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 The most noteworthy decisions this month are 
the following:
 
•	 In Ganem v. InVivo Therapeutics Holdings 
Corp., No.15-1544 (1st Cir. Jan. 9, 2017), an inves-
tor claiming injury for a fall in a company’s stock 
price—following disclosure that earlier statements 
concerning expected progress on clinical trials for a 
new medical device were overly optimistic—failed 
to state a claim under Section 10(b) and Rule 10b-5. 
Upholding the dismissal of the complaint, the First 
Circuit held that the plaintiff failed to allege any 
material misrepresentation or omission in the two 
earlier press releases.
•	 In Goldberg v. Bank of America, N.A., No. 11-
2989 (7th Cir. Jan. 23, 2017), in a class action alleg-
ing that a bank’s nondisclosure of fees constituted 
breach of contract and breach of fiduciary duties 
under state law, the United States Court of Appeals 
for the Seventh Circuit upheld a district court’s deci-
sion that the case was preempted by the Securities 
Litigation Uniform Standards Act (SLUSA). The 
divided appellate panel ruled that the alleged non-
disclosure of fees constituted a “misrepresentation 
or omission of material fact” triggering SLUSA 
preemption. The Securities Exchange Act of 1934 
applies to misrepresentations and omissions of 
material fact in connection with covered securities, 
so Plaintiff could have chosen to pursue the claim 
under federal securities law rather than pursuing a 
state-law theory preempted by SLUSA. 
•	 In West Virginia Pipe Trades Health & Welfare 
Fund v. Medtronic, Inc., No. 15-3468 (8th Cir. Dec. 
28, 2016), allegations of a scheme by a medical 
device firm to shape the content of medical journals
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by paying doctors to induce their complicity in concealing adverse events and side effects 
associated with the use of a medical product stated a scheme liability claim under Rule 
10(b)-5(a) and (c). Vacating summary judgment for the defendant company, the Eighth 
Circuit held that the plaintiffs had alleged conduct that went beyond mere misrepresenta-
tions or omissions actionable under Rule 10(b)-5(b). And, the firm’s alleged manipulative 
conduct directly caused the biased clinical trial results on which the market relied, thereby 
supporting a finding of reliance.

•	 In Rainero v. Archon Corp. No. 14-17106 (9th Cir. Dec. 21, 2016), in a breach of con-
tract case involving the transfer and valuation of preferred stock, the Ninth Circuit affirmed 
dismissal for lack of federal question jurisdiction under the Securities Litigation Uniform 
Standards Act (SLUSA).

•	 In Zaghian v. THQ, Inc. No. 15-55335 (9th Cir. Jan. 12, 2017), in a case where man-
agement expressed optimism that a video game product would succeed, even though some 
members of the management team predicted failure, the Ninth Circuit reversed a District 
Court holding that the optimistic statements were protected forward looking statements 
and that defendants lacked scienter. The Ninth Circuit pointed to the statements by confi-
dential witnesses who testified that management knew that even though the game succeed-
ed among children who played the Nintendo Wii, there was significant risk that the game 
would not succeed with teenagers who preferred Xbox and Play Station action games.  The 
company ended in bankruptcy. 

•	 In Retail Wholesale Union v. Hewlett-Packard Co., NO 14-16433 (9th Cir. Jan. 19, 
2017), in a sex scandal case brought after the CEO of Hewlett Packard, Mark Hurd, was 
caught in lies about a  relationship and resigned, the Ninth Circuit held the alleged mis-
representations publicly touting the corporation’s ethical standards and business practices 
were too general and aspirational to be false or material to investors.  Moreover, the stock 
drop following the resignation was not evidence of materiality. For the same reasons there 
was no actionable omission.

•	 In Brosz v. Fishman, No. 1:13-cv-753 (S.D. Ohio Dec. 29, 2016), a District Court in 
Ohio refused to dismiss a derivative shareholder lawsuit against nominal defendant Big 
Lots, Inc. but granted defendants’ unopposed request to consolidate the suit with another 
pending suit by shareholders alleging the same wrongdoing. The plaintiff stockholder had 
made allegations that the individual defendants engaged in a scheme to inflate the value 
of Big Lots’ stock while concealing its true financial condition, sold off large portions of 
their personal holdings at inflated prices, and caused the company to repurchase stock at 
inflated value, thus constituting corporate waste. The plaintiff made a Rule 23.1 demand on 
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the board which was rejected, but the Board did not deny the factual reality of plaintiff’s al-
legations based on publicly available information regarding the individual defendants’ sale 
of stock and the stock repurchase program, and offered only conclusory statements that the 
defendants did not breach any fiduciary duties owed to the company. Thus, plaintiff’s al-
legations were sufficient to create reasonable doubt that the Board acted in accordance with 
the business judgment rule.

•	 In California State Teachers’ Retirement System v. Alvarez, No. 295, 2016 (Del. Jan. 18, 
2017), reviewing dismissal of a putative derivative suit against Wal-Mart Stores, Inc. in the 
Court of Chancery—which was dismissed on preclusion grounds after a sister suit arising 
from the same allegations was dismissed in Arkansas federal court—the Delaware Supreme 
Court spotted due process issues and remanded the case to the Court of Chancery for fur-
ther limited briefing and supplementation of its decision dismissing the case. Specifically, 
the Arkansas plaintiffs’ derivative suit was dismissed before the Rule 23.1 stage, so the 
named plaintiff did not have authority to sue on behalf of the corporation or anyone else; 
according to the Court of Chancery in EZCORP, it is a matter of Due Process that privity (a 
prerequisite for claim preclusion) does not attach unless and until a derivative plaintiff sur-
vives a motion to dismiss. Thus, there was a possible violation of the Delaware Plaintiffs’ 
Due Process rights if they were barred from pursuing their claims in Delaware.

•	 In Dieckman v. Regency GP LP, C.A. No. 11130 (Del. Jan. 20, 2017), the Delaware 
Supreme Court reversed the Chancery Court’s dismissal of claims by a limited partner/uni-
tholder of a publicly traded master limited partnership, holding that the plaintiff had pled 
sufficient facts to suggest that the General Partner had made false and misleading state-
ments to secure the approval of the unaffiliated unitholders, and used a conflicted Conflicts 
Committee to obtain special approval. The Court of Chancery erred, held the Delaware 
Supreme Court, by “focusing too narrowly” on whether the express disclosure and waiver 
of fiduciary duties provisions in the partnership agreement displaced the implied covenant 
of good faith and fair dealing, which cannot be eliminated by contract.  The implied cov-
enant required that the general partner not act to undermine the protections afforded unit-
holders in the safe harbor process. Such terms are easily implied because “the parties must 
have intended them and have only failed to express them because they are too obvious to 
need expression.”

•	 In Aldridge v. Blackmore, C.A. No. 12196-CB (Del. Ch. Dec. 8, 2016), while acknowl-
edging the extremely high standard for proving an allegation of bad faith, the Chancery 
Court allowed a claim to proceed against a director under the “reasonable conceivability” 
standard at the motion to dismiss stage. Key to the court’s holding were the “extraordinary 
facts” involving two simultaneous board coups by SunEdison, Inc. at Terraform Global 
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(“Global”) and Terraform Power, where it was controlling stockholder. SunEdison needed 
to pay down margin loans that were coming due. An indisputably independent board mem-
ber of Global, Hanif Dahya, voted to provide cash prepayments to SunEdison that were 
unsecured by any collateral. It was “reasonably conceivable plaintiffs could establish that 
Dahya approved the transaction knowing it was intended simply to bail out SunEdison 
rather than to advance the best interest of Global’s stockholders.” He was the swing vote to 
approve the transaction and faced allegations of breach of fiduciary duty.  He filed a motion 
to dismiss citing a lack of motive to approve a transaction that was not in the best interest 
of Global’s stockholders. In light of the unusual circumstances surrounding the transaction 
and Dahya’s awareness of same, the court allowed the claim to proceed with the caveat that 
proving bad faith remained the plaintiff’s high burden.

•	 In Gramercy Emerging Markets Fund v. Allied Irish Banks, No. 10321-VCG (Del. Ch. 
Dec. 30, 2016), plaintiff Americans brought suit in Delaware seeking jurisdiction based on 
overwhelming hardship. The Chancery Court dismissed the case because plaintiff’s first 
preference was not a Delaware forum and the litigation required both Bulgarian witnesses 
and an interpretation of Bulgarian law; moreover, by buying stock in a Bulgarian company 
plaintiffs accepted the risk of having to litigate there. 

•	 In Frechter v. Zier, No. 12038-VCG (Del. Ch. Jan. 24, 2017), Chancellor Glasscock 
granted declaratory judgment to plaintiff stockholders who brought a class action chal-
lenging Nutrisystem’s bylaw requiring a two-thirds shareholder vote for removal of a 
Director. The court held that the bylaw ran afoul of Section 141(k) of the Delaware General 
Corporation Law, providing that directors “may be removed, with or without cause, by the 
holders of a majority of the shares.” The court held that the word “may” in that section does 
not allow voluntary compliance. Corporations can require a supermajority vote only by a 
charter amendment. 

•	 In In re United Capital Corp. Shareholders Litigation, Consol. C.A. No. 11619-VCMR 
(Del. Ch. Jan. 4, 2017), the Delaware Chancery Court granted defendants’ motion to dis-
miss the plaintiff’s complaint seeking a quasi-appraisal remedy based on allegations of 
breach of the duty of disclosure in connection with a short-form merger. Noting that when 
a short-form merger occurs under 8 Del. C. Section 253, a minority shareholder who is 
dissatisfied with the merger consideration is limited to seeking appraisal as a remedy in 
the absence of fraud or illegality. The Court found that the defendants fulfilled their duty 
of full disclosure by notifying the minority shareholders of the availability of appraisal 
rights, providing a copy of the appraisal statute, and disclosing information material to the 
decision of whether or not to seek appraisal, including financial statements and information 
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on the negotiation process between the buyer and the special committee formed to vet the 
merger. 

•	 In Arch Insurance v. Murdock, C.A. No. N16C-01-104 EMD (Del. Sup. Dec. 21, 2016), 
in a case where insurance companies sought a declaratory judgment absolving them of li-
ability to directors and officers for a class action settlement the Delaware Superior Court 
denied the claim because the exclusion for fraudulent conduct did not apply. The policies 
clearly stated that the fraud exclusion applied only when a “final judgment” of fraud is en-
tered. In this case the Chancellor’s memorandum opinion found defendants liable for fraud 
but the case was settled before a final judgment and order were issued. 

•	 In Jerry’s Enterprises, Inc. v. US Specialty Insurance Co. No. 15-3324 (8th Cir. Jan. 
11, 2017), the Eighth Circuit affirmed a district court’s holding that the Insured vs. Insured 
exclusion in a grocery store chain’s D&O insurance policy precluded coverage for claims 
brought by the chain’s founder’s daughter, who had served briefly as a director of the 
company. The appellate court also affirmed the district court’s holding that the exclu-
sion precluded coverage not just for the daughter’s claims, but also for the claims of her 
two children, who were shareholders but not directors of the company. The court, apply-
ing Minnesota law, held that the exclusion precluded coverage for both the claims of the 
daughter (who was an insured person) and those of the children (who were not). 

•	 In In re Galectin Therapeutics, Inc. Securities Litigation, No. 16-10324 (11th Cir. Dec. 
15, 2016), the Eleventh Circuit affirmed dismissal of securities fraud claims arising out of 
a company’s retention of stock promoters “to write flattering articles” about the company 
and “tout” its stock. In re Galectin Therapeutics, Inc. Sec. Litig., 2016 WL 7240146 (11th 
Cir. 2016) (Hull, J.). The Eleventh Circuit held the company could not be liable under 
Section 10(b) and Rule 10b-5 for the stock promoters’ statements because plaintiffs did 
not allege the company was the “maker” of those statements within the meaning of the 
Supreme Court’s decision in Janus Capital Group v. First Derivative Traders, 564 U.S. 
135 (2011). The court further held the company had no duty to disclose payments to stock 
price promoters, and also ruled that engaging the services of stock promoters “is not stock 
price ‘manipulation’ as a matter of law.”

•	 In In re OM Group, Inc. Stockholders Litigation, Cons. C.A. No. 11216-VCS (Del. 
Ch. Dec. 16, 2016), Vice Chancellor Slights considered a motion for reargument by the 
Plaintiffs challenging his prior decision dismissing the complaint.  Click here for prior 
decision by the Court granting motion to dismiss on Oct. 12, 2016.
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SEC Guidance on “New GAAP” Transition Disclosures and Non-GAAP Measures

By Cathy Dixon, P.J. Himelfarb & Ellen Odoner

Weil, Gotshal & Manges LLP

At three significant year-end conferences, members of the SEC’s senior accounting 
and legal staff reinforced previously delivered guidance on several key financial report-
ing issues relevant to preparation of upcoming earnings releases, the 2016 Form 10-K and 
subsequent filings. We expect that the announced departures of SEC Chair Mary Jo White, 
Division of Corporation Finance Director Keith Higgins and Division of Enforcement 
Director Andrew Ceresney will not diminish the career staff’s promised close scrutiny 
in the new year of how well companies are following this guidance. Whether or not the 
Enforcement Division’s vigorous pursuit of accounting, internal controls and auditor inde-
pendence cases will continue under the next administration is somewhat more difficult to 
predict, however, and will bear watching.

The financial reporting guidance discussed in this Alert is drawn from staff remarks 
delivered at Practising Law Institute’s 48th Annual Institute on Securities Regulation 
held on November 2-4, the Fall Meeting of the ABA Committee on Federal Regulation of 
Securities held on November 18-19, and the AICPA National Conference on Current SEC 
& PCAOB Developments held on December 5-7, 2016. We also cover staff guidance for 
the next round of conflict minerals disclosure, which was delivered at the PLI conference. 
Throughout this Alert we provide practical tips in “What to do Now?” sections.

I. “New GAAP” Transition Disclosures

Perhaps the most challenging set of financial reporting issues highlighted at the three 
major year-end conferences relates to the implementation of several important new GAAP 
standards: revenue recognition (to be effective in 2018; early adoption permitted), leases 
(2019), and financial instruments/credit losses (2018 for recognition and measurement; 
2020 for credit losses). The issues fall into two basic categories: (1) the need to develop re-
quired “transition” disclosures for financial statement footnotes and, possibly, the MD&A, 
and (2) the need to update disclosure controls and procedures and internal control over fi-
nancial reporting (ICFR) to ensure that the information needed for this disclosure—as well 
as full compliance with the new standards upon adoption—is collected and elevated to the 
CEO and CFO in a timely manner and forms the basis for their mandatory certifications of 
periodic reports.
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By far the staff’s most pressing concern, as articulated at these conferences, is the de-
gree to which companies are prepared for the sweeping new revenue recognition standard 
(ASU No. 2014-09, Revenue from Contracts with Customers (Topic 606)). As SEC Chief 
Accountant Wesley Bricker emphasized, almost every company’s “top-line revenue,” and 
thus the income statement items flowing from it, will be affected—beginning with fiscal 
2016 for those companies opting for full retrospective adoption in early 2018. He cau-
tioned that the new standard not only requires much more extensive and disaggregated 
footnote disclosure, but also may change the timing of revenue recognition and, therefore, 
of earnings. He noted with concern the results of a recent PwC survey suggesting that 8% 
of the public companies surveyed have not even started the technical assessment process, 
and about 75% of those surveyed have not started implementation efforts and therefore do 
not yet have a good handle on the implications of adoption for financial ratios and other 
metrics embedded in existing contracts.1 

SAB 74 Disclosure

Staff Accounting Bulletin No. 74, Topic 11.M., Disclosure of the Impact that Recently 
Issued Accounting Standards Will Have on the Financial Statements of the Registrant When 
Adopted in a Future Period, imposes financial statement footnote disclosure requirements 
in advance of a company’s adoption of a new accounting standard. These disclosures may 
also be relevant to the MD&A if critical accounting estimates are involved (e.g., known 
trends, events and uncertainties disclosure). With regard to revenue recognition and the 
other two looming “New GAAP” standards underscored at the conferences, the SEC staff 
expects to see the following in the upcoming SAB 74 disclosures (whether in the 2016 
Form 10-K or quarterly reports on Form 10-Q): (1) quantitative disclosures of directional 
effects of adoption, if known, and the anticipated date and method of adoption (in the 
case of revenue recognition, full vs. modified retrospective); (2) qualitative information 
on the status of management’s implementation efforts; and (3) any additional information, 
whether quantitative or qualitative, that may be necessary to enable investors to understand 
the company’s progress on implementation.2 In their remarks, Mr. Bricker and his SEC 
Office of the Chief Accountant (“OCA”) colleagues seemed to suggest that the staff is also 
looking for disclosures beyond the plain language of SAB 74, such as: (1) enumeration of 
open items not yet addressed as part of a company’s implementation plan; and (2) quantita-
tive estimates of the effects on specific product categories or revenue streams if reasonably 
determinable, even if the overall revenue effects are not yet calculable. 

Controls

The staff recognizes that SAB 74 disclosures are preliminary in nature and has indi-
cated, fortunately, that it will not assume that subsequent changes in disclosed estimates as 



10

the effective date of a standard approaches necessarily reflect a control deficiency relating 
to prior disclosures. However, according to OCA staff member Sylvia Alicea, the com-
pany’s disclosures should evolve over time and be consistent with information provided to 
the Audit Committee and investors. Moreover, “[a]s management completes portions of its 
implementation plan and develops an assessment of the anticipated impact, effective inter-
nal controls should be designed and implemented to timely identify disclosure content and 
ensure that appropriately informative disclosure is made.”3 Bottom line, we expect the staff 
to pay close attention not only to the accounting policy footnote addressing the impact of 
adoption of the new GAAP—with a particular emphasis on revenue recognition—but also 
to a company’s quarterly disclosures of any material changes to ICFR, given the magnitude 
of the implementation process that managers will be facing in 2017. 

Both SEC Chief Accountants emphasized that Audit Committees need to be in the 
informational loop now, and that committee members should be asking their companies’ 
outside auditors what they think of management’s implementation efforts. This is consis-
tent with the SEC’s general focus, in the financial reporting and enforcement contexts, on 
the responsibilities of key “gatekeepers”—Audit Committees and outside auditors—and 
the importance of “tone at the top,” including the quality of Audit Committee oversight as 
part of the control environment. Mr. Bricker pointedly observed in his AICPA keynote ad-
dress: “Particularly for companies where implementation is lagging, preparers, their audit 
committees and auditors should discuss the reasons why [implementation is lagging] and 
provide informative disclosures to investors about the status so that investors can assess the 
implications of the information. Successful implementation requires companies to allocate 
sufficient resources and develop or engage appropriate financial reporting competencies.”4 

Implications of Adopting the New Revenue  

Recognition Standard on Shelf Registration (Forms S-3 and S-8):

Keith Higgins, the outgoing Director of the Division of Corporation Finance, and 
Division Deputy Chief Accountant Nili Shah, addressed company concerns regarding the 
impact of adoption of the new revenue recognition standard on shelf access to the capital 
markets in 2018. Those companies opting for the full retrospective transition method to 
adopt ASC Topic 606, for fiscal years beginning on or after December 15, 2017, must pro-
vide retrospectively recast financial statements for the most recent annual periods required 
to be included in registration statements. This would not be the case if a company were to 
choose the modified retrospective adoption method, which does not call for recasting any 
historical financial statements that pre-date adoption.
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Consistent with the accounting staff’s position outlined in Topic 13 of the Division of 
Corporation Finance’s Financial Reporting Manual (“FRM”),5 a calendar-year registrant 
that adopts new ASC 606 on January 1, 2018, and opts for full retrospective transition 
would have to recast its financial statements accordingly in the Form 10-Q for the first 
quarter of fiscal 2018. If the company were to file a new shelf registration statement after 
the Form 10-Q is filed, Item 11(b)(ii) of Form S-3 would require retrospective revision of 
pre-adoption audited financial statements incorporated by reference into the Form S-3. For 
purposes of our example, this would require the registrant to go back and recast the three-
year historical financials included in its 2017 Form 10-K—which would encompass fiscal 
2015. In contrast, if the company were to forego filing a new shelf registration statement 
post-adoption of ASC 606 in 2018, its fiscal 2018 Form 10-K (to be filed in early 2019) 
would go back only three fiscal years beginning with fiscal 2016. (FRM Section 13110.3). 
Ms. Shah advised companies that wish to avoid recasting the fiscal 2015 financial state-
ments in this situation could invoke the “impracticability” exception in ASC Topic 250 
(Accounting Changes and Error Corrections) —but she suggested advance consultation 
with the staff on specific fact patterns (without expressly stating that this is mandatory). 

Companies with an effective shelf registration statement on file with the SEC prior to 
full retrospective adoption of ASC 606 in early 2018 may be more fortunate, because the 
Division accounting staff’s analysis is different for shelf takedowns. As explained in the 
FRM (Section 13110.2), “a prospectus supplement used to update a delayed or continuous 
offering registered on Form S-3 (e.g., a shelf takedown) is not subject to the Item 11(b)(ii) 
updating requirements. Rather, registrants must update the prospectus in accordance with 
S-K Item 512(a) with respect to any fundamental change.” Mr. Higgins helpfully noted 
that he would be “surprised” if anyone were to conclude that adoption of the new revenue 
standard represented a “fundamental change” within the meaning of the S-K Item 512(a) 
undertaking, and stated that the staff would not challenge management conclusions that 
adoption of ASC 606 did not rise to the level of a “fundamental change.”

At the conferences, SEC staffers did not discuss the impact on Form S-8 shelf registra-
tion statements (for offerings under employee benefit plans) of the adoption by a company 
of the new revenue recognition standard. However, the Division of Corporation Finance 
has previously provided guidance for disclosing the impact of changes in accounting prin-
ciples: “financial statements for which Item 11(b)(ii) of Form S-3 would require restate-
ment may not necessarily need to be restated for incorporation by reference in a Form S-8.” 

6 
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Implications of Adopting the New Revenue Recognition Standard on Segments

SEC Chief Accountant Bricker warned that changes in revenue recognition and mea-
surement methodology could alter the reporting package provided to the Chief Operating 
Decision Maker (“CODM”), and therefore have an impact on segment determinations. The 
OCA and Division of Corporation Finance staff will be monitoring this space closely in 
2017, as further discussed below, to see whether GAAP segment changes are warranted 
upon adoption of the new revenue recognition standard.

What To Do Now?

•	 Follow	a	Multi-Disciplinary	Process	 to	Analyze	 the	Impact	of	New	GAAP.	The 
full impact of the new revenue recognition standard, and the other New GAAP on 
the relatively near horizon, may not be obvious at first glance. The new standards, 
particularly revenue recognition, may affect the financial ratios and other metrics in 
debt covenants, compensation arrangements and other existing contracts. Accordingly, 
companies should assemble a multi-disciplinary team including not only accounting 
and financial personnel but also IT, legal, tax, human resources and operations. In addi-
tion to searching for implications of the new revenue standard for specific products and 
revenue streams, the team should focus on consistency in the application of the new 
standard across all aspects of the business—whether in existing contracts, or contracts 
entered into following adoption.

•	 Focus	on	ICFR.	Applying the COSO 2013 framework, critically review the control 
environment surrounding the application of each new accounting standard, the under-
lying systems needed for each such application and the disclosures of the impact of the 
new standard on the company’s business. 

•	 Keep	the	Audit	Committee	Informed.The Audit Committee must serve as the “gate-
keeper” for the company’s implementation of the New GAAP standards and oversee the 
cross-functional approach, updating of ICFR and evolving disclosures to be included in 
SEC filings. We recommend that the Audit Committee consider the practical guidance 
provided by the Center for Audit Quality, in a recent publication entitled Preparing for 
the New Revenue Recognition Standard (December 2016), which is available at www.
caq.org. 

•	 Include	Pre-Adoption	Implementation	Disclosure.	We suggest following the staff’s 
lead in prioritizing revenue recognition transition disclosures. During implementation, 
even if no final measurement has been made with respect to the overall impact of 
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adoption on the consolidated entity’s total revenues, to the extent determinable for spe-
cific product categories and/or revenue streams, include quantitative disclosure, if rea-
sonably estimable, and necessary qualitative disclosure. Note that the disclosure must 
provide investors with an understanding of the company’s progress in implementing 
the new standard. For example, as suggested by one of the “Big Four” U.S. accounting 
firms in the case of the new revenue recognition standard, pre-adoption implementation 
disclosure might include a discussion, as applicable, of: (1) the expectation of more, 
less or similar performance obligations and whether revenue would be recognized ear-
lier, later or remain the same; (2) the possibility of earlier revenue recognition for 
contingent amounts of variable consideration; (3) the need to recognize revenue later 
for certain contracts that previously were recognized over time using the percentage-
of-completion model; and (4) recognition of revenue earlier because of revenue previ-
ously recognized under the completed-contract method that will be recognized over 
time under the new standard. 7

II. Use of Non-GAAP Financial Measures

Much of the staff’s air time at the three major conferences was devoted to the Division 
of Corporation Finance’s May 2016 Compliance and Disclosure Interpretations (“CDIs”) 
on the use of non-GAAP measures in earnings releases submitted to the SEC under cover 
of Form 8-K, Item 2.02, SEC filings (Item 10(e) of Regulation S-K) and all formal and 
informal company communications (Regulation G).8 Division Chief Accountant Mark 
Kronforst struck an optimistic note, observing at the AICPA conference that companies 
had made substantial progress in addressing problems with undue non-GAAP prominence 
in earnings presentations. But companies should expect continuing heightened scrutiny of 
the following key elements of the updated CDIs (some of which are reflected in the ex-
amples of recent non-GAAP comments from the Division attached as Annex A):

•	 Prominence:	In the staff’s view, the GAAP number ALWAYS has to come first, in-
cluding in the text of the earnings release and the GAAP reconciliation. To our knowl-
edge, the necessity of having GAAP precede non-GAAP numbers in the mandated 
reconciliation was first mentioned at the AICPA conference (although comment letters 
raising this point reportedly have been issued). 

•	 Individually	Tailored	Non-GAAP	Measures:	The staff is still seeing problems with 
management’s use of individually tailored non-GAAP measures, such as adjusted rev-
enue, that add in revenues whose recognition must be deferred to future periods un-
der GAAP. Exceptions are those companies, like Microsoft, that wish to show the 
anticipated impact of their transition to the new GAAP revenue recognition standard 
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(the example of a permissible presentation discussed at the AICPA conference, which 
Microsoft had cleared with the staff, was disclosure of Windows 10 revenue streams 
under the old and new standards; Microsoft will be an early adopter in July 2017).

•	 Backing	Out	Normal	Operating	Expenses: Another continuing problem area for the 
staff is backing out normal operating expenses from earnings. One example is market-
ing costs, the subject of the Groupon IPO controversy of a few years ago. While the 
Division is not on a mission to prevent companies from excluding recurring restructur-
ing costs so long as they are not mischaracterized (e.g., as non-recurring), staff mem-
bers will raise comments if they see five-plus years’ worth of these costs carved out of 
earnings. (Note in this regard that the staff does listen to earnings calls, and reviews 
website disclosures and prior earnings releases, of those companies whose documents 
are selected for review in order to gauge the consistency of management communica-
tions over time.) Regardless of whether these costs are described correctly as recurring, 
the question is, ultimately, whether such exclusions are misleading. The “bottom-line” 
message: it is misleading to exclude normal operating expenses, particularly those pay-
able in cash, even if you do not mislabel them as non-recurring. 

•	 Stock	Compensation	Expenses. According to Mr. Kronforst, the staff generally will 
not object to the exclusion of stock compensation expenses from non-GAAP earnings 
presentations. Despite this statement, he did appear intrigued by an explanation from 
Microsoft’s Chief Accounting Officer, Frank Brod, of why that company does not ex-
clude compensation expenses from GAAP earnings. Investors have not asked for this 
carve-out, Mr. Brod explained, and the company believes that compensation reflects 
the true cost of doing business.

•	 Other	Problematic	Non-GAAP	Measures:	Also discussed as misleading at the con-
ferences: (a) “cherry-picking” by disclosing one-time gains but not losses in non-GAAP 
measures; and (b) non-GAAP presentations that include equity investee revenues in the 
consolidated entity’s revenues on some theory of proportionate consolidation, because 
of management’s lack of control of investees (by definition, if not consolidated). This 
has been a particular problem in the REIT industry. The staff also has objected to non-
GAAP EPS numbers, and adjustments to accounting for inventory that were not in 
conformity with GAAP. Exclusions the SEC accounting staff members are still consid-
ering, but have not decided upon, are pension expenses and the cost of derivatives that 
do not qualify for hedge accounting. 

The two Chief Accountants declined to discuss what one non-staff panelist described as 
the “800-pound elephant in the room”—the recently reported spate of Enforcement Division 



15

letters that many companies have received asking for “voluntary production” of documen-
tary support for non-GAAP earnings measures used in earnings releases that pre-dated the 
May 2016 CDIs. Another accounting panelist (a lawyer) observed that some companies 
have been confused by the different approaches taken by the Divisions of Enforcement and 
Corporation Finance. There seemed to be a common perception, on the part of speakers in 
private practice, that Corp Fin has been more flexible in allowing companies to come into 
compliance with the new CDIs, whereas Enforcement seems to be ignoring them and prob-
ing pre-May 2016 non-GAAP disclosures. When asked during the PLI enforcement panel 
about the non-GAAP “enforcement sweep,” departing Director of Enforcement Andrew 
J. Ceresney also declined to comment because of the ongoing nature of the sweep, but 
reiterated that the Enforcement Division also is focused on reconciliations to GAAP of 
non-GAAP measures and the relative prominence of GAAP vs. non-GAAP presentations. 
Mr. Ceresney further noted that the SEC recently brought a case that he characterized as 
involving improper use of non-GAAP measures against a REIT.9

Controls

Many companies appear to be heeding outgoing Chair White’s warning, delivered in 
a June 2016 speech, that Audit Committees must be vigilant in overseeing management’s 
use of non-GAAP measures. For example, the DuPont VP and Controller, Jeanmarie 
Desmond, explained during the AICPA conference how management stepped back and 
took a hard look at the company’s usage of non-GAAP measures in the wake of the May 
2016 CDIs, reviewing them with the company’s Audit Committee. Microsoft’s Frank Brod 
likewise stated that his company’s audit committee is very active and engaged in the over-
sight of non-GAAP disclosures, noting that the company adopted a policy for such usage 
that was approved by the Audit Committee and which, among other things, provides for 
Audit Committee review of earnings releases prior to their issuance. 

These practices make good sense, given the applicability of the SEC’s disclosure con-
trols and procedures requirements to non-GAAP disclosures in earnings releases furnished 
to the SEC under cover of Form 8-K and other, non-filed corporate communications with 
investors. (Of course, the SEC’s ICFR and disclosure controls and procedures requirements 
apply to GAAP calculations and disclosures presented in the financial statements and ac-
companying footnotes). On a reassuring note, Mr. Kronforst indicated that the staff will not 
view changes a company makes to implement the May 2016 CDIs as signaling a possible 
deficiency in prior period disclosure controls and procedures described as effective. 

What to Do Now?

Management should discuss with the Audit Committee, on a regular basis, the 
SEC’s evolving positions on the appropriate use of non-GAAP financial measures, as 
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communicated through the Division of Corporation Finance’s May 2016 CDIs and com-
ment letters, as well as speeches from senior SEC officials and, however infrequent they 
might be, relevant agency enforcement cases. In connection with this dialogue, we recom-
mend that the Audit Committee ask these questions formulated by Chair White:

•	 What are you trying to accomplish by using the measure?

•	 Do you use the measure consistently?

•	 Do you use the measure internally? 

•	 What is the measure meant to communicate?

•	 Does the measure change quarter to quarter to get management to its expectations or is 
it a true, consistent measure of company performance?

•	 Is the quality of the numbers subject to strong ICFR (noting that the same level of 
Sarbanes-Oxley Act control review should be applied to non-GAAP measures as 
GAAP measures)?

•	 How does the company’s non-GAAP measure differ from approaches taken by other 
companies?10

III. Other Staff Guidance for the 

 2016 Form 10-K and Beyond

Continued Focus on ICFR 

The SEC staff continues to emphasize the need for timely and effective communica-
tion on ICFR matters between and among management, Audit Committees and the outside 
auditors. Marc Panucci, a new OCA Deputy Chief Accountant, highlighted a “pure” ICFR 
case brought in March 2016 against Magnum Hunter Resources Corporation, members 
of the company’s management, the audit partner and an outside SOX consultant, based in 
major part on an inadequate evaluation of the severity of an identified control deficiency 
and the failure to enhance accounting resources as the company grew.11 Three important 
takeaways from this case, from Mr. Panucci’s perspective, are the following:

•	 First, management has the responsibility to carefully evaluate the severity of identi-
fied control deficiencies and to report, on a timely basis, all identified material weak-
nesses in ICFR. Any required disclosure should allow investors to understand the cause 
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of the control deficiency and to assess the potential impact of the identified material 
weakness.

•	 Second, it is important to maintain competent and adequate accounting staff to reflect 
the company’s transactions accurately and, as necessary, to augment internal resources 
with qualified external resources. Qualified accounting resources and appropriate pro-
cesses and controls will be of particular importance in implementing the new account-
ing standards.

•	 Finally, management has to take responsibility for its assessment of ICFR. That re-
sponsibility cannot be outsourced to third party consultants. At the same time, how-
ever, third party consultants can play an important and critical role when assisting 
management in its evaluation of ICFR. 

Kevin Stout, OCA Senior Associate Chief Accountant, encouraged Audit Committees 
and management of public companies to consider the results of PCAOB inspection find-
ings with respect to ICFR audit deficiencies and examine whether any of these deficiencies 
might be attributable, at least in part, to management failures to identify in a timely man-
ner the level and/or severity of control deficiencies. After noting some improvements in 
management “early warning” disclosures of material weaknesses prior to announcement 
of a restatement, Mr. Stout asked preparers to do their best to achieve a “meeting of the 
minds” with their external auditors on identification of the most significant risks of mate-
rial misstatement through careful application of the SEC’s 2007 interpretive guidance on 
management reporting on ICFR,12 which is designed to “sync up” management’s ICFR 
analytical framework with the PCAOB’s Auditing Standard No. 5 (to be known, beginning 
on December 31, 2016, as AS 2201). 

Tax Disclosures in MD&A

As part of the staff’s continued focus on the “known trends and uncertainties” disclo-
sure in MD&A, Nili Shah, the Division of Corporation Finance’s Deputy Chief Accountant, 
singled out for critical comment companies’ failure to heed staff comments in prior years 
regarding the importance of explaining to investors how current tax situations might affect 
future results. In particular, the staff wants to see disclosures aimed at helping investors 
understand the trends and uncertainties associated with changes in statutory and effective 
tax rates (“ETR”), the extent to which historical ETR is expected to be indicative of future 
tax rates, the effect of taxes on liquidity (impact of cash taxes paid), and uncertainties in 
tax positions. Another area the staff is targeting is the failure of some issuers to describe the 
reasons for reversing a tax valuation allowance in a given year—i.e., the possible sources 
of taxable income used to support the reversal of valuation allowances on deferred tax 
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assets. Unless the staff sees some improvement in the quality of forward-looking MD&A 
disclosures on tax matters, it will be issuing more comments in 2017.

Staff accountants in OCA and the Division of Corporation Finance frequently con-
sult on the appropriateness of judgments companies appear to be making in accounting 
for income taxes. With regard to the key issue of recognizing deferred taxes on undis-
tributed earnings of a foreign subsidiary, an OCA Professional Accounting Fellow, Brian 
Staniszewski, pointed to the presumption in the accounting literature (ASC Topic 740) 
that undistributed earnings of a foreign subsidiary will be transferred to the U.S. parent 
entity—leading to the parent’s accrual of taxes on such earnings.13 The staff continues to 
focus on whether and how that presumption can be overcome with specific evidence, espe-
cially in situations where disclosures made outside of the audited financial statements call 
into question—or potentially contradict—management assumptions regarding indefinite 
investment abroad. 

Material Loss Contingencies: Disclosure at the “Reasonably Possible” Stage

The Division continues to see problems with respect to the absence of required fi-
nancial statement footnote disclosure of potential material litigation loss contingencies at 
the “reasonably possible” stage (as required by the relevant GAAP standard, ASC Topic 
450-20), and sudden accruals (hitting “probable” and “reasonably estimable” under 450-
20 out of the blue, thus requiring a charge to net income) without having provided earlier 
warning in the footnotes and the MD&A as a known trend or uncertainty when material 
losses become reasonably possible. The staff highlighted as a cautionary tale the recent 
RPM International enforcement complaint, charging the General Counsel of that company 
with mishandling disclosures and accounting for material loss contingencies arising from 
an ongoing DOJ investigation into possible overcharging of the federal government and a 
related, sealed qui tam case.14 The SEC alleged that the General Counsel, who also served 
as Chief Compliance Officer and oversaw the company’s response to the DOJ investiga-
tion, failed to inform the company’s CEO, CFO, Audit Committee and independent audi-
tors of material facts about the progress of the investigation. Eventually the company had 
to restate its financial results for three quarters that spanned the DOJ investigation and filed 
amended SEC reports for those quarters, disclosing the investigation and related accruals, 
along with ICFR material weaknesses and ineffective disclosure controls and procedures. 

Segments 

Division of Corporation Finance Deputy Chief Accountant Nili Shah focused on two 
core aspects of this perennial staff accounting “hot button:” identification of operating 
segments and improper aggregation. Segment disclosures in the footnotes to the financial 
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statements are based on a “management” approach,” with segment definition tied to how 
the CODM actually views and operates the business. A company should evaluate—and 
disclose in the segment footnote— all relevant data points regarding the enterprise when 
performing a segment analysis, including (but not limited to) the CODM report, the orga-
nization chart, compensation arrangements and the internal budgeting process. The staff 
generally will object to a company’s assertion that a business line or unit is not a separate 
operating segment because no shared operating costs are allocated to it, particularly where 
the availability of gross margins suggests that discrete financial information is available to 
the CODM to classify this unit as an operating segment. 

With respect to aggregation of operating segments, Ms. Shah stressed the need for a ho-
listic analysis of both quantitative and qualitative factors in light of the principles set forth 
in ASC Topic 280, to determine similarity of business activities across segments as a predi-
cate to permissible aggregation. Just because there are quantitative similarities between 
operating segments does not mean that they are qualitatively similar business activities that 
should be combined; to the contrary, quantitative similarities may be merely “coincidental” 
and as such warrant more critical analysis of qualitative factors. 

Another important point on segments was made by Mr. Kronforst, who cautioned com-
panies to avoid “voluntarily expanding” their GAAP segment footnote to offer a “second-
ary” non-GAAP measure of profit or loss evaluated by the CODM. Since such disclosures 
are not mandated by GAAP, they fall within the scope of the SEC’s non-GAAP rules 
(in the case of the segment footnote to the financial statements, this means Item 10(e) of 
Regulation S-K as well as Regulation G). 

Finally, the staff noted the recently settled SEC administrative proceeding brought 
against PowerSecure International, in which the SEC alleged that the company failed to 
accurately identify and report its segments as required by GAAP, thus violating Regulation 
S-X. This in turn led to the company’s failure to properly identify reporting units for pur-
poses of goodwill impairment testing as required by other GAAP (ASC Topic 350). After 
discussions with the SEC staff, the company was permitted to use its fiscal 2015 Form 10-K 
to describe errors in prior period disclosures and revised its segment reporting disclosure 
to reflect corrected information for the affected fiscal years (2012-2014). The company 
also concluded in its 2015 Form 10-K that its disclosure controls and procedures for the 
three-year period were not effective due to a material weakness in ICFR identified in 2015 
relating to its misapplication of GAAP. The SEC’s order instituted cease-and-desist pro-
ceedings under the financial reporting, internal accounting controls and books-and-records 
provisions of the Exchange Act, and imposed a $470,000 civil penalty.15 
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Conflict Minerals Disclosure: Drafting Tips for the Next Report

At PLI, Deputy Division of Corporation Finance Director Shelley Parratt confirmed 
that the SEC Division of Corporation Finance’s guidance of April 201416 remains in ef-
fect pending further notice from the federal district court to which the litigation has been 
remanded by the U.S. Court of Appeals for the D.C. Circuit. The possible rescission of 
the core Dodd-Frank conflict minerals disclosure obligation through enactment of such 
provisions as the Financial CHOICE Act is unlikely to materialize prior to the due date 
for Form SDs for calendar year 2016. Consistent with the April 2014 guidance, therefore, 
companies are not required to obtain an independent private-sector audit (“IPSA”) for the 
calendar year 2016 reporting period unless they choose voluntarily to use the label “DRC 
Conflict free” in their Conflict Minerals Reports to describe products containing “neces-
sary conflict minerals.” Nor, for that matter, are companies required to use any of the 
terminology included in the challenged regulatory text of Form SD—in addition to “DRC 
Conflict free,” the phrases “having not been found to be ‘DRC Conflict free’” and “DRC 
conflict undeterminable.”

Appendix	A 

Examples	of	Recent	Non-GAAP	SEC	Comments

Recurring Operating Expenses:

We note that you exclude restructuring charges and other restructuring associated costs 
in the calculation of your non-GAAP performance measures. Please explain to us why these 
are not normal, recurring cash operating expenses necessary to operate your business. See 
Question 100.01 of the updated Non-GAAP Compliance and Disclosure Interpretations 
issued on May 17, 2016. (Sealed Air, September 27, 2016); We note that you exclude in-
cremental restructuring charges from your selected financial information and non-GAAP 
financial measures including your Non-GAAP core statement of operations. Please explain 
to us why these are not normal, recurring, cash operating expenses necessary to operate 
your business. See Question 100.01 of the updated Non-GAAP Compliance and Disclosure 
Interpretations issued on May 17, 2016. (Proctor & Gamble, September 26, 2016)

Prominence:

Please present the three major categories of the statement of cash flows with equal 
or greater prominence each time you present free cash flow. See Item 10(e)(1)(i)(a) of 
Regulation S-K and Questions 102.06 and 102.10 of the updated Non-GAAP Compliance 
and Disclosure Interpretations issued on May 17, 2016. (Vectrus, October 25, 2016)
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Please revise your next earnings release to begin your reconciliations with GAAP 
results rather than non-GAAP results. See Question 102.10 of the updated Non-GAAP 
Compliance and Disclosure Interpretations issued on May 17, 2016. (FEDEX, September 
28, 2016)

Individually tailored measures:

We have reviewed your response to prior comment one. Please explain to us why your 
presentation of Adjusted EBITDA excluding inventory revaluation does not represent an 
individually tailored measurement method substituted for that of GAAP. See Question 
100.04 of the updated Non-GAAP Compliance and Disclosure Interpretations issued on 
May 17, 2016. (Trinseo, October 20, 2016)

Deferred Income Tax Expense:

We acknowledge your response to our prior comment 3. In your earnings release 
you indicate that you believe your presentation of non-GAAP net income provides in-
vestors with a more meaningful understanding of your ongoing and projected operating 
performance. When a measure is a performance measure, Question 102.11 of the updated 
Compliance and Disclosure Interpretations issued on May 17, 2016 requires inclusion of 
both current and deferred income tax expense. Since you believe it is important to investors 
to understand the cash taxes you actually pay, we would not object to separate disclosure of 
such amounts. Please revise your future press releases accordingly. (Acordia Therapeutics, 
October 5, 2016)
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Recent Decisions

SECURITIES FRAUD; SECTION 10(B); RULE 10B-5; MATERIAL MISREPRESENTATIONS 

AND OMISSIONS

Ganem v. InVivo Therapeutics Holdings Corp., No.15-1544 (1st Cir. Jan. 9, 2017)

First Circuit Upholds Dismissal of Securities Fraud Claims Based  
on Allegations That Company’s Press Releases Had Misstated  
Expected	Progress	on	Clinical	Trials	for	New	Medical	Device

Greg Lee

An investor claiming injury for a fall in a company’s stock price—following disclosure 
that earlier statements concerning expected progress on clinical trials for a new medical 
device were overly optimistic—failed to state a claim under Section 10(b) and Rule 10b-5. 
Upholding the dismissal of the complaint, the First Circuit held that the plaintiff failed to 
allege any material misrepresentation or omission in the two earlier press releases.

The essence of the allegations was that an FDA approval letter had imposed condi-
tions and recommended modifications, not disclosed in the two earlier press releases, that 
rendered the company’s proposed timeline for commencing the initial clinical trial, com-
pleting the trial, and submitting the data to the FDA, impossible to achieve. But the court 
determined that none of the allegations of misleading statements withstood analysis, and 
many were unsupported by well-pleaded facts. 

The court concluded that this left the plaintiff with only “the inference that because, 
in retrospect, the test lagged significantly behind the proposed timeline, the timeline must 
have always been impossible to achieve.” But “fraud by hindsight” did not satisfy the 
pleading requirements in a securities case.

Background

The corporate defendant developed technologies for the treatment of spinal cord in-
juries. Its 2012 Form 10-K identified its lead product under development as a device that 
would attach to a patient’s body at the point of injury to prevent additional damage to the 
spinal cord.
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The report explained that it was necessary to first obtain an Investigational Device 
Exception (IDE) to permit it to conduct clinical trials. Such a study was a prerequisite to 
obtaining either pre-market approval (PMA) or a humanitarian device exemption (HDE), 
either of which would permit sale of the product. The report stated that it planned to con-
duct an initial clinical study to evaluate the device in five patients with acute thoracic 
injuries. It said it also planned a larger follow-on study in injured patients after the initial 
study was completed.

These statements were qualified as forward-looking statements that necessarily were 
contingent because they involved “substantial known and unknown risks.” The report said 
the start of clinical trials could be delayed or could take longer than anticipated for a variety 
of reasons, many of which were beyond the company’s control.

The Acting Director of the Office of Device Evaluation of the Food and Drug 
Administration (FDA) in a March 29, 2013 letter listed 13 issues for which it required 
further information before the initial study could begin. Then, under “Study Design 
Considerations,” the FDA recommended that the study be modified to address eight issues 
listed in the letter.

On April 5, 2013, the company issued a three-page press release announcing “InVivo 
Therapeutics Receives Approval from FDA for First Human Trial Using Biomaterials for 
Traumatic Spinal Cord Injury.” The release did not reveal that FDA approval was con-
ditional, or list any of the conditions, or explain the FDA’s recommended changes to the 
study protocol. But the release did contain a “Safe Harbor Statement” indicating that cer-
tain statements were forward-looking.

The stock price allegedly increased as a result of the apparent good news. There was 
a relatively high volume of trading on Monday, April 8, after the announcement, with the 
price rising from $2.85 to $3.19 per share.

In a May 9, 2013 press release, the defendant Frank Reynolds, then CEO, was quoted 
as saying the company was “off to a great start for 2013” and would “continue to success-
fully accelerate our plans.” Reiterating some of the statements from the April 5 release, the 
release said that the company expected to commence the study in mid-2013 and submit 
data to the FDA by the end of 2014. The release contained a safe harbor statement. There 
was no allegation of any stock price change from the May 9 release.

An August 27, 2013 press release announced the company “Updates Clinical Plan.” 
Interim CEO Michael Astrue was quoted as saying: “While the study will take additional 
time, we look forward to bringing this important therapy into the clinic.”
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The stock price allegedly dropped in reaction to the revised 2014 start date and esti-
mated 21-month time to complete the clinical trial. From August 26 through the end of the 
class period on August 28 the stock price fluctuated, ultimately dropping from $4.00 at the 
opening of trading on August 23 to $2.07 at the close of trading on August 28.

The plaintiff brought a class action claiming that the defendants deceived investors into 
buying stock at high prices that were artificially boosted by the false or misleading press 
releases. 

The district court dismissed the complaint, ruling that the plaintiff had failed to ad-
equately plead material misrepresentations or scienter under Section 10(b) and Rule 10b-5.

Material Misrepresentation or Omission

To establish a material misrepresentation or omission, the plaintiff had to show that the 
defendants made a materially false or misleading statement or omitted to state a material 
fact necessary to make a statement not misleading. Mere possession of material, nonpublic 
information did not create a duty to disclose it, but when a company spoke, it could not 
omit any facts necessary in order to make the statements made, in the light of the circum-
stances under which they were made, not misleading.

The plaintiff contended that the statements in the April 5 and May 9 press releases 
about the projected timeline for the preliminary study were materially false or misleading. 
The start date was claimed to be “in the next few months” in the first release, and “in mid-
2013” in the second. The releases claimed data would be submitted to the FDA “by the end 
of 2014.”

According to the plaintiff, the failure to mention the details of the FDA approval letter 
rendered these statements materially false or misleading. He argued that the FDA’s condi-
tions and recommendations prevented the company from implementing its stated time-
line—the omissions about the letter’s content rendered the temporal predictions materially 
misleading.

While the plaintiff contended that the company misrepresented the imminence of the 
commencement of the study, the district court correctly found that any objective reading of 
the approval letter made clear that the FDA erected no material barriers to an immediate en-
rollment of the first patient for the exploratory study. Although the FDA required changes 
to the informed consent form before a human could be tested, the plaintiff did not argue 
that a simply change of a form could have delayed the beginning of the study.

Although the FDA required corrective information, it did not condition the first enroll-
ment on prior receipt of the information. Indeed, the letter explicitly permitted a start date 
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in the near future. And, there was no allegation suggesting that the company would fail to 
meet the 45-day deadline for the additional information.

While the company needed to obtain Institutional Review Board approval to use each 
testing site, there was no allegation that this would delay the beginning of the study beyond 
the projected “few months.” In fact, the company already was working to gain such ap-
proval for a particular site.

The plaintiff’s assertion that the need to make the eight modifications to the initial fea-
sibility study for that study to support a future study would make the company’s proposed 
timeline impossible to meet also was unavailing. There were no facts alleged suggesting 
the company could not make the changes within the proposed timeline, a necessary show-
ing for the statements to have been misleading when made.

Moreover, the FDA did not require that the changes be made before commencing 
the initial feasibility study. Indeed, the modifications were recommended, not required. 
Although the plaintiff claimed proceeding without the changes would serve “no purpose,” 
the plaintiff’s own speculation and conjecture could not substitute for well-pleaded facts.

The plaintiff claimed the proposed fifteen-month duration of the clinical study was 
impossible, particularly in light of the sequential patient enrollment process that the FDA 
required and that was not disclosed. The plaintiff acknowledged, however, that the FDA it-
self wrote that the staged study “will result in a total of 5 subjects enrolled over a minimum 
of a 15-month period.” The plaintiff also acknowledged that if each subject was observed 
for the required 3 months and the next subject was enrolled almost immediately, the entire 
process would take about 15 months.

The plaintiff insisted that there would be delay in the transition from one patient to the 
next, as it would be necessary to review the data, prepare report for the FDA, and await 
FDA approval to proceed to the next patient. But the plaintiff did not support his allega-
tion with well-pleaded facts. There was no basis on which to conclude there would be a 
significant delay, and indeed the only available evidence—the fifteen-month statement in 
the FDA letter—suggested the opposite.

As for the timing of the submission of data to the FDA at the end of the study, the plain-
tiff relied on the assumption that analyzing the data would take significant time. Again, no 
facts were provided to support this assertion. The plaintiff did not explain why he believed 
analysis and preparation of the data could only begin after all the data was collected, nor 
did he point to any FDA requirement that the data be analyzed before submission.
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Thus, the plaintiff was left only with the inference that because, in retrospect, the test 
lagged significantly behind the proposed timeline, the timeline always must have been 
impossible to achieve. But “fraud by hindsight” did not satisfy the pleading requirements 
in a securities fraud case. The securities laws did not make it unlawful for a company to 
publicize an aggressive timeline or estimate for a proposed action without disclosing every 
conceivable stumbling block to realizing those plans.

*   *   *

SECURITIES LITIGATION UNIFORM STANDARDS ACT; MISREPRESENTATION; 

OMISSION; BREACH OF CONTRACT; BREACH OF FIDUCIARY DUTY; STATE CLAIM; 

CLASS ACTION; SECURITIES EXCHANGE ACT OF 1934

Goldberg v. Bank of America, N.A., No. 11-2989 (7th Cir. Jan. 23, 2017)

Divided Seventh Circuit Panel Rules That SLUSA Preempts  
State-Law Claim Based on Bank’s Nondisclosure of Fees 

Janis Kirkland

Assistant Director, Legal Analysis, Research & Writing Program,  
Regent University School of Law

In a class action alleging that a bank’s nondisclosure of fees constituted breach of con-
tract and breach of fiduciary duties under state law, the United States Court of Appeals for 
the Seventh Circuit upheld a district court’s decision that the case was preempted by the 
Securities Litigation Uniform Standards Act (SLUSA). The divided appellate panel ruled 
that the alleged nondisclosure of fees constituted a “misrepresentation or omission of mate-
rial fact” triggering SLUSA preemption. The Securities Exchange Act of 1934 applies to 
misrepresentations and omissions of material fact in connection with covered securities, 
so Plaintiff could have chosen to pursue the claim under federal securities law rather than 
pursuing a state-law theory preempted by SLUSA. 

Background

Plaintiff, as trustee for a trust, entered into an agreement with LaSalle Bank (later ac-
quired by Bank of America) under which LaSalle would open a custodial account for the 
trust to invest in securities. At the end of each day, cash balances in the account were in-
vested (“swept”) into a mutual fund selected by the trustee from a list supplied by LaSalle. 
There was an agreed-upon fee schedule for the account. Eventually, the trustee learned that 
LaSalle had been accepting fees from some of the mutual funds based on the amount swept 
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into the funds. The bank kept these funds without informing customers, something Plaintiff 

claims is the economic equivalent of a secret fee.

Plaintiff sued the bank in Illinois state court on behalf of all customers with similar 

accounts, alleging that the bank had violated its fiduciary duties and breached its contract 

by omitting this fee from the contractual fee schedule. The bank removed the lawsuit to 

federal court pursuant to SLUSA. The district court dismissed the case under SLUSA, en-

tering judgment for the bank and leading to this appeal in which the district court’s decision 

was affirmed by a divided appellate panel.

Seventh Circuit’s Per Curium Opinion States That District Court Properly Ruled That Removal  

Was Appropriate and Dismissed Claim Based on Bank’s Nondisclosure of Fees As Involving  

Material Misrepresentation or Omission in Connection With Covered Securities

SLUSA authorizes dismissal of any “covered class action” alleging “misrepresentation 

or omission of a material fact in connection with the purchase or sale of a covered secu-

rity.” 15 U.S.C. § 78bb(f)(1)(A). Plaintiff conceded that the suit is a “covered class action,” 

and that each of the mutual funds is a “covered security.” Despite the court’s observation 

that the claim rested upon omission of a material fact—that some mutual funds paid fees 

that the bank kept—Plaintiff argued the omission was outside the scope of SLUSA because 

it did not involve the “price, quality, or suitability of any security.” The court offered two 

reasons for rejecting this reasoning. First, the court ruled that claims arising from securities 

transactions are covered by SLUSA regardless of whether a private party could recover 

damages under federal law. Second, the court noted that the Securities Exchange Act of 

1934 forbids material misrepresentations or omissions, even if they do not necessarily con-

cern the price, quality, or suitability of the security. Thus, it noted that Plaintiff may have 

had a good claim under federal securities law but instead chose to pursue a state-law theory 

prevented by SLUSA.

Plaintiff also maintained that the action rests on state contract and fiduciary law rather 

than on securities law. The court noted, however, that a claim that a fiduciary has taken se-

cret side payments is well within the bounds of securities law. It noted that if a claim could 

be pursued under federal securities law, it is covered by SLUSA, even if it also could be 

pursued under state contract or fiduciary law, noting that it had provided more comprehen-

sive explanation of this reasoning in another Seventh Circuit opinion issued the same day, 

Holtz v. JPMorgan Chase Bank, N.A., No. 13-2609 (7th Cir. Jan. 23, 2017), slip. op. 9-11.
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Concurring Opinion Agrees That Suit Was Preempted By SLUSA and Properly Dismissed Based 

on Approaches Adopted By Other Circuits, Although Question of Whether SLUSA Preempts Entire 

Actions or Only Individual Claims Remains an Open Question Not Reached By This Case

Judge Flaum supplied a concurring opinion in which he agreed that SLUSA warranted 
removal and dismissal of the lawsuit but noted that this decision leaves open the question 
of whether SLUSA preempts an entire complaint or just individual claims involving a ma-
terial misrepresentation or omission in connection with a covered security. Judge Flaum 
addressed three different approaches used by other circuits to determine whether to dismiss 
complaints under SLUSA. Under both the Sixth Circuit’s “literalist” and the Third Circuit’s 
“looser” approaches, Plaintiff’s fiduciary duty claim triggered SLUSA preemption by stat-
ing that the bank breached its duty of candor when it “failed to disclose” receipt of sweep 
fees. Based on the “literalist” approach, the complaint alleged a material misrepresentation 
or omission when it stated that the bank failed to disclose fees. Even based on the “looser” 
approach, which favors preemption only if the material misrepresentation or omission is 
“essential,” Judge Flaum noted that this complaint’s allegation that the bank “steered” cli-
ents to mutual funds that paid sweep fees and then failed to disclose the fees is essential to 
the breach of fiduciary duty claim.

As for the Ninth Circuit’s “intermediate” approach, in which the court dismisses the 
preempted suit without prejudice, allowing litigants an opportunity to refile without pro-
hibited allegations, Judge Flaum noted that the Seventh Circuit has expressed concerns 
about the approach, noting that it creates a temptation for plaintiffs to omit inappropriate 
allegations in an initial complaint but then to add or reinsert such allegations later upon re-
turn to state court. For example, although Plaintiff in this case filed an amended complaint 
when the case was removed to federal court, removing the “steered” allegation, Judge 
Flaum noted that the sense that this idea is beneficial will almost certainly suggest that if 
the case were remanded to state court, this concept might once again be pursued. 

Finally, Judge Flaum noted that this case does not require the court to decide whether 
SLUSA preempts an entire action or only discrete claims because Plaintiff’s alleged breach 
of contract claim also triggered preemption. Specifically, the complaint alleged that the 
bank breached its contract by receiving daily sweep fees “without authorization, or disclo-
sure to” accountholders. Judge Flaum noted that for an accountholder to have “authorized” 
the fees, the bank would have had to have disclosed them; thus, the “authorization” claim 
still fundamentally is tied to a material misrepresentation or omission, bringing it within 
the scope of SLUSA preemption.
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Dissenting Opinion Claims That SLUSA Preemption Should Apply Only to  

Claims Requiring Proof of Misrepresentation or Omission of a Material Fact

In a lengthy dissent, Judge Hamilton emphasized that this case alleged only breach of 
contract and breach of fiduciary duty, not any form of fraud or negligent misrepresentation. 
He noted that the logic used in this case has been rejected by other circuits and in essence 
transformed an ordinary state-law claim for breach of contract into a claim doomed under 
federal securities law. 

Judge Hamilton noted that SLUSA was an effort to avoid attempts by plaintiffs to 
avoid the strict new pleading standards for private federal securities fraud litigation enacted 
in the Private Securities Litigation Reform Act. Although SLUSA appears to be working 
well with regard to fraud claims, the language regarding “misrepresentation or omission 
of a material fact” has become problematic when applied to breach of contract or breach 
of fiduciary duty claims: he commented that a large number of breach of contract claims 
involve a misunderstanding in which one party may believe or allege that the other said 
something untrue or omitted something. Similarly, a breach of fiduciary duty may look a 
lot like “omission of a material fact.” The attempt to apply SLUSA to breach of contract or 
breach of fiduciary duty claims has produced a circuit split Judge Hamilton claims this de-
cision and the Holtz decision also issued the same day will widen. He favors the approach 
adopted by the Second and Ninth Circuits in which a class action is barred by SLUSA 
only if the claim requires proof of a misrepresentation or omission of a material fact. He 
noted that this approach avoids both risks of artful pleading and what he characterized as 
a “jiu-jitsu” move by defendants in which already powerful banks can avoid liability for 
wrongdoing.

*   *   *
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SECURITIES FRAUD; SCHEME LIABILITY; STATUTE OF LIMITATIONS; SECONDARY 

LIABILITY

West Virginia Pipe Trades Health & Welfare Fund v. Medtronic, Inc., No. 15-3468 (8th Cir. 
Dec. 28, 2016)

Eighth Circuit Holds Allegations of Scheme By Medical Device  
Firm To Pay Doctors To Conceal Adverse Events and  

Side Effects of Medical Product Stated Scheme Liability Claim

Greg Lee

Allegations of a scheme by a medical device firm to shape the content of medical 
journals by paying doctors to induce their complicity in concealing adverse events and 
side effects associated with the use of a medical product stated a scheme liability claim 
under Rule 10(b)-5(a) and (c). Vacating summary judgment for the defendant company, the 
Eighth Circuit held that the plaintiffs had alleged conduct that went beyond mere misrepre-
sentations or omissions actionable under Rule 10(b)-5(b). And, the firm’s alleged manipu-
lative conduct directly caused the biased clinical trial results on which the market relied, 
thereby supporting a finding of reliance.

The court also rejected the district court’s ruling that the two-year statute of limitations 
barred all of the plaintiffs’ claims. The court ruled that the scienter element of the scheme 
liability claim did not become apparent until the release of a Senate committee report, 
within two years of the filing of the lawsuit. More than a year earlier—beyond the two-year 
limitations period—one reasonably could infer from news reports and professional medical 
commentary that the problems with the firm’s clinical studies were due, not to fraud, but to 
the nature of corporate-sponsored research.

Background

The appellants were retirement and investment funds that brought a consolidated class 
action for securities fraud against Medtronic, Inc., and several of its officers and senior 
managers for actions related to the product INFUSE, developed as an alternative to bone 
grafting, and approved by the FDA in 2002 for use in lower back spinal fusion surgeries.

Medtronic sponsored the FDA clinical trials, and all 13 of the resulting articles in-
cluded authoring physicians who had financial interests in INFUSE. The FDA specifically 
considered conflicts of interests in its approval process.

In 2008, the FDA issued a public health notification associating off-label uses of 
INFUSE with life-threatening throat and neck swelling. That same year, an unrelated party 
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brought a securities fraud class action (“Minneapolis Firefighters”) alleging that Medtronic 
had promoted off-label use.

In 2010, a newspaper printed articles expressing concern about the doctors who had au-
thorized the clinical studies had significant ties to Medtronic and reported test results twice 
as favorable as those of independent studies. Letters to a medical journal raised questions 
about the link between INFUSE and a medical condition that caused male sterility. One 
of the authors of the clinical studies wrote a response denying any link. On May 25, 2011, 
the same newspaper published an article stating that Medtronic and the doctors with the 
financial ties were aware of the risk but did not disclose it.

On the same day, Dr. Eugene Carragee, an independent doctor from the Stanford 
School of Medicine, published a clinical study linking INFUSE with a risk of male steril-
ity. A commentary on his study by Dr. James Kang of the University of Pittsburgh School 
of Medicine noted that the Medtronic-supported publications did not report adverse events, 
and concluded that the conflict of interest was the only explanation. The New York Times 
summarized the Carragee study and included a response from an author of a Medtronic-
sponsored study who implied the Carragee study was misleading.

On June 22, 2011, the Senate Finance Committee announced an investigation into 
Medtronic and INFUSE. The press release expressed concern over Medtronic’s undis-
closed financial ties with doctors.  In 2012, the Committee released its report, finding that 
Medtronic was heavily involved in shaping the content of the journal articles authored by 
its paid consultants. It also found that Medtronic added language designed to exaggerate 
the disadvantages of standard fusion techniques and recommended against publishing a 
complete list of adverse events associated with INFUSE. Finally, it found the Medtronic 
had attempted to adopt weaker safety rules for its clinical trials.

The appellants filed suit on June 27, 2013 against Medtronic, its officers and senior 
managers, and the doctors who authored the Medtronic-sponsored clinical trials. The dis-
trict court initially dismissed the scheme liability claims against the doctors and dismissed 
some of the false statement claims against Medtronic, but did not dismiss one false state-
ment claim, the scheme liability claim, for the control liability claim against Medtronic.

The district court eventually granted Medtronic’s summary judgment motion, holding 
that the two-year statute of limitations barred all claims. The appellants appealed only the 
grant of summary judgment on their scheme liability claim.

Statute of Limitations

Under 28 U.S.C. § 1658(b), a private right of action for securities fraud had to be 
brought no later than “2 years after the discovery of the facts constituting the violation.” 
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Although the law was unsettled as to whether all of the scheme liability elements were 
“facts constituting the violation,” at a minimum the commission of a deceptive act and 
scienter were “facts constituting the violation.” Hence, if the appellants did not discover or 
with reasonable diligence would not have discovered the particular facts constituting the 
deceptive act and the facts showing scienter prior to June 27, 2011 (two years before the 
filing of the complaint), the statute of limitations did not bar their claim.

While the appellants may have had reason to be suspicious of Medtronic’s conduct 
before June 27, 2011, a reasonably diligent plaintiff would not have discovered facts suf-
ficient to plead scienter based on the public information existing before then.

The newspaper articles in late 2010 described in detail the significant financial ties be-
tween Medtronic and the physician-authors. They also explained that Medtronic-sponsored 
studies produced test results twice as favorable as independent studies and noted that in-
dependent doctors attributed the success of INFUSE largely to the positive findings of the 
Medtronic-affiliated surgeons. But an article explained there was no evidence any of the 
surgeons who had published articles received royalties they did not deserve.

Kang’s commentary on May 25, 2011 characterized the problem as industry-wide, ob-
serving that favorable reported results were a natural consequence of corporate-sponsored 
research generally. He emphasized, however, that such sponsored research was needed to 
help advance innovation and patient care, and there had to be independent studies to check 
the research’s tendency toward bias. Other medical journal articles also discussed the con-
cerns with INFUSE as exemplifying broader problems in the drug industry and the FDA 
approval process.

As a result, on May 25, 2011, one reasonably could infer that the problems with 
Medtronic’s studies were not due to fraud but to the nature of corporate-sponsored research. 
Thus, the available information did not create the strong inference that Medtronic intended 
to employ a scheme to defraud the market by manipulating clinical studies. Scienter did 
not become apparent until October 2012 when the Senate Finance Committee released its 
findings that Medtronic had intentionally edited the studies to omit unfavorable results.

The district court reached a contrary result. It emphasized three conclusions: (1) the 
May 25, 2011 medical journal article and subsequent news reports were sufficient to es-
tablish scienter because they were early revelations of Medtronic’s drive to dominate the 
market with INFUSE; (2) the 2008 Minneapolis	Firefighters	class action provided facts 
sufficient to plead scienter; and (3) the October 2012 committee report fell outside the class 
period and was not tied to a drop in the stock price. These were not persuasive.
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First, a desire to dominate the market did not constitute scienter to perpetrate fraud on 
the market. Rather, it was a corporate goal companies regularly achieved by legitimate 
means. That some may use fraudulent means to achieve it did not provide a strong infer-
ence that Medtronic intended to defraud the market.

Second, none of the allegations in Minneapolis	Firefighters would provide sufficient 
information to plead scienter here. The class action concerned Medtronic’s alleged promo-
tion of off-label INFUSE use, and would not provide information to assert a claim that 
Medtronic intentionally perpetrated a scheme to defraud the market by paying doctors to 
conceal the risks of INFUSE’s on-label use.

Finally, whether the committee report caused any market reaction concerned loss cau-
sation, not scienter. Accordingly, the content of the report remained relevant to establishing 
when the appellants could have first pleaded scienter.

Because the appellants could not have discovered with reasonable diligence sufficient 
information to plead scienter with particularity prior to June 27, 2011, their complaint was 
timely. The district court did not reach the five-year statute of repose, and it would not be 
considered now in the first instance.

Secondary Liability

Medtronic argued in the alternative that the appellants’ scheme liability claim was 
barred as a matter of law by Janus Capital Group, Inc. v. First Derivative Traders, 564 U.S. 
135 (2011), and Stoneridge	Investment	Partners,	LLC	v.	Scientific-Atlanta,	Inc., 552 U.S. 
148 (2008). Medtronic had raised this issue in a motion to dismiss, but the district court al-
lowed the claim to proceed. The summary judgment proceedings did not address the issue.

The appellants argued that the law of the case doctrine prevented consideration of the 
argument. But while the district court rejected Medtronic’s argument at the motion to dis-
miss stage, an appellate court was not bound by that determination. The law of the case 
doctrine did not stand for the proposition that superior courts were bound by decisions of 
inferior courts. An appellate court could affirm on any basis the record supported.

Medtronic’s argument involved two related but distinct questions. The first involved 
a line of cases rejecting implied private causes of action for aiding and abetting a Section 
10(b) violation. In Central Bank of Denver, N.A. v. First Interstate Bank of Denver, N.A., 
511 U.S. 164 (1994), the Supreme Court refused to extend Section 10(b) to a private action 
against actors who aided and abetted other actors’ Section 10(b) violations.

In the aftermath of that decision, the Private Securities Litigation Reform Act was 
passed, which declined to create such a private action, and instead authorized the Securities 
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and Exchange Commission to prosecute claims against aiders and abetters. In Janus, the 
Court reinforced Central Bank’s rejection of aiding and abetting liability by holding that 
a private claim brought under Rule 10(b)-5 for making false statements could be brought 
only against those with ultimate authority over the statement. Suits against those who of-
fered substantial assistance to the making of the statement but who did not actually make 
it could be brought by the SEC.

The broader scope of scheme liability under Rule 10(b)-5(a) and (c) potentially offered 
a way to circumvent Janus. In Public Pension Fund Group v. KV Pharmaceutical Co., 679 
F.3d 972 (8th Cir. 2012), the court rejected such a claim, emphasizing that “a scheme li-
ability claim must be based on conduct beyond misrepresentations or omissions actionable 
under Rule 10(b)-5(b). Otherwise, plaintiffs simply could recast false statement claims 
barred under Janus. To plead a scheme liability claim, a plaintiff had to allege some decep-
tive act other than the fraudulent misrepresentation.

KV Pharmaceuticals relied on two cases that provided good examples of the kinds of 
scheme liability claims that did not allege separate deceptive conduct. In WPP Luxembourg 
Gamma Three Sarl v. Spot Runner, Inc., 655 F.3d 1039 (9th Cir. 2011), the Ninth Circuit 
found the plaintiff had not alleged facts separate from its omission claim because the al-
leged scheme to not disclose the sale of securities in the secondary offering essentially 
was an omission claim. Likewise, in Lentell v. Merrill Lynch & Co., 396 F.3d 161 (2d Cir. 
2005), the Second Circuit rejected a scheme liability claim where the only alleged market-
manipulating conduct was making a number of misrepresentations.

In contrast, the appellants alleged conduct beyond mere misrepresentations or omis-
sions actionable under Rule 10(b)-5. Their scheme liability claim alleged that Medtronic 
shaped the content of medical journals by paying physicians to induce their complicity in 
concealing adverse events and side effects associated with the use of INFUSE and overstat-
ing the disadvantages of alternative bone graft procedures.

Although the scheme liability claim also included allegations that Medtronic edited 
language in the clinical studies the physicians ultimately published, the act of paying the 
physicians to induce their complicity was the allegation at the heart of the claim. Paying 
someone else to make a misrepresentation was not itself a misrepresentation. While Janus 
and KV Pharmaceuticals required some conduct other than a misrepresentation, they did 
not hold that the alleged scheme never could involve any misrepresentation. Thus, because 
the alleged deceptive conduct went beyond mere misrepresentations and omissions Janus 
did not bar the scheme liability claim.
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The second part of Medtronic’s argument concerned whether the appellants had suf-
ficiently pleaded that the market relied on the alleged conduct. In Stoneridge, Charter 
Communications and its suppliers engaged in sham transactions designed to enable Charter 
to falsify its financial statements. Investors sued the suppliers, asserting both a false state-
ment claim and a scheme liability claim.

The Supreme Court held that the investors could not show that they relied on the sup-
pliers’ conduct, an essential part of a Section 10(b) claim. Reliance ensured that, for li-
ability to arise, there had to be a causal connection between the conduct and the claimed 
injury. Under Stoneridge, a plaintiff had to demonstrate a causal connection between the 
defendants’ alleged deceptive act and the information on which the market relied was not 
too remote to support a finding of reliance.

Unlike in Stoneridge, the causal connection between Medtronic’s alleged deceptive 
conduct and the information on which the market relied was not too remote to support a 
finding of reliance. The appellants alleged that investors directly relied on the resulting 
favorable clinical trials. Indeed, according to the complaint, Medtronic’s CEO, in speak-
ing to investors, specifically emphasized that the company’s products’ strong clinical trial 
performance undergirded the company’s competitiveness and sustainability.

Unlike the suppliers’ conduct in Stoneridge, Medtronic’s purported conduct would not 
merely assist or enable the physician-authors to deceive the market. Rather, its alleged con-
duct would deceive the market with the assistance of those physicians. A company could 
not instruct individuals to take a certain action, pay to induce them to do it, and then claim 
any causal connection was too remote. Thus, Medtronic’s alleged manipulative conduct 
directly caused the biased clinical trial results that the market relied upon, and this causal 
connection was sufficient to support a finding of reliance.

*   *   *
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SLUSA; JURIDICTION; COVERED CLASS ACTIONS

Rainero v. Archon Corp. No. 14-17106 (9th Cir. Dec. 21, 2016)

Ninth Circuit Rules SLUSA Does Not Provide an Independent Basis  
for Federal Question Jurisdiction Over “Covered Class Actions”

Neil Cohen

In a breach of contract case involving the transfer and valuation of preferred stock, 
the Ninth Circuit affirmed dismissal for lack of federal question jurisdiction under the 
Securities Litigation Uniform Standards Act (SLUSA).

Plaintiff’s claim was was brought in the District Court for Nevada for breach of con-
tract under Nevada law. Plaintiff Rainero alleged three bases for federal subject matter 
jurisdiction: (1) diversity jurisdiction over class actions under 28 U.S.C. § 1332(d)(2); (2) 
diversity jurisdiction over his individual claim under section 1332(a), and supplemental 
jurisdiction over the class members’ claims under section 1367; and (3) federal question ju-
risdiction under section 1331, arguing SLUSA provided an independent basis for jurisdic-
tion over his suit. After holding that jurisdiction did not exist under the first two grounds, 
the District Court turned to plaintiff’s federal question jurisdiction argument on a section 
of SLUSA which states that “a covered class action described in subparagraph (B) of this 
paragraph that is based upon the statutory or common law of the State in which the issuer 
is incorporated . . . may be maintained in a State or Federal court by a private party.” 15 
U.S.C. § 77p(d)(1)(A). Section 77p(d)(1)(B) states that a “covered class action” includes a 
case involving “the purchase or sale of securities by the issuer or an affiliate of the issuer 
exclusively from or to holders of equity securities of the issuer.”

The district court conceded that “[v]iewing these statutory provisions in a vacuum, 
Plaintiff’s argument appears to have merit.” Rainero v. Archon Corp., 2014 U.S. Dist. 
LEXIS 137218, *5 (D. Nev. 2014). However, the district court, and ultimately the Ninth 
Circuit, adopted the interpretation of SLUSA delineated in the D.C. Circuit’s opinion in 
Campbell v. Am. Int’l Group, Inc.,760 F.3d 62, 63 (D.C. Cir. 2014) holding that federal 
question jurisdiction under SLUSA did not exist because section 77p(d) “does not pro-
vide an independent basis for federal jurisdiction over Rainero’s state-law claim.” That is, 
Congress did not intend subsection (d)(1)(A) to create federal jurisdiction over a category 
of state-law securities class actions. To the contrary, the introductory clause of subsection 
(d)(1)(A)—’Notwithstanding subsection (b) or (c)’—confirms that the provision responds 
to subsections (b) and (c) by preserving state law claims, except as set forth in § 77p(b), 
rather than embark on an independent basis to confer federal-court jurisdiction on state-law 
actions. 
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According to the Court (some citations omitted): 

Contrary to Rainero’s arguments, SLUSA does not create an independent basis for federal ques-

tion jurisdiction. Although we have not had the occasion to review this issue, the D.C. Circuit addressed it in 

Campbell v. American International Group, Inc., 760 F.3d 62, 63 (D.C. Cir. 2014), and held that SLUSA 

“does not confer federal jurisdiction over . . . state-law claims.” We agree with and adopt Campbell’s 

analysis of this issue.

“As with any question of statutory interpretation, [a court’s] analysis begins with the plain language 

of the statute.”  “[W]hen deciding whether the language is plain, [courts] must read the words ‘in their 

context and with a view to their place in the overall statutory scheme.’” If the statutory language is plain, 

we must enforce the statute according to its terms.  

As explained by the D.C. Circuit in Campbell, 760 F.3d at 64, the plain language of the provision 

shows that § 77p(a) simply preserves state law claims except as set forth in§ 77p(b):

(a) Remedies additional

Except as provided in subsection (b), the rights and remedies provided by this subchapter shall be in 

addition to any and all other rights and remedies that may exist at law or in equity.

(b) Class action limitations

No covered class action based upon the statutory or common law of any State or subdivision thereof 

may be maintained in any State or Federal court by any private party alleging–

(1) an untrue statement or omission of a material fact in connection with the purchase or sale of a cov-

ered security; or

(2) that the defendant used or employed any manipulative or deceptive device or contrivance in connec-

tion with the purchase or sale of a covered security.

15 U.S.C. § 77p(a)–(b). Subsection 77p(b) is commonly referred to as the “preclusion provision” 

because it bars individuals from bringing certain state-law securities fraud claims as class actions in 

either state or federal court. See Campbell, 760 F.3d at 64. Then, § 77p(c) ensures that federal courts have 

jurisdiction for the limited purpose of determining whether a certain state action is precluded under § 

77p(b)….

Rainero does not dispute that the preferred stock was the type of security covered by § 1332(d)(9)

(C). Instead, he argues that, because the shares of preferred stock were redeemed, and thereby cancelled, 

on August 31, 2007, “the Archon preferred stock was no longer in existence” when Rainero filed his 

complaint on November 20, 2007. As a result, he argues, § 1332(d)(9)(C) does not apply.

However, the plain language of § 1332(d)(9) does not require that the covered security be “in ex-

istence” at the time the complaint is filed. Rather, it applies to “any class action” solely raising claims 
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relating to the rights, duties, and obligations “relating to or created by or pursuant to . . . any security.” 

28 U.S.C. § 1332(d)(9)(C)…. 

Because Rainero’s claim seeks to enforce the terms of the Certificate, which set forth the rights, du-

ties, and obligations relating to the preferred stock, § 1332(d)(9)(C) divests the federal courts of jurisdic-

tion under § 1332(d)(2)….

We recognize that this litigation proceeded for several years before the district court dismissed it 

for lack of subject matter jurisdiction. If a court lacks subject matter jurisdiction, it is obligated to dis-

miss the case, regardless of how long the litigation has been ongoing. “[S]ubject-matter jurisdiction, 

because it involves a court’s power to hear a case, can never be forfeited or waived.” Therefore, objec-

tions to subject matter jurisdiction may be raised at any time, “even by a party that once conceded the 

tribunal’s subject-matter jurisdiction over the controversy.” This is true even though such an objection 

“may also result in the waste of judicial resources and may unfairly prejudice litigants.” Henderson ex 

rel. Henderson v. Shinseki, 562 U.S. 428, 434 (2011).  If a court determines that it lacks subject matter 

jurisdiction, it is required to “dismiss the complaint in its entirety.”

Editor’s Note: Although this case was originally brought in District Court, after Rainero, 
defendants in state court matters involving certain covered class actions can remove the 
action to federal court and the federal district court may sua sponte,or on motion by a de-
fendant, dismiss the case for lack of federal subject matter jurisdiction. 

The U.S. Supreme Court has taken under consideration a petition for a writ of certio-
rari in Cyan, Inc. v. Beaver County Employees Retirement Fund, No. 15-1439, to deter-
mine whether SLUSA bars state court jurisdiction over lawsuits that allege violations of 
the Securities Act of 1933. That decision very well may impact jurisdictional issues under 
SLUSA, including those considered by the courts in Rainero & Campbell.

*   *   *

FORWARD LOOKING STATEMENTS; SCIENTER

Zaghian v. THQ, Inc. No. 15-55335 (9th Cir. Jan. 12, 2017)

In Unpublished Opinion, Ninth Circuit Reverses Dismissal  
Where	Risk	of	Product	Failure	Was	Camouflaged	By	Optimism

Neil Cohen

In a case where management expressed optimism that a video game product would 
succeed, even though some members of the management team predicted failure, the Ninth 
Circuit reversed a District Court holding that the optimistic statements were protected 
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forward looking statements and that defendants lacked scienter. The Ninth Circuit pointed 
to the statements by confidential witnesses who testified that management knew that even 
though the game succeeded among children who played the Nintendo Wii, there was sig-
nificant risk that the game would not succeed with teenagers who preferred Xbox and Play 
Station action games.  The company ended in bankruptcy. 

The Ninth Circuit held (some citations omitted): 

1. Defendants argue that their forward-looking statements are protected under the Private Securities 

Litigation Reform Act (“PSLRA”) safe harbor on two grounds: the providing of meaningful cautionary 

language, and a lack of actual knowledge that the statements were false. See 15 U.S.C. § 78u-5(c). As to 

the first ground, to be “meaningful,” the cautionary language must have “identif[ied] language also must 

have consisted of non-boilerplate warnings that were tailored to the forward-looking statements.  

2. In contrast to cases in which we have applied the safe harbor, Defendants’ cautionary language 

did not sufficiently address the harm that resulted.

…Indeed, Hernandez alleges that Defendants were aware—as a result of feedback from a senior vice 

president and an independent study that THQ commissioned—that the uDraw would likely fail because 

PS3 and Xbox 360 “hardcore gamers” were uninterested in child-focused games. Defendants, with such 

knowledge, did not disclose that risk. Instead, their most relevant risk disclosure warned of the uDraw’s 

potential failure to “achieve . . . sales expectations[.]” Read in context, however, that boilerplate warn-

ing pertained to a discussion regarding potential product defects and supply chain disruption, neither of 

which occurred in this instance. Without an evidentiary record, we cannot discern whether those risks 

were sufficiently “important” to warrant application of the safe harbor.  See 15 U.S.C. § 78u-5(c)(1)(A)

(i).

3. Nor does Defendants’ alternative basis for invoking the safe harbor fare any better. “[S]tatements 

fall outside the safe harbor if the plaintiff can allege facts that would create a strong inference that the 

defendants made the forecast(s) at issue with ‘actual knowledge . . . that the statement was false or mis-

leading.’” Here, Hernandez alleges with particularized facts that Defendants were involved in crafting 

the uDraw sales forecasts, and that those forecasts were built to accommodate a desired but unachievable 

financial outcome. Hernandez further alleges that Defendants knew of reliable information indicating that 

the uDraw was unlikely to succeed among PS3 and Xbox 360 users.  These factual allegations raise a 

strong inference that Defendants knew their uDraw projections were false or misleading.

4. In the absence of the safe harbor, Defendants argue that the statements were immaterial puffery, 

and that Hernandez failed to adequately plead scienter. As to whether the statements were immaterial 

puffery, the alleged misrepresentations did not vaguely describe THQ’s financial health, but instead ad-

dressed a particular product and the anticipated profitability of that product. Accordingly, the statements 

were material.
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5. As to scienter, under the PSLRA a plaintiff must “allege sufficiently particular facts to demon-

strate a strong inference of scienter—a mental state that not only covers intent to deceive, manipulate, 

or defraud, but also deliberate recklessness[.]” Once Defendants made statements reflecting confidence 

that the uDraw would succeed in the PS3 and Xbox 360 markets, “they were bound to do so in a man-

ner that wouldn’t mislead investors as to potentially negative information within their possession.” In 

turn, Defendants’ “failure to inform the market about the risk” that PS3 and Xbox 360 users would be 

uninterested in the uDraw raises a strong inference of scienter.   

*   *   *

PSLRA; MATERIAL MISREPRESENTATIONS; ETHICAL VIOLATIONS

Retail Wholesale Union v. Hewlett-Packard Co., NO 14-16433 (9th Cir. Jan. 19, 2017)

Ninth	Circuit	Dismisses	Sex	Scandal	Case	Because	Corporate	 
Statements Touting Its Ethical Code Were Not False or Material

Neil Cohen

In a sex scandal case brought after the CEO of Hewlett Packard, Mark Hurd, was 
caught in lies about a  relationship and resigned, the Ninth Circuit held the alleged mis-
representations publicly touting the corporation’s ethical standards and business practices 
were too general and aspirational to be false or material to investors.  Moreover, the stock 
drop following the resignation was not evidence of materiality. For the same reasons there 
was no actionable omission.

 The Court held: 

The SBC includes several provisions inconsistent with Hurd’s relationship with Fisher and its cov-

er-up. Retail Wholesale draws attention to particular provisions within the SBC, all of which are stated 

affirmatively and in the present tense. For example, HP states in the SBC that “[w]e maintain accurate 

business records” and “create business records that accurately reflect the truth of the underlying transac-

tion or event.” The SBC contains similarly worded statements regarding: honesty; cooperation with in-

vestigators; using good judgment; reporting misconduct; treating others with respect; avoiding unlawful 

discrimination; refusing to tolerate harassment; preserving assets; avoiding conflicts of interest; providing 

gifts appropriately; preventing insider trading; and protecting confidential information.

…

A. Material Misrepresentation

Retail Wholesale argues that the SBC, bolstered by Defendants’ express promotion of corporate eth-

ics, gives rise to a finding of material misrepresentation. Its claim is based in three factual allegations: (1) 
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HP and Hurd actively promoted the SBC and stated that HP had zero tolerance for SBC violations; (2) 

Hurd’s SBC violations led to his resignation; and (3) Hurd’s resignation caused HP’s stock price to drop. 

The Court cannot agree that, under the facts alleged in the complaint, Defendants’ representations about 

ethics were materially misleading.

…

Defendants made no objectively verifiable statements during the Class Period.   As one court has 

aptly written, a code of conduct is “inherently aspirational.” Andropolis, 505 F. Supp. 2d at 686. Such a 

code expresses opinions as to what actions are preferable, as opposed to implying that all staff, directors, 

and officers always adhere to its aspirations. See id.

Similarly, Hurd’s comments prefacing the SBC are not objectively verifiable. In the 2008 preface to 

the SBC, Hurd stated, in part,

We want to be a company known for its ethical leadership . . . .

We know actions speak louder than words. We must make decisions and behave in ways that we 

can be proud of, that reflect our commitment to doing the right thing.

…

…Let us commit together, as individuals and as a company, to build trust in everything we do by 

living our values and conducting business consistent with the high ethical standards within our SBC.

The aspirational nature of these statements is evident. They emphasize a desire to commit to certain 

“shared values” outlined in the SBC and provide a “vague statement[] of optimism,” not capable of objec-

tive verification. See Or. Pub. Emps., 774 F.3d at 606….

…

Additionally, although the threshold for a showing of materiality is lower than that for falsity, we 

agree with the reasoning   of   the   district   court   that   any     affirmative misrepresentation could not 

have been material. It cannot be said that there is “a substantial likelihood” that the SBC and related 

representations “altered the ‘total mix’ of information made available” for use in stockholder decision-

making. Basic, 485 U.S. at 231–32. Not only was there nothing unusual about the promotion of business 

ethics at HP, but the substance and online publication of the SBC were mandated by the SEC. 17 C.F.R. 

§ 229.406(a). In fact, the ethical issues most relevant to this litigation—conflicts of interest, disclosure, 

internal handling of violations—are directly addressed by SEC regulations. Id.

Although materiality is generally an issue of mixed fact and law, best left to the fact-finder, Matrixx, 

563 U.S. 45–48, a standard that is too low would “bury the shareholders in an avalanche of trivial in-

formation—a result that is hardly conducive to informed decisionmaking.”   TSC Indus., 426U.S. at 
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448–49. It simply cannot be that a reasonable investor’s decision would conceivably have been affected 

by HP’s compliance with SEC regulations requiring publication of ethics standards.

Further, Retail Wholesale’s contention that a slump in HP’s stock indicates materiality is not well-

taken. “[E]vidence of stock price movements provides no rational basis for determining whether [a 

product’s] risks were adequately conveyed to the public.” In re Apple Comput. Sec. Litig., 886 F.2d 

1109, 1116 (9th Cir. 1989). As this Court recently noted, a change in stock price, such as that following 

Hurd’s resignation, would factor into reliance, a different prong of the § 10(b) and Rule 10b–5 analysis, 

and “[a]bsent an actionable misstatement, reliance does not come into play.” Police Ret. Sys. of St. Louis 

v. Intuitive Surgical, Inc., 759 F.3d 1051, 1060 (9th Cir. 2014).3

In sum, the representations made in and about the SBC were not material to stockholder 

decisionmaking.

 Regarding the claim for an actionable omission the Court held: 

…Hurd’s failures to speak did not “affirmatively create an impression of a state of affairs that differs 

in a material way from the one that actually exists.” Brody, 280 F.3d at 1006. As noted, the SBC, and the 

statements within the Class Period promoting it, were transparently aspirational. The promotion of ethical 

conduct at HP did not reasonably suggest that there would be no violations of the SBC by the CEO or 

anyone else. Nor did Hurd’s own statements warrant that he had been personally compliant or that he 

personally would comply with the SBC in the future.

The analysis would likely be different if HP had continued the conduct that gave rise to the 2006 

scandal while claiming that it had learned a valuable lesson in ethics. However, that is not the case here. 

Although the facts reflect misbehavior by the corporation’s highest executive in violation of its ethical 

code, the fact that HP and Hurd enhanced and touted the SBC does not, without more, transform the 

misbehavior into an actionable material omission under the securities laws.

Because the affirmative statements did not create an impression of full compliance, HP and Hurd 

had no duty to disclose Hurd’s misuse of CEO authority and misbehavior in violation of the SBC.

*   *   *
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DERIVATIVE SUIT; BUSINESS JUDGMENT RULE; DISMISSAL; DEMAND

Brosz v. Fishman, No. 1:13-cv-753 (S.D. Ohio Dec. 29, 2016)

Defendants’ Motion To Dismiss Derivative Suit Alleging Waste Denied  
Where Board Failed to Justify Rejection of Shareholder Demand

Sana Hamelin

A District Court in Ohio refused to dismiss a derivative shareholder lawsuit against 
nominal defendant Big Lots, Inc. but granted defendants’ unopposed request to consoli-
date the suit with another pending suit by shareholders alleging the same wrongdoing. 
The plaintiff stockholder had made allegations that the individual defendants engaged in a 
scheme to inflate the value of Big Lots’ stock while concealing its true financial condition, 
sold off large portions of their personal holdings at inflated prices, and caused the company 
to repurchase stock at inflated value, thus constituting corporate waste. The plaintiff made 
a Rule 23.1 demand on the board which was rejected, but the Board did not deny the fac-
tual reality of plaintiff’s allegations based on publicly available information regarding the 
individual defendants’ sale of stock and the stock repurchase program, and offered only 
conclusory statements that the defendants did not breach any fiduciary duties owed to the 
company. Thus, plaintiff’s allegations were sufficient to create reasonable doubt that the 
Board acted in accordance with the business judgment rule.

Background

The case was one of several suits initiated by various aggrieved shareholders against 
nominal defendant Big Lots, Inc. and certain of its current and former corporate officers. 
The shareholder plaintiff alleged that during 2012, the individual defendants engaged in a 
scheme to inflate the value of Big Lots’ stock by concealing the true financial condition of 
the company from the public while at the same time selling large portions of their personal 
holdings of the stock at inflated value. Further, the plaintiff alleged that the individual de-
fendants caused the company to repurchase a large amount of its stock at inflated value, 
thus constituting corporate waste.

Three other shareholder derivative lawsuits involving similar allegations were already 
pending at the time the plaintiff brought the current suit, and had been consolidated. The 
plaintiffs in the consolidated suits claimed that demand would have been futile.

The plaintiff in the current suit made demand on the Board requesting investigation of 
the individual defendants’ sale of their own stock and asking the Board to commence civil 
action against the individual defendants on the company’s behalf. The board rejected the 
plaintiff’s demand, claiming that none of the officers or directors named in the demand had 
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breached any fiduciary obligations. The plaintiff filed suit alleging claims for breach of fi-
duciary duty, unjust enrichment, abuse of control, gross mismanagement, corporate waste, 
and violations of Ohio Revised Code Section 1333.61. Defendants moved to dismiss the 
complaint, arguing that the plaintiff failed to allege facts sufficient to support the inference 
that the Board’s rejection of plaintiff’s demand was wrongful, fraudulent, or arbitrary, or 
was the result of bad faith or bias, and had thus failed to overcome the presumption of the 
business judgment rule. The court agreed and granted the motion to dismiss, noting that 
the plaintiff’s two paragraphs of conclusory allegations that the Board acted improperly 
and with a lack of diligence and bad faith did not satisfy the standard, and that the plain-
tiff could have requested (but did not) information from Big Lots through a shareholder 
records request to support his allegations that the Board acted wrongfully in rejecting his 
demand. 

Notwithstanding the above, the court analyzed the merits of each claim and noted that 
the claim of corporate waste could state a claim for relief with more detailed allegations 
about the timing of certain stock repurchases that Big Lots made, but the remaining claims 
did not make sufficient allegations of injury. The plaintiff then filed an amended complaint 
asserting a single claim for corporate waste. It is this amended complaint that is under re-
view in this order.

Allegations in Amended Complaint and Analysis

The plaintiff’s amended complaint for corporate waste contained new allegations rel-
evant to derivative standing. It stated that the plaintiff made a request to inspect Big Lots’ 
books and records for the purpose of evaluating the Board’s actions in response to the 
plaintiff’s demand letter. Big Lots produced 154 pages of documents in response, but the 
overwhelming majority of the material was redacted. The plaintiff pointed out that the 
special committee formed by the Board to investigate the allegations in the demand failed 
to interview anyone from the Department of Justice or the U.S. Securities and Exchange 
Commission despite the fact that the respective investigations by the agencies were specifi-
cally referenced in the demand. Second, there were long-standing personal relationships 
between members of the committee and the individual defendants they were charged with 
investigating, giving rise to conflict concerns. 

Both parties cited Delaware law, specifically Grimes v. DSC Comms. Corp., 724 A.2d 
561 (Del. Ch. 1998), as setting forth the applicable standard, and agreed that Ohio courts 
would apply the same standard: “A stockholder wishing to pursue a derivative action af-
ter a board of directors has refused a pre-suit demand must allege with particularity facts 
sufficient to create a reasonable doubt that the corporation’s board wrongfully refused the 
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demand.” The inquiry is not about the reasonableness of the Board’s refusal or the substan-
tive decision of the board, but rather into the procedures employed by the Board in making 
its determination.

Here, the plaintiff exhausted his available remedies and still had minimal access to the 
reasons underlying the Board’s decision, which raised concerns about the Board’s good 
faith and reasonableness in rejecting the demand. Such secrecy is all the more troubling 
when it is the “wrongfulness of certain conduct—and not the factual issue of whether 
certain conduct took place—that the board is investigating.” A court may be more likely 
to apply the business judgment rule when a board finds allegations to be factually unsup-
ported than when it simply denies wrongdoing while acknowledging the conduct at issue. 
Here the Board did not deny the fact of the sale and repurchase of stock, information that 
was publicly available, and also did not conduct a single interview of potentially adverse 
witnesses. The redacted pages produced by the company also did not do much to explain 
the Board’s process in investigating the demand and reaching its conclusion. Finally, the 
Board did not address the potential conflicts of interest raised in the complaint. 

The Court rejected the defendants’ request that the amended complaint be dismissed 
as duplicative of the consolidated cases, noting that one shareholder’s decision to make a 
demand does not prevent another shareholder from asserting demand futility, and where 
shareholders independently bring suits based on different theories of derivative standing, it 
is more appropriate to consolidate the cases than dismiss one of them as duplicative.

The Court further found that the plaintiff had raised sufficient reasonable doubt about 
the Board’s exercise of business judgment that dismissal was not warranted at this stage.

*   *   *

DUE PROCESS; CLAIM PRECLUSION; DERIVATIVE SUIT; DISMISSAL; DEMAND EXCUSAL

California State Teachers’ Retirement System v. Alvarez, No. 295, 2016 (Del. Jan. 18, 
2017) 

Delaware Supreme Court Remands for a Ruling on Whether Due Process Allows a 
Dismissed Arkansas Derivative Suit To Preclude a Delaware Derivative Action 

Sana Hamelin

Reviewing dismissal of a putative derivative suit against Wal-Mart Stores, Inc. in the 
Court of Chancery—which was dismissed on preclusion grounds after a sister suit arising 
from the same allegations was dismissed in Arkansas federal court—the Delaware Supreme 
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Court spotted due process issues and remanded the case to the Court of Chancery for fur-
ther limited briefing and supplementation of its decision dismissing the case. Specifically, 
the Arkansas plaintiffs’ derivative suit was dismissed before the Rule 23.1 stage, so the 
named plaintiff did not have authority to sue on behalf of the corporation or anyone else; 
according to the Court of Chancery in EZCORP, it is a matter of Due Process that privity (a 
prerequisite for claim preclusion) does not attach unless and until a derivative plaintiff sur-
vives a motion to dismiss. Thus, there was a possible violation of the Delaware Plaintiffs’ 
Due Process rights if they were barred from pursuing their claims in Delaware.

Background

Appellants, the plaintiffs in the Delaware litigation, learned of a potential bribery scan-
dal at a Mexican subsidiary of Wal-Mart. Before filing a derivative action, they did what 
Delaware courts have suggested: they pursued a books and records demand and lawsuit to 
collect evidence, spanning the course of almost three years. However, some plaintiffs made 
the tactical decision not to inspect books and records and instead filed a separate case in 
federal court in Arkansas, relying only on a New York Times article that had described the 
alleged scandal in some detail and referenced a number of internal documents, which were 
made publicly available on the Times’ website. The defendants filed a “one-forum” motion, 
seeking to have the litigation proceed solely in Delaware, and in Arkansas, they moved 
for a stay pending the outcome of the Delaware litigation. The judge in Arkansas agreed 
to the stay, but was overruled by the U.S. Court of Appeals for the Eighth Circuit. Upon 
defendants’ renewed motion for a limited stay, the Arkansas judge demurred and stated 
that “[i]t is likely that the first decision on demand futility will be entitled to collateral 
estoppel effect,” which triggered alarm bells for the Delaware Plaintiffs who still had not 
filed a derivative complaint. Instead of intervening in the Arkansas litigation, they merely 
sought to expedite the appeal of the books and records case then pending in the Delaware 
Supreme Court, and unsuccessfully attempted to convince the Arkansas plaintiffs to join 
the Delaware action. 

The Arkansas complaint was then dismissed. The defendants argued to the Court of 
Chancery that the Delaware Plaintiffs were collaterally estopped from raising demand fu-
tility in Delaware, and the Court of Chancery agreed. This appeal followed.

Law and Analysis

The Delaware Supreme Court did not, at this juncture, disagree with the Court of 
Chancery’s analysis of Arkansas law to determine whether collateral estoppel applied. 
While expressing some sympathy for the Delaware Plaintiffs’ position—who spent nearly 
three years fighting the books and records battle only to have their case dismissed along 
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with the less rigorous complaint of the Arkansas plaintiffs—the Court called out the mis-
takes of the Delaware Plaintiffs, who should have “coordinated, intervened, or participated 
in some fashion in the Arkansas proceedings” once the judge warned that her decision 
would likely have preclusive effect. The Court also agreed that the Arkansas plaintiffs 
could not be said to have been “grossly deficient” in their representation, despite the dif-
ferences of their approach.

However, on the issue of privity, the Court acknowledged that the Delaware Plaintiffs 
had a strong argument that the privity and Due Process analyses were conflated by the 
Court of Chancery. Appellants asserted, with truth, that the Court of Chancery focused 
almost exclusively on privity as a question of Arkansas state law and never addressed the 
federal Due Process analysis required by the U.S. Constitution as it relates to nonparty 
preclusion.

Under United States Supreme Court precedent, one is not bound by a judgment in 
personam in a litigation in which he is not designated as a party or to which he has not 
been made a party by service of process. This rule against nonparty preclusion is subject 
to exceptions identified by the Supreme Court in Taylor v. Sturgell, the most analogous for 
purposes of this case involving putative class actions. In Smith v. Bayer Corp., the U.S. 
Supreme Court held that “[n]either a proposed class action nor a rejected class action may 
bind nonparties.” That Court distinguished between an unnamed member of a certified 
class and a situation where certification has been denied, holding that a nonnamed class 
member cannot be a party to the class action litigation before the class is certified.

On appeal, the Delaware Plaintiffs made a Due Process argument relying heavily on 
Vice Chancellor Laster’s opinion in In re EZCORP Inc. Consulting Agreement Deriv. 
Litig., 130 A.3d 934 (Del. Ch. 2016), where the Court of Chancery expressly held that it is 
a matter of Due Process that privity does not attach unless and until a derivative plaintiff 
survives a motion to dismiss. Relying on Bayer, V.C. Laster stated that “just as the Due 
Process Clause prevents a judgment binding absent class members before a class has been 
certified, the Due Process Clause likewise prevents a judgment from binding the corpora-
tion or other stockholders in a derivative action until the action has survived a Rule 23.1 
motion to dismiss, or the board of directors has given the plaintiff authority to proceed by 
declining to oppose the suit.” Thus, EZCORP stands for the proposition that binding other 
litigants to an adjudication in a case where they were not parties “deprive[s] them of the 
due process of law guaranteed by the Fourteenth Amendment.”

However, the Delaware Plaintiffs submitted EZCORP to the Court of Chancery for 
consideration after the briefing on the motion to dismiss had been completed. Moreover, 
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Delaware law did not apply here. Even so, the Delaware Supreme Court wished to focus 
on the issue “squarely raised in EZCORP, namely, whether a shareholder plaintiff, whose 
derivative complaint fails to survive a motion to dismiss, may, as a matter of Due Process, 
bar the action of another derivative plaintiff in Delaware.” Specifically, does it violate the 
Due Process rights of subsequent litigants to bar them from pursuing derivative litiga-
tion where earlier litigants’ case was dismissed for failure to plead demand excusal? The 
case was remanded to the Court of Chancery for further limited briefing on the issue, and 
supplementation of the Court of Chancery’s opinion. 

*   *   *

REVERSAL ON APPEAL; DISMISSAL; IMPLIED COVENANT; CONFLICT OF INTEREST: 

DRUPLA; FIDUCIARY DUTIES

Dieckman v. Regency GP LP, C.A. No. 11130 (Del. Jan. 20, 2017) 

Where	Defendants	Had	Complied	With	Express	Terms	of	Partnership	Agreement	
but Misled Investors, Chancery Court Dismissed Suit in Error: Implied Covenant of 

Good Faith and Fair Dealing Cannot Be Waived or Eliminated By Contract

Sana Hamelin

  The Delaware Supreme Court reversed the Chancery Court’s dismissal of claims by 
a limited partner/unitholder of a publicly traded master limited partnership, holding that 
the plaintiff had pled sufficient facts to suggest that the General Partner had made false 
and misleading statements to secure the approval of the unaffiliated unitholders, and used 
a conflicted Conflicts Committee to obtain special approval. The Court of Chancery erred, 
held the Delaware Supreme Court, by “focusing too narrowly” on whether the express 
disclosure and waiver of fiduciary duties provisions in the partnership agreement displaced 
the implied covenant of good faith and fair dealing, which cannot be eliminated by con-
tract.  The implied covenant required that the general partner not act to undermine the 
protections afforded unitholders in the safe harbor process. Such terms are easily implied 
because “the parties must have intended them and have only failed to express them because 
they are too obvious to need expression.”

Background and Case Below

 The boards of Energy Transfer Equity, L.P. (ETE) and Energy Transfer Partners (ETP) 
met to discuss a merger between ETP and Regency. ETP eventually made a proposal to 
Regency where Regency would be merged into ETP for a combination of cash and stock 
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using an exchange ratio of 0.4044 ETP common units for one Regency common unit, and 
$137 million cash payment. 

 The seller and buyer were indirectly owned by the same entity, creating a conflict of in-
terest. Because such conflicts of interest are common in master limited partnership (MLP) 
transactions, partnership agreements often provide ways to address them. Here, the part-
nership agreement had two safe harbor conflict resolution provisions—“Special Approval” 
of the transaction by an independent Conflicts Committee, and “Unaffiliated Unitholder 
Approval.”1 If either safe harbor is satisfied, the transaction is deemed not to be a breach of 
the agreement.

 The partnership agreement required that the Conflicts Committee be independent, 
meaning that its members could not be serving on affiliate boards and were independent 
under the audit committee independence rules of the New York Stock Exchange. Here, the 
plaintiff alleged that the Conflicts Committee was conflicted—one of the Committee’s two 
members began evaluating the transaction while still a members of the board of Sunoco, an 
affiliate, and then resigned from Sunoco’s board four days after he began his review to then 
become a member of the Conflicts Committee. One the same day the transaction close, he 
was reappointed to the seat left vacant for him on Sunoco’s board.

 The plaintiff also alleged that the general partner failed to satisfy the Unaffiliated 
Unitholder Approval Safe Harbor because the general partner made false and misleading 
statements in the proxy statement to secure that approval. Specifically, the general part-
ner failed to disclose the conflicts within the Conflicts Committee in the 165-page proxy 
statement. 

 The Chancery Court agreed with the general partner, holding that even if the proxy 
statement might have contained materially misleading disclosures, fiduciary duty princi-
ples could not be used to impose disclosure obligations on the general partner beyond those 
in the partnership agreement, because the partnership agreement disclaimed fiduciary du-
ties. Further, the court agreed with the defendants that the only express disclosure require-
ment of the agreement in the event of a merger—that the general partner simply provide 
either a summary of, or a copy of, the merger agreement—displaced any implied contrac-
tual duty to disclose in the proxy statement material facts about the conflicts within the 
Conflicts Committee. Since there was an express disclosure obligation, stated the Chancery 
Court, the implied covenant of good faith and fair dealing “ha[d] no work to do” because 
1 In the MLP context, Special Approval typically means that a Conflicts Committee composed of members 
independent of the sponsor and its affiliates reviewed the transaction and made a recommendation to the 
partnership board whether to approve the transaction. Unaffiliated Unitholder Approval means a majority of 
unitholders unaffiliated with the general partner and its affiliates approve the transaction.
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“the express waiver of fiduciary duties and the clearly defined disclosure requirement . . 
. prevent the implied covenant from adding any additional disclosure obligations to the 
agreement.”

Analysis

 The Delaware Revised Uniform Limited Partnership Act (DRUPLA) gives maximum 
effect to the principle of freedom of contract. The act allows drafters of Delaware limited 
partnerships to modify or eliminate fiduciary-based principles of governance, and displace 
them with contractual terms. However, even though the express terms of the agreement 
govern the relationship when fiduciary duties are waived, investors are still protected: am-
biguities are resolved to give effect to the reading that best fulfills the reasonable expec-
tations an investor would have had from the face of the agreement. Further, DRUPLA 
provides for the implied covenant of good faith and fair dealing.

 The Delaware Supreme Court criticized the Chancery Court’s narrow focus on the ex-
press disclosure requirements of the partnership agreement; in contrast, the Court chose as 
the focal point of its analysis the language of the safe harbor approval process, and what 
its terms reasonably meant. The conflict resolution provision of the agreement, stated the 
Court, is a “powerful tool in the general partner’s hands because it can be used to shield 
a conflicted transaction from judicial review,” but the conflicts resolution provision “also 
operates for the unitholders’ benefit.” It ensures that, before a safe harbor is reached by 
the general partner, unaffiliated unitholders have a vote, or the conflicted transaction is 
reviewed and recommended by an independent Conflicts Committee. 

 Obviously, although the agreement did not address in explicit terms whether the gen-
eral partner could use false or misleading statements to enable it to reach the safe harbors, 
the implied covenant required that the general partner not act to undermine the protections 
afforded unitholders in the safe harbor process. Such terms are easily implied because “the 
parties must have intended them and have only failed to express them because they are too 
obvious to need expression.” Similarly, the agreement required the general partner to form 
a Conflicts Committee comprised of members who were not conflicted. Implicit in the 
express terms was that deceptive conduct not be used to create the false appearance of an 
unaffiliated, independent Special Committee.

 The Court was persuaded by the following alleged facts to reach its holding in favor of 
the plaintiff-appellant:

• Sunoco and the General Partner were both controlled by ETE and were “Affiliates” 
under the agreement. Thus, Sunoco board members were not eligible to serve as mem-
bers of the general partners’ Conflicts Committee. They were also unlikely to meet 
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the audit committee independence rules of the New York Stock Exchange, as re-
quired by the agreement. Yet, the general partner appointed a Sunoco director to the 
Conflicts Committee, who temporarily resigned from the Sunoco board to serve on the 
Committee.

• The express terms of the partnership agreement naturally implied certain correspond-
ing conditions, and unitholders were entitled to have those terms enforced according 
to the reasonable expectations of the parties. As an example, the implied covenant 
reasonably supplied contractual terms that were too obvious to be stated, such as that 
the general partner not engage in misleading or deceptive conduct to obtain safe harbor 
approvals.

• The negotiations between the Conflicts Committee and ETP were ceremonial and only 
lasted a few days. According to the complaint, between January 23 and January 25, the 
Conflicts Committee made a “perfunctory and slightly increased counteroffer to ETP’s 
offer,” which would have achieved a 15% premium to the closing price of common 
units. ETP rejected the counteroffer and the parties settled on ETP’s opening bid of 
a 13.2% premium to the January 23 closing price. The Conflicts Committee recom-
mended that the General Partner pursue the transaction on the original terms proposed 
by ETP, which the general partner approved on January 25. The entire process lasted 
nine days.

• Although the partnership agreement required only minimal disclosure when a merger 
transaction was considered by the unitholders—a summary, or a copy of, the merger 
agreement—the general partner provided a 165-page proxy statement in order to gain 
Unaffiliated Unitholder Approval and the benefit of the safe harbor. However, the proxy 
statement only stated that the Conflicts Committee was comprised of two independent 
directors and did not disclose the potential conflict of the Sunoco board member.

*   *   *
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MOTION TO DISMISS; BAD FAITH; CONTROLLING STOCKHOLDER; DIRECTOR 

INDEPENDENCE; DERIVATIVE SUIT 

Aldridge v. Blackmore, C.A. No. 12196-CB (Del. Ch. Dec. 8, 2016)

In Transcript Ruling, Chancery Court Allows  
Bad Faith Claim To Proceed Against Independent Director for Swing Vote  

on	Transaction	Approved	Amidst	“Extraordinary”	Circumstances

Sana Hamelin

While acknowledging the extremely high standard for proving an allegation of bad 
faith, the Chancery Court allowed a claim to proceed against a director under the “reason-
able conceivability” standard at the motion to dismiss stage. Key to the court’s holding 
were the “extraordinary facts” involving two simultaneous board coups by SunEdison, Inc. 
at Terraform Global (“Global”) and Terraform Power, where it was controlling stockholder. 
SunEdison needed to pay down margin loans that were coming due. An indisputably in-
dependent board member of Global, Hanif Dahya, voted to provide cash prepayments to 
SunEdison that were unsecured by any collateral. It was “reasonably conceivable plaintiffs 
could establish that Dahya approved the transaction knowing it was intended simply to bail 
out SunEdison rather than to advance the best interest of Global’s stockholders.” He was 
the swing vote to approve the transaction and faced allegations of breach of fiduciary duty.  
He filed a motion to dismiss citing a lack of motive to approve a transaction that was not in 
the best interest of Global’s stockholders. In light of the unusual circumstances surround-
ing the transaction and Dahya’s awareness of same, the court allowed the claim to proceed 
with the caveat that proving bad faith remained the plaintiff’s high burden.

Background

The case arose from a transaction approved in December 2015 between nominal de-
fendant Global and its controlling stockholder, SunEdison, which allegedly held 98% of 
Global’s combined voting power. The transaction involved Global making a $231 million 
cash prepayment to SunEdison for certain yet-to-be completed solar projects located in 
India. 

In the fall of 2015, SunEdison was faced with a well-publicized liquidity crisis. When 
it seemed unlikely that it could meet a November 20, 2015 deadline to repay a $100 mil-
lion under a margin loan, which in turn would lead to cross-defaults of other indebted-
ness, SunEdison turned to its controlled company, Global, on November 18. Specifically, 
it approached Global’s old conflicts committee, of which Dahya was a member, with a 
variety of potential alternatives for making $100 million available to SunEdison, such as 
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stock buybacks, an unsecured loan from Global, or Global’s acquisition of certain assets 
from SunEdison. The old conflicts committee refused to agree to any of these proposals in 
the time frame that SunEdison demanded, which prompted SunEdison to unilaterally add 
three new directors to the Global board two days later, on November 20. Fifteen minutes 
after those appointments, during a telephonic special meeting of the new Global board, 
SunEdison’s CEO, who was also Global’s then-chairman, replaced the old conflicts com-
mittee in its entirety with the three newly added directors. On that same call, SunEdison 
also replaced Global’s CEO and CFO with SunEdison executives. 

Immediately after the special board meeting ended, a telephonic meeting of the new 
conflicts committee began. At the conclusion of this mere 25-minute meeting, the new con-
flicts committee agreed to immediately prepay $150 million to SunEdison for the Indian 
solar projects with a second $81 million prepayment to be made ten days later. SunEdison 
received the $150 million prepayment that day and used it to pay down its margin loan. 
Also on November 20, four members of the Global board resigned, including Mark Lerdal, 
who served on the old conflicts committee with Dahya. Two of the resigning board mem-
bers, including Mr. Lerdal, stated in their resignation letters that they no longer believed 
they could act in the best interest of Global’s stockholders. 

These, the court noted, were “extraordinary facts,” rendered all the more extraordinary 
in light of the fact that essentially the same series of boardroom maneuvers were occurring 
at the same time at another company controlled by SunEdison, TerraForm Power, Inc., on 
whose board Dahya also served and the events of which he also personally witnessed. 

The new conflicts committee had a 10-day “lookback” period to retroactively review 
the transaction and cancel it if the committee deemed appropriate. During this period, the 
committee secured several changes to the transaction terms, including “liquidated dam-
ages, interest on the purchase price, a termination fee, and restricted geography of the 
replacement projects.” Dahya contended that these were significant improvements to the 
transaction but the plaintiff’s complaint alleged that the new terms of the transaction were 
substantially similar to the old terms and that the new conflict committee’s failure to secure 
a commitment from SunEdison to post collateral in connection with the prepayment was 
unconscionable given SunEdison’s well-known financial distress.

On December 1, 2015, the full board of Global and the new conflicts committee ap-
proved the final terms of the transaction. It appeared from the allegations in the complaint 
that Dahya was the swing vote necessary to obtain majority approval of the directors who 
were not employed by SunEdison. 
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The complaint asserted a single claim for breach of fiduciary duty against four mem-
bers of Global’s board. Three of them were members of Global’s corporate governance and 
conflicts committee that approved the transaction. The fourth defendant was Hanif Dahya, 
who was a member of Global’s old conflicts committee and who approved the transaction 
as a member of Global’s board shortly after he was removed from the old conflicts com-
mittee. Dahya filed a motion to dismiss. 

Law and Analysis

There was no dispute that Global’s certificate of incorporation contained a 102(b)(7) 
provision exculpating Dahya for any breach of his duty of care. The plaintiff did not dis-
pute that Dahya was independent from SunEdison, and did not allege that Dahya had any 
personal financial interest in the transaction. Thus, the plaintiff would ultimately bear the 
burden to demonstrate that Dahya acted in bad faith when he voted to approve the trans-
action as a director of Global in December of 2015. This, the court noted, is a difficult 
standard to meet because bad faith requires proof of scienter, such as a conscious disregard 
for one’s duty, or in Vice Chancellor Parsons’ words in In re Alloy, Inc., one would need to 
show that a decision was “so far beyond the bounds of reasonable judgment that is seems 
essentially inexplicable on any ground other than bad faith.” 

However, the pleading standard for a motion to dismiss is one of reasonable conceiv-
ability. The plaintiff is entitled to all reasonable inferences that flow from the well-pled 
allegations in his complaint. In contrast to Alloy, where the facts pled did not make out a 
case for bad faith under a reasonable conceivability pleading standard, here, the picture that 
the complaint painted concerning the highly unusual circumstances surrounding Dahya’s 
approval of the transaction, which the judge emphasized was unlike anything he had ever 
seen, at least were sufficient to survive a motion to dismiss.

Facts damning to Dahya included his knowledge of another boardroom coup at 
SunEdison’s hands, at TerraForm Power where he was also a director. It was also reason-
able to infer that he had good reason to suspect that the new conflicts committee was not 
independent from SunEdison, which would defeat the purpose of having a conflicts com-
mittee at all. Dahya was also aware that Peter Blackmore—who became a member of 
Global’s new conflicts committee—was unlikely to be independent as he spent nearly a 
decade on the board of SunEdison, a position he did not resign till the day before joining 
the Global board. The plaintiffs advanced several hypotheses that pointed to a motive on 
Dahya’s part for voting in favor of a transaction that was not in the best interest of Global 
stockholders, including a fear of losing his board seats at the Terraform entities if he did not 
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vote as SunEdison wanted, as SunEdison had demonstrated a willingness to replace people 
who did not do its bidding.

Given the highly unusual circumstances under which the transaction was approved, 
the well-publicized financial distress of SunEdison at the time, and given that SunEdison 
did not post any collateral for the funds it received immediately before any assets were 
delivered to Global, it was “reasonably conceivable plaintiffs could establish that Dahya 
approved the transaction knowing it was intended simply to bail out SunEdison rather than 
to advance the best interest of Global’s stockholders so as to make a showing of bad faith.” 
The court also inserted a caveat in Dahya’s favor: given that he had opposed transactions 
proposed by SunEdison prior to his departure from the old conflicts committee, and that he 
maintained he voted in favor of the final transaction because of the improvements made to 
the deal during the lookback period, it was possible no bad faith was involved. However, 
there were too many issues of fact that could not be resolved at the motion to dismiss stage.

*   *   *

FORUM NON CONVENIENS

Gramercy Emerging Markets Fund v. Allied Irish Banks, No. 10321-VCG (Del. Ch. Dec. 
30, 2016) 

Delaware Chancery Court Holds Forum Non Conveniens Requires  
Dismissal of Suit That Was First Filed in Illinois and  

Requires Bulgarian Witnesses and an Interpretation of Bulgarian Law

Neil Cohen

This shareholder suit against a Bulgarian entity was first brought by in Illinois and dis-
missed on forum non conveniens grounds in favor of Bulgaria. Plaintiff Americans brought 
suit in Delaware seeking jurisdiction based on overwhelming hardship. The Chancery 
Court dismissed the case because plaintiff’s first preference was not a Delaware forum and 
the litigation required both Bulgarian witnesses and an interpretation of Bulgarian law; 
moreover, by buying stock in a Bulgarian company plaintiffs accepted the risk of having 
to litigate there. 

After a long discussion of prior Delaware law, the court concluded (footnotes and some 
citations omitted): 

It is, I think, beyond cavil that, had this case been brought prior to the dismissal of the Illinois ac-

tion, an appropriate motion would have been addressed under the McWane analysis, and the Delaware 
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action dismissed or stayed. The McWane analysis would have proceeded thusly: The Illinois state ac-

tion was first- filed, predating the present action by several years. The Illinois state court was “capable 

of administering prompt and complete justice,” and in fact had greater jurisdictional scope over the 

litigants than this Court. The parties in each action are nearly identical. The Plaintiffs are the same, and 

the Defendants are the same, except Bauer is no longer named as a Defendant, presumably because of 

jurisdictional strictures. Further, the disputes pursued in Illinois and here arise from a common nucleus 

of operative fact—actually, they are identical: an alleged structuring of a 2008 stock sale that either 

violated Bulgarian securities law by the nature of its structure or via a purported secret voting agree-

ment. Dismissal would therefore have been proper under McWane. The Plaintiffs point out that, unlike in 

McWane, no prior action remains pending; they argue that having litigated and lost in Illinois, they are 

entitled to the plaintiff-friendly overwhelming-hardship standard here, as though this jurisdiction were 

their first choice of forum. But this contention runs afoul, not only of incongruity, but of our Supreme 

Court’s analysis in Lisa.

Lisa clarified that the forum non conveniens analysis of McWane applies outside the factual scenario 

of McWane itself, and may apply despite the absence of a pending action in another jurisdiction… .The 

fact that the Plaintiffs waited to lose in Illinois, then take—and lose—an appeal in that jurisdiction, 

before coming to Delaware to litigate the same issues, does not, to my mind, strengthen their case. The 

fact that the forum non conveniens analysis in Illinois differs in some respects from that in Delaware 

means that the Illinois decision may not be issue-preclusive here, but it does not, to my mind, completely 

eliminate issues of comity and forum-shopping as concerns. Under McWane, a subsequent Delaware 

action would have been subject to dismissal in favor of an identical first-filed pending action in Illinois; 

under Lisa, the fact that the pending action has been resolved does not necessarily change this result. The 

Illinois trial and appellate courts, after discovery and on consideration of the positions of the parties, de-

termined that Bulgaria provides an adequate forum and is the appropriate forum for any litigation. I find, 

based on the record before me, that dismissal under the McWane analysis is appropriate….

Delaware would create an overwhelming hardship for the Defendants. I note, however, that I am 

dubious of the Plaintiffs’ assertion that, if the overwhelming-hardship standard attached, they would eas-

ily defeat this motion. The following considerations would inform such an analysis, as they inform my 

decision here under McWane and Lisa. Plaintiffs’ claims in the present action hinge on whether Bulgarian 

law was violated. I note that Bulgarian regulators, despite having been on notice and responding to 

Plaintiffs’ concerns, did not find such a violation of the Bulgarian POSA existed. The Plaintiffs ask, 

nonetheless, that I interpret Bulgarian securities law in light of the instant fact pattern, a matter which, 

according to the record, poses certain questions of first judicial impression. They then ask that I apply 

that law, find that a violation of Bulgaria’s mandatory tender offer rule occurred, and that such violation 

provides a basis for the causes of actions currently pled in Delaware. This presents questions presum-

ably of keen interest to Bulgaria, but not Delaware. At bottom, the relief sought would require that I 
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find the regulators of Bulgaria failed to enforce their law, or applied their law incorrectly. As noted earlier, 

it is unclear from this record whether the Plaintiffs pursued rights to review actions of the regulators, 

and addressing this matter here would, presumably, require me to apply Bulgarian law on exhaustion of 

remedies, as well as doctrines of deference to regulators, a daunting matter for this Court, and of interest 

primarily to Bulgaria, not Delaware. Additionally, as the Illinois court noted, the record indicates that 

a number of the witnesses necessary to the Defendants are in Europe, including in Bulgaria, and there 

would be some burden securing their testimony. Obtaining the live testimony of some witnesses would 

require overseas travel on their part, and would raise questions of the availability of compulsory atten-

dance. Undoubtedly, trial here would require translation of some documents written via the Cyrillic, not 

Latin, alphabet.

While it is obvious that the Plaintiffs desire to litigate this matter in an American forum, the fact is 

that the Plaintiffs bought stock in a Bulgarian company regulated by Bulgarian law, and are trying to 

vindicate a right under that law. A foreign judge blundering in to vindicate such rights under the circum-

stances present here seems problematic. A decision by this Court could have serious, unintended conse-

quences on the development of Bulgarian law and on conditions for investment of capital in that country.

Delaware’s interests in this litigation, in contrast, are sparse. Two of the Plaintiffs are Delaware 

entities who chose to first sue in Illinois. Each is an on-shore limited liability company wholly owned 

by a Cayman Islands hedge fund. One of the Defendants—BAEF—is not-for-profit and is a creature of 

the United States Congress, incorporated in Delaware. There are no novel issues of Delaware corporate 

governance to be decided. Rather there is a decision to be made whether certain individual actors at the 

Defendants’ respective entities—all of whom are outside of Delaware—structured a transaction which 

violated Bulgarian securities law.

Accordingly, I note that Plaintiffs’ first choice of forum resulted in a decision that justice required the 

litigation to proceed, if at all, in Bulgaria; that issues of Bulgarian law would require expert testimony; 

and that the Illinois courts’ determination—that notions of efficiency and comity indicate that a dismissal 

on forum non conveniens grounds would be just—appear to be supported by the record here. In light of 

these considerations, the outcome here if Cryo-Maid applied is by no means obvious. At any rate, all 

these factors inform my exercise of discretion in favor of dismissal here, consistent with McWane and 

Lisa.

*   *   *
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REMOVAL OF DIRECTORS; SUPERMAJORITY VOTE

Frechter v. Zier, No. 12038-VCG (Del. Ch. Jan. 24, 2017) 

Chancery Court Rules Bylaws Requiring Supermajority  
Stockholder Approval for the Removal of Directors Are Invalid

Neil Cohen

Chancellor Glasscock granted declaratory judgment to plaintiff stockholders who 
brought a class action challenging Nutrisystem’s bylaw requiring a two-thirds shareholder 
vote for removal of a Director. The court held that the bylaw ran afoul of Section 141(k) of 
the Delaware General Corporation Law, providing that directors “may be removed, with 
or without cause, by the holders of a majority of the shares.” The court held that the word 
“may” in that section does not allow voluntary compliance. Corporations can require a 
supermajority vote only by a charter amendment. 

Section 141(k) provides: 

“Removal. Except as otherwise provided in the Certificate of Incorporation, no director may 

be removed from office by the stockholders of the Corporation except by the affirmative vote of 

the holders of not less than sixty-six and two-thirds percent (66 2/3%) of the voting power of all 

outstanding shares of stock of the Corporation entitled to vote generally in the election of directors, 

considered for this purpose as a single class.”

The court held: 

Under the plain language of the statute, I find that the Removal Provision is inconsistent with Section 

141(k). I address the Defendants’ contentions to the contrary below.

First, the Defendants point to 8 Del. C. § 216. That section permits corporations to adopt bylaws 

specifying the required vote for the transaction of the business of the corporation, “[s]ubject to this chap-

ter in respect of the vote that shall be required for a specified action . . . .” The Defendants concede that 

the specific provisions of Section 141(k), addressing removal of directors, trump this general permissive 

language, but argue that Section 141(k) “does not dictate a contrary result” because the Section “sets 

the rules only for the circumstances under which stockholders may remove directors without cause, and 

does not address the percentage of the vote that is required to remove directors.” The Defendants appear to 

rest this argument—which is, frankly, not easily comprehensible to me—on the contention that Section 

141(k) is merely permissive, in that it provides only that a majority of stockholders may remove direc-

tors, thereby leaving the bylaws free to require a minority, a supermajority or even unanimity as a requi-

site for director removal. The Defendants buttress this argument by a contextual argument, asserting that, 

had the intent of the General Assembly been to provide that a simple majority of stock is sufficient to 

remove directors, it could have expressed that intent via mandatory language. The Defendants presented 
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at Oral Argument three alternative drafts of Section 141(k) the legislature could have written to, in 

Defendants’ view, express such an intent more clearly than does the section as written. The Defendants 

also point to seven different sections in the DGCL, six of which use the word “shall” and one that uses 

the word “must,” to argue that when the Legislature intends to establish the vote required for a certain ac-

tion, it does so using mandatory language. Thus, argue the Defendants, nothing in Section 141(k) prevents 

exercise of the power of the Board, under Section 216, to set a supermajority requirement for removal of 

directors in the bylaws of the Company.

But this is an unnatural reading of Section 141(k). The section provides that holders of a majority 

of stock may—not must—remove directors; that is, if they so choose, the section confers that power. 

Obviously, they need not exercise the power at any given time: they “may” do so. Under the Removal 

Provision, however, a simple majority of Nutrisystem stockholders may not exercise such power; the by-

law is, unambiguously, inconsistent with the statute. Defendants’ construction of Section 141(k), that a 

majority may—but only if the corporation’s bylaws so permit—remove directors, renders the “majority” 

provision essentially meaningless, and leaves the statutory provision an effective nullity.

Finally, I note that Defendant’s reading of Section 141(k) is inconsistent not only with the statu-

tory language, but with recent judicial consideration of the section as well. While no written opinions 

address the issue, this Court’s bench decision in In re VAALCO Energy, Inc. Stockholder Litigation 

is instructive; the Vice Chancellor there found that the language of Section 141(k) providing that di-

rectors “may” be removed with or without cause prohibits bylaws requiring cause for that purpose. 

Likewise, Section 141(k) also mandates that a majority of stockholders may remove directors. As the 

Vice Chancellor stated in VAALCO, “141(k) states affirmatively ‘any director or the entire board of di-

rectors may be removed, with or without cause, by the holders of a majority of the shares then entitled to 

vote at an election of directors.’ That is the rule.”

At oral argument plaintiffs dropped their claim that the Directors violated their fidu-
ciary duties by enacting the bylaw. 

*   *   *
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MERGER; APPRAISAL; QUASI-APPRAISAL; DISCLOSURE; MOTION TO DISMISS

In re United Capital Corp. Shareholders Litigation, Consol. C.A. No. 11619-VCMR (Del. 
Ch. Jan. 4, 2017)

Delaware Chancery Grants Motion To Dismiss Minority Stockholder’s  
Complaint Seeking Quasi-Appraisal Remedy As Disclosure Was Adequate

Sana Hamelin

The Delaware Chancery Court granted defendants’ motion to dismiss the plaintiff’s 
complaint seeking a quasi-appraisal remedy based on allegations of breach of the duty of 
disclosure in connection with a short-form merger. Noting that when a short-form merger 
occurs under 8 Del. C. Section 253, a minority shareholder who is dissatisfied with the 
merger consideration is limited to seeking appraisal as a remedy in the absence of fraud or 
illegality. The Court found that the defendants fulfilled their duty of full disclosure by no-
tifying the minority shareholders of the availability of appraisal rights, providing a copy of 
the appraisal statute, and disclosing information material to the decision of whether or not 
to seek appraisal, including financial statements and information on the negotiation process 
between the buyer and the special committee formed to vet the merger. 

Background

Lead plaintiff, Louise B. Geser, owned shares of common stock in United Capital 
Corporation, a Delaware corporation that has not been required to file any periodic reports 
with the United States Securities and Exchange Commission since 2011, nor has it pro-
vided informal public disclosures about operations or financial results since December 21, 
2013. 

Defendant A.F. Petrocelli was Chairman of the Board, President, and Chief Executive 
Officer of United Capital. Petrocelli owned approximately 94% of the outstanding shares 
of United Capital before the transaction at issue. On June 22, 2015, Petrocelli submitted an 
initial bid letter to the Board offering to purchase the minority shares of the company for 
$30 per share. The Board formed a Special Committee consisting of the other three named 
defendants with the power to engage independent financial and legal advisors, reject the 
proposed transaction, and to exercise arm’s length bargaining power with Mr. Petrocelli. 
The Special Committee decided not to engage outside advisors other than legal, and after 
reviewing financial and other information, concluded that the initial bid amount was insuf-
ficient and countered Petrocelli at $35 per share. After further offers and counteroffers, 
Petrocelli offered $32 per share and the Special Committee approved the proposed merger, 
determining that it was in the best interests of the company and its stockholders. 
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The parties entered into a merger agreement on August 24, 2015, and plaintiff received 
written notice of same on September 3, 2015. The notice included (i) financial statements 
for 3013, 2014 and 2015, (ii) management’s analysis of the company’s financial status, (iii) 
the background of the merger, and (iv) potential Board and Special Committee conflicts. 
The merger was effective on September 30, 2015 with United Capital as the surviving en-
tity and Petrocelli as its sole stockholder.

On October 16, 2015, Geser filed a complaint on behalf of the public minority share-
holders of United Capital. On October 28, 2015, Solomon Margolis filed a class action 
complaint arising out of the same transaction. On December 8, 2015, Geser moved to con-
solidate both actions and sought appointment of himself as lead plaintiff. On the following 
day, Solomon Margolis did the same. The Court granted Geser’s motion, leading to this 
consolidated action.

Applicable Law

When a transaction occurs under 8 Del. C. Section 253, “the parent corporation does 
not have to establish entire fairness.” Instead, absent fraud of illegality, the only recourse 
for a minority shareholder who is dissatisfied with the merger consideration is appraisal. 
Although fiduciaries are not required to establish entire fairness in a short-form merger, the 
duty of full disclosure remains. The company must notify the minority of the availability 
of appraisal rights and include a correct copy of the appraisal statute. Additionally, the 
disclosure of the information material to the decision of whether or not to seek appraisal 
is required, but the company need not provide all the information necessary for the stock-
holder to reach an independent determination of fair value. Information is material if there 
is “a substantial likelihood that the undisclosed information would significantly alter the 
total mix of information already provided.” Omitted facts, however, are not material sim-
ply because they might be helpful. A disclosure violation results in an “irreparable injury” 
which may be remedied through “quasi-appraisal.” 

Plaintiff’s Allegations and Court’s Analysis

The plaintiff raised two main objections to the transaction. One, the plaintiff objected to 
the merger price and alleged that insufficient information was disclosed. Two, the plaintiff 
pointed to certain conflicts of interest by members of the Special Committee.

The plaintiff alleged that the merger consideration was inadequate, but to reach his 
conclusion, he relied on the financial data disclosed by United Capital. The plaintiff was of 
the opinion that the merger price’s $186.6 million implied total equity value significantly 
undervalued the company due to the $98 million in cash on hand in June 2015, and the 
improvement of the company between 2013 and 2014 (total assets increased by over $50 
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million, total revenues increased from $119.1 million to $128.3 million, and net income 
increased from $12.5 million to $13.3 million). The Court pointed out that the disclosures 
clearly gave plaintiff the minimum information necessary to determine whether he could 
“trust that the price offered [was] good enough” or whether the price undervalued the com-
pany “so significantly that appraisal [was] a worthwhile endeavor.”

Key to the Court’s holding was the amount of detail provided in the notice. It included 
the following:

• The types of real estate investments owned and managed by United Capital and the net 
lease arrangements of the properties;

• The sizes, locations, and management structures of the hotels managed by United 
Capital;

• The types of products, lines of distribution, brands, and industry markets for United 
Capital’s engineered products;

• A three-page single-spaced summary of the background of the merger and how the 
merger price was established, including a discussion of the Special Committee’s and 
Board’s processes for considering and approving the merger;

• Historical stock purchases since 2012;

• Audited, consolidated financial statements for years 2013 and 2014;

• Audited, consolidated financial statements for the six-month period ending in June 
2015;

• Unaudited, consolidated financial statements which detail United Capital’s operations, 
income, and overall financials;

• Seven single-spaced pages of management’s analysis of the business’s financial results 
for the year 2014 and the six months ended June 30, 2015; and

• Disclosure of possible Board and Special Committee conflicts.

The plaintiff claimed that the company omitted material facts, such as the information 
used by the Special Committee to set the $32 per share merger price, Petrocelli’s rationale 
for his original offer, specific financial information including projections, the extent to 
which cash and cash equivalents were working capital, potential conflicts of two of the 
three purportedly independent members of the Special Committee, and the identities of 
certain directors and a director’s spouse who jointly owned an $8 million note with the 
company. But the Court found that none of the alleged omissions were material to the deci-
sion of whether to seek appraisal in light of the “abundant” disclosures already provided. 
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The plaintiff did not make a convincing case that disclosure of the committee’s explicit 
use of certain financial information would substantially alter the “total mix” of informa-
tion available to the stockholders. Moreover, sufficient information was provided about 
Petrocelli’s rationale for the merger price, the negotiation process, and the company’s fi-
nances that further details would not have made an appreciable difference. The company 
disclosed in “a broad sense” what the process was, which was all that it was required to do. 
As for financial projections, there were none.

The plaintiff’s second major objection related to potential conflicts. The Court found 
that potential conflicts were adequately disclosed for two of the three Special Committee 
members, involving long-standing personal, professional and financial ties between them 
and Petrocelli. The $8 million note did not involve Special Committee members, and plain-
tiff did not explain how information about the maturation expectations of the note are mate-
rial to the decision of whether or not to seek appraisal in a short-form merger. Because all 
relevant potential conflicts were disclosed, minority stockholders had all the information 
they needed to determine whether they should seek appraisal. 

*   *   *

D&O INSURANCE POLICIES; FRAUD EXCLUSION 

Arch Insurance v. Murdock, C.A. No. N16C-01-104 EMD (Del. Sup. Dec. 21, 2016)

Delaware Superior Court Holds Insurance Companies Must Fund Settlement 
Because	Policy	Exclusion	for	Fraud	Only	Applies	to	a	Final	Judgment

Neil Cohen

In a case where insurance companies sought a declaratory judgment absolving them of 
liability to directors and officers for a class action settlement the Delaware Superior Court 
denied the claim because the exclusion for fraudulent conduct did not apply. The policies 
clearly stated that the fraud exclusion applied only when a “final judgment” of fraud is en-
tered. In this case the Chancellor’s memorandum opinion found defendants liable for fraud 
but the case was settled before a final judgment and order were issued. 

According to the court: 

The Insurers belong to Dole’s overall package of Directors and Officers Liability insurance 

coverage….

[Defendant] Murdock owned 40% of Dole’s stock and was its CEO. Mr. Carter was Dole’s presi-

dent and CEO. In 2013, Mr. Murdock utilized DFC, a holding company, to acquire the remaining Dole 
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stock and take it private. Mr. Murdock completed the acquisition in November 2013. Mr. Murdock paid 

shareholders $13.50/share. Thereafter, shareholders filed multiple lawsuits challenging the transaction’s 

fairness. 

In In re Dole Food Company, Inc. Stockholder Litigation (the “Memorandum Opinion”), stockhold-

ers alleged Defendants engaged in a lengthy process that manipulated the stock price so that Mr. Murdock 

could acquire the stock at a lower price. Vice Chancellor Laster, in his Memorandum Opinion, repeat-

edly cited to “fraud” and “fraudulent activity.” Vice Chancellor Laster found breaches of the duty of loy-

alty, and assessed liability against Mr. Murdock, Mr. Carter, and DFC in the amount of $148,190,590.18.

On September 21, 2015, Dole’s “insurance recovery counsel” wrote to the Insurers. The letter noti-

fied the Insurers that Dole was considering settlement and mediation. It asked that the Insurers consider 

funding a settlement. The Insurers all responded, citing various potential exclusions and requesting more 

information from Dole. On October 29, 2015, Dole responded. Dole disagreed with Federal’s reserva-

tions, and again demanded coverage for the underlying settlement. 

On November 5, 2015, Dole signed a term sheet settling the underlying action. On December 7, 

2015, the underlying parties signed a formal Stipulation and Agreement of Settlement (the “Settlement”). 

In lieu of an appeal, the parties settled for 100% plus interest. Murdock agreed to pay the settlement 

on the Defendants’ behalf. Vice Chancellor Laster approved the settlement on February 10, 2016 (the 

“Order and Final Judgment”). The Settlement caused the Chancery Court action to be dismissed “with 

prejudice and in its entirety.” On February 26, 2016, Dole’s counsel wrote to the Insurers, seeking in-

demnification for the Settlement….

Exclusion IV.A.6 reads as follows:

The Insurer shall not be liable for Loss on account of any Claim: . . . based upon, arising out of or 

attributable to:

a. Any profit, remuneration or financial advantage to which the Insured was not legally entitled; or

b. Any willful violation of any statute or regulation or any deliberately criminal or fraudulent act, error 

or omission by the Insured;

if	established	by	a	final	and	non-appealable	adjudication	adverse	to	such	Insured	in	the	underlying	

action. (Emphasis added) 

The language is not complicated. If a deliberate act of fraud by an insured is determined through 

a final and non-appealable adjudication, the Insurer will not be responsible for any claim made by that 

insured relating to the adjudicated fraudulent act.

The parties disagree on whether Exclusion IV.A.6 applies to the facts here. If it applies, then the 

Insurers do not have to fund the settlement, and if it does not apply then subrogation is not available to 



71

the Insurers. The Court does not find that the language of Exclusion IV.A.6 in this situation to be am-

biguous. The Memorandum Opinion, without more (i.e., a Chancery Rule 54(b) entry of judgment or 

a Chancery Rule 58 order), was not a final and non-appealable adjudication adverse to such insured in 

the underlying action. The only final and non-appealable adjudication in the Chancery Court action was 

the Order and Final Judgment. Accordingly, Exclusion IV.A.6 does not apply to the facts of this case….

This Court acknowledges that the Settlement and the ensuing Order and Final Judgment entered 

by the Chancery Court are carefully crafted to mitigate the findings in the Memorandum Opinion. The 

Defendants could have done that to maintain insurance coverage or for a number of other reasons. While 

this Court does believe that Vice Chancellor Laster did make findings that some of the Defendants (DFC, 

Mr. Murdock, and Mr. Carter) committed fraudulent acts, the Memorandum Opinion was not a final and 

non-appealable adjudication. The express language contained in the Memorandum Opinion supports this 

conclusion. The Memorandum Opinion provides:

[Mr.] Murdock, his entity DFC [ ], and Mr. Carter are liable for breaches of their duty of loyalty in 

the amount of $148,190,590.18. DeLorenzo and Deutsche Bank are not liable to the plaintiffs. The par-

ties will confer and advise the court as to any issues that remain to be addressed.

This language clearly shows that issues remained outstanding in the litigation and that the 

Memorandum Opinion was, at best, interlocutory.

If the Memorandum Opinion were final, there would need to be a docket entry showing the entry of 

an order in connection with that opinion. There is none. Moreover, if it were final, the Order and Final 

Judgment would have had to vacate the Memorandum Opinion and it does not.

As such, the Court finds that the plain, unambiguous language of Exclusion IV.A.6 means that this 

exclusion does not apply because (i) the Memorandum Opinion does not constitute a final and non-

appealable adjudication and (ii) the Settlement and Order and Final Judgment do not make findings 

regarding fraudulent acts by an insured. 

*   *   *
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INSURANCE COVERAGE

Jerry’s Enterprises, Inc. v. US Specialty Insurance Co. No. 15-3324 (8th Cir. Jan. 11, 
2017)

Eighth	Circuit:	Insured	vs.	Insured	Exclusion	Precludes	Coverage	 
for Claims Brought by Both Insured and Non-Insured Persons

Kevin LaCroix

Reprinted from The D&O Diary 
(http://www.dandodiary.com)

You know that the Insured vs. Insured Exclusion is a frequent source of D&O insurance 
coverage disputes when on consecutive days two federal appellate courts issue opinions 
interpreting and applying the provision. As I noted yesterday, on January 10, 2017, it was 
the Ninth Circuit’s turn; the next day, it was the Eighth Circuit’s turn. On January 11, 2017, 
the Eighth Circuit affirmed a district court’s holding that the Insured vs. Insured exclusion 
in a grocery store chain’s D&O insurance policy precluded coverage for claims brought 
by the chain’s founder’s daughter, who had served briefly as a director of the company. 
The appellate court also affirmed the district court’s holding that the exclusion precluded 
coverage not just for the daughter’s claims, but also for the claims of her two children, who 
were shareholders but not directors of the company. The court, applying Minnesota law, 
held that the exclusion precluded coverage for both the claims of the daughter (who was 
an insured person) and those of the children (who were not). The Eighth Circuit’s opinion 
can be found here.

Background

Gerald Paulsen founded a grocery store group called Jerry’s Enterprises. After he died 
in April  2013, company ownership was divided between a testamentary trust and several 
of his children and grandchildren. One of his children, Cheryl Sullivan, had been an em-
ployee at the company. She also became a member of the company’s board of directors 
following her father’s death, but she served as director only for four months, until the com-
pany redeemed her shares and those of her children. While on the board she raised concerns 
about the company’s share price.

Best of the Blogs
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Sullivan and her children filed a lawsuit against the company and certain of its directors 
and officers, alleging that the defendants had taken several actions that caused Sullivan and 
her daughters to redeem their shares at less than fair value. This lawsuit ultimately settled. 
The company then sought to have the settlement amount and the fees the defendants in-
curred in defending the lawsuit to be paid by the company’s D&O insurer. The insurer 
denied coverage in reliance on the insurance policy’s Insured vs. Insured exclusion. The 
company filed an action against the insurer alleging breach of contract. The parties filed 
cross-motions for summary judgment.

As discussed here, in September 2015, District of Minnesota Chief Judge John Tunheim, 
applying Minnesota law, held that where the underlying claim involved a lawsuit by an 
Insured Person against other Insured Persons, the entire Claim was precluded from cover-
age, even though the claimants in the underlying lawsuit included plaintiffs who were not 
Insured Persons. The claimants appealed the decision to the Eighth Circuit.

The policy defined Insured Person to include “any past, present, of future director, of-
ficer, managing member, officer or Employee of the Insured Organization.”

The policy’s Insured vs. Insured Exclusion precluded from coverage any Claim that 
is “brought by or on behalf of , or in the name or right of … any Insured Person, unless 
such Claim is: (1) brought and maintained independently of, and without the solicitation, 
assistance or active participation of, the Insured Organization or any Insured Person….”

The policy’s allocation provision specified that

If Loss covered by this Policy and loss not covered by this Policy are both incurred in 
connection with a single Claim, either because the Claim includes both covered and un-
covered matters, or because the Claim is made both against Insureds and against others not 
included within the definition of Insured, the Insureds and the Insurer agree to use their best 
efforts to determine a fair and proper allocation of all such amounts….”

The January 11 Opinion

On January 11, 2017, the Eighth Circuit, in an opinion by Judge Bobby Shepherd for a 
unanimous three judge panel,affirmed the district court’s decision, holding that the Insured 
vs. Insured exclusion in the grocery store chain’s D&O insurance policy precluded cover-
age for all of the claims in the underlying lawsuit, including those of the two children, and 
not just Sullivan’s claims.

The exclusion’s language, the court said, as it applies to this case, “is straightforward.” 
Sullivan had served as a director; the definition of Insured Person includes any past director; 

http://www.dandodiary.com/2015/09/articles/d-o-insurance/do-insurance-insured-vs-insured-exclusion-applies-even-when-claimants-include-both-insureds-and-non-insureds/
https://en.wikipedia.org/wiki/John_R._Tunheim
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and the exclusion, “in essence,” precludes coverage for any lawsuit brought by a former 
director.

The appellate court noted the provision in the exclusion preserving coverage for claims 
brought independently from the former direct and without their active participation.  The 
court found this provision inapplicable to preserve coverage for the children’s claims, be-
cause Sullivan was an “active participant” in bringing the suit. The court also noted that 
Sullivan was “the driving force in the litigation,” adding that she owned the vast majority 
of the shares at issue in the underlying lawsuit. While Sullivan’s children may well have 
had their own claims to assert, a “Claim” as defined in the policy is a civil proceeding com-
menced by the service of a complaint. The exclusion applies to the lawsuit as brought, and 
so coverage for the entire Claim is precluded.

The appellate court also rejected the claimants’ argument based on the allocation clause, 
which the claimants argued requires an allocation between Sullivan’s uncovered claims 
and her children’s covered claims. The court reviewed several appellate cases from other 
circuits in which the courts interpreted allocation provisions in D&O insurance policies, in 
the context of cases in which coverage was otherwise precluded on the Insured vs. Insured 
exclusion. The Eighth Circuit concluded that the various cases could be understood and 
could be reconciled depending on the specific language in the exclusion.  Some of the cases 
had the “active assistance” language of the type present in the exclusion here, and some did 
not.  The presence of the “active assistance” language prevents the kind of “whacky result” 
about which the Seventh Circuit was concerned in the Level 3 case (here).

While noting that there is a “tension” between the Insured vs. Insured exclusion and 
the allocation clause, and that the claimants had asserted arguments in favor of coverage 
based on this tension that “are not wholly without merit,” the appellate court ultimately 
concluded that the preclusive effect of the exclusion should control the outcome. Applying 
the allocation clause to preserve coverage for the children’s claims, the court said, would 
“render the assistance exception superfluous, effectively reading the exception out of the 
contract.” By contrast, applying the exclusion to preclude coverage, the court said, does 
read the allocation clause out of the contract; it “simply limits the reach of the allocation 
clause when more specific language exists elsewhere in the contract.”

Discussion

As I noted at the time when the district court rendered its opinion, the conclusion that 
coverage is precluded for Sullivan is unremarkable. There ismore room for discussion 
when it comes to the children’s claims. There is nothing in the opinion to suggest that the 
children are minors. I assume that they were asserting their own claims and asserting their 

http://caselaw.findlaw.com/us-7th-circuit/1079004.html
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own rights as shareholders of the grocery store chain. Their claims were brought on their 
own behalf, not on behalf of an Insured Person.

It is true that the children’s claims were brought in the same complaint in which their 
mother (an Insured Person under the policy) was also asserting claims. Their claims could 
easily have been asserted in a separate complaint. Had the children asserted their claims in 
a separate complaint, it certainly would be easier to see that their claims were not brought 
by or on behalf of an insured person.  But to say the claims were not covered simply be-
cause instead of being filed separately the claims were filed in a single complaint arguably 
elevates form over substance.

In addition, I am not sure I agree with the appellate court’s conclusion that its decision 
does not read the allocation provision out of the policy.  The court said that its ruling was 
justifiable because it was simply limiting the reach of the allocation provision based on the 
more specific language in the exclusion. It seems to me that both clauses could have been 
given effect. That is, the exclusion could be applied to preclude coverage for Sullivan’s 
claims, and the allocation provision could have been applied in order to preserve coverage 
for the children’s claims. Indeed, I think it could be argued that the court’s refusal to give 
effect to both provisions this way does, in fact, and contrary to the appellate court’s asser-
tion, read the allocation clause out of the policy.

To be sure, the exclusion precludes coverage for “Claims.” A “Claim”is a defined term 
in the policy. As interpreted by the appellate court, a Claim is, in relevant terms, a matter 
asserted in a complaint. In this case, the complaint asserted claims by a former director, 
triggering the insured vs. insured exclusion.  The exclusion as written precludes coverage 
for the Claim, and since the children’s claims were not independent of or filed without 
the assistance of Sullivan, the entire Claim is precluded from coverage. According to this 
analysis, it doesn’t matter that the children might have filed their claims in a complaint 
separate from that filed by their mother; that wasn’t what happened here, so that hypotheti-
cal possibility is irrelevant.

Anyway, I think this case presents interesting issues; it kind of sounds like the Eighth 
Circuit thought so too, commenting as it did that there is “tension” between the Insured vs. 
Insured exclusion and the allocation provision, and noting that the arguments in favor of an 
allocation “are not wholly without merit.”  That’s the way it is with the Insured vs. Insured 
exclusion. Coverage issues under this provision come up over and over again, and it seems 
like it is always something new. For all I know, there could be yet another appellate deci-
sion interpreting the exclusion again tomorrow.

*   *   *
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INSURANCE COVERAGE

FDIC v. Bancinsure, Inc. No. 14-56132 (9th Cir. Jan. 10, 2017)

Ninth	Circuit:	Insured	vs.	Insured	Exclusion	 
Unambiguously	Excludes	FDIC’s	Failed	Bank	Claims

Kevin LaCroix

Reprinted from The D&O Diary 
(http://www.dandodiary.com)

During the bank failure wave that followed the global financial crisis, one of the recur-
ring questions was whether or not the failed banks’ D&O insurance policies’ insured vs. in-
sured exclusion precluded coverage for the FDIC’s liability claims as receiver for the failed 
bank against the banks’ former directors and officers . As I noted in a post late last year, the 
general consensus among the federal appellate courts is that the exclusion’s applicability to 
FDIC-R claims is ambiguous and therefore that the exclusion does not preclude coverage. 
As I also noted, however, there was an exception to this consensus, reflecting important 
wording differences sometimes found in the exclusion.

Consistent with this exception to the consensus, on January 10, 2017, the Ninth Circuit, 
applying California law, held in an unpublished opinion that the applicable D&O policy’s 
insured vs. insured exclusion was not ambiguous and precluded coverage for the FDIC’s 
claims against the former directors and officers of the failed Security Pacific bank. Unlike 
the exclusion found in many D&O insurance policies, the policy at issue in the Ninth 
Circuit’s case specifically precluded coverage for claims brought by any “successor” or 
“receiver.”  The Ninth Circuit’s opinion can be found here.

Background

Security Pacific Bank of Los Angeles, California, failed on November 7, 2008. The 
FDIC was appointed as the failed bank’s receiver. The FDIC-R brought a liability action 
against the failed bank’s former directors and officers asserting claims against them for al-
leged losses arising from the individuals’ alleged negligence, gross negligence, and breach 
of fiduciary duty. The FDIC subsequently brought an insurance coverage action against the 
failed bank’s D&O insurer, alleging that the insurer’s policy covered the losses.

The insurer contended that coverage for the FDIC-R’s claims against the former direc-
tors and officers was precluded by the policy’s Insured vs. Insured exclusion, which ex-
cludes coverage for claims brought “by, on behalf of, or at the behest of” Security Pacific, 
a person insured under the D&O Policy, or “any successor, trustee, assignee or receiver.”

http://www.dandodiary.com/promo/about/
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The FDIC contended that if the insurer had intended to preclude coverage for FDIC-R 
claims, the policy would have included a so-called Regulatory Exclusion; the FDIC noted 
that the insurer’s base policy form in fact contained a Regulatory Exclusion, but that the 
Regulatory Exclusion had been deleted by endorsement. The FDIC-R contended that the 
Regulatory Exclusion’s deletion showed that the parties intended for the policy to apply 
to claims by the FDIC-R, and at a minimum made the Insured vs. Insured exclusion’s ap-
plicability to FDIC-R claims ambiguous.

The district court agreed with the FDIC concluded that the Insured vs. Insured’s ap-
plicability to the FDIC-R’s claims to be ambiguous and therefore that the exclusion did not 
preclude coverage, meaning that the policy provides coverage for the FDIC-R’s claims. 
The insurer appealed.

The January 10, 2017 Opinion

In its unpublished January 10, 2017 opinion per curiam opinion, a three-judge panel of 
the Ninth Circuit reversed the district court and remanded the case for further proceedings, 
holding that the Insured vs. Insured exclusion as worded unambiguously precluded cover-
age for the FDIC-R’s claims.

In seeking to argue that the exclusion’s specific preclusion of coverage for claims 
brought by a “receiver” of the insured entity did not apply here, the FDIC argued that be-
cause of the numerous roles in which it acted, it was not a “receiver” within the meaning 
of the exclusion. The FDIC also argued that the exclusion’s coverage carve-back for de-
rivative claims also rendered the exclusion’s applicability to the FDIC-R to be ambiguous, 
because the FDIC as successor-in-interest was asserting claims against the former directors 
and officers that the bank itself could have enforced.

The Ninth Circuit said that the exclusion “unambiguously” precludes coverage for 
claims brought by a “receiver,” and rejected the notion that the FDIC’s allegedly “unique 
role” changed the analysis. The appellate court said “the FDIC does not clarify what pow-
ers it has that other receivers do not normally or cannot have, or vice versa.” While the 
FDIC cited several cases in which courts had held the insured vs. insured exclusion’s ap-
plicability to FDIC-R claims to be ambiguous, the Ninth Circuit noted (in a footnote) that 
none of the cited cases included Insured vs. Insured exclusions with policy wording of 
the type found in the exclusion here, which expressly included the terms “successor” and 
“receiver.”

The Ninth Circuit also noted that the Tenth Circuit, interpreting a policy exclusion with 
the identical language at issue here, had found that the exclusion specifically precluding 



78

coverage for claims brought by a “receiver” precluded coverage for the FDIC-R’s claims. 
(Refer here for a discussion of the Tenth Circuit’s opinion.)

The Ninth Circuit also rejected the FDIC’s arguments based on the theory that it was 
in effect asserting a shareholder derivative claim, and therefore that it claim came within 
the exclusion’s derivative claim coverage carve-back. The Ninth Circuit said the right to 
bring a derivative action is in any event secondary to the FDIC’s rights as receiver to bring 
the same claims and may only be exercised if the FDIC-R does not exercise its primary 
rights to bring the claim directly. The appellate court said that interpreting the shareholder-
derivative exception to provide coverage for the FDIC-R’s claims would read the term 
“receiver” out of the exclusion; the appellate court said that “we think the term ‘receiver’ 
is clear and unambiguous and includes the FDIC in its role as receiver of Security Pacific,” 
and therefore that the FDIC’s claims “fall within the scope of the D&O Policy’s insured-
versus-insured exclusion.”

Finally, the Ninth Circuit rejected the FDIC’s argument that the removal of the 
Regulatory Exclusion by endorsement created an ambiguity in whether the Insured vs. 
Insured endorsement created coverage for the FDIC-R’s claims. The endorsement remov-
ing the Regulatory Endorsement expressly did not “vary, waive, or extend” any of the pol-
icy’s other terms and therefore did not alter the scope of the insured –vs-insured exclusion.

Discussion

The key to understanding this case is that the exclusion at issue here, unlike many of 
the other insured vs. insured exclusions that have been interpreted and applied in the con-
text of FDIC-R failed bank actions, contained language specifically precluding coverage 
for claims brought by a “receiver.” The presence of this express language clearly makes 
an analytic difference, and the language in fact helps explain the outcome of this case, and 
in general helps explain the outcomes of case that vary from what otherwise was a general 
judicial consensus that the Insured vs. Insured’s exclusion’s applicability to FDIC-R claims 
is ambiguous. The exclusion at issue in this case, like the exclusion at issue in the Tenth 
Circuit case to which I linked above, expressly precludes coverage for claims brought by a 
“receiver,” while the typical policy does not.

As I discussed in a November 2016 post discussion the applicability of the insured vs. 
insured exclusion, the Ninth Circuit (as discussed in that earlier post) and the Eleventh 
Circuit (refer here) held the exclusion’s applicability to FDIC-R claims to be ambiguous. 
The exclusions at issue in those cases, by contrast to the exclusion at issue here and in 
the earlier Tenth Circuit case, did not have the express language precluding coverage for 
claims by a “receiver.” The presence or absence of this language clearly is a distinguishing 

http://www.dandodiary.com/2015/08/articles/failed-banks/tenth-circuit-do-insurance-policys-insured-vs-insured-exclusion-unambiguously-precludes-coverage-for-fdics-failed-bank-claims/
http://www.dandodiary.com/2016/11/articles/d-o-insurance/ninth-circuit-holds-applicability-insured-vs-insured-exclusion-fdic-r-claims-ambiguous/
http://www.dandodiary.com/2014/12/articles/d-o-insurance/do-insurance-eleventh-circuit-holds-insured-v-insured-exclusions-applicability-to-fdic-failed-bank-claims-ambiguous/
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factor and is the consideration that helps explain the federal appellate court decisions that 
have held the exclusion to be ambiguous and those that have not.

It is worth noting that the inclusion of the express language in the Insured vs. Insured 
exclusion precluding coverage for claims brought by a “receiver” is the exception. The typ-
ical exclusion does not contain this language. In the absence of this language, the consen-
sus seems to be that the exclusion’s applicability to FDIC-R claims is ambiguous. In those 
circumstances, the likelihood is that if the policy does not contain a Regulatory Exclusion, 
an insurer’s attempt to try to deny coverage for an FDIC-R exclusion will be challenged 
and likely will be unsuccessful – unless the policy at issue’s insured vs. insured exclusion 
contains the express language precluding coverage for claims brought by a “receiver.”

*   *   *

STOCK PROMOTERS; “MAKERS” OF FALSE STATEMENTS

In re Galectin Therapeutics, Inc. Securities Litigation, No. 16-10324 (11th Cir. Dec. 15, 
2016)

Eleventh Circuit: (1) Under Janus, a Company Is Not the “Maker” of Stock 
Promoters’ Statements Unless It Had “Ultimate Authority” Over Those Statements, 

and (2) Companies Have No Duty to Disclose Payments to Stock Promoters

Paul C. Gluckow, Peter E. Kazanoff & Jonathan K. Youngwood

Simpson Thacher & Bartlett LLP

Reprinted from Securities Law Alert

On December 15, 2016, the Eleventh Circuit affirmed dismissal of securities fraud 
claims arising out of a company’s retention of stock promoters “to write flattering articles” 
about the company and “tout” its stock. In re Galectin Therapeutics, Inc. Sec. Litig., 2016 
WL 7240146 (11th Cir. 2016) (Hull, J.). The Eleventh Circuit held the company could not 
be liable under Section 10(b) and Rule 10b-5 for the stock promoters’ statements because 
plaintiffs did not allege the company was the “maker” of those statements within the mean-
ing of the Supreme Court’s decision in Janus Capital Group v. First Derivative Traders, 
564 U.S. 135 (2011).1 The court further held the company had no duty to disclose payments 
to stock price promoters, and also ruled that engaging the services of stock promoters “is 
not stock price ‘manipulation’ as a matter of law.”
1 Please click here to read our discussion of the Janus decision.

http://www.stblaw.com/docs/default-source/Publications/securitieslawalert_january2016.pdf?sfvrsn=2
http://www.stblaw.com/docs/default-source/cold-fusion-existing-content/publications/pub1233.pdf
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Plaintiffs Did Not Allege the Company Had “Ultimate Authority”  

Over the Stock Promoters’ Statements As Required Under Janus

In Janus, the Supreme 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.” 564 U.S. 135. The Court stated that “[w]
ithout control, a person or entity can merely suggest what to say, not ‘make’ a statement in 
its own right.”

The Eleventh Circuit held that “[t]o the extent that [plaintiffs] base[d] [their] Rule 10b-
5(b) claim on the content of, or the omissions in, the articles by the stock promoters, the 
Supreme Court has foreclosed that claim.” Galectin, 2016 WL 7240146. The court found 
that while plaintiffs “set forth allegations that the defendants worked in conjunction with 
stock promoters to promote [the company’s] stock,” the complaint did not “include[ ] suf-
ficient allegations to support a finding that [the company] had ‘ultimate authority’ or ‘con-
trol’ over the stock promoters’ statements.” Significantly, the Eleventh Circuit found the 
company’s payment for the promotional articles, standing alone, insufficient for liability 
under Section 10(b) and Rule 10b-5. The court underscored that “[p]ayment for the pro-
motional articles does not mean that [the company] is the maker of the statements in the 
articles.”

Company Had No Duty To Disclose Its Retention of Stock Promoters

With respect to plaintiffs’ claim that the company had a duty to disclose its retention 
of stock promoters, the Eleventh Circuit explained that “[t]here is no statutory duty to 
disclose imposed on the issuer” to inform investors that it paid stock promoters for “pro-
motional articles or activities.” Rather, Section 17(b) of the Securities Act puts the onus 
on stock promoters to disclose any payments received for their “promotional activities.” 
While the court acknowledged that the statutory scheme may “seem odd to the uniniti-
ated,” the court stated that it reflects a “practical recognition of the fact that most market 
research is performed by analysts who are paid by brokerage firms, investments banks, and 
other marketers of securities.”

Because “the securities laws … place the duty to disclose payments only on the stock 
promoters,” the Eleventh Circuit held defendants “had no additional duty to disclose their 
payments to the stock promoters.”

Paying for Promotional Articles Is Not Stock Price Manipulation

The Eleventh Circuit also rejected plaintiffs’ contention that the company’s retention 
of stock price promoters constituted stock price manipulation.2 The court explained that 
2 The court explained that for securities law purposes, “manipulation” is “virtually a term of art” that refers to 
practices such as wash sales or rigged prices. Here, plaintiffs did not allege that the defendants “engaged in 
any kind of simulated market activity or transactions designed to create an unnatural and unwanted appear-
ance of market activity, which is required to constitute market manipulation.”
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“nothing in the securities laws prohibits” a company from “hiring analysts to promote” the 
company by “circulating positive articles” about the company’s initiatives or “recommend-
ing the purchase” of company stock. Rather, engaging stock promoters “is both contem-
plated and permitted under the securities laws.”

*   *   *

ATTORNEYS FEES; LIENS

Katten Muchin Rosenman LLP v. Sutherland, No. 151, 2015 (Del. Jan. 6, 2017)

Supreme	Court	Clarifies	Attorney	Charging	Liens

Francis Pileggi

Eckert Seamans Cherin & Mellott, LLC

Delaware Corporate and Commercial Litigation Blog 
(http://www.delawarelitigation.com)

Readers of these pages who make their living by practicing law in private law firms 
will be interested in the recent Delaware Supreme Court opinion captioned Katten Muchin 
Rosenman LLP v. Sutherland, No. 151, 2015 (Del. Jan. 6, 2017). Others–not so much. Why 
would private lawyers care about this decision? Because, generally speaking, it will make 
it easier to collect attorneys’ fees from deadbeat clients.

Short Overview: This ruling permitted a charging lien to be imposed on a judgment 
obtained by a former client, which was awarded in her favor by the trial court, in order to 
allow a law firm to collect its unpaid legal fees owed by the former client. Delaware’s high 
court reasoned that such a lien is equitably justified because to hold otherwise would deny 
an attorney full compensation for the work he contracted to do on behalf of his client, and 
would discourage counsel from providing legal services by not protecting their contractual 
right to a fee.

Brief Background. The factual history of this case includes a multitude of prior 
Delaware decisions over many years in long-running litigation between family members 
who engaged in hotly contested internecine litigation in which the family members who 
were stockholders challenged the actions of siblings who managed the family-owned busi-
ness. Highlights of 12 of those prior decisions, spanning the last 10 years, have appeared 
on these pages.

For the limited purposes of the narrow issue in this decision, the essential facts most 
noteworthy for fellow attorneys, is that the ex-client in this case incurred about $3.5 million 

http://www.delawarelitigation.com
http://courts.delaware.gov/Opinions/Download.aspx?id=250810
http://courts.delaware.gov/Opinions/Download.aspx?id=250810
http://www.delawarelitigation.com/?s=%22sutherland+v.+sutherland%22
http://www.delawarelitigation.com/?s=%22sutherland+v.+sutherland%22
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in fees in just three years–apparently not including the fees incurred by local Delaware 
counsel. The ex-client only paid about $2.7 million of that amount–leaving about $766,000 
unpaid. (The litigation continued for several more years with another attorney.) Last year, 
the Court of Chancery awarded the ex-client $250,000 and the Katten Muchen law firm 
intervened to impose a charging lien on that amount.

Even though there was somewhat of a factual issue regarding no clearly executed fee 
agreement, there was no genuine issue that the firm charged the ex-client on an hourly basis 
and that she paid a few million dollars based on that arrangement–before she just stopped 
paying.

The Court of Chancery held that no charging lien could be imposed because the unpaid 
services did not directly relate to the client’s recovery. The Supreme Court reversed, rea-
soning that such a prerequisite was not a proper obstacle to asserting the equitable right of 
a charging lien.

Key takeaways: The court reasoned that: “[I]n the case of hourly billing, unlike with a 
contingency fee, the total amount the client is required to pay her lawyer is not based on 
the client’s recovery.” The opinion added that: “it is no secret that litigation is expensive 
and that the costs of prosecution easily can exceed recovery.” The court explained that the 
client was required to pay the firm’s reasonable fees whether she won or lost.

The opinion concluded by observing that by agreeing to pay on an hourly basis, the 
ex-client assured her counsel that it would not suffer the damages of unpaid services if it 
pressed her case as aggressively as she requested and as the law permits.

*   *   *

DERIVTIVE LITIGATION; DEMAND REFUSAL 

Andersen v. Mattel, Inc., C.A. No. 11816-VCMR (Del. Ch. Jan. 19, 2017)

Chancery Upholds Pre-Suit Demand Refusal By Board

Francis Pileggi

A recent Delaware Court of Chancery opinion demonstrates the formidable challenge 
that a stockholder faces when she attempts to proceed with a derivative claim in the face 
of a pre-suit demand that was refused by the board. In Andersen v. Mattel, Inc., C.A. No. 
11816-VCMR (Del. Ch. Jan. 19, 2017), we are presented with an example of the conven-
tional wisdom that if a pre-suit demand is made on the board, and the board refuses to 

http://www.delawarelitigation.com/about
http://courts.delaware.gov/Opinions/Download.aspx?id=251630
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recognize the validity of the demand, there is a slim probability of prevailing on a claim in 
light of the pre-suit demand refusal.

Background: This derivative action involves allegations that the board of directors im-
properly investigated and wrongfully refused to bring suit to recover up to $11.5 million 
paid to the former chairman and CEO of the company as part of a severance package and 
consulting agreement. The court granted the motion to dismiss of the defendant directors 
based on failure to allege wrongful pre-suit demand refusal under Court of Chancery Rule 
23.1, as well as failure to state a claim under Rule 12(b)(6).

In response to a pre-suit demand letter, the board conducted an extensive investigation 
involving interviews with about two dozen witnesses and the review of over 10,000 docu-
ments. After the investigation, the board determined that it would not pursue the claims. 
Among the reasons given for the board’s decision was that litigation would be a distraction 
to senior management and it would have an adverse impact on the business during a dif-
ficult period when the company was trying to focus on a turnaround strategy. There was no 
special committee formed. Although the stockholder asked the board for a copy of docu-
ments related to the investigation, the stockholder did not avail itself of DGCL section 220.

Analysis: The Court provides a useful recitation of standards that are of widespread ap-
plicability to those who make their living engaged in corporate litigation. For example, the 
court explained the following well-settled principles:

• By making a pre-suit demand, a plaintiff concedes that the board is disinterested and in-
dependent for purposes of responding to the demand. (This imposes at the outset quite 
a barrier to overcome in the likely event that, as here, the board refuses the demand.)

• Thus, the board’s decision is subject to the business judgment rule, and the only is-
sue for the court to address in this context in order to analyze whether the board’s 
refusal was proper is: “the good faith and reasonableness of its [the board’s] investiga-
tion.” See footnote 21.

• The plaintiff failed to plead particularized facts alleging that the board was grossly neg-
ligent, and it was insufficient to argue that: the board did not disclose its investigative 
report; did not disclose the identity of witnesses interviewed and did not create an in-
dependent committee. The court observed that a board has a duty to act on an informed 
basis in responding to a demand, but “there is absolutely no prescribed procedure that 
a board must follow.”

• In order to plead bad faith sufficiently in the context of demand refusal, a complaint must 
plead particularized facts showing that the directors: “… acted with scienter, i.e., with 
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a motive to harm, or with indifference to harm that will necessarily result from the 
challenged decision–here, that decision being rejection of the Plaintiff’s demand.”

*   *   *

MERGERS; INFORMED VOTE; REVLON; MATERIAL INFORMATION

In re Solera Holdings, Inc. S’holder Litig., Cons. C.A. No. 11524-CB (Del. Ch. Jan. 5, 
2017)

 Business Judgment Rule Applied When Disinterested Majority  
Approved Merger In Fully-Informed and Uncoerced Vote

Carl Neff

Fox Rothschild LLP

Delaware Chancery Law Blog 

As set forth in the Delaware Supreme Court decision of Corwin v. KKR Fin. Holdings 
LLC, 125 A.3d 304 (Del., 2015), a board’s decision to approve a merger transaction is 
subject to business judgment rule presumption when the merger was approved by a disin-
terested majority of the company’s stockholders in a fully-informed and uncoerced vote.

This rationale was applied in the recent decision of In re Solera Holdings, Inc. S’holder 
Litig., Cons. C.A. No. 11524-CB (Del. Ch. Jan. 5, 2017).  There, a former stockholder of 
Solera Holdings, Inc. (“Solera” or the “Company”) challenged a private equity firm’s ac-
quisition of the Company for $55.85 per share (a total of approximately $3.7 billion) in a 
merger that closed in March 2016, at which time Solera merged with an affiliate of Vista 
Equity Partners (“Vista”) in the transaction that is the subject of this action (the “Merger”)

The complaint alleged a single claim for breach of fiduciary duty against the eight 
members of Solera’s board who approved the transaction (of which seven were outside 
directors).  Specifically, the complaint alleged that the defendants improperly favored the 
interests of Company’s management, failed to establish an effective special committee or 
to extract the highest price possible for the Company, implemented preclusive deal protec-
tion devices, and failed to disclose material information about the value of the Company’s 
stock.

Plaintiff did not contend that the transaction is subject to entire fairness review, given 
that the transaction did not involve a controlling stockholder and the disinterestedness of 
the outside directors was not challenged.  However, plaintiff asserted that the enhanced 

http://www.foxrothschild.com/carl-d-neff/
mailto:https://delawarechancery.foxrothschild.com/
https://apps.fastcase.com/Research/Public/ExViewer.aspx?LTID=5SWXnut9X%2fdr6rMfJcBZJjyVvqNsXVVzUY3UqmtGHmNyKuQ74AxCrdEOPQSW%2fTW1
https://apps.fastcase.com/Research/Public/ExViewer.aspx?LTID=5SWXnut9X%2fdr6rMfJcBZJjyVvqNsXVVzUY3UqmtGHmNyKuQ74AxCrdEOPQSW%2fTW1
https://apps.fastcase.com/Research/Public/ExViewer.aspx?LTID=5f46l4ynySYHHA5ZC5lXuni4pxwdhBbRVqsezu8T8a%2b%2b%2fikZaeS9x2M0wcagzrB0
https://apps.fastcase.com/Research/Public/ExViewer.aspx?LTID=5f46l4ynySYHHA5ZC5lXuni4pxwdhBbRVqsezu8T8a%2b%2b%2fikZaeS9x2M0wcagzrB0
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scrutiny standard under Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 
173 (Del. Supr., 1985) and its progeny should be applied.

Chancellor Bouchard noted that, as explained Supreme Court explained in Corwin:

Revlon was ‘primarily designed to give stockholders and the Court of Chancery 
the tool of injunctive relief to address important M&A decisions in real time, before 
closing,’ and was not a tool ‘designed with post-closing money damages claims in 
mind.’

In	the	post-closing	context,	the	Supreme	Court	held	in	Corwin that ‘when a trans-
action not subject to the entire fairness standard is approved by a fully informed, 
uncoerced vote of the disinterested stockholders, the business judgment rule applies.’ 
This	rule	flows	from	our	‘long-standing	policy	.	.	.	to	avoid	the	uncertainties	and	costs	
of judicial second-guessing when the disinterested stockholders have had the free and 
informed chance to decide on the economic merits of a transaction for themselves.’

The Court found there was no question that a majority of Solera’s stockholders ap-
proved the transaction in an uncoerced vote after receiving a definitive proxy statement 
dated Oct. 30, 2015.  Moreover, the complaint did not allege that the act of approving the 
merger was an act of waste.  Thus, the claim could only survive the motion to dismiss if it 
was demonstrated that the Solera stockholders who approved the transaction were not fully 
informed.

The Court further found that the Solera stockholders’ approval of the transaction was 
fully informed.  In making this analysis, the Court stated as follows:

Under Delaware law, when directors solicit stockholder action, they must “disclose 
fully and fairly all material information within the board’s control.” The essential in-
quiry is whether the alleged omission or misrepresentation is material. Delaware has 
adopted the standard of materiality used under federal securities laws. Under that 
standard, information is “not material simply because [it] might be helpful.” Rather, 
it is material only “if there is a substantial likelihood that a reasonable shareholder 
would consider it important in deciding how to vote.” In other words, information is 
material if, from the perspective of a reasonable stockholder, there is a substantial 
likelihood	that	it	“significantly	alter[s]	the	‘total	mix’	of	information	made	available.”

The Court disagreed with plaintiff’s insinuation that defendants were obligated to 
disclose “all troubling facts regarding director behavior” irrespective of their materiality.  
Rather, the Corwin Court made clear that “troubling facts regarding director behavior . . 

https://apps.fastcase.com/Research/Public/ExViewer.aspx?LTID=wxKeWvq6UCBP0b6covEvzgW7vG9PgagjWH8tMBXo7fRKXR7Nr3UT1Fn%2fAlHy%2bnKy
https://apps.fastcase.com/Research/Public/ExViewer.aspx?LTID=wxKeWvq6UCBP0b6covEvzgW7vG9PgagjWH8tMBXo7fRKXR7Nr3UT1Fn%2fAlHy%2bnKy
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. that would have been material to a voting stockholder” must be disclosed when seeking 
stockholder approval of a transaction.

For these reasons, the Court of Chancery granted defendant’s motion to dismiss, and 
dismissed plaintiff’s complaint with prejudice.

*   *   *

PROXIES; ADEQUATE INFORMATION

In re OM Group, Inc. Stockholders Litigation, Cons. C.A. No. 11216-VCS (Del. Ch. Dec. 
16, 2016)

Chancery Denies Motion for Reargument –  
RBC Capital Markets Opinion Not Applicable

Carl Neff

Fox Rothschild LLP

Delaware Chancery Law Blog 

In the recent decision of In re OM Group, Inc. Stockholders Litigation, Cons. C.A. No. 
11216-VCS (Del. Ch. Dec. 16, 2016), Vice Chancellor Slights considered a motion for 
reargument by the Plaintiffs challenging his prior decision dismissing the complaint.  Click 
here for prior decision by the Court granting motion to dismiss on Oct. 12, 2016.

The Complaint alleged that in the face of a threat of shareholder activism, the OM 
Board rushed to sell OM on the cheap in order to avoid the embarrassment and aggravation 
of a prolonged proxy fight and, in doing so, acted in a manner not consistent with maximiz-
ing present share value in violation of their fiduciary duties under Revlon.

The Court reiterated the familiar standards that govern a motion for reargument under 
Rule 59, namely that the Court “will deny a motion for reargument ‘unless the Court has 
overlooked a decision or principle of law that would have a controlling effect or the Court 
has misapprehended the law or the facts so that the outcome of the decision would be 
affected.’”

Plaintiffs asserted that the Court misapprehended a pleaded fact that: “The disclosure 
issue in question for purposes of this motion concerns ‘the evolution of Deutsche Bank’s 
engagement.’”  The Complaint had alleged that Deutsche Bank was retained as a second fi-
nancial advisor to members of the OM Board in connection with the transaction, and raised 
issues with respect to such retention.

http://www.foxrothschild.com/carl-d-neff/
mailto:https://delawarechancery.foxrothschild.com/
http://courts.delaware.gov/Opinions/Download.aspx?id=250470
http://courts.delaware.gov/Opinions/Download.aspx?id=247350
http://courts.delaware.gov/Opinions/Download.aspx?id=247350
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The Court noted that the October 12th opinion acknowledged that Plaintiffs were al-
leging that the Proxy “omitted information regarding the evolution of Deutsche Bank’s en-
gagement” and that the “Proxy failed to disclose that the OM Board initially contemplated 
hiring Deutsche Bank on a flat fee basis but then inexplicably converted the engagement 
to a contingency fee arrangement.”  The Court then rejected Plaintiffs’ assertion that the 
Court did not fully understand the nuance of its disclosure theory with respect to Deutsche 
Bank fees because the Complaint did not plead, and the Proxy did not disclose, that the 
Board actually agreed to the contingency fee arrangement.

The Court rejected Plaintiffs’ reasoning.  The Court found that Plaintiffs’ citations to 
RBC Capital Markets, LLC v. Jervis, No. 140, 2015 (Del. Supr. Nov. 30, 2015) and In re 
El Paso Corp. S’holder Litig., 41 A.3d 432 (Del. Ch. 2012) for the proposition that “the 
retention of second bank on a contingent basis can be conflict-reinforcing, not cleansing” 
was not helpful.   Neither decision addressed in a disclosure context whether stockholders 
had been adequately apprised of the circumstances pursuant to which the later-retained 
bankers were engaged or would be compensated, and neither involved the cleansing effect 
of a fully-informed stockholder vote under Corwin.

The Court concluded that the Proxy adequately disclosed the circumstances surround-
ing the engagement of Deutsche Bank and that the omissions identified in the Complaint 
were not material.  Having found that the majority of disinterested stockholders had ap-
proved the merger, the Court found that the business judgment rule applied, which neces-
sitated dismissal of the action.  Accordingly, Plaintiffs’ motion for reargument was denied.

*   *   *

Setting the “Blow Provisions” in Securities Class Action Settlement Agreements

Kevin LaCroix

Reprinted from The D&O Diary 
(http://www.dandodiary.com)

Among the important parts of any securities class action lawsuit settlement agreement 
are the so-called “blow provisions,” which provide settling defendants with an option to 
terminate the settlement agreement if a specified threshold of investors elect to opt out 
of the settlement. Among other key consideration with respect to blow provisions is that 
the threshold specified must be carefully structured to allow defendants to terminate or 
renegotiate the class settlement when opt-outs reach an unacceptable level. In a December 

http://www.dandodiary.com/promo/about/
http://www.dandodiary.com
http://courts.delaware.gov/Opinions/Download.aspx?id=232940
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8, 2016 research paper entitled “Considerations for Blow Provisions in Securities Class 
Action Settlements” (here), Cornerstone Research takes a look at the various ways that 
blow provisions can be structured, and identifies the pitfalls with the various alternatives.

According to the paper, the blow provision ideally would be structured so that the 
threshold trigger is tied directly to the dollar amount of the defendants’ potential exposure 
to opt outs. Under a dollar amount blow provision structure, if the recognized loss amount 
for opt-outs, calculated according to measures specified in the settlement notice, exceeds 
a certain dollar level, the defendants have the right to terminate the settlement agreement. 
This kind of approach can be particularly helpful if the claimed damages per share differ 
significantly among class members (and thus differ significantly among potential opt-out 
claimants). A blow provision that sets a specified dollar value for potential claimants has 
the advantage of less ambiguity about the calculation to be required to determine if the 
blow provision has been triggered. This in turn makes it more likely that the defendants 
will be able to terminate the class settlement agreement before the exposure to opt outs has 
exceeded an unacceptable level.

There are at least three other types of blow provision structures that are sometimes 
used, in addition the type described in the preceding paragraph based on the dollar amount 
of the potential claims. The three other types of blow provision structures may based on 
the percentage of the shares purchased by the class members; the percentage of the shares 
outstanding; or the percentage of the shares traded.

According to the paper, these three alternative structures each share the common flaw 
that they may lack a relationship to the actual opt-out exposure, because the actual number 
of shares purchased by class members is unknown at the time of the settlement, damages 
per share may vary widely, or because the plaintiff class may include investor who pur-
chased securities other than common stock. These blow provisions may make it difficult 
to know whether the provision has been activated. As a result, the use of any one of these 
three alternative measures increases the likelihood that the blow provision will not be trig-
gered before the exposure to opt-outs has exceeded an unacceptable amount.

The authors conclude that structuring the blow provision based on a specified dollar 
value of potential claims will result in a provision that is more closely related to the poten-
tial dollar amount of opt-out exposure. Because this type of provision also is less ambigu-
ous, it is more likely that the defendants will be able to terminate the settlement agreement 
before the exposure to opt outs has exceeded an unacceptable amount.

https://www.cornerstone.com/Publications/Research/Blow-Provisions-Considerations-Securities-Opt-Out
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I found the authors’ paper interesting and useful. However, I did find myself wondering 
how often the blow provisions actually come into to play. Is it a frequent occurrence for 
settlement agreement blow provisions to be triggered?

More About Opt Outs: In a report published earlier this fall, Cornerstone Research, in 
conjunction with the Latham & Watkins law firm, took a detailed look at the securities class 
action settlement opt-out phenomenon. In that prior paper (discussed here), the paper’s 
authors found that while  variable percentage of securities class action lawsuit settlements 
involved settlement opt-outs, the authors were unable to identify a discernable increase in 
the preponderance of opt-outs over time. The authors also found that large class action set-
tlements “represent a disproportionate percentage of cases that ultimately face an opt-out.”

While it is interesting to know what percentage of settlements involves opt-outs and to 
know what kinds of cases are likelier to involve opt-outs, that is quite a bit different from 
knowing how many cases involve a sufficient number of opt-outs that the settlement agree-
ment’s blow provisions are triggered.

There have been some noteworthy cases where the settlement opt-outs recovered very 
substantial sums. For example as discussed in the opt-out paper, in the Time-Warner settle-
ment, the $764 million in opt-out settlements represented almost 31 percent of the class ac-
tion settlement. The largest opt-out settlement as a percentage of the class action settlement 
involved Quest Communications International Inc., where the $411 opt-out settlement was 
92 percent of the final total class action settlement amount.

The fact that opt-out on this massive of a scale took place apparently without the blow 
provisions in those settlements being triggered does raise the question of when if ever the 
blow provisions are triggered. This perhaps a topic for discussion in another paper.

Management	Liability	Exposures	in	Saudi	Arabia: Here at The D&O Diary we try 
to keep a global perspective, and in particular to stay informed about D&O liability devel-
opments and exposures in other countries. It was in this vein that we were very interested to 
read an article that recently came across the transom about management liability exposures 
in Saudi Arabia, a country whose D&O issues had not previously caught our attention. The 
December 19, 2016 memo from the Alexander & Partner Rechtsanwälte law firm entitled 
“Liability of Managers and Directors under Saudi Arabian Law,” can be found here.

The memo interestingly points out that the “unlike the legal systems of its neigh-
bors,” Saudi Arabian law is “based nearly entirely on Islamic law, as interpreted by 
the Hanbali school of law.” As a result, Saudi Arabian law is “governed much less by 

http://www.dandodiary.com/2016/10/articles/opt-outs/securities-class-action-settlement-opt-outs-statistics-trends/
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codifications and instead by Sharia law” – in other words, the Islamic law principles de-
rived from an interpretation of the three sources of law accepted by the Hanbali school 
of Islamic law: the Quran; the Sunnah (i.e., the verbally transmitted record of the teach-
ings and deeds of the prophet Muhammad); and the Ijma’ (i.e., the consensus of Islamic 
scholars).

While there are codifications in various areas of the law, these codifications are subor-
dinate to Sharia law. Saudi Arabian corporate law is largely codified. However, since these 
codifications are interpreted in conjunction with Sharia principles and gaps filled by Sharia 
law, Islamic law “remains highly relevant in Saudi Arabian corporate law.”

Under Companies Laws revisions that went into effect in May 2016, company manag-
ers and directors can be liable to the company, to its shareholders, and to third parties for 
violations of their duties under the Companies Laws, breaches of company articles, and 
errors of management. Although the Companies Laws do not expressly mention manage-
ment liability for fraudulent acts, the Laws contain statutes of limitations for fraudulent 
acts, and so the memo’s authors concludes that “it is clear” that the Laws’ provisions con-
template management liability for fraudulent acts.

The article reviews the management liability regime in greater detail and concludes that 
Saudi Arabian law comprises a management liability regime that, at least in principle, is 
“quite similar to that of European jurisdictions.” However, managements’ responsibilities 
with respect to preventing over-indebtedness under Saudi Arabia law are much stricter than 
in western jurisdictions, and the Saudi Arabian provision are similar to those of the other 
Gulf Cooperation Council companies in that regard.

*   *   *

Long-Running Halliburton Securities Suit Settles for $100 Million

Kevin LaCroix

Reprinted from The D&O Diary 
(http://www.dandodiary.com)

According to the company’s December 23, 2016 press release (here), Halliburton has 
reached an agreement to settle the long-running securities class action pending against the 
company and certain of its directors and officers for $100 million. During its 14-year exis-
tence, the storied case had made two trips to the U.S. Supreme Court and three trips to the 

http://www.dandodiary.com/promo/about/
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91

Fifth Circuit. The settlement is subject to court approval. Nate Raymond’s December 23, 
2016 Reuters article about the settlement can be found here.

The Halliburton case has been pending since June 2002. The plaintiffs alleged that 
the company and certain of its directors and officers understated the company’s exposure 
to asbestos liability and overestimated the benefits of the company’s merger with Dresser 
Industries. The plaintiffs also allege that the defendants overstated the company’s ability to 
realize the full revenue benefit of certain cost-plus contracts.

For many years, the parties have been engaged in full-scale combat on the issue of 
whether or not a class should be certified in the case.

The class certification issue was the subject of the case’s first trip to the U.S. Supreme 
Court; in 2011, the Court unanimously rejected  the company’s argument (and the Fifth 
Circuit’s holding) that in order for a plaintiff to obtain class certification, the plaintiff must 
first establish loss causation.

Following the Supreme Court’s 2011 ruling, the case was remanded back to the lower 
courts. In June 2013 the Fifth Circuit affirmed the certification of a shareholder class in 
the case.  In its opinion, the Fifth Circuit expressly affirmed the district court’s holding 
that Halliburton could not present evidence at the class certification stage that the alleged 
misrepresentation did not impact the company’s share price and therefore that there was 
no basis for the presumption of reliance. Halliburton filed a petition for writ of certiorari, 
which the U.S. Supreme Court granted.

For a time, it appeared that the Halliburton case’s second trip to the Supreme Court 
might make the case the most important securities lawsuit for a generation, as the court 
agreed to take up the question of whether or not to set aside the presumption of reliance 
based on the fraud on the market theory that the Court first recognized in its 1988 decision 
in Basic, Inc. v. Levinson.

As noted here, in the end the Court, in a June 2014 opinion written by Chief Justice 
John Roberts and joined by five other justices, declined to overturn Basic, but held that a 
securities class action defendant should have the opportunity at the class certification stage 
to try to rebut the presumption by showing that the alleged misrepresentation did not im-
pact the defendant company’s share price. The Supreme Court’s opinion can be found here.

The Court’s consideration of the question of whether or not to overturn Basic was 
a near-run thing. Justice Thomas, joined by Justices Scalia and Alito, wrote an opinion 
concurring in the judgment in which he contended that the Court should have overturned 
Basic.

http://www.reuters.com/article/us-halliburton-lawsuit-idUSKBN14C2BD
http://securities.stanford.edu/filings-case.html?id=102452
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http://www.dandodiary.com/2014/06/articles/securities-litigation/halliburton-u-s-supreme-court-declines-to-overturn-basic-allows-defendants-to-rebut-presumption-of-reliance/
http://www.supremecourt.gov/opinions/13pdf/13-317_mlho.pdf
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In July 2015, on remand, Northern District of Texas Barbara Lynn, applying the 
Supreme Court’s standards in its second Halliburton decision, certified a class in the case 
based on one of the six alleged misrepresentations on which the plaintiffs relied, as dis-
cussed in detail here. After the ruling, the case made its way to the Fifth Circuit for the third 
time. The appellate court heard oral argument in August 2016.   Discovery and briefing 
had continued in the district court while the class certification issues pending at the Fifth 
Circuit. The parties reached their settlement while the appeal remained pending.

Readers of this blog will be interested to note while the company itself is contributing 
$54 million to the settlement, the remaining $46 million of the settlement amount is to be 
funded by the company’s D&O insurance.

Observers can be forgiven for their surprise that after 14 years of knock down drag out 
litigation there is anything remaining of the D&O insurance. Observers may still wonder 
whether an earlier settlement, at a time when more of the insurance remained available, 
might have cost the company itself less of its own money. Of course, it takes two sides to 
settle a case, and an earlier settlement might well not have been an available option.

Readers who wonder, if the case was just going to settle in the end anyway, why it 
didn’t settle a long time ago, will want to read Alison Frankel’s excellent December 27, 
2016 post on her On the Case blog (here), where she lays out the history of the case and 
the settlement.

As Frankel notes, there had been an earlier bid to settle the case back in 2007, when 
prior plaintiff’s counsel reportedly was moving towards a $7 million settlement. But when 
the Milwaukee –based pension fund that was acting as lead plaintiff got wind of the settle-
ment initiative, it fired the plaintiff’s lawyer then leading the case, and substituted David 
Boies and his law firm. Frankel’s recounting of the tale includes some interesting commen-
tary from Boies, including the report that his daughter (who had been at Boies’s law firm 
but who passed away in 2011), had always insisted that the case should settle for at least 
$100 million.

*   *   *

http://blogs.reuters.com/alison-frankel/2015/07/28/scotus-halliburton-ruling-finally-helps-a-defendant-halliburton/
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A Watershed Event in Litigation Funding Industry  
and More Thoughts About Litigation Funding

Kevin LaCroix

Reprinted from The D&O Diary 
(http://www.dandodiary.com)

Any question that litigation funding has become a very big business was complete-
ly eliminated by the December 14, 2016 announcement of the merger between Burford 
Capital Ltd., the world’s largest publicly traded litigation funding firm, and GKC Holdings, 
LLC, the parent company of Gerchen Keller Capital, the largest privately held litigation 
funding firm. When the combination is completed the merged company will have $2 bil-
lion committed to litigation and a current portfolio of more than $1.2 billion in litigation 
investments, with hundreds of millions of dollars of capital available for further litigation 
investments. 

Investors cheered the news of the deal. Burford’s share price, which has risen a total of 
almost 200 percent in the last year, rose fifteen percent on the news.

In a December 14, 2016 post about the merger on her On the Case blog (here), Alison 
Frankel, after noting that in combination  the two merger partners  “unquestionably” will 
be “the dominant force in the litigation finance industry,” raised the question whether the 
merger could be a “turning point” that could strengthen the entire litigation funding indus-
try and lead to an environment in which, as Burford Chair Christopher Bogart predicts,  
litigation finance  becomes  “a routine consideration within big corporations.” Were this 
trend to materialize, the well-capitalized and talent-laden combined companies would be 
particularly well positioned to take advantage of the development.

The merger of these two companies is a watershed development in the third-party liti-
gation funding industry.  It may well be that the success of firms like Burford will encour-
age growth and competition within the industry, as a result of which the use of litigation 
funding becomes increasingly common.

Litigation funding has attracted investment funds because it presents an investment 
alternative uncorrelated with traditional investments vehicles, and because the early mov-
ers and sophisticated players like Burford and IMF Bentham have generated impressive 
investment returns. The concern is what the continued arrival of additional funding may 
mean as new players and new investment funds enter the marketplace. One question that 
must be asked is what these developments might portend for the future of litigation.

http://www.dandodiary.com/promo/about/
http://www.dandodiary.com
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Larger, sophisticated, and well-capitalized players like Buford and IMF Bentham can 
plausibly make the case that they have appropriate due diligence procedures in place in 
order to ensure that they are investing and supporting only meritorious litigation. (Indeed, 
they can convincingly argue that they have a financial incentive only to support litigation 
activity that will produce appropriate investment returns).  Because these firms are now 
well-established and are well-capitalized, they seem likelier to see the better opportunities.

The concern is that as new players that are neither as well-capitalized nor as disciplined 
engage in supporting litigation, the cases the new players support may not be as well-
grounded. (This is not just a conjectural concern on my part; for an example of a recent 
U.K. case in which the court had to deal with these very issues, refer here.)  The danger is 
that marginal litigation that might not otherwise go forward will ensue or continue, with 
potentially adverse consequences for all.

There is no doubt that the availability of litigation funding can help to drive litiga-
tion, as certainly has been shown in Canada and Australia, where the growth of class ac-
tion securities litigation followed on the growth of litigation funding in those countries. 
Moreover, as claimants supported by litigation funding push into new areas, they establish 
pathways for other claimants to follow, as also has been shown in Canada and Australia. 
This of course may be a good thing to the extent that the development of litigation patterns 
helps ensure that aggrieved persons are able to seek and obtain legal redress. Litigation 
funding can also help companies that are litigation targets to better manage the financial 
consequences of mounting an effective defense.

While litigation funding unquestionably offers the opportunity for these kinds of salu-
tary benefits, it also presents some more troublesome aspects. Many of these kinds of 
concerns were raised earlier this year, when the fact of Silicon Valley investor Peter Thiel’s 
investment involvement in Hulk Hogan’s lawsuit against Gawker came to light. The appar-
ent spite motivation of Thiel’s involvement in the Hulk Hogan’s lawsuit made many com-
mentators uneasy, and a number of commentators suggested at the time that perhaps the 
time had come for greater litigation funding regulation. At a minimum, some suggested, 
litigants should have to disclose when litigation funding is involved.

There are also continuing questions with which the courts have wrestled as they come 
to terms with the growing influence of third-party funding in the litigation arena.

Among the most basic issues is the fundamental question of whether litigation fund-
ing ought to be permitted at all. A recurring question is whether or not litigation funding 
runs afoul of venerable principles prohibiting champerty and maintenance. The general 
consensus is that as long as the litigation funder is not directing the litigation, the funding 

http://www.dandodiary.com/2016/11/articles/litigation-financing-2/u-k-court-sends-cautionary-note-fledgling-litigation-funders/
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arrangement will not be viewed as champertous.  But while there is a general consensus on 
this view, the highest court in at least one country –Ireland —  recently held that litigation 
funding arrangements violate that jurisdiction’s traditional prohibitions on champerty.

Even in those jurisdictions in which litigation funding generally has been found to be 
acceptable, there continue to be specific instances where the particularly funding arrange-
ments at issue are found to be champertous, as I have noted, for example, here and here.

Another issue with which courts continue to wrestle is the question of what the conse-
quences are for litigation funders when things go seriously wrong in the lawsuit for which 
they were providing financial support. One question is whether the funder can be held li-
able or accountable for amounts in excess of the funder’s investment.  As I discussed in a 
recent post (here), the U.K. Court of Appeal recently ruled that the litigation funders that 
supported a claimant’s unsuccessful claim to oil field production rights are jointly and sev-
erally liable for the successful parties’ fees and costs. The Court’s ruling acknowledged liti-
gation funding’s role in the system of civil justice, but also highlighted an expectation that 
the funders must evaluate the claims they support – and, because they have a substantial 
stake in a claim’s outcome, must accept the consequences if their evaluation is deficient.

These questions about the possible liabilities for litigation funders when the suits they 
finance go awry seem likely to continue. In a December 10, 2016 article entitled “An Epic 
Legal Battle with Big Implications for Litigation Funding” (here), the Economist magazine 
examines a nearly two and a half decade battle that has ranged between the courts in sev-
eral jurisdictions and involving a Liberian import company, AJA, and Cigna, an American 
insurer (and its successors in interest, first ACE, and now Chubb). The underlying dispute 
has to do with property damage AJA sustained during Liberia’s civil war. The claim was 
originally defeated in U.S. court, and in fact the insurer obtained an injunction in U.S. court 
prohibiting further litigation. After further proceedings in Liberian courts, the claimant and 
others similarly situated are now seeking to enforce claims in Liberia. The insurer has re-
turned to U.S. court seeking to enforce the injunction and to hold the lawyers and litigation 
funders pursuing the Liberian claims in criminal contempt. After many years in dispute, 
this case may be nowhere near conclusion, but it does present the question whether or not 
a litigation funder can be held liable for amounts in excess of their funding investment.

The existence of cases like this will also ensure that litigation funding will continue to 
attract controversy, even as it becomes an increasingly more significant on both the finance 
and litigation stages.

These recurring questions do not involve the more well-established players like Buford 
and IMF Bentham. But the questions will continue to hound the industry. These kinds 
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of problems will continue to provoke calls for regulation and disclosure. A discussion of 
possible regulation might include, for example, whether there should be registration and 
minimum capital requirements, and whether or not there should be mandated disclosures 
to funding firm investors, as well as to those receiving litigation funding.

As I have emphasized in the past, I am not necessarily advocating any of these steps, 
but I do think the time has come for a debate on these issues. Indeed, I think it arguably 
would be in the interest of the firms currently in the litigation funding vanguard to get out 
in front on these issues, to try to bring about a level and type of regulation that is acceptable 
to them, as well as to protect their industry from the kind of disrepute that might follow if 
some unscrupulous firm were to create a scandal that produced public outrage.

*   *   *

Going After the (Little) Bad Guys:  
SEC Announces More Actions Against Penny Stock Gatekeepers

James Grohsgal & Charles Ha

Orrick, Herrington & Sutcliffe LLP

Securities Litigation and Regulatory Enforcement Blog

The SEC last week announced that it has sanctioned several market participants in the 
penny stock industry, including attorneys who wrote offering documents as well as stock 
transfer agents, for their roles in various sham IPOs of microcap stocks.  These are the lat-
est in a string of penny stock enforcement actions since outgoing SEC Chair Mary Jo White 
announced the implementation of the Commission’s “broken windows” policy in 2013. 
That policy targeted both large and small issuers and market participants.  The strategy has 
resulted in the SEC racking up its largest-ever volume of enforcement cases in fiscal year 
2016.

In the first enforcement actions, the SEC alleged that a California-based securities law-
yer wrote false and misleading registration statements in connection with five microcap 
IPOs, which were part of a scheme to transfer unrestricted shares to offshore market par-
ticipants. The SEC also alleged that the CFO of American Energy Development Corp. 
(AEDC), one of the issuers in question, and the attorney who wrote opinion letters for 
the offerings made false and misleading statements.  The market participants were barred 
from any further penny stock activity, and the attorneys were permanently suspended from 
appearing and practicing before the SEC.  The SEC also suspended trading in shares of 
ADEC.

http://blogs.orrick.com/securities-litigation/author/jgrohsgal/
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In the second action, the SEC alleged that Empire Stock Transfer, Inc., a Nevada-based 
stock transfer agent, and its supervisor of operations transferred several penny stock se-
curities without restrictions to offshore nominees. The SEC alleged that the agent did so 
“despite red flags indicating the shares were likely part of an illegal operation,” and noted 
that the same transfer agent had previously enabled offshore entities involved in the illegal 
sale of unregistered penny stocks.  Those offshore entities were the subject in a prior SEC 
enforcement action.

In both cases, the parties agreed to settle the charges without admitting or denying 
the SEC’s findings. Each of the market participants also agreed to pay fines ranging from 
$13,000 to $154,000.

*   *   *

More About Litigation Reform Bylaws: Will “No Pay”  
Provisions Succeed Where Forum Selection Bylaws Have Failed?

Kevin LaCroix

Reprinted from The D&O Diary 
(http://www.dandodiary.com)

In recent years, we approached the point where nearly every M&A transaction attracted 
one or more merger objection lawsuit, which all too often was resolved through a “disclo-
sure only settlement” in which the defendant company agreed to make supplemental deal 
document disclosures and to pay the plaintiffs’ attorneys’ fees, in exchange for a com-
prehensive release for the defendants. However, the courts in Delaware, the state where 
the majority of these cases were filed, have recently shown—in a series of rulings culmi-
nating with the Trulia decision last January—their unwillingness to approve these kinds 
of disclosure-only settlements where there is no material benefit for the company or its 
shareholders.

The Trulia decision seemed as if it might mark the end of the merger objection lawsuit 
phenomenon. And indeed, the early returns seem to suggest that there has indeed been a 
marked drop-off in the number of merger objection lawsuits filed in Delaware. However, 
the decline of merger objection lawsuit filings in Delaware doesn’t mean that the merger 
objection lawsuit problem has gone away; it has simply shifted location.

As my recent analysis of 2016 federal securities class action lawsuit filings found, 
there were 73 federal court merger objection securities class action lawsuit filed in 2016, 
representing about 27% of all federal court securities suit filings. This compares with only 
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14 federal court merger objection securities class action lawsuit filings during the full-year 
2015, representing about 7% of all securities suit filings. Clearly, the plaintiffs’ lawyers 
have decided that if the Delaware state court is a hostile environment, they are better off 
filing their lawsuits elsewhere, particularly in federal court.

For those who have been watching the merger objection lawsuit phenomenon as it has 
developed and evolved, the obvious question is—weren’t forum selection bylaws supposed 
to prevent plaintiffs’ lawyers from shifting lawsuits to the court of other jurisdictions? 
Readers will recall that as the merger objection lawsuit wave grew, corporate reformers 
suggested that companies could at least avoid litigating merger objection lawsuits in mul-
tiple forums by adopting forum selection bylaws, specifying a designated forum (presump-
tively, Delaware Chancery Court) for litigating shareholder disputes. The adoption of these 
kinds of bylaws has been upheld by Delaware’s courts and is now expressly permitted by 
Delaware statue. Many companies have adopted forum selection bylaws. So, with so many 
companies having now adopted these kinds of provisions, how are the plaintiffs’ lawyers 
getting away with filing lawsuits elsewhere?

The first factor undermining the effectiveness of the forum selection provisions, and 
the reason for the plaintiffs’ lawyers recent pronounced preference for filing federal court 
lawsuits alleging violations of the federal securities laws (rather than state court lawsuits 
alleging violations of state law), is that Section 27 of the Securities Exchange of Act of 
1934 gives the federal courts exclusive jurisdiction over actions alleging violations of the 
Act. A company’s forum selection bylaw is ineffective with respect to action subject to the 
’34 Act’s exclusive jurisdiction provision. The typical federal court merger objection law-
suit alleges that the company’s proxy materials omitted material information in violation of 
Section 14 of the Act and Rule 14-a-9 thereunder, and is subject to Section 27’s exclusive 
jurisdiction provision.

There is a second reason why the forum selection clauses have proven to be less than 
effective in keeping this kind of litigation in Delaware, and that is that the provisions are 
not self-executing. In order for the provision to be enforced, somebody has to bring it to the 
attention of the presiding court.

As Fordham Law School Professor Sean Griffith points out in his January 5, 2017 pa-
per entitled “Private Ordering Post-Trulia: Why No Pay Provisions Can Fix the Deal Tax 
and Forum Selection Provisions Can’t” (here), defense counsel “must be seen as complicit 
in the out-of-Delaware dynamic because they have failed to exercise Exclusive Forum by-
laws to bring the litigation back to Delaware.”
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As Griffith explains, the defendants’ failure to invoke the provision “must be seen as a 
revealed preference,” one that “demonstrates defendants’ continued interest in retaining the 
option of a cheap settlement and a broad release in an alternative jurisdiction.” Not only are 
defendants failing to assert the forum selection clauses, but they are also refraining from 
bringing the Trulia decision to the court’s attention, even where the law of Delaware is the 
substantive law applicable to the action.

There have of course been recent cases like the Walgreen stockholder litigation (about 
which refer here), in which Seventh Circuit Judge Richard Posner expressly applied Trulia 
and rejected a disclosure-only settlement in a merger objection lawsuit. However, as 
Griffith pointed out, the reason the Seventh Circuit addressed these issues in the Walgreen 
case is that an objector to the class action lawsuit settlement had come forward. If there 
is no objector, or the court disregards the objector, these issues may not even come to the 
court’s attention.

There is, as Griffith notes, rarely any adversary process in connection with the settle-
ment proceedings in this case; one source he cites in his article says that the hearings are 
“pep rallies jointly orchestrated by plaintiffs’ counsel and defense counsel.”

The upshot of all of this is that neither the proliferation of forum selection bylaws nor 
the Trulia decision have proved to be enough to “cure what ails merger litigation,” because, 
regardless of what the company may have thought when it adopted the forum selection by-
laws, once if finds itself caught up in one of these cases, the company “has a strong incen-
tive to buy the broad, cheap releases that disclosure settlements provide.”

The problem, therefore, according to Griffith, is not that plaintiffs’ lawyers are bringing 
merger claims outside of Delaware; rather, it is that “defense lawyers advise their clients to 
pay for nuisance settlements in order to mitigate the risk that they might have done some-
thing wrong in the sale process.”

These problems, and the failure of forum selection bylaws to remedy these problems, 
can be addressed, Griffith suggests, by the adoption of what he calls a “No Pay” provi-
sion—that is, a charter or bylaw term barring corporations from reimbursing stockhold-
ers for attorneys’ fees and expenses incurred in merger litigation. Griffith summarizes his 
proposal in a January 20, 2017 Law 360 article entitled “Another Jurisdiction, Another 
Disclosure Settlement?” (here).

As Griffith points out, “paying for nuisance settlements perpetuates the cycle of litiga-
tion.” The best way to “break the cycle” is not to force the litigation into a single jurisdic-
tion, but rather to “pre-commit not to pay.”

http://www.dandodiary.com/2016/08/articles/securities-litigation/seventh-circuit-citing-delaware-precedent-with-approval-overturns-deal-lawsuit-disclosure-only-settlement/
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A “No Pay” provision, Griffith proposes, could be “crafted to preclude fees for share-
holder litigation generally.” It could be written more narrowly, to preclude fees only for 
class action litigation. Or, even more narrowly, No Pay provisions could be written to pre-
clude fees only for disclosure settlements.

Griffith contends that this type of provision is “likely to be held enforceable,” as it 
amounts to “shareholders collectively agreeing that because specified claims provide them 
with no benefit, they will not pay to litigate them.” Griffith adds that this type of provi-
sion is consistent with Delaware’s statutory prohibition of fee-shifting bylaws, because the 
no-pay provision does not impose liability on any stockholder for the fees and expenses 
of the corporation, it merely forces the stockholder to bear his or her own fees and costs. 
Griffith adds that an additional advantage of these kinds of provisions over forum-selection 
provisions is that no pay provision, unlike the forum selection bylaw, should be effective 
in federal cases as well as in state law cases.

Finally, Griffith points out, the “mere existence of the provision will deter litigation.” If 
plaintiffs’ lawyers cannot be paid for certain kinds of claims, they will stop bringing them 
or “abandon them upon concluding that the claims can yield only settlements for which 
they cannot be paid.” No-pay provisions, Griffith suggests, promise to succeed where 
Trulia and forum-selection bylaws have failed, by “radically reducing or even eliminating 
the deal tax.”

Discussion

I don’t know whether or not Griffith’s suggestion will succeed or fail, but I suspect 
strongly that we will not have to wait long to find out. I was struck a few years ago how in 
a very short time the idea of adopting forum selection bylaws went from a proposal, to ac-
tion, to court decisions affirming companies’ ability to adopt those type of bylaws, to statu-
tory provisions affirmatively allowing companies to adopt bylaws of that type. It would 
not surprise me to see a wave of corporate action in favor of adoption “no pay” provisions, 
followed quickly by court consideration of these issues.

The one reason I can see that some companies might hesitate is that they may fear that 
if they adopt these kind of provisions they will lose the ability in some future dispute of be-
ing able to just pay the plaintiffs’ lawyers to go away. I suppose I can see the internal logic 
of this analysis. To anyone that finds themself being drawn down this road, I would say, 
isn’t it better to deter the dispute in the first place? If the plaintiffs’ lawyers know for sure 
they can’t extract a payoff, they will go find something else to do.

Corporate reformers have been working hard to try to find a way to drive a stake into 
the heart of the merger objection litigation curse. Griffith himself has been at the forefront 
of these effects, for example, as noted here, by appearing as a shareholder objector at 

http://www.dandodiary.com/2015/09/articles/shareholders-derivative-litigation/delaware-times-up-for-disclosure-only-settlements-in-merger-objection-suits/
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merger objection lawsuit settlement hearings that might otherwise have involved “pep ral-
lies jointly orchestrated by plaintiffs’ counsel and defense counsel.”

So far at least, the plaintiffs’ lawyers have proven both resilient and effective in com-
ing up with ways to overcome the obstacles the reformers have tried to implement—and, 
as Griffith points out, the plaintiffs’ lawyer success in circumventing the potential obstacle 
that the forum selection by laws represent may be due in part to the “complicity” of com-
pany defendants and their counsel.

Griffith’s latest proposed litigation reform bylaw offers the potential at least to break 
the cycle in which cheap payoffs provide incentives for plaintiffs’ lawyers to file more law-
suits. It is an idea that certainly seems like it is worth a try. I think there will be quite a few 
companies that will be willing to adopt the provisions in the hope that keep the plaintiffs’ 
lawyers away.

*   *   *

Pipe Dream

Lyle Roberts

The 10b-5 Daily

The federal securities laws have statutes of repose that bar a suit after a fixed number of 
years from the time the defendant acts in some way.  There is an appellate split, however, 
over whether the existence of a class action tolls the applicable statute of repose for indi-
vidual class members.

Under what is known as American Pipe tolling, “the commencement of a class action 
suspends the applicable statute of limitations as to all asserted members of the class who 
would have been parties had the suit been permitted to continue as a class action.” American 
Pipe & Construction Co. v. Utah, 414 U.S. 538, 554 (1974). The Supreme Court found that 
its rule was “consistent both with the procedures of [Federal Rule of Civil Procedure] 23 
and with the proper function of limitations statutes.” Id. at 555. In a later case, however, the 
Supreme Court also found that federal statutes of repose are not subject to equitable tolling. 
Lampf, Pleva, Lipkind, Prupis & Pettigrow v. Gilbertson, 501 U.S. 350, 364 (1991).

In attempting to reconcile these two cases, the federal appellate courts have come to 
different conclusions.  The Tenth Circuit has held that American Pipe tolling is a type of 
legal tolling and, as a result, Lampf is not applicable.  In contrast, the Second, Sixth, and 
Eleventh Circuits have held that statutes of repose create a substantive right to be free from 

https://10b5daily.com/
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liability after a legislatively-determined period of time.  Whether the asserted tolling is 
equitable or legal, it cannot modify that substantive right.

The Supreme Court has granted cert in California Public Employees’ Retirement v. 
ANZ Securities, Inc., et al.  (Second Circuit) to address this circuit split.  (In 2014,the Court 
agreed to hear a case presenting the same question, but ultimately dismissed the writ of cert 
as improvidently granted.)

The official question presented is: “Does the filing of a putative class action serve, 
under the American Pipe rule, to satisfy the three-year time limitation in Section 13 of the 
Securities Act with respect to the claims of putative class members?”

The case should be heard this spring with a decision issued by June 2017.

The Petition for Certiorari is attached here.

*   *   *

District Court Adopts First-of-its-Kind Litigation Funding Disclosure Requirement

Kevin LaCroix

Reprinted from The D&O Diary 
(http://www.dandodiary.com)

The recent rise of litigation funding, frequently noted on this site, has been accompa-
nied with rising uneasiness, at least in certain quarters, as well as calls for some form of 
regulation. Litigation funding is in fact subject to regulation in some countries, including 
those where there is a longer history of third-party litigation financing; in Canada, for 
instance, it has become an accepted practice that litigation funding must be disclosed and 
judicially approved. There have been various calls in this country for litigation funding to 
be regulated, but up until now, now there have been no affirmative steps toward regulation. 
However, on January 23, 2017, the Northern District of California adopted new rule—the 
first of its type—requiring the automatic disclosure of third-party funding agreements in 
proposed class action lawsuits.

As discussed in Ben Hancock’s January 23, 2017 article in The Recorder entitled 
“Northern District, First in Nation, Mandates Disclosure of Third-Party Funding in Class 
Actions” (here), the Northern District of California Civil Rules committee has adopted a 
revision to the district’s standing order for all cases regarding the contents of the joint case 
management statement. The revision provides that “In any proposed class, collective, or 
representative action, the required disclosure includes any person or entity that is funding 
the prosecution of any claim or counterclaim.”

http://www.dandodiary.com/promo/about/
http://www.dandodiary.com
http://www.dandodiary.com/2015/03/articles/international-d-o/class-actions-in-canada-a-critical-commentary/
http://m.therecorder.com/?slreturn=20170126103722/#/article/1202777487488/Northern-District-First-in-Nation-Mandates-Disclosure-of-ThirdParty-Funding-in-Class-Actions?_almReferrer=https:%2F%2Fwww.google.com%2F
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The court’s announcement of the new requirement can be found here. The announce-
ment includes a link to the revised standing order.

The Rules Committee, which is chaired by Judge Richard Seeborg, had proposed a 
revision to the Civil Local Rule that would have required the disclosure of funding agree-
ments in any matter before the Court. Following a comment period, the Court elected not 
to adopt the draft proposed Rule revision but instead amended the Standing Order, and to 
require disclosure only in class action lawsuits.

According to the Recorder article, the new requirement, while limited in scope, is “still 
groundbreaking,” adding that according to funding industry observers “no U.S. district 
court has yet adopted a rule requiring the automatic disclosure of funding agreements of 
any kind.”

A January 25, 2017 article in The Recorder about the new requirement (here) quotes 
one commentator as saying that the new rule is a “harbinger” and a “signal that courts are 
really starting to see the need to consider the presence of third-party financiers.”

The second of the two Recorder articles includes several additional comments suggest-
ing that the new requirement is likely to generate more litigation around “the limits of what 
is discoverable to defense counsel once they learn that a funder is behind a class-action 
lawsuit.” Among other issues that likely will have to be sorted out is whether or not the 
defendants can force the plaintiff to turn over their agreement with the funder or other com-
munications showing case strategy or valuation. The article quote one defense counsel as 
saying that defendant would “surely” want to see the funding agreement “to know whether 
a financier has any control over the litigation or the settlement discussions.”

Because the new requirement is focused solely on class actions, it may not represent 
that much of a threat to many funders, particularly the larger funders. The Recorder article 
states that the Australian firm Bentham IMF doesn’t fund class actions. The article also 
quotes a representative of Burford Capital, the largest litigation funder in the U.S., as say-
ing that class actions make up only a small portion of its investments. Obviously the new 
requirement could have a bigger impact on other funding firms that do provide litigation 
financing for class action plaintiffs’ attorneys.

There have been periodic calls for some type of regulation or at least greater transpar-
ency with regard to litigation funding. These calls became more frequent after it came to 
light that Silicon Valley business man Peter Thiel had funded Hulk Hogan’s “sex tape” case 
against Gawker (as discussed here).

https://www.cand.uscourts.gov/news/210
https://en.wikipedia.org/wiki/Richard_G._Seeborg
http://www.americanlawyer.com/id=1202777609784/New-Litigation-Funding-Rule-Seen-as-Harbinger-for-Shadowy-Industry?mcode=1202615731542&curindex=1&slreturn=20170026103117
http://www.dandodiary.com/2016/06/articles/litigation-financing-2/after-the-hulk-hogan-gawker-lawsuit-funding-flap-has-the-time-come-for-a-comprehensive-look-at-litigation-financing-regulation/


104

Litigation funding critics have tried to argue that defendants are required by the Federal 
Rules of Civil Procedure to disclose the existence of insurance relevant to the plaintiff’s 
case, and the litigants should be compelled to make the same kinds of disclosures about 
litigation funding arrangements.

Opponents of these kinds of revisions have argued that disclosure of litigation funding 
has a tendency to create “a sideshow” over the presence of funding. They argue that full 
transparency would have a “chilling effect” on the funding industry by deterring investors 
because of the added cost of “collateral litigation” that come with such disclosures. (For a 
recent example of a case in which a litigant sought – unsuccessfully—to challenge its op-
ponent’s litigation funding in a Delaware civil action, refer here.)

From my perspective, and as I have previously suggested, the time may have come for 
a debate on these issues. Among other things, the Northern District of California will not 
be the only court called upon to consider whether or not to adopt requirements regarding 
litigation funding. A healthy and open debate now will ensure that any measures adopted 
have been fully considered and will be likeliest to serve the interests of litigants and of the 
courts.

Among other issues that may also be considered, beyond the kind of disclosure re-
quirements that the California court adopted, is whether there should be registration and 
minimum capital requirements, and whether or not there should be mandated disclosures 
to funding firm investors, as well as to those receiving litigation funding. Another issue to 
be considered is whether these kinds of issues are best addressed through court rules or 
through legislative action.

In any event, the California court’s requirements are now in place and the court will in 
effect be conducting what amounts to something of a laboratory experiment with one type 
of litigation funding regulation. It will be interesting to monitor developments as they arise, 
particularly to see what type of problems and questions arise – for example, will litigants 
be able to obtain access to funding agreements or to conduct other discovery? And as the 
California court’s experiment unfolds, it will also be interesting to see if any other courts 
follow the California court’s initiative.

*   *   *

http://www.dandodiary.com/2016/03/articles/litigation-financing-2/delaware-court-rejects-challenge-to-litigation-funding-arrangement/
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Shareholder Files Data Breach Securities Class Action Lawsuit Against Yahoo

Kevin LaCroix

Reprinted from The D&O Diary 
(http://www.dandodiary.com)

I wouldn’t ordinarily write about the same company or set of circumstances two days 
in a row, but because of developments following in the wake of the data breaches Yahoo 
announced last year, the company’s name has come up again. Yesterday, I wrote about the 
investigation the SEC reportedly is pursuing in connection with Yahoo’s alleged delays in 
disclosing the data breaches. It turns out that yesterday a plaintiff shareholder also filed 
a securities class action lawsuit in the Northern District of California against Yahoo and 
certain of its directors and offices relating the company’s reported data breaches. A copy of 
the complaint the plaintiff filed on January 24, 2017 can be found here.

As I noted yesterday, and as discussed in detail here, Yahoo announced two data breach-
es during 2016. The first, which Yahoo announced in September 2016, took place or at least 
began sometime during 2014, and resulted in hackers obtaining data from over 500 million 
user accounts. A separate data breach, which apparently took place or began during 2013 
but that Yahoo first announced in December 2016, affected over 1 billion user accounts.

The plaintiff’s securities class action complaint names as defendants the company, its 
CEO, Marissa Meyer, and its CFO, Kenneth Goldman. In their January 24, 2017 press 
release (here), the plaintiff’s lawyers state that the complaint alleges that Defendants made 
false or misleading statements or failed to disclose that:

(i) Yahoo failed to encrypt its users’ personal information and/or failed to encrypt its users’ personal data 

with an up-to-date and secure encryption scheme; (ii) consequently, sensitive personal account informa-

tion from more than 1 billion users was vulnerable to theft; (iii) a data breach resulting in the theft of 

personal user data would foreseeably cause a significant drop in user engagement with Yahoo’s websites 

and services; and (iv) as a result, Yahoo’s public statements were materially false and misleading at all 

relevant times.

The complaint alleges that following the company’s September 2016 disclosure, the 
company’s share price declined 3.06%. The complaint alleges that following the compa-
ny’s December’s 2016 data breach disclosure, the company’s share price declined 6.11%.

The complaint also references Yahoo’s July 25, 2017 announcement that it would be 
selling its core business to Verizon Communications. The complaint alleges that follow-
ing the company’s December 2016 data breach disclosure, “several news sources reported 

http://www.dandodiary.com/promo/about/
http://www.dandodiary.com
http://www.dandodiary.com/wp-content/uploads/sites/265/2017/01/Yahoo-Complaint.pdf
https://en.wikipedia.org/wiki/Yahoo!_data_breaches
https://www.sec.gov/Archives/edgar/data/1011006/000119312516717056/d260014dex991.htm
https://www.sec.gov/Archives/edgar/data/1011006/000119312516793106/d305610dex991.htm
http://finance.yahoo.com/news/shareholder-alert-pomerantz-law-firm-032600940.html
https://www.sec.gov/Archives/edgar/data/1011006/000119312516656036/d178500dex991.htm
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that Verizon was considering ways to amend the terms of tis deal with Yahoo to reflect the 
impact of the data breach and would likely seek ‘major concessions’ from Yahoo.”

Finally, the complaint also references January 23, 2017 Wall Street Journal article 
(here), discussed in yesterday’s post, in which the Journal reported that the SEC had 
opened an investigation into the timing of Yahoo’s disclosures regarding the data breach.

The plaintiff’s complaint does not allege that the defendants engaged in insider trad-
ing or personally benefitted from the transaction. Rather, and in order to try to satisfy the 
requirements for pleading scienter, the plaintiff alleges (in paragraph 85 of the complaint) 
that the individual defendants acted with scienter “in that they knew that the public docu-
ments issued or disseminated in the name of Yahoo were materially false and misleading; 
knew that such statements or documents would be issued or disseminated to the investing 
public; and knowingly or substantially participated or acquiesced in the issuance or dis-
semination of such statements or documents as primary violations of the securities laws.”

The plaintiff purports to represent a class of persons who acquired common shares of 
Yahoo between November 12, 2013 and December 14, 2016. The class period commence-
ment date coincides with the date on which Yahoo filed its Form 10-Q for the third quarter 
of 2016; the significance is that the first of the two reported data breaches (the one the 
company disclosed in December 2016), appears to have taken place or at least commenced 
in August 2013, during 3Q2013.

Discussion

As I suggested in yesterday’s post, despite the poor track record plaintiffs have had so 
far in pursuing data breach-related D&O claims, it is far too early to set off the all clear 
signal. Even after the November 2016 dismissal in the Home Depot case, I suspected that 
the plaintiffs’ lawyers would continue to experiment and continue to try to file data breach-
related D&O lawsuits; sure enough, within days after the Home Depot dismissal, a plaintiff 
filed a shareholder derivative lawsuit against Wendy’s (about which refer here). We now 
have this latest lawsuit, filed in the form of a securities class action against Yahoo.

There have been relatively few data breach-related securities class action lawsuits filed, 
in part because as everyone has become inured to news about data breaches, companies 
share prices generally don’t react to data breach disclosures. Indeed, while the plaintiff in 
the Yahoo case expressly relies on the movement in Yahoo’s share prices following the 
company’s data breach disclosures, it has to be said that the share price declines on which 
the plaintiff is relying are not huge.

http://www.wsj.com/articles/yahoo-faces-sec-probe-over-data-breaches-1485133124
https://www.sec.gov/Archives/edgar/data/1011006/000119312513438172/d587930d10q.htm
https://www.sec.gov/Archives/edgar/data/1011006/000119312513438172/d587930d10q.htm
http://www.dandodiary.com/2016/12/articles/cyber-liability/home-depot-data-breach-derivative-lawsuit-dismissed/
http://www.dandodiary.com/2016/12/articles/cyber-liability/data-breach-related-shareholder-derivative-lawsuit-filed-wendys/
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The plaintiff and his counsel have their own reasons for filing the complaint now (I sus-
pect it has something to do with the appearance of the Wall Street Journal article), but there 
is an argument that this complaint is premature. The complaint tries to rely on the fact that 
the news about the data breach might affect the proposed Verizon transaction. However, it 
isn’t yet clear whether or to what extent the data breach news will affect the transaction. 
Yesterday, Verizon did on January 23, 2017 report (as part of its quarterly earnings release) 
that the Verizon transaction, which had been planned to close in Q17, now will not close 
until Q217. As things stand, it isn’t clear (other than with respect to the delay itself) what 
impact if any the data breach disclosures will have on the Verizon transaction. It just seems 
like the complaint would make more of an impact once it is clear whether the data breach 
disclosures will affect the transaction.

In any event, it will remain to be seen whether there claimant will be any more success-
ful than the other claimants that have tried to pursue data breach related D&O claims. The 
plaintiff will undoubtedly face certain hurdles, such as proving that the allegedly withheld 
information was material and whether the plaintiff has sufficiently pled scienter.

One complaint does not represent a trend and so it is hard to generalize from the filing 
of this one complaint to generalize about what it might represent as far as future claims. 
The one thing it does show is that, as I have previously suggested, the plaintiffs’ lawyers 
will continue to experiment in this area as they seek to find the way that they are going to 
be able to make money off of these kinds of circumstances.

*   *   *

Forum-Selection Bylaws: Another Attack Rebuffed

Eric M. Roth, Eric S. Robinson & Aneil Kovvali

Wachtell, Lipton, Rosen & Katz

In previous memos, we have tracked the increasing judicial acceptance of forum selec-
tion bylaws adopted by Delaware corporations in the wake of the 2013 Court of Chancery 
decision in Chevron and the 2015 enactment of Section 115 of the Delaware General Cor-
poration Law. Some plaintiff’s law firms nevertheless continue to file breach of fiduciary 
duty claims in other states against Delaware companies that have adopted forum selection 
bylaws, in apparent response to the Court of Chancery’s recent crackdown on disclosure-
only settlements. Yesterday,3 a Missouri state court rejected the most recent attempt to 
circumvent a Delaware forum bylaw, amplifying the trend toward enforcement of such 
3 This memo was originally released December 13, 2016.

https://www.sec.gov/Archives/edgar/data/1011006/000115752317000117/a51497288.htm
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bylaws adopted in anticipation of, or in connection with, a potential corporate transaction. 

Monsanto Company is a Delaware corporation headquartered in Missouri. In the weeks 
leading up to its approval of a $66 billion merger agreement with Bayer AG, the Monsanto 
board adopted a bylaw requiring that any fiduciary duty litigation against the company or 
its directors be brought in the Delaware courts.

After Monsanto mailed its proxy statement for the merger, a shareholder plaintiff sued 
Monsanto, Monsanto’s board and financial advisors, and Bayer in Missouri state court, al-
leging that Monsanto’s directors breached their fiduciary duties in negotiating the merger 
and issuing a misleading proxy statement, and that the financial advisors and Bayer aided 
and abetted that purported breach. In response to the defendants’ motions to dismiss the 
action, plaintiff argued that enforcement of Monsanto’s forum selection bylaw would in-
fringe his federal and state constitutional rights because jury trials are unavailable in the 
Delaware Court of Chancery. The Missouri court rejected plaintiff’s arguments and dis-
missed the action.

This result is consistent with federal appellate precedents that have enforced forum 
selection clauses in bilateral contracts even when the designated forum would not provide 
a jury trial. In light of this decision and other recent precedents confirming the validity and 
enforceability of forum selection bylaws, Delaware companies should continue to con-
sider the adoption of state-of-the-art bylaws to manage opportunistic shareholder litigation 
brought in forums other than Delaware.

*   *   *
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LIPEZ, Circuit Judge.  Following a drop in the share 

price of InVivo Therapeutics Holdings Corporation's ("InVivo") 

common stock, investors filed suit against the company and its 

former chief executive officer ("CEO"), Frank Reynolds, alleging 

securities fraud in violation of Sections 10(b) and 20(a) of the 

Securities Exchange Act of 1934 (“Exchange Act”), 15 U.S.C. §§ 

78j(b) and 78t(a), as well as the Securities and Exchange 

Commission's ("SEC") Rule 10b-5, 17 C.F.R. § 240.10b-5.  On behalf 

of himself and a putative class of shareholders, lead plaintiff 

Edmond Ganem ("Ganem") alleges that InVivo and Reynolds inflated 

the value of InVivo's common stock for about five months in 2013 

by issuing false or materially misleading press releases 

concerning the approval of human clinical trials for a new medical 

device the company was developing, by, inter alia, failing to 

identify the caveats and conditions imposed by the Food and Drug 

Administration ("FDA") for the clinical trials.  The district 

court, in a well-reasoned opinion, granted defendants' motion to 

dismiss the complaint.  We affirm, agreeing with the district court 

that Ganem has failed to allege false or misleading statements 

sufficient to state a claim under Section 10(b) and Rule 10b-5, 

and, having failed to plead a viable claim of a primary violation, 

Ganem's control person claim against Reynolds under Section 20(a) 

was also properly dismissed. 
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  I. 

A. Factual Background 

  According to InVivo's 2012 annual report to the SEC 

("Form 10-K"), which was filed in early March 2013, the company 

focuses on "develop[ing] and commercializ[ing] new technologies 

for the treatment of spinal cord injuries."  The report identified 

InVivo's "Lead Product Under Development" as "biopolymer 

scaffolding," a device that would attach to a patient's body at 

the point of a spinal injury to prevent additional damage to the 

spinal cord.  The report outlined the company's strategy for 

marketing the device, including the steps for securing the required 

approval from the FDA. 

  The report explained that InVivo would first need to 

obtain an Investigational Device Exception ("IDE") to permit it to 

conduct human clinical trials.  Such a clinical study was a 

prerequisite for obtaining either Pre-Market Approval ("PMA") or 

a Humanitarian Device Exemption ("HDE"), either of which would 

permit the company to sell the product in the United States.  

InVivo stated that it "plan[ned] to conduct an initial clinical 

study to evaluate the device in five spinal cord injury patients 

with acute thoracic injuries.  We are also planning a larger 

follow-on human study in acute spinal cord injury patients after 

the initial study is completed." 
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  In the report, InVivo qualified the above statements, 

noting that "forward-looking statements" -- such as "statements 

about our plan to conduct an initial clinical study to evaluate 

our product" -- are necessarily contingent because they "involve 

substantial known and unknown risks."  InVivo stated that "[t]he 

start of clinical trials can be delayed or take longer than 

anticipated for many and varied reasons, many of which would be 

outside of our control." 

On March 29, 2013, the Acting Director of the FDA's 

Office of Device Evaluation sent an eleven-page letter to InVivo.  

Because Ganem's claims rely on the proposition that InVivo later 

misrepresented the content of the letter, we quote from it at some 

length: 

 
The [FDA] has reviewed your amendment to your [IDE] 
application to conduct an early feasibility study 
. . . .  Your application to begin your study is 
approved with conditions . . . .  You may begin 
your investigation, using a revised informed 
consent document which corrects deficiency number 
1 and 3, at an institution in accordance with the 
investigational site waiver granted below.  Your 
investigation is limited to 3 institutions and 1 
subject. 
 
Your IDE application has been approved with 
conditions as a staged study; you may enroll one 
subject at this time.  You should follow this 
subject for 3 months before requesting approval for 
an additional subject, who should also be followed 
for three months before requesting another subject.  
This will result in a total of 5 subject[s] enrolled 
over a minimum 15 month period. . . . 
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A feasibility study is a preliminary study which is 
not expected to provide the primary support for the 
safety and effectiveness evaluation of a medical 
device for the purposes of a marketing 
application. . . .  FDA believes that additional 
modifications, as outlined in "Study Design 
Considerations" below, are needed for your study 
design to support a future study. 
 
This approval is being granted on the condition 
that, within 45 days from the date of this letter, 
you submit information correcting the following 
issues[.]  
 

The FDA listed thirteen issues for which it required further 

information before the initial study could begin.1  Then, under 

"Study Design Considerations," the FDA stated that "[w]e 

recommend, but do not require, that you modify your study to 

address the following issues" so that it could support a future 

study, listing eight specific issues.2 

  The following week, on April 5, 2013, InVivo issued the 

three-page press release at the heart of Ganem's complaint: 

                                                 
1 These thirteen issues required InVivo to, among other 

things: make revisions to its draft informed consent document, 
provide results from preclinical animal testing, provide certain 
test protocols and reports for FDA review, and remove specified 
language from product labeling.  

2  These modifications included, for example: a recommendation 
to include a randomized control group; a recommendation that InVivo 
"pre-specify . . . effectiveness and safety endpoints"; a 
recommendation that InVivo “include the age range of the study 
population” in the “Indications for Use”; and a recommendation 
that InVivo accompany all symbols on its "carton labeling" (such 
as "Rx") with descriptive text. 
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InVivo Therapeutics Receives Approval from FDA for 
First Human Trial Using Biomaterials for Traumatic 
Spinal Cord Injury 
 
. . .  InVivo Therapeutics Holdings Corp. . . . 
today announced that the U.S. Food and Drug 
Administration (FDA) has approved the Company's 
Investigational Device Exemption (IDE) to begin 
human studies to test its biopolymer scaffold 
product, a technology developed to treat patients 
with acute, traumatic SCI. 
 
With this approval, InVivo intends to commence a 
first-in-man clinical study in the next few months 
that will test safety and performance of its 
biopolymer scaffold in five patients.  The Company 
expects the study to occur over approximately 15 
months.  There are currently no treatment options 
approved by the FDA, or in clinical trials, to 
intervene directly in the spinal cord following 
SCI.  The trial will be conducted at multiple U.S. 
hospitals, and work to gain Institutional Review 
Board (IRB) approval at Massachusetts General 
Hospital in Boston is already underway. 
 
" . . . [W]hen conducting a first-in-man study, it 
is imperative to take the time to get it right, 
because any mistakes can lead to years of lost time 
for the scientists and patients that follow," said 
Frank Reynolds, InVivo Chief Executive Officer. 
 
. . . 

 
Continued Reynolds, "Over the next month or so, we 
plan to finalize the details of our study, and we 
expect to have all data to the FDA by the end of 
2014.  We will be conducting an open label study, 
and so we look forward to keeping the public aware 
of its progress. . . ." 
 

The press release did not reveal that FDA approval was 

conditional, or list any of the conditions, or explain that the 

FDA had recommended changes to the study protocol in order to allow 
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the staged study to support future studies.  The release did, 

however, contain a "Safe Harbor Statement" indicating that certain 

statements in the press release were covered by the Exchange Act's 

statutory safe harbor for "forward-looking statements."3  The safe 

harbor statement explained that the covered statements included 

"those related to the expected approval of the FDA to conduct human 

clinical trials for the Company's products, the expected 

commencement date of any approved human clinical trials, the 

expected size of the pilot study, the expectation that the scaffold 

product will be regulated under an HDE pathway, and the expected 

acceleration of commercialization of the Company's products 

resulting therefrom[,]" which were "subject to a number of risks 

and uncertainties[,]" including "risks and uncertainties relating 

to the Company's ability to obtain FDA approval to conduct human 

clinical trials[.]"  The release also referred to InVivo's Form 

10-K, which described the potential risks in more detail. 

Ganem alleges that the price of InVivo stock increased 

as a result of the apparent good news contained in the press 

                                                 
3 The Exchange Act's safe harbor provision is found in 

15 U.S.C. § 78u-5. Under this provision, a person "shall not be 
liable" with respect to any "forward-looking statements when not 
made with knowledge of falsity or when the statement itself is 
identified as forward-looking and is accompanied by 'meaningful 
cautionary statements identifying important factors that could 
cause actual results to differ materially from those in the 
forward-looking statement.'"  Hill v. Gozani, 638 F.3d 40, 54 (1st 
Cir. 2011) (quoting 15 U.S.C. § 78u–5(c)(1)(A)(i)).   
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release.  Historical stock prices cited by both parties indicate 

that there was a relatively high volume of trading on Monday, April 

8, 2013, after the press release the previous Friday.  That day, 

the stock price rose from $2.85 per share to $3.19 per share. 

Ganem also points to alleged misrepresentations in 

another press release from May 9, 2013.  In that release, Reynolds 

was quoted as saying "[w]e are off to a great start for 2013 and 

continue to successfully accelerate our plans[.]"  It also 

reiterated some of the statements made a month earlier: "In April 

2013, the FDA approved InVivo's Investigational Device Exemption 

(IDE) application to begin human studies to evaluate its biopolymer 

scaffold product for acute traumatic SCI. . . .  [T]he product 

will be evaluated in five patients.  The Company expects to 

commence the study in mid-2013 and submit data to the FDA by the 

end of 2014."  The May 9 release contained a safe harbor statement 

similar to the one in the April 5 release.  Ganem does not allege 

any change in InVivo's stock price resulting from the May 9 

release. 

Finally, on August 27, 2013, before regular trading 

hours, InVivo issued a press release titled "InVivo Therapeutics 

Updates Clinical Plan."  That release said:  

 
The Company now expects that, based on the judgment 
of new management, it will enroll the first patient 
during the first quarter of 2014. 
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Under the conditions of the FDA's approval of the 
Investigational Device Exemption, the five-person 
pilot trial will be staggered such that each 
patient will be followed for three months prior to 
requesting approval to enroll the next patient.  
Because the Company must obtain FDA approval to 
enroll each subsequent patient, the Company 
anticipates that from the date of the first 
enrolled patient, it will take at least 21 months 
to complete enrollment.  Consistent with FDA 
guidance, the Company then expects to conduct a 
pivotal study with a control group to obtain FDA 
approval to commence commercialization under a 
Humanitarian Device Exemption. 
 

Interim CEO Michael Astrue was quoted as saying: "While the study 

will take additional time, we look forward to bringing this 

important therapy into the clinic." 

Ganem alleges that InVivo's stock price dropped in 

reaction to the revised 2014 start date and estimated 21-month 

time for completion of the clinical trial revealed in this press 

release.  Historical stock prices show that an unusually high 

volume of trading started on Friday, August 23, 2013, and continued 

from Monday, August 26 through the end of the class period on 

August 28.  The stock price fluctuated during those four trading 

days, ultimately dropping from $4.00 per share at the opening of 

trading on August 23 to $2.07 at the close of trading on August 28. 

B. Procedural Background 

  Ganem brought this action against InVivo and its former 

CEO, Reynolds, on behalf of a putative class "consisting of all 

persons and entities who purchased the common stock of [InVivo] 
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from April 5, 2013, through August 26, 2013, inclusive" -- i.e., 

all purchasers of stock between the dates of the initial 

announcement of the clinical trial and the press release nearly 

five months later that revealed problems with the timeline for the 

trial.  The operative amended complaint asserted two claims: first, 

that InVivo and Reynolds deceived investors into buying common 

stock at high prices, artificially boosted by the false or 

misleading press releases, in violation of § 10(b) of the Exchange 

Act, 15 U.S.C. § 78j(b), and Rule 10b-5 promulgated thereunder, 17 

C.F.R. § 240.10b-5; and, second, that Reynolds is liable as a 

"controlling person" under § 20(a) of the Exchange Act, 15 U.S.C. 

§ 78t(a).  

  The district court rejected both claims, concluding that 

Ganem had failed adequately to plead material misrepresentations 

or scienter supporting a claim under § 10(b) and Rule 10b-5, and 

that, absent a primary violation under § 10(b), Ganem's derivative 

control person claim against Reynolds must be dismissed. Battle 

Constr. Co., Inc. v. InVivo Therapeutics Holdings Corp., 101 F. 

Supp. 3d 135, 141-42 & n.6 (D. Mass. 2015).  We focus on the claim 

under § 10(b) and Rule 10-b5 (the "10(b) claim").4  We review a 

                                                 
4 Because, as we explain, the district court properly 

dismissed the § 10(b) claim, the derivative control person claim 
under § 20(a) was also properly dismissed.  Automotive Indus. 
Pension Tr. Fund v. Textron Inc., 682 F.3d 34, 36 n.2 (1st Cir. 
2012). 
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dismissal for failure to state a claim de novo.  SEC v. Tambone, 

597 F.3d 436, 441 (1st Cir. 2010) (en banc). We accept as true all 

well-pleaded allegations in the complaint and make all reasonable 

inferences in favor of the pleader.  Id. 

II. 

A. The Exchange Act and Rule 10-b5. 

  Section 10(b) of the Exchange Act "forbids the 'use or 

employ, in connection with the purchase or sale of any security 

. . . , [of] any manipulative or deceptive device . . . .'"  Tellabs 

Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 318 (2007) 

(alteration in original) (quoting 15 U.S.C. § 78j(b)).  The SEC 

has implemented this provision via Rule 10b-5, which proscribes, 

among other things, "any untrue statement of a material fact" or 

omission of any "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.  To state 

a claim under Section 10(b) and Rule 10b-5, a plaintiff must plead 

the following elements: (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.  In re Ariad Pharm., Inc. Sec. Litig., 842 F.3d 744, 

750 (1st Cir. 2016)(citing ACA Fin. Guar. Corp. v. Advest, Inc., 

512 F.3d 46, 58 (1st Cir. 2008)). 
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  Only the first two elements -- a material 

misrepresentation or omission and scienter -- are implicated by 

this appeal. Though Ganem contests the district court's 

conclusions as to both, we begin and end with the first.5  To 

establish a material misrepresentation or omission, Ganem must 

show "that defendants made a materially false or misleading 

statement or omitted to state a material fact necessary to make a 

statement not misleading."  Geffon v. Micrion Corp., 249 F.3d 29, 

34 (1st Cir. 2001).   "[M]ere possession of material, nonpublic 

information does not create a duty to disclose it,"  Hill, 638 

F.3d at 57 (internal punctuation omitted), but "when a company 

speaks, it cannot omit any facts 'necessary in order to make the 

statements made, in the light of the circumstances under which 

                                                 
5 InVivo also argues that its forward-looking statements are 

protected by the bespeaks caution doctrine, which "embodies the 
principle that when statements of 'soft' information such as 
forecasts, estimates, opinions, or projections are accompanied by 
cautionary disclosures that adequately warn of the possibility 
that actual results or events may turn out differently, the 'soft' 
statements may not be materially misleading under the securities 
laws."  Shaw v. Digital Equip. Corp., 82 F.3d 1194, 1213 (1st Cir. 
1996); see also id. at 1213 n.23.  InVivo does not, however, invoke 
the statutory safe harbor codifying the bespeaks caution doctrine, 
15 U.S.C. § 78u-5(c)(1), because, it explains, "arguably, the 
[statutory] safe harbor does not apply to the challenged statements 
because, while InVivo is now listed on the NASDAQ, the Company 
could have been, at the time, considered an issuer of 'penny 
stock.'"  See id. § 77z-2(b)(1)(C) (excluding issuers of "penny 
stock" from the statutory safe harbor).  Because the absence of a 
material misrepresentation or omission is determinative, we need 
not decide the applicability of either the bespeaks caution 
doctrine or the statutory safe harbor to InVivo's statements. 

Case: 15-1544     Document: 00117102239     Page: 13      Date Filed: 01/09/2017      Entry ID: 6060383



 

- 14 - 

they were made, not misleading.'" Id. (quoting 17 C.F.R. 

§ 240.10b-5); see also Matrixx Initiatives, Inc. v. Siracusano, 

563 U.S. 27, 37 (2011) 

  Finally, "[a]s with all allegations of fraud, a 

plaintiff must plead the circumstances of the fraud with 

particularity, pursuant to Rule 9(b)."  Hill, 638 F.3d at 55.  

Moreover, under the additional pleading requirements imposed by 

the Private Securities Litigation Reform Act ("PSLRA"), in order 

to survive a motion to dismiss, the plaintiff must "specify each 

statement alleged to have been misleading [and] the reason or 

reasons why the statement is misleading."  ACA Fin. Guar. Corp., 

512 F.3d at 58 (modification in original) (quoting 15 U.S.C. § 

78u–4(b)(1)); see also Hill, 638 F.3d at 54-56 (discussing the 

history and purpose of the PSLRA).  As we have previously noted, 

although "the PSLRA does not require plaintiffs to plead evidence 

. . . a significant amount of 'meat' is needed on the 'bones' of 

the complaint."  Id. at 56 (citation omitted).  

B. Analysis of the Claims. 

Ganem claims that the statements in InVivo's April 5 and 

May 9 press releases about the projected timeline for the 

preliminary study were materially false or misleading.  

Specifically, with regard to the start date of the study, the April 

5 release expressed the intention that the study begin "in the 

next few months," and the May 9 release predicted it would start 
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"in mid-2013."  Regarding the duration of the study, the April 5 

release said that InVivo "expects the study to occur over 

approximately 15 months."  As for the end date of the study, the 

April 5 release said "we expect to have all data to the FDA by the 

end of 2014," and the May 9 release predicted that InVivo would 

"submit data to the FDA by the end of 2014." 

Ganem claims that InVivo's failure to mention the 

details of the FDA approval letter rendered these statements 

materially false or misleading.  He cites three allegedly material 

omissions: (1) the FDA's  requirement that InVivo satisfy a number 

of conditions within 45 days (including correcting the informed 

consent form before testing could begin on the first human 

subject); (2) the FDA's recommendation that InVivo modify its study 

design so that the preliminary study could serve as the basis for 

approval of a larger follow-on study; and (3) the FDA requirement 

of a staged study, in which separate FDA approval was required for 

each of five stages.  

According to Ganem, the FDA's conditions, 

recommendations, and requirement of a staged study inevitably 

prevented InVivo from following through on its stated timeline.  

He alleges that "Defendants failed to disclose in the April 5 and 

May 9 press releases that the FDA's approval of the clinical study 

included conditions that made it impossible to complete the study 

in 15 months or to submit data to the FDA by the end of 2014, as 
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represented."  Am. Compl. ¶ 34.  In short, Ganem's theory of 

material misrepresentation is that InVivo's omissions about the 

content of the FDA approval letter rendered the company's temporal 

predictions materially misleading.   

Like the district court, however, we readily conclude 

that none of the challenged statements is false or misleading. We 

discuss each of the allegedly false or misleading statements in 

turn.    

1. Commencement of the Clinical Trial.  

Ganem contends that InVivo misrepresented the imminence 

of the commencement of the study when the company reported in April 

that it would begin "in the next few months" and in May that it 

was expected to begin "in mid-2013."  According to Ganem, the "mid-

2013" start date provided by InVivo would be impossible to achieve 

given the conditions imposed by the FDA, thus making InVivo's 

optimistic statements materially misleading.  However, as the 

district court found, "any objective reading of the [approval] 

letter makes clear that the FDA erected no material barriers to an 

immediate enrollment of the first patient for the exploratory 

study."  Although the FDA required particular changes to the 

informed consent form before the first human was tested, Ganem 

understandably does not argue that simply changing a form could 

have delayed the beginning of the study.  Also, as the district 

court found, "[w]hile the FDA did require additional information 
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of a corrective nature from InVivo, it did not condition the first 

enrollment on the prior receipt of this information."  In fact, 

the FDA's letter explicitly permits a start date in the near 

future:  "[InVivo] may enroll one subject at this time."  Further, 

although the FDA required additional information within 45 days, 

Ganem alleges no facts suggesting that InVivo would fail to meet 

that deadline.  And, though InVivo needed to obtain Institutional 

Review Board approval to use each testing site, Ganem alleges no 

facts suggesting that this would delay the beginning of the study 

beyond the "few months" InVivo projected.  Indeed, InVivo 

represented in the April 5 press release that it was already 

"work[ing] to gain Institutional Review Board (IRB) approval at 

Massachusetts General Hospital," making clear that the approval 

had not yet been obtained.   

Ganem also alleges that InVivo's statements regarding 

commencement of the study were misleading because the FDA letter 

required InVivo to make eight specific modifications to its initial 

feasibility study for that study to support a future, separate 

study, and implementing such modifications would make InVivo's 

proposed timeline impossible to meet. As an initial matter, this 

argument fails for the simple reason that Ganem alleges no facts 

suggesting that InVivo could not make these eight changes within 

the proposed timeline, a necessary showing for the statements to 

have been misleading when made.  See 15 U.S.C. § 78u–4(b)(1); ACA 
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Fin. Guar. Corp., 512 F.3d at 62 ("The PSLRA requires plaintiffs' 

complaint to 'specify each statement alleged to have been 

misleading [and] the reason or reasons why the statement is 

misleading.'") (alteration in original).  Moreover, the FDA did 

not require InVivo to make these eight changes before commencing 

its initial feasibility study.  The FDA, in fact, stated that "[w]e 

recommend, but do not require, that you modify your study to 

address the following issues."  Although Ganem alleges that going 

forward without the recommended changes would have made "no sense" 

and would serve "no purpose," Ganem's own speculation and 

conjecture about InVivo's business decisions cannot substitute for 

well-pleaded facts.   

2. Duration of the Clinical Trial 

In alleging that InVivo's statements regarding the 

estimated duration of the study were false or misleading, Ganem 

relies on the proposition that a fifteen-month duration was 

impossible, particularly in light of the sequential patient 

enrollment process that the FDA required, which InVivo did not 

disclose in its April 5 and May 9 press releases.6  Ganem 

                                                 
6 Ganem similarly argues that "[InVivo's] statement that the 

FDA 'has approved' a study to evaluate 'five patients' was false."    
This claim is without merit.  InVivo's April 5 release says that 
the FDA approved InVivo's plan "to begin human studies," and that 
"InVivo intends to commence a . . . study . . . in five patients," 
and its May 9 release repeats that the approval was "to begin human 
studies," adding that "the product will be evaluated in five 
patients."  These statements are not "literally false" as Ganem 
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acknowledges, however, that the FDA itself wrote that the staged 

study "will result in a total of 5 subject[s] enrolled over a 

minimum of [a] 15 month period."  Ganem also acknowledges, as he 

must, that if each subject was observed for the required three 

months and then the next subject was enrolled almost immediately, 

observing five subjects would take approximately fifteen months.   

Ganem insists, however, that it would be impossible to 

do this study in these fifteen months because of the steps 

necessary after each patient was observed for the requisite three 

months -- at a minimum, reviewing the data, preparing a report for 

the FDA, and waiting for FDA approval to proceed with the next 

patient.  As with Ganem's other claims, however, this timing 

allegation is not supported by any well-pleaded facts.  We have no 

basis on which to conclude that it would take a significant length 

of time to complete the steps for each patient, and the only 

available evidence -- the FDA's own letter suggesting a fifteen-

month minimum testing period -- suggests the opposite.   

3. Submitting data to the FDA 

As for the timing of InVivo's submission of data to the 

FDA at the end of the study, Ganem relies on the assumption that 

analyzing the data from the study would take a significant amount 

                                                 
claims.  InVivo correctly stated that the FDA had approved a 
clinical trial expected to ultimately include five patients.  
InVivo did not say that the FDA had already approved the enrollment 
of all five patients. 
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of time after all five patients had been observed for three months 

each.  Again, Ganem provides no facts supporting this assertion.  

Ganem does not explain why he believes that the analysis and 

preparation of the data could only begin after all the data is 

collected, nor does he point to any FDA requirement that InVivo 

actually analyze the data at all before submitting it.  Ganem's 

allegations amount to nothing more than unsupported speculation.  

Thus, to support a claim that InVivo's statements were 

false or misleading, Ganem is left only with the inference that 

because, in retrospect, the test lagged significantly behind the 

proposed timeline, the timeline must have always been impossible 

to achieve.  Yet, as the district court properly recognized, "fraud 

by hindsight" does not satisfy the pleading requirements in a 

securities fraud case.  See ACA Fin. Guar. Corp. 512 F.3d at 62 

("A plaintiff may not plead 'fraud by hindsight'; i.e., a complaint 

'may not simply contrast a defendant's past optimism with less 

favorable actual results' in support of a claim of securities 

fraud." (quoting Shaw 82 F.3d at 1223)); Gross v. Summa Four, Inc., 

93 F.3d 987, 991 (1st Cir. 1996).  The securities laws do not make 

it unlawful for a company to publicize an aggressive timeline or 

estimate for a proposed action without disclosing every 

conceivable stumbling block to realizing those plans.  Hence, while 

"greater clairvoyance" might have led InVivo to propose a more 

conservative timeline, "failure to make such perceptions does not 
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constitute fraud."  Denny v. Barber, 576 F.2d 465, 470 (2d Cir. 

1978) (Friendly, J.). 

III. 

In sum, Ganem has failed to allege any material 

misrepresentation or omission sufficient to state a claim under 

§ 10(b) and Rule 10b-5.  Hence, the district court properly 

dismissed the complaint.  

  Affirmed. 
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MARGARET  RICHEK  GOLDBERG,  as  Trustee  under  the  Seymour  
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PER  CURIAM.  LaSalle  Bank  offered  custodial  accounts  that  
clients  used  to   invest   in  securities.   If  an  account  had  a  cash  
balance   at   the   end  of   a  day,   the   cash  would  be   invested   in  
(“swept”  into)  a  mutual  fund  from  a  list  that  the  client  chose.  
LaSalle  Bank  would  sell  the  mutual  fund  shares  automatical-‐‑
ly  when   the  customer  needed   the  money   to  make  other   in-‐‑
vestments  or  wanted   to  withdraw  cash.   Stephen  Richek,   as  
trustee  under   the  Seymour  Richek  Revocable  Trust,  opened  
a  custodial  account  with  a  sweeps  feature.  (The  current  trus-‐‑
tee   is  Margaret  Richek  Goldberg;   for   the   sake  of   continuity  
we  continue  to  refer  to  the  investor  and  plaintiff  as  Richek.)  
Richek  was   satisfied  with  LaSalle’s   services  until   it  was  ac-‐‑
quired   by   Bank   of   America.   After   the   acquisition,   Bank   of  
America  notified   the   clients   that   a  particular   fee  was  being  
eliminated.  Richek,  who  had  not  known  about  the  fee,   then  
sued   in   state   court,   contending   that   LaSalle   had   broken   its  
contract  (which  had  a  schedule  that  did  not  mention  this  fee)  
and  violated   its   fiduciary  duties.  Richek  proposed   to  repre-‐‑
sent  a   class  of   all   customers  who  had  custodial   accounts  at  
LaSalle.   (Because   LaSalle   became   a   subsidiary   of   Bank   of  
America,   and   now   operates   under   its   name,  we   refer   from  
now  on  to  “the  Bank,”  which  covers  both  institutions.)  

The   Bank   removed   the   suit   to   federal   court,   relying   on  
the   Securities   Litigation   Uniform   Standards   Act   of   1998  
(SLUSA   or   the   Litigation   Act),   15   U.S.C.   §78bb(f).   (Section  
78bb  is  part  of  the  Securities  Exchange  Act  of  1934.  The  Liti-‐‑
gation  Act   added   similar   language   to   the   Securities   Act   of  
1933.  See  15  U.S.C.  §77p(b).  The  Bank  is  not  an  issuer  or  un-‐‑
derwriter  covered  by  the  1933  Act,  so  we  refer   to  §78bb(f).)  
SLUSA  authorizes  removal  of  any  “covered  class  action”  in  
which  the  plaintiff  alleges  “a  misrepresentation  or  omission  
of  a  material  fact  in  connection  with  the  purchase  or  sale  of  a  
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covered   security”   (§78bb(f)(1)(A)).  The   statute   also   requires  
such  state-‐‑law  claims  to  be  dismissed.  The  district  court  held  
that   Richek’s   suit   fits   the   standards   for   both   removal   and  
dismissal   and   entered   judgment   in   the   Bank’s   favor.   2011  
U.S.  Dist.  LEXIS  86105  (N.D.  Ill.  Aug.  4,  2011).  

According  to  the  complaint,  some  mutual  funds  paid  the  
Bank  a  fee  based  on  the  balances  it  transferred,  and  the  Bank  
did  not  deposit  these  fees  in  the  custodial  accounts  or  notify  
customers  that  it  was  retaining  them.  The  Bank’s  retention  of  
these  payments  is  economically  equivalent  to  a  secret  fee  col-‐‑
lected  from  the  accounts,  because  they  contained  less  money  
than  they  would  have  had  the  Bank  credited  them  with  the  
fees  paid  by  the  mutual  funds—fees  derived  from  the  custo-‐‑
dial   accounts   themselves.   Richek   contends   that   the   Bank  
thus  kept  for  its  own  benefit  fees  exceeding  those  in  the  con-‐‑
tractual  schedule,  without  disclosure  to  its  customers.  

Richek’s   claim   depends   on   the   omission   of   a   material  
fact—that  some  mutual  funds  paid,  and  the  Bank  kept,  fees  
extracted   from   the   “swept”   balances.  He   concedes   that   his  
suit   is   a   “covered   class   action”   (the   class  has  more   than   50  
members;  see  §78bb(f)(5)(B)(i)(I))  and  that  each  of  the  mutual  
funds  is  a  “covered  security”  (see  §78bb(f)(5)(E)).  The  Bank’s  
omission   was   in   connection   with   a   purchase   or   sale   of   a  
“covered  security”.  See  Merrill  Lynch,  Pierce,  Fenner  &  Smith  
Inc.   v.  Dabit,   547  U.S.   71   (2006).  Chadbourne  &   Parke   LLP   v.  
Troice,  134  S.  Ct.  1053  (2014),  does  not  affect  this  conclusion,  
because   customers   were   dealing   directly   with   covered   in-‐‑
vestment  vehicles.   (Troice  holds  that  the  Litigation  Act  does  
not   apply  when   the   customer   invests   in   an   asset   that   does  
not  consist  of,  or  contain,  covered  securities.)  Because  “[n]o  
covered   class   action   based   upon   the   statutory   or   common  
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law  of  any  State  or  subdivision  thereof  may  be  maintained  in  
any  State  or  Federal  court  by  any  private  party”  (§78bb(f)(1))  
when  these  conditions  have  been  met,  the  district  court’s  de-‐‑
cision  is  unexceptionable.  

According   to  Richek,   the  Bank’s  omission   is  outside   the  
scope   of   the   Litigation  Act   because   it   does   not   involve   the  
price,   quality,   or   suitability   of   any   security.   But   the   Litiga-‐‑
tion  Act  does  not  say  what  kind  of  connection  must  exist  be-‐‑
tween   the   false   statement   or   omission   and   the   purchase   or  
sale   of   a   security;   the   statute   asks   only   whether   the   com-‐‑
plaint  alleges  “a  misrepresentation  or  omission  of  a  material  
fact  in  connection  with  the  purchase  or  sale  of  a  covered  se-‐‑
curity”.   Richek’s   complaint   alleged   a   material   omission   in  
connection   with   sweeps   to   mutual   funds   that   are   covered  
securities;  no  more  is  needed.  

Apparently   Richek   believes   that   only   statements   (or  
omissions)  about  price,  quality,  or  suitability  are  covered  by  
the   federal   securities   laws,   and   that   only   state-‐‑law   claims  
that   overlap   winning   securities   claims   are   affected   by   the  
Litigation  Act.  This   is  doubly  wrong.  First,  Dabit  holds   that  
claims   that   arise   from   securities   transactions   are   covered  
whether  or  not  the  private  party  could  recover  damages  un-‐‑
der  federal  law.  (In  Dabit  itself  no  private  right  of  action  for  
damages  was  possible,  yet  the  Court  held  the  claim  covered  
and  preempted.)  Second,  the  Securities  Exchange  Act  of  1934  
forbids   material   misrepresentations   and   omissions   in   con-‐‑
nection  with  securities   transactions  whether  or  not   the  mis-‐‑
representation   or   omission   concerns   the   price,   quality,   or  
suitability  of  the  security.  See,  e.g.,  SEC  v.  Zandford,  535  U.S.  
813  (2002);  United  States  v.  Naftalin,  441  U.S.  768  (1979).  Thus  
Richek  may  have  had  a  good  claim  under  federal  securities  
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law.  But  he  chose  not  to  pursue  it,  and  SLUSA  prevents  him  
from  using  a  state-‐‑law  theory  instead.  

We  said  earlier  that  Richek  concedes  that  his  claim  rests  
on   a  material   omission   and   that   the  mutual   funds   are   cov-‐‑
ered   securities.  He  does  not   concede   that   the  omission  was  
“in  connection  with”  the  purchase  or  sale  of  a  covered  secu-‐‑
rity.   This   branch   of   his   argument   rests   on   Gavin   v.   AT&T  
Corp.,  464  F.3d  634  (7th  Cir.  2006).  We  reject  Richek’s  conten-‐‑
tion   for   the   reasons   given   in  Holtz   v.   JPMorgan  Chase   Bank,  
N.A.,  No.  13-‐‑2609  (7th  Cir.  Jan.  23,  2017),  slip  op.  9–11.  

Richek   also  maintains   that   his   action   rests   on   state   con-‐‑
tract  law  and  state  fiduciary  law,  not  securities  law.  This  line  
of   argument,   too,   is   addressed  and   rejected   in  Holtz,  which  
holds  that  if  a  claim  could  be  pursued  under  federal  securi-‐‑
ties  law,  then  it  is  covered  by  the  Litigation  Act  even  if  it  also  
could   be   pursued   under   state   contract   or   fiduciary   law.   A  
claim  that  a   fiduciary  that   trades   in  securities   for  a  custom-‐‑
er’s  account  has  taken  secret  side  payments  is  well  inside  the  
bounds  of  securities  law.  See  Holtz,  slip  op.  4–9.  

AFFIRMED  
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FLAUM, Circuit Judge, concurring. I agree that the Securities 
Litigation Uniform Standards Act of 1998 (“SLUSA”), 15 
U.S.C. § 78bb(f), warranted removal and dismissal of Stephen 
Richek’s lawsuit. The challenge presented by this appeal re-
quires addressing the scope of SLUSA’s “misrepresentation or 
omission of a material fact” prohibition. 

Stephen Richek, as trustee under the Seymour Richek Rev-
ocable Trust, entered into an agreement with LaSalle National 
Bank, under which LaSalle would open a custodian account 
for the Trust to invest in securities.1 The parties agreed to a fee 
schedule that required LaSalle to notify Richek of any in-
creases. As part of maintaining Richek’s custodian account, 
LaSalle would invest (“sweep”) any cash balances at the end 
of the day into a mutual fund Richek had selected from a list 
provided by LaSalle. Eventually, Richek learned that LaSalle, 
unbeknownst to him, had been accepting reinvestment 
(“sweep”) fees from the mutual funds based on the average 
daily invested balance LaSalle had swept from his custodian 
account. Each fee was unique to the particular mutual fund. 

Richek sued the Bank2 in Illinois state court on behalf of 
all customers with custodian accounts, alleging that the Bank 
had (1) violated its fiduciary duties and (2) breached the un-
derlying contract. The Bank removed the lawsuit to federal 
court pursuant to SLUSA and 28 U.S.C § 1332(d)(2). Richek 
subsequently amended his complaint, and the district court 

                                                 
1 Margaret Richek Goldberg is the current trustee; I will refer to the 

investor and plaintiff as “Richek.” 

2 Prior to the lawsuit, Bank of America acquired LaSalle, and LaSalle 
became a subsidiary of Bank of America; I will refer to both institutions 
and defendants as “the Bank.” 
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dismissed that amended complaint under SLUSA, entering 
judgment for the Bank. This appeal followed. 

SLUSA provides, in relevant part: 

No covered class action based upon the statu-
tory or common law of any State or subdivision 
thereof may be maintained in any State or Fed-
eral court by any private party alleging— 

(A) A misrepresentation or omission of a ma-
terial fact in connection with the pur-
chase or sale of a covered security. 

15 U.S.C. § 78bb(f)(1). There is no dispute that Richek’s class 
action qualified as a “covered class action” under the statute. 
Instead, the issue is whether Richek alleged “a misrepresen-
tation or omission of a material fact.”3 

Brown v. Calamos, 664 F.3d 123 (7th Cir. 2011), is instructive. 
There, a plaintiff shareholder sued a closed-end investment 
fund alleging that the fund had breached its fiduciary duty by 
redeeming a particular stock, at terms unfavorable to the com-
mon shareholders, in an effort to remain in the good graces of 
the investment banks and brokerage firms facing lawsuits 
stemming from the stock’s value after the 2008 financial crisis. 
Id. at 126. We concluded, despite the complaint’s language to 
the contrary,4 that the complaint “implicitly” alleged a mate-

                                                 
3 Richek also disputes that his allegations were “in connection with 

the purchase or sale of a covered security.” I agree with Judge Easterbrook 
and reject these arguments under Holtz v. JPMorgan Chase Bank, N.A., No. 
13-2609 (7th Cir. Jan. 23, 2017), slip. op. 9–11. 

4 The complaint explicitly stated, “Plaintiff does not assert by this ac-
tion any claim arising from a misstatement or omission in connection with 
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rial misrepresentation or omission: The fund had failed to dis-
close the conflict of interest created by its broader concerns for 
the fund family’s5 long-term wellbeing. Id. at 127. Without ad-
dressing the complaint’s unjust enrichment claim, we af-
firmed the district court’s dismissal of the complaint under 
SLUSA. Id. at 131. 

In doing so, we considered three approaches to dismissing 
complaints under SLUSA: (1) the Sixth Circuit’s “literalist” 
approach, where the court asks simply whether the complaint 
can reasonably be interpreted as alleging a material misrepre-
sentation or omission, see Atkinson v. Morgan Asset Mgmt., Inc., 
658 F.3d 549, 554–55 (6th Cir. 2011); (2) the Third Circuit’s 
“looser” approach, where the court asks whether proof of a 
material misrepresentation or omission is inessential (an “ex-
traneous detail” that does not require dismissal) or essential 
(either a necessary element of the cause of action or otherwise 
critical to a plaintiff’s success in the case, warranting dismis-
sal), see LaSala v. Bordier et Cie, 519 F.3d 121, 141 (3d Cir. 2008) 
(citing Rowinski v. Salomon Smith Barney Inc., 398 F.3d 294 (3d 
Cir. 2005)); and (3) the Ninth Circuit’s “intermediate” ap-
proach, where the court dismisses preempted suits without 
prejudice, permitting plaintiffs to file complaints devoid of 
any prohibited allegations, see Stoody-Broser v. Bank of America, 
442 F. App’x 247, 248 (9th Cir. 2011). 

                                                 
the purchase or sale of a security, nor does plaintiff allege that Defendants 
engaged in fraud in connection with the purchase or sale of a security.” 
Such a statement, however, was not a well-pleaded allegation but rather a 
legal conclusion entitled to no deference on review. 

5 The fund at issue was one of at least twenty in a family of mutual 
funds. 
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We have expressed concern with the Ninth Circuit’s ap-
proach, cautioning, “No longer in American law do com-
plaints strictly control the scope of litigation.” Brown, 664 F.3d 
at 127. A plaintiff who removes SLUSA-triggering allegations 
in an attempt to avoid dismissal may simply “reinsert” them 
later upon returning to state court. Id. It is an open question 
in this Circuit whether this risk of reinsertion warrants a 
court’s looking beyond the amended complaint to the original 
pleading.6 Doing so may leave the court’s analysis vulnerable 
to hindsight bias, but may also aid in guarding against artful 
amendments. Richek’s complaint history illustrates this ten-
sion. In his original complaint in state court, Richek’s fiduci-
ary duty claim alleged, 

Defendants breached their fiduciary duties of 
loyalty, care and candor when they steered plain-
tiff and members of the Class to investment ve-
hicles that had agreed to pay a percentage fee to 
defendants from, and based on, reinvestments 
made by Custodian Accounts. 

(emphasis added). This claim is nearly identical to the fiduci-
ary duty claim dismissed pursuant to SLUSA in Holtz v. 
JPMorgan Chase Bank, N.A., No. 13-2609 (7th Cir. Jan. 23, 2017), 
slip. op. 1–2, where the plaintiff alleged that J.P. Morgan 

                                                 
6 Actually, as suggested by Brown, it may be that the district court may 

consider only the original complaint in assessing a defendant’s SLUSA fil-
ing; and if so, Richek’s amendment was inappropriate. See 664 F.3d at 131 
(discussing amendments to a complaint after a defendant has moved to 
dismiss under SLUSA); see also id. (disagreeing with Behlen v. Merrill Lynch, 
311 F.3d 1087, 1095–96 (11th Cir. 2002)). In any event, as will be explained, 
SLUSA warranted dismissal of both the original and amended complaints 
in this case. 
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Chase had steered its employees to invest client money in the 
bank’s own mutual funds, despite higher fees or lower re-
turns. As we noted, claims alleging that “one party to a con-
tract conceal[ed] the fact it planned all along to favor its own 
interests … is a staple of federal securities law.” Id. at 6–7. 
Here, upon removal to federal court, Richek amended his 
complaint to among, other things, omit the “steered” lan-
guage. This amendment, however, does not alleviate the con-
cerns under SLUSA: “[O]nce the case shorn of its fraud alle-
gations resumes in the state court, the plaintiff—who must 
have thought the allegations added something to his case, as 
why else had he made them?—may be sorely tempted to re-
introduce them, and maybe the state court will allow him to 
do so. And then SLUSA’s goal of preventing state-court end 
runs around limitations that the Private Securities Litigation 
Reform Act had placed on federal suits for securities fraud 
would be thwarted.” Brown, 664 F.3d at 128. One must then 
turn to Richek’s amended complaint, and to the two remain-
ing approaches to dismissals under SLUSA, with this “rein-
sertion” risk in mind. 

As in Brown, Richek’s fiduciary duty claim triggered 
SLUSA preemption under both the Sixth Circuit’s “literalist” 
approach and the Third Circuit’s “looser” approach. In his 
amended complaint, he claims,  

Defendants breached their duty of candor to 
plaintiff and members of the Class when they 
failed to disclose that they were receiving daily 
cash re-investment (sweep) fees from invest-
ment vehicles into which cash balances from 
Custody Accounts were transferred. 
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(emphasis added). Following the “literalist” approach, the 
claim’s language speaks for itself. One can reasonably read it 
to allege a material misrepresentation or omission: The Bank 
failed to disclose a particular fee that, if disclosed, may have 
“given pause to potential investors.” Brown, 664 F.3d at 127. 
Likewise, under the “looser” approach, the Bank’s failure to 
disclose was far from an inessential “extraneous detail.” Ra-
ther, Richek’s claim rested on it: To have succeeded on his fi-
duciary “duty of candor” claim, Richek needed to show that 
the Bank failed to disclose, or omitted, the fact that it collected 
“swipe fees” while investing its clients’ custody-account cash 
balances. The inherent misrepresentation becomes especially 
clear after considering the claim as it originally appeared to 
the state court—if, in fact, we may consider the original com-
plaint—which alleged that the Bank secretly “steered” the cli-
ents’ money to those mutual funds that had agreed to pay the 
Bank “sweep fees.” The risk that Richek may “reinsert” these 
original allegations in a future state-court proceeding is am-
plified by the fact that his amended claim is inseparably inter-
twined with a material misrepresentation or omission. See 
generally Brown, 664 F.3d at 128–31. As such, Richek’s fiduciary 
duty claim triggered SLUSA preemption. 

All of this raises the question: Did SLUSA preempt 
Richek’s entire complaint or just the individual claim? We have 
not decided this issue.7 Some circuits, on one hand, have en-
dorsed a claim-by-claim approach. See In re Kingate Mgmt. Ltd. 
Lit., 784 F.3d 128, 153 (2d Cir. 2015); In re Lord Abbett Mut. 
Funds Fee Lit., 553 F.3d 248, 254–58 (3d Cir. 2009); Proctor v. 

                                                 
7 Although we discussed the plaintiff’s claims in Brown collectively, 

and thus referred to a single “suit,” we did not address the issue of 
whether individual claims may be preempted under SLUSA. 
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Vishay Intertech. Inc., 584 F.3d 1208, 1228–29 (9th Cir. 2009). The 
Third Circuit, for example, has explained that “SLUSA does 
not mandate dismissal of an action in its entirety where the 
action includes only some preempted claims.” In re Lord Ab-
bett, 553 F.3d at 255–56. Instead, the court concluded: “Allow-
ing those claims that do not fall within SLUSA’s preemptive 
scope to proceed, while dismissing those that do, is consistent 
with the goals of preventing abusive securities litigation while 
promoting national legal standards for nationally traded se-
curities.” Id. at 257. On the other hand, some courts have in-
terpreted SLUSA to preempt actions, not individual claims. 
See Behlen v. Merrill Lynch, 311 F.3d 1087, 1095 n.6 (11th Cir. 
2002); Hidalgo-Velez v. San Juan Asset Mgmt., Inc., Civil No. 11–
2175CCC, 2012 WL 4427077, at *3 (D.P.R. Sept. 24, 2012), rev’d 
on other grounds, 758 F.3d 98 (1st Cir. 2014) (“Removal of the 
entire action was proper because SLUSA precludes actions; 
not just claims. Based on [SLUSA’s] statutory language, many 
courts have rejected the claim-by-claim analysis advanced by 
Plaintiffs.”) (citation omitted) (collecting cases). 

This appeal, however, does not require us to resolve the 
issue. Richek’s second claim, alleging breach of contract, also 
triggered SLUSA preemption. Specifically, Richek’s amended 
complaint alleged, 

Despite full performance by plaintiff and the 
other members of the Class, defendants 
breached their contract with plaintiff and the 
other members of the Class by receiving daily 
cash re-investment (sweep) fees on cash bal-
ances in Custody Accounts that were trans-
ferred into money market or other investment 
vehicles from the recipients of the transferred 
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funds, without authorization, or disclosure to, Cus-
tody Account holders. 

(emphasis added). We have previously explained that “a 
plaintiff [should not be able to] evade SLUSA by making a 
claim that did not require a misrepresentation [or omission] in 
every case, such as a claim of breach of contract, but did in the 
particular case.” Brown, 664 F.3d at 127. The same is true here. 
Richek alleged the Bank breached the contract by receiving 
the “sweep fees” without “authorization, or disclosure to,” 
Richek. The disclosure claim inherently alleges a material 
misrepresentation or omission for the same reasons that the 
“disclosure” language in Richek’s fiduciary duty claim does. 
And for Richek to have “authorized” the fees, the Bank would 
have had to have disclosed them to him; so the “authoriza-
tion” claim was still fundamentally tied to a material misrep-
resentation or omission.  

As noted in Holtz, SLUSA does not preempt all contract 
claims—just those that allege misrepresentations or omis-
sions. Claims involving negligent breach or post-agreement 
decisions to breach, for example, may avoid SLUSA’s scope. 
Holtz, slip. op. at 7. I do not, however, read the examples iden-
tified in Holtz as exhaustive. Richek’s breach of contract claim 
may have avoided SLUSA preemption had he pleaded, for in-
stance, that the Bank effectively reduced the “returns” the 
parties had agreed Richek would receive. Although such an 
allegation would not necessarily have involved negligence on 
the Bank’s part, or a post-agreement decision to breach, it still 
may have successfully supported a breach of contract claim 
that did not include a material misrepresentation or omission. 
But Richek did not take this approach. 
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Thus, SLUSA preempted Richek’s complaint, and the dis-
trict court properly dismissed it. 
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HAMILTON, Circuit Judge, dissenting. “Just as plaintiffs can-
not avoid SLUSA through crafty pleading, defendants may 
not recast contract claims as fraud claims by arguing that they 
‘really’ involve deception or misrepresentation.” Freeman In-
vestments, L.P. v. Pacific Life Ins. Co., 704 F.3d 1110, 1116 (9th 
Cir. 2013) (reversing dismissal of similar breach of contract 
case). That’s why we should reverse the dismissal of this com-
plaint, which alleges only breach of contract and breach of fi-
duciary duty, not any form of fraud or negligent misrepresen-
tation. 

Plaintiff’s breach of contract claim is simple: my contract 
with the bank spelled out the fees the bank would charge for 
its services. The bank breached the contract by charging addi-
tional fees. Plaintiff can prove that claim without proving any 
misrepresentation or omission of material fact. 

To affirm dismissal, however, my colleagues transform 
this simple claim for breach of contract into one of “omission 
of a material fact.” The “omitted fact” was that the bank was 
breaching the contract by charging the unauthorized fees. By 
this sort of reverse alchemy, my colleagues turn gold into lead. 
They use logic that other circuits have rejected and transform 
an ordinary state-law claim for breach of contract into a 
leaden and doomed claim under federal securities law. I re-
spectfully dissent. 

The opinions in this case and Holtz v. JPMorgan Chase Bank, 
N.A., No. 13-2609, widen an already existing circuit split un-
der SLUSA. They also head in the wrong direction. They take 
our circuit to a position that: (a) departs from the statutory 
text; (b) loses sight of Congress’s efforts in SLUSA to protect 
federalism interests; (c) selects a standard for SLUSA preemp-
tion that is difficult to administer and will produce arbitrary 
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results; and (d) takes special-interest legislation to extraordi-
nary lengths. The opinions shelter the wrongful conduct of 
powerful financial institutions from the only viable means to 
enforce contractual and fiduciary duties. 

We should instead apply the standard adopted in the Sec-
ond, Third, and Ninth Circuits, which allows class actions un-
der state contract and fiduciary law where the plaintiffs can 
prevail on their claims without proving the defendants en-
gaged in deceptive misrepresentations or omissions. In re 
Kingate Management Ltd. Litig., 784 F.3d 128, 149, 152 (2d Cir. 
2015); Freeman Investments, 704 F.3d at 115–16; LaSala v. Bordier 
et Cie, 519 F.3d 121, 141 (3d Cir. 2008). 

I. SLUSA: The Securities Fraud Core and the Issue of Expansion 
to Contract Claims 

The general story of “SLUSA,” the acronym for the Secu-
rities Litigation Uniform Standards Act of 1998, is well 
known. In 1995, Congress enacted stringent new pleading 
standards for private federal securities fraud litigation in the 
Private Securities Litigation Reform Act. Securities plaintiffs 
and their lawyers responded to the 1995 Act by bringing se-
curities fraud claims involving securities traded on national 
markets in state courts under state law. 

Congress enacted SLUSA to prevent such avoidance of the 
standards of the 1995 Act. See Merrill Lynch, Pierce, Fenner & 
Smith Inc. v. Dabit, 547 U.S. 71, 82 (2006). SLUSA includes pro-
visions in 15 U.S.C. §§ 77p(b) and 78bb(f)(1) to bar plaintiffs 
from using fraud class actions under state statutes or common 
law in connection with the purchase or sale of a security 
traded on a national exchange. In that core application, 
SLUSA seems to be working. The controversial question is 
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whether SLUSA preemption reaches so far as to bar class ac-
tions asserting not fraud but only state-law claims for breach 
of contract or breach of fiduciary duty. If it does, then defend-
ants can manage some extraordinary feats of legal jiu-jitsu to 
avoid liability for wrongdoing: 

Start with a plaintiff, a customer of a bank or securities 
firm, who believes that she and other customers are the vic-
tims of systematic breaches of contract and fiduciary duty. She 
knows she does not have a viable claim under federal securi-
ties law or for common-law fraud. She files a class action in 
state court under state contract and fiduciary law. The defend-
ant removes to federal court and argues for dismissal under 
SLUSA. The jiu-jitsu move is that the defendant then em-
braces a sweeping approach to federal securities law. It argues 
that the plaintiff could assert a securities fraud claim (though 
perhaps a fatally flawed one), that that’s what she must really 
be doing, and that only her artful pleading conceals that 
claim. If this logical flip works, SLUSA requires dismissal of a 
perfectly good contract claim. 

In our prior SLUSA cases, we have taken care to leave 
room for state-law claims for breach of contract, at least. See 
Kurz v. Fidelity Management & Research Co., 556 F.3d 639, 640 
(7th Cir. 2009). By extending SLUSA preemption to dismiss 
the state-law class actions in Goldberg and Holtz, my col-
leagues effectively immunize a favored category of defend-
ants—banks and securities businesses—from liability for their 
breaches of contract and fiduciary duty. That is an erroneous 
interpretation of SLUSA. 

The critical statutory language describes which state-law 
class actions are not permitted: 
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No covered class action based upon the statu-
tory or common law of any State or subdivision 
thereof may be maintained in any State or Fed-
eral court by any private party alleging— 

(A) a misrepresentation or omission of a material fact 
in connection with the purchase or sale of a cov-
ered security; or 

(B) that the defendant used or employed any 
manipulative or deceptive device or contrivance 
in connection with the purchase or sale of a cov-
ered security. 

15 U.S.C. § 78bb(f)(1). The key phrase in (A), “alleging a mis-
representation or omission of a material fact,” is of course the 
language of fraud and negligent misrepresentation, and (B) 
also echoes the prohibitions of federal securities law. 

How might one transform a complaint alleging only 
breach of contract and breach of fiduciary duty into one “al-
leging a misrepresentation or omission of a material fact”? 
The problem is that parties who disagree about the meaning 
of their contract will often believe and allege that the counter-
party has told them something that is not true or has failed to 
disclose something, such as that party’s different interpreta-
tion of the contract. Also, a fiduciary owes a beneficiary a duty 
of candor, see generally Restatement (Third) of Trusts §§ 82 
(duty to provide information), 109 (duty to account for prin-
cipal and income). A breach of that duty can look a lot like an 
“omission of a material fact.” 

II. The Circuit Split 

How should a court apply SLUSA to such class action 
complaints alleging state-law claims for breaches of contract 
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and fiduciary duty? This question has produced at least a 
three- or four-way circuit split. 

Since the 2012 oral argument in this case, the Second and 
Ninth Circuits have adopted the approach that I believe is 
best: a class action claim is barred by SLUSA only if the plain-
tiff’s claim requires proof of a misrepresentation or omission 
of material fact. This approach avoids both the risks of artful 
pleading by plaintiffs and the jiu-jitsu move by defendants. It 
bars claims that are, in substance, for fraud or negligent mis-
representation yet allows contract and fiduciary claims to go 
forward. This approach is most consistent with the statute’s 
text and purposes, and it is administrable and fair.1 

In Freeman Investments, L.P. v. Pacific Life Ins. Co., 704 F.3d 
1110 (9th Cir. 2013), the defendant had sold variable universal 
life insurance policies to the plaintiffs. The plaintiffs alleged 
that the defendant had breached their contracts and a duty of 
good faith and fair dealing by charging policyholders an ex-
cessive “cost of insurance.” The original complaint had in-
cluded allegations of systematic concealment and deceit in-
volving hidden fees. Those allegations provided fuel for the 
defendants’ argument that these were allegations of misrep-
resentations and omissions of material facts so that SLUSA 
should apply. The district court agreed and dismissed. 

In an opinion by then-Chief Judge Kozinski, the Ninth Cir-
cuit reversed, explaining that SLUSA preemption should de-
pend on what the plaintiffs would be required to show to prove 
their claims: 

                                                 
1 The recent Second and Ninth Circuit cases explain why my descrip-

tion of the circuit split differs from that in Judge Flaum’s concurrence. 
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To succeed on this [contract] claim, plaintiffs need 
not show that Pacific misrepresented the cost of in-
surance or omitted critical details. They need only 
persuade the court that theirs is the better read-
ing of the contract term. See Yount v. Acuff Rose–
Opryland, 103 F.3d 830, 836 (9th Cir. 1996). 
“[W]hile a contract dispute commonly involves 
a ‘disputed truth’ about the proper interpreta-
tion of the terms of a contract, that does not 
mean one party omitted a material fact by fail-
ing to anticipate, discover and disabuse the 
other of its contrary interpretation of a term in 
the contract.” Webster v. N.Y. Life Ins. and Annu-
ity Corp., 386 F. Supp. 2d 438, 441 (S.D.N.Y. 
2005). Just as plaintiffs cannot avoid SLUSA 
through crafty pleading, defendants may not re-
cast contract claims as fraud claims by arguing that 
they “really” involve deception or misrepresentation. 
Id.; see also Walling v. Beverly Enters., 476 F.2d 
393, 397 (9th Cir. 1973) (“Not every breach of a 
stock sale agreement adds up to a violation of 
the securities law.”). 

704 F.3d at 1115–16 (emphasis added). 

 In Kingate Management, 784 F.3d 128, the Second Circuit 
adopted essentially the same approach in a complex case 
against some of the “feeder funds” for Bernie Madoff’s Ponzi 
scheme. The plaintiffs asserted 28 claims, which the Second 
Circuit organized in five groups. Most relevant for our pur-
poses are the “Group 4” and “Group 5” claims for breaches of 
contract and fiduciary duty and other non-fraud tort theories, 
and for recovery of professional fees that were calculated in 
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error or charged for services performed poorly. The district 
court had dismissed the entire case under SLUSA.  

The Second Circuit reversed in a thorough opinion by 
Judge Leval. SLUSA preempted some claims alleging that the 
defendants themselves had engaged in fraudulent or negli-
gent misrepresentations. SLUSA did not preempt the claims 
for breaches of contract or fiduciary duty or for fees. Those 
claims would not require the plaintiffs to prove that the de-
fendants had misrepresented or omitted material facts, so 
they were not preempted by SLUSA. 784 F.3d at 151–52. Ac-
cord, LaSala v. Bordier et Cie, 519 F.3d 121, 141 (3d Cir. 2008) 
(reversing dismissal; SLUSA preemption would not apply to 
breach of fiduciary duty claims unless allegation of misrepre-
sentation operates as “factual predicate” for claim; extraneous 
allegations would not support SLUSA preemption) (Pollak, 
J.); Norman v. Salomon Smith Barney, Inc., 350 F. Supp. 2d 382, 
387–88 (S.D.N.Y. 2004) (Lynch, J.) (“Plaintiffs’ claim is simply 
that Salomon said it would do something in exchange for 
plaintiffs’ fees, and then didn’t do what it had promised. The 
fact that the actions underlying the alleged breach could also 
form the factual predicate for a securities fraud action by dif-
ferent plaintiffs cannot magically transform every dispute be-
tween broker-dealers and their customers into a federal secu-
rities claim—the mere ‘involvement of securities [does] not 
implicate the anti-fraud provisions of the securities laws.’”). 

The Sixth Circuit takes a different approach. It does not 
consider whether allegations of fraud are required to prove 
the plaintiffs’ contract claim: “[SLUSA] does not ask whether 
the complaint makes ‘material’ or ‘dependent’ allegations of 
misrepresentations in connection with buying or selling secu-
rities. It asks whether the complaint includes these types of 
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allegations, pure and simple.” Segal v. Fifth Third Bank, N.A., 
581 F.3d 305, 311 (6th Cir. 2009), quoted in Atkinson v. Morgan 
Asset Mgmt., Inc., 658 F.3d 549, 555 (6th Cir. 2011). This seem-
ingly textual approach is not symmetrical, however. If the 
plaintiff has omitted allegations of fraud, the Sixth Circuit in-
structs district courts to treat the omission as artful pleading, 
to imply the toxic allegations, and to dismiss. Atkinson, 658 
F.3d at 555, following Segal, 581 F.3d at 310–11. 

Before today’s decisions in Holtz and Goldberg, we applied 
a third standard for deciding when a contract or fiduciary 
claim might be preempted. In Kurz v. Fidelity Management & 
Research, 556 F.3d at 641, and Brown v. Calamos, 664 F.3d 123, 
127 (7th Cir. 2011), we signaled that SLUSA would not 
preempt contract claims. In Brown, we addressed the prob-
lems I discuss here. We allowed considerably more room for 
contract class actions, but under a standard that is difficult to 
administer. Brown requires a court to look at a complaint and 
to prophesy whether “it is likely that an issue of fraud will 
arise in the course of the litigation.” 664 F.3d at 128–29. 

While I believe plaintiff should prevail here under the bet-
ter rule adopted by the Second, Ninth, and Third Circuits, 
plaintiff should also prevail under Brown. Her breach of con-
tract claim requires her to show only that the contract with the 
bank authorized certain fees and that the bank breached the 
contract by charging additional fees (in the form of retaining 
the “sweep fees” paid for the investment of plaintiffs’ funds). 
There is no need for fraud to become an issue. 

In both this case and Holtz, however, my colleagues go be-
yond the Brown standard and adopt a new, fourth standard 
that is different from any other circuit’s approach. Under 
Goldberg and Holtz, now, virtually any breach of contract claim 
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is preempted. If the defendant had told the plaintiff what it 
was actually doing, the plaintiff’s acquiescence could have 
been treated as a modification or waiver of the relevant con-
tract terms. Thus can virtually any breach of contract claim by 
the customer of a securities firm be transformed into a 
doomed securities fraud claim that must be dismissed. 

My colleagues offer a couple of interesting exceptions, 
though. One is for negligent breaches of contract, “by mis-
take.” Holtz, — F.3d at — (slip op. at 7). Why the defendant’s 
state of mind should matter to a breach of contract claim is 
not explained, as a matter of either contract law or federal se-
curities law. SLUSA surely preempts claims for negligent mis-
representation as well as those for intentional fraud. (Recall 
that SLUSA preemption does not include a scienter require-
ment.) This proposed exception has no apparent basis in the 
text of SLUSA and seems entirely arbitrary. 

The second exception is for breaches of contract that occur 
after a plaintiff has already invested her money, presumably 
because such a breach is not “in connection with” the pur-
chase or sale of a covered security. While the statutory text 
seems to support this exception, it is likely to have little mean-
ing. In this case, for example, if the bank’s retention of the 
sweep fees was a breach of contract, it happened every day, 
and “in connection with” the bank’s purchases and sales of 
the securities with plaintiff’s capital. In any event, the limited 
scope of this exception will surely produce arbitrary results.2 

                                                 
2 Circuits have also divided on two related procedural questions: 

whether SLUSA preemption should be analyzed and applied to the entire 
civil action or claim-by-claim, and whether a plaintiff whose complaint or 
claim is deemed preempted should have any opportunity to amend the 
pleading to cure the problem. Compare, e.g., Kingate, 784 F.3d at 152–53 
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III. The Merits of Preempting Contract Claims 

Only the Supreme Court can settle this three- or four-way 
circuit split. The Second Circuit’s opinion in Kingate, the 
Ninth’s in Freeman, and the Third’s in Bordier explain well why 
the best approach to this preemption problem is to ask 
whether the plaintiffs would be required to prove a misrepre-
sentation or omission of a material fact. I offer a few addi-
tional thoughts prompted by my colleagues’ opinions in this 
case and Holtz. 

First, my colleagues take statutory purpose too far. The 
core of their thinking appears in Holtz: “Allowing plaintiffs to 
avoid [SLUSA] by contending that they have ‘contract’ claims 
about securities, rather than ‘securities’ claims, would render 
[SLUSA] ineffectual, because almost all federal securities suits 
could be recharacterized as contract suits about the securities 
involved.” — F.3d at — (slip op. at 4). 

My colleagues have lost sight of a point that we and the 
Supreme Court have made repeatedly: “no legislation pur-
sues its purposes at all costs. Deciding what competing values 
will or will not be sacrificed to the achievement of a particular 

                                                 
(applying SLUSA preemption claim-by-claim), with Atkinson, 658 F.3d at 
555–56 (in dicta, one preempted claim requires dismissal of entire case); 
also compare, e.g., Freeman, 704 F.3d at 1116 (allowing amendment), and 
U.S. Mortgage, Inc. v. Saxton, 494 F.3d 833, 842–43 (9th Cir. 2007) (allowing 
amendment), with Brown, 664 F.3d at 131 (not allowing amendment). I 
agree with the claim-by-claim approach and allowing plaintiffs who can 
avoid SLUSA preemption to do so by amendment. Especially under post-
Iqbal federal civil pleading standards, plaintiffs have strong incentives to 
say more than is necessary in their complaints. Alleging a little more than 
necessary should not be fatal. 
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objective is the very essence of legislative choice—and it frus-
trates rather than effectuates legislative intent simplistically 
to assume that whatever furthers the statute’s primary objec-
tive must be the law.” Rodriguez v. United States, 480 U.S. 522, 
525–26 (1987); see also, e.g., Board of Governors of Federal Re-
serve System v. Dimension Financial Corp., 474 U.S. 361, 373–74 
(1986) (“Application of ‘broad purposes’ of legislation at the 
expense of specific provisions ignores the complexity of the 
problems Congress is called upon to address and the dynam-
ics of legislative action. Congress may be unanimous in its in-
tent to stamp out some vague social or economic evil; how-
ever, because its Members may differ sharply on the means 
for effectuating that intent, the final language of the legisla-
tion may reflect hard-fought compromises.”); Covalt v. Carey 
Canada, Inc., 860 F.2d 1434, 1439 (7th Cir. 1988) (“Courts do not 
strive for ‘more’ of all legislative objectives, however; laws 
have both directions and limits, and each must be scrupu-
lously honored.”). 

We have made the same point more colorfully, in a way 
that applies directly here: “When special interests claim that 
they have obtained favors from Congress, a court should ask 
to see the bill of sale. Special interest laws do not have ‘spirits,’ 
and it is inappropriate to extend them to achieve more of the 
objective the lobbyists wanted.” Chicago Prof’l Sports Ltd. 
P’ship v. Nat'l Basketball Ass’n, 961 F.2d 667, 671 (7th Cir. 1992). 

The banks and securities businesses that won passage of 
SLUSA did not win a broad preemptive provision for all class 
action claims that might be made in connection with pur-
chases or sales of covered securities. They certainly did not 
win passage of language preempting state-law claims for 
breach of contract or fiduciary duty. The enacted language 
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preempts covered class action claims that allege “a misrepre-
sentation or omission of material fact.” That language obvi-
ously calls to mind the law of fraud and (because there is no 
mention of scienter) negligent misrepresentation. See also 
Chadbourne & Parke LLP v. Troise, 571 U.S. —, —, 134 S. Ct. 
1058, 1068–69 (2014) (rejecting purpose-based efforts to ex-
pand reach of SLUSA). 

My colleagues’ approach also fails to give effect to the fed-
eralism balance struck in SLUSA. As the Supreme Court 
pointed out in Dabit, the statute was drafted to preserve cer-
tain specific roles for state securities law and securities regu-
lators. See Dabit, 547 U.S. at 87–88, discussing 15 U.S.C. 
§ 78bb(f)(3), (f)(4), & (f)(5)(C); see also 15 U.S.C. § 77p (paral-
lel provisions under 1933 Securities Act). The Dabit Court 
noted that including these explicit “carve-outs” for state law 
“both evinces congressional sensitivity to state prerogatives 
in this field and makes it inappropriate for courts to create 
additional, implied exceptions.” Id. (rejecting implied excep-
tion for fraud claims alleging inducement not to sell or pur-
chase securities); accord, Chadbourne & Parke, 571 U.S. at —, 
134 S. Ct. at 1068–69 (interpreting SLUSA to respect its limits 
and to preserve roles for state law and state courts). 

That same federalism balance should persuade federal 
courts not to find in SLUSA implied authority to sweep up 
claims arising only under state law of contract and fiduciary 
duty. The Congress that took such care to leave room for cer-
tain state securities laws and enforcement powers would be 
surprised by these decisions. It would be surprised to learn 
that federal courts are reading the statute to give special priv-
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ileges to banks and securities businesses by preventing effec-
tive enforcement against them of such core areas of state law 
as contract and fiduciary law.3  

My colleagues’ expansive reading of SLUSA also conflicts 
with the Supreme Court’s approach to a closely related feder-
alism issue in Merrill Lynch, Pierce, Fenner & Smith Inc. v. Man-
ning, 578 U.S. —, 136 S. Ct. 1562 (2016). The issue in Manning 
was whether section 27 of the Securities Exchange Act of 1934, 
which grants exclusive federal jurisdiction over actions 
“brought to enforce” Exchange Act requirements, extends to 
a complaint that is filed in state court and alleges only state-
law claims, but mentions federal securities law. The unani-
mous Court said no, holding that the standard under section 
27 is the same as the “arising under” rule for federal question 
jurisdiction under 28 U.S.C. § 1331, so that it applies when 
federal law creates the cause of action asserted and in a nar-
row category of cases where a state-law claim will necessarily 

                                                 
3 My colleagues find support for their expansive treatment of SLUSA 

in Northwest, Inc. v. Ginsberg, 572 U.S. —, 134 S. Ct. 1422 (2014), which held 
that a state-law claim against an airline for breaching an implied covenant 
of good faith and fair dealing was preempted by the Airline Deregulation 
Act. See Holtz, — F.3d at — (slip op. at 4–5). The simple answer to this 
argument is that the preemptive language in the Airline Deregulation Act 
is much broader than the relevant language in SLUSA. The Airline Dereg-
ulation Act provides that states “may not enact or enforce a law, regula-
tion, or other provision having the force and effect of law related to a price, 
route, or service of an air carrier that may provide air transportation under 
this subpart.” 49 U.S.C. § 41713(b)(1) (emphasis added). To the extent 
Northwest is relevant here, it might affect only plaintiff’s fiduciary duty 
claim, not her claim that the bank simply breached the fee provision of the 
written contract by charging extra fees not authorized by the contract. 
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raise a disputed and substantial issue of federal law. 578 U.S. 
at —, 136 S. Ct. at 1569–70. 

Most salient for these cases is the Court’s federalism rea-
soning. 578 U.S. at —, 136 S. Ct. at 1573–75 (Part II-C). The 
Court warned against reading grants of exclusive federal ju-
risdiction too broadly, so as to interfere with state law and 
state courts: 

Out of respect for state courts, this Court has 
time and again declined to construe federal ju-
risdictional statutes more expansively than their 
language, most fairly read, requires. We have 
reiterated the need to give “[d]ue regard [to] the 
rightful independence of state governments”—
and more particularly, to the power of the States 
“to provide for the determination of controver-
sies in their courts.” Romero, 358 U.S., at 380 
(quoting Healy v. Ratta, 292 U.S. 263, 270 (1934); 
Shamrock Oil & Gas Corp. v. Sheets, 313 U.S. 100, 
109 (1941)). Our decisions, as we once put the 
point, reflect a “deeply felt and traditional reluc-
tance ... to expand the jurisdiction of federal 
courts through a broad reading of jurisdictional 
statutes.” Romero, 358 U.S., at 379. That interpre-
tive stance serves, among other things, to keep 
state-law actions like Manning’s in state court, 
and thus to help maintain the constitutional bal-
ance between state and federal judiciaries. 

578 U.S. at —, 136 S. Ct. at 1573. 
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Manning shows that Congress must use clear language if 
it intends to order federal courts to intrude into long-estab-
lished realms of state law and state courts. The statutory lan-
guage and standards in these cases are not identical, of course, 
but Manning was enforcing limits on a grant of exclusive fed-
eral jurisdiction. The Court explained that “it is less troubling 
for a state court to consider such an issue of [federal securities 
law] than to lose all ability to adjudicate a suit raising only 
state-law causes of action.” 578 U.S. at —, 136 S. Ct. at 1574. In 
Manning itself, the state-law complaint actually mentioned 
the federal securities laws but did not rely upon them for re-
lief. The Court rejected Merrill Lynch’s argument, akin to my 
colleagues’ approach here and in Holtz, that a judge should go 
beyond the face of the complaint and find “artful pleading,” 
leaving no room for state law in the case simply because the 
plaintiff might have tried to assert a claim under federal law, 
but did not. Proper respect for the role of states and their laws 
should lead us to reject the similar attempted expansion of 
SLUSA preemption in this case and Holtz. 

Finally, the rule of the Second, Ninth, and Third Circuits 
also has the benefit of being easier to administer fairly. As 
noted, our earlier Brown opinion requires judges to be proph-
ets, looking at complaints and predicting whether fraud is 
likely to be an issue. The more expansive approach taken in 
this case and Holtz will likely produce results that are unpre-
dictable, unfair, or both. When the defendants in Manning 
suggested a similar approach, the Supreme Court said it had 
“no idea how a court would make that judgment” and said 
that avoiding this “tortuous inquiry into artful pleading is one 
more good reason to reject” the approach. 578 U.S. at —, 136 
S. Ct. at 1575. 
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We should focus instead on whether a misrepresentation 
or omission of material fact is an element of the plaintiff’s 
cause of action, as the Second and Ninth Circuits did in 
Kingate and Freeman. This would provide a straightforward 
standard consistent with the statutory language of fraud—“a 
misrepresentation or omission of a material fact.” It can be ap-
plied fairly at the pleading stage, preventing both truly artful 
pleading by plaintiffs and unfair recasting of contract and fi-
duciary claims as securities claims. 
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West Virginia Pipe Trades Health and Welfare Fund, Employees’ Retirement

System of the State of Hawaii, and Union Asset Management Holding AG

(collectively, “Appellants”) appeal the grant of summary judgment to Medtronic, Inc.

in their securities fraud class action.  The district court granted summary judgment

to Medtronic after determining that Appellants’ claims are time-barred.  For the

reasons discussed below, we vacate the summary judgment order and remand for

further proceedings.

I.

Appellants are retirement and investment funds who brought a consolidated

class action for securities fraud against Medtronic and several of its officers and

senior managers for actions related to Medtronic’s INFUSE product.  INFUSE is the

trade name of rhBMP-2, a bone morphogenetic protein that causes the body to

develop new bone tissue.  Medtronic developed INFUSE as an alternative to bone

grafting procedures, and the FDA approved it for use in lower back spinal fusion

surgeries in 2002.  In a traditional autograft spinal fusion procedure, the vertebrae are

fused using a bone graft taken from the patient’s hip bone.  In the INFUSE procedure,

the vertebrae are fused using a thimble-shaped titanium cage containing an INFUSE-

soaked collagen sponge.  INFUSE is a key component of Medtronic’s multi-billion

dollar spinal segment.

Medtronic sponsored the FDA clinical trials, and all thirteen of the resulting

articles included authoring physicians who had financial interests in INFUSE. 

Pharmaceutical companies frequently sponsor the medical research of their products. 

However, the FDA specifically considered conflicts of interest during the INFUSE

approval process.  The FDA approved INFUSE only for use in lumbar spinal fusion

surgeries, some dental surgeries, and for treating certain shin fractures.  However, up

to eighty-five percent of INFUSE use was off-label.  In 2008, the FDA issued a public

health notification associating off-label uses of INFUSE with life-threatening throat
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and neck swelling.  In 2008, an unrelated party brought a class action against

Medtronic alleging that it violated securities laws by promoting off-label use of

INFUSE.  See Minneapolis Firefighters’ Relief Ass’n v. Medtronic, Inc., 278 F.R.D.

454, 456 (D. Minn. Dec. 12, 2011).  In 2011, the FDA refused to approve AMPLIFY,

a high-strength version of INFUSE, because of concerns it may cause cancer.

In 2010, articles in the Milwaukee Journal Sentinel expressed concern that the

doctors authoring the Medtronic-sponsored INFUSE clinical studies had significant

financial ties to Medtronic and reported test results twice as favorable as those of

independent studies.  Letters to the editor of the Journal of Bone and Joint Surgery

raised questions about the link between INFUSE and retrograde ejaculation (a

condition that causes male sterility).  One of the physicians who authored the

INFUSE clinical studies, Dr. Kenneth Burkus, penned a response denying any link. 

On May 25, 2011, the Milwaukee Journal Sentinel published an article stating that

Medtronic and doctors with financial ties to Medtronic were aware of the risk of

retrograde ejaculation but did not disclose it.

On the same day, Dr. Eugene Carragee, an independent doctor from the

Stanford University School of Medicine, published a clinical study in The Spine

Journal linking INFUSE with a risk of sterility in men.  A commentary on Dr.

Carragee’s study by Dr. James Kang of the University of Pittsburgh School of

Medicine noted that the original Medtronic-sponsored publications did not report any

adverse events despite the incidence of retrograde ejaculation, and Dr. Kang

concluded that the conflict of interest was the only explanation for the difference

between the studies.  The New York Times summarized Dr. Carragee’s study and

incorporated a response from one of the authors of a Medtronic-sponsored study, Dr.

Thomas Zdeblick, who implied that the Carragee study was misleading.

On June 22, 2011, the Senate Finance Committee issued a press release

announcing an investigation into Medtronic and INFUSE.  The press release
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expressed concern over Medtronic’s undisclosed financial ties with doctors.  The next

day, the Wall Street Journal summarized the Committee press release and reported

the amount of royalties Dr. Burkus and Dr. Zdeblick had received.  On June 28, 2011,

The Spine Journal devoted its entire issue to articles concerning INFUSE and

included an article authored by Dr. Carragee that extensively analyzed the Medtronic-

sponsored clinical studies.  Dr. Carragee explained that the studies employed

significantly flawed methodologies and failed to report adverse events.  However, Dr.

Carragee specifically refrained from drawing any conclusion about the doctors’

motives.

In October 2012, the Senate Finance Committee released its investigation

report on INFUSE.  The Committee found that Medtronic “was heavily involved in

drafting, editing, and shaping the content of medical journal articles authored by its

physician consultants who received significant amounts of money through royalties

and consulting fees from Medtronic.”  The Committee also found that Medtronic

employees added language designed to exaggerate the disadvantages of standard

spinal fusion techniques and recommended against publishing a complete list of

adverse events associated with INFUSE.  Finally, the committee found that Medtronic

had attempted to adopt weaker safety rules for its clinical trials.

Appellants filed suit on June 27, 2013 against Medtronic, its officers and senior

managers, and the doctors who authored the Medtronic-sponsored clinical studies. 

Appellants alleged a number of securities laws violations, including making false

statements and employing a scheme to defraud the market.  The district court initially

dismissed Appellants’ scheme liability claims against the physician-authors and

dismissed some of the false statement claims against Medtronic.  However, the

district court did not dismiss one false statement claim, the scheme liability claim, or

the control liability claim against Medtronic.  The litigation proceeded, and

Medtronic eventually moved for summary judgment on all claims.  The district court

granted the motion, holding that the two-year statute of limitations barred all claims. 
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Appellants only appeal the grant of summary judgment on their scheme liability

claim.  In addition to the statute of limitations, Medtronic argues alternatively that

Janus Capital Group, Inc. v. First Derivative Traders, 564 U.S. 135 (2011), and

Stoneridge Investment Partners, LLC v. Scientific-Atlanta, Inc., 552 U.S. 148 (2008),

bar Appellants’ scheme liability claim as a matter of law because it attempts to hold

Medtronic secondarily liable for the fraudulent statements of others.

II.

A. Statute of Limitations

The court reviews a grant of summary judgment de novo, viewing the facts in

the light most favorable to the nonmovant.  Harris v. Mortg. Prof’ls, Inc., 781 F.3d

946, 948 (8th Cir. 2015).  Summary judgment is appropriate when “the movant is

entitled to judgment as a matter of law.” Id. (quoting Fed. R. Civ. P. 56(a)).  “We

review the district court’s determination of statute-of-limitations de novo.”  In re

ADC Telecomms., Inc. Sec. Litig., 409 F.3d 974, 976 (8th Cir. 2005).

Section 10b of the Securities Exchange Act of 1934, 15 U.S.C. § 78j(b), makes

illegal the use of a manipulative or deceptive device in connection with the sale or

purchase of a security by any instrumentality of interstate commerce.  17 C.F.R.

§ 240.10b-5 implements § 10b, see Pub. Pension Fund Grp. v. KV Pharm. Co., 679

F.3d 972, 980 (8th Cir. 2012), and establishes two kinds of liability: false statement

liability (17 C.F.R. § 240.10b-5(b)) and scheme liability (17 C.F.R. § 240.10b-5(a),

(c)).  Scheme liability concerns the use of “any device, scheme, or artifice to defraud”

and “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.”  17 C.F.R. § 240.10b-5(a), (c).  28 U.S.C. § 1658(b) establishes the relevant

statute of limitations:
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[A] private right of action that involves a claim of fraud, deceit,
manipulation, or contrivance in contravention of a regulatory
requirement concerning the securities laws, as defined in section
3(a)(47) of the Securities Exchange Act of 1934 (15 U.S.C. 78c(a)(47)),
may be brought not later than the earlier of— 

(1) 2 years after the discovery of the facts constituting the
violation; or

(2) 5 years after such violation.

“‘[D]iscovery’ as used in this statute encompasses not only those facts the plaintiff

actually knew, but also those facts a reasonably diligent plaintiff would have known.” 

Merck & Co., Inc. v. Reynolds, 559 U.S. 633, 648 (2010).  However, mere inquiry

notice is not sufficient.  See id. at 651.  The following elements comprise a scheme

liability claim under 17 C.F.R. § 240.10b-5(a) and (c): “the defendant (1) committed

a deceptive act (2) with scienter, (3) that the act affected the market for securities or

was otherwise in connection with their purchase or sale, and (4) that defendants’

actions caused the plaintiffs’ injuries.”  In re Parmalat Sec. Litig., 414 F. Supp. 2d

428, 432 (S.D.N.Y. 2006).  Although the law is unsettled as to whether all of the

scheme liability elements are “facts constituting the violation” within the meaning of

§ 1658(b)(1),  at a minimum the commission of a deceptive act and scienter are “facts1

constituting the violation.”  See Merck, 559 U.S. at 648-49 (quoting 28 U.S.C.

§ 1658(b)(1)).  Accordingly, if Appellants did not discover or with reasonable

diligence would not have discovered the particular facts constituting the deceptive act

and the facts showing scienter prior to June 27, 2011, the statute of limitations does

not bar Appellants’ claim.

In Merck & Co., Inc. v. Reynolds, the Supreme Court specifically left1

unresolved whether facts concerning a plaintiff’s reliance, loss, and loss causation are
among the facts constituting the violation that must be discovered in order for the
statute of limitations to begin to run.  559 U.S. at 649.
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While Appellants may have had reason to be suspicious of Medtronic’s conduct

concerning INFUSE prior to June 27, 2011, we conclude that a reasonably diligent

plaintiff would not have discovered facts sufficient to plead scienter based on public

information existing prior to June 27, 2011.   To plead scienter adequately, “plaintiffs2

must ‘state with particularity facts giving rise to a strong inference that the defendant

acted with the required state of mind.’”  Tellabs, Inc. v. Makor Issues & Rights, Ltd.,

551 U.S. 308, 313 (2007) (quoting 15 U.S.C. § 78u-4(b)(2)).  “To qualify as ‘strong’

within the intendment of § 21D(b)(2) [of the PSLRA, 15 U.S.C. § 78u-4(b)(2)], . . . an

inference of scienter must be more than merely plausible or reasonable—it must be

cogent and at least as compelling as any opposing inference of nonfraudulent intent.” 

Id.  The Milwaukee Journal Sentinel articles in late 2010 described in detail the

significant financial ties between Medtronic and the physician-authors.  These articles

also explained that Medtronic-sponsored studies produced test results twice as

favorable as independent studies and noted that independent doctors attributed

INFUSE’s success largely to the positive findings of Medtronic-affiliated surgeons. 

However, the December 26, 2010 article explained that “[t]here is no evidence any

of the surgeons who have published articles on BMP-2 received royalties they did not

deserve.”

Additionally, Dr. Kang’s commentary on May 25, 2011 characterized the

problem as industry-wide, emphasizing that favorable reported results are a natural

consequence of corporate-sponsored research generally.  However, he emphasized

that corporate-sponsored research is “absolutely needed to help advance innovation

and patient care,” but independent studies must check corporate-sponsored research’s

tendency toward bias.  Other articles in The Spine Journal and the Milwaukee Journal

Sentinel also discussed the concerns with INFUSE as exemplifying broader problems

in the pharmaceutical industry and the FDA approval process.  As a result, on May

Accordingly, we need not resolve whether any elements other than the2

commission of a deceptive act and scienter are facts constituting the violation.
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25, 2011, one could reasonably infer that the problems with Medtronic’s studies were

not due to fraud but due to the nature of corporate-sponsored research.  Thus, the

available information did not create the strong inference that Medtronic intended to

employ a scheme to defraud the market by manipulating the clinical studies.  That

scienter did not become apparent until October 2012 when the Senate Finance

Committee released its findings that Medtronic had intentionally edited the studies

to omit unfavorable results.

In finding to the contrary, the district court emphasized three conclusions: (1)

Dr. Carragee’s May 25, 2011 Spine Journal article and the subsequent news reports

were sufficient to demonstrate scienter because they “showcase[d] early revelations

of Medtronic’s drive to dominate the marketplace with INFUSE;” (2) the Minneapolis

Firefighters litigation provided facts sufficient to plead scienter; and (3) the October

2012 Committee report fell outside the class period and was not tied to a drop in

Medtronic stock, so it does not bear on the statute of limitations.  We disagree.  First,

a desire to dominate the marketplace does not constitute scienter to perpetrate fraud

on the market.  Rather, it is a mainstream corporate goal companies regularly achieve

by legitimate means.  That some companies may use fraudulent means to accomplish

that goal does not provide a strong inference that Medtronic intended to defraud the

market.  Second, none of the allegations in the Minneapolis Firefighters litigation

would provide sufficient information to plead scienter in this case.  Minneapolis

Firefighters concerned Medtronic’s alleged promotion of off-label INFUSE use.  It

did not provide relevant information that would have allowed Appellants to assert a

claim that Medtronic intentionally perpetrated a scheme to defraud the market by

paying doctors to conceal INFUSE’s on-label use risks.  See Minneapolis

Firefighters’ Relief Ass’n, 278 F.R.D. at 456.  Finally, whether the Committee report

caused any market reaction concerns the element of loss causation, not scienter. 

Accordingly, the content of the report remains relevant to establishing when

Appellants could have first pleaded scienter.

-8-



As a result, because Appellants could not have discovered with reasonable

diligence sufficient information to plead scienter with the particularity necessary to

survive a motion to dismiss prior to June 27, 2011, Appellants brought their

complaint within the two-year statute of limitations.  The district court did not reach

the five-year statute of repose, and we decline to reach it now in the first instance.

B. Secondary Liability

In the alternative, Medtronic argues that Appellants’ scheme liability claim is

barred as a matter of law by Janus Capital Group, Inc., 564 U.S. 135 (2011), and

Stoneridge Investment Partners, LLC, 552 U.S. 148 (2008).  Medtronic initially

raised this question in a motion to dismiss.  The district court denied the motion as

to this issue and allowed the scheme liability claim to proceed.  The summary

judgment proceedings did not address this argument.  We review the questions of law

de novo, taking the Appellants’ pleadings as true for this purpose.  See Schmidt v. Des

Moines Pub. Sch., 655 F.3d 811, 815 (8th Cir. 2011); Frey v. City of Herculaneum,

44 F.3d 667, 671 (8th Cir. 1995).

As a threshold matter, Appellants contend that the law of the case doctrine

prevents this court from considering this argument.  Appellants’ law of the case

argument is incorrect.  While the district court rejected Medtronic’s Janus and

Stoneridge arguments at the motion to dismiss stage, this court is not bound by the

district court’s determination.  “The law of the case doctrine prevents the relitigation

of a settled issue in a case and requires courts to adhere to decisions made in earlier

proceedings . . . .”  United States v. Bartsh, 69 F.3d 864, 866 (8th Cir. 1995). 

However, the law of the case doctrine provides that once an appellate court has

decided an issue in a case, the district court cannot revisit that determination on

remand.  See In re Raynor, 617 F.3d 1065, 1068 (8th Cir. 2010).  It does not stand for

the reverse proposition “that superior courts are bound by the decisions of inferior

courts.”  Id.  It is well established that this court may affirm on any basis the record
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supports.  Christiansen v. W. Branch Cmty. Sch. Dist., 674 F.3d 927, 934 (8th Cir.

2012).

Medtronic’s argument involves two related but distinct questions.  The first

involves a line of precedent rejecting implied private causes of action for aiding and

abetting a violation of § 10b.  In Central Bank of Denver, N.A. v. First Interstate

Bank of Denver, N.A., the Supreme Court refused to extend the text of § 10b to

encompass a private cause of action against actors that aid and abet other actors’

violations of § 10b.  511 U.S. 164, 191 (1994).  After Central Bank, Congress passed

the Private Securities Litigation Reform Act, which declined to create a private cause

of action for aiding and abetting and instead placed the authority to prosecute claims

against aiders and abetters with the Securities and Exchange Commission. 

Stoneridge, 552 U.S. at 158.  Janus followed, and the Supreme Court reinforced

Central Bank’s rejection of aiding and abetting liability by holding that a private

claim brought under Rule 10b-5 for making false statements may only be brought

against the “person or entity with ultimate authority over the statement, including its

content and whether and how to communicate it.”  564 U.S. at 142.  The Court

explained: “Such suits—against entities that contribute ‘substantial assistance’ to the

making of a statement but do not actually make it—may be brought by the SEC but

not by private parties.”  Id. at 143 (citation omitted).  

The broader scope of scheme liability under Rule 10b-5(a) and (c) potentially

offers plaintiffs a means to circumvent Janus—a situation we encountered in Public

Pension Fund Group v. KV Pharmaceutical Co., 679 F.3d 972 (8th Cir. 2012).  In

that case, investors asserted false statement claims against a pharmaceutical company

for misrepresenting its compliance with FDA regulations in its SEC filings.  The

investors also attempted to assert a scheme liability claim against two of the

pharmaceutical company’s officers, alleging only that the officers had knowledge of

the company’s misrepresentations.  We rejected the scheme liability claim,

emphasizing that “a scheme liability claim must be based on conduct beyond
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misrepresentations or omissions actionable under Rule 10b-5(b).”  Id. at 987. 

Otherwise, plaintiffs could simply recast false statement claims barred under Janus

as scheme liability claims.  See id.  Without alleging that the officers engaged in

conduct beyond misrepresentations, allegations that the officers simply knew about

the company’s misrepresentations were insufficient to support a scheme liability

claim.  Id.  Accordingly, a plaintiff cannot support a scheme liability claim by simply

repackaging a fraudulent misrepresentation as a scheme to defraud.  Rather, a plaintiff

must allege some deceptive act other than the fraudulent misrepresentation.

In coming to this conclusion, this court relied on two cases from our sister

circuits.  KV Pharm. Co., 679 F.3d at 987.  These cases provide good examples of the

kinds of scheme liability claims that do not allege separate deceptive conduct.  In

WPP Luxembourg Gamma Three Sarl v. Spot Runner, Inc., the Ninth Circuit

explained that the plaintiff had not alleged facts separate from those of its Rule 10b-

5(b) omission claim because “[t]he fraudulent scheme allegedly involved the

Defendant-Appellees planning together to not disclose the Founders’ sale of

securities in the secondary offering, and then not disclosing those sales;

fundamentally, this is an omission claim.”  655 F.3d 1039, 1058 (9th Cir. 2011).  The

Ninth Circuit distinguished a Massachusetts case where the defendant allegedly

worked to boost the company’s market price through activities other than omissions

in investor reports.  Id. (citing Swack v. Credit Suisse First Boston, 383 F. Supp. 2d

223, 237 (D. Mass. 2004)).  Likewise, in Lentell v. Merrill Lynch & Co., the Second

Circuit rejected a scheme liability claim where the only market-manipulating conduct

alleged was making a number of misrepresentations.  396 F.3d 161, 177 (2d Cir.

2005).  District courts relying on KV Pharmaceutical have likewise adhered to this

distinction in evaluating scheme liability claims.  See, e.g., Cotter v. Gwyn, 2016 WL

4479510 at *7-8 (E.D. La. Aug. 25, 2016) (sustaining a scheme liability claim where

plaintiff alleged that defendant company approved and facilitated self-interested

transactions in addition to failing to report them); In re Smith Barney Transfer Agent

Litig., 884 F. Supp. 2d 152, 161 (S.D.N.Y. 2012) (sustaining a scheme liability claim

-11-



where plaintiff alleged that defendants not only misleadingly disclosed fees but also

channeled cost savings away from the mutual fund to which they properly belonged);

William L. Thorp Revocable Trust v. Ameritas Inv. Corp., 57 F. Supp. 3d 508, 527

(E.D.N.C. 2014) (rejecting a scheme liability claim where the only alleged deceptive

acts were the oral misrepresentations of an investment agent to his client).

Here, Appellants allege conduct beyond mere misrepresentations or omissions

actionable under Rule 10b-5(b).  Appellants’ scheme liability claim alleges that

Medtronic shaped the content of medical journals by “pa[ying] physicians . . . to

induce their complicity in concealing adverse events and side effects associated with

the use of INFUSE and overstating the disadvantages of alternative bone graft

procedures.”  Although the scheme liability claim also includes allegations that

Medtronic edited language in the clinical studies that the physicians ultimately

published, the act of paying physicians to induce their complicity is the allegation at

the heart of the scheme liability claim.  Paying someone else to make a

misrepresentation is not itself a misrepresentation.  Thus, Appellants do not merely

repackage allegations of misrepresentation as allegations of a scheme.   Janus and KV3

Pharmaceuticals require some conduct other than a misrepresentation to support a

scheme liability claim.  They do not hold that the alleged scheme can never involve

any misrepresentation in order for the scheme liability claim to survive.  See, e.g., In

re Smith Barney, 884 F. Supp. 2d at 161 (sustaining scheme liability claim where

alleged conduct included but was not limited to misleadingly disclosing fees). 

Accordingly, because Medtronic’s alleged deceptive conduct goes beyond mere

misrepresentations or omissions, Janus does not bar Appellants’ scheme liability

claim.

Notably, the Appellants did not assert a false statement claim based on the3

clinical trials.
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The second part of Medtronic’s argument concerns whether Appellants have

sufficiently pleaded that the market relied on Medtronic’s conduct as a matter of law. 

In Stoneridge, Charter Communications and its suppliers engaged in sham

transactions designed to enable Charter to falsify its financial statements.  552 U.S.

at 152-55.  Investors sued the suppliers, asserting both a false statement claim and a

scheme liability claim.  While the investors argued that the suppliers’ participation

in the sham transactions enabled Charter to falsify its statements, the Supreme Court

held that the investors could not demonstrate that they relied on the suppliers’

conduct.  Id. at 159.  “Reliance by the plaintiff upon the defendant’s deceptive acts

is an essential element of the § 10(b) private cause of action.  It ensures that, for

liability to arise, the ‘requisite causal connection between a defendant’s

misrepresentation and a plaintiff’s injury’ exists as a predicate for liability.”  Id. 

(quoting Basic Inc. v. Levinson, 485 U.S. 224, 243 (1988)).  The Court rejected the

false statements claim, concluding that the causal connection between the suppliers

and the falsified financial statements was too attenuated to support a finding of

market reliance where the suppliers’ conduct did not satisfy any presumption of

reliance and the investing public did not have knowledge of the suppliers’ deceptive

acts.  Id.

The Court also rejected the scheme liability claim, emphasizing that “this

[scheme liability] approach does not answer the objection that petitioner did not in

fact rely upon respondents’ own deceptive conduct.”  Id. at 160.  Since Charter filed

the fraudulent financial statements, the suppliers did not make a misrepresentation

that the public relied on.  The suppliers’ participation in sham transactions did not

reach the public and “nothing respondents did made it necessary or inevitable for

Charter to record the transactions as it did.”  Id.  As a result, the causal link between

the false financial statements and the suppliers’ conduct was too remote to

demonstrate reliance.  Id. at 161.  Instead, the Court determined that allowing the

scheme liability claim against the suppliers would “revive in substance the implied

cause of action against all aiders and abettors except those who committed no
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deceptive act in the process of facilitating the fraud.”  Id. at 162-63.  As a result,

under Stoneridge, a plaintiff asserting a scheme liability claim must demonstrate that

the causal connection between the defendants’ alleged deceptive act and the

information on which the market relied is not too remote to support a finding of

reliance.

Unlike the conduct at issue in Stoneridge, the causal connection between

Medtronic’s alleged deceptive conduct and the information on which the market

relied is not too remote to support a finding of reliance.  Medtronic’s alleged

deceptive conduct consists of manipulating the clinical trials by paying the physician-

authors to conceal adverse effects and to overstate the disadvantages of alternative

procedures.  Appellants alleged in their complaint that investors directly relied on the

resulting favorable clinical trials.  Indeed, according to the Appellants’ amended

complaint, in speaking with potential investors, Medtronic’s CEO specifically

emphasized that the company’s products’ strong clinical trial performance

undergirded Medtronic’s competitiveness and sustainability.  As a result, taking the

allegations as true, Medtronic’s deceptive conduct directly caused the production of

the information on which the market relied.  Unlike the suppliers’ conduct in

Stoneridge, Medtronic’s purported conduct would not merely assist or enable the

physician-authors to deceive the market.  Rather, Medtronic’s alleged conduct would

deceive the market with the assistance of the physician-authors.  A company cannot

instruct individuals to take a certain action, pay to induce them to do it, and then

claim any causal connection is too remote when they follow through.  In this way,

Medtronic’s alleged manipulative conduct directly caused the biased clinical trial

results that the market relied upon.  This alleged causal connection is sufficient to

support a finding of reliance.  Thus, Stoneridge’s concern about resurrecting private

aiding and abetting claims does not arise here.  Accordingly, we decline to adopt

Medtronic’s alternate ground for affirmance.
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III.

For the reasons discussed above, we vacate summary judgment and remand for

proceedings not inconsistent with this opinion.

______________________________
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SHEPHERD, Circuit Judge.

Jerry’s Enterprises, Inc. (“JEI”) brought a breach of contract and declaratory

judgment action against its liability insurance carrier, U.S. Specialty Insurance

Company (“U.S. Specialty”).  The conflict concerned the insurance carrier’s refusal

to indemnify JEI for the settlement of a lawsuit.  U.S. Specialty argued that the

underlying suit, brought by a former director of JEI, was excluded from coverage by



language in the directors’ and officers’ liability insurance policy.  On cross-motions

for summary judgment, the district court  ruled in favor of U.S. Specialty.  We note1

jurisdiction over this final order of the lower court, see 28 U.S.C. § 1291, and affirm.

I.  Background

A.  Facts

In 1950, Jerry Paulson founded JEI as a small butcher shop in Edina,

Minnesota.  Over the decades, JEI came to operate a score of retail and grocery stores

in Minnesota, Wisconsin, and Florida.  The closely held family company now

employs approximately 4,000 employees.  As he grew the business, Jerry Paulson

gifted non-voting shares in JEI to his three daughters, including Cheryl Sullivan.  He

also gifted shares to his grandchildren, including Sullivan’s daughters Kelly and

Monica.  Paulson established an estate plan that, upon his death, appointed his

daughters as members of the JEI Board of Directors.  They would remain as directors

until such time as their shares, and those of his grandchildren, were redeemed.

Jerry Paulson died on April 5, 2013.  In accordance with Paulson’s estate plan,

Sullivan became a director of JEI in April, and she held that position until August,

when her shares were redeemed.  At that time, Cheryl Sullivan owned 28.06% of all

outstanding company shares, while Kelly and Monica owned 2.4% and 1.2%,

respectively.  During her stint as a company director, Sullivan raised a number of

concerns with directors of JEI in regards to how her shares were being valued.  These

concerns were never addressed to her satisfaction.

The Honorable John R. Tunheim, Chief Judge, United States District Court for1

the District of Minnesota.
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As a result, Sullivan and her daughters filed suit against JEI, alleging multiple

acts of misconduct by JEI directors designed to lower the value of their shares.  The

complaint contained claims for declaratory judgment, breach of fiduciary duty, aiding

and abetting tortious conduct, equitable relief under Minnesota common and statutory

law, breach of contract, civil conspiracy, and preliminary and permanent injunctive

relief.  All claims were brought jointly by all three plaintiffs. After several months of

negotiation, JEI reached a confidential settlement agreement with Sullivan and her

daughters.  When JEI sought coverage for its defense costs and for sums paid under

the settlement agreement, U.S. Specialty refused to pay.

B.  The Insurance Policy

JEI held a directors’ and officers’ liability insurance policy—Policy No. 14-

MGU-12-A27558—through U.S. Specialty.  Under the policy, U.S. Specialty agreed

to “pay to or on behalf of the Insured Persons [or the Insured Organization] Loss

arising from Claims first made against them during the Policy Period or Discovery

Period (if applicable) for Wrongful Acts.”  (Appellant App. 32.)  There is no dispute

that the Sullivan lawsuit is a claim made during the policy period for wrongful acts. 

The policy defines Insured Person as “any past, present or future director, officer,

managing member, manager or Employee of the Insured Organization . . . .”

(Appellant App. 34.)  Claim is defined, in relevant part, as “any civil proceeding

commenced by service of a complaint or similar pleading.”  (Appellant App. 32.)  

Aside from these particular definitions, JEI’s insurance policy contains two

other provisions significant to this appeal.  The first is the “Insured vs. Insured”

exclusion.  This provision excludes from coverage under the policy any claim:

[B]rought by or on behalf of, or in the name or right of . . . any Insured
Person, unless such Claim is:
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(1) brought and maintained independently of, and without the
solicitation, assistance or active participation of . . . any Insured
Person . . . .

(Appellant App. 69.)

The second significant provision of JEI’s policy is the allocation clause.  This

clause deals with a lawsuit involving both covered and uncovered loss in the

following way:

If Loss covered by this Policy and loss not covered by this Policy are
both incurred in connection with a single Claim, either because the
Claim includes both covered and uncovered matters, or because the
Claim is made both against Insureds and against others not included
within the definition of Insured, the Insureds and the Insurer agree to use
their best efforts to determine a fair and proper allocation of all such
amounts . . . .

(Appellant App. 42.)

C.  Procedural History

After repeated communications between the parties, in which U.S. Specialty

steadfastly refused to extend coverage for the Sullivan settlement and related defense

costs, JEI filed this action in Minnesota state court.  U.S. Specialty subsequently

removed the case to federal district court, which had diversity jurisdiction pursuant

to 28 U.S.C. § 1332.  JEI’s suit alleged claims of breach of contract, declaratory

judgment, and estoppel.  Both parties filed motions for summary judgment in the

district court, raising three primary issues.  First, whether Cheryl Sullivan qualified

as an Insured Person under the insurance policy.  Second, whether the Insured vs.

Insured exclusion applied to Cheryl Sullivan’s claims.  Third, whether the Insured vs.

Insured exclusion applied to the claims brought by Sullivan’s daughters.
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The district court ruled in favor of U.S. Specialty on each issue.  It found that

the plain language of the insurance policy qualified Cheryl Sullivan as an Insured

Person and so the Insured vs. Insured exclusion applied to her claims.  The court also

held that the exclusion applied to the claims brought by Sullivan’s daughters.  On this

last point, the court’s reasoning centered on the nature of the suit.  Each and every

claim of the suit was brought jointly by Sullivan and her daughters.  Therefore, since

the Insured vs. Insured exclusion allows coverage only for claims asserted by Insured

Persons if they are brought independently and without the active participation of the

Insured Person, the claims brought by Sullivan’s daughters were not subject to

coverage under the policy.  

JEI appeals this last ruling of the district court on the issue of coverage for the

claims brought by Sullivan’s daughters.

II.  Discussion

“We review de novo ‘the district court’s interpretation of the terms of the

insurance policy and its’ summary judgment decisions.”  Oakdale Mall Assocs. v.

Cincinnati Ins. Co., 702 F.3d 1119, 1122 (8th Cir. 2013) (quoting Corn Plus Coop.

v. Cont’l Cas. Co., 516 F.3d 674, 678 (8th Cir. 2008)).  We will uphold a grant of

summary judgment “if the movant shows 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 interpretation of an insurance contract is a question of law.  Midwest

Family Mut. Ins. Co. v. Wolters, 831 N.W.2d 628, 636 (Minn. 2013).  “Because this

case is in federal court based on diversity jurisdiction, Minnesota’s substantive law

controls our analysis of the insurance policy.”  Corn Plus, 516 F.3d at 678 (citation

omitted). 

“We must predict how the Supreme Court of Minnesota would rule” if this

issue came before it.  Neth. Ins. Co. v. Main St. Ingredients, LLC, 745 F.3d 909, 913
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(8th Cir. 2014) (citation omitted).  “Under Minnesota law, the insured bears the initial

burden of establishing that coverage exists, at which point the insurer then carries the

burden of demonstrating that a policy exclusion applies.”  Friedberg v. Chubb & Son,

Inc., 691 F.3d 948, 951 (8th Cir. 2012) (citing Travelers Indem. Co. v. Bloomington

Steel & Supply Co., 718 N.W.2d 888, 894 (Minn. 2006)).  If the insurer succeeds, the

burden shifts back to the insured to show that an exception to the exclusion applies. 

Wolters, 831 N.W.2d at 636. 

General contract principles apply to the construction of an insurance policy

under Minnesota law, and we must interpret the policy to effect the intentions of the

parties.  See Thommes v. Milwaukee Ins. Co., 641 N.W.2d 877, 879 (Minn. 2002). 

“An insurance policy ‘must be construed as a whole, and unambiguous language must

be given its plain and ordinary meaning.’”  Wolters, 831 N.W.2d at 636 (quoting

Henning Nelson Constr. Co. v. Fireman’s Fund Am. Life Ins. Co., 383 N.W.2d 645,

652 (Minn. 1986).  “Language in a policy is ambiguous if it is susceptible to two or

more reasonable interpretations.”  Id.  But we will not read ambiguity into the plain

language of an insurance policy.  “The courts ‘must fastidiously guard against the

invitation to create ambiguities where none exist.’”  Oakdale Mall, 702 F.3d at 1122

(quoting Latterell v. Progressive N. Ins. Co., 801 N.W.2d 917, 921 (Minn. 2011)).

A.  The Insured vs. Insured Exclusion

We turn first to the actual language of the exclusion clause.  The language

itself, as it applies to this case, is straightforward: “the Insurer will not be liable to

make any payment of Loss in connection with a Claim brought by . . . any Insured

Person.”  The policy defines Claim, in relevant part, as “any civil proceeding

commenced by service of a complaint.”  Finally, an Insured Person includes any past

director.  In essence, therefore, the Insured vs. Insured exclusion bars coverage for

any lawsuit brought by a former director.  An exception exists if the lawsuit is

brought independently of the former director, and without their active participation.
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Under these circumstances, the exclusion does not apply and coverage is restored for

the lawsuit.

Application of the exclusion to the present case demonstrates that U.S.

Specialty does not owe coverage to JEI.  Cheryl Sullivan is, JEI concedes, an Insured

Person under the policy due to her brief time as a director of JEI’s board.  Her lawsuit

was a civil proceeding commenced by service of a complaint—in other words, a

Claim.  She (along with her two daughters) brought the lawsuit against JEI.  Our

conclusion seems inescapable: loss associated with the Sullivan lawsuit is not

covered under the insurance policy due to the presence of a former

director—Sullivan—as an active participant.

JEI objects to this seemingly straightforward application of the exclusion

clause.  According to JEI, a fundamental principle of Minnesota insurance law is that

exclusion clauses are to be “narrowly considered” and construed “in favor of the

insured.”  Gen. Cas. Co. of Wis. v. Wozniak Travel, Inc., 762 N.W.2d 572, 575

(Minn. 2009); Safeco Ins. Co. v. Lindberg, 380 N.W.2d 219, 222 (Minn. Ct. App.

1986); see also Am. Family Ins. Co. v. Walser, 628 N.W.2d 605, 613 (Minn. 2001)

(“We . . . construe exclusions strictly against the insurer.”).  The Minnesota Supreme

Court, JEI continues, would narrowly construe the exclusion clause to allow for

coverage of loss associated with the claims of Sullivan’s daughters, who, after all, are

not Insured Persons under the policy. 

JEI’s argument exhibits a fundamental misunderstanding of the insurance

policy and our role in analyzing the policy’s language.  The cases cited by JEI pertain

to insurance policies with readily apparent ambiguities.  See Walser, 628 N.W.2d at

609 (relevant language not defined in the policy); Lindberg, 380 N.W.2d at 221-22

(an exclusion not clearly identified in the policy).  Here, the exclusion clause contains

no ambiguity, and we must not read ambiguities into its language.  See Oakdale Mall,

702 F.3d at 1122.  JEI and U.S. Specialty entered into an agreement in which they
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defined the terms of that agreement.  It is our responsibility to give effect to that

contracted language.  See Thommes, 641 N.W.2d at 879.  JEI’s repeated references

to the separate claims of Sullivan and her daughters betray the language as actually

contracted by the parties.  A claim is not afforded its ordinary meaning under the

insurance policy.  Rather, the policy defines Claim as a civil proceeding commenced

by service of a complaint, i.e. the entirety of the Sullivan lawsuit.  U.S. Specialty,

therefore, need only show that the exclusion clause applied to the lawsuit as brought. 

It has done so.  We have no room under the language of the exclusion clause to apply

the clause to some parts of a lawsuit but not others.  

B.  The Allocation Clause

JEI next presents a fallback position: loss suffered in the Sullivan lawsuit

should be allocated, pursuant to the allocation clause, between covered and uncovered

matters, resulting in payment for settlement of claims solely attributable to Sullivan’s

daughters.  The insurance policy’s allocation clause reads: “If Loss covered by this

Policy and loss not covered by this Policy are both incurred in connection with a

single Claim . . . because the Claim includes both covered and uncovered matters . . .

the Insureds and Insurer agree to use their best efforts to determine a fair and proper

allocation of all such amounts . . . .”  In other words, if a lawsuit includes both

covered and uncovered matters, U.S. Specialty owes coverage for those matters that

are covered under the insurance policy.  No Minnesota court or Eighth Circuit panel

has reviewed this kind of clause in an insurance contract; the parties instead direct our

attention to three out-of-circuit cases analyzing the issue of allocation.

In Level 3 Communications, Inc. v. Federal Insurance Co., 168 F.3d 956 (7th

Cir. 1999), the Seventh Circuit first faced the issue of insurance policy allocation

clauses.  The policy in that case contained an exclusion clause precluding coverage

for any “Claim made against an Insured Person” when the Claim was “brought or

maintained by or on behalf of any Insured.”  Id. at 957.  The underlying suit against
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Level 3 was a securities action that settled out of court.  One of the eight plaintiffs

was a former company director who joined the suit six months after it had been filed. 

Id.  The Seventh Circuit quickly concluded that “the contract clearly excludes

coverage for the part of the settlement . . . allocable to [the former director].”  Id. at

958.  But the issue of coverage for the rest of the settlement gave the court pause.  It

expressed concern for a potentially “whacky result”—that a former director could be

an unnamed member of a multimillion dollar class action, with a personal stake of

only $10, and thus defeat insurance coverage for the entire suit.  Id.  This would

transform a suit from one entirely covered by insurance when filed into one wholly

uncovered when later joined by an Insured Person.  Id. at 960.  Finding this potential

outcome discomforting, the court looked to the policy’s allocation clause.  With

language nearly identical to that in JEI’s allocation clause, the Level 3 court

ultimately allocated loss between covered and uncovered matters in the underlying

lawsuit, reasoning that “a matter could be ‘uncovered’ . . . because it excluded a

particular type of claimant who had joined in the suit with persons whose claims were

covered.”  Id.  

The Eleventh Circuit reached the opposite result in Sphinx International, Inc.

v. National Union Fire Insurance Co., 412 F.3d 1224 (11th Cir. 2005).  Sphinx also

involved a securities action brought by a group of plaintiffs, one of whom was a

former director of the company.  Id. at 1226.  Unlike the former director in Level 3,

this former director was the driving force of the lawsuit; he brought the original suit

on his own, adding additional plaintiffs only later in the litigation process.  Id.  When

Sphinx sought coverage for the lawsuit from its insurance provider, the provider

denied coverage based on the Insured vs. Insured exclusion.  Id.  The exclusion

barred coverage for any Claim brought by a former director “unless such CLAIM is

instigated and continued totally independent of, and totally without the solicitation

of, or assistance of, or active participation of, or intervention of” that former director. 

Id.  Sphinx argued that coverage should be allocated between the former director’s

uncovered loss and the other covered losses.  Id. at 1230.  The Eleventh Circuit
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rejected this argument.  The court distinguished Level 3 in two ways.  First, the

former director in Level 3 was a passive shareholder who joined a larger suit, in

contrast to this former director who “brought the lawsuit and recruited every other

plaintiff.”  Id. at 1231.  Second, the language in Sphinx’s exclusion clause was

materially different than the one in Level 3; specifically, the exclusion clause in

Sphinx contained an elaborate assistance exception that would act to restore coverage

if the former director did not actively participate in the lawsuit.  Id.  Level 3 contained

no such assistance exception.  The court therefore held, “While the language in Level

3 Communications gave the court some wiggle room, the language in our case is plain

and clear, compelling our conclusion that [the insurer] need not cover Sphinx for [the

underlying] lawsuit.”  Id.

The Seventh Circuit revisited the issue of an insurance policy’s allocation

clause in Miller v. St. Paul Mercury Insurance Co., 683 F.3d 871 (7th Cir. 2012).  In

Miller, five plaintiffs, including two former company directors, brought suit against 

the company and its directors.  Id. at 873.  The company’s insurance provider refused

to indemnify, citing the policy’s Insured vs. Insured exclusion.  Id.  The court

reaffirmed its holding in Level 3, but then turned its attention to the Eleventh

Circuit’s reasoning in Sphinx.  Id. at 876-79.  The Miller court noted the inclusion of

an assistance exception in Sphinx’s exclusion clause, whereas both Level 3 and

Miller involved exclusion clauses containing no exceptions.  Id. at 879.  “A proper

appreciation of the different policy language in the two cases is more than sufficient

to support” the differing results.  Id.  

After considering these cases for the persuasive authority they offer, we hold

that the allocation clause does not restore coverage for any part of the Sullivan

lawsuit.  Like the former director in Sphinx, Cheryl Sullivan was the driving force of

the litigation.  She owned the vast majority of shares at issue in the underlying

lawsuit, and she was the former director who repeatedly raised concerns about the

valuation of shares to JEI’s board of directors.  She then brought the suit as one of the
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original plaintiffs, unlike Level 3’s passive shareholder who joined the lawsuit six

months after it had been filed. 

The presence of an assistance exception both alleviates the concerns expressed

in Level 3 and distinguishes the present case from those decided by the Seventh

Circuit.  The Level 3 court made its decision, in part, out of a concern for a class-

action lawsuit otherwise covered under an insurance policy, rendered uncovered due

to the presence of an Insured Person as an unnamed class member, even though that

Insured Person’s personal stake in the suit was de minimis.  See Level 3, 168 F.3d at

958.  The assistance exception in JEI’s insurance policy prevents such an outcome. 

The exception allows for coverage as long as the Insured Person did not solicit, assist,

or actively participate in the lawsuit.  This language, also found in Sphinx, does not

appear in the insurance policies analyzed by the Seventh Circuit in Level 3 and

Miller.  As the Miller court intimated, an appreciation of the differing policy language

supports our conclusion that the allocation clause does not restore coverage for a suit

brought with the active participation of an Insured Person.

We here acknowledge the tension that exists between the Insured vs. Insured

exclusion and the allocation clause.  We also recognize that, of the cases we have

analyzed,  Level 3 and Miller both had allocation clauses but no assistance exception

whereas Sphinx involved an assistance exception but no allocation clause.  So, the

persuasive authority offered by these cases is limited.  JEI has presented various

arguments for allocating loss among the claims of Cheryl Sullivan and her daughters

despite the presence of the assistance exception, and these arguments are not wholly

without merit.  But ultimately, two principles of Minnesota contract law counsel us

to rule in favor of U.S. Specialty.  First, applying the allocation clause to the Sullivan

claim would render the assistance exception superfluous, effectively reading that

exception out of the contract.  See PowerSports, Inc. v. Royal & Sunalliance Ins. Co.,

307 F. Supp. 2d 1355, 1362 (S.D. Fla. 2004).  That we cannot allow.  See Henning,

383 N.W.2d at 652 (insurance policies must be construed as a whole).  Our holding,
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on the other hand, does not read the allocation clause out of the contract.  It simply

limits the reach of the allocation clause when more specific language exists elsewhere

in the contract.  Second, a basic principle of Minnesota contract law instructs courts

to make specific contract language controlling over general language.  See Bank

Midwest v. Lipetzky, 674 N.W.2d 176, 181 n.8 (Minn. 2004) (“[C]ontract

construction compels us to determine that the more specific language takes

precedence over the more general language . . . .”).  Here, the Insured vs. Insured

exclusion speaks directly to lawsuits brought with the participation of Insured

Persons.  The allocation clause speaks generally to any claim brought with covered

and uncovered matters.  The exclusion clause controls.

III.  Conclusion

For the foregoing reasons, we affirm the district court’s grant of summary

judgment to U.S. Specialty.

                    ______________________________
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SUMMARY*

Securities Litigation Uniform Standards Act /
Jurisdiction

The panel affirmed the district court’s dismissal of a class
action suit, brought on behalf of a class of preferred stock
shareholders, for lack of subject matter jurisdiction; and held,
inter alia, that the Securities Litigation Uniform Standards
Act did not provide an independent basis for federal question
jurisdiction under 28 U.S.C. § 1331.

The sole claim in plaintiff’s complaint was a breach-of-
contract claim arising under Nevada law.

The panel held that the district court properly concluded
that it lacked federal question jurisdiction under 28 U.S.C.
§ 1331 because the plaintiff did not assert a federal claim and
the Securities Litigation Uniform Standards Act, 15 U.S.C.
§ 77p(d)(1)(A), did not provide an independent basis for
federal question jurisdiction over plaintiff’s state-law claim.

The panel also held that the district court properly
concluded that it lacked diversity jurisdiction over the class
action suit under 28 U.S.C. § 1332(d)(2) because of the
exception in 28 U.S.C. § 1332(d)(9)(C), which provides that
§ 1332(d)(2) shall not apply to any class action that solely
involves a claim relating to a security.  

* This summary constitutes no part of the opinion of the court.  It has
been prepared by court staff for the convenience of the reader.
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Finally, the panel held that the district court properly held
that it lacked diversity jurisdiction over plaintiff’s individual
claim under 28 U.S.C. § 1332(a), and therefore could not
exercise § 1367 supplemental jurisdiction over the class
members’ claims.  Specifically, the panel held that plaintiff’s
original complaint did not even plead individual diversity
jurisdiction, nor did it contain allegations that would be
sufficient to create such jurisdiction. The panel further held
that granting leave to amend would have been futile because
plaintiff’s proposed amended complaint also failed to allege
a sufficient amount in controversy.

COUNSEL

Joseph N. Mott (argued) and Steven J. Parsons, Law Offices
of Steven J. Parsons, Las Vegas, Nevada; Steven E. Goren,
Goren Goren & Harris P.C., Bingham Farms, Michigan; for
Plaintiff-Appellant.

John Desmond (argued) and Justin J. Bustos, Gordon Silver,
Reno, Nevada, for Defendant-Appellee.
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OPINION

THOMAS, Chief Judge:

This appeal presents the question, inter alia, of whether
the Securities Litigation Uniform Standards Act, 112 Stat.
3227, provides an independent basis for federal question
jurisdiction under 28 U.S.C. § 1331.  We conclude that it
does not, and affirm the district court’s dismissal of this class
action suit for lack of subject matter jurisdiction.

I

On August 20, 1993, Archon Corporation (“Archon”), a
Nevada corporation with its principal place of business in Las
Vegas, created a class of equity securities designated as
Exchangeable Redeemable Preferred Stock (“preferred
stock”).  After filing a Certificate of Designation
(“Certificate”) with the Nevada Secretary of State, Archon
issued shares of the preferred stock.  The Certificate reserved
Archon’s right to redeem the preferred stock, in whole or in
part, at Archon’s election and upon providing notice to the
shareholders.  Upon redemption, shareholders would be
entitled to $2.14 per share in addition to accrued, unpaid
dividends.  According to the terms of the Certificate,
dividends would “cease to accrue on the shares redeemed . . .
provided that the redemption price . . . has been duly paid or
provided for.”

On July 31, 2007, Archon issued a Notice of Redemption
(“Notice”) to the holders of outstanding shares of preferred
stock, announcing its intent to redeem all outstanding shares
of the preferred stock on August 31, 2007.  The Notice also
announced that the preferred stock’s redemption price would
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be $5.241 per share.  Rainero, a resident of Pennsylvania,
claims that he held 9,140 shares of preferred stock at the time
of redemption.

On November 20, 2007, Rainero filed a complaint in the
U.S. District Court for the District of Nevada, alleging breach
of contract.  He argued that, under the terms of the
Certificate, the redemption price should have been $8.69 per
share; therefore, he and other shareholders were entitled to an
additional $3.45 per share.  He brought the suit on behalf of
himself and other holders of outstanding preferred stock at
the time of redemption.  According to Rainero’s complaint,
the class members held a total of 1,483,270 outstanding
shares of preferred stock at the time of redemption.  The sole
basis for federal subject matter jurisdiction alleged in the
complaint is 28 U.S.C. § 1332(d)(2), which confers federal
subject matter jurisdiction over certain class action lawsuits.

Shortly before Rainero filed his complaint, the investment
group D.E. Shaw Laminar Portfolios, LLC (“D.E. Shaw”)
filed a similar complaint against Archon.  D.E. Shaw v.
Laminar Portfolios, LLC v. Archon Corp., 755 F. Supp. 2d
1122 (D. Nev. 2010).  After Rainero filed his complaint, the
investment group Leeward Capital filed its own complaint
against Archon.  Leeward Capital, L.P. v. Archon Corp.,
759 F. Supp. 2d 1249 (D. Nev. 2010).  The three cases were
consolidated only for the purpose of discovery; discovery in
D.E. Shaw was to govern all three cases.  On December 22,
2010, the district court held in D.E. Shaw and Leeward that
the properly calculated redemption price was $8.69 and that
Archon owed the shareholders of preferred stock an
additional $3.449 per share.  D.E. Shaw, 755 F. Supp. 2d at
1128; Leeward, 759 F. Supp. 2d at 1257.  This Court
subsequently affirmed the district court’s decision in a
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consolidated appeal.  D.E. Shaw Laminar Portfolios, LLC v.
Archon Corp., 483 Fed. App’x 358 (9th Cir. 2012)
(unpublished).

In light of the decisions in D.E. Shaw and Leeward,
Rainero sought partial summary judgment as to the method
for calculating the redemption price.  The district court
granted Rainero’s motion on November 7, 2013.  On January
21, 2014, Archon filed a motion to dismiss for lack of subject
matter jurisdiction because the class members’ claims did not
reach the $5 million amount in controversy required by
28 U.S.C. § 1332(d)(2).  Archon argued in its motion to
dismiss that the class held only 1,439,270 shares of preferred
stock, and therefore the amount in controversy is only
$4,964,042.23.  Without ruling on Archon’s motion, the
district court entered a minute order on September 11, 2014,
requiring Rainero to show cause why the action should not be
dismissed for lack of subject matter jurisdiction pursuant to
28 U.S.C. § 1332(d)(9), which excludes certain class actions
from § 1332(d)(2)’s grant of subject matter jurisdiction.  Both
parties submitted briefs addressing the issue of subject matter
jurisdiction.  In addition, Rainero filed a motion for leave to
amend his original complaint and submitted a proposed first
amended complaint.  Whereas Rainero’s original complaint
relies solely on class action diversity jurisdiction under
28 U.S.C. § 1332(d)(2), his proposed first amended complaint
also asserts federal question jurisdiction under 28 U.S.C.
§ 1331 and 15 U.S.C. § 77p, individual diversity jurisdiction
under 28 U.S.C. § 1332(a), and supplemental jurisdiction
over the class members’ claims under 28 U.S.C. § 1367.  The
district court subsequently dismissed the case, without
prejudice, for lack of subject matter jurisdiction.  Rainero
timely appealed.  We review de novo a district court’s
dismissal of a complaint for lack of subject matter
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jurisdiction.  Young v. United States, 769 F.3d 1047, 1052
(9th Cir. 2014).

II

The district court properly held that it lacked federal
question subject matter jurisdiction.  Under 28 U.S.C. § 1331,
“[t]he district courts shall have original jurisdiction of all civil
actions arising under the Constitution, laws, or treaties of the
United States.”  “The presence or absence of federal question
jurisdiction is governed by the ‘well-pleaded complaint rule,’
which provides that federal jurisdiction exists only when a
federal question is presented on the face of the plaintiff’s
properly pleaded complaint.”  California ex rel. Sacramento
Metro. Air Quality Mgmt. Dist. v. United States, 215 F.3d
1005, 1014 (9th Cir. 2000) (citation omitted).  The sole claim
in Rainero’s complaint was a breach-of-contract claim arising
under Nevada law.  Because Rainero did not assert a federal
claim, the district court lacked subject matter jurisdiction
under § 1331.

Rainero argues that the Securities Litigation Uniform
Standards Act (“SLUSA”), Pub. L. 105-353, 112 Stat. 3227
(codified in relevant part at 15 U.S.C. § 77p), provides a basis
for the district court’s federal question jurisdiction under
§ 1331 because 15 U.S.C. § 77p(d)(1)(A) is a federal statute
that allows certain class actions, including this one, to be
maintained in either state or federal court.  Specifically, he
asserts that this case is a “covered class action” under  § 77p
that is “based upon the statutory or common law of the state
in which the issuer is incorporated,” 15 U.S.C.
§ 77p(d)(1)(A), and therefore the federal district court has
jurisdiction over this case.  Contrary to Rainero’s arguments,
SLUSA does not create an independent basis for federal
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question jurisdiction.  Although we have not had the occasion
to review this issue, the D.C. Circuit addressed it in Campbell
v. American International Group, Inc., 760 F.3d 62, 63 (D.C.
Cir. 2014), and held that SLUSA “does not confer federal
jurisdiction over . . . state-law claims.”  We agree with and
adopt Campbell’s analysis of this issue.

“As with any question of statutory interpretation, [a
court’s] analysis begins with the plain language of the
statute.”  Jimenez v. Quarterman, 555 U.S. 113, 118 (2009).
“[W]hen deciding whether the language is plain, [courts]
must read the words ‘in their context and with a view to their
place in the overall statutory scheme.’”  King v. Burwell,
135 S. Ct. 2480, 2489 (2015) (citations omitted).  If the
statutory language is plain, we must enforce the statute
according to its terms.  Jimenez, 555 U.S. at 118.

As explained by the D.C. Circuit in Campbell, 760 F.3d
at 64, the plain language of the provision shows that § 77p(a)
simply preserves state law claims except as set forth in
§ 77p(b):

(a) Remedies additional

Except as provided in subsection (b), the
rights and remedies provided by this
subchapter shall be in addition to any and all
other rights and remedies that may exist at
law or in equity.

(b) Class action limitations

No covered class action based upon the
statutory or common law of any State or
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subdivision thereof may be maintained in any
State or Federal court by any private party
alleging–

(1) an untrue statement or omission of a
material fact in connection with the
purchase or sale of a covered security; or

(2) that the defendant used or employed
any manipulative or deceptive device or
contrivance in connection with the
purchase or sale of a covered security.

15 U.S.C. § 77p(a)–(b).  Subsection 77p(b) is commonly
referred to as the “preclusion provision” because it bars
individuals from bringing certain state-law securities fraud
claims as class actions in either state or federal court.  See
Campbell, 760 F.3d at 64.  Then, § 77p(c) ensures that federal
courts have jurisdiction for the limited purpose of
determining whether a certain state action is precluded under
§ 77p(b):

(c) Removal of covered class actions

Any covered class action brought in any State
court involving a covered security, as set forth
in subsection (b), shall be removable to the
Federal district court for the district in which
the action is pending, and shall be subject to
subsection (b).

15 U.S.C. § 77p(c); see Campbell, 760 F.3d at 64.  In short,
subsection (a) provides the general rule, subsection (b)
creates an exception to the general rule, and subsection (c)
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gives a limited grant of jurisdiction to render subsection (b)
effective.  See Campbell, 760 F.3d at 65.

Considering these three preceding subsections, as the
D.C. Circuit noted in Campbell, it is evident that the plain
language of § 77p(d) “‘carefully’ carves out exceptions to the
preclusive reach of subsection (b)”:

(d) Preservation of certain actions

(1) Actions under State law of State of
incorporation

(A) Actions preserved

Notwithstanding subsection (b) or (c),
a covered class action described in
subparagraph (B) of this paragraph
that is based upon the statutory or
common law of the State in which the
issuer is incorporated (in the case of a
corporation) or organized (in the case
of any other entity) may be maintained
in a State or Federal court by a private
party.

(B) Permissible actions

A covered class action is described in
this subparagraph if it involves–

(i) the purchase or sale of
securities by the issuer or an
affiliate of the issuer exclusively
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from or to holders of equity
securities of the issuer; or

(ii) any recommendation, position,
or other communication with
respect to the sale of securities of
the issuer that–

(I) is made by or on behalf of
the issuer or an affiliate of the
issuer to holders of equity
securities of the issuer; and

(II) concerns decisions of
those equity holders with
respect to voting their
securities, acting in response
to a tender or exchange offer,
or exercising dissenters’ or
appraisal rights.

15 U.S.C. § 77p(d); Campbell, 760 F.3d at 65 (citing Merrill
Lynch, Pierce, Fenner & Smith Inc. v. Dabit, 547 U.S. 71, 87
(2006)).  As the Campbell court stated, “[t]here is no
indication . . . that Congress intended subsection (d)(1)(A) to
go substantially further, so as to create federal jurisdiction
over a category of state-law securities class actions.” 
Campbell, 760 F.3d at 65 (emphasis in original).  Indeed, “the
introductory clause of subsection (d)(1)(A)—
‘Notwithstanding subsection (b) or (c)’—confirms that the
provision responds to subsections (b) and (c).  It does not
embark on a wholly independent mission to confer federal-
court jurisdiction on state-law actions.”  Id.
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In summary, the district court here correctly concluded
that it lacked federal question jurisdiction under § 1331
because Rainero did not assert a federal claim, and
§ 77p(d)(1)(A) does not provide an independent basis for
federal question jurisdiction over Rainero’s state-law claim.

III

The district court also properly concluded that it lacked
diversity jurisdiction over the class action suit under
28 U.S.C. § 1332(d)(2) because of the exception provided in
28 U.S.C. § 1332(d)(9)(C).  Under § 1332(d)(2), a federal
court may exercise diversity jurisdiction over a class that has
more than 100 members who are minimally diverse and
whose aggregated claims exceed $5 million.  28 U.S.C.
§ 1332(d)(2), (d)(5)(b); see also Standard Fire Ins. Co. v.
Knowles, 133 S. Ct. 1345, 1348 (2013).  However,
§ 1332(d)(9)(C) bars the district court from exercising
diversity jurisdiction under § 1332(d)(2) in this case. 
Subsection (d)(9)(C) provides that § 1332(d)(2) “shall not
apply to any class action that solely involves a claim” that
“relates to the rights, duties . . . and obligations relating to or
created by or pursuant to any security.”

Rainero does not dispute that the preferred stock was the
type of security covered by § 1332(d)(9)(C).  Instead, he
argues that, because the shares of preferred stock were
redeemed, and thereby cancelled, on August 31, 2007, “the
Archon preferred stock was no longer in existence” when
Rainero filed his complaint on November 20, 2007.  As a
result, he argues, § 1332(d)(9)(C) does not apply.

However, the plain language of § 1332(d)(9) does not
require that the covered security be “in existence” at the time
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the complaint is filed.  Rather, it applies to “any class action”
solely raising claims relating to the rights, duties, and
obligations “relating to or created by or pursuant to . . . any
security.”  28 U.S.C. § 1332(d)(9)(C); see also Greenwich
Fin. Servs. Distressed Mortg. Fund 3 LLC v. Countrywide
Fin. Corp., 603 F.3d 23, 29 (2d Cir. 2010) (holding that
§ 1332(d)(9)(C) “applies to suits that enforce ‘the terms of
instruments that create and define securities’” (citation
omitted)); Estate of Pew v. Cardarelli, 527 F.3d 25, 31–32
(2d Cir. 2008); Appert v. Morgan Stanley Dean Witter, Inc.,
673 F.3d 609, 619–20 (7th Cir. 2012).  See also Eminence
Investors, LLLP v. Bank of N.Y. Mellon, 782 F.3d 504, 506,
507 (9th Cir. 2015) (adopting the Second Circuit’s analysis of
28 U.S.C. § 1332(d)(9) in Greenwich Fin. Servs. in
interpreting the “virtually identical language” in 28 U.S.C.
§ 1453(d), which precludes CAFA removal for a claim that
“relates to the rights, duties . . . and obligations relating to or
created by or pursuant to any security.”) Because Rainero’s
claim seeks to enforce the terms of the Certificate, which set
forth the rights, duties, and obligations relating to the
preferred stock, § 1332(d)(9)(C) divests the federal courts of
jurisdiction under § 1332(d)(2).

IV

Finally, the district court properly held that it lacked
diversity jurisdiction over Rainero’s individual claim under
28 U.S.C. § 1332(a) and therefore could not exercise § 1367
supplemental jurisdiction over the class members’ claims. 
Rainero did not allege individual diversity jurisdiction in his
original complaint, nor did he allege facts that would, if
proven, establish diversity jurisdiction.
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For a federal court to exercise diversity jurisdiction under
§ 1332(a), the amount in controversy must exceed $75,000,
and the parties must be citizens of different states.  See
28 U.S.C. § 1332(a).  Rainero did not allege diverse
citizenship; he alleged only that he was a resident of
Pennsylvania, and that Archon had its principal place of
business in Nevada.  See Kanter v. Warner-Lambert Co.,
265 F.3d 853, 857 (9th Cir. 2001) (noting that “the diversity
jurisdiction statute, 28 U.S.C. § 1332, speaks of citizenship,
not of residency.”).  Nor did he make any allegation as to the
amount in controversy for his individual claim, or that his
individual claim exceeds $75,000 as required by § 1332(a).

“The party seeking to invoke the district court’s diversity
jurisdiction always bears the burden of both pleading and
proving diversity jurisdiction.”  NewGen, LLC v. Safe Cig,
LLC, 840 F.3d 606, 613–14 (9th Cir. 2016).  When a plaintiff
originally files in federal court, as Rainero did here, “‘the
amount in controversy is determined from the face of the
pleadings.’”  Geographic Expeditions, Inc. v. Estate of Lhotka
ex rel. Lhotka, 599 F.3d 1102, 1106 (9th Cir. 2010) (citation
omitted).  Therefore, “‘[t]he essential elements of diversity
jurisdiction . . . must be affirmatively alleged in the
pleadings.’”  Bautista v. Pan Am. World Airlines, Inc.,
828 F.2d 546, 552 (9th Cir. 1987) (citation omitted).  Given
the lack of pleading as to diverse citizenship and amount in
controversy, the original complaint plainly failed to allege all
the “essential elements of diversity jurisdiction,” id., required
under § 1332(a).  Therefore, the district court correctly
determined that it lacked diversity jurisdiction.

Rainero alleged in his proposed first amended complaint
that the amount in controversy for his individual claim



RAINERO V. ARCHON CORP. 15

exceeded $75,000, without offering further explanation.1 
However, in both his original complaint and the proposed
first amended complaint, Rainero sought damages only for a
difference in $3.45 per share.  He conceded in discovery, and
in briefing, that he owned 9,140 shares; therefore, his
maximum individual damages would be $31,533.  Thus,
granting Rainero leave to file his proposed first amended
complaint would have been futile in establishing individual
diversity jurisdiction because the amount in controversy
pleaded, by his own concession, did not exceed $75,000.

Rainero argues, in briefing, that he may be entitled to
additional damages in excess of $75,000 in the form of post-
August 31, 2007 dividends.  However, Rainero did not make
this claim in his original complaint; he alleged damages only
in the amount of $3.45 per share.  Rainero’s proposed
amended complaint alleges the same amount of damages, and
again contains no mention of this additional liability and
damage theory.  Accordingly, Rainero placed in controversy
only a potential individual claim for $31,533, far below the
requirement for individual diversity jurisdiction.  Thus, his
tendered amended complaint was facially deficient to
establish federal jurisdiction, and the district court did not
abuse its discretion in denying leave to file it.

In sum, Rainero’s original complaint did not even plead
individual diversity jurisdiction, nor did it contain allegations
that would be sufficient to create such jurisdiction.  As a
result, no diversity jurisdiction existed over his individual
claim, and the district court could not exercise supplemental

1 He also failed to plead diverse citizenship, but all parties concede
that diversity of citizenship existed, so we need not reach that issue,
although the proposed pleading on its face is plainly deficient.
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jurisdiction over the class members’ claims.  The district
court did not abuse its discretion in declining to grant
Rainero’s motion for leave to amend his complaint.  Metzler
Inv. GMBH v. Corinthian Colls., Inc., 540 F.3d 1049, 1072
(9th Cir. 2008).

Granting leave to amend would have been futile because
Rainero’s proposed amended complaint also failed to allege
a sufficient amount in controversy, and the district court did
not abuse its discretion by failing to afford Rainero yet
another opportunity to cure the jurisdictional defect rather
than dismissing the complaint without prejudice.  See Foman
v. Davis, 371 U.S. 178, 182 (1962) (holding that futility and
failure to cure justify denial of leave to amend).

V

We recognize that this litigation proceeded for several
years before the district court dismissed it for lack of subject
matter jurisdiction.  If a court lacks subject matter
jurisdiction, it is obligated to dismiss the case, regardless of
how long the litigation has been ongoing.  “[S]ubject-matter
jurisdiction, because it involves a court’s power to hear a
case, can never be forfeited or waived.”  United States v.
Cotton, 535 U.S. 625, 630 (2002).  Therefore, objections to
subject matter jurisdiction may be raised at any time, “even
by a party that once conceded the tribunal’s subject-matter
jurisdiction over the controversy.”  Sebelius v. Auburn Reg’l
Med. Ctr., 133 S. Ct. 817, 824 (2013).  This is true even
though such an objection “may also result in the waste of
judicial resources and may unfairly prejudice litigants.” 
Henderson ex rel. Henderson v. Shinseki, 562 U.S. 428, 434
(2011).  If a court determines that it lacks subject matter
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jurisdiction, it is required to “dismiss the complaint in its
entirety.”  Arbaugh v. Y&H Corp., 546 U.S. 500, 514 (2006).

The district court properly dismissed Rainero’s complaint
for lack of jurisdiction.  We need not, and we do not, reach
any other issue urged by the parties.

AFFIRMED.
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In this securities fraud class action, Plaintiff Mike Hernandez (“Hernandez”)

appeals the dismissal of his claims against Brian J. Farrell and Paul J. Pucino

(collectively, “Defendants”) under §§ 10(b) and 20(a) of the Securities Exchange

Act of 1934.  Defendant Farrell was Executive Chairman, Chief Executive Officer,

and President of THQ, Inc. (“THQ”), a videogame software and hardware

company that is now bankrupt.  Defendant Pucino was Chief Financial Officer and

Executive Vice President of THQ.  In the First Amended Complaint, Hernandez

alleges that in the months leading up to THQ’s release of a videogame device

called the “uDraw” for Sony PlayStation3 (“PS3”) and Microsoft Xbox 360

(“Xbox 360”), Defendants knowingly misrepresented that the uDraw would be

successful among users of those consoles.  

The district court granted Defendants’ motion to dismiss for failure to state a

claim.  We review the dismissal de novo.  Ariz. Students’ Ass’n v. Ariz. Bd. of

Regents, 824 F.3d 858, 864 (9th Cir. 2016).

1. Defendants argue that their forward-looking statements are protected

under the Private Securities Litigation Reform Act (“PSLRA”) safe harbor on two

grounds: the providing of meaningful cautionary language, and a lack of actual

knowledge that the statements were false.  See 15 U.S.C. § 78u-5(c).  As to the first

ground, to be “meaningful,” the cautionary language must have “identif[ied]
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important factors that could cause actual results to differ materially from those in

the forward-looking statement[.]”  15 U.S.C. § 78u-5(c)(1)(A)(i).  The cautionary

language also must have consisted of non-boilerplate warnings that were tailored to

the forward-looking statements.  See H.R. REP. NO. 104-369, 1995 U.S.C.C.A.N.

730, 742.

2. In contrast to cases in which we have applied the safe harbor,

Defendants’ cautionary language did not sufficiently address the harm that

resulted.  Compare with In re Cutera Sec. Litig., 610 F.3d 1103, 1112 (9th Cir.

2010) (“Cutera affirmatively warned that its ability to compete and perform in the

industry depended on the ability of its sales force to sell products to new customers

and upgraded products to current customers, and that failure to attract and retain

sales and marketing personnel would materially harm its ability to compete

effectively and grow its business.”); Police Ret. Sys. of St. Louis v. Intuitive

Surgical, Inc., 759 F.3d 1051, 1056 (9th Cir. 2014) (“The report warned that an

economic downturn ‘may have significant impact on the ability of our customers to

secure funding to buy our products or might cause purchasing decisions to be

delayed, which may result in decreased revenues and also allow our competitors

additional time to develop products that may have a competitive edge, making

future sales of our products more difficult.’”) (alteration and brackets omitted). 
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Indeed, Hernandez alleges that Defendants were aware—as a result of feedback

from a senior vice president and an independent study that THQ

commissioned—that the uDraw would likely fail because PS3 and Xbox 360

“hardcore gamers” were uninterested in child-focused games.  Defendants, with

such knowledge, did not disclose that risk.  Instead, their most relevant risk

disclosure warned of the uDraw’s potential failure to “achieve . . . sales

expectations[.]”  Read in context, however, that boilerplate warning pertained to a

discussion regarding potential product defects and supply chain disruption, neither

of which occurred in this instance.  Without an evidentiary record, we cannot

discern whether those risks were sufficiently “important” to warrant application of

the safe harbor.  See 15 U.S.C. § 78u-5(c)(1)(A)(i).

3. Nor does Defendants’ alternative basis for invoking the safe harbor

fare any better.  “[S]tatements fall outside the safe harbor if the plaintiff can allege

facts that would create a strong inference that the defendants made the forecast(s)

at issue with ‘actual knowledge . . . that the statement was false or misleading.’”  In

re Cutera, 610 F.3d at 1112 (quoting 15 U.S.C. § 78u-5(c)(1)(B)(i)).  Here,

Hernandez alleges with particularized facts that Defendants were involved in

crafting the uDraw sales forecasts, and that those forecasts were built to

4

Case 2:12-cv-05227-R-JEM   Document 73   Filed 01/12/17   Page 4 of 6   Page ID #:1179



accommodate a desired but unachievable financial outcome.1  Hernandez further

alleges that Defendants knew of reliable information indicating that the uDraw was

unlikely to succeed among PS3 and Xbox 360 users.  These factual allegations

raise a strong inference that Defendants knew their uDraw projections were false or

misleading.  

4. In the absence of the safe harbor, Defendants argue that the statements

were immaterial puffery, and that Hernandez failed to adequately plead scienter. 

As to whether the statements were immaterial puffery, the alleged

misrepresentations did not vaguely describe THQ’s financial health, but instead

addressed a particular product and the anticipated profitability of that product.  See

In re Cutera, 610 F.3d at 1111; Or. Pub. Emps. Ret. Fund v. Apollo Grp. Inc., 774

F.3d 598, 606 (9th Cir. 2014).  Accordingly, the statements were material.

5. As to scienter, under the PSLRA a plaintiff must “allege sufficiently

particular facts to demonstrate a strong inference of scienter—a mental state that

not only covers intent to deceive, manipulate, or defraud, but also deliberate

recklessness[.]”  Schueneman v. Arena Pharm., Inc., 840 F.3d 698, 705 (9th Cir.

1 To the extent Hernandez’s allegations rely on confidential witnesses, the

allegations are sufficiently particular “to support the probability that a person in the

position occupied by [the confidential witness] would possess the information

alleged.”  Zucco Partners, LLC v. Digimar Corp., 552 F.3d 981, 995 (9th Cir.

2009).
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2016) (citations and internal quotation marks omitted).  “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.”  Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 324 (2007). 

Once Defendants made statements reflecting confidence that the uDraw would

succeed in the PS3 and Xbox 360 markets, “they were bound to do so in a manner

that wouldn’t mislead investors as to potentially negative information within their

possession.”  Schueneman, 840 F.3d at 707-08 (brackets and internal quotation

marks omitted).  In turn, Defendants’ “failure to inform the market about the risk”

that PS3 and Xbox 360 users would be uninterested in the uDraw raises a strong

inference of scienter.  Id. at 708.

6. The district court order dismissing Hernandez’s claim under § 10(b)

must therefore be reversed.  “[B]ecause we reverse the district court and hold that

[Hernandez] has sufficiently pleaded . . . his section 10(b) claim, we similarly

reverse, without analysis, the district court’s dismissal of the section 20(a) claim.” 

Id. at 704 n.6.

REVERSED and REMANDED.
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SUMMARY**

Securities Fraud

The panel affirmed the district court’s dismissal of a
securities fraud action alleging violations of the Securities
Exchange Act of 1934.

Shareholders of Hewlett-Packard Company alleged that
the company CEO and chairman violated the corporate code
of ethics after publicly touting the business’s high standards
for ethics and compliance.  The panel held that the
shareholders failed to state a claim for securities fraud
because they failed to sufficiently allege that the defendants
made a material misrepresentation or misleadingly omitted a
material fact.
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OPINION
 
CHRISTENSEN, Chief District Judge:

In 2010, Defendant-Appellee Mark Hurd resigned from
his position as CEO and Chairman of Defendant-Appellee
Hewlett-Packard Company (“HP”).  During the course of an
investigation prompted by allegations of sexual harassment,
HP discovered that Hurd had misrepresented his relationship
with a former independent contractor, Jodie Fisher.  Hurd had
not been forthcoming about the personal nature of his
relationship with Fisher; in fact, he had doctored expense
reports to prevent its discovery and lied to investigators. 
Immediately following Hurd’s resignation, the price of HP
stock dropped, resulting in an alleged loss of $10 billion.  In
this putative class action lawsuit, HP shareholders allege
violations of the Securities Exchange Act of 1934.  The
shareholders purchased HP stock between November 13,
2007, and August 6, 2010 (“the Class Period”) and held
shares as of August 6, 2010. 

This Court has not decided when a high-ranking
employee’s violation of a business’s ethical code may give
rise to a cause of action under § 10 and Rule 10–b of the
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Securities Exchange Act of 1934.  Here, the issue is relatively
narrow—whether shareholders may bring a claim for
securities fraud when a CEO and Chairman violates the
corporate code of ethics after publicly touting the business’s
high standards for ethics and compliance.  Retail Wholesale
& Department Store Union Local 338 Retirement Fund
(“Retail Wholesale”), lead plaintiff in the putative class
action, claims that security fraud arises from the conflict
between Hurd’s unethical behavior and HP’s promotion of
business ethics.  Defendants argue that Retail Wholesale
failed to sufficiently allege that Defendants had made a
material misrepresentation or misleadingly omitted a material
fact.  Affirming the district court below, we hold that Retail
Wholesale has failed to state a claim under the Securities
Exchange Act of 1934.

This Court reviews de novo a district court’s dismissal for
failure to state a claim under Federal Rule of Civil Procedure
12(b)(6).  In re VeriFone Holdings, Inc. Sec. Litig., 704 F.3d
694, 700–01 (9th Cir. 2012).  In addition to the plausibility
pleading standard applicable to all complaints, Retail
Wholesale’s fraud allegations must satisfy the particularity
standard of Federal Rule of Civil Procedure 9(b), as well as
the heightened pleading standard for securities fraud created
by the  Private Securities Litigation Reform Act of 1995
(“PSLRA”), 15 U.S.C. § 78u–4.  Id. at 701.  Under the
PSLRA, plaintiffs must, among other requirements, “specify
each statement alleged to have been misleading [and] the
reason or reasons why the statement is misleading.”  15
U.S.C. § 78u–4(b)(1)(B).
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I. FACTUAL AND PROCEDURAL HISTORY

A. Facts

The Triggering Event: Mark Hurd’s Sexual
Harassment Scandal

In the fall of 2007, Jodie Fisher began working part-time
for HP as an independent contractor.1  Fisher’s contract
required her to introduce significant clients to Hurd at HP
events held at hotels throughout the world.  She worked in
this capacity for approximately two years.

In the summer of 2010, about nine months after Fisher
stopped contracting with HP, Fisher’s attorney, Gloria Allred,
sent a letter to HP’s Board of Directors.  Asserting claims of
discrimination against both Hurd and HP, Allred alleged that
Hurd had sexually harassed Fisher.  In addition to the
harassment allegations, Allred wrote that Hurd had given
Fisher confidential information about an impending merger.

HP’s Board promptly launched an investigation.  Initially,
Hurd lied to the Board about the nature and scope of his
relationship with Fisher and about his familiarity with
Fisher’s prior work in adult films.  The investigation revealed
that Hurd and Fisher spent more time together during HP
events than Hurd had represented.  It also uncovered that
Hurd doctored expense reports on several occasions, claiming
that he had eaten dinner with his bodyguard when he had in

1  Because Retail Wholesale appeals from the district court’s order
granting Defendants’ motion to dismiss, the facts are taken from
Plaintiffs’ complaint and are assumed to be true.  Zucco Partners, LLC v.
Digimarc Corp., 552 F.3d 981, 989 (9th Cir. 2002).
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fact dined alone with Fisher.  At least twice, Hurd expensed
meetings with Fisher when there had been no nearby HP
event.  Some time before the investigation concluded, Hurd
admitted that he and Fisher had a “very close personal
relationship.”  Without having interviewed Fisher or her
attorney, the investigating law firm did not find evidence of
sexual harassment or insider trading, but it concluded that
Hurd falsified expense reports and lied about his relationship
with Fisher.

Hurd resigned from HP shortly after the investigation
concluded.  In a press release, HP acknowledged Hurd’s
knowing violation of HP’s code of conduct, confirming that
sexual harassment allegations had been made and that an
investigation found unethical behavior.  Hurd was quoted as
saying, “As the investigation progressed, I realized that there
were instances in which I did not live up to the standards and
principles of trust, respect and integrity that I have espoused
at HP and which have guided me through my career.” 
Immediately following Hurd’s resignation, the price of HP
stock dropped, resulting in an alleged loss of $10 billion to
HP’s stockholders.

Background: HP’s 2006 Ethics Scandal

A few years earlier, in 2006, a major scandal erupted
when a whistleblower informed several government agencies
that HP had hired detectives to monitor the phone records and
email accounts of HP directors, HP employees, and
journalists to find the sources of leaks of company
information to the press.  Criminal charges were brought
against HP’s then-Chairwoman and General Counsel. 
Although Hurd had been CEO throughout this time, having
taken the position in 2005, he was found free from
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wrongdoing.  The scandal had the effect of bolstering his
reputation for integrity.  Following the then-Chairwoman’s
departure, HP integrated the roles of Chairman and CEO and
named Hurd as the company’s first joint Chairman and CEO. 
Under Hurd’s leadership, HP’s shares remained buoyant
during the 2006 scandal, dipping only for a brief time during
which Hurd’s own involvement in the monitoring was
questioned.

Apparently as a result of the 2006 scandal, HP intensified
its promotion of ethical behavior within the company.  With
Hurd at the helm, HP reinforced the importance of its
corporate code of ethics, the Standards of Business Conduct
(“SBC”).  Through congressional testimony, press releases,
investor briefings, and public letters to employees, Hurd took
many opportunities to proclaim HP’s integrity and its
intention to enforce violations of the SBC.  HP, its
stockholders, and Wall Street insiders viewed Hurd as one of
HP’s most valuable assets, seeing his leadership as the 2006
scandal’s silver lining.

Shareholders filed multiple derivative claims in the wake
of the 2006 scandal, all of which were settled together in
2007.  HP made some promises regarding business ethics as
part of the settlement, including: appointing a “Lead
Independent Director,” tasked with implementing and
enforcing the SBC; appointing a “Chief Ethics and
Compliance Officer” to report SBC violations; appointing an
“Ethics and Compliance Committee” to oversee HP’s policies
and procedures regarding compliance and ethics; improving
ethics and compliance training programs; and strengthening
the SBC, particularly in regard to whistleblowing.
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Defendants’ Statements Regarding Business Ethics

Hurd led the charge to strengthen and ensure compliance
with the SBC. After HP redoubled its commitment to
corporate ethics and before Allred’s letter triggered the
investigation into Hurd’s relationship with Fisher, HP revised
the SBC.  Hurd wrote the introductory message, describing
the importance of ethics and entreating HP’s employees to
“commit together, as individuals and as a company, to build
trust in everything we do by living our values and conducting
business consistent with the high ethical standards embodied
within our SBC.”

Many of Defendants’ representations regarding ethics and
compliance were made outside of the Class Period.  The 2006
scandal predated the Class Period, as did the strongest
statements made by Hurd and HP allegedly elevating the
importance of the SBC.  For example, Retail Wholesale
points to a letter sent to employees, statements made during
press conferences, and congressional testimony, all of which
occurred during 2006.  It was during this time that
Defendants suggested having implemented a zero-tolerance
policy for SBC violations, informing employees that: “Any
violations of our standards are unacceptable to Hewlett-
Packard and we will take appropriate action.”

The complaint alleges fewer instances of representations
made during the Class Period.  Most notably, the SBC itself
was updated and released, including Hurd’s prefatory
message.  Concurrently with the release of the updated ethical
code, HP published the SBC on the investor-relations portion
of HP’s website.  Additionally, during this time, HP
restructured its internal organization, creating procedures and
positions designed to improve compliance and ethical



RETAIL WHOLESALE V. HEWLETT-PACKARD 9

conduct, and  HP’s Chief Ethics and Compliance Officer
stated that ethics and compliance were a “competitive
advantage” for HP.

The SBC includes several provisions inconsistent with
Hurd’s relationship with Fisher and its cover-up.  Retail
Wholesale draws attention to particular provisions within the
SBC, all of which are stated affirmatively and in the present
tense.  For example, HP states in the SBC that “[w]e maintain
accurate business records” and “create business records that
accurately reflect the truth of the underlying transaction or
event.”  The SBC contains similarly worded statements
regarding: honesty; cooperation with investigators; using
good judgment; reporting misconduct; treating others with
respect; avoiding unlawful discrimination; refusing to tolerate
harassment; preserving assets; avoiding conflicts of interest;
providing gifts appropriately; preventing insider trading; and
protecting confidential information.

During the Class Period, HP also asserted that the strength
of its business was tied to retaining executives such as Hurd. 
In its 10–K and 10–Q filings with the SEC, HP included a
risk factor: “The failure to hire executives and key employees
or the loss of executives and key employees could have a
significant impact on our operations.”  

B. Procedural History

Cement & Concrete Workers District Council Pension
Fund initiated this putative class action in the summer of
2012, and filed its First Amended Complaint (“FAC”) later in
2012.  Plaintiffs claimed that Defendants committed
securities fraud in violation of the Securities Exchange Act of
1934.  Upon motions to dismiss for failure to state a claim



RETAIL WHOLESALE V. HEWLETT-PACKARD10

filed by Defendants HP and Hurd, the district court dismissed
the FAC without prejudice, determining that the Plaintiffs had
failed to adequately allege materiality and falsity.

Retail Wholesale filed the Second Amended Complaint
(“SAC”) shortly after the court’s first order granting
dismissal.  HP and Hurd again moved to dismiss for failure to
state a claim, and the district court again granted their motion,
this time with prejudice, finding that any further amendments
would be futile.  As in its first order, the district court
determined that Retail Wholesale’s claims could not survive
because materiality and falsity had not been alleged.  Retail
Wholesale timely appealed.

II. DISCUSSION

Section 10(b) of the Securities Exchange Act of 1934
prohibits the use of “any manipulative or deceptive device or
contrivance” related to the purchase or sale of securities when
the use violates the regulations promulgated by the Securities
and Exchange Commission (“SEC”).  15 U.S.C. § 78j(b). 
Under the operative regulation, Rule 10b–5, it is unlawful for
any person “[t]o make any untrue statement of 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.”  17 C.F.R.
§ 240.10b–5(b).

To be viable, a claim brought under § 10(b) and Rule
10b–5 must contain six essential elements: “(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)
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loss causation.”  Matrixx Initiatives, Inc. v. Siracusano, 563
U.S. 27, 37–38 (2011) (quoting Stoneridge Inv. Partners,
LLC v. Scientific-Atlanta, Inc., 552 U.S. 148, 157 (2008)). 
Our discussion focuses on the first element—whether there
was a material misrepresentation or omission—as that factor
is the issue most hotly contested by the parties, and its
resolution is dispositive of the case.

An actionable material misrepresentation or omission has
two components.  First, under the PSLRA and the Federal
Rules of Civil Procedure, plaintiffs must allege a
misrepresentation or a misleading omission with particularity
and explain why it is misleading.  15 U.S.C.
§ 78u–4(b)(1)(A)–(B); Fed. R. Civ. P. 9(b).  Second, applying
an objective standard, that misrepresentation or omission
must have been material to investors.  15 U.S.C.
§ 78u–4(b)(1)(A)–(B).  The materiality of the
misrepresentation or an omission depends upon whether there
is “a substantial likelihood that [it] would have been viewed
by the reasonable investor as having significantly altered the
‘total mix’ of information made available” for the purpose of
decisionmaking by stockholders concerning their
investments.  Basic Inc. v. Levinson, 485 U.S. 224, 231–32
(1988) (quoting TSC Indus., Inc. v. Northway, Inc., 426 U.S.
438, 449 (1976)).  

Retail Wholesale has raised two theories in support of its
argument regarding this element.  First, it asserts that there
were material misrepresentations—specifically, that
Defendants’ public statements about business ethics,
particularly the SBC itself, were material representations
made demonstrably false by their inconsistency with Hurd’s
conduct.  Second, it argues that there were material
omissions, contending that Defendants misled investors by
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failing to meet a duty owed to investors to disclose Hurd’s
unethical behavior.  Because neither Defendants’ statements
nor their omissions were misleading, both theories fail.

A. Material Misrepresentation

Retail Wholesale argues that the SBC, bolstered by
Defendants’ express promotion of corporate ethics, gives rise
to a finding of material misrepresentation.  Its claim is based
in three factual allegations: (1) HP and Hurd actively
promoted the SBC and stated that HP had zero tolerance for
SBC violations; (2) Hurd’s SBC violations led to his
resignation; and (3) Hurd’s resignation caused HP’s stock
price to drop.  The Court cannot agree that, under the facts
alleged in the complaint, Defendants’ representations about
ethics were materially misleading.

Like the district court below, some courts that have
considered whether a corporate code of ethics may give rise
to a § 10 and Rule 10b–5 claim have found that the claim
failed for lack of materiality, never reaching falsity, see
Nathanson v. Polycom, Inc., 87 F. Supp. 3d 966, 976–77
(N.D. Cal. 2015), or reaching falsity only after first finding a
lack of materiality, see In re Yum! Brands, Inc. Sec. Litig., 73
F. Supp. 3d 846, 864–65 (W.D. Ky. 2014).  Others have
analyzed falsity first and not considered materiality after
determining that no misleading representation or omission
was made.  See City of Roseville Emps.’ Ret. Sys v. Horizon
Lines, Inc., 686 F. Supp. 2d 404 (D. Del. 2009); Andropolis
v. Red Robin Gourmet Burgers, Inc., 505 F. Supp. 2d 662,
685–86 (D. Colo. 2007).  Where a complaint arises from “soft
information,” such as representations of compliance, the
Sixth Circuit applies a wholly different analysis, considering
scienter alongside materiality to determine whether a
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representation is an actionable misrepresentation.  See In re
Omnicare, Inc. Sec. Litig., 769 F.3d 455, 470–73 (6th Cir.
2014).  

The Ninth Circuit has not addressed how to determine
whether statements made in or about an ethical code are
actionable representations if the ethical code is violated.  We
approach this issue here by first analyzing falsity, to
determine whether an ethical code and statements made about
the code contain any misrepresentations of fact, and then, if
there was a misrepresentation, determining its materiality—
that is, its significance to stockholder decisionmaking.2

1. Objective Falsity

“[A] statement is misleading if it would give a reasonable
investor the ‘impression of a state of affairs that differs in a
material way from the one that actually exists.’”  Berson v.
Applied Signal Tech., Inc., 527 F.3d 982, 985 (9th Cir. 2008)
(quoting Brody v. Transitional Hosps. Corp., 280 F.3d 997,
1006 (9th Cir. 2002)).  To be misleading, a statement must be
“capable of objective verification.”  Or. Pub. Emps. Ret.
Fund v. Apollo Grp. Inc., 774 F.3d 598, 606 (9th Cir. 2014). 
For example, “puffing”—expressing an opinion rather than a
knowingly false statement of fact—is not misleading.  Id.; see
also Lloyd v. CVB Fin. Corp., 811 F.3d 1200, 1206–07 (9th
Cir. 2016); In re Cutera Sec. Litig., 610 F.3d 1103, 1111 (9th
Cir. 2010).

Defendants made no objectively verifiable statements
during the Class Period.  As one court has aptly written, a

2  There may be instances in which another order of decision is more
efficient. We do not mean to prescribe any particular sequence of analysis.
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code of conduct is “inherently aspirational.”  Andropolis, 505
F. Supp. 2d at 686.  Such a code expresses opinions as to
what actions are preferable, as opposed to implying that all
staff, directors, and officers always adhere to its aspirations. 
See id. 

Similarly, Hurd’s comments prefacing the SBC are not
objectively verifiable.  In the 2008 preface to the SBC, Hurd
stated, in part,

We want to be a company known for its
ethical leadership . . . . 

We know actions speak louder than
words. We must make decisions and behave
in ways that we can be proud of, that reflect
our commitment to doing the right thing.

. . . . 

. . . Let us commit together, as individuals and
as a company, to build trust in everything we
do by living our values and conducting
business consistent with the high ethical
standards within our SBC.

The aspirational nature of these statements is evident.  They
emphasize a desire to commit to certain “shared values”
outlined in the SBC and provide a “vague statement[] of
optimism,” not capable of objective verification. See Or. Pub.
Emps., 774 F.3d at 606.  

A contrary interpretation—that statements such as, for
example, the SBC’s “we make ethical decisions,” or Hurd’s
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prefatory statements, can be measured for compliance—is
simply untenable, as it could turn all corporate wrongdoing
into securities fraud.  See, e.g., Santa Fe Indus. v. Green, 430
U.S. 462, 478–89 (1977) (holding that the Securities
Exchange Act is limited in scope to its textual provisions and
does not conflict with state law regarding corporate
misconduct, particularly corporate mismanagement).  Indeed,
at oral argument, Retail Wholesale conceded that the SBC in
and of itself could not support its claim and acknowledged
that it has been unable to locate a case from any jurisdiction
in which a court found alleged noncompliance with an ethical
code actionable.  

Nor does the context, as Retail Wholesale argues,
somehow make the SBC and related representations capable
of being objectively false.  The case that comes closest to
supporting Retail Wholesale’s context argument, Omnicare,
decided by the Sixth Circuit, involved not a code of ethics but
rather a Form 10–K annual report to the SEC.  769 F.3d at
463–64.  According to the Omnicare complaint, the
defendants, a pharmaceutical care provider and its current and
former employees, conducted internal audits revealing
pervasive Medicare fraud.  Id. at 462, 479.  The audits were
consistent with the defendants’ recent history of non-
compliance, including conduct leading to a $98 million
settlement with the government.  Id. at 478.  After the audits,
the defendant certified in its Form 10–K that it was in
material compliance with state and federal law.  Id.  Although
the language in the Form 10–K was vague and boilerplate, the
Sixth Circuit determined that the complaint did not fail for
lack of falsity or materiality.  Id. at 478–80.

Retail Wholesale argues that, similar to the Omnicare
context, the context in this case surrounding the adoption and
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promotion of the SBC transforms what would otherwise be
aspirational into statements capable of objective verification. 
We disagree, in part because context more appropriately
factors into the question of whether an alleged
misrepresentation was material to investors, not into whether
a statement itself could be a misrepresentation.  See Matrixx,
563 U.S. at 43–47.  

Even if background facts were relevant to whether a
statement is amenable to falsity, the totality of the statements
made within the Class Period leads only to the proposition
that business ethics are important to HP.  We note that the
case may have been closer had Hurd’s sexual harassment and
false expenses scandal involved facts remotely similar to
those presented by the 2006 scandal, as the ethical code could
then have been understood as at least promising specifically
not to do what had been done in 2006.  Here, however, the
context does not make HP’s promotion of business ethics any
less subjective or vague.  Further, Retail Wholesale cites to
no case law suggesting that context may operate to allow a
plaintiff to import an out-of-Class-Period statement into the
Class Period.  The strongest statement alleged in the
complaint—the suggestion of a zero tolerance policy for SBC
violations—was made outside of the Class Period.

In sum, we conclude that as there was no statement during
the Class Period that was capable of being objectively false,
there was no affirmative misrepresentation.

2. Materiality

Additionally, although the threshold for a showing of
materiality is lower than that for falsity, we agree with the
reasoning of the district court that any affirmative



RETAIL WHOLESALE V. HEWLETT-PACKARD 17

misrepresentation could not have been material.  It cannot be
said that there is “a substantial likelihood” that the SBC and
related representations “altered the ‘total mix’ of information
made available” for use in stockholder decisionmaking. 
Basic, 485 U.S. at 231–32.  Not only was there nothing
unusual about the promotion of business ethics at HP, but the
substance and online publication of the SBC were mandated
by the SEC.  17 C.F.R. § 229.406(a).  In fact, the ethical
issues most relevant to this litigation—conflicts of interest,
disclosure, internal handling of violations—are directly
addressed by SEC regulations.  Id.  

Although materiality is generally an issue of mixed fact
and law, best left to the fact-finder, Matrixx, 563 U.S. 45–48,
a standard that is too low would “bury the shareholders in an
avalanche of trivial information—a result that is hardly
conducive to informed decisionmaking.”  TSC Indus., 426
U.S. at 448–49.  It simply cannot be that a reasonable
investor’s decision would conceivably have been affected by
HP’s compliance with SEC regulations requiring publication
of ethics standards.  

Further, Retail Wholesale’s contention that a slump in
HP’s stock indicates materiality is not well-taken.
“[E]vidence of stock price movements provides no rational
basis for determining whether [a product’s] risks were
adequately conveyed to the public.”  In re Apple Comput.
Sec. Litig., 886 F.2d 1109, 1116 (9th Cir. 1989).  As this
Court recently noted, a change in stock price, such as that
following Hurd’s resignation, would factor into reliance, a
different prong of the § 10(b) and Rule 10b–5 analysis, and
“[a]bsent an actionable misstatement, reliance does not come
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into play.”  Police Ret. Sys. of St. Louis v. Intuitive Surgical,
Inc., 759 F.3d 1051, 1060 (9th Cir. 2014).3

In sum, the representations made in and about the SBC
were not material to stockholder decisionmaking.

B. Materially Misleading Omission

As an alternative theory, Retail Wholesale argues that
Defendants’ failure to disclose material facts—namely, the
facts concerning Hurd’s noncompliance with the SBC—is
actionable.  We disagree.  Just as there was no statement
capable of being factually misleading, there was no omission
that could have been actionable as misleading.

Absent a duty to disclose, an omission does not give rise
to a cause of action under § 10(b) and Rule 10b–5.  Basic,
485 U.S. at 239 n.17.  “[Section] 10(b) and Rule 10b–5(b) do
not create an affirmative duty to disclose any and all material
information.”  Matrixx, 563 U.S. at 44.  An actionable
omission claim arises only when disclosure is “necessary . . .
to make the statements made, in light of the circumstances
under which they were made, not misleading.”  17 C.F.R.

3 Although we do not reach the issue, having failed to find an
actionable misstatement, we note that we are somewhat perplexed by
Retail Wholesale’s argument that it was the falsity of the SBC that led to
their damages.  To the contrary, it appears that HP’s ethics and
compliance policies worked.  Hurd did not live up to HP’s standards; HP
became aware of Hurd’s ostensible misconduct; HP quickly launched an
investigation, confirming the misconduct; and Hurd resigned.  In fact,
given Retail Wholesale’s position that Hurd’s resignation triggered the
decline in stock value, it’s entirely possible that the strength—as much as
the weakness—of the SBC factored into Retail Wholesale’s claimed
damages.
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§ 240.10b–5(b).  In other words, a duty to provide
information exists only where statements were made which
were misleading in light of the context surrounding the
statements.

Here, there was no duty to disclose because HP’s and
Hurd’s failures to speak did not “affirmatively create an
impression of a state of affairs that differs in a material way
from the one that actually exists.”  Brody, 280 F.3d at 1006. 
As noted, the SBC, and the statements within the Class Period
promoting it, were transparently aspirational.  The promotion
of ethical conduct at HP did not reasonably suggest that there
would be no violations of the SBC by the CEO or anyone
else.  Nor did Hurd’s own statements warrant that he had
been personally compliant or that he personally would
comply with the SBC in the future.

The analysis would likely be different if HP had
continued the conduct that gave rise to the 2006 scandal while
claiming that it had learned a valuable lesson in ethics. 
However, that is not the case here.  Although the facts reflect
misbehavior by the corporation’s highest executive in
violation of its ethical code, the fact that HP and Hurd
enhanced and touted the SBC does not, without more,
transform the misbehavior into an actionable material
omission under the securities laws.

Because the affirmative statements did not create an
impression of full compliance, HP and Hurd had no duty to
disclose Hurd’s misuse of CEO authority and misbehavior in
violation of the SBC.
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III. CONCLUSION

The complaint does not give rise to an actionable claim
for securities fraud.  This is not to say that Hurd’s conduct
was consistent with the general ethical values espoused
within the SBC and related statements.  Indeed, Hurd did not
demonstrate the “uncompromising integrity” asked of him by
the SBC.  However, there was no fraud.  The statements made
were aspirational, and neither Hurd nor HP warranted total
compliance with the SBC.  Nor did Hurd, personally, attest to
stockholders that he was not behaving as it turned out he was. 
In short, there were no material misrepresentations or
actionable material omissions.  Further, even if the complaint
adequately alleged the existence of a misrepresentation or a
misleading omission, it would not have been actionable, as it
was immaterial.

AFFIRMED.
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The Federal Deposit Insurance Corporation (“FDIC”), acting as receiver of

the failed Security Pacific Bank (“Security Pacific”), seeks a declaratory judgment

regarding whether a directors-and-officers-liability-insurance policy (“D&O

Policy”) issued by BancInsure, Inc. (“BancInsure”) to Security Pacific1 covers

losses arising from the negligence, gross negligence, and breach of fiduciary duty

allegedly committed by certain of Security Pacific’s former directors and officers.

The district court concluded that the D&O Policy covers the FDIC’s claims and

thus granted summary judgment in favor of the FDIC. We have jurisdiction under

28 U.S.C. § 1291, and we reverse.

1. The D&O Policy excludes from coverage losses arising from legal actions

brought “by, or on behalf of, or at the behest of” Security Pacific, a person insured

under the D&O Policy, or “any successor, trustee, assignee or receiver” of Security

Pacific (“insured-versus-insured exclusion”). The FDIC, as the duly constituted

receiver of Security Pacific, seeks payment of losses it claims were caused to

Security Pacific by its former directors and officers. On its face, the insured-

versus-insured exclusion appears unambiguously to bar the FDIC’s claims, and the

FDIC does not suggest otherwise. Instead, the FDIC points to other provisions of

1 The D&O Policy covered directors and officers of Security Pacific, its
holding company, and other subsidiaries of the holding company through the date
of Security Pacific’s closure. We do not distinguish among the entities.
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the D&O Policy that, in its view, evidence an intent to cover the FDIC’s

claims—or at least create an ambiguity in the terms of the D&O Policy that should

be construed in favor of coverage. See E.M.M.I. Inc. v. Zurich Am. Ins. Co., 84

P.3d 385, 389 (Cal. 2004).2

2. The FDIC contends that it is not a “receiver” within the meaning of the

insured-versus-insured exclusion because, by statute, it has a “unique role”

representing “multiple interests”:3 As receiver, the FDIC “succeed[s] to . . . all

rights, titles, powers, and privileges of the insured depository institution, and of

any stockholder, member, accountholder, depositor, officer, or director.” 12 U.S.C.

§ 1821(d)(2)(A)(i). Because it is vested with the powers of a shareholder, the FDIC

2 The parties agree that California law governs the interpretation of the D&O
Policy.

3 The FDIC argues that its “unique role . . . distinguishes it from a typical
‘successor’ or ‘receiver.’” However, the FDIC does not clarify what powers it has
that other receivers do not normally or cannot have, or vice versa. Rather, it cites
several cases in which courts held that the FDIC was not included within the scope
of an insurance policy’s insured-versus-insured exclusion because the FDIC does
not merely “step into the shoes” of a failed bank. See, e.g., Progressive Cas. Ins.
Co. v. FDIC, 926 F. Supp. 2d 1337, 1340 (N.D. Ga. 2013). But in none of those
cases did the insured-versus-insured exclusion expressly include the term
“successor” or “receiver.” The Tenth Circuit recently found the insured-versus-
insured exclusion in a nearly identical BancInsure insurance policy unambiguously
to bar claims by the FDIC as receiver, in part because the insured-versus-insured
exclusion expressly barred claims by a “receiver.” See BancInsure, Inc. v. FDIC,
796 F.3d 1226, 1235–36 (10th Cir. 2015), cert. denied sub nom. McCaffree v.
BancInsure, No. 15-982 (June 13, 2016).
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points to an exception to the insured-versus-insured exclusion for losses arising

from “a shareholder’s derivative action brought on behalf of [Security Pacific] by

one or more shareholders who are not [insureds under the D&O Policy] and make a

Claim4 without the cooperation or solicitation of” Security Pacific or any person

insured under the D&O Policy (“shareholder-derivative-suit exception”). The

FDIC argues that the shareholder-derivative-suit exception evidences an intent to

cover its claims, because (1) the claims are similar to those brought in shareholder

derivative suits; (2) the FDIC succeeded to the interests of Security Pacific’s

shareholders; and (3) after it was appointed receiver, only the FDIC could bring an

action against Security Pacific’s former directors and officers for their alleged

negligence, gross negligence, and breach of fiduciary duty, see Pareto v. FDIC,

139 F.3d 696, 699–701 (9th Cir. 1998). The district court agreed with the FDIC,

but we do not.

Causes of action against a corporation’s directors and officers for their

malfeasance belong to the corporation—not to the shareholders—and the board of

directors is primarily responsible for enforcing the corporation’s rights. See

4 The term “Claim” in the D&O Policy “shall mean any judicial or
administrative proceeding that is filed against an Insured Person in any state or
federal court or administrative agency, in which such Insured Person could be
subjected to a binding adjudication of liability for damages or other civil relief.”
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Grosset v. Wenaas, 175 P.3d 1184, 1189 (Cal. 2008). Security Pacific’s board of

directors could have authorized a direct suit against its former directors and

officers for their alleged negligence, gross negligence and breach of fiduciary

duty—but, had it done so, the D&O Policy’s insured-versus-insured exclusion

would have barred coverage of the claims.5 The FDIC, as receiver, succeeded to

the right of Security Pacific’s board of directors to bring such a direct suit. See 12

U.S.C. § 1821(d)(2)(A)–(C).6 But the insured-versus-insured exclusion—the text

of which expressly includes the terms “successor” and “receiver,” cf. supra note

3—would continue to bar coverage of claims brought by the FDIC against Security

Pacific’s former directors and officers as receiver of Security Pacific and as the

successor to its board of directors.

5 The “insured-versus-insured exclusion” “arose in D & O policies as a
reaction to several lawsuits in the mid-1980s in which insured corporations sued
their own directors to recoup operational losses caused by improvident or
unauthorized actions. Such lawsuits created problems of moral hazard, collusion,
and unintended expansion of coverage. The reasonable expectations of the parties
were that they were protecting against claims by outsiders, not intracompany
claims.” Biltmore Assocs., LLC v. Twin City Fire Ins. Co., 572 F.3d 663, 668 (9th
Cir. 2009) (footnote omitted).

6 As part of an agreement with BancInsure and certain of Security Pacific’s
former directors and officers, the FDIC voluntarily “waive[d] any claim against the
[directors and officers] in excess of the [D&O] Policy Limits and further agree[d]
to look only to the [D&O] Policy and the Policy Limits with respect to the FDIC’s
Claims.”

5



A shareholder derivative suit is a secondary means of enforcing a

corporation’s rights and redressing its injuries, and a shareholder may bring a

derivative suit only “when the board of directors fails or refuses to do so.” Grosset,

175 P.3d at 1189. Reading the D&O Policy as a whole and in context, see

E.M.M.I., 84 P.3d at 389, the shareholder-derivative-suit exception extends the

D&O Policy’s coverage to losses from shareholder derivative suits, but not to suits

brought by a successor or receiver. The D&O Policy’s insured-versus-insured

exclusion would exclude from coverage losses from a direct suit by the FDIC

against Security Pacific’s former directors and officers. See supra. The

shareholder-derivative-suit exception does not change that result or render the

insured-versus-insured exclusion ambiguous with respect to the FDIC as receiver

merely because the FDIC also succeeded to the right of Security Pacific’s

shareholders to bring a derivative action—which right (1) is secondary to the

FDIC’s right to bring the same claims directly as Security Pacific’s receiver and

(2) may be exercised only if the FDIC does not exercise its primary right to bring

6



the claims directly.7 Cf. Reserve Ins. Co. v. Pisciotta, 640 P.2d 764, 767–68 (Cal.

1982) (“Courts will not adopt a strained or absurd interpretation in order to create

an ambiguity where none exists.”).

We must also remember that the D&O Policy concerns an FDIC-insured,

California-chartered bank. California law allows the Commissioner of Business

Oversight to appoint the FDIC as receiver of a failed FDIC-insured state-chartered

bank, see Cal. Fin. Code § 620,8 and federal law permits the FDIC to accept such

an appointment, see 12 U.S.C. § 1821(c). “Today, state regulatory authorities

virtually always request the appointment of the FDIC when a receiver is

appointed.” FDIC, Managing the Crisis 215 (1998). Indeed, press releases show

that the FDIC has been appointed receiver of every California-chartered bank that

7 Moreover, the shareholder-derivative-suit exception extends coverage
under the D&O Policy only to derivative suits brought “without the cooperation or
solicitation” of Security Pacific. A shareholder derivative suit may be brought only
if the corporation, through its board of directors, declines to pursue the claims at
issue directly. See Grosset, 175 P.3d at 1189. Were the FDIC, as successor to the
interests of Security Pacific’s shareholders, to attempt to bring a derivative suit
against Security Pacific’s former directors and officers, it, as receiver of Security
Pacific and successor to Security Pacific’s board of directors, would necessarily
have to “cooperat[e]” in the derivative suit by refusing to bring the same claims
directly. In that circumstance, there would be no coverage for the manufactured
shareholder derivative suit under the D&O Policy.

8 Similar provisions were previously codified at Cal. Fin. Code
§§ 3220–3225 (until December 31, 2010) and Cal. Fin. Code §§ 310–310.3 (until
January 31, 2011).

7



has failed since 2001. See Cal. Dep’t of Bus. Oversight, Press Releases,

http://www.dbo.ca.gov/Press/press_releases/ (last visited Aug. 10, 2016).

Interpreting the shareholder-derivative-suit exception to provide coverage to the

FDIC’s claims may very well read the term “receiver” out of the insured-versus-

insured exclusion. We think the term “receiver” is clear and unambiguous and

includes the FDIC in its role as receiver of Security Pacific. As such, the FDIC’s

claims fall within the scope of the D&O Policy’s insured-versus-insured exclusion.

3. The standard policy form separately excluded coverage for losses arising

from “any action or proceeding brought by or on behalf of any federal or state

regulatory or supervisory agency or deposit insurance organization” (“regulatory

exclusion”). However, the D&O Policy, through an endorsement (“regulatory

endorsement”), deleted the regulatory exclusion in full and established a coverage

sublimit for the formerly excluded claims. The FDIC argues that its claims would

most naturally be excluded by the regulatory exclusion, and the deletion of that

exclusion should be construed to favor coverage of its claims.

We agree that the regulatory exclusion, as against the insured-versus-insured

exclusion, would more clearly exclude the FDIC’s claims and that, “[i]n the

interpretation of insurance contracts, a specific provision relating to a particular

subject will govern in respect to that subject, as against a general provision, even

8



though the latter, standing alone, would be broad enough to include the subject to

which the more specific provision relates.” Kavruck v. Blue Cross of Cal., 134 Cal.

Rptr. 2d 152, 157 (Ct. App. 2003). However, deleting the specific provision does

not necessarily alter the scope of the general provision. Cf. Berry v. Am. Express

Publ’g, Inc., 54 Cal. Rptr. 3d 91, 96 (Ct. App. 2007). The standard policy form

contained two exclusions: (1) the insured-versus-insured exclusion; and (2) the

regulatory exclusion. Each, standing alone, would have excluded the FDIC’s

claims. The regulatory endorsement deleted the regulatory exclusion but did not

“vary, waive, or extend any of the [other] terms” of the D&O Policy,9 and thus did

not alter the scope of the insured-versus-insured exclusion. As a result, the FDIC’s

claims remain barred by the insured-versus-insured exclusion. See Hervey v.

Mercury Cas. Co., 110 Cal. Rptr. 3d 890, 897–98 (Ct. App. 2010).10

9 The standard policy form “and any written endorsements attached [to the
standard policy form] constitute the entire agreement between the parties.”

10 Nor is the regulatory endorsement superfluous. Shortly before it failed,
Security Pacific gave BancInsure notice of two types of potential claims by the
FDIC: (1) “enforcement actions against the individual officers and directors”; and
(2) “as receiver for the Bank, . . . a civil action against the individual directors and
officers seeking to recovery monetary damages as a result of their alleged
conduct.” The regulatory endorsement may have reinstated coverage for
enforcement actions, which are not barred by the insured-versus-insured exclusion.
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4. The FDIC also argues that extrinsic evidence shows that the D&O

Policy’s insured-versus-insured exclusion is at least ambiguous with respect to

claims by the FDIC as receiver. However, extrinsic evidence may not be used to

contradict the express terms of an insurance policy, see, e.g., id. at 895, and we

therefore do not consider it.

5. Because we conclude that the D&O Policy does not cover the FDIC’s

claims, we do not address BancInsure’s alternative argument that Security Pacific

had failed to give timely notice of the FDIC’s claims or the circumstances that

gave rise to the claims.

*     *     *

Having found that the D&O Policy unambiguously excludes from coverage

the FDIC’s claims against Security Pacific’s former directors and officers, we

reverse the decision of the district court and remand with instructions to enter

judgment in favor of BancInsure.

REVERSED and REMANDED with instructions.
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FDIC v. BancInsure, Case No. 14-56132
RAWLINSON, Circuit Judge, dissenting:

I respectfully dissent.  I agree with the district court judge that the

“Regulatory Endorsement” superseded the regulatory coverage exclusion, thereby

providing coverage for the claims made by the Federal Deposit Insurance

Corporation (FDIC).

As relevant here, the applicable insurance policy contained an exclusion for

any

[c]laim by, or on behalf of, or at the behest of, any other Insured Person,
the Company, or any successor, trustee, assignee, or receiver of the
Company except for . . . a shareholder’s derivative action brought on
behalf of the Company by one or more shareholders who are not Insured
Persons and make a Claim without the cooperation or solicitation of any
Insured Person or the Company.

However, the exclusion section of the policy was also amended by deleting the

exclusion 

based in or upon any action or proceeding brought by or on behalf of any
federal or state regulatory or supervisory agency or deposit insurance
organization (“Agency”).

This exclusion shall include, but not be limited to, any type of legal
action which any such Agency may bring as receiver, conservator,
trustee, liquidator or in any capacity, whether such action or proceeding
is brought in the name of such Agency or by or on behalf of such
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Agency in the name of any other entity or solely in the name of any third
party . . .

Under California law, a policy provision is ambiguous if it may reasonably be

subject to at least two interpretations.  See MacKinnon v. Truck Ins. Exchange, 31 Cal.

4th 635, 648 (2003), as modified.  Insurance coverage is interpreted broadly, and

exclusions are interpreted narrowly.  See id.  “[T]he burden rests upon the insurer to

phrase exceptions and exclusions in clear and unmistakable language,” without

ambiguity.  Id. (citation omitted).

Applying these precepts, a conclusion of ambiguity is apparent.  Considering

the “insured versus insured” exclusion discussed by the majority in the context of the

amendment to the exclusion that specifically addresses actions brought by receivers,

at least two interpretations come to mind.  The first is the interpretation advanced by

the majority— that the FDIC, as a successor entity to the defunct financial institution,

is similarly barred by the “insured versus insured” exclusion.  However, the majority

ignores the equally plausible interpretation that the amendment to the exclusions

specifically preserved claims brought by a receiver, more precisely those brought by

a “regulatory . . . deposit insurance organization.”  The latter interpretation is entirely

consistent with California caselaw holding that an endorsement expressly deleting an

exclusion “supports an objectively reasonable expectation” of coverage.  American
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Alternative Ins. Corp. v. Super. Ct., 135 Cal. App. 4th 1239, 1247 (2006).  At a

minimum, this interpretation, supported by California authority, creates an ambiguity

that is resolved in favor of the insured and coverage.  See St. Paul Mercury Ins. Co.

v. Hahn, No. SACV 13-0424 AG (RNBx), 2014 WL 5369400 (C.D. Calif., Oct. 8,

2004) at *3-4 (“[T]he Insured v. Insured Exclusion is ambiguous when applied to the

FDIC [and] California law mandates that any ambiguity or uncertainty in an insurance

policy is to be resolved against the insurer.”) (citations and internal quotation marks

omitted).  Coverage is particularly mandated when one keeps in mind that California

courts construe coverage broadly, exclusions narrowly, and place the burden on

insurers to “phrase . . . exclusions in clear and unmistakable language.”  Mackinnon,

31 Cal. 4th at 648.

I am not persuaded by the decision of the Tenth Circuit cited by the majority

for one simple reason—in BancInsure, Inc. v. FDIC, 796 F.3d 1226 (10th Cir. 2015)

cert. denied sub nom McCaffree v. BancInsure, 136 S. Ct. 2462 (June 13, 2016), the

court applied Kansas law rather than California law.  See id. at 1233.  There is no

indication in the Tenth Circuit’s decision that Kansas courts have adopted the

California approach treating an endorsement deleting an exclusion as adequate to

“support an objectively reasonable expectation of coverage.”  American Alt., 135 Cal.

App. 4th at 1247; see also St. Paul Mercury, 2014 WL 5369400 at *3-4 (finding an
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ambiguity in the application of the “Insured v. Insured” exclusion to the FDIC).  The

district court got it right.  The FDIC was entitled to insurance coverage for its claim. 

I respectfully dissent. 



 
 

 

[PUBLISH] 

 

IN THE UNITED STATES COURT OF APPEALS 
 

FOR THE ELEVENTH CIRCUIT 
________________________ 

 
No. 16-10324  

________________________ 
 

D.C. Docket No. 1:15-cv-00029-SCJ 

 

In Re: Galectin Therapeutics, Inc. Securities Litigation, 
 
MARISSA BALLESTEROS, et al., 
 
                                                                                 Plaintiffs, 
 
GLYN HOTZ,  
Lead Plaintiff,  
 
                                                                                Plaintiff - Appellant, 
 
versus 
 
GALECTIN THERAPEUTICS, INC.,  
JAMES C. CZIRR,  
PETER G. TRABER,  
JACK W. CALLICUTT,  
3:14-cv-402-RCJ-WGC,  
ROD D. MARTIN,  
JOHN F. MAULDIN, 10x FUND L.P. 
Member Case 3:14-cv-402-RCJ-WGC, et al., 
 
                                                                                Defendants - Appellees, 

Case: 16-10324     Date Filed: 12/15/2016     Page: 1 of 37 



2 
 

 
GILBERT F. AMELIO, 
Member Case 3:14-cv-402-RCJ-WGC, et al., 
 
                                                                                Defendants. 

________________________ 
 

Appeal from the United States District Court 
for the Northern District of Georgia 

________________________ 

(December 15, 2016) 

Before TJOFLAT and HULL, Circuit Judges, and BYRON,* District Judge. 
 
HULL, Circuit Judge:  

 Appellee-defendant Galectin Therapeutics, Inc. (“Galectin”) is a small 

biopharmaceutical company headquartered in Norcross, Georgia. On February 26, 

2014, Appellant-plaintiff Glynn Hotz purchased 16,000 shares of Galectin 

common stock at $17.90 per share. On July 25, 2014, news outlets began to report 

that Galectin had paid promotional firms to write flattering articles about Galectin 

and to “tout” Galectin’s stock price. On July 28, 2014, Galectin’s stock price 

crashed. Galectin’s stock lost over half its value, falling from a price of $15.91 per 

share to $7.10 per share in one day. 

                                                 
*Honorable Paul G. Byron, United States District Judge, for the Middle District of 

Florida, sitting by designation. 
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After suffering stock losses, Hotz filed a consolidated class action complaint 

against Galectin on May 8, 2015. Hotz now appeals the district court’s Rule 

12(b)(6) dismissal of his complaint for failure to state a claim.  

This appeal involves two causes of action. First, Hotz alleges that Galectin, 

along with several of its officers and directors, committed securities fraud in 

violation of § 10(b) of the Securities and Exchange Act of 1934 (the “Exchange 

Act”) and implementing Rule 10b-5(b). There is no allegation that the articles were 

false. Rather, Hotz argues that Galectin made material misstatements and 

omissions of fact by not disclosing that it had paid the promotional firms to tout 

Galectin stock. Second, Hotz alleges that certain Galectin officers and directors 

were liable for the company’s actions in their personal capacity as “controlling 

persons” of Galectin under § 20(a) of the Exchange Act. 

After thorough review, and with the benefit of oral argument, we affirm. 

I.  BACKGROUND 

 Because this appeal involves a Rule 12(b)(6) dismissal, we outline in detail 

the allegations in the complaint. 

A. The Parties 

 Plaintiff Glynn Hotz represents the putative class of similarly situated 

Galectin shareholders. The Class Period runs from October 24, 2013 to July 28, 

2014. The defendants are: (1) Galectin Therapeutics, Inc. (“Galectin”) and 10X 
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Fund L.P. (the “10X Fund”), and; (2) five individuals, James C. Czirr (“Czirr”), 

Rod D. Martin (“Martin”), Peter G. Traber (“Traber”), Jack W. Callicutt 

(“Callicutt”), and John F. Mauldin (“Mauldin”). 

 Galectin conducts protein research in an effort to combat cancer and non-

alcoholic steatohepatitis (“NASH”), or “fatty liver disease.” Galectin has been 

developing GR-MD-02 (“the drug”) as its lead drug to combat NASH.  

B. Pro-Pharma 

Galectin first began as a business under a different name—Pro-

Pharmaceuticals, Inc. (“Pro-Pharma”). From 2003 to 2011, Pro-Pharma developed 

a separate drug, Davanat. Pro-Pharma designed Davanat to improve the 

effectiveness of certain colon cancer chemotherapy treatments. Pro-Pharma 

struggled to obtain Food and Drug Administration (“FDA”) approval of Davanat 

throughout its development.  

 In 2008, defendants Czirr and Martin co-founded defendant 10X Fund as a 

technology-focused hedge fund, headquartered in Niceville, Florida. In 2009, the 

10X Fund conducted a takeover and restructuring of the struggling Pro-Pharma. In 

2011, Pro-Pharma changed its name to Galectin and phased out the Davanat study. 

Galectin did this in an attempt to revamp its image. In 2013, Galectin began 

development of the GR-MD-02 drug.  
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C.  Galectin’s Stock 

During the October 24, 2013-July 28, 2014 Class Period, Galectin remained 

a small company. It faced pressure to compete from rival biotechnology firms. 

Before Galectin began its GR-MD-02 development, competitor Intercept 

Pharmaceuticals (“Intercept”) had already submitted a similar drug for FDA 

approval. Over a one-month period in January 2013, Intercept’s stock price had 

skyrocketed from $20 per share to $445 per share.  

 During the Class Period, the five individual defendants—Czirr, Martin, 

Traber, Callicutt, and Mauldin—served as directors and senior officers of Galectin. 

Within this period, each individual defendant allegedly exercised control over—

and held a financial interest in—Galectin. Each individual defendant also owned 

various shares of Galectin common stock. As of March 2015, each individual 

defendant owned the following approximate number of shares: Czirr—817,000 

shares; Martin—175,000 shares; Traber—1,405,276 shares; Callicutt—99,035 

shares; Mauldin—53,662 shares.  

Apart from these individual owners, as of March 2015, the 10X Fund owned 

“all of the issued and outstanding shares of Galectin Series B preferred stock, 

which are convertible into 2,000,000 shares of Galectin’s common stock, as well as 
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warrants exercisable to purchase an aggregate of 4,000,000 shares of Galectin 

common stock.”1  

Separately, according to Hotz’s complaint, the 10X Fund had the right “at all 

relevant times” to elect three Galectin directors in a class vote and to nominate 

three directors for election. The 10X Fund had these rights by virtue of its 

ownership of Galectin preferred stock. The complaint does not allege that the 10X 

Fund ever exercised these rights.  

D. Galectin’s Two “ATM” Offerings 

 Because Galectin was developing drugs pending FDA approval, Galectin did 

not generate revenues during the Class Period. Instead, Galectin financed its 

research and production operations through stock and debt issuances. 

 Between 2013 and 2014, Galectin announced two issuances of common 

stock “for the continued development of [its] drug research and development 

programs, including the current clinical trial for GR-MD-02.” Galectin announced 

the offerings on October 25, 2013 and March 21, 2014, respectively. In each 

                                                 
1After describing each defendant’s ownership of Galectin stock, Hotz’s complaint alleges 

that the defendants “[b]y reason of their control of Galectin . . . control the day-to-day conduct of 
Galectin’s business and are liable for any false and misleading statements and omissions alleged 
herein that are attributable to Galectin.” However, the complaint does not allege that the 
defendants collectively owned a majority stake in Galectin common stock during the Class 
Period. Indeed, the complaint fails to allege any percentage of Galectin common stock 
collectively owned by the defendants during the Class Period. The complaint’s only factual 
allegation concerning the percentage of ownership in Galectin is that, “as of December 31, 2014 
[assuming exercise of all outstanding stock options] . . . the 10X Fund would own approximately 
31% of Galectin’s then-outstanding shares of common stock.” 
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issuance, Galectin authorized the sale of up to $30 million in shares in an “at the 

market” (“ATM”) agreement, wherein Galectin could sell shares at its sole 

discretion. 

In the first ATM offering, Galectin sold 2,763,589 shares of common stock. 

The sale generated net proceeds of approximately $29,011,000. For the period of 

October 25, 2013 through December 31, 2013, Hotz’s complaint alleged an 

average sale price of $9.02 per share from the first ATM offering. Hotz’s 

complaint did not allege a final average price per share from the first ATM 

offering, which concluded in February 2014. Hotz’s complaint also did not allege 

sales figures from the second ATM offering that Galectin announced on March 21, 

2014.  

E. The Stock Promoters   

 While Galectin was making these ATM offerings, it allegedly retained 

several promoters to “recommend or ‘tout’” Galectin’s stock and raise the stock 

price. Galectin worked with four promoters: (1) The Dream Team/Mission IR 

(“The Dream Team”); (2) Patrick Cox; (3) TDM Financial/Emerging Growth 

Corporation (“TDM”), and; (4) Acorn Management Partners, LLC (“Acorn”).  

All four stock promoters frequently published articles about stocks and 

investments. There is no Securities and Exchange Commission (“SEC”) rule 
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requiring a company (like Galectin) to disclose that it pays a stock promoter for 

promotional material. 

Rather, the duty to disclose payments for promotional articles is on the 

author who receives the payment. See 15 U.S.C. § 77q(b). This way, the payment 

disclosure will be right in the article itself. Specifically, § 17(b) of the Securities 

Act of 1933 (the “Securities Act”) requires stock promoters to disclose any 

payment they receive as consideration for their promotional material. See id. In 

Hotz’s complaint, there is no claim brought against the promoters themselves for 

failure to disclose the receipt of any such payments from Galectin. But, as outlined 

below, there are allegations that two of the promoters did not disclose their 

payments. 

F. The Dream Team and Cox Did Not Disclose Payments 

One promoter was The Dream Team. Between the fall of 2012 and 

December 2014, The Dream Team published seven articles touting Galectin and its 

stock with titles such as, “Investors Should Consider Galectin Therapeutics 

(GALT).” Galectin paid The Dream Team for these articles, but The Dream 

Team’s articles did not disclose the payments. Galectin did not disclose that it paid 

The Dream Team.  

A second promoter was Patrick Cox. During the Class Period, Cox 
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wrote twenty-three articles about Galectin and its drug development. Galectin paid 

Cox for these articles, but Cox’s articles did not disclose the payments, and 

Galectin did not disclose them either.  

Further, before Hotz filed his complaint, Cox denied that he had ever 

received any payment from Galectin. On July 29, 2014, Cox wrote an open letter to 

the readers of the Transformational Technology Alert, a newsletter Mauldin 

owned. In the letter, Cox wrote that “neither I nor the analyst team has ever had 

any direct or indirect financial arrangement with Galectin Therapeutics.”2  

G. TDM and Acorn Disclosed Payments 

The other two stock promoters were TDM and Acorn, who did disclose their 

payments from Galectin. On its website, TDM wrote and published six articles 

about Galectin during the Class Period. Galectin paid TDM for the articles, but 

Galectin did not disclose that it paid TDM.  

                                                 

2Hotz also alleges that, before the Class Period, Cox and Galectin management had a 
preexisting fraudulent relationship. In March 2011, defendant Mauldin independently employed 
Cox to write a research article on BioTime, a small biotechnology company. Mauldin owned 
shares in BioTime. Cox published the research article in the Tranformational Technology Alert. 
The article caused BioTimes’s shares to jump 14% the day the article was published. 
 

There is no allegation, however, that either Cox or Mauldin failed to disclose payment 
from Cox to Mauldin for the BioTime article. Or, rather, Hotz includes the BioTime episode to 
suggest that Cox and a Galectin director (Mauldin) enjoy a “deep-rooted relationship.” Hotz 
suggests that this relationship could have led Cox to be “easily . . . manipulated” during the Class 
Period.  
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TDM, however, made two disclosures that Galectin paid it for services. 

First, at least one of the TDM articles included a “[F]ull [D]isclaimer” link at the 

bottom of the article. If a user clicked the “[F]ull [D]isclaimer” link, he or she 

would be taken to a separate “Legal Disclaimer” webpage. On the “Legal 

Disclaimer” webpage, TDM listed Galectin as a paying client and showed receipt 

of eleven separate payments from Galectin. The payments from Galectin to TDM 

on the “Legal Disclaimer” webpage ranged from $3,500 to $7,000 each. TDM’s 

disclosure did not describe what each payment was for. 

Second, in a “Case Studies” section on its website, TDM stated that Galectin 

paid it to promote Galectin’s stock and “to broaden and enhance [Galectin’s] 

shareholder base . . . through a combination of dedicated list mailings, targeted 

content syndication, and other forms of measurable and effective outreach.”  

Hotz charged that TDM’s disclosure was “minimal” and so difficult to 

find—whether in TDM’s articles or on its website—that TDM’s disclosure was 

ineffective in stopping the defendants’ stock-promotion scheme.  

The fourth promoter was Acorn. During the Class Period, Acorn published 

two promotional articles about Galectin, including a March 10, 2014 “Company 

Profile” detailing the drug’s “blockbuster potential” and Galectin’s 

competitiveness with Intercept. Galectin paid Acorn for these articles, and Acorn 

made disclosures. Acorn disclosed that its March 10, 2014 Company Profile 
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“should be viewed as a paid advertisement, to enhance the public awareness of 

Galectin Therapeutics (Nasdaq: GALT) and its securities.”  

Galectin itself did not disclose that it paid Acorn to write and publish the 

articles, even though Galectin did disclose that it paid Acorn for unspecified 

business services.  

On May 13, 2014, Galectin filed an SEC Form 10-Q financial report. In the 

report, Galectin disclosed that it paid Acorn 3,000 shares of common stock as part 

of a “consulting agreement.” The disclosure did not provide details about what the 

consulting agreement was for.  

According to Hotz, the “consulting agreement” language was: (1) untimely, 

appearing two months after Acorn’s March 10, 2014 Company Profile, and; (2) too 

vague to be considered as Galectin’s disclosure that it paid Acorn to write and 

publish the promotional articles.  

H. The Promotional Scheme 

 According to the complaint, the stock promoters timed the publication of 

their Galectin-related articles to coincide with Galectin’s own press releases and 

“pump” Galectin’s stock price. Following the publication of the flattering articles, 

defendant Galectin made the two ATM offerings to “[c]apitaliz[e] on the 

artificially inflated price of its common stock” and minimize the dilution of the 

defendants’ “investment” in Galectin. 
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 Hotz’s complaint offers several examples of “market timing.” First, on 

January 13, 2014, Galectin filed an SEC Form 8-K which discussed Galectin’s 

competitiveness with Intercept. On January 28, 2014, TDM published an article 

which stated that, “if conclusions are to be drawn so early in the game, it’s 

arguable that Intercept’s peer Galectin Therapeutics may actually have a better 

NASH/fibrosis drug in GR-MD-02.”  

Second, on March 21, 2014, Galectin made its second ATM offering. On 

March 27, 2014, TDM published an article which described Galectin as “only a 

clinical data set away from a potential leap forward with GR-MD-02.”  

Third, on July 24, 2014, a TDM article discussed how Galectin was “nipping 

at Intercept’s heels.” The next day, Galectin issued a press release, announcing that 

it would soon present results from its latest drug study.  

 Whether due to the articles or not, Galectin’s stock price increased during 

the drug’s development cycle. When Galectin announced the beginning of its drug 

development program in January 2013, Galectin stock was trading at roughly $2 

per share. By the time Galectin made its first ATM offering in October 2013, 

Galectin’s stock had risen to “an all-time high of $12.45 per share.” This price 

continued to climb to $15.31 per share by the time of Galectin’s second ATM 

offering in March 2014. 
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 Notably, there is no allegation that the defendants pumped the stock price 

and then sold it, which is called a “pump-and-dump” scheme. Rather, and as 

previously mentioned, Hotz claims the defendants pumped the stock price in order 

to minimize the dilution of their “investment” in Galectin when Galectin raised 

capital through its two ATM offerings.  

I.  Galectin’s Stock Collapse 

 In late July 2014, several months after Galectin’s second ATM offering, 

investment commentators began publishing articles and messages regarding 

suspected ties between Galectin and the stock promoters. The messages charged 

promotional touting; some included language such as, “[Galectin] paying penny 

stock promoters to issue misleading PRs” and “[o]nly someone being paid to shill 

would claim Galectin is ‘nipping at Intercept’s heels.’” On July 28, 2014, after the 

investment commentators published these articles and messages, Galectin’s stock 

price began to fall. Over a one-day period from July 28, 2014 to July 29, 2014, 

Galectin’s stock price fell from $15.91 per share to $7.10 per share, generating a 

loss of $8.81 per share (a 55% loss in the stock price).  

The stock-price crash was a market reaction to the “revelation” of a stock-

promotion scheme. Hotz alleges that, had Galectin disclosed its promoter 

relationships from the start, he and other class members would not have purchased 
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the stock. As it was, Hotz and other class members purchased the stock during the 

Class Period and suffered losses resulting from the stock price’s decline in value.  

J. Galectin’s Representations in its ATM Offerings 

In both the October 25, 2013 and March 21, 2014 ATM offerings, Galectin 

stated that it had not taken any action that caused or resulted in the “manipulation” 

of its stock price, as follows: 

Neither the Company, nor any Subsidiary, nor any of their respective 
directors, officers or controlling persons has taken, directly or 
indirectly, any action designed, or that has constituted or would 
reasonably be expected to cause or result in, under the Exchange Act 
or otherwise, the stabilization or manipulation of the price of any 
security of the Company to facilitate the sale or resale of the 
placement shares. 

 
In those ATM offerings, Galectin also stated that it would not “directly or 

indirectly” manipulate its stock price in the future. Galectin publicly 

disseminated these assurances in its October 24, 2013 and March 21, 2014 

SEC filings. 

According to Hotz, Galectin broke this “no manipulation” promise because 

it “engaged in conduct designed to manipulate the price of its securities in order to 

generate capital with as little dilution as possible.” Further, Galectin had hired 

stock promoters to “(i) embellish[] the putative effectiveness of GR-MD-02 . . . 

and (ii) overstat[e] Galectin’s competitiveness with its so-called ‘peer’ Intercept.”  
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In sum, Hotz’s complaint alleges that the defendants’ representation 

that they had not manipulated the stock price was false and actionable 

because: (1) the defendants paid promoters to tout the stock, and; (2) the 

defendants then were able to raise capital at higher stock prices to prevent 

dilution of their own “investments” in Galectin.3 

K. Galectin’s Omissions in SEC Form 10-K and 10-Q Reports 

 In addition to the “no manipulation” representations in the ATM offerings, 

Hotz’s complaint faults the defendants for omitting that Galectin paid promoters 

when Galectin filed its SEC Form 10-K and 10-Q reports that described the results 

of its October 25, 2013 ATM offering. We set forth the complaint’s allegations 

about those reports. 

On November 12, 2013, Galectin filed an SEC Form 10-Q report. 

That quarterly report stated that Galectin, at that point, had issued 50,643 

shares of common stock from the October 25, 2013 ATM offering. This sale 

had raised net proceeds of “approximately $531,000” at “an average price of 

$10.82 per share.”  

 On March 21, 2014, Galectin filed an SEC Form 10-K report. That annual 

report provided updated and final sales figures as to the same October 25, 2013 

                                                 
3In response to the defendants’ motion to dismiss, Hotz states, “Plaintiff does not 

challenge under § 10(b) a single substantive statement in the Stock Promoters’ articles.” Hotz 
also states, “Plaintiff’s claims are not premised on the actual statements made in the Stock 
Promoters’ articles.” 
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ATM offering. The 10-K report stated that, as of December 31, 2013, Galectin had 

issued 99,942 shares from the October 25, 2013 ATM offering at an average price 

of $9.02 per share, resulting in net proceeds of approximately $944,000. The 10-K 

report also stated that, in January and February 2014, Galectin had issued an 

additional 2,663,647 shares from the October 25, 2013 offering, resulting in 

additional net proceeds of approximately $28,178,000. The January and February 

2014 issuances had “completed the At Market Agreement.” 

 On May 13, 2014, Galectin filed an SEC Form 10-Q report. That quarterly 

report provided the same final sales figures for the October 25, 2013 ATM offering 

as those provided in the March 21, 2014 annual 10-K report. 

Hotz’s complaint alleges that these reports failed to disclose “that Galectin 

had raised the above funds by secretly hiring the stock promoters to publish highly 

exaggerated and manipulative articles.” Hotz’s complaint also alleges that failing 

to disclose the use of stock promoters constituted a material omission in the 

reports, in violation of the securities laws. 

L. Claim that Stock Promoters Are Agents of Galectin  

As mentioned, § 17(b) of the Exchange Act requires stock promoters to 

disclose any consideration that they receive in exchange for their promotional 

material. 15 U.S.C. § 77q(b). Because Galectin paid the stock promoters to write 

the articles, Hotz’s complaint alleges that the stock promoters became the “agents 
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of the Company,” and that Galectin itself therefore assumed the stock 

promoters’ disclosure responsibilities.  

 Because the stock promoters’ articles did not disclose that Galectin 

paid for their publication, Hotz’s complaint alleges that these articles were 

materially misleading. Accordingly, Hotz’s complaint alleges that the 

defendants violated the securities laws by “recklessly disregarding” the 

material omissions of their agents.  

M.  Procedural History 

 On July 30, 2014, prior to this litigation, Marissa Ballesteros filed a 

complaint, individually and on behalf of others similarly situated, in the United 

States District Court for the District of Nevada against Galectin, Czirr, Traber, and 

Callicutt, alleging violations of §§ 10(b) and 20(a) of the Exchange Act. Hotz was 

a putative class member in this action by virtue of his purchase of Galectin stock 

during the putative Class Period.  

On August 21, 2014, the parties in the Nevada case stipulated to consolidate 

that action with two other putative securities class actions brought by Galectin 

shareholders against the same defendants. On August 22, 2014, the District Court 

of Nevada issued an order consolidating the cases under the caption, “In re 

Galectin Therapeutics, Inc. Securities Litigation.” 
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On September 29, 2014, Hotz filed a Motion for Appointment as Lead 

Plaintiff in the District of Nevada. Hotz claimed he was the “most adequate 

plaintiff” for the class because his monetary loss during the Class Period 

represented the largest known financial interest in the relief sought by the class. 

On September 3, 2014, before Hotz had filed this motion for Appointment as 

Lead Plaintiff, defendants Galectin, Czirr, Traber, and Callicutt had separately 

filed a motion in the District of Nevada to transfer the consolidated class action to 

the Northern District of Georgia. On January 5, 2015, before ruling on Hotz’s 

Motion for Appointment as Lead Plaintiff, the District Court of Nevada granted the 

defendants’ motion to transfer and transferred the case to the Northern District of 

Georgia.  

On March 24, 2015, the Northern District of Georgia granted Hotz’s Motion 

for Appointment as Lead Plaintiff that he had filed in the District of Nevada. The 

Northern District of Georgia issued a schedule allowing Hotz forty-five days to file 

a consolidated complaint against the defendants, which Hotz did.  

On May 8, 2015, Hotz filed the consolidated class action complaint here, 

which includes three counts. In Count I, Hotz alleges that defendants Galectin, 

Callicutt, and Traber misrepresented that they had not acted to manipulate 

Galectin’s stock price, in violation of § 10(b) of the Exchange Act and Rule 10b-

5(b).  
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In Count II, Hotz alleges that defendants Galectin, Czirr, Martin, Traber, 

Callicutt, and Mauldin defrauded the market by paying for a stock-promotion 

scheme without disclosing that scheme, in violation of § 10(b) of the Exchange Act 

and Rules 10b-5(a) and (c).  

In Count III, Hotz alleges that defendants Czirr, Martin, Traber, Callicutt, 

Mauldin, and the 10X Fund are each liable in an individual capacity for Galectin’s 

material omissions and misrepresentations, in violation of § 20(a) of the Exchange 

Act. This is a claim of derivative liability, alleging that defendants Czirr, Martin, 

Traber, Callicutt, Mauldin, and the 10X Fund are “controlling persons” of Galectin 

by virtue of their positions in Galectin’s corporate structure and participation in its 

day-to-day operations.  

N. District Court’s Order 

 On June 26, 2015, the defendants moved to dismiss Hotz’s complaint for 

failure to state a claim. On December 30, 2015, the district court granted the 

motion.  

As to Count I, the district court determined that Galectin did not materially 

mislead investors by failing to disclose defendants’ payment to the stock 

promoters. First, the district court noted that paying for promotional articles does 

not constitute price “manipulation.” The district court ruled that, because it is 

permissible to use stock promoters, the defendants did not impermissibly 
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manipulate the company’s stock price. Therefore, the defendants did not contradict 

themselves when they publicly represented that they had not manipulated 

Galectin’s stock price.  

Second, under interpretive Supreme Court law, the defendants did not make, 

and are not liable for, the stock promoters’ own statements. Relying on Janus 

Capital Group, Inc. v. First Derivative Traders, the district court reasoned that one 

must “make” a material misstatement or omission in order to be liable for that 

misstatement or omission under the securities laws. 564 U.S. 135, 141, 131 S. Ct. 

2296, 2301 (2011). According to the district court, the defendants’ mere payment 

to the stock promoters was “insufficient” to suggest that, under Janus, Galectin 

“made” the statements in the stock promoters’ articles. Therefore, the district court 

dismissed Count I. 

As to Count II, the district court determined that Hotz’s complaint failed to 

allege conduct different from that in Count I. Because this alleged conduct—

making payments to promoters—was clearly permissible under Rules 10b5-(a) and 

(c), the district court dismissed Count II. In this appeal, Hotz does not challenge 

the district court’s Count II ruling.  

As to Count III, the district court dismissed Hotz’s § 20(a) derivative claim 

because the lack of liability under § 10(b) of the Exchange Act could leave “no 

secondary liability under section 20(a).”  
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 Hotz appeals the district court’s ruling as to his § 10(b) and Rule 10b-5(b) 

claims in Count I and his § 20(a) claims in Count III.4 

II.  DISCUSSION 

A.  Pleading Requirements for a Rule 10b-5(b) Claim 

To survive a motion to dismiss, a claim brought under Rule 10b–5(b) must 

satisfy: (1) the federal notice pleading requirements in Federal Rule of Civil 

Procedure 8(a)(2) (“Rule 8(a)(2)”); (2) the special fraud pleading requirements in 

Federal Rule of Civil Procedure 9(b) (“Rule 9(b)”), and; (3) the additional pleading 

requirements in the Private Securities Litigation Reform Act of 1995 (“PSLRA”). 

See Phillips v. Scientific–Atlanta, Inc., 374 F.3d 1015, 1016 (11th Cir. 2004) 

(reviewing a Rule10b-5(b) claim for a company’s alleged exaggeration of product 

demand); Ziemba v. Cascade Int'l, Inc., 256 F.3d 1194, 1197, 1202 (11th Cir. 

2001) (reviewing a Rule 10b-5(b) claim for a company’s alleged misrepresentation 

of its profits). 

Under Rule 8(a)(2), a complaint must contain “a short and plain statement of 

the claim showing that the pleader is entitled to relief.” Fed. R. Civ. P. 8(a)(2). The 

complaint must allege “enough facts to state a claim to relief that is plausible on its 

face,” and the factual allegations “must be enough to raise a right to relief above 
                                                 

4We review de novo the district court’s order dismissing a complaint. Garfield v. NDC 
Health Corp., 466 F.3d 1255, 1261 (11th Cir. 2006). In deciding a Rule 12(b)(6) motion, “all 
well-pleaded facts are accepted as true, and the reasonable inferences therefrom are construed in 
the light most favorable to the plaintiff.” Id. (quoting Bryant v. Avado Brands, Inc., 187 F.3d 
1271, 1273 n.1 (11th Cir. 1999)). 
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the speculative level.” Bell Atl. Corp. v. Twombly, 550 U.S. 544, 555, 570, 127 S. 

Ct. 1955, 1965, 1974 (2007).  

In addition to the Rule 8(a)(2) requirements, Rule 9(b) requires that, for 

complaints alleging fraud or mistake, “a party must state with particularity the 

circumstances constituting fraud or mistake,” although “[m]alice, intent, 

knowledge, and other conditions of a person’s mind may be alleged generally.” 

Fed. R. Civ. P. 9(b). While Rule 9(b) does not abrogate the concept of notice 

pleading, it plainly requires a complaint to set forth: (1) precisely what statements 

or omissions were made in which documents or oral representations; (2) the time 

and place of each such statement and the person responsible for making (or, in the 

case of omissions, not making) them; (3) the content of such statements and the 

manner in which they misled the plaintiff, and; (4) what the defendant obtained as 

a consequence of the fraud. Garfield v. NDC Health Corp., 466 F.3d 1255, 1262 

(11th Cir. 2006); Ziemba, 256 F.3d at 1202. The “[f]ailure to satisfy Rule 9(b) is a 

ground for dismissal of a complaint.” Corsello v. Lincare, Inc., 428 F.3d 1008, 

1012 (11th Cir. 2005) (per curiam). 

The PSLRA imposes additional heightened pleading requirements for Rule 

10b–5(b) actions. For Rule 10b–5(b) claims predicated on allegedly false or 

misleading statements or omissions, the PSLRA provides that “the complaint shall 

specify each statement alleged to have been misleading, the reason or reasons why 
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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 for all private Rule 10b–5(b) actions requiring proof of scienter, “the 

complaint shall, with respect to each act or omission alleged to violate this chapter, 

state with particularity facts giving rise to a strong inference that the defendant 

acted with the required state of mind [i.e., scienter].” Id., § 78u–4(b)(2). Although 

factual allegations may be aggregated to infer scienter, scienter must be alleged 

with respect to each defendant and with respect to each alleged violation of the 

statute. Phillips, 374 F.3d at 1016–18. If these PSLRA pleading requirements are 

not satisfied, the court “shall” dismiss the complaint. 15 U.S.C. § 78u–4(b)(3)(A). 

B.  General Legal Principles 
 

“Section 10(b) of the Securities and 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.” 

Halliburton Co. v. Erica P. John Fund, Inc., 134 S. Ct. 2398, 2407 (2014). Rule 

10b-5(b) prohibits the making of any “untrue statement of a material fact” in 

connection with the purchase or sale of securities, 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, 
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 . . . . 
 

(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 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. 
 

The Supreme Court has “long recognized an implied private cause of action 

to enforce the provision and its implementing regulation.” Halliburton, 134 S. Ct. 

at 2405, 2407 (reviewing a Rule 10b-5(b) claim against the defendant for failure to 

disclose potential litigation costs and the expected revenue from certain contracts 

in public filings). To recover under Rule 10b-5(b), the 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.” Id. at 2407 (quotation omitted). 

C. “Maker” of a Statement Under Janus 

 In part, Hotz claims that the defendants committed securities laws violations 

not by virtue of their own statements, but rather based upon the statements of the 

third-party stock promoters in their articles. Before addressing Hotz’s other claims 
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here, we note the Supreme Court’s treatment of whether, under Rule 10b-5(b), a 

company (Galectin) can be held liable for the false statement of a third party (the 

stock promoters). 

 Janus concerned statements in a prospectus made by the Janus Investment 

Fund (“the Fund”), a mutual fund. Janus Capital Group (“JCG”) had created the 

Fund and had a wholly owned subsidiary, Janus Capital Management (“JCM”). 

These were all separate legal entities throughout all relevant periods of the case. 

Janus, 564 U.S. at 138, 131 S. Ct. at 2299-2300. In return for service fees, JCM 

provided advice and management services to the Fund. Id. at 138-140, 131 S. Ct. at 

2299-2300. The Fund compensated JCM with fees calculated as a percentage of 

the Fund’s net value. Id. 

 In 2002, the Fund filed public prospectuses stating that its fund was “not 

intended for market timing or excessive trading.”5 Id. at 139, 131 S. Ct. at 2300. 

The Fund’s prospectuses also indicated that “[JCG and JCM] would implement 

                                                 
5Market timing is “a trading strategy that exploits time delay in mutual funds’ daily 

valuation system.” Janus, 564 U.S. at 139 n.1, 131 S. Ct. 2300 n.1. The price of a mutual fund’s 
shares is ordinarily determined by a calculation that “usually happens once a day, at the close of 
most major U.S. markets.” Id. A market-timing investor will make trades to exploit the 
differences in value between a mutual fund’s calculated daily share price and the true value of its 
underlying assets, which may fluctuate at various times throughout the day. Id. For a more 
complete discussion, see Janus Capital Group, Inc. v. First Derivative Traders, 564 U.S. 135, 139 
n.1, 131 S. Ct. 2296, 2300 n.1 (2011), and Disclosure Regarding Market Timing and Selective 
Disclosure of Portfolio Holdings, 68 Fed. Reg. 70402 (proposed Dec. 17, 2003) (to be codified at 
17 C.F.R. pts. 239, 274). There is no allegation of market timing in this case.  
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measures to curb market timing in the Janus [mutual funds].” Id. at 139-40, 131 S. 

Ct. at 2299-2300.  

 In 2003, the Attorney General of the State of New York filed a complaint 

alleging that JCG and JCM had in fact entered into secret negotiations to permit 

market timing in funds managed by JCM. Id. at 139, 131 S. Ct. at 2300. The 

negotiations allegedly included discussion of permitting market timing in the Fund. 

Id. 

While market timing is otherwise legal, this activity, if true, would have 

contradicted the Fund’s prospectus disclosure that JCG and JCM were combating 

market timing. Id. at 139-40, 131 S. Ct. at 2299-2300. Therefore, investors 

allegedly pulled their money from the Fund once they learned that the Fund was 

likely participating in this kind of activity. Id. at 139, 131 S. Ct. at 2300. These 

monetary withdrawals lowered the value of the Fund, which in turn reduced the 

amount of fees paid to JCM. Id. And since JCM is a wholly owned subsidiary of 

JCG, the reduced fees coming in to JCM also lowered JCG’s revenues. Id. at 139-

40, 131 S. Ct. at 2299-2300. 

Shortly after the filing of the New York state complaint, JCG’s stock price 

fell nearly twenty-five percent. Id. at 140, 131 S. Ct. at 2300. 

A representative of a class of JCG shareholders (the “shareholder 

representative”) then filed suit against defendants JCG and JCM for violations of   
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§ 10(b) of the Exchange Act and Rule 10b-5(b). Id. The shareholder representative 

alleged that: (1) JCG and JCM were “significantly involved” in preparing the 

Fund’s prospectuses, and; (2) therefore, JCG and JCM effectively “made” the 

statements appearing in the Fund’s prospectuses. Id. at 147-48, 131 S. Ct. at 2305. 

The shareholder representative alleged that JCG and JCM were liable for the 

statements in the Fund’s prospectuses, which misrepresented that JCG and JCM 

would combat market timing. Id. at 139-40, 131 S. Ct. at 2300-01.  

The Fourth Circuit held that the shareholder representative “had sufficiently 

alleged that ‘JCG and JCM, by participating in the writing and dissemination of the 

prospectuses [of the Fund], made the misleading statements contained in the 

[Fund] documents.’” Id. at 141, 131 S. Ct. at 2301 (quotation omitted). 

Reversing, the Supreme Court held that the defendants JCG and JCM were 

not the “makers” of the statements in the Fund’s prospectuses. The Supreme Court 

concluded 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 142, 131 S. Ct. at 2302. “Without 

control, a person or entity can merely suggest what to say, not ‘make’ a statement 

in its own right.” Id. Thus, one who even “prepares or publishes a statement on 

behalf of another is not its maker.” Id. 
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Applying this Rule 10b-5 “statement-maker” test, the Supreme Court 

reversed the Fourth Circuit’s decision, effectively reinstating the district court’s 

order of dismissal of the § 10(b) and Rule 10b-5(b) claims against defendants JCG 

and JCM. Although JCG and JCM maintained a “well-recognized and uniquely 

close relationship” with the Fund as “its investment adviser,” the Supreme Court 

concluded that the shareholder representative failed to allege sufficiently that JCG 

or JCM had “made” the statements in the Fund’s prospectuses. Id. at 145, 147-48, 

131 S. Ct. at 2303-05. Neither JCG nor JCM “filed the prospectuses,” nor had the 

shareholder representative shown that any prospectus language “came from [JCG 

and JCM] rather than Janus Investment Fund.” Id. at 147, 131 S. Ct. at 2305. 

Therefore, even if the defendants JCG and JCM assisted the Fund in crafting those 

statements, “this assistance, subject to the ultimate control of Janus Investment 

Fund, [did] not mean that [JCG and JCM] ‘made’ any statements in the 

prospectuses.” Id. at 148, 131 S. Ct. at 2305. 

To the extent that Hotz bases his Rule 10b-5(b) claim on the content of, or 

the omissions in, the articles by the stock promoters, the Supreme Court has 

foreclosed that claim. The Supreme Court has held that a defendant must have 

“made” the statement to be liable for a violation of Rule 10b-5(b). Id. at 141, 131 

S. Ct. at 2301. While Hotz has set forth allegations that the defendants worked in 

conjunction with stock promoters to promote Galectin’s stock, particularly with 
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respect to the timing of articles by the stock promoters and company press releases, 

Hotz has not included sufficient allegations to support a finding that Galectin had 

“ultimate authority” or “control” over the stock promoters’ statements. Id. at 142, 

131 S. Ct. at 2302. Even though Galectin paid for the stock promoters’ articles, 

that is not sufficient to support a claim under Rule 10b-5(b). See id. at 148, 131 S. 

Ct. at 2305. Payment for the promotional articles does not mean that Galectin is the 

maker of the statements in the articles.6 Given the bereft factual allegations here, 

Galectin is not liable for any statements or omissions in the stock promoters’ 

articles. 

D. Representation of No Manipulation of Stock Price 

 The next question is whether Galectin’s statement in the ATM offerings—

that it has not taken action that caused or resulted in manipulation of its stock 

price—is an “untrue statement of a material fact,” given that Galectin paid stock 

promoters to “tout” the stock and did not disclose those payments in the ATM 

offerings. For several reasons, we conclude that Galectin’s “no manipulation” 

statement is not an “untrue statement of a material fact” in violation of § 10(b) of 

the Exchange Act or Rule 10b-5(b). 

                                                 
6We also see no allegation in the complaint that any statement in the articles was false. 

Rather, the complaint describes the articles as “exceedingly boastful.” Even so, without ultimate 
authority or control over the final content, none of the defendants is the “maker” of the 
statements in the articles authored by the third-party promoters. Janus, 564 U.S. at 142, 131 S. 
Ct. at 2302. 
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 We start with the premise that nothing in the securities laws prohibits 

Galectin as a company (issuing a regulated security) from hiring analysts to 

promote Galectin, circulating positive articles about its drug development, or 

recommending the purchase of Galectin’s stock. Under § 17(b) of the Securities 

Act, the duty to disclose promotional payments lies with the parties that receive the 

payments for promotional activities. 15 U.S.C. § 77q(b). There is no statutory duty 

to disclose imposed on the issuer—here defendant Galectin—which paid for the 

promotional articles or activities. Garvey v. Arkoosh, 354 F. Supp. 2d 73, 83 (D. 

Mass. 2005).  

“It may seem odd to the uninitiated, but nothing in the securities laws bars 

the issuer of a regulated security from paying an analyst for a stock 

recommendation.” Id. “[T]he approach taken by the securities laws-in [sic] 

practical recognition of the fact that most market research is performed by analysts 

who are paid by brokerage firms, investment banks, and other marketers of 

securities—is to require disclosure of the fact that the analyst has been paid” by the 

analyst or the stock promoter in the article itself. Id. This way, the disclosure is 

visible to the reader in the article. Id. Galectin’s engagement of third parties to 

promote awareness of its stock and to encourage investment in its business was 

legal and did not constitute stock-price manipulation. Because the securities laws 

otherwise place the duty to disclose payments only on the stock promoters here, 
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the defendants had no additional duty to disclose their payments to the stock 

promoters. 

We recognize Hotz’s contention that Galectin represented that it had not 

taken any action designed to cause “manipulation” of its stock price. What Hotz 

ignores, however, is the nuanced meaning of “manipulation” as that term is used in 

the securities laws. Manipulation “is virtually a term of art when used in 

connection with securities markets,” generally referring “to practices, such as wash 

sales, matched orders or rigged prices, that are intended to mislead investors by 

artificially affecting market activity.” Santa Fe Indus., Inc. v. Green, 430 U.S. 462, 

476, 97 S. Ct. 1292, 1302 (1977) (quoting Ernst & Ernst v. Hochfelder, 425 U.S. 

185, 199, 96 S. Ct. 1375, 1384 (1976)). “[Manipulation] connotes intentional or 

willful conduct designed to deceive or defraud investors by controlling or 

artificially affecting the price of securities.” Ernst & Ernst, 425 U.S. at 199, 96 S. 

Ct. at 1384.  

Here, there is no allegation that defendant Galectin or the other defendants 

engaged in any kind of simulated market activity or transactions designed to 

“create an unnatural and unwarranted appearance of market activity,” which is 

required to constitute market manipulation. Santa Fe, 403 U.S. at 476-77, 97 S. Ct. 

at 1302 (quoting Piper v. Chris-Craft Indus., Inc., 430 U.S. 1, 43, 97 S. Ct. 926, 

950 (1977)). The defendants’ lawfully engaging third parties to “promote” the 
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Galectin stock through publications of boastful but truthful articles is not stock 

price “manipulation” as a matter of law. But cf. Levy v. United States, 626 F. 

App’x 319, 322 (2d Cir. 2015) (unpublished) (quotation omitted) (holding that the 

coordinated pre-promotion buying of stock was manipulation because potential 

investors “would check the activity and it would entice [them] to buy the stock,” 

and the purchases would “artificially affect[] market activity in order to mislead 

investors”). As the district court correctly held, the defendants’ lawful engagement 

of promotional firms to publicize Galectin and encourage investment in its shares 

was legal and did not constitute impermissible actions to manipulate the price of its 

shares. 

Moreover, the complaint alleges only that Galectin did not disclose that it 

hired third parties to publish information that Hotz concedes was neither false nor 

misleading. As the district court correctly determined, that conduct is not 

“manipulation”; to the contrary, it is both contemplated and permitted under the 

securities laws. See 15 U.S.C. § 77q(b) (addressing the publication of stock 

recommendations in exchange for consideration and requiring disclosure of such 

compensation by the person who receives it, but not prohibiting such payments or 

requiring any disclosure by the issuer). Because the complaint fails to allege 

conduct by the defendants amounting to “manipulation” of Galectin’s stock price, 

the complaint similarly fails to allege that Galectin’s “no manipulation” statements 
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were untrue. As the “no manipulation” statement was not false or misleading 

(either standing alone, or in the absence of disclosure regarding engagement of the 

promotional firms), there was no Rule 10b-5(b) violation. The district court did not 

err in dismissing Hotz’s misrepresentation claim.7 

E. Fraud by Omission 

“Silence, absent a duty to disclose, is not misleading under Rule 10b-5.” 

Basic Inc. v. Levinson, 485 U.S. 224, 239 n.17, 108 S. Ct. 978, 987 n.17 (1988). 

Section 10(b) of the Exchange Act and Rule 10b-5(b) do not create an affirmative 

duty to disclose any and all material information. Nevertheless, Rule 10b-5(b) does 

                                                 
7Because there is no circuit precedent in this area, Hotz relies heavily on the decisions in 

In re CytRx Corp. Securities Litigation, No. CV 14-1956-GHK (PJWx), 2015 WL 5031232 
(C.D. Cal. July 13, 2015) and in In re Galena Biopharma, Inc. Securities Litigation, 117 F. Supp. 
3d 1145 (D. Or. 2015). Besides being non-precedential here, those decisions have materially 
different facts from this case. In both CytRx and Galena, the company’s executive officers 
edited, approved, and controlled the content of the articles before payment and publication. 
CytRx, 2015 WL 5031232 at *2; Galena, 117 F. Supp. 3d at 1158, 1187 (concluding that the 
defendants had “ultimate authority” over the content). The articles were described as 
“misleading” and were written under different aliases without disclosing that the companies 
controlled the content and paid for the articles. CytRx, 2015 WL 5031232 at *9; Galena, 117 F. 
Supp. 3d at 1158. In Galena, some articles falsely disclaimed that they were not paid promotions. 
Galena, 117 F. Supp. 2d at 1158.  In CytRx, the district court concluded that the defendants’ plan 
was “not simple marketing” by an independent third party, but rather a purposeful campaign in 
which the defendants reviewed, edited, approved, and controlled the “misleading” articles before 
publication. CytRx, 2015 WL 5031232 at *8.  
 

In addition, in Galena, the officers “pumped and dumped” (sold their stock after the price 
rose). Galena, 117 F. Supp. 3d at 1160. In CytRx, the directors allegedly took advantage of the 
inflated stock prices and “award[ed] themselves . . . with massive amounts of perfectly-timed 
stock option grants.” 2015 WL 5031232 at *2 (alteration in original). This case is, at most, a 
“pump” without a “dump.” Cf. Stephens v. Uranium Energy Corp., Civil Action No. H-15-1862, 
2016 WL 3855860, at *1-2 (S.D. Tex. July 15, 2016) (determining that the plaintiff failed to 
allege a “pump and dump” scheme against a uranium production company where the company 
paid third-party promoters for company advertisements but the company directors did not sell the 
company stock while the price was inflated). 

Case: 16-10324     Date Filed: 12/15/2016     Page: 33 of 37 



34 
 

“prohibit[] not only literally false statements, but also any omissions of material 

fact ‘necessary in order to make the statements made, in the light of the 

circumstances under which they were made, not misleading.’” FindWhat Investor 

Grp. v. FindWhat.com, 658 F.3d 1282, 1305 (11th Cir. 2011) (quoting 17 C.F.R.  

§ 240.10b-5(b)). See also Matrixx Initiatives, Inc. v. Siracusano, 563 U.S. 27, 44, 

131 S. Ct. 1309, 1321 (2011) (quoting same). 

Hotz claims that Galectin’s 10-K and 10-Q reports of the results of its 

October 25, 2013 ATM offering were misleading because Galectin omitted that it 

had paid third parties to write articles promoting its stock. The reports showed the 

number of new shares issued in that ATM offering, the price per share, and the net 

proceeds raised. There is no allegation that those financial figures were inaccurate. 

Rather, Hotz alleges that by reporting those financial facts—even if they were 

true—a duty arose for Galectin to disclose that it had paid third parties for stock-

promotion articles.8  

“By voluntarily revealing one fact about its operations, a duty arises for the 

corporation to disclose such other facts, if any, as are necessary to ensure that what 

was revealed is not ‘so incomplete as to mislead.’” FindWhat, 658 F.3d at 1305 

(quoting Backman v. Polaroid Corp., 910 F.2d 10, 16 (1st Cir. 1990) (en banc)). 

                                                 
8Hotz’s complaint does not allege that Galectin’s 10-K and 10-Q reports otherwise made 

boastful or misleading statements about Galectin’s market competitiveness. The portions of 
Galectin’s reports cited in Hotz’s complaint are limited to Galectin’s disclosures of the financial 
figures from its October 23, 2013 ATM offering.  
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“[E]ven absent a duty to speak, a party who discloses material facts in connection 

with securities transactions assumes a duty to speak fully and truthfully on those 

subjects.” Id. (alteration in original) (quoting In re K-tel Intern., Inc. Sec. Litig., 

300 F.3d 881, 898 (8th Cir. 2002)). In sum, “a defendant may not deal in half-

truths.” Id. (quoting First Va. Bankshares v. Benson, 559 F.2d 1307, 1314 (5th Cir. 

1977)).9  

Given that Galectin’s 10-K and 10-Q reports did no more than accurately 

report the number of shares sold, the price per share, and the net proceeds, we 

cannot say that Galectin, by reporting those figures, created a duty for itself to 

disclose that it had engaged and paid third parties to promote its stock. Notably 

too, for the same reasons that there was no duty on Galectin to disclose in the ATM 

offerings that it had paid third parties to write articles about Galectin, there was no 

duty on Galectin to disclose in the 10-K and 10-Q reports that it had paid the same 

third parties to write the same articles.10 

                                                 
9This Court adopted as binding precedent all Fifth Circuit decisions prior to October 1, 

1981. Bonner v. City of Prichard, 661 F.2d 1206, 1209 (11th Cir. 1981) (en banc). 
10As an alternative and independent ground, we conclude that Hotz’s complaint also fails 

to state sufficient facts that, if true, establish the requisite scienter. Under the PSLRA, the 
plaintiff must state with particularity facts giving rise to a “strong inference” that the defendant 
acted with scienter. 15 U.S.C. § 78u-4(b)(2)(A). “[S]cienter consists of intent to defraud or 
‘severe recklessness’ on the part of the defendant.” Edward J. Goodman Life Income Trust v. 
Jabil Circuit, Inc. 594 F.3d 783, 790 (11th Cir. 2010) (quoting McDonald v. Alan Bush 
Brokerage Co., 863 F.3d 809, 814 (11th Cir. 1989)). Severe recklessness is “limited to those 
highly unreasonable omissions or misrepresentations that involve . . . an extreme departure from 
the standards of ordinary care” that are so likely to mislead that “the defendant must have been 
aware of it.” Mizzaro v. Home Depot, Inc., 544 F.3d 1230, 1238 (11th Cir. 2008) (quoting 
Bryant, 187 F.3d at 1284). Under the PSLRA’s heightened pleading standard, the factual 
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The omission of facts is actionable only to the extent that the absence of 

those facts would, under the circumstances, render another reported statement 

misleading to the “reasonable investor, in the exercise of due care.” Id. at 1305 

(quoting Sec. & Exch. Comm’n v. Texas Gulf Sulphur Co., 401 F.2d 833, 863 (2d 

Cir. 1968)). Commercial analysts are routinely paid to promote stocks. It cannot be 

said that the reasonable securities investor would conclude, based on Galectin’s 

reporting of the number of shares sold, price per share, and net proceeds of its 

October 25, 2013 ATM offering, without more, that Galectin was in some way 

certifying or representing that it had not paid promoters to tout its stock to potential 

investors. It follows that Galectin’s silence on this separate payment issue in its 10-

K and 10-Q reports did not render the true facts in those reports misleading within 

the meaning of Rule 10b-5(b). 

F. Count III—Claim Under § 20(a) of the Exchange Act 

Section 20(a) of the Exchange Act imposes joint and several liability on 

“[e]very person who, directly or indirectly, controls any person liable” for violation 

of the securities laws. 15 U.S.C. § 78t(a). “Control person liability is secondary 

only and cannot exist in the absence of a primary violation.” Southland Sec. Corp. 

                                                 
 
allegations in Hotz’s complaint are insufficient to state a claim of scienter. See Stephens, 2016 
WL 3855860 at *14 (concluding that, absent an affirmative duty to disclose the payments to 
third-party companies promoting the company’s stock, the defendant company officers’ general 
knowledge of the promotional campaign did not support an inference that they acted with 
scienter). 
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v. Inspire Ins. Sols., Inc., 365 F.3d 353, 383 (5th Cir. 2004). For control-person 

liability, a plaintiff must allege: “(1) a primary violation of federal securities laws,” 

and; “(2) that the defendant exercised actual power or control over the primary 

violator.” Howard v. Everex Sys., Inc., 228 F.3d 1057, 1065 (9th Cir. 2000).11 

Because Hotz’s complaint does not allege a primary violation, Hotz’s § 20(a) claim 

fails.  

III.  CONCLUSION 

For all of these reasons, we affirm the district court’s dismissal of Hotz’s 

complaint. 

AFFIRMED. 

 

                                                 
11“Control” is defined by the SEC as “the possession, direct or indirect, of the power to 

direct or cause the direction of the management and policies of a person, whether through the 
ownership of voting securities, by contract, or otherwise.” 17 C.F.R. § 230.405; see also Howard, 
228 F.3d at 1065 n.9 (accepting the SEC’s definition of control). Whether an individual 
defendant is a “controlling person ‘is an intensely factual question,’ involving scrutiny of the 
defendant's participation in the day-to-day affairs of the corporation and the defendant’s power to 
control corporate actions.” Kaplan v. Rose, 49 F.3d 1363, 1382 (9th Cir. 1994) (quoting Arthur 
Children’s Trust v. Keim, 994 F.2d 1390, 1396-97 (9th Cir. 1993)). 

Case: 16-10324     Date Filed: 12/15/2016     Page: 37 of 37 



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 1 of 14  PAGEID #: 744



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 2 of 14  PAGEID #: 745



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 3 of 14  PAGEID #: 746



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 4 of 14  PAGEID #: 747



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 5 of 14  PAGEID #: 748



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 6 of 14  PAGEID #: 749



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 7 of 14  PAGEID #: 750



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 8 of 14  PAGEID #: 751



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 9 of 14  PAGEID #: 752



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 10 of 14  PAGEID #: 753



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 11 of 14  PAGEID #: 754



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 12 of 14  PAGEID #: 755



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 13 of 14  PAGEID #: 756



Case: 1:13-cv-00753-MHW-KAJ Doc #: 56 Filed: 12/29/16 Page: 14 of 14  PAGEID #: 757



 

 

IN THE SUPREME COURT OF THE STATE OF DELAWARE 
 

CALIFORNIA STATE TEACHERS‟  § 

RETIREMENT SYSTEM,  NEW YORK  § No. 295, 2016 

CITY EMPLOYEES‟ RETIREMENT   § 

SYSTEM, NEW YORK CITY POLICE  § Court Below: 

PENSION FUND, POLICE OFFICERS‟  § 

VARIABLE SUPPLEMENTS FUND,   § Court of Chancery 

POLICE SUPERVISOR OFFICERS‟  § of the State of Delaware 

VARIABLE SUPPLEMENTS FUND,   § 

NEW YORK CITY FIRE DEPARTMENT § 

PENSION FUND, FIRE FIGHTERS‟  § C. A. No. 7455-CB 

VARIABLE SUPPLEMENTS FUND,  § 

FIRE OFFICERS‟ VARIABLE   § 

SUPPLEMENTS FUND, BOARD OF   § 

EDUCATION RETIREMENT SYSTEM § 

OF THE CITY OF NEW YORK,   § 

TEACHERS‟ RETIREMENT SYSTEM OF § 

THE CITY OF NEW YORK, NEW YORK § 

CITY TEACHERS‟ VARIABLE    § 

ANNUITY PROGRAM, AND INDIANA § 

ELECTRICAL WORKERS PENSION  § 

TRUST FUND IBEW,    § 

       § 

Plaintiffs Below,   § 

Appellants,    § 

       § 

 v.      § 

       § 

AIDA M. ALVAREZ, JAMES I. CASH,  § 

JR., ROGER C. CORBETT, DOUGLAS N. § 

DAFT, MICHAEL T. DUKE, GREGORY § 

B. PENNER, STEVEN S. REINEMUND, § 

JIM C. WALTON, S. ROBSON WALTON, § 

LINDA S. WOLF, H. LEE SCOTT, JR.,   § 

CHRISTOPHER J. WILLIAMS, JAMES § 

W. BREYER, M. MICHELE BURNS,  § 

DAVID D. GLASS, ROLAND A.   § 

HERNANDEZ, JOHN D. OPIE, J. PAUL § 

REASON, ARNE M. SORENSON, JOSE § 

H. VILLARREAL, JOSE LUIS    § 

RODRIGUEZMACEDO RIVERA,  § 

EDUARDO CASTRO-WRIGHT,   § 

 
 

EFiled:  Jan 18 2017 02:39PM EST  
Filing ID 60086322 

Case Number 295,2016D 

California State Teachers' Retirement System, et al. v. Aida M. Alvarez, et al. and Wal-Mart Stores, Inc., No. 295, 2016, order (Del. Jan. 18, 2017) 
                                 In re Wal-Mart Stores, Inc. Delaware Derivative Litigation, C.A. No. 7455-CB (consol.) (Del. Ch.)

www.chancerydaily.com



2 

 

THOMAS A. HYDE, THOMAS A. MARS, § 

JOHN B. MENZER, EDUARDO F.  § 

SOLORZANO MORALES, AND LEE  § 

STUCKY,      § 

       § 

Defendants Below,   § 

  Appellees,    § 

       § 

WAL-MART STORES, INC.,   § 

       § 

  Nominal Defendant Below,  § 

  Appellee.   
   

Submitted: December 14, 2016 

Decided: January 18, 2017 
 

Before HOLLAND, VALIHURA and VAUGHN, Justices; WHARTON and CLARK, 

Judges

 constituting the Court en Banc. 

 

O R D E R 
 

(1) This is a troubling case.  Upon learning of a potential bribery scandal at a 

Mexican subsidiary of Wal-Mart Stores, Inc. (“Wal-Mart”), the appellants in this case 

(the “Delaware Plaintiffs”) did exactly what this Court has suggested on numerous 

occasions, namely, use the “tools at hand” to inspect the company‟s pertinent books and 

records before filing a derivative complaint.  Several sets of plaintiffs chose not to do 

that, and instead filed complaints in federal court in Arkansas (the “Arkansas Plaintiffs”) 

and in the Delaware Court of Chancery.  During an initial conference in Delaware, then-

Chancellor Strine, now Chief Justice Strine, explicitly warned plaintiffs‟ counsel that the 

extant complaints before him likely would not survive a motion to dismiss.
1
  The 

                                                           

 Sitting by designation pursuant to Del. Const. Art. IV § 12 and Supreme Court Rules 2 and 4(a) 

to fill up the quorum as required. 

1
 See Tr. of Oral Argument at A45-83, Klein v. Walton, No. 7455-CS (Del. Ch. July 16, 2012). 
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Chancellor urged counsel, as this was not an expedited matter, to undertake a careful 

examination of the books and records before filing a derivative action.  The Delaware 

Plaintiffs, who arguably had the most skin in the game, heeded the Chancellor‟s warning 

and pursued a books and records demand and lawsuit that spanned the course of almost 

three years.
2
 

(2) The problem for the Delaware Plaintiffs was that the Arkansas Plaintiffs 

chose a different strategy by filing a case in federal court.  Their claims largely resembled 

the claims in Delaware, but added claims under Sections 14(a) and 29(b) of the Securities 

Exchange Act of 1934.
3
  The firms representing the Arkansas Plaintiffs made a tactical 

decision to forgo a books and records inspection.  Instead, they believed that they had 

obtained sufficient information from a New York Times article that had described the 

alleged scandal in some detail and referenced a number of internal documents, which 

were made publicly available on the Times‟ web site.
4
 

(3) In the Court of Chancery, the defendants filed a “one-forum” motion, 

seeking to have the litigation proceed solely in Delaware.  In Arkansas, they moved for a 

stay pending the outcome of the Delaware litigation, in part because the ultimate issues to 

                                                           
2
 According to their counsel‟s representations at oral argument before this Court, the Delaware 

Plaintiffs own over 11 million shares of Wal-Mart stock, representing an investment of about 

$750 million.  See Oral Argument at 50:30, CalSTRS v. Alvarez, No. 295-2016 (Del. Dec. 14, 

2016), https://livestream.com/accounts/5969852/events/6740380/videos/144431752/player. 

3
 It appears from the record on appeal that the New York Times published the bribery allegations 

on April 21, 2012; the first Delaware complaint was filed on April 25, 2012 (A44); and the first 

Arkansas complaint was filed on April 25, 2012 (B14). 

4
 See David Barstow, Vast Mexico Bribery Case Hushed Up by Wal-Mart After Top-Level 

Struggle, N.Y. Times (Apr. 21, 2012), http://www.nytimes.com/2012/04/22/business/at-wal-

mart-in-mexico-a-bribe-inquiry-silenced.html. 
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be decided on the merits involved questions of Delaware law.  The federal judge agreed 

to stay her hand while the Delaware litigation proceeded.
5
  The United States Court of 

Appeals for the Eighth Circuit reversed the stay on December 18, 2013, emphasizing the 

district court‟s federal jurisdiction over the Section 14(a) claim.
6
 

(4) The Defendants then moved for a more limited stay, which the federal 

judge denied, citing delays that had occurred in the Delaware action.
7
   In its June 4, 2014 

order rejecting Defendant‟s Renewed Motion for a Limited Stay, the Arkansas federal 

court stated that “[i]t is likely that the first decision on demand futility will be entitled to 

collateral estoppel effect.”
8
  That statement triggered alarm bells for the Delaware 

Plaintiffs, who still had no complaint on file.  According to the record before this Court, 

the Delaware Plaintiffs responded to that warning by seeking expedition of the 

defendants‟ then-pending appeal of the books and records case in this Court—a request 

that was granted.
9
  The Delaware Plaintiffs made no attempt to intervene in the litigation 

                                                           
5
 In re Wal-Mart Stores, Inc. S’holder Deriv. Litig., 2012 WL 5935340 (W.D. Ark. Nov. 27, 

2012), vacated and remanded sub nom. Cottrell v. Duke, 737 F.3d 1238 (8th Cir. 2013). 

6
 Cottrell, 737 F.3d at 1240. 

7
 Order at B135, In re Wal-Mart Stores, Inc. S’holder Deriv. Litig., No. 4:12-cv-4041 (W.D. Ark. 

June 4, 2014).  It is clear and undisputed that the federal judge was fully aware of the 

proceedings in Delaware, including the Delaware Plaintiffs‟ pursuit of Wal-Mart‟s books and 

records.  See, e.g., Tr. of Hearing on Mot. to Stay at B172-75 (Tr. 10:2-13:20), In re Wal-Mart 

Stores, Inc. S’holder Deriv. Litig., No. 4:12-cv-4041 (W.D. Ark. Sep. 6, 2012). 

8
 Order, supra note 7, at B135 (citing Harben v. Dillard, 2010 WL 3893980, at *6 (E.D. Ark. 

Sep. 30, 2010)).  The Arkansas federal court‟s citation to Harben should have caused concern for 

the Delaware Plaintiffs.  See Harben, 2010 WL 3893980, at *6 (“Collateral estoppel prevents the 

issue of pre-suit demand futility from being relitigated.”).  We note, as did the Chancellor, that 

the parties in Harben did not raise, and the court did not explicitly address the issue of privity. 

9
 See Mot. for Expedited Oral Arg. & Decision at B159-62, Wal-Mart Stores, Inc. v. Ind. Elec. 

Workers Pension Trust Fund IBEW, No. 614-2013 (Del. June 6, 2014). 
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in Arkansas, but claim to have unsuccessfully attempted, in a series of phone calls, to 

convince the Arkansas Plaintiffs to join the Delaware action.
10

  Delaware counsel 

submitted an affidavit asserting that these discussions broke down because their Arkansas 

counterparts demanded an unacceptable portion of the fee pie.
11

  The Arkansas Plaintiffs, 

according to the Delaware Plaintiffs, were unwilling to join forces with the Delaware 

Plaintiffs or wait to see what they might uncover as a result of their books and records 

inspection.
12

  For whatever reason, the two groups—both of whom were seeking 

permission to act on behalf of the same corporate entity—could not manage to work 

together.  Given the Chancellor‟s early assessment of the state of the complaints, it 

should come as no surprise that the federal judge dismissed the Arkansas complaint on 

March 31, 2015.
13

   

(5) With the dismissal from the federal court in hand, the Defendants argued to 

the Court of Chancery that the Delaware Plaintiffs were now collaterally estopped from 

raising demand futility in Delaware.  Unfortunately for the Delaware Plaintiffs, the 

Chancellor (now Chancellor Bouchard) agreed that the matter in Delaware was indeed 

                                                           
10

 Aff. of Stuart M. Grant at A592-93 ¶¶ 9-13, In re Wal-Mart Stores, Inc. Del. Deriv. Litig., No. 

7455-CB (Del. Ch. July 1, 2015). 

11
 Id. at A593 ¶ 13.  The Court of Chancery noted that counsel for the Arkansas Plaintiffs 

submitted an affidavit vigorously denying these assertions.  In re Wal-Mart Stores, Inc. Del. 

Deriv. Litig. (Wal-Mart Del.), 2016 WL 2908344, at *19 n.107 (Del. Ch. May 13, 2016). 

12
 See Oral Argument, supra note 2, at 8:18 & 14:45.  

13
 In re Wal-Mart Stores, Inc. S’holder Deriv. Litig., 2015 WL 1470184, at *1 (W.D. Ark. Mar. 

31, 2015), aff’d sub nom. Cottrell v. Duke, 829 F.3d 983 (8th Cir. 2016). 

California State Teachers' Retirement System, et al. v. Aida M. Alvarez, et al. and Wal-Mart Stores, Inc., No. 295, 2016, order (Del. Jan. 18, 2017) 
                                 In re Wal-Mart Stores, Inc. Delaware Derivative Litigation, C.A. No. 7455-CB (consol.) (Del. Ch.)

www.chancerydaily.com



6 

 

barred.
14

   

(6) The parties agree that the Chancellor was correct that, in determining the 

preclusive effect of the Arkansas federal court‟s dismissal, the Court of Chancery must 

look to federal common law, which, in turn, looks to the law of the rendering state 

(Arkansas) in which the federal court exercises diversity jurisdiction.
15

  Under Arkansas 

law, “[f]or collateral estoppel to apply, the following four elements must be met: 1) the 

issue sought to be precluded must be the same as that involved in the prior litigation; 

2) that issue must have been actually litigated; 3) the issue must have been determined by 

a valid and final judgment; and 4) the determination must have been essential to the 

judgment.”
16

  In addition, the parties to be precluded must have been parties in the prior 

litigation or been in privity with those parties.
17

  Further, the party in the earlier decision 

must have adequately represented the nonparty.
18

  

(7) Delaware Plaintiffs challenge the preclusive effect of the Arkansas 

dismissal in Delaware by contending that:  their Due Process rights were violated as a 

result of the Delaware dismissal; the privity requirement was not satisfied; the Arkansas 

Plaintiffs were inadequate representatives; and, the Delaware Plaintiffs‟ claims under 

                                                           
14

 Wal-Mart Del., 2016 WL 2908344, at *1. 

15
 See Opening Br. 17 n.32; Answering Br. 8. 

16
 Riverdale Dev. Co. v. Ruffin Bldg. Sys., Inc., 146 S.W.3d 852, 855 (Ark. 2004) (citation 

omitted). 

17
 Ark. Dep’t of Human Servs. v. Dearman, 842 S.W.2d 449, 452 (Ark. Ct. App. 1992). 

18
 See Hansberry v. Lee, 311 U.S. 32, 42-43 (1940). 
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Aronson v. Lewis
19

 were not “actually litigated.”   

(8) Although we reserve judgment until our final ruling after remand, we 

presently have no disagreement with the Court of Chancery‟s analysis of Arkansas law 

(which largely looks to the Restatement (Second) of Judgments)—particularly as it 

relates to the questions of whether the issue to be precluded was actually litigated and the 

adequacy of representation.   

(9) As for the alleged inadequacy of representation, this Court has some 

sympathy for the Delaware Plaintiffs‟ position.  They heeded the Chancellor‟s advice,
20

 

and the plaintiffs who did not heed those warnings suffered dismissal of their complaint 

with the ultimate effect of barring the action of the Delaware Plaintiffs, who spent nearly 

three years fighting the books and records battle.  Although Section 220 proceedings are 

supposed to be streamlined and summary,
21

 it is not inconceivable that obtaining the 

                                                           
19

 473 A.2d 805 (Del. 1984), overruled on other grounds by Brehm v. Eisner, 746 A.2d 244 (Del. 

2000). 

20
 See Tr. of Oral Argument, supra note 1, at A55 (Tr. 11:15-19) (“I don‟t know why the 

plaintiffs would ever wish to proceed—either one of the contending groups would wish to 

proceed to defend either of the extant complaints.”); id. at A56 (Tr. 12:1-9) (“This is exactly the 

kind of nonexpedited case where actual stockholders, people who actually cared about the 

outcome, would wish to investigate by way of a books and records examination, take a sincere 

look at the books and records and file the strongest possible complaint that you could.  Got no 

idea why anyone would rush off having read the New York Times and decide that that‟s a good 

way to state a Caremark claim.”); id. at A80 (Tr. 36:18-22) (“It would seem to me, you know, 

you all ought to work together, get the books and records, put the strongest possible complaint on 

the table, have some additional conversations and perhaps the disagreements will go away.”); cf. 

Asbestos Workers Local 42 Pension Fund v. Bammann, 2015 WL 2455469, at *18 n.147 (Del. 

Ch. May 21, 2015), as revised (May 22, 2015), aff’d, 132 A.3d 749 (Del. 2016) (“A specter of 

unfairness appears, however, in the derivative context, where a derivative plaintiff with a viable 

claim may be estopped from proceeding based on the inadequate efforts of a fellow stockholder 

in privity, a feckless fast filer.”) 

21
 See 8 Del. C. § 220(c). 
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sought-after documents would involve substantial time and effort in a case where the 

underlying allegations involve an alleged bribery scandal and cover-up.  We have formed 

no conclusion as to whether the Delaware Plaintiffs were the cause of any undue or 

unexplained delay, or whether the Defendants deliberately “slow-rolled” the litigation 

ball in Delaware in order to allow the Arkansas litigation to proceed.
22

 

(10) Although the Delaware Plaintiffs have accused Arkansas counsel of having 

a conflict as a result of the alleged demand for fees as a condition to joining the litigation 

in Delaware, we think that there is some room for criticism of both plaintiffs‟ camps.  

Especially once it became apparent that the stay of the Arkansas litigation would be lifted 

and the judge warned that her decision would likely have preclusive effect, the Delaware 

Plaintiffs should have coordinated, intervened, or participated in some fashion in the 

Arkansas proceedings.  They claim that such involvement was impossible because they 

still did not have the documents they sought (which they say they needed in order to file a 

complaint in intervention) and did not want to be bound by the Arkansas dismissal if they 

joined that case by filing a complaint that did not yet reflect the fruits of their extensive 

Section 220 efforts.  From our vantage point, one thing seems obvious—namely, that the 

absence of any meaningful coordination between the Delaware and Arkansas Plaintiffs 

aided neither‟s cause.  Once the litigation train began going down the Arkansas tracks, it 

                                                           
22

 Nor do we intend to retreat in any way from this Court‟s repeated suggestions that plaintiffs 

should use the “tools at hand” in derivative proceedings.  See King v. VeriFone Holdings, Inc., 

12 A.3d 1140, 1145 (Del. 2011) (“Delaware courts have strongly encouraged stockholder-

plaintiffs to utilize Section 220 before filing a derivative action, in order to satisfy the heightened 

demand futility pleading requirements of Court of Chancery Rule 23.1.” (citations omitted)). 
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would seem to have been incumbent upon the Delaware Plaintiffs to take steps there to 

attempt to prevent foreclosure of their action in Delaware.  Instead, they took no action in 

the Arkansas court—leaving them to address the litigation fallout in Delaware. 

(11) Defendants maintain that there were many ways the Delaware Plaintiffs 

could have participated in the Arkansas proceedings.  They claim that the Delaware 

Plaintiffs‟ choice not to participate in the Arkansas proceedings weighs against any 

finding that the Chancellor violated the Delaware Plaintiffs‟ Due Process Rights. 

(12) The Delaware Plaintiffs were warned that the Arkansas court might rule 

first.  If the Delaware Plaintiffs feared that the Arkansas Plaintiffs were not adequately 

protecting their interests, we think that there is much force in the suggestion that the 

Delaware Plaintiffs should have sought to intervene in the Arkansas court to protect their 

interests—notwithstanding the fact that they had not yet obtained the documents they 

were seeking—a fact that was already known to the Arkansas court.  Such an attempt to 

intervene, even if unsuccessful, would ensure that the rendering court would take into 

account the litigation pending elsewhere and make a determination as to whether any 

dismissal should be with or without prejudice, and as to the named plaintiff only, and 

what provision, if any, should be made to protect the interests of the other shareholders 

litigating in other fora.
23

   

                                                           
23

 We note that New York law, although of no application here, provides an exception to claim 

preclusion in derivative actions where a stockholder seeks to intervene in the prior action to 

protect its interests but is denied leave to participate.  See Parkoff v. Gen. Tel. & Elecs. Corp., 

425 N.E.2d 820, 824 (N.Y. 1981).  We also note that Parkoff addressed res judicata, as opposed 

to collateral estoppel.  Id. at 821.  In Parkoff, the New York Court of Appeals noted that the 

general rule of claim preclusion “is qualified by the condition that the judgment being raised as a 
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(13) Having invested time and effort in an intense Section 220 proceeding, it is 

understandable that the Delaware Plaintiffs were reluctant to join in the Arkansas 

litigation or felt unprepared to file a complaint in intervention without the sought-after 

books and records.  But having a foot in the litigation door in Arkansas was likely 

preferable to having it slammed shut.  We express no final view of the preclusion issue at 

this juncture, given the remainder of this ruling, but wanted to set forth our concerns 

about the Delaware Plaintiffs‟ failure to intervene or to attempt to limit the effect and 

breadth of any potential ruling by the Arkansas court once it became evident that the 

Arkansas court likely would rule first. 

(14) The parties appear to agree that the Restatement‟s standards of gross 

deficiency
24

 and divergence of interests
25

 apply in determining whether the Arkansas 

Plaintiffs and their counsel were inadequate representatives.
26

  Notwithstanding the 

former Chancellor‟s warning about the likely deficiency of the then-pending Delaware 

                                                                                                                                                                                           

bar not be the product of collusion or other fraud on the nonparty shareholders and by the further 

condition that the shareholder sought to be bound by the outcome in the prior action not have 

been frustrated in an attempt to join or to intervene in the action that went to judgment.”  Id. at 

824 (citations omitted).  As our sister court explained, this qualification is intended to protect 

against the risk that the first-filing stockholders fail to proceed with adequate diligence.  Id.  As 

the United States Court of Appeals for the Second Circuit had earlier stated, “[t]he judgment in 

the state court is conclusive not only upon the stockholders who brought the suit but upon the 

corporation also and upon those who had the right to intervene but did not avail themselves of 

it.”  Dana v. Morgan, 232 F. 85, 89 (2d Cir. 1916). 

24
 Restatement (Second) of Judgments § 42 cmt. f (“Where the representative‟s management of 

the litigation is so grossly deficient as to be apparent to the opposing party, it . . . creates no 

justifiable reliance interest in the adjudication on the part of the opposing party.”). 

25
 Id. (“[A] judgment is not binding on the represented person . . . where, to the knowledge of the 

opposing party, the representative seeks to further his own interest at the expense of the 

represented person.”). 

26
 See Opening Br. 26; Answering Br. 22. 
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complaints, we cannot say that the Arkansas Plaintiffs, who made a tactical decision to 

base their complaint on the documents referenced in the New York Times article,
27

 

coupled with their desire for a jury trial (which is unavailable in the Court of Chancery), 

and perhaps other strategic considerations, were “grossly deficient” in their 

representation.  As to the contention that the Arkansas Plaintiffs‟ interests were not 

sufficiently aligned with those of the Delaware Plaintiffs, although we are troubled by the 

assertion that a dispute over fee allocation would preclude the kind of coordination that 

was needed here, we note that this assertion was contested below, and we are not 

presently inclined to disturb the Chancellor‟s ruling that the Arkansas Plaintiffs were not 

inadequate representatives of Wal-Mart. 

(15) As to the privity analysis, because no court in Arkansas had squarely 

decided the issue, the Chancellor looked in part to the Restatement (Second) of 

Judgments.
28

  The Chancellor noted that the Arkansas Supreme Court has stated that, in 

derivative cases, the corporation is the real party in interest.
29

  The Chancellor was 

persuaded that an Arkansas court would likely rule as several federal courts have—that 

the privity element is satisfied here.  As a matter of Arkansas state law on the privity 

issue, we are presently satisfied with the state of the record and do not perceive any error.    

(16) But there is force to the Delaware Plaintiffs‟ argument that the privity and 

                                                           
27

 See Barstow, supra note 4. 

28
 Wal-Mart Del., 2016 WL 2908344, at *13-17 (considering also decisions from courts in other 

jurisdictions and public policy). 

29
 Id. at *14 (citing Brandon v. Brandon Constr. Co., 776 S.W.2d 349, 352 (Ark. 1989)). 
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Due Process analyses were conflated by the Court of Chancery.  Both sides agree that, 

although they overlap, the privity and Due Process issues are distinct.
30

  The Delaware 

Plaintiffs contend that the Chancellor did not address the Due Process issue or the Due 

Process aspect of the privity requirement.
31

  At the outset of his opinion, the Chancellor 

acknowledged that the privity issue is a matter of Arkansas state law, so long as federal 

constitutional Due Process is not offended.
32

  However, after acknowledging the 

Delaware Plaintiffs‟ argument that both Arkansas and federal “standards must be met,” 

the Chancellor disposed of the federal Due Process analysis, stating that “the federal 

common law rule in diversity cases is to apply the preclusion law of the state in which the 

court sits, as explained above.”
33

  Appellants assert that the Chancellor focused almost 

exclusively on privity as a question of Arkansas state law and never addressed the federal 

Due Process analysis required by the United States Constitution as it relates to nonparty 

preclusion. 

                                                           
30

 See Oral Argument, supra note 2, at 2:25 (counsel for Delaware Plaintiffs describing “two 

privity issues,” one of which is analyzed under “federal due process law”); id. at 22:50 (counsel 

for Defendants describing the privity and due process issues as “closely related”).  The term 

“privity” itself can be confusing, as the United States Supreme Court observed in its discussion 

of nonparty claim preclusion in Taylor v. Sturgell, 553 U.S. 880 (2008).  There, the Court noted 

that the term “privity” is often used to refer to “[t]he substantive legal relationships justifying 

preclusion[,]” but that the term “has also come to be used more broadly, as a way to express the 

conclusion that nonparty preclusion is appropriate on any ground.”  Taylor, 553 U.S. at 894 n.8.  

Consequently, “[t]o ward off confusion,” the Court avoided using the term “privity” in its 

opinion.  Id. 

31
 See, e.g., Opening Br. 15-16, 21-22. 

32
 Wal-Mart Del., 2016 WL 2908344, at *1 (“Subject to Constitutional standards of due process, 

Arkansas law governs the question of issue preclusion in this case.”). 

33
 Id. at *8 n.34 (citing Semtek Int’l Inc. v. Lockheed Martin Corp., 531 U.S. 497, 508-09 

(2001)).  The Court of Chancery did consider Due Process in its discussion of adequacy of 

representation.   
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(17) The United States Supreme Court has made clear that the preclusive effect 

of a federal court judgment is determined by federal common law, subject to due process 

limitations.
34

  It has held that the general rule is that “one is not bound by a judgment in 

personam in a litigation in which he is not designated as a party or to which he has not 

been made a party by service of process.”
35

  This rule against nonparty preclusion is 

subject to exceptions, six of which were identified by the United States Supreme Court in 

Taylor v. Sturgell.
36

 

(18) For our purposes, the most analogous of these exceptions involves putative 

class actions.  In Smith v. Bayer Corp.,
37

 the United States Supreme Court held that 

“[n]either a proposed class action nor a rejected class action may bind nonparties.”
38

  

That Court distinguished between an unnamed member of a certified class and a situation 

where certification has been denied: 

Bayer‟s first claim ill-comports with any proper 

understanding of what a “party” is.  In general, “[a] „party‟ to 

litigation is „[o]ne by or against whom a lawsuit is brought,‟ 

or one who „become[s] a party by intervention, substitution, 

or third-party practice.‟  And we have further held that an 

unnamed member of a certified class may be „considered a 

party for the [particular] purpos[e] of appealing‟ an adverse 

judgment.  But as the dissent in Devlin noted, no one in that 

case was „willing to advance the novel and surely erroneous 

argument that a nonnamed class member is a party to the 

                                                           
34

 Taylor, 553 U.S. at 891. 

35
 Id. at 893 (quoting Hansberry, 311 U.S. at 40) (internal quotation marks omitted). 

36
 Id. at 893-95. 

37
 564 U.S. 299 (2011).   

38
 Id. at 315. 
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class-action litigation before the class is certified.  Still less 

does that argument make sense once certification is denied.  

The definition of the term „party‟ can on no account be 

stretched so far as to cover a person . . . whom the plaintiff in 

a lawsuit was denied leave to represent.
39

 

(19) The Supreme Court noted in Bayer that the petitioners had assumed that 

federal common law should incorporate West Virginia‟s preclusion law.  It also noted 

that neither party had identified “any way in which federal and state principles of 

preclusion law differ in any relevant respect.”
40

  It, therefore, did not decide “whether, in 

general, federal common law ought to incorporate state law in situations such as this.”
41

  

We note that the Chancellor did not explicitly address the Bayer case.  It could be that, in 

this case, the Chancellor assumed that the federal common law essentially incorporated 

Arkansas state law and that the Due Process analysis did not differ.  We believe, 

however, that the importance of the Due Process issue merits closer examination. 

(20) The Defendants suggest on appeal that the Due Process issue was addressed 

by this Court in Pyott II.
42

  We disagree.  In Pyott II, this Court did not address Due 

Process because no party disputed that the California federal court in LeBoyer v. 

                                                           
39

 Id. at 313 (alterations and emphasis in original) (citations omitted). 

40
 Id. at 307 n.6 (noting that “federal common law governs the preclusive effect of a decision of a 

federal court sitting in diversity” (citing Semtek, 531 U.S. at 508)). 

41
 Id.  The United States Supreme Court further noted that it rested its decision “on the Anti-

Injunction Act and the principles of issue preclusion that inform it,” and, thus, did not consider 

“Smith‟s argument, based on Phillips Petroleum Co., v. Shutts, 472 U.S. 797 (1985), that the 

District Court‟s action violated the Due Process Clause.”  Id. at 308 n.7. 

42
 Pyott v. La. Mun. Police Empls.’ Ret. Sys. (Pyott II), 74 A.3d 612 (Del. 2013). 
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Greenspan
43

 had held that a Rule 23.1 dismissal is afforded preclusive effect in a 

subsequent or parallel suit brought by different stockholders making the same claims.  

The trial court in Pyott I
44

 acknowledged that a California court would conclude that the 

California decision precluded the appellees in that case from pursuing the Delaware 

litigation.  But the trial court (erroneously) determined that the privity question was a 

matter of Delaware law because one‟s status as a derivative plaintiff arose from a legal 

relationship with the corporation that fell within the internal affairs doctrine.  The Court 

of Chancery then focused on the dual nature of the derivative action and held that there 

was no privity because, until a stockholder survives an action to dismiss based on a 

failure to make a demand, the stockholder is not acting for the corporation. 

(21) In reversing, this Court expressly said that “[w]e will not address this 

analysis because, as discussed, the Court of Chancery should not have applied Delaware 

law in deciding whether the California Federal Court Judgment must be given preclusive 

effect.”
45

  We noted that numerous other jurisdictions have held that privity exists 

between derivative stockholders and that the Court of Chancery was divided on the 

question as a matter of Delaware law, but we did not address the merits of that issue.  

Given the California federal court‟s decision in LeBoyer, there seemed to be no 

disagreement as to how a California court would assess the preclusive effect of a Rule 

                                                           
43

 2007 WL 4287646 (C.D. Cal. June 13, 2007). 

44
 La. Mun. Police Empls.’ Ret. Sys. v. Pyott (Pyott I), 46 A.3d 313 (Del. Ch. 2012), rev’d, Pyott 

II, 74 A.3d 612 (Del. 2013). 

45
 Pyott II, 74 A.3d at 617-18. 
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23.1 dismissal.  Accordingly, this Court in Pyott II did not find it necessary to address the 

Due Process issue, as clear precedent decided by a California federal court “compelled” 

dismissal of the Delaware action.
46

  In addition, the plaintiffs-appellees in Pyott II had 

advised this Court that the Due Process question had not been fully briefed before the 

Court of Chancery and was not being argued on appeal.
47

 

(22) Before this Court, the Delaware Plaintiffs make a more refined argument as 

to Due Process, relying heavily on Vice Chancellor Laster‟s opinion in EZCORP,
48

 which 

the Chancellor did not address in his opinion.  The Delaware Plaintiffs submitted the 

Court of Chancery‟s opinion in EZCORP to the Chancellor for his consideration after the 

briefing on the motion to dismiss had been completed.  Similarly to Pyott I (also authored 

by Vice Chancellor Laster), the EZCORP decision refers to the two-fold nature of 

derivative litigation, noting that the key distinction between the first and second phases of 

a derivative action is that “the first phase of the derivative action [is one] in which the 

stockholder sues individually to obtain authority to assert the corporation‟s claim.”
49

  As 

in Pyott I, the Vice Chancellor in EZCORP held that “until the derivative action passes 

                                                           
46

 Id. at 616-17 (citing LeBoyer, 2007 WL 4287646, at *1). 

47
 See Oral Argument at 30:09, Pyott v. La. Municipal Police Emps.’ Ret. Sys., No. 380-2012 

(Del. Feb. 5, 2013), http://courts.delaware.gov/supreme/oralarguments/ (search “Pyott”) (The 

Court:  “[W]as that tug of war between Due Process and Full Faith and Credit addressed either 

by the Court of Chancery or in your brief?”  Counsel:  “I don‟t believe it directly was, because I 

think the opinion below was based on internal affairs doctrine . . .”  The Court:  “Right, as a 

choice of law . . .  Not as a constitutional doctrine.”  Counsel:  “Correct.”  The Court:  “And 

you‟re not arguing that it‟s a constitutional doctrine, at least on this . . .”  Counsel:  “I cannot 

make that argument.”). 

48
 In re EZCORP Inc. Consulting Agreement Deriv. Litig., 130 A.3d 934 (Del. Ch. 2016). 

49
 Id. at 945. 
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the Rule 23.1 stage, the named plaintiff does not have authority to sue on behalf of the 

corporation or anyone else.”
50

  In EZCORP, the Court of Chancery expressly held that it 

is a matter of Due Process that privity does not attach unless and until a derivative 

plaintiff survives a motion to dismiss.
51

  

(23) Thus, in EZCORP, Vice Chancellor Laster held that binding other litigants 

to an adjudication in a case where they were not parties “deprive[s] them of the due 

process of law guaranteed by the Fourteenth Amendment.”
52

  The Vice Chancellor relied 

upon the United States Supreme Court decision in Bayer,
53

 stating that, “just as the Due 

Process Clause prevents a judgment binding absent class members before a class has 

been certified, the Due Process Clause likewise prevents a judgment from binding the 

corporation or other stockholders in a derivative action until the action has survived a 

Rule 23.1 motion to dismiss, or the board of directors has given the plaintiff authority to 

proceed by declining to oppose the suit.”
54

 

                                                           
50

 Id.; see also id. at 943 (“As a matter of Delaware law, a stockholder whose litigation efforts 

are opposed by the corporation does not have authority to sue on behalf of the corporation until 

there has been a finding of demand excusal or wrongful refusal[.]” (quotation omitted) (citing 

Rales v. Blasband, 634 A.2d 927, 932 (Del. 1993)); id. at 944 (“The right to bring a derivative 

action does not come into existence until the plaintiff shareholder has made a demand on the 

corporation to institute such an action or until the shareholder has demonstrated that demand 

would be futile.” (footnote omitted) (quoting Kaplan v. Peat, Marwick, Mitchell & Co., 540 A.2d 

726, 730 (Del. 1988))). 

51
 Id. at 948. 

52
 Id. at 947 (alteration in original) (quoting Richards v. Jefferson Cnty., Ala., 517 U.S. 793, 797-

98 (1996) (noting the general rule that “one is not bound by a judgment in personam in a 

litigation in which he is not designated as a party or to which he has not been made a party by 

service of process”)). 

53
 564 U.S. 299 (2011). 

54
 EZCORP, 130 A.3d at 948 (citation omitted). 
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(24) Again, we note that Delaware law does not apply here, as the parties agree.  

But even so, we are focused on the Due Process issue squarely raised in EZCORP, 

namely, whether a shareholder plaintiff, whose derivative complaint fails to survive a 

motion to dismiss, may, as a matter of Due Process, bar the action of another derivative 

plaintiff in Delaware. 

(25) In sum, this appeal raises a complex question about the nature of derivative 

plaintiffs‟ Due Process rights and the extent to which those rights are in tension with the 

obligation of Delaware courts to honor the judgments of other jurisdictions.  We believe 

there may be benefit to having the parties more squarely present the Due Process issue to 

the Chancellor in order to allow the Chancellor to express his views, including as to the 

analysis set forth in the EZCORP decision and whether a preclusion of subsequent 

derivative stockholder actions raises the same Due Process concerns as the class action 

litigation discussed by the United States Supreme Court in Bayer.  Accordingly, we 

hereby remand the matter to the Chancellor so that the Court of Chancery may benefit 

from further limited, focused briefing on the Due Process issue if it so desires to request 

such briefing.  Specifically, we ask the parties and then the Court of Chancery to focus on 

the following limited question: 

In a situation where dismissal by the federal court in Arkansas of a 

stockholder plaintiff‟s derivative action for failure to plead demand 

futility is held by the Delaware Court of Chancery to preclude 

subsequent stockholders from pursuing derivative litigation, have the 

subsequent stockholders‟ Due Process rights been violated?  See Smith 

v. Bayer Corp., 564 U.S. 299 (2011). 
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Following further submissions of counsel, we would then request the Court of Chancery 

to supplement its written opinion with a short opinion on the Due Process issue. 

(26) This matter is remanded to the Court of Chancery for further limited 

briefing and supplementation of its decision dated May 13, 2016.  Jurisdiction is retained 

to consider that decision.  This Court will rule on the remaining issues (as to which no 

further proceedings are requested by this Court) upon entry of the Court of Chancery‟s 

supplemental opinion.  We impose no specific time period for the Court of Chancery to 

act, recognizing that this matter involves important issues, is not expedited, and trusting 

the Court of Chancery to address the matter with its usual concern for promptness. 

NOW, THEREFORE IT IS ORDERED that the case be and hereby is 

REMANDED, with jurisdiction retained, to the Court of Chancery for the limited 

purpose of ruling upon the above-stated question.  The Court of Chancery may, in 

addition, make further findings of fact and rulings of law as it deems appropriate and 

relevant to enable this Court to perform its appellate review function. 

 

BY THE COURT: 

/s/ Karen L. Valihura  

Justice  
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SEITZ, Justice: 



 
 

 In this appeal, we again wade into the details of a master limited partnership 

agreement to decide whether the complaint’s allegations can overcome the general 

partner’s use of conflict resolution safe harbors to dismiss the case.  The parties are 

identified by a host of confusing abbreviations, but the gist of the appeal is as 

follows.   

 The plaintiff is a limited partner/unitholder in the publicly-traded master 

limited partnership (“MLP”).  The general partner proposed that the partnership be 

acquired through merger with another limited partnership in the MLP family.  The 

seller and buyer were indirectly owned by the same entity, creating a conflict of 

interest.  Because conflicts of interest often arise in MLP transactions, those who 

create and market MLPs have devised special ways to try to address them.  The 

general partner in this case sought refuge in two of the safe harbor conflict 

resolution provisions of the partnership agreement—“Special Approval” of the 

transaction by an independent Conflicts Committee, and “Unaffiliated Unitholder 

Approval.”   

 In the MLP context, Special Approval typically means that a Conflicts 

Committee composed of members independent of the sponsor and its affiliates 

reviewed the transaction and made a recommendation to the partnership board 

whether to approve the transaction.  Unaffiliated Unitholder Approval is typically 

just that—a majority of unitholders unaffiliated with the general partner and its 
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affiliates approve the transaction.  Under the partnership agreement, if either safe 

harbor is satisfied, the transaction is deemed not to be a breach of the agreement.   

 The partnership agreement required that the Conflicts Committee be 

independent, meaning that its members could not be serving on affiliate boards and 

were independent under the audit committee independence rules of the New York 

Stock Exchange.  The plaintiff alleged in the complaint that the general partner 

failed to satisfy the Special Approval safe harbor because the Conflicts Committee 

was itself conflicted.  According to the plaintiff, one of the Committee’s two 

members began evaluating the transaction while still a member of an affiliate’s 

board, and then resigned from the affiliate’s board four days after he began his 

review to then become a member of the Conflicts Committee.  On the same day the 

transaction closed, the committee member was reappointed to the seat left vacant 

for him on the affiliate’s board.   

 The plaintiff also alleged that the general partner failed to satisfy the 

Unaffiliated Unitholder Approval safe harbor because the general partner made 

false and misleading statements in the proxy statement to secure that approval.  In 

the 165-page proxy statement sent to the unitholders, the general partner failed to 

disclose the conflicts within the Conflicts Committee.  Instead, the proxy statement 

stated that Special Approval had been obtained by an independent Conflicts 

Committee.   
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  The general partner moved to dismiss the complaint and claimed that, in the 

absence of express contractual obligations not to mislead investors or to unfairly 

manipulate the Conflicts Committee process, the general partner need only satisfy 

what the partnership agreement expressly required—to obtain the safe harbor 

approvals and follow the minimal disclosure requirements.  In other words, 

whatever the general partner said in the proxy statement, and whomever the 

general partner appointed to the Conflicts Committee, was irrelevant because only 

the express requirements of the partnership agreement controlled and displaced any 

implied obligations not to undermine the protections afforded unitholders by the 

safe harbors.  

 The Court of Chancery side-stepped the Conflicts Committee safe harbor, 

but accepted the general partner’s argument that the Unaffiliated Unitholder 

Approval safe harbor required dismissal of the case.  The court held that, even 

though the proxy statement might have contained materially misleading 

disclosures, fiduciary duty principles could not be used to impose disclosure 

obligations on the general partner beyond those in the partnership agreement, 

because the partnership agreement disclaimed fiduciary duties.  Further, the court 

agreed with the defendants that the only express disclosure requirement of the 

agreement in the event of a merger—that the general partner simply provide either 

a summary of, or a copy of, the merger agreement—displaced any implied 
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contractual duty to disclose in the proxy statement material facts about the 

conflicts within the Conflicts Committee. 

 On appeal, the plaintiff concedes that if the general partner met the 

requirements of either safe harbor, his breach of contract claim would fail.  The 

plaintiff also does not argue with the Court of Chancery’s ruling that the 

partnership agreement’s express disclosure requirements cannot be supplanted by 

implied or fiduciary-based disclosure obligations.  Instead, he argues that the Court 

of Chancery erred when it concluded that the general partner satisfied the 

Unaffiliated Unitholder Approval safe harbor, because he alleged sufficient facts to 

show that the approval was obtained through false and misleading statements.  The 

plaintiff also claims that, for pleading stage purposes, he has made a sufficient 

showing that the Special Approval safe harbor was not satisfied, because the 

Conflicts Committee was not independent.  

 We view the central issue in the dispute through a different lens than the 

Court of Chancery.  The Court of Chancery was correct that the implied covenant 

of good faith and fair dealing cannot be used to supplant the express disclosure 

requirements of the partnership agreement.  But the court focused too narrowly on 

the partnership agreement’s disclosure requirements.  Instead, the center of 

attention should have been on the conflict resolution provision of the partnership 

agreement.     
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 The partnership agreement’s conflict resolution provision is a powerful tool 

in the general partner’s hands because it can be used to shield a conflicted 

transaction from judicial review.  But the conflicts resolution provision also 

operates for the unitholders’ benefit.  It ensures that, before a safe harbor is 

reached by the general partner, unaffiliated unitholders have a vote, or the 

conflicted transaction is reviewed and recommended by an independent Conflicts 

Committee.      

 The partnership agreement does not address how the general partner must 

conduct itself when seeking the safe harbors.  But where, as here, the express terms 

of the partnership agreement naturally imply certain corresponding conditions, 

unitholders are entitled to have those terms enforced according to the reasonable 

expectations of the parties to the agreement.  The implied covenant is well-suited 

to imply contractual terms that are so obvious—like a requirement that the general 

partner not engage in misleading or deceptive conduct to obtain safe harbor 

approvals—that the drafter would not have needed to include the conditions as 

express terms in the agreement.   

 We find that the plaintiff has pled sufficient facts, which we must accept as 

true at this stage of the proceedings, that neither safe harbor was available to the 

general partner because it allegedly made false and misleading statements to secure 

Unaffiliated Unitholder Approval, and allegedly used a conflicted Conflicts 
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Committee to obtain Special Approval.  Thus, we reverse the Court of Chancery’s 

order dismissing Counts I and II of the complaint.    

I. 

 As alleged in the complaint, the plaintiff, Adrian Dieckman, is a unitholder 

of Regency.  The business entity defendants, their relationships, and other 

abbreviations are as follows: 

Regency Energy Partners LP (“Regency”) - a publicly-traded 
Delaware limited partnership engaged in the gathering and processing, 
contract compression, treating and transportation of natural gas and 
the transportation, fractionation and storage of natural gas liquids. 
   
Regency General Partner LP (“General Partner LP”) - the general 
partner of Regency.   
 
Regency General Partner LLC (“General Partner LLC”) - a Delaware 
LLC and the general partner of General Partner LP.1   
 
Energy Transfer Partners L.P. (“ETP”) - the general partner of Sunoco 
LP;  a 43% owner of limited partnership interests in Sunoco and a 
100% owner of Sunoco’s distribution rights.  
 
Energy Transfer Partners, GP, L.P. (“EGP”) - the general partner of 
ETP.   
 
Energy Transfer Equity, L.P. (“ETE”) - indirectly owns Regency’s 
general partner and ETP’s general partner. 
 
Conflicts Committee - the committee formed by the General Partner 
under § 7.9(a) of the LP Agreement. 

                                                 
1 Like the Court of Chancery, for simplicity’s sake we collapse General Partner LP and General 
Partner LLC into one as the “General Partner” of Regency, recognizing that there were two 
layers of general partners. 
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LP Agreement - the Regency limited partnership agreement.  
 

 The following is a diagram from the Court of Chancery opinion showing the 

interconnected relationships among the entities before the merger, and Regency’s 

status after the merger: 

 

 The remaining defendants are the six members of General Partner LP’s 

board of directors—Michael J. Bradley (also CEO of the General Partner), James 

W. Bryant, Rodney L. Gray, John W. McReynolds (also CFO and president of 

ETE), Matthew S. Ramsay, and Richard Brannon.  Bryant and Brannon served on 
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the Conflicts Committee of the General Partner’s board.  Brannon was a Sunoco 

director until January 20, 2015, and was reappointed to the Sunoco board on May 

5, 2015.  Bryant was appointed to Sunoco’s board on May 5, 2015. 

A. 

 According to the complaint and the proxy statement distributed to 

unitholders,2 the ETP and ETE boards met to discuss a merger between ETP and 

Regency.  ETP eventually made a merger proposal to Regency, where Regency 

would be merged into ETP for a combination of cash and stock using an exchange 

ratio of 0.4044 ETP common units for one Regency common unit, and a $137 

million cash payment.  Because of the undisputed conflicts of interest in the 

proposed merger transaction, the General Partner looked to the conflict resolution 

provisions of the LP Agreement.   

 Under § 7.9(a) of the LP Agreement, entitled “Resolution of Conflicts of 

Interest; Standards of Conduct and Modification of Duties,” unless otherwise 

provided in another agreement, the General Partner can resort to several safe 

harbors to immunize conflicted transactions from judicial review:  

[A]ny resolution or course of action by the General Partner or its 
Affiliates in respect of such conflict of interest shall be permitted and 
deemed approved by all Partners, and shall not constitute a breach of 

                                                 
2 The proxy statement incorporated into the complaint and relied on by the parties is properly 
considered on a motion to dismiss.  Allen v. Encore Energy Partners, L.P., 72 A.3d 93, 96 n.2 
(Del. 2013). 
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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 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).3 
 

 The General Partner sought the protections of the safe harbors by Special 

Approval under § 7.9(a)(i) and Unaffiliated Unitholder Vote under § 7.9(a)(ii).  

Special Approval is defined in the LPA as “approval by a majority of the members 

of the Conflicts Committee.”4  The Conflicts Committee must be: 

[A] committee of the Board of Directors of the general partner of the 
General Partner5 composed entirely of two or more directors who are 
not (a) security holders, officers or employees of the General Partner, 
(b) officers, directors or employees of any Affiliate of the General 
Partner[,] or (c) holders of any ownership interest in the Partnership 
Group other than Common Units and who also meet the independence 
standards required of directors who serve on an audit committee of a 
board of directors established by the Securities Exchange Act of 1934, 
as amended, 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.6 
 

 For purposes of subsection (b), “Affiliate” is defined as any person “that 

directly or indirectly through one or more intermediaries controls, is controlled by 
                                                 
3 App. to Opening Br. at 105 (LP Agreement § 7.9(a)). 
4 Id. at 70 (LP Agreement § 1.1). 
5 The general partner of the General Partner is Regency GP LLC.  As noted before, for simplicity 
sake, “General Partner” in this decision includes both Regency GP LP and Regency GP LLC. 
6 App. to Opening Br. at 62 (LP Agreement § 1.1).  
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or is under control with, the Person in question.”7  Sunoco and the General Partner 

are both controlled by ETE, and are “Affiliates,” under the LP Agreement.  Thus, 

Sunoco board members were not eligible to serve as members of the General 

Partner’s Conflicts Committee.  Nor was it clear that they would meet the audit 

committee independence rules of the New York Stock Exchange.   

B. 

 The General Partner appointed Brannon and Bryant to the Conflicts 

Committee.  The complaint alleges that before the proposed transaction, Brannon 

was a Sunoco director.  On January 16, 2015, ETE appointed Brannon to the 

General Partner’s board, while still a director of Sunoco.  The plaintiff claims that, 

from January 16-20, while a member of both boards, Brannon consulted informally 

on the proposed transaction.  According to the complaint, Brannon then 

temporarily resigned from the Sunoco board on January 20, and on January 22, 

became an official member of the Conflicts Committee when formal resolutions 

were passed creating the Committee.  Brannon and Bryant then negotiated on 

behalf of Regency with ETP and recommended the merger transaction to the 

General Partner.  On April 30, 2015, the day that the merger closed, Brannon was 

reappointed to the Sunoco board, and Bryant was also appointed to Sunoco board.      

                                                 
7 Id. at 49 (LP Agreement § 1.1). 
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 The complaint also alleges that the Conflicts Committee retained a 

conflicted financial advisor, J.P. Morgan.  J.P. Morgan was supposedly chosen by 

Regency’s CFO, Long, and not by the Conflicts Committee.  Because it was 

allegedly known that Long was expected to become the CFO of ETP GP LLC, the 

plaintiff claims that J.P. Morgan was beholden to Long and would favor its long-

term relationship with the Energy Transfer entities. 

 The plaintiff claims that the negotiations between the Conflicts Committee 

and ETP were ceremonial and only lasted a few days.  According to the complaint, 

between January 23 and January 25, the Conflicts Committee made a perfunctory 

and slightly increased counteroffer to ETP’s offer, which would have achieved a 

15% premium to the closing price of common units.  ETP rejected the 

counteroffer, and the parties  settled on ETP’s opening bid of a 13.2% premium to 

the January 23 closing price.  The Conflicts Committee recommended that the 

General Partner pursue the transaction on the original terms proposed by ETP, 

which the General Partner approved on January 25.  The plaintiff alleges that the 

entire process from start to finish lasted nine days.            

C. 

 The LP Agreement only required minimal disclosure when a merger 

transaction was considered by the unitholders—a summary of, or a copy of, the 
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merger agreement.8  But the General Partner went beyond the minimal 

requirements in the LP Agreement.  To gain Unaffiliated Unitholder Approval and 

the benefit of the safe harbor, the General Partner filed a 165-page proxy statement 

and disseminated it and a copy of the merger agreement to the unitholders.   

 The proxy statement stated that the “Conflicts Committee consists of two 

independent directors:  Richard D. Brannon (Chairman) and James W. Bryant.”9  It 

also stated that the Conflicts Committee approved the transaction, and such 

approval “constituted ‘Special Approval’ as defined in the Regency partnership 

agreement.”10  The proxy statement did not inform unitholders about the 

circumstances of Bryant’s alleged overlapping and shifting allegiances, including 

reviewing the proposed transaction while still a member of the Sunoco board, his 

nearly contemporaneous resignation from the Sunoco board and appointment to the 

General Partner’s board and then the Conflicts Committee, or Brannon’s 

appointment and Bryant’s reappointment to the Sunoco board the day the 

transaction closed.  At a special meeting of Regency’s unitholders on April 28, 

2015, a majority of Regency’s unitholders, including a majority of its unaffiliated 

unitholders, approved the merger. 

 

                                                 
8 Id. at 124-35 (LP Agreement § 14.3(a)). 
9 Id. at 215. 
10 Id. 
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D. 

 After plaintiff filed his complaint challenging the fairness of the merger 

transaction, the defendants moved to dismiss under Court of Chancery Rule 

12(b)(6), invoking the protections of Special Approval and Unaffiliated Unitholder 

Approval under the LP Agreement.  The Chancellor reached only the Unaffiliated 

Unitholder Vote safe harbor.  After finding that all fiduciary duties were displaced 

by contractual terms, the court noted that the LP Agreement contained “just a 

single disclosure requirement” and thus the LP Agreement terms “unambiguously 

extinguish the duty of disclosure and replace it with a single disclosure 

requirement.”11  According to the court, given the express disclosure obligation, 

the implied covenant of good faith and fair dealing “has no work to do” because 

“the express waiver of fiduciary duties and the clearly defined disclosure 

requirement … prevent the implied covenant from adding any additional disclosure 

obligations to the agreement.”12  Once the Unaffiliated Unitholder Vote safe harbor 

applied, the court dismissed the case because “the Merger is deemed approved by 

all the limited partners, including plaintiff, and is immune to challenge for 

contractual breach.”13      

 

                                                 
11 Dieckman v. Regency GP LP, 2016 WL 1223348, at *9 (Del. Ch. Mar. 29, 2016). 
12 Id. 
13 Id. at *10. 
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II. 

 The appeal comes to us from the Court of Chancery’s decision granting the 

defendants’ motion to dismiss.  Our review is de novo.14 

A. 

 We start with the settled principles of law governing Delaware limited 

partnerships.  The Delaware Revised Uniform Limited Partnership Act 

(“DRUPLA”) gives “maximum effect to the principle of freedom of contract.”15  

One freedom often exercised in the MLP context is eliminating any fiduciary 

duties a partner owes to others in the partnership structure.16  The act allows 

drafters of Delaware limited partnerships to modify or eliminate fiduciary-based 

principles of governance, and displace them with contractual terms.   

 With the contractual freedom accorded partnership agreement drafters, and 

the typical lack of competitive negotiations over agreement terms, come 

corresponding responsibilities on the part of investors to read carefully and 

understand their investment.  Investors must appreciate that “with the benefits of 

investing in alternative entites often comes the limitation of looking to the contract 

as the exclusive source of protective rights.”17  In other words, investors can no 

                                                 
14 Winshall v. Viacom Int’l, Inc., 76 A.3d 808, 813 (Del. 2013).  
15 6 Del. C. § 17-1101(c). 
16 6 Del. C. § 17-1101(d). 
17 The Haynes Family Trust v. Kinder Morgan G.P., Inc., 135 A.3d 76, 2016 WL 912184, at *2 
(Del. Mar. 10, 2016). 
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longer hold the general partner to fiduciary standards of conduct, but instead must 

rely on the express language of the partnership agreement to sort out the rights and 

obligations among the general partner, the partnership, and the limited partner 

investors.             

 Even though the express terms of the agreement govern the relationship 

when fiduciary duties are waived, investors are not without some protections.  For 

instance, in the case of an ambiguous partnership agreement of a publicly traded 

limited partnership, ambiguities are resolved as with publicly traded corporations, 

to give effect to the reading that best fulfills the reasonable expectations an 

investor would have had from the face of the agreement.18  The reason for this is 

simple.  When investors buy equity in a public entity, they necessarily rely on the 

text of the public documents and public disclosures about that entity, and not on 

parol evidence.19  And, of course, another protection exists.  The DRUPLA 

                                                 
18 Bank of New York Mellon v. Commerzbank Capital Funding Trust II, 65 A.3d 539, 551-52 
(Del. 2013) (construing an agreement against the drafter to give effect to the “investors’ 
reasonable expectation” using a species of the contra proferentem doctrine); see also Norton v. 
K-Sea Transp. Partners L.P., 67 A.3d 354, 365 n. 56 (Del. 2013); SI Mgmt., L.P. v. Wininger, 
707 A.2d 37, 42-43 (Del. 1998). 
19 Stockman v. Heartland Industrial Partners, L.P., 2009 WL 2096213 at *5 (Del. Ch. July 14, 
2009) (ambiguities are construed against drafter “to protect the reasonable expectations of people 
who join a partnership or other entity after it was formed and must rely on the face of the 
operating agreement to understand their rights and obligations when making the decision to 
join.”). 
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provides for the implied covenant of good faith and fair dealing, which cannot be 

eliminated by contract.20   

 The implied covenant is inherent in all contracts and is used to infer contract 

terms “to handle developments or contractual gaps that the asserting party pleads 

neither party anticipated.”21  It applies “when the party asserting the implied 

covenant proves that the other party has acted arbitrarily or unreasonably, thereby 

frustrating the fruits of the bargain that the asserting party reasonably expected.”22  

The reasonable expectations of the contracting parties are assessed at the time of 

contracting.23  In a situation like this, involving a publicly traded MLP, the 

pleading-stage inquiry focuses on whether, based on a reading of the terms of the 

partnership agreement and consideration of the relationship it creates between the 

MLP’s investors and managers, the express terms of the agreement can be 

reasonably read to imply certain other conditions, or leave a gap, that would 

prescribe certain conduct, because it is necessary to vindicate the apparent 

intentions and reasonable expectations of the parties. 

B. 

 The Court of Chancery decided that the implied covenant could not be used 

to remedy what the plaintiff alleged were faulty safe harbor approvals because the 
                                                 
20 See 6 Del. C. § 17-1101(d). 
21 Nemec v. Shrader, 991 A.2d 1120, 1125 (Del. 2010) (internal citations omitted). 
22 Id. at 1126 (citing Dunlap v. State Farm Fire & Cas. Co., 878 A.2d 434, 442 (Del. 2005)). 
23 Id. (citing Cont’l Ins. Co. v. Rutledge & Co., 750 A.2d 1219, 1234 (Del. Ch. 2000)). 
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LP Agreement waived fiduciary-based standards of conduct and contained an 

express contractual term addressing what disclosures were required in merger 

transactions.  According to the court, the implied covenant had “no work to do” 

because the express disclosure requirement displaced the implied covenant.24   

 The Court of Chancery erred by focusing too narrowly on whether the 

express disclosure provision displaced the implied covenant.  Instead, it should 

have focused on the language of the safe harbor approval process, and what its 

terms reasonably mean.  Although the terms of the LP Agreement did not compel 

the General Partner to issue a proxy statement, it chose to undertake the 

transaction, which the LP Agreement drafters would have known required a pre-

unitholder vote proxy statement.  Thus, the General Partner voluntarily issued a 

proxy statement to induce unaffiliated unitholders to vote in favor of the merger 

transaction.  The favorable vote led not only to approval of the transaction, but 

allowed the General Partner to claim the protections of the safe harbor and 

immunize the merger transaction from judicial review.  Not surprisingly, the 

express terms of the LP Agreement did not address, one way or another, whether 

the General Partner could use false or misleading statements to enable it to reach 

the safe harbors.    

                                                 
24 Dieckman, 2016 WL 1223348, at *9. 
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 We find that implied in the language of the LP Agreement’s conflict 

resolution provision is a requirement that the General Partner not act to undermine 

the protections afforded unitholders in the safe harbor process.  Partnership 

agreement drafters, whether drafting on their own, or sitting across the table in a 

competitive negotiation, do not include obvious and provocative conditions in an 

agreement like “the General Partner will not mislead unitholders when seeking 

Unaffiliated Unitholder Approval” or “the General Partner will not subvert the 

Special Approval process by appointing conflicted members to the Conflicts 

Committee.”  But the terms are easily implied because “the parties must have 

intended them and have only failed to express them because they are too obvious 

to need expression.”25  Stated another way, “some aspects of the deal are so 

obvious to the participants that they never think, or see no need, to address 

them.”26     

                                                 
25 Danby v. Osteopathic Hospital Ass’n of Del., 101 A.2d 308, 313-14 (Del. Ch. 1953), aff’d, 104 
A.2d 903 (Del. 1954). 
26 In re El Paso Pipeline Partners, L.P. Deriv. Litig., 2014 WL 2768782, at *16 (Del. Ch. June 
12, 2014), rev’d on other grounds sub nom. El Paso Pipeline GP Co., L.L.C. v. Brinckerhoff, 
__A.3d __, 2016 WL 7380418 (Del. Dec. 20, 2016) (citing Katz v. Oak Indus. Inc., 508 A.2d 
873, 880 (Del. Ch. 1986)); 508 A.2d at 880 (“[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 (Kaufman Supp. 1984), § 570));  see also 
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) (“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.” (quoting Danby, 101 A.2d at 313-14)). 
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 Our use of the implied covenant is based on the words of the contract and 

not the disclaimed fiduciary duties.  Under the LP Agreement, the General Partner 

did not have the full range of disclosure obligations that a corporate fiduciary 

would have had.  Yet once it went beyond the minimal disclosure requirements of 

the LP Agreement, and issued a 165-page proxy statement to induce the 

unaffiliated unitholders not only to approve the merger transaction, but also to 

secure the Unaffiliated Unitholder Approval safe harbor, implied in the language 

of the LP Agreement’s conflict resolution provision was an obligation not to 

mislead unitholders.   

Further, the General Partner was required to form a Conflicts Committee 

comprised of members who: 

[A]re not (a) security holders, officers or employees of the General 
Partner, (b) officers, directors or employees of any Affiliate of the 
General Partner or (c) holders of any ownership interest in the 
Partnership Group other than Common Units and who also meet the 
independence standards required of directors who serve on an audit 
committee of a board of directors established by the Securities 
Exchange Act of 1934, as amended, 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.27 
 

 As with the contract language regarding Unaffiliated Unitholder Approval, 

this language is reasonably read by unitholders to imply a condition that a 

Committee has been established whose members genuinely qualified as 

                                                 
27 App. to Opening Br. at 62 (LP Agreement § 1.1). 
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unaffiliated with the General Partner and independent at all relevant times.  

Implicit in the express terms is that the Special Committee membership be 

genuinely comprised of qualified members and that deceptive conduct not be used 

to create the false appearance of an unaffiliated, independent Special Committee. 

C. 

 The plaintiff has agreed that the LP Agreement’s safe harbor provisions, if 

satisfied, would preclude judicial review of the transaction.  But we find that the 

plaintiff has pled sufficient facts to support his claims that those safe harbors were 

unavailable to the General Partner.  Instead of staffing the Conflicts Committee 

with independent members, the plaintiff alleges that the chair of the two-person 

Committee started reviewing the transaction while still a member of an Affiliate 

board.  Just a few days before the General Partner created the Conflicts Committee, 

the same director resigned from the Affiliate board and became a member of the 

General Partner’s board, and then a Conflicts Committee member.   

 Further, after conducting the negotiations with ETE over the merger terms 

and recommending the merger transaction to the General Partner, the two members 

of the Conflicts Committee joined an Affiliate’s board the day the transaction 

closed.  The plaintiff also alleges that the Conflicts Committee members failed to 

satisfy the audit committee independence rules of the New York Stock Exchange, 

as required by the LP Agreement.  In the proxy statement used to solicit 
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Unaffiliated Unitholder Approval of the merger transaction, the plaintiff alleges 

that the General Partner materially misled the unitholders about the independence 

of the Conflicts Committee members.  In deciding to approve the merger, a 

reasonable unitholder would have assumed based on the disclosures that the 

transaction was negotiated and approved by a Conflicts Committee composed of 

persons who were not “affiliates” of the general partner and who had the 

independent status dictated by the LP Agreement.  This assurance was one a 

reasonable investor may have considered a material fact weighing in favor of the 

transaction’s fairness. 

 The plaintiff has therefore pled facts raising sufficient doubt about the 

General Partner’s ability to use the safe harbors to shield the merger transaction 

from judicial review.  Thus, we reverse the judgment of the Court of Chancery 

dismissing Counts I and II of the complaint.            
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STRINE, Chief Justice:



 This appeal concerns a dispute over when a charging lien may be imposed 

on a judgment to recover unpaid attorney‘s fees.  In this opinion, we embrace the 

definition that a charging lien is ―an equitable right to have costs advanced and 

attorney‘s fees secured by the judgment entered in the suit wherein the costs were 

advanced and the fee earned,‖
1
 which had been previously adopted by the Court of 

Chancery in its earlier decision in Zutrau v. Jansing.
2
  In the matter before us, the 

Vice Chancellor supplemented the prerequisites for a charging lien to confine an 

attorney to her unpaid fees that are directly connected to the recovery she obtains 

on her client‘s behalf.  But, that supplement is, to our minds, inequitable because it 

denies an attorney full compensation for the work she contracted to do on behalf of 

her client and thus undermines the utility of a charging lien in encouraging counsel 

to provide legal services to clients by ensuring them that their contractual right to a 

fee will be upheld by the judiciary.  Accordingly, we reverse.   

I.  

 Sutherland Lumber-Southwest, Inc. and its sole stockholder, Dardanelle 

Timber Co., are family owned and operated companies in the business of operating 

retail lumber yards and stores.  For simplicity purposes, Sutherland Lumber-

Southwest and Dardanelle are collectively referred to as ―the Sutherland Lumber 

                                                           
1
 7A C.J.S. Attorney & Client § 523 (Westlaw 2016). 

2
 2014 WL 7013578 (Del. Ch. Dec. 8, 2014), aff’d, 123 A.3d 938 (Del. 2015), reargument 

denied (Sept. 17, 2015), cert. denied, 136 S. Ct. 1198 (2016). 
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Companies.‖  Dwight D. Sutherland, Sr.—the founder and president of the 

Sutherland Lumber Companies—split the common stock of Dardanelle evenly 

among his four children: Dwight Jr., Perry, Todd, and defendant Martha.
3
  Dwight 

Sr. retained ownership of all of Dardanelle‘s preferred voting stock.  As of 2001, 

Dwight Jr., Perry, Todd, and Martha served as directors on the Sutherland-Lumber 

Southwest board with Dwight Sr. and his wife, Norma.  Only Dwight Sr., Dwight 

Jr., Perry, and Todd served as directors on the Dardanelle board.  In 2002, Dwight 

Jr. resigned from both boards.   

 When Dwight Sr. died in late 2003, Perry acquired the power to vote the 

preferred shares.
4
  Thereafter, Perry and Todd allied together and, as a result of 

their common shares and Perry‘s power to vote the preferred shares, they 

controlled the Sutherland Lumber Companies.
5
  In February 2004, Perry and Todd 

ousted Martha from her position as a director on the Sutherland Lumber-Southwest 

board and replaced her with their cousin, Mark Sutherland.  That same day, the 

Sutherland Lumber Companies executed employment agreements with Perry and 

Todd.  Perry, who previously served as vice-president of the Sutherland Lumber 

Companies, was appointed President and CEO of the Sutherland Lumber 

                                                           
3
 To avoid confusion, the members of the Sutherland family are referred to by their first names.  

4
 After Dwight Sr. passed away, the preferred stock, which carried voting rights, was transferred 

to a trust for Dwight Sr.‘s wife‘s benefit.  Perry was the trustee of the trust, and therefore, he 

obtained the power to vote the preferred shares.  Sutherland v. Sutherland, 958 A.2d 235, 237 

(Del. Ch. 2008). 
5
 Id.  
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Companies, and Todd was appointed vice-president and secretary of Sutherland 

Lumber-Southwest.
6
   

 Martha reacted to her ouster by, among other things, litigating.  She first 

retained plaintiff Katten Muchin Rosenman LLP to represent her in a § 220 books 

and records request of the Sutherland Lumber Companies.
7
  Although Martha and 

Katten disagree over whether they entered into a written fee agreement, the parties 

agree that Katten was not providing its services on a contingency fee basis and was 

instead entitled to fees on an hourly rate basis and to reimbursement of its 

expenses.
8
  Indeed, Katten sent Martha monthly invoices based on hourly billing, 

which Martha paid for several years.
9
 

 In 2006, Martha, with Katten as her counsel, filed a derivative and double-

derivative action against Perry, Todd, and Mark alleging, among other things, that 

Perry‘s and Todd‘s employment agreements with the Sutherland Lumber 

Companies were a result of self dealing. In response, the boards of the Sutherland 

Lumber Companies added a new director, Bryan Jeffrey, and designated him as a 

                                                           
6
 Sutherland v. Dardanelle Timber Co., 2006 WL 1451531, at *2 (Del. Ch. May 16, 2006). 

7
 8 Del. C. § 220.  

8
 Oral Argument at 42:57, Katten Muchin Rosenman LLP v. Sutherland, No. 151, 2016 (Del. 

Dec. 14, 2016). 
9
 Katten insists that it entered into a written fee agreement with Martha.  App. to Opening Br. at 

A0239 (Aff. of Bonita L. Stone).  Martha, however, maintains that ―to the best of [her] 

recollection, [she] did not sign an engagement letter.‖  Id. at A0998 (Aff. of Martha S. 

Sutherland). 
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one-person special litigation committee.
10

  Jeffrey investigated the merits of 

Martha‘s complaint and concluded that the Sutherland Lumber Companies should 

not pursue her claims, but he did make recommendations that Perry‘s and Todd‘s 

employment agreements should be amended.  In July 2007, the Sutherland Lumber 

Companies‘ boards eliminated Perry‘s and Todd‘s guaranteed two-year‘s salary if 

terminated for cause, modified provisions in Perry‘s and Todd‘s employment 

agreements that previously allowed them to compete with the Sutherland Lumber 

Companies, and imposed caps on the amount of services Perry and Todd could 

receive at the Sutherland Lumber Companies‘ expense.   

 By 2011, Martha accrued $766,166.75 in unpaid attorney‘s fees for services 

that Katten provided in this litigation between 2009 and 2011.  In the spring of 

2011, Katten withdrew as counsel.  One of Martha‘s attorneys from Katten, 

Stewart Kusper, left the firm and continued to represent her.   

 After Martha‘s litigation concluded in 2012—without her securing any 

additional relief on behalf of the Sutherland Lumber Companies—she sought an 

award of attorney‘s fees from the Sutherland Lumber Companies for all of her fees 

arising from the § 220 action and from overcoming the special litigation 

committee‘s investigation and recommendation to terminate the litigation, plus 

$25,000 in fees for defending against the summary judgment argument aimed at 

                                                           
10

 Sutherland v. Sutherland, 2010 WL 1838968, at *3 (Del. Ch. May 3, 2010). 
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the employment agreement claim.  In total, Martha asked for $1.4 million in 

attorney‘s fees and, in doing so, she used Katten‘s invoices that detailed the 

services it provided to her and its expenses incurred on her behalf while it 

represented her as a reasonable basis for the fees she should be awarded.
11

  Indeed, 

in Martha‘s petition for an award of attorney‘s fees, she argued that the $1.4 

million in attorney‘s fees she incurred from Katten were ―fair and reasonable.‖
12

  

As the fee petition explained, ―[t]his case involved complex and difficult factual 

and legal corporate law issues requiring extensive legal and factual analysis and 

work by counsel, as can be expected in a derivative and double derivative 

action.‖
13

  And, as Kusper stipulated in his sworn affidavit in support of Martha‘s 

petition, the fees billed by Katten ―were reasonable and necessary under the 

circumstances.‖
14

  Relying on Katten‘s invoices, the Court of Chancery awarded 

Martha $275,000 in fees for the minor benefits that she obtained on behalf of the 

Sutherland Lumber Companies in 2007 when, as a result of Martha‘s and Katten‘s 

                                                           
11

 Kusper, who was deeply involved with Martha‘s litigation while at Katten, argued the fee 

application on Martha‘s behalf. 
12

 App. to Opening Br. at A0133 (Plaintiff Martha S. Sutherland‘s Petition for an Award of 

Attorney‘s Fees and Litigation Expenses). 
13

 Id.   
14

 Aff. of Stewart T. Kusper in Supp. of Plaintiff Martha S. Sutherland‘s Petition for an Award of 

Attorney‘s Fees and Litigation Expenses, at ¶¶ 32, 36, Sutherland v. Sutherland, C.A. No. 2399-

VCN (Del. Ch. Apr. 1, 2014).  
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efforts, the Sutherland Lumber Companies amended Perry‘s and Todd‘s 

employment agreements.
15

   

 Katten then intervened in the action and attached a petition for a charging 

lien on the entire fee award of $275,000.
16

  Katten then moved for summary 

judgment on its petition and, in February 2016, the Court of Chancery denied 

Katten‘s motion because Katten had already been paid for its services that helped 

produce the benefits for the Sutherland Lumber Companies.  The Court of 

Chancery explained its denial:  

Katten has been paid in full for its invoices based on its work that 

provided both benefits to the family companies and the basis for the 

Court‘s fee award.  In essence, Katten seeks imposition of a charging 

lien for work which caused no benefit and has no connection to the 

recovery, other than having occurred in the same litigation.  The 

Court in Doroshow recognized that because a law firm represented a 

client on a contingent fee basis, ―the law firm had not been 

compensated before its work produced the funds.‖  Seeking a 

charging lien for work which produced no benefit when the law firm 

has already been paid for the work which produced the benefit 

(whether the benefit for the family corporation or the corresponding 

fee award) is inconsistent with the theoretical underpinnings of the 

attorney’s charging lien.
17

 

                                                           
15

 Opening Br. of Intervenor Below/Appellant App. at Add. 4 (Sutherland v. Sutherland, C.A. 

No. 2399-VCN (Del. Ch. Feb. 26, 2016)) [hereinafter Chancery Opinion] (―Indeed, in making an 

award of fees to [Martha], the Court relied upon Katten‘s invoices as sponsored by [Martha].‖). 
16

 Martha claims entitlement to these fees. Neither Kusper nor his new firm has joined in this 

conflict.  
17

 Chancery Opinion at Add. 7–8 (quoting Doroshow, Pasquale, Krawitz & Bhaya v. Nanticoke 

Mem’l Hosp., Inc., 36 A.3d 336. 342 (Del. 2012)) (emphasis added).  
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The issue below was decided on Katten‘s motion for summary judgment, and there 

are no disputed issues of material fact.
18

  As the Court of Chancery noted: 

[Martha] has raised no issues of material fact as to Katten‘s contention 

that she owes the firm at least $275,000, the amount of the fee award.  

There may have been disagreements between Katten and [Martha], 

but [Martha] has not offered a factual basis for concluding that she 

was ‗overbilled‘ by an amount that would reduce the amount she owes 

below the fee award.
19

  

 

Martha does not dispute this finding on appeal.
20

  Thus, the sole issue on appeal is 

whether the Court of Chancery‘s requirement that a charging lien can only be 

obtained for unpaid services that directly relate to a client‘s recovery was a proper 

prerequisite to impose on Katten‘s equitable right to a charging lien. 

II.  

 Although Delaware does not have a statute governing charging liens, 

Delaware has a long lineage of cases recognizing charging liens as a matter of 

common law.
21

  Two recent Delaware cases address charging liens.
22

  In 

Doroshow,
23

 this Court confirmed that Delaware recognizes the long-standing 

                                                           
18

 This Court reviews summary judgment determinations de novo.  ConAgra Foods, Inc. v. 

Lexington Ins. Co., 21 A.3d 62, 68 (Del. 2011).  Summary judgment should be granted if there is 

no genuine issue as to any material fact and the moving party is entitled to judgment as a matter 

of law.  Ct. Ch. R. 56.  
19

 Chancery Opinion at Add. 5. 
20

 Answering Br. at 4. 
21

 See, e.g., Royal Ins. Co. v. Simon, 174 A. 444, 446 (1934). 
22

 Doroshow, Pasquale, Krawitz & Bhaya v. Nanticoke Mem’l Hosp., Inc., 36 A.3d 336 (Del. 

2012); Zutrau, 2014 WL 7013578 (Del. Ch. Dec. 8, 2014), aff’d, 123 A.3d 938 (Del. 2015), 

reargument denied (Sept. 17, 2015), cert. denied, 136 S. Ct. 1198 (2016). 
23

 36 A.3d 336 (Del. 2012). 



8 
 

common law right of charging liens.
24

  In Zutrau, the Court of Chancery adopted 

the definition provided by Corpis Juris Secundum that a charging lien is ―an 

equitable right to have costs advanced and attorney‘s fees secured by the judgment 

entered in the suit wherein the costs were advanced and the fee earned.‖
25

  Today, 

we also endorse that definition of a charging lien.  

 Here, the modifications to Perry‘s and Todd‘s employment agreements—

which are the basis for Court of Chancery‘s fee award—were adopted as a result of 

Martha‘s and Katten‘s efforts in the derivative and double-derivative action.
26

  

Furthermore, Katten‘s unpaid fees arose from the same litigation that produced the 

benefits for the Sutherland Lumber Companies and which led to the Court of 

Chancery‘s award of attorney‘s fees.  Therefore, based on our definition of a 

charging lien, Katten is entitled to a lien on the entire fee award of $275,000.  The 

historical rationale for a charging lien—to promote justice and equity
27

 by 

                                                           
24

 Id. at 340.  
25

 Id. at *1 (quoting 7A C.J.S. Attorney & Client § 446 (Westlaw 2014)). 
26

 Martha does not dispute that Katten‘s services helped obtain the benefits for the Sutherland 

Lumber Companies.  Indeed, she writes in her Answering Brief that ―Katten has been paid in full 

for the litigation services it provided to [Martha] in 2006 through 2008, the services that 

produced the award as identified by the Chancery Court in its July 2014 Opinion.‖  Answering 

Br. at 8.  Similarly, in her opposition to Katten‘s motion for summary judgment in the Court of 

Chancery, Martha stated that ―Katten has already been compensated fully by [Martha] for 

services provided to [Martha] in 2006, 2007, and 2008 that resulted in the $275,000 award.‖  

App. to Opening Br. at A1003.  
27

 DiLoreto v. Tiber Holding Corp., 804 A.2d 1055, 1056 (Del. 2001) (―The rationale for 

permitting attorneys to assert a charging lien is the promotion of justice and equity.‖). 
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compensating the attorney for her efforts
28

 and thus encouraging attorneys to 

provide legal services to clients
29

—also supports this conclusion. 

 In its decision, the Court of Chancery seemed to read Doroshow as standing 

for a rule that an attorney may only seek a charging lien for fees the attorney 

incurred that were directly connected to her client‘s recovery.  The Court of 

Chancery cited Doroshow‘s finding that, because the law firm in that case 

represented its client on a contingent fee basis, it was entitled to a charging lien 

because ―the law firm had not been compensated before its work produced the 

funds.‖
30

  The Court of Chancery reasoned that because Katten had already been 

paid for the services that led to the benefits for the Sutherland Lumber Companies, 

it was not entitled to a charging lien.  But, Doroshow dealt with a charging lien 

based on a contingency fee, and we held that the law firm was entitled to its agreed 

40% contingent fee.  Our decision in Doroshow did not limit the scope of charging 

liens in general.  Rather, Doroshow demonstrates the application of this equitable 

right to a particular type of fee arrangement, and one fundamentally different than 

the one between Martha and Katten.  

                                                           
28

 See Zutrau, 2014 WL 7013578, at *4 (―The rationale underlying the Delaware charging lien 

cases is compensating the attorney for her efforts.‖). 
29

 E.g., Bero-Wachs v. Law Office of Logar & Pulver, 157 P.3d 704, 706–07 (Nev. 2007) (―The 

purpose of [Nevada‘s charging lien statute] is to secure attorney fees and to ‗encourag[e] 

attorneys to take cases of those who could not otherwise afford to litigate.‘‖ (quoting Muije v. A 

North Las Vegas Cab Co., 799 P.2d 559, 561 (Nev. 1990))). 
30

 Chancery Opinion at Add. 7 (quoting Doroshow, 36 A.3d at 342). 
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 Here, Katten billed Martha regularly for its services based on the amount of 

time Katten‘s attorneys spent on the case and the attorneys‘ hourly rates.  Katten 

billed Martha for approximately $3.5 million, of which Martha paid roughly $2.7 

million.  That Katten‘s services underlying the unpaid fees did not result in any 

benefit to the Sutherland Lumber Companies does not matter.  In the case of hourly 

billing, unlike with a contingency fee, the total amount that the client is required to 

pay her lawyer is not based on the client‘s recovery.
31

  In Zutrau, the Court of 

Chancery considered the scope of a charging lien in the context of hourly billing 

and explained that ―[i]t is no secret that litigation is expensive and that the costs of 

prosecution easily can exceed the recovery.‖
32

  The Court of Chancery found, ―that 

the cost of prosecution conceivably could exceed the recovery does not excuse 

Zutrau from paying those fees.‖
33

  If, as here, an attorney has unpaid fees that are 

greater than the client‘s recovery, the attorney is entitled to a charging lien on the 

entire recovery.  Moreover, the client remains obligated to pay her attorney any 

remaining unpaid fees.  Martha was required to pay Katten its reasonable fees in 

accordance with their agreement whether she won or lost.  Because Martha did not 

pay Katten for all of its services stemming from the litigation in which Katten 

produced the only benefits, Katten is entitled to the equitable right of a charging 

                                                           
31

 See Zutrau, 2014 WL 7013578, at *2. 
32

 Id.  
33

 Id.  



11 
 

lien on the entire $275,000 fee award.  Finding otherwise would lead to an 

inequitable result where attorneys with a claim for unpaid fees from litigation—

where work had been billed on an hourly basis—could use the equitable right of a 

charging lien only to recover fees relating to the services that were directly 

connected to the litigation‘s beneficial results.   

 Like other contracts, contracts for the provision of legal services create 

incentives for parties, including clients.  When a party, such as Martha, agrees to 

pay hourly fees to prosecute a complex case, she is assuring her counsel that it will 

not suffer the commercial damage of uncompensated services if it presses her 

claims as aggressively as she demands and as the law permits.  To permit a client 

who is a party to such an agreement to escape a charging lien as if she made a strict 

contingency fee agreement limiting fees to a percentage of recovery is to judicially 

rewrite the contract at the expense of the attorney and to undermine the traditional 

purpose of a charging lien.
34

     

 For the foregoing reasons we reverse the Court of Chancery‘s decision and 

remand the matter to the Court of Chancery to enter Katten‘s charging lien on the 

entire fee award of $275,000.  

                                                           
34

 See supra notes 27–28; Doroshow, Pasquale, Krawitz & Bhaya v. Nanticoke Mem’l Hosp., 

Inc., 36 A.3d 336, 340 (Del. 2012) (stating the rationale for an attorney‘s charging lien that 

―attorneys have a right to compensation for funds recovered by their efforts‖); see also 7A C.J.S. 

Attorney & Client § 523 (Westlaw 2016) (―The rationale for permitting attorneys to assert a 

charging lien is the promotion of justice and equity and that a successful litigant should not be 

allowed to appropriate the whole of a judgment in favor of the client without paying thereout for 

the services of an attorney in obtaining such judgment.‖). 
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THE COURT:  Mr. Lessner, good morning.

MR. LESSNER:  Good morning,

Your Honor.  Brief introductions.  Marty Lessner on

behalf of defendant Dahya.  At counsel table today I

have Michael Bongiorno and Tim Perla from Wilmer Hale

and Paul Loughman from Young Conaway.  Mr. Bongiorno

will be making the argument today.

THE COURT:  Very well.  Good morning.

MR. BONGIORNO:  Good morning.

MR. PERLA:  Good morning.

THE COURT:  Ms. Casio.

MS. CASCIO:  Good morning, Your Honor.

Megan Casio from Morris Nichols on behalf of the other

individual defendants except Mr. Dahya.  I'd like to

introduce my co-counsel, Brad Wilson, from the

Wachtell Lipton firm.

MR. WILSON:  Good morning, Your Honor.

THE COURT:  Ms. Calder.

MS. CALDER:  Good morning, Your Honor.

Cynthia Calder, Grant & Eisenhofer for plaintiff Jason

Aldridge.  If I may, I'd like to introduce my

co-counsel, David Tejtel and Jeremy Friedman of the

Friedman Oster & Tejtel firm; and Craig Springer of

Andrews & Springer; and with my firm, Michael Manuel.
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With Your Honor's permission.  Mr. Tejtel will be

speaking on our behalf.

THE COURT:  Very well.

Mr. Bongiorno.

MR. BONGIORNO:  Thank you, Your Honor.

THE COURT:  Good morning.

MR. BONGIORNO:  The motion before you

today seeks dismissal of the single claim for breach

of fiduciary duty against our client, Hanif Dahya.

Mr. Dahya is an independent director of the nominal

defendant in this case, Terraform Global.  Among the

defendant directors, Mr. Dahya stands in a unique

position for at least two reasons.  First, he wasn't a

member of the conflicts committee that negotiated and

deliberated over the challenged transaction.  There

was no allegation, in fact, that Mr. Dahya had any

role in that process.

Second, the plaintiff makes no

challenge --

THE COURT:  Can I just stop you there

for a second?  Maybe I'm reading different papers, but

the ultimate transaction that was approved involved

acquiring the solar projects in India.  Right?

MR. BONGIORNO:  Correct.
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THE COURT:  And in different

permutations, that was under discussion with the old

conflicts committee of which he was a member.  Right?

MR. BONGIORNO:  No, Your Honor.

THE COURT:  Straighten me out.

MR. BONGIORNO:  Sure.  Well, the

amended complaint doesn't shed very much light on it

at all, Your Honor.  But the transaction that

Mr. Dahya was asked about on November 18th, which is

perhaps what the Court is thinking of, was not the

India transaction.  It was another proposal, a

different proposal to try to infuse some money into

SunEdison.  It was not the India transactions.

Those transactions were presented to

the committee on the 20th of November.  That is when

Mr. Dahya left the committee.  He was not on the

committee when that transaction was presented to the

committee.

THE COURT:  And the ones that were

presented on the 18th --

MR. BONGIORNO:  Well, the complaint

doesn't say much about it other than there was an

attempt to infuse $100 million into SunEdison.

THE COURT:  Through stock buybacks or
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an unsecured loan or the acquisition of certain assets

from SunEdison.  Right?

MR. BONGIORNO:  Right, but this is not

the $251 million India transaction that took place in

two stages here, $151 million on November 20th and

another $80 million on December 1st.

THE COURT:  All right.

MR. BONGIORNO:  That's not what

Mr. Dahya was asked about on November 18th.  But

either way, on November 18th, Mr. Dahya rejected that

$100 million proposal that was put before him that the

complaint doesn't really say a whole lot about.  Not

this transaction.

And there's no dispute, there's no

allegation that he had any personal stake in any of

this.  He's disinterested.  He's independent.  He was

a member of the conflicts committee.  He rejected the

transaction that was put before him on November 18th.

He was then removed from the conflicts committee.

Unlike other individuals, he did not resign from the

board.  He stayed on the board, but with no allegation

that he was interested, that he was not independent,

or that he had any personal stake in any of that.

So he --
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THE COURT:  The transaction that

ultimately -- it's December 1.  Is that when it was?

MR. BONGIORNO:  Well, it was approved

by the conflicts committee, of which he was not a

member, initially on November 20th.

THE COURT:  Right.  And then they had

the ten-day lookback.

MR. BONGIORNO:  With the ten-day

lookback that we talked about when we were --

THE COURT:  But the board vote occurs

on December 1st?

MR. BONGIORNO:  Yes.

THE COURT:  Now, what can you tell me

about how many directors were on the board at that

point.  I'm assuming seven.

MR. BONGIORNO:  Correct.

THE COURT:  And how many actually

voted on the transaction.

MR. BONGIORNO:  I believe all seven

voted on the transaction.

THE COURT:  So the three directors who

were employees of SunEdison voted in favor of the

transaction?

MR. BONGIORNO:  That's right.
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THE COURT:  Interesting.  They didn't

recuse?

MR. BONGIORNO:  I don't believe so,

Your Honor, no.

THE COURT:  So somebody viewed those

three as being interested in the transaction, and you

have a conflict committee -- somebody viewed them as

being interested in the transaction.  Mr. Dahya is

sort of the deciding vote.  Right?  To get it over the

line.

MR. BONGIORNO:  Well, in hindsight, he

may be a deciding vote in some respects, Your Honor,

but I don't think so in terms of corporate governance

at the time of the vote.

THE COURT:  Well, why wouldn't that be

at the -- at the time of the vote, there are seven

people in the room, and three of them are on the

conflict committee who approved it.  Three of them are

SunEdison folks, who I think somebody can make a

really good argument, whether they recused or not,

that they have an interest or a lack of independence.

They depend for their livelihood on working with

SunEdison.  Mr. Dahya is right there in the middle,

the fourth guy.  Right?  They need him to get it done,
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in other words.

MR. BONGIORNO:  It may be viewed that

way, Your Honor.  I understand the math now.  I was

not doing the math right a moment ago.

THE COURT:  Yeah.

MR. BONGIORNO:  But we're not backing

away from the notion that his vote mattered or didn't

matter because I don't think that's really what's

before the Court today.  I think what's before the

Court today is what is the standard by which his

actions should be judged in the context of this

pleading.  And the burden is extremely, extremely

high.  I think, you know, it's the pursuit of the rare

bird of bad faith that I think is very difficult, to

quote someone else.

And here, you have a disinterested,

independent director who, when he thought it was the

right thing to do, stood up to SunEdison and rejected

the proposal that was put before the conflicts

committee.  And then a few weeks later, a different

proposal.  After $150 million had been paid, there was

another $81 million to be paid, and improvements had

been made over the course of those ten days.  

And we can talk about whether those
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matter or not, but he has a recommendation from the

new conflicts committee to vote in favor of it.  He

has a transaction with the conflicts committee

initially approved on November 20th without him.  He

was no longer a part of it.  Improvements were made to

the transaction.

This is the type of transaction that

Global had planned to do with SunEdison at the time

they went public to purchase assets from SunEdison,

including assets that weren't complete yet.  That's

all in the prospectus, in the IPO.  And he decides to

vote in favor of it.

And the standard here, of course, is,

was his conduct so far beyond the bounds of reasonable

judgment that it is essentially inapplicable to have

been anything other than bad faith.  That's a pretty

tough standard, especially on a pleading where, as the

narrative goes, he's a guy who stood up to SunEdison,

or however they put it, who refused and rejected an

initial proposal.

That doesn't sound a lot like somebody

who is going to do whatever SunEdison tells him to do.

That sounds like somebody who decided to stay on the

board because he wanted to see what he could do for
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Global, as a Global board member, and when presented

with a different proposal, sometime later, made a

determination to vote in favor of it.

And you don't have to conclude that

that was a great decision or a good decision or even

not a bad decision.  It's just is there anything in

this complaint to support the notion that it was

something other than bad faith.  And of course there

is.

THE COURT:  So let me ask a couple

questions there.  So November 20th when the new

conflicts committee approves the transaction, money

goes right out the door on that date.  Right?

MR. BONGIORNO:  $150 million of it

does, yes.

THE COURT:  And at that point in time,

did the company have any collateral for that

150 million?

MR. BONGIORNO:  No.

THE COURT:  All right.  Next question.

This conflicts committee, obviously, I didn't have a

very high opinion of Mr. Blackmore's independence in

discussing a parallel Saturday night massacre that

occurred on the very same date in another controlled
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company --

MR. BONGIORNO:  Yes.

THE COURT:  -- involving SunEdison.

Why should Mr. Dahya have assumed he was independent?

MR. BONGIORNO:  You don't have to

assume that Mr. Dahya assumed he was independent, Your

Honor.

THE COURT:  But you're telling me to

rely on the fact that the conflicts committee made a

recommendation and then he voted.  That was important

from your perspective.

MR. BONGIORNO:  Well, I think it is

important that he has a recommendation from the

conflicts committee.  I'm not saying you have to --

that there is a reason to believe that he assumed he

wasn't independent.  I just don't think that that is

the end all, be all as to whether or not you can judge

whether or not he acted in bad faith.  All we need is

any reasonable explanation that he didn't act in bad

faith.  That doesn't have to be -- we don't have to

prove it.  We don't have to establish it.  There just

has to be some reasonable expectation.

And I believe that the fact that the

conflicts committee spent the time -- they didn't
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bring it to the board on November 20th.  They brought

it to the board on December 1st.  And when they

brought it to the board on December 1st, it was

different than it was on November 20th.  They did

spend ten days.

And again, you know, from the BJ's

case and other cases, there's no specific amount of

time they're supposed to spend.  But it wasn't an

hour.  It wasn't 21 minutes.  It wasn't all this other

stuff that they're accused of doing without Mr. Dahya.

And there were improvements to it.

They did get, you know, 10 percent interest on the

money that they were advancing.  They did get the

right to evaluate and appraise the assets to make sure

they were paying fair value for them.  They did get

concessions like that in the deal during that time

period.  And 150 million is already out the door.

THE COURT:  Right.

MR. BONGIORNO:  We have to keep that

in mind.  And the simplest, easiest explanation that

goes against bad faith here is one that you've heard

before but I think is a powerful one, which is

regardless of what you think about the independence of

these other folks, Mr. Dahya is clearly independent.
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And Mr. Dahya understands -- and there is no

allegation that he's not.  No allegation that he's

not.  And he is voting on a transaction with the

company sponsor.

So regardless of how tortured the

relationship may be viewed in hindsight, Global was in

a relationship with SunEdison where SunEdison was

their sponsor.  SunEdison was the one developing and

dropping down these projects.  And Global was quite

dependent on that.

So it is certainly reasonable and

certainly something other than so far outside the

bounds of reasonable judgment, it is certainly,

certainly beyond that standard to say, Here's a

transaction that our sponsor is proposing that the

conflicts committee has approved that is viewed as

important and necessary to our sponsor and perhaps to

us.

And so after rejecting an earlier one

that I didn't like and seeing the conflicts committee

having spent this time and approving it and the

150 million out the door, this one, I'm going to vote

in favor of.

THE COURT:  I don't understand the

 1

 2

 3

 4

 5

 6

 7

 8

 9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24



    15

CHANCERY COURT REPORTERS

150 million out the door.  So if the vote went the

other way on December 1st, what happened to the

150 million?  Did it have to come back?

MR. BONGIORNO:  In theory.  In theory.

But the plaintiff's theory is the 150 million is gone.

So it gets a little bit circular for them now, doesn't

it?  Because if 150 million is already really gone,

then it is not necessarily an irrational business

decision to say, If we reject this now, we kill the

whole deal, we don't have collateral for the

150 million.  Again, a decision that Mr. Dahya was not

involved in.  Good, bad or otherwise, we're not

commenting on that.

But the facts are that as of

December 1st, that 150 million is out the door.  They

have a right to get it back, sure.  Do they have the

ability to get it back without collateral and all

these other things?  Maybe not.  Maybe not.

So do you kill the whole deal and

perhaps throw that $150 million away?  I don't know.

Or do you say, Let's keep this deal with these

additional protections.  It's a credit risk but now

we're getting 10 percent interest.  Put this

additional money in.
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THE COURT:  10 percent interest in the

complaint?  Because one of the problems I have

relating to the next question is they get to write

their complaint.

MR. BONGIORNO:  Sure.

THE COURT:  And I always notice when

people tuck in things from outside the complaint.  And

I know there's a fact dispute here.  Right?  Paragraph

72 of his complaint recites these improvements.  It

doesn't recite them the way you like them.  And they

call them -- they didn't use the words "window

dressing," but they essentially say there's window

dressing and point out that no collateral was

obtained.  

And you have a different gloss on

those improvements.  And you may be right.  They may

all be really meaningful improvements that matter, but

the point is, they're factually disputed at this

stage.  So what do I do with that?

MR. BONGIORNO:  I'm not trying to

dispute any facts, Your Honor.

THE COURT:  Where is the 10 percent in

the complaint?

MR. BONGIORNO:  So I know that the
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amended purchase agreement is incorporated by

reference in the complaint.

THE COURT:  Yeah, but --

MR. BONGIORNO:  And I believe it's in

the amended purchase agreement now.

THE COURT:  But not in the complaint?

MR. BONGIORNO:  What's that?

THE COURT:  But not in the complaint?

MR. BONGIORNO:  I can't tell you that

it is, Your Honor.

THE COURT:  Okay.

MR. BONGIORNO:  But you're right.

They, of course, they say that these are --

THE COURT:  They didn't use the term

"window dressing."

MR. BONGIORNO:  They used something

like window dressing to say to prop up, justify,

whatever, the transaction.  But I'm not trying to call

balls and strikes on how good those things are.  I'm

just pointing out that even in their narrative, over

those ten days, changes were made to the deal, and

they certainly were changes for the better.  Whether

they were marginally for the better or spectacularly

for the better, they were for the better.
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And during that period of time, given

the standard that they have to meet against Mr. Dahya

to plead bad faith, and in doing so, show no plausible

explanation other than bad faith, knowing that --

which is the standard, Your Honor, Alloy, BJ's,

et cetera -- having those facts in there, that he

voted against, and that there's no -- and it's very

important that there's no motive here.  They don't

allege any motive.  Without that motive, it is very

difficult to show bad faith.

So what I see here is I don't see the

number 10 percent, Your Honor.  I see --

THE COURT:  You're talking about

paragraph 72?

MR. BONGIORNO:  Yes.  Interest on the

purchase price.  So putting aside the liquidated

damages, termination fee --

THE COURT:  Right.

MR. BONGIORNO:  -- et cetera.  So you

see a list of what the -- you know, it's pejoratively

in quotation marks, but "improvements," and you see

the list of improvements.  I don't think you have to

be, you know, overly impressed by those improvements.

Just know that they exist, that they're out there,
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that the plaintiffs concede that that happened.

And the quote I have, Your Honor,

"just one plausible and legitimate explanation for the

challenged decision will defeat an effort to plead bad

faith."That's in our reply brief.  So that is from the

Alloy case: "just one plausible and legitimate

explanation."  That's all you need.

And I think you more than have that

here with regard to Mr. Dahya.  And I think that is

more than enough to dismiss him from a case where he

showed his independence, he rejected a transaction, he

was removed from the committee, he stayed on the

board, and after a different transaction was presented

to him with the recommendation of the committee with

improvements and with everything that happened in the

meantime, the sole act for which he is being held

responsible is making a vote in favor after he made a

different vote on a different transaction against,

with no motive, with independence, with

disinterestedness.  I think that is more than enough

to get him outside the bounds of the very, very high

standard we have here.

THE COURT:  All right.  Thank you.

MR. BONGIORNO:  Thank you, Your Honor.
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THE COURT:  Ms. Cascio, do you have

anything from your side?  I assume not.

MS. CASCIO:  No, Your Honor.  Thank

you.

THE COURT:  I'm sorry.  Could you give

me the pronunciation of your name?

MR. TEJTEL:  Absolutely.  David

Tejtel.

THE COURT:  Good morning.

MR. TEJTEL:  Good morning, Your Honor.

I was present in front of Your Honor a few months ago

in the motion to dismiss hearing in the AmTrust

derivative litigation.  And in denying that motion,

Your Honor referred to the so-called Geronimo theory.

And Your Honor explained, "A director can't just

extricate himself from decision-making about something

he knows is going to be bad, pull the ripcord and say

he has no responsibility anymore."

Well, Your Honor, it sounds like at

best what we have here is the Geronimo theory.

THE COURT:  Literally, this is the

adverse of the Geronimo theory.  He actually stayed

in.  The Geronimo theory is the guy who pulls the

chute and resigns knowing that the plane is about to
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hit the cliff.  I don't know what happened here.

There are some really unusual facts.  Right?  You've

got simultaneous board coups in two companies.

MR. TEJTEL:  Exactly.

THE COURT:  But he didn't pull the

ripcord.  He stayed on the plane.  So I don't know

that it's really the Geronimo theory.

MR. TEJTEL:  Understood.  And just to

explain sort of where we're coming from with that is

in deferring to a conflicts committee that he knew was

replacement, that he knew was inherently unreliable,

he essentially removed himself from the

decision-making.  So that's just the point we were

trying to make there.

THE COURT:  How did he -- I had in my

mind I know the answer, but I'm just going to ask to

be sure.  How did he leave the old conflicts committee

and no longer become a member of it?  Was he removed

or did he just leave it?

MR. TEJTEL:  No, he was removed, Your

Honor.  What happens, on November 18, 2015, at a point

in time when SunEdison is loaded with debt, is in a

state of financial liquidity crisis and is facing

imminent and crippling defaults on a margin loan, it
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approaches the then-constituted conflicts committee of

Terraform Global, which included defendant Dahya, and

they basically say, We need $100 million.

And to the point that was discussed

during my colleague's argument, we do not know for

absolutely certain that these particular assets were

presented as an option to make that $100 million

available.  But as Your Honor noted in paragraph 5 and

then again in paragraph 40 of the complaint, we allege

that various options for making that cash lifeline

were presented to this conflicts committee, and a

category of those options was asset purchases.

We don't know for sure, partially

because we did not get the minutes of that

November 18th meeting in our 220 production, we don't

for sure that the India assets were among the assets

presented for purchase as a way of making this

lifeline available.  But we would argue that it's

certainly reasonably conceivable that those assets

would have been presented.

So, Your Honor, the Court is clearly

familiar with the facts giving rise to this action,

but I would like to focus for a minute on what is

particularly important here, and that is the facts
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known to defendant Dahya on the day that he approved

this transaction.  

So we know that defendant Dahya and

the market in general were well-aware that SunEdison

was spiraling toward bankruptcy.  We also know and

defendant Dahya knew that after he and his fellow

member of the old conflicts committee were replaced, a

new conflicts committee took control, and that same

day, SunEdison also replaced Global's CEO and CFO.

Defendant Dahya knew that in response

to these overhauls of Terraform Global's management

and board, four Global directors resigned.  Two Global

directors sent scathing letters lamenting the fact

that they had been trying to protect the stockholders

but no longer could, given the actions taken by

SunEdison.

And one of those directors who both

resigned and sent a scathing resignation letter is *

Mark Lerdal.  And Mark Lerdal was defendant Dahya's

counterpart on the old conflicts committee.  And

that's very important because Mark Lerdal had the

precise vantage point as defendant Dahya with respect

to the way in which SunEdison was trying to force

through this unfair transaction.
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Defendant Dahya also knew that the

handpicked members of this new conflicts committee

approved a $231 million prepayment and the immediate

transfer of $150 million within an hour of being

appointed both to the board and to the conflicts

committee.  

And as Your Honor noted, defendant

Dahya knew that the chairman of this new conflicts

committee was defendant Peter Blackmore, who had spent

nine years on the SunEdison board of directors and had

not left that position until November 20th, the same

day that he was appointed to the Global board, the

same day that he was appointed to the Global conflicts

committee, and the same day that he approved the India

transaction.

Defendant Dahya also knew that after

this initial approval, the conflicts committee engaged

in a ten-day process during which it had no

independent financial advice, during which it failed

to secure any collateral, during which it did not even

ascertain a price for these assets.

Defendant Dahya also knew that during

this ten-day period, SunEdison only moved closer to

the brink of bankruptcy.  On December 1, 2015, the day
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on which defendant Dahya approved this transaction,

SunEdison's stock price was 12 percent of what it had

been just four months earlier.

So, taken together, defendant Dahya

knew on the day he approved this transaction that it

represented a massive and extremely risky emergency

cash infusion to SunEdison, and he also knew that the

last time Global directors had opposed in any way

SunEdison's demands, they had been replaced.  And with

these considerations in his mind, he ignored the best

interests of the company and he approved this unfair

transaction.

THE COURT:  So tell me a little bit --

I'll let you complete your recitation if you want to

do that first, but address the point the other side is

making.  You do concede -- right? -- I mean, you have

to concede he had no personal financial interest in

this transaction.

MR. TEJTEL:  That is correct, we do

concede that.  The one thing I would say, although he

did not have a personal financial interest in the

transaction, that is not to say that he had zero

personal motivation for wanting to approve this

transaction because he knew that the last time
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directors had essentially stood up to SunEdison, they

had been replaced.  So it was certainly reasonably

conceivable that in his mind, on December 1st was a

concern that by standing up to SunEdison, by not

approving this transaction, he could be replaced, not

just on the Global board but also on the TERP board,

of which he was a member.

THE COURT:  This segues into the other

part, though.  The other side says, and I share the

conclusion at this point, that there aren't any

allegations in this complaint that really call into

question Mr. Dahya's independence.  Would you speak to

that?

MR. TEJTEL:  In terms of pure

independence, from a financial standpoint, we concede

he was not interested in this transaction in a way

that differed from the average Global stockholder.

THE COURT:  But independence is a

broader concept.  Right?  Being beholden to somebody.

It could be for a variety of reasons.  Might be an

interest in maintaining a board seat, which I guess is

what you're implying or saying.

MR. TEJTEL:  Right.

THE COURT:  It might be because your
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dad is the chairman of the company and wants to get

something done.  It could be for a whole bunch of

things.  But you don't really plead a case, putting

aside maybe a desire to keep his board seat, I guess

on two boards, you don't really plead a case of some

interest that made him beholden to SunEdison or

somebody controlling SunEdison.

MR. TEJTEL:  Yes, Your Honor, you're

right.  Our response on this point is you have a

controlling stockholder that has demonstrated a

willingness to remove, to replace directors that don't

do its bidding.  And it is the elephant in the room,

as has been described in previous case law.  And

defendant Dahya knew that if he stood up to SunEdison,

he's facing removal, he's facing the stigma that goes

with that, and he's losing his position on both of

those boards.

So, Your Honor, the defendant speaks a

lot about how this is an incredibly difficult burden

to overcome, but they lose sight of the broader motion

to dismiss standard, which is well familiar to this

Court.  As we noted in our brief, the pleading

standards governing the motion to dismiss are minimal.

And the Court should deny the motion unless the
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plaintiff could not recover under any reasonably

conceivable set of circumstances susceptible of proof.

That's straight from Central Mortgage v. Morgan

Stanley, the Supreme Court case.

And the other place where I think

there is a disconnect between ourselves and the

defense, or one of the places, they seem to only be

focusing on this idea of essentially inexplicable on

grounds other than bad faith.  There is another avenue

to showing bad faith, and we believe we've satisfied

that one as well.  And that is demonstrating a

conscious disregard for known duties.  An intentional

dereliction of duty.  That is a separate avenue.  You

see that it's a separate avenue in Alloy, in Novell,

for example.

We think that both are satisfied here.

And they have their arguments of essentially competing

inferences, but those arguments really go mostly just

to that second prong, to that essentially inexplicable

prong, and don't, to a large extent, express this

conscious disregard.  

So the question is what was the

conscious disregard here?  Defendant Dahya knew and,

certainly, there is, we would say, a reasonably
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conceivable inference, and we could potentially prove

that he knew on the day he approved that transaction

that it was a bad transaction.  It was bad for the

company.  And yet he approved it anyway.  In that

moment, his duty to act in the best interest of the

company and its stockholders was to not approve that

transaction, and he did so.

THE COURT:  But why?  What's the

motive?

MR. TEJTEL:  The motive would be, I

want to stay on this board.  I don't want to be kicked

off.  And I have a controlling stockholder that's

demonstrated a willingness to be vengeful.  And there

may be other motivations that we haven't seen yet.  We

would love to explore that in discovery.

But between -- the concern about being

kicked off the board or removed from the board, the

stigma that goes with it, the loss of financial perks

that he would get as a result of his board membership,

we submit that that is at least a reasonably

conceivable inference, given all the other facts that

he knew in that moment which showed that this was not

a good transaction, it is reasonably conceivable that

he consciously disregarded his duties.
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So I would like to discuss quickly

defendant Dahya's -- these competing inferences, which

basically amount to four explanations for what he did.

And the first thing I should mention here is they say

it merely needs to be plausible.  If you look at the

case law, including the case law cited by defendant

Dahya in Alloy, it doesn't just need to be plausible.

It needs to also be reasonable and legitimate, which

is a higher burden.

And the first of these purported

explanations is that defendant Dahya had this history

of vigorous objection to SunEdison.  And in his motion

to dismiss papers, defendant Dahya refers no less than

five times to this history.  He describes himself as a

model fiduciary and bulwark against SunEdison.  We

submit that this history is a false one.

This history relies on a single

standalone fact, and that is the fact that defendant

Dahya was on this whole conflicts committee that was

replaced when it did not immediately cave to

SunEdison's demand for a financial lifeline.  That's

it.  That is the full extent of defendant Dahya's

history of vigorous objection and the sole basis for

his characterization of himself as a model fiduciary
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and bulwark against SunEdison.

But when you consider the significance

of that one data point, it falls away, and in

particular, when you consider what happened after

replacement on the old conflicts committee.  Defendant

Dahya and Mark Lerdal were both replaced, and they

took wildly divergent paths after being replaced.

Mark Lerdal was so aggrieved by what had transpired,

he resigned and then sent that scathing resignation

letter.  And we know he was not alone.  We know that

three other directors also resigned, and one other

director also sent a letter.

What did defendant Dahya do?  Did he

resign?  No, he did not.  Did he send a scathing

letter?  No, he did not.  Instead, he relied on this

conflicts committee that had zero hallmarks of a

well-functioning committee that should be relied upon,

and he approved this very transaction that caused the

massacre, that caused the outcry that followed.

So, no, defendant Dahya did not have a

vigorous objection history, and no, he was not this

model fiduciary and bulwark.  To the contrary, he

stands in stark contrast to the Global directors who

actually did take a meaningful stand against
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SunEdison.  So we submit that this first purported

explanation is neither reasonable nor legitimate and

should be disregarded.

The second purported explanation is

that defendant Dahya reasonably relied on the new

conflicts committee.  And Your Honor touched on this

earlier.  There were already concerns expressed by

Your Honor about this in the related litigation,

TerraForm Power.  But, briefly, the question is what

did defendant Dahya know about this new conflicts

committee when he relied on its recommendation.

Let's start with the genesis.  The

existential purpose of the conflicts committee is to

protect Global from exploitation at the hands of its

controlling stockholder --

THE COURT:  It's not too existential,

but okay.

MR. TEJTEL:  In theory, it should be.

SunEdison.  And defendant Dahya had a front row seat

of the replacement of that committee when it did not

immediately cave to SunEdison's demands.  So defendant

Dahya knew that these three members of the new

conflicts committee had been handpicked and for a

purpose: to push through this transaction.
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And as Your Honor noted, I was ready

to quote the language.  It sounds like it might not be

necessary.  But Your Honor had serious concerns about

this arrangement.  

If I could, I think this language

might be -- so this is from Your Honor's February 25,

2016, oral ruling on the preliminary injunction motion

in the TerraForm Power litigation.  Your Honor said:

"The circumstances surrounding the creation of the new

committee are inherently suspect, in particular, the

fact that the previous committee as well as its legal

and financial advisors were summarily replaced in the

midst of arm's-length negotiations.  Even if the

members of the new committee were otherwise

independent, they were keenly aware that SunEdison was

willing and able to dismiss members who did not accept

its proposals.  That specter hovered over the new

committee from day one."

And how does defendant Dahya respond

on this issue?  Respectfully, we submit, with evasion.

Defendant Dahya protests in his papers, "It cannot be

that appointment by SunEdison automatically

disqualifies a director from trustworthy

decision-making."
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Respectfully, we see this as

sidestepping the issue.  At the risk of stating the

painfully obvious, the issue is not that SunEdison was

appointing these directors.  The issue is the

egregious and, frankly, shocking timing and

circumstances of those appointments.

And it's worth noting that defendant

Dahya makes a similar argument with respect to

SunEdison's replacement of Global's CEO and Global's

CFO that very same day.  Defendant Dahya says, "There

was nothing remarkable about SunEdison appointing new

executives."  Pursuant to the management services

agreement, SunEdison has always appointed Global's

executive officers and other key officers.  We submit

that that, too, is evasive.  It does not address the

real issue here.

So that is the genesis of this

committee.  What about the composition?  We've touched

on this, but defendant Blackmore, he's a member of

this committee.  He has a troublesome relationship

with SunEdison.  And here again, Your Honor has some

very pertinent language on this from the February 25,

2016, oral ruling, which I will share, if helpful.

THE COURT:  Sure.
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MR. TEJTEL:  Your Honor said:  "I also

have serious doubts concerning the independence of at

least one of the new committee's members, namely, its

chairman.  Blackmore left SunEdison's board the same

day he joined TERP's board and the new committee.

Although he was an independent director of SunEdison,

he spent nearly a decade as a steward of that company

and its stockholders.  And the record appears to

suggest that the SunEdison board hatched the plan to

replace the conflicts committee.

"It is quite reasonable to think that

a nine-year director would have difficulty becoming an

adversary to SunEdison and its stockholders over the

course of a single day.  The other two members of the

new committee do not appear to suffer from significant

conflicts on the record before me.  Nonetheless, the

circumstances of their appointment and Blackmore's

relationship with SunEdison are troubling."

And, Your Honor, in case there is any

question, the circumstances of the replacement of the

conflicts committee in TERP and with Global,

identical.  So it's the same set of facts.  It's the

same concerns.

THE COURT:  Right down to the same
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day.

MR. TEJTEL:  Exactly.  And the same

people.

THE COURT:  All the same people,

though?

MR. TEJTEL:  There's one difference.

Mark Florian was on the conflicts committee in TERP.

He was not on the Global one.

THE COURT:  There was a two-person

conflicts committee, Lerdal and Dahya.

MR. TEJTEL:  Exactly right, Your

Honor.   

So that is the genesis.  That is the

composition of this new conflicts committee.  What

about the actions?  Well, we've discussed this, but as

defendant Dahya knew, this new conflicts committee

approved a $231 million prepayment, an immediate

$150 million payment within an hour of its formation.

It then proceeded in a ten-day period with zero

independent financial advice, no determination of a

price for the assets, and a complete failure to secure

any collateral from this company that was spiraling

towards bankruptcy.

So, Your Honor, we do not think that
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defendant Dahya is justified in relying on the

recommendation of this new conflicts committee.

So the third purported explanation is

these purported improvements.  And, first, we agree

with Your Honor, this is a fact issue.  But there's

also another huge issue here.  None of these

improvements addressed the massive and obvious

elephant in the room, and that is that you had

SunEdison, which was on the brink of bankruptcy,

demanding an emergency cash infusion.  This

transaction should not have been approved.  But if

there was any universe in which it was going to be

approved, collateral was of critical importance.  The

new conflicts committee did not secure any and

defendant Dahya approved the transaction anyway.

And what I heard from defense counsel

and you saw in the papers too is a somewhat simplistic

and binary view of these improvements, basically

saying, Well, they made it more favorable, and that's

enough for these purposes.  Well, that's akin to

saying a $2 offer for a brand new Ferrari is more

favorable than a $1 offer for a brand new Ferrari and

therefore can be reasonably accepted, but that's not

true.  It's still unfair and it is still not worthy of
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approval.

So we submit that this third

explanation, too, is neither reasonable nor legitimate

and should be rejected.  

And, finally, the fourth purported

explanation is that Global's business strategy

depended on asset purchases from SunEdison.  And

basically what this boils down to is an assertion by

the defense that Global had an obligation to accept

whatever transaction was imposed upon it, regardless

of the assets involved, regardless of the price,

regardless of the circumstances, regardless of the

terms, regardless of the consequences.  But that is

just not true, and defendant Dahya knew that.

Global is entitled to reject asset

purchases and particularly unfair ones like the India

transaction.  Indeed, that is the fundamental purpose

of the related-party transaction policy between Global

and SunEdison, and it is also the reason for the

existence of the conflicts committee.  

And defendant Dahya does not dispute

that in his papers.  In fact, on page 1 of his opening

brief, he acknowledges that the conflicts committee

existed "for the express purpose of evaluating the
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fairness of transactions with SunEdison."  So there is

no overriding absolute obligation for Global to accept

whatever transaction is imposed upon it by SunEdison.

So that is the fourth and final

explanation.  And that one, too, we submit is neither

reasonable nor legitimate and should be rejected.

So, Your Honor, in sum, we submit that

plaintiff's allegations clearly establish in two ways

a reasonable inference, a reasonably conceivable

inference, that defendant Dahya acted in bad faith

when he approved this transaction that he knew was

going to be bad, that he knew was not in the best

interest of the company.  He consciously disregarded

his duty to act in the best interest of the company by

approving the transaction.  

And the second prong of the bad faith

is also satisfied, which is when you look at these

competing inferences that are provided, there is no

reasonable or legitimate alternative explanation

rendering his actions essentially inexplicable on any

grounds other than bad faith.

So, Your Honor, for all these reasons,

we submit that defendant Dahya's motion should be

denied.  And unless the Court has questions --
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THE COURT:  I do.  I want you to focus

on the decision that's being made on December 1st and

who is making it, in this respect.  What I want to

understand is exactly what were they deciding and what

would have happened if it wasn't approved?  And then I

want to get to who was deciding it.

MR. TEJTEL:  Yes, Your Honor.  Well,

we agree with Your Honor, which is Dahya --

THE COURT:  I wouldn't agree or

disagree.  I'm just asking questions so far.

MR. TEJTEL:  Yes, absolutely.  Well,

we agree with what Your Honor said or suggested, which

is that Dahya was an important vote, in fact, the

deciding vote, and he was needed to get this done.

THE COURT:  Well, okay, so let me go

back on that, because you've got to help me out with

what's in your complaint.  I think in one of the

paragraphs, I'm looking at paragraph 11, for example,

you say the full Global board approved this

transaction.

MR. TEJTEL:  Yes, Your Honor.

THE COURT:  Does that mean all seven

directors approved it?  I'm not sure I saw a further

explanation about the other three folks here.
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MR. TEJTEL:  Right.

THE COURT:  And what happened to them.

So I'm a little surprised they wouldn't recuse, to be

honest with you, but I don't know because I couldn't

tell from the complaint.  So tell me what you know

about that.

MR. TEJTEL:  Yes, Your Honor.  So what

happens, on December 1st, you have an initial meeting

of the conflicts committee, and they decide, We're

going to recommend this transaction.

THE COURT:  Okay.

MR. TEJTEL:  They go to the full

board, and at this point, the full board is the other

four members, the three SunEdison employees and

defendant Dahya.  They recommend this transaction.

THE COURT:  But doesn't it also

include the three new conflict folks?

MR. TEJTEL:  Well, the full board,

yes.  They're part of the full board.

THE COURT:  All right.  So there's

seven.

MR. TEJTEL:  Yes.  And after hearing

that recommendation, the full board approves, but then

that approval is subject to a final decision by the
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conflicts committee.  So then the decision goes back

to the conflicts committee, and then they make their

final decision to approve.

THE COURT:  Was board approval

essential to approve the transaction?

MR. TEJTEL:  It's unclear.  I can't

say definitively whether that board approval was

essential, but I submit that it's at least a

reasonably conceivable inference that when you have

one of these directors who is not approving the

transaction -- or if he doesn't want to not approve

it, he can at least try to reach out to the conflicts

committee and try to urge them to get some independent

financial advice, do something to serve the best

interest of this company.

THE COURT:  So the three insiders,

it's not crystal clear here, but who I'm now I guess

inferring, whether it's in your complaint explicitly

or not, voted in favor of this transaction, you did

not name as defendants.

MR. TEJTEL:  That's correct, Your

Honor.  They are named actually in a different

litigation.

THE COURT:  They were sued by Global.
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Who sued them in the other --

MR. TEJTEL:  They were sued by the

defendants in this litigation.

THE COURT:  So tell me about that.

MR. MANUEL:  Yeah.  So it's an

interesting story, and I'd like to present the facts

without casting too many aspersions.  But we served --

THE COURT:  Just tell me who sued who.

MR. TEJTEL:  We served our 220 demand,

and there was a lot of back and forth with defense

counsel.  We were trying to get these document.  It

was very difficult.  The same day these documents were

produced to us, this complaint was filed by these

defendants naming those other three directors, which

are Wuebbels -- I don't know if I'm saying that

correctly -- Truong and Chatila.

THE COURT:  Okay.  So who is the

plaintiff in that case?

MR. TEJTEL:  The plaintiff in that

case, as I understand it, is these independent

directors acting on behalf of the company.

THE COURT:  So when you say those

independent directors, are we talking about the four?

Are we talking about Dahya and the three members of
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the new conflicts committee?

MR. TEJTEL:  That is my understanding.

MR. WILSON:  Your Honor, if I may -- 

THE COURT:  Yeah, sure.  

MR. WILSON:  -- just to clarify

counsel's representation, in fact, it was Terraform

Global who filed an action --

THE COURT:  For some reason, I thought

it was the entity.

MR. WILSON:  Right.  So it wasn't on

behalf of any independent directors, although they did

approve the filing of the lawsuit.

THE COURT:  So Global filed a suit

against the three insiders.

MR. WILSON:  And also SunEdison.

Shortly thereafter, they went into bankruptcy, so

therefore, it was stayed after that in connection

with --

THE COURT:  That's consistent with my

memory.  I just didn't have it firm in my head.  I'm

just trying to under.  So now I have the players.

There's a little ambiguity, but one of two things must

have happened.  Either those three recused or they

voted in favor of it.  Either way, the point is, to
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get to board approval, your guy that you're targeting

here on this motion -- "your guy" is not really a fair

way to put it -- Dahya is sort of the vote that has to

get it over the line, if you assume the three

SunEdison folks would be considered interested.

MR. TEJTEL:  Correct, Your Honor.

THE COURT:  And you can't tell me for

sure you know whether they even needed a board vote,

which makes this all really odd about why they even

had one, if that's the case.

MR. TEJTEL:  Well, I don't want to say

definitively.  I believe they did need that board

voted, and that had the board voted no, it does not go

back to the conflicts committee; it does not get

approved. 

THE COURT:  Now, let's go back to the

practicalities of the actual transaction.  If they

voted no, I mean, whether or not it actually could

come back is one thing, practically speaking, but as

you understand it, would SunEdison have had the legal

obligation to repay the 150 million?

MR. TEJTEL:  Yes.  As I understand it,

the idea of the lookback period was you have a chance

to basically cancel this transaction, get your money

 1

 2

 3

 4

 5

 6

 7

 8

 9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24



    46

CHANCERY COURT REPORTERS

back, so this is sort of -- there is a question, is

this throwing good money after bad?  Unclear.  It

could have tried to get that money back.

THE COURT:  What if anything is in

your complaint about the level of deterioration that

may have occurred to SunEdison between the 20th of

November and the 1st of December?

MR. TEJTEL:  Well, SunEdison was

basically in a state of free-fall.  And we have fairly

extensive allegations, and certainly we cite to a

litany of news articles which begin months before

December 1, 2015, which demonstrate that it was

well-publicized that SunEdison was needing cash, was

getting called on its margin loans, was having its

debt converted to recourse as opposed to nonrecourse.

It was in a bad state of affairs.  So it's unclear

whether it would have actually been possible to get

that money back.

THE COURT:  All right.  Anything else

you want to add?

MR. TEJTEL:  Not unless Your Honor has

anything further.

THE COURT:  Not at this time.

MR. TEJTEL:  Thank you.
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THE COURT:  Mr. Bongiorno, it's hard

to say your name without a smile coming across my

face.  It's a great name.

MR. BONGIORNO:  Last time I was before

you, my son was still taking Italian classes at the

time, so we had a chat about that.  He's taking Arabic

now, so I can't teach him anymore.

A couple things, Your Honor.  One is I

think the minutes counsel was referring to when he was

talking about what was put before the conflicts

committee, those were TerraForm Power minutes, not

Terraform Global minutes.  So trying to discern more

than what's in the complaint about what was put before

the committee on November 18th when Mr. Dahya voted

against, I don't think we learned anything new just

now because I think he was talking about the wrong

minutes.

He also said, and I think it's very

important here, the motive.  And he says now that the

motive is -- this is new -- that SunEdison was

throwing people off the board left and right and Dahya

was going to be next if he voted against.  That's just

not true.  No one was thrown off the board.  People

were thrown off the conflicts committee.
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Mr. Dahya voted against a SunEdison

proposal as a member of the conflicts committee.  He

was removed from the conflicts committee.  Folks

resigned from the board.  Mr. Dahya chose not to

resign from the board.  I'm not sure how anyone can

glean motive for fear of being thrown off a board for

a negative vote.

THE COURT:  I think that's an accurate

recitation, but you would agree with me that that

sequence of events, including, furthermore, the

changing of the CEO and CFO, I believe it was the CFO,

and that same sequence occurring on the same dates

with another public company that SunEdison controlled,

is about as unusual a set of circumstances as you all

ever see in corporate governance.

MR. BONGIORNO:  I wouldn't be inclined

to disagree with you in general, Your Honor, and I'm

not inclined to disagree with you now.  However, I do

not think that goes to whether or not this states a

claim against Mr. Dahya.  I really don't think it

does.  

Because the unusual nature of what

SunEdison did is -- there's also an unusual nature of

what Mr. Dahya did here.  Right?  He voted against a
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transaction.  He decided to stick with it, though,

stay on the board, even though he was no longer in the

conflicts committee, and make his own independent

judgment about what to do and what not to do.  He

rejected one transaction.  He voted in favor of

another one.

So what?  Does that mean that he

suddenly decided to act in bad faith in those 12

ensuing days?  Why?  What's the motive?  They say the

motive is he's afraid to get thrown off the board

because everyone else was getting thrown off the

board.  It's not true.  That's not true.  That's not

what happened.  There's no motive put forward.  None.

I'm a little confused about this.  I

understood what Your Honor was saying about Mr. Dahya

being the only person who wasn't on the conflicts

committee and wasn't a SunEdison director who cast a

vote, but he still only had one vote.  There are six

other people on the board.  And you haven't heard

whether it was seven to nothing or four to nothing or

how many people voted.  But I'm not quite sure I

understand how Mr. Dahya would have had

contemporaneous veto power over this.  Maybe --

THE COURT:  I'm postulating the
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following.  Right?  Which is the complaint in

paragraph 11 pleads the full Global board approved the

transaction.  Now, there are some ambiguities

surrounding that because does that mean the full board

of those who voted or, you know, were present or

something like that?  

But let me just take it at face value.

The full board is seven members, and I'm going to

assume, because it would seem logical, that the three

members of the conflicts committee that recommended

the transaction voted in favor of it.  I'm going to

assume that the three SunEdison directors voted in

favor of it.  And guess what?  If somebody was

analyzing that vote, they would probably deem them

interested or not independent for purposes of that

vote.  Therefore, guess what?  Mr. Dahya is number

four.  And unless somebody tells me differently, most

rules operate that you need a majority vote.

MR. BONGIORNO:  Right.  That's why I

think I understood --

THE COURT:  So it doesn't seem like a

very farfetched inference.  He's like the fulcrum.

I've been watching a lot of "Blacklist," so ...

MR. BONGIORNO:  Fair enough, Your

 1

 2

 3

 4

 5

 6

 7

 8

 9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24



    51

CHANCERY COURT REPORTERS

Honor.  But, as I said, regardless of whether the vote

would have been six to one or three to one or

whatever, if he had voted the other way, I think the

point is the pleading standard and whether or not

there's any explanation other than bad faith here.

THE COURT:  I got that.

MR. BONGIORNO:  And so whether he's

the fulcrum or the deciding vote or not I don't think

is where the analysis ends.

You also heard a lot about this

conscious disregard standard.  I think that's in a

failure to act from the board.  I think that's what

Alloy says.  So I am not sure why that's really where

a lot of time was spent, but I just want to clarify

that.  And I think most of what you heard here about,

you know, SunEdison was close to the brink of

bankruptcy and --

THE COURT:  It's a conscious

disregard, though.  It's not necessarily just failure

to act.  It's like intentionally violating your

duties, in other words, knowing better and still doing

something that violates your duties.

MR. BONGIORNO:  Well, okay, but I

think in this context, I think the standard that we've
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put forward is on bad faith, is really where we are.

THE COURT:  I understand.

MR. BONGIORNO:  So I think other than

that, most of what you heard about they did this, they

could have done that, they should have gotten

collateral, they didn't get collateral, I think all

that is really in the duty of care category.  

And I think that under the

circumstances, we did not say and we have never said

that Global has to do whatever SunE said.  And that's

what plaintiff's counsel said.  That what we're

arguing is that Global has to do whatever SunE said

and, therefore, when Dahya votes in favor of this,

that's okay, because even though he's a Global

fiduciary, whatever is good for SunE is good for

Global so he has to agree.

Of course that's not what we're

saying.  That's not what he did.  He voted against a

SunE proposal that was I guess going to be good for

SunE but he didn't think was good enough for Global,

so he voted against that one.  Then later he voted in

favor of another one.  That's what he's supposed to

do.  He's supposed to decide, of course things that

are good for SunE are probably going to be good for
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Global, but he's got to weigh those things.  He's got

to bring his own disinterested and independent

judgment to the table.  He did.  He voted against one.

He voted in favor of the other.  And --

THE COURT:  Let me probe something

with you there, and maybe try to think about it from

my perspective for a second.

MR. BONGIORNO:  Sure. 

THE COURT:  You earlier were

postulating and citing Alloy in support of the idea

that if there's any plausible explanation for what he

did equal sign not bad faith.  But, yeah, bad faith is

really tough to plead.  But this is still reasonable

conceivability, and they are entitled to their factual

inferences.  Why is it that if they have pled a

reasonably conceivable basis, that there could be a

scenario where it's bad faith?

And you may be right.  In fact, let's

assume for this discussion you're probably right.  But

if there is a really smelly scenario that they pled

where it could be bad faith, don't they win at this

stage?

MR. BONGIORNO:  No, they don't, Your

Honor.  They don't.  "Could be bad faith" isn't
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enough.  There has to be no other explanation.  It has

to be so far outside the bounds of reasonable judgment

that there's --

THE COURT:  But all they'd have to

plead is a scenario where it could be so far outside

the bounds of reasonable judgment, it could be bad

faith.

MR. BONGIORNO:  I respectfully

disagree with that, Your Honor, because I think that

if there are good faith explanations, if there are

reasonable explanations, that Alloy and BJ's and

Cornerstone and the other cases that we cite all say

that that's not enough.  Just postulating, Look,

here's a possible bad faith explanation --

THE COURT:  Cornerstone presumes you

can't plead bad faith.  You just get out.  But you're

putting the rabbit in the hat.  Right?  The question

is whether they pled it.

MR. BONGIORNO:  Yeah.  And, Your

Honor, the case law is what it is, but I believe the

case law says that if there is a reasonable good faith

explanation for what they did that you can glean from

the complaint, even if there are other smells-bad,

possible-bad possibilities out there, that that's not
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enough.  That is not enough.

And here, we have much more than that.

It's not just Oh, maybe, possibly, he might have been

doing the right thing so you've got to dismiss this

case.  There's no motive.  There's no allegation of

interestedness.  There's no allegation of dependence.

There's nothing about he needed to stay on this board,

he wanted to stay on this board.  It was so important

to his livelihood.  There is none of that stuff in

here.  

And you have a guy who voted against a

transaction.  What could be better evidence of

somebody who is making decisions on the merits, under

the circumstances, under fire, in a very difficult

situation than somebody who votes against?  He's not

toeing the party line.

I don't know why he's in this case.

He's in this case because, later, he made a decision

to vote in favor with other directors?  The suggestion

is, Oh, he's just jumping on board.  He's not jumping

on board.  All he did was, like you said, he didn't

pull the ripcord.  He didn't leave when the other

folks left.  He stuck around to try to do some good,

and this is the thanks he gets for it.  He eventually
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votes in favor of something different and he gets

sued.  It is a no-win situation.

I think the standard is the standard

we articulated, Your Honor.  I think the case law

makes it pretty clear.  And I think under that

standard, they haven't pled and the only explanation

you heard today is one that's flat-out wrong that

people were being fired from the board.  It's not

true.  Didn't happen under those circumstances.  I

think the Court has to dismiss here.

THE COURT:  All right.  Thank you,

Mr. Bongiorno.

MR. BONGIORNO:  Thank you, Your Honor.

THE COURT:  I want to take a little

break.  I want to think for a few minutes, and I'll

come back and tell you if I think I'm in a position to

rule or not.  So let's plan about 10, 15 minutes,

something in that ballpark.

(A brief recess was taken.)

THE COURT:  Thank you.

I appreciate everyone's patience, and

I'm sorry it took longer than I expected.  I thought

about this a fair amount coming in here and, candidly,

some things were raised during the argument that I

 1

 2

 3

 4

 5

 6

 7

 8

 9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24



    57

CHANCERY COURT REPORTERS

wanted to consider further, which I did.  And I'll

elaborate on some of that in a moment, but I'm still

in a position to rule, so I'm going to provide you

that ruling now.

Before the Court is the motion of

defendant Hanif Dahya to dismiss plaintiff Jason

Aldridge's verified derivative complaint.  For reasons

that I will explain, I am denying the motion.

This case arises from a transaction

approved in December 2015 between nominal defendant

Terraform Global, which I'll just refer to as

"Global," as we've done today, and its controlling

stockholder, SunEdison, Inc., which allegedly held

98 percent of Global's combined voting power.  The

transaction involved Global making a $231 million cash

prepayment to SunEdison for certain yet-to-be

completed solar projects located in India.

The complaint asserts a single claim

for breach of fiduciary duty against four members of

Global's board.  Three of them were members of

Global's corporate governance and conflicts committee

that approved the transaction, which I'll refer to as

the "new conflicts committee."  The fourth defendant

was Mr. Dahya, who was a member of Global's old
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conflicts committee and who approved the transaction

as a member of Global's board shortly after he was

removed from the old conflicts committee.  Dahya is

the only defendant who has filed a motion to dismiss.

The legal analysis for resolving this

motion implicates an exacting theory of liability but

a plaintiff-friendly pleading standard.

Because there is no dispute that

Global's certificate of incorporation contains a

102(b)(7) provision exculpating Dahya for any breach

of his duty of care, and because plaintiff does not

dispute that Dahya was independent from SunEdison, or

at least didn't dispute it too much until today, and

plaintiff does not allege Dahya had any personal

financial interest in the transaction, it appears that

plaintiff ultimately will bear the burden to

demonstrate that Dahya acted in bad faith when he

voted to approve the transaction as a director of

Global in December of 2015.  That is a very tough

standard to meet because bad faith requires proof of

scienter, such as a conscious disregard for one's

duty, or, to use the words Vice Chancellor Parsons

used in Alloy, one would need to show that a decision

was "so far beyond the bounds of reasonable judgment
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that it seems essentially inexplicable on any ground

other than bad faith."

On the other hand, the pleading

standard for a motion to dismiss is one of reasonable

conceivability.  And plaintiff is entitled to all

reasonable inferences that flow from the well-pled

allegations in his complaint, which, to plaintiff's

credit, in this case were asserted after making a 220

inspection demand.

Thus, as I conceive the issue, the

question for today is whether, limiting my

consideration to the well-pled allegations in the

complaint and drawing all reasonable inferences in

plaintiff's favor, has plaintiff pled sufficient facts

to show that it is reasonably conceivable that Dahya

acted in bad faith when he approved the transaction?

I'm going to pause here for a second

to deviate from the remarks I had prepared initially

to address the Alloy case, which I took the time

during the break to read again.

I don't read that decision to hold

that if there's a plausible explanation that a

director did not act in bad faith, that a motion to

dismiss must be granted where the complaint pleads
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facts sufficient to support an equally plausible

scenario that the director did act in bad faith.  In

Alloy, to my reading, the Court, which ultimately did

apply a reasonable conceivability pleading standard,

simply concluded that the facts pled there did not

make out a case for bad faith, period.  Here, by

contrast, I believe they do.

And I believe they do because of the

picture that the complaint paints concerning the

highly unusual circumstances of this case -- and I

will reemphasize highly unusual circumstances; I don't

think I've ever seen anything quite like this --

surrounding Dahya's approval of the transaction, which

I'm going to summarize briefly.

In the fall of 2015, SunEdison was

faced with a well-publicized liquidity crisis.  When

it seemed unlikely that it could meet a November 20,

2015, deadline to repay $100 million under a margin

loan, which in turn would lead to cross-defaults of

other indebtedness, SunEdison turned to its controlled

company, Global.

Specifically, on November 18, 2015,

SunEdison approached Global's old conflicts committee,

of which Dahya was a member, with a variety of
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potential alternatives for making $100 million

available to SunEdison, such as stock buybacks, an

unsecured loan from Global, or Global's acquisition of

certain assets from SunEdison.

The old conflicts committee refused to

agree to any of these proposals in the time frame that

SunEdison demanded, which prompted SunEdison to

unilaterally add three new directors to the Global

board two days later, on November 20th.  Fifteen

minutes after those appointments, during a telephonic

special meeting of the new Global board, SunEdison's

CEO, who was also Global's then-chairman, replaced the

old conflicts committee in its entirety with the three

newly added directors.  On that same call, SunEdison

also replaced Global's CEO and CFO with SunEdison

executives.  These are extraordinary facts.

Immediately after the special board

meeting ended, a telephonic meeting of the new

conflicts committee began.  At the conclusion of this

mere 25-minute meeting, the new conflicts committee

agreed to immediately prepay $150 million to SunEdison

for the Indian solar projects with a second

$81 million prepayment to be made ten days later.

SunEdison received the $150 million prepayment that
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day and used it to pay down its margin loan.

Also on November 20, four members of

the Global board resigned, including Mark Lerdal, who

served on the old conflicts committee together with

Mr. Dahya.  Two of these resigning board members,

including Mr. Lerdal, stated in their resignation

letters that they no longer believed they could act in

the best interest of Global's stockholders.  Again,

these are extraordinary facts.

These facts are all the more

extraordinary when one considers that essentially the

same series of boardroom maneuvers were occurring at

the same time at another company controlled by

SunEdison, TerraForm Power, Inc., on whose board Dahya

also served and the events of which he also personally

witnessed.

Returning to Global, its new conflicts

committee had a ten-day lookback period to

retroactively review the transaction and cancel it if

the committee deemed appropriate.

During this period, the committee

secured several changes to the transaction terms,

which are described at paragraph 72 of the complaint

to include "liquidated damages, interest on the
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purchase price, a termination fee, and restricted

geography of the replacement projects."

Dahya contends that these changes were

significant improvements to the transaction but the

plaintiff's complaint alleges that the new terms of

the transaction were substantially similar to the old

terms -- that's in paragraph 11 -- and that the new

conflicts committee's failure to secure a commitment

from SunEdison to post collateral in connection with

the prepayment was unconscionable given SunEdison's

well-known financial distress.

On December 1, 2015, the full board of

Global -- that's according to paragraph 11 of the

complaint -- and the new conflicts committee approved

the final terms of the transaction.  We had some

discussion today during the hearing about what it

means to have "full" board approval.  The picture is

not entirely clear, but I think it's reasonable to

infer that Dahya was a pivotal vote, at least in the

sense that his vote was necessary to obtain the

majority approval of the directors who were not

employed by SunEdison.  Beyond that, the picture is

too murky to know for sure.

Dahya witnessed this series of highly
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unusual events that I described.  Although he may not

have been in the room when the new conflicts committee

considered its options, it's reasonable to infer he

had good reason to suspect that the new conflicts

committee was not independent from SunEdison, which

would defeat the purpose of having a conflicts

committee in the first place.

For example, as I discussed in a

ruling in the TerraForm Power case where Dahya also

was a director and was a witness to another boardroom

coup at SunEdison's hands, serious doubts were raised

about the independence of Peter Blackmore, who became

a member of Global's new conflicts committee as well

as a member of TerraForm Power's new conflicts

committee.

Picking up on what I said in the

TerraForm Power case, because Blackmore spent nearly a

decade as a steward for SunEdison immediately -- as in

the day before joining the Global board -- it is quite

reasonable to think that Dahya would know that

Blackmore would have difficulty becoming an adversary

to SunEdison and its stockholders over the course of a

single day and that he would therefore not be able to

exercise true independence in considering the
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transaction that is at issue here.

The factual allegations of the

complaint continue but, to summarize, given the highly

unusual circumstances under which the transaction was

approved, given the well-publicized financial distress

of SunEdison at the time, and given that SunEdison did

not post any collateral for the funds it received

immediately before any assets were delivered to

Global, as the complaint alleges, it is reasonably

conceivable plaintiffs could establish that Dahya

approved the transaction knowing it was intended

simply to bail out SunEdison rather than to advance

the best interest of Global's stockholders so as to

make a showing of bad faith.

For those reasons I'm going to deny

the motion to dismiss.

I want to add a significant caveat the

plaintiff ought to very seriously consider.  In making

this ruling, I want to emphasize that surviving a

motion to dismiss and ultimately proving an allegation

of bad faith are two different things entirely.

I recognize that Dahya initially

opposed approving various other forms of transactions

with SunEdison shortly before his departure from the
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old conflicts committee and that he contends that

improvements were made to the transaction that

ultimately made it a good deal for Global.  That seems

plausible and all may well turn out to be true, but

reaching that conclusion involves sorting out many

highly disputed issues of fact that cannot be resolved

on a motion to dismiss, given that I am bound to limit

my ruling to the allegations of the complaint and draw

all reasonable inferences in plaintiff's favor at this

stage of the case.

For those reasons, the motion to

dismiss is denied.

I very much enjoyed the arguments of

counsel.  They were very well prepared and very well

presented.  And I wish you all a good day.

(Court adjourned at 11:42 a.m.)

- - - 
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 1 

 The factual background of this case is baroque.  The Plaintiffs are an 

investment fund—a corporate citizen of the Cayman Islands doing business out of 

Greenwich, Connecticut—and its two wholly-owned subsidiaries.   The Plaintiffs 

owned 26% of a bank that is a corporate citizen of, and which does business in, 

Bulgaria.  Majority control of the Bulgarian bank was held by a non-profit entity 

incorporated in Delaware. The non-profit was created by the Congress of the United 

States in 1991, to facilitate investment and the development of market capitalism in 

Bulgaria, then newly emerging from Soviet domination.  

 In 2008, the non-profit sold a 49.99% interest in the Bulgarian bank to a bank 

holding company, a corporate citizen of Ireland.  According to the Plaintiffs, this 

triggered a right of all minority stockholders in the bank to participate in the sale, 

“pursuant to Article 149 of the Bulgarian Public Offer[ing] of Securities Act” (the 

“Bulgarian POSA”).1  According to the Complaint, that act triggers a participatory 

right for minority stockholders upon a sale of a majority stake in a publicly-traded 

company.  The Plaintiffs contend that the sale of stock from the non-profit to the 

Irish entity was a “de facto” sale of control, triggering the requirement that the Irish 

entity make a mandatory tender offer for all outstanding bank stock.  Alternatively, 

the Plaintiffs assert there was a secret voting agreement between the non-profit and 

the Irish bank, evidenced by a purported voting pattern, in circumvention of the same 

                                         
1 Compl. ¶ 34. 
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regulation.  Whether the Bulgarian POSA should be so interpreted appears to present 

a novel question of Bulgarian law, and forms a key legal issue presented in this 

litigation. 

 The initial question before me is more fundamental.  Is Delaware an 

appropriate forum?  The Defendants have moved to dismiss on forum non 

conveniens grounds, arguing that Bulgaria is the clearly-appropriate forum for this 

litigation.  They made this same argument, successfully, as defendants before an 

Illinois court, in a virtually identical action involving the same plaintiffs.  This raises 

an interesting question under the forum non conveniens doctrine: how should the 

Court address such serial filers?  

 The parties agree that a motion to dismiss on forum non conveniens grounds 

is addressed to the discretion of this Court, but fundamentally disagree as to the 

appropriate scope of the exercise of that discretion.  Where a litigant has made a first 

choice of venue (within jurisdictional limits), that choice is entitled to strong 

deference.  Such deference is attributable to public policy concerns involving comity 

and avoidance of forum-shopping.  So strong is the deference in favor of a plaintiff’s 

choice of forum, that our case-law describes the showing required to defeat the 

plaintiff’s first choice as one of “overwhelming hardship.”2  Recent cases have 

                                         
2 See, e.g., Chrysler First Bus. Credit Corp. v. 1500 Locust Ltd. P'ship, 669 A.2d 104, 108 (Del. 

1995) (emphasis added).  
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clarified that that adjective is not to be read as preclusive, but also make clear that a 

defendant must demonstrate that the plaintiff’s choice of forum is manifestly 

unreasonable before a court may dismiss on grounds of forum non conveniens.3 

 Such considerations are absent when a litigants’ first choice of forum is not 

Delaware.  Where a matter has been first-filed elsewhere, interests of comity and the 

avoidance of forum shopping cut the other way, and this Court is able to “freely” 

exercise its discretion to dismiss or stay in favor of the first-filed action, as justice 

requires.4  These two doctrines are colloquially referred to by the seminal cases 

setting them forth; the forum non conveniens analysis for cases first-filed in 

Delaware is the overwhelming hardship test, analyzed via the Cryo-Maid factors; 

the analysis used where another, earlier-filed action is pending elsewhere is known 

as the McWane doctrine. 

 This case must, as I see it, be analyzed under the latter standard, despite the 

fact that no earlier-filed actions remain pending.  The Defendants argue that the 

interests of justice weigh strongly in favor of the litigation proceeding, if at all, in 

                                         
3 See Martinez v. E.I. DuPont de Nemours & Co., 86 A.3d 1102, 1106 (Del. 2014), as revised 

(Mar. 4, 2014) (“To summarize, although the overwhelming hardship standard is stringent, it is 

not preclusive.  Accordingly, in deciding forum non conveniens motions to dismiss, Delaware trial 

judges must decide whether the defendants have shown that the forum non conveniens factors 

weigh so overwhelmingly in their favor that dismissal of the Delaware litigation is required to 

avoid undue hardship and inconvenience to them.”).  
4 See, e.g., Lisa, S.A. v. Mayorga, 993 A.2d 1042, 1047 (Del. 2010). 
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Bulgaria.  The Plaintiffs, for their part, did not choose this Court, or this jurisdiction, 

as the appropriate forum for resolution of this dispute.  Their first choice of forum 

was Federal District Court in Illinois, where the bank holding company does 

business, and where they had jurisdiction over an individual defendant resident 

there, a party defendant in Illinois but not here.  This first action was dismissed for 

lack of diversity.  They then tried Illinois state court, where those same defendants 

sought a dismissal on forum non conveniens grounds.  That issue was litigated, and 

the Illinois court, applying that jurisdiction’s forum non conveniens analysis, 

dismissed, finding that Bulgaria, not Illinois, was the appropriate venue for this 

litigation.  The Illinois Appellate Court affirmed the trial court’s decision, by its own 

detailed written opinion.  While Plaintiffs’ petition for leave to appeal was pending 

before the Illinois Supreme Court, as a third choice the Plaintiffs filed here.  After 

the Delaware action was filed, the Illinois Supreme Court denied Plaintiffs’ petition 

for leave to appeal.  The Plaintiffs indicated at oral argument that, if Defendants’ 

forum non conveniens motions are granted here, they may seek to litigate in yet 

another American jurisdiction. 

 The forum non conveniens analysis employed by the Illinois court differs in 

some respects from that applied in Delaware, and I assume (without deciding) that 

the determination in favor of a Bulgarian forum in Illinois has no issue-preclusive 

effect here.  I note that no other litigation is currently pending in any forum 
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concerning these issues; therefore, a concern to avoid inconsistent future judgments 

is not present.  It is a fact inescapable, however, that Delaware is not Plaintiffs’ first 

choice of forum, and the extreme deference paid to a plaintiff’s first choice of forum 

is not indicated here.  I determine, therefore, that the overwhelming-hardship 

standard of Cryo-Maid and its progeny is inapplicable, and that I must apply my 

discretion, in the interest of justice, in determining whether this forum is appropriate.  

In the exercise of my discretion, after considering the facts of this case I find 

dismissal of this matter appropriate.  My reasoning follows.  

I. BACKGROUND5 

A. The Parties and Relevant Non-Parties 

The Plaintiffs are an investment fund, Gramercy Emerging Markets Fund 

(“Gramercy”), and two of its wholly owned entities—Balkan Ventures LLC and Rila 

Ventures LLC (collectively “the Plaintiffs”).6  Gramercy is a “Cayman Islands 

Exempted Company incorporated in the Cayman Islands” with its principal place of 

business in Greenwich, Connecticut.7  Balkan Ventures LLC “is a Delaware limited 

liability company wholly owned by [Gramercy]” with its principal place of business 

                                         
5 The facts, except where otherwise noted, are drawn from the allegations of the Complaint and 

the documents incorporated by reference therein, and are presumed true for purposes of evaluating 

the Defendants’ Motions to Dismiss.  Because of the posture of this case, I take notice of certain 

submissions of the parties as well.  See VTB Bank v. Navitron Projects Corp., 2014 WL 1691250, 

at *1 n.3 (Del. Ch. Apr. 28, 2014).  
6 Compl. ¶ 10.  
7 Id. at ¶ 1. 
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in Greenwich, Connecticut.8  Rila Ventures LLC is also a “Delaware limited liability 

company wholly owned by [Gramercy]” with its principal place of business in 

Greenwich, Connecticut.9  The Plaintiffs share the same Greenwich, Connecticut 

address.10  

The Defendants are Allied Irish Banks, p.l.c. (“Allied”) and the Bulgarian-

American Enterprise Fund (“BAEF”).11  Allied is an “Irish Public Limited 

Company” with an office in Chicago, Illinois.12  Allied has its principal place of 

business in Dublin, Ireland.13  BAEF is a “not-for-profit corporation established by 

the U.S. Congress, and incorporated in Delaware . . . .”14  BAEF has a mailing 

address in Chicago, Illinois.  

Non-party Bulgarian-American Credit Bank (“BAC Bank”) is a Bulgarian-

based bank located in Sofia, Bulgaria with a full banking license from the Bulgarian 

National Bank.15  Transactions regarding BAC Bank’s stock are regulated by the 

Bulgarian Financial Supervision Commission.16  

                                         
8 Id. at ¶ 2. 
9 Id. at ¶ 3. 
10 See id. at ¶¶ 1–3.  
11 Id. at ¶¶ 4–5. 
12 Id. at ¶ 4. 
13 Allied’s Opening Br., Transmittal Aff. of Ryan T. Costa, Esq., (“Feb. 16, 2015 Costa Aff.”) Ex. 

C. 
14 Compl. ¶ 5. 
15 Id. at ¶ 25. 
16 See id. at ¶ 34. 
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B. Factual Overview 

This action arises from the sale of BAC Bank shares owned by BAEF to 

Allied, which the Plaintiffs allege violated certain Bulgarian securities laws and thus 

gives rise to claims for tortious interference, breaches of fiduciary duty, aiding and 

abetting such breaches and tortious interference, and civil conspiracy in Delaware.17  

1. The Origins of the BAEF and BAC Bank 

Congress established BAEF in 1991 pursuant to the Support for East 

European Democracy Act (the “SEED Act”).18  The SEED Act was intended to 

encourage American investment in Eastern Europe after the fall of the Soviet 

Union.19  In light of this goal, “to fulfill its aim of encouraging American investment 

in Eastern Europe, the SEED Act provided for the establishment of Enterprise 

Funds.”20  BAEF is one of such funds.21  In 1996, BAC Bank was founded in Sofia, 

Bulgaria, with a banking license from the Bulgarian National Bank, and was initially 

funded “[u]sing money from BAEF raised primarily in the United States.”22  “The 

purpose of founding the [BAC Bank] by the U.S. Government was to foster 

                                         
17 See id. at ¶¶ 9–17. 
18 Id. at ¶¶ 19, 24. 
19 Id. at ¶¶ 18–21.  
20 Id. at ¶¶ 22, 24. 
21 Id.  
22 Id. at ¶ 25.  
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democracy in Eastern Europe, a mission the [BAC Bank] was to accomplish by 

providing loans to small and medium sized businesses in Bulgaria.”23 

2. The Plaintiffs Invest in BAC Bank 

Prior to April 4, 2006, BAEF held a 65% stake in BAC Bank.24  On April 4, 

2006, BAEF “issued an IPO through which it sought to reduce its 65% stake in [BAC 

Bank] to a 53.88% stake.”25  The Plaintiffs participated in that IPO and bought 

“approximately 3% of the outstanding shares of [BAC Bank].”26  The Plaintiffs 

eventually increased their investment and “subsequently purchased additional shares 

which increased their stake in [BAC Bank] to roughly 26%.”27  The Complaint 

indicates that Plaintiffs’ investment decision was influenced by “statements 

originating in the United States.”28 

3. Sale of BAC Bank Shares by BAEF to Allied 

BAEF announced on February 18, 2008, that it entered into an agreement to 

sell 49.99% of the outstanding shares of BAC Bank to Allied.29  At the time of this 

announcement, “BAEF held 53.88% of the outstanding shares of [BAC Bank].”30   

                                         
23 Id.  
24 See id. at ¶ 26. 
25 Id.  
26 Id. at ¶ 27. 
27 Id. at ¶ 30. 
28 Id. at ¶ 28. 
29 Id. at ¶ 32. 
30 Id. at ¶ 33. 
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The Complaint alleges that “pursuant to Article 149 of the Bulgarian Public 

Offer[ing] of Securities Act, a shareholder purchasing a majority stake in a publicly 

traded company was, at the time of the purchase, required to file at the Bulgarian 

Financial Supervision Commission a tender offer for purchase of all outside 

shares.”31  This amounts to a “mandatory tender offer rule;” if Allied bought a 

majority of BAC Bank’s outstanding shares from BAEF, it was required to make a 

tender offer to all other holders at a price equal to what it paid BAEF, according to 

the Bulgarian POSA.32  The Complaint alleges the transaction was structured with 

the “goal” of permitting Allied to gain “de facto control over [BAC Bank] while 

willfully attempting to avoid the mandatory tender offer rule.”33 

In addition to structuring the sale to avoid the mandatory tender offer rule, the 

Complaint alleges that there is “circumstantial evidence of a pre-mediated agreement 

between [Allied] and BAEF . . .” which permitted Allied “to exercise de facto 

majority control over [BAC Bank] through an agreement with BAEF that BAEF 

would vote its shares in the same manner as [Allied].”34  Such circumstantial 

evidence includes a “voting pattern” which suggests that BAEF voted with Allied 

subsequent to the sale.35  Prior to the transaction between BAEF and Allied, the 

                                         
31 Id. at ¶ 34. 
32 Id. at ¶¶ 34–35.  
33 Id. at ¶ 35. 
34 Id. at ¶ 43. 
35 Id. 
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“Plaintiffs made repeated demands on Defendants that they abide by the mandatory 

tender offer rule and offer to purchase Plaintiffs’ shares at the price to be paid by 

[Allied].”36  The Plaintiffs expressed their concerns via letters to the Defendants but 

the sale still closed as structured on August 28, 2008.37  Ultimately, Allied sold its 

shares in BAC Bank on May 16, 2011, thus the Complaint alleges that from “August 

28, 2008 until May 16, 2011, [Allied] exercised control over [BAC Bank] through 

an agreement with BAEF that allowed for [Allied] to determine the way in which 

BAEF’s shares would be voted.”38 

The Complaint alleges BAEF’s then President and Chief Executive Officer, 

Frank Bauer, who is not a named defendant in this action (but was in Plaintiffs’ 

dismissed Illinois actions), as well as all other members of BAEF’s management 

board, “were beneficiaries of BAEF’s incentive program which was tied to profits 

on asset disposals.”39  Purportedly, this presented a conflict as to “whether to 

recommend a share sale that would enrich themselves but also violate BAEF’s legal 

duties to minority shareholders, or to vote against the share sale and forego a 

personal pecuniary gain.”40  The Complaint concludes that even in the face of “the 

clear risks of participation, BAEF and Bauer participated in the vote to allow [Allied] 

                                         
36 Id. at ¶ 38. 
37 Id. at ¶¶ 38–42. 
38 Id. at ¶ 44. 
39 Id. at ¶ 45. 
40 Id. at ¶ 46. 
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to purchase the vast majority of BAEF’s [BAC Bank] shares” and thus “BAEF 

therefore placed its own financial gain over the duties it owed to [BAC Bank] 

minority shareholders.”41  

4. The Plaintiffs Raised Their Concerns to Bulgarian Regulators 

Prior to the closing of the sale from BAEF to Allied in August 2008, the 

Plaintiffs raised their concerns to various Bulgarian regulators.  On April 22, 2008, 

Gramercy’s lawyers in Bulgaria sent a letter to the Bulgarian Financial Supervision 

Commission.42  The letter relayed Gramercy’s concerns that the transaction was 

structured to avoid the mandatory tender offer rule and that there was possibly an 

agreement between the parties to exercise control, “in circumvention of mandatory 

provisions of the Bulgarian legislation.”43  Gramercy requested that the Bulgarian 

Financial Supervision Commission investigate any voting agreement.44  The 

Bulgarian Financial Supervision Commission replied on May 27, 2008.45  The 

Bulgarian regulators noted that the transaction had not yet been finalized, and the 

mandatory tender offer rule does not attach until more than 50% of voting shares are 

actually acquired.46  Further, because the companies would be required to disclose 

any such agreement upon the close of the transaction the regulator declined to solicit 

                                         
41 Id.  
42 See Feb. 16, 2015 Costa Aff. Ex. A-8. 
43 See Feb. 16, 2015 Costa Aff. Ex. A-8 at 2–3.  
44 Feb. 16, 2015 Costa Aff. Ex. A-8 at 3–4.  
45 See Feb. 16, 2015 Costa Aff. Ex. A-9.  
46 Feb. 16, 2015 Costa Aff. Ex. A-9 at 4.  
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any purported voting agreements from the parties at that time.47  There are also 

documents indicating that other regulators, such as the Bulgarian Commission for 

Protection of Competition, were aware, prior to closing, of Gramercy’s challenges 

to the transaction—specifically that “the transaction has resulted in the 

circumvention of the [Bulgarian mandatory tender offer rule].”48  The transaction 

ultimately closed despite such challenges.  Certain regulatory decisions included an 

appeal process.49   The record does not disclose whether the Plaintiffs pursued these 

appeal rights.50 

5. The Illinois Actions 

a. The Federal Action 

The Plaintiffs filed suit in Federal District Court in Illinois, demanding a jury 

trial, on August 26, 2011.  The complaint in the federal action is strikingly similar 

to the Complaint in the later-filed action here—the Illinois federal action alleges the 

same counts, on the same factual basis, but includes an additional defendant—Frank 

Bauer.51  Other than Bauer the parties are identical, and the claims and facts pled 

mirror those brought in this action.52  The federal action was dismissed on December 

                                         
47 Feb. 16, 2015 Costa Aff. Ex. A-9 at 5. 
48 Feb. 16, 2015 Costa Aff. Ex. A-17 at 3–4. 
49 See, e.g., Feb. 16, 2015 Costa Aff. Exs. A-12, A-18.  
50 I note that it appears appeals were not taken, at least with respect to certain regulatory approvals. 

See Feb. 16, 2015 Costa Aff. Exs. A-13, A-19.  
51 Compare Feb. 16, 2015 Costa Aff. Ex. D with Compl. 
52 Id.  
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13, 2011 for lack of subject matter jurisdiction due to a failure of complete diversity 

of citizenship.53 

b. The Illinois State Court Action 

On February 24, 2012, the Plaintiffs filed a complaint in Illinois state court, 

again demanding a jury trial.54  The complaint in the Illinois state court action is also 

strikingly similar to the complaint in the federal action, and the present Complaint.55  

This Illinois action involved the same parties as the present action, except it also 

included Bauer as a defendant.56  Like the federal action, the Illinois state action 

asserted the same claims pled in the present Delaware action on a very similar factual 

basis.57 

The Defendants moved to dismiss the Illinois state action for failure to state a 

claim and on forum non conveniens grounds.58  The Illinois court ordered “extensive 

discovery to allow the parties to fully articulate their positions.”59  The court applied 

Illinois forum non conveniens law to the motion and dismissed the action, finding 

that, in light “of the tenuous connection the case has to Illinois, a dismissal in favor 

                                         
53 Feb. 16, 2015 Costa Aff. Ex. E at 1, 3.  
54 Feb. 16, 2015 Costa Aff. Ex. F at 1.  
55 Compare Feb. 16, 2015 Costa Aff. Ex. D and Ex. F with Compl. 
56 See Feb. 16, 2015 Costa Aff. Ex. F.   
57 Compare Feb. 16, 2015 Costa Aff. Ex. D and Ex. F with Compl. 
58 Feb. 16, 2015 Costa Aff. Ex. G at 1 (the “Circuit Court of Cook County Illinois Order”).  
59 Circuit Court of Cook County Illinois Order at 7. 
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of Bulgaria better serves the considerations of fundamental fairness, sensible and 

effective judicial administration and the ends of justice.”60   

The Illinois trial court, in applying its forum non conveniens analysis, made 

the following observations: First, the court noted that Illinois was not the Plaintiff’s 

“home forum” and their choice was therefore entitled to comparatively less 

deference under Illinois law.61  The court also noted that the “Plaintiffs chose to 

invest in a Bulgarian bank in a transaction governed by Bulgarian securities laws, so 

the risk of litigation in Bulgaria was foreseeable.”62  Further the court found that 

under the applicable Illinois standard “[o]btaining witness participation and access 

to evidentiary sources favors having the case in Bulgaria.”63  In support of this 

finding the court observed that of the witnesses identified at the time “23 of the 25 

reside in European Union countries with more than half residing in Bulgaria.”64  The 

court also observed that while the Plaintiffs “have attempted to frame their claims as 

recognized Illinois causes of action, their entire case is based on a violation of 

Bulgaria’s Public Offering Securities Act.”65  Further, the Court found that “the 

courts and the public in Bulgaria have a significant interest in this controversy.  The 

alleged conspiracy to defraud foreign investors in one of its largest banks presents a 

                                         
60 Id.  
61 Id. at 4. 
62 Id. at 3. 
63 Id. at 5. 
64 Id. 
65 Id. at 6. 
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compelling interest in the subject matter.”66  Finally, the court observed that “[t]he 

strong connection to Bulgaria cannot be ignored.  Plaintiffs’ whole case is based on 

Defendants’ alleged avoidance of a Bulgarian security law—a law which does not 

exist in Illinois.”67   

The Plaintiffs appealed the trial court’s June 27, 2013 dismissal to the Illinois 

Appellate Court.  On July 28, 2014, the Illinois Appellate Court affirmed the trial 

court’s decision via a twenty-three page written opinion, finding the trial court did 

not abuse its discretion in dismissing in favor of Bulgaria.68  The Plaintiffs then 

petitioned for leave to appeal.  The Illinois Supreme Court refused Plaintiffs’ appeal 

on November 26, 2014.69  I note the Complaint in the present Delaware action was 

filed on November 5, 2014 and the Defendants moved to dismiss this action on 

February 16, 2015.  

6. The Purchase Agreement  

BAEF and Allied entered into a purchase agreement (the “Stock Purchase 

Agreement”) which governed the sale of BAC Bank shares from BAEF to Allied.70  

The Plaintiffs were not parties to this agreement; in fact, they assert that existence 

                                         
66 Id. at 7. 
67 Id. 
68 Feb. 16, 2015 Costa Aff. Ex. H at 1–2. 
69 Gramercy Emerging Markets Fund v. Allied Irish Banks, p.l.c., 21 N.E.3d 714 (Ill. 2014) 

(TABLE).   
70 See Pls’ Answering Br., Transmittal Aff. of Amanda L. Devereux, Esq., Ex. 7 (the “Stock 

Purchase Agreement”).  
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of this agreement was first revealed during forum non conveniens discovery in the 

Illinois actions.  Section 8.12 of the Stock Purchase Agreement provides a Delaware 

choice of law clause indicating that “[t]his Agreement shall be governed by and 

construed in accordance with the internal laws of the State of Delaware . . . .”71  

Additionally, Section 8.13 of the Stock Purchase Agreement provides that “[a]ny 

suit, action or proceeding against any Party hereto arising out of or relating to this 

Agreement or any transaction contemplated hereby may be brought in any federal 

or state court located in the [S]tate of Delaware . . . .”72  Further, Section 8.4 indicates 

that there are no third-party beneficiaries to the contract and that the “Agreement is 

for the sole benefit of the parties hereto . . . and nothing herein express or implied 

shall give or be construed to give any Person, other than the Parties hereto and such 

permitted assigns, any legal or equitable rights hereunder.”73  The parties to the 

contract were defined as BAEF and Allied.74 

C. Procedural History of this Action  

The Plaintiffs filed their Complaint in this action on November 5, 2014.  The 

Complaint pleads five counts.  Count I asserts a claim for tortious interference with 

prospective business advantage against BAEF, for allowing Allied to purchase 

                                         
71 Stock Purchase Agreement § 8.12. 
72 Id. at § 8.13. 
73 Id. at § 8.4.  
74 Id. at § 1.1.   
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49.99% of BAC Bank “with knowledge that [Allied] would circumvent the share 

purchase requirements under applicable law.”75  Count II asserts a breach of 

fiduciary duty claim against BAEF, as a majority and controlling shareholder of 

BAC Bank, for allowing Allied’s purchase which was “deliberately structured in an 

impermissible and unlawful attempt to avoid the mandatory tender offer rule under 

applicable law.”76  Count III asserts a breach of fiduciary duty claim against Allied, 

as the “controlling shareholder” from “August 28, 2008 until May 16, 2011” for 

breach of its fiduciary duties by “refusing to offer to Plaintiffs and all other minority 

shareholders a tender offer in connection with its August 28, 2008 purchase of de 

facto control over [BAC Bank] as provided for by Bulgarian law.”77  Count IV 

asserts against BAEF a claim for aiding and abetting tortious interference and a 

breach of fiduciary duty.78  Finally, Count V asserts a claim of civil conspiracy 

against BAEF and Allied for conspiring to avoid the mandatory tender offer rule and 

taking overt acts in furtherance of such agreements.79  Each of these causes of action 

depends, directly or secondarily, upon the application of Bulgarian Securities Law, 

specifically, Article 149 of the Bulgarian POSA. 

                                         
75 Compl. ¶¶ 50–59. 
76 See id. at ¶¶ 60–66. 
77 See id. at ¶¶ 67–72. 
78 See id. at ¶¶ 73–80. 
79 See id. at ¶¶ 81–85. 



 18 

Each Defendant moved to dismiss the Complaint on February 16, 2015 on 

several grounds, including failure to state a claim, lack of personal jurisdiction and 

forum non conveniens.  The other grounds for Defendants’ Motions to Dismiss were 

reserved, and the parties have proceeded solely on the forum non conveniens portion 

of the motions.80  On October 16, 2015, I ordered that discovery provided in 

connection with the Illinois state action be updated.81  An initial oral argument was 

held on May 5, 2016.  I requested supplemental briefing from the parties regarding 

the appropriate standard of review under the unique facts of this case.  Following 

submission of supplemental briefing, a second oral argument was held on September 

14, 2016.  This Memorandum Opinion addresses Defendants’ Motions to Dismiss 

on forum non conveniens grounds.  

II. ANALYSIS 

Stated simply, the Plaintiffs’ first choice of a forum was Illinois, presumably 

because that state’s courts had jurisdiction over a greater number of potential 

defendants than other American jurisdictions, and because (unlike Delaware) at least 

some relevant actions—at least with respect to the Plaintiffs’ conspiracy theories—

arguably took place in Illinois.82  The Defendants sought a dismissal, arguing 

                                         
80 See Order Regarding Briefing on Motions to Dismiss (Oct. 16, 2015); May 5, 2016 Oral 

Argument Tr. 5:12–6:17 (indicating the parties are only proceeding on forum non conveniens). 
81 See Order Regarding Briefing on Motions to Dismiss (Oct. 16, 2015).  
82 See Feb. 16, 2015 Costa Aff. Ex. H.  The intermediate appellate decision by the Appellate Court 

of Illinois First Judicial District noted that the “plaintiffs contend the situs of the injury in Chicago 

entitles them to substantial deference.”  Id. at ¶ 22.  It appears the Plaintiffs, in their earlier 
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Bulgaria was the appropriate forum for any litigation.  Plaintiffs’ action was 

accordingly dismissed by the Illinois state trial court on forum non conveniens 

grounds in favor of Bulgaria—a decision affirmed by the Illinois Appellate Court.  

After the Illinois Appellate Court affirmed the trial courts dismissal, but before the 

Illinois Supreme Court denied Plaintiffs’ petition for leave to appeal, the Plaintiffs 

filed this near-identical case in Delaware, and rely on our supposedly more-plaintiff-

friendly forum non conveniens standard for a result more favorable than received in 

the Prairie State.83 

My analysis, detailed below, must begin with whether the Cryo-Maid or 

McWane standard applies here.  The answer, to me, is made obvious by considering 

that, if the Plaintiffs had initially responded to the Defendants’ motions to dismiss 

in Illinois by filing this action in Delaware—before the Illinois trial court had an 

opportunity to consider the motion—the Delaware placeholder action would clearly 

have been subject to a McWane analysis on a motion to dismiss in Delaware.  I see 

no basis to employ a more plaintiff-friendly analysis here, simply because the 

Plaintiffs were unsuccessful in Illinois before making this second-choice Delaware 

filing. 

                                         
litigation, asserted a theory that the purported secret voting agreement was related to a January 

2008 meeting in Chicago.  See id.  
83 Obviously, a decision of the Illinois court that Illinois is a fatally-inconvenient forum for this 

litigation is not res judicata of whether a Delaware forum is appropriate.  Because of my decision 

here, I need not decide whether the Plaintiffs are precluded from re-litigating particular issues 

addressed by that court.   



 20 

A. The Applicable Standard  

“A forum non conveniens motion is addressed to the trial court's sound 

discretion.”84  However, that discretion is not unlimited, and this Court must follow 

the analysis prescribed by our Supreme Court.85  

Our Supreme Court has recognized two principal forum non conveniens 

doctrines.86  As recently explained in Lisa, S.A. v. Mayorga,87 the two doctrines of 

“overwhelming hardship and McWane—operate consistently and in tandem to 

discourage forum shopping and promote the orderly administration of justice ‘by 

recognizing the value of confining litigation to one jurisdiction, whenever that is 

both possible and practical.’”88  Which doctrine applies depends, primarily, upon the 

posture of the case and the considerations which flow from that posture.  The 

Supreme Court has indicated, “[i]t is a well settled rule of Delaware law that 

defendants moving to dismiss a first-filed suit on the ground of forum non 

conveniens must establish with particularity that they will be subjected to 

overwhelming hardship and inconvenience if required to litigate in Delaware.”89  

However, under certain circumstances the McWane doctrine, as interpreted in Lisa, 

                                         
84 Martinez v. E.I. DuPont de Nemours & Co., 86 A.3d 1102, 1104 (Del. 2014) (citation omitted).  
85 See, e.g., id. at 1105 n.11 (collecting cases where the Supreme Court reversed trial court 

determinations that the overwhelming-hardship standard was met).  
86 See Lisa, S.A. v. Mayorga, 993 A.2d 1042, 1047 (Del. 2010). 
87 Id.  
88 Id. (quoting United Phosphorus, Ltd. v. Micro-Flo, 808 A.2d 761, 764 (Del. 2002)). 
89 Id. (citations omitted) (emphasis supplied by Supreme Court). 
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attaches and provides a trial court broader discretion in analyzing a motion to dismiss 

on forum non conveniens grounds.90  Thus, as a threshold issue, I must determine 

which doctrine attaches here. 

1. Overwhelming Hardship 

Our Supreme Court recently had occasion to discuss the “origins and 

meaning” of the overwhelming-hardship standard in Martinez v. E.I. DuPont de 

Nemours & Co.91  Our case law provides that, when seeking to vitiate a first-filed 

choice of forum, “a defendant must meet the high burden of showing that the 

traditional forum non conveniens factors weigh so heavily that the defendant will 

face ‘overwhelming hardship’ if the lawsuit proceeds in Delaware.”92  The Supreme 

Court clarified that perceptions that this test presents an insurmountable burden are 

“not accurate.”93  Rather, the Court held in Martinez that “‘a more restrained 

meaning is at the essence of the [overwhelming hardship] standard.’”94  Specifically, 

“the overwhelming hardship standard is not intended to be preclusive.  Rather, it is 

intended as a stringent standard that holds defendants who seek to deprive a plaintiff 

of her chosen forum to an appropriately high burden.”95 

                                         
90 See id.  
91 86 A.3d 1102, 1105 (Del. 2014).  
92 Id. at 1104 (citation omitted).  
93 Id. at 1105.  
94 Id. (quoting IM2 Merchandising & Mfg., Inc. v. Tirex Corp., 2000 WL 1664168, at * 8 (Del. 

Ch. Nov. 2, 2000)) (alterations supplied by Supreme Court). 
95 Id. (citation omitted) (emphasis added).  
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One justification for application of the overwhelming-hardship standard is a 

deference for a plaintiff’s choice of forum.96  To my mind, this represents the default 

rule in Delaware: when a plaintiff avails herself of our courts as her first choice of 

forum, her choice is entitled to the extraordinary deference which the overwhelming-

hardship standard provides.  Absent such a rule, unwholesome forum shopping 

would result, comity would be damaged and inconsistent judicial decisions could 

result.  Here, however, Delaware was not Plaintiffs’ first choice of forum.  Rather 

the Plaintiffs filed their suit in Delaware only after being dismissed by both Federal 

and State courts in Illinois.  In light of this, I turn to a discussion of the other 

applicable analysis available under our law. 

2. McWane and Lisa 

McWane addresses a scenario where one party has filed in a jurisdiction other 

than Delaware, and the party-opponent has thereafter filed here.97  It is obvious that, 

in such a matter, the factors that weigh so strongly in favor of a first-filed Delaware 

plaintiff under Cryo-Maid—the respect for a plaintiff’s choice of forum, to avoid 

                                         
96 See, e.g, id.; Chrysler First Bus. Credit Corp. v. 1500 Locust Ltd. P'ship, 669 A.2d 104, 107 

(Del. 1995) (noting that one of the rationales for the traditional Cryo-Maid analysis is the principle 

that “only in a rare case should a plaintiff's choice of forum be defeated in favor of a later-filed 

action in another jurisdiction”).  
97 See McWane Cast Iron Pipe Corp. v. McDowell-Wellman Eng'g Co., 263 A.2d 281, 282–83 

(Del. 1970).   
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forum-shopping and inconsistent judicial decisions—cut just as strongly against the 

Delaware second filer.  A McWane analysis directs the court to examine whether the 

actions arise from the same facts, and whether the first forum can provide justice; if 

so, the court may freely exercise its discretion to stay or dismiss.  Thus, McWane 

and Cryo-Maid are simply mirror-image analyses bent on serving the same 

beneficial interests. 

Cryo-Maid and McWane involve competing litigants with competing choices 

of forum.  But what of a plaintiff who sees an advantage to filing first in another 

jurisdiction, then, while that action is pending, files in Delaware?  That situation was 

addressed by our Supreme Court in Lisa. 

a. The Lisa Decision  

Because it is central to my rationale here, it is worth reviewing Lisa in some 

detail.  In Lisa, the Delaware Supreme Court affirmed a Court of Chancery dismissal 

on forum non conveniens grounds.98  Lisa arose from a later-filed Delaware action 

in which the plaintiff, Lisa S.A. (“Lisa”), a Panamanian corporation, alleged that 

after it commenced a prior 1998 Florida Action alleging fraud in a 1992 stock sale, 

the defendants “fraudulently reorganized” in order “to eliminate or diminish Lisa's 

ability to obtain relief in the 1998 Florida Action.”99  Lisa was the plaintiff in the 

                                         
98 Lisa, 993 A.2d at 1045–48.  
99 Id. at 1045.  
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Delaware action as well as the related earlier-filed Florida actions.100  The Delaware 

Supreme Court observed that “Lisa's Delaware action was the last filed in [a] 

complicated family dispute.”101  Prior to dismissing the Delaware action, the Court 

of Chancery stayed the later-filed Delaware action “in favor of the then-pending 

first-filed 1998 Florida Action, and held the motion to dismiss in abeyance pending 

the outcome of Lisa's appeal in that Florida action.”102  Following Lisa’s 

unsuccessful appeal of the dismissal of its 1998 Florida Action, the Court of 

Chancery dismissed all claims against the defendants—with certain claims 

dismissed on forum non conveniens grounds.103  

In its analysis the Court of Chancery applied the traditional factors provided 

by the Cryo-Maid standard.104  On appeal of the Court of Chancery’s dismissal, the 

Delaware Supreme Court framed Lisa’s argument as asserting 

that the Vice Chancellor misapplied the forum non conveniens standard, 

under which (Lisa says) the defendants were required to establish that 

they would be subjected to ‘overwhelming hardship’ if forced to litigate 

in Delaware.  Lisa argues that although the Court of Chancery 

purported to apply the overwhelming hardship test, in fact it merely 

balanced the hardship to the defendants from being required to litigate 

in Delaware against the hardship to Lisa from having to litigate in the 

defendants' proposed forum-Guatemala.  Lisa contends that the legal 

standard, properly applied, required the Court of Chancery to determine 

whether the defendants made a strong showing that the burden of 

                                         
100 Id. at 1044–46. 
101 Id. at 1047 n.16 (emphasis in original).  
102 Id. at 1045. 
103 Id. at 1045–46.  
104 See Lisa, S.A. v. Mayorga, 2009 WL 1846308, at *8–10 (Del. Ch. June 22, 2009) (finding the 

defendants met the “heavy burden” of showing an overwhelming hardship). 
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litigating in this forum is so severe as to result in manifest hardship to 

them. The trial court did not do that, Lisa claims, and therefore 

reversibly erred.105 

The Supreme Court found that “Lisa's claim is without merit, because the 

‘overwhelming hardship’ standard does not apply to Delaware actions—like this 

one—that were not ‘first filed.’”106  The Supreme Court emphasized that “[i]ndeed, 

in all cases where this Court has applied the ‘overwhelming hardship’ standard, the 

Delaware action was either the first filed or the only filed action.”107  The Court 

discussed the deference given to first-filed complaints via the overwhelming-

hardship standard,108 but explained that  

[c]onversely, where the Delaware action is not the first filed, the policy 

that favors strong deference to a plaintiff's initial choice of forum 

requires the court freely to exercise its discretion in favor of staying or 

dismissing the Delaware action (the ‘McWane doctrine’).  These two 

forum non conveniens doctrines-overwhelming hardship and McWane-

operate consistently and in tandem to discourage forum shopping and 

promote the orderly administration of justice by recognizing the value 

of confining litigation to one jurisdiction, whenever that is both 

possible and practical.109 

                                         
105 Lisa, 993 A.2d at 1046–47 (citations and internal quotations omitted). 
106 Id. at 1047.   
107 Id. at 1047 n.13 (collecting cases).  
108 See id. at 1047 (“Where the Delaware action is the first-filed, the plaintiff's choice of forum 

will be respected and rarely disturbed, even if there is a more convenient forum to litigate the 

claim.”).  
109 Id. (internal quotations and citations omitted) (emphasis supplied by Supreme Court).  
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The Supreme Court then conducted a McWane-style analysis.110  First, the 

Court observed that the Delaware action was not the first-filed action.111  Next, the 

Court acknowledged that “[a]lthough the parties to the 1998 Florida Action are not 

identical to the parties in this Delaware case, the 1998 Florida Action squarely 

implicated the McWane doctrine, because it was filed in a jurisdictionally competent 

court and was ‘functionally identical’ to the later-filed Delaware action.”112  Further 

the Court found that “[b]oth actions arose out of a ‘common nucleus of operative 

fact’”113—both stemmed from the underlying allegation of fraud in the 1992 stock 

sale.114  

The Supreme Court indicated that “[t]he 1998 Florida Action was what 

propped up this Delaware action. Its dismissal caused that prop to collapse and 

warranted the dismissal of the Delaware action under McWane.”115  Importantly the 

Supreme Court found “[t]hat the 1998 Florida Action is no longer pending does not 

                                         
110 See id. at 1047–48.  Our Supreme Court has stated the McWane considerations as follows: 

“[u]nder McWane and its progeny, a judge, in the exercise of his or her discretion, may stay or 

dismiss a later-filed suit where a first-filed suit is pending in a court capable of administering 

prompt and complete justice, and involves substantially similar parties and issues.”  Chadwick v. 

Metro Corp., 2004 WL 1874652, at *2 (Del. Aug. 12, 2004) (TABLE) (citation omitted).  I note 

that the origins of the McWane doctrine arise from an inverse set of facts than present in Lisa.  In 

a traditional McWane circumstance a Delaware action is filed second in an effort to defeat the 

plaintiff’s original choice of forum.  See McWane, 263 A.2d at 282–83.  Our case law, as evidenced 

by Lisa, has evolved past such original circumstance.  
111 Lisa, 993 A.2d at 1047.   
112 Id. at 1047–48 (quoting Chadwick, 2004 WL 1874652, at *2). 
113 Id. at 1048 (quoting Chadwick, 2004 WL 1874652, at *2).  
114 Id.  
115 Id.    
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change the outcome, even though language in McWane speaks in terms of a ‘prior 

action pending in another jurisdiction.’”116  Immediately after making this 

observation, the Court went on to discuss comity principles stating:  

[t]o allow Lisa to proceed with this Delaware action after the dismissal 

with prejudice of the predicate Florida action, would ignore the binding 

effect of the Florida adjudication, and create the possibility of 

inconsistent and conflicting rulings.  That is precisely the outcome 

McWane's doctrine of comity seeks to prevent.  We therefore affirm the 

Court of Chancery's dismissal of Lisa's action, on forum non conveniens 

grounds, under McWane.117 

b. Lisa’s Rationale Applied Here 

Lisa involved a plaintiff who had filed in Florida, alleging fraud in a stock 

sale, and sought to redress alleged bad-faith litigation tactics following 

commencement of that action—as well as vindicate the underlying fraud118—via 

litigation in Delaware; the Florida action was, in the Supreme Court’s words, a 

“prop” beneath the Delaware action—the actions arose from a common nucleus of 

operative facts, but the causes of action were only “functionally” identical.119   

Here, by contrast, the Illinois and Delaware actions are, for practical purposes, 

fully identical.  The Illinois court dismissed in favor of Bulgaria on forum non 

                                         
116 Id. (quoting McWane, 263 A.2d at 283) (emphasis added).  
117 Id. at 1048 (citation omitted).  The Supreme Court noted that the 1998 Florida Action “raises 

questions of res judicata and collateral estoppel,” but such doctrines were not the basis of its 

decision.  See id. at 1048 n.19.  
118 See Lisa, 2009 WL 1846308 at *9.  The Court of Chancery found that “[i]n order to prevail on 

either of the remaining counts, Lisa will first have to prove the existence of the underlying fraud 

alleged to have occurred in Guatemala in 1992.”  Id.  
119 See Lisa, 993 A.2d. at 1047–48. 
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conveniens grounds; Plaintiffs want an American forum; accordingly, they bring the 

same action here as was dismissed in Illinois, seeking Delaware’s plaintiff-friendly 

overwhelming-hardship standard. 

It is, I think, beyond cavil that, had this case been brought prior to the 

dismissal of the Illinois action, an appropriate motion would have been addressed 

under the McWane analysis, and the Delaware action dismissed or stayed. The 

McWane analysis would have proceeded thusly: The Illinois state action was first-

filed, predating the present action by several years.  The Illinois state court was 

“capable of administering prompt and complete justice,”120 and in fact had greater 

jurisdictional scope over the litigants than this Court.  The parties in each action are 

nearly identical.  The Plaintiffs are the same, and the Defendants are the same, except 

Bauer is no longer named as a Defendant, presumably because of jurisdictional 

strictures.  Further, the disputes pursued in Illinois and here arise from a common 

nucleus of operative fact—actually, they are identical: an alleged structuring of a 

2008 stock sale that either violated Bulgarian securities law by the nature of its 

structure or via a purported secret voting agreement.  Dismissal would therefore have 

been proper under McWane.  The Plaintiffs point out that, unlike in McWane, no 

prior action remains pending; they argue that having litigated and lost in Illinois, 

they are entitled to the plaintiff-friendly overwhelming-hardship standard here, as 

                                         
120 See Chadwick, 2004 WL 1874652, at *2.  
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though this jurisdiction were their first choice of forum.  But this contention runs 

afoul, not only of incongruity, but of our Supreme Court’s analysis in Lisa. 

Lisa clarified that the forum non conveniens analysis of McWane applies 

outside the factual scenario of McWane itself, and may apply despite the absence of 

a pending action in another jurisdiction.121  The Plaintiffs argue strenuously that Lisa 

involved stronger principles of comity than the instant situation; they point out that 

the Florida court’s substantive decision in Lisa had kicked the “prop” out of the 

Delaware action, and that an inconsistent result would have been necessary in 

Delaware for the plaintiff to be successful here, whereas the instant case involves an 

Illinois dismissal on a non-substantive ground.  That is true, but to my mind 

unpersuasive.  Lisa involved two (actually, several) related actions; the substantive 

resolution in Florida served, under principles of comity, as a bar to the Delaware 

action.  The Plaintiffs here have brought two (actually, three) nearly identical actions 

serially.122  The fact that the Plaintiffs waited to lose in Illinois, then take—and 

                                         
121 See Lisa, 993 A.2d at 1048.  Evincing McWane’s evolution, our Supreme Court, beyond its 

decision in Lisa, has also explicitly expanded McWane to hold that the doctrine can be invoked 

when an arbitration proceeding was pending before commencement of a Delaware action.  See LG 

Elecs., Inc. v. InterDigital Commc'ns, Inc., 114 A.3d 1246, 1253 (Del. 2015) (affirming a Court of 

Chancery dismissal under McWane holding “that the parties' arbitration proceeding constitutes a 

first-filed action for purposes of the McWane analysis”).  I note the Court’s decision in LG 

Electronics relied primarily on the principles of efficiency and consistency of results in reaching 

its determination that McWane should apply.  See id. at 1252–53.   
122 Requiring the attachment of the overwhelming-hardship standard to this later-filed Delaware 

action could incentivize such a species of serial litigation.  Plaintiff’s counsel has candidly 

admitted that all his client is “trying to do here is get a forum to be heard in the United States.”  

May 5, 2016 Oral Argument Tr. at 58:22–23.  Were the overwhelming-hardship standard to attach 
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lose—an appeal in that jurisdiction, before coming to Delaware to litigate the same 

issues, does not, to my mind, strengthen their case.  The fact that the forum non 

conveniens analysis in Illinois differs in some respects from that in Delaware means 

that the Illinois decision may not be issue-preclusive here, but it does not, to my 

mind, completely eliminate issues of comity and forum-shopping as concerns.  

Under McWane, a subsequent Delaware action would have been subject to dismissal 

in favor of an identical first-filed pending action in Illinois; under Lisa, the fact that 

the pending action has been resolved does not necessarily change this result.  The 

Illinois trial and appellate courts, after discovery and on consideration of the 

positions of the parties, determined that Bulgaria provides an adequate forum and is 

the appropriate forum for any litigation.  I find, based on the record before me, that 

dismissal under the McWane analysis is appropriate.123 

I note that the Plaintiffs rely on two Delaware Superior Court cases applying 

the overwhelming-hardship standard following a forum non conveniens dismissal in 

                                         
to later-filed Delaware actions such as Plaintiffs’ here, litigants could, with little risk, test their ties 

to another forum for strategic reasons and then file in Delaware and still benefit from the great 

deference afforded by the overwhelming-hardship standard.  Such a result, I believe, is not 

consistent with inter-state comity. 
123 In further support of the application of McWane here, I find instructive certain Delaware 

Superior Court decisions interpreting Lisa.  See, e.g., Chaverri v. Dole Food Co., Inc., 2013 WL 

5977413, at *2 (Del. Super. Nov. 8, 2013) (applying McWane in light of Lisa and dismissing a 

later-filed Delaware action on forum non conveniens grounds where a first-filed Louisiana action 

was already dismissed pursuant to Louisiana’s prescription statute, stating that “[t]he Delaware 

Supreme Court reaffirmed and expanded the McWane doctrine when it decided Lisa v. Mayorga”) 

(citation omitted) aff'd, 2014 WL 7367000 (Del. Oct. 20, 2014). 
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a prior-filed action.124  One, Trinity Investment Trust, L.L.C. v. Morgan Guaranty 

Trust Co. of New York,125 was decided long before Lisa clarified the application of 

the McWane doctrine; the second, In re Asbestos Litigation,126 was decided shorty 

after Lisa; the opinion does not mention Lisa, and it appears that the litigants there 

failed to make the court aware of the decision.127  Accordingly I find neither Trinity 

nor In re Asbestos persuasive here.  

A final argument of the Plaintiffs should be briefly addressed.  The Plaintiffs 

point to a choice of law and a forum provision in favor of Delaware in the Stock 

Purchase Agreement, which they learned of during discovery in the Illinois action.  

They assert had they known of these clauses they would have brought their action in 

Delaware initially.  They argue that I should exercise discretion in favor of allowing 

the action to proceed here, in light of the fact that this information was unknown at 

the time of the Illinois filing.128  This argument, however, overlooks the fact that 

such provisions were explicitly limited to the parties to that agreement—BAEF and 

                                         
124 See Pls’ Supp. Opening Br. at 5–7 (citing Trinity Inv. Trust, L.L.C. v. Morgan Guar. Trust Co. 

of N.Y., 2001 WL 1221080 (Del. Super. Sept. 28, 2001) and In re Asbestos Litig., 2012 WL 

1980414 (Del. Super. May 16, 2012)).  
125 2001 WL 1221080 (Del. Super. Sept. 28, 2001).  
126 2012 WL 1980414 (Del. Super. May 16, 2012).  
127 See id. at *2 (stating “Delaware law consistently refers to pending cases and the court is aware 

of no decision applying a differen[t] standard because other similar suits were previously filed and 

dismissed elsewhere”). 
128 Of course, the Plaintiffs did not react to discovery of this contractual provision by seeking 

dismissal without prejudice in Illinois, in favor of a Delaware filing; far from it.  They continued 

litigating in favor of their first choice of forum and pursued an unsuccessful appeal. 
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Allied.  The agreement in no way creates a contractual right for another shareholder 

to sue the parties to that contract in Delaware to enforce purported violations of 

Bulgarian securities laws.  The issues, burdens, and considerations in litigating in 

Delaware a sale contract governed by Delaware law, between the parties to that 

contract, are radically different than the burden raised by litigating in Delaware an 

alleged violation of Bulgarian securities law, premised on a purported secret 

agreement and accompanying conspiracy.  Thus, on the facts of this case, and given 

the clear terms and intent of the parties to the contract, the provisions in the Stock 

Purchase Agreement do not require nor favor that this litigation occur in Delaware.  

Because of my decision here, I need not reach the question of whether 

litigation in Delaware would create an overwhelming hardship for the Defendants.  

I note, however, that I am dubious of the Plaintiffs’ assertion that, if the 

overwhelming-hardship standard attached, they would easily defeat this motion.  

The following considerations would inform such an analysis, as they inform my 

decision here under McWane and Lisa.  Plaintiffs’ claims in the present action hinge 

on whether Bulgarian law was violated.129  I note that Bulgarian regulators, despite 

having been on notice and responding to Plaintiffs’ concerns, did not find such a 

violation of the Bulgarian POSA existed.  The Plaintiffs ask, nonetheless, that I 

                                         
129 See, e.g., Pls’ Supplemental Answering Br. 9–10 (stating “Plaintiffs’ claims under U.S. law 

(e.g., tortious interference with prospective business advantage) hinge on Defendants’ POSA 

violation . . . which Plaintiffs do not dispute”).  
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interpret Bulgarian securities law in light of the instant fact pattern, a matter which, 

according to the record, poses certain questions of first judicial impression.130  They 

then ask that I apply that law, find that a violation of Bulgaria’s mandatory tender 

offer rule occurred, and that such violation provides a basis for the causes of actions 

currently pled in Delaware.  This presents questions presumably of keen interest to 

Bulgaria, but not Delaware.  At bottom, the relief sought would require that I find 

the regulators of Bulgaria failed to enforce their law, or applied their law incorrectly.  

As noted earlier, it is unclear from this record whether the Plaintiffs pursued rights 

to review actions of the regulators, and addressing this matter here would, 

presumably, require me to apply Bulgarian law on exhaustion of remedies, as well 

as doctrines of deference to regulators, a daunting matter for this Court, and of 

interest primarily to Bulgaria, not Delaware.  Additionally, as the Illinois court 

noted, the record indicates that a number of the witnesses necessary to the 

Defendants are in Europe, including in Bulgaria, and there would be some burden 

securing their testimony.  Obtaining the live testimony of some witnesses would 

                                         
130 See Allied’s Reply Br., Declaration of Silvy Chernev ¶ 22 (stating “no interpretive decisions 

(which carry the greatest precedential value) are available regarding what constitutes an agreement 

under Article 149 of the POSA”).  The Plaintiffs point out that Bulgaria is a civil-law country, and 

that case precedent—and thus the decision of this Court—is accordingly less important to the 

development of Bulgarian law than would be the case in a common-law jurisdiction; nonetheless, 

I presume a Bulgarian interest in the development of its law regarding a novel issue.  See Martinez, 

86 A.3d at 1109–10 (“If, as our jurisprudence holds, significant weight should be accorded the 

neutral principle that important and novel issues of Delaware law are best decided by Delaware 

courts, then it logically follows that our courts must acknowledge that important and novel issues 

of other sovereigns are best determined by their courts where practicable.”) (citations omitted). 
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require overseas travel on their part, and would raise questions of the availability of 

compulsory attendance.  Undoubtedly, trial here would require translation of some 

documents written via the Cyrillic, not Latin, alphabet.   

While it is obvious that the Plaintiffs desire to litigate this matter in an 

American forum, the fact is that the Plaintiffs bought stock in a Bulgarian company 

regulated by Bulgarian law, and are trying to vindicate a right under that law.  A 

foreign judge blundering in to vindicate such rights under the circumstances present 

here seems problematic.131  A decision by this Court could have serious, unintended 

consequences on the development of Bulgarian law and on conditions for investment 

of capital in that country.   

Delaware’s interests in this litigation, in contrast, are sparse.  Two of the 

Plaintiffs are Delaware entities who chose to first sue in Illinois.  Each is an on-shore 

limited liability company wholly owned by a Cayman Islands hedge fund.  One of 

the Defendants—BAEF—is not-for-profit and is a creature of the United States 

Congress, incorporated in Delaware.  There are no novel issues of Delaware 

corporate governance to be decided.  Rather there is a decision to be made whether 

certain individual actors at the Defendants’ respective entities—all of whom are 

                                         
131 I note that I am cognizant of our case law which indicates that a balancing analysis is 

inappropriate in a traditional forum non conveniens analysis. See, e.g., Mar-Land Indus. 

Contractors, Inc. v. Caribbean Petroleum Refining, LP, 777 A.2d 774 (Del. 2001).  The Supreme 

Court in Lisa characterized Mar-Land “as reversing dismissal for forum non conveniens because 

the Court of Chancery inappropriately applied a balancing test to a Delaware lawsuit that was the 

only action filed.” Lisa, 993 A.2d at 1047 n.13 (emphasis added).  
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outside of Delaware—structured a transaction which violated Bulgarian securities 

law.   

Accordingly, I note that Plaintiffs’ first choice of forum resulted in a decision 

that justice required the litigation to proceed, if at all, in Bulgaria; that issues of 

Bulgarian law would require expert testimony; and that the Illinois courts’ 

determination—that notions of efficiency and comity indicate that a dismissal on 

forum non conveniens grounds would be just—appear to be supported by the record 

here.132  In light of these considerations, the outcome here if Cryo-Maid applied is 

by no means obvious.  At any rate, all these factors inform my exercise of discretion 

in favor of dismissal here, consistent with McWane and Lisa. 

III. CONCLUSION 

For the foregoing reasons, Defendants’ Motions to Dismiss are granted.  An 

appropriate order accompanies this Memorandum Opinion. 

 

                                         
132 I note that the parties vigorously dispute the head-count and location of witnesses and the 

location and language of relevant documents.  The only thing that is clear from this dispute is that 

many documents and witnesses are abroad, primarily in European Union nations including 

Bulgaria, while none are in Delaware. 
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This matter involves competing case-dispositive motions asking me to declare 

whether a corporate bylaw provision is consistent with the Delaware General 

Corporation Law (“DGCL”).  The provision in question states that the stockholders 

of the company may remove directors, but only upon the vote of “not less than 66 

and two-thirds percent . . . of the voting power of all outstanding shares” of company 

stock.  This bylaw runs afoul of 8 Del. C. § 141(k), under which directors may be 

removed by a majority vote of corporate shares.1  Accordingly, the Defendants’ 

Motion to Dismiss is denied, and the Plaintiff’s Motion for Summary Judgment on 

Count II of his complaint, seeking a declaratory judgment, is granted; by stipulation 

of the Plaintiff, Count I—alleging breach of fiduciary duty against the directors for 

enacting or maintaining an invalid bylaw—is withdrawn.  My reasoning follows. 

I. BACKGROUND2 

The Plaintiff is a shareholder of Defendant Nutrisystem, Inc. (“Nutrisystem” 

or “the Company”) and has owned his shares at all relevant times.3  Nutrisystem is 

a Delaware corporation with its corporate headquarters in Fort Washington, 

Pennsylvania.4    The Defendants consist of members of the Nutrisystem Board of 

                                           
1 This matter solely involves a bylaw provision with no consideration of any provisions contained 

in the corporation’s certificate of incorporation. 
2 The following facts are undisputed and taken from verified pleadings, affidavits, exhibits and 

other evidence submitted to the Court and viewed in the light most favorable to the Defendants, 

who are the non-moving parties with regards to the Motion for Summary Judgment. 
3 Verified Class Action Complaint (the “Complaint”) ¶ 6. 
4 Compl. ¶ 7. 
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Directors (the “Board”) as well as Nutrisystem.5  The Plaintiff purports to bring this 

class-action on behalf of all public stockholders of the Company.6 

The Company’s charter gives the Board the authority to “make and to alter or 

amend the By-laws of the [Company].”7  “On January 7, 2016, the Company filed a 

Form 8-K with the Securities and Exchange Commission announcing that the Board 

had approved an amendment to the Company’s Bylaws.”8  Prior to the amendment, 

the relevant bylaw allowed Company stockholders to remove directors only for 

cause and upon the affirmative vote of two-thirds of all outstanding shares of 

Company stock (the “Removal Provision”).9  The amendment struck the “for cause” 

requirement from the Removal Provision—presumably in response to a recent 

holding of this Court interpreting such a provision as unlawful10—so that the 

Removal Provision now states: 

Removal.  Except as otherwise provided in the Certificate of 

Incorporation, no director may be removed from office by the 

stockholders of the Corporation except by the affirmative vote of the 

holders of not less than sixty-six and two-thirds percent (66 2/3%) of 

the voting power of all outstanding shares of stock of the Corporation 

                                           
5 See id. at ¶¶ 8–15 (listing Defendants Dawn M. Zier, Michael J. Hagan, Paul Guyardo, Michael 

D. Mangan, Andrea M. Weiss, Robert F. Bernstock, Jay Herratti, and Brian P. Tierney). 
6 See id. at ¶ 17 (noting, however, that the Defendants are excluded). 
7 Defs’ Opening Br., Ex. B, Nutrisystem, Inc. Certificate of Incorporation, Art. 7. 
8 Compl. ¶ 25. 
9 Defs’ Opening Br., Ex. C, Bylaws of Nutrisystem, Inc., Art. III, § 4. 
10 See In re VAALCO Energy, Inc. S’holder Litig., C.A. No. 11775-VCL (Del. Ch. Dec. 21, 2015) 

(TRANSCRIPT). 
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entitled to vote generally in the election of directors, considered for this 

purpose as a single class.11 

In other words, the Company currently has a bylaw requiring a super-majority vote 

of at least two-thirds of the voting power of all outstanding shares in order to remove 

directors. 

The Plaintiff filed his Verified Class Action Complaint on February 24, 2016 

(the “Complaint”) pleading two counts.  In Count I, the Plaintiff alleges a breach of 

fiduciary duty against the Defendants.12  The Plaintiff contends that the directors 

breached the duty of loyalty by enacting an unlawful bylaw to entrench themselves 

in office.  In Count II, the Plaintiff seeks a declaratory judgment that the Removal 

Provision is in violation of 8 Del. C. § 141(k).  The Defendants moved to dismiss 

the Complaint on May 27, 2016 and the Plaintiff moved for partial summary 

judgment on Count II on August 9, 2016.  I heard argument on both motions on 

October 20, 2016.  The Plaintiff represented at Oral Argument that, should I find in 

his favor on Count II, he would not pursue Count I.13  My Memorandum Opinion 

addressing Count II follows. 

                                           
11 Compl. ¶ 25. 
12 Id. at ¶¶ 32–38. 
13 Oral Arg. Tr. 19:2–5 (Oct. 20, 2016). 



 4 

II. ANALYSIS 

Summary judgment is appropriate when the moving party shows 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.”14  The moving part must demonstrate the “absence of 

a material factual dispute”15 and all facts and “reasonable hypotheses or inferences” 

drawn therefrom “must be viewed in the light most favorable to the non-moving 

party.”16  Plaintiff’s Motion for Partial Summary Judgment turns purely on the 

interpretation of a section of the DGCL, therefore summary judgment is appropriate 

here.  Summary judgment here will require the Plaintiff to overcome the 

presumption that the bylaws are valid,17 and to demonstrate that the bylaw in 

question cannot operate validly “in any conceivable circumstance.”18 

The DGCL is, broadly, an enabling statute.  Section 109(b) of the DGCL 

states, in relevant part, that “[t]he bylaws may contain any provision, not inconsistent 

with law or with the certificate of incorporation, relating to the business of the 

corporation, the conduct of its affairs, and its rights or powers or the rights or powers 

                                           
14 Ct. Ch. R. 56(c). 
15 In re Transkaryotic Therapies, Inc., 954 A.2d 346, 356 (Del. Ch. 2008), as revised (June 24, 

2008) (citation omitted). 
16 Enrique v. State Farm Mut. Auto. Ins. Co., 142 A.3d 506, 511 (Del. 2016). 
17 Frantz Mfg. Co. v. EAC Indus., 501 A.2d 401, 407 (Del. 1985). 
18 Boilermakers Local 154 Ret. Fund v. Chevron Corp., 73 A.3d 934, 940 (Del. Ch. 2013). 
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of its stockholders . . . .”19  Section 141(k) of the DGCL, however, provides that 

“[a]ny director or the entire board of directors may be removed, with or without 

cause, by the holders of a majority of the shares then entitled to vote at an election 

of directors” subject to two exceptions not pertinent here.20  The Plaintiff asserts, 

persuasively, that the bylaw in question is “inconsistent with law,” and thus not 

permitted under Section 109(b). 

As our Supreme Court has explained, 

[t]he rules of statutory construction are well settled.  They are designed 

to ascertain and give effect to the intent of the legislators, as expressed 

in the statute.  At the outset, the court must determine whether the 

provision in question is ambiguous.  A statute is ambiguous if it is 

reasonably susceptible of two interpretations.  If it is unambiguous, no 

statutory construction is required, and the words in the statute are given 

their plain meaning.21 

Under the plain language of the statute, I find that the Removal Provision is 

inconsistent with Section 141(k).  I address the Defendants’ contentions to the 

contrary below. 

                                           
19 8 Del. C. § 109(b) (emphasis added).  Thus Section 109(b) stands in contrast to Section 

102(b)(4), which provides that a certificate of incorporation may require “for any corporate action 

. . . a larger portion of the stock . . . than is required by this chapter.”  8 Del. C. § 102(b)(4). 
20 8 Del. C. § 141(k) (emphasis added).  The exceptions add “(1) [u]nless the certificate of 

incorporation otherwise provides, in the case of a corporation whose board is classified as provided 

in subsection (d) of this section, stockholders may effect such removal only for cause; or (2) [i]n 

the case of a corporation having cumulative voting, if less than the entire board is to be removed, 

no director may be removed without cause if the votes cast against such director’s removal would 

be sufficient to elect such director if then cumulatively voted at an election of the entire board of 

directors, or, if there be classes of directors, at an election of the class of directors of which such 

director is a part.”  Id. 
21 Dewey Beach Enterprises, Inc. v. Bd. of Adjustment of Town of Dewey Beach, 1 A.3d 305, 307–

08 (Del. 2010) (internal quotations omitted). 
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First, the Defendants point to 8 Del. C. § 216.22  That section permits 

corporations to adopt bylaws specifying the required vote for the transaction of the 

business of the corporation, “[s]ubject to this chapter in respect of the vote that shall 

be required for a specified action . . . .”23  The Defendants concede that the specific 

provisions of Section 141(k), addressing removal of directors, trump this general 

permissive language, but argue that Section 141(k) “does not dictate a contrary 

result” because the Section “sets the rules only for the circumstances under which 

stockholders may remove directors without cause, and does not address the 

percentage of the vote that is required to remove directors.”24  The Defendants appear 

to rest this argument—which is, frankly, not easily comprehensible to me—on the 

contention that Section 141(k) is merely permissive, in that it provides only that a 

majority of stockholders may remove directors, thereby leaving the bylaws free to 

require a minority, a supermajority or even unanimity as a requisite for director 

removal.  The Defendants buttress this argument by a contextual argument, asserting 

that, had the intent of the General Assembly been to provide that a simple majority 

                                           
22 Section 216 provides “[s]ubject to this chapter in respect of the vote that shall be required for a 

specified action, the certificate of incorporation or bylaws of any corporation authorized to issue 

stock may specify . . . the votes that shall be necessary for, the transaction of any business . . . . In 

the absence of such specification in the certificate of incorporation or bylaws of the corporation: . 

. . [i]n all matters other than the election of directors, the affirmative vote of the majority of shares 

present in person or represented by proxy at the meeting and entitled to vote on the subject matter 

shall be the act of the stockholders . . . .”  8 Del. C. § 216. 
23 8 Del. C. § 216.  See supra n.19. 
24 Defs’ Opening Br. 17, 19. 
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of stock is sufficient to remove directors, it could have expressed that intent via 

mandatory language.  The Defendants presented at Oral Argument three alternative 

drafts of Section 141(k) the legislature could have written to, in Defendants’ view, 

express such an intent more clearly than does the section as written.25  The 

Defendants also point to seven different sections in the DGCL, six of which use the 

word “shall” and one that uses the word “must,” to argue that when the Legislature 

intends to establish the vote required for a certain action, it does so using mandatory 

language.26  Thus, argue the Defendants, nothing in Section 141(k) prevents exercise 

of the power of the Board, under Section 216, to set a supermajority requirement for 

removal of directors in the bylaws of the Company. 

But this is an unnatural reading of Section 141(k).  The section provides that 

holders of a majority of stock may—not must—remove directors; that is, if they so 

choose, the section confers that power.  Obviously, they need not exercise the power 

at any given time: they “may” do so.  Under the Removal Provision, however, a 

simple majority of Nutrisystem stockholders may not exercise such power; the bylaw 

is, unambiguously, inconsistent with the statute.  Defendants’ construction of 

Section 141(k), that a majority may—but only if the corporation’s bylaws so 

                                           
25 See Oral Arg. Tr. 14:15–15:1 (Oct. 20, 2016). 
26 See Defs’ Reply Br. 6–9 (citing Sections 242, 245, 251, 275, 311, 344, and 363). 
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permit—remove directors, renders the “majority” provision essentially meaningless, 

and leaves the statutory provision an effective nullity.   

Finally, I note that Defendant’s reading of Section 141(k) is inconsistent not 

only with the statutory language, but with recent judicial consideration of the section 

as well.  While no written opinions address the issue, this Court’s bench decision in 

In re VAALCO Energy, Inc. Stockholder Litigation is instructive;27 the Vice 

Chancellor there found that the language of Section 141(k) providing that directors 

“may” be removed with or without cause prohibits bylaws requiring cause for that 

purpose.28  Likewise, Section 141(k) also mandates that a majority of stockholders 

may remove directors.   As the Vice Chancellor stated in VAALCO, “141(k) states 

affirmatively ‘any director or the entire board of directors may be removed, with or 

without cause, by the holders of a majority of the shares then entitled to vote at an 

election of directors.’ That is the rule.”29 

Section 141(k) unambiguously confers on a majority the power to remove 

directors, and the contrary provision in the Company bylaws is unlawful. 

                                           
27 C.A. No. 11775-VCL (Del. Ch. Dec. 21, 2015) (TRANSCRIPT).  I use the word “instructive” 

advisedly; I do not mean to imply that bench decisions are part of the case-law of this Court, or 

encourage citation thereto. 
28 Id. 
29 Id. at 59–60 (emphasis added). 
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III. CONCLUSION 

For the foregoing reasons, Defendants’ Motion to Dismiss is DENIED, the 

Plaintiff’s Motion for Summary Judgment with respect to Count II is GRANTED, 

and Count I of the Complaint is withdrawn.  An appropriate order is attached. 
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The plaintiff in this action seeks a quasi-appraisal to remedy purported 

breaches of the duty of disclosure in connection with a short-form merger.  The 

plaintiff alleges the pertinent notice of merger does not properly disclose the 

controller’s reasoning behind the merger price, the special committee’s process, 

financial projections used to determine the value of the company, information 

regarding the working capital and future use of cash of the company, the lack of 

independence of two members of the special committee, and the identities of two 

directors and a director’s spouse who participated in a multi-million dollar note with 

the company.   

Defendants move to dismiss the complaint on the grounds that all material 

information is disclosed in the notice and, in the realm of a short-form merger, any 

omitted information is not material to the decision at hand—whether the minority 

stockholders should accept the merger consideration or seek appraisal.  This 

memorandum opinion grants the motion to dismiss because the plaintiff does not 

allege adequately that the omitted information is material to the decision to seek 

appraisal and the duty of disclosure was not violated.  Therefore, the only remedy 

available to the minority stockholders is appraisal. 
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I. BACKGROUND 

The facts are drawn from the Verified Class Action Complaint (the 

“Complaint”) and the documents incorporated by reference therein.   

A. Parties 

Lead Plaintiff Louis B. Geser (“Plaintiff”) owned shares of common stock in 

United Capital Corporation (“United Capital” or the “Company”).  Defendant 

United Capital is a Delaware corporation with offices in Great Neck, New York.  

United Capital invests in and manages real estate and manufactures engineered 

products.  United Capital has not been required to file any periodic reports with the 

United States Securities and Exchange Commission (“SEC”) since 2011, nor has it 

provided informal public disclosures about operations or financial results since 

December 21, 2013.   

Defendant A.F. Petrocelli is Chairman of the Board, President, and Chief 

Executive Officer of United Capital.  Petrocelli owned approximately 94% of the 

outstanding shares of United Capital before the transaction at issue.  Petrocelli also 

is a lead independent director of Nathan’s Famous, Inc. (“Nathan’s”), a director of 

Philips International Realty (“Philips”), and a board member of Prime Hospitality 

Group (“Prime”).  

  Defendant Howard Lorber is a director of United Capital, Prime, and 

Nathan’s.  Lorber also partially owns Hallman & Lorber Associates, Inc. (“H&L”), 
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which provided pension plan services to United Capital during the 2010 fiscal year 

for $20,000.  H&L may have an ongoing relationship with United Capital.  

Defendant Arnold Penner is a director of United Capital and Philips.  

Defendant Anthony J. Miceli is a director, Vice President, and Chief Financial 

Officer of United Capital.  Defendants Michael T. Lamoretti and Michael J. 

Weinbaum are directors and Vice Presidents in real estate operations for the 

Company.  Defendant Robert Mann is a director of United Capital.  (Petrocelli, 

Lorber, Penner, Miceli, Lamoretti, Weinbaum, and Mann, collectively, the “Board”; 

the Board and United Capital, collectively, “Defendants”).   

B. Facts 

On June 22, 2015, Petrocelli submitted an initial bid letter to the Board 

offering to purchase the minority shares of the Company for $30 per share.  On June 

23, 2015, and July 27, 2015, the Board resolved to form a special committee 

consisting of Lorber, Mann, and Penner (the “Special Committee”).  The Special 

Committee had the power to:  

act independently including: (i) the ability to engage 

independent legal, financial and other advisors at the 

Company’s expense; (ii) direct access to management and 

the Company’s regular outside counsel and other advisors; 

and (iii) the power to reject the proposed transaction and 
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to exercise arm’s length bargaining power with Mr. 

Petrocelli.1   

On August 5, 2015, the Special Committee met and decided not to retain 

advisors, other than legal counsel, to assist in its evaluation.  On August 12, 2015, 

the Special Committee met and reviewed “financial and other information provided 

by the Company,” concluded that the initial bid amount was insufficient, and 

countered Petrocelli at $35 per share.2  Petrocelli then offered $31 per share.  On 

August 18, 2015, the Special Committee met and proposed a $33 counteroffer to 

Petrocelli.  Petrocelli responded with a “final and best offer of $32 per share.”3  On 

August 19, 2015, the Special Committee approved the proposed merger and 

determined that “it was fair and in the best interests of the Company and its 

stockholders.”4   

On August 24, 2015, United Capital entered into an Agreement and Plan of 

Merger (the “Merger Agreement”) with A.F. Petrocelli LLC, a Delaware limited 

liability company, (“Parent”) and A.F. Petrocelli Acquisition Co., a Delaware 

corporation and wholly-owned subsidiary of Parent (“Merger Sub”).  Petrocelli 

                                              

 
1  Compl. ¶ 29.  

2  Id. ¶ 31. 

3  Id. ¶ 33. 

4  Id. 
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transferred his 94% stock interests in United Capital to Merger Sub.  On the date the 

merger was announced, United Capital stock was trading at $39 per share. 

On September 3, 2015, Plaintiff received written notice of the merger from 

United Capital (the “Notice”), which includes, among other things, financial 

statements for 2013, 2014, and 2015, management’s analysis of the Company’s 

financial status, the background of the merger, and potential Board and Special 

Committee conflicts.  The merger was effective on September 30, 2015, with United 

Capital as the surviving entity.  Petrocelli became the sole stockholder of United 

Capital. 

C. Procedural History 

On October 16, 2015, Geser filed the Complaint on behalf of the public 

minority stockholders of United Capital.  On October 28, 2015, Solomon Margolis 

filed a class action complaint arising out of the same transaction.  On December 8, 

2015, Geser moved to consolidate both actions and sought appointment of himself 

as lead plaintiff, Levi & Korsinsky LLP as lead counsel, and Rigrodsky & Long, 

P.A. as liaison counsel.  On December 9, 2015, Margolis moved to consolidate both 

actions and sought appointment of himself as lead plaintiff, Pomerantz LLP as lead 

counsel, and Montgomery McCracken Walker & Rhoads LLP as liaison counsel.    

On February 9, 2016, I appointed Geser as lead plaintiff and his counsel as lead and 

liaison counsel, and designated his complaint as the operative complaint.  Thereafter, 
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the parties briefed Defendants’ motion to dismiss the Complaint (“Motion to 

Dismiss”), and on October 5, 2016, I held oral argument. 

II. ANALYSIS 

A. Standard of Review 

In considering a motion to dismiss under Rule 12(b)(6), the Court must 

“accept all well-pleaded factual allegations in the Complaint as true, accept even 

vague allegations in the Complaint as ‘well-pleaded’ if they provide the defendant 

notice of the claim, [and] draw all reasonable inferences in favor of the plaintiff.”5 

The Court may only grant the motion if plaintiff cannot recover under “any 

reasonably conceivable set of circumstances susceptible of proof.”6   

When a transaction occurs under 8 Del. C. § 253, “the parent corporation does 

not have to establish entire fairness.”7  Instead, “absent fraud or illegality, the only 

recourse for a minority stockholder who is dissatisfied with the merger consideration 

is appraisal.”8  “Although fiduciaries are not required to establish entire fairness in 

a short-form merger, the duty of full disclosure remains, in the context of this request 

                                              

 
5  Cent. Mortg. Co. v. Morgan Stanley Mortg. Capital Hldgs. LLC, 27 A.3d 531, 536 

(Del. 2011) (footnote omitted). 

6  Id. 

7  Glassman v. Unocal Expl. Corp., 777 A.2d 242, 243 (Del. 2001). 

8  Id.  
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for stockholder action.”9  Specifically, the company must notify the minority of the 

availability of appraisal rights and include a correct copy of the appraisal statute.10  

Additionally, disclosure of the “information material to the decision of whether or 

not to seek appraisal is required”; however, “[t]he parent need not provide all the 

information necessary for the stockholder to reach an independent determination of 

fair value.”11  Information is material if there is “a substantial likelihood that the 

undisclosed information would significantly alter the total mix of information 

already provided.”12  “[O]mitted facts are not material simply because they might be 

helpful.”13  A “disclosure violation results in an irreparable injury,” which may be 

remedied through “quasi-appraisal.”14   

 

 

                                              

 
9  Id. at 248. 

10  8 Del. C. § 262(d)(2). 

11  In re Unocal Expl. Corp., 793 A.2d 329, 352 (Del. Ch. 2000), aff’d, Glassman, 777 

A.2d 242. 

12  Berger v. Pubco Corp., 2008 WL 2224107, at *3 (Del. Ch. May 30, 2008) (quoting 

Skeen v. Jo-Ann Stores, Inc., 750 A.2d 1170, 1174 (Del. 2000)), rev’d on other 

grounds, 976 A.2d 132 (Del. 2009). 

13  Id. 

14  Id. at *4. 
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B. The Notice Contains the Requisite Information for Stockholders to 

Decide Whether to Seek Appraisal 

The eighty-page Notice in this case provides comprehensive information 

regarding the business and financials of the Company.  The Notice contains an in-

depth discussion of the three business segments: real estate investments, hotel 

operations, and engineered products.  The Notice details (1) the types of real estate 

investments owned and managed by United Capital and the net lease arrangements 

of these properties, (2) the hotels’ sizes, locations, and management structures, and 

(3) the types of products, lines of distribution, brands, and industry markets for the 

engineered products.15  The Notice includes a three-page single-spaced summary of 

the background of the merger and how the merger price was established, including 

a discussion of the Special Committee’s and Board’s processes for considering and 

approving the merger.16  The Notice also provides (1) historical stock purchases 

since 2012, (2) audited, consolidated financial statements for years 2013 and 2014, 

(3) unaudited, consolidated financial statements for the six-month period ending in 

June 2015, (4) notes to the financial statements which detail United Capital’s 

operations, income, and overall financials, (5) seven single-spaced pages of 

management’s analysis of the business’s financial results for the year 2014 and the 

                                              

 
15  Notice 2-3. 

16  Id. at 5-7. 
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six months ended on June 30, 2015, and (6) disclosure of possible Board and Special 

Committee conflicts.17   

In fact, relying primarily on the Notice, Plaintiff determines that the merger 

consideration is inadequate.  Plaintiff uses the financial statements attached to the 

Notice to decide that the merger price’s $186.6 million implied total equity value 

significantly undervalues the Company due to the $98 million in cash on hand in 

June 2015 (worth nearly $17 per share), the total assets of $342.4 million (nearly 

twice the implied equity value), and the improvement of the Company between 2013 

and 2014 (total assets increased by over $50 million, total revenues increased from 

$119.1 million to $128.3 million, and net income increased from $12.5 million to 

$13.3 million).18  Thus, Plaintiff’s allegations suggest that the Notice’s financial 

disclosures give Plaintiff the minimum information necessary to determine whether 

he could “trust that the price offered is good enough,” or whether the price 

undervalued the Company “so significantly that appraisal is a worthwhile 

endeavor.”19  

 

                                              

 
17  See id. at 2-7, 11, Ex. B, Ex. C. 

18  Compl. ¶¶ 40-44. 

19  Berger, 2008 WL 2224107, at *3. 
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Nevertheless, Plaintiff identifies numerous omitted facts he deems material.  

Specifically, he points to the exclusion of (1) the information used by the Special 

Committee to set the $32 per share merger price, (2) Petrocelli’s rationale for his 

original offer, (3) specific financial information, including projections, (4) the extent 

to which cash and cash equivalents were working capital, (5) potential conflicts of 

two of the three purportedly independent members of the Special Committee, and 

(6) the identities of certain directors and a director’s spouse who jointly owned an 

$8 million note with the Company.  But, none of Plaintiff’s alleged omissions are 

material to the decision of whether to seek appraisal in light of the abundant 

disclosures already provided.   

1. The Notice discloses the necessary information regarding the 

Special Committee’s determination of a fair price 

Plaintiff argues the Notice should have discussed the specific “financial and 

other information” the Special Committee used in its deliberations to determine that 

the $32 per share price was fair, especially given the absence of a fairness opinion 

or independent outside valuation and the disparity between the stock’s most recent 

$39 per share public trading price, the $40 per share high in the year before the 

merger, and the $32 merger price.20   

                                              

 
20  Pl.’s Answering Br. 14-16. 
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Here, the Notice discloses comprehensive information regarding the Special 

Committee, the negotiating process, and the Board’s consideration of numerous 

factors in determining that the merger price was fair.21  United Capital discloses that 

the Board set up a Special Committee with full power to act independently, and the 

Special Committee hired counsel and reviewed Petrocelli’s offer.22  The Notice 

discloses that the Special Committee “analyzed whether to retain financial or other 

advisors to assist the Special Committee in its evaluation and concluded such 

advisors were not necessary.”23  The Special Committee then obtained “financial and 

other information” from the Company.24  The Notice details the various meetings of 

the Special Committee and the Special Committee’s consideration of: 

the benefits of the proposed merger to the Company and 

the minority stockholders, including that, (i) there is 

limited public information about the Company available 

to stockholders and (ii) the Common Stock was thinly 

traded and illiquid.  The Special Committee determined 

that allowing minority stockholders to realize fair value of 

their stock through the short form merger process would 

be in the best interests of the minority stockholders.25 

 

                                              

 
21  Notice 5-7. 

22  Id. at 5. 

23  Id. at 6. 

24  Id. 

25  Id.  
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The Notice describes that in connection with these meetings, the Special Committee 

evaluated Petrocelli’s offers and proposed changes to both the price and substantive 

terms of the merger agreement.26  In addition to the detailed disclosure of the back 

and forth between the Special Committee and Petrocelli, the Notice also includes 

robust financial statements to allow stockholders to make their decision about 

whether or not to seek appraisal.27     

These disclosures are sufficient.28  The Notice gives a sense of whether the 

number was arbitrarily “picked out of a hat” or was based on some concrete 

evidence, and divulges that a negotiating committee was set up, but that it did not 

rely on outside experts.29  Plaintiff fails to convince me that disclosure of the 

Committee’s explicit use of certain financial information would substantially alter 

the “total mix” of information available to the stockholders.   

2. The Notice adequately discloses Petrocelli’s reasoning 

behind his offer price  

Plaintiff claims the Notice fails to give Petrocelli’s rationale for how he set 

the merger price, and that such information is material to determining whether or not 

                                              

 
26  Id. at 6-7. 

27  Id. at 6-7, Ex. B. 

28  Berger v. Pubco Corp., 2008 WL 2224107, at *3 (Del. Ch. May 30, 2008).  

29  See id. 
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to trust the price offered.  Plaintiff cites to Berger v. Pubco Corp. as proof that 

omission of the method by which the controller sets the merger consideration is 

material.30  In Berger, however, the notice contained almost no detail.  There was no 

description of the company’s actual operations, no breakdown of the company’s 

finances by division or line of business, no discussion of cash utilization, no 

discussion of plans or prospects, and no discussion of how the controller determined 

the price.31  The Notice contained a “scant five sentences” describing the company 

at issue, with one sentence merely stating “the [c]ompany owns other income 

generating assets.”32  The Court held that in a context where an unregistered 

company’s “[n]otice was relatively terse and short on details, the method by which 

[the controller] set the merger consideration is a fact that is substantially likely to 

alter the total mix of information available to the minority stockholders.”33   

The Notice here discloses Petrocelli’s rationale and includes relevant financial 

data to allow stockholders to determine whether the price “was set by arbitrarily 

rolling the dice.”34  It states that Petrocelli’s rationale for his original offer was that 

                                              

 
30  Pl.’s Answering Br. 17 (citing Berger, 2008 WL 2224107, at *3). 

31  Berger, 2008 WL 2224107, at *1. 

32  Id. 

33  Id. at *3. 

34  Id.; Notice 2-7, Ex. B. 
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“with uncertainty in the real estate, hotel and automotive industries and the state of 

the economy, a short-form merger provides certainty and liquidity to minority 

stockholders.”35  It gives the prices of stock buybacks from the Petrocelli family, the 

Company, and the open market in the three years before the merger—presumably 

information Petrocelli used to determine his offer price.36  The Notice also discloses 

Petrocelli’s extensive negotiations with the Special Committee.37  Further, the 

Notice discusses the various segments of United Capital’s business at length and 

provides significant historical, current, and forward-looking financial data.38  And, 

the Notice explicitly states that no fairness opinion, report, or appraisal from an 

outside party was used to determine the value of the stock.39  The Company did not 

need to provide “picayune details about the process [Petrocelli] used to set the 

                                              

 
35  Notice 5. 

36  Id. at 4 (stating that since the beginning of 2012, United Capital has purchased 

1,506,769 shares of Company common stock (of which 1,477,200 were from family 

members of Petrocelli) at a price of $30 per share, 2,494 shares of Company 

common stock at a price of $31 per share, and 89,000 shares of common stock on 

the open market, with the highest price being $29.87 per share).   

37  Id. at 5-7 (discussing the negotiation process, the details of Petrocelli’s original 

offer, the Special Committee’s counteroffer, Petrocelli’s second offer, the Special 

Committee’s second counteroffer, and Petrocelli’s third and final offer, which the 

Special Committee ultimately accepts). 

38  Id. at 4, Ex. B; see also infra Section II.B.3. 

39  Notice 4. 
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price.”40  Instead, the Company should have and did disclose “in a broad sense what 

that process was, assuming [Petrocelli] followed a process at all and did not simply 

choose a number randomly.”41  Given the information disclosed regarding the entire 

negotiation process, as well as the Company’s business and finances, Plaintiff fails 

to convince me that understanding exactly how Petrocelli came up with his initial 

offer price would significantly alter the “total mix” of information available under 

these circumstances. 

3. The Notice provides sufficient financial data 

Plaintiff argues that the Notice fails to disclose any financial projections, and 

any purportedly forward-looking information does not provide an accurate view of 

the Company’s future, rendering the Notice materially deficient.42  Plaintiff further 

contends that the existence of the forward-looking information allows for the 

inference that financial projections did exist and were given to the Special 

Committee, but were withheld from the minority stockholders.43   

                                              

 
40  Berger v. Pubco Corp., 2008 WL 2224107, at *3 (Del. Ch. May 30, 2008). 

41  Id. (emphasis added) 

42  Pl.’s Answering Br. 19-20. 

43  Id.  
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Plaintiff points to the Court’s decision in Erickson v. Centennial Beauregard 

Cellular, L.L.C. for the proposition that financial projections are material in the 

context of a short-form merger.44  In Erickson, a case also involving a non-public 

company, the only financial information provided to the stockholders was a one-

and-a-half-page valuation based upon a single calculation of EBITDA over an 

unidentified period of time.45  While the Court stated that even in the short-form 

merger context, “some indication of business revenue projections is still necessary,” 

the parent in that case had provided “meager information” that “was so devoid of 

substantive current and future data that it cannot realistically be said to have 

encompassed management’s view of the future of the company.”46   

United Capital has provided much more financial information, including 

current, historical, and forward-looking information.  The current and historical 

information includes, among other things, (1) audited, consolidated financial 

statements for the years 2013 and 2014, (2) unaudited, consolidated financial 

statements for six-month period ending in June 2015, (3) management’s detailed 

analysis of the financials for the year 2014 and the six-month period ending in June 

                                              

 
44  Id. at 20 (citing Erickson v. Centennial Beauregard Cellular, L.L.C., 2003 WL 

1878583 (Del. Ch. Apr. 11, 2003)). 

45  Erickson, 2003 WL 1878583, at *6. 

46  Id. at *7. 
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2015, and (4) the prices of recent buybacks of shares.47  The forward-looking 

financial information includes (1) future minimum rental revenues through the year 

2019 and thereafter, (2) future pension benefit payments through the year 2024, (3) 

future lease obligations through 2019 and thereafter, and (4) aggregate maturities on 

mortgage obligations through the year 2019 and thereafter.48  Plaintiff argues that 

the forward-looking information suggests United Capital had access to financial 

projections, and Plaintiff infers that these projections were provided to the Special 

Committee.49  But, Plaintiff provides no factual support for the assumption that 

projections exist, and nothing in the Notice suggests that they exist.  “I reiterate this 

Court’s consistent position that ‘management cannot disclose projections that do not 

exist.’”50  Moreover, unlike in Erickson, where business revenue projections clearly 

would have significantly altered the “total mix” of information given, as there was 

                                              

 
47  Notice 4, Ex. B, Ex. C; see supra Section II.B.2. 

48  Notice Ex. B, at F-12-22. 

49  Pl.’s Answering Br. 19-20 (citing Maric Capital Master Fund, Ltd. v. Plato 

Learning, Inc., 11 A.3d 1175, 1178 (Del. Ch. 2010); In re Lukens Inc. S’holders 

Litig., 757 A.2d 720, 727 (Del. Ch. 1999)).  

50  In re BioClinica, Inc. S’holder Litig., 2013 WL 673736, at *5 (Del. Ch. Feb. 25, 

2013) (quoting In re CNX Gas Corp. S’holders Litig., 4 A.3d 397, 419 (Del. Ch. 

2010)). 
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almost none, here, Plaintiff fails to allege how projections that may or may not exist 

would be material, given the breadth of financial data disclosed in the Notice. 

4. The Notice appropriately discloses United Capital’s cash, 

cash equivalents, and their future use 

Plaintiff alleges that Defendants fail to disclose the extent to which United 

Capital’s cash (or cash equivalents) was working capital or the Company’s plans for 

utilizing the cash in its business plans.51  The Notice, however, does disclose the 

extent to which cash is working capital, cash utilization (including various 

transactions and expenditures throughout 2013 and 2014), and forward-looking 

information.52  Plaintiff fails to explain why any additional information would alter 

the “total mix” of information available, instead suggesting such information is 

helpful in performing an independent valuation of United Capital.  An absent fact’s 

mere helpfulness does not make that fact material, and regardless, in a short-form 

                                              

 
51  Compl. ¶ 55. 

52  Defs.’ Opening Br. 41-44; see Notice Ex. B, at F-6, F-7, F-10, F-11, F-12, F-15, F-

16, F-21, F-22, F-28, F-30, F-33, Ex. C, at 5;  see also Berger v. Pubco Corp., 2008 

WL 2224107, at *4 (Del Ch. May 30, 2008) (holding that additional disclosures 

regarding the company’s future plans with its cash and securities were not material 

because the financial disclosures revealed that the cash and securities were worth 

more than the merger consideration and allowed plaintiff to determine she did not 

trust the parent’s valuation). 
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merger, the minority stockholders are not entitled to all facts material to their own 

valuation assessment.53   

5. The Notice adequately discusses the independence of Lorber 

and Penner  

Plaintiff claims the Notice does not disclose that “two of the three purportedly 

independent directors on the Special Committee have had long personal, 

professional, and financial ties with Petrocelli that call into question their ability to 

render their decision in an impartial manner,”54 making the Notice materially 

misleading.55  Specifically, Plaintiff alleges the material omissions relate to (1) 

Penner’s “twenty year stint” on the board of Philips alongside Petrocelli, (2) 

Petrocelli’s “twenty-three year service” on the board of Nathan’s during which time 

Lorber held various management positions, and (3) Lorber’s “business ties and 

financial interests” through H&L’s “business dealings with Petrocelli.”56   

                                              

 
53  Berger, 2008 WL 2224107, at *3; In re Unocal Expl. Corp., 793 A.2d 329, 352 

(Del. Ch. 2000).  Plaintiff relies on In re Radiology Associates, Inc. Litigation for 

the proposition that the disclosure of future use of cash is material because this is 

information “which will allow a shareholder to determine if he is receiving a fair 

price.”  Pl.’s Answering Br. 27 (quoting In re Radiology Assocs., Inc. Litig., 1990 

WL 67849, at *11 (Del. Ch. May 16, 1990)).  In Radiology, however, the Court 

made no determination as to whether information regarding the working capital of 

the company or the future plans for the cash and cash equivalents was material. 

54  Compl. ¶ 54. 

55  Pl.’s Answering Br. 23. 

56  Id. at 24. 
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In In re Unocal Exploration Corp. Shareholders Litigation, the Court held 

that “the committee’s efforts should not be used as a basis for undermining the 

adequacy of the appraisal remedy,”57 even where the special committee had divided 

loyalties to UXC and Unocal (UXC’s 96% controlling stockholder), and the Court 

could not conclude that the committee “engaged in genuine, arm’s-length 

negotiations.”58  Because the company disclosed the special committee’s existence, 

each member’s position as a dual director of Unocal and UXC, and a brief outline 

of the committee’s efforts, the stockholders were given all of the information they 

needed to reach their decision about whether to seek appraisal.59  Further, “Unocal 

did not encourage stockholders to rely centrally on the efforts of the Special 

Committee”; therefore, the stockholders “were not deceived into relying on the 

Special Committee to protect their interests.”60  The Notice, like the disclosures in 

Unocal Exploration, reveals the Special Committee’s existence, outlines its 

negotiation process, discloses Lorber’s and Penner’s potential conflicts, provides 

                                              

 
57  793 A.2d 329, 349 (Del. Ch. 2000) (“If Unocal, before acting unilaterally, 

conducted the minority-focused analysis performed by the Committee, plaintiffs 

clearly would fail to show fraud or illegality.  That the Committee conducted the 

analysis in Unocal’s stead does not change the result.”). 

58  Id. at 348 (quoting Weinberger v. UOP, Inc., 457 A.2d 701, 710 (Del. 1983)). 

59  Id. at 355. 

60  Id.; but cf. infra note 66. 
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financial and business information necessary to inform stockholders about whether 

to seek appraisal, and does not deceive stockholders into relying primarily on the 

Special Committee.61    

Plaintiff attempts to distinguish this case from Unocal Exploration on the 

basis that the Unocal Exploration stockholders had the benefit of a financial advisor 

and a public, reporting company; thus, the stockholders had “all of the information 

they reasonably needed to reach their own conclusion about the utility of seeking 

appraisal.”62  Plaintiff contends that in the present case, “stockholders were 

considering the value of a thinly-traded, unlisted, non-reporting company,” did not 

have the benefit of a financial advisor’s valuation, and were forced to decide whether 

to seek appraisal based on “limited and incomplete public information.”63  But, the 

Notice does not mislead Plaintiff into believing the Special Committee relied on an 

outside valuation and explicitly states that no financial advisor was used.64  

                                              

 
61  See infra Section II.B.6; Notice 4-7, Ex. B. 

62  Pl.’s Answering Br. 25-26. 

63  Id. at 26.  

64  Notice 4.  In a short-form merger, there is no duty to provide a fairness opinion.  See 

Glassman v. Unocal Expl. Corp., 777 A.2d 242, 247-48 (Del. 2001) (“If, instead, 

the corporate fiduciary sets up negotiating committees, hires independent financial 

and legal experts, etc., then it will have lost the very benefit provided by the 

statute—a simple, fast and inexpensive process for accomplishing a merger.”). 
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Additionally, Plaintiff admits that there is enough public information to “indicate 

that the consideration may be inadequate,”65 and Plaintiff uses this information to 

determine he cannot trust the merger price.  Thus, stockholders have all the 

information necessary to decide whether to seek appraisal.66   

6. The Notice sufficiently discloses certain directors’ potential 

conflicts 

Plaintiff alleges that the Notice fails to disclose the identity of the directors 

and the director’s wife who participated in an $8 million note secured by a New 

York hotel, or what is expected to occur upon the note’s maturation.67  Plaintiff 

                                              

 
65  Pl.’s Answering Br. 26.  

66  Plaintiff cites Sonet v. Plum Creek Timber Co., L.P. as support for the proposition 

that disclosures regarding the independence of the Special Committee are material.  

1999 WL 160174 (Del. Ch. Mar. 18, 1999); Pl.’s Answering Br. 23-24.  But, unlike 

in the present case, Sonet involved a special committee (1) that did not actually 

negotiate with the general partner, (2) where certain members did not see the 

committee as a negotiating body, and (3) where representatives of the general 

partner sat in on every committee meeting.  Sonet, 1999 WL 160174, at *4, *6, *8.  

This was in direct contravention of the representations in the relevant disclosure 

documents, which explicitly stated that the committee “negotiate[d] solely on behalf 

of the Unitholders to mitigate the conflict of interest.”  Id. at *8.  Thus, the Court 

held the disclosures were materially misleading.  Id.  

67  Compl. ¶ 56.  The Notice states under a heading of “Transactions with Related 

Parties”: 

The Company has an $8 [million] participation in a note 

secured by a hotel in New York.  Also participating in this 

transaction is a group that includes the Company’s Board 

Chairman, the wife of the Company’s Board Chairman, two 

directors of the Company, the wife of one of the Directors, and 

the Company’s pension plan, which, as a group, hold a 62.5% 
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suggests that the two director participants in the note are members of the Special 

Committee, and thus, material information about their conflicts has not been 

disclosed. 

Plaintiff, however, ignores the immediately preceding paragraph contained in 

the “Transactions with Related Parties” section of the Notice, which discloses that 

Petrocelli’s wife, Lorber, Penner, and Penner’s wife own approximately eight 

percent of a limited liability corporation that owns two distribution centers leased to 

K-Mart.68  The Company also owns fifty percent of the limited liability 

corporation.69  The Special Committee’s members’ names are disclosed along with 

the potential conflicts.  The subsequent paragraph discussing the $8 million note 

does not disclose the specific participants in the note, presumably because the note 

does not involve Special Committee members.70  Further, as discussed above in 

Section II.B.5, potential conflicts regarding Lorber and Penner are disclosed, and 

                                              

 

interest.  The participation, which matures in November 2016, 

bears interest at 12.0% per annum payable monthly.   

Notice Ex. B, at F-17.  

68  Notice Ex. B, at F-17. 

69  Id. 

70  Defendants have offered to produce documents proving that the involved 

participants are inside directors and an inside director’s wife, “pursuant to an 

appropriate confidentiality agreement,” and thus, not material to the Special 

Committee’s independence.  See Defs.’ Reply Br. 28 n.12. 
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Plaintiff has knowledge of purported ties they had to Petrocelli.71  Plaintiff fails to 

allege how the inclusion of additional purported conflicts would alter the “total mix” 

of information provided.  Plaintiff also does not explain how information about the 

post-maturation expectations of the note are material to the decision of whether or 

not to seek appraisal in a short-form merger. 

III. CONCLUSION 

As Plaintiff has failed to allege fraud, illegality, or a disclosure violation, the 

sole remedy in challenging the short-form merger is appraisal.72  Thus, the motion 

to dismiss this class action complaint seeking a quasi-appraisal remedy is 

GRANTED.  

IT IS SO ORDERED.   

                                              

 
71  See supra Section II.B.5. 

72  Glassman v. Unocal Expl. Corp., 777 A.2d 242, 248 (Del. 2001). 
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This derivative action involves allegations that a board of directors improperly 

investigated and wrongfully refused to bring suit to recover up to $11.5 million, 

which was paid to the corporation’s former chairman and chief executive officer as 

part of a severance package and consulting agreement.  The defendant directors 

move to dismiss the derivative complaint under Court of Chancery Rule 23.1 for 

failure to allege wrongful demand refusal and Court of Chancery Rule 12(b)(6) for 

failure to state a claim.  I hold that the complaint does not adequately plead that 

demand was wrongfully refused and grant the motion to dismiss. 

I. BACKGROUND  

The facts outlined in this opinion derive from Plaintiff’s Verified Shareholder 

Derivative Complaint (the “Complaint”) and the documents attached to it.  

A. Parties 

Plaintiff Robert C. Andersen owns stock in nominal defendant Mattel, Inc., a 

Delaware corporation (“Mattel”).  Mattel designs, manufactures, and markets a 

range of toy products worldwide.  Its stock trades on the NASDAQ under the ticker 

symbol MAT. 

Defendants Christopher A. Sinclair, Michael J. Dolan, Trevor Edwards, 

Frances D. Fergusson, Ann Lewnes, Dominic Ng, Vasant M. Prabhu, Dean A. 

Scarborough, Dirk Van de Put, and Kathy White Loyd were the directors of Mattel 

at the time of Plaintiff’s Complaint (the “Director Defendants”). 
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Defendant Bryan Stockton was Mattel’s chief executive officer (“CEO”) 

beginning in 2012 and the chairman of the board beginning in 2013.  He ceased to 

hold those positions on January 25, 2015. 

Defendant Kevin Farr has served as Mattel’s Chief Financial Officer since 

2000. 

B. Facts 

On June 30, 2009, Stockton entered into a letter agreement with Mattel under 

which he became a participant in the Mattel Executive Severance Plan (the 

“Severance Plan”).  The Severance Plan entitles Stockton to severance benefits in 

the event that his departure from Mattel qualifies as a “Covered Termination.”  

Section 2(e) of the Severance Plan defines a Covered Termination as follows: 

“Covered Termination” shall mean that, at any time after 

a Participant’s Eligibility Date, either (i) the Participant 

has resigned from Mattel for Good Reason, or (ii) the 

Participant’s employment with Mattel is involuntarily 

terminated by Mattel without Cause.1 

Section 2(i) of the Severance Plan defines “Good Reason” as (1) a material 

diminution in Stockton’s duties, authority, or responsibility, (2) a material 

diminution in or failure to pay Stockton’s base salary, (3) a failure to make certain 

executive compensation plans available to Stockton, (4) a modification to the 

                                              
1  Compl. ¶ 62. 
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Severance Plan that is materially adverse to Stockton, or (5) the failure of a Mattel 

successor to assume the Severance Plan.2 

After two years of growth with Stockton as CEO, Mattel’s stock price dropped 

substantially in 2014.  On January 1, 2014, Mattel’s stock price closed at $47.39 per 

share.  By October 2, 2014, the stock price had fallen to $31.11 per share, and on 

October 16, 2014, Mattel announced that its net income for the third quarter of 2014 

decreased 21.5% from the prior year due to significantly lower demand for Barbie 

dolls.  On December 31, 2014, Mattel’s stock price closed at $30.95 per share.  In 

light of the poor performance, on January 25, 2015, Stockton ceased to be chairman 

and CEO of Mattel.  The next day, Mattel announced in a press release that Stockton 

had “resigned as Mattel’s Chairman and Chief Executive Officer and resigned from 

the Board of Directors.”3 

On April 9, 2015, Mattel filed and distributed its 2015 proxy statement.  The 

proxy statement stated that “[o]n January 25, 2015, Mr. Stockton ceased to be 

Chairman of the Board and CEO and his employment was terminated.  His 

termination of employment qualified as a termination by Mattel without cause under 

                                              
2  Id. ¶¶ 63, 66. 

3  Id. ¶ 54. 
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the Severance Plan, and he received severance benefits and payments.”4  As a result 

of Stockton’s separation from Mattel, he allegedly was paid $10 million under the 

Severance Plan.  The April 2015 proxy statement also revealed that Stockton would 

be paid $125,000 per month under a twelve-month consulting agreement with 

Mattel.5 

Because of the discrepancies in Mattel’s disclosures regarding whether 

Stockton resigned or was terminated, Plaintiff sent a demand letter to the board of 

directors on April 17, 2015.6  The letter demanded that the board: 

(i) undertake (or cause to be undertaken) an independent 

internal investigation into Management’s violations of 

California law, Delaware law, and/or federal law; (ii) 

commence a civil action against each member of 

Management to recover for the benefit of the Company the 

amount of damages sustained by the Company as a result 

of their breaches of fiduciary duties alleged herein; (iii) 

immediately terminate the Company’s Consulting 

Agreement with Stockton; (iv) attempt to “clawback” any 

severance-related benefits already provided to Stockton; 

and (v) enter into a “freeze” or standstill agreement with 

Stockton until the actions demanded in this letter have 

concluded.7 

                                              
4  Id. ¶ 6 (quoting Mattel Proxy Statement 85 (Apr. 9, 2015)) (internal quotation marks 

omitted). 

5  Id. ¶ 7. 

6  Id. Ex. A. 

7  Id. Ex. A, at 7. 
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On May 4, 2015, the Mattel board responded to Plaintiff’s demand through 

counsel and requested evidence of Plaintiff’s stock ownership in Mattel, which 

Plaintiff provided.8  On September 8, 2015, the board’s counsel sent a second letter 

stating that “the Board has unanimously determined to reject [the Demand]”9 (the 

“Refusal Letter”).  The Refusal Letter explained that “there is no evidence to support 

a claimed breach of fiduciary duties.”10  Further, it acknowledged that “Stockton did, 

in fact, resign from his positions at the company.”11  But because the public 

disclosures made clear that Stockton did not leave voluntarily, “the disclosures . . . 

concerning Bryan Stockton’s departure from the company were true and correct.”12  

The letter also stated that “the severance benefits paid to Stockton were validly owed 

to him”; “the consulting agreement . . . would allow for an amicable transition”; and 

“litigation would be a distraction for the Board and senior management and would 

likely have an adverse impact on Mattel’s business during a period in which Mattel 

is trying to navigate a turnaround.”13   

                                              
8  Id. ¶¶ 14-15, Ex. B. 

9  Id. Ex. C, at 1. 

10  Id. Ex. C, at 2. 

11  Id. 

12  Id. 

13  Id. Ex. C, at 2-3. 
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Plaintiff responded to the Refusal Letter on September 17, 2015, requesting 

the documents reviewed in Mattel’s internal investigation (or alternatively a list of 

the documents reviewed), a list of the individuals interviewed, any report that the 

board had produced, and any written summaries of the interviews.14  The board’s 

counsel responded on September 30, 2015, stating that counsel for the board 

“interviewed twenty-four people, including all of the current members of the board, 

the relevant current and former officers of the company, and the advisors who played 

a role in the underlying events.”15  According to the letter, the board’s counsel “also 

reviewed approximately 12,400 documents, including the relevant board materials” 

in the investigation.16  Mattel did not provide the requested documents or the report.  

C. Procedural History 

On December 15, 2015, Plaintiff filed the Complaint alleging three derivative 

claims.  Count I is a claim for breach of fiduciary duty against all Defendants; count 

II is a claim for unjust enrichment against Stockton; and count III is a claim for waste 

against the Director Defendants.  Plaintiff asserts that his demand was wrongfully 

refused, giving him standing to bring these derivative claims.  On March 24, 2016, 

Defendants moved to dismiss, arguing that the board’s demand refusal was a proper 

                                              
14  Id. Ex. D. 

15  Id. Ex. E. 

16  Id. 
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exercise of business judgment and that the Complaint fails to state a claim upon 

which relief can be granted.  Plaintiff opposed the motion to dismiss, and I heard 

oral argument on November 4, 2016. 

II. ANALYSIS 

A. Standard of Review 

A stockholder seeking to assert derivative claims on behalf of a Delaware 

corporation in this Court must satisfy the demand requirement in Court of Chancery 

Rule 23.1.  Rule 23.1 states that derivative complaints “shall . . . allege with 

particularity the efforts, if any, made by the plaintiff to obtain the action the plaintiff 

desires from the directors or comparable authority and the reasons for the plaintiff’s 

failure to obtain the action or for not making the effort.”17   

Where, as here, a plaintiff makes demand on the board of directors, the 

plaintiff concedes that the board is disinterested and independent for purposes of 

responding to the demand.18  “The effect of such concession is that the decision to 

refuse demand is treated as any other disinterested and independent decision of the 

                                              
17  Ct. Ch. R. 23.1. 

18  Ironworkers Dist. Council v. Andreotti et al., 2015 WL 2270673, at *24 (Del. Ch. 

May 8, 2015); see also Spiegel v. Buntrock, 571 A.2d 767, 775 (Del. 1990) (“By 

making a demand, a stockholder tacitly acknowledges the absence of facts to 

support a finding of futility.”). 
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board—it is subject to the business judgment rule.”19  Accordingly, the only issues 

the Court must examine in analyzing whether the board’s demand refusal was proper 

are “the good faith and reasonableness of its investigation.”20  This Court has 

recently reiterated the standard a plaintiff alleging wrongful demand refusal must 

meet as follows: 

[T]o survive a motion to dismiss under Rule 23.1 where 

demand has been made and refused, a plaintiff must allege 

particularized facts that raise a reasonable doubt that (1) 

the board’s decision to deny the demand was consistent 

with its duty of care to act on an informed basis, that is, 

was not grossly negligent; or (2) the board acted in good 

faith, consistent with its duty of loyalty. Otherwise, the 

decision of the board is entitled to deference as a valid 

exercise of its business judgment.21 

 

Further, Rule 23.1 requires plaintiffs to plead wrongful demand refusal allegations 

with particularized facts.  Thus, “[v]ague or conclusory allegations do not suffice, 

and this Court need not blindly accept as true all allegations, nor must it draw all 

inferences from them in plaintiff’s favor unless they are reasonable inferences.”22 

                                              
19  Spiegel, 571 A.2d at 775. 

20  Id. (quoting Levine v. Smith, 591 A.2d 194, 212 (Del. 1991), overruled on other 

grounds by Brehm v. Eisner, 746 A.2d 244 (Del. 2000)) (internal quotation marks 

omitted). 

21  Friedman v. Maffei, 2016 WL 1555331, at *9 (Del. Ch. Apr. 13, 2016) (quoting 

Ironworkers, 2015 WL 2270673, at *24) (internal quotation marks omitted). 

22  Id. (quoting Ironworkers, 2015 WL 2270673, at *25) (internal quotation marks 

omitted). 
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B. Plaintiff Fails to Plead Particularized Facts Alleging that the Board 

Was Grossly Negligent 
 

Plaintiff argues that the Mattel board conducted a grossly negligent 

investigation because Mattel kept the written report of its internal investigation 

secret, did not disclose the identities of the witnesses interviewed, and failed to create 

an independent committee to investigate the demand.23  In this case, these arguments 

fail to raise a reasonable inference that the board was grossly negligent. 

 1. Legal standard for finding gross negligence 

The gross negligence inquiry focuses on whether the board properly informed 

itself of material information reasonably available to it before refusing the demand.24  

A grossly negligent investigation is one where the board did not investigate at all or 

pursued “such an inadequate investigation, in light of the seriousness of the demand, 

that a court may reasonably infer a breach of the duty of care.”25  As the Court of 

                                              
23  Pl.’s Opp. Br. 24. 

24  See Smith v. Van Gorkom, 488 A.2d 858, 872-73 (Del. 1985) (“The [business 

judgment] rule itself ‘is a presumption that in making a business decision, the 

directors of a corporation 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.’ Thus, the party 

attacking a board decision as uninformed must rebut the presumption that its 

business judgment was an informed one. . . . We think the concept of gross 

negligence is also the proper standard for determining whether a business judgment 

reached by a board of directors was an informed one.” (quoting Aronson v. Lewis, 

473 A.2d 805, 812 (1984))). 

25  Ironworkers, 2015 WL 2270673, at *26. 
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Chancery stated in Levine v. Smith, “[w]hile a board of directors has a duty to act on 

an informed basis in responding to a demand . . . there is obviously no prescribed 

procedure that a board must follow.”26  

2. Plaintiff fails to raise a reasonable inference that the board 

was grossly negligent in refusing his demand 

 

Plaintiff does not allege particularized facts raising a reasonable inference that 

Defendants’ investigation was grossly negligent.  The Mattel board’s counsel 

interviewed “twenty-four people, including all of the current members of the board, 

the relevant current and former officers of the company, and the advisors who played 

a role in the underlying events.”27  Counsel also reviewed 12,400 documents in 

connection with the board’s consideration of Plaintiff’s demand.28  Thereafter, a 

report of findings was prepared, and the board reviewed and rejected the demand.  

Mattel did not provide its report when Plaintiff requested it, making it difficult for 

the Court to fully understand the scope of the board’s investigation.  But, Plaintiff 

was aware that he could have obtained the report through a Section 220 demand29 

and chose not to seek the report for strategic reasons.  Plaintiff believed that the 

                                              
26  Levine v. Smith, 591 A.2d 194, 214 (Del. 1991), overruled on other grounds by 

Brehm v. Eisner, 746 A.2d 244 (Del. 2000). 

27  Compl. Ex. E. 

28  Id. 

29  Pl.’s Opp. Br. 30 n.16; Oral Arg. Tr. 22-23.   
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Refusal Letter was inexplicable on its face and wanted to avoid a “trial . . . to prove 

something that is already readily apparent.”30  Plaintiff’s argument that the 

investigation was inadequate because the report was kept secret might carry more 

weight if Plaintiff had made a Section 220 demand.  “Instead, [Plaintiff] knowingly 

avoided accessing that source of potentially valuable information.”31  Plaintiff has 

not pled sufficient facts to reasonably infer gross negligence given the amount of 

effort that went into the board’s investigation and Plaintiff’s affirmative decision not 

to access additional information. 

Plaintiff’s argument that Mattel’s investigation was flawed because the board 

did not form a special committee also fails.  Through Plaintiff’s demand letter, 

                                              
30  Pl.’s Opp. Br. 30 n.16. 

31  Friedman v. Maffei, 2016 WL 1555331, at *16 (Del. Ch. Apr. 13, 2016).  These 

facts also serve to distinguish City of Orlando Police Pension Fund v. Page, 970 F. 

Supp. 2d 1022 (N.D. Cal. 2013).  In Page, the United States District Court for the 

Northern District of California relied heavily on the board’s failure to provide its 

report in holding that the board wrongfully refused demand.  Id. at 1030-32.  Here, 

Plaintiff’s letter requesting the report also requested all of the documents 

Defendants had reviewed, a list of all individuals Defendants had interviewed, and 

any written summaries of the interviews.  Compl. Ex. D.  Although counsel for 

Defendants conceded that Plaintiff could have obtained the report through a Section 

220 demand, Defendants declined to negotiate with Plaintiff over which documents 

to provide absent such a demand.  Id. Ex. E; Oral Arg. Tr. 47-48.  But, Plaintiff 

recognized that a Section 220 request was an available method for obtaining the 

report and chose not to pursue such an action for strategic reasons.  Pl.’s Opp. Br. 

30 n.16; Oral Arg. Tr. 22-23. 
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Plaintiff conceded that the board was independent at the time of the demand.32  

Plaintiff has not pled any facts suggesting that the board became interested or 

beholden to Stockton or acted without independence from Stockton such that an 

independent committee was necessary.33 

C. Plaintiff Fails to Plead Particularized Facts Alleging that the Board 

Acted in Bad Faith 
 

Plaintiff argues that the Mattel board’s demand refusal was in bad faith 

because it is inexplicable given the merits of Plaintiff’s claim.  The Refusal Letter 

states that Mattel’s disclosures were “true and correct,” but the disclosures allegedly 

were inconsistent: Mattel’s initial press release stated that Stockton “resigned,” and 

Mattel’s April 2015 proxy statement stated that Stockton was “terminated.”  

According to Plaintiff, those two disclosures cannot both be “true and correct.”  

                                              
32  Ironworkers Dist. Council v. Andreotti et al., 2015 WL 2270673, at *24 (Del. Ch. 

May 8, 2015). 

33  See Grimes v. Donald, 673 A.2d 1207, 1219 (Del. 1996), overruled on other 

grounds by Brehm v. Eisner, 746 A.2d 244 (Del. 2000) (“Simply because the 

composition of the board provides no basis ex ante for the stockholder to claim with 

particularity and consistently with Rule 11 that it is reasonable to doubt that a 

majority of the board is either interested or not independent, it does not necessarily 

follow ex post that the board in fact acted independently, disinterestedly or with due 

care in response to the demand.  A board or a committee of the board may appear 

to be independent, but may not always act independently.  If a demand is made and 

rejected, the board rejecting the demand is entitled to the presumption of the 

business judgment rule unless the stockholder can allege facts with particularity 

creating a reasonable doubt that the board is entitled to the benefit of the 

presumption.”). 



 

13 

Further, Plaintiff argues that the Refusal Letter’s acknowledgment that Stockton 

“resign[ed]”34 without stating that Stockton had a Good Reason suggests that 

Stockton’s resignation is not a Covered Termination, and the severance was so 

obviously wrongfully paid as to rise to the level of bad faith.  These arguments 

inappropriately focus on the merits of Plaintiff’s underlying claim and do not cast a 

reasonable doubt as to whether the Mattel board refused Plaintiff’s demand in good 

faith. 

 1. Legal standard for finding bad faith 

“Demonstrating that directors have breached their duty of loyalty by acting in 

bad faith goes far beyond showing a questionable or debatable decision on their 

part.”35  In order to adequately allege bad faith demand refusal, a complaint must 

plead particularized facts showing that “the directors . . . acted with scienter, i.e., 

with a motive to harm, or with indifference to harm that will necessarily result from 

the challenged decision—here, that decision being rejection of the Plaintiff’s 

demand.”36  The merits of the underlying claim are relevant “only for purposes of 

ascertaining whether the Board’s decision was ‘so inexplicable that a court may 

reasonably infer that the directors must have been acting for a purpose unaligned 

                                              
34  Compl. Ex. C, at 2. 

35  Ironworkers, 2015 WL 2270673, at *27. 

36  Id. 
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with the best interest of the corporation; that is, in bad faith.’”37  “Finally, the Court 

takes into account not only the defendants’ countervailing legal arguments, but also 

the other relevant factors considered by the board—e.g., whether the costs of 

pursuing the claims outweigh the expected recovery.”38     

2. Plaintiff fails to raise a reasonable inference that the board 

refused his demand in bad faith 

 

Plaintiff fails to allege particularized facts raising a reasonable inference that 

Defendants acted in bad faith.  In Friedman v. Maffei, a case with facts similar to 

this case, this Court held that a board of directors did not wrongfully refuse the 

plaintiff’s demand.  In Friedman, Dara Khosrowshahi was a director of TripAdvisor, 

Inc. (“TripAdvisor”) and a director and CEO of Expedia, Inc. (“Expedia”).39  

Khosrowshahi left the TripAdvisor board after Expedia completed an acquisition 

that caused TripAdvisor and Expedia to have competing interests.40  Khosrowshahi’s 

Restricted Stock Unit Agreement with TripAdvisor provided for immediate vesting 

of certain restricted stock units if “(i) [Khosrowshahi] incurs a termination of Service 

(other than a voluntary termination of Service) and (ii) there has not been a good 

                                              
37  Friedman v. Maffei, 2016 WL 1555331, at *9 (Del. Ch. Apr. 13, 2016) (quoting 

Ironworkers, 2015 WL 2270673, at *26) (internal quotation marks omitted). 

38  Id. at *12. 

39  Id. at *1. 

40  Id. at *4-5. 
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faith determination by a majority of the board of directors (other than 

[Khosrowshahi]) of the ultimate parent entity . . . of the existence of Cause . . . .”41  

After Khosrowshahi left the board, his restricted stock units became vested.  A 

TripAdvisor stockholder demanded that the board bring suit challenging the 

accelerated vesting of the restricted stock units, but the board refused to bring suit, 

prompting the stockholder to sue for wrongful demand refusal. 

The plaintiff in Friedman largely argued that the TripAdvisor board 

incorrectly determined that Khosrowshahi was terminated involuntarily and, thus, 

was entitled to the restricted stock units.42  This Court emphasized that “the pertinent 

reason to doubt is not doubt about the propriety of the underlying conduct, nor is it 

doubt about whether the Board, in rejecting the demand, made a wise decision; it is 

doubt about whether the Board’s action, wise or foolish, was taken in good faith.”43  

The Court held that the TripAdvisor board had not rejected the plaintiff’s demand in 

bad faith because the rejection was not inexplicable in light of Delaware case law 

                                              
41  Compl. Ex. 1, Friedman, 2016 WL 1555331 (C.A. No. 11105-VCMR) 

(TripAdvisor Restricted Stock Unit Agreement for Dara Khosrowshahi § 5(b) (Dec. 

20, 2011)). 

42  Friedman, 2016 WL 1555331, at *9. 

43  Id. at *14 (quoting Ironworkers, 2015 WL 2270673, at *26) (internal quotation 

marks omitted). 
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holding that a forced resignation is an involuntary termination.44  The Friedman 

Court also recognized the TripAdvisor board’s business considerations in refusing 

to bring suit, including the costs of bringing suit and the distraction that would result 

from litigation involving the company’s top executives.45 

Plaintiff argues that in this case, unlike in Friedman, the parties defined an 

involuntary resignation by contract through the definition of Good Reason.  He 

asserts that because Defendants do not contend that Stockton resigned for Good 

Reason, his “resign[ation]”46 was not involuntary, and Stockton was not entitled to 

the severance.47  But Plaintiff concedes that the Severance Plan actually does not 

define “involuntary resignation” or “involuntary termination.”  And Plaintiff has not 

identified any other provision in the Severance Plan that purportedly contracts 

around the Delaware case law holding that a forced resignation is an involuntary 

termination.48  Thus, the issue before the Mattel board was no different from 

                                              
44   Id. at *13 (citing Thompkins v. Franciscan Elder Care, 2008 WL 2602171, at *2 

(Del. Super. June 27, 2008); Kaminski v. Ann Taylor Loft, 2000 WL 33114360, at 

*3 (Del. Super. Oct. 27, 2000)). 

45  Id. at *15. 

46  Compl. Ex. C, at 2. 

47  Pl.’s Opp. Br. 28-29; Oral Arg. Tr. 40. 

48  See Friedman, 2016 WL 1555331, at *13; Thompkins, 2008 WL 2602171, at *2 

(finding that an employee was “constructively discharged” where he chose to resign 

when presented with the choice “of resigning as opposed to being terminated”); 

Kaminski, 2000 WL 33114360, at *3 (noting that “a constructive discharge by the 
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Friedman where this Court held that the board’s determination that Khosrowshahi 

did not leave voluntarily was not made in bad faith.49  “Even if I were to credit 

[Plaintiff’s] interpretation of the [Severance Plan] as the most reasonable 

interpretation, that would not suffice to find the [b]oard had wrongfully refused [the] 

demand.”50  Like in Friedman, “[t]he question is not whether the [b]oard’s 

conclusion was wrong; the question is whether the [b]oard intentionally acted in 

disregard of [Mattel’s] best interests in deciding not to pursue the litigation the 

Plaintiff demanded.”51  “[T]he fact that the [b]oard’s justifications for refusing [the] 

demand fall within ‘the bounds of reasonable judgment’ is fatal to [the] claim that 

                                              

employer” occurs if an employee is “given only the option of resigning or facing 

imminent termination”).  Plaintiff also fails to cite any contrary case law. 

49  Friedman, 2016 WL 1555331, at *13.  Plaintiff also attempts to distinguish 

Friedman by arguing that in Friedman, I “entertained the concept of an 

‘involuntary’ resignation because there was no contractual relationship between the 

director and the Company . . . coupled with the power of the Company and the 

controlling shareholder to remove the director at any time and for any reason under 

the bylaws.”  Pl.’s Opp. Br. 28.  That is not actually a distinction.  In this case, 

Stockton was entitled to severance under the Severance Plan if he was involuntarily 

terminated without cause—something the board had the power to do.  In Friedman, 

Khosrowshahi was entitled to the immediate vesting of his restricted stock units 

under the RSU Agreement in the same situation.  Friedman, 2016 WL 1555331, at 

*3.  

50  Friedman, 2016 WL 1555331, at *14. 

51  Id. at *15 (quoting Ironworkers, 2015 WL 2270673, at *32) (internal quotation 

marks omitted). 
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the refusal was made in bad faith.”52  As such, Plaintiff has not adequately pled that 

the Mattel board’s determination that Stockton’s “resign[ation]”53 “qualified as a 

termination by Mattel without cause under the Severance Plan”54 was inexplicable. 

In addition to addressing Plaintiff’s substantive claims, the Refusal Letter 

provides several other reasons why the board refused the demand.  The Refusal 

Letter, like the refusal letter in Friedman,55 cites the high cost of litigation.  It also 

explains that the board believed that this type of litigation would be an unnecessary 

distraction at a time when senior management was attempting to turn around the 

company’s performance and could have an adverse impact on executive recruitment 

and retention.56  Plaintiff thus fails to allege that the Mattel board improperly refused 

demand in this case, and the Complaint is dismissed under Rule 23.1.  Because all 

of Plaintiff’s claims are derivative and I grant Defendants’ Rule 23.1 motion to 

dismiss, their Rule 12(b)(6) motion to dismiss is moot. 

                                              
52  Id. (quoting Crescent/Mach I P’rs, L.P. v. Turner, 846 A.2d 963, 981 (Del. Ch. 

2000)). 

53  Compl. Ex. C, at 2. 

54  Id. ¶ 4 (quoting Mattel Proxy Statement 85 (Apr. 9, 2015)) (internal quotation marks 

omitted). 

55  See Friedman, 2016 WL 1555331, at *15. 

56  Compl. Ex. C, at 2-3. 
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III. CONCLUSION 

To summarize, I hereby GRANT Mattel’s motion to dismiss under Court of 

Chancery Rule 23.1 in light of Plaintiff’s failure to adequately plead improper 

demand refusal. 

IT IS SO ORDERED. 
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 In this action, a former stockholder of Solera Holdings, Inc. challenges a 

private equity firm’s acquisition of the company for $55.85 per share or a total of 

approximately $3.7 billion in a merger that closed in March 2016.  The transaction 

followed a sale process that involved the solicitation of numerous financial firms 

and strategic companies, and a go-shop designed to permit Solera to continue its 

discussions with an additional strategic company that surfaced during the solicitation 

period.  That company ultimately decided not to bid higher during the go-shop 

period, citing a decline in its stock price and volatility in the financing markets.   

The complaint asserts a single claim for breach of fiduciary duty against the 

eight members of Solera’s board who approved the transaction, seven of whom were 

outside directors.  The transaction did not involve a controlling stockholder, and the 

independence and disinterestedness of the outside directors has not been challenged 

seriously.  As such, plaintiff sensibly does not contend that the transaction is subject 

to entire fairness review, but does contend that it calls for enhanced scrutiny under 

Revlon and its progeny.  

Defendants have moved to dismiss the complaint for failure to state a claim 

for relief.  As explained below, I conclude based on longstanding doctrine reaffirmed 

in Corwin v. KKR Financial Holdings LLC that the Solera board’s decision to 

approve the transaction is subject to the business judgment presumption because, in 

a fully-informed and uncoerced vote, a disinterested majority of Solera’s 
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stockholders approved the merger, which offered them a 53% unaffected premium 

for their shares.  The complaint thus must be dismissed because it is not alleged that 

the board’s decision to approve the merger constituted waste.   

I. BACKGROUND 

Unless noted otherwise, the facts recited in this opinion come from the 

allegations of the Verified Consolidated Amended Complaint (the “Complaint”) and 

the documents incorporated therein. 

A. The Parties 

Solera Holdings, Inc. (“Solera” or the “Company”) is a provider of risk and 

asset management software and services to the automotive and property 

marketplace, including the global property and casualty insurance industry.  

Founded in 2005, Solera went public in May 2007.  As of October 26, 2015, Solera 

had approximately 67.2 million shares of common stock outstanding.  In March 

2016, Solera merged with an affiliate of Vista Equity Partners (“Vista”) in the 

transaction that is the subject of this action (the “Merger”). 

Plaintiff City of Warren Police and Fire Retirement System alleges it held 

shares of Solera common stock at all relevant times. 

The Complaint names as defendants the eight members of Solera’s board of 

directors during the sale process that led to the Merger.  Defendant Tony Aquila was 

Solera’s founder, President, CEO, and Chairman of the board.  Aquila was the only 
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management-director on Solera’s eight-member board.  Defendants Stuart J. 

Yarbrough, Thomas A. Dattilo, and Patrick D. Campbell served on the special 

committee the board formed in July 2015 to consider the Company’s strategic 

alternatives.  Datillo and Campbell also served on the board’s Compensation 

Committee, along with Thomas C. Wajnert. 

B. Solera Explores a Potential Sale 

Over a two-year period before May 2015, Aquila engaged in informal 

discussions with private equity firms regarding a potential go-private transaction.  

Through these discussions, Aquila allegedly learned that “although strategic 

acquirers were likely to pay more for the Company, only private equity buyers were 

likely to provide him post-merger employment and investment opportunities.”1   

On May 6, 2015, during a conference call after Solera released its third quarter 

report, Aquila made the following comment that allegedly put Solera in play:  “[W]e 

got the short game playing out there.  And we’ve got to thread the needle.  And the 

only other option to that is to go private.”2  After the call, Aquila had discussions 

with several private equity firms regarding a potential transaction. 

On July 19, 2015, Solera received a written indication of interest from a 

private equity firm (“Party A”) for an all-cash acquisition of the Company at a price 

                                           
1 Compl. ¶ 46. 

2 Compl. ¶ 49. 
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between $56 and $58 per share.  Party A confirmed that it would agree to provide 

continuing roles for Aquila and his management team after the proposed transaction.   

C. The Sale Process Starts 

On July 20, 2015, Solera’s board formed a special committee consisting of 

Yarbrough, Campbell, and Dattilo (the “Special Committee”) to consider the 

Company’s strategic alternatives.  Yarbrough was named Chairman of the Special 

Committee.  On July 25, 2015, the Special Committee engaged Centerview Partners 

LLC (“Centerview”) as its financial advisor. 

On July 30, 2015, Centerview provided the Special Committee with a list of 

potential private equity and strategic buyers.  The Special Committee instructed 

Centerview to contact six private equity firms and five strategic companies on the 

list, but excluded from this outreach effort a potential strategic buyer known as 

“Party B” because Party B was a competitor of the Company. 

Between August 1 and August 10, 2015, Solera entered into confidentiality 

agreements with Vista, Party A, and four other private equity firms—Parties C, D, 

E, and F.  These confidentiality agreements contained standstill provisions that 

terminated automatically upon Solera’s entry into a definitive agreement with 

respect to a sale transaction.  On August 10, 2015, Centerview instructed Vista and 

Parties A, C, D, and F to submit written indications of interest by August 17, 2015. 
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On August 11, 2015, the Special Committee met with Centerview, Sullivan & 

Cromwell LLP, and Richards, Layton & Finger, P.A. to discuss ways to obtain 

financing for the potential private equity buyers.  The Special Committee thereafter 

entered into confidentiality agreements with potential financing sources, including 

Goldman, Sachs & Co. and Koch Industries, and introduced Vista and Party A to 

potential financing partners.  By the end of the first week of August, some of the 

strategic companies Centerview had contacted had dropped out of the process 

because they were involved in other transactions. 

On August 17, 2015, Vista, Party A, and Party C submitted indications of 

interest to acquire Solera at $63 per share, $60 per share, and between $60 and $62 

per share, respectively.  Between August 18 and August 21, Solera entered into 

confidentiality agreements with Koch Equity Development, LLC, a subsidiary of 

Koch Industries, and three other potential financing sources. 

D. Party B Enters the Sale Process after a News Leak 

 

On August 19, 2015, Bloomberg published an article indicating that Solera 

was exploring a potential sale with private equity firms, which caused Solera to issue 

a press release the next day announcing that it was “exploring a variety of strategic 

alternatives.”3  Two days later, on August 21, Party B contacted Centerview 

                                           
3 Compl. ¶ 77. 
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indicating its interest in a potential transaction, which it expressed in writing the next 

day.    

From August 21 to August 23, Party B’s financial advisor indicated to 

Centerview that Party B would be able to offer a value in excess of the then-rumored 

highest bid of $63 per share.  On August 24, 2015, Party B signed a confidentiality 

agreement.  Around this time, the global equity markets declined sharply, with the 

MSCI Asia ex-Japan, MSCI Europe, and MSCI U.S. indices declining by 8.5%, 

8.7%, and 8.6%, respectively. 

On September 1, 2015, Party B submitted a written indication of interest to 

acquire the Company at a price between $55 and $58 per share consisting of 75% 

cash and 25% stock.  On the same day, the Special Committee sent a draft merger 

agreement to Party A and Vista.  On September 3, 2015, Party B submitted an 

increased offer at a price of $60 per share with an unspecified mix of consideration. 

E. The Board Approves the Merger with Vista 

On September 4, 2015, Vista submitted a reduced offer at a price of $55 per 

share and Party A submitted a reduced offer at a price of $56 per share.  Later that 

day, Centerview informed Vista that it would need to increase its price to at least 

$56 per share, which Vista agreed to do. 

On September 8, 2015, Party A confirmed its $56 per share offer.  That same 

day, Vista again reduced its offer, this time to $53 per share, which the Special 
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Committee stated was inadequate.  On September 11, 2015, Party A submitted a 

reduced offer at $54 per share and Vista submitted a revised offer at $55.85 per 

share.  On September 12, 2015, the Solera board unanimously approved a transaction 

whereby Vista would acquire the Company in a merger for $55.85 per share pursuant 

to an Agreement and Plan of Merger (the “Merger Agreement”).   

The Merger Agreement contained a 72-hour, renewing matching right 

provision that allowed Vista to match any offer, and a non-solicitation provision 

prohibiting the Company from soliciting any bidder other than Party B.  As to Party 

B, the Merger Agreement contained a go-shop provision permitting the Company to 

continue discussions with Party B for 28 days after the date of the Merger 

Agreement.  The Merger Agreement also contained a two-tiered termination fee 

provision designed to work in coordination with the go-shop provision.  In the first 

tier, Party B would be required to pay Vista a termination fee of $38.15 million 

(about 1 percent of the equity value of the Merger) and to reimburse up to $5 million 

of its expenses if the Company terminated the Merger Agreement within the 28-day 

go-shop period to enter into an alternative transaction with Party B.  In the second 

tier, any other successful bidder for the Company (or Party B if the Company did 

not terminate the Merger Agreement before the expiration of the 28-day go-shop) 

would be required to pay Vista a termination fee of $114.4 million (about 3 percent 

of the equity value of the Merger).   
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On September 13, 2015, Solera announced the Merger in a press release: 

Solera Holdings, Inc. . . . has entered into a definitive merger 

agreement . . . pursuant to which an affiliate of Vista Equity Partners . . . 

will acquire Solera in a transaction valued at approximately $6.5 

billion . . . including the existing net debt of Solera.  Other key investors 

include an affiliate of Koch Equity Development LLC . . . the 

investment and acquisition subsidiary of Koch Industries, Inc., and an 

affiliate of Goldman, Sachs & Co. 

 

Pursuant to the Merger Agreement, Vista will acquire 100% of the 

outstanding shares of Solera common stock for $55.85 per share in cash 

in the Merger.  The purchase price represents an unaffected premium 

of 53% over Solera’s closing share price of $36.39 on August 3, 2015.4 

 

After this announcement, Solera provided Party B with access to the electronic data 

room compiled for the other prospective bidders, but excluded Party B from 

reviewing certain documents that the Company deemed to be “highly competitively 

sensitive.”5 

On September 29, 2015, twelve days before the expiration of the 28-day go-

shop period, Party B’s financial advisor informed the Company that it would not 

submit a proposal to acquire the Company due to, among other things, “recent 

downward movements in Party B’s trading price and volatility in the financing 

markets.”6 

                                           
4 Compl. ¶ 121. (quoting press release). 

5 Compl. ¶ 122. 

6 Compl. ¶ 122 (quoting Proxy Statement). 
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F. The Compensation Committee Approves Certain Payments to 

Management During the Sale Process 

 

On August 11, 2015, in the midst of the sale process, the Special Committee 

discussed implementing a new management retention and compensation plan.  On 

August 13, 2015, the Special Committee referred this issue to the Compensation 

Committee, which consisted of three members, two of whom (Datillo and Campbell) 

served on the Special Committee.  Datillo was the chair of the Compensation 

Committee.  The third member of the Compensation Committee was Thomas C. 

Wajnert. 

On August 23, 2015, the Compensation Committee approved a retention plan 

that would pay an aggregate amount of $33 million to the Company’s management 

team (the “Retention Plan”).  Of the $33 million, Aquila was allocated $18 million, 

half of which was payable only upon the closing of a transaction, and the other half 

was due to be paid to him on August 22, 2016, even if the sale of the Company fell 

through.7  The Retention Plan also allocated $815,000 to Renato Giger, the 

Company’s Chief Financial Officer, and $3.5 million to Jason Brady, the Company’s 

Senior Vice President, General Counsel, and Secretary.  Both of these amounts were 

payable only upon the closing of a transaction.8 

                                           
7 Compl. ¶¶ 81, 84. 

8 Compl. ¶ 81. 
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On August 25, 2015, the Compensation Committee approved a $10 million 

special cash award to Aquila purportedly in recognition of Aquila’s “contributions 

during fiscal 2015 above and beyond [his] actual achievements measured against his 

Annual Business Incentive Plan performance objectives” (the “Special Cash 

Award”).9  Solera paid the Special Cash Award to Aquila on August 27, 2015.10 

The Complaint asserts that the $33 million Retention Plan “served no 

legitimate purpose” because there already were retention plans in place for Solera’s 

management, including Aquila, Giger, and Brady.11  In particular, the Company had 

granted various incentive awards to management in connection with “Mission 

2020,” a program that was established in August 2012 to grow the Company to $2 

billion in revenue and $800 million in Adjusted EBITDA by 2020.12  The Mission 

2020 awards consisted of time-based awards and performance-based awards, both 

of which had a strike price of $58.33.13   

Giger and Brady received “Mission 2020 Awards” in 2013 consisting of non-

vested stock options and, as of October 28, 2015, stood to receive significant benefits 

                                           
9 Compl. ¶ 92 (quoting Proxy Statement). 

10 Compl. ¶ 100. 

11 Compl. ¶ 82. 

12 Compl. ¶ 24.  Solera later raised the target to $840 million of Adjusted EBITDA in view 

of the strong financial performance of the Company.  Compl. ¶¶ 35, 54. 

13 Compl. ¶ 124. 
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from Mission 2020 awards they had received previously in the form of performance-

based restricted stock units (PSUs), restricted stock units (RSUs), and stock 

options.14  On March 9, 2015, separate from the Mission 2020 plan, the 

Compensation Committee awarded Aquila as a “retention award” shares of stock 

that would vest upon a merger having a current value of $3.5 million.15 

On December 8, 2015, at the same meeting at which Solera’s stockholders 

were asked to approve the Merger, the stockholders separately were asked to 

approve, on a non-binding advisory basis, compensation that would be paid to the 

Company’s named executive officers (Aquila, Giger, and Brady) in connection with 

the Merger, including the payments due under the Retention Plan.16  Solera’s 

stockholders rejected this proposal.  Because the stockholder vote was non-binding, 

plaintiff alleges (and defendants do not dispute) that Solera likely paid out the 

retention payments. 

                                           
14 Compl. ¶ 82 (“As of the filing of the Amended 10-K on October 28, 2015, the remaining 

balance Giger stood to receive after the first phase (the sooner of the end of fiscal year 

2017 or a merger) of 2020 awards was $1,563,797 in PSU awards, $781,899 in RSU awards 

and $781,899 in stock options. The remaining balance Brady stood to receive after the first 

phase is $995,149 in PSU awards, $497,546 in RSU awards and $497,546 in stock 

options.”). 

15 Compl. ¶ 82.   

16 Compl. ¶ 129. 
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G. Procedural History 

On September 21, 2015, Edward A. Braunstein, a Solera stockholder, filed an 

action in this Court seeking to enjoin the consummation of the proposed Merger.  On 

October 22, 2015, Braunstein filed an amended complaint, a motion for a 

preliminary injunction, and a motion for expedited proceedings. 

In support of his motion for expedited proceedings, Braunstein challenged the 

sale process, in particular with respect to how Party B was treated, and argued that 

Solera’s preliminary proxy statement, issued on October 5, 2015, was materially 

false and misleading in several respects.  On November 5, 2015, after briefing and 

argument, I denied the motion to expedite, finding that the sale process and 

disclosure claims Braunstein had advanced were not colorable.17 

On November 17, 2015, almost two weeks after the motion for expedited 

proceedings was denied in the Braunstein action, another stockholder of Solera—

City of Warren Police and Fire Retirement System—filed a separate complaint in 

connection with the proposed Merger.  On January 29, 2016, the Warren action was 

consolidated with the Braunstein action, and the City of Warren Police and Fire 

Retirement System was appointed as the lead plaintiff. 

                                           
17 Braunstein v. Aquila, C.A. No. 11524-CB, Transcript at 49-54 (Del. Ch. Nov. 5, 2015).   

The definitive proxy statement was issued before this hearing, on October 30, 2015. 
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On December 8, 2015, the stockholders of Solera voted to approve the 

Merger, which closed on March 3, 2016.18 

On March 23, 2016, plaintiff City of Warren Police and Fire Retirement 

System filed a Verified Consolidated Amended Complaint (as defined above, the 

“Complaint”) on behalf of a putative class of Solera’s common stockholders.  The 

Complaint asserts a single claim for breach of fiduciary duty against the eight 

members of Solera’s board who approved the Merger. 

On April 22, 2016, defendants moved to dismiss the Complaint under Court 

of Chancery Rule 12(b)(6) for failure to state a claim for relief.  Argument on this 

motion was heard on October 13, 2016. 

II. ANALYSIS 

This Court will grant a motion to dismiss under Court of Chancery Rule 

12(b)(6) only if the “plaintiff could not recover under any reasonably conceivable 

set of circumstances susceptible of proof.”19  In making this determination, the Court 

will “accept all well-pleaded allegations as true and draw all reasonable inferences 

in the plaintiff’s favor.”20  The Court is not required, however, to accept mere 

conclusory allegations as true or make inferences unsupported by well-pleaded 

                                           
18 Compl. ¶¶ 150-51. 

19 Cent. Mortg. Co. v. Morgan Stanley Mortg. Capital Hldgs. LLC, 27 A.3d 531, 536 (Del. 

2011). 

20 Norton v. K-Sea Transp. P’rs L.P., 67 A.3d 354, 360 (Del. 2013). 
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factual allegations.21  The Court also “is not required to accept every strained 

interpretation of the allegations proposed by the plaintiff.”22   

The Complaint asserts a single claim for breach of fiduciary duty against the 

eight members of Solera’s board concerning their approval of the Merger.  More 

specifically, the Complaint alleges that the defendants improperly favored the 

interests of Aquila and the Company’s management, failed to establish an effective 

Special Committee or to extract the highest price possible for the Company, 

implemented preclusive deal protection devices, and failed to disclose material 

information about the value of the Company’s stock.23   

Plaintiff does not assert that the Merger should be subject to entire fairness 

review, and no reason is apparent why it would be.  The Merger did not involve a 

controlling stockholder, and plaintiff does not assert that a majority of the eight 

members of Solera’s board, seven of whom were outside directors, were not 

independent or disinterested.24  Plaintiff instead argues that the board’s conduct of 

                                           
21 In re Lukens Inc. S’holders Litig., 757 A.2d 720, 727 (Del. Ch. 1999), aff’d sub nom. 

Walker v. Lukens, Inc., 757 A.2d 1278 (Del. 2000) (TABLE). 

22 In re Gen. Motors (Hughes) S’holders Litig., 897 A.2d 162, 168 (Del. 2006). 

23 Compl. ¶ 162 (a)-(e). 

24 Plaintiff’s counsel acknowledged during argument that they do not challenge the 

disinterestedness of the outside directors and that plaintiff’s only challenge to their 

independence concerns the management compensation decisions made during the sale 

process, which only involved the three members of the Compensation Committee.  Tr. Oral 

Arg. at 34-37 (Oct. 13, 2016).  See also Compl. ¶ 59 (challenging independence of 
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the sale process and decision to approve the Merger calls for enhanced scrutiny under 

Revlon and its progeny.25  But as our Supreme Court explained last year in Corwin 

v. KKR,26 Revlon was “primarily designed to give stockholders and the Court of 

Chancery the tool of injunctive relief to address important M&A decisions in real 

time, before closing,” and was not a tool “designed with post-closing money 

damages claims in mind.”27   

In the post-closing context, the Supreme Court held in Corwin that “when a 

transaction not subject to the entire fairness standard is approved by a fully informed, 

uncoerced vote of the disinterested stockholders, the business judgment rule 

applies.”28  This rule flows from our “long-standing policy . . . to avoid the 

                                           
Campbell and Datillo for approving additional compensation for management during the 

sale process).   

25 Revlon, Inc. v. MacAndrews & Forbes Hldgs., Inc., 506 A.2d 173, 182 (Del. 1986) 

(“[When] the break-up of the company [is] inevitable[,] . . . [t]he duty of the board . . . 

change[s] from the preservation of [the company] as a corporate entity to the maximization 

of the company’s value at a sale for the stockholders’ benefit.”). 

26 125 A.3d 304 (Del. 2015). 

27 Id. at 312. 

28 Id. at 308-09.  After carefully reviewing the context of this statement, Vice Chancellor 

Slights concluded in Larkin v. Shah that the Supreme Court did not intend to suggest that 

every form of transaction that otherwise may be subject to entire fairness review was 

exempt from the potential cleansing effect of stockholder approval, but that “the only 

transactions that are subject to entire fairness that cannot be cleansed by proper stockholder 

approval are those involving a controlling stockholder.”  Larkin v. Shah, 2016 WL 

4485447, at *10 (Del. Ch. Aug. 25, 2016); see also In re KKR Fin. Hldgs. LLC S’holder 

Litig., 101 A.3d 980, 1003 (Del. Ch. 2014) (“even if the plaintiffs had pled facts from 

which it was reasonably inferable that a majority of . . . directors were not independent, the 

business judgment standard of review still would apply to the merger because it was 
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uncertainties and costs of judicial second-guessing when the disinterested 

stockholders have had the free and informed chance to decide on the economic 

merits of a transaction for themselves.”29  More recently in Singh v. Attenborough, 

our Supreme Court further explained that:  “When the business judgment rule 

standard of review is invoked because of a vote, dismissal is typically the result.  

That is because the vestigial waste exception has long had little real-world relevance, 

because it has been understood that stockholders would be unlikely to approve a 

transaction that is wasteful.”30 

There is no dispute that a majority of Solera’s disinterested stockholders 

approved the Merger in an uncoerced vote after receiving a definitive proxy 

statement dated October 30, 2015 (the “Proxy Statement”).31  Plaintiff does not 

contend, furthermore, that the decision to approve the Merger was an act of waste.  

Thus, the threshold question that defendants’ motion to dismiss presents, which 

would be decisive to the resolution of the present motion if answered in the 

affirmative, is whether the Solera’s stockholders’ approval of the Merger was fully-

informed.  I turn to that question next. 

                                           
approved by a majority of the shares held by disinterested stockholders . . . in a vote that 

was fully informed.”).   

29 Id. at 313. 

30 Singh v. Attenborough, 137 A.3d 151, 151-52 (Del. 2016). 

31 Clark Aff. Ex. 2. 
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1. The Pleading Standard when the Cleansing Effect of a 

Stockholder Vote is Put at Issue 

 

 Before considering the merits of the specific disclosure issues in this case, I 

pause to address a question that was the point of some confusion in the parties’ 

presentations—how does the burden of proof operate when applying the standard-

shifting principles arising from a fully-informed, uncoerced vote of a majority of 

disinterested stockholders that the Supreme Court reaffirmed in Corwin?   

In 1999, Chancellor Chandler explained in Solomon v. Armstrong that the 

party bearing the burden of proof on disclosure issues varies depending on whether 

the issue arises as an affirmative claim or as part of a ratification defense: 

In their analyses of Delaware’s disclosure jurisprudence, there appears 

to be some dispute among the litigants over who bears the burden of 

proof on disclosure issues.  The answer is that it depends on which type 

of disclosure claim is made by whom.  As far as claims of material 

misstatements, omissions and coercion go, the law is clear that plaintiff 

bears the burden of proof that disclosure was inadequate, misleading, 

or coercive.  On the other hand, when it comes to claiming the 

sufficiency of disclosure and the concomitant legal effect of 

shareholder ratification after full disclosure (e.g., claim 

extinguishment, the retention of the business judgment rule 

presumptions, or the shift of the burden of proof of entire fairness from 

the defendant to the plaintiff) it is the defendant who bears the burden.32 

 

Later that year, Chief Justice Strine, writing as a Vice Chancellor, agreed in the 

Harbor Finance case that, when a board seeks “to obtain ‘ratification effect’ from a 

                                           
32 Solomon v. Armstrong, 747 A.2d 1098, 1128 (Del. Ch. 1999) (internal citations omitted). 
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stockholder vote,” the “burden to prove that the vote was fair, uncoerced, and fully 

informed falls squarely on the board.”33   

In deciding Corwin at the trial court level, I endorsed the same allocation of 

the burden of proof, holding that the burden to show the vote was fully-informed fell 

on the defendants asserting a “ratification” defense.34  Although the Supreme Court 

did not address the issue directly on appeal, it appeared to agree with this 

allocation,35 and later decisions of this Court have taken the same approach.36  To 

state that defendants bear the burden to establish that a vote is fully informed, 

                                           
33 Harbor Finance P’rs v. Huizenga, 751 A.2d 879, 899 (Del. Ch. 1999). 

34 KKR, 101 A.3d at 999 (“Defendants, who have asserted this defense, bear the burden of 

establishing that the 2014 Proxy disclosed all material facts.”).  I use the term “ratification” 

here to refer broadly to any approval by a majority of disinterested stockholders pursuant 

to a fully informed, uncoerced vote that could lead to a shift in the standard of review under 

Corwin, regardless of whether the vote was voluntary or statutorily required.  As I 

explained in KKR and the Supreme Court affirmed in Corwin, although there is precedent 

holding that the term “ratification” describes only a voluntary stockholder approval, the 

legal effect of a fully informed stockholder vote should be the same whether or not the vote 

was voluntary.  Id. at 1002-03. 

35 Corwin, 125 A.3d at 312 n.27 (quoting with approval the discussion in Harbor Finance 

concerning the allocation of the burden of proof).  

36 See, e.g., In re Volcano Corp. S’holder Litig., 143 A.3d 727, 748 (Del. Ch. 2016) 

(“Although a plaintiff generally bears the burden of proving a material deficiency when 

asserting a duty of disclosure claim, a defendant bears the burden of demonstrating that the 

stockholders were fully informed when relying on stockholder approval to cleanse a 

challenged transaction.”); In re Comverge, Inc. S’holders Litig., C.A. No. 7368-VCMR, at 

¶ 7 (Del. Ch. Oct. 31, 2016) (ORDER).   
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however, leaves open the question who has the burden to plead disclosure 

deficiencies in the first place to test whether the vote really was fully-informed.37   

It makes little sense in my view that defendants must bear this pleading burden 

for it would create an unworkable standard, putting a litigant in the proverbially 

impossible position of proving a negative.  Chief Justice Strine similarly recognized 

in Harbor Finance “the illogic of requiring the court and defendants to identify 

disclosure deficiencies not complained of by experienced plaintiffs’ lawyers.”38  It 

instead is far more sensible that a plaintiff challenging the decision to approve a 

transaction must first identify a deficiency in the operative disclosure document, at 

which point the burden would fall to defendants to establish that the alleged 

deficiency fails as a matter of law in order to secure the cleansing effect of the vote.39  

                                           
37 “Burden of pleading” is “[a] party’s duty to plead a matter in order for that matter to be 

heard in the lawsuit.”  Burden of Pleading, BLACK’S LAW DICTIONARY (10th ed. 2014).  

“Burden of proof,” on the other hand, refers to “[a] party’s duty to prove a disputed 

assertion or charge.” Burden of Proof, BLACK’S LAW DICTIONARY (10th ed. 2014).  Cf. 

Monroe County Employees’ Retire. Sys. v. Carlson, 2010 WL 2376890, at *2 (Del. Ch. 

June 7, 2010) (holding that although defendants bear the burden to prove the transaction is 

entirely fair, plaintiff must make factual allegations in the complaint that demonstrate the 

absence of fairness); Brader v. Allegheny Gen. Hosp., 64 F.3d 869, 876 (3d Cir. 1995) 

(holding that although the plaintiff satisfied his burden to plead an antitrust injury, the 

Court was making no determination as to whether the plaintiff would be able to satisfy his 

burden of proof in the post-pleading stage of litigation); 2 MCCORMICK ON EVID. § 337 

(2016) (“The burdens of pleading and proof with regard to most facts have been and should 

be assigned to the plaintiff,” but the burdens of proof “do not invariably follow the [burden 

of pleading].”).  

38 Harbor Finance P’rs, 751 A.2d at 891 n.36. 

39 In this regard, the Court may properly consider relevant portions of a proxy statement 

when analyzing disclosure issues, not to establish the truth of the matters asserted, but to 
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The logic of this approach is borne out by the reality that this is how ratification 

defenses in corporate sale transactions have been litigated in practice since Corwin 

was decided, including in this case.40   

Some have expressed concern about the fairness of requiring plaintiffs to 

plead disclosure deficiencies before obtaining discovery.41  The reality, however, is 

that plaintiffs must plead claims before receiving discovery in American civil 

litigation all the time.42  In the deal litigation context, moreover, plaintiffs may avail 

themselves of the relatively low pleading standard of “colorability” to obtain 

                                           
examine what was disclosed to the stockholders.  In re Santa Fe Pacific Corp. S’holder 

Litig., 669 A.2d 59, 69 (Del. 1995) (“It was certainly proper to consult the Joint Proxy to 

analyze the disclosure claim because the operative facts relating to such a claim perforce 

depend upon the language of the Joint Proxy. Thus, the document is used not to establish 

the truth of the statements therein, but to examine only what is disclosed.”). 

40 See, e.g., City of Miami Gen. Empls. v. Comstock, 2016 WL 4464156, at *10-16 (Del. 

Ch. Aug. 24, 2016) (plaintiff alleged seven categories of disclosure deficiencies in the 

proxy); Larkin, 2016 WL 4485447, at *20 (holding that plaintiffs conceded the vote was 

fully informed by failing to brief their disclosure claims); In re Om Gp., Inc. S’holders 

Litig., 2016 WL 5929951, at *12-17 (Del. Ch. Oct. 12, 2016) (plaintiffs seeking to avoid 

Corwin by arguing that the proxy was materially misleading in three specific respects); 

Volcano, 143 A.3d at 748-49 (plaintiffs arguing that the vote was not fully informed 

because of an alleged omission); Comverge, C.A. No. 7368-VCMR, at ¶ 6 (plaintiffs 

arguing that the stockholder vote was not fully informed by pointing to three alleged 

omissions in the company’s disclosure); Chester Cty. Ret. Sys. v. Collins, C.A. No. 12072-

VCL, at ¶ 10 (Del. Ch. Dec. 6, 2016) (ORDER) (“Because the plaintiff has not pled a viable 

disclosure claim, the business judgment rule applies.”). 

41 Tr. Oral Arg. at 30:11-22; 52:8-14 (Oct. 13, 2016). 

42 The ability to conduct a books and records inspection under 8 Del. C. § 220 functionally 

serves as an important exception in non-expedited stockholder litigation, but there is no 

indication in the record that the plaintiff here availed itself of that opportunity.  
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discovery in aid of disclosure claims before a stockholder vote,43 which is the 

preferred time to address such claims in order to afford remedial relief appropriate 

for genuine informational deficiencies.44  Here, to the credit of the plaintiff who filed 

the first case in this consolidated action, that course of action was pursued but he 

simply came up short in trying to identify a colorable disclosure claim. 

B. The Stockholder Vote Approving the Merger was Fully Informed 

 

Under Delaware law, when directors solicit stockholder action, they must 

“disclose fully and fairly all material information within the board’s control.”45  The 

essential inquiry is whether the alleged omission or misrepresentation is material.  

Delaware has adopted the standard of materiality used under federal securities laws.  

Under that standard, information is “not material simply because [it] might be 

helpful.”46  Rather, it is material only “if there is a substantial likelihood that a 

                                           
43 See Nguyen v. Barrett, 2016 WL 5404095, at *3 (Del. Ch. Sept. 28, 2016) (comparing 

the legal standards for evaluating disclosure claims pre-closing and post-closing). 

44 In re Transkaryotic Therapies, Inc., 954 A.2d 346, 360 (Del. Ch. 2008); Comstock, 2016 

WL 4464156, at *9; see also In re Staples, Inc. S’holders Litig., 792 A.2d 934, 960 (Del. 

Ch. 2001) (VC. Strine) (“Delaware case law recognizes that an after-the-fact damages case 

is not a precise or efficient method by which to remedy disclosure deficiencies.  A post-

hoc evaluation will necessarily require the court to speculate about the effect that certain 

deficiencies may have had on a stockholder vote and to award some less-than-scientifically 

quantified amount of money damages to rectify any perceived harm. . . . An injunctive 

remedy . . . specifically vindicates the stockholder right . . . to receive fair disclosure of the 

material facts necessary to cast a fully informed vote—in a manner that later monetary 

damages cannot and is therefore the preferred remedy, where practicable.”). 

45 Stroud v. Grace, 606 A.2d 75, 84 (Del. 1992). 

46 Skeen v. Jo-Ann Stores, Inc., 750 A.2d 1170, 1174 (Del. 2000). 
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reasonable shareholder would consider it important in deciding how to vote.”47  In 

other words, information is material if, from the perspective of a reasonable 

stockholder, there is a substantial likelihood that it “significantly alter[s] the ‘total 

mix’ of information made available.”48   

Although the materiality standard has been ingrained into the fabric of 

Delaware law for decades, plaintiff seizes on the Supreme Court’s use of the phrase 

“troubling facts” in Corwin to insinuate that defendants were obligated to disclose 

“all troubling facts regarding director behavior” irrespective of their materiality.49  I 

disagree.  The relevant sentence from Corwin makes clear that the Supreme Court 

did not establish a new standard for stockholder disclosure, but simply confirmed, 

consistent with existing precedent, that “troubling facts regarding director behavior 

. . . that would have been material to a voting stockholder” must be disclosed when 

seeking stockholder approval of a transaction.50   

In its Complaint, plaintiff asserted six categories of disclosure deficiencies,51 

a number of which I found not to be colorable in denying the motion for expedition 

                                           
47 Rosenblatt v. Getty Oil Co., 493 A.2d 929, 944 (Del. 1985) (adopting materiality standard 

of TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976)). 

48 Arnold v. Soc’y for Sav. Bancorp, 650 A.2d 1270, 1277 (Del. 1994). 

49 See Pl.’s Ans. Br. 7. 

50 Corwin, 125 A.3d at 312. 

51 Those categories consisted of (1) omissions regarding the alleged conflicts of the Special 

Committee, which plaintiff presses on this motion; (2) omissions regarding the alleged 

“specific benefits obtained by Aquila and Company management from Vista, including all 
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in the Braunstein action, and only one of which plaintiff addressed in its opposition 

brief.  The alleged disclosure deficiencies listed in the Complaint that plaintiff did 

not brief have been abandoned and are deemed waived.52  Plaintiff also asserted in 

its brief a new disclosure challenge that was absent from the Complaint.  After 

considering the only two disclosure allegations that plaintiff briefed, I conclude that 

both are without merit as a matter of law and thus defendants have established that 

the stockholder vote was fully informed. 

1. Disclosures Concerning the Alleged Conflicts of the Special 

Committee   

 

Plaintiff asserts that the Proxy Statement “omitted sufficient disclosures 

regarding the conflicts of the Special Committee, including the role of the Special 

Committee members in the Compensation Committee actions, especially with 

respect to the approval of the Retention Award and the Special Cash Award.”53  The 

only alleged conflict of the Special Committee plaintiff has identified is the fact that 

                                           
amounts received under the Merger-related compensation arrangements and any rollover 

and investment opportunities from Vista;” (3) omissions regarding the alleged “actual and 

potential conflicts of Centerview and Rothschild Inc.,” a financial advisor to Solera; (4) the 

alleged failure to disclose whether Party B was subject to a standstill; (5) alleged omissions 

and misrepresentations concerning Centerview’s fairness analyses; and (6) alleged 

omissions and misrepresentations concerning Solera’s financial projections.  Compl. ¶¶ 

138-41, 143-47. 

52 Emerald P’rs v. Berlin, 2003 WL 21003437, at *43 (Del. Ch. Apr. 28, 2003) (“It is 

settled Delaware law that a party waives an argument by not including it in its brief.”), 

aff’d, 840 A.2d 641 (Del. 2003) (TABLE). 

53 Compl. ¶ 138. 
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two members of the Special Committee also served on the Compensation 

Committee.54  I conclude that this information was disclosed adequately to Solera’s 

stockholders, and that the identity of the Compensation Committee members was 

not material to the stockholder vote on the Merger in any event. 

The Proxy Statement contained the following disclosure regarding the identity 

of the Special Committee members:  “[T]he board of directors formed the special 

committee, consisting of three independent and disinterested directors, to oversee a 

review of the Company’s strategic alternatives: Stuart J. Yarbrough (as chairman), 

Patrick D. Campbell and Thomas A. Dattilo.”55  The Proxy Statement also expressly 

incorporated by reference a Form 10-K/A filed just two days earlier.56  The Form 

10-K/A disclosed that the report on executive compensation recited therein had been 

prepared by the members of the Compensation Committee and then listed them by 

name as follows:  Thomas A. Dattilo, Pat Campbell, and Thomas C. Wajnert.57  

Under Delaware law, documents incorporated by reference into a disclosure 

statement may be considered disclosed.  In Orman v. Cullman, for example, the 

                                           
54 See Pl.’s Ans. Br. 7-10. 

55 Clark Aff. Ex. 2 (Proxy Statement) at 33. 

56 Clark Aff. Ex. 2 (Proxy Statement) at 110 (“We incorporate by reference the documents 

listed below . . . .”  The first one listed is the “Annual Report on Form 10-K for the fiscal 

year ended June 30, 2015 (filed with the SEC on August 31, 2015), as amended on October 

28, 2015.”). 

57 Clark Aff. Ex. 3 (Form 10-K/A) at 18. 
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Court dismissed a disclosure claim because the facts concerning the relevant 

director’s alleged self-interest were “sufficiently disclosed” in the Form 10–K and 

Form 10–K/A that were incorporated into the proxy statement by reference.58  

Similarly here, by expressly incorporating by reference a Form 10-K/A issued just 

two days earlier, the Proxy Statement provided sufficient disclosure to Solera’s 

stockholders regarding the identity of all of the members of both the Special 

Committee and the Compensation Committee before they were asked to vote to 

approve the Merger.  The Proxy Statement thus did inform them about “the role of 

the Special Committee members in the Compensation Committee actions.”59 

Despite the fact that the Proxy Statement and the Form 10-K/A incorporated 

therein listed by name the members of both the Special Committee and the 

Compensation Committee, plaintiff asserts that the following statement in the Proxy 

Statement created a false impression that the individuals involved in the sale process 

were not simultaneously deciding compensation issues:   

Also on August 13, 2015, the special committee determined, in light of 

the corporate governance considerations associated with the adoption 

of any management retention plan, that the evaluation of such a 

management retention plan should be conducted through the 

compensation committee of the board of directors.60 

                                           
58 Orman v. Cullman, 794 A.2d 5, 34-35 (Del. Ch. 2002); see also In re W. Nat’l Corp. 

S’holders Litig., 2000 WL 710192, at *28 (Del. Ch. May 22, 2000) (finding that proxy 

statement adequately disclosed litigation risk by incorporating SEC filings). 

59 Compl. ¶ 138. 

60 Clark Aff. Ex. 2 (Proxy Statement) at 36. 
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Even if a reasonable person might infer from this paragraph alone that the 

memberships of the Special Committee and the Compensation Committee did not 

overlap, that inference would not be material in my view for two reasons.  First, 

because the Proxy Statement and the Form 10-K/A incorporated therein fully 

disclosed the composition of both committees, this paragraph does not “significantly 

alter the ‘total mix’ of information made available.”61  Second, given that the Merger 

was approved unanimously by all eight members of Solera’s board, seven of whom 

were outside directors whose independence and disinterestedness is not 

meaningfully challenged,62 the fact that two members of the Special Committee also 

served on the Compensation Committee was immaterial in my view.   

2. Disclosures Concerning the “Purpose and Effect” of 

Certain Payments to Management  

 

Plaintiff argues that the Proxy Statement failed to disclose certain information 

bearing on the “purpose and effect” of (a) the payments made under the Retention 

Plan to Aquila and other members of management and (b) the Special Cash Award 

to Aquila, both of which were approved in August 2015, a few weeks before the 

Board approved the Merger.  

                                           
61 Arnold, 650 A.2d at 1277. 

62 See supra note 24.   
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 I note at the outset that plaintiff’s central grievance with these payments 

appears to focus more on their propriety than whether the material facts concerning 

them were fully disclosed to Solera’s stockholders when they were asked to approve 

the Merger.  Plaintiff argues, for example, that the board’s approval of payments 

conditioned on the sale of the Company “disincentivized management to wait and 

pursue the more valuable option of running the Company long-term” and “increased 

the incentive to sell.”63  Even if true, these criticisms bear on the substantive merits 

of the decision Solera’s outside directors made to award the compensation at issue.  

Insofar as disclosures to the stockholders are concerned, plaintiff takes issue with 

several aspects of the Proxy Statement, but fails to identify any material omission of 

fact, or any false or misleading statement contained therein. 

First, plaintiff argues that the Proxy Statement falsely stated that $33 million 

in payments under the Retention Plan where intended “‘to preserve the value of the 

Company’ and to ‘contribute towards the successful ongoing operations of the 

Company’s business’” because $24 million of these payments “were payable only if 

management completed a merger.”64  Cropped from plaintiff’s quotation of the 

Proxy Statement, however, is additional language that made clear that the payments 

under the Retention Plan were intended to serve a dual purpose, which included 

                                           
63 Pl.’s Ans. Br. 12-13.   

64 Id. at 11 (quoting Proxy Statement). 
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incentivizing management to continue their employment until the “completion of 

any strategic transaction involving the Company:”  

On August 23, 2015, the compensation committee of the board of 

directors held a meeting.  At the meeting, the compensation committee 

of the board of directors reviewed and approved the terms of a proposed 

retention and transaction success program with an aggregate payment 

amount of $33 million for certain members of Company management 

and key employees, which was designed to preserve the value of the 

Company and to provide an additional incentive for certain members 

of Company management and key employees to continue in 

employment and contribute towards the successful ongoing operations 

of the Company’s business and the completion of any strategic 

transaction involving the Company.65 

 

The Proxy Statement also itemized the specific amounts of the “retention awards” 

that Aquila, Giger, and Brady would receive “only if the merger is consummated” 

with the qualification that “50% of Mr. Aquila’s award is payable on the earlier of 

the consummation of the merger and August 22, 2016.”66  In short, the actual 

disclosure in the Proxy Statement concerning the directors’ reasons for approving 

the Retention Plan and the details of its operation undermine plaintiff’s 

characterization of these disclosures as “false.” 

Second, citing to the Form 10-K/A issued on October 28, 2015, plaintiff 

argues that the Proxy Statement did not disclose “that before the $24 million was 

granted, the Company’s compensation structure focused on incentivizing 

                                           
65 Clark Aff. Ex. 2 (Proxy Statement) at 37 (emphasis added). 

66 Clark Aff. Ex. 2 (Proxy Statement) at 69-70. 
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management to grow the business for the long-term benefit of shareholders.”67  As 

noted above, however, the Proxy Statement expressly incorporated by reference the 

Form 10-K/A cited by plaintiff, which explains the vesting features of the Mission 

2020 option awards, and the fact that none of them would trigger a payment in 

connection with the Merger because the option price exceeded the Merger price:   

In March 2013, we granted the Mission 2020 Awards to the 

NEOs.  The Mission 2020 Awards are highly performance-contingent, 

multi-year non-qualified stock options for our NEOs as an economic 

incentive to obtain for the Company and our stockholders each NEO’s 

long-term commitment and continued substantial efforts and 

contributions to both increased profitability and stockholder value 

creation during the first phase of Mission 2020.  Seventy percent of the 

Mission 2020 Awards are earned and vest only upon achievement of 

performance-based milestones (the “Performance-Based Awards”).  

Thirty percent of the Mission 2020 Awards vest on a time-based 

schedule (the “Time-Based Awards”). 

 

As of June 30, 2015, none of the Performance-Based Awards 

have been earned, and one-third of the Time-Based Awards have 

vested.  Upon the closing of the [Merger], all of the Mission 2020 

Awards will be canceled, and the NEOs will not receive any Merger 

consideration in connection with the Mission 2020 Awards as the 

exercise price per share ($58.33) exceeds the per share Merger 

consideration of $55.85.68  

  

Third, plaintiff quibbles about the alleged failure to disclose the reasons 

behind a supposed shift in Solera’s compensation strategy.  But as the above 

                                           
67 Pl.’s Ans. Br. 12. 

68 Clark Aff. Ex. 3 (Form 10-K/A) at 13-14.  The abbreviation “NEO” refers to the 

Company’s “named executive officers,” which were Aquila, Giger, and Brady during fiscal 

year 2015.  Id. at 6. 
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discussion reflects, the compensation plans were fully disclosed, and “asking why 

does not state a meritorious disclosure claim” under Delaware law.69 

Finally, plaintiff asserts that the Proxy Statement’s disclosure regarding the 

$10 million Special Cash Award to Aquila was misleading.  The relevant disclosure 

reads as follows: 

On August 25, 2015, the compensation committee of the board of 

directors approved a one-time, special cash award to Mr. Aquila in the 

amount of $10 million, which amount the Company paid to Mr. Aquila 

on August 27, 2015.  The special cash award recognizes Mr. Aquila’s 

contributions during fiscal year 2015 (including achievements 

commenced in fiscal year 2015 and completed in fiscal year 2016 year 

to date) above and beyond Mr. Aquila’s actual achievements measured 

against his individual performance objectives set forth in the 

Company’s fiscal year 2015 annual business incentive plan.  The 

special cash award did not relate in any way to the Company’s 

exploration of strategic alternatives, including the merger.  The 

Company publicly announced the approval and payment of the special 

cash award to Mr. Aquila on August 31, 2015.70 

 

According to plaintiff, this disclosure was misleading because it “suggested that 

[Aquila] had not already been compensated for his performance under the current 

incentive plans.”71  More specifically, plaintiff contends that certain of the 

achievements the Compensation Committee identified in determining the multiplier 

to apply to establish Aquila’s compensation under a different bonus plan (the 

                                           
69 In re Sauer-Danfoss Inc. S’holders Litig., 65 A.3d 1116, 1131 (Del. Ch. Apr. 29, 2011). 

70 Clark Aff. Ex. 2 (Proxy Statement) at 38. 

71 Pl.’s Ans. Br. 14. 
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“Annual Business Incentive Plan” or “ABIP”) for fiscal year 2015 are similar to 

those that were used for the Special Cash  Award.72    

 Plaintiff’s contentions concerning the Special Cash Award once again appear 

to reflect more a disagreement with the merits of the compensation decision than a 

genuine disclosure claim.  Plaintiff does not dispute that the Proxy Statement 

disclosed the amount, nature, and timing of the Special Cash Award.  Not only do I 

discern no disclosure deficiency regarding the Special Cash Award, the details 

concerning this payment were immaterial in my view to the stockholders in deciding 

whether to approve the Merger.  As I observed early in this case when denying the 

prior plaintiff’s motion for expedition, the Special Cash Award, which the Company 

paid out on August 27, 2015, logically had no impact on who the company was sold 

to because it had been paid and the money was out the door before final bids were 

submitted and the Merger Agreement was signed.73   

* * * * * 

For the reasons explained above, plaintiff’s disclosure challenges are without 

merit and defendants thus have sustained their burden to establish that the 

stockholder vote approving the Merger was fully informed. 

                                           
72 Id. at 14-15 (comparing factors considered in making ABIP payment for fiscal year 2015, 

as listed in the October 28, 2015 Form 10-K/A, with factors considered in granting the $10 

million Special Cash Award, as listed in the August 31, 2015 Form 8-K).  

73 Braunstein v. Aquila, C.A. No. 11524-CB, Transcript at 56:9-12. 
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C. The Business Judgment Rule Applies to the Board’s Approval of 

the Merger 

 

 Because the Merger was approved by a majority of Solera’s disinterested 

stockholders in a fully informed, uncoerced vote, the business judgment rule—and 

not enhanced scrutiny as plaintiff advocates—applies to the Solera board’s decision 

to approve the Merger, and the transaction may only be attacked on the ground of 

waste.  Since plaintiff does not assert that the board’s decision to approve the Merger 

amounted to waste, the Complaint must be dismissed for failure to state a claim for 

relief. 

III. CONCLUSION 

For the foregoing reasons, defendants’ motion to dismiss the Complaint with 

prejudice is GRANTED. 

IT IS SO ORDERED.  
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 On May 31, 2015, Apollo Global Management, LLC acquired all 

outstanding shares of OM Group, Inc. (“OM” or the “Company”) for $34 per share 

in cash.  OM stockholders approved the transaction at a special meeting on August 

10, 2015, by a margin of 10:1.  Within weeks of OM’s announcement of the 
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transaction, six separate complaints were filed in this Court on behalf of OM 

stockholders.  The operative Consolidated Amended Verified Class Action 

Complaint (the “Complaint”) alleged that the OM Board of Directors (the “Board”) 

rushed to sell OM in order to avoid a prolonged proxy fight with a shareholder 

activist and, in doing so, acted in a manner not consistent with maximizing present 

share value in violation of their fiduciary duties under Revlon.
1
  Defendants moved 

to dismiss the Complaint under Court of Chancery Rule 12(b)(6) for failing to state 

a claim upon which relief can be granted.  The Court granted the motion to dismiss 

by opinion and order dated October 12, 2016 (the “Opinion”).
2
  Plaintiffs have 

moved for reargument under Court of Chancery Rule 59(f) (the “Motion”).  For the 

reasons that follow, the Motion is denied. 

                                           
1
Revlon, Inc. v. MacAndrews & Forbes Hldgs., Inc., 506 A.2d 173 (Del. 1986); TW 

Servs., Inc. v. SWT Acq. Corp., 1989 WL 20290, at *7 (Del. Ch. Mar. 2, 1989) (“In 

settling on a sale of a company for cash, the board’s duty to shareholders is inconsistent 

with acts not designed to maximize present share value, acts which in other 

circumstances might be accounted for or justified by reference to the long run interests of 

shareholders.”).  

2
In re OM Gp. Inc. S’holders Litig., 2016 WL 5929951 (Del. Ch. Oct. 12, 2016).  
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As noted in the Opinion, the Complaint spun a narrative that the “OM Board 

rushed to sell OM on the cheap in order to avoid the embarrassment and 

aggravation of a prolonged proxy fight.”
3
  I characterized the narrative as 

“disquieting.”
4
  The questions raised by the Defendants’ motion to dismiss, inter 

alia, were whether the well-pled facts in the Complaint actually supported the 

narrative and whether, in any event, the uncoerced, fully informed vote of the 

disinterested OM stockholders to approve the transaction required the Court to 

review the Board’s conduct under the deferential business judgment rule.
5
  I did 

not address whether the Plaintiffs had pled a claim for breach of fiduciary duty 

                                           
3
 Opinion at *1.   

4
 Id. 

5
See In re KKR Fin. Hldgs. LLC S’holder Litig., 101 A.3d 980, 1001 (Del. Ch. 2014), 

aff’d sub nom., Corwin v. KKR Fin. Hldgs. LLC, 125 A.3d 304 (Del. 2015) (holding that 

when a transaction has been approved by a majority of the disinterested stockholders in a 

fully informed and uncoerced vote, the business judgment rule applies and “insulates the 

transaction from all attacks other than on the grounds of waste.”).  See also Chester Cty. 

Ret. Sys. v. Collins, C.A. No. 12072-VCL, at 2 (Del. Ch. Dec. 6, 2016) (ORDER) 

(“Because the merger received disinterested stockholder approval, the business judgment 

rule will apply and dismissal will result unless the plaintiff has “allege[d] that facts are 

missing from the [proxy] statement, identif[ied] those facts, state[d] why they meet the 

materiality standard and how the omission caused injury.”) (citing Malpiede v. Townson, 

780 A.2d 1075, 1087 (Del. 2001) (internal citation and quotations omitted)).     
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because I concluded that, based on the facts alleged in the Complaint, the 

Defendants had demonstrated that there was no reasonably conceivable basis upon 

which I could infer that the OM stockholder vote was coerced or uniformed.
6
  

Plaintiffs contend that this conclusion was the product of error and seek 

reargument. 

 The Court will deny a motion for reargument “unless the Court has 

overlooked a decision or principle of law that would have a controlling effect or 

the Court has misapprehended the law or the facts so that the outcome of the 

                                           
6
 Opinion at *18.  I note that the parties did not raise the burden of proof in briefing the 

motion to dismiss or at oral argument and, therefore, I did not address it expressly in the 

Opinion.  See Opinion at *12, n.60 (noting that the Court was addressing the disclosure 

allegations even though the Plaintiffs had abandoned their pre-closing disclosure claims 

since the Defendants had “invoked the Corwin doctrine”).  In any event, the burden is 

settled.  See In re KKR Fin. Hldgs., 101 A.3d at 999 (holding that defendants bear the 

burden of demonstrating fully informed stockholder approval).  Vice Chancellor Laster 

recently explained the practical effect of the defense burden on a motion to dismiss in the 

context of Corwin: “The idea . . . is the plaintiff has to plead something such that it is 

reasonably conceivable that a disclosure claim could exist, and then we go from there.  

So the plaintiff doesn’t have to show necessarily that there is something wrong with the 

disclosures or that it will prevail at trial, but the plaintiff has the initial burden of pleading 

something that shows that it is reasonably conceivable that the vote was not informed.”  

In re Columbia Pipeline Gp., Inc. S’holder Litig., C.A. No. 12152-VCL, at 23 (Del. Ch. 

Sept. 6, 2016) (TRANSCRIPT).    
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decision would be affected.”
7
  “Where the motion merely rehashes arguments 

already made by the parties and considered by the Court when reaching the 

decision from which reargument is sought, the motion must be denied.”
8
   

According to Plaintiffs, the Motion is grounded on the Court’s 

“misapprehension of a pleaded fact.”
9
  The Complaint identified several areas in 

which the Proxy,
10

 either by omission or misleading disclosure, allegedly 

undermined the validity of the stockholder vote approving the transaction.  I 

analyzed each of these disclosure allegations in the Opinion and concluded that 

none of the alleged disclosure deficiencies were material.
11

  Plaintiffs challenge 

                                           
 
7
 Stein v. Orloff, 1985 WL 21136, at *2 (Del. Ch. Sept. 26, 1985).  

8
 Wong v. USES Hldg. Corp., 2016 WL 1436594, at *1 (Del. Ch. Apr. 5, 2016) (citing 

Lewis v. Aronson, 1985 WL 21141, at *2 (Del. Ch. June 7, 1985)).  

9
 Pls.’ Mot. for Reargument (“Motion”) ¶ 1.  

10
 I adopt the abbreviation conventions utilized in the Opinion. 

11
 Opinion at *17. 
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this determination in one respect: “The disclosure issue in question for purposes of 

this motion concerns ‘the evolution of Deutsche Bank’s engagement.’”
12

   

 As characterized in the Motion, the Complaint alleged the following with 

respect to the engagement of Deutsche Bank as a second financial advisor to 

members of the OM Board in connection with the transaction: “(i) the independent 

directors decided to hire their own banker because of concerns that BNP Paribas 

(the banker first engaged to advise on the transaction) was conflicted due to its ties 

to management and a ‘management bias’ to sell OM to a private equity firm, (ii) 

the independent directors discussed an initial-stage retention of a second bank for 

advice on a flat-fee basis about whether to go forward with a sale process, with 

only the possibility that the second bank would be retained contingently for a 

                                           
12

 Motion ¶ 2 (citing Opinion at *11).  I note that, notwithstanding Plaintiffs’ indication at 

the outset of the Motion that they are challenging the Court’s interpretation of “a pleaded 

fact” regarding a single omitted disclosure, their identification of “the disclosure in 

question” as the “evolution of Deutsche Bank’s engagement,” and their singular focus on 

that omitted disclosure up to the final page of the Motion, Plaintiffs present a throwaway 

contention regarding the Court’s treatment of another disclosure issue in a single sentence 

within the final paragraph. See Motion ¶ 12. The argument is cryptic and appears to rely 

on arguments already advanced in response to the motion to dismiss.  It is not a proper 

argument on a Rule 59(f) motion.  Gore v. Al Jazeera Am. Hldgs. I, Inc., 2015 WL 

4778339, at *3 (Del. Ch. Aug. 13, 2015) (“A court will not grant a motion for reargument 

if the motion is merely a rehash of arguments already made.”).  
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second stage in the event it was determined to go forward with a sale of OM, (iii) 

OM’s CEO was ‘very resistant’ to the outside directors’ plan to hire a second bank, 

(iv) it is a mystery how Deutsche Bank ended up being retained on a contingent 

basis, and (v) the retention of Deutsche Bank on a contingent basis is something 

that the Board ‘did nothing to prevent’ and ‘allowed,’ not something that the Board 

consciously decided to do[.]”
13

  The Plaintiffs argue that the Court mistakenly 

assumed that the OM Board made the decision to convert Deutsche Bank’s fee 

arrangement from flat fee to contingency fee when, in fact, the alleged disclosure 

deficiency is the failure of the OM Board to explain how or why the fee 

arrangement was altered and who exactly approved the change. 

 The Opinion acknowledged that Plaintiffs were alleging that the Proxy 

“omitted information regarding the evolution of Deutsche Bank’s engagement” and 

that the “Proxy failed to disclose that the OM Board initially contemplated hiring 

Deutsche Bank on a flat fee basis but then inexplicably converted the engagement 

                                           
13

 Motion ¶ 4. 
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to a contingency fee arrangement.”
14

  Nevertheless, Plaintiffs contend that the 

Court did not appreciate the nuance of its disclosure theory with respect to 

Deutsche Bank fees because, contrary to the discussion of the claim in the Opinion, 

the Complaint did not plead, and the Proxy did not disclose, that the Board actually 

agreed to the contingency fee arrangement.  The argument is rejected for two 

reasons.   

 First, as Plaintiffs acknowledge, the Complaint alleged that the Board 

contemplated at the outset of the engagement of Deutsche Bank the “possibility 

that the second bank [Deutsche Bank] would be retained contingently for a second 

stage in the event it was determined to go forward with a sale of OM[.]”
15

  This is 

precisely what appears to have happened.  Whether the OM Board indicated its 

acceptance of the “second stage” contingency fee arrangement by express 

agreement or by acquiescence is of no material moment.
16

   

                                           
14

 Opinion at *11, *16. 

15
 Motion ¶ 4 (citing Complaint ¶¶ 57–61). 

16
 Opinion at *16–17. 
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 Second, by the time the fee arrangement was disclosed to stockholders in the 

Proxy, the Board had approved it one way or the other; the stockholders were told 

in no uncertain terms that the Company had approved an engagement letter 

whereby Deutsche Bank’s compensation was, in part, to be “contingent upon 

consummation of the merger.”
17

  The Opinion concluded, therefore, that the Proxy 

fully disclosed Deutsche Bank’s “incentives” and that further disclosure of the 

“OM Board’s thinking regarding the terms by which Deutsche Bank would be 

engaged . . . [would be] precisely the sort of ‘play-by-play’ information that this 

Court repeatedly has eschewed requiring companies to disclose.”
18

 

 Plaintiffs’ citations to RBC Capital Markets, LLC v. Jervis
19

 and In re El 

Paso Corp. S’holder Litig.
20

 for the proposition that “the retention of second bank 

on a contingent basis can be conflict-reinforcing, not cleansing” is not helpful 

                                           
17

 Opinion at *16 (quoting the Proxy at 47). 

18
 See Opinion at *17 (citing Dent v. Ramtron Int’l Corp., 2014 WL 2931180, at *15 

(Del. Ch. June 30, 2014)).  See also In re Sauer-Danfoss Inc. S’holders Litig., 65 A.3d 

1116, 1130 (Del. Ch. 2011) (noting that “Delaware law does not require that a fiduciary 

disclose its underlying reasons for acting”) (internal citations omitted). 

19
 129 A.3d 816 (Del. 2015). 

20
 41 A.3d 432 (Del. Ch. 2012). 
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here.
21

  The Supreme Court in RBC Capital Markets, LLC considered whether the 

engagement of a second investment bank that was engaged on a contingent fee 

basis would remedy the misconduct of the initially-engaged banker in connection 

with an aiding and abetting claim or would break the causal link between the first 

banker’s misconduct and the harm to Rural/Metro Corporation stockholders.
22

  In 

El Paso, the Court considered the extent to which the engagement of a second 

banker on a contingent fee basis would cleanse the conflict of interest of the banker 

initially engaged to advise the board on the challenged transaction.
23

  Neither 

decision addressed in a disclosure context whether stockholders had been 

adequately apprised of the circumstances pursuant to which the later-retained 

                                           
21

 Motion ¶ 9.  

22
 RBC Capital Markets, 129 A.3d at 864 n.188 (affirming decision after trial finding 

investment bank liable for aiding and abetting breaches of fiduciary duty). 

23
 In re El Paso Corp., 41 A.3d at 434, 452 (noting that contingent fee gave second 

banker “financial incentives” to “prefer” the deal endorsed by the initially-engaged, 

conflicted banker but ultimately denying a motion for preliminary injunction so that “the 

El Paso stockholders [would] not be deprived of the chance to decide for themselves 

about the Merger.”). 
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bankers were engaged or would be compensated, and neither involved the 

cleansing effect of a fully-informed stockholder vote under Corwin.   

 Here, Plaintiffs raised Deutsche Bank’s engagement and fee arrangement for 

one purpose—to argue that the Complaint pled facts upon which the Court could 

conclude that it was reasonably conceivable the OM stockholders were not fully 

informed when they voted overwhelmingly to approve the OM/Apollo merger.  I 

rejected that argument upon concluding that the Proxy adequately disclosed the 

circumstances surrounding the engagement of Deutsche Bank and that the 

omissions identified in the Complaint were not material.  Accordingly, “[h]aving 

determined that a majority of the disinterested, uncoerced and fully informed OM 

stockholders approved the merger, [I determined] that the standard of review 

[must] shift from enhanced scrutiny to the business judgment rule.”
24

  And, 

“[w]hen the business judgment rule standard of review is invoked because of a 

vote, dismissal typically is the result.”
25

 

                                           
24

 Opinion at *17 (internal citations omitted). 

25
 Id. 
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 Plaintiffs have failed to identify a fact the Court misapprehended such that 

the “outcome of the decision would be affected.”
26

  Accordingly, the Motion for 

Reargument must be DENIED.     

       Very truly yours, 

       /s/ Joseph R. Slights III  
 

       

                                           
26

 Wong, 2016 WL 1436594, at *1.   
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DAVIS, J. 

I.  INTRODUCTION 

This breach of contract case is assigned to the Complex Commercial Litigation Division 

of this Court.  Plaintiffs Arch Insurance Company, Liberty Mutual Insurance Company, 

Continental Casualty Insurance Company, Navigators Insurance Company, RSUI Indemnity 

Company, and Berkley Insurance Company (collectively, “Insurers”) are six excess insurance 

carriers.  The Insurers filed a declaratory judgment against Defendants David H. Murdock, C. 

Michael Carter (collectively with Mr. Murdock, the “Individual Defendants”), Dole Food 

Company, Inc. (“Dole”), and DFC Holdings, LLC (“DFC”).
1
  The Insurers seek a declaration 

that they do not have to fund an underlying settlement due to Defendants’ alleged fraud.  

Alternatively, the Insurers move to be allowed to subrogate against their insured pursuant to an 

exclusion provision contained in the relevant policies. 

II.  FACTUAL AND PROCEDURAL BACKGROUND
2
 

The Insurers belong to Dole’s overall package of Directors and Officers Liability 

insurance coverage.
3
  All are in excess of, and follow form to, Axis Insurance Company’s 

Primary Policy and two, non-party, excess carriers:  National Union Fire Insurance Company 

                                                           
1
 The Individual Defendants, Dole and DFC will be referred to collectively as the “Defendants.” 

2
 Unless otherwise indicated, the facts provided in this Opinion are the facts alleged in the Amended Complaint filed 

by the Insurers.  For purposes of Dole’s Motion (as defined below), the Court must view the Amended Complaint’s 

alleged facts in a light most favorable to the Insurers.  See, e.g., Cent. Mortg. Co. v. Morgan Stanley Mortg. Capital 

Holdings LLC, 27 A.3d 531, 536 (Del. 2011); Doe v. Cedars Acad., LLC, 2010 WL 5825343, at *3 (Del. Super. Oct. 

27, 2010). 
3
 Plaintiffs’ Amended Complaint for Declaratory Relief (“Pls.’ Compl.”) ¶ 21. 



3 

 

and Federal Insurance Company.
4
  The insurers and their contractual range of coverage are as 

follows:   

Insurer Limit of Liability 

AXIS $15 million primary excess of  

(“e/o”) $500,000 retention 

National Union $10 million e/o $15 million 

e/o $500,000 retention 

Federal $10 million e/o $25 million 

e/o $500,000 retention 

Arch $10 million e/o $35 million 

e/o $500,000 retention 

Liberty Mutual $10 million e/o $45 million 

e/o $500,000 retention 

Continental $10 million e/o $55 million 

e/o $500,000 retention 

Navigators $10 million e/o $65 million 

e/o $500,000 retention 

RSUI $10 million e/o $75 million 

e/o $500,000 retention 

Berkley $15 million e/o $85 million 

e/o $500,000 retention 

   

Mr. Murdock owned 40% of Dole’s stock and was its CEO.
5
  Mr. Carter was Dole’s 

president and CEO.
6
  In 2013, Mr. Murdock utilized DFC, a holding company, to acquire the 

remaining Dole stock and take it private.
7
  Mr. Murdock completed the acquisition in November 

2013.  Mr. Murdock paid shareholders $13.50/share.
8
  Thereafter, shareholders filed multiple 

lawsuits challenging the transaction’s fairness.
9
   

In In re Dole Food Company, Inc. Stockholder Litigation (the “Memorandum 

Opinion”),
10

 stockholders alleged Defendants engaged in a lengthy process that manipulated the 

                                                           
4
 Id. 

5
 Id. ¶ 14. 

6
 Id. ¶ 15. 

7
 Id. ¶ 17. 

8
 Id. ¶ 18. 

9
 Id. 

10
 C.A. No. 8703-VCL, 2015 WL 5052214, 2015 WL 5052214 (Del. Ch. Aug. 27, 2015) (a copy of which is 

attached to the Amended Complaint as Exhibit 1). 
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stock price so that Mr. Murdock could acquire the stock at a lower price.
11

  Vice Chancellor 

Laster, in his Memorandum Opinion, repeatedly cited to “fraud” and “fraudulent activity.”
12

  

Vice Chancellor Laster found breaches of the duty of loyalty, and assessed liability against Mr. 

Murdock, Mr. Carter, and DFC in the amount of $148,190,590.18.
13

 

On September 21, 2015, Dole’s “insurance recovery counsel” wrote to the Insurers.
14

  

The letter notified the Insurers that Dole was considering settlement and mediation.  It asked that 

the Insurers consider funding a settlement.  The Insurers all responded, citing various potential 

exclusions and requesting more information from Dole.
15

  On October 29, 2015, Dole 

responded.
16

  Dole disagreed with Federal’s reservations, and again demanded coverage for the 

underlying settlement.
17

 

On November 5, 2015, Dole signed a term sheet settling the underlying action.
18

  On 

December 7, 2015, the underlying parties signed a formal Stipulation and Agreement of 

Settlement (the “Settlement”)
19

  In lieu of an appeal, the parties settled for 100% plus interest.
20

  

Murdock agreed to pay the settlement on the Defendants’ behalf.
21

  Vice Chancellor Laster 

approved the settlement on February 10, 2016 (the “Order and Final Judgment”).
22

  The 

                                                           
11

 See Pls.’ Compl. ¶ 20.  See also In re Dole Food Co., Inc., 2015 WL 5052214, at *3-25. 
12

 Dole, 2015 WL 5052214 at *2 (“[W]hat the stockholder vote could not cleanse, and what even an arguably fair 

price does not immunize, is fraud.”); see also id. at *26 (“Carter engaged in fraud.”); id. (“Carter’s fraud tainted the 

approval of the Merger[.]”). 
13

 Id. at *47. 
14

 Pls.’ Compl. Ex. 11. 
15

 See id. Ex. 12 (Letter from Federal Insurance Company); Ex. 13 (Letter from Arch Insurance Company); Ex. 14 

(Letter from Liberty International Underwriters); Ex. 15 (Letter from Continental Insurance Company); Ex. 16 

(Letter from Navigators Insurance Company); Ex. 17 (Letter from RSUI Indemnity Company); Ex. 18 (Letter from 

Berkley Insurance Company). 
16

 Id. Ex. 19. 
17

 See id. 
18

 Id. Ex. 20. 
19

 Id. ¶ 57. 
20

 Transmittal Aff. of Mary F. Dugan, Esq. in Support of Reply Brief in Support of Rule 12(b)(6) Motion to Dismiss 

of David H. Murdock, C. Michael Carter and Dole Food Company, Inc.,  Ex. 3 (filed June 16, 2016). 
21

 Id. Ex. 1 at 15. 
22

 Id. Ex. 3 at 13 
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Settlement caused the Chancery Court action to be dismissed “with prejudice and in its 

entirety.”
23

  On February 26, 2016, Dole’s counsel wrote to the Insurers, seeking indemnification 

for the Settlement.
24

  The Court is not aware that any party took an appeal of the Order and Final 

Judgment. 

On January 13, 2016, prior to the Chancery Court’s approving the Settlement, the 

Insurers filed this Declaratory Judgment action.  The parties stipulated to dismiss the Insurers’ 

claims against DFC, because DFC, is not an insured under any of the policies.
25

  On April 8, 

2016, the Insurers filed their Amended Complaint for Declaratory Relief (the “Amended 

Complaint”) to allege facts regarding the stockholders’ settlement.
26

 

On April 28, 2016, Defendants filed their Opening Brief in Support of Rule 12(b)(6) 

Motion to Dismiss of David H. Murdock, C. Michael Carter, and Dole Food Company, Inc. 

(“Dole’s Motion”).  On June 1, 2016, the Insurers filed their Answering Brief of Plaintiff 

Insurers in Opposition to the Rule 12(b)(6) Motion to Dismiss of Defendants David H. Murdock, 

C. Michael Carter, and Dole Food Company, Inc. (the “Insurers’ Opposition”).  On June 16, 

2016, Defendants filed their Reply Brief in Support of Rule 12(b)(6) Motion to Dismiss of David 

H. Murdock, C. Michael Carter, and Dole Food Company, Inc. (“Dole’s Reply”). 

At oral argument, the Court requested supplemental briefing on Exclusion IV.A.6, an 

insurance provision that affects the Insurers’ claims.  On September 14, 2016, Defendants filed 

their The Insureds’ Supplemental Brief Regarding Exclusion IV.6 (“Dole’s Supplement”), and 

the Insurers filed their Post-Hearing Brief of Plaintiff Insurers on the Issue of Subsection 6 of the 

Primary Policy (“Insurer’s Supplement”).  On September 21, 2016, Defendants filed the 

                                                           
23

 Id. at 6. 
24

 Pls.’ Compl. ¶ 59. 
25

 See D.I. Nos. 17 and 22. 
26

 D. I. No. 29. 
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Insureds’ Response to the Insurers’ Post-Hearing Brief Regarding Exclusion IV.6 (“Dole’s 

Supplemental Opposition”), and the Insurers filed their Plaintiff Insurers’ Post-Hearing 

Answering Brief on the Issue of Subsection 6 of the Primary Policy (“Insurers’ Supplemental 

Opposition”). 

III.  PARTIES’ CONTENTIONS 

Defendants contend there is no controversy between (i) the Insurers and Mr. Carter and 

Dole regarding Count I, or (ii) the Insurers and Mr. Murdock and Mr. Carter regarding Count 

II.
27

  First, Defendants contend Vice Chancellor Laster approved the Settlement, which obligates 

only Mr. Murdock to fund the settlement.  As such, Mr. Carter and Dole are not seeking 

coverage from the Insurers.  Additionally, as the case is settled, Defendants claim there are no 

defense costs to seek from the Insurers because the other lower-tiered insurers advanced all 

defense costs. 

Defendants also contend that the Insurers may not subrogate against an individual insured 

as a matter of law.  Defendants argue that the Insurers refused to fund any amount of the 

settlement under the policy’s profit/financial gain exclusion.  If the Insurers’ argument prevails, 

therefore, there is nothing to pay.  If the Insurers’ argument fails, and the exclusion does not 

apply, then the policy clearly and expressly precludes subrogation.  Defendants rely on Primary 

Policy Section VIII.H, which provides that the Insurers will not exercise their right of 

subrogation “against an Insured Individual unless Exclusion IV.6 applies to such Insured 

Individual.
28

  

                                                           
27

 If the Court grants the motion in full, Murdock would remain a Count I Defendant.  Dole would remain a Count II 

Defendant. 
28

 Pls.’ Compl. Ex. 2 (Primary Policy Endorsement No. 3 at p. 11) (emphasis omitted). 
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In the Endorsement No. 3 to the Primary Policy, Exclusion IV.A.6 was replaced – 

Section V.6.
 29

  As replaced, Exclusion IV.A.6 reads as follows:  

The Insurer shall not be liable for Loss on account of any Claim: . . . based upon, 

arising out of or attributable to: 

 

a. Any profit, remuneration or financial advantage to which the Insured was 

not legally entitled; or  

 

b. Any willful violation of any statute or regulation or any deliberately 

criminal or fraudulent act, error or omission by the Insured; 

 

if established by a final and non-appealable adjudication adverse to such Insured 

in the underlying action.
30

 

 

The Insurers contend that they do not have to fund the Settlement as a matter of law.  The 

Insurers argue that Defendants’ alleged fraud in taking Dole private, as discussed at length in the 

Memorandum Opinion, excuses the Insurers’ duty to defend and indemnify.  Further, the 

Insurers claim that Defendants settled the underlying lawsuit with minimal to no input from the 

Insurers.  The Insurers describe the Settlement as a fait accompli.  The Insurers contend they 

have a right to consent to the Settlement.  The relevant policies provide:  

The Insureds shall not admit any liability, settle, offer to settle, stipulate to any 

judgment or otherwise assume any contractual obligation with regard to any 

Claim or Insured Inquiry without the Insurer’s prior written consent, which shall 

not be unreasonably withheld.
31

 

 

The Insurers allege that Defendants failed to get consent prior to settling. 

The Insurers also argue that they have a right of subrogation against Defendants as a 

matter of California law and pursuant to the profits/financial gain exclusion in the parties’ 

policies.  The Insurers contend that California law governs the parties’ policies under a 

Restatement (Second) Conflicts of Laws § 188 analysis. 

                                                           
29

 See Id. (Primary Policy Endorsement No. 3 at p. 7). 
30

 See Id. (emphasis omitted). 
31

 See Id. (Primary Policy Endorsement No. 3 at p. 8-9) (emphasis omitted). 
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IV.  STANDARD OF REVIEW 

Superior Court Civil Rule 12 (“Civil Rule 12”) governs motions to dismiss.
32

  Upon a 

motion to dismiss under Civil Rule 12(b)(6), the Court (i) accepts all well-pleaded factual 

allegations as true, (ii) accepts even vague allegations as well-pleaded if they give the opposing 

party notice of the claim, (iii) draws all reasonable inferences in favor of the non-moving party, 

and (iv) will only dismiss a case where the plaintiff would not be entitled to recover under any 

reasonably conceivable set of circumstances.
33

  However, the Court must “ignore conclusory 

allegations that lack specific supporting factual allegations.”
34

  In considering a motion to 

dismiss under Civil Rule 12(b)(6), the Court generally may not consider matters outside the 

complaint.
35

  However, documents that are integral to or incorporated by reference in the 

complaint may be considered.
36

  

V.  DISCUSSION 

A. COUNT I STATES A CLAIM UPON WHICH RELIEF COULD BE GRANTED 

The Court finds that, at this stage in the proceedings, there is an actual controversy 

between the Insurers and the Defendants.  For an “actual controversy” to exist, the following 

four conditions must be met: (1) there must be a controversy involving the rights or other legal 

relations of the party seeking declaratory relief; (2) there must be a controversy in which the 

claim of right or other legal interest is asserted against one who has an interest in contesting the 

claim; (3) the controversy must be between parties whose interests are real and adverse; (4) the 

issue involved in the controversy must be ripe for judicial determination.
37

 

                                                           
32

 Super. Ct. Civ. R. 12. 
33

 See Cent. Mortg. Co. v. Morgan Stanley Mortg. Capital Holdings LLC, 27 A.3d 531, 536 (Del. 2011); Doe v. 

Cedars Acad., LLC, 2010 WL 5825343, at *3 (Del. Super. October 27, 2010). 
34

 Ramunno v. Cawley, 705 A.2d 1029, 1034 (Del. 1998). 
35

 See Super. Ct. Civ. R. 12(b). 
36

 See In re Santa Fe Pac. Corp. S’holder Litig., 669 A.2d 59, 70 (Del. 1995). 
37

 XI Specialty Ins. Co. v. WMI Liquidating Trust, 93 A.3d 1208, 1217 (Del. 2014). 
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The Insurers have met all four necessary conditions to state a claim for declaratory relief.  

There is a controversy involving the rights of the party seeking declaratory relief.  Based on the 

allegations made in the Amended Complaint, the Insurers may be obligated to indemnify a 

portion of the $150 million Settlement.  Defendants provided the Insurers with the Memorandum 

Opinion and told the Insurers they were considering settlement.  According to the Amended 

Complaint, a letter was written by Dole’s representative asserting a potential indemnification for 

Dole, Mr. Murdock and Mr. Carter.
38

  Allegedly, with no input or consent, the Defendants 

settled.  Now, the Insurers may have to indemnify, in part or otherwise, certain of the Defendants 

in connection with the Settlement.     

Defendants have an interest in contesting the claim, regardless of who funded the 

Settlement.  The Insurers contend that they will not have to fund the Settlement or, in the 

alternative, can subrogate against the other insureds for their purported malfeasance.  The 

Insurers allege Defendants disregarded several policy provisions.  For example, the Insurers did 

not consent to the Settlement; Defendants simply handed the settlement terms to the Insurers as a 

fait accompli.
39

     

The parties’ interests are real and adverse.  As alleged in the Amended Complaint, 

Defendants are seeking coverage.  The Insurers contend they do not have a duty to indemnify 

Defendants or otherwise fund a settlement obtained by Defendants’ alleged fraud.  Moreover, 

this controversy is ripe for judicial determination.  Mr. Murdock has paid the Settlement.  

Defendants’ argument that the Insurers focus on the “Term Sheet” is misplaced.  The Defendants 

note that the reality is that Mr. Murdock paid the entire amount owed under the Settlement, and 

that Dole and Mr. Carter have not sought indemnification under the relevant policies.  

                                                           
38

 Pls.’ Compl. ¶ 45; See also id. Ex. 11. 
39

 Id. ¶ 51; See also id. Ex. 20. 
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Defendants’ contentions, at this stage of the proceedings, are misdirected.  The Court must 

proceed on the allegations made in the Amended Complaint.  The Amended Complaint pleads a 

scenario that demonstrates an actual controversy regarding indemnification.  The Court 

understands from counsel for Mr. Carter and Dole that these parties are not going to assert a 

claim for indemnification with respect to the settlement.  If true, the Court believes the Insurers, 

Dole, and Mr. Carter should be able to fashion some type of stipulation for the Court that would 

resolve Count I as it relates to Dole and Mr. Carter.  At this point, however, the Court finds that a 

controversy exists between the parties on the issue of indemnification.   

B. COUNT II IS DISMISSED FOR FAILING TO STATE A CLAIM UPON WHICH RELIEF COULD BE 

GRANTED 

 

1. EXCLUSION IV.A.6 

Insurance policies “are construed as a whole, to give effect to the parties’ intentions.”
40

  

In other words, the Court is to interpret the insurance policy through a reading of all of the 

relevant provisions of the contract as a whole, “and not on any single passage in isolation.”
41

  

Moreover, an interpretation that gives effect to all the terms of an insurance policy is preferable 

to any interpretation that would result in a conclusion that some terms are uselessly repetitive.
42

  

The Court is also to interpret an insurance policy in a manner that does not render any provisions 

“illusory or meaningless.”
43

   

                                                           
40

 AT&T Corp. v. Faraday Capital Ltd., 918 A.2d 1104, 1108 (Del. 2007).  See also AIU Insurance Co. v. Superior 

Court, 729 P.2d 1253, 1264 (Cal. 1990). 
41

 O’Brien v. Progressive Northern Ins., 785 A.2d 281, 287 (Del. 2001).  See also Safeco Ins. Co. of America v. 

Robert S., 28 P.3d 889, 894 (Cal. 2001) (“When reasonably practical, contracts are to be interpreted in a manner that 

makes them reasonable and capable of being carried in effect[.]”). 
42

 O’Brien, 785 A.2d at 287.  See also Safeco Ins. Co. of America, 28 P.3d at 894. 
43

 O’Brien, 785 A.2d at 287 (quoting from Sonitrol Holding Co. v. Marceau Investissements, 607 A.2d 1177, 1183 

(Del. Super. 1992)).  See also Safeco Ins. Co. of America, 28 P.3d at 894. 
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Where the language of an insurance policy is “clear and unambiguous, the parties’ intent 

is ascertained by giving the language its ordinary and usual meaning.”
44

  Ambiguous insurance 

policy language is construed in the insured’s favor – i.e., under the doctrine of contra 

proferentem, the language of an insurance policy must be construed most strongly against the 

insurance company that drafted the policy.
45

  This is because insurance contracts are contracts of 

adhesion.
46

  An insurance policy is ambiguous when the provisions at issue “are reasonably or 

fairly susceptible of different interpretations or may have two or more different meanings.”
47

  An 

insurance policy is not ambiguous merely because the parties do not agree on the proper 

construction.
48

 

Coverage language is interpreted broadly to protect the insured’s objectively reasonable 

expectations.
49

  Exclusionary clauses, on the other hand, are “accorded a strict and narrow 

construction.”
50

  Even so, courts will give effect to exclusionary language where it is found to be 

“specific,” “clear,” “plain,” “conspicuous” and “not contrary to public policy.”
 51

  The Court also 

recognizes that case law exists that permits judicial application of the reasonable expectation 

                                                           
44

 Faraday Capital Ltd., 918 A.2d at 1108.  See also AIU Insurance Co., 729 P.2d at 1264–65. 
45

 O’Brien, 785 A.2d at 288; see also Weiner v. Selective Way Ins. Co., 793 A.2d 434, 440 (Del. Super. 2002); AIU 

Insurance Co., 729 P.2d at 1264–65. 
46

 See State Farm Mut. Auto. Ins. Co. v. Johnson, 320 A.2d 345, 347 (Del. 1974) (holding that an insurance contract 

is “an adhesion contract, not a truly consensual agreement.”).  See also J.C. Penney Casualty Ins. Co. v. M.K., 804 

P.2d 689, 694, n. 9 (Cal. 1991) (“The premise of the strict-construction rule is that an insurance policy is an 

adhesion contract drafted by the insurer[.]”). 
47

 Weiner, 793 A.2d at 440.  See also Waller v. Truck Ins. Exchange, Inc., 900 P.2d 619, 627 (Cal. 1995). 
48

 O’Brien, 785 A.2d at 288.  See also Waller, 900 P.2d at 627 (“Courts will not strain to create an ambiguity where 

none exists.”). 
49

 AT&T Corp. v. Clarendon Am. Ins. Co., C.A. No. 04C-11-167(JRJ), 2006 WL 1382268, at *9 (Del. Super. April 

25, 2006), rev’d in part on other grounds, AT&T Corp. v. Faraday Capital Ltd., 918 A.2d 1104 (Del. 2007).  See 

also Safeco Ins. Co. of America, 28 P.3d at 893. 
50

 AT&T Corp., 2006 WL 1382268, at *9.  See also E.M.M.I. Inc. v. Zurich American Ins. Co., 84 P.3d 385, 389 

(Cal. 2004). 
51

 AT&T Corp., 2006 WL 1382268, at *9.  See also MacKinnon v. Truck Ins. Exchange, 73 P.3d 1205, 1213 (Cal. 

2003). 
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doctrine to fulfill an insured’s expectations even where those expectations contravene the 

unambiguous, plain meaning of exclusionary clauses.
 52

   

Exclusion IV.A.6, in relevant part, reads as follows: 

The Insurer shall not be liable for Loss on account of any Claim: . . . based upon, 

arising out of or attributable to: 

 

b. Any willful violation of any statute or regulation or any deliberately criminal or 

fraudulent act, error or omission by the Insured; 

 

if established by a final and non-appealable adjudication adverse to such Insured 

in the underlying action.
53

 

 

The language is not complicated.  If a deliberate act of fraud by an insured is determined through 

a final and non-appealable adjudication, the Insurer will not be responsible for any claim made 

by that insured relating to the adjudicated fraudulent act. 

The parties disagree on whether Exclusion IV.A.6 applies to the facts here.  If it applies, 

then the Insurers do not have to fund the settlement, and if it does not apply then subrogation is 

not available to the Insurers.  The Court does not find that the language of Exclusion IV.A.6 in 

this situation to be ambiguous.  The Memorandum Opinion, without more (i.e., a Chancery Rule 

54(b) entry of judgment or a Chancery Rule 58 order),
54

 was not a final and non-appealable 

adjudication adverse to such insured in the underlying action.  The only final and non-appealable 

adjudication in the Chancery Court action was the Order and Final Judgment.    Accordingly, 

Exclusion IV.A.6 does not apply to the facts of this case. 

The Court has reviewed the case law on this issue and agrees with the law, and the 

reasoning therein, cited by the Defendants.  In Atlantic Permanent Federal Savings & Loan 

                                                           
52

 AT&T Corp., 2006 WL 1382268, at *9, n. 123 (citing and reviewing cases that utilized the “reasonable 

expectation doctrine”). 
53

 Pls.’ Compl. Ex. 2 (Primary Policy Endorsement No. 3 at p. 7) (emphasis omitted). 
54

 Del. Ch. R. P. 54(b); Del. Ch. R. P. 58. 
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Ass’n v. American Casualty Co. of Reading, Pa.,
55

 the insured settled lawsuits alleging that it had 

engaged in fraudulent and deceptive sales tactics.  None of the lawsuits reached trial.  American 

Casualty denied coverage for the settlements, alleging they fell within a policy exclusion that 

barred coverage for any loss: 

brought about or contributed to by the dishonesty of the Directors or 

Officers. However, notwithstanding the foregoing, the Directors or 

Officers shall be protected under the terms of this policy . . . unless a 

judgment or other final adjudication thereof adverse to the Directors or 

Officers shall establish that acts of active and deliberate dishonesty 

committed by the Directors or Officers with actual dishonest purpose and 

intent were material to the cause of action so adjudicated.
56

  

 

 The insureds sued in District Court, and the District Court held that the policy language 

was inapplicable.  On appeal, the Fourth Circuit affirmed:  the exclusion did not apply because 

there had not been a final adjudication of deliberate conduct in the underlying action.
57

  

In PepsiCo, Inc. v. Continental Casualty Co.,
58

  the insured directors and officers settled 

a class action for purported securities violations and sought coverage from the D&O insurer.  

The insurer argued that the claim came within an exclusion that barred coverage for any 

payments “brought about or contributed to by the dishonesty of the Directors or Officers.”
59

  The 

policy provided, however, that it would cover the costs of defending the directors and officers 

against alleged dishonesty “unless a judgment or other final adjudication thereof adverse to the 

directors and officers shall establish that acts of active and deliberate dishonesty committed by 

the Directors and Officers with actual dishonest purpose and intent were material to the cause of 

action so adjudicated.”
60

   

                                                           
55

 839 F.2d 212 (4th Cir. 1988). 
56

 Id. at 217 n.6. 
57

 Id. at 217. 
58

 640 F. Supp. 656, 660 (S.D.N.Y. 1986) 
59

 Id. at 659. 
60

 Id. 
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The court found that this exclusion did not apply because there was no final adjudication 

that the directors and officers were dishonest.  The class action claims were dismissed with 

prejudice, and the SEC investigation resulted in charges against PepsiCo, not the directors or 

officers.
61

  The court found that the insurer could not put the directors and officers on trial in the 

coverage litigation.
62

   

In National Union Fire Insurance Co. of Pittsburgh, Pa. v. Continental Illinois Corp.,
63

 

the policies excluded coverage for claims brought about by the insureds’ dishonest acts if “a 

judgment or other final adjudication thereof adverse to the insureds shall establish that acts of 

active and deliberate dishonesty committed by the insureds with actual dishonest purpose and 

intent were material to the cause of action so adjudicated.”
64

  At the time of the coverage 

litigation, the insureds contended, and the insurers admitted, that the lawsuits at issue had either 

settled without any adjudication or admission of wrongdoing by the insureds or were still 

pending.
65

  As such, the exclusion did not apply.  The court stated that the insureds’ reading was 

“supported [] by the literal Policy language [and] by cases interpreting very similar policy 

language.”
66

   

This Court followed PepsiCo in AT&T v. Clarendon America Insurance Co.
67

  In AT&T, 

the insureds had been sued in shareholder class action lawsuits alleging that they had made false 

and misleading statements.  While the case was in trial, AT&T settled.
68

  Trial immediately 

stopped, and the jury was dismissed before it reached a verdict.
69

  The court approved the 

                                                           
61

 Id. at 660. 
62

 Id.  
63

 666 F. Supp. 1180 (N.D. Ill. 1987). 
64

 Id. at 1197. 
65

 Id.  
66

 Id. at 1197–98. 
67

 2008 WL 2583007 (Del. Super. Jun. 25, 2008) . 
68

 Id. at *2 (emphasis added). 
69

 Id. (emphasis added). 
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settlement and entered a final judgment, dismissing the case with prejudice.
70

  The court did not 

hold, nor did a jury find, that AT&T engaged in any deliberate dishonest, fraudulent or criminal 

act or omission.
71

 

The insurer denied coverage for the settlement, citing a fraud exclusion.
72

  The policy's 

fraud exclusion states that the insurer did not have to pay any claim: 

brought about or contributed to in fact by any deliberate dishonest, 

fraudulent or criminal act or omission, or any personal profit or advantage 

gained by any of the Directors and Officers to which they were not legally 

entitled and providing any such finding is material to the cause of action 

so adjudicated.
73

 

 

The court disagreed, holding that the exclusion did not bar coverage for dishonest or fraudulent 

acts “unless (1) there is a ‘finding’ that such acts occurred, and (2) that such a finding is 

‘material’ to the cause of action being adjudicated.”
74

  The court found that the settlement was 

not an adjudication.
75

   

The Defendants’ cited cases all involve instances of settlements occurring before or 

during trial, before a matter is finalized for appeal.  However, the rationale in these decisions 

applies here.  The Memorandum Opinion, outlining the Defendants’ misconduct – was a step 

towards a final adjudication.  That decision alone was not final and was not appealable.  What is 

necessary is a judgment (by way of an “order”) on all or some of the claims raised by the 

litigants that could have been appealable.
76

  The reality is that before any judgment was entered 

                                                           
70

 Id. at *3. 
71

 Id. 
72

 Id.  
73

 Id. at *2. 
74

 Id. at *6 (emphasis in original). 
75

 Id. at *7 (“[T]he settlement of the Common Stock Litigation did not ‘adjudicate’ anything.  A settlement is a 

settlement.”). 
76

 Del. Ch. R. P. 58 (“The order of the Court shall constitute the judgment of the Court”); Del. Ch. R. P. 54; see also 

Tang Capital Partners, LP v. Norton, C.A. No. 7476-VCG, 2012 WL 3776669, at *1, (Del. Ch. Aug. 31, 2012) 

(opinion without Rule 54(b) determination did not constitute a judgment upon which an appeal could proceed). 
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by Vice Chancellor Laster, the Defendants settled the case and had it dismissed through the 

Order and Final Judgment.   

This Court acknowledges that the Settlement and the ensuing Order and Final Judgment 

entered by the Chancery Court are carefully crafted to mitigate the findings in the Memorandum 

Opinion.  The Defendants could have done that to maintain insurance coverage or for a number 

of other reasons.  While this Court does believe that Vice Chancellor Laster did make findings 

that some of the Defendants (DFC, Mr. Murdock, and Mr. Carter) committed fraudulent acts, the 

Memorandum Opinion was not a final and non-appealable adjudication.  The express language 

contained in the Memorandum Opinion supports this conclusion.  The Memorandum Opinion 

provides: 

[Mr.] Murdock, his entity DFC [ ], and Mr. Carter are liable for breaches of their 

duty of loyalty in the amount of $148,190,590.18.  DeLorenzo and Deutsche Bank 

are not liable to the plaintiffs.  The parties will confer and advise the court as to 

any issues that remain to be addressed.
77

 

 

This language clearly shows that issues remained outstanding in the litigation and that the 

Memorandum Opinion was, at best, interlocutory. 

If the Memorandum Opinion were final, there would need to be a docket entry showing 

the entry of an order in connection with that opinion.  There is none.  Moreover, if it were final, 

the Order and Final Judgment would have had to vacate the Memorandum Opinion and it does 

not.   

As such, the Court finds that the plain, unambiguous language of Exclusion IV.A.6 

means that this exclusion does not apply because (i) the Memorandum Opinion does not 

constitute a final and non-appealable adjudication and (ii) the Settlement and Order and Final 

Judgment do not make findings regarding fraudulent acts by an insured.   

                                                           
77

 In re Dole Food Co., Inc., 2015 WL 5052214, at *47. 



17 

 

2. SUBROGATION 

For any choice of law analysis, the Court must “compare the laws of the competing 

jurisdictions to determine whether the laws actually conflict.”
78

  If no conflict of law between the 

competing jurisdictions exists, there is a “false conflict” and the Court must avoid a choice of 

law analysis entirely.
79

   

In California, “an insurer cannot bring a subrogation action against its own insured.”
80

  In 

Delaware, no right of subrogation exists for the insurer against the insured, co-insured, or the 

wrongdoer if they are an insured under the policy.
81

  No choice of law analysis is needed because 

the result is the same. 

The Insurers cannot subrogate against their insureds, i.e., the Defendants, under Delaware 

or California law.  Section VIII.H provides that the Insurers will not exercise their right of 

subrogation against an “Insured Individual” unless Exclusion IV.A.6 applies.  According to the 

Policy, the Insurers are not required to indemnify under Exclusion IV.A.6 if it applies.  As 

discussed above, Exclusion IV.A.6 does not apply here.   

  

                                                           
78

 Mills Ltd. Partnership v. Liberty Mut. Ins. Co., 2010 WL 8250837, at *4 (quoting Penn. Employee, Benefit Trust 

Fund v. Zeneca, Inc., 710 F.Supp.2d 458, 466 (D. Del. 2010) (forecasting that Delaware courts would require the 

existence of an actual conflict before embarking on a conflict of laws analysis)). 
79

 Deuley v. DynCorp Int’l., Inc., 8 A.3d 1156, 1161 (Del. 2010). 
80

 State Farm Gen. Ins. Co. v. Wells Fargo Bank, N.A., 143 Cal. App. 4
th

 1098, 1106 (2006). 
81

 Lexington Ins. Co. v. Raboin, 712 A.2d 1011, 1015 (Del. Super. 1998), aff’d, 723 A.2d 397 (Del. 1998). 
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CONCLUSION 

For the foregoing reasons, Defendants’ Motion to Dismiss is GRANTED in part and 

DENIED in part.  There is a valid controversy between the Insurers and the Defendants 

regarding the settlement.  The Insurers, however, are barred as a matter of law from subrogating 

against their Insureds. 

 IT IS SO ORDERED. 

 

       /s/ Eric M. Davis   

       Eric M. Davis, Judge 
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QUESTIONS PRESENTED 

This case presents two questions about whether, 
under American Pipe & Construction Co. v. Utah, 414 
U.S. 538, 554 (1974), a member of a putative damages 
class can opt out of the class action and pursue its 
individual claims if the class action was timely, but 
the individual class member’s complaint was filed 
more than three years after the offending conduct 
such that it could arguably be barred by a three-year 
statute of repose.  The Second Circuit affirmed the 
dismissal of petitioner’s claims as untimely, applying 
circuit precedent from a case in which this Court 
granted certiorari but did not reach the merits 
because the case settled.  See Police & Fire Ret. Sys. 
of Detroit v. IndyMac MBS, Inc., 721 F.3d 95 (2d Cir. 
2013), cert. granted sub nom., Pub. Emps.’ Ret. Sys. of 
Miss. v. IndyMac MBS, Inc., 134 S. Ct. 1515 (2014), 
cert. dismissed as improvidently granted, 135 S. Ct. 
42 (2014).  Here, the court of appeals acknowledged a 
circuit split, and stated that “the Supreme Court is in 
the best position to resolve” these questions, which 
“implicate[] the very nature of American Pipe tolling.” 

The Questions Presented are: 

1. Does the filing of a putative class action 
serve, under the American Pipe rule, to satisfy the 
three-year time limitation in Section 13 of the 
Securities Act with respect to the claims of putative 
class members? (Question granted in IndyMac) 

2. May a member of a timely filed putative 
class action file an individual suit on the same causes 
of action before class certification is decided, 
notwithstanding the expiration of the relevant time 
limitations? 
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Young, LLP, Brian M. Clarkson, Michael Kanef, 
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Global Markets Inc., RBC Capital Markets 
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(USA) Inc., HVB Capital Markets, Inc., M.R. Beal & 
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LLC, Mellon Financial Markets, LLC, Natixis 
Bleichroeder Incorporated, Santander Investment 
Securities Inc., SG Americas Securities Holdings, 
LLC, Wells Fargo Securities, LLC, National Australia 
Capital Markets, LLC, Caja De Ahorros y Monte De 
Piedad De Madrid, Harris Nesbitt Corp., DZ 
Financial Markets LLC, Fortis Securities, LLC, RBS 
Greenwich Capital, BMO Capital Markets Corp., 
Mizuho Securities USA, Inc., Muriel Siebert & Co., 
Inc., Scotia Capital (USA) Inc., Sovereign Securities 
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PETITION FOR A WRIT OF CERTIORARI  

Petitioner California Public Employees’ 
Retirement System (“CalPERS”) respectfully 
petitions for a writ of certiorari to review the 
judgment of the United States Court of Appeals for 
the Second Circuit. 

OPINIONS BELOW 

The opinion of the United States Court of 
Appeals for the Second Circuit (Pet. App. 1a-6a) is 
unpublished but available at 2016 WL 3648259.  The 
relevant opinions of the district court (Pet. App. 7a-
13a) are unpublished. 

JURISDICTION 

The judgment of the court of appeals was entered 
on July 8, 2016.  Pet. App. 1a.  This Court has 
jurisdiction pursuant to 28 U.S.C. § 1254(1). 

RELEVANT STATUTORY PROVISION 

 Section 77m of Title 15 of the U.S. Code provides 
in relevant part: 

Limitation of actions 
No action shall be maintained to enforce any 
liability created under [Section 11] . . . unless 
brought within one year after the discovery of 
the untrue statement or the omission, or after 
such discovery should have been made by the 
exercise of reasonable diligence . . . .  In no 
event shall any such action be brought to 
enforce a liability created under [Section 
11] . . . more than three years after the 
security was bona fide offered to the 
public . . . . 
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STATEMENT OF THE CASE 

In Public Employees’ Retirement System of 
Mississippi v. IndyMac MBS, Inc., 134 S. Ct. 1515 
(2014), cert. dismissed as improvidently granted, 135 
S. Ct. 42 (2014), this Court granted certiorari to 
decide how the doctrine of American Pipe & 
Construction Co. v. Utah, 414 U.S. 538 (1974), applies 
to securities claims subject to the three-year 
limitations period of Section 13 of the Securities Act 
of 1933.  American Pipe held that “the 
commencement of a class action suspends the 
applicable statute of limitations as to all asserted 
members of the class who would have been parties 
had the suit been permitted to continue as a class 
action.”  Id. at 554.  In American Pipe itself, this 
Court applied that rule to allow putative class 
members to intervene in a case after the district 
court denied class certification and the limitations 
period had run.  Subsequently, this Court held the 
same rule applies when class members seek to file 
individual actions after class certification is denied.  
See Crown, Cork & Seal Co. v. Parker, 462 U.S. 345 
(1983). 

In both cases, the defendants alleged the 
plaintiff’s claims were untimely under a statute of 
limitations.  IndyMac presented the question 
whether American Pipe tolling applies to a statute of 
repose as well.  The Second Circuit had held that it 
did not, and this Court granted review.  After this 
Court became aware that a tentative settlement was 
awaiting the district court’s approval, however, it 
dismissed the case as improvidently granted.  See 
Pub. Emps.’ Ret. Sys. of Miss. v. IndyMac MBS, Inc., 
135 S. Ct. 42 (2014). 
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This case presents the opportunity to decide the 
question on which the Court granted certiorari in 
IndyMac and simultaneously resolve another circuit 
conflict over whether American Pipe applies when a 
class member files its individual suit before class 
certification is decided.  

1.  Prior to its bankruptcy in 2008, Lehman 
Brothers operated as a global investment bank whose 
stock traded on the New York Stock Exchange.  
Between July 2007 and January 2008, Lehman 
Brothers raised over $31 billion through debt 
offerings.  Petitioner California Public Employees’ 
Retirement System, the largest pension fund in the 
United States, purchased millions of dollars of those 
securities. 

a.  On June 18, 2008, another retirement fund 
filed a putative class action (the “Class Action”) in the 
Southern District of New York.  The complaint 
alleged that respondents, who were involved in 
underwriting the debt offerings, were liable under 
Section 11 for false and misleading statements in the 
registration statements.  Among other things, the 
Class Action alleged that the registration statements 
contained untrue statements and omitted material 
facts concerning Lehman’s accounting practices 
(including improperly removing tens of billions of 
dollars from its balance sheet), risk-management 
activities (including its accumulation of illiquid 
assets), and exposure to risky mortgage and real 
estate-related assets. 

The Class Action asserted claims under Section 
11 of the Securities Act of 1933, 15 U.S.C. § 77k, 
which imposes liability upon underwriters and others 
for untrue or misleading statements or omissions in a 
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registration statement.  Section 11 claims are subject 
to the limitations period set forth in Section 13 of the 
Act, which states in relevant part: 

Limitation of actions 
No action shall be maintained to enforce any 
liability created under [Section 11] . . . unless 
brought within one year after the discovery of 
the untrue statement or the omission, or after 
such discovery should have been made by the 
exercise of reasonable diligence . . . .  In no 
event shall any such action be brought to 
enforce a liability created under [Section 
11] . . . more than three years after the 
security was bona fide offered to the 
public . . . . 

15 U.S.C. § 77m. 

It is undisputed that the Class Action was timely 
filed under this provision by a class representative 
with standing to assert the claim, and that petitioner 
was a proper member of the putative class. 

In February 2011, more than three years after 
the securities were offered to the public but before 
the district court had decided whether to certify the 
class, petitioner elected to take charge of its own 
claims by filing a Section 11 suit against respondents 
in the Northern District of California. Complaint, 
Cal. Pub. Emps.’ Ret. Sys. v. Fuld, No. 3:11-cv-00562-
EDL (N.D. Cal. Feb. 7, 2011).  The case was 
subsequently transferred to the Southern District of 
New York and consolidated with the Class Action for 
pretrial purposes by order of the U.S. Judicial Panel 
on Multidistrict Litigation. See MDL Transferred In, 
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Cal. Pub. Emps.’ Ret. Sys. v. Fuld, No. 3:11-cv-01281-
LAK (S.D.N.Y. Feb. 25, 2011). 

Later that year, the parties to the Class Action 
reached a settlement and the district court 
preliminarily certified a class for settlement purposes 
under Federal Rule of Civil Procedure 23(b)(3).  Upon 
receiving the court-ordered notice of the settlement, 
petitioner opted out to pursue its own claims 
individually. 

The district court, however, dismissed 
petitioner’s individual suit as untimely.  Pet. App. 7a, 
12a.  In so doing, it rejected petitioner’s argument 
that the pendency of the timely filed Class Action 
rendered CalPERS’ individual lawsuit timely.  Id. 
10a-13a. 

2.  The Second Circuit affirmed.  Pet. App. 6a.  
The court of appeals began by observing that it had 
“held previously that American Pipe tolling does not 
affect the statute of repose embodied in section 13,” 
citing its decision in IndyMac.  Id. 3a. 

a.  In IndyMac, retirement pension systems from 
Detroit and Wyoming filed separate putative class 
actions against the same defendant, alleging false 
and misleading statements in multiple offerings of 
mortgage-backed securities.  When the cases were 
consolidated, Wyoming was appointed lead plaintiff 
and Detroit was left to be represented by Wyoming as 
a member of Wyoming’s putative class.  Wyoming 
then amended its complaint to include securities that 
Detroit had purchased but Wyoming had not.  
Approximately six months later, the district court 
determined that Wyoming did not have standing to 
assert claims on behalf of the class (including Detroit) 
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with respect to any security it had not itself 
purchased.  When Detroit moved to intervene to 
assert those claims, the district court held it was too 
late – by then, Section 13’s three-year limitations 
period had run on the claims and, the court held, 
American Pipe did not apply to toll it.  See 721 F.3d 
at 102-03. 

The Second Circuit affirmed.  It began from the 
premise that Section 13’s three-year limitations 
period established a statute of repose, not a statute of 
limitations.  See IndyMac, 721 F.3d at 107.  As such, 
the court believed, the three-year provision created a 
“substantive right in those protected to be free from 
liability after a legislatively-determined period of 
time.”  Id. at 106 (citation omitted).  This mattered, 
the court believed, because “while statutes of 
limitations are often subject to tolling principles, a 
statute of repose extinguishes a plaintiff’s cause of 
action after the passage of a fixed period of time” and 
therefore is not subject to equitable tolling.  Id. 
(citations and internal quotation marks omitted).  
That is why, for example, in Lampf, Pleva, Lipkind, 
Prupis & Petigrow v. Gilbertson, 501 U.S. 350 (1991), 
this Court had refused to apply equitable tolling to 
Section 13’s three-year period of repose.  See 
IndyMac, 721 F.3d at 109. 

The question, then, was whether American Pipe 
had created a principle of equitable tolling that was 
presumptively inapplicable to a statute of repose, or a 
rule of legal tolling (i.e., one based on the courts’ 
interpretation of a statute or rule), which might 
apply.  On that question, the Second Circuit 
acknowledged, the “Courts of Appeals are divided.”  
Id. at 108 (citing cases from the Second, Fourth, 
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Ninth, Tenth, and Federal Circuits); see also id. 
(“Experienced and capable judges of the district 
courts in our Circuit have similarly drawn disparate 
conclusions and are without consensus.”). 

Rather than wade into that conflict, the Second 
Circuit instead concluded that it made no difference.  
On the one hand, if American Pipe’s “tolling rule is 
properly classified as ‘equitable,’ then application of 
the rule to Section 13’s three-year repose period is 
barred by Lampf, which states that equitable ‘tolling 
principles do not apply to that period.’”  IndyMac, 721 
F.3d at 109 (quoting Lampf, 501 U.S. at 363).  But 
“[e]ven assuming, arguendo, that the American Pipe 
tolling rule is ‘legal’ – based upon Rule 23, which 
governs class actions – we nonetheless hold that its 
extension to the statute of repose in Section 13 would 
be barred by the Rules Enabling Act.”  Id. The court 
explained that the Rules Enabling Act provides that 
in issuing federal rules of practice and procedure, the 
courts “shall not abridge, enlarge or modify any 
substantive right.”  Id. (quoting 28 U.S.C. § 2072(b)).  
And while the Second Circuit recognized that this 
Court had rejected a Rules Enabling Act objection in 
American Pipe itself, id. at 109 n.17, it concluded 
Section 13’s statute of repose was different because 
“Section 13 creates a substantive right,” id. at 109. 

The court acknowledged that “failure to extend 
American Pipe tolling to the statute of repose in 
Section 13 could burden the courts and disrupt the 
functioning of class action litigation.”  Id.  But it 
believed that “sophisticated, well-counseled litigants” 
would find some unspecified way of avoiding those 
ills.  Id.  And if they did not, it was Congress’s 
problem, not the courts’.  Id. at 110. 
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b.  In this case, the court of appeals concluded 
that IndyMac required dismissal of petitioner’s 
complaint.  The court did not dispute that unlike the 
situation in IndyMac itself, petitioner had filed its 
individual action during the pendency of a class 
certification motion that was ultimately granted.  It 
acknowledged petitioner’s argument that “because it 
fell within the putative class before exercising its 
right to opt out, its claims were essentially ‘filed’ 
against the defendant within three years and 
therefore timely.”  Pet. App. 4a.  But the court found 
that argument precluded by the binding circuit 
precedent in IndyMac.  To “the extent that CalPERS 
argues that American Pipe tolling should be 
conceptualized as something other than ‘tolling’ as 
that term is generally understood,” the panel 
explained, “that argument was presented to the 
IndyMac panel, which declined to adopt it.”  Id. 4a-
5a. 

The court of appeals closed by acknowledging the 
need for this Court’s review: 

[T]he question whether American Pipe tolling 
applies to statutes of repose – and if so, when 
– may be ripe for resolution by the Supreme 
Court. Our decision in IndyMac created a 
circuit split with the Tenth Circuit, and the 
issue implicates the very nature of American 
Pipe tolling, a question the Supreme Court is 
in the best position to resolve. . . .  [U]nless 
and until the Supreme Court informs us that 
our decision was erroneous, IndyMac 
continues to be the law of the Circuit and its 
reasoning controls the outcome of this case. 

Pet. App. 5a-6a (citations omitted). 
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REASONS FOR GRANTING THE WRIT 

As the Second Circuit rightly recognized, this 
case calls out for the Court’s review.  It presents an 
opportunity to resolve two entrenched circuit conflicts 
over the application of American Pipe & Construction 
Co. v. Utah, 414 U.S. 538 (1974), to securities 
litigation.  The first Question Presented replicates 
the question this Court granted certiorari to decide 
two terms ago in IndyMac but did not resolve.  Since 
this Court dismissed that writ, the circuit split over 
whether American Pipe applies to statutes of repose 
has only expanded and become more entrenched.  
The second Question Presented – whether American 
Pipe applies when a member of a timely filed putative 
class action files an individual suit before class 
certification is decided – has likewise fractured the 
circuits for years. 

Only this Court can resolve these conflicts 
because they are ultimately founded on a deep 
disagreement over the nature of American Pipe’s rule 
– specifically, whether it creates a rule of legal, as 
opposed to equitable, tolling (the first Question 
Presented), and whether it establishes only a tolling 
rule or also a definition of when a class member’s 
claim is deemed filed for limitations purposes (the 
second Question Presented).  Until this Court 
intervenes, those disagreements will continue to 
produce intolerable variations in class action practice 
to the detriment of defendants, alleged victims, and 
district courts across the country. 
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I. The Question The Court Granted Certiorari 
To Decide In IndyMac Remains Certworthy. 

The years since this Court granted certiorari in 
IndyMac have done nothing but increase the need for 
review of the first Question Presented. 

A. The Circuit Conflict Continues To 
Expand. 

To start, the widely acknowledged1 circuit 
conflict over American Pipe’s application to Section 
13 and other statutes of repose has only grown, with 
the Sixth and Eleventh Circuits recently joining the 
pre-existing split. 

1. The Tenth Circuit Holds That American 
Pipe Applies To Section 13’s Three-Year 
Period, While The Seventh And Federal 
Circuits Apply The Same Rule To 
Materially Indistinguishable Limitations 
In Other Statutes. 

a.  The first circuit to address American Pipe’s 
application to Section 13’s period of repose was the 
Tenth.  In Joseph v. Wiles, 223 F.3d 1155, 1168 (10th 

                                            
1 See Dusek v. JPMorgan Chase & Co., No. 15-14463, – 

F.3d – , 2016 WL 4205857, at *3 (11th Cir. Aug. 10, 2016) 
(observing that “[c]ourts have disagreed over the basis for the 
Supreme Court’s decision in American Pipe” and, as a 
consequence, over its application to statutes of repose); Stein v. 
Regions Morgan Keegan Select High Income Fund, Inc., 821 
F.3d 780, 792 (6th Cir. 2016) (“Our fellow Circuits are split.”); 
Hall v. Variable Annuity Life Ins. Co., 727 F.3d 372, 375 n.5 (5th 
Cir. 2013) (acknowledging division); Albano v. Shea Homes Ltd. 
P’ship, 634 F.3d 524, 535 (9th Cir. 2011) (same). 
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Cir. 2000), as in this case, a class action asserting 
Section 11 claims was timely filed in federal court.  
Later, after the expiration of Section 13’s three-year 
limitations period, one of the class members filed his 
own suit.  The initial class action was subsequently 
certified, but the individual suit was deemed 
untimely.  On appeal, the Tenth Circuit reversed, 
holding that American Pipe saved the individual 
claim.  Id. at 1166-68. 

In particular, the court rejected the argument 
that American Pipe applied a principle of equitable 
tolling inapplicable to Section 13’s statute of repose.  
For one thing, the court concluded that American 
Pipe was best viewed as applying legal, not equitable, 
tolling.  The court explained that “[e]quitable tolling 
is appropriate where, for example, the claimant has 
filed a defective pleading during the statutory period, 
or where the plaintiff has been induced or tricked by 
his adversary’s misconduct into allowing the filing 
deadline to pass.”  Id. at 1166 (citations omitted).  “In 
contrast,” the Tenth Circuit explained, American Pipe 
applied “legal tolling that occurs any time an action 
is commenced and class certification is pending.”  Id. 
at 1166-67.  For that reason, the defendants’ reliance 
on Lampf v. Gilbertson, 501 U.S. 350 (1991), was 
misplaced even if Lampf stood for the proposition 
that equitable tolling principles could never apply to 
a statute of repose.  Joseph, 223 F.3d at 1166. 

Lampf was also inapposite, the Tenth Circuit 
held, because it simply stated that “litigation . . . 
must be commenced . . . within three years after [a] 
violation.”  Id. at 1167 (quoting Lampf, 501 U.S. at 
364) (first alteration in original).  American Pipe had 
decided, however, that the filing of a class action 
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commences the litigation for all putative class 
members for purposes of any limitations period.  Id.  
For that reason, “in a sense, application of the 
American Pipe tolling doctrine to cases such as this 
one does not involve ‘tolling’ at all.”  Id. at 1168. 

At the same time, applying American Pipe to 
both time limits under Section 13 “serves the 
purposes of Rule 23.”  Id. at 1167.  That rule, the 
court explained, “encourages judicial economy by 
eliminating the need for potential class members to 
file individual claims.”  Id.  But if “all class members 
were required to file claims in order to insure the 
limitations period would be tolled, the point of Rule 
23 would be defeated.”  Id.  Moreover, the “notice and 
opt-out provision of Rule 23(c)(2) would be irrelevant 
without tolling because the limitations period for 
absent class members would most likely expire, 
‘making the right to pursue individual claims 
meaningless.’”  Id. (citation and internal quotation 
marks omitted). 

Finally, the Tenth Circuit recognized that the 
legislative purposes of Section 13’s limitations 
periods were satisfied because once the class action 
was filed, “defendants were on notice of the 
substantive claim as well as the number and generic 
identities of potential plaintiffs.”  Id. at 1168. 

b.  The Tenth Circuit’s holding in Joseph is 
consistent with decisions of the Seventh and Federal 
Circuits that have likewise concluded American Pipe 
applies to limitations periods that are otherwise not 
subject to equitable tolling. 

In Appleton Electric Co. v. Graves Truck Line, 
Inc., 635 F.2d 603 (7th Cir. 1980), the Interstate 
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Commerce Commission had invalidated a tariff that 
governed shipping prices charged by trucking 
companies to customers.  One such customer sued 
under the Interstate Commerce Act on behalf of 
overcharged shippers, naming as defendants a class 
of trucking companies that had charged the 
invalidated rate.  One of the members of the 
defendant class, Graves Truck Line, did not receive 
individual notice and an opportunity to opt out until 
after the statute of limitations had expired.  Id. at 
607.  When Graves subsequently opted out, the 
plaintiff sued it individually, giving rise to the 
question whether the pendency of the class action 
had satisfied the limitations period against Graves.  
Id. at 607-08. 

Appleton is relevant here because this Court had 
deemed the statute of limitations at issue in that case 
jurisdictional.  635 F.2d at 608 (citing 49 U.S.C. 
§ 16(3)).  And a jurisdictional limitations period 
shares the two features IndyMac and other cases 
have said render American Pipe inapplicable to 
statutes of repose: (1) a jurisdictional limitation is not 
subject to equitable tolling;2 and (2) the running of 
the limitations period “not only bars the remedy but 
also destroys the liability.”  Id.; see also IndyMac, 721 
F.3d at 106. 

Accordingly, the Seventh Circuit faced the same 
essential question as the Tenth Circuit in Joeseph 
and the Second Circuit in IndyMac: whether these 

                                            
2 See, e.g., John R. Sand & Gravel Co. v. United States, 552 

U.S. 130, 134 (2008); Cada v. Baxter Healthcare Corp., 920 F.2d 
446, 451 (7th Cir. 1990). 



14 

 

features precluded applying American Pipe to save 
the plaintiff’s claims.  Like the Second Circuit in 
IndyMac, the Seventh Circuit viewed the case as 
presenting a “conflict between the operation of the 
statute of limitations and Rule 23.”  Appleton, 635 
F.2d at 609.  But unlike the Second Circuit, the 
Seventh resolved that perceived conflict in favor of 
“‘effectuat[ing] . . . the purpose of litigative efficiency 
and economy,’ (which Rule 23 was designed to 
perform).”  Id. (quoting Am. Pipe, 414 U.S. at 556).  It 
held that “where a class action suit is instituted 
against a class of unnamed defendants . . . the 
statute of limitations is tolled as to all putative 
members of the defendant class.”  Id. at 609-10.  “A 
contrary rule would sound the death knell for suits 
brought against a defendant class, nullifying that 
part of Rule 23 that specifically authorizes such 
suits.”  Id. at 610.  “Plaintiffs would, in each case, be 
required to file protective suits, pending class 
certification, to stop the running of the statute of 
limitations.”  Id.  In a case like the one before it, the 
court observed, that would result “in the filing of a 
staggering number of complaints.”  Id.  At the same 
time, applying American Pipe to a jurisdictional time 
limit “was not truly inconsistent with the operation of 
the statute of limitations.”  Id. at 609. 

The Federal Circuit likewise has concluded that 
American Pipe applies to jurisdictional time 
limitations.  In Bright v. United States, 603 F.3d 1273 
(Fed. Cir. 2010), that court considered application of 
American Pipe to the jurisdictional limitations period 
for the Tucker Act, 28 U.S.C. § 2501.  603 F.3d at 
1287.  The Federal Circuit held that American Pipe 
applied because it applies a legal, not an equitable, 
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tolling rule.  Id. at 1287-88.  A contrary conclusion 
would create a class action process that was “so 
cumbersome and unwieldy” that it would “frustrat[e] 
the purpose of avoiding multiplicity of suits.”  Id. at 
1289. 

2. The Second, Sixth, And Eleventh 
Circuits Refuse To Apply American Pipe 
To The Securities Act’s Periods Of 
Repose. 

The Second, Sixth, and Eleventh Circuits 
disagree.  As discussed, the Second Circuit in 
IndyMac reasoned that Section 13 created a statute 
of repose to which American Pipe could not be applied 
consistent with the Rules Enabling Act.  See Pet. 
App. 3a (citing IndyMac, 721 F.3d at 95). 

The Sixth Circuit recently reached the same 
conclusion.  In Stein v. Regions Morgan Keegan Select 
High Income Fund, Inc., 821 F.3d 780 (6th Cir. 2016), 
the Sixth Circuit acknowledged that its “fellow 
Circuits are split” over American Pipe’s application to 
Section 13’s three-year limitations period.  Id. at 792.  
But after examining both the Tenth and Second 
Circuit’s reasoning, the Sixth Circuit concluded that 
“IndyMac has the more cogent and persuasive rule.”  
Id. at 793.3 

                                            
3 In those circuits that have no governing circuit precedent, 

district courts have reached conflicting decisions, although the 
overwhelming majority has held that American Pipe applies to 
Section 13 and other statutes of repose.  See Arivella v. Lucent 
Techs., Inc., 623 F. Supp. 2d 164, 177-78 (D. Mass. 2009) 
(collecting citations); Petition for a Writ of Certiorari at 17-18, 
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Most recently, the Eleventh Circuit likewise 
found the reasoning of the Sixth and Second Circuits 
more persuasive.  Dusek v. JPMorgan Chase & Co., 
No. 15-14463, – F.3d –, 2016 WL 4205857 (11th Cir. 
Aug. 10, 2016).  The plaintiffs in Dusek brought 
claims under Section 20(a) of the Securities Exchange 
Act, which is subject to the limitations period of 28 
U.S.C. § 1658(b).  The Eleventh Circuit explained 
that, like Section 13, Section 1658(b) has been 
“construed by courts as having a two-year statute of 
limitations and a five-year period of repose.”  Dusek, 
2016 WL 4205857, at *2.  The court then examined 
the reasoning of Joseph, IndyMac, and Stein.  Id. at 
*3-4.  After recounting that “[t]he district court 
ultimately relied on these decisions in determining 
that the American Pipe rule is one of equitable 
tolling,” the Eleventh Circuit affirmed and held “that 
American Pipe tolling does not apply to the statute of 
repose at issue in th[at] case.”  Id. at *5. 

B. IndyMac Was Wrongly Decided. 

Review of the first Question Presented is also 
warranted because the Second Circuit’s decision in 
IndyMac is wrong. 

                                            
Pub. Emps.’ Ret. Sys. of Miss. v. IndyMac MBS, Inc., No. 13-640 
(Nov. 22, 2013). 
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1. American Pipe Did Not Establish A Rule 
Of Equitable Tolling Inapplicable To A 
Statute Of Repose. 

First, there is no basis for the Second Circuit’s 
suggestion that American Pipe created the kind of 
equitable tolling inapplicable to a statute of repose. 

Unlike equitable tolling, which generally is 
available at a judge’s discretion “when a litigant has 
pursued his rights diligently but some extraordinary 
circumstance prevents him from bringing a timely 
action,” CTS Corp. v. Waldburger, 134 S. Ct. 2175, 
2183 (2014); Holland v. Florida, 560 U.S. 631, 649 
(2010), this Court has made clear that American Pipe 
tolling applies to all class members, whether or not 
they have paid attention to the suit or diligently 
pursued their rights, see Am. Pipe, 414 U.S. at 551-
52. 

That is because the rule of American Pipe was 
derived not from equity, but from this Court’s 
interpretation of Rule 23, which was promulgated 
through an exercise of this Court’s rulemaking 
authority under the Rules Enabling Act, 28 U.S.C. 
§ 2072.  Applying ordinary tools of legal 
interpretation – rather than equitable balancing – 
the Court examined the text, history, and purposes of 
the rule.  Am. Pipe, 414 U.S. at 453-56.  The Court 
was “convinced that the rule most consistent with 
federal class action procedure must be that the 
commencement of a class action suspends the 
applicable statute of limitations as to all asserted 
members of the class who would have been parties 
had the suit been permitted to continue as a class 
action.” Id. at 554.   
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This “interpretation” of Rule 23 was “necessary 
to insure effectuation of the purposes of litigative 
efficiency and economy that the Rule in its present 
form was designed to serve.”  Id. at 555-56 (emphasis 
added).  The Court reaffirmed that American Pipe 
was an interpretation of Rule 23 in Chardon v. 
Fumero Soto, 462 U.S. 650 (1983), explaining that in 
American Pipe, it had “interpreted the Federal Rules 
of Civil Procedure to permit a federal statute of 
limitations to be tolled between the filing of an 
asserted class action and the denial of class 
certification,” id. at 654 (emphasis added), to achieve 
the “federal interest in assuring the efficiency and 
economy of the class action procedure,” id. at 661. 

2. Applying American Pipe To Section 13 
Does Not Contravene The Rules 
Enabling Act. 

The Second Circuit also erred in concluding that 
applying American Pipe to Section 13 would violate 
the Rules Enabling Act.  The court reasoned that the 
Act prohibits applying the federal rules in a way that 
would “abridge, enlarge, or modify any substantive 
right,” 28 U.S.C. § 2072(b).  It then concluded that, as 
a statute of repose, Section 13 “creates a substantive 
right, extinguishing claims after a three-year period.”  
IndyMac, 721 F.3d at 109.  “Permitting a plaintiff to 
file a complaint or intervene after the repose period” 
had run, the court concluded, “would therefore 
necessarily enlarge or modify a substantive right and 
violate the Rules Enabling Act.”  Id.  That reasoning 
fails for several reasons. 

First, American Pipe itself rejected the premise 
that the Rules Enabling Act prohibits any application 



19 

 

of a rule that can be said to affect substantive rights.  
414 U.S. at 557-58.4  The question “is not whether a 
time limitation is ‘substantive’ or ‘procedural,’ but 
whether tolling the limitation in a given context is 
consonant with the legislative scheme.”  Id.  “[T]he 
mere fact that a federal statute providing for 
substantive liability also sets a time limitation upon 
the institution of suit does not restrict the power of 
the federal courts to hold that the statute of 
limitations is tolled under certain circumstances not 
inconsistent with the legislative purpose.”  Id. at 559. 

The same is true of Section 13’s statute of repose.  
The question is whether applying American Pipe to 
actions like this one is consistent with the statute’s 
purposes – if it is, then applying it invades no 
substantive right of a defendant but rather reflects 
that Congress never intended defendants to be free 
from liability to the class members whose claims 
were timely filed under the rule. 

Second, applying the correct standard, American 
Pipe is consistent with the Rules Enabling Act 

                                            
4 IndyMac also overstated the degree to which Section 13’s 

three-year limitations period establishes a materially more 
substantive right than its one-year statute of limitations, which 
the court acknowledged was subject to American Pipe.  The 
statutory text does not expressly extinguish or confer any rights, 
nor does it forbid tolling.  In fact, the language of these 
provisions is no more absolute than the Clayton Act’s 
limitations provision at issue in American Pipe, which stated 
that an action “shall be forever barred” if not commenced in 
time.  15 U.S.C. § 15b.  If that language did not extinguish 
rights in the manner of a statute of repose, it is difficult to see 
why the language of Section 13 does. 
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because it is entirely consonant with the Securities 
Act’s limitations scheme. 

Language.  Section 13 requires that any Section 
11 action “be brought” within three years after the 
security was offered to the public.  15 U.S.C. § 77m.  
“‘Brought’ in this context means ‘commenced.’” 
Merrill Lynch, Pierce, Fenner & Smith Inc. v. 
Manning, 136 S. Ct. 1562, 1568 (2016) (quoting 
Brought, Black’s Law Dictionary (3d ed. 1933)).  And 
in American Pipe, this Court held that “a timely class 
action complaint commences the action for all 
members of the class as subsequently determined.”  
414 U.S. at 550.  That interpretation of the statute is 
supported by the provision’s use of the passive voice – 
no action “shall . . . be brought,” 15 U.S.C. § 77m – 
which encompasses a representative bringing a suit 
on another’s behalf.  By refusing to address the 
question more specifically than that, Congress left it 
to the courts to decide how the provision would apply 
to representative actions (including class actions).  
American Pipe took up that responsibility, answering 
the question by sensibly considering the rules 
governing and purposes behind class action litigation. 

Purposes.  Applying American Pipe to Section 13 
is also consistent with the legislative purposes of the 
Securities Act.  “Limitations periods are intended to 
put defendants on notice of adverse claims and to 
prevent plaintiffs from sleeping on their rights, but 
these ends are met when a class action is 
commenced.”  Crown, Cork & Seal, 462 U.S. at 352 
(citation omitted).  Moreover,  

a class complaint “notifies the defendants not 
only of the substantive claims being brought 
against them, but also of the number and 
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generic identities of the potential plaintiffs 
who may participate in the judgment.”  The 
defendant will be aware of the need to 
preserve evidence and witnesses respecting 
the claims of all the members of the class. 

Id. (quoting Am. Pipe, 414 U.S. at 555). 

“Statutes of repose also encourage plaintiffs to 
bring actions in a timely manner, and for many of the 
same reasons.”  CTS Corp., 134 S. Ct. at 2183.  In 
addition, statutes of repose “effect a legislative 
judgment that a defendant should be free from 
liability after the legislatively determined period.”  
Id.  American Pipe is entirely consistent with that 
purpose because it guarantees that after the 
limitations period has expired, no liability will be 
imposed beyond that claimed in lawsuits filed on or 
before that date. 

Of course, litigation over those timely filed 
claims may well continue long after the period of 
repose has expired.  There is no argument, for 
example, that the policy of repose is violated when a 
defendant is held liable to members of a timely filed 
class action in a case certified after the limitations 
period has run.  But the purpose of a statute of 
repose is not to provide defendants complete 
certainty as to the scope of their liability, but instead 
to fix the outer limit of their potential liability.  
American Pipe simply informs defendants that this 
outer limit includes possible liability to members of 
putative class actions filed within the statute of 
repose.  Whether that liability is resolved through a 
certified class action or through individual suits by 
class members is irrelevant as far as the policies 
underlying the statute of repose are concerned. 
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Practical Consequences.  Congress could not 
possibly have intended the intolerable results that 
would arise if American Pipe did not apply to Section 
13 or other statutes of repose. 

The Second Circuit did not deny that refusing to 
apply American Pipe to Section 13’s period of repose 
would have exactly the same effects this Court found 
untenable in American Pipe itself.  In many cases, a 
final class certification decision may not take place 
until years after the limitations period has expired – 
particularly when suit is filed close to the end of the 
limitations periods or if class issues are appealed.5  In 
light of this reality, under IndyMac, “[p]otential class 
members would be induced to file protective motions 
to intervene or to join in the event that a class was 
later found unsuitable,” thereby “breed[ing] needless 

                                            
5 A recent study found that that ruling on class 

certification takes three years or longer in more than one-third 
of cases.  See Svetlana Starykh & Stefan Boettrich, Recent 
Trends in Securities Class Action Litigation: 2015 Full-Year 
Review 20 (2016), http://www.nera.com/content/dam/nera/
publications/2016/2015_Securities_Trends_Report_NERA.pdf; 
see also, e.g., Erica P. John Fund, Inc. v. Halliburton Co., 309 
F.R.D. 251, 255 (N.D. Tex. 2015) (class certification order issued 
more than ten years after securities issued); Fort Worth Emps.’ 
Ret. Fund v. J.P. Morgan Chase & Co., 301 F.R.D. 116, 123-24 
(S.D.N.Y. 2014) (approximately seven years); In re Merck & Co., 
Inc. Sec., Derivative & “ERISA” Litig., No. MDL 1658 (SRC), 
2013 WL 396117, at *1 (D.N.J. Jan. 30 2013) (approximately 
nine years); Final Judgment & Order of Dismissal at 2, In re 
McKesson HBOC, Inc. Sec. Litig., No. 5:99-cv-20743 (N.D. Cal. 
Apr. 13, 2007) (approximately eight years); Order Granting in 
Part Lead Plaintiff’ Second Renewed Motion for Class 
Certification at 2, In re Xerox Sec. Litig., No. 3:99-cv-2374 
(AWT) (D. Conn. Sept. 30, 2008) (same). 
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duplication of motions.”  Am. Pipe, 414 U.S. at 553-
54. 

The Second Circuit’s rule also dramatically 
augments the cost of class litigation.  Each potential 
opt-out plaintiff incurs the additional expense to 
retain counsel, file an individual complaint, and then 
monitor all of the activity in the entire litigation.6  
Defendants must likewise pay their counsel to 
monitor and respond to the many duplicative 
pleadings and redundant briefing IndyMac prompts.  
The courts must expend substantial additional effort 
to manage all the complaints and deal with each 
party’s counsel.  Everyone – the courts, plaintiffs, and 
defendants – must bear the added expense of 
discovery addressing each of the various claims 
individually.   

And all for no conceivable purpose.  Under the 
IndyMac rule, sophisticated plaintiffs will file 
protective individual actions, providing no real 
benefit to either defendants or the judicial system.  
At the same time, class members who are less 
sophisticated or well-resourced predictably will forfeit 
their claims if class certification is denied.  While 
defendants would benefit from this injustice, they 

                                            
6 In this respect, IndyMac undermines the design of the 

Private Securities Litigation Reform Act, which requires 
securities class actions to be helmed by a single, sophisticated 
lead plaintiff – as opposed to a collection of plaintiffs advancing 
a flotilla of complaints.  See 15 U.S.C. § 78u-4(a)(3).  The rule of 
IndyMac predictably balkanizes almost every high profile 
action, as multiple institutional (and other sophisticated) 
investors will file their own suits to avoid the prospect that 
befell the plaintiffs in IndyMac and this case. 
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cannot claim that this windfall amounts to a 
substantive right Congress intended Section 13 to 
bestow. 

Constitutional Avoidance.  Refusing to apply 
American Pipe to statutes of repose would raise grave 
constitutional questions. 

“In the context of a class action predominantly 
for money damages,” this Court has “held that 
absence of notice and opt-out violates due process.”  
Wal-Mart Stores, Inc. v. Dukes, 564 U.S. 338, 363 
(2011) (citing Phillips Petrol. Co. v. Shutts, 472 U.S. 
797, 812 (1985)).  But the constitutional right to opt 
out would be illusory if opting out simply provided an 
individualized opportunity to have one’s claims 
immediately dismissed as untimely.  See Crown, Cork 
& Seal, 462 U.S. at 351-52 (recognizing the need for 
the opt-out right to remain meaningful even after the 
limitations period has run); Eisen v. Carlisle & 
Jacquelin, 417 U.S. 156, 176 & n.13 (1974) (same).  
Yet, under IndyMac, in a great many cases, class 
members’ opt-out rights arise only after a statute of 
repose has expired.  See supra 22 & n.5.  In the Class 
Action, for example, the district court did not rule on 
class certification until more than four years after the 
suit was filed.7  As a result, opt-out notices were not 
sent until well after Section 13’s three-year 
limitations period.  In this common circumstance, 
IndyMac renders the opt-out right meaningless – the 

                                            
7 See Pet. App. 10a (noting that Class Action was filed on 

October 27, 2008); Pretrial Order No. 59 (Class Certification 
Ruling), In re Lehman Bros. Sec. & ERISA Litig., No. 1:08-cv-
05523-LAK-GWG (S.D.N.Y. Jan. 23, 2013). 
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only way for class members to have any chance of 
vindicating their legal rights is to remain members of 
the class. 

The burden on class members’ due process opt-
out right is even greater in cases involving multiple 
different claims with different limitations periods.  
Assume, for example, that a class complaint states 
claims under Section 11 of the 1933 Securities Act 
(subject to Section 13’s three-year statute of repose) 
and also under Section 10(b) of the 1934 Act (subject 
to a five-year period under 28 U.S.C. § 1658(b)).  As 
in this case, the class is certified and proceeds toward 
settlement.  If the limitations period has run on the 
Section 11 claims but not the Section 10(b) claims, 
then individual plaintiffs who wish to pursue their 
Section 10(b) claims on their own are in a 
predicament because they cannot opt out in part.  
Thus, they can either remain in the class – accepting 
a settlement of all of their claims and forgoing their 
right to litigate the Section 10(b) claims as they see 
fit – or they can opt out, in which case their Section 
11 claims will be time-barred. 

The constitutional right to opt out is based in 
“our deep-rooted historic tradition that everyone 
should have his own day in court.”  Ortiz v. 
Fibreboard Corp., 527 U.S. 815, 846 (1999) (quotation 
marks omitted).  A rule that permits class members 
to opt out but not pursue their own individual claims 
does just as much violence to this tradition as simply 
prohibiting plaintiffs from opting out.  Accordingly, 
even if the Rules Enabling Act could be read to 
prohibit applying American Pipe to Section 13, the 
Act must yield to the superior demands of the Due 
Process Clause. 
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II. The Court Should Decide Whether A 
Limitations Period Can Bar A Class 
Member From Filing Its Own Action During 
The Pendency Of A Proper And Timely 
Class Action. 

Even if the Court agrees with the Second Circuit 
that American Pipe tolling does not apply to Section 
13’s three-year limitation, it should hold that 
petitioner’s claims were timely asserted because they 
were initially presented within the limitations period 
by the Class Action complaint and then maintained 
continuously thereafter, first by the class 
representative on petitioner’s behalf and later by 
petitioner itself in its own lawsuit.  On this 
understanding, no tolling was required and the Rules 
Enabling Act is not implicated. 

In reviewing this argument, the Court could 
resolve both the proper application of Section 13 in a 
substantial portion of cases in which the defense 
arises and a related, multifaceted circuit conflict. 

A. Members Of Pending, Timely Filed 
Putative Class Actions May File Their 
Own Suits Despite The Running Of The 
Statute Of Limitations Or Repose. 

In IndyMac and American Pipe itself, the class 
member waited until class certification was denied 
before attempting to intervene or file a new action.  
In other cases, including this one, a class member has 
sought to file its own action before the district court 
rules on class certification but after the relevant 
statute of limitations and/or repose has expired.  In 
such circumstances, tolling is not required because 
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the class member’s action was timely commenced and 
maintained without interruption. 

Although the American Pipe rule is frequently 
referred to as a “tolling” rule, it also reflects a 
pragmatic understanding of what it means to 
commence a suit for purposes of satisfying a 
limitations period in the special context of a class 
action.  The Court explained that under the modern 
rules governing class actions, “the difficulties and 
potential for unfairness which, in part, convinced 
some courts to require individualized satisfaction of 
the statute of limitations by each member of the 
class, have been eliminated.”  Am. Pipe, 414 U.S. at 
550.  The Court thus declared that “there remain no 
conceptual or practical obstacles in the path of 
holding that the filing of a timely class action 
complaint commences the action for all members of 
the class as subsequently determined.”  Id. (emphasis 
added). 

Therefore, “when an unnamed, putative class 
member later files its own individual claim, it is not 
instituting a new action subject to the statute of 
limitations and statute of repose; it is simply taking 
over the prosecution of its individual claim from the 
putative class representative.”  In re BP p.l.c. Sec. 
Litig., No. 4:13-cv-1393, 2014 WL 4923749, at *4 
(S.D. Tex. Sept. 30, 2014).  As the Tenth Circuit has 
repeatedly observed, “in a sense, application of the 
American Pipe tolling doctrine to cases such as this 
one does not involve ‘tolling’ at all.”  Joseph, 223 F.3d 
at 1168. 

That conception of this case finds support not 
only in American Pipe but also in the Due Process 
Clause, which guarantees individual class members 
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the right to opt out of a class and pursue their own 
claims with their own attorneys.  See Wal-Mart, 564 
U.S. at 363. 

Moreover, no other timing rule makes sense.  For 
example, it would make no sense to hold that 
unnamed class members’ claims are “brought” only 
once the class is certified, because certification often 
occurs after the limitations period has run, and no 
court holds that the unnamed class members’ claims 
are time-barred in that circumstance. 

Here, petitioner’s claims were presented by a 
class representative within Section 13’s time limits.  
That class was entirely proper and eventually 
certified.  When petitioner exercised its constitutional 
right to control its own litigation and have its own 
day in court, it simply “retook the reins from” the 
class representatives who “pre-filed [petitioner’s] 
suit” when they brought their timely putative class 
action.  State Farm Mut. Auto. Ins. Co. v. Boellstorff, 
540 F.3d 1223, 1233 (10th Cir. 2008).8  Petitioner’s 
suit was therefore timely even without tolling. 

There is no plausible Rules Enabling Act 
objection to this resolution of the case, which turns on 

                                            
8 Tolling may be required when, as in American Pipe or 

IndyMac, a class member seeks to assert claims substantially 
after class certification has been denied, if there is a material 
period of time after the expiration of the limitations period 
during which the member has no pending claims (i.e., no claim 
by virtue of the class action complaint and no individual 
complaint yet filed).  For the reasons given in Section I.B, supra, 
to the extent tolling is required in those circumstances, 
American Pipe supplies it, whether the limitations period is 
viewed as a statute of limitations or a statute of repose. 
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an interpretation of when an action is “brought” 
within the meaning of Section 13 rather than 
anything in the federal rules.  Nor, in any event, does 
this interpretation abridge any “substantive right” of 
the defendant.  Respondents in this case, for 
example, would have had no grounds to challenge the 
timeliness of petitioner’s claim if petitioner had 
remained a member of the Class Action.  Instead, 
respondents object only to petitioner pursuing its 
claim individually rather than through the class.  But 
nothing in Section 13 or the Rules Enabling Act gives 
defendants a “substantive right” to force a plaintiff to 
litigate its Section 11 claim through a class 
representative. 

B. The Circuits Are Divided Over When 
Members Of A Timely Filed Class Action 
May File Their Own Lawsuits. 

Granting certiorari on the second Question 
Presented would not only ensure the Court fully 
addressed the issue presented by this case and many 
others like it, but would also provide the Court an 
opportunity to resolve another enduring circuit 
conflict over the meaning and application of 
American Pipe.  Specifically, the circuits are divided 
multiple ways over when, if ever, a plaintiff in 
petitioner’s position can file its own suit after the 
relevant limitations periods have run. 
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1. The Tenth Circuit Holds That The Filing 
Of A Putative Class Action Constitutes 
Filing Of Each Individual’s Claim For 
Purposes Of Both The Statute Of 
Limitations And The Statute Of Repose. 

In Boellstorff, 540 F.3d 1223, the Tenth Circuit 
considered whether American Pipe “applies when an 
individual member of a putative class pursues an 
independent, individual claim before the district 
court has decided the class certification issue but 
after a non-tolled statute of limitations would have 
run.”  Id. at 1224.  Recognizing that the “four circuits 
that have offered opinions on the issue have split 
evenly,” id., the Tenth Circuit held that “a plaintiff 
who chooses to bring an individual action while the 
class action is pending can still claim the benefit of 
the American Pipe tolling doctrine,” id. at 1230. 

Despite referring to American Pipe “tolling,” the 
Tenth Circuit recognized that “in a sense, application 
of the American Pipe tolling doctrine to cases such as 
this one does not involve ‘tolling’ at all.”  Boellstorff, 
540 F.3d at 1232 (quoting Joseph, 223 F.3d at 1168).  
The court explained: 

The class action mechanism’s inherent 
representativeness means that each putative 
class member “has effectively been a party to 
an action” against the defendant “since a 
class action covering him” was filed.  [Joseph, 
223 F.3d at 1168].  American Pipe made much 
of this principle, positing that the class action 
tolling doctrine would apply regardless of the 
reliance or awareness of putative class 
members.  414 U.S. at 551-52.  Thus, when 
Clark filed a class action against State Farm 
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in August 2000, alleging the same claims 
later asserted by Boellstorff, Clark in essence 
pre-filed Boellstorff’s suit.  Thereafter, when 
Boellstorff filed her independent suit she 
simply retook the reins from Clark. 

Id. at 1232-33 (parallel citation omitted).9 

In reaching this conclusion, the court relied on 
its prior decision in Joseph, which, as discussed 
earlier, applied the same rule to Section 13’s statute 
of repose, see supra 10-12.  Accordingly, in the Tenth 
Circuit, neither Section 13’s statute of limitations nor 
its statute of repose bars class members from 
pursuing an individual action before class 
certification is decided, so long as the class action was 
timely filed. 

2. The First And Sixth Circuits Hold The 
Opposite. 

The First and Sixth Circuits take the opposite 
position, holding that every individual suit filed after 
the running of a statute of limitations or repose is 
untimely if filed before class certification is resolved. 

In Glater v. Eli Lilly & Co., 712 F.2d 735 (1st Cir. 
1983), the First Circuit reasoned that “American Pipe 

                                            
9 The plaintiff in Boellstorff brought state law claims 

subject to Colorado’s version of Rule 23.  But because “neither 
the Colorado Supreme Court nor any Colorado appellate court 
ha[d] spoken to the instant issue,” the Tenth Circuit 
“anticipate[d] that the Colorado Supreme Court would, as we do, 
find persuasive the reasoning of” federal cases holding a class 
member’s suit timely when filed during the pendency of a timely 
filed putative class action.  Boellstorff, 540 F.3d at 1228. 
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says nothing about” a class member’s “ability to 
maintain a separate action while class certification is 
still pending.”  Id. at 739.  It further concluded that 
“[t]he policies behind Rule 23 and American Pipe 
would not be served, and in fact would be disserved, 
by guaranteeing a separate suit at the same time 
that a class action is ongoing.”  Id.  Although the case 
involved a statute of limitations bar, the reasoning 
would apply a fortiori to the stricter requirements of 
a statute of repose.  See id. 

In Stein, 821 F.3d 780, the Sixth Circuit staked 
out the same position.  The court explained that 
under its decision in Wyser-Pratte Management Co. v. 
Telxon Corp., 413 F.3d 553 (6th Cir. 2005), “a 
plaintiff who chooses to file an independent action 
without waiting for a determination on the class 
certification issue may not rely on the American Pipe 
tolling doctrine.”  Stein, 821 F.3d at 789 (quoting 
Wyser-Pratte, 413 F.3d at 568).  The Court 
“recognize[d] that Wyser-Pratte now represents the 
minority rule.”  Id. (citing contrary decisions from the 
Second, Ninth, and Tenth Circuits).  But the fact 
“[t]hat several of our fellow Circuits chose not to 
follow our reasoning does not make Wyser-Pratte any 
less binding.”  Id.  With respect to certain claims filed 
after class certification was denied, the Sixth Circuit 
embraced IndyMac’s rejection of American Pipe 
tolling for Section 13’s statute of repose.  See supra 
15. 

3. The Second Circuit Has Split The Baby. 

The Second Circuit has taken yet a third course, 
holding that American Pipe preserves the timeliness 
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of a class member’s individual suit under a statute of 
limitations, but not a statute of repose. 

The plaintiffs in In re WorldCom Securities 
Litigation, 496 F.3d 245 (2d Cir. 2007), filed their 
own securities fraud complaints after the statute of 
limitations had run but during the pendency of a 
timely filed putative class action of which they were 
members.  Id. at 248-51.  The Second Circuit held 
their claims timely under American Pipe.  It 
explained that the “theoretical basis” of American 
Pipe was that “members of the asserted class are 
treated for limitations purposes as having instituted 
their own actions.”  Id. at 255.  Accordingly, “at least 
so long as they continue to be members of the class, 
the limitations period does not run against them 
during that time.”  Id.  That conclusion did “not 
undermine the purposes of statutes of limitations,” 
because “the initiation of a class action puts the 
defendants on notice of the claims against them.”  Id.  
At the same time, the “American Pipe tolling doctrine 
was created to protect class members from being 
forced to file individual suits in order to preserve 
their claims” not to “induce class members to forgo 
their right to sue individually.”  Id. at 256. 

In contrast, IndyMac precluded petitioner from 
following the same course in this case because it is 
governed by a statute of repose rather than a statute 
of limitations.  Pet. App. 3a. 

4. The Ninth Circuit Has Held Statutes Of 
Limitations Are No Bar, But Has Not 
Addressed Statutes Of Repose. 

Finally, the Ninth Circuit has held that 
American Pipe applies to toll a statute of limitations 
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in a case like this but has not addressed whether the 
same rule applies to a statute of repose.  See In re 
Hanford Nuclear Reservation Litig., 534 F.3d 986, 
1008-09 (9th Cir. 2007). 

III. This Case Presents The Court An 
Unparalleled Vehicle To Resolve These 
Important Questions That Have Bedeviled 
The Courts Of Appeals. 

This case presents this Court an exceptional 
opportunity to resolve the two related and important 
questions this petition presents. 

A. The Questions Presented Are 
Important. 

As the expanding circuit conflicts demonstrate, 
the need for this Court’s review has only intensified 
in the two-and-a-half years since it granted certiorari 
in IndyMac.  During that short time, American Pipe’s 
applicability to periods of repose has determined the 
outcome in numerous securities cases, some of which 
involve alleged frauds that inflicted massive injuries 
on the public.  See, e.g., Dusek, 2016 WL 4205857, at 
*1, *5 (arising out of Madoff Ponzi scheme); In re 
LIBOR-Based Fin. Instruments Antitrust Litig., No. 
11 MDL 2262 NRB, 2015 WL 6243526, at *4, *138 
(S.D.N.Y. Oct. 20, 2015) (arising out of LIBOR 
manipulation); In re BP, 2014 WL 4923749, at *2, *4 
(arising out of Deepwater Horizon disaster).10  The 

                                            
10 See also, e.g., Dekalb Cty. Pension Fund v. Transocean 

Ltd., 817 F.3d 393, 413-14 (2d Cir. 2016), petition for cert. 
docketed, 16-206 (Aug. 15, 2016); SRM Glob. Master Fund Ltd. 
P’ship v. Bear Stearns Cos., No. 14-507-cv, 2016 WL 3769735, at 
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Second Circuit hears a disproportionate number of 
those cases, increasing the need for prompt correction 
of its erroneous rule.11 

The harmful consequences of IndyMac in the 
circuits that follow its rule is reason enough to grant 
review.  But the lingering uncertainty for litigants in 
other circuits that have not yet decided whether 
American Pipe applies to statutes of repose is just as 
untenable.  In those jurisdictions, potential securities 
plaintiffs are forced to guess whether they must file 
their own protective lawsuits to safeguard against 
the possibility that class certification in a pending 
action will be denied (or granted, then overruled on 
appeal) after the limitations period has run.  If they 
guess wrong, genuine injuries and blatant frauds 
may go unaddressed.  If they act conservatively, they 
will burden the courts with duplicative pleadings and 
redundant briefing that serve no real-world purpose. 

                                            
*2 (2d Cir. July 14, 2016); Friedman v. JP Morgan Chase & Co., 
No. 15-cv-5899 (JGK), 2016 WL 2903273, at *9 (S.D.N.Y. May 
18, 2016), appeal docketed, No. 16-1913 (2d Cir. June 15, 2016); 
Dusek v. JPMorgan Chase & Co., 132 F. Supp. 3d 1330, 1350 
(M.D. Fla. 2015); N. Sound Capital LLC v. Merck & Co., Nos. 
3:13-cv-7240 (FLW)(DEA), 3:14-cv-7241 (FLW)(DEA), 3:13-cv-
242 (FLW)(DEA) & 3:14-cv-241 (FLW)(DEA), 2015 WL 5055769, 
at *6-8 (D.N.J. Aug. 26, 2015); In re Regions Morgan Keegan 
Sec., Derivative & ERISA Litig., Nos. 2:13-cv-02841-SHM-dkv & 
2:09-2009-SHM-dkv, 2015 WL 10713983, at *3 (W.D. Tenn. July 
31, 2015). Prudential Ins. Co. of Am. v. Bank of Am., Nat’l Ass’n, 
14 F. Supp. 3d 591 (D.N.J. 2014); Nat’l Credit Union Admin. Bd. 
v. Morgan Stanley & Co., No. 13 Civ. 6705(DLC), 2014 WL 
241739, at *7 (S.D.N.Y. Jan. 22, 2014). 

11 See Starykh & Boettrich, Recent Trends, supra, at 9. 



36 

 

The passage of time has also reinforced that 
further percolation would serve no purpose and only 
exacerbate the harms caused by the present circuit 
conflict.  The Eleventh Circuit’s recent decision, for 
example, did little more than recite the conflicting 
reasoning of the courts in the split and pick a side.  
See Dusek, 2016 WL 4205857, at *3-5. 

B. This Case Presents An Exceptional 
Vehicle To Resolve Both Circuit 
Conflicts.  

This case presents an opportunity to resolve both 
circuit splits arising from the continuing uncertainty 
about the scope and nature of American Pipe’s rule.  
The facts of the case squarely present both questions, 
as petitioner filed its individual suit prior to class 
certification but more than three years after the 
securities were offered to the public.  The suit was 
dismissed only because the Second Circuit refused to 
either toll the limitations period or find it satisfied by 
the timely filed class action.  Pet. App. 3a-5a.  
Moreover, petitioner presented, and the Second 
Circuit squarely decided, both questions.  Id. 



37 

 

CONCLUSION  

For the foregoing reasons, the petition for a writ 
of certiorari should be granted. 

Respectfully submitted,  

Darren J. Robbins 
Joseph D. Daley 
ROBBINS GELLER 
RUDMAN  
   & DOWD LLP 
655 West Broadway 
Suite 1900 
San Diego, CA  92101 
 

Thomas C. Goldstein  
  Counsel of Record 
Kevin K. Russell 
Tejinder Singh  
GOLDSTEIN &  
   RUSSELL, P.C. 
7475 Wisconsin Ave. 
Suite 850 
Washington, DC 20814 
(202) 362-0636 
tg@goldsteinrussell.com 

September 22, 2016 
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APPENDIX A 
 
15‐1879‐cv 
In re Lehman Bros. Sec. & ERISA Litig. 

 
UNITED STATES COURT OF APPEALS 

FOR THE SECOND CIRCUIT 
 

SUMMARY ORDER 
 

RULINGS BY SUMMARY ORDER DO NOT 
HAVE PRECEDENTIAL EFFECT. CITATION TO A 
SUMMARY ORDER FILED ON OR AFTER 
JANUARY 1, 2007, IS PERMITTED AND IS 
GOVERNED BY FEDERAL RULE OF APPELLATE 
PROCEDURE 32.1 AND THIS COURT’S LOCAL 
RULE 32.1.1. WHEN CITING A SUMMARY ORDER 
IN A DOCUMENT FILED WITH THIS COURT, A 
PARTY MUST CITE EITHER THE FEDERAL 
APPENDIX OR AN ELECTRONIC DATABASE 
(WITH THE NOTATION “SUMMARY ORDER”). A 
PARTY CITING A SUMMARY ORDER MUST 
SERVE A COPY OF IT ON ANY PARTY NOT 
REPRESENTED BY COUNSEL. 

At a stated term of the United States Court of 
Appeals for the Second Circuit, held at the Thurgood 
Marshall United States Courthouse, 40 Foley Square, 
in the City of New York, on the 8th day of July, two 
thousand sixteen. 
PRESENT:  RALPH K. WINTER, 

RICHARD C. WESLEY, 
GERARD E. LYNCH, 

Circuit Judges. 
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______________________ 
 
IN RE LEHMAN BROTHERS SECURITIES AND 
ERISA LITIGATION, 

No. 15‐1879 
______________________ 
 
FOR APPELLANT:  
 
THOMAS C. GOLDSTEIN, Goldstein & Russell, 
P.C., Bethesda, MD (Joseph D. Daley, Robbins Geller 
Rudman & Dowd LLP, San Diego, CA; Amanda M. 
Frame, Robbins Geller Rudman & Dowd LLP, San 
Francisco, CA, on the brief). 
 
FOR APPELLEE:  
 
VICTOR L. HOU (Mitchell A. Lowenthal, Roger A. 
Cooper, Jared Gerber, on the brief), Cleary Gottlieb 
Steen & Hamilton LLP, New York, NY. 

 
Appeal from the United States District Court for 

the Southern District of New York (Kaplan, J.). 

UPON DUE CONSIDERATION, IT IS 
HEREBY ORDERED, ADJUDGED AND 
DECREED that the orders of the District Court are 
AFFIRMED. 

The California Public Employees’ Retirement 
System (“CalPERS”) appeals from two orders of the 
United States District Court for the Southern District 
of New York (Kaplan, J.), which dismissed certain of 
CalPERS’s claims as time-barred by the three‐year 
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statute of repose contained in section 13 of the 
Securities Act of 1933, 15 U.S.C. § 77m. We assume 
the parties’ familiarity with the underlying facts and 
the procedural history, which we reference only as 
necessary to explain our conclusions. 

The crux of the appeal is whether the Supreme 
Court’s decision to toll statutes of limitation for 
putative class members—generally referred to as 
“American Pipe tolling” after the originating case, 
American Pipe & Construction Co. v. Utah, 414 U.S. 
538 (1974)—also applies to section 13’s statute of 
repose. We have held previously that American Pipe 
tolling does not affect the statute of repose embodied 
in section 13. See Police & Fire Ret. Sys. of City of 
Detroit v. IndyMac MBS, Inc., 721 F.3d 95 (2d Cir. 
2013). Undaunted, CalPERS urges us to distinguish 
this case from IndyMac. We are unpersuaded. 

CalPERS argues principally that, unlike in 
IndyMac, the putative class action was commenced 
by a named plaintiff with proper standing and, 
therefore, its claims were actually asserted within 
the three‐year statute of repose. This argument is 
inconsistent with the reasoning of IndyMac. IndyMac 
made no reference to the standing of named plaintiffs 
when it concluded that American Pipe tolling did not 
apply to section 13’s statute of repose; its conclusion 
was instead derived from two longstanding 
principles. First, if American Pipe is grounded in 
equity, its tolling rule cannot affect a legislatively 
enacted statute of repose. See IndyMac, 721 F.3d at 
109 (citing Lampf, Pleva, Lipkind, Prupis & Petigrow 
v. Gilbertson, 501 U.S. 350, 363 (1991)). Second, if 
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American Pipe establishes a “legal” tolling principle 
grounded in Rule 23, to apply it to a statute of repose 
would violate the Rules Enabling Act by permitting a 
procedural rule to abridge the substantive rights 
created by statutes of repose. Id. at 106, 109. 
Accordingly, under IndyMac’s reasoning, the 
inapplicability of American Pipe tolling to a statute of 
repose turns on the nature of the tolling rule and its 
ineffectiveness against statutes of repose, not 
whether the named plaintiffs have proper standing to 
assert claims on behalf of a class. See also CTS Corp. 
v. Waldburger, 134 S. Ct. 2175, 2187 (2014) (“[A] 
critical distinction between statutes of limitations 
and statutes of repose is that a repose period is fixed 
and its expiration will not be delayed by estoppel or 
tolling.” (internal quotation marks omitted)). 

CalPERS suggests that because it fell within the 
putative class before exercising its right to opt out, its 
claims were essentially “filed” against the defendant 
within three years and therefore timely. Again, we 
are not persuaded. As a fundamental matter, if it 
were true that a putative class member’s claims were 
essentially “filed” in the putative class complaint, 
there would be no need for American Pipe tolling at 
all; any putative class complaint would count as a 
legitimate “filing” of all putative class members’ 
claims within the limitations period. The very 
principle of tolling is to permit claims not timely 
asserted to proceed if the requirements for 
suspending the limitations period are met. Cf. Lozano 
v. Montoya Alvarez, 134 S. Ct. 1224, 1231–32 (2014); 
Honda v. Clark, 386 U.S. 484, 496–97 (1967). To the 
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extent that CalPERS argues that American Pipe 
tolling should be conceptualized as something other 
than “tolling” as that term is generally understood, 
that argument was presented to the IndyMac panel, 
which declined to adopt it. See Joint Br. & Special 
App. for Intervenors‐Appellants at 21–23, 25, 
IndyMac, No. 11‐2998 (2d Cir. Nov. 2, 2011), ECF No. 
116. 

CalPERS finally argues that to find its claims to 
be time‐barred violates the due process 
considerations embodied in Rule 23’s opt‐out 
mechanism. We are unpersuaded. The due process 
protections of Rule 23 are directed at preventing a 
putative class member from being bound by a 
judgment without her consent. See Eisen v. Carlisle 
& Jacquelin, 417 U.S. 156, 175–76 (1974). In essence, 
the optout right merely ensures that each putative 
class member retains the ability to act independently 
of the class action if she so elects. Cf. In re WorldCom 
Sec. Litig., 496 F.3d 245, 256 (2d Cir. 2007). The opt‐
out right does not confer extra benefits to a plaintiff’s 
independent action. CalPERS’s right to initiate and 
pursue an individual action before, during, and after 
the putative class action was unchanged—including 
the necessity of instituting such an action within 
section 13’s three‐year statute of repose. 

In closing, we note that the question whether 
American Pipe tolling applies to statutes of repose—
and if so, when—may be ripe for resolution by the 
Supreme Court. Our decision in IndyMac created a 
circuit split with the Tenth Circuit, see Joseph v. 
Wiles, 223 F.3d 1155, 1166–68 (10th Cir. 2000), and 
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the issue implicates the very nature of American Pipe 
tolling, a question the Supreme Court is in the best 
position to resolve. Indeed, the Court initially 
granted certiorari to review IndyMac itself, see Pub. 
Emps. Ret. Sys. of Miss. v. IndyMac MBS, Inc., 134 S. 
Ct. 1515 (2014), but dismissed the writ as 
improvidently granted, see 135 S. Ct. 42 (2014), two 
weeks after a motion for settlement approval was 
filed in the district court, see In re IndyMac MBS 
Litig., No. 09 Civ. 4586 (S.D.N.Y. Sept. 11, 2014), 
ECF No. 532. However, unless and until the Supreme 
Court informs us that our decision was erroneous, 
IndyMac continues to be the law of the Circuit and its 
reasoning controls the outcome of this case. 

We have considered all of Appellant’s arguments 
and find them to be without merit. For the reasons 
stated above, the orders of the District Court are 
AFFIRMED. 

FOR THE COURT: 

Catherine O’Hagan Wolfe, Clerk 
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APPENDIX B 
 

UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 
_____________________________________________ 
In re: 
 
LEHMAN BROTHERS SECURITIES AND 
ERISA LITIGATION 
 
This document applies to: 
 
The California Public Employees’ Retirement System 
v. Richard S. Fuld, Jr, et al., 11 Civ. 1281 (LAK) 
_____________________________________________ 

 
PRETRIAL ORDER NO. 73 

(Calpers- Response to Pretrial Order No. 70) 
 
LEWIS A. KAPLAN, District Judge. 

 
The Bank Defendants’ motion to dismiss the 

complaint (MDL Dkt. 557 and 11 Civ. 1281 Dkt. 28) 
is reinstated and granted as to all Securities Act 
claims for all securities except those issued in the 
May 2008 offering substantially for the reasons 
stated in movants’ response to Pretrial Order No. 70 
(MDL Dkt. 1265 and 11 Civ. 1281 Dkt 112). 

 
SO ORDERED. 
 

  



8a 

 

Dated:  August 9, 2013 
 

/s/ Lewis A. Kaplan 
Lewis A. Kaplan 

United States District Judge 
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APPENDIX C 
 

UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 
_____________________________________________ 
In re: 
 
LEHMAN BROTHERS SECURITIES AND 
ERISA LITIGATION 
 
This document applies to: 
 
The California Public Employees’ Retirement System 
v. Richard S. Fuld, Jr, et al., 11 Civ. 1281 (LAK) 
_____________________________________________ 

PRETRIAL ORDER No. 39 
(HVB Motion to Dismiss) 

 
LEWIS A. KAPLAN, District Judge. 
 
Plaintiff California Public Retirement System 

(“CalPERS”), in its second amended complaint 
(“SAC”),1  asserts a single claim against HVB Capital 
Markets Inc. (“HVB”) under Section 11 of the 
Securities Act of 1933 (the “Securities Act”). HVB 
moves to dismiss the claim,2 arguing that it is (1) 

                                            

1 DI 551. 

2 DI 598, at 3. 



10a 

 

time-barred, and (2) premised on allegations 
previously dismissed by the Court in its opinion 
dismissing in part the related class action complaint 
in In re Lehman Brothers Equity/Debt Securities 
Litigation (“E/D Class Action”).3 

Plaintiffs Section 11 claim against HVB is based 
on HVB’s alleged participation in two offerings, dated 
July 12, 2007, and December 17, 2007.4 CalPERS 
filed its original complaint on February 25, 2011.5  
Plaintiffs Section 11 claim against HVB is thus 
barred by the Securities Act’s three-year statute of 
repose.6 

Plaintiff argues that the filing of the amended 
complaint in the E/D Class Action on October 27, 
2008 tolled the statute of repose under American Pipe 
& Construction Co. v. Utah.7  It claims that its 
Section 11 claim against HVB therefore is timely. 
Plaintiff is incorrect. 

                                            

3 In Re Lehman Brothers Sec. and ERISA 
Litig.,799 F. Supp.2d 258 (S.D.N.Y. 2011) 
(hereinafter “E/D Class Action !”). 

4 ¶ 38; DI 705, at 5. 

5 DI 1 in 11 Civ. 1281. 

6 15 U.S.C. § 77m. 
7 414 U.S. 538. 
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This Court previously has held that American 
Pipe tolling does not apply to the statute of repose set 
forth in Section 13 of the Securities Act,8 which 
clearly states that “[i]n no event shall any ... action be 
brought to enforce a liability created under [Section 
11] more than three years after the security was bona 
fide offered to the public.”9 Plaintiff attempts to 
distinguish this Court’s prior rulings by pointing out 
that they involved cases in which proposed 
intervenors attempted to cure standing defects of 
named plaintiffs.10 By contrast, in this action, 
CalPERS - at one time a member of the putative class 
that had standing to sue - later opted out of the class 
action. This distinction, plaintiff argues, renders the 
Court’s prior determination that American Pipe 
tolling does not apply to Section 13’s statute of repose 
inapplicable here. 

Plaintiff’s argument merits little discussion. 
“[N]either American Pipe nor any other form of 
tolling may be invoked to avoid the three year statute 
of repose set forth in Section 13 of the Securities 

                                            

8 In re Lehman Bros. Sec. & Erisa Litig., 800 F. 
Supp. 2d 477, 482 (S.D.N.Y. 2011); In re IndyMac 
Mortgage-Backed Sec. Litig., 793 F. Supp. 2d 637, 643 
(S.D.N.Y. 2011). 

 
9 15 U .S.C. § 77m. 
 
10 DI 705, at 6-7. 
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Act.”11 Section 13 “states quite clearly that’ [i]n no 
event’ shall ... claims be asserted ‘more than three 
years after’ the pertinent offerings. That language is 
absolute.”12 Nowhere in the statute is there an 
exception for claims brought by a plaintiff who has 
opted out of a class action.13  And, given the frequency 
with which opt-out actions are filed in situations such 
as this one, such an exception would seriously 
undermine the statute and threaten to swallow the 
rule. The Court declines so to limit its prior rulings 
on this issue. 

Because plaintiff brought its Section 11 claim 
against HVB more than three years after the 

                                            

11 E/D Class Action I, 799 F. Supp.2d at 310. 
 
12 In re Lehman, 800 F. Supp. 2d at 477 (quoting 

15 U.S.C. § 77m). 
 
13 Moreover, despite plaintiffs contention to the 

contrary, the fact that the named plaintiffs in the 
Court’s prior decisions on this issue lacked standing 
had no bearing on the Court’s analysis in those cases. 
The Court simply applied the statute as written and 
found that it is not subject to American Pipe tolling. 
See In re Lehman, 800 F. Supp. 2d at 482-83; In re 
IndyMac, 793 F. Supp. 2d at643. 
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securities over which it sues were offered to the 
public, its claim is untimely and must be dismissed.14  

Conclusion 

HVB’s motion to dismiss [DI 596] - to the extent 
it is asserted against the SAC in this case - is 
granted. This ruling, however, disposes only of HVB’s 
motion to dismiss CaLPERS’ complaint as against it. 

SO ORDERED. 

Dated:  October l5, 2012 

/s/ Lewis A. Kaplan 
Lewis A. Kaplan 

United States District Judge 

                                            

14 The motion is directed also at cases and 
pleadings that are not dealt with in this order and to 
that extent remains pending. 
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