo”) and Equity Investment 

Management and Trading, Inc. (“EIMT”) for securities fraud.  ECF 

No. 1.  On April 30, and July 31, 2009, the court appointed 

Stephen E. Anderson to be the Receiver for EIMT, and empowered 

him to “[t]ake all steps the receiver deems necessary to secure 

and protect the assets and property of EIMT.”  ECF No. 52. 

On March 9, 2010, based upon a Consent and Stipulation 

between the SEC and Vassallo (ECF No. 220), the court entered the 

Judgment of Permanent and Other Relief Against Defendant Anthony 

Vassallo.  ECF No. 228.  The Judgment provides that “upon motion 

by the Commission, the Court shall determine whether it is 

appropriate to order disgorgement of ill-gotten gains and/or 

civil penalties,” against Vassallo, and if so, the amounts.  Id., 

at 4, ¶ V.  The judgment also provides that in connection with 

the SEC’s motion for disgorgement, interest and penalties, and 

solely for the purposes of that motion, “the allegations of the 

Complaint shall be accepted as and deemed true by the Court.”  
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Judgment at 4 ¶ V. 
 
B. The Criminal Case. 

On March 18, 2009, the United States filed a criminal 

complaint against Vassallo, charging him with conspiracy, mail 

fraud, wire fraud, money laundering, and securities fraud.  U.S. 

v. Vassallo, 2:9-cr-179 GEB (E.D. Cal.).1  On April 15, 2009, the 

Grand Jury returned an indictment against Vassallo, charging him 

with mail fraud, wire fraud and money laundering.  U.S. v. 

Vassallo, id., ECF No. 19.  On February 1, 2013, Vassallo agreed 

to plead guilty to Count 2 of the indictment, wire fraud.  ECF 

No. 115. On September 19, 2013, the district court entered an 

Amended Judgment against Vassallo, convicting him of wire fraud, 

based upon his guilty plea.  U.S. v. Vassallo, id., ECF No. 150.  

The remaining parts of the indictment were dismissed.  Id. 

As part of his sentence, Vassallo was ordered to pay 

restitution of $43 million to the defrauded investors.  See id., 

ECF No. 150 at 5 (“The defendant must make restitution … to the 

following payees in the amount listed below”). 
 
C. The Motion for Disgorgement. 

On October 4, 2013, the Receiver filed a motion for a 

judgment of disgorgement of $43 million against Vassallo.  See 

ECF No. 479.  At the hearing on the Receiver’s motion, the court 

expressed concern, and later requested briefing, about whether 

the requested judgment of disgorgement would conflict with the 

                     
1 The civil case was assigned to the undersigned, and the 
criminal case was assigned to Hon. Garland E. Burrell.  This 
court declined to “relate” the cases to the same judge.  ECF 
No. 28. 
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$43 million restitution order entered against Vassallo in the 

criminal case.  See ECF No. 485.2 

The SEC thereupon filed this motion, seeking the same 

$43 million disgorgement relief previously sought by the 

Receiver, but in addition, seeking prejudgment interest and civil 

penalties.  ECF No. 488.  In light of the SEC’s motion, the 

Receiver withdrew his own motion.  ECF No. 489. 

The SEC argues that (1) disgorgement will not conflict with 

the criminal restitution because Vassallo will receive a set-off 

                     
2 The court also requested briefing on (1) whether a summary 
procedure was appropriate for the Receiver’s request, (2) whether 
there is evidence that the funds sought to be disgorged are 
assets of EIMT to which Vassallo has no legitimate claim (the 
standard for “relief” or “nominal” defendant disgorgement), and 
(3) whether collateral estoppel, based upon the criminal 
conviction for mail and wire fraud, and money laundering (not 
securities fraud), was appropriate in this case. 
 
Now that the SEC is seeking the disgorgement relief, the first 
two of these issues no longer exist.  The SEC’s motion seeks a 
restitution order outside of the summary procedures, and it is 
based upon Vassallo’s role as a securities law violator (not a 
relief or nominal defendant).  As for the third issue (collateral 
estoppel), the SEC correctly points out that the basis for its 
assertion that Vassallo has violated the securities laws is this 
court’s judgment of permanent injunction against Vassallo.  Under 
that order, when the SEC seeks disgorgement, interest and 
penalties, as it now does, “the allegations of the Complaint 
shall be accepted as and deemed true by the Court.”  Judgment 
at 4 ¶ V.  The Complaint sufficiently alleges that Vassallo 
defrauded investors of “more than $40 million” through various 
securities law violations.  Complaint ¶¶ 1 & 13.  Accordingly, to 
the degree the SEC seeks disgorgement of $40 million (rather than 
the requested $43 million), the third issue no longer exists, 
either. 
 
However, the court finds that the SEC’s collateral estoppel 
argument has demonstrated that Vassallo’s ill-gotten gains total 
$43 million.  Accordingly, that will be the amount of 
disgorgement ordered. 
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in the restitution based upon any disgorgement he pays, (2) this 

court is authorized by law to order disgorgement, pre-judgment 

interest and civil penalties, and (3) the consent judgment 

against Vassallo contemplates that the SEC will seek disgorgement 

and penalties. 

Vassallo opposes the motion on the grounds that since the 

criminal case has already granted $43 million in restitution, 

this court should exercise its discretion by not imposing any 

more financial remedies.  Specifically, Vassallo asserts that 

(1) the criminal restitution order fully compensates his victims, 

(2) he has already been sufficiently punished, and (3) the 

judgment will go unpaid since Vassallo does not have sufficient 

funds, thus preventing the judgment from serving its intended 

purpose. 

III. STANDARDS 

The district court has broad equity powers to 
order the disgorgement of “ill-gotten gains” 
obtained through the violation of the 
securities laws.  Disgorgement is designed to 
deprive a wrongdoer of unjust enrichment, and 
to deter others from violating securities 
laws by making violations unprofitable. 

SEC v. First Pacific Bancorp, 142 F.3d 1186, 1191-92 (9th 

Cir. 1998) (citations omitted), cert. denied, 525 U.S. 1121 

(1999).3 

“[T]he amount of disgorgement should include 
all gains flowing from the illegal 
activities.”  Disgorgement need be “only a 

                     
3 “Further, where two or more individuals or entities collaborate 
or have a close relationship in engaging in the violations of the 
securities laws, they have been held jointly and severally liable 
for the disgorgement of illegally obtained proceeds.”  Id. 
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reasonable approximation of profits causally 
connected to the violation.”  

SEC v. Platforms Wireless Int’l Corp., 617 F.3d 1072, 1096 (9th 

Cir. 2010). 
IV. ANALYSIS 

 
A. Civil Disgorgement. 

The SEC asserts that there is no conflict between its 

requested $43 million civil disgorgement and the $43 criminal 

restitution already ordered in the criminal case.  The plea 

agreement makes express reference to the civil case, and the fact 

that the receiver “has recovered some funds for investors.”  ECF 

NO. 155 at 3, ¶ II(B).  Further, the plea agreement states that 

“[t]he parties agree that the total amount of [criminal] 

restitution shall be credited by the amounts disbursed by the 

receiver to the victims of this crime.”  Id.  In light of this, 

there appears to be no encroachment on the criminal judgment, as 

that judgment specifically contemplates an overlapping civil 

disgorgement order, and the disbursement of disgorged funds to 

investors. 

The SEC cites no Ninth Circuit cases addressing this issue, 

and the court’s own research revealed none.  However in SEC v. 

Palmisano, 135 F.3d 860 (2nd Cir.), cert. denied, 525 U.S. 1023 

(1998), the Second Circuit reviewed a case that involved a 

similarly overlapping disgorgement order, after a criminal 

restitution order had already been entered.  After determining 

that there was no Double Jeopardy issue, the court affirmed the 

disgorgement order.  Palmisano, 135 F.3d at 867.  However, it 

modified the disgorgement order: 

to provide that to the extent that Palmisano 
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makes payment of restitution as ordered in 
the judgment entered in the criminal case, 
those payments shall offset his disgorgement 
obligation in the present case. 

Id., 135 F.3d at 866-67.  This offset is already built in to the  

Vassallo criminal case.4 
 
B. Pre-judgment Interest 
 

The amount of disgorgement should include all 
gains flowing from the illegal activities. 
See SEC v. Lund, 570 F. Supp. 1397, 1404 
(C.D. Cal. 1983).  The ill-gotten gains 
include prejudgment interest to ensure that 
the wrongdoer does not profit from the 
illegal activity. 

SEC v. Cross Financial Services, Inc.,  908 F. Supp. 718, 734 

(C.D. Cal. 1995) (emphasis added); SEC v. M & A West, Inc., 538 

F.3d 1043, 1054 (9th Cir. 2008) (affirming district court 

judgment ordering disgorgement, with pre-judgment interest, “to 

ensure that [defendant] is not allowed to benefit from his 

unlawful conduct”).5 

Whether to order pre-judgment interest is within this 

                     
4 Accord, SEC v. C.J.'s Fin., 2012 WL 3600239 at *9 (E.D. Mich.) 
(Whalen, M.J.), (approving disgorgement order, so long as 
defendant is given credit for amounts paid in criminal 
restitution), adopted  2012 WL 3597644 (E.D. Mich. 2012). 
  
5 In the criminal case, the district court determined that 
Vassallo “does not have the ability to pay interest” on the 
restitution, and therefore waived it.  U.S. v. Vassallo, 9-cr-
179, ECF No. 150 at 5.  That waiver applied to the post-judgment 
interest on criminal restitution, authorized by 18 U.S.C. 
§ 3612(f).  Pre-judgment interest in certain criminal cases is 
also authorized by the Mandatory Victims Restitution Act of 1996, 
18 U.S.C. §§ 3663A & 3664.  See U.S. v. Gordon, 393 F.3d 1044, 
1057-59 (9th Cir. 2005), cert. denied, 546 U.S. 957 (2005).  
Neither side has addressed whether pre-judgment interest was 
available in the criminal case, nor whether it might be relevant 
to the decision here, so this court does not address it. 
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court’s discretion, which in turn, should be guided by 

“fundamental considerations of fairness.”  Osterneck v. Ernst & 

Whinney, 489 U.S. 169, 176 (1989).  Vassallo asserts that 

ordering pre-judgment interest in this case would be unfair 

because (1) the order for restitution already issued in the 

criminal case, if satisfied, will make the defrauded investors 

whole, (2) Vassallo has already been punished enough, and 

(3) Vassallo does not have the money to pay.  None of these 

assertions convinces the court that it should refrain from 

ordering prejudgment interest. 

First, Vassallo offers no support for his bare assertion 

that the restitution order would make the defrauded investors 

whole, if he satisfied the order.  Vassallo ignores the fact that 

the purpose of pre-judgment interest in a securities fraud case 

is to make the defrauded investors whole.  “Prejudgment interest 

reflects the victim's loss due to his inability to use the money 

for a productive purpose, and is therefore necessary to make the 

victim whole.”  Gordon, 393 F.3d at 1059 (affirming grant of 

prejudgment interest on criminal restitution judgment for victims 

of securities fraud). 6 

Second, the amount of punishment Vassallo is subject to in 

the criminal case is not relevant to the question of prejudgment 

interest.  The disgorgement itself is not punishment.  Hateley v. 

SEC, 8 F.3d 653, 656 (9th Cir. 1993) (“the $55,000 disgorgement 

order is not, in fact, a fine levied against the petitioners as 

                     
6 Cf., Burgess v. Premier Corp., 727 F.2d 826, 838 (9th 
Cir. 1984) (prejudgment interest was not necessary to make 
victims whole, where proper showing was made). 
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punishment for their conduct. Rather it is the means by which the 

petitioners are required to remedy the unjust enrichment”).  The 

prejudgment interest is levied solely against this disgorgement, 

and is necessary only to make the defrauded investors whole. 

Third, Vassallo, who is represented by counsel, offers no 

explanation of any kind for why his current inability to pay 

prejudgment interest would render a judgment for prejudgment 

interest unfair.  The court will not make up an explanation for 

him, and additionally notes that Vassallo consented to a judgment 

that contemplated that the SEC would later seek prejudgment 

interest, in addition to disgorgement and penalties. 
 
C. Penalties. 

The SEC is authorized to seek, and this court is authorized 

to impose – “upon a proper showing” – civil penalties for the 

securities law violations established in this case.  See 15 

U.S.C. §§ 77t(d)(1) & 78u(d)(3)(A).  The SEC requests the 

imposition of “third tier” penalties. 

The court is authorized to impose “third tier” penalties if 

the defendant engaged in “fraud, deceit, manipulation, or 

deliberate or reckless disregard of a regulatory requirement,” 

and the violation “resulted in substantial losses or created a 

significant risk of substantial losses to other persons.”  15 

U.S.C. §§ 77t(d)(2)(C) & 78u(d)(3)(B)(iii); 17 C.F.R. § 201.1003 

& Table III (statutory amount of $100,000 maximum per violation, 

adjusted for inflation to $130,000 maximum per violation; or 

defendant’s gross pecuniary gain).7 

                     
7 First and second tier penalties are available when there were 
no significant losses to investors (second tier), or fraud was 
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The penalty decision appears to be within this court’s 

discretion.  See SEC v. Pattison, 2011 WL 723600 at *5 (N.D. 

Cal. 2011) (“the discretion to determine the appropriate kind of 

penalty to impose lies with the district court”), aff’d mem., 495 

Fed. Appx. 786 (9th Cir. 2012).  The SEC argues for the largest 

possible penalty to reflect the seriousness of the case and the 

large losses to investors.  Vassallo argues that there should be 

no penalty because a Magistrate Judge in a different case held 

that doing so would be “draconian in light of [defendant’s] 

restitution penalty of $703,474.10, property forfeiture, money 

judgment of $1,190,470.10, and significant prison sentence.”  See 

C.J.’s Financial, 2012 WL 3600239 at *10. 

The court has determined that a penalty is appropriate in 

this case.  According to the allegations of the Complaint, which 

are presumed to be true for these purposes, Vassallo lied to his 

investors about what he would do with their money, covered up his 

trading losses by issuing false statements, misappropriated 

investor funds for his personal use, and ultimately caused his 

investors to lose substantial amounts in investments.  This 

plainly qualifies Vassallo for the “tier three” penalty level.  

See, e.g., SEC v. CMKM Diamonds, Inc., 635 F. Supp. 2d 1885, 1192 

(D. Nev. 2009) (finding third tier penalties are warranted). 

Determining the amount of the penalty is not as simple.  It 

appears from the Complaint that Vassallo did initially engage in 

actual stock trading with investor funds.  There is no allegation 

                                                                   
not involved (first tier).  15 U.S.C. §§ 77t(d)(2) 
& 78u(d)(3)(B). 
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that the soliciting of funds and trading that Vassallo engaged in 

from 2004 to 2007 was fraudulent, or that the statements of 

return were fraudulent or incorrect.  While Vassallo admits that 

he raised “over $40 million” from investors, it is not clear how 

much of that was raised illegally, or pursuant to the “Ponzi” 

scheme.8  Accordingly, the court does not know how many 

“violations” occurred, even though Vassallo admits that he raised 

“over $40 million” from 150 investors. 

The court accordingly will impose the maximum penalty of 

(1) $130,000 for one violation of Section 17(a) of the Securities 

Act, 15 U.S.C. § 77q(a), (2) $130,000 for one violation of 

Section 10(b) of the Exchange Act, 15 U.S.C. § 78j(b), and 

Rule 10b-5 thereunder, 17 C.F.R. § 240.10b-5, (3) $130,000 for 

one violation of aiding and abetting Kenitzer’s Exchange Act 

violations, (4) $130,000 for one violation of Sections 206(1) and 

(2) of the Investment Advisors Act, 15 U.S.C. § 80b-6(1) and (2), 

and (5) $130,000 for one violation of Section 206(4) of the 

Investment Advisors Act, 15 U.S.C. § 80b-6(4) and Rule 206(4)-8 

thereunder, 17 C.F.R. § 275.206(4)-8.  These penalties total 

$650,000.00. 
 

IV. CONCLUSION 

For the reasons set forth above, the SEC’s motion is hereby 

                     
8 The Complaint alleges that Vassallo provided potential 
investors documents “purporting to show” that he had never 
suffered a loss and that he had a trading program returning 3.5% 
per month.  Complaint ¶ 12.  The Complaint does not allege that 
those claims were false or fraudulent from the very beginning.  
Thus, Vassallo may have believed his own publicity, rather than 
knowingly engaging in a Ponzi scheme, at least in the beginning. 
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GRANTED, with the detailed judgment issuing this day in the 

accompanying “Final Judgment Against Anthony Vassallo.” 

IT IS SO ORDERED. 

DATED:  May 22, 2014. 
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UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 
------------------------------------------------------------------2C 

IN RE PUDA COAL SECURITIES INC., 
et al. LITIGATION 

This document relates to: ALL ACTIONS 

------------------------------------------------------------------2C 

KATHERINE B. FORREST, District Judge: 

USDC SDNY 
DOCUMENT 
ELECTRONICALLY FILED 
DOC#:~~~~~

DATE FILED:-) ]'.20t4 

ll-cv-2598 (KBF) 
and all member and related 

cases 

OPINION & ORDER 

An accounting firm's worst nightmare might be to wake up one morning and 

discover that the company that one of its teams had audited for the past several 

years had in fact disappeared, and that what the team had been auditing had been 

merely a mirage. A twist that could serve only to heighten this distress might be 

the discovery that the company had been stolen a few years prior-its operations 

and related revenues transferred away-but that the engagement team had not 

discovered this fact. The team had issued a "clean opinion." The accounting error 

in such a case would be fundamental: all aspects of the financial position of the 

company would have been entirely misstated, because the operations on which it 

was based were long gone. This scenario is not the storyline for an auditor's version 

of a horror film; it is what happened here. 

Until April 2011, Puda Coal Inc.'s ("Puda") shareholders believed there was 

value in the securities they held-that Puda continued to own 90% of Shanxi Puda 

Coal Group Co., Ltd. ("Shanxi Coal"), a supplier of premium high-grade 

metallurgical coking coal used in steel manufacturing. However, in September 

Case 1:11-cv-02598-KBF   Document 384   Filed 06/17/14   Page 1 of 52



2009, Puda's chairman, Ming Zhao ("M. Zhao"), and his brother, Yao Zhao ("Y. 

Zhao"), had arranged to transfer Puda's entire interest in Shanxi Coal to M. Zhao 

personally. This transfer left Puda as a shell company, lacking any operations or 

other source of revenue. The transfer was reflected in minutes of a shareholder 

meeting for Shanxi Coal and in documents filed in the Shanxi office of China's State 

Administration of Industry and Commerce ("SAIC"). 

Moore Stephens Hong Kong ("MSHK") audited Puda throughout the class 

period, and Moore Stephens, P.C. ("MSPC") performed an "Appendix K" review. 

(The Court refers to MSHK and MSPC together as "the Auditors.") Puda made 

periodic filings with the Securities and Exchange Commission ("SEC"), which 

incorporated audit opinions on its financial statements. Puda also discussed its 

financial statements in press releases. 

In April 2011, the game was up. On April 8, 2011, a research report 

published by Alfred Little (the "Little Report") disclosed the Zhao brothers' transfer 

of Shanxi Coal. Puda's shares declined 34%; one trading day later, the SEC halted 

trading of Puda's shares entirely. The first of many lawsuits was filed on April 15, 

2011. (ECF No. 1.) A number of lawsuits were filed thereafter and consolidated. 

Following motion practice and discovery, a Second Consolidated and Supplemental 

Amended Complaint ("SCAC") was filed on April 21, 2014. (ECF No. 352.) 

The SCAC alleges violations of the securities laws against a variety of 

individuals and entities, including Puda's Auditors. 1 Plaintiffs bring claims against 

1 Claims remain pending against several defendants. On May 20 and 21, 2014, Brean Murray, 
Carret & Co. and Macquarie Capital (USA) Inc. filed motions to dismiss the SCAC. (ECF Nos. 370, 

2 
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the Auditors pursuant to Section 11 of the Securities Act of 1933 (Count I) and 

Section lO(b) of the Securities Exchange Act of 1934 and Rule lOb-5 promulgated 

thereunder (Count IV). 

Pending before the Court are eight intertwined motions. 

On February 14, 2014, the Auditor defendants both moved for summary 

judgment as to all claims against them on the basis that plaintiffs have failed to 

raise triable issues as to the subjective falsity of the alleged misstatements as well 

as to scienter, and, in the case of MSPC, on the basis that it was not the "maker" of 

any of the alleged misstatements. On February 14, 2014, MSHK also moved to 

exclude plaintiffs' sole proposed auditing expert, Anita C.M. Hou, on the basis that 

she lacks the expertise to opine on any issues of relevance and that the opinions she 

does offer are irrelevant to any issue in the case. MSPC joined that motion. (ECF 

Nos. 297, 298.) Those motions became fully briefed on May 7, 2014. 

In addition to her expert report, Hou also submitted two declarations in 

opposition to the Auditors' motions for summary judgment on March 28, 2014. On 

May 7, 2014, MSHK moved to strike these declarations, and MSPC joined that 

motion. (ECF No. 364.) That motion became fully briefed on June 6, 2014. 

On March 28, 2014, plaintiffs moved to exclude the Auditors' three proposed 

experts: Alexander H. Mackintosh and Peter S. Nurczynski on the basis that their 

reports are procedurally inappropriate case-in-chief reports masquerading as 

373.) On June 2, 2014, defendants C. Mark Tang and Lawrence S. Wizel (the former U.S.-based 
independent directors of Puda), MSHK, and MSPC answered the SCAC. (ECF Nos. 377-379.) A 
somewhat complicated procedural history resulted in the Auditors and plaintiffs having completed 
discovery prior to the remaining defendants. 

3 
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"rebuttal" reports, and Wang Weimin, on the basis that he lacks necessary expertise 

and his opinions are merely ipse dixit. Those motions became fully briefed on May 

28, 2014. 

Finally, plaintiffs have moved to strike MSHK's reply in support of its Local 

Civil Rule 56.1 statement of material facts. Defendants opposed this motion on 

June 6, 2014. 

For the reasons set forth below, the Auditors' motions for summary judgment 

and to exclude Hou and strike her declarations are GRANTED. While essentially 

rendered moot, plaintiffs' motions regarding Nurczynski, Mackintosh and Weimin 

are DENIED. Plaintiffs' motion to strike MSHK's reply is also DENIED. 

I. FACTS 

The following facts are undisputed unless otherwise noted. 

Puda was incorporated in 2001. (Def. MSHK's Resp. to Pls.' Separate Stmt. 

of Add'l Material Facts ("MSHK 56.1 Resp.") ii 1.) In 2005, through a reverse 

merger, Puda acquired a 100% interest in Puda Investment Holding Limited 

("BVI"), which in turn owned 100% of Shanxi Putai Resources Ltd. ("Putai"). (Id. ir 

2.) Puda conducted its operations exclusively through Shanxi Coal, a PRC limited

liability company. (Id. ii 3.) In November 2007, Putai became a 90% owner of 

Shanxi Coal, with the remaining 10% held by M. Zhao and Y. Zhao. (Id. ii 5; 

[Corrected] Pls.' Resp. to Def. MSHK's Stmt. of Material Facts ("Pls.' 56.1 Resp.") ii 

10.) As of December 31, 2009, M. Zhao and Y. Zhao owned 60% of Puda and the 

10% of Shanxi not owned by Putai. (MSHK 56.1 Resp. ir 6.) M. Zhao was the 

chairman of the boards of Puda and Shanxi Coal in 2009 and 2010; he was also 

4 
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identified as a legal representative on Shanxi Coal's 2009 business license. (Id. ii 7.) 

Y. Zhao was identified as the legal representative of Shanxi Putai Minerals Co. 

(also "Putai") on its 2011 business license. (Id. ii 8.) PRC regulations designated 

the Zhao brothers, as the registered legal representatives of Shanxi Coal and Putai, 

as the "responsible person who acts on behalf of the [entity], in exercising its 

functions and powers ... in accordance with the law or the articles of association." 

(Id. il 9.) The Zhao brothers' roles as "legal representatives" were necessary to 

make the subsequent fraudulent transfers. (Id.) In December 2009, Puda's board of 

directors approved a change in Puda's business strategy, expanding its focus from 

solely a coal-washing business to include mining. (Pls.' 56.1 Resp. ir 11.) 

According to the findings of Puda's Audit Committee released in September 

2011, in September 2009, M. Zhao "arranged for Shanxi Putai Resources Limited 

('Putai'), another subsidiary of [Puda] and the parent company of Shanxi Coal, to 

transfer its 90% ownership (and thereby [Puda's] indirect 90% ownership) of Shanxi 

Coal to himself." (Id. iiir 15, 16.) The Audit Committee also found that Y. Zhao, M. 

Zhao's brother, who was the legal representative of Putai, had "authorized the 

transfer." (Id. ii 16.) Y. Zhao also transferred a personal 2% ownership interest that 

he had in Shanxi Coal to his brother, resulting in M. Zhao having a 99% ownership 

interest. (Id. iiif 16, 17.) The Audit Committee also found that "Liping Zhu, the 

5 
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Company's CEO, President and director on the Board, was aware of the 90% 

Transfer but did not disclose it to any other director." (Id. il 18.) 

In July 2010, now owning 99% of Shanxi Coal, M. Zhao "signed various 

documents to further transfer 49% of the ownership of Shanxi Coal to CITIC," a 

state-owned private equity fund in the People's Republic of China ("PRC"). (Id. i1i1 

17, 19.) Also in July 2010, M. Zhao and Wei Zhang (a Shanxi Coal employee who 

owned the remaining 1 % of Shanxi Coal), together pledged-but did not transfer

their remaining 51 % ownership of Shanxi Coal to CITIC. (Id. if 20.) 

The transfer of Putai's interest in Shanxi Coal to M. Zhao, M. Zhao's 

subsequent transfer of 49% of his interest to CITIC, and the 51% pledge by M. Zhao 

and Wei to CITIC were not disclosed in Puda's 2009 or 2010 financial statements at 

the time that they were filed with the SEC; those statements indicated that Puda 

still maintained an indirect 90% interest of Shanxi. (Id. if 22.) Because Puda had 

no indirect or direct interest in the operations or revenues of Shanxi Coal as of 

September 2009, but disclosed in its financial statements that it did, its financial 

statements for those periods were materially misstated and not prepared in 

accordance with Generally Accepted Accounting Principles ("U.S. GAAP"). (Id. if 

23.) 

On April 8, 2011, Alfred Little published a short seller report disclosing the 

Zhao transfers of Shanxi Coal away from Putai and Puda. (Id. if 15.) On July 7, 

2011, the Auditors resigned. (Id. i1 29.) 

6 
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Puda's financial statements contained in its Form 10-Ks for the years 2009 

and 2010 included all of the assets, liabilities, revenues, expenses, and net income 

for Shanxi Coal. (MSHK 56.1 Resp. ii 14.) Puda's 2009 annual report disclosed that 

Shanxi Coal had over $200 million in revenue for the year. (Id. ii 13.). 

The SAIC administers the registration of enterprises, entities, and 

individuals engaged in business operations in China. (Id. ii 15.) The SAIC issues 

business licenses for PRC companies. (Id. il 17.) A business license includes 

information relating to, inter alia, the name and address of the company and its 

legal representative, the type and scope of its business, and the amount of 

registered or paid-in capital. (Id. ii 17.) A business license typically does not show 

the identity or ownership interest of particular shareholders. (Id. ii 18.) Chinese 

law requires that such information be contained in the company's "articles of 

association." (Id. ii 19.) Chinese law also requires that a company's transfer of 

equity must amend the names of shareholders and their capital contributions in its 

articles of association. (Id.) As of 1983, SAIC required that all companies operating 

with a PRC business license undergo annual inspections. (Id. ii 16.) 

When a company first registers with the SAIC, the company files a form with 

the SAIC disclosing the names of its shareholders, the amounts of their 

contribution, and the total registered capital. (Id. ii 22.) If the company's shares 

are transferred or the amount of registered shares is altered, the company must 

7 
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notify the SAIC and apply for approval of the changes. (Id.) The SAIC issues the 

company a new business license if and when such changes are approved. (Id.) 

When shareholders makes a capital contribution, a PRC-certified public 

accountant must issue a "capital verification report" ("CVR"); when a company 

registers or changes its capital, it must file a CVR with the SAIC. (Id. ~ 21.) 

However, if only the identity or percentage of ownership of shareholders changes, 

and the total amount of contributed capital remains unchanged, then the company 

is not required to file the CVR with the SAIC. (Id.) A CVR is typically valid for 90 

days from the date of issue. (Id.) 

A. Audit Standards 

MSHK conducted its audit of Puda pursuant to Public Company Accounting 

Oversight Board ("PCAOB") audit standards. (Id.~ 24.) MSHK used a Thompson 

Reuters Practitioner's Publishing Company Guide to PCAOB Audits ("PPC Guide"), 

as the basis for preparing its work papers and conducting audits of Puda. (Pls.' 56.1 

Resp.~ 60.) As a non-U.S. firm, Moore Stephens is required to have "Appendix K" 

review procedures performed on its audits of U.S.-registered companies; senior 

auditors from MSPC based in the U.S. performed that function. (See id. ir 73; Deel. 

of Brian J. Massengill ("Massengill Deel.") Ex. 2 (Expert Report of Alexander H. 

Mackintosh ("Mackintosh Rep.")), at 4, 11, 12.) PCAOB audit standards require 

that MSHK obtain "reasonable assurance," defined as a "high level" of assurance, to 

support its audit conclusions. (MSHK 56.1 Resp. ~~ 30, 31.) 

MSHK's 2009 and 2010 audits of Puda's financial statements were combined 

with audits of its internal controls. (Id. ~ 24.) The MSHK partners and principals 

8 
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on the MSHK engagement team for both the 2009 and 2010 year-end audits had 

experience auditing both PRC and US-listed companies, and assessing and testing 

internal controls. (Pls.' 56.1 Resp. ii 51.) They also had experience issuing audit 

reports in accordance with PCAOB standards. (Id.) The partners and principals on 

the audits were each multilingual in Cantonese, Mandarin, and English. (Id. ii 52.) 

The MSHK audit engagement team for Puda also had access to and used U.S. 

technical resources in conducting its audit work, specifically with regard to U.S. 

GAAP and PCAOB standards. (Id. iJ 61.) 

MSPC conducted an Appendix K review relating to Puda and issued MSHK a 

clearance letter stating that based on its review of, inter alia, the financial 

statements and MSHK's work papers, the financial statements were prepared in 

accordance with GAAP and the PCAOB standards. (Id.) MSPC did not provide an 

audit opinion to Puda directly, nor was any audit opinion included directly in any of 

Puda's financial statements; MSPC was not a signatory on the audit opinion letter 

provided by MSHK to Puda and incorporated into its Form 10-K. 

MSHK personnel spent substantial time at Shanxi Coal in connection with 

their work. (Id. ir 63.) In connection with the 2009 and 2010 year-end audits, four 

or five MSHK auditors each spent approximately a month each year at Shanxi 

Coal's facilities and corporate headquarters in Shanxi Province conducting 

fieldwork. (Id. ii 65.) As part of their work, the team inspected physical assets and 

took photographs as audit evidence. (Id.) Puda's controller, Irene Cheong, 

interacted regularly with the MSHK audit team. (Id. iii! 66, 67.) The chairman of 

9 
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Puda's Audit Committee testified that he was "very impressed" with the quality of 

MSHK's work. (Id. ii 69.) 

B. The 2009 Audit 

At the outset of its 2009 audit of Puda, MSHK completed a "Fraud Risk 

Identification Form." (MSHK 56.1 Resp. ii 27.) In its "Information Gathered" 

section, the form states that "management is dominated by [a] single individual,'' 

and that there is a "Potential Fraud Risk" of "Management override of controls." 

(Id.) The form also sets forth the procedures that MSHK must perform in order to 

address the risk of "management override of controls" on a page designated as 

"PCA-AP-2." (Id.) These procedures include "examin[ing] journal entries and other 

adjustments for evidence of possible material misstatement due to fraud,'' 

"review[ing] accounting estimates for bias that could result in material 

misstatements due to fraud,'' and "evaluat[ing] the business rationale for significant 

unusual transactions." (Id.) 

In its 2009 audit, MSHK performed the following procedures to confirm that 

Putai owned 90% of Shanxi Coal: 

a. Reviewed a management representation letter from Puda; 

b. Reviewed an unsigned "form" of a legal opinion from PRC counsel in 

connection with a February 2010 public offering; 

c. Reviewed minutes of Puda's Audit Committee and board of directors; 

d. Made an inquiry to Puda's chief financial officer ("CFO"), Laby Wu; 

e. Reviewed Puda's SEC filings; and 

f. Reviewed a share registry maintained by Shanxi Coal. 

10 
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MSHK's working papers for 2009 contained a "Section V'' relating to auditing 

"Capital, Reserves and Dividends" for Shanxi Coal. (Id. ii 32.) Section V contained 

an "Audit Program for Capital Stock and Other Equity Accounts." (Id. ii 33.) The 

first item in this audit program required MSHK to review Puda's board minutes 

and note any equity transactions that had been authorized. (Id.) In its work 

papers, MSHK noted, "No meeting between directors was held in the current year. 

No equity transaction was noted in the current year." (Id.) The second audit 

procedure in Section V concerned transactions in equity accounts and required 

MSHK to "[c]ompare the balances with those of the prior years or other 

expectations, considering known changes in client operations and equity financing 

activity." (Id. ii 34.) In its work papers, MSHK noted that it performed the 

comparison and that "no change was noted." (Id.) The third audit procedure 

required in Section V was that MSHK "[t]est significant transactions affecting paid

in capital, contributed capital, or treasury stock." (Id. ii 35.) Work papers VlO, Vl2, 

and V13 reflect steps that MSHK performed in this regard. (Id. ii 36.) VlO contains 

a breakdown of the registered capital of Shanxi Coal and the names of 

corresponding shareholders. (Id. i\ 37.) MSHK noted on this work paper that "no 

movement was noted in the current year." (Id. ii 38.) 

Work paper V20/1 is an unsigned September 25, 2008 Shanxi Coal 

shareholder meeting resolution that states, "This unsigned minute is attached as it 

is [sic] only served as reference purpose since the minute was issued in year 2008 
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and audited in prior year's audit." (Id. ~ 42.) The unsigned shareholder resolution 

also referred to a shareholder dividend to be paid. (Id.) As of March 31, 2009, this 

dividend had not been paid. (Id. ir 44.) Puda's 2009 and 2010 Form 10-Ks disclosed 

that the dividend had not been paid and that "the Zhao brothers may declare 

dividend out of Shanxi Coal." (Id. ~ 44, 45.) 

Section Z of MSHK's working papers focused on the consolidation of 

subsidiaries. (Id. ii 46.) Item 4 of the Section Z audit program states that MSHK 

should "[c]onfirm that all group undertakings have been identified for inclusion in 

the consolidation with the extent and form of the group's interest in each 

undertaking noted. Ensure that all undertakings are noted on the group structure 

Z/8." (Id.~ 47.) Ida Law, a member of MSHK's engagement team who led the audit 

for year-end 2010, testified that this "Item 4" step was intended to confirm that 

Puda owned 90% of Shanxi Coal. (Id. ir 48; see also Pls.' 56.1 Resp. ~ 56.) When 

asked during a deposition question what steps MSHK took to check whether Shanxi 

Coal was still a subsidiary, Law testified, "We ... already inquired management if 

there-there are any changes in-in the group structure. And they-their answer 

is-was no change." (MSHK 56.1 Resp. ~ 50.) 

As part of its audit procedures, MSHK obtained a copy of Shanxi Coal's 

business license. (Id. ir 51.) MSHK intended to obtain a copy of the 2009 business 

license, but Puda's CFO, Laby Wu, instead emailed a copy of a business license that 

had been issued in September 2007. (Id. ii 52.) That license contained an 

inspection stamp from the SAIC dated March 27, 2009. (Id.) On its face, the 
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business license states, "The enterprise must participate in the annual inspection 

between March 1 and June 30 of each year." (Id.) Laby Wu sent MSHK the license 

on February 10, 2010, prior to the time that the SAIC would have received its next 

annual inspection. (Id.) No other business license for Shanxi Coal is in the record 

on this motion. 

Goodwin Procter LLP, counsel for certain Puda directors whom plaintiffs 

have sued in this consolidated lawsuit, produced a Shanxi Coal business license 

issued on September 9, 2009, showing that the registered capital had increased 

from 22.5 million RMB to 100 million RMB. (Id. ii 53.)2 

As part of its 2009 audit, MSHK obtained an unsigned draft "form" of a legal 

opinion from Puda's PRC counsel that, according to Mackintosh, corroborated that 

there had been no change in the company's capital structure in 2009. (Id. ii 57.) 

Section W of MSHK's work papers contains an audit procedure to identify 

related party transactions. (Id. ii 58.) To perform this step, MSHK was required to 

review minutes from Shanxi Coal's board and shareholder meetings. (Id. iiii 58, 59.) 

MSHK requested but did not receive such minutes and was told that no such 

minutes existed. (Id. ~[ 60.) Cheong, Puda's controller, testified that MSHK 

requested minutes of Shanxi Coal's board and shareholder meetings each quarter. 

(Id. ii 64.) MSHK's audit program contains additional steps to identify related party 

2 MSHK argues that this Court should disregard this document because plaintiffs have taken no 
testimony to authenticate it. (_l_d_, if 54.) However, on summary judgment this Court may consider 
documents that would be admissible at trial. See, e.g., Raskin v. Wyatt Co., 125 F.3d 55, 66 (2d Cir. 
1997). This business record is the type of document that this Court assumes a corporate witness 
would authenticate prior to or at trial. 
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transactions including "[r]eview documents in the permanent file, income tax 

returns, SEC filings (including proxy materials and Forms 8-K), other regulatory 

filings, and current year minutes for possible related parties and related-party 

transactions." (Id. ii 7 4.) 

MSHK did not obtain Shanxi Coal's filings from the SAIC for in connection 

with its 2009 audit. (Id. iiii 75, 81.) Law testified that it is possible to hire an agent 

to obtain filings from the SAIC and that she had performed "company search[es]" on 

occasion in circumstances that warranted such searches. (Id. ii 76.) Law testified 

that she did not believe that the 2009 audit of Puda presented circumstances 

requiring such a step. (Id. ii 77.) 

The corporate rules governing Shanxi Coal's operations, its Memorandum 

and Articles ("M&A"), provide that Shanxi Coal should hold shareholder meetings 

every quarter. (Id. ilii 65, 66.) MSHK was aware that Shanxi Coal entered into 

several significant shareholder transactions during 2009. (Id. ii 67.) MSHK's 2009 

Audit Planning Memorandum noted that one of the transactions into which it had 

entered (an acquisition of 18% of Shanxi Jianhe Coal Limited), as well as Shanxi 

Coal's appointment as a "coal mine consolidator," presented significant accounting 

and auditing issues. (Id. iiii 67, 70.) As part of its 2009 audit, MSHK reviewed the 

Jianhe Coal transaction, including obtaining its SAIC filing. (Id. ii 72.) 

Shanxi Coal's September 3, 2009 "Resolution and regulation amendment of 

the first shareholders' meeting" authorizes the transfer of Putai's 90% ownership in 

Shanxi Coal to M. Zhao and his brother Y. Zhao. (Id. ii 73; Deel. of Laurence Rosen 
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("Rosen Deel.") Ex. 28, at SH_PUDA002968.) Shearman & Sterling LLP produced 

that document as part of the document production in this case. (MSHK 56.1 Resp. ii 

73.)3 

MSHK issued a clean audit opinion with respect to Puda's 2009 Audit. (Id. ii 

83.) Its audit opinion, included in Puda's Form 10-K, stated, "We conducted our 

audits in connection with the standards of the [PCAOB] (United States)] .... In our 

opinion, the consolidated financial statements ... present fairly, in all material 

respects, the financial position of Puda Coal, Inc., and subsidiaries as of December 

31, 2009 .... " (Id.) 

C. The 2010 Audit 

MSHK also audited Puda's financial statements for the year ended December 

31, 2010. It did not obtain Shanxi Coal's SAIC filings in connection with its 2010 

audit. (Id. ii 81.) 

MSHK received a CVR dated May 17, 2010, that reflected an infusion of 

capital into Shanxi Coal by Putai and M. Zhao of over 466 million RMB; MSHK 

obtained this CVR directly from Puda's management. (Id. ilil 84, 85.) MSHK also 

received a business license for Shanxi Coal that had been issued on May 26, 2010. 

(Id. ii 84.) The May 2010 CVR, like the one that MSHK had received in connection 

with the 2009 audit, stated that it was valid for 90 days from its date of issuance. 

:J MSHK argues that the Court should disregard this document because plaintiffs have not 
authenticated it or deposed legal counsel. For the same reasons set forth in footnote 2, the Court 
disagrees that it is not properly before the Court on this motion. 
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(Id. ~ 86.) The CVR also listed the purported shareholders and their ownership 

interests in Shanxi Coal. (Id. ii 88.) 

The CVR contained the company and personal "chops"-a PRC equivalent to 

a signature-of the PRC public accountants who had issued the CVR. (Id. ~ 89.) 

The chops on the CVR were illegible, but the chops appeared legibly on attached 

Bank Deposit Receipts. (Id.; Rosen Deel. Ex. 30, at GP-SUB-0011332.) 

Shanxi Coal's May 2010 business license states on its face that any change in 

the "registered items" must be registered with the registration agency. (MSHK 56.1 

Resp.~ 92.) Shanxi Coal's 2007 business license, on which MSHK relied in 

connection with its 2009 Audit, indicates that Shanxi Coal was a "limited liability 

company." (Id. ~ 93.) Its 2010 business license contains different language and 

indicates that Shanxi Coal is a "limited liability company (stock controlled by 

natural person or private enterprise)." (Id.) 

MSHK relied on the form of legal opinion that was required to be issued to 

the underwriter in connection with Puda's public offering that closed in December 

2010. (Id. ~ 94.) 

MSHK provided a clean audit opinion in connection with its 2010 audit of 

Puda. (Id. ii 99.) Its opinion stated that the financial statements in Puda's Form 

10-K "present fairly, in all material respects, the financial position of Puda Coal, 

Inc. and subsidiaries as of December 31, 2010 and 2009 ... in conformity with 

accounting principles generally accepted in the United States of America." (Id.) 
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Plaintiffs assert that the Auditors' reports were false and misleading because 

(1) Moore Stephens did not conduct its audits in accordance with PCAOB standards; 

(2) Puda's financial statements did not present fairly its financial position; (3) Puda 

did not present its financial statements in accordance with GAAP; and (4) Puda's 

internal controls were not effective but were instead plagued by significant material 

weaknesses. (SCAC ii 96.) MSHK's 2009 and 2010 audit reports both stated that 

MSHK conducted its audits of Puda's financial statements and internal controls "in 

accordance with the standards of the [PCAOB] (United States)." (Pls.' 56.1 Resp. ir 

28.) 

D. The Auditors' Resignation 

On July 14, 2011, Puda filed a Form 8-K with the SEC announcing that 

MSHK had resigned as Puda's auditor. (Id. ii 100.) In a letter attached to that 

Form 8-K, MSHK announced that its 2009 and 2010 audit opinions could no longer 

be relied upon. (Id.) 

E. Anita C.M. Hou 

Plaintiffs have proffered Hou as an expert in Hong Kong and/or PRC 

generally accepted auditing standards. (Massengill Deel. Ex. 1 (Expert Report of 

Anita CM Hou ("Hou Rep.")), at ir 1.1.) Hou opines, inter alia, that: 

1. Similar concepts, rationale, and principles are adopted in the 
relevant auditing standards in the United States, PRC and Hong 
Kong; 

2. The fundamental question of control and ownership between parent 
and subsidiary companies was almost totally ignored; 

3. No specific audit procedures were designed and performed to 
counter or mitigate risks that Puda and Moore Stephens had 
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identified; rather, Moore Stephens relied heavily on the Audit 
Committee and/or Puda internal personnel to monitor these risks; 

4. Moore Stephens obtained and relied on outdated and/or irrelevant 
audit evidence in forming its audit opinions; 

5. The audit manager and/or partner left some key audit documents 
un-reviewed; and 

6. Moore Stephens failed to heed red flags and/or failed to act on 
obvious red flags to assess, manage and/or mitigate potential risks. 

(Id. ~ 1.3.) Hou states that her "opinions on the audit processes and procedures are 

focused on those generally applicable in auditing companies in the PRC I Hong 

Kong, referencing relevant auditing standards adopted I promulgated by Ministry of 

Finance in the PRC and Hong Kong Institute of Certified Public Accountants." (Id. 

il 2.13.) She also "cross-referenc[es] similar auditing standards adopted by the 

[PCAOB] in the United States for information purposes." (Id.) 

Hou was educated in Hong Kong and the United Kingdom and has been a 

member of the Hong Kong Institute of Certified Public Accountants since 1988. 

(MSHK 56.1Resp.~101.) Hou has never signed an audit opinion on a SEC-

registered company. (Id. ~ 103; Pls.' 56.1 Resp. ~ 224.) She does not offer an 

opinion as to whether the 2009 and 2010 Audits complied with PCAOB standards. 

(Pls.' 56.1 Resp. ir 7.) Hou testified at her deposition that she was not and is not 

"qualified to serve as an engagement partner on an audit of a U.S. registered 

company conducted in accordance with PCAOB standards." (MSHK 56.1 Resp. ~ 

103; Pls.' 56.1 Resp. ~ 224.) She also testified that she is "not qualified to issue any 

opinion on PCAOB standards"; when plaintiffs' counsel asked her whether she could 

opine as to "whether the audits were conducted in accordance with PCAOB 
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standards," she responded that she "had no experience in looking at PCAOB 

engagement[s]" and therefore could not provide an opinion on that topic. (Pls.' 56.1 

Resp. i-1 7.) 

F. Alexander H. Mackintosh 

Alexander H. Mackintosh has been a U.S. Certified Public Accountant 

("CPA") since 1979. (Id. i-1 70.) He began work at the accounting firm Ernst & 

Young LLP ("E&Y") in 1978 and was promoted to partner in 1988. (Id. i-/ 71.) In 

1997, Mackintosh transferred to E&Y's office in Hong Kong, where he remained 

until his retirement in 2011. (Id.) Mackintosh has experience with PCAOB 

standards. (Id. i-1 7 4.) After transferring to Hong Kong, he was involved in 

Schedule K reviews for U.S. registrants. (Id. i-/ 73.) 

Mackintosh has submitted an expert declaration in this case; plaintiffs 

deposed him on January 30, 2014. (See generally Rosen Deel. Ex. 10 (Mackintosh 

Dep.); Mackintosh Rep.) In his declaration, he has offered a variety of opinions 

regarding what PCAOB standards require and whether the Auditors' work for Puda 

met those standards. In all respects, he opines that the Auditors' work complied 

with PCAOB standards. 

Mackintosh opines, "PCAOB standards do not require that the auditor 

perform procedures that address every account in the financial statements, test 

every transaction or address every potential or theoretical way that accounts and 

financial statements may be misstated." (Pls.' 56.1 Resp. ii 80.) He also opines that 

MSHK planned both the 2009 and 2010 engagements in accordance with PCAOB 

standards and that the planning was sufficient to address the risks identified in 
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Puda's audit, including inherent and fraud risk. (Id. ~ 144.) Mackintosh also 

opines that "the planning procedures were appropriately supervised and approved 

by the senior members of the O engagement team," that MSHK's "assessment of 

significant business processes was in accordance with PCAOB standards,'' and that 

the MSHK's "procedures and conclusions relating to entity-level controls were in 

accordance with PCAOB Standards." (Id. ~~ 82, 97, 98.) 

Mackintosh has opined that MSHK's "procedures and conclusions related to 

related parties were in accordance with PCAOB Standards," and that "it was not 

necessary or required under PCAOB standards that [MSHK] attempt to obtain 

independent confirmations from the SAIC as part of its 2010 audit procedures." (Id. 

~~ 173, 190.) 

G. Peter S. Nurczynski 

Peter S. Nurczynski has been proffered by MSPC as an accounting expert. 

Nurczynski has submitted an expert report on the issue of whether MSPC 

conducted a proper "Appendix K" review pursuant to SEC regulations. (See 

generally Deel. of Ottavio V. Mannarino ("Mannarino Deel.") Ex. C (Expert Report 

of Peter S. Nurczynski ("Nurczynski Rep.")).) 

Nurczynski is a U.S. CPA and worked for Ernst & Young for 38 years, 

retiring in 2007. (Id. at 3.) He performed Appendix K reviews during that time. 

(Id. at 4.) He also provides background on the relevant SEC regulations and 

professional standards regarding Appendix K reviews, as well as his opinion as to 

how an auditor appropriately complies with such requirements. (See generally id.) 

For example, he states, "Appendix K does not require the Filing Reviewer to 
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perform audit steps, to review audit work papers, or to interact with the audit 

client. Accordingly, in order to complete a filing review, a Filing Reviewer 

necessarily relies on the work performed by the engagement team and the expertise 

of the engagement team." (Id. at 14.) 

In his report, Nurczynski opines, "MSPC appropriately performed its 

Appendix Kor Filing Review on behalf of MSHK with respect to Puda's 2009 and 

2010 Form 10-k filings with the SEC." (Id. at 20.) 

H. Wang Weimin 

MSHK has proffered Wang Weimin as an expert in PRC law. He is a lawyer 

who practices in the PRC and represents companies engaging in mergers, 

acquisitions and business transactions. (Massengill Deel. Ex. 3 (Expert Report of 

Wang Weimin ("Weimin Rep.")), at 1.) In connection with his work, he has 

conducted due diligence on target companies in the PRC; he is familiar with, inter 

alia, filing requirements in the PRC and the significance of the CVR. (Id. at 1, 2, 5-

6.) 

In his report, Weimin states that local SAIC offices maintain documents with 

differing degrees of consistency and that some "registration documents" and other 

filings are not available to the public. (Id. at 4.) He opines that searches of the 

SAIC's local offices often result in incomplete information. (Id. at 8.) Weimin also 

states that he has reviewed a CVR in this case and confirms what the CVR states 

on its face. (Id. at 6.) Weimin further discusses Shanxi's September 13, 2007 

business license, and states that it was "effective until the next annual inspection in 

2010 or the occurrence of an event necessitating the change of any essential 

21 

Case 1:11-cv-02598-KBF   Document 384   Filed 06/17/14   Page 21 of 52



information in the business license, unless other events calling for retraction of the 

business license were to occur." (Id. at 7.) Finally, Weimin is familiar with 

shareholder registers that PRC regulations require companies to maintain. He 

states that, under PRC law, shareholders are entitled to rely on the shareholder 

register. (Id.) 

II. APPLICABLE LEGAL PRINCIPLES 

A. Summary Judgment 

Summary judgment may not be granted unless a movant shows, based on 

admissible evidence in the record, "that there is no genuine dispute as to any 

material fact and the movant is entitled to judgment as a matter of law." Fed. R. 

Civ. P. 56(a). The moving party bears the burden of demonstrating "the absence of 

a genuine issue of material fact." Celotex Corp. v. Catrett, 477 U.S. 317, 323 (1986). 

On summary judgment, the Court must "construe all evidence in the light most 

favorable to the nonmoving party, drawing all inferences and resolving all 

ambiguities in its favor." Dickerson v. Napolitano, 604 F.3d 732, 740 (2d Cir. 2010). 

Once the moving party has asserted facts showing that the nonmoving 

party's claims cannot be sustained, the "non-movant may defeat summary judgment 

only by producing specific facts showing that there is a genuine issue of material 

fact for trial." Samuels v. Mockry, 77 F.3d 34, 36 (2d Cir. 1996); see also Wright v. 

Goord, 554 F.3d 255, 266 (2d Cir. 2009). A "party may not rely on mere speculation 

or conjecture as to the true nature of the facts to overcome a motion for summary 

judgment," because "[m]ere conclusory allegations or denials ... cannot by 

themselves create a genuine issue of material fact where none would otherwise 
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exist." Hicks v. Baines, 593 F.3d 159, 166 (2d Cir. 2010); see also Price v. Cushman 

& Wakefield, Inc., 808 F. Supp. 2d 670, 685 (S.D.N.Y. 2011) ("In seeking to show 

that there is a genuine issue of material fact for trial, the non-moving party cannot 

rely on mere allegations, denials, conjectures or conclusory statements, but must 

present affirmative and specific evidence showing that there is a genuine issue for 

tna .. . 1 ") 

Only disputes relating to material facts-i.e., "facts that might affect the 

outcome of the suit under the governing law"-"will properly preclude the entry of 

summary judgment." Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 248 (1986); see 

also Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574, 586 (1986) 

(stating that the nonmoving party "must do more than simply show that there is 

some metaphysical doubt as to the material facts"). The Court should not accept 

evidence presented by the nonmoving party that is so "blatantly contradicted by the 

record ... that no reasonable jury could believe it." Scott v. Harris, 550 U.S. 372, 

380 (2007); see also Zellner v. Summerlin, 494 F.3d 344, 371 (2d Cir. 2007) 

("Incontrovertible evidence relied on by the moving party ... should be credited by 

the court on [a summary judgment] motion if it so utterly discredits the opposing 

party's version that no reasonable juror could fail to believe the version advanced by 

the moving party."). 

B. Applicable Securities Law 

Plaintiffs have alleged claims against the Auditors under both Section 11 of 

the Securities Act of 1933 and Section 10 of the Securities Exchange Act of 1934. 

One legal proposition governs both sets of claims: statements that are matters of 
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opinion must be "both objectively and subjectively false" at the time that they were 

made in order to be actionable. Fait v. Regions Fin. Corp., 655 F.3d 105, 111 (2d 

Cir. 2011); see also City of Omaha v. CBS Corp., 679 F.3d 64, 67-68 (2d Cir. 2012). 

Additional elements are set forth below. 

1. Section 11 of the Securities Act of 1933 

Section 11 imposes "virtually absolute" liability where any part of a 

registration statement for a public offering "contained an untrue statement of a 

material fact or omitted to state a material fact required to be stated therein or 

necessary to make the statements therein not misleading." In re Morgan Stanley 

Info. Fund Sec. Litig., 592 F.3d 347, 358-59 (2d Cir. 2010) (quoting 15 U.S.C. § 77k). 

Such claims "do not require allegations of scienter, reliance, or loss causation." 

Fait, 655 F.3d at 109. 

2. Section lO(b) and Rule lOb-5 

For claims of securities fraud under Section lO(b) and Rule lOb-5, plaintiffs 

must adequately allege each of the following elements: (1) that defendants either 

made one or more misstatements of material fact or omitted to state a material fact 

that defendants had a duty to disclose; (2) that defendants made this misstatement 

or omission with scienter; (3) that defendants made this misstatement or omission 

in connection with the purchase or sale of securities; (4) that one or more plaintiffs 

relied upon the misstatement or omission; and (5) that such reliance was the 

proximate cause of a plaintiffs loss (i.e., loss causation). See Lentell v. Merrill 

Lynch & Co., 396 F.3d 161, 172 (2d Cir. 2005); In re IBM Sec. Litig., 163 F.3d 102, 

106 (2d Cir. 1998). 
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a) "Maker" of a statement 

For a section lO(b) claim, only the "maker of a statement" may be held liable. 

See Janus Capital Group v. First Derivative Traders, 131 S. Ct. 2296, 2302 (2011) 

("One 'makes' a statement by stating it. . . . For purposes of Rule lOb-5, the maker 

of a statement is the person or entity with ultimate authority over the statement, 

including its content and whether and how to communicate it."). 

b) Scienter 

Scienter describes "a mental state embracing an intent to deceive, 

manipulate, or defraud" that characterizes the maker of a statement. See Tellabs, 

Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 319, 323 (2007). In the Second 

Circuit, to plead scienter, plaintiffs "may (1) allege facts that constitute strong 

circumstantial evidence of conscious misbehavior or recklessness, or (2) allege facts 

to show that defendants had both motive and opportunity to commit fraud." 

Rothman v. Gregor, 220 F.3d 81, 90 (2d Cir. 2000). 

Conscious misbehavior generally "encompasses deliberate, illegal behavior." 

Novak v. Kasaks, 216 F.3d 300, 308 (2d Cir. 2000). Recklessness refers to conduct 

that "is highly unreasonable and which represents an extreme departure from the 

standards of ordinary care to the extent that the danger was either known to the 

defendant or so obvious that the defendant must have been aware of it." S. Cherry 

Street, LLC v. Hennessee Grp. LLC, 573 F.3d 98, 109 (2d Cir. 2009); see also Novak, 

216 F.3d at 308; Chill v. Gen. Elec. Co., 101 F.3d 263, 269 (2d Cir. 1996) ("An 

egregious refusal to see the obvious, or to investigate the doubtful, may in some 

cases give rise to an inference of ... recklessness."). 
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Recklessness, "an extreme departure from the standard of ordinary care,'' 

supports an inference that the danger was "either known to the defendant or so 

obvious that the defendant must have been aware of it." Rothman, 220 F.3d at 90; 

see also Novak, 216 F.3d at 308-09. "Where plaintiffs contend defendants had 

access to contrary facts, they must specifically identify the reports or statements 

containing this information." Id. at 309. 

In the context of a non-fiduciary accounting firm, such as the Auditors here, 

in order to raise a triable issue as to scienter based on reckless conduct, a plaintiff 

must proffer facts that such conduct was "'highly unreasonable,' representing 'an 

extreme departure from the standards of ordinary care.' It must, in fact, 

approximate an actual intent to aid in the fraud being perpetrated by the audited 

company." Rothman, 220 F.3d at 98 (quoting Decker v. Massey-Ferguson, Ltd., 681 

F.2d 111, 120-21 (2d Cir. 1982)). 

To support an inference of scienter by a non-fiduciary accountant, a plaintiff 

must proffer facts suggesting far more than simply an audit that could have been 

better. Rather, the audit must have been so shoddy that it was a "pretend" audit

an audit that in effect was not performed at all. See Rothman, 220 F.3d at 98; see 

also In re Worlds of Wonder Sec. Litig., 35 F.3d 1407, 1426 (9th Cir. 1994); McLean 

v. Alexander, 599 F.2d 1190, 1198 (3d Cir. 1979); SEC v. Price Waterhouse, 797 F. 

Supp. 1217, 1240 (S.D.N.Y. 1992) ("The SEC must prove that the accounting 

practices were so deficient that the audit amounted to no audit at all, or an 

egregious refusal to see the obvious, or to investigate the doubtful, or that the 
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accounting judgments which were made were such that no reasonable accountant 

would have made the same decisions if confronted with the same facts.") (citations 

and internal quotation marks omitted). 

Facts merely supporting an inference that an audit could have been done 

better constitute "fraud by hindsight" and do not support the requisite scienter. 

Meridian Horizon Fund, LP, v. KPMG (Cayman), KPMG LLP, 487 F. App'x. 636, 

640 (2d Cir. 2012) (citing Novak, 216 F.3d at 309). 

i. The standard of care 

A trier of fact's determination of an accountant's scienter is measured against 

the applicable standard of care: did the accountant's conduct exceed, meet, fall short 

of, or represent an egregious departure from what others in the field would expect? 

There is no rule that expert testimony is required in order to establish the 

applicable standard of care. Cf. United States v. Rigas, 490 F.3d 208, 220-21 (2d 

Cir. 2007) (finding that expert testimony regarding GAAP requirements was not 

required; because a violation of GAAP was not an element of the offense, a jury 

could have found securities fraud even without finding such a violation); see also 

United States v. Ebbers, 458 F.3d 110, 125-26 (2d Cir. 2006) ("The government is 

not required in addition to prevail in a battle of the expert witnesses over the 

application of individual GAAP rules."). This is consistent with the general 

principle that violations of GAAP or Generally Accepted Auditing Standards 

("GAAS") without a corresponding fraudulent intent are insufficient to establish 

securities fraud, or even to state a claim. See Chill, 101 F.3d at 270; In re Worlds of 
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Wonder, 35 F.3d at 1426 (explaining that even deliberate violations of GAAP and 

GAAS, without more, do not amount to fraud); accord Marksman Partners, L.P. v. 

Chantal Pharm. Corp., 46 F. Supp. 2d 1042, 1046 (C.D. Cal. 1999); In re Health 

Mgmt. Inc. Sec. Litig., 970 F. Supp. 192, 203 (E.D.N.Y. 1997). 

The question for the Court is whether, in the case before it, the degree of 

skill that an accountant must use is a matter within the knowledge and expertise of 

a lay juror. See McKowan Lowe & Co. v. Jasmine, Ltd., Nos. 94-cv-5522 (RBK), 96-

cv-2318 (RBK), 2005 WL 1541062, at *14 (D.N.J. 2005) (finding that a failure to 

provide expert evidence that auditor's conduct was reckless or egregious and that no 

reasonable auditor would have made the same decisions if confronted with the same 

facts entitled a defendant auditor to summary judgment). 

In accounting malpractice cases, in which a mere negligence standard could 

be sufficient to establish liability, expert testimony is typically required. See, e.g., 

SG Indus. v. McGladrey, Inc., No. 10-cv-11119, 2011WL6090247, at *5 (E.D. Mich. 

Dec. 7, 2011) (granting the defendant's motion for summary judgment because the 

plaintiff had failed to establish the applicable standard of care in an accounting 

malpractice action, and stating that the plaintiff could not rely on defendant's 

expert to establish the standard of care); Dapremont v. Overcash, Walker & Co., No. 

99-cv-353 (BH), 2000 WL 1566532, at *5 (S.D. Ala. Oct. 4, 2000); Hodge v. District of 

Columbia Housing Finance Agency, No. 92-cv-2347 (LFO), 1993 WL 433601, at *1 

(D.D.C. 1993) (in an accounting malpractice case, expert testimony was necessary to 

establish applicable standard of care "unless common knowledge warrants an 
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inference of negligence"); Estate of Nevelson v. Carro, Spanbock, Kaster & Cuiffo, 

686 N.Y.S.2d 404, 405-06 (App. Div. 1st Dep't 1999) ("Generally, plaintiffs in 

professional malpractice actions proffer expert opinion evidence on the duty of care 

to meet their burden of proof in opposition to a properly supported summary 

judgment motion. However, the requirement that plaintiff come forward with 

expert evidence on the professional's duty of care may be dispensed with where 

ordinary experience of the fact finder provides sufficient basis for judging the 

adequacy of the professional service.") (citations and internal quotation marks 

omitted). 

C. Legal Standards Regarding Expert Testimony: Daubert 

"[E]xpert testimony may help a jury understand unfamiliar terms and 

concepts." United States v. Bilzerian, 926 F.2d 1285, 1294 (2d Cir. 1991). A trial 

court has an obligation, however, to act as a gatekeeper with respect to expert 

testimony. See Daubert v. Merrell Dow Pharms., Inc., 509 U.S. 579, 597 (1993); see 

also Major League Baseball Props., Inc. v. Salvino, Inc., 542 F.3d 290, 311 (2d Cir. 

2008). This is due in large part to the fact that an expert is "permitted wide 

latitude to offer opinions, including those that are not based on firsthand knowledge 

or observation." Daubert, 509 U.S. at 592. The court's role as a gatekeeper is 

therefore necessary. 

"The primary locus of this obligation is [Federal Rule of Evidence] 702, which 

clearly contemplates some degree of regulation of the subjects and theories about 

which an expert may testify." Daubert, 509 U.S. at 589. Rule 702 provides: 
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A witness who is qualified as an expert by knowledge, skill, experience, 
training, or education may testify in the form of an opinion or 
otherwise if: 

(a) the expert's scientific, technical, or other specialized 
knowledge will help the trier of fact to understand the 
evidence or to determine a fact in issue; 
(b) the testimony is based on sufficient facts or data; 
(c) the testimony is the product of reliable principles and 
methods; and 
(d) the expert has reliably applied the principles and 
methods to the facts of the case. 

Fed. R. Evid. 702. Thus, this Court's inquiry into whether an expert meets Rule 

702's requirements includes a review of (1) the qualifications of the proposed expert; 

(2) whether each proposed opinion is based upon reliable data and reliable 

methodology; and (3) whether the proposed testimony would be helpful to the trier 

of fact. See, e.g., Nimely v. City of New York, 414 F.3d 381, 396-97 (2d Cir. 2005); 

Arista Records LLC, et al. v. Lime Grp. LLC, et al., No. 06-cv-5936 (KMW), 2011 

WL 1674796, at *1 (S.D.N.Y. May 2, 2011). 

The "overarching subject" or the Rule 702 inquiry is "the evidentiary 

relevance and reliability-of the principles that underlie a proposed submission. 

The focus, of course, must be solely on principles and methodology, not on the 

conclusions they generate." Daubert, 509 U.S. at 595. 

However, even otherwise qualified experts may not simply offer conclusory 

opinions. Maior League Baseball, 542 F.3d at 311; Bridgeway Corp. v. Citibank, 

201F.3d134, 142 (2d Cir. 2000). Conclusory opinions are a form of "ipse dixit," and 

often provide an insufficient basis upon which to assess reliability. See, e.g., 

Nimely, 414 F.3d at 396. 
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Expert testimony, like all evidence, is also subject to the requirements of 

Rule 403, which provides that otherwise relevant evidence "may be excluded if its 

probative value is substantially outweighed by the danger of unfair prejudice, 

confusion of the issues, or misleading the jury." Id. (quoting Fed. R. Evid. 403). In 

Daubert, the Supreme Court "noted the uniquely important role that Rule 403 has 

to play in a district court's scrutiny of expert testimony, given the unique weight 

such evidence may have in a jury's deliberations." See Nimely, 414 F.3d at 397. 

1. Qualifications 

Inquiry into a proposed expert's qualifications is a threshold question that 

seeks to determine whether the proposed expert is, in fact, an expert at all in the 

area in which he or she intends to testify. See Daubert, 509 U.S. at 592 n.10; Arista 

Records, 2011WL1674796, at *2. Put simply, without the requisite qualifications, 

the reliability of a proposed expert's testimony is in serious doubt. 

Whether a proposed expert is qualified depends on his or her educational 

background, training, and experience in the field relevant to the opinions that he or 

she seeks to express. See id.; see also United States v. Tin Yat Chin, 371 F.3d 31, 

40 (2d Cir. 2004) ("To determine whether a witness qualifies as an expert, courts 

compare the area in which the witness has superior knowledge, education, 

experience, or skill with the subject matter of the proffered testimony."); Cary Oil 

Co., Inc. v. MG Refining & Mktg., Inc., No. 99-cv-1725 (VM), 2003 WL 1878246, at 

*2 (S.D.N.Y. Apr. 11, 2003). 

In the Second Circuit, courts have construed the inquiry into an expert's 

qualifications with an eye towards the "liberal thrust" of the Federal Rules and 
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their "general approach of relaxing the traditional barriers to 'opinion' testimony." 

See Daubert, 509 U.S. at 588-89; In re Rezulin Prods. Liab. Litig., 309 F. Supp. 2d 

531, 559 (S.D.N.Y. 2004) ("The Second Circuit has taken a liberal view of the 

qualification requirements of Rule 702, at least to the extent that a lack of formal 

training does not necessarily disqualify an expert from testifying if he or she has the 

equivalent relevant practical experience."). If an expert's training and experience 

are in a field closely related to the area to the proposed testimony, that may, in 

appropriate circumstances, be sufficient to meet Rule 702's qualification standards. 

See Arista Records, 2011WL1674796, at *3; Johnson & Johnson Vision Care, Inc. 

v. CIBA Vision Corp., No. 04-cv-7369 (LTS), 2006 WL 2128785, at *6 (S.D.N.Y. July 

28, 2006). 

2. Reliability 

The reliability of a proposed expert's testimony "entails a preliminary 

assessment of whether the reasoning or methodology underlying the testimony is 

scientifically valid and whether that reasoning or methodology properly can be 

applied to the facts in issue." Daubert, 509 U.S. at 592-93. Among the questions to 

be answered are whether the theory or methodology can be tested, whether it has 

been subjected to peer review, whether it has a potential rate of error, and whether 

there is "general acceptance" of the methodology or theory. Id. at 593-94. 

There are, however, limitations that a court can, and indeed sometimes must, 

place upon even a qualified expert proposing to testify as to some admissible 

opinions. For instance, the court may preclude an expert from testifying as to the 

credibility of other witnesses or evidence. See United States v. Scop, 846 F.2d 135, 
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142 (2d Cir.), modified on reh'g, 856 F.2d 5 (2d Cir. 1988); In re Blech Secs. Litig., 

No. 94-cv-7696 (RWS), 2003 WL 1610775, at *21 (S.D.N.Y. Mar. 26, 2003); Linkco, 

Inc. v. Fujitsu Ltd., No. OO-cv-7242 (SAS), 2002 WL 1585551, at *2 (S.D.N.Y. July 

16, 2002). 

Furthermore, an opinion that is speculative or conjectural does not satisfy 

Rule 702. See Daubert, 509 U.S. at 590 ("[T]he word 'knowledge' connotes more 

than subjective belief or unsupported speculation."). Thus, proffered "expert 

testimony should be excluded if it is speculative or conjectural." Major League 

Baseball, 542 F.3d at 311. While the Daubert inquiry is "flexible" and intended to 

give the Court the "discretion needed to ensure that the courtroom door remains 

closed to junk science," it is also true that, to warrant admissibility, "it is critical 

that an expert's analysis be reliable at every step." Amorgianos v. Nat'l R.R. 

Passenger Corp., 303 F.3d 256, 267 (2d Cir. 2002). 

3. Helpfulness to the trier of fact 

Expert testimony must be helpful to, but not usurp the province of, the trier 

of fact. Bilzerian, 926 F.2d at 1294; Marx & Co. v. Diners' Club, Inc., 550 F.2d 505, 

512 (2d Cir. 1977). 

Federal Rules of Evidence 401, 402, and 403 govern the inquiry of whether an 

individual qualified as an expert, using reliable methodologies, is proffering 

testimony that is both admissible and should be allowed. Rule 403, which provides 

for the exclusion of otherwise relevant evidence "if its probative value is 

substantially outweighed by the danger of unfair prejudice, confusion of the issues, 
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or misleading the jury," is applicable to the Court's inquiry in this regard. Daubert, 

509 U.S. at 595 (quoting Fed. R. Evid. 403). 

Furthermore, expert testimony may not usurp the province of the judge to 

instruct on the law, or of the jury to make factual determinations. See Bilzerian, 

926 F.2d at 1294; Marx & Co., 550 F.2d at 510-11. While an expert "may opine on 

an issue of fact within the jury's province, he may not give testimony stating 

ultimate legal conclusions based on those facts." Bilzerian, 926 F.2d at 1294. 

Moreover, "[a]lthough testimony concerning the ordinary practices in [an] industry 

may be received to enable the jury to evaluate a defendant's conduct against the 

standards of accepted practice, Marx, 550 F.2d at 509, testimony encompassing an 

ultimate legal conclusion based upon the facts of the case is not admiss[i]ble, and 

may not be made so simply because it is presented in terms of industry practice." 

Id. at 1295. 

4. "Rebuttal" Experts 

Federal Rule of Civil Procedure 26 sets forth the basic rules, which may be 

modified by court order, governing the disclosure of testifying experts. Fed. R. Civ. 

P. 26(a)(2). 

Rule 26 provides that "a party must disclose to the other parties the identity 

of any witness it may use at trial." Fed. R. Civ. P. 26(a)(2)(A) (emphasis added). 

Furthermore, "[u]nless otherwise stipulated or ordered by the court, this disclosure 

must be accompanied by a written report." Fed. R. Civ. P. 26(a)(2)(B). "A party 

must make these disclosures at the times and in the sequence that the court orders. 

Absent a stipulation or a court order, the disclosures must be made ... (ii) if the 
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evidence is intended solely to contradict or rebut evidence on the same subject 

matter identified by another party under Rule 26(a)(2)(B) ... , within 30 days after 

the other party's disclosure." Fed. R. Civ. P. 26(a)(2)(D). In addition, the rule 

provides for supplementing these disclosures. Fed. R. Civ. P. 26(a)(2)(E). 

Evidence can be divided into two categories: that which goes to proof of a 

party's case in chief, and that which responds or rebuts evidence of an adverse 

party. See, e.g., Allen v. Prince George's County, 737 F.2d 1299, 1305 (4th Cir. 

1984) ("Ordinarily, rebuttal evidence may be introduced only to counter new facts 

presented in the defendant's case in chief.") (citing John Henry Wigmore, Evidence 

in Trials at Common Law § 1873 (1976)). It is typically the case that evidence 

presented in defense to a claim would be "rebuttal" evidence; if it is not, it would be, 

in effect, irrelevant under Rule 401. Of course, a plaintiff may himself proffer 

rebuttal evidence to counter evidence offered by a defendant to defeat the plaintiffs 

claim. 

To determine whether evidence is "rebuttal" evidence, a court must ask 

whether the rebuttal evidence is proffered to counter evidence that the defendant 

has offered, or whether it is simply a continuation of the plaintiffs case in-chief. 

See Marmo v. Tyson Fresh Meats, Inc., 457 F.3d 748, 759 (8th Cir. 2006) (finding 

that the district court acted within its discretion to deny the plaintiffs application 

to re-designate a rebuttal expert as a case-in-chief expert, two years after the 

defendant challenged the plaintiffs expert as improperly designated as a "rebuttal" 

expert when his opinions addressed an element of plaintiffs claim). If the adverse 

35 

Case 1:11-cv-02598-KBF   Document 384   Filed 06/17/14   Page 35 of 52



party has not raised an issue to which such evidence is responsive, it is not 

"rebuttal" evidence. See id.; United States v. Neary, 733 F.2d 210, 219-20 (2d Cir. 

1984) (rejecting the introduction of certain evidence as improper rebuttal evidence); 

Casey v. Seas Shipping Co., 178 F.2d 360, 362 (2d Cir. 1949) ("Assuming ... that 

the evidence was not admissible in rebuttal as of right, it might of course have been 

excluded."). 

"It is well settled that [a] district court has wide discretion in determining 

whether to permit evidence on rebuttal. [W]hether testimony should be allowed on 

rebuttal is a matter so clearly within the discretion of the judge ... that we think no 

more need be said." Koseatac v. Rubin, 4 F. App'x 84, 86 (2d Cir. 2001) (alterations 

in original) (citations and internal quotation marks omitted). 

III. MOTIONS DIRECTED AT THE EXPERTS 

In deciding a motion for summary judgment, a court may consider only 

admissible evidence. Raskin v. Wyatt Co., 125 F.3d 55, 66 (2d Cir. 1997). When a 

party offers expert declarations in support of its position, and a motion has been 

made to exclude such expert, a court must decide that motion first, in order to 

determine whether such testimony may be considered in connection with summary 

judgment. See id. "This is true even if the exclusion of expert testimony would be 

outcome-determinative." Berk v. St. Vincent's Hosp. & Med. Ctr., 380 F. Supp. 2d 

334, 351 (S.D.N.Y. 2005). 

In connection with the summary judgment motions before this Court, 

plaintiffs rely heavily on Hou to establish the professional standards that the 

Auditors should have met, and to establish the reasonableness of the particular 
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steps the Auditors took in connection with their work. Plaintiffs had previously 

disclosed to defendants, and then pulled, another proposed expert on accounting 

standards, Barry Epstein. (See Massengill Deel. Exs. 5, 87; Pls.' Mem. of L. in 

Supp. of Mot. to Exclude Mackintosh ("Pls.' Mackintosh Mot.'') 2 n.1.) The Auditors 

deposed Epstein; shortly thereafter, and prior to the date when the Auditors were to 

disclose rebuttal experts, plaintiffs made a strategic decision to pull Epstein and 

proceed solely with Hou. According to plaintiffs, Epstein's absence has rendered 

Nurczynski and Mackintosh moot, because they are only "rebuttal" experts, and 

Epstein is no longer in need of being rebutted. 

The Auditors also seek to offer Weimin. In response, plaintiffs argue that 

Weimin does not have experience directly relevant to this case and therefore his 

opinions are based on ipse dixit alone. 

A. Hou 

Plaintiffs allege that the Auditors committed securities fraud under Section 

lO(b) and Rule lOb-5. Defendants have moved for summary judgment on that claim 

on the basis, inter alia, that plaintiffs have failed to raise a triable fact as to the 

necessary element of scienter. 

Plaintiffs do not assert that direct evidence shows that the Auditors 

intentionally engaged in securities fraud. Instead, plaintiffs claim that the 

Auditors' conduct was reckless-that its conduct was "highly unreasonable, 

representing an extreme departure from the standards of ordinary care,'' and 

approximating "an actual intent to aid in the fraud being perpetrated by the 

audited company." Rothman, 220 F.3d at 98 (internal quotation marks omitted). 
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----- -------------------

This Court's obligation as gatekeeper requires that it determine whether the 

opinions Hou seeks to offer are relevant to the case, and whether she has the 

requisite expertise to offer them. See Daubert, 509 U.S. at 593 n.10; Nimely, 414 

F.3d at 396-97. As with all evidence, Hou's opinions are relevant to this case only 

to the extent they "make a fact at issue more or less probable than it would be 

without" her opinions. Fed. R. Evid. 401; see Daubert, 509 U.S. at 587 ("'Relevant 

evidence' is defined as that which has 'any tendency to make the existence of any 

fact that is of consequence to the determination of the action more probably or less 

probable than it would be without the evidence."'); In re Fosamax Prods. Liab. 

Litig., 509 F. App'x 69, 74 (2d Cir. 2013) (finding that the district court properly 

barred an expert opinion that was not relevant to the claims tried to the jury); 

Jackson v. Harsch, 116 F.3d 465, 465 (2d Cir. 2007) (same). 

It is clear that the relevant standard of care against which the Court must 

measure the Auditors' conduct to evaluate scienter is that of an auditor conducting 

an audit under the PCAOB (United States) standards. Those are the standards to 

which MSHK refers in its 2009 and 2010 audit opinion letters; those are the 

standards alleged that the SCAC alleges were breached; those are the standards to 

which plaintiffs repeatedly refer in their filings on these motions. (See, e.g., Pls.' 

56.1 Resp. ii 28; MSHK 56.1 iiir 24, 83.) 

Plaintiffs have proffered Hou as an expert in Hong Kong and/or PRC 

generally accepted auditing standards. (Hou Rep. ii 1.1.) In support of Hou's 

opinion, plaintiffs argue that MSHK's expert, Mackintosh, has not "indicate[d] that 
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PCAOB, Hong Kong, and PRC standards differ in any way with respect to the audit 

procedures confirming non-routine transactions"; that "sufficient evidence" is 

required to justify audit conclusions; and that Hou has experience with books and 

records in the PRC. (Pls.' Mem. of L. in Opp. to Def. Moore Stephens's Mot. to 

Exclude Hou ("Pls.' Hou Opp.'') 3.) According to plaintiffs, "although not a CPA in 

the United States, Ms. Hou can provide plenty of relevant information on the issue 

of evidence of ownership of a PRC-based company such that the jury can find the 

facts necessary to support a determination that it was reckless for the Auditors not 

have found that the business was gone." (Id. at 4.) 

This Court does not find that Hou has the necessary expertise to offer any 

opinions on the only relevant standard of care applicable to Auditors in this case: 

the standard of care applicable to auditors conducting an audit of a U.S. registered 

company pursuant to PCAOB standards. She has herself never conducted such an 

audit, she does not have the requisite training, and she herself concedes that she 

lacks qualifications to opine in this area. (Pls.' 56.1 Resp. ~Iii 7, 224; MSHK 56.1 

Resp. iJiJ 101, 103.) Even under the relatively liberal standards governing expert 

qualifications in the Second Circuit, Hou's qualifications are inadequate. See 

Daubert, 509 U.S. at 592 n.10; Tin Yat Chin, 371 F.3d at 40; Arista Records, 2011 

WL 1674796, at *2; Johnson & Johnson Vision Care, 2006 WL 2128785, at *6; Cary 

Oil Co, 2003 WL 1878246, at *2. It is not a matter of "not enough" expertise on 

PCAOB standards; rather, it is that she has none. Accordingly, this Court does not 

believe that Hou will "help the trier of fact ... to determine" whether the Auditors' 
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conduct fell egregiously short of the applicable standard of care. Fed. R. Evid. 702; 

see also Nimely, 414 F.3d at 396-97. Hou's opinions regarding auditing standards 

applicable to Hong Kong and PRC audits are simply not relevant to any issue 

requiring determination in this case. Thus, her opinions-based on the relevant 

expertise she does have, relating to Hong Kong and PRC auditing standards-are 

irrelevant and excluded under Rule 402 of the Federal Rules of Evidence. 

While it is true that Hou has opined that the standards for Hong Kong, PRC 

and "United States" audits are "similar" (Hou Rep. ~ir 1.3, 2.18, 5.5-5.7, 6.1), that is 

insufficient to render her expertise relevant and opinions both relevant and reliable. 

As an initial matter, it is not clear whether the "auditing standards in the United 

States" to which Hou refers are PCAOB standards only, or whether she intends to 

include other standards as well; it is therefore unclear which standards are 

"similar" to others. (See id.) Because Hou opines generally that "[s]imilar concepts, 

rationale, and principles" are used in the two sets of standards, it is also entirely 

unclear whether Hou intends "similarity" of standards to mean "equivalence"-and, 

if so, equivalent in all respects or only some respects. (See id. at ~ 1.1.) This is, of 

course, highly relevant to the question of whether reference to auditing procedures 

under Hong Kong and PRC standards have any bearing on PCAOB standards. It is 

not the case that, simply because Shanxi Coal is a PRC-based company, the 

Auditors' conduct must be assessed against PRC- or Hong Kong-based standards in 

this securities action. 
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To the extent that Hou could provide information relating to bookkeeping and 

recordkeeping in Hong Kong or the PRC, those statements are buried within her 

views as to whether the Auditors did or did not perform steps under the Hong Kong 

and PRC standards against which she was measuring their conduct. (See generally 

id. irir 9.1-10.28.) Hou's opinions run the very real risk of misleading the jury as to 

the applicable standard of care. In addition, the Court will not allow Hou's 

statements relating to books and records (for instance, SAIC records and the CVRs) 

to be detached from Hou's broader opinions and presented alone, as there is 

similarly a real risk of "confusion of the issues, or misleading the jury" as to the 

applicable standard of care for auditors. See Nimely, 414 F.3d at 396 (quoting Fed. 

R. Evid. 403). 

If plaintiffs were offering a separate expert in PCAOB standards and 

proffering Hou as a secondary expert, the Court would consider whether a 

cautionary instruction would resolve potential confusion. However, plaintiffs are 

not offering any expert on PCAOB standards; Hou would testify as plaintiffs' 

"accounting expert" in their case in chief. Under such circumstances, the risk is 

real and great that a factfinder would take Hou's opinions as setting the standard of 

care against which the Auditors' conduct should be measured. 

In the absence of relevant expertise, Hou's opinions that assert that the 

Auditors performed inadequately are unreliable. See Daubert, 509 U.S. at 595 

(citing Fed. R. Evid. 702); Nimely, 414 F.3d at 396-97; Arista Records, 2011 WL 

167 4 796, at *l. Reliability is a question of methodology; here, the basis of Hou's 

41 

Case 1:11-cv-02598-KBF   Document 384   Filed 06/17/14   Page 41 of 52



methodology, her application of Hong Kong and PRC accounting standards, is an 

inappropriate starting point. 4 

For these reasons, MSHK's motion to exclude Hou's expert report and 

testimony and MSHK's motion to strike Hou's declarations are GRANTED. 

B. Mackintosh and Nurczynski 

Plaintiffs' primary argument in support of excluding Mackintosh and 

Nurczynski is procedural: that both are "case-in-chief' experts and should have 

been disclosed on the date for disclosure of such experts rather than on the date for 

disclosure of "rebuttal" experts. This argument takes on particular significance in 

light of plaintiffs' strategic decision not to proffer an expert on PCAOB or Appendix 

K standards as part of their case in chief. Plaintiffs instead proffered Hou, an 

expert in Hong Kong and/or PRC auditing standards that are not at issue in this 

case. 

4 On March 28, 2014, in opposition to the Auditors' motions for summary judgment, Hou also 
submitted two separate declarations, the so-called "Summary Judgment Declaration" and 
"Documentation Declaration." On May 7, 2014, defendants moved to strike those declarations as a 
procedurally improper attempt to amend her expert report; plaintiffs assert that experts may submit 
separate declarations on summary judgment, and this is just that. Hou's Summary Judgment 
Declaration is struck. The law leaves no doubt that this Court should only consider on summary 
judgment admissible evidence. Raskin, 125 F.3d at 66. Because Hou did not include PCAOB-based 
opinions in her expert report-she only provided certain comparisons to PCAOB standards for 
informational purposes-she is precluded from now attempting to testify to the opinions in her 
"summary judgment" declaration. Accordingly, such testimony is inadmissible, and this Court may 
not rely on it in deciding the summary judgment motions. In addition, the Court finds that Hou's 
own prior admissions as to a lack of expertise in PCAOB standards (see Pls.' 56.1 Resp. iii! 7, 224; 
MSHK 56.l Resp. iJ 101, 103) contradict with her statement in her Summary Judgment Declaration 
that she "could competently testify to the facts" that she sets forth (Deel. of Anita CM Hou Dated 
Mar. 28, 2014 ~[ 3). Thus, MSHK's to strike Hou's Summary Judgment Declaration of March 28, 
2014 is GRANTED. MSHK's motion to strike Hou's Documentation Declaration of March 28, 2014 is 
DENIED as moot in light of the Court's preclusion of her proposed expert testimony more generally. 
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Plaintiffs' procedural argument is unavailing. The Court notes that plaintiffs 

have had a full and fair opportunity to depose both Mackintosh and Nurczynski and 

therefore will not be sandbagged at trial. See Haas v. Del. & Hudson Ry. Co., 282 F. 

App'x 84, 86 (2d Cir. 2008) (discussing the "practice of 'sandbagging' an opposing 

party with new evidence"). Both experts would provide testimony that addresses 

core issues in this case: whether MSHK and MSPC complied with the relevant 

standard of care. This expert testimony proffered by the Auditors, as defendants, 

undoubtedly counters and rebuts plaintiffs' claim that the Auditors' conduct fell 

egregiously short. See, e.g., Weiss v. Chrysler Motors Corp., 515 F.2d 449, 458-59 

(2d Cir. 1975) (finding that the district court should have admitted expert testimony 

as rebuttal evidence, even if the evidence could have been admissible on the case in 

chief). 

Plaintiffs' procedural argument-that, because they chose to withdraw their 

accounting expert on the same topics, there is no role for the Auditors' rebuttal 

experts-is misguided. If plaintiffs were correct, then the sequence of exchanging 

expert reports would grant plaintiff a unilateral veto right over the type of proof the 

Auditors may offer in their own defense. There is no legal basis for such a position. 

So long as plaintiffs assert that the Auditors breached their standard of care, the 

Auditors are entitled to defend against that claim. See, e.g., United States v. 

Barrow, 400 F.3d 109, 120 (2d Cir. 2005) (discussing the appropriate scope of 

rebuttal evidence); United States v. Tejada, 956 F.2d 1256, 1256 (2d Cir. 1992) 

(explaining that a "district court has wide discretion over what evidence may be 
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presented on rebuttal"). If plaintiffs were to drop their claim, then these two 

witnesses would be unnecessary, and so would be these motions. 

In addition, the Court views plaintiffs' decision to withdraw its primary 

accounting expert as a tactical decision, and one that plaintiffs are no doubt entitled 

to make. However, they cannot withdraw their expert and expect that they can 

thereby achieve a secondary benefit of controlling the Auditors' expert choices. If 

plaintiffs had disclosed to the Auditors during negotiations over the stipulation 

regarding the manner and timing of the exchange of reports that they did not 

intend to submit an accounting expert on PCAOB standards, and then the Auditors 

submitted the Mackintosh and Nurczynski reports as rebuttal reports, then 

plaintiffs' procedural argument might have some traction. However, as the Court 

understands the timing of events here, there was no such prior disclosure. In fact, 

plaintiffs originally intended to, and did, submit a primary accounting expert report 

from Epstein. (See Massengill Deel. Ex. 5.) Having deposed Mackintosh and 

Nurczynski, plaintiffs will not be sandbagged at trial. 

Finally, the Court notes that Mackintosh and Nurczynski do, in fact, address 

opinions proffered by Hou; both experts address the same subject matter as Hou, 

including Appendix K procedures and MSPC and MSHK's compliance with auditing 

standards. See, e.g., SEC v. Badian, No. 06-cv-2621 (LTS) (DFE), 2009 WL 

5178537, at (S.D.N.Y. Dec. 23, 2009) (explaining that a rebuttal expert "is free to 

support his opinions with evidence not cited in" an opposing expert's "reports so 

long as he rebuts the same 'subject matter' identified in those reports"). In that 
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sense, Mackintosh and Nurczynski are "rebuttal" experts in the manner described 

by plaintiffs. The Court is mindful that it is precluding Hou. However, as in many 

cases in which one side's expert is excluded and another's is not, the preclusion of 

one party's expert does not result in the automatic preclusion of the adverse party's 

expert on similar topics. 

For these reasons, plaintiffs' motions to exclude Mackintosh and Nurczynski 

are DENIED. 

C. Weimin 

Weimin is a lawyer who is actively practicing in the PRC. (Weimin Rep. 1.) 

He has personal experience with the type and purpose of certain documents 

referenced as part of plaintiffs' case. (Id. at 1, 2, 5-6.) The Court is unaware of 

another witness who would provide the type of explanatory testimony that Weimin 

proposes to provide. The Court thus finds by a preponderance of the evidence (1) 

that he is qualified to offer the limited opinions in his report, (2) that they are not 

ipse dixit but instead based on his experience with these types of documents, and (3) 

that such testimony will be helpful to the trier of fact. See Nimely, 414 F.3d at 396-

97 (citing Fed. R. Evid. 702). 

Additional points that plaintiffs raise-regarding whether Weimin himself 

ever sought documents directly from the SAIC local office that possessed certain 

documents relevant to this case, and whether he would have himself relied on the 

CVRs at issue here-are questions best left for cross-examination. 

Plaintiffs' motion to exclude Weimin is DENIED. 
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IV. SUMMARY JUDGMENT MOTIONS 

The Auditors assert several grounds in support of their motions for summary 

judgment. 

The Auditors argue that there is no triable issue as to whether they acted 

with the requisite scienter or subjective falsity. 5 See Tellabs, 551 U.S. at 319, 323; 

Rothman, 220 F.3d at 90; Novak, 216 F.3d at 308. In addition, MSPC argues that it 

was also not a "maker" of any of the statements under the Supreme Court's decision 

in Janus, 131 S. Ct. at 2302. This Court agrees with each of these arguments. 

A. Scienter 

Plaintiffs do not allege that the Auditors had actual knowledge of the Zhao 

brothers' fraud, but rather that they conducted an inadequate audit and missed red 

flags. This claim requires a showing of reckless conduct-indeed, of "shoddy 

accounting practices" that fell so egregiously short of the applicable professional 

standards of care as to amount to "a pretended audit" or no audit at all. Rothman, 

220 F.3d at 98. To defeat the Auditors' motion for summary judgment based on lack 

of requisite scienter, plaintiffs must therefore raise a triable issue as to whether the 

Auditors' conduct fell egregiously short of applicable standards. 

Plaintiffs have not raised a triable issue on this question. Expert testimony 

is not always required to establish a standard of care. See, e.g., Rigas, 490 F.3d at 

220-21; Ebbers, 458 F.3d at 125-26. However, when the standard of care is one 

with which a reasonable lay juror is familiar, such testimony may be necessary. 

5 MSHK makes the primary arguments on these issues; MSPC "adopts" MSHK's arguments. (Def. 
MSPC's Mem. of L. in Supp. of Mot. for Summ. J. ("MSPC Mot.") 7-8.) 
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See, e.g., SG Indus., 2011 WL 6090247, at *5; McKowan Lowe, 2005 WL 1541062, at 

*14; Dapremont, 2000 WL 1566532, at *5; Hodge, 1993 WL 433601, at *1; Nevelson, 

18 N.Y.S.2d at 947. This is such a case. Plaintiffs themselves concede that the 

adequacy of the Auditors' conduct with respect to their work for Puda is "foreign to 

a jury." (Pl.'s Hou Opp. 11.) This Court agrees. 

It is certainly true that the issue that plaintiffs assert that the Auditors 

failed to catch can be readily summarized in a manner comprehensible to the 

layperson: the company that MSHK was auditing had been transferred away; Puda 

no longer owned Shanxi Coal, and yet claimed it did. However, that concise 

summary obscures the more complicated question of whether the Auditors failed to 

exercise the appropriate professional standard of care-and indeed fell 

"egregious[ly]" short of such a standard, Chill, 101 F.3d at 269-in conducting 

procedures which failed to uncover that fact. 

As discussed above, MSHK stated that it conducted its audits in compliance 

with PCAOB standards; the SCAC alleges that the audits failed to comply with 

PCAOB standards; and the plaintiffs' statements of material facts repeatedly assert 

that the Auditors failed to comply with PCAOB standards. (SCAC iii! 24; Pls.' 56.1 

Resp. iii! 28, 61; MSHK 56.1 iii! 83, 99.) In short, it is crystal-clear that the 

professional standards of care against which the Auditors' conduct must be 

measured are PCAOB standards. See S. Cherry Street, 573 F.3d at 109 (explaining 

that the conduct in question must have been an "extreme departure from the 

standards of ordinary care"). 
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Plaintiffs have put forth no admissible evidence as to what PCAOB standards 

the Auditors failed to comply with; nor have they offered any admissible evidence 

that their conduct not only failed but egregiously failed to meet those standards. 

Indeed, to raise a triable issue as to recklessness, plaintiffs must put forth facts that 

could lead to an inference that, under the applicable PCAOB standards, the 

Auditors' practices constituted "shoddy accounting practices" that fell so egregiously 

short of the applicable professional standards of care as to amount to "a pretended 

audit" or no audit at all. Rothman, 220 F.3d at 98. Plaintiffs have not made any 

showing in this regard at all. 

Instead, for tactical reasons best known to themselves, plaintiffs withdrew 

the only accounting expert they had on PCAOB standards, Barry Epstein. 

(Massengill Deel. Exs. 5, 87; Pls.' Mackintosh Mot. 2 n.1.) They were left with Hou, 

an accountant perhaps skilled in audits using other standards-those of Hong Kong 

or the PRC-but not PCAOB standards. (See Hou Rep. if 1.1.) Hou herself 

conceded that she was not offering, and was not qualified to offer, any opinion as to 

whether the audits complied with PCAOB standards. (Pls.' 56.1 Resp. iii! 7, 224; 

MSHK 56.1Resp.if101, 103.) For the reasons set forth above, the Court has 

excluded Hou; in any event, her testimony could not raise a triable issue as to the 

Auditors' compliance with PCAOB standards when she offers no admissible opinion 

in that regard. 

Plaintiffs instead argue that MSHK's failure to obtain Shanxi's SAIC files 

was reckless; and that its reliance on the CVRs, the unsigned "form" legal opinion 
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letters, and the 2007 business licenses raise a triable issue as to recklessness. The 

Court has considered these arguments carefully. Again and again, however, the 

Court returns to the question of whether a reasonable auditor would have taken 

such steps under the circumstances, not whether a reasonable auditor could have. 

Again and again, the Court is left with the conviction that proof is necessary of 

what auditors conducting audit procedures under PCAOB standards would do; how 

many steps and which steps would be enough; and where to draw lines between 

what is a belt alone and when the belt is combined with suspenders. Could more 

have been done? Clearly yes. Did more need to be done, and would auditors 

conducting a PCAOB-compliant audit have done more? Neither the Court nor any 

reasonable juror at a trial has any way to answer this question. 

In contrast, the Auditors have proffered admissible testimony from 

Mackintosh and Nurczynski that they conducted audits and the Appendix K 

reviews according to PCAOB standards. (See, e.g., Mackintosh Rep. 54.) This 

testimony stands unrebutted. Mackintosh and Nurczynski each have extensive 

experience in PCAOB compliant audits; they have each reviewed the work of the 

Auditors here; and they each state that the audits of MSHK (Mackintosh) and 

MSPC (Nurczynski) complied with those professional standards. In other words, 

the only testimony in the record supports an inference that neither auditor 

committed even negligence in the execution of its responsibilities, let alone 

conducted themselves in a manner that was an "egregious refusal to see the 

obvious," Chill, 101 F.3d at 269, or in a manner that was "highly unreasonable and 
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which represents an extreme departure from the standards of ordinary care," S. 

Cherry Street, 573 F.3d at 109. 

As a result, plaintiffs have not raised a triable issue as to scienter. Summary 

judgment as to the Section 10 claim against the Auditors is appropriate on that 

basis alone. See Lentell, 396 F.3d at 172 (listing the elements of a Section 10 

claim). 

B. Subjective Falsity 

Section 10 and 11 claims regarding opinion statements require that the 

statement was both objectively false at the time that it was made and also 

subjectively false-that is, that defendants did not honestly believe the statements 

when they made them. See Fait, 655 F.3d at 113. Plaintiffs have failed to raise a 

triable issue as to subjective falsity. 

Audit statements, such as the clean audit opinions presented by the Auditors 

in this case, are statements of opinion to which the subjective falsity requirement 

applies. See, e.g., Fait, 655 F.3d at (affirming the district court's determination that 

audit opinions were statements "of judgment and opinion, rather than fact," and 

applying the subjective falsity requirement); In re Lehman Bros. Sec. & ERISA 

Litig., 799 F. Supp. 2d 258, 300 (S.D.N.Y. 2011) (stating that Section 11 of the 

Securities Act requires subjective falsity because an auditor's "opinion, just like 

those rendered by all or substantially all accounting firms, is explicitly labeled as 

just that-an opinion that the audit complied with these broadly stated standards"); 

In re Scottish Re Group Sec. Litig., 524 F. Supp. 2d 370, 398 (S.D.N.Y. 2007) 

(discussing the standard for auditor statements under Section 10). 
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Here, there is no evidence before the Court that the Auditors knew that the 

Zhao brothers had transferred Shanxi Coal to themselves in 2009. (See Pls.' 56.1 

Resp. iii! 15-17.) Indeed, the evidence in the record and plaintiffs' arguments 

regarding scienter paint a narrative of dupes-an auditor and reviewer that failed 

to figure this fundamental fact out. 

In the absence of a triable issue as to subjective falsity, both the Section 11 

and 10 claims against the Auditors must be dismissed. See Fait, 655 F.3d at 113 

("Because the complaint does not plausibly allege subjective falsity, it fails to state a 

1 . ") c aim. . 

C. Maker of the Statements 

MSPC has also argued that, as a reviewer of MSHK's opinion, it did not 

"make" the statements for purposes of securities law liability, Janus, 131 S. Ct. at 

2301. (See Def. MSPC's Mem. of L. in Supp. of Mot. for Summ. J. ("MSPC Mot.") 6-

7.) The Court need not reach this issue because its rulings as set forth above result 

in separate and complete bases for dismissal. 

V. PLAINTIFF'S MOTION TO STRIKE 

Finally, plaintiffs have moved to strike "Defendant Moore Stephens Hong 

Kong's Reply in Support of its Statement of Material Facts Upon Which There is No 

Genuine Issue for Trial." The rules of the Court neither require nor forbid such a 

statement, see Local Civil Rule 56.1, and courts in the Second Circuit routinely 

receive such replies. Indeed, the circumstances of MSHK's motion for summary 

judgment-in which, moving first, MSHK was required to anticipate the arguments 

that plaintiffs would present in response-highlight the propriety of considering 
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this reply. The Court is, of course, capable of individually considering each factual 

assertion in the parties' Rule 56.1 statements to determine whether it is factually 

supported or merely speculative. 

In any event, plaintiffs' motion is moot. The Court has relied throughout this 

opinion solely on the "[Corrected] Plaintiffs' Response to Defendant Moore Stephens 

Hong Kong's Statement of Material Facts" and "Defendant Moore Stephens Hong 

Kong's Response to Plaintiffs' Separate Statements of Additional Material Facts,'' 

and has not relied on MSHK's reply in support of its own Rule 56.1 statement. The 

undisputed facts as reflected in those two Rule 56.1 statements provide sufficient 

basis for the Court's decisions as set forth above. 

VI. CONCLUSION 

For the reasons set forth above, the Auditors' motions for summary judgment 

are GRANTED; the Auditors' motions to exclude Hou and strike her declarations 

are GRANTED; plaintiffs' motions to exclude Mackintosh, Nurczynski, and Weimin 

are DENIED; and plaintiffs' motion to strike MSHK's Rule 56.1 reply is DENIED. 

Dated: 

The Clerk of Court shall close the motions at ECF Nos. 297, 298, and 364. 

SO ORDERED. 

New York, New York 
June I~ 2014 
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UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 
------------------------------------ x 

SECURITIES AND EXCHANGE COMMISSION, 

Plaintiff, 
v. 

NELSON J. OBUS, PETER F. BLACK, and 
THOMAS BRADLEY STRICKLAND, 

Defendants. 

------------------------------------ x 

Thomas Bradley Strickland 

( 

L .... ·--~~-~.?_~~ 
J 

Jury Verdict Form 

06 Civ. 3150 (GBD) 

1. Did Plaintiff SEC prove by a preponderance of the evidence that Defendant Strickland 
engaged in insider trading by disclosing material non-public information about the 
SunSource acquisition to Defendant Black to trade in SunSource stock, in breach of 
Strickland's duty to GE Capital, from which Strickland benefitted? 

Yes ,/ No ---- ----

Peter F. Black 

2. Did Plaintiff SEC prove by a preponderance of the evidence that Defendant Black, knowing 
or having reason to know that Defendant Strickland had provided material non-public 
information about the SunSource acquisition in breach of his duty to GE Capital, engaged in 
insider trading by providing that information to Defendant Obus to trade in SunSource stock, 
from which Black benefitted? 

Yes .,/ No ----

Nelson J. Obus 

3. Did Plaintiff SEC prove by a preponderance of the evidence that Defendant Obus engaged in 
insider trading by buying SunSource stock on behalf of Wynnefield Capital, while in 
knowing possession of material non-public information about the SunSource acquisition? 

Yes // No ----
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Dated: This ~Ctkday of May, 2014 

/' 

7~1~ 
Signature of Foreperson 
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John V. Fiorella, Esquire (argued), Archer & Greiner, P.C., Wilmington, Delaware
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Wilmington, Delaware for Appellees.

Of Counsel:  Jeffrey A. Simes, Esquire (argued), Goodwin Proctor LLP, New
York, New York.

BERGER, Justice:



In this appeal we consider the circumstances under which an arbitration

award may be vacated where it is argued that the arbitrator manifestly disregarded

the law.  The parties to a corporate acquisition agreed to arbitrate disputes about

the acquired company’s balance sheet on the effective date of the transaction. 

They retained an arbitrator to decide whether a workers’ compensation reserve had

been calculated correctly.  The arbitrator decided, without any analysis, that there

would be no adjustment to the balance sheet.  The Court of Chancery vacated the

arbitrator’s decision, finding that the arbitrator did not follow the relevant

provision of the parties’ share purchase agreement.  But the test for “manifest

disregard for the law” is not whether the arbitrator misconstrued the contract–even

if the contract language is clear and unambiguous.  To vacate an arbitration award

based on “manifest disregard of the law,” a court must find that the arbitrator

consciously chose to ignore a legal principle, or contract term, that is so clear that

it is not subject to reasonable debate.  As the record does not support such a

finding, the arbitrator’s award must be reinstated.   

FACTUAL AND PROCEDURAL BACKGROUND

In November 2005, SPX Corporation entered into an agreement to sell all of

the capital stock of its subsidiary, Vance International, to Garda USA, Inc., and its

parent company, Garda World Security Corporation (collectively, “Garda”).  On

January 13, 2006, the parties entered into an Amended and Restated Stock
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Purchase Agreement (the “SPA”), under which Garda agreed to purchase Vance’s

stock for $67,250,000 plus Net Cash.  The actual purchase price was subject to

adjustment based on differences between SPX’s Pre-Closing Balance Sheet,

produced five days before closing, and the Effective Date Balance Sheet, produced

within 60 days after closing.  

On both balance sheets, Working Capital was to be calculated in accordance

with the Working Capital Schedule contained in Section 1.3 of the SPA’s Seller

Disclosure Schedule.  The Working Capital Schedule defines Vance’s Working

Capital generally as “current assets minus current liabilities, calculated in

accordance with US GAAP . . . .”1  But there are specified exceptions.  Section

1.3(a)(v) addresses the treatment of “incurred but not reported claims” (“IBNR”)

relating to workers’ compensation liabilities:

a) The calculation of current assets and current liabilities shall
exclude the following accounts and balances:

***
v. Incurred but not reported and reported claims related to risk
management programs, with the exception of those claims related to
workers’ compensation liabilities, which shall be included in the
calculation of current liabilities;2

1 Appellant’s Appendix at A-0556.
2 Ibid.
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Section 1.3(c) of the Working Capital Schedule also requires that reserves be

calculated in a manner consistent with methods used on interim financial

statements prepared for Vance before the parties entered into the SPA:

c) In preparing the Closing Date Statement of Working Capital, the
respective amounts included . . . for all reserves . . . that were valued
for the interim September 30, 2005 financial statements . . . shall be
calculated using the same methodology in respect of such items on the
interim September 30, 2005 financial statements but the application of
the methodology shall reflect changes in circumstances or events
occurring and based on the most current information known to SPX,
between the date of the interim September 30, 2005 financial
statements and the Closing Date.3

Throughout the sale process, SPX calculated workers’ compensation

reserves for Vance as part of the Working Capital computation.  SPX listed a

workers’ compensation reserve of $1.4 million in Vance’s interim September 30,

2005 financial statements.  SPX again listed a workers’ compensation reserve of

$1.4 million in Vance’s Pre-Closing Balance Sheet.  After closing, SPX prepared

an Effective Date Balance Sheet in which the workers’ compensation reserve was

adjusted downward slightly to $1.366 million.4  IBNR was not included in any of

those calculations.

In May 2006, Garda challenged SPX’s calculation of the workers’

compensation reserve as listed on the Effective Date Balance Sheet.  Because the

3 Ibid.
4 According to SPX, the adjustment from $1.4 million to $1.366 million accounted for “$34,000 in
claim payments made between October 2005 and March 2006.”  Appellant’s Second Corrected Op.
Br. at 10 n.3.
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parties were unable to resolve their dispute, they entered into arbitration.  Ernst &

Young, LLP (“E&Y”), the firm selected to act as arbitrator, prepared a Statement

of Work, which was agreed to by the parties.  It provided that, “[a]s required by

Section 1.3(d)(ii) of the SPA, the Independent Accountant shall base the Award

solely upon the presentations of the Parties, and not based upon an independent

review or any other source of information.”5  E&Y agreed to issue its Award “in

writing, in summary form, setting forth the determination(s) as to the disputed

items.”6  But E&Y was not to “make any legal determinations or otherwise rule

upon issues of law in rendering the Award.”7

The parties filed simultaneous opening briefs with E&Y in July 2011.  Garda

argued that the $1.366 million workers’ compensation reserve SPX  listed on the

Effective Date Balance Sheet was understated.  In support of its contention, Garda

noted that:  (1) less than a week after closing, SPX’s own actuary, AON Risk

Consultants, Inc., estimated that the workers’ compensation reserve should have

been approximately $3 million; (2) Oliver Wyman Actuarial Consulting, Inc., an

outside consultant, concluded that the workers’ compensation reserve should have

been between $3.5 million and $3.9 million;  and (3) SPX’s controller had signed a

representation letter to Vance’s post-closing auditor, PriceWaterhouseCoopers,

estimating the reserve to be $3 million.

5 Appellant’s Appendix at A-0337.
6 Id. at A-0338.
7 Ibid.
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SPX argued that no adjustment to the $1.366 million reserve was necessary

because SPX had properly estimated Vance’s workers’ compensation liability by

using “the actual reserve amounts maintained by Vance’s workers’ compensation

carriers to compute the reserve for the . . . Working Capital Schedule.”8  SPX also

maintained that the reserve listed on the Effective Date Balance Sheet was

calculated in accordance with Section 1.3(c) of the SPA.  Finally, SPX noted that

all relevant workers’ compensation claims had been paid to date and were now

closed, and that a surplus of approximately $133,000 remained in Vance’s

workers’ compensation liability reserve.

After the opening briefs were submitted, E&Y asked the parties to address

specific questions in their reply briefs.  E&Y asked SPX to explain why “a

workers’ compensation reserve liability of $1.366 million is appropriate” despite

AON’s much higher estimate and SPX’s “apparent acknowledgment that third-

party actuary valuations were considered by management in determining the

reserve.”9  E&Y asked Garda to explain why actuarial estimates should be used to

calculate the reserve when real data was available to determine the workers’

compensation liabilities Vance actually incurred through May 2011 for all relevant

claims.10 

8 Id. at A-0932-33.
9 Id. at A-0353.
10 Ibid.
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Garda and SPX filed simultaneous reply briefs in August 2011.  SPX argued

in its reply brief that the AON analysis was irrelevant because it was designed to

help assess SPX’s “aggregated corporate reserves” and was not intended to

“review loss histories or estimate future claim payments at the level of individual

business units.”11  Because the AON analysis did not use “Vance-specific loss

factors,” it could not produce an appropriate estimate of Vance’s workers’

compensation reserve liabilities.12  SPX also maintained that it had consistently

applied the method of using insurance carriers’ case reserve data to calculate

workers’ compensation liabilities on the Pre-Closing Balance Sheet, the Effective

Date Balance Sheet, and all earlier balance sheets.

Garda argued, for the first time in its reply brief, that SPX violated Section

1.3(a)(v) of the SPA’s Seller Disclosure Schedule by failing to include IBNR

related to workers’ compensation liabilities when calculating Vance’s Working

Capital.  Garda explained that the claims payment data suggesting that the $1.366

million reserve had been sufficient thus far was unhelpful due to the possibility of

future recurrence or expansion of injuries that would result in new payments to

workers whose claims had previously been “closed.”  These potential future

liabilities, Garda argued, are the reason that Section 1.3(a)(v) requires the inclusion

of IBNR in the calculation of Working Capital.

11  Id. at A-1046.
12  Id. at A-1047.
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E&Y addressed a final round of questions to both parties, and, after

receiving their responses, E&Y issued a determination letter in October 2011. 

The arbitrator concluded that “no adjustment to Closing Date Working Capital is

warranted for workers’ compensation liabilities as [Garda] has not demonstrated

that [SPX] failed to comply with Section 1.3 of the Seller Disclosure Schedule.”13 

E&Y gave no other explanation for its decision.

Garda then filed a complaint in the Court of Chancery asking that the

arbitrator’s decision be vacated.  A Master in Chancery considered the parties’

cross-motions for summary judgment, and issued a final Master’s Report

upholding the arbitrator’s decision.  Garda filed exceptions, and, after briefing and

argument, the Court of Chancery vacated the arbitrator’s decision on the ground

that the arbitrator manifestly disregarded the terms of the SPA.  This appeal

followed.   

DISCUSSION

Although this Court reviews a trial court’s decision on cross-motions for

summary judgment de novo,14 “review of an arbitration award is one of the

narrowest standards of judicial review in all of American jurisprudence.”15  Under

§ 5714(a)(3) of the Delaware Arbitration Act, an arbitration award will be vacated 

13 Id. at A-0351.
14 Reserves Mgmt. Corp. v. R.T. Props., LLC, 80 A.3d 952, 955 (Del. 2013).
15 TD Ameritrade, Inc. v. McLaughlin, Piven, Vogel Sec., Inc., 953 A.2d 726, 732 (Del. Ch. 2008)
(quoting Way Bakery v. Truck Drivers, Local No. 164, 363 F.3d 590, 593 (6th Cir. 2004)).
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when “[t]he arbitrators exceeded their powers, or so imperfectly executed them that

a final and definite award upon the subject matter submitted was not made.”16 

Section 5714 tracks an analogous provision in the Federal Arbitration Act (FAA),17

and Delaware courts have found that “federal cases interpreting this section are

most helpful.”18  

Under the FAA, vacatur is authorized where the arbitrator acts in “manifest

disregard” of the law.19  The manifest disregard standard requires a party seeking

vacatur to prove that the arbitrator was “fully aware of the existence of a clearly

defined governing legal principle but refused to apply it, in effect, ignoring it.”20 

To meet this standard, the evidence must establish “that the arbitrator (1) knew of

the relevant legal principle, (2) appreciated that this principle controlled the

outcome of the disputed issue, and (3) nonetheless willfully flouted the governing

law by refusing to apply it.”21

An arbitrator’s awareness of the contract language, however, does not prove

that the arbitrator “knew of the relevant legal principle” or “appreciated that this

16 10 Del. C. § 5714(a)(3).
17 See 9 U.S.C.A. § 10(a)(4).
18 Travelers Ins. Co. v. Nationwide Mut. Ins. Co., 886 A.2d 46, 49 (Del. Ch. 2005) (citation omitted).
19 Wilko v. Swan, 346 U.S. 427, 436 (1953), overruled on other grounds by Rodriguez de Quijas v.
Shearson/American Exp., Inc., 490 U.S. 477 (1988).
20 Duferco Int’l Steel Trading v. T. Klaveness Shipping A/S, 333 F.3d 383, 389 (2d Cir. 2003); see
also Dawahare v. Spencer, 210 F.3d 666, 669 (6th Cir. 2000) (“[T]o find manifest disregard a court
must find two things:  the relevant law must be clearly defined and the arbitrator must have
consciously chosen not to apply it.”); TD Ameritrade, 953 A.2d at 733.
21 Paul Green School of Rock Music Franchising, LLC. v. Smith, 389 F. App’x 172, 177 (3d Cir.
2010) (citation omitted).
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principle controlled the outcome of the dispute.”  Knowledge of the operative legal

principle and its proper application can be inferred only “if the court finds ‘an error

that is so obvious that it would be instantly perceived as such by the average

person qualified to serve as an arbitrator.’”22  “[A]s long as the arbitrator is even

arguably construing or applying the contract and acting within the scope of his

authority, that a court is convinced that he committed serious error does not suffice

to overturn his decision.”23

The Court of Chancery decided that:  1) Section 1.3 clearly and

unambiguously requires inclusion of IBNR in the reserves; 2) the arbitrator knew

what Section 1.3 required, because the arbitrator was given the contract; and 3) the

arbitrator refused to apply it “for whatever reason.”24  From these findings, the

Court of Chancery concluded that the arbitrator manifestly disregarded the law. 

The Court of Chancery incorrectly applied the “manifest disregard” standard by

failing to consider whether the arbitrator’s decision “rationally can be derived from

either the agreement of the parties or the parties’ submissions to the

arbitrator . . . .”25

22 Travelers Ins. Co., 886 A.2d at 49 (quoting Duferco, 333 F.3d at 390).
23 United Paperworkers Int’l Union, AFL-CIO v. Misco, Inc., 484 U.S. 29, 38 (1987); see also
United Steelworkers of America v. Enter. Wheel & Car Corp., 363 U.S. 593, 599 (1960) (“[S]o far
as the arbitrator’s decision concerns construction of the contract, the courts have no business
overruling him because their interpretation of the contract is different from his.”).
24 Appellant’s Appendix at A-0034.
25 TD Ameritrade, 953 A.2d at 732.
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The parties’ submissions to the arbitrator establish that they presented two

colorable interpretations of the relevant SPA provision. Under Garda’s

interpretation, failure to include IBNR would violate Section 1.3(a)(v).  Under

SPX’s interpretation, inclusion of IBNR would violate Section 1.3(c).  E&Y asked

the parties pointed questions indicating that it considered whether the contract

required IBNR to be included in the Working Capital calculation.26  A reasonable

inference to draw from E&Y’s award is that the arbitrator adopted SPX’s

interpretation of Section 1.3.  That interpretation may have been wrong, but it was

not without a basis in the contract and the parties’ submissions.  Therefore, under

the “manifest disregard” standard, the arbitrator’s award is not subject to vacatur.

CONCLUSION

Based on the foregoing, the judgment of the Court of Chancery is reversed,

and the case is remanded for further proceedings consistent with this opinion. 

Jurisdiction is not retained.

26 Appellant’s Appendix at A-0353, A-0355.
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In March 2010, El Paso Corporation sold to El Paso Pipeline Partners, L.P. (the 

“Partnership” or “El Paso MLP”) a 51% interest in Southern LNG Company, L.L.C. 

(“Southern LNG”) and a 51% interest in El Paso Elba Express Company, L.L.C. (“Elba 

Express”).  In this lawsuit, the plaintiffs challenge both the March 2010 transaction and a 

subsequent November 2010 transaction in which El Paso MLP acquired the remaining 

49% interests in Southern LNG and Elba Express.  After discovery, the defendants 

moved for summary judgment in their favor, and the plaintiffs cross moved for summary 

judgment as to liability.  This decision grants the defendants‟ motion for summary 

judgment as to the March 2010 transaction.  The plaintiffs‟ cross motion as to the March 

2010 transaction is consequently denied.  This opinion does not address the November 

2010 transaction. 

I. FACTUAL BACKGROUND 

The facts are drawn from the materials presented in support of the cross motions 

for summary judgment.  When considering the defendants‟ motion, conflicts in the 

evidence must be resolved in favor of the plaintiffs and all reasonable inferences drawn in 

their favor.  At this stage of the case, the court cannot weigh the evidence, decide among 

competing inferences, or make factual findings. 

A. The Partnership Structure 

El Paso MLP is a Delaware limited partnership headquartered in Houston, Texas.  

El Paso MLP operates as a master limited partnership (“MLP”), a term that refers to a 

publicly traded limited partnership that is treated as a pass-through entity for federal 

income tax purposes.  El Paso MLP owns interests in companies that operate natural gas 
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pipelines, liquid natural gas (“LNG”) terminals, and storage facilities throughout the 

United States.  Its common units trade on the New York Stock Exchange under the 

symbol “EPB.” 

MLPs that focus on transporting and storing oil and natural gas, like El Paso MLP, 

are commonly referred to as midstream MLPs.  Midstream MLPs are typically 

“sponsored” by a corporation with MLP-qualifying assets that generate stable cash flows.  

The sponsor seeks to maximize the market value of those assets by selling them to an 

MLP that can issue publicly traded securities on the strength of the cash flows and 

distribute the cash periodically to investors in a tax-efficient manner.  In the typical 

structure, the sponsor owns 100% of the general partner of the MLP, giving the sponsor 

control over the MLP.  The sponsor initially contributes a block of assets to the MLP and, 

over time, sells additional assets to the MLP.  Because the assets move from the sponsor 

level down to the MLP level, the sales are referred to colloquially as “drop-downs.” 

In August 2007, El Paso Corporation (“El Paso Parent”) formed El Paso MLP and 

contributed to El Paso MLP an initial set of MLP-qualifying assets.  On November 15, El 

Paso MLP announced an initial public offering of 25,000,000 common units.  The IPO 

prospectus cautioned that El Paso Parent would have no obligation to drop down 

additional assets into El Paso MLP.  Despite this disclosure, El Paso Parent was plainly 

creating a sponsored MLP, implying that El Paso MLP over time would acquire assets 

from El Paso Parent.   

Consistent with the typical MLP structure, El Paso Parent indirectly owns 100% of 

defendant El Paso Pipeline GP Company, L.L.C., a Delaware limited liability company 
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and the general partner of El Paso MLP (the “General Partner”).  The General Partner in 

turn owns a 2% general partner interest in El Paso MLP.  By virtue of the general partner 

interest, El Paso Parent has a 2% economic interest in El Paso MLP and, more 

importantly, exercises control over El Paso MLP.  At the time of the transaction in 

question, El Paso Parent also owned, either through the General Partner or its affiliates, 

approximately 61.4% of El Paso MLP‟s outstanding common units plus all of its 

incentive distribution rights.  As is customary with sponsored MLPs, El Paso MLP has no 

employees of its own.  Employees of El Paso Parent manage and operate El Paso MLP‟s 

business. 

At the time of the March 2010 transaction, defendants Douglas L. Foshee, James 

C. Yardley, John R. Sult, D. Mark Leland, Ronald L. Kuehn, William A. Smith, and 

Arthur C. Reichstetter (together, the “Individual Defendants”) constituted the board of 

directors of the General Partner (the “GP Board”).  Four of the Individual Defendants 

held management positions with El Paso Parent or the General Partner.  Foshee was the 

President and CEO of El Paso Parent.  Yardley served as an Executive Vice President of 

El Paso Parent and as President and CEO of the General Partner.  Sult served as CFO of 

El Paso Parent and the General Partner.  Leland served as an Executive Vice President of 

El Paso Parent and President of El Paso Midstream Group, Inc., having previously served 

as the CFO of El Paso Parent and the General Partner.  Each of the management directors 

beneficially owned equity stakes in El Paso Parent that dwarfed their equity stakes in El 

Paso MLP. 
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The other three members of the GP Board were outside directors, although two 

had past ties to El Paso Parent.  Kuehn was Interim CEO of El Paso Parent in 2003 and 

served as Chairman of the Board of El Paso Parent from 2003 until 2009, one year before 

the challenged transaction occurred.  Smith was an Executive Vice President of El Paso 

Parent and Chairman of El Paso Merchant Energy‟s Global Gas Group until 2002.  

Reichstetter was the only director without past ties to El Paso Parent.   

At the time of the challenged transaction, El Paso Parent was itself a publicly 

traded Delaware corporation headquartered in Houston, Texas.  In May 2012, El Paso 

Parent was acquired and became a wholly owned subsidiary of Kinder Morgan, Inc.   

B. The Drop-Down Proposal 

On February 9, 2010, El Paso Parent offered to sell to El Paso MLP 49% interests 

in Southern LNG and Elba Express.  El Paso Parent proposed that El Paso MLP would 

pay $865 million and assume $147 million of debt, for total value of $1.012 billion.  On 

February 15, El Paso Parent altered its proposal to offer 51% of Southern LNG and Elba 

Express for $900 million plus the assumption of $153 million in debt, for total value of 

$1.053 billion.  This decision refers to El Paso MLP‟s eventual purchase of 51% of 

Southern LNG and Elba Express as the “Drop-Down.” 

Southern LNG owned an LNG terminal on Elba Island, a private 840-acre island 

off the coast of Georgia.  Elba Express owned a 190-mile natural gas pipeline that 

connected the Elba Island terminal to four major interstate natural gas pipelines.  The 

Elba Island terminal was built in the 1970s to receive LNG shipped from overseas, store 

it, and vaporize it for distribution in the United States.  Shortly after it was built, market 
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developments made importing LNG unattractive, and the terminal was mothballed for 

nearly 20 years.  It resumed operations in 2001 after market developments made 

importing LNG attractive again.   

In 2006, when the market for imported LNG was strong, El Paso Parent sought 

approval from the Federal Energy Regulatory Commission (“FERC”) for a two-phase 

expansion of the Elba Island facility, referenced respectively as Phase III-A and Phase 

III-B.  Royal Dutch Shell, plc (“Shell”) reserved the output from Phase III-A, and BG 

Group plc (“British Gas”) secured an option to reserve the output from Phase III-B. 

By 2010, when El Paso Parent proposed the Drop-Down, domestic discoveries of 

shale gas and improved techniques for its extraction had led to higher levels of domestic 

production and lower gas prices.  As a result, the market for imported LNG had 

weakened.  Demand at the Elba Island facility fell to less than 10% of capacity, and El 

Paso Parent assumed that British Gas would not exercise its option for Phase III-B.  At 

the time, the principal sources of revenue for Southern LNG and Elba Express were 

existing contracts with subsidiaries of Shell and British Gas (the “Service Agreements”).  

Under the Service Agreements, the subsidiaries had reserved 100% of the firm capacity 

of the Elba Island terminal and the Elba Express pipeline, guaranteeing that Shell and 

British Gas would have the capacity to transport or store gas at any time for a set charge.  

Because the Service Agreements were firm contracts, Southern LNG and Elba Express 

would charge fees to Shell and British Gas regardless of whether they actually stored or 

transported gas.  The Service Agreements had terms of 25 to 30 years. 
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Despite their lengthy terms and firm pricing, the Service Agreements were not 

sure things.  The Shell and British Gas counterparties were special purpose entities with 

no assets of their own.  If the Service Agreements became sufficiently unprofitable, then 

Shell and British Gas could walk away from their subsidiaries, leaving Southern LNG 

and Elba Express to collect from judgment-proof shells.  Although other subsidiaries of 

Shell and British Gas had guaranteed the counterparties‟ performance, those guarantees 

only covered approximately 20% of the revenue that the Service Agreements otherwise 

might generate. 

The plaintiffs believe that because of the weakened domestic market for imported 

LNG, El Paso Parent faced a significant risk that Shell and British Gas would choose to 

breach the Service Agreements, leaving Southern LNG and Elba Express with less than 

20% of their anticipated revenue.  The plaintiffs argue that through the Drop-Down, El 

Paso Parent sought to off-load these now-risky assets onto El Paso MLP at an inflated 

price.   

C. The Conflicts Committee 

Because El Paso Parent controlled El Paso MLP through the General Partner, and 

because El Paso Parent owned the assets that El Paso MLP would be acquiring, the Drop-

Down created a conflict of interest for the General Partner.  El Paso MLP‟s limited 

partnership agreement (the “LP Agreement” or “LPA”) contemplated that El Paso MLP 

could proceed with a transaction that presented a conflict of interest for the General 

Partner if El Paso MLP followed one of four contractual paths set out in Section 7.9(a) of 

the LP Agreement.  One of the contractual paths authorized El Paso MLP to proceed if 
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the conflict-of-interest transaction received “Special Approval.”  The LP Agreement 

defined this form of approval as “approval by a majority of the members of the Conflicts 

Committee acting in good faith.”  LPA § 1.1.  The LP Agreement in turn defined the 

Conflicts Committee as  

a committee of the Board of Directors of the General Partner composed of 

two or more directors, each of whom (a) is not a security holder, officer or 

employee of the General Partner, (b) is not an officer, director or employee 

of any Affiliate of the General Partner, (c) is not a holder of any ownership 

interest in the Partnership Group other than Common Units and awards that 

may be granted to such director under the Long Term Incentive Plan and 

(d) meets the independence standards required of directors who serve on an 

audit committee of a board of directors established by the Securities 

Exchange Act and the rules and regulations of the Commission thereunder 

and by the National Securities Exchange on which the Common Units are 

listed or admitted to trading. 

Id.   

At El Paso MLP, the Conflicts Committee was not a standing committee of the GP 

Board, but rather a committee constituted on an ad hoc basis to consider specific conflict-

of-interest transactions.  On February 12, 2010, the GP Board resolved to seek Special 

Approval for the Drop-Down.  The resolution established a limited-duration iteration of 

the Conflicts Committee for that purpose, specifying that this incarnation of the Conflicts 

Committee would 

automatically dissolve upon the earlier to occur of the time at which 

(i) either such Conflicts Committee or the [GP] Board determines that there 

are no terms which appear to be acceptable to both sides and which would 

be within parameters that would allow the Conflicts Committee to grant 

Special Approval regarding the [Drop-Down] or (ii) the [Drop-Down] is 

consummated. 
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Transmittal Affidavit of Samuel L. Closic dated Oct. 30, 2013 (the “Closic Aff.”) Ex. 5 at 

EPP0002.   

The resolution granted the Conflicts Committee, for the period of existence, the 

power and authority 

to evaluate and assess whether the [Drop-Down] is fair and reasonable to 

the Partnership and, if the Conflicts Committee so determines, (a) to 

approve the [Drop-Down] as provided by Section 7.9(a) of the Limited 

Partnership Agreement and (b) to make a recommendation to the [GP] 

Board whether or not to approve such terms and conditions of the [Drop-

Down]. 

Id. at EPP0003.  The resolution provided that when acting for these purposes, the 

Conflicts Committee would “assume and exercise all lawfully delegable powers and 

authority of the [GP] Board in taking any of the aforesaid actions and in making any and 

all decisions relating to the [Drop-Down].”  Id.  The resolution also provided that “the 

officers, agents and employees of [El Paso MLP] are hereby authorized to assist the 

Conflicts Committee and to provide it with all information and documents that it requests 

with respect to the [Drop-Down].”  Id. at EPP0003-04. 

The resolution named Reichstetter, Kuehn, and Smith as the members of the 

committee.  At its first meeting on February 19, 2010, the Conflicts Committee appointed 

Reichstetter to serve as Chair.  At some point, the committee retained Akin Gump Strauss 

Hauer & Feld LLP (“Akin Gump”) as its legal advisor and Tudor, Pickering, Holt & Co. 

(“Tudor”) as its financial advisor.  The engagements appear to have happened as a matter 

of course before the Conflicts Committee ever formally met. 
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As suggested by the ready hiring of Akin Gump and Tudor, the record reflects that 

El Paso Parent, the GP Board, and the individuals who served on the Conflicts 

Committee have developed a level of comfort with the Special Approval process: 

● Between 2008 and 2012, El Paso Parent and El Paso MLP engaged 

in eight drop-down transactions.  Although El Paso MLP‟s initial 

public offering prospectus stated that El Paso MLP could obtain 

assets from third parties, the eight drop-down deals were the 

exclusive means by which El Paso MLP acquired assets.   

● El Paso Parent initiated each transaction.  El Paso MLP never 

initiated a transaction. 

● On each occasion, the General Partner opted to proceed by Special 

Approval and formed a Conflicts Committee. 

● On each occasion, the members of the Conflicts Committee were 

Kuehn, Smith, and Reichstetter.   

● On each occasion, Reichstetter served as Chair of the Conflicts 

Committee and did the bargaining for the Conflicts Committee.  

● On each occasion, the committee hired Tudor as its financial 

advisor.   

● On each occasion, the Conflicts Committee obtained some marginal 

improvement in the terms of El Paso Parent‟s original proposal. 

● On each occasion, Tudor opined that the resulting deal was fair and 

collected a $500,000 fee plus expenses.   

The Special Approval process for the Drop-Down fit this pattern. 

D. Special Approval Is Granted. 

Over the course of the next month and a half, the Conflicts Committee met five 

times to review El Paso Parent‟s proposal.  On February 19, 2010, Tudor held its first due 

diligence session with El Paso Parent management, including representatives of Southern 

LNG and Elba Express.  El Paso Parent management gave Tudor a fifty-four page 
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presentation that provided an overview of the proposed transaction and Southern LNG‟s 

and Elba Express‟s assets, including a summary of the Service Agreements.  The 

summary described the Service Agreements as long-term, fixed-fee contracts, but noted 

that the contractual counterparties were subsidiaries of Shell and British Gas rather than 

Shell and British Gas themselves.  The summary also noted that the counterparties‟ 

obligations were covered by multi-year guarantees from other subsidiaries of Shell and 

British Gas that had Aa2/AA+ and A2/A credit ratings, respectively.  The presentation 

included a chart that set forth the total demand revenue that Southern LNG and Elba 

Express would receive over the life of the Service Agreements and the total amount of 

the demand revenue that was guaranteed by the Shell and British Gas subsidiaries.   

Later in the day on February 19, 2010, the Conflicts Committee held its initial 

meeting.  The committee formally elected Reichstetter as Chair and discussed due 

diligence issues with Tudor.  According to the minutes of the meeting, Tudor explained 

that El Paso Parent management had 

spoken at length about the high quality of the assets, operations and cash 

flows of [Southern LNG and Elba Express] that made them attractive 

investments, including (i) the long term, demand-charge contracts backed 

by substantial guarantees from Shell and British Gas, (ii) the stable, long-

term cash flows, (iii) minimal maintenance capital requirements, (iv) dual 

docks, (v) the absence of commodity price exposure and (vi) significant 

natural gas take-away capacity with access to numerous substantial 

pipelines. 

Closic Aff. Ex. 5 at EPP0012.  The minutes recite that the Conflicts Committee discussed 

“how the valuation of the [interests] could be affected by the projected growth [of less 

than 1%] and the stability of the cash flows, which were impacted by the firm, long-term, 



11 

demand charge contracts, as well as the related credit analysis, including the substantial 

sponsor support from Shell and British Gas.”  Id.  The plaintiffs argue that by stressing 

the “long-term” nature of the Service Agreements and the “substantial” guarantees and 

support from Shell and British Gas, the El Paso Parent representatives and Tudor misled 

the Conflicts Committee about the value of those agreements. 

The Conflicts Committee next met on February 24, 2010, when Tudor presented 

its preliminary financial analysis.  Tudor‟s analysis addressed (i) the cash flow accretion 

of the proposed transaction, (ii) factors affecting the value/yield of El Paso MLP units, 

(iii) a summary of the current state of the public capital markets, (iv) recent midstream 

drop-down transactions comparable to the proposed transaction, (v) Tudor‟s preliminary 

valuation analysis, and (vi) the pro forma impact of the proposed transaction on El Paso 

MLP.  Tudor‟s preliminary valuation analysis included a discounted cash flow analysis, a 

transaction comparables analysis, and a publicly traded company comparables analysis.  

The Conflicts Committee focused primarily on the discounted cash flow analysis.  

According to the minutes, the Conflicts Committee discussed that “due to the nature and 

quality of the assets . . . , the [Drop-Down] likely could have a positive affect [sic] on the 

Partnership‟s credit rating.”  Id. at EPP0017.  The plaintiffs assert that the continued 

emphasis on the quality of the Southern LNG and Elba Express assets demonstrates that 

the Conflicts Committee did not fully understand how easily Shell and British Gas could 

walk away from the Services Agreement and the limited coverage provided by the 

guarantees.   
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The Conflicts Committee met again on March 2, 2010.  Tudor had updated its 

financial analysis to address questions previously raised by the Conflicts Committee.  In 

discussing the Drop-Down‟s probable impact on El Paso MLP‟s credit rating, Tudor 

explained that members of El Paso MLP had met with the Fitch, Moody‟s, and S&P 

ratings agencies, and the ratings agencies were “cautiously optimistic about the 

possibility of receiving in the near future a ratings upgrade to an „investment grade‟ 

rating.”  Closic Aff. Ex. 5 at EPP0023.  In addition, the Conflicts Committee asked, 

hypothetically, whether Tudor would be a buyer at the 10.8x EBITDA multiple implied 

by the Drop-Down.  According to the minutes, Tudor advised that “a 10.8x EBITDA 

multiple tended to be higher than the average multiples applicable to more recent M&A 

transactions in [the] midstream sector” but that “such a multiple was consistent with the 

lower risk profile of [Southern LNG and Elba Express].”  Id.  Given their assessment of 

the Services Agreements, the plaintiffs disagree that the Southern LNG and Elba Express 

assets had a “lower risk profile.” 

After the meeting on March 2, 2010, Reichstetter met with representatives of El 

Paso Parent to negotiate the transaction price.  After some limited back and forth, they 

agreed upon consideration of $963 million, consisting of $661 million in cash, common 

units of El Paso MLP worth $149 million, and the assumption by El Paso MLP of a 51% 

share of the $300 million of outstanding debt owed by Southern LNG and Elba Express.  

The parties later agreed to value the common units at $27.87 per unit, representing the 

highest of the average of the volume-weighted average prices of the common units for the 

5-, 10-, and 20-day trading periods ending on March 23, 2010.  Dividing the agreed-upon 
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figure of $149 million by the price of $27.87 resulted in the issuance of 5,346,251 

common units to El Paso Parent. 

On March 17, 2010, the Conflicts Committee met and received an updated 

valuation analysis from Tudor.  The materials addressed the implied return on El Paso 

MLP‟s potential investment and suggested that it would exceed the implied return that 

might typically be associated with a long-term firm contract with either Shell or British 

Gas.  The materials also addressed counterparty credit risk associated with the Southern 

LNG and Elba Express contracts.  Akin Gump provided a presentation on the current and 

historical credit ratings of Shell and British Gas and on issues relating to applicable 

FERC regulations. 

On March 24, 2010, the Conflicts Committee met for the fifth and final time.  

Tudor again delivered an updated analysis.  The valuation summary, or “football field,” 

showed that El Paso Parent‟s offer price for Southern LNG and Elba Express fell within 

or below the range of values established by Tudor‟s chosen valuation metrics.  Tudor 

opined that the proposed transaction was “fair, from a financial point of view, to the 

holders of the Common Units of [El Paso MLP], other than [the General Partner] and its 

affiliates.”  Id. at EPP0057.  The Conflicts Committee then unanimously approved 

resolutions recommending that El Paso MLP enter into the Drop-Down.  As part of the 

resolutions, the Conflicts Committee  

determined that the [Drop-Down] is fair and reasonable to the Partnership 

and to the holders of common units of the Partnership other than the 

General Partner and its affiliates, in each case, taking into account the 

totality of the relationships between the parties involved (including other 
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transactions that may be particularly favorable or advantageous to the 

Partnership). 

Id. at EPP0042.  The Conflicts Committee also “approve[d] the [Drop-Down] . . . 

pursuant to Section 7.9(a) of the [LP] Agreement relating to „Special Approval.‟”  Id.  

Later that day, the GP Board adopted the Conflicts Committee‟s recommendation.   

On March 25, 2010, El Paso MLP announced that it had agreed to the Drop-

Down.  The transaction closed shortly thereafter. 

E. El Paso Parent Declines To Exercise A Right Of First Refusal For Gulf LNG. 

Unbeknownst to the Conflicts Committee, at the same time that El Paso Parent 

was proposing to sell LNG assets to El Paso MLP and touting their value, El Paso Parent 

was turning down an opportunity to buy LNG assets for itself.  El Paso Parent held a 50% 

interest in Gulf LNG, an entity that owned a LNG terminal in Pascagoula, Mississippi.  

El Paso Parent also managed Gulf LNG and had a right of first refusal on a 30% interest 

in Gulf LNG that a third party was proposing to sell to GE Capital.   

When El Paso Parent emailed its opening proposal for the Drop-Down to the 

members of the GP Board on February 9, 2010, defendants Sult, Yardley, and Leland 

knew that GE Capital had agreed to purchase 30% of Gulf LNG.  Later that same day, 

Sult and Yardley received an internal presentation showing that the price GE Capital had 

agreed to pay implied an EBITDA multiple of 9.1x.  After reviewing the presentation, 

Sult sent an email to Leland describing Gulf LNG‟s finances as “[n]ot a pretty picture.”  

Affidavit of Jeffrey H. Squire dated Oct. 29, 2013 (the “Squire Aff.”) Ex. 87.  El Paso 

Parent declined to exercise its right of first refusal. 
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 During the negotiation of the Drop-Down, the Conflicts Committee did not know 

about the proposed Gulf LNG transaction, the implied EBITDA multiple for that deal, or 

El Paso Parent‟s decision not to exercise its right of first refusal at that price.  El Paso 

Parent and the members of the GP Board who knew about the proposed transaction did 

not disclose its existence or any of its details to the Conflicts Committee.   

According to the plaintiffs, the fact that El Paso Parent decided not to acquire an 

LNG asset at a lower implied EBITDA multiple while at the same time selling its own 

LNG assets to El Paso MLP for a higher implied EBITDA multiple was highly material 

information that should have been provided to the Conflicts Committee.  The plaintiffs 

contend that the Gulf LNG deal illustrated arm‟s-length pricing for a comparable LNG 

asset, such that the Conflicts Committee‟s decision to buy a similar LNG asset at a 

significantly higher implied EBITDA multiple gives rise to an inference of bad faith.  

The plaintiffs also argue that El Paso Parent‟s concealment of the information from the 

Conflicts Committee means that Special Approval was not properly obtained. 

F. Post-Transaction Events  

Both sides have relied on post-transaction events.  The defendants have cited 

various after-the-fact developments in an effort to confirm the wisdom of the Conflicts 

Committee‟s decision to approve the Drop-Down.  The plaintiffs have identified different 

post-transaction events in an attempt to support an inference that the Conflicts Committee 

acted in bad faith.  Under Delaware law, business decisions are not judged by hindsight.  

The defendants‟ actions must stand or fall based on what they knew and did at the time.  



16 

G. This Litigation 

On December 22, 2011, the plaintiffs filed a lawsuit challenging the Drop-Down.  

The plaintiffs later filed a second suit challenging the November 2010 transaction in 

which El Paso Parent sold El Paso MLP assets that included the remaining 49% interests 

in Southern LNG and Elba Express.  On March 4, 2013, the two actions were 

consolidated.  A consolidated complaint was never filed.  Instead, both complaints were 

designated as operative pleadings for the consolidated action (respectively, the “First 

Complaint” and the “Second Complaint”).   

Count I of each complaint asserted that by engaging in the pertinent drop-down 

transaction, the defendants violated their express contractual obligations and the implied 

covenant of good faith and fair dealing.  Count II of each complaint asserted that any 

defendant not directly liable for breach of contract was secondarily liable for aiding and 

abetting the breaches of contract.  Count III of each complaint asserted that any defendant 

not directly liable for breach of contract tortiously interfered with the plaintiffs‟ 

contractual rights.  Count IV of each complaint alleged that El Paso Parent was unjustly 

enriched.   

On February 21, 2012, before the Second Complaint had been filed, the 

defendants moved to dismiss the First Complaint.  On October 26, the court heard 

argument on the motion.  Ruling from the bench, the court granted the motion to dismiss 

as to Count IV and decided one narrow aspect of Count I.  The court denied the motion as 

to the remainder of Count I and all of Counts II and III.   
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In dismissing Count IV of the First Complaint in its entirety, the court held that the 

allegations of the complaint supported only two alternatives.  Either the defendants 

complied with their contractual obligations, in which case there was no unjust 

enrichment, or the defendants breached their contractual obligations, in which case the 

appropriate claim was for breach of contract.  Count IV therefore failed to state a claim. 

As to Count I of the First Complaint, the court ruled on only one narrow aspect of 

the breach of contract claim.  In paragraph 99 of the First Complaint, the plaintiffs 

alleged that the members of the Conflicts Committee failed to meet the independence 

requirements set forth in the LP Agreement, such that they could not have given Special 

Approval.  After reviewing the allegations of the complaint and considering the language 

of the LP Agreement, the court held that the complaint did “not plead facts which suggest 

that any member of the [Conflicts Committee] was disqualified.”  Brinckerhoff v. El Paso 

Pipeline GP Co., C.A. No. 7141-CS, at 52 (Del. Ch. Oct. 26, 2012) (TRANSCRIPT).   

The plaintiffs have not challenged or sought to revisit these rulings, which are law 

of the case for purposes of both the First Complaint and the Second Complaint.  Most 

pertinently for this decision, it is undisputed that the Conflicts Committee was duly 

constituted and met the requirements of the LP Agreement. 

After the hearing on the motion to dismiss the First Complaint, the parties 

proceeded with discovery.  After completing fact and expert discovery, the defendants 

moved for summary judgment in their favor, and the plaintiffs cross moved for summary 

judgment as to liability.  The trial was deferred to permit the court to rule on the cross 

motions.  This decision rules on the motions only to the extent they address the March 
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2010 drop-down challenged in the First Complaint.  This decision does not address the 

November 2010 drop-down challenged in the Second Complaint. 

II. LEGAL ANALYSIS 

Under Court of Chancery Rule 56, summary judgment “shall be rendered 

forthwith” if “there is no genuine issue as to any material fact and . . . the moving party is 

entitled to a judgment as a matter of law.”  Ct. Ch. R. 56(c).  The moving party bears the 

initial burden of demonstrating that, even with the evidence construed in the light most 

favorable to the non-moving party, there are no genuine issues of material fact.  Brown v. 

Ocean Drilling & Exploration Co., 403 A.2d 1114, 1115 (Del. 1979).  If the moving 

party meets this burden, then to avoid summary judgment the non-moving party must 

“adduce some evidence of a dispute of material fact.”  Metcap Sec. LLC v. Pearl Senior 

Care, Inc., 2009 WL 513756, at *3 (Del. Ch. Feb. 27, 2009), aff’d, 977 A.2d 899 (Del. 

2009) (TABLE); accord Brzoska v. Olson, 668 A.2d 1355, 1364 (Del. 1995). 

On an application for summary judgment, “the court must view the evidence in the 

light most favorable to the non-moving party.”  Merrill v. Crothall-American, Inc., 606 

A.2d 96, 99 (Del. 1992).  “Any application for such a judgment must be denied if there is 

any reasonable hypothesis by which the opposing party may recover, or if there is a 

dispute as to a material fact or the inferences to be drawn therefrom.”  Vanaman v. 

Milford Mem’l Hosp., Inc., 272 A.2d 718, 720 (Del. 1970).   

[T]he function of the judge in passing on a motion for summary judgment 

is not to weigh evidence and to accept that which seems to him to have the 

greater weight.  His function is rather to determine whether or not there is 

any evidence supporting a favorable conclusion to the nonmoving party.  
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When that is the state of the record, it is improper to grant summary 

judgment. 

Cont’l Oil Co. v. Pauley Petroleum, Inc., 251 A.2d 824, 826 (Del. 1969).  “The test is not 

whether the judge considering summary judgment is skeptical that [the non-movant] will 

ultimately prevail.”  Cerberus Int’l, Ltd. v. Apollo Mgmt., L.P., 794 A.2d 1141, 1150 

(Del. 2002).  “If the matter depends to any material extent upon a determination of 

credibility, summary judgment is inappropriate.”  Id.  When a party‟s state of mind is at 

issue, a credibility determination is “often central to the case.”  Johnson v. Shapiro, 2002 

WL 31438477, at *4 (Del. Ch. Oct. 18, 2002). 

“There is no „right‟ to a summary judgment.”  Telxon Corp. v. Meyerson, 802 

A.2d 257, 262 (Del. 2002).  When confronted with a Rule 56 motion, the court may, in its 

discretion, deny summary judgment if it decides upon a preliminary examination of the 

facts presented that it is desirable to inquire into and develop the facts more thoroughly at 

trial in order to clarify the law or its application.  See, e.g., Cerberus, 794 A.2d at 1150; 

Alexander Indus., Inc. v. Hill, 211 A.2d 917, 918-19 (Del. 1965).      

A. Breach Of The Express Terms Of The LP Agreement 

Count I of the First Complaint contends that the defendants breached both their 

express and implied contractual obligations.  This section addresses the express 

obligations.  Part II.B, infra, addresses the implied obligations.  

1. The Proper Defendant 

As a threshold matter, summary judgment on Count I of the First Complaint is 

granted in favor of all defendants other than the General Partner.  Count I asserts a claim 
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for breach of contract.  “It is a general principle of contract law that only a party to a 

contract may be sued for breach of that contract.”  Gotham P’rs, L.P. v. Hallwood Realty 

P’rs, L.P., 817 A.2d 160, 172 (Del. 2002).  The General Partner is the only defendant that 

was a party to the contract.  The defendants other than the General Partner were not 

parties to the LP Agreement and are entitled to summary judgment on Count I. 

2. The Operative Contractual Framework 

To determine whether the evidence supports a potential breach of the LP 

Agreement, it is necessary to understand the operative contractual framework.  Section 

7.9(e) of the LP Agreement eliminates all common law duties that the General Partner 

and the Individual Defendants might otherwise owe to El Paso MLP and its limited 

partners, including fiduciary duties.  The LP Agreement replaces those duties with 

contractual commitments.  A high-level overview of the structure of the LP Agreement 

reveals that it divides the decisions that the General Partner might make into three broad 

categories:  (i) decisions made by the General Partner in its individual capacity, 

(ii) decisions made by the General Partner in its capacity as the General Partner that do 

not involve a conflict of interest, and (iii) decisions made by the General Partner in its 

capacity as the General Partner that involve a conflict of interest.  Each type of decision 

has its own contractual standard. 

For decisions that the General Partner makes in its individual capacity, the LP 

Agreement states that the General Partner does not owe any duty to El Paso MLP or any 

of the limited partners, can act in its own interest, and does not have to believe in good 
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faith that its actions are in the best interests of El Paso MLP.  Section 7.9(c) sets forth the 

relevant contractual language: 

Whenever the General Partner makes a determination or takes or declines to 

take any other action . . . in its individual capacity as opposed to in its 

capacity as the general partner of the Partnership, . . . then the General 

Partner . . . [is] entitled, to the fullest extent permitted by law, to make such 

determination or to take or decline to take such other action free of any duty 

(including any fiduciary duty) or obligation whatsoever to the Partnership, 

any Limited Partner or Assignee, . . . and the General Partner . . . shall not, 

to the fullest extent permitted by law, be required to act in good faith or 

pursuant to any other standard imposed by this Agreement . . . [or] any 

other agreement contemplated hereby or under the Delaware Act or any 

other law, rule or regulation or at equity. 

LPA § 7.9(c).   

For decisions the General Partner makes in its capacity as the General Partner that 

do not involve a conflict of interest, the General Partner must only believe in good faith, 

subjectively, that its actions are in the best interests of El Paso MLP.  Section 7.9(b) sets 

forth the relevant contractual language: 

Whenever the General Partner makes a determination or takes or declines to 

take any other action . . . in its capacity as the general partner of the 

Partnership as opposed to in its individual capacity . . . then, unless another 

express standard is provided for in this Agreement, the General Partner . . . 

shall make such determination or take or decline to take such other action 

in good faith and shall not be subject to any other or different standards 

(including fiduciary standards) . . . .  In order for a determination or other 

action to be in “good faith” for purposes of this Agreement, the Person or 

Persons making such determination or taking or declining to take such 

other action must believe that the determination or other action is in the 

best interests of the Partnership. 

Id. § 7.9(b).   

At first blush, this standard appears to apply to all decisions made by the General 

Partner in its capacity as the General Partner.  Analytically, however, Section 7.9(b) 
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applies only to decisions made by the General Partner in its capacity as the General 

Partner that do not involve a conflict of interest, because Section 7.9(b) states that the 

standard it sets forth will apply “unless another express standard is provided for in this 

Agreement.”  Id.  When a decision involves a potential conflict of interest on the part of 

the General Partner, Section 7.9(a) provides “another express standard.”  See id. § 7.9(a).   

Under Section 7.9(a), if the General Partner takes action in its capacity as the 

General Partner, and the action involves a conflict of interest, then the action will be 

“permitted and deemed approved by all Partners” and “not constitute a breach” of the LP 

Agreement or “any duty stated or implied by law or equity” as long as the General 

Partner proceeds in one of four contractually specified ways.  Id.  The relevant 

contractual language states: 

Unless otherwise expressly provided in this Agreement . . . , whenever a 

potential conflict of interest exists or arises between the General Partner 

. . . , on the one hand, and the Partnership . . . , any Partner or any Assignee, 

on the other, any resolution or course of action by the General Partner . . . 

in respect of such conflict of interest shall be permitted and deemed 

approved by all Partners, and shall not constitute a breach of this 

Agreement, . . . or of any duty stated or implied by law or equity, if the 

resolution or course of action in respect of such conflict of interest is 

(i) approved by Special Approval, (ii) approved by the vote of a majority of 

the Outstanding Common Units (excluding Common Units owned by the 

General Partner and its Affiliates), (iii) on terms no less favorable to the 

Partnership than those generally being provided to or available from 

unrelated third parties or (iv) fair and reasonable to the Partnership, taking 

into account the totality of the relationships between the parties involved 

(including other transactions that may be particularly favorable or 

advantageous to the Partnership).   

Id.  Because the four contractually specified ways constitute an express standard 

“provided for in this Agreement,” Section 7.9(a) takes a decision involving a conflict of 
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interest outside the scope of the general decision-making discretion granted to the 

General Partner under Section 7.9(b).
1
   

Notably, Section 7.9(a) has its own introductory phrase—“[u]nless otherwise 

expressly provided in this Agreement”—which is itself important, because for certain 

types of transactions that involve a conflict of interest on the part of the General Partner, 

the LP Agreement sets forth a separate and even more specific contractual standard.  For 

example, Section 7.5 governs the outside activities of the General Partner, covering 

matters that traditionally would fall under the heading of the corporate opportunity 

doctrine.  See LPA § 7.5.  Section 7.6 of the LP Agreement addresses loans by the 

General Partner to the Partnership or its subsidiaries, and Section 7.7 addresses 

indemnification of the General Partner (and other indemnitees) by the Partnership.  See 

id. §§ 7.6, 7.7.  The introductory clause to Section 7.9(a) does not create a recursive loop 

with Section 7.9(b).  Instead, it recognizes that the LP Agreement establishes a hierarchy 

of contractual standards ranging from the general to the specific and that in each case the 

most specific standard applies. 

                                              

 
1
 See, e.g., Gelfman v. Weeden Investors, L.P., 792 A.2d 977, 990 (Del. Ch. 2001) 

(holding that specific provision governing conflict-of-interest transactions controlled in lieu of 

general provision addressing non-conflicted transaction); Sonet v. Timber Co., 722 A.2d 319, 

325 (Del. Ch. 1998) (holding that specific provision in limited partnership agreement controlled 

over more general provision).  See generally DCV Hldgs., Inc. v. ConAgra, Inc., 889 A.2d 954, 

961 (Del. 2005) (“Specific language in a contract controls over general language [and thus] the 

specific provision ordinarily qualifies the meaning of the general one.”); Wood v. Coastal States 

Gas Corp., 401 A.2d 932, 941 (Del. 1979) (citing the “familiar and well-settled rule[] of 

construction” that specific contractual provisions control over more general ones); accord 11 

Richard A. Lord, Williston on Contracts § 32:10 (4th ed. 1999) (“Where general and specific 

clauses conflict, the specific clause governs the meaning of the contract.”). 
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Because El Paso Parent controlled El Paso MLP through the General Partner, and 

because El Paso Parent owned the assets that El Paso MLP would purchase in the Drop-

Down, El Paso Parent‟s proposals involved a conflict of interest for the General Partner.  

The Drop-Down therefore implicated the contractual requirements of Section 7.9(a).  To 

comply with the LP Agreement, the General Partner had to proceed in one of the four 

contractually specified ways.  The General Partner chose to proceed by Special Approval, 

so this decision concentrates on that path. 

The LP Agreement defines Special Approval as “approval by a majority of the 

members of the Conflicts Committee acting in good faith.”  LPA § 1.1.  The LP 

Agreement defines “good faith” for purposes of a decision by the Conflicts Committee in 

terms of the members‟ belief that the decision is in the best interests of El Paso MLP.  

The pertinent contractual language states:   

Whenever the Conflicts Committee makes a determination or takes or 

declines to take any other action, it shall make such determinations or take 

or decline to take such other action in good faith and shall not be subject to 

any other or different standards (including fiduciary standards) . . . .  In 

order for a determination or other action to be in “good faith” for purposes 

of this Agreement, the Person or Persons making such determination or 

taking or declining to take such other action must believe that the 

determinations or other action is in the best interests of the Partnership. 

Id. § 7.9(b).   

Under Delaware law, the standard for good faith that applies to the Conflicts 

Committee requires a subjective belief that the determination or other action is in the best 

interests of El Paso MLP.  In construing identical language in another limited partnership 

agreement, the Delaware Supreme Court held that “an act is in good faith if the actor 
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subjectively believes that it is in the best interests of [the partnership].”  Allen v. Encore 

Energy P’rs, L.P., 72 A.3d 93, 104 (Del. 2013).  The language therefore establishes a 

subjective good faith standard and “eschews an objective standard when interpreting the 

unqualified term „believes.‟”  Id.  

3. The Application Of The Subjective Good Faith Standard 

Under the subjective good faith standard, “the ultimate inquiry must focus on the 

subjective belief of the specific directors accused of wrongful conduct.”  Encore Energy, 

72 A.3d at 107.  The Delaware Supreme Court has admonished that when applying the 

subjective belief standard, “[t]rial judges should avoid replacing the actual directors with 

hypothetical reasonable people.”  Id.  Nevertheless, because science has not yet 

developed a reliable method of reading minds, objective facts are logically and legally 

relevant to the extent they permit an inference that the defendants lacked the necessary 

subjective belief.  Id.  The high court has provided illustrations of this concept: 

Some actions may objectively be so egregiously unreasonable . . . that they 

“seem[] essentially inexplicable on any ground other than [subjective] bad 

faith.”  It may also be reasonable to infer subjective bad faith in less 

egregious transactions when a plaintiff alleges objective facts indicating 

that a transaction was not in the best interests of the partnership and that the 

directors knew of those facts.  Therefore, objective factors may inform an 

analysis of a defendant‟s subjective belief to the extent they bear on the 

defendant‟s credibility when asserting that belief. 

. . . [T]he ultimate inquiry must focus on the subjective belief of the 

specific directors accused of wrongful conduct.  The directors‟ personal 

knowledge and experience will be relevant to a subjective good faith 

determination, which must focus on measuring the directors‟ approval of a 

transaction against their knowledge of the facts and circumstances 

surrounding the transaction.   

Id. (first two alterations in original and footnote omitted).   
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The Encore Energy decision discussed the subjective good faith standard as 

applied at the pleadings stage.  The same legal principles apply at the summary judgment 

stage, but the procedural standard changes.  Summary judgment should be granted “if the 

pleadings, depositions, answers to interrogatories and admissions on file, together with 

the affidavits, if any, show that there is no genuine issue as to any material fact and that 

the moving party is entitled to a judgment as a matter of law.”  Ct. Ch. R. 56(c).  In lieu 

of pled facts, therefore, the plaintiff must provide some evidence to support its position.  

Consequently, under the principles outlined in Encore Energy, to defeat a motion for 

summary judgment, the plaintiff must point to some evidence from which the court 

reasonably could infer subjective bad faith.  If the plaintiff can meet this burden, a 

credibility assessment becomes necessary to determine the defendant‟s state of mind.  

Johnson, 2002 WL 31438477, at *4.  “In such cases, the court should evaluate the 

demeanor of the witnesses whose states of mind are at issue during examination at trial.”  

Id.  

In this case, the plaintiffs contend that the members of the Conflicts Committee 

failed to appreciate how easy it would be for Shell and British Gas to walk away from the 

Service Agreements, that Shell and British Gas would have a significant economic 

incentive to do so given the weakness in the domestic gas market, and that the value of 

the projected revenue under the Service Agreements had to be discounted significantly in 

light of that risk.  The plaintiffs also fault the Special Committee for failing to take into 

account the fact that on February 9, 2010, the same day El Paso Parent made its initial 

proposal to sell LNG assets to El Paso MLP at a multiple of 12.2x EBITDA, El Paso 
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Parent was analyzing and later decided not to exercise a right to purchase a 30% interest 

in Gulf LNG at 9.1x EBITDA.  As additional evidence of the Conflicts Committee‟s bad 

faith, the plaintiffs cite an email Kuehn sent early in the process in which he suggested an 

EBITDA multiple well below where the Conflicts Committee began negotiating and 

ultimately ended up.  The plaintiffs also rely on two expert reports. 

a. The Service Agreements 

The plaintiffs focus primarily on the risk that Shell and British Gas would walk 

away from the Service Agreements.  They have introduced evidence that, if credited, 

would establish that by the first quarter of 2010, a thriving domestic supply of natural gas 

was having a negative effect on LNG imports.  Shortly after opining on the fairness of the 

Drop-Down, Tudor published a report on the LNG market that observed that “shale [gas] 

production has made a mockery of previous estimates of US LNG imports” and that “US 

regasification facilities are likely to run at very low utilization rates as long as shale 

growth continues.”  Squire Aff. Ex. 212 at 5, 46.  The plaintiffs also have introduced 

evidence establishing that the contractual counterparties to the Service Agreements were 

corporate shells and that only 17% of the projected revenue from the Service Agreements 

was guaranteed by entities with meaningful assets.  Despite these limitations, the 

Conflicts Committee and Tudor valued the Service Agreements based on 100% of their 

projected revenue, without any discounting for the risk of breach. 

The record establishes that there is no genuine dispute about whether the Conflicts 

Committee understood the state of the natural gas market.  The members of the Conflicts 

Committee had extensive experience in the energy industry, and they received 
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presentations about the condition of the natural gas market.  No reasonable fact-finder 

could conclude that the members of the Conflicts Committee lacked information about or 

failed to understand the dynamics of the natural gas market, the implications of domestic 

shale gas exploration for the LNG market, and other similar factors. 

The record likewise establishes that the Conflicts Committee was informed about 

the terms of the Service Agreements, the credit profile of the counterparties, and the 

limited scope of the guarantees.  Record evidence shows that the Conflicts Committee 

and Tudor focused on these issues and conducted due diligence to understand them.  The 

plaintiffs have used excerpts from the directors‟ deposition testimony to suggest that the 

members of the Conflicts Committee overestimated the extent to which the Service 

Agreement revenue was guaranteed.  Viewed in the light most favorable to the plaintiffs, 

this testimony establishes for purposes of summary judgment that the members of the 

Conflicts Committee did not fully understand the limitations on the guarantees and 

believed that the guarantees covered a much higher portion of the projected revenue than 

they actually did.   

Wrapping everything together, the plaintiffs contend that the members of the 

Conflicts Committee consciously disregarded the level of risk inherent in the Service 

Agreements and acted in bad faith by valuing the revenue as if it were fully guaranteed.  

Contrary to the plaintiffs‟ position, the record evidence establishes that the Conflicts 

Committee considered the revenue risk.  Unlike the plaintiffs, the members of the 

Conflicts Committee believed that the guarantees were meaningful and that even if the 

guarantees covered only a portion of the Service Agreements‟ revenue, neither Shell nor 
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British Gas would default.  The Conflicts Committee saw little to no risk in the 

agreements because of El Paso MLP‟s ongoing relationships with Shell and British Gas, 

the interests that Shell and British Gas have in maintaining the availability of shipping 

and storage capacity, and the importance to Shell and British Gas of having a reputation 

for fulfilling their contracts.   

What the plaintiffs really dispute is the weight the Conflicts Committee should 

have given to risks that both the Conflicts Committee and the plaintiffs identified.  

Reasonable minds could disagree about the judgment made by the Conflicts Committee, 

but the Conflicts Committee‟s judgment was not so extreme that it could support a 

potential finding of bad faith, nor was the committee‟s process sufficiently egregious to 

support such an inference.
2
  No reasonable fact-finder could conclude that the Conflicts 

Committee lacked a good faith belief in its assessment of the value of the Service 

Agreements.  See, e.g., Encore Energy, 72 A.3d at 108-09; see also Atlas Energy, 2010 

WL 4273122, at *15 (“Whether [the Chairman and CEO‟s] belief was correct is not 

relevant under the [subjective good faith] standard prescribed by the LLC Agreement.”).   

                                              

 
2
 See Encore Energy, 72 A.3d at 108 (holding that allegations that a conflicts committee 

may have negotiated poorly did not suggest an inference of subjective bad faith); Brinckerhoff v. 

Enbridge Energy Co., 2011 WL 4599654, at *10 (Del. Ch. Sept. 30, 2011) (dismissing claim that 

conflicts committee acted in bad faith where committee met with financial and legal advisors to 

consider transaction), aff’d, 67 A.3d 369 (Del. 2013); In re Atlas Energy Res., LLC, 2010 WL 

4273122, at *14 (Del. Ch. Oct. 28, 2010) (dismissing cause of action against directors and 

officers where the complaint alleged that members of the conflicts committee “failed even to 

look at all of its options or to negotiate the best deal available” and holding that such allegations 

“[did] not suggest the type of subjective bad faith required to state a claim under the duty 

imposed by [a Special Approval provision]”).   
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b. El Paso Parent’s Decision Not To Invest In Gulf LNG 

The plaintiffs next attack the Drop-Down based on the contemporaneous 

transaction involving Gulf LNG.  El Paso Parent managed Gulf LNG, held a 50% interest 

in the entity, and had a right of first refusal on the 30% interest that GE Capital was 

interested in purchasing.  On February 9, 2010, when El Paso Parent sent its opening 

proposal for the Drop-Down to the members of the GP Board, defendants Sult, Yardley, 

and Leland knew that GE Capital had proposed to purchase a 30% interest in Gulf LNG 

for 9.1x EBITDA.  El Paso Parent declined to exercise its right of first refusal. 

During the negotiation of the Drop-Down, the Conflicts Committee was unaware 

of the proposed Gulf LNG transaction, the implied EBITDA multiple, and El Paso 

Parent‟s decision not to buy at that price.  Neither El Paso Parent nor the members of the 

GP Board who knew about the proposed transaction disclosed its existence or any of the 

details about the Gulf LNG transaction to the Conflicts Committee.   

The plaintiffs contend that El Paso Parent‟s decision not to acquire an LNG asset 

at a 9.1x EBITDA multiple while at the same time proposing to sell its own LNG assets 

to El Paso MLP at a 12.2x EBITDA multiple supports an inference that the Drop-Down 

was approved in bad faith.  The plaintiffs first argue that because El Paso Parent 

concealed information from the Conflicts Committee, Special Approval for the Drop-

Down was not properly obtained.  But the subjective good faith of the members of the 

Conflicts Committee cannot be challenged based on information that the plaintiffs admit 

the members did not have.  The contractual language of the Special Approval provision 

turns only on the subjective good faith of the Conflicts Committee.  It does not address 
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whether Special Approval is valid if the General Partner withholds information from the 

Conflicts Committee.  That gap in the LP Agreement must be filled, if necessary, by the 

implied covenant of good faith and fair dealing. 

For purposes of the Drop-Down, the plaintiffs fare no better when arguing that the 

Gulf LNG deal illustrates arm‟s-length pricing such that the Conflicts Committee‟s 

decision to buy LNG assets at a significantly higher EBITDA multiple gives rise to an 

inference of bad faith.  A sufficiently egregious differential in pricing or terms can 

support an inference of bad faith.  Encore Energy, 72 A.3d at 107; see also Gelfman, 792 

A.2d at 990 (holding that terms of conflict-of-interest transaction were sufficiently 

extreme to support a pleading-stage inference of bad faith).   

After negotiation, El Paso MLP paid 11.1x EBITDA in the Drop-Down, which 

was the highest multiple it had ever paid.  If the plaintiffs are correct that the Gulf LNG 

transaction and the Drop-Down were comparable, then El Paso MLP purchased LNG 

assets in a self-dealing transaction for 22% more than the price at which El Paso Parent 

declined to buy from a third party for its own account. 

If the Conflicts Committee or its advisors knew about the Gulf LNG data point 

contemporaneously with the Drop-Down, then the pricing disparity might be sufficient to 

support an inference of bad faith when evaluated under the current procedural standard.  

Such a ruling would not mean that the defendants would lose and be held liable, only that 

a trial would be necessary to resolve a disputed question of fact as to their intent.  In this 

case, however, the plaintiffs admit that the Conflicts Committee did not know about the 

Gulf LNG data point for purposes of the Drop-Down.  That concession is dispositive.  
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c. Kuehn’s Initial Pricing Expectations 

The plaintiffs also argue with respect to the Drop-Down that Kuehn came to the 

conclusion on March 1, 2010, that a fair multiple to pay in the Drop-Down would be 8.5x 

to 9x EBITDA, well below the 11.1x that El Paso MLP ultimately agreed to pay.  Squire 

Aff. Ex. 25.  When Reichstetter opened negotiations with El Paso Parent, he responded to 

El Paso Parent‟s offer of 12.2x EBITDA by starting at 10.5x, well above Kuehn‟s 

suggested range.  The plaintiffs point out that the Conflicts Committee could not have 

expected to end up in Kuehn‟s range by starting so far above it. 

As with the Conflicts Committee‟s assessment of the Service Agreements, 

reasonable minds could disagree over the Conflicts Committee‟s negotiating strategy, but 

the strategy was not so extreme that it could support a potential finding of bad faith.  

Likewise, the fact that El Paso MLP ultimately paid a higher multiple than what Kuehn 

initially believed appropriate is insufficient to support such a finding.  Kuehn‟s belief 

reflected his preliminary assessment of value, and he continued his email by noting that 

“[t]he info in paragraph 1 of Scott‟s 2/24 email may produce a different result . . . .”  Id.  

In arriving at the final transaction price, the Conflicts Committee relied on numerous 

other factors, including Tudor‟s analyses.   

d. The Plaintiffs’ Expert Reports 

The plaintiffs finally attack the good faith of the Conflicts Committee with two 

expert reports.  Neither provides meaningful support for the plaintiffs‟ claims. 

The first report was submitted by Gilbert E. Matthews, who opined that the 

Conflicts Committee breached the contractual good faith standard established in the LP 
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Agreement.  The Matthews opinion is not entitled to any weight.  First, it is an 

impermissible legal opinion that purports to address the legal issue that the court has been 

asked to decide.  See In re Walt Disney Co. Deriv. Litig., 2004 WL 550750, at *1 n.3 

(Del. Ch. Mar. 9, 2004) (excluding expert report that opined the defendants breached 

their fiduciary duties and recognizing that “Delaware law requires „exclusion of expert 

testimony that expresses a legal opinion‟”).  Second, Matthews testified that he did not 

know how the term “good faith” was defined in the LP Agreement.  He applied an 

objective good faith standard, not the subjective good faith standard established in the LP 

Agreement.   

The other expert report came from Zachary Nye.  Rather than opining on the issue 

of good faith, Nye valued the assets that El Paso MLP acquired on the premise that there 

was “not negligible” risk of counterparty default under the Service Agreements.  Nye 

divided the cash flow streams from Southern LNG and Elba Express into a guaranteed 

stream and a non-guaranteed stream.  He then accounted for the default risk by using 

option pricing theory to estimate the cost of capital to be applied to the non-guaranteed 

cash flows.  His method makes sense, but it is not an industry standard practice for 

valuing similar assets.  Nye‟s method might well be theoretically correct, but the failure 

of the Conflicts Committee and Tudor to invent the same analysis and deploy it does not 

support a reasonable inference of bad faith. 

e. Summary Judgment On Count I For The Drop-Down 

The plaintiffs have not cited record evidence which, when viewed in the light most 

favorable to the plaintiffs, is sufficient to give rise to a dispute of fact about whether the 
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members of the Conflicts Committee subjectively believed in good faith that the Drop-

Down was in the best interests of the Partnership.  Summary judgment is therefore 

granted in favor of the General Partner, as well as the other defendants, on Count I as to 

the claim that the Drop-Down violated the express requirements of the LP Agreement. 

B. Breach Of The Implied Terms Of The LP Agreement 

In addition to contending that the defendants breached their express contractual 

obligations under the LP Agreement, Count I of the First Complaint asserts that the 

defendants violated unwritten obligations supplied by the implied covenant of good faith 

and fair dealing.  Because a claim for breach of the implied covenant of good faith and 

fair dealing is a claim for breach of contract, the General Partner is the only defendant 

potentially liable on this claim.  See Part II.A.1, supra.  Summary judgment is granted to 

the General Partner because the plaintiffs have not presented evidence sufficient to 

support a claim for breach of an implied provision. 

1. The Definition Of “Good Faith” Is Not Controlling. 

The defendants initially try to defeat the implied covenant claim by arguing that 

the LP Agreement expressly defines the term “good faith,” leaving no room for the 

implied covenant.  According to the defendants, the implied covenant does not apply 

because the LP Agreement makes “good faith” the standard for evaluating whether the 

Conflicts Committee validly gave Special Approval and further defines “good faith” as 

subjective good faith.  The defendants argue that when the parties have “agreed how to 

proceed under a future state of the world” (i.e., in the face of a conflict transaction), their 

bargain (i.e., the LP Agreement) “naturally controls.”  Lonergan v. EPE Hldgs., LLC, 
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5 A.3d 1008, 1018 (Del. Ch. 2010).  The Delaware Supreme Court has rejected similar 

arguments.  Gerber v. Enter. Prods. Hldgs., LLC, 67 A.3d 400, 418 (Del. 2013), 

overruled in part on other grounds by Winshall v. Viacom Int’l, Inc., 76 A.3d 808 (Del. 

2013); accord DV Realty Advisors LLC v. Policemen’s Annuity and Benefit Fund of Chi., 

75 A.3d 101, 109 (Del. 2013) (recognizing that the agreement‟s “contractual duty [of 

good faith] encompasses a concept of „good faith‟ that is different from the good faith 

concept addressed by the implied covenant of good faith and fair dealing”). 

The defendants‟ reliance on the definition of “good faith” misunderstands the 

implied covenant.  The implied covenant is not a free-floating duty that requires good 

faith conduct in some subjectively appropriate sense.  Gerber, 67 A.3d at 418.  The 

implied covenant is rather the doctrine by which Delaware law cautiously supplies 

implied terms to fill gaps in the express provisions of an agreement.  Contractual gaps 

always exist because the human negotiators and drafters lack perfect foresight, operate 

with limited resources, and practice their craft using the imprecise tool of language.
3
  “No 

                                              

 
3
 An extensive literature elaborates on these basic points.  See, e.g., Paul M. Altman & 

Srinivas M. Raju, Delaware Alternative Entities and the Implied Contractual Covenant of Good 

Faith and Fair Dealing Under Delaware Law, 60 Bus. Law. 1469, 1476 (2005) (“Delaware 

courts have long recognized the difficulty inherent in contract formation relating to the parties‟ 

ability to negotiate and describe within their contract all of the possible provisions that could be 

included.”); Harold Dubroff, The Implied Covenant of Good Faith in Contract Interpretation and 

Gap-Filling:  Reviling a Revered Relic, 80 St. John‟s L. Rev. 559, 576 (2006) (“[C]ourts, 

whether implicitly or explicitly, and regardless of their jurisprudential philosophy . . . 

acknowledge the impracticality (due to transaction costs) and the impossibility (due to the limits 

of human imagination . . . ) of producing an all-encompassing, express agreement.”); Ralph 

James Mooney, The New Conceptualism in Contract Law, 74 Or. L. Rev. 1131, 1147 (1995) 

(“The assumption that most parties in fact reduce their entire agreement to a single, perfectly 

accurate writing [is] . . . unrealistic.”).  
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matter how skilled, sophisticated, or resourceful, parties will be unable to anticipate and 

address every possible situation that may develop after their contract is formed.”
4
  “And 

even if it were possible, contracting is costly.  It would be impractical to raise, negotiate, 

and address every conceivable situation in the express terms of even the most prolix 

agreement.”
5
  Gaps also exist because some aspects of the deal are so obvious to the 

participants that they never think, or see no need, to address them.  See Katz v. Oak Indus. 

Inc., 508 A.2d 873, 880 (Del. Ch. 1986) (Allen, C.) (“[P]arties occasionally have 

understandings or expectations that were so fundamental that they did not need to 

negotiate about those expectations.” (quoting Corbin on Contracts § 570, at 601 

(Kaufman Supp. 1984)).  Precisely because gaps always exist, the implied covenant is a 

mandatory, nonwaivable aspect of every contract governed by Delaware law.  Dunlap v. 

State Farm Fire & Cas. Co., 878 A.2d 434, 442 (Del. 2005). 

In this case, the LP Agreement supplies a definition of “good faith” that governs 

whether the defendants have complied with provisions of the LP Agreement that utilize 

                                              

 
4
 Mohsen Manesh, Express Contract Terms and the Implied Contractual Covenant of 

Delaware Law, 38 Del. J. Corp. L. 1, 7 (2013) [hereinafter Implied Contractual Covenant]; see, 

e.g., Sonet, 722 A.2d at 324 (noting “the rather practical problem of the impossibility of writing 

contract provisions that incorporate every bell and whistle all at once”). 

5
 Implied Contractual Covenant, supra, at 20; accord Lonergan, 5 A.3d at 1018 

(observing that when contracting, parties will necessarily “fail to address a future state of the 

world . . . because contracting is costly and human knowledge imperfect”); Amirsaleh v. Bd. of 

Trade of City of New York, Inc., 2008 WL 4182998, at *1 (Del. Ch. Sept. 11, 2008) (“No 

contract, regardless of how tightly or precisely drafted it may be, can wholly account for every 

possible contingency.”); Credit Lyonnais Bank Nederland, N.V. v. Pathe Commc’ns Corp., 1991 

WL 277613, at *23 (Del. Ch. Dec. 30, 1991) (Allen, C.) (“In only a moderately complex or 

extend[ed] contractual relationship, the cost of attempting to catalog and negotiate with respect 

to all possible future states of the world would be prohibitive, if it were cognitively possible.”). 
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that term.  The definition is not a means of implying terms to fill contractual gaps, and 

the implied covenant does not turn on whether the counterparty acted in subjective good 

faith.  ASB Allegiance Real Estate Fund v. Scion Breckenridge Managing Member, LLC, 

50 A.3d 434, 442, 444 (Del. Ch. 2012) (observing that “[t]here are references in 

Delaware case law to the implied covenant turning on the breaching party having a 

culpable mental state,” but finding that “[t]he elements of an implied covenant claim 

remain those of a breach of contract claim” and that “[p]roving a breach of contract claim 

does not depend on the breaching party‟s mental state”), rev’d on other grounds, 68 A.3d 

665 (Del. 2013).  The definition of good faith in the agreement does not displace the 

implied covenant.  DV Realty, 75 A.3d at 109 (“The LPA‟s contractual duty encompasses 

a concept of „good faith‟ that is different from the good faith concept addressed by the 

implied covenant of good faith and fair dealing.”); Gerber, 67 A.3d at 418 (same). 

2. The Application Of The Implied Covenant Standard 

The plaintiffs rest their implied covenant claim on the assertion that El Paso Parent 

“intentionally concealed material information—GE‟s proposed purchase of 30% of Gulf 

LNG—that, were it disclosed, should have led [Tudor] to decline to provide a fairness 

opinion.”  Pls.‟ Answering Br. at 59-60.  The plaintiffs also claim that the General 

Partner and Tudor “repeatedly misrepresented” the credit quality of the Service 

Agreement counterparties to the Conflicts Committee.  Id. at 60.  The plaintiffs conclude 

that the General Partner “sought and obtained Special Approval in bad faith.”  Id. 

When presented with a claim under the implied covenant, the first step in the 

analysis is to determine whether there is a gap that needs to be filled.  Scholars refer to 
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this step as the process of contract construction, which is distinct from the process of 

contract interpretation.
6
  “Interpretation is the process by which a court resolves 

ambiguity in the express terms of a contract. . . .  By contrast, construction is the process 

by which a court determines the scope and legal effect of those terms.”  Implied 

Contractual Covenant, supra, at 19 (footnote omitted).  Through the process of contract 

construction, a court determines whether the language of the contract expressly covers a 

particular issue, in which case the implied covenant will not apply, or whether the 

contract is silent on the subject, revealing a gap that the implied covenant might fill.  Id.   

A court must first determine whether a gap exists because “[t]he implied covenant 

will not infer language that contradicts a clear exercise of an express contractual right.”  

Nemec v. Shrader, 991 A.2d 1120, 1127 (Del. 2010).  “[B]ecause the implied covenant is, 

by definition, implied, and because it protects the spirit of the agreement rather than the 

form, it cannot be invoked where the contract itself expressly covers the subject at issue.”  

Fisk Ventures, LLC v. Segal, 2008 WL 1961156, at *10 (Del. Ch. May 7, 2008).  

“[I]mplied covenant analysis will only be applied when the contract is truly silent with 

respect to the matter at hand . . . .”  Allied Capital Corp. v. GC-Sun Hldgs., L.P., 910 

A.2d 1020, 1032 (Del. Ch. 2006).   

If a contractual gap exists, then the court must determine whether the implied 

covenant should be used to supply a term to fill the gap.  Not all gaps should be filled. 

                                              

 
6
 See Implied Contractual Covenant, supra, at 18; see also 5 Margaret N. Kniffin, Corbin 

on Contracts § 24.3 (Joseph M. Perillo ed., rev. ed. 1998); Williston on Contracts, supra, § 30:1.   



39 

The most obvious reason a term would not appear in the parties‟ express 

agreement is that the parties simply rejected that term ex ante when they 

articulated their contractual rights and obligations.  Perhaps, for example, 

the parties . . . considered the term, and perhaps [after] some give-and-take 

dickering, the parties agreed the term should not be made part of their 

agreement.  They thus rejected the term by purposefully omitting the term. 

Implied Contractual Covenant, supra, at 28 (footnote omitted).  Under those 

circumstances, the implied covenant should not be used to fill the gap with the omitted 

term.  To do so would grant parties “contractual protections that they failed to secure for 

themselves at the bargaining table.”  Aspen Advisors LLC v. United Artists Theatre Co., 

843 A.2d 697, 707 (Del. Ch.), aff’d, 861 A.2d 1251 (Del. 2004).  A court must not use 

the implied covenant to “rewrite the contract” that a party “now believes to have been a 

bad deal.”  Nemec, 991 A.2d at 1126.  “Parties have a right to enter into good and bad 

contracts, the law enforces both.”  Id.  

But a gap may exist for other reasons: 

It may be that, through haste or limited imagination, the parties simply 

failed to foresee the need for the term and, therefore, never considered to 

include it.  Or it may be that the parties considered the term, but given 

practical considerations, judged it too remote, unlikely, or otherwise 

unimportant to warrant raising during negotiations.  They instead sensibly 

focused their attention on the terms they deemed more likely to be 

significant.  Or perhaps the parties, hoping to avoid an unmanageably 

prolix agreement, thought the term too obvious to articulate—it “goes 

without saying,” they figured—given the other express terms of their 

agreement. 

Implied Contractual Covenant, supra, at 30 (footnotes omitted).  Under these or other 

circumstances, it may be appropriate to fill a gap using the implied covenant.  The 

Delaware Supreme Court has provided guidance in this area by admonishing against a 

free-wheeling approach to the implied covenant.  Invoking the doctrine is a “cautious 
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enterprise.”  Nemec, 991 A.2d at 1125.  Implying contract terms is an “occasional 

necessity . . . to ensure [that] parties‟ reasonable expectations are fulfilled.”  Dunlap, 878 

A.2d at 442 (internal quotation marks omitted).  Its use should be “rare and fact-

intensive, turning on issues of compelling fairness.”  Cincinnati SMSA Ltd. P’ship v. 

Cincinnati Bell Cellular Sys. Co., 708 A.2d 989, 992 (Del. 1998).  A restrictive approach 

encourages parties to craft agreements carefully and be specific about their commitments, 

because they cannot be confident that the implied covenant will rescue them later.   

Assuming a gap exists and the court determines that it should be filled, then the 

court must determine how to fill it.  At this stage, a reviewing court does not simply 

introduce its own notions of what would be fair or reasonable under the circumstances.  

“The implied covenant seeks to enforce the parties‟ contractual bargain by implying only 

those terms that the parties would have agreed to during their original negotiations if they 

had thought to address them.”  Gerber, 67 A.3d at 418.  To supply an implicit term, the 

court “looks to the past” and asks “what the parties would have agreed to themselves had 

they considered the issue in their original bargaining positions at the time of contracting.”  

Id.  The court seeks to determine “whether it is clear from what was expressly agreed 

upon that the parties who negotiated the express terms of the contract would have agreed 

to proscribe the act later complained of as a breach of the implied covenant of good 

faith—had they thought to negotiate with respect to that matter.”  Id.  “Terms are to be 

implied in a contract not because they are reasonable but because they are necessarily 

involved in the contractual relationship so that the parties must have intended them and 

have only failed to express them because they are too obvious to need expression.”  
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Cincinnati SMSA Ltd. P’ship v. Cincinnati Bell Cellular Sys. Co., 1997 WL 525873, at *5 

(Del. Ch. Aug. 13, 1997), aff’d, 708 A.2d 989 (Del. 1998). 

a. No Implied Duty To Volunteer Information 

The first contractual gap in this case is whether the General Partner had an 

obligation to volunteer information that could be material to the Conflicts Committee‟s 

decision to grant Special Approval.  The plaintiffs argue that the General Partner should 

have disclosed to the Conflicts Committee that (i) GE Capital was acquiring 30% of Gulf 

LNG for 9.1x EBITDA, subject to El Paso Parent‟s right of first refusal and (ii) El Paso 

Parent declined to exercise its right of first refusal at that price.  The defendants have 

advanced a number of reasons why the Gulf LNG transaction was not comparable to the 

Drop-Down, why El Paso Parent declined to exercise its right of first refusal, and why no 

one disclosed the information to the Conflicts Committee.  If a duty to disclose existed, 

then resolving those arguments would require a trial. 

Section 7.9(a) does not require that the General Partner volunteer information to 

the Conflicts Committee when seeking Special Approval.  The LP Agreement does not 

elsewhere impose any affirmative informational obligations on the General Partner or El 

Paso Parent.  The record suggests that the parties believed that the Conflicts Committee 

and its advisors could ask for information from the General Partner and El Paso Parent, 

and both the General Partner and El Paso Parent generally seem to have been responsive.  

The LP Agreement is silent, however, on what happens without a request.  A gap exists. 

If the LP Agreement did not eliminate fiduciary duties, then Delaware law would 

require both the General Partner and El Paso Parent, as controller of the General Partner, 
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to disclose voluntarily to the Conflicts Committee the material information they 

possessed about the Drop-Down.  In the Atlas Energy case, this court held that when an 

LLC agreement had not eliminated the fiduciary duties owed by the entity who controlled 

the LLC, the minority unitholders stated a claim for breach of fiduciary duty against the 

controller by alleging, among other things, that the controller withheld material 

information from a special committee established under a special approval process 

similar to the one in this case.  Atlas Energy, 2010 WL 4273122, at *10-11.  This default 

rule of law parallels the obligations owed by a controller in the corporate context.
7
  

Because the LP Agreement eliminates all fiduciary duties, the fiduciary duty precedents 

do not control.  The question rather is whether the implied covenant gives rise to a similar 

disclosure obligation.     

                                              

 
7
 Kahn v. Tremont Corp. (Tremont I), 1996 WL 145452, at *15 (Del. Ch. Mar. 21, 1996) 

(Allen, C.) (“Generally in order to make a special committee structure work it is necessary that a 

controlling shareholder disclose fully all the material facts and circumstances surrounding the 

transaction.”) (alteration and internal quotation marks omitted), rev’d on other grounds, 694 

A.2d 422 (Del. 1997); accord In re Orchard Enters., Inc. S’holder Litig., 88 A.3d 1, 26-27 (Del. 

Ch. 2014); see also Weinberger v. UOP, Inc., 457 A.2d 701, 708-09 (Del. 1983) (holding that 

squeeze-out merger did not satisfy test of entire fairness where officers of parent corporation 

who served on subsidiary board prepared report on value of subsidiary using subsidiary‟s 

information and “it [was] clear from the record that neither [director] shared this report with their 

fellow directors of [the subsidiary]” and noting that “[s]ince the study was prepared by two UOP 

directors, using UOP information for the exclusive benefit of Signal, and nothing whatever was 

done to disclose it to the outside UOP directors or the minority shareholders, a question of 

breach of fiduciary duty arises”).  Even when fiduciary duties apply, there are certain categories 

of sensitive negotiating information that the controlling stockholder need not share, such as 

“information disclosing the top price that a proposed buyer would be willing or able to pay, or 

the lowest price that a proposed seller would accept.”  Tremont I, 1996 WL 145452, at *15; 

accord In re Pure Res., Inc., S’holders Litig., 808 A.2d 421, 451 (Del. Ch. 2002). 
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When an alternative entity agreement eliminates fiduciary duties as part of a 

detailed contractual governance scheme, Delaware courts should hesitate to use the 

implied covenant to reconstruct the outcome that fiduciary duty analysis would have 

generated.   

Under a fiduciary duty or tort analysis, a court examines the parties as 

situated at the time of the wrong.  The court determines whether the 

defendant owed the plaintiff a duty, considers the defendant‟s obligations 

(if any) in light of that duty, and then evaluates whether the duty was 

breached.  Temporally, each inquiry turns on the parties‟ relationship as it 

existed at the time of the wrong.   

Gerber, 67 A.3d at 418.  “Fiduciary duty review empowers courts to determine how a 

governance scheme should operate under particularized factual circumstances.”  

Lonergan, 5 A.3d at 1018.  Although the availability of ex post fiduciary review 

inherently produces some degree of uncertainty, “there is good reason to suppose it can 

be efficient.”  Equity-Linked Investors, L.P. v. Adams, 705 A.2d 1040, 1055 n.48 (Del. 

Ch. 1997) (Allen, C.). 

“The implied covenant is not a substitute for fiduciary duty analysis.”  Lonergan, 

5 A.3d at 1017.  “When parties exercise the authority provided by the LP Act to eliminate 

fiduciary duties, they take away the most powerful of a court‟s remedial and gap-filling 

powers.”  Id. at 1018.   

[W]hen parties fail to address a future state of the world—and they 

necessarily will because contracting is costly and human knowledge 

imperfect—then the elimination of fiduciary duties implies an agreement 

that losses should remain where they fall.  After all, if the parties wanted 

courts to be in the business of shifting losses after the fact, then they would 

not have eliminated the most powerful tool for doing so.   
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Id. (footnote omitted).  To use the implied covenant to replicate fiduciary review “would 

vitiate the limited reach of the concept of the implied duty of good faith and fair dealing.”  

Nemec, 991 A.2d at 1128; see In re IAC/InterActive Corp., 948 A.2d 471, 507 (Del. Ch. 

2008) (“If this court were to rely on the implied covenant of good faith and fair dealing 

. . . to read in a broad fiduciary obligation, it would undermine the bargain reached by the 

parties.”). 

In Gerber, in the course of rejecting the defendants‟ contention that a contractual 

definition of good faith displaced the implied covenant, the Delaware Supreme Court 

identified potential Special Approval scenarios that could give rise to an implied 

covenant breach: 

Examples readily come to mind of cases where a general partner‟s actions 

in obtaining a fairness opinion from a qualified financial advisor 

themselves would be arbitrary or unreasonable, and “thereby frustrat[e] the 

fruits of the bargain that the asserting party reasonably expected.”  To 

suggest one hypothetical example, a qualified financial advisor may be 

willing to opine that a transaction is fair even though (unbeknownst to the 

advisor) the controller has intentionally concealed material information 

that, if disclosed, would require the advisor to opine that the transaction 

price is in fact not fair. 

67 A.3d at 420 (quoting Nemec, 991 A.2d at 1126).  The “hypothetical example” was not 

essential to the Delaware Supreme Court‟s decision.  To illustrate the example, the 

Gerber decision cited In re Emerging Communications, Inc. Shareholders Litigation, 

2004 WL 1305745 (Del. Ch. June 4, 2004), a corporate law fiduciary duty case involving 

a controlling stockholder squeeze-out that did not implicate the implied covenant of good 

faith and fair dealing.  Notably, the Gerber decision never stated that the example 

necessarily would constitute a breach of the implied covenant, only that the defendants‟ 



45 

position that a contractual definition of good faith dominated the implied covenant 

“would preclude those claims.”  67 A.3d at 421.   

“There is no question that, if the Supreme Court has clearly spoken on a question 

of law necessary to deciding a case before it, this court must follow its answer.”  In re 

MFW S’holders Litig., 67 A.3d 496, 520 (Del. Ch. 2013), aff’d sub nom. Kahn v. M & F 

Worldwide Corp., 88 A.3d 635 (Del. 2014).  But when an opinion contains judicial 

statements on issues that “would have no effect on the outcome of [the] case,”
8
 those 

statements are dictum and “without precedential effect.”
9
  The better reading of Gerber 

(at least to me) appears to be that the Delaware Supreme Court identified the implied 

covenant issue and cited a corporate fiduciary duty case to illustrate the potential reason 

for concern.  Gerber does not appear to have held that a failure to volunteer information 

would always constitute an implied covenant breach.  Obviously this is the interpretation 

of one trial judge, and it may not accurately reflect the Delaware Supreme Court‟s intent. 

Having concluded that the question remains open, this court‟s task is to determine 

whether it is clear from what was expressly agreed upon in the LP Agreement that the 

parties would have agreed to require the General Partner to volunteer material 

information about other transactions to the Conflicts Committee, had they thought to 

address that matter.  Gerber, 67 A.3d at 418.  Several factors contribute to the conclusion 

                                              

 
8
 Brown v. United Water Del., Inc., 3 A.3d 272, 277 (Del. 2010). 

9
 Crown EMAK P’rs, LLC v. Kurz, 992 A.2d 377, 398 (Del. 2010); accord United Water, 

3 A.3d at 275, 276 n.17. 
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that the drafters of the LP Agreement would not have imposed an affirmative obligation 

on the General Partner to disclose material information about other transactions to the 

Conflicts Committee. 

First, the drafters of the LP Agreement adopted a general approach of using the 

contractual freedom provided by the Delaware Limited Partnership Act (the “Act”) to 

expand the General Partner‟s freedom of action and dial back the protections that 

otherwise would exist if fiduciary duties applied.  If the issue of voluntary disclosure had 

arisen at the time of contracting, then it is reasonable to assume that the drafters would 

have researched the fiduciary duty precedents, identified the disclosure obligation they 

imposed, and expressly eliminated it. 

Second, the drafters of the LP Agreement did not merely restrict or limit fiduciary 

duties.  They eliminated them, resulting in a fully contractual relationship.  In such a 

relationship, the general rule is that similarly situated counterparties have no duty to 

speak that would require one party to disclose private information to the other.
10

  The LP 

Agreement provides that the members of the Conflicts Committee would be at least three 

directors of the General Partner, suggesting that its members would be individuals 

knowledgeable about El Paso MLP, El Paso Parent, and the oil and gas industry.  The LP 

Agreement contemplates that the Conflicts Committee would retain expert legal and 

                                              

 
10

 See generally Laidlaw v. Organ, 15 U.S. (2 Wheat.) 178 (1817); Restatement (Second) 

of Contracts § 161 (1981); Michael J. Borden, Mistake and Disclosure in a Model of Two-Sided 

Informational Inputs, 73 Mo. L. Rev. 667 (2008) (surveying and analyzing justifications under 

contract theory for non-disclosure). 
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financial advisors with similar knowledge and expertise.  The Conflicts Committee 

therefore would be a sophisticated and similarly situated negotiating adversary for the 

General Partner.  Ordinarily, under those circumstances, one party to the contract would 

not owe an affirmative duty of disclosure to its counterparty. 

Third, as a consequence of eliminating all fiduciary obligations, the LP Agreement 

eliminated the General Partner‟s fiduciary duty of disclosure to the limited partners.  See 

In re K-Sea Transp. P’rs L.P. (K-Sea I), 2011 WL 2410395, at *7-8 (Del. Ch. June 10, 

2011); Lonergan, 5 A.3d at 1023.  As explained by corporate precedents, the duty to 

disclose all material information reasonably available when seeking stockholder action 

represents “the application in a specific context of the board‟s fiduciary duties.”  

Malpiede v. Townson, 780 A.2d 1075, 1086 (Del. 2001).  The duty not to speak falsely 

that applies whenever directors choose to communicate with stockholders similarly flows 

from a board‟s fiduciary duties.  Malone v. Brincat, 722 A.2d 5, 14 (Del. 1998).  The 

same is true in the limited partnership context:  Absent contractual modification, a 

general partner owes fiduciary duties that include a “duty of full disclosure.”  Sussex Life 

Care Assocs. v. Strickler, 1988 WL 156833, at *4 (Del. Ch. June 13, 1989) (“There can 

be no question but that partners owe fiduciary duties to their fellow partners, and this 

duty has been held to encompass a duty of full disclosure . . . .” (citing Boxer v. Husky 

Oil Co., 429 A.2d 995 (Del. Ch. 1981))).  A limited partner who wishes to assert a 

disclosure claim therefore “must allege either a fiduciary duty or a contractual duty to 

disclose.”  Albert v. Alex. Brown Mgmt. Servs., Inc., 2005 WL 2130607, at *3 (Del. Ch. 

Aug. 26, 2005).  When an alternative entity agreement eliminates all fiduciary duties, 
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then all fiduciary duties have been eliminated.  A claim for common law fraud remains, 

and the alternative entity agreement might well include a contractual duty to disclose 

specific information or to provide broad categories of information.  However, “the 

implied covenant cannot support a generalized duty to disclose all material information 

reasonably available.”  Lonergan, 5 A.3d at 1025.  The drafters of the LP Agreement 

eliminated the fiduciary duty of disclosure owed to limited partners.  It seems unlikely 

that the same drafters would expect the General Partner to owe an implicit contractual 

obligation to volunteer information when negotiating with the Conflicts Committee. 

Fourth, the LP Agreement‟s approach to the corporate opportunity doctrine shows 

how the drafters handled a common law principle that, absent contractual modification, 

could require the General Partner to inform El Paso MLP about business opportunities 

within the Partnership‟s line of business that the Partnership had the capacity to 

undertake.  Section 7.5(c) states: 

No Indemnitee (including the General Partner) who acquires knowledge of 

a potential transaction, agreement, arrangement or other matter that may be 

an opportunity to the Partnership, shall have any duty to communicate or 

offer such opportunity to the Partnership, and such Indemnitee (including 

the General Partner) shall not be liable to the Partnership, to any Limited 

Partner or any other Person for breach of any fiduciary or other duty by 

reason of the fact that such Indemnitee (including the General Partner) 

pursues or acquires for itself, directs such opportunity to another Person or 

does not communicate such opportunity or information to the Partnership; 

provided such Indemnitee does not engage in such business or activity as a 

result of or using confidential or proprietary information provided by or on 

behalf of the Partnership to such Indemnitee. 

LPA § 7.5(c).  Confronted with a situation where common law fiduciary duties could 

require the General Partner to disclose information to the Partnership, the LP Agreement 
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specified that the General Partner would not have a duty to communicate the information 

to the Partnership or liability for failing to do so. 

Finally, precedent suggests that if the drafters intended for a disclosure obligation 

to exist, they would have included specific language.  A recent decision by this court 

interpreted a limited partnership agreement that utilized a similar structure for conflict-of-

interest transactions, with four contractual alternatives including Special Approval.  See 

K-Sea I, 2011 WL 2410395, at *5.  The language authorizing the Special Approval route 

stated that it would be effective “as long as the material facts known to the General 

Partner or any of its Affiliates regarding any proposed transaction were disclosed to the 

Conflicts Committee at the time it gave its approval.”  Id.  The inclusion of this condition 

in the K-Sea agreement indicates that without this language, a general partner and its 

affiliates would not have an obligation to disclose information.
11

 

The plaintiffs have not identified countervailing indications that would support an 

expectation at the time of contracting that the General Partner would have to volunteer 

information to the Conflicts Committee.  Given this confluence of factors, the plaintiffs 

cannot rely on the implied covenant to fill the gap in the LP Agreement with a mandatory 
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 See Kuroda v. SPJS Hldgs., L.L.C., 2010 WL 925853, at *10 (Del. Ch. Mar. 16, 2010) 

(agreeing that “the implied covenant . . . should not be used as a tool to insert language into an 

agreement . . . [that the] defendants obviously knew how to employ”); Airborne Health, 984 

A.2d at 146-47 (observing that a litigant‟s argument for an implied term was “undercut by the 

ease with which” the parties could have inserted the terms themselves, especially when the terms 

were “familiar to any transactional lawyer”); Corporate Prop. Assocs. 14 Inc. v. CHR Hldg. 

Corp., 2008 WL 963048, at *5 (Del. Ch. Apr. 10, 2008) (dismissing claim seeking to imply a 

term in stock warrants where “sophisticated parties such as those involved in this transaction 

know that cash dividends are a dilution technique, . . . and that there are methods for protecting 

themselves contractually”). 
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disclosure requirement.  The gap exists by design to replicate an arm‟s-length, non-

fiduciary negotiation. 

b. No Breach Of The Duty Not To Provide False Information 

The second alleged contractual gap in this case is whether the General Partner 

could intentionally misrepresent facts to the Special Committee.  The implied covenant 

generally prohibits a party from providing false information to its contractual 

counterparty.   

[E]ven when agreeing to a contractual relationship that either party could 

terminate at will, parties generally would not grant each other the right to 

commit fraud.  It would be a rare party who, in the original bargaining 

position, would agree that their counterparty could defraud him.  Absent 

explicit anti-reliance language pursuant to which a sophisticated party 

knowingly assumes risk, see RAA Mgmt., LLC v. Savage Sports Hldgs., 

Inc., 45 A.3d 107, 110, 115 (Del. 2012), a court can presume that the 

question “Can I lie to you?” would have been met with a resounding “No.”  

Proof of fraud therefore violates the implied covenant, not because breach 

of the implied covenant requires fraud, but because “no fraud” is an implied 

contractual term. 

ASB Allegiance, 50 A.3d at 443; accord id. at 444 (“Proving fraud thus offers one way of 

establishing a breach of the implied covenant, but not the only way.  Proving fraud 

represents a specific application of the general implied covenant test, viz., what would the 

parties have agreed to when bargaining initially?”). 

Unfortunately for the plaintiffs, the evidence does not support a reasonable 

inference that El Paso Parent, the General Partner, or Tudor provided information to the 

Conflicts Committee knowing it was incorrect.  As discussed previously, the Conflicts 

Committee obtained and considered information about the terms of the Service 

Agreements, the size of the guarantees, and the creditworthiness of the counterparties and 
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guarantors.  Just as the plaintiffs disagree with the Conflicts Committee‟s assessment of 

the riskiness of the Service Agreements, the plaintiffs disagree with how El Paso Parent, 

the General Partner, and Tudor described the information.  The plaintiffs have not 

submitted evidence from which a fact-finder could infer that El Paso Parent, the General 

Partner, or Tudor provided false information to the Conflicts Committee.  Summary 

judgment on the implied covenant claim is therefore granted in favor of the defendants.    

C. Secondary Liability 

The plaintiffs assert claims for aiding and abetting a breach of contract (Count II) 

and tortious interference with contract (Count III).  Both counts seek to impose secondary 

liability on other actors for their involvement in the primary wrong asserted in Count I.  

Because summary judgment has been granted on Count I, there is no underlying wrong to 

support a claim for secondary liability.  Summary judgment is granted on Counts II and 

III as well.  

III. CONCLUSION 

Summary judgment is granted in favor of all defendants with respect to the March 

2010 drop-down transaction.  The plaintiffs‟ cross motion seeking to establish liability as 

a matter of law is denied. 
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I. INTRODUCTION 

This action involves derivative claims for breach of fiduciary duty (Count I) and 

corporate waste (Count II) concerning compensation paid to the non-executive directors 

of Unilife Corporation (“Unilife” or the “Company”) since November 2010.  The 

challenged compensation consists of two components:  (1) equity awards the Unilife 

directors granted to themselves subject to obtaining stockholder approval for those 

awards and (2) cash compensation the directors paid to themselves without obtaining 

stockholder approval.    

Unilife has moved to dismiss the complaint for failure to make a pre-suit demand 

upon the Unilife board of directors or to plead facts that excuse such a demand and, as to 

certain claims, for failure to state a claim upon which relief may be granted.  For the 

reasons set forth below, I conclude that demand is excused under the first prong of 

Aronson because the claims involve self-dealing transactions implicating a majority of 

the members of Unilife’s board of directors at the time suit was filed.  I also conclude that 

the fiduciary duty claim should be dismissed for failure to state a claim for relief insofar 

as it relates to the outside directors’ equity awards because each of those awards was 

specifically approved by Unilife’s stockholders and that the corporate waste claim fails to 

satisfy the stringent standard for stating such a claim.  Defendants did not seek to dismiss 

the fiduciary duty claim for failure to state a claim for relief insofar as that claim relates 

to cash compensation paid to the directors for their services as directors.  Thus, that claim 

survives. 
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II. BACKGROUND1 

A. The Parties 

Unilife is a manufacturer and supplier of injectable drug delivery systems, 

including retractable syringes.  In 2002, the Company was founded in Sydney, Australia.  

In 2008, Unilife moved its operations to York, Pennsylvania.  In 2010, Unilife 

redomiciled from Australia to the State of Delaware and became listed on the NASDAQ 

Global Market.    

Since its formation in 2002, Unilife has failed to turn a profit or to generate 

significant revenues.  During its last three fiscal years,2 Unilife’s revenues declined from 

$6.7 million in fiscal year 2011, to $5.5 million in fiscal year 2012, to $2.7 million in 

fiscal year 2013.  During this same period, the Company incurred losses of $40.7 million 

in fiscal year 2011, $52.3 million in fiscal year 2012 and $63.2 million in fiscal year 

2013. 

                                              
1 Unless otherwise noted, the facts recited in this Memorandum Opinion are based on the 
allegations in plaintiff’s complaint, documents integral to or incorporated in the 
complaint, or facts of which the Court may take judicial notice.  Plaintiff acknowledges 
that the Company’s 2010 to 2013 proxy statements are incorporated by reference into its 
complaint.  Pl.’s Answering Br. 7. 
 
2 Unilife’s fiscal year runs from July 1 to June 30.  For example, its fiscal year 2011 
ended on June 30, 2011. 
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Plaintiff Cambridge Retirement System is a Massachusetts-based retirement 

system.  It has held Unilife common stock continuously since November 2010, and 

challenges the compensation paid to Unilife’s outside directors during this period.3 

From November 2010 until November 2012, Unilife’s board of directors had 

seven members, consisting of its Chairman and Chief Executive Officer, Alan Shortall, 

and six outside directors:  Slavko James Joseph Bosnjak, Jeff Carter, John Lund, William 

Galle, Mary Katherine Wold and Marc Firestone.  Firestone left the board in November 

2012.  As of the date the complaint in this action was filed on December 20, 2013, the 

board consisted of six directors:  Shortall, Bosnjak, Carter, Lund, Galle and Wold.   

B. Non-Management Director Compensation  

During the period at issue, Unilife compensated its outside directors through a 

combination of equity awards and cash compensation.  Significant to the pending motion, 

the Unilife board conditioned its grant of each of the challenged equity awards on 

obtaining stockholder approval, which the stockholders provided.  

On January 8, 2010, in connection with Unilife’s redomiciliation from Australia to 

the State of Delaware, the Company’s stockholders approved the adoption of its 2009 

Stock Incentive Plan (the “2009 Plan”).4  Thereafter, on two separate occasions, the 

                                              
3 In the face of a challenge to its standing to assert claims concerning compensation paid 
to the outside directors before November 2010, Cambridge explicitly disclaimed any 
intention to seek repayment of such compensation.  Pl’s Answering Br. 7, n.7.  
 
4 Defs.’ Opening Br. Ex. F at 24, 38, 49 (Unilife Corp., Amended Registration Statement 
(Form 10) (Feb. 11, 2010)).  
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stockholders approved specific equity awards that the directors had granted themselves 

under the 2009 Plan conditioned on the receipt of stockholder approval. 

At a stockholders’ meeting held on December 1, 2010, Unilife’s stockholders 

approved grants of options to directors Wold and Firestone to purchase 100,000 shares of 

common stock each under the 2009 Plan.5  These grants were the subject of two 

proposals (Proposals No. 3-4) for stockholder approval described in a proxy statement 

dated October 18, 2010.   

Proposal No. 3 explained that the 100,000 options for Wold would have an 

exercise price of $6.83 per share based on the closing price of the Company’s shares on 

May 11, 2010 (the date the Unilife board approved the grant), would be exercisable for 

five years and would vest as follows:  16,667 options would vest within three business 

days of the Company obtaining stockholder approval, 25,000 shares would vest on the 12 

month anniversary and 24 month anniversary of the date of grant and 33,333 shares 

would vest on the 36 month anniversary of the date of grant.  Proposal No. 4 provided the 

same information concerning the 100,000 options for Firestone except that they would 

have an exercise price of $6.19 per share based on the closing price of the Company’s 

shares on July 27, 2010, the date the Unilife board approved the grant.6  The proxy 

statement also disclosed that the common stock underlying the options for Wold and 

                                              
5 Defs.’ Opening Br. Ex. B at 39-40 (Unilife Corp., Definitive Proxy Statement (Form 
14A) (Oct. 14, 2011)).  

6 Defs.’ Opening Br. Ex. A at 15-16 (Unilife Corp., Definitive Proxy Statement (Form 
14A) (Oct. 18, 2010)). 
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Firestone have a “market value” of $683,000 and $619,000, respectively, based on the 

closing price of the Company’s common stock on the date Unilife’s board approved each 

grant.   

At a stockholders’ meeting held on December 1, 2011, Unilife’s stockholders 

approved grants of 45,000 stock-based awards each to directors Bosnjak, Carter, Galle, 

Lund, Wold and Firestone under the 2009 Plan.7  These grants were the subject of six 

proposals (Proposals No. 5-10) for stockholder approval described in a proxy statement 

dated October 14, 2011.  Proposals No. 5-10 explained that each non-executive director 

would receive 15,000 securities (either in the form of shares of common stock or 

phantom stock units) in each of 2011, 2012 and 2013 (assuming the director remained in 

service on the grant date).8  The proxy statement also disclosed that the 45,000 securities 

to be granted to each of the non-executive directors have a “market value” of $189,000 

based on the closing price of the Company’s common stock on September 30, 2011, the 

date on which the board approved the grant.   

In addition to receiving the foregoing equity awards, the outside directors each 

received cash compensation during the relevant period consisting of a mix of retainer and 

meeting fees.  The fee structure for the outside directors was disclosed in Unilife’s 

                                              
7 Defs.’ Opening Br. Ex. C at 11(Unilife Corp., Definitive Proxy Statement (Form 14A) 
(Oct. 16, 2012)). 

8 Defs.’ Opening Br. Ex. B at 37-40 (Unilife Corp., Definitive Proxy Statement (Form 
14A) (Oct. 14, 2011)). This proxy statement also included a proposal (Proposal No. 12) 
to amend the 2009 Plan.  See id. at 44-52. 
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October 18, 2010 proxy statement,9 but stockholder approval of that fee structure was not 

sought.  Some directors also received other forms of cash compensation.  When all of the 

cash amounts are combined with the value of the equity awards, the outside directors 

received a total of $1,356,040 in fiscal year 2012, or approximately 25% of the 

Company’s revenues that year, and a total of $668,240 in fiscal year 2013, or 

approximately 24% of the Company’s revenues that year.10 

According to the complaint, these amounts not only constitute an extraordinary 

percentage of the Company’s revenues, but are excessive when compared to other 

companies in Unilife’s sector.  In particular, Cambridge alleges that, of eleven healthcare 

companies with market capitalizations between $41 million and $718 million, nine paid 

their directors, on average, less than $100,000 each in 2012 and eight paid their directors 

less than $70,000 each.  By contrast, Unilife, which has had an average market 

capitalization of $287.9 million over the past five years, paid its outside directors average 

compensation of $226,007 in fiscal year 2012.11 

                                              
9 Defs.’ Opening Br. Ex. A at 11-12 (Unilife Corp., Definitive Proxy Statement (Form 
14A) (Oct. 18, 2010)).  In its proxy statement dated October 7, 2013, Unilife disclosed a 
new fee structure for compensating its outside directors that increased the annual 
retainers and eliminated the per meeting fees.  Defs.’ Opening Br. Ex. D at 11-12 (Unilife 
Corp., Definitive Proxy Statement (Form 14A) (Oct. 7, 2013)). 
 
10 Compl. ¶ 23. 

11 Compl. ¶ 24. 



7 

C. Procedural History 

On December 20, 2013, Cambridge filed this derivative action on behalf of 

Unilife.  The complaint asserts two claims against the director defendants, the first for 

breach of fiduciary duty and the second for waste of corporate assets.  The defendants 

moved to dismiss both claims for failure to make demand under Court of Chancery Rule 

23.1.  They also moved to dismiss for failure to state a claim upon which relief can be 

granted under Rule 12(b)(6) parts of the first claim and the second claim in its entirety.   

III. ANALYSIS 

I first turn to the question whether the complaint alleges facts excusing demand 

before turning to whether the claims alleged in the complaint state a claim for relief.   

A. The Failure to Make a Demand 

Where a decision of a corporation’s board of directors is challenged, demand may 

be excused under either prong of the familiar two-prong Aronson test if particularized 

facts have been alleged to create a reasonable doubt that “(1) the directors are 

disinterested and independent [or] (2) the challenged transaction was otherwise the 

product of a valid exercise of business judgment.”12  Plaintiff alleges that demand is 

excused here under the first prong of Aronson because five of the six members of the 

Unilife board at the time this action was filed are personally interested in their own 

compensation for their service as directors, which is the subject of the claims in this 

litigation.  I agree and conclude that demand is excused for this reason. 

                                              
12 Aronson v. Lewis, 473 A.2d 805, 814 (Del. 1984).   
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This conclusion is squarely supported by Chancellor Allen’s decision in Steiner v. 

Meyerson.13  There, confronted with a similar challenge to outside director compensation, 

Chancellor Allen found the first prong of Aronson to be satisfied in a straightforward, one 

sentence analysis:  “As the outside directors comprise a majority of the Telxon board and 

are personally interested in their compensation levels, demand upon them to challenge or 

decrease their own compensation is excused.”14   

Defendants attempt to distinguish Steiner on the theory that the loyalty of the 

outside directors “was otherwise impugned” by virtue of their involvement in other 

transactions with Telxon’s then chief executive officer, Robert Meyerson, which were the 

subject of other claims in the case.15  This argument is inconsistent with the principle, 

cited in defendants’ brief, that demand futility analysis is conducted on a claim-by-claim 

basis.16  Indeed, there is no indication in Chancellor Allen’s Rule 23.1 analysis in Steiner, 

quoted above, that he considered anything other than the outside directors’ personal 

                                              
13 Steiner v. Meyerson, 1995 WL 441999 (Del. Ch. July 19, 1995). 

14 Id. at *11. 
 
15 Defs.’ Opening Br. 29.  Defendants similarly try to distinguish Seinfeld v. Slager, 2012 
WL 2501105 (Del. Ch. June 29, 2012), which included claims challenging compensation 
paid to certain executives and a claim challenging the payment of stock awards to the 
outside directors, who made up a majority of the board.  Tellingly, the defendants in 
Seinfeld moved to dismiss the executive compensation claims under Rule 23.1 but did not 
try to do so with respect to the outside director compensation claim.  Id. at *1.   

16 Defs.’ Opening Br. 48.  See Beam ex rel. Martha Stewart Living Omnimedia, Inc. v. 
Stewart, 833 A.2d 961, 977 n.48 (Del. Ch. 2003) aff'd, 845 A.2d 1040 (Del. 2004) (citing  
Yaw v. Talley, 1994 WL 89019, at *9 (Del. Ch. Mar. 2, 1994); Needham v. Cruver, 1993 
WL 179336, at *3 (Del. Ch. May 12, 1993)). 
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financial interest in their own compensation when deciding that demand was excused as 

to the claim challenging that compensation.17   

Defendants press two other arguments in an effort to avoid the straightforward 

application of the first prong of Aronson to this case.  First, defendants argue that a 

director’s interest in his own compensation should not be considered “disabling” under 

Aronson unless it is alleged that the compensation is material to the particular director in 

question.18  Defendants have not identified any authority applying a materiality standard 

to a self-dealing transaction and I decline to do so.19  Substantial precedent supports the 

opposite conclusion:  where self-dealing is present, a plaintiff need not plead that a 

director’s interest in a challenged transaction is material to him to establish that the 

director has a disabling interest. 

                                              
17 In 2000, Chancellor Allen’s successor granted defendants’ motion for summary 
judgment on the outside director compensation claim.  Merchants’ Nat. Properties, Inc. 
v. Meyerson, 2000 WL 1041229 (Del. Ch. July 24, 2000).  On appeal, the Delaware 
Supreme Court reversed and remanded noting, among other things, that “the trial court 
did not consider the interplay between the Directors’ compensation and the possible 
breach of fiduciary duties.”  Telxon Corp. v. Meyerson, 802 A.2d 257, 266 (Del. 2002).  
This comment was directed to the analysis the trial court conducted when granting 
summary judgment in 2000, and did not concern Chancellor Allen’s analysis at the 
motion to dismiss stage under Rule 23.1, which was not appealed.   
 
18 Defs.’ Opening Br. 29. 

19 See, e.g., Def.’s Opening Br. 29-32, citing Grobow v. Perot, 539 A.2d 180, 185 (Del. 
1988) (receipt of director’s fees alone, without more, did not render outside directors 
interested in a share repurchase from a major stockholder); In re Walt Disney Co. Deriv. 
Litig., 731 A.2d 342, 359 (Del. Ch. 1998) (outside director whose “salary as a teacher is 
low compared to her directors’ fees” not beholden to Disney’s chief executive officer 
regarding challenge to another executive’s severance package); Orman v Cullman, 794 
A.2d 5, 27 (Del. Ch. 2002) (outside director’s interest in serving as a director of a 
surviving corporation did not render him interested in a merger transaction).   
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In articulating the two-prong test for determining whether demand is excused, the 

Supreme Court in Aronson defined “interest” to mean “that directors can neither appear 

on both sides of a transaction nor expect to derive any personal financial benefit from it 

in the sense of self-dealing.”20  In Cinerama, Inc. v. Technicolor, Inc., the Supreme Court 

described self-dealing to exist when “a director deals directly with the corporation, or has 

a stake in or is an officer or director of a firm that deals with the corporation.”21  The 

Supreme Court further explained that “[t]raditionally, the term ‘self-dealing’ describes 

the ‘situation when a [corporate fiduciary] is on both sides of a transaction . . . .’”22  The 

transactions at issue here, the Unilife directors’ payment of compensation to themselves, 

are classic forms of self-dealing. 

In Cede & Co. v. Technicolor, Inc. (“Cede II”), the Supreme Court held that a 

personal financial benefit must be “material” to a director to qualify as a disabling 

interest, but in doing so, the Court distinguished self-dealing transactions.23  Specifically, 

in Cede II, the Supreme Court affirmed Chancellor Allen’s holding that “[a]bsent 

evidence of self-dealing, . . . evidence of any personal or special benefit accruing to a 

director . . . in an otherwise arms-length transaction does not establish a lack of 

independence sufficient to rebut the business judgment rule unless the director’s self-
                                              
20 Aronson, 473 A.2d at 812. 

21 Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1156, 1169 (Del. 1995) (subsequent 
history omitted) (citing 8 Del. C. § 144(a)). 

22 Id. (quoting Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971)). 

23 Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 362-63 (Del. 1993) (subsequent history 
omitted). 
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interest is also found to be ‘material.’”24  In so ruling, the Court noted the Chancellor’s 

conclusion that a “plaintiff’s burden of proof of a director’s self-interest in an arms-

length third-party transaction should be greater than in a classic self-dealing transaction 

where a director or directors stand on both sides of a transaction.”25 

The lack of a materiality standard for self-dealing transactions at common law is 

consistent with § 144 of the Delaware General Corporation Law, which applies to self-

dealing transactions.  Specifically, § 144 applies to any “contract or transaction [1] 

between a corporation and 1 or more of its directors or officers, or [2] between a 

corporation and any other corporation, partnership, association, or other organization in 

which 1 or more of its directors or officers, are directors or officers, or have a financial 

interest.”26  Significantly, § 144 does not contain any qualification for materiality.  

Instead, by its plain terms, it applies to self-dealing contracts and transactions irrespective 

of whether they are material to a director’s personal financial circumstances.   

Analyzing the Supreme Court’s decisions in Cinerama and Cede II and their 

interplay with § 144, then-Vice Chancellor Strine determined that the materiality test 

articulated in those decisions does not apply when a director is deemed interested by 

                                              
24 Id. at 362 (emphasis added). 

25 Id. 

26 8 Del. C. § 144(a). 
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virtue of § 144.  Rather, a materiality standard only applies when § 144 is inapplicable.27  

Chancellor Chandler similarly explained in Orman v. Cullman, that the need to 

demonstrate materiality to establish the interest of a director in a transaction applies only 

“ in the absence of self-dealing” and that “whenever a director stands on both sides of the 

challenged transaction he is deemed interested and allegations of materiality have not 

been required.”28  

 Finally, it bears mention that Chancellor Allen, who articulated the materiality test 

that was affirmed in Cede II, did not impose a materiality requirement in Steiner, which 

was decided after Cede II.  In fact, the Chancellor found that demand was excused in 

Steiner despite his observation that the compensation for the directors “seem[ed] quite 

within a range that could be paid in good faith by a company seeking to attract 

competent, committed directors.”29   

Defendants base their second argument to avoid a straightforward application of 

the first prong of Aronson on 8 Del. C. § 141(h).  That provision states that “[u]nless 

otherwise restricted by the certificate of incorporation or bylaws, the board of directors 

shall have the authority to fix the compensation of directors.”   

                                              
27 HMG/Courtland Properties, Inc. v. Gray, 749 A.2d 94, 112-14 (Del. Ch. 1999); 
Harbor Fin. P’rs. v. Huizenga, 751 A.2d 879, 887 (Del. Ch. 1999) (materiality standard 
“is inapplicable when a director’s interest implicates § 144.”). 

28 Orman v. Cullman, 794 A.2d 5, 23, 25 n.50 (Del. Ch. 2002).  

29 Steiner, 1995 WL 441999, at *7. 
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According to defendants, the “only way to give effect to Section 141(h) is to 

require derivative plaintiffs not only to allege that a majority of directors are interested in 

their own compensation, but also to allege particularized facts” that would satisfy the 

second prong of Aronson, i.e., to create a reasonable doubt that the directors’ approval of 

their own compensation was the product of a valid exercise of business judgment.30  

Defendants provide no authority to support this novel interpretation of § 141(h).    

Section 141(h) was enacted in 1969 in response to early Delaware cases that called 

into question the ability of directors to receive compensation for their services.31  In 1922, 

the Delaware Supreme Court declared in Lofland v. Cahall that directors “have no right 

to compensation for services rendered within the scope of their duties as directors, unless 

it is authorized by the charter, by–laws, or the stockholders of the company.”32  In 1928, 

the Court of Chancery affirmed this principle in Finch v. Warrior Cement Corp.33  In a 

contemporaneous analysis of the 1969 amendments to the Delaware General Corporation 

Law, it was explained that § 141(h) “was intended to lay to rest a suggestion by way of 

dictum . . . that directors are not empowered to vote compensation for members of the 

                                              
30 Defs.’ Reply Br. 3. 

31 57 Del. Laws ch. 148, § 6 (1969).  See also 1 Edward P. Welch et al., Folk on the 
Delaware General Corporate Law, §141.16, at 4-342 (6th ed. 2014).  
 
32 Lofland v. Cahall, 118 A. 1, 3 (Del. 1922). 

33 Finch v. Warrior Cement Corp., 141 A. 54, 63-64 (Del. Ch. 1928). 
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board unless authorized by a vote of stockholders or by a specific charter or by-law 

provision.”34  

On its face, § 141(h) only speaks to the authority of directors to set their own 

compensation.  It does not address the standard of review applicable to such a decision.  

Given the plain text of § 141(h), its legislative history and the lack of any authority 

supporting defendants’ novel interpretation of the statute, I reject defendants’ invitation 

to rewrite the disjunctive two-prong test of Aronson to require that both prongs be 

satisfied when analyzing demand futility regarding a challenge to director compensation 

that plainly satisfies the first prong.  

For the foregoing reasons, I conclude that plaintiff’s failure to make a demand is 

excused.  

B. Motion to Dismiss Under Rule 12(b)(6)  

A motion to dismiss pursuant to Rule 12(b)(6) for failure to state a claim must be 

denied “unless the plaintiff would not be entitled to recover under any reasonably 

conceivable set of circumstances.”35  “In determining whether a pleading meets this 

minimal standard, this Court draws all reasonable inferences in the plaintiff’s favor, 

                                              
34 S. Samuel Arsht and Walter K. Stapleton, Analysis of the 1969 Amendments to the 
Delaware Corporation Law, 2 Corporation (P-H) at 350 (1969). 
 
35 Cent. Mortg. Co. v. Morgan Stanley Mortg. Capital Holdings LLC, 27 A.3d 531, 537 
(Del. 2011); see also Winshall v. Viacom Int’l., Inc., 76 A.3d 808, 813 n.12 (Del. 2013). 



15 

accepts all well-pleaded factual allegations as true, and even accepts ‘vague allegations in 

the Complaint as ‘well pleaded’ if they provide the defendant notice of the claim.’”36 

1. The Fiduciary Duty Claim 

a. Cash Compensation 

With one exception discussed below, defendants did not move to dismiss the 

fiduciary duty claim for failure to state a claim for relief under Rule 12(b)(6) insofar as 

that claim pertains to the cash compensation Unilife’s directors paid themselves.  This 

was a sensible decision.  In reversing a subsequent grant of summary judgment in the 

Steiner case discussed above, the Delaware Supreme Court held that, “[l]ike any other 

interested transaction, directoral self-compensation decisions lie outside the business 

judgment rule’s presumptive protection, so that, where properly challenged, the receipt of 

self-determined benefits is subject to an affirmative showing that the compensation 

arrangements are fair to the corporation.”37  Thus, because demand is excused for the 

reasons stated above, this aspect of the fiduciary duty claim survives and it will be the 

defendants’ burden to demonstrate the fairness of the cash compensation paid to the 

outside directors. 

                                              
36 Seinfeld v. Slager, 2012 WL 2501105, at *2 (Del. Ch. June 29, 2012) (quoting Cent. 
Mortg. Co., 27 A.3d at 535). 
 
37 Telxon Corp. v. Meyerson, 802 A.2d 257, 265 (Del. 2002) (citing Hall v. John S. Isaacs 
& Sons Farms, Inc., 146 A.2d 602, 610-11 (Del. Ch. 1958), aff'd in part, 163 A.2d 288 
(Del. 1960); Meiselman v. Eberstadt, 170 A.2d 720 (Del. Ch. 1961); Wilderman v. 
Wilderman, 315 A.2d 610 (Del. Ch. 1974)). 
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The one aspect of cash compensation for which defendants have sought dismissal 

concerns $346,392 and $216,479 that was paid to defendant Carter in fiscal years 2011 

and 2012, respectively.  These amounts are reported in the Company’s proxy statements 

in a table entitled “Director Compensation” under  the subheading “All Other 

Compensation” and are accompanied by a footnote stating that “Mr. Carter’s other 

compensation includes amounts paid to a consulting entity of which Mr. Carter is the 

principal.”38  

At oral argument, plaintiff’s counsel represented that plaintiff challenges only the 

compensation paid to the outside directors for their service as directors and does not 

challenge amounts paid to Carter for consulting services.39   The use of the word 

“includes” in the footnote quoted above, however, leaves open the possibility that some 

of Carter’s “other compensation” may have been paid for his services as a director and 

not as a consultant.  

In a letter filed after oral argument, defendants’ counsel contends that all of the 

amounts appearing in the “other compensation” line for Carter were paid for consulting 

services, notwithstanding the text of the footnote, based on an extrapolation of a currency 

exchange rate between Australian and United States dollars and other disclosures 

                                              
38 Defs.’ Opening Br. Ex. B at 9 & n.5 (Unilife Corp., Definitive Proxy Statement (Form 
14A) (Oct. 14, 2011)) (emphasis added); Defs.’ Opening Br. Ex. C at 10 & n.8 (Unilife 
Corp., Definitive Proxy Statement (Form 14A) (Oct. 16, 2012)) (emphasis added).   

39 Mot. to Dismiss Hr’g Tr. at 40, June 9, 2014. 
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contained in the proxy statement.40  Although defendants’ explanation makes sense, I 

cannot resolve this issue from the allegations of the complaint and the face of the proxy 

statements incorporated therein.  Accordingly, this aspect of the fiduciary duty claim will 

not be dismissed so that plaintiff can verify in discovery whether the full amounts 

reported as “other compensation” for Carter were paid solely for consulting services. 

b. Equity Awards 

Insofar as the fiduciary duty claim pertains to the equity awards the outside 

directors received, defendants argue that they are protected by the business judgment rule 

because each of those awards was approved by a disinterested majority of Unilife’s 

stockholders.  I agree and dismiss this aspect of the fiduciary duty claim because plaintiff 

has failed to plead facts to legitimately call into question the validity of the stockholders’ 

approval or to rebut the presumption of the business judgment rule. 

In a series of decisions, this Court has dismissed otherwise self-interested 

transactions involving director compensation because of the effect of stockholder 

approval of such transactions.  In Steiner, discussed above, after sustaining a claim for 

breach of fiduciary duty challenging the cash payments made to the outside directors of 

Telxon, Chancellor Allen dismissed that part of the claim challenging stock option grants 

to them based on stockholder approval of the plan under which the options were granted.   

He explained that: 

                                              
40 Letter from James G. McMillan, III to The Honorable Andre G. Bouchard (June 9, 
2014). 
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Unlike the other self-interested transactions challenged by plaintiff, the 
stock option plan was presented to the Telxon shareholders at the 1991 
annual meeting and approved by a majority of the stockholders.  The 
Supreme Court held in Kerbs v. California Eastern Airways, Inc., Del. 
Supr., 90 A.2d 652, 655 (1952) that “[s]tockholders’ ratification of voidable 
acts of directors is effective for all purposes unless the action of the 
directors constituted a gift of corporate assets to themselves or was ultra 
vires, illegal, or fraudulent.” 41 
 

Chancellor Allen thus held that, in the absence of any allegation that “the option plan was 

ultra vires, illegal or fraudulent, the only basis on which the plan may be successfully 

attacked is that it constitutes a gift of corporate assets or waste.”42  

Several years later, in In re 3COM Corp. Shareholders Litigation, the Court cited 

Steiner with approval and held that “[d]ecisions of directors who administer a stockholder 

approved director stock option plan are entitled to the protection of the business judgment 

rule, and, in the absence of waste, a total failure of consideration, they do not breach their 

duty of loyalty by acting consistently with the terms of the stockholder approved plan.”43  

More recently, in Desimone v. Barrows, then-Vice Chancellor Strine dismissed under 

Rule 12(b)(6) claims challenging option grants to outside directors because “stockholders 

approved the issuance of the exact number of options to be awarded annually to the 

Outside Directors and the date of issuance.”44   

                                              
41 Steiner, 1995 WL 441999, at *7. 

42 Id. 

43 In re 3COM Corp., 1999 WL 1009210, at *1 (Del. Ch. Oct. 25, 1999). 

44 Desimone v. Barrows, 924 A.2d 908, 917 (Del. Ch. 2007). 
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Here, as in Desimone, Unilife’s stockholders approved each of the specific equity 

awards challenged in this action.  As explained above, in 2010, Unilife stockholders 

approved the grant of up to 100,000 options to two of the Company’s outside directors 

and, in 2011, approved the grant of up to 45,000 stock-based awards to six of the 

Company’s outside directors.    

Plaintiff alleges that these stockholder approvals were not valid because the proxy 

statements on which the votes were based “omitted or included materially misleading 

information concerning, inter alia, whether the Unilife’s outside director compensation is 

in line with director compensation paid at comparable firms, the identity of truly 

comparable companies, and the average director compensation at those firms.”45  

Significantly, plaintiff has not identified any Delaware authority deeming such 

benchmarking information to be material.  Nor has plaintiff identified any provision of 

the federal securities laws requiring the disclosure of such information concerning 

outside director compensation. 

Under Delaware law, “[t]o state a claim for breach by omission of any duty to 

disclose, a plaintiff must plead facts identifying (1) material, (2) reasonably available (3) 

                                              
45 Compl. ¶ 25. As plaintiff acknowledges, the benchmarking information Unilife 
provided in its proxy statements only concerned executive compensation and not outside 
director compensation.  Pl.’s Answering Br. 38.  As such, the issue here is not whether 
the disclosures contained in the proxy statements were misleading, but whether Unilife 
omitted material information by failing to include benchmarking information relevant to 
outside director compensation. 
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information that (4) was omitted from the proxy materials.”46  “The burden of 

establishing materiality rests with the plaintiff, who must demonstrate ‘a substantial 

likelihood that the disclosure of the omitted fact would have been viewed by the 

reasonable investor as having significantly altered the ‘total mix’ of information made 

available.’”47 

   In my opinion, the absence of benchmarking information for outside director 

compensation was not a material omission from Unilife’s 2010 and 2011 proxy 

statements because the proxy statements disclosed all material terms of the precise equity 

awards that the stockholders were being asked to approve.   

The 2010 proxy statement disclosed the exact number of options to be awarded to 

directors Wold and Firestone (100,000 each), the exercise price for those options ($6.83 

per share for Wold and $6.19 per share for Firestone), the exercisability period for the 

options (five years from the date of grant) and the schedule over which the options would 

vest.  Similarly, the 2011 proxy statement  disclosed the exact number of equity awards 

to be issued to directors Bosnjak, Carter, Galle, Lund, Wold and Firestone (45,000 each), 

the nature of those awards (shares of common stock of phantom stock units), and the 

schedule over which those awards would vest.  Thus, whether or not the value of these 

                                              
46Pfeffer v. Redstone, 965 A.2d 676, 686 (Del. 2009) (quoting O'Reilly v. Transworld 
Healthcare, Inc., 745 A.2d 902, 926 (Del. Ch. 1999)). 
 
47 Gantler v. Stephens, 965 A.2d 695, 710 (Del. 2009) (quoting Stroud v. Grace, 606 
A.2d 75, 84 (Del. 1992)). 
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equity awards, viewed in isolation or together with other compensation, were in line with 

the levels of compensation paid to the outside directors of Unilife’s alleged peer 

companies, Unilife’s stockholders cannot legitimately claim they were not made aware of 

the material terms of what they were being asked to approve.48   

Because plaintiff has failed to undermine the validity of the stockholder approvals 

on which the equity awards in question were expressly conditioned, the business 

judgment rule applies to the board’s decision to grant those awards in the first instance.  

“[W]here business judgment presumptions are applicable, the board's decision will be 

upheld unless it cannot be ‘attributed to any rational business purpose.’”49  Although 

plaintiff has alleged facts suggesting that the amount of compensation paid to Unilife’s 

directors may be excessive relative to its revenues and its alleged peers, it cannot be said 

that the payment of such compensation had no rational business purpose.   

For the foregoing reasons, I grant defendants’ motion to dismiss the fiduciary duty 

claim insofar as it relates to the equity awards that were approved by Unilife’s 

stockholders. 

2. The Waste Claim 

“[A] plaintiff faces an uphill battle in bringing a waste claim, and a plaintiff must 

allege particularized facts that lead to a reasonable inference that the director defendants 

                                              
48 See 3COM, 1999 WL 1009210, at *1 (rejecting need to disclose option values under 
Black-Scholes where “the plan’s material terms” were disclosed). 

49 Kahn v. M & F Worldwide Corp., 88 A.3d 635, 654 n.41 (Del. 2014) (quoting In re 
Walt Disney Co. Deriv. Litig., 906 A.2d 27, 74 (Del. 2006) (citation omitted)). 
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authorized an exchange that is so one sided that no business person of ordinary, sound 

judgment could conclude that the corporation has received adequate consideration.”50 

This Court has described the waste standard as an “extreme test, very rarely satisfied by a 

shareholder plaintiff, because if under the circumstances any reasonable person might 

conclude that the deal made sense, then the judicial inquiry ends.”51  “Where . . . the 

corporation has received any substantial consideration and where the board has made a 

good faith judgment that in the circumstances the transaction was worthwhile, a finding 

of waste is inappropriate, even if hindsight proves that the transaction may have been ill-

advised.”52   

The complaint alleges that the compensation paid to Unilife’s directors since 2010 

constitutes an excessive percentage of its revenues during this period (25% and 24%, 

respectively, in fiscal years 2012 and 2013) and is excessive relative to eleven other 

healthcare companies with market capitalizations between $41 million and $718 million.  

These allegations raise questions concerning the fairness of the outside directors’ 

compensation, but they do not rise to the level necessary to establish a complete failure of 

consideration or that the director defendants authorized an exchange that was so one-

sided that no reasonable business person could conclude that Unilife received adequate 

                                              
50 Seinfeld, 2012 WL 2501105, at *3  (Jun. 29, 2012) (internal quotation marks and 
citations omitted). 

51 Zupnick v. Goizueta, 698 A.2d 384, 387 (Del. Ch. 1997) (quoting Steiner, 1995 WL 
441999, at *1). 

52Seinfeld, 2012 WL 2501105, at *9 (internal quotation marks and citations omitted).    
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consideration.  Accordingly, the claim for corporate waste fails to state a claim for relief 

and is dismissed. 

IV. CONCLUSION 

For the foregoing reasons, defendants’ motion to dismiss Count I is GRANTED 

insofar as it relates to the equity awards issued to Unilife’s outside directors, but 

DENIED insofar as it relates to the cash compensation paid to the outside directors.  

Count II is dismissed in its entirety.   

IT IS SO ORDERED.   
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 This case presents a demand for a statutory appraisal,1 response to which 

should be a daunting task for a law-trained judge: the statute in question requires 

the Court—not either party through assignment of a burden of proof—to determine 

the fair value of a corporation.  Here, the Plaintiff is entitled to the fair value of her 

interest in Hesco Bastion USA, Inc. (“Hesco,” or the “Company”), which interest 

was lost when Hesco merged with an affiliate.  The task is made more difficult, 

perhaps, by the facts that the merger was not the result of an auction process, and 

thus the market provides no guidance; that management produced no projections 

for the Company in the ordinary course of business; that the Company was about 

to lose the benefit of a license and patent covering its sole product; and that the 

sales of that product, in part, are driven by natural disasters, the frequency of which 

are of dubious predictability.  The results of my analysis are below. 

I. FACTS 
 
A. The Hesco Merger 

Hesco Bastion Ltd. (“HBL”), not a party to this action, is a United Kingdom 

corporation that designs and manufactures “Concertainer units.”2  These rapidly 

deployable barriers consist of multi-cellular wall systems built from steel wire 

mesh coated with zinc-aluminum and lined with polypropylene geotextile, which 

are designed to be filled with sand and rock to create mobile barriers for military, 

                                           
1 8 Del. C. § 262. 
2 Pre-Trial Order at 2. 
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asset, and flood protection.3  The Concertainer units are stored accordion-style 

(hence, presumably, the name); once deployed, they operate as giant sandbags.  

HBL designs and manufactures Concertainer units outside of North America.  

Prior to her termination in 2011, Petitioner Patricia Laidler acted as Company 

Secretary, General Manager, and Managing Director of HBL. 

In 2003, Hesco Bastion USA, LLC was created for the purpose of licensing 

intellectual property from HBL in order to manufacture and market Concertainer 

products to non-military clients in North America.4  In 2006, Stephanie Victory 

became head of management at the LLC.  On February 24, 2009, Hesco, the 

corporation that is the subject of this appraisal proceeding, was incorporated in 

Delaware, and the Hesco Bastion USA, LLC business was merged into Hesco with 

little change to its ongoing management structure or business.5  That business 

included the assembly of Concertainer units at the Company’s Hammond, 

Louisiana facility, but not manufacture of the components—the wire mesh, pins, 

coils, or geotextile—required to assemble the Concertainer units.6  At its 

incorporation, an affiliate of HBL, Respondent Hesco Bastion Environmental, Inc. 

(“Environmental”), held a majority interest in Hesco.   

                                           
3 Resp’t’s Pre-Trial Answering Br. at 5. 
4 Pre-Trial Order at 2. 
5 Trial Tr. 338:14-17, 339:12-16; JX 75 at 23. 
6 Trial Tr. 324:1-4. 
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To reiterate, as of the first day of 2012, the relationships among the various 

corporate entities were as follows:  HBL and Environmental were each wholly-

owned by the same party, as described in more detail below; Environmental held a 

majority interest in Hesco; and HBL licensed to Hesco its intellectual property 

rights relating to the Concertainer units.  The Petitioner was the Managing Director 

of HBL, and held a minority interest in Hesco. 

On January 26, 2012 (the “Merger Date”), Hesco was merged into 

Respondent Environmental.  Before and after the Merger Date, HBL, Hesco, 

Environmental, and several other entities bearing the Hesco name operated under 

common control.  Prior to September 2010, British entrepreneur and inventor of 

the Concertainer units, James William Heselden, retained a controlling interest in 

these entities; in September 2010, Heselden passed away and his interests in the 

group of entities were held by his estate.7  In order to value the businesses in which 

Heselden held an ownership interest, his estate hired Michael Hughes, who in turn 

commissioned BDO Seidman to evaluate the financial position of the individual 

entities as well as the Hesco group as a whole.  The resulting reports included 

Project Green, which detailed HBL’s business plan to acquire Hesco Military 

Products, an entity affiliated with the Hesco entities but owned by its director, Leo 

                                           
7 Pre-Trial Order at 3. 
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Clifford;8 Project Red, which set out HBL’s business plan to acquire the minority 

interests in Hesco; and Project Blue, which collected necessary information for use 

in the sale of the entire corporate group, once the minority interests in the 

individual entities were acquired.9 

 In 2011, HBL terminated Laidler’s employment due to her alleged 

involvement in shipping fraud.  At that time, pursuant to a shareholder agreement, 

Laidler retained a contractual right to compel Hesco to repurchase her shares.  In 

preparation for her exercise of that right, Hesco sought an opinion from Willamette 

Management Association (“Willamette”) valuing Laidler’s stake in Hesco.  On 

November 18, 2011, Willamette issued its first valuation opinion (the “Fair Market 

Value Opinion”), opining that the fair market value of Hesco’s stock was $180 per 

share.  Laidler chose not to exercise her put right at that time. 

In January 2012, Victory, Clifford, and the Petitioner each held 10,000 

shares of Hesco, a respective 10% interest.  Shortly thereafter, Victory and Clifford 

tendered their shares in the Company to Environmental for $207.50 per share; 

Laidler did not.  On January 26, 2012, pursuant to 8 Del. C. § 253, Hesco merged 

into Environmental.  As of the Merger Date, Heselden’s estate owned 100% of 

Environmental, which in turn owned 90% of Hesco, with the Petitioner retaining 

                                           
8 Trial Tr. 334:17-22. 
9 Id. at 540:10-541:10. 
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her 10% interest.10  Because Environmental held a 90% interest in Hesco, no 

stockholder vote was required to consummate the short-form merger.  The 

Petitioner—the only remaining minority stockholder of Hesco—was offered 

$207.50 per share for her interest in the Company.11  Declining that consideration, 

on May 23, 2013, the Petitioner filed her Verified Petition for Appraisal, pursuant 

to 8 Del. C. § 262.12 

B. Floods and Other Disasters 

 Operating in the flood barrier industry, Hesco’s customers primarily consist 

of architecture and civil engineering firms as well as governmental organizations 

providing storm and flood protection.  Accordingly, Hesco’s revenue is in large 

part determined by natural disasters and other weather-related events: the bigger 

the disaster, the more revenue Hesco generates, but revenue in any given year is 

difficult to predict.  As a result of fluctuations in demand for Concertainer units, 

prior to the Merger, the Company typically retained fifteen permanent employees, 

who sometimes did not have enough work to keep them occupied; at other times 

the Company had so much work that it had to hire a significant number of short-

term employees.13  Hesco never generated forward-looking projections,14 and the 

                                           
10 Pre-Trial Order at 2. 
11 Id. at 3. 
12 Id. at 4. 
13 See Trial Tr. 321:19-322:4 (“The number of employees would fluctuate depending on what the 
demand for the product was.  So we would have—we in the beginning eventually basically built 
up to 15 core employees that we would, you know, have, so that if we did have to bring in more 
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parties dispute whether and to what extent weather-related events would have 

continued to create demand for the Hesco product had the Company continued as a 

going concern.  At trial, the parties pointed to three events that significantly 

impacted revenues in 2009, 2010, and 2011. 

1. Howard Hanson Dam 

In 2009, Hesco’s revenues totaled approximately $8.5 million, $1.7 million 

of which was derived from a single project, the Howard Hanson Dam project.15  In 

January of that year, the Green River in Washington state flooded, exposing 

structural flaws in the Howard Hanson Dam.  Though it worked to make repairs, 

“[t]he United States Army Corps of Engineers warned residents that there could be 

a one in four chance of a potential flood-level release of water in 2010 and 

suggested that barriers should be used as an interim precaution . . . .”16  As a result, 

several companies with assets to protect, including Boeing,17 contracted with 

Hesco to provide Concertainer units for use as barriers in the event the dam 

                                                                                                                                        
employees, that we would have a core team that knew how to assemble the product properly and 
could train.  So it fluctuated anywhere from 15 to about 60 during the height of the 2011 
production period.”); id. at 323:11-13 (“[E]ven when there wasn’t work, we would carry those 
employees, just to make sure if we needed to, we could do our best to respond.”). 
14 Id. at 330:2-4; see also id. at 330:9-17 (“[I]t’s very difficult to predict whether it’s going to 
flood, and if it’s going to be—what level of flooding would happen, if the hurricane—there’s—
you know, a hurricane prediction that comes out before hurricane season, always, and sometimes 
it happens the way they predict it and sometimes it doesn’t.  So it’s almost impossible to predict 
when the floods are coming and if they’re going to come, at what level.”). 
15 Resp’t’s Pre-Trial Answering Br. at 20. 
16 Id. 
17 See Resp’t’s Post-Trial Op. Br. at 18-19 (“Hesco’s biggest sales during this project came from 
the Boeing Company, which needed to protect a flight simulator and a complex that houses 
several national security defense programs as well as its critical data center.”). 
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failed.18  At trial, Hesco’s former CEO, Stephanie Victory, explained that 

providing Concertainer units to Boeing escalated sales from other companies in the 

area, “just because people figure[d] that Boeing ha[d] done their due diligence.”19  

As it turned out, those barriers proved to be unnecessary, since the Army Corps 

finished repairs to the dam before any leaks caused flooding.  Once repairs were 

made, sales “essentially stopped”—“[t]he opportunity basically ceased as soon as 

the dam was shored up.”20 

2. BP Oil Spill 

 In 2010, the Deepwater Horizon oil rig exploded in the Gulf of Mexico in 

what resulted in one of the largest accidental marine oil spills in history.  In that 

year, Hesco generated $7 million in revenues from experimental attempts to use 

Concertainer units in the clean-up effort.  These included staking the Concertainer 

units’ steel mesh baskets to shorelines and filling those baskets with hydrocarbon 

capture powder—chemicals designed to solidify oil in order to “capture” the 

spill—as well as deploying the Concertainer units along shorelines to create 

barriers in order to prevent the spilled oil from seeping onto the shore.  While the 

latter effort represented a more traditional use for the units,21 the former was 

largely unsuccessful, as the Concertainer units proved poor oil receptacles because 

                                           
18 Trial Tr. 345:5-15. 
19 Id. at 345:8-10. 
20 Id. at 347:20-21. 
21 Id. at 356:10-15. 
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it was difficult to secure the Concertainer baskets to the shoreline without 

weighting them with rocks.  Victory explained: 

It was a very challenging project because our product is held in 
place because of the fill material that is inside of it and there wasn’t 
any fill material in it.  And it wouldn’t rest on the beach appropriately, 
and the waves would come and it would get knocked over. 

So they—the National Guard was assigned by the governor to 
come in and assist us in getting the units set up, and then they were 
taking pieces of rebar and sticking the rebar into the coils and 
hammering it down, trying to get something to hold those baskets in 
place. 

So they would do that, and then the waves would come and the 
scour would happen around the rebar, and the rebar—so you would go 
sleep and wake up and the rebar’s up out of the baskets.  And so you’d 
have to go back and you’d have to hammer it back down, and 
sometimes the wall would fall over.  And it’s all connected.  So when 
one section would fall, it would fall for—you know, for quite some 
period—it was a—it was a very high maintenance project to try and 
keep in place.22 

 
Victory opined that the Company would not likely realize future sales based on 

that particular use of the units, explaining that “it was highly experimental, and I 

would argue that it’s not—our product is not fit for purpose to be a fence cage to 

sit on the shoreline.”23 

3. 500-Year Flood 

In 2011, Hesco generated approximately $22.5 million in revenues, largely 

due to a “500-year flood”—declared a federal disaster in three states—that 

occurred along the Red River and Mississippi River in the western United States 

                                           
22 Id. at 352:10-353:7. 
23 Id. at 354:15-18. 
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and Canada.  To minimize the extensive damage caused by flooding, the 

Concertainer units were used as flood barriers throughout the flooded region, 

which included Manitoba and North Dakota.24  For example, in some 

circumstances, Concertainer units were stacked in columns three units high, 

creating a twelve-foot wall that protected buildings located along the river, 

including a convention center, medical center, and hotel.25  Many sales were made 

as “premitigation” efforts, “stocking [] or installing [the units] in advance of the 

flood, anticipating that a flood may occur.”26  At that time, the Company had 

trouble meeting the sudden demand for the product: the Company did not itself 

manufacture the component parts of the units, and Hesco was able to purchase 

enough raw material only because “the [HBL] requirements afforded [a 

manufacturer] to dedicate lines only for [Concertainer] geotextile because of their 

Department of Defense contract,”27 and HBL permitted Hesco to draw textiles 

from those dedicated lines.28  The Company did not, however, seek to obtain its 

own dedicated lines at that time, as it understood the demand generated by the 

impending 500-year flood to be only temporary. 

 

                                           
24 Resp’t’s Pre-Trial Answering Br. at 21. 
25 Trial Tr. 358:7-15. 
26 Id. at 361:6-7. 
27 Id. at 363:11-13. 
28 Id. at 363:14-15, 19. 
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C. South Carolina Manufacturing Plant 

 The parties dispute whether plans to open a manufacturing facility in South 

Carolina as of the Merger Date reflected the “operative reality” of Hesco, or HBL.  

The Respondent contends that “the plan to open a production facility in South 

Carolina was for the purpose of serving the HBL [that is, non-Hesco] business and 

its military sales, which as of the Merger Date Hesco had no right to pursue.”29  In 

support of that position, the Respondent emphasizes that HBL—but not Hesco—

maintained dedicated lines at unaffiliated production facilities from which Hesco 

was permitted to draw in very busy seasons—as with the 500-year flood in 2011—

but that in usual circumstances Hesco did not manufacture enough Concertainer 

units to justify maintaining its own dedicated lines.30  The Petitioner, on the other 

hand, contends that the South Carolina production facility was part of Hesco’s, and 

not HBL’s, business plan.   

D. Expiration of Patents and Termination of Licensing Rights 

 Lending to the uncertainty of future Hesco cash flows, in 2011, one 

Canadian and two US Concertainer unit patents expired.  Prior to the patents’ 

expiration, Hesco and affiliated entities were required to actively enforce the 

patent,31 as the simple structure of the Concertainer units was easily replicable.  

                                           
29 Resp’t’s Pre-Trial Answering Br. at 8. 
30 Trial Tr. 370:5-8. 
31 Id. at 534:22-535:3. 
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The Respondents contend that, not only were those units replicable—and in fact, in 

late 2011, Leggett & Platt introduced their “Barricage,”32 essentially a replica of 

the Concertainer units33—but there also existed several competing flood barrier 

products in the market, which competition would likely drive down future Hesco 

sales. 

 In addition to the expiration of certain patents, in late 2011, HBL terminated 

Hesco’s license to use the trademark “Hesco” in its name beyond 2012, as well as 

know-how rights associated with the expired patents beyond 2020.34  When asked 

at trial why he made the decision to terminate Hesco’s license, Michael Hughes 

testified: 

. . . Because I had the contractual right to do so, it was the best thing I 
could do for my business.  And I was the director of Hesco Bastion 
Limited—or one of the directors of Hesco Bastion Limited, so what I 
was doing was in the best commercial interests of Hesco Bastion 
Limited. 

I accepted and realized that the impact of that is anyone looking 
at Hesco Bastion USA would probably look at it in a slightly different 
light in terms of what its value may or may not be.  So, yes, there was 
going to be a collateral damage impact in the value, but from my 
perspective as the director working—and, in fact, the only 
independent director—working at Hesco Bastion Limited, that was in 
the best commercial interests of Hesco Bastion Limited.35 

 

                                           
32 The urge to pun seems to be irresistible in the flood-barrier industry. 
33 Trial Tr. 377:5-15. 
34 Resp’t’s Pre-Trial Answering Br. at 10. 
35 Trial Tr. 533:4-19. 
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After Environmental’s acquisition of Hesco, the surviving entity continued to use 

the Hesco trademark, despite cancellation of the license in 2011.  Hughes testified 

that the new entity was operating under a new “verbal” agreement: 

Well, you—the verbal is I allowed them to continue to use the name.  
It continued, anyway, because it had a year through to—it had a year 
through to probably October.  When did we terminate?  So it had a 
year through October 2012, and since then I have been conscious we 
need to put a full set of new agreements in place; but all the IP and 
know-how and trademark agreements are there.  And I have 
withdrawn, because I don’t need to do it in any other way, the need to 
remove the name because I have effectively taken that company and 
incorporated into a company that I have that had the name, anyway.  
So I didn’t necessarily have to go and give another agreement.  If you 
own the company and you own all the companies a hundred percent, 
as we do within the group now, then I can call them what I want and 
change the names as I wish.36 
 

The Petitioner contends that the value of the trademark and know-how rights 

should be included in the value of the Company as a going concern because the 

licenses were terminated for the sole purpose of depressing the value of Hesco, as 

evidenced by the fact that the surviving entity has continued to use the licenses 

despite their purported cancellation. 

E. Expert Valuations 

 As noted above, the price offered to the Petitioner in the Merger was 

$207.50 per share.  Upon seeking appraisal, the Petitioner obtained an expert 

valuation from Thomas Frazee of Frazee Valuation & Forensic Consulting LLC, 

                                           
36 Id. at 632:16-633:8. 
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who, relying exclusively on a direct capitalization of cash flow method of 

valuation, opined that the fair value of the Petitioner’s shares as of December 31, 

2011 was $515 per share. 

  Prior to the Merger, Curtis Kimball of Willamette produced for the 

Respondent the Fair Market Value Opinion, opining that the Petitioner’s interest in 

Hesco could be valued at $180 per share; that valuation was meant to produce a 

price if the Petitioner exercised her contractual right to put her shares to the 

Company, included a minority discount, and was intended to reflect the fair market 

value—but not the going-concern value—of the Petitioner’s interest in the 

Company.  After the Petitioner filed her Verified Petition for Appraisal, the 

Respondent sought a going-concern valuation from Willamette (the “Fair Value 

Opinion”), which relied heavily on a capitalization of cash flow analysis but also 

implemented guideline companies and guideline transactions analyses, which, 

taken together, estimated the fair value of the Petitioner’s shares at $322.  Michael 

Hughes, unsatisfied with that Opinion’s conclusion, then contacted Kimball 

because he “felt that the report that [Kimball] produced did not adequately reflect 

particular issues around normalized earnings that [Hughes] felt were pertinent to 

the case and pertinent to his valuation.”37  To address those concerns, Hughes and 

                                           
37 Id. at 578:7-10. 
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Victory met with Kimball on October 8, 2013.  At trial, Hughes explained that at 

that meeting: 

I indicated to him that I didn’t think that it was appropriate just to 
assume—or use the earnings as they were within the business as a 
basis for determining what was maintainable going forward.  What I 
did say was there were a number of what I perceived to be 
extraordinary events which ought to be taken into account and 
factored into his valuation in some shape or form, but I gave no 
direction on how that should be.  I just felt it was omitted.  I thought it 
was a manifest error in what he had done, and I felt it should be 
reflected in that report.38 
 

The October 8 meeting resulted in Kimball backing out certain revenues that 

former Hesco management indicated were “non-recurring,” including revenues 

generated by the Howard Hanson Dam project, the BP oil spill, and the 500-year 

flood.  Taking into account the newly “normalized” revenues, Willamette issued a 

third opinion (the “Revised Fair Value Opinion”) on October 31, 2013, which 

resulted in a decreased estimation of per share value from $322 to $250.30.39  That 

Opinion was the subject of the Petitioner’s Motion in Limine, which I denied in a 

bench ruling at the start of a three-day trial held on January 14, 15, and 16, 2014.  

Accordingly, my analysis focuses primarily on Frazee’s September 11, 2013 

valuation opinion and Kimball’s October 31, 2013 Revised Fair Value Opinion. 

 

                                           
38 Id. at 578:20-579:6. 
39 After making minor corrections to account for Hesco Bastion USA, LLC’s cash flows in 2009, 
the Respondent submits that the fair value of the Petitioner’s shares is $256.20 per share.  
Resp’t’s Post-Trial Op. Br. at 1. 
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II. ANALYSIS 

 Where a stockholder has been frozen out of a company by virtue of a short-

form merger, she may petition this Court for a statutory appraisal pursuant to 8 

Del. C. § 262, in accordance with which: 

the Court shall determine the fair value of the shares exclusive of any 
element of value arising from the accomplishment or expectation of 
the merger or consolidation, together with interest, if any, to be paid 
upon the amount determined to be the fair value.  In determining such 
fair value, the Court shall take into account all relevant factors.40 
 

In undertaking the statutory responsibility to consider “all relevant factors,” this 

Court often relies on market and income approaches to valuation, including 

comparable companies analyses, comparable transactions analyses, and discounted 

cash flow analyses;41 the Court has also considered the merger price generated 

from an arm’s length transaction as indicative of fair value, at least where 

alternative methods of valuation are unreliable.42  Still, the Court may consider 

“proof of value by any techniques or methods which are generally considered 

acceptable in the financial community and otherwise admissible in court.”43 

                                           
40 8 Del. C. § 262(h). 
41 Merion Capital, L.P. v. 3M Cogent, Inc., 2013 WL 3793896, at *4 (Del. Ch. July 8, 2013). 
42 See Huff Fund Inv. P’ship v. CKx, Inc., 2013 WL 5878807, at *1 (Del. Ch. Nov. 1, 2013); 
Union Ill.1995 Inv. Ltd. P’ship v. Union Fin. Grp., Ltd., 847 A.2d 340, 357 (Del. Ch. 2004). 
43 Doft & Co. v. Travelocity.com Inc., 2004 WL 1152338, at *5 (Del. Ch. May 21, 2004) (citing 
Weinberger v. UOP, Inc., 457 A.2d 701, 713 (Del. 1983)). 
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 In an appraisal proceeding, the burden to establish fair value by a 

preponderance of the evidence rests on both the petitioner and the respondent.44  

After evaluating the parties’ presentations, this Court may “select one of the 

parties’ valuation models as its general framework, or fashion its own, to 

determine fair value in [an] appraisal proceeding.”45 

 The parties dispute whether the merger price, market analyses, or an income 

approach to valuation are reliable indications of the fair value of Hesco.  I consider 

each of those measures of fair value in turn. 

A. Merger Price 

 As an initial matter, the Respondent suggests that this Court should consider 

the merger price set by Environmental as persuasive evidence of Hesco’s fair 

value.  The Respondent contends: 

Hughes provided evidence at trial about how the deal value was 
reached and about the arms-length negotiations that took place 
between the Estate and Hughes as an “independent director” acting for 
Hesco Holdings, Inc. at the time, as well as the acceptance of the price 
by Clifford. . . .  It is significant that real negotiations occurred which 
affected the price in a positive way for Petitioner, as well as the other 
shareholders. . . .  Hughes’ suggested number, and ultimate revised 
number, reflects the relevant information available at the time and the 
revised number was accepted by those with an interest in receiving 
cash from the deal.46 
 

                                           
44 M.G Bancorp., Inc. v. Le Beau, 737 A.2d 513, 520 (Del. 1999). 
45 Cede & Co. v. Technicolor, Inc., 684 A.2d 289, 299 (Del.1996). 
46 Resp’t’s Post-Trial Op. Br. at 40, 43. 
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The Respondent here implicitly draws from my recent decision in Huff Fund 

Investment Partnership v. CKx, in which I found that, in circumstances where no 

comparable companies or transactions were available to conduct a market analysis, 

and where “a one-time, unpredictable, irreversible, and immitigable” event 

rendered future cash flows indeterminable such that a discounted cash flow 

analysis would have been particularly unreliable, the merger price generated from 

an arm’s length transaction where a full market check had been conducted was the 

best available evidence of the fair value of the shares at issue.47  That circumstance, 

truly an arm’s length transaction, bears no resemblance to the short-form merger at 

issue here.  Here, Hesco’s ninety-percent controlling stockholder itself determined 

the price it would pay for the Company’s sole minority stockholder’s shares, and, 

pursuant to 8 Del. C. § 253, consummated a merger transaction without that 

minority stockholder’s consent.  Under our case law, a statutory appraisal is the 

sole remedy to which the Petitioner is entitled,48 and to defer to an interested 

controlling stockholder’s determination of fair value in a transaction such as this 

would render that remedy illusory.  I therefore decline to consider the merger price 

in determining the fair value of Hesco. 

 

 

                                           
47 Huff Fund Inv. P’ship v. CKx, Inc., 2013 WL 5878807, at *10 (Del. Ch. Nov. 1, 2013). 
48 Weinberger v. UOP, Inc., 457 A.2d 701, 703 (Del. 1983). 
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B. Market Analyses 

 The Respondent also offers, as part of its expert’s report, a comparable 

companies analysis, or “Guideline Publicly Traded Company Method,” as well as a 

comparable transactions analysis, or “Guideline Merged and Acquired Companies 

Method.”  A comparable companies analysis “entails the review of publicly traded 

competitors in the same industry, then the generation of relevant multiples from 

public pricing data of the comparable companies and finally the application of 

those multiples to the subject company to arrive at a value,”49 while a comparable 

transactions analysis involves “finding similar transactions, quantifying those 

transactions through financial metrics, and applying those metrics to the company 

at issue in order to arrive at a value.”50  The “true utility” of either approach “is 

dependent on ‘the similarity between the company the court is valuing and the 

companies used for comparison,’”51 and “when the ‘comparables’ involve 

companies that offer different products or services, are at a different stage in their 

growth cycle, or have vastly different multiples, a comparable companies or 

comparable transactions analysis is inappropriate.”52   

                                           
49 Doft & Co. v. Travelocity.com Inc., 2004 WL 1152338, at *8 (Del. Ch. May 21, 2004). 
50 In re U.S. Cellular Operating Co., 2005 WL 43994, at *17 (Del. Ch. Jan. 6, 2005). 
51 Doft & Co., 2004 WL 1152338, at *8 (citing Gray v. Cytokine Pharmasciences, Inc., 2002 WL 
853549, at *9 (Del. Ch. Apr. 25, 2002)). 
52 Merion Capital, L.P. v. 3M Cogent, Inc., 2013 WL 3793896, at *6 (Del. Ch. July 8, 2013). 
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 Kimball’s comparable transactions analysis considered “six companies 

acquired from 2007 through the Valuation Date [that] collectively provide a 

reasonable benchmark for purposes of comparison to Hesco,” which transactions 

“cover companies in the small and middle markets, both public and private.”53  

From those transactions, Kimball derived a pricing multiple, based 80% on a 

weighting of market value of invested capital to EBITDA among the selected 

transactions, and 20% on a weighting of market value of invested capital to 

revenue among the selected transactions.54  That weighting entailed qualitative 

adjustments based on “differences in size, scale, business similarities, and 

profitability of Hesco to the underlying comparable companies,” as well as the 

difference in “size and volatility of Hesco’s sales and earnings within its market 

niche versus those of the guideline companies in their lines of business.”55 

 Kimball’s comparable companies analysis selected four companies within 

Standard & Poor’s “structural metal” industry classification, including Leggett & 

Platt, Inc., Moro Corporation, NCI Building Systems, Inc., and Gibraltar 

Industries, Inc.  Kimball conceded that “the selected guideline public companies 

are not exactly like Hesco,” and suggested that they provided a “relative basis for 

cross-check comparison” only after “making adjustments” based on differences in 

                                           
53 JX 75 at 42. 
54 Id. 
55 Id. 
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expected future growth and considerations of variability due to “the Company’s 

dependence on flood problems.”56  Ultimately, Kimball concluded in his report that 

“Hesco is not as similar to the guideline companies as we would prefer, therefore, 

this method was given relatively little weight in our final analysis,” and further, 

that “the guideline merged and acquired company method was [also] given 

relatively little weight due to (1) the data points available and (2) the comparability 

of the transactions with Hesco’s specific line of business, size, and other specific 

factors;”57 he similarly testified at deposition that “[i]n my review of the 

companies, again, I could not find a public company that had the kind of weather-

driven, event-related sales volatility that [the Company] had,”58 and conceded that 

“[a]ll of [the proposed comparable companies] are diversified companies, so to that 

extent, they do have a much smoother and less volatile revenue structure [than 

Hesco].”59 

Because I find that the Respondent has failed to demonstrate that the 

companies upon which its analyses are based are truly comparable to Hesco, I 

                                           
56 Id. at 48. 
57 Id. at 50; see also Kimball Dep. 97:8-13 (“With the caveat that there is no ideally comparable 
company in this particular case in this particular set of facts and circumstances, I felt that the 
selection of the four were the best available in terms of their manufacturing business that they 
conducted.”); id. at 99:3-4 (“None of these are great comps or even necessarily that good a comp 
. . . .”); id. at 98:17-20 (testifying that a subsidiary of Leggett & Platt involved in the same 
business as Hesco generated only a “very, very small percentage” of Leggett & Platt’s overall 
revenue). 
58 Id. at 102:18-21. 
59 Id. at 103:4-6. 
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decline to rely on the Respondent’s market approaches.  Though the Respondent 

criticizes Frazee’s decision to rely “exclusively on the DCCF method without 

performing any other analyses to confirm his results,”60 it has not convincingly 

demonstrated that the companies and transactions used in its market analyses are 

truly comparable such that they could provide a reliable cross-check of the 

Company’s value.  Notably, in addition to the limitations the Respondent’s own 

expert indicated as detailed above, the Petitioner correctly points out that in 

Willamette’s original Fair Market Value Opinion, Kimball considered six 

comparable companies, but in his Fair Value Opinion, dropped three companies 

and added one, analyzing a total of only four comparable companies;61 similarly, 

his Fair Value Opinion analyzed entirely different transactions than his earlier Fair 

Market Value Opinion.62  Further, the Petitioner’s expert confirmed with credible 

testimony that the companies and transactions in the Respondent’s expert’s 

analyses were not truly comparable to Hesco.63 

                                           
60 Resp’t’s Post-Trial Op. Br. at 24. 
61 Trial Tr. 49:20-24. 
62 Id. at 50:8-12; Frazee Dep. 347:1-6 (“But in a nutshell, these companies are not comparable to 
HESCO in that they do not have exposure to the same revenue drivers that HESCO does.  These 
companies, they make building products.  They are not in the business of anything close to flood 
control barriers.”). 
63 Trial Tr. 27:10-11 (“They were—in my view, they were not very close at all to being what I 
would term to be comparable.”); id. at 51:4-8 (“Q: In your opinion, is [sic] there any 
comparables that have been identified that are appropriate to rely on? 

A: Not that have publicly available information that I could rely on.”). 
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Accordingly, although this Court recognizes that “it is preferable to take a 

more robust approach involving multiple techniques . . . to triangulate a value 

range,”64 I find that the comparable companies and transactions analyses are not 

reliable indicators of fair value here, and decline to adopt those analyses in my 

valuation of Hesco. 

C. Direct Capitalization of Cash Flow Analysis 

 Income approaches to valuation are premised on the idea that the value of a 

company is equal to the present value of its future cash flows.  Both experts here 

rely primarily on an income approach, the direct capitalization of cash flow method 

of valuation (“DCCF”).  The first step of this income approach is similar to that of 

a discounted cash flow analysis (“DCF”), but differs in that a DCF projects cash 

flows over a horizon period and estimates a terminal value at which cash flows can 

be valued in perpetuity, and then discounts to present value those cash flows over 

multiple periods; a DCCF, on the other hand, estimates a normalized level of cash 

flows in perpetuity and divides those cash flows by a capitalization rate to estimate 

the present value of the business.65  A DCCF is employed in two steps, by (1) 

determining a normalized figure for annual cash flows in perpetuity, and (2) 

calculating a capitalization rate by which to divide cash flows. 

                                           
64 See Merion Capital, L.P. v. 3M Cogent, Inc., 2013 WL 3793896, at *5 (Del. Ch. July 8, 2013) 
(citations omitted). 
65 Trial Tr. 695:12-15. 
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Though DCF is more prominently employed in Delaware appraisal 

litigation, both parties’ experts opine that employing a DCF is not feasible here 

because Hesco’s management never made cash flow projections in the ordinary 

course of its business.  I assume, therefore, that use of the DCCF analysis is the 

appropriate method for determining the present value of the Company based on 

income.  Due to the lack of comparable companies or transactions upon which to 

base an analysis, and the lack of management projections upon which to conduct a 

DCF, I find that the most reliable indicator of fair value here is a direct 

capitalization of cash flow analysis, and accordingly place 100% weight on the 

following DCCF calculation.  Because I am unfamiliar with the methodology 

typically employed in a DCCF analysis (as opposed to the more-common DCF), 

and because both parties’ experts are in agreement as to the inputs and calculation 

to be used, differing only as to the values for each, I have employed the 

methodology common to both experts in my analysis below, resolving the 

valuation disputes as appropriate. 

1. Cash Flows 

At trial, the bulk of both parties’ presentations focused on the appropriate 

cash flows to consider in a DCCF.  The parties’ valuations differ66 primarily 

                                           
66 Id. at 693:15-20 (“There’s three big areas, essentially.  The first area is what are the normative 
level of revenues and the associated cash flows that the company and investor can rely on going 
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because the Petitioner’s expert constructs his cash flow figure by weighting 

Hesco’s actual revenues in 2010 and 2011 40% and 60%, respectively, then 

multiplying that figure by a projected 55% profit margin and subtracting $1.5 

million in estimated overhead expenses; the Respondent’s expert, on the other 

hand, constructs a cash flow figure by weighting to varying degrees actual and 

“normalized” EBITDA figures for 2009,67 2010, and 2011, where “normalized” 

figures back out revenues earned from the Howard Hanson Dam project, BP oil 

spill, and 500-year flood, which earnings the Respondent characterizes as “non-

recurring.”68  With this approach, the Respondent contends that “Willamette used 

the figures from 2009 to represent poor years, the figures from 2010 to represent 

typical years, and the figures from 2011 to represent active years.”69  Actual results 

accounted for 25% of the Respondent’s cash flow estimation, while normalized 

results accounted for 75%. 

The parties dispute (a) how future cash flows would be impacted by plans to 

build a plant in South Carolina, the expiration of patents, and the termination of 

                                                                                                                                        
forward in terms of looking at what the base level of earnings are that are sustainable in this 
company.”). 
67 The Respondent’s expert used a figure for 2009 that represented only the EBITDA generated 
by Hesco, and not its predecessor LLC, which generated revenues in the first three months of 
2009. 
68 See Resp’t’s Post-Trial Op. Br. at 16 (“Willamette, taking the reality of the company’s revenue 
history into consideration, used six data points to derive its basis for sustainable future cash flow: 
actual and adjusted results for 2009, actual and adjusted results for 2010, and actual and adjusted 
results for 2011.”). 
69 Id. at 25. 
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licenses, and (b) whether certain past revenue-generating events should be 

considered non-recurring such that they are poor indicators of future cash flows.  I 

consider those issues in turn, below. 

a. South Carolina Plant, Expiration of Patents, and Termination of Trademarks 

First, the parties dispute whether (1) the South Carolina plant was an 

opportunity that belonged to Hesco and would have increased future cash flows 

had Hesco continued as a going concern, (2) the impending expiration of certain 

patents and resulting increased competition in the market would have decreased 

Hesco’s future cash flows, and (3) the value of certain trademark and know-how 

rights that HBL purported to terminate should be added back into the value of 

Hesco.  In estimating future cash flows, neither party’s expert quantified the value 

of the South Carolina plant, the effect of increased competition,70 or the value of 

the trademark rights.71  In other words, the Petitioner’s expert did not adjust future 

cash flows upward to reflect the increased revenues the South Carolina plant would 

generate,72 nor did he adjust the Company’s income stream to account for the 

                                           
70 I note that Kimball indicated that he accounted for increased competition in adopting a 3% 
unsystematic risk premium; however, the Petitioner agrees that a 3% unsystematic risk premium 
is appropriate without regard to increased competition.  See infra note 103. 
71 The Respondent suggests that “[i]t was improper for Frazee to unilaterally decide that the 
termination of the licenses was not relevant, and instead he should have considered the effect of 
the termination of the licenses as well as the expiration of the patents in his Report.”  Resp’t’s 
Post-Trial Op. Br. at 34.  However, neither party attempted to quantify the effect of terminating 
the licenses in order to accordingly adjust predicted future cash flows. 
72 Though he did not attempt to quantify the value of the South Carolina plant, Frazee did 
consider the cost of the South Carolina plant in his subtraction of $1.5 million in overhead 
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trademark and know-how rights;73 nor did the Respondent’s expert adjust cash 

flows downward to reflect the effect of increased competition due to the expiration 

of patents.74  Instead, these factors were largely considered as “qualitative” factors 

in determining what predictive weight should be given to cash flows in certain 

prior years.  Because the parties have not attempted to quantify the effects of the 

South Carolina plant, expiration of patents, or termination of licenses on future 

cash flows, I find that the parties have failed to demonstrate that those 

considerations materially impact my analysis of the fair value of Hesco, and 

decline to attempt such a quantification here.  Further, to the extent I must consider 

                                                                                                                                        
expenses from his estimation of normalized cash flow.  Frazee Dep. 53:3-6.  See also id. at 
131:16-15 (“Well, the disclosures as to what opportunities were going to be pursued through the 
South Carolina site were very minimal. . . . But I did look at a little bit of information there 
related to 2012 which contained some additional expense line items that showed that there was 
some expense associated with opening that site.”); id. at 130:13-15 (“There was not a specific 
calculation for the revenue side of that equation.  For the cost side of it, the number was 
$250,000 annually.”); id. at 180:12-21 (“I am assuming a certain level of overhead expense is 
being incurred in South Carolina that causes . . . profits to drop by that amount on an annual 
basis.  I don’t have a specific dollar value to place on the revenue generated from that South 
Carolina business, but I think it is a relevant consideration when we are looking at whether that 
conclusion of revenue at $18 million is reasonable.”). 
73 Frazee testified at deposition that his analysis “assumed that the license terminations, whether 
they are upheld or not, would have no significant negative impact on the ability of the company 
to generate revenue and profit.”  Id. at 64:16-19.  Neither did Kimball adjust his cash flow 
estimate to account for gains Hesco would realize by no longer paying royalty fees associated 
with the licenses, since he assumed that “the company ex its termination of the agreements 
would have to devote sufficient funds to market its products that no longer benefited from an 
association with HESCO.”  Kimball Dep. 124:10-14. 
74 Frazee, on the other hand, “quantified” the effect of increased competition by assuming that 
any losses caused by increased competition would be offset by savings from no longer paying 
royalty expenses.  Frazee Dep. 54:1-6, 15-19 (“It is reflective of my belief that the use of those 
dollars could be spent, expended, if you will, to your question, to address any competitive 
pressures that might materialize from the patent issue.”).  In the absence of any evidence 
quantifying the value of increased competition, I find Frazee’s assumption here to be reasonable. 
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these issues in estimating a cash flow figure, I accept the parties’ assumptions that 

(1) losses caused by increased competition due to the expiration of patents, if any, 

would be offset by the concomitant termination of the Company’s obligation to 

make royalty payments,75 and (2) royalty payments saved by the termination of 

licenses, if those terminations could be appropriately considered in the Company’s 

going-concern value, would be equal to increased expenditures necessary to market 

its products after the licenses expired.76 

b. Non-Recurring Events 

 The parties also dispute whether past cash flows are a reliable predictor of 

future cash flows, or whether future cash flows should take into account that 

certain revenues in previous years were generated by non-recurring or 

extraordinary events.  The Petitioner challenges the Revised Fair Value Opinion’s 

treatment of “non-recurring” revenues as litigation-driven and self-serving, 

contending that “after reviewing Willamette[’s] [Fair Value Opinion], Hughes 

hailed Kimball from Atlanta to Washington, D.C. to change the revenue numbers 

expressed in this report.”77  The Petitioner underscores the fact that the Fair Market 

Value Opinion adjusted the growth rate downward for the year 2011 to account for 

                                           
75 See supra note 74. 
76 See supra note 73. 
77 Pet’r’s Post-Trial Op. Br. at 15. 
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revenue generated by the unusually large sales related to the 500-year flood,78 but 

did not treat revenues generated by the Howard Hanson Dam project or the BP oil 

spill as extraordinary.  In his Fair Value Opinion, however, Kimball, instead of 

adjusting the growth rate, placed less weight on revenues from 2011 due to the 

unusually large impact on revenues of the 500-year flood, but otherwise used 

actual revenue results from 2009 and 2011; revenue figures for 2010 were adjusted 

downward to back out roughly $4 million in sales generated by the BP oil spill.79  

Finally, in his Revised Fair Value Opinion, Kimball used the approach described 

above, weighting both actual and normalized revenues adjusted to back out 

revenues associated with the Howard Hanson Dam project, BP oil spill, and 500-

year flood.  The Petitioner suggests that these varying approaches represent an ill-

disguised attempt to depress the results of Kimball’s valuation, and that, if Hesco 

management truly believed revenues for the Howard Hanson Dam project, BP oil 

spill, and 500-year flood were “non-recurring” such that they were poor indicators 

of future revenue, management would have disclosed that fact in preparing 

materials for BDO Seidman.80  Accordingly, the Petitioner argues that management 

                                           
78 Trial Tr. 651:12-18 (“Q: And why did you lower the growth rate? 

A: Because in discussing the company’s background and history and outlook with 
management, I came to the conclusion that the company was having an extraordinarily good year 
historically, and it was unlikely to be able to replicate that type of result in the future, over a 
reasonable time horizon.”). 
79 Id. at 662:15-664:6. 
80 Id. at 439:7. 
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never considered revenues “non-recurring” until, for the purposes of this litigation, 

they realized that concept could be used to artificially depress the value of Hesco. 

Rather than back out certain revenues as “non-recurring,” the Petitioner’s 

expert, Frazee, instead relies exclusively on actual revenues from 2010 and 2011, 

weighted 40% and 60%, respectively.  At trial, however, Frazee presented no 

justification for that weighting, other than that he made a “qualitative assessment” 

based on certain considerations, including Hesco’s plans to open a plant in South 

Carolina and attempts to reduce volatility by focusing on pre-mitigation sales.  

Putting aside the fact that these “qualitative” considerations were never translated 

into quantitative estimates of impact on future cash flow, I find it suspect that 

Frazee placed 60% weight on cash flows in 2011 despite the fact that 2011 was 

“Hesco’s highest grossing year at more than double the revenue of any other year 

in Hesco’s history.”81  Frazee provided no compelling explanation as to why 2011, 

the Company’s highest grossing year, was a better indicator of future cash flows 

than 2009 or 2010. 

Ultimately, I find it inappropriate to decrease my estimate of future cash 

flows based on the Respondent’s contention that past revenue was generated by 

specific events unlikely to occur again.  Although the parties dispute whether 

certain revenue should or should not be considered “non-recurring,” such that 

                                           
81 Respt’t’s Post-Trial Op. Br. at 3 (emphasis added). 
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those cash flows are or are not a good prediction of future revenues, neither party 

attempted to provide any statistical evidence explaining the likelihood that a 

particular weather-related event would occur in any given year, that Hesco would 

enjoy sales from such an event, and, if so, what size revenues would likely be 

realized.  It may be that within the next several years another announcement of 

structural flaws in the Howard Hanson Dam, another 500-year flood in the upper 

Mississippi, or another oil spill in the Gulf of Mexico is unlikely, but the 

Respondent has not demonstrated that the Company would not, as a going concern, 

have generated future revenues caused by structural problems in a different dam, 

floods in a different geographic region, or experimental uses in another context.  

Nor has the Respondent indicated what percentage of the Company’s overall 

revenue is generated by pre-mitigation sales where a natural disaster is anticipated 

but never eventualizes.  The Company is primarily in the business of providing 

asset protection in anticipation of natural disasters, so the Respondent’s suggestion 

that all natural disasters are non-recurring, and therefore a poor predictor of future 

revenue streams, seems to me misplaced.  

 Instead, I find that the best predictor of future cash flows is past cash flows 

in 2009,82 2010, and 2011, weighted equally.  Based on the record before me, I do 

                                           
82 The 2009 cash flow figure I have used includes cash flows for the first three months of 2009 
before the LLC was merged into Hesco.  See id. at 11 n.38 (“The additional three months of 
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not find it unlikely that, if the Company continued as a going concern, some future 

revenue-generating events, in themselves “non-recurring,” would occur; notably, 

events which the Respondent deems “non-recurring” occurred every year the entity 

was in existence.  While it may be that in some years more weather-related events 

will occur than in other years, I find credible Kimball’s account that 2009 and 2010 

represented average to poor years, while 2011 represented a particularly profitable 

year for the Company.  I therefore find that actual cash flows in those years, 

weighted equally, are the best available estimate of future cash flows.  The 

Company’s EBITDA was $5,886,000 in 2009; $5,258,000 in 2010; and 

$11,295,000 in 2011.83  I therefore use as an estimation of future cash flows the 

average of those figures, $7,480,000. 

 

                                                                                                                                        
income earned at Hesco’s predecessor company amounted to roughly $2.1 million that had been 
left out of both experts’ reports.”). 
83 I have calculated EBITDA figures by reference to the Company’s historical income 
statements, JX 75, Ex. 3, but have added an additional $2.1 million to revenues for 2009, as 
explained in note 82 supra.  I have not accepted the Respondent’s additional adjustments to costs 
and expenses, as I have not found credible its expert’s attempts at normalizing revenues. 
 
 2011 2010 2009 
Revenues, including 
an additional $2.1 
million in 2009 

$22,529,000 $10,541,000 $10,635,000 

Costs and Expenses, 
other than interest, 
taxes, and 
depreciation and 
amortization 

$11,234,000 $5,283,000 $4,749,000 

EBITDA $11,295,000 $5,258,000 $5,886,000 
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c. Tax Rate, Depreciation, and Capital Expenditures 

 The parties’ experts face only minor disagreements over the applicable tax 

rate, depreciation figure, and capital expenditure figure.84  With respect to the 

applicable tax rate, the Petitioner’s expert used a “blended federal and state income 

tax rate” of 37.8%, while the Respondent’s expert used a tax rate of 38.5%.  At 

trial, in deposition, and in briefing, neither expert provided persuasive evidence 

bearing on which tax rate the Court should employ.  Because I find it likely that the 

appropriate tax rate lies between these two similar estimates, I adopt a 38% tax 

rate.85 

 With respect to depreciation, the Petitioner’s expert, Frazee, used a figure of 

$29,000, which represents 2011 levels for depreciation; the Respondent’s expert 

used a figure of $30,000, which represents a “Willamette Management Associates 

estimate.”86  Again, neither party provided persuasive evidence or argument as to 

which figure I should employ; I therefore adopt Frazee’s approach of using the 

                                           
84 See JX 24 at 19 (“The capital expenditures, depreciation, and tax rate assumptions [employed 
by Frazee] generally match those set forth by Kimball.”) 
85 See Crescent/Mach I P’ship, L.P. v. Turner, 2007 WL 1342263, at *11 (Del. Ch. May 2, 2007) 
(“In effect, neither side has proved an appropriate tax rate.  The evidence supports an inference 
that the appropriate rate lies within a range of [the respondent’s estimate] to [the petitioner’s 
estimate]. Therefore, the Court finds, based on a weighing of the reasonable inferences from the 
evidence produced at trial, that the appropriate tax rate projection is [a figure between those 
estimates.]”). 
86 JX 75, Ex. 7 n.[b]. 
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2011 figure for depreciation,87 as well as Kimball’s assumption that “[d]epreciation 

and capital expenditures are assumed to be equal over the long-term.”88 

 With respect to future capital expenditures, Kimball used an estimate of 

$31,000.  Frazee employed a figure of $31,900, which represents 110% of the 2011 

level.  As I have adopted the 2011 figure for depreciation, I likewise adopt the 

2011 figure for capital expenditures, which was $29,000. 

2. Capitalization Rate 

 Both Kimball and Frazee use a capitalization rate determined by multiplying 

the Company’s weighted average cost of capital (“WACC”) by its long-term 

growth rate.  They agree that the appropriate long-term growth rate here is 4%, but 

dispute the various inputs in calculating the Company’s WACC.  First, in 

calculating the Company’s cost of equity, both experts employed a build-up 

model,89 but dispute the context-appropriate Ibbotson deciles for both industry risk 

premium and size premium.  Second, the parties’ experts dispute the appropriate 

capital structure to employ. 

 

 

                                           
87 JX 24, Ex. C.  
88 JX 75, Ex. 7 n.[d]. 
89 In addition to a build-up model, Kimball employed a Modified Capital Asset Pricing Model 
(“CAPM”) and Duff and Phelps Model.  JX 75, Ex. 6b.  However, Kimball did not testify at trial, 
nor did the Respondent make any argument, about the inputs to those models.  Because the 
Respondent has not provided me with a sufficient evidentiary basis to adopt a CAPM or Duff 
and Phelps Model, I decline to adopt those models here.  
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a. Industry Risk Premium 

Morningstar, a preeminent investment research company, publishes annually 

a “Bonds, Bills, and Inflation Valuation Yearbook,” in which it compiles premia 

(“Ibbotson deciles”) to reflect risks caused by certain factors shared among 

companies operating in the same or similar industries, or reflecting the same or 

similar characteristics, such as size.90  The premium associated with a given decile 

is “calculated by subtracting the risk-free rate . . . from the total annual rates of 

return on common stocks” of companies categorized under the decile.91  Industries 

in which companies operate are classified under the Standard Industrial 

Classification system, in accordance with which certain industries are identified by 

numbered codes (“SIC codes”), to which risk premia are assigned. 

Here, the parties dispute the appropriate Ibbotson decile to account for 

industry risk in calculating Hesco’s cost of equity.  While the Petitioner’s expert 

“utilize[d] something that was roughly consistent with the average”92 of three SIC 

codes—34 (“Fabricated Metal Products, Except Machinery and Transportation 

Equipment”), and two subsets of that category, 344 (“Fabricated Structural Metal 

Products”) and 3499 (“Fabricated Metal Products, Not Elsewhere Classified”)—

over several years, the Respondent’s expert employed only “the SIC code 344 for 

                                           
90 JX 75 at 39. 
91 Id. 
92 Frazee Dep. 277:21-22. 
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2011, the most relevant code number applied to the most recent year as is the usual 

industry standard.”93  The Respondent’s expert testified at trial that he contacted 

Morningstar and was informed that “the appropriate use of their statistic is to use 

the latest available data,” not to average codes over a period of years, because a 

code for the latest year already incorporates statistical data for previous years.94  

Further, Frazee conceded in his deposition testimony that he did not believe “SIC 

Code 34 or 3499 are very good,” though he testified that SIC code 344 was not 

comparable to Hesco either.95  Though concededly not a perfect fit,96 based on 

Kimball’s credible expert testimony, I find that the appropriate industry risk 

premium in this context is the premium corresponding to SIC code 344 for the year 

2011, 5.91%. 

b. Size Premium 

 To reflect size premium, the Respondent’s expert employed Ibbotson decile 

10, while the Petitioner’s expert argues that a subset of that group, decile 10a, is 

more appropriate.  The Respondent points out that decile 10a “includes companies 

with market capitalizations between 144 million and 236 million, despite the fact 

                                           
93 Resp’t’s Post-Trial Op. Br. at 37. 
94 Trial Tr. 700:12-24. 
95 Frazee Dep. 295:12-16. 
96 I acknowledge the unreliability of selecting any industry risk premium having previously 
found that the parties have identified no companies sufficiently comparable to Hesco such that I 
could rely on a market approach to valuation; however, as the parties have presented no 
valuation alternatives that completely eschew inputs generated by the market, I accept the 
Respondent’s industry risk premium as the better, albeit imperfect, input. 
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that Hesco is worth far less than that range.”97  On the other hand, the Petitioner 

contends that “the Court should utilize ‘10a’ because using Decile 10 will result in 

the inclusion of premiums derived from companies that fall in 10b,” and “10b 

includes a disproportionately large number of highly leveraged or poorly 

performing companies that have low equity values, not because their business 

operations are ‘small,’ but because their equity valuations are low.”98  In other 

words, the Respondent argues that decile 10a is inappropriate because it includes 

companies with market capitalizations that are too high, while the Petitioner argues 

that decile 10b is inappropriate because it includes companies with too much debt.  

Because the parties’ respective experts provided credible testimony on both points, 

I find that the appropriate decile is 10, as it contains companies from both 10a, to 

account for companies with a more similar debt structure to Hesco, and 10b, to 

account for companies with more similar market capitalization.  The risk premium 

associated with decile 10 is 6.10%. 

 Taking into account the foregoing analysis, the following represents my 

calculation of the Company’s cost of equity under the build-up model: 

 

 

                                           
97 Resp’t’s Post-Trial Op. Br. at 38. 
98 Pet’r’s Post-Trial Op. Br. at 9. 
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Risk free rate 2.74%99 
Equity Premium 6.14%100 
Size Premium 6.10%101 
Industry Risk 5.91%102 
Unsystematic Risk Premium 3.00%103 
Cost of Equity 23.89% 
 

c. Cost of Debt 

 The parties’ experts also differ on the capital structure they assume.  The 

Company’s actual capital structure at the time of the Merger consisted of no debt, 

but the parties agree that as a going concern the Company would be expected to 

take on a certain amount of debt.  The Respondent’s expert employed a ratio of 

90% equity to 10% debt; the Petitioner’s expert, on the other hand, employed an 

85% equity, 15% debt ratio.  Because neither party has introduced any evidence 

bearing on the appropriate capital structure, I find that the appropriate capital 

structure here is the Respondent’s more conservative estimate of 90% equity to 

10% debt. 

 The cost of debt is taken from Moody’s rating of a Baa company as of the 

Merger Date, here, 5.24%.104  WACC is calculated with the following formula: 

                                           
99 This figure represents the market rate yield-to-maturity on a twenty-year treasury bond as of 
the Merger Date.  JX 75 at 38.  I note that the Petitioner’s expert inappropriately employed the 
risk-free rate as of December 31, 2011 rather than the Merger Date. 
100 This figure represents Ibbotson’s equity risk premium for the years 1926 through 2011.  JX 
75 at 39.  The parties agree on this figure except to the extent they round differently. 
101 This figure represents Ibbotson decile 10, as discussed in more detail above. 
102 This figure represents SIC code 344, as discussed in more detail above. 
103 The parties agree on this figure. 
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WACC = (Cost of Equity x Weight of Equity) + (Cost of debt x (1-
Tax Rate) x Weight of Debt)105 
 

Thus, the Company’s WACC is 21.83%. 

 The capitalization rate is calculated by subtracting from the Company’s 

WACC its long-term growth rate, which the parties here agree is 4%.  

Accordingly, the capitalization rate I employ in my analysis is 17.83%, with its 

inverse, 5.6, as the capitalization multiple. 

3. Summary of DCCF Valuation 

 The following summarizes my calculation of the fair value of Hesco. 

Normalized EBITDA $7,480,000 
Depreciation at 2011 level ($29,000) 
 $7,451,000 
Tax at 38% ($2,831,380) 
 $4,619,620 
Depreciation at 2011 level $29,000 
Capital Expenditures at 2011 level ($29,000) 
 $4,619,620 
Growth Rate 4% 
Net Cash Flow to Invested Capital $4,804,405 
Capitalization multiple 5.6 
 $26,904,668 
Excess cash $9,520,000106 
Net value $36,424,668 

                                                                                                                                        
104 JX 75, Ex. 6a n.[b]. 
105 Lane v. Cancer Treatment Centers of Am., Inc., 2004 WL 1752847, at *30 (Del. Ch. July 30, 
2004). 
106 This figure is derived by subtracting from the Company’s $10,000,000 in excess cash 
$240,000 for unaccrued management bonuses and $240,000 for contingent unaccrued sales tax 
liability.  The Petitioner used a $9,700,000 figure for excess cash as of December 31, 2011, 
because when he drafted his report he did not have access to the Company’s financials as of the 
Merger Date.  I use the more current figure, $10,000,000 in excess cash as of the Merger Date. 
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Accordingly, based on the direct capitalization of cash flow analysis 

described above, and dividing the Net Value by the number of shares outstanding, 

the fair value of one share of Hesco is $364.24.  As explained in more detail above, 

I place 100% of my valuation of the fair value of Hesco on the results of this 

analysis. 

III. CONCLUSION 

 For the reasons stated above, I find that the fair value of one share of Hesco 

is $364.24, and that the Petitioner is therefore entitled to $3,642,400 for her 10,000 

shares, plus interest at the statutory rate.107  With due regard to my arithmetic skill 

(or lack thereof), I will defer entry of a final order pending the parties’ review of 

my calculations, with any suggested computational corrections to be submitted 

within two weeks of the date of this Memorandum Opinion. 

                                           
107 See 8 Del. C. § 262(h). 
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I.  INTRODUCTION 

 

 This post-trial Section 225 opinion resolves a dispute about the meaning of 

two subsections of a voting agreement which determine how its signatories 

designate directors.  Either subsection at issue could be interpreted as a majority of 

shares or per capita voting provision.  Perhaps unsurprisingly, the difference in 

interpretation could grant control of the board to either the plaintiff or the 

incumbent defendants.
1
   

 The Court denied the parties’ cross motions for judgment on the pleadings 

because the two provisions were ambiguous.
2
  The parties engaged in additional 

discovery to resolve the ambiguity and provided extrinsic evidence through a 

stipulated record.  After considering the evidence and the arguments offered by the 

parties, the Court concludes that one ambiguous provision provides for majority of 

shares voting and the other, which uses the term “elect” without defining it, 

provides for per capita voting.  

 The Court was also asked to evaluate the validity of several different acts 

which sought to restructure the board’s composition.  After considering those acts, 

                                                           
1 Both sides filed complaints on the same day and requested that the Court determine the proper 

composition of the board.  Defendants filed their complaint under C.A. No. VCN-8844.  The 

Court consolidated the two actions under plaintiff’s action, C.A. No. VCN-8845, which caused 

the incumbent board members to appear as defendants. 
2
 Pretrial Teleconference and Rulings of the Court on Cross Motions for Judgment on the 

Pleadings, C.A. No. 8845-VCN (Del. Ch. Dec. 12, 2013). 
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the Court finds that the company’s current directors are Salamone, Gorman, Ford, 

and Dura (all defined below). 

II.  BACKGROUND 

 Plaintiff John J. Gorman, IV (“Gorman”) and six others founded Nominal 

Defendant Westech Capital Corp. (“Westech” or the “Company”), a Delaware 

corporation, in 1994.
3
  Westech, which went public in 2001, wholly owns Tejas 

Securities, Inc. (“Tejas”), its primary operating subsidiary and a broker dealer 

regulated under the Exchange Act of 1934 and by the Financial Industry 

Regulatory Authority (“FINRA”).
4
  

 Before the execution of the disputed voting agreement, Gorman owned a 

majority of Westech’s common stock and purportedly controlled the board, which 

consisted of Gorman; Charles Mayer, his uncle; and Robert W. Halder (“Halder”).
5
  

Gorman’s father-in-law purportedly also served on the board at an earlier time, but 

later resigned due to illness.  On September 23, 2011, the Company issued Series 

A Preferred stock to investors for $25,000 per share.
6
  Gorman’s friend James J. 

Pallotta (“Pallotta”) invested $2 million in the Company to acquire eighty shares of 

Series A Preferred (the “Pallotta Shares”).
7
  Gorman invested $1.8 million in Series 

                                                           
3
 Pre-trial Stipulation (“Stip.”) ¶ II.A.1. 

4
 Id. ¶¶ II.A.4, .6-.7. 

5
 Defs.’ Pretrial Br. at 5. 

6
 Stip. ¶ II.B.23. 

7
 Id. ¶ II.A.20. 
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A Preferred and convertible notes.
8
  The family members of former Westech CEO, 

and nonparty, James Fellus (“Fellus”) purchased twenty-four shares of Series A 

Preferred.
9
  Fellus also acquired forty shares in exchange for a promissory note 

upon which he did not make payments and on which he defaulted.
10

  Halder, 

directly and indirectly, purchased nine shares of Series A Preferred and convertible 

notes.
11

  A number of other investors purchased smaller holdings, although these 

investors are not generally discussed in the parties’ arguments.
12

  The parties 

dispute the impetus for this transaction, which is described in greater detail below. 

When issuing the Series A Preferred, the Company and its preferred 

investors executed a voting agreement (the “Voting Agreement”).
13

  The Voting 

Agreement contained director designation provisions for a seven-member board 

which assured certain significant investors that they would have board 

representation.  From the time when the Voting Agreement was executed until 

Gorman initiated his attempts to regain control of the Company, its board of 

directors had five of seven seats filled and was composed of directors Gorman, 

Mike Dura (“Dura”), A. Peter Monaco (“Monaco”), Gary Salamone (“Salamone”), 

                                                           
8
 JX 4, Schedule A & A-1 (listing sixty-eight shares owned across various Gorman affiliates and 

four shares of Series A convertible notes). 
9
 Stip. ¶ II.B.18. 

10
 Id. ¶ II.B.19.  Fellus’s default is the subject of a lawsuit filed by the Company against him in a 

federal district court in Texas. 
11

 Id. ¶ II.B.16; JX 4, Schedule A & A-1. 
12

 See JX 4, Schedule A & A-1 (the next largest investor appears to have purchased twenty 

shares and it is not mentioned by the parties in their briefing). 
13

 JX 4 (the Voting Agreement). 
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and Halder.
14

  Gorman and Halder served pursuant to Section 1.2(c) of the Voting 

Agreement as “Key Holder Designees.”  Monaco served pursuant to 

Section 1.2(a), as the “Pallotta Designee.”  Salamone was and is the CEO, and is 

the holder of the only board seat which has not been contested at some point during 

this action; he holds that seat pursuant to Section 1.2(d), as the “CEO Director.”  

Dura served pursuant to Section 1.2(e), as one of the two industry directors (the 

“Industry Directors”).  Dura, Halder, and Salamone (the “Incumbents”) are the 

directors of the Company pursuant to this Court’s status quo order.
15

 

 After the Series A Preferred round of financing, Westech had two classes of 

stock: 4,031,722 shares of common stock and 338 shares of Series A Preferred 

stock.  Westech’s governing documents grant the Series A Preferred stock the right 

to vote together with the common on an as-converted basis, such that each share of 

Series A Preferred receives 25,000 votes.
16

  Westech’s certificate of incorporation 

provides that each share of common stock is entitled to one vote per share.
17

   

 In late summer 2013, Gorman bought out Pallotta’s interest.  Thus, as of the 

time of this action, Gorman owned approximately 2.4 million shares of common 

(approximately 59.5% of the common) and 173 shares of the Series A Preferred 

                                                           
14

 See Stip. ¶¶ II.C.28-.29.  No particularly helpful evidence was submitted concerning the 

parties’ course of conduct in relation to the election process, presumably because the 

composition of the board did not change until the events leading to this action. 
15

 Order Maintaining Status Quo, C.A. No. 8845-VCN (Del. Ch. Sept. 4, 2013).  The Incumbents 

and Westech are sometimes referred to collectively as the Defendants. 
16

 Stip. ¶¶ II.A.8-.9; JX 20 § 5.1. 
17

 JX 3, Ex. A §§ 4.1-4.2. 
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(approximately 51.2% of the preferred).
18

  Halder’s nine shares of Series A 

Preferred represent approximately 2.66% of the preferred.
19

  Fellus’s forty shares 

of Series A Preferred represent approximately 11.8% of the preferred, and his 

family’s twenty-four shares of preferred stock represent approximately 7.1% of the 

outstanding preferred.
20

  Neither Salamone nor Dura owned any Westech stock 

during the relevant time period.
21

 

 Thus, in the absence of the Voting Agreement, Gorman’s majority 

ownership of the Company, even if no other shareholders supported him, would 

decide the outcome of a board election.  As described below, both Gorman and the 

Incumbents have nominated their preferred slates of directors which were voted 

upon at a recent annual meeting.  Because Gorman’s voting power is bound by the 

director designation provisions in the Voting Agreement, the interpretation of the 

contested provisions of that agreement will determine whether Gorman’s nominees 

or the Incumbent’s nominees were properly elected.   

A.  The Voting Agreement 

 Although the parties to the 2011 Series A Preferred round executed other 

agreements,
22

 the most significant document for the purposes of this control 

                                                           
18

 Stip. ¶¶ II.A.2-.3. 
19

 Id. ¶ II.A.16. 
20

 Id. ¶¶ II.A.17-.19. 
21

 Id. ¶¶ II.A.11-.14. 
22

 Certain ancillary provisions within the Voting Agreement and other related documents are 

considered in the analysis that follows.   
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dispute is the Voting Agreement.  The provisions designating the board members 

read: 

1.2 Board Composition.  Each Stockholder agrees to vote, or cause 

to be voted, all Shares owned by such Stockholder, or over which 

such Stockholder has voting control . . . to ensure that at each annual 

or special meeting of stockholders at which an election of directors is 

held or pursuant to any written consent of the stockholders, the 

following persons shall be elected to the Board: 

 

(a) One person designated by Mr. James J. Pallotta 

(“Pallotta”) (the “Pallota [sic.] Designee”), for so long as 

Pallotta or his Affiliates continue to own beneficially at least 

ten percent (10%) of the shares of Series A Preferred Stock 

issued as of the Initial Closing (as defined in the Purchase 

Agreement); 

(b) One person who is an Independent Director and is 

designated by the majority of the holders of the Series A 

Preferred Stock (together with the Pallotta Designee, the 

“Series A Designees”
23

); 

(c) Two persons elected by the Key Holders, who shall 

initially be John J. Gorman IV and Robert W. Halder (the “Key 

Holder Designees”); 

(d) The Company’s Chief Executive Officer, who shall 

initially be James Benjamin Fellus (the “CEO Director”), 

provided that if for any reason the CEO Director shall cease to 

serve as the Chief Executive Officer of the Company, each of 

the Stockholders shall promptly vote their respective Shares (i) 

to remove the former Chief Executive Officer from the Board if 

such person has not resigned as a member of the Board and (ii) 

to elect such person’s replacement as Chief Executive Officer 

of the Company as the new CEO Director; and 

(e) Two individuals with applicable industry experience not 

otherwise an Affiliate (defined below) of the Company or of 

                                                           
23

 Throughout the opinion, the “Series A Designees” shall indicate the collective of the two 

directors, the Pallotta Designee and the second director designated under Section 1.2(b).  The 

term the “Series A Designee” (without an “s”) shall indicate the single director designated under 

Section 1.2(b) and shall not include the Pallotta Designee. 
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any Investor and who are Independent Directors mutually 

acceptable to the Series A Designees and the Key Holder 

Designees of the Board. 

 

To the extent that any of clauses (a) through (e) above shall not be 

applicable, any member of the Board who would otherwise have been 

designated in accordance with the terms thereof shall instead be voted 

upon by all of the stockholders of the Company entitled to vote 

thereon . . . .
24

 

 

The introductory paragraph to Section 1.2 thus binds each Voting Agreement 

signatory to vote in accordance with the more specific designation provisions of 

Sections 1.2(a)-(e).  For convenience, the Court, at times, refers to Sections 1.2(a)-

(e) as voting mechanisms; however, the vote under those sections is not the formal 

election vote of all of the Company’s shareholders.
25

  These sections define a 

specific process for designating the directors whom the Series A investors have 

committed to elect by the introductory paragraph to Section 1.2.  Similarly, under 

the Voting Agreement’s removal or amendment provisions, Series A Preferred 

holders vote their respective shares to determine a course of action which then 

binds the agreement’s signatories.  

 The “Key Holders” are listed in Schedule B to the Voting Agreement as 

Gorman, Halder, and Fellus.
26

  The Voting Agreement does not define the 

procedures by which Key Holders are added or removed, and the parties do not 
                                                           
24

 Voting Agreement § 1.2 (emphasis in original). 
25

 Thus, common shareholders who are not signatories to the Voting Agreement could vote their 

shares in a director election in any manner they please, even when the Voting Agreement’s 

signatories will be bound by the designation provisions of Section 1.2.   
26

 Voting Agreement, Schedule B. 
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argue that such provisions (or their absence) should be considered when 

interpreting the agreement.
27

 

 The Voting Agreement also provides for removal: 

 1.4 Removal of Board Members.  Each Stockholder also 

agrees to vote, or cause to be voted, all Shares owned by such 

Stockholder, or over which such Stockholder has voting control . . . in 

whatever manner as shall be necessary to ensure that: 

 

(a) no director elected pursuant to Sections 1.2 or 1.3 of this 

Agreement may be removed from office unless (i) such removal 

is directed or approved by the affirmative vote of the Person, or 

of the holders of more than fifty percent (50%) of the then 

outstanding Shares entitled under Section 1.2 to designate that 

director or (ii) the Person(s) originally entitled to designate or 

approve such director or occupy such Board seat pursuant to 

Section 1.2 is no longer entitled to designate or approve such 

director or occupy such Board seat; 

(b) any vacancies created by the resignation, removal or 

death of a director elected pursuant to Sections 1.2 or 1.3 shall 

be filled pursuant to the provisions of this Section 1; and 

(c) upon the request of any party entitled to designate a 

director as provided in Section 1.2(a), 1.2(b) or 1.2(c) to 

remove such director, such director shall be removed.
28

 

 

 The Voting Agreement also contemplates the termination, amendment, or 

waiver of the agreement in whole or in part under certain circumstances: 

 7.8 Consent Required to Amend, Terminate or Waive.  This 

Agreement may be amended or terminated and the observance of any 

term hereof may be waived . . . only by a written instrument executed 

                                                           
27

 The Adoption Agreement attached to the Voting Agreement contemplates that Key Holders 

may transfer shares to transferees, such that the transferee will thereafter be considered a Key 

Holder.  Voting Agreement, Ex. A § 1.1.  The Court was not directed to and was otherwise 

unable to locate removal provisions discussing Key Holders in the Voting Agreement or its 

related documents. 
28

 Voting Agreement § 1.4. 
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by (a) the Company; (b) the holders of a majority of the Shares held 

by the Key Holders and (c) the holders of two-thirds of the shares of 

Series A Preferred Stock issued as of the Initial Closing . . . held by 

the Investors (voting as a single class and on an as-converted basis).  

Notwithstanding the foregoing: 

 

(a) this Agreement may not be amended or terminated and 

the observance of any term of this Agreement may not be 

waived with respect to any Investor or Key Holder without the 

written consent of such Investor or Key Holder unless such 

amendment, termination or waiver applies to all Investors or 

Key Holders, as the case may be, in the same fashion; 

. . .; and 

(e) Section 1.2(a) of this Agreement shall not be amended or 

waived without the written consent of Pallotta; Section 1.2(b) 

of this Agreement shall not be amended or waived without the 

written consent of the holders of a majority of shares of Series 

A Preferred Stock; and Section 1.2(c) of this Agreement shall 

not be amended or waived without the written consent of the 

holders of a majority of Shares held by the Key Holders.
29

 

 

Both of these provisions (Sections 1.4 and 7.8) contain more precisely articulated 

majority voting standards which read: “holders of more than fifty percent (50%) of 

the then outstanding Shares” or “the holders of a majority [or of two-thirds] of the 

Shares . . . .” 

B.  The Motivation for the Series A Preferred Financing 

 The parties offer competing explanations for the Series A Preferred round of 

financing.  Defendants claim that Gorman’s acts drove the Company to seek 

                                                           
29

 Id. § 7.8. 



10 
 

additional capital to survive.
30

  Gorman contends that the Series A Preferred round 

was pursued to facilitate growth and to permit the acquisition of other broker 

dealers.  The parties argue that the motivation for the round is helpful in 

understanding the intent of the Voting Agreement. 

 Gorman asserts that he and Pallotta were the two primary negotiators in 

determining the board structure under the Voting Agreement because they were the 

major preferred investors, although he appears to acknowledge that other 

signatories to the agreement had some involvement in the negotiations.  Gorman 

contends that he approached Pallotta to “lead” the investment.
31

   In Pallotta’s 

words, he invested because he was “[t]rying to help [Gorman] out.”
32

  According 

to Gorman, the board structure was meant to satisfy his major co-investor: 

Mr. Pallotta’s requirements were that if I was going to own less than 

50 percent of the company that he wanted to make certain between the 

two of us that we owned more than 50 percent and that he would have 

his representative have a seat.  And that between me and him we 

would own a majority of the fully diluted shares.
33

 

 

Gorman further contends that the Key Holder Designee provision was structured to 

provide additional representation and control to other investors who made 

significant commitments to the financing round.  He argues that the history of 

                                                           
30

 The parties have made a variety of colorful accusations about one another’s behavior, none of 

which is particularly relevant to determining the meaning of two imprecisely worded subsections 

of a voting agreement.  These accusations, and the parties resort to them, are perhaps most useful 

in understanding that the parties have a “history” with one another and share mutual animosity. 
31

 Pl.’s Pre-Trial Br. at 7. 
32

 Pallotta Dep. 9. 
33

 Gorman Dep. 87-88. 
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negotiations, as evidenced through different drafts of the Voting Agreement and 

certain emails, supports his description of the negotiators’ intent. 

 Defendants argue that the Voting Agreement was specifically designed to 

limit Gorman’s control over the Company and grant board representation to four 

investor contingents.  The board designation provisions were designed so that the 

employee investors would have a representative (Halder), the CEO would 

represent management (Fellus and later Salamone), and Gorman and Pallotta 

would also have representation as major investors.  Pallotta’s designated director, 

Monaco, who negotiated on Pallotta’s behalf, indicated that he would have advised 

against an investment if it were possible for Gorman to purchase additional shares 

to control the Westech board.
34

  Other witnesses on behalf of the Incumbents stated 

that they also would not have invested had they understood that Gorman could gain 

control over the Company by becoming a majority shareholder.
35

   

 Defendants repeatedly refer to a “triumvirate” of parties who represented 

Westech with the intent to function as a partnership.  According to Defendants, 

Section 1.2(c), the Key Holders provision, created a “triumvirate” of investors and 

ensured that Halder, Fellus, and Gorman had to compromise on director designees 

which provided all of Westech’s constituents some representation.  They also 

                                                           
34

 Monaco Dep. 56-57.   
35

 Clark Aff. ¶ 13; Halder Aff. ¶ 15; Zimmerman Aff. ¶ 15. 
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contend that the majority of shares voting provisions found elsewhere in the 

agreement, for example in the removal and transfer provisions, were set up to 

function as a set of checks and balances and were consciously designed to create 

tension with the per capita voting established in Sections 1.2(b) and (c).  They 

argue that the possibility of deadlock would encourage compromise.   

C.  The History of Negotiations 

 The negotiating history of the provisions at issue is not particularly 

illuminating.  The Voting Agreement appears to be based on a form agreement 

which may be found online, although its drafters made alterations to Section 1.2, 

such that the form agreement’s phraseology of “holders of a majority of the shares” 

was revised.
36

  Thereafter, only minor alterations were made to Sections 1.2(b) and 

(c) throughout different drafts of the documents and those changes are 

immaterial.
37

  One email is somewhat helpful in explaining the Key Holders 

language in Section 1.2(c).  That email, authored by Westech’s counsel, indicates 

                                                           
36

 An August 2013 draft of this form agreement was hand delivered to the Court at trial.  This 

draft version no longer appears on the New Venture Capital Association’s website, although the 

director designation provisions of the updated model voting agreement contained therein appear 

to be identical to the version provided by counsel.  The newer draft of the Voting Agreement 

may be downloaded from http://www.nvca.org/index.php?option=com_content&view= 

article&id=108&Itemid=136.  The parties do not argue that the drafters’ decision to alter these 

provisions supported their interpretation of Sections 1.2(b) and (c).  However, this argument is 

closely related to the arguments that were made concerning the drafters’ decision to write 

Sections 1.2(b) and (c) using phraseology different from the majority of shares provisions found 

elsewhere in the agreement.  
37

 See JX 4; 6; 9-10 (demonstrating that language of Sections 1.2(b) and (c) were virtually 

unchanged over three draft versions of the agreement and the execution version spanning the 

time period of March 2011 to September 2011). 

http://www.nvca.org/index.php?option=com_content&view=%20article&id=108&Itemid=136
http://www.nvca.org/index.php?option=com_content&view=%20article&id=108&Itemid=136
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that the negotiators understood the Key Holders to be “significant” investors and 

Pallotta, and not Halder, was initially listed as a Key Holder.
38

  Furthermore, the 

email seems to contemplate two “groups”—the Pallotta group and the Gorman 

group.  The parties provide no contemporaneous evidence explaining why Halder 

was added to the list of Key Holders or why Pallotta was removed.
39

 

 Defendants argue that the Company was severely lacking in capital at this 

time and the investors would not have agreed to invest if Gorman could regain 

control of the board in the future.  Though they present some evidence that the 

Company’s financial position had declined, they offer no contemporaneous 

evidence indicating that the parties negotiating the agreements were concerned 

with preventing Gorman from regaining control of the Company or that the 

preferred investors participated based on this understanding. 

D.  Gorman’s Attempts to Gain Control of the Board 

 Gorman resigned as a Key Holder Designee director on August 7, 2013.  

Defendants assert that he resigned because he was unhappy he could no longer use 

the Company as a personal piggy-bank due to his loss of control under the Voting 

                                                           
38

 JX 10 (“We are contemplating including Fellus, Gorman, Pallotta (and perhaps Ira Lampert 

and any other significant investor from the Pallotta group as the Key Holders).  In Gorman’s 

group, the next biggest investor is at $250,000.”). 
39

 After-the-fact testimony has been offered to explain how Halder joined the Board, but, as 

discussed below, the Court does not find those explanations to be as credible as 

contemporaneous documentary evidence. 
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Agreement.  Gorman claims he resigned because of the Company’s bloated 

operations and Halder’s and Salamone’s failure to maximize stockholder value.   

 Soon thereafter, Gorman engaged in a campaign to regain control of the 

Company.  He first acted pursuant to a letter sent to Westech on August 14, 2013 

and attempted to remove Halder and replace him with Greg Woodby (“Woodby”) 

as a Key Holder Designee.
40

  He also attempted to elect Barry Williamson 

(“Williamson”) to fill the vacant second Key Holder Designee seat.  

 On August 21, 2013, Gorman, a trust controlled by Gorman’s wife, and 

Pallotta entered into a Stock Purchase Agreement by which Gorman obtained 

ownership and control of the Pallotta Shares.
41

  Contemporaneously with this 

transaction, Monaco, the Pallotta Designee, resigned from the Company’s board.
42

  

Pallotta issued Gorman a proxy on September 5, 2013 (the “Pallotta Proxy”) 

pending the Company’s recognition of the sale of the Pallotta Shares.
43

 

 On that same date, shareholders Gorman, Arch Aplin (“Aplin”), Williamson, 

Woodby, and T.J. Ford (“Ford”), by written consent (the “First Consent”), again 

sought to designate and elect Gorman to the Pallotta Designee board seat.
44

  Those 

same shareholders also attempted to designate and elect Barry A. Sanditen 

                                                           
40

 JX 24. 
41

 JX 5. 
42

 Stip. ¶ II.C.33. 
43

 Id. ¶¶ II.C.32. 
44

 JX 27. 
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(“Sanditen”) to the Series A Designee board seat by written consent (the “Second 

Consent”).
45

 

 On August 23, 2013, Gorman, Sanditen, Woodby, and Williamson, as the 

purported majority of the board, directed Westech’s secretary, Craig Biddle 

(“Biddle”), to call a meeting of the board to be held on August 26, 2013 at 

Westech’s offices.  Gorman alleges that Salamone directed the Westech offices to 

be locked and the disputed directors appointed by Gorman to be denied access to 

the premises.  As a result, the purported directors Gorman had recently nominated 

(which excluded Salamone and Dura) conducted the meeting at a nearby location 

after providing notice to Salamone and Dura.  They then voted to remove Dura and 

elect Daniel Olsen (“Olsen”) and Ford to serve as Industry Directors.
46

 

 On September 17, 2013, the Company held its annual meeting (the “Annual 

Meeting”).  Gorman and the Incumbents nominated opposing slates.  Gorman 

nominated Salamone as CEO Director, Ford and Gorman as the Series A 

Designees, Woodby and Williams as Key Holder Designees, and Olsen and 

Sanditen as the Industry Directors.  Defendants nominated Salamone, Halder, 

Dura, Michael Wolf, and Mark McMurray.  At the Annual Meeting, the majority 

of the stockholders voted to elect Gorman’s slate.  The Preliminary Tabulation 

Report prepared by an independent inspector of elections, found that Gorman’s 

                                                           
45

 JX 26. 
46

 Stip. ¶ II.C.42.  
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slate received 5,969,288 votes in its favor and that management’s slate received 

3,375,000 votes in its favor.
47

  A review and challenge session conducted by 

Gorman and Defendants, resulted in the inspector’s reaffirmation of the 

Preliminary Tabulation Report.
48

  The question thus remains whether the election 

vote complied with the terms of the Voting Agreement or whether the preferred 

investors voted their shares in violation of it. 

III.  CONTENTIONS 

 Gorman argues that the provisions at issue are unambiguous majority of 

shares voting provisions which permit him to vote his majority stock to designate 

directors to the Series A Designee and Key Holder Designee seats.  If the 

provisions are ambiguous, however, he argues that the contemporaneous evidence 

from the negotiations shows that the Voting Agreement’s negotiators were 

unconcerned with per capita voting and made no attempt to prevent Gorman from 

regaining control of the Company if he purchased shares from other investors. 

 Defendants argue that the plain language of the Voting Agreement favors a 

per capita voting scheme, in which each holder of shares or each Key Holder is 

entitled to a single vote when designating directors regardless of how many shares 

he or she owns.  They argue that if ambiguity exists, the intent of the agreement is 

evidenced by the tension created by the interplay of the majority of shares 

                                                           
47

 Id. ¶ II.D.49. 
48

 Id. II.D.50-.51. 
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designation mechanisms of the removal and amendment provisions and the per 

capita designation provisions in Sections 1.2(b) and (c).  They argue that the 

negotiators designed a triumvirate scheme, whereby Halder represented the 

employee investors, Fellus represented management as the CEO, and Gorman 

represented his own interests as a significant investor.  The various constituents of 

this triumvirate needed to agree with one another to designate their nominees, and 

the agreement favored deadlock to prevent one group from acting opportunistically 

and to limit Gorman’s control. 

 The parties also generally contend that their respective slate of nominees 

was validly elected at the Annual Meeting.  The Court resolves these general 

contentions at the end of its analysis. 

IV.  ANALYSIS
49

 

 The parties have requested that the Court resolve the meaning of two 

director designation provisions of the Voting Agreement, Sections 1.2(b) and (c).
50

  

                                                           
49

 The litigants include several arguments from their earlier cross motions for judgment on the 

pleadings.  The Court responds to those arguments within this analysis, but also draws forward 

some arguments from those earlier motions which were not as heavily discussed at trial where it 

would be helpful to explain how the Court concluded the provisions at issue were ambiguous. 
50

 Although the parties ask that the Court declare their respective slate as validly elected, the bulk 

of the parties’ argument and briefing focused on only Sections 1.2(b) and (c) of the agreement.  

They did not seek to establish the meaning of Section 1.2(e), the Industry Directors provision, or 

make nuanced arguments based on Section 1.4, the director removal provision.  Thus, most of 

the analysis which follows is primarily concerned with resolving the parties’ arguments 

addressing Sections 1.2(b) and (c). Nonetheless, the Court responds to the parties’ general 

request to determine the validity of the parties’ acts to elect their preferred directors after 

resolving the meaning of Sections 1.2(b) and (c). 
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The Court determined that both provisions were ambiguous when considering the 

parties’ cross-motions for judgment on the pleadings.  After trial on a stipulated 

record and with the benefit of engaging in fact-finding, it concludes that the Voting 

Agreement’s signatories did not make clear in Section 1.2(b) their intent to 

designate by per capita vote and thus our law’s preference for majority of shares 

voting applies.  However, Section 1.2(c), because it appears to be a provision 

negotiated to empower certain individuals, without reference to their relative status 

as shareholders, is more likely than not a per capita designation provision.   

 The votes cast at the Annual Meeting which elected Gorman’s candidate to 

the Series A Designee seat were therefore in accordance with the Voting 

Agreement and that director was duly elected to the board.  However, the record 

does not demonstrate that the directors on either slate were designated in 

accordance with Section 1.2(c) and thus neither set of these directors was validly 

elected. 

A.  The Legal Standards 

 Matters of contractual interpretation may often be resolved before trial, as a 

matter of law.  When a contract’s language is clear and unambiguous, the Court 

will give the language its ordinary and usual meaning.
51

  The Court will consider 

the intent of the parties to an agreement, looking at the contract as a whole, to 

                                                           
51

 Lorillard Tobacco Co. v. Am. Legacy Found., 903 A.2d 728, 739 (Del. 2006). 
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divine that intent.  It also attempts to reconcile all of the contract’s provisions when 

read as a whole, giving effect to each and every term to avoid rendering any 

particular term illusory or meaningless.
52

  When a contract is susceptible to more 

than one reasonable interpretation, as is the case here, the Court may consult 

extrinsic evidence.
53

  The Court may consider the history of negotiations, earlier 

drafts of the contract, trade custom, or course of performance.  The Court may also 

consider certain presumptions underlying our law when considering ambiguous 

provisions. 

 The Court reviews the parties’ arguments concerning Section 1.2(b) and then 

Section 1.2(c).  To do so, it considers the language found within the agreement, the 

overall structure and intent of the agreement, the extrinsic evidence forwarded by 

the parties, and certain default presumptions and gap-filling provisions of 

Delaware law. 

B.  The Meaning of Section 1.2(b) 

 The Court must first determine the meaning of the language found in 

Section 1.2(b) of the Voting Agreement, which reads as follows: 

(b) One person who is an Independent Director and is designated 

by the majority of the holders of the Series A Preferred Stock 

(together with the Pallotta Designee, the “Series A Designees”); 

 

                                                           
52

 Narrowstep, Inc. v. Onstream Media Corp., 2010 WL 5422405, at *7 (Del. Ch. Dec. 22, 

2010). 
53

 Jana Master Fund, Ltd. v. CNET Networks, Inc., 954 A.2d 335, 339 (Del. Ch. 2008). 
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Interestingly, despite the Court’s earlier ruling that the provision is ambiguous, 

both Gorman and the Incumbents argue that the provision is unambiguous.  They 

do, however, also make additional arguments based on the limited extrinsic 

evidence available. 

 The Court first considers Gorman’s most compelling arguments which 

explain that Section 1.2(b) supports a majority of shares voting mechanism based 

on the intent and overall scheme of the agreement.  It next considers the extrinsic 

evidence and concludes that it slightly favors Gorman and undermines Defendants’ 

theory.  It then considers a default presumption surrounding majority of shares and 

per capita voting.  Finally, the Court explains why it rejects Defendants’ theory 

that Section 1.2(b) embodies a per capita voting mechanism. 

 1.  The Language of Section 1.2(b) and the Overall Structure of the  

              Voting Agreement 

 

 Gorman contends that the signatories to the Voting Agreement intended for 

Section 1.2(b), like the other voting mechanisms in the agreement, to provide for 

majority of shares voting.  Specifically, he argues that Delaware courts or statutory 

enactments have used the phrases “majority of the holders” and “holders of the 

majority” interchangeably.  He also argues that because Section 1.2(b) is at odds 

with all other voting provisions within the agreement, the provision was intended 

to mean the same thing.  Because the provision can be bypassed by transferring the 

Series A Preferred into a multitude of subsidiaries or affiliates to manufacture a 
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majority, he contends that it fails to function effectively as a per capita designation 

mechanism and demonstrates that the agreement’s negotiators did not write a per 

capita provision.  To evaluate this argument, the Court considers the transfer 

restrictions of the Voting Agreement and its related agreements to determine 

whether they were intended to reinforce a per capita vote and prevent Gorman’s 

domination of the board as Defendants assert.
54

 

 Gorman argues that the principle of contract interpretation which requires a 

contract to be interpreted as a whole and given reasonable effect compels the Court 

to reject Defendants’ interpretation which creates an unreasonable result.  Stated 

more strongly, “Delaware courts will not allow sloppy grammatical arrangement of 

the clauses or mistakes in punctuation to vitiate the manifest intent of the parties as 

gathered from the language of the contract.”
55

   

 Gorman first directs the Court to an array of examples of Delaware courts 

using the phrase “majority of the holders” to describe a majority vote.
56

  These 

                                                           
54

 Gorman also argues that Defendants’ per capita voting theory would be invalid as a matter of 

law because the Delaware General Corporation Law (“DGCL”) requires all per capita voting 

provisions to be set forth in the corporation’s charter.  The Court considers this argument when 

evaluating Section 1.2(c).   
55

 MicroStrategy Inc. v. Acacia Research Corp., 2010 WL 5550455, at *7 n.62 (Del. Ch. 

Dec. 30, 2010). 
56

 See, e.g., Klaassen v. Allegro Dev. Corp., 2013 WL 5739680, at *25 (Del. Ch. Oct. 11, 2013) 

(“The first exception permits a party to the Stockholders’ Agreement to act to remove a director 

without cause if ‘such removal is directed or approved by the affirmative vote of the Person, or 

of the holders of a majority of the shares of Capital Stock, entitled under Section 9.2 to designate 

that director.’ Thus if a majority of the holders of the Series A Preferred directed or approved the 

removal of one or more Series A Directors, or if the holder of a majority of the common stock 

directed or approved the removal of the Common Director, then any party to the Stockholders’ 
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cases and the colloquial or imprecise articulations of a majority voting provision 

found within them do not compel a conclusion that Gorman’s interpretation of 

Section 1.2(b) is the correct one.  However, they permit the Court to determine that 

the language of Section 1.2(b) could encapsulate majority of shares voting despite 

its literal interpretation.  This less precise use of language could be likened to the 

commonly used phrase “shareholder vote.”  Although it could be construed as a 

measure of how each shareholder voted, it is usually understood to mean a 

tabulation of how shares were voted and not as a count of how each individual 

shareholder voted.   

                                                                                                                                                                                           

Agreement could exercise the right it otherwise held under the Charter and Bylaws to seek to 

remove the director without cause.”); Dawson v. Pittco Capital P’rs, L.P., 2012 WL 1564805, at 

*11 & *19 (Del. Ch. Apr. 30, 2012) (using “majority of the holders” and “holders of a majority” 

interchangeably); Telcom-SNI Investors, L.L.C. v. Sorrento Networks, Inc., 2001 WL 1117505, at 

*6 & n.20 (Del. Ch. Sept. 7, 2001) (describing “right to waive upon approval by holders of more 

than 50% of the Series A Preferred” as “a majority vote of the holders”), aff’d, 790 A.2d 477 

(Del. 2002); Solomon v. Armstrong, 747 A.2d 1098, 1127 (Del. Ch. 1999) (“The consummation 

of the split-off of EDS was contingent upon obtaining the approval of a majority of the holders 

of each of (1) GM 1–2/3 stock, voting separately as a class, (2) GM Class E common stock, 

voting separately as a class, and (3) all classes of common stock, voting together.”), aff’d, 746 

A.2d 277 (Del. 2000); Margolies v. Pope & Talbot, Inc., 12 Del. J. Corp. L. 1092, 1097 (1986) 

(“The Board of Directors of Pope & Talbot conditioned the implementation of the Plan of 

Distribution upon the approval of a majority of the holders of the company’s outstanding shares 

of common stock. If, however, directors, officers or affiliates voted in favor of the Plan of 

Distribution, it was required that up to an additional 27.1% of the outstanding shares be voted in 

favor of the Plan, in order to counter the effect of votes by the directors, etc.”); Allied Chem. & 

Dye Corp. v. Steel & Tube Co. of Am., 14 Del. Ch. 1, 120 A. 486, 490 (1923) (citing a former 

DGCL section which apparently used “holders of the majority of the stock issued” 

synonymously with “majority of the holders of the voting stock issued”). 
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 Gorman also argues the other voting provisions within the agreement utilize 

majority (or supermajority) of shares voting mechanisms
57

 and therefore the 

Voting Agreement’s drafters intended this provision to function similarly.  He 

contends that the drafters’ use of majority voting provisions elsewhere throughout 

the agreement is stronger evidence of intent than Defendants’ triumvirate theory 

and theory of checks and balances.  Again, Gorman’s contention is inconclusive.
58

  

However, he supports these arguments with additional persuasive reasoning.   

 Gorman asserts that the amendment and removal provisions of the Voting 

Agreement apply majority or supermajority voting and are therefore inconsistent 

with per capita elections.  A majority holder could remove any director elected 

through a per capita vote or amend or waive Sections 1.2(b) or (c).
59

  Gorman 

                                                           
57

 See Voting Agreement §§ 1.4(a) (“the holders of more than fifty percent (50%) of the then 

outstanding Shares”); 4.1 (“shares representing more than fifty percent (50%) of the outstanding 

voting power of the Company”); 4.2 (“the holders of at least two-thirds (66 2/3%) of the shares 

of the Series A Preferred Stock”); 4.4 (“the holders of at least two-thirds of the Series A 

Preferred Stock”); 7.8 (“the holders of two-thirds of the shares of Series A Preferred Stock”); 

7.8(e) (“the holders of a majority of shares of Series A Preferred Stock”).  Although one phrase 

within Section 4.4 uses the more general term “holders,” that portion of the provision is not a 

voting provision. 
58

 The language could permit the Court to ascertain a separate meaning and intent in this 

provision, because other provisions within the agreement use different terms elsewhere to 

describe a similar phenomenon.  However, the language could also support a conclusion that the 

parties to the Voting Agreement used a multitude of terms, perhaps to improve readability, 

perhaps out of loss of focus, but they all are intended to be enactments of a majority or 

supermajority voting scheme and where only one per capita provision is present, perhaps it was 

simply an outlier. 
59

 Perhaps Gorman overstates his ability to amend or waive the provisions of Section 1.2(b) (or 

Section 1.2(c)) because the introductory paragraph to Section 7.8 could be interpreted to require 

a supermajority vote or Company consent.  However, Gorman appears to describe his powers to 

remove directors more accurately because he controls a majority of the voting power under those 

provisions.  
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argues these provisions do not create a workable triumvirate structure or scheme of 

checks and balances and instead produce deadlock.  Defendants’ argument that the 

drafters could have intended to create compromise through checks and balances is 

plausible, but the Court concludes that Gorman’s theory is more credible.  The 

drafters likely would have wished to avoid creating a structure which invites 

deadlock.  Alternatively, they could have adopted a more effective system of 

checks and balances or better explained their intent if they thought that deadlock 

was the best way to ensure compromise. 

 Gorman’s most convincing argument, based on the agreement’s structure, 

may be that the transfer restrictions contained within the Series A Preferred 

agreements are permissive and therefore at odds with Defendants’ interpretation of 

Section 1.2(b).  If a per capita requirement were designed to prevent Gorman from 

dominating Westech, reflected a considered set of checks and balances, or sought 

to empower members of the triumvirate who held fewer shares than Gorman, then 

the Voting Agreement would also need to prevent him from transferring shares to 

bypass the per capita vote mechanism.  Gorman argues that he, or any other 

preferred shareholder, could engage in transactional arbitrage by creating a series 

of affiliates, transferring shares into them, and then voting the shares controlled by 

each separate affiliate to convert the per capita vote into a majority of shares voting 
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mechanism.  This would make Defendants’ preferred reading ineffective and thus 

could not have been the drafters’ intent. 

 The Voting Agreement and its related documents do not have transfer 

restrictions which would allow a per capita voting mechanism to function 

effectively.  The Voting Agreement
60

 and its related documents such as the Co-

Sale Agreement
61

 and the Investors’ Rights Agreement
62

 do not meaningfully 

attempt to limit transfers to affiliates or assignees.   

 Defendants offered a new theory in anticipation of trial when they argued 

that Section 7.17, found within the “Miscellaneous” article of the Voting 

Agreement and entitled “Aggregation of Stock,” would cause any transfers to be 

treated as a single vote for per capita voting purposes.  The provision reads: “All 

                                                           
60

 Sections 7.2 and 4.4 of the Voting Agreement appear to be primarily concerned with transfers.  

Section 7.2 requires transferees or assignees of shares subject to the agreement to agree to the 

terms of the Voting Agreement and to sign an Adoption Agreement.  Section 4.4 allows 

participation by the minority if over 50% of the Company’s voting power is sold.  Additional 

provisions providing for drag-along rights are also present to facilitate a sale of Westech upon 

certain conditions, but such provisions do not include additional transfer restrictions and seek to 

ensure minority investors will be forced along in such a stock sale transaction.  See Voting 

Agreement §§ 4.1-.3. 
61

 JX 21.  Defendants argued during an earlier hearing and in their pretrial brief that Section 2.1 

of the Co-Sale Agreement prohibits transfers to affiliates.  Although the Co-Sale Agreement 

arguably may be implicated by such a transfer, it appears to be primarily concerned with 

allowing other investors to participate pro rata in a transfer of shares to the affiliates or assigns of 

Gorman, which would not prevent Gorman from converting the per capita provision into a 

majority voting provision.  See id. § 2.1.  The Co-Sale Agreement does not appear to be 

concerned with affiliate transactions or assignments and instead is seemingly intended to allow 

other investors to participate in a sale if a Key Holder sought to exit her investment. 
62

 JX 22.  The Investors’ Rights Agreement appears to be intended to ensure compliance with 

securities law and has no particular restrictions on transfers or assignments of stock, so long as 

they are not in violation of such laws.  Furthermore, it explicitly contemplates transfers and 

assignments to affiliates.  See id. §§ 2.12(c), 6.1. 
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Shares held or acquired by an Investor and/or its Affiliates shall be aggregated 

together for the purposes of determining the availability of any rights under this 

Agreement, and such Affiliated persons may apportion such rights as among 

themselves in any manner they deem appropriate.”
63

  The first clause of the 

provision is expansive and aggregates “all” shares for the purposes of “any” rights 

in the agreement.  However, the second clause grants affiliated persons the ability 

to apportion “such” rights (those expansively stated in the first clause) among 

themselves in any manner they please.  Thus, to the extent some aggregation of 

rights, such as voting rights, occurs, affiliated persons appear to be able to 

apportion them in a similarly expansive manner.   

 Furthermore, this clause appears in nearly the exact same format in the form 

agreement which the Voting Agreement’s drafters appear to have used as the 

model for this agreement.
64

  The equivalent of Section 1.2 in the form agreement 

does not use the term “majority of the holders” and instead uses the more precise 

“holders of a majority of the shares” in its designation provisions.  Thus, 

Section 7.17, as drafted in the form agreement, cannot have been written to cause 

                                                           
63

 Voting Agreement § 7.17. 
64

 See supra note 36.  The only difference between the two provisions is that the form agreement 

uses the term “Stockholder” where Section 7.17 of the Voting Agreement uses the term 

“Investor.” 
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investors’ shares to be treated as a single vote for per capita voting purposes 

because per capita voting is not contemplated in the form agreement.
65

 

 Thus, the transfer and assignment provisions which function in the 

background of Section 1.2(b) do not appear to be part of a scheme to ensure the 

successful operation of a per capita voting mechanism.  A per capita vote could be 

converted into a majority of shares vote if a preferred holder created a series of 

affiliates and moved each of his individual shares into those entities to be 

designated as a “holder” under Section 1.2(b).  Moreover, several terms of the 

related agreements contemplate affiliate transfers or assignments.  The overall 

scheme of the contracts therefore supports Gorman’s view that Section 1.2(b) is a 

majority voting provision. 

 Section 1.2(b), therefore, is more likely than not a majority voting provision.  

However, because it is not unambiguous, the Court proceeds to consider the 

extrinsic evidence offered by the parties and our law’s presumption favoring 

majority voting.   

2.  The Extrinsic Evidence Concerning Section 1.2(b)  

 Both sides offer conflicting accounts of the intent of the signatories to the 

Voting Agreement through depositions and affidavits.  Some of these accounts 

                                                           
65

 Of course, the drafters of the Voting Agreement could have reviewed the provision and 

determined it met the need of reinforcing their per capita voting provision.  However, 

Defendants’ interpretation of Section 7.17 does not appear to reflect its most obvious meaning 

and the drafting history reinforces the conclusion that this section likely serves another purpose. 
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may be motivated by their mutual dislike or by the opportunity to gain financially.  

Some accounts are less overtly self-interested, but, nonetheless, the testimony and 

affidavits from litigation are less persuasive than contemporaneous evidence from 

negotiations or the drafting history of the agreements.  This subsection discusses 

certain evidence concerning the Key Holder Designees section, which will be 

referred to when evaluating Section 1.2(c), because it is pertinent to understanding 

Defendants’ broader arguments, applicable to Section 1.2(b), about the drafters’ 

intent. 

 Defendants explain that the Voting Agreement was carefully negotiated to 

create a triumvirate structure and was finely wrought to create a system of checks 

and balances.  They support their position solely through depositions and 

affidavits.  There is nothing inherently wrong with Defendants’ theory; however, 

their inability to support their conclusions with any contemporaneous negotiating 

history undermines their account.
66

  They argue that Halder’s addition to the Key 

Holder list was heavily negotiated and evidence that he was added to grant the 

employees board representation.  Again, they direct the Court to no 

contemporaneous evidence to support this claim. 

                                                           
66

 Defendants’ inability to provide any contemporaneous supporting documentation that favors 

their position is curious. 
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 Conversely, Gorman presents evidence that Section 1.2 changed little during 

the drafting effort.
67

  This undermines Defendants’ theory of the case: there is no 

evidence of heavy negotiations, of a decision to use per capita voting, or of the 

drafters’ intent to prevent Gorman from later re-acquiring majority control over the 

Company.   

 Moreover, the drafters were apparently concerned with providing 

representation for significant investors, but demonstrated no particular 

consideration for the employee investors.  At least one email, which Defendants do 

not counter with contemporaneous evidence, indicates that the Key Holder 

Designees were intended to grant “significant” investors additional board 

representation.
68

  Pallotta and a few other major investors were contemplated as 

possible key investors, although Halder was not mentioned.  Additionally, the 

email appears to focus on two “camps”—a Gorman camp and a Pallotta camp.  

This email is again at odds with Defendants’ version of the negotiators’ intent, and 

again, despite extensive discovery, they have not countered it except through after-

the-fact testimony from interested individuals. 

                                                           
67

 Gorman introduces various drafts of the Voting Agreement which did not materially change 

throughout negotiations.  See JX 4; 6; 9-10 (demonstrating that language of Sections 1.2(b) and 

(c) were virtually unchanged over three draft versions of the agreement and the execution version 

spanning the time period of March, 2011 to September 2011). 
68

 JX 10 (“We are contemplating including Fellus, Gorman, Pallotta (and perhaps Ira Lampert 

and any other significant investor from the Pallotta group as the Key Holders).  In Gorman’s 

group, the next biggest investor is at $250,000.”). 
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 In weighing the parties’ competing accounts, the Court finds the 

contemporaneous evidence Gorman sponsors to be more credible than the ex post 

explanations Defendants offer.  The documentary evidence from the drafters’ 

negotiations does not support Defendants’ triumvirate theory or their checks and 

balances theory.  Rather, they are undermined by the negotiators’ focus on 

providing representation for major investors.   

 Thus, in the absence of compelling evidence from the Defendants 

demonstrating the drafters’ intent and because the extrinsic evidence slightly 

favors Gorman, the Court reaffirms its conclusion that Section 1.2(b) is more likely 

than not a majority voting provision.   At a minimum, it does not clearly evidence 

its intent to function as a per capita voting mechanism as our law would require.   

3.  The Presumption Against Disenfranchising a Majority 

 Gorman also argues that voting agreements which disenfranchise the 

majority of the corporate electorate must clearly state their intent to do so.  He cites 

Rohe v. Reliance Training Network, Inc., which explains that “although Delaware 

law provides stockholders with a great deal of flexibility to enter into voting 

agreements, our courts rightly hesitate to construe a contract as disabling a 

majority of a corporate electorate from changing the board of directors unless that 

reading of the contract is certain and unambiguous.”
69

  Rohe also invokes Rainbow 
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 Rohe v. Reliance Training Network, Inc., 2000 WL 1038190, at *16 (Del. Ch. July 21, 2000). 
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Navigation, Inc. v. Yonge, in which the Court observed “[i]t is enough to note that 

an agreement, if it is to be given such an effect [which deprived a majority of 

shareholders of power to elect directors at an annual meeting or through written 

consent], must quite clearly intend to have it.  A court ought not to resolve doubts 

in favor of disenfranchisement.”
70

  

 Gorman argues that under Defendants’ interpretation of the Voting 

Agreement, holders of less than three percent of the outstanding capital stock could 

control Westech at the expense of Gorman who is a majority holder.  He contends 

that Section 1.2(b) does not clearly support per capita voting and thus Rohe and its 

predecessor Rainbow Navigation apply. 

 Gorman persuasively advances our law’s presumption in this area.  To the 

extent any ambiguity remains based on the structure of the agreement and the 

extrinsic evidence, Section 1.2(b) does not make clear that it is a per capita voting 

mechanism and our law’s presumption will therefore resolve any remaining 

ambiguity to interpret the provision as requiring a majority of shares vote.  Though 

the Defendants point out that the drafters could have more clearly articulated their 

desire for a majority voting provision if that was their intent, the opposite is also 

true: the drafters of the agreement, had they intended Section 1.2(b) to require a 

per capita vote, could have used the phrase “per capita” or comparable wording 

                                                           
70

 Rainbow Navigation, Inc. v. Yonge, 15 Del. J. Corp. L. 196, 204 (1989). 
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somewhere within the provision (or elsewhere in the agreement) to guarantee that 

its interpreters would reach the desired conclusion.
71

   

4.  Defendants’ Unpersuasive Arguments that Section 1.2(b) Is a  

     Per Capita Voting Provision 

 

 Defendants argue that under the plain meaning of Section 1.2(b) the Series A 

Designee is to be designated on a per capita basis, without regard to the percentage 

of Series A stock owned by those holders.  They earlier contended that the 

language “the majority of the holders of the Series A Preferred” is different from 

certain language the parties should have been aware of because of its use within 

the DGCL, such as “a majority of the outstanding stock,”
72

 or “the holders of a 

majority of the outstanding stock,”
73

 or “the holders of a majority of the shares”
74

 

of such stock.  Thus, the parties to the Voting Agreement must have consciously 

declined to use the language relied upon by the DGCL which describes a majority 

vote and instead agreed upon the language used in Section 1.2(b) to memorialize 

their choice of per capita voting.   

 Similarly, Defendants argue that the agreement’s negotiators used language 

in Section 1.2(b) which differs from terminology used elsewhere in the agreement 

                                                           
71

 Even the language of Section 1.2(b) as written could have evidenced the drafters’ intent to 

function as a per capita provision, assuming other provisions in the agreement or some other 

shred of extrinsic evidence supported Defendants’ theory.  
72

 See 8 Del. C. §§ 242(b)(1), 251(c), 275(b). 
73

 See 8 Del. C. § 271(a). 
74

 See 8 Del. C. § 141(k). 
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to describe votes of the majority of the shares.
75

  Because the drafters knew how to 

write a majority or supermajority voting provision, their decision to write 

“holders” in Section 1.2(b) is proof that its meaning cannot be the same as a 

majority voting provision.
76

   

 Next, the Defendants point to the definition of “holder” in Black’s Law 

Dictionary.  Defendants direct the Court to the third definition of “Holder” as 

“[a] person who possesses or uses property.”
77

  Thus, the proper interpretation of 

“the majority of the holders of the Series A Preferred,” is that of the vote of a 

majority of the persons who possess or use property, i.e., a per capita vote of the 

Series A Preferred holders.   

 A plain reading by a reasonable third party that inquires no further would 

support Defendants’ per capita voting theory.  However, their theory ignores the 

broader arguments about the agreement’s structure and intent discussed above.  

Thus, the more likely conclusion is that Section 1.2(b) was simply poorly drafted 

in such a way as to invite the present litigation, but reflective, when considered as a 

whole, of a majority vote provision. 

                                                           
75

 See supra note 57 & accompanying text. 
76

 This is the opposite of Gorman’s earlier argument that the agreement’s drafters meant the 

same thing, but inadequately expressed their intent.   
77

 Black’s Law Dictionary (9
th

 ed. 2009) (emphasis added).   
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 Finally, as mentioned above, Section 1.2(b) fails to comply with our law’s 

requirement that per capita provisions be written clearly and unambiguously.  For 

the reasons set forth above, Section 1.2(b) is a majority of shares voting provision. 

C.  The Meaning of Section 1.2(c) 

 The parties next dispute the meaning of Section 1.2(c) of the Voting 

Agreement which calls for the selection of the Key Holder Designees through the 

following terse mechanism: “[t]wo persons elected by the Key Holders . . . .”
78

  

The provision turns on the appropriate definition to be applied to the term 

“elected,” which the drafters of the agreement did not define or contextualize.   

 Again, the analysis proceeds by first looking at the language and structure of 

Section 1.2(c) and the Voting Agreement and then considering the extrinsic 

evidence offered by the parties.  Finally, the Court explains why it rejects 

Gorman’s less persuasive arguments concerning this provision. 

1.  The Language of Section 1.2(c) and the Overall Structure of the  

     Voting Agreement 

 

 Here, the plain meaning of “elect” does little to resolve the specific 

application of the word in this context as the term is a general one which 

encompasses several means of election: unanimous election, majority of shares 
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 Voting Agreement § 1.2(c).   



35 
 

election, or per capita election.
79

  The Court thus seeks the plain meaning by 

interpreting the contract as a whole and searching for its drafters’ intent.  

Defendants again point out that certain clauses within the Voting Agreement more 

precisely state that the voting mechanism is based upon the number of shares held 

by the Key Holders.
80

  Again, the Court finds this to be inconclusive as applied to 

this agreement as it could be consistent with the drafters’ intent to apply a per 

capita voting mechanism in Section 1.2(c) or be consistent with overly hasty 

drafting (which unfortunately appears elsewhere in the agreement). 

 Here, the problem in which a party to the agreement can simply engage in 

transactional arbitrage to avoid the provision is lessened, although perhaps not 

entirely removed, because the Key Holders are three natural persons whose names 

are set forth in a schedule to the Voting Agreement.
81

  The application of the 

transfer restrictions to the Key Holders and the processes for adding or removing 

Key Holders are also unclear which makes determining the drafters’ intent by 

reference to the agreement as a whole more challenging than was the case with 

Section 1.2(b).
82

   

                                                           
79

 The term is particularly inapposite because Sections 1.2(a)-(e) are designation provisions, 

while the introductory paragraph binds the Voting Agreement’s signatories to act to elect 

directors in accordance with the agreement’s designation provisions.  
80

 See Voting Agreement §§ 4.3(e) (“the Key Holder Shares”); 7.8 & 7.8(e) (“the holders of a 

majority of the Shares held by the Key Holders”). 
81

Id., Schedule B (naming Gorman, Halder, and Fellus as Key Holders). 
82

 The Court was not directed to any particular terms in the Voting Agreement or in related 

agreements contemplating the addition or removal of Key Holders.  There do not appear to be 
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 The removal provisions which permit a majority holder of the shares to 

remove a director elected by a per capita vote, as with Section 1.2(b), appear to 

invite deadlock.  Thus, Gorman appears to have been granted unilateral power to 

remove the Key Holder Designees, whether Section 1.2(c) is a majority of shares 

or per capita provision.  One could conclude that the removal provisions are part of 

a scheme of checks and balances or that the agreement’s drafters wrote 

Section 1.2(c) to function as a majority of shares voting provision to mirror the 

agreement’s removal provisions.   

 Defendants argue that the drafters could not have intended a majority of 

shares vote because Gorman owned a majority of the Key Holder shares when the 

Voting Agreement was executed.  His majority ownership would have guaranteed 

that Gorman’s candidates would win any election under this provision and it would 

function instead as a “Gorman Designee” provision.  Defendants contend that the 

provision would therefore create a meaningless structure of Key Holders, since the 

votes of Halder and Fellus would be irrelevant when cast alongside Gorman’s 

majority, and should not be read to create such a result.   

 Based upon the plain language of the provision and the scheme of the 

agreement as a whole, the Court agrees with the Defendants.  The Key Holder 

                                                                                                                                                                                           

any limitations preventing affiliates from becoming Key Holders and the Adoption Agreement 

appears to contemplate the possibility of Key Holders transferring shares.  See supra note 27.  

The amendment and waiver provisions are also unhelpful for the same reasons discussed when 

considering Section 1.2(b).  See supra note 59. 
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Designee section should be construed to avoid the illogical interpretation which 

turns it into a “Gorman Designee” provision.  This conclusion is supported by the 

fact that the list of Key Holders in Schedule B consists of three natural persons and 

no reference is made to their relative ownership.  Gorman is correct that the 

unilateral veto he appears to have over these directors because of the removal 

provision is in tension with Defendants’ per capita theory.  Nonetheless, the Court 

concludes that it is better to read Section 1.2(c) to give some effect to the drafters’ 

choice to list the names of the three Key Holders, than to read them out of 

existence by interpreting the provision as a Gorman Designee provision.  The 

Court prefers a reading which avoids producing an absurd result or which no 

reasonable person would have accepted when entering the contract.
83

 

 Furthermore, the logical import of an election provision which names three 

natural persons seems to be that the three of them will be able to name candidates 

and command equal voting power when designating them.  The result is different 

here from the result under Section 1.2(b) because of the specificity with which the 

three Key Holders are identified.  The Court is satisfied that this provision 

represents an attempt to assure an important constituency representation on the 

board and thus differs from a more general provision such as that found in 

Section 1.2(b), which is aimed at Series A holders generally.   

                                                           
83

 See Osborn ex rel. Osborn v. Kemp, 991 A.2d 1153, 1160 (Del. 2010). 
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 Nonetheless, the Court proceeds to consider the extrinsic evidence and 

Gorman’s less compelling arguments. 

2.  The Extrinsic Evidence Concerning Section 1.2(c) 

 The same general observations made above concerning the extrinsic 

evidence that the parties presented are equally applicable to Section 1.2(c).  Thus, 

here, as there, the extrinsic evidence is generally not supportive of Defendants’ 

triumvirate theory, although it also does not provide definitive proof that Gorman’s 

account of the negotiations is correct.   

 However, as mentioned above, Gorman brought to the Court’s attention one 

email from the drafters’ negotiations which states: “We are contemplating 

including Fellus, Gorman, Pallotta (and perhaps Ira Lampert and any other 

significant investor from the Pallotta group as the Key Holders).  In Gorman’s 

group, the next biggest investor is at $250,000.”  Again, the email appears to 

contemplate two main factions, a Gorman faction and a Pallotta faction and is 

focused on granting representation to significant investors. 

 Thus, the negotiating history could be read as evidence that the signatories 

intended Section 1.2(c) to function as a tie-breaking mechanism between the 

Gorman and Pallotta camps or simply as a means of granting representation to 

significant investors.  Both of these theories appear to undermine Defendants’ 

triumvirate theory and the email does not suggest an escalated concern with 
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providing employees board representation or limiting Gorman’s future power over 

the Company.  However, as negotiations proceeded, Pallotta’s name was ultimately 

removed and Halder’s was added in its place.  These changes could represent a 

rejection of whatever thinking the email evidences or could reflect a differing view 

of who should be considered a significant investor over time.   

 This single email provides some limited insight into the thinking of the 

drafters of the Voting Agreement.  However, the Court concludes that whatever 

insights may be drawn from it do not dislodge the conclusion reached above 

regarding the drafters’ intent based upon the plain text and structure of the 

agreement.  

3.  Gorman’s Unpersuasive Arguments that Section 1.2(c) Is a  

     Majority Voting Provision 

 

 Gorman makes several additional arguments to the effect that Section 1.2(c) 

is a majority of shares voting provision.  First, Gorman asserts that a general 

principle of Delaware law, which was applied to resolve an ambiguous charter 

provision, functions as a gap-filler to explain how the Court should interpret 

“elect.”  He argues that the principle that “[o]utstanding among the democratic 

processes concerning corporate elections is the general rule that a majority of the 

votes cast at a stockholders’ meeting, provided a quorum is present, is sufficient to 
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elect Directors”
84

 is directly applicable here to resolve the meaning of the word 

“elect” as used by the signatories to the Voting Agreement.   

 The Court is not persuaded that a gap-filler applied to resolve an ambiguous 

charter provisions is equally applicable to the contract provision at issue.
85

  A 

contract must be reviewed for its plain meaning to arrive at the drafters’ intent, as 

Delaware law typically requires.  Where a better reading of the parties’ intent 

exists, that reading is applied.  That analysis was performed above and the 

application of this gap-filling provision used to resolve a corporate charter will not 

trump it.
86

 

 Gorman next contends that Defendants’ per capita voting theory would be 

invalid as a matter of law because the DGCL requires corporations to specify their 

election to use per capita voting in their charters.  He argues the plain language of 

8 Del. C. § 212(a) requires such a result,
87

 as does the pertinent case law on point.
88

  

However, Gorman’s argument is inconsistent with the broad provisions found in 
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 Standard Power & Light Corp. v. Inv. Assocs., Inc., 51 A.2d 572, 576 (Del. 1947). 
85

 This does not preclude the possibility that charter or bylaw gap-fillers may apply.  However, 

the arguments as to the applicability of Standard Power to the facts at issue were not as fully 

developed as perhaps they could have been. 
86

 Gorman does not argue that Rohe or Rainbow Navigation apply to resolve any ambiguity 

found here where three named individuals were empowered by the signatories to determine the 

Key Holder Designees. 
87

 “Unless otherwise provided in the certificate of incorporation and subject to § 213 of this title, 

each stockholder shall be entitled to 1 vote for each share of capital stock held by such 

stockholder.”  8 Del. C. § 212(a). 
88

 Providence & Worcester Co. v. Baker, 378 A.2d 121, 123 (Del. 1977) (“Under [§] 212(a), 

voting rights of stockholders may be varied from the ‘one share-one vote’ standard by the 

certificate of incorporation.”).  
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8 Del. C. § 218, allowing stockholders to “vote shares as provided by [their] 

agreement.”
89

  As recent case law has articulated, “the Charter and Bylaws allocate 

various rights to the different classes of stockholders, then the Stockholders’ 

Agreement adds a contractual overlay that constrains the manner in which parties 

to that agreement can exercise their rights.”
90

 

 Thus, under 8 Del. C. § 212, a company must announce its intent to diverge 

from the typical one-share one-vote scheme within its charter for the purposes of 

altering the general mechanism by which shareholders act.  However, shareholders 

are permitted to construct a contractual overlay on top of that mechanism to agree 

to vote their shares in accordance with that more specific scheme.  So it is here.  

Gorman has not argued that Westech’s charter does not support a one-share one-

vote scheme as he cannot.  Rather, he attempts to use Section 212 to abrogate the 

broad contractual powers shareholders are granted under Section 218 to create an 

additional overlay on top of the corporation’s voting scheme for the purposes of 

general shareholder votes.  The Court rejects his argument.  The signatories to the 

Voting Agreement are permitted to agree to vote their shares (each of which has a 

one vote per share feature articulated in the Company’s foundational documents) 

according to whatever terms they choose assuming they do not otherwise violate 

the terms of Section 218 or other Delaware law.   
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 8 Del. C. § 218(c). 
90

 Klaassen v. Allegro Dev. Corp., 2013 WL 5739680, at *22 (Del. Ch. Oct. 11, 2013). 
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 Gorman forwards a related argument, that the voting rights of the Voting 

Agreement’s signatories are stated in the Company’s Certificate of Designation, 

which provides for majority voting and thus the Court cannot find in Defendants’ 

favor.
91

  Gorman correctly states the law, but the general statements he quotes only 

go so far.  The Certificate of Designation describes the mechanism for the election 

and permits each shareholder one vote per share.  The Voting Agreement does not 

inhibit its signatories from casting one vote per share; it simply binds them to cast 

each of those votes in accordance with the provisions found in the agreement.   

 Finally, Gorman asserts that the Court could not conclude that Gorman 

would consent to the terms of the Voting Agreement because it grants Fellus and 

Halder, who contributed less than three percent of the capital raised under the 

Series A round, a veto power over two board seats.  Similarly, he argues that he 

would not have invested in the Series A round to lose control over the Company.  

The Court disagrees.  Gorman could certainly have decided it was in his best 

interest to raise additional capital for the Company and agreed in exchange to some 

dilution of his control.  Thus, the Court defers to its earlier conclusions that 

                                                           
91

 Pl.’s Pre-Trial Br. at 32-33 (citing In re Appraisal of Metromedia Int’l Gp., Inc., 971 A.2d 893, 

899 (Del. Ch. 2009) (“A preferred shareholder’s rights are defined in either the corporation’s 

certificate of incorporation or in the certificate of designation, which acts as an amendment to a 

certificate of incorporation.”)); Matulich v. Aegis Commc’ns Gp., Inc., 2007 WL 1662667, at *5 

(Del. Ch. 2007) (“If a certificate of designation is silent as to voting rights, then preferred 

shareholders have the same rights as common stock, and such rights may only be derogated by a 

clear and express statement.”), aff’d, 942 A.2d 596 (Del. 2008). 
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Section 1.2(b) is a majority voting provision and Section 1.2(c) is a per capita vote 

between the Key Holders. 

D.  The Consequences of the Annual Meeting and Gorman’s Other  

     Attempts to Control the Board 

 

 Because Gorman commanded a majority of the vote and thus was entitled to 

designate directors under Section 1.2(b), the Court finds that Ford was duly elected 

as the Series A Designee at the Annual Meeting.
92

  Additionally, although the 

parties gave only limited focus to the Pallotta Designee seat, Gorman’s undisputed 

authority over the Pallotta Proxy permitted him to vote the Pallotta Shares at the 

Annual Meeting.  Thus, whether Gorman voted the Pallotta Proxy pursuant to 

Section 1.2(a) or under the general terms of Section 1.2, if Section 1.2(a) became 

ineffective upon the sale of the Pallotta Shares,
93

 he had the authority or the voting 

majority to validly designate himself to the Pallotta Designee seat.  However, there 

is no evidence that either Gorman’s slate or the Incumbents’ slate designated Key 

Holder Designees in accordance with Section 1.2(c).  Thus, those positions were 

not filled at the Annual Meeting.     

                                                           
92

 Gorman’s earlier acts by written consent to elect the Series A Designees are mooted by the 

results of the Annual Meeting; however, the fact that the Pallotta Proxy was not executed at this 

time would appear to cause Gorman and the other parties to the written consents to lack the 

requisite majority under Section 1.2(b).  The additional 22 preferred shares owned collectively 

by Aplin, Williamson, Woodby, and Ford, the other signatories to the written consents, when 

added to Gorman’s 72 preferred shares, do not grant them a majority of the Series A Preferred.   
93

 The Court need not decide the issue because Gorman’s control over the Pallotta Proxy would 

have granted him the Pallotta Designee seat whether Section 1.2(a) was, or was not, still 

effective. 
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The parties also request that the Court decide whether or not Gorman’s 

actions in August were valid, although they offered limited guidance at trial and in 

their pre-trial briefing.  The Court’s evaluation of Gorman’s acts depends on the 

interpretation of the Voting Agreement’s removal provision (Section 1.4) and also 

the interpretation of the Industry Director designation provision (Section 1.2(e)).  

The parties’ arguments concerning Section 1.4 were limited to explanations of how 

the provision should influence the Court’s assessment of how Sections 1.2(b) and 

(c) function, and they did not engage in a textual analysis of the provision or make 

arguments concerning how it operated within the agreement as a whole.  The 

parties did not make arguments concerning the appointment or removal of the 

Industry Directors. 

 The Court thus finds, based on the stipulated record, that Gorman removed 

Halder on August 14.  Section 1.4(a) permits the holders of more than fifty percent 

of the then outstanding shares (which includes the holder’s common shares) 

entitled under Section 1.2 to designate a director to remove that director.
94

  

                                                           
94

 Section 1.4(a) uses the defined term “Shares,” which is defined as “any securities of the 

Company the holders of which are entitled to vote for members of the Board, including without 

limitation, all shares of Common Stock . . . and Series A Preferred Stock.”  Voting Agreement 

§ 1.1.  Thus, Section 1.4(a) permits inclusion of the Key Holder’s common stock for the 

purposes of removing the Key Holder Designee, because no specific limitation appears in 

Section 1.2(c).  This result differs from the interpretation of Section 1.4(a) in reference to the 

removal of the Series A Designee.  There, only the preferred shares may be considered in 

removing that designee because Section 1.4(a) limits the shares considered for the purposes of 

establishing a majority for removal purposes to those “entitled under Section 1.2 to designate 

that director.”  Section 1.2(b) only permits preferred shares to be considered when designating 
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According to the stipulated record, Fellus and Halder controlled, directly or 

indirectly 73 Series A units and Gorman controlled 72 such units or convertible 

notes before he purchased the Pallotta Shares.
95

  Gorman also controlled 2.4 

million shares of common stock, by Defendants’ concession, the majority of the 

common before the preferred shares were issued.
96

  Thus, although Fellus’s and 

Halder’s combined preferred holdings appear to have outweighed Gorman’s 

holdings, when Gorman’s common shares are also included he acted as the holder 

of more than fifty percent of the outstanding shares entitled to elect the Key Holder 

Designee to remove that director.  Nonetheless, Gorman’s attempt to elect Woodby 

and Williamson through that same letter was invalid because he has not 

demonstrated that he had the consent of either Fellus or Halder, which he needed to 

make valid designations under Section 1.2(c).  

 The Court also concludes that Gorman’s acts on August 26 to remove Dura 

and to elect Olsen and Ford as Industry Directors were invalid.  Section 1.2(e) 

requires that the Industry Directors be mutually acceptable to the Series A 

Designees and the Key Holder Designees.  The Court concludes, in the absence of 

argument by the parties, that this provision was designed to protect the disparate 

                                                                                                                                                                                           

the Series A Designee and thus Section 1.4(a) is constrained by the requirement set forth in 

Section 1.2(b).  
95

 This may be a generous accounting of the combined holdings of Fellus and Halder given that 

Fellus apparently never made payment upon the promissory note granting him 40 preferred 

shares. 
96

 See supra note 5. 
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constituencies under the Voting Agreement and the absence of any Key Holder 

Designee would mean that a unilateral act of the Company’s Series A Designees 

cannot satisfy the terms of Section 1.2(e).  For the same reason, neither side 

successfully elected Industry Directors at the Annual Meeting. 

 Similarly, Section 1.4(a)’s requirement that a removal of the directors 

elected under Section 1.2(e) be directed or approved by the affirmative vote of the 

“Person” entitled under Section 1.2 to designate that director were not satisfied for 

the same reason.  The absence of any “Person” representing the Key Holder 

Designees made the removal of Dura invalid.  Moreover, the Series A Designees’ 

seats were vacant at this time, as Monaco resigned on August 21, 2013 and the 

Pallotta Proxy had not yet been executed which would permit Gorman to vote the 

majority of the Series A Preferred and allow him to elect new directors under 

Sections 1.2(a) or (b).  In sum, the board is comprised of Salamone, Gorman, Ford, 

and Dura.  The seats of the Key Holder Designees and one of the Industry 

Directors are vacant. 

V.  CONCLUSION 

 The Court concludes that Section 1.2(b) of the Voting Agreement is not 

clearly and unambiguously a per capita voting mechanism and thus our law’s 

presumption in favor of majority voting applies.  It also concludes that 

Section 1.2(c) is a per capita voting provision based on the plain meaning of 



47 
 

“elect,” when decided by three natural persons, and the conclusion that a majority 

of shares interpretation would render Schedule B meaningless.  Because 

Section 1.2(b) is a majority voting provision, Gorman duly elected Ford as the 

Series A Designee at the Annual Meeting; the Key Holder Designees were not duly 

elected at the Annual Meeting because neither proposed slate appears to have 

complied with the Voting Agreement.  Gorman also elected himself to the Pallotta 

Designee seat at the Annual Meeting.  Gorman has not demonstrated that his 

actions before the Annual Meeting complied with the Voting Agreement, except 

that he successfully removed Halder as a Key Holder Designee on August 14, 

2013. 

 Counsel are requested to confer and to submit an implementing form of 

order.  
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 This Memorandum Opinion concerns the latest skirmish in the battle for 

control of CardioVascular BioTherapeutics, Inc. (“Cardio,” or the “Company”), 

between forces allied with its founder, Daniel Montano, and those supporting a 

large creditor of Cardio, Calvin Wallen.  Although Cardio has not yet been able to 

monetize any product, both parties view the Company as on the cusp of success.  

The current dispute is over the second written consent action taken on behalf of the 

Wallen faction in less than a year, seeking to seat a board of directors amenable to 

him, and purporting to remove Montano and his supporters from the Cardio board.  

The stockholders’ view, as revealed by the written consent actions, is in near 

equipoise.  The deciding votes in both consent actions were cast by Vizier 

Investment Capital Limited (“Vizier”), an entity created by Montano to hold 

Cardio stock he held jointly with his then-wife, Victoria “Vicki” Montano.  Vicki,1 

now divorced from Montano, purported to consent with respect to the Vizier shares 

in favor of the Wallen slate in the first consent action; I found those consents to be 

invalid, as Vicki lacked the authority to vote the shares.  Montano has since 

entered personal bankruptcy, and the Vizier shares are now under the control of a 

trustee in bankruptcy.  The trustee provided a proxy to Wallen which he used to 

vote the Vizier shares in favor of his slate of directors in the second consent action; 

for the reasons below, I find that the agreement between Wallen and the trustee 

                                           
1 I refer to Vicki Montano by her first name to avoid confusion.  No disrespect is intended. 



 3

was inadequately disclosed to stockholders of Cardio, and that the second consent 

action is invalid. 

 Shortly after the first consent action, the Wallen faction was seated as the 

“new” Cardio board, and one of the board members, Plaintiff Mickael A. Flaa, 

brought the first incarnation of this action under Section 225 to confirm the validity 

of that board.  I entered a status quo order leaving the Wallen faction in place as 

the interim board of directors, with its ability to act limited to actions in the normal 

course of business, pending resolution of the dispute in this Court.  After I found 

that the first consent action was invalid, the Plaintiff appealed, and the parties 

agreed that the status quo order should remain in effect.  That appeal was delayed, 

however, as Wallen mounted the second consent action.  Because this second 

action had the potential to moot all issues on appeal, the Supreme Court stayed 

consideration of the appeal, and the current litigation ensued. 

Cardio has been, effectively, in limbo for nearly a year, with a board of 

directors unable to exercise plenary authority over the corporation.  Moreover, the 

record indicates that it has been years since an annual meeting of the stockholders 

has taken place.  A stockholder meeting presided over by the interim board would 

inevitably drive more litigation, and seating the old Montano-faction board would 

put back in place directors last elected years ago, who have not served in nearly a 

year.  In order to ensure a board of directors representing the preference of the 
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stockholders as expressed by exercise of their franchise, I employ my discretion to 

order a stockholder meeting to be held promptly, presided over by a special master. 

I. FACTS 

1. Flaa I 

 As explained in a prior iteration of this action, Flaa I,2 Cardio is a Delaware 

corporation that, due to its as-yet unsuccessful efforts to develop a drug candidate 

for treating coronary artery disease, peripheral artery disease, venous ulcers, and 

diabetic foot ulcers, has faced a serious liquidity crisis.3  This litigation involves 

the second Court of Chancery action within a matter of months brought pursuant to 

8 Del. C. § 225, seeking to confirm the removal of certain directors of Cardio, 

including its founder Daniel Montano, by way of a written consent action led by 

one of Cardio’s largest creditors, Calvin Wallen. 

 As presented in more detail in Flaa I, in January 2013, Wallen, hoping to 

salvage some of his investment in Cardio, sent a letter to the Company’s board of 

directors, in which he set forth a financing proposal intended to infuse $8,500,000 

of capital into the Company, contingent on the immediate resignation of the 

director Defendants, including Montano, and on Montano waiving all claims 

                                           
2 Flaa v. Montano, 2013 WL 5498045 (Del. Ch. Oct. 4, 2013). 
3 See Defs.’ Op. Pre-Trial Br. at 2 (“Finding investors who wanted to invest in a company with 
no saleable products was difficult.”). 
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against Cardio.4  When the Cardio board rejected his financing proposal, Wallen 

initiated a written consent action (the “First Consent Action”), requesting that 

stockholders consent to (1) amending the Company’s bylaws with respect to 

director removal and appointments, (2) removing the Defendant directors from the 

Cardio board, and (3) directing the remaining directors to consider his financing 

proposal.  As a result of Wallen’s written consent solicitation, the Company 

received consents from 51.22% of shares outstanding, and the Plaintiff filed suit in 

this Court in June 2013, seeking to confirm the effectiveness of the First Consent 

Action.  However, I determined in Flaa I that a dispositive consent delivered on 

behalf of Vizier, a Bahamian company jointly owned by Montano and his ex-wife, 

Vicki, was executed without actual or apparent authority; accordingly, I found that 

the First Consent Action was ineffective to remove the Defendant directors from 

the Cardio board. 

 At the start of litigation in Flaa I, a status quo order was put in place (the 

“Status Quo Order”), permitting incumbent directors Grant Gordon and Mickael 

Flaa, as well as the incoming directors seated pursuant to the First Consent 

Action—Wallen, Jon Ross, and Robert Schleizer—(collectively, the “Interim 

                                           
4 That letter was preceded by both a June 2012 request by Wallen that Cardio convert his debt to 
equity, which request was rejected by the Cardio board, and a September 2012 Nevada action in 
which Wallen sought to enforce Montano’s personal guarantee of loans from Wallen to Cardio.  
Those transactions are described in additional detail in Flaa I.  See Flaa, 2013 WL 5498045, at 
*2. 
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Board”) to sit on the Cardio board of directors pending resolution of the litigation.5  

After I issued my October 4, 2013 Memorandum Opinion, the Plaintiff filed an 

appeal of that decision in our Supreme Court.  Pending that appeal, the parties 

stipulated to abide by the Status Quo Order.  As explained in more detail below, 

the appeal of my October 4 Memorandum Opinion has been stayed pending 

resolution of this 225 action,6 and the Interim Board continues to manage the 

Company pursuant to the Status Quo Order. 

2. The Second Consent Action 

 On November 6, 2013, as the parties were briefing the Defendants’ appeal in 

Flaa I, Wallen caused Cardio stockholder CCM Partners Fund LP (“CCM”) to 

deliver a written consent to Cardio’s registered agent, initiating a new written 

consent action (the “Second Consent Action”).  In a November 16, 2013 press 

release, the Company said of the Second Consent Action, “[t]o avoid any potential 

confusion, the solicitation is being made by Calvin Wallen III, a [Cardio] 

stockholder, and not by [Cardio].”7  Upon delivery of CCM’s written consent, 

Wallen circulated proxy solicitation materials, consisting of a proxy statement and 

proxy card dated November 11, 2013, to Cardio’s stockholders. 

The proxy card included in Wallen’s solicitation materials stated, in part: 

                                           
5 Flaa v. Montano, No. 8632–VCG (Del. Ch. July 12, 2013) (ORDER). 
6 Flaa v. Montano, No. 577,2013 (Del. Jan. 30, 2014) (Letter to Counsel). 
7 JX 82. 
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The undersigned hereby acknowledges receipt of the proxy statement 
in connection with the proposals to amend the Amended and Restated 
Bylaws of [Cardio] and to remove all members of the Board of 
Directors of the Corporation other than Mickael Flaa and Grant 
Gordon . . . .  
 
The undersigned hereby constitutes and appoints Calvin A. Wallen, 
III, as his, her or its true and lawful agent and proxy with full power 
of substitution and re-substitution, to execute a written consent, 
withhold consent, or abstain on behalf of all of the shares held by the 
undersigned as of the Record Date, in accordance with the instructions 
given herein.8 
 

The proxy statement included in the solicitation materials described Wallen’s 

“proposals” in more detail:  Proposition 1 purported to amend the Cardio bylaws 

with respect to removal and appointments, and Proposition 2 to remove certain 

directors.  Specifically, Proposition 2 stated: 

BE IT RESOLVED, that the undersigned hereby consents to, adopts 
and approves the removal of all of the members of the Board of 
Directors of the Corporation in office immediately prior to the 
effective time of [the] Written Consent other than Mickael A. Flaa and 
Grant Gordon (each director so removed, a “Removed Director,” and 
all directors so removed, collectively, the “Removed Directors”), and 
without limiting the intent of the stockholders to remove all such 
Removed Directors, the Removed Directors shall specifically include 
each of Daniel C. Montano, Viktoriya Tamlenova Montano, Ernest C. 
Montano, Ernest Montano III, John (Jack) W. Jacobs and Joong Ki 
Baik, if he or she is in office immediately prior to the effective time of 
this Written Consent.9 
 
Though stockholders received identical proxy solicitation materials, Wallen 

obtained proxies in the Second Consent Action by three methods:  (1) Vizier and 

                                           
8 Pl.’s Pre-Trial Answering Br. at 5. 
9 Compl. Ex. E at 1799982.2. 
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certain other stockholders not at issue here executed proxies by hand-delivery of 

completed paper proxy cards; (2) certain Cardio stockholders of record executed 

electronic proxies by telephone and internet, purporting to permit Wallen to deliver 

written consents on their behalves; and (3) certain brokerage firms executed 

powers of attorney to a proxy tabulating agency, Broadridge, which in turn 

executed proxies purporting to permit Wallen to deliver written consents on behalf 

of the stocks’ record owners.  On November 27, 2013 and January 2, 2014, Wallen 

delivered written consents to Cardio’s registered agent supported by proxies 

obtained from these other Cardio stockholders, by which a majority of the Cardio 

shares purported to consent to the removal of the “Removed Directors”—the 

Defendants in this action. 

A. The Vizier Proxy 

 In Flaa I, I determined that a written consent, executed by Montano’s ex-

wife Vicki on behalf of Vizier, was executed without actual or apparent authority.  

At that time, Vizier held 30 million shares of Cardio, jointly owned by Daniel and 

Vicki Montano.  I found that Montano, as President of Vizier, had authority to vote 

the Cardio shares, and that Vicki, in her capacity as either Vice President or 

stockholder, did not. 

 In July 2013, Montano filed for bankruptcy under Chapter 7 of the U.S. 

Bankruptcy Code.  As a result of that filing, U.S. Bankruptcy Trustee Dotan 
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Melech (the “Trustee”) obtained control over Montano’s interest in 4 million 

directly-held shares of Cardio, as well as his fifty-percent interest in the 30 million 

Cardio shares held by Vizier.  Soon after this Court issued its Memorandum 

Opinion on October 4, 2013 in Flaa I, the Trustee began to discuss with Wallen 

and the other members of the Cardio Interim Board the Company’s financial status.  

Specifically, in late October, the Trustee “requested a copy of the [Cardio] 

business plan and copies of the financial proposals [from Wallen] that will fund the 

business plan,”10 which Flaa provided in detail by email dated November 1, 2013. 

 Around the same time in early November, Wallen communicated with the 

Trustee via email and conference call in an attempt to secure Vizier’s proxy in the 

Second Consent Action.11  As a preliminary matter, for the Trustee to obtain the 

authority to execute the requested proxy on Vizier’s behalf, the Trustee and 

Montano’s ex-wife Vicki, acting as stockholders of Vizier, 

(a) . . . executed a Unanimous Written Consent (i) removing the 
current directors of Vizier and appointing the Trustee and [Vicki] 
Montano as the sole Directors of Vizier, and (ii) removing [Montano] 
as President of Vizier and appointing the Trustee as President and 
[Vicki] Montano as the Vice President of Vizier, and (b) [Vicki] 
Montano and the Trustee, as the sole Directors of Vizier, executed a 

                                           
10 JX 72 at 2014CVBT00005103. 
11 Although the final written agreement into which Wallen and the Trustee ultimately entered, as 
described in more detail below, did not include a requirement that the Trustee vote in favor of the 
Second Consent Action, such was clearly the parties’ intent.  See, e.g., JX 113 at 
2014CVBT00003066 (“I fear that the vote will not get done unless we can get [the Trustee] 
additional insurance re the below.”); id. at 2014CVBT00003067 (“Here is [Wallen’s] signature 
on the share purchase agreement.  Please let me know whether you now have everything you 
need in order for the Trustee to be able to vote today.”). 
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Unanimous Written Consent of Board of Directors (i) appointing the 
Trustee as President and [Vicki] Montano as the Vice President of 
Vizier, (ii) affirming that, in accordance with the Memorandum of 
Association and Articles of Association of Vizier, it is the sole 
responsibility of the Trustee, as the President of Vizier, to manage the 
day to day affairs of Vizier, including, but not limited to voting the 
Vizier shares of [Cardio].12  
 
In seeking to secure the Trustee’s commitment to execute a proxy on 

Vizier’s behalf, Wallen and the Trustee also began negotiating a deal whereby 

Wallen would purchase 1 million shares of Cardio from the Montano bankruptcy 

Estate, in exchange for a sum of money (described by the Trustee as five times its 

actual value) and a director seat on the Cardio board of directors; such an 

agreement would provide the Montano Estate some much-needed liquidity in 

addition to an ability to protect its only asset, Cardio stock.  According to a series 

of emails between counsel for the Trustee and Wallen, the Trustee’s bankruptcy 

counsel “propos[ed] (subject to Bankruptcy Court approval) that the Trustee would 

vote the Vizier shares ‘as requested,’ the Trustee would designate a member of the 

[Cardio] board to replace a member of the Interim Board, Mr. Wallen or another 

party would purchase 1 million shares of [Cardio] stock from Vizier for $1.00 per 

share, and the estate would receive certain undefined minority stockholder 

rights.”13  Wallen countered that “the Trustee’s vote would be irrevocable, [the 

Trustee’s board designee] Mr. Moran would be appointed as an additional, and not 

                                           
12 JX 78 at AR11. 
13 Defs.’ Op. Pre-Trial Br. at 11-12. 
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a replacement, director, and Mr. Wallen would pay 5 cents a share for the 1 million 

shares of [Cardio].”14  The parties eventually settled on an exchange under which 

Wallen would purchase from the Montano Estate 1 million shares of Cardio at 

$0.25 per share, in addition to granting the Trustee certain other rights described in 

more detail below.  Further, Wallen’s counsel explained to the Trustee that: 

Under Delaware law, the Cardio Board of Directors has a fiduciary 
duty to the shareholders to consider the qualifications of any proposed 
addition to the Board and to make an independent determination that 
it will be in the best interest of the shareholders of Cardio to appoint 
the person who is put up for a vacant position on the Board (which is 
what will happen here).  They cannot agree in advance to simply 
appoint anyone the Trustee designates.15 
 

While the Trustee initially responded that the Cardio Interim Board’s inability to 

commit to appointing the Trustee’s board designee was a “deal breaker,”16 the 

parties eventually agreed to the following language in a November 22, 2013 

Agreement for the Purchase and Sale of Stock (the “Stock Purchase Agreement”): 

If Wallen is able to confirm the Wallen Group’s right to manage 
[Cardio] . . . then Wallen will use his best efforts, consistent with his 
fiduciary duties, to cause the Board of Directors to add an additional 
two members, with one to be selected by the Wallen [sic] and the 
other by the Trustee.  If Wallen and his aligns are confirmed as 
management of [Cardio] and these two positions are not added 
through no fault of the Trustee, Wallen shall return the Shares to the 

                                           
14 Id. at 12. 
15 JX 86 at 6. 
16 Id. at 5. 
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Trustee for no consideration, but the Trustee shall be entitled to retain 
the Purchase Price and apply it to the Montano Estate asset base.17 
 

In addition, the parties agreed that if the Second Consent Action was unsuccessful 

or ineffective, “then the Trustee [would] promptly repurchase from Wallen 

500,000 shares of [Cardio] stock for $0.25 per share with such $125,000 payment 

to [be] made from the Purchase Price funds.  The Trustee [would] then apply the 

remaining $125,000 of the Purchase Price to the Montano Estate asset base.”18 

 In other words, Wallen and the Trustee agreed that, in exchange for the 

Trustee’s proxy, Wallen would purchase 1 million Cardio shares from the Montano 

Estate for $250,000.  If the Second Consent Action was successful, Wallen would 

use his best efforts to secure an additional seat on the Cardio board for the 

Trustee’s designee; if, despite his best efforts, he failed to secure that seat, Wallen 

would return all 1 million shares but the Trustee would retain the entire $250,000.  

If the Second Consent Action was unsuccessful, Wallen would return 500,000 

shares and the Trustee would return $125,000. 

 Prior to executing the November 22 Stock Purchase Agreement, on 

November 8, 2013, the Trustee filed a Motion for Order Authorizing Trustee to 

Take Certain Actions and Sell Certain Assets Free and Clear of Liens, Claims and 
                                           
17 JX 87 at ¶ 5.  Wallen’s counsel noted that “Wallen would not be doing this deal if he had any 
uncertainty about being able to fulfill his obligations to have new directors appointed.  If he 
doesn’t meet his commitment, he forfeits $250,000 and the Trustee gets all the stock back.  That 
is a pretty drastic penalty for not performing, but [Wallen] is willing to agree to this because he 
is very comfortable that he can fulfill this obligation.”  JX 113 at 3087. 
18 JX 87 at ¶ 3. 
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Encumbrances without Further Court Approval (the “Motion”) in the District of 

Nevada U.S. Bankruptcy Court.19  In that Motion, the Trustee submitted to the 

court that: 

[Cardio] is . . . currently at a crossroads, where either (a) [Cardio] will 
resolve its litigation and obtain sufficient funding to launch a new 
product that may result in significant returns to its shareholders, or (b) 
[Cardio] will not resolve its litigation, will not obtain funding, and 
may ultimately wind up in its own bankruptcy proceeding, leaving 
this Estate’s creditors with little to no return on account of their 
claims.20 

 
The Trustee sought in his Motion “authority, out of an abundance of caution, to 

take actions necessary to allow the estate to vote the [Cardio] shares that it owns 

[in Vizier],” as well as permission to sell 1 million Cardio shares held by the 

bankruptcy estate to Wallen for $0.25 per share, in order “to provide for an 

immediate return to the Estate, limiting the Estate’s downside should [Cardio] 

ultimately be unsuccessful in its business endeavors.”21  The Trustee also 

represented in his Motion that, based on “multiple meetings with Calvin Wallen, 

[Montano], related parties, and their representatives to determine how to proceed 

with regard to [Cardio],” “the Trustee ha[d] determined that it may be prudent to 

                                           
19 JX 78. 
20 Id. at AR8. 
21 Id. at AR9. 
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take action with regard to the composition of [Cardio’s] board of directors to poise 

[Cardio] for future success.”22 

 The bankruptcy court granted the Trustee’s Motion on November 18, 2013.  

The court’s order indicated that: 

The Trustee is authorized to take the following actions which are 
consistent and fall within the Trustee’s ordinary course duties under 
11 U.S.C. § 704: 
 

a. to vote the Vizier Investment Capital Limited (“Vizier”) 
shares to serve as President and director of Vizier and take all 
actions attendant to serving as President and director . . . ; [and] 
 
b. to sell up to 2 million of the 19 million shares at a price of no 
less than $0.25 per share, provided any such sale shall include a 
commitment to add a Trustee appointed representative to the 
board of [Cardio], and the [Montano] Estate retains a right to 
repurchase the shares within 1 year of any public offering of 
such shares for 110% of the purchase price . . . .23 
 

The Trustee noted in his declaration appended to the Motion that “$.25 per 

share . . . appears to be at least five times what the shares are currently worth,” as 

well as his belief that the Interim Board on which the Defendants are not directors 

“provides the best opportunity for success of [Cardio] (because, in part, it will 

result in necessary funding to [Cardio]), and therefore it is in the best interest of the 

Estate to keep the [Interim] Board intact.”24 

                                           
22 Id. at AR11. 
23 JX 84 at ¶ 2(a)-(b). 
24 JX 79 at ¶¶ 5, 7. 
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 Wallen’s November 11 proxy solicitation materials failed to describe 

negotiations—then well-advanced—leading up to the bankruptcy court’s 

November 18 order or the resulting November 22 Stock Purchase Agreement 

between Wallen and the Trustee.  Instead, with respect to that transaction, the 

proxy statement provided only that “[b]ased on the opinion of bankruptcy counsel, 

it is my belief that the Trustee, with the cooperation of Montano’s ex-wife, has or 

will obtain the right to grant a proxy with respect to the shares held by [Vizier],”25 

and that “[i]t is anticipated that the Board might appoint one or two additional 

directors after these initial designations.”26  On November 15, 2013, Montano 

disseminated “proxy revocation” materials to the Cardio stockholders, “writing to 

explain the full facts of the matter, to tell [stockholders] what [Montano had] done 

for [Cardio], and to explain how [those] efforts are imminently poised to bring in 

millions of dollars in partnering agreements that will save the company without 

destroying the interests of the existing shareholders,” and urging stockholders not 

to grant proxies in the Second Consent Action.27  Montano did not describe the 

details of the Stock Purchase Agreement in those materials, although he had notice 

of, objected to, and appeared before the bankruptcy court to oppose the Trustee’s 

November 8 Motion seeking approval of, that Agreement. 

                                           
25 JX 80 at 3. 
26 Id. at 8. 
27 JX 81 at 1. 
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B. The Parties’ Contentions 

The Defendants contend (1) that the transaction described above constitutes 

improper vote-buying, and (2) that because “Wallen had been negotiating (and was 

continuing to negotiate) to place a director designated by the Trustee on the 

[Cardio] board in connection with his purchase of [Cardio] stock, [and] he did not 

disclose that fact in [his proxy solicitation] materials,”28 the Court should 

invalidate the transaction under Portnoy v. Cryo-Cell International, 

Incorporated.29  The Plaintiff responds that (1) the Vizier proxy is not the result of 

improper vote-buying; (2) Montano acquiesced to the transaction in the bankruptcy 

court proceedings; (3) the proxy statement disclosed all it could have given that the 

parties were still in the process of negotiating the Stock Purchase Agreement when 

the solicitations were sent to stockholders; and (4) the failure to disclose the terms 

of the Stock Purchase Agreement does not result in the same unfairness present 

under the facts in Portnoy. 

II. STANDARD OF REVIEW 

 The Plaintiff brings this action to confirm the validity of the Second Consent 

Action pursuant to 8 Del. C. § 225, in accordance with which, “[u]pon application 

of any stockholder or director, or any officer whose title to office is contested, the 

Court of Chancery may hear and determine the validity of any election, 

                                           
28 Defs.’ Op. Pre-Trial Br. at 14-15. 
29 940 A.2d 43 (Del. Ch. 2008). 
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appointment, removal or resignation of any director or officer of any corporation, 

and the right of any person to hold or continue to hold such office . . . .”30  Such a 

proceeding is summary in nature.  Further, in a Section 225 action, “[t]he burden of 

proving that a director’s removal is invalid rests with the party challenging its 

validity” 31—here, the Defendants. 

 The Court conducted a one-day trial in this action on May 2, 2014.  The 

following is my determination of the merits of the Section 225 dispute. 

III. ANALYSIS 

 The bedrock principles underlying our conception of corporate governance 

are that the directors run the corporation on behalf of the owners, the stockholders, 

who delegate power to the directors through the operation of the stockholder 

franchise.  For this reason, both our statutory and common law are protective of the 

right of stockholders to vote, and by exercising that vote, to choose the directors.  

This Court can interfere with an effective operation of the franchise, in the consent 

arena, in two ways, both equally deleterious: by invalidating actions properly taken 

by consent; and by ratifying actions purportedly by consent, where those actions do 

not represent the will of the stockholders.  I have already invalidated one purported 

vote to remove the Montano board, and I am therefore cognizant of the risk to 

exercise of the franchise in invalidating a second.  Nonetheless, imposing the 

                                           
30 8 Del. C. § 225(a). 
31 Unanue v. Unanue, 2004 WL 5383942, at *10 (Del. Ch. Nov. 9, 2004). 
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results of an uninformed vote is inimical to the exercise by the stockholders of 

their right to elect the board of directors.  For the reasons that follow, the Plaintiff’s 

request to ratify the results of the Second Consent Action must be denied. 

The Defendants challenge the validity of the Second Consent Action on four 

grounds:  they contend that (1) the Vizier proxy is invalid as vote-buying or due to 

inadequate disclosure of the Stock Purchase Agreement in the solicitation 

materials; (2) the electronic proxies are invalid as procedurally deficient; (3) the 

brokerage proxies from the proxy tabulating agency, Broadridge, are invalid as 

procedurally deficient; and (4) the Second Consent Action should be invalidated 

because the proxy solicitation materials contained materially misleading 

disclosures.  I address only the Defendants’ first contention, as well as outstanding 

requests for attorneys’ fees, below. 

1. Vote-Buying 

 The Defendants seek to (1) invalidate the Vizier proxy on the basis that 

Wallen and the Trustee’s Stock Purchase Agreement constitutes impermissible 

vote-buying, or (2) invalidate the Second Consent Action in its entirety on the 

basis that, even if not impermissible vote-buying, the Stock Purchase Agreement 

was material such that its existence should have been disclosed to stockholders 

considering whether to execute a proxy. 
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In Schreiber v. Carney, this Court defined vote-buying as any “voting 

agreement supported by consideration personal to the stockholder, whereby the 

stockholder divorces his discretionary voting power and votes as directed by the 

offeror.”32  Although the Plaintiff suggests that the Stock Purchase Agreement did 

not by its express terms compel the Trustee to deliver a proxy in favor of the 

Second Consent Action, it is clear from the record before me that the Trustee’s 

proxy was a vital part of that Agreement.33  In other words, because I understand 

the transaction at issue involved the sale of both stock and a proxy, the Stock 

Purchase Agreement constituted vote-buying under the definition articulated in 

Schreiber.  The mere existence of an agreement to vote shares in a particular way 

does not end the inquiry, however. 

 Under Delaware law, “an agreement involving the transfer of stock voting 

rights without the transfer of ownership is not necessarily illegal and each 

arrangement must be examined in light of its object or purpose.” 34  In fact, under 

most circumstances, “[s]hareholders are free to do whatever they want with their 

votes, including selling them to the highest bidder.”35  However, “vote-buying is 

illegal per se if its object or purpose is to defraud or disenfranchise the other 

                                           
32 Schreiber v. Carney, 447 A.2d 17, 23 (Del. Ch. 1982). 
33 See JX 113 at 2014CVBT00003071 (indicating that the Trustee would vote “as requested”); 
see also supra note 11. 
34 Schreiber, 447 A.2d at 25. 
35 Hewlett v. Hewlett-Packard Co., 2002 WL 549137, at *4 (Del. Ch. Apr. 8, 2002). 
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stockholders.”36  In considering whether a vote-buying scheme has defrauded or 

disenfranchised the stockholders, our case law distinguishes between vote-buying 

agreements secured by corporate assets and assets owned by third parties.  

Accordingly, a third party is prohibited from buying votes only where doing so 

would be “disenfranchising” by “creat[ing] a misalignment between the voting 

interest and the economic interest of [the] shares.”37  By contrast, even where 

economic interests remain aligned, “[m]anagement . . . may not use corporate 

assets to buy votes in a hotly contested proxy contest about an extraordinary 

transaction that would significantly transform the corporation, unless it can be 

demonstrated . . . that management’s vote-buying activity does not have a 

deleterious effect on the corporate franchise.”38 

 The Plaintiff suggests that, were I to evaluate the Stock Purchase Agreement 

as a third-party transaction, the Stock Purchase Agreement could not constitute 

impermissible vote-buying under the authorities cited above, as the Agreement did 

not misalign the Trustee’s voting and economic interests as a fiduciary of Vizier.  

Specifically, the Plaintiff explains that, while the Trustee transferred to Wallen 1 

million shares of Cardio from the Montano Estate, Vizier continued to hold an 

additional 29 million Cardio shares, and therefore retained a significant economic 

                                           
36 Schreiber, 447 A.2d at 24. 
37 Crown EMAK Partners, LLC v. Kurz, 992 A.2d 377, 388 (Del. 2010). 
38 Hewlett, 2002 WL 549137, at *4 (emphasis added). 
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stake in the Company.39  The alignment of interests relevant in a vote-buying 

analysis, however, is an alignment of a vote-buyer’s interests upon the exercise of 

his vote, not of the vote-seller’s interests upon forfeiture of his vote.40  That is 

because “what legitimizes the stockholder vote as a decision-making mechanism is 

the premise that stockholders with economic ownership are expressing their 

collective view as to whether a particular course of action serves the corporate goal 

of stockholder wealth maximization.”41  In other words, where a party has no 

equity stake in the corporation, his vote distorts an effective exercise of the 

franchise, the ultimate goal of which is the financial success of the company for the 

stockholders’ benefit.  Accordingly, it is Wallen’s equity interests, rather than the 

Trustee’s, that are relevant to a third-party vote-buying analysis.  Although Wallen 

maintains a significant debt and equity stake in the Company, it is not clear from 

the record before me to what extent those interests may be opposed.  What is clear 

is that, independent of the vote-buying arrangement, Wallen has a significant 

economic interest in the success of Cardio, both as an equity-holder and as a 

creditor, and that if the Company fails under the management of the Montano slate, 

his interests will be extinguished as both shareholder and creditor.  It is unlikely, 

                                           
39 Pl.’s Pre-Trial Answering Br. at 21. 
40 To the extent the Trustee’s interests are relevant, he acted under a fiduciary duty to advance 
Vizier’s interest, and only if he were near-indifferent to the Wallen and Montano slates would an 
ability to provide the Estate liquidity influence the Trustee’s decision to favor Wallen’s slate 
over Montano’s. 
41 Kurz v. Holbrook, 989 A.2d 140, 178 (Del. Ch. 2010), aff’d in part, rev’d in part sub nom. 
Crown EMAK Partners, LLC v. Kurz, 992 A.2d 377 (Del. 2010). 
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therefore, that the voting rights obtained pursuant to the Stock Purchase Agreement 

resulted in the agency problems that misalignment of incentives creates, and about 

which third-party vote-buying doctrine is concerned. 

 It is not clear to me, however, that the Stock Purchase Agreement at issue 

can rightly be characterized as a third-party transaction.  While it is true that 

Wallen used his personal assets to purchase the 1 million Cardio shares from the 

Montano Estate, there remained another crucial term to be satisfied: the delivery of 

a board seat on Cardio’s board of directors.  Of course, Wallen could not deliver 

that seat on his own, and the Interim Board’s legal counsel understood that under 

Delaware law, its fiduciary duties to the Cardio stockholders prevented it from 

entering into an enforceable agreement to deliver a seat to the Trustee’s designee.42  

As a result, while Wallen contractually agreed only to use his “best efforts” to 

secure the seat, he assured the Trustee that the Interim Board saw no reason its 

fiduciary duties would prevent it from agreeing to the seat despite an inability to 

enter into an enforceable agreement to that effect.43  Most revealingly, he 

demonstrated his absolute confidence that the board seat would be approved by 

                                           
42 See JX 86 at 6 (email from Barry Cannaday, counsel for the Plaintiff, to Justin Rawlins, 
counsel for the Trustee) (“Under Delaware law, the Cardio Board of Directors has a fiduciary 
duty to the shareholders to consider the qualifications of any proposed addition to the Board and 
to make an independent determination that it will be in the best interest of the shareholders of 
Cardio to appoint the person who is put up for a vacant position on the Board (which is what will 
happen here).  They cannot agree in advance to simply appoint anyone the Trustee designates.”). 
43 See, e.g., id. at 2 (email from Cannaday, counsel for the Plaintiff, to Wallen, Gordon, and Flaa) 
(“I have asked that [the Trustee’s counsel] provide [the Trustee’s designee] Al Moran’s resume, 
so that it can be determined that there is a legitimate basis for making this statement.”). 
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agreeing to forfeit his 1 million purchased shares—while permitting the Trustee to 

retain the $250,000 consideration—if despite his best efforts, he proved unable to 

deliver the board seat.  Wallen’s own bankruptcy counsel, in communications with 

the Trustee’s counsel, explained that Wallen’s willingness to put $250,000 worth 

of shares on the line if the Interim Board did not approve the Trustee’s designee 

demonstrated that Wallen was “willing to agree [only] because he [was] very 

comfortable that he [could] fulfill this obligation.”44  That confidence is 

unsurprising given that the Interim Board and Wallen’s slate were identical.45  

And, of course, the Plaintiff’s suggestion that the Trustee’s board seat was not an 

essential term of the Stock Purchase Agreement is belied by the fact that the 

Trustee, despite selling the Estate’s Cardio stock at five times its market value, 

initially considered the Interim Board’s failure to agree to appoint his designee a 

“deal breaker.”46  Based on those considerations, it is conceivable that the Interim 

Board agreed to deliver a valuable corporate asset—a seat on the Cardio board—in 

exchange for the Trustee’s proxy. 

 Ultimately, however, I need not determine whether the Stock Purchase 

Agreement constituted impermissible vote-buying.  The Defendants contend that 

the Agreement, even if not impermissible vote-buying, was a material transaction, 

                                           
44 JX 113 at 3087. 
45 Both the Interim Board and Wallen’s slate include Wallen, Flaa, Grant Gordon, Jon Ross, and 
Robert Schleizer.  JX 80 at 7-8. 
46 JX 86 at 5. 
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and Wallen’s failure to disclose it in his proxy solicitation materials provides a 

compelling basis to invalidate the Second Consent Action.  For the reasons detailed 

below, I agree.  Despite the Plaintiff’s suggestion that no duty to disclose could be 

imputed to Wallen acting in his capacity as a stockholder, even acting in their 

individual capacities, directors owe a duty of candor to the stockholders of the 

corporation for which they serve,47 and in any event, assuming  the Interim Board’s 

collusion with respect to the Stock Purchase Agreement, the Interim Board itself 

had a duty to update the stockholders regarding its participation in the transaction. 

 It is axiomatic that “directors of Delaware corporations are under a fiduciary 

duty to disclose fully and fairly all material information within the board’s control 

when it seeks shareholder action.”48  Information is material “if there is a 

substantial likelihood that a reasonable stockholder would consider it important in 

deciding how to vote.”49  For the reasons that follow, I find that the promise to 

grant the Trustee’s designee a seat on the Company’s board in connection with the 

                                           
47 See Zaucha v. Brody, 1997 WL 305841, at *4-5 (Del. Ch. June 3, 1997) (“[The plaintiff] 
argues that he sought consents not as a director but as a stockholder.  The statute does not limit 
the right to seek consents to stockholders.  More fundamentally, fiduciary duties are not limited 
to the board as a body or to the controlling majority, but bind directors individually. . . .  I see no 
sound reason to relieve a director of his fiduciary duty simply on the basis that he is acting in 
another capacity.  One reason for the fiduciary duty of disclosure is directors’ greater access to 
knowledge.  A dissident director like [the plaintiff] has that knowledge no less when challenging 
controlling board members.  Stockholders have a right to assume that directors always act in 
what they believe to be the stockholder’s best interest, and I see no reason why that assumption 
should not apply to a dissident director who solicits stockholders’ consents.”). 
48 Loudon v. Archer-Daniels-Midland Co., 700 A.2d 135, 143 (Del. 1997) (internal quotation 
omitted) (citing Arnold v. Society for Savs. Bancorp, Inc., 650 A.2d 1270, 1277 (Del. 1994)). 
49 Id. 
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Stock Purchase Agreement was material such that Wallen and the Interim Board 

had a duty to disclose its existence to the Cardio stockholders, either in Wallen’s 

initial solicitation materials, or in a supplement to those materials. 

 Several factors, taken together, lead to my conclusion that the board seat 

secured by the Trustee pursuant to the Stock Purchase Agreement was information 

a stockholder would likely find material.  In executing a proxy in favor of Wallen’s 

Second Consent Action, the Cardio stockholders believed they were delivering 

proxies to remove six directors to be replaced by Wallen and his two designees, 

Jon Ross and Robert Schleizer.  In reality, a proxy in support of the Second 

Consent Action effectuated the appointment not only of Wallen, Ross, and 

Schleizer, but of both the Trustee’s designee, Moran, and an additional director to 

be designated by Wallen.50   I find it likely that the Cardio stockholders would have 

found it material to know that, by delivering proxies in favor of the Second 

Consent Action, they were also supporting Moran’s appointment to the Cardio 

board.  Importantly, while the stockholders received written biographies on Flaa, 

Gordon, Wallen, Ross, and Schleizer in their proxy solicitation materials, they 

received no such information about Moran, and accordingly were denied any 

                                           
50 See Portnoy v. Cryo-Cell Int’l, Inc., 940 A.2d 43, 73 (Del. Ch. 2008) (invalidating an election 
on the basis that “the disinterested Cryo-Cell electorate voted in ignorance of the actual board 
that would govern them in the event the Management Slate won”). 
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opportunity to assess his credibility before delivering the proxies that would 

effectuate his appointment.51 

Further, in addition to assessing Moran’s credibility, the stockholders likely 

would have found the existence of the Stock Purchase Agreement relevant in 

assessing Wallen’s credibility.  Wallen has initiated two “successful” written 

consent actions that squeaked by with majority approval only by obtaining the 

support of a dispositive block of shares—the 30 million shares held by Vizier—in 

both cases by conduct that has fallen under scrutiny in this Court.  Tellingly, the 

First Consent Action was invalidated because Vicki Montano, in response to a 

request by Wallen, executed a written consent on behalf of Vizier without authority 

to do so.  While the proxy solicitation materials addressed that problem as if it 

were a technical error that had been corrected, in fact the success of the Second 

Consent Action still required that a proxy be delivered to Wallen on Vizier’s 

behalf, and Wallen sought to secure the support of that dispositive block by 

promising its fiduciary’s designee a seat on Cardio’s board.  Thus, to the extent 

stockholders read in the proxy solicitation materials that “it [was Wallen’s] belief 

that the Trustee, with the cooperation of Montano’s ex-wife, has or will obtain the 

                                           
51 See id. at 72 (“Problematically, the Cryo-Cell stockholders did not know that [the party to the 
vote-buying arrangement] clearly intended to designate [a particular designee], a person whose 
recent past would have weighed heavily on the mind of a rational stockholder considering 
whether to seat him as a fiduciary.”). 
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right to grant a proxy with respect to the shares held by [Vizier],”52 and rightly 

understood that statement to indicate that the primary concern in the first 

litigation—Vicki’s authority to vote the Vizier shares—had been effectively 

resolved, stockholders would have found it an important clarification that the 

Trustee, though he had the right to grant the Vizier proxy, had at least in part 

determined to do so as a result of his bargained-for ability to fill a newly-created 

director seat.  The relevant points here are that (1) in both the First and Second 

Consent Actions, even after securing the Vizier block, Wallen’s slate was favored 

only by a narrow majority of shares,53 and (2) stockholders would likely have 

found it material to know that the slate they were supporting felt it necessary to 

rely on the voting agreement described above in order to obtain the requisite 

number of proxies. 

 The Plaintiff contends that, even if the existence of the Stock Purchase 

Agreement was information material to the Cardio stockholders, Wallen could not 

possibly have disclosed its contents on November 11 when his proxy solicitation 

materials went sent, as the Agreement was not finalized until it was approved by 

the bankruptcy court on November 18 and executed on November 22.54  I find it 

                                           
52 JX 80 at 3. 
53 See Portnoy, 940 A.2d at 72 (“What [the party to the vote-buying agreement] did with his own 
bought shares is less the point than that the disinterested electorate voted in a razor-thin election 
without knowledge of very material facts.”). 
54 The Plaintiff suggests that the existence of the Stock Purchase Agreement was publically 
available as it was approved in a public bankruptcy court proceeding and disclosed in Delaware 
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telling, however, that, despite his failure to describe the Stock Purchase Agreement 

even in the conditional, Wallen did find the transaction sufficiently likely such that 

it warranted the partial disclosure that “[i]t is anticipated that the Board might 

appoint one or two additional directors after these initial designations.”55  

Moreover, the Plaintiff contends that an effective number of proxies were 

delivered five days after the Agreement was executed, on November 27; as the 

parties were on the cusp of an agreement since mid-November, Wallen should 

have provided a supplemental disclosure immediately upon execution of the 

Agreement.  Even so, Wallen continued to accept proxies through January 2, and 

even then did not update his solicitation materials.56 

 Because I find that the Trustee’s agreement to deliver its dispositive proxy in 

exchange for a seat on the Company’s board was material information that should 

have been disclosed to the Cardio stockholders, I find it appropriate to invalidate 

the Second Consent Action.  I do so despite Montano’s failure to disclose the Stock 

                                                                                                                                        
Supreme Court filings.  Pl.’s Pre-Trial Op. Br. at 29.  Though a diligent stockholder might have 
discovered the existence of the Stock Purchase Agreement by seeking out and reviewing those 
filings, as explained above, the Interim Board had a fiduciary duty to disclose all material 
information—including the existence and terms of the Agreement—in the proxy solicitation 
materials provided to stockholders; further, even the filings to which the Plaintiff refers did not 
disclose that the Agreement was supported by the Trustee’s commitment to deliver a proxy on 
behalf of the Vizier stock supporting the Second Consent Action.  
55 JX 80 at 8. 
56 The Plaintiff also suggests that “[n]o improper vote buying could have occurred here, where a 
federal court explicitly sanctioned the transaction and, further, directed the Trustee be given the 
ability to appoint a board representative.”  Pl.’s Pre-Trial Op. Br. at 23.  That the bankruptcy 
court determined that approval of the Stock Purchase Agreement was appropriate under the U.S. 
Bankruptcy Code has no bearing on whether disclosure of that Agreement was material as a 
matter of Delaware corporate law. 
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Purchase Agreement in his own solicitation, which failure in no way justifies 

depriving the Cardio stockholders of material information to which they should 

have access when comparing the competing Montano and Wallen slates. 

For almost twelve months, since June 2013, the Cardio stockholders have 

had no certainty regarding who constitutes the Company’s proper board of 

directors.  Even prior to the First Consent Action, Cardio had not held an annual 

election since 2008,57 despite the requirements of the DGCL and in the Company’s 

bylaws that a director election be held annually.58  Significantly, were I to 

invalidate the Second Consent Action and do no more, the Defendants would 

return to positions on the Cardio board to which they were last elected more than 

five years ago.  Clearly, both Montano and Wallen believe that, in the right hands, 

this struggling pharmaceutical company will eventually return value to its 

stockholders, but without a board able to negotiate agreements to sell its drug 

candidates, this company will at best continue on the brink of insolvency.  

Therefore, rather than simply invalidating the Second Consent Action, I find that 

an appropriate resolution of this action requires ordering an annual election 

                                           
57 Montano Dep. (July 12, 2013) 303:2-3. 
58 See Bylaws § 3.3 (“Except as provided in Section 3.4 of these Bylaws [governing resignations 
and vacancies], directors shall be elected at each annual meeting of stockholders to hold office 
until the next annual meeting.  Each director, including a director elected or appointed to fill a 
vacancy, shall hold office until the expiration of the term for which elected and until a successor 
has been elected and qualified.”). 
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pursuant to Section 225(a).59  A special master shall be appointed by this Court to 

oversee the election.  The Cardio stockholders are entitled to certainty and to a 

process free of the irregularities that have tainted the First and Second Consent 

Actions over the last twelve months, as well as a board that can manage with 

certainty the few assets of the Company that remain. 

2. Requests for Attorneys’ Fees 

 Three issues remain to be decided in this action and in the earlier-filed 

action, Civil Action No. 8632-VCG.  Those issues include (1) a request by the 

Defendants for attorneys’ fees in connection with their Motion to Compel; (2) the 

Defendants’ Motion for Sanctions seeking attorneys’ fees for responding to the 

Plaintiff’s Motion for Relief from the Status Quo Order; and (3) the Defendants’ 

Motion to Hold the Interim Board in Contempt for Violating the Status Quo Order. 

                                           
59 See 8 Del. C. § 225(a) (“Upon application of any stockholder or director, or any officer whose 
title to office is contested, the Court of Chancery may hear and determine the validity of any 
election, appointment, removal or resignation of any director or officer of any corporation, and 
the right of any person to hold or continue to hold such office, and, in case any such office is 
claimed by more than 1 person, may determine the person entitled thereto; and to that end make 
such order or decree in any such case as may be just and proper . . . .  In case it should be 
determined that no valid election has been held, the Court of Chancery may order an election to 
be held in accordance with § 211 or § 215 of this title.”) (emphasis added); Portnoy v. Cryo-Cell 
Int’l, Inc., 940 A.2d 43, 83 n.208 (Del. Ch. 2008) (ordering an election to be overseen by a 
special master, noting that “[t]he DGCL gives this court wide discretion to craft a remedy in the 
case of a tainted election,” and citing both Section 225(a) and Section 227(b)); Magill v. N. Am. 
Refractories Co., 129 A.2d 411, 413 (Del. Ch. 1957) (“We think that under our statute the 
reviewing court, which must make ‘such order or decree in any such case as may be just and 
proper,’ is given a discretion to determine whether a new election should be ordered.”) (citation 
omitted). 
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 With respect to the Defendants’ requests for attorneys’ fees in connection 

with defending against the Plaintiff’s earlier-filed Motions, that request is denied.  

I find that while the parties aggressively litigated this action, neither party’s 

conduct rose to a level of bad faith sufficient to trigger an exception to the 

American Rule on fees.  Specifically, in connection with the Defendants’ Motion 

to Compel, I find that the Plaintiff’s opposition was substantially justified, 

particularly in light of the over-breadth of the Defendants’ request.  Further, with 

respect to the Defendants’ request for attorneys’ fees for responding to the 

Plaintiff’s Motion for Relief from the Status Quo Order, I find that such fees are 

not warranted as it does not appear that the Plaintiff acted in bad faith in pursuing 

that Motion.  Accordingly, the parties shall bear their own fees in connection with 

those Motions. 

As to the Defendants’ Motion to Hold the Interim Board in Contempt for 

Violating the Status Quo Order, that Motion is also denied, to the extent that it is 

not moot in light of this Memorandum Opinion.  Without addressing whether the 

Plaintiff violated the spirit of the Status Quo Order by initiating the Second 

Consent Action, I find that the relief the Defendants request—declaring written 

consents delivered in the Second Consent Action ineffective, dissolving the Status 

Quo Order, and awarding the Defendants attorneys’ fees—are either inappropriate 

or moot at this juncture. 



 32

IV. CONCLUSION 

 For the reasons stated above, I find the Second Consent Action ineffective to 

remove the Defendants from the Cardio board of directors, but order the Company 

to hold, as soon as is convenient, an annual election, to be overseen by a special 

master appointed by the Court.  The parties should submit an appropriate Order. 
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1 

 

Plaintiff Hamilton Partners, L.P. (the “Plaintiff”) filed this stockholder class 

action challenging the merger (the “Merger”) between a Nevada corporation, 

American HomePatient, Inc. (“New AHP”), a successor-by-merger to a Delaware 

corporation of the same name (“AHP”), and an affiliate of one of the company’s 

stockholders, Defendant Highland Capital Management, L.P. (“Highland”).  The 

Merger was the sixth step in a complicated, going-private transaction between 

AHP and Highland (the “Restructuring”).  In brief, the Restructuring involved: 

(i) a small debt repurchase by AHP; (ii) a reincorporation by merger of AHP into 

New AHP; (iii) a self-tender offer by New AHP; (iv) a debt refinancing by New 

AHP; (v) director resignations from the New AHP board; and (vi) the Merger.   

The Plaintiff claims that Highland, as a controlling stockholder, breached its 

fiduciary duties because the Merger was not entirely fair.
1
  In addition, the Plaintiff 

has asserted breach of fiduciary duty and aiding and abetting claims against one of 

the directors of AHP and New AHP, Defendant Joseph F. Furlong, III (“Furlong,” 

and together with Highland, the “Defendants”), for his actions related to the 

Merger.
2
 

Highland and Furlong each moved to dismiss the Plaintiff’s claims under 

Court of Chancery Rule 12(b)(6) for failure to state a claim.  The Court concludes 

that Highland’s motion must be denied, but Furlong’s motion must be granted. 

                                           
1
 Compl. ¶¶ 59-64. 

2
 Id. ¶¶ 65-72. 
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I.  BACKGROUND
3
 

A.  The Parties 

 AHP (and then New AHP) was a home health care provider with 241 

branches in 33 states.
4
  Before the Restructuring, AHP was a publicly traded 

Delaware corporation.
5
  As part of the Restructuring, and preceding the Merger, 

AHP reincorporated by merger as New AHP, a Nevada corporation, on June 30, 

2010.
6
  Furlong has been a director of AHP since 1994 and the company’s 

President and Chief Executive Officer (“CEO”) since 1998.
7
 

 Highland, a Delaware limited partnership, is a “credit-oriented hedge fund” 

based in Dallas, Texas.
8
  Leading up to and throughout the Restructuring, Highland 

was a significant creditor of AHP.
9
  In addition, before the Restructuring, Highland 

owned approximately 48% of AHP’s outstanding common stock.  By the time of 

the Merger, Highland held approximately 78.5% of AHP’s stock.
10

 

                                           
3
 The Complaint is the source of the following factual allegations, which the Court accepts as 

true.  See Malpiede v. Townson, 780 A.2d 1075, 1082 (Del. 2001). 
4
 Compl. ¶¶ 5-6. 

5
 Id. ¶ 4. 

6
 Id. ¶ 42. 

7
 Id. ¶ 4. 

8
 Id. ¶ 2. 

9
 See, e.g., id. ¶¶ 9, 12.  Specifically, prior to the Restructuring, Highland held $204 million of 

AHP’s debt, due to mature August 1, 2009.  Id. ¶ 13. 
10

 Id. ¶¶ 1, 20. 
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The Plaintiff was a stockholder of AHP (and then New AHP) at all relevant 

times.
11

 

B.  Highland’s Initial Interest in AHP 

 In hindsight, Highland’s interest in AHP can be traced to the company’s past 

financial troubles.  Historically, a large portion of AHP’s revenue came from 

services and products purchased through various Medicare and Medicaid 

programs.
12

  During the 1990s, the company took on significant debt to fund 

dozens of branch office acquisitions.  This expansion plan was successful until an 

untimely coincidence: around the time that AHP’s debt levels seemed to peak, 

Congress reduced certain Medicare reimbursements, which caused some financial 

distress for the company.
13

  In 2001, Highland started acquiring AHP’s distressed 

debt.
14

   

By 2002, under the weight of approximately $275 million in debt that had 

become due, AHP filed for bankruptcy.
15

  With more than 37% of the company’s 

secured debt, Highland was its largest secured creditor.
16

 

  

                                           
11

 Id. ¶ 2. 
12

 Id. ¶¶ 5-6. 
13

 Id. ¶ 7. 
14

 Id. ¶ 9. 
15

 Id. ¶ 7. 
16

 Id. ¶ 9. 
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 Highland tried to work out a reorganization plan with AHP while it was in 

bankruptcy.  Not only did the company resist Highland’s overtures, but it even 

went so far as to propose a reorganization plan with its unsecured creditors—to 

which Highland and other secured creditors objected.
17

  Despite the objection, 

however, the Bankruptcy Court approved the company’s plan in July 2003.  After 

its lack of success in obtaining control over AHP in bankruptcy, according to the 

Plaintiff, Highland started to acquire the company’s stock.
18

 

C.  Highland’s First Acquisition Proposal 

 In February 2006, when Highland owned approximately 9.9% of AHP’s 

stock,
19

 it proposed to acquire the rest of the company’s outstanding stock for 

$3.40 per share.  This offer was an 11% premium to the prior day’s trading price.  

In its letter to the AHP board, Highland noted that if the directors were “unwilling” 

to negotiate with it, then it would “take all appropriate steps to accomplish a 

transaction,” such as by seeking board representation at the upcoming AHP annual 

stockholder meeting.
20

  The Plaintiff does not allege whether any negotiations took 

place between AHP and Highland regarding this acquisition proposal. 

  

                                           
17

 Id. ¶¶ 8-9. 
18

 Id. ¶ 11. 
19

 Id. ¶ 13. 
20

 Id. ¶ 12. 
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 Consistent with its earlier statement, Highland soon notified AHP of its 

intent to nominate a representative at the annual meeting.  At the same time, 

Highland gave advance notice of its intent to solicit proxies for two bylaw 

amendments: one to expand the board and to allow for any vacancies created to be 

filled by a stockholder vote; and another to afford Highland, presumably by virtue 

of its ownership percentage, the ability to call a special stockholder meeting.  The 

Plaintiff describes these proposals as being “designed to thwart AHP’s staggered 

board protections.”
21

 

 Once again, as in bankruptcy, AHP resisted Highland’s advances.  Furlong 

and the rest of the AHP board recommended that stockholders vote against 

Highland’s nominee and bylaw amendments.
22

  In particular, the board explained 

that its recommendation was “based on [its] assessment of the significant inherent 

conflicts and appearance of conflicts that exist between the interests of [AHP] 

stockholders and the interests of Highland.”
23

  Sensing this resistance, Highland 

withdrew its acquisition proposal in March 2006 and its board nominee and bylaw 

amendment proposals two months later.
24

 

  

                                           
21

 Id. ¶ 14. 
22

 Id. ¶¶ 15-16. 
23

 Id. ¶ 15. 
24

 Id. ¶ 17. 
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D.  Highland Increases its Stock Ownership of AHP 

 The Plaintiff suggests that Highland withdrew its offer in favor of a “more 

attractive chink in AHP’s armor,” alleging that the hedge fund proceeded to buy up 

the company’s stock in the public market.
25

  By April 2007, Highland acquired 

approximately 6.5 million additional shares of AHP stock at an average price of 

$2.85 per share.  Altogether, Highland now held approximately 48% of AHP’s 

stock.
26

 

 Highland’s significant equity stake in AHP allegedly triggered change-in-

control rights in Furlong’s employment agreement with the company.  The 

Plaintiff alleges, upon information and belief, that Furlong “knew” about 

Highland’s intent to buy more AHP stock and that he declined to prevent it.
27

  

Under the terms of his agreement, Furlong now had the right to terminate his 

employment and demand a $6.6 million payment from the company.  But, he 

elected not to do so.  Instead, Furlong came to an alternative arrangement with 

AHP under which, in exchange for not exercising this contract right, he would 

remain President and CEO of the company and receive additional compensation of 

                                           
25

 Id. ¶¶ 18-19. 
26

 Id. ¶ 20. 
27

 Id. ¶ 21. 
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nearly $5 million in 2008.  According to the Plaintiff, Highland was involved in 

the contract negotiations between Furlong and AHP.
28

 

 The Plaintiff further alleges that Highland’s large position in AHP rendered 

it, as of April 2007, an “interested stockholder” as defined in 8 Del. C. § 203.  This 

designation would have generally limited Highland’s ability to consummate a 

business combination with the company for three years.
29

 

E.  AHP Enters into Several Forbearance Agreements with its Creditors 

For several years after it exited bankruptcy, AHP successfully paid its debt 

obligations.  During the relatively tight financial markets of 2009, however, the 

company struggled to refinance a large line of credit set to mature in August.
30

  

Fortunately, AHP and a majority of its senior debt holders—namely, Highland, 

which now held approximately 82% of this debt—negotiated a one-month 

forbearance agreement in late July 2009.
31

  Over the next several months, as one 

forbearance agreement expired, AHP and its creditors (i.e., Highland) entered into 

another, with the last of ten forbearance agreements set to expire on May 15, 2010.  

By the Plaintiff’s calculations, May 2010 was “just past the Section 203 three year 

prohibition” for Highland to enter into a business combination with AHP.
32

 

                                           
28

 Id. 
29

 Id. ¶ 22. 
30

 Id. ¶¶ 23-24. 
31

 Id. ¶ 25. 
32

 Id. ¶ 27. 
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F.  AHP and Highland Negotiate a (Complicated) Going-Private Transaction 

Meanwhile, in April 2009, Highland again proposed to acquire AHP for 

what the Plaintiff describes as “nominal value.”
33

  This time, Highland was 

allegedly intent on negotiating a deal.  Part of its strategy to be the only potential 

acquirer of AHP, according to the Plaintiff, was to withhold its consent and prevent 

the company from refinancing its debt beyond the revolving, short-term 

forbearance agreements.
34

 

AHP’s board responded to Highland’s new proposal by forming a special 

committee (the “Special Committee”), comprised of every AHP director except 

Furlong.
35

  The four-member Special Committee then engaged Raymond James & 

Associates, Inc. (“Raymond James”) as its financial advisor and retained legal 

advisors.
36

  As it initiated a process to sell the company, the Special Committee 

purportedly “neither conducted a market canvass nor an auction.”  According to 

the Plaintiff, the Special Committee simply made “two telephone calls to what it 

believed were the most likely potential suitors.”
37

 

  

                                           
33

 Id. ¶ 29. 
34

 Id. 
35

 Id. ¶ 30.  The Plaintiff did not assert any claims against the Special Committee or even identify 

its members.   
36

 Id.  
37

 Id. ¶ 31. 
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The Special Committee then began negotiating with Highland.  The Plaintiff 

maintains that Furlong “injected himself” into at least two aspects of these 

negotiations.  Specifically, he was allegedly “involved” in the Special Committee’s 

initial counterproposal for a transaction in the range of $1.30 per share.  Then, after 

Highland noted that it preferred not to pay cash in a transaction, Furlong was 

allegedly “involved” in the Special Committee’s proposing to use a self-tender 

offer structure.  During this back and forth, Highland raised its offer to a slight 

premium to AHP’s then-current stock price of $0.26 per share.
38

 

Several weeks later, presumably after continued negotiations, Highland 

proposed its “final offer” to acquire the AHP stock it did not own for $0.67 per 

share through a self-tender offer initiated by the company.  The offer required AHP 

to pay the legal fees for Highland’s counsel.
39

  Apparently, even though the Special 

Committee “quickly” agreed to Highland’s final offer a mere “matter of weeks” 

after it was proposed in late 2009, the parties did not enter into a definitive 

agreement on the transaction that became the Restructuring until April 2010—

allegedly after the Section 203 period expired.
40

 

  

                                           
38

 Id. ¶ 32. 
39

 Id. ¶ 33. 
40

 Id. ¶¶ 33-34. 
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The Special Committee received a fairness opinion as to the self-tender offer 

price of $0.67 per share from its financial advisor, Raymond James, on the evening 

of April 27, 2010.
41

  That same day, the Special Committee recommended the 

Restructuring with Highland.  Based on this recommendation, the AHP board 

approved the transaction.  Highland, AHP, New AHP, and certain of the 

company’s debtholders then executed the Restructuring Support Agreement (the 

“Restructuring Agreement”).  By this time, AHP’s stock was trading slightly above 

the $0.67 per share that had been agreed to.  The AHP board would later justify the 

transaction by stating, in part, that the debtholders “were unlikely to extend the 

forbearance agreement if the Company did not proceed with the proposed 

transaction.”
42

 

G.  The Terms of the Restructuring Agreement 

 Part of the dispute in this action is whether the Restructuring Agreement 

required the Merger.  For this reason, the Court considers its terms in some detail.  

The Restructuring Agreement, governed by New York law,
43

 contemplated a six-

step transaction. 

                                           
41

 Id. ¶¶ 35, 41. 
42

 Id. ¶ 35. 
43

 Opening Br. of Def. Highland Capital Management, L.P., in Supp. of its Mot. to Dismiss 

Count I of Pl. Hamilton Partners, L.P.’s Compl. (“Highland Opening Br.”) Ex. A (Restructuring 

Agreement) § 11.5.  The Plaintiff’s allegations regarding the steps contemplated by the 

Restructuring Agreement are sparse on detail and lacking in clarity.  The Court may nonetheless 

consider the Restructuring Agreement at the motion to dismiss stage because the Plaintiff’s 
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First, AHP would repurchase a small amount of debt from one its 

debtholders (the “Debt Repurchase”).
44

   

Second, AHP would reincorporate in Nevada by way of a reverse triangle 

merger with a grand-subsidiary, AHP DE Merger Corp. (the “Reincorporation 

Merger”).  AHP was the parent of newly formed New AHP, a Nevada corporation, 

which was the parent of newly formed AHP DE Merger Corp., a Delaware 

corporation.
45

  Through the Reincorporation Merger, AHP would merge with AHP 

DE Merger Corp., with AHP stockholders receiving New AHP stock on a one-to-

one basis.
46

  The Reincorporation Merger was subject to AHP stockholder 

approval, and Highland contractually agreed to vote its stock (48%) in favor of it.
47

  

Subject to a limited fiduciary out, the AHP board also agreed to recommend the 

Reincorporation Merger; the board also agreed to submit the matter to the 

stockholders even if its recommendation changed.
48

  This reincorporation was 

necessary, according to the relevant proxy statement, because AHP’s financial 

condition limited its ability to conduct a self-tender offer under Delaware law.
49

 

                                                                                                                                        
substantial reliance on it renders this document integral to the Complaint.  See Vanderbilt Income 

& Growth Assocs., L.L.C. v. Arvida/JMB Managers, Inc., 691 A.2d 609, 613 (Del. 1996). 
44

 Restructuring Agreement § 1. 
45

 Id. § 2. 
46

 Id. § 2.4. 
47

 Id. § 2.5. 
48

 Id. §§ 2.6, 2.7. 
49

 Compl. ¶ 39.  The Plaintiff alleges that the Reincorporation Merger proxy statement noted that 

although a Delaware corporation may not “repurchase its own shares if after giving effect to such 

purchase its net assets would be less than its capital,” a Nevada corporation may do so.  Id. 
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 Third, New AHP would commence a self-tender offer at $0.67 per share (the 

“Self-Tender Offer”).  The Self-Tender Offer was subject to two main conditions, 

each of which was waivable by Highland: (i) the tendered shares, when added to 

the stock held by Highland, be more than 90% of the outstanding shares of New 

AHP on a fully diluted basis; and (ii) the next step in the Restructuring, a 

refinancing of the company’s outstanding debt (the “Refinancing”), occur 

simultaneously.
50

  Subject to another limited fiduciary out, the New AHP board 

agreed to recommend the Self-Tender Offer.
51

 

 Fourth, immediately following and contingent on the acceptance of the Self-

Tender Offer, New AHP and its debtholders, including Highland, would complete 

the Refinancing.
52

  In the interim, as they had since AHP defaulted on its debt in 

August 2009, these creditors agreed to forbear taking any adverse action against 

the company.
53

 

 Fifth, and again immediately following the Self-Tender Offer, the current 

directors of AHP and New AHP would resign and appoint directors chosen by 

Highland.  If there were not enough resignations, then the AHP and New AHP 

                                           
50

 Restructuring Agreement § 3.1. 
51

 Id. §§ 3.6, 3.7. 
52

 Id. § 4. 
53

 Id. §§ 5.1, 5.2. 
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boards agreed to expand and appoint as many Highland’s director designees as 

necessary to constitute a majority.
54

 

Sixth, and finally, Highland and New AHP would merge.  This step became 

the Merger that the Plaintiff challenges in this action.  The Restructuring 

Agreement provides: 

[Highland] shall take all action and shall cause New AHP [] to 

promptly (but in the event of a short-form merger, within ten (10) 

business days) take all actions to effectuate a merger (whether short 

form or long form) . . . pursuant to which the remaining Shares not 

held by [Highland] will also be cancelled in exchange for an amount 

equal to the [Self-Tender Offer’s] Per Share Amount [i.e., $0.67 per 

share].
55

 

The Restructuring Agreement also provides that AHP, New AHP, and Highland 

“agree to execute and deliver such other instruments and perform such acts, in 

addition to the matters herein specified, as may be reasonably appropriate or 

necessary, from time to time, to effectuate the agreements and understandings of 

the Parties.”
56

  Further, the agreement was binding on the parties’ successors and 

representatives.
57

 

  

                                           
54

 Id. § 3.9. 
55

 Id. § 3.8(a) (the “Merger Provision”). 
56

 Id. § 11.3. 
57

 Id. § 11.1. 
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 The Restructuring Agreement contained certain deal protection devices.  In 

addition to the force-the-vote provision for the Reincorporation Merger and an 

agreement to pay Highland’s legal fees,
58

 AHP agreed to a no-shop provision.
59

  

AHP and New AHP also agreed to a reverse termination fee of $2.26 million in 

liquidated damages if the Restructuring was terminated after a change in 

recommendation by the AHP board (for the Reincorporation Merger) or by the 

New AHP board (for the Self-Tender Offer).
60

  This fee represented approximately 

35% of the aggregate $6.257 million to be paid to New AHP stockholders were the 

Self-Tender Offer fully subscribed.
61

 

H.  The Restructuring 

 The Court notes a basic assumption underlying the Plaintiff’s allegations and 

asserted claims: the directors of AHP—namely, Furlong and the four members of 

the Special Committee—were also the directors of New AHP.  Although there is 

some uncertainty in the Complaint as to what exactly happened in the 

Reincorporation Merger, the best reading of the Complaint—especially in light of 

the Plaintiff’s allegations regarding the conduct of Furlong and the Special 

Committee during the Self-Tender Offer, which clearly occurred after the 

Reincorporation Merger—is that the boards of these two companies were identical.  

                                           
58

 Id. § 10.2. 
59

 Id. § 8.2. 
60

 Id. § 9.3. 
61

 Compl. ¶ 37. 
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The Court’s analysis thus proceeds as if the same five directors (Furlong and the 

Special Committee) constituted the boards of both AHP and New AHP. 

1.  Steps One and Two: the Debt Repurchase and the  

Reincorporation Merger 

The Restructuring appears to have begun without material problems.  The 

Plaintiff did not allege any issues with the Debt Repurchase.  After a stockholder 

vote, AHP completed the Reincorporation Merger on June 30, 2010.
62

   

2.  Step Three: the Self-Tender Offer 

That same day, the Special Committee (presumably now of New AHP) 

received another fairness opinion from Raymond James that the $0.67 per share to 

be received by New AHP stockholders in the Self-Tender Offer was still fair.
63

  

The Plaintiff alleges certain deficiencies in Raymond James’s financial analysis.  

In particular, Raymond James is said to have “discounted the Company’s projected 

free cash flows and terminal values using extremely aggressive rates ranging from 

20.0% to 30.0%” based on its estimate of the company’s current cost of capital in 

light of its being in default on its debt since August 2009.
64

   

                                           
62

 Id. ¶ 42.  For clarity, the Court continues to refer to New AHP as such, although the Court 

recognizes that New AHP changed its name to American HomePatient, Inc. immediately 

preceding the Reincorporation Merger.  See American HomePatient, Inc., Definitive Proxy 

Statement (Schedule 14A), at 30 (May 25, 2010). 
63

 Compl. ¶ 42. 
64

 Id. ¶ 53. 
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Based on its review, the Special Committee (and then, presumably, the full 

board of New AHP) recommended the Self-Tender Offer.
65

  The offer began on 

July 7, 2010.
66

  Soon thereafter, New AHP encountered a potential problem during 

this step: one of the waivable conditions—the 90% minimum stock tendered (when 

added to Highland’s 48%) condition—was not met by the initial expiration date.  

To solve this dilemma, Highland and New AHP agreed to extend the offer period 

and to lower the minimum condition from 90% to 80%.
67

  This lower condition 

was soon met, and the Self-Tender Offer closed on September 1, 2010.  New AHP 

paid approximately $4.6 million for an amount of stock that, when added to 

Highland’s interest, represented approximately 87% of New AHP’s outstanding 

shares.
68

 

3.  Step Four: the Refinancing 

The next day, September 2, New AHP announced in a Securities and 

Exchange Commission (“SEC”) filing that it had completed the Refinancing 

concurrently with the Self-Tender Offer.
69

  Through the Refinancing, New AHP 

refinanced its defaulted debt from an interest rate of 6.785% into multiple term 

loans.  Approximately 44% of these term loans would bear interest at LIBOR plus 

                                           
65

 Id. ¶ 42. 
66

 Id. ¶ 43. 
67

 Id. ¶ 45. 
68

 Id. ¶ 46. 
69

 Id. ¶ 47. 
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4.0%, and the rest would bear interest at LIBOR plus 7.00%.  As of September 

2010, the published 12-month LIBOR rate was .0844, meaning that the interest 

rates on the term loans were 4.0844% and 7.0844%, respectively.  This step in the 

transaction, in the Plaintiff’s words, meant that New AHP “managed to refinance 

44% of its debt [at] an interest rate of nearly 2% less th[a]n what the Company was 

burdened with prior to the Self-Tender Offer.”  That is, as a result of the Debt 

Repurchase and the Refinancing, “[t]he company stepping out of the self-tender 

was therefore a less leveraged company carrying debt on significantly more 

favorable terms than the company stepping into the self-tender.”
70

   

4.  Step Five: the New AHP Director Resignations 

When the Self-Tender Offer closed, two of the Special Committee directors 

of New AHP resigned, and Highland did not request that any new appointments be 

made.  The New AHP board thus numbered three—Furlong and the two remaining 

members of the Special Committee.
71

 

  

                                           
70

 Id. 
71

 See American HomePatient, Inc., Definitive Proxy Statement (Schedule 14A), at 15-16 

(Sept. 20, 2010).  This limited portion of the SEC filing may be considered by the Court because 

these facts are not subject to reasonable dispute.  See In re Gen. Motors (Hughes) S’holder Litig., 

897 A.2d 162, 170-71 (Del. 2006) (recognizing that it may be appropriate in certain 

circumstances for this Court to “take judicial notice of [a] publicly available fact,” such as one 

disclosed in an SEC filing and “not subject to reasonable dispute”).  It effectively negates the 

Plaintiff’s contrary allegations that all New AHP directors except Furlong resigned after the Self-

Tender Offer and that Highland designees were then appointed to those vacancies.  See, e.g., 

Compl. ¶ 48. 
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5.  Step Six: the Merger 

After the Self-Tender Offer, Highland owned approximately 78.5% of the 

common stock of New AHP.
72

  Because it did not own at least 90%, Highland 

could not complete a short-form merger under Nevada law.  Rather, as 

contemplated by the Restructuring Agreement, Highland sought to effectuate a 

long-form merger, which would require approval by New AHP’s board and 

stockholders, at the same $0.67 per share consideration offered in the Self-Tender 

Offer.  According to the Plaintiff, New AHP “was not obligated to enter into [the] 

Merger with Highland.”  Nonetheless, the three-member New AHP board 

approved the Merger by unanimous written consent without a meeting.
73

   

In a proxy statement filed with the SEC on September 20, 2010 (the “Proxy 

Statement”), the New AHP board recommended that stockholders vote in favor of 

the Merger.
74

  The Proxy Statement noted that the New AHP board “expect[ed] 

that the merger agreement will be approved whether or not you vote your shares.”
75

  

In support of its recommendation, the board relied on the June 2010 fairness 

opinion from Raymond James.
76

 

                                           
72

 Id. ¶ 1. 
73

 Id. ¶ 49. 
74

 Id. ¶¶ 49-50. 
75

 Id. ¶ 51. 
76

 Id. ¶ 52. 
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By its terms, this opinion was expressly limited to “the information made 

available . . . as of June, 30, 2010.”  Raymond James further disclaimed “any 

obligation to reaffirm or reconsider its opinion” after any “subsequent 

developments”—an example of which, according to the Plaintiff, would include 

the changes in the company’s capital structure that occurred during the 

Restructuring.
77

  That is, the fairness opinion did not seek to reflect what the 

Plaintiff describes as the “increased value of the remaining shares outstanding” by 

the time of the Merger.  This increase likely occurred for two reasons: (i) a lower 

total number of diluted shares outstanding after the Self-Tender Offer; and (ii) 

improved debt terms after the Debt Repurchase and the Refinancing.
78

  For this 

reason, the Plaintiff criticizes this opinion as “stale” and thus an inadequate basis 

for the New AHP board to recommend the Merger.
79

  The Proxy Statement noted 

that although Raymond James’s fairness opinion did not address the fairness of the 

Merger consideration, the $0.67 per share consideration was “identical,” as 

required by the Restructuring Agreement, to that of the Self-Tender Offer.
80

 

The Plaintiff alleges several material misstatements and omissions in the 

Proxy Statement.  These include the New AHP board’s failing to disclose: 

  

                                           
77

 Id. ¶ 55. 
78

 Id. ¶¶ 53-54. 
79

 Id. ¶¶ 52-54. 
80

 Id. ¶ 56. 



20 

 

 That New AHP was not required to enter into the Merger; 

 Certain valuation information, such as the 2014 terminal value multiple 

and the projected free cash flows used by Raymond James in its June 

2010 fairness opinion; 

 The terms of the Refinancing; 

 Whether Highland’s open market purchases of AHP stock in April 2007 

triggered 8 Del. C. § 203; 

 The compensation Furlong received in exchange for not exercising the 

change-in-control rights under his employment agreement; and 

 Certain information about the Special Committee’s advisors, such as the 

compensation received by Raymond James.
81

  

The Plaintiff alleges these material misstatements and omissions in support of its 

claim that Furlong breached his fiduciary duties as a New AHP director.
82

 

II.  CONTENTIONS 

A.  The Claim against Highland 

 Highland contends that the Plaintiff’s breach of fiduciary duty claim should 

be dismissed because it was not a controlling stockholder of AHP when they 

                                           
81

 Id. ¶ 51.  In the Complaint, the Plaintiff also alleged that the Proxy Statement failed to disclose 

the identity of the Special Committee’s legal advisors.  Id.  At oral argument, the Plaintiff 

conceded that this allegation was mooted by a disclosure to that effect in an unusual section of 

the Proxy Statement.  Tr. of Oral Arg. Defs.’ Mots. to Dismiss 46 (Feb. 9, 2012). 
82

 Compl. ¶ 69. 
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agreed to the Merger.  It argues that the appropriate context for the Court to review 

the terms of the Merger is as one of the steps agreed to in the Restructuring 

Agreement.  During those negotiations, according to Highland, it was not a 

controlling stockholder because it held only 48% of AHP’s common stock and 

because it did not exercise control over the company.
83

  Highland maintains that its 

purportedly self-interested conduct in negotiating the timing and price of the 

Restructuring Agreement was permissible because it was acting as a creditor, 

which does not owe fiduciary duties to stockholders such as the Plaintiff.
84

 

 In response, the Plaintiff contends that the Merger is subject to entire 

fairness review, and thus it would be premature for the Court to dismiss its claim, 

because Highland was New AHP’s majority stockholder at the time of the 

Merger.
85

  Were the Court to review the Merger as a step required by the 

Restructuring Agreement, the Plaintiff argues it has still alleged sufficient facts—

namely, Highland’s self-interested conduct while the holder of 48% of AHP’s 

common stock and 82% of its secured debt—to support a reasonable inference that 

Highland was AHP’s controlling stockholder at that time.
86

  Highland rejects that 

position, claiming that the allegations in the Complaint conclusively demonstrate 

                                           
83

 Highland Opening Br. 10-12. 
84

 Reply Br. of Def. Highland Capital Management, L.P. in Supp. of its Mot. to Dismiss Count I 

of Pl. Hamilton Partners, L.P.’s Compl. (“Highland Reply Br.”) 7-8; Highland Opening Br. 12-

13. 
85

 Pl.’s Answering Br. in Opp’n to Defs.’ Mots. to Dismiss (“Pl.’s Answering Br.”) 12-14. 
86

 Id. 14-17. 
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that AHP—represented in arm’s length negotiations by the Special Committee and 

its advisors—was not under its control.
87

 

B.  The Claims against Furlong 

 Furlong contends that the Plaintiff has failed to rebut the business judgment 

standard of review as to his conduct because the Complaint does not sufficiently 

allege that he was interested in the Restructuring Agreement (or the Merger).  He 

further argues that the Plaintiff failed to allege that he dominated or controlled the 

Special Committee during its negotiations with Highland, which he contends is 

necessary to assert a breach of fiduciary duty claim against only him, as one 

director on a five-member board.
88

  As to his time as a director of New AHP after 

the Reincorporation Merger, Furlong maintains that Nevada law exculpates him 

from monetary liability for his allegedly improper conduct.
89

  That is, Furlong 

believes he cannot be held liable for recommending the Merger without 

determining the purportedly higher value of New AHP in light of the Self-Tender 

Offer and the Refinancing or for failing to disclose certain information in the Proxy 

Statement.
90

 

                                           
87

 Highland Reply Br. 9-10; Highland Opening Br. 13-15. 
88

 Def. Joseph F. Furlong’s Opening Br. in Supp. of his Mot. to Dismiss (“Furlong Opening Br.”) 

16-22. 
89

 Def. Joseph F. Furlong’s Reply Br. in Supp. of his Mot. to Dismiss (“Furlong Reply Br.”) 6-8. 
90

 Furlong Opening Br. 22-24. 
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 The Plaintiff, in opposition, submits that it has adequately alleged breach of 

fiduciary duty claims against Furlong without regard to the conduct of the other 

directors of AHP and New AHP.  It contends that the circumstances regarding 

Highland’s triggering of Furlong’s change-in-control rights in his employment 

agreement with AHP, among other allegations, give rise to a reasonable inference 

that Furlong breached his fiduciary duty of loyalty by favoring his and Highland’s 

interests in the Restructuring Agreement (and the Merger) over the interests of 

AHP stockholders.
91

  The Complaint, it also argues, sufficiently alleges conduct by 

Furlong as a director of New AHP that is not exculpated under Nevada law.
92

  For 

example, the Plaintiff contends that Furlong’s approval of the materially 

misleading Proxy Statement supports its breach of fiduciary duty claim against 

him; separately, it also argues that the Proxy Statement omissions evidence a lack 

of fair dealing by Highland during the Merger.
93

 

 Regarding the aiding and abetting claim, Furlong argues that, even assuming 

the Plaintiff has stated a breach of fiduciary duty claim against Highland, it has 

nonetheless failed to allege that he knowingly participated in Highland’s breaches.  

Accordingly, he contends that the Plaintiff’s aiding and abetting claim must be 

                                           
91

 Pl.s’ Answering Br. 18-22. 
92

 Id. 23-24. 
93

 Id. 24-31. 
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dismissed.
94

  For many of the same reasons asserted in support of its breach of 

fiduciary duty claim, the Plaintiff submits that the Court may reasonably infer from 

the allegations of the Complaint that Furlong did knowingly participate in 

Highland’s unfair conduct.
95

 

III.  ANALYSIS 

A.  The Procedural Standard of Review 

When hearing the Defendants’ motions to dismiss under Rule 12(b)(6), the 

Court assumes the truth of the well-pled allegations of the Complaint and draws all 

reasonable inferences from those allegations in the Plaintiff’s favor.
96

  This 

standard does not mean, however, that the Court must accept as true “conclusory 

allegations unsupported by specific facts”
97

 or draw unreasonable inferences that 

do not flow “logically” from non-conclusory allegations.
98

  The motions to dismiss 

should be denied unless the Plaintiff “could not recover under any reasonably 

conceivable set of circumstances susceptible of proof.”
99

 

  

                                           
94

 Furlong Reply Br. 8; Furlong Opening Br. 25-26. 
95

 Pl.’s Answering Br. 24. 
96

 See Central Mortg. Co. v. Morgan Stanley Mortg. Capital Hldgs. LLC, 27 A.3d 531, 536 (Del. 

2011). 
97

 Gantler v. Stephens, 965 A.2d 695, 704 (Del. 2009). 
98

 See Malpiede, 780 A.2d at 1083. 
99

 Central Mortg. Co., 27 A.3d at 536. 
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B.  The Governing Law 

 1.  The Internal Affairs Doctrine 

 As an initial matter, the Court must determine whether the Plaintiff’s claims 

arise under Delaware law or Nevada law.  The guiding principle is the internal 

affairs doctrine, under which claims implicating a corporation’s internal affairs—

such as claims for breach of fiduciary duty
100

 and aiding and abetting
101

—are 

governed by the corporate law of the state of incorporation.
102

  The present 

circumstances—namely, because AHP reincorporated as New AHP before the 

Merger that AHP, New AHP, and Highland might have previously agreed to in the 

Restructuring Agreement—do not lend themselves to a straightforward application 

of the internal affairs doctrine to identify the governing law for the Plaintiff’s 

claims. 

                                           
100

 See VantagePoint Venture P’rs 1996 v. Examen, Inc., 871 A.2d 1108, 1113 (Del. 2005) 

(“[O]nly the law of the state of incorporation governs and determines issues relating to a 

corporation’s internal affairs.”). 
101

 See In re Am. Int’l Gp., Inc., 965 A.2d 763, 817-22 (Del. Ch. 2009), aff’d sub nom., Teachers’ 

Ret. Sys. of La. v. PricewaterhouseCoopers LLP, 11 A.3d 228 (Del. 2011) (noting that this Court 

would likely conclude that an aiding and abetting claim implicates the internal affairs doctrine) 

(citing Allied Capital Corp. v. GC-Sun Hldgs., L.P., 910 A.2d 1020, 1038 (Del. Ch. 2006) (“[I]n 

cases involving the internal affairs of corporations, aiding and abetting claims represent a 

context-specific application of civil conspiracy law.”)). 
102

 See generally Edgar v. MITE Corp., 457 U.S. 624, 645 (1982) (“The internal affairs doctrine 

is a conflict of laws principle which recognizes that only one State should have the authority to 

regulate a corporation’s internal affairs—matters peculiar to the relationships among or between 

the corporation and its current officers, directors, and shareholders—because otherwise a 

corporation could be faced with conflicting demands.”); see also Cohen v. Mirage Resorts, Inc., 

62 P.3d 720, 726 (Nev. 2003) (applying Nevada corporate law to claims for breach of fiduciary 

duty against the directors of a Nevada corporation). 
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After reflection, the Court concludes that applying the doctrine here requires 

the Court to distinguish between the actions agreed to in the Restructuring 

Agreement and those not prescribed by it.  When the parties agreed to the 

Restructuring Agreement, Highland and the Plaintiff were stockholders of, and 

Furlong was a director of, AHP—a Delaware corporation.  Thus, the Plaintiff’s 

fiduciary duty and aiding and abetting claims relating to what was agreed to in the 

Restructuring Agreement should be governed by Delaware law.  Conversely, the 

Plaintiff’s fiduciary duty claims regarding conduct that both occurred after the 

Reincorporation Merger and was not prescribed by the Restructuring Agreement—

for example, the claim for purported omissions in the Proxy Statement against 

Furlong as a director of New AHP, a Nevada corporation—should be governed by 

Nevada law.  What remains in dispute is whether the Restructuring Agreement 

required the New AHP board to (a) agree to the Merger, and (b) recommend the 

Merger to the stockholders. 

2.  The Actions Required by the Restructuring Agreement 

 Previously, the Court noted an apparent ambiguity in the Merger Provision 

of the Restructuring Agreement regarding whether the New AHP board was 

contractually obligated to recommend the Merger.
103

  The Court’s prior decision 

should not, however, be misinterpreted to suggest an ambiguity in the Merger 

                                           
103

 See Hamilton P’rs, L.P. v. Highland Capital Mgmt., L.P., 2012 WL 2053329, at *3 (Del. Ch. 

May 25, 2012). 
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Provision regarding whether New AHP was required to consummate a short form 

or long form merger—what became the Merger—with Highland. 

 Contracts governed by New York law, such as the Restructuring Agreement, 

should be “construed in accord with the parties’ intent.”
104

  A provision in the 

Restructuring Agreement may be considered ambiguous if its terms are susceptible 

to more than one reasonable interpretation.
105

  If a particular provision is 

unambiguous, then the Court should interpret it according to its plain meaning
106

 in 

light of the entire Restructuring Agreement, not necessarily in isolation.
107

  If the 

term is ambiguous, then the Court may consider parol evidence to resolve the 

ambiguity and determine the parties’ intent.
108

 

(a) Because the Restructuring Agreement Required the Merger, 

 Delaware Law Governs the Plaintiff’s Claims about the Parties’ 

 Agreeing to the Merger 

 

The operative provisions of the Restructuring Agreement regarding whether 

New AHP was obligated to enter into the Merger with Highland, especially the 

Merger Provision, are clear and unambiguous.  Although it was waivable, one of 

                                           
104

 Riverside S. Planning Corp. v. CRP/Extell Riverside, L.P., 869 N.Y.S.2d 511, 516 (N.Y. App. 

Div. 2008), aff’d, 920 N.E.2d 359 (N.Y. 2009). 
105

 See Klein v. Empire Blue Cross & Blue Shield, 569 N.Y.S.2d 838, 842 (N.Y. App. Div. 

1991). 
106

 See Guachichulca v. Laszlo N. Tauber & Assocs., LLC, 831 N.Y.S.2d 234, 236 (N.Y. App. 

Div. 2007). 
107

 See S & S Media, Inc. v. Vango Media, Inc., 446 N.Y.S.2d 52, 54 (N.Y. App. Div. 1982) 

(“Particular words should be considered, not as if isolated from the context, but in the light of the 

obligation as a whole and the intention of the parties as manifested thereby.”). 
108

 See Klein, 569 N.Y.S.2d at 842. 
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the conditions of the Self-Tender Offer was that it would not close unless the 

number of shares tendered, when added to Highland’s 48%, met or exceeded 90% 

(then reduced to 80%) of New AHP’s fully diluted stock
109

—which, in effect, gave 

Highland majority control, by a wide margin, of the stock of New AHP.  At the 

same time, when the Self-Tender Offer closed, the directors of New AHP were 

required, at a minimum, to appoint Highland nominees to be a majority of the 

directors of New AHP
110

—which, in effect, gave Highland majority control of the 

board of New AHP.  Thus, when Highland then agreed in the Merger Provision to 

“take all actions to effectuate a merger,”
111

 the plain meaning of this unambiguous 

provision is that Highland—with its majority control of New AHP at the 

stockholder and board levels—was bound to effectuate a merger between itself and 

the entity it now controlled, New AHP. 

The plain meaning of these unambiguous provisions, when considered 

together, is that Highland, AHP, and New AHP agreed to the Merger when they 

executed the Restructuring Agreement.  This conclusion negates the Plaintiff’s 

contrary allegation—that “[t]he Company was not obligated to enter into a Merger 

with Highland”
112

—as a matter of law.  The Court recognizes that the Merger 

would ultimately be between Highland and New AHP (a Nevada corporation), but 

                                           
109

 Restructuring Agreement § 3.1. 
110

 Id. § 3.9. 
111

 Id. § 3.8(a). 
112

 See, e.g., Compl. ¶¶ 49, 51. 
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the Merger was agreed to as the last step in a going-private transaction between 

Highland and AHP (a Delaware corporation).  Therefore, the Court concludes that 

the Plaintiff’s breach of fiduciary claims against Highland and Furlong regarding 

the Merger, as well as its aiding and abetting claim against Furlong, arise under 

Delaware law.
113

 

(b) Regardless of Whether the Restructuring Agreement  

 Required the New AHP Board to Recommend the Merger,  

 Nevada Law Governs the Plaintiff’s Claim about  

 Furlong’s Recommending the Merger 

 

Even with the benefit of limited discovery into the parties’ intent, the Court 

again concludes that the Merger Provision is ambiguous under New York law as to 

whether the New AHP board was required to recommend the Merger because the 

provision is susceptible to at least two reasonable interpretations.
114

  It is 

reasonable to interpret the Merger Provision, in combination with other sections of 

the Restructuring Agreement, as requiring the New AHP board to recommend the 

Merger.  It is just as reasonable to interpret the Merger Provision as not speaking to 

whether the New AHP board was obligated to do so. 

                                           
113

 The Court acknowledges that the contrary conclusion—that Nevada corporate law should 

govern the Plaintiff’s claims related to AHP and New AHP’s agreeing to the Merger—also 

appears reasonable.  Practically, the Court’s conclusion is not dispositive because, as the Court 

discusses infra, Nevada corporate law generally follows that of Delaware.  Nonetheless, the 

value of the Court’s analysis here may be limited were this conclusion misguided. 
114

 See Hamilton P’rs, 2012 WL 2053329, at *3-4 (requesting the parties to “coordinate 

discovery and briefing” on this issue before resolving the motions to dismiss). 
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For present purposes, however, resolution of this ambiguity is mainly 

academic.  If the Restructuring Agreement did not bind the New AHP board to 

recommend the Merger, then its decision to do so relates to the internal affairs of 

New AHP as a Nevada corporation.  But, even if the Restructuring Agreement did 

bind the board, the Court concludes that, under Nevada law, the directors of New 

AHP would have had continuing fiduciary duties to determine whether it was still 

appropriate to recommend the Merger.
115

  Thus, the Plaintiff’s breach of fiduciary 

duty claim against Furlong for recommending the Merger arises under Nevada law. 

C.  The Plaintiff’s Claim against Highland 

Delaware courts are skeptical of the fairness of transactions involving a 

corporation and its controlling stockholder because of the latter’s ability to flex its 

                                           
115

 Where there is no controlling decision of Nevada law, courts hearing fiduciary duty claims 

arising under Nevada law frequently look to Delaware corporate law as persuasive authority.  

See infra note 158 and accompanying text.  There appears to be no authoritative statement of 

Nevada law on this particular issue. 

     It is a general principle of Delaware law that directors of Delaware corporations have 

“continuing fiduciary duties” to evaluate whether an agreed-upon transaction is still in the best 

interests of the corporation’s stockholders during the interim period between signing and closing, 

especially in determining whether it is appropriate to recommend that stockholders vote in favor 

of it.  See generally Frontier Oil Corp. v. Holly Corp., 2005 WL 1039027, at *27 (Del. Ch. 

Apr. 29, 2005).  This principle, of course, does not preclude the board from contractually 

limiting some of the circumstances in which it may change its recommendation to stockholders, 

but the board’s binding itself absolutely is thought to be inconsistent with the standard of 

conduct required of fiduciaries.  See, e.g., Omnicare, Inc. v. NCS Healthcare, Inc., 818 A.2d 914, 

936-39 (Del. 2003). 

     The Court looks to these principles of Delaware law to determine this issue under Nevada 

law.  If there were, as the Plaintiff alleges, material changes to New AHP’s financial condition 

that were inconsistent with the parties’ expectations under the Restructuring Agreement, then the 

New AHP directors had continuing fiduciary duties to determine whether to recommend that 

New AHP stockholders vote in favor of the Merger. 
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control and unilaterally dictate unfair terms to the former.
116

  Largely for this 

reason, a corporation’s controlling stockholder is said to owe fiduciary duties to the 

other stockholders.
117

  A stockholder is subject to these duties where it either owns 

a majority of the corporation’s stock or exercises sufficient control over its 

business affairs.
118

  The Court’s analysis of whether a 48% stockholder sufficiently 

controls a corporation to be deemed to owe fiduciary duties to other stockholders 

is, of course, contextual—as demonstrated by the broad range of cases cited by the 

Plaintiff and Highland on this issue.
119

 

                                           
116

 See Citron v. E.I. Du Pont de Nemours & Co., 584 A.2d 490, 502 (Del. Ch. 1990) (“[I]n a 

merger between the corporation and its controlling stockholder—even one negotiated by 

disinterested, independent directors—no court could be certain whether the transaction terms 

fully approximate what truly independent parties would have achieved in an arm's length 

negotiation.”); but see Kahn v. M & F Worldwide Corp., -- A.3d --, 2014 WL 996270, at *6 (Del. 

Mar. 14, 2014) (“We hold that business judgment is the standard of review that should govern 

mergers between a controlling stockholder and its corporate subsidiary, where the merger is 

conditioned ab initio upon both the approval of an independent, adequately-empowered Special 

Committee that fulfills its duty of care; and the uncoerced, informed vote of a majority of the 

minority stockholders.”). 
117

 Citron v. Fairchild Camera & Instrument Corp., 569 A.2d 53, 70 (Del. 1989). 
118

 See Ivanhoe P’rs v. Newmont Mining Corp., 535 A.2d 1334, 1344 (Del. 1987). 
119

 See, e.g., id. (affirming this Court’s denial of a preliminary injunction and concluding that the 

record reflected that a 49.7% stockholder with two representatives on the corporation’s nine-

member board was not a controlling stockholder); Citron v. Steego Corp., 1988 WL 94738, 14 

Del. J. Corp. L. 634, 644-46 (Del. Ch. Sept. 9, 1988) (denying a preliminary injunction motion 

after concluding based on the record that a 48.8% stockholder with two designees on a nine-

member board was not a controlling stockholder); but see, e.g., Kahn v. Lynch Commc’n Sys., 

Inc., 638 A.2d 1110, 1114 (affirming this Court’s post-trial conclusion that a 43.3% stockholder 

that designated five directors on an eleven-member board was a controlling stockholder); In re 

Cysive, Inc. S’holders Litig., 836 A.2d 531, 551-53 (Del. Ch. 2003) (finding after trial that an 

individual stockholder who, with his subordinates and family members, held around 40% of the 

corporation’s voting power through stock and options and who had two representatives on a five-

member board was a controlling stockholder). 
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 When a stockholder challenges the fairness of a merger between a 

corporation and its controlling stockholder, the Court reviews this type of parent-

subsidiary transaction under the entire fairness standard of review.
120

  Entire 

fairness is this Court’s most rigorous standard of review; the initial burden of proof 

is on the controlling stockholder to establish, to the Court’s satisfaction, that the 

transaction was a product of fair dealing and at a fair price.
121

  The burden of proof 

may shift if the controlling stockholder establishes before trial that a “well 

functioning” special committee of the corporation approved the transaction.
122

  The 

possibility that the entire fairness standard of review may apply tends to preclude 

the Court from granting a motion to dismiss under Rule 12(b)(6) unless the alleged 

controlling stockholder is able to show, conclusively, that the challenged 

                                           
120

 See Lynch, 638 A.2d at 1115. 

     The same is not necessarily true for certain non-coercive transactions in which a controlling 

stockholder initiates a tender offer for the minority stock and then completes the transaction with 

a short-form merger.  See, e.g., In re Pure Res., Inc., S’holders Litig., 808 A.2d 421, 445 (Del. 

Ch. 2002) (“[O]ur law should consider an acquisition tender offer by a controlling stockholder 

non-coercive only when: 1) it is subject to a non-waivable majority of the minority tender 

condition; 2) the controlling stockholder promises to consummate a prompt § 253 merger at the 

same price if it obtains more than 90% of the shares; and 3) the controlling stockholder has made 

no retributive threats.”); In re Siliconix Inc. S’holders Litig., 2001 WL 716787, *6 (Del. Ch. 

June 21, 2001) (“[U]nless coercion or disclosure violations can be shown, no defendant has the 

duty to demonstrate the entire fairness of this proposed tender transaction.”); see also In re CNX 

Gas Corp. S’holders Litig., 4 A.3d 397, 414 (Del. Ch. 2010) (“The choice among Lynch, Pure 

Resources, and Cox Communications implicates fundamental issues of Delaware law and public 

policy that only the Delaware Supreme Court can resolve.”). 

      The parties did not explicitly advocate that this case law applies in this action, perhaps 

because the Restructuring Agreement involved not a tender offer and short-form merger but a 

self-tender and a long-form merger. 
121

 See Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1156, 1163 (Del. 1995); see also 

Weinberger v. UOP, Inc., 457 A.2d 701, 710-11 (Del. 1983). 
122

 See Frank v. Elgamal, 2014 WL 957550, at *28 (Del. Ch. Mar. 10, 2014) (citing Kahn v. 

Tremont Corp., 694 A.2d 422, 428 (Del. 1997)). 
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transaction was entirely fair based solely on the allegations of the complaint and 

the documents integral to it.
123

 

 In contrast to a controlling stockholder, a corporation’s creditor—even one 

that owns a majority of the corporation’s debt—does not owe fiduciary duties to 

stockholders.  It is well established in Delaware corporate law that the obligations 

of creditors to corporate debtors are governed by contract, not fiduciary duty 

principles.
124

  Despite this distinction, it is nonetheless possible, as this case 

demonstrates, that a just-less-than-majority (e.g., 48%) stockholder may be 

considered a controlling stockholder—especially at the motion to dismiss stage 

where the Court must view all reasonable inferences in the plaintiff’s favor—by 

virtue of also being a significant creditor that exercises sufficient control over the 

corporation’s business affairs.
125

 

                                           
123

 See, e.g., M & F Worldwide, 2014 WL 996270, at *7 n.14 (explaining that this Court may not 

be able to determine at the motion to dismiss stage whether certain procedural protections were 

sufficient to reduce the standard of review from entire fairness to business judgment for a merger 

between a corporation and its controlling stockholder);  Krasner v. Moffett, 826 A.2d 277, 285-

86 (Del. 2003) (concluding that the issue of whether two directors were sufficiently independent 

to warrant review of a merger under the business judgment standard was a “fact-intensive 

inquiry” that could not be resolved on a motion to dismiss because the “allegations and 

incorporated references [did not] effectively negate the plaintiffs’ claim as a matter of law”). 
124

 See generally Trenwick Am. Litig. Trust v. Ernst & Young, L.L.P., 906 A.2d 168, 173 (Del. 

Ch. 2006), aff’d sub nom., Trenwick Am. Litig. Trust v. Billett, 931 A.2d 438 (Del. 2007) 

(TABLE) (“Delaware public policy is strongly supportive of freedom of contract, thereby 

supporting the primary means by which creditors protect themselves . . . .”); Prudential-Bache 

Sec., Inc. v. Franz Mfg. Co., 531 A.2d 953, 955 (Del. Super. 1987) (“Creditors’ rights arise from 

contract and do not, by themselves, implicate the fiduciary duties officers owe their corporations 

and shareholders.”). 
125

 Cf. Superior Vision Servs., Inc. v. ReliaStar Life Ins. Co., 2006 WL 2521426, at *5 (Del. Ch. 

Aug. 25, 2006) (“There may be circumstances where the holding of contractual rights, coupled 
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 The Court concludes that the allegations of the Complaint sustain a 

reasonable inference, even if not the best inference, that Highland—the holder of 

48% of AHP’s stock and 82% of its debt, which was in default—was the 

company’s controlling stockholder when the parties agreed to the Merger as part of 

the Restructuring Agreement.  Highland’s alleged willingness to enter into a series 

of strategic, short-term forbearance agreements with AHP until just after the 

expiration of the three-year waiting period under Section 203, at which point 

Highland withheld its consent to prevent AHP from refinancing its defaulted debt 

or considering other acquirers in order to force the company to agree to a 

transaction with it at a price that was below the stock’s trading price when 

announced, supports the reasonable inference that Highland controlled AHP.
126

  

Moreover, the alleged unreasonableness of the 20-30% discount applied to AHP’s 

discounted cash flows by Raymond James in its fairness opinion analysis to justify 

the $0.67 per share consideration offered in the Self-Tender Offer supports a 

                                                                                                                                        
with a significant equity position and other factors, will support the finding that a particular 

shareholder is, indeed, a ‘controlling shareholder,’ especially if those contractual rights are used 

to induce or to coerce the board of directors to approve (or refrain from approving) certain 

actions.”). 
126

 See, e.g., In re Loral Space & Commc’ns Inc., 2008 WL 4293781, at *21 (Del. Ch. Sept. 19, 

2008) (concluding in a post-trial opinion that a less-than-majority stockholder controlled a 

corporation because, among other reasons, it had the power to “shape[] the process for 

considering and approving the [interested transaction]”); see also La. Mun. Police Employees’ 

Ret. Sys. v. Fertitta, 2009 WL 2263406, at *7 (Del. Ch. July 28, 2009) (concluding at the motion 

to dismiss stage that it was reasonably conceivable that a 39% stockholder who was the CEO and 

chairman of the board was a controlling stockholder because he “used his influence on the 

corporation . . . to his own benefit and to the detriment of the interests of the minority 

stockholders”). 
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reasonable inference that the identical (and contractually mandated) $0.67 per 

share offered in the Merger may not have been a fair price. 

In sum, the Plaintiff sufficiently alleges that Highland, as a stockholder and 

a creditor, exercised its control over AHP to facilitate the Restructuring Agreement 

on unfair terms.  These allegations are sufficient to state a claim for breach of 

fiduciary duty against Highland regarding the Merger.
127

  Therefore, Highland’s 

motion to dismiss the Plaintiff’s claim must be denied.   

Separately, when viewing all reasonable inferences from the Complaint in 

the Plaintiff’s favor, the Court is presently unable to conclude that the Special 

Committee was sufficiently “well functioning” as to shift the burden of proof 

under the entire fairness standard, to the extent it may apply, to the Plaintiff.
128

 

                                           
127

 It is important to remember that, at this procedural juncture, the Court is not tasked with 

determining definitively whether Highland was a controlling stockholder of AHP but only 

whether it is reasonably conceivable, based on the Complaint, that Highland controlled AHP 

when the parties negotiated and executed the Restructuring Agreement.  See, e.g., Frank, 2014 

WL 957550, at *17 (noting that the Court was not bound when considering a motion for 

summary judgment to its conclusion at the motion to dismiss stage on the appropriate standard of 

review).   

     Were the Plaintiff to fail to prove that Highland controlled AHP, then Highland may not 

otherwise be liable to the Plaintiff regarding the Merger, particularly if it is reasonable to 

conclude that the potential changes in New AHP’s value during the Restructuring were solely a 

result of the Restructuring Agreement.  See, e.g., Shearin v. E.F. Hutton Gp., Inc., 652 A.2d 578, 

596 (Del. Ch. 1994) (“[S]o long as the second step merger was effectuated on the terms 

negotiated by . . . [the] board and no fundamental change in the economics of the firm 

intervened, there can in my opinion be no liability of the acquiror arising out of the effectuation 

of the second leg of a single two step tender offer cash out/merger transaction.”).      
128

 Where the existence of a controlling stockholder mandates, ab initio, the entire fairness 

standard of review, and where there is not a non-waivable majority-of-the-minority condition 

that could (under the test articulated by the Delaware Supreme Court in M & F Worldwide) lead 

to this Court applying the business judgment standard of review, approval of a transaction 

between a corporation and its controlling stockholder by a “well functioning” special committee 
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D.  The Plaintiff’s Claims against Furlong 

 1.  Furlong’s Conduct as a Director of AHP 

The directors of Delaware corporations are required to conduct themselves 

according to the standard of conduct of fiduciaries—namely, to exercise due care 

and to act loyally.
129

  When a stockholder challenges a board decision as a breach 

of fiduciary duty, the Court determines whether the directors who made the 

decision satisfied the standard of conduct through a doctrinal standard of review.
130

  

The good faith business decisions of informed, disinterested, and independent 

directors of Delaware corporations are entitled to deference under the business 

                                                                                                                                        
of directors who were “truly independent, fully informed, and had the freedom to negotiate at 

arm’s length” may shift the entire fairness burden of proof to the stockholder plaintiff.  See 

Tremont Corp., 694 A.2d at 428; Lynch, 638 A.2d at 1120-21; see also In re S. Peru Copper 

Corp. S’holder Deriv. Litig., 52 A.3d 761, 789-93 (Del. Ch. 2011), aff’d sub nom., Ams. Mining 

Corp. v. Theriault, 51 A.3d 1213 (Del. 2012) (interpreting the Supreme Court’s statements on 

whether the burden of proof should shift as a conclusion that should be reached after determining 

“the actual effectiveness of the special committee”); but see In re MFW S’holders Litig., 67 A.3d 

496, 518 (Del. Ch. 2013), aff’d sub nom., M & F Worldwide, 2014 WL 996270 (“[T]he court 

eschews determining that the special committee was ‘effective’ in a more colloquial sense.  

Although prior cases can potentially be read as requiring an assessment of whether a special 

committee was effective in the sense of being substantively good at its appointed task, such a 

precondition is fundamentally inconsistent with the application of the business judgment rule 

standard of review.”); see also M & F Worldwide, 2014 WL 996270, at *8-14 (affirming this 

Court’s legal conclusion that the appropriate inquiry where the business judgment standard may 

apply is one of whether special committee was independent, empowered, and exercising due 

care). 
129

 See Chen v. Howard-Anderson, -- A.3d --, 2014 WL 1366551, at *15 (Del. Ch. Apr. 8, 2014) 

(citing In re Trados Inc. S’holder Litig., 73 A.3d 17, 35-36 (Del. Ch. 2013)). 
130

 See Trados Inc., 73 A.3d at 35-36 (citing William T. Allen, Jack B. Jacobs, & Leo E. Strine, 

Jr., Realigning the Standard of Review of Director Due Care with Delaware Public Policy: A 

Critique of Van Gorkom and its Progeny as a Standard of Review Problem, 96 Nw. U. L. Rev. 

449, 451–52 (2002)) (“The standard of conduct describes what directors are expected to do and 

is defined by the content of the duties of loyalty and care.  The standard of review is the test that 

a court applies when evaluating whether directors have met the standard of conduct.”). 
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judgment standard of review,
131

 in which a breach of fiduciary duty claim can only 

be sustained if the challenging stockholder demonstrates that the directors’ 

decision was irrational.
132

  For the Court to examine whether directors satisfied the 

standard of conduct beyond just acting rationally, a stockholder needs to allege 

facts that rebut the presumptive business judgment standard for at least half of the 

directors who approved the decision at issue.
133

  Because AHP’s charter included 

the broadest exculpatory provision permitted under 8 Del. C. § 102(b)(7),
134

 the 

Plaintiff must sufficiently allege conduct implicating bad faith or a breach of the 

duty of loyalty to survive Furlong’s motion to dismiss.
135

 

Naturally, it is not impermissible for a stockholder to assert a breach of 

fiduciary duty claim against less than half of the directors who approved a 

                                           
131

 Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984) (“The business judgment rule is an 

acknowledgment of the managerial prerogatives of Delaware directors under Section 141(a).”). 
132

 Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971) (“A board of directors enjoys a 

presumption of sound business judgment, and its decisions will not be disturbed if they can be 

attributed to any rational business purpose.”). 
133

 See Cinerama, 663 A.2d at 1168 (affirming this Court’s conclusion that “if actual self-interest 

is present and affects a majority of directors approving a transaction,” the then business 

judgment standard of review is rebutted and the entire fairness standard applies); see also In re 

Frederick’s of Hollywood, Inc. S’holders Litig., 2000 WL 130630, at *7 (Del. Ch. Jan. 31, 2000), 

aff’d sub nom., Malpiede, 780 A.2d at 1075 (“[T]he pleaded facts show that only one of the four 

directors was interested, and as a result, the merger was approved by a majority of disinterested 

directors. Accordingly, the duty of loyalty claim fails for lack of a valid premise.”). 
134

 Furlong Opening Br. Ex. F, § 10 (“The personal liability of the directors of the Corporation is 

hereby eliminated to the fullest extent permitted by paragraph (7) of clause (b) of § 102 of the 

General Corporation Law of the State of Delaware.”). 
135

 See, e.g., In re Morton’s Rest. Gp., Inc. S’holders Litig., 74 A.3d 656, 663 (Del. Ch. 2013) 

(applying the corporation’s Section 102(b)(7) charter provision at the motion to dismiss stage); 

see also Malpiede, 780 A.2d at 1090-92 (noting that it may be appropriate for the Court to apply 

a Section 102(b)(7) charter provision at the pleadings stage, even if the provision is outside the 

facts alleged in the complaint, unless there is a legitimate challenge that the provision is “not 

authentic, was improperly adopted by the stockholders, or the like”). 
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particular decision
136

—as the Plaintiff elected to do here by suing only Furling and 

not the four other AHP directors who approved the Restructuring Agreement.  This 

atypical pleading situation, however, does not change the standard of review 

inquiry.  For the Court to examine whether Furlong adequately discharged his 

fiduciary duties beyond acting rationally, the Plaintiff must allege disloyal conduct, 

and thereby rebut the business judgment standard, as to at least half of the AHP 

directors who agreed to the Merger as part of the Restructuring Agreement.
137

 

The Plaintiff’s theory of liability for Furlong is that he was interested in the 

purportedly unfair Restructuring Agreement.  There are no allegations that the 

Special Committee’s approving the Restructuring Agreement is not entitled to 

deference under the business judgment standard because its members were 

interested in the transaction, not independent from Highland, or not acting in good 

faith.  Accordingly, for the Court to review Furlong’s individual conduct, the 

Plaintiff must also allege sufficient facts to support a reasonable inference that 

                                           
136

 Cf. In re NYMEX S’holder Litig., 2009 WL 3206051, at *6 (Del. Ch. Sept. 30, 2009) (“At the 

outset, the Court observes that the Plaintiffs must plead sufficient facts to show that a majority of 

the Board of Directors breached the fiduciary duty of loyalty; whether they otherwise would 

have stated a claim against [less than a majority of the Board] would not be controlling.  That 

two directors may have been conflicted does not, by itself, impinge upon the independence of the 

remaining members of the Board—all of whom supported the merger.”). 
137

 Were the Plaintiff first to survive Furlong’s motion to dismiss and then to support its 

allegations with competent evidence, the Court would review Furlong’s agreeing to the Merger 

under the exacting entire fairness standard.  See, e.g., Paramount Commc’ns Inc. v. QVC 

Network Inc., 637 A.2d 34, 42 n. 9 (Del. 1993) (“Where actual self-interest is present and affects 

a majority of the directors approving a transaction, a court will apply . . . exacting scrutiny to 

determine whether the transaction is entirely fair to the stockholders.”). 
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Furlong controlled or dominated the Special Committee or that he failed to 

disclose a material interest that a reasonable director would have considered 

significant in evaluating the Restructuring Agreement.
138

 

A director may lack independence and be “beholden” to another director’s 

domination or control if the former’s decisionmaking process is effectively 

“sterilized” because it is based on the latter’s influence rather than the merits of the 

business decision.
139

  To survive a motion to dismiss, the allegations must support 

a reasonable inference that the controlled director sought “to comport with the 

wishes or interests” of the controlling director.
140

  In other words, “[t]here must be 

some alleged nexus between the domination and the resulting personal benefit to 

the controlling party.”
141

   

 The allegations of the Complaint do not sustain a reasonably conceivable set 

of circumstances in which Furlong dominated or controlled the Special Committee.  

                                           
138

 See Cinerama, 663 A.2d at 1168; see also In re Transkaryotic Therapies, Inc., 954 A.2d 346, 

363 (Del. Ch. 2008). 

     Perhaps more accurately, because the five directors of AHP (including Furlong) approved the 

Restructuring Agreement, the Plaintiff must rebut the business judgment standard as to Furlong 

and two other directors.  Because the Plaintiff did not distinguish among the AHP directors on 

the Special Committee, the Court has no basis to do so. 
139

 See Rales v. Blasband, 634 A.2d 927, 936 (Del. 1993); Aronson, 473 A.2d at 815-16. 
140

 See Aronson, 473 A.2d at 816 (quoting Kaplan v. Centex Corp., 284 A.2d 119, 123 (Del. Ch. 

1971)). 
141

 Heineman v. Datapoint Corp., 611 A.2d 950, 955 (Del. 1992) (citing Aronson, 473 A.2d at 

815-16) (applying this standard in the demand futility context); see also Benihana of Tokyo, Inc. 

v. Benihana, Inc., 891 A.2d 150, 177 (Del. Ch. 2005), aff’d, 906 A.2d 114 (Del. 2006) (citing 

Telxon Corp. v. Meyerson, 802 A.2d 257, 264 (Del. 2002)) (“This Court will not find a director 

beholden unless the purported controlling person has ‘unilateral’ power to substantially affect the 

director.”). 
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The only allegations on this point in the Complaint are that Furlong “injected 

himself into every discussion” of the Special Committee as demonstrated by his 

being “involved” in two of their proposals to Highland: first, a transaction in the 

range of $1.30 per share; and, second, a self-tender offer structure.
142

  It would be 

unreasonable to infer from these generalized allegations that the Special 

Committee’s business judgment regarding the negotiation of the Restructuring 

Agreement (and the Merger) was sterilized or compromised because of Furlong’s 

domination or control.
143

  Further undermining any inference of domination or 

control is that the Plaintiff did not even identify the allegedly controlled Special 

Committee directors or describe their relationships with Furlong in any meaningful 

detail.
144

  Finally, the Plaintiff’s allegations do not in any way suggest that Furlong 

dominated or controlled the Special Committee’s final review, along with its 

independent financial and legal advisors, of the merits of the transaction.  Put 

simply, there is no alleged nexus of domination or control.
145

 

                                           
142

 Compl. ¶¶ 32, 70. 
143

 See Official Comm. of Unsecured Creditors of Integrated Health Servs., Inc. v. Elkins, 2004 

WL 1949290, at *10 (Del. Ch. Aug. 24, 2004) (“General allegations of domination over a Board 

are simply not sufficient under Delaware law to state a traditional duty of loyalty claim.”). 
144

 See Beam ex rel. Martha Stewart Living Omnimedia, Inc. v. Stewart, 845 A.2d 1040, 1052 

(Del. 2004) (concluding in the demand futility context that for the Court to infer that one director 

controlled another at the motion to dismiss stage, “a plaintiff must plead facts that . . . because of 

the nature of a relationship or additional circumstances . . . the non-interested director would be 

more willing to risk his or her reputation than risk the relationship with the interested director”). 
145

 The Court acknowledges that the Plaintiff’s position is “not that Mr. Furlong control or 

dominates the board of directors” but rather that Furlong’s breach of the duty of loyalty is that 

“he improperly and inappropriately interfered with the special committee process.”  Oral Arg. 
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Similarly, there is no allegation that Furlong failed to disclose any material 

interest that a reasonable director would find important in evaluating the merits of 

the Merger and the overall Restructuring Agreement.  Regardless of whether 

Furlong was interested because of the change-in-control payment he received by 

renegotiating his employment agreement with AHP, the Plaintiff does not allege 

that the AHP board was not aware of the President and CEO’s modified 

compensation arrangement.  Any inference by the Court to that effect would be 

unreasonable. 

Thus, regardless of whether Furlong was interested in the Restructuring 

Agreement, there is no allegation that “raise[s] a reasonable doubt that [the Special 

Committee] could not exercise [its] independent business judgment in approving 

the transaction”
146

 because of Furlong’s undue influence or failure to disclose any 

material interest.  The AHP board’s decision to agree to the Merger as part of the 

Restructuring Agreement must be reviewed under the business judgment standard, 

and the Court concludes it would be unreasonable to infer that the decision was 

irrational.  Therefore, the Plaintiff’s breach of fiduciary duty claim against Furlong 

for agreeing to the Merger must be dismissed.
147

 

                                                                                                                                        
Defs. Mots. to Dismiss 20 (Jan. 30, 2014).  Under the case law set forth earlier, this position is 

insufficient to state a breach of fiduciary duty claim against Furlong in isolation. 
146

 Crescent/Mach I P’rs, L.P. v. Turner, 846 A.2d 963, 980-81 (Del. Ch. 2000). 
147

 The Plaintiff asks the Court to infer from the allegations of the Complaint that “Furlong 

discussed a going-private transaction with Highland [in 2007], agreed to support it three years 

down the line, and in return was paid his change-of-control payment and allowed to continue his 
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 2.  Aiding and Abetting Highland’s Breach of Fiduciary Duty 

 Separately, the Plaintiff claims that Furlong aided and abetted Highland’s 

breach of its fiduciary duties.
148

  A claim for aiding and abetting includes four 

elements: “(i) the existence of a fiduciary relationship; (ii) a breach of that 

relationship; (iii) knowing participation in the breach by a defendant who is not a 

fiduciary; and (iv) damages proximately caused by the breach.”
149

 

 As an AHP director, Furlong owed fiduciary duties to AHP stockholders, 

including the Plaintiff.
150

  This fiduciary relationship existed throughout Furlong’s 

alleged actions in the negotiation and approval of the Restructuring Agreement.  

Based on the allegations of the Complaint, which address Furlong’s conduct as a 

director and thus as a fiduciary, the Court concludes that Furlong cannot be liable 

for aiding and abetting Highland’s purported breach of fiduciary duty.
151

  For this 

                                                                                                                                        
employment.”  Pl.’s Answering Br. 22.  Such an inference may well be an unreasonable one for 

the Court to make because the Plaintiff “put[s] forward very little and ask[s] the Court to 

presume quite a lot.” See In re INFOUSA, Inc. S’holders Litig., 953 A.2d 963, 987 n.44 (Del. Ch. 

2007).  Based on the other conclusions, however, the Court need not determine whether the 

Plaintiff sufficiently alleged that Furlong was interested in the Restructuring Agreement. 
148

 Compl. ¶ 70. 
149

 McGowan v. Ferro, 859 A.2d 1012, 1041 (Del. Ch. 2004), aff’d, 873 A.2d 1099 (Del. 2005) 

(TABLE); see also Transkaryotic Therapies, 954 A.2d at 371. 
150

 See, e.g., Malone v. Brincat, 722 A.2d 5, 10 (Del. 1998) (citing Guth v. Loft, 5 A.2d 503, 510 

(Del. 1939) (“The directors of Delaware corporations stand in a fiduciary relationship not only to 

the stockholders but also to the corporations upon whose boards they serve.”).   
151

 The Plaintiff’s argument is that a director of a Delaware corporation can be subject to non-

exculpated, aiding and abetting liability for knowingly participating in a controlling 

stockholder’s breach of fiduciary duty—or, by implication, another director’s breach of fiduciary 

duty.  Based on the allegations here, the Court cannot adopt such an overbroad and 

unsubstantiated expansion of Delaware law, which would seem to contravene decades of settled 

precedent on the deference this Court affords to the decisions of a majority of unconflicted 
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reason alone, the Plaintiff’s aiding and abetting claim against Furlong must be 

dismissed. 

 3.  Furlong’s Conduct as a Director of New AHP 

 The Plaintiff’s last breach of fiduciary duty claim against Furlong, based on 

his conduct as a director of New AHP, is governed by Nevada law because his 

actions were not required under the Restructuring Agreement and because they 

occurred after the Reincorporation Merger.  Specifically, the Plaintiff claims that 

Furlong breached his fiduciary duties in two ways: (i) by recommending the 

Merger without making a “reasonable inquiry” into the then-present value of New 

AHP after the Self-Tender Offer and the Refinancing;
152

 and (ii) by failing to 

disclose certain purportedly material information in the Proxy Statement.
153

 

 Subject to certain exceptions that are inapplicable here, Nevada law 

generally exculpates the directors of a Nevada corporation from personal liability 

to the corporation’s stockholders unless “(a) [t]he director’s . . . act or failure to act 

constituted a breach of his or her fiduciary duties as a director . . . ; and (b) [t]he 

                                                                                                                                        
directors and the General Assembly’s adoption of 8 Del. C. § 102(b)(7).  Rather, the Court 

anticipates that a director’s knowingly participating in another’s breach of fiduciary duty would 

itself be a breach of fiduciary duty to be evaluated under the appropriate standard of review. 

     Perhaps there may be an extreme set of facts in which a director, because of conduct 

somehow distinct from his or her status as a director, could be liable as an aider and abetter—but 

this is not that case. 
152

 Compl. ¶¶ 67-68.  Nevada law permits directors to make no recommendation on a merger if 

the board “determines that because of a conflict of interest or other special circumstances it 

should make no recommendation and it communicates the basis for its determination to the 

stockholders with the plan [of merger].”  Nev. Rev. Stat. § 92A.120.2(a). 
153

 Id. ¶ 69. 
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breach of those duties involved intentional misconduct, fraud, or a knowing 

violation of the law.”
154

  Courts hearing Nevada breach of fiduciary duty claims 

against directors have found it consistent with Nevada law to dismiss the claims at 

the motion to dismiss stage unless the well-pled allegations of the complaint 

overcome this exculpatory statute.
155

 

 Furlong contends that he should be exculpated under Nevada law for any 

liability for his conduct because he did not act intentionally or fraudulently.  For 

example, he argues that the Plaintiff criticizes him for failing to become aware of 

New AHP’s financial situation before recommending the Merger, not for knowing 

about it or intentionally not learning about it.
156

  In opposition, the Plaintiff 

contends that the Complaint supports a reasonable inference that Furlong’s conduct 

was an intentional act to benefit Highland such that he should not be exculpated 

from liability at this time.
157

 

 Nevada courts frequently look to Delaware corporate law for guidance on 

novel questions of Nevada corporate law.
158

  The parties did not present, and the 

                                           
154

 Nev. Rev. Stat. § 78.138(7)(a)-(b). 
155

 See, e.g., Fosbre v. Matthews, 2010 WL 2696615, at *6 n.6 (D. Nev. July 6, 2010) (citing 

Shoen v. SAC Hldg. Corp., 137 P.3d 1171, 1184 n.60 (Nev. 2006)). 
156

 Furlong Opening Br. 22-23. 
157

 Pl.’s Answering Br. 23-24. 
158

 As an illustrative example, the Nevada Supreme Court incorporated the demand futility 

standards of Aronson v. Lewis and Rales v. Blasband for stockholder derivative actions arising 

under Nevada law.  See Shoen, 137 P.3d at 1186-87.  More recently, in recognizing a cause of 

action for aiding and abetting another’s breach of fiduciary duty, the Nevada Supreme Court 

expressly “adopt[ed] the standard applied by Delaware courts.”  See In re Amerco Deriv. Litig., 
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Court has been unable to identify, a decision of a Nevada state court in which a 

stockholder asserted a breach of fiduciary duty claim against only one named 

director.  Absent a statement to the contrary, the Court concludes that the Nevada 

Supreme Court would likely follow Delaware law on this atypical pleading 

situation.  Therefore, as under Delaware law, a stockholder asserting a breach of 

fiduciary duty claim against a single director of a Nevada corporation must 

nonetheless rebut the business judgment standard of review as to at least half of the 

directors who approved the decision being challenged. 

 In the Complaint, there is a dearth of references, let alone well-pled 

allegations, about the conduct of the New AHP directors besides Furlong.  The 

Plaintiff does not even identify who those individuals were.  As noted above, the 

directors of New AHP, when it recommended the Merger and when it approved the 

Proxy Statement, were Furlong and two members of the Special Committee.  

Again, as the Court concluded earlier, the Plaintiff has plainly failed to allege that 

Furlong dominated or controlled the board of New AHP or that he failed to 

disclose a material interest that a reasonable director would find important in 

deciding to recommend the Merger or approve the Proxy Statement.  Hence, there 

                                                                                                                                        
252 P.3d 681, 701-02 (Nev. 2011) (citing Malpiede, 780 A.2d at 1096).  This Court has also 

previously recognized the influence that Delaware law has on Nevada courts addressing novel 

questions of Nevada corporate law.  See Lewis v. Ward, 2003 WL 22461894, at *2 (Del. Ch. 

Oct. 29, 2003), aff’d, 852 A.2d 896 (Del. 2004) (“Where there is no Nevada law on point, courts 

applying Nevada corporate law have traditionally looked to Delaware law for guidance. . . .  I 

have every reason to anticipate that the Nevada Supreme Court would adopt the rule of Lewis v. 

Anderson as Nevada law, and no reliable basis to infer that it would take another approach.”). 
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is no basis on which the Court could conclude that the business judgment standard 

of review has been rebutted as to either of these two other New AHP directors. 

 For similar reasons as why the Plaintiff failed to state a breach of fiduciary 

duty claim against Furlong under Delaware law, the Plaintiff has also not 

adequately pled a breach of fiduciary duty claim against him under Nevada law.  

The decisions by the New AHP board are entitled to deference under the business 

judgment standard of review, and it would again be unreasonable for the Court to 

infer that those decisions were irrational.  Thus, regardless of whether Furlong’s 

individual actions, in isolation, may have fallen below the standard of conduct 

required of a fiduciary, the Plaintiff has failed to rebut the business judgment 

presumption.  Therefore, the Plaintiff’s breach of fiduciary duty claim against 

Furlong for recommending the Merger and for approving the Proxy Statement 

must also be dismissed.
159

 

                                           
159

 Alternatively, the Court concludes that Furlong is exculpated from liability for the Plaintiff’s 

claims by virtue of Nevada’s statutory exculpatory provision because it is not reasonably 

conceivable that Furlong’s actions, as alleged in the Complaint, were intentional misconduct, 

fraudulent, or a knowing violation of the law.  See Nev. Rev. Stat. § 78.138(7)(b). 

     In particular, as to a director’s personal liability for failing to disclose material information, it 

is likely that the Nevada Supreme Court would look to Delaware law for guidance on what 

appears to be a novel question of Nevada law.  Under Delaware law, “where a breach of the 

disclosure duty does not implicate bad faith or self-interest, both legal and equitable monetary 

remedies (such as rescissory damages) are barred on account of the exculpatory provision 

authorized by 8 Del. C. § 102(b)(7).”  Transkaryotic Therapies, 954 A.2d at 360; see also Chen, 

2014 WL 1366551, at *36 (“The Exculpatory Provision bars any damages recovery for 

disclosure claims resulting from a breach of the duty of care.”).   

     Accordingly, under Nevada law, where the exculpatory threshold is distinct from that of 

Delaware law, a court should exculpate the directors of a Nevada corporation from personal 

liability for failing to disclose material information so long as the directors did not act 
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IV.  CONCLUSION 

 For the foregoing reasons, Highland’s motion to dismiss under Rule 12(b)(6) 

is denied, and Furlong’s motion to dismiss under Rule 12(b)(6) is granted. 

 An implementing order will be entered. 

 

                                                                                                                                        
intentionally or fraudulently.  See Nev. Rev. Stat. § 78.138(7)(b).  “[S]imply alleging that the 

public filings did not contain enough information . . . does not demonstrate that [the directors] 

engaged in intentional misconduct or fraud.”  See Amerco Deriv., 252 P.3d at 701 (concluding 

that a derivative duty of loyalty claim was not pled with sufficient particularity where the 

plaintiff alleged that the directors merely “knowingly signed misleading and incomplete public 

filings”). 

     Although the Plaintiff here identified purportedly material omissions from the Proxy 

Statement, it is not reasonably conceivable that Furlong intentionally or fraudulently failed to 

disclose that information.  Furlong is thus exculpated for this conduct.  Therefore, on this 

alternative ground, this claim against Furlong must be dismissed. 

     Based on this conclusion, the Court need not determine whether the undisclosed information 

is material under Nevada law. 
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A stockholder directs her attorney to investigate her corporation’s activities, 

then sends the board of directors a demand letter stating that, in the opinion of the 

stockholder, the corporation is violating the law.  The corporation takes action in 

response, arguably working a benefit on all stockholders.  Is the stockholder 

entitled to have her attorneys’ fees reimbursed under the corporate benefit 

doctrine?   

Our law provides that if the actions of the board of directors were such that, 

at the time a demand was made, a suit based on those actions would have survived 

a motion to dismiss, and a material corporate benefit resulted, the attorneys’ fees 

incurred by the stockholder may be recovered despite the fact that no suit was ever 

filed.  If, on the other hand, the stockholder has simply done the company a good 

turn by bringing to the attention of the board an action that it ultimately decides to 

take, she is not entitled to coerced payment of her attorneys’ fees by the 

stockholders at large.  Finding that the demand at issue here falls into the latter 

category, I decline to shift fees onto the corporation and its stockholders. 

I. FACTS 

1. The Parties 

Astoria Financial Corporation (“Astoria,” or the “Company”) is a publicly-

traded Delaware corporation engaged primarily in the operation of its wholly-

owned subsidiary, Astoria Federal, whose business includes “attracting retail 
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deposits from the general public and businesses and investing those deposits, 

together with funds generated from operations, principal repayments on loans and 

securities and borrowings, primarily in one-to-four family, or residential, mortgage 

loans, multi-family mortgage loans, commercial real estate mortgage loans and 

mortgage-backed securities”1—in other words, banking. 

The Plaintiff in this action is the custodian of Astoria common stockholder 

Malka Raul UTMA, NY. 

2. Dodd-Frank and “Say On Pay” 

In July 2010, “in response to the worst financial crisis since the Great 

Depression,”2 Congress enacted the Dodd-Frank Wall Street Reform and 

Consumer Protection Act (“Dodd-Frank”).  Targeted at regulation of the financial 

services industry, ostensibly “in an attempt to restore responsibility and 

accountability in our financial system,”3 Dodd-Frank imposed broad new 

regulation of approval and disclosure of corporate executive compensation 

decisions.  Of importance in the present action, Section 951 of Dodd-Frank 

                                           

1 Compl. ¶ 7.  Unless otherwise indicated, the facts cited herein are taken from the Plaintiff’s 
Verified Complaint, as well as those documents incorporated by reference in the Complaint.  See 
LNR Partners, LLC v. C-III Asset Mgmt. LLC, 2014 WL 1312033, at *9 (Del. Ch. Mar. 31, 2014) 
(“Generally, on a motion to dismiss under Rule 12(b)(6), the Court will consider only the 
complaint and the documents integral to or incorporated by reference into it.”). 
2 Compl. ¶ 8. 
3 Id. 
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amended the Securities Exchange Act of 1934 to include Section 14A, governing 

shareholder approval of executive compensation.  Section 14A provides, in part: 

(1) In general 
Not less frequently than once every 3 years, a proxy or consent or 
authorization for an annual or other meeting of the shareholders for 
which the proxy solicitation rules of the Commission require 
compensation disclosure shall include a separate resolution subject to 
shareholder vote to approve the compensation of executives, as 
disclosed pursuant to section 229.402 of title 17, Code of Federal 
Regulations, or any successor thereto. 
 
(2) Frequency of vote 
Not less frequently than once every 6 years, a proxy or consent or 
authorization for an annual or other meeting of the shareholders for 
which the proxy solicitation rules of the Commission require 
compensation disclosure shall include a separate resolution subject to 
shareholder vote to determine whether votes on the resolutions 
required under paragraph (1) will occur every 1, 2, or 3 years.4 
 

In other words, the so-called “Say On Pay” provisions under Dodd-Frank require 

companies to submit to their stockholders non-binding votes (1) to approve the 

compensation arrangements of company executives (the “Say-On-Pay Vote”), and 

(2) to determine whether future stockholder advisory votes on executive 

compensation should occur every one, two, or three years (the “Frequency Vote”). 

 In addition to requiring that a company hold a Say-On-Pay Vote and 

Frequency Vote, Dodd-Frank requires companies to make certain disclosures with 

respect to those votes once completed.  Two such disclosures are at issue in this 

                                           

4 15 U.S.C. § 78n-1(a)(1)-(2). 
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litigation, including (1) a requirement that the company disclose in its Form 8-K 

the results of the Frequency Vote, as well as its decision, in light of that vote, on 

how frequently future Say-On-Pay Votes will be held, and (2) a requirement that 

the company disclose in its proxy statement whether, and if so, how, its board 

considered the results of the Say-On-Pay Vote when making compensation 

decisions. 

Specifically, Form 8-K, Item 5.07(b) requires a company to “state the 

number of votes cast for each of 1 year, 2 years, and 3 years,” while Item 5.07(d) 

provides that: 

No later than one hundred fifty calendar days after the end of the 
annual or other meeting of shareholders at which shareholders voted 
on the frequency of shareholder votes on the compensation of 
executives as required by section 14A(a)(2) of the Securities 
Exchange Act of 1934 . . . by amendment to the most recent Form 8-K 
filed pursuant to (b) of this Item, disclose the company’s decision in 
light of such vote as to how frequently the company will include a 
shareholder vote on the compensation of executives in its proxy 
materials until the next required vote on the frequency of shareholder 
votes on the compensation of executives.5 
 

Further, Regulation S-K, Item 402(b)(1)(vii) requires disclosure, in a company’s 

proxy statement, of: 

Whether, and if so, how the registrant has considered the results of the 
most recent shareholder advisory vote on executive compensation 
required by section 14A of the Exchange Act . . . in determining 
compensation policies and decisions and, if so, how that consideration 

                                           

5 Form 8-K, Item 5.07(d). 
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has affected the registrant’s executive compensation decisions and 
policies.6 

 
The parties dispute whether Astoria’s board satisfied those disclosure requirements 

following the Company’s 2011 annual meeting. 

3. Astoria’s 2011 Annual Meeting 

Less than a year after the July 2010 enactment of Dodd-Frank, on May 18, 

2011, Astoria held an annual meeting.  In connection with that meeting, on April 

11, 2011, the Astoria board submitted a proxy statement (the “2011 Proxy 

Statement”) informing stockholders of the Company’s intention to hold the 

Company’s first Say-On-Pay Vote and Frequency Vote.  The 2011 Proxy 

Statement described the executive compensation packages for which the Company 

sought approval, and included the Astoria board’s recommendations that the 

stockholders (1) vote to approve the executive compensation packages, and (2) 

vote to hold future Say-On-Pay Votes annually. 

 At the May 18, 2011 annual meeting, approximately 65% of stockholders 

voted to approve Astoria’s executive compensation, and roughly 74% of 

stockholders voted to hold future Say-On-Pay Votes annually, in both cases as the 

board had recommended.  After receiving the results of those votes, Astoria filed a 

Form 8-K.  Pursuant to Item 5.07, the Company disclosed: 

                                           

6 17 C.F.R. § 229.402(b)(1)(vii). 
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The non-binding vote to determine the frequency of future 
shareholder advisory votes to approve the compensation of the 
Company’s named executive officers is based on the highest number 
of votes cast by shareholders represented in person or by proxy and 
entitled to vote.  Based on the vote indicated below, the results of the 
future advisory shareholder votes to approve the compensation of the 
Company’s named executives is every year.7 

 
Despite the Defendant’s contention that the italicized language above sufficiently 

informed Astoria’s stockholders of the results of the Frequency Vote, according to 

the Plaintiff, the language cited above was insufficient to meet the disclosure 

requirements articulated in Item 5.07. 

4. Astoria’s 2012 Annual Meeting 
 

Several months later, on April 6, 2012, as its next annual meeting 

approached, Astoria disseminated a second proxy statement (the “2012 Proxy 

Statement”) to its stockholders.  As in 2011, the 2012 Proxy Statement sought the 

Astoria stockholders’ non-binding approval of Astoria’s executive compensation 

pursuant to a new 2012 Say-On-Pay Vote.  In addition, as in the preceding year, 

the 2012 Proxy Statement described the compensation packages at issue, as well as 

the board’s recommendation that the stockholders approve Astoria’s executive 

compensation arrangements.  The Plaintiff contends, however, that the 2012 Proxy 

Statement did not disclose whether, and if so, how, the Astoria board considered 

                                           

7 Mem. of Law in Supp. of Def.’s Mot. to Dismiss at 17, Chart 1 (emphasis added). 
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the results of the prior 2011 Say-On-Pay Vote in making its executive 

compensation decisions. 

5. The Plaintiff’s Demand 

Ten days after Astoria disseminated its 2012 Proxy Statement, on April 16, 

2012, the Plaintiff sent a demand letter (the “Demand”) to the Astoria board.  In 

that Demand, the Plaintiff asserted that, “[i]n violation of Securities and Exchange 

Commission (‘SEC’) regulation disclosure standards and the Astoria Board’s duty 

of candor,” the Astoria board “concealed material and required information 

concerning the Company’s executive compensation policies and practices in the 

2012 Proxy Statement”8 by failing to disclose “whether, and if so, how, the Astoria 

Board considered the results of the 2011 say-on-pay vote.”9  Further, the Plaintiff 

explained that, “[i]n violation of SEC rules, the Company has failed to disclose 

how frequently it has decided to hold future say-on-pay votes.”10  In his Demand, 

the Plaintiff summarized his position as follows: 

The Astoria Board owes Astoria a fiduciary duty of loyalty—the 
highest duty known to the law.  Each of the Astoria Board members 
has a fiduciary duty to ensure that Astoria disseminated accurate, 
truthful, and complete information to its shareholders.  The Astoria 
Board participated in or had actual or constructive knowledge of the 
inadequate disclosures made in the 2012 Proxy Statement . . . .  Based 

                                           

8 Id. Ex. 5 at 2. 
9 Id. at 1. 
10 Id. at 2. 
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on the foregoing, the Astoria Board breached its fiduciary duty of 
loyalty (and candor and good faith).11 
 

Accordingly, the Plaintiff demanded that the board (1) issue corrective disclosures, 

(2) adopt stronger protocols regarding disclosures, and (3) amend the Company’s 

Compensation Committee Charter to require that Committee to consider the results 

of future Say-On-Pay Votes when making executive compensation decisions.  The 

Demand did not request that the Company conduct any litigation.12 

Astoria responded to the Plaintiff’s Demand by letter dated May 3, 2012.  

That response explained: 

Please be assured that we regularly evaluate the adequacy of our 
compensation-related disclosures and related policies and procedures.  
We recognize that recent changes to certain disclosure requirements 
regarding executive compensation have created some confusion with 
respect to compliance with both the letter and the spirit of these 
requirements.  Many public companies have worked hard to comply 
with these new rules, and have not all taken the same path.  In 
recognition of this and as a result of our ongoing efforts to evaluate 
and improve our public disclosures when appropriate, we would like 
to advise you of the following recent actions that have been taken by 
the Company: 
 

1.  On April 20, 2012, the Company filed with the SEC, 
pursuant to Item 5.07(d), an amendment on Form 8-K/A . . . .  
This amendment discloses that, in light of the shareholder 
advisory vote at the 2011 Annual Meeting on the frequency of 

                                           

11 Id. at 3. 
12 See id. (requesting only that Company take certain remedial measures, but noting that “[i]f you 
fail to respond or contact the undersigned by May 4, 2012, we will be forced to assume that you 
have decided not to pursue any investigation, litigation, or remedial steps described above and 
we will be forced to take such action as we deem in the best interest of the Company and its 
shareholders, including but not limited to the institution of an action in a court of law”). 
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shareholder votes on approval of the compensation of the 
Company’s named executive officers . . . the Company intends 
to hold a say-on-pay vote every year . . . . 
 
2.  On April 25, 2012, the Company mailed a letter to its 
shareholders, which, among other things, clarifies whether and 
how the Company considered the results of the shareholder 
advisory vote on the approval of the compensation . . . . 
 
3.  In view of the delayed submission of the Form 8-K 
Amendment, the Company recently authorized its Director of 
Investor Relations to undertake a complete review of the 
Current Report requirements under the Exchange Act as they 
currently exist and will be implementing an education program 
that will allow for timely identification and reporting of those 
items that are required to be reported by the Company under the 
Exchange Act. . . .13 
 

The Company’s May 3 letter also assured the Plaintiff that: 

At the next regular meeting of the Company’s Compensation 
Committee, the Compensation Committee will evaluate your request 
that the Company include a provision in its Compensation Committee 
Charter requiring the Compensation Committee to consider the results 
of future say-on-pay votes in its executive compensation decisions 
and practices and that such provision should require the 
Compensation Committee to reach out to certain shareholders that 
voted against the Company’s compensation to determine the reasons 
for such opposition.14 
 

In fact, on September 19, 2012, Astoria’s Compensation Committee did amend its 

Charter as requested by the Plaintiff.15     

                                           

13 Mem. of Law in Supp. of Def.’s Mot. to Dismiss Ex. 8 at 1-2. 
14 Id. at 2. 
15 I note, however, that although the Plaintiff contends that this amendment was a benefit 
conferred on the corporation, the adoption of such an amendment bears no relation to the 
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6. This Litigation 

Following a denied request that Astoria pay attorneys’ fees in connection 

with investigating and mailing his April 16, 2012 Demand, the Plaintiff filed his 

Complaint in this action on December 17, 2013, “seeking an equitable assessment 

of attorneys’ fees,”16 and alleging that the Plaintiff’s efforts to remedy the 

disclosure violations identified in his Demand conferred upon Astoria a benefit 

justifying an award of fees.  On February 11, 2014, Astoria moved to dismiss the 

Complaint.  I heard oral argument on that Motion on May 6, 2014. 

In support of its Motion to Dismiss, Astoria contends that the Plaintiff is not 

entitled to an award of attorneys’ fees under the corporate benefit doctrine, as the 

Plaintiff never (1) presented a meritorious claim to the Astoria board or (2) 

conferred any benefit on the corporation.  In response, the Plaintiff contends that 

under the corporate benefit doctrine, the Plaintiff is entitled to recover attorneys’ 

fees for the successful resolution of his Demand, as it presented a meritorious 

claim for breach of fiduciary duty, and conferred a benefit on the Astoria 

stockholders by bringing the Company into compliance with applicable law. 

 

 

                                                                                                                                        

fiduciary duty claims that the Plaintiff asserts could have been brought here.  Those claims are 
addressed in detail below. 
16 Compl. ¶ 1. 
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II. STANDARD OF REVIEW 

Under Court of Chancery Rule 12(b)(6), this Court must deny a motion to 

dismiss for failure to state a claim upon which relief may be granted where “the 

well-pled factual allegations of the complaint would entitle the plaintiff to relief 

under a reasonably conceivable set of circumstances . . . .”17  In considering such a 

motion, I must “accept the well-pleaded allegations of fact in the complaint as true 

and draw all reasonable inferences that logically flow from those allegations in the 

plaintiff’s favor.”18  I am not required, however, to “blindly accept conclusory 

allegations unsupported by specific facts,” or to “draw unreasonable inferences in 

the plaintiffs’ favor.”19 

III. ANALYSIS 

The Plaintiff here seeks recovery of attorneys’ fees and costs in connection 

with his pre-suit investigation and Demand.  Under the corporate benefit doctrine 

as it applies to moot claims, a plaintiff may receive attorneys’ fees where “(i) the 

[underlying cause of action] was meritorious when filed; (ii) the action producing 

benefit to the corporation was taken by the defendants before a judicial resolution 

was achieved; and (iii) the resulting corporate benefit was causally related to the 

                                           

17 Sustainable Energy Generation Grp., LLC v. Photon Energy Projects B.V., 2014 WL 2433096, 
at *12 (Del. Ch. May 30, 2014). 
18 In re Trados Inc. S’holder Litig., 2009 WL 2225958, at *4 (Del. Ch. July 24, 2009). 
19 Gantler v. Stephens, 965 A.2d 695, 704 (Del. 2009). 
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lawsuit.”20  Our Courts have understood the requirement that an underlying claim 

be “meritorious when filed” to mean only that when presented to the board, the 

underlying cause of action asserted by the plaintiff was meritorious; a plaintiff 

need not have filed an underlying action in the Court of Chancery to recover fees.21 

The corporate benefit doctrine, an exception to the American Rule under 

which each side bears its costs, is premised on the idea that, “where a litigant has 

conferred a common monetary benefit upon an identifiable class of stockholders, 

all of the stockholders should contribute to the costs of achieving that benefit.”22  

Where applicable, the corporate benefit doctrine promotes private enforcement of 

fiduciary breaches; through this fee-shifting mechanism, our legal system 

incentivizes private actors to police corporate misconduct where, in the absence of 

such a mechanism, “there [would] be less shareholder monitoring expenditures 

than would be optimum [for] the shareholders as a collectivity.”23  But, “[o]f 

course, [private enforcement] itself suffers from deep agency problems,”24 and the 

requirement that there exist a meritorious claim when filed, and not merely a 

corporate benefit, operates to further protect stockholder interest under our 

                                           

20 United Vanguard Fund, Inc. v. TakeCare, Inc., 727 A.2d 844, 850 (Del. Ch. 1998). 
21 Bird v. Lida, Inc., 681 A.2d 399, 405 (Del. Ch. 1996). 
22 United Vanguard Fund, Inc., 727 A.2d at 850. 
23 Bird, 681 A.2d at 403. 
24 Id. 
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corporate model, in which the board, not the stockholders, are responsible for 

managing the corporation.25 

Under this model, our Courts adjudicate corporate wrongdoing, not 

directors’ exercise of their discretion.  The availability of cost-shifting for a 

corporate benefit conferred, unrelated to a meritorious claim, was closely 

considered nearly twenty years ago by then-Chancellor Allen in Bird v. Lida.  That 

scholarly and thoughtful analysis cannot be improved upon here.  I  add only that 

where a volunteer stockholder (or non-stockholder, for that matter) notifies 

directors, not that they are in breach of their duties, but simply that they have 

missed a corporate opportunity or should avoid a corporate loss, the consideration 

of such a notification is a board, not a Court, affair.  If the board takes action 

resulting in a corporate benefit, such that it believes the stockholders at large 

would have consented to paying the volunteer for his investigation ex ante, the 

directors may have an incentive to reward the volunteer ex post, and may thereby 

promote not only equity but efficient levels of volunteer-monitoring in the future, 

as the directors find appropriate.  It is only where a benefit results from a demand 

to address corporate wrongdoing under Rule 23.1, however, that it is appropriate 

for the Court to intervene in the equitable distribution of the costs among all 

                                           

25 See Allied Artists Pictures Corp. v. Baron, 413 A.2d 876, 879 (Del. 1980) (“But this Court has 
been concerned with discouraging baseless litigation and has adhered to the merit requirement.”) 
(citation omitted). 
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stockholders, consistent with the Court’s role as an adjudicative body.  Consider a 

stockholder who investigates and provides notice of leaking drums of chemicals 

stored at a corporate site.  Assume that the circumstances are such that no 

actionable breach of duty has taken place by a corporate director or officer in 

connection with the leaks.  The stockholder through his attorney files a demand 

with the board that action be taken to correct the situation, after which the 

corporation investigates and rectifies the leak, saving the corporation loss of 

product and potential legal liability.  The board may decide to reward the 

stockholder, in its discretion.  But the stockholder would not be able to cause the 

Court to force the corporation to reimburse his costs, legal or otherwise, because he 

was a mere volunteer, presumably acting in his own interest.  The sharing of that 

stockholder’s costs—as well as the resulting benefits—among the stockholders at 

large may appear efficient, or “fair,” but this Court is not a general enforcer of 

either of those qualities outside the context of litigation within its purview.  The 

costs of litigation may equitably be distributed by the Court, consistent with its 

jurisdiction; and equitable distribution of legal costs where a meritorious action is 

mooted before litigation commences is but a corollary of the equitable distribution 

of litigation expenses.  But a general allocation of the costs incurred by good 

Samaritans untethered to a meritorious (actual or potential) cause of action would 
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drastically expand the jurisdiction of this Court, and usurp a core function of the 

board of directors. 

In that light, the stockholder in the hypothetical above would no more be 

entitled to compel payment of his costs than would a stockholder/treasure-hunter 

whose research enabled her to reveal to the board that a treasure trove was buried 

on the grounds of corporate headquarters.  To hold otherwise would be to license 

each stockholder to decide how much oversight must be devoted to any given 

corporate activity, and, when a benefit results, shift the cost to the corporation.  

But, so long as the board acts consistent with its fiduciary duties,26 what resources 

to devote to oversight—whether for the inspection of storage containers or the 

search for buried treasure—is a core board function, and not a stockholder 

function.  Only where the stockholder has acted on behalf of the corporation 

because those whose duty it is to act, the directors, have breached their fiduciary 

duties, will the stockholder be entitled to compel payment of fees and costs by the 

stockholders generally, via the equitable power of this Court.27 

                                           

26 See In re Caremark Int’l Inc. Derivative Litig., 698 A.2d 959, 970 (Del. Ch. 1996). 
27 Of course, failure to reward a monitoring volunteer who does the corporation a good turn may 
result in a level of volunteer monitoring that is inefficiently low.  It is not clear, however, that 
coerced cost-shifting in such a situation would result in optimal monitoring, either.  In any event, 
the efficiency argument was disposed of, persuasively in my view, in Bird: 

Quite evidently a strong policy argument in favor of cost sharing in this context 
could be made along that line.  Against that argument stand certain legal 
institutional concerns.  Courts do fashion cost sharing/fee shifting awards under 
established criteria.  In this country that practice occurs not generally, but in a 
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The state of our law remains as set forth by Chancellor Allen in Bird: the 

“presentation of a meritorious corporate claim by a shareholder” is a requisite 

element of a claim for reimbursement under the corporate benefit doctrine.28  In 

that regard, under our case law, “[a] claim is meritorious within the meaning of the 

rule if it can withstand a motion to dismiss on the pleadings if, at the same time, 

the plaintiff possesses knowledge of provable facts which hold out some 

reasonable likelihood of ultimate success.”29 

                                                                                                                                        

limited class of cases.  To the extent courts extend fee shifting to instances in 
which a Rule 23.1 demand is satisfied and derivative litigation is thus avoided, a 
small step away from a practice that limits courts to fee shifting in litigation has 
been taken.  That small step, closely tied by Rule 23.1 to the litigation setting, is 
well justified, as Chancellor Seitz held [in Kaufman v. Shoenberg, 91 A.2d 786 
(Del. Ch. 1952)].  But will not the same justification apply to a larger step which 
would see the court act generally to facilitate solutions to the shareholders 
collective action disabilities by ordering the payment of reasonable compensation 
whenever a shareholder risks the expenditure of funds in monitoring corporate 
management and that expenditure results in board action that confers a substantial 
financial benefit on the corporation?  Perhaps so, but such an innovation is a step 
that would move courts from their traditional mission, including the settlement of 
disputed legal questions (and incidentally the awarding of fees for services 
rendered in litigation), to a rather different administrative task: the ex post pricing 
of “volunteer” informational services to corporations.  While such a result would 
certainly be rational and quite possibly efficient, the step that it requires cannot 
sufficiently be supported by existing legal authorities to warrant judicial adoption 
at this time.  Therefore, I am of the view that to gain reimbursement of 
investigation fees (including reasonable attorney’s fees) following the making of a 
good faith shareholders demand pursuant to Rule 23.1, it is essential that the 
matter brought to the board’s attention constitute a “meritorious” claim of legal 
wrong, and not simply an opportunity for more profitable operation of the firm. 

Bird, 681 A.2d at 407. 
28 Id. at 405. 
29 In re Primedia, Inc. S’holders Litig., 67 A.3d 455, 478 (Del. Ch. 2013) (citing Chrysler Corp. 
v. Dann, 223 A.2d 384, 387 (Del. 1966)). 
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The Defendant here contends that the Plaintiff has failed to identify a 

meritorious underlying cause of action justifying a fee award under the corporate 

benefit doctrine.  While the Plaintiff generally asserts that the Astoria board 

breached its fiduciary duties by failing to comply with the disclosure requirements 

under Dodd-Frank, he does not fully articulate the legal bases underlying any 

fiduciary breach.  I assume, for purposes of this Motion to Dismiss only, that a 

corporate benefit has resulted from the actions of the Plaintiff.30  In the remainder 

of this Memorandum Opinion, I consider whether the underlying allegations 

contained in the Plaintiff’s Demand and Verified Complaint state a meritorious 

cause of action for breach of the duty of candor, loyalty, or care.  For the reasons 

that follow, I find that the Plaintiff failed to present to the Astoria board any 

meritorious cause of action for breach of fiduciary duty, and accordingly grant the 

Defendant’s Motion to Dismiss. 

1. Duty of Candor 
 
Under Delaware law, directors owe a fiduciary duty to “fully and accurately 

disclose all material information to stockholders when seeking stockholder 

                                           

30 Because I find that the Plaintiff has failed to assert a meritorious underlying claim, I need not 
reach the question of whether in fact the Plaintiff’s actions conferred a benefit on the Astoria 
stockholders. 
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action,”31 which duty arises out of a director’s duties of both loyalty and care.32  As 

under the federal securities laws, information is material if, in the context of the 

“total mix” of information, a reasonable stockholder would consider it important in 

deciding how to act.33  To survive a motion to dismiss, “a pleader must allege that 

facts are missing from the statement, identify those facts, state why they meet the 

materiality standard and how the omission caused injury.”34   

As noted above, the Plaintiff fails in briefing to articulate the basis of the 

underlying fiduciary duty claim asserted in his Demand, nor does his Complaint 

identify such a basis.35  The Plaintiff’s Demand itself, however, asserted that, “[i]n 

violation of [SEC] regulation disclosure standards and the Astoria Board’s duty of 

                                           

31 Ehlen v. Conceptus, Inc., 2013 WL 2285577, at *2 (Del. Ch. May 24, 2013); see also In re 
Sauer-Danfoss Inc. S’holders Litig., 65 A.3d 1116, 1127 (Del. Ch. 2011) (“[I]f a complaint does 
not identify a material misstatement or omission, it cannot survive a motion to dismiss and 
therefore is not meritorious.”). 
32 See Orman v. Cullman, 794 A.2d 5, 41 (Del. Ch. 2002) (“The fiduciary duty to disclose 
material facts does not solely implicate the duty of loyalty, a breach of which results in liability 
that cannot be avoided by an exculpatory provision. Rather, ‘[t]he duty of directors to observe 
proper disclosure requirements derives from the combination of the fiduciary duties of care, 
loyalty and good faith.’”). 
33 Ehlen, 2013 WL 2285577, at *2. 
34 Malpiede v. Townson, 780 A.2d 1075, 1087 (Del. 2001) (quoting Loudon v. Archer-Daniels-
Midland Co., 700 A.2d 135, 141 (Del. 1997). 
35 The Plaintiff’s Complaint refers only twice to the Astoria board’s fiduciary duties.  See Compl. 
¶ 16 (“The Demand Letter identified the disclosure deficiencies described above and alleged that 
the Board violated the federal securities laws and breached its fiduciary duty of candor by failing 
to disclose the required and material information detailed above.”); id. at ¶ 24 (“Plaintiff’s 
Demand raised meritorious legal claims with respect to the Board’s breaches of fiduciary duties 
and violations of federal securities laws by failing to disclose material and required information 
following their 2011 say-on-pay vote.”). 
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candor,”36 the Astoria board failed to satisfy the disclosure requirements contained 

in Item 5.07(d) of Form 8-K as well as 17 C.F.R. § 229.402(b)(1)(vii).37  In other 

words, the Plaintiff challenged the board’s failure to disclose (1) how the board 

considered the results of the 2011 Frequency Vote, and (2) whether and how the 

board considered the results of the 2011 Say-On-Pay Vote.  I do not accept, 

however, that the underlying allegations in the Plaintiff’s Demand presented a 

meritorious claim for breach of the duty of candor under Delaware law.   

The Plaintiff has identified two purportedly actionable omissions, neither of 

which, in my view, rise to a level of a breach of the duty of candor.  First, the 

Plaintiff suggests that a failure to disclose to the Astoria stockholders how the 

board considered the results of the 2011 Frequency Vote constituted a breach of 

the duty of candor.  However, it is unclear to me how that information would be 

material to a reasonable stockholder given that the board (1) recommended in the 

2011 Proxy Statement that stockholders vote to hold annual Say-On-Pay Votes; (2) 

disclosed in a subsequent 8-K that “[b]ased on the vote indicated below, the results 

of the future advisory shareholder votes to approve the compensation of the 

                                           

36 Mem. of Law in Supp. of Def.’s Mot. to Dismiss Ex. 5 at 2 (emphasis added). 
37 I note that although the Plaintiff contended in his Demand that the failure to omit certain 
information violated disclosure requirements under Dodd Frank, Dodd Frank itself explicitly 
provides that the Act does not “create or imply any change to the fiduciary duties” of, or “create 
or imply any additional fiduciary duties” for, directors.  15 U.S.C. § 78n-1(c)(2)-(3). 
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Company’s named executives is every year;”38 and (3) disclosed in the 2012 Proxy 

Statement its intent to hold a second Say-On-Pay Vote.  With that information 

available to the Astoria stockholders, I find that the board did not omit material 

information in its initial 8-K by failing to explicitly inform the stockholders that 

the results of the 2011 Frequency Vote showed that the stockholders had voted to 

hold future Say-On-Pay Votes annually, as the board had recommended, and that 

the board had accepted those results. 

Similarly, whether and how the board considered the results of the 2011 

Say-On-Pay Vote cannot be material as a matter of Delaware law.  The Plaintiff 

can point to no authority indicating that, as a matter of Delaware law, every 

consideration underlying a board’s approval of executive compensation must be 

disclosed.  The supplemental disclosure made after the Demand—which the 

Plaintiff points to as a corporate benefit—itself provided only the boilerplate 

information that the board “was aware of a variety of factors, including the 

outcome of the advisory vote, when it authorized the changes, but no single factor 

was determinative.”39  Known to the stockholders, before the Plaintiff sent his 

Demand and the board supplemented the 2012 Proxy Statement, was that (1) the 

board recommended certain compensation packages in 2011; (2) the board planned 

                                           

38 Mem. of Law in Supp. of Def.’s Mot. to Dismiss at 17, Chart 1. 
39 Id. at 18, Chart 2. 
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to “take into account the outcome of the vote when considering future executive 

compensation;”40 (3) a majority of the stockholders voted in favor of the board’s 

recommendation;41 and (4) the board implemented those compensation decisions it 

had recommended and the stockholders had blessed.42  The proxy supplement, 

though in compliance with Dodd-Frank, is devoid of further content, and the 

failure to include the additional disclosures in the Company’s 2012 Proxy 

Statement does not, in my view, constitute a material omission sufficient to 

demonstrate a breach of the duty of candor.  

2. Caremark Claim 

As the underlying facts of the Plaintiff’s Demand and Complaint do not state 

a claim for breach of the duty of candor, neither do they state a claim for breach of 

the duty of good faith under the standard articulated in Caremark.  As that case 

explained, “a director’s obligation includes a duty to attempt in good faith to assure 

that a corporate information and reporting system, which the board concludes is 

adequate, exists, and that failure to do so under some circumstances may, in theory 

at least, render a director liable for losses caused by non-compliance with 

applicable legal standards.”43  However, “only a sustained or systematic failure of 

                                           

40 Id. 
41 Id. Ex. 2 at 2. 
42 Id. Ex. 4 at 34, 39. 
43 In re Caremark Int’l Inc. Derivative Litig., 698 A.2d 959, 970 (Del. Ch. 1996). 
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the board to exercise oversight—such as an utter failure to attempt to assure a 

reasonable information and reporting system exists—will establish the lack of 

good faith that is a necessary condition to liability.”44  As the Plaintiff’s Complaint 

concedes, the Company’s May 3, 2012 response to the Plaintiff’s Demand 

indicated that Astoria “regularly evaluate[s] the adequacy of [its] compensation-

related disclosures and related policies and procedures.”45  Further, Plaintiff’s 

counsel agreed at oral argument that he “wouldn’t view this through a Caremark 

lens.”46  As neither the Plaintiff’s Complaint nor his Demand provides any basis to 

infer that the Astoria board utterly failed to institute procedures aimed at ensuring 

the Company satisfies applicable disclosure laws, I conclude that the Plaintiff’s 

Demand failed to present to the Company a meritorious Caremark claim. 

3. Good Faith 

The underlying facts of the Plaintiff’s Demand and Complaint also fail to 

present a meritorious claim for breach of the duty of good faith independent of a 

Caremark claim.  In addition to situations “where the fiduciary intentionally fails 

to act in the face of a known duty to act, demonstrating a conscious disregard for 

his duties,” a fiduciary may also act in bad faith by “intentionally break[ing] the 

law,” or by “intentionally act[ing] with a purpose other than that of advancing the 

                                           

44 Id. at 971. 
45 Mem. of Law in Supp. of Def.’s Mot. to Dismiss Ex. 8 at 1. 
46 Oral Arg. Tr. 24:14-15. 
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best interests of the corporation . . . .”47  Neither the Plaintiff’s Demand nor his 

Complaint provides the Court any basis to infer that, assuming the Astoria board 

did in fact violate disclosure requirements under Dodd-Frank, it did so 

intentionally.48  Rather, at oral argument, Plaintiff’s counsel suggested that a 

meritorious underlying claim for breach of the duty of good faith may have existed 

because, had the board chosen to disregard the Plaintiff’s Demand, the Plaintiff 

then could “have filed a complaint that said that by refusing the demand, the board 

now knew the violation of the federal securities law that existed and refused to 

remedy it.  That is a decision to continue to violate the law.”49  Of course, the 

corporate benefit doctrine requires the actual existence of a meritorious claim at 

the time a cause of action is filed or presented to the board—not the theoretical 

existence of a meritorious claim under circumstances that never came to fruition—

and that argument accordingly must fail.  As a result, I find that the Plaintiff 

presented no meritorious underlying claim for breach of the duty of good faith. 

 

                                           

47 In re Goldman Sachs Grp., Inc. S’holder Litig., 2011 WL 4826104, at *13 (Del. Ch. Oct. 12, 
2011). 
48 In briefing, the Plaintiff contends that “[d]irectors and officers have a fiduciary duty to ensure 
that a company is in compliance with applicable laws and regulations.”  Pl.’s Mem. of Law in 
Opp’n to Def.’s Mot. to Dismiss at 9.  In support of that contention, the Plaintiff cites case law 
explaining that “[u]nder Delaware law, a fiduciary may not choose to manage an entity in an 
illegal fashion[.]”  Id. (citing Metro Commc’n Corp. BVI v. Advanced Mobilcomm Techs., Inc., 
854 A.2d 121, 131 (Del. Ch. 2004)).  However, as indicated above, neither the Plaintiff’s 
Demand nor his Complaint indicates that the board intentionally “chose” to violate known law. 
49 Oral Arg. Tr. 25:1-5. 
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4. Duty of Care 

Finally, I find that the Plaintiff’s Demand and Complaint do not allege facts 

sufficient to state a meritorious claim for breach of the duty of care.  As an initial 

matter, Astoria’s Certificate of Incorporation contains a provision adopted pursuant 

to 8 Del. C. § 102(b)(7) exculpating directors for breaches of the duty of care.50  As 

a result, only a claim for injunctive relief, and not money damages, could 

theoretically state a claim for breach of the duty of care that could survive a motion 

to dismiss.  Such a claim would be problematic, as it is unclear what injunctive 

relief would be available to the Plaintiff in this Court,51 or how the Plaintiff could 

demonstrate irreparable harm.   

At any rate, even if Astoria’s 102(b)(7) provision did not prevent the 

Plaintiff from pursuing a duty of care claim against the Astoria board, his Demand 

and Complaint contain no allegations indicating that the Astoria directors acted 

with gross negligence—reckless indifference to their responsibilities—sufficient to 

                                           

50 Certificate of Incorporation § 11. 
51 The Plaintiff suggests that he could have brought a non-exculpated claim for (1) a declaratory 
judgment that the Company failed to comply with federal disclosure laws, and (2) injunctive 
relief compelling the Company to comply with applicable law.  This Court is not typically in the 
business of issuing injunctions requiring defendants to comply with the law, however, as “it is 
not at all clear what purpose would be served by enjoining [a defendant] from violating duly 
enacted statutes that it is already duty-bound to honor.” State ex rel. Brady v. Pettinaro Enters., 
870 A.2d 513, 536 (Del. Ch. 2005). 
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constitute a breach of the duty of care.52  To the contrary, the Plaintiff has not 

suggested that any action of the board amounted to gross negligence, nor did the 

Plaintiff identify a breach of the duty of care in his Demand, which noted only that 

“[b]ased on the foregoing, the Astoria Board breached its fiduciary duty of loyalty 

(and candor and good faith).”53  As a result, I conclude that the Plaintiff failed to 

assert a meritorious claim for breach of the duty of care in his Demand or 

Complaint. 

IV. CONCLUSION 

For the reasons explained above, I conclude that the Complaint fails to state 

a claim for entitlement to attorneys’ fees under the corporate benefit doctrine.  

Evaluating the allegations of the Complaint and the Plaintiff’s Demand, the 

Plaintiff has presented no underlying meritorious claim for breach of fiduciary 

duty.  Accordingly, the Defendants’ Motion to Dismiss is granted.  An appropriate 

Order is attached. 

  

                                           

52 See Malpiede v. Townson, 780 A.2d 1075, 1098 n.77 (Del. 2001) (“In the corporate context, 
[director] liability for breaching the duty of care is predicated upon concepts of gross 
negligence.”) (internal quotation marks omitted); McPadden v. Sidhu, 964 A.2d 1262, 1273-74 
(Del. Ch. 2008) (“Gross negligence . . . is exculpated because such conduct breaches the duty of 
care. . . .  Delaware’s current understanding of gross negligence is conduct that constitutes 
reckless indifference or actions that are without the bounds of reason.”). 
53 Mem. of Law in Supp. of Def.’s Mot. to Dismiss Ex. 5 at 2. 
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IN THE COURT OF CHANCERY OF THE STATE OF DELAWARE 

DAVID RAUL, as custodian for 
MALKA RAUL UTMA, NY, 
 

Plaintiff, 

) 
) 
) 
) 

 

 
v. 

) 
) 
) 

 
Civil Action No. 9169-VCG 

ASTORIA FINANCIAL  
CORPORATION, 
 

Defendant. 

) 
) 
) 
) 
 

 

 

ORDER 

AND NOW, this 20th day of June, 2014, 

For the reasons stated in my Memorandum Opinion of June 20, 2014, the 

Defendant’s Motion to Dismiss is GRANTED, and this action is DISMISSED. 

SO ORDERED:  

        

 /s/ Sam Glasscock III 
 Vice Chancellor 
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LEGROW, Master  



1 

 

 The advancement disputes that reach this Court often begin to take on a quality 

reminiscent of the late Harold Ramis‟s comedic masterpiece, “Groundhog Day.”  

Although the arguments change slightly, and companies occasionally seize upon novel 

arguments to advance their ultimate goal of avoiding their contractual obligations, the 

plot rarely shifts: a company that granted its directors and officers broad indemnification 

and advancement rights in bylaws or employment agreements seeks to avoid the 

consequences of that promise when a director or officer is accused of serious wrongdoing 

that allegedly injured the company.   

 Such is the case here.
 1

  Although the defendant company argues that the plaintiffs 

– its former officers – are not entitled to advancement because the underlying litigation 

does not involve actions the plaintiffs took in their official corporate capacity, the 

company‟s briefs reveal its real position:  that Delaware‟s public policy “is contravened 

when advancement is provided to an individual who has undertaken serious financial 

wrongdoing and other misconduct to further his own interests, contrary to the best 

interests of the company.”
2
  This argument, of course, ignores one important procedural 

fact:  the plaintiffs have been accused of wrongdoing, but the underlying litigation is 

ongoing and the plaintiffs are entitled to defend themselves against those allegations with 

the benefit of the advancement rights granted by the company they served.  That result is 

wholly consistent with, and in fact required by, the public policy of this State, a 

                                                           
1
 “My years are not advancing as fast as you think.”  “More coffee?”  “Keep it coming.” 

GROUNDHOG DAY (Columbia Pictures 1993). 
2
 Def.‟s Opening Br. in Supp. of its Mot. for Summ. J. at 13. 
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conclusion repeatedly confirmed in decisions of this Court and the Delaware Supreme 

Court. 

BACKGROUND 

 Except as noted, the background facts are not in dispute.  As is typical in 

advancement cases, the parties steadfastly disagree about the truth of the factual 

allegations in the underlying litigation, but the plaintiffs‟ right to advancement does not 

turn on a resolution of those disputed facts, but rather on the contractual rights granted to 

the plaintiffs under the defendant‟s bylaws and application of those rights to the claims 

asserted in the underlying litigation. 

A. The Parties 

Thomas A. Rizk (“Rizk”) founded the defendant TractManager, Inc. (“TMI” or 

the “Company”) in 2000 and served as its CEO and a director of the Company until April 

5, 2013.  Rizk also served as an officer or director of several entities affiliated with TMI.  

John A. Douglas (“Douglas”) served as TMI‟s Chief Information Officer (“CIO”) from 

May 2011 until April 5, 2013.  Rizk and Douglas are the plaintiffs (“Plaintiffs”) in this 

advancement action.  TMI is a Delaware corporation with its principal place of business 

in Saddle Brook, New Jersey.  TMI provides contract management services in the 

healthcare industry and utilizes proprietary technology and applications developed by the 

Company. 

B. The Joint Venture 

In 2010, TMI began operating internationally through a joint venture (the “Joint 

Venture”) with SCG Limitless International GP Inc. (“SCG”), whose members include 
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Rizk‟s son, Geoffrey Rizk (“Geoffrey”), Prince Emir Saud Bin Abdul Azziz Bin Majid 

Al Saud, and Celestino Diaz, a Venezuelan national.  The Joint Venture was formed to 

explore business opportunities in certain foreign countries.  TractManager International 

GP Inc. (“TMI International GP”) is the managing general partner of the Joint Venture 

and is controlled by TMI.  Rizk was the initial CEO of TMI International GP. 

C. Arsenal’s Investment in TMI 

In December 2012, Arsenal Capital Partners (“Arsenal”) entered into a merger 

whereby Arsenal acquired majority ownership of TMI (the “Merger”).  Arsenal is a 

private equity firm that invests in middle-market companies.  After the Merger, TMI 

became wholly-owned by TractManager Holdings LLC (“Holdings”), in which Arsenal 

controls a majority stake.  In connection with the Merger, some of TMI‟s stockholders 

sold their entire interest in the Company to Arsenal, while others – including Rizk – sold 

some of their stock but retained an investment in the Company when their interests were 

converted in the Merger into membership units of Holdings.   

As a result of the Merger, Arsenal has the right to appoint three of TMI‟s four 

directors, with each Arsenal director having two votes.  The minority stockholders 

designated Rizk as their representative on TMI‟s board of directors.  The minority 

stockholders‟ board designee holds one vote.   

D. Plaintiffs’ Termination from TMI 

After the Merger, Rizk and Douglas continued in their positions as CEO and CIO, 

respectively, of TMI, and signed employment agreements with TMI dated December 19, 

2012 (the “Employment Agreements”).  In the litigation now pending in New Jersey, 
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TMI alleges that – shortly after taking control of the Company – the three directors 

appointed by Arsenal discovered “serious improprieties” in the Company‟s record-

keeping and expenses, particularly relating to the Joint Venture.
3
  TMI contends in the 

New Jersey litigation that the monthly expenses for the Joint Venture outpaced revenue 

by approximately 600%, and the Joint Venture‟s results were markedly different from the 

budget and projections provided to Arsenal in connection with the Merger negotiations.
4
  

Arsenal also learned through investigation and discussions with TMI employees that 

Geoffrey Rizk and his partners in SCG had been issued TMI credit cards and routinely 

incurred substantial charges on questionable activities, including tens of thousands of 

dollars incurred in a three-month period at restaurants, bars, and nightclubs in New York 

City, Las Vegas, Miami, and Park City, along with payments to an unknown woman.
5
 

On April 5, 2013, at a telephonic meeting of TMI‟s board, TMI terminated Rizk 

and Douglas from their employment with the Company.  TMI stated that the termination 

was “for cause, by reason of „willful misconduct, acts of dishonesty, malfeasance and 

material breaches of [Rizk‟s and Douglas‟s] responsibilities to the company and its 

shareholders … .‟”
6

  TMI also required Rizk to resign as CEO of TractManager 

                                                           
3
 Rizk v. Brown, Answer, Separate Defenses and Countercls. of Defs. to the 2d. Am. Verified 

Compl. (hereinafter cited as “NJ Countercl.”), Dkt. No. C-40-13, (N.J. Super. Ct. Ch. Div.),  ¶ 

42. 
4
 Id. ¶ 42. 

5
 Id. ¶¶ 43-45. 

6
 Id. ¶ 51. 
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International GP, and there is a dispute between the parties about whether Rizk resigned 

from that position in a timely manner.
7
 

E. The First New Jersey Action 

 On April 10, 2013, Rizk, Douglas, and several other individuals and entities filed a 

complaint against TMI, its directors, and other individuals and entities in New Jersey 

state court (the “First New Jersey Action”).  Among other things, the complaint in the 

First New Jersey Action alleges Rizk and Douglas improperly were terminated from 

TMI.  On June 17, 2013, TMI and certain other defendants filed an answer to the second 

amended complaint in the New Jersey Action, along with a series of counterclaims 

against Rizk, Douglas, and the other plaintiffs (the “New Jersey Counterclaims”). 

 In all, the New Jersey Counterclaims assert nine claims against various plaintiffs.  

As described above, TMI alleges that, after the Merger, the directors appointed by 

Arsenal discovered significant issues at the Company, primarily relating to the Joint 

Venture, including expenses that substantially outpaced revenue and a culture in which 

Geoffrey and some of his SCG associates lived an extravagant lifestyle largely financed 

by TMI.  More significantly for purposes of this advancement action, the New Jersey 

Counterclaims allege that this pattern of Geoffrey and his associates incurring expenses 

on the Company‟s credit cards for costs unrelated to TMI‟s business was authorized and 

enabled by Rizk.  TMI alleges Rizk directed that Company credit cards be issued to his 

son and his friends and told other TMI executives that Geoffrey was their boss and 

                                                           
7
 See id. ¶ 68. 



6 

 

“going against his wishes was a „fireable offense.‟”
8
  TMI also alleges that Rizk 

improperly allocated to the Company expenses associated with the Joint Venture and 

required TMI employees to devote time to development efforts of the Joint Venture, in an 

effort to inflate artificially the Joint Venture‟s profits at the expense of TMI‟s domestic 

business.
9
 

 The New Jersey Counterclaims also describe what TMI contends was an 

intentional and concerted effort by Douglas and Rizk to destroy TMI‟s data.  The New 

Jersey Counterclaims describe incidents in February and March 2013 in which Douglas – 

with the knowledge and support of Rizk – deleted e-mails from TMI‟s server, including 

deleting a specific e-mail chain regarding the allocation of expenses between TMI and 

the Joint Venture and removing all of Rizk‟s work e-mails from the server.
10

  In early 

April 2013, George Brown, who is the President of TMI, Rizk‟s brother-in-law, and a 

“whistleblower” regarding Rizk‟s purported wrongdoing, allegedly received a call from 

Douglas in which Douglas stated that he was going to delete all of Brown‟s e-mails.  The 

following day, TMI alleges, all of George Brown‟s e-mails were deleted.
11

  In the New 

Jersey Counterclaims, TMI further alleges that Douglas “re-imaged” several company-

issued computers in the hours leading up to and following the April 5, 2013 board 

meeting, causing all of the data on those computers to be deleted permanently.
12

 

                                                           
8
 Id. ¶¶ 44, 45(G). 

9
 Id. ¶¶ 46-47. 

10
 Id. ¶¶ 56-57. 

11
 Id. ¶ 58. 

12
 Id. ¶¶ 53-55.   
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 The theme running through the New Jersey Counterclaims is that Rizk engaged in 

mismanagement and impropriety in connection with managing TMI and allocating 

expenses to the Company, and that Douglas and Rizk took affirmative steps to conceal 

this wrongdoing by deleting TMI‟s information, including e-mails, from the Company‟s 

computers and servers.  The pleadings specifically allege that the financial improprieties 

and waste of resources occurred “with the express or tacit approval of [Rizk],” and that 

Douglas used his “superior access” as CIO to delete data.
13

 

 Counts I and II of the New Jersey Counterclaims are asserted against Rizk and 

Douglas, respectively, and allege that each of them breached their employment 

agreement with TMI by engaging in the various acts of wrongdoing described in the 

counterclaims, including the financial improprieties and destruction of data.
14

  Counts I 

and II also allege that Rizk and Douglas breached their employment agreements by (i) 

violating the exclusive remedy provisions in the agreement by bringing the First New 

Jersey Action, (ii) refusing to return the Company‟s confidential and privileged 

information, (iii) disclosing the Company‟s confidential information, and (iv) as to Rizk, 

refusing to resign promptly from positions Rizk held with TMI-related entities.
15

  Counts 

III and IV of the New Jersey Counterclaims allege that Risk and Douglas breached the 

covenant of good faith and fair dealing implied in their employment agreements by 

engaging in the wrongful acts alleged in the complaint.
16

 

                                                           
13

 Id. ¶¶ 48, 60. 
14

 Id. ¶¶ 63, 72. 
15

 Id. ¶¶ 64-68, 73-76. 
16

 Id. ¶¶ 82-83, 88-89. 
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 Counts V and VI are fiduciary duty claims against Rizk and Douglas that TMI 

concedes are subject to advancement, although it nevertheless refused the advancement 

demands made by Rizk and Douglas and – according to the record – has not advanced 

any of the fees and expenses Rizk and Douglas have incurred in connection with those 

claims.  Finally, Counts VII, VIII, and IX are claims for replevin, conversion, and 

conspiracy.  In those three counts, TMI alleges that Rizk, Douglas, and possibly others 

have possession of TMI‟s computer equipment and confidential and proprietary data, 

which they have refused to return.
17

 

F. The Second New Jersey Action 

On May 28, 2013, several non-parties to this action filed a complaint against TMI 

and others in New Jersey state court (the “Second New Jersey Action”).  Neither Rizk nor 

Douglas is a plaintiff in that action.  On June 17, 2013, TMI and others filed a third party 

complaint (the “Third Party Complaint”) against Rizk and several other individuals 

associated with the Joint Venture.  The Third Party Complaint rehashes many of the same 

allegations of Rizk‟s and Douglas‟s wrongful conduct that are contained in the First New 

Jersey Action.  Douglas, however, is not named as a defendant in the Third Party 

Complaint.  The Second New Jersey Action alleges four third party claims against Rizk:  

fraud, conversion, and conspiracy to commit fraud and conversion.  TMI does not dispute 

that the claims alleged against Rizk in the Third Party Complaint are subject to 

advancement under TMI‟s bylaws, although TMI has not advanced any of Rizk‟s fees or 

expenses in that action. 

                                                           
17

 Id. ¶¶ 101 - 117. 
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G. The New York Action 

In addition to the two separate actions in New Jersey, TMI also separately filed on 

October 25, 2013 an action against Rizk and other principal stockholders of TMI who 

sold their interests in the Company to Arsenal in the Merger (the “New York Action”).  

The New York Action again recites much of the alleged wrongdoing attributed to Rizk in 

the two New Jersey actions, including the allegations regarding the expenses improperly 

incurred by Geoffrey and his associates and the improper allocation of the Joint 

Venture‟s expenses to TMI and misuse of TMI‟s resources and employees to prop up the 

Joint Venture.
18

  The New York Action contains a single count of breach of contract 

claim stemming from alleged breaches of the representations made by TMI‟s selling 

shareholders in the Merger Agreement. 

H. The Plaintiffs’ Demands for Advancement and TMI’s Bylaws 

On September 4, 2013, Rizk and Douglas demanded advancement from TMI for 

the fees and expenses incurred in defense of the New Jersey Counterclaims, and Rizk 

demanded advancement for his fees and expenses incurred in defense of the Third Party 

Complaint.
19

  Rizk and Douglas maintained they were entitled to advancement under 

TMI‟s bylaws, which provide: 

Each person who was or is made a party or is threatened to be made a party 

to or is otherwise involved … in any actual or threatened action, suit or 

proceeding … by reason of the fact that he or she is or was a director or 

officer of the Corporation or, while a director or officer of the Corporation, 

                                                           
18

 TractManager, Inc. v. TM Holding, LLC, (N.Y. Sup. Ct.), Compl. (hereinafter cited as “N.Y. 

Compl.”) ¶¶ 22-29. 
19

 Rizk v. TractManager, Inc., C.A. No. 9073-ML, Verified Am. Compl. for Advancement 

(hereinafter cited as “Advancement Compl.”) Exs. B, E. 
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is or was serving at the request of the Corporation as an employee or agent 

of the Corporation or as a director, officer, partner, member, trustee, 

administrator, employee or agent of another corporation or of a partnership, 

joint venture, limited liability company, trust or other enterprise, including 

service with respect to an employee benefit plan (an “indemnitee”), whether 

the basis of such proceeding is alleged action in an official capacity as a 

director or officer or in any official capacity as a director or officer, or in 

any other capacity while serving as a director or officer, shall be 

indemnified and held harmless by the Corporation to the fullest extent 

authorized by the DGCL. 

* * * 

[I]n addition to the right to indemnification conferred herein, an indemnitee 

shall also have the right to be paid by the Corporation the expenses incurred 

in defending any such proceeding in advance of its final disposition (an 

“advance of expenses”); provided however, that if and to the extent that the 

DGCL requires, an advance of expenses incurred by an indemnitee in his or 

her capacity as a director or officer … shall be made only upon delivery to 

the Corporation of an undertaking[.]
20

 

The advancement demands submitted by Rizk and Douglas were accompanied by 

undertakings to repay TMI in the event of a final, non-appealable determination that the 

Plaintiffs were not entitled to indemnification in connection with the claims for which 

advancement was paid.  TMI quickly rejected the demands, responding that advancement 

was neither permitted nor required under TMI‟s bylaws and 8 Del. C. § 145, because the 

claims against Rizk and Douglas “assert acts of bad faith … which were opposed to the 

best interests of [TMI].”
21

  Rizk also demanded advancement for the fees incurred in 

connection with the claim asserted against him in the New York Action, a demand the 

Company also refused.
22

 

                                                           
20

 Id. Ex. H, Art. V, § 1. 
21

 Id. Exs. C, F. 
22

 Id. ¶ 16 & Ex. I;  
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I. Procedural Background 

Rizk and Douglas filed this advancement action on November 12, 2013, seeking 

advancement for the claims asserted against them in the New Jersey Counterclaims, 

along with advancement for Rizk for the claims asserted against him in the Third Party 

Complaint.  The Plaintiffs also seek indemnification for the fees and expenses incurred in 

this action.  The Plaintiffs amended their complaint on November 22, 2013 to add a claim 

for advancement of the fees and expenses incurred by Rizk in the New York Action.   

The parties agreed to a stipulated scheduling order that permitted abbreviated 

discovery, after which the parties filed cross-motions for summary judgment.
23

  Shortly 

after argument on the cross-motions, the parties advised the Court that TMI had filed an 

amended complaint in the New York Action and dismissed without prejudice its claims 

against Rizk.
24

  Rizk argues that he now is entitled to indemnification for the New York 

Action, and is entitled to “fees on fees” for prosecuting his advancement claim relating to 

that action.  TMI, however, maintains that the dismissal of Rizk from the New York 

Action has no bearing on this Court‟s analysis, and that Rizk is not now, and never has 

been, entitled to advancement or indemnification relating to that case.
25

 

  

                                                           
23

 Before the parties moved for summary judgment, the Plaintiffs moved for a protective order 

against discovery TMI sought into the Plaintiffs‟ bills in the underlying litigation.  At the 

conclusion of argument on the motion for protective order, I issued a report recommending that 

the Court grant the Plaintiffs‟ motion, concluding that the Plaintiffs were not required to produce 

their bills in the underlying litigation until the Court reached a conclusion regarding the claims 

for which the Plaintiffs were entitled to advancement.  See Rizk v. TractManager, Inc., C.A. No. 

9073-ML (Jan. 17, 2014) (TRANSCRIPT) at 37-41. 
24

 Letter from Rudolf Koch, Esq. to the Court (Mar. 11, 2014), Exs. A, B. 
25

 Letter from Kenneth J. Nachbar, Esq. to the Court (Mar. 12, 2014), at 1-2. 
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ANALYSIS 

Where, as here, the parties file cross-motions for summary judgment, the Court 

may deem the motions to be the equivalent of a stipulation for decision based on the 

record submitted.
26

  Advancement disputes routinely are resolved through summary 

judgment practice because the summary nature of the dispute allows the Court to resolve 

on a paper record issues that almost always depend on the terms of the bylaws and the 

nature of the pleadings in the underlying litigation.
27

  Although the submission of cross-

motions for summary judgment does not operate per se as a concession that no material 

facts are in dispute, the parties have not identified any factual issues that preclude an 

entry of judgment in this case, nor do any appear from my review of the record. 

Although the briefing on the pending motions was extensive, the parties succeeded 

in narrowing the issues before the Court, largely because TMI conceded for the first time 

that the Plaintiffs were entitled to advancement for certain of the claims in the First New 

Jersey Action, and that Rizk is entitled to advancement for the entirety of the Second 

New Jersey Action, although those concessions are subject to a waiver defense discussed 

below.  The issues that remain between the parties for purposes of the pending cross-

motions are (1) the extent, if any, to which Douglas and Rizk are entitled to advancement 

for their defense of counterclaims I-IV and VII-IX in the First New Jersey Action, (2) 

whether Rizk is entitled to advancement for his defense of the New York Action, and (3) 

                                                           
26

 Ct. Ch. R. 56(h). 
27

 Sun-Times Media Gp., Inc. v. Black, 954 A.2d 380, 388 (Del. Ch. 2008); Senior Tour Players 

207 Mgmt. Co. LLC v. Golftown 207 Holding Co. LLC, 853 A.2d 124, 126-27 (Del. Ch. 2004); 

Weinstock v. Lazard Debt Recovery Gp., LLC, 2003 WL 21843254, at *2 (Del. Ch. Aug. 8, 

2003). 
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whether the Plaintiffs waived their right to seek mandatory advancement from TMI by 

arguing in the First New Jersey Action that the advancement rights conferred by TMI‟s 

bylaws are discretionary. 

I. The Scope of the Plaintiffs’ Advancement Rights Generally 

Section 145 of the Delaware General Corporation Law (“DGCL”) allows – and at 

times requires − corporations to indemnify current and former officials for expenses they 

incur in actions brought against them in their official capacity.
28

  As the Delaware 

Supreme Court has explained,  

Section 145 serves the dual policies of:  (a) allowing corporate officials to 

resist unjustified lawsuits, secure in the knowledge that, if vindicated, the 

corporation will bear the expenses of litigation; and (b) encouraging 

capable women and men to serve as corporate directors and officers, secure 

in the knowledge that the corporation will absorb the costs of defending 

their honesty and integrity.
29

 

Advancement, which is an “important corollary” to indemnification, furthers those 

purposes by attracting capable individuals to serve corporations, secure in the knowledge 

that the corporation will provide “immediate interim relief” by advancing the fees and 

costs the official may incur in connection with investigations or legal proceedings.
30

   

Although the authority conferred on corporations to advance expenses is 

permissive under Section 145(e), a corporation may make the right to advancement 

mandatory through its charter or bylaws.
31

  As many corporations do, TMI‟s bylaws 

provided mandatory advancement rights to its directors and officers, a point TMI 

                                                           
28

 8 Del. C. § 145(a)-(c). 
29

 VonFeldt v. Stifel Fin. Corp., 714 A.2d 79, 84-85 (Del. 1998). 
30

 Homestore, Inc. v. Tafeen, 888 A.2d 204, 211 (Del. 2005). 
31

 Citadel Holding Corp. v. Roven, 603 A.2d 818, 823 (Del. 1992). 
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concedes.  By using the word “shall,” and assuming an obligation to advance fees and 

expenses incurred by an officer or director, TMI also undertook the burden of proving 

that mandatory advancement is not required in a particular case.
32

 

TMI‟s bylaws require the company to indemnify “each person who was or is made 

a party to … any actual or threatened action, suit or proceeding … by reason of the fact 

that he or she is or was a director or officer of the Corporation … (an “indemnitee”),” and 

confers upon an indemnitee “the right to be paid by the Corporation the expenses 

incurred in defending any such proceeding in advance of its final disposition,” subject 

only to a requirement that the indemnitee deliver an undertaking to the corporation if 

required by the DGCL.
33

  The meaning of this “by reason of the fact” standard is by now 

well-worn; several decisions of both this Court and the Delaware Supreme Court explain 

that a proceeding is “by reason of the fact” that one was a corporate officer if there is a 

nexus or causal connection between the underlying proceeding and one‟s official 

capacity, “without regard to one‟s motivation for engaging in that conduct.”
34

  The 

necessary causal connection is established if the corporate powers were used or necessary 

for the commission of the alleged misconduct, even if the cause of action does not specify 

                                                           
32

 See VonFeldt v. Stifel Fin. Corp., 1999 WL 413393, at *3 (Del. Ch. Jun. 11, 1999).  Although 

VonFeldt was decided in the context of a mandatory indemnification provision, rather than a 

mandatory advancement provision, the Court‟s reasoning applies with equal force to an 

advancement dispute.  See id. (“By using the mandatory word “shall” in the indemnification 

bylaw, [the corporation] has contractually agreed to indemnify persons covered by the bylaw … .  

To overcome this self-imposed, mandatory obligation on [the corporation‟s] part, [the 

corporation] must demonstrate to this Court why it should not be required to indemnify [the 

corporate official].”).  See also Paolino v. Mace Security Int’l, Inc., 985 A.2d 392, 407 (Del. Ch. 

2009).   
33

 Advancement Compl. Ex. H, Art. V, § 1. 
34

 Homestore, Inc. v. Tafeen, 888 A.2d 204, 214 (Del. 2005); Danenberg v. Fitracks, Inc., 2012 

WL 11220, at *5 (Del. Ch. Jan. 3, 2012). 
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a claim for breach of fiduciary duty.
35

  The “by reason of the fact” standard is interpreted 

broadly and in favor of advancement in order to further the goals of Section 145.
36

 

II. The First New Jersey Action 

The Plaintiffs contend that they are entitled to advancement for all of the 

counterclaims asserted against them in the First New Jersey Action, not just counts V and 

VI, which are styled as breach of fiduciary duty claims.  TMI disagrees, arguing that 

counts I-IV and VII-IX are claims that arise from actions the Plaintiffs allegedly took in 

their personal capacity, separate from their duties as officers or a director of the 

Company. 

To recap, counts I and II allege that Rizk and Douglas breached their employment 

contracts by refusing to return company property and e-mails, disclosing confidential 

company documents, and violating the exclusive remedy provisions of their employment 

agreements.
37

  Count I also alleges that Rizk violated his employment agreement by 

refusing to resign promptly from certain positions he held with TMI-related entities.
38

  In 

counts III and IV, TMI alleges that Rizk and Douglas breached the covenant of good faith 

and fair dealing in their employment agreements by failing to act in good faith under the 

agreement, damaging the business interests of TMI, and causing the expenditure of funds 

                                                           
35

 Zaman v. Amadeo Holdings, Inc., 2008 WL 2168397, at *17 (Del. Ch. May 23, 2008); 

Bernstein v. TractManager, Inc., 953 A.2d 1003, 1011 (Del. Ch. 2007). 
36

 Underbrink v. Warrior Energy Servs. Corp., 2008 WL 2262316, at *6-7 (Del. Ch. May 30, 

2008). 
37

 NJ Countercl. ¶¶ 64-67, 73-76.   
38

 Id. ¶ 68. 
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in bad faith.
39

  Although these allegations appear to implicate the Plaintiffs‟ conduct as 

officers of TMI, the Company argues that the claims were brought against the Plaintiffs 

“in their personal capacity as employees under a contract, rather than „by reason of the 

fact‟ that they were officers and a director, which status is completely incidental.”
40

  To 

support its contention that these claims must be purely employment-related claims 

divorced from the Plaintiffs‟ official capacity, TMI argues that the Plaintiffs could have 

engaged in this conduct even if they were not officers or a director of the Company, 

offering the rather unremarkable truth that “[a]n employee need not be an officer or 

director of a company to steal company property, disclose confidential documents or 

violate provisions in contracts.”
41

 

Although this Court has recognized that the “by reason of the fact” standard 

should not be construed so as to draw within its ambit every claim brought against an 

officer or director,
42

 a corporation seeking to avoid advancement on the basis that the 

underlying litigation arises solely from terms of an employment agreement must show 

that the claims “clearly involve a specific and limited contractual obligation without any 

nexus or causal connection to official duties.”
43

  This Court‟s decision in Paolino v. Mace 

Security International, Inc. provides a detailed summary of the cases that delineate the 

line between a narrow employment-related claim that does not implicate an officer‟s 

official duties, and a broader contractual claim that bears the necessary causal connection 

                                                           
39

 Id. ¶¶ 82-83, 88-89. 
40

 Def.‟s Opening Br. in Support of its Mot. for Summ. J. at 17. 
41

 Id. at 18. 
42

 See Weaver v. Zenimax Media, Inc., 2004 WL 243163, at *3 (Del. Ch. Jan. 30, 2004). 
43

 Paolino v. Mace Security Int’l, Inc., 985 A.2d 392, 407 (Del. Ch. 2009) (emphasis added). 
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to those duties.  For example, this Court has concluded that former officers are not 

entitled to advancement for claims alleging that they received employment benefits 

inconsistent with the terms of their contracts.
44

  In contrast, this Court has awarded 

advancement when an official ostensibly is sued for violating his employment agreement 

but where (1) the conduct at issue was identical to conduct alleged to be a breach of 

fiduciary duty,
45

 or (2) the contractual claims are grounded in an official‟s alleged misuse 

of the substantial fiduciary responsibility he was given.
46

  In Paolino, the Court 

concluded that this line of cases shows that advancement rights do not arise “when the 

parties are litigating a specific and personal contractual obligation that does not involve 

the exercise of judgment, discretion, or decision-making authority on behalf of the 

corporation.”
47

  To determine on which side of the line the New Jersey Counterclaims 

fall, I must read the claims as a whole and interpret the substance of the allegations in 

each count.
48

 

TMI cites no authority in support of its argument that this inquiry should turn on 

whether a non-officer employee could engage in the wrongdoing alleged in the 

complaint, and such a rule appears inconsistent with the summary nature of advancement 

proceedings and the record typically considered by the Court in resolving these disputes.  

In fact, adopting TMI‟s proposed rule would place a narrow reading on the “by reason of 

the fact” standard, a standard this Court consistently interprets broadly and in favor of 

                                                           
44

 Weaver, 2004 WL 243163, at *3. 
45

 Reddy v. Electronic Data Sys. Corp., 2002 WL 1358761, at *7 (Del. Ch. Jun. 18, 2002). 
46

 Zaman v. Amedeo Holdings, Inc., 2008 WL 2168397, at *28 (Del. Ch. May 23, 2008). 
47

 985 A.2d at 403. 
48

 Weaver, 2004 WL 243163, at *4. 
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advancement.
49

  TMI‟s argument, if accepted, would create an artificial distinction in 

which advancement was dependent on whether the conduct at issue in the underlying 

complaint was conduct in which only an officer could engage, requiring the Court to 

undertake fact-finding outside the limited inquiry typically involved in an advancement 

dispute.
50

  This distinction is particularly ill-fitted in this case, where the Plaintiffs‟ only 

positions with TMI were as officers or – in the case of Mr. Rizk – a director.  TMI does 

not explain why this Court should shift its focus from the capacity in which a plaintiff 

actually served to consider whether a hypothetical non-officer employee could have 

engaged in the same conduct.  The argument appears to be one designed to achieve a 

particular result, without regard for its consistency with settled practice or Delaware law 

or policy. 

Even if TMI‟s argument had merit, however, it would not succeed in this case, 

because a careful reading of the New Jersey Counterclaims shows that TMI alleges that 

the Plaintiffs‟ unique positions as officers allowed them to engage in the alleged 

wrongdoing.  For example, the counterclaims charge that the Plaintiffs “caused” the 

expenditure of funds in bad faith, an action that appears to implicate their authority as 

officers.  The counterclaims also allege that Douglas, in his capacity as CIO, has superior 

access to TMI‟s servers, enabling him to delete and move e-mails, and that Rizk directed 

Douglas to undertake those actions.
51

  

                                                           
49

 Underbrink v. Warrior Energy Servs. Corp., 2008 WL 2262316, at *6-7 (Del. Ch. May 30, 

2008). 
50

 Homestore, Inc. v. Tafeen, 888 A.2d 204, 213 (Del. 2005). 
51

 NJ Countercl. ¶¶ 57, 60. 
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Reading the claims as a whole, I cannot conclude that counts I-IV solely implicate 

personal contractual obligations that do not involve the exercise of the Plaintiffs‟ 

judgment, discretion, or decision-making authority as officers.  To the contrary, those 

claims allege that the Plaintiffs injured the company by failing to act fairly and in good 

faith, including by authorizing improper expenditures of Company funds, disclosing 

confidential company information, and refusing to return Company property and data.  I 

acknowledge that counts I and II of the counterclaims also allege that the Plaintiffs 

violated the exclusive remedy provision in their employment agreements by bringing 

claims against the Company and participating in the First New Jersey Action, allegations 

that appear to involve limited, personal obligations in the employment agreements,  The 

Company, however, chose to combine those allegations with allegations implicating the 

Plaintiffs‟ conduct in their official capacity, and TMI therefore is obligated to advance all 

of the Plaintiffs‟ fees and expenses relating to those counts.
52

 

The Plaintiffs also are entitled to advancement for counts VII-IX of the New 

Jersey Counterclaims.  These counts – for conversion, replevin, and conspiracy – are 

based on allegations that the Plaintiffs are in possession of TMI‟s equipment and data, 

have refused to return the same, and that the data contains highly confidential and 

                                                           
52

 See Danenberg v. Fitracks, Inc., 2012 WL 11220, at *6 (Del. Ch. Jan. 3, 2012) (“[i]t is not 

possible at this stage to parse between pre- and post-merger representations or among causes of 

action such that a lesser allocation would be appropriate.”)  TMI is the master of its own 

pleadings and elected to combine allegations bearing a causal connection to the Plaintiffs‟ 

conduct as officers with allegations involving a limited contractual obligation in the employment 

agreement.  It does not appear equitable or efficient to force the Plaintiffs‟ counsel defending 

those counterclaims to artificially segregate their time between various allegations within a 

particular count.  In a later dispute over indemnification, TMI may argue that it is entitled to 

recover a portion of the advancement from the Plaintiffs.  See id. 
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sensitive information belonging to TMI and its clients.
53

  TMI here reprises its argument 

that the “„true basis‟ of [these] claims is entirely disconnected from [the Plaintiffs‟] 

capacities as officers or a director,” because the Plaintiffs‟ access to the equipment and 

data, and their obligations not to steal it, were “due to their status as employees of 

TMI.”
54

  As set forth above, that argument is unconvincing, both because it is 

inconsistent with settled Delaware law applying the “by reason of the fact” standard, and 

because the Plaintiffs‟ only employment with TMI was in their capacity as officers.  It 

necessarily follows that it was in that capacity that the Plaintiffs obtained the data and 

equipment at issue in these claims.  Although the alleged wrongful retention of the 

equipment and data did not occur until after the Plaintiffs were terminated from TMI, the 

claims bear a causal connection to the Plaintiffs‟ official capacity, because it was in that 

capacity that they had access to the equipment and data.
55

 

III. The New York Action 

TMI‟s argument that Rizk cannot obtain advancement for his defense of the New 

York Action carries more persuasive force because it is based on the argument that Rizk 

is being sued in his capacity as a seller for representations the selling stockholders made 

in the Merger Agreement.  TMI argues that Rizk and several other sellers named as 

defendants in the New York Action made a series of representations and warranties in the 
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 NJ Countercl. ¶¶ 101-117. 
54

 Def.‟s Opening Br. in Support of its Mot. for Summ. J. at 20-21. 
55

 See Brown v. LiveOps, Inc., 903 A.2d 324, 328-30 (Del. Ch. 2006) (concluding that claims 

against a former official for allegedly misappropriating the company‟s confidential and 

proprietary information directly arose out of his former position because the claims alleged that 

the official gained access to the information while serving as an officer of the company). 
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Merger Agreement, placed money and equity in escrow to cover “potential 

indemnification liabilities” associated with breaches of those representations and 

warranties, and that those escrowed funds are the subject of the breach of contract claim 

filed in the New York Action.
56

  TMI contends it would be “nonsensical” to require the 

company to advance to Rizk the fees he incurs in defense of the breach of contract claim, 

while the other sellers are forced to fund their own defense.
57

  Rizk, on the other hand, 

argues that the “crux” of the New York Action is the allegation that Rizk, in his capacity 

as CEO, caused the Company to incur improper expenses and wrongfully diverted 

personnel for his own personal benefit, and that those actions were outside the ordinary 

course of business and inconsistent with the representations made by the sellers in the 

Merger Agreement.
58

  In other words, TMI argues that the claim in the New York Action 

is not subject to advancement because Rizk is being sued in his capacity as a seller, while 

Rizk argues that the claim is subject to advancement because it requires him to defend his 

conduct as an officer and director.  Although I believe Rizk has the better argument, this 

is concededly a thorny issue that turns on the particular facts of this case. 

Although TMI correctly points out that Rizk is being sued for representations he 

made as a seller in the Merger Agreement, it is inescapable that the claim in the New 

York Action inextricably is intertwined with actions Rizk allegedly took in his capacity 

as CEO of TMI.  Much like the New Jersey actions, the complaint in the New York 

Action alleges that Rizk incurred, and permitted Geoffrey and his associates to incur, 

                                                           
56

 Def.‟s Opening Br. in Support of its Mot. for Summ. J. at 15. 
57

 Id. at 16. 
58

 Pls.‟s Answering Br. in Opp. to Def.‟s Mot. for Summ. J. at 14. 
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inappropriate expenses that were charged to TMI, and that Rizk improperly directed TMI 

resources and personnel to the Joint Venture, at the expense of TMI‟s domestic 

business.
59

  Although TMI argues these contentions are mere “background facts” 

divorced from the claim in the New York Action, that argument cannot be squared with 

the operative complaint, which later alleges that the diversion of resources and personnel 

for the personal benefit of Rizk and his son and associates, and for the benefit of the Joint 

Venture, was “outside of the ordinary course of business and inconsistent with the 

representations, warranties, and covenants in the Merger Agreement.”
60

  Although Rizk 

was sued for representations he made as a seller, these allegations regarding Rizk‟s 

conduct as CEO create the necessary causal connection between the New York Action 

and Rizk‟s official capacity.
61

  That conclusion also is compelled by a cursory analysis of 

the defense Rizk must make in order to prevail in the New York Action:  that defense 

necessarily will require Rizk to defend his actions as CEO, and possibly disprove the 
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 N.Y. Compl. ¶¶ 23-28. 
60

 Id. ¶ 42. 
61

 In Danenberg v. Fitracks, Inc., 2012 WL 11220 (Del. Ch. Jan. 3, 2012), this Court held that 

the former CEO of the defendant corporation was entitled to advancement for claims brought 

against him arising from representations the CEO made during merger negotiations.  The CEO 

also was the selling shareholder in the merger.  Rizk relies on Danenberg to support his 

argument that the representations underlying the breach of contract claim in the New York 

Action were made in Rizk‟s official capacity.  TMI seeks to distinguish Danenberg on the basis 

that the claims the corporation alleged against the former CEO were for fraud and conspiracy, 

rather than breach of contract.  Although I disagree that Danenberg can be distinguished on that 

basis, it also is not clear that Danenberg can be read as broadly as Rizk contends, because that 

case arguably turns on certain unique facts, particularly the fact that the former CEO apparently 

made these representations over the course of a number of years and regarding technology the 

CEO then was developing in his official capacity.  See id. at *6.  In any event, because I find that 

there is a nexus between the allegations in the New York Action and Rizk‟s official capacity, 

requiring Rizk to defend his conduct as CEO, my conclusions do not turn on an application or 

extension of Danenberg. 
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allegations that he acted improperly in that capacity.
62

  A finding that Rizk‟s defense of 

the claim in the New York Action bears a causal connection to his actions as TMI‟s CEO 

is consistent with, and supported by, the broad interpretation this Court gives the “by 

reason of the fact” standard in order to effectuate the policies underlying Section 145, 

including the policy of “encouraging capable women and men to serve as corporate 

directors and officers, secure in the knowledge that the corporation will absorb the costs 

of defending their honesty and integrity.”
63

 

Finally, I must consider whether TMI‟s decision to dismiss Rizk from the New 

York Action moots his request for advancement relating to that claim.  Notably, TMI did 

not raise that mootness argument and instead specifically argued that “the dismissal of 

the claim against Rizk has no bearing on the Court‟s resolution of the matters” before it.
64

  

There is some precedent to support the conclusion that it would be inequitable to deny 

advancement to a corporate official, and force the corporate official to pursue a separate 

action for indemnification, simply because the claims against the official were dismissed 

while the advancement action was pending.
65

  Because TMI has expressly disclaimed any 

argument that the dismissal affects this advancement proceeding, and because previous 

decisions of this Court have allowed advancement despite the resolution of the 
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 See Imbert v. LCM Interest Holding LLC, C.A. No. 7845-VCL (Del. Ch. Jun. 24, 2013) 

(TRANSCRIPT) at 22-24 (considering the defenses raised to a claim in determining whether a 

claim carried a nexus to official capacity). 
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 VonFeldt v. Stifel Fin. Corp., 714 A.2d 79, 84-85 (Del. 1998) (emphasis added). 
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 Letter to the Court from Kenneth J. Nachbar, Esq. at 1. 
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 See Underbrink v. Warrior Energy Servs. Corp., 2008 WL 2262316, at *15 (Del. Ch. May 30, 

2008).  But see Haseotes v. Cumberland Farms, Inc., C.A. No. 14921 (Del. Ch. July 23, 1996) 

(TRANSCRIPT) at 5-8 (refusing to order advancement where the plaintiff waited eight months 

before demanding advancement, the underlying claim had been adjudicated, and the claim 

ultimately may not have been indemnifiable).   



24 

 

underlying litigation, at least where the underlying litigation was resolved in the official‟s 

favor, I do not believe that equity favors dismissing Rizk‟s advancement claim as moot.  

IV. TMI’s Waiver Argument 

In a final bid to avoid the contractual obligations the company undertook in its 

bylaws, TMI unconvincingly argues that the Plaintiffs waived their right to mandatory 

advancement by arguing in the First New Jersey Action – in a brief to support their 

motion to disqualify the New Jersey defendants‟ counsel and litigation consultant – that 

the advancement rights conferred in TMI‟s bylaws are discretionary, rather than 

mandatory.
66

  Because TMI cannot meet the “exacting” standards to demonstrate waiver, 

this defense should be rejected. 

A waiver is a “voluntary and intentional relinquishment of a known right.”
67

  The 

doctrine rests on the equitable principle that a person who takes a position with full 

knowledge of his rights should not be permitted to later act in a manner inconsistent with 

that position.
68

  The Supreme Court has described the standards for demonstrating waiver 

as “quite exacting,” requiring proof that (1) there is a requirement or condition capable of 

being waived, (2) the waiving party knows of that requirement or condition, and (3) the 

waiving party intends to waive that requirement or condition.
69

   

As a preliminary matter, at the time the Plaintiffs filed their reply brief in the New 

Jersey Action, it is not clear that they were aware that TMI would be asserting 
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 Transmittal Aff. of Frank R. Martin, Esq. (hereinafter “Martin Aff.”)., Ex. 46, p. 21-22. 
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 Realty Growth Inv. v. Council of First Unit Owners, 43 A.2d 450, 456 (Del. 1982). 
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 In re Givans Estate, 1993 WL 50316 (Del. Ch. Feb. 1, 1993). 
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 Amirsaleh v. Bd. of Trade of the City of New York, Inc., 27 A.3d 522, 529-30 (Del. 2011). 
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counterclaims against them in their official capacities.
70

  Assuming, however, that the 

Plaintiffs had full knowledge of the nature of the claims TMI intended to bring against 

them in New Jersey, TMI has not established that the Plaintiffs knew of their mandatory 

advancement rights at the time they argued to the New Jersey court that advancement 

rights were discretionary, or that the Plaintiffs intended to waive those rights.  In fact, a 

cursory reading of the brief on which TMI relies suggests that Plaintiffs‟ New Jersey 

counsel entirely misunderstood Section 145 and Delaware law respecting advancement.
71

  

Because the limited record before the Court shows that the Plaintiffs were not aware of 

their mandatory advancement rights, TMI cannot provide “unequivocal” evidence of 

either the Plaintiffs‟ knowledge of their rights or their intent to waive them.
72

 

V. Apportionment 

Resolving the claims for which the Plaintiffs are entitled to advancement 

unfortunately only resolves a portion of the issues between the parties.  It appears likely, 

based on the course of this litigation to date, that future disputes may arise regarding the 

particular fees and expenses for which the Plaintiffs, especially Rizk, seek advancement, 

because Rizk and Douglas also are pursuing claims against TMI in the First New Jersey 

Action, and are not entitled to advancement for those claims.  Several of the parties in the 
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 It appears from the record that the counterclaims in the New Jersey action were filed on the 

same day as the reply brief that TMI relies upon to support its waiver argument. 
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 Compare Martin Aff. Ex. 46, p. 22 (citing 8 Del. C. § 141(d)(3) [sic] for the proposition that 
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First New Jersey Action also may be represented by the same counsel.  As a result, once 

the Court determines whether to adopt the recommendations in this report, the Plaintiffs 

and TMI should confer regarding a procedure to govern the submission of advancement 

requests to TMI and the resolution of any disputes regarding apportionment or the 

reasonableness of the fees and expenses.  Other than a brief discussion during oral 

argument, the parties do not appear to have discussed at length any such procedure.  

VI. Fees on Fees 

The Plaintiffs also seek indemnification, or “fees on fees,” for the expenses they 

incurred in enforcing their advancement rights in this action.  TMI does not dispute that 

the Plaintiffs are entitled to indemnification, but correctly argues that the Plaintiffs only 

are entitled to indemnification proportionate to their success in this case.  Because it 

appears likely that the parties will incur additional costs associated with resolving the 

apportionment between fees that are subject to advancement and those that are not, and 

because the Plaintiffs only are entitled to indemnification consistent with the level of 

success they achieve in this action, I will defer resolving the amount of any 

indemnification award until the completion of this case.
73

  To the extent it assists the 

parties in resolving any future “fees on fees” dispute in this case, I note that Plaintiffs 

have been entirely successful in the proceedings up to this point, and therefore likely are 

entitled to indemnification for all of their fees incurred to date. 
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2003). 



27 

 

VII. Interest 

The Plaintiffs seek pre- and post-judgment interest on the fees and expenses they 

have incurred in the various actions for which the Court determines the Plaintiffs are 

entitled to advancement.  TMI does not dispute the Plaintiffs‟ right to interest, aside from 

pointing out that the Plaintiffs are not entitled to interest on any claims for which the 

Court determines there is no right to advancement.
74

  The Plaintiffs are entitled to pre-

judgment interest for expenses incurred before they demanded advancement, with interest 

accruing ten days after the date the relevant advancement demand and undertaking were 

delivered to TMI.  Pre-judgment interest on fees and expenses incurred after that date 

should accrue from the date the expenses were paid.  The Plaintiffs also are entitled to 

post-judgment interest, compounded quarterly, at the legal rate under 6 Del. C. § 2301.
75
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CONCLUSION 

For the foregoing reasons, I recommend the Court find that (i) Douglas is entitled 

to advancement for all the counterclaims asserted against him in the First New Jersey 

Action, (ii) Rizk is entitled to advancement for all the claims asserted against him in the 

First New Jersey Action, the Second New Jersey Action, and the New York Action, and 

(iii) the Plaintiffs have not waived their right to advancement.  This is my final report and 

exceptions may be taken in accordance with Rule 144.   

     Respectfully submitted, 

     /s/ Abigail M. LeGrow 

     Master in Chancery 
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I.  Introduction 

This expedited appeal arises out of a dispute in the Court of Chancery under 8 Del. 

C. § 225 over the membership of the board of directors of Biolase, Inc. (“Biolase”).  The 

Court of Chancery resolved the dispute by finding that the Biolase board of directors 

currently consists of five directors, including Paul Clark.  The Court of Chancery 

concluded that Clark was appointed to the Biolase board after a previous director, 

Alexander Arrow, resigned through oral statements at a board meeting on February 28, 

2014.  Federico Pignatelli, Biolase’s Chief Executive Officer and Chairman, planned 

Arrow’s resignation and Clark’s appointment to the board, and a press release issued by 

Biolase after the board meeting quoted Pignatelli as saying he was “thrilled” with Clark’s 

appointment to the board.  But Pignatelli quickly reversed course when he learned that 

Clark had aligned himself with a faction of the board that wanted to remove Pignatelli 

from his position as CEO.  Pignatelli argued that because Arrow’s resignation at the 

board meeting was given orally and was not reduced to writing before Clark was 

appointed to fill the vacancy created by Arrow’s resignation, Clark had not been properly 

appointed to the board under 8 Del. C. § 141(b).   

The appellee, Oracle Partners, L.P. (“Oracle”), Biolase’s largest stockholder, 

brought this action against Biolase seeking a declaration that, among other things, Arrow 

had resigned from the Biolase board and been replaced by Clark at the February 28, 2014 

board meeting.  Biolase is, in essence, a nominal party because the underlying question in 

the litigation involves who properly sits on the Biolase board.  Thus, although Biolase is 
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the nominal appellant, we refer to the appellant as the Pignatelli Faction because 

Pignatelli and the other director loyal to him are directing Biolase’s litigation arguments.   

Following a long line of Court of Chancery decisions to the same effect, the Court 

of Chancery rejected the Pignatelli Faction’s legal argument and held that § 141(b) is a 

permissive statute, that a director may resign by an oral statement, and that there is no 

requirement that a resignation be in writing.1  The Court of Chancery also found, as a 

factual matter, that Arrow resigned at the February 28, 2014 board meeting and was 

immediately replaced by Clark.2  Because the Court of Chancery’s holding that directors 

are permitted under § 141(b) to resign by oral statements was not legally erroneous and 

the Court of Chancery’s determination that Arrow resigned at the meeting on February 

28, 2014 was supported by substantial evidence, we affirm the Court of Chancery’s 

ruling that Clark was properly appointed to the Biolase board of directors.  We also 

affirm the Court of Chancery’s summary denial of Oracle’s claim for attorneys’ fees, 

which Oracle failed to advance by presenting the Court of Chancery with supporting 

arguments in its pre-trial briefing, at trial, or at the post-trial argument.   

II. Background 

Biolase, a publicly-traded Delaware corporation, is a medical device manufacturer 

headquartered in Irvine, California.3  In early February 2014, Larry Feinberg, the 

managing member of Oracle’s general partner, told Federico Pignatelli that he believed 

                                                 
1 Oracle Partners, L.P. v. Biolase, Inc., 2014 WL 2120348, at *15 (Del. Ch. May 21, 2014).   
2 Id. at *16-17.     
3 These facts are based on the findings of fact made by the Court of Chancery in its post-trial 
opinion.  Oracle Partners, L.P. v. Biolase, Inc., 2014 WL 2120348 (Del. Ch. May 21, 2014).   
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Biolase’s board of directors needed more experienced directors.  Pignatelli and Feinberg 

agreed that Paul Clark and Jeffrey Nugent — two independent directors with previous 

experience — would be good additions to the Biolase board.  Pignatelli asked two 

directors — Alexander Arrow and Samuel Low — to resign so he could appoint Clark 

and Nugent to fill the vacancies that would be created by their resignations.  Arrow and 

Low agreed, and Biolase’s board held a telephonic meeting on February 28, 2014.  

Before the meeting, Biolase had six directors: Pignatelli, Frederick Moll, Norman 

Nemoy, James Talevich (collectively, the “Undisputed Directors”), Arrow, and Low.  

Biolase’s Secretary and General Counsel, Michael Carroll, began the meeting by bringing 

up the resignations of Arrow and Low, which was the first item on the agenda.  A 

discussion occurred regarding the effect that Arrow’s resignation would have on the 

expiration date of his director stock options and, at the end of the discussion, Arrow 

stated, “Okay, I agree, I go along with that.”  Arrow testified that he believed that with 

those words he had resigned from the board.  The board then unanimously voted to 

appoint Clark and Nugent as directors to fill the positions formerly occupied by Arrow 

and Low. 

After the meeting, Carroll provided Arrow and Low with template resignation 

emails,4 which both Arrow and Low then sent to Carroll and Pignatelli.  On March 3, 

                                                 
4 The emails indicated that both Arrow and Low resigned from the board of directors on 
February 28, 2014, but purported to be effective as of noon that day, after the board meeting had 
concluded.  Of course, by that time, the board had held a meeting at which Clark and Nugent 
were appointed to the board immediately following the discussion of the first agenda item — the 
resignations of Arrow and Low.  There was no evidence as of that date that the board intended to 
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2014, the Monday following the board meeting, Biolase issued a press release 

announcing that Arrow and Low had resigned on February 28, 2014 and that, on the same 

day, Clark and Nugent had been appointed to the board to fill the vacancies created by 

their resignation.  Pignatelli was quoted in the press release as being “thrilled” by the new 

appointments.  But Pignatelli’s exuberance was short-lived.  Later that day, Clark and 

Nugent — who had become convinced that Biolase’s management needed a change — 

called Pignatelli and asked him to relinquish his position as CEO.   

Pignatelli called the other directors to get their reaction to the conversation he had 

with Clark and Nugent, then Pignatelli called Arrow and Low and asked them to rescind 

their resignations.  Arrow and Low each purported to rescind their resignations on March 

3, 2014.  Then, on March 6, 2014, Pignatelli instructed someone at Biolase to file a Form 

8-K with the SEC stating that the Biolase board had appointed Clark and Nugent and that, 

as a result of these appointments, there were eight directors on the Biolase board.  But the 

Form 8-K attached the March 3, 2014 press release, which stated that Arrow and Low 

had resigned from the board on February 28, 2014 and been replaced by Clark and 

Nugent the same day.  Pignatelli scheduled a telephonic board meeting for March 7, 2014 

and all eight people claiming to be Biolase directors — the four Undisputed Directors, 

Clark, Nugent, Arrow, and Low — were invited to dial-in.  During the meeting, Nugent 

moved to remove Pignatelli as chairman and CEO of Biolase.  Nugent’s motion was 

                                                                                                                                                             
expand the board and create two new seats for Clark and Nugent, rather, it was understood that 
Clark and Nugent were being appointed to the seats that had had been held by Arrow and Low.   
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seconded, but Pignatelli stated that the motion was out of order and the meeting was 

continued.    

Oracle then filed a claim in the Court of Chancery under 8 Del. C. § 225 to 

determine the composition of Biolase’s board of directors.  Oracle sought a declaration 

from the Court of Chancery that the Biolase board consists of the four Undisputed 

Directors and Clark and Nugent.  In opposition, the Pignatelli Faction sought a 

declaration that only the four Undisputed Directors are members of the Biolase board.  In 

a thorough decision, the Court of Chancery held that the Biolase board consists of the 

four Undisputed Directors and Clark.  In reaching that conclusion, the Court of Chancery 

rejected the argument advanced by the Pignatelli Faction that 8 Del. C. § 141(b) and 

Biolase’s bylaws require a director to resign in writing.  Relying upon that legal 

determination, the Court of Chancery then reviewed the facts carefully and determined 

that Arrow resigned at the board meeting and that Clark was immediately appointed to 

fill the vacancy that Arrow’s resignation had just created.   

But the Court of Chancery held that Low had not resigned during the February 28, 

2014 meeting because — although Low attended the board meeting at which a new 

director was appointed to his board seat after a discussion during which it was clear that 

Arrow and Low were resigning to create the vacancies that were to be filled by Clark and 

Nugent — Low did not actually speak during the board meeting and his silent consent to 

that previously agreed upon course of action was not sufficient to establish his 
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resignation.5  Because the Court of Chancery found that Low did not resign until after the 

meeting, the Court of Chancery held that there was no vacancy for Nugent to fill when he 

was appointed during the February 28, 2014 meeting and Nugent was not a member of 

the current Biolase board.   

Nonetheless, the effect of the final judgment entered by the Court of Chancery was 

that there existed a majority of Biolase directors who had signaled their desire to remove 

Pignatelli as CEO.  Facing imminent removal as CEO, the Pignatelli Faction filed this 

expedited appeal contesting the Court of Chancery’s determination that Clark was a 

member of the board.  Perhaps because the Court of Chancery’s determination that Low 

did not resign until after the board meeting and that Nugent was therefore not appointed 

in his place did not affect whether a board majority existed that could remove Pignatelli, 

Oracle did not appeal that adverse ruling.  Therefore, we have no basis to consider 

whether the Court of Chancery’s ruling that Low did not resign was correct as a matter of 

law or supported by substantial evidence.  But Oracle did appeal one issue, and argues 

that the Court of Chancery abused its discretion by entering a final judgment that denied 

it attorneys’ fees, despite Oracle’s failure to include an argument in support of such an 

award in its trial briefs or arguments.   

III.  Analysis 

This appeal comes before us on an expedited basis and both sides contend that 

there is a need for a prompt decision.  We therefore state succinctly the reasons we affirm 

                                                 
5 The Court of Chancery’s decision that Low did not resign during the board meeting was 
influenced by Low’s testimony that he subjectively believed that a later written email was 
necessary to formalize his resignation.   
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the ruling of the Court of Chancery on the three issues presented to us:  (i) whether the 

Court of Chancery erred by concluding that 8 Del. C. § 141(b) is a permissive statute that 

does not require a director to resign in writing; (ii) whether the Court of Chancery’s 

finding that Arrow resigned by an oral statement at the February 28, 2014 board meeting 

was supported by substantial evidence; and (iii) whether the Court of Chancery abused its 

discretion by denying Oracle an award of attorneys’ fees when Oracle never made 

arguments in support of a fee award in its trial briefs or post-trial arguments.  We address 

each of these issues in turn.     

First, the Court of Chancery’s decision that Arrow could resign from the board of 

directors by means of an oral statement under § 141(b) is not legally erroneous.6  We 

review the Court of Chancery’s legal determinations, including its interpretation of a 

statute, de novo.7  Section 141(b) provides that “[a]ny director may resign at any time 

upon notice given in writing or by electronic transmission to the corporation.”  Hewing to 

                                                 
6 In addition to arguing that the Court of Chancery erred in interpreting 8 Del. C. § 141(b), the 
Pignatelli Faction argued that the Court of Chancery also erred in interpreting Biolase’s bylaws.  
Section 3.03 of Biolase’s bylaws provides, in relevant part: 

Any director or member of a committee of, the Board may resign at any time 
upon written notice to the Board, the Chairman of the Board, the Executive Vice 
Chairman of the Board, the CEO or the President. Unless specified otherwise in 
the notice, such resignation shall take effect upon receipt of the notice....  The 
acceptance of a resignation shall not be necessary to make it effective. 

Appendix to Opening Br. at A49.  The Court of Chancery interpreted this bylaw, which closely 
resembles the language in § 141(b), in the same manner it interpreted the statute, finding that 
“‘may’ in this context can only be interpreted as permissive, not mandatory.  Just as under 8 Del. 
C. § 141(b), Biolase’s bylaws permit, but do not require, a director to resign in writing.  Thus, by 
necessary implication, a Biolase director may also resign verbally.”  Oracle Partners, L.P. v. 
Biolase, Inc., 2014 WL 2120348, at *16 (Del. Ch. May 21, 2014).  Thus, our discussion of 
§ 141(b) also applies to the argument the Pignatelli Faction raised under Biolase’s bylaws and 
we affirm the Court of Chancery’s interpretation of the bylaw for the same reasons that we 
affirm its interpretation of the statute.   
7 Bay City, Inc. v. Williams, 2 A.3d 1060, 1061 (Del. 2010). 
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an unbroken line of decisions dating to 1984,8 the Court of Chancery held that the word 

“may” in § 141(b) is permissive and does not mean “may only.”9  The Court of 

Chancery’s interpretation of § 141(b) as taking a permissive approach that authorizes 

resignation by the means specified, but not ruling out a resignation by other means, is a 

sensible and reasonable one.  Furthermore, we are reluctant to depart from this line of 

precedent for another important reason.  After the Court of Chancery’s interpretation of 

§ 141(b) had been announced and adhered to in later decisions,10 the General Assembly 

                                                 
8 Boris v. Schaheen, 2013 WL 6331287, at *17 (Del. Ch. Dec. 2, 2013) (“[T[his Court has 
interpreted the use of “may” in [§ 141(b)] to mean that it is permissive, rather than mandatory, 
for a director to resign with written notice.  The Court concurs; a director may resign orally.  
Subsequent actions consistent with an oral resignation can support finding a resignation without 
written notice.”) (internal citations omitted); General Video Corp. v. Kertesz, 2008 WL 5247120, 
at *17-18 (Del. Ch. Dec. 17, 2008) (holding that 8 Del. C. § 141(b) does not require written 
notice to the corporation before a resignation can take effect and finding an oral resignation 
effective under the statute); Rypac Packaging Machinery, Inc. v. Poges, 2000 WL 567895, at *5-
6 (Del. Ch. May 1, 2000) (finding that a director had effectively resigned from his position upon 
providing oral notice of his resignation); Dionisi v. Decampli, 1995 WL 398536, at *8-9 (Del. 
Ch. June 28, 1995) (holding that a director’s oral announcement that he was leaving the company 
constituted an effective resignation under the statute); Bachman v. Ontell, 1984 WL 8245, at *2 
(Del. Ch. Nov. 27, 1984) (stating that, although it was not required to determine whether oral 
resignations were effective under 8 Del. C. § 141(b), the Court of Chancery’s inclination would 
be to find that oral resignations were effective and to construe the statute as “permissive rather 
than mandatory”); see also R. FRANKLIN  BALOTTI  &  JESSE A. FINKELSTEIM, THE DELAWARE 

LAW OF CORPORATIONS AND BUSINESS ORGANIZATIONS § 4.4 (2014) (“Section 141 now permits 
a director to resign at any time provided he or she delivers notice in writing or by electronic 
transmission (including e-mail) of such resignation to the corporation.  This does not preclude a 
director from resigning orally . . .”) (internal citations omitted); E. L. FOLK, R. WARD, JR., &  

E.P. WELCH, FOLK ON THE DELAWARE GENERAL CORPORATION LAW, § 141.05 (2014) (“The 
Court of Chancery has ruled that an oral resignation can be effective.”) (internal citations 
omitted).   
9 Oracle Partners, L.P. v. Biolase, Inc., 2014 WL 2120348, at *15 (Del. Ch. May 21, 2014).  
(“Delaware law generally permits directors to resign verbally. . . .  This Court has long 
interpreted the word “may” in [§ 141(b)] as permissive rather than mandatory, which necessarily 
implies that a director may resign in other ways—such as verbally.”). 
10 Although the Pignatelli Faction argues that the Court of Chancery’s discussion of the issue in 
Bachman v. Ontell, 1984 WL 8245, at *2 (Del. Ch. Nov. 27, 1984), was dictum, that is not true 
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amended § 141(b) on several occasions.  Those amendments did not signal any 

disagreement with the Court of Chancery’s interpretation of § 141(b),11 and therefore the 

Pignatelli Faction asks us to unsettle a statutory question that the General Assembly 

presumably believes has been answered in a proper way.12  Relatedly, we do not embrace 

the Pignatelli Faction’s argument that this Court should impose a special standard of 

review for evaluating whether a director resigned by oral statements or by other 

conduct.  The Court of Chancery has expertise in resolving difficult corporate cases 

involving disputes over the composition of boards of directors.  We perceive no need for 

it to be constrained by some special standard of review in this context, rather than 

permitting it to decide these cases using traditional evidentiary standards. 

 Second, there was sufficient record evidence for the Court of Chancery to 

conclude that Arrow resigned from the board of directors and Clark was appointed to 
                                                                                                                                                             
of the rest of the Court of Chancery’s decisions interpreting § 141(b), which all adopted 
Bachman’s interpretation of § 141(b).  See supra note 8.     
11 For example, in 2000, the General Assembly amended § 141(b) as part of a larger set of 
amendments to the Delaware General Corporation Law that were intended to permit various 
notices to be made through electronic transmission.  The synopsis accompanying the 2000 
amendments to § 141 explains that the amendments “permit a corporation’s directors to make 
use of available communication technologies. As amended, subsections 141(b) and (f) permit 
director resignations and actions by consent to be submitted or taken by electronic transmission.”  
2000 Del. Laws. ch. 343, synopsis (2000).  Nothing in the amendment itself or the synopsis 
indicates that the General Assembly intended the 2000 amendment to § 141(b) to prohibit oral 
resignations.   
12 See One-Pie Investments, LLC v. Jackson, 43 A.3d 911, 915 (Del. 2012) (“Courts have found 
that where a particular interpretation has been placed on a statute by the court and the legislature 
at its subsequent meetings has left the statute materially unchanged, it is presumed that the 
legislature has acquiesced in that interpretation.”) (internal quotation omitted); see also Williams 
v. Twin City Fire Ins. Co., 1998 WL 281277, at *5, n. 28 (Del. Super. May 21, 1998) (“There is a 
judicially created maxim of statutory construction that legislative language is interpreted on the 
assumption that the legislature was aware of existing judicial decisions.”); Scribner v. 
Chonofsky, 310 A.2d 924, 926 (Del. Ch. 1973) (“[L]egislative language is interpreted on the 
assumption that the legislature was aware of existing judicial decisions.”) (internal quotation 
omitted). 
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replace him at the February 28, 2014 board meeting.  This Court will defer to the factual 

findings of the Court of Chancery if they are “sufficiently supported by the record and are 

the product of an orderly and logical deductive process.”13  The circumstances here 

present one of the clearest cases of a director resignation by means other than a formal 

writing.  The Court of Chancery had abundant evidence to support its factual finding that 

Arrow resigned.  Arrow: (i) discussed his resignation with Pignatelli the evening before 

the scheduled board meeting and agreed to resign; (ii) attended the February 28, 2014 

board meeting knowing that the agenda included his resignation and immediate 

replacement by a new director; (iii) discussed his resignation and the effect it would have 

on his stock options during the meeting itself; (iv) indicated that he agreed to resign at the 

end of that discussion; and (v) assented to the immediate appointment of his successor.  

There was thus a strong evidentiary basis to conclude that Arrow resigned at the February 

28, 2014 board meeting.  That conclusion is further strengthened by the press release 

announcing Arrow’s resignation and Clark’s appointment to the board effective February 

28, 2014 that was attached to a Form 8-K that Biolase filed with the SEC, which was 

embraced by the very board faction now claiming that the resignation did not occur.  In 

other words, the Pignatelli Faction asks us to conclude that the Court of Chancery’s 

finding that Arrow resigned is without an evidentiary basis, even though the Pignatelli 

Faction itself told Biolase’s investors that Arrow resigned on February 28, 2014 and was 

immediately replaced by Clark.  But the reality is that there was substantial evidence, 

                                                 
13 Schock v. Nash, 732 A.2d 217, 224 (Del. 1999).   
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including the press release itself, that Arrow resigned during the February 28, 2014 board 

meeting and was immediately replaced by Clark.   

 The Pignatelli Faction also argues that, because the board purported to appoint two 

directors (Clark and Nugent) where there was only one vacancy, there is no logical way 

to determine which of the two directors the board intended to appoint to Arrow’s seat and 

that, therefore, neither Clark nor Nugent should be appointed to the board.14  But the 

Court of Chancery’s opinion reveals that its factual finding that Clark was appointed to 

fill the vacancy created by Arrow’s resignation was the product of an orderly and 

deductive process that was supported by the record.  The Court of Chancery examined 

the draft minutes from the board meeting and based its conclusion that Clark was 

appointed to fill the vacancy created by Arrow’s resignation on the order that the names 

appeared in the minutes.15  This was a logical factual finding that was supported by the 

evidence, and we must defer to it.   

 Finally, Oracle has cross-appealed, arguing that the Court of Chancery acted 

outside of its discretion when it entered a final judgment that awarded Oracle its costs 

under Court of Chancery Rule 54(d), but summarily denied its arguments for attorneys’ 

fees.  Oracle contends that in the context of a § 225 action, the Court of Chancery is not 

empowered to enter a prompt final judgment resolving all claims, but must instead issue a 

partial final order, and then allow whoever claims to be the winner to present its claims 

related to an award of attorneys’ fees at some later date.  We find no merit to this 

                                                 
14 Opening Br. at 33. 
15 Oracle Partners, L.P. v. Biolase, Inc., 2014 WL 2120348, at *17 (Del. Ch. May 21, 2014).   
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argument.  The parties filed pre-trial briefs and the Court of Chancery held both a trial 

and post-trial argument in this case.  Oracle did not take advantage of any of these 

opportunities to fairly present an argument in support of its request for an award of 

attorneys’ fees.  It is common and efficient for parties to argue their merits arguments in 

their trial briefs and then conclude their brief by presenting an argument why, if they win 

on the merits, they are entitled to attorneys’ fees.16  Oracle failed to do so.  Oracle’s 

argument that the Court of Chancery should enter piecemeal orders in statutory summary 

proceedings — by entering a partial final judgment on the merits and then holding 

another round of hearings on fee-shifting — would invite obvious inefficiency and the 

potential for delay.  Thus, the Court of Chancery did not abuse its discretion when it 

entered a final judgment that denied Oracle’s claim for attorneys’ fees.   

 Thus, the judgment of the Court of Chancery is AFFIRMED.  The stay of the 

final judgment is lifted and the mandate shall issue immediately.   

                                                 
16 See Branson v. Branson, 2011 WL 1135024, at *1 (Del. Ch. Mar. 1, 2011) (“The Defendants 
did not assert a claim for attorney’s fees in the Pretrial Order, and they did not seek any award of 
attorney's fees in their post-trial briefing. Moreover, they did nothing else that might have 
operated to keep alive any claim for attorney’s fees. In short, their request was not properly 
preserved and is now untimely.”); see also Kosachuk v. Harper, 2002 WL 1767542, at *8, n. 51 
(Del. Ch. July 25, 2012) (observing that where a party had sought an award of attorney’s fees in 
the Pretrial order but did not pursue the award during trial or in the post-trial brief, the claim for 
an award had been waived); DONALD J. WOLFE &  MICHAEL A. PITTENGER, CORPORATE AND 

COMMERCIAL PRACTICE IN THE DELAWARE COURT OF CHANCERY § 13.03 (2013) (explaining that 
the Court of Chancery ordinarily will not award attorney’s fees after a trial “if a request for a fee 
award has not been properly preserved.”).  
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STRINE, Chief Justice: 
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This is an unusual appeal that arises from what was once a derivative suit in the 

Court of Chancery.  The derivative plaintiff in this case was Robert Zimmerman, a 

common unitholder of Adhezion Biomedical, LLC (“Adhezion”), who was also the co-

founder, former CEO, and a former director of Adhezion.  Zimmerman brought suit 

against the directors of Adhezion and two Adhezion investors — Liberty Advisors, Inc. 

and Originate Ventures, LLC — whom he alleged controlled Adhezion (the “Adhezion 

Defendants”).  Zimmerman challenged certain financing transactions and associated unit 

issuances by Adhezion on the grounds that (i) the financing transactions were 

substantively unfair and thus violated the directors’ fiduciary and contractual duties, and 

(ii) the unit issuances were not made in conformity with Adhezion’s Operating 

Agreement because the units issued had not been authorized by an amendment to the 

Operating Agreement approved by Adhezion’s common unitholders, voting as a separate 

class.  After a trial, the Court of Chancery issued an opinion rejecting Zimmerman’s 

substantive claims that the unit issuances were in any way unfair to Adhezion, but 

holding that Zimmerman was correct that the Operating Agreement had been violated 

because the units were issued without an amendment approved by a separate vote of the 

common unitholders authorizing the units.
1
  Because the breach of the Operating 

Agreement caused no damage, the Court of Chancery awarded only nominal damages of 

one dollar.
2
 

                                                 
1
 Zimmerman v. Crothall, 62 A.3d 676, 716 (Del. Ch. 2013).   

2
 Id.  
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Before the parties were able to reach an agreement on the appropriate form of final 

judgment, Zimmerman informed his counsel that he was abandoning the lawsuit and was 

no longer pursuing his claims.  Based on that information, Zimmerman’s counsel filed a 

motion to withdraw as counsel for Zimmerman and to intervene in the case for the 

purpose of securing attorney’s fees for the work he had performed in the litigation.
3
  

Zimmerman then sold all of his Adhezion units for personal gain, which deprived 

Zimmerman of standing to continue in the fiduciary status he had undertaken as a 

derivative plaintiff, and the Adhezion Defendants filed a motion to dismiss the litigation 

in its entirety.
4
  Because Zimmerman lacked standing and no other plaintiff expressed any 

interest in pursuing the case, the Court of Chancery granted the Adhezion Defendants’ 

motion to dismiss the case.
5
  Therefore, no final judgment from which the Adhezion 

Defendants could have appealed was ever entered on the one claim that the Court of 

Chancery found had merit.  But, in an odd development, Zimmerman’s former counsel 

was still granted leave to intervene, over the Adhezion Defendants’ opposition, to pursue 

an argument that he should be paid attorney’s fees for creating a corporate benefit.
6
  

                                                 
3
 Motion to Withdraw as Counsel for Plaintiff Robert Zimmerman and to Intervene as an 

Interested Party (April 1, 2013).  
4
 Defendant’s Motion to Dismiss (May 17, 2013).  

5
 Zimmerman v. Crothall, 2013 WL 5630992, at *5-6 (Del. Ch. Oct. 14, 2013). 

6
 Although the Adhezion Defendants have not appealed the Court of Chancery’s decision to 

allow Zimmerman’s former counsel to intervene, we feel constrained to note our observance of 

the odd procedural circumstances and to add that nothing in this Opinion should be considered as 

suggesting that intervention was properly granted.  Zimmerman’s former counsel’s request to 

intervene personally to claim fees for creating a corporate benefit when his client has abandoned 

the lawsuit was an unusual application.  Although Zimmerman’s former counsel may be upset 

with his client for abandoning the lawsuit, the more traditional approach would have been for 

him to sue his former client for his fees, in accordance with his contract with the client.  Lawyers 

are not permitted to sue corporate directors without a stockholder client, and if a client quits the 



3 

 

The Court of Chancery awarded Zimmerman’s former counsel $300,000 in 

attorney’s fees, which constitutes nearly a full recovery for all of his work in the case.
7
  

The supposed corporate benefit that justified this fee award was the Court of Chancery’s 

ruling that, under Adhezion’s Operating Agreement, a vote of the common unitholders 

was required to authorize additional units.  But because Zimmerman sold his shares and 

the claim underlying that ruling was dismissed, the ruling could not be the subject of a 

final judgment and the Adhezion Defendants were, therefore, denied the opportunity to 

appeal the Court of Chancery’s ruling directly.  Zimmerman’s former counsel was 

granted a nearly full recovery even though the one claim on which Zimmerman 

succeeded was never the subject of an appealable final judgment, Zimmerman did not 

prevail on most of his claims, and most of Zimmerman’s former counsel’s time had been 

spent on the claims that he lost.
8
  The fee award also failed to consider whether a net 

                                                                                                                                                             

litigation and renders his claim moot, it is not obvious why the lawyer would be personally 

permitted to sue the corporation for having represented a former client, especially in litigation in 

which the client was largely unsuccessful and which caused the corporation great expense.  If 

Zimmerman’s former counsel feels that his efforts allowed Zimmerman to obtain a favorable 

personal settlement, then that is a feeling he may be able to translate into a theory of recovery for 

fees from Zimmerman.  But to permit a lawyer in a representative action to recover from the 

company directly creates incentives of a troubling nature, in an area of the law already fraught 

with potential conflict.  
7
 Zimmerman’s former counsel argued that his lodestar was $337,359.59, which included 581 

hours at what he contended was his normal rate of $465.00 per hour as well as some paralegal 

fees and other expenses.  Zimmerman v. Crothall, 2013 WL 5630992, at *12 (Del. Ch. Oct. 14, 

2013).  The Court of Chancery noted that “the total award of $300,000 net of expenses and the 

fees attributable to the paralegal work still yields a relatively high imputed hourly rate . . . of 

approximately $400.00.”  Id. 
8
 Although Zimmerman’s former counsel was unable to determine the percentage of time he 

spent on each of the claims, he conceded at oral argument that less than half of his time was 

spent on the provisionally successful breach of contract claim.  We also note that Zimmerman’s 

former counsel failed to present any witnesses at the three day trial related to the breach of 

contract claim from which those fees were awarded, and did not cross-examine the one witness 
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benefit that would justify the support of any award of attorney’s fees had actually been 

produced by Zimmerman’s former counsel — given that the former plaintiff had lost on 

most of his claims and had cost the company great expense and time defending those 

meritless claims. 

Because of this odd context, we are now faced with a situation where the 

appellants, the Adhezion Defendants, have understandably asked us to consider the 

merits of the Court of Chancery’s ruling on the dismissed claim that formed the basis for 

the Court of Chancery’s determination that the appellee, Zimmerman’s former counsel, 

had created a corporate benefit.  The Adhezion Defendants have fairly argued that the 

dismissed claim had been erroneously decided by the Court of Chancery because the 

Court of Chancery had incorrectly interpreted the Operating Agreement, and that, 

therefore, no benefit was created by Zimmerman’s former counsel.  The Court of 

Chancery’s ruling on that dismissed claim involved the interpretation of provisions of the 

Operating Agreement that the Court of Chancery itself admitted were ambiguous and 

could be reasonably read as the defendants suggested,
9
 and which the Court of Chancery 

resolved against the Adhezion Defendants despite the fact that the only witness who 

testified at trial regarding the negotiation and drafting of the Operating Agreement gave a 

different reading to the contested provisions. 

                                                                                                                                                             

who was called by the Adhezion Defendants to testify about the provisions of the Operating 

Agreement.  See Appendix to Opening Br. at A411. 
9
 Zimmerman v. Crothall, 2012 WL 707238, at *20-21 (Del. Ch. Mar. 5, 2012) (finding, on a 

motion for summary judgment, that the provisions of the Operating Agreement were ambiguous 

and that the Adhezion Defendants’ reading of the Operating Agreement as allowing it to 

authorize additional units without a vote of the common unitholders was a reasonable one). 
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We decline to address the merits of the Court of Chancery’s mooted ruling on the 

dismissed claim, but we conclude that Zimmerman’s former counsel did not create a 

corporate benefit and is not entitled to attorney’s fees for another reason.  When 

Zimmerman mooted this case by abandoning his claims and selling his units, causing the 

dismissal of his claims, Zimmerman also rendered any rulings he had obtained incapable 

of being turned into an appealable final judgment.  Thus, Zimmerman did not obtain an 

authoritative ruling of the Court of Chancery that can create a corporate benefit.  At most, 

Zimmerman and his former counsel obtained a ruling of the Court of Chancery that, if it 

survived appeal from the Adhezion Defendants, would have become a binding 

interpretation of the Operating Agreement.  But precisely because Zimmerman chose to 

sell his shares and moot the case, he caused the dismissal of his claims and reduced his 

former efforts into having produced a ruling of the Court of Chancery that could never be 

tested on appeal directly. 

Although the Court of Chancery granted an award of attorney’s fees based on its 

ruling that the Operating Agreement gave common unitholders approval rights over the 

authorization of additional units, the Court of Chancery itself was not even sure what 

collateral effect its mooted ruling would have.
10

  Because Zimmerman abandoned his 

                                                 
10

 Zimmerman v. Crothall, 2013 WL 5630992, at *10 (Del. Ch. Oct. 14, 2013) (“Under the 

circumstances of this case, litigating that issue and procuring the Post-Trial Opinion conferred a 

compensable corporate benefit on Adhezion and its unitholders, whether or not the Post-Trial 

Opinion is given preclusive effect in future litigation.  As a result, I need not resolve or express a 

definitive opinion on the question of, for example, the issue-preclusive effect of that Post-Trial 

Opinion.  In that regard, however, I note that this Court’s Post-Trial Opinion serves as the basis 

for my decision in this Memorandum Opinion to award attorneys’ fees to [Zimmerman’s former 

attorney] over Defendants’ objections.  Thus, I will enter a final order reflecting that this 

decision and my reliance on the portion of the Post-Trial Opinion regarding the Class A 
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claims, caused them to be dismissed, and prevented the entry of a final judgment from 

which the Adhezion Defendants could appeal, the traditional requirement for issue 

preclusion to arise — the entry of a final judgment on an issue that was actually litigated 

and necessary to the resolution of the claim — does not exist.
11

  In these circumstances, 

we fail to see how a mooted ruling that was dismissed before a final judgment was 

entered could create any corporate benefit.  

Zimmerman’s former counsel relies on In re First Interstate Bancorp 

Consolidated Shareholder Litigation,
12

  a case where this Court permitted the recovery of 

attorney’s fees even though the claims in the case had been mooted before a final 

judgment was entered.  But Zimmerman’s former counsel overlooks an important 

distinction between the cases in which we have allowed attorney’s fees when claims have 

been mooted and this case:  in cases where we have allowed an award of attorney’s fees 

on a mooted claim, the claims were rendered moot because of action taken by the 

defendants and the action taken by the defendants that rendered the claim moot 

simultaneously created the corporate benefit that the plaintiff had been seeking and for 

                                                                                                                                                             

Common unitholders’ rights of approval.  Depending on the issues and circumstances, that order 

conceivably might have issue-preclusive effect in a future case.”) (emphasis added). 
11

 Claim preclusion and issue preclusion apply only to bar the litigation of claims and issues that 

have previously “litigated and determined by a valid and final judgment.” Columbia Casualty 

Co. v. Playtex FP, Inc., 584 A.2d 1214, 1216 (Del. 1991) (quoting Tyndall v. Tyndall, 238 A.2d 

343, 346 (Del. 1968) (emphasis added); see also 18A CHARLES ALAN WRIGHT & ARTHUR R. 

MILLER, FEDERAL PRACTICE AND PROCEDURE § 4433 (2014) (“Denial of preclusion because 

circumstances have thwarted an ordinary opportunity for appellate review is most easily 

illustrated by cases that become moot pending appeal.  It is settled that preclusion should be 

defeated by the inability to secure appellate review in such cases . . . .  In some cases this result 

might rest on the ground that the party who won in the trial court should not be able to moot the 

case deliberately in order to preserve the preclusive effects of a shaky judgment.”) (emphasis 

added).  
12

 In re First Interstate Bancorp Consol. S’holder Litig., 756 A.2d 353 (Del. 1999).  
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which the plaintiff was entitled to have its attorneys fees paid.
13

  But Zimmerman’s 

former counsel has not identified any cases in which this court has held that a plaintiff’s 

attorney is entitled to fees for creating a corporate benefit when the plaintiff took action 

that mooted the claims, caused their dismissal, and prevented the entry of a final 

judgment. 

A plaintiff who generates a favorable trial court decision on a closely contested 

issue of corporate governance but then abandons his claim and renders the decision moot 

before it becomes final has not created a corporate benefit, he has merely caused 

uncertainty.  To find otherwise would not only create problematic incentives for 

representative plaintiffs in an area already fraught with the potential for conflicts of 

interest,
14

 but would put this Court in the position of having to render a decision on a 

mooted issue of corporate governance simply to assure that the Adhezion Defendants 

have not been improperly asked to bear Zimmerman’s former counsel’s fee.  That would 

bring us perilously close to rendering an advisory opinion and would require us to use 

limited judicial resources to determine a question that Zimmerman chose to withdraw. 

                                                 
13

 Id. (granting attorney’s fees where the defendants’ decision to enter into the very merger that 

the plaintiffs sought when they filed the litigation mooted the plaintiffs’ claims).   
14

 See, e.g., In re Fuqua Industries, Inc. S’holder Litig., 752 A.2d 126 (Del. Ch. 1999) 

(explaining that “the mere fact that lawyers pursue their own economic interest in 

bringing derivative litigation cannot be held as grounds to disqualify a derivative plaintiff,” but 

noting that “in some instances, the attorney in pursuit of his own economic interests may usurp 

the role of the plaintiff and exploit the judicial system entirely for his own private gain”); Bird v. 

Lida, Inc., 681 A.2d 399, 402 (Del. Ch. 1996) (“The derivative suit offers to risk-accepting 

shareholders and lawyers a method and incentives to pursue monitoring activities that are wealth 

increasing for the collectivity (the corporation or the body of its shareholders).  Of course that 

remedy itself suffers from deep agency problems and can lead to a variety of problems . . . .”).   
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In sum, no corporate benefit has been created in this case because any benefit that 

might have been created by continuing this suit to a final, appealable judgment 

disappeared when Zimmerman abandoned the lawsuit.  As a result, Zimmerman’s former 

counsel was not entitled to any fee award.  Thus, we need not determine whether the fee 

that was awarded was excessive because it awarded Zimmerman’s former counsel 

compensation for nearly all of the hours that he spent on this litigation even though most 

of his time was spent on unsuccessful claims, or whether Zimmerman’s litigation efforts 

could be seen as having not produced any net benefit to Adhezion that could justify a fee, 

given that the expenses Adhezion incurred to defend against the Zimmerman’s claims 

that the Court of Chancery found unmeritorious likely exceeded any benefit that would 

have resulted from the one claim of Zimmerman’s the Court of Chancery found 

meritorious. 

For the foregoing reasons, the judgment of the Court of Chancery awarding 

attorney’s fees to Zimmerman’s former counsel is REVERSED. 
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This action arises from a corporation‘s alleged misuse of a stockholder rights plan.  

In response to an apparent threat posed by increasing hedge fund activity in its stock, the 

corporation adopted a rights plan that would be triggered at a lower percentage of 

ownership for those stockholders who file a Schedule 13D with the U.S. Securities and 

Exchange Commission (―SEC‖) than those stockholders who file a Schedule 13G.  The 

rights plan has remained in full force since its adoption despite at least one entity, the 

primary plaintiff in this litigation, having sought a waiver from certain of its 

requirements.   

The primary plaintiff is an activist hedge fund and stockholder of the corporation.  

According to the hedge fund, the corporation‘s board violated their fiduciary duties by 

adopting the rights plan and refusing to provide it with a waiver from the rights plan‘s 

terms, so that the Board could obtain an impermissible advantage in an ongoing proxy 

contest with the hedge fund.  The hedge fund avers further that, regardless of the board‘s 

intent in adopting and refusing to waive certain features of the rights plan, the fund does 

not pose a legally cognizable threat to the corporation and that, in any event, the rights 

plan is not a proportionate response to any threat the board might have perceived.  The 

other plaintiffs in this litigation are institutional stockholders who purport to represent the 

interests of the corporation‘s stockholders other than the hedge funds.  The stockholder 

plaintiffs largely join in the arguments made by the hedge fund with a particular emphasis 

on the effect the rights plan is likely to have on the stockholder franchise both for the 

near and long term. 
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 In response, the defendant directors, who comprise the corporation‘s board, assert 

that, at all relevant times, the hedge fund posed a number of different legally cognizable 

threats to the corporation, and that the board responded proportionately to those threats in 

both adopting the rights plan and refusing to grant the hedge fund a waiver from certain 

of its provisions.  The defendants also argue that the rights plan‘s two-tiered structure is 

reasonable based on the source of the threats to the corporation. 

This matter is before me on the plaintiffs‘ motion for a preliminary injunction.  

The plaintiffs seek to enjoin the corporation‘s annual meeting, which is scheduled to take 

place on May 6, 2014, until an expedited trial can be conducted to determine the merits of 

the challenged board actions.  The substantive issue on the plaintiffs‘ motion is not 

whether the defendants have breached their fiduciary duties or whether the corporation‘s 

rights plan is invalid.  Rather, the question is whether the plaintiffs have made a sufficient 

showing to warrant my granting a preliminary injunction.  Having considered the parties‘ 

briefs, the voluminous documents and depositions referenced therein, and the arguments 

made before me on April 29, 2014, I conclude that the plaintiffs have not satisfied their 

burden of demonstrating that they are entitled to the preliminary injunctive relief they 

seek.  Specifically, I find that the plaintiffs have not demonstrated that they have a 

reasonable probability of success on the merits of their claims.  Therefore, I deny 

plaintiffs‘ motions for a preliminary injunction.     
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I. BACKGROUND 

A. The Parties 

Plaintiff Third Point LLC (―Third Point‖) is the investment manager for a series of 

investment funds that, collectively, manage approximately $14.5 billion in assets.  Daniel 

Loeb is Third Point‘s CEO.  The firm, which often seeks to cause changes in the business 

policies or capital structure of the companies it invests in, can be characterized fairly as 

an activist hedge fund.  Currently, Third Point is Nominal Defendant‘s, Sotheby‘s, largest 

stockholder, beneficially owning approximately 9.6% of Sotheby‘s common stock. 

Plaintiffs the Employees Retirement System of the City of St. Louis and Louisiana 

Municipal Employees Retirement System (together, the ―Stockholder Plaintiffs,‖ and 

with Third Point, ―Plaintiffs‖) are and have been stockholders of Sotheby‘s at all times 

relevant to this litigation. 

Nominal Defendant, Sotheby‘s (or, the ―Company‖), operates the oldest auction 

house in the world.  Until 2005, the Taubman family controlled 62.4% of Sotheby‘s 

voting power through a dual-class stock arrangement.  Sotheby‘s shares trade on the New 

York Stock Exchange (―NYSE‖) under the symbol BID.   

Defendant William F. Ruprecht is the Chairman of the Board of Directors, 

President, and CEO of Sotheby‘s.  Ruprecht has served as a director and the President 

and CEO of the Company since February 2000, and was elected Chairman in December 

2012.  Ruprecht is the only Sotheby‘s employee currently serving as a director of the 

Company. 
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Defendant Peregrine A.M. Cavendish, the Duke of Devonshire, has been a director 

of the Company since September 1994 and has served as the Deputy Chairman since 

April 1996.  Of the eleven directors of the Company, other than Ruprecht, the Duke of 

Devonshire is the only director who does not satisfy the definition of an ―independent‖ 

director under the NYSE‘s listing rules.  

Defendant Dominico De Sole has been a director of Sotheby‘s since December 1, 

2013 and has served as the Company‘s Lead Director since December 13, 2013. 

Defendant John M. Angelo has been a director of Sotheby‘s since April 2007. 

Defendant Steven B. Dodge has been a director of the Company since May 2012, 

and previously served as a director from 2000 to 2007.  Dodge, who will be leaving the 

Board after the upcoming director election, was the Lead Director immediately before De 

Sole‘s assumption of that role. 

Defendant Daniel H. Meyer has been a director of Sotheby‘s since May 2011. 

Defendant Allen I. Questrom has been a director of Sotheby‘s since December 

2004. 

Defendant Marsha E. Simms has been a director of Sotheby‘s since May 2011. 

Defendant Michael I. Sovern has been a director of Sotheby‘s since February 

2000, and served as Chairman from February 2000 until December 2012. 

Defendant Robert S. Taubman has been a director of Sotheby‘s since August 

2000.  Taubman replaced his father, A. Alfred Taubman, on the Board after the latter 

stepped down as Chairman of the Company in February 2000. 

Defendant Diana L. Taylor has been a director of Sotheby‘s since April 2007. 
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Defendant Dennis M. Weibling (and together with Ruprecht, the Duke of 

Devonshire, De Sole, Angelo, Dodge, Meyer, Questrom, Simms, Sovern, Taubman, and 

Taylor, the ―Defendants‖)  has been a director of Sotheby‘s since May 2006. 

B. Facts 

Based on the documentary evidence and deposition testimony provided by both 

parties in conjunction with this motion, these are the facts as I preliminarily find them for 

purposes of Plaintiffs‘ preliminary injunction motions. 

1. Sotheby’s and its business 

Sotheby‘s is a global art business and primarily focuses on acting as an agent for 

high-end art sales.  The Company operates in an essentially duopolistic market with 

Christie‘s, a privately-held enterprise, as its predominant competitor.  Thus, when it 

comes to attracting business or key employees, the Company and Christie‘s largely are 

enmeshed in a ―zero sum‖ game, in which a loss for one often translates into a gain for 

the other.     

There are three key factors that drive Sotheby‘s business: (1) relationships with 

owners of fine art and their heirs; (2) financial discipline that allows the Company to 

offer sufficiently attractive price and marketing guarantees to potential sellers when 

important lots become available; and (3) the ability to attract and retain sought after art 

world experts and relationship specialists who work to obtain consignments of important 

collections and to interest potential buyers.  Struggles in any of these areas potentially 

could pose serious problems for the Company‘s successful operation.  
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2. The Sotheby’s Board 

Sotheby‘s is led by an unstaggered board consisting of twelve directors.  Ruprecht 

is the lone management representative on the Board, and ten of the eleven other directors 

are ―independent‖ within the meaning of the NYSE listing standards. Together, the 

directors own approximately 0.87% of the Company‘s outstanding shares.
1
  In addition, 

the composition of the Board turns over more frequently than the average publicly traded 

company.  On average, the Company‘s directors have served as directors for 7.1 years, 

compared to an average of 10.1 years for the S&P 500 and 10.8 years for the S&P 1500. 

3. Hedge funds, including Third Point, begin to purchase Sotheby’s stock 

On May 15, 2013, in a Form 13F filed with the SEC, Third Point disclosed that it 

had acquired 500,000 shares of Sotheby‘s stock.  On June 11, 2013, Morrow & Company 

(―Morrow‖), the Company‘s proxy solicitor, notified Jennifer Park, Sotheby‘s Investor 

Relations director, that Trian Fund Management, L.P. (―Trian‖), an activist hedge fund 

with ties to Nelson Peltz, had acquired 250,000 shares in the Company.  Park, in turn, 

notified Ruprecht, William Sheridan, the Company‘s CFO at the time, and Gilbert 

Klemann, the Company‘s General Counsel, of the development and stated that ―[Trian‘s] 

usual MO is to buy 4.9% and then call us and make a lot of noise.‖  In response, Sheridan 

stated he saw ―no need to update the full Board at this point,‖ but asked Klemann to 

update the Company‘s outside counsel, Wachtell, Lipton, Rosen & Katz (―Wachtell‖), 

                                                 
1
  Compl. ¶ 21.  According to Third Point, this ―miniscule number‖ is a ―fraction‖ of 

Third Point‘s holdings in the Company.  Id. 
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and asked Park to ―recirculate‖ a presentation the Company‘s financial advisor, Goldman 

Sachs Group, Inc. (―Goldman‖), had prepared for the Company regarding Loeb and Peltz.  

On July 19, 2013, Ruprecht informed the Board that ―there is an increasing 

probability that we are going to be subject to an imminent activist effort to shift our 

management agenda.‖  In support of his assertion, Ruprecht noted that Morgan Stanley 

recently had announced a ―passive‖ 5.1% stake in Sotheby‘s, but that such a stake might 

be a front for one or more funds, including Third Point and those associated with Peltz or 

Bill Ackman, another well-known activist investor, wishing to obtain as large an interest 

as possible in the Company ―before announcing their intentions, probably through a 13D 

filing.‖  Ruprecht pointed out that the Board already was scheduled to discuss activist 

stockholders with Goldman and Wachtell at a Board meeting scheduled for early August, 

and also stated that he would be working with Goldman and Wachtell before then 

―anticipating an activist approach and any immediate response required.‖  According to a 

banker at Goldman, when Ruprecht communicated with the Board on July 19, ―the 

company [was] very concerned about the possibility of an imminent 13D filing, given 

[the] presence of Third Point and Trian in [its] shares.‖  

On July 30, 2013, another activist fund, Marcato Capital Management LLC 

(―Marcato‖), filed a Schedule 13D disclosing its acquisition of 6.61% of Sotheby‘s 

common stock.  Marcato‘s filing stated that it may enter into discussions with the Board, 

the Company‘s management, or other stockholders about ―various strategic alternatives,‖ 

including ―M&A.‖  Marcato also reserved the right to acquire additional shares in the 
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Company and to pursue ―[a]n extraordinary corporate transaction, such as a merger, 

reorganization or liquidation, involving the issuer or any of its subsidiaries.‖ 

At some point shortly after Marcato filed its Schedule 13D, Third Point held an 

internal meeting to discuss Sotheby‘s.  The first page of the materials circulated for that 

meeting, entitled ―One-pager,‖ contained a ―Summary of activist case,‖ which included a 

bullet point asking ―Why is [Sotheby‘s] even a public company?‖  Under the ―Alternative 

playbook‖ heading on the same page, a single bullet point stated: ―Push mgmt. to explore 

strategic alternatives and let an art loving billionaire [i.e., Loeb] (or the Qataris) take 

[Sotheby‘s] private.‖  The following page of the presentation, entitled ―Investment 

thesis,‖ listed a number of different approaches Third Point might consider taking as to 

the Company.  The last line states, ―[o]therwise, most intriguing trade here is for [Loeb] 

(or someone like [Loeb]) to take this private and monetize the real estate.‖
2
 

4. Third Point contacts Sotheby’s 

On August 1, 2013, Matthew Cohen of Third Point emailed Park to inform her that 

Third Point owned over 500,000 shares in the Company and to ask for a meeting with 

Ruprecht ―as part of [Third Point‘s] efforts to better understand the company and 

strategic plans.‖  Park promptly arranged a date and time for a meeting.  Loeb proposed 

                                                 
2
  In addition, one of Third Point‘s nominees in the later-commenced and ongoing 

proxy contest, Olivier Reza, on more than one occasion suggested that Loeb 

consider taking Sotheby‘s private.  On the record before me, however, Loeb‘s 

receptiveness to those suggestions is, at best, unclear.  I also note that there is no 

evidence to date that the Sotheby‘s Board was aware of either the Third Point 

internal presentation or of Reza‘s perspective until they obtained discovery in this 

litigation. 
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hosting the meeting at Third Point‘s offices, to which Ruprecht was ―agnostic‖ and 

Sheridan responded internally that ―we should go see them to get things off on a positive 

note.‖ 

On August 3, Ruprecht emailed De Sole informing him that he had upcoming 

meetings with ―activists‖ Third Point and Marcato which should give him a ―bead on 

their approach[es].‖  In addition to expecting ―a fair amount of noise and acrimony‖ from 

the activists, Ruprecht expressed concern that they would want Sotheby‘s to ―lever up‖ 

the business and stop using on-balance sheet lending, which ―would have [] dramatic 

consequences on our P&L‖ and force management and the Board ―to run the business 

without a robust balance sheet.‖   

Ruprecht also observed that the ―activists‖ were likely to want to have the 

Company pursue a strategy emblematic of the ―classic tension [of] short term vs long 

term thinking and strategies.‖  According to him, the ―activists‘‖ likely plan of ―stripping 

capital from the company and increasing our annual P&L costs‖ based on ―our very 

volatile business, with intense competitive and margin pressures‖ was ―nuts.‖  

Nevertheless, Ruprecht acknowledged ―that if you are an activist, and if you are clever, 

you can make quite a lot of money agitating for this, and they have already been 

successful, our equity up over 30% YTD, and 55% in 12 months.‖  

Two days later, on August 5, Dodge asked Ruprecht if he had any information 

about the activist positions in the Company.  Ruprecht responded that the Company was 

focusing on Third Point and Marcato, and he had meetings scheduled with 
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representatives from both later in the week.  Regarding those upcoming meetings, 

Ruprecht wrote: 

Suspect that they agitate for real estate sales, syndication of 

our loan book, and return of capital to shareholders.  They 

will bitterly condemn me, as a power hungry despot having 

insisted on assuming Chairmanship etc. and that all [C]EO‘s 

are wildly overpaid, and that they want multiple board seats.  

While none of their ideas will likely bear material fruit, they 

raise money on the basis that they activate management 

teams. 

5. The August 6 Board meeting 

On August 6, 2013, the Board held a regularly scheduled meeting at which 

Goldman and Wachtell were invited to provide ―an update on shareholder activism, a 

vulnerability assessment, [and] a discussion of the key roles of directors and preparation 

considerations.‖  The Board received information in a presentation jointly prepared by 

Wachtell and Goldman describing the stockholder activism market generally and 

stockholder activism issues specific to Sotheby‘s.  Regarding activism in general, the 

Board was informed that stockholder activism levels were ―high,‖ at least in part because 

of activists‘ prior successes in waging proxy contests.  The presentation also contained a 

slide titled ―Activist Investor Tactics Typically Follow a Familiar Pattern.‖  According to 

the presentation, this pattern usually consists of activists building a stake in an entity, 

individually or by teaming up with other institutional or activist stockholders to form a 

―wolf pack,‖ applying pressure on the entity, including threatening to agitate against a 

board‘s preferred strategic alternatives, and finally taking action against the board by 



 11 

threatening ―withhold the vote‖ campaigns, demanding board seats, launching a short-

slate proxy contest, or making aggressive use of derivatives.   

As to the activism issues facing Sotheby‘s, the presentation contained an overview 

of each of Trian, Marcato, and Third Point.  For Third Point, the overview noted Loeb‘s 

penchant for authoring ―poison-pen‖ letters and the fund‘s focus on ―event-driven 

situations such as mergers, acquisitions, tender offers, recapitalizations, spin-offs, 

exchange offers and liquidations.‖  On a slide comparing the ―agendas‖ Trian, Marcato, 

and Third Point had pursued in previous activist campaigns, Goldman and Wachtell 

reported that Third Point had, among other things, bid for a company in which it had 

invested.  The Board‘s financial and legal advisors also discussed with them Third 

Point‘s previous successes in negotiating a transaction with entities it had invested in that 

arguably allowed it to obtain a benefit that was not available to the entity‘s other 

stockholders.  An example was the repurchase by Yahoo! of 40 million of its shares from 

Third Point.  The unredacted official minutes from the August 6 Board meeting state only 

that ―[t]here was an extensive discussion among the directors about the presentations that 

were made.‖ 

6. Sotheby’s Meets with Third Point and Marcato 

On August 9, 2013, Sotheby‘s management met separately with both Marcato and 

Third Point.  At the Marcato meeting, Richard ―Mick‖ McGuire, Marcato‘s CEO, urged 

the Company to return much of its cash-on-hand to investors and showed the Sotheby‘s 

delegates materials he had prepared before the meeting to that effect.    
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During the meeting with Third Point, Ruprecht and Loeb exchanged opinions 

about Sotheby‘s and its business.  This included Loeb questioning the Company‘s 

management about the differences between Sotheby‘s and Christie‘s. Loeb‘s notes 

suggest that he intended to ask Ruprecht and others during the meeting: ―[w]hat would 

you do different if Sotheby‘s was a private company? Do you think that would change 

the industry competitive dynamic?‖  The notes also included the ―bonus topic‖ of 

Marcato; Loeb apparently was curious as to whether Sotheby‘s planned to hire external 

advisors, such as bankers and lawyers, in response to Marcato‘s 13D filing.  

Later that day, Cohen of Third Point emailed Loeb and two others to express his 

take on the meeting.  Cohen wrote that, ―[a]t the end of the meeting, mgmt said they 

‗want our ideas,‘ so we could certainly go back to them with some.‖  He also cautioned 

those on the email that it was ―important to remember that 10% of [Sotheby‘s] is only 

about $300m, so [Loeb] needs to decide whether anything other than a strictly passive 

investment is the best use of your time.‖  The following day, Loeb responded to Cohen‘s 

email.  After criticizing Sotheby‘s management for lacking ―sizzle or pizzazz,‖ he 

observed that ―I do think the marcato guys COULD force a sale and plan to get on the 

board and a proxy contest could revise activist premia . . . .‖ 

On August 11, Sotheby‘s management sent the Board a written summary of both 

the Marcato and Third Point meetings.  Dodge responded ―my initial reaction is that they 

understand reasonably well what they are looking at and some of their thoughts are not 

far off the mark, including re: the Board.‖  Dodge did not specify, however, whether he 
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was referring to Marcato‘s thoughts, Third Point‘s thoughts, or some combination 

thereof.   

7. Activist funds continue to increase stakes in Sotheby’s 

On August 14, 2013, Trian filed a Form 13F, revealing that as of June 30, 2013, it 

had acquired over 2 million shares of Sotheby‘s, or approximately 3% of the Company‘s 

outstanding common stock.  The same day, the Company also learned that Third Point 

had quintupled its stake in Sotheby‘s (from approximately 500,000 shares to 2.5 million 

shares), increasing its ownership in the Company to approximately 3.6%.  Sheridan 

expressed concern about what he perceived to be ―collusive‖ behavior between Trian and 

Third Point, to which Ruprecht responded in part ―when, and if, we cannot defeat a 

hostile proxy fight, these [jerks] can run the business.  I will not supervise the over 

leveraging of this business which leads to wholesale termination of staff and suffocating 

debt.‖ 

When informed of the new developments regarding Trian and Third Point, Dodge 

asked management for an update as to the combined holdings in the Company, in 

percentage terms, of Trian, Marcato, and Third Point.  Dodge also inquired whether 

Blackrock, Sotheby‘s largest stockholder at the time, had weighed in on the activists‘ 

recent actions.  Arguing that it was premature to engage Blackrock in the discussion, 

Ruprecht wrote Dodge ―[m]y belief has been that engaging top shareholders with 

anything less than a specific plan of returning capital to shareholders this Autumn will 

hand the agenda to activists, who in turn will propose and win a proxy contest in March 

unless we take dynamic action before hand.‖  He wrote further that ―[s]hareholders will 
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accept and indeed enjoy activist agenda [] until we have specific actions announced 

publicly.‖ 

Less than two weeks later, on August 26, Third Point filed its initial Schedule 

13D, disclosing it had acquired a 5.7% stake in the Company.  According to the filing, 

Third Point intended to ―engage in a dialogue with members of the Board or 

management,‖ and also might pursue discussions with other stockholders or 

―knowledgeable industry or market observers (including art market participants).‖  Third 

Point stated that these discussions ―may relate to potential changes of strategy and 

leadership at‖ Sotheby‘s.  As Marcato had done in its Schedule 13D filing, Third Point 

also reserved the right to purchase additional Sotheby‘s shares and to pursue ―[a]n 

extraordinary corporate transaction, such as a merger, reorganization or liquidation, 

involving the issuer or any of its subsidiaries.‖   

That same day, Third Point‘s Schedule 13D was circulated to the Board.  This 

prompted the Duke of Devonshire to inquire whether he should plan on attending the next 

Board meeting, scheduled for early September, in person.  Ruprecht responded in the 

negative and stated ―[e]arly next year we are likely to face a proxy contest with activists 

wanting to come on the Board.  As our advisor Wachtell reminds me today, there is 

nothing they can do till [M]arch of 2014, unless we choose to work with one of these 

folks to blunt the others.‖  Ruprecht continued ―[e]ssentially as I see it tonight, I don‘t see 

this [September Board] meeting as more than directional.  The endgame is either in 8 

months or 20 months when the Board election cycle matures annually.‖ 
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Two days later, on August 28, in an email exchange, Ruprecht‘s sister asked 

whether ―all the news regarding hedgies [is] good or bad‖ for him personally.  In 

response to his sister‘s question, Ruprecht wrote, ―Hedges are fine, buying our stock at 

huge prices, not likely to have a happy ending.  They may shove, early next year, a 

person [onto] our board….which won‘t kill anyone.‖ 

Shortly thereafter, on August 30, Marcato received clearance from the U.S. 

Federal Trade Commission (―FTC‖) to acquire over 50% of Sotheby‘s outstanding 

shares, if it so chose.   

8. Discussions about a return of capital 

On August 31, 2013, a memorandum was circulated to the Finance Committee of 

Sotheby‘s Board to outline what would be discussed during the committee‘s scheduled 

September 4, 2013 call.  The Finance Committee was informed that Trian, Marcato, and 

Third Point had accumulated approximately 15% of the Company‘s outstanding shares, 

and that Third Point held derivative positions that, if exercised, would increase that figure 

to over 20%.  In response, the Company was considering a two-step approach that 

essentially focused on conveying to stockholders its intent to return capital to them in 

both the near and long term time frames.  The memorandum concluded that ―[t]his 

approach positions us as nimble, on our front foot, and controlling the dialogue, all of 

which should bode well in any proxy contest on the horizon.‖ 

Two days later, Ruprecht wrote to Goldman and Wachtell to share his thoughts on 

Loeb‘s strategy.  According to Ruprecht, Loeb‘s actions of attempting to stir up dissent 

among the Company‘s staff and experts suggested that his ―endgame must be to either be 
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replacing management/board composition or simply to be so disruptive that we 

accommodate.‖  Ruprecht also conveyed his belief that the Company could blunt Loeb‘s 

efforts if the Company could ―get [the] mid September capital structure review 

announced before [Loeb] goes public‖ with his thoughts on Sotheby‘s. 

 On September 4, before the Finance Committee call, Ruprecht previewed his 

recommendation to that committee to Taubman.  Ruprecht stated: 

We are going to be the target of a proxy fight with activist 

shareholders.  The motivation for that fight is only 

peripherally about returning capital.  It is about being on 

Sotheby‘s Board.  Mick McGuire needs that as validation, 

and Loeb wants that for ego. 

Now, I do not have an appetite for significantly leveraging 

this business, our progress has been hard won, and our ability 

to operate and invest in deals, and potentially an art fund 

principal business has never been more exciting. 

My review of the situation however is this: if we make a 

gesture, that we can afford, of a couple of hundred million 

returned quickly to shareholders, we gain enormous tactical 

leverage in the process of persuading the 85% of shareholders 

who were not activists, that we are responsible stewards for 

their investment.  If we do not act soon, my guess, no more 

than a guess, is that Loeb in particular sows very considerable 

disruption over the next several months.  He is actively 

soliciting staff and clients for comment and support.  Having 

lived with the reality of holding on to staff, and clients, in the 

face of a crisis or turbulence – it is not a simple exercise in 

this business.  Our competitor will have great fun dissuading 

clients from giving us business, suggesting [already are doing 

so] we will be sold/off focus/unable to be strong advocates 

for their property. 

So this is about power, and political gamesmanship with 

shareholders, not about capital structure.  In the event we do 

not act, my view is that a proxy fight is much harder to win, 

and a slate of 3-4 new directors would displace current 



 17 

directors.  Who would they replace? Unknown.  But the 

Board will not make those decisions.  And in my view, the 

single most valuable thing the board can do is stay 

collaborative and speak with one voice, and control its future.  

If you do a modest buy back, and still feel like you are going 

to lose a proxy contest, then you would offer activists one or 

two seats and still be in control.  But if you go for it in a full 

battle, without making a gesture to shareholders, Loeb and co 

have a pretty good shot at persuading shareholders that he is 

their advocate.   

For his part, Taubman believed that ―every suggestion [Third Point had] made 

[was] terrible – and not good for the business.‖  He also expressed concern that by 

dealing with Third Point ―I think we‘ll make a short term deal w the devils and it will 

hang over us forever,‖ and that he was not ―sure where this stops.‖  In addition, Taubman 

was reluctant to reach a deal to appease Third Point because ―[i]t will also surely reduce 

our competitiveness just as we‘re gaining a capital position to truly compete w all the 

changing forces in the art world.‖ 

On the morning of September 4, Ruprecht also emailed Goldman to give ―his 

read‖ on the situation before the Finance Committee call.  Ruprecht described the 

Board‘s decision on whether to return capital to stockholders as being: 

About power and the ability to persuade . . . . If we are going 

to fight any capital distribution and the entire discussion is 

about - this Autumn with shareholders - why we shouldn‘t 

distribute, and why we can deliver returns above the cost of 

capital - we will likely lose that argument.  At which point we 

will have perhaps four new directors, who view their charge 

as the distribution of capital.  The board is in the crosshairs, 

not management.  The board not management gets elected by 

shareholders.  So the decision to make a prudent distribution 

now allows us the greatest control over board composition 

and collegiality going forward.  To bunker in ensures board 

disruption next spring. 
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This isn‘t and never was about capital markets [for McGuire 

and Loeb].  It‘s about getting into a leadership position on 

Sotheby‘s board. 

Patrick McClymont of Goldman ―agreed‖ with Ruprecht and opined that an 

announcement of a return of capital to stockholders would be the ―right catalyst‖ ―for a 

real discussion with shareholders.‖ 

During the Finance Committee meeting, Goldman made a presentation 

recommending a $200-$250 million share repurchase as part of a two-step process to 

address ―recent shareholder feedback.‖  While Goldman noted that one of the ―potential 

consequences of inaction‖ was that ―vocal shareholders‖ would ―[p]ropose a short slate 

of 2 to 3 alternative directors,‖ it also described some of the ―key risks‖ of engaging in a 

share buyback as adding ―additional leverage to a highly cyclical business,‖ and creating 

the ―[p]otential for Marcato/Third Point to ‗claim victory,‘‖ and  the ―[p]otential loss of 

operational flexibility in the U.S.‖ 

On September 10, 2013, the Board held a regularly scheduled meeting.  Ruprecht 

provided the Board ―background information regarding [Marcato] and Third Point, the 

two activist hedge funds that had accumulated substantial positions in the Company‘s 

stock.‖  He also ―provided his assessment of the goals and motivations of Marcato and 

Third Point‖ based on his discussions with the principals of those funds. 

The Board was advised that McGuire was expected to speak the following week at 

an investor conference in which it was ―anticipated that he will air his views about 

Sotheby‘s.‖  As such, Ruprecht said that management was ―tactically anxious‖ to 

announce before the conference that the Company would be undertaking a 



 19 

comprehensive capital allocation review and engaging with stockholders to take steps to 

enhance stockholder value.  Ruprecht also noted that ―the Board may be the subject of a 

proxy contest in the spring 2014‖ and asked the Wachtell and Goldman representatives in 

attendance to review for the Board ―that prospect and related events they see unfolding in 

the months ahead.‖ 

The next day, September 11, the Company announced publicly that it was 

conducting a capital allocation review.  By this time, the Company also had undertaken a 

review of its real estate portfolio.  In the context of discussing the Company‘s real estate 

plans, Taubman emailed Ruprecht that ―this all happened because of Loeb.‖  Ruprecht 

responded with a single word: ―scum.‖    

9. The October 2, 2013 letter 

On October 2, 2013, Third Point filed an amended Schedule 13D revealing that 

the fund had increased its stake in Sotheby‘s to 6.35 million shares, or approximately 

9.4% of the Company.  Attached to the Schedule 13D was a letter from Loeb to 

Ruprecht.  In the letter, Loeb raised several concerns about Sotheby‘s, including ―the 

Company‘s chronically weak operating margins and deteriorating competitive position 

relative to Christie‘s,‖ ―Management‘s lack of alignment with shareholders,‖ Ruprecht‘s 

―generous package of cash, pay, perquisites, and other compensation,‖ ―a sleepy board 

and overpaid executive team,‖ and ―lack of expense discipline.‖ 

Loeb‘s ―prescription for repairing Sotheby‘s‖ consisted of the Company bringing 

in ―the right technicians,‖ such as Loeb himself, several new directors recruited by Loeb, 

and ―a designee from another large shareholder.‖  According to the letter, ―[o]nce 
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installed, these new directors would determine what other steps are necessary to ensure 

that the Company benefits from the rigor and direction that comes with having an 

‗owners perspective‘ in the boardroom.‖  In addition, Loeb emphasized the need to 

replace Ruprecht as CEO.  In that regard, his letter stated that Third Point already had 

identified potential CEO candidates, both internal and external to the Company, and had 

already commenced informal discussions with the external candidates. 

Loeb apparently made several of the accusations in his letter without actual 

knowledge of their veracity.  In addition, the record supports an inference that Loeb 

included the letter with the Schedule 13D as part of an ―all out assault‖ meant to 

destabilize the Company.  In contemporaneous emails, Loeb described his letter as both 

part of a ―holy jihad‖ intended to ―make sure all the Sotheby‘s infidels are made aware 

that there is only one true God,‖ and part of a ―Special Operation on Sotheby‘s,‖ which 

was intended to ―shock and awe‖ the Company and ―undermine the credibility‖ of 

Ruprecht.  Loeb acknowledged that the letter may have caused some ―collateral damage‖ 

to the Board, but believed that was ―an acceptable risk‖ to have taken.   

10.   The Board adopts a rights plan 

On October 3, 2013, the Board held a special meeting, which included Goldman 

and Wachtell, to discuss Third Point‘s updated Schedule 13D and Loeb‘s letter.  After 

leading the Board through a point-by-point discussion of Loeb‘s letter, Ruprecht ―noted 

discussions that he and the Company‘s management had had with advisors from 

[Wachtell] and [Goldman] regarding possible responses to the letter from Mr. Loeb, 

including the possible adoption of a Shareholder Rights Plan (the ‗Rights Plan‘).‖ 
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Andrew Brownstein of Wachtell reviewed the proposed Rights Plan with the 

Board.  Brownstein referred to materials Wachtell and Goldman had distributed to the 

Board that Trian, Marcato, and Third Point had collective ownership of approximately 

19% of the Company‘s outstanding shares.  The advisor-produced materials stated ―[i]n 

this and other cases, activists have acquired shares rapidly and used derivatives to 

accumulate positions without paying [a] control premium,‖ and that ―[r]ights plans have 

been adopted by companies facing activist situations . . . as well as companies facing 

takeovers.‖  As to activist situations, the Rights Plan was described as an ―[e]ffective 

device to ensure Board involvement in the timing and outcome of a takeover bid or 

creeping accumulation of control.‖   

After Brownstein‘s review, ―the Board engaged in an extensive discussion of the 

features of the proposed Rights Plan‖ and ―whether the recent accumulations of stock and 

related items posed a threat to the Company to which adoption of a Rights Plan was an 

appropriate response.‖  At Ruprecht‘s suggestion, the Rights Plan topic was tabled and 

slated to be addressed at the previously scheduled Board meeting to be held the following 

day. 

On October 4, the Board held its regularly scheduled meeting.  The first item of 

business was another ―Activist Investor Update.‖  After continuing the discussion from 

the previous day, the Board unanimously approved the adoption of the Rights Plan.  In 

doing so, Marcato and Third Point were identified as Schedule 13D filers that ―may each 

continue to accumulate Common Shares and/or derivative positions with respect to the 

Corporation.‖  A ―Summary of Terms of Rights Plan‖ enclosed with the meeting minutes 



 22 

explained briefly how the Rights Plan provides ―[p]rotection against creeping 

acquisition/open market purchases.‖  At the October 4 meeting, the Board did not make 

any explicit findings regarding the existence of a threat.  The Company‘s press release 

announcing the adoption of the plan, however, stated that the Rights Plan was ―intended 

to protect Sotheby‘s and its shareholders from efforts to obtain control that are 

inconsistent with the best interests of the Company and its shareholders.‖ 

In an email to a Sotheby‘s employee on October 4, which appears to have been 

sent before the Board meeting, Ruprecht wrote, ―[o]ur job is to be compelling with 

investors.  We will have a big fight re the board composition next summer.  Loeb wants 

to control our board.  Our staff would hate that.  He‘s a scumbag.‖ 

11.   The terms of the Rights Plan 

By its own terms, the Rights Plan expires in one year unless it is approved by a 

stockholder vote.  Nothing in the Rights Plan, however, appears to prohibit the Board 

from re-adopting it in whole or in part after it expires.  In addition, the Rights Plan 

contains a ―qualifying offer‖ exception, in which the Rights Plan will not apply to an 

―any-and-all‖ shares offer for the Company that cashes out all Sotheby‘s stockholders 

and gives them at least 100 days to consider the offer. 

Of greater relevance to the current litigation, however, is the Rights Plan‘s two-

tiered structure.  Under the Rights Plan‘s definition of ―Acquiring Person,‖ those who 

report their ownership in the Company pursuant to Schedule 13G may acquire up to a 

20% interest in Sotheby‘s.  A person is eligible to file a Schedule 13G only if, among 

other things, they have ―not acquired the securities with any purpose, or with the effect 
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of, changing or influencing the control of the issuer, or in connection with or as a 

participant in any transaction having that purpose or effect‖ and they own less than 20% 

of the issuer‘s securities.
3
  All other stockholders, including those who report their 

ownership pursuant to Schedule 13D, such as Third Point and Marcato, are limited to a 

10% stake in the Company before triggering the Rights Plan or ―poison pill.‖  

12. Third Point and Sotheby’s continue to interact, Sotheby’s continues its 

capital allocation review 

On October 10, 2013, McClymont, formerly of Goldman and now Sotheby‘s new 

CFO, met with Loeb.  Among other things, Loeb and McClymont discussed ―cost 

reductions,‖ ―Sotheby‘s work and corporate culture,‖ ―the perceived working and role of 

the [Board],‖ ―a comparison of the leadership, talent, strategies, tactics and structure of 

Sotheby‘s versus Christie‘s,‖ and areas for growth for the Sotheby‘s business and the 

ability of Mr. Loeb‘s spouse to assist Sotheby‘s with respect to certain potential 

initiatives and opportunities.‖  McClymont reported his meeting with Loeb to the Board 

during an October 25 meeting.  At the same meeting, Dodge also recounted to the Board 

the details of a meeting he had had with Loeb.  Dodge mentioned, in particular, Loeb‘s 

comments to him regarding the Company‘s leadership and what he perceived ―as the 

Company‘s shortcomings versus Christie‘s.‖  In addition, according to Dodge, during 

their meeting, ―Loeb had indicated that much of his information and conclusions were 

based on second-hand sources, rumors and commentary among friends and acquaintances 

in the art market, including at Sotheby‘s.‖ 

                                                 
3
  17 C.F.R. § 240.13d-1(c). 
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On November 19, 2013, Third Point‘s COO Josh Targoff met with Marcato‘s 

General Counsel.  The purpose of the meeting was to ensure that the funds ―didn‘t do 

anything to inadvertently trigger the pill.‖  On the current record there appear to be some, 

but not extensive, interactions between Third Point and Marcato regarding Sotheby‘s.   

As the Company was engaged in its capital allocation review, on December 5, 

2013, Ruprecht wrote Weibling to discuss an upcoming Finance Committee call.  

Ruprecht stated:  

[e]volving our capital structure is important, and ongoing, and 

[thankfully] we continue to make quite a lot of money, so I 

feel the risks we take on at the levels of capital return we are 

recommending is prudent.  And it makes enough of a gesture 

that the coming proxy battle or its variants are made much 

more complex by saying ‗no capital for you‘ to shareholders.  

In fact, I put it quite starkly.  Either we make a significant 

capital return or we will empower Loeb in particular to 

wound our company and our board, and our prospects very 

materially.  I assess the risks of a full proxy battle with him as 

very severe, and the consequences of capital distribution as 

much less severe. 

On December 13, the Board held its next regular meeting.  One topic on the 

agenda was the Company‘s capital allocation review, and one part of the Board‘s 

deliberation on that subject was ―the impact of a $250 million return to shareholders 

versus a $425 million return,‖ as well as the fact that ―the Company and its advisors 

cannot be certain whether either level would be sufficient to satisfy Marcato and Third 

Point (or deter them from running a proxy fight).‖ 
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On January 29, 2014, pursuant to the Company‘s capital allocation review, 

Sotheby‘s announced a special dividend of $300 million and a $150 million share 

repurchase. 

13.   Loeb’s interactions with the Company 

There is some evidence in the record indicating that throughout late 2013 and into 

early 2014, Loeb conducted himself as though he already had significant influence over 

the Company‘s decisionmaking.  He represented himself to some of Sotheby‘s employees 

at a December 2013 art show, for example, as the person who ―was going to be the one 

appointing management in the future.‖  Loeb also called a New York real estate 

developer that the Company was working with in its real estate assessment and 

apparently informed the developer that he (Loeb) was ―in charge‖ of Sotheby‘s and 

would be making the Company‘s future real estate decisions.  Moreover, Loeb appears to 

have followed through with his October letter to Ruprecht in that he approached at least 

three prominent members of the art community about whether they would be interested in 

Ruprecht‘s job. 

By January 2014, at the latest, Sotheby‘s ―business getters‖ were hearing from 

possible consignors and clients questions such as ―[i]sn‘t it likely that most of you won‘t 

be here in the spring when my property comes up for sale? Won‘t Dan Loeb be changing 

most of s[enio]r m[ana]g[emen]t‖ and ―With Loeb coming on board and making lots of 

changes, Sotheby‘s seems weak and in flux, how can I trust you with my property?‖    
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14. Third Point and Sotheby’s fail to negotiate a solution 

In February 2014, Third Point and Sotheby‘s began negotiating in earnest in an 

attempt to avoid a proxy contest.  The ―core‖ of Third Point‘s settlement proposal was 

that: (1) the Company redeem or modify the Rights Plan to allow 15% ownership; (2) the 

roles of CEO and Chairman be separated; and (3) Loeb and ―1 other Loeb designee‖ join 

the Board.  Loeb also emphasized that, as a director, he would focus on instituting annual 

―360 degree director reviews,‖
4
 and a mandatory Board retirement age.  On the issues of 

separating the CEO and Chairman roles, 360 degree reviews, and a mandatory retirement 

age, Dodge ―strongly favored‖ Third Point‘s position, and noted ―[w]e can fault Loeb for 

his ego, his rough edges, for his ‗ready, fire, aim‘ approach, but on the substance he is far 

from all wrong, and he is with us already on the core issue of returning capital in 

measured amounts.‖  On the more controversial issue of representation on the Board, 

Sotheby‘s responded that it was prepared to offer Third Point one nominee, who could 

not be Loeb.  Third Point rejected this offer.  The Company later offered to allow just 

Loeb on to the Board if he agreed to abide by certain terms, including a standstill 

agreement that would cap Third Point‘s holdings in Sotheby‘s at around the 10% mark.  

This offer also was rejected.   

On February 27, the Board held a regularly scheduled meeting which included a 

―Capital Allocation update and activist update.‖  De Sole reviewed his recent discussions 

                                                 
4
  This refers to a broad based method of assessing job performance in which the 

subject receives reviews from their immediate work circle, which often includes 

reviews from subordinates, peers, and supervisors.  
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with Third Point ―over a variety of topics, including the Shareholder Rights Plan, the role 

of the Chairman and CEO‖ and ―representation of Third Point on the Corporation‘s 

Board of Directors.‖  McClymont discussed with the Board ―the alternatives available to 

the Corporation with respect to the [Rights Plan],‖ which led to a ―general discussion‖ of 

the Rights Plan.  Based on the potential impact a proxy fight would have on Sotheby‘s 

business and the prospect of another proxy contest in 2015 regardless of the results of the 

2014 election, Ruprecht expressed his view that ―[Sotheby‘s] should consider reaching a 

settlement with Third Point.‖  After discussing whether Third Point should be offered one 

or two seats on the Board, the directors agreed to re-offer Loeb, and only Loeb himself, a 

seat on the Board to avoid a proxy fight. 

While the Board meeting was in progress, Third Point filed another Amended 

Schedule 13D.  This new filing revealed that Third Point had increased its stake in 

Sotheby‘s to 9.53% and that Third Point intended to run a director slate of three directors 

– Loeb, Harry J. Wilson, and Olivier Reza – to be voted on at the Company‘s upcoming 

annual meeting.  Loeb knew that the Board was meeting when Third Point filed its 

Amended Schedule 13D because he had indicated to De Sole that he would not move 

ahead with a proxy contest until the Board could consider a settlement proposal during 

the February 27 meeting.  The record supports a reasonable inference that the timing of 

the Amended 13D was deliberate. 

The following day, a small group of senior Company managers held a strategy call 

with outside advisers.  In addition to discussing whether the Company should offer 

Marcato the ―Loeb deal‖ of a single board seat, the group also discussed the Rights Plan.  
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According to notes from the meeting, there was a discussion regarding whether ―[a]s part 

of engaging with ISS, does Sotheby‘s formally accelerate the expiration of the [Rights 

Plan]?‖  Those at the meeting decided, ―[w]e need to come to figure out how much it 

would swing ISS and our chances of winning,‖ and that it would be important to ―[g]et 

feedback from Vanguard and Blackrock.  If they want to get rid of the [Rights Plan], then 

it may be worth doing to win their support.‖ 

15.   Third Point requests a waiver of the 10% trigger 

On March 13, 2014, the Company announced that Dodge would not stand for re-

election at the upcoming annual meeting.  The same day, Third Point again amended its 

Schedule 13D, revealing that it owned, directly or beneficially, 9.62% of Sotheby‘s stock.  

In addition, Third Point sent a letter to Sotheby‘s requesting that the Company grant it a 

waiver from the Rights Plan‘s 10% trigger, and allow it to purchase up to a 20% stake in 

the Company.   

Also that same day, Ruprecht and McClymont met with Tom Hill of Blackrock.  

Hill recommended that Sotheby‘s settle for two seats with Loeb because he was ―going to 

win.‖  Hill also told Ruprecht and McClymont that ―I really like Marcato, he is very 

smart, and while Dan‘s current position is polar opposite to Mick‘s, that won‘t last and he 

will change his mind.‖  Ruprecht did not ―have a conclusion‖ based on his meeting with 

Hill. 

  The Board met six days later on March 19 to, among other things, receive an 

update from its advisors about ―possible voting outcomes‖ in the ongoing proxy contest 

with Third Point and to consider Third Point‘s waiver request.  As to the proxy contest, 
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Morrow expressed the view that in the likely event that ISS, an influential proxy firm, 

supported Third Point, the proxy contest would be ―a dead heat.‖
5
  Goldman agreed with 

Morrow‘s assessment and described the proxy contest as ―a very close race.‖  The 

Company‘s third proxy-related advisor, CamberView, also agreed and noted that 

―investors could perceive there to be compelling arguments on both sides.‖ 

The Board then turned to Third Point‘s waiver request.  According to the meeting 

minutes, which not unexpectedly appear to have been prepared by Sotheby‘s lawyers and 

which were finalized after this litigation began: 

Mr. McClymont updated the Board on a conversation that he 

had had with Mr. Loeb regarding [the waiver] letter.  The 

directors discussed among themselves and with their advisors 

the Board‘s rationale for putting the Rights Plan in place in 

October 2013: the Board‘s determination that the rapid 

accumulation of shares by Marcato and Third Point 

constituted a threat to the Company‘s corporate policy and 

effectiveness and might be evidence of an attempt to achieve 

a change in effective control of the Company without having 

to pay any premium to shareholders.  The directors then 

considered whether the same rationale still applied in 

determining how to respond to Third Point‘s request.  With its 

advisors, the Board considered the basis for the Rights Plan in 

the context of Third Point‘s letter and discussed at length 

whether Third Point and other activist investors continued to 

pose a threat to corporate policy and effectiveness and a risk 

of creeping control.  The Board reviewed the interactions 

over the past eight months between Sotheby‘s, on the one 

hand, and Third Point and Mr. Loeb, on the other, including 

the risk that Third Point could obtain ―negative control‖ or 

effectively a controlling influence without paying a premium 

with respect to certain matters if it achieved a 20% stake. . . . 

The Board considered Mr. Brownstein‘s advice and 

ultimately concluded that nothing had changed that would 

                                                 
5
  As it currently stands, ISS supports two of the three Third Point nominees. 
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warrant a change in the Rights Plan, including the exemption 

requested by Third Point. 

 The following deposition testimony of Sotheby‘s director Taylor, however, tells a 

somewhat different story and, at least at this preliminary stage of the litigation, has a ring 

of truth to it: 

Q:  In March, when the board decided to reject Third 

Point‘s request for a waiver to buy up to 20 percent, 

did you specifically discuss what effect that decision 

would have on the proxy contest? 

 

A:  Yes. I mean that was pretty much the whole thing. We 

did it –  

 

Q:  Okay. Tell me about that discussion. 

 

A:  We were advised by our proxy advisors that – that the 

status quo, it was totally up in the air as to who was 

going to win the proxy contest.  We were advised that 

if he, based on history, that if he, Third Point, had 20 

percent of the stock, that it was pretty sure that they 

would win the proxy contest. 

 

Q:   And the board thought it was appropriate to prevent 

that from happening? 

 

A:  The board, the board voted to go ahead with the proxy 

fight. 

 

Q:  And by going ahead with the proxy fight you mean the 

board rejected the waiver request? 

 

A:  Yes. 

 

Q:  Okay. And by rejecting the waiver request –  

 

A:  Ensuring that there would be a proxy fight 

 

Q:  Right.  And the board did that because putting more 

stock into Third Point‘s hands would make it more 
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likely that they would win seats in the election, 

correct? 

A:  It wasn‘t about the seats. It was about the control. It 

was about the 20 percent. And in addition to that the 

seats didn‘t help. 

 

Q:  So you said in the last answer that it wasn‘t about the 

board seats; is that correct? 

 

A:  Not per se, it‘s about the control and the seats are part 

of that.
6
 

 

After denying Third Point‘s request, the Board discussed possible re-engagement 

with Marcato.  Because Marcato, in discussions with the Company, had ―indicated that it 

would be willing to support the Company‘s slate of director nominees if the Company 

were willing to commit to a specified level of capital return to shareholders in the next 

twelve months,‖ Ruprecht suggested the Company analyze what level of capital return 

―the Board might be comfortable with,‖ to decide whether it made sense to try to reach an 

agreement with Marcato.  The Board was amenable to Ruprecht‘s approach, but based on 

Marcato‘s recent decision to support Third Point‘s nominees and oppose the incumbent 

slate, no deal between the Company and Marcato ever came to fruition. 

Two days later, on March 21, 2014, Sotheby‘s notified Third Point that the Board 

had denied its request to waive the 10% trigger. 

C. Procedural History 

On March 25, 2014, Third Point commenced this action by filing its verified 

complaint.  Six days later, on March 31, I granted Third Point‘s motion to expedite and 

                                                 
6
  Taylor Dep. 99-101. 
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scheduled a hearing on Third Point‘s motion for a preliminary injunction.  On April 10, 

the Stockholder Plaintiffs moved for entry of a coordination order, which I granted in part 

and denied in part on that same day.  On April 29, after full briefing, which was based on 

extensive documentary evidence and deposition testimony produced during expedited 

discovery, I heard argument on Plaintiffs‘ motions for a preliminary injunction.  This 

Memorandum Opinion constitutes my ruling on those motions.  

D. Parties’ Contentions 

Plaintiffs argue that under any standard of review that reasonably could be applied 

in this case, they have demonstrated a reasonable probability of showing that Defendants 

breached their fiduciary duties by adopting and enforcing the Rights Plan.  According to 

Plaintiffs, there is sufficient record evidence to support an inference that Defendants 

adopted and enforced the Rights Plan against Third Point for the primary purpose of 

inhibiting its ability to wage a successful proxy contest without any compelling 

justification for doing so.  Plaintiffs also argue that, regardless of the Board‘s intentions 

in adopting a defensive measure against Third Point and refusing to waive a key 

component of that measure, Defendants‘ actions both were disproportionate because 

Third Point posed a minimal, if any, threat to the Company and unreasonable because the 

Rights Plan is discriminatory in such a way that favors unambiguously and impermissibly 

the incumbent Board.  As to irreparable harm, Plaintiffs aver that, because the Rights 

Plan interferes with or impedes the effective exercise of the stockholder franchise, they 

will be harmed if the annual meeting is allowed to proceed while that inhibition on their 

voting rights exists.  Finally, Plaintiffs assert that the balance of the equities weighs in 
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their favor in this instance because any harm from a brief postponement of the annual 

meeting is outweighed by the serious harm, both monetary and otherwise, that would 

have to be incurred if the Court eventually decides the Rights Plan was invalid and 

requires the Company to hold another director election. 

In response, Defendants argue that Plaintiffs cannot establish a reasonable 

probability of success on their breach of fiduciary duty claims because Third Point 

presented numerous legally cognizable threats to the Company and the adoption of the 

Rights Plan, as well as the refusal to waive its key provision, has neither made victory in 

a proxy contest realistically unobtainable for Third Point nor was it disproportionate to 

the several threats posed by Third Point.  Regarding irreparable harm, Defendants assert 

that any injury Plaintiffs would suffer in this case is speculative both because Third Point 

has a good chance of winning the proxy contest even with the Rights Plan in place and 

because even if the Rights Plan was invalidated, there is no guarantee that Third Point 

actually would acquire up to 20% of Sotheby‘s stock or that such an increase would alter 

the results of the proxy contest.  Finally, Defendants argue that the balancing of the 

equities weighs in its favor because an order postponing the annual meeting would put 

the Company out of step with the policy of 8 Del. C. § 211, which requires the holding of 

an annual meeting once every thirteen months, and would prolong the disruption, 

distraction, and harm to the Company that it already is experiencing as a result of the 

proxy contest with Third Point.  
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II. ANALYSIS 

To obtain a preliminary injunction a plaintiff must demonstrate: (1) a reasonable 

probability of success on the merits; (2) that absent injunctive relief, they will suffer 

irreparable harm; and (3) that the balance of the parties‘ harms weighs in favor of 

injunctive relief.
7
  An injunction will not issue unless all three elements are satisfied.   

A. Reasonable Probability of Success on the Merits 

The fundamental dispute between the parties in this litigation is whether Sotheby‘s 

Board breached its fiduciary duties either: (1) in adopting the Rights Plan in October 

2013; or (2) by refusing to grant Third Point a waiver from the Rights Plan‘s 10% trigger 

in March 2014.  As a threshold issue, however, I must determine the proper legal 

standard under which to analyze the conduct of Sotheby‘s Board. 

1. The legal standard 

a. Unocal provides the proper legal framework for this dispute 

Nearly thirty years ago, in the seminal case Moran v. Household International, 

Inc.,
8
 the Supreme Court validated the concept of a rights plan.  In reaching that 

conclusion, the Supreme Court‘s analysis was guided by, and in accordance with, the 

teachings of its then-recent decision in Unocal Corp. v. Mesa Petroleum Co.
9
 Since 

Moran, both this Court and the Supreme Court have used Unocal exclusively as the lens 

through which the validity of a contested rights plan is analyzed.  This includes cases in 

                                                 
7
  In re Netsmart Techs., Inc. S’holders Litig., 924 A.2d 171, 191 (Del. Ch. 2007).  

8
  500 A.2d 1346, 1347 (Del. 1985). 

9
  493 A.2d 946, 949 (Del. 1985). 
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which a rights plan has been used outside of the hostile takeover context.
10

  Thus, it is 

settled law that the Board‘s compliance with their fiduciary duties in adopting and 

refusing to amend or redeem the Rights Plan in this case must be assessed under Unocal.   

b. It is possible, but unlikely, that Blasius nevertheless may be implicated within 

the Unocal framework in this case 

―Famously, and under very unusual facts, [the case of] Blasius Industries, Inc. v. 

Atlas Corp. held that the board of directors must provide a ‗compelling justification‘ for 

its actions where the board acted ‗for the primary purpose of interfering with the 

effectiveness of a stockholder vote.‘‖
11

  In MM Cos. v. Liquid Audio, Inc.,
12

 the Supreme 

Court reemphasized that ―the Blasius and Unocal standards of enhanced judicial review 

(‗tests‘) are not mutually exclusive.‖
13

  The Court held that the ―compelling justification‖ 

standard set out in Blasius could be applied within the Unocal framework, but only where 

―‗the primary purpose of the board‘s action is to interfere with or impede exercise of the 

shareholder franchise and the shareholders are not given a full and fair opportunity to 

                                                 
10

  See Versata Enters., Inc. v. Selectica, Inc., 5 A.3d 586, 599 (Del. 2010) (―Any 

NOL poison pill‘s principal intent, however, is to prevent the inadvertent 

forfeiture of potentially valuable assets, not to protect against hostile takeover 

attempts.
 
 Even so, any Shareholder Rights Plan, by its nature, operates as an 

antitakeover device. Consequently, notwithstanding its primary purpose, a NOL 

poison pill must also be analyzed under Unocal because of its effect and its direct 

implications for hostile takeovers.‖) (citation omitted). 
 
11

  Yucaipa Am. Alliance Fund II, L.P. v. Riggio, 1 A.3d 310, 330 (Del. Ch. 2010) 

(quoting Blasius Indus., Inc. v. Atlas Corp., 564 A.2d 651, 659 (Del. Ch. 1988)). 

 
12

  813 A.2d 1118 (Del. 2003).   

13
  Id.  at 1130. 
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vote‘ effectively.‖
14

  The Court noted specifically, however, that because of its strict 

criteria, the ―compelling justification‖ standard announced in Blasius ―is rarely applied 

either independently or within the Unocal standard of review.‖
15

 

In that regard, Plaintiffs have not cited to any case in which this Court or the 

Supreme Court has invoked Blasius to examine a rights plan.
16

  There are any number of 

possible explanations for this dearth of authority, including, but not limited to, that: (1) 

no Delaware court has ever found that a board of directors adopted a rights plan for the 

―primary purpose‖ of interfering with or impeding the exercise of the stockholder 

franchise;
17

  (2) while rights plans can interfere with the franchise, they do not do so in 

the manner that Blasius was concerned with so long as a proxy contest remains a viable 

                                                 
14

  Id. (quoting Williams v. Geier, 761 A.2d 1368, 1376 (Del. 1996)). 

15
  Id. 

16
  In Carmody v. Toll Bros., Inc., 723 A.2d 1180, 1194 (Del. Ch. 1998), Blasius was 

one of several grounds used by then-Vice Chancellor Jacobs to invalidate a so 

called ―dead hand‖ poison pill.  The invocation of Blasius, however, pertained to 

the preclusive and coercive effects a ―dead hand‖ provision would have on a proxy 

contest when the shareholders were unable to elect directors, even if they wished 

to do so, who could redeem the shareholder rights plan at issue.  The court in 

Carmody did not hold that the rights plan‘s ―trigger level‖ there required a 

compelling justification. 

17
  See Yucaipa Am. Alliance Fund II, L.P. v. Riggio, 1 A.3d 310, 331 (Del. Ch. 2010) 

aff'd, 15 A.3d 218 (Del. 2011) (―because the [ ]board did not act ‗for the primary 

purpose of thwarting the exercise of a shareholder vote,‘ Blasius does not apply by 

its own terms.‖); Stahl v. Apple Bancorp, Inc. 1990 WL 114222, at *7 (Del. Ch. 

1990) (―Moreover the approach taken in Blasius, Aprahamian and other cases is 

appropriate when board action appears directed primarily towards interfering with 

the fair exercise of the franchise (e.g., moving a meeting date; adopting a bylaw 

regulating shareholder voting, etc.). The stock rights plan may or may not have 

that effect, but it does not represent action taken for the primary purpose of 

interfering with the exercise of the shareholders' right to elect directors.‖). 
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option;
18

 or (3) to the extent a stockholder rights plan does adversely affect the franchise, 

that circumstance is adequately dealt with under the Unocal standard such that 

application of Blasius has proven unnecessary.
19

  Therefore, although Blasius might have 

some theoretical application to the facts of this case, it appears that, based on the relevant 

precedent, or more precisely, the lack thereof, Unocal provides the appropriate 

framework.   

c. The Unocal standard 

The well-known Unocal standard consists of two prongs.  The first is ―a 

reasonableness test, which is satisfied by a demonstration that the board of directors had 

reasonable grounds for believing that a danger to corporate policy and effectiveness 

existed.‖  In other words, a board must articulate a legally cognizable threat.  This first 

                                                 
18

  See Yucaipa, 1 A.3d at 335 (―Although the Supreme Court and this court 

recognize that poison pills and certain other defenses affect the ability of 

stockholders to run proxy contests on an unfettered basis and that those effects 

should be closely examined when conducting a Unocal review, the Supreme Court 

and this court have also recognized that pills such as those in Moran do not 

disenfranchise any stockholder in the sense of preventing them from freely voting 

and do not prevent a stockholder from soliciting revocable proxies.‖) (citation 

omitted); Stahl, 1990 WL 114222, at *8 (―The thrust of the Supreme Court's 

reasoning in Moran was simply that the restrictions imposed by the stock rights 

plan on a proxy contest were immaterial to conducting a proxy fight effectively. In 

adopting the stock rights plan here, it has not been shown that the [] board could 

not have reasonably concluded similarly. If it did the restrictions here at issue 

should be valid, as were those in Moran‖). 

 
19

  See Yucaipa, 1 A.3d at 335-36 (―In reality, if a board can meet its burden under 

Unocal to show that a rights plan is not unreasonable in the sense that its trigger is 

at such a reasonable threshold that the owner of a bloc up to the trigger level can 

effectively run a proxy contest, the pill would not work the type of 

disenfranchisement that both invokes Blasius review and almost invariably signals 

a ruling for the plaintiff.‖). 
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prong ―is essentially a process-based review.‖
20

  ―Directors satisfy the first part of the 

Unocal test by demonstrating good faith and reasonable investigation.‖
21

  A good process 

standing alone, however, is not sufficient if it does not lead to the finding of an 

objectively reasonable threat.  ―[N]o matter how exemplary the board‘s process, or how 

independent the board, or how reasonable its investigation, to meet their burden under the 

first prong of Unocal defendants must actually articulate some legitimate threat to 

corporate policy and effectiveness.‖
22

       

The second prong of Unocal is a ―proportionality test, which is satisfied by a 

demonstration that the board of directors‘ defensive response was reasonable in relation 

to the threat posed.‖  Proportionality review itself consists of two parts.  First, the Court 

must consider whether a board‘s defensive actions were ―draconian, by being either 

preclusive or coercive.‖
23

  Next, if the board‘s response to the threat was not draconian, 

the Court then must decide whether its actions fell ―within a range of reasonable 

responses to the threat‖ posed.
24

  The defendant board bears the burden of proving the 

reasonableness of its actions under Unocal.   

                                                 
20

  Air Prods. & Chems., Inc. v. Airgas, Inc., 16 A.3d 48, 92 (Del. Ch. 2011). 

21
  Paramount Commc'ns, Inc. v. Time, Inc., 571 A.2d 1140, 1152 (Del. 1990); see 

also Unocal, 493 A.2d at 955. 

22
  Air Prods. & Chems., Inc. v. Airgas, Inc., 16 A.3d at 92. 

23
  Unitrin, Inc. v. Am. Gen. Corp., 651 A.2d 1361, 1367 (Del. 1995). 

24
  Id. 
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2. The October 2013 adoption of the Rights Plan and the March 2014 refusal to 

grant Third Point a waiver 

As Moran makes clear, the Board‘s decision to adopt the Rights Plan in October 

2013 and its subsequent election to refuse to provide Third Point with a waiver from the 

plan‘s conditions each independently must pass muster under Unocal.
25

  Consequently, I 

begin my analysis with the October 2013 adoption.  

a. The October 2013 adoption of the Rights Plan 

1. Plaintiffs do not have a reasonable probability of success as to the first prong 

of Unocal 

Plaintiffs here make no serious argument that the Sotheby‘s Board will be unlikely 

to meet its burden of demonstrating that it conducted a good faith and reasonable 

investigation into the threat posed by Third Point.  The Board undeniably is comprised of 

a majority of independent directors.  In addition, it is undisputed that the Board retained 

competent outside financial and legal advisors, which it appears to have utilized and 

relied on frequently.  ―The presence of a majority of outside directors, coupled with a 

showing of reliance on advice by legal and financial advisors, ‗constitute[s] a prima facie 

showing of good faith and reasonable investigation.‘‖
26

 

                                                 
25

  See Moran v. Household Int’l, Inc., 500 A.2d 1346, 1354 (Del. 1985) (―When the 

[] Board of Directors is faced with a . . . request to redeem the Rights [Plan], they 

will not be able to arbitrarily reject the offer. They will be held to the same 

fiduciary standards any other board of directors would be held to in deciding to 

adopt a defensive mechanism, the same standard as they were held to in originally 

approving the Rights Plan.‖). 

 
26

  Selectica, Inc. v. Versata Enters., Inc., 2010 WL 703062, at *12 (Del. Ch. Feb. 26, 

2010) (quoting Polk v. Good, 507 A.2d 531, 537 (Del. 1986)). 
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Having determined that the Board probably can demonstrate on a full record that it 

conducted the requisite investigation, the next relevant inquiry is whether the Board 

determined that Third Point presented an objectively reasonable and legally cognizable 

threat to Sotheby‘s.  While the Board has asserted that, at all relevant times, Third Point 

has presented a multitude of threats to the Company, for purposes of the October 2013 

adoption, I need focus only on one: ―creeping control.‖  At the time the Board elected to 

adopt the Rights Plan in October 2013, it had several hedge funds accumulating its stock 

simultaneously, and at least as to Third Point, the accumulation was occurring on a 

relatively rapid basis.  The Board also was informed by its advisors that it was not 

uncommon for activist hedge funds to form a group or ―wolfpack,‖ for the purpose of 

jointly acquiring large blocks of a target company‘s stock.  Based on these facts, and the 

profiles of Third Point and Marcato presented to the Board in materials prepared by its 

financial and legal advisors, I cannot conclude that there is a reasonable probability that 

the Board did not make an objectively reasonable determination that Third Point posed a 

threat of forming a control block for Sotheby‘s with other hedge funds without paying a 

control premium.  That is, on the record before me, there is sufficient support for the 

Board‘s assertion that its good faith investigation led it to determine that Third Point 

posed a legally cognizable threat, and I consider that threat objectively reasonable.  Thus, 

Plaintiffs have not demonstrated a reasonable probability of success with respect to the 

first prong of the Unocal analysis for the October 2013 adoption of the Rights Plan.         
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2. The “primary purpose” of the October 2013 adoption of the Rights Plan was 

not to interfere with the stockholder franchise 

For the reasons stated previously, the role of Blasius in the stockholder rights plan 

context is not entirely clear.  Nevertheless, I address Plaintiffs‘ argument regarding the 

Board‘s intent in adopting the Rights Plan because, at a minimum, the use of the Unocal 

standard is intended to ―smoke out‖ impermissible pre-textual justifications for defensive 

actions.
27

 

On this truncated record, there is sufficient evidence to support a reasonable 

inference that the Company has been concerned with the prospect of a proxy fight with 

an activist stockholder since the Summer of 2013.  But the facts here do not support the 

conclusion that Plaintiffs have a reasonable probability of demonstrating that the Board 

adopted the Rights Plan in October 2013 for the primary purpose of interfering with the 

franchise of any stockholder, including Third Point, several months later.  As stated 

previously, the Company was facing a rapid increase in hedge fund ownership in its stock 

that at least one Sotheby‘s insider believed was ―collusive.‖  Based on the advice of its 

outside legal and financial advisors, it appears, at least at this stage of the proceedings, 

that the Company believed certain hedge funds were attempting to gain effective control 

of the Company without paying a premium, and that it was objectively reasonable for the 

Company to perceive that threat.  Because it is reasonably likely that the Board will be 

able to show that they were motivated to adopt the Rights Plan in response to this control 

threat and that ―any effect of electoral rights was an incident to that end,‖ Plaintiffs have 

                                                 
27

  Mercier v. Inter-Tel (Del.), Inc., 929 A.2d 786, 807 (Del. Ch. 2007). 
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not shown that it is reasonably probable that Plaintiffs will be able to establish that 

interference with the franchise was a major, let alone primary, purpose behind the 

Board‘s decision. 

There are additional factors that, on the present record, also weigh against the 

argument that Plaintiffs have a reasonable probability of demonstrating that the Board‘s 

primary motivation was impeding the voting rights of any Sotheby‘s stockholder.  First, 

the record is nearly devoid of facts that would support an inference of entrenchment on 

the part of the Board.  The Board is not staggered, turns over at an above-average rate, 

and is dominated by outside, independent directors.  Moreover, with the possible 

exception of Ruprecht, there has been no showing that serving on the Sotheby‘s Board is 

material, financially or otherwise, to any director such that they have a disabling personal 

incentive to quash a proxy contest.  Although potentially there are reasons beyond 

entrenchment that would drive an independent, well-advised board to act for the primary 

purpose of impeding the stockholder franchise, the fact that no discernable entrenchment 

motive exists here weighs against a finding that the Board acted with such a ―primary 

purpose.‖
28

  

Second, while Plaintiffs have made much of the derogatory way in which various 

Defendants referred to Loeb in several emails, I am not persuaded that Plaintiffs have a 

                                                 
28

  The Rights Plan‘s ―qualifying offer‖ exception, which allows a potential bidder to 

make an offer for the entire Company and presumably replace the entire Board, if 

successful, without triggering the Rights Plan, is another factor that makes it 

unlikely that Plaintiffs will be able to demonstrate that the Board adopted the 

Rights Plan for entrenchment reasons. 
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reasonable probability of demonstrating that the Board‘s decisions vis-à-vis Third Point 

were motivated by an impermissible animus directed at Loeb.  As an initial matter, I note 

that the majority of the communications in which Loeb is referred to pejoratively were 

authored by Ruprecht.  Additionally, many of those communications were between 

Ruprecht and a family member, not a fellow Board member.  I cannot conclude on the 

record before me that, with the exception of Ruprecht—who may have taken personally 

Loeb‘s harsh critiques and open efforts to replace him—anywhere near a majority of the 

Sotheby‘s Board felt that they had endured a similar affront at the hands of Loeb such 

that it would impede their judgment or motivate their actions with respect to Third Point.  

It also is difficult to reconcile the notion that the Board, on a personal level, found Loeb 

so distasteful that it adopted the Rights Plan for the primary purpose of impairing Third 

Point‘s electoral rights so that Loeb could not win in a proxy contest, and, yet, later 

would offer him a seat on the Board as part of settlement discussions.  The Sotheby‘s 

Board was not required to like Loeb, and it very well may not have liked him.  The 

current record, however, does not support a reasonable inference that Plaintiffs have a 

reasonable probability of establishing that any such ―dislike‖ was the driving force 

behind any of the Board‘s decisions regarding Third Point.   

Because Plaintiffs do not have a reasonable probability of demonstrating the 

Board acted with animus or an entrenchment motive in adopting the Rights Plan, it begs 

the question, what end would be served by a course of action taken for the primary 

purpose of disenfranchising Third Point and Sotheby‘s other stockholders?  The fact that 

this question remains unanswered at this point militates against the conclusion that the 
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Board acted with the requisite improper ―primary purpose‖ that would be necessary for 

the Board‘s actions to have to pass muster under the compelling justification standard set 

forth in Blasius. 

Finally, the apparent effect of the Rights Plan itself also weighs against a 

conclusion that there is a reasonable probability that Plaintiffs can show it was adopted 

for the primary purpose of interfering with the stockholder franchise.  As stated by Chief 

Justice Strine, then writing as Vice Chancellor in Mercier v. Inter-Tel: 

In prior decisions, this court has decided that because board 

action influencing the election process did not have the effect 

of precluding or coercing stockholder choice, that action was 

not taken for the primary purpose of disenfranchising 

stockholders.  Because non-preclusive, non-coercive action 

did not have the primary purpose of disenfranchisement, the 

Blasius standard did not apply and thus no compelling 

justification for the board's action had to be shown. That is, 

the lack of disenfranchising effect provided that the trigger 

for the test was not pulled.
29

 

In this case, Plaintiffs have not shown a reasonable likelihood that they will be 

able to demonstrate that the Rights Plan is either coercive or preclusive.  This Rights Plan 

does not contain any features that would outright force a stockholder to vote in favor of 

the Board or allow the Board to induce votes in its favor through more subtle means.  

Said differently, the Rights Plan does not impose any consequences on stockholders for 

voting their shares as they wish.  Thus, the Rights Plan is not ―coercive.‖  Nor is the 

Rights Plan here preclusive.  It is undisputed that Third Point‘s proxy contest with the 

                                                 
29

   Mercier v. Inter-Tel (Del.), Inc., 929 A.2d at 818. 
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Board is eminently winnable by either side.
30

  Therefore, even with a 10% cap on the 

number of shares it can acquire, there is no credible argument that Third Point‘s success 

in the pending proxy contest is ―realistically unattainable.‖
31

  Because the Rights Plan at 

issue here is not coercive or preclusive, the effect of the Rights Plan is another 

consideration that weighs against finding that Plaintiffs have a reasonable probability of 

showing that the Rights Plan was adopted for the primary purpose of interfering with the 

stockholder franchise. 

In sum, on the record before me I cannot conclude that Plaintiffs have a reasonable 

probability of being able to establish that the Board acted with the necessary ―primary 

purpose‖ to invoke Blasius‘s compelling justification standard.  Accordingly, I turn to the 

issue of whether the adoption of the Rights Plan in October 2013 satisfies the second 

prong of the Unocal standard.  

3. Plaintiffs have not shown they have a reasonable probability of success as to 

the second prong of Unocal 

For the reasons stated supra, the Rights Plan at issue here is neither preclusive nor 

coercive.  Because it is not draconian, proportionality review turns on whether the Rights 

Plan adopted by the Board falls within the ―range of reasonableness.‖  ―The 

reasonableness of a board‘s response is evaluated in the context of the specific threat 

                                                 
30

  In briefing, Third Point concedes that the Rights Plan is not preclusive.  Third 

Point Opening Br. 59.  Moreover, Third Point‘s proxy expert, Daniel Fischel, 

described the proxy contest between Third Point and Sotheby‘s as ―basically 

be[ing] a coin flip.‖  As discussed in Section I.B.15, supra, the Company‘s proxy 

advisers believe the proxy contest is a ―dead heat.‖   

31
  Versata Enters., Inc. v. Selectica, Inc., 5 A.3d 586, 601 (Del. 2010). 
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identified—the ‗specific nature of the threat [ ] ‗sets the parameters for the range of 

permissible defensive tactics‘ at any given time.‘‖
32

  When evaluating whether a 

defensive measure falls within the range of reasonableness, the role of the Court is to 

decide ―whether the directors made a reasonable decision, not a perfect decision.‖
33

  

Courts applying enhanced scrutiny under Unocal should ―not substitute their business 

judgment for that of the directors‖ and if, on balance, ―a board selected one of several 

reasonable alternatives, a court should not second-guess that choice.‖
34

 

In this case there is a reasonable probability that the Board will be able to show 

that in October 2013 it was faced with the legally cognizable and objectively reasonable 

threat that Third Point, alone or with others, could acquire a controlling interest in the 

Company without paying Sotheby‘s other stockholders a premium.  Thus, the relevant 

inquiry is whether the adoption of the Rights Plan was a reasonable and proportionate 

response to that threat of creeping control. 

I consider it reasonably probable that the Board will be able to meet its burden to 

demonstrate that the adoption of the Rights Plan in October 2013 was a proportionate 

response to the control threat posed by Third Point.  Plaintiffs here have not litigated the 

issue of or whether a 10% rights plan comports with Delaware law.  Because the entire 

Board, collectively, owns less than 1% of Sotheby‘s stock, a 10% threshold allows 

                                                 
32

  Air Prods. & Chems., Inc. v. Airgas, Inc., 16 A.3d 48, 122 (Del. Ch. 2011). 
 
33

  Paramount Commc’ns Inc. v. QVC Network Inc., 637 A.2d 34, 45 (Del. 1994). 

 
34

  Id. 
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activist investors to achieve a substantial ownership position in the Company.  This is 

supported further by the fact that at its current ownership level just below 10%, Third 

Point is the Company‘s largest single stockholder.  When the Rights Plan was adopted 

there also was the objectively reasonable possibility that Third Point was working in 

connection with one or more other hedge funds in an attempt to create a control block 

within the Company‘s stockholder base.  A trigger level much higher than 10% could 

make it easier for a relatively small group of activist investors to achieve control, without 

paying a premium, through conscious parallelism.
35

  This factor also supports my 

conclusion the Board has a reasonable probability of being able to show that the Rights 

Plan was a proportionate response to the control threat posed by Third Point.
36

  

The gravamen of Plaintiffs‘ argument that the Rights Plan is disproportionate 

pertains mostly to its two-tier structure which permits ―passive‖ investors to buy 20% of 

the Company shares while ―activist‖ stockholders cannot purchase more than 10%.  As 

an initial matter, I note that while the Rights Plan is ―discriminatory‖ in that sense, it also 

                                                 
35

  Yucaipa Am. Alliance Fund II, L.P. v. Riggio, 1 A.3d 310, 360 n.254 (Del. Ch. 

2010) aff’d, 15 A.3d 218 (Del. 2011).  While it may be the case that Sotheby‘s 

could have achieved the same goal with a trigger level higher than 10%, Delaware 

law mandates a reasonable response, not a perfectly tailored solution. 

36
  The fact that the Board does not appear to have considered the effect of 8 Del. C.  

§ 203 in adopting a Rights Plan with a 10% trigger, or later denying Third Point‘s 

request for a waiver, does not make the Board‘s decision disproportionate or 

unreasonable.  The fact that Section 203 would make it more difficult for Third 

Point to extract some non-pro rata benefit from the Company if its stake went 

above 15% does not change the fact that the ability to control the direction of the 

Company, regardless of how the benefits of that control are shared, is something a 

board is entitled to protect against being transferred without the payment of an 

appropriate premium. 
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arguably is a ―closer fit‖ to addressing the Company‘s needs to prevent an activist or 

activists from gaining control than a ―garden variety‖ rights plan that would restrict the 

ownership levels for every stockholder, even those with no interest in obtaining control or 

asserting influence.  In any event, the importance of the ―discriminatory‖ nature of the 

challenged Rights Plan appears to be overstated in the circumstances of this case.  

Because I already have determined that the Board is likely to be able to show that the 

Rights Plan‘s 10% trigger for activist stockholders is reasonable and proportionate, the 

reason the discriminatory nature of the Rights Plan would be most likely to be found 

unreasonable or disproportionate is that it allows Schedule 13G filers, who may be more 

inclined to vote with the Company‘s management,
37

 to acquire up to 20% of the 

Company‘s shares, and not because a 10% cap on activist stockholders is, itself, 

unreasonable or disproportionate.   

In this case, Third Point is the Company‘s largest stockholder meaning that there 

are no Schedule 13G filers who own more than 10% of Sotheby‘s stock.  Thus, while the 

question of whether Schedule 13G filers should be permitted under a rights plan to buy a 

larger interest in a company than activist stockholders is important in a general sense, I 

                                                 
37

  While I do not mean to endorse the Rights Plan‘s two-tiered feature, and I am 

inclined to agree that the discrimination between ―active‖ and ―passive‖ 

shareholders raises some valid concerns, it also is important not to overstate the 

way in which shareholders that file Schedule 13Ds differ from those who file 

Schedule 13Gs.  Based on the evidence presented here, there do not appear to be 

any restrictions whatsoever on a Schedule 13G filer who wishes to vote for a 

dissident slate in a proxy contest.  Said differently, there is no evidence that a 

Schedule 13G filer would have to file a Schedule 13D or would otherwise 

―trigger‖ the Rights Plan simply because they decide to vote for directors other 

than those endorsed by the Company. 
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am not persuaded it can or should serve as a basis to enjoin the Sotheby‘s annual meeting 

when, as a practical matter, it is a complete non-issue in terms of the current composition 

of Sotheby‘s stockholders. 

Based on the record before me, Plaintiffs have not shown that there is a reasonable 

probability that the Board will be unable to establish that the adoption of the Rights Plan 

in response to a legitimate control threat was a reasonable and proportionate response.  

As such, Plaintiffs have not demonstrated a likelihood of success on the merits of their 

claim that the Board breached its fiduciary duties in adopting the Rights Plan in October 

2013.  I turn next to the Plaintiffs‘ fiduciary duty claim pertaining to the Board‘s refusal 

to grant Third Point a waiver from the 10% trigger in March 2014.  

b. The refusal to waive the 10% trigger in March 2014 

1. Plaintiffs have not shown they have a reasonable probability of success as to 

the first prong of Unocal 

As with the Board‘s October 2013 decision to adopt the Rights Plan, I find that the 

Board likely will be able to meet its burden of demonstrating that it undertook a good 

faith and reasonable investigation in response to Third Point‘s request to waive the 10% 

trigger in the Rights Plan.  The majority of the Board still were independent and 

disinterested directors and had utilized their outside legal and financial advisors 

continuously since the adoption of the Rights Plan in October 2013.  Thus, the key 

inquiry in terms of the first prong of Unocal is whether the Board determined there was 

an objectively reasonable and legally cognizable threat to the Company in March 2014 

when Third Point made its waiver request. 
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This presents a much closer question than the Board‘s original decision to adopt 

the Rights Plan in October 2013.  Had Third Point asked the Board to waive the Rights 

Plan in its entirety, rather than just the 10% trigger, based on the record before me, it 

would have been relatively easy to determine that Third Point posed at least the same 

threat to the Company that it did when the plan was adopted in the first place.  That, 

however, is not what happened.   

Third Point asked only for a waiver of the 10% trigger for Schedule 13D filers so 

that it could buy up to a 20% interest in the Company.  Third Point did not ask, for 

example, that the Rights Plan be redeemed or that the Company waive the Rights Plan‘s 

proscription of concerted action.  It is not clear, therefore, that the Board did or should 

have had the exact same concerns in March 2014 that it did in October 2013 when it 

adopted the Rights Plan.  As a result, I am skeptical that there is a reasonable probability 

that the Board could establish that when it rejected the request for a waiver, it had an 

objectively reasonable belief that Third Point continued to pose a ―creeping control‖ risk 

to the Company, either individually or as part of a ―wolf pack.‖ 

Nevertheless, despite the change in circumstances, I am persuaded that Sotheby‘s 

has made a sufficient showing as to at least one objectively reasonable and legally 

cognizable threat: negative control.  Plaintiffs are correct that the Delaware case law 

relating to the concept of negative control addresses situations in which a person or entity 

obtains an explicit veto right through contract or through a level of share ownership or 

board representation at a level that does not amount to majority control, but nevertheless 
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is sufficient to block certain actions that may require, for example, a supermajority vote.
38

  

The evidence currently available indicates that Sotheby‘s may have had legitimate real-

world concerns that enabling individuals or entities, such as Loeb and Third Point, to 

obtain 20% as opposed to 10% ownership interests in the Company could effectively 

allow those persons to exercise disproportionate control and influence over major 

corporate decisions, even if they do not have an explicit veto power.   

The notion of effective, rather than explicit, negative control obviously raises 

some significant concerns, chief among them being where does one draw the line to 

ensure that ―effective negative control‖ does not become a license for corporations to 

deploy defensive measures unreasonably.  In this case, however, on the preliminary 

record developed to date there appears to be an objectively reasonable basis to believe 

that Third Point could exercise effective negative control over the Company.  If Third 

Point was given the waiver it requested and achieved 20% ownership it would, by far, be 

Sotheby‘s largest single stockholder.  That fact, combined with the aggressive and 

domineering manner in which the evidence suggests Loeb has conducted himself in 

relation to Sotheby‘s, provides an adequate basis for legitimate concern that Third Point 

would be able to exercise influence sufficient to control certain important corporate 

                                                 
38

  Loral Space & Commc’ns Inc. v. Highland Crusader Offshore P’rs, L.P., 977 

A.2d 867 (Del. 2009); In re Trados Inc. S’holder Litig.,73 A.3d 17 (Del. Ch. 

2013); Balch Hill P’rs, L.P. v. Shocking Techs., Inc., 2013 WL 588964 (Del. Ch. 

Feb. 7, 2013); Johnston v. Pendersen, 28 A.3d 1079 (Del. Ch. 2011); Miller v. 

Miller, 2008 WL 372469 (Del. Ch. Jan. 31, 2008); In re Loral Space & Commc’ns 

Inc., 2008 WL 4293781 (Del. Ch. Sept. 19, 2008); In re IAC/InterActive Corp., 

948 A.2d 471 (Del. Ch. 2008); Bentas v. Haseotes, 769 A.2d 70 (Del. Ch. 2000); 

Odyssey P’rs, L.P. v. Fleming Co., 735 A.2d 386 (Del. Ch. 1999).  
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actions, such as executive recruitment, despite a lack of actual control or an explicit veto 

power.  Therefore, I find that Plaintiffs have not satisfied their burden of showing that 

there is a reasonable probability that the Board will not be able to demonstrate that it 

identified an objectively reasonable and legally cognizable threat to Sotheby‘s corporate 

policy and effectiveness.  Based on that finding, I turn next to an evaluation of whether 

the Board‘s refusal to waive the 10% trigger level satisfies the second Unocal prong.         

2. Plaintiffs have not shown they have a reasonable probability of success as to 

the second prong of Unocal
39

 

                                                 
39

  Because I find that there is a reasonable probability that the Board will be able to 

establish that in March 2014 it refused to provide Third Point with a waiver from 

the 10% trigger to prevent Third Point from achieving negative control, it follows 

that I do not find that the Board refused to provide the waiver for the primary 

purpose of interfering with the franchise of Third Point.  Based on the record 

before me, however, that question is uncomfortably close.  It gives me pause that 

the Board elected not to grant Third Point the waiver it sought soon after the 

Board learned from its proxy advisors that allowing Third Point to acquire an 

additional 10% stake likely would ensure a Third Point victory in the ongoing 

proxy contest. I am not unsympathetic to Plaintiffs‘ position here.  As a general 

matter, shareholder rights plans are potent defensive measures.  This is due in no 

small part to the fact that rights plans can, and do, affect the shareholder franchise.  

In Moran, however, the Supreme Court held that, based on the threat presented by 

a hostile takeover, some incidental reduction of the shareholder franchise as a 

result of adopting a rights plan was acceptable so long as a proxy contest remained 

a viable option.  Since Moran, the scope of threats that a Company permissibly 

may respond to with the adoption of a rights plan, and, thus, the scope of threats 

that will justify a corporation incidentally impinging, at least to some extent, on 

the franchise of its shareholders has been extended beyond the hostile takeover 

context. See Versata Enters., Inc. v. Selectica, Inc., 5 A.3d 586, 601 (Del. 2010) 

(upholding use of shareholder rights plan to protect corporation‘s ability to use its 

net operating losses).  In this case, I have found that Plaintiffs have not met their 

burden on a preliminary injunction motion to show that they have a reasonable 

likelihood of success on the merits.  Plaintiffs‘ claims that the challenged actions 

of the Board improperly impinge on the shareholders franchise appear to be at 

least colorable and raise important policy concerns that deserve careful 

consideration in the examination of poison pills under Unocal. 
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For the reasons already discussed supra, the Rights Plan does not implicate issues 

of preclusion or coercion.  Consequently, the relevant inquiry is whether the Board‘s 

refusal to grant Third Point a waiver from the 10% trigger falls within the range of 

reasonableness.  The Board‘s refusal to grant Third Point a waiver was a response to the 

threat that it posed to the Company of obtaining, at least, negative control and threatening 

corporate policy and effectiveness.  The refusal to waive the Rights Plan‘s 10% trigger 

level is consistent with the Board‘s stated purposes, and the operation of the Rights Plan 

at the 10% level would help the Board achieve that end.  While it is of course conceivable 

that there is some level of ownership between 10% and 20% that the Board could have 

allowed Third Point to increase its stake in the Company to without allowing it to obtain 

negative control, the 10% cap must be reasonable, not perfect.  Based on the record 

before me, I find that Plaintiffs have not shown that there is a reasonable probability that 

the Board will be unable to demonstrate that its refusal to waive the 10% trigger in the 

Rights Plan was within the ―range of reasonable‖ responses to the negative control threat 

posed by Third Point.  Therefore, Plaintiffs have not established a likelihood of success 

on the merits of their claim that the Board breached its fiduciary duties by refusing to 

allow Third Point in March 2014 to acquire up to 20% of the Company‘s stock.        

B. Third Point, but Not Stockholder Plaintiffs, Has Made a Marginal Showing of 

Imminent, Irreparable Harm 

Assuming for purposes of argument that Plaintiffs had been able to demonstrate a 

likelihood of success on the merits, I next consider whether they have demonstrated that 

they face a threat of imminent, irreparable harm.  Preliminary injunctive relief is granted 
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―only upon a persuasive showing that it is urgently necessary.‖
40

  In that regard, ―the 

alleged injury must be imminent and genuine, as opposed to speculative.‖
41

   

At a high level of generality, Plaintiffs argue that, unless the injunction they seek 

is granted, they will suffer imminent irreparable harm in three ways.  First, Third Point 

contends that it will suffer irreparable harm because its odds of winning the proxy contest 

will be reduced, if the Rights Plan remains in place as is.  Second, both Third Point and 

the Stockholder Plaintiffs assert that the Board‘s self-interested use of the corporate 

machinery to interfere with the stockholder franchise and manipulate the proxy contest is 

irreparably harmful to stockholders.  Third, the Stockholder Plaintiffs emphasize that the 

consequences of allowing the election to be held with the discriminatory Rights Plan in 

place will be to chill socially valuable activist stockholder activity in the future and will 

have negative policy implications.   

Although it is a close question, I find that Third Point‘s reduced odds of winning 

the proxy contest due to the Rights Plan likely would have qualified as a threat of 

irreparable harm, if Third Point had established a likelihood of success on the merits.  I 

do not find persuasive, however, the second and third grounds Plaintiffs advanced to 

demonstrate a threat of imminent and irreparable harm. 

As to the first alleged basis for imminent, irreparable harm, Third Point argues that 

the Board‘s improper use of the Rights Plan has caused a threat of imminent, irreparable 

                                                 
40

  Abrons v. Maree, 911 A.2d 805, 810 (Del. Ch. 2006) (citing Cantor Fitzgerald, 

L.P. v. Cantor, 724 A.2d 571, 579 (Del. Ch. 1998)). 

41
  Aquila, Inc. v. Quanta Servs., Inc., 805 A.2d 196, 208 (Del. Ch. 2002). 
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harm because the proxy contest between Third Point and the Board is a close contest, in 

which every vote counts, and Third Point‘s inability to purchase more shares 

substantially reduces its odds of winning.  If Third Point loses the proxy contest due to 

the Rights Plan, Third Point argues that it would have suffered irreparable harm because 

no relief the Court could provide would be an adequate substitute for its right to have a 

fair vote of the stockholders on its director nominees at Sotheby‘s annual meeting. 

In response, Defendants aver that, at this point, the harm Third Point alleges it will 

suffer—namely, losing the proxy fight due to the Rights Plan—is merely speculative and 

does not justify granting the extraordinary relief that it requests.  Defendants emphasize 

that, by all accounts, Third Point has even or better odds of winning the proxy fight, even 

with the Rights Plan in place.  Moreover, Defendants contend that it is highly uncertain 

whether the relief Third Point seeks actually would affect the outcome of the vote.  

Lastly, Defendants argue that any harm Third Point might suffer would not be 

irreparable, because if the Court ultimately determined that the Board‘s use of the Rights 

Plan was improper, the Court could invalidate the vote and order a new election. 

I address first the harm that Third Point stands to suffer from its decreased odds of 

winning the election and then address whether that harm is irreparable.  On the facts 

before me, Third Point‘s showing of harm resulting from its reduced odds of winning the 

proxy contest would be questionable, even if it had established a likelihood of success on 

the merits.  Third Point enjoys a substantial 10-to-1 advantage over the incumbent Board 

in shareholdings.  According to Third Point‘s principal expert in this case, Daniel Fischel, 

the election is ―basically a coin flip,‖ and Third Point has ―close to a 50-percent chance 
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of winning even with the 10 percent‖ poison-pill trigger.
42

  Moreover, Loeb admitted in 

his deposition that nothing has prevented him from ―making [his] case‖ to stockholders.
43

  

Thus, there is a substantial possibility that Third Point will win the proxy contest, which 

would make any preliminary intervention by this Court unnecessary.   

Moreover, as Defendants note, even if Third Point still runs the risk of losing the 

proxy contest, it is uncertain that the relief Third Point requests would affect the outcome 

of the vote.  Specifically, in order for the requested injunctive relief to make a difference, 

Third Point would have to lose by a small enough margin that increasing its holdings by 

10% could swing the election.  It is also uncertain whether Third Point actually would 

purchase up to an additional 10% of Sotheby‘s stock (and the related proxies).  In 

addition, the effect of Third Point‘s increased holdings on the election would depend on 

who Third Point acquired its shares from—only shares purchased from holders who were 

backing the Board would change the ultimate distribution of votes. 

  Although the foregoing factors suggest that there is a significant possibility that 

the relief requested by Third Point ultimately might prove either unnecessary or futile, I 

am not prepared to say that the threatened harm to Third Point is so insubstantial as to 

render it speculative.  The proxy contest, as it presently stands, is a ―dead heat,‖ and is 

likely to be determined by a relatively thin margin.  In such a close contest, as Sotheby‘s 

own principal expert, Daniel Burch, acknowledged, ―[i]t stands to reason that in the event 
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  Fischel Dep. 13–14. 

43
  Loeb Dep. 201–02. 



 57 

that Third Point were permitted to increase its ownership position to approximately 20% 

of the outstanding voting shares, Third Point‘s likelihood of success in the proxy contest 

would be improved.‖
44

 

Moreover, the intuitive proposition that Third Point‘s odds of winning would be 

improved if the 10% trigger were waived is supported by empirical research conducted 

by Fischel.
 45

  Fischel attempted to quantify the difference between Third Point‘s odds of 

success with 10%, as opposed to 20%, holdings by analyzing 34 proxy contests that 

occurred in 2012 and 2013, in which there were contested elections of individual director 

nominees.  Those proxy contests collectively involved 112 individual director elections.  

Based on the empirical distribution of unaffiliated stockholder votes in these contests, 

Fischel concluded that the 10% trigger reduces the probability that Third Point will 

prevail in the proxy contest by between 21-25%, depending upon assumptions about 

voter turnout.
46

  Thus, had Third Point been able to demonstrate a likelihood of success 

on the merits, I find that both the ―dead heat‖ nature of the Sotheby‘s proxy contest and 

Fischel‘s expert evidence would support a conclusion that Third Point faces an imminent 

threat of harm, based on its reduced odds of winning the proxy contest with the 10% 

trigger in place. 

I also conclude that the harm Third Point would suffer, were it to lose the proxy 

contest as a result of the 10% trigger, likely would be irreparable.  Defendants argue that 
                                                 
44

  Burch Report ¶ 22. 

45
  Fischel Report ¶¶ 15–19. 

46
  Id. ¶ 19 & n.31. 
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if Third Point‘s director nominees lose the proxy contest as a result of its inability to 

purchase additional Sotheby‘s shares, and the Court ultimately determines that the Rights 

Plan is invalid, the Court could remedy the harm by invalidating the vote and ordering a 

new election.
47

  As this Court found in American Pacific Corp. v. Super Foods Services, 

Inc.,
48

 however, the harm to a dissident slate from a flawed stockholder vote typically 

cannot be remedied after-the-fact by holding a second meeting.  In that regard, while a 

―vote on the Directors could be nullified . . . , the effect of reversing any exercise of ‗the 

will of the stockholder‘, even for their own benefit, is to create an insurmountable 

obstacle of confusion and antipathy.‖
49

  Thus, the plaintiff competing in a flawed proxy 

contest ―will not be able to achieve the real remedy, i.e., a fair proxy contest with an 

informed electorate.‖
50

 

For the foregoing reasons, if Third Point had been able to demonstrate a 

reasonable likelihood of success on the merits, I conclude that it also likely would have 

                                                 
47

  Defendants also argue that the harm to Third Point would not be irreparable 

because the Rights Plan is set to expire in October 2014.  Thus, Defendants 

contend that, even if Third Point loses this year‘s election due to the Rights Plan, it 

could begin buying additional shares in October and run another proxy contest 

next year, thereby remedying any temporary harm it might have suffered.  I 

disagree.  Losing one year‘s presence on the Sotheby‘s Board and having to incur 

the costs and uncertainty of running another proxy contest a year from now would 

constitute irreparable harm. 

48
  1982 WL 8767 (Del. Ch. Dec. 6, 1982). 

49
  Id. at *326. 

50
  Id. 
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been able to demonstrate a threat of imminent, irreparable harm, due to its reduced 

likelihood of winning the election as a result of the Rights Plan.
51

 

As to the second alleged basis for imminent, irreparable harm, both Third Point 

and the Stockholder Plaintiffs argue that the Board‘s self-interested use of the corporate 

machinery to interfere with the stockholder franchise and manipulate the proxy contest is 

irreparably harmful to stockholders.  In support of their argument, Plaintiffs, at various 

points in their collective briefing, cite to Kallick v. Sandridge Energy, Inc.
52

 for the 

proposition that it is a ―fundamental offense to the dignity of the corporate office‖ 

imposing ―immediate, irreparable harm‖ when directors act ―to enhance the incumbent‘s 

[sic] board chances of procuring stockholder votes in a closely contested election, which 

could be decided by a few percentage points.‖  Plaintiffs argue that this holding applies to 

                                                 
51

  I note that Aquila, Inc. v. Quanta Servs., Inc., 805 A.2d 196 (Del. Ch. 2002), a 

case relied on by Defendants to support their argument that Third Point faces no 

threat of irreparable harm, is distinguishable based on the availability there of a 

remedy that would allow the Court to avoid having to nullify an election and order 

a second one held.  In Aquila, the Court held that plaintiff, a dissident stockholder, 

had demonstrated a likelihood of success on the merits on his Unocal challenge to 

the defendant company‘s creation of a stock employee compensation trust 

(SECT).  That trust placed newly issued voting shares accounting for 

approximately 10% of the company‘s total outstanding shares in the hands of 

employees who were likely to support the incumbent board.  Nonetheless, the 

Court determined that the plaintiff had not demonstrated an imminent threat of 

irreparable harm.  Importantly, in that case, if the stockholder failed to obtain a 

majority by 10% or less of the votes, the Court could simply void the SECT votes 

and determine under 8 Del. C. § 225 whether the stockholder‘s director nominees 

had won.  No such remedy exists in this case, however, due to the lack of any 

readily identifiable set of proxies or votes that the Court could invalidate to correct 

for Third Point‘s inability to purchase up to 20% of Sotheby‘s shares. 

52
  Kallick v. Sandridge Energy, Inc., 68 A.3d 242, 244 (Del. Ch. 2013) 
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this case, because the Board sought to leverage a Rights Plan to enhance the incumbent 

directors‘ chances of winning the proxy contest.  Specifically, Plaintiffs contend that the 

Board attempted to prevent shares and the concomitant voting rights from trading into the 

hands of Third Point, in a closely contested election that may be decided by a few 

percentage points.   

The Kallick case also is distinguishable from this case.  At issue in Kallick was an 

incumbent board‘s improper use of a ―proxy put,‖ which is a provision that may be 

included in a company‘s credit agreements requiring the company to refinance its debt in 

the event of a change in the majority of the board, if that change was not approved by a 

majority of the pre-existing directors.  In Kallick, the board of the defendant company, 

Sandridge, used the company‘s proxy put as a coercive tool to dissuade stockholders 

from voting to elect a new board majority, warning them that to do so would result in 

material economic harm because Sandridge‘s lenders would have the right to put $4.3 

billion worth of notes back to the company.  A Sandridge stockholder sued the incumbent 

directors, seeking injunctive relief that would neutralize the Board‘s refusal to approve 

the dissident slate for purposes of the proxy put.  Crucial to the Court‘s finding of 

―immediate, irreparable harm‖ sufficient to merit granting a preliminary injunction was 

its conclusion that ―it constitutes a fundamental offense to the dignity of [the] corporate 

office for a director to use corporate power to seek to coerce stockholders in the exercise 

of the vote.‖
53

   

                                                 
53

  Id. at 264. 
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As this Court has noted elsewhere, ―[a] coercive response is one that is aimed at 

‗cramming down‘ on its stockholders a management-sponsored alternative.‖
54

  The 

Board‘s use of the proxy put in Kallick was found coercive, because the Sandridge board 

was using the proxy put as a tool to force stockholders to support the incumbent board 

over the dissidents, or risk causing the company to suffer dire economic consequences.  

By contrast, for the reasons previously discussed, the Rights Plan at issue here is not 

coercive.  While Third Point was capped at acquiring 10% of Sotheby‘s shares, nothing 

about the Rights Plan forces Third Point or any other stockholder to support the 

incumbent management.  Rather, Sotheby‘s stockholders will be free to vote at the annual 

meeting for whomever they wish.  Thus, Kallick‘s concern with boards using corporate 

power to coerce stockholders in the election context is not implicated here. 

As to the final alleged basis for imminent, irreparable harm, the Stockholder 

Plaintiffs argue that the consequences of allowing the election to be held with the 

discriminatory Rights Plan in place will be to chill socially valuable activist stockholder 

activity in the future, among other negative policy implications.  Among other arguments 

they make, the Stockholder Plaintiffs contend that the effect of Sotheby‘s Rights Plan 

here will be to chill activist stockholder activity, because the 10% trigger artificially 

limits an investor‘s ability to absorb the costs of a bruising proxy fight.  The Stockholder 

Plaintiffs contend that this outcome would be irreparably harmful because passive 

investors depend on activists to pursue value-enhancing initiatives, including proxy 
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  Versata Enterprises, Inc. v. Selectica, Inc., 5 A.3d 586, 601 (Del. 2010) (citing 

Unitrin, Inc. v. Am. Gen. Corp., 651 A.2d 1361, 1387 (Del. 1995)). 



 62 

fights, which often serve the long-term interests of stockholders.  The Stockholder 

Plaintiffs also argue that the discriminatory nature of the Rights Plan is inherently 

troubling, because stockholders should be treated equally and, moreover, because it puts 

both active investors and currently passive investors who want to reserve the right to 

challenge management at a disadvantage to purely passive investors, who are more likely 

to support management. 

Although this Court is generally sympathetic to the policy concerns that the 

Stockholder Plaintiffs have articulated, they do not meet the relevant requirement of the 

preliminary injunction standard, for the simple reason that they do not present imminent 

threats.  These factors, instead, speak to the long-term reasonableness of the Rights Plan 

and can be considered by the Court in a final hearing on the merits. 

C. The Balance of the Equities Weighs Slightly in Plaintiffs’ Favor 

Had Plaintiffs been able to satisfy their burden of showing a likelihood of success 

on the merits and a threat of irreparable harm, I also would have found that the balancing 

of the equities weighs slightly in favor of Plaintiffs‘ request for injunctive relief.  This 

Court has discretion to grant or deny an application for injunctive relief in light of the 

relative hardships of the parties.
55

 Thus, in order to obtain preliminary injunctive relief, a 

plaintiff must prove that this Court‘s failure to grant the injunction will cause it greater 

harm than granting the injunction will cause the defendants.
56

 

                                                 
55

  Cantor Fitzgerald, L.P. v. Cantor, 724 A.2d 571, 587 (Del. Ch. 1998). 
 
56

  Id. 
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Sotheby‘s argues first that the balance of the equities weighs in its favors because 

an injunction delaying the annual meeting would put the Company ―out of step‖ with 8 

Del. C. § 211.  This assertion is without merit.  Section 211 operates to protect 

stockholders by ensuring that they have certain reliable opportunities to exercise their 

electoral rights.  It largely would defeat the purpose of Section 211, however, if the 

voting rights to be exercised are being impinged on impermissibly by, for example, a 

rights plan that is likely to be held invalid.
57

    In this case, had Plaintiffs been able to 

show a likelihood of success on the merits, Third Point also would have been able to 

demonstrate that its franchise rights would have been irreparably harmed if the annual 

meeting had proceeded as scheduled.   

Defendants also aver that the balance of the equities weighs against an injunction 

because of the harm the Company is enduring as a result of its ongoing proxy contest 

with Third Point.  According to Sotheby‘s, the proxy fight has both been disruptive to its 

operations and given its main competitor Christie‘s the opportunity to poach valuable 

business opportunities.  Thus, prolonging the uncertainty of the proxy contest by 

enjoining the meeting would cause real and significant harm to the Company.   

Although credible, the Company‘s argument that enjoining the annual meeting 

would be materially harmful to its business is insufficient to outweigh the harms Third 

                                                 
57

  Defendants‘ reliance on Section 211 is also unpersuasive because the length of any 

delay in the annual meeting likely would have been relatively minimal.  This case 

already has been proceeding on an expedited track and it appears that a material 

portion of the necessary discovery already has been completed.  Thus, had an 

injunction issued, an expedited trial could have been held, and a decision on the 

merits rendered within a matter of a few months.  
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Point and the Stockholder Plaintiffs would endure if the meeting were not enjoined.  

Protection of the stockholder franchise is important in every instance, but it is of 

particular importance here, where Third Point is engaged in a hotly contested proxy fight 

with the Company and certain of the Company‘s directorships are at stake.   

III. CONCLUSION 

For the foregoing reasons, Plaintiffs‘ motions for a preliminary injunction are 

denied. 

IT IS SO ORDERED.  
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Plaintiff appeals from the order of the Supreme Court, New York County (Bernard J. 

Fried, J.), entered May 5, 2011, which denied his motion to compel discovery and 

convert defendants' motions to dismiss into motions for summary judgment, and from the 

order, same court and Justice, entered May 17, 2012, which granted defendants' motions 

to dismiss the amended complaint. 
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MOSKOWITZ, J. 

This purported shareholder derivative action arose out of the subprime mortgage crisis 

meltdown and the financial crisis that followed. Plaintiff Stanley Lerner is a shareholder 

of nominal defendant Citigroup Inc. (Citigroup), a Delaware corporation with its 

principal place of business in New York. At the end of the third quarter of 2007, 

Citigroup reported multi-billion dollar asset write-downs stemming from its holdings in 



mortgage-related securities. In late 2007, plaintiff made a formal pre-suit demand (the 

demand) on Citigroup's board of directors (the Board), asking that the Board sue senior 

management, including present and former Citigroup officers and directors, for alleged 

mismanagement of the company's subprime assets.

In early 2008, the Board informed plaintiff that it would consider the demand at a future 

meeting, and gave him opportunities to make further submissions in support of the 

demand. However, plaintiff made no such submissions. In March 2008, the Board 

informed plaintiff that it had formed a committee (the demand committee) to investigate 

and analyze the allegations in the demand. The Board appointed defendant Franklin A. 

Thomas as the sole member of the demand committee and retained nonparty Potter 

Anderson & Corroon LLP (Potter Anderson) as its independent counsel. After Thomas 

retired from the Board in April 2009, the Board replaced him with defendant Michael E. 

O'Neill, who had recently joined Citigroup as a director, as the sole member of the 

demand committee.

Plaintiff commenced this action in July 2009. Potter Anderson offered to meet in person 

with plaintiff, his counsel, and O'Neill; that meeting occurred on September 16, 2009. On 

May 27, 2010, the Demand Committee met with the Board and recommended that the 

Board refuse the demand — a recommendation that the Board unanimously accepted.

By amended complaint dated June 22, 2010, plaintiff alleged that the single-member 

demand committee was a "sham in its inception" and that the Board's more than two-year 

delay in responding to the demand constituted constructive and wrongful refusal. 

Accordingly, plaintiff asserted causes of action including breach of fiduciary duty and 

aiding and abetting breaches of fiduciary duty. Plaintiff also alleged that defendants had 

wasted corporate assets by causing Citigroup to expend millions of dollars in an 

investigation that was allegedly a sham.

By letter dated June 25, 2010 (the refusal letter), three days after the date of the amended 

complaint, the Board's counsel informed plaintiff that on May 27, 2010, it had 

unanimously adopted the demand committee's recommendation to reject plaintiff's 



demand. Defendants invited plaintiff on more than one occasion to amend his pleadings 

further to take the refusal letter into account; however, plaintiff declined to do so, 

insisting that a further amendment was unnecessary because the amended complaint 

already anticipated the Board's refusal of the demand.

In October 2010, defendants moved to dismiss the amended complaint, asserting that the 

Board's refusal of the demand, undertaken after a thorough investigation, was protected 

under the business judgment rule [FN1]. Further, defendants argued, plaintiff had failed 

adequately to plead facts creating a reasonable doubt as to the good faith or 

reasonableness of the Board's investigation and its refusal of the demand. The outside 

director defendants submitted the June 25, 2010 refusal letter as an exhibit to their 

motion.

On November 9, 2010, before the IAS court had decided defendants' motion to dismiss, 

plaintiff served document requests on defendants. On or about December 1, 2010, 

defendants refused to produce any documents, objecting to the document requests on the 

ground, among others, that plaintiff was not entitled to discovery under either Delaware 

or New York law on a pre-answer motion to dismiss.

In January 2011, plaintiff moved to compel the requested discovery and to convert 

defendants' dismissal motions to summary judgment motions. In May 2011, the IAS 

court denied the motion to compel and convert, finding that there was no basis to permit 

discovery. Further, the court found, there appeared to be no reason for the court to 

exercise its discretion and convert the pre-answer motion to a motion for summary 

judgment.

Next, by order entered May 17, 2012, the IAS court granted defendants' motions to 

dismiss the amended complaint without leave to replead. In so doing, the court first found 

that under New York State's choice-of-law rules, the substantive law of the state of 

incorporation governs compliance with the demand requirement. Thus, because Citigroup 

was incorporated in Delaware, Delaware law governed the action. The court also found 

that even though the refusal letter postdated the amended complaint, defendants had been 



obliged to submit the refusal letter on their motions because it established that the action 

was a "demand refused" action, requiring a heightened pleading standard [FN2]. Moreover, 

the IAS court, citing Scattered Corp. v Chicago Stock [*2]Exchange, Inc. (701 A2d 70, 

73-74 [Del 1997], revd in part on other grounds by Brehm v Eisner, 746 A2d 244, 253 

[Del 2000]), noted that, in resolving motions to dismiss in demand-refused cases, "courts 

routinely reference[d]; the substance of the demand refusal letters." Accordingly, the IAS 

court stated, it would consider the refusal letter, and would consider the claims in the 

amended complaint under the "wrongful refusal of demand" standard.

With respect to the merits, the court found that the amended complaint failed to allege 

particularized facts creating a reasonable doubt about the Board's reasonableness and 

good faith in investigating plaintiff's demand. Indeed, the court found, the refusal letter 

included facts regarding the steps that the demand committee took in investigating 

plaintiff's demand. Additionally, the court determined, the facts that plaintiff had alleged 

— for example, that the demand committee had only one member — were insufficient to 

raise doubt about the good faith of the committee's investigation. The court therefore 

concluded that the business judgment rule shielded the Board from further inquiry, and 

that, as a result, plaintiff lacked standing to pursue the derivative claims arising out of the 

demand.

To begin, the IAS court properly denied plaintiff's motion to compel discovery. The 

parties disagree on whether New York or Delaware law governs discovery. Plaintiff 

argues that the availability of discovery is procedural, not substantive, and therefore is 

governed by the law of the forum. Thus, plaintiff argues, New York law governs, and the 

law in New York provides that discovery is available concerning a decision of a board of 

directors not to pursue a claim on behalf of a corporation (citing Parkoff v General Tel. & 

Elecs. Corp., 53 NY2d 412 [1981]). Defendants argue, on the other hand, that Delaware's 

discovery rules are part of its substantive law, and thus, that Delaware law applies to 

foreclose plaintiff's discovery request. At any rate, defendants argue, no matter which law 

applies, the result would be the same, as plaintiff was not entitled to discovery under the 

law of either New York or Delaware.



Because New York is the forum state, New York's choice-of-law principles determine 

whether a particular issue — in this case, the availability of discovery — is substantive or

procedural (see Tanges v Heidelberg N. Am., 93 NY2d 48, 54 [1999]). Under New York 

choice-of-law rules, matters of procedure are governed by the law of the forum (id. at 53; 

Marine Midland Bank v United Mo. Bank, 223 AD2d 119, 122 [1st Dept 1996], lv 

dismissed 88 NY2d 1017 [1996]). On the other hand, New York choice-of-law rules 

provide that substantive issues such as issues of corporate governance, including the 

threshold demand issue, are governed by the law of the state in which the corporation is 

chartered — here, Delaware (Hart v General Motors Corp., 129 AD2d 179, 182 [1st 

Dept 1987], lv denied, 70 NY2d 608 [1987]).

We find that plaintiff's right to discovery in this demand-refused case is a substantive 

[*3]question, rather than a procedural one, and therefore is governed by Delaware law. 

Although New York courts have applied the law of the forum when deciding matters, 

such as discovery, affecting the conduct of the litigation (see e.g. People v Greenberg, 50 

AD3d 195, 198 [1st Dept 2008], lv dismissed 10 NY3d 894 [2008]; see also Paris v 

Waterman S.S. Corp., 218 AD2d 561, 564 [1st Dept 1995], lv dismissed 96 NY2d 937 

[2001]), that this case is a purported derivative action places it into a different context. 

The demand requirement is based on the " bedrock principle'" of Delaware law that a 

corporation's directors, and not its shareholders, manage the corporation's business 

(Levner v Saud, 903 F Supp 452, 456 [SD NY 1994], affd sub nom Levner v Prince 

Alwaleed, 61 F3d 8 [2d Cir 1995]; [quoting Levine v Smith, 591 A2d 194, 200 [Del 

1991], revd in part on other grounds by Brehm v Eisner, 746 A2d 244 [Del 2000]). Thus, 

the Delaware law on discovery is an integral part of the legal framework governing 

derivative proceedings; indeed, it is inextricably intertwined with the decision to act or 

decline to act on a shareholder demand. Were Delaware law to permit discovery in a 

demand-refused derivative action, it would essentially obviate the directors' authority to 

decide, under the business judgment rule, whether litigation was in the corporation's best 

interests — the very reason underlying the demand requirement. The decision whether to 

permit discovery once directors have refused a demand is therefore a substantive 

question, going directly to the basis of the purported derivative suit (see In re Boston 
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Scientific Corp., 2007 WL 1696995 at *5, 2007 US Dist LEXIS 42540 at *14-*15 [SD 

NY June 13, 2007]; Levine, 591 A2d at 208-210).

Under Delaware law, "plaintiffs in a derivative suit are not entitled to discovery to assist 

their compliance with the particularized pleading requirement of [Delaware Chancery 

Court]; Rule 23.1 in a case of demand refusal" (Scattered Corp., 701 A2d at 77; Levine, 

591 A2d at 208—210 [Del 1991])[FN3]. Indeed, plaintiff concedes this point, arguing 

instead that the case law does not appear to address the scenario here, in which a board 

delegates review to a committee. However, plaintiff cites no Delaware authority for this 

position; what is more, the case law actually suggests that Delaware law provides 

otherwise (Scattered Corp., 701 A2d at 71 [refusing discovery even where a committee, 

rather than the entire board of directors, reviewed the plaintiff's demand]).[FN4]

Despite plaintiff's argument otherwise, it is of no moment that Delaware has not codified 

its discovery rule in demand-refused cases. On the contrary, as we have noted above, 

allowing plaintiff to proceed with discovery would thwart the purposes underlying 

Delaware's law on demand refusal — specifically, its recognition that deciding whether 

to pursue litigation is a decision entitled to deference under the business judgment rule 

(see Spiegel v Buntrock, 571 A2d 767, 775-776 [Del 1990]). Indeed, even Fagin v 

Gilmartin (432 F3d 276 [3d Cir 2005]), upon which plaintiff relies for the proposition 

that codification is a dispositive issue, specifically states, "Of course, judge-made state 

common law is just as binding as state statutes or state constitutions" (id. at 285 n 2, 

citing 28 USC § 1652). Moreover, the Fagin court based its decision largely on the fact 

that the "use of federal discovery law would probably not lead to forum shopping" 

because New Jersey law, containing a mandatory discovery rule, was not per se outcome 

determinative (Fagin, 432 F3d at 285 n 2). Here, by contrast, allowing discovery under 

New York law, as opposed to federal law, would almost certainly lead future plaintiffs to 

forum shop in an effort to circumvent the Delaware prohibition against discovery.

We also note that, even assuming for the sake of argument that New York law applies, 

plaintiff would not be entitled to discovery in this demand-refused case. Courts applying 

New York law in demand-refused cases presume that a board of directors' decision was 



the exercise of valid business judgment (Stoner v Walsh, 772 F Supp 790, 800, 806-807 

[SD NY 1991]; [applying New York law]). Therefore, where, as here, a complaint fails to 

set forth allegations overcoming the presumption that the board's decision resulted from 

that valid judgment, courts will properly deny a plaintiff's discovery request (id. at 800). 

Indeed, "the purpose of discovery is to find out additional facts about a well-pleaded 

claim, not to find out whether such a claim exists" (id. at 800).

Because we have decided that plaintiff is not entitled to discovery, we turn to deciding 

whether the amended complaint is sufficient to withstand the motion to dismiss, and find 

that the allegations in the amended complaint are insufficient to support plaintiff's 

contention that defendants' investigation was unreasonable, uninformed or conducted in 

bad faith [FN5]. In particular, plaintiff alleges that nonparty Potter Anderson was conflicted 

because it had previously represented a Citigroup subsidiary. Plaintiff, however, does not 

allege that Potter Anderson represented defendants in a prior proceeding involving the 

same subject matter and plaintiff provides no details in the complaint about the subject 

matter of the prior representation. Thus, Stepak v Addison (20 F3d 398, 403-404 [11th Cir 

1994]), upon which plaintiff relies, does not compel the result that plaintiff seeks (see 

Sterling v Stewart, 158 F3d 1199, 1203 [11th Cir 1998]).

Further, plaintiff alleges various structural biases — namely, that the demand committee 

selected Potter Anderson based, in part, on the recommendation of Citigroup's former 

general counsel, and the likelihood that the successive members of the single-member 

demand [*4]committee would not recommend that Citigroup sue their fellow directors. 

However, "[t];he majority view recognizes that independent directors are capable of 

rendering an unbiased decision even though they were appointed by the defendant 

directors and share a common experience with defendants" (Peller v The Southern Co., 

707 F Supp 525, 527-528 [ND Ga 1988]; [applying Delaware law], affd 911 F2d 1532 

[11th Cir 1990]; see also Auerbach, 47 NY2d at 633).

Plaintiff notes that Citigroup paid the successive members of the demand committee 

substantial sums to be directors. However, a director is not interested with respect to all 

board decisions merely because he or she is paid to be a director (see e.g. In re J.P. 



Morgan Chase & Co. Shareholder Litig., 906 A2d 808, 821—824 and n 48 [Del Ch 

2005]; see also Grobow v Perot, 539 A2d 180, 188 [Del 1988], revd in part on other 

grounds by Brehm, 746 A2d at 253). To be sure, by plaintiff's logic, no paid director 

could ever properly vote to reject a demand (see In re E.F. Hutton Banking Practices 

Litig., 634 F Supp 265, 271 [SD NY 1986]; [applying Delaware law]; see also White v 

Panic, 793 A2d 356, 366-367 [Del Ch 2000], affd 783 A2d 543 [Del 2001]).

Plaintiff also criticizes the demand committee's procedures, including that it consisted of 

only one member. These allegations are insufficient, however, as "there is . . . no 

prescribed procedure that a board must follow" in responding to a shareholder's demand 

(Levine, 591 A2d at 214). Further, by Delaware law (8 Del C § 141[c];[1]), a board may 

delegate matters to a committee, and the committee may consist of "one or more" 

directors (id.; see Scattered, 701 A2d at 75 n 20). The amended complaint also alleges 

that the demand committee retained counsel and that Potter Anderson gathered as many 

as 15 million documents and billed at least $2 million. Thus, given Delaware precedent, 

we find that defendants' investigation was sufficient (see Levine, 591 A2d at 214).

Finally, we find that the IAS court providently exercised its discretion in refusing to 

convert the dismissal motions into summary judgment motions (see CPLR 3211[c]), as 

the record "does not establish that the parties deliberately chart[ed]; a summary judgment 

course" (Wadiak v Pond Mgt., LLC, 101 AD3d 474, 475 [1st Dept 2012]; [internal 

quotation marks omitted]). Indeed, defendants stated, both on the motions and on appeal, 

that they do not consider the refusal letter to be documentary evidence. Instead, they 

offered the letter to show that the instant action was a demand-refused case rather than a 

demand-excused case, and to the extent that the IAS court considered the refusal letter for 

that limited purpose, its consideration was proper (see generally Levine, 591 A2d at 212).

To the extent that the IAS court, in rendering its decision on defendants' motions to 

dismiss, relied on facts found only in the refusal letter, the court's action does not require 

reversal. The amended complaint did not surmount the pleading standard for demand-

refused cases, and the IAS court's dismissal of the complaint properly rests on that basis.
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We have considered plaintiff's remaining contentions and find them unavailing.

Accordingly, the order of the Supreme Court, New York County (Bernard J. Fried, J.), 

entered May 5, 2011, which denied plaintiff's motion to compel discovery and convert 

defendants' motions to dismiss into motions for summary judgment, should be affirmed, 

without [*5]costs. The appeal from the order, same court and Justice, entered May 17, 

2012, which granted defendants' motions to dismiss the amended complaint, should be 

deemed an

appeal from the judgment, same court and Justice, entered June 5, 2012, and, so 

considered, the judgment should be affirmed, without costs.

Order, Supreme Court, New York County (Bernard J. Fried, J.), entered May 5, 2011, 

affirmed, without costs. Appeal from order, same court and Justice, entered May 17, 

2012, deemed an appeal from the judgment, same court and Justice, entered June 5, 2012, 

and so considered, said judgment affirmed, without costs.

Opinion by Moskowitz, J. All concur.

Moskowitz, J.P., Richter, Manzanet-Daniels, Gische, JJ.

THIS CONSTITUTES THE DECISION AND ORDER

OF THE SUPREME COURT, APPELLATE DIVISION, FIRST DEPARTMENT.

ENTERED: MAY 22, 2014

CLERK

Footnotes

Footnote 1: While plaintiff requested leave to replead in opposition to defendants' 

motions, the motion court denied his request, noting that plaintiff "fail[ed]; to provide an 



evidentiary basis for a further amendment of his already amended complaint" (36 Misc 

3d 297, 313 [Sup Ct, New York County 2012]; [Fried, J.]). 

Footnote 2: Under Delaware law, different pleading requirements apply depending on 

whether a shareholder (1) makes a demand on a corporation before bringing suit and the 

corporation refuses the demand ("demand refused" cases) or (2) does not make a demand 

before bringing suit, claiming that the demand would be futile ("demand excused" or 

"demand futile" cases) (see Levine v Smith, 591 A2d 194, 197, 212 (Del 1991), revd in 

part on other grounds by Brehm v Eisner, 746 A2d 244, 253 [Del 2000]). 

Footnote 3: Rule 23.1(a) states, "The complaint shall . . . allege with particularity the 

efforts, if any, by the plaintiff to obtain the action the plaintiff desires from the directors . 

. . and the reasons for the plaintiff's failure to obtain the action or for not making the 

effort." 

Footnote 4: Instead of using discovery as a litigation device in a demand-refused case, 

plaintiff may proceed under a Delaware statute — specifically, 8 Del. C. § 220 — to 

inspect minutes, reports, and other books and records of the corporation related to the 

process and findings of the demand committee and the board (Scattered Corp., 701 A2d 

at 78, 79). 

Footnote 5: Plaintiff does not dispute that Delaware substantive law applies to the 

underlying claims asserted in this action. 
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