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CORPORATE GOVERNANCE LITIGATION IN AN AGE OF

STOCKHOLDER ACTIVISM

l. I ntroduction

The last several years have seen considerable changes in the way corporations are
governed. At the most basic level, what we have seen is a change from a“ director-
centric” notion of corporate governance to a“ stockholder-centric” model. Under the
stockholder-centric model, decisions that historically were largely, or even exclusively,
within the province of directors—including such things as how to compensate executives,
who to nominate for the board, how to deploy the company’ s capital, how to deploy the
company’ s operating assets and even what type of accounting procedures to employ—
have now become, at a minimum, issues for discussion between stockholders and
directors and in many circumstances issues that are to be resolved by stockholders.

Interestingly, the stockholder-centric model is not being driven by either law or
statute, and the public policy benefits of this movement are far from certain (there has
been no clear empirical evidence to support the notion that the national economy or
investors generally benefit from giving stockholders more control over the corporate
machinery). To the contrary, as discussed in more detail below, recent case law
continues to demonstrate that the business judgment rule is as strong as ever, with courts
continuing to defer to the informed, good faith decisions of boards. Similarly, there are
no dramatic statutory changes resulting in more power to stockholders. While it may not
be entirely accurate to say the opposite is true, the fact remains that no state or federal

legidlation has significantly impacted the internal relationships which govern the roles



and responsibilities of directors to stockholders. The statutory authority of directors to
act under Delaware law, in particular Section 141 of the Delaware General Corporation
Law (DGCL), remains unchanged, as this bedrock principle of corporate governance still
provides that the “business and affairs of every corporation . . . shall be managed by or
under the direction of aboard of directors.” Even the Sarbanes-Oxley Act of 2002,
which certainly created some greater obligations under the federal securities laws,
particularly for officers with respect to their responsibility for a company’s financial
statements, did not result in any real changes to the governance question. The Securities
and Exchange Commission (SEC) has aso not issued (or attempted to issue) any
significant new policies which would impact the changing nature of corporate
governance, and has also not put forward new regulations on proxy disclosures
concerning the election of directors or related issues impacting stockholder control such
as updating the disclosure regime required under Section 13(d) of the Securities
Exchange Act of 1934 (Exchange Act).

If neither courts nor legidlators are driving these governance changes, one might
ask what isthe catalyst? Probably the simplest answer is money; stockholders have come
to believe that they have a better chance of achieving a higher return if they take a more
activerolein acompany’ s day-to-day activities than if they let those decisions stay

exclusively in the hands of the board of directors, and simply vote on a periodic basis for

! The SEC has not published any new rules for comment with respect to proxy voting, despite holding a
series of roundtables on these issues and receiving proposals for change by a variety of investors and
others, including perhaps most significantly the New Y ork Stock Exchange (NY SE)’s proposal with
respect to Rule 452, also known asthe “10 day rule.” As part of this process, in April 2005, the NY SE
created a“Proxy Working Group” to review the NY SE rules regulating the proxy voting process, with a
particular emphasis on Rule 452, and among the Working Group’ s recommendations was that the NY SE
should eventually eliminate Rule 452 with respect to director elections. The NY SE has submitted this
proposed Rule change to the SEC for comment and approval, but the SEC has yet to publish it for
comment. Mr. Berger was counsel to the NY SE’s Proxy Working Group.



directors.? Put another way, many stockholders no longer believe that boards will
necessarily act in the best interests of the company and its stockholders when making
decisions about the company’ s future. This skepticism has been driven by avariety of
factors over the last several years, including substantial corporate frauds such as Enron
Corp. and WorldCom, Inc., questionable practices with respect to executive
compensation, and other similar issues.

Y et, several broader answers are al'so probably appropriate. For example, one
factor contributing to the growth in stockholder activism is the growth of hedge funds as
investors. Today, there are an estimated 9000 hedge funds worldwide, controlling by
some estimates up to $2 trillion in assets, and over the last few years these funds have
been growing at a double-digit rate annually (estimates range as high as 25% annually,
although recent market conditions have probably slowed this growth somewhat). Equally
significant, there are about 90 “activist” hedge funds worldwide, and these funds are
estimated to control over $100 billion in assets. These funds have become expertsin
pushing for change in corporate boardrooms, including removing and replacing directors
in numerous circumstances. The funds have significant economic incentives to take risks
and often to seek short-term gains from companies they invest in, particularly given the
traditional “2%/20%" economic model of these funds. Under this system, funds typically
can expect to receive 2% of money under management and 20% of any profits from
investments. Thistype of structure encourages the hedge fund manager to make profits

as fast as possible, both to assist the fund in raising future funds (which can lead to more

2 Again, however, the empirical evidence supporting this view is ambiguous at best, and certainly the
central assumption contained within it—that better governance or greater shareholder control will lead to
greater investor returns—remains largely unproven.



money under management) and because it’s only when the investment is liquidated that
the profit (including the fund’ s profit) from that investment is determined.

The growth — and wealth — of hedge funds has led these funds to employ ever
more sophisticated tacticsin their challenges to corporate boards, as well as analyses of
the alternatives available to the corporation. For example, funds now not only use their
own analysts to review a company’s condition, but also have shown awillingness to
retain independent investment banks to provide alternatives to a board’ s business plan.
The use of independent experts has not just increased the intellectual capital available to
funds, but also enhances the image and ideas of the fund with stockholders, investors and
others. Some notable examples of thistactic in the last few yearsinclude Lazard’'s
retention by Carl Icahn in hisbid to have Time Warner Inc. split off AOL, Pershing
Square Capital Management’ s (Pershing Square) retention of Blackstone Group in
connection with its effort to restructure Wendy’ s International, and the retention of UBS
AG on anumber of occasions, including by Highfields Capital Management in its bid for
Circuit City Stores, and by ValueAct Capital Partnersin its attempt to control Acxiom
Corporation.®

Hedge funds have also developed very sophisticated techniques to pressure
boards, and maximize (and magnify) their impact. For example, it has become common
for several hedge funds to invest in a company after one hedge fund has taken a public
position advocating change. Asaresult, there is often significant turnover in a
company’ s stockholder base once one hedge fund has publicly announced an intention to
challenge the board, with stock turnover in selected activist situations being as high as

20% in the first 10 trading days following announcement of the investment. This has led

3 Wilson Sonsini Goodrich & Rosati served as counsel to Acxiom.



to the so-called “wolfpack” effect, whereby a significant number of a company’s shares
are sold by the company’ s existing investors to other hedge funds who have views more
sympathetic to the original activist investor than to the incumbent board, and may also
have a shorter time horizon than either the incumbent board or the company’s more
traditional shareholders. Further, the activist nature of the wolfpack means that these
investors are more likely to vote in any proxy contest, as well as ook with skepticism
upon a board’ s longer-term plans and be willing to publicly express views that are
opposed to the board.

In addition to increasing their influence through the wolfpack effect, hedge funds
and stockholder activists have also devel oped sophisticated public relations strategies to
express their views to stockholders and challenge boards. For example, Carl Icahn hasa
blog these days,* while many of the most active hedge fund managers have devel oped
relationships with the leading business reporters and media figures, and have well-
deserved reputations for giving “colorful” quotes which make for good press. The
activists are al'so very good at communicating with analysts, and often use analysts
analyses (which they may have helped shape) as part of their public criticism of the
company’s plans or strategic direction. Further, while participating in a high profile and
active public relations campaign over business strategies has become a common place
event for leading activists, the same cannot be said of directors, who are often unprepared
for this type of campaign and feel significantly constrained by the federal securities laws.

The public relations pressure has been magnified in the internet age, where the “news

* For agood example of Mr. Icahn’s use of this blog, see his response to Marty Lipton’s comments
regarding the possible impact that Anheuser-Busch’s decision to eliminate its “ staggered” board had on
InBev’'s successful takeover bid. David Marcus, Icahn does not see eye-to-eye with Lipton on beer deal,
The Deal (August 25, 2008); and Lipton Defends the Indefensible, Again and Again, The Icahn Report,
Aug. 25, 2008, available at http://www.icahnreport.com/report/2008/08/lipton-defends.html.




cycle’ has become increasingly compressed, and the demand to respond in a“timely”
fashion is even greater.

Hedge funds are also engaging in very sophisticated financial transactionsto
maximize both their influence and their return. These tactics include the use of
derivatives and similar types of hedging strategies that can result in a“decoupling” of
economic and voting interests. This can result in increasing the return of the fund and
increasing the “equity” ownership of the fund asit is reported in the press. For example,
although it was widely reported that Pershing Square owned 9.9% of Wendy'’s stock,
approximately 8.7% of that ownership wasin the form of options. Such strategies can
also be used to increase the financial benefits to a fund when the share price of the target
rises following the fund’ sinvestment. For example, JANA Partners (JANA) and Sandell
Asset Management used swaps and other derivativesto gain a 21% economic interest in
CNET Networks, Inc. (CNET) prior to its acquisition by CBS. The extensive use of
derivatives has even spread to Europe, where Schaeffler Group won control of the much
larger automotives parts and tire supplier Continental AG by using avariety of
derivatives and hedging strategies that gave it the potential to quickly acquire a
significant ownership position in Continental before it had to disclose the extent of its
interest. At one point, Schaeffler directly owned 3% of Continental’s stock, but was able
to control an additional 33% of the company through stock options and swap agreements

related to Continental’ s stock without publicly disclosing this additional interest.>

® For an interesting discussion of the use of derivatives in the Continental/Schaeffler battle, see Dirk
Zetzsche, Continental AG vs. Schaeffler, Hidden Ownership and European Law — Matter of Law or
Enforcement, July 2008, available at http://papers.ssrn.com/sol 3/papers.cfm?abstract id=1170987. For a
more general discussion of the use of derivatives, “empty voting,” and their implications on contests for
corporate control, see Henry T. C. Hu & Bernard Black, Equity and Debt Decoupling and Empty Voting II:
Importance and Extensions, 156 U. Penn. L. Rev. 625-739 (2008); Henry T. C. Hu & Bernard Black,
Hedge Funds, Insiders, and the Decoupling of Economic and Voting Ownership: Empty Voting and




Y et, hedge funds are not alone in their support of a more stockholder-centric
notion of governance. Indeed, the stockholder-centric model was perhaps developed by
some of the largest institutional investors, and fostered and expanded upon by the growth
of certain stockholder advisory services, most notably RiskMetrics Group (RiskMetrics)
(formerly known as“ISS” or Institutional Shareholder Services). The influence of
RiskMetrics in the devel opment of a stockholder-centric model of governance is difficult
to overstate. Thisis because many institutional investors either follow or are
significantly influenced by the recommendations of RiskMetrics on how to vote their
shares and it is these investors whose votes, as a practical matter, often decide corporate
elections as institutional investors typically own a controlling, if not majority, position in
many public companies.®

As aresult, the recommendation by RiskMetrics on how to vote in a particular
proxy campaign frequently determines the outcome of that election, and the redlity is
that, as a policy matter, RiskMetrics generally supports a stockholder-centric model of
governance. For example, RiskMetrics generally endorses policies giving stockholders a
“say on pay,” which allow stockholders to vote on executive compensation, supports
significant limitations on a board’ s use of stockholder rights plans (which have the effect

of limiting the ability of acompany to be acquired without the approval of the board),

Hidden (Morphable) Ownership, 13 Journal of Corporate Finance 343-367 (2007); Henry T. C. Hu &
Bernard Black, The New Vote Buying: Empty Voting and the Hidden (Morphable) Ownership, 79 S. Cal.
L. Rev. 811-908 (2006); Mara Lemos-Stein, Poison Pills Target Derivatives, The Wall Street Journal, June
18, 2008; David Marcus, The Unbearable Emptiness of Voting, The Deal (February 1, 2008); and Andrew
Ross Sorkin, A Loophole Lets a Foot in the Door, The New Y ork Times, Dealbook (January 15, 2008).

® Probably the single greatest factor giving rise to the growth of 1SS was the so-called “Avon Letter” by the
Department of Labor in 1988, which made clear that ERISA fiduciaries had the obligation to vote the
sharesin their portfolio in the interests of the beneficiaries. This, when combined with the tremendous
growth of institutional ownership of U.S. equitiesin the 1990s and thereafter (from less than 40% in 1980
to more than 60% by 2005), has led to a dramatic increase in the role of institutions—and the proxy
advisory firms that support them—in proxy elections.



and supports policies which open the process of director nominations to stockholders.
RiskMetrics has also established a forensic accounting division to review a company’s
accounting policies and make recommendations on those policies and the board’ s audit
committee members.

As mentioned above, RiskMetrics' recommendations have significant impact on a
company, particularly in proxy contests for the election of directors. Thisisfor at least
two reasons. First, the institutions that follow RiskMetrics' recommendations generally
control alarge percentage of the target company’ s outstanding stock. Second, when the
vote of these institutions is combined with the vote of the stockholder activists bringing
the proxy challenge (as well astheir “wolfpack” alies) the dissidents can often easily
obtain a sizeable plurality, if not absolute mgority, vote in favor of the dissident dlate.
This pattern of RiskMetrics recommending that stockholders vote in favor of a dissident
candidate and the dissident then securing election to the board is particularly common
where the dissident is seeking less than a majority of the seats on the company’ s board.
For example, RiskMetrics has supported dissident slates in as many as 23 of 27
significant proxy contests this year, while in 51 of the most significant contests over
approximately the last two years it supported at |east one dissident in 37 of those contests,
or approximately 73% of the contests. When it does support a dissident, the dissident
usually prevails, with the dissident winning at |east one seat on the board about 70% of
the time when the dissident has been endorsed by RiskMetrics.

RiskMetricsis not the only proxy advisory service supporting stockholder
activism. Other services such as Glass, Lewis & Co. (Glass Lewis), while less influential

than RiskMetrics, are also frequent supporters of activist campaigns. For example, Glass



Lewis has historically supported dissidents in proxy contests in about 6 of every 10
situations, and when it does support a dissident the dissident has won at |east one seat
about 75% of the time.

Another factor significantly impacting the changing nature of corporate
governance is the role of the media and the internet. Business news today has become
more popular than ever, with several cable channels devoted to 24-hour coverage of
business events, and more blogs, chatrooms and internet columns than one can count
focused on the business of business. What is especially popular for al of these media
outlets are extraordinary corporate events, such as takeovers and proxy contests, as well
as executive compensation and other controversial decisions by corporate boards. These
items, rather than long-term strategic decisions or investments, can easily become the
subject of discussion and criticism by pundits and academics, leading to further scorn of
directors.

The concern board members have for how they are perceived in the press and by
their peersisnot surprising. Contrary to what is often alleged, most directors choose to
be directors not because of the financial compensation or other perquisites, but because
they believe it is both an interesting and important position. Board members who are the
subject of public criticism often find the trade-off is not worth it, and the financial
compensation for being adirector is minor compared to any reputational damage they
may incur. Asaresult, the call from areporter from the New Y ork Times or Wall Street
Journal that indicates a director (or the board) is about to be chastised in the pressis often
as distressing a message to the board as hearing that a lawsuit has been filed challenging

the board’' s decision. Indeed, the information about the forthcoming article can be even
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worse; most directors joining a board today recognize that lawsuits are afact of life, but
seeing their decisions publicly challenged is something that they have less experience in
dealing with.

Y et, at the same time that boards are dealing with all of these stockholder
challengesto their authority, courts are continuing to emphasi ze the bedrock legal
principles of corporate governance, including the strength of the business judgment rule
and the fact that the corporation is managed by or under the board of directors. Severa
recent decisions can be seen evidencing this trend, including such cases as the following:

e McPadden v. Sdhu, C.A. No. 3310-CC, 2008 WL 4017052 (Del. Ch.
Aug. 29, 2008), where the court dismissed plaintiff’s claims against the
director defendants despite finding that their actions during a sales process
were “either recklessly indifferent or unreasonable” because their conduct
did not amount to an “intentional dereliction of duty or the conscious
disregard for on€’ s responsibilities” and the company’ s charter included a

Section 102(b)(7) exculpatory provision;

e Gantler v. Sephens, C.A. No. 2392-VCP, 2008 WL 401124 (Del. Ch. Feb.
14, 2008), where the court upheld a decision by the board to abandon a
sale process despite the receipt of “fair” offersin favor of a stock
reclassification transaction approved by the board in which the court found

3 of the 5 directors to be interested:;

e GlobisPartners, L.P. v. Plumtree Software, Inc., C.A. No. 1577-VCP,
2007 WL 4292024 (Del. Ch. Nov. 30, 2007), where the court dismissed

with prejudice a complaint alleging disclosure violations and breaches of
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the fiduciary duty of loyalty in connection with board’' s decision to
approve merger where the central allegation was that the board had agreed
to alower merger price after discovering a potential corporate liability so
that the board could avoid disclosing this liability and the potential
litigation disclosure of this liability would result in;” and

e Mercier v. Inter-Tel (Delaware), Inc., 929 A.2d 786 (Del. Ch. 2007),
where the court upheld a board’ s decision to postpone a stockhol der
meeting over a potential merger transaction because the board believed it
would lose the vote, and the delay in the meeting would help the board
obtain the requisite stockholder support for the merger.

However, while courts continue to recognize (and perhaps even expand upon) the
protections afforded a board’ s decisions under the business judgment rule, it has al'so
been a year in which courts have issued a number of important decisions closely
scrutinizing any conduct which impacts the stockholder franchise. Indeed, one could say
that while greater deferenceis given to substantive board decisions, at the same time,
courts are placing more limitations on board or corporate action which may negatively
impact the stockholder franchise. Inthisway, it may be viewed that courts recognize that
stockholders have more opportunities than ever before to impact substantive board
decisions, and are thus unwilling to second-guess boards on those decisions, while at the
same time making sure that stockholders have appropriate access to the proxy process.
One effect of thisisthat there has been considerable litigation over the last year on the
scope and interpretation of a company’s by-laws, particularly as the by-laws are

implicated in aproxy contest or situation involving the stockholder franchise.

"Wilson Sonsini Goodrich & Rosati was counsel to Plumtree Software in this litigation.

12



The end result is that while a board continues to have considerable discretion in
exercising its decision-making authority, it must be careful to ensure that the exercise of
that power does not improperly limit stockholders’ access to proxy statements or their
ability to vote at meetings. Similarly, in atime where activist stockholders have
exhibited an increasing ability to cause changes to company policies and strategies, and
the makeup of boards, the power stockholders have exhibited has also raised the level of
attention given to stockholders' responsibility to provide public disclosure of their
interests and intentions. Thus far in 2008, there have been at least five important
decisions which are impacting how corporations and stockholders act in this period of

heightened stockholder activism. Each of these decisionsis discussed below.

[I. Delaware Chancery Court Deter mines That Advance-Notice
Provision Of Bylaws Did Not Apply To Proxy Solicitation Funded
By Activist Stockholder

In JANA Master Fund, Ltd. v. CNET Networks, Inc., C.A. No. 3447-CC, 2008
WL 854820 (Del. Ch. Mar. 13, 2008), aff'd, 947 A.2d 1120 (TABLE) (Del. 2008), the
Delaware Chancery Court held that JANA’s independently funded proxy solicitation to
obtain majority control of the board of directors of CNET was not prohibited by CNET’s
bylaws. Specifically, the court ruled that aprovision in CNET’ s bylaws stating that a
stockholder must own company stock for afull year before seeking “to transact other
corporate business’ at the annual meeting did not apply to JANA' s actions because other
language in the bylaw made it clear that the bylaw only applied to situations in which a
stockholder was seeking to put their proposal on the company’s proxy statement.

The case arose out of JANA' s effort to obtain control of the CNET board. JANA

and its affiliates owned approximately 11% of the outstanding common stock of CNET.
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CNET’s certificate of incorporation and bylaws provided that CNET had a classified
board, and that 2 of the 8 members of the board were up for election. In an effort to take
control of the board without having to win the 2 elections ordinarily required when a
company has a classified board, JANA gave notice to CNET that JANA intended to take
anumber of actions at CNET’ s annual meeting, including to (i) contest the election of the
2 seats up for election; (ii) anend CNET’ s bylaws to expand the number of board seats
from 8 to 13; and (iii) nominate 5 individuals to fill the newly created board positions. |If
CNET’ s stockholders approved all of JANA'’ s proposed amendments aswell as JANA’s
candidates for the CNET board, then these new candidates would have constituted a
majority of CNET’ s directors.

On December 26, 2007, JANA informed CNET of itsintention to solicit proxies
in favor of its nominees and proposals, and requested inspection of CNET’ s stocklist
materials. On January 3, 2008, CNET responded and refused to provide the requested
stocklist materials on the basis that JANA failed to state a proper purpose because the
proposed proxy solicitation violated CNET’ s bylaws. Specifically, CNET cited JANA’s
“fail[ure] to comply with the provisions of the Company’s bylaws which require a
shareholder seeking to nominate candidates for director election or seeking to transact
other corporate business at an annual meeting to beneficially own $1,000 of the
Company’s common stock for at least one year.” According to CNET, JANA made its
initial investment in CNET stock in October 2007, and would have held shares of CNET
for only 8 months at the expected time of the annual meeting in June 2008. Thus, CNET

argued that under the company’ s bylaws JANA was not entitled to either nominate
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candidates or “transact other business’ in connection with the company’ s 2008 annual
meeting.

On January 7, 2008, JANA filed a declaratory relief action asking the court to find
either (i) that the bylaw at issue was inapplicable to JANA because it was clearly
intended to apply solely to solicitations under Exchange Act Rule 14a-8, 2 or (ii) that
CNET’sinterpretation of the bylaws was invalid under Delaware law. In response, CNET
argued that its “Notice Bylaw” was not intended to be limited to solicitations under Rule
14a-8, but rather governs all stockholder nominations for directors and other stockholder
proposals. CNET further argued that the bylaw was not illegal because it was validly
adopted under Delaware law, was not prohibited by the DGCL, and reasonably served a
valid corporate purpose.

CNET’ s bylaw provision stated, in pertinent part, that: “Any stockholder of the
Corporation that has been the beneficial owner of at least $1,000 of securities entitled to
vote at an annual meeting for at least one year may seek to transact other corporate
business at the annual meeting, provided that such businessis set forth in awritten notice
... and received no later than 120 calendar days in advance of the date of the
Corporation’s proxy statement rel eased to security-holders in connection with the
previous year’s annual meeting of security holders. ... [SJuch notice must also comply
with any applicable federal securities laws establishing the circumstances under which
the Corporation isrequired to include the proposal in its proxy statement or form of

proxy.” (Emphasis added.)

817 C.F.R. § 240.14a-8 (“ This section addresses when a company must include a shareholder’ s proposal in
its proxy statement and identify the proposal in its form of proxy when the company holds an annual or
specia meeting of shareholders.”)
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In reviewing these contentions, the court ruled as a matter of law that the
“language of the Notice Bylaw leads to only one reasonable conclusion: the bylaw
applies solely to proposals and nominations that are intended to be included in the
company’ s proxy materials pursuant to Rule 14a-8.” The court stated that there were 3
reasons it concluded that the bylaw could only be read to apply to proposals under Rule
14a-8. Firgt, the court found that while stockholders “may seek” to bring proposals under
Rule 14a-8, outside of that rule stockholders ssmply “may bring” such proposals, and do
not need permission to bring proposals or conduct business at the company’ s annual
meeting. The court stated that the language “may seek” that is used in the bylaw was a
key consideration in itsanalysis, and that the phrase suggested that a stockholder must
ask for permission or approval to make such a proposal, which envisions use of the
company’s proxy under Rule 14a-8. However, if a stockholder wished to put a proposal
before fellow stockholdersin the form of an independently financed proxy solicitation,
that stockholder was not required to “seek” the board’ s approval. Because JANA
financed its own proxy solicitation, the “may seek” language indicated that the Notice
Bylaw did not apply to JANA’s proposals.

Second, the court noted that the Notice Bylaw established a deadline in order to
permit the company to include approved proposalsin its form of proxy, and stated that
this was another indication that the bylaw did not apply to JANA'’ s independently funded
proxy solicitation. The court stated that the most reasonable explanation for such a
requirement is that the bylaw was designed to allow the board time to include the
stockholder proposal in its own proxy materials, and noted that a similar requirement is

established by Rule 14a-8 itself. Third, the court found that the final sentence of the
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Notice Bylaw clearly referred to Rule 14a-8, and defined its scope by referring to the
“applicable federal securitieslaws’ that establish “the circumstances under which the
Corporation isrequired to include’ stockholder proposals in proxy materials. The court
held that the “ specific language used in the final sentence of the bylaw mandates my
conclusion that the bylaw only appliesto Rule 14a-8 proposals.”

In construing CNET’ s bylaws in this manner, the court explicitly did not rule on
the broader question of whether a bylaw requiring stockholders to own stock for a certain
period before nominating directors or conducting other business at a stockholder meeting
isvalid under Delaware law.’

Two months after the court’ s decision, CBS agreed to buy CNET for $1.8 billion
in cash, which represented a 45% premium to the closing price the day prior to the
announcement of the merger. It was reported that the premium offer increased JANA’s
stake in CNET from around $118 million at the end of March 2008 to more than $189
million. JANA subsequently supported the CBS offer and dropped its effort to win

control of CNET’ s board.

[11. Delaware Chancery Court Allows Activist Stockholder To
Nominate Director Candidates Without Complying With
Advance-Notice Provision Of Bylaws

In Levitt Corp. v. Office Depot, Inc., C.A. No. 3622-VCN, 2008 WL 1724244
(Del. Ch. April 14, 2008), the Delaware Chancery Court held that Levitt Corp.’s (Levitt)
nomination of 2 candidates for election to the board of directors of Office Depot, Inc.

(Office Depot) was not prohibited by Office Depot’ s bylaws even though Levitt did not

® The court noted that it had upheld advance-notice bylaw provisionsin the past, but warned that “when
advance notice bylaws unduly restrict the stockholder franchise or are applied inequitably, they will be
struck down.” (Citing Openwave Sys. Inc. v. Harbinger Capital Partners Master Fund I, Ltd., 924 A.2d
228, 239 (Ddl. Ch. 2007)).
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follow the advance-notice provision contained in the bylaws. Specifically, the court ruled
that Levitt was not required to give advance notice of its intent to nominate directors
because the “business of electing and nominating directors at the Annual Meeting” was
properly brought before Office Depot’ s stockholders by Office Depot’s own annual
meeting notice, which had put the general issue of election of directors before the
stockholders.

The dispute arose out of Levitt’s desire to replace 2 members of Office Depot’s
12-member board. On March 14, 2008, Office Depot distributed a Notice of Annual
Meeting of Shareholders (notice), which included the date, time, and location of the
annual meeting. The notice aso included the following agenda item under an “items of
business’ heading: “1. To elect twelve (12) members of the Board of Directors for the
term described in this Proxy Statement.” The proxy materials that accompanied the
notice disclosed, among other things, that the 12 current directors had been nominated for
election.

On March 17, 2008, Levitt filed its own preliminary proxy statement soliciting
proxiesin support of its 2 nominees despite the fact that Levitt had not given advance
notice pursuant to the bylaw provision of its intent to nominate candidates to the Office
Depot board. The next day, Levitt filed a declaratory relief action in the Delaware
Chancery Court asking the court to find that it was permitted to nominate its 2 candidates
for election to the Office Depot board despite its failure to follow the advance-notice
provision.

Office Depot’ s advance-notice provision stated, in pertinent part: “At an annual

meeting of stockholders, only such business shall be conducted as shall have been
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properly brought before the meeting. To be properly brought before an annual meeting,
business must be (i) specified in the notice of the meeting (or any supplement thereto)
given by or at the direction of the Board of Directors, (ii) otherwise properly brought
before the meeting by or at the direction of the Board of Directors, or (iii) otherwise
properly brought before the meeting by a stockholder of the corporation who was a
stockholder of record at the time of giving of notice provided for in this Section, who is
entitled to vote at the meeting and who complied with the notice procedures set forth in
this Section. For business to be properly brought before an annual meeting by a
stockholder, the stockholder must have given timely notice thereof in writing to the
Secretary . . . To betimely, a stockholder’ s notice shall be received at the company’s
principal office. . ., not less than 120 calendar days before the date of the Company’s
proxy statement released to shareholders in connection with the previous year’ s annual
meeting . ...” The court noted that neither this provision nor any other provision of
Office Depot’ s bylaws expressly mandated advance notice of competing director
nominations.™

The court rejected Levitt’' s argument that the advance-notice provision did not
encompass director nominations. Turning to the first sentence of the advance-notice
provision, the court stated that the plain meaning of the term “business’ in this context
was an “affair” or “matter,” and that the nomination of directors constitutes an affair or
matter. The court held that Office Depot’ s advance-notice provision included director
nominations by stockholders because the nomination of directors was unambiguously

within the purview of the term “business.”

19 The court further noted that, under Delaware law, no advance notice of a stockholder’ s intent to nominate
directors at an annual meeting has to be given unless the corporation has properly imposed such a
reguirement.
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However, the court then rejected Office Depot’ s contention that Levitt was
required to give advance notice in accordance with the bylaws of its intention to nominate
directors. First, the court held that the business of electing directors had properly been
brought before the annual meeting by Office Depot’ s notice, which stated that one item
of business before the annual meeting was to “elect twelve (12) members of the Board of
Directors.” Second, the court analyzed whether the business of electing directors
included the nomination of directors. The court noted that neither the law nor the
language of Office Depot’s bylaws discussed or imposed limitations on the director-
nomination process, and went on to state that it could not discern a“ persuasive reason
why the business of electing directors should not include the subsidiary business of
nominating directors for election, especially where no guidance on the nomination
processisfound in Office Depot’s Bylaws or in the Delaware General Corporation Law.”
Consequently, the court held that “having properly brought the business of electing and
nominating directors before the Annual Meeting through the Notice, Office Depot’s
Board cannot prevent Levitt from nominating candidates for election to the Office Depot
Board at that meeting.”** Thus, “Levitt was relieved of complying with the advance
notice provision because the business of nominating directors for election had aready

been properly brought before the meeting.”

in response to Office Depot’s argument that its advance-notice provision would be “rendered anullity in
regard to director nominations’ by the court’s ruling, the court noted that “ Office Depot, through careful
drafting of the Notice, may have separated precisely the business of the election from the business of the
nomination. If the Notice had so provided, a different result may have obtained.”
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IV. Federal Court Allows Activist Stockholders To Vote Shares At
Annual Meeting Despite Failure To Comply With Disclosure
Obligations Of Federal SecuritiesLaws

In CSX Corporation v. The Children’s Investment Fund Management (UK) LLP,
etal., 562 F. Supp. 2d 511 (S.D.N.Y. 2008), the court held that the defendants'™ violated
Section 13(d) of the Exchange Act™® because (i) TCI failed to file required disclosures
with the SEC within 10 days of acquiring “beneficial ownership” in 5% of CSX
Corporation (CSX) shares,** and (ii) the defendants failed to file required disclosures

»15 While the court issued an

with the SEC within 10 days of forming a*“group.
injunction restraining future violations of Section 13(d) and the rules thereunder by the
defendants, it concluded as a matter of law that it could not enjoin the defendants from
voting the CSX shares that they owned at the upcoming annual meeting.

The case arose out of the defendants’ plan to elect a slate of 5 nomineesto CSX’s

12-member board of directors, and a dispute between CSX and the defendants concerning

the amount of CSX stock that the defendants beneficially owned. CSX accused the

2 The defendants were The Children’ s Investment Fund Management (UK) LLP (TCIF UK), The
Children’s Investment Fund Management (Cayman) Ltd., The Children’s Investment Master Fund (TCI
Fund), Christopher Hohn, Snehal Amin (collectively, “TCI"), and 3G Capital Partners Ltd., 3G Capital
Partners, L.P., 3G Fund, L.P., and Alexandre Behring (collectively, “3G"). The court stated that Hohn
“runs’ TCl, Aminisapartner of TCIF UK, and Behring “runs’ 3G.

¥ Section 13(d) was adopted “to alert the marketplace to every large, rapid aggregation or accumulation of
securities, regardless of technique employed, which might represent a potential shift in corporate control.”
GAF Corp. v. Milstein, 453 F.2d 709, 717 (2d Cir. 1971).

14 Section 13(d)(1) provides in relevant part: “Any person who, after acquiring directly or indirectly the
beneficial ownership of any equity security of a classwhich is registered pursuant to section 12 of thistitle,
... isdirectly or indirectly the beneficial owner of more than 5 per centum of such class shall, within ten
days after such acquisition, send to the issuer of the security at its principal executive office, by registered
or certified mail, send to each exchange where the security is traded, and file with the Commission, a
statement containing” the information required to be disclosed by Section 13(d)(1).

> Section 13(d)(3) provides: “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.”
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defendants of entering into total-return equity swaps referencing CSX shares,*® and
secretly coordinating efforts with respect to their interests in CSX as part of aplanto
change or influence control of CSX by acquiring alarge stake in CSX while evading the
reporting requirements of the federal securitieslaws.*’ CSX argued that the defendants
acquired beneficial ownership of the CSX stock referenced in the swap arrangements
they entered into, but failed to accurately disclose this alleged beneficial interest.
Specifically, CSX contended that TCI violated Section 13(d) by failing to disclose its
beneficial ownership of CSX shares referenced in its swap arrangements,’® and that the
defendants violated Section 13(d) by failing to timely disclose the formation of a group.
CSX also asserted that the defendants violated Section 14(a) of the Exchange
Act™ by filing a preliminary proxy statement with the SEC that similarly failed to make
these disclosures, and that Behring, Hohn, and Amin were personally liable for the
violations of Sections 13(d) and 14(a) as control persons under Section 20(a) of the

Exchange Act.® Finally, CSX argued that the defendants’ Notice of Proposed Director

18 These swap arrangements were sophisticated derivative transactions between the defendants and
investment-bank counterparties that gave the defendants all of the indicia of stock ownership except that
the defendants did not have record ownership of the referenced CSX shares and did not have the legal right
to vote those shares, both of which remained with the investment banks.

¥ When the defendants first filed a Schedule 13D disclosing that they had formed a group, they also
publicly disclosed for the first time that they already had amassed ownership of approximately 8.3%of the
outstanding CSX shares, and that they had entered into swap arrangements that referenced approximately
an additional 11.8% of the outstanding CSX shares.

18 «“Beneficial ownership” is defined by Exchange Act Rule 13d-3, which provides in relevant part: “(a)
For the purposes of sections 13(d) and 13(g) of the Act a beneficial owner of a security includes any person
who, directly or indirectly, through any contract, arrangement, understanding, relationship, or otherwise has
or shares: (1) Voting power which includes the power to vote, or to direct the voting of, such security;
and/or, (2) Investment power which includes the power to dispose, or to direct the disposition of, such
security. (b) Any person who, directly or indirectly, creates or uses atrust, proxy, power of attorney,
pooling arrangement or any other contract, arrangement, or device with the purpose or effect of divesting
such person of beneficial ownership of a security or preventing the vesting of such beneficial ownership as
part of aplan or scheme to evade the reporting requirements of section 13(d) or 13(g) of the Act shall be
deemed for purposes of such sections to be the beneficial owner of such security.”

19 Section 14(a) and Rule 14a-9 thereunder govern the disclosures made in proxy statements.

% Section 20(a) provides: “Every person who, directly or indirectly, controls any person liable under any
provision of thistitle or of any rule or regulation thereunder shall also be liable jointly and severally with
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Nominees and Bylaw Amendments (notice) failed to comply with CSX’s Amended and
Restated Bylaws (bylaws) because the notice failed to accurately identify the defendants
beneficial ownership of CSX stock despite the requirement in the bylaws that
stockholders must disclose “the number of shares of capital stock of the Corporation that
are owned beneficialy and of record by such shareholder and such beneficial owner” in
order to properly bring a nomination or other business before an annual meeting.

In response to CSX’ s claims, the defendants argued that they did not obtain
beneficial ownership in CSX stock referenced in the swap arrangements they entered
into, because they only obtained economic interestsin CSX stock through the swap
arrangementsin contrast to any voting, investment, or dispositive control over any CSX
stock.

The court held that TCI used the swap arrangements with the purpose and effect
of preventing the vesting in TCI of beneficial ownership of the referenced CSX shares as
part of aplan or scheme to evade the reporting requirements of Section 13(d), and thus
TCI was deemed to beneficially own those shares based on Rule 13d-3(b). The court
cited the following TCI actions as evidence that TCI should be deemed a beneficial
owner of the CSX securities referenced in the swap arrangements:. the chief financial
officer of TCI Fund told its board that one of the reasons for using swap arrangements
was “the ability to purchase without disclosure to the market or the company”; TCI
emails discussed the need to make certain that its swap counterparties stayed below 5%
share ownership in order to avoid triggering a disclosure obligation on the part of the

counterparty; TCI admitted that one of its motivations in avoiding disclosure was to

and to the same extent as such controlled person to any person to whom such controlled person isliable,
unless the controlling person acted in good faith and did not directly or indirectly induce the act or acts
constituting the violation or cause of action.”
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avoid paying a higher price for the shares of CSX that it expected would have occurred if
itsinterestsin CSX shares were disclosed to the market; and TCI acquired only 4.5% in
physical CSX sharesto remain safely below the 5% reporting requirement until it was
ready to disclose its position.

Having determined that TCl was a beneficial owner of the CSX shares referenced
in the swap arrangements under Rule 13d-3(b) due to its evasive behavior, the court
decided not to rule on the legal question of whether TCI was the per se beneficial owner
of the shares referenced in swap arrangements under Rule 13d-3(a). However, the court
did state that there were substantial reasons for concluding that TCI was the beneficial
owner of the CSX shares referenced in the swap arrangements under Rule 13d-3(a).
Specifically, the court believed that TCI manifestly had the economic ability to cause the
investment banks with which it entered into the swap arrangements to buy and sell CSX
shares, and that there was reason to believe that TCIl was in a position to influence the
investment banks with respect to the exercise of their voting rights. The court criticized
TCI’sargument that it did not have beneficial ownership of the shares because it had no
legal right to direct the investment banks to buy or sell shares or to vote them as exalting
form over substance: “The securities markets operate in the real world, not in law school
classrooms. Any determination of beneficial ownership that failed to take account of the
practical redlities of that world would be open to the gravest abuse.”*

The court then turned to the question of whether the defendants violated Section

13(d) because they failed to timely disclose that they had formed a group. The court

2 The court also stated: “Some people deliberately go close to the line dividing legal fromillegal if they
see a sufficient opportunity for profit in doing so. A few crossthat line and, if caught, seek to justify their
action on the basis of formalistic arguments even when it is apparent that they have defeated the purpose of
thelaw. Thisissuch acase.”
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noted that the touchstone of a group within the meaning of Section 13(d) is that the
members combined in furtherance of a common objective. The court analyzed the
defendants' activities and motives throughout the relevant period, and found that they had
formed a group under Section 13(d) by as early as February 13, 2007—9 months prior to
the time that they filed a Schedule 13D with the SEC disclosing that they had formed a
group. The court noted that all of the following had occurred prior to or on February 13,
2007: TCIl and 3G had aclose relationship for years; one of 3G’ s funds was an investor
in TCI; Hohn and Behring discussed TCI’ sinvestment in CSX, including its approximate
size; 3G began buying CSX shares shortly after the conversation between Hohn and
Behring; and Hohn and Behring spoke about CSX as aresult of market excitement
regarding CSX attributable in whole or part to 3G’s heavy buying of CSX shares. The
court held that these circumstances all suggested that the defendants’ activities were
products of concerted action notwithstanding the defendants’ denials.?

The court proceeded to analyze CSX’ s claims concerning the notice. The court
found unpersuasive CSX’s argument that the notice was deficient because the defendants
did not include in their statement of beneficial ownership the shares referenced in the
swap arrangements, even though they disclosed those swap positionsin an annex to the
notice. The court stated that CSX was focusing on form over substance by disregarding
the fact that the defendants disclosed the swap arrangements, albeit without
characterizing them as giving the defendants’ beneficial ownership. The court ruled that
the defendants complied with the notice requirements in substance if not in all trivial

particulars, because it satisfied the essential purpose of the notice to provide disclosure of

% The court also found that it was undisputed that Hohn and Behring controlled TCI and 3G and that their
actions plainly induced the Section 13(d) violations. Asaresult, the court found that Hohn and Behring
were jointly and severally liable under Section 20(a) for the violations of Section 13(d).
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the defendants’ interest. The court also advised that CSX drafted its own bylaws and
could have defined beneficial ownership in amanner that would have required the precise
disclosure that it contended was required.

Finally, the court addressed CSX’ srequests for relief for the defendants
violations of Section 13(d). While the court enjoined the defendants from committing
further violations of Section 13(d), it refused to grant CSX’ s request for an injunction
prohibiting the voting of any CSX shares owned by the defendants at the upcoming
annual meeting. The court held that as a matter of law athreat of irreparable injury was
essential to obtain an injunction sterilizing any of the defendants’ voting rights, and that
CSX had failed to establish such athreat. The court found that the alteration of the
corporate electorate arguably affected by the defendants’ action, which did no more than
increase their likelihood of prevailing in the current proxy contest, could not be regarded
asirreparable injury that would properly be remedied by preventing the voting of the
defendants’ stock, regardless of whether the stock was acquired while the defendants
werein violation of Section 13(d).? The court did state, however, that it would have
enjoined the defendants from voting the shares they acquired while in violation of
Section 13(d) if it were free to do so as a matter of law, but that any penalties for the
defendants' violations had to come by way of appropriate action by the SEC or the
Department of Justice.

Despite the court’ s ruling that the dissidents’ violated the federal securities laws,
RiskMetrics recommended a vote in favor of 4 of the 5 nominees put forward by the

dissidents. The 4 nominees that RiskMetrics endorsed appear to have won their election

% The court granted CSX’ s request to recover the costs of the action from the defendants. The court
denied all of the other claims and requests of the parties.
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contests. However, CSX has refused to seat 2 of the 4 nominees pending its appeal of the
court’s decision. On appeal, CSX has argued that the votes representing any shares that
defendants owned while they were in violation of the federal securities laws should be
disqualified. If these votes are disqualified, the 2 nominees that CSX isrefusing to seat

will have logt their election contests.?*

V. Delaware Supreme Court Holds That Proposed Bylaw Requiring
Company To Reimburse Stockholder For Expensesincurred In
Unseating Directors|sProper Subject For Action By
Stockholders

In CA, Inc. v. AFSCME Employees Pension Plan, 953 A.2d 227 (Del. 2008), a
dispute arose out of AFSCME Employees Pension Plan’s (AFSCME) March 13, 2008
submission of abylaw for inclusionin CA, Inc.’s (CA) proxy materials for its upcoming
annual stockholder’s meeting. AFSCME' s proposed bylaw directed that CA’s “board of
directors shall cause the corporation to reimburse a stockholder . . . for reasonable
expenses incurred” in successfully unseating at least one CA director using a “short date”
of directors—a set of candidates running for fewer than half of the seats on CA’s board
(Proposed Bylaw). On April 18, 2008, CA sent aletter to the SEC’ s Division of
Corporate Finance (Division) in which CA proposed to exclude the Proposed Bylaw from
its proxy materials on the basis that the Proposed Bylaw was not a proper subject for
action by stockholders under Delaware law and would violate Delaware law if
implemented. CA also requested a“no-action letter” from the Division stating that the
Division would not recommend any enforcement action to the SEC if CA excluded the

Proposed Bylaw from its proxy materials. On May 21, 2008, AFSCME sent aletter to

24 Oral argument in the Second Circuit on CSX’s appeal was recently held, and a decision was pending at
the time this article was written.
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the Division arguing that the Proposed Bylaw did not conflict with Delaware law and
could not be properly excluded from the proxy materials.

Faced with 2 conflicting opinions on Delaware law that would determine whether
the Division would agree that CA could exclude the Proposed Bylaw from its proxy
materials, the SEC certified 2 questions to the Delaware Supreme Court: (1) Wasthe
Proposed Bylaw a proper subject for action by stockholders as a matter of Delaware law?
(2) Would the Proposed Bylaw, if adopted, cause CA to violate any Delaware law to
which it was subject? On July 1, 2008, the court accepted for review the 2 questions
certified by the SEC, concluding that there were “important and urgent reasons for an
immediate determination of the questions certified.” Both CA and AFSCME submitted
briefsin support of their positions and the court heard oral argument.

CA asserted that Sections 102 and 141 of the DGCL provide that any limits on the
substantive decision-making authority of a board must be included in either the DGCL or
the corporation's certificate of incorporation. ® % CA argued that neither the DGCL nor
CA's certificate of incorporation limited the authority of CA's board over the
reimbursement of proxy-related expenses, nor did they allow stockholders to exert power
over the reimbursement of such expenses. CA also argued that the Proposed Bylaw
usurped the decision-making authority of CA's board because it would be automatic in
operation, and left no role for board discretion of whether reimbursement of the costs of a

subset of CA's stockholders was in the best interests of CA and all of its stockholders.

% Section 102(b)(1) provides that a certificate of incorporation may contain “any provision creating,
defining, limiting and regulating the powers of the corporation, the directors, and the stockholders’.
Section 141(a) provides that the “business and affairs of every corporation . . . shall be managed by or
under the direction of aboard of directors, except as may be otherwise provided in this chapter or in its
certificate of incorporation.”

% CA’s certificate of incorporation included language which mirrored Section 141(a) and fully empowered
the board of directors to manage the affairs and business of CA.
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CA concluded that because the Proposed Bylaw would direct CA's board to automatically
spend corporate funds on a particular matter, in a particular way, regardless of
circumstances, the Proposed Bylaw intruded into the realm of exclusive discretionary
board authority and violated the DGCL and CA's certificate of incorporation.

AFSCME contended that the Proposed Bylaw was an appropriate exercise of
stockholder authority to adopt and amend corporate bylaws under Section 109 of the
DGCL becauseit related to the process of director elections. Under Section 109(b), a
bylaw may “contain any provision, not inconsistent with law or the certificate of
incorporation, relating to the business of the corporation, the conduct of its affairs, and its
rights or powers or the rights or powers of its stockholders, directors, officers or
employees.” AFSCME argued that Section 109 vests in stockholders the authority to
adopt and amend corporate bylaws, and that the Proposed Bylaw would not be invalid
solely due to the fact that stockholders voted to adopt it. Finally, AFSCME asserted that
there was nothing in the DGCL or CA'’s certificate of incorporation that would render
invalid abylaw requiring CA to reimburse proxy expenses incurred in connection with a
successful campaign to elect directors to the board.

Asto thefirst certified question, the court held that the Proposed Bylaw was a
proper subject for stockholder action. The court stated that “[i]t iswell established
Delaware law that a proper function of bylaws is not to mandate how the board should
decide specific substantive business decisions, but rather, to define the process and
procedures by which those decisions are made.” The court acknowledged that the
wording of the Proposed Bylaw was couched in terms of a substantive mandate to expend

corporate funds, but concluded that the Proposed Bylaw had “both the intent and the
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effect of regulating the process for electing directors of CA.” The court held that the
purpose of the Proposed Bylaw was “to promote the integrity of [the] electoral process by
facilitating the nomination of director candidates by stockholders,” which the Proposed
Bylaw aimed to accomplish “by committing the corporation to reimburse the election
expenses of shareholders whose candidates are successfully elected.”

However, the court also answered the second certified question in the affirmative,
holding that the Proposed Bylaw would violate Delaware law if enacted by CA’s
stockholders. The court concluded that the Proposed Bylaw “would violate the
prohibition, . . . against contractual arrangements that commit the board of directorsto a
course of action that would preclude them from fully discharging their fiduciary dutiesto
the corporation and its shareholders.” The court held that the Proposed Bylaw mandated
“reimbursement of election expenses in circumstances that a proper application of
fiduciary principles could preclude.” The court explained that where a proxy contest was
“motivated by personal or petty concerns, or to promote interests that do not further, or
are adverse to, those of the corporation, the board’ s fiduciary duty could compel that
reimbursement be denied altogether.” The court stated that, as drafted, the Proposed
Bylaw obligated the directors to grant the reasonabl e expenses of a successful short date,
and thus would not allow CA’ s directorsto exercise their fiduciary duty to decide

whether or not it was appropriate to award reimbursement at all. %’

" The court concluded by stating that: “[t]hose who believe that CA’s shareholders should be permitted to
make the [P]roposed Bylaw as drafted part of CA’s governance scheme, have two aternatives. They may
seek to amend the Certificate of Incorporation to include the substance of the [Proposed Bylaw]; or they
may seek recourse from the Delaware General Assembly” (emphasisin original).
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VI. Delaware Chancery Court Dismisses Fiduciary Duty Claims
Where Board Agreed To Merger With Termination Fee Despite
Recognizing That Stockholders Were Unlikely to Approve
Proposed Merger

InInreLear Corporation Shareholder Litigation, C.A. No. 2728-VCS, 2008 WL
4053221 (Del. Ch. Sept. 2, 2008), the Delaware Chancery Court dismissed plaintiffs
claims seeking damages from the board of Lear Corporation (Lear) for agreeing to pay a
bidder atermination fee payable upon a no vote on a merger in exchange for the bidder
increasing its bid, even though the board allegedly knew that it was improbable that the
stockholders would approve the deal. Specifically, the court ruled that, under the
business judgment rule, directors are free to adopt a merger agreement and seek
stockholder approval of the merger if they believe that the stockholders will benefit, even
if they recognize that the company’ s stockholders are unlikely to support the proposal.

The dispute arose out of a proposed merger between Lear and Carl Icahn and his
fund, along with its subsidiaries (collectively, AREP). Originaly, the parties agreed to a
merger price of $36 per share, subject to approval of the Lear stockholders. While the
price was only a 3.8% premium over the closing price before AREP sfirst public bid, it
was a46.4% premium over the price of Lear’s stock on the date when Icahn substantially
increased his equity interest in Lear-an event which resulted in substantial upward
momentum in Lear’ s stock price. The merger agreement provided for a 45 day post-
signing market check, but no topping bids were made.

After the proposed merger was announced, three proxy voting advisory services
(ISS, Glass Lewis, and Proxy Governance) recommended that Lear stockholders vote

against the merger. Prior to the stockholder vote on the merger, the special committee of
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Lear’s board was also advised that the reaction of its largest stockholders to the deal was
mixed and that many thought that improved terms were warranted. Based on this
information and the fact that the submitted proxies to date were running against the
merger, the special committee authorized its chairman and Lear’s CEO to work together
to negotiate improved deal terms with Icahn. Eventually, the negotiations bore fruit and
AREP agreed to pay an additional $1.25 per sharein exchange for afee of $25 millionin
the event that Lear’s stockholders voted down the deal (no-vote termination fee). When
the vote on the revised merger was held, the stockholders rejected it.

After the vote, plaintiffs amended their previoudy-filed complaint to attempt to
state a derivative claim without making a demand on the board based on the theory that
the Lear board breached its fiduciary duties when it granted AREP the no-vote
termination fee in exchange for the $1.25 increase in its offer price. Plaintiffs did not
allege that a majority of the board was interested or not independent. Further, Lear’s
charter contained a Section 120(b)(7) exculpatory provision. Thus, in order to state a
claim, plaintiffs were required to plead specific facts that supported the inference that the
Lear directors breached their duty of loyalty by acting in bad faith. Plaintiffs argued that
bad faith was shown because the board knew that the $1.25 per share increase would not
result in the stockholders approving the merger, rendering the no-vote termination fee a
gift to AREP. Plaintiffsalso alleged that the board did not have a basis for concluding
that the offer price was financially advantageous to Lear’ s stockholders, and thus knew
that offer price was unfair.

The court held that plaintiffs' “argument is not the stuff of which viable derivative

complaints are made,” and dismissed the case. The court began by stating that plaintiffs
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had not even created the inference of gross negligence on the part of the directors
required to state a duty of care claim, and thus certainly did not satisfy the far more
difficult task of showing bad faith in order to state a duty of loyalty claim. The court
explained that “[d]irectors are entitled to make good faith decisions even if the
stockholders might disagree with them. Where, as here, the complaint itself indicates that
an independent board majority used an adequate process, employed reputable financial,
legal, and proxy solicitation experts, and had a substantial basisto conclude a merger was
financialy fair, the directors cannot be faulted for being disloyal simply because the
stockholders ultimately did not agree with their recommendation.” In addition, the court
found that plaintiffs’ primary argument of bad faith was not even supported by the
complaint, which itself conceded that there was a chance that the stockholders would
approve the merger. “Thus, the plaintiffs [were] in reality down to the argument that the
Lear board did not make a prudent judgment about the possibility of success. That is, the
plaintiffs [were] making precisely the kind of argument precluded by the business
judgment rule.”

Having decided that plaintiffs’ claim was precluded by the business judgment
rule, the court stated that plaintiffs did “not come close” to pleading facts suggesting that
the Lear directors “consciously and intentionally disregarded their responsibilities and
thereby breached the duty of loyalty.” The court explained that “[i]n the transactional
context, avery extreme set of facts would seem to be required to sustain a disloyalty
claim premised on the notion that disinterested directors were intentionally disregarding
their duties,” and advised that courts should be “extremely chary about labeling what they

perceive as deficiencies in the deliberations of an independent board majority over a
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discrete transaction as not merely negligence or even gross negligence, but as involving
bad faith.” Specifically, the court held that it would be inconsistent with the business
judgment rule to sustain a complaint grounded in the concept that directors act disloyally
if they adopt a merger agreement in good faith ssmply because stockholders might, or
even almost certainly would, reject it.

The court also noted the role that proxy advisory firms played in the case. As
noted above, three proxy advisory firms recommended that L ear stockholders vote
against the merger when AREP was offering $36 per share. When the offer price
increased to $37.25 per share, ISS reiterated its previous negative recommendation, and
suggested that Lear stockholders were better off holding on to their shares. In particular,
| SS questioned why the board agreed to the no-vote termination fee in light of the fact
that in certain other deals, bidders had upped their bids in order to obtain stockholder
approval without demanding a quid pro quo. In fact, the complaint relied heavily upon
the fact that the board was advised that a price increase to $37.50 to $38.00 per share may
have been required to get an affirmative recommendation from ISS. In response, the
court stated that “the notion that directors might face aloyalty claim for failing to secure
the approval of a proxy advisory firm, such as ISS, before adopting a merger agreement
is not one consistent with the tradition of our law. Such firms have no ownership stakein
the corporation’s shares and owe no dutiesto it. Their shifting sentiments are part of the
business landscape boards must now address in seeking proxies, but directors who

believe in good faith that a merger is good for the corporation’ s actual stockholders are



entitled to push for its approval, irrespective of whether the merger is one that the proxy

advisory firms might not ultimately favor.” %

VII. LimitsOn The Exercise Of Board And Stockholder Power

While courts have generally supported both the decisions of directors and
stockholders' proxy efforts, there are limits on what will pass muster in each instance and
courts will rule against the respective parties when they feel it is necessary to protect the
other from an improper exercise of power.

For example, in Apache Corporation v. The New York City Employees
Retirement System, et al., No. Civ. A. H-081064, 2008 WL 1821728 (S.D. Tex. Apr. 22,
2008), the court found that Apache Corporation (Apache) properly excluded a
stockholder proposal from the proxy statement that Apache mailed to its stockholders.
The proposal provided, among other things, that “ The Shareholders request that
management implement equal opportunity policies based on the af orementioned
principles prohibiting discrimination based on sexual orientation and gender identity.”
The proposal sought, among other things, to have A pache implement policies
incorporating sexual orientation and gender identity into the company’ s employee
benefits allocation, corporate advertising and marketing activities, sales activities, and
charitable contributions. The court found that Apache was permitted to exclude the
proposal because it “deals with a matter relating to the company’ s ordinary business
operations.” Rule 14a-8(a)(7). The court also found that the proposal sought to

micromanage the company to an unacceptable degree.

% The court noted that “[w]ith Lear’s stock price now trading around $13 per share — less than the range it
was in before Icahn made hisfirst purchases in March 2006 — many Lear stockholders might wish they had
taken the recommendation of their directors to accept $37.25 per share.”
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Similarly, in Ryan v. Lyondell Chemical Company, C.A. No. 3176-VCN, 2008
WL 2923427 (Del. Ch. July 29, 2008), a dispute arose out of a $13 billion cash for shares
merger that offered Lyondell Chemical Company (Lyondell) stockholders a 45%
premium over the closing price the last trading day before the public became aware of the
proposed transaction, and which the Lyondell stockholders overwhelmingly approved.
Despite the substantial premium and stockholder support, the court denied the director
defendants’ motion for summary judgment concerning plaintiff’s Revion® claims and his
challengesto the deal protection measures included in the merger agreement. The court
found that the board took no affirmative action to confirm that a better deal could not be
obtained and that the record did not show that the board was so knowledgeable about the
value of Lyondell that no further effort was appropriate. Further, the court found that the
directors were not able to explain why the deal protection measures adopted (merger
agreement included a no-shop provision, matching rights, and a $385 million break-up

fee) were appropriate under the circumstances.

VIIl. Conclusion: Some Potential I mplications of a Stockholder -
Centric Model Of Governance For Cor porate Gover nance
Litigation

These cases demonstrate that courts will continue to carefully scrutinize aboard’s
decision to tamper with the corporate machinery, but at the same time continue to give
the board substantial deference on fundamental issues of business judgment. In fact, one
could say that the most striking reality about the legal landscape during the growth of a

stockhol der-centric governance movement is how little change there has been in the

% Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986).
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fundamental legal rules governing director conduct, particularly when contrasted with the
very dramatic changes occurring on the broader corporate governance landscape.

Delaware’ s definition of a director-centric model of governance was recently
eloquently described again by Vice Chancellor Strine, the author of the Lear opinion
summarized above and one of the country’s most brilliant corporate law scholars. In
Lear, upon concluding that the claims against the directors must be dismissed, the Vice
Chancellor definitively rejected the notion that directors might be liable for following a
course of conduct which amajority of shareholders may disagree with. Indeed, the court
held that such an argument is “grounded in afundamental misunderstanding of the role of
adirector of a Delaware corporation. Directors are not thermometers, existing to register
the ever-changing sentiments of stockholders. Directors are expected to use their own
business judgment to advance the interests of the corporation and its stockholders.
During their term of office, directors may take good faith actions that they believe will
benefit stockholders, even if they realize stockholders do not agree with them.”

Y et, in the marketplace for corporate control today, a very different view has
taken hold. Thisview provides that stockholders should be making decisions about the
corporation, and that directors should act primarily (if not exclusively) in the interests of
stockholders. This view, which has gained considerable currency among many, has
resulted in the great battles for corporate control moving from the courtroom to the
boardroom and on to the marketplace. Asaresult, more than any legal standard or case,
what is perhaps most striking is that while many of the most significant takeover battles
of the 1980s and 1990s were decided in court—and became the names of famous legal

standards, such as“Revlon,” “Unocal,” “ Time-Warner,” and “ Paramount”—today’ s great
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takeover battles are taking place outside the courtroom, and are being decided by boards
and stockholders. Thus, while the last year has seen a significant growth in hostile M& A
and stockholder activism for such prominent companies as Y ahoo, Dow Jones, the New
Y ork Times, and Anheuser-Busch, these battles have not led to any significant legal
decisions or litigations. Perhapsthisis the best “evidence’ of the strength of the
stockholder-centric model of governance; stockholders no longer believe that their only

alternative to a decision they do not agree with is to sue the board.
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