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Chapter 1

CORPORATE FINANCE AND THE PROCESS OF CAPITAL
FORMATION

§ 1.06 INVESTMENT BANKING

Page 15: Add the following after the quotation from Felix Rohatyn

In other instances, advisory business is utilized by investment banks to obtain financing
business. For example, in a so-called "staple loan" scenario, an investment bank representing a
selling party in an acquisition transaction will solicit financing business from prospective
purchasers; a practice which grew out of the seller's bank literally stapling a financing proposal
to a term sheet describing the proposed transaction. Such a practice can give rise to serious
conflicts of interest. One example is the subject of RBC Capital Markets, LLC v. Jervis, 2015
WL 7721882 (Del. Sup. Nov. 30, 2015) where the court found that the seller's investment
banking firm purported to conduct final price negotiations with the acquiring party at the same
time it was soliciting the latter's financing business. The result was the awarding of nearly $1
billion in damages sustained by the stockholders of the selling corporation. There has also been
"a shift in the center of gravity on Wall Street. Increasingly, large corporations are turning to so-
called boutique investment banks . .. for advice on deals and strategy. Boutiques are gaining
favor for several reasons: They are unburdened by larger trading and financing operations that
can create conflicts of interest. Their smaller staffs mean deals have a better chance of staying
secret. And increasingly, they are luring the industry's most senior deal makers away from big
banks." David Gelles, Running With the Big Dogs, N.Y. Times January 6, 2016 at B1.



Copyright © 2019 Richard McDermott. All rights reserved.

§ 1.08 Pertinent Statutory Material
Page 81: Add the following after § 170

§ 204. Ratification of defective corporate acts and stock

(a) Subject to subsection (1) of this section, no defective corporate act or putative
stock shall be void or voidable solely as a result of a failure of authorization if ratified as
provided in this section or validated by the Court of Chancery in a proceeding brought under
§ 205 of this title.

(b) (1) In order to ratify 1 or more defective corporate acts pursuant to this
section (other than the ratification of an election of the initial board of directors pursuant to
paragraph (b)(2) of this section), the board of directors of the corporation shall adopt resolutions
stating:

(A)  The defective corporate act or acts to be ratified;
(B)  The date of each defective corporate act or acts;

(C)  If such defective corporate act or acts involved the issuance of shares of
putative stock, the number and type of shares of putative stock issued and the date or
dates upon which such putative shares were purported to have been issued;

(D)  The nature of the failure of authorization in respect of each defective
corporate act to be ratified; and

(E)  That the board of directors approves the ratification of the defective
corporate act or acts.

Such resolutions may also provide that, at any time before the validation effective time in
respect of any defective corporate act set forth therein, notwithstanding the approval of the
ratification of such defective corporate act by stockholders, the board of directors may abandon
the ratification of such defective corporate act without further action of the stockholders. The
quorum and voting requirements applicable to the ratification by the board of directors of any
defective corporate act shall be the quorum and voting requirements applicable to the type of
defective corporate act proposed to be ratified at the time the board adopts the resolutions
ratifying the defective corporate act; provided that if the certificate of incorporation or bylaws of
the corporation, any plan or agreement to which the corporation was a party or any provision of
this title, in each case as in effect as of the time of the defective corporate act, would have
required a larger number or portion of directors or of specified directors for a quorum to be
present or to approve the defective corporate act, such larger number or portion of such directors
or such specified directors shall be required for a quorum to be present or to adopt the resolutions
to ratify the defective corporate act, as applicable, except that the presence or approval of any
director elected, appointed or nominated by holders of any class or series of which no shares are
then outstanding, or by any person that is no longer a stockholder, shall not be required.

(2) In order to ratify a defective corporate act in respect of the election of the
initial board of directors of the corporation pursuant to § 108 of this title, a majority of the
persons who, at the time the resolutions required by this paragraph (11)(2) of this section are
adopted, are exercising the powers of directors under claim and color of an election or
appointment as such may adopt resolutions stating:
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(A)  The name of the person or persons who first took action in the name of the
corporation as the initial board of directors of the corporation;

(B)  The earlier of the date on which such persons first took such action or
were purported to have been elected as the initial board of directors; and

(C)  That the ratification of the election of such person or persons as the initial
board of directors is approved.

(©) Each defective corporate act ratified pursuant to paragraph (b)(1) of this section
shall be submitted to stockholders for approval as provided in subsection (d) of this section,
unless:

(1) (A) No other provision of this title, and no provision of the certificate of
incorporation or bylaws of the corporation, or of any plan or agreement to which the corporation
is a party, would have required stockholder approval of such defective corporate act to be
ratified, either at the time of such defective corporate act or at the time the board of directors
adopts the resolutions ratifying such defective corporate act pursuant to paragraph (b)(1) of this
section; and (B) such defective corporate act did not result from a failure to comply with § 203 of
this title; or

(2) As of the record date for determining the stockholders entitled to vote on
the ratification of such defective corporate act, there are no shares of valid stock outstanding and
entitled to vote thereon, regardless of whether there then exist any shares of putative stock.

(d) If the ratification of a defective corporate act is required to be submitted to
stockholders for approval pursuant to subsection (c) of this section, due notice of the time, place,
if any, and purpose of the meeting shall be given at least 20 days before the date of the meeting
to each holder of valid stock and putative stock, whether voting or nonvoting, at the address of
such holder as it appears or most recently appeared, as appropriate, on the records of the
corporation. The notice shall also be given to the holders of record of valid stock and putative
stock, whether voting or nonvoting, as of the time of the defective corporate act (or, in the case
of any defective corporate act that involved the establishment of a record date for notice of or
voting at any meeting of stockholders, for action by written consent of stockholders in lieu of a
meeting, or for any other purpose, the record date for notice of or voting at such meeting, the
record date for action by written consent, or the record date for such other action, as the case may
be), other than holders whose identities or addresses cannot be determined from the records of
the corporation. The notice shall contain a copy of the resolutions adopted by the board of
directors pursuant to paragraph (b)(1) of this section or the information required by paragraph
(b)(1)(A) through (E) of this section and a statement that any claim that the defective corporate
act or putative stock ratified hereunder is void or voidable due to the failure of authorization, or
that the Court of Chancery should declare in its discretion that a ratification in accordance with
this section not be effective or be effective only on certain conditions must be brought within 120
days from the applicable validation effective time. At such meeting, the quorum and voting
requirements applicable to ratification of such defective corporate act shall be the quorum and
voting requirements applicable to the type of defective corporate act proposed to be ratified at
the time of the approval of the ratification, except that:

(1) If the certificate of incorporation or bylaws of the corporation, any plan or
agreement to which the corporation was a party or any provision of this title in effect as of the
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time of the defective corporate act would have required a larger number or portion of stock or of
any class or series thereof or of specified stockholders for a quorum to be present or to approve
the defective corporate act, the presence or approval of such larger number or portion of stock or
of such class or series thereof or of such specified stockholders shall be required for a quorum to
be present or to approve the ratification of the defective corporate act, as applicable, except that
the presence or approval of shares of any class or series of which no shares are then outstanding,
or of any person that is no longer a stockholder, shall not be required;

(2) The approval by stockholders of the ratification of the election of a
director shall require the affirmative vote of the majority of shares present at the meeting and
entitled to vote on the election of such director, except that if the certificate of incorporation or
bylaws of the corporation then in effect or in effect at the time of the defective election require or
required a larger number or portion of stock or of any class or series thereof or of specified
stockholders to elect such director, the affirmative vote of such larger number or portion of stock
or of any class or series thereof or of such specified stockholders shall be required to ratify the
election of such director, except that the presence or approval of shares of any class or series of
which no shares are then outstanding, or of any person that is no longer a stockholder, shall not
be required; and

3) In the event of a failure of authorization resulting from failure to comply
with the provisions of § 203 of this title, the ratification of the defective corporate act shall
require the vote set forth in § 203(a)(3) of this title, regardless of whether such vote would have
otherwise been required.

Shares of putative stock on the record date for determining stockholders entitled to vote
on any matter submitted to stockholders pursuant to subsection (c¢) of this section (and without
giving effect to any ratification that becomes effective after such record date) shall neither be
entitled to vote nor counted for quorum purposes in any vote to ratify any defective corporate
act.

(e) If a defective corporate act ratified pursuant to this section would have required
under any other section of this title the filing of a certificate in accordance with § 103 of this title,
then, whether or not a certificate was previously filed in respect of such defective corporate act
and in lieu of filing the certificate otherwise required by this title, the corporation shall file a
certificate of validation with respect to such defective corporate act in accordance with § 103 of
this title. A separate certificate of validation shall be required for each defective corporate act
requiring the filing of a certificate of validation under this section, except that (i) 2 or more
defective corporate acts may be included in a single certificate of validation if the corporation
filed, or to comply with this title would have filed, a single certificate under another provision of
this title to effect such acts, and (ii) 2 or more overissues of shares of any class, classes or series
of stock may be included in a single certificate of validation, provided that the increase in the
number of authorized shares of each such class or series set forth in the certificate of validation
shall be effective as of the date of the first such overissue. The certificate of validation shall set
forth:

(1) Each defective corporate act that is the subject of the certificate of
validation (including, in the case of any defective corporate act involving the issuance of shares
of putative stock, the number and type of shares of putative stock issued and the date or dates
upon which such putative shares were purported to have been issued), the date of such defective
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corporate act, and the nature of the failure of authorization in respect of such defective corporate
act;

(2) A statement that such defective corporate act was ratified in accordance
with this section, including the date on which the board of directors ratified such defective
corporate act and the date, if any, on which the stockholders approved the ratification of such
defective corporate act; and

3) Information required by 1 of the following paragraphs:

a. If a certificate was previously filed under § 103 of this title in
respect of such defective corporate act and no changes to such certificate are
required to give effect to such defective corporate act in accordance with this
section, the certificate of validation shall set forth (x) the name, title and filing
date of the certificate previously filed and of any certificate of correction thereto
and (y) a statement that a copy of the certificate previously filed, together with
any certificate of correction thereto, is attached as an exhibit to the certificate of
validation;

b. If a certificate was previously filed under § 103 of this title in
respect of the defective corporate act and such certificate requires any change to
give effect to the defective corporate act in accordance with this section
(including a change to the date and time of the effectiveness of such certificate),
the certificate of validation shall set forth (x) the name, title and filing date of the
certificate so previously filed and of any certificate of correction thereto, (y) a
statement that a certificate containing all of the information required to be
included under the applicable section or sections of this title to give effect to the
defective corporate act is attached as an exhibit to the certificate of validation, and
(z) the date and time that such certificate shall be deemed to have become
effective pursuant to this section; or

c. If a certificate was not previously filed under § 103 of this title in
respect of the defective corporate act and the defective corporate act ratified
pursuant to this section would have required under any other section of this title
the filing of a certificate in accordance with § 103 of this title, the certificate of
validation shall set forth (x) a statement that a certificate containing all of the
information required to be included under the applicable section or sections of this
title to give effect to the defective corporate act is attached as an exhibit to the
certificate of validation, and (y) the date and time that such certificate shall be
deemed to have become effective pursuant to this section.

A certificate attached to a certificate of validation pursuant to paragraph (e)(3)b. or c. of
this section need not be separately executed and acknowledged and need not include any
statement required by any other section of this title that such instrument has been approved and
adopted in accordance with the provisions of such other section.

) From and after the validation effective time, unless otherwise determined in an
action brought pursuant to § 205 of this title:

(1) Subject to the last sentence of subsection (d) of this section, each defective
corporate act ratified in accordance with this section shall no longer be deemed void or voidable
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as a result of the failure of authorization described in the resolutions adopted pursuant to
subsection (b) of this section and such effect shall be retroactive to the time of the defective
corporate act; and

(2) Subject to the last sentence of subsection (d) of this section, each share or
fraction of a share of putative stock issued or purportedly issued pursuant to any such defective
corporate act shall no longer be deemed void or voidable and shall be deemed to be an identical
share or fraction of a share of outstanding stock as of the time it was purportedly issued.

(2) In respect of each defective corporate act ratified by the board of directors
pursuant to subsection (b) of this section, prompt notice of the ratification shall be given to all
holders of valid stock and putative stock, whether voting or nonvoting, as of the date the board of
directors adopts the resolutions approving such defective corporate act, or as of a date within 60
days after such date of adoption, as established by the board of directors, at the address of such
holder as it appears or most recently appeared, as appropriate, on the records of the corporation.
The notice shall also be given to the holders of record of valid stock and putative stock, whether
voting or nonvoting, as of the time of the defective corporate act, other than holders whose
identities or addresses cannot be determined from the records of the corporation. The notice
shall contain a copy of the resolutions adopted pursuant to subsection (b) of this section or the
information specified in paragraphs (b)(1)(A) through (E) or paragraphs (b)(2)(A) through (C) of
this section, as applicable, and a statement that any claim that the defective corporate act or
putative stock ratified hereunder is void or voidable due to the failure of authorization, or that the
Court of Chancery should declare in its discretion that a ratification in accordance with this
section not be effective or be effective only on certain conditions must be brought within 120
days from the later of the validation effective time or the time at which the notice required by
this subsection is given. Notwithstanding the foregoing, (i) no such notice shall be required if
notice of the ratification of the defective corporate act is to be given in accordance with
subsection (d) of this section, and (ii) in the case of a corporation that has a class of stock listed
on a national securities exchange, the notice required by this subsection and the second sentence
of subsection (d) of this section may be deemed given if disclosed in a document publicly filed
by the corporation with the Securities and Exchange Commission pursuant to §§ 13, 14 or 15(d)
[15 U.S.C. § 78m, 77n or 780(d)] of the Securities Exchange Act of 1934, as amended, and the
rules and regulations promulgated thereunder, or the corresponding provisions of any subsequent
United States federal securities laws, rules or regulations. If any defective corporate act has been
approved by stockholders acting pursuant to § 228 of this title, the notice required by this
subsection may be included in any notice required to be given pursuant to § 228(e) of this title
and, if so given, shall be sent to the stockholders entitled thereto under § 228(e) and to all holders
of valid and putative stock to whom notice would be required under this subsection if the
defective corporate act had been approved at a meeting other than any stockholder who approved
the action by consent in lieu of a meeting pursuant to § 228 of this title or any holder of putative
stock who otherwise consented thereto in writing. Solely for purposes of subsection (d) of this
section and this subsection, notice to holders of putative stock, and notice to holders of valid
stock and putative stock as of the time of the defective corporate act, shall be treated as notice to
holders of valid stock for purposes of g 222 and 228, 229, 230, 232 and 233 of this title.

(h) As used in this section and in § 205 of this title only, the term:

(D) "Defective corporate act" means an overissue, an election or appointment
of directors that is void or voidable due to a failure of authorization, or any act or transaction
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purportedly taken by or on behalf of the corporation that is, and at the time such act or
transaction was purportedly taken would have been, within the power of a corporation under
subchapter II of this chapter (without regard to the failure of authorization identified in
§ 204(b)(1)(D) of this title), but is void or voidable due to a failure of authorization;

(2) "Failure of authorization" means: (i) the failure to authorize or effect an
act or transaction in compliance with (A) the provisions of this title, (B) the certificate of
incorporation or bylaws of the corporation, or (C) any plan or agreement to which the
corporation is a party or the disclosure set forth in any proxy or consent solicitation statement, if
and to the extent such failure would render such act or transaction void or voidable; or (ii) the
failure of the board of directors or any officer of the corporation to authorize or approve any act
or transaction taken by or on behalf of the corporation that would have required for its due
authorization the approval of the board of directors or such officer;

3) "Overissue" means the purported issuance of:

a. Shares of capital stock of a class or series in excess of the number
of shares of such class or series the corporation has the power to issue under § 161
of this title at the time of such issuance; or

b. Shares of any class or series of capital stock that is not then
authorized for issuance by the certificate of incorporation of the corporation;

4) "Putative stock" means the shares of any class or series of capital stock of
the corporation (including shares issued upon exercise of options, rights, warrants or other
securities convertible into shares of capital stock of the corporation, or interests with respect
thereto that were created or issued pursuant to a defective corporate act) that:

a. But for any failure of authorization, would constitute valid stock;
or

b. Cannot be determined by the board of directors to be valid stock;
(&) "Time of the defective corporate act" means the date and time the

defective corporate act was purported to have been taken;

(6) "Validation effective time" with respect to any defective corporate act
ratified pursuant to this section means the latest of:

a. The time at which the defective corporate act submitted to the
stockholders for approval pursuant to subsection (¢) of this section is approved by
such stockholders or if no such vote of stockholders is required to approve the
ratification of the defective corporate act, the time at which the board of directors
adopts the resolutions required by paragraph (b)(1) or (b)(2) of this section,;

b. Where no certificate of validation is required to be filed pursuant
to subsection (e) of this section, the time, if any, specified by the board of
directors in the resolutions adopted pursuant to paragraph (b)(1) or (b)(2) of this
section, which time shall not precede the time at which such resolutions are
adopted; and
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c. The time at which any certificate of validation filed pursuant to
subsection (e) of this section shall become effective in accordance with § 103 of
this title.

(7) "Valid stock" means the shares of any class or series of capital stock of the
corporation that have been duly authorized and validly issued in accordance with this title.

In the absence of actual fraud in the transaction, the judgment of the board of directors
that shares of stock are valid stock or putative stock shall be conclusive, unless otherwise
determined by the Court of Chancery in a proceeding brought pursuant to § 205 of this title.

(1) Ratification under this section or validation under § 205 of this title shall not be
deemed to be the exclusive means of ratifying or validating any act or transaction taken by or on
behalf of the corporation, including any defective corporate act, or any issuance of stock,
including any putative stock, or of adopting or endorsing any act or transaction taken by or in the
name of the corporation prior to the commencement of its existence, and the absence or failure of
ratification in accordance with either this section or validation under § 205 of this title shall not,
of itself, affect the validity or effectiveness of any act or transaction or the issuance of any stock
properly ratified under common law or otherwise, nor shall it create a presumption that any such
act or transaction is or was a defective corporate act or that such stock is void or voidable.

§ 205 Proceedings regarding validity of defective corporate acts and stock

(a) Subject to subsection (f) of this section, upon application by the corporation, any
successor entity to the corporation, any member of the board of directors, any record or
beneficial holder of valid stock or putative stock, any record or beneficial holder of valid or
putative stock as of the time of a defective corporate act ratified pursuant to § 204 of this title, or
any other person claiming to be substantially and adversely affected by a ratification pursuant to
§ 204 of this title, the Court of Chancery may:

(1) Determine the validity and effectiveness of any defective corporate act
ratified pursuant to § 204 of this title;

(2) Determine the wvalidity and effectiveness of the ratification of any
defective corporate act pursuant to § 204 of this title;

3) Determine the validity and effectiveness of any defective corporate act not
ratified or not ratified effectively pursuant to § 204 of this title;

(4) Determine the validity of any corporate act or transaction and any stock,
rights or options to acquire stock; and

(%) Modify or waive any of the procedures set forth in § 204 of this title to
ratify a defective corporate act.

(b) In connection with an action under this section, the Court of Chancery may:

(1) Declare that a ratification in accordance with and pursuant to § 204 of this
title is not effective or shall only be effective at a time or upon conditions established by the
Court;

2) Validate and declare effective any defective corporate act or putative stock
and impose conditions upon such validation by the Court;
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3) Require measures to remedy or avoid harm to any person substantially and
adversely affected by a ratification pursuant to § 204 of this title or from any order of the Court
pursuant to this section, excluding any harm that would have resulted if the defective corporate
act had been valid when approved or effectuated,

(4) Order the Secretary of State to accept an instrument for filing with an
effective time specified by the Court, which effective time may be prior or subsequent to the
time of such order, provided that the filing date of such instrument shall be determined in
accordance with § 103(c)(3) of this title;

(%) Approve a stock ledger for the corporation that includes any stock ratified
or validated in accordance with this section or with § 204 of this title;

(6) Declare that shares of putative stock are shares of valid stock or require a
corporation to issue and deliver shares of valid stock in place of any shares of putative stock;

(7) Order that a meeting of holders of valid stock or putative stock be held and
exercise the powers provided to the Court under § 227 of this title with respect to such a meeting;

(8) Declare that a defective corporate act validated by the Court shall be
effective as of the time of the defective corporate act or at such other time as the Court shall
determine;

9) Declare that putative stock validated by the Court shall be deemed to be an
identical share or fraction of a share of valid stock as of the time originally issued or purportedly
issued or at such other time as the Court shall determine; and

(10)  Make such other orders regarding such matters as it deems proper under
the circumstances.

(©) Service of the application under subsection (a) of this section upon the registered
agent of the corporation shall be deemed to be service upon the corporation, and no other party
need be joined in order for the Court of Chancery to adjudicate the matter. In an action filed by
the corporation, the Court may require notice of the action be provided to other persons specified
by the Court and permit such other persons to intervene in the action.

(d) In connection with the resolution of matters pursuant to subsections (a) and (b) of
this section, the Court of Chancery may consider the following:

(1) Whether the defective corporate act was originally approved or effectuated
with the belief that the approval or effectuation was in compliance with the provisions of this
title, the certificate of incorporation or bylaws of the corporation;

(2) Whether the corporation and board of directors has treated the defective
corporate act as a valid act or transaction and whether any person has acted in reliance on the
public record that such defective corporate act was valid,

3) Whether any person will be or was harmed by the ratification or validation
of the defective corporate act, excluding any harm that would have resulted if the defective
corporate act had been valid when approved or effectuated;

(4) Whether any person will be harmed by the failure to ratify or validate the
defective corporate act; and
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(%) Any other factors or considerations the Court deems just and equitable.

(e) The Court of Chancery is hereby vested with exclusive jurisdiction to hear and
determine all actions brought under this section.

() Notwithstanding any other provision of this section, no action asserting:

(1) That a defective corporate act or putative stock ratified in accordance with
§ 204 of this title is void or voidable due to a failure of authorization identified in the resolution
adopted in accordance with 204(b) of this title; or

(2) That the Court of Chancery should declare in its discretion that a
ratification in accordance with § 204 of this title not be effective or be effective only on certain
conditions, may be brought after the expiration of 120 days from the later of the validation
effective time and the time notice, if any, that is required to be given pursuant to § 204(g) of this
title is given with respect to such ratification, except that this subsection shall not apply to an
action asserting that a ratification was not accomplished in accordance with § 204 of this title or
to any person to whom notice of the ratification was required to have been given pursuant to
§ 204(d) or (g) of this title, but to whom such notice was not given.

10
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Chapter 3
DEBT SECURITIES

§ 3.02 LEGAL AUTHORITY FOR ISSIANCE

Page 158: Add the following after 49 Fordham L. Rev. 277.

In this context, the form a legal opinion takes is a letter prepared and presented in
accordance with what is referred to as "customary practice." It generally sets forth the author’s
opinion as to such matters as the legality of a proposed transaction and the legal efficacy of the
transaction documents. It may also deal with factual matters such as the absence of certain
litigation. With the consent of the opinion giver’s client, the letter is addressed and delivered to
another party to the transaction, hence the term third party opinion letter. Although the
expression of a legal opinion is not a guarantee of its accuracy, the law requires a third party
opinion preparer to exercise that degree of care which an ordinarily prudent lawyer would
exercise under the same or similar circumstances. Civil liability to the opinion recipient can
attach when there is a failure by the opinion giver to meet that standard. In preparing an opinion
letter, a determination is made by the opinion giver as to the establishment of relevant facts
and/or the making of necessary assumptions thereof. Also, to the extent necessary, applicable
statutes and common law rules and their treatment by the relevant courts are reviewed, as are
pertinent articles and treatises. Since "[a] consensus has developed regarding the meaning of
language used in third party opinion letters as well as the factual and legal investigation required
to support particular opinions,"' bar association reports (such as those issued by the TriBar
Committee referred to below) dealing with the subject are also often consulted.

Conversely, counsel for an opinion recipient also has duties to the recipient. A 2014
Report by the South Carolina Bar Association states:

"An opinion recipient has due diligence obligations as well. It should
conduct its own investigation of the facts before closing the transaction and
should not rely on a closing opinion as a substitute for its due diligence
investigation and legal advice from its counsel. Likewise, an opinion recipient’s
counsel has due diligence obligations to its client. Absent special circumstances
where recipient’s counsel is rendering a closing opinion and needs to rely on
certain opinions of the opinion giver, recipient’s counsel is not an appropriate
reliance party. Recipient’s counsel is unable to avoid professional liability to its
client by relying upon the closing opinion."

To the same effect is Taylor v. Bell, 340 P.3d 951, 961 (Wash. Ct. App. 2014), review
denied, 352 P3d 188 (2015) where the Court stated:

What is clear . . . is that the issuance of the opinion letter could not make
the stock purchase transaction legal. And [the opinion recipient] sought out
independent counsel to further his goal of legally selling his shares . . . [and] may
seek recourse against [the recipient’s Counsel] as his legal representative.

! Third Party "Closing" Opinions, A Report of the TriBar Opinion Committee, 53 Bus. Law. 592, 595 (1998).
% South Carolina Third Party Opinion Report Dec. 2014 at 25 (Footnote omitted.).

11
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Page 164:-Add the following above § 3.03 DEBENTURE FORM.

The above opinion letter is in fairly standard form, is addressed to Hamon & Hempstead,
the fictional underwriter of the public offering of Debentures, and is called for by the
Underwriting Agreement referred to in the first paragraph of the opinion. The primary reason for
the opinion is to provide the underwriter with the so called “due diligence defense” to a
misleading prospectus suit brought against it pursuant to Section 11(a) of the Securities Act of
1933; the defense is accorded an underwriter by Sections 11(b) and 11(c) thereof.

The last sentence of paragraph 7 of the opinion states only that the standard Underwriting
Agreement has been duly executed and delivered, not that it is enforceable in accordance with its
terms, among which are those which purport to indemnify the underwriter against, for example,
Section 11 liabilities. There is a legal question as to whether such provisions are contrary to
public policy and thus unenforceable because an underwriter with such a contractual right might
not be as motivated to perform its due diligence function as would otherwise be the case. Cf
Globus v. Law Research Serv. Inc., 418 F.2d 1276 (2d Cir. 1969), cert. denied, 397 U.S. 913.

§ 3.05 "REDEMPTION PROVISIONS"

Page 255: Add the following after Mutual Sav. Life Ins. Co. v. James River Corp.

Wilmington Savings Fund Society, FSB v. Cash America International, Inc.
Southern District of New York
2016 WL 509 2594 (2016)

FURMAN, J.

Roughly three-and-a-half years ago, Defendant Cash America International, Inc. ("Cash
America") issued $300 million of notes (the "Notes") pursuant to an indenture agreement (the
"Indenture"). In this lawsuit, Plaintiff Wilmington Savings Fund Society, FSB ("Wilmington
Savings"), as the trustee for the Noteholders, alleges that Cash America voluntarily breached the
Indenture by spinning off a major subsidiary and seeks, in lieu of accelerating the debt, to collect
a prepayment premium. Now pending are cross-motions for summary judgment. The relevant
facts are undisputed. Instead, the parties' disputes — namely, whether Cash America did, in fact,
breach the Indenture and, if so, what remedies are available to the Noteholders — derive from
competing interpretations of the Indenture and applicable law. For the reasons that follow, the
Court concludes that Wilmington Savings has the better reading of both the parties' contract and
of the law, so its motion for summary judgment is GRANTED while Cash America's motion for
summary judgment is DENIED.

I O S

Before issuing the Notes, Cash America offered its services through two separate
business lines: retail and e-commerce. Enova International ("Enova"), a wholly-owned
subsidiary, conducted the e-commerce business — which was substantial. For example, during
the first quarter of 2013 (i.e., the last full quarter before Cash America issued the Notes), Enova
generated approximately thirty-nine percent of Cash America's revenue.

On May 15, 2013, Cash America completed a private offering of the Notes —
specifically, $300 million of 5.75% Senior Notes due 2018 — pursuant to the Indenture naming
several of its subsidiaries as guarantors and naming a trustee to represent the Noteholders.
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Section 5.01 of the Indenture, titled "Consolidation, Merger or Sale of Assets by the Company,"
prohibits Cash America from engaging in certain transactions. In general, it provides that Cash
America "will not, and will not permit any of its Subsidiaries to, dissolve or liquidate or
consolidate or merge with, or sell, assign, convey, exchange, lease or otherwise dispose of its
properties to, any other Person." (Indenture § 5.01). That restriction, however, is subject to
three exceptions, one of which is relevant here: Cash America is permitted to engage in an
otherwise prohibited transaction if "the aggregate book value of the properties disposed of . . .
does not exceed" ten percent of the company's "Consolidated Total Assets."

The Indenture provides that if Cash America engages in a prohibited transaction (to
which no exception applies) it constitutes an "Event of Default" under Section 6.01(3), which
allows Wilmington Savings (as trustee for the Noteholders) to pursue a remedy under Sections
6.02 or 6.03. Specifically, absent a bankruptcy, if an Event of Default "occurs and is
continuing," Section 6.02 generally permits — but does not require — Wilmington Savings to
accelerate the Notes and "declare the principal of and accrued interest on the Notes to be
immediately due and payable." And under Section 6.03 — titled "Other Remedies" —
Wilmington Savings may pursue "any available remedy by proceeding at law or in equity to
collect the payment of principal of and interest on the Notes or to enforce the performance of any
provision of the Notes or the Indenture." Finally, to the extent relevant here, the Indenture grants
Cash America the option to "redeem" (that is, pay off) the Notes in advance of their due date
(thus relieving Cash America of the restrictions contained in the Indenture), but only if the
company pays an additional fee — commonly known as a prepayment fee, prepayment premium,
or "make-whole" fee.

On April 10, 2014, less than a year after issuing the Notes, Cash America issued a press
release announcing that it was reviewing "potential strategic alternatives, including a tax-free
spinoff, for the separation of its online lending business that comprises its e-commerce division,
Enova International, Inc." In subsequent disclosures, the company revealed that its Board of
Directors had approved a "spin-off" of Enova, pursuant to which eighty percent of Enova
common stock would be distributed to the Cash America's shareholders and Enova would
become "an independent and separate publicly traded company." * * * On November 13, 2014,
Cash America effectuated the spin-off by conveying eighty percent of Enova's outstanding
shares of common stock to Cash America's shareholders. This suit followed on June 26, 2015.

I O S

A. Breach

The parties' dispute over whether the Enova spin-off constituted a breach of the Indenture
turns on a single question: whether the transaction fell within the scope of the exception to
prohibited transactions for transactions in which "the aggregate book value of the properties
disposed of ... does not exceed" ten percent of the company's "Consolidated Total Assets."
* ** More specifically, the dispositive question is whether, for purposes of that provision, the
"aggregate book value the properties disposed of" is equal to the book value of Enova's assets or
equal to the book value of Enova's assets minus its liabilities. Wilmington Savings argues it
should be calculated by looking at assets alone, in which case the parties agree that the
"aggregate book value" of the Enova shares exceeded the relevant threshold by several orders of
magnitude and the transaction constituted a breach of the Indenture. By contrast, Cash America
contends that the "aggregate book value" of Enova's shares should be calculated by looking at
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assets minus liabilities, in which case the transaction would fall within the scope of the exception
at issue and would not constitute a breach of the Indenture.

Given the unambiguous terms of the Indenture, the Court agrees with Wilmington
Savings, and thus concludes that Cash America breached the Indenture. Indeed, that conclusion
is compelled by the plain language of Section 5.01(7) of the Indenture, which provides that,
"[f]or purposes of determining the book value of property constituting capital stock or similar
equity interests of a Subsidiary of the Company disposed of as provided in Section 5.01(2), such
book value shall be deemed to be the aggregate book value of all assets of the Subsidiary that
shall have issued such capital stock or similar equity interests."

I I S

Cash America's arguments to the contrary are unpersuasive. It argues principally that, as
a matter of New York law, the term "book value" always entails subtracting liabilities from
assets. Relatedly, it contends that Section 5.10(7) incorporates that meaning of "book value" in
deeming equity interest to be equal to "the aggregate book value of all assets of the Subsidiary."
In its discussion of New York law, Cash America cites several cases, but none of those cases
purports to define "book value" such that, standing on its own, it is "an unambiguous term under
New York law. Indeed, several cases involved the language of specific statutes or specific
contracts not present here.

I I S

In fact, it is far from clear what measuring assets minus liabilities could even mean as
applied to assets alone. Assets are, well, just assets; unlike companies, they themselves do not
have liabilities.

I O S

Put simply, Cash America seeks to rewrite the contract to say something other than what
it says. It follows that the Enova spin-off did not fall within the exception established by Section
5.01(2)(ii1), and thus constituted a breach of Section 5.01 and a continuing "Event of Default"
within the meaning of Section 6.01(3).

B. Remedy

The Court turns, then, to the question of Wilmington Savings's remedy — specifically,
whether the Noteholders may recoup a "make-whole" fee. That question turns on the interplay
between the Indenture's prepayment and acceleration clauses. First, Section 3.01 allows Cash
America to redeem the Notes in advance of their maturity date by paying a premium, commonly
known as a "make-whole" amount. Prepayment clauses are common features of indentures, as
"[1]t has long been settled in New York that a borrower does not have a right to prepay an
instrument in the absence of a prepayment clause." * * * It is common for them to include a
"prepayment fee" or "make-whole" premium, as Section 3.01 does, because the lender had
originally "bargained for a stream of income over a fixed period of time." In re Solutia Inc., 379
B.R. 473, 488 (Bankr. S.D.N.Y. 2007). Pursuant to Section 3.01, Cash America could be freed
from the Indenture's obligations and restrictions by redeeming the Notes prior to their maturity
— i.e., prepaying, with a premium.
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Second, Section 6.02 generally permits, but does not require, Wilmington Savings to
"accelerate" the maturity of the Notes in the event of a default by Cash America (except if the
default is caused by bankruptcy). Such acceleration clauses are, like prepayment clauses,
standard provisions of indentures, and New York law governing the interaction between the two
is — at least in some respects — well established. In particular, once a debt is accelerated,
lenders may not collect a prepayment or make-whole fee (absent provision to the contrary in the
indenture, of course). "The rationale for this rule is logical and clear: by accelerating the debt,
the lender advances the maturity of the loan and any subsequent payment by definition cannot be
a prepayment." MPM Silicones, 2014 WL 4436335, at *12; accord In re LHD Realty Corp., 726
F.2d 327, 330-31 (7th Cir. 1984).

Defaults unrelated to bankruptcy appear to be less common, but the Second Circuit
confronted one in Sharon Steel Corp. v. Chase Manhattan Bank, N.A., 691 F.2d 1039 (2d Cir.
1982). The dispute in that case concerned debt instruments issued by UV Industries, Inc. ("UV")
pursuant to several indentures. Each indenture "contain[ed] clauses permitting redemption by
UV prior to the maturity date, in exchange for payment of a fixed redemption price (which
includes principal, accrued interest and a redemption premium) and clauses allowing acceleration
as a non-exclusive remedy in case of a default." Id. at 1042-43. In addition, each indenture
"contain[ed] a 'successor obligor' provision allowing UV to assign its debt to a corporate
successor which purchases 'all or substantially all' of UV's assets." Id. at 1044-45. If, following
such a sale or purchase, the debt was not assigned, the indentures required UV to pay off the
debt. Id. at 1045. 1In 1979, UV began executing a "predetermined plan of piecemeal
liquidation," id. at 1049, which concluded with Sharon Steel's purchase of UV's remaining assets
and attempt to "formalize its position as [UV's] successor obligor" under the indentures, id. at
1046. Litigation ensued; following a directed verdict in the district court, the Second Circuit
agreed with the noteholders (and the district court) that the successor obligor clauses did not
allow such a maneuver and, thus, that the indentures had been breached. See id. at 1047-1053.
More significant for present purposes, with respect to whether the noteholders were limited to
acceleration as a remedy or could demand the redemption premium, the Second Circuit held that
where "acceleration provisions of the indentures are explicitly permissive and not exclusive of
other remedies" and the debtor does not "find|[ ] itself unable to make required payments," there
is "no bar ... to [the lender] seeking specific performance of the redemption provisions where
the debtor causes the debentures to become due and payable by its voluntary actions." Id. at
1053. In such circumstances, "the redemption premium must be paid." /d.

The Court agrees with Wilmington Savings that Sharon Steel is controlling here. As in
Sharon Steel, the Indenture has both a redemption clause that requires payment of a make-whole
premium as well as an acceleration clause that is "explicitly permissive and not exclusive of
other remedies." * * * Thus, Wilmington Savings may seek, pursuant to Section 6.03 of the
Indenture, "to enforce the performance of a[ | provision of the ... Indenture" — namely, the
prepayment provision. In light of the Indenture's permissive, non-exclusive acceleration clause
and Cash America's voluntary breach, there is "no bar" to that relief. /Id. If anything,
Wilmington Savings's claim to specific performance is even stronger than the claim of the
noteholders in Sharon Steel, as the Indenture here expressly grants Wilmington Savings the right
to pursue such a remedy. Accordingly, in this case, as in Sharon Steel, "the redemption premium
must be paid." /d.

I O S
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In sum, the Court concludes that, by disposing of eighty percent of the shares of a
valuable wholly owned subsidiary, Cash America breached the Indenture. Notably, the
transaction disposed of significant property (and for no consideration), reduced Cash America's
future expected income, and materially changed its financial condition. As a result, the
Noteholders were left holding Notes that, as an economic and legal matter, did not conform to
the protections afforded by the Indenture. That constituted a breach of the Indenture and, under
the Second Circuit's binding decision in Sharon Steel, the Noteholders are entitled to payment of
the make-whole premium.

Accordingly, Wilmington Savings' motion for summary judgment is granted and Cash
America's motion for summary judgment is denied. * * *

NOTE

The result reached in Cash America can be avoided by (assuming the parties agree)
adding the following provision to the Indenture:

For the avoidance of doubt and notwithstanding any to the contrary in the
Indenture, the Make-Whole Premium will not be due, or available as a remedy, in
connection with (1) any event of default or (2) any acceleration (other than an
acceleration in respect of an event of default for failing to pay the redemption
price when due following the Company's election to redeem Notes pursuant to the
Optional Redemption provisions of the Indenture) whether by reason of a
voluntary, involuntary, or automatic acceleration of all or any portion of the
Notes.

§ 3.06 ""NO ACTION CLAUSES" AND THE INDENTURE TRUSTEE

Page 262: Add the following above Feldbaum v. McCrory Corp.

NOTE

In Cruden v. Bank of New York, 957 F.2d 961, 968 (2d. Cir. 1992) the Court stated: "The
district court held that the 'no action' clause applied only to debenture suits against [the issuer],
not the Indenture Trustees . ... This construction of [the Indenture] obviously is correct, as it
would be absurd to require the debenture holders to ask the Trustee to sue itself."

Page 265: Add the following above Rabinowitz v. Kaiser Frazer Corp.

QUADRANT STRUCTURED PRODUCTS CO. v. VERTIN
New York Court of Appeals
23 N.Y.3d 549, 16 N.E.3d 1165 (2014)

RIVERA, J.

In response to the first certified question from the Supreme Court of the State of
Delaware, we conclude that a trust indenture's "no-action" clause that specifically precludes
enforcement of contractual claims arising under the indenture, but omits reference to "the
Securities," does not bar a securityholder's independent common-law or statutory claims.
Accordingly, we answer the second question in the affirmative.
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The Delaware litigation underlying the certified questions is a reminder of the continued
effects of the 2008 financial crisis and the economic fallout associated with the utilization of
complex financial instruments that mask investment risk levels . ... Against this backdrop of
high-stakes securities transactions and downward spiraling financial fortunes, the certified
questions present for our consideration familiar efforts to prohibit individual lawsuits of
securityholders, by the use of a contractual provision referred to as a "no-action" clause.

Quadrant Structured Products Company, Ltd. (Quadrant) sued several defendants in the
Delaware Court of Chancery for alleged wrongdoing related to notes purchased by Quadrant and
issued by defendant Athilon Capital Corp. (Athilon), a business which plaintiff alleges is now
insolvent. Defendant EBF & Associates, LP (EBF) acquired Athilon in 2010, installed and now
controls its Board. Like Quadrant, EBF holds certain Athilon issued securities. Defendants
moved to dismiss the suit as barred by a no-action clause contained in the indenture agreement
governing Quadrant's notes. The notes and indenture were a necessary part of Athilon's
financing scheme, which has its roots in Athilon's initial formation. Athilon was founded in
2004 with $100 million in equity and, along with its wholly owned subsidiary Athilon Asset
Acceptance Corp., sold credit derivative products in the form of "credit default swaps" which
afforded credit protection for large financial institutions. These credit default swaps provided
that Athilon would pay the purchaser in the case of a default on the debt that was the subject of
the swap. As a risk containment measure, Athilon's operating guidelines mandated that it invest
conservatively, and that when certain "suspension events" occurred, enter "runoff mode"—a
period during which it could not issue new credit swaps and was required to pay off existing
swaps as claims arose.

As part of its capital raising strategy, Athilon incurred debt through the issuance of a
series of securities, as relevant here, consisting of $350 million in senior subordinated notes,
$200 million in three series of subordinated notes and $50 million in junior notes. Athilon raised
$600 million in capital through this debt structure. Debt subordination is common in commercial
finance, and as the name of these different classes of notes implies, payment of senior
subordinated notes takes priority over payment of junior notes. Quadrant owns certain classes of
these subordinated notes, including senior subordinated notes, while EBF owns junior notes.

As part of this debt financing, Athilon entered agreements, referred to as trust indentures
(indentures), with two separate Trustees, who serve as third-party administrators of the issuance
of the securities. An indenture is essentially a written agreement that bestows legal title of the
securities in a single Trustee to protect the interests of individual investors who may be
numerous or unknown to each other .... As is typical of these agreements, the Athilon
indentures set forth Athilon's obligations as the issuer of the securities, the securityholders' rights
and remedies in the case of Athilon's default on the provisions of the indenture, and the duties
and obligations of the Trustee. . . .

By 2008, Athilon had undertaken $50 billion in nominal credit default risk, far exceeding
its $700 million in capital reserves, which consisted of the $100 million in equity and $600
million in security debt. Quadrant contends that at this rate a mere 0.2% loss on the
collateralized debt obligations covered by Athilon's credit default swaps would strip Athilon of
its equity and render it insolvent. Indeed, in the aftermath of the 2008 financial crisis, in early
2009, Athilon and its subsidiary sustained several suspension events and entered into runoff
mode as per its operating guidelines.
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In October 2011, Quadrant sued Athilon, Athilon's officers and directors, EBF, and EBF
affiliate Athilon Structured Investment Advisors LLC (ASIA), asserting various counts directly
and derivatively as a creditor of Athilon. Quadrant asserted claims for breaches of fiduciary
duty, seeking damages and injunctive relief, and also asserted fraudulent transfer claims against
EBF and ASIA. According to Quadrant, EBF acquired Athilon in 2010, and controls the Athilon
Board by virtue of having installed its board members. Quadrant claimed that the Board failed to
preserve Athilon's value in anticipation of liquidation in 2014 when the last credit swap was set
to expire, and instead took actions in direct contravention of its duties, but which favored EBF
and its affiliate. Specifically, Quadrant alleged that the EBF-controlled Board paid interest on
the junior notes, notwithstanding that Athilon agreed to defer interest payments on these notes
and that junior notes would not receive a return during liquidation. As a consequence, EBF
received payment on its junior notes, to the detriment of senior subordinated securities, including
Quadrant's subordinated notes. Quadrant also alleged the Board paid ASIA above-market-rate
service fees to manage Athilon's day-to-day operations.

The Court of Chancery characterized Athilon's investment strategy as "high risk" and
"contrary to the terms of Athilon's governing documents," which was designed to ensure EBF
benefitted financially, regardless of the risk associated with the investment, and regardless of the
status of the EBF junior notes. . . . All the while, the owners of the senior notes suffered the loss
of the failed high-risk investment.

Defendants moved to dismiss, asserting that Quadrant's claims were barred by a no-action
clause (Athilon clause) contained in article 7, § 7.06 of the indenture governing the subordinated
notes. The Athilon clause provides:

"Limitations on Suits by Securityholder. No holder of any Security shall have any
right by virtue or by availing of any provision of this Indenture to institute any
action or proceeding at law or in equity or in bankruptcy or otherwise upon or
under or with respect to this Indenture, or for the appointment of a trustee,
receiver, liquidator, custodian or other similar official or for any other remedy
hereunder, unless such holder previously shall have given to the Trustee written
notice of default in respect of the series of Securities held by such Securityholder
and of the continuance thereof, as hereinbefore provided, and unless also the
holders of not less than 50% of the aggregate principal amount of the relevant
series of Securities at the time Outstanding shall have made written request upon
the Trustee to institute such action or proceedings in its own name as trustee
hereunder and shall have offered to the Trustee such reasonable indemnity as it
may require against the costs, expenses and liabilities to be incurred therein or
thereby and the Trustee for 60 days after its receipt of such notice, request and
offer of indemnity shall have failed to institute any such action or proceedings and
no direction inconsistent with such written request shall have been given to the
Trustee pursuant to Section 7.08 hereof within such 60 days."

Defendants argued that the clause permitted only Trustee-initiated suits upon request of a
majority of securityholders, and prohibited individual securityholder actions. In support of this
argument defendants relied on Feldbaum v. McCrory Corp. . . . applying New York law, wherein
the court dismissed the respective plaintiffs' claims based on a no-action clause. The clauses at
issue in [Feldbaum] barred a securityholder's action "with respect to this Indenture or the
Securities unless [specified conditions are met]."
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The Delaware Chancery Court dismissed Quadrant's complaint, citing Feldbaum ... On
appeal to the Delaware Supreme Court, Quadrant asserted for the first time that the Feldbaum
clause [was] distinguishable because [it] specifically mentioned claims arising under both the
indenture and "the Securities," whereas the Athilon clause only applies to claims under the
indenture. Therefore, the clause did not bar common-law or statutory claims arising under the
securities. The Delaware Supreme Court remanded the case back to the Court of Chancery,
ordering it "to issue an opinion analyzing the significance (if any) under New York law of the
differences between the no-action clauses in the Feldbaum indenture and the Athilon Indenture"

Thereafter, the Court of Chancery issued a Report on Remand in which the court
concluded that the no-action clause applies only to contractual claims arising under the
indenture. After a thorough analysis of New York cases and Feldbaum . . ., the court found the
Athilon clause differed from a Feldbaum-type clause, and only extended to actions or
proceedings where a securityholder claims a right by virtue or by availing of any provision of the
indenture. The court, therefore, concluded that the majority of Quadrant's claims were not barred
under the clause, and that dismissal was warranted with respect to two claims and partial
dismissal with respect to a third because only those claims arose under the Athilon indenture.

Upon receipt of the Report, the Delaware Supreme Court certified the following
questions to us:

"(1) A trust indenture no-action clause expressly precludes a security holder],]
who fails to comply with that clause's preconditions, from initiating any action or
proceeding upon or under or with respect to 'this Indenture,’ but makes no
reference to actions or proceedings pertaining to “the Securities.'

"The question is whether, under New York law, the absence of any reference in
the no-action clause to the Securities' precludes enforcement only of contractual
claims arising under the Indenture, or whether the clause also precludes
enforcement of all common law and statutory claims that security holders as a
group may have.

"(2) In its Report on Remand ..., the Court of Chancery found that the
Athilon no-action clause, which refers only to 'this Indenture, precludes
enforcement only of contractual claims arising under the Indenture. The question
is whether that finding is a correct application of New York law to the Athilon no-
action clause" . . ..

Pursuant to section 500.27 of the Rules of Practice of the Court of Appeals (22 NYCRR),
we accepted both certified questions . . .

I11.
A.

In response to the first question, for the reasons discussed in detail below, we conclude
that a no-action clause which by its language applies to rights and remedies under the provisions
of the indenture agreement, but makes no mention of individual suits on the securities, does not
preclude enforcement of a securityholder's independent common-law or statutory rights. We
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reach this conclusion based on the legal standards applicable to indenture agreements, as well as
the analyses of no-action clauses in Feldbaum and Lange, and cases from New York.

A trust indenture is a contract, and under New York law "[i|nterpretation of indenture
provisions is a matter of basic contract law" (Sharon Steel Corp. v. Chase Manhattan Bank, NA.,
691 F.2d 1039, 1049 [2d Cir. 1982] . ..

In construing a contract we look to its language, for "a written agreement that is
complete, clear and unambiguous on its face must be enforced according to the plain meaning of
its terms" (Greenfield v. Philles Records, 98 N.Y.2d 562, 569 [2002].... As the case law
further establishes, we read a no-action clause to give effect to the precise words and language
used, for the clause must be "strictly construed" (Cruden v. Bank of N.Y., 957 F.2d 961, 968 [2d
Cir. 1992] [citation omitted] . . . .

Even where there is ambiguity, if parties to a contract omit terms—particularly, terms
that are readily found in other, similar contracts—the inescapable conclusion is that the parties
intended the omission. The maxim expressio unius est exclusio alterius, as used in the
interpretation of contracts, supports precisely this conclusion (see generally Glen Banks, New
York Contract Law § 10.13 [West's NY Prac. Series 2006]; see also In re Ore Cargo, Inc., 544
F.2d 80, 82 [2d. Cir. 1976] [where sophisticated drafter omits a term, expressio unius precludes
the court from implying it from the general language of the agreement]).

Applying these well-established principles of contract interpretation, and with the
understanding that no-action clauses are to be construed strictly and thus read narrowly, we turn
to the language of the no-action clause presented by the certified question. The no-action clause
here states that no securityholder "shall have any right by virtue or by availing of any provision
of this Indenture to institute any action or proceeding at law or in equity or in bankruptcy or
otherwise upon or under or with respect to this Indenture . . .." The clear and unambiguous text
of this no-action clause, with its specific reference to the indenture, on its face limits the clause
to the contract rights recognized by the indenture agreement itself. Further supporting this
construction of the clause is the sole textual reference to securities, which is contained in the
clause's provision for a Trustee-initiated suit for a continuing "default in respect of the series of
Securities. This part of the no-action clause permits the trustee to sue in its name, after notice by
a securityholder of a continuing default and upon approval of the suit by a majority of
securityholders. Thus, the clear import of the no-action clause is to leave a securityholder free to
pursue independent claims involving rights not arising from the indenture agreement.

This no-action clause, with its specific limit on the enforcement of indenture contract
rights, is in contrast to no-action clauses which extend beyond the four corners of the indenture
agreement to cover securities-based claims. As the cases illustrate, where the no-action clause
refers to both the indenture and the securities the securityholder's claims are subject to the terms
of the clause, whether those claims be contractual in nature and based on the indenture
agreement, or arise from common law and statute.

Thus, in Feldbaum, where the no-action clause stated, in pertinent part, that "[a]
Securityholder may not pursue any remedy with respect to this Indenture or the Securities unless
[specified conditions are met]" (1992 WL 119095, *5, 1992 Del. Ch. LEXIS 113, *17, 18 Del. J.
Corp. L. at 641), the court held that the clause barred the securityholders' fraud and breach of
contract claims against the issuers of the securities (1992 WL 119095 at *2-3, 1992 Del. Ch.
LEXIS 113 at *7-10, 18 Del. J. Corp. L. at 636-638). The court concluded that by its language
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the no-action clause barred not only contractual claims arising from the indenture itself, but also
any claims individuals may have based on their status as securityholders (1992 WL 119095 at
*7-8, 1992 Del. Ch. LEXIS 113 at *26-27, 18 Del. J. Corp. L. at 645).

R R

The decision in Feldbaum . .. relied on the language of the clause, which was broad
enough to encompass conditions on enforcement of indenture and securities-based claims
(Feldbaum, 1992 WL 119095 at *6, 1992 Del. Ch. LEXIS 113 at *17-18, 18 Del. J. Corp. L. at
641; . ... Here, unlike the Feldbaum and Lange clauses, the Athilon no-action clause omits the
phrase "or the Securities," indicating its coverage is limited to the indenture and rights
thereunder.

Decisions from New York further support this interpretation of the words contained in
the no-action clause. For example, in General Inv. Co. v. Interborough R.T. Co. (200 App. Div.
794 [1st Dep't 1922]), plaintiff sought to recover payment on five promissory notes. Defendant
argued the no-action clause barred recovery, relying on language in the clause that provided:

"No holder of any note hereby secured shall have any right to institute any suit,
action or proceeding in equity or at law for the enforcement of this indenture, or
for the execution of any trust hereof, or for the appointment of a receiver, or for
any other remedy hereunder, unless such holder [meets specified requirements]"
(id. at 796 [emphasis omitted]).

The Appellate Division held that the no-action clause did not bar plaintiff's suit because the
clause applied to proceedings arising from the enforcement of the indenture and plaintiff's action
"is not to affect, disturb or prejudice the lien of the collateral indenture or to enforce any right
thereunder" (id. at 801).

In Cruden, plaintiffs sought to assert fraud and civil claims under the Racketeer
Influenced and Corrupt Organizations Act (RICO) against the issuer. Defendants argued a no-
action clause barred their claims. The clause therein provided:

"No holder of any Debenture shall have any right by virtue of or by availing
himself of any provision of this Indenture to institute any action or proceedings at
law or in equity or in bankruptcy or otherwise, upon or under or with respect to
this Indenture, or for the appointment of a receiver or trustee, or for any other
remedy hereunder . ..." (1990 WL 131350, *12, 1990 U.S. Dist. LEXIS 11564,
*35-36)

Although reversing in part, the Second Circuit agreed with the District Court's conclusion
that plaintiffs' fraud and RICO claims were not made under the indenture and, thus, could not be
barred by the no-action clause (Cruden, 957 F.2d at 968).

R R

... [A] no-action clause, like the Athilon clause, that refers only to actions under the
indenture, is limited by its language to indenture-based contract claims. However, a no-action
clause similar to the clause in Feldbaum . .., that refers specifically to claims and remedies
arising under the indenture and the securities, applies to all claims, except those excluded from
coverage as a matter of law. Here, the Athilon no-action clause when strictly construed and
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afforded its plain meaning, makes no reference to the securities, and therefore does not apply to
claims arising outside the scope of the indenture. Accordingly, we agree with the Delaware
Chancery Court's Report on Remand that Feldbaum [is] distinguishable, and the Athilon no-
action clause applies only to contract claims under the indenture, not to Quadrant's common-law
and statutory claims.

Defendants argue that under New York law, what matters is the parties' intent, not any
"legal talismans," and that the parties' intent was for the no-action clause to apply to all
individual securityholder suits. This is no argument at all, for under our law where the language
of the contract is clear we rely on the terms of the document to give effect to the parties' intent
As we have discussed, the no-action clause is clear on its face and applies to indenture
contract claims only. The New York cases upon which defendants rely fail to persuade us
otherwise, for they involve rights under the indenture, or securityholder rights which a no-action
clause may not abridge as a matter of law (see e.g. Greene v. New York United Hotels, Inc., 236
App. Div. 647, 648 [1st Dep't 1932] [petition for receivership dismissed as defective;
debentureholder failed to plead compliance with no-action clause for claims of past-due
payment]; Emmet & Co., Inc. v. Catholic Health E., 37 Misc. 3d 854, 856 [Sup. Ct., N.Y. Cnty.
2012] [claim arising under indenture]; Walnut Place LLC v. CountrywideHome Loans, Inc., 35
Misc. 3d 1207[A], 2012 N.Y. Slip Op 50601[U] [Sup. Ct., N.Y. Cnty. 2012] [claim against
Trustee]). The reasoning in these cases provides no basis to alter our conclusion that a no-action
clause that omits language specifically referencing the securities does not extend to a
securityholder's common-law and statutory claims.

Nevertheless, defendants argue that, regardless of the actual words used, the language of
the no-action clause includes all securityholder actions. Defendants essentially argue that
references to the indenture should be interpreted to include the securities, and that to do
otherwise will upset the parties' expectations. These arguments are unsupported by the no-action
clause itself.

In support of their argument that indenture also means securities, defendants point to the
purpose of the no-action clause, which they argue is to prevent unpopular duplicative suits, by
channeling all securityholder claims through the Trustee. They contend that a no-action clause
prohibits what they call the "lone ranger" lawsuit: individuals asserting claims that foster the
interests of minority securityholders at the potential expense of the majority's interest.
Quadrant's suit, defendants argue, is exactly the type of litigation the no-action clause is intended
to prevent. Given this understanding of the intent of the no-action clause, the omission of the
words "the Securities" is logical because they would be superfluous, adding nothing to the
already expansive coverage of the clause.

Defendants are correct that generally a no-action clause prevents minority securityholders
from pursuing litigation against the issuer, in favor of a single action initiated by a Trustee upon
request of a majority of the securityholders (see American Bar Foundation, Commentaries on
Indentures § 5.7 at 232 [1971] [discussing proposed no-action clause in model indenture, finding
"(t)he major purpose of this (proposed no-action clause) is to deter individual debentureholders
from bringing independent law suits for unworthy or unjustifiable reasons, causing expense to
the Company and diminishing its assets"]).

As the court in Feldbaum noted, limitations on individual securityholder suits serve the
primary purpose of a no-action clause, which is "to protect issuers from the expense involved in
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defending [individual] lawsuits that are either frivolous or otherwise not in the economic interest
of the corporation and its creditors" (1992 WL 119095 at *6, 1992 Del. Ch. LEXIS 113 at *20,
18 Del. J. Corp. L. at 642). These limitations further "protect| ]| against the risk of strike suits"
(id.). Indeed, a no-action clause "make[s] it more difficult for individual bondholders to bring
suits that are unpopular with their fellow bondholders" (1992 WL 119095, *5, 1992 Del. Ch.
LEXIS 113, *19, 18 Del. J. Corp. L. at 642). The no-action clause achieves these goals

"by delegating the right to bring a suit enforcing rights of bondholders to the
trustee, or to the holders of a substantial amount of bonds, and by delegating to
the trustee the right to prosecute such a suit in the first instance. These clauses
also ensure that the proceeds of any litigation actually prosecuted will be shared
ratably by all bondholders" (1992 WL 119095 at *6, 1992 Del. Ch. LEXIS 113 at
*21, 18 Del. J. Corp. L. at 643 [citation omitted]).

However, even defendants admit that the Athilon clause is not a complete bar to any and
all securityholder suits. There are claims which, by law, cannot be prohibited by a no-action
clause, most notably claims against the trustee (see e.g., 15 U.S.C. § 77000[d] ["The indenture

. shall not contain any provisions relieving the indenture trustee from liability for its own
negligent action, its own negligent failure to act, or its own willful misconduct"]; see also
Cruden, 957 F.2d at 968 [no-action clause will not bar securityholder suit against Trustee
because "it would be absurd to require the debenture holders to ask the Trustee to sue itself]).

Defendants appear to argue that the enactment of the Trust Indenture Act of 1939 (TIA)
eliminated the need to reference the securities in a no-action clause because the TIA prohibits the
clause from barring a securityholder's action against the Trustee for breach of duties recognized
by the TIA, or for past-due interest or principal on the securities (see 15 U.S.C. § 77ppp[b]). Of
course, as Quadrant's case illustrates, a securityholder may have claims apart from claims against
the Trustee, or for past-due payments. Moreover, as long as the indenture does not violate or
conflict with the TIA, the parties may structure the indenture agreement to address their
respective interests and obligations, including placing limits on certain claims of right.

Most significant here is that the no-action clause, by its own terms, is concerned with
minority holders' actions in the case of a default by the issuer of the securities. The no-action
clause requires a written request for the Trustee to commence an action or proceeding regarding
a default with respect to the series of securities held by the noteholder and approval by a
majority of securityholders. Logically then, the no-action clause applies when the Trustee is
authorized to decide whether to act; it cannot serve as an outright prohibition on a suit filed by a
securityholder in the case where the Trustee is without authorization to act. Otherwise, the
purpose of the no-action clause—to avoid duplicative suits and protect the majority interests by
mandating that actions be channeled through the Trustee—would be subverted (Feldbaum, 1992
WL 119095 at *6, 1992 Del. Ch. LEXIS 113 at *19, 18 Del. J. Corp. L. at 642). This is what the
parties intended. Of course, they were free to not limit the no-action clause in this way. Here,
therefore, the purpose of the Athilon no-action clause is not frustrated where the Trustee is
without authority to act.

Defendants' argument that interpreting the no-action clause to exclude certain claims
would upset the contracting parties' expectations is unpersuasive. The indenture itself defines
"indenture" and "securities" separately, recognizing them as distinct. Therefore, defendants'
functional equivalency argument is merely another version of the argument we have already
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rejected on the law: that the parties intended other than what the words in the document mean.
As our law makes clear, we rely on the unambiguous terms of the agreement when construing
contract provisions like the indenture no-action clause . ... Quadrant's claims are based not on
the indenture agreement—under which the Trustee administers the debt issuance by Athilon—
but rather arise from Quadrant's status as a securityholder. The parties could not have expected
otherwise, given the plain language of the clause. If the parties sought to prohibit these types of
suits, they were free to include them within the Athilon no-action clause.

We also note that in 2000, the Ad Hoc Committee for Revision of the 1983 Model
Simplified Indenture produced a model no-action clause which provides "[a] Securityholder may
pursue a remedy with respect to this Indenture or the Securities only if [the holder complies with
the terms of the clause]" (55 Bus. L. 1115, 1137-1138 [2000]). By its terms, the no-action clause
references the indenture and the securities. Even this broad model clause is not without limits.
In its commentary to this provision, the Committee states: "[t]he clause applies, however, only
to suits brought to enforce contract rights under the Indenture or the Securities, not to suits
asserting rights arising under other laws" (id. at 1191). The Committee intended the model no-
action clause to limit only contract rights, not to encompass all securityholder suits. We express
no opinion on whether no-action clauses should be so narrowly construed, but note only that
parties sophisticated and well versed in this area of the law—Iike the parties here—are well
aware of these commentaries and, thus, we find unsupportable defendants' argument that a
construction of the no-action clause that permits Quadrant's claims to proceed would be
unsettling to the parties' expectations.

B.

The second certified question asks whether the Vice Chancellor's Report on Remand
correctly interpreted New York law. We answer this question in the affirmative. In its
complaint, Quadrant asserts individual and derivative claims seeking damages and injunctive
relief for breaches of fiduciary duty, fraudulent transfer, breach of covenant of good faith and
fair dealing, intentional interference with contractual relations, and conspiracy. Essentially,
Quadrant claims that Athilon's Board, installed and controlled by EBF, acted pursuant to a
scheme which ensures that the junior securityholders are paid, despite their inferior status vis-a-
vis Quadrant's senior notes, and, as a consequence, payment of the junior securities imperils
payment of the senior securities. As described by Quadrant, Athilon's actions are an effort to
siphon off as much capital as possible, as quickly as possible, for the benefit of EBF. Thus
understood, the Trustee cannot address these claims because the Trustee's duties, as per the
indenture, are only triggered upon an event of default—exactly what Quadrant seeks to avoid, at
least with respect to the senior securities.

Accordingly, the Vice Chancellor correctly concluded that, with the exception of two
claims and part of a third, the no-action clause did not bar plaintiff's action. The claims the Vice
Chancellor found viable are those that the Trustee cannot assert, as they are not based on any
default on the securities. Specifically, the Vice Chancellor correctly found that those claims
sounding in breach of contract and arising from the indenture are barred—requiring the majority
securityholders to bring those actions through the Trustee.
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Iv.

Accordingly, the certified questions should be answered in accordance with this opinion.

§ 3.08 [D] "ACCELERATION PROVISIONS AND SECTION 316 OF THE TRUST
INDENTURE ACT

Page 299: Add the following immediately before the beginning of section [E]

Marblegate Asset Management, LLC v. Education Management Finance Corp.
US Court of Appeals, Second Circuit.
846 F.3d 1

Following corporation's out-of-court restructuring of its debt through intercompany sale
of assets foreclosed by secured creditors and release of guarantee of unsecured notes, non-
consenting noteholders brought action under Trust Indenture Act (TIA) seeking declaratory
relief. Corporation counterclaimed seeking declaratory relief permitting it to remove guarantee.
After a bench trial, the United States District Court for the Southern District of New York, Failla,
J., 111 F.Supp.3d 542, ruled that the restructuring violated the Trust Indenture Act and ordered
continuation of guarantee and payment in full to non-consenting noteholders. Corporation
appealed.

LOHIER,J

Defendant-appellant Education Management Corporation ("EDMC") and its subsidiaries
appeal from a judgment following a bench trial before the United States District Court for the
Southern District of New York. The District Court held that a series of transactions meant to
restructure EDMC's debt over the objections of certain noteholders violated Section 316(b) of the
Trust Indenture Act of 1939, 15 U.S.C. § 77ppp(b). The transactions at issue, the District Court
determined, stripped the non-consenting noteholders, plaintiffs-appellees Marblegate Asset
Management, LLC and Marblegate Special Opportunity Master Fund, L.P. (together,
"Marblegate"), of their practical ability to collect payment on notes purchased from EDMC's
subsidiaries. As a result, the District Court ordered EDMC to continue to guarantee Marblegate's
notes and pay them in full.

O I I

EDMC is a for-profit higher education company that relies heavily on federal funding
through Title IV of the Higher Education Act of 1965. EDMC is the parent company of
defendants-appellants Education Management, LLC and Education Management Finance
Corporation (together, the "EDM Issuer").

In 2014 EDMC found itself in severe financial distress. Its enterprise value had fallen
well below its $1.5 billion in outstanding debt. But restructuring its debt by resorting to
bankruptcy court was not a realistic option for EDMC, which, the parties agree, would lose its
eligibility for Title IV funds if it filed for bankruptcy and discontinued as an ongoing concern.
EDMC therefore had to cooperate with its creditors outside of the bankruptcy process if it hoped
to restructure its debt and persist as a viable entity.
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EDMC's outstanding debt consisted of both secured debt (roughly $1.3 billion) and
unsecured debt ($217 million). The secured debt was governed by a 2010 credit agreement
between the EDM Issuer and secured creditors (the "2010 Credit Agreement"). The 2010 Credit
Agreement gave EDMC's secured creditors the right, upon default, to deal with the collateral
securing the loans "fully and completely" as the "absolute owner" for "all purposes." The
collateral securing the debt consisted of virtually all of EDMC's assets.

The unsecured debt, to which we will refer as the "Notes," was also issued by the EDM
Issuer and governed by an indenture executed in March 2013 and qualified under the Trust
Indenture Act of 1939 (the "Indenture"). The Notes were guaranteed by EDMC as the parent
company of the EDM Issuer (we refer to this guarantee as the "Notes Parent Guarantee") and
carried a high effective interest rate—nearly 20 percent per year—to compensate for the riskier
nature of the unsecured debt. Both the Indenture and the offering circular relating to the Notes
informed lenders who had purchased them (the "Noteholders") about their rights and obligations
as junior, unsecured creditors. For example, the offering circular explained that the Notes Parent
Guarantee was issued solely to satisfy EDMC's reporting obligations, that it could be released
solely by operation of the release of any later guarantee EDMC issued to secured creditors, and
that Noteholders should therefore not assign any value to the Notes Parent Guarantee.
Marblegate holds Notes with a face value of $14 million but never held any secured debt.

As EDMC's financial position deteriorated, its debt burden became unsustainable. After
negotiating with EDMC, a majority of secured creditors agreed in September 2014 to relieve the
EDM Issuer of certain imminent payment obligations and covenants under the 2010 Credit
Agreement. The resulting agreement was a new amended credit agreement entered in the fall of
2014 (the "2014 Credit Agreement"). As consideration for these changes, EDMC agreed to
guarantee the secured loans (the "Secured Parent Guarantee").

Around the same time, a group of creditors formed an Ad Hoc Committee of Term Loan
Lenders (the "Ad Hoc Committee") and established a Steering Committee, which is an
intervenor-appellant in this appeal, to negotiate with EDMC. The Steering Committee and
EDMC eventually devised two potential avenues to relieve EDMC of its debt obligations.

The first option, which obtained only if creditors unanimously consented, was designed
to result in (1) most of EDMC's outstanding secured debt being exchanged for $400 million in
new secured term loans and new stock convertible into roughly 77 percent of EDMC's common
stock, and (2) the Notes being exchanged for equity worth roughly 19 percent of EDMC's
common stock. EDMC estimated that this first option would amount to roughly a 45 percent
reduction in value for secured lenders and a 67 percent reduction in value for Noteholders.

The second option would arise only if one or more creditors refused to consent. Under
that circumstance, a number of events would occur that together constituted the "Intercompany
Sale." Secured creditors consenting to the Intercompany Sale would first exercise their
preexisting rights under the 2014 Credit Agreement and Article 9 of the Uniform Commercial
Code (UCC) to foreclose on EDMC's assets. In addition, the secured creditors would release
EDMC from the Secured Parent Guarantee. That release in turn would effect a release of the
Notes Parent Guarantee under the Indenture. With the consent of the secured creditors (but
without needing the consent of the unsecured creditors), the collateral agent would then sell the
foreclosed assets to a subsidiary of EDMC newly constituted for purposes of the Intercompany
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Sale. Finally, the new EDMC subsidiary would distribute debt and equity only to consenting
creditors and continue the business.

The Intercompany Sale was structured to incentivize creditors to consent. While non-
consenting secured creditors would still receive debt in the new EDMC subsidiary, that debt
would be junior to the debt of consenting secured creditors. Non-consenting Noteholders would
not receive anything from the new company: though not a single term of the Indenture was
altered and Noteholders therefore retained a contractual right to collect payments due under the
Notes, the foreclosure would transform the EDM Issuer into an empty shell. In offering to
exchange the Notes for equity in the new EDMC subsidiary, therefore, EDMC and the Ad Hoc
Committee explicitly warned Noteholders that they would not receive payment if they did not
consent to the Intercompany Sale.

Except for Marblegate, all of EDMC's creditors (representing 98 percent of its debt)
eventually consented to the Intercompany Sale.

R I I

Marblegate, the sole holdout, sued to enjoin the Intercompany Sale on the ground that it
violated Section 316(b) of the Trust Indenture Act of 1939 (the "TIA"). Section 316(b) of the
TIA, entitled "Prohibition of impairment of holder's right to payment," provides as follows:

Notwithstanding any other provision of the indenture to be qualified, the right of
any holder of any indenture security to receive payment of the principal of and
interest on such indenture security, on or after the respective due dates expressed
in such indenture security, or to institute suit for the enforcement of any such
payment on or after such respective dates, shall not be impaired or affected
without the consent of such holder, except as to a postponement of an interest
payment consented to as provided in paragraph (2) of subsection (a) of this
section, and except that such indenture may contain provisions limiting or
denying the right of any such holder to institute any such suit, if and to the extent
that the institution or prosecution thereof or the entry of judgment therein would,
under applicable law, result in the surrender, impairment, waiver, or loss of the
lien of such indenture upon any property subject to such lien.

O I I

Before the District Court, EDMC argued that "the right ... to receive payment" is
necessarily defined by the payment terms in the Indenture itself, such that Section 316(b)
prohibits only non-consensual amendments to an indenture's core payment terms. Therefore,
EDMC asserted, the Intercompany Sale complied with Section 316(b) because it did not amend
any Indenture term and because Marblegate's right to initiate suit against the EDM Issuer to
collect payment remained intact.

In response, Marblegate contended that although the contractual terms governing
Marblegate's Notes had not changed, its practical ability to receive payment (*emphasis added)
would be completely eliminated by virtue of the Intercompany Sale, to which it did not consent.
Section 316(b), Marblegate warned, would be rendered meaningless if issuers and secured
creditors could collaborate to restructure debt without formally amending any payment terms.
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The core disagreement in this case is whether the phrase "right . . . to receive payment"
forecloses more than formal amendments to payment terms that eliminate the right to sue for
payment.

* * *Marblegate's broad reading of the term "right" as including the practical ability to
collect payment leads to both improbable results and interpretive problems. Among other things,
interpreting "impaired or affected" to mean any possible effect would transform a single
provision of the TIA into a broad prohibition on any conduct that could influence the value of a
note or a bondholder's practical ability to collect payment. * * *The right to receive payment, it
seems to us, prohibits non-consensual amendments of core payment terms (that is, the amount of
principal and interest owed, and the date of maturity). It bars, for example, so-called "collective-
action clauses"—indenture provisions that authorize a majority of bondholders to approve
changes to payment terms and force those changes on all bondholders. See NML Capital, Ltd. v.
Republic of Argentina, 699 F.3d 246, 253 (2d Cir. 2012). The latter right (to sue) ensures that
individual bondholders can freely sue to collect payments owed under the indenture. So
construed, the right to sue clearly bars so-called "no-action clauses," which preclude individual
bondholders from suing the issuer for breaches of the indenture, leaving the indenture trustee as
the sole initiator of suit. See Cruden v. Bank of New York, 957 F.2d 961, 967-68 (2d Cir. 1992).
An indenture that contains only a collective-action clause violates the "payment" right, not the
"suit" right; an indenture that contains only a no-action clause violates the "suit" right, not the
"payment" right.

Because the text of Section 316(b) is ambiguous and the TIA's structure fails to remove
the ambiguity, we turn to legislative history.

Marblegate argues that the history of Section 316(b) demonstrates Congress's broad
intent to prohibit "an out-of-court debt restructuring that has the purpose and effect of
eliminating any possibility of receiving payment under their notes."

The District Court concluded that the legislative history compels this interpretation
because at the time that Section 316(b) was drafted Congress did not contemplate the use of
foreclosures as a method of reorganization. This reading also reflects the District Court's
understandable concern that "a sufficiently clever issuer [would] gut the Act's protections" by
using a foreclosure action instead of amending the indenture or filing for bankruptcy.

Based on our review of the legislative history of Section 316(b), we conclude that
Congress did not intend the broad reading that Marblegate urges and the District Court
embraced.

Among other things, the drafters of the TIA appear to have been well aware of the range
of possible forms of reorganization available to issuers, up to and including foreclosures like the
one that occurred in this case but that the District Court concluded violated Section 316(b).
Indeed, foreclosure-based reorganizations were widely used at the time the TIA was drafted.

Starting in 1936, the SEC published a comprehensive eight-part report examining the role
of protective committees in reorganizations. * * * A section of the Report entitled "Protection of
Minorities" confirms for us that "'no-action clauses' were one of the evils that the Trust Indenture
Act was intended to address." * * * The other relevant section of the 1936 SEC Report, entitled
"Reorganization by Contract," examined collective-action clauses. * * * In short, this section's
focus on "reorganization by contract" supports reading Section 316(b) to prohibit amendments to
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core payment terms, but provides virtually no support for Marblegate's view that Section 316(b)
also prohibits other forms of reorganization, such as foreclosures.

I I

Part VIII of the SEC Report, published a year after the TIA's enactment, reinforces our
conclusion that foreclosures such as the one the District Court deemed prohibited in this case
were in fact contemplated by the drafters of Section 316(b). The 1940 SEC Report provided a
comprehensive study of the decades-long use of foreclosure proceedings to effect
reorganizations and constitutes a direct rejoinder to the District Court's assertion that the drafters
of the TIA were unaware of such proceedings. Particularly compelling is the Report's discussion
of the role of junior creditors in foreclosure-based reorganizations. In characterizing the choice
faced by junior creditors when deciding whether to participate in foreclosure-based
reorganizations, the 1940 SEC Report noted that "the participation in the plan given to junior
creditors was the product of practical reasons, not legal compulsion." And in comparison to
dissenting secured creditors entitled to a pro rata distribution of foreclosure proceeds, the 1940
SEC Report noted that if junior creditors "refused participation in the plan, they were thrown
back to participation in such of the debtor's assets as to which senior creditors could lay no prior
claims," which was "at best nominal." Finally, the 1940 SEC Report recognized that some States
permitted private, non-judicial foreclosure sales to be used in reorganizations. Yet nowhere does
the Report "suggest that reorganizations implemented through [private foreclosure sales] would
conflict with a holder's right to receive payment," or that foreclosure-based reorganizations were
prohibited by the TIA. To the contrary, the Report's only references to the TIA related
exclusively to the power of the indenture trustee as an active representative of bondholders.

R I I

Marblegate's interpretation of Section 316(b) requires that courts determine in each case
whether a challenged transaction constitutes an "out-of-court debt restructuring . . . designed to
eliminate a non-consenting holder's ability to receive payment." The interpretation thus turns on
the subjective intent of the issuer or majority bondholders, not the transactional techniques used.
But we have expressed a particular distaste for interpreting boilerplate indenture provisions
based on the "relationship of particular borrowers and lenders" or the "particularized intentions
of the parties to an indenture," both of which undermine "uniformity in interpretation." See
Sharon Steel Corp. v. Chase Manhattan Bank, N.A., 691 F.2d 1039, 1048 (2d Cir. 1982).

O I I

To summarize, we hold that Section 316(b) of the TIA does not prohibit the
Intercompany Sale in this case. The transaction did not amend any terms of the Indenture. Nor
did it prevent any dissenting bondholders from initiating suit to collect payments due on the
dates specified by the Indenture. Marblegate retains its legal right to obtain payment by suing
the EDM Issuer, among others. Absent changes to the Indenture's core payment terms, however,
Marblegate cannot invoke Section 316(b) to retain an "absolute and unconditional" right to
payment of its notes.

For the foregoing reasons, the judgment is VACATED and the case is REMANDED to
the District Court for further proceedings consistent with this opinion.
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STRAUB, J, DISSENTING:

The question before this Court is whether Section 316(b) of the Trust Indenture Act (the
"TIA") prohibits Defendant-appellant Education Management Corporation ("EDMC") from
engaging in an out-of-court restructuring that is collusively engineered to ensure that certain
minority bondholders receive no payment on their notes, despite the fact that the terms of the
indenture governing those notes remain unchanged. Because the plain text of the statute compels
the conclusion that it does, I would answer that question in the affirmative and uphold the
judgment of the District Court. I therefore respectfully dissent.

I begin my analysis with the language of Section 316(b) of the TIA. In interpreting the
language of the statute, I am guided by standard principles of statutory construction. Statutes
should be read so as "to give effect, if possible, to every clause and word of a statute." Duncan
v. Walker, 533 U.S. 167, 174, 121 S.Ct. 2120, 150 L.Ed.2d 251 (2001). Here, the plain language
of Section 316(b) requires the conclusion that the Intercompany Sale as envisioned in the
Restructuring Support Agreement violates the TIA.

Section 316(b) of the TIA reads as follows:
(b) Prohibition of impairment of holder's right to payment

Notwithstanding any other provision of the indenture to be qualified, the right of
any holder of any indenture security to receive payment of the principal of and
interest on such indenture security, on or after the respective due dates expressed
in such indenture security, or to institute suit for the enforcement of any such
payment on or after such respective dates, shall not be impaired or affected
without the consent of such holder. . . .

As delineated by the District court, "[t]he text poses two questions: what does the 'right
... to receive payment' consist of, and when is it 'impaired or affected' without consent?"
EDMC and the Steering Committee read the text narrowly, with EDMC arguing that "[o]n its
face, the statutory text is unambiguous in protecting only the 'right' of a noteholder to receive
payment when due and to sue for enforcement of such payment." By contrast, Marblegate reads
the text broadly, arguing that "the right to receive payment is 'impaired' or 'affected' when the
ability to receive payment under the bond is stripped away—not only through formal amendment
of a bond's payment terms, but also by other means."

The terms "right," "impair," and "affect" are undefined in the TIA, so we must look to
their ordinary meaning. A "right" is typically defined as "[s]Jomething that is due to a person by
just claim, legal guarantee, or moral principle," or "[a] legally enforceable claim that another will
do or will not do a given act." On the basis of this definition, Appellants argue that actions only
violate Section 316(b) if those actions affect the "legal entitlement" to payment—i.e. by altering
the terms of the bond so that a bondholder can no longer legally claim the right to receive
payment under their original terms. Nothing in Section 316(b), Appellants urge, entitles
bondholders to actual payment on their notes.

This argument, however, nearly eliminates the import of the terms "impair" and "affect"
and imposes qualifications in Section 316(b) that simply do not exist. The term "impair" means
"to diminish the value of." The term "affect" means "to produce an effect on; to influence in
some way." Even defined as a "legal entitlement" or "claim," it is unquestionable that the "right"
to receive payment can be "diminished" or "affected" without actual modification of the payment
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terms of the indenture. By making it impossible for a company to pay the amount due on its
notes, for example, the "right" to receive payment is "diminished" because it literally has been
made worthless. Surely, a bondholder's right or "legal entitlement" to receive payment is
impaired when actions are taken to ensure that the bondholder either consents to a change in his
payment terms or receives no payment on his notes at all.

Had Congress intended merely to protect against modification of an indenture's payment
terms, it could have so stated. Nothing in the language of Section 316(b), however, cabins the
prohibition on impairing or affecting the "right . . . to receive payment" to mere amendment of
the indenture. In fact, that Congress used the broad phrase "impaired or affected" implies that it
did not intend Section 316(b) to be limited in its scope to mere amendments. Because we are
compelled to give every term in a statute effect, our reading of the statute must account for rather
than ignore this phraseology. Further, Section 316(b) is written in the passive voice; its
prohibition is nowhere limited to actions taken by a noteholder majority. Despite Appellants'
arguments to the contrary, nothing in the text of the statute requires the narrow reading that
Section 316(b) merely prohibits modification of an indenture's core payment terms (amount and
due date) by noteholder majority action without consent of the individual noteholder.

I am cognizant of the parade of horrors that Appellants predict will result from
interpreting the TIA in the manner above. However, threatening dire commercial consequences
from the refusal to read a statute in a manner inconsistent with its plain language is not a
sufficient basis to override the correct interpretation of the law. We must not forget the long-
standing imperative that making law is the job of the legislature and not of the courts. Where, as
here, the statute's language is plain and unambiguous, the "sole function of the courts is to
enforce it according to its terms." The bond market has surely undergone significant alterations
since the enactment of the TIA, including that the main players are now sophisticated corporate
entities on both sides. But it is not for this Court to alter the TIA on its own accord, and "none of
this establishes why the plaintiffs should be barred from vindicating their rights under the [TIA]"
as it currently stands.

§ 3.12 "CERTAIN RESTRUCTURING AND REORGANIZATION ISSUES"

Page 341: Add the following immediately before Problem A

In Re Energy Future Holdings Corp.
United States Court of Appeals, Third Circuit.
842 F.3d 247 (2016)

AMBRO,J

We address what happens when one provision of an indenture for money loaned provides
that the debt is accelerated if the debtor files for bankruptcy and while in bankruptcy it opts to
redeem that debt when another indenture provision provides for a redemption premium. Does
the premium, meant to give the lenders the interest yield they expect, fall away because the full
principal amount is now due and the noteholders are barred from rescinding the acceleration of
debt? We hold no.
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1. BACKROUND

A. The Notes

Energy Future Intermediate Holding Company LLC and EFIH Finance Inc. ("EFIH")
borrowed in 2010 approximately $4 billion at a 10% interest rate by issuing Notes due in 2020
and secured by a first-priority lien on their assets (the "First Lien Notes"). To protect (at least in
part) the lenders' anticipated interest-rate yield, the Indenture governing the loan (the "First Lien
Indenture") provides in § 3.07, captioned "Optional Redemption," that "[a]t any time prior to
December 1, 2015, [EFIH] may redeem all or a part of the Notes at a redemption price equal to
100% of the principal amount of the Notes redeemed plus the Applicable Premium ... and
accrued and unpaid interest." "Applicable Premium" is what we shall call the make-whole, or
yield-protection, contractual substitute for interest lost on Notes redeemed before their expected
due date.

The First Lien Indenture contains an acceleration provision in § 6.02 that makes "all
outstanding Notes . .. due and payable immediately" if EFIH files a bankruptcy petition. The
same provision also gives the First Lien Noteholders the right to "rescind any acceleration [of]
the Notes and its consequences].]"

EFIH borrowed funds again in 2011 and 2012 by issuing two sets of Notes secured by a
second-priority lien on its assets (the "Second Lien Notes"). As with the First Lien Noteholders,
EFIH promised to pay holders of the Second Lien Notes (the "Second Lien Noteholders") a
make-whole premium—in a provision essentially identical to the one quoted above—if it chose
to redeem the Second Lien Notes, at its option, on or before a date certain (May 15, 2016 for
Second Lien Notes set to mature in 2021 and March 1, 2017 for those maturing in 2022).

The Indenture for the Second Lien Notes (the "Second Lien Indenture") contains an
acceleration provision different from § 6.02 of the First Lien Indenture: if EFIH files a
bankruptcy petition, "all principal of and premium, if any, interest . . .[,] and any other monetary
obligations on the outstanding Notes shall be due and payable immediately[.]" Like the First
Lien Noteholders, the Second Lien Noteholders have the right to "rescind any acceleration [of]
the Notes and its consequences" under § 6.02.

B. Refinancing the First Lien Notes

When market interest rates went down, EFIH considered refinancing the Notes.
Refinancing outside of bankruptcy would have required it to pay the make-whole premium. By
filing for bankruptcy, however, EFIH believed it might avoid the premium. So on November 1,
2013, it filed an 8-K form with the Securities and Exchange Commission "disclosing [its]
proposal [whereby] ... EFIH would file for bankruptcy and refinance the Notes without paying
any make-whole amount."

Six months later, on April 29, 2014, EFIH and other members of its corporate family
filed Chapter 11 bankruptcy petitions in the Bankruptcy Court for the District of Delaware.
Once in bankruptcy, EFIH sought to "take advantage of highly favorable debt market conditions
to refinance," beginning with the First Lien Notes. It asked the Bankruptcy Court for leave to
borrow funds to pay them off and to offer a settlement to any of its First Lien Noteholders who
agreed to waive their right to the make-whole.
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Fearing loss of the income stream EFIH had promised, the Trustee for the First Lien
Noteholders—Delaware Trust Company—filed an adversary proceeding on May 15, 2014. It
sought a declaration that refinancing the First Lien Notes would trigger the make-whole
premium.

EFIH's bankruptcy filing caused the "[First Lien] Notes [to] be[come] due and payable
immediately" under Indenture § 6.02, subject to the right of their holders to rescind acceleration.
So the Trustee also requested a declaration that it could rescind the First Lien Notes' acceleration
without violating the automatic stay of creditors' acts to enforce their remedies once bankruptcy
occurs. However, should the stay apply, the Trustee asked the Court to lift it.

When the Bankruptcy Court did not act, on June 4, 2014, the holders of a majority of the
principal amount of the First Lien Notes sent a notice to EFIH rescinding acceleration,
contingent on relief from the automatic stay. Two days later, the Bankruptcy Court granted
EFIH's motion to refinance. It ruled, however, that the refinancing would not prejudice the First
Lien Noteholders' rights in the pending adversary proceeding.

On June 19, 2014, EFIH paid off the First Lien Notes and refinanced the debt at a much
lower interest rate of 4.25%, saving "an estimated $13 million in interest per month." This of
course disadvantaged the First Lien Noteholders, who had contracted to receive interest at 10%
until the Notes' full maturity in 2020. EFIH did not compensate the loss set by contract by paying
the make-whole, which would have been approximately $431 million.

C. Refinancing the Second Lien Notes

Shortly after entering bankruptcy, EFIH declared in an SEC 8-K filing that it "reserve[d]
the right to . .. redeem . .. some or all of the outstanding . .. Second Lien Notes" but asserted
that it "[wa]s under no obligation to do so." Aware of this, as well as the First Lien Noteholders'
predicament, the Trustees for the Second Lien Noteholders filed their own adversary proceeding
on June 16, 2014.

Like the First Lien Trustee, the Second Lien Trustees sought a declaration that EFTH
would have to pay the make-whole if it chose to refinance the Second Lien Notes. The Second
Lien Noteholders also issued a notice rescinding acceleration of that debt and requested
retroactive relief from the automatic stay so that the rescission could take effect.

With the Bankruptcy Court's permission, EFIH refinanced a portion of the Second Lien
Notes on March 10, 2015—again without paying the yield-protection amount.
D. First Lien Make-Whole Litigation

Nine months after granting leave to refinance the First Lien Notes, the Bankruptcy Court
considered whether EFIH had to pay the make-whole. The holding was that it did not.

Although EFIH's obligation to pay the make-whole appears in § 3.07 of the First Lien
Indenture, the Court focused its reasoning on the acceleration provision in § 6.02. Because it
took effect when EFIH entered bankruptcy but made no mention of the make-whole, the Court
concluded that none was due.

It further held that the automatic stay prevented the First Lien Noteholders' attempt to
rescind the Notes' acceleration. Finally, after trial in 2015, it denied the Trustee's motion to lift
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the stay retroactively "to a date on or before June 19, 2014, to allow the Trustee to . . . decelerate
the Notes.

These rulings put the First Lien Noteholders in a Catch-22. When EFIH filed for
bankruptcy, the maturity of its debt accelerated. This, according to the Bankruptcy Court, cut off
the First Lien Noteholders' right to yield-protection. Rescission of the acceleration would have
restored that right. But rescission was blocked by the automatic stay, which the Court refused to
lift.

E. Second Lien Make-Whole Litigation

The Second Lien Noteholders fared no better than the First Lien Noteholders. Six
months after EFIH refinanced a portion of the Second Lien Notes, the Court considered the
Second Lien Noteholders' entitlement to the make-whole. In construing the Second Lien
Indenture's provisions, the Court adopted its findings and conclusions from the make-whole
litigation for the First Lien Noteholders. After rejecting arguments based on the few differences
between the First and Second Lien Indentures' texts, the Court held that the Second Lien
Noteholders also were not entitled to yield-protection.

R R R

2. ANALYSIS

A. The First Lien Indenture

Although both Indentures contain many provisions, this case centers on the words of but
two: §§ 3.07 and 6.02. The former, noted earlier as titled "Optional Redemption," states when
the make-whole is due: "At any time prior to December 1, 2015, the Issuer may redeem all or a
part of the Notes at a redemption price equal to 100% of the principal amount of the Notes
redeemed plus the Applicable Premium [i.e., the make-whole] ... and accrued and unpaid
interest." The premium decreases annually on a sliding scale between December 1, 2015 and
November 30, 2018. From December 1, 2018 until the Notes' maturity date in 2020, the Notes
may be optionally redeemed without payment of a premium.

Section 6.02 provides that on the filing of a bankruptcy petition by EFIH "all outstanding
Notes shall be due and payable immediately without further action or notice."

Any duty to pay the make-whole comes from § 3.07. It leaves us with three questions:
was there a redemption; was it optional; and if yes to both, did it occur before December 1,
20157

Section 3.07 does not define "redemption." As a redemption "usu[ally] refers to the
repurchase of a bond before maturity" EFIH contends that we should limit the term to mean only
repayments of debt that pre-date the debt's maturity. Section 6.02 accelerated the Notes' maturity
to the date EFIH entered bankruptcy—April 29, 2014. It refinanced the Notes several weeks
later. Thus it argues that its post-maturity refinancing was not a redemption.

But contrary to that position, New York and federal courts deem "redemption" to include
both pre- and post-maturity repayments of debt. . . .

Whether the redemption was "[o]ptional" is next up. EFIH argues that refinancing the
Notes was not optional because § 6.02 made them "due and payable immediately without further
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action or notice" once it was in bankruptcy. EFIH, however, filed for Chapter 11 protection
voluntarily. Once there, it had the option, per its plan of reorganization, to reinstate the
accelerated Notes' original maturity date under Bankruptcy Code § 1124(2) rather than paying
them off immediately. It chose not to do so, and instead followed the path laid out six months
before in its SEC 8-K filing.

EFIH contends nonetheless that any redemption was mandatory rather than optional. But
this contention does not match the facts. Indeed "a chapter 11 debtor that has the capacity to
refinance secured debt on better terms . . . is in the same position within bankruptcy as it would
be outside bankruptcy, and cannot reasonably assert that its repayment of debt is not 'voluntary.

Events leading up to the post-petition financing on June 19, 2014 demonstrate that the
redemption was very much at EFIH's option. To repeat, months before its Chapter 11 filing
EFIH announced its plan to redeem the Notes before their stated maturity date. And after filing
for bankruptcy, it produced another 8—K stating that it may, "but [wa]s under no obligation" to,
redeem the similarly situated Second Lien Notes.

The irony is that the Noteholders did not want to be paid back on June 19, 2014. They
attempted to rescind the Notes' acceleration on June 4, 2014, but were blocked by the automatic
stay. When EFIH redeemed the Notes, it did so "on a non-consensual basis," that is, over the
Noteholders' objection. Logic leaves no doubt this redemption of the Notes was "[o]ptional"
under § 3.07.

And, only to close the loop, all this occurred before December 1, 2015. Hence § 3.07 on
its face requires that EFIH pay the Noteholders the yield-protection payment.

B. The Relationship Between §§ 3.07 and 6.02 (Or Whether § 6.02 Once
Triggered Annuls § 3.07)

At oral argument, EFIH's counsel described §§ 3.07 and 6.02 as "different pathways" that
we must choose between. Only the latter is relevant, the argument goes, because it addresses
post-maturity payment more specifically than § 3.07, and specific contract provisions govern
over more general ones.

It is not obvious why EFIH believes § 6.02 addresses the consequences of the June 2014
redemption more specifically than § 3.07 or why we must choose between them. The two
sections simply address different things: § 6.02 causes the maturity of EFIH's debt to accelerate
on its bankruptcy, and § 3.07 causes a make-whole to become due when there is an optional
redemption before December 1, 2015. Rather than "different pathways," together they form the
map to guide the parties through a post-acceleration redemption. In any event, § 3.07 is the only
provision that specifically addresses redemptions.

O R R

EFIH *** argues that §§ 6.02 and 3.07 are in conflict, so that only one may apply to the
June 2014 redemption. Subsection 3.07(e) prescribes detailed notice procedures for EFIH to
follow before redeeming the Notes, while § 6.02 makes the Notes "due and payable immediately
without further action or notice." If the notice procedures were not followed, no redemption
could follow. Yet EFIH offers no reason why it could not have complied with § 3.07(e)'s notice
procedures. In any event, it cannot use its own failure to notify to absolve its duty to pay the
make-whole. Any conflict between the two provisions in this instance is illusory.
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We know no reason why we should choose between §§ 3.07 and 6.02 when both plainly
apply. By its own terms, § 3.07 governs the optional redemption embedded in the refinancing
and requires payment of the make-whole. It surpasses strange to hold that silence in § 6.02
supersedes § 3.07's simple script.

C. The Second Lien Indenture's Additional Language

As mentioned above, the Second Lien Indenture's acceleration provision contains words
not present in the First Lien Indenture. These additions make explicit in the Second Lien
Indenture the link between acceleration under § 6.02 and the make-whole for an optional
redemption per § 3.07. While for the First Lien Indenture these concepts are without cross-
reference and separate, in the Second Lien Indenture they are tied together. Sections 3.07 and
6.02 are not merely compatible but complementary. In any event, the result is the same no
matter the Indenture—there were optional redemptions before a date certain, thereby triggering
make-whole premiums.

When EFIH filed its bankruptcy petition, Second Lien Indenture § 6.02 caused "all
principal of and premium, if any, interest ... [,] and any other monetary obligations on the
outstanding [Second Lien] Notes [to] be[come] due and payable immediately." Compare First
Lien Indenture § 6.02 ("all outstanding Notes shall be due and payable immediately"). The
words "premium, if any," are most naturally read to reference § 3.07's "Applicable Premium"—
that is, the make-whole.

The most EFIH musters is that the Second Lien Indenture could have been even more
specific by replacing "premium, if any," with "a premium owed under section 3.07" or
"Applicable Premium or other premium owed as if repayment under this section were an
Optional Redemption under section 3.07." But we see no reason to demand such exactness.
Indeed, EFIH has not suggested any other "premium" the drafters could have had in mind.

R R R

D. The Effect of Acceleration on Make-Whole Provisions

Notwithstanding the result dictated by § 3.07's text in both Indentures, EFIH asserts that
it should not have to pay the make-whole because § 6.02 caused the Notes' maturity to accelerate
before it paid them off. ***Citing a New York trial court opinion [Nw. Mut. Life Ins. Co. v.
Uniondale Realty Assocs., 816 N.Y.S.2d 831 (N.Y.Sup. Ct. 2006) ("Northwestern")], it argues
that courts must close their eyes to make-whole provisions once a debt's maturity has
accelerated.

***The New York Court of Appeals stated unequivocally in NML Capital v. Republic of
Argentina that "[w]hile it is understood that acceleration advances the maturity date of the debt,
[it was] unaware of any rule of New York law declaring that other terms of the contract not
necessarily impacted by acceleration ... automatically cease to be enforceable after
acceleration." Put differently, contract terms like § 3.07 that are applicable before acceleration
remain so afterward.

R R R

Despite the New York Court of Appeals' holding in NML Capital, and still riding the
Northwestern horse, EFIH contends that we should decline to require payment of the make-
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whole because the trial court declared that a "prepayment premium will not be enforced under
default circumstances in the absence of a clause which so states[.]" Northwestern, 816 N.Y.S.2d
at 836. It held that a mortgage lender who chose to foreclose following default was not entitled
to a "prepayment premium" because foreclosure had advanced the debt's maturity date.
*** According to EFIH, Northwestern sets a rule that, unless an agreement clearly provides for it,
no make-whole payment is due after a note's acceleration.

Unlike prepayment, however, "redemption" of "a debt security" may occur "at or before
maturity." Thus, while a premium contingent on "prepayment" could not take effect after the
debt's maturity, a premium tied to a "redemption" would be unaffected by acceleration of a debt's
maturity.

Our understanding of New York law is that it follows a logical path: prepayments cannot
occur when payment is now due by acceleration of the debt's maturity. If parties want to
mandate a "prepayment" premium following acceleration, they must clearly state it in their
agreement. This is the Northwestern rule.

O R R

Finally, by declining to enforce § 3.07 after acceleration, the Bankruptcy Court ran afoul
of New York authority by failing to enforce a contract provision—§ 3.07—not affected by
acceleration. NML Capital, 928 N.Y.S.2d 666, 952 N.E.2d at 492 . . ..

EFIH answers that the Noteholders should have taken note of bankruptcy courts' novel
application of Northwestern and insisted on clearer language in the Indenture. But this puts the
burden backward; if EFIH wanted its duty to pay the make-whole on optional redemption to
terminate on acceleration of its debt, it needed to make clear that § 6.02 trumps § 3.07. The
burden to make that showing is with EFIH. To place it on the Noteholders for EFIH's decision to
redeem the Notes is a bridge too far.

R R R

Our "primary objective . . . is to give effect to the intent of the parties as revealed by the
language of their agreement." The language of the First Lien Indenture requires EFIH to pay a
make-whole if it redeems the First Lien Notes at its option before December 1, 2015, and the
Second Lien Indenture requires the same for redemptions of Second Lien Notes before May 15,
2016 or March 1, 2017 (depending on the initial maturity date of the particular debt instruments).
EFIH redeemed the First Lien Notes at its option on June 19, 2014 and redeemed a portion of the
Second Lien Notes on March 10, 2015. Redemptions, not prepayments, occurred here, they
were at the election of EFIH, and they occurred before the respective dates noted. Statements of
New York law by its highest Court and the federal Circuit Court in New York reinforce our
conclusion that EFTH must pay the make-whole per the Indenture language before us.

The judgments of the District Court are reversed with instructions to remand to the
Bankruptcy Court for further proceedings consistent with this opinion. Any future appeals shall
return to this panel.

NOTE:

Section 1112(b)(1) of the Bankruptcy Code allows dismissal of Chapter 11 petitions "for
cause." "Although [S]ection 1112(b) does not explicitly require that cases be filled in ‘good
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faith,” courts have overwhelmingly held that a lack of good faith in filing a Chapter 11 petition
establishes cause for dismissal." In re Marsch, 36 F.3d 825, 828 (9th Cir. 1994).

The Court in Marsch dismissed the Chapter 11 petition because "it did not serve a
legitimate purpose" and "because it was not filed in the best interest of the parties." The
bankruptcy proceeding was commenced for the purpose of avoiding the payment of a judgment
and posting an appeal bond. The Court reiterated that a "good faith" filing encompasses several
equitable limitations placed on Chapter 11 filings which cannot be used to "unreasonably deter
and harass creditors." In re Marsch, 36 F.3d at 828. Likewise, the Court in In re SGL Carbon
Corp., 200 F.3d 154 (3rd Cir.1999) dismissed a Chapter 11 petition because the debtor had filed
for bankruptcy in an attempt to avoid paying an antitrust judgement. The Court also noted that
bankruptcy proceedings originated in the courts of equity, and equitable remedies are not
available to any party who fails to act in an equitable fashion.

As the In Re Energy Future, Court noted, "[w]hen market interest rates went down, EFIH
considered refinancing the Notes. Refinancing outside of bankruptcy would have required it to
pay the make-whole premium. By filing for bankruptcy, however, EFIH believed it might avoid
the premium." By focusing on Sections 3.07 and 6.02 of the Indenture, it appears that neither the
creditors nor the Court raised a lack of good faith argument as a reason to dismiss the petition for
cause.

The question can thus be posed whether a Chapter 11 filing by a solvent corporation with
no indication of being in financial distress, for the sole purpose of circumventing a make-whole
premium requirement evidences a lack of good faith. One cannot help but wonder whether a
jurist such as the late Henry Friendly, who "often decided cases on the basis of what parties
should have argued, whether or not they did so" would have at least considered the point.?

? David M. Dorsen, Henry Friendly, Greatest Judge of His Era 94 (2012).
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Chapter 4
PREFERRED STOCK

§ 4.03 Excerpts From A certificate Of Incorporation Authorizing The Issuance Of
Preferred Stock

Page 348: add the following immediately above the NOTES

With reference to Article 4 of the certificate of incorporation on pages 345- 348, set forth below
for purposes of comparison are older, more restrictive, preferred stock provisions. This Article
grants to the class of Preferred Stock substantially more attributes than does the more streamlined
Article Fourth in the Book. The latter's delegation of authority to the Board of Directors to fix the
terms of various series is thus much broader in scope. There follows an example of an exercise by
the Board of the granted authority.

FOURTH: The total number of shares of all classes of stock which the Corporation shall
have authority to issue is one hundred million (100,000,000), of which twenty million
(20,000,000) shares are to be Preferred Stock (hereinafter called the Preferred Stock), of the par
value of one dollar ($1) each, and eighty million (80,000,000) shares are to be Common Stock
(hereinafter called the Common Stock), of the par value of one dollar ($1) each.

The designations and the powers, preferences and rights, and the qualifications,
limitations or restrictions thereof, of each class of stock of the Corporation which are fixed by
this certificate of incorporation, and the express grant of authority to the Board of Directors to fix
by resolution or resolutions the designations, and the powers, preferences and rights, and the
qualifications, limitations or restrictions thereof, of the Preferred Stock which are not fixed by
this certificate of incorporation, are as follows:

1. The Preferred Stock may be issued from time to time in any amount, not
exceeding in the aggregate, including all shares theretofore issued and then outstanding of any
and all series thereof, the total number of shares of the Preferred Stock hereinabove authorized,
as Preferred Stock of one or more series, as hereinafter provided. All shares of any one series of
the Preferred Stock shall be identical in all respects, each series thereof shall be distinctively
designated by letter or descriptive words and, except as permitted by the provisions of this
Article Fourth, all series of the Preferred Stock shall rank equally and be identical in all respects.

2. Authority is hereby expressly granted to the Board of Directors from time to time
to issue the Preferred Stock as Preferred Stock of any series and in connection with the creation
of each such series to fix by the resolution or resolutions providing for the issue of shares thereof
the designations and the powers, preferences and rights, and the qualifications, limitations or
restrictions thereof, of such series, to the full extent now or hereafter permitted by the laws of the
State of Delaware, in respect of the matters set forth in the following subdivisions (a) to (g),
inclusive:

(a) The designation of such series;

(b) The dividend rate of such series;
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(©) The date or dates upon or after which the shares of such series shall be
subject to redemption at the election of the Corporation and the redemption price or
prices per share of such series on such redemption;

(d) The preference of the shares of such series over the Common Stock as to
assets in the event of any liquidation, dissolution or winding up of the Corporation;

(e) Whether or not the shares of such series shall be entitled to the benefit of a
sinking fund or purchase fund to be applied to the redemption or purchase of such series
and, if so entitled, the amount of such fund and the manner of its application;

) Whether or not the shares of such series shall be convertible into, or
exchangeable for, shares of any other class or classes or of any other series of the same
class or of any series of any other class or classes of stock of the Corporation and, if so
convertible or exchangeable, the conversion price or prices or rate or rates, or the rate or
rates of exchange, and the adjustments, if any, in the price or prices or rate or rates at
which such conversion or exchange may be made; and

(2) Whether the holders of shares of such series shall have voting powers in
addition to the voting powers provided for in this Article Fourth and, if they are to have
such additional voting powers, the extent thereof.

3. The powers, preferences and rights, and the qualifications, limitations and
restrictions thereof, applicable to the Preferred Stock of all series are as follows:

(a) Out of the surplus or net profits of the Corporation legally available for
dividends the holders of the Preferred Stock of each series shall be entitled to receive,
when and as declared by the Board of Directors, dividends at the per annum rate
determined as in this Article Fourth provided for such series, and no more, payable
quarterly on the tenth days of March, June, September and December in each year (each
such day being hereinafter called a dividend date and each quarterly period ending with a
dividend date being hereinafter called a dividend period), in each case from the date of
cumulation, as hereinafter in subdivision (e) of this Section 3 defined, of such series
(provided, however, that, if the date of cumulation of such series shall be a date less than
thirty (30) days prior to a dividend date, the dividend that would otherwise be payable on
such dividend date will be payable on the next succeeding dividend date), before any sum
or sums shall be set aside pursuant to subdivisions (b) or (f) of this Section 3 for the
purchase or redemption of Preferred Stock of any series and before any dividend shall be
declared or paid upon or set apart for, or any other distribution shall be ordered or made
in respect of, or any payment shall be made on account of the purchase of, the Common
Stock; and such dividends upon the Preferred Stock shall be cumulative (whether or not
in any dividend period or periods there shall be surplus or net profits of the Corporation
legally available for the payment of such dividends), so that, if at any time dividends
upon the outstanding Preferred Stock of all series at the respective per annum rates
determined as hereinabove specified for such series from the date of cumulation of each
such series to the end of the then current dividend period shall not have been paid or
declared and a sum sufficient for the payment thereof set apart for such payment, the
amount of the deficiency shall be fully paid, but without interest, or dividends in such
amount declared on each such series and a sum sufficient for the payment thereof set
apart for such payment, before any sum or sums shall be set aside pursuant to
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subdivisions (b) or (f) of this Section 3 for the purchase or redemption of Preferred Stock
of any series and before any dividend shall be declared or paid upon or set apart for, or
any other distribution shall be ordered or made in respect of, or any payment shall be
made on account of the purchase of, the Common Stock.

All dividends declared on the Preferred Stock for any dividend period shall be
declared pro rata so that the amounts of dividends per share declared for such period on
the Preferred Stock of different series that were outstanding during such period shall in
all cases bear to each other the same proportions that the respective dividend rates of such
series for such period bear to each other.

(b) Out of any surplus or net profits of the Corporation legally available for
dividends remaining after full cumulative dividends upon the Preferred Stock of all series
then outstanding shall have been paid for all past dividend periods, and after or
concurrently with making payment of, or declaring and setting apart for payment, full
dividends on the Preferred Stock of all series then outstanding to the end of the then
current dividend period and before any dividends shall be declared or paid upon or set
apart for, or any other distribution shall be ordered or made in respect of, or any payment
shall be made on account of the purchase of, the Common Stock, the Corporation shall
set aside on its books when and as required, in respect of each series of the Preferred
Stock any shares of which shall at the time be outstanding and in respect of which a
sinking fund or purchase fund for the redemption or purchase thereof has been provided
for in the resolution or resolutions providing for the issue of such shares, the sum or sums
required by the terms of such resolution or resolutions as a sinking fund or purchase fund
to be applied in the manner specified above.

(©) Out of any surplus or net profits of the Corporation legally available for
dividends-remaining after full cumulative dividends upon the Preferred Stock of all series
then outstanding shall have been paid for all past dividend periods, and after or
concurrently with making payment of, or declaring and setting apart for payment, full
dividends on the Preferred Stock of all series then outstanding to the end of the then
current dividend period and after the Corporation shall have complied with the provisions
of the foregoing subdivision (b) of this Section 3 in respect of any and all amounts then
or theretofore required to be set aside or applied in respect of any sinking fund or
purchase fund mentioned in said subdivision (b) and shall have made provision for
compliance with said subdivision (b) in respect of the current sinking fund or purchase
fund period for each series of Preferred Stock then outstanding and entitled to the benefit
of a sinking fund or purchase fund, then and not otherwise, the holders of the Common
Stock shall, subject to the provisions hereof, be entitled to receive such dividends as may
from time to time be declared by the Board of Directors.

(d) The Preferred Stock of all series shall be preferred over the Common
Stock as to assets in the event of any liquidation or dissolution or winding up of the
Corporation, and in that event the holders of the Preferred Stock of each series shall be
entitled to receive, out of the assets of the Corporation available for distribution to its
stockholders, an amount determined as provided in this Article Fourth for every share of
their holdings of the Preferred Stock of such series before any distribution of the assets
shall be made to the holders of the Common Stock; and, if in the event of any such
liquidation or dissolution or winding up the holders of all series of the Preferred Stock
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shall have received all the amounts to which they shall be entitled as aforesaid, the
holders of the Common Stock shall be entitled, to the exclusion of the holders of the
Preferred Stock of all series, to share ratably in all the assets of the Corporation available
for distribution to the stockholders then remaining according to the number of shares of
the Common Stock held by them respectively. If upon any liquidation or dissolution or
winding up of the Corporation the amounts payable on or with respect to the Preferred
Stock of all series are not paid in full, the holders of shares of the Preferred Stock of all
series shall share ratably in any distribution of assets according to the respective amounts
which would be payable in respect of the shares held by them upon such distribution if all
amounts payable on or with respect to the Preferred Stock of all series were paid in full.

(e) The term "date of cumulation" as used in this Article Fourth with
reference to the Preferred Stock of any series shall be deemed to mean the date on which
shares of the Preferred Stock of such series are first issued.

In the event of the issue of additional shares of the Preferred Stock of any then
existing series, all dividends paid on the Preferred Stock of such series prior to the issue
of such additional shares, and all dividends declared and payable to holders of record of
the Preferred Stock of such series on any date prior to the issue of such additional shares,
shall be deemed to have been paid on such additional shares.

() All the Preferred Stock, or any series thereof, or any part of any series
thereof, at any time outstanding may be redeemed by the Corporation (except as
otherwise provided by the Board of Directors in accordance with Section 2 of this Article
Fourth), at its election expressed by resolution of the Board of Directors, upon not less
than thirty (30) days previous notice to the holders of record of the Preferred Stock to be
redeemed, given by mail or by publication in such manner as may be prescribed by
resolution of the Board of Directors, at the applicable redemption price, determined as
provided in this Article Fourth, of the Preferred Stock to be redeemed; provided,
however, that Preferred Stock may be redeemed only after full cumulative dividends
upon the Preferred Stock of all series then outstanding shall have been paid for all past
dividend periods, and after or concurrently with making payment of, or declaring and
setting apart for payment, full dividends on the Preferred Stock of all series then
outstanding (except the shares of the Preferred Stock to be redeemed) to the end of the
current dividend period. If less than all the outstanding Preferred Stock of any series is to
be redeemed, the redemption may be made either by lot or pro rata or in such fair and
equitable other manner as may be prescribed by resolution of the Board of Directors.
From and after the date fixed in any such notice as the date of redemption (unless default
shall be made by the Corporation in providing moneys for the payment of the redemption
price pursuant to such notice), or, if the Corporation shall so elect, from and after a date
(hereinafter called the date of deposit), prior to the date fixed as the date of redemption,
on which the Corporation shall, provide moneys for the payment of the redemption price
by depositing the amount thereof for account of the holders of the Preferred Stock
entitled thereto with a bank or trust company doing business in the Borough of
Manhattan, in The City of New York, and having capital and surplus of at least ten
million dollars ($10,000,000) pursuant to notice of such election included in the notice of
redemption specifying the date on which such deposit will be made, all dividends on the
Preferred Stock called for redemption shall cease to accrue and all rights of the holders
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thereof as stockholders of the Corporation, except the right to receive the redemption
price as hereinafter provided and, in the case of such deposit, any conversion rights not
theretofore expired, shall cease and terminate. After the deposit of such amount with
such bank or trust company, the respective holders of record of the Preferred Stock to be
redeemed shall be entitled to receive the redemption price at any time upon actual
delivery to such bank or trust company of certificates for the number of shares to be
redeemed, duly endorsed in blank or accompanied by proper instruments of assignment
and transfer thereof duly endorsed in blank. Any moneys so deposited which shall
remain unclaimed by the holders of such Preferred Stock at the end of six (6) years after
the redemption date, together with any interest thereon which shall be allowed by the
bank or trust company with which the deposit shall have been made, shall be paid by
such bank or trust company to the Corporation. Preferred Stock redeemed pursuant to the
provisions of this subdivision shall have the status of authorized but unissued Preferred
Stock.

(2) Except for such voting powers, if any, as are granted to the holders of the
Preferred Stock by this subdivision (g) and subdivision (h) of this Section 3 or by law, or
as may be granted by the Board of Directors to the holders of any one or more series of
Preferred Stock in accordance with Section 2 of this Article Fourth, voting power shall be
vested exclusively in the Common Stock. Holders of stock of whatever class entitled to
vote shall be entitled to one vote for each share of stock held by them.

If at the time of any annual meeting of stockholders of the Corporation for the
election of directors a default in preference dividends, as the term "default in preference
dividends" is hereinafter defined, shall exist, (i) the holders of the Preferred Stock, voting
separately as a class and without regard to series, shall have the right to elect two
members of the Board of Directors but, except as provided in the following clause (i1),
shall not be entitled to vote in the election of any of the other directors of the Corporation
and (i1) if at the time of such meeting there shall be outstanding shares of more than one
series of the Preferred Stock, the holders of the Preferred Stock of each series, if any, of
which more than 5,000,000 shares are then outstanding, voting separately as a series,
shall have the right to elect one member of the Board of Directors but, except as provided
in the foregoing clause (i), shall not be entitled to vote in the election of any of the other
directors of the Corporation; and the holders of the Common Stock, voting separately as a
class, shall be entitled to elect the other directors of the Corporation but shall not be
entitled to vote in the election of the directors of the Corporation to be elected as
provided in the foregoing clauses (i) and (ii). Whenever a default in preference dividends
shall commence to exist, the Corporation, upon the written request of the holders of 5%
or more of the outstanding shares of Preferred Stock or the holders of 5% or more of the
outstanding shares of any series of Preferred Stock that would be entitled to elect a
director of the Corporation pursuant to clause (ii) of the preceding sentence if an annual
meeting of the stockholders of the Corporation for the election of directors were then
being held, shall call a special meeting of the holders of the Preferred Stock and if, at the
time of such request, there shall be outstanding shares of more than one series of the
Preferred Stock, shall also call a special meeting of the holders of the Preferred Stock of
each series, if any, of which more than 5,000,000 shares are then outstanding, such
special meeting or meetings to be held within 120 days after the date on which such
request is received by the Corporation for the purpose of enabling such holders to elect
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members of the Board of Directors as provided in clauses (i) and (ii) of the preceding
sentence; provided, however, that such special meeting or meetings need not be called if
an annual meeting of stockholders of the Corporation for the election of directors shall be
scheduled to be held within such 120 days; and provided further that in lieu of any such
special meeting, the election of the directors to be elected thereat may be effected by the
written consent of the holders of a majority of the outstanding shares that would be
entitled to be voted upon at such special meeting. Prior to any such special meeting or
meetings, the number of directors of the Corporation shall be increased to the extent
necessary to provide as additional places on the Board of Directors the directorships to be
filled by the directors to be elected thereat. Any director elected as aforesaid by the
holders of shares of the Preferred Stock or of any series thereof shall cease to serve as
such director whenever a default in preference dividends shall cease to exist. If, prior to
the end of the term of any director elected as aforesaid by the holders of shares of the
Preferred Stock or of any series thereof, or elected by the holders of the Common Stock,
a vacancy in the office of such director shall occur by reason of death, resignation,
removal or disability, or for any other cause, such vacancy shall be filled for the
unexpired term in the manner provided in the By-laws; provided, however, that if such
vacancy shall be filled by election by the stockholders at a meeting thereof, the right to
fill such vacancy shall be vested in the holders of that class of stock or series thereof
which elected the director the vacancy in the office of whom is so to be filled, unless, in
any such case, no default in preference dividends shall exist at the time of such election.
For the purposes of this subdivision (g), a "default in preference dividends" shall be
deemed to have occurred whenever the amount of dividends in arrears upon any series of
the Preferred Stock shall be equivalent to six full quarter-yearly dividends or more, and,
having so occurred, such default in preference dividends shall be deemed to exist
thereafter until, but only until, all dividends in arrears on all shares of the Preferred Stock
then outstanding, of each and every series, shall have been paid. The term "dividends in
arrears" whenever used in this subdivision (g) with reference to the Preferred Stock of
any series shall be deemed to mean (whether or not in any dividend period in respect of
which such term is used there shall have been surplus or net profits of the Corporation
legally available for the payment of dividends) that amount which shall be equal to
cumulative dividends at the rate expressed in the certificates for the Preferred Stock of
such series for all past quarterly dividend periods less the amount of all dividends paid, or
deemed paid, for all such periods upon such Preferred Stock. Nothing herein contained
shall be deemed to prevent an increase in the number of directors of the Corporation
pursuant to its By-laws as from time to time in effect so as to provide as additional places
on the Board of Directors the directorships to be filled by the directors so to be elected by
the holders of the Preferred Stock or of any series thereof, or to prevent any other change
in the number of the directors of the Corporation.

(h) So long as any shares of the Preferred Stock of any series shall be
outstanding,

(1) the Corporation shall not, without the affirmative vote or written
consent of the holders of two-thirds of the aggregate number of shares of the
Preferred Stock of all series at the time outstanding, considered as a class without
regard to series,
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(A) alter or change the powers, preferences or rights given to
the Preferred Stock by this certificate of incorporation, so as to affect the
Preferred Stock adversely, or

(B)  authorize or create any class of stock ranking, either as to
payment of dividends or distribution of assets, prior to the Preferred Stock;
and

(11) the Corporation shall not, without the affirmative vote or written
consent of the holders of a majority of the aggregate number of shares of the
Preferred Stock of all series at the time outstanding, considered as a class without
regard to series, increase the authorized amount of the Preferred Stock or
authorize or create any class of stock ranking, either as to payment of dividends or
distribution of assets, on a parity with the Preferred Stock.

EXCERCISE OF BOARD OF DIRECTORS' AUTHORITY

RESOLVED that, pursuant to the authority expressly granted to and vested in the Board
of Directors of the Corporation by the provisions of the Certificate of Incorporation of the
Corporation, as amended, this Board of Directors hereby creates a series of the Preferred Stock,
of the par value of one dollar ($1) each, of the Corporation (hereinafter called the Preferred
Stock) to consist of not more than 6,697,538 shares of the Preferred Stock, and this Board of
Directors hereby fixes the designation and the powers, preferences and rights, and the
qualifications, limitations or restrictions thereof, of the shares of such series (in addition to the
powers, preferences and rights, and the qualifications, limitations or restrictions thereof, set forth
in the Certificate of Incorporation of the Corporation, as amended, which are applicable to the
Preferred Stock of all series) as follows:

(a) The designation of the series of Preferred Stock created by this resolution
shall be "$2.80 Series A Convertible Preferred Stock" (hereinafter called the Series A

Preferred Stock).
(b) The dividend rate of the Series A Preferred Stock shall be $2.80 per share
per annum.

(©) Shares of the Series A Preferred Stock may not be redeemed prior to
March 31, 1973. On and after said date shares of such Stock shall be subject to
redemption at the election of the Corporation and the redemption price of such Stock
shall be $60 per share, plus an amount equal to the difference, if any, between (i) $2.80
per share per annum (with a proportionate amount for any portion of a year) from the date
of the first issue of such shares to the date fixed by the Board of Directors of the
Corporation (hereinafter called the Board of Directors) as the redemption date and (ii) the
sum of the dividends paid or duly set aside for payment on a share of such Stock from the
date of such first issue to the redemption date.

(d) The preference, as described in the Certificate of Incorporation of the
Corporation, as amended, of the shares of the Series A Preferred Stock over the Common
Stock of the Corporation (hereinafter called the Common Stock) as to assets in the event
of any liquidation, dissolution or winding up of the Corporation shall be an amount equal
to $60 per share, plus an amount equal to the difference, if any, between (i) $2.80 per
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share per annum (with a proportionate amount for any portion of a year) from the date of
the first issue of such shares to the date fixed by the Board of Directors as the redemption
date and (i1) the sum of the dividends paid or duly set aside for payment on a share of
such Stock from the date of such first issue to the redemption date.

(e) The shares of the Series A Preferred Stock shall not be entitled to the
benefit of any sinking fund or purchase fund to be applied to the redemption or purchase
of the Series A Preferred Stock.

) (1) The shares of the Series A Preferred Stock shall be convertible at
the option of the holders thereof at any time at the office or agency maintained by the
Corporation in the Borough of Manhattan, The City of New York, for that purpose and at
such other place or places, if any, as the Board of Directors may determine, into fully
paid and non-assessable shares (calculated to the nearest 1/100 of a share) of the
Common Stock at the rate of 1.33 shares of the Common Stock for each share of the
Series A Preferred Stock; provided, however, that in case of the redemption of any shares
of the Series A Preferred Stock, such right of conversion shall cease and terminate, as to
the shares duly called for redemption, at the close of business on the date fixed for
redemption, unless default shall be made in the payment of the redemption price. Upon
conversion the Corporation shall make no payment or adjustment on account of dividends
accrued or in arrears on the Series A Preferred Stock surrendered for conversion.

(11) The number of shares of the Common Stock and the number of
shares of other classes of the Corporation, if any, into which each share of the
Series A Preferred Stock is convertible shall be subject to adjustment from time to
time only as follows:

(A) In case the Corporation shall (1) take a record of the
holders of the Common Stock for the purpose of entitling them to receive
a dividend declared payable in shares of the Common Stock, (2) subdivide
the outstanding shares of the Common Stock, (3) combine the outstanding
shares of the Common Stock into a smaller number of shares or (4) issue
by reclassification of the Common Stock any shares of the Corporation,
each holder of the Series A Preferred Stock shall thereafter be entitled
upon the conversion of each share thereof held by him to receive for each
such share the number of shares of the Corporation which he would have
owned or have been entitled to receive after the happening of that one of
the events described above which shall have happened had such share of
the Series A Preferred Stock been converted immediately prior to the
happening of such event, the adjustment to become effective immediately
after the opening of business on the day next following (x) the record date
or (y) the day wupon which such subdivision, combination or
reclassification shall become effective.

(B)  In case of any consolidation or merger of the Corporation
with or into another corporation, or in case of any sale or conveyance to
another corporation of all or substantially all the property of the
Corporation, each holder of the Series A Preferred Stock then outstanding
and thereafter remaining outstanding shall have the right thereafter to
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convert each share held by him into the kind and amount of shares of
stock, other securities, cash and property receivable upon such
consolidation, merger, sale or conveyance by a holder of the number of
shares of Common Stock into which such share might have been
converted immediately prior to such consolidation, merger, sale or
conveyance, and shall have no other conversion rights; in any such event,
effective provision shall be made, in the certificate of incorporation of the
resulting or surviving corporation or otherwise, so that the provisions set
forth herein for the protection of the conversion rights of the shares of the
Series A Preferred Stock shall thereafter be applicable, as nearly as
reasonably may be, to any such other shares of stock, other securities, cash
and property deliverable upon conversion of the shares of the Series A
Preferred Stock remaining outstanding or other convertible stock or
securities received by the holders in place thereof, and any such resulting
or surviving corporation shall expressly assume the obligation to deliver,
upon the exercise of the conversion privilege, such shares, other securities,
cash or property as the holders of the shares of the Series A Preferred
Stock remaining outstanding, or other convertible stock or securities
received by the holders in place thereof, shall be entitled to receive
pursuant to the provisions hereof, and to make provision for the protection
of the conversion right as above provided. In case securities other than
Common Stock, cash or property shall be issuable, payable or deliverable
by the Corporation upon conversion as aforesaid, then all reference in this
paragraph (f) shall be deemed to apply, so far as appropriate and as nearly
as may be, to such other securities, cash or property.

(C)  In case the Corporation shall issue rights to all holders of
the Common Stock entitling them (for a period expiring within 60 days
after the record date for determination of stockholders entitled to receive
such rights) to subscribe for or purchase shares of the Common Stock at a
price per share less than the current market price per share of the Common
Stock (as defined in Subsection (D) below) at such record date, the
number of shares of the Common Stock into which each share of the
Series A Preferred Stock shall thereafter be convertible shall be
determined by multiplying the number of shares of the Common Stock
into which such share of the Series A Preferred Stock was theretofore con-
vertible by a fraction, of which the numerator shall be the number of
shares of the Common Stock outstanding on the date of issuance of such
rights plus the number of additional shares of the Common Stock offered
for subscription or purchase, and of which the denominator shall be the
number of shares of the Common Stock outstanding on the date of
issuance of such rights plus the number of shares of the Common Stock
which the aggregate offering price of the total number of shares so offered
would purchase at such current market price. Such adjustment shall be
made whenever such rights are issued and shall become effective
retroactively immediately after the record date for the determination of
stockholders entitled to receive such rights.
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(D)  For the purpose of any computation under Subsection (C)
above, the current market price per share of the Common Stock at any date
shall be deemed to be the average of the daily closing prices for the thirty
(30) consecutive business days commencing forty-five (45) business days
before the day in question. The closing price for each day shall be the last
reported sales price regular way or, in case no such reported sale takes
place on such day, the average of the reported closing bid and asked prices
regular way, in either case on the New York Stock Exchange. The term
"business day" as used in this Subsection (D) means any day on which
said Exchange shall be open for trading.

(E)  No fractional share of the Common Stock shall be issued
upon any conversion but, in lieu thereof, there shall be paid to each holder
of shares of the Series A Preferred Stock surrendered for conversion who
but for the provisions of this Subsection (E) would be entitled to receive a
fraction of a share on such conversion, as soon as practicable after the date
such shares are surrendered for conversion, an amount in cash equal to the
same fraction of the market value of a full share of the Common Stock,
unless the Board of Directors shall determine to adjust fractional shares by
the issue of fractional scrip certificates or in some other manner. For such
purpose, the market value of a share of the Common Stock shall be the last
reported sales price regular way on the day immediately preceding the
date upon which shares are surrendered for conversion, or, in case no such
sale takes place on such day, the average of the reported closing bid and
asked prices regular way on such day, in either case on the New York
Stock Exchange.

(F) No adjustment in the number of shares of the Common
Stock into which each share of the Series A Preferred Stock is convertible
shall be required unless such adjustment would require an increase or
decrease of at least 1/100th of a share in the number of shares of the
Common Stock into which such share is then convertible; provided,
however, that any adjustments which by reason of this Subsection (F) are
not required to be made shall be carried forward and taken into account in
any subsequent adjustment.

(G)  Whenever any adjustment is required in the shares into
which each share of the Series A Preferred Stock is convertible, the
Corporation shall forthwith (I) keep available at each of its offices and
agencies at which the Series A Preferred Stock is convertible a statement
describing in reasonable detail the adjustment and the method of
calculation used and (IT) cause a copy of such statement to be mailed to
the holders of record of the shares of the. Series A Preferred Stock.

(ii1)  The Corporation shall at all times reserve and keep available out of
the authorized but unissued shares of the Common Stock the full number of
shares of the Common Stock into which all shares of the Series A Preferred Stock
from time to time outstanding are convertible, but shares of the Common Stock
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held in the treasury of the Corporation may in its discretion be delivered upon any
conversion of shares of the Series A Preferred Stock.

(iv)  The Corporation will pay any and all issue and other taxes that
may be payable in. respect of any issue or delivery of shares of the Common
Stock on conversion of shares of the Series A Preferred Stock pursuant hereto.
The Corporation shall not, however, be required to pay any tax which may be
payable in respect of any transfer involved in the issue and delivery of any shares
of the Common Stock in a name other than that in which the shares of the Series
A Preferred Stock so converted were registered and no such issue or delivery shall
be made unless and until the person requesting such issue or delivery has paid to
the Corporation the amount of any such tax or has established, to the satisfaction
of the Corporation, that such tax has been paid.

(v) Shares of the Series A Preferred Stock converted into Common
Stock shall have the status of authorized but unissued shares of Preferred Stock,
but such shares shall not be reissued as shares of the Series A Preferred Stock.

(2) Except as may be otherwise herein or in the Certificate of Incorporation of
the Corporation or by statute otherwise specifically provided, each holder of shares of the
Series A Preferred Stock shall at every meeting of stockholders of the Corporation be
entitled to one vote for each share of the Series A Preferred Stock held by such
stockholder and the holders of the Series A Preferred Stock and of the Common Stock
shall vote together as one class on any matter that may be brought before any such
meeting.

(h) So long as any shares of the Series A Preferred Stock shall be outstanding,
the Corporation shall not, without the affirmative vote or written consent of the holders of
two-thirds of the aggregate number of shares of the Series A Preferred Stock at the time
outstanding, alter or change the powers, preferences or rights of the Series A Preferred
Stock as set forth in this resolution so as to affect the Series A Preferred Stock adversely.

Page 364: add the following immediately above § 4.04

In 2014, Sections 204 and 205, which appear in § 1.08, supra, were added to the
Delaware General Corporation to overturn results such as that reached in STARR Surgical, which
left a Delaware corporation unable to cure a statutorily defective stock issuance.

Section 204 permits the subsequent ratification of a "defective corporate act" if certain
procedures are followed; however, under Section 204(h)(1), such an act can only be ratified if,
"at the time such act or transaction was purportedly taken, [it] would have been within the power
of the corporation ...." As a result of a 2018 amendment to Section 204, a corporate action
although within the power of the corporation, but was not legally authorized is a "defective
corporate act" which can be ratified under Section 204. The amendment was intended to
overrule Nguyen v. View, Inc., 2017 WL 2439074 (Del. Ch. 2017) in which the stock issuance
sought to be cured pursuant to Section 204 had been effected "notwithstanding that the majority
common stockholder had deliberately withheld his consent for the transaction — consent that was
required for the transaction to be valid as a matter of law" *9, thus rendering the corporation
without the power to issue the stock in question. The Court had held that a subsequent
conversion of preferred stock resulting in new majority common stockholders of the corporation
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who thereupon purported to ratify the previously unauthorized stock issuance did not accomplish
a Section 204 ratification.

Section 205 provides for judicial review of a purported Section 204 ratification and
subsection (d) thereof permits the Court to consider equitable factors in its determination as to
whether a defective corporate act should be given effect.

§ 4.08 THE INTERPRETATION AND EFFECT OF CLASS VOTING PROVISIONS

Page 424: Add the following above the NOTE

SECURITY NATIONAL BANK v. PETERS, WRITR AND CHRISTENSEN, INC.
Colorado Court of Appeals
569 P.2d 875 (1977)

BERMAN, JUDGE.

Plaintiffs, preferred shareholders of Peters, Writer and Christensen, Inc. (PWC),
instituted this action on October 16, 1972, asserting two claims for relief against the directors of
PWC. The first was a derivative claim under C.R.C.P. 23.1 for certain violations of the Colorado
Corporation Code, and the second was a class action claim alleging fraud and breach of fiduciary
duty. The defendants joined Thomas P. Owen as a third-party defendant on an indemnification
theory. At the conclusion of a nonjury trial, the court held that plaintiffs' claims for relief were
both based upon theories of fraud, and that the evidence presented would not sustain such a
finding. Accordingly, a judgment of dismissal was entered in favor of defendants and the third-
party defendant. The plaintiffs appeal from the judgment in favor of defendants, but no appeal
was taken against the third-party defendant. We reverse.

PWC is a Colorado corporation and the individual defendants were directors and officers
of PWC, each of whom held 16,000 of the 96,000 common Class A shares of PWC outstanding.
The only voting shares of PWC were the common Class A shares.

In August 1963, a meeting of the directors and common shareholders of the company was
held, at which time a plan was approved to sell the principal part of the business, its assets and
property, and to liquidate and dissolve the company completely. Though the articles of
incorporation required that the preferred shares be redeemed upon dissolution of the company,
the preferred shareholders were not notified of the above meeting and were neither given an
opportunity to vote at the meeting, nor an opportunity to file written objections or demands for
the payment of the fair value of their shares as required by [an applicable statute]. Several of the
defendants testified that they did not give the preferred shareholders notice of the above meeting
on advice of counsel. Notice was not deemed necessary since the directors had adopted a plan to
redeem the preferred shares within 12 months; however, notice of the planned redemption was
never given to the preferred shareholders and the [redemption] plan was never carried out. On
the basis of these facts, the trial court held that the directors had violated both the articles of
incorporation and [an applicable statute].

In conformity with the dissolution plan, PWC sold substantially all of its assets, retaining
only the common and preferred shares it held in the Atlantic Improvement Corporation. The
Atlantic stock was initially restricted and could not be sold by PWC, but in March 1965, PWC
received a "no action" letter from the SEC and thereafter the Atlantic stock could have been
registered and sold. Until 1971, the value of the Atlantic stock was such that all preferred shares
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of PWC could have been fully redeemed; however, such a sale would not have generated
sufficient monies to pay the common shareholders fully.

Several of the defendants testified that they did not sell the Atlantic stock because
substantially all of the assets of Atlantic, which consisted of realty, had been condemned by the
City of New York, and that it was their belief that the court award in the Atlantic condemnation
suit would enable PWC to receive substantially more than the market value of its Atlantic
shareholdings.

In 1964 and 1965, PWC did not pay five consecutive quarterly dividends to its preferred
shareholders. The defendants testified that this action was taken on the advice of counsel for the
purpose of preserving cash for the settlement of claims against the company. After failing to pay
the above five dividends, the defendants were informed by the company bookkeeper that the
preferred shareholders, pursuant to their stock subscription agreement, were entitled to assume
control of the company if six dividends were missed. In an "Estimate of Potential Liquidation
Value," prepared by the bookkeeper, he wrote the defendants: "NOTHING HAS BEEN DONE
THE PREFERRED STOCKHOLDERS GET THE COMPANY 6/1/65 UNLESS SOMETHING
IS DONE." Thereafter, defendants resumed paying dividends to the preferred shareholder,
thereby preventing takeover of the company by the preferred shareholders.

At trial, plaintiffs asserted that these dividend payments were made while the capital of
PWC was impaired in violation of [applicable statutes], but the trial court failed to rule on this
matter, as will be discussed more fully below.

It is also relevant to note that in 1965, 1967, and 1970, PWC purchased shares of its
preferred stock from three shareholders.

O S

II.

Plaintiffs' second claim for relief is a class action claim on behalf of the holders of the
preferred stock of the company. The essence of this claim is that defendants breached their
fiduciary duty towards plaintiffs and that they are liable to plaintiffs for all losses caused by this
breach. Plaintiffs asserted that they were wrongfully denied notice of and an opportunity to vote
at the 1963 shareholders meeting wherein the plan of liquidation and dissolution of PWC was
approved, which in turn violated their right to file written objections or demands upon the
corporation for the payment of the fair value of their shares pursuant to [an applicable statute]. It
was further alleged that the above act was fraudulently concealed by the directors and that the
applicable statute of limitations did not begin to run until discovery of the wrong. As stated
previously, the trial court dismissed this action finding that fraud, actual or constructive, had not
been proved. We hold that the court erred in finding that constructive fraud had not been proved.

Constructive fraud is defined as "a breach of duty which, irrespective of moral guilt, the
law declares fraudulent because of its tendency to deceive, violate confidence, or to injure public
interests. . .. Neither actual dishonesty nor intent to deceive is an essential element of
constructive fraud."... Such fraud often arises where a special confidential or fiduciary
relationship exists, which affords the power and means of one to take undue advantage over the
other. ... A breach of fiduciary duty constitutes constructive fraud. ... And as we pointed out
previously, the directors of a corporation occupy just such a fiduciary relationship to the
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corporation and its stockholders. .. Moreover, constructive fraud, like "(a) constructive trust, is
... (a) remedial device through which preference of self is made subordinate to loyalty to
others." Meinhard v. Salmon, 249 N.Y. 458, 164 N.E. 545, 62 A.L.R. 1 (1928).

Here, the record discloses the total lack of communication to the preferred shareholders
as to the dissolution of PWC, as to their statutory right to have their shares redeemed, and as to
what was generally happening in the corporation. The trial court correctly ruled that "(the
directors) vote to liquidate the corporation without making provision for preferred shareholders
... was in violation of the Articles of Incorporation (of PWC) and of the statute ([an applicable
statute])."

The decision to dissolve imposed certain duties on the directors, one of which was to
redeem the preferred shares. The directors' stated reason for failing to redeem was that to do so
would have required the sale of the Atlantic shareholdings. This the directors declined to do
since they thought the Atlantic stock would greatly increase in value. However, any increase
could only have benefited the common shareholders, for the preferred shareholders were limited
by the articles of incorporation to receiving a fixed liquidation preference plus accumulated and
unpaid dividends. In effect, the directors gambled with property which should have been used to
redeem the preferred shares of PWC, and they did so without informing the preferred
shareholders as to their plan. By these actions, the defendants breached the fiduciary duty they
owed plaintiffs, and their conduct constitutes constructive fraud as a matter of law. . . .

Further, we note that together the four directors (including the third-party defendant)
owned 64,000 shares of the common voting stock. This was a substantial amount when
contrasted to the total outstanding of 96,000 voting shares. Thus, in addition to the fiduciary
duties they owed as directors, they also owed fiduciary duties to the preferred stockholders
because of their dominant and controlling stock ownership. Seagrave Corp. v. Mount, supra.
No evidence indicates that they operated other than in unison in making the decisions which
caused the plaintiffs' loss. Also, the evidence disclosed that although the preferred shares could
have been fully redeemed until 1971 by selling the Atlantic stock held by PWC, at no time would
such a sale have generated sufficient monies to pay off the common shareholders fully. Thus,
the defendants, who occupied the dual position of controlling stockholders and directors of
PWC, cannot be assumed to have exercised "an unprejudiced exercise of judgment ..."
Seagrave Corp. v. Mount, supra,), . .. not just the "poor judgment" the trial court attributed to
them.

In dismissing this claim for relief, it appears that the trial court based its decision solely
on the fact that no actual fraud had been proved, saying, "I can find no showing of material
misrepresentation, concealment of material facts, as appears in other cases involving corporate
fraud. There were no fraudulent changes in the books, no misleading statement to shareholders."
Such findings, however, go to intent and relate to actual fraud, not constructive fraud. . . .

And, there is no support in the record for the court's conclusion that constructive fraud
had not been proved. Nor does the court's finding that the "directors used poor judgment" relieve
them from a charge of constructive fraud any more than does the fact that they may have acted in
good faith without intent to deceive. .. Rather, the evidence and facts as found by the court
point with clarity to the constructive fraud complained of, that is, a fiduciary duty, and breaches
thereof that are contrary to good conscience and which operate to injure another. . . .

We find the eloquence of Chief Judge Cardozo particularly apropos to the situation here:
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"Many forms of conduct permissible in a workaday world for those acting at arm's
length, are forbidden to those bound by fiduciary ties. A trustee is held to
something stricter than the morals of the market place. Not honesty alone, but the
punctilio of an honor the most sensitive, is then the standard of behavior. As to
this there has developed a tradition that is unbending and inveterate.

Uncompromising rigidity has been the attitude of courts of equity when petitioned
to undermine the rule of undivided loyalty by the 'disintegrating erosion' of
particular exceptions. . .. Only thus has the level of conduct for fiduciaries been
kept at a level higher than that trodden by the crowd. It will not consciously be
lowered by any judgment of this court." Meinhard v. Salmon, supra.

Accordingly, we hold that the plaintiffs proved by clear and convincing evidence the
fraud complained of, and that the trial court thus erred in ruling that constructive fraud had not
been proved.

R I I

[B] Judicial Construction of Preferred Stock and Statutory Voting Provisions

Page 426: Add the following above FLETCHER INTERNATIONAL, LTD. v. ION
GEOPHYSICAL CORPORATION

CORRE OPPORTUNITIES FUND LP v. EMMIS COMMUNIATIONS CORP
United States District Court
892 F. Supp. 1076 (2012)

BARKER, DISTRICT JUDGE

I R

A. State Law Claims
1. Breach of Contract

Plaintiffs contend that Emmis's acquisition of Preferred Stock breached Section 3.3 of
Emmis's Articles of Incorporation ("the Articles"), which governs the Preferred Shareholders'
rights . . ..

a. Section 3.3
Section 3.3 provides in relevant part as follows:

... [NJo Common Stock or any other stock of the Corporation ranking junior to
or ratably with the Preferred Stock as to dividends ... may be redeemed,
purchased or otherwise acquired for any consideration . . . by the Corporation . . .
unless full Accumulated Dividends shall have been or contemporaneously are
paid or declared and a sum sufficient for the payment thereof is set apart for such
payment on the Preferred Stock for all Dividend Payment Periods terminating on
or prior to the date of such declaration, payment, redemption, purchase or
acquisition.

It is undisputed that, between October 2011 and January 2012, Emmis acquired shares of
Preferred Stock without first paying accumulated dividends to the Preferred Shareholders. Thus,
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we turn to the question of whether Preferred Stock constitutes stock "ranking junior to or ratably
with the Preferred Stock." When interpreting contract terms, "[u]nless the terms of the contract
are ambiguous, they will be given their plain and ordinary meaning . . . .

Plaintiffs contend that Defendants' acquisition of Preferred Stock without first paying
dividends violated Section 3.3 because the phrase "any other stock ... ranking junior to or
ratably with the Preferred Stock" encompasses the Preferred Stock itself. Plaintiffs argue that the
plain and ordinary meaning of "ratable" is "pro rata" or "proportional," and thus, that shares of
Preferred Stock "rank ratably with" other shares of Preferred Stock as to dividends. In further
support of their argument, Plaintiffs point to Section 7.3 of Emmis's Articles of Incorporation,
which refers to: "shares of preferred stock which rank ratably with the Preferred Stock
(including the issuance of additional shares of the Preferred Stock)." (emphasis added).
Plaintiffs contend that because there is no indication that the phrase was intended to have varying
definitions throughout the agreement, stock "ranking ratably with Preferred Stock" in Section 3.3
should be interpreted to include the Preferred Stock itself.

However, as Defendants argue, if the intent of Section 3.3 was in fact to prohibit Emmis's
acquisition of the Preferred Stock itself, the Section would have provided that Emmis could only
acquire stock ranking senior to the Preferred Stock or added the phrase "including the Preferred
Stock" after "ratably with the Preferred Stock," as Section 7.3 of the Articles does. The fact that
such language was used in Section 7.3 of the same agreement demonstrates that when the
drafters intended to include Preferred Stock as stock that "ranks ratably" with itself, they knew
how to make that distinction and they clearly expressed that intent. Because Section 3.3 does not
include such a distinction, it suggests that the drafters did not intend that meaning to be read into
the provision. Moreover, because Preferred Stock is Preferred Stock, it is logical to conclude
that stock that ranks ratably with Preferred Stock must be some other series of stock.

For the foregoing reasons, we find that Plaintiffs have failed to establish that they have a
reasonable likelihood of success in proving that Defendants' acquisition of Preferred Stock . ..
constituted a breach of Section 3.3 of the Articles.

R I I
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Chapter S
CONVERTIBLE SECURITIES

§ 5.07 INTERPRETATION AND EFFECT OF ANTI-DILUTION PROVISIONS

Page 506: Add the following above Broad v. Rockwell International Corp.

The interpretation of corporate finance documents involves the application of "legal
principles at the intersection of the law of contracts and corporate law." Royce de R. Barondes,
Vestigial Literalism in the Interpretation of Corporate Financing Instruments, 15 Tenn. J. of Bus.
Law 239, 240 (2014) (Footnotes omitted) suggesting "enhanced reference to the evident purposes
manifested by the instruments taken as a whole" when "one cannot identify a plausible reason
why parties would have bargained for the outcome dictated by a literal parsing of the individual
provision." Id. at 315. The cases in this section illustrate the difficulties courts may confront in

determining the meaning of corporate finance provisions, while at the same time adhering to
precedent and thus permitting capital market participants "to be able to predict the consequences
of their actions and the actions of those they dealt with."*

Page 537: Add the following at the end of NOTE 1

It seems difficult to square the Parkinson rule with state merger statutes such as Section
906(b)(3) of the New York Business Corporation Law (page 59, supra) as well as Section 259(a)
of the Delaware General Corporation Law which provides that a corporation surviving a merger
assumes by operation of law all of the "liabilities and duties" of the non-surviving corporation,
which presumably include a duty to deliver securities upon exercise of a conversion privilege.

* Norman S. Poser Lord Mansfield Justice in the Age of Reason 229 (2013). A noted Chief Judge of the New York
Court of Appeals has stated that stare decisis "provides the stability and fair measure of certainty which are prime
requisites in any body of law. It enables lawyers to advise their clients and permits clients to regulate their affairs,
with reference to the authoritative rules of conduct that the courts may be expected to apply." John T. Loughran,
Some Reflections On The Role Of Judicial Precedent, 22 Fordham Law Rev. 1, 3 (1953).
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Chapter 6
DISTRIBUTIONS IN RESPECT OF EQUITY SECURITIES

§ 6.01 LEGAL AND BUSINESS ASPECTS OF DIVIDENDS

Page 690: Add the following after AFFFIRMED

NOTE

Section 544(b) of the Bankruptcy Code permits a Chapter 11 Trustee to set aside any
transfer of property of the debtor that is voidable under applicable state law. Section 546(e),
however, provides that a trustee may not set aside a "settlement payment" as defined in the Code
and judicially interpreted to include "any payment ‘made in the securities trade to consummate
securities transactions." In a 1996 companion case to the above Mumford case, the Eleventh
Circuit® held that the 546(e) exception does not apply to LBO payments to stockholders, a
position that does not appear to be the majority view. For example, in In re Tribune Company
Fraudulent Conveyance Litigation,” the Court stated "concern has been expressed that LBOs are
different from other transactions in ways pertinent to the Bankruptcy Code . ... However, the
language of Section 546(b) does not exempt from its protection payments by firms to
intermediaries to fund ensuing payments to shareholders for stock."

§ 6.02 STOCK DIVIDENDS AND STOCK SPLITS

Page 723: Add the following above § 6.03

CLARK v. PATTERN ANALYSIS AND RECOGNITION CORP.
New York Supreme Court, Oneida County
87 Misc.2d 385, 384 N.Y.S.2d 660 (1976)

PARKER J. STONE, J.

Plaintiffs commenced an action against the defendant, Pattern Analysis and Recognition
Corporation (PAR) to enjoin the carrying out of a plan of recapitalization by which the plaintiffs
would be forced to sell their shares of stock in PAR at a stated price. Plaintiffs have
simultaneously made a motion for a preliminary injunction pending the determination of the
main action. PAR opposes the motion.

I I

There is no question that the proposed recapitalization of the corporation would cause
irreparable damage to plaintiffs as they would lose their status as shareholders. Whether

> George V. Utlik & Schulyer G. Carroll, The Safe Harbor Provided for "Settlement Payments by Section 546(c), 19
Norton Journal Of Bankruptcy Law And Practice, 321, 323 (2010) quoting from In re Enron Creditors Recovery
Corp., 422 B.R. 423 (2009).

8 Matter of Mumford, Inc., 98 F.3d 604 (11th Cir. 1996).
7818 F.3d 98, 122 (2nd Cir. 2016).
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plaintiffs have a strong probability of ultimate success depends upon a review of the pleadings
and affidavits and a determination of the substantive merits of the action. The uncontested facts
are briefly as follows:

The plaintiffs are former employees of PAR and during the course of their employment,
they purchased shares of stock in PAR. After the plaintiffs left the employ of PAR, the board of
directors and shareholders of PAR, by a majority vote, amended the certificate of incorporation
and adopted a plan of recapitalization by which the outstanding shares of stock of PAR would be
reduced on a ratio of 4,000 shares for every new share of the recapitalized issue. The effect of
this plan was to reduce the authorized shares from 1,000,000 shares to 250 shares.

The plaintiffs each own less than 4,000 shares. Consequently, under the proposed plan,
the plaintiffs would each own less than one share. As part of the same resolution, the issuance of
fractional shares was disallowed and the corporation was authorized to purchase fractional shares
on the basis of $1.50 per share, if the shareholders did not dissent, or $1.25 per share, if the
shareholders did dissent.

The combined effect of the reclassification of shares and the refusal to issue fractional
shares results in the plaintiffs being forced to sell their shares of stock.

Reclassification of stock by the vote of a majority of shareholders is unquestionably
authorized by section 801 (subds [a], [b], par [11]) and subdivision (a) of section 803 of the
Business Corporation Law. Additionally, sections 509 and 513 of the Business Corporation Law
give to a corporation the option to issue fractional shares of stock or pay in cash the fair value of
these fractional shares. The issue then which must be decided is whether the combined use of
these two procedures under the specific facts of this case states a cause of action in favor of
plaintiffs against PAR. Neither counsel nor the court is aware of a decision on this specific issue
by a court of this State.

R R R

[A] minority stockholder will be protected against the threatened acts of a board of
directors or managing stockholders if those acts violate their fiduciary obligations and cause the
minority shareholder to sustain damage. This is so notwithstanding the fact that the corporation
follows statutory mandates to the letter.

N R R

PAR has submitted in support of its position, a case decided by the Supreme Court of
Ilinois, Teschner v Chicago Tit. & Trust Co. (59 11l 2d 452). The plaintiff in the Teschner case
was the owner of 63 shares out of 2,233,321 common shares issued by the defendant, Chicago
Title and Trust Company. She refused to participate in either an exchange offer or the sale of her
stock to another corporation (also a named defendant) which had acquired all but 1,890 shares
held by 45 shareholders, including plaintiff. Chicago Title and Trust Company thereafter
adopted a resolution to amend its articles of incorporation to reclassify the outstanding common
shares into 3,722 shares, each new share having a par value of $4,000. The amendment would
also provide that no stock certificates representing fractional shares would be issued, but in lieu
thereof, the defendant would exercise its statutory option to acquire such fractional shares from
its stockholders for cash. The amendment was approved and plaintiff became the only dissenting
stockholder.
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Plaintiff petitioned the court to restore her status as a shareholder and to declare the
action of the corporation illegal and invalid as a breach of fiduciary duty and as depriving her of
property without due process of law, violating her right to equal protection of the law and
impairing her contract rights.

The Illinois Supreme Court upheld the corporate action and in doing so, noted that
generally (p 456) "unless there is fraud which would entitle dissenting shareholders to other
relief, interests of minority shareholders can be terminated." In this particular case, however, the
court found no allegation of wrongdoing in the complaint, nor could it discover evidence of
improper purpose. "The plaintiff's complaint made no claim of fraud or deceptive conduct by the
defendants. It did not charge that the exchange offer was unfair or that the price later offered for
the shares was inadequate. The defendants stated in the circuit court that the corporate action of
reclassifying stock and eliminating fractional shares was basically to reduce corporate expenses
and simplify and facilitate procedures. The plaintiff did not allege or show any improper
purpose on the part of the defendants. Considering the circumstances the judgment in favor of
the defendants was proper." (Teschner, supra, pp 458-459.)

R R R

[A] minority shareholder under the law of this State should not be relegated to an
appraisal right solely by reason of the fact that an appraisal right exists. Where there is an
allegation of fraud, illegality or bad faith, coupled with a tenuous showing of legitimate
corporate business purpose, fairness requires that a minority shareholder be afforded an
opportunity to fully contest the actions of the majority before he is deprived of his property.
Where a strong and compelling corporate business purpose is shown, however, the courts should
not interfere at the mere whim of a dissident shareholder.

Plaintiffs allege in their supporting affidavit "That such action of the corporation was
taken without a substantial business purpose therefor and for the sole reason to eliminate all of
the above named shareholders by payment to them of alleged book value of the shares. That said
action is unlawful and fraudulent and taken for the sole purpose of depriving all of the above said
persons of their shares in the corporation." PAR's affidavit in opposition indicates that the sole
reason for the reclassification of shares and the elimination of fractional shares was to remove
the plaintiffs as shareholders. This is clear from the affidavit of the president of PAR. This
action by PAR is supposedly justified on the basis that all remaining shareholders would be
employees of PAR having a substantial interest both with respect to stock ownership and
management responsibility. Further, PAR contends that in this manner, the confidentiality of
PAR's financial statements could be maintained. It is acknowledged by PAR, however, that
there are other shareholders who are not employees of PAR but who are close relatives of
shareholders and who, it is presumed, would remain as shareholders under the proposed
recapitalization. Plaintiffs point out that PAR has never issued a financial statement to date; that
the restrictions on the transfer of shares have never been imposed by the board of directors, nor
has the board of directors authorized a right of redemption which would be exercised in the event
a shareholder employee left his employment.

Upon all the proof submitted, the court finds that there is absent a strong and compelling
legitimate business purpose supportive of the action taken by the defendant. Plaintiffs have
demonstrated a strong probability of ultimate success to justify the granting of a temporary
injunction pending the final determination of the issues.
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Plaintiffs' motion is granted.
NOTE

See generally, Michael R. Rickman Reverse Stock Splits and Squeeze Outs: A Need for
Heightened Scrutiny, 64 Wash. U.L. Rev. 1219 (1986).

Granewich v. Harding
Oregon Supreme Court
329 Or. 47, 985 P.2d 788 (1999)

GILLETTE,J.

This is a civil action for damages based on allegations that the controlling shareholders
and directors of a closely held corporation breached their fiduciary duties to plaintiff, a minority
shareholder and director, through a corporate "squeeze-out." Plaintiff named as defendants the
majority shareholders and directors, the corporation itself, the corporation's lawyer, and that
lawyer's firm. As the case comes to us, all claims against the corporation and the shareholders
have been dismissed, and only the allegations concerning the lawyers' role in the alleged
squeeze-out are at issue.

The amended complaint alleges, among other things, that the controlling shareholders
and directors amended the corporate by-laws to exclude plaintiff from the corporation and issued
new shares of stock to themselves to dilute plaintiff's ownership interest in the corporation. The
complaint also alleges that the lawyers are liable directly to plaintiff for breach of their own
fiduciary duties to him as a director by assisting in those actions and that they are jointly liable
with the majority shareholders and directors for breach of their fiduciary duties to him as a
minority shareholder and director.

O R R

The amended complaint alleges the following facts: Founders Funding Group, Inc.
(FFG) was incorporated in 1992. By early 1993, plaintiff and defendants Harding and
Alexander-Hergert each owned one-third of the shares of FFG stock. Plaintiff, Harding, and
Alexander-Hergert all were directors and officers of FFG as well as its employees. All three
agreed initially that each would receive inadequate compensation for their respective services to
the company but that each would receive the same amount of compensation from FFG, with the
expectation and agreement that each ultimately would receive ample compensation for his or her
efforts. They also agreed that each would be employed continually and perpetually by the
corporation, with salaries and benefits commensurate with their services to it.

After a short time, FFG's business became substantially more successful and profitable.
The complaint alleges that, at that point, Harding and Alexander-Hergert devised a plan to
squeeze plaintiff out of the corporation. On May 5, 1993, they met with plaintiff and informed
him that they had removed him as a director of FFG, relieved him of his executive position, and
terminated him as an employee, all effective immediately. Plaintiff objected on the grounds that
he had not received proper notice of any shareholders' or directors' meeting as required by FFG's
by-laws, that his position as a director was protected by the cumulative voting requirements of
the by-laws, that the actions of Harding and Alexander-Hergert represented a breach of the
agreement between plaintiff and the others that each would be employed perpetually and
continually by FFG, and that those actions represented a breach of the fiduciary duty that
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Harding and Alexander-Hergert owed to plaintiff by virtue of their ownership of two-thirds of
the corporation's stock and their holding of two out of three positions on FFG's board of
directors.

Soon thereafter, Harding and Alexander-Hergert, in their corporate capacities, met with
and hired lawyer Farrell and his law firm, Martin, Bischoff, Templeton, Langslet & Hoffman
(collectively, the lawyers), to provide legal services to the corporation. The complaint alleges
that the lawyers then entered into an agreement with Harding and Alexander-Hergert to assist
them in depriving plaintiff of his position as a director, of the value of his shares of stock, of his
further employment with and compensation from FFG, and of the benefits of participating in the
corporate affairs of FFG. The complaint alleges that, at all material times, the lawyers knew that
the purpose of that agreement was to violate Harding's and Alexander-Hergert's fiduciary duties
to plaintiff. Additionally, the complaint alleges that FFG itself "had no legitimate corporate
interest in resolving the disputes between plaintiff * * * and defendants Harding and Alexander]-

Hergert] in a manner which favored defendants Harding and Alexander[-Hergert] over plaintiff
k skokn

The lawyers are alleged to have assisted Harding and Alexander-Hergert by drafting and
sending two letters to plaintiff, at Harding's and Alexander-Hergert's request, containing
statements that the lawyers knew to be false concerning the effectiveness of Harding's and
Alexander-Hergert's previous efforts to remove plaintiff from the corporation. It also is alleged
that, in their further efforts toward the same end, the lawyers knowingly provided legal
assistance to Harding and Alexander-Hergert that substantially assisted Harding and Alexander-
Hergert in breaching the fiduciary duties that they allegedly owed to plaintiff. Specifically, the
complaint alleges that the lawyers assisted Harding and Alexander-Hergert in exercising actual
control of the management and policies of FFG in ways inconsistent with their claimed fiduciary
duties by calling special meetings, amending corporate by-laws, removing plaintiff as a director,
and taking other actions to dilute the value of plaintiff's FFG stock. Finally, the complaint
alleges that the lawyers' actions were outside the scope of any legitimate employment by FFG
and that plaintiff suffered damages as a consequence of those actions.

As a preliminary matter, defendant lawyers argue that the Court of Appeals erred in
considering the "aid and assist" theory and urge this court not to address it, on the ground that
plaintiff neither mentioned "aid and assist" as a separate theory of recovery in the complaint nor
argued it below. Therefore, defendant lawyers argue, the matter is not preserved.

Defendant lawyers' argument is not well taken. For reasons explained more fully below,
neither "conspiracy" nor "aid and assist" is a separate theory of recovery. See Bonds v. Landers,
279 Or. 169, 175, 566 P.2d 513 (1977) (so explaining with respect to "conspiracy.") Rather,
conspiracy to commit or aiding and assisting in the commission of a tort are two of several ways
in which a person may become jointly liable for another's tortious conduct.

Section 876 of the Restatement (Second) of Torts (1979) (Restatement) sets out three
ways in which persons acting in concert may be held accountable for each other's tortious
conduct:

"For harm resulting to a third person from the tortious conduct of another,
one is subject to liability if he
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"(a) does a tortious act in concert with the other or pursuant to a
common design with him, or

"(b) knows that the other's conduct constitutes a breach of duty and
gives substantial assistance or encouragement to the other so to conduct himself,
or

"(c)  gives substantial assistance to the other in accomplishing a tortious
result and his own conduct, separately considered, constitutes a breach of duty to
the third person."

O R R

We conclude that persons acting in concert may be liable jointly for one another's torts
under any one of the three theories identified in Restatement section 876. * * * It follows that
the Court of Appeals did not err in considering whether the lawyers jointly could be liable for the
breach of fiduciary duty, either by doing a tortious act in concert with the others, as described in
section 876(a) of the Restatement, or by knowingly providing substantial assistance to the others
in their commission of that tort, as described in section 876(b). We turn to that issue.

There is no Oregon law directly addressing whether someone can be held liable for
another's breach of fiduciary duty. Legal authorities, however, virtually are unanimous in
expressing the proposition that one who knowingly aids another in the breach of a fiduciary duty
is liable to the one harmed thereby. That principle readily extends to lawyers. None of those
authorities even implies that liability for participants in the breach of fiduciary duty is confined
to those who themselves owe such duty.

Nothing in this court's prior decisions compels a different conclusion in this case.
Indeed, the theory behind joint liability is that persons acting in concert are liable for all the acts
done in furtherance of the conspiracy. * * * Indeed, it especially would be odd for the law to
afford beneficiaries of fiduciary relationships less protection from the malfeasance of third
parties than would be available to the victims of other kinds of tortious conduct. We hold,
therefore, that a defendant personally need not have committed a tortious act as a prerequisite to
liability for acting in concert with another person who did commit that tortious act.

In reaching a contrary conclusion, the Court of Appeals found dispositive the absence of
any duty flowing directly from the lawyers to plaintiff. That court stated that "because the tort of
breach of fiduciary duty depends on a duty that the law implies from a fiduciary relationship
between the parties, it necessarily follows that a fiduciary relationship must exist between the
plaintiff and all joint tortfeasors.

N S

That analysis is faulty for two reasons. First, interpreting the term, "tortious act," in the
way that the Court of Appeals' majority did requires, in the traditional tort law vernacular, that
the actor owe a duty of care to the third person. Thus, that interpretation erroneously fuses
together the elements of liability set out in subsection 876(a) with those in subsection 876(c),
which outlines liability for persons who assist in the accomplishment of a tortious result in
circumstances where their "own conduct, separately considered, constitutes a breach of duty to
the third person." Such an approach would render subsection (c) surplusage.
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Second, the Court of Appeals' analysis relies on the premise that, under subsection
876(a), each actor's conduct itself must constitute a tort before liability attaches. That reliance is
misplaced. This court previously has suggested that a plaintiff need not establish that each
person acting in concert himself committed a tort.

The Court of Appeals also declined to rule that lawyers can be held liable as co-
conspirators merely for aiding and assisting in the commission of the tort of breach of fiduciary
duty, on the ground that it unduly would interfere with lawyer-client relations if lawyers could be
held liable for actions performed on behalf of their clients that only indirectly result in their
clients' breach of their fiduciary duties. In that regard, we note that the Court of Appeals
interchangeably refers to Harding and Alexander-Hergert and to the corporation as the lawyers'
clients. The complaint, however, alleges that the corporation hired the lawyers, that the
corporation had no interest in the dispute between plaintiff and Harding and Alexander-Hergert,
and that the work that the lawyers performed was outside the scope of any legitimate
employment on behalf of the corporation. We must accept those allegations as true for purposes
of our analysis. Under that circumstance, the lawyers stand in no different position in relation to
plaintiff than anyone else, and their status as lawyers is irrelevant.

Viewed in light of the foregoing discussion, the amended complaint adequately alleges
joint liability on the part of defendant lawyers as persons acting in concert with Harding's and
Alexander-Hergert's alleged breach of their fiduciary duties to plaintiff.

O R R

The amended complaint states a claim against the lawyers for joint liability, based on
their alleged participation with other defendants in breaching fiduciary duties owed to plaintiff.
The trial court erred in ruling to the contrary, and the Court of Appeals erred in affirming that
ruling.

The decision of the Court of Appeals is reversed in part. The judgment of the circuit court
is reversed in part. The case is remanded to the circuit court for further proceedings.

§ 6.03 PURCHASES BY A CORPORATION OF ITS OWN SHARES
[A] STATE STATUTORY PROVISIONS

Page 724: Add the following above Heckmann v. Ahmanson:

NEIMARK v. MEL KRAMER SALES, INC.
Court of Appeals of Wisconsin
102 Wis.2d 282, 306 N.W. 2d 278 (1981)

DECKER, CHIEF JUDGE.

This appeal questions whether the trial court erred in this shareholder's derivative action
by ordering specific performance of a stock redemption agreement upon death of the principal
shareholder of defendant corporation. We vacate the judgment and remand with directions.

Plaintiff seeks specific performance of an agreement for the redemption of stock owned
by the late Mel Kramer (Kramer), founder and majority shareholder of Mel Kramer Sales, Inc.
(MKS). MKS is a closely-held Wisconsin corporation engaged in the business of selling
automotive parts and accessories. The interests of the shareholders are:
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Shareholder Number of Shares Percentage
Mel Kramer/Estate of Mel Kramer 1,020 51
Delores Kramer 200 10
Jack Neimark 580 29
Jerome Sadowsky 200 10

Kramer died on December 5, 1976. On May 9, 1977, Delores Kramer, Kramer's widow,
was appointed personal representative of his estate. Delores Kramer is president and a director
of MKS. Jack Neimark is vice-president and a director. Directors David Gutkin and Sara Lee
Begun are relatives of Delores Kramer.

On June 22, 1976, a stock redemption agreement was executed by MKS and its
stockholders. The agreement requires MKS to purchase, and a deceased shareholder's estate to
sell, all of the deceased shareholder's stock in MKS at $400 per share, less a specified credit.”
The agreement also provided Delores Kramer with the option to sell her shares to MKS in the
event of Kramer's death.

Under the agreement, Kramer's 1,020 shares were to be redeemed by MKS within thirty
days after the appointment of his estate's personal representative, Delores Kramer, in the
following manner. The redemption price of $408,000, less a specifically provided $50,000
credit, constituting a net price of $358,000, was to be paid in installments of $100,000 at the
closing, and the balance in five consecutive annual installments. The first installment after the
closing was to be $43,200, with four remaining installments of $53,700, plus interest at 6%. If
Delores Kramer elected to redeem her shares, her’ stock was to be purchased at the same per-
share price payable in two installments of $40,000, on the sixth and seventh anniversaries of the
closing, plus interest at 6% after five years.

The agreement provided that the $100,000 payment for Kramer's shares was to be funded
by a life insurance policy on Kramer's life. Upon Kramer's death, MKS received the $100,000
proceeds from the life insurance policy, and it was reflected in MKS's retained earnings as of
December 31, 1976.

The agreement also provided that if MKS did not have sufficient surplus or retained
earnings to purchase the deceased shareholder's stock, the parties would contribute the necessary
capital to enable MKS to lawfully redeem the decedent's shares. It was also agreed that the
parties would be entitled to specific performance of the agreement.

¥ The $50,000 credit was funded by a group life insurance policy paid to Kramer's beneficiary.

? S.Ct. petition for review pending.
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After Kramer's death, Delores Kramer indicated a reluctance to have MKS redeem the
shares owned by her husband's estate. Neimark insisted that MKS redeem the estate's shares,
and on May 23, 1977, the board of directors met to consider Neimark's demand. The MKS
attorney who was the author of the stock redemption agreement was present at this meeting and
explained to the board that redemption of the stock by MKS would violate sec. 180.385(1),
Stats."” The board voted 3-1 not to purchase the Kramer estate's shares. Neimark, of course,
cast the losing vote.

On November 30, 1978, Neimark commenced an action for specific performance of the
1976 agreement and alternatively, sought monetary damages. The first claim was derivative on
behalf of MKS, pursuant to sec. 180.405, Stats; the second claim was personal.

Subsequently, a third party offered to purchase the business for $1,000,000. Neimark
conditioned his approval of the sale on the requirement that Delores Kramer and the Kramer
estate receive proceeds equal only to the redemption price of the shares which was substantially
less than the tendered per-share price. The defendants counterclaimed in Neimark's action and
sought an order declaring that Neimark was entitled to receive only his ratable share of the
proceeds of any sale of the business, which denied him the redemption agreement benefits. The
trial court dismissed Neimark's personal claim, but ordered specific performance of the stock
redemption agreement under the derivative claim. The counterclaim was dismissed.

Defendants present three issues for our consideration:

(D) did the failure to perform the stock redemption agreement cause injury to
the corporation sufficient to provide a basis for the shareholder's derivative claim;

2) did the trial court correctly conclude that MKS could lawfully redeem the
estate's shares under secs. 180.385(1), 180.02(11), and 180.02(14), Stats; and

3) would specific performance of the redemption agreement be inequitable?

10 Section 180.385(1), Stats., provides:
180.385 Right of corporation to acquire and dispose of its' own shares.

(1) Unless otherwise provided in the articles of incorporation, a corporation shall have the
right to purchase, take, receive, or otherwise acquire, hold, own, pledge, transfer, or otherwise dispose of its
own shares; provided that no such acquisition, directly or indirectly, of its own shares for a consideration
other than its own shares of equal or subordinate rank shall be made unless all of the following conditions
are met:

(a) At the time of such acquisition the corporation is not and would not thereby be
rendered insolvent;

(b) The net assets of the corporation remaining after such acquisition would be not
less than the aggregate preferential amount payable in the event of voluntary liquidation to the
holders of shares having preferential rights to the assets of the corporation in the event of
liquidation; and

(©) 1. Such acquisition is authorized by the articles of incorporation or by the
affirmative vote or the written consent of the holders of at least a majority of the outstanding
shares of the same class and of each class entitled to equal or prior rank in the distribution of
assets in the event of voluntary liquidation; or

2. Such acquisition is authorized by the board of directors and the
corporation has unreserved and unrestricted earned surplus equal to the cost of such shares. . . . .
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I
INJURY OR WRONG TO MKS

A fundamental requirement of a stockholder's derivative action is an injury or wrong to
the corporation. . . . In the context of this case, we view the existence of injury or wrong to MKS
as a question of mixed fact and law. The trial court found that the failure of MKS to perform its
agreement to redeem the Mel Kramer stock constituted an injury to MKS, because such conduct
neglected to take advantage of a $50,000 credit upon the purchase price of the stock, and
hazarded the prospect of acquisition of the stock by outsiders. We observe that such omission
also sacrificed the utilization of the financial advantage to MKS of acquisition of the stock over a
five-year period at a low interest rate.

The trial court's findings are basically grounded upon the terms of the stock redemption
agreement. Since that evidence is undisputed and not in conflict with other evidence, we need
not accord special deference to those findings. Nonetheless, we are in complete agreement with
the trial court's conclusion that failure to perform the agreement resulted in economic injury to

the corporation.11

1L
LAWFULNESS OF REDEMPTION,
SECS. 180.385(1) and 180.02(11) and (14), STATS.

Section 180.385(1), Stats., prohibits, inter alia, acquisition by a corporation of its own
stock if the corporation would thereby be rendered insolvent. "Insolvent" is defined in sec.
180.02(14) as the "inability of a corporation to pay its debts as they become due in the usual
course of its business." The purpose of prohibiting own stock acquisition by a corporation if it
would thereby be rendered insolvent is to protect the creditors, preferred security holders,12 and
in some cases, common stockholders whose stock is not acquired, from director action which
would strip funds from the corporation and create a distributive preference to the stockholder
whose stock is acquired.

In the context of this case, we view the question of whether MKS would be rendered
insolvent by performance of the stock redemption agreement as a mixed question of law and fact.
To the extent that the evidence with respect to factual matters is in conflict, we defer to the
factual determination by the trial court unless we find it contrary to the great weight and clear
preponderance of the evidence. . . .

The trial court's finding of fact, that performance of the stock redemption agreement
would not render the corporation insolvent, is supported by ample evidence, and is not contrary
to the great weight and clear preponderance of the evidence. The evidence establishes the fact
that the corporation had the ability to pay its debts as they became due. In arriving at that
conclusion, the trial court is not restricted to analyzing the cash and cash-equivalent assets of the

' Appellants contend in their reply brief that the matters for our determination present questions of law "(w)ith but
one exception," and refer us to Part 1(c) of that brief. In Part 1(c), appellants contend that the trial court committed
an error of law.

2 There are no holders of preferred security interests in MKS.
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corporation. The flow of cash to maintain solvency can be generated by a multitude of means
other than cash generated solely from sales.

In this case, MKS had a $275,000 line of credit with a local bank. Its annual financial
statements for 1976, 1977, and 1978, and the May 31, 1979, financial statement, disclose no
inability of MKS to pay its debts as they became due if the redemption agreement had been
performed.

Upon Kramer's death, it became the obligation of MKS to redeem his stock, provided the
corporation could comply with sec. 180.385(1), Stats., with respect to solvency. We agree with
the trial court's finding of fact that it could. To the extent that the finding also constitutes a
conclusion of law, we also agree.

Contrary to the English rule, American courts at common law generally permit a

. .. 13 . e
corporation to acquire its own shares. The American rule has undergone harsh criticism
because of the opportunity it affords to prefer selected stockholder/sellers and strip funds from
the corporation to the disadvantage of preferred security interest holders, other common
stockholders, and creditors. The rule sought protection for those persons by vaguely requiring
that the purchase be "without prejudice" to their interests. .. Additional statutory restrictions
resulted and culminated in the two major restraints (for the purposes of this case): the purchase
must be made out of earned surplus and cannot be made if insolvency, in the equity sense, is
present or would result. "(I)nsolvency in the equity sense has always meant an inability of the
debtor to pay his debts as they mature. Under the Bankruptcy Act it means an insufficiency of
assets at a fair valuation to pay the debts." Finn v. Meighan, 325 U.S. 300, 303, 65 S.Ct. 1147,
1149, 89 L.Ed. 1624 (1945). The surplus and insolvency tests were incorporated in s 6 of the
Model Business Corporation Act which formed the basis of the revision of the Wisconsin
Business Corporation Law in the early 1950's. Section 180.385, Stats., adopts surplus and
insolvency tests. Purchase of shares is permitted if: "At the time of such acquisition the
corporation is not and would not thereby be rendered insolvent." Sec. 180.385(1)(a), Stats.

The self-evident applicability of the insolvency test at the time of acquisition of the stock
is not equally self-evident in the case of an installment purchase. Considerations of "corporate
flexibility" in the acquisition of its stock for legitimate purposes, balanced by "protection for
creditors," led the majority of American courts to apply the insolvency test contemporaneously
with each installment payment. The Model Business Corporation Act s 6 has been amended to
specifically so provide. Although that specific change has not been incorporated in sec.
180.385(1)(a), Stats., we agree with the reasoning of the majority of American courts that the
protection of the corporation's creditors requires that the insolvency limitation be applied both at
the time of purchase and when each installment payment is made pursuant to the purchase
agreement. When the payment is actually made, the assets leave the corporation and
concomitantly the loss of financial protection occurs. If insolvency results or would result, the
purchase may constitute a fraudulent conveyance. In any event, the hazard of fraud to creditors

'3 The cases constituting the American majority rules we have referred to and applied are collected and analyzed in
several scholarly and exhaustive treatments of the subject: Hartmann and Wilson, Payment For Repurchased Shares
Under The Texas Business Corporation Act, 26 Sw.L.J. 725 (1972); Herwitz, Installment Repurchase of Stock:
Surplus Limitations, 79 Harv.L.Rev. 303 (1965); Kessler, Share Repurchases Under Modern Corporation Laws, 28
Fordham L.Rev. 637 (1959-60); Kummert, The Financial Provisions of the New Washington Business Corporation
Act, Part 111, 43 Wash.L.Rev. 337 (1967-68).
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is too great to permit the insolvency test to be applied at times remote to payment for the share
repurchase.

Section 180.385(1)(a), Stats., recognized the problem inherent in the single application of
the insolvency test and achieved flexibility by prohibiting a purchase resulting in a corporation
that "is" insolvent or "would ... be" rendered insolvent. Thus, flexibility is achieved by the
statute in its application of the insolvency test to each purchase payment.

When applying the insolvency test at the stage of each payment for a stock repurchase to
achieve creditor protection, consistency suggests that the amount of each payment, not the total
purchase price, should be a component of the determination of solvency. The weight of
authority has so applied the tests and we adopt that method of application. That method is in
accord with the equity sense insolvency test expressly prescribed by secs. 180.02(11) and
180.385(1)(a), Stats.

Defendants have not demonstrated insolvency in the equity sense to the trial court or to
us. Our review of the corporate financial statements in evidence discloses no arguable claim of
insolvency in the equity sense. The only claim of MKS's insolvency made by defendants is
premised upon a deduction of the total stock redemption14 purchase price from the corporate
assets, thereby creating a balance sheet negative net worth, although the installment payments of
the purchase price are spread over five years. We reject the argument because it applies a
bankruptcy rather than equity insolvency test, and is contrary to secs. 180.02(11) and

180.385(1)(a), Stats.

The second limitation upon the corporate repurchase of its stock pertinent to this case is
the restriction that "the corporation has unreserved and unrestricted earned surplus equal to the
cost of such shares." Sec. 180.385(1)(c)2., Stats.'® In this respect, the Wisconsin Business
Corporation Law generally follows its paradigm, the Model Business Corporation Act. Earned
surplus is defined in sec. 180.02(1 1).17 In this case, the parties do not dispute the amount of
earned surplus.

Our review of the record again establishes the following undisputed evidence with
respect to paid-up capital stock, retained earnings, and total stockholders' equity.

14 S.Ct. petition for review pending.

'5 The modernized corporation statutes of Maryland, North Carolina, and Texas apply a bankruptcy insolvency test
in addition to an equity insolvency test.

' We have assumed the applicability of this section because the corporation executed the agreement and this action
seeks to compel the board of directors to perform the agreement. The agreement itself applies a corporate surplus
test.

7 For the purpose of this case, earned surplus can be considered to be the retained earnings of the corporation.
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12/31 12/31 12/31 5/31
1976 1977 1978 1979
Paid-up Capital Stock 69,400 69,400 69,400 69,400
Retained Earnings 246,409 276,073 317,586 317,584
Current Earnings 31,575
Stockholders' Equity 315,809 345,473 386,986 418,559
We subtract projected payments pursuant to the stock redemption agreement.
Retained and Current Earnings Adjusted to 276,073 217,586 205,961
Reflect Deducted Installment Payments
Installment Payments Without Interest'® 100,000 43,200 53,700
Net Retained Earnings 176,073 174,386 152,261

Credit 50,000

Historically, the statutory insolvency cutoff test evolved from the "no prejudice to
creditors" rule. Dissatisfaction with the limited effectiveness of that test resulted in the
formulation of the surplus cutoff test to be applied in conjunction with the insolvency cutoff test.

The same problem arose with the application of the surplus cutoff test that developed in
applying the insolvency cutoff test: in the case of an installment purchase, should the surplus
test be applied at the time of purchase or at the time cash payment is made? Most cases
demonstrate little effort to distinguish between the methods of applying both tests and resolve the
question by the easier and more convenient method of applying both tests in the same fashion.

O I I

'8 We have not calculated interest on the unpaid balances because it does not significantly affect the determination of
insolvency.
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Professor Herwitz discusses a number of reasons for applying the surplus to the time of
purchase rather than at each installment payment.19 We agree with his view that the statutory

surplus cutoff rule should be applied only once, and at the time of purchase, for the following
reasons:

(1) unlike the equity insolvency test, a surplus test does not center upon
current liabilities;

(2) unlike the application of the insolvency test, the surplus test is analogous
to a purchase for cash and a loan of the unpaid cash price back to the corporation;

3) installment application of the surplus test could bar performance of a valid
obligation of the corporation to the selling stockholder but permit the corporation to
disburse funds to current stockholders;

(4) the statutory requirement that surplus be restricted by such a purchase
agreement could be frustrated by a construction that would require restriction only on an
installment-by-installment basis and permit distributions to shareholders even though the
surplus was insufficient to consummate the purchase agreement;

(%) in the manner described in (4), a limited amount of surplus could be used
to justify the purchase of an unlimited amount of stock;

(6) when applied to installment payments, the surplus test could be continued
indefinitely with current stockholders receiving distributions, putting the selling
stockholder in limbo without the status of either creditor or stockholder;

(7) if a default in an installment is compelled by the surplus test, the selling

stockholder could possibly obtain®® a windfall return of all of stock, including the part for
which payment had already been made;

(8) a creditor with knowledge of the purchase agreement could be unprotected
by installment application of the statutory surplus test limitation . . . .

9) if interest has been deducted in computing corporate net income,
application of the surplus test upon an installment basis to the interest on the purchase
price is unsupportable because it would take interest into account twice;

(10)  the unpaid selling stockholder is given no consideration, at least to the
extent of undistributed surplus, over the other stockholders who are the beneficiaries of
the stock purchase; and

(11)  the application of the surplus cutoff test at the outset of an installment
purchase would in no way hamper or alter the installment application of the equity
insolvency test.

We consider it a futile exercise to attempt to ground our decision upon the subtleties and
nuances of semantic lexicography in defining "purchase," "acquisition," and the other acquisitory
words of transfer used in the statute. The above reasons persuade us that the application of the

19
See note 5, supra.

20°3.Ct. petition for review pending.
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surplus cutoff test is required to be timed to the purchase rather than the payment of cash. Such a
construction comports with the need for corporate flexibility in acquiring its own stock for
legitimate purposes and the protection of creditors and holders of other securities of the
corporation.

I I

Although it is apparent from the MKS financial statements that application of the surplus
cutoff test upon an installment basis would not have precluded specific performance as ordered
by the trial court, application of the test at the outset will preclude specific performance upon the
basis of the facts as presented to us. However, we note that the stock redemption agreement
provides:

() Insufficient Corporate Surplus. If the Corporation does not have sufficient
surplus or retained earnings to permit it to lawfully purchase all of such shares,
each of the parties shall promptly take such measures as are required to reduce the
capital of the Corporation or to take such other steps as may be necessary in order
to enable the Corporation to lawfully purchase and pay for the Decedent's shares.

We vacate the judgment of the circuit court and remand for further proceedings
consistent with this opinion. The circuit court is directed to apply the surplus cutoff test to the
time of specific performance of the stock redemption agreement if it concludes that the evidence
justifies specific performance. Because we adopt an application of the statute which has not
heretofore been explicated, we think it fair to permit the parties to offer current financial data
with respect to MKS and the ability of the parties to the redemption agreement to take the
necessary steps to enable the corporation to lawfully purchase and pay for the redeemed stock.
Such evidence will enable a current evaluation of the propriety of specific performance. In the
event the trial court deems specific performance appropriate, it shall make the necessary findings
and requirements with regard to providing sufficient earned surplus and assuring solvency as a
condition to specific performance.

We reject the defendants' claim of applicability of the business judgment rule’! to the
facts of this case. That rule accords judicial deference to a business judgment but is generally
applicable to acquisition of a corporation's own stock where the board of directors has authorized
the acquisition without approval of the stockholders, unlike the present circumstance where all of
the stockholders consented and bound themselves to the stock redemption agreement.

I11.
ALLEGED INEQUITY OF SPECIFIC PERFORMANCE OF THE REDEMPTION
AGREEMENT

Defendant Delores Kramer claims that enforcement of the stock redemption agreement
would be inequitable. We disagree. The requirement of adequate surplus at purchase will
provide a restricted surplus account to the extent of the unpaid balance of the purchase price. It
is true that she becomes a creditor of the corporation and is subject to the hazard of a business
failure. She also received the benefit of a compelled market for her stock, had she desired to
liquidate her interest in MKS. Her predecessor owner executed the agreement which expressly

2 See, e. g., Steven v. Hale-Haas Corp., supra, 249 Wis. at 221, 23 N.W.2d at 628.
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provided for specific performance. The transaction by its terms made the seller a creditor of the
business. Obviously Mel Kramer thought the agreement fairly balanced the corporate obligation
to acquire the stock with the owner's opportunity to liquidate an investment in a corporation
whose majority stockholder and principal officer had died.

Judgment vacated and cause remanded for further proceedings consistent with this
opinion.
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Chapter 7
INVESTMENTS BY THE ISSUER OF SECURITIES — ACQUISITIONS

§7.02 DUTIES OWED TO AND RIGHTS OF THE SECURITY HOLDERS OF THE
ACQUIRED CORPORATION SECURITIES EXCHANGE ACT

page 812: Insert the following above CHROMALLOY AMERICAN CORP. v. SUN
CHEMICAL CORP.

Section 13

(d)(1) Any person who, after acquiring directly or indirectly the beneficial ownership of
any equity security of a class which is registered pursuant to Section 12 of this title ... or
otherwise becomes or is deemed to become a beneficial owner of any of the foregoing upon the
purchase or sale of a security-based swap that the Commission may define by rule, and is
directly or indirectly the beneficial owner of more than five per centum of such class shall,
within ten days after such acquisition or within such shorter time as the Commission may
establish by rule, file with the Commission, a statement containing such of the following
information, and such additional information, as the Commission may by rules and regulations
prescribe as necessary or appropriate in the public interest or for the protection of investors:

(A)  The background, and identity, residence, and citizenship of, and
the nature of such beneficial ownership by, such person and all other persons by whom or on
whose behalf the purchases have been or are to be effected;

(B)  The source and amount of the funds or other consideration used or
to be used in making the purchases . . ..

(C) If the purpose of the purchases or prospective purchases is to
acquire control of the business of the issuer of the securities, any plans or proposals which such
persons may have to liquidate such issuer, to sell its assets to or merge it with any other persons,
or to make any other major change in its business or corporate structure;

(D)  The number of shares of such security which are beneficially
owned, and the number of shares concerning which there is a right to acquire, directly or
indirectly, by: (i) such person, and (ii) by each associate of such person, giving the background,
identity, residence, and citizenship of each such associate; and

(E)  Information as to any contracts, arrangements, or understandings
with any person with respect to any securities of the issuer, including but not limited to transfer
of any of the securities, joint ventures, loan or option arrangements, puts or calls, guaranties of
loans, guaranties against loss or guaranties of profits, division of losses or profits, or the giving
or withholding of proxies, naming the persons with whom such contracts, arrangements, or
understandings have been entered into, and giving the details thereof.

(2) If any material change occurs in the facts set forth in the statement filed with the
Commission, an amendment shall be filed with the Commission, in accordance with such rules
and regulations as the Commission may prescribe as necessary or appropriate in the public
interest or for the protection of investors.
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3) When two or more persons act as a partnership, limited partnership, syndicate, or
other group for the purpose of acquiring, holding, or disposing of securities of an issuer, such
syndicate or group shall be deemed a "person" for the purposes of this subsection.

(4) In determining, for purposes of this subsection, any percentage of a class of any
security, such class shall be deemed to consist of the amount of the outstanding securities of such
class, exclusive of any securities of such class held by or for the account of the issuer or a
subsidiary of the issuer.

(%) The Commission, by rule or regulation or by order, may permit any person to file
in lieu of the statement required by paragraph (1) of this subsection or the rules and regulations
thereunder, a notice stating the name of such person, the number of shares of any equity
securities subject to paragraph (1) which are owned by him, the date of their acquisition and such
other information as the Commission may specify, if it appears to the Commission that such
securities were acquired by such person in the ordinary course of his business and were not
acquired for the purpose of and do not have the effect of changing or influencing the control of
the issuer nor in connection with or as a participant in any transaction having such purpose or
effect.

(6) The provisions of this subsection shall not apply to:

(A)  Any acquisition or offer to acquire securities made or proposed to
be made by means of a registration statement under the Securities Act of 1933;

(B)  Any acquisition of the beneficial ownership of a security which,
together with all other acquisitions by the same person of securities of the same class during the
preceding 12 months, does not exceed two per centum of that class;

(C)  Any acquisition of an equity security by the issuer of such security;

(D)  Any acquisition or proposed acquisition of a security which the
Commission, by rules or regulations or by order, shall exempt from the provisions of this
subsection as not entered into for the purpose of, and not having the effect of, changing or
influencing the control of the issuer or otherwise as not comprehended within the purposes of
this subsection.

Rule 13d-1. Filing of Schedules 13D and 13G.

(a) Any person who, after acquiring directly or indirectly the beneficial ownership of
any equity security of a class which is specified in paragraph (i) of this Rule 13d-1, is directly or
indirectly the beneficial owner of more than five percent of the class shall, within 10 days after
the acquisition, file with the Commission, a statement containing the information required by
Schedule 13D.

O R R

Rule 13d-2. Filing of Amendments to Schedule 13D or 13G.

(a) If any material change occurs in the facts set forth in the Schedule 13D required
by Rule 13d-1(a), including, but not limited to any material increase or decrease in the
percentage of the class beneficially owned, the person or persons who were required to file the
statement shall promptly file or cause to be filed with the Commission an amendment disclosing
that change. An acquisition or disposition of beneficial ownership of securities in an amount
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equal to one percent or more of the class of securities shall be deemed "material" for purposes of
this Rule 13d-1; acquisitions or dispositions of less than those amounts may be material,
depending upon the facts and circumstances.

Corporate Governance Update: 13(d) Reporting Inadequacies
in an Era of Speed and Innovation

David A. Katz & Laura A. McIntosh, N.Y.L.J. September 24, 2015, at 5.

The Securities and Exchange Commission and other market regulators confront a
challenging issue: How to effectively monitor and regulate activity in an environment that is
both fast-moving and highly complex? The principles and architecture of the Securities
Exchange Act of 1934 were created for a much simpler financial world—an analog world—and
they struggle to describe and contain the digital world of today. The lightning speed of
information flow and trading, the constant innovations in financial products, and the increasing
sophistication of active market participants each pose enormous challenges for the SEC;
together, even more so. The ongoing controversy over Section 13(d) reporting exemplifies the
many challenges facing the SEC in this regard.

In 2011, then-SEC Chair Mary L. Schapiro announced a broad review of the beneficial
ownership rules governing the ownership reporting requirements for equity securities.”> The
SEC had been formally petitioned that year to update the Schedule 13D reporting requirements
to shorten the reporting window—specific authority for which had been provided by the Dodd-
Frank Wall Street Reform and Consumer Protection Act in 2010—and broaden the definition of
beneficial ownership.”® Unfortunately, Section 13(d) reform was delayed by the overwhelming
volume of rulemaking required under Dodd-Frank.** A recent letter to Congress signed by
several ethics and watchdog groups renewed the call for intervention by lawmakers on this
important issue.”> Though the requirements of Section 13(d) related to the timing of required
disclosure unfortunately appear unlikely to be revised in the near future,?® the SEC appears to be
keenly aware of the rules' regulatory shortcomings. The SEC announced eight settlements of
Section 13(d) enforcement actions in March 2015, and it is reportedly investigating a number of
situations in which activist funds appear to have informally coordinated their market activity.
Section 13(d) is an essential tool for promoting transparency and market integrity. While

22 Chairwoman Mary L. Schapiro, "Remarks at the Transatlantic Corporate Governance Dialogue, U.S. Securities &
Exchange Commission, Wash. D.C., Dec. 15, 2011, available at
www.sec.gov/news/speech/2011/spch12151 1mls.htm.

2 Wachtell, Lipton, Rosen & Katz, Petition for Rulemaking Under Section 13 of the Securities Exchange Act of
1934, Mar. 7, 2011, available at www.sec.gov/rules/petitions/2011/petn4-624.pdf.

24 See Michael Siconolfi & Susan Pulliam, "SEC Is Urged To Shorten Window for Investor Tip-Offs," Wall St. J.,
Mar. 27, 2014, available at http://www.wsj.com/articles/SB10001424052702304688104579465661917560346.

% Letter from Citizens for Responsibility and Ethics in Washington, Government Accountability Project, & New
Rules for Global Finance to Hon. Richard Shelby, Chairman, & Hon. Sherrod Brown, Ranking Member, U.S.
Senate Committee on Banking, Housing, & Urban Affairs; Hon. Jeb Hensarling, Chairman, & Hon. Maxine Waters,
Ranking Member, U.S. House Committee on Financial Services, Apr. 15, 2015, available at
www.citizensforethics.org/page/-/PDFs/Legal/Letters/4-15-15-10 Day Rule Banking Letter.pdf?nocdn=1.

%% See Liz Hoffman, "SEC Unlikely to Touch 13(D) Stock-Buying Window," Wall St. J., Oct. 2, 2014, available at
blogs.wsj.com/moneybeat/2014/10/02/sec-unlikely-to-touch-13d-stock-buying-window/.
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judicious enforcement in the short term may be helpful, comprehensive reform should be
accomplished as soon as practicable.

I I

Reporting Is Not Timely or Thorough

The reporting regime under Section 13(d) of the Securities Exchange Act is, as it stands,
woefully inadequate. Section 13(d) fails to require timely or thorough disclosure. In a world of
instant information, the deadline for filing a Schedule 13D remains 10 calendar days after
crossing the 5 percent ownership threshold.”” This window is large enough for material
developments to occur in secret, undermining the regulatory goals of investor protection and
market efficiency. Exacerbating this issue is the fact that the investor can continue to make
acquisitions during the 10-day period even after crossing the 5 percent ownership threshold
Hedge funds and other activists have, in recent years, used this gap to accumulate large positions
and gather support among fellow investment funds. The target company, the other shareholders,
and the market have been none the wiser until the activists had amassed positions and influence
well in excess of 5 percent. Though the 5 percent threshold is recognized as an important trigger
for market disclosure, the 10-day window permits accumulators to continue acquiring additional
shares without the market price reflecting the impact of such accumulation.

Clearly, technological advances have made short filing deadlines practical and desirable.
Moreover, since crossing the Spercent threshold is rarely a surprise to the beneficial owner of the
securities, there is no reason that the Schedule 13D cannot be prepared in advance and filed
almost immediately upon acquisition of the reportable interests. Currently, if there is a material
change to a Schedule 13D, an update must be filed "promptly," which—at least when the
material change involves 1 percent or more of the subject securities—is generally understood to
mean within one or two business days, and in many circumstances, the SEC staff's view has been
that disclosure should be made the same day as the triggering event. There is no reason that the
initial report cannot be filed within one or two business days as well. Delaware Supreme Court
Chief Justice Leo Strine Jr., speaking at a conference in March 2015, added his voice to those
calling for reform of Section 13(d). Chief Justice Strine recommended requiring "real time"
disclosures, possibly within 24 hours, as well as reducing the stock ownership threshold to 2
percent and including options and derivatives in the required disclosures.”®

O I I

2717 CFR § 240.13d-1.

28 See David Benoit & Liz Hoffman, "Taking Sides on Activist Investors," Wall St. J., Mar. 19, 2015, available at
www.wsj.com/articles/strine-urges-closing-of-10-day-investment-disclosure-window-1426791548; see also Leo E.
Strine Jr., Essay, "Can We Do Better By Ordinary Investors? A Pragmatic Reaction to the Dueling Ideological
Mythologists of Corporate Law," 114 Columbia L. Rev. 449, 493-96 (2014) available at
http://columbialawreview.org/can-we-do-better-by-ordinary-investors-a-pragmatic-reaction-to-the-dueling-
ideological-mythologysts-of-corporate-law/.
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In March 2015, the SEC announced eight settlement orders in enforcement actions
against corporate insiders in connection with three going private transactions.”” Each of the
individuals was charged based on their failure to file timely amendments to their Schedule 13D
filings as their plans for the transactions developed. The SEC staff in the Office of Mergers and
Acquisitions discovered the violations in the course of their review of the proxy and Schedule
13E-3 transaction statements that were filed in furtherance of the transactions, months or even
years later. These settlement orders (which resulted in cease-and-desist orders and payment of
civil penalties, to which the individuals consented) indicate two things of note. First, the SEC is
increasingly scrutinizing Section 13(d) disclosures. Though actual amendment may not be on
the near horizon, the SEC appears to be tightening enforcement of the rules as they exist and
indicating to market participants that disclosures will be carefully reviewed—where possible,
with the benefit of hindsight. Schedule 13D filers should keep in mind that their disclosures may
be evaluated in the context of additional disclosures that are made by other filers, for other
purposes, and at a much later date.

The second takeaway from the March 2015 settlement orders is that the scope of
disclosure required in an amendment to a Schedule 13D may be effectively broadening. It had
previously been understood that 13D filers did not have to amend the generic disclosures in
their initial filings until a definite plan had been formulated. Though the recent SEC orders do
not provide a bright-line test, it seems that disclosure relating to the formulation of a plan may
be required, and possibly disclosure of the steps taken toward determining whether or not to
proceed with the formulation of a plan, particularly if they represent a change from the initial or
prior disclosure. The orders indicate that although in some cases even discussions with other
parties could trigger disclosure, the formation of a "group" for Section 13(d) purposes will still
require actual agreement between the parties.®® It is important to note, however, that under the
rules, such an agreement need not be written; an oral or even tacit agreement would require
disclosure.

The SEC's focus on Section 13(d) disclosures is a welcome development, with two
important caveats. First, increased enforcement is not a substitute for meaningful reform,;
thoughtful and thorough revision of the requirements of Section 13(d) will be far more effective
in promoting transparency and compliance. Second, the scope of securities regulation is meant
to be expanded through the administrative rulemaking process, not through zealous enforcement.
To the extent that the SEC's scrutiny and administrative proceedings begin to shift the line
separating acceptable and impermissible conduct—which may be happening in the context of
Schedule 13D amendments, as indicated by the SEC orders discussed above—newly vigorous
enforcement might arguably raise due process issues.”’ While efforts by the SEC to promote full
and prompt compliance with the beneficial ownership disclosure requirements will help to

% Securities & Exchange Commission, Press Release, Mar. 13, 2015, "Corporate Insiders Charged for Failing To
Update Disclosures Involving 'Going Private' Transactions," available at www.sec.gov/news/pressrelease/2015-
47.html.

3% For a more detailed discussion, see David A. Katz & Alison Z. Preiss, "SEC Charges Schedule 13D Filers for
Failing To Timely Disclose Steps Taken To Pursue Going-Private Transactions," Wachtell, Lipton, Rosen & Katz
Client Memo, Mar. 17, 2015, available at www.wlrk.com/webdocs/wlrknew/AttorneyPubs/WLRK.23896.15.pdf.

3 SEC Commissioner Michael S. Piwowar addressed this subject in a 2014 speech. See SEC Commissioner
Michael S. Piwowar, Remarks to the Securities Enforcement Forum, Oct. 14, 2014, available at
http://www.sec.gov/News/Speech/Detail/Speech/1370543156675.
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enhance their value as a meaningful source of information, their relevance to the market will be
necessarily limited until comprehensive reform can be accomplished and fully implemented.

I I
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IN RE KENNETH COLE PRODS., INC SHAREHOLDER LITIGATION
New York Court of Appeals
2016 WL 2350133

STEIN, J.:

In this shareholder class action challenging a going-private merger, we adopt the standard
of review recently announced by the Delaware Supreme Court in Kahn v. M & F Worldwide
Corp., (88 A3d 635, 648-649 [Del 2014]) (MFW). Specifically, in reviewing challenges to
going-private mergers, New York courts should apply the business judgment rule as long as
certain shareholder-protective conditions are present; if those measures are not present, the entire
fairness standard should be applied. Applying the MFW standard to the case before us, we
affirm the dismissal of the complaint.

I.

Kenneth Cole Productions, Inc. (KCP) is a New York corporation that designs and
markets apparel, footwear, handbags and accessories. KCP was organized with two classes of
common stock. As of June 2012, there were approximately 10,706,723 outstanding shares of
Class A stock, which were traded on the New York Stock Exchange. Each Class A share
entitled the holder to one vote, and defendant Kenneth D. Cole held approximately 46% of these
shares. As of June 2012, there were approximately 7,890,497 outstanding shares of Class B
stock, all of which were held by Cole. Class B shares entitled the holder to 10 votes, giving Cole
approximately 89% of the voting power of the KCP shareholders. At the time in question, KCP's
board of directors consisted of Cole and the other individual defendants herein. Defendants
Michael J. Blitzer and Philip R. Peller were elected by Class A shareholders. Notably,
defendants Denis F. Kelly and Robert C. Grayson held directorships voted on by both Class A
and Class B shareholders, effectively giving Cole sole authority to fill these positions.

At a meeting held in February 2012, Cole proposed a going-private merger by informing
KCP's board of his intention to submit an offer to purchase the remainder of the outstanding
Class A shares and, in effect, take the publicly-traded company private. After making this
announcement, Cole left the meeting, and the board established a special committee to consider
the proposal and negotiate any potential merger. The special committee consisted of directors
Grayson, Kelly, Blitzer and Peller. On February 23, 2012, Cole made an initial offer of $15.00
per share. The offer was conditioned on approval by (1) the special committee, and, then, (2) a
majority of the minority shareholders. At that time, Cole indicated that he had no desire to seek
any other type of merger and, as a stockholder, would not approve of one. He also stated that, if
the special committee did not recommend approval or the stockholders voted against the
proposed transaction, his relationship with KCP would not be adversely affected.

Within a few days of Cole's announcement, several shareholders, including plaintiff Erie
County Employees Retirement System, commenced separate class actions alleging, among other
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things, breach of fiduciary duty by Cole and the directors. The committee retained legal counsel
and a financial advisor, and proceeded to negotiate the terms of the going-private merger with
Cole. The committee asked Cole to increase his offer several times, which he ultimately raised
to $15.50 and then $16.00. Within a week of the $16.00 offer, Cole reduced his offer to $15.00,
citing the alleged recent emergence of problems in the company and the economy. Finally, after
months of negotiations, the special committee again asked Cole to increase his offer and,
thereafter, approved Cole's offer of $15.25 for each outstanding share of Class A stock, which it
recommended to the minority shareholders. Although the shareholder vote apparently occurred
after an amended complaint was filed in this action,32 and is not mentioned therein, 99.8% of the
minority shareholders voted in favor of the merger.

In the amended complaint, plaintiff sought, among other things, (1) a judgment declaring
that Cole and the directors had breached the fiduciary duties they owed to the minority
shareholders, (2) an award of damages to the class, and (3) a judgment enjoining the merger.
Defendants separately moved to dismiss the complaint on the ground that it failed to state a cause
of action.

Supreme Court granted defendants' motions and dismissed the complaint. The court
determined that the complaint "fail[ed] to set forth facts demonstrating a lack of independence on
the part of any of the . . . individual defendants." Further, the court held that "the complaint d[id]
not adequately allege any facts that, if true, demonstrate[d] that the decision not to seek other
bids constituted a breach of fiduciary duty," as "plaintiff[ ] acknowledge[d] that the special
committee negotiated with Cole over a period of months and obtained an increase in the price he
would pay ... where the original price represented a premium over the stock's most recent
selling price." Ultimately, the court reasoned that, "absent a showing of specific unfair conduct
by the special committee, the [c]Jourt will not second guess the [special] committee's business
decisions in negotiating the terms of [the] transaction." The court further held that "the
complaint d[id] not contain adequate statements regarding a breach" of Cole's fiduciary duty.
Plaintiff appealed, on behalf of itself and the class.

The Appellate Division affirmed, holding that, "[c]ontrary to plaintiff's claim, the motion
court was not required to apply the 'entire fairness' standard to the transaction" (122 AD3d 500,
500 [1st Dept 2014]). The Court noted that, unlike in Alpert v. 28 Williams St. Corp., (63
N.Y.2d 557 [1984]), "the merger in the case at bar required the approval of the majority of the
minority (i.e., non-Cole) shareholders" (122 AD3d at 500). In addition, Cole, an interested party,
"did not participate when [KCP]'s board . . . voted on the merger," and plaintiff did "not allege[ ]
that the remaining members of the board ... were self-interested" (id.). The Court held that
"there [were] no allegations sufficient to demonstrate that the members of the board or the
special committee did not act in good faith or were otherwise interested" (id. at 501). This Court
granted plaintiff leave to appeal . . . .

II.

The primary issue before us is what standard should be applied by courts reviewing a
going-private merger that is subject from the outset to approval by both a special committee of

32 After the special committee recommended that Cole's $15.25 offer be accepted, plaintiff amended its complaint to
reflect what had occurred since the action was commenced. This action was ultimately consolidated with five other
class actions.
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independent directors and a majority of the minority shareholders. Plaintiff urges that we apply
the entire fairness standard, which places the burden on the corporation's directors to
demonstrate that they engaged in a fair process and obtained a fair price. Defendants seek
application of the business judgment rule, with or without certain conditions. We are persuaded
to adopt a middle ground. Specifically, the business judgment rule should be applied as long as
the corporation's directors establish that certain shareholder-protective conditions are met;
however, if those conditions are not met, the entire fairness standard should be applied.

We begin with the general principal that courts should strive to avoid interfering with the
internal management of business corporations. To that end, we have long adhered to the
business judgment rule, which provides that, where corporate officers or directors exercise
unbiased judgment in determining that certain actions will promote the corporation's interests,
courts will defer to those determinations if they were made in good faith .... The doctrine is
based, at least in part, on a recognition that: courts are ill equipped to evaluate what are
essentially business judgments; there is no objective standard by which to measure the
correctness of many corporate decisions (which involve the weighing of various considerations);
and corporate directors are charged with the authority to make those decisions (see Auerbach v.
Bennett, 47 N.Y.2d 619, 630-631 [1979]). Hence, absent fraud or bad faith, courts should
respect those business determinations and refrain from any further judicial inquiry .... We
have, therefore, held that the substantive determination of a committee of disinterested directors
is beyond judicial inquiry under the business judgment rule, but that "the court may inquire as to
the disinterested independence of the members of that committee and as to the appropriateness
and sufficiency of the investigative procedures chosen and pursued by the committee"

A freeze-out merger is typical of situations in which a director's loyalty may be divided
or compromised, thereby calling into question the applicability of the business judgment rule. In
such a merger, the majority stock owner or group in control attempts to freeze out the interests of
minority shareholders. There are three main types of freeze-out mergers: (1) two-step mergers,
in which an outside investor purchases control of the majority shares of a target company, then
uses that control to merge the target with a second company, thereby freezing out the minority
shareholders of the target and forcing a cash-out of their shares; (2) parent-subsidiary mergers;
and (3) going-private mergers, in which the majority shareholder seeks to remove public
investors and gain ownership of the entire company.

This Court's seminal decision regarding freeze-out mergers is Alpert v. 28 Williams St.
Corp., (63 N.Y.2d 557 [1984]). In that case, we recognized that, where there are common
directors or majority ownership between the parties involved in a transaction, "the inherent
conflict of interest and the potential for self-dealing requires careful scrutiny of the transaction"
(id. at 570). In reviewing a two-step merger in Alpert, we held that while, "[g]enerally, the
plaintiff has the burden of proving that the merger violated the duty of fairness, . . . when there is
an inherent conflict of interest, the burden shifts to the interested directors or shareholders to
prove good faith and the entire fairness of the merger" This "entire fairness" standard has two
components: fair process and fair price (see Alpert, 63 N.Y.2d at 569-570). The fair process
aspect concerns timing, structure, disclosure of information to independent directors and
shareholders, how approvals were obtained, and similar matters . . . . The fair price aspect can be
measured by whether independent advisors rendered an opinion or other bids were considered,
which may demonstrate the price that would have been established by arm's length negotiations
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. Considering the two components, the transaction is viewed as a whole to determine if it is
fair to the minority shareholders . . . .

In Alpert, we specifically stated that we were not deciding whether the circumstances that
would satisfy fiduciary duties in a two-step merger would be the same for other types of mergers
.. .. Thus, that decision is not dispositive of the standard for reviewing a going-private merger,
such as the one now before us. The present case is also distinguishable because, in Alpert, there
was no independent committee and no minority shareholder vote.

The parties here debate whether we should apply the entire fairness standard, as in Alpert,
or, alternatively, whether we should adopt the test recently established by the Delaware Supreme
Court in Kahn v. M & F Worldwide Corp., (88 A3d 635, 648—649 [Del 2014]) (MFW). In MFW,
a controlling shareholder sought to purchase all of the shares of stock and take the corporation
private, but made the proposal contingent from the outset upon two shareholder-protective
measures—negotiation and approval by a special committee of independent directors, and
approval by a majority of shareholders that were unaffiliated with the controlling shareholder

As in the case before us, the controlling shareholder also made it clear that it was not
interested in selling any of its shares, would not vote in favor of any alternative sale or merger
and, if the merger was not recommended, its future relationship with the company—including its
desire to remain a shareholder—would not be adversely affected . . . .

In MFW, the question before the Delaware Supreme Court was framed as "what standard
of review should apply to a going private merger conditioned upfront by the controlling
stockholder on approval by both a properly empowered, independent committee and an
informed, uncoerced majority-of-the-minority vote . ... In prior cases, the Delaware Supreme
Court had applied the entire fairness standard when reviewing mergers with interested directors,
although the court had created a burden shift—placing the burden on the objecting minority
shareholders—in situations in which the interested director required approval by an independent
committee or a majority of the minority shareholders .... Never before had that Court
addressed a situation in which both of those protections were present . . . .

The Delaware Supreme Court opined in MFW that the opportunity for review under the
business judgment rule—as opposed to the entire fairness standard—created a strong incentive
for controlling shareholders to provide a structure for freeze-out mergers that is most likely to
protect the interests of minority shareholders, because when both protections are in place, the
situation replicates an arm's length transaction and supports the integrity of the process (see id. at
643). That Court ultimately held that "business judgment is the standard of review that should
govern mergers between a controlling stockholder and its corporate subsidiary, where the merger
is conditioned ab initio upon both the approval of an independent, adequately-empowered
Special Committee that fulfills its duty of care; and the uncoerced, informed vote of a majority of
the minority stockholders" (id. at 644). The Court articulated a number of reasons for the
adoption of this new standard, including that: where the controlling shareholder clearly disabled
itself from using its control to dictate the outcome, the merger acquired the characteristics of
"third-party, arm's length mergers" that are reviewed under the business judgment rule; "the dual
procedural protection merger structure optimally protects the minority stockholders in controller
buyouts"; it is consistent with the tradition of courts deferring to informed decisions by impartial
directors, especially when approved of by disinterested and informed stockholders; and it will
provide an incentive to create structures that best protect minority shareholders (id.). The
standard was summarized as follows:
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"in controller buyouts, the business judgment standard of review will be applied if and
only if: (i) the controller conditions the procession of the transaction on the approval of
both a Special Committee and a majority of the minority stockholders; (ii) the Special
Committee is independent; (iii) the Special Committee is empowered to freely select its
own advisors and to say no definitively; (iv) the Special Committee meets its duty of care
in negotiating a fair price; (v) the vote of the minority is informed; and (vi) there is no
coercion of the minority" (id. at 645).

We now adopt that standard of review for courts reviewing challenges to going-private
mergers. The standard set forth in MFW reinforces that the business judgment rule is our general
standard of review of corporate management decisions judicial inquiry under the business
judgment rule . ... While the business judgment rule is deferential to corporate boards, minority
shareholders are sufficiently protected by MFW's conditions precedent to the application of that
standard in going-private mergers. Overall, the MFW standard properly considers the rights of
minority shareholders—to obtain judicial review of transactions involving interested parties, and
to proceed to trial where there is adequate proof that those interests may have affected the
transaction—and balances them against the interests of directors and controlling shareholders in
avoiding frivolous litigation and protecting independently-made business decisions from
unwarranted judicial interference.

According to the Delaware Supreme Court, for purposes of this rule, a complaint is
sufficient to state a cause of action for breach of fiduciary duty—and the plaintiff may proceed to
discovery—if it alleges "a reasonably conceivable set of facts" showing that any of the six
enumerated shareholder-protective conditions did not exist . . . .

Reviewing the complaint here under the MFW standard, we conclude that the courts
below properly determined that the allegations do not withstand defendants' motions to dismiss.
Plaintiff did not sufficiently and specifically allege that any of MFW's six enumerated conditions
were absent from the merger here. Beginning with the first condition, plaintiff concedes that
Cole conditioned the merger, from the outset, upon approval by both a special committee of
independent directors and a majority of the minority shareholders.

Next, in challenging the independence of the special committee, plaintiff alleged that
Cole and/or his personally selected directors were responsible for nominating and electing the
committee members to KCP's board. In this regard, the question is whether a director is
beholden to the controlling party or so under that party's influence that the director's discretion
would be compromised (see MFW, 88 A3d at 648—649). Friendships, traveling in the same
circles, some financial ties, and past business relationships are not enough to rebut the
presumption of independence; the ties must be material in the sense that they could affect
impartiality (see id. at 649). None of the allegations of the complaint, even if true, indicate that
any of the members of the special committee engaged in fraud, had a conflict of interest or
divided loyalties, or were otherwise incapable of reaching an unbiased decision regarding the
proposed merger . . . .

As to the third MFW condition, the complaint does not allege that the special committee
lacked the freedom to reject Cole's offer or was prevented from hiring its own advisors, nor does
it dispute that the committee did, in fact, select its own financial advisors and legal counsel.
Plaintiff's speculation that the committee merely submitted to Cole's wishes is insufficient to
state a cause of action for breach of fiduciary duty, particularly in view of Cole's statement at the
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time of his initial proposal that, if the committee did not recommend approval or the minority
shareholders did not vote in favor of the proposed transaction, such a determination "would not
adversely affect [his] . . . relationship" with KCP.

Turning to the fourth condition, while the complaint contains various allegations
suggesting that the special committee could have been more effective in negotiating a higher
buy-out price, none of those allegations are sufficient to support more than conclusory assertions
that the committee failed to meet its duty of care in negotiating a fair price. Significantly, the
complaint fails to allege any basis to conclude that the committee had an incentive to accept an
inadequate price without meaningful negotiations or that it engaged in any unfair conduct.
Additionally, the final price of $15.25 per share was higher than the original offer, was within
the range of value determined by the committee's independent financial analysts, was
recommended by the committee's independent legal counsel and financial advisors, and was
higher tgan the stock's price prior to Cole's announcement that he intended to take the company
private.

Regarding the fifth condition, the complaint lacks any specific challenges to the
information contained in, or allegedly omitted from, the proxy statement provided to the
minority shareholders prior to the vote, such that it could be said that the shareholders were not
informed (see Kimeldorf, 309 A.D.2d at 158). Finally, plaintiff did not allege any coercion of
the minority shareholders in relation to the vote.

Because plaintiff has not sufficiently alleged that any of the six enumerated MFW
conditions were absent, the business judgment standard of review applies to the transaction at
issue (see MFW, 88 A3d at 645). Pursuant to that standard, absent fraud or bad faith, we defer to
the determinations of the special committee and the KCP board of directors in recommending
and approving the merger .... Inasmuch as no fraud or bad faith has been alleged here, the
complaint was properly dismissed. . . . .

Page 883: At the top of page above In Re Pure Res., Inc., S'holders Litig.

DFC GLOBAL CORPORATION,
V.
MUIRFIELD VALUE PARTNERS, L.P.,
2017 WL 3261190 (2017)
Supreme Court of Delaware.

STRINE, J

In this appraisal proceeding involving a publicly traded payday lending firm purchased
by a private equity firm, the respondent argues that we should establish, by judicial gloss, a
presumption that in certain cases involving arm's-length mergers, the price of the transaction
giving rise to appraisal rights is the best estimate of fair value. We decline to engage in that act
of creation, which in our view has no basis in the statutory text, which gives the Court of

3 Although the complaint cites rising KCP stock prices and positive financial analyses following Cole's
announcement that he planned to take the company private, defendants correctly note that this information cannot be
used to properly value the stock because those figures reflect an artificial increase in the price due to the prospect of
the merger.
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Chancery in the first instance the discretion to "determine the fair value of the shares" by taking
into account "all relevant factors."

[Section 262(h) of the Delaware General Corporation Law provides in pertinent part that
"the Court shall determine the fair value of the shares exclusive of any element of value arising
from the accomplishment or expectation of the merger . ... In determining such fair value, the
Court shall take into account all relevant factors."]

As this Court previously held . . . that language is broad, and until the General Assembly
wishes to narrow the prism through which the Court of Chancery looks at appraisal value in
specific classes of mergers, this Court must give deference to the Court of Chancery if its
determination of fair value has a reasonable basis in the record and in accepted financial
principles relevant to determining the value of corporations and their stock.

On the record before us, however, the respondent has made two convincing case-specific
arguments why the Court of Chancery's determination of fair value cannot be sustained on
appeal. For starters, the respondent notes that the Court of Chancery found that: 1) the
transaction resulted from a robust market search that lasted approximately two years in which
financial and strategic buyers had an open opportunity to buy without inhibition of deal
protections; i1) the company was purchased by a third party in an arm's length sale; and iii) there
was no hint of self-interest that compromised the market check. Although there is no
presumption in favor of the deal price, under the conditions found by the Court of Chancery,
economic principles suggest that the best evidence of fair value was the deal price, as it resulted
from an open process, informed by robust public information, and easy access to deeper, non-
public information, in which many parties with an incentive to make a profit had a chance to bid.
But, despite its own findings about the adequacy of the market check, the Court of Chancery
determined it would not give more than one-third weight to the deal price for two reasons.

The first reason was that there were regulatory developments relevant to the company
being appraised and, therefore, the market's assessment of the company's value was not as
reliable as under ordinary conditions. The respondent argues that this finding was not rationally
supported by the record. We agree. The record below shows that the company's stock price
often moved over the years, and that those movements were affected by the potential that the
company's industry—payday lending and other forms of alternative consumer financial
services—would be subject to tighter regulation. The Court of Chancery did not cite, and we are
unaware of, any academic or empirical basis to conclude that market players like the many who
were focused on this company's value would not have examined the potential for regulatory
action and factored it in their assessments of the company's value. Like any factor relevant to a
company's future performance, the market's collective judgment of the effect of regulatory risk
may turn out to be wrong, but established corporate finance theories suggest that the collective
judgment of the many is more likely to be accurate than any individual's guess. When the
collective judgment involved, as it did here, not just the views of company stockholders, but also
those of potential buyers of the entire company and those of the company's debtholders with a
self-interest in evaluating the regulatory risks facing the company, there is more, not less, reason
to give weight to the market's view of an important factor.

The Court of Chancery also found that it would not give dispositive weight to the deal
price because the prevailing buyer was a financial buyer that "focused its attention on achieving
a certain internal rate of return and on reaching a deal within its financing constraints, rather than
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on [the company's] fair value." To be candid, we do not understand the logic of this finding.
Any rational purchaser of a business should have a targeted rate of return that justifies the
substantial risks and costs of buying a business. That is true for both strategic and financial
buyers. It is, of course, natural for all buyers to consider how likely a company's cash flows are
to deliver sufficient value to pay back the company's creditors and provide a return on equity that
justifies the high costs and risks of an acquisition. But, the fact that a financial buyer may
demand a certain rate of return on its investment in exchange for undertaking the risk of an
acquisition does not mean that the price it is willing to pay is not a meaningful indication of fair
value. That is especially true here, where the financial buyer was subjected to a competitive
process of bidding, the company tried but was unable to refinance its public debt in the period
leading up to the transaction, and the company had its existing debt placed on negative credit
watch within one week of the transaction being announced. The "private equity carve out" that
the Court of Chancery seemed to recognize, in which the deal price resulting in a transaction
won by a private equity buyer is not a reliable indication of fair value, is not one grounded in
economic literature or this record. For these reasons, we remand to the Court of Chancery to
reconsider the weight it gave to the deal price in its valuation analysis.

The next issue in the respondent's appeal involves the Court of Chancery's discounted
cash flow analysis. When the respondent pointed out in a reargument motion that the
Chancellor's discounted cash flow model included working capital figures that differed from
those the Chancellor expressly adopted in his post-trial opinion, the Chancellor corrected his
clerical error. This would have resulted in the discounted cash flow model yielding a fair value
figure lower than the deal price. But, instead of stopping there, at the prompting of the
petitioners, the Court of Chancery then substantially increased its perpetuity growth rate from
3.1% to 4.0%, which resulted in the Court of Chancery reaching a fair value akin to its original
estimate of the company's value. But, no adequate basis in the record supports this major change
in growth rate. During the two decades before the merger leading to this appraisal, the company
experienced rapid growth. The growth of the payday lending industry and its effect on poor
borrowers during this period was a large driver of the regulatory reforms that the company faced,
reforms that would require the company to write more loans to make the same profits as in the
past. As it was, the record suggested that the management projections used in the Court of
Chancery's original discounted cash flow model were optimistic and designed to encourage
bidders to pay a high price. Those projections hockey stick up at the last two years, and
therefore more working capital was required to sustain those increases, and that doesn't even
account for the likelihood that regulatory changes required more loans (i.e., working capital) to
make the same profits as in the past. During the sales process, the company had to revise its
aggressive projections downward, as it was not keeping pace with them. Even after revising
them downward, the company fell short of meeting them weeks after the transaction closed.
Given the nature of the projection's outyears, the fact that the industry had already gone through
a period of above-market growth, and the lack of any basis to conclude that the company would
sustain high growth beyond the projection period, the record does not sustain the Court of
Chancery's decision to substantially increase the company's perpetuity growth rate in its
discounted cash flow model after reargument.

On cross-appeal, the petitioners argue that the Court of Chancery abused its discretion by
giving weight to its comparable companies analysis, and that the only correct weighting of
relevant factors would have given primary, if not sole, weight to the discounted cash flow model.
We disagree. The comparable companies analysis used by the Chancellor was supported by the
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record; this was a rare instance where both experts agreed on the comparable companies the
Court of Chancery used and so did several market analysts and others following the company.
Thus, giving weight to a comparable companies analysis was within the Chancellor's discretion.

Finally, the Court of Chancery's decision to give one-third weight each to the deal price,
the discounted cash flow valuation, and the comparable companies valuation was not explained.
Given the Court of Chancery's findings about the robustness of the market check and the
substantial public information available about the company, we cannot discern the basis for this
allocation. On remand, if the Court of Chancery chooses to use a weighting of different
valuation methodologies to reach its fair value determination, the court must explain its
weighting in a manner supported by the record before it.

For these reasons, we reverse and remand the Court of Chancery's ruling. On remand,
the Chancellor should reassess the weight he chooses to afford various factors potentially
relevant to fair value, and he may conclude that his findings regarding the competitive process
leading to the transaction, when considered in light of other relevant factors, such as the views of
the debt markets regarding the company's expected performance and the failure of the company
to meet its revised projections, suggest that the deal price was the most reliable indication of fair
value.

O I I

85





