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I.
A Fiduciary Duty With Teeth:  Delaware Courts Find that 102(b)(7) Provisions Do Not Disclaim Liability for the Breach of the Duty of Good Faith

A.
In re Walt Disney Co. Derivative Litigation, 825 A.2d 275 (Del. Ch. 2003).

Disney is a derivative suit alleging that the defendant directors breached their fiduciary duties by approving a large severance package for Michael Ovitz that was triggered after one year.  Michael Eisner had primarily negotiated the package.  The plaintiffs alleged that the Board exhibited a total lack of deliberation, approved the deal without reviewing the agreement, did not retain a compensation expert to review the package, and rubber stamped it.  The directors moved to dismiss and argued in part that Disney’s charter provision protected the directors from liability for violations of the duty of care applied to the plaintiffs’ allegations.

The complaint alleged that from the very beginning of Disney’s relationship with Ovitz the directors were scarcely involved.  Examining the directors alleged lack of involvement in the hiring of Ovitz, the Court stated:

According to the new complaint, Eisner unilaterally made the decision to hire Ovitz, even in the face of internal documents warning of potential adverse publicity and with three members of the board of directors initially objecting to the hiring when Eisner first broached the idea in August 1995.  No draft employment agreements were presented to the compensation committee or to the Disney board for review before the September 26, 1995 meetings.  The compensation committee met for less than an hour on September 26, 1995, and spent most of its time on two other topics, including the compensation of director Russell for helping secure Ovitz's employment.  With respect to the employment agreement itself, the committee received only a summary of its terms and conditions.  No questions were asked about the employment agreement.  No time was taken to review the documents for approval. Instead, the committee approved the hiring of Ovitz and directed Eisner, Ovitz's close friend, to carry out the negotiations with regard to certain still unresolved and significant details.

The Old Board met immediately after the committee did. Less than one and one-half pages of the fifteen pages of Old Board minutes were devoted to discussions of Ovitz's hiring as Disney's new president. Actually, most of that time appears to have been spent discussing compensation for director Russell.  No presentations were made to the Old Board regarding the terms of the draft agreement. No questions were raised, at least so far as the minutes reflect. At the end of the meeting, the Old Board authorized Ovitz's hiring as Disney's president.  No further review or approval of the employment agreement occurred.  Throughout both meetings, no expert consultant was present to advise the compensation committee or the Old Board.  Notably, the Old Board approved Ovitz's hiring even though the employment agreement was still a "work in progress."  The Old Board simply passed off the details to Ovitz and his good friend, Eisner.


Negotiation over the remaining terms took place solely between Eisner, Ovitz, and attorneys representing Disney and Ovitz.  The compensation committee met briefly in October to review the negotiations, but failed again to actually consider a draft of the agreement or to establish any guidelines to be used in the negotiations.  The committee was apparently not otherwise involved in the negotiations.

Id. at 287.  Although there was a change in the membership of the board of directors between the time of Ovitz’s hiring and his non-fault termination, the complaint alleged that the new directors did not become any more involved in dealing with Ovitz when it became clear the relationship was not working.  Explaining the allegations, the Court stated:

The new complaint, fairly read, also charges the New Board with a similar ostrich-like approach regarding Ovitz's non-fault termination. Eisner and Litvack granted Ovitz a non-fault termination on December 12, 1996, and the news became public that day. Although formal board approval appeared necessary for a non-fault termination, the new complaint alleges that no New Board member even asked for a meeting to discuss Eisner's and Litvack's decision. On December 27, 1996, when Eisner and Litvack accelerated Ovitz's non-fault termination by over a month, with a payout of more than $38 million in cash, together with the three million "A" stock options, the board again failed to do anything. Instead, it appears from the new complaint that the New Board played no role in Eisner's agreement to award Ovitz more than $38 million in cash and the three million "A" stock options, all for leaving a job that Ovitz had allegedly proven incapable of performing.


The New Board apparently never sought to negotiate with Ovitz regarding his departure.  Nor, apparently, did it consider whether to seek a termination based on fault.  During the fifteen-day period between announcement of Ovitz's termination and its effective date, the New Board allegedly chose to remain invisible in the process.  The new complaint alleges that the New Board: (1) failed to ask why it had not been informed; (2) failed to inquire about the conditions and terms of the agreement; and (3) failed even to attempt to stop or delay the termination until more information could be collected.  If the board had taken the time or effort to review these or other options, perhaps with the assistance of expert legal advisors, the business judgment rule might well protect its decision.  In this case, however, the new complaint asserts that the New Board directors refused to explore any alternatives, and refused to even attempt to evaluate the implications of the non-fault termination-blindly allowing Eisner to hand over to his personal friend, Ovitz, more than $38 million in cash and the three million "A" stock options.



Id. at 288-289.

Ultimately, the Court denied defendants’ motion to dismiss notwithstanding a finding that the Board was independent and that the charter contained an exculpatory provision adopted pursuant to 8 Del. C. § 102(b)(7) [8 Del. C. § 102(b)(7) allows a certificate of incorporation to contain a provision eliminating liability for a breach of the duty of care].  
The Court held that directors can be found to have violated their duty of good faith if they "consciously and intentionally disregard[ ] their responsibilities, adopting a 'we don't care about the risks' attitude concerning a material corporate decision." Id. at 289. The Chancellor observed that directors actionably violate their duty of good faith if they "knew that they were making material decisions without adequate information and without adequate deliberation, and ... they simply did not care if the decisions caused the corporations and its stockholders to suffer injury or loss." Id.  
Significantly, the Court considered the line between the duty of care and the duty of good faith.  The Court found that “[k]nowing or deliberate indifference by a director to his or her duty to act faithfully and with appropriate care is conduct, in my opinion, that may not have been taken honestly and in good faith to advance the best interests of the company.”  Id. at 289.  Thus the Court rejected the directors’ claim that plaintiffs had alleged, at most, a duty of care breach and found that the 102(b)(7) provision was not applicable.  The Delaware Supreme Court has yet to rule on this arguable expansion to the scope of good faith.  The case has now been tried and post-trial briefing was completed in April 2005.  A decision by the Chancellor is pending and may have arrived by the time of our program.  An appeal by the losing party is expected.
B.
Official Committee of Unsecured Creditors of Integrated Health Services, Inc. v. Elkins, 2004 WL 1949290 (Del. Ch. Aug. 24, 2004)

In this case, the Official Committee of Unsecured Creditors brought suit against a group of directors on behalf of the company they used to serve.  Similar to Disney, the directors approved compensation arrangements.  The Court found that the transaction was approved by a majority of disinterested directors.   Furthermore, the company’s charter contained a 102(b)(7) provision. Notwithstanding these facts, the Court held that the plaintiff has sufficiently pled breach of fiduciary duty claims. 

The Court examined “whether the facts alleged in the Complaint reasonably support the inference that these disinterested, independent directors ‘knew that they were making material decisions without adequate information and without adequate deliberation, and that they simply did not care if the decisions caused the corporation and its stockholders to suffer injury or loss.’” Id. at *10 (citing Disney, 825 A.2d at 289).  In other words, did the board "consciously and intentionally disregarded their responsibilities.”  Id. 

Elkins is particularly significant because some of the board’s decisions were found to be protected by the 102(b)(7) provision.  In fact, the Court appears to clarify and possibly limit Disney’s holding.  Explaining the different characteristics of the two cases, the Court Stated:

The facts in this case are different from those in Disney. Elkins founded IHS and had been an executive of the company for over 10 years at the time of the first Challenged Transaction. Ovitz was at Disney for one year. No expert was retained by Disney, while Bachelder (regardless of questions over the method of his selection) was retained by IHS. Thus, a change in characterization from a total lack of deliberation (and for that matter, a difference between the meaning of discussion and deliberation, if there is one), to even a short conversation may change the outcome of a Disney analysis. Allegations of nondeliberation are different from allegations of not enough deliberation.



Id. at *12 n.58.

An examination of two of the many transactions at issue in Elkins shows the difference between no deliberation and little, but sufficient, deliberation:

1.  1996 Loans

“The Complaint . . . alleged that the Compensation Committee gave such approval even though the Compensation Committee was given no explanation as to why the loans were made and the Board, without ‘any additional investigation, deliberation, consultation with an expert, or determination as to what the Compensation Committee's decision process was,’ provided such ratification.”  Id. at *12. The Court found the board approval was not protected by the 102(b)(7) provision.

2.  1997 Loan Program

In contrast to the 1996 Loan Program, the Court found that the directors did engage in some amount of deliberation as to the 1997 Loan Program.  According to the Court:

I can find no sufficient allegation of knowing and deliberate indifference to the duty to act faithfully and with appropriate care with regard to the 1997 Loan Program. The Compensation Committee and the Board received Bachelder's September Report relating to IHS's option ratio. Even accepting as true that IHS never contacted Bachelder to question him on this report, the report was presented to the Compensation Committee by Pickett, IHS's Chief Financial Officer. The Complaint alleges that the Compensation Committee did engage in a discussion in regard to the report. While failure to consult a tax expert on the tax consequences of the report, and even the failure to set up a monitoring mechanism with regard to the loan program may or may not have been negligent (or even grossly negligent), no inference can be drawn that this decision was made without good faith. Defendants commissioned a compensation consultant report, discussed his report, and implemented a program based on that report. While the Board may not have acted with the degree of care the Plaintiff would have preferred, IHS's § 102(b)(7) provision, as pertinent here, prevents the imposition of monetary liability for all but those actions undertaken disloyally or without good faith. The Plaintiff's allegations do not meet that standard.



Id. at *13 (emphasis added).
II.
Direct or Derivative Claims:  The Murky World After Tooley
A.
Tooley v. Donaldson, Lufkin & Jenrette, Inc., 845 A.2d 1031 (Del. 2004).
A group of plaintiff stockholders brought a class action alleging that the directors breached their fiduciary duties by agreeing to a delay in the closing date of a merger.  The merger agreement allowed for extensions in the tender offer period.  The plaintiffs’ complaint alleged that they were entitled to damages for the lost time-value of the cash paid for their shares.  The defendants argued that the claims should be dismissed because they were derivative claims and the plaintiffs had tendered their shares.  In distinguishing a direct from a derivative claim, the Court of Chancery stated:

In order to bring a direct claim, a plaintiff must have experienced some "special injury." [citing Lipton v. News Int'l, 514 A.2d 1075, 1079 (Del.1986)]. A special injury is a wrong that "is separate and distinct from that suffered by other shareholders, ... or a wrong involving a contractual right of a shareholder, such as the right to vote, or to assert majority control, which exists independently of any right of the corporation." [citing Moran v. Household Int'l. Inc., 490 A.2d 1059, 1070 (Del.Ch.1985), aff'd 500 A.2d 1346 (Del.1986 [1985])].

Id. at 1035.  The Court of Chancery found that the claims were derivative claims brought on behalf of the corporation, but that the plaintiffs lost their standing to bring such claims when they tendered their shares in connection with the merger.  Therefore, the case was dismissed.



On appeal, Delaware Supreme Court affirmed the Court of Chancery’s decision, but on different grounds.  Although the Supreme Court admitted that the trial court had relied on the Supreme Court’s previous “special injury” decisions on whether an action was direct or derivative, the Supreme Court determined that its past decisions were “not helpful and should be regarded as erroneous.”  Id. at 1033.  The Court explicitly rejected the “special injury” concept.  Setting forth the test for whether an action is direct or derivative, the Court stated:

We set forth in this Opinion the law to be applied henceforth in determining whether a stockholder's claim is derivative or direct. That issue must turn solely on the following questions: (1) who suffered the alleged harm (the corporation or the suing stockholders, individually); and (2) who would receive the benefit of any recovery or other remedy (the corporation or the stockholders, individually)?
Id.  In further explaining this test, the Court stated that “[t]he stockholder's claimed direct injury must be independent of any alleged injury to the corporation. The stockholder must demonstrate that the duty breached was owed to the stockholder and that he or she can prevail without showing an injury to the corporation.”  Id. at 1039.


Based on the facts in Tooley, the Delaware Supreme Court found that the claim was not derivative because no relief would go to the corporation.  However, it also found that the complaint did not state a viable direct claim because the plaintiffs would only have been entitled to payment for when the terms of the merger contract were fulfilled, including the portions of the agreement that allowed for extensions in the tender offer period.

B.
In re Syncor Intern. Corp. Shareholders Litigation, 857 A.2d 994 (Del. Ch. Sep 15, 2004) 

Former stockholders brought an action against the former chairman of a merged corporation.  The shareholders’ complaint alleged that disclosure of the chairman’s misconduct reduced the consideration for the merger.  In June 2002, Syncor entered into an agreement and plan of merger with Cardinal Health Inc.  In exchange for the merger, shareholders of Syncor would receive .52 shares of Cardinal common stock for every share of Syncor common stock.  

Prior to the completion of the merger, Syncor entered into a plea agreement with the Department of Justice, which had been investigating Syncor for violating the Foreign Corrupt Practices Act.  During the investigation, Syncor placed Marty Fu, the founder and chairman of Syncor, on leave.  As part of the plea agreement and Fu’s departure from the company, he agreed to surrender $2.5 million worth of stock to the DOJ, and he waived his right to $2.1 million under a severance agreement. 

Near the time of the plea agreement, Syncor and Cardinal renegotiated the merger consideration, and reduced it to .47 shares of Cardinal stock for every share of Syncor stock.  This amounted to a $83.9 million reduction in value.

Relying on Tooley and examining the nature of the wrong and to whom any remedy or recovery would flow, the Court held:

Applying these principles here easily leads to the conclusion that the claims against Fu that form the basis of the second amended complaint are derivative, not direct, and could only be asserted by or on behalf of the corporation.  All of Fu's alleged misconduct was in connection with Syncor's core business activities and, if proven, would involve a breach of the duty of loyalty owed to Syncor. Moreover, although the immediate effect of the misconduct might have been to benefit Syncor through increased sales and profits, there is no mistaking that the alleged misconduct caused substantial injury to Syncor, which became the focus of multiple criminal and civil proceedings.

Id. at 997.  Moreover, the Court found that its conclusion that the claims were derivative was not altered by the fact that the disclosure resulted in the merger price being reduced.  “This is merely a coincidental, indirect consequence of Fu's acts that resulted from the awkward timing of the disclosure.”  Id. at 998.

Because of the consummation of the merger between Syncor and Cardinal, the plaintiffs were no longer shareholders of Syncor and could not pursue a derivative claim.


C.
Gatz v. Ponsoldt, 2004 WL 3029868 (Del. Ch. Nov 05, 2004)

The plaintiffs brought actions against a “sundry cast of characters” for allegedly attempting to loot Regency Affiliates, Inc. Id. at *1.  In 1993 Regency, a company coming out of bankruptcy, entered into a transaction with Statesman Group, Inc.  Under the terms of the transaction, Regency would purchase Statesman’s interest in 75 million tons of rock (“the Aggregate”) “in exchange for 28.73% of Regency's common stock, irrevocable proxies over approximately an additional 5% of the common stock, and 100% of Regency's Series C Preferred Stock.”  Id.  The transaction allowed Stateman to designate members of Regency’s board.  Ponsoldt was among the designated directors.

Two of the claims are relevant to a Tooley analysis.  The relevant portion of the complaint alleged that Ponsoldt and Statesman breached their fiduciary duties by fraudulently exercising an option that allowed Statesmen to acquire 6.1 million shares of Regency.  The Court applied Tooley to determine if the complaint alleged a direct or derivative claim, and asked: 1) who suffered the alleged harm and 2) who stood to benefit from any recovery or remedy?  The Court emphasized that a claim is not direct simply because it is pleaded that way.  Concluding that the dilution claim was derivative and must be dismissed, the Court stated:

Mere claims of dilution, without more, cannot convert a claim, traditionally understood as derivative, into a direct one. Clearly, a corporation is free to enter into (in good faith) numerous transactions, all of which may result legitimately in the dilution of the public float. Such dilution is a natural and necessary consequence of investing in a corporation. Once the options at issue in this case were granted, any restrictions on their exercise were created either by the terms of the option contract, or by the fiduciary duties the holder of the option may have to the corporation. The only cognizable injuries, if any, would be a failure to act in the best interest of Regency or the breach of the promise to Regency not to exercise the options. In either event, these alleged harms were inflicted upon the corporation itself and could be asserted only by or on behalf of the corporation. Naturally, any damages, rescissory or otherwise, would flow to the corporation as the aggrieved party, not the Public Shareholders. Applying the teaching of Tooley, I conclude that this portion of Count II states a derivative claim that must be dismissed for failure to comply with Rule 23.1.
Id. at *7 (emphasis added).

However, the plaintiffs other claim was found to be direct.  The complaint alleged “that the old Regency board and Statesman "breached their fiduciary duties ... by effectuating a plan to sell the Aggregate to increase the Redemption Price and Liquidation Preference of the Series C Preferred Stock ... to $18,200,000, thereby entitling the Series C Preferred Stock to preferential liquidation status over the shares owned by the Class."  Id.  Attempting to again persuade the Court that it was faced with a derivative claim, the defendants argued that “any harm to plaintiffs would be a result of an improper book transaction between two Regency subsidiaries and that the remedy, i.e., non-recognition of the book transaction, would flow through Regency.”  Id.  

Not persuaded by the defendants’ argument, the Court found:

Generally, the value of the Public Shareholders stock is determined by the projected net present value of the cash streams Regency produces.  The Series C Preferred Stock therefore directly connects the value of the public shares to the value of the liquidation rights prescribed, which in this case is useful to think of as a liability of Regency.  When the Aggregate transaction was consummated, the overall value of Regency remained unaffected; it was, as the defendants contend, merely a book transaction.  Thus, in light of Tooley, the corporation has suffered no harm.  That is not to say, however, that no harm occurred.  Because of Regency's Series C Preferred, the Public Shareholders are subrogated and the holders of the Series take first--the residual then accruing to the Public Shareholders.  Whatever the Public Shareholders were entitled to take after the Series C holders, that amount was reduced by the increase to the Series C Preference, an amount affected by the Aggregate sale.   At this stage of litigation it is not necessary to delve into the factors influencing the Aggregate sale.  Suffice it to say, the insiders of Regency approved a transaction to the benefit of those insiders and to the detriment of the Public Shareholders.  This inflicted harm upon the Public Shareholders directly and it is the Public Shareholders "who would receive the benefit of the ... remedy," i.e., an unwinding of the transaction. Therefore, this portion of Count II states a direct claim.


Id. at *8.


D.
Smith v. Waste Management, Inc., 2005 WL 873329
(5th Cir. April 15, 2005) (applying Delaware law).

In July 1999, Waste Management revealed that its earnings would fall $250 million below levels it had predicted several weeks earlier.  The value of Waste Management stock plummeted, dropping more than $20 a share.  Derivative claims were brought and settled in Delaware regarding the shortfall.  However, Robert Smith, a former holder of several million shares, brought an action in federal court seeking to recover damages individually pursuant to what he argued was a direct claim.  The trial court dismissed the case, finding that the action was derivative rather than direct.  Smith appealed.

Affirming the lower court’s ruling, the Fifth Circuit held:

Applying the principles set forth in Tooley to the present case, it is clear that Smith's claims are derivative, not direct.  The misrepresentations that allegedly caused Smith's losses injured not just Smith but the corporation as a whole.  In Manzo v. Rite Aid, No. Civ. A. 18451-NC, 2002 WL 31926606, at *5 (Del.Ch.2002)(unpublished), aff'd, 825 A.2d 239 (Del.2003), the Delaware Chancery Court, relying on Kramer v. Western Pacific Industries, Inc., 546 A.2d 348 (Del.1988), found that a plaintiff's claims were derivative, not direct.  Explaining its holding, the court stated that "[t]o the extent that plaintiff was deprived of accurate information upon which to base investment decisions and, as a result, received a poor rate of return on her Rite Aid shares, she experienced an injury suffered by all Rite Aid shareholders in proportion to their pro rata share ownership."  Manzo, 2002 WL 31926606, at *5.  Thus, when a corporation, through its officers, misstates its financial condition, thereby causing a decline in the company's share price when the truth is revealed, the corporation itself has been injured.  Here, the harm that befell Smith--the drop in share price caused by the untimely disclosure of unfavorable financial data--was a harm that befell all of Waste Management's stockholders equally. Stated differently, the misconduct alleged by Smith did not injure Smith or any other shareholders directly, but instead only injured them indirectly as a result of their ownership of Waste Management shares.  As such, Smith cannot prove his injury without also simultaneously proving an injury to the corporation.  Accordingly, in light of Tooley, we find that Smith's claims are derivative under Delaware law.  See Tooley, 845 A.2d at 1033, 1035, 1039. 



Id. at *4.  

Because the claims were derivative, the Fifth Circuit found the claims to be barred by res judicata
III.
Don’t Forget About The Creditors Because They Won’t Forget About You: Direct v. Derivative Claims and 102(b)(7) Revisited.

A. 
Production Resources Group, L.L.C. v. NCT Group, Inc., 863 A.2d 772 (Del. Ch. 2004) 

In this case, a judgment creditor unable to collect on a debt asserted claims of breach of fiduciary duty against the corporate debtor and its officers and directors, and sought appointment of receiver for the corporation. The Plaintiff alleged that self-dealing on the part of the officers and directors and director mismanagement led to insolvency.  The Directors invoked a 102(b)(7) as a defense.  The Court held that when a director of an insolvent corporation, through a breach of fiduciary duty, injures the corporation itself, the claim against the director for breach of fiduciary duty belongs to the corporation, but the class of persons who may press the fiduciary claim derivatively expands to include creditors of the corporation.  Thus, creditors have standing to sue for harm to the corporation where the corporation is in the “zone of insolvency.”  To the extent the claims allege a breach of the duty of care they are barred by 102(b)(7).  However, creditor claims that allege injury to the corporation by self-dealing survive.  The Court leaves open the issues of whether direct creditor claims might also exist in the “zone.”

IV.
Statute of Limitations as Applied to Director’s Claim for Indemnification.
A.
Scharf v. Edgcomb Corporation, 864 A.2d 909
(Del. 2004).
Beginning in 1990, Scharf, a major shareholder, CEO, and Chairman of Edgcomb, was investigated by the SEC for insider trading involving two other defendants, Greenberg and Downe.  The same law firm represented Scharf and Greenburg.  In 1991, the SEC advised Sharf’s attorneys, verbally and then in writing, that it did not intend to proceed against Scharf.  The letter, however, contained some qualifications.  In 1992, the SEC filed a civil complaint against Greenberg and Downe.  Although Scharf was not named as a defendant, the complaint did identify him and closely related his business activities to the defendants and implicated Scharf in a quid pro quo scheme.  Scharf was further involved in the case through discovery in the form of subpoenas for documents and his grand jury testimony.   In 1994, Greenberg and Downe settled the claims against them.  Scharf filed an action for indemnification against Edgcomb on September 17, 1996.   

The Court of Chancery’s post-trial opinion held that Scharf’s claim was barred by the statute of limitations because it accrued more than three years before he filed the action.  The court found that prior to that time, either following the SEC’s 1991 letter, or the 1992 filing of the civil action, he could have been confident that the investigation of him had been resolved with certainty. 

The Supreme Court reversed, and enunciated the following statements of law: 

1.  The statute of limitations for an indemnification action such as this is three years 10 Del. C. § 8106; 

2.  A cause of action for indemnification accrues when the officer or director entitled to indemnification can be confident that any claim against him has been resolved with “certainty”;

3.   “Certainty” requires an absence of doubt and is judged by an objective reasonable person standard;

4.  The party raising the statute of limitations bears the burden of proof and persuasion with respect to its affirmative defense; 

5.  Establishing the moment when the statute of limitations begins to run involves a two-part analysis:  first, the underlying matter must be defined; second, the date when the outcome of that underlying matter was resolved with certainty must be determined. 

In this case, the Supreme Court found the underlying matter was the SEC staff’s belief that Greenberg and Downe had engaged in illicit insider trading with the benefit of nonpublic information provided by Scharf.  Because the 1991 SEC letter was equivocal, and because the SEC could have amended its 1992 Complaint to include Scharf at any time, the Supreme Court held that Scharf could not be confident that the investigation of him was resolved with certainty until the named defendants had settled their claims. 

The Court relied, at least in part, on the testimony of Scharf’s attorneys regarding their perceptions of the status of the investigation and the threat posed to their client. 
V.
What Once Was Old Is New Again or Surprise, Surprise Delaware Law Applies: Revisiting the Internal Affairs Doctrine

A.
Examen, Inc. v. VantagePoint Venture Partners 1996, 2005 WL 1048796 (Del. Ch.  Mar. 31, 2005).

Examen, Inc., a Delaware corporation, sought a declaration that Delaware law governs a stockholder vote on a pending merger.  Vantagepoint Venture Partners 1996, a Delaware Partnership and the owners of 83% of Examen’s preferred stock, argued that California law could apply because Examen is headquartered in California and has other contacts with California.  If Delaware law applied, the common and preferred stockholders would vote as a single class.  If California law applied, the preferred stockholders could vote as a separate class and Vantagepoint could effectively veto the merger.

Vantagepoint argued that the provision of the California Corporation Code that purported to govern certain aspects of the internal affairs of foreign corporations was not in conflict with Delaware law.  Therefore, according to Vantagepoint, there was no choice of law issue.  Vantagepoint contended that California Code § 2115 would serve as an additional protection for shareholders the same as NYSE rules protect stockholders but do not interfere with Delaware law.  Unfortunately for Vantagepoint, section 2115 expressly states that it operated “to the exclusion of the law of the jurisdiction in which [the company] is incorporated.”  Id. at *3.  With Examen’s certificate of incorporation requiring voting to take place as a single class, and California law requiring separate class voting, the Court found it could not enforce both California and Delaware law.  However, the Court did not explain how it would have ruled had the California and Delaware provisions not been contradictory.

Applying the well-established internal affairs doctrine, the Court found that Delaware law governed the stockholder vote in a Delaware corporation.  Because the Court saw the issue as a choice of law issue, it did not address the constitutionality of California Code § 2115.
B.
Vantagepoint Venture Partners 1996 v. Examen, Inc., 2005 WL 1047285 (Del. May 5, 2005).



On appeal, Vantagepoint argued that California could offer a narrowly tailored exception to the internal affairs doctrine to protect important California interests.  It further argued that this was an issue of constitutional law rather than a choice of law issue.  Under Vantagepoint’s theory, the Court of Chancery was required to either enforce section 2115, or find it unconstitutional.  The Supreme Court, however, did not feel obliged to rely on the theory of one of the parties in crafting its ruling.



Reciting the reasoning behind the internal affairs doctrine, the Delaware Supreme Court stated: 

The internal affairs doctrine developed on the premise that, in order to prevent corporations from being subjected to inconsistent legal standards, the authority to regulate a corporation's internal affairs should not rest with multiple jurisdictions.  It is now well established that only the law of the state of incorporation governs and determines issues relating to a corporation's internal affairs.  By providing certainty and predictability, the internal affairs doctrine protects the justified expectations of the parties with interests in the corporation.

Id. at *4.  Furthermore, the Court found that the internal affairs doctrine is also firmly rooted in the Fourteenth Amendments Due Process Clause because directors and shareholders have a right to know what law governs the corporation.  
Additionally, under the Commerce Clause, no state has an interest in regulating the internal affairs of a foreign corporation. Id.
According to Vantagepoint, section 2115 was a narrow statute that only applied to foreign corporations “half of whose voting securities are held of record by persons with California addresses, that also conduct half of their business in California as measured by a formula weighing assets, sales and payroll factors.”  Id. at *4.  However, the Court emphasized that this so-called “narrow” exception to the internal affairs doctrine would actually act to exclude the law of the forum state.  Id.
Finding that Delaware law should apply pursuant to the internal affairs doctrine, the Court stated:

The legal issue in this case--whether a preferred shareholder of a Delaware corporation had the right, under the corporation's Certificate of Designations, to a Series A Preferred Stock class vote on a merger--clearly involves the relationship among a corporation and its shareholders. As the United States Supreme Court held in CTS, "[n]o principle of corporation law and practice is more firmly established than a State's authority to regulate domestic corporations, including the authority to define the voting rights of shareholders."  

Id. at *6 (quoting CTS Corp. v. Dynamics Corp. of Am., 481 U.S. 69, 89, 107 S.Ct. 1637, 95 L.Ed.2d 67 (1987)).  Furthermore, relying again on CTS, the Court found “the Commerce Clause ‘prohibits States from regulating subjects that are in their nature national, or admit only of one uniform system, or plan of regulation,' and acknowledged that the internal affairs of a corporation are subjects that require one uniform system of regulation.  Id. (quoting CTS Corp., 481 U.S. at 89) (quotation marks and citation omitted).


Therefore, the Delaware Supreme Court affirmed the Court of Chancery and found that the internal affairs doctrine required that Delaware law govern.


VI.
Last But Not Least, A Classic Case of Excess

A.
Hollinger Intern., Inc. v. Black, 844 A.2d 1022 (Del. Ch. 2004), affd, Black v. Hollinger Intern., Inc., 2005 WL 927015 (Del. Apr. 19, 2005) (per curiam).

Hollinger Intern. Inc. (“International”) is a Delaware corporation that is controlled by Hollinger, Inc. (“Inc.”).  Lord Conrad Black was Hollinger’s controlling shareholder and also served as its Chairman and CEO.  In May 2003, an International stockholder asked the board to investigate the payment of over $70 million to Black and other executives in exchange for covenants not to compete.  It was claimed that these payments amounted to a breach of the duty of loyalty.  In response, the International board formed a special committee to investigate the matter and possibly prosecute the case if litigation was necessary.  As a result of the subsequent investigation, Black entered into a Restructuring Proposal Agreement with International.  Under the terms of the Agreement, Black would “resign as CEO, repay the non-compete payments and cause Inc. to do likewise, accede to a reconstituted board that would have a solid majority of independent directors, and not interfere with the on-going Special Committee investigation.”  Black, 2005 WL 927015, at *1.  Black also agreed to become involved in a “Strategic Process” to maximize the value of the company.  This Strategic Process could even involve selling the company.
In its opinion, the Delaware Supreme Court recounted Black’s actions following entering into the Agreement:

Almost immediately after the Restructuring Proposal Agreement was announced, Black violated it. Black did so by diverting to himself a valuable opportunity that had been presented to International--the possible sale of one of its flagship businesses (The Daily Telegraph) or of the Company as a whole--to Frederick and David Barclay (the "Barclays"), two English brothers whose corporations owned assets that included media firms in the UK and Europe.  The Barclays had first approached Black about such a sale in his capacity as the Company's CEO and Chairman. But, in a deliberate effort to "steer[ ] the Barclays toward doing an end-run around the Strategic Process," Black counter-proposed, and then negotiated with, the Barclays, to purchase Black's own controlling interest in Inc., which represented voting control of International. In connection with that diversion of opportunity, Black used confidential, non-public information of the Company for his own purposes without permission.  He also gave the International board false and misleading assurances that he was not violating the Restructuring Proposal Agreement by arranging a deal involving the sale of Inc.  Later, Black further violated the Restructuring Proposal Agreement by invoking his Fifth Amendment privilege against self-incrimination during an investigation by the SEC (thereby denying the SEC the benefit of International's full cooperation that was promised when the Restructuring Proposal Agreement was announced), and also by failing to repay the first 10% of the non-compete payments as he had promised.


B.
Although Black had made every effort to conceal his dealings with the Barclays, by this point the International board suspected that Black was negotiating a transaction that would subvert the Restructuring Proposal Agreement. Accordingly, the International board, with advice of counsel, began considering various measures, including adopting a "poison pill" rights plan that would prevent Black from selling Inc. to the Barclays.  Aware of the board's deliberations, Black threatened to remove the entire International board if it adopted a rights plan.  He also threatened to sue the directors who served on the Company's Special Committee and on its Audit Committee.

Black, 2005 WL 927015, at *2 (quoting Hollinger, j844 A.2d at 1045).
In January 2004, the Special Committee brought an action against Black because of his self-dealing, and International’s Executive Committee removed him as Chairman.  After the filing of the suit and his removal as chairman, Black advised International that he intended to enter into the transaction with the Barclays and that he was repudiating the Restructuring Proposal Agreement.

In response, the International board met and formed a Corporate Review Committee (“CRC”), which had broad authority to act on behalf of International.  The CRC was made up of all of the International directors except for Black, Mrs. Black, and another director aligned with Black.

Not to be outdone, Black responded to the board’s moves.  According to the Delaware Supreme Court:

Black caused Inc. to file a written consent that amended the bylaws of International (the "ByLaw Amendments"), to require: (1) seven days' written notice to all directors of any meeting of the International board; (2) in any notice of a special meeting of the board, disclosure of all business to be conducted at the meeting; (3) at least 24 hours written notice to all directors of any committee meetings; (4) within five days of the meeting, a report to the full board of the substance of all actions taken at committee meetings; (5) the presence of at least 80% of the directors at any board meeting in order to constitute a quorum for most business; (6) the presence of all directors to constitute a quorum for the International board to take action on certain "Special Board Matters," which included changing the number of directors, filling a vacancy on the board, approving a merger or selling all or substantially all of the Company's assets or selling assets having a value of more than $1 million, and amending or repealing any by-law; (7) the unanimous assent of all directors to approve any Special Board Matter or to establish new committees; and (8) the dissolution of all committees of the board (including the CRC) except for the Audit and Special Committees, and rescinding all added authority given to the Special Committee in the January 20 Board resolution.


Black, 2005 WL 927015, at *3.

Alleging that the defendants’ conduct amounted to a breach of their fiduciary duties, International asked the Court of Chancery to enjoin the Barclays transaction and any other breaches of the Restructuring Proposal Agreement.  International also sought damages.

 First, the Court of Chancery found that the bylaws passed by Black stripping the CRC of its power were not per se invalid.  International had argued that 8 Del. C. § 141(c)(2), which allows the board to designate committees, had been violated by the bylaws.  However, the Court of Chancery found that in this instance the bylaws were invalid because they had been passed for an inequitable purpose and had an inequitable effect.

Next, the Court turned to the allegations that Black had violated his fiduciary duties.  The Court found Black had breached his fiduciary duty of loyalty by:

(1) purposefully denying the International board its prerogative to consider fairly and responsibly a strategic opportunity within the scope of the Strategic Process (the opportunity to sell The Telegraph) and by diverting that opportunity to himself; (2) misleading his fellow directors about his course of conduct and not disclosing his dealings with the Barclays, in circumstances where full disclosure was expected; (3) improperly using confidential information of International to further his own personal interests and not those of International, without the authorization of his fellow directors; and (4) urging the Barclays to make improper inducements to International's investment banker to betray its client (International) by attempting to secure the Company board's assent to the Barclays transaction.

Black, 2005 WL 927015, at *3.
Third, the Court also found that Black breached the Restructuring Proposal Agreement by, among other things, failing to repay the noncompete payments, not devoting his time and energy to the Strategic Process, and entering into the Barclays transaction.  

The Court of Chancery entered a money judgment against Black for $8,693,053.66, plus interest, and a money judgment against Black and Inc. jointly for $21,154,025.92, plus interest.  Additionally, Black was enjoined from breaching the Restructuring Proposal Agreement, further breaching his fiduciary duties, or from tortiously interfering with the Restructuring Proposal Agreement.

The Delaware Supreme Court affirmed the Court of Chancery’s decision.

NOTE:
I would like to thank my associate, Jason Jowers, Esquire, for his significant contributions to  this project.
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