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DIRECTOR AND OFFICER RESPONSIBILITIES
REVISITED

By

Moderator: Byron F. Egan, Dallas, TXU
Michael M. Boone, Dallas, TX
Mark A. Morton, Wilmington, DE

Introduction.

These are troubled times in parts of corporate America. The collapse of many dot.com
companieswas followed by the tragedy of September 11, 2001 and its after-shockswhich hurt many
businesses. Then came some high profile bankruptcies and related startling developments.

The conduct of directors and officers has long been scrutinized when the corporation was
confronted with the prospect of a business combination, whether friendly or hostile, or when the
corporationwas charged with illegal conduct. Theserecent events have further focused attentionon
how directorsand officersdischargetheir duties, particularly during timesof corporateturmoil, and
have caused much reexamination of how corporations are governed and how they relate to their
shareholders.

The individuals who play leadership roles in corporations are fiduciaries in relation to the
corporation and itsowners. These troubling times make it appropriate to focus upon the fiduciary
and other duties of directors and officers, including the duties of care, loyalty and oversight. Those
duties are generally owed to the corporation and its shareholders, but when the corporationisonthe
penumbraof bankruptcy and the shareholders have no equity remaining in the company, thoseduties
may begin to shift to the new de facto owners of the business — the creditors.

The failure of Enron Corp.1 and other corporate debacles resulted in renewed focus on how
corporations should be governed and led to the Sarbanes-Oxley Act of 2002 (the “SOB”)2, which

O Copyright© 2004 by Byron F. Egan, Michad M. Boone and Mark A. Morton. All rights reserved.

Byron F. Egan isa partner of Jackson Walker L.L.P. in Dallas, Texas, Michael M. Booneis a partner of Haynes
and Boone, LLP in Dallas, Texas, and Mark A. Morton is a partner of Potter Anderson & Corroon LLP in
Wilmington, Delaware. The authors wish to acknowledge the contributions of the following in preparing this
paper: A. Scott Goldberg and Matthew A. McMurphy.

1 e Report of Invegtigation by the Special Investigative Committee of the Board of Directors of Enron Corp.,
William C. Powers Chair, dated February 1, 2002 (the “Powers Report”) is attached at Appendix A.

2 Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745 (codified in severd sections of 15 U.S.C.A.)
(“SOB"); seeByron F. Egan, The Sarbanes Oxley Act and ItsExtraterritorial Reach (October 3, 2003), which can
be found at http://www.jw.com/site/jsp/publicationinfo.jsp? d=247.
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President Bush signed on July 30, 2002 and which was intended to protect investors by improving
the accuracy and reliability of corporate disclosures made pursuant to the securities laws.3

While SOB and related changesto SEC rules and stock exchange listing requirements have
mandated changes in corporate governance practices, our focus will be on state corporate satutes
and common law.4 Our focus will be in the context of companies organized under the Texas
Business Corporation Act (asamended to date, the“ TBCA”) and the Delaware General Corporation
Law (as amended to date, the “DGCL").

. Fiduciary Duties Generally.
A. General Principles.

The concepts that underlie the fiduciary duties of corporate directors have their originsin
English common law of both trusts and agency from over two hundred years ago. The current
concepts of those duties in both Texas and Delaware are still largely matters of evolving common
law.

Boththe TBCA and the DGCL providethat the business and affairs of acorporation areto be
managed under the direction of its board of directors.> While the TBCA and the DGCL provide
statutory guidance as to matters such as the issuance of securities, the payment of dividends, the
notice and voting procedures for meetings of directors and shareholders, and the ability of directors
to rely on specified persons and information, the nature of a director’s “fiduciary” duty to the
corporation and the shareholders has been largely defined by the courts through damage and
injunctive actions. In Texas, the fiduciary duty of a director has been characterized as including
duties of loyalty, care, good faith and obedience.® In Delaware, the fiduciary dutiesinclude thoseof
loyalty, care and good faith.” Importantly, the duties of due care, good faith, and loyalty giveriseto
afourthimportant precept of fiduciary obligation under Delaware law —namely, the so-called “duty
of disclosure,” which requires the directors disclose full and accurate information when
communicating with stockholders. The term “duty of disclosure,” however, is somewhat of a
misnomer because no separate duty of disclosure actually exists. Rather, asindicated, the fiduciary

3 TheSOB isgenerally applicableto all companiesrequired tofilereports, or that have a registration statement on
file, with the Securities and Exchange Commission (“SEC”) regardless of size (“ public companies’). Althoughthe
SOB does have some specific provisions, and generally establishes some important public policy changes, it is
being implemented in large part through rules adopted and to be adopted by the SEC. See Summary of the
Sarbanes-Oxley Act of 2002 attached as Appendix B. Among other things, the SOB amends the Securities
Exchange Act of 1934 (the“1934 Act”) and the Securities Act of 1933 (the “1933 Act”).

4 seeWilliam B. Chandler 111 and Leo E. Strine Jr., The New Federalism of the American Corporate Governance
System: Preliminary Reflections of Two Residents of One Small Sate (February 26, 2002), which can befound at
http://papers.ssrn.com/sol 3/papers.cfm?abstract id=367720.

S TBCA at. 2.31and DGCL § 141(3).
6 Gearhart Industries, Inc. v. Smith International, Inc., 741 F.2d 707, 719 (5th Cir. 1984).

7 Cede& Co.v. Technicolor, Inc., 634 A.2d 345, 361 (Del. 1993) (“Technicolor I”); Smithv. Van Gorkom, 488 A.2d
858 (Del. 1985).
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obligations of directors in the disclosure context involve a contextually-specific application of the
duties of care, good faith, and loyalty.8

B. Applicable Law.

Under the internal affairs doctrine, courtsin Texas apply the law of a corporation’ s state of
incorporation in adjudications regarding director fiduciary duties.9 Delaware also subscribesto the
internal affairsdoctrine. However, Delaware hasa choice of law statute under which the partiescan
agree that internal mattersordinarily governed by the law of another state of incorporation will be
resolved under the laws of Delaware in Delaware courts. 10

C. Fiduciary Dutiesin Texas Cases.

TheFifth Circuit stated in Gearhart that under Texaslaw “[t] hree broad dutiesstemfromthe
fiduciary status of corporate directors; namely the duties of obedience, loyalty, and due care,” and
commented that (i) the duty of obedience requires a director to avoid committing ultra vires acts,
i.e.,, acts beyond the scope of the authority of the corporation as defined by its articles of
incorporation or the laws of the state of incorporation, (ii) the duty of loyalty dictatesthat adirector
must act in good faith and must not allow his personal interests to prevail over the interests of the
corporation, and (iii) the duty of due care requires that a director must handle his corporate duties
with such care as an ordinarily prudent man would use under similar circumstances.1! Good faith
under Gearhart isan element of theduty of loyalty. Gearhart remainsthe seminal casefor defining
the fiduciary duties of directors in Texas, although there are subsequent cases which amplify
Gearhart asthey apply it in particular situations, such aslawsuits by the Federal Deposit Insurance
Corporation (“EDIC”) and the Resolution Trust Company (“RTC”) arising out of failed financial
institutions,12

1 Loyalty.

The duty of loyalty in Texasisaduty that dictatesthat the director act in good faith and not
allow hispersonal interest to prevail over that of the corporation.13 Thegood faith of adirector will
be determined on whether the director acted with an intent to confer a benefit to the corporation. 14

8  Malonev. Brincat, 722 A.2d 5, 10 (Ddl 1998).

9 TBCA att. 8.02and TexasMiscellaneous CorporationsAct (“TMCLA") art. 1302-1.03; Hollisv. Hill, 232 F.3d 460
(5th Cir. 2000); Gearhart, 741 F.2d at 719; A. Copeland Enterprises, Inc. v. Guste, 706 F. Supp. 1283, 1288(W.D.
Tex. 1989); Texaco, Inc. v. Pennzoil Co., 729 SW.2d 768 (Tex. Civ. App. - Houston [1st Dist.] 1987, writ ref’d
n.r.e), cert. dismissed, 485 U.S. 944 (1988).

10 pd. Code Ann. Tit. 6, §2708; see Ribstein, Delaware, Lawyers, and Contractual Choice of Law, 19 Del. J. Corp.
L. 999 (1994).

11 Gearhart, 741 F.2d at 712-720; McCollumv. Dollar, 213 SW. 259 (Tex. Comm’n App. 1919, holding approved).
12 e eg., FDIC v. Harrington, 844 F. Supp. 300 (N.D. Tex. 1994).

13 Gearhart, 741 F.2d at 719.

14 International Bankers Life Insurance Co. v. Holloway, 368 SW.2d 567 (Tex. 1967).

3
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Whether there exists a personal interest by the director will be a question of fact.15 In general, a
director will not be permitted to derive a personal profit or advantage at the expense of the
corporation and must act solely with an eye to the best interest of the corporation, unhampered by
any pecuniary interest of his own.16

The court in Gearhart summarized Texas law with respect to the question of whether a
director is “interested”:

A director is considered ‘interested’ if he or she (1) makes a personal profit from a
transaction by dealing with the corporation or usurpsacorporate opportunity . . .; (2)
buys or sells assets of the corporation . . .; (3) transacts business in his director’s
capacity with a second corporation of which he is also a director or significantly
financially associated . . .; or (4) transacts business in his director’s capacity with a
family member.17

2 Care (including business judgment rule).

The duty of care in Texas requires the director to handle his duties with such care as an
ordinary prudent man would use under similar circumstances. In performing this obligation, the
director must be diligent and informed and exercise honest and unbiased business judgment in
pursuit of corporate interests.18

In general, the duty of care will be satisfied if the directors actions comport with the
standard of the business judgment rule. The Fifth Circuit stated in Gearhart that, in spite of the
reguirement that a corporate director handle his dutieswith such care asan ordinarily prudent man
would use under similar circumstances, Texas courtswill not impose liability upon anoninterested
corporate director unlessthe challenged actionis ultra vireor istainted by fraud. Inafootnotein
the Gearhart decision, the Fifth Circuit stated:

The business judgment rule is a defense to the duty of care. As such, the Texas
business judgment rule precludesjudicial interference with the businessjudgment of
directors absent a showing of fraud or an ultra vires act. If such a showing is not
made, then the good or bad faith of the directorsisirrelevant.19

15 |d.at578.

16 copeland Enterprises, 706 F. Supp. at 1291; Milamv. Cooper Co., 258 S\W.2d 953 (Tex. Civ. App. — Waco
1953, writ ref’ d n.r.e)). See Kendrick, The Interested Director in Texas, 21 Sw. L.J. 794 (1967).

17 Gearhart, 741 F.2d at 719-20 (citations omitted).
18 Gearhart, 741 F.2d at 719; McCollumv. Dollar, 213 SW. 259 (Tex. Comm’'n App. 1919, holding approved).
19 Gearhart, 741 F.2d at 723 n.9.
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In applying the business judgment rule in Texas, the courts in Gearhart and other recent
cases have quoted from the early Texas decision of Catesv. Sparkman,20 as setting the standard for
judicial intervention in cases involving duty of care issues:

[11f the acts or things are or may be that which the majority of the company have a
right to do, or if they have been done irregularly, negligently, or imprudently, or are
within the exercise of their discretion and judgment in the development or
prosecution of the enterprise in which their interests are involved, these would not
constitute such abreach of duty, however unwise or inexpedient such acts might be,

aswould authorize interference by the courts at the suit of a shareholder.21

In Gearhart the Court commented that “[€]ven though Cates was decided in 1889, and
despitetheordinary care standard announced in McCollumv. Dollar, supra, Texas courtstothisday
will not impose liability upon anoninterested corporate director unlessthe challenged actionisultra
vires or istainted by fraud.” 22

Neither Gearhart nor theearlier Texas casesonwhich it relied referenced “ gross negligence”
asastandard for director liability. I1f read literally, the business judgment rule articulated in the case
would protect even grossly negligent conduct. Federal district court decisionsin FDIC and RTC
initiated cases, however, have declined to interpret Texas law this broadly and have held that the
Texas business judgment rule does not protect “any breach of the duty of care that amountsto gross
negligence” or “directors who abdicate their responsibilities and fail to exercise any judgment.” 23

Grossnegligencein Texasisdefined as“that entire want of carewhich would raisethe belief
that the act or omission complained of was the result of a conscious indifference to the right or
welfare of the person or personsto be affected by it.”24 In Harrington, the Court concluded “that a
director’ s total abdication of duties falls within this definition of gross negligence.” 25

20 11 S\W. 846 (1889),
21 |d. at 849.
22 Gearhart, 741 F.2d at 721.

23 EDICV. Harri ngton, 844 F. Supp. 300, 306 (N.D. Tex. 1994); seealso RTC v. Acton, 844 F. Supp, 307, 314 (N.D.
Tex. 1994); RTC v. Norris, 830 F. Supp. 351, 357-58 (S.D. Tex. 1993); FDIC v. Brown, 812 F. Supp. 722, 726
(SD. Tex. 1992); cf. RTC v. Miramon, 22 F.3d 1357 (5" Cir. 1994) (followed Harrington analysis of
Section 1821(K) of the Financial Institutions Reform, Recovery and Enforcement Act (“ FIRREA”) which held that
federal common law of director liability did not survive FIRREA and applied Texas grossnegligence sandard for
financial inditution director liability cases under FIRREA).

24 Byrk Royalty Co. v. Walls, 616 S.W.2d 911, 920 (Tex. 1981) (citing Missouri Pacific Ry. v. Shuford, 72 Tex. 165,
10 S\W. 408, 411 (1888)).

25 844 F. Supp. a 306 n.7.
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The business judgment rule does not necessarily protect a director with respect to
transactionsin which heis “interested.” It ssimply meansthat the action will have to be challenged
on duty of loyalty rather than duty of care grounds.26

Directorsmay “ingood faith and with ordinary care, rely on information, opinions, reportsor
statements, including financial statements and other financial data,” prepared by officers or
employees of the corporation, counsel, accountants, investment bankers or “other persons as to
matters the director reasonably believes are within the person’s professional or expert
competence.” 27

3 Good Faith.

While Gearhart categorized good faith asan essentiality requirement for satisfying the duty
of loyalty rather than a separate fiduciary duty, it remains an important component of a director’s
fiduciary obligationsunder Texaslaw. InInternational BankersLife Insurance Co. v. Holloway,28
the court indicated that good faith conduct requires a showing that the directors had “an intent to
confer a benefit to the corporation.” In the most recent case of FDIC v. Harrington,29 a federal
district court applying Texas law held that there s an absence of good faith when aboard “abdicates
[its] responsibilitiesand failsto exerciseany judgment.” Dueto the sparsity of Texas precedent on
the good faith issue, Texas courts may draw from Delaware and other case law in defining the
meaning of “good faith” conduct by directors.30

4. Other (obedience).

Theduty of obedience in Texasrequires adirector to avoid committing ultraviresacts, i.e.,
actsbeyond the scope of the powers of the corporation asdefined by itsarticlesof incorporationand
Texaslaw.31 Anultraviresact may be voidable under Texas law, but the director will not be held
personally liable for such act unless the act is in violation of a specific statute or against public

policy.

The RTC’s complaint in RTC v. Norris32 asserted that the directors of a failed financial
institution breached their fiduciary duty of obedience by failing to causetheinstitutionto adequately
respond to regulatory warnings: “The defendants committed ultra vires acts by ignoring warnings
from[regulators], by failing to put into place proper review and lending procedures, and by ratifying

26 Gearhart, 741 F.2d at 723, n.9.

27 TBCA art. 2.41D.

28 368 SW. 2d 567 (Tex. 1967).

29 844 F. Supp. 300 (N.D. Tex. 1994).
30 see Section I1.D.3infra.

3l Gearhart, 741 F.2d at 719.

32 830 F. Supp. 351 (S.D. Tex. 1993).
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loans that did not comply with state and federal regulations and Commonwealth’s Bylaws.”33 In
rejecting this RTC argument, the court wrote:

The RTC does not cite, and the court has not found, any case in which a
disinterested director has been found liable under Texas law for alleged ultra vires
acts of employees, absent pleadings and proof that the director knew of or took part
inthe act, even where the act isillegal.

Under the business judgment rule, Texas courts have refused to impose
personal liability on corporate directors for illegal or ultra vires acts of corporate
agents unless the directors either participated in the act or had actual knowledge of
theact ... .34

Fiduciary Dutiesin Delaware Cases.
1 Loyalty.

In Delaware, the duty of loyalty mandates “that there shall be no conflict between duty and

self-interest.”35 It demands that the best interests of the corporation and its stockholders take
precedence over any personal interest or bias of a director that is not shared by stockholders
generally.36 The Delaware Court of Chancery has summarized the duty of loyalty as follows:

Without intending to necessarily cover every case, it is possible to say
broadly that the duty of loyalty is transgressed when a corporate fiduciary, whether
director, officer or controlling shareholder, uses hisor her corporate officeor, inthe
case of a controlling shareholder, control over corporate machinery, to promote,
advance or effectuate a transaction between the corporation and such person (or an
entity in which the fiduciary has a substantial economic interest, directly or
indirectly) and that transaction is not substantively fair to the corporation. That is,
breach of loyalty cases inevitably involve conflicting economic or other interests,
even if only in the somewhat diluted form present in every ‘entrenchment’ case.37

Importantly, conflicts of interest do not per se result in a breach of the duty of loyalty.

Rather, it isthe manner inwhich interested directorshandle a conflict and the processesthey invoke
to insure fairness to the corporation and its stockholders that will determine the propriety of the

33
34
35
36
37

Norris, 830 F. Supp. a 355.

Id.

Guth v. Loft, 5 A.2d 503, 510 (Del. 1939).

Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 361 (Ddl. 1993) (“Technicolor 17).

Solashv. Telex Corp., 1988 WL 3587 at * 7 (Del. Ch. Jan. 19, 1988). Some of the procedural safeguardstypically
invoked to assurefairnessin transactionsinvolving Board conflicts of interest are discussed in moredetail below,
in connection with the entire fairness standard of review.
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directors conduct and the validity of the particular transaction.38 Moreover, the Delaware courts
have emphasized that only material personal interests or influences will imbue a transaction with
duty of loyalty implications.

The duty of loyalty may be implicated in connection with numerous types of corporate
transactions, including, for example, the following: contractsbetween the corporation and directors
or entities in which directors have a material interest; management buyouts; dealings by a parent
corporation with asubsidiary; corporate acquisitions and reorganizationsin which the interests of a
controlling stockholder and the minority stockholders might diverge; usurpations of corporate
opportunities; competition by directors or officers with the corporation; use of corporate office,
property , or information for purposes unrelated to the best interest of the corporation; insider
trading; and actions that have the purpose or practical effect of perpetuating directorsin office. In
Delaware, adirector can be found guilty of abreach of duty of loyalty by approving atransactionin
which the director did not personally profit, but did approve a transaction which benefited the
majority stockholder to the detriment of the minority shareholders.3°

2 Care.

Directors have an obligation to inform themselves of al material information reasonably
available to them before making a business decision and, having so informed themselves, to act with
the requisite care in making such decision.4? Directors are not required, however, “to read in haec
verbaevery contract or legal document,”4L or to “know all particulars of the legal documents[they]
authorize] ] for execution.”42 Although adirector must act diligently and with the level of due care
appropriate to the particular situation, the Delaware courts have held that action (or inaction) will
constitute a breach of a director’s fiduciary duty of care only if the director’s conduct risesto the
level of gross negligence.43

Compliance with the duty of care requires active diligence. Accordingly, directors should
attend board meetings regularly; they should take timeto review, digest, and evaluate all materials
and other information provided to them; they should take reasonable stepsto assurethat all material
information bearing on a decision has been considered by the directorsor by those upon whom the
directorswill rely; they should actively participate in board deliberations, ask appropriate questions,
and discuss each proposal’ s strengths and weaknesses; they should seek out the advice of legal
counsel, financial advisors, and other professionals, as needed; they should, where appropriate,

38 Committee on Corporate Laws, Section of Business Law, American Bar Association, Corporate Director’s
Guidebook Third Edition, 56 The Business Lawyer 1571, 1584 (2001) (* Director’s Guidebook Third Edition™ ).

39 Crescent/Mach| Partners, L.P. v. Twiner, 2000 Ddl. Ch. LEX1S 145 (2000) at note 50; Srassburger v. Earley, 752
A.2d 577, 581 (Dd. Ch. 2000).

40 gee Technicolor 11, 634 A.2d a 367; Van Gorkom, 488 A.2d at 872.
41 van Gorkom, 488 A.2d at 883 n.25.
42 Moran v. Household Int'l, Inc., 490 A.2d 1059, 1078 (Del. Ch.), aff’d, 500 A.2d 1346 (Ddl. 1985).

43 e Van Gorkom, 488 A.2d &t 873.
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reasonably rely upon information, reports, and opinions provided by officers, experts or board
committees; and they should take sufficient time (as may bedictated by the circumstances) to reflect
on decisions before making them.

In many cases, of course, thedirectors decision may be not to take any action. To theextent
that decision is challenged, the focus will be on the process by which the decision not to act was
made. In the seminal decision on this issue, In re Caremark International, Inc. Derivative
Litigation,* the Delaware Court of Chancery approved the settlement of a derivative action that
involved claimsthat membersof Caremark’ s board of directorsbreached their fiduciary duty of care
to the company in connection with alleged violations by the company of anti-referral provisions of
Federal Medicare and Medicaid statutes. In so doing, the court discussed the scope of a board of
directors duty to supervise or monitor corporate performance and stay informed about the business
of the corporation as follows:

[1]t would . . . be a mistake to conclude. . . that corporate boards may satisfy their
obligationsto be reasonably informed concerning the corporation, without assuring
themselvesthat information and reporting systems exist in the organization that are
reasonably designed to provide to senior management and to the board itself timely,
accurate information sufficient to allow management and the board, each within its
scope, to reach informed judgments concerning both the corporation’s compliance
with law and its business performance. 4>

Stated affirmatively, “adirector’ sobligation includesaduty to atempt in good faithto assure
that acorporate information and reporting system, which the board concludesisadequate, exists, and
that failureto do so under some circumstancesmay . . . render adirector liable.” 46 While Caremark
recognizes a cause of action for uninformed inaction the holding is subject to the following:

First, the Court held that “only a sustained or systematic failure of the board to exercise
oversight — such as an utter failure to attempt to assure a reasonable information and reporting
system exists— will establish the lack of good faith that is anecessary conditionto liability.”47 Itis
thus not at all clear that a plaintiff could recover based on a single example of director inaction, or
even a series of examples relating to a single subject.

Second, Caremark noted that “the level of detail that is appropriate for such an information
system is a question of business judgment,”48 which indicates that the presence of an existing
information and reporting systemwill do much to cut off any derivative claim, becausethe adequacy
of the system itself will be protected.

44 698 A.2d 959 (Dd. Ch. 1996).

45 4. at 970.
46 |q.

47 |d. at 971.
48 |d. at 970.
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Third, Caremark considered it obviousthat “no rationally designed information system. . .

will remove the possibility” that losses could occur.49 Asaresult, “[a]ny action seeking recovery
for losses would logically entail a judicial determination of proximate cause.”®0 This holding
indicates that a loss to the corporation is not itself evidence of an inadequate information and
reporting system. Instead, the court will focus on the adequacy of the system overall and whether a
causal link exists.51

The DGCL provides two important statutory protectionsto directors relating to the duty of

care. The first statutory protection is DGCL § 141(e) which provides statutory protection to
directorswho rely in good faith upon corporate records or reportsin connection with their effortsto
be fully informed, and reads as follows:

A member of the board of directors, or amember of any committee designated by the
board of directors, shall, in the performance of such member’s duties, be fully
protected in relying in good faith upon the records of the corporation and upon such
information, opinions, reports or statements presented to the corporation by any of
the corporation's officers or employees, or committees of the board of directors, or by
any other person asto mattersthe member reasonably believesare within such other
person's professional or expert competence and who has been selected with
reasonable care by or on behalf of the corporation.>2

Significantly, DGCL § 141(e) provides protection to directors only if they have satisfied their
fiduciary duty of good faith, which is discussed below.

The second statutory protectionis DGCL 8§ 102(b)(7) which allowsa Delaware corporation

to provide for limitations on (or partial elimination of) director liability in relation to the duty of
care, and reads as follows:

102 CONTENTS OF CERTIFICATE OF INCORPORATION.

* % %

(b) In addition to the matters required to be set forth in the certificate of
incorporation by subsection (a) of this section, the certificate of incorporation may
also contain any or all of the following matters:

* % %

49
50
51

52

Id.
Id. at 970 n. 27.

See generally Eisenberg, Corporate Governance The Board of Directors and Internal Control, 19 CARDOZO L.
Rev. 237 (1997); Pitt, et al., Talking the Talk and Walking the Walk: Director Dutiesto Uncover and Respond to
Management Misconduct, 1005 PLI/Corp. 301, 304 (1997); Gruner, Director and Officer Liability for Defective
Compliance Systems: Caremark and Beyond, 995 PLI/Corp. 57, 64-70 (1997); Funk, Recent Developmentsin
Delaware Corporate Law: InreCaremark International Inc. Derivative Litigation: Director Behavior, Sharehol der
Protection, and Corporate Legal Compliance, 22 DeL. J. Corp. L. 311 (1997).

DGCL § 141(e).
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(7)  Aprovisioneliminating or limiting the personal liability of adirector
to the corporation or its stockholders for monetary damages for breach of fiduciary
duty as a director, provided that such provision shall not eliminate or limit the
liability of a director: (i) For any breach of the director’s duty of loyalty to the
corporation or its stockholders; (ii) for actsor omissions not in good faith or which
involve intentional misconduct or a knowing violation of law; (iii) under § 174 of
this title; or (iv) for any transaction from which the director derived an improper
personal benefit. No such provision shall eliminate or limit the liability of adirector
for any act or omission occurring prior to the date when such provision becomes
effective. All referencesin this paragraph to adirector shall also be deemed to refer
(x) to a member of the governing body of a corporation which is not authorized to
issue capital stock, and (y) to such other person or persons, if any, who, pursuant toa
provision of the certificate of incorporation in accordance with § 141(a) of thistitle,
exerciseor performany of the powersor duties otherwise conferred or imposed upon
the board of directors by thistitle.53

DGCL § 102(b)(7) in effect permits a corporation to include aprovision in its certificate of
incorporation limiting or eliminating a director’s personal liability for monetary damages for
breaches of the duty of care.5* The liability of directors may not be so limited or eiminated,
however, in connection with breaches of the duty of loyalty, failuresto act in good faith, intentional
misconduct, knowing violationsof law, obtaining improper personal benefits, or paying dividendsor
approving stock repurchases in violation of DGCL § 174.55 Delaware courts have routinely
enforced DGCL § 102(b)(7) provisions and held that, pursuant to such provisions, directors cannot
be held monetarily liable for damages caused by alleged breaches of the fiduciary duty of care.56

53 The Texas analogue to DGCL § 102(b)(7) is TMCLA art. 1302-7.06, which provides in relevant part:

55

56

B. Thearticlesof incorporation of acorporation may provide that adirector of the corporation shal not
beliable, or shall beliableonly tothe extent provided in the articles of incorporation, to the corporation
or its sharehol ders or membersfor monetary damagesfor an act or omission in thedirector’ scapacity as
a director, except that this article does not authorize the eimination or limitation of the liability of a
director to the extent the director is found liable for:

(1) abreach of the director’ s duty of loyalty to the corporation or its shareholders or members;

(2) an act or omission not in good faith that constitutes a breach of duty of the director to the
corporation or an act or omission that involvesintentiona misconduct or aknowing violation of thelaw;

(3) atransaction from which the director received an improper benefit, whether or not the benefit
resulted from an action taken within the scope of the director’s office; or

(4) anact or omissionfor whichtheliability of adirector isexpressy provided by an applicable satute

DGCL § 102(b)(7).

DGCL 8§ 102(b)(7); seealso Zirnv. VLI Corp., 621 A.2d 773, 783 (Ddl. 1993) (DGCL § 102(b)(7) provisionin
corporation’ scertificate did not shield directorsfrom liability wheredisclosure claimsinvolving breach of theduty
of loyalty were asserted).

A DGCL §102(b)(7) provision does not operateto defeat the validity of a plaintiff’ s claim on the merits, rather it
operatesto defeat a plaintiff’ sability to recover monetary damages. Emerald Partnersv. Berlin, 787 A.2d 85, 92
(Del. 2000). In determining when aDGCL § 102(b)(7) provision should be evaluated by the Court of Chancery to

11
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Caremark was followed by the Seventh Circuit applyinq1 lllinois law in In re Abbott
Laboratories Derivative Shareholders Litigation, 293 F.3d 378 (7" Cir. 2002), which involved a
shareholders derivative suit against the health care corporation’s directors, aleging breach of
fiduciary duty and asserting that directors were liable under state law for harms resulting from a
consent decree between corporation and the Food and Drug Administration (“FDA”). The consent
decree had followed a six-year period during which the FDA had given numerous notices to the
company of violations of FDA manufacturing regulations and imposed a $100 million fine, which
resulted in a $168 million charge to earnings. Inreversing a district court dismissal of plaintiff’s
complaint for failure to adequately plead that demand upon board of directors would be futile, the
Seventh Circuit held that the complaints raised reasonable doubt as to whether directors’ actions
were product of valid exercise of business judgment, thus excusing demand requirement, and were
sufficient to overcome directors’ exemption from liability contained in articles of incorporation. In
so holding, the Seventh Circuit noted that the complaint pled that the directors knew or should have
known of the FDA noncompliance problems and demonstrated gross negligence by ignoring them
for six yearsand not disclosing theminthe company’ s SEC periodic reportsduring thisperiod. The
Court relied upon Delaware case law and wrote:

We find that the facts alleged are sufficient to show that although corporate
governance practiceswere in place, the directorswere grossly negligent infailing to
inform themselves of all reasonably available material information.

Delawarelaw also statesthat director liability may arise for the breach of the duty to exercise
appropriate attention to potentially illegal corporate activities from “an unconsidered failure of the
board to act in circumstances in which due attention would, arguably, have prevented the loss.” 57
The court held that “a sustained or systematic failure of the board to exercise oversight . . . will
establish the lack of good faith that is a necessary condition to [director] liability.” Id. at 971.
Although the present case does not deal with aclaim of fraud like that in In re Caremark, with the
extensive paper trail concerning the violationsand the implied awareness of the problemsinthe SEC
filings, it is clear that the directors either knew or should have known of the violations of law, took
no stepsin an effort to prevent or remedy the situation, and that failure to take any action for suchan
inordinate amount of time resulted in the substantial losses incurred by the consent decree.>8

The Seventh Circuit further held that the provision in the corporation’s articles of
incorporation limiting director liability5® would not be applicable to facts alleged asthe “plaintiffs

determinewnhether it excul pates defendant directors, the Delaware Supreme Court recently distingui shed between
cases invoking the business judgment presumption and those invoking entire fairness review (these standards of
review are discussed below). Id. at 92-3. The Court determined that if a shareholder complaint unambiguoudy
assertssolely aclaim for breach of theduty of care, then the complaint may be dismissed by invocation of aDGCL
§102(b)(7) provision. Id. a 92. The Court held, however, that “when entirefairnessisthe applicable standard of
judicial review, adetermination that the director defendants are excul pated from paying monetary damages can be
made only after the basisfor ther liability hasbeen decided.” 1d. at 94. In such acircumstance, defendant directors
can avoid persond liability for paying monetary damages only if they establish that their failure to withstand an
entire fairness analysis was exclusively attributable to aviolation of the duty of care. 1d. at 98.

57 InreCaremark Int'l, Inc. Derivative Litig., 698 A.2d 959, 967 (Ddl. Ch. 1996).
58 393 F.3d at 389-390.

59 Abbott’s Articles of Incorporation included the following provision limiting director liability:
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complaint sufficiently alleges‘omissions not in good faith’ and ‘ intentional misconduct’ concerning
‘violations of law,” which conduct falls outside of the exemption.”60

3 Good Faith.

Good faith is far from anew concept in Delaware fiduciary duty law. Good faith long was
viewed by the Delaware courts (and till is viewed by many commentators) asan integral component
of the duties of care and loyalty. Indeed, in one of the early, landmark decisions analyzing the
contoursof theduty of loyalty, the Delaware Supreme Court observed that “ no hard and fast rulecan
be formatted” for determining whether adirector hasacted in “good faith.” 61 Whilethat observation
remainstruetoday, the case law and applicable commentary provide useful guidanceregarding some
of the touchstone principles underlying the duty of good faith.62

The duty of good faith was recognized as a distinct directorial duty in Cede & Co. v.
Technicolor, Inc.63 Theduty of good faith requiresthat directorsact honestly, in the best interest of
the corporation, and in amanner that isnot knowingly unlawful or contrary to public policy. While
the Court’sreview requires it to examine the board’ s subjective motivation, the Court will utilize
objective factsto infer such motivation. Like aduty of care analysis, such review likely will focus
on the process by which the board reached the decision under review. Consistent with earlier
articulations of the level of conduct necessary to infer bad faith (or irrationality), more recent case
law, including the recent Disney decision, suggest that only fairly egregious conduct (such as a
knowing and deliberate indifference to a potential risk of harm to the corporation) will rise to the
level of “bad faith.”

Theimpetusfor anincreased focus on the duty of good faith isthe availability of damagesas
aremedy against directorswho are found to have acted in bad faith. DGCL 8§ 102(b)(7) authorizes
corporations to include in their certificates of incorporation a provision eliminating or limiting
directors’ liability for breaches of the fiduciary duty of due care.54 However, DGCL § 102(b)(7)
also expressly providesthat directorscannot be protected from liability for either actionsnot takenin

“A director of the corporation shall not be personally liable to the corporation or its shareholders for
monetary damagesfor breach of fiduciary duty asadirector, except for liability (i) for any breach of the
director’s duty of loyalty to the corporation or its shareholders, (ii) for acts or omissions not in good
faith or that involveintentional misconduct or aknowing violation of law, (iii) under Section 8.65 of the
Illinois Business Corporation Act, or (iv) for any transaction from which the director derived an
improper personal benefit .. . "

393 F.3d at 390-391.
60 393 F.3dat 391.
61  seeGuth, 5A.2d a 510.

62 geelnre The Walt Disney Co. Derivative Litig., 825 A.2d 275 (Del. Ch. 2003); John F. Grosshauer and Nancy N.
Waterman, The (No Longer) Overlooked Duty of Good Faith Under Delaware Law, VI1I “Dea Points’ No. 2 of 6
(The Newdl etter of the ABA Business Law Section Committee on Negotiated Acquisitions, No. 2, Summer 2003).

63 634 A.2d at 361.
64 gDd. C. §102(b)(7).
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good faith or breaches of the duty of loyalty.6> A finding of a lack of good faith has profound
significance for directors not only because they may not be exculpated from liability for such
conduct, but also because aprerequisiteto eligibility for indemnification under DGCL 8 145 of the
DGCL isthat the directorswho were unsuccessful intheir litigation nevertheless must demonstrate
that they have acted “in good faith and in a manner the person reasonably believed was in or not
opposed to the best interests of the corporation.”66 Accordingly, adirector who has breached the
duty of good faith not only is exposed to personal liability, but also may not be able to seek
indemnification fromthe corporation for any judgment obtained against her or for expensesincurred
(unsuccessfully) litigating the issue of liability.67 Thus, in cases involving decisions made by
directorswho aredisinterested and independent with respect to atransaction (and, therefore, the duty
of loyalty is not implicated), the duty of good faith still provides an avenue for asserting claims of
personal liability against the directors. Moreover, these claims, if successful, create barriers to
indemnification of amounts paid by directorsin judgment or settlement.68

Given therecent emphasison director oversight, and in light of the recent wave of corporate
scandals, the Delaware courts may be more willing to consider seriously claims of bad faith by
otherwise disinterested directorswho are alleged to have abdicated their responsibilitiesor actedina
manner contrary to their professed rational. AsChancellor Chandler’sopinion in Disney confirms,
however, Delaware courts continue to be extremely reluctant to impose liability on disinterested
directorswho make even modest attemptsto fulfill their duty to make informed decisionsregarding
matters of importance to the corporation.

E. Fiduciary Duties of Officers.

Under both Texasand Delaware law, acorporate officer owesfiduciary duties of care, good
faithand loyalty to the corporation and may be sued in acorporate derivative action just asadirector

65 Specifically, DGCL § 102(b)(7) authorizesthe inclusion in a certificate of incorporation of:

A provision eiminating or limiting the personal liability of a director to the
corporation or its stockholdersfor monetary damagesfor breach of fiduciary duty
asadirector, provided that such provision shall not eliminate or limit theliability or
adirector: (i) For any breach of the director’ sduty of loyalty to the corporation or
its stockholders; (ii) for acts or omissions not in good faith or which involve
intentional misconduct or a knowing violation of law; (iii) under 8174 of thistitle
[dealing with the unlawful payment of dividends or unlawful stock purchase or
redemption]; or (iv) for any transaction from which the director derived an
improper personal benefit . . .

66 g Del. C. §5145(a) and (b).

67 In contrast, it isat least theoretically possible that a director who has been found to have breached his or her duty of
loyalty could be found to have acted in good faith and, therefore, be digible for indemnification of expenses (and, in
non-derivative cases, amounts paidin judgment or settlement) by the corporation. See BlasiusIndustries, Inc. v. Atlas
Corp., 564 A.2d 651 (Ddl. Ch. 1988) (directors found to have acted in good faith but nevertheless breached their
duty of loyalty).

68 The availabil ity of directors and officersliability insurance also may be brought into question by afinding of bad
faith. Policies often contain exclusionsthat could be cited by carriers as a basis for denying coverage.
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may be.”69 To be held liable for abreach of fiduciary duty, “it will haveto be concluded for each of
thealleged breachesthat [an officer] had thediscretionary authority in arelevant functional areaand
the ability to cause or prevent a complained-of-action.” /0 Derivative claims against officers for
failureto exercisedue carein carrying out their responsibilities as assigned by the board of directors
are uncommon.

An individual is entitled to seek the best possible employment arrangements for himself
before he becomes afiduciary, but once the individual becomes an officer or director, hisability to
pursue hisindividual self interest becomesrestricted. Inthisregard, the Chancery Court’ sopinionin
Inre The Walt Disney Co. Derivative Litigation, ”1 which resulted from the failed marriage between
Disney and its former President Michael Ovitz, isingtructive asto the duties of an officer.”2 Ovitz
was elected president of Disney on October 1, 1995 prior to finalizing his employment contract,
which was executed on December 12, 1995, and he became a director in January 1996. Ovitz's
compensation package was lucrative, including a $40 million termination payment for a no-fault
separation, and was negotiated with Ovtiz's long time personal friend CEO Michael Eisner and
without an active independent compensation committee process or the active involvement of a
compensation consultant. Histenure asan officer was mutually unsatisfying, and a year later hewas
discussing with Eisner the terms of a no fault separation. In holding that a stockholder derivative
complaint alleged facts sufficient to withstand a motion to dismiss, the Chancery Court wrote:

Defendant Ovitz contends that the action against him should be dismissed
because he owed no fiduciary duty not to seek the best possible employment
agreement for himself. Ovitz did have the right to seek the best employment
agreement possible for himself. Nevertheless, once Ovitz became a fiduciary of
Disney on October 1, 1995, according to the new complaint, he also had a duty to
negotiate honestly and in good faith so as not to advantage himself at the expense of
the Disney shareholders. Hearguably failed to fulfill that duty, according tothefacts
alleged in the new complaint.

Ovitz and Eisner had been close friends for over twenty-five years. Ovitz
knew when he became president of Disney on October 1, 1995, that his unexecuted
contract was still under negotiation. Instead of negotiating with an impartial entity,
such asthe compensation committee, Ovitz and his attorneys negotiated directly with
Eisner, his close personal friend. Perhaps not surprisingly, the final version of the
employment agreement differed significantly from the draft version summarized to
the board and to the compensation committee on September 26, 1995. Had those

69 geeFaour v. Faour, 789 S.W.2d 620,621 (Tex. App.—Texarkana 1990, writ denied); Zapata Corp. v. Mal donado,
430 A.2d 779 (Del. 1981).

70 pereirav. Cogan, 294 B.R. 449, 511 (SDNY 2003); see Fletcher Cyclopedia of the Law of Private Corporations, §
846 (2002) (“The Revised Model Business Corporation Act providesthat anon-director officer with discretionary
authority is governed by the same standards of conduct asadirector.”).

71 825 A.2d 275 (Del. Ch. 2003).

72 See the discussion of the Disney case in Section I1.F.4.c below in respect of director duties when approving

executive officer compensation.
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changes been the result of arms-length bargaining, Ovitz’'s motion to dismiss might
have merit. At this stage, however, the alleged facts (which | must accept astrue)
suggest that Ovitz and Eisner had almost absolute control over the terms of Ovitz's
contract.

The new complaint arguably charges that Ovitz engaged in a carefully
orchestrated, self-serving process controlled directly by his close friend Eisner, all
designed to provide Ovitz with enormous financial benefits. The case law cited by
Ovitz in support of hisposition suggeststhat an officer may negotiate hisor her own
employment agreement aslong asthe processinvol ves negotiations performedinan
adversarial and arms-length manner. The facts, as alleged in the new complaint,
belie an adversarial, arms-length negotiation process between Ovitz and the Walt
Disney Company. Instead, the alleged facts, if true, would support an inference that
Ovitz may have breached his fiduciary duties by engaging in a self-interested
transaction in negotiating his employment agreement directly with hispersonal friend
Eisner.

The sameistrueregarding the non-fault termination. In that instance, Ovitz
was also serving as a member of the Disney board of directors. The Supreme Court
recently held in Telxon Corp. v. Meyerson that “directoral self-compensation
decisions lie outside the business judgment rule’' s presumptive protection, so that,
where properly challenged, the receipt of self-determined benefits is subject to an
affirmative showing that the compensation arrangementsarefair to the corporation.”
According to the factsalleged in the new complaint, Ovitz did not advisethe Disney
board of his decision to seek a departure that would be fair and equitable to all
parties. Instead, he went to his close friend, Eisner, and, working together, they
developed a secret strategy that would enable Ovitz to extract the maximum benefit
from his contract, all without board approval.

Although the strategy was economically injurious and a public relations
disaster for Disney, the Ovitz/Eisner exit strategy allegedly was designed principally
to protect their personal reputations, while assuring Ovitz a huge personal payoff
after barely a year of mediocre to poor job performance. These allegations, if
ultimately found to be true, would suggest a faithless fiduciary who obtained
extraordinary personal financial benefitsat the expense of the congtituency for whom
he was obliged to act honestly and in good faith. Because Ovitz was a fiduciary
during both the negotiation of his employment agreement and the non-fault
termination, he had an obligationto ensurethe process of his contract negotiation and
termination was both impartial and fair. Thefacts, asplead, giveriseto areasonable
inference that, assisted by Eisner, he ignored that obligation.
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A corporate officer isan agent of the corporation.’3 |f an officer commitsatort while acting

for the corporation, under the law of agency, the officer is liable personally for his actions.”4 The
corporation may also be liable under respondant superior.

F.

Effect of Sarbanes-Oxley Act of 2002 on Common Law Fiduciary Duties.
1 Overview.

Responding to problemsin corporate governance, SOB and related changesto SEC rulesand

stock exchange listing requirements’® have implemented a series of reformsthat require all public
companies’® to implement or refrain from specified actions,”’ some of which are expressly

73

74

75

76

7

Joseph Greenspon’'s Sons Iron & Steel Co. v. Pecos Valley Gas Co., 156 A. 350 (Ddl. Ch. 193l); Hollaway v.
Skinner, 898 S.\W.2d 793, 795 (Tex. 1995).

Dana M. Muir & Cindy A. Schipani, The Intersection of Sate Corporation Law and Employee Compensation
Programs: Isit Curtainsfor Veil Piercing? 1996 U. ILL. L. Rev. 1059, 1078-1079 (1996).

On November 4, 2003, the SEC issued Release No. 34-48745, titled “ Self-Regul atory Organizations; New Y ork
Stock Exchange, Inc. and National Association of Securities Dealers, Inc.; Order Approving Proposed Rule
Changes|citationsomitted],” which can be found at http://www.nasdaq.com/about/SECA pproval %6200rder34-
48745.pdf, pursuant to which the SEC approved the rule changes proposed by the NY SE and NASD to comply
with SOB. Theserulechanges, which arediscussed at greater length bel ow, are generally effectivefor NY SE and
NASDAQ listed companies, respectively, upon the earlier of their first annual meeting after January 15, 2004, or
October 31, 2004. Theeffectivedate of the SRO rulesdiscussed hereinisJuly 31, 2005 for foreign privateissuer’s
under both the NY SE Rulesand the NASD Rules, aswell asfor small businessissuersasdefined in 1934 Act Rule
12b-2 under the NASD Rules. Any references to the rulesin the NY SE Listed Company Manual (the “NYSE
Rules’) or the marketplacerulesin the NASD Manual (the“NASD Rules’) arereferencestotherulesas approved
by the SEC on November 4, 2003, and do not refer to such rules asthey existed prior to their adoption by the SEC.

The SOB is generally applicable to all companies required to file reports with the SEC under the 1934 Act
(“ reporting companies’ ) or that have aregigration statement on filewith the SEC under the 1933 Act, in each case
regardless of size (collectively, “ public companies’ or “issuers’). Some of the SOB provisions apply only to
companies listed on anational securities exchange (“ listed companies’), such asthe New Y ork Stock Exchange
(“NYSE") or The NASDAQ Stock Market (“ NASDAQ") (the national securities exchanges and NASDAQ are
referredto collectively as* SROS” ), but not to companiestraded on the NASD OTC Bulletin Board or quotedinthe
Pink Sheetsor the Y ellow Sheets. Small businessissuersthat filereportson Form 10-QSB and Form 10-KSB are
subject to SOB generaly in the samewaysas|arger compani es although some specificsvary. SOB andthe SEC's
rules thereunder are applicable in many, but not all, respects to (i) investment companies registered under the
Investment Company Act of 1940 (the “ 1940 Act”) and (ii) public companies domiciled outside of the U.S.
(“ foreign companies’ ), although many of the SEC rules promul gated under SOB’ sdirectivesprovidelimited relief
from some SOB provisions for the“foreign private issuer,” which isdefined in 1933 Act Rule 405 and 1934 Act
Rule 3b-4(c) as a private corporation or other organization incorporated outside of the U.S., aslong as:

e  More than 50% of the issuer’s outstanding voting securities are not directly or indirectly held of
record by U.S. residents;

e  Themajority of the executive officers or directors arenot U.S. citizens or residents;
e Morethan 50% of the issuer’ s assets are not located in the U.S.; and;

e Theissuer’shbusinessisnot administered principally in the U.S.

See Appendix B and Byron F. Egan, The Sarbanes Oxley Act and Its Extraterritorial Reach (October 3, 2003),
which can be found at http://www.jw.com/site/jsp/publicationinfo.jsp?Ad=247.
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permitted by state corporate laws, subject to general fiduciary principles. Several examplesof this
interaction of statelaw with SOB or new SEC or stock exchange requirements are discussed below.

2 Shareholder Causes of Action.

SOB does not create new causes of action for shareholders, with certain limited exceptions,

and leaves enforcement of its proscriptions to the SEC or federal criminal authorities.”8 The
corporateplaintiffs’ bar, however, can be expected to be creative and aggressive in asserting that the
new standards of corporate governance should be carried over into statelaw fiduciary duties, perhaps
by asserting that violations of SOB constitute violations of fiduciary duties of obedience or
supervision.’®

3 Director I ndependence.

a Power to Independent Directors.

D General. The SEC rulesunder SOB and related stock exchange listing requirements
are shifting the power to govern public companies to outside directors. Collectively, they will
generally require that listed companies have:

+ A board of directors, amajority of whom are independent.80

«  Anaudit committee8l composed entirely of independent directors.82

8« Except in the case of recovery of profits from prohibited sales during a blackout period and suits by
whistleblowers, the Sarbanes-Oxley Act doesnot expressly create new privaterightsof action for civil liability for
violationsof the Act. The Sarbanes-Oxley Act, however, potentially affects existing privaterights of action under
the Exchange Act by: (1) lengthening the general statute of limitationsapplicableto private securitiesfraud actions
totheearlier of two yearsafter discovery of thefacts congtituting the violation or five yearsafter theviolation; and
(2) expanding reporting and discl osurerequirementsthat could potentially expand therange of actionsthat can be
alleged to giveriseto private suitsunder Section 10(b) and Section 18 of the Exchange Act and SEC Rule 10b-5.”
PatriciaA. Vlahakis et al., Understanding the Sarbanes-Oxley Act of 2002, COrRP. GOVERNANCE REFORM, Sept.-
Oct. 2002, at 16.

79 see William B. Chandler I11 and Leo E. Strine Jr., The New Federalism of the American Corporate Governance
System: Preliminary Reflections of Two Residents of One Small Sate (February 26, 2002), which can befound at
http://papers.ssrn.com/sol 3/papers.cfm?abstract id=367720, at 43-48.

80  See NYSE Rules 303A(1) and 303A(2); NASD Rules 4350(c) and 4200(a)(15).
8l 1934 Act § 3(a)(5)added by SOB § 2(a)(3) provides:

(58) Audit Committee. Theterm “audit committee” means—

(A) A committee (or equivalent body) established by and amongst the board of directorsof anissuer for the
purpose of overseeing the accounting and financial reporting processes of the issuer and audits of the
financial statements of theissuer; and

(B) If no such committee exists with respect to an issuer, the entire board of directors of theissuer.

82 on April 9, 2003, the SEC issued Release No. 33-8220 (the “ SOB 8301 Release”) adopting, effective April 25,
2003, 1934 Act Rule 10A-3, titled “Listing Standards Relating to Audit Committees’ (the “SOB 8301 Rul€’),
which can befound at http://www.sec.gov/rules/final /33-8220.htm, to implement SOB §301. Under the SOB §301
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* A nominating/corporate governance committee composed entirely of independent
directors.83

« A compensation committee composed entirely of independent directors.84

83

Rule, each SRO must adopt rules conditioning the listing of any securities of an issuer upon theissuer being in
compliance with the standards specified in SOB 8301, which may be summarized as follows:

e Oversight. The audit committee must have direct responsibility for the appointment, compensation, and
oversight of the work (including the resolution of disagreements between management and the auditors
regarding financial reporting) of any registered public accounting firm employed to perform audit services,
and the auditors must report directly to the audit committee.

e  Independence. Theaudit committee membersmust beindependent directors, which meansthat each member
may not, other than as compensation for service on the board of directorsor any of itscommittees: (i) accept
any consulting, advisory or other compensation, directly or indirectly, from theissuer or (ii) be an officer or
other affiliate of the issuer.

e  Proceduresto Receive Complaints. The audit committeeisresponsible for establishing proceduresfor the
recel pt, retention and treatment of complaintsregarding accounting, internal accounting controlsor auditing
matters, and the confidentia, anonymous submission by employees of the issuer (“whistleblowers’) of
concerns regarding questionabl e accounting or auditing matters.

e  Funding and Authority. Theaudit committee must have the authority to hire independent counsel and other
advisers to carry out its duties, and the issuer must provide for funding, as the audit committee may
determine, for payment of compensation of theissuer’ sauditor and of any advisorsthat the audit committee

engages.

SROs may adopt additional listing standards regarding audit committees aslong asthey are consistent with SOB
and the SOB 8301 Rule. TheNY SE and NASD have adopted such rules, which are discussed below. See NY SE
Rules 303A(6) and (7) and NASD Rule 4350(d).

Effective Dates. Listedissuersmust bein compliancewith thenew listing rules audit committee standards by the
earlier of (i) their first annual sharehol ders meeting after January 15, 2004 or (i) October 31, 2004. Foreign private
issuers and small business issuers are given until July 31, 2005 to comply with the new audit committee
requirements.

See NY SE Rule 303A(4); NASD Rule 4350(c).

See NYSE Rule 303A(5); NASD Rule 4350(c). The compensation committee typically is composed of
independent directors and focuses on executive compensation and administration of stock options and other
incentive plans. Whilethe duties of the compensation committeewill vary from company to company, the ALI's
Principles of Corporate Governance § 3A.05 (Supp 2002) recommend that the compensation committee should:

(1) Review and recommend to the board, or determine, the annual salary, bonus, stock options, and other
benefits, direct and indirect, of the senior executives.

(2) Review new executive compensation programs; review on aperiodic basisthe operation of the corporation’s
executive compensation programs to determine whether they are properly coordinated; establish and
periodically review policies for the administration of executive compensation programs, and take steps to
maodify any executive compensation programsthat yield paymentsand benefitsthat arenot reasonably related
to executive performance.

(3) Establish and periodically review policies in the area of management perquisites.

Under SEC Rule 16b-3 under the 1934 Act, the grant and exercise of employee stock options, and the making of
stock awards, aregenerally exempt from the short-swing profit recovery provisionsof § 16(b) under the 1934 Act
if approved by acommittee of independent directors. Further, under Section 162(m) of the Internal Revenue Code
of 1980, asamended, corporationsrequired to beregistered under the 1934 Act arenot ableto deduct compensation
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These independent directorswill be expected to actively participate in the specified activities
of the board of directors and the committees on which they serve.

State law authorizes boards of directors to delegate authority to committees of directors.
Texasand Delaware law both providethat boards of directors may delegate authority to committees
of the board subject to limitations on delegation for fundamental corporate transactions.8> Among
the matters that a committee of a board of directors will not have the authority to approve are (i)
charter amendments, except to the extent such amendments are the result of the issuance of a series
of stock permitted to be approved by aboard of directors, (ii) aplan of merger or similar transaction,
(i) the sale of all or substantially all of the assets of the corporation outside the ordinary course of
its business, (iv) avoluntary dissolution of the corporation and (v) amending bylaws or creating new
bylaws of the corporation.86 Inaddition, under Texas law, acommittee of aboard of directors may
not fill any vacancy onthe board of directors, remove any officer, fix the compensation of amember
of the committee or amend or repeal aresolution approved by thewhole board to the extent that such
resolution by itstermsisnot so amendable or repealable.87 Further, under both Texasand Delaware
law, no committee of aboard of directors hasthe authority to authorize adistribution (adividend in
the case of Delaware law) or authorize the issuance of stock of acorporation unlessthat authority is
set forth in the charter or bylaws of the corporation.88 Alternative members may also be appointed
to committees under both states laws.89

2 NYSE. NY SE Rule 303(A)(1) requires the board of directors of each NY SE listed
company to consist of a mgjority of independent directors.

€)] NY SE BaseLineTest. Pursuant to NY SE Rule 303A(2), no director qualifies
as “independent” unless the board affirmatively determines that the director has no material
relationship with the company (either directly or as a partner, shareholder or officer of an
organization that has arelationship with the company). The company is required to disclose the
basisfor such determination in itsannual proxy statement or, if the company does not file an annual
proxy statement, in the company’ s annual report on Form 10-K filed with the SEC. 1n complying
with thisrequirement, the company’ sboard is permitted to adopt and disclose standardsto assigt it in
making determinations of independence, disclose those standards, and then make the general
statement that the independent directors meet those standards.

to specified individualsin excess of $1,000,000 per year, except in the case of performance based compensation
arrangements approved by the sharehol ders and administered by a compensation committee consisting of two or
more “outside directors’ as defined. Treas Reg. 8 1.162-27 (2002).

85 BCAart.2.36; DGCL § 141(c). Theserestrictionsonly apply to Delaware corporationsthat incorporated prior to
July 1, 1996, and did not el ect by board resol ution to be governed by DGCL § 141(c)(2). If aDelaware corporation
is incorporated after that date or eects to be governed by DGCL § 141(c)(2), then it may authorize a board
committee to declare dividends or authorize the issuance of stock of the corporation.

8

(o]

TBCA art. 2.36; DGCL § 141(c).
87 TBCA art. 2.36(B).

88 TBCA art. 2.36(C); DGCL § 141(c)(1).
89 TBCA at. 2.36(A); DGCL § 141(c)(1).
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(b) NY SE Per Se Independence Disqualifications. In addition to the general
requirement discussed above, NY SE Rule 303A(2) considers a number of relationships to be an
absolute bar on a director being independent as follows:

First, a director who is an employee, or whose immediate family member is an
executive officer, of the company would not be independent until three years after
the end of such employment. Employment as an interim Chairman or CEO will not
disqualify adirector from being considered independent following that employment.

Second, adirector who receives, or whose immediate family member receives, more
than $100,000 per year in direct compensation from the NY SE listed company,
except for certain payments, would not be independent until three years after he or
she ceases to receive more than $100,000 per year in such compensation.

Third, adirector who is affiliated with or employed by, or whose immediate family
member is affiliated with or employed in a professional capacity by, a present or
former internal or external auditor of the company can not be considered independent
until three years after the end of the affiliation or the employment or auditing
relationship.

Fourth, a director who is employed, or whose immediate family member is
employed, asan executive officer of another company whereany of theNY SE listed
company’ s present executives serve onthat company’ s compensation committeecan
not be considered independent until three years after the end of such service or the
employment relationship.

Fifth, a director who is an executive officer or an employee, or whose immediate
family member is an executive officer, of a company that makes payments to, or
receives payments from, the NY SE listed company for property or servicesin an
amount which, in any single fiscal year, exceedsthe greater of $1 million, or 2% of
such other company’s consolidated gross revenues, can not be considered
independent until three years after falling below such threshold. Charitable
organizations are not considered “companies’ for purposes of the exclusion from
independence described in the previous sentence, provided that the NY SE listed
company disclosesinitsannual proxy statement, or if theN'Y SE listed company does
not file an annual proxy statement, in its annual report on Form 10-K filed with the
Commission, any charitable contributions made by the NY SE listed company to any
charitable organization in which a director serves as an executive officer if, within
the preceding three years, such contributionsin any single year exceeded the greater
of $1 million or 2% of the organization’ s consolidated gross revenues.

3 NASD. NASD Rule 4350(c)(1) requires amajority of the directorsof aNASDAQ-
listed company to be “independent directors,” as defined in NASD Rule 4200.90

90  NASD Rule4350, which governs qualitativelisting requirements for NASDAQ National Market and NASDAQ
SmallCap Market issuers (other than limited partnerships), must be read in tandem with NASD Rule 4200, which
provides definitions for the applicable defined terms.

21
3512430v5



@ NASDAQBaseLineTest. EachNASDAQ listed company must disclosein
itsannual proxy (or, if theissuer doesnot fileaproxy, inits Form 10-K or 20-F) those directorsthat
the board has determined to be independent as defined in NASD Rule 4200.91

(b) NASDAQ Per Selndependence Disqualifications. NASD Rule4200(a)(15)
specifies certain relationships that would preclude a board finding of independence as follows:

First, adirector who is, or a anytime during the past three years was, employed by
the company or by any parent or subsidiary of the company, is not deemed to be
independent (the “NASDAQ Employee Provision”).

Second, adirector who acceptsor hasa“Family Member” asdefined inNASD Rule
4200(a)(14) who accepts any payments from the company, or any parent or
subsidiary of the company, in excess of $60,000 during the current fiscal year or any
of the past threefiscal years, other than certain permitted payments, isnot deemedto
be independent (the “NASDAQ Payments Provision”). NASDAQ states in the
interpretive material to the NASD Rules (the “Interpretive Material”) that this
provision is generally intended to capture situations where a payment is made
directly to, or for the benefit of, the director or afamily member of the director. For
example, consulting or personal service contractswith a director or family member
of the director or political contributions to the campaign of a director or a family
member of the director prohibit independence.

Third, adirector who is a Family Member of an individual who is, or a any time
during the past three years was, employed by the company or by any parent or
subsidiary of the company as an executive officer, isnot independent (the“NADAQ
Family of Executive Officer Provision”).

Fourth, a director who is, or has a Family Member who is, a partner in, or a
controlling shareholder or an executive officer of, any organization to which the
company made, or from which the company received, payments for property or
services in the current or any of the past three fiscal years that exceed 5% of the
recipient’s consolidated gross revenues for that year, or $200,000, whichever is
more, other than certain permitted payments, is not independent (the “NASDAQ
Business Relationship Provision”). The Interpretive Material states that this
provision is generally intended to capture payments to an entity with which the
director or Family Member of the director is affiliated by serving as apartner (other
than a limited partner), controlling shareholder or executive officer of such entity.
Under exceptional circumstances, such as where a director has direct, significant
business holdings, thelnterpretive M aterial statesthat it may be appropriateto apply

91 |f aNASDAQ listed company fails to comply with the requirement that a majority of its board of directors be
independent due to one vacancy, or one director ceases to be independent due to circumstances beyond a
company’ sreasonable control, thenew NASD Rulesrequiretheissuer to regain compliance with therequirement
by the earlier of its next annual shareholdersmeeting or one year from the occurrence of the event that caused the
compliance failure. Any issuer relying on this provision must provide notice to NASDAQ immediately upon
learning of the event or circumstance that caused the non-compliance.
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the NASDAQ Business Relationship Provision in lieu of the NASDAQ Payments
Provision described above, and that issuers should contact NASDAQ if they wishto
apply the rule in this manner. The Interpretive Material further notes that the
NASDAQ Business Relationship Provision is more broad than the rules for audit
committee member independence set forth in 1934 Act Rule 10A-3(e)(8).

The Interpretive Material further states that under the NASDAQ Business
Relationship Provision, a director who is, or who has a Family Member who is, an
executive officer of acharitable organization may not be considered independent if
the company makes payment to the charity in excess of the greater of the greater of
5% of the charity’ s revenues or $200,000. The Interpretive Material also discusses
the treatment of payments from the issuer to alaw firm in determining whether a
director who isalawyer may be considered independent. The Interpretive Material
notes that any partner in a law firm that receives payments from the issuer is
ineligible to serve on that issuer’s audit committee.

Fifth, a director of the NASDAQ listed company who is, or has a Family Member
who is, employed as an executive officer of another entity at any time during the past
three years where any of the executive officers of the NASDAQ listed company
serves on the compensation committee of such other entity, is not independent
(“NASDAQ Interlocking Directorate Provision”).

Sixth, a director who is, or has a Family Member who is, a current partner of the
company’ s outside auditor, or was a partner or employee of the company’ s outside
auditor, and worked onthe company’ saudit, at any time, during the past three years,
is not independent (“NASDAQ Auditor Relationship Provision”).

Seventh, in the case of an investment company, a director is not independent if the
director isan “interested person” of the company as defined in section 2(a)(19) of the
Investment Company Act, other than in hisor her capacity asamember of the board
of directors or any board committee. This provision replaces the tests for
independence specified in the old rule.

With respect to the look-back periods referenced in the NASDAQ Employee Provision, the
NASDAQ Family of Executive Officer Provision, the NASDAQ Interlocking Directorate Provision,
and the NASDAQ Auditor Relationship Provision, “any time” during any of the past three years
should be considered. The Interpretive Material states that these three year look-back periods
commenceonthe datetherelationship ceases. Asanexample, thelnterpretive Material statesthat a
director employed by the company would not be independent until three years after such
employment terminates. NASDAQ also proposes to add Interpretive Material stating that the
referenceto a“ parent or subsidiary” in the definition of independence is intended to cover entities
the issuer controls and consolidates with the issuer’s financial statements as filed with the
Commission (but not if the issuer reflects such entity solely as an investment in its financial
statements). The Interpretive Material also statesthat the reference to “executive officer” hasthe
same meaning as the definition in Rule 16a-1(f) under the Exchange Act.
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b. Audit Committee M ember Independence.

(1) SOB. Tobe“independent” and thuseligibleto serve on anissuer’ saudit committee
under the SOB 8301 Rule, (i) audit committee members may not, directly or indirectly, accept any
consulting, advisory or other compensatory fee from the issuer or a subsidiary of the issuer, other
than in the member’ s capacity asa member of the board of directorsand any board committee (this
prohibition would preclude payments to a member as an officer or employee, as well as other
compensatory payments; indirect acceptance of compensatory payments includes payments to
spouses, minor children or stepchildren or children or stepchildren sharing a home with the member,
aswell as payments accepted by an entity in which an audit committee member isageneral partner,
managing member, executive officer or occupiesasimilar position and which provides accounting,
consulting, legal, investment banking, financial or other advisory servicesor any similar servicesto
the issuer or any subsidiary; receipt of fixed retirement plan or deferred compensation is not
prohibited)92 and (ii) amember of the audit committee of anissuer may not be an “ affiliated person”
of the issuer or any subsidiary of the issuer apart from hisor her capacity asamember of the board
and any board committee (subject to the safe harbor described below).93

Since it is difficult to determine whether someone controls the issuer, the SOB 8301 Rule
creates a safe harbor regarding whether someone is an “affiliated person” for purposes of meeting
the audit committee independence requirement. Under the safe harbor, a person who is not an
executive officer, director or 10% shareholder of the issuer would be deemed not to control the
issuer. A person who isineligible to rely on the safe harbor, but believes that he or she does not
control anissuer, still could rely onafactsand circumstancesanalysis. Thistest issimilar tothetest
used for determining insider status under 816 of the 1934 Act.

The SEC has authority to exempt from the independence requirements particular
relationships with respect to audit committee members, if appropriate in light of the circumstances.
Because companies coming to market for the first time may face particular difficulty in recruiting
members that meet the proposed independence requirements, the SOB 8301 Rule provides an
exception for non-investment company issuersthat requires only one fully independent member at
the time of the effectiveness of an issuer’ sinitial registration statement under the 1933 Act or the
1934 Act, a majority of independent members within 90 days and a fully independent audit
committee within one year.

For companiesthat operate through subsidiaries, the composition of the boards of the parent
company and subsidiaries are sometimes similar given the control structure between the parent and
the subsidiaries. If an audit committee member of the parent is otherwise independent, merely
serving on the board of a controlled subsidiary should not adversely affect the board member’s

92 The SOB §301 Rule restricts only current relationships and does not extend to a “look back” period before
appointment to the audit committee, athough SRO rules may do so.

93 Theterms*“affiliate’ and “affiliated person” are defined consistent with other definitions of those termsunder the
securitieslaws, such asin 1934 Act Rule 12b-2 and 1933 Act Rule 144, with an additional safe harbor. IntheSOB
8301 Release, the SEC clarified that a director, executive officer, partner, member, principal or designee of an
affiliatewould be not deemed to be an affiliate. Similarly, amember of theaudit committee of anissuer that isan
investment company could not be an “interested person” of the investment company as defined in 1940 Act
§82(a)(19).
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independence, assuming that the board member also would be considered independent of the
subsidiary except for the member’ s seat on the parent’sboard. Therefore, SOB 8301 Rule exempts
from the “affiliated person” requirement acommittee member that sits on the board of directors of
both aparent and adirect or indirect subsidiary or other affiliate, if the committee member otherwise
meetstheindependence requirementsfor boththe parent and the subsidiary or affiliate, including the
receipt of only ordinary-course compensation for serving as a member of the board of directors,
audit committee or any other board committee of the parent, subsidiary or affiliate. Any issuer
taking advantage of any of the exceptions described above would have to disclose that fact.

() NYSE

(i) Audit Committee Composition. NY SE Rules303A(6) and 303A(7) requireeach
NY SE listed company to have, at aminimum, athree person audit committee composed entirely of
directors that meet the independence standards of both NY SE Rule 303A(2) and SEC [1934 Act]
Rule 10A-3. The Commentary to NY SE Rule states: “The [NY SE] will apply the requirements of
SEC Rule 10A-3 inamanner consistent with the guidance provided by the Securitiesand Exchange
Commission in SEC Release No. 34-47654 (April 1, 2003). Without limiting the generality of the
foregoing, the Exchange will provide companies with the opportunity to cure defects provided in
SEC Rule 10A-3(a)(3).”

The Commentary to NYSE Rule 303A(7)(a) requires that each member of the audit
committee be financially literate, as such qualification is interpreted by the board in its business
judgment, or become financially literate within a reasonable period of time after his or her
appointment to the audit committee. In addition, at least one member of the audit committee must
have accounting or related financial management expertise, asthe company’ s board interprets such
qualificationinitsbusiness judgment. WhiletheNY SE doesnot requirean NY SE listed company’s
audit committee to include a person who satisfiesthe definition of audit committee financial expert
set forth in Item 401(e) of Regulation S-K, a board may presume that such a person has accounting
or related financial management experience.

If an audit committee member simultaneously serves on the audit committee of more than
three public companies, and the NYSE listed company does not limit the number of audit
committees on which its audit committee members serve, each board isrequired to determine that
such simultaneous service does not impair the ability of such board member to effectively serve on
the NY SE listed company’ s audit committee and to disclose such determination.

(ii) Audit Committee Charter and Responsibilities. NY SE Rule 303A(7)(c) requires
the audit committee of each NY SE listed company to have awritten audit committee charter that
addresses. (i) the committee's purpose; (ii) an annual performance evaluation of the audit
committee; and (iii) the dutiesand responsibilities of the audit committee (“NYSE Audit Committee
Charter Provison”).

The NYSE Audit Committee Charter Provision provides details as to the duties and
responsibilities of the audit committee that must be addressed. Theseinclude, at aminimum, those
set out in 1934 Act Rule 10A-3(b)(2), (3), (4) and (5), aswell astheresponsibility to annually obtain
and review a report by the independent auditor; discuss the company’s annual audited financial
statement and quarterly financial statementswith management and the independent auditor; discuss
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the company’s earnings press releases, as well as financial information and earnings guidance
provided to analysts and rating agencies; discuss policies with respect to risk assessment and risk
management; meet separately, periodically, with management, with internal auditors (or other
personnel responsible for theinternal audit function), and with independent auditors; review withthe
independent auditorsany audit problemsor difficultiesand management’ sresponse; set clear hiring
policies for employees or former employees of the independent auditors; and report regularly to the
board.

(3) NASD.

(i) Audit Committee Composition. NASD Rule 4350(d) requires each NASDAQ
listed issuer to have an audit committee composed of at least three members. Inaddition, it requires
each audit committee member to: (1) beindependent, asdefined under NASD Rule4200(8)(15); (2)
meet the criteria for independence set forth in 1934 Act Rule 10A-3 (subject to the exceptions
provided in 1934 Act Rulel0A-3(c)); and (3) not have participated in the preparation of thefinancial
statementsof the company or any current subsidiary of the company at any time during the past three
years, in addition to satisfying the requirement that the member be able to read and understand
fundamental financial statements, including acompany’ s balance sheet, income statement, and cash
flow statement (“NASDAQ Audit Committee Provision”).

One director who is not independent as defined in NASD Rule 4200(a)(15) and meets the
criteria set forth in 1934 Act 8§ 10A(m)(3) and the rules thereunder, and is not a current officer or
employee of the company or a Family Member of such person, may be appointed to the audit
committeeif the board, under exceptional and limited circumstances, determinesthat membershipon
the committee by the individual isrequired by the best interests of the company and its shareholders,
and the board discloses, inthe next annual proxy statement subsequent to such determination (or, if
the issuer does not file a proxy, in its Form 10-K or 20-F), the nature of the relationship and the
reasonsfor that determination. A member appointed under thisexception would not be permitted to
serve longer than two years and would not be permitted to chair the audit committee. The
Interpretive Material recommendsthat an issuer disclose in its annual proxy (or, if the issuer does
not fileaproxy, inits Form 10-K or 20-F) if any director isdeemed independent but falls outsidethe
safe harbor provisions of SEC Rule 10A-3(e)(1)(ii).

At least one member of the audit committee must have past employment experience in
finance or accounting, requisite professional certification in accounting, or any other comparable
experience or background whichresultsintheindividual’ sfinancial sophistication, including being
or having been achief executive officer, chief financial officer or other senior officer with financial
oversight responsibilities.

(if) Audit Committee Charter and Responsibilities. NASD Rule 4350(d) requires
each NASDAQ listed company to adopt aformal written audit committee charter, and in addition
requires the charter to specify the committee' s purpose of overseeing the accounting and financial
reporting processes and the audits of the financial statements of the issuer. The written charter is
also required to include specific audit committee responsibilitiesand authority. NASDAQ statesin
Interpretive Material to NASD Rule 4350(d) that the written charter setsforth the scope of the audit
committee sresponsibilities and the means by which the committee carriesout thoseresponsibilities;
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the outside auditor’ s accountability to the committee; and the committee’ sresponsibility to ensure
the independence of the outside auditors.

C Nominating Committee Member I ndependence.

Q) NYSE. NYSE Rule 303A(4) requires each NY SE listed company to have a
nominating/corporate governance committee composed entirely of independent directors. The
nominating/corporate governance committee must have awritten charter that addresses, among other
items, the committee's purpose and responsibilities, and an annual performance evaluation of the
nominating/corporate governance committee (“NYSE Nominating/Cor porate Governance Committee
Provision”). Thecommitteeisrequired to identify individuals qualified to become board members,
consistent with the criteria approved by the board.

2 NASD. NASD Rule 4350(c) now requires director nominees to be selected or
recommended for the board’s selection either by a majority of independent directors, or by a
nominations committee comprised solely of independent directors (“NASDAQ Director Nomination
Provision”).

If the nominations committee is comprised of at least three members, onedirector, whoisnot
independent (as defined in NASD Rule 4200) and is not a current officer or employee or a Family
Member of such person, is permitted to be appointed to the committee if the board, under
exceptional and limited circumstances, determines that such individual’s membership on the
committee is required by the best interests of the company and its shareholders, and the board
discloses, in its next annual meeting proxy statement subsequent to such determination (or, if the
issuer doesnot file aproxy, inits Form 10-K or 20-F), the nature of the relationship and the reasons
for the determination. A member appointed under such exception is not permitted to serve longer
than two years.

Further, the NASD Rules now require each issuer to certify that it has adopted a formal
written charter or board resolution, as applicable, addressing the nominations process and such
related matters as may be required under the federal securities laws. The NASDAQ Director
Nomination Provision does not apply in cases where either the right to nominate a director legally
belongs to athird party, or the company is subject to a binding obligation that requires a director
nomination structure inconsistent with this provision and such obligation pre-dates the date the
provision was approved.

a. Compensation Committee M ember Independence.

Q) NYSE. NYSE Rule 303A(5) requires each NY SE listed company to have a
compensation committee composed entirely of independent directors. Thecompensationcommittee
must have a written charter that addresses, among other items, the committee’s purpose and
responsibilities, and an annual performance evaluation of the compensation committee (“NYSE
Compensation Committee Provision”). The Compensation Committee is required to produce a
compensation committee report on executive compensation, asrequired by SEC rules, to beincluded
inthe company’ sannual proxy statement or annual report on Form 10-K filed withthe SEC. NY SE
Rule 303A(5) providesthat either asacommittee or together with the other independent directors(as
directed by the board), the committee will determine and approve the CEO’ s compensation level
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based on the committee’s evaluation of the CEO’s performance. The commentary to this rule
indicates that discussion of CEO compensation with the board generally is not precluded.

2 NASD. NASD Rule 4350(c) requires the compensation of the CEO of aNASDAQ
listed company to be determined or recommended to the board for determination either by amajority
of the independent directors, or by a compensation committee comprised solely of independent
directors (“NASDAQ Compensation of Executives Provision”). Inaddition, the compensation of all
other officers has to be determined or recommended to the board for determination either by a
majority of the independent directors, or acompensation committeecomprised solely of independent
directors.

Under these NASD Rules, if the compensation committee is comprised of at least three
members, one director, who isnot “independent” (asdefined in NASD Rule 4200(a)(15)) and is not
acurrent officer or employee or aFamily Member of such person, is permitted to be appointedtothe
committee if the board, under exceptional and limited circumstances, determines that such
individual’ s membership on the committee is required by the best interests of the company and its
shareholders, and the board discloses, in the next annual meeting proxy statement subsequent to such
determination (or, if theissuer doesnot file aproxy statement, inits Form 10-K or 20-F), the nature
of therelationship and the reasonsfor thedetermination. A member appointed under such exception
would not be permitted to serve longer than two years.

e State L aw.

Under state law and unlike the SOB rules, director independence is not considered as a
general status, but rather is tested in the context of each specific matter on which the director is
called upon to take action.

Under Texascommon law, adirector isgenerally considered “interested” only in respect of
mattersin which he has a financial interest. The Fifth Circuit in Gearhart summarized Texas law
with respect to the question of whether adirector is“interested” as follows:

A director is considered ‘interested’ if he or she (1) makes a personal profit from a
transaction by dealing with the corporation or usurpsacorporate opportunity . . .; (2)
buys or sells assets of the corporation . . .; (3) transacts business in his director’s
capacity with a second corporation of which he is also a director or significantly
financially associated . . .; or (4) transacts business in his director’s capacity with a
family member.94

In the context of the dismissal of a derivative action on motion of the corporation, those
making the decision on behalf of the corporation to dismiss the proceeding must lack both any
disgualifying financial interest and any relationships that would impair independent decision
making. TBCA art. 5.14.F providesthat acourt shall dismissaderivative actionif thedetermination
to dismiss is made by directors who are both disinterested and independent. For this purpose, a
director isconsidered “ disinterested” 9 in the sense of lacking any disqualifying financial interest in

94 Gearhart, 741 F.2d at 719-20 (citations omitted).
95 TBCA art. 1.02A(12) defines “disinterested” director as follows:
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the matter, and is considered “independent” 96 if he is both disinterested and lacksany other specified
relationships that could be expected to materially and adversely affect his judgment as to the
disposition of the matter.

(12) “Disinterested,” when used to indicate a director or other person is disinterested in a
contract, transaction, or other matter for purposes of approval of acontract or transaction under Article
2.35-1 of thisAct and for purposes of considering the disposition of aclaim or challengewith respect to
a particular contract or transaction or to particular conduct means the director or other person, or an
associate of the director (other than the corporation and its associates) or other person, isnot a party to
the contract or transaction or is not materially involved in the conduct that is subject to the claim or
challenge and does not otherwise have a material financia interest in the outcome of the contract or
transaction or the disposition of the claim or challenge. A director or other person is not to be
considered to be materialy involved in conduct that is subject to aclaim or challenge or to otherwise
have a materia financia interest in the outcome of a contract or transaction or the disposition of the
claim or challenge solely by reason of the existence of one or more of the following circumstances:

(a) the person was nominated or elected as a director by persons who are interested in the
contract or transaction or who are alleged to have engaged in the conduct that is subject to the claim or
chalenge;

(b) the person receives normal director’s fees or similar customary compensation, expense
reimbursement, and benefits as a director of the corporation;

(c) theperson hasadirect or indirect equity interest in the corporation;

(d) thecorporation or itssubsidiarieshasan interest in the contract or transaction or wasaffected
by the alleged conduct;

(e) the person or an associate or affiliate of the person receives ordinary and reasonable
compensation for services rendered to review, makerecommendations, or decide on the disposition of
the claim or challenge; or

(f) in the case of a review by the person of alleged conduct that is subject to a claim or
challenge:

(i) thepersonisnamed asadefendant in the derivative proceeding with respect tosuch
matter or as a person who engaged in the alleged conduct; or

(if) the person approved of, voted for, or acquiesced in, as a director, the act being
chalenged if the act resulted in no materid personal or financial benefit to the person and the
challenging party failsto allege with particularity factsthat, if true, raise a significant prospect that the
director would be adjudged liable to the corporation or its shareholders by reason of that conduct.

9% TBCA at. 1.02A(15) defines “independent” as follows:

(15) “Independent,” when used to indicateadirector or other person isindependent for purposes
of considering the disposition of aclaim or challenge with respect to a particular contract or transaction
or to particular conduct or alleged conduct means.

(a) thedirector or other personis disinterested;

(b) thedirector or other person isnot an associate (other than by reason of being adirector of the
corporation or onemoreof itssubsidiaries or associates) or member of theimmediate family of aparty
to the contract or transaction that is the subject of the claim or challenge or that is aleged to have
engaged in the conduct that is subject to the claim or challenge;

(c) thedirector or other person, or an associate or member of the immediate family of the
director or other person, does not have a business, financial, or familial relationship with aparty to the
contract or transaction that isthe subject of the claim or challenge or that isalleged to have engaged in
conduct that is subject to the claim or challenge, which, in each case, could reasonably be expected to
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Under Delawarelaw, an independent director isone whose decisionisbased onthecorporate
merits of the subject before the board rather than extraneous considerations or influence.9’ The
Delaware Supreme Court’ s teachings on independence can be summarized as follows:

At bottom, the question of independence turns on whether a director is, for any
substantial reason, incapable of making adecision withonly the best interestsof the
corporation in mind. That is, the Supreme Court cases ultimately focus on
impartiality and objectivity.98

The Delaware focus includes both financial and other disabling interests. Inthewordsof the
Chancery Court:

Delaware law should not be based on a reductionist view of human nature that
simplifies human motivations on the lines of the least sophisticated notions of the

materially and adversaly affect the director’s or other person’s judgment with respect to the
consideration of the disposition of the matter subject to the claim or challenge in the interests of the
corporation; and

(d) thedirector or other person isnot otherwise shown, by a preponderance of the evidence by
the person chalenging the independence of the director or other person, to be under the controlling
influence of a party to the contract or transaction that is the subject of the claim or challenge or that is
alleged to have engaged in conduct that is subject to the claim or challenge.

A director or other person is not considered to have a relationship that could be expected to
materially and adversaly affect the director’s or other person’s judgment with respect to the
consideration of the disposition of amatter subject to aclaim or challenge or to otherwise be under the
controlling influence of aparty to acontract or transaction that isthe subject of the claim or chalengeor
that isalleged to have engaged in conduct that is subject to aclaim or challenge solely by reason of the
existence of one or more of the following circumstances.

(a) the person has been nominated or elected asadirector by personswho areinterested in the
contract or transaction or who are alleged to have engaged in the conduct that is subject tothe claim or
chalenge;

(b) the person receives normal director’s fees or similar customary compensation, expense
reimbursement, and benefits as a director of the corporation;

(c) theperson hasadirect or indirect equity interest in the corporation;

(d) the corporation or its subsidiaries have an interest in the contract or transaction or were
affected by the alleged conduct;

(e) the person or an associate or affiliate of such person receives ordinary and reasonable
compensation for services rendered to review, makerecommendations, or decide on the disposition of
the claim or challenge; or

(f) the person or an associate (other than the corporation and its associates), immediate family,
member or affiliate of the person has an ongoing business relati onship with the corporation that is not
material to that person, associate, family member, or affiliate.

97 Aronson v. Lewis, 473 A.2d 805, 816 (Del. 1984); Odyssey Partners v. Fleming Companies, 735 A.2d 386
(Dd. Ch. 1999).

98  parfi Holding AB v. Mirror Image Internet, Inc., 794 A.2d 1211, 1232 (Ddl. Ch. 2001) (footnotes omitted)
(emphasisin origina), rev'd in part on other grounds, 817 A.2d 149 (Dd. 2002), cert. denied, 123 S. Ct. 2076
(2003).
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law and economics movement. Homo sapiensis not merely homo economicus. We
may be thankful that an array of other motivations exist that influence human
behavior; not all areany better than greed or avarice, think of envy, to namejust one.
But also think of motiveslike love, friendship, and collegiality, think of thoseamong
us who direct their behavior as best they can on a guiding creed or set of moral
values. 9

99

In Re Oracle Corp. Derivative Litigation, 2003 WL 21396449 (Dd. Ch. June 17, 2003). In Oracle, the Chancery
Court denied a motion by a special litigation committee of Oracle Corporation to dismiss pending derivative
actions which accused four Oracle directors and officers of breaching their fiduciary duty of loyalty by
misappropriating insideinformation in selling Oracle stock whilein possession of material, nonpublicinformation
that Oracle would not meet its projections. These four directors were Oracle's CEOQ, its CFO, the Chair of the
Executive, Audit and Finance Committees, and the Chair of the Compensation Committeewho wasalso atenured
professor at Stanford University. The other members of Oracle’s board were accused of a breach of their
Caremark duty of oversight through indifferenceto the deviation between Oracl€ searnings guidance and redlity.

In responseto this derivative action and avariety of other lawsuitsin other courtsarising out of itssurprising the
market with a bad earningsreport, Oracle created a special litigation committeeto investigate the allegations and
decide whether Oracle should assume the prosecution of theinsider trading claims or have them dismissed. The
committee consisted of two new outsidedirectors, both tenured Stanford University professors, one of whom was
former SEC Commissioner Joseph Grundfest. The new directors were recruited by the defendant CFO and the
defendant Chair of Compensation Committee/ Stanford professor after the liti gati on had commenced andto serveas
members of the specid litigation committee.

The Chancery Court held that the special committeefailed to meet itsburden to provethat no material issue of fact
existed regarding the special committee’ sindependence due to the connectionsthat both the committee members
and three of four defendants had to Stanford. One of the defendants was a Stanford professor who taught special
committee member Grundfest when he was a Ph.D. candidate, a second defendant was an involved Stanford
alumnus who had contributed millions to Stanford, and the third defendant was Oracle’ s CEO who had donated
millionsto Stanford and was considering a$270 million donation at thetimethe special committee memberswere
added to the Oracleboard. Thetwo Stanford professorsweretenured and not involved in fund raising for Stanford,
and thus were not dependent on contributionsto Stanford for their continued employment.

The Court found troubling that the special litigation committee’ sreport recommending dismissal of the derivative
action failed to disclose many of the Stanford ties between the defendants and the specia committee. Theties
emerged during discovery.

Without questioning the persona integrity of either member of the special committee, the Court found that
interrel ationships among Stanford University, the special committee members and the defendant Oracledirectors
and officers necessarily would have colored in some manner the special committee’ s deliberations. The Court
commented that it isno easy task to decide whether to accuse a fellow director of the serious charge of insder
trading and such difficulty was compounded by requiring the committee membersto consider accusing afellow
professor and two large benefactors of their university of conduct that isrightly considered aviolation of criminal
law.

The Chancery Court wrotethat the question of independence “turns on whether a director is, for any substantial
reason, incapable of making a decision with only the best interests of the corporation in mind.” That is, the
independence test ultimately “focuges] on impartiality and objectivity.” While acknowledging a difficulty in
reconciling Delaware precedent, the Court declined to focus narrowly on the economic rél ationshi ps between the
members of the special committee and the defendant officers and directors - i.e. “treating the possible effect on
on€ spersona wealth asthekey to an independenceinquiry.” Commenting that “homo sapiensisnot merely homo
economicus,” the Chancery Court wrote, “Whether the[special committee] membershad preci seknowledgeof all
the factsthat have emerged isnot essentia, what isimportant isthat by any measure thiswas a social atmosphere
painted in too much vivid Stanford Cardinal red for the[special committee] membersto have reasonablyignored.”
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Delaware draws a distinction between director disinterest and director independence. A

director is interested when he or she stands on both sides of a transaction, or will benefit or
experience some detriment that does not flow to the corporation or the stockholders generally.
Absent self-dealing, the benefit must be material to theindividual director.190 |ncontrast, adirector
is not independent where the director's decision is based on "extraneous considerations or
influences’ and not on the "corporate merits of the subject."101 Employment or consulting
relationships can impair independence.102 Family relationships can also impair independence. 103
Other business relationships may also prevent independence.104

100
101
102

103

104

Orman v. Cullman, 794 A.2d 5 (Ddl. Ch. 2002).
Orman v. Cullman, 794 A.2d 5 (Ddl. Ch. 2002).

SeelnrePly Gemindus, Inc. S holdersLitig., C.A. No. 15779-NC, 2001 Del. Ch. LEXIS 84 (Dd. Ch. June 26,
2001) (holding plaintiffs raised reasonable doubt as to directors’ independence where (i) interested director as
Chairman of the Board and CEO was in a position to exercise considerable influence over directors serving as
President and COOQ; (i) director was serving as Executive Vice President; (iii) a director whose small law firm
received substantial fees over aperiod of years; and (iv) directorsreceiving substantial consulting fees); Goodwin
v. Live Entm't, Inc., C.A. No. 15765, 1999 Del. Ch. LEXIS 5 (Dd. Ch. Jan. 22, 1999) (stating on mation for
summary judgment that evidence produced by plaintiff generated atriableissue of fact regarding whether directors
continuing employment rel ationship with surviving entity created amaterial interest in merger not shared by the
stockholders); Ormanv. Cullman, 794 A.2d 5 (Del. Ch. 2002) (questioning theindependence of onedirector who
had a consulting contract with the surviving corporation and questioning the disinterestedness of another director
whaose company would earn a $3.3 million feeif the deal closed); Inre The Ltd., Inc. Sholders Litig., C.A. No.
17148, 2002 Ddl. Ch. LEXIS28 (Ddl. Ch. March 27, 2002) (finding, in context of demand futility analysis, that the
plaintiffs cast reasonabl e doubt on theindependence of certain directorsin atransaction that benefited thefounder,
Chairman, CEO and 25% stockholder of the company, where one director received a large salary for his
management positions in the company's wholly-owned subsidiary, one director received consulting fees, and
ancther director had procured, from the controlling stockholder, a $25 million grant to the university where he
formerly served as president); Biondi v. Scrushy, C.A. No. 19896, 2003 Del. Ch. LEXIS7 (Del. Ch. Jan. 16, 2003)
(questioning the independence of two members of a special committee formed to investigate charges against the
CEO because committee members served with the CEO as directors of two sports organi zations and because the
CEO and one committee member had “long-standing personal ties’ that included making large contributions to
certain sports programs).

See Chaffinv. GNI Group, Inc., C.A. No. 16211, 1999 Del. Ch. LEX1S 182 (Del. Ch. Sept. 3, 1999) (finding that
director lacked independence where a transaction benefited son financially); Harbor Fin. Partnersv. Huizenga,
751 A.2d 879 (Ddl. Ch. 1999) (holding that director who was brother-in-law of CEO and involved in various
businesses with CEO could not impartially consider ademand adverseto CEO' sinterests); Mizel v. Connelly, CA.
No. 16638, 1999 Dd. Ch. LEXIS 157 (Dd. Ch. July 22, 1999) (holding director could not objectively consider
demand adverseto interest of grandfather).

SeeKahnv. Tremont Corp., 694 A.2d 422 (Ddl. 1997) (holding membersof special committeehad significant prior
business relationship with majority stockholder such that the committee lacked independence triggering entire
fairness); Heineman v. Datapoint Corp., 611 A.2d 950 (Dd. 1992) (holding that allegations of “extensive
interlocking businessrelationships’ did not sufficiently demonstratethe necessary “nexus’ between theconflict of
interest and resulting personal benefit necessary to establish directors' lack of independence); and see Citron v.
Fairchild Camera & Instr. Corp., 569 A.2d 53 (Dedl. 1989) (holding merefact that acontrolling stockhol der €l ects
adirector does not render that director non-independent).
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A controlled director is not an independent director.105 Control over individual directorsis
established by facts demonstrating that “through personal or other relationships the directors are
beholden to the controlling person.” 106

4. Compensation.
a Prohibition on Loansto Directorsor Officers.

SOB 8402 generally prohibits, effective July 30, 2002, a corporation from directly or
indirectly making or arranging for personal loans to its directors and executive officers.107 Four
categoriesof personal loans by an issuer to itsdirectorsand officersare expressly exempt from SOB
8402 s prohibition: 108

(1)  any extension of credit existing before the SOB’s enactment as long as no material
modification or renewal of the extension of credit occurson or after the date of SOB’s enactment
(July 30, 2002);

2 specified home improvement and consumer credit loans if:

* madeinthe ordinary course of the issuer’s consumer credit business,
» of atype generally made available to the public by the issuer, and
» ontermsno more favorable than those offered to the public;

3 loans by a broker-dealer to its employees that:

 fulfill the three conditions of paragraph (2) above,

105 |nre MAXXAM, Inc., 659 A.2d 760, 773 (Dél. Ch. 1995) (“To be considered independent, a director must not be
dominated or otherwise controlled by an individual or entity interested in the transaction™).

106 Aronson, supra, 473 A.2d at 815; compare Inre The Limited, Inc. S holdersLitig., 2002 WL 537692, *6-*7 (Del.
Ch. Mar. 27, 2002) (concluding that a university president who had solicited a $25 million contribution from a
corporation’ s President, Chairman and CEO was not independent of that corporate official in light of the sense of
“owingness’ that the university president might harbor with respect to the corporate official), and Lewisv. Fuqua,
502 A.2d 962, 966-67 (Ddl. Ch. 1985) (finding that a specia litigation committee member was not independent
where the committee member was al so the president of a university that received a $10 million charitable pledge
from the corporation’s CEO and the CEO was atrustee of the university), with In re Walt Disney Co. Derivative
Litig., 731 A.2d 342, 359 (Ddl. Ch. 1998) (deciding that the plaintiffs had not crested reasonable doubt as to a
director’ sindependence where a corporation’s Chairman and CEO had given over $1 million in donationsto the
university at which thedirector wasthe university president and from which one of the CEO’ s sonshad graduated),
aff din part, rev’d in part sub nom. Brehmv. Eisner, 746 A.2d 244 (Del. 2000).

107 soB 8402(a) provides: “It shal be unlawful for any issuer (as defined in [SOB 82]), directly or indirectly,
including through any subsidiary, to extend or maintain credit, to arrangefor the extension of credit, or torenew an
extension of credit, in theform of apersonal loan to or for any director or executive officer (or equivalent thereof)
of that issuer. An extension of credit maintained by theissuer on the date of enactment of this subsection shall not
be subject to the provisions of this subsection, provided that there isno material modification to any term of any
such extension of credit or any renewal of any such extension of credit on or after that date of enactment.”

108 sEC Release No. 34-48481 (September 11, 2003), which can be found at http://www.sec.gov/rules/proposed/34-
48481.htm.

33
3512430v5



» aremadeto buy, trade or carry securities other than the broker-dealer’s
securities, and
» are permitted by applicable Federal Reserve System regulations; and

4 “any loan made or maintained by an insured depository institution (as defined in
section 3 of the Federal Deposit Insurance Act (12 U.S.C. 1813)), if theloan is subject to theinsider
lending restrictions of section 22(h) of the Federal Reserve Act (12 U.S.C. 375b).”109

The SEC to date has not provided guidance asto the interpretation of SOB 8402, although a
number of interpretative issues have surfaced. The prohibitions of SOB 8402 apply only to an
extension of credit “in the form of a personal loan” which suggeststhat all extensions of credit to a
director or officer are not proscribed. Whilethereisno legislative history or statutory definition to
guide, it isreasonable to take the position that the following in the ordinary course of business are
not proscribed: travel and similar advances, ancillary personal use of company credit card or
company car where reimbursement is required; advances of relocation expenses ultimately to be
borne by the issuer; stay and retention bonuses subject to reimbursement if the employee leaves
prematurely; advancement of expenses pursuant to typical charter, bylaw or contractual
indemnification arrangements; and tax indemnification payments to overseas-based officers, 110

SOB 8402 raises issues with regard to cashless stock option exercises and has led a number
of issuers to suspend cashless exercise programs. In a typical cashless exercise program, the
optionee deliversthe notice of exerciseto both theissuer and the broker, and the broker executesthe
sale of some or al of the underlying stock on that day (T). Then, on or prior to the settlement date
(T+3), the broker paysto the issuer the option exercise price and applicable withholding taxes, and
the issuer delivers (i.e., issues) the option stock to the broker. The broker transmits the remaining
sale proceeds to the optionee. When and how these events occur may determine the level of risk
under SOB §402.111 Thereal questioniswhether abroker-administered same-day saleinvolves“an

109 This|ast exemption applies only to an “insured depository institution,” which is defined by the Federal Deposit
Insurance Act (“FDIA”) as abank or savings association that has insured its deposits with the Federal Deposit
Insurance Corporation (“FDIC"). Although this SOB 8402 provision does not explicitly exclude foreign banks
from the exemption, under current U.S. banking regulation a foreign bank cannot be an “insured depository
ingtitution” and, therefore, cannot qualify for the bank exemption. Since 1991, foll owing enactment of theForeign
Bank Supervision Enhancement Act (“FBSEA"), aforeign bank that seeks to accept and maintain FDIC-insured
retail depositsin the United States must establisha U.S. subsidiary, rather than abranch, agency or other entity, for
that purpose. TheseU.S. subsidiariesof foreign banks, and thelimited number of grandfathered U.S. branches of
foreign banksthat had obtained FDIC insurance prior to FBSEA’ s enactment, can engagein FDIC-insured, retail
deposit activities and, thus, qualify as“insured depository inditutions.” But the foreign banksthat own the U.S.
insured depository subsidiaries or operate the grandfathered insured depository branches are not themselves
“insured depository ingtitutions’ under the FDIA. The SEC, however, has proposed a rule to address this
disadvantageous situation for foreign banks.

110 see outline dated October 15, 2002, authored jointly by a group of 25 law firms and posted at
www. TheCorporateCounsel .net as* Sarbanes-Oxley Act: Interpretative | ssues Under 8402—Prohibition of Certain
Insder Loans.”

111 see Cashless Exercise and Other SOXmania, The Corporate Counsd (September-October 2002).
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extension of credit inthe form of apersonal loan” made or arranged by the issuer. The nature of the
arrangement can affect the analysis.112

Some practitioners have questioned whether SOB 8402 prohibits directors and executive
officersof an issuer fromtaking loansfrom employee pension benefit plans, which raised thefurther
guestion of whether employers could restrict director and officer plan loans without violating the
U.S. Labor Department’ santidiscrimination rules. On April 15, 2003, the Labor Department issued
Field Assistance Bulletin 2003-1 providing that plan fiduciaries of public companies could deny
participant loans to directors and officers without violating the Labor Department rules.

b. Exchange Requirements.

The stock exchanges require shareholder approval of many equity compensation plans.113 In
contrad, statelaw generally authorizes such plansand leavesthe power to authorize them generally
with the power of the board of directorsto direct the management of the affairs of the corporation.

C Fiduciary Duties.

In approving executive compensation, the directors must act in accordance with their
fiduciary duties. In respect of directors fiduciary duties in approving executive compensation,
Delaware Chancery Court’s opinion dated May 28, 2003, in In re The Walt Disney Co. Derivative
Litigation,114 which resulted from the failed marriage between Disney and its former President
Michael Ovitz, isinstructive.

The court denied the defendants motions to dismiss an amended complaint alleging that
Disney directors breached their fiduciary duties when they approved a lucrative pay package,
including a $40 million no-fault termination award and stock options, to Ovitz. “It israre when a

112 |f theissuer deliversthe option stock to the broker before receiving payment, the issuer may be deemed to have
loaned the exercise price to the optionee, perhaps making this form of program riskier than others. If the broker
advances payment to theissuer prior to T+3, planning to reimburseitself from the sale of proceeds on T+3, that
advance may be viewed as an extension of credit by the broker, and the question then becomes whether theissuer
“arranged” the credit. Therisk of thisoutcome may be reduced wheretheissuer doesnot select the selling broker
or set up the cashless exercise program, but instead merely confirmsto a broker selected by the optionee that the
optionisvalid and exercisableand that theissuer will deliver the stock upon recel pt of the option exercisepriceand
applicable withholding taxes. Even wheretheinsider selectsthe broker, the broker cannot, under Regulation T,
advancethe exercise pricewithout first confirming that theissuer will ddliver the stock promptly. Inthat instance,
theissuer’ sinvolvement islimited to confirming facts, and thereforeislesslikely to be viewed as“ arranging” the
credit.

Where both payment and delivery of the option stock occur on the sameday (T+3), therearguably isno extension
of credit at all, in which case the exercise should not be deemed to violate SOB 8402 whether effected through a
designated broker or a broker selected by the insider.

If the insider has sufficient collateral in his or her account (apart from the stock underlying the option being
exercised) to permit the broker to makeamargin loan equal to the exercise price and appli cable withholding taxes,
arguably the extension of credit is between the broker and theinsider, and does not violate SOB 8402 assumingthe
issuer isnot involved in arranging the credit.

113 see NYSE Rule 312; NASD Rule 4350(i).
114 825 A.2d 275 (Del. Ch. 2003).
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court imposes liability on directors of a corporation for breach of the duty of care,” Chancellor
Chandler said. However, theallegationsin the new complaint “do not implicate merely negligent or
grossy negligent decision making by corporate directors. Quite the contrary; plaintiffs' new
complaint suggeststhat the Disney directorsfailed to exercise any business judgment and failed to
make any good faith attempt to fulfill their fiduciary duties to Disney and its stockholders.” The
allegations of fact in the complaint were based on information received by plaintiffs fromarequest
for books and records (the court suggested that plaintiffs should, asamatter of course, make such a
reguest before filing a complaint).

The court focused on the following factors:

Q) Neither the board nor the compensation committee reviewed a draft of the
employment agreement or received any report or analysis from a compensation
consultant, nor did they review or receive any information about the cost of the
potential payout to Ovitz throughout the contract or upon itstermination or how the
terms of the contract compared to others in the industry or even the analytical
information in Disney’ s possession, nor were any of the foregoing requested;

2 The compensation committee approved the terms of the compensationinitially based
on asummary of the terms, but there were significant changes before the definitive
agreement was executed;

(©)] The options were priced based on a market value at a point of early approval and
were significantly in the money by the time the definitive agreement was executed
due to an 8% run-up in the value of Disney stock;

(4)  The terms of the employment agreement were negotiated between Ovitz and his
long-time friend CEO Eisner, who made the decision to hire Ovitz as President
without prior approval or discussion by the board;

(55  When Eisner concluded that Ovitz was not working out, Eisner agreed to alucrative
ne fault separation without prior committee or board approval;

(6) Ovitz’ employment agreement did not have a covenant not to compete; and

(7)  The minutes of board and compensation committee meetings contained scant
discussionsof the processes directorswent throughin approving Ovitz' employment
agreement and the terms of his separation.

The court found that the alleged conduct, if proved, would establish alack of “good faith”
which would deprive the defendant directors of the limitation of director liability for duty of care
breachesunder DGCL Section 102(b)(7). Because Ovitz was an officer and director of Disney at the
time of his no-fault separation fromthe company, he owed afiduciary duty to negotiate honestly and
in good faith so as not to advantage himself at the expense of Disney and its shareholders.

36
3512430v5



) Related Party Transactions.
a Stock Exchanges.

D General. Stock exchange listing requirements generally require all related party
transactions to be approved by a committee of independent directors.115

2 NYSE. The NYSE, in NY SE Rule 307, takes the general position that a publicly-
owned company of the size and character appropriate for listing on the NY SE should be able to
operate on itsown merit and credit standing free from the suspicionsthat may arise when business
transactionsare consummated with insiders. The NY SE feelsthat the company’ s management isin
the best position to evaluate each such relationship intelligently and objectively.

However, there are certain related party transactions that do require shareholder approval
under the NY SE Rules. Therefore, areview of NY SE Rule 312 should be done whenever related
party transactions are analyzed by aNY SE listed company.

(©)] NASDAQ. NASD Rule4350(h) requireseach NASDAQ listed company to conduct
an appropriate review of all related party transactions for potential conflict of interest situationson
an ongoing basis and all such transactions must be approved by the company’ s audit committee or
another independent body of the board of directors. For purposesof thisrule, theterm “related party
transaction” shall refer to transactions required to be disclosed pursuant to SEC Regulation S-K,
Item 404.

b. Interested Director Transactions— Article 2.35-1 of the TBCA and 8§ 144 of
the DGCL.

Both Texas and Delaware have embraced the principlethat atransaction or contract between
adirector and the director’ s corporation is presumed to be valid and will not be voidable solely by
reason of the director’s interest as long as certain conditions are met.

DGCL § 144 providesthat a contract between adirector and the director’s corporation will
not be voidable due to the director’s interest if (i) the transaction or contract is approved in good
faith by a majority of the disinterested directors after the material facts as to the relationship or
interest and as to the transaction or contract are disclosed or known to the directors, (ii) the
transaction or contract is approved in good faith by shareholders after the material facts asto the
relationship or interest and asto the transaction or contract isdisclosed or knownto theshareholders,
or (iii) the transaction or contract isfair to the corporation as of the time it isauthorized, approved,
or ratified by the directorsor shareholders of the corporation.116 InFliegler v. Lawrence, however,
the Delaware Supreme Court held that where the votes of directors, qua stockholders, were
necessary to garner stockholder approval of atransaction in which the directorswere interested, the
taint of director self-interest was not removed, and the transaction or contract may still be set aside

115 gee NY SE Rules 307 and 312; NASD Rule 4350(h).
116 |d. § 144(a).
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and liability imposed on adirector if thetransaction is not fair to the corporation).117. The question
remains, however, whether approval by a majority of disinterested stockholders will, pursuant to
DGCL 8§ 144(a)(2), cure any invalidity of director actions and, by virtue of the stockholder
ratification, eliminate any director liability for losses from such actions.118

In 1985, Texas followed Delaware’ s lead in the area of interested director transactions and
adopted article 2.35-1 of the TBCA.119 |n general, TBCA art. 2.35-1 provides that a transaction
between a corporation and one or more of its directors or officers will not be voidable solely by
reason of that relationship if the transaction is approved by shareholders or disinterested directors
after disclosure of the interest, or if the transaction is otherwise fair.120 Because TBCA art. 2.35-1
was essentially identical to 8 144 of the DGCL, some uncertainty on the scope of TBCA art. 2.35-1
arose because of Fliegler’ sinterpretation of 8 144. Thisimposition of afairnessglossonthe Texas
statute rendered the effect of the safe harbor provisions in article 2.35-1 uncertain.

In1997, TBCA article 2.35-1 was amended to addressthe ambiguity created by Fliegler and
to clarify that contracts and transactions between a corporation and its directors and officers or in
which adirector or officer hasafinancial interest are valid notwithstanding that interest as long as
any one of the following are met: (i) the disinterested directors of the corporation approve the
transaction after disclosure of the interest, (ii) the shareholders of the corporation approve the
transaction after disclosure of the interest or (iii) the transaction is fair.121 Under the statute, if any
one of these conditionsis met, the contract will be considered valid notwithstanding the fact that the
director or officer hasan interest inthetransaction.122 Article 2.35-1 relies heavily on the statutory
definition of “disinterested” contained in TBCA art. 1.02.123 Under the definition, adirector will be
considered “disinterested” if the director is not a party to the contract or transaction or does not
otherwise have a material financial interest in the outcome of the contract.124

Article 2.35-1 also changed the general approach of the statute from amere presumptionthat
acontract is not voidable by reason of the existence of an affiliated relationship if certain conditions
are met to an absolute safe harbor that provides that an otherwise valid contract will be valid if the
specified conditions are met.125 Although the difference between the Texas and Delaware
constructionsis subtle, the distinction issignificant and provides more certainty astransactionsare

117 Fliegler v. Lawrence, 361 A.2d 218, 222 (Ddl. 1976).
118  see Michelson v. Duncan, 407 A.2d 211, 219 (Ddl. 1979.
119 TBCA art. 2.35-1.

120 |4,

121 |d, art. 2.35-1,

122 |q. art. 2.35-1(A).

123 |d. art. 1.02(A)(12).

124 4.

125 Compare TBCA art. 2.35-1(A) with TBCA art. 2.35-1(A).
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structured. However, article 2.35-1 does not eliminate adirector’sor officer’ sfiduciary duty to the
corporation.

[1. Standards of Review.
A. Texas Standard of Review.

Possibly because the Texas business judgment rule, as articulated in Gearhart, protects so
much director action, the parties and the courtsin thetwo leading casesin the takeover context have
concentrated on the duty of loyalty in analyzing the propriety of the director conduct. This focus
should be contrasted with the approach of the Delaware courtswhich often concentratesonthe duty
of care.

To prove abreach of the duty of loyalty, it must be shown that the director was “interested”
in a particular transaction.126 In Copeland, the court interpreted Gearhart as indicating that
“[alnother means of showing interest, when athreat of takeover is pending, isto demonstrate that
actions were taken with the goal of director entrenchment.” 127

Both the Gearhart and Copeland courtsassumed that the defendant directorswereinterested,
thus shifting the burden to the directors to prove the fairness of their actions to the corporation.128
Onceit isshownthat atransaction involvesan interested director, thetransaction is*“ subject to gtrict
judicial scrutiny but [is] not voidable unless[it is] shownto beunfair tothe corporation.” 129 “[T]he
burden of proof is on the interested director to show that the action under fire is fair to the
corporation.” 130

Inanalyzing the fairness of thetransaction at issue, the Fifth Circuit in Gearhartrelied onthe
following criteria set forth by Justice Douglas in Pepper v. Litton, 308 U.S. 295, 306-07 (1939):

A director is afiduciary. So isadominant or controlling stockholder or group of
stockholders. Their powersare powersintrust. Their dealings with the corporation
are subjected to rigorous scrutiny and where any of their contracts or engagements
with the corporation is challenged the burden is on the director or sockholder not
only to prove the good faith of the transaction but also to show its inherent fairness
from the viewpoint of the corporation and those interested therein. The essence of
the test is whether or not under all the circumstances the transaction carries the
earmarks of an arm’s length bargain. If it does not, equity will set it aside.131

126 Gearhart, 741 F.2d. at 719; Copeland, 706 F. Supp. at 1290.

127 Copeland, 706 F. Supp. at 1290-91.

128 Gearhart, 741 F.2d at 722; Copeland, 706 F. Supp. at 1291-92.

129 Gearhart, 741 F.2d at 720; see also Copeland, 76 F. Supp. at 1291.
130 Gearhart, 741 F.2d at 720; see also Copeland, 706 F. Supp. at 1291.
131 Gearhart, 741 F.2d at 723 (citations omitted).
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In Gearhart, the court also stated that a “challenged transaction found to be unfair to the
corporate enterprise may nonetheless be upheld if ratified by amajority of disinterested directorsor
the majority of stockholders.” 132

In setting forth thetest for fairness, the Copeland court also referred to the criteriadiscussed
in Pepper v. Litton and cited Gearhart as controlling precedent.133 In analyzing the shareholder
rights plan (also known as a*“poison pill”) at issue, however, the court specifically cited Delaware
cases in its after-the-fact analysis of the fairness of the director action.134 Whether a Texas court
following Gearhart would follow Delaware case law in its fairness analysis remains to be seen,
especially inlight of the Fifth Circuit’ scomplaint in Gear hart that the lawyersfocused on Delaware
cases and failed to deal with Texas law:

We are both surprised and inconvenienced by the circumstance that, despite their
multitudinous and voluminous briefs and exhibits, neither plaintiffs nor defendants
seriously attempt to analyze officers’ and directors’ fiduciary duties or the business
judgment rule under Texas law. This is particularly so in view of the authorities
cited in their discussions of the business judgment rule: Smith and Gearhart argue
back and forth over the applicability of the plethora of out-of-state cases they cite,
yet they ignore the fact that we are obligated to decide these aspects of this case
under Texas law. We note that two cases cited to us as purported Texas authority
were both decided under Delaware law. . . .135

Given the extent of Delaware case law dealing with director fiduciary duties, it is certain, however,
that Delaware caseswill be cited and argued by the corporate lawyers negotiating thetransactionand
handling any subsequent litigation. The following analysis, therefore, focuses on the pertinent
Delaware cases.

B. Delawar e Standard of Review.

An examination only of the actual substantive fiduciary dutiesof corporatedirectorsprovides
somewhat of an incomplete picture. Compliance with those duties in any particular circumstance
will be informed by the standard of review that a court would apply when evaluating a board
decision that has been challenged.

Under Delaware law, there are generally three standards against which the courts will
measuredirector conduct. Asarticulated by the Delaware courts, these standards provide important
guidelines for directors and their counsel as to the process to be followed for director action to be
sustained. In the context of considering a business combination transaction, these standards are:

132 |q. at 720 (citation omitted).

133 Copeland, 706 F. Supp. at 1290-91.
134 |q. at 1291-93.

135 Gearhart, 741 F.2d. at 719 n.4.
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() business judgment rule -- for a decision to remain independent or to approve a
transaction not involving a sale of control;

(i)  enhanced scrutiny -- for adecision to adopt or employ defensive measurest36 or to
approve atransaction involving a sale of control; and

(iif)  entirefairness-- for adecision to approve atransaction involving management or a
principal shareholder.

The business judgment rule provides a presumption in favor of directors, and places the
burden on those challenging director action, where the directors have acted with care, loyalty and
independence. Beforethe Delaware Supreme Court’ sdecision in Unocal Corp. v. Mesa Petroleum
Co.,137 it was generally believed that in the takeover context director action would be accorded the
protection of the business judgment rule in the absence of a traditional conflict of interest. As
applied inthetakeover context in Smith v. Van Gorkom,138 this protection of the business judgment
rule was premised upon directors adequately informing themselves of all material information
reasonably available to provide bases for their decisions.

Beginning with Unocal, however, the conduct of directors was subjected to “enhanced
scrutiny” in circumstanceswhereatraditional conflict of interest wasabsent. Theenhanced scrutiny
standard places a burden on directors not only to be adequately informed but also to have “acted
reasonably.” 139 The range of reasonableness addressed by enhanced scrutiny may be a middle
ground between the “any rational purpose’ to which the business judgment rule defers and the
“entire fairness’ sought for transactions in which directors or other affiliates have an interest.140

Enhanced scrutiny wasiinitially the product of court review of defensive techniques used to
respond to an unwanted suitor.141 The burden of enhanced scrutiny was extended to director
responses to competing bids when a decision is made to sell acompany.142 In QVC, the Delaware
Supreme Court confirmed that the application of enhanced scrutiny is to sales of control
generally.143

136 |nWilliamsv. Geier, 671 A.2d 1368 (Del. 1996), the Delaware Supreme Court held that an antitakeover defensive
measure will not be reviewed under the enhanced scrutiny standard when the defensive measure is approved by
stockholders. The court stated that this standard “should be used only when a board unilaterally (i.e. without
stockholder approval) adopts defensive measures in reaction to a perceived threat.” Id. at 1377.

137 493 A.2d 946 (Del. 1985).
138 488 A.2d 858 (Del. 1985).

139 paramount Communications Inc. v. QVC Network Inc., 637 A.2d 34, 45 (Ddl. 1994); see also Quickturn Design
Sys., Inc. v. Mentor Graphics Corp., 721 A.2d 1281, 1290 (Del. 1998).

140 see QVC, 637 A.2d at 42, 45.

141 gee Unocal, 493 A.2d 946; Moran v. Household Int'l, Inc., 500 A.2d 1346 (Ddl. 1985).
142 gee Revion, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986).
143 Qvc, 637 A.2d at 46.
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Whether the burden of proof isultimately found to bewith thedirectorsor their challengers,
in all cases, directors and their counsel are well advised to establish a record supporting the
reasonableness of their actions from the very beginning of the decision-making process.

1 Business Judgment Rule.

The Delaware business judgment rule “is a presumption that in making a business decision
the directors of acorporation acted on an informed basis, in good faith and in the honest belief that
the action taken wasin the best interests of the company.” 144 “ A hallmark of the business judgment
ruleisthat acourt will not substitute its judgment for that of the board if the latter’ sdecision can be
“attributed to any rational business purpose’.” 145

Theavailability of the business judgment rule does not mean, however, that directorscan act
on an uninformed basis. Directors must satisfy their duty of care even when they act in the good
faith belief that they are acting only in the interests of the corporation and its stockholders. Their
decision must be an informed one. “The determination of whether a business judgment is an
informed one turns on whether the directors have informed themselves ‘ prior to making a business
decision, of all material information reasonably available to them.’”146 In Van Gorkom,
notwithstanding a transaction price substantially above the current market, directors were held to
have been grossly negligent in, among other things, acting in haste without adequately informing
themselves as to the value of the corporation.147

2 Enhanced Scrutiny.

When applicable, enhanced scrutiny places on the directorsthe burden of proving that they
have acted reasonably. The key features of enhanced scrutiny are:

(M a judicial determination regarding the adequacy of the decision-making process
employed by the directors, including the information on which the directors based
their decision; and

(i)  ajudicial examination of the reasonableness of the directors action in light of the
circumstances then existing.

The directors have the burden of proving that they were adequately informed and acted
reasonably.148

144 Aronsonv. Lewis, 473 A.2d 805, 812 (Del. 1984) (citation omitted); see also Brazenv. Bell Atl. Corp., 695 A.2d
43, 49 (Dd. 1997).

145 Unocal, 493 A.2d at 954 (quoting Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971)).
148 \/an Gorkom, 488 A.2d at 872 (citation omitted).

147 |d. at 874.

148 Qvc, 637 A.2d at 45; see also Quickturn, 721 A.2d at 1290.
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The reasonableness required under enhanced scrutiny falls within a range of acceptable
alternatives, which echoes the deference found under the business judgment rule.

[A] court applying enhanced judicial scrutiny should be deciding whether the
directors made areasonable decision, not aperfect decision. If aboard selected one
of several reasonable alternatives, a court should not second-guessthat choice even
though it might have decided otherwise or subsequent events may have cast doubt on
the board’ s determination. Thus, courtswill not substitute their business judgment
for that of thedirectors, but will determine if thedirectors decisionwas, on balance,

within arange of reasonableness.149
a Defensive M easures.

When directors authorize defensive measures, there arises “the omnipresent specter that a
board may be acting primarily in its own interests, rather than those of the corporation and its
shareholders.” 150 Courts review such actions with enhanced scrutiny even though a traditional
conflict of interest isabsent. Inrefusing to enjoin a selective exchange offer adopted by the board to
respond to a hogtile takeover attempt, the Unocal court held that the directors must prove that
(i) they had reasonable grounds for believing there was a danger to corporate policy and
effectiveness (satisfied by showing good faith and reasonable investigation)151 and (ii) the
responsive action taken was reasonable in relation to the threat posed (established by showing that
the response to the threat was not “coercive’ or “preclusive” and then by demonstrating that the
response was within a “range of reasonable responses’ to the threat perceived).152

b. Sale of Control.

In QVQhe issues were whether apoison pill could be used selectively to favor one of two
competing bidders, effectively precluding shareholders from accepting atender offer, and whether
provisions of the merger agreement (a“no-shop” clause, a“lock-up” stock option, and a break-up
fee) were appropriate measures in the face of competing bids for the corporation. Although the
decision can be viewed as a variation on Unocal and Revion, the Delaware Supreme Court’s
language is sweeping as to the possible extent of enhanced scrutiny.

The consequences of asale of control impose special obligationsonthe directorsof a
corporation. In particular, they have the obligation of acting reasonably to seek the
transaction offering the best value reasonably available to the stockholders. The
courts will apply enhanced scrutiny to ensure that the directors have acted
reasonably.153

149 Qvc, 637 A.2d at 45.

150 Unocal, 493 A.2d at 954.

151 |d. at 954-55.

152" yYnitrin, Inc. v. Am. Gen. Corp., 651 A.2d 1361, 1387-88 (Del. 1995).
153 QVC, 637 A.2d at 43 (footnote omitted).
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The rule announced in QV(laces a burden on the directors to obtain the best value
reasonably available once the board determines to sell the corporation in a change of control
transaction. Thisburden entails morethan obtaining afair pricefor the shareholders, onewithinthe
range of fairness that is commonly opined upon by investment banking firms. In Cede & Co. v.
Technicolor, Inc.,1>4 the Delaware Supreme Court found a breach of duty even though the
transaction price exceeded the value of the corporation determined under the Delaware appraisal
statute: “[I]n the review of a transaction involving a sale of a company, the directors have the
burden of establishing that the price offered was the highest value reasonably available under the
circumstances.” 195

Although QVQ@nandates enhanced scrutiny of board action involving a sale of control,
certain stock transactions are considered not to involve a change in control for such purpose. In
Arnold v. Soc’y for Sav. Bancorp, the Delaware Supreme Court considered a merger between
Bancorp and Bank of Boston in which Bancorp stock was exchanged for Bank of Boston stock.156
The shareholder plaintiff argued, among other things, that the board’ s actions should be reviewed
with enhanced scrutiny because (i) Bancorp was seeking to sell itself and (ii) the merger constituted
achange in control because the Bancorp shareholders were converted to minority statusin Bank of
Boston, losing the opportunity to enjoy acontrol premium.157 The Court held that the corporation
was not for sale because no active bidding process was initiated and the merger was not achangein
control and, therefore, that enhanced scrutiny of the board’s approval of the merger was not
appropriate.18 Citing QV(the Court stated that “there is no ‘sale or change in control’ when
‘[c]ontrol of both [corporations] remain[s] in alarge, fluid, changeable and changing market.’” 159
As continuing shareholders in Bank of Boston, the former Bancorp shareholders retained the
opportunity to receive acontrol premium.160 The Court noted that in QV@ single person would
have control of theresulting corporation, effectively eliminating the opportunity for shareholdersto
realize a control premium.161

3. Entire Fairness.

Both the business judgment rule and the enhanced scrutiny standard should be contrasted
with the “entire fairness” standard applied in transactions with affiliates.162 In reviewing board

154 634 A.2d 345 (Del. 1993).

155 |d. at 361

156 650 A.2d at 1273.

157 1d. at 1280.

158 |d. at 1289-90.

159 4. at 1290.

160 |q.

161 |4.; see also Paramount Communications, Inc. v. Time, Inc., 571 A.2d 1140 (Dd. 1989).

162 |f 3 stockhol der plaintiff successfully rebuts the presumption of valid business judgment, the burden of proof is
shifted to the directors to prove the entire fairness of the transaction to the corporation and its stockholders.
Aronsonv. Lewis, 473 A.2d at 811-12.
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action in transactions involving management, board members or a principal shareholder, the
Delaware Supreme Court has imposed an “entire fairness’” standard.163 Under this standard the
burden is on directors to show both (i) fair dealing and (ii) a fair price:

The former embraces questions of when the transaction was timed, how it was
initiated, structured, negotiated, disclosed to the directors, and how the approvals of
thedirectorsand the stockholderswereobtained. The latter aspect of fairnessrelates
to the economic and financial considerations of the proposed merger, including all
relevant factors. assets, market value, earnings, future prospects, and any other
elements that affect the intrinsic or inherent value of a company’s stock.164

The burden shifts to the challenger to show the transaction was unfair where (i) the transaction is
approved by the majority of the minority shareholders, though the burden remains onthedirectorsto
show that they completely disclosed all material facts relevant to the transaction,165 or (i) the
transaction is negotiated by a special committee of independent directorsthat istruly independent,
not coerced and has real bargaining power.166

C. Action Without Bright Lines.

Whether the burden will be on the party challenging board action, under the business
judgment rule, or onthedirectors, under enhanced scrutiny, clearly the carewithwhich thedirectors
acted in achange of control transaction will be subjected to closereview. For thisreview therewill
be no “bright line” tests, and it may be assumed that the board may be called upon to show care
commensurate with the importance of the decisions made, whatever they may have been in the
circumstances. Thusdirectors, and counsel advising them, should heed the Delaware Supreme Court
in Barkan v. Amsted Indus., Inc.:167 “[T]here is no single blueprint that a board must follow to
fulfill itsduties. A stereotypical approachto the saleand acquisition of corporate control isnot to be
expected inthe face of the evolving techniques and financing devices employed in today’ scorporae
environment.” In the absence of bright lines and blueprints that fit all cases, the process to be
followed by the directors will be paramount. The elements of the process should be clearly
understood at the beginning, and the process should be guided and well documented by counsel
throughout.

163 see Weinberger v. UOP, Inc., 457 A.2d 701, 710-11 (Del. 1983); Mills Acquisition Co. v. Macmillan, Inc.,
559 A.2d 1261 (Del. 1988).

164 \Weinberger, 457 A.2d at 711.

165 |d at 703.

166 see Kahn v. Lynch Communications Sys, Inc., 638 A.2d 1110, 1117 (Del. 1994).
167 567 A.2d 1279, 1286 (Del. 1989).
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V.  Shifting Duties When Company on Penumbra of I nsolvency.
A. Insolvency Changes Relationships.

Directorsowefiduciary dutiesto the owners of the corporation.168 When the corporationis
solvent, thedirectorsowefiduciary dutiesto the corporation and the shareholders of the corporation.
The creditors relationship to the corporation is contractua in nature. A solvent corporation’s
directors do not owe any fiduciary dutiesto the corporation’s creditors, whose rightsin relation to
the corporation are those that they have bargained for and memorialized intheir contracts. Whenthe
corporation isinsolvent and there is no value left for the shareholders, the corporation’s creditors
become its owners and the directors owe fiduciary duties to the creditors as the owners of the
business.169

There are degrees of insolvency (e.g., a corporation may be unable to pay its debts asthey
come due because of troubles with its lenders or its liabilities may exceed the book value of its
assets, but the intrinsic value of the entity may significantly exceed its debts). Sometimes it is
unclear whether the corporation is insolvent. In circumstances where the corporation is on the
penumbraof insolvency, the directorsmay owe fiduciary dutiesto the“wholeenterprise.” 170 Owing

168 commentsof Delaware Vice Chancellor Leo E. Strinein Galveston, Texason February 22, 2002 a the 24™ Annual
Conference on Securities Regulation and Business L aw Probl ems sponsored by University of Texas School of Law,
etal.

169 plas-Tex v. Jones, 2000 WL 632677 (Tex. App.-Austin 2002; not published in SW.3d) (“As a general rule,
corporate officersand directors owe fiduciary dutiesonly to the corporation and not to the corporation’ screditors,
unless there has been prejudice to the creditors. . .. However, when a corporation is insolvent, a fiduciary
relationship arises between the officers and directors of the corporation and its creditors, and creditors may
chalengeabreach of theduty. . . . Officersand directors of an insolvent corporation have afiduciary duty to deal
fairly with the corporation’s creditors, and that duty includes preserving the value of the corporate assets to pay
corporate debts without preferring one creditor over another or preferring themselves to the injury of other
creditors. . . . However, acreditor may pursue corporate assets and hold directorsliable only for “ that portion of the
assets that would have been available to satisfy his debt if they had been distributed pro ratato all creditors'.”);
Geyer v. Ingersoll Pub. Co., 621 A. 2d 784, 787 (Ddl.Ch. 1992) (“[T]he general ruleisthat directors do not owe
creditorsduties beyond therel evant contractual terms absent ‘ special circumstances . . . eg., fraud, insolvency or a
violation of astatute....’ [citation omitted]. Furthermore, [no one] serioudy disputesthat when theinsolvency does
arise, it creates fiduciary duties for directors for the benefit of creditors. Therefore, the issue...is when do
directors fiduciary dutiesto creditorsariseviainsolvency.”); see Terrell and Short, DirectorsDutiesin Insolvency:
Lessons From Allied Riser, 14 BNA Bkr. L. Reptr. 293 (March 14, 2002).

170 Geyer v. Ingersoll Pub. Co., 621 A. 2d 784, 789 (Del.Ch. 1992) (“ The existence of the fiduciary duties at the
moment of insolvency may cause directors to choose a course of action that best serves the entire corporate
enterprise rather than any single group interested in the corporation a a point in time when the shareholders
wishes should not be the directors only concern”); see Credit Lyonnais Bank Nederland, N.V. v. Pathe
Communications Corp., C.A. No. 12150, 1991 Ddl. Ch. LEXIS 215 at n. 55 (Ddl. Ch. 1991) in which Chancellor
Allen expressed the following in dicta:

n. 55 The possibility of insolvency can do curious things to incentives, exposing creditorsto
risksof opportunistic behavior and creating complexitiesfor directors. Consider, for example asolvent
corporation having asingleasset, ajudgment for $51 million against asolvent debtor. Thejudgmentis
on appeal and thus subject to modification or reversal. Assumethat theonly liabilities of the company
are to bondholders in the amount of $12 million. Assume that [based on] the array of probable
outcomes of the appeal [25% chance of affirmance, 70% chance of modification and 5% chance of
reversal] the best evaluation is that the current value of the equity is $3.55 million. ($15.55 million
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fiduciary dutiesto the “whole enterprise” putsthe directorsin the uncomfortable position of owing
duties to multiple congtituencies having conflicting interests.171

B. When isa Corporation Insolvent or in the Vicinity of Insolvency?

It isthe fact of insolvency, rather than the commencement of statutory bankruptcy or other

insolvency proceedings, that causes the shift in director duties.1’2 Delaware courts define
insolvency as occurring when the corporation “isunableto pay itsdebtsasthey fall due in the usual
course of business. . . or it has liabilities in excess of areasonable market value of assetsheld.” 173

Under the “balance sheet” test used for bankruptcy law purposes, insolvency is defined as
when an entity’ s debts exceed entity’ sproperty at fair valuation,174 and the value at whichthe assets
carried for financial accounting or tax purposesisirrelevant.

Fair value of assets is the amount that would be realized from the sale of assets within a
reasonable period of time.175 Fair valuation is not liquidation or book value, but isthe value of the

expected value of judgment on appeal $12 million liahility to bondholders). Now assume an offer to
settle at $12.5 million (also consider one at $17.5 million). By what standard do the directors of the
company eval uate thefairness of these offers? The creditors of this solvent company would bein favor
of accepting either a $12.5 million offer or a$17.5 million offer. In either event they will avoid the
75% risk of insolvency and default. The stockholders, however, will plainly be opposed to acceptance
of a$12.5 million settlement (under which they get practically nothing). Moreimportantly, they very
well may be opposed to acceptance of the $17.5 million offer under which the residual value of the
corporation would increasefrom $3.5t0 $5.5 million. Thisisso becausethelitigation alternative, with
its 25% probability of a $39 million outcome to them ($51 million - $12 million $39 million) has an
expected value to theresidual risk bearer of $9.75 million ($39 million x 25% chance of affirmance),
substantially greater than the $5.5 million available to them in the settlement. While in fact the
stockholders preference would reflect their appetite for risk, it is possible (and with diversified
shareholders likely) that the shareholders would prefer rejection of both settlement offers.

But if we consider the community of interests that the corporation representsit seems apparent
that one should in thishypothetical accept the best settlement offer available providingitisgreater than
$15.55 million, and one bel ow that amount should beregjected. But that result will not bereached by a
director whothinkshe owesdutiesdirectly to shareholdersonly. It will bereached by directorswhoare
capable of conceiving of the corporation asalegal and economic entity. Such directorswill recognize
that in managing the business affairs of a solvent corporation in the vicinity of insolvency,
circumgtances may arise when the right (both the efficient and the fair) course to follow for the
corporation may diverge from the choi cethat the stockholders (or the creditors, or theemployees, or any
single group interested in the corporation) would make if given the opportunity to act.

171 see Odyssey Partners, L.P. v. Fleming Companies, Inc., 735 A.2d 386 (Del. Ch. 1999).

172" Geyer v. Ingersoll Pub. Co., 621 A. 2d 784, 789 (Del.Ch. 1992).
173 |q.

174 11 U.S.C. § 101(32) (2001). A “balancesheet” test isalso used under thefraudulent transfer statutes of Delaware
and Texas. See6 Ddl. Code 8 1302 and Tex. Bus. & Com. Code § 24.003. For general corporate purposes, TBCA
art. 1.02(16) (2001) definesinsol vency asthe“inability of acorporation to pay its debtsasthey becomeduein the
usual course of itsbusiness.” For transactions covered by the U.C.C., Tex. Bus. & Com. Code 1.201(23) (2001)
defines an entity as“insolvent” who either has ceased to pay its debtsin the ordinary course of business or cannot
pay its debts as they become due or isinsolvent within the meaning of the federal bankruptcy law.
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assets considering the age and liquidity of the assets, aswell as the conditions of the trade.176 For
liabilities, the fair value assumes that the debts are to be paid according to the present terms of the
obligations.

Thedirectorsduties, however, begin the shift even before the moment of insolvency. Where
the corporation may not yet betechnically insolvent but “is operating in the vicinity of insolvency, a
board of directorsisnot merely the agent of theresiduerisk bears, but owesits duty to the corporate
enterprise”.177 In caseswherethe corporation has been found to bein the vicinity of insolvency, the
entity was in dire financial straitswith a bankruptcy petition likely in the minds of the directors.178

C. Director Liabilitiesto Creditors.

The businessjudgment ruleis applicableto actions of directorsevenwhilethe corporationis
insolvent or on the penumbra thereof in circumstances where it would otherwise have been
applicable.17® Wheredirectorsareinterested, the conduct of directorswill likewise bejudged by the
standardsthat would have otherwise have been applicable. A director’sstock ownership, however,
may call into question adirector’ sindependence wherethe fiduciary duties areowed to thecreditors,
for the stock ownership would tend to ally to director with the interests of the shareholders rather
than the creditors, but relatively insubstantial amounts of stock ownership should not impugn a
directors independence. 180

In Pereira v. Coganl8l, a Chapter 7 trustee bought an adversary proceeding against the
former chief executive officer (“CEQ of aclosely held Delawa re corporation of which hewasthe
majority stockholder and the corporation’ sother officersand directorsfor their alleged self-dealing
or breach of fiduciary duty.182 The court held inter alia, that (1) ratification by board of directors

175 Angelo, Gordon & Co., L.P., et al. v. Allied Riser Communications Corporation, et al., 2002 Ddl. Ch. LEXIS 11.
176 n re United Finance Corporation, 104 F.2d 593 (7th Cir. 1939).

177 Credit Lyonnais Bank Nederland, N.V. v. Pathe Communications Corp., C.A. No. 12150 Mem. Op., Ddl. Ch.
LEX1S 215 (Ddl. Ch. 1991).

178 |n the Credit Lyonnais case, supra, a bankruptcy petition had recently been dismissed, but the corporation
continued to labor “in the shadow of that prospect” 1d. See also Equity-Linked Investors LP v. Adams, 705 A.2d
1040, 1041 (Del. Ch. 1997) (corporation found to be on “lip of insolvency” where a bankruptcy petition had been
prepared and it had only cash sufficient to cover operations for one more week).

179 Angelo, Gordon & Co., L.P., et al. v. Allied Riser Communications Corporation, et al., 2002 Ddl. Ch. LEXIS 11.

180 c. Angelo, Gordon & Co., L.P., et al. v. Allied Riser Communications Corporation, et al., 2002 Del. Ch. LEXIS
11

181 294 B.R. 449 (SDNY 2003).

182 «Once Cogan created the cookie jar—and obtained outsi de support for it—he coul d not without impunity takefrom
it.
“The second and more difficult question posed by thislawsuit iswhat role the officers and directors should play
when confronted by, or at least peripherally aware of, the possibility that a controlling shareholder (who also

happensto be their boss) is acting in hisown best interestsinstead of those of the corporation. Given thelack of
public accountahility presentin aclosely held private corporation, it isarguabl ethat such officersand directorsowe

48
3512430v5



that was not independent183 of compensation that the CE@ad previously set for himself, without
adequate information-gathering, was insufficient to shift from CE®@he burden of demonstrating
entirefairness of transaction; (2) corporate officerswith knowledge of debtor’ simproper redemption
of preferred stock from an unaffiliated stockholder and unapproved loans to the CE@nd related
personscould be held liable on breach of fiduciary duty theory for failing to take appropriate action;
(3) directors, by abstaining from voting on challenged corporate expenditures, could not insulate
themselves fromliability; (4) directorsdid not satisfy their burden of demonstrating “entirefairness’
of transactions, and were liable for any resulting damages; (5) report prepared by corporation’s
compensation committee on performance/salary of CEQwhich was prepared without advice of
outside consultantsand consisted of seriesof conclusory statements concerning the valueof services
rendered by the CE@ obtaining financing for the corpo rationwaslittle morethan anipsedixit, on
which corporate officers could not rely; 184 (6) term “redeem,” as used in DGCL § 160, providing

183

184

agreater duty to the corporation and its shareholdersto keep a sharp eye on the contralling shareholder. At the
very least, they must uphold the same standard of careasrequired of officersand directors of public companiesor
private companies that are not so dominated by a founder/controlling shareholder. They cannot turn a blind eye
when the controlling shareholder goes awry, nor can they simply assume that all’s right with the corporation
without any exercise of diligence to ensure that that isthe case.

“Asdiscussed later, it isfound as a matter of fact that Trace wasinsolvent or in the vicinity of insolvency during
most of the period from 1995 to 1999, when Trace finally filed for bankruptcy. Trace'sinsolvency means that
Cogan and the other director and officer defendants were no longer just liable to Trace and its shareholders, but
alsoto Trace screditors. In addition, theinsolvency rendered certain transactionsillegal, such asaredemptionand
the declaring of dividends. It may therefore be further concluded that, in determining the breadth of dutiesin the
Situation asdescribed above, officersand directors must at the very least be surethat the actions of the controlling
shareholder (and their inattention thereto) do not run the privately held corporation into the ground.” Pereirav.
Cogan, 294 B.R. at 463.

“Cogan asofailed in hisburden to demonstrate that the Committee or the Board was“independent” in connection
with the purported ratification of his compensation. Sherman, the only member of the Board not on Trace's
payroll, was along-time business associate and personal friend of Cogan, with whom he had other overlapping
business interests. Nelson, the only other member of the Committee, was Trace's CFO and was dependent on
Cogan both for hisemployment and the amount of hiscompensation, aswere Farace and Marcus, the other Board
members who approved the Committee' s ratification of Cogan’s compensation. There is no evidence that any
member of the Committee or the Board negotiated with Cogan over the amount of hiscompensation, much lessdid
so at arm’slength.” Pereirav. Cogan, 294 B.R. at 478.

“With regard to theratification of Cogan’s compensation from 1988 to 1994, there isno evidence that the Board
met to discuss the ratification or that the Board actually knew what level of compensation they were ratifying.
While Nelson ddivered a report on Cogan's 1991-1994 compensation approximately two years prior to the
ratification, on June 24, 1994, thereisno evidence that the directors who ratified the compensation remembered
that colloquy, nor that they relied on their two-year-old memories of it in deciding the ratify Cogan’s
compensation. The merefact that Cogan had successfully spearheaded extremely lucrative dealsfor Tracein the
relevant yearsand up to theratification voteisinsufficient tojustify ablind votein favor of compensationthat may
or may not be commensurate with those given to similarly situated executives. Any blind vote is suspect in any
case given thefact that Cogan dominated the Board.

“The most that the Board did, or even could do, based on the evidence presented, was to rely on the
recommendation of the Compensation Committee. They have not established reasonabl e reliance on the advice of
the Compensation Committee, then composed of Nelson and Sherman (two of the four non-interested Board
memberswho ratified the compensation). The Compensation Committee had never met. It did not seek theadvice
of outside consultants. The “report” to the Board consisted of several conclusory statements regarding Cogan’s
performance, without referenceto any attachmentslisting how much the compensation was or any schedulepitting
that level of compensation against that received by executives the Compensation Committee believed to be
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that no corporation shall redeem its shareswhenthe capital of the corporationisimpaired, wasbroad
enough to include transaction whereby corporation loaned money to another entity to purchase its
shares, other entity used money to purchase shares, and corporation then accepted shares as
collateral for loan; and (7) officersand directorscould not assert individual-based offsetsasdefenses
to breach of fiduciary duty claims.

When the conduct of the directorsis being challenged by the creditors on fiduciary duty of
loyalty grounds, the directors do not have the benefit of the statuteslimiting director liability in duty
of care cases. 185

D. Conflicts of Interest.

Conflictsof interest are usually present in closely held corporations where the shareholders
are also directors and officers. While the TBCA allows transactions with interested parties after
disclosure and disinterested director or shareholder approval,186 when the insolvency arises, the
conflict of interest rules change.

After insolvency, Texas directors begin to owe afiduciary duty to the creditors and cannot
rely on the business judgment rule or disclosure to the disinterested directors as a defense.187
Instead, the disclosure must include the creditors.188

After insolvency, Delaware law dictates asimilar result.189 The Delaware duty of fairness
on transactions with interested parties runs to the creditors when the corporation is insolvent.190

A developing issueinvolvesthe application of the conflict of interest rulesto partiesthat are
related to the director or officer. While the courtsare not uniformin their definition, the conflict of
interest rules usually extend to family members.

E. Fraudulent Transfers.
Both state and federal law prohibit fraudulent transfers. 191 All require insolvency at thetime

of thetransaction. Texasand Delaware areidentical to the Uniform Fraudulent Transfer Act, except
Delaware adds the following provision: “Unless displaced by the provisions of this chapter, the

similarly situated. The*report” waslittlemorethan anipse dixit and it should have been treated accordingly by the
Board. Asaresult, the director-defendants cannot el ude liability on the basis of reliance on the Compensation
Committee' sreport.” Pereirav. Cogan, 294 B.R. at 528.

185 Geyer v. Ingersoll Pub. Co., 621 A. 2d 784, 789 (Del.Ch. 1992).
186 see discussion of TBCA art. 2.35-1 under Part VI.C supra.

187 Weaver v. Kellog, 216 B.R. 563 (S.D. Tex. 1997).

188 |q4.

189 Kahn v. Lynch Communications Systems, Inc., 638 A.2d 1110, 1115 (Del. 1984).
190 |q.

191 Tex. Bus. & Com. Code Chap. 24; 6 Ddl. C. § 1301 et seq., 11 U.S.C. § 548.
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principles of law and equity, including the law merchant and the law relating to principal and agent,
estoppel, laches, fraud, misrepresentation, duress, coercion, mistake, insolvency or other validating
or invalidating cause, supplement its provisions.”

The applicable statute of limitation varies with the circumstances and the applicable law.
Generally, the statute of limitations for state laws may extend to four years, while bankruptcy law
dictates aone year limitation starting with the petition filing date.

V. Friendly M& A Transactions.
A. Statutory Framework: Board and Shareholder Action.

Both Texas and Delaware law permit corporations to merge with other corporations by
adopting a plan of merger and obtaining the requisite shareholder approval.192 Under Texas law,
approval of a merger will generally require approval of the holders of at least two-thirds of the
outstanding sharesentitled to vote onthe merger, while Delaware law providesthat mergers may be
approved by a vote of the holders of a majority of the outstanding shares.193 As with other
transactions, article 2.28 of the TBCA permitsacorporation’ sarticles of incorporation to reducethe
required vote to an affirmative vote of the holders of a majority of the outstanding shares.194

Both Texasand Delaware permit amerger to be effected without shareholder approval if the
corporation isthe sole surviving corporation, the shares of stock of the corporation are not changed
asaresult of the merger and the total number of shares of stock issued pursuant to the merger does
not exceed 20% of the shares of the corporation outstanding immediately prior to the merger.195

Board action on aplan of merger isrequired under both Texasand Delawarelaw. However,
Texas law does not requirethat the board of directors approve the plan of merger, but rather it need
only adopt a resolution directing the submission of the plan of merger to the corporation’s
shareholders.196 Such aresolution must either recommend that the plan of merger be approved or
communicate the basis for the board’s determination that the plan be submitted to shareholders
without any recommendation.197 The TBCA’ sallowance of directorsto submit aplan of merger to
shareholders without recommendation is intended to address those few circumstances in which a
board may consider it appropriate for shareholdersto be given theright to vote on a plan of merger
but for fiduciary or other reasons the board has concluded that it would not be appropriate for the
board to make arecommendation.198 Delaware law has no similar provision and requires that the

192" 56 TBCA art. 5.01; DGCL §8 251-58; see generally CurtisW. Huff, The New Texas Business Corporation Act
Merger Provisions, 21 St. MARY’sL.J. 109 (1989).

193 TBCA art. 5.03(E); DGCL § 251(0).
194 TBCA art. 2.28.

195 TBCA art. 5.03(G); DGCL 8§ 251(f).
196 TBCA art. 5.03(B)(1).

197 |4,

198 Egan and Huff, supra note 8, at 282.
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board approve the agreement of merger and declare its advisability, and then submit the merger
agreement to the stockholders for the purpose of their adopting the agreement.199 Delaware and
Texas permit amerger agreement to contain aprovision requiring that the agreement be submitted to
the stockholderswhether or not the board of directorsdeterminesat any time subsequent to declaring
its advisability that the agreement is no longer advisable and recommends that the stockholders
reject it.200

B. M anagement’s Immediate Response.

Serious proposals for a business combination require serious consideration. The CEO and
management will usually be called upon to make an initial judgment asto seriousness. A written,
well developed proposal from acredible prospective acquiror should be studied. In contrast, anoral
proposal, or awritten one that isincomplete in material respects, should not require management
efforts to develop the proposal further. In no event need management’s response indicate any
willingnessto be acquired. In Citron v. Fairchild Camera and Instrument Corp.,201 for example,
the Delaware Supreme Court sanctioned behavior that included the CEO’ sinforming an interested
party that the corporation was not for sale, but that awritten proposal, if made, would be submitted
to the board for review. Additionally, in Matador Capital Management Corp. v. BRC Holdings,
Inc.,202 the Delaware Chancery Court found unpersuasivethe plaintiff’ s claimsthat the board failed
to consider apotential bidder because the board’ sdecisionto terminate discussionwas“justified by
the embryonic state of [the potential bidder’s] proposal.”203 |n particular, the court stated that the
potential bidder did not provide evidence of any real financing capability and conditioned itsoffer of
itsability to arrangethe participation of certain members of thetarget company’ s management inthe
transaction.204

C. The Board’s Consideration.

“When a board addresses a pending takeover bid it has an obligation to determine whether
the offer isin the best interests of the corporation and its shareholders.” 205 Just asall proposals are
not alike, board responsesto proposals may differ. A proposal that isincompletein material respects
should not require serious board consideration. On the other hand, because more developed

199 see DGCL § 251(c); TBCA art. 5.01(C)(3) (1998).
200 |q.

201 569 A.2d 53 (Del. 1989).

202 729 A.2d 280 (Del. Ch. 1998).

203 |q. at 292.

204 g,

205 ynocal, 493 A.2d at 954.
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proposals may present more of an opportunity for shareholders, they ought to require more
consideration by the board.206

1 Matters Considered.

Where an offer isperceived as serious and substantial, an appropriate place for the board to
begin its consideration may be an informed understanding of the corporation’ svalue. Thismay be
advisable whether the board’s ultimate response is to “say no,” to refuse to remove pre-existing
defensive measures, to adopt new or different defensive measures or to pursue another strategic
courseto maximize shareholder value. Such apoint of departureisconsistent with Van Gorkomand
Unocal. InVan Gorkom, the board was found grossly negligent, among other things, for not having
an understanding of the intrinsic value of the corporation. In Unocal, the inadequacy of price was
recognized as a threat for which a proportionate response is permitted.207

That is not to say, however, that a board must “price” the corporation whenever a suitor
appears. Moreover, it may be ill advised even to document a range of values for the corporation
before the conclusion of negotiations. However, should the decision be made to sell or should a
defensive reaction be challenged, the board will be well served to have been adequately informed of
intrinsic value during its deliberations from the beginning.208 In doing so, the board may also
establish, should it need to do so under enhanced scrutiny, that it acted at all times to maintain or
seek “the best value reasonably availableto the stockholders.” 209 This may also be advisableeveniif
that value derives from remaining independent.

There are, of course, factorsother than value to be considered by the board in evaluating an
offer. The Delaware judicial guidance here comes from the sale context and the evaluation of
competing bids, but may be instructive:

In assessing the bid and the bidder’s responsibility, a board may consider, among
various proper factors, the adequacy and terms of the offer; its fairness and
feasibility; the proposed or actual financing for the offer, and the consequences of
that financing; questions of illegality; the impact of both the bid and the potential

206 gee Desert Partners, L.P. v. USG Corp., 686 F. Supp. 1289, 1300 (N.D. 111. 1988) (applying Delawarelaw) (“The
Board did not breach itsfiduciary duty by refusing to negotiate with Desert Partnersto remove the coercive and
inadequate aspects of the offer. USG decided not to bargain over the terms of the offer because doing so would
convey theimageto themarket place‘that (1) USG wasfor sale—when, in fact, it was not; and (2) $42/sharewas
an ‘intheballpark’ price - when, in fact, it was not.””); and Citron, 569 A.2d at 63, 66-67 (validating a board’s
action in approving one bid over ancther that, although higher on itsface, lacked in specifics of its proposed back-
end which madethebid impossibletovalue). Compare Golden Cycle, LLC v. Allan, 1998 WL 892631, at * 15-16
(Del. Ch. December 10, 1998) (board not required to contact competing bidder for ahigher bid before executing a
merger agreement where bidder had taken itself out of the board process, refused to sign a confidentidity
agreement and apped ed directly to the sockhol ders with a consent solicitation).

207 Unocal, 493 A.2d at 955; see also Unitrin Inc. v. American Gen. Corp., 651 A.2d 1361, 1384 (Del. 1995), noting as
athreat “substantive coercion . . . therisk that shareholders will mistakenly accept an underpriced offer because
they disbelieve management’ s representations of intrinsic value.”

208 gee Technicolor, 634 A.2d at 368.
209 Qvc, 637 A.2d at 45.
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acquisition on other constituencies, provided that it bears some reasonable
relationship to general shareholder interests; therisk of nonconsummation; the basic
stockholder interests at stake; the bidder’s identity, prior background and other
business venture experiences; and the bidder’ s business plansfor the corporationand
their effects on stockholder interests.210

2 Being Adequately I nformed.

Although there isno one blueprint for being adequately informed,211 the Delaware courtsdo
value expert advice, the judgment of directorswho are independent and sophisticated, and an active
and orderly deliberation.

a Investment Banking Advice.

Thefact that theboard of directorsrelieson expert advice to reach adecision providesstrong
support that the board acted reasonably.212

Addressing the value of a corporation generally entails obtaining investment banking
advice.213 Theanalysis of value requiresthe “techniques or methodswhich aregenerally considered
acceptable in the financial community. . . .”214 Clearly, in Van Gorkom, the absence of expert
advice prior to the first board consideration of a merger proposal contributed to the determination
that the board “ lacked valuation information adequate to reach an informed businessjudgment asto
thefairness[of the price]” and the finding that the directorswere grossly negligent.215 Althoughthe
Delaware Supreme Court noted that “fairness opinions by independent investment bankersare[not]
required as amatter of law,” 216 in practice, investment banking advice is obtained for any decision
to sell and for many decisions not to sell. Inthe non-sale context, such adviceisparticularly helpful
where there may be subsequent pressureto sell or disclosure concerning the board’ s decision not to
sell islikely.

210 Macmillan, 559 A.2d at 1282 n.29 (citations omitted).

211 see Goodwin v. Live Entertainment, Inc., 1999 WL 64265, at *21 (Del. Ch. 1999) (citing Barkan, 567 A.2d at
1286).

212 gee Goodwin, 1999 WL 64265, at * 22 (“Thefact that the Board relied on expert advicein reaching its decision not
tolook for other purchasersal so supportsthereasonableness of itsefforts.”); In re Vitalink CommunicationsCorp.
ShareholdersLitig., 1991 WL 238816, at * 12 (Del. Ch. 1991) (citations omitted) (board’ sreliance on theadvice of
investment bankers supported afinding that the board had a*“reasonable basis’ to concludethat it obtained thebest
offer).

213 gee eg., Inre Talley Indus,, Inc. Shareholders Litig., 1098 WL 191939, at * 11-12 (Dd. Ch. 1998).
214 \Neinberger, 457 A.2d at 713.

215 van Gorkom, 488 A.2d at 878.

216 4. at 876.
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The advice of investment bankers is not, however, a substitute for the judgment of the

directors.217 Asthe court pointed out in Citron, “in change of control situations, sole reliance on
hired experts and management can ‘taint[] the design and execution of the transaction’.”218 In
addition, the timing, scope and diligence of the investment bankers may affect the outcome of
subsequent judicial scrutiny. The following cases, each of which involves a decision to sell,
nevertheless may be instructive for board deliberations concerning atransaction that doesnot result
in asale decision:

(1)  InWeinberger,219 the Delaware Supreme Court held that the board’ s approval of an
interested merger transaction did not meet the test of fairness.220 The fairness
analysis prepared by the investment bankers was criticized as “hurried” where due
diligence was conducted over aweekend and the price was slipped into the opinion
by the banking partner (who was also a director of the corporation) after a quick
review of the assembled diligence on a plane flight.221

(20  In Macmillan,222 the court enjoined defensive measures adopted by the board,
including a lock-up and no-shop granted to an acquiror, to hinder competing bids
from Mills. The court questioned an investment bank’s conclusion that an $80 per
share cash offer was inadequate when it had earlier opined that the value of the
company was between $72 and $80 per share and faulted the investment bankers,
who wereretained by and consulted with financially interested management, for lack

of independence.223

(3)  In Technicolor,224 the court faulted the valuation package prepared by the
investment bankers because they were given limited access to senior officers and
directors of Technicolor.

217

218
219
220
221
222
223
224

See Inre IXC Communications, Inc. Shareholders Litigation, 1999 Dd. Ch. Lexis 210 (De. Ch. 1999), in which
Vice Chancellor Stecle stated that “[n] o board is obligated to heed the counsel of any of its advisors and with good
reason. Finding otherwisewould establish aprocedure by which this Court simply substitutes advisefrom Morgan
Stanley or Merrill Lynch for the business judgment of the board charged with ultimate responsibility for deciding
the best interests of shareholders”

Citron, 569 A.2d at 66 (citation omitted).
Weinberger, 457 A.2d 701.

Id. at 715.

Id. at 712.

Macmillan, 559 A.2d 1261.

Id. at 1271.

Technicolor, 634 A.2d 345.
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b. Value of Independent Directors, Special Committees.

One of the first tasks of counsel in atakeover context isto assess the independence of the
board. Inresponding to asuitor, acorporation that has significant independent directors may have
an advantage over companieswithout such independent directors.225 In asaleof control transaction,
“therole of outside, independent directors becomes particularly important because of the magnitude
of a sale of control transaction and the possibility, in certain cases, that management may not
necessarily be impartial.”226 As pointed out by the Delaware Supreme Court in Unocal, when
enhanced scrutiny is applied by the court, “proof is materially enhanced . . . by the approval of a
board comprised of a majority of outside independent directors who have acted [in good faith and
after areasonable investigation].” 227

Q) Characteristics of an Independent Director. An independent director has been
defined as anon-employee and non-management director.228 |n addition, acourt may consider the
sophistication of theindividual board membersin evaluating their independence and their ability to
make informed judgments. In Van Gorkom, the fact that no directors were investment bankers or
financial analysts contributed to the evidence indicating that the board was uninformed.229
Moreover, to be effective, outside directors cannot be dominated by financially interested members
of management.230 Care should also be taken to redtrict the influence of other interested directors,
which may include recusal of interested directors from participation in certain board
deliberations.231

2 Need for Active Participation. Active participation of the independent members of
the board is important in demonstrating that the board did not simply follow management. In
Time 232 the Delaware Supreme Court considered Time's actions in recasting its previously
negotiated merger with Warner into an outright cash and securities acquisition of Warner financed
with significant debt to ward off Paramount’s surprise all-cash offer to acquire Time. Beginning
immediately after Paramount announced its bid, the Time board met repeatedly to discuss the bid,

225 gee eg., Kahn v. MSB Bancorp, Inc., 1998 WL 409355, at *3 (Del. Ch. 1998), aff' d 734 A.2d 158 (Del. 1999)
(“[T]he fact that nine of the ten directors are not employed by MSB, but are outside directors, strengthens the
presumption of good faith.”)

226 QvC, 637 A.2d at 44; see also Macmillan, 599 A.2d 1261.
227 Unocal, 493 A.2d at 955.

228 ynitrin, 651 A.2d at 1375.

229 van Gorkom, 488 A.2d at 877-78.

230 see Macmillan, 559 A.2d at 1266.

231 gee Technicolor, 634 A.2d at 366 n.35. See also Brehmv. Eisner, 746 A.2d 244, 256 (Del. 2000) (in eval uating
charge that directors breached fiduciary duties in approving employment and subsequent severance of a
corporation’ s president, the Delaware Supreme Court held that the*issues of disinterestedness and independence”’
turn on whether the directors were “incapable, dueto persona interest or domination and control, of objectively
evaluating” an action).

232 571 A.2d 1140 (Ddl. 1989).
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determined the merger with Warner to be abetter course of action, and declined to open negotiations
with Paramount. The outside directors met independently, and the board sought advice from
corporate counsel and financial advisors. Through this process the board reached its decision to
restructurethe combination with Warner. The court viewed favorably the participation of certain of
the board’ s 12 independent directorsin theanalysis of Paramount’shid. The Time board’sprocess
contrasts with Van Gorkom, where although one-half of Trans Union’s board was independent, an
absence of any inquiry by thosedirectorsasto the basisof management’ sanalysisand no review of
the transaction documents contributed to the court’ sfinding that the board was grossly negligent in
its decision to approve a merger.233

(©)] Use of Special Committee. When directorsor shareholderswith fiduciary obligations
have a conflict of interest with respect to a proposed transaction, the use of a special committee is
recommended. A special committee is also recommended where there is only the appearance of a
conflict, asthe mere appearance of a conflict may be sufficient to invoke application of the entire
fairness standard of review.234 Accordingly, use of a special committee should be considered in
connection with any going-privatetransaction (i.e., management buy-outs or squeeze-out mergers),
asset sales or acquisitions involving entities controlled by or affiliated with directorsor controlling
shareholders, or any other transactionswith majority or controlling shareholders.235 1f amagjority of
the board is disinterested and independent with respect to the proposed transaction, a special
committee may not be necessary, since the board's decision will be accorded deference under the
business judgment rule (assuming, of course, that the disinterested directors are not dominated or
otherwise controlled by the interested party(ies)). Inthat circumstance, the disinterested directors

233 geealsoKahnv. Tremont Corp., 694 A.2d 422, 429 (D€l . 1997), wherethe Delaware Supreme Court found that the
three member special committee of outside directorswasnot fully informed, not active, and did not appropriately
simulatean arm’ s-length transaction, given that two of thethree members permitted the other member to perform
the committee' s essential functions and one of the committee members did not attend a single meeting of the
committee.

234 geen re Western National Corp. Shareholders Litig., 2000 WL 710192 at *26 (Del. Ch. May 22, 2000)(use of
special committee where the transaction involved a 46% stockholder; court ultimately held that because the 46%
stockhol der was not a controlling stockhol der, the business judgment rulewoul d apply: “[w]ith theaid of itsexpert
advisors, the Committee apprised itself of all reasonably availableinformation, negotiated ... at arm’ slength and,
ultimately, determined that the merger transaction was in the interests of the Company and its public
shareholders’).

235 geelnre Digex, Inc. Shareholders Litig., C.A. No. 18336, 2000 WL 1847679 (Ddl. Ch. Dec. 13, 2000)(special
committee of acompany with acontrolling corporate shareholder formed to consider potential acquisition offers);
Kohlsv. Duthie, 765 A.2d 1274, 1285 (Del. Ch. 2000)(special committeeformed in connection with amanagement
buyout transaction); T. Rowe Price Recovery Fund, L.P. v. Rubin, Del. Ch., 770 A.2d 536 (2000) (special
committee used to consider shared service agreements among corporation and its chief competitor, both of which
werecontrolled by the sameentity); In re MAXXAM, Inc./Federated Devel opment ShareholdersLitig., 1997 Ddl.
Ch. LEXIS 51 (Ddl. Ch. Apr. 4, 1997) (special committee formed to consider a purchase of assets from the
contralling gockholder); Citron v. E.I. Du Pont de Nemours & Co., 584 A.2d 490 (Dd. Ch. 1990) (majority
shareholder purchase of minority shares); Lynch | (involving controlling sharehol der's offer to purchase publicly
held shares); InreResortsInternational ShareholdersLitig., 570 A.2d 259 (Del. 1990) (special committee usedto
evaluate controlling sharehol der'stender offer and competingtender offer); Kahnv. Qullivan, 594 A.2d 48, 53 (Dd.
1991) (specia committee formed to eval uate corporation's charitable gift to entity affiliated with the company's
chairman and CEO); Kahn v. Dairy Mart Convenience Sores, Inc., 1996 Del. Ch. LEX1S 38, at *18-19 (Ddl. Ch.
March 29, 1996) (special committee formed to consider management LBO); Kahn v. Roberts, 679 A.2d 460, 465
(Del. 1996) (special committee formed to evaluate stock repurchase from 33% shareholder).
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may act on behalf of the company and the interested directors should abstain from deliberating and
voting on the proposed transaction.236

Althoughthereisno legal requirement under Delaware law that an interested board makeuse
of aspecial committee, the Delaware courts have indicated that the absence of such acommitteein

connection with an affiliate or conflict transaction may evidence the transaction's unfairness.237
(1) Formation of the Committee

Where amajority of the board isdisinterested, aspecial committee may be useful if thereare
reasons to isolate the deliberations of the noninterested directors.238 Where a majority of the
directors have somereal or perceived conflict, however, formation of aspecial committee may still
be useful. Ideally, the special committee should be formed prior to thefirst series of negotiations of
aproposed transaction, or immediately upon receipt of an unsolicited merger or acquisition proposal.
Formation at a later stage is acceptable, however, if the special committee is still capable of
influencing and ultimately rejecting the proposed transaction. As a general rule, however, the
special committee should be formed whenever the conflicts of fellow directors become apparent in
light of aproposed or contemplated transaction. Rather, thedisinterested directorsshould select the
committee members and the committee members should elect their chairperson. To the extent
possible, however, theinterested party(ies) should not be permitted to influence the selection of the
members of the special committee or its chairperson.239

236 see8Del. C. §144 (providing that interested director transactions will not be void or voidable solely dueto the
existence of the conflict if certain safeguards are utilized, including approval by a magjority of the disinterested
directors, assuming full disclosure).

237 see Seagravesv. Urstady Property Co., 1996 Ddl. Ch. LEXIS 36, at *16 (Del. Ch. Apr. 1, 1996) (failureto usea
special committeeor other procedural safeguards " evidencesthe absence of fair deding"); Jedweb v. MGM Grand
Hotels, Inc., 509 A.2d 584, 599 (Del. Ch. 1986) (lack of independent committee is pertinent factor in assessing
whether fairnesswas accorded to theminority); Boyer v. Wilmington Materials, Inc., 1997 Del. Ch. LEXIS 97, at
*20 (Dd. Ch. June 27, 1997) (lack of special committeeisan important factor in acourt's"overall assessment of
whether atransaction was fair").

238 see Spiegal v. Buntrock, 571 A.2d 767, 776 n.18 (Del. 1990) ("Even when amajority of a board of directorsis
independent, one advantage of establishing a special negotiating committeeisto isolate the interested directors
from materia information during either the investigative or decisional process"); Moore Business Forms, Inc. v.
Cordant Holdings Corp., 1996 Del. Ch. LEXIS 56, at *18-19 (Dd. Ch. June 4, 1996) (recommending use of a
special committee to prevent shareholder's board designee's access to privileged information regarding possible
repurchase of shareholder's preferred stock; "the special committee would have been freetoretain separatelegal
counsel, and its communications with that counsel would have been properly protected from disclosure to [the
shareholder] and itsdirector designee"); Kohlsv. Duthie, 765 A.2d at 1285 (forming a special committeetoisolate
the negotiations of the noninterested directors from one director that would participate in amanagement buyout).

239 seeMacmillan, 559 A.2d at 1267 (in casewhere special committee had no burden-shifting effect, court noted that
theinterested CEO "hand picked" the membersof the committee); Inre Fort Howard, 1988 Del. Ch. LEX1S110,
at*36 (Del. Ch. Aug. 8, 1988) ("It cannot ... bethe best practiceto havetheinterested CEO in effect handpick the
members of the Special Committee aswas, | am satisfied, done here.").
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(i)  Independence and Disinterestedness

In selecting the members of aspecial committee, care should betakento ensure not only that
the members have no financial interest in the transaction, but that they have no financial ties, or are
otherwise beholden, to any person or entity involved in the transaction.240  In other words, all
committee members should be independent and disinterested. To be disinterested, the member
cannot derive any personal (primarily financial) benefit from the transaction not shared by the
stockholders.241 To beindependent, the member's decisions must be "based on the corporate merits
of the subject before the [committeg] rather than extraneous considerations or influences."242 To
establish non-independence, aplaintiff hasto show that the committee memberswere " beholden" to
the conflicted party or "so under [the conflicted party's] influence that their discretion would be
sterilized."243 In a recent case in which committee members appeared to abdicate their
responsibilitiesto another member "whose independence was most suspect,” the Delaware Supreme
Court reemphasized that:

"[1]t isthe care, attention and sense of individual responsibility to the performanceof
one's duties...that generally touches on independence." 244

If a committee member votes to approve a transaction to appease the interested
director/shareholder, to say in the interested party's good graces, or because he/she is beholden to
the interested party for the continued receipt of consulting fees or other payments, such committee
member will not be viewed as independent.24°

240 seeKatell v. Morgan Stanley Group, Inc., 1995 Ddl. Ch. LEXIS 76, at * 21, Fed. Sec. L. Rep. (CCH) 98861 (Dd.
Ch. June 15, 1995) ("[w]hen aspecial committee'smembershave no personal interest in the disputed transactions,
this Court scrutinizesthe members relationship with theinterested directors'); E. Norman Veasey, Duty of Loyalty:
The Criticality of the Counselor'sRole, 45 Bus. Law. 2065, 2079 ("'the members of the committee should not have
unusually close personal or business relations with the conflicted directors').

241 pogostin v. Rice, 480 A.2d 619, 624, 627 (Del. 1984).

242 Aronson, 473 A.2d at 816; In re MAXXAM, Inc./Federated Devel opment Sharehol dersLLitig., 659 A.2d 760, 773
(Del. Ch. 1995) ("To be considered independent, adirector must not be 'dominated or controlled by an individual
or entity interested in thetransaction.™ (citing Grobowv. Perot, 539 A.2d 180, 189 (Dedl. 1988)). Seealso Grimes
v. Donald, 673 A.2d at 1219 n.25 (parenthetically describing Lynch | as a case in which the "'independent
committee' of the board did not act independently when it succumbed to threat of controlling stockholder").

243 \MAXXAM, 659 A.2d at 773 (quoting Rales, 634 A.2d at 936).
244 Kahn v. Tremont Corp., 694 A.2d 422, 430 (Ddl. 1997) (citing Aronson, 473 A.2d at 816).

245 Rales, 634 A.2d a 936-37; MAXXAM, Inc./Federated Devel opment Sharehol dersLitig., 1097 Del. Ch. LEXIS51,
at *66-71 (Del. Ch. Apr. 4, 1997) (special committee memberswould not be considered independent dueto their
receipt of consulting fees or other compensation from entities controlled by the shareholder who controlled the
company); Kahn v. Tremont Corp., 694 A.2d at 429-30 (holding that special committee "did not function
independently” because the members had "previous affiliations with [an indirect controlling shareholder,
Simmons,] or companies which he controlled and, as a result, received significant financial compensation or
influential positionson the boards of Simmons' controlled companies."); Kahnv. Dairy Mart Convenience Stores,
Inc., 1996 Del. Ch. LEX1S38, at *18-19 (noting that the special committee member was al so apaid consultant for
the corporation, raising concerns that he was beholden to the controlling shareholder).
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(ili)  Selection of Legal and Financial Advisors

Although there is no legal requirement that a special committee retain legal and financial
advisors, it is highly advisable that the committee retain advisors to help them carry out their
duties.?46  The selection of advisors, however, may influence a court's determinations of the
independence of the committee and the effectiveness of the process.247

Selection of advisors should be made by the committee after its formation. Although the
special committee may rely on the company's professional advisors, perception of the special
committee's independence is enhanced by the separate retention of advisors who have no prior
affiliation with the company or interested parties.248 Accordingly, the special committee should
taketimeto ensurethat its professional advisors have no prior or current, direct or indirect, material
affiliations with interested parties.

Retention of legal and financial advisors by the special committee al so enhancesitsability to
be fully informed. Because of the short time-frame of many of today's transactions, professional
advisors alow the committee to assimilate large amounts of information more quickly and
effectively than the committee could without advisors. Having advisorsthat can efficiently process
and condense information is important where the committee is asked to evaluate proposals or
competing proposalswithin days of their making.249 Finally, acourt will givesomedeferencetothe
committee's selection of advisors where there is no indication that they were retained for an
“improper purpose.” 220

246 geq, e.g., Srassburger v. Earley, 752 A.2d 557, 567 (Del. Ch. 2000)(court criticizing aone-man special committee
and finding it ineffective in part because it had not been “advised by independent legal counsel or even an
experienced investment banking firm™).

247 see Kahn v. Dairy Mart Convenience Sores, Inc., 1996 Dd. Ch. LEXIS 38, a *22 n.6 (a "critical factor in
assessing the reliability and independence of the process employed by a special committeg, is the committee's
financial and legal advisorsand how they were selected"); In re Fort Howard, 1988 Del. Ch. LEXIS 110, at *36
(Ddl. Ch. Aug. 8, 1988) ("noroleismorecritical with respect to protection of shareholder interestsin thesematters
than that of the expert lawyers who guide sometimes inexperienced [ committee members] through the process’).

248 geg, e.g., Citron v. E.I. Du Pont de Nemours & Co., 584 A.2d at 494 (noting that to insure a completely
independent review of amajority stockholder's proposal theindependent committeeretained its own independent
counsel rather than allowing management of the company to retain counsel on its behalf); cf. In re Fort Howard,
1988 Del. Ch. LEXIS 110, at *36 (Del. Ch. Aug. 8, 1988) (noting that the interested CEO had selected the
committee'slegal counsal; "[a] suspicious mindismade uneasy contemplating the possibilitieswhentheinterested
CEOQissoactivein choosing hisadversary"); Macmillan, 559 A.2d at 1267-68 (noting that conflicted management,
in connection with an MBO transaction, had "intensive contact" with a financia advisor that subsequently was
selected by management to advise the special committee).

249 geg, e.g., InreKDI Corp. ShareholdersLitig., 1990 Del. Ch. LEXIS 201, at *10, Fed. Sec. L. Rep. (CCH) 95727
(Del. Ch. Dec. 13, 1990) (noting that special committee'sfinancial advisor contacted approximately 100 potential
purchasersin addition to evaluating fairness of management's proposal).

250 see Clementsv. Rogers, C.A. No. 15711, 2001 WL 946411 at **4 (Del. Ch. Aug. 14, 2001)(court brushing aside
criticism of choice of local banker where there was valid business reasons for the selection).
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(iv)  The Special Committee's Charge: " Real
Bargaining Power"

From a litigation standpoint, one of the most important documents when defending a

transaction that has utilized a special committee is the board resolution authorizing the special
committee and describing the scope of its authority.251 Obviously, if the board has materially
limited the special committee's authority, the work of the special committee will not be given great
deference in litigation since the conflicted board will be viewed as having retained ultimate control
over theprocess.2>2 Where, however, the special committeeisgiven broad authority and permitted
to negotiate the best possible transaction, the special committee's work and business decisionswill
be accorded substantial deference.253

Therequisite power of aspecial committeewas addressed initially in Rabkinv. Olin Corp.254

In Rabkin, the court noted that the "mere existence of an independent special committee” does not
itself shift the burden of proof with respect to the entire fairness standard of review. Rather, the
court stated that at least two factors are required:

First, the majority shareholder must not dictate the terms of the merger. Second, the
special committee must have real bargaining power that it can exercise with the
majority shareholder on anarmslength basis. The Hunt special committeewasgiven
the narrow mandate of determining the monetary fairness of a non-negotiable offer.
[ The majority shareholder] dictated the terms of the merger and there were no arm's
length negotiations. Unanimous approval by the apparently independent Hunt board
suffers from the same infirmities as the special committee. The ultimate burden of
showing by a preponderance of the evidence that the merger was entirely fair thus
remains with the defendants.25°

251

252

253

254

255

See, eg., In re Digex, Inc. Shareholders Litig., C.A. No. 18336, 2000 WL 1847679 (Ddl. Ch. Dec. 13,
2000)(quoeting board resolution which described the special committee' s role); Srassburger, 752 A.2d at 567
(quoting the board resol ution authorizing the special committee); Kahnv. Sullivan, 594 A.2d at 53 (quotingin full
the board resol utions creating the special committee and describing its authority).

Seg, e.g., Srassburger, 752 A.2d at 571 (court noting that the“ narrow scope” of the committee’ s assignment was
“highly significant” to its finding that the committee was ineffective and would not shift the burden of proof).

Compare Kohls v. Duthie, 765 A.2d at 1285 (noting the bargaining power, active negotiations and frequent
meetings of the special committee and concluding that the special committee process was effective and that
defendantswould likely prevail at afinal hearing) with International Telecharge, Inc. v. Bomarko, Inc., 766 A.2d
437 (Dd. 2000)(affirming thetrial court’ s application of the entire fairness standard where the special committee
was misinformed and did not engage in meaningful negotiations).

1990 Del. Ch. LEXIS50, at * 18, Fed. Sec. L. Rep. (CCH) 95255 (Dél. Ch. Apr. 17, 1990), reprintedin 16 Del. J.
Corp. L. 851 (1991), aff'd, 586 A.2d 1202 (Del. 1990) (" Rabkin'").

Rabkin, 1990 Del. Ch. LEXIS 50, at *18-19 (citations omitted); see also Lynch 11, 669 A.2d at 82-83 (noting the
Supreme Court's approval of the Rabkin two-part test).
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Evenwhen acommitteeisactive, aggressive and informed, itsapproval of atransaction will

not shift the entire fairness burden of persuasion unlessthe committeeis free to reject the proposed
transaction.2%6 Asthe court emphasized in Lynch I

The power to say no isasignificant power. It isthe duty of directors serving
on [an independent] committee to approve only a transaction that isin the
best interests of the public shareholders, to say no to any transaction that is
not fair to those shareholders and is not the best transaction available. It is
not sufficient for such directorsto achievethe best pricethat afiduciary will

pay if that price is not afair price.2>’

Accordingly, unless the interested party can demonstrate it has "replicated a process 'as

though each of the contending parties had in fact exerted its bargaining power at arm's length,” the
burden of proving entire fairness will not shift."258

Importantly, if there is any change in the responsibilities of the committee due to, for

example, changed circumstances, the authorizing resolution should be amended or otherwise
supplemented to reflect the new charge.29

(v) Informed and Active

A committee with real bargaining power will not cause the burden of persuasion to shift

unless the committee exercises that power in an informed and active manner.260 The concepts of

256

257

258

259

260

Kahnv. Lynch Comm. Systems, Inc., 638 A.2d at 1120-21 (“Lynch I”) ("[p]articular consideration must begivento
evidence of whether the special committee wastruly independent, fully informed, and had the freedomto negatiate
at arm'slength"); seealso Inre First Boston, Inc. ShareholdersLitig., 1990 Del. Ch. LEXIS 74, a * 20, Fed. Sec.
L. Rep. (CCH) 95322 (Dd. Ch. June 7, 1990) (holding that although special committee's optionswere limited, it
retained "the critical power: the power to say no").

Lynchl, 638 A.2d at 1119 (quoting Inre First Boston, Inc. ShareholdersLitig., 1990 Del. Ch. LEXIS 74, at * 20-
21, Fed. Sec. L. Rep. (CCH), 95322 (Dél. Ch. June 7, 1990)).

Lynchl, 638 A.2d at 1121 (quoting Weinberger, 457 A.2d at 709-710n.7). Seealso Inre Digex, Inc. Shareholders
Litig., C.A. No. 18336, 2000 WL 1847679 (Del. Ch. Dec. 13, 2000) (inahility of special committeeto exercisereal
bargaining power concerning Section 203 issues is fatal to the process).

See, eg., In re Resorts International Shareholders Litig., 570 A.2d 259 (Dd. 1990) (where special committee
initially considered controlling shareholder'stender offer and subsequently a competing tender offer and proposed
settlements of litigation resulting from offers); Lynch I, 638 A.2d at 1113 (noting that the board "revised the
mandate of the Independent Committee” in light of tender offer by controlling stockhol der).

See, e.g., Kahnv. Dairy Mart Convenience Sores, Inc., 1996 Ddl. Ch. LEXIS 38, at * 7 (Del. Ch. March 29, 1996)
(despite being advised that itsduty was "to seek the best result for the shareholders, the committeenever negotiated
for aprice higher than $15"); Srassburger, 752 A.2d at 567 (finding a special committee ineffective whereit did
not engagein negotiationsand “did not consider all information highly relevant to[the] assignment”); Clementsv.
Rogers, 2001 WL 946411 (Dd. Ch. Aug. 14, 2001)(court criticizing a special committee for failing to fully
understand the scope of the committee’ s assignment).
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being activeand being informed areinterrelated. Aninformed committeewill almost necessarily be
active and vice versa. 261

To be informed, the committee necessarily must be knowledgeable with respect to the
company's business and advised of, or involved in, ongoing negotiations. To be active, the
committee members should be involved in the negotiations or at least communicating frequently
with the designated negotiator. In addition, the members should meet frequently with their
independent advisors so that they can acquire "critical knowledge of essential aspects of the
[transaction]."262

Committee members need to rely upon, interact with, and challengetheir financial and legal
advisors. While reliance is often important and necessary, the committee should not allow an
advisor to assumethe role of ultimate decision-maker. For example, inInre TransWorld Airlines,
Inc. Shareholders Litig., the court determined, in connection with a preliminary injunction
application, that substantial questions were raised as to the effectiveness of a special committee
where the committee misunderstood its role and "relied almost completely upon the efforts of [its
financial advisor], both with respect to the evaluation of the fairness of the price offered and with
respect to such negotiations as occurred."263

Similarly, in Mills Acquisition Co. v. MacMillan, Inc.,264 the court criticized theindependent
directorsfor failing to diligently oversee an auction process conducted by the company's investment
advisor that indirectly involved members of management. Inthisregard, the court stated:

Without board planning and oversight to insulate the self-interested management
fromimproper accessto the bidding process, and to ensurethe proper conduct of the
auction by truly independent advisors selected by, and answerable only to, the
independent directors, the legal complications which a challenged transaction faces
under [enhanced judicial scrutiny] are unnecessarily intensified.265

D. Value of Thorough Deliberation.

The Delaware cases repeatedly emphasize the importance of the process followed by
directors in addressing a takeover proposal. The Delaware courts have frowned upon board
decision-making that is done hastily or without prior preparation. Counsel should be careful to

261 Kahnv. Tremont Corp., 694 A.2d at 430.

262 |, at 429-430 (committee member's "absence from all meetings with advisors or fellow committee members,
rendered him ill-suited as a defender of the interests of minority shareholders in the dynamics of fast moving
negotiations'). Seealso Macmillan, 559 A.2d at 1268 n.9 (in case where special committee had no burden-shifting
effect, court noted that one committee member "fail ed to attend a single meeting of the Committeg"); Srassburger,
752 A.2d at 557 (finding an ineffective committee where its sole member did not engage in negotiations and had
less than complete information).

263 1988 Dd. Ch. LEXIS 139, at *12, *22 (Del. Ch. Oct. 21, 1988) reprinted in 14 Del. J. Corp. L. 870 (1989).
264 559 A.2d at 1281.
265 |q, at 1282.
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formulate and document a decision-making process that will withstand judicial review from this
perspective.

Early in the process the board should be advised by counsel as to the applicable legal
standards and the concerns expressed by the courts that are presented in similar circumstances.
Distribution of amemorandum from counsel can be particularly helpful inthisregard. Management
should providethelatest financial and strategic information available concerning the corporation and
its prospects. If asaleiscontemplated or the corporation may be put “in play,” investment bankers
should beretained to advise concerning comparable transactions and market conditions, provide an
evaluation of the proposal in accordance with current industry standards, and, if requested, render a
fairness opinion concerning the transaction before it is finally approved by the board. The board
should meet several times, preferably in person, to review reports from management and outside
advisors, learn the progress of the transaction and provide guidance. Directors should receive
reports and briefing information sufficiently before meetings so that they can be studied and
evaluated. Directors should be active in questioning and analyzing the information and advice
received from management and outside advisors. A summary of the material provisions of the
merger agreement should be prepared for the directors and explained by counsel.266

(1)  In Van Gorkom,267 the Trans Union board approved the proposed merger at a
meeting without receiving notice of the purpose of the meeting, no investment banker wasinvitedto
advise the board, and the proposed agreement was not available before the meeting and was not
reviewed by directors. Thisaction contributed to the court’s conclusion that the board was grossly
negligent.

(2)  In Technicolor,268 notice of a special board meeting to discuss and approve an
acquisition proposal involving interested management was given to members of the board only one
day prior to the meeting, and it did not disclose the purpose of the meeting. Board members were
not informed of the potential sale of the corporation prior to the meeting, and it was questioned
whether the documents were available for the directors' review at the meeting.

(3)  In contrast is Time 259 where the board met often to discuss the adequacy of
Paramount’s offer and the outside directors met frequently without management, officers or

directors.270

266 geq, e.g., Moore Corp. Ltd. v. Wallace Computer Servs, 907 F. Supp. 1545 (D. Ddl. 1995) for an in depth
description of a decision-making process that withstood review under enhanced scrutiny.

267 488 A.2d 858.
268 34 A.2d 345.
269 571 A.2d 1140.

270 geealsoMoran, 500 A.2d 1346, where (i) before considering arights plan as a preventative mechanismtoward off
future advance, the board received materid on the potential takeover problem and the proposed plan,
(i) independent investment bankersand counsel attended the board meeting to advisethedirectors, and (iii) ten of
the board’ s sixteen memberswere outsidedirectors; and MSB Bancorp, 1998 WL 409355, where during the period
in question, the board met weekly, considered the offers, consulted with itslegal and financial advisors, and then
made its conclusion asto which offer to pursue. For a summary of guidelines for counsd to develop a suitable
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E. The Decison to Remain Independent.

A board may determine to reject an unsolicited proposal. It isnot required to exchange the
benefits of itslong-term corporate strategy for short-termgain. However, like other decisionsinthe
takeover context, the decisionsto “say no” must be adequately informed. The information to be
gathered and the processto be followed in reaching adecision to remain independent will vary with
the facts and circumstances, but in the final analysis the board should seek to develop reasonable
support for its decision.

A common ground for rejection isthat the proposal isinadequate. Moreover, the proposal
may not reflect the value of recent or anticipated corporate strategy. Another ground is that
continued independence is thought to maximize shareholder value. Each of these reasons seems
founded on information about the value of the corporation and pointsto the gathering of information
concerning value.

A decision based on the inadequacy of the proposal or the desirability of continuing a pre-
existing business strategy is subject to the business judgment rule, in the absence of the
contemporaneous adoption of defensive measures or another response that proposes an alternative
meansto realize shareholder value.2’1 Defensive measuresare subject to enhanced scrutiny, withits
burden onthedirectorsto demonstrate reasonableness. Analternativetransaction can raise anissue
as to whether the action should be reviewed as essentially a defensive measure. Moreover, the
decision not to waive the operation of a poison pill or the protection of astate business combination
gtatute such asDGCL Section 203 can be viewed as defensive.272 A merger agreement that requires
the merger to be submitted to shareholders, even if the board has withdrawn its recommendation of
the merger, as permitted by the 1998 amendment to DGCL Section 251(c), may also be analyzed as
defensive. In any case, and especially where it is likely that the suitor or a shareholder will turn
unfriendly, the authorized response should be based on a developed record that demonstrates its
reasonableness.

process for the board’ s deliberations, see Frankle, Counseling the Board of Directorsin Exploring Alter natives,
1101 PLI/Corp. 261 (1998).

271 \Whether the standards of review for a decision to remain independent are the same in the face of acash bid that
potentially involves “Revlion duties’ or a stock transaction that does not is unsettled. Compare, e.g., Wachtell,
Lipton, Rosen & Katz, Takeover Lawand Practice, 1212 PL1/Corp. 801, 888, citing no authority: “If the proposal
callsfor atransaction that does not involve achangein control within themeaning of QVC, it would appear that the
traditional business judgment rule would apply to the directors’ decision. If the acquisition proposal calls for a
transaction that would involve a change within the meaning of QVC, the enhanced-scrutiny Unocal test would
apply.” Such a conclusion would subject all director decisionsto a reasonableness standard merely because of
what transaction has been proposed. In theory, at least, a well-informed, fully independent board ought to be
accorded more deference than this where it has not initiated a sale, even though the consideration for the sale
presents advantagesthat arereasonable. On the other hand, in practice, it may be difficult to avoid the defensive
responses to a proposal, which would involve a reasonableness review, where the bidder is persigtent.

272 Seeeg., Moore, 907 F. Supp. at 1556 (failure to redeem poison pill defensive).
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1 Judicial Respect for Independence.

Delaware cases have acknowledged that directors may reject an offer that is inadequate or
reach an informed decision to remain independent. In anumber of prominent cases, the Delaware
courts have endorsed the board’ s decision to remain independent:

a In Time,273 the Delaware Supreme Court validated the actions of Time' sboardinthe
face of an all-shares cash offer from Paramount. The board had concluded that the corporation’s
purchase of Warner “offered agreater long-term value for the stockholders and, unlike Paramount’s
offer, did not pose athreat to Time ssurvival and its* culture’.” 274 In approving these actions, the
court determined that the board, which “was adequately informed of the potential benefits of a
transaction with Paramount,” did not have to abandon itsplans for corporate development inorder to
providethe shareholders with the option to realize animmediate control premium.275 “Time' sboard
was under no obligation to negotiate with Paramount.” 276 According to the court, this conclusion
was consistent with long-standing Delaware law: “We have repeatedly stated that the refusal to
entertain an offer may comport with a valid exercise of a board’ s business judgment.”277

b. In Unitrin,278 the Delaware Supreme Court considered defensive actions taken by
Unitrin’s board in response to American General’s overtures. The board rejected the offer as
financially inadequate and presenting antitrust complications, but did not adopt defensive measures
to protect against a hostile bid until American General issued a press release announcing the
offer.279 Unitrin’ s board viewed the resulting increase in Unitrin’ s stock price as a suggestion that
speculative traders or arbitrageurs were buying up Unitrin stock and concluded that the
announcement constituted a “hostile act designed to coerce the sale of Unitrin at an inadequate
price.” 280 |n response, the board adopted a poison pill and an advance notice bylaw provision for
shareholder proposals.281 The directorsthen adopted arepurchase program for Unitrin’ s stock.282
The directors owned 23% of the stock and did not participate in the repurchase program.283 This
increased their percentage ownership and made approval of a business combination with a

273 571 A.2d 1140.
274 |d. at 1149.
275 |d. at 1154.
276 |4,

277 |d. at 1152 (citing Macmillan, 552 A.2d at 1285 n.35; Van Gorkom, 448 A.2d at 881; and Pogostin v. Rice, 480
A.2d 619, 627 (Del. 1984).

278 651 A.2d 1361.

279 |9, at 1370.
280 Id.

281 g
282 |d. at 1370-71.
283 |d. at 1370.
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shareholder without director participation moredifficult.284 The Delaware Court of Chancery ruled
that the poison pill was aproportionate defensive responseto American General’ soffer, but that the
repurchase plan exceeded what was necessary to protect shareholders from alow bid. The poison
pill was not directly at issue when the Delaware Supreme Court reviewed the case. The court
determined that the Court of Chancery used an incorrect legal standard and substituted its own
business judgment for that of the board.28> The court remanded to the Court of Chancery to
reconsider the repurchase plan and determine whether it, along with the other defensive measures,
was preclusive or coercive and, if not, “within therange of reasonable defensive measuresavailable
to the Board.”286

C. In Revion,287 the Delaware Supreme Court looked favorably on the board’ s initial
rejection of Pantry Pride’ soffer and itsadoption of arights plan in the face of ahogtiletakeover at a
priceit deemed inadequate.288 The court did not suggest that Revion’ s board had aduty to negotiate
or shop the company before it “became apparent to all that the break-up of the company was
inevitable” and the board authorized negotiation of adeal, thusrecognizing that the company wasfor

d. In Desert Partners,290 the court approved the USG board’ srefusal to redeemapoison
pill to hinder an inadequate hostile offer and noted that the board had no duty to negotiate where it
had neither put the company up for sale nor entertained abidding contest.291 “OnceaBoard decides
to maintain a company’ s independence, Delaware law does not require a board of directors to put
their company on the auction block or assist a potential acquiror to formulate an adequate takeover
bid.” 292

e. In MSB Bancorp,293 the Delaware Chancery Court upheld the board’ s decision to
purchase branches of another bank in furtherance of its long-held business strategy rather than to
negotiate an unsolicited merger offer that would result in short-term gain to the shareholders.2%4 In
reaching itsconclusion, the court applied the business judgment rule because it determined thet there

284 |q. at 1371-72.
285 |d. at 1389.

286 |d. at 1390.

287 506 A.2d 173.
288 |d. at 180-81.
289 |q. at 182.

290 686 F. Supp. 1289 (applying Delaware law).
291 |q. at 1300.

292 |d. at 1300.

293 1998 WL 409355.
294 |q. at *4.
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was no defensive action taken by the board in merely voting not to negotiate the unsolicited merger
offer which did not fit within its established long-term business plan.29

2 Defensive Measures.

When aboard makes adecision to reject an offer considered inadequate, the board may adopt
defensive measuresin case the suitor becomes unfriendly. Such aresponse will be subjected to the
proportionality test of Unocal, that the responsive action taken isreasonable in relation to the threat
posed.2% This test was further refined in Unitrin to make clear that defensive techniquesthat are
“coercive” or “preclusive’” will not be considered to satisfy the proportionality test:

An examination of the cases applying Unocal reveals a direct correlation between
findings of proportionality or disproportionality and the judicial determination of
whether a defensive response was draconian because it was either coercive or
preclusive in character. In Timefor example, [the Delaware Supreme Court]
concluded that the Time board’s defensive response was reasonable and
proportionate since it was not aimed at ‘cramming down’ on its shareholders a
management-sponsored alternative, i.e., was not coercive, and because it did not
preclude Paramount from making an offer for the combined Time-Warner Company,
i.e., was not preclusive.297

In Moran,298 the Delaware Supreme Court considered ashareholder rights plan adopted by
Household International not during atakeover contest, “but as a preventive mechanism to ward off
future advances.” 299 The court upheld the pre-planned poison pill but noted that the approval was

not absolute.300 When the board “is faced with a tender offer and a request to redeem the [rights
plan], they will not be able to arbitrarily reject the offer. They will be held to the same fiduciary
standards any other board of directors would be held to in deciding to adopt a defensive

mechanism.” 301
F. The Pursuit of a Sale.

When a board decides to pursue a sale of the corporation (involving asale of control within
the meaning of QVC), whether onitsown initiative or inresponse to afriendly suitor, it must “seek

295 |d.at*3.

296 gee eg., Quickturn, 721 A.2d at 1290.

297 Unitrin, 651 A.2d at 1387 (citations omitted).
298 500 A.2d 1348.

299 |q. at 1349.

300 |q. at 1354.

301 |d. Seealso Moore, 907 F. Supp. 1545; Desert Partners, 686 F. Supp. 1289; Unitrin, 651 A.2d 1361; lvanhoe
Partners v. Newmont Mining Corp., 535 A.2d 1334 (Ddl. 1987); and Revion, 506 A.2d 173, where the court
considered favorably a board’ s defensive measures to protect its decision to remain independent.
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the best value reasonably availableto the stockholders.” 302 Asthe Delaware Supreme Court stated
in Technicolor: “[1]nthe review of atransaction involving a sale of acompany, the directors have
the burden of establishing that the price offered was the highest val ue reasonably available under the
circumstances.” 303

1 Value to Stockholders.

In Revion, the Delaware Supreme Court imposed an affirmative duty on the board to seek the
highest value reasonably available to the shareholders when a sale became inevitable.304 The duty
established in Revion has been considered by the Delaware courts on numerous occasions, and was
restated in QVC According to the Delaware Supreme Court in - QV{the duty to seek the highest
value reasonably available is imposed on a board in the following situations:

Under Delaware law there are, generally speaking and without excluding other
possibilities, two circumstances which may implicate Revion duties. The first, and
clearer one, iswhen a corporation initiates an active bidding process seeking to sell
itself or to effect a business reorganization involving a clear break-up of the
company. However, Revion duties may also be triggered where, in response to a
bidder’s offer, a target abandons its long-term strategy and seeks an alternative
transaction involving the break-up of the company.305

[W]hen a corporation undertakes a transaction which will cause: (a) a change in
corporate control; or (b) abreak-up of the corporate entity, thedirectors obligationis
to seek the best value reasonably available to the stockholders.306

The principles of Revion are applicable to corporations which are not public companies.307
Directors Revion duties to secure the highest value reasonably attainable apply not only in the
context of break-up, but also in achange in control.308

2 Ascertaining Value.

When the Revion decision was first announced by the Delaware Supreme Court, many
practitioners read the decision to mandate an auction by a target company in order to satisfy the

302 Qvc, 637 A.2d at 48; see also Matador, 729 A.2d at 290.

303 Technicolor, 634 A.2d at 361.

304 see Revion, 506 A.2d 173.

305 Qvc, 637 A.2d at 47 (citation omitted).

306 |q. at 48.

307 see CirrusHolding v. Cirrus Ind., 794 A.2d 1191 (Del Ch. 2001).

308 CirrusHolding v. CirrusInd., 794 A.2d 1191 (Del Ch. 2001); McMillan v. Intercago Corp., 768 A.2d 492, 502
(De. Ch. 2000); seealso Krimv. ProNet, Inc., 744 A.2d 523 (Del. 1999) (Delawarelaw requiresthat onceachange
of control of a company is inevitable the board must assume the role of an auctioneer in order to maximize
shareholder value).

69
3512430v5



board's fiduciary duties (the so-called “Revlon duties’).399 After interpreting Revion in Barkan,
Macmillan, Time, Technicolor, and QVC, however, the Delaware Supreme Court has clearly
indicated that an auction is not the only way to satisfy the board’ s fiduciary duties. Asthecourtin
Barkan stated:

Revlon does not demand that every change in the control of a Delaware corporation
be preceded by aheated bidding contest. Revlonis merely one of an unbroken line
of casesthat seek to prevent the conflicts of interest that arise in the field of mergers
and acquisitions by demanding that directorsact with scrupulous concernfor fairness
to shareholders.310

One court has noted that when the board is negotiating with asingle suitor and hasnoreliable
grounds upon which to judge the fairness of the offer, a canvas of the market is necessary to
determine if the board can elicit higher bids.311 However, the Delaware Supreme Court held in
Barkan that when the directors “possess a body of reliable evidence with which to evaluate the
fairness of atransaction, they may approve that transaction without conducting an active survey of
the market.”312

The following cases indicate situations in which a board was not required to engage in an
active survey of the market. Mogst involve one-on one friendly negotiations without other bidders,
although in some the target had earlier discussions with other potential bidders.

a In Barkan,313 the corporation had been put “in play” by the actions of an earlier
bidder.314 Instead of taking an earlier offer, the corporation instituted a management buyout (the
“MBQ”) through an employee stock ownership program.315 In holding that the board did not have
to engage in amarket survey to meet its burden of informed decision-making in good faith, the court
listed the following factors: (i) potential suitors had ten months to make some sort of offer (dueto
early announcements), (ii) the MBO offered unique tax advantages to the corporation that led the
board to believe that no outside offer would be as advantageous to the shareholders, (iii) the board
had the benefit of the advice of investment bankers, and (iv) the trouble the corporation had
financing the MBO, indicating that the corporation would be unattractive to potential suitors.316 In
holding that an active market check was not necessary, however, the court sounded anoteof caution:

309 gee McBride, Revisiti ng Delaware Law and Mergersand Acquisitions. The Impact of QVC v. Paramount, 2 PLI
Course Handbook, 26th Ann. Ingt. on Sec. Reg. 86 (1994).

310 Barkan, 567 A.2d at 1286.

311 |nreFort Howard Corp. Shareholders Litig., 1988 WL 83147 (Del. Ch. 1989).
312 Barkan, 567 A.2d at 1287.

313 567 A.2d 1279 (Dd. 1989).

314 |d, at 1287.

315 |d. at 1282-83.

316 |d. at 1287-88.
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The evidence that will support afinding of good faith in the absence of some sort of
market test is by nature circumstantial; therefore, its evaluation by a court must be
open-textured. However, the crucial element supporting a finding of good faith is
knowledge. It must be clear that the board had sufficient knowledge of relevant
markets to form the basis for its belief that it acted in the best interests of the
shareholders. The situationsin which a completely passive approach to acquiring

such knowledge is appropriate are limited.317

b. In In re Vitalink,318 Vitalink entered a merger agreement with Network Systems
Corporation.319 While Vitalink had also conducted earlier discussions with two other companies,
the court found that Vitalink had not discussed valuation with those two companies, and thusdid not
effectively canvasthe market.320 In holding that the Vitalink board nevertheless met its burden of
showing that it acted in an informed manner in good faith, the court looked at the following factors:
(i) no bidder came forward in the 45 days that passed between the public announcement of the
merger and its closing; (ii) the parties negotiated for a number of months; (iii) the board had the
benefit of afairness opinion from its investment banker; and (iv) the investment banker’ s fee was
structured to provide it an incentive to find a buyer who would pay a higher price.321

Asthe Delaware Supreme Court noted in Van Gorkom, failure to take appropriate action to
be adequately informed as to a transaction violates the board’s duty of due care. Without a firm
blueprint to build adequate information, however, the passive market check entails arisk of being
judged as “doing nothing” to check the market or assess value.322

3 Disparate Treatment of Stockholders.

Inamerger thereare often situationswhereit isdesired to treat shareholderswithinthesame
class differently. For example, a buyer may not want to expose itself to the costs and delays that
may be associated with issuing securities to shareholders of the target who are not “accredited
investors’ within the meaning of Rule 501(a) of Regulation D under the Securities Act of 1933. In
such asituation, the buyer may seek to issue shares only to accredited investors and pay equivalent
value on a per share basis in cash to unaccredited investors.

DGCL § 251(b) provides, in relevant part, that “an agreement of merger shall state: . . . (5)
the manner of converting the shares of each of the constituent corporations into shares or other
securities of the corporation surviving or resulting from the merger or consolidation and, if any
shares of any of the constituent corporations are not to be converted solely into shares or other
securities of the surviving or resulting corporation, the cash, property, rights or securities of any

317 1. at 1288 (emphasis added).

318 1991 WL 238816.

319 |d. at *3-4.

320 |d, at *7.

321 4. at *11-12.

322 see Barkan, 567 A.2d at 1287 (thereisno single method that a board must employ to become informed).
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other corporation or entity which the holders of such sharesareto receive in exchange for, or upon
conversion of such shares and the surrender of any certificates evidencing them, which cash,
property, rights or securities of any other corporation or entity may be in addition to or in lieu of
shares or other securities of the surviving or resulting corporation.” Similarly, TBCA Art. 5.01.B
providesthat a“plan of merger shall set forth: (3) the manner and basis of converting any of the
sharesor other evidences of ownership of each domestic or foreign corporation and other entity that
isaparty to the merger into shares, obligations, evidences of ownership, rightsto purchase securities
or other securities of one or more of the surviving or new domestic or foreign corporations or other
entities, into cash or other property, including shares, obligations, evidences of ownership, rightsto
purchase securities or other securities of any other person or entity, or into any combination of the
foregoing, and if any shares or other evidences of ownership of any holder of a class or series of
shares or other evidence of ownership is to be converted in a manner or basis different than any
other holder of sharesof such class or series or other evidence of ownership, the manner and basis
applicable to such holder.” [Emphasis added)]

DGCL 8§ 251(b)(5) and TBCA Art. 5.01.B.(3) do not by their literal terms require that all
shares of the same class of a constituent corporation in amerger be treated identically in a merger
effected in accordance therewith.323 Certain Delaware court decisions provideguidance. 1n Jedwab
v. MGM Grand Hotels, Inc.,324 a preferred stockholder of MGM Grand Hotels, Inc. (“MGM”)
sought to enjointhe merger of MGM with asubsidiary of Bally Manufacturing Corporationwhereby
all stockholders of MGM would receive cash. The plaintiff challenged the apportionment of the
merger consideration among the common and preferred stockholders of MGM. The controlling
stockholder of MGM apparently agreed as afacet of the merger agreement to accept less per share
for his shares of common stock than the other holdersof common stock would receive onaper share
basisin respect of the merger. Whilethe primary focus of the opinion in Jedwab wasthe allocation
of the merger consideration between the holders of common stock and preferred stock, the Court
also addressed the need to allocate merger consideration equally among the holdersof the sameclass
of stock. Inthisrespect, the Court stated that “should a controlling shareholder for whatever reason
(to avoid entanglement in litigation as plaintiff suggests is here the case or for other personal
reasons) elect to sacrifice some part of the value of his stock holdings, the law will not direct him as
to how what amount isto bedistributed and to whom.” According to the Court in Jedwab, therefore,
there is no per se statutory prohibition against a merger providing for some holders of a class of
stock to receive lessthan other holdersof the same classif the holdersreceiving lessagreeto receive
such lesser amount.325

323 Compare Beaumont v. American Can Co., Index No. 28742/87 (N.Y. Sup. Ct. May 8, 1991) (determining that
unequal treatment of stockholdersviolatestheliteral provisionsof N.Y. Bus. Corp. Law § 501(C), which requires
that “each share shall be equal to every other share of the same class’); see David A. Drexler et a., Delaware
Corporation Law and Practice 8 35.04[1], at 35-11 (1997).

324 509 A.2d 584 (Dd. Ch. 1986).

325 See Emerson Radio Corp. v. International Jensen Inc., C.A. No. 15130, dip op. a 33-34 (Del. Ch. Apr. 30, 1996);
R. Franklin Balotti & Jesse A. Finkelgein, The Delaware Law of Cor porations and Busi ness Organi zations§ 9.10
(2d ed. 1997); David A. Drexler et d., Delaware Corporation Law and Practice § 35.04[1] (1997); seealsoInre
Reading Co., 711 F.2d 509, 517 (3d Cir. 1983) (applying Delawarelaw, the Court held that stockhol ders may be
treated less favorably with respect to dividends when they consent to such treatment); Schrage v. Bridgeport Oil
Co.,, Inc., 71 A.2d 882, 883 (Dd. Ch. 1950) (in enjoining theimplementation of aplan of dissolution, holding that
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In Jackson v. Turnbull,326 plaintiffs brought an action pursuant to DGCL § 225 to determine
the rightful directors and officers of L' Nard Restorative Concepts, Inc. (“L’Nard”) and claimed,
among other things, that a merger between Restorative Care of America, Inc. (“Restorative”) and
L’Nard wasinvalid. The merger agreement at issue provided that the L’ Nard common stock held by
certain L’ Nard stockholderswould be converted into common stock of the corporation surviving the
merger and that the common stock of L’ Nard held by certain other L’ Nard stockholders would be
converted into the right to receive a cash payment. The plaintiffs argued that the merger violated
DGCL § 251(b)(5) by, inter alia, forcing stockholders holding the same class of stock to accept
different forms of consideration in a single merger. The Court in Jackson ultimately found the
merger to be void upon a number of grounds, including what it found to be an impermissible
delegation of the L’ Nard directors responsibility to determine the consideration payable in the
merger. In respect of the plaintiffs claims that the merger was void under DGCL 8§ 251, the
Chancery Court rejected such a claim as not presenting such anissue. The clear implication of the
Court’ sdecision in Jackson isthat the equality of treatment of holders of shares of the same class of
stock in amerger is not statutorily mandated by DGCL § 251, bt rather is a matter of equity.

Even though amerger agreement providing for different trestment of stockholderswithinthe
same class appears to be authorized by both DGCL and the TBCA, the merger agreement may still
be challenged on grounds that the directors violated their fiduciary duties of care, good faith and
loyalty in approving the merger. Ininre TimesMirror Co. Shareholders Litigation,327 the Court
approved a proposed settlement in connection with claims asserted in connection with a series of
transactionswhich culminated withthe merger of The TimesMirror Company (“TimesMirror”) and
Cox Communications, Inc. Thetransaction at issue provided for: (i) certain stockholdersof Times
Mirror related to the Chandler family to exchange (prior to the merger) outstanding sharesof Times
Mirror Series A and Series C common stock for alike number of shares of Series A and SeriesC
common stock, respectively, of anewly formed subsidiary, New TMC Inc. (“New TMC”), aswell as
theright to receive a seriesof preferred stock of New TMC; and (ii) the subsequent merger whereby
the remaining Times Mirror stockholders (i.e., the public holders of Times Mirror Series A and
Series C common stock) would receive a like number of shares of Series A and Series C common
stock, respectively, of New TMC and shares of capital stock inthe corporation survivingthemerger.
Although holders of the same class of stock weretechnically not being disparately treated in respect
of a merger since the Chandler family was to engage in the exchange of their stock immediately
prior to the merger (and therefore Times Mirror did not present asatechnical issue astatutory claim
under DGCL 8 251(b)(5)), the Court recognized the somewhat differing treatment inthe transaction
takenasawhole. AstheCourt inquired, “[i]sit permissibleto treat one set of shareholdersholdinga
similar security differently than another subset of that sameclass?’ The Courtin TimesMirror was
not required to finally address the issue of disparate treatment of stockholders since the proceeding
was a settlement proceeding and, therefore, the Court was merely required to assessthe strengthsand
weaknesses of the claims being settled. The Court nonetheless noted that “[f]or along time | think
that it might have been said that [the discriminatory treatment of stockholders] wasnot permissible,”

the plan could have provided for the payment of cash to certain stockholders apparently by means of a cafeteria-
type plan in lieu of an in-kind distribution of the corporation’s assets).

326 C.A. No. 13042 (Del. Ch. Feb. 8, 1994), aff'd, No. 73, 1994 (Del. Dec. 7, 1994) disposition reported at 653
A.2d 306.

327 C.A. No. 13550 (Dd. Ch. Nov. 30, 1994) (Bench Ruling).
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but then opined that “I am inclined to think that [such differing treatment] is permissible.” In
addition to noting that Unocal v. Mesa Petroleum Co.,328-- which permitted adiscriminatory stock
repurchase as aresponse to a hostile takeover bid -- would be relevant in deciding such issue, the
Court noted that an outright prohibition of discriminatory trestment among holders of the sameclass
of stock would be inconsistent with policy concerns. In this respect, the Court noted “that a
controlling shareholder, so long asthe shareholder is not interfering with the corporation’ soperation
of the transaction, isitself free to regject any transaction that is presented to it if it is not in its best
interestsasashareholder.” Therefore, if discriminatory treatment among holders of the same class
of stock were not permitted in certain circumstances:

[ T]hen you might encounter situations in which no transaction could be done at all.
Anditisnotinthesocial interest —that is, the interest of the economy generally —to
have arule that prevents efficient transactions from occurring.

What isnecessary, and | supposewhat thelaw is, isthat such adiscrimination can be
made but it is necessary in all eventsthat both setsof shareholdersbetreated entirely
fairly.

4 Protecting the Merger.

During the course of acquisition negotiations, it may be neither practicable nor possible to
auction or actively shop the corporation. Moreover, even when there has been active bidding by two
or more suitors, it may be difficult to determine whether the bidding iscomplete. Inaddition, there
can remain the possibility that new bidders may emerge that have not been foreseen. In these
circumstances, it is generally wise for the board to make some provision for further biddersin the
merger agreement. Such a provision can also provide the board with additional support for its
decisionto sell to aparticular bidder if the agreement does not forestall competing bidders, permits
the fact gathering and discussion sufficient to make an informed decision and provides meaningful
flexibility to respond to them. Inthis sense, the agreement isan extension of, and has implications
for, the process of becoming adequately informed.

In considering a change of control transaction, a board should consider:

[W]hether the circumstances afford a disinterested and well motivated director a
basis reasonably to conclude that if the transactions contemplated by the merger
agreement close, they will represent the best available alternative for the corporation
and its shareholders. Thisinquiry involves consideration inter alia of the nature of
any provisionsin the merger agreement tending to impede other offers, the extent of
the board's information about market alternatives, the content of announcements
accompanying the execution of the merger agreement, the extent of the company’s
contractual freedom to supply necessary information to competing bidders, and the
time made available for better offersto emerge.329

328 493 A.2d 946 (Del. 1985).
329 Roberts v. General Instrument Corp., 1990 WL 118356, at *8 (Del. Ch. 1990).
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Management will, however, have to balance the requirements of the buyer against these
interests in negotiating the merger agreement. The buyer will seek assurance of the benefit of its
bargain through the agreement, especially the agreed upon price, and the corporation may run the
risk of losing the transaction if it does not accede to the buyer’ srequirementsin thisregard. The
relevant cases provide the corporation and its directors with the ability, and the concomitant
obligation in certain circumstances, to resist.

The assurances a buyer seeks often take the form of a “no-shop” clause, a “lock-up”
agreement for stock or assets, or a break-up fee. In many cases, a court will consider the effect of
these provisionstogether. Whether or not the provisions are upheld may depend, in large measure,
onwhether acourt findsthat the board has adequate information about the market and aternativesto
the offer being considered. The classic examples of no-shops, lock-ups and break-up fees occur,
however, not in friendly situations, whereacourt islikely to find that such arrangementsprovidethe
benefit of keeping the suitor at the bargaining table, but rather in abidding war betweentwo suitors,
wherethe court may find that such provisionsin favor of one suitor prematurely stop an auction and
thus do not allow the board to obtain the highest value reasonably attainable.

The fact that a buyer has provided consideration for the assurances requested in a merger
agreement does not end the analysis. I1n QV(the Delaware Supreme Court took the position that
provisions of agreements that would force a board to violate its fiduciary duty of care are
unenforceable. Asthe court stated:

Such provisions, whether or not they are presumptively valid in the abstract, may not
validly define or limit the directors fiduciary duties under Delaware law or prevent
the. .. directorsfromcarrying out their fiduciary dutiesunder Delawarelaw. Tothe
extent such provisions are inconsistent with those duties, they are invalid and
unenforceable.330

Although thislanguage providesabasisfor directorsto resist unduly restrictiveprovisions, it may be
of littlecomfort to aboard that istrying to abide by negotiated restrictive provisions in an agreement
and their obligations under Delaware law, especially where the interplay of the two may not be
entirely clear.

a Ne Shops

Theterm“no-shop” isused generically to describe both provisionsthat limit acorporation’s
ability to actively canvas the market (the “no shop” aspect) or to respond to overtures from the
market (more accurately, a“notalk” provision). No-shop clausescantake different forms. A strict
ne shop allows no solicitation and also prohibits a target from facilitating other offers, all without
exception. Because of the limitation that a strict no-shop imposes on the board’ s ability to become
informed, suchaprovision isof questionable validity.331 A customary, and limited, no-shop clause

330 Qvc, 637 A.2d at 48.

331 gee Phelps Dodge Corp. v. Cypress Amax Minerals Co., 1099 WL 1054255, (Del. Ch. 1999); Ace Ltd. v. Capital
Re Corp., 747 A. 2d 95 (Del. Ch. 1999) (expressing view that certain no-talk provisionsare* particularly suspect”);
but see In re IXC Communications, Inc. Shareholders Litigation, 1999 WL 1009174 (Del. Ch. 1999) (no talk
provisions*arecommon in merger agreementsand do not imply some automatic breach of fiduciary duty”). Fora
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contains some type of “fiduciary out,” which allows a board to take certain actions to the extent
necessary for the board to comply with its fiduciary duties to shareholders.332 Board actions
permitted can range from supplying confidential information about the corporation to unsolicited
suitors, to negotiating with unsolicited suitors and terminating the existing merger agreement upon
payment of a break-up fee, to actively soliciting other offers.333 Each action is tied to a
determination by the board, after advice of counsel, that it isrequired in the exercise of the board’s
fiduciary duties. Such “fiduciary outs,” evenwhen restrictively drafted, will likely be interpreted by
the courtsto permit the board to become informed about an unsolicited competing bid. “[E]venthe
decision not to negotiate ... must be an informed one. A target can refuse to negotiate [in a
transaction not involving asale of control] but it should be informed when making such refusal.” 334

See Ace Ltd. v. Capital Re Corp.335 for adiscussion of restrictive “no shop” provisions. In
Ace, which did not involveachange in control merger, the court interpreted a“no-talk” provisionof
a “no-shop” to permit the board to engage in continued discussions with a continuing bidder,
notwithstanding the signing of amerger agreement, when not to do so wastantamount to precluding
the stockholders from accepting a higher offer. The court wrote:

QVC does not say that directors have no fiduciary duties when they are not in
“Revlon-land.” ...Put somewhat differently, QVC doesnot say that aboard can, inall
circumstances, continue to support a merger agreement not involving a change of
control when: (1) the board negotiated a merger agreement that was tied to voting
agreements ensuring consummation if the board does not terminate the agreement;
(2) the board no longer believes that the merger is a good transaction for the
stockholders; and (3) the board believes that another available transaction is more
favorableto the stockholders. The fact that the board has no Revion duties does not
mean that it can contractually bind itself to set idly by and allow an unfavorable and
preclusive transaction to occur that its own actions have brought about. Thelogic of
QVC itself casts doubts on the validity of such a contract.336

Seealso CirrusHoldingv. Cirrusind.,337 in which the court wrotein denying the petition by
apurchaser who had contracted to buy from aclosely held issuer 61% of itsequity for apreliminary

thorough discussion of these cases, seethearticleby Mark Morton, Michael Fittenger and Mathew Fischer entitled
“Recent Delaware Law Devel opments Concerning No-Talk Provisions: From* Just Say No” to*“ Can't Say Yes,”
which was published in V Deal Points No. 1 (The News-Letter of the ABA Bus. L. S. Committee on Negotiated
Acquisitions).

332 g, e.g., Matador, 729 A.2d at 288-89; and Allen, “Underganding Fiduciary Outs. The What and Why of an
Anomalous Concept,” 55 Bus. Law. 653 (2000).

333 eeld.

334 phelps Dodge Corp. v. Cypress Amax Minerals Co., 19099 WL 1054255, (Del. Ch. 1999).
335 747 A.2d. 95 (Del. Ch. 1999).

336 |d. at 107-108.

337 794 A.2d 1191 (Del. Ch. 2001).
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injunction barring the issuer from terminating the purchase agreement and accepting a better deal
that did not involve a change in control:

As part of this duty [to secure the best value reasonably available to the
stockholderg], directorscannot be precluded by the termsof anoverly restrictive® no-
shop” provision from all consideration of possible better transactions. Similarly,
directors cannot willfully blind themselves to opportunities that are presented to
them, thus limiting the reach of “no talk” provisions. The fiduciary out provisions
also must not be so restrictive that, as a practical matter, it would be impossible to
satisfy their conditions. Finally, the fiduciary duty did not end when the Cirrus
Board voted to approve the SPA. The directors were required to consider all
available alternatives in an informed manner until such time as the SPA was
submitted to the stockholders for approval.

Although determinations concerning fiduciary outs are usually made when a serious
competing suitor emerges, it may be difficult for aboard or its counsel to determine just how much
of the potentially permitted response is required by the board's fiduciary duties.338 As a
consequence, the board may find it advisable to state the “fiduciary out” in terms that do not only
address fiduciary duties, but also permit action when an offer, which the board reasonably believes
to be “superior,” is made.

Asthe casesthat follow indicate, while in some more well-known situations no-shops have
been invalidated, the Delaware courts have on numerous occasions upheld different no-shop clauses
as not impeding aboard’ s ability to make aninformed decision that aparticular agreement provided
the highest value reasonably obtainable for the shareholders.

b. L ock-ups

Lock-ups can take the form of an option to buy additional shares of the corporation to be
acquired, which benefits the suitor if the price for the corporation increases after another bidder
emerges and discourages another bidder by making the corporation more expensive.339 Lock-ups

338 gee Johnston, Recent Amendments to the Merger Sections of the DGCL Will Eliminate Some - But Not All -
Fiduciary Out Negotiation and Drafting Issues, 1 BNA Mergers & Acquisitions L. Rep. 777 (1998):

[1Tn freedom-of-contract jurisdictionslike Del aware, thetarget board will be heldtoitsbargain (andthe
bidder will have the benefit of its bargain) only if the initial agreement to limit the target board's
discretion can withstand scrutiny under applicablefiduciary duty principles. Theexerciseof fiduciary
dutiesis scrutinized up front -- at the negotiation stage. |If that exercise withstands scrutiny, fiduciary
dutieswill beirrdevant in determining what the target board’ s obligations are when a better offer, in
fact, emerges; at that point its obligations will be determined solely by the contract.

Id. at 779.

339 sych an option isissued by the corporation, generally to purchase newly issued shares for up to 19.9% of the
corporation’ s outstanding shares at the deal price. Theamount is intended to give the bidder maximum benefit
without crossing limits established by the New Y ork Stock Exchange (see Rule 312.03, NY SE Listed Company
Manua) or NASD (see Rule 4310(c)(25)(H)(i), NASD Manual -- The NASDAQ Stock Market) that require
shareholder approval for certain large stock issuances. Such an option should be distinguished from options
granted by significant shareholdersor othersin support of thedeal. Shareholdersmay generally grant such options
astheir sdf-interest requires. See Mendel v. Carroll, 651 A.2d 297, 306 (Del. Ch. 1994). However, an option

77
3512430v5



can also take the form of an option to acquire important assets (a company’s “crown jewels’) at a
price that may or may not be abargain for the suitor, which may so change the attractiveness of the
corporation as to discourage or preclude other suitors. “[L]ock-ups and related agreements are
permitted under Delaware law wheretheir adoption isuntainted by director interest or other breaches
of fiduciary duty.”340 The Delaware Supreme Court has tended to look askance at lock-up
provisions when such provisions, however, impede other bidders or do not result in enhanced bids.
Asthe Delaware Supreme Court stated in Revion,

Such [lock-up] options can entice other biddersto enter acontest for control of the
corporation, creating an auction for the company and maximizing shareholder
profit. . . . However, whilethoselock-upswhich draw biddersinto the battle benefit
shareholders, similar measures which end an active auction and foreclose further
bidding operate to the shareholders detriment.341

Asthe cases that follow indicate, the Delaware courts have used several different types of
analysesin reviewing lock-ups. In active bidding situations, the courts have examined whether the
lock-up resulted in an enhanced bid (in addition to the fact that the lock-up ended an active
auction).342 In situations not involving an auction, the courts have examined whether the lock-up
impeded other potential suitors, and if an active or passive market check took place prior tothegrant
of the lock-up.343

C Break-Up Fees.

Break-up fees generally require the corporation to pay consideration to its merger partner
should the corporation be acquired by acompeting bidder who emerges after the merger agreement
issigned. Aswith no-shopsand lock-ups, break-up feesare not invalid unlessthey are preclusive or
an impediment to the bidding process.3#4 Asthe casesthat follow indicate, however, break-up fees

involving 15% or more of the outstanding sharesgenerally will trigger DGCL 8 203, which sectionredrictscertain
transactionswith sharehol derswho acquire such amount of shareswithout board approval. Any decision to exempt
such an option from the operation of DGCL § 203 involves the board' s fiduciary duties.

340 Revion, 506 A.2d at 176.
341 Revion, 506 A.2d at 183.
342 see Revion, 506 A.2d 173; Macmillan, 559 A.2d 1261.

343 gee Matador, 729 A.2d at 291; Rand, 1994 WL 89006; Roberts, 1990 WL 118356. For afurther discussion of the
andytical approaches taken by the Delaware courts, see Fraidin and Hanson, Toward Unlocking Lock-ups, 103
Yael. J 1739, 1748-66 (1994).

344 Alternatively, if parties to a merger agreement expressly state that the termination fee will constitute liquidated
damages, Delaware courtswill eval uate the termination fee under the standard for analyzing liquidated damages.
For example, in Brazenv. Bell Atlantic Corp., 695 A.2d 43 (Del. 1997), Bdll Atlanticand NYNEX entered into a
merger agreement which included atwo-tiered terminati on fee of $550 million, which represented about 2% of Bell
Atlantic’' smarket capitalization and would serve as areasonable measure for the opportunity cost and other 10sses
associated with the termination of the merger. Id. at 45. The merger agreement stated that the termination fee
would “congtitute liquidated damages and not apenalty.” Id. at 46. Consequently, the court found “no compelling
justification for treating the termination fee in this agreement as anything but a liquidated damages provision, in
light of the expressintent of the partiesto haveit sotreated.” 1d. at 48. Rather than apply the business judgment
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arenot asdisliked by the Delaware courts, and such feesthat bear areasonablerelationto the value
of atransaction so as not to be preclusive have been upheld.34> In practice, counsel are generally
comfortablewith break-up feesthat range up to 4% of the equity value of thetransaction and afee of
up to 5% may be justified in connection with certain smaller transactions. However, the Delaware
jurisprudence was not yet resolved whether the appropriate basis for calculating aterminationfeeis
equity or enterprise value.346 For this purpose, the value of any lock-up given by the corporationto
the bidder should be included.

) Specific Cases Where No-Shops, Lock-ups, and Break-Up Fees Have Been
I nvalidated.

a In Revion,347 the court held that the no-shop along with a lock-up agreement and a
break-up fee effectively stopped an active bidding processand thuswasinvalid.348 The court noted
that the no-shop is* impermissible under the Unocal standards when aboard’ sprimary duty becomes
that of an auctioneer responsible for selling the company to the highest bidder.” 349 Revion had also
granted to Forstmann a “crown jewel” asset lock-up representing approximately 24% of the deal
value (and apparently the crown jewel was undervalued), and a break-up fee worth approximately
1.2% of the deal. The court invalidated the lock-up and the break-up fee, noting that Forstmann
“had already been drawn into the contest on apreferred basis, so the result of the lock-up was not to
foster bidding, but to destroy it.”350

b. In Macmillan,351 the directorsof the corporation granted one of the biddersalock-up
agreement for one of its “crown jewel” assets.352 Asin Revion, the court held that the lock-up had
the effect of ending the auction, and held that the lock-up wasinvalid. The court also noted that if

rule, the court followed “the two-prong test for analyzing the validity of theamount of liquidated damages. ‘Where
the damages are uncertain and the amount agreed upon isreasonable, such an agreement will not be disturbed.””
Id. at 48 (citation omitted). Ultimately, the court upheld the liquidated damages provision. Id. a 50. The court
reasoned in part that the provision was within the range of reasonableness “ given the undisputed record showing
the size of the transaction, the analysis of the parties concerning lost opportunity costs, other expenses, and the
arms-length negotiations.” Id. at 49.

345 see Goodwin, 1999 WL 64265, at * 23; Matador, 729 A.2d at 291 n.15 (discussing authorities).

346 see In re Pennaco Energy, Inc. Shareholders Litig., 787 A. 2d 691, 702 n. 16 (Del. Ch. 2001) (noting that
“Delaware cases have tended to use equity val ue as abenchmark for measuring thetermination feg’ but adding that
“no case has squarely addressed which benchmark is appropriate).”

347 Revion, 506 A.2d 173.

348 |d. at 182.

349 4. at 184.

330 4. at 183.

351 Macmillan, 559 A.2d 1261.
352 |d. at 1286.
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the intended effect isto end anauction, “at the very least the independent membersof the board must
attempt to negotiate alternative bids before granting such a significant concession.” 353

In this case, alock-up agreement was not necessary to draw any of the bidders into
the contest. Macmillan cannot seriously contend that they received afinal bid from
KKR that materially enhanced general stockholder interests. . . . When one
compareswhat KKR received for thelock-up, in contrast to itsinconsiderable offer,
the invalidity of the [lock-up] becomes patent.3>4

Thecourt wasparticularly critical of the “crown jewel” lock-up. “Evenif thelock-upispermissible,
when it involves ‘crown jewel’ assets careful board scrutiny attends the decision. . . . Thus, when
directors in a Revion bidding contest grant a crown jewel lock-up, serious questions are raised,
particularly where, as here, there is little or no improvement in the final bid.” 35>

C. In QVC,3%6 which like Revion involved an active auction, the no-shop provision
provided that Paramount would not:

[S]olicit, encourage, discuss, negotiate, or endorse any competing transactionunless.
(a) athird party “makes an unsolicited written, bona fide proposal, which is not
subject to any material contingenciesrelating to financing”; and (b) the Paramount
board determinesthat discussions or negotiations with the third party are necessary
for the Paramount Board to comply with its fiduciary duties.357

The break-up fee arrangement provided that Viacom would receive $100 million (between 1% and
2% of the front-end consideration) if (i) Paramount terminated the merger agreement because of a
competing transaction, (ii) Paramount’s stockholders did not approve the merger, or
(iii) Paramount’s board recommended a competing transaction.358 In examining the lock-up
agreement between Paramount and Viacom (for 19.9% of the stock of Paramount), the court
emphasized two provisions of the lock-up as being both “unusual and highly beneficial” to Viacom:
“(a) Viacom was permitted to pay for the shares with a senior subordinated note of questionable
marketability instead of cash, thereby avoiding the need to raise the $1.6 billion purchase price’ and
“(b) Viacom could elect to require Paramount to pay Viacom in cash a sum equal to the difference
between the purchase price and the market price of Paramount’ s stock.”3%9 The court held that the

353 |q.

354 |4, at 1286.
355 |4,
356 Qvc, 637 A.2d 34.

357 |d. at 39 (citations omitted).
358 |d.

359 4.
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lock-up, no-shop and break-up fee were “impeding the realization of the best value reasonably
available to the Paramount shareholders.” 360

d. In Holly Farms,361 the board of Holly Farms entered into an agreement to sell the
corporationto ConAgrawhich included alock-up option on Holly Farms' prime poultry operations
and a$15 million break-up fee plus expense reimbursement.362 Tyson Foodswas at the same time
also negotiating to purchase Holly Farms. Ininvalidating the lock-up and the break-up fee, thecourt
noted that “[w]hile the granting of a lock up may be rational where it is reasonably necessary to
encourage a prospective bidder to submit an offer, lock-ups ‘which end an active auction and
foreclose further bidding operate to the shareholders detriment’ are extremely suspect.”363 The
court further stated that “the lock up was nothing but a‘show stopper’ that effectively precluded the
opening act.”364 Thecourt also invalidated the break-up fee, holding that it appeared likely “to have
been part of the effort to preclude a genuine auction.” 365

6. Specific Cases Where No-Shops, Lock-ups and Break-Up Fees Have Been
Upheld.

a In Goodwin,366 the plaintiff shareholder argued that the board of Live Entertainment
violated its fiduciary duties by entering into amerger agreement with Pioneer Electronics.367 The
merger agreement contained a 3.125% break-up fee.368 Whilethe plaintiff did not seek to enjointhe
transaction on the basis of the fee and did not attack any other aspect of the merger agreement as
being unreasonable, the court noted “this type of fee is commonplace and within the range of
reasonableness approved by this court in similar contexts.”369 Ultimately, the Chancery Court
upheld the merger agreement.

b. In Matador,370 Business Records Corporation entered into amerger agreement with
Affiliated Computer Services which contained four “defensive’ provisions, including a no-shop
provision with a fiduciary out and termination fee.3’1 Three BRC shareholders also entered into

360 |4, at 50.
361 Inre Holly Farms Corp. ShareholdersLitig., 564 A. 2d 342 (Del. Ch. 1989).
362 1d, at *2.

363 |d. at *6 (citations omitted).
364 4.

365 |g.

366 Goodwin, 1999 WL 64265.
367 |d. at *21.

368 |4, at *23.

369 |4,

370 Matador, 729 A.2d 280,
371 1d. at 280.
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lock-up agreements with ACS to tender their sharesto ACS within five days of the tender offer of
ACS.372 The Chancery Court upheld these provisions reasoning that “these measures do not
foreclose other offers, but operate merely to afford some protection to prevent disruption of the
Agreement by proposals fromthird partiesthat are neither bona fide nor likely to result in ahigher
transaction.” 373 The court also noted that because the termination feeis not “invoked by the board's
receipt of another offer, nor isit invoked solely because the board decidesto provide information, or
even negotiates with another bidder,” it can hardly be said that it prevents the corporation from
negotiating with other bidders.374

C. In Rand,37> Western had been considering opportunities for fundamental changesin
its business structure since late 1985.376 1n the spring of 1986, Western had discussions with both
American and Delta, as well as other airlines.377 When Western entered into a merger agreement
with Delta in September 1986, the agreement contained a no-shop clause providing that Western
could not “initiate contact with, solicit, encourage or participate in any way in discussions or
negotiations with, or provide an information or assistance to, or provide any information or
assistance to, any third party . . . concerning any acquisition of . . . [Western].”378 Western also
granted Deltaalock-up agreement for approximately 30% of Western’sstock. The court stated that
the market had been canvassed by the time the merger agreement was signed, and that by having a
lock-up and a no-shop clause Western “gained a substantial benefit for its stockholders by keeping
the only party expressing any interest at the table while achieving its own assurances that the
transaction would be consummated.” 379

d. In Vitalink,380 the court held that the break-up fee, which represented approximately
1.9% of the transaction, did not prevent a canvass of the market.381 The merger agreement in
Vitalink also contained a no-shop which prohibited the target from soliciting offers, and a lock-up
for NSC to purchase 19.9% of the shares of Vitalink.382 In upholding the no-shop clause, the court
noted that the no-shop clause “was subject to afiduciary out clause whereby the Board could shop
the company so as to comply with, among other things, their Revion duties (i.e., duty to get the

372 |qd.

373 |d. at 291.

374 1d. at 291 n.15.

375 Rand, 1994 WL 89006.

376 |d. at*1.

377 14

378 |d.at*2.

379 |d. at*7.

380 |n re Vitalink, 1991 WL 238816.
38l |d. at*7.

382 |d.at*3.
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highest price reasonably attainable for shareholders).”383 The court also held that the lock-up at
issue did not congtitute a “real impediment to an offer by athird party.” 384

e In Roberts, 385 General | nstrument entered into amerger agreement with asubsidiary
of Forstmann Little & C0.386 The merger agreement contained a no-shop clause providing that the
corporation would not “solicit alternative buyers and that its directors and officers will not
participate in discussions with or provide any information to alternative buyers except to the extent
required by the exercise of fiduciary duties.” 387 General Instrument could terminate the merger
agreement if it determined that athird party’ s offer was more advantageousto the shareholdersthan
Forstmann’s offer.388 Forstmann also agreed to keep the tender offer open for 30 business days,
longer than required by law, to alow time for alternative bidders to make proposals. General
Instrument was contacted by two other potential acquirors, and provided them with confidential
information pursuant to confidentiality agreements.389 Neither made offers. The court held that the
ne shop did not impede any offers, noting that the merger agreement contained a sufficient fiduciary
out.3%0 The transaction in Roberts also included a $33 million bresk-up fee in the event that the
General Instrument board chose an unsolicited bid over that of the bidder in the exercise of the
board’s fiduciary duties.391 The court held that the break-up fee was “limited”, approximately 2%
of the value of the deal, and would not prevent the board from concluding that it had effected the
best available transaction.392

f. In Fort Howard,393 the board decided to enter into a merger agreement with a
subsidiary of the Morgan Stanley Group. The agreement contained a no-shop clause that allowed
Fort Howard to respond to unsolicited bids and provide potential bidders with information. Fort
Howard received inquiries from eight potential bidders, all of whom were provided with
information.3%4 None of the eight made a bid.3%> The agreement also contained a break-up fee of

383 |4 at*7.
384 g,
385 Roberts, 1990 WL 118356.

386 |q. at *6.
387 Id.

388 |,
389 |4.

390 |q. at*9.

391 4. at*6.

392 |d. at *9.

393 |n re Fort Howard, 1988 WL 83147.
394 |d.at*8.

395 |d. at*8-9.
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approximately 1% of the consideration. The court believed that Fort Howard conducted an active
market check, noting that the:

[A]lternative “market check” that was achieved was not so hobbled by lock-ups,
termination fees or topping fees, so constrained in time or so administered (with
respect to access to pertinent information or manner of announcing “window
shopping” rights) asto permit theinference that this alternative was a sham designed
from the outset to be ineffective or minimally effective.3%

The court noted that it was*“particularly impressed with the [window shopping] announcement inthe
financial press and with the rapid and full-hearted response to the eight inquiries received.” 397

G. Dealing with a Competing Acquiror.

Eveninthefriendly acquisition, aboard’ s obligations do not cease with the execution of the
merger agreement.398 |f a competing acquiror emerges with a serious proposal offering greater
value to shareholders (usually a higher price), the board should give it due consideration.399
Generally the same principles that guided consideration of an initial proposal (being adequately
informed and undertaking an active and orderly deliberation) will also guide consideration of the
competing proposal.400

1 Fiduciary Outs.

A board should seek to maximize its flexibility in responding to a competing bidder in the
ne shop provision of the merger agreement. It will generally be advisable for the agreement to
contain provisions permitting the corporation not only to provide information to a bidder with a
superior proposal, but also to negotiate with the bidder, enter into a definitive agreement with the
bidder and terminate the existing merger agreement upon the payment of a break-up fee. Without
the ability to terminate the agreement, the board may find, at least under the language of the
agreement, that its response will be more limited.#91 In such circumstances, there may be some
doubt astoitsability to negotiate with the bidder or otherwise pursuethe bid. Thismay inturnforce
the competing bidder to take its bid directly to the shareholders through a tender offer, with a
concomitant loss of board control over the process.

3% |g. at*13.
397 Id.

398 geeeg., Emerson Radio Corp. v. Int’| Jensen Inc., 1996 WL 48306 (Del. Ch. 1996) (bidding and negotiations
continued more than six months after merger agreement signed).

399 gee Phelps Dodge, 1999 WL 1054255 and Ace, 747 A.2d a 107-108.
400 gee Macmillan, 559 A.2d at 1282 n.29.

401 see Van Gorkom, 488 A.2d at 888 (“Clearly the.. . . Board was not ‘free' to withdraw from its agreement . . . by
simply relying on its self-induced failure to have [negotiated a suitable] original agreement. . ..”) But see also
QVC, 637 A.2d at 51 (aboard cannot “contract away” itsfiduciary duties) and Ace, 747 A.2d at 107-108.
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Bidders may seek to reduce the board’s flexibility by negotiating for an obligation in the
merger agreement to submit the merger agreement to stockholders (also known asa*“forcethe vote”’
provision) evenif the board subsequently withdrawsits recommendation to the stockholders. Such
an obligation isnow permitted by DGCL Section 146. The decisionto undertake such submission,
however, implicates the board's fiduciary duties. Because of the possibility of future competing
bidders, this may be a difficult decision.402

The Delaware Supreme Court’ s April 4, 2003 decision in Omnicare, Inc. v. NCSHealthcare,
Inc.403 deals with the interrelationship between a “force the vote” provision in the merger
agreement, a voting agreement which essentially obligated a majority of the voting power of the
target company’s shares to vote in favor of a merger and the absence of a “fiduciary termination
right” inthe merger agreement that would have enabled the board of directorsto back out of thedesl
before the merger vote if a better deal comes along.

The decision in Omnicare considered a challenge to a pending merger agreement between
NCS Healthcare, Inc. and Genesis Health Ventures, Inc. Prior to entering into the Genesis merger
agreement, the NCS directors were aware that Omnicare was interested in acquiring NCS. Infact,
Omnicare had previously submitted proposals to acquire NCS in a pre-packaged bankruptcy
transaction. NCS, however, entered into an exclusivity agreement with Genesisin early July 2002.
When Omnicare learned from other sources that NCS was negotiating with Genesis and that the
partieswerecloseto adeal, it submitted an offer that would have paid NCS stockholders $3.00 cash
per share, whichwas morethan three times the value of the $0.90 per share, all stock, proposal NCS
was then negotiating with Genesis. Omnicare' s proposal was conditioned upon negotiation of a
definitive merger agreement, obtaining required third party consents, and completing its due
diligence. The exclusivity agreement with Genesis, however, prevented NCS from discussing the
proposal with Omnicare.

When NCS disclosed the Omnicare offer to Genesis, Genesis responded by enhancing its
offer. The enhanced termsincluded an increasein the exchangeratio so that each NCS sharewould
be exchanged for Genesis stock then valued at $1.60 per share. But Genesisalso insisted that NCS
approve and sign the merger agreement and approve and secure the voting agreements by midnight
the next day, before the exclusivity agreement with Genesis was scheduled to expire. On July 28,
2002, the NCSdirectors approved the Genesis merger agreement prior to the expirationof Genesis's
deadline.

The merger agreement contained a “force-the-vote” provision authorized by the Delaware
General Corporation Law, which required the agreement to be submitted to a vote of NCS's
stockholders, evenif its board of directorslater withdrew itsrecommendation of the merger (which
the NCS board later did). In addition, two NCS director-stockholders who collectively held a
majority of the voting power, but approximately 20% of the equity of NCS, agreed unconditionally
and at the insistence of Genesisto vote all of their sharesin favor of the Genesis merger. The NCS
board authorized NCS to become a party to the voting agreements and granted approval under

402 gee John F. Johnston, Recent Amendmentsto the Merger Sectionsof the DGCL Wil Eliminate Some- But Not All -
Fiduciary Out Negotiation and Drafting Issues, 1 BNA Mergers & Acquisitions L. Rep. 777 (1998).

403 A.2d (Del. 2003).
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Section 203 of the Delaware General Corporation Law, in order to permit Genesis to become an
interested stockholder for purposes of that statute. The “force-the-vote” provision and the voting
agreements, which together operated to ensure consummation of the Genesis merger, were not
subject to fiduciary outs.

The Court of Chancery sDecisionin Omnicare. The Court of Chancery declined to enjoin
the NCS/Genesismerger. Initsdecision, the Court emphasized that NCSwasafinancially troubled
company that had been operating on the edge of insolvency for some time. The Court also
determined that the NCS board was disinterested and independent of Genesis and was fully
informed. The Vice Chancellor further emphasized his view that the NCS board had determined in
good faith that it would be better for NCS and its stockholders to accept the fully-negotiated deal
with Genesis, notwithstanding the lock up provisions, rather than risk losing the Genesis offer and
also risk that negotiationswith Omnicare over the termsof adefinitive merger agreement could fail.

The Supreme Court Majority Opinion in Omnicare. On appeal, the Supreme Court of
Delaware accepted the Court of Chancery’ s finding that the NCS directors were disinterested and
independent and assumed “arguendo” that they exercised due care in approving the Genesismerger.
Nonetheless, the majority held that the “force-the-vote” provision in the merger agreement and the
voting agreements operated in tandem to irrevocably “lock up” the merger and to precludethe NCS
board from exercising itsongoing obligation to consider and accept higher bids. Becausethe merger
agreement did not contain a fiduciary out, the Supreme Court held that the Genesis merger
agreement was both preclusive and coercive and, therefore, invalid under Unocal Corp. v. Mesa

Petroleum Co.:404

The record reflects that the defensive devices employed by the NCS board are
preclusive and coercive in the sense that they accomplished afait accompli. Inthis
case, despite the fact that the NCS board has withdrawn its recommendation for the
Genesis transaction and recommended its rejection by the stockholders, the deal
protection devices approved by the NCS board operated in concert to have a
preclusive and coercive effect. Those tripartite defensive measures — the
Section 251(c) provision, the voting agreements, and the absence of an effective
fiduciary out clause — made it “mathematically impossible” and “realistically
unattainable” for the Omnicare transaction or any other proposal to succeed, no
matter how superior the proposal.

As an alternative basis for its conclusion, the majority held that under the circumstances the NCS
board did not have authority under Delaware law to completely “lock up” thetransaction becausethe
defensive measures “completely prevented the board from discharging itsfiduciary responsibilities
to the minority stockholders when Omnicare presented its superior transaction.” In so holding, the
Court relied upon its decision in Paramount Communications Inc. v. QVC Networks Inc.,405 in
whichthe Court held that “[t]o the extent that a[ merger] contract, or aprovision thereof, purportsto
reguire a board to act or not act in such a fashion as to limit the exercise of fiduciary duties, it is
invalid and unenforceable.”

404 493 A.2d 946 (Ddl. 1985).
405 637, A.2d 34, 51 (Dd. 1993).
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The Dissentsin Omnicare. Chief JusticeV easey and Justice Steele wrote separate dissents.
Both believed that the NCS board was disinterested and independent and acted with duecareand in
good faith — observations with which the majority did not necessarily disagree. The dissenters
articulated their view that it was “unwise” to have a bright-line rule prohibiting absolute lock ups
because in some circumstances an absolute lock up might be the only way to secure atransaction
that isinthe best interests of the stockholders. The dissenterswould have affirmed on the basisthat
the NCS board’ s decision was protected by the business judgment rule. Both Chief Justice Veasey
and Justice Steele expressed a hope that the mgjority’s decision “will be interpreted narrowly and
will be seen as sui generis.”

Impact of the Omnicare Decision. The Omnicaredecisionislikely to have several important
ramifications with regard to the approval of deal protection measures in the merger context.

First, the decision can be read to suggest abright-linerule that a“force-the-vote” provision
cannot be utilized in connection with voting agreements locking up over 50% of the stockholder vote
unless the board of directors of the target corporation retains for itself a fiduciary out that would
enable it to terminate the merger agreement in favor of a superior proposal. It isworth noting that
the decision does not preclude — but rather seems to confirm the validity of — combining a
“force-the-vote” provisionwith avoting agreement locking up amajority of the stock so long asthe
board of directorsretains an effective fiduciary out. More uncertain isthe extent to which the rule
announced in Omnicare might apply to circumstances in which a merger agreement includes a
“force-the-vote” provision and afiduciary termination out and contemplateseither an option for the
buyer to purchase amajority block of stock or acontractual right of the buyer to receive some or all
of the upsidereceived by amajority block if asuperior proposal isaccepted. While neither structure
would disable the board from continuing to exercise itsfiduciary obligationsto consider alternative
bids, arguments could be made that such a structure is coercive or preclusive, depending upon the
particular circumstances.

The Omnicare decision also does not expressly preclude coupling a “force-the-vote”
provision with a voting agreement locking up less than a majority block of stock, evenif the board
doesnot retain afiduciary termination out. Caution would bewarranted, however, if abuyer wereto
request a“force-the-vote” provision without afiduciary termination out and seek to couple such a
provision with a voting agreement affecting a substantial block of stock, as that form of deal
protection could potentially implicate the same concerns expressed by the majority in Omnicare.
Moreover, existing case law and commentary make clear that aboard must retain its ability to make
full disclosureto sockholdersif amerger agreement containsa“ force-the-vote” provision and does
not provide the board with a fiduciary termination right.

The extent to which the bright-line rule announced in Omnicare may be applicable to other
factual circumstances remains to be seen. Powerful arguments can be made, for example, that a
similar prohibition should not apply to circumstances in which the majority stockholder vote is
obtained by written consents executed after the merger agreement is approved and signed. Likewise,
it isdoubtful that asimilar prohibition should apply to amerger with amajority stockholder who has
expressed an intention to veto any transaction in which it is not the buyer.

Second, the majority’s decision confirms that Unocal’s enhanced judicial scrutiny is
applicableto aDelaware court’ sevaluation of deal protection measuresdesigned to protect amerger
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agreement. Where board-implemented defensive measuresrequire judicial review under Unocal, the
initial burden is on the defendant directors to demonstrate that they had reasonable grounds for
believing that a threat to corporate policy and effectiveness existed and that they took action in
response to the threat that was neither coercive nor preclusive and that was within a range of
reasonable responses to the threat perceived. Prior to Omnicare, there appeared to be a split of
authority in the Court of Chancery as to whether deal protection measures in the merger context
should be evaluated under Unocal. Although the dissenters questioned whether Unocal should be
the appropriate standard of review, the majority decision confirms that Unocal applies to judicial
review of deal protection measures.

Third, although the majority assumed “arguendo” that the Revion doctrinewas not applicable
tothe NCS board’ sdecision to approve the Genesis merger, the majority seemsto questionthe basis
for the Court of Chancery’s determination that Revion was not applicable. When the doctrine
announced in Revion, Inc. v. MacAndrews & ForbesHoldings, Inc.406 isapplicableto asale or merger
of acorporation, the board of directorsis charged with obtaining the best price reasonably available to
the stockholders under the circumstances, and the board’s decision making is subject to enhanced
scrutiny judicial review and not automatically protected by the businessjudgment rule. Prior decisiona
law hasestablished that Revion is applicable where, among other circumstances, the board hasinitiated
anactive bidding process seeking to sell the company or hasapproved abusiness combination resulting
inabreak up or sale of the company or a change of control.

The Court of Chancery determined that Revionwas not applicable because the NCS board did
not initiate an active bidding contest seeking to sell NCS, and evenif it had, it effectively abandoned
that process when it agreed to negotiate a stock-for-stock merger with Genesis in which control of
the combined company would remain in alarge, fluid and changing market and not in the handsof a
controlling stockholder. The NCS board, however, had evaluated the fairness of the Genesismerger
based on the market price of Genesis' stock and not as a strategic transaction. Accordingly, the
Court of Chancery’ ssuggestion that Revion no longer appliesif aboard approvesany form of stock-
for-stock merger at the end of an active bidding process could signal that Revion applies in fewer
circumstances than many practitioners previously believed. On appeal, the Supreme Court mgjority
explained that whether Revion applied to the NCS board’ s decision to approve the Genesis merger
was not outcome determinative. For purposesof itsanalysis, the majority assumed “arguendo” that
the business judgment rule applied to the NCS board’ s decision to merge with Genesis. Thiscould
be read to signal that the majority disagreed with thetrial court’s Revion analysis. Thus, whether or
not Revion could potentially be applicable to non-strategic stock-for-stock mergers entered into at
the end of an auction process remains an open question.

2 Level Playing Field.

If a bidding contest ensues, a board cannot treat bidders differently unless such treatment
enhances shareholder interests. As the court in Barkan stated, “[w]hen multiple bidders are
competing for control, this concern for fairness [to shareholders] forbids directors from using
defensive mechanisms to thwart an auction or to favor one bidder over another.”497 |n Macmillan,

406 506 A.2d 173, 182 (Del. 1986).
407 Barkan, 567 A.2d at 1286-87; see also QVC, 637 A.2d at 45.

88
3512430v5



however, the court stated that the purpose of enhancing shareholder interests “does not preclude
differing treatment of bidders when necessary to advance those interests. Variables may occur
which necessitate such treatment.”408 The Macmillan court cited a coercive two-tiered bust-up
tender offer as one example of a situation that could justify disparate treatment of bidders.409

In all-cash transactions disparate treatment is unlikely to be permitted. In the context of
keeping bidders on alevel playing field, the court in Revlon stated that:

Favoritism for a white knight to the total exclusion of a hostile bidder might be
justifiable when the latter’s offer adversely affects shareholder interests, but when
bidders make relatively similar offers, or dissolution of the company becomes
inevitable, the directors cannot fulfill their enhanced Unocal duties by playing
favorites with the contending factions.410

The court in QVCestated this concept and applied the Unocal test in stating that in the event a
corporation treats bidders differently, “the trial court must first examine whether the directors
properly perceived that shareholder interestswere enhanced. Inany event theboard’ saction must be
reasonable in relation to the advantage sought to be achieved, or conversely, to the threat which a

particular bid allegedly poses to stockholder interests.”411
3 Best Value.

In seeking to obtainthe * best value” reasonably available, the Delaware Supreme Court has
stated that the “best value” does not necessarily mean the highest price.

In Citron,412 Fairchild wasthe subject of abidding contest between two competing bidders,
Schlumberger and Gould.#13 The Fairchild board had an all cash offer of $66 per share from
Schlumberger, and atwo-tier offer of $70 per share from Gould, with the terms of the valuation of
the back-end of Gould' s offer left undefined.414 The board was also informed by its expertsthat a
transaction with Schlumberger raised substantially less antitrust concern than a transaction with
Gould. The board accepted Schlumberger’ s offer. In upholding the agreement between Fairchild
and Schlumberger, the court stated that Gould's failure to present a firm unconditional offer
precluded an auction.#1> The court also stated that Fairchild had a duty to consider “a host of
factors,” including “the nature and timing of the offer,” and “itslegality, feasibility and effect onthe

408 Macmillan, 559 A.2d at 1286-87.

409 |4, at 1287 n.38.

410 Revion, 506 A.2d at 184.

411 Qvc, 637 A.2d at 45 (quoting Macmillan, 559 A.2d at 1288).
412 569 A.2d 53.

413 |4, at 54.

414 |4,

415 |d. at 68-69.
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corporation and its stockholders,” in deciding whether to accept or reject Gould's claim.416
Nevertheless, the Citron court specifically found that Fairchild “studiously endeavored to avoid
‘playing favorites” between the two bidders.417

A decision not to pursue a higher price, however, necessarily involves uncertainty, the
resolution of which dependson acourt’ sview of the factsand circumstances specifictothecase. In
In re Lukens Inc. Shareholders Litig.,418 the court sustained a board decision to sell to one bidder,
notwithstanding the known possibility that a “carve up” of the business between the two bidders
involved incremental stockholder value. The court placed great weight on the approval of the
transaction by the stockholders after disclosure of the carve-up possibility.419

In the final analysis, in many cases, the board may not know that it has obtained the best
value reasonably available until after the merger agreement is signed and competing bids are no
longer proposed. In several cases, the Delaware courts have found as evidence that the directors
obtained the best value reasonably available the fact that no other bidders came forward with a
competing offer once the transaction was public knowledge.420

VI. Responsesto Hostile Takeover Attempts.
A. Certain Defenses.

Shareholder rights plans and state anti-takeover laws developed in response to abusive
takeover tactics and inadequate bids and have become acentral feature of most major corporations
takeover preparedness. For example, over 2,300 companies have adopted rights plans.

Rights plansand state anti-takeover lawsdo not interfere with negotiated transactions, nor do
they preclude unsolicited takeovers. They are intended to cause bidders to deal with the target’s
board of directors and ultimately extract a higher acquisition premium than would otherwise have
been the case. If abidder takes action that triggers the rights or the anti-takeover laws, however,
dramatic changes in the rights of the bidder can result.

In anegotiated transaction the board can let down the defensive screen afforded by arights
plan or state anti-takeover law to allow thetransaction to proceed. Doing so, however, requiressirict

416 |4, at 68.
M7 4.

418 757 A.2d 720 (Dd. Ch. 1999).
419 | ukens, 757 A.2d at 738.

420 gee, e.g., Barkan, 567 A.2d at 1287 (“when it iswidely known that some change of control isin the offing and no
rival bids are forthcoming over an extended period of time, that fact is supportive of the board's decision to
proceed”); Goodwin, 1999 WL 64265, at * 23 (“ Given that no draconian defenseswerein place and that themerger
was consummated three months after its public announcement, thefact that no bidders came forward isimportant
evidence supporting thereasonabl eness of the Board' sdecision.”); Matador, 729 A.2d at 293 (failure of any other
bidder to make a bid within one month after the transaction was announced “is evidence that the directors, in fact,
obtained the highest and best transaction reasonably available’).
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compliance withthetermsof therights plan and applicable statutes, aswell as compliance withthe
directorsfiduciary duties.

B. Rights Plans.

The Basic Design. The key features of a rights plan are the “flip-in” and “flip-over”
provisions of the rights, the effect of which, in specified circumstances, isto impose unacceptable
levels of dilution on the acquiror. The risk of dilution, combined with the authority of a board of
directorsto redeemtherightsprior to atriggering event (generally an acquisition of 15% or 20% of
the corporation’ s stock), gives apotential acquiror apowerful incentive to negotiate with the board
of directorsrather than proceeding unilaterally.

Basic Case Law Regarding Rights Plans. It is a settled principle of Delaware law that a
poison pill/shareholder rights plan, if drafted correctly, is valid as a matter of Delaware law. See
Leonard Loventhal Account v. Hilton Hotel Corp.,421 inwhichthe Chancery Court, citing Moran, 422
wrote:

The Delaware courts first examined and upheld the right of a board of directorsto
adopt apoison pill rightsplan fifteen yearsago in Moran v. Househol d | nternational,
Inc. Sincethat decision, others have followed which affirmed the validity of aboard
of directors decision to adopt apoison pill rightsplan. Today, rights plans have not
only become commonplace in Delaware, but thereis not asingle state that does not
permit their adoption.

Federal courts applying Texas law have upheld the concept of rights plans.423

The litigation concerning rights plans now focuses on whether or not a board of directors
should be required to redeem the rights in response to a particular bid. In this respect, courts
applying Delaware law have upheld, or refused to enjoin, determinations by boards of directors not
to redeem rights in response to two-tier offers*24 or inadequate 100% cash offers*2> aswell asto
protect an auction or permit atarget to explore alternatives.#26 On the other hand, some decisions

421 c.A. No. 17803, 2000 WL 1528909 (Dd. Ch. Oct. 10, 2000).
422 500 A.2d at 1346.

423 seeGearhart Industriesv. Smith International, 741 F.2d 707 (5th Cir. 1984); and A. Copeland Enterprises, Inc. v.
Guste, 706 F. Supp. 1283 (W.D. Tex. 1989).

424 Desert Partners, L.P. v. USG Corp., 686 F. Supp. 1289 (N.D. I1I. 1988).

425 BNSInc. v. Koppers Co., 683 F. Supp. 458, 474-75 (D. Del. 1988); Moore Corp. v. Wallace Computer Services,
Inc., 907 F. Supp. 1545 (D. Del. 1995).

426 CRTF Corp. v. Federated Dept. Stores, Inc., 683 F. Supp. 422, 438-42 (SD.N.Y. 1988) (refusing to enjoin
discriminatory application of poison pill during auction); MAI Basic Four, Inc. v. Prime Computer, Inc., [1988-89
Transfer Binder] Fed. Sec. L. Rep. (CCH) 194,179 (Ddl. Ch. 1988); Inre Holly Farms Corp. ShareholdersLitig.,
[1988-89 Transfer Binder] Fed. Sec. L. Rep. 194,181 (Dd. Ch. 1988).
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have held that the rights may not interfere with shareholder choice at the conclusion of an auction#27
or at the “end stage” of atarget’s attempt to develop aternatives.428 Both Pillsbury and Interco
involved circumstancesin which the board of directors, rather than “just saying no,” had pursued a
restructuring that was comparable to the pending all-cash tender offer.429

Many rights plans adopted shortly after creation of these protective measuresin 1984 were
scheduled to expire and have generally beenrenewed. Renewal of arights plan involves essentially
the same issues as the initial adoption of a plan.

“Dead Hand” Pills. Intheface of a“Just Say No” defense, thetakeover tactic of choice has
become acombined tender offer and solicitation of proxies or consentsto replace target’ sboard with
directorscommitted to redeeming the poison pill to permit thetender offer to proceed. Under DGCL
Section 228, araider can act by written consent of a majority of the shareholders without ameeting
of stockholders, unlesssuch action is prohibited in the certificate of incorporation (under TBCA art.
9.10A, unanimous consent isrequired for shareholder action by written consent unlessthearticlesof
incorporation otherwise provide). Under DGCL araider can call aspecial meeting between annual
meetingsonly if permitted under the target’ s bylaws, whereasunder TBCA art. 2.24C any holder of
at least 10% of the outstanding shares can call aspecial meeting unlessthe articles of incorporation
specify a higher percentage (not to exceed 50%). If the target has a staggered board, araider can
generally only replace a majority of the target’s board by waging a proxy fight at two consecutive
annual mestings.

A target cannot rely on an ordinary poison pill to give much protection in the face of a
combined tender offer/proxy fight. The predicament faced by such targets has spawned variants of
the so-called “continuing director” or “dead hand” pill.

“Pure” dead hand pills permit only directors who were in place prior to a proxy fight or
consent solicitation (or new directors recommended or approved by them) to redeemtherightsplan.
Once these “continuing directors’ are removed, no other director can redeem the pill.

Modified dead hand provisions come in avariety of forms. So called “nonredemption” or
“no hand” provisions typically provide that no director can redeem the rights plan once the
continuing directorsno longer constitute amajority of the board. Thislimitation onredemption may
last for alimited period or for theremaining life of the pill. Therightsplan at issuein the Quickturn
case discussed below included such a provision.

427 Wills Acquisition Co. v. Macmillan, Inc., [1988-89 Transfer Binder] Fed. Sec. L. Rep. (CCH) 194,071 (Del. Ch.
1988), rev’ d on other grounds, 559 A.2d 1261 (Del. 1989).

428 City Capital AssociatesLtd. Partnershipv. Interco, Inc., 551 A.2d 787, 798-800 (Del. Ch.), appeal dismissed, 556
A.2d 1070 (Ddl. 1988); Grand Metropolitan Public, Ltd. v. Pillsbury Co., 558 A.2d 1049 (Ddl. Ch. 1988).

429 see TW Servicesv. SWT Acquisition Corp., C.A. No. 10427, 1989 Del. Ch. LEXIS 19, at 24-25 (Mar. 2, 1989);
Paramount Communicationsinc. v. Timelnc., [1989 Transfer Binder] Fed. Sec. L. Rep. (CCH) 194,514, at 93,283
(Dd. Ch.) (in Pillsbury and Interco, management sought to “‘cram down’ atransaction that was the functional
equivalent of the very leveraged ‘bust up’ transaction that management was claiming presented a threat to the
corporation”), aff'd, 571 A.2d 1140 (Ddl. 1989).
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Another variant is the “limited duration,” or “delayed redemption,” dead hand pill. This
feature can be attached to either the pure dead hand or no hand rights plan. Asthe name indicates,
these pills limit adead hand or no hand restriction’ s effectiveness to a set period of time, typically
starting after the continuing directorsno longer constitute amajority of the board. Theserightsplans
delay, but do not preclude, redemption by a newly elected board.

The validity of dead hand provisions depends in large part upon the state law that applies.
Delaware recently has made clear that dead hand provisions — even of limited duration — are
invalid.430

The Delaware Supreme Court held that the dead hand feature of the rights plan ran afoul of
DGCL Section 141(a), which empowersthe board of directorsto manage the corporation. Relying
on therequirement in Section 141(a) that any limitation on the board’ s power must be stated in the
certificate of incorporation, the court found that a dead hand provision would prevent a newly
elected board “from completely discharging its fundamental management dutiesto the corporation
and its stockholders for six months’ by restricting the board’s power to negotiate a sale of the
corporation. The reasoning behind the Quickturn holding leaveslittle roomfor dead hand provisions
of any type in Delaware.431

Not all states have come down against dead hand rights plans.432 The rights plan upheld in
Copeland, supra, involved dead hand features, although the opinion did not focus on the validity of
the dead hand feature.

C. Business Combination Statutes.

Both Delaware and Texas provide protections to shareholders of public companies against
interested shareholder transactions that occur after a shareholder has acquired a 15% to 20%
ownership interest. The Delaware limitationsare found in Section 203 of the DGCL and the Texas
limitations are found in Part Thirteen of the TBCA.

Section 203 of the DGCL. Section 203 of the DGCL imposes restrictions on transactions
between public corporations and certain stockholders defined as “interested stockholders’ unless
specific conditions have been met. In general, Section 203 providesthat apublicly held Delaware
corporation may not engage in a business combination with any interested stockholder for a period

430 See Quickturn Design Systems, Inc. v. Shapiro, 721 A.2d 1281 (Ddl. Supr. 1998), which involved a“no hand” pill
provision of limited duration that the target’ s board had adopted in the face of a combined proxy fight and tender
offer by raider. Thepill provision barred anewly el ected board from redeeming therightsplan for six monthsafter
taking officeif the purpose or effect would beto facilitate atransaction with a party that supported thenew board's
election.

431 seealso Carmody v. Toll Brothers, Inc., C.A. No. 15983, 1998 Ddl. Ch. LEXIS 131 (July 24, 1998).

432 gee|nvacare Corporationv. Healthdyne Technologies, Inc., 968 F. Supp. 1578 (N.D. Ga. 1997) (court rejected the
offeror’ s contention that adead hand pill impermissibly restrictsthe power of future boards of directors—incuding
aboard elected as part of atakeover bid —to redeem arights plan, relying upon the “plain language’ of a Georgia
statute that expressly grantsa corporation’ sboard the“ sole discretion” to determinetheterms contained in arights
plan); AMP Incorporated v. AlliedSignal Inc., C.A. Nos. 98-4405, 98-4058, and 98-4109, 1998 U.S. Dist. LEXIS
15617 (E.D. Penn. 1998).
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of three years following the date the stockholder first became an interested stockholder unless
(i) prior to that date the board of directors of the corporation approved the business combination or
thetransaction that resulted in the stockholder becoming an interested stockholder, (ii) theinterested
stockholder became an interested stockholder asaresult of acquiring at least 85% of the voting stock
of the corporation, excluding shares held by directors and officers and employee benefit plansin
which participants do not have the right to determine confidentially whether their shares will be
tendered in atender or exchange offer, or (iii) the transaction is approved by stockholders by an
affirmative vote of at least two-thirds of the outstanding shares excluding the shares held by the
interested stockholder. In the context of a corporation with more than one class of voting stock
where one class has more votes per share than another class, “85% of the voting stock” refersto the

percentage of the votes of such voting stock and not to the percentage of the number of shares.433

An interested stockholder is generally defined under DGCL § 203(c)(3) as any person that
directly or indirectly ownsor controls or has beneficial ownership or control of at least 15% of the
outstanding shares of the corporation. A business combination is defined under DGCL § 203 to
include (i) mergers, (ii) consolidations, (iii) direct or indirect sales, leases, exchanges, mortgages,
transfers and other dispositions of assetsto the interested stockholder having an aggregate market
value greater than 10% of the total aggregate market value of the assets of the corporation,
(iv) variousissuancesof stock and securitiesto the interested stockholder that are not issued to other
stockholderson asimilar basisand (v) variousother transactions in which the interested stockholder
receives abenefit, directly or indirectly, from the corporation that is not proportionally received by
other stockholders.

Theprovisionsof DGCL 8 203 apply only to public corporations (i.e., corporaionsthestock
of whichislisted on anational securities exchange, authorized for quotation on interdealer quotation
system of a registered national securities association or held of record by more than 2,000
stockholders).434 The provisions of DGCL § 203 also will not apply to certain stockholders who
held their shares prior to the adoption of DGCL § 203 or to stockholders whose acquisition of shares
is approved by the corporation prior to the stockholder becoming an interested stockholder. In
addition, DGCL 8§ 203 will not apply if the certificate of incorporation of the corporation or the
bylaws approved by stockholders provides that the statute will not apply; provided that if the
corporation is subject to DGCL 8§ 203 at the time of adoption of an amendment eliminating the
application of DGCL § 203, the amendment will not become effective for 12 months after adoption
and the section will continue to apply to any person who was an interested stockholder prior to the
adoption of the amendment.

A voteto so waivethe protection of DGCL § 203 issometimesreferred to asa* Section 203
waiver” and requires that the directors act consistently with their fiduciary duties of care and
loyalty.43> Significantly, in transactionsinvolving acontrolling stockholder, the board’ sdecisionto

433 5ee DGCL § 203(c)(8).
434 pGCL § 203(b).
435 e Digex, 2000 WL 1847679.
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grant a DGCL 8§ 203 waiver to a buyer may present conflict issues for a board dominated by
representatives of the controlling stockholders.436

Part Thirteen of the TBCA. Part Thirteenof the TBCA, like DGCL § 203, imposesaspecial
voting requirement for the approval of certain business combinations and related party transactions
between public corporations and affiliated shareholders unless the transaction or the acquisition of
shares by the affiliated shareholder is approved by the board of directors prior to the affiliated

shareholder becoming an affiliated shareholder.437

Ingeneral, Part Thirteen prohibits certain mergers, salesof assets, reclassificationsand other
transactions (defined as business combinations) between shareholders beneficially owning 20% or
more of the outstanding stock of a Texas public corporation (such shareholders being defined as
affiliated shareholders) for a period of three years following the shareholder acquiring shares
representing 20% or more of the corporation’ s voting power unless two-thirds of the unaffiliated
shareholders approve the transaction at a meeting held no earlier than six months after the
shareholder acquiresthat ownership. The provisionsrequiring the special voteof shareholderswill
not apply to any transaction with an affiliated shareholder if thetransaction or the purchase of shares
by the affiliated shareholder is approved by the board of directors before the affiliated shareholder
acquires beneficial ownership of 20% of the shares or if the affiliated shareholder was an affiliated
shareholder prior to December 31, 1996, and continued as such through the date of the transaction.
Part Thirteen does not contain the Delaware 85% unaffiliated share tender offer exception, which
was considered by the drafters to be a major loophole in the Delaware statute, and attempts to
attempts to clarify various uncertainties and ambiguities contained in the Delaware statute.

Part Thirteen applies only to an “issuing public corporation”, which is defined to be a
corporation organized under the laws of Texasthat has: (i) 100 or more shareholders, (ii) any class
or series of its voting shares registered under the 1934 Act, as amended, or similar or successor
statute, or (iii) any class or series of its voting shares qualified for trading in a national market
system.#438 For the purposes of thisdefinition, a shareholder isashareholder of record as shown by
the sharetransfer records of the corporation.439 Part Thirteen also contains an opt-out provisionthat
allows a corporation to elect out of the statute by adopting a by-law or charter amendment prior to
December 31, 1997.

VIl. Going Private Transactions
In re Pure Resources Shareholders Litigation#40 was another Delaware Chancery Court

opinion involving an 800-pound gorilla with an urgent hunger for the rest of the bananas (i.e., a
majority shareholder who desires to acquire the rest of the shares). In this case, the Court of

436 See Digest, 2000 WL 184769.
437 See TBCA arts. 13.01-13.08.
438 |d. at art. 13.02A(h).

439 |q.

440 808 A.2d 421 (Del. Ch. 2002).
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Chancery enjoined Unocal Corp.’s proposed $409 million unsolicited tender offer for the 35% of
Midland, Texas-based Pure ResourcesInc. that it did not own (the* Offer”). Theopinion, inter alia,
(i) explains the kinds of authority that a Board may (should) delegate to a Special Committee in
dealing with abuy-out proposal of acontrolling shareholder (the full authority of the Board vs. the
power to negotiatethe price), and (ii) discusses how the standard of review may differ depending on
whether the controlling shareholder proposes to acquire the minority via merger or tender offer
(entire fairness vs. business judgment).

A Special Committee of Pure's Board voted not to recommend the Offer. The Special
Committee requested, but was not “delegated the full authority of the board under Delaware law to
respond to the Offer.” With such authority, the Special Committee could have searched for
alternative transactions, speeded up consummation of a proposed royalty trust, evaluated the
feasibility of aself-tender, and put in place ashareholder rightsplan (a.k.a., poison pill) to block the
Offer. The Special Committee never pressed the issue of its authority to a board vote, the Pure
directors never seriously debated the issue at the board table itself, and the Court noted that the
“record doesnot illuminate exactly why the Special Committee did not make thistheir Alamo.” The
Special Committee may have believed some of the broader optionstechnically open to them under
their preferred resolution (e.g., finding another buyer) were not practicable, but “[a]sto their failure
to insist on the power to deploy a poison pill - the by-now de rigeur tool of a board responding to a
third-party tender offer - the record is obscure.”

The Court commented that its “ability to have confidence in these justifications [for not
pressing for more authority] has been compromised by the Special Committee’s odd decision to
invoke the attorney-client privilege asto itsdiscussion of these issues’ and in afootnote stated “in
general it seems unwise for a special committee to hide behind the privilege, except when the
disclosure of attorney-client discussionswould reveal litigation-specific advice or compromise the
special committee’s bargaining power.”

Much of the Court’ sopinion focuseson whether atender offer by acontrolling shareholder is
“governed by the entire fairness standard of review,” which puts the burden on the controlling
shareholder to prove both “ substantive fairness’ (fair price and structure) and “procedural fairness’
(fair process in approving the transaction). Plaintiffs argued that “entire fairness’ should be the
applicable standard because “the structural power of Unocal over Pure and its board, as well as
Unocal’s involvement in determining the scope of the Special Committee' s authority, make the
Offer other than avoluntary, non-coercivetransaction” and that “the Offer posesthe samethrest of .
.. ‘inherent coercion’ that motivated the Supreme Court in Kahn v. Lynch.”

In response, Unocal asserted that “[b]ecause Unocal has proceeded by way of an exchange
offer and not anegotiated merger, theruleof Lynchisinapplicable,” and under the Solomonv. Pathe
Communications Corp. line of cases Unocal “is free to make a tender offer at whatever price it
chooses so long asit doesnot: i) ‘ structurally coerce’ the Pure minority by suggesting explicitly or
implicitly that injurious eventswill occur to those ssockholderswho fail to tender; or ii) mislead the
Pure minority into tendering by concealing or misstating the material facts.” Further, “[b]ecause
Unocal has conditioned its Offer on amajority of the minority provision and intendsto consummate
a short-form merger at the same price, the Offer poses no threat of structural coercion and that the
Pure minority can make a voluntary decision. Thus, “[b]ecause the Pure minority has a negative
recommendation from the Pure Special Committee and because there has been full disclosure
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(including of any material information Unocal received from Pure in formulating its bid), Unocal
submits that the Pure minority will be able to make an informed decision whether to tender.”

The Court wrotethat “[t] his case therefore involves an aspect of Delaware law fraught with
doctrinal tension: what equitable standard of fiduciary conduct applies when a controlling
shareholder seeks to acquire the rest of the company’ s shares? * * * The key inquiry is not what
statutory procedures must be adhered to when a controlling stockholder attemptsto acquiretherest
of the company’ s shares, [for] [c]ontrolling stockholders counseled by experienced lawyersrarely
trip over the legal hurdles imposed by legislation.” 441

Inanalyzing casesinvolving negotiated mergers, Vice Chancellor Strinefocused on Kahnv.
Lynch Communications Systems, Inc., inwhich “the Delaware Supreme Court addressed the sandard
of review that applieswhen acontrolling stockholder attemptsto acquire therest of the corporation’s
shares in a negotiated merger [and] held that the stringent entire fairness form of review governed
regardlessof whether: i) thetarget board was comprised of amajority of independent directors; ii) a
special committee of the target’s independent directors was empowered to negotiate and veto the
merger; and iii) the merger was made subject to approval by a majority of the disinterested target
stockholders.” This is the case because “even a gauntlet of protective barriers like those would be
insufficient protection because of the ‘inherent coercion’ that existswhen acontrolling stockholder
announced its desire to buy the minority’s shares. In colloquial terms, the Supreme Court saw the
controlling stockholder asthe 800-pound gorilla whose urgent hunger for therest of the bananasis
likely to frighten less powerful primates like putatively independent directors who might well have
been hand-picked by the gorilla (and who at the very least owed their seats on the board to his
support) [and] expressed concernthat minority stockholderswould fear retribution fromthegorillaif
they defeated the merger . . .” and could not make a genuinely free choice. In two recent cases
[Aquila and Sliconik the Chancery Court “followed Solomon'’s articulation of the standards
applicableto atender offer, and held that the * Delaware law does not impose aduty of entirefairness
on controlling stockholders making a non-coercive tender or exchange offer to acquire shares
directly from the minority holders.””

Thedifferences between the approach of the Solomon v. Pathe line of casesand that of Lynch
were, tothe Court, stark: “To being with, the controlling stockholder issaid to have no duty to pay a
fair price, irrespective of its power over the subsidiary. Even more striking isthedifferent manner in
which the coercion concept is deployed. In the tender offer context addressed by Solomon and its
progeny, coercion isdefined in the more traditional sense asawrongful threat that has the effect of
forcing stockholders to tender at the wrong price to avoid an even worse fate later on, a type of
coercion” whichVice Chancellor Strine called “structural coercion.” The“inherent coercion” that
Lynch found to exist when controlling stockholders seek to acquirethe minority’ sstakeisnot evena
cognizable concern for the common law of corporations if the tender offer method is employed.

441 The Court further commented that “the doctrine of independent legal significance” was not of relevance asthat
“doctrine gands only for the proposition that the mere fact that a transaction cannot be accomplished under one
statutory provision does not invalidate it if adifferent statutory method of consummation exists. Nothing about
that doctrine altersthe fundamental rulethat inequitable actionsin technical conformity with statutory law can be
restrained by equity.”
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The Court agonized “that nothing about the tender offer method of corporate acquisition
makes the 800-pound gorilla’s retributive capabilities less daunting to minority stockholders. . . .
many commentatorswould arguethat the tender offer formismore coercive than amerger vote[for
in] a merger vote, stockholders can vote no and still receive the transactional consideration if the
merger prevails. In atender offer, however, a non-tendering shareholder individually faces an
uncertain fate. That stockholder could be one of the few who holds out, leaving herself in an even
morethinly traded stock with little hope of liquidity and subject to aDGCL 8 253 merger at alower
price or at the same price but at alater (and, given the time value of money, a less valuable) time.
The 14D-9 warned Pure’ s minority stockholders of just this possibility. For these reasons, some
view tender offers as creating a prisoner’ s dilemma - distorting choice and creating incentives for
stockholdersto tender into offersthat they believe are inadequate in order to avoid aworse fate.”

The Court wrotethat to avoid “the prisoner’ sdilemma problem, our law should consider an
acquisition tender offer by a controlling stockholder non-coercive only when: 1) it is subject to a
non-waivable majority of the minority tender condition; 2) the controlling stockholder promisesto
consummeate aprompt 8 253 merger at the same priceif it obtains more than 90% of the shares; and
3) the controlling stockholder has made no retributive threats. * * *

“Theinformational and timing advantages possessed by controlling sockholdersalso require
some countervailing protection if the minority isto truly be afforded the opportunity to make an
informed, voluntary tender decision. Inthisregard, the majority stockholder owesaduty to permit
the independent directorson the target board both free rein and adequate time to react to the tender
offer, by (at the very least) hiring their own advisors, providing the minority with arecommendation
asto the advisability of the offer, and disclosing adequate information for the minority to make an
informed judgment. For their part, the independent directorshave aduty to undertakethesetasksin
good faith and diligently, and to pursue the best interests of the minority.

“When atender offer isnon-coerciveinthesense. . . identified and the independent directors
of thetarget are permitted to make an informed recommendation and provide fair disclosure, thelaw
should be chary about super-imposing the full fiduciary requirement of entire fairnesson top of the
statutory tender offer process.” Inresponseto plaintiffs’ argument that the Pure board breached its
fiduciary duties by not giving the Special Committee the power to block the Offer by, among other
means, deploying a poison pill, the Court wrote, “[w]hen acontrolling stockholder makes atender
offer that is not coercive in the sense | have articulated, therefore, the better rule is that thereis no
duty on its part to permit the target board to block the bid through use of the pill. Nor isthere any
duty on the part of the independent directorsto seek blocking power.”

Theapplication of these principlesto Unocal’ s Offer yieldsthe following result: “TheOffer
... iscoercive becauseit includeswithin the definition of the * minority’ those stockholderswho are
affiliated with Unocal as directors and officers [and] includes the management of Pure, whose
incentivesare skewed by their employment, their severance agreements, and their Put Agreements.”
The Court categorized this as “aproblem that can be cured if Unocal amendsthe Offer to condition
it on approval of a majority of Pure's unaffiliated stockholders.”

The Court accepted the plaintiffs argument that the Pure stockholders are entitled to
disclosure of all material facts pertinent to the decision they are being asked to make, and that the
14D-9 is deficient because it does not disclose any substantive portions of the work of the
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investment banker on behalf of the Special Committee, even though the bankers negative views of
the Offer are cited as a basis for the board’s own recommendation not to tender. The Court,
however, concluded that Unocal did not haveto discloseits“reserveprice” in caseitsoffer was not
initially successful.

VIIIl. Director Responsbilitiesand Liabilities.
A. Enforceability of Contracts Violative of Fiduciary Duties

Otherwise valid contracts may be rendered unenforceableif thedirectorsof the party against
whichthe contract isto be enforced breached their fiduciary dutiesin approving the contract. InAce
Ltd. v. Capital Re Corp.,442 acasein which the Chancery Court suggested that a“ no-talk” provision
(i.e., aprovision without an effective carve-out permitting it to talk with unsolicited bidders) in a
merger was not likely to be upheld and wrote:

[ T]here are many circumstances in which the high priority our society placesonthe
enforcemat of contracts between private parties givesway to even more important
concerns.

One such circumstance is when the trustee or agent of certain parties entersinto a
contract containing provisionsthat exceed thetrusteg'sor agent'sauthority. Insucha
circumstance, the law looks to a number of factors to determine whether the other
party to the contract can enforce its contractual rights. These factors include:
whether the other party had reason to know that the trustee or agent was making
promises beyond her legal authority; whether the contract is executory or
consummated; whether the trustee's or agent's ultravires promise implicates public
policy concerns of great importance; and the extent to which the other party has
properly relied upon the contract. Generally, where the other party had reason to
know that the trustee or agent was on thin ice, where the trustee's or agent's breach
has seriously negative consequences for her ward, and where the contract is as yet
still unperformed, the law will not enforce the contract but may award reliance
damagesto theother party if that party is sufficiently non-culpable for thetrustee'sor
agent's breach.

Indeed, Restatement (Second) of Contracts § 193 explicitly providesthat a"promise
by afiduciary to violate his fiduciary duty or a promise that tends to induce such a
violation is unenforceable on public policy grounds.” The commentsto that section
indicate that "[d]irectors and other officials of a corporation act in a fiduciary
capacity and are subject to the rule in this Section.” It is therefore perhaps
unsurprising that the Delaware law of mergersand acquisitions hasgiven primacy to
theinterestsof stockholdersin being freeto maximize value fromtheir ownership of
stock without improper compulsion from executory contractsentered into by boards-
-that is, from contracts that essentially disable the board and the stockholders from
doing anything other than accepting the contract even if another much morevaluable
opportunity comes along.

442 747 A.2d 95 (Dél. Ch. 1999).
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But our case law does not do much to articulate an explicit rationale for this
emphasison therightsof thetarget sockholdersover the contract rightsof the suitor.
The Delaware Supreme Court's opinion in Paramount v. QVC comes closest in that
respect. That case emphasizesthat asuitor seeking to "lock up" achange-of-control
transaction with another corporation is deemed to know the legal environment in
which it is operating. Such a suitor cannot importune a target board into entering
into adeal that effectively preventsthe emergence of amore valuable transaction or
that disablesthetarget board fromexercising itsfiduciary responsibilities. If it does,
it obtains nothing.

For example, inresponse to Viacom's argument that it had vested contract rightsin
the no-shop provision in the Viacom-Paramount Merger Agreement, the Supreme
Court stated:

The No-Shop Provision could not validly define or limit the fiduciary duties of the
Paramount directors. Totheextent that acontract, or aprovision thereof, purportsto
require a board to act or not to act in such a fashion as to limit the exercise of
fiduciary duties, it isinvalid and unenforceable. Despitetheargumentsof Paramount
and Viacom to the contrary, the Paramount directors could not contract away their
fiduciary obligations. Since the No-Shop Provision wasinvalid, Viacom never had
any vested contract rights in the provision.

Asto another invalid feature of the contract, the Court explained why thisresult was,
initsview, an equitable one:

Viacom, asophisticated party with experienced legal and financial advisors, knew of
(and in fact demanded) the unreasonable features of the Stock Option Agreement. It
cannot be now heard to arguethat it obtain vested contract rights by negotiating and
obtaining contractual provisions from a board acting in violation of its fiduciary
duties.... Likewise, wereject Viacom'sarguments and hold that its fate must rise or
fall, and inthisinstancefall, with the determination that the actions of the Paramount
Board wereinvalid.

B. Director Consideration of Long-Term Interests.

It has been implicit under Texas law that adirector may consider the long-term interests of
the corporation. However, because short-term market valuations of a corporation may not aways
reflect the benefitsof long-term decisionsand inherent long-term values, article 13.06 was added to
the TBCA in 1997 to expressly allow directorsto consider the long-term interests of a corporation
and its shareholders when considering actions that affect the interest of the corporations.443
Although this provision was viewed as a mere codification of existing law, it was intended to
eliminate any ambiguity that might exist asto theright of aboard of directorsto consider long-term
interests when evaluating a takeover proposal. Thereisno similar provision in the DGCL.

443 TBCA art. 13.06.
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C. Liability for Unlawful Distributions.

Both Texas and Delaware impose personal liability on directorswho authorize the payment
of distributions to shareholders (including share purchases) in violation of the statutory
requirements.444

Under Delaware law, liability for an unlawful distribution extendsfor aperiod of six yearsto
al directors other than those who expressly dissent, with the standard of liability being
negligence.44> DGCL § 172, however, providesthat adirector will be fully protected inrelyingin
good faith on the records of the corporation and such other information, opinions, reports, and
statements presented to the corporation by the corporation’ s officers, employeesand other persons.
Thisappliesto mattersthat the director reasonably believesare within that person’ s professional or
expert competence and have been selected with reasonable care as to the various components of
surplus and other funds from which distributions may be paid or made.446 Directorsarealso entitled
to receive contribution fromother directorswho may be liable for the distribution and are subrogated
to the corporation against shareholders who received the distribution with knowledge that the
distribution wasunlawful.447 Under the TBCA, liability for an unlawful distribution extendsfor two
years instead of six years and appliesto all directors who voted for or assented to the distribution
(assent being presumed if adirector is present and does not dissent).448 A director will not beliable
for an unlawful distribution if at any time after the distribution, it would have been lawful 449 A
similar provision does not exist in Delaware. A director will also not be liable under the TBCA for
an unlawful distribution if the director:

() relied in good faith and with ordinary care on information relating to the calculation
of surplus available for the distribution under TBCA art. 2.38-3;

(i) relied in good faith and with ordinary care on financial and other information
prepared by officers or employees of the corporation, a committee of the board of
directors of which he is not a member or legal counsel, investment bankers,
accountants and other persons as to matters the director reasonably believes are
within that person’s professional or expert competence;

(iff)  ingood faith and with ordinary care, considered the assets of the corporation to have
avalue equal to at least their book value; or

(iv)  when considering whether liabilities have been adequately provided for, relied in
good faith and with ordinary care upon financial statementsof, or other information

444 TBCA art. 2.41(A)(i); DGCL § 174(a).
445 DGCL §174.

446 |4,

447 DGCL § 174(b).

448 TBCA at. 2.41(A).
449 |4,
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concerning, any other person that is contractually obligated to pay, satisfy, or
discharge those liabilities. 450

Asin Delaware, adirector held liable for an unlawful distribution under the TBCA will be
entitled to contribution from the other directorswho may be similarly liable. Thedirector can also
receive contribution from shareholders who received and accepted the distribution knowing it was
not permitted in proportion to theamountsreceived by them.451 The TBCA also expressly provides
that theliability of adirector for an unlawful distribution provided for under article 2.41 istheonly
liability of the director for the distribution to the corporation or its creditors, thereby negating any
other theory of liability of the director for the distribution such as a separate fiduciary duty to
creditorsor atortious violation of the Uniform Fraudulent Transfer Act.#52 No similar provisionis
found in the DGCL.

D. Reliance on Reportsand Opinions.

Both Texas and Delaware provide that a director in the discharge of his duties and powers
may rely oninformation, opinions and reports prepared by officers and employeesof the corporation
and on other persons as to matters that the director reasonably believes are within that person’s
professional or expert competence.4°3 In Delaware, thisreliance must be madein good faith andthe
selection of outside advisors must have been made with reasonable care.454 In Texas, reliance must
be made both in good faith and with ordinary care.4%5

E. I nspection of Records.

Both Texas and Delaware have codified the common law right of directors to examine the
books and records of a corporation for a purpose reasonably related to the director’s service as a

director.456
F. Right to Resign.

Directors of corporations in trouble may be tempted to resign, especially when they sense
that legal action may be imminent which would be time consuming and possibly result in personal
liability. The general rule is that a director may resign at any time, for any reason.4>’ There s,

450 TBCA at. 2.41(C), (D).

451 |d. art. 2.41(E), (F).

452 14, art. 2.41(G).

453 seeid. art. 2.41(D); DGCL § 141(e).

454 DGCL § 141(e); see also Brehmv. Eisner, 746 A.2d 244 (Del. 2000).

455 TBCA at. 2.41(D).

456 TBCA art. 2.44(B); DGCL § 220(d).

457 DGCL § 141(b) provides “[a]ny director may resign at any time upon notice given in writing or by electronic

transmission to the corporation”; see In re Telesport Inc., 22 B.R. 527, 532-3, fn. 8 (Bankr. E.D. Ark. 1982)
(“Corporate officers[are] entitled toresign . . . for agood reason, a bad reason or no reason at al, and are entitled
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however, an exception in circumstances where that resignation would cause immediate harmto the
corporation, allow such harmto occur, or leave the company’ s assets vulnerable to directorsknown
to be untrustworthy.458 Whilethe judicial expressions of this exception appear broad, ananalysisof
the cases suggests that liability results only when the harm to the company is rather severe and
foreseeable. Further and regardless of the timing of the resignation, a director is still liable for
breaches of the fiduciary duty made during histenure.4>9 Resignation does not free adirector from
the duty not to misuse information received while a director.460 Finally, a director may have an
interest in staying onthe board of directorsto help the corporation work through itsdifficultiesinthe
hope that by helping the corporation survive he is reducing the chances that he will be sued in
connection with the corporation’s troubles.

[ X. Conclusion.

SOB marked amajor incursion by the federal government into the governance of theinternal
affairs of public companies. While SOB and related SEC and SRO requirements have changed
many things, state corporation law remains the principal governor of the internal affairs of
corporations. State statutesare still supplemented to alarge degree by evolving adjudicationsof the
fiduciary duties of directors and officers.

to pursuetheir chosen field of endeavor in direct competition with [the corporation] solong asthereisno breach of
aconfidential relationship with[it].”); FrantzManufacturing Co. et al. v. EAC Industries, 1985 Del. LEX1S598 &t
22 (D€l. 1985); (“Directorsarealsofreetoresign.”); see also 2 Fletcher Cyclopedia on Corporations § 345 (1998)
(“A director or other officer of acorporation may resign at any time and thereby cease to be an officer, subject to
any express charter or gatutory provisions to which he or she has expressly or impliedly assented in accepting
office, and subject to any express contract made with the corporation”); Medford, Preparing for Bankruptcy;
Director Liability in the Zone of Insolvency, 2001 Am. BK. Ing. Jnl. LEXIS 73 at 30 (“A Delaware corporate
director typically has theright to resign without incurring any liability or breaching any fiduciary duty”).

458 see Gerdesv. Reynolds, 28 N.Y.S. 2d 622, 651 (N.Y. S.Ct. 1941) (In the context of a business combination, the
court wrote that it “gravely doubt[s]” whether the directors could avoid liability if they sdll their shares for a
premium, resign and allow atransfer of control of acorporation to apurchaser beforethefull purchasepriceispaid
and thetransferee owns enough sharesto el ect itsown slate of directors, suggesting that “ officersand directors. . .
cannot terminate their agency or accept theresignation of othersif theimmediate consequence would beto leave
theinterests of the company without proper careand protection™); Xerox Corp. v. Genmoora Corp., 888 F.2d 345,
355 (5th Cir.1989), in asituation where a Texas corporation sold most of itsassetsand set up aliquidating trust to
distribute the proceedsto shareholders and then four of the five directorsresigned asliquidating trustees, leaving
theliquidating trustin control of thefifth director known to be incompetent and dishonest, Judge Brownreferredto
the defense that the directors had resigned before the corporate abuse took place as the “Geronimo theory” and
wrote “[u]nder this theory, by analogy, if a commercial airline pilot were to negligently aim his airplane full of
passengersat amountain, and then bail out beforeimpact, hewould not beliable because hewas not at thecontrols
when the crash occurred”; citing Gerdes, Judge Brown postulated that “[a] director can breach his duty of care—
hence hisfiduciary duty — by knowing atransaction that will be dangerousto the corporation isabout to occur but
taking no steps to prevent it or make his objection known;” DePinto v. Landoe, 411 F.2d 297 (9th Cir. 1969)
(director found liable for resigning ingtead of opposing araid on his corporation’s assets); Benson v. Braun, 155
N.Y.S.2d 622, 624-6 (“officersand directorsmay not resign their officesand elect astheir successors personswho
they knew intended to loot the corporation’streasury.”).

459 EDIC v. Wheat, 970 F. 2d 124, 128 (5th Cir. 1992); District 65 UAW V. Harper & Roe Publishers, 576 F. Supp.
1468 (SD.N.Y 1983).

460 Quark Inc. v. Harley, 1998 U.S. App. LEX1S 3864 (10th Cir. 1998); T.A. Pelsue Co. v. Grand Enterprisesinc., 782
F. Supp. 1476 (D. Colo. 1991).

103
3512430v5



Appendix A

REPORT OF INVESTIGATION

BY THE

SPECIAL INVESTIGATIVE COMMITTEE
OF THE
BOARD OF DIRECTORS OF ENRON CORP.

William C. Powers, Jr., Chair
Raymond S. Troubh
Herbert S. Winokur, Jr.

Counsd
Wilmer, Cutler & Pickering

February 1, 2002

Appendix A — Page 1
3112306v1



EXECUTIVE SUMMARY AND CONCLUSIONS

The Special I nvestigative Committee of the Board of Directors of Enron Corp. submitsthis
Report of Investigation to the Board of Directors. In accordance with our mandate, the Report
addressestransactions between Enron and investment partnerships created and managed by Andrew
S. Fastow, Enron’ s former Executive Vice President and Chief Financial Officer, and by other Enron
employees who worked with Fastow.

The Committee hasdoneits best, given the availabl e time and resources, to conduct acareful
and impartial investigation. We have prepared a Report that explains the substance of the most
significant transactions and highlights their most important accounting, corporate governance,
management oversight, and public disclosureissues. An exhaustive investigation of these related-
party transactions would require time and resources beyond those available to the Committee. We
were not asked, and we have not attempted, to investigate the causes of Enron’s bankruptcy or the
numerous business judgmentsand external factorsthat contributed it. Many questionscurrently part
of public discussion—such as questionsrelating to Enron’sinternational business and commercial
electricity ventures, broadband communications activities, transactions in Enron securities by
insiders, or management of employee 401(Kk) plans—are beyond the scope of the authority we were
given by the Board.

There were some practical limitations on the information available to the Committee in
preparing this Report. We had no power to compel third parties to submit to interviews, produce
documents, or otherwise provide information. Certainformer Enron employeeswho (weweretold)
played substantial rolesin one or more of the transactions under investigation—including Fastow,
Michael J. Kopper, and Ben F. Glisan, Jr.—declined to beinterviewed either entirely or with respect
to most issues. We have had only limited access to certain workpapers of Arthur Andersen LLP
(“Andersen”), Enron’s outside auditors, and no accessto materials in the possession of the Fastow
partnershipsor their limited partners. Information from these sources could affect our conclusions.

This Executive Summary and Conclusions highlights important parts of the Report and
summarizes our conclusions. It is based on the complete set of facts, explanations and limitations
described in the Report, and should be read with the Report itself. Standing alone, it does not, and
cannot, provide a full understanding of the facts and analysis underlying our conclusions.

Background

On October 16, 2001, Enron announced that it was taking a $544 million after-tax charge
against earnings related to transactions with LIM2 Co-Investment, L.P. (“LIM2"), a partnership
created and managed by Fastow. It also announced a reduction of shareholders equity of $1.2
billion related to transactions with that same entity.

Lessthan one month later, Enron announced that it wasrestating its financial statementsfor
the period from 1997 through 2001 because of accounting errors relating to transactions with a
different Fastow partnership, LIM Cayman, L.P. (“LIM1"), and an additional related-party entity,
Chewco Investments, L.P. (“Chewco”). Chewco was managed by an Enron Global Finance
employee, Kopper, who reported to Fastow.
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The LIM1- and Chewco-related restatement, like the earlier charge against earnings and
reduction of shareholders’ equity, was very large. It reduced Enron’sreported net income by $28
million in 1997 (of $105 million total), by $133 million in 1998 (of $703 million total), by $248
million in 1999 (of $893 million total), and by $99 million in 2000 (of $979 million total). The
restatement reduced reported shareholders’ equity by $258 millionin 1997, by $391 millionin 1998,
by $710 millionin 1999, and by $754 million in 2000. It increased reported debt by $711 millionin
1997, by $561 million in 1998, by $685 million in 1999, and by $628 million in 2000. Enron also
revealed, for the first time, that it had learned that Fastow received more than $30 million from
LIM1 and LIM2. These announcements destroyed market confidence and investor trust in Enron.
Less than one month later, Enron filed for bankruptcy.

Summary of Findings

This Committee was established on October 28, 2001, to conduct an investigation of the
related-party transactions. We have examined the specific transactionsthat led to the third-quarter
2001 earnings charge and the restatement. We also have attempted to examine all of the
approximately two dozen other transactions between Enron and these related-party entities: what
these transactions were, why they took place, what went wrong, and who was responsible.

Our investigation identified significant problems beyond those Enron has already disclosed.
Enron employeesinvolved in the partnerships were enriched, in the aggregate, by tensof millionsof
dollars they should never have received—Fastow by at least $30 million, Kopper by at least $10
million, two othersby $1 million each, and still two more by amountswe believewereat least in the
hundreds of thousands of dollars. We have seen no evidence that any of these employees, except
Fastow, obtained the permission required by Enron’s Code of Conduct of Business Affairsto own
interestsin the partnerships. Moreover, the extent of Fastow’ sownership and financia windfall was
inconsistent with his representations to Enron’s Board of Directors.

Thispersonal enrichment of Enron employees, however, was merely one aspect of adeeper
and more serious problem. These partnerships—Chewco, LIM1, and LIM2—were used by Enron
Management to enter into transactionsthat it could not, or would not, do with unrelated commercial
entities. Many of the most significant transactions apparently were designed to accomplish
favorablefinancial statement results, not to achieve bona fide economic objectivesor to transfer risk.
Sometransactionswere designed so that, had they followed applicableaccounting rules, Enron could
have kept assetsand liabilities (especially debt) off of its balance sheet; but the transactions did not
follow those rules.

Other transactions were implemented—improperly, we are informed by our accounting
advisors—to offset losses. They allowed Enron to conceal from the market very large losses
resulting from Enron’ s merchant investments by creating an appearancethat those invesmentswere
hedged—that is, that athird party was obligated to pay Enron the amount of those losses—when in
fact that third party was simply an entity in which only Enron had asubstantial economic stake. We
believe these transactionsresulted in Enron reporting earnings from thethird quarter of 2000 through
the third quarter of 2001 that were ailmost $1 billion higher than should have been reported.

Enron’s original accounting trestment of the Chewco and LIJM1 transactions that led to
Enron’s November 2001 restatement was clearly wrong, apparently the result of mistakeseither in
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structuring the transactions or in basic accounting. In other cases, the accounting treatment was
likely wrong, notwithstanding creative efforts to circumvent accounting principles through the
complex structuring of transactionsthat lacked fundamental economic substance. Invirtually all of
the transactions, Enron’s accounting treatment was determined with extensive participation and
structuring advice from Andersen, which Management reported to the Board. Enron’ srecordsshow
that Andersen billed Enron $5.7 million for advice in connection with the LIM and Chewco
transactions alone, above and beyond its regular audit fees.

Many of thetransactionsinvolve an accounting structure known as a* special purposeentity”
or “special purpose vehicle” (referred to as an “SPE” in this Summary and in the Report). A
company that does business with an SPE may treat that SPE as if it were an independent, outside
entity for accounting purposesif two conditionsare met: (1) an owner independent of the company
must make a substantive equity investment of at least 3% of the SPE’s assets, and that 3% must
remain at risk throughout the transaction; and (2) the independent owner must exercisecontrol of the
SPE. Inthose circumstances, the company may record gains and losses on transactions with the
SPE, and the assets and liabilities of the SPE are not included in the company’ s balance sheet, even
though the company and the SPE are closely related. It was the technical failure of some of the
structures with which Enron did business to satisfy these requirements that led to Enron’s
restatement.

Summary of Transactions and M atters Reviewed

Thefollowing are brief summariesof the principal transactions and mattersinwhichwe have
identified substantial problems:

The Chewco Transaction

Thefirst of therelated-party transactionswe examined involved Chewco InvestmentsL.P., a
limited partnership managed by Kopper. Because of this transaction, Enron filed inaccurate
financial statements from 1997 through 2001, and provided an unauthorized and unjustifiable
financial windfall to Kopper.

From 1993 through 1996, Enron and the California Public Employees’ Retirement System
(“CalPERS") were partners in a $500 million joint venture investment partnership called Joint
Energy Development Investment Limited Partnership (“JEDI”). Because Enronand CalPERS had
joint control of the partnership, Enron did not consolidate JEDI into its consolidated financial
statements. The financial statement impact of non-consolidation was significant: Enron would
record its contractual share of gains and losses from JEDI on its income statement and would
disclosethe gain or loss separately in its financial statement footnotes, but would not show JEDI’ s
debt on its balance sheet.

In November 1997, Enron wanted to redeem CalPERS' interest in JEDI so that CalPERS
would invest in another, larger partnership. Enron needed to find a new partner, or else it would
have to consolidate JEDI into its financial statements, which it did not want to do. Enron assisted
Kopper (whom Fastow identified for the role) in forming Chewco to purchase CalPERS' interest.
Kopper wasthe manager and owner of Chewco’ sgeneral partner. Under the SPE rulessummarized
above, Enron could only avoid consolidating JEDI onto Enron’ sfinancial statementsif Chewco had
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some independent ownership with a minimum of 3% of equity capital at risk. Enron and Kopper,
however, were unableto locate any such outside investor, and instead financed Chewco’ s purchase
of the JEDI interest ailmost entirely with debt, not equity. Thiswas done hurriedly and in apparent
disregard of the accounting requirements for nonconsolidation. Notwithstanding the shortfall in
reguired equity capital, Enron did not consolidate Chewco (or JEDI) into its consolidated financial
statements.

Kopper and others (including Andersen) declined to speak with us about why thistransaction
was structured in away that did not comply with the non-consolidation rules. Enron, and any Enron
employee acting in Enron’ sinterest, had every incentiveto ensurethat Chewco complied with these
rules. Wedo not know whether this mistake resulted from bad judgment or carelessnessonthe part
of Enron employees or Andersen, or whether it was caused by Kopper or others putting their own
interests ahead of their obligationsto Enron.

The consequences, however, were enormous. When Enron and Andersen reviewed the
transaction closely in 2001, they concluded that Chewco did not satisfy the SPE accounting rules
and—because JEDI’s non-consolidation depended on Chewco’s status—neither did JEDI. In
November 2001, Enron announced that it would consolidate Chewco and JEDI retroactiveto 1997.
As detailed in the Background section above, this retroactive consolidation resulted in a massive
reduction in Enron’ s reported net income and a massive increase in its reported debt.

Beyond the financial statement consequences, the Chewco transaction raises substantial
corporate governance and management oversight issues. Under Enron’s Code of Conduct of
Business Affairs, Kopper was prohibited from having a financial or managerial role in Chewco
unlessthe Chairman and CEO determined that his participation “does not adversely affect the best
interests of the Company.” Notwithstanding this requirement, we have seen no evidence that his
participation was ever disclosed to, or approved by, either Kenneth Lay (who was Chairman and
CEO) or the Board of Directors.

While the consequences of the transaction were devastating to Enron, Kopper reaped a
financial windfall from his role in Chewco. This was largely a result of arrangements that he
appears to have negotiated with Fastow. From December 1997 through December 2000, Kopper
received $2 million in “management” and other fees relating to Chewco. Our review failed to
identify how these payments were determined, or what, if anything, Kopper did to justify the
payments. Moreimportantly, in March 2001 Enron repurchased Chewco’ sinterest in JEDI onterms
Kopper apparently negotiated with Fastow (during atime period in which Kopper had undisclosed
interestswith Fastow in both LIM1 and LIM2). Kopper had invested $125,000 in Chewco in 1997.
The repurchase resulted in Kopper’s (and a friend to whom he had transferred part of his interest)
receiving more than $10 million from Enron.

TheLJM Transactions

In 1999, with Board approval, Enron entered into business relationships with two
partnershipsin which Fastow wasthe manager and an investor. ThetransactionsbetweenEnronand
the LIM partnershipsresulted in Enron increasing itsreported financial resultsby morethanabillion
dollars, and enriching Fastow and his co-investorsby tensof millions of dollarsat Enron’ sexpense.
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The two members of the Special I nvestigative Committee who have reviewed the Board's
decision to permit Fastow to participate in LIM notwithstanding the conflict of interest have
concluded that this arrangement was fundamentally flawed." A relationship with the most senior
financial officer of a public company—particularly one requiring as many controls and as much
oversight by others as this one did—should not have been undertaken in the first place.

The Board approved Fastow’ sparticipationin the LM partnershipswith full knowledgeand
discussion of the obvious conflict of interest that would result. The Board apparently believed that
the conflict, and the substantial risks associated with it, could be mitigated through certain controls
(involving oversight by both the Board and Senior Management) to ensure that transactions were
doneontermsfair to Enron. Intaking this step, the Board thought that the LIM partnershipswould
offer business benefits to Enron that would outweigh the potential costs. The principal reason
advanced by Management in favor of therelationship, inthe caseof LIM 1, wasthat it would permit
Enronto accomplish aparticular transaction it could not otherwise accomplish. Inthecaseof LIM2,
Management advocated that it would provide Enronwith an additional potential buyer of assetsthat
Enron wanted to sell, and that Fastow’s familiarity with the Company and the assets to be sold
would permit Enron to move more quickly and incur fewer transaction costs.

Over time, the Board required, and Management told the Board it was implementing, an
ever-increasing set of procedures and controls over the related-party transactions. These included,
most importantly, review and approval of all LIM transactions by Richard Causey, the Chief
Accounting Officer; and Richard Buy, the Chief Risk Officer; and, later during the period, Jeffrey
Skilling, the President and COO (and later CEQO). The Board also directed its Audit and Compliance
Committee to conduct annual reviews of all LIJM transactions.

These controlsas designed were not rigorous enough, and their implementation and oversight
wasinadequate at both the Management and Board levels. No onein Management accepted primary
responsibility for oversight; the controls were not executed properly; and there were structural
defects in those controls that became apparent over time. For instance, while neither the Chief
Accounting Officer, Causey, nor the Chief Risk Officer, Buy, ignored his responsibilities, they
interpreted their rolesvery narrowly and did not give the transactionsthe degree of review theBoard
believed was occurring. Skilling appears to have been almost entirely uninvolved in the process,
notwithstanding representations made to the Board that he had undertaken asignificant role. No one
in Management stepped forward to address the issues as they arose, or to bring the apparent
problems to the Board' s atention.

As we discuss further below, the Board, having determined to alow the related-party
transactions to proceed, did not give sufficient scrutiny to the information that was provided to it
thereafter. While there was important information that appears to have been withheld from the
Board, the annual reviews of LIM transactions by the Audit and Compliance Committee (and later
also the Finance Committee) appear to have involved only brief presentations by M anagement (with
Andersen present at the Audit Committee) and did not involve any meaningful examination of the

! One member of the Special Investigative Committee, Herbert S. Winokur, J., was a member of the Board
of Directors and the Finance Committee during the relevant period. The portions of the Report describing and
evaluating actions of the Board and its Committees are solely the views of the other two members of the Committee,
Dean William C. Powers, J. of the University of Texas School of Law and Raymond S. Troubh.
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nature or terms of thetransactions. Moreover, even though Board Committee-mandated procedures
required areview by the Compensation Committee of Fastow’ scompensation fromthe partnerships,
neither the Board nor Senior Management asked Fastow for the amount of his LIM-related
compensation until October 2001, after media reports focused on Fastow’srole in LIM.

From June 1999 through June 2001, Enron entered into more than 20 distinct transactions
withthe LIM partnerships. These were of two general types. asset sales and purported “ hedging”
transactions. Each of these types of transactions was flawed, although the latter ultimately caused
much more harm to Enron.

Asset Sales. Enron sold assets to LIM that it wanted to remove from its books. These
transactions often occurred close to the end of financial reporting periods. While there is nothing
improper about such transactionsiif they actually transfer the risks and rewards of ownership to the
other party, there are substantial questionswhether any such transfer occurred in someof the salesto
LJIM.

Near the end of the third and fourth quarters of 1999, Enron sold interests in seven assetsto
LIM1and LIM2. Thesetransactionsappeared consistent withthe stated purposeof allowing Fastow
to participate in the partnerships—the transactions were done quickly, and permitted Enron to
remove the assets from its balance sheet and record a gain in some cases. However, events that
occurred after thesalescall into question the legitimacy of the sales. In particular: (1) Enron bought
back five of the seven assets after the close of the financial reporting period, in some cases within a
matter of months; (2) the LIM partnerships made aprofit on every transaction, evenwhenthe asst it
had purchased appearsto have declined in market value; and (3) according to apresentation Fastow
made to the Board's Finance Committee, those transactions generated, directly or indirectly,
“earnings’ to Enron of $229 million in the second half of 1999 (apparently including one hedging
transaction). (The details of the transactions are discussed in Section V1 of the Report.) Although
we have not been able to confirm Fastow’s calculation, Enron’s reported earnings for that period
were $570 million (pre-tax) and $549 million (after-tax).

We haveidentified some evidencethat, inthree of thesetransactionswhere Enron ultimately
bought back LIM’s interest, Enron had agreed in advance to protect the LIM partnerships against
loss. If thiswasin fact the case, it waslikely inappropriate to treat the transactions as sales. There
also are plausible, more innocent explanations for some of the repurchases, but a sufficient basis
remainsfor further examination. With respect to thosetransactionsin whichrisk apparently did not
pass from Enron, the LIM partnerships functioned as a vehicle to accommodate Enron in the
management of its reported financial results.

Hedging Transactions. Thefirst “hedging” transaction between Enronand LIM occurredin
June 1999, and was approved by the Board in conjunctionwith itsapproval of Fastow’ sparticipation
in LIM1. The normal idea of a hedge is to contract with a creditworthy outside party that is
prepared—for aprice—to take onthe economicrisk of aninvestment. If the value of theinvestment
goes down, that outside party will bear the loss. That is not what happened here. Instead, Enron
transferred its own stock to an SPE in exchange for anote. The Fastow partnership, LIM1, wasto
provide the outside equity necessary for the SPE to qualify for non-consolidation. Throughtheuse
of options, the SPE purported to take on the risk that the price of the stock of Rhythms
NetConnections Inc. (“Rhythms”), an interact service provider, would decline. The idea was to
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“hedge” Enron’ sprofitable merchant investment in Rhythms stock, allowing Enronto offset losses
on Rhythmsif the price of Rhythms stock declined. If the SPE were required to pay Enron on the
Rhythms options, the transferred Enron stock would be the principal source of payment.

The other “hedging” transactions occurred in 2000 and 2001 and involved SPEs known as
the“Raptor” vehicles. Expanding on theideaof the Rhythmstransaction, these wereextraordinarily
complex structures. They were funded principally with Enron’s own stock (or contracts for the
delivery of Enron stock) that was intended to “hedge” against declinesin the value of alarge group
of Enron’s merchant investments. LJM2 provided the outside equity designed to avoid consolidation
of the Raptor SPEs.

The asset sales and hedging transactionsraised a variety of issues, including the following:

Accounting and Financial Reporting I ssues. Although Andersenapproved thetransactions,
in fact the “hedging” transactions did not involve substantive transfers of economic risk. The
transactions may have looked superficially like economic hedges, but they actually functioned only
as “accounting” hedges. They appear to have been designed to circumvent accounting rules by
recording hedging gains to offset lossesin the value of merchant investments on Enron’ s quarterly
and annual income statements. The economic reality of these transactions was that Enron never
escaped therisk of loss, because it had provided the bulk of the capital with which the SPEswould
pay Enron.

Enron used this strategy to avoid recognizing losses for atime. In 1999, Enron recognized
after-tax income of $95 million from the Rhythms transaction, which offset losses on the Rhythms
investment. In the last two quarters of 2000, Enron recognized revenues of $500 million on
derivativetransactions with the Raptor entities, which offset lossesin Enron’ smerchant investments,
and recognized pre-tax earnings of $532 million (including net interest income). Enron’sreported
pre-tax earnings for the last two quarters of 2000 totaled $650 million. “Earnings’ fromthe Raptors
accounted for more than 80% of that total.

The idea of hedging Enron’s investments with the value of Enron’s capital stock had a
serious drawback asan economic matter. If the value of theinvestmentsfell at the sametimeasthe
value of Enron stock fell, the SPEs would be unable to meet their obligations and the “hedges’
would fail. Thisisprecisely what happened in late 2000 and early 2001. Two of the Raptor SPEs
lacked sufficient credit capacity to pay Enron on the “hedges.” Asaresult, in late March 2001, it
appeared that Enron would be required to take a pre-tax charge against earnings of more than $500
millionto reflect the shortfall in credit capacity. Rather than takethat loss, Enron “restructured” the
Raptor vehicles by, among other things, transferring more than $800 million of contractsto receive
its own stock to them just before quarter-end. This transaction apparently was not disclosed to or
authorized by the Board, involved atransfer of very substantial value for insufficient consideration,
and appears inconsistent with governing accounting rules. It continued the concealment of the
substantial losses in Enron’ s merchant investments.

However, even these efforts could not avoid the inevitable results of hedges that were
supported only by Enron stock in adeclining market. Asthe value of Enron’s merchant investments
continued to fall in 2001, the credit problems in the Raptor entities became insoluble. Ultimately,
the SPEs were terminated in September 2001. This resulted in the unexpected announcement on
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October 16, 2001, of a $544 million after-tax charge against earnings. In addition, Enron was
required to reduce shareholders’ equity by $1.2 billion. While the equity reductionwasprimarily the
result of accounting errors made in 2000 and early 2001, the charge against earnings was the result
of Enron’s “hedging” its investments—not with a creditworthy counter-party, but with itself.

Consolidation Issues. In addition to the accounting abusesinvolving use of Enron stock to
avoid recognizing losses on merchant investments, the Rhythmstransaction involved the same SPE
equity problem that undermined Chewco and JEDI. As we stated above, in 2001, Enron and
Andersen concluded that Chewco lacked sufficient outside equity at risk to qualify for non-
consolidation. At the same time, Enron and Andersen also concluded that the LIM1 SPE in the
Rhythms transaction failed the same threshold accounting requirement. In recent Congressional
testimony, Andersen’'s CEO explained that the firm had simply been wrong in 1999 when it
concluded (and presumably advised Enron) that the LIM1 SPE satisfied the non-consolidation
requirements. Asaresult, in November 2001, Enron announced that it would restate prior period
financials to consolidate the LIM1 SPE retroactively to 1999. This retroactive consolidation
decreased Enron’s reported net income by $95 million (of $893 million total) in 1999 and by $8
million (of $979 million total) in 2000.

Self-Dealing Issues. While these related-party transactions facilitated a variety of
accounting and financial reporting abuses by Enron, they were extraordinarily lucrative for Fastow
and others. 1n exchange for their passive and largely risk-free roles in these transactions, the LIM
partnershipsand their investorswererichly rewarded. Fastow and other Enron employeesreceived
tens of millions of dollarsthey should not have received. These benefits came at Enron’s expense.

When Enronand LIM 1 (through Fastow) negotiated atermination of the Rhythms*“hedge” in
2000, the terms of the transaction were extraordinarily generousto LIM1 and itsinvestors. These
investors walked away with tens of millions of dollars in value that, in an arm’ s-length context,
Enronwould never have given away. Moreover, based onthe information availableto us, it appears
that Fastow had offered interests in the Rhythms termination to Kopper and four other Enron
employees. These investments, inapartnership called “ Southampton Place,” provided spectacular
returns. Inexchange for a$25,000 investment, Fastow received (through afamily foundation) $4.5
million in approximately two months. Two other employees, who each invested $5,800, each
received $1 million in the same time period. We have seen no evidence that Fastow or any of these
employees obtained clearance for those investments, as required by Enron’s Code of Conduct.
Kopper and the other Enron employees who received these vast returns were all involved in
transactions between Enron and the LIM partnerships in 2000—some representing Enron.

Public Disclosure

Enron’ s publicly-filed reportsdisclosed the existence of the LIM partnerships. Indeed, there
was substantial factual information about Enron’s transactions with these partnerships in Enron’s
guarterly and annual reportsand in its proxy statements. Variousdisclosureswere approved by one
or more of Enron’ soutside auditors and its inside and outside counsel. However, these disclosures
were obtuse, did not communicate the essence of thetransactions completely or clearly, and failed to
convey the substance of what was going on between Enron and the partnerships. The disclosures
also did not communicate the nature or extent of Fastow’ sfinancial interest inthe LJM partnerships.
Thiswas the result of an effort to avoid disclosing Fastow’ s financial interest and to downplay the
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significance of the related-party transactions and, in some respects, to disguise their substance and
import. Thedisclosuresalso asserted that the related-party transactions were reasonable compared
to transactions with third parties, apparently without any factual basis. The process by which the
relevant disclosures were crafted was influenced substantially by Enron Global Finance (Fastow’s
group). Therewasan absence of forceful and effective oversight by Senior Enron Management and
in-house counsel, and objective and critical professional advice by outside counsel at Vinson &
Elkins, or auditors at Andersen.

The Participants

The actions and inactions of many participants led to the related-party abuses, and the
financial reporting and disclosure failures, that weidentify in our Report. These participantsinclude
not only the employeeswho enriched themselves at Enron’ s expense, but also Enron’sManagementt,
Board of Directorsand outside advisors. Thefactual basisand analysisfor these conclusions are set
out in the Report. In summary, based on the evidence available to us, the Committee notes the
following:

Andrew Fastow. Fastow was Enron’s Chief Financial Officer and was involved on both
sides of the related-party transactions. What he presented as an arrangement intended to benefit
Enron became, over time, ameans of both enriching himself personally and facilitating manipulation
of Enron’ sfinancial statements. Both of these objectiveswere inconsistent with Fastow’ sfiduciary
duties to Enron and anything the Board authorized. The evidence suggests that he (1) placed his
own personal interests and those of the LIM partnerships ahead of Enron’s interests; (2) used his
position in Enron to influence (or attempt to influence) Enron employees who were engaging in
transactionson Enron’ s behalf with the LIM partnerships; and (3) failed to discloseto Enron’sBoard
of Directorsimportant information it was entitled to receive. Inparticular, wehave seen no evidence
that he disclosed Kopper’'s role in Chewco or LIM2, or the level of profitability of the LIM
partnerships (and his personal and family interestsinthose profits), which far exceeded what he had
led the Board to expect. He apparently also violated and caused violations of Enron’s Code of
Conduct by purchasing, and offering to Enron employees, extraordinarily lucrative interests in the
Southampton Place partnership. He did so at atime when at least one of those employees was
actively working on Enron’ s behalf in transactions with LIM2.

Enron’sManagement. Individually, and collectively, Enron’s Management failed to carry
out its substantive responsibility for ensuring that the transactions were fair to Enron—which in
many cases they were not—and its responsibility for implementing a system of oversight and
controlsover thetransactionswith the LIJM partnerships. Therewere several direct consequencesof
this failure: transactions were executed on terms that were not fair to Enron and that enriched
Fastow and others; Enron engaged in transactions that had little economic substance and misstated
Enron’sfinancial results; and the disclosures Enron made to its shareholders and the public did not
fully or accurately communicaterelevant information. Wediscuss herethe involvement of Kenneth
Lay, Jeffrey Skilling, Richard Causey, and Richard Buy.

For much of the period in question, Lay was the Chief Executive Officer of Enron and, in
effect, the captain of the ship. AsCEO, he had the ultimate responsibility for taking reasonable steps
to ensure that the officers reporting to him performed their oversight duties properly. He does not
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appear to have directed their attention, or his own, to the oversight of the LIM partnerships.
Ultimately, alarge measure of the responsibility rests with the CEO.

Lay approved the arrangements under which Enron permitted Fastow to engage in related-
party transactions with Enron and authorized the Rhythms transaction and three of the Raptor
vehicles. He bearssignificant responsibility for those flawed decisions, aswell asfor Enron’ sfailure
to implement sufficiently rigorous procedural controlsto prevent the abuses that flowed from this
inherent conflict of interest. In connection with the LIM transactions, the evidence we have
examined suggests that Lay functioned almost entirely as a Director, and less as a member of
Management. It appearsthat both he and Skilling agreed, and the Board understood, that Skilling
was the senior member of Management responsible for the LIM relationship.

Skilling was Enron’s President and Chief Operating Officer, and later its Chief Executive
Officer, until hisresignation in August 2001. The Board assumed, and properly so, that during the
entire period of time covered by the events discussed in this Report, Skilling was sufficiently
knowledgeable of and involved in the overall operations of Enronthat hewould seeto it that matters
of significance would be brought to the Board's attention. With respect to the LIM partnerships,
Skilling personally supported the Board's decision to permit Fastow to proceed with LIM,
notwithstanding Fastow’s conflict of interest. Skilling had direct responsibility for ensuring that
those reporting to him performed their oversight duties properly. He likewise had substantial
responsibility to make surethat the internal controlsthat the Board put in place—particularly those
involving related-party transactions with the Company’s CFO—functioned properly. He has
described the detail of his expressly-assigned oversight role as minimal. That answer, however,
misses the point. As the magnitude and significance of the related-party transactions to Enron
increased over time, it isdifficult to understand why Skilling did not ensurethat those controlswere
rigorously adhered to and enforced. Based upon his own description of events, Skilling does not
appear to have given much attention to these duties. Skilling certainly knew or should have known
of the magnitude and the risks associated with these transactions. Skilling, who prides himself on
the controls he put in place in many areas at Enron, bears substantial responsibility for thefailure of
the systemof internal controlsto mitigatetherisk inherent in the relationship between Enronandthe
LJIM partnerships.

Skilling met in March 2000 with Jeffrey McMahon, Enron’s Treasurer (who reported to
Fastow). McMahon told us that he approached Skilling with serious concerns about Enron's
dealingswiththe LJM partnerships. McMahon and Skilling disagree on someimportant elementsof
what was said. However, if McMahon's account (which is reflected in what he describes as
contemporaneous talking points for the discussion) is correct, it appears that Skilling did not take
action (nor did McMahon approach Lay or the Board) after being put on notice that Fastow was
pressuring Enron employeeswho were negotiating with LIM—clear evidencethat the controlswere
not effective. Therealso isconflicting evidence regarding Skilling’ s knowledge of the March 2001
Raptor restructuring transaction. Although Skilling denies it, if the account of other Enron
employeesisaccurate, Skilling both approved atransaction that was designed to conceal substantial
losses in Enron’ s merchant investments and withheld from the Board important information about
that transaction.

Causey wasand isEnron’s Chief Accounting Officer. He presided over and participatedina
series of accounting judgments that, based on the accounting advice we have received, went well
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beyond the aggressive. The fact that these judgments were, in most if not all cases, made with the
concurrence of Andersen is a significant, though not entirely exonerating, fact.

Causey was also charged by the Board of Directorswith asubstantial roleinthe oversight of
Enron’s relationship with the LIM partnerships. He was to review and approve all transactions
between Enron and the LIM partnerships, and he wasto review thosetransactionswiththe Audit and
Compliance Committee annually. The evidence we have examined suggests that he did not
implement a procedure for identifying all LIM1 or LIM2 transactions and did not give those
transactionsthe level of scrutiny the Board had reason to believe hewould. Hedid not provide the
Audit and Compliance Committee with the full and complete information about thetransactions, in
particular the Raptor 111 and Raptor restructuring transactions, that it needed to fulfill its duties.

Buy wasand isEnron’s Senior Risk Officer. TheBoard of Directorsalso charged himwitha
substantial rolein the oversight of Enron’ srelationship withthe LIM partnerships. Hewasto review
and approveall transactions between them. The evidence we have examined suggeststhat hedid not
implement aprocedurefor identifying all LIM1 or LIM2 transactions. Perhapsmoreimportantly, he
apparently saw his role as more narrow than the Board had reason to believe, and did not act
affirmatively to carry out (or ensure that others carried out) a careful review of the economic terms
of all transactions between Enron and LJIM.

TheBoard of Directors. With respect to the issuesthat arethe subject of thisinvestigation,
the Board of Directorsfailed, inour judgment, initsoversight duties. Thishad seriousconsequences
for Enron, its employees, and its shareholders.

TheBoard of Directorsapproved the arrangementsthat allowed the Company’ sCFOto serve
as general partner in partnershipsthat participated in significant financial transactions with Enron.
Asnoted earlier, the two members of the Special Investigative Committee who have participated in
this review of the Board's actions believe this decision was fundamentally flawed. The Board
substantially underestimated the severity of the conflict and overestimated the degree to which
management controls and procedures could contain the problem.

After having authorized aconflict of interest creating as much risk asthisone, the Board hed
an obligation to give careful attention to thetransactionsthat followed. It failed to do this. It cannot
be faulted for the various instances in which it was apparently denied important information
concerning certain of thetransactionsin question. However, it can and should be faulted for failing
to demand more information, and for failing to probe and understand the information that did come
toit. The Board authorized the Rhythmstransaction and three of the Raptor transactions. It appears
that many of its members did not understand those transactions—the economic rationale, the
consequences, and the risks. Nor does it appear that they reacted to warning signs in those
transactionsasthey were presented, including the statement to the Finance Committeein May 2000
that the proposed Raptor transaction raised arisk of “accounting scrutiny.” We do note, however,
that the Committee wastold that Andersen was“ comfortable” with thetransaction. Ascomplex as
the transactions were, the existence of Fastow’ s conflict of interest demanded that the Board gain a
better understanding of the LIM transactionsthat came beforeit, and ensure (whether through one of
its Committees or through use of outside consultants) that they were fair to Enron.
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The Audit and Compliance Committee, and later the Finance Committee, took on a specific
role in the control structure by carrying out periodic reviews of the LIM transactions. Thiswasan
opportunity to probethe transactions thoroughly, and to seek outside advice asto any issuesoutside
the Board members' expertise. Instead, these reviews appear to have been too brief, too limited in
scope, and too superficial to servetheir intended function. The Compensation Committeewasgiven
the role of reviewing Fastow’s compensation from the LIM entities, and did not carry out this
review. Thisremained the case even after the Committeeswere on notice that the LIM transactions
were contributing very large percentages of Enron’searnings. Insum, the Board did not effectively
meet its obligation with respect to the LIM transactions.

TheBoard, and in particular the Audit and Compliance Committee, hasthe duty of ultimate
oversight over the Company’ sfinancial reporting. Whilethe primary responsibility for thefinancial
reporting abuses discussed in the Report lies with Management, the participating members of this
Committee believe those abuses could and should have been prevented or detected at an earlier time
had the Board been more aggressive and vigilant.

Outside Professional Advisors. Theevidence availableto ussuggeststhat Andersendid not
fulfill its professional responsibilitiesin connection with its audits of Enron’ sfinancial statements, or
its obligation to bring to the attention of Enron’s Board (or the Audit and Compliance Committee)
concernsabout Enron’ sinternal controls over therelated-party transactions. Andersen hasadmitted
that it erred in concluding that the Rhythmstransaction was structured properly under the SPE non-
consolidationrules. Enronwasrequired to restateits financial resultsfor 1999 and 2000 asaresult.
Andersen participated in the structuring and accounting treatment of the Raptor transactions, and
charged over $1 million for its services, yet it apparently failed to provide the objective accounting
judgment that should have prevented these transactions from going forward. According to Enron’s
internal accountants (though this apparently has been disputed by Andersen), Andersen also
reviewed and approved the recording of additional equity in March 2001 in connection with this
restructuring. In September 2001, Andersen required Enron to reverse this accounting treatment,
leading to the $1.2 billion reduction of equity. Andersen apparently failed to noteor takeactionwith
respect to the deficiencies in Enron’ s public disclosure documents.

According to recent public disclosures, Andersen also failed to bring to the attention of
Enron’s Audit and Compliance Committee seriousreservations Andersen partners voiced internally
about the related-party transactions. An internal Andersen e-mail from February 2001 released in
connection with recent Congressional hearings suggeststhat Andersen had concerns about Enron’s
disclosures of the related-party transactions. A week after that e-mail, however, Andersen’s
engagement partner told the Audit and Compliance Committee that, with respect to related-party
transactions, “[r]equired disclosure [had been] reviewed for adequacy,” and that Andersen would
issue an unqualified audit opinion. From 1997 to 2001, Enron paid Andersen $5.7 million in
connection with work performed specifically on the LIM and Chewco transactions. The Board
appearsto have reasonably relied upon the professional judgment of Andersen concerning Enron’s
financial statements and the adequacy of controls for the related party transactions. Our review
indicates that Andersen failed to meet its responsibilities in both respects.

Vinson & EIlkins, as Enron’s longstanding outside counsel, provided advice and prepared
documentation in connection with many of the transactions discussed in the Report. It also assisted
Enronwith the preparation of itsdisclosures of related-party transactionsinthe proxy satementsand
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the footnotes to the financial statements in Enron’s periodic SEC filings.? Management and the
Boardrelied heavily on the perceived approval by Vinson & Elkins of the structure and disclosure of
the transactions. Enron’s Audit and Compliance Committee, aswell asin-house counsel, looked to
it for assurance that Enron’ s public disclosureswere legally sufficient. 1t would be inappropriateto
fault Vinson & Elkins for accounting matters, which are not within its expertise. However, Vinson
& Elkins should have brought a stronger, more objective and more critical voice to the disclosure
process.

Enron EmployeesWho Invested in the LJM Partnerships. Michael Kopper, who worked
for Fastow in the Finance area, enriched himself substantially at Enron’s expense by virtue of his
roles in Chewco, Southampton Place, and possibly LIM2. In a transaction he negotiated with
Fastow, Kopper, and his co-investor in Chewco received more than $10 million from Enron for a
$125,000 investment. Thiswas inconsistent with his fiduciary dutiesto Enron and, as best we can
determine, with anything the Board—which apparently was unaware of his Chewco activities—
authorized. Wedo not know what financial returns he received from hisundisclosed investmentsin
LIM2 or Southampton Place. Kopper violated Enron’s Code of Conduct not only by purchasing his
personal interests in Chewco, LIM2, and Southampton, but also by secretly offering an interest in
Southampton to another Enron employee.

Ben Glisan, an accountant and later McMahon's successor as Enron’'s Treasurer, was a
principal hands-on Enron participant in two transactions that ultimately required restatements of
earningsand equity: Chewco and the Raptor structures. Because Glisan declined to beinterviewed
by us on Chewco, we cannot speak with certainty about Glisan’ sknowledge of the factsthat should
have led to the conclusion that Chewco failed to comply with the non-consolidation requirement.
There is, however, substantial evidence that he was aware of such facts. In the case of Raptor,
Glisan shares responsibility for accounting judgments that, as we understand based on the
accounting advice we havereceived, went well beyond the aggressive. Aswith Causey, thefact that
these judgments were, in most if not all cases, made with the concurrence of Andersen is a
significant, though not entirely exonerating, fact. Moreover, Glisan violated Enron’s Code of
Conduct by accepting an interest in Southampton Place without prior disclosure to or consent from
Enron’s Chairman and Chief Executive Officer—and doing so at atime when he was working on
Enron’s behalf on transactions with LIM2, including Raptor.

KristinaMordaunt (an in-house lawyer at Enron), Kathy Lynn (an employee in the Finance
area), and AnneY aeger Patel (also anemployee in Finance) appear to have violated Enron’ sCode of
Conduct by accepting interests in Southampton Place without obtaining the consent of Enron’s
Chairman and Chief Executive Officer.

The tragic consequences of the related-party transactions and accounting errors were the
result of failures at many levelsand by many people: aflawed idea, self-enrichment by employees,
inadequately-designed controls, poor implementation, inattentive oversight, simple (and not-so-

2 Because of the relationship between Vinson & Elkins and the University of Texas School of Law, the

portions of the Report describing and evaluating actions of Vinson & Elkins are soldly the views of Troubh and
Winokur.
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simple) accounting mistakes, and overreaching in a culturethat appearsto have encouraged pushing
the limits. Our review indicates that many of those consequences could and should have been
avoided.
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Appendix B
SUMMARY OF THE SARBANES-OXLEY ACT OF 2002

On July 30, 2002 President Bush signed the Sarbanes-Oxley Act of 2002 (H.R. 3763)
(the * SOB”) intended to protect investors by improving the accuracy and reliability of corporate
disclosures made pursuant to the securities laws. This is the “tough new corporate fraud bill”
trumpeted by the politicians and in the media. Among other things, the SOB amends the
Securities Exchange Act of 1934 (the “ 1934 Act”) and the Securities Act of 1933 (the “ 1933
Act”).

Although the SOB does have some specific provisions, and generally establishes some
important public policy changes, it is being implemented in large part through rules adopted and
to be adopted by the Securities and Exchange Commission (“ SEC”). Set forth below is a
summary of the SOB and related SEC rulemaking.

To What Companies Does SOB Apply. The SOB is generally applicable to al
companies required to file reports with the SEC under the 1934 Act (“ reporting companies’) or
that have a registration statement on file with the SEC under the 1933 Act, in each case
regardless of size (collectively, “ public companies’ or “issuers’). Some of the SOB provisions
apply only to companies listed on a national securities exchange® (“ listed companies’), such as
the New York Stock Exchange (“ NYSE”) or the NASDAQ Stock Market (“ NASDAQ" )? (the
national securities exchanges and NASDAQ are referred to collectively as “ SROs’ ), but not to
companies traded on the NASD OTC Bulletin Board or quoted in the Pink Sheets or the Y ellow
Sheets.®> Small business issuers® that file reports on Form 10-QSB and Form 10-KSB are subject

A “nationa securities exchange’ is an exchange registered as such under 1934 Act 86. There are currently
nine national securities exchanges registered under 1934 Act 86(a): American Stock Exchange (AMEX),
Boston Stock Exchange, Chicago Board Options Exchange (CBOE), Chicago Stock Exchange, Cincinnati
Stock Exchange, International Stock Exchange, New Y ork Stock Exchange (NY SE), Philadelphia Stock
Exchange and Pacific Stock Exchange.

A “national securities association” is an association of brokers and deders registered as such under 1934
Act 815A. The Nationa Association of Securities Dealers (“NASD”) is the only national securities
association registered with the SEC under 1934 Act 815A(a). The NASD partialy owns and operates The
NASDAQ Stock Market (“NASDAQ"), which has filed an application with the SEC to regiger as a
nationa securities exchange.

3 The OTC Bulletin Board, the Pink Sheets and the Y ellow Sheets are quotation systems that do not provide
issuers with the ability to list their securities. Each is a quotation medium that collects and distributes
market maker quotes to subscribers. These interdealer quotations systems do not maintain or impose listing
standards, nor do they have alisting agreement or arrangement with the issuers whose securities are quoted
through them. Although market makers may be required to review and maintain specified information
about the issuer and to furnish that information to the interdealer quotation system, the issuers whose
securities are quoted on the systems do not have any filing or reporting requirements to the system. See
SEC Release No. 33-8820 (April 9, 2003).

“Small business issuer” is defined in 1934 Act Rule 0-10(a) as an issuer (other than an investment
company) that had total assets of $5 million or less on the last day of its most recent fiscal year, except that
for the purposes of determining eigibility to use Forms 10-KSB and 10-QSB that term is defined in 1934
Act Rule as a United States (“U.S”) or Canadian issuer with neither annual revenues nor “public float”
(aggregate market value of its outstanding voting and non-voting common equity held by non-affiliates) of

Appendix B —Page 1
3522092v1



to SOB generally in the same ways as larger companies although some specifics vary (references
herein to Forms 10-Q and 10-K include Forms 10-QSB and 10-KSB).

SOB and the SEC's rules thereunder are applicable in many, but not all, respects to (i)
investment companies registered under the Investment Company Act of 1940 (the “ 1940 Act”)
and (ii) public companies domiciled outside of the U.S. (“ foreign companies’ ).

Private companies that contemplate going public, seeking financing from investors whose
exit strategy is a public offering or being acquired by a public company may find it advantageous
or necessary to conduct their affairs as if they were subject to SOB.

Accounting Firm Regulation. The SOB creates a five-member board appointed by the
SEC and called the Public Company Accounting Oversight Board (the “ PCAOB” ) to oversee the
accounting firms that serve public companies and to establish accounting standards and rules.
The SOB does not address the accounting for stock options, but the PCAOB would have the
power to do so. The PCAOB is a private non-profit corporation to be funded by assessing public
companies based on their market capitalization. It has the authority to subpoena documents from
public companies. The PCAOB is required to notify the SEC of any pending PCAOB
investigations involving potential violations of the securities laws. Additionally, the SOB
provides that the PCAOB should coordinate its efforts with the SEC’'s enforcement division as
necessary to protect ongoing SEC investigations.

Restrictions on Providing Non-Audit Services to Audit Clients. The SOB and SEC
rules thereunder restrict the services accounting firms may offer to clients. Among the services
that audit firms may not provide for their audit clients are (1) bookkeeping or other services
related to the accounting records or financial statements of the audit client; (2) financial
information systems design and implementation; (3) appraisal or valuation services, fairness
opinions, or contribution-in-kind reports; (4) actuarial services; (5) internal audit outsourcing
services; (6) management functions or human resources; (7) broker or dealer, investment adviser,
or investment banking services, (8) legal services; and (9) expert services unrelated to the audit.
Accounting firms may generally provide tax services to their audit clients, but may not represent
them in tax litigation.

$25,000,000 or more. Some of the rules adopted under SOB apply more quickly to larger companies that
are defined as “accelerated filers” under 1934 Act Rule 12b-2 (generally issuers with a public common
equity float of $75 million or more as of the last business day of the issuer’s most recently completed
second fiscal quarter that have been reporting companies for at least 12 months).

° Many of the SEC rules promulgated under SOB'’s directives provide limited relief from some SOB
provisions for the “foreign private issuer,” which is defined in 1933 Act Rule 405 and 1934 Act Rule 3b-
4(c) asaprivate corporation or other organization incorporated outside of the U.S,, aslong as:

° More than 50% of the issuer’s outstanding voting securities are not directly or indirectly held of
record by U.S. residents;

° The majority of the executive officers or directors arenot U.S. citizens or residents;

'y More than 50% of the issuer’ s assets are not located in the U.S.; and;

° Theissuer’s businessis not administered principally in the U.S.
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Enhanced Audit Committee Requirements/Respongbilities. The SOB provides, and
the SEC has adopted rules such that, audit committees of listed companies (i) must have direct
responsibility for the appointment, compensation and oversight (including the resolution of
disagreements between management and the auditors regarding financial reporting) of the
auditors, (ii) must be composed solely of independent directors, which means that each member
may not, other than as compensation for service on the board of directors or any of its
committees (X) accept any consulting, advisory or other compensation from the issuer, directly or
indirectly, or (y) be an officer or other affiliate of the issuer, and (iii) are responsible for
establishing procedures for the receipt, retention, and treatment of complaints regarding
accounting, internal accounting controls, or auditing matters, and the confidential, anonymous
submission by employees of the issuer (“whistleblowers’) of concerns regarding any
guestionable accounting or auditing matters. Whistleblowers are protected against discharge or
discrimination by an issuer.

Issuers are required to disclose (i) the members of the audit committee and (ii) whether
the audit committee has an “audit committee financial expert” and, if so, his or her name.

The SOB requires that auditors report to audit committees regarding (a) all critical
accounting policies and practices to be used and (b) all alternative treatments of financial
information within generally accepted accounting principles for financial reporting in the U.S.
(* GAAP”) that have been discussed with management.

The SOB requires audit committee preapproval of all auditing services and non-audit
services provided by an issuer’'s auditor. The audit committee may delegate the preapproval
responsibility to a subcommittee of one or more independent directors.

CEOQO/CFOQ Certifications. The SOB contains two different provisions that require the
chief executive officer (* CEO”) and chief financial officer (* CFO”) of each reporting company
to sign and certify company SEC periodic reports, with possible criminal and civil penalties for
false statements. The result isthat CEOs and CFOs must each sign two separate certifications in
their companies periodic reports, one certificate being required by rules adopted by the SEC
under an amendment to the 1934 Act (the “ SOB 8302 Certification”) and the other being
required by an amendment to the Federal criminal code (the “SOB 8906 Certification™).
Chairpersons of boards of directors who are not executive officers are not required to certify the
reports.

Improperly Influencing Auditors. Pursuant to the SOB, the SEC has adopted a rule
that specifically prohibits officers and directors and “persons acting under [their] direction”
(which would include attorneys), from coercing, manipulating, misleading or fraudulently
influencing an auditor “engaged in the performance of an audit” of the issuer’s financial
statements when the officer, director or other person “knew or should have known” that the
action, if successful, could result in rendering the issuer’ s financial statements filed with the SEC
materially misleading.

Enhanced Attorney Responsibilities The SEC has adopted under SOB rules of
professional responsibility for attorneys representing public companies before the SEC,
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including: (1) requiring an attorney to report evidence of a material violation of any U.S. law or
fiduciary duty to the chief legal officer (* CLO”) or the CEO of the company; and (2) if
corporate executives do not respond appropriately, requiring the attorney to report to an
appropriate committee of independent directors or to the board of directors.

CEO/CFO Reimbursement to Issuer. The SOB providesthat, if an issuer isrequired to
restate its financial statements owing to noncompliance with securities laws, the CEO and CFO
must reimburse the issuer for (1) any bonus or incentive or equity based compensation received
in the 12 months prior to the restatement and (2) any profits realized from the sale of issuer
securities within the preceding 12 months.

Insider Trading Freeze During Plan Blackout. Company executives and directors are
restricted from trading stock during periods when employees cannot trade retirement fund-held
company stock (“blackout periods’). These insiders are prohibited from engaging in
transactions in any equity security of the issuer during any blackout period when at least half of
the issuer’s individual account plan participants are not permitted to purchase, sell or otherwise
transfer their interestsin that security.

Insider Loans. The SOB prohibits issuers from making loans to their directors or
executive officers. There are exceptions for existing loans, for credit card companies to extend
credit on credit cards issued by them, for securities firms to maintain margin account balances
and for certain regulated loans by banks.

Disclosure Enhancements. Public companies will be required to publicly disclose in
“plain English” additional information concerning material changes in their financial condition
or operationson a“real time” basis. SEC rulemaking will define the specific requirements of the
enhanced reporting.

The SOB instructs the SEC to require by rule: (1) Form 10-K and 10-Q disclosure of all
material off-balance sheet transactions and relationships with unconsolidated entities that may
have a material effect upon the financial status of an issuer; and (2) presentation of pro forma
financial information in a manner that is not misleading, and which is reconcilable with the
financial condition of the issuer under GAAP. The SEC has adopted rules changes under SOB
designed to address reporting companies use of “non-GAAP financial measures’ in various
situations, including (i) Regulation G which applies whenever a reporting company publicly
discloses or releases material information that includes a non-GAAP financial measure and (ii)
amendments to Item 10 of Regulation S-K to include a statement concerning the use of non-
GAAP financial measures in filings with the SEC.

The SEC amendments to Form 8-K to add new Item 12, “Disclosure of Results of
Operations and Financial Condition,” which requires issuers to furnish to the SEC all releases or
announcements disclosing material non-public financial information about completed annual or
quarterly periods.

SOB amends 816(a) of the 1934 Act to require officers, directors and 10% shareholders
to file with the SEC Forms 4 reporting (i) a change in ownership of equity securities or (ii) the
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purchase or sale of a security based swap agreement involving an equity security “before the end
of the second business day following the business day on which the subject transaction has been
executed...” and the SEC has amended Regulation S-T to require insidersto file Forms 3, 4 and 5
(816(a) reports) with the SEC on EDGAR. The rules aso require an issuer that maintains a
corporate website to post on its website all Forms 3, 4 and 5 filed with respect to its equity
securities by the end of the business day after filing.

The SOB also requires the SEC to regularly and systematically review corporate filings.
Each issuer must be reviewed at least every three years. Material restatements, the level of
market capitalization and price volatility are factors specified for the SEC to consider in
scheduling reviews.

Internal Controls. As directed by the SOB, the SEC has prescribed rules mandating
inclusion of an internal control report and assessment in Form 10-K annual reports. The internal
control report is required to (1) State the responsibility of management for establishing and
maintaining an adequate internal control structure and procedures for financial reporting; and (2)
contain an assessment, as of the end of the most recent fiscal year of the issuer, of the
effectiveness of the internal control structure and procedures of the issuer for financial reporting.
The SOB further requires the public accounting firm that issues the audit report to attest to, and
report on, the assessment made by corporate management on internal controls.

Codes of Ethics. The SEC has adopted rules that require reporting companies to disclose
on Form 10-K:

. Whether the issuer has adopted a code of ethics that applies to the issuer’s
principal executive officer, principal financial officer, principal accounting officer
or controller, or persons performing similar functions; and

. If the issuer has not adopted such a code of ethics, the reasons it has not done so.

Record Retention. SOB and SEC rules thereunder prohibit (1) destroying, altering,
concealing or falsifying records with the intent to obstruct or influence an investigation in a
matter in Federal jurisdiction or in bankruptcy and (2) auditor failure to maintain for a seven-
year period all audit or review work papers pertaining to an issuer.

Criminal and Civil Sanctions. The SOB mandates maximum sentences of 20 years for
such crimes as mail and wire fraud, and maximum sentences of up to 25 years for securities
fraud. Civil penalties are also increased. The SOB redtricts the discharge of such obligations in
bankruptcy.

SOB Organization. The SOB is organized in eleven titles which are summarized below
with emphasis on those parts most relevant to public companies. Rules adopted by the SEC to
date under the SOB are generally discussed below in relation to the SOB provisions being
implemented thereby.
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Further Information. For further information regarding SOB, see “The Sarbanes Oxley
Act and Its Extraterritorial Reach” by Byron F. Egan (October 3, 2003) which can be found at
http://www.jw.convsite/jsp/publicationinfo.jsp?d=247.
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