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6 The M&A Agreement: Representations and Warranties
6.1 The Functions of Representations and Warranties in the Transaction
Agreement
6.1.1 CBS Inc. v. Ziff-Davis Pub. Co., 554 N.Y.S.2d 449, 75 N.Y.2d 496, 553 N.E.2d 997
(N.Y. 1990)
HANCOCK, Judge.
A corporate buyer made a bid to purchase certain businesses based on financial
information as to their profitability supplied by the seller. The bid was accepted and the parties
entered into a binding bilateral contract for the sale which included, specifically, the seller’s
express warranties as to the truthfulness of the previously supplied financial information.
Thereafter, pursuant to the purchase agreement, the buyer conducted its own investigation which
led it to believe that the warranted information was untrue. The seller dismissed as meritless the
buyer’s expressions of disbelief in the validity of the financial information and insisted that the
sale go through as agreed. The closing took place with the mutual understanding that it would
not in any way affect the previously asserted position of either party. Did the buyer’s manifested
lack of belief in and reliance on the truth of the warranted information prior to the closing relieve
the seller of its obligations under the warranties? This is the central question presented in the
breach of express warranty claim brought by CBS Inc. (CBS) against Ziff-Davis Publishing Co.
(Ziff-Davis). The courts below concluded that CBS’s lack of reliance on the warranted
information was fatal to its breach of warranty claim and, accordingly, dismissed that cause of
action on motion under CPLR 3211(a)(7). We granted leave to appeal and, for reasons stated
hereinafter, disagree with this conclusion and hold that the warranty claim should be reinstated.
The essential facts pleaded—assumed to be true for the purpose of the dismissal
motion—are these. In September 1984, Goldman Sachs & Co., acting as Ziff-Davis’s investment
banker and agent, solicited bids for the sale of the assets and businesses of 12 consumer
magazines and 12 business publications. The offering circular, prepared by Goldman Sachs and
Ziff-Davis, described Ziff-Davis’s financial condition and included operating income statements
for the fiscal year ending July 31, 1984 prepared by Ziff-Davis’s accountant, Touche Ross & Co.
Based on Ziff-Davis’s representations in the offering circular, CBS, on November 9, 1984
submitted a bid limited to the purchase of the 12 consumer magazines in the amount of
$362,500,000. This was the highest bid.
On November 19, 1984 CBS and Ziff-Davis entered into a binding bilateral purchase
agreement for the sale of the consumer magazine businesses for the price of $362,500,000.
Under section 3.5 of the purchase agreement, Ziff-Davis warranted that the audited income and
expense report of the businesses for the 1984 fiscal year, which had been previously provided to
CBS in the offering circular, had “been prepared in accordance with generally accepted
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accounting principles” (GAAP) and that the report “present[ed] fairly the items set forth”. ZiffDavis agreed to furnish an interim income and expense report (Stub Report) of the businesses
covering the period after the end of the 1984 fiscal year, and it warranted under section 3.6 that
from July 31, 1984 until the closing, there had “not been any material adverse change in Seller’s
business of publishing and distributing the Publications, taken as a whole”. Section 6.1(a)
provided that “all representations and warranties of Seller to Buyer shall be true and correct as of
the time of the closing”, and in section 8.1, the parties agreed that all “representations and
warranties * * * shall survive the closing, notwithstanding any investigation made by or on
behalf of the other party.” In section 5.1 Ziff-Davis gave CBS permission to “make such
investigation” of the magazine businesses being sold “as [it might] desire” and agreed to give
CBS and its accountants reasonable access to the books and records pertaining thereto and to
furnish such documents and information as might reasonably be requested.
Thereafter, on January 30, 1985 Ziff-Davis delivered the required Stub Report. In the
interim, CBS, acting under section 5.1 of the purchase agreement, had performed its own “due
diligence” examination of Ziff-Davis’s financial condition. Based on this examination and on
reports by its accountant, Coopers & Lybrand, CBS discovered information causing it to believe
that Ziff-Davis’s certified financial statements and other financial reports were not prepared
according to GAAP and did not fairly depict Ziff-Davis’s financial condition.
In a January 31, 1985 letter, CBS wrote Ziff-Davis that, “[b]ased on the information and
analysis provided [to it, CBS was] of the view that there [were] material misrepresentations in
the financial statements provided [to CBS] by Touche Ross & Co., Goldman, Sachs & Co. and
Ziff-Davis”. In response to this letter, Ziff-Davis advised CBS by letter dated February 4, 1985
that it “believe[d] that all conditions to the closing * * * were fulfilled”, that “there [was] no
merit to the position taken by CBS in its [Jan. 31, 1985] letter” and that the financial statements
were properly prepared and fairly presented Ziff-Davis’s financial condition. It also warned CBS
that, since all conditions to closing were satisfied, closing was required to be held that day,
February 4, 1985, and that, if it “should fail to consummate the transactions as provided * * *
Ziff-Davis intend[ed] to pursue all of its rights and remedies as provided by law.”
CBS responded to Ziff-Davis’s February 4, 1985 letter with its own February 4 letter,
which Ziff-Davis accepted and agreed to. In its February 4 letter, CBS acknowledged that “a
clear dispute” existed between the parties. It stated that it had decided to proceed with the deal
because it had “spent considerable time, effort and money in complying with [its] obligations * *
* and recogniz[ed] that [Ziff-Davis had] considerably more information available”. Accordingly,
the parties agreed “to close [that day] on a mutual understanding that the decision to close, and
the closing, [would] not constitute a waiver of any rights or defenses either of us may have”
under the purchase agreement. The deal was consummated on February 4.
CBS then brought this action claiming in its third cause of action that Ziff-Davis had
breached the warranties made as to the magazines’ profitability. Based on that breach, CBS
alleged that “the price bid and the price paid by CBS were in excess of that which would have
been bid and paid by CBS had Ziff-Davis not breached its representation and warranties.”
Supreme Court granted Ziff-Davis’s motion to dismiss the breach of warranty cause of action
because CBS alleged “it did not believe that the representations set forth in Paragraphs 3.5 and
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3.6 of the contract of sale were true” and thus CBS did not satisfy “the law in New York [which]
clearly requires that this reliance be alleged in a breach of warranty action.” Supreme Court also
dismissed CBS’s fourth cause of action relating to an alleged breach of condition. The Appellate
Division, First Department, unanimously affirmed for reasons stated by Supreme Court. There
should be a modification so as to deny the dismissal motion with respect to the third cause of
action for breach of warranties.
In addressing the central question whether the failure to plead reliance is fatal to CBS’s
claim for breach of express warranties, it is necessary to examine the exact nature of the missing
element of reliance which Ziff-Davis contends is essential. This critical lack of reliance,
according to Ziff-Davis, relates to CBS’s disbelief in the truth of the warranted financial
information which resulted from its investigation after the signing of the agreement and prior to
the date of closing. The reliance in question, it must be emphasized, does not relate to whether
CBS relied on the submitted financial information in making its bid or relied on Ziff-Davis’s
express warranties as to the validity of this information when CBS committed itself to buy the
businesses by signing the purchase agreement containing the warranties.
Under Ziff-Davis’s theory, the reliance which is a necessary element for a claim of
breach of express warranty is essentially that required for a tort action based on fraud or
misrepresentation—i.e., a belief in the truth of the representations made in the express warranty
and a change of position in reliance on that belief. Thus, because, prior to the closing of the
contract on February 4, 1985, CBS demonstrated its lack of belief in the truth of the warranted
financial information, it cannot have closed in reliance on it and its breach of warranty claim
must fail. This is so, Ziff-Davis maintains, despite its unequivocal rejection of CBS’s expressions
of its concern that the submitted financial reports contained errors, despite its insistence that the
information it had submitted complied with the warranties and that there was “no merit” to
CBS’s position, and despite its warnings of legal action if CBS did not go ahead with the closing.
Ziff-Davis’s primary source for the proposition it urges—that a change of position in reliance on
the truth of the warranted information is essential for a cause of action for breach of express
warranty—is language found in older New York cases such as Crocker-Wheeler Elec. Co. v.
Johns-Pratt Co..
CBS, on the other hand, maintains that the decisive question is whether it purchased the
express warranties as bargained-for contractual terms that were part of the purchase agreement. It
alleges that it did so and that, under these circumstances, the warranty provisions amounted to
assurances of the existence of facts upon which CBS relied in committing itself to buy the
consumer magazines. Ziff-Davis’s assurances of these facts, CBS contends, were the equivalent
of promises by Ziff-Davis to indemnify CBS if the assurances proved unfounded. Thus, as
continuing promises to indemnify, the express contractual warranties did not lose their operative
force when, prior to the closing, CBS formed a belief that the warranted financial information
was in error. Indeed, CBS claims that it is precisely because of these warranties that it proceeded
with the closing, despite its misgivings.
As authority for its position, CBS cites, inter alia, Ainger v. Michigan Gen. Corp. and
Judge Learned Hand’s definition of warranty as “an assurance by one party to a contract of the
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existence of a fact upon which the other party may rely. It is intended precisely to relieve the
promisee of any duty to ascertain the fact for himself; it amounts to a promise to indemnify the
promisee for any loss if the fact warranted proves untrue, for obviously the promisor cannot
control what is already in the past.”
We believe that the analysis of the reliance requirement in actions for breach of express
warranties adopted in Ainger v. Michigan Gen. Corp. and urged by CBS here is correct. The
critical question is not whether the buyer believed in the truth of the warranted information, as
Ziff-Davis would have it, but “whether [it] believed [it] was purchasing the [seller’s] promise [as
to its truth].” This view of “reliance”—i.e., as requiring no more than reliance on the express
warranty as being a part of the bargain between the parties—reflects the prevailing perception of
an action for breach of express warranty as one that is no longer grounded in tort, but essentially
in contract. The express warranty is as much a part of the contract as any other term. Once the
express warranty is shown to have been relied on as part of the contract, the right to be
indemnified in damages for its breach does not depend on proof that the buyer thereafter
believed that the assurances of fact made in the warranty would be fulfilled. The right to
indemnification depends only on establishing that the warranty was breached.
If, as is allegedly the case here, the buyer has purchased the seller’s promise as to the
existence of the warranted facts, the seller should not be relieved of responsibility because the
buyer, after agreeing to make the purchase, forms doubts as to the existence of those facts. Stated
otherwise, the fact that the buyer has questioned the seller’s ability to perform as promised
should not relieve the seller of his obligations under the express warranties when he thereafter
undertakes to render the promised performance.
The cases which Ziff-Davis cites as authority for the application of its tort-action type of
reliance requirement do not support the proposition it urges. None are similar to the case at bar
where the warranties sued on are bargained-for terms in a binding bilateral purchase contract. In
most, the basis for the decision was a factor other than the buyer’s lack of reliance such as, for
example, insufficient proof of the existence of the alleged express warranty or that the warranty
sued upon was expressly excluded by terms of the contract or that there was insufficient proof
that the express warranty had been breached.
Ziff-Davis repeatedly cites and the dissent relies upon language contained in the
Appellate Division’s opinion in Crocker-Wheeler Elec. Co. v. Johns-Pratt Co. which dealt with a
claimed breach of an express warranty pertaining to the fitness of insulating material for a certain
use. The court held that there was no actionable express warranty claim because the seller made
no warranty with respect to use of the material. The language which Ziff-Davis quotes as a
categorical proposition that should control the case before us—i.e., “[i]t is elementary that, in
order to entitle the plaintiff to maintain an action for breach of an express warranty, it must be
established that the warranty was relied on “—is contained in dictum.
Viewed as a contract action involving the claimed breach of certain bargained-for
express warranties contained in the purchase agreement, the case may be summarized this way.
CBS contracted to buy the consumer magazine businesses in consideration, among other things,
of the reciprocal promises made by Ziff-Davis concerning the magazines’ profitability. These
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reciprocal promises included the express warranties that the audited reports for the year ending
July 31, 1984 made by Touche Ross had been prepared according to GAAP and that the items
contained therein were fairly presented, that there had been no adverse material change in the
business after July 31, 1984, and that all representations and warranties would “be true and
correct as of the time of the closing” and would “survive the closing, notwithstanding any
investigation” by CBS.
Unquestionably, the financial information pertaining to the income and expenses of the
consumer magazines was relied on by CBS in forming its opinion as to the value of the
businesses and in arriving at the amount of its bid; the warranties pertaining to the validity of this
financial information were express terms of the bargain and part of what CBS contracted to
purchase. CBS was not merely buying identified consumer magazine businesses. It was buying
businesses which it believed to be of a certain value based on information furnished by the seller
which the seller warranted to be true. The determinative question is this: should Ziff-Davis be
relieved from any contractual obligation under these warranties, as it contends that it should,
because, prior to the closing, CBS and its accountants questioned the accuracy of the financial
information and because CBS, when it closed, did so without believing in or relying on the truth
of the information?
We see no reason why Ziff-Davis should be absolved from its warranty obligations
under these circumstances. A holding that it should because CBS questioned the truth of the facts
warranted would have the effect of depriving the express warranties of their only value to CBS—
i.e., as continuing promises by Ziff-Davis to indemnify CBS if the facts warranted proved to be
untrue. Ironically, if Ziff-Davis’s position were adopted, it would have succeeded in pressing
CBS to close despite CBS’s misgivings and, at the same time, would have succeeded in
defeating CBS’s breach of warranties action because CBS harbored these identical misgivings.51
[…]
The order of the Appellate Division should be modified, with costs to the appellant, by
denying the motion to dismiss the third cause of action for breach of warranty and the order
should be otherwise affirmed.
BELLACOSA, Judge (dissenting).
The issue is whether a buyer may sue a seller, after consummating a business transaction,
for breach of an express warranty on which the buyer chose not to rely. The holding discards
reliance as a necessary element to maintain an action for breach of an express warranty.
Predictability and reliability with respect to commercial transactions, fostered by 90 years of
precedent, are thus sacrificed. I respectfully dissent and would affirm the order of the Appellate
We make but one comment on the dissent: in its statement that our “holding discards reliance as a
necessary element to maintain an action for breach of an express warranty” (dissenting opn., at 506, at
455 of 554 N.Y.S.2d, at 1003 of 553 N.E.2d) the dissent obviously misses the point of our decision. We
do not hold that no reliance is required, but that the required reliance is established if, as here, the express
warranties are bargained-for terms of the seller.
1
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Division unanimously affirming Supreme Court’s application of the sound and well-settled rule.
Plaintiff CBS contracted to purchase defendant Ziff-Davis’s consumer magazine group
pursuant to an Asset Purchase Agreement (APA). CBS specifically negotiated the right to rely on
its own accountant’s representations in assessing the validity of the financial information which
had been, and would be, provided to CBS by Ziff-Davis (§ 5.1 of the APA). Given the factual
and fiscal complexity of this $362,500,000 acquisition, CBS chose to rely on its own
investigation. What the CBS inspectors found in the Ziff-Davis books differed significantly from
the financial picture the seller had painted. CBS notified Ziff-Davis of the discrepancies by letter
on January 31, 1985, four days before the closing date. Despite its protest to the contrary, it had a
contractual right under section 6.1(a) of the APA to avert the closing if “all representations and
warranties of Seller to Buyer” were not true on the closing date. Clearly then, CBS chose to rely
on the results of its own investigation and made a business judgment to consummate the
purchase rather than cancel the deal. It took the business risk of a big deal and tried by this
subsequent litigation to mitigate whatever risk, if any, inured from that choice; in other words,
CBS wanted to have its cake and eat it, too.
Supreme Court determined CBS did not rely on the Ziff-Davis warranties. The Appellate
Division made the same determination and the nonreliance is acknowledged by the majority. The
reliance element is thus unnecessarily excised as a matter of law from the legal proposition
governing and defining the cause of action. If I am “missing the point”, I believe it is because
that is where the appellant’s argument and the state of the law have led me.
Part of CBS’s argument is that it should prevail because the closing day letter purports to
reserve its rights as to the Ziff-Davis warranties and section 8.1 of the APA purports to be a kind
of nonmerger survival clause. On a sui generis contract basis therefore, without affecting the
traditional reliance element of the cause of action, this argument is enticing. Nevertheless, I
conclude—and the majority apparently agrees in this respect—that the argument is not
dispositive. The warranties given to CBS created a right to rely on the financial data as part of
the sales agreement, not a right not to rely on them, then consummate the deal and then sue on
them besides. These aspects of the agreement, therefore, merely manifested the parties’ intent not
to allow the closing to operate as a waiver of CBS’s right to rely—a right which was surrendered
before the closing. If this issue were dispositive, it would render the case and the contract
entirely sui generis and there would be no need to address or alter the long-standing test with its
reliance element. However, the court confronts and decides the broader issue, and on that we see
and understand the case all too well in a fundamentally different way. […]
CBS chose—for business reasons it knows best—to complete its significant acquisition
at the impressively high agreed price with its cyclopean eye wide open. That tips the scales in
favor of retaining and applying the traditional rule requiring a reliance element to sue for breach
of warranty.
I would affirm the order in its entirety and leave the law where it was and the parties
where they put themselves.
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6.1.2 Galli v. Metz, 973 F.2d 145 (2nd Cir. 1992)
[…] Less than a month before the closing, John Yeager received a letter informing him
that a piece of property in Catskill, New York, on which Peterson had formerly operated a gas
station, contained “hazardous waste materials which exceed[ ] United States Environmental
Protection Agency advisory levels.” Two years after the closing, Peterson was named as a thirdparty defendant in an environmental litigation relating to contamination at that Catskill site, and
at a site in Holyoke, Massachusetts.
Yeager conceded below that he had known about the contamination at Catskill for twelve
years. Nonetheless, sellers warranted that “neither Betuna nor the Sellers know or have reason to
be aware of any facts which might result in any ... claim ... which might adversely affect the
business or condition ... of Betuna or its properties.” Metz argues that since sellers knew of the
Catskill contamination, sellers breached this warranty.
The district court disagreed. The court determined that “the problem at the Catskill site
was ... disclosed to [Metz] prior to the [closing]”. On appeal, Metz does not challenge this factual
determination. Instead, Metz contends that his knowledge of the Catskill contamination is
irrelevant, since reliance is not an element of breach of warranty under New York law. We agree
with this general proposition, but nonetheless do not agree that it mandates a judgment for Metz.
Metz relies on CBS Inc. v. Ziff-Davis Publishing Co. In Ziff-Davis, the purchaser (CBS)
signed a purchase agreement with the seller (Ziff-Davis) in which Ziff-Davis warranted the
accuracy of certain financial statements. Between the signing of the agreement and the closing,
CBS conducted its own investigation and began to suspect that Ziff-Davis’ numbers were wrong.
CBS informed Ziff-Davis of this view. Ziff-Davis angrily denied the charges and threatened to
sue CBS if CBS did not go through with the closing. CBS agreed to close, but expressly stated
that the dispute over the accuracy of the financial statements continued and that by closing, CBS
did not waive any rights under the agreement. After closing, CBS sued Ziff-Davis for breach of
warranty, and the trial court dismissed, reasoning that CBS had not relied on the truth of the
warranty. The appellate division affirmed.
The Court of Appeals reversed. The court treated the warranty as a bargained-for
contractual term whereby CBS bought Ziff’s promise that the financial terms were accurate. The
court ruled that “[o]nce the express warranty is shown to have been relied on as part of the
contract, the right to be indemnified in damages for its breach does not depend on proof that the
buyer thereafter believed that the assurances of fact made in the warranty would be fulfilled.”
In other words, express warranties are “as much a part of the contract as any other term.”
CBS’s belief that the terms might not be accurate no more voided the warranty than a fruit
purchaser’s suspicions that a fruit seller might not be able to deliver the goods would void a
contract for the sale of fruit.
While Ziff-Davis does curtail the role of reliance in breach of warranty actions, the case is
of limited value to Metz. In Ziff-Davis, there was a dispute at the time of closing as to the
accuracy of particular warranties. Ziff-Davis has far less force where the parties agree at closing
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that certain warranties are not accurate. Where a buyer closes on a contract in the full knowledge
and acceptance of facts disclosed by the seller which would constitute a breach of warranty
under the terms of the contract, the buyer should be foreclosed from later asserting the breach. In
that situation, unless the buyer expressly preserves his rights under the warranties (as CBS did in
Ziff-Davis), we think the buyer has waived the breach.
Thus, whether Metz’ knowledge of the Catskill contamination vitiates his warranty
breach claim depends on the circumstances in which Metz learned of the problem. At trial,
Yeager testified both that he had specifically disclosed the Catskill problem to Metz and that the
problem was common knowledge. Metz denied that Yeager had specifically informed him of the
problem. The district court did not resolve the factual ambiguity, holding only that “the problem
at the Catskill site was ... disclosed to the defendants.” Presumably, the district court meant that
sellers told Metz of the problem. If this is the case, then sellers would have a strong argument
that Metz waived the warranties.
However, the possibility lingers that the district court found only that the Catskill
problem was common knowledge. In that event, it is possible that a third person disclosed the
problems to Metz and that Metz purchased the sellers’ warranty as insurance against any future
claims. Then, under Ziff-Davis, Metz would have a strong argument. Since the district court
made no findings on who disclosed the Catskill problem to Metz, we must remand this question
for further factual development. […]
6.1.3

Notes on Sandbagging Provisions

1. The act of a buyer, having knowledge that a seller’s representation is incorrect, nonetheless
consummating the transaction and then suing the seller for the damages caused by the
misrepresentation is referred to in the M&A trade as “sandbagging.” The origin of the term
apparently goes back to street toughs who would use small cloth bags filled with sand as their
bludgeoning weapon of choice, with this then being picked up by poker players to describe a
player who would mislead the other players as to the strength of his hand. The latter, you will
note, carries clear connotations of deceptive behavior. You should consider, in reading both Ziff
Davis and Metz, the role played by whether the buyer was forthright with the target regarding
their belief in the inaccuracy or potential inaccuracy of the representations in question. As a
term of art in modern M&A practice, practitioners generally distinguish sandbagging by the
simple availability of a buyer remedy notwithstanding pre-closing knowledge of the breach,
rather than whether the buyer did or did not have a duty to disclose the same.
2. When the parties to an M&A agreement wish to expressly deal with this issue, a buyer will
typically propose a provision expressly permitting sandbagging, while the Seller, of course, will
want the buyer to assume to risks associated with any matters of which buyer had knowledge.
Examples of these opposing approaches are the following:
Pro-Sandbagging: The representations, warranties, covenants and obligations of the
Seller, and the rights and remedies that may be exercised by the Indemnified Parties based on
such representations, warranties, covenants and obligations, will not be limited or affected by
any investigation conducted by Buyer or any agent of Buyer with respect to, or any knowledge
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acquired (or capable of being acquired) by Buyer or any agent of Buyer at any time, whether
before or after the execution and delivery of this Agreement or the Closing, with respect to the
accuracy or inaccuracy of or compliance with or performance of any such representation,
warranty, covenant or obligation, and no Indemnified Party shall be required to show that it
relied on any such representation, warranty, covenant, or obligation of the Seller in order to be
entitled to indemnification pursuant to this Article. The waiver by Buyer of any of the conditions
[to Closing] will not affect or limit the provisions of this Article.
Anti-Sandbagging: No Indemnified Party shall be entitled to indemnification in respect
of any breach of any representation, warranty, covenant, or obligation of the Seller if and to the
extent that such Indemnified Party had knowledge of such breach at the Effective Time.
3. As counsel to a prospective seller, you no doubt would love to put an anti-sandbagging
provision like the one above into your markup of the purchaser’s proposed acquisition
agreement. How likely are you to succeed? Alas for your client, the surveys say that buyers
have very much absorbed the contractarian approach to representations seen in Ziff Davis. For
example, a survey of private company deal terms published by SRS Acquium in 2021 found that,
in the 2020 deals for which it had data, only 2% (!) included an anti-sandbagging provision,
while 48% expressly permitted a buyer to sue based on the representations notwithstanding its
prior knowledge of their inaccuracy. The remaining 50%? They didn’t speak to the issue
explicitly. Why might buyer’s and seller’s counsel each decide not to address with contractual
language the effect of buyer’s knowledge of the inaccuracy of seller’s representation?
6.1.4 Julius v. Accurus Aerospace Corp. (Del. Ch. 2019)
ZURN, Vice Chancellor.
This case, concerning an acquisition in the aviation parts industry, teaches an important
lesson about the benefits of allocating risk among contracting parties and detriments of imprecise
drafting. The buyers considered this acquisition in a niche industry to be very lucrative. The
sellers produced parts for a particularly important customer: the world’s largest aerospace
company, The Boeing Company.
Boeing parts generated significant revenue for the company. At the time of contracting,
all parties knew the sellers’ contracts for dozens of high-revenue Boeing parts expired at the end
of 2016. This was a common occurrence in the industry, and it was typical for parts to be added
to and removed from the sellers’ master contract with Boeing. On most occasions, Boeing would
request a quote for expiring parts and afford the sellers the opportunity to re-bid on those parts.
Throughout the due diligence process and at the time of closing, both the buyers and
sellers believed in good faith that Boeing would give the company the opportunity to re-bid on
all parts expiring at the end of 2016, as Boeing had done for other expiring parts in the past.
Aware of the value derived from producing these parts, the buyers elected to pursue the
acquisition. The deal closed, and the parties placed a portion of the purchase price in an escrow
fund, anticipating the possibility of litigation.
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Though there was no guarantee the company would win the Boeing contracts, the buyers
walked into a situation that was worse than they expected. Months after the acquisition, the
buyers learned Boeing never requested quotes for dozens of parts under the expiring contracts.
Much to the buyers’ dismay, Boeing awarded those contracts to other suppliers in 2013 and 2014
and, therefore, the company had “lost” the opportunity to bid on those parts at that time. The
buyers do not allege that, at the time of contracting, the sellers knew these parts would be
unavailable for re-bid.
Seeking redress for the lost bid opportunity, the buyer refused to consent to release the
escrow funds. The sellers filed suit to obtain those funds. The buyers counterclaimed, alleging
breaches of representations and warranties in the governing asset purchase agreement. The
parties filed cross-motions for partial summary judgment on the issue of liability on all counts
brought by all parties. For the reasons explained below, I find that the sellers are entitled to
summary judgment on the buyers’ counterclaim and that the buyers are entitled to summary
judgment on the sellers’ affirmative claims.
I. BACKGROUND
Plaintiff Bradley E. Julius brings five affirmative claims for relief, in his capacity as
Seller Representative, on behalf of BKJ Holdings, Inc. (f/k/a ZTM, Inc.) (“ZTM” or the
“Company”), the Bradley E. Julius Revocable Trust, the Kelly Julius Revocable Trust, Kelly E.
Julius, and himself (collectively, “Sellers”). In response, Defendants Accurus Aerospace
Corporation and Accurus Aerospace Wichita LLC (f/k/a ZTM Acquisitions, LLC, f/k/a ZTM
Aerospace, LLC) (collectively, “Accurus” or “Buyers”) assert a counterclaim against Sellers.
The parties have filed cross-motions for summary judgment on all claims, so I draw the facts
from the evidentiary record developed by the parties.
A. ZTM Succeeds In The Aviation Parts Industry, And Boeing Becomes ZTM’s Most
Valuable Customer.
Julius founded ZTM, which he owned and controlled as Trustee of the Bradley E. Julius
Revocable Trust, together with Kelly Julius as Trustee of the Kelly Julius Revocable Trust. ZTM
operated out of Wichita, Kansas, one of the key aerospace supply regions in the United States.
ZTM manufactured large, complex precision aerospace parts and assemblies for major
commercial aviation and military customers. By 2015, ZTM had grown to a business of 126
employees with over $35 million in anticipated revenue. ZTM’s primary customer was The
Boeing Company (“Boeing”), which accounted for more than half of its sales. In 2014, revenue
from Boeing-related entities comprised 66.3% of ZTM’s sales. ZTM projected that by 2016,
Boeing-related entities would account for 70.3% of ZTM’s sales.
The relationship between ZTM and its customers, such as Boeing, followed an industrystandard pattern. Airplane parts manufacturers typically enter into a Long Term Agreement
(“LTA”), or “master contract,” with customers like Boeing. That LTA establishes the terms on
which the supplier will manufacture parts for the customer. The LTA often contains separate
sub-contracts for specifically identified parts, which may expire before the LTA does. ZTM and
Boeing entered into a master contract that included sub-contracts for certain Boeing parts. Some
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of those contracts were set to expire at the end of 2016, before the master contract’s expiration
date.
Suppliers can bid on sub-contracts to manufacture parts. When Boeing bids out parts, it
typically sends a Request for Proposal (“RFP”) or Request for Quotation (“RFQ”) to the
supplier. After receiving the RFQ or RFP from manufacturers like ZTM, Boeing determines
which manufacturer wins the contract, and sends that manufacturer an award letter.
The award letter identifies the specific parts Boeing has awarded to the manufacturer. Via
amendment, those parts “roll on” or are added to the master contract. But if the manufacturer bid
for parts under an expiring contract and Boeing decided to award those expiring parts to another
company, then the expiring parts would “roll off” of the master contract at their expiration date.
ZTM maintained master electronic files on its internal system that contained all RFQs, RFPs,
award letters, and related documents.
Manufacturing parts for Boeing through this process was the “bread and butter” of
ZTM’s business. Although winning a contract renewal bid with Boeing was not guaranteed, the
opportunity to re-bid on existing contracts was “critical to the success of [ZTM]” and was the
“lifeblood” of the Company. ZTM vigorously pursued the opportunity to re-bid on expiring
contracts. […]
In 2015, Julius decided to sell ZTM. He hired Koch Siedhoff Hand & Dunn, LLP
(“Koch”) to assist with the sale. During the sale process, ZTM marketed itself as the “second
largest interior shop for Boeing Commercial.” In August 2015, ZTM’s broker, Ed Dunn,
approached Accurus about a potential sale of ZTM’s assets, property, and rights. Dunn sent an
executive summary of the opportunity to Liberty. [The court describes how the sales process
stalled but was resumed in 2016.]
Sometime before March 2, ZTM began producing documents for Liberty to review to
evaluate the ZTM acquisition. As part of Buyers’ due diligence, ZTM prepared spreadsheets of
projections for Buyers to review, which included information on the airplane part numbers under
contract, part quantities, the contract expiration dates, pricing, gross margins, sales, projected
sales, and other financial information. […]
The projection spreadsheets included tabs specific to Boeing airplane models that listed
each part number that ZTM was manufacturing. Within each tab, ZTM identified parts for which
it would not have the opportunity to re-bid when their contracts expired. If a part was no longer
available for re-bid, it was marked with a red triangle to alert Buyers of the expiring contract
without the opportunity to re-bid. Projections for parts marked with the red triangle indicated no
future sales. All parts without the red triangle were presented as available for re-bid, with sales
projected through 2019. The forecasts also included the gross margins for each part number.
Sellers “believed at the time the forecast spreadsheets were created that the prospective buyer
would have the opportunity to bid on [certain parts expiring at the end of 2016].”
After due diligence began but before the parties executed the APA on June 3, ZTM
communicated with Boeing about parts expiring at the end of 2016 and new parts, and provided
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Buyers with information regarding those communications. For example, on March 2, Woodson
emailed Boeing with a list of expiring parts, stating: “Below is the list of parts we were
discussing yesterday that were on the RFQs that extended 2015 but are expiring in 2016 that we
were told we lost. If there is an opportunity to re-bid these we would be very interested in
fighting to keep this work at ZTM.” The parts referred to in the March 2 email were marked
with a red triangle in the projections because ZTM did not secure contracts for those parts and
understood they would not result in future revenue. Boeing continued to award parts to ZTM
during this period. ZTM alerted Buyers of the newly awarded parts, and Buyers analyzed how
these awards affected the projections.
During this period, Buyers and their consultants also sought part information from ZTM
and specifically requested that ZTM clarify the status of parts identified in the projections. For
example, on February 19, Hoopes emailed Dunn regarding a “write up of 2015 Follow on and
2016 expiring parts,” and stated that “ZTM has a large number of Boeing parts that are due to
expire at the end of 2016 [and] ZTM has already quoted on 212 of the 608 parts.” The revenue
for the expiring parts in that email as expiring was not included in the March projections.
As Liberty’s primary negotiator with responsibility for reviewing the APA, Taylor knew
prior to executing the APA that certain Boeing parts were expiring at the end of 2016, and that
there was no guarantee that Accurus would win a bid to continue manufacturing expiring parts.
ZTM informed Accurus that they believed the Company would have the opportunity to bid on
the expiring parts. As Julius testified: “At the time of the sale . . . everybody thought the
opportunity to quote [the expiring parts] would come.” However, ZTM “never promised those
parts to Accurus or Liberty.”
C. Accurus Purchases ZTM Pursuant To The APA.
Accurus purchased ZTM’s assets pursuant to an Asset Purchase Agreement executed on
June 3, 2016 (the “APA”). The deal closed on July 29 (the “Closing”). The APA contains an
integration clause that states: “The Transaction Documents constitute the entire agreement and
understanding of the Parties and supersede all prior agreements, undertakings, negotiations, and
communications, both written and oral, among the Parties, or any of them, with respect to the
subject matter hereof.” The APA defines “Transaction Documents” as “this Agreement, the
Escrow Agreement, the Bill of Sale, the Assignment and Assumption Agreement, the Consulting
Agreement, the Employment Agreements and the certificates, affidavits, and releases required to
be delivered under this Agreement.”
The APA also contains a number of representations and warranties. Section 3.25(d)
states: “Seller has disclosed to Buyer any material disputes, complaints, or issues with respect to
any customers or suppliers and the manner in which Seller proposes to resolve such disputes,
complaints or issues.” Section 3.25(a) states:
Since the Balance Sheet Date, no customer, distributor, or supplier of the
Business has terminated or materially reduced or altered its business relationship
with Seller or Seller Subsidiary or materially changed the terms on which it does
business with either, or threatened that it intends to cancel, terminate, or
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otherwise materially reduce or alter its business relationship with either.
[…] Section 3.28 states:
No representation or warranty made by Seller in this Agreement and no statement
contained in the Disclosure Schedule to this Agreement or any certificate or other
document furnished or to be furnished to Buyer pursuant to this Agreement,
including the other Transaction Documents, contains any untrue statement of a
material fact, or omits to state a material fact necessary to make the statements
contained therein, in light of the circumstances in which they are made, not
misleading.
The APA does not include an explicit representation or warranty as to the accuracy of the
projections Sellers shared with Defendants prior to entering into the APA. The parties did not
attach ZTM’s sales projections to the APA. The APA does not reference the sales projections,
nor does it incorporate them by reference. Nor does the APA guarantee that Buyers would be
able to renew expiring parts, or even that Boeing would allow Buyers to bid on such parts.
[…]After the Closing, Boeing sent the Company an award letter, completing a bidding
cycle that began with an RFQ Boeing issued before the acquisition. Buyers compared the parts in
the award letter with ZTM’s projections provided during due diligence. Buyers discovered 53
parts included on ZTM’s projections under contracts expiring at the end of 2016, and identified
as available for rebid, were not on the award letter (the “Lost Parts”). The revenue from the Lost
Parts represented approximately 10% of ZTM’s total projected sales from 2017 through 2019:
$3.96 million in 2017, and $4.62 million in 2018 and 2019.
Boeing had awarded the Lost Parts to other suppliers before December 15, 2015, and as
early as 2013 and 2014. Sellers were not aware that Boeing had awarded the Lost Parts to other
suppliers prior to the acquisition; Buyers do not contend otherwise. Accordingly, Sellers did not
inform Buyers that the Company would not have the opportunity to bid on those parts. Rather,
Sellers had communicated to Buyers that they believed the Company would have the opportunity
to bid on the Lost Parts. Had Buyers known that the Company lost that opportunity, “if [Buyers]
would have chosen to continue at all, [Buyers] would have reduced [their] price.”
Dissatisfied with the Company’s inability to re-bid on the Lost Parts, Buyers decided to
take action [and filed suit against the Sellers seeking indemnification for alleged breaches of the
APA.] […]
The parties have struggled over whether the projections are part of the APA and whether
Buyers disclaimed reliance on the projections by way of the APA’s integration clause. Sellers
have consistently argued that the projections have no bearing on the outcome of this matter.
Buyers’ position has been more nuanced and has evolved throughout the duration of the dispute.
Buyers eventually conceded that the allegedly inaccurate sales projections are not part of the
APA, asserting they are evidence of Sellers’ breach. In keeping with Buyers’ framing of the
issue, I do not consider the projections beyond their significant role in the factual background. I
need only determine whether Sellers represented that Buyers would undoubtedly have the
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opportunity to bid on the Lost Parts under the APA’s plain and unambiguous terms. […]
According to Buyers, Sellers breached Sections 3.25(a), 3.25(d), 3.28, and 3.7(a) of the
APA by failing to notify Buyers that (1) Boeing had awarded the Lost Parts to other suppliers in
2013 and 2014 and (2) therefore, Accurus did not have the opportunity to bid on the Lost Parts.
Buyers contend that, pursuant to the APA, they “were purchasing, among other assets, [] the
opportunity to bid to renew the Lost Parts” and that “the opportunity to re-bid on [the Lost Parts]
was addressed within the representations and warranties” in the APA.
Because this case involves questions of contract interpretation, I look to the language of
the APA to determine whether summary judgment is appropriate.
The principles governing contract interpretation are well settled. Contracts must be
construed as a whole, to give effect to the intentions of the parties. Where the contract language
is clear and unambiguous, the parties’ intent is ascertained by giving the language its ordinary
and usual meaning. Courts consider extrinsic evidence to interpret the agreement only if there is
an ambiguity in the contract.
“When interpreting a contract, a court must give effect to all of the terms of the
instrument and read it in a way that, if possible, reconciles all of its provisions.” “[A] court will
prefer an interpretation that harmonizes the provisions in a contract as opposed to one that
creates an inconsistency or surplusage.” “Contract terms themselves will be controlling when
they establish the parties’ common meaning so that a reasonable person in the position of either
party would have no expectations inconsistent with the contract language.”
Contracting parties allocate risk through representations and warranties. Delaware courts
“respect the ability of sophisticated businesses . . . to make their own judgments about the risk
they should bear and the due diligence they undertake, recognizing that such parties are able to
price factors such as limits on liability.” Consistent with Delaware’s pro-contractarian policy, “a
party may not come to court to enforce a contractual right that it did not obtain for itself at the
negotiating table.” Delaware law presumes parties are bound by the language of the agreement
they negotiated, especially when the parties are sophisticated entities that have engaged in armslength negotiations.
With these principles in mind, I look only to the plain language of the APA’s
representations or warranties to determine whether the parties accounted for the risk of unknown
and undisclosed lost parts. Here, Buyers’ bargained-for representations and warranties did not
protect them against the risk that they would be unable to bid on the Lost Parts. Nor did the APA
impose on Sellers an obligation to notify Buyers about Boeing’s decision to award the Lost Parts
to other suppliers in 2013 and 2014. Buyers cannot demonstrate Sellers breached the APA, and
Sellers are entitled to summary judgment on Buyers’ Counterclaim.
1. Sellers Did Not Breach Section 3.25(d) of the APA Because There Were No
“Disputes,” “Complaints,” or “Issues” With Respect To Boeing And The Lost Parts.
Buyers argue that the fact that “ZTM no longer had the opportunity to bid to renew the
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Lost Parts” was a “material issue” that Sellers were obligated to disclose under Section 3.25(d).
Section 3.25(d) states: “Seller has disclosed to Buyer any material disputes, complaints, or issues
with respect to any customers or suppliers and the manner in which Seller proposes to resolve
such disputes, complaints or issues.” The parties disagree as to whether the lost opportunity to
bid is a material “issue” with Boeing. Because the APA is unambiguous, I discern the parties’
intended meaning by giving the term “its ordinary and usual meaning” and reading the APA as a
whole.
Dictionary definitions assist in discerning the usual and ordinary meaning of “issue.”
Black’s Law Dictionary defines “issue” as “a point in dispute between two or more parties.”
Merriam-Webster defines “issue” as: “a vital or unsettled matter;” a “concern” or “problem;” “a
matter that is in dispute between two or more parties;” and “the point at which an unsettled
matter is ready for a decision.”
From these definitions, I conclude that the parties intended to adopt the ordinary meaning
of “issue,” which requires there to have been an actual dispute or question raised by ZTM or
Boeing that ZTM or Boeing intended to resolve. This necessarily implies that ZTM or Boeing
needed to be aware of a problem—namely Boeing’s decision to award the Lost Parts to other
suppliers and ZTM’s dissatisfaction with that decision—and bring that problem to the attention
of the other party for inquiry and resolution, thereby creating an “issue” between Boeing and
ZTM.
Reading the APA as a whole bolsters my interpretation of “issues.” The other terms in
Section 3.25(d), namely “disputes” and “complaints,” reinforce the conclusion that the parties
intended to adopt the plain and ordinary meaning of “issues.” Black’s Law Dictionary defines
“dispute” as a “conflict or controversy.” Merriam-Webster defines the noun “dispute” as “verbal
controversy,” “debate,” or “quarrel,” and defines the verb as “to call into question or cast doubt
upon,” “struggle against,” “oppose,” or “contend over.” Further, Merriam-Webster defines
“complaint” as an “expression of grief, pain, or dissatisfaction” or “something that is the cause or
subject of protest or outcry.” Similar to the definitions of “issue,” the definitions of “dispute” and
“complaint” require there be an active controversy of which both parties are or become aware.
Buyers eschew the plain meaning of “issues” and argue for a broader reading. Buyers
contend I should not interpret “issues” in a way that harmonizes it with “disputes” and
“complaints,” arguing that “defining an agreed-upon contractual term as a redundancy violates
the established canon of contract interpretation that a contract should not be read to render terms
superfluous.” “While redundancy is sought to be avoided in interpreting contracts, this principle
of construction does not go so far as to counsel the creation of contract meaning for which there
is little or no support in order to avoid redundancy.” My interpretation reflects conservative
verbosity, not improper redundancy. “Issue” itself is defined in terms of a “dispute between two
or more parties.” Both “issue” and “complaint” imply a “concern” or “problem” existing
“between two or more parties” that has risen to a “conflict or controversy.” Although the Court
prefers to avoid surplusage when interpreting a contract, I decline to dismiss the plain and
ordinary meaning of “issues” to achieve that goal.
Prior to the sale of the Company, Sellers identified and actively responded to a lost
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opportunity to bid on 44 parts valued at approximately $2 million in sales, which is less than the
$3.3 million in sales in 2015 for the Lost Parts. The 2015 lost opportunity became an “issue”
between Boeing and ZTM. ZTM actively sought the opportunity to bid on parts, and Boeing
responded with RFQs indicating that ZTM lost the opportunity to bid on certain parts. Shortly
thereafter, ZTM took immediate steps to secure the opportunity to re-bid. In that scenario, ZTM
became aware of a loss that created a “vital or unsettled matter” with Boeing. This nuance does
not compel a finding that every lost opportunity is an “issue.”
The facts surrounding the Lost Parts are distinct. No “issue” arose when Boeing awarded
the Lost Parts to other suppliers and ZTM lost the opportunity to bid on those parts. Neither
Boeing nor ZTM raised any problem or made any inquiry about the Lost Parts when Boeing
awarded those parts to other suppliers in 2013 and 2014. Buyers offer no evidence that Boeing
alerted ZTM that the Lost Parts were awarded to other suppliers in 2013 or 2014, or that such an
alert became a “matter [] in dispute” between the parties. ZTM was not aware of a loss that
became a “vital or unsettled matter” in ZTM’s relationship with Boeing. In 2013 and 2014, ZTM
had no occasion to respond to Boeing’s decision to award the Lost Parts to other suppliers, raise
for Boeing’s consideration the question of whether ZTM would be able to re-bid on the Lost
Parts, or actively pursue the opportunity to re-bid on the Lost Parts. ZTM did not know that it
had lost that opportunity.
The fact that Boeing awarded the Lost Parts to other suppliers is not, by itself, evidence
of a dispute, complaint, or issue between ZTM and Boeing. ZTM and Boeing had an LTA, and
it was typical for parts to be added to or removed from that LTA. Buyers have not demonstrated
that awarding parts to other suppliers was the result of, or resulted in, any disagreement between
Boeing and ZTM.
Rather, after Boeing awarded the Lost Parts to other suppliers, ZTM and Boeing
continued their business relationship without any dispute until Accurus voiced its concerns after
Closing. In a June 2016 letter to Boeing, Jim Gibson, then-President of Accurus, recognized
ZTM’s “good standing with The Boeing Company.” One month before the parties signed the
APA, Boeing sent ZTM three award letters awarding ZTM additional parts to manufacture. After
the Closing, Boeing renewed its contracts for “most of the parts set to expire in 2016 for which
[Accurus] had the opportunity to bid.”
When the parties signed the APA, Boeing and ZTM had a good working relationship and
had no disputes, issues, or complaints between each other, under the plain meaning of these
terms. Thus, Sellers did not breach Section 3.25(d) by failing to disclose Boeing’s decisions to
move the Lost Parts to another supplier. […]
3. Sellers Did Not Breach Section 3.28 Of The APA Because Sellers’ Representations
And Warranties Did Not Contain Any Untrue Or Misleading Statement Of Material Fact With
Respect To The Lost Parts.
Buyers argue that the alleged breaches of Section 3.25(a), 3.25(d), and 3.7(a) are also
breaches of Section 3.28. Section 3.28 is a catch-all provision that states:
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No representation or warranty made by Seller in this Agreement and no statement
contained in the Disclosure Schedule to this Agreement or any certificate or other
document furnished or to be furnished to Buyer pursuant to this Agreement,
including the other Transaction Documents, contains any untrue statement of a
material fact, or omits to state a material fact necessary to make the statements
contained therein, in light of the circumstances in which they are made, not
misleading.
Under the plain terms of the APA, Sellers explicitly represented and warranted that they
disclosed all material issues with Boeing to Buyers; that Boeing had not materially altered or
reduced its business relationship with ZTM since the Balance Sheet Date; that no Material
Adverse Effect occurred after the Balance Sheet Date; and that none of the representations and
warranties contain untrue statements of material fact.
Sellers made these representations and warranties truthfully at the time of contracting. As
discussed at length above, the lost opportunity to bid on the Lost Parts was not an “issue” that
required disclosure under Section 3.25. […] Buyers cannot prevail under Section 3.28.
Those predicate sections failed to shift to Sellers any risk that Accurus would not have
the opportunity to bid on the Lost Parts. Sections 3.25(a), 3.25(d), 3.28, and 3.7(a) do not contain
any representations or warranties that required Sellers to notify Buyers that Boeing had awarded
the Lost Parts to other suppliers in 2013 or 2014, or that guaranteed Buyers would have the
opportunity to bid on the Lost Parts at the time of sale. Buyers cannot now rely on the APA’s
catchall provision “to enforce a contractual right that it did not obtain for itself at the negotiating
table.”
Buyers recognize that representations and warranties “serve an important risk allocation
function.” Sellers informed Buyers that the Lost Parts were expiring in 2016. Sellers also
informed Buyers of Sellers’ sincere, yet unsubstantiated, belief that “the opportunity to quote
[the Lost Parts] would come” and that “those parts [the Lost Parts] were available to be bid on.”
Yet, Buyers failed to protect the uncertain future of the Lost Parts in the APA. If preserving
opportunities to bid on potentially lost parts was so valuable to Buyers, they could have
bargained for explicit protections against lost opportunities. They failed to do so. Taylor, who led
the APA negotiations for Buyers, confirmed he never requested that the APA include any
protection against the possibility that the Lost Parts would not be renewed after calendar year
2016. By failing to negotiate for contractual protections related to the Lost Parts, Buyers bore the
full risk of loss. […]

6.2 Materiality and MACs
6.2.1 In re IBP, Inc., Shareholders Litigation, 789 A.2d 14 (Del. Ch. 2001)
STRINE, Vice Chancellor.
This post-trial opinion addresses a demand for specific performance of a “Merger
Agreement” by IBP, Inc., the nation’s number one beef and number two pork distributor. By this
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action, IBP seeks to compel the “Merger” between itself and Tyson Foods, Inc., the nation’s
leading chicken distributor, in a transaction in which IBP stockholders will receive their choice
of $30 a share in cash or Tyson stock, or a combination of the two.
The IBP-Tyson Merger Agreement resulted from a vigorous auction process that pitted
Tyson against the nation’s number one pork producer, Smithfield Foods. To say that Tyson was
eager to win the auction is to slight its ardent desire to possess IBP. During the bidding process,
Tyson was anxious to ensure that it would acquire IBP, and to make sure Smithfield did not. By
succeeding, Tyson hoped to create the world’s preeminent meat products company — a company
that would dominate the meat cases of supermarkets in the United States and eventually
throughout the globe.
During the auction process, Tyson was given a great deal of information that suggested
that IBP was heading into a trough in the beef business. Even more, Tyson was alerted to serious
problems at an IBP subsidiary, DFG, which had been victimized by accounting fraud to the tune
of over $30 million in charges to earnings and which was the active subject of an asset
impairment study. Not only that, Tyson knew that IBP was projected to fall seriously short of the
fiscal year 2000 earnings predicted in projections prepared by IBP’s Chief Financial Officer in
August, 2000.
By the end of the auction process, Tyson had come to have great doubts about IBP’s
ability to project its future earnings, the credibility of IBP’s management, and thought that the
important business unit in which DFG was located — Foodbrands — was broken.
Yet, Tyson’s ardor for IBP was such that Tyson raised its bid by a total of $4.00 a share
after learning of these problems. Tyson also signed the Merger Agreement, which permitted IBP
to recognize unlimited additional liabilities on account of the accounting improprieties at DFG. It
did so without demanding any representation that IBP meet its projections for future earnings, or
any escrow tied to those projections.
After the Merger Agreement was signed on January 1, 2001, Tyson trumpeted the value
of the merger to its stockholders and the financial community, and indicated that it was fully
aware of the risks that attended the cyclical nature of IBP’s business. In early January, Tyson’s
stockholders ratified the merger agreement and authorized its management to take whatever
action was needed to effectuate it.
During the winter and spring of 2001, Tyson’s own business performance was dismal.
Meanwhile, IBP was struggling through a poor first quarter. Both companies’ problems were due
in large measure to a severe winter, which adversely affected livestock supplies and vitality. As
these struggles deepened, Tyson’s desire to buy IBP weakened.
This cooling of affections first resulted in a slow-down by Tyson in the process of
consummating a transaction, a slow-down that was attributed to IBP’s on-going efforts to resolve
issues that had been raised about its financial statements by the Securities and Exchange
Commission (“SEC”). The most important of these issues was how to report the problems at
DFG, which Tyson had been aware of at the time it signed the Merger Agreement. Indeed, all the
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key issues that the SEC raised with IBP were known by Tyson at the time it signed the Merger
Agreement. The SEC first raised these issues in a faxed letter on December 29, 2000 to IBP’s
outside counsel. Neither IBP management nor Tyson learned of the letter until the second week
of January, 2001. After learning of the letter, Tyson management put the Merger Agreement to a
successful board and stockholder vote.
But the most important reason that Tyson slowed down the Merger process was different:
it was having buyer’s regret. Tyson wished it had paid less especially in view of its own
compromised 2001 performance and IBP’s slow 2001 results.
By March, Tyson’s founder and controlling stockholder, Don Tyson, no longer wanted
to go through with the Merger Agreement. He made the decision to abandon the Merger. His
son, John Tyson, Tyson’s Chief Executive Officer, and the other Tyson managers followed his
instructions. Don Tyson abandoned the Merger because of IBP’s and Tyson’s poor results in
2001, and not because of DFG or the SEC issues IBP was dealing with. Indeed, Don Tyson told
IBP management that he would blow DFG up if he were them.
After the business decision was made to terminate, Tyson’s legal team swung into action.
They fired off a letter terminating the Agreement at the same time as they filed suit accusing IBP
of fraudulently inducing the Merger that Tyson had once so desperately desired.
This expedited litigation ensued, which involved massive amounts of discovery and two
weeks of trial.
In this opinion, I address IBP’s claim that Tyson had no legal basis to avoid its obligation
to consummate the Merger Agreement, as well as Tyson’s contrary arguments. The parties’
extensive claims are too numerous to summarize adequately, as are the court’s rulings.
At bottom, however, I conclude as follows:
• The Merger Agreement and related contracts were valid and enforceable contracts that
were not induced by any material misrepresentation or omission;
• The Merger Agreement specifically allocated certain risks to Tyson, including the risk
of any losses or financial effects from the accounting improprieties at DFG, and
these risks cannot serve as a basis for Tyson to terminate the Agreement;
• None of the non-DFG related issues that the SEC raised constitute a contractually
permissible basis for Tyson to walk away from the Merger;
• IBP has not suffered a Material Adverse Effect within the meaning of the Agreement
that excused Tyson’s failure to close the Merger; and
• Specific performance is the decisively preferable remedy for Tyson’s breach, as it is the
only method by which to adequately redress the harm threatened to IBP and its
stockholders.
I. Factual Background
IBP’s Key Managers
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IBP was first incorporated in 1960. Its current Chairman of the Board and Chief
Executive Officer, Robert Peterson, has been with the company from the beginning. Having
started in the cattle business as a cattle driver, Peterson learned the business from the ground up
and has been the strategic catalyst behind IBP’s growth from a relatively small fresh beef
business to a diversified food company with sales of over $15 billion annually.
Peterson is a strong and committed CEO, who loves the business he has helped build and
the people who work for it. By the late 1990s, however, Peterson was in his late sixties and
cognizant that it would soon be time to turn the reins over to a new CEO. Peterson’s heir
apparent was IBP’s President and Chief Operating Officer, Richard “Dick” Bond. By 2000,
Peterson had also installed one of his top aides, Larry Shipley, as IBP’s Chief Financial Officer.
Sheila Hagen was IBP’s General Counsel, having joined the company from one of its beef
industry rivals.
Although this quartet all have important roles in the company, it is clear that Peterson
remains the dominant manager at IBP, and that Bond is the next most important. Shipley and
Hagen, however, each have important duties regarding financial and legal functions at issue in
this case. As in any organization, the roles of the four overlapped, but imperfectly so. Put less
obliquely, it is common for “big picture” executives to view and speak about issues from a larger
strategic perspective that is less specific and technically precise than executives like CFOs and
General Counsels who are charged with getting the details precisely right.
IBP’s Business
The traditional business of IBP is being a meat processor that acts as the middleman
between ranchers and retail supermarkets and food processors. This is the so-called “fresh
meats” business of IBP. Over the years, that business has evolved in sophistication so that just
about every inch of the animals eventually can be processed by IBP or a later purchaser into
something useful. The fresh meats business has also gotten more and more precise in terms of
slaughtering. Whereas very large sections of animals used to be shipped to end-users, the
industry trend is for middlemen like IBP to do more of the cutting.
As of 2000, IBP was on the verge of taking that strategy to its next level. Instead of
shipping large sections of meat to stores for further butchering, IBP was preparing to butcher
meat itself, which would be shipped “case ready” — that is, ready to be put into the supermarket
case. This was a new endeavor that was hoped to yield higher margins and reduce the overall
cyclicality of IBP’s business.
Likewise, IBP was endeavoring to build up its food processing businesses. These are the
businesses that take raw food products and turn them into something canned or packaged for
supermarket or restaurant sale. Because these processing activities “add value,” they tend to have
higher profit margins and generate more stable earnings than middleman meat slaughtering.
To carry out this strategy, IBP had recently made a series of acquisitions, including the
purchase of Corporate Food Brands America, Inc. (“CFBA”) in February 2000. These purchased
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entities were being put together within IBP under the larger heading of Foodbrands. The
companies make a variety of products, such as pizza toppings and crusts, side dishes, sauces,
condiments, and portion-controlled meat products. IBP was also intent on promoting a branded
line of lunch meat and similar products under the name “Thomas E. Wilson.”
IBP hoped that these processed food investments would provide a vehicle for growth and
reduce the year-to-year volatility of IBP’s earnings. Given that most of the acquired companies
within Foodbrands had been purchased no earlier than 1998, IBP was obviously quite early in
executing this yet-to-be fully proven strategy.
Moreover, while Foodbrands was a central part of IBP’s strategy for the future, it
remained at that time a much smaller contributor to the bottom line than IBP’s’ fresh meats
business. As originally reported, for example, fiscal year (“FY”) 1999 sales for IBP’s fresh meats
business were $12.4 billion as opposed to $1.7 billion for Foodbrands. Similarly, FY 1999
operating earnings in the fresh meats business were $438 million as opposed to $90 million for
Foodbrands. Thus, while Foodbrands had a higher profit margin, fresh meats remained by far the
most substantial part of IBP’s business.
IBP Management Proposes An LBO
During 1999 and early 2000, IBP’s management was frustrated by the stock market’s
valuation of the company’s stock. As earnings-less dot.coms traded at huge multiples to eyeball
hits, IBP’s stock traded at a relatively small multiple to actual earnings. In response to this
problem, Peterson, Bond, and Shipley were receptive when the investment bank of Donaldson,
Lufkin & Jenrette, Inc. (“DLJ”) expressed interest in a leveraged-buy out (“LBO”) of the
company.
In July, management informed the IBP board that it would like to pursue an LBO
seriously. With the help of DLJ, a syndicate of investors who called themselves “Rawhide” was
prepared to take the company private if a deal could be negotiated with the IBP board. The board
formed a special committee comprised of outside directors, who then selected Wachtell, Lipton,
Rosen & Katz as its legal advisor and J.P. Morgan Securities, Inc. as its financial advisor.
To facilitate their work, the special committee and J.P. Morgan asked IBP management to
develop a set of five-year projections for the performance of IBP, which I will call the “Rawhide
Projections” or the “Projections.” This request put the IBP management in the position of
performing a task that was relatively novel to them. While IBP had periodically prepared two to
three-year projections for rating agencies, it was not accustomed to making five-year projections.
Even more important, it did not utilize such long-term projections in its own business operations.
To the contrary, IBP generally created plans for the coming year. In the fresh beef part of
the business, these plans were quite ambitious and designed to motivate excellent performance,
rather than to be predictive of actual results. The plans for the processed foods part of the
business were designed to be more predictive, but these plans also dealt with the part of the
business that was newest, and that included several units that had been recently purchased by
IBP.
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Several other factors made it difficult to project IBP’s performance accurately. [The court
here describes several issues of seasonality and variability of livestock pricing that limit the
value of projections for the company.]
For all these reasons, IBP’s management was wary of preparing a five-year projection,
but did so. The task fell largely to Shipley as CFO. His methodology was sound and reasonable,
if not scientific. […]
The overall picture for Foodbrands therefore was a composite of […] assumptions that
had Foodbrands producing $125 million in EBIT in 2000, $137 million in 2001, and growing to
nearly $300 million by 2005. The $125 million EBIT number excluded $42.5 million in one-time
costs associated with IBP’s acquisition of CFBA and the write-off of bad debt relating to a
customer (together, the “CFBA Charges”). Shipley excluded the CFBA Charges because they
were a non-recurring cost that was not expected to affect Foodbrands going-forward. All users of
the Rawhide Projections relevant to this opinion were made aware of this feature of Shipley’s
analysis.
Shipley’s assumptions were reasonable given the inherent imprecision of the task he was
given. In reaching this conclusion, I also find that the Rawhide Projections were prepared with
particular users in mind: a sophisticated special committee and investment bank that would
understand that projections of this kind are at best a useful roadmap to where a business may go
if the assumptions used in the model pan out and if the company’s business plan is executed
well. Shipley reasonably assumed that the users of the Projections would approach them with the
sort of intrinsic skepticism and caution that one expects from seasoned professionals, rather than
with the unquestioning attitude of a believer at the foot of a prophet. […]
Problems At DFG Foods Begin To Surface
In 1998, as part of its strategy to grow IBP’s higher-margin food processing business,
IBP management purchased a specialty hors d’oeuvres, kosher foods, and “airline food” business
for $91 million, including assumed debt. IBP bought this business from its managers, including
its President, Andrew Zahn. Within IBP, the business became known as DFG Foods, Inc. or
“DFG.” In late 1999, IBP purchased a competitor of DFG named Wilton Foods, and combined
its operations with DFG. Zahn stayed on board after the purchase of DFG and continued to run
the business, with a right to certain earn-out payments upon his departure that were tied to the
unit’s performance.
Although IBP hoped that DFG would become a useful part of its overall strategy to move
into higher-margin businesses, as of the year 2000, DFG was an insignificant portion of IBP’s
overall business. Before the drastic adjustments that I will discuss later, DFG’s 1999 sales had
been around $75 million and its pre-tax earnings were $8.2 million. At these levels, DFG
constituted less than 1% of IBP’s sales and less than 2% of its pre-tax earnings. While IBP
employed around 50,000 people at over 60 production facilities, DFG employed approximately
300 workers at its two facilities.
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On September 30, 2000, Andrew Zahn left DFG and took a sizable earn-out payment
with him. On October 16, 2000, IBP issued a press release announcing earnings for the third
quarter of FY 2000 of $83.9 million and year-to-date earnings of $203 million. Soon after this
announcement, Dick Bond learned that there were problems with the integrity of DFG’s books
and records, and that it was possible that DFG’s inventory value was overstated.
The evidence reveals that audit staff within the Foodbrands unit had harbored concerns
about DFG’s accounting procedures for some time. Dan Hughes, the director of internal audit at
Foodbrands, had been questioning issues. His boss, Bill Brady, who was Foodbrands’ CFO, had
not taken these concerns as seriously, and had resisted Hughes’s suggestion to inform IBP’s
audit committee about possible overstatements. Despite Tyson’s arguments to the contrary, there
is no credible evidence that suggests that anyone in IBP top management were on notice about
irregularities at DFG until mid-October 2000.
When IBP top management learned of the problems at DFG, a full inventory audit was
ordered. The audit concluded that DFG’s inventory was overvalued by $9 million. On November
7, 2000, IBP therefore announced that it would take a $9 million reduction over pre-tax earnings
from the amounts previously reported for third quarter of FY 2000. These amounts were reported
to the SEC in IBP’s third quarter 10-Q. As of that time, Peterson and Bond were led to believe
that the $9 million overstatement was the extent of the problem at DFG, although efforts to get
control of DFG’s financials continued.
The Auction For IBP Begins
The rumors about IBP’s possible sale had not gone unnoticed among meat industry
leaders. Two industry participants had toyed with the idea of making a play for IBP for years.
One was Smithfield Foods, the nation’s number one pork processing firm. When
combined with IBP, Smithfield would be the number one producer of beef and pork products.
The strength of the Smithfield-IBP combination was also its weakness. Because of IBP’s own
strength in pork, anti-trust and political concerns were bound to be raised about a merger.
Nonetheless, those concerns did not impede Smithfield from making an unsolicited bid for IBP
on November 12, 2000. The Smithfield bid offered $25 in Smithfield stock for each share of IBP
stock [editor’s note: a price substantially higher than the proposed Rawhide MBO price]. This
was not the best of news for IBP management, whose relationship with Smithfield management
was not warm.
Meanwhile, Tyson Foods had been pondering a deal with IBP for several years. Bob
Peterson and Tyson founder and controlling stockholder, Don Tyson, were old industry friends
with great respect for one another. In the preceding year or so, Peterson had bantered with Don
Tyson about the idea of putting Tyson and IBP together. This would create a company that was
number one in beef and chicken, number two in pork, and that would have a diverse processed
food business. Put mildly, Peterson’s ardor for a combination with Tyson was much stronger
than for a deal with Smithfield.
[…] John Tyson called Dick Bond to set up a meeting to discuss a possible combination.
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The meeting was arranged for November 24, 2000 at an airport in Tampa due to the various
Thanksgiving itineraries of the expected participants. The primary participants were to be
Peterson and Bond for IBP, and Don and John Tyson for Tyson.
The November 24 Meeting
The November 24 meeting was a lovefest. Tyson came ready to buy, and IBP came ready
to be bought. The meeting was dominated by the two elder statesmen, Peterson and Don Tyson.
Each was excited about the possibility of combining the companies, under the day-to-day
leadership of John Tyson and Dick Bond. Don Tyson had even been dreaming about the
companies’ combined balanced sheets at bedtime.
The two discussed the combination in general, big picture terms with great enthusiasm.
Peterson told the two Tysons that the Rawhide Projections would soon be published. He
expressed confidence that performance of the kind indicated in the Projections could be achieved
by IBP and that his own internal operating plans for IBP were more ambitious. But at no time did
Peterson promise that IBP could be guaranteed to perform as the Projections predicted. Indeed,
Peterson discussed many of the risk factors that affected IBP and that would naturally lead a
reasonable listener to conclude that future results could not be projected with certainty. These
risk factors included the cattle cycle, which Peterson explained was likely to be on the downside
in the ensuing years.
The testimony suggests that the conversation was largely focused on the future and the
synergistic benefits of the combination, and not as much on year 2000. While I have little doubt
that Peterson expressed confidence in his company, I also conclude that he did not promise
Tyson that IBP’s FY 2000 results would be exactly as set forth in the Rawhide Projections. I do
think Peterson felt that IBP would have a good year and projected that confidence. That is, I
conclude that his subjective belief was fully in accord with the views he expressed to the Tysons.
[…] I specifically conclude that a reasonable participant in the meeting would have assumed that
the statements of all participants were general and in keeping with the informal and preliminary
nature of the meeting. In talking about the Rawhide Projections that were to be released soon, the
IBP participants would have naturally assumed that the Tysons would read them carefully and
the information that qualified them. This assumption that Tyson Foods was proceeding
cautiously and not heedlessly is borne out by record evidence that shows that Tyson was running
its own assumptions about a combination, with downside cases.
As a result, I conclude that John and Don Tyson did not form a belief at the November 24
meeting that the Rawhide Projections were in the bank and would be met with ease. Instead, they
took away the view that Peterson and Bond believed that IBP would meet those Projections, but
that there were no guarantees of that and that there were known risks that could compromise
IBP’s ability to deliver. […]
The Rawhide Projections Are Published
On November 28, 2000, the preliminary proxy statement for the Rawhide deal was filed
with the SEC. The preliminary statement included a description of the Rawhide Projections. The
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statement included the Projections “solely because of the disclosures [of them] that were made to
J.P. Morgan” during the negotiation process. The preliminary proxy statement included a large
amount of highlighted language that was intended to signal the caution with which those
Projections should be used. A careful reader of the preliminary proxy would have noted, among
other things, that: (i) the Projections had been prepared in August 2000; (ii) that the Projections
had not been updated; (iii) that IBP Management does not ordinarily make such Projections; (iv)
that the Projections should be read in light of IBP’s most recent financial statements; (v) that
there were a large number of risks that could affect whether the Projections would be met,
particularly supply cycles in the livestock markets; and (vi) that the Projections were not
guarantees of particular results.
By November 28, 2000, IBP had already issued its third quarter 10-Q. The preliminary
proxy statement expressly informed readers that the Rawhide Projections — which had been
made as of August 2000 and had not been updated — should be read in light of the third quarter
10-Q. The third quarter 10-Q contained information that suggested that IBP would have
difficulty meeting the $542 million in EBIT predicted for the year 2000. By the end of the third
quarter, IBP’s total reported EBIT was $340 million, a result that trailed third quarter results for
FY 1999 by $67 million. Whereas the Rawhide Projections had assumed that Foodbrands would
deliver EBIT of $125 million for full year 2000, Foodbrands had only delivered around $50
million as of the end of third quarter 2000 on a normalized basis. It thus needed to generate more
EBIT in the fourth quarter than the whole of the preceding year to meet the Rawhide Projections’
estimate.
Tyson Makes Its Opening Bid
In early December, the Tyson board of directors met to consider making a bid for IBP.
John Tyson’s vision for the deal was fundamental: he wanted to dominate the meat case of
America’s supermarkets and be the “premier protein center-of-the-plate provider” in the world.
Tyson/IBP would be number one in beef and chicken, and number two in pork. […] John Tyson
saw the potential for Tyson’s expertise to help IBP do in beef and pork what Tyson had done in
poultry. His vision of the companies, however, had little to do with DFG specifically, a small
subpart of Foodbrands that he knew little, if anything, about.
Tyson’s board supported management’s recommendation to make a bid. On December 4,
2000, Tyson proposed to acquire IBP in a two-step transaction valued at $26 (half cash, half
stock) per share. Tyson trumpeted the fact that its offer was preferable to Smithfield’s, in no
small measure because Tyson did not face the same degree of anti-trust complications that
Smithfield did and could thus deliver on its offer more quickly. To emphasize this point, Tyson
said that its offer was “subject to completion of a quick, confirmatory due diligence review and
negotiation of a definitive merger agreement.” […]
On December 5 and 6, 2000, Tyson’s due diligence team reviewed information in the
data room at Wachtell, Lipton. Tyson soon learned that the data room did not contain certain
information about Foodbrands and the reason why that was so: IBP was reluctant to share
competitively sensitive information with Smithfield. The special committee’s approach to this
sales process was to treat the bidders with parity. As a result, Tyson was told that any
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information it wanted that was not in the data room could be provided, but that if Tyson received
that information, so would Smithfield.
As a result of its due diligence, Tyson flagged certain items including:
• Possible asset impairments at DFG and certain other Foodbrands companies.
• Discrepancies in the way that IBP reported its business segments.
• Concerns regarding whether the CFBA acquisition qualified as a pooling.
• IBP’s policy of recognizing revenue upon invoicing, which was going to have to change
on a going-forward basis because of new SEC guidance.
• IBP’s possible over-confidence about the outcome of certain environmental cases.
• IBP’s decision to treat its stock option plan as involving the issuance of “fixed” rather
than “variable” options, and whether the accounting treatment for the plan, which
was disclosed in the company’s financial statements, was proper.
[…] Going into the December 8, 2000 [due diligence] meeting, the chairwoman of the
IBP special committee, Joann Smith, specifically told John Tyson to ask about DFG at the
meeting.
According to IBP witnesses, the DFG situation had gotten more serious by December 8.
IBP’s top management was concerned that the accounting problems at DFG were deeper than
they had recognized and that additional charges to earnings might be necessary. The IBP
employee-witnesses all remember Peterson saying that the DFG problem had gotten worse by at
least $20 million. Peterson himself remembers speaking in angry and vehement terms about
Andy Zahn, labeling him as a “thief in the hen house,” and the progeny of a female dog who
should be hanged on main street in front of a crowd. He also recalls saying that DFG was a
“black hole.” His colleagues at IBP have far less specific recollections, but do recall Peterson
being quite upset.
The Tyson witnesses have a different recollection. They recall being told that DFG was a
$9 million problem. Leatherby’s notes of the meeting note that there had been a “$9 mm
writedown here (guy fired) fudged earnout,” that DFG was “not doing well,” but that IBP
“believe[d] in bus.” Hankins’s notes about DFG tersely state: “DFG — At bottom of problem.”
None of the Tyson witnesses heard Peterson describe Zahn — at that meeting — in such
unforgettable terms. They do admit, however, that Peterson appeared agitated and upset by the
issue, that the problem was attributed to fraud by Zahn, that Zahn had been the head of the
business, that Zahn was now gone, and that IBP was looking into his activities.
Tyson CEO John Tyson testified at his deposition that he was told at the December 8,
2000 meeting that the problem had reached $20 million, which accords with the account of the
IBP witnesses. At trial, John Tyson recanted this testimony. And a chronology prepared in early
2001 by Leatherby indicates that the DFG problem was defined at $9 million on December 8,
2000, but that he was told by IBP in mid-December, 2000 that the DFG problem was “more like
$30 mm.”
I cannot conclude with any certainty exactly what was said at the December 8, 2000
meeting. I find it unlikely that Peterson spoke as vividly as he now recalls at that meeting; rather
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I believe that Peterson is recalling later comments he made to Tyson representatives. But the
parties were then engaged in very intensive efforts on several fronts at once. The DFG discussion
on December 8, 2000 then had little of the significance that it has now.
It is quite possible that all of the witnesses are testifying honestly, but that some have
telescoped separate events together in a manner that generates chronological error. For reasons
that will become clear, the question of whether Tyson was informed on December 8 that the
problem was worse than $9 million is not critical. The undisputed facts show that Tyson was
apprised of fraud by the highest level executive of DFG and that the business had serious
problems. Likewise, it is undisputed that the IBP representatives believed that DFG was a viable
business, notwithstanding the serious problems it faced because of Zahn, and that they were
acting to address those problems so that DFG could be turned around.
The Discussion Of The Rawhide Projections
The Rawhide Projections were also discussed at the December 8 meeting. IBP
management again indicated that the Projections were based on reasonable and attainable
assumptions, and that they had confidence in the company’s ability to meet those projections in
future years. Again, however, these statements were made in a context that emphasized the
inherent uncertainty of any prediction of future performance. Much of the meeting dealt with
IBP’s business, including the various risk factors that influence whether IBP will perform well.
In particular, the Tyson representatives were told about the cattle cycle, and the adverse effect
that severe weather conditions have on cattle supplies. IBP’s management never promised or
guaranteed that the company would meet the Rawhide Projections. In fact, Peterson told Tyson
that one of DLJ’s biggest concerns during the LBO process was the difficulty of forecasting
IBP’s future earnings.
The participants seem to have placed little focus on FY 2000. IBP’s representatives never
clearly indicated that the company would not meet the Rawhide target for the year. For their part,
the Tyson participants appear to have been oblivious to the obvious warnings in the IBP third
quarter 10-Q that IBP was well behind the run-rate needed to meet the Projections, particularly
as to Foodbrands. Therefore, the Tyson and IBP representatives did not get “granular” — as the
current lexicon goes — regarding IBP’s 2000 performance-to-date. Indeed, at no time in
December did Tyson ever ask IBP for updated profit and loss information for the year. […]
The Problems At DFG Grow Deeper
During this same period, IBP management was wrestling with the DFG situation. On
December 11, 2000, Foodbrands’ CFO Brady had sent a memorandum to Foodbrands President
Randy Devening. The memorandum signaled that additional write-offs would be necessary, and
that DFG would suffer serious losses for the year in proportion to the size of its business. The
memorandum concluded by stating:
[I]t is clear that the business as it is clearly configured is not economically viable.
We need to move rapidly and decisively to eliminate costs, improve sales
realization and stem losses. DFG’s management is in the process of preparing a
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detailed plan to turn the business around.
Soon thereafter, IBP deepened its examination of DFG by assigning a team from Price
Waterhouse Coopers (“PWC”) to do a full investigation. Brady’s memo was never turned over to
Tyson (or to Smithfield) in due diligence. Peterson’s trial testimony made clear that he had little
regard for Brady’s views of the matter, an attitude that is explicable given that Brady had stifled
Hughes’ earlier efforts to explore the DFG issues more deeply and to apprise IBP’s audit
committee about his concerns.
According to Tyson, IBP’s failure to turn over the Brady memorandum was inconsistent
with Hagen’s representation to Hudson that she had turned over all audit reports for the
“company” to Tyson. According to Hagen, she interpreted this as requesting all audit reports for
IBP (i.e., the “company”) itself, not all of its various business units, and responded accordingly.
Hudson never asked Hagen for audit reports specific to DFG.
Shipley Prepares New FY 2000 Numbers For Use In An Auction
By mid to late December, the IBP special committee was preparing to conduct an auction
between Tyson and Smithfield. By this point, the Rawhide group was out of the running and
happy to receive a termination fee courtesy of the winning bidder.
J.P. Morgan asked Shipley to update his Rawhide Projections for use in this final bidding
stage. On December 20, 2000 Shipley provided an update to J.P. Morgan. The update reduced
IBP’s expected EBIT for FY 2000 by $70 million — from $542 to $472 million. […]
On December 29, 2000, IBP and Tyson representatives held two due diligence calls. In
the first, Peterson and IBP’s controller, Craig Hart, spoke with Tyson CFO Hankins and General
Counsel Baledge. Peterson told Hanks and Baledge that the DFG charges to earnings had grown
to $30 to $32 million, inclusive of the original $9 million charge and a $3 million charge to a
reserve. Because he was not a numbers man, Peterson also told them that his CFO Shipley would
go over all the numbers with them later in the morning.
On the second call, Shipley addressed the DFG issue, as well as the larger issue of
reconciling his December 20 projection for FY 2000 with the Rawhide Projections. As to DFG,
Shipley indicated that their best estimate was that the problem had grown to $30 to $35 million,
and that there could be more charges to come. Shipley told Tyson that PWC and IBP were fairly
far along in their work, but that they had not yet finished working on the accounting issues at
DFG. Shipley indicated that DFG would not be contributing at all to earnings in FY 2000.
Tyson representatives questioned the size of these charges in relation to the size of DFG
and the fact that IBP had paid less than $100 million to buy the business. They asked how much
goodwill IBP carried on its books for DFG because the amount of the charges seemed very large
for a business of DFG’s size. Shipley told Tyson that IBP had not yet finished accounting for the
problems and that examining the issue of goodwill was necessary to complete that process. He
also told Tyson that IBP had not figured out yet how it would account for the DFG issues, and
that the problems had arisen from past conduct that took place for over a year.
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During the call, Shipley also reconciled his revised FY 2000 estimate with the Rawhide
Projections. He informed Tyson that the beef business was off by around $20 million because of
tighter margins in the fourth quarter of 2000. This $20 million decrease was offset almost exactly
by improved performance in the logistics sectors. As a result, the entirety of the discrepancy
related to Foodbrands. Much of that came from the charges from DFG and DFG’s failure to
reach $10 million in EBIT. The rest came from under-performance in the rest of Foodbrands.
Shipley’s recitation of IBP’s likely FY 2000 performance was reasonable, given the information
he knew and the fact that he told Tyson that the DFG accounting was not yet concluded.
Shipley also discussed the Rawhide Projections for future years, particularly as to
Foodbrands. Shipley indicated that he had not changed them, and that the numbers were
attainable. He explained certain strategies IBP expected to implement that would help reach that
number. Shipley did not lead Tyson to believe that meeting the Projections would be easy or a
sure thing, but that IBP had the capability to do so. As to DFG, Shipley indicated that it would
not deliver EBIT of $10 million in FY 2001, but could perhaps make $2 to $5 million.
Tyson’s Lack Of Faith In IBP’s Management
By this point, Tyson’s representatives harbored more than a healthy skepticism regarding
IBP’s representations. […] By their own admission, Tyson’s representatives had had “red flags”
waved at them. They found it “alarming” that there was such a sharp drop-off between IBP’s
expected FY 2000 performance and the Rawhide Projections, and were angry that the likely
shortfall had not been highlighted at the December 8 due diligence meeting.
Tyson CEO John Tyson thought he had been “misled or lied to.” […] In sum, John Tyson
did not trust IBP management going into the final stages of the bidding process.
Tyson Proceeds To Raise Its Bid In The Face of Waving Red Flags
In keeping with its skepticism about IBP’s assurances, Tyson was receiving advice from
its investment bankers that allowed it to examine whether an acquisition of IBP would make
sense if Foodbrands performed at much lower levels than were projected in the Rawhide
Projections. […] Merrill Lynch also ran downside cases for IBP’s performance as a whole that
used assumptions more pessimistic than the Rawhide Projections.
During the evening of December 29, Smithfield put in an all stock bid it valued at $30 per
share. On or about that same date, a member of Tyson management and Ernst & Young
discussed the possibility that the DFG problem could require IBP to restate its previously
reported financials and to accept an impairment charge.
Tyson Wins The Auction — Twice
On December 30, 2000, Smithfield advised the special committee that $30 was its best
and final offer. Special committee chair Smith called John Tyson and told him that if Tyson bid
$28.50 in cash it would have a deal. John Tyson agreed and Smith said they had a deal. Later, the
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IBP special committee met to consider the Tyson and Smithfield bids. With the advice of J.P.
Morgan, the special committee considered Tyson’s $28.50 cash and stock bid to exceed the value
of Smithfield’s all stock $30 bid. The special committee decided to accept Tyson’s bid, subject
to negotiation of a definitive merger agreement.
As a courtesy, the special committee and its counsel informed Smithfield that it had lost
the auction. On December 31, Smithfield increased its all stock bid to $32.00. With deep chagrin,
Smith went back to John Tyson and explained what had happened and the committee’s duty to
consider the higher bid. John Tyson was justifiably angry, but understood the realities of the
situation.
Tyson Foods went to the well again and drew out another $1.50 a share, increasing its bid
to $30 per share. IBP agreed and this time the price stuck.
The Merger Agreement Negotiations
While the auction was on, the lawyers for IBP’s special committee had been negotiating
possible merger agreements with Tyson and Smithfield. By December 30, the IBP lawyers were
mostly focused on Tyson because it appeared they had prevailed in the auction.
The document that was used as a template for what became the final Merger Agreement
was initially prepared by Millbank Tweed, whose team was led by Lawrence Lederman.
Lederman used the Rawhide merger agreement as his starting point because he believed it was a
good agreement for a buyer with strong representations and warranties on the part of the seller.
Late on December 30, IBP sent Tyson’s negotiators the disclosure schedules to the
Merger Agreement, which had been drafted by IBP’s General Counsel Hagen. These schedules
included a Schedule 5.11 that expressly qualified Section 5.11 of the Merger Agreement, which
reads as follows:
Section 5.11. No Undisclosed Material Liabilities. Except as set forth in Schedule
5.11 the Company 10-K or the Company 10-Qs, there are no liabilities of the
Company of any Subsidiary of any kind whatsoever, whether accrued, contingent,
absolute, determined, determinable or otherwise, and there is no existing
condition, situation or set of circumstances which could reasonably be expected
to result in such a liability, other than: (a) liabilities disclosed or provided for in
the Balance Sheet; (b) liabilities incurred in the ordinary course of business
consistent with past practice since the Balance Sheet Date or as otherwise
specifically contemplated by this Agreement; (c) liabilities under this agreement;
(d) other liabilities which individually or in the aggregate do not and could not
reasonably be expected to have a Material Adverse Effect.
Schedule 5.11 itself states:
No Undisclosed Material Liabilities
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Except as to those potential liabilities disclosed in Schedule 5.12, 5.13, 5.16 and
5.19, the Injunction against IBP in the Department of Labor Wage and Hour
litigation (requiring compliance with the Wage and Hour laws), and any further
liabilities (in addition to IBP’s restatement of earnings in its 3rd Quarter 2000)
associated with certain improper accounting practices at DFG Foods, a
subsidiary of IBP, there are none.
On a later conference call between Tyson and IBP negotiators, Hagen told the Tyson participants
that Schedule 5.11 was intended to cover the DFG issues discussed by Shipley in the December
29 conference call. The Tyson negotiators accepted the Schedule, based on prior discussions
between Tyson in-house counsel Hudson and Tyson Finance Vice President Leatherby.
Tyson’s lead outside lawyer, Lederman, did not participate in the call in which Schedule
5.11 was accepted. It appears that neither he, Baledge or Hankins learned about the Schedule
until well after the Merger Agreement was signed on January 1, 2001.
The Merger Agreement’s Basic Terms And Structure
The Merger Agreement contemplated that:
• Tyson would amend its existing cash tender offer (the “Cash Offer”) to increase the
price to $30 per share.
• Tyson would couple the cash tender offer with an “Exchange Offer” in which it would
offer $30 of Tyson stock (subject to a collar) for each share of IBP stock. This
would permit IBP stockholders who wished to participate in the potential benefits
of the Tyson/IBP combination to do so.
• The Cash Offer would close no later than February 28, 2001 unless the closing
conditions set forth in Annex I of the Merger Agreement were not satisfied.
• If the conditions to the Cash Offer were not met by February 28, 2001, Tyson would
proceed with a “Cash Election Merger” to close on or before May 15, 2001 unless
the closing conditions set forth in Annex III of the Merger Agreement were not
satisfied. In the cash election merger, IBP stockholders would be able to receive
$30 in cash, $30 in Tyson stock (subject to a collar), or a combination of the two.
The Annexes to the Agreement contain certain language that is substantively identical
regarding Tyson’s duty to close the transactions. That language provides:
[E]xcept as affected by actions specifically permitted by this Agreement, the
representations and warranties of the Company contained in this Agreement (x)
that are qualified by materiality or Material Adverse Effect shall not be true at
and as of the scheduled expiration of the Offer as if made at and as of such time
(except in respect of representations and warranties made as of a specified date
which shall not be true as of such specified date), and (y) that are not qualified by
materiality or Material Adverse Effect shall not be true in all material respects at
and as of the scheduled expiration date of the Offer as if made at and as of such
time (except in respect of representations and warranties made as of a specific
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date which shall not be true in all material respects as of such specified date).
The previously described Section 5.11 is one of the representations and warranties
referenced above. Primarily implicated in this case are the following representations and
warranties:
Section 5.07. SEC Filings. (a) The Company has delivered or made
available to Parent (i) the Company’s annual report on Form 10-K for the year
ended December 25, 1999 (the “Company 10-K”), (ii) its quarterly report on
Form 10-Q for its fiscal quarter ended September 23, 2000, its quarterly report
on Form 10-Q for its fiscal quarter ended June 24, 2000 (as amended) and its
quarterly report on Form 10-Q for its fiscal quarter ended March 25, 2000
(together, the “Company 10-Qs”), (iii) its proxy or information statements
relating to meetings of, or actions taken without a meeting by, the stockholders of
the Company held since January 1, 1998, and (iv) all of its other reports,
statements, schedules and registration statements filed with the SEC since
January 1, 1998.
(b) As of its filing date, each such report or statement filed pursuant to the
Exchange Act did not contain any untrue statement of a material fact or omit to
state any material fact necessary in order to make the statements made therein, in
the light of the circumstances under which they were made, not misleading.
(c) Each such registration statement, as amended or supplemented, if
applicable, filed pursuant to the Securities Act of 1933, as amended (the
“Securities Act”), as of the date such statement or amendment became effective
did not contain any untrue statement of a material fact or omit to state any
material fact required to be stated therein or necessary to make the statements
therein not misleading.
Section 5.08. Financial Statements. The audited consolidated financial
statements of the Company included in the Company 10-K and unaudited
consolidated financial statements of the Company included in the Company 10-Qs
each fairly present, in all material respects, in conformity with generally accepted
accounting principles applied on a consistent basis (except as may be indicated in
the notes thereto), the consolidated financial position of the Company and its
consolidated subsidiaries as of the dates thereof and their consolidated results of
operations and changes in financial position for the periods then ended (subject
to normal year-end adjustments in the case of any unaudited interim financial
statements). For purposes of this Agreement, “Balance Sheet” means the
consolidated balance sheet of the Company as of December 25, 1999 set forth in
the Company 10-K and “Balance Sheet Date” means December 25, 1999.
Section 5.09. Disclosure Documents. (a) Each document required to be filed by
the Company with the SEC in connection with the transactions contemplated by
this Agreement (the “Company Disclosure Documents”), including, without
limitation, (i) the Exchange Schedule 14D-9 (including information required by
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Rule 14f-1 under the Exchange Act), the Schedule 14D-9/A (including information
required by Rule 14f-1 under the Exchange Act) and (iii) the proxy or information
statement of the Company containing information required by Regulation 14A
under the Exchange Act (the “Company Proxy Statement”), if any, to be filed with
the SEC in connection with the Offer or the Merger and any amendments or
supplements thereto will, when filed, comply as to form in all material respects
with the applicable requirements of the Exchange Act except that no
representation or warranty is made hereby with respect to any information
furnished to the Company by Parent in writing specifically for inclusion in the
Company Disclosure Documents.
(b) At the time the Schedule 14D-9/A, the Exchange Schedule 14D-9 and
the Company Proxy Statement or any amendment or supplement thereto is first
mailed to stockholders of the Company, and, with respect to the Company Proxy
Statement only, at the time such stockholders vote on adoption of this Agreement
and at the Effective Time, the Schedule 14D-9/A, the Exchange Schedule 14D-9
and the Company Proxy Statement, as supplemented or amended, if applicable,
will not contain any untrue statement of a material fact or omit to state any
material fact necessary in order to make the statements made therein, in the light
of the circumstances under which they were made, not misleading. At the time of
the filing of any Company Disclosure Document other than the Company Proxy
Statement and at the time of any distribution thereof, such Company Disclosure
Document will not contain any untrue statement of a material fact or omit to state
a material fact necessary in order to make the statements made therein, in the
light of the circumstances under which they were made, not misleading. The
representations and warranties contained in this Section 5.09(b) will not apply to
statements or omissions included in the Company Disclosure Documents based
upon information furnished to the Company in writing by Parent specifically for
use therein.
(c) Neither the information with respect to the Company or any Subsidiary
that the Company furnishes in writing to Parent specifically for use in the Parent
Disclosure Documents (as defined in Section 6.09(a)) nor the information
incrporated (sic) by reference from documents filed by the Company with the SEC
will, at the time of the provision thereof to Parent or at the time of the filing
thereof by the Company with the SEC, as the case may be, at the time of the
meeting of the Company’s stockholders, if any, contain any untrue statement of a
material fact or omit to state any material fact required to be stated therein or
necessary in order to make the statements made therein, in the light of the
circumstances under which they were made, not misleading.
Section 5.10. Absence of Certain Changes. Except as set forth in Schedule
5.10 hereto, the Company 10-K or the Company 10-Qs, since the Balance Sheet
Date, the Company and the Subsidiaries have conducted their business in the
ordinary course consistent with past practice and there has not been:
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(a) any event, occurrence or development of a state of circumstances or
facts which has had or reasonably could be expected to have a Material
Adverse Effect....
Sections 5.07-5.09 therefore warrant the material accuracy of IBP’s 1999 10-K and its 10-Qs for
the first three quarters of 2000 (the “Warranted Financials”). Viewed literally and in isolation,
these representations can be read as providing Tyson with a right not to close if IBP had to
restate the Warranted Financials on account of the earnings charges at DFG that clearly related to
past conduct that occurred during the periods covered by the Warranted Financials. Meanwhile,
§ 5.10 protected Tyson in the event IBP suffered a Material Adverse Effect, as defined in the
Agreement.
The Agreement also required Tyson to correct promptly any information contained in its
SEC filings regarding its Cash Tender and Exchange Offers (the “Offer Documents”) that had
become false and misleading. Tyson was also required to provide IBP promptly with any
correspondence between itself and the SEC regarding the Offer Documents. For its part, IBP
agreed to correct promptly any information it had given to Tyson for inclusion in the Offer
Documents.
The December 29 SEC Comment Letter
On December 29, the SEC sent an e-mail to IBP special committee counsel Seth Kaplan
at the firm of Wachtell, Lipton. The e-mail contained a fifteen-page letter from the SEC’s
Division of Corporate Finance to IBP CEO Peterson commenting on the preliminary Rawhide
Proxy as well as the Warranted Financials (the “Comment Letter”).
At the time Kaplan received this e-mail, he was swamped with numerous pressing tasks.
He quickly scanned the document on screen and concluded that it largely related to the by-then
moribund Rawhide transaction. Kaplan had been expecting comments on the Rawhide proxy
before year’s end. And in fact, the letter’s initial 42 comments were focused on the Rawhide
preliminary proxy. What Kaplan failed to notice is that the latter half of the document contained
45 comments regarding the Warranted Financials, which had been incorporated by reference into
the Rawhide proxy. Kaplan also failed to notice that the letter had been e-mailed only to him,
and not to Peterson.
Instead, Kaplan simply sent a copy of the Comment Letter on to his associate, Ante
Vucic, to handle. He did not send a copy to Tyson, Smithfield, or to IBP.
The Comment Letter addressed a number of items that Tyson had already identified in its
due diligence process. For example, the Comment Letter:
• Asked IBP to identify how it had discovered the $9 million inventory problem at DFG
and a synopsis of the events that caused the problem.
• Asked IBP to disclose its revenue recognition policies to comply with recent SEC
accounting guidelines.
• Requested information regarding pooling of interest accounting for the CFBA
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acquisition;
• Asked IBP to revisit its reporting of its business segments, in view of certain
inconsistencies in its prior approach.
In January, Kaplan learned that the SEC had not faxed a copy of the Comment Letter to
Peterson. Instead, the SEC staffers responsible for the Comment Letter had mailed Peterson’s
copy sometime after the New Year’s holiday, most likely January 3, 2001. The Comment Letter
arrived by mail at IBP on January 8, 2001, and IBP sent it to Tyson by facsimile on January 10,
2001.
IBP’s General Counsel Hagen spoke with the SEC about why IBP had not received an
earlier copy. She was led to believe that the SEC had received instructions from Wachtell, Lipton
to fax to it and mail to IBP. Hagen blew her top. During the auction process, Hagen had found it
difficult to be on the sidelines while the Wachtell, Lipton firm acted in the lead role. While
Hagen understood that the Rawhide LBO made this the wiser course, tensions had arisen
between her and Kaplan.
She unleashed her anger at Kaplan in a series of e-mails. Kaplan denied that he had
instructed the SEC to fax to him and mail to IBP. I believe him. After she cooled off, so did
Hagen.
In a letter to the IBP special committee, Tyson’s General Counsel Baledge also expressed
his concern about receiving the letter twelve days after its mailing date. He pointed out that IBP
had received this letter during the final negotiation and bidding round. He claimed that the SEC’s
comments should have been disclosed and that “no exception was taken to IBP’s representations
relating to the issues raised in the SEC comment letter.”
Baledge also claimed that the Comment Letter would cause Tyson delay in commencing
its Exchange Offer, which it had been prepared to launch that very day. Because the Exchange
Offer Documents incorporated IBP’s financial statements, Tyson had to hold off until PWC
resolved the issues the SEC raised. Baledge also complained that progress could have been made
on the issues, had Tyson received the letter earlier.
Baledge closed by indicating that Tyson was “assessing the materiality and impact of the
SEC’s comments and the SEC’s requirement that IBP revise its financial statements.” […]
John Tyson Trumpets The Deal’s Benefits
During January, Tyson and its CEO John Tyson told the world how wonderful the
Tyson/IBP combination was going to be. “By combining the number one poultry company with
the leader in beef and pork we are creating a unique company....” John Tyson emphasized that
Tyson had seized a unique “`point in time’” opportunity to put together two companies who were
industry leaders and thus become the world’s “premier protein provider.” Together, the
companies would dominate the meat cases of America’s supermarkets.
John Tyson’s public statements also acknowledged that there were no sure things in life.
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Thus, he indicated that Tyson was purchasing IBP “fully aware of the cyclical factors that affect
commodity meat products.” John Tyson also evinced his acknowledgement that IBP was not as
far along in the processed foods side of their business as Tyson Foods was and that Tyson Foods’
expertise would help IBP achieve success in this area[.] […]
None of Tyson’s public statements or internal documents specifically reference DFG as
important to the fulfillment of John Tyson’s vision for the combined companies.
IBP Addresses Its Issues With The SEC While Tyson Positions Itself To Negotiate A
Lower Price
On January 16, 2001, Shipley informed Hankins that the DFG earnings charges might
reach $50 million, including the $9 million already taken. Shipley indicated that some of the
charges related to 1999, and that it was unclear if a restatement to 1999 earnings would be
necessary. He also told Hankins that the impairment study was underway but not complete.
Hankins concluded “without a doubt” from what he was told that IBP would have to restate the
Warranted Financials. […]
On January 24, 2001, Baledge wrote the IBP special committee and told it that Tyson
would issue a press release the following day extending its Cash Offer again. His letter again
reiterated his view that Tyson should have received the Comment Letter before the Merger
Agreement was signed. Baledge said that Tyson would publicly indicate that the reason for
extending the Cash Offer would be that the Cash Offer Documents contained information
prepared in reliance on the Warranted Financials. As a result, Tyson viewed it as prudent to
delay closing until IBP satisfied the SEC. For the same reason, Tyson was not going to
commence its Exchange Offer until the SEC issues were settled. Once that was done, Tyson
would “assess the impact and materiality of any changes to your financial statements and
business.”
In reaction to Tyson’s January 25 disclosure, IBP issued a letter from Peterson to Tyson.
The letter disclosed that the DFG charges to earnings would be $47 million, inclusive of the $9
million, and that the charge related to prior periods. It said that IBP was still considering whether
a restatement was necessary and the extent of any asset impairment at DFG. Peterson’s letter also
stated that IBP had sent a letter to the SEC that day with IBP’s response to the Comment Letter
and that IBP was scheduled to meet with the SEC on January 29, 2001 to discuss its concerns.
At the January 29, 2001 meeting, IBP hoped to get some helpful guidance from the SEC
regarding how it should account for the DFG issue. This expectation was disabused at the
meeting. Instead, the SEC told IBP that it had to figure out how to account for DFG and that it
should do so promptly. Members of the SEC’s Division of Enforcement also attended the
meeting, to the surprise and chagrin of IBP. […]
By mid-February, the SEC’s correspondence with IBP took on a quite brusque and
directive tone. The SEC’s message was that IBP ought to get on with the business of filing
restated financial statements. The SEC had identified several technical issues in the Warranted
Financials that were not reported in accordance with the SEC’s view of GAAP. In view of the
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serious DFG issues, the SEC wanted all the issues addressed in very prompt restatements to the
Warranted Financials.
During this period, Hagen and Baledge talked about the need for a restatement. Baledge
expressed Tyson’s preference that there be only one restatement rather than a series of them. He
did not tell Hagen that a restatement by IBP would breach the Merger Agreement. Baledge did
not do so because he believed that Tyson would have to determine whether any restatement was
material to Tyson.
On February 22, 2001, IBP publicly announced that it would have to restate the
Warranted Financials to take an additional DFG charge of $32.9 million. DFG took an additional
$12 million DFG charge for the fourth quarter of FY 2000. IBP also indicated that it would be
taking an impairment charge at DFG of up to $108 million. And the company announced that it
would be restating the Warranted Financials to account for the company’s stock option plan as a
“variable” rather than a “fixed” plan. This issue had arisen during the back-and-forth between the
SEC and IBP in 2001, and was not mentioned in the December 29 Comment Letter. Tyson had
flagged this issue much earlier in due diligence, and IBP’s previous accounting decision was
openly stated in its 1999 10-K. […]
Tyson Gets Nervous And Wants To Reprice The Deal
During February, Tyson Foods became increasingly nervous about the IBP deal and
began to stall for time. While Tyson still believed that the deal made strategic sense, it was keen
on finding a way to consummate the deal at a lower price. The negotiations with the SEC were a
pressure point that Tyson could use for that purpose and it did.
Tyson’s anxiety was heightened by problems it and IBP were experiencing in the first
part of 2001. A severe winter had hurt both beef and chicken supplies, with chickens suffering
more than cows.
Tyson’s first quarter 2001 ended on December 30, 2000. During that period, Tyson
earned $.12 a share, down from $.25 during the same period in its FY 2000. Tyson’s second
quarter 2001 was shaping up even worse. Tyson’s performance was way down from previous
levels. Eventually, Tyson would have to reduce its earnings estimate for this period, only to find
out its reduction was not sufficient. […]
Meanwhile, IBP was experiencing similar problems. At the end of January, IBP had
begun sending weekly profit & loss (“P & L”) statements to Tyson. These showed very slow
results that appeared to leave IBP in a compromised position from which to meet the Rawhide
Projection of $446 million in EBIT for 2001. […] When the quarter ended on March 31, 2001,
IBP had earned only $.19 a share, meaning that it would have to produce $1.74 a share in
earnings over the succeeding three quarters to meet the Rawhide Projection of $1.93 per share
for FY 2001.
By mid-February, these factors led the Tyson and IBP factions to approach each other
warily. IBP sensed that Tyson wanted to renegotiate. Hagen prepared for an even worse
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possibility: that Tyson would walk away and IBP would have to enforce the deal. Bond tried to
deal with the problem by being responsive to John Tyson’s calls for help in reassuring his father,
Don Tyson, that the deal still made sense.
On the Tyson side, its key managers began to slow down the merger implementation
process to buy time for John and Don Tyson. While Tyson and IBP continued to do all the
merger integration planning that precedes a large combination, Tyson was also bent on using its
leverage to extract concessions from IBP. […]
On March 7, 2001, John Tyson sent all the Tyson employees a memorandum stating that
Tyson Foods was still committed to the transaction. But on March 13, 2001, he expressed
concern to Bond about IBP’s first quarter performance and wanted Bond’s best estimates for the
rest of the year. Bond sent him estimates that had a low estimate of $1.80 per share in earnings
and a high side of $2.47, with a best estimate of $2.12. John Tyson’s advisor Hankins believed
these estimates to be much too optimistic in view of IBP’s slow start.
IBP Filed Its Restated Financials And Tyson Continues Its Strategy To Put Pressure On
IBP To Renegotiate
On March 13, 2001, IBP also formally filed its restatements to the Warranted Financials.
The formal restatements were in line with the previous release regarding DFG, as was the $60.4
million DFG “Impairment Charge” took in its year 2000 10-K. None of the other issues covered
had any impact on IBP’s prospects. Tyson reacted in print in a March 14 press release that
indicated that Tyson was pleased IBP had resolved most of its issues with the SEC. The press
release also indicated that Tyson was continuing to look at IBP’s business and noted its weak
first quarter results. Behind the scenes, Tyson’s investor relations officer, Louis Gottsponer, was
turning up the heat on IBP through comments to analysts. […]
Tyson Terminates And Sues IBP
By late March, Don Tyson did not support an acquisition of IBP at $30 per share. On
March 26, 2001, Tyson and IBP’s merger integration teams had a scheduled meeting. John
Tyson used that occasion to raise the possibility of repricing the deal with Bond to $27 to $28 per
share. Bond told John Tyson that he did not see how the DFG issue could warrant a reduction of
more than $.50 or so. Although he did not tell this to John Tyson, Bond had already come to the
pragmatic conclusion that IBP might have to reprice to $28.50 or so in order to get a deal done
without a fight. The price discussion went no further. […]
On March 28, 2001, Don Tyson called a meeting of the “old guard” and Tyson’s current
top management. The agenda’s first two items were the state of the economy in general, and the
state of Tyson’s business. As of that day, Tyson’s own performance for the year was very
disappointing and it had been forced to admit so publicly only days earlier. Only after discussing
the first two items on the agenda did the participants discuss the IBP deal. Don Tyson expressed
continued concerns about IBP’s current year performance and about mad cow disease. When it
came time to make the decision how to proceed, Don Tyson left to caucus with the old guard.
The new guard was excluded, including John Tyson. Don Tyson returned to the meeting and
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announced that Tyson should find a way to withdraw. The problems at DFG apparently played
no part in his decision, nor did the comments from the SEC. Indeed, DFG was so unimportant
that neither John nor Don Tyson knew about Schedule 5.11 of the Agreement until this litigation
was underway.
After the old guard had decided that the Merger should not proceed, Tyson’s legal team
swung into action. Late on March 29, 2001, Baledge sent a letter stating:
Tyson Foods ... will issue a press release today announcing discontinuation of the
transactions contemplated by the Agreement and Plan of Merger dated as of
January 1, 2001 among IBP, inc. (“IBP”) and Tyson (the “Merger Agreement”).
We intend to include this letter with our press release.
On December 29, 2000, the Friday before final competitive negotiations resulting
in the Merger Agreement, your counsel received comments from the Securities
and Exchange Commission (“SEC”) raising important issues concerning IBP’s
financial statements and reports filed with the SEC. As you know, we learned of
the undisclosed SEC comments on January 10, 2001. Ultimately, IBP restated its
financials and filings to address the SEC’s issues and correct earlier
misstatements. Unfortunately, we relied on that misleading information in
determining to enter into the Merger Agreement. In addition, the delays and
restatements resulting from these matters have created numerous breaches by IBP
of representations, warranties, covenants and agreements contained in the
Merger Agreement which cannot be cured.
Consequently, whether intended or not, we believe Tyson Foods, Inc. was
inappropriately induced to enter into the Merger Agreement. Further, we believe
IBP cannot perform under the Merger Agreement. Under these facts, Tyson has a
right to rescind or terminate the Merger Agreement and to receive compensation
from IBP. We have commenced legal action in Arkansas seeking such relief. We
hope to resolve these matters outside litigation in an expeditious and business-like
manner. However, our duties dictate that we preserve Tyson’s rights and protect
the interests of our shareholders.
If our belief is proven wrong and the Merger Agreement is not rescinded, this
letter will serve as Tyson’s notice, pursuant to sections 11.01(f) and 12.01 of the
Merger Agreement, of termination.
Notably, the letter does not indicate that IBP had suffered a Material Adverse Effect as a result of
its first-quarter performance.
But as indicated in the letter, Tyson had sued IBP in Arkansas that evening, shortly
before the close of the business day. The next day IBP filed this suit to enforce the Merger
Agreement.
II. The Basic Contentions Of The Parties
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The parties have each made numerous arguments that bear on the central question of
whether Tyson properly terminated the Merger Agreement, which is understandable in view of
the high stakes. The plethora of theories and nuanced arguments is somewhat daunting and
difficult to summarize. But the fundamental contentions are as follows.
IBP argues that Tyson had no valid reason to terminate the contract on March 29, 2001
and that the Merger Agreement should be specifically enforced. In support of that position, IBP
argues that it has not breached any of the contractual representations and warranties. […]
Tyson argues that its decision to terminate was proper for several reasons. First, Tyson
contends that IBP breached its contractual representations regarding the Warranted Financials, as
evidenced by the Restatements. Second, Tyson contends that the DFG Impairment Charge as
well as IBP’s disappointing first quarter 2001 performance are evidence of a Material Adverse
Effect, which gave Tyson the right to terminate.
Finally, Tyson argues that the Merger Agreement should be rescinded because that
Agreement (and related contracts) were fraudulently induced. In this respect, Tyson contends
that IBP’s failure to disclose the Comment Letter and certain DFG-related documents before
January 1, 2001 constitutes ground for rescission. Tyson says that the Agreement should also be
rescinded because IBP management made oral statements regarding the Rawhide Projections that
they knew to be false, on which Tyson reasonably relied to its detriment. […]
The parties have chosen to accompany their basic contentions with a variety of subsidiary
theories, all of which derive from the same factual issues. […]
III. Resolution Of The Parties’ Merits Arguments
In the pages that follow, I first address whether IBP breached a representation and
warranty that justified Tyson’s termination of the Merger Agreement. I then analyze the merits
of Tyson’s rescission claims. […]
A. General Principles Of New York Contract Law
The Merger Agreement’s terms are to be interpreted under New York law. Like
Delaware, New York follows traditional contract law principles that give great weight to the
parties’ objective manifestations of their intent in the written language of their agreement. If a
contract’s meaning is plain and unambiguous, it will be given effect. Parol evidence may not be
used to create a contractual ambiguity; rather, such ambiguity must be discerned by the court
from its consideration of the contract as an entire text.
In reading a contract, “the [court’s] aim is a practical interpretation of the expressions of
the parties to the end that there be a realization of [their] reasonable expectations.” “In a written
document [a] word obtains its meaning from the sentence, the sentence from the paragraph, and
the latter from the whole document, all based upon the situation and circumstances existing at its
creation.” “Particular words should be considered... in the light of the obligation as a whole” and
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“not as if isolated from the context.”
When, however, the contract is susceptible to more than one reasonable interpretation,
the court may consider extrinsic evidence to resolve the ambiguity. The court’s examination of
the parol evidence is merely a continuation of an effort to discern the parties’ intentions.
Therefore, the subjective beliefs of the parties about the meaning of the contractual language are
generally irrelevant. Where one of the parties, however, expresses its beliefs to the other side
during the negotiation process or in the course of dealing after consummation, such expressions
may be probative of the meaning that the parties attached to the contractual language in dispute.
B. Do The DFG Charges To Earnings Evidence A Breach Of Warranty?
1. The Merger Agreement Does Not Unambiguously Assign The DFG-Related Risks
The first question I address is whether the DFG-related problems of IBP were a risk that
was contractually accepted by Tyson, through the inclusion of Schedule 5.11. The parties have
starkly different views of whether the reference to DFG in Schedule 5.11 operates to qualify all
of the representations and warranties in the Agreement. Tyson contends that Schedule 5.11 has
no effect on any representation and warranty other than that contained in § 5.11 of the
Agreement. There are no Schedules 5.07-5.09 attached to the Agreement that operate to qualify
§§ 5.07-5.09 explicitly. And §§ 5.07, 5.08, and 5.09 are, by their own terms, unqualified by
reference to Schedule 5.11, and generally stand for the proposition that IBP warranted that the
Warranted Financial Statements were accurate in all material respects and comported with
GAAP. Tyson thus claims that these “flat” representations were plainly breached when IBP
restated the Warranted Financial Statements to record the additional losses at DFG.
In support of this argument, Tyson points out that the parties knew how to qualify
representations and warranties when they wished to do so. For example, § 5.16 in the Agreement
is a representation regarding IBP’s compliance with its legal obligations. The Agreement
contains no Schedule 5.16, but § 5.16 expressly references Schedules 5.11, 5.12, and 5.19.
Likewise, the Agreement’s disclosure schedule states that “[i]tems disclosed for any one section
of this Disclosure Schedule are deemed to be disclosed for all other sections of this Disclosure
Schedule to the extent that it is reasonably apparent that such disclosure is applicable to other
such section(s).” Had the drafters wished to provide that each Schedule would qualify each
representation and warranty, this language could have been easily altered to accomplish that
purpose plainly.108 Furthermore, the parties agreed that the disclosure schedule was “qualified
in its entirety by reference to specific provisions of the Agreement....” As a result, Tyson argues
that the scope of Schedule 5.11 is qualified by the flat warranties in §§ 5.07-5.09. In sum, Tyson
contends that a written deal is a written deal. Having plainly warranted the material accuracy of
the Warranted Financial Statement as a closing condition, IBP is stuck.
For reasons I now explain, my reading of the Agreement suggests that Tyson’s reading is
not the only reasonable one and that it is therefore appropriate to consider parol evidence in
determining the meaning of the Agreement. As a general matter, the strength of Tyson’s
interpretation — its simplicity and laser beam focus on the language of §§ 5.07-5.09 — is also its
weakness. When these sections are considered in light of the overall Agreement and the
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undisputed factual context in which the parties were contracting, the Tyson reading becomes far
less than compulsory.
I begin at § 5.11 itself. That section says that “[e]xcept as set forth in Schedule 5.11 [or
the Warranted Financials], there are no liabilities of the Company or any Subsidiary of any kind
whether accrued, contingent, absolute, determinable or otherwise....” Schedule 5.11 itself states
that in addition to what was disclosed in the Warranted Financials, there may be “further
liabilities (in addition to IBP’s restatement of earnings in its 3rd Quarter 2000) associated with
certain improper accounting practices at DFG Foods.”109 Taken together, § 5.11 and Schedule
5.11 use the term “liabilities” in a broad and imprecise manner that would not be used by an
accountant. Certainly, Schedule 5.11 can reasonably be read to include additional charges to
earnings associated with improper accounting practices at DFG within the term, along with any
other liabilities — such as litigation risks — associated with those practices.
Section 5.11 expressly contemplates that scheduled liabilities of this nature are not
reflected in the Warranted Financials, but will be in addition to those contained in the Warranted
Financials, regardless of when the events giving rise to the liabilities arose. Tyson largely
acknowledges that this is the most reasonable reading of § 5.11 and Schedule 5.11.
But it argues that the fact that IBP could recognize potentially unlimited liabilities
because of past accounting improprieties at DFG does not mean that DFG was free to restate the
Warranted Financials without breaching the Agreement. That is, what was contractually
important to the parties was the particular document in which such liabilities were publicly
disclosed, rather than the magnitude of such liabilities. To be specific, under Tyson’s reading,
IBP was free to take a charge to earnings of $45 million in its fourth quarter 2000 10-Q, even if
that charge related to accounting improprieties that had taken place in prior periods.110 What
IBP was not permitted to do was to disclose an identical charge as a restatement to the Warranted
Financials because that would violate the “flat” warranties in §§ 5.07-5.09.
The record reveals that this sort of hairsplitting has no rational commercial purpose. At
trial, Tyson’s CFO Hankins was asked directly to explain what difference it made whether the
DFG charges were disclosed in a restatement to the Warranted Financials as opposed to a later
filing. Hankins at first could not even understand the issue, which alone is telling given its
significance in this case and Hankins’ active role in it. Once he understood the question, Hankins
paused for a very lengthy period of time, until basically admitting that he could not come up with
a reason why the filing in which the liabilities were recognized was consequential. Subsequent
Tyson witnesses — who were all on notice that this question would likely be asked — had no
better answer. In fact, Tyson’s General Counsel Baledge admitted that it made no economic
difference whether the Warranted Financials were restated to record the liabilities or whether
those liabilities were recorded in a filing for a later period.
Tyson’s interpretation is one that would be “unreal to men of business and practical
affairs.” New York law disfavors a reading of a contract that produces capricious and absurd
results, in favor of a reading that is reasonable in the commercial context in which the parties
were contracting.
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To rebut this conclusion, Tyson has argued that §§ 5.07-5.09 “look to the past” and “do
not identify future risks.” Meanwhile, Schedule 5.11 is supposedly forward-looking and only
“warrants that there are no contingencies that may result in IBP obligations in the future to a
third party (such as litigation against the company) other than those disclosed in the [Warranted
Financials] and Schedule 5.11.”
There are several reasons why this construction is not mandated. First, as noted, the term
“liabilities” in Schedule 5.11 seems to clearly encompass charges to earnings of the kind taken in
the third quarter 2000 10-Q so long as those charges resulted from the same kind of past
accounting irregularities that produced the initial charges. Second is Tyson’s past and future
reading of the Agreement. Tyson contends that its past/future construction makes sense because
a restatement of past financial statements adversely affects market perception and subjects the
company to fraud suits by investors, as it did here. Supposedly, Tyson did not want to accept this
sort of risk. Yet, by its own argument, Tyson admits that Schedule 5.11 allocates to Tyson the
risk of any liability that arose from “improper accounting practices” at DFG, including liability
from lawsuits based on the practices. Tyson’s logic is simply sliced too thin to sustain a finding
that its construction is the only reasonable one.
Perhaps most importantly, Tyson’s argument fails to address Schedule 5.11’s reference to
Schedule 5.13. Schedule 5.13 discloses that IBP is engaged in an “inventory accounting method
dispute” with the Internal Revenue Service, and that the “issue of past years has yet to be
formally resolved” and “[t]ax years 1992 to date are still open.” Sections 5.07-5.09 do not crossreference Schedule 5.13. Under Tyson’s argument, it could walk away from the contract if the
IRS determines that IBP’s inventory accounting methods used in the Warranted Financials was
improper and that a restatement of them is required. That reading of the Agreement therefore
produces a silly result, which supports IBP’s contention that §§ 5.07-5.09 cannot be read
woodenly in isolation from the other provisions of the Agreement.
As IBP notes, Schedule 5.11’s reference to Schedule 5.13 is of interpretative significance
for another reason. By including a reference to Schedule 5.13 and this “inventory” dispute,
Schedule 5.11 again signals that the word “liabilities” was being used as a loose term for balance
sheet adjustments that might affect prior warranted periods. This cuts against the view that
Tyson’s reading is the only reasonable construction.
So too does language in the Annexes to the Agreement. These Annexes are of great
significance because they govern the circumstances under which Tyson was free to abandon its
Cash and Exchange Offers, as well as the Merger. Each of the applicable Annexes provides that
Tyson may refuse to close if the representations and warranties in the Agreement are not true
“except as affected by actions specifically permitted by” the Merger Agreement. IBP argues that
this proviso is essentially a contract-specific articulation of the New York law principle that
more specific sections of a contract govern over more general ones, when there is an
inconsistency between the two.
According to IBP, Schedule 5.11 specifically permits IBP to recognize further liabilities
on account of the accounting improprieties at DFG. Thus, according to IBP, the Annexes protect
IBP by ensuring that its specific contractual right to do so does not result in a technical breach of
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a more general representation and warranty that permits Tyson to walk. IBP supports this
contention by pointing to the Model Stock Purchase Agreement produced by the American Bar
Association’s Committee on Negotiated Acquisitions. The Committee Commentary states:
The Sellers may also request that the `bring down’ clause [i.e., the Annexes] be modified to
clarify that the Buyer will not have a `walk right’ if any of the Sellers’ representations is
rendered inaccurate as a result of an occurrence specifically contemplated by the acquisition
agreement. The requested modification entails inserting the words `except as contemplated or
permitted by this Agreement’ (or some similar qualification).
Tyson’s response to this line of argument is again quite literalistic and technical, rather
than commonsensical. At most, Tyson says, Schedule 5.11 operates solely to prevent IBP’s
recognition of additional liabilities for accounting improprieties from causing a breach of § 5.11;
it does not specifically permit IBP “to incur liabilities related to DFG.” And if it did, IBP would
be in breach of its covenant not to take any action that would make a representation or warranty
untrue. Rejection of Tyson’s first contention in this regard, largely disposes of its second. It
makes little sense to say that Schedule 5.11 does not specifically permit IBP to recognize
additional liabilities at DFG on account of the improper accounting there. That appears to be its
plain purpose, and to clearly extend to liabilities that were caused by improper past activities.
And if IBP is “specifically permitted to” take such action, it is implausible to think that the
Agreement would construe that same action as a breach of covenant. Rather, it seems more
commercially reasonable to read the proviso in the Annexes, as IBP does, as a safe-guard that
ensures that more specific aspects of the representations and warranties in the Agreement will
govern over the more general, when giving literal effect to both the general and specific
provisions produces an unreasonable result.
For all these reasons, I conclude that Tyson’s reading of the language of the contract is
not the only reasonable one. Indeed, if forced to choose, I would find that IBP’s reading of the
Agreement is the one that is most reasonable in view of the overall language and structure of the
Agreement, and commercial setting within which the parties were operating. The Tyson
interpretation in essence reads the DFG disclosure in Schedule 5.11 out of the Agreement
because it gives IBP no reasonable room to address additional charges to earnings on account of
past accounting improprieties. Put differently, Tyson argues that it came out of a hotly contested
auction with an option, rather than an obligation, to purchase IBP, having silently pocketed an
almost sure walk-away right. By contrast, the IBP reading continues to give wide scope to §§
5.07-5.09, but merely qualifies their application when necessary to give effect to a more specific
provision of the contract.
2. The Parol Evidence Demonstrates That IBP’s Reading Of The Agreement Is In Large
Measure The Correct One
The parol evidence supports IBP’s position. The representations and warranties in the
Agreement were lifted for the most part from the pre-existing Rawhide merger agreement.
Tyson’s lawyers created the first draft of the Agreement using the Rawhide agreement because it
was one that contained representations and warranties favorable to a buyer.
By contrast, Schedule 5.11 was created specifically to address the DFG issues that had
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been discussed by representatives of Tyson and IBP during the December 29 call in which
Shipley provided Tyson with updated information regarding IBP’s year 2000 results. During that
conversation, Shipley had informed Tyson that there would be more large charges to earnings
because of improprieties at DFG, that an asset impairment study was beginning, and that IBP
was not done with its accounting for the problems.
Hagen drafted Schedule 5.11 to address the DFG issues dealt with during the December
29 call and told the Tyson negotiators that this was her intention. She did so during a conference
call with Tyson’s in-house counsel Read Hudson and outside counsel Millbank Tweed that had
been set up to permit Tyson to ask any questions it wanted regarding the disclosure schedules.
During that call, Hagen specifically noted that the Schedule was to cover a subject addressed
during the December 29 call with Shipley. The evidence also reveals that Hudson had reviewed
Schedule 5.11 with Tyson Senior Finance Vice President Dennis Leatherby, who had
participated in the December 29 call. Hudson testified at his deposition that “Based on the
knowledge [Leatherby] had and based on the representation and the exception from the
representation contained in there, I think he was satisfied that, you know, he was willing to go
forward with that disclosure.” Tyson elected not to have any of its witnesses who participated in
the December 29 conference call about the disclosure schedules testify, even though several of
its participants in that call were present throughout the trial.
The record therefore reveals that Tyson’s negotiators knew that Hagen believed that
Schedule 5.11 covered the DFG items discussed at the December 29 call. Reasonable and
forthright negotiators for Tyson would — and I find did — understand Hagen as expressing her
view that the Schedule ensured that Tyson was accepting the fully disclosed risk that IBP would
recognize additional charges because of the accounting improprieties at DFG and that such
additional charges would not give Tyson a right to walk away.
To the extent that the Tyson negotiators had a question whether Hagen’s carve-out was
intended to permit IBP to recognize these additional charges resulting from past accounting
practices by way of a restatement of the Warranted Financials, they should have spoken up. The
current, hairsplitting interpretation that Tyson advances was never voiced to Hagen at the time,
and I do not think that the Tyson negotiators embraced that interpretation at the time. Rather, the
Tyson negotiators’ attitude reflected the relative unimportance that Tyson’s top executives
placed on DFG. The decisionmakers at Tyson were comfortable with accepting the risk of
further charges to earnings from DFG because of past accounting practices, without focus on the
filing in which such charges were taken. This conclusion is buttressed by the fact that Tyson’s
top inside lawyer, Baledge, and its top outside lawyer, Lederman, were unaware of the DFG
Schedule until after the Agreement was signed, as was Tyson’s CEO John Tyson.
The later behavior of Tyson also supports this inference. From at latest January 16, 2001
onward, Tyson knew that IBP would almost certainly have to restate the Warranted Financials to
record additional charges to earnings because of the DFG accounting problems. At no time did it
express the view that such a restatement would, in itself, give rise to a right on Tyson’s part to
walk away. To the contrary, Tyson simply urged IBP to get the issue worked out with the SEC
promptly. Indeed, Hudson, the Tyson in-house lawyer who participated in approving Schedule
5.11 congratulated Hagen when the restatements were filed. John Tyson did not care about the
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filing in which IBP disclosed the DFG problem, he just wanted IBP to “get it right.” This course
of dealing under the Agreement is at odds with Tyson’s construction.
The reason for this later course of dealing is obvious: none of the Tyson negotiators
harbored the belief that the particular filing in which IBP recognized the charges had any
relationship to whether the Agreement was breached. After all, they knew that the accounting
problems at DFG were likely caused by the fraudulent acts of Andrew Zahn, who had left DFG
during the period covered by the Warranted Financials. Before the Merger Agreement was
signed, Tyson representatives suspected that a restatement of the Warranted Financials might be
necessary for just this reason. The problems that gave rise to the need for additional charges had
occurred in the past, and the additional charges were far larger than the previously disclosed $9
million problem, and had to be recognized sometime. Therefore, it is reasonable to infer that
Tyson’s negotiators believed that these charges had been carved out entirely by Schedule 5.11.
[…]
D. Was Tyson’s Termination Justified Because IBP Has Suffered A Material Adverse
Effect?
Tyson argues that it was also permitted to terminate because IBP had breached § 5.10 of
the Agreement, which is a representation and warranty that IBP had not suffered a material
adverse effect since the “Balance Sheet Date” of December 25, 1999, except as set forth in the
Warranted Financials or Schedule 5.10 of the Agreement. Under the contract, a material adverse
effect (or “MAE”) is defined as “any event, occurrence or development of a state of
circumstances or facts which has had or reasonably could be expected to have a Material
Adverse Effect” ... “on the condition (financial or otherwise), business, assets, liabilities or
results of operations of [IBP] and [its] Subsidiaries taken as whole ....”
Tyson asserts that the decline in IBP’s performance in the last quarter of 2000 and the
first quarter of 2001 evidences the existence of a Material Adverse Effect. It also contends that
the DFG Impairment Charge constitutes a Material Adverse Effect. And taken together, Tyson
claims that it is virtually indisputable that the combination of these factors amounts to a Material
Adverse Effect.
In addressing these arguments, it is useful to be mindful that Tyson’s publicly expressed
reasons for terminating the Merger did not include an assertion that IBP had suffered a Material
Adverse Effect. The post-hoc nature of Tyson’s arguments bear on what it felt the contract meant
when contracting, and suggests that a short-term drop in IBP’s performance would not be
sufficient to cause a MAE. To the extent the facts matter, it is also relevant that Tyson gave no
weight to DFG in contracting.
The resolution of Tyson’s Material Adverse Effect argument requires the court to engage
in an exercise that is quite imprecise. The simplicity of § 5.10’s words is deceptive, because the
application of those words is dauntingly complex. On its face, § 5.10 is a capacious clause that
puts IBP at risk for a variety of uncontrollable factors that might materially affect its overall
business or results of operation as a whole. Although many merger contracts contain specific
exclusions from MAE clauses that cover declines in the overall economy or the relevant industry
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sector, or adverse weather or market conditions, § 5.10 is unqualified by such express exclusions.
IBP argues, however, that statements in the Warranted Financials that emphasize the risks
IBP faces from swings in livestock supply act as an implicit carve-out, because a Material
Adverse Effect under that section cannot include an Effect that is set forth in the Warranted
Financials. I agree with Tyson, however, that these disclaimers were far too general to preclude
industry-wide or general factors from constituting a Material Adverse Effect. Had IBP wished
such an exclusion from the broad language of § 5.10, IBP should have bargained for it. At the
same time, the notion that § 5.10 gave Tyson a right to walk away simply because of a downturn
in cattle supply is equally untenable. Instead, Tyson would have to show that the event had the
required materiality of effect.148
[…] [T]he contractual language must be read in the larger context in which the parties
were transacting. To a short-term speculator, the failure of a company to meet analysts’ projected
earnings for a quarter could be highly material. Such a failure is less important to an acquiror
who seeks to purchase the company as part of a long-term strategy.151 To such an acquiror, the
important thing is whether the company has suffered a Material Adverse Effect in its business or
results of operations that is consequential to the company’s earnings power over a commercially
reasonable period, which one would think would be measured in years rather than months. It is
odd to think that a strategic buyer would view a short-term blip in earnings as material, so long
as the target’s earnings-generating potential is not materially affected by that blip or the blip’s
cause.152
In large measure, the resolution of the parties’ arguments turns on a difficult policy
question. In what direction does the burden of this sort of uncertainty fall: on an acquiror or on
the seller? What little New York authority exists is not particularly helpful, and cuts in both
directions. One New York case held a buyer to its bargain even when the seller suffered a very
severe shock from an extraordinary event, reasoning that the seller realized that it was buying the
stock of a sound company that was, however, susceptible to market swings.153 Another case held
that a Material Adverse Effect was evidenced by a short-term drop in sales, but in a commercial
context where such a drop was arguably quite critical.154 The non-New York authorities cited by
the parties provide no firmer guidance.
Practical reasons lead me to conclude that a New York court would incline toward the
view that a buyer ought to have to make a strong showing to invoke a Material Adverse Effect
exception to its obligation to close. Merger contracts are heavily negotiated and cover a large
number of specific risks explicitly. As a result, even where a Material Adverse Effect condition
is as broadly written as the one in the Merger Agreement, that provision is best read as a
backstop protecting the acquiror from the occurrence of unknown events that substantially
threaten the overall earnings potential of the target in a durationally-significant manner.155 A
short-term hiccup in earnings should not suffice; rather the Material Adverse Effect should be
material when viewed from the longer-term perspective of a reasonable acquiror. In this regard,
it is worth noting that IBP never provided Tyson with quarterly projections.
When examined from this seller-friendly perspective, the question of whether IBP has
suffered a Material Adverse Effect remains a close one. IBP had a very subpar first quarter. The
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earnings per share of $.19 it reported exaggerate IBP’s success, because part of those earnings
were generated from a windfall generated by accounting for its stock option plan, a type of gain
that is not likely to recur. On a normalized basis, IBP’s first quarter of 2001 earnings from
operations ran 64% behind the comparable period in 2000. If IBP had continued to perform on a
straight-line basis using its first quarter 2001 performance, it would generate earnings from
operations of around $200 million. This sort of annual performance would be consequential to a
reasonable acquiror and would deviate materially from the range in which IBP had performed
during the recent past.156 […]
As a result of these problems, analysts following IBP issued sharply reduced earnings
estimates for FY 2001. Originally, analysts were predicting that IBP would exceed the Rawhide
Projections in 2001 by a wide margin. After IBP’s poor first quarter, some analysts had reduced
their estimate from $2.38 per share to $1.44 a share. Even accounting for Tyson’s attempts to
manipulate the analyst community’s perception of IBP, this was a sharp drop.
Tyson contends that the logical inference to be drawn from the record evidence that is
available is that IBP will likely have its worst year since 1997, a year which will be well below
the company’s average performance for all relevant periods. As important, the company’s
principal driver of growth is performing at markedly diminished levels, thus compromising the
company’s future results as it enters what is expected to be a tough few years in the fresh meats
business.
IBP has several responses to Tyson’s evidence. IBP initially notes that Tyson’s
arguments are unaccompanied by expert evidence that identifies the diminution in IBP’s value or
earnings potential as a result of its first quarter performance. The absence of such proof is
significant. Even after Hankins generated extremely pessimistic projections for IBP in order to
justify a lower deal price, Merrill Lynch still concluded that a purchase of IBP at $30 per share
was still within the range of fairness and a great long-term value for Tyson. The Merrill Lynch
analysis casts great doubt on Tyson’s assertion that IBP has suffered a Material Adverse Effect.
IBP also emphasizes the cyclical nature of its businesses. It attributes its poor first quarter
to an unexpectedly severe winter. This led ranchers to hold livestock back from market, causing
a sharp increase in prices that hurt both the fresh meats business and Foodbrands. Once April
was concluded, IBP began to perform more in line with its recent year results, because supplies
were increasing and Foodbrands was able to begin to make up its winter margins. Bond testified
at trial that he expects IBP to meet or exceed the Rawhide Projection of $1.93 a share in 2001,
and the company has publicly indicated that it expects earnings of $1.80 to $2.20 a share.
Peterson expressed the same view.
IBP also notes that any cyclical fall is subject to cure by the Agreement’s termination
date, which was May 15, 2001. By May 15, IBP had two weeks of strong earnings that signaled a
strong quarter ahead. Moreover, by that time, cattle that had been held back from market were
being sold, leading to plentiful supplies that were expected to last for most of the year.
Not only that, IBP notes that not all analyst reporting services had been as pessimistic as
Tyson portrays. In March, Morningstar was reporting a mean analyst prediction of $1.70 per
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share for IBP in 2001. By May, this had grown to a mean of $1.74 a share. Throughout the same
period, Morningstar’s consensus prediction was an FY 2002 performance of $2.33 range in
March, and $2.38 in May.165 Therefore, according to Morningstar, the analyst community was
predicting that IBP would return to historically healthy earnings next year, and that earnings for
this year would fall short of the Rawhide Projections by less than $.20 per share. […]
I am confessedly torn about the correct outcome. As Tyson points out, IBP has only
pointed to two weeks of truly healthy results in 2001 before the contract termination date of May
15. Even these results are suspect, Tyson contends, due to the fact that IBP expected markedly
better results for the second week just days before the actual results come out. In view of IBP’s
demonstrated incapacity to accurately predict near-term results, Tyson says with some
justification that I should be hesitant to give much weight to IBP’s assurances that it will perform
well for the rest of the year.
In the end, however, Tyson has not persuaded me that IBP has suffered a Material
Adverse Effect. By its own arguments, Tyson has evinced more confidence in stock market
analysts than I personally harbor. But its embrace of the analysts is illustrative of why I conclude
that Tyson has not met its burden.
As of May 2001, analysts were predicting that IBP would earn between $1.50166 to
around $1.74167 per share in 2001. The analysts were also predicting that IBP would earn
between $2.33168 and $2.42169 per share in 2002. These members are based on reported
“mean” or “consensus” analyst numbers. Even at the low end of this consensus range, IBP’s
earnings for the next two years would not be out of line with its historical performance during
troughs in the beef cycle. As recently as years 1996-1998, IBP went through a period with a
three year average earnings of $1.85 per share. At the high end of the analysts’ consensus range,
IBP’s results would exceed this figure by $.21 per year.
This predicted range of performance from the source that Tyson vouches for suggests that
no Material Adverse Effect has occurred.170 Rather, the analyst views support the conclusion that
IBP remains what the baseline evidence suggests it was — a consistently but erratically
profitable company struggling to implement a strategy that will reduce the cyclicality of its
earnings. Although IBP may not be performing as well as it and Tyson had hoped, IBP’s
business appears to be in sound enough shape to deliver results of operations in line with the
company’s recent historical performance. Tyson’s own investment banker still believes IBP is
fairly priced at $30 per share. The fact that Foodbrands is not yet delivering on the promise of
even better performance for IBP during beef troughs is unavailing to Tyson, since § 5.10 focuses
on IBP as a whole and IBP’s performance as an entire company is in keeping with its baseline
condition.
Therefore, I conclude that Tyson has not demonstrated a breach of § 5.10. I admit to
reaching this conclusion with less than the optimal amount of confidence. The record evidence
is not of the type that permits certainty.
E. Tyson Was Not Fraudulently Induced To Enter Into The Confidentiality Agreement Or
The Merger Agreement
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Tyson argues that it was fraudulently induced to enter into the Confidentiality Agreement
and the Merger Agreement. As a result, it contends that those contracts should be rescinded,
along with the contract under which Tyson paid the Rawhide termination fee on IBP’s behalf.
The basic elements Tyson must prove are well-established:
Under New York law, the essential elements of a claim for fraudulent inducement
are: (1) misrepresentation of a material existing fact; (2) falsity; (3) scienter; (4)
deception; and (5) injury. Plaintiff must demonstrate that defendant knowingly
uttered a falsehood intending to deprive the plaintiff of a benefit and that the
plaintiff was thereby deceived and damaged.
Tyson also contends that it was victimized by negligent or innocent misrepresentations.
New York law permits rescission if IBP made a negligent or innocent misrepresentation of
material fact, so long as Tyson reasonably relied upon that misrepresentation to its detriment.
“However, the alleged misrepresentation must be factual in nature and not promissory or relating
to future events that might never come to fruition.” […]
Tyson bases its rescission claims on alleged misrepresentations or omissions of material
fact related to three areas: (1) the Rawhide Projections; (2) audit reports relating to DFG and
Foodbrands; and (3) the Comment Letter. I will address each in turn.
Before doing that, it is important to place my more specific analysis in some context. The
negotiations between IBP and Tyson did not take place between a world-wise, globe-trotting
capitalist with an army of advisors on one side, and Jethro Bodine, on the other. Instead, two
equally sophisticated parties dealt with each other at arms’ length with the aid of expensive and
highly skilled advisors. Caveat emptor is still the basic law of New York, and it applies with full
force in these circumstances. […]
1. Tyson Cannot Base Rescission On The Rawhide Projections
Tyson’s first argument is that it was assured that the Rawhide Projections were
conservative, that IBP believed in them, and that IBP would meet them. It further contends that
IBP representatives made statements about the Projections that they knew to be false at the time
they were made. I conclude otherwise.
First, I do not believe that IBP ever made a misrepresentation of material fact regarding
the Rawhide Projections. When first prepared, the Rawhide Projections were based on
reasonable assumptions. When the Projections were discussed with Tyson, IBP informed Tyson
of those assumptions. IBP also told Tyson about the factors that bore on whether IBP would
achieve the anticipated numbers. More fundamentally, Tyson was on notice that it was to read
the Rawhide Projections in light of other information that was available to it, including IBP’s
most recent 10-Q. It was also on notice about when the Projections had been prepared, and that
they had not been updated. These factors should have indicated to Tyson in late November and
early December 2000 that IBP would likely fall short of the EBIT target for FY 2000.
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Most important, when Tyson signed the Merger Agreement, Tyson had been told that the
Rawhide Projections for FY 2000 would not be met by a wide margin. It was also told that IBP’s
CFO, Shipley, thought IBP could meet the Projections for FY 2001 but that there was no
guarantee and that doing so would depend on certain strategies working out. Therefore, before it
signed the contract, Tyson knew that the Rawhide Projections were a prediction of future events
that had already been proven less than accurate.
Under New York law, the fact that IBP management said that the Projections were based
on reasonable assumptions and that IBP expected to meet the Projections does not constitute a
material misrepresentation of fact. Expressing confidence about a projection of future results will
not support a claim for material misrepresentation.
Nor am I persuaded that IBP management intended to mislead Tyson in any way. The
circumstances simply do not support that inference. IBP told Tyson too much information that
placed Tyson on notice of the uncertainty of predictions of IBP’s future performance. Whatever
confidence Peterson and Bond expressed in their company was, I conclude, heart-felt. Likewise,
I find that Shipley lacked any intent to deceive. While the IBP side of the negotiation may not
have been as promptly forthcoming as was ideal, its failures in that respect were, if anything,
likely to lead a reasonable acquiror to place less reliance on the Rawhide Projections, rather than
more. Put simply, it is odd to posit a stranger scheme to mislead than the one IBP supposedly
carried out. The scheme involved behaving in a manner that would naturally lead IBP’s
negotiating adversary to be skeptical and on notice of possible problems. In any event, by the
critical point in time IBP had given Tyson all the information it needed to assess the Rawhide
Projections and their inherent unreliability.
Finally, I conclude that Tyson did not reasonably rely to its detriment on the Rawhide
Projections. By the time it signed the Merger Agreement, Tyson had come to the conclusion that
IBP management could not be trusted, particularly Shipley, who they knew prepared the
Projections. To make sure that they were making a sound deal, Tyson had its investment banker
run downside cases using numbers much lower than were contained in the Projections. By the
time it signed the Merger Agreement, Tyson’s investment banker doubted whether DFG had ever
made money, and its CFO, Hankins, was openly skeptical of IBP’s ability to meet the
Projections. John Tyson believed that Foodbrands was broken. Despite all these risk factors,
Tyson proceeded without securing any written representation and warranty giving Tyson the
right to walk away if IBP did not perform in the first quarter of FY 2001 on a pace to meet the
Rawhide Projection for that year. Nor did Tyson seek to escrow a portion of the Merger
consideration, pending IBP’s performance in 2001. […]
IV. IBP Is Entitled To An Award Of Specific Performance
Having determined that the Merger Agreement is a valid and enforceable contract that
Tyson had no right to terminate, I now turn to the question of whether the Merger Agreement
should be enforced by an order of specific performance. Although Tyson’s voluminous post-trial
briefs argue the merits fully, its briefs fail to argue that a remedy of specific performance is
unwarranted in the event that its position on the merits is rejected.
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This gap in the briefing is troubling. A compulsory order will require a merger of two
public companies with thousands of employees working at facilities that are important to the
communities in which they operate. The impact of a forced merger on constituencies beyond the
stockholders and top managers of IBP and Tyson weighs heavily on my mind. The prosperity of
IBP and Tyson means a great deal to these constituencies. I therefore approach this remedial
issue quite cautiously and mindful of the interests of those who will be affected by my decision.
I start with a fundamental question: is this is a truly unique opportunity that cannot be
adequately monetized? If the tables were turned and Tyson was seeking to enforce the contract, a
great deal of precedent would indicate that the contract should be specifically enforced. In the
more typical situation, an acquiror argues that it cannot be made whole unless it can specifically
enforce the acquisition agreement, because the target company is unique and will yield value of
an unquantifiable nature, once combined with the acquiring company. In this case, the sell-side
of the transaction is able to make the same argument, because the Merger Agreement provides
the IBP stockholders with a choice of cash or Tyson stock, or a combination of both. Through
this choice, the IBP stockholders were offered a chance to share in the upside of what was touted
by Tyson as a unique, synergistic combination. This court has not found, and Tyson has not
advanced, any compelling reason why sellers in mergers and acquisitions transactions should
have less of a right to demand specific performance than buyers, and none has independently
come to my mind.
In addition, the determination of a cash damages award will be very difficult in this case.
And the amount of any award could be staggeringly large. No doubt the parties would haggle
over huge valuation questions, which (Tyson no doubt would argue) must take into account the
possibility of a further auction for IBP or other business developments. A damages award can, of
course, be shaped; it simply will lack any pretense to precision. An award of specific
performance will, I anticipate, entirely eliminate the need for a speculative determination of
damages.
Finally, there is no doubt that a remedy of specific performance is practicable. Tyson
itself admits that the combination still makes strategic sense. At trial, John Tyson was asked by
his own counsel to testify about whether it was fair that Tyson should enter any later auction for
IBP hampered by its payment of the Rawhide Termination Fee. This testimony indicates that
Tyson Foods is still interested in purchasing IBP, but wants to get its original purchase price
back and then buy IBP off the day-old goods table. I consider John Tyson’s testimony an
admission of the feasibility of specific performance.
Probably the concern that weighs heaviest on my mind is whether specific performance is
the right remedy in view of the harsh words that have been said in the course of this litigation.
Can these management teams work together? The answer is that I do not know. Peterson and
Bond say they can. I am not convinced, although Tyson’s top executives continue to respect the
managerial acumen of Peterson and Bond, if not that of their financial subordinates.
What persuades me that specific performance is a workable remedy is that Tyson will
have the power to decide all the key management questions itself. It can therefore hand-pick its
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own management team. While this may be unpleasant for the top level IBP managers who might
be replaced, it was a possible risk of the Merger from the get-go and a reality of today’s M & A
market.
The impact on other constituencies of this ruling also seems tolerable. Tyson’s own
investment banker thinks the transaction makes sense for Tyson, and is still fairly priced at $30
per share. One would think the Tyson constituencies would be better served on the whole by a
specific performance remedy, rather than a large damages award that did nothing but cost Tyson
a large amount of money.
In view of these factors, I am persuaded that an award of specific performance is
appropriate, regardless of what level of showing was required by IBP. That is, there is clear and
convincing evidence to support this award. Such an award is decisively preferable to a vague and
imprecise damages remedy that cannot adequately remedy the injury to IBP’s stockholders.
V. Conclusion
For all the foregoing reasons, IBP’s claim for specific performance is granted. Tyson’s
claims for relief are dismissed. The parties shall collaborate and present a conforming partial
final order no later than June 27. In addition, the parties shall schedule an office conference with
the court to occur later that same week.
-------148. But see Pittsburgh Coke & Chem. Co. v. Bollo, 421 F.Supp. 908, 930 (E.D.N.Y.1976) (where
Material Adverse Condition (“MAC”) clause applied to a company’s “financial condition”, “business”, or
“operations,” court read that clause narrowly to exclude “technological and economic changes in the aviation
industry which undoubtedly affected the business of all who had dealings with that industry”).
151. James C. Freund, Anatomy Of A Merger: Strategies and Techniques for Negotiating Corporate
Acquisitions 246 (Law Journals Seminars-Press 1975) (“[W]hatever the concept of materiality may mean, at
the very least it is always relative to the situation.”).
152. Pine State Creamery Co. v. Land-O-Sun Dairies, Inc., 201 F.3d 437, 1999 WL 1082539, at *6
(4th Cir.1999) (per curiam) (whether severe losses during a two month period evidenced a MAC was a jury
question where there was evidence that the business was seasonal and that such downturns were expected as
part of the earnings cycle of the business).
153. Bear Stearns Co. v. Jardine Strategic Holdings, No. 31371187, slip. op. (N.Y.Supr. June 17,
1988), aff’d mem., 143 A.D.2d 1073, 533 N.Y.S.2d 167 (1988) (Tender offeror who was to purchase 20% of
Bear Stearns could not rely on the MAC clause to avoid contract despite $100 million loss suffered by Bear
Stearns on Black Monday, October 19, 1997, and the fact that Bear Stearns suffered a $48 million quarterly
loss, its first in history. The buyer knew that Bear Stearns was in a volatile cyclical business.).
154. In Pan Am Corp. v. Delta Air Lines, 175 B.R. 438, 492-493 (S.D.N.Y.1994), Pan Am airlines
suffered sharp decline in bookings over a three-month period that was shocking to its management. The court
held that a MAC had occurred. It did so, however, in a context where the party relying on the MAC clause was
providing funding in a work-out situation, making any further deterioration of Pan Am’s already compromised
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condition quite important.
In another New York case, Katz v. NVF Co., 100 A.D.2d 470, 473 N.Y.S.2d 786 (1984), two merger
partners agreed that one partner has suffered a material adverse change when its full year results showed a net
loss of over $6.3 million, compared to a $2.1 million profit a year before, and steep operating losses due to
plant closure. Id. at 788. The Katz case thus presents a negative change of much greater magnitude and
duration than exists in this case.
155. A contrary rule will encourage the negotiation of extremely detailed “MAC” clauses with
numerous carve-outs or qualifiers. An approach that reads broad clauses as addressing fundamental events that
would materially affect the value of a target to a reasonable acquiror eliminates the need for drafting of that
sort.
156. See Raskin v. Birmingham Steel Corp., Del.Ch., 1990 WL 193326, at *5, Allen, C. (Dec. 4,
1990) (while “a reported 50% decline in earnings over two consecutive quarters might not be held to be a
material adverse development, it is, I believe unlikely to think that might happen”).
170. Again, I emphasize that my conclusion is heavily influenced by my temporal perspective, which
recognizes that even good businesses do not invariably perform at consistent levels of profitability. If a
different policy decision is the correct one, a contrary conclusion could be reached. That different, more shortterm approach will, I fear, make merger agreements more difficult to negotiate and lead to Material Adverse
Effect clauses of great prolixity.

6.2.2 Hexion Spec. Chemicals v. Huntsman Corp., 965 A.2d 715 (Del. Ch. 2008)
LAMB, Vice Chancellor.
In July 2007, just before the onset of the ongoing crisis affecting the national and
international credit markets, two large chemical companies entered into a merger agreement
contemplating a leveraged cash acquisition of one by the other. The buyer is a privately held
corporation, 92% owned by a large private equity group.
Because the buyer and its parent were eager to be the winning bidder in a competitive
bidding situation, they agreed to pay a substantially higher price than the competition and to
commit to stringent deal terms, including no “financing out.” In other words, if the financing the
buyer arranged (or equivalent alternative financing) is not available at the closing, the buyer is
not excused from performing under the contract. In that event, and in the absence of a material
adverse effect relating to Huntsman’s business as a whole, the issue becomes whether the
buyer’s liability to the seller for failing to close the transaction is limited to $325 million by
contract or, instead, is uncapped.
The answer to that question turns on whether the buyer committed a knowing and
intentional breach of any of its covenants found in the merger agreement that caused damages in
excess of the contractual limit. Among other things, the buyer covenanted that it would use its
reasonable best efforts to take all actions and do all things “necessary, proper or advisable” to
consummate the financing on the terms it had negotiated with its banks and further covenanted
that it would not take any action “that could be reasonably be expected to materially impair,
delay or prevent consummation” of such financing.
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While the parties were engaged in obtaining the necessary regulatory approvals, the seller
reported several disappointing quarterly results, missing the numbers it projected at the time the
deal was signed. After receiving the seller’s first quarter 2008 results, the buyer and its parent,
through their counsel, began exploring options for extricating the seller from the transaction. At
first, this process focused on whether the seller had suffered a material adverse effect. By early
May, however, attention shifted to an exploration of the prospective solvency of the combined
entity, leading them to retain the services of a well-known valuation firm to explore the
possibility of obtaining an opinion that the combined entity would be insolvent. After making a
number of changes to the inputs into the deal model that materially and adversely effected the
viability of the transaction, and without consulting with the seller about those changes or about
other business initiatives that might improve the prospective financial condition of the resulting
entity, the buyer succeeded in obtaining an “insolvency” opinion.
The insolvency opinion was presented to the buyer’s board of directors on June 18, 2008,
and later published in a press release claiming that the merger could not be consummated
because the financing would not be available due to the prospective insolvency of the combined
entity and because the seller had suffered a material adverse effect, as defined in the merger
agreement. The buyer and a host of its affiliated entities immediately filed the complaint in this
action, alleging a belief that the merger cannot be consummated since the financing will not be
available.
The complaint alleges financing will be unavailable because, (1) the amounts available
under that financing are no longer sufficient to close the transaction and (2) the combined entity
would be insolvent. The complaint seeks a declaration that the buyer is not obligated to
consummate the merger if the combined company would be insolvent and a further declaration
that its liability (and that of its affiliates) to the seller for nonconsummation of the transaction
cannot exceed the $325 million termination fee. The complaint also seeks a declaration that the
seller suffered a material adverse effect, thus excusing the buyer’s obligation to close. The seller
answered and filed counterclaims seeking, among other things, an order directing the buyer to
specifically perform its obligations under the merger agreement.
The court conducted six days of trial on certain of the claims for declaratory and
injunctive relief raised by the pleadings. In this post-trial opinion, the court finds that the seller
has not suffered a material adverse effect, as defined in the merger agreement, and further
concludes that the buyer has knowingly and intentionally breached numerous of its covenants
under that contract. Thus, the court will grant the seller’s request for an order specifically
enforcing the buyer’s contractual obligations to the extent permitted by the merger agreement
itself.
The court also determines that it should not now rule on whether the combined entity,
however it may ultimately be capitalized, would be solvent or insolvent at closing. In this
connection, the court rejects the buyer’s argument that it can be excused from performing its
freely undertaken contractual obligations simply because its board of directors concluded that the
performance of those contractual obligations risked insolvency. Instead, it was the duty of the
buyer’s board of directors to explore the many available options for mitigating the risk of
insolvency while causing the buyer to perform its contractual obligations in good faith. If, at
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closing, and despite the buyer’s best efforts, financing had not been available, the buyer could
then have stood on its contract rights and faced no more than the contractually stipulated
damages. The buyer and its parent, however, chose a different course.
The court recognizes that there remain substantial obstacles to closing the transaction.
Some of those result from the current unsettled credit environment, others result from the
difficult macroeconomic conditions facing both the seller and the buyer in running their
businesses. Some other of those obstacles appear to result from the course of action the buyer
and its parent have pursued in place of the continued good faith performance of the buyer’s
contractual obligations. Despite these obstacles, the seller has asked for an order of specific
performance and, given the realistic possibility that the buyer and its parent may now regard
closing the deal to be a superior outcome to not closing, the court concludes that such an order
should issue requiring Hexion to perform all of its covenants and obligations (other than the
ultimate obligation to close).
I.
A. The Parties
The plaintiffs and counterclaim defendants in this action are Hexion Specialty Chemicals,
Inc., Apollo Global Management, LLC, and various entities through which Apollo Global
Management conducts its business (Apollo Global Management and its related entities are
collectively referred to as “Apollo”). Hexion, a New Jersey corporation, is the world’s largest
producer of binder, adhesive, and ink resins for industrial applications. Apollo Global
Management, a Delaware limited liability company, is an asset manager focusing on private
equity transactions. Through its ownership in Hexion’s holding company, Apollo owns
approximately 92% of Hexion.
The defendant and counterclaim plaintiff in this action is Huntsman Corporation, a
Delaware corporation. Huntsman, a global manufacturer and marketer chemical products,
operates five primary lines of business: Polyurethanes, Advanced Materials, Textile Effects,
Performance Products and Pigments. […]
II.
Hexion argues that its obligation to close is excused as a result of a Company Material
Adverse Effect in the business of Huntsman. For the reasons detailed below, Hexion’s argument
fails.
A. The “Chemical Industry” Carve-Outs are Inapplicable
Section 6.2(e) of the merger agreement states that Hexion’s obligation to close is
conditioned on the absence of “any event, change, effect or development that has had or is
reasonably expected to have, individually or in the aggregate,” an MAE. MAE is defined in
section 3.1(a)(ii) as:
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any occurrence, condition, change, event or effect that is materially adverse to the
financial condition, business, or results of operations of the Company and its
Subsidiaries, taken as a whole; provided, however, that in no event shall any of
the following constitute a Company Material Adverse Effect: (A) any occurrence,
condition, change, event or effect resulting from or relating to changes in general
economic or financial market conditions, except in the event, and only to the
extent, that such occurrence, condition, change, event or effect has had a
disproportionate effect on the Company and its Subsidiaries, taken as a whole, as
compared to other Persons engaged in the chemical industry; (B) any occurrence,
condition, change, event or effect that affects the chemical industry generally
(including changes in commodity prices, general market prices and regulatory
changes affecting the chemical industry generally) except in the event, and only to
the extent, that such occurrence, condition, change, event or effect has had a
disproportionate effect on the Company and its Subsidiaries, taken as a whole, as
compared to other Persons engaged in the chemical industry....
The parties disagree as to the proper reading of this definition. Hexion argues that the relevant
standard to apply in judging whether an MAE has occurred is to compare Huntsman’s
performance since the signing of the merger agreement and its expected future performance to
the rest of the chemical industry. Huntsman, for its part, argues that in determining whether an
MAE has occurred the court need reach the issue of comparing Huntsman to its peers if and only
if it has first determined that there has been an “occurrence, condition, change, event or effect
that is materially adverse to the financial condition, business, or results of operations of the
Company and its Subsidiaries, taken as a whole....” Huntsman here has the better argument. The
plain meaning of the carve-outs found in the proviso is to prevent certain occurrences which
would otherwise be MAE’s being found to be so. If a catastrophe were to befall the chemical
industry and cause a material adverse effect in Huntsman’s business, the carve-outs would
prevent this from qualifying as an MAE under the Agreement. But the converse is not true—
Huntsman’s performance being disproportionately worse than the chemical industry in general
does not, in itself, constitute an MAE. Thus, unless the court concludes that the company has
suffered an MAE as defined in the language coming before the proviso, the court need not
consider the application of the chemical industry carve-outs.
Hexion bases its argument that Huntsman has suffered an MAE principally on a
comparison between Huntsman and other chemical industry firms. Hexion’s expert witness,
Telly Zachariades of The Valence Group, largely focused on this at trial. Zachariades testified
regarding a comparison of the performance of Huntsman during the second half of 2007 and first
half of 2008, relative to two sets of benchmark companies which he chose as representative of
the industry—the Bloomberg World Chemical Index and the Chemical Week 75 Index.
Zachariades compared Huntsman to these two benchmarks in a variety of different areas, both
backward and forward-looking, and, in each, found Huntsman significantly worse than the mean,
and, in most, in the bottom decile. This potentially would be compelling evidence if it was
necessary to reach the carve-outs, although Huntsman’s expert, Mark Zmijewski, managed to
cast doubt on Zachariades’s analysis. However, because, as discussed below, Huntsman has not
suffered an MAE, the court need not reach the question of whether Huntsman’s performance has
been disproportionately worse than the chemical industry taken as a whole.

/ LAW 5413 MERGERS AND ACQUISITIONS / 452

B. Huntsman Has Not Suffered An MAE
For the purpose of determining whether an MAE has occurred, changes in corporate
fortune must be examined in the context in which the parties were transacting. In the absence of
evidence to the contrary, a corporate acquirer may be assumed to be purchasing the target as part
of a long-term strategy. The important consideration therefore is whether there has been an
adverse change in the target’s business that is consequential to the company’s long-term earnings
power over a commercially reasonable period, which one would expect to be measured in years
rather than months. A buyer faces a heavy burden when it attempts to invoke a material adverse
effect clause in order to avoid its obligation to close. Many commentators have noted that
Delaware courts have never found a material adverse effect to have occurred in the context of a
merger agreement. This is not a coincidence. The ubiquitous material adverse effect clause
should be seen as providing a “backstop protecting the acquirer from the occurrence of unknown
events that substantially threaten the overall earnings potential of the target in a durationallysignificant manner. A short-term hiccup in earnings should not suffice; rather [an adverse
change] should be material when viewed from the longer-term perspective of a reasonable
acquirer.” This, of course, is not to say that evidence of a significant decline in earnings by the
target corporation during the period after signing but prior to the time appointed for closing is
irrelevant. Rather, it means that for such a decline to constitute a material adverse effect, poor
earnings results must be expected to persist significantly into the future.
Hexion protests being shouldered with the burden of proof here, urging the court that
Huntsman bears the burden of showing the absence of an MAE, because that is a condition
precedent to closing. In support of this proposition Hexion cites no cases directly related to
material adverse effect clauses. Instead, Hexion cites two cases for the general proposition that
“a party who seeks to recover upon a contract must prove such facts as are necessary to establish
a compliance with conditions precedent thereto cannot be denied.” This is undoubtedly true, so
far as it goes. Hexion argues that IBP, in placing the burden to prove a material adverse effect on
the buyer, is distinguishable because in IBP the material adverse effect clause was drafted in the
form of a representation and warranty that no material adverse effect had occurred. But material
adverse effect clauses are strange animals, sui generis among their contract clause brethren. It is
by no means clear to this court that the form in which a material adverse effect clause is drafted
(i.e., as a representation, or warranty, or a condition to closing), absent more specific evidence
regarding the intention of the parties, should be dispositive on the allocation of the burden of
proof. Typically, conditions precedent are easily ascertainable objective facts, generally that a
party performed some particular act or that some independent event has occurred. A material
adverse effect clause does not easily fit into such a mold, and it is not at all clear that it ought to
be treated the same for this purpose. Rather, for the same practical reasons that the court in IBP
cites, it seems the preferable view, and the one the court adopts, that absent clear language to the
contrary, the burden of proof with respect to a material adverse effect rests on the party seeking
to excuse its performance under the contract. This outcome is also in accord with this court’s
holding that in determining the allocation of the burden of proof in suits for declaratory
judgment, “the better view is that a plaintiff in a declaratory judgment action should always have
the burden of going forward.” This rule would also place the burden of proof that an MAE has
occurred on Hexion, as the initial seeker of a declaratory judgment that an MAE has occurred.
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Furthermore, as the parties jointly stipulate, the question is “[w]hether Hexion has established
that a `Company Material Adverse Effect,’ as defined in the Merger Agreement, has occurred.”
This again places the burden to show the existence of an MAE squarely on Hexion.
The issue then becomes what benchmark to use in examining changes in the results of
business operations post-signing of the merger agreement—EBITDA or earnings per share. In
the context of a cash acquisition, the use of earnings per share is problematic. Earnings per share
is very much a function of the capital structure of a company, reflecting the effects of leverage.
An acquirer for cash is replacing the capital structure of the target company with one of its own
choosing. While possible capital structures will be constrained by the nature of the acquired
business, where, as here, both the debt and equity of the target company must be acquired,65 the
capital structure of the target prior to the merger is largely irrelevant. What matters is the results
of operation of the business. Because EBITDA is independent of capital structure, it is a better
measure of the operational results of the business. Changes in Huntsman’s fortunes will thus be
examined through the lens of changes in EBITDA. This is, in any event, the metric the parties
relied on most heavily in negotiating and modeling the transaction.
Hexion focuses its argument that Huntsman has suffered an MAE along several lines: (1)
disappointing results in Huntsman’s earnings performance over the period from July 2007
through the present; (2) Huntsman’s increase in net debt since signing, contrary to the
expectations of the parties; and (3) underperformance in Huntsman’s Textile Effects and
Pigments lines of business.
1. Huntsman Has A Difficult Year After The Signing Of The Merger Agreement
There is no question that Huntsman’s results from the time of signing in July 2007 until
the end of the first half of 2008 have been disappointing. Huntsman’s first-half 2008 EBITDA
was down 19.9% year-over-year from its first-half 2007 EBITDA. And its second-half 2007
EBITDA was 22% below the projections Huntsman presented to bidders in June 2007 for the
rest of the year. […]
[As] Huntsman’s expert Zmijewski testified at trial, the terms “financial condition,
business, or results of operations” are terms of art, to be understood with reference to their
meaning in Regulation S-K and Item 7, the “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” section of the financial statements public companies are
required to file with the SEC. In this section, a company is required to disclose its financial result
for the period being reported, along with its pro forma financial results for the same time period
for each of the previous two years. Zmijewski testified at trial that these results are analyzed by
comparing the results in each period with the results in the same period for the prior year (i.e.,
year-end 2007 results to year-end 2006 results, first-quarter 2005 results to first-quarter 2004
results, and so forth). The proper benchmark then for analyzing these changes with respect to an
MAE, according to Zmijewski (and the analysis the court adopts here), is to examine each year
and quarter and compare it to the prior year’s equivalent period. Through this lens, it becomes
clear that no MAE has occurred. Huntsman’s 2007 EBITDA was only 3% below its 2006
EBITDA, and, according to Huntsman management forecasts, 2008 EBITDA will only be 7%
below 2007 EBITDA. Even using Hexion’s much lower estimate of Huntsman’s 2008 EBITDA,
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Huntsman’s 2008 EBITDA would still be only 11% below its 2007 EBITDA. And although
Huntsman’s fourth quarter 2007 EBITDA was 19% below its third quarter 2007 results, which
were in turn 3% below its second quarter 2007 results, Huntsman has historically been down on
a quarter-over-quarter basis in each of the third and fourth quarters of the year. Moreover,
comparing the trailing-twelve-months EBITDA for second quarter 2007 to second quarter 2008,
the 2008 result is only down 6% from 2007.
Of course, the expected future performance of the target company is also relevant to a
material adverse effect analysis. Hexion, on the basis of its estimates of Huntsman’s future
profitability, urges that Huntsman has or is expected to suffer an MAE. Hexion estimates that
Huntsman will earn only $817 million in 2008,76 and that its earnings will contract further in
2009, to $809 million.
Huntsman responds with its own projections, that it will generate $878 million of
EBITDA in 2008, and $1.12 billion of EBITDA in 2009. To support its projections, Huntsman
offered testimony at trial by Peter Huntsman, its CEO, Kimo Esplin, its CFO, Tony Hankins, the
President of its Polyurethanes division, Paul Hulme, President of its Materials and Effects
Division, and Simon Turner, Senior Vice President of its Pigments division. Each of the division
managers described in detail how he expected to reach his target earnings for the following year,
and described both how macroeconomic effects such as sharp increases in the prices of crude oil
and natural gas, and the weakening of the dollar relative to the euro, contributed to a reduction in
Huntsman’s 2008 earnings and how the recent reversal of the trend in several of those
macroeconomic effects could be expected to positively change future EBITDA results. While the
court recognizes that management’s expectations for a company’s business often skew towards
the overly optimistic, especially in the presence of litigation, the court ultimately concludes that
Hexion’s projections reflect an overly pessimistic view of Huntsman’s future earnings.
The fact that Hexion offered little detail as to how it arrived at its projections for
Huntsman’s business also diminishes the weight its projections deserve. Ultimately, the likely
outcome for Huntsman’s 2009 EBITDA is somewhere in the middle. This proposition is
confirmed by current analyst estimates for Huntsman 2009 EBITDA, which average around
$924 million. This would represent a mere 3.6% decrease in EBITDA from 2006 to 2009, and a
result essentially flat from 2007 to 2009. The court also notes that in two of the four original deal
models Apollo produced in June of 2007 to justify its $28 per share offer, Huntsman’s projected
2009 EBITDA was significantly below this estimate, at $833 million in the “Hexion
Management Flat Case,” and at a mere $364 million in its recession case. The other two models
(“Hexion Management Case” and “Hexion Management Case with Interest Rates Run at Caps”)
are essentially the same as each other except with respect to the expected interest rates on the
debt facilities. Thus in only one of Hexion’s three views of future operating performance of
Huntsman at the time of signing did Huntsman perform better in 2009 than it is presently
expected to by analysts.
These results do not add up to an MAE, particularly in the face of the macroeconomic
challenges Huntsman has faced since the middle of 2007 as a result of rapidly increased crude oil
and natural gas prices and unfavorable foreign exchange rate changes. Ultimately, the burden is
on Hexion to demonstrate the existence of an MAE in order to negate its obligation to close,77
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and that is a burden it cannot meet here.
2. Huntsman’s Net Debt Expands During The Same Period
Hexion urges that Huntsman’s results of operations cannot be viewed in
isolation, but should be examined in conjunction with Huntsman’s increase in net debt. […] All
told, rather than shrinking by a billion dollars, Huntsman’s net debt since signing has expanded
by over a quarter of a billion dollars.
Hexion points to this debt expansion as further evidence (when combined with the results
of operations discussed above) of an MAE based on changes in the financial condition of
Huntsman. Huntsman, of course, points out that this increase in net debt from signing until the
present is only on the order of 5% or 6% (depending upon which date one chooses to measure
Huntsman’s debt, since weekly changes in the total debt as a result of working capital
fluctuations can be as much as plus or minus $100 million), a far cry from an MAE based on
financial condition. […] All of Hexion’s assumptions about the value of the deal were predicated
on Huntsman net debt levels on that order-the projected decrease in Huntsman’s net debt of a
billion dollars was simply an added attraction. Hexion cannot now claim that a 5% increase in
net debt from its expectations in valuing the deal, even combined with the reduced earnings,
should excuse it from its obligation to perform on the merger agreement.
3. Challenging Times At Textile Effects And Pigments
Both in its pretrial brief and at trial, Hexion focused most of its attention on two
Huntsman divisions which have been particularly troubled since the signing of the merger
agreement-Pigments and Textile Effects. These two divisions
were expected to compose only 25% of Huntsman’s adjusted EBITDA in 2008-14% coming
from Pigments, and 11% coming from Textile Effects. Little space need be spent on this
argument as it falls under its own weight.
First, as already discussed, under the terms of the merger agreement, an MAE is to be
determined based on an examination of Huntsman taken as a whole. A close examination of two
divisions anticipated to generate at most a fourth of Huntsman’s EBITDA is therefore only
tangentially related to the issue. Although the results in each of these two divisions, if standing
alone, might be materially impaired,81 as already illustrated above, Huntsman as a whole is not
materially impaired by their results. If it is unconvincing to say Huntsman’s business as a whole
has been materially changed for the worse, it is even more unconvincing to claim that 75% of
Huntsman’s business is fine, but that troubles in the other 25% materially changes the business
as a whole. […]
Hexion focuses its argument on Huntsman’s use predominantly of the sulfate process,
while the majority of its competitors use the chlorine process for manufacturing titanium dioxide.
As a result of a recent run-up in the price of sulfuric acid, a key input to the sulfate process,
Huntsman has thus faced increased input costs that its competitors have not shared. Nevertheless,
Tronox, one of Huntsman’s major competitors in the pigments business and a user of the
chlorine process, is itself facing financial distress, partly as a result of its own cost increases,
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illustrating that the present pain in the pigments business is not restricted to those manufacturers
using the sulfate process. […]
Section 5.12(a) of the merger agreement contains Hexion’s covenant to use its reasonable
best efforts to consummate the financing:
(a) [Hexion] shall use its reasonable best efforts to take, or cause to be taken, all
actions and to do, or cause to be done, all things necessary, proper or advisable
to arrange and consummate the Financing on the terms and conditions described
in the Commitment Letter, including (i) using reasonable best efforts to (x) satisfy
on a timely basis all terms, covenants and conditions set forth in the Commitment
Letter; (y) enter into definitive agreements with respect thereto on the terms and
conditions contemplated by the Commitment Letter; and (z) consummate the
Financing at or prior to Closing; and (ii) seeking to enforce its rights under the
Commitment Letter. Parent will furnish correct and complete copies of all such
definitive agreements to the Company promptly upon their execution.
Put more simply, to the extent that an act was both commercially reasonable and advisable to
enhance the likelihood of consummation of the financing, the onus was on Hexion to take that
act. To the extent that Hexion deliberately chose not to act, but instead pursued another path
designed to avoid the consummation of the financing, Hexion knowingly and intentionally
breached this covenant. […]
Hexion offers as a counterargument to the contention that it failed to use its best efforts to
consummate the financing and the merger the argument that “[a] `reasonable best efforts’
covenant does not prevent a company or its board from seeking expert advice to rely upon in
assessing its own future solvency, or, once it has made an assessment that insolvency would
ensue, from taking actions to avoid insolvency.” The first contention (that it is permissible to
seek expert advice) is undoubtedly true, and the second (that it may take actions to avoid
insolvency) is on its face reasonable as well. But that Hexion’s board was permitted to take steps
to avoid insolvency upon closing the merger if it believed in good faith that would ensue if it
stayed on its present course is not the same thing as saying that Hexion could therefore attempt
to abandon the merger entirely before satisfying itself that there were not commercially
reasonable steps it could take to meet its obligations under the merger agreement while still
avoiding bankruptcy. Indeed, the case that Hexion cites in support for its proposition, Bloor v.
Falstaff Brewing Corp., ultimately undercuts it. Hexion cites the case as stating that “a promise
to use best efforts does not strip the party of the `right to give reasonable consideration to its own
interests’ and does not require the party to `spend itself into bankruptcy.’” This is no doubt true,
but it is also not all that Bloor says on the subject. The sentence that Hexion quotes from Bloor in
its entirety reads:
Although we agree that even this [the best efforts clause under consideration] did
not require [the defendant] to spend itself into bankruptcy to promote the sales of
[plaintiff’s products], it did prevent the application to them of [defendant’s
controlling shareholder’s] philosophy of emphasizing profit uber alles without
fair consideration of the effect on [plaintiff’s] volume.
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Bloor continues:
Plaintiff was not obliged to show just what steps [defendant] could reasonably
have taken to maintain a high volume for [plaintiff’s] products. It was sufficient to
show that [defendant] simply didn’t care about [plaintiff’s] volume and was
content to allow this to plummet so long as that course was best for [plaintiff’s]
overall profit picture, an inference which the judge permissibly drew. The burden
then shifted to [defendant] to prove there was nothing significant it could have
done to promote [plaintiff’s] sales that would not have been financially
disastrous.
The situation in the instant case is analogous. Huntsman was not obligated to show that Hexion
had viable options to avoid insolvency while performing its obligation to close, it merely needed
to show (which it succeeded in doing) that Hexion simply did not care whether its course of
action was in Huntsman’s best interests so long as that course of action was best for Hexion. At
that point the burden shifted to Hexion to show that there were no viable options it could
exercise to allow it to perform without disastrous financial consequences. Hexion has not met
this burden, nor has it attempted to. Rather, its contention from the outset of this lawsuit has been
that once it determined that the combined entity would be insolvent, its obligations to Huntsman
were at an end. The fact that a conference with Huntsman management to discuss these concerns
would have been virtually costless only underscores the fact that Hexion made no attempts to
seek out its available options. Far from making “every conceivable effort,” Hexion appears to
have made no effort at all. Similarly, Hexion cites Triple-A Baseball Club Association v.
Northeastern Baseball, Inc. for the proposition that although the “reasonable best efforts”
standard is separate and distinct from good faith, the court in Triple-A Baseball Club was
“unable to find any case in which a court found ... that a party acted in good faith but did not use
its best efforts.” This court will not change that score. Rather, Hexion’s utter failure to make any
attempt to confer with Huntsman when Hexion first became concerned with the potential issue of
insolvency, both constitutes a failure to use reasonable best efforts to consummate the merger
and shows a lack of good faith.
6.2.3 Akorn, Inc. v. Fresenius Kabi AG (Del. Ch. 2018)
LASTER, V.C.
Pursuant to an agreement and plan of merger dated April 24, 2017 (the “Merger
Agreement”), Fresenius Kabi AG agreed to acquire Akorn, Inc. In the Merger Agreement, Akorn
made extensive representations about its compliance with applicable regulatory requirements and
committed to use commercially reasonable efforts to operate in the ordinary course of business
between signing and closing. Both Fresenius and Akorn committed to use their reasonable best
efforts to complete the merger, and Fresenius committed to take all actions necessary to secure
antitrust approval, without any efforts-based qualification. The parties agreed to a contractually
defined “Outside Date” for closing, set initially at April 24, 2018. If the need for antitrust
approval was the only condition to closing that had still not been met at that point, then the
Outside Date would extend automatically to July 24, 2018.
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If the merger closed, then each share of Akorn common stock would be converted into
the right to receive $34 per share. Closing, however, was not a foregone conclusion. First,
Fresenius’s obligation to close was conditioned on Akorn’s representations having been true and
correct both at signing and at closing, except where the failure to be true and correct would not
reasonably be expected to have a contractually defined “Material Adverse Effect.” If this
condition was not met and could not be cured by the Outside Date, then Fresenius could
terminate the Merger Agreement. Fresenius could not exercise this termination right, however, if
Fresenius was in material breach of its own obligations under the Merger Agreement.
Second, Fresenius’s obligation to close was conditioned on Akorn having complied in all
material respects with its obligations under the Merger Agreement. Once again, if
this condition was not met and could not be cured by the Outside Date, then Fresenius could
terminate the Merger Agreement. Here too, Fresenius could not exercise the termination right if
Fresenius was in material breach of its own obligations under the Merger Agreement.
Third, Fresenius’s obligation to close was conditioned on Akorn not having suffered a
Material Adverse Effect. The failure of this condition did not give Fresenius a right to terminate.
Once the Outside Date passed, however, either Fresenius or Akorn could terminate, as long as
the terminating party’s own breach of the Merger Agreement had not been a principal cause of or
resulted in the parties’ failure to close before the Outside Date.
Akorn and Fresenius entered into the Merger Agreement shortly after announcing their
results for the first quarter of 2017. During the second quarter of 2017, Akorn’s business
performance fell off a cliff, delivering results that fell materially below Akorn’s prior-year
performance on a year-over-year basis. The dismal results shocked Fresenius, because on the
same date that the parties signed the Merger Agreement, Akorn had reaffirmed its full-year
guidance for 2018 at Fresenius’s request. Akorn’s performance fell well below the guidance,
forcing management to adjust Akorn’s full-year guidance downward. Fresenius consulted with
Akorn about the reasons for the sudden decline, which Akorn attributed to unexpected
competition and the loss of a key contract.
Akorn’s CEO reassured Fresenius that the downturn was temporary, but Akorn’s
performance continued to slide in July and again in August 2018. By September, Fresenius’s
management team had become concerned that Akorn had suffered a Material
Adverse Effect, although its legal counsel was not certain at that point that Fresenius could
satisfy the high burden imposed by Delaware law.
In October 2017, Fresenius received a letter from an anonymous whistleblower who
made disturbing allegations about Akorn’s product development process failing to comply with
regulatory requirements. In November 2017, Fresenius received a longer version of the letter that
provided additional details and made equally disturbing allegations about Akorn’s quality
compliance programs. The letters called into question whether Akorn’s representations regarding
regulatory compliance were accurate and whether Akorn had been operating in the ordinary
course of business.
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Fresenius provided the letters to Akorn. Although Fresenius understood that Akorn would
have to investigate the allegations in the ordinary course of business, Fresenius informed Akorn
that Fresenius also needed to conduct its own investigation into the allegations. Under the
Merger Agreement, Fresenius had bargained for a right of reasonable access to Akorn’s officers,
employees, and information so that Fresenius could evaluate Akorn’s contractual compliance and
determine whether the conditions to closing were met. Invoking this right, Fresenius had expert
attorneys and advisors investigate the issues raised by the whistleblower letters.
Fresenius’s investigation uncovered serious and pervasive data integrity problems that
rendered Akorn’s representations about its regulatory compliance sufficiently inaccurate that the
deviation between Akorn’s actual condition and its as-represented condition would reasonably be
expected to result in a Material Adverse Effect. During the course of the investigation, tensions
escalated between the parties. Matters came to a head after Akorn downplayed its problems and
oversold its remedial efforts in a presentation to its primary regulator, the United States Food and
Drug Administration (“FDA”). As one of Akorn’s own experts recognized at trial, Akorn was
not fully transparent with the FDA. Put more bluntly, the presentation was misleading. From
Fresenius’s standpoint, Akorn was not conducting its operations in the ordinary course of
business, providing an additional basis for termination.
During this same period, Akorn’s business performance continued to deteriorate. In midApril 2018, Fresenius sent Akorn a letter explaining why conditions to closing could not be met
and identifying contractual bases for terminating the Merger Agreement. Fresenius nevertheless
offered to extend the Outside Date if Akorn believed that further investigation would enable
Akorn to resolve its difficulties. Akorn declined.
On April 22, 2018, Fresenius gave notice that it was terminating the Merger Agreement.
Fresenius asserted that Akorn’s representations regarding regulatory compliance were so
incorrect that the deviation would reasonably be expected to result in a Material Adverse Effect.
Fresenius also cited Akorn’s failure to comply in all material respects with its contractual
obligations under the Merger Agreement, including Akorn’s obligation to use commercially
reasonable efforts to operate in the ordinary course of business in all material respects. Fresenius
also cited the section in the Merger Agreement that conditioned Fresenius’s obligation to close
on Akorn not having suffered a Material Adverse Effect.
Akorn responded by filing this action, which seeks a declaration that Fresenius’s attempt
to terminate the Merger Agreement was invalid and a decree of specific
performance compelling Fresenius to close. Fresenius answered and filed counterclaims,
contending it validly terminated the Merger Agreement and is not required to close.
This post-trial decision rules in favor of Fresenius and against Akorn. First, Fresenius
validly terminated the Merger Agreement because Akorn’s representations regarding its
compliance with regulatory requirements were not true and correct, and the magnitude of the
inaccuracies would reasonably be expected to result in a Material Adverse Effect. Second,
Fresenius validly terminated because Akorn materially breached its obligation to continue
operating in the ordinary course of business between signing and closing. Third, Fresenius
properly relied on the fact that Akorn has suffered a Material Adverse Effect as a basis for
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refusing to close.
If Fresenius had been in material breach of its own obligations under the Merger
Agreement, then Fresenius could not have exercised either of the termination rights on which it
relied. Akorn tried to prove that Fresenius failed to use its reasonable best efforts to complete the
merger and breached its obligation to take all actions necessary to obtain antitrust approval. By
piecing together bits of documents and testimony, Akorn’s skilled counsel weaved a tale of
buyer’s remorse. I have taken this theory seriously, and there is some evidence to support it.
Having weighed the evidence and evaluated the credibility of the witnesses, I find that
Fresenius fulfilled its contractual obligations. In prior cases, this court has correctly criticized
buyers who agreed to acquisitions, only to have second thoughts after cyclical trends or
industrywide effects negatively impacted their own businesses, and who then filed litigation in
an effort to escape their agreements without consulting with the sellers. In these cases, the buyers
claimed that the sellers had suffered contractually defined material adverse effects under
circumstances where the buyers themselves did not seem to believe their assertions.
This case is markedly different. Fresenius responded to a dramatic, unexpected, and
company-specific downturn in Akorn’s business that began in the quarter after signing. After
consulting with Akorn about the reasons for the decline and receiving unconvincing answers,
Fresenius appropriately began evaluating its contractual rights under the Merger Agreement.
While doing so, Fresenius continued to move forward with the transaction. Later, Fresenius
received whistleblower letters that made alarming allegations about data integrity issues at
Akorn. Once again, Fresenius consulted with Akorn, then relied on an informational access
covenant in the Merger Agreement to conduct an investigation. That too was proper, because
buyers obtain informational rights so they can continue to evaluate the seller after signing and
determine whether to close.
Akorn did prove that for approximately a one-week period during February 2018,
Fresenius embarked on a strategy for achieving antitrust approval that would have breached its
contractual obligation to take all steps necessary to satisfy that condition to closing. Fresenius
promptly reversed course, and the parties were on the cusp of receiving antitrust approval when
Fresenius terminated the Merger Agreement. If all other conditions to closing had been met on
the initial Outside Date such that it would have extended automatically to June 24, 2018, then the
parties easily would have obtained antitrust approval. Fresenius technically breached its
contractual obligation, but it was not a material breach sufficient to deprive Fresenius of its
ability to exercise the termination rights on which it relied.
Any second thoughts that Fresenius had about the Merger Agreement were justified by
unexpected events at Akorn. The parties agreed to provisions in the Merger Agreement that
addressed those events, and Fresenius properly exercised its rights under those provisions. As a
result, the Merger Agreement terminated on April 22, 2018.[…]
The disputes in this case are primarily contractual. Fresenius contends that it terminated
the Merger Agreement in accordance with its terms. Akorn contends that Fresenius did not
validly terminate the Merger Agreement and seeks an order of specific performance to compel
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Fresenius to close the Merger. Both parties are highly sophisticated and crafted the Merger
Agreement with the assistance of expert counsel. The pertinent provisions are dense and
complex.
The analysis turns on three conditions that Akorn must meet before Fresenius is obligated
to close the Merger:
• Under Section 6.02(a)(ii), Akorn’s representations must be true and correct as of the
Closing Date, except “where the failure to be true and correct would not,
individually or in the aggregate, reasonably be expected to have a Material
Adverse Effect” (the “Bring-Down Condition”).
• Under Section 6.02(b), Akorn must have “complied with or performed in all material
respects its obligations required to be complied with or performed by it at or prior
to the Effective Time” (the “Covenant Compliance Condition”).
• Under Section 6.02(c), Akorn must not have suffered a Material Adverse Effect (the
“General MAE Condition”).
The failure of either the Bring-Down Condition or the Covenant Compliance Condition gives
Fresenius a right to terminate the Merger Agreement, but only if (i) the breach that would give
rise to the failure of the condition is incapable of being cured by the Outside Date and (ii)
Fresenius is not “then in material breach of any of its representations, warranties, covenants, or
agreements.” The failure of the General MAE Condition does not give Fresenius an independent
right to terminate the Merger Agreement, but it does give Fresenius the right to refuse to close.
To establish a failure of the Bring-Down Condition, Fresenius relies on Section 3.18 of
the Merger Agreement, where (in overly simplistic terms) Akorn represented that it was in full
compliance with all of its regulatory obligations (the “Regulatory Compliance Representations”).
To establish a failure of the Covenant Compliance Condition, Fresenius relies on Akorn’s
obligation to “use its . . . commercially reasonable efforts to carry on its business in all material
respects in the ordinary course of business” (the “Ordinary Course Covenant”).
To establish a failure of the Covenant Compliance Condition, Akorn relies on each
party’s agreement to “cooperate with the other parties and use . . . their respective reasonable
best efforts . . . to cause the conditions to Closing to be satisfied as promptly as reasonably
practicable and to consummate” the Merger (the “Reasonable Best Efforts Covenant”). Akorn
also relies on Fresenius’s specific commitment to “take all actions necessary” to secure antitrust
clearance, which the Merger Agreement states shall require efforts that “shall be unconditional
and shall not be qualified in any manner.” This level of commitment is generally called a “Hellor-High-Water Covenant.”
Like many transaction agreements, the Merger Agreement deploys the concept of a
Material Adverse Effect in multiple locations, including (i) in the General MAE Condition, (ii) in
various representations for purposes of evaluating any inaccuracies in those representations at the
time of signing, and (iii) in the Bring-Down Condition for purposes of evaluating any

/ LAW 5413 MERGERS AND ACQUISITIONS / 462
inaccuracies in Akorn’s representations when determining whether Fresenius is obligated to
close. The General MAE Condition is not tied to a particular representation about a particular
issue, leading this decision to describe the resulting event as a “General MAE.” The Bring-Down
Condition examines the inaccuracy of specific representations and uses as its measuring stick
whether the deviation between the as-represented condition and the actual condition would
reasonably be expected to constitute a Material Adverse Effect. The critical representations for
this case are the Regulatory Compliance Representations, and this decision refers to a sufficient
inaccuracy in those representations as a “Regulatory MAE.”
Working through the pertinent provisions requires determining whether Akorn has
suffered either a General MAE or a Regulatory MAE, whether Akorn complied in all material
respects with the Ordinary Course Covenant, whether Akorn could cure, and whether Fresenius
itself was in material breach of the Reasonable Best Efforts Covenant or the Hell-or-High-Water
Covenant. This decision makes the following findings:
• The sudden and sustained drop in Akorn’s business performance constituted a General
MAE.
• Akorn’s Regulatory Compliance Representations were not true and correct, and the
deviation between Akorn’s as-represented condition and its actual condition would
reasonably be expected to result in a Regulatory MAE.
• Akorn materially breached the Ordinary Course Covenant.
• None of Akorn’s breaches could be cured by the Outside Date, which remained April
24, 2018.
• Fresenius did not breach the Reasonable Best Efforts Covenant.
• Fresenius breached the Hell-or-High-Water Covenant, but the breach was not material.
Based on these findings, Fresenius validly terminated the Merger Agreement under Section
7.01(c)(i) because of (i) a non-curable failure of the Bring-Down Condition and (ii) a noncurable failure of the Covenant Compliance Condition. Fresenius could validly exercise its
termination rights because it was not in material breach of its obligations. Regardless, Akorn has
suffered a General MAE, so Fresenius cannot be forced to close.
A. The Failure Of The General MAE Condition
From the standpoint of contract interpretation, the most straightforward issue is whether
Akorn suffered a General MAE. Starting with this issue is also helpful because much of the
commentary on MAE clauses has focused on General MAEs. Because Fresenius seeks to
establish a General MAE to excuse its performance under the Merger Agreement, Fresenius bore
the burden of proving that a General MAE had occurred. This decision concludes that Akorn
suffered a General MAE.
In any M&A transaction, a significant deterioration in the selling company’s business
between signing and closing may threaten the fundamentals of the deal. “Merger agreements
typically address this problem through complex and highly-negotiated ‘material adverse change’
or ‘MAC’ clauses, which provide that, if a party has suffered a MAC within the meaning of the
agreement, the counterparty can costlessly cancel the deal.”
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Despite the attention that contracting parties give to these provisions, MAE clauses
typically do not define what is “material.” Commentators have argued that parties find it efficient
to leave the term undefined because the resulting uncertainty generates productive opportunities
for renegotiation. Parties also risk creating more problems when they attempt to include specific
quantitative thresholds, both during the negotiations and for purposes of subsequent litigation.
“What constitutes an MAE, then, is a question that arises only when the clause is invoked and
must be answered by the presiding court.”
Rather than devoting resources to defining more specific tests for materiality, the current
practice is for parties to negotiate exceptions and exclusions from exceptions that allocate
categories of MAE risk. “The typical MAE clause allocates general market or industry risk to the
buyer, and company-specific risks to the seller.” From a drafting perspective, the MAE provision
accomplishes this by placing the general risk of an MAE on the seller, then using exceptions to
reallocate specific categories of risk to the buyer. Exclusions from the exceptions therefore return
risks to the seller. A standard exclusion from the buyer’s acceptance of general market or
industry risk returns the risk to the seller when the seller’s business is uniquely affected. To
accomplish the reallocation, the relevant exceptions are “qualified by a concept of
disproportionate effect.” “For example, a buyer might revise the carve-out relating to industry
conditions to exclude changes that disproportionately affect the target as compared to other
companies in the industries in which such target operates.”
A more nuanced analysis of the types of issues addressed by MAE provisions reveals
four categories of risk: systematic risks, indicator risks, agreement risks, and business risks.
• Systematic risks are “beyond the control of all parties (even though one or both parties
may be able to take steps to cushion the effects of such risks) and . . . will
generally affect firms beyond the parties to the transaction.”
• Indicator risks signal that an MAE may have occurred. For example, a drop in the
seller’s stock price, a credit rating downgrade, or a failure to meet a financial
projection is not itself an adverse change, but rather evidence of such a change.
• “Agreement risks include all risks arising from the public announcement of the merger
agreement and the taking of actions contemplated thereunder by the parties.”
Agreement risks include endogenous risks related to the cost of getting from
signing to closing, e.g., potential employee flight.
• Business risks are those “arising from the ordinary operations of the party’s business
(other than systematic risks), and over such risks the party itself usually has
significant control.” “The most obvious” business risks are those “associated with
the ordinary business operations of the party—the kinds of negative events that, in
the ordinary course of operating the business, can be expected to occur from time
to time, including those that, although known, are remote.”
Generally speaking, the seller retains the business risk. The buyer assumes the other risks.
In this case, as a condition to Fresenius’s obligation to close, Akorn must not have
suffered a General MAE. Section 6.02 of the Merger Agreement, titled “Conditions to the
Obligations of [Fresenius Kabi] and Merger Sub,” states:
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The obligations of [Fresenius Kabi] and Merger Sub to effect the Merger shall be
subject to the satisfaction (or written waiver by [Fresenius Kabi], if permissible
under applicable law) on or prior to the Closing Date of the following conditions:
***
(c) No Material Adverse Effect. Since the date of this Agreement there shall not
have occurred and be continuing any effect, change, event or occurrence that,
individually or in the aggregate, has had or would reasonably be expected to have
a Material Adverse Effect.
The effect of this condition is to place the general risk of an MAE on Akorn.
The Merger Agreement defines the concept of a “Material Adverse Effect” in customary
albeit complex and convoluted prose. The following reproduction of the definition adds
formatting to enhance legibility:
“Material Adverse Effect” means any effect, change, event or occurrence that,
individually or in the aggregate
(i) would prevent or materially delay, interfere with, impair or hinder the
consummation of the [Merger] or the compliance by the Company with its
obligations under this Agreement or
(ii) has a material adverse effect on the business, results of operations or
financial condition of the Company and its Subsidiaries, taken as a whole;
provided, however, that none of the following, and no effect, change, event or
occurrence arising out of, or resulting from, the following, shall constitute or be
taken into account in determining whether a Material Adverse Effect has
occurred, is continuing or would reasonably be expected to occur: any effect,
change, event or occurrence
(A) generally affecting (1) the industry in which the Company and its
Subsidiaries operate or (2) the economy, credit or financial or capital
markets, in the United States or elsewhere in the world, including changes
in interest or exchange rates, monetary policy or inflation, or
(B) to the extent arising out of, resulting from or attributable to
(1) changes or prospective changes in Law or in GAAP or in
accounting standards, or any changes or prospective changes in
the interpretation or enforcement of any of the foregoing, or any
changes or prospective changes in general legal, regulatory,
political or social conditions,
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(2) the negotiation, execution, announcement or performance of
this Agreement or the consummation of the [Merger] (other than
for purposes of any representation or warranty contained in
Sections 3.03(c) and 3.04), including the impact thereof on
relationships, contractual or otherwise, with customers, suppliers,
distributors, partners, employees or regulators, or any litigation
arising from allegations of breach of fiduciary duty or violation of
Law relating to this Agreement or the [Merger],
(3) acts of war (whether or not declared), military activity,
sabotage, civil disobedience or terrorism, or any escalation or
worsening of any such acts of war (whether or not declared),
military activity, sabotage, civil disobedience or terrorism,
(4) pandemics, earthquakes, floods, hurricanes, tornados or other
natural disasters, weather-related events, force majeure events or
other comparable events,
(5) any action taken by the Company or its Subsidiaries that is
required by this Agreement or at [Fresenius Kabi’s] written
request,
(6) any change or prospective change in the Company’s credit
ratings,
(7) any decline in the market price, or change in trading volume, of
the shares of the Company or
(8) any failure to meet any internal or public projections,
forecasts, guidance, estimates, milestones, budgets or internal or
published financial or operating predictions of revenue, earnings,
cash flow or cash position
(it being understood that the exceptions in clauses (6), (7) and (8) shall not
prevent or otherwise affect a determination that the underlying cause of any such
change, decline or failure referred to therein (if not otherwise falling within any
of the exceptions provided by clause (A) and clauses (B)(1) through (8) hereof) is
a Material Adverse Effect); provided further, however, that any effect, change,
event or occurrence referred to in clause (A) or clauses (B)(3) or (4) may be
taken into account in determining whether there has been, or would reasonably
be expected to be, a Material Adverse Effect to the extent such effect, change,
event or occurrence has a disproportionate adverse affect [sic] on the Company
and its Subsidiaries, taken as a whole, as compared to other participants in the
industry in which the Company and its Subsidiaries operate (in which case the
incremental disproportionate impact or impacts may be taken into account in
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determining whether there has been, or would reasonably be expected to be, a
Material Adverse Effect).
As is common, the definition starts with a general statement of what constitutes an MAE. It next
carves out certain types of events that otherwise could give rise to an MAE. It then creates two
broad exceptions to the carve-outs. One is that while the carve-outs confirm that certain
evidentiary indicators of an MAE will not themselves constitute an MAE, such as a decline in
the seller’s market price or an adverse change in its credit rating, those carve-outs do not
foreclose the underlying cause of the negative events from being used to establish an MAE,
unless it otherwise falls within a different carve-out. The other is that four of the identified carveouts will give rise to an MAE if the effect, change, event or occurrence has had a
disproportionately adverse effect on the Company.
Fresenius relies on subpart (ii) of the MAE definition, which establishes (subject to the
carve-outs and their exceptions) that an MAE means “any effect, change, event or occurrence
that, individually or in the aggregate that . . . (ii) has a material adverse effect on the business,
results of operations or financial condition of the Company and its Subsidiaries, taken as a
whole.” This aspect of the MAE definition adheres to the general practice and defines “Material
Adverse Effect” self-referentially as something that “has a material adverse effect.”
The subsequent exceptions to the definition and exclusions from the exceptions
implement a standard risk allocation between buyer and seller. Through the exceptions in
subparts (A)(1) and (A)(2), Fresenius accepted the systematic risks related to Akorn’s industry
and “the economy, credit or financial or capital markets, in the United States or elsewhere in the
world, including changes in interest or exchange rates, monetary policy or inflation.” Through
the exceptions in subparts (B)(3) and (B)(4), Fresenius also accepted the systematic risks related
to acts of war, violence, pandemics, disasters, and other force majeure events. Each of these
allocations is subject to a disproportionate-effect exclusion that returns the risk to Akorn to the
extent that an event falling into one of these categories disproportionately affects Akorn “as
compared to other participants in the industry.” Under subpart (B)(1), Fresenius also assumes the
systematic risk relating to changes in GAAP or applicable law. This exception is not subject to a
disproportionate-effect exclusion and therefore would remain with Fresenius in any event.
The exceptions in subparts (B)(2) and (B)(5) identify agreement risks. Through these
exceptions, Fresenius assumes these risks. The exceptions in subparts (B)(6), (B)(7), and (B)(8)
identify indicator risks. The MAE definition explicitly treats these risks as indicators, first by
excluding them through the exceptions, then by confirming that although these indicators would
not independently give rise to an MAE, the underlying cause of a change in the indicators could
give rise to an MAE.
What remains is business risk, which Akorn retains. Scholars view this outcome as
economically efficient because the seller “is better placed to prevent such risks (i.e., is the
cheaper cost avoider) and has superior knowledge about the likelihood of the materializations of
such risks that cannot be prevented (i.e., is the superior risk bearer).”
1. Whether The Magnitude Of The Effect Was Material
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The first step in analyzing whether a General MAE has occurred is to determine whether
the magnitude of the downward deviation in the affected company’s performance is material:
“[U]nless the court concludes that the company has suffered an MAE as defined in the language
coming before the proviso, the court need not consider the application of the . . . carve-outs.”
Whether the party asserting the existence of an MAE has adduced sufficient evidence to carry its
burden of proof is a question of fact.
“A buyer faces a heavy burden when it attempts to invoke a material adverse effect
clause in order to avoid its obligation to close.” “A short-term hiccup in earnings should not
suffice; rather the Material Adverse Effect should be material when viewed from the longer-term
perspective of a reasonable acquiror.” “In the absence of evidence to the contrary, a corporate
acquirer may be assumed to be purchasing the target as part of a long-term strategy.” “The
important consideration therefore is whether there has been an adverse change in the target’s
business that is consequential to the company’s long-term earnings power over a commercially
reasonable period, which one would expect to be measured in years rather than months.”
This, of course, is not to say that evidence of a significant decline in earnings by the target
corporation during the period after signing but prior to the time appointed for closing is
irrelevant. Rather, it means that for such a decline to constitute a material adverse effect, poor
earnings results must be expected to persist significantly into the future. Put differently, the
effect should “substantially threaten the overall earnings potential of the target in a durationallysignificant manner.”
The Hexion decision teaches that when evaluating the magnitude of a decline, a
company’s performance generally should be evaluated against its results during the same quarter
of the prior year, which minimizes the effect of seasonal fluctuations. The Hexion
court declined to find an MAE where the seller’s 2007 EBITDA was only 3% below its 2006
EBITDA, and where according to its management forecasts, its 2008 EBITDA would be only
7% below its 2007 EBITDA. Even using the buyer’s more conservative forecasts, the seller’s
2008 EBTIDA would still be only 11% below its 2007 EBITDA. The average of analyst
estimates for the seller’s 2009 EBITDA was only 3.6% below the seller’s average results during
the prior three years. The court noted that the buyer had contemplated scenarios consistent with
these results.
In their influential treatise, Lou R. Kling and Eileen T. Nugent observe that most courts
which have considered decreases in profits in the 40% or higher range found a material adverse
effect to have occurred. Chancellor Allen posited that a decline in earnings of 50% over two
consecutive quarters would likely be an MAE. Courts in other jurisdictions have reached similar
conclusions. These precedents do not foreclose the possibility that a buyer could show that
percentage changes of a lesser magnitude constituted an MAE. Nor does it exclude the
possibility that a buyer might fail to prove that percentage changes of a greater magnitude
constituted an MAE.
An example of the latter scenario is IBP, where Chief Justice Strine held while serving as
a Vice Chancellor that a 64% drop in quarterly earnings did not constitute a material adverse
effect. There, a major producer of beef suffered a large quarterly decline in performance
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primarily due to widely known cycles in the meat industry, exacerbated by a harsh winter that
also affected the buyer. After the bad quarter and the onset of spring, “IBP began to perform
more in line with its recent year results.” The Chief Justice concluded that “IBP remain[ed] what
the baseline evidence suggests it was—a consistently but erratically profitable company
struggling to implement a strategy that will reduce the cyclicality of its earnings.” The Chief
Justice nevertheless noted that “the question of whether IBP has suffered a Material Adverse
Effect remains a close one” and that he was “confessedly torn about the correct outcome.” He
further posited that
[i]f IBP had continued to perform on a straight-line basis using its first quarter
2001 performance, it would generate earnings from operations of around $200
million. This sort of annual performance would be consequential to a reasonable
acquiror and would deviate materially from the range in which IBP had
performed during the recent past [thus giving rise to an MAE].
IBP’s prior year earnings from operations during the preceding five years were $528 million
(1999), $374 million (1998), $227 million (1997), $323 million (1996), and $480 million (1995).
An annual performance of $200 million would have represented a 52% decline from IBP’s fiveyear average of $386 million. The Chief Justice also noted that the buyer’s arguments were
“unaccompanied by expert evidence that identifies the diminution in [the seller’s] value or
earnings potential as a result of its first quarter performance” and observed that “[t]he absence of
such proof is significant.”
In this case, Fresenius made the showing necessary to establish a General MAE. At trial,
Professor Daniel Fischel testified credibly and persuasively that Akorn’s financial performance
has declined materially since the signing of the Merger Agreement and that the underlying
causes of the decline were durationally significant. The factual record supports Fischel’s
opinions.
As contemplated by Hexion, the following table depicts the year-over-year declines that
Akorn suffered during each of the three quarters of FY 2017 that took place after signing, plus
full-year results for FY 2017, plus first quarter results for FY 2018:
Year-Over-Year Change In Akorn’s Performance
Revenue
Operating Income
EPS

Q2 2017
(29%)
(84%)
(96%)

Q3 2017
(29%)
(89%)
(105%)

Q4 2017
(34%)
(292%)
(300%)

FY 2017
(25%)
(105%)
(113%)

Q1 2018
(27%)
(134%)
(170%)

Akorn did not report EDBITA or adjusted EBITDA figures on a quarterly basis for 2017. It
reported full-year EBITDA of $64 million, a year-over-year decline of 86%. Akorn reported fullyear adjusted EBITDA of $241 million, a year-over-year decline of 51%. As these figures show,
Akorn’s performance declined dramatically, year over year, with positive operating income and
positive earnings per share turning to losses.
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In addition to representing a dramatic decline on a year-over-year basis, Akorn’s
performance in FY 2017 represented a departure from its historical trend. Over the five-year
span that began in 2012 and ended in 2016, Akorn grew consistently, year over year, when
measured by revenue, EBITDA, EBIT, and EPS. During 2017, Akorn’s performance fell
dramatically when measured by each metric. For example, Akorn’s EBITDA and EBIT grew
each year from 2012 to 2016, but in 2017, fell by 55% and 62%, respectively. […] Notably,
Akorn’s performance during the first quarter of 2017—before the Merger Agreement was
signed—did not exhibit the downturn that the ensuing three quarters did. But immediately after
the signing of the Merger Agreement, Akorn’s performance dropped off a cliff.
Akorn’s dramatic downturn in performance is durationally significant. It has already
persisted for a full year and shows no sign of abating. More importantly, Akorn’s management
team has provided reasons for the decline that can reasonably be expected to have durationally
significant effects. When reporting on Akorn’s bad results during the second quarter of FY 2017,
Rai attributed Akorn’s poor performance to unexpected new market entrants who competed with
Akorn’s three top products—ephedrine, clobetasol, and lidocaine. He noted that Akorn also
faced a new competitor for Nembutal, another important product, which Akorn management had
not foreseen. As Rai testified, “There were way more [competitors] than what [Akorn] had
potentially projected in [its] forecast for 2017,” and the new competition resulted in unexpected
price erosion. Akorn also unexpectedly lost a key contract to sell progesterone, resulting in a loss
of revenue where Akorn had been forecasting growth. When explaining its third quarter results,
Akorn described its poor performance as “[d]riven mostly by unanticipated supply interruptions
and unfavorable impact from competition across [the] portfolio.” Akorn also noted that its
“[a]verage product pricing [was] lower than expected due to [an] unfavorable customer/contract
mix and price erosion [that was] not considered in our forecast.” There is every reason to think
that the additional competition will persist and no reason to believe that Akorn will recapture its
lost contract.
Additional support for the collapse in Akorn’s value and its durational significance can
be found in recent analyst valuations. In connection with the Akorn board’s approval of the
Merger, the board’s financial advisor, J.P. Morgan, submitted a discounted cash flow valuation
for Akorn with a midpoint of $32.13 per share.
Based on Akorn’s post-signing performance, analysts have estimated that Akorn’s
standalone value is between $5.00 and $12.00 per share. Analysts also have dramatically reduced
their forward-looking estimates for Akorn. For example, as of the date of termination, analysts’
estimates for Akorn’s 2018, 2019, and 2020 EBITDA were lower than their estimates at signing
by 62.6%, 63.9%, and 66.9% respectively. Analysts’ estimates for Akorn’s peers have declined
by only 11%, 15.3%, and 15%, respectively, for those years. Analysts thus perceive that Akorn’s
difficulties are durationally significant.
To contest this powerful evidence of a Material Adverse Effect, Akorn contends that any
assessment of the decline in Akorn’s value should be measured not against its performance as a
standalone entity, but rather against its value to Fresenius as a synergistic buyer.
In my view, the plain language of the definition of an MAE makes clear that any MAE
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must be evaluated on a standalone basis. First, the broad definition of an MAE refers to any
“material adverse effect on the business, results of operations or financial condition of the
Company and its Subsidiaries, taken as a whole.” If the parties had contemplated a synergistic
approach, the definition would have referred to the surviving corporation or the combined
company. Second, subpart (B)(2) of the definition carves out any effects resulting from “the
negotiation, execution, announcement or performance of this Agreement or the consummation of
the [Merger,]” and the generation of synergies is an effect that results from the consummation of
the Merger. A review of precedent does not reveal any support for Akorn’s argument; every prior
decision has looked at changes in value relative to the seller as a standalone company.
Akorn’s desire to include synergies is understandable—it increases the denominator for
purposes of any percentage-based comparison—but it is not supported by the Merger Agreement
or the law.
Akorn also argues that as long as Fresenius can make a profit from the acquisition, an
MAE cannot have occurred. The MAE definition does not include any language about the
profitability of the deal to the buyer; it focuses solely on the value of the seller. Assessing
whether Fresenius can make a profit would introduce a different, non-contractual standard. It
would effectively require that Fresenius show a goodwill impairment before it could prove the
existence of an MAE. The parties could have bargained for that standard, but they did not.
Requiring a loss before a buyer could show an MAE also would ignore the fact that acquirers
evaluate rates of return when choosing among competing projects, including acquisitions. A
buyer might make money on an absolute basis, but the opportunity cost on a relative basis would
be quite high.
More broadly, the black-letter doctrine of frustration of purpose already operates to
discharge a contracting party’s obligations when his “principal purpose is substantially frustrated
without his fault by the occurrence of an event the non-occurrence of which was a basic
assumption on which the contract was made.” This common law doctrine “provides an escape
for an acquirer if the target experiences a catastrophe during the executory period.” “It is not
reasonable to conclude that sophisticated parties to merger agreements, who expend considerable
resources drafting and negotiating MAC clauses, intend them to do nothing more than restate the
default rule.” In lieu of the default rule that performance may be excused only where a contract’s
principal purpose is completely or nearly completely frustrated, a contract could “lower this bar
to an achievable level by providing for excuse when the value of counterperformance has
‘materially’ (or ‘considerably’ or ‘significantly’) diminished.” That is what the parties did in this
case. It should not be necessary for Fresenius to show a loss on the deal before it can rely on the
contractual exit right it negotiated.
The record in this case established the existence of a sustained decline in business
performance that is durationally significant and which would be material to a reasonable buyer.
Akorn suffered a General MAE.
2. Whether The Reason For The Effect Falls Within An Exception
Akorn’s litigation counsel attributes Akorn’s dismal performance to “industry
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headwinds” that have affected the generic pharmaceutical industry since 2013.
One headwind
has been a “consolidation of buyer power,” which has “led to large price reductions.” Another
headwind has been the FDA’s efforts to approve generic drugs, “leading to increasing numbers
of new entrants and resultant additional price erosion.” Akorn’s lawyers also cite “legislative
attempts to reduce drug prices” and the FDA’s requirement that every product have a unique
serial number, called serialization.
According to Akorn, “Fresenius and the market were well aware of these challenges at
the time [Fresenius] agreed to buy Akorn—and that if the headwinds were greater than expected,
Akorn would likely underperform relative to its competitors.” Akorn claims that Fresenius
cannot claim the existence of an MAE because everyone, including Fresenius, knew about these
“industry headwinds.”
Consistent with standard practice in the M&A industry, the plain language of the Merger
Agreement’s definition of a Material Adverse Effect generally allocates the risk of endogenous,
business-specific events to Akorn and exogenous, systematic risks to Fresenius. The definition
accomplishes this by placing the general risk of an MAE on Akorn, using exceptions to
reallocate specific categories of risk to Fresenius, then using exclusions from the exceptions to
return risks to Akorn. Through the exceptions in subpart (A)(1), Fresenius accepted the
systematic risks “generally affecting (1) the industry in which the Company and its Subsidiaries
operate.” But this allocation was subject to a disproportionate-effect exclusion that returned the
risk to Akorn to the extent that an event falling into one of these categories disproportionately
affects Akorn “as compared to other participants in the industry.”
Under the risk allocation established by the Merger Agreement, Akorn’s argument about
“industry headwinds” fails because the causes of Akorn’s adverse performance were actually
business risks allocated to Akorn. The primary driver of Akorn’s dismal performance was
unexpected new market entrants who competed with Akorn’s three top products—ephedrine,
clobetasol, and lidocaine. Akorn also unexpectedly lost a key contract to sell progesterone. These
were problems specific to Akorn based on its product mix. Although Akorn has tried to
transform its business-specific problems into “industry headwinds” by describing them at a
greater level of generality, the problems were endogenous risks specific to Akorn’s business.
Assuming for the sake of argument that these were industry effects, they
disproportionately affected Akorn. As a result, under the structure of the contractual definition of
a Material Adverse Effect, these risks were allocated to Akorn.
The record evidence shows that Akorn’s business has suffered a decline that is
disproportionate to its industry peers. Ironically, Akorn concedes the point by asserting that
“Akorn was particularly exposed to the risk of these [industry] headwinds.” Regardless, to
analyze the relative effects of industry-wide conditions, Fischel compared Akorn’s performance
against the performance of the industry peers selected by J.P. Morgan, Akorn’s financial advisor,
when preparing its fairness opinion.
In each case, Fischel looked at Q2 2017, Q3 2017, Q4 2017, FY 2017, and Q1 2018
results and compared Akorn’s actual performance relative to consensus analyst estimates with
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the actual performance of the peer companies relative to their consensus analyst estimates. For
revenue, EBITDA, EBIT, and EPS, Akorn’s underperformance in each period was substantially
worse than the median and mean of its peers. […]
Fischel also compared the changes in analysts’ forward-looking estimates for Akorn with
the changes in analysts’ forward-looking estimates for the peer companies used by J.P. Morgan.
He found that analyst estimates of Akorn’s revenue, EBITDA, EBIT, and EPS for 2018, 2019,
and 2020 have declined disproportionately more than their estimates for Akorn’s peers. […]
Based on his analysis, Fischel testified that with “one or two minor exceptions, Akorn not
only vastly underperform[ed] the median and the mean of comparable firms, but it
underperform[ed] every single one of the comparable firms on all time periods, on all metrics,
which is really dramatic underperformance.” Akorn’s expert recognized that Akorn
underperformed the generics industry generally and its peers. He offered no opinion on whether
the performance was disproportionate.
This decision finds that Akorn’s dismal performance resulted from Company-specific
factors, not industry-wide effects. Assuming for the sake of analysis that the causes were
industry-wide effects, this decision credits Fischel’s analysis and finds that Akorn was
disproportionately affected by the industry-wide effects. For these two independent reasons,
Akorn’s “industry headwinds” argument fails. […]
3. Whether Fresenius Knowingly Accepted The Risks That Led To The General MAE.
Akorn contends most vigorously that Fresenius cannot claim an MAE based on any risks
that Fresenius (i) learned about in due diligence or (ii) generally was on notice about because of
its industry knowledge and did not thoroughly investigate in due diligence. Akorn relies for its
position on Chief Justice Strine’s observation in IBP that “[m]erger contracts are heavily
negotiated and cover a large number of specific risks explicitly,” and that consequently, even a
“broadly written” MAE provision “is best read as a backstop protecting the acquiror from the
occurrence of unknown events that substantially threaten the overall earnings potential of the
target in a durationally-significant manner.” In my view, Akorn goes too far by transforming
“unknown events” into “known or potentially contemplated risks.” The legal regime that Akorn
argues for would replace the enforcement of a bargained-for contractual provision with a tortlike concept of assumption of risk, where the outcome would turn not on the contractual
language, but on an ex-post sifting of what the buyer learned or could have learned in due
diligence.
The “strong American tradition of freedom of contract . . . is especially strong in our
State, which prides itself on having commercial laws that are efficient.” “Delaware courts seek to
ensure freedom of contract and promote clarity in the law in order to facilitate commerce.”
“When parties have ordered their affairs voluntarily through a binding contract, Delaware law is
strongly inclined to respect their agreement, and will only interfere upon a strong showing that
dishonoring the contract is required to vindicate a public policy interest even stronger than
freedom of contract.” Requiring parties to live with “the language of the contracts they negotiate
holds even greater force when, as here, the parties are sophisticated entities that bargained at
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arm’s length.” “The proper way to allocate risks in a contract is through bargaining between
parties. It is not the court’s role to rewrite the contract between sophisticated market participants,
allocating the risk of an agreement after the fact, to suit the court’s sense of equity or fairness.”
The MAE definition in this case uses exceptions and exclusions to allocate risks between
the parties. The MAE definition could have gone further and excluded “certain specific matters
that [the seller] believes will, or are likely to, occur during the anticipated pendency of the
agreement,” or matters disclosed during due diligence, or even risks identified in public filings.
Or the parties could have defined an MAE as including only unforeseeable effects, changes,
events, or occurrences. They did none of these things. Instead, for purposes of a General MAE,
they agreed upon a condition that turned on whether an effect, change, event, or occurrence
occurred after signing and constituted or would reasonably be expected to constitute an MAE.
The contractual language is forward-looking and focuses on events. It does not look backwards
at the due diligence process and focus on risks.
As discussed later in this decision, the evidence shows that the events that resulted in a
General MAE at Akorn were unexpected. But assuming for the sake of argument that Akorn was
correct and Fresenius had foreseen them, I do not believe that would change the result given the
allocation of risk under the definition of a Material Adverse Effect set forth in the Merger
Agreement. The IBP decision interpreted a broad MAE clause that did not contain lengthy lists
of exceptions and exclusions, and then-Vice Chancellor Strine did not suggest that he was
prescribing a standard that would govern all MAE clauses, regardless of what the parties
specifically bargained for in the contract. Nor did Hexion, which adhered closely to IBP on this
point. Instead, both cases held that buyers could not rely on the manifested consequences of
widely known systematic risks. In IBP, the financial performance of the seller (a beef producer)
suffered due to cyclical effects in the meat industry, exacerbated by a harsh winter that put even
greater pressure on the performance of the buyer (a chicken producer).
In Hexion, the performance of the seller (a chemical company) suffered due to
macroeconomic challenges, including “rapidly increased crude oil and natural gas prices and
unfavorable foreign exchange rates.” Although the decisions framed the analysis in terms of
known versus unknown risks, both cases actually allocated systemic risks to the buyers,
consistent with general contracting practice and the clause at issue in this case.
Assuming for the sake of argument that IBP and Hexion did establish an overarching
standard for analyzing every MAE, those decisions speak in terms of “unknown events,” not
contemplated risks. As Akorn’s management admitted, the events that gave rise to Akorn’s
dismal performance were unexpected. […].
4. The Finding Regarding A General MAE
Fresenius proved that Akorn suffered a General MAE. Fresenius carried its heavy burden
and showed that the decline in Akorn’s performance is material when viewed from the longerterm perspective of a reasonable acquirer, which is measured in years. Fresenius also showed
that Akorn’s poor performance resulted from Company-specific problems, rather than industrywide conditions. Nevertheless, assuming for the sake of argument that the results could be
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attributed to industry-wide conditions, those conditions affected Akorn disproportionately.
Neither Akorn nor Fresenius knew about the events that caused Akorn’s problems, which were
unforeseen. Because Akorn suffered a General MAE, the condition in Section 6.02(c) has not
been met, and Fresenius cannot be forced to close.
B. The Failure Of The Bring-Down Condition
The next question is whether Fresenius validly terminated the Merger Agreement under
Section 7.01(c)(i) because the Bring-Down Condition could not be met. The Bring-Down
Condition permits Fresenius to refuse to close if Akorn’s representations are not true at closing,
except where the deviation from Akorn’s as-represented condition would not reasonably be
expected to constitute a Material Adverse Effect. To defeat the Bring-Down Condition, Fresenius
relies on the Regulatory Compliance Representations, so the analysis boils down to whether
Akorn would reasonably be expected to suffer a Regulatory MAE. […]
In this case, Fresenius asserts that Akorn breached the Regulatory Compliance
Representations found in Section 3.18 of the Merger Agreement. In that section, Akorn made
extensive representations regarding its compliance with regulatory requirements. Each of the
relevant representations contained specific materiality or MAE qualifiers that applied for
purposes of evaluating the accuracy of those representations in their own right, such as if
Fresenius had asserted a fraud claim. For purposes of testing the Bring-Down Condition, the
language of the condition scrapes away those specific qualifiers in favor of an aggregate MAE
qualifier. […]
When Section 3.18 and the Bring-Down Condition are read together, the operative
question becomes whether Fresenius proved by a preponderance of the evidence that (i) the
Regulatory Compliance Representations were inaccurate and (ii) the deviation between Akorn’s
as-represented condition and its actual condition was so great that it would reasonably be
expected to result in a Material Adverse Effect.
The “reasonably be expected to” standard is an objective one. When this phrase is used,
“[f]uture occurrences qualify as material adverse effects.” As a result, an MAE “can have
occurred without the effect on the target’s business being felt yet.” Even under this standard, a
mere risk of an MAE cannot be enough. “There must be some showing that there is a basis in
law and in fact for the serious adverse consequences prophesied by the party claiming the MAE.”
When evaluating whether a particular issue would reasonably be expected to result in an MAE,
the court must consider “quantitative and qualitative aspects.” “It is possible, in the right case,
for a party . . . to come forward with factual and opinion testimony that would provide a court
with the basis to make a reasonable and an informed judgment of the probability of an outcome
on the merits.”
The qualitative dimension of the MAE analysis strongly supports a finding that Akorn’s
regulatory problems would reasonably be expected to result in a Material Adverse Effect. There
is overwhelming evidence of widespread regulatory violations and pervasive compliance
problems at Akorn. These problems existed at signing and got worse, rather than better, during
the period between signing and when Fresenius served its termination notice. Akorn does not
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dispute that it has problems, only their extent and seriousness.
As a generic pharmaceutical company, Akorn must comply with the FDA’s regulatory
requirements. This is no small thing; it is an essential part of Akorn’s business. It was also
essential to Fresenius, which cared a great deal about Akorn’s pipeline of ANDAs and new
products. The value of Akorn’s pipeline depended on Akorn’s ability to comply with the FDA’s
regulatory requirements. […]
The systemic failures at Akorn raise questions about the accuracy and reliability of all of
its data, regardless of site or product. As a result, Akorn cannot meet its burden to prove to the
FDA that its data is accurate. To the contrary, Akorn’s products and facilities are known not to
comply with cGMP and FDA requirements, as shown by the reports of its own internal audit
team. Akorn does not make products where quality issues can be overlooked until problems
arise. As Henriksson testified, “[W]e are talking about drugs which are used by people . . . who
are critically ill . . . [and] many of those products . . . . are going to be injected into people.”
In my view, the regulatory situation at Akorn is qualitatively “material when viewed from
the longer-term perspective of a reasonable acquiror.” Akorn has gone from representing itself as
an FDA-compliant company with accurate and reliable submissions from compliant testing
practices to a company in persistent, serious violation of FDA requirements with a disastrous
culture of noncompliance. The qualitative aspect of the MAE analysis warrants a finding that the
regulatory issues would reasonably be expected to result in a Material Adverse Effect.
The quantitative aspect of the MAE analysis likewise warrants a finding that Akorn’s
regulatory issues would reasonably be expected to result in a Material Adverse Effect. […] The
evidence persuades me that a responsible remediation plan would be much closer to what
Fresenius has proposed than what Akorn currently intends to pursue. Given the widespread
problems at all of Akorn’s sites and the evidence implicating Akorn’s senior quality officer in
data falsification, Akorn should be conducting a complete review. So far, NSF’s narrow review
has identified two additional ANDAs that were based on fabricated data and two additional
persons of interest. A complete review is highly likely to uncover more problems with data
integrity that will call ANDAs and products into question and push out the timing of Akorn’s
pipeline. Even under Akorn’s more limited approach, its witnesses have agreed that the effort is
“going to take about three years.”
[…] I suspect the most credible outcome lies in the vicinity of the midpoint of the parties’
competing submissions, at approximately $900 million. […] Using the equity value of $4.3
billion that is implied by the Merger Agreement, a valuation hit of $900 million represents a
decline of 21%. That range of valuation consequence makes intuitive sense to me given the
seriousness of Akorn’s regulatory problems and the ever-expanding efforts that Akorn has been
forced to make to remediate them. […]
Although both the factual record and the corpus of available authority are limited, I
believe that for Akorn, this expense would be “material when viewed from the longer-term
perspective of a reasonable acquiror.” […] In this case, I am persuaded that the quantitative
aspect of the MAE analysis warrants a finding that the regulatory issues would reasonably be
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expected to result in a Material Adverse Effect. […]
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7 Between Signing and Closing: Covenants, Conditions, and
Defending the Deal
7.1 Interim Covenants
7.1.1 COVID-19 and the Intersection of MACs and Interim Covenants: Snow Phipps
Group, LLC v. KCAKE Acquisition, Inc, et al., C.A. No. 2020-0282-KSJM (Del. Ch.
April 30, 2021)
McCORMICK, V.C.
Julia Child is rumored to have once said: “A party without a cake is just a meeting.” The
decorated cake stands as the defining feature of celebratory gatherings and, with the exception of the
adept in-home baker, the cultural trend is to outsource preparation of these celebratory centerpieces
to in-store supermarket bakeries.
DecoPac Holdings Inc. (“DecoPac”) sells cake decorations and technology to supermarkets
for use in their in-store bakeries. On March 6, 2020, at the outset of the COVID-19 pandemic, the
defendant-buyers agreed to acquire DecoPac from the plaintiff-seller. The buyers entered into a
debt commitment letter and committed to use their reasonable best efforts to work toward a
definitive credit agreement on the terms set forth in the debt commitment letter. They also agreed
to seek alternative financing if the committed funds became unavailable.
The buyers lost their appetite for the deal shortly after signing it, as government entities
issued stay-at-home orders around the country and DecoPac’s weekly sales declined precipitously.
Although DecoPac’s highly experienced management team predicted that sales would recover
rapidly, the buyers were less confident. Fearing that people would no longer desire decorated cakes
to celebrate life events while forced to quarantine and social distance, the buyers began to question
the business wisdom of the transaction.
Rather than use reasonable best efforts to work toward a definitive credit agreement, the
buyers called their litigation counsel and began evaluating ways to get out of the deal. Without input
from DecoPac management, they prepared a draconian reforecast of DecoPac’s projected sales based
on uninformed (and largely unexplained) assumptions that were inconsistent with real-time sales
data. They sent this reforecast to their lenders with demands for more favorable debt financing
terms. When the lenders refused the buyers’ demands, the buyers informed the seller that debt
funding was no longer available. The buyers then conducted a perfunctory and unsuccessful fourday search for alternative debt financing at the seller’s insistence.
On April 8, 2020, the buyers told the seller that they would not close because debt financing
remained unavailable. They also stated that they did not believe that DecoPac would meet the bringdown or covenant-compliance conditions in the purchase agreement because DecoPac was
reasonably likely to experience a material adverse effect (an “MAE”) and failed to operate in the
ordinary course of business. This litigation ensued.
Meanwhile, as DecoPac’s management predicted, DecoPac’s sales began to recover.
Perhaps there is a greater need to celebrate the milestones of life amidst the tragedy of a pandemic.
Or perhaps humans simply have an insatiable desire for decorated cakes. Whatever the reason,
DecoPac’s precipitous decline in performance proved a momentarily blip. By the end of 2020,
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DecoPac’s actual total sales were down only 14% from 2019. Even under the buyer’s draconian
reforecast, quarterly EBITDA was projected to return to 2019 levels by Q3 2021.
At trial, the plaintiffs proved that DecoPac did not breach the MAE representation, given the
durational insignificance and corresponding immateriality of the decline in sales. They also proved
that, even if it was reasonable to expect that these sales declines would give rise to an MAE, the sellerfriendly exception for events “related to” government orders applied, and DecoPac had not suffered
disproportionately to comparable companies. The plaintiffs likewise demonstrated that DecoPac
operated in the ordinary course of business in all material respects. The plaintiffs further proved
that the buyers breached their obligation to use reasonable best efforts in connection with the debt
financing.
Adding another layer of complication to the analysis, the buyers claim that, despite these
holdings, it need not close. They rely on a contractual exception to the parties’ agreement
conditioning the seller’s right to specific performance on fully funded debt financing. Because there
is no debt financing in place, the buyers argue that the court may not grant specific performance.
The court disagrees. Applying the prevention doctrine, this decision deems the debt financing
condition met because the buyers contributed materially to lack of debt financing by breaching their
reasonable-best-efforts obligation.
Chalking up a victory for deal certainty, this post-trial decision resolves all issues in favor
of the seller and orders the buyers to close on the purchase agreement.
[…]
DecoPac is a Delaware corporation and the corporate parent of non-party DecoPac,
Inc., a Minnesota-based supplier and marketer of cake decorating products. For ease of reference,
this decision refers to DecoPac Holdings Inc. and DecoPac, Inc. together as “DecoPac” or the
“Company.”
DecoPac supplies cake-decorating ingredients and products to in-store bakeries in
supermarkets, such as Walmart, Sam’s Club, and The Kroger Company. Its products are used to
create decorated cakes for celebrations like birthday parties and graduations. DecoPac offers a
variety of edible and non-edible products, including sprinkles, fondant, pastry bags, and various
inedible figurines. DecoPac also provides proprietary tech-enabled platforms like PhotoCake,
which allows bakeries to print edible, customizable images onto baked goods, and Cakes.com,
which allows consumers to personalize and order baked goods from bakeries.
Plaintiff Snow Phipps Group, LLC (“Snow Phipps,” and with DecoPac Holdings Inc.,
“Plaintiffs”) is a private equity firm focused on investments in middle-market companies. Snow
Phipps acquired DecoPac in 2017. Snow Phipps partner Alan Mantel became the partner in charge
of the DecoPac investment in the summer of 2019. After assessing the investment, he came to the
conclusion that Snow Phipps could either “exit the investment and have an acceptable rate of
return” or “embark on a multiyear strategy to increase the growth rate . . . to further expand the
business.” Snow Phipps decided to exit.
[…]
In January 2020, [seller’s investment banker] Piper Sandler approached non-party Kohlberg
& Company, LLC, a private equity firm focused on investing in middle-market companies. [ … ]
On January 31, 2020, [Kohlberg representatives] Hollander, Forrey, and McKinney
circulated an initial investment memorandum to [Kohlberg’s] investment committee. The deal
team believed that Kohlberg could preempt the sale process—meaning that it could conduct due
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diligence and acquire the company before a broader sale process occurred. Overall, the
memorandum pitched DecoPac as “an attractive investment opportunity” for a number of reasons,
including its “[u]nique and defensible value-added distribution business model” and its
“[c]ompelling financial profile with high degree of recession resiliency.” The memorandum also
identified six investment risks; even though COVID-19 was emerging as an issue, the
memorandum did not refer to COVID-19. On February 3, the investment committee granted the
deal team approval to proceed with a potential bid.
On February 3, Kohlberg sent Snow Phipps a letter of intent to acquire DecoPac for $580
million. […] After its initial due diligence, Kohlberg remained “highly interested in acquiring the
company,” and on February 18, 2020, it increased its bid to $600 million. […]
Snow Phipps accepted the $600 million bid and agreed to move forward with additional
diligence. Other potential counterparties had expressed interest in acquiring DecoPac, and one had
submitted an indication of interest, but Snow Phipps placed great weight on Kohlberg’s
representation that it was “uniquely positioned to complete the Transaction with speed and
certainty.” Snow Phipps determined to move forward because a deal with Kohlberg would be
“fastest,” provide “the most certainty,” and yield “the highest price.”
After agreeing to a price, the parties proceeded to complete diligence and to
negotiate a formal purchase and sale agreement. […] The process culminated in a March 6, 2020
signing.
In terms of deal negotiations, the notable events between February 18 and March 6 include
the following:
•
On February 21, Forrey and McKinney held two financial diligence calls with
Vaynberg and DecoPac management.
•
On February 27, Hollander, Forrey, McKinney, Managing Partner Sam Frieder, and
Chief Investment Officer Gordon Woodward conducted a second site visit to one
of DecoPac’s facilities.
•
On March 2, Maine Pointe, Kohlberg’s global supply-chain consultant, spoke with
DecoPac CEO John Anderson, CFO Steven Twedell, and Vaynberg on March 2.
•
On March 4, Kohlberg demand a price reduction, to which Plaintiffs agreed.

•

Also on March 4, Plaintiffs requested that “pandemics” and “epidemics” be added
to the MAE definition in the purchase agreement, but Kohlberg rejected that
language.
•
On March 5, at an all-partners meeting, Kohlberg’s deal team outlined the DecoPac
transaction, its risks, and how to mitigate them, and the partners approved the
transaction.
•
On March 6, the parties signed a purchase agreement and related documents.
In the background, the COVID-19 pandemic was escalating. On the day that Kohlberg
submitted its $600 million bid, COVID-related headlines dominated the front page of the New York
Times. One story discussed Apple’s warning “that demand for its devices in China had been hurt
by the outbreak.” By February 25, the Center for Disease Control had warned “that the new
coronavirus will almost certainly spread in the United States,” and that “cities and towns should
plan for ‘social distancing measures.’” On March 4, California declared a state of emergency. By
March 5, global school-closings affected 300 million students, with several closures in the U.S. and
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warnings of more to come.
One of the questions posed by this case is whether Kohlberg contractually agreed to assume
various COVID-19-related risks. To contextualize its legal argument on this point, Kohlberg
claims that it did not identify demand-related COVID-19 risks during due diligence, expressly
contracted for Plaintiffs to assume demand-related risks when negotiating the MAE provision, and
did not demand a lower purchase price due to factors related to COVID-19. Plaintiffs deny these
factual contentions, claiming that Kohlberg considered demand-related COVID-19 risks in due
diligence, failed to shift those risks to Plaintiffs during negotiations, and reduced the purchase
price in view of those risks.
These factual disputes prove largely irrelevant to the outcome of this decision, which turns
on unambiguous contractual language. Because the parties focus significant attention on these
factual disputes, however, this decision resolves them.
[…]
On March 4, Plaintiffs sought to carve out “pandemics” and “epidemics” from the
definition of a “Material Adverse Effect” two days before signing. At the time, the draft purchase
agreement contained an MAE provision that made no reference to pandemics or epidemics but
included other broad carveouts for effects related to “general economic conditions,” “terrorism or
similar calamities,” and “government orders.” Snow Phipps’s counsel sought to expressly add the
terms “epidemics” and “pandemics.” Kohlberg responded on March 5, reverting to the pre-existing
draft.
That evening, Plaintiffs’ counsel again asked that pandemics and epidemics be excluded
from the MAE definition. Kohlberg’s counsel rejected the change, stating that Kohlberg “could
not accept the epidemic/pandemic risk.” Also that evening, Vaynberg called Hollander “about the
MAE point” to further pursue a pandemic carveout, and Hollander responded that “we absolutely
cannot give it.” Again, Kohlberg takes a strident position, arguing that the only conclusion to be
drawn from this exchange is that the parties allocated to Plaintiffs any potential unknown risks of
the pandemic, including the risk that demand for DecoPac’s products would be decimated as
Americans radically shifted the way they celebrate occasions in response to the pandemic.
This conclusion, however, does not square with multiple aspects of the record. Vaynberg
testified that when he spoke to Hollander about this issue on May 5, Hollander’s explanation for
rejecting further changes to that definition was simply not “want[ing] to be the first private equity
firm that plays in the middle market space to have that language in the MAE.” Woodward denied
that Kohlberg intended “some special risk transfer that was atypical to the seller as a result of the
insertion of [the MAE] clause.” Mantel testified that he would have never agreed to the transaction
if he believed that by sticking with the pre-existing MAE definition, Kohlberg was shifting COVID19 demand risk to Plaintiffs.
The most illuminating evidence on this point was the testimony of the deal attorneys who
negotiated the provision. Both Kohlberg’s and Plaintiffs’ deal attorneys testified that the proposed
epidemic/pandemic language was a form of “belt and suspenders.” During her deposition,
Kohlberg’s deal attorney described the March 5 conversation with Plaintiffs’ deal attorney as
follows:
[I] tried to give him some comfort, which was that the language
within the MAE definition, because there was a general carve-out
for economic downturns, I thought that that provided a good amount
of coverage on the area -- on the issue because, frankly, at the time,
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that’s what -- how I viewed the risk of COVID to our country.
Both attorneys testified that, even without express epidemic/pandemic language, if COVID-19
caused any of the events that were carved out from the MAE definition, the events would not
qualify as an MAE. For example, “if the impact of COVID has an economic downturn, it impacted
[DecoPac’s] business not disproportionately relative to others in the industry, then I viewed that
as being our [Kohlberg’s] risk.” The same was true for the carveout for governmental orders.
On March 4, McKinney delivered Kohlberg’s demand for a price cut from $600 million to
$550 million by email. Snow Phipps was in a bind. They did not think it was realistic to reach out
to other bidders given the effect of COVID-19 on markets and their desire to avoid a failed sales
process, so they accepted the lowered offer.
McKinney’s March 5 email attached a two-page PowerPoint presentation discussing the
basis for the revised valuation. The proposal identified three reasons. The first was “[h]istoric
market volatility.” The second was the “[r]eduction in underwritable EBITDA” to $46.7 million,
which was below the $49.2 million in “validated 2019 Pro Forma EBITDA” that Kohlberg had
used in its internal investment committee materials the day before. The third was “2020 budget
expectations reduced,” which again highlighted the impact of coronavirus by predicting “some
pull back in consumer demand in the short to medium term” and the implications of the “near term
given economic uncertainty.”
Kohlberg denies that the third concern in any way related to COVID-19. Kohlberg insists that
the “vast majority” of the price reduction came from the reduction in EBITDA
due to QofE [quality of earnings]. According to Kohlberg, the $600 million bid assumed
DecoPac’s 2019 pro forma adjusted EBITDA was $49.8 million, but Kohlberg came to realize that
number was off. Snow Phipps’s QofE EBITDA figures were inconsistent, fluctuating between
approximately $46 and $49 million. […] Kohlberg and KPMG ultimately arrived at a pro forma
EBITDA of $49.2 million.
Kohlberg also claims to have had unanswered concerns about DecoPac’s 2020 budget. […]
Forrey’s testimony regarding Kohlberg’s concerns over DecoPac’s QofE and 2020 budget
was credible and squares with the contemporaneous evidence. Yet, these concerns were not
Kohlberg’s actual reason for the $50 million price cut, as simple math confirms. Kohlberg identified
a $600,000 difference in pro forma EBITDA as a result of business and QofE diligence work.
Applying Kohlberg’s quoted “all-in multiple of 12.4x” to that figure amounts to approximately $7.4
million. This comports with Vaynberg’s belief, as of March 1, that Kohlberg would ask for a $10
million price reduction after QofE diligence was completed. So Kohlberg’s insistence that
“DecoPac’s QofE and 2020 budget drove the price cut” does not add up.
Rather, Kohlberg demanded a 10% price reduction on the eve of signing because market
volatility caused by COVID-19, coupled with Kohlberg’s ability to offer speed and deal certainty
against near-term risks, gave Kohlberg the leverage to do so.
This is clear from internal Kohlberg communications. In an email to Frieder and
Woodward, Forrey supported the price reduction by explaining “that the key value in our bid today
is our speed and certainty to signing” and predicting that the new proposal “shows our seriousness
to transact in an uncertain environment.” Hollander instructed that the revised proposal include
“one slide about corona virus and market conditions . . . [and the] impact on our debt financing
cost.”
The two-page presentation Kohlberg emailed to Snow Phipps when demanding the cut also
supports this finding. The first sentence of the presentation stated that Kohlberg was “prepared to
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sign the attached Stock Purchase Agreement at a valuation of $550 million in cash, and have
committed debt financing and Reps and Warranty (“R&W”) insurance.” The last sentence of the
first page reiterated that Kohlberg was “prepared to execute definitive documentation immediately”
and further stated that it “believe[d] that given our unique knowledge of the business we are . . .
taking significant risk other parties would be unwilling to assume.” As Forrey testified, Kohlberg
drafted this presentation “in order to put maximum pressure on Snow Phipps to sign a deal quickly.”
Plaintiffs’ witnesses’ testimony is consistent with this finding. Mantel understood that
Kohlberg had reduced the purchase price “because of COVID.” Vaynberg testified that, in the
phone calls between Hollander and Vaynberg about the revised bid, the “first” and “primary”
justification Hollander offered to explain the price cut was “coronavirus and the disruption that that
will cause to the company’s business model.”
The parties executed the transaction documents on March 6, 2020. Kohlberg acquisition
vehicle KCAKE Acquisition, Inc. (“KCAKE”), Snow Phipps, and DecoPac Holdings Inc.
executed the Stock Purchase Agreement (the “SPA”). Kohlberg acquisition vehicle KCAKE
Merger Sub Inc. and the Lenders (defined below) executed a Debt Commitment Letter (the
“DCL”). A group of Kohlberg entities (the “Kohlberg Funds”), DecoPac Holdings, Inc., and
KCAKE executed an Equity Commitment Letter (the “ECL”). The Kohlberg Funds and DecoPac
Holdings, Inc. executed a “Limited Guarantee.”
The parties’ dispute centers on the SPA and DCL. […]
The SPA allocated risks in a range of provisions, including the following:
•
Plaintiffs represented in Section 3 that there had not been a change that had, or
“would reasonably be expected to have,” a “Material Adverse Effect” (the “MAE
Representation”) and that none of DecoPac’s top-ten customers had “stopped or
materially decreased the rate of business done” with DecoPac (the “Top-Customers
Representation”).
•
Plaintiffs agreed in Section 6.1(a) to cause the Company to “operate the Business
in the Ordinary Course of Business” (the “Ordinary Course Covenant”).
•
Kohlberg represented in Section 5.6 that it had delivered a fully executed DCL, that
the DCL was binding and not subject to any conditions other than those reflected on
the face of the document, and that “Debt Financing shall not be a condition to
closing.”
•
Kohlberg agreed in Section 6.15 to extensive covenants in connection with “Debt
Financing,” including to “use its reasonable best efforts” to undertake certain actions
relating to Debt Financing, not to modify the DCL in a way that would jeopardize the
availability of funding absent consent from Plaintiffs, and to use “reasonable best
efforts” to seek alternative financing in the event the DCL should “expire” or otherwise
become “unavailable.”
•
Kohlberg could refuse to close under Section 7.1(a) unless Plaintiffs’
representations and warranties were true and correct as of the closing date (the
“Bring Down Condition”). The Bring-Down Condition was subject to a materiality
qualifier, providing that inaccuracies did not excuse closing unless they “would not
have or reasonably be expected to have, individually or in the aggregate, a Material
Adverse Effect.” Kohlberg could refuse to close under Section 7.1(b) if Plaintiffs
failed to perform and comply with all of their respective covenants (the “Covenant
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Compliance Condition”). The Covenant Compliance Condition was subject to a
materiality qualifier, requiring that Plaintiffs perform “in all material respects.”
•
Kohlberg had the right to terminate under Section 8.1(d) if Plaintiffs breached the
conditions in Section 7.1. This right was qualified by a mandatory cure provision
requiring Kohlberg to provide “a notice in writing . . . specifying the breach and
requesting that it be remedied” within twenty days (the “Cure Provision”).
•
Kohlberg agreed in Section 11.14 that Plaintiffs are entitled to specific performance
“if and only if” certain conditions are met, including that “the full proceeds of the
Debt Financing have been funded to Buyer” (the “Debt Financing Condition”).
•
Plaintiffs agreed in Section 8.3(a) that a termination fee of $33 million (the
“Termination Fee”) “shall be the sole and exclusive remedy (whether at law, in
equity, in contract, in tort or otherwise) . . . against Buyer . . . for any and all losses,
costs, damages, claims, fines, penalties, expenses (including reasonable fees and
expenses of outside attorneys), amounts paid in settlement, court costs, and other
expenses of litigation suffered as a result of any breach of any covenant or
agreement in this Agreement or the failure of the transactions contemplated hereby
to be consummated.” Plaintiffs also agreed, in Section 8.3(a), that “[u]nder no
circumstances” will Plaintiffs “be entitled . . . to receive both a grant of specific
performance and the . . . Termination Fee,” or “to receive monetary damages other
than the Termination Fee.”
On its face, the SPA does not have an expiration date and imposes an ongoing obligation
to close. Section 8.1(c) provides a May 5, 2020 “Outside Termination Date,” after which either
party may terminate the agreement, provided that “the right to terminate . . . shall not be available
to any party hereto whose failure to fulfill any of its obligations under this Agreement has been
the cause of, or resulted in, the failure of the Closing to occur on or before the Outside Termination
Date.”
[…]
The DCL established a framework that the parties would use to draft a final credit
agreement. It was heavily negotiated. In the DCL, the parties agreed that “this Commitment Letter
is a binding and enforceable agreement with respect to the subject matter contained herein.”
The DCL stated that the Lenders would provide a total of $365 million in debt financing
facilities that would be used to fund the DecoPac acquisition.
The DCL contained a financial maintenance covenant that permitted a maximum leverage
ratio (the “Financial Covenant”). That covenant would be tested quarterly, beginning on the last
day of the second full fiscal quarter after the closing date of the acquisition. Generally, when a
borrower defaults on a financial covenant, the entire loan becomes payable, and creditors may seek
appropriate remedies under law, including foreclosing on collateral if the loan is secured.
A critical aspect of the Financial Covenant was the definition of “Consolidated EBITDA.”
The parties heavily negotiated this point, and the result was a detailed, three-page definition of
“Consolidated EBITDA.”
[…]
As discussed below, immediately after signing, Kohlberg braced for a possible decline in
DecoPac sales, preparing a “shock case” to determine how far DecoPac’s revenue could decline
before Kohlberg would breach the Financial Covenant post-closing. And shortly after signing,
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DecoPac’s sales began to decline precipitously. Even so, both Kohlberg’s deal team and DecoPac’s
management remained confident that the Company would recover by year-end. Kohlberg partners,
however, developed buyer’s remorse and set on a course of conduct predestined to derail Debt
Financing and supply a basis for terminating the agreements.
On the same day that Kohlberg executed the transaction documents, Kohlberg created a
COVID-19-inspired “shock case” measuring how its investment in DecoPac would perform in the
event of a revenue decline.
The shock case projected that DecoPac could experience a steep decline in revenue and remain
compliant with its post-closing debt covenants reflected in the DCL. The model showed that DecoPac
could withstand between a 15% and 20% revenue decline before violating the Financial Covenant.
Forrey also told Hollander that, if the shock case were to consider the addbacks contained in the DCL’s
“incredible EBITDA definition,” then the Company could suffer up to a 25% decline in revenue and
stay in compliance with the Financial Covenant.
On March 17, Anderson mentioned during a call with Forrey that DecoPac had experienced
a 50% decrease in call volume the previous day and “expect[ed] bakery to slow down.” Anderson
also conveyed that one of DecoPac’s top customers, the H.E. Butt Company (“HEB”), had put all
orders on hold “for at least a week.” Anderson did not expect a persistent decline. He “expect[ed] it
to catch-up” after two to three weeks. The following week, DecoPac began providing Kohlberg with
weekly sales reports.
Kohlberg’s deal team had already reached similar conclusions. By March 16, they came to
believe that the shock case was likely but that the impact would be short lived.
In the weeks that followed, DecoPac’s weekly sales reports reflected that the Company
continued to struggle. During the week of March 21, weekly “regular” sales were down 42.4%
year-over-year. During each of the following four weeks, regular sales were down 63.9%, 60.3%,
62.2% and 53.4%, respectively. Total sales during those five weeks saw a year-over-year decrease
of 27.5%, 54.8%, 55.5%, 41.9%, and 15.4%, respectively.
On March 23, Anderson decided that DecoPac needed to minimize marketing expenditures,
capital expenditures, and labor costs and halt spending “on all outside consultants.” He also
instructed DecoPac’s vendors to halt or delay production and shipments and “pulled the plug on
all IDDBA spending.” DecoPac made Kohlberg aware of these changes to DecoPac’s business.
Sales to some of DecoPac’s top-ten customers were also declining. By the end of April 2020,
year-to-date sales to each of DecoPac’s top-ten customers were down between 8.1% and 30.8%
compared to January–April 2019. Sales to HEB realized the largest decline, with year-to-date sales
decreasing 30.8%. In terms of gross profit, year-to-date changes ranged from a 27.9% decrease to a
0.7% increase. Again, HEB recorded the largest decline, with year-to-date profit decreasing 27.9%.
DecoPac’s total year-to-date decrease in sales was 16.5%, and its total year-to-date decrease in
profits was 14.8%.
Consistent with the prognosis of Anderson and Kohlberg’s deal team, however, the sales
decline proved a blip. As discussed below, the Company began to recover by the week of April
18. Ultimately, DecoPac’s 2020 revenue declined 14% and adjusted EBITDA declined 25%
relative to 2019.
Before the decline in DecoPac’s performance, Kohlberg’s senior leadership began to
develop buyer’s remorse.
Kohlberg’s sense of regret seems to have first emerged around March 17, when Kohlberg
convened an all-partners meeting to discuss the impact of COVID-19. In preparing for the meeting,
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the Kohlberg partners discussed whether Kohlberg would have sufficient funds to support the
capital needs of its portfolio companies and whether Kohlberg would have to recycle capital in
order to fund the acquisition of DecoPac. Around the same time, senior leadership was considering
opportunities to invest in distressed debt, which seemed like a potentially more attractive use of
capital from the Kohlberg Funds.
[…]
On March 22, McKinney circulated the first version of a revised financial model. McKinney
did not start with any input from the Company, and he acknowledged that his model would require
feedback from Anderson to test the assumptions. Rather, McKinney started with what he described
as “some pretty draconian assumptions . . . for March–July of 2020.” For example, the model slashed
DecoPac’s projected 2020 adjusted EBITDA to $28.9 million.
On the morning of March 23, Hollander, Frieder, and Woodward met to discuss DecoPac.
By that point, Frieder and Woodward were exploring how to access capital to invest in distressed
debt. But the DecoPac transaction posed an obstacle: Kohlberg’s Fund VIII was effectively fully
committed if the DecoPac sale closed, and Fund IX had not yet opened. To free up capital,
Woodward suggested “splitting Deco [between the two funds] if we decide we have to own it.”
Woodward was thus already characterizing Kohlberg’s contractual obligation as an option. […]
Immediately after the March 23 call, Hollander spoke with McKinney and Forrey.
McKinney left that meeting with the impression that Hollander had made up his mind to terminate
the transaction, stating in an email sent the next day: “Given [Hollander’s] tone this morning, it
sounds like we have our mind made up . . . .”
After the March 23 call, McKinney and Forrey began working on “downside cases.” Over
the next several hours, they generated “two different downside cases”: (i) the “GW Case” or the
“Gordon Case”; and (ii) a less pessimistic projection labeled the “Downside #1 Case.”
[…]
The Downside #1 Case, however, was abandoned shortly after it was created; Hollander
instructed McKinney not to send it to Woodward. By contrast, the GW Case became the foundation
for further discussions among the deal team and further modeling— Hollander began re-labeling
the GW Case as the “base case.”
Kohlberg called DecoPac’s management team for information concerning the
Company’s actual performance on March 24, after it had already independently reached
pessimistic conclusions about DecoPac’s future sales.
Anderson believed that the purpose of the call was to discuss an employee’s termination, but
after a few minutes discussing that employee, the Kohlberg representatives began questioning
Anderson about DecoPac’s sales between March 17 and March 24.
McKinney told Anderson these questions were necessary because “the lenders were asking
a bunch of questions.” That was false.
Anderson relayed that “call-in orders . . . were down 30 to 40 percent.” McKinney’s
contemporaneous notes reflect that Anderson also told Kohlberg that “[p]re-orders are still
shipping out” and that “customers aren’t cancelling their pre-orders, but are delaying them.”
Following the call, McKinney provided a list of data requests. Kohlberg again represented
that they had “been having ongoing dialogue with [their] lenders” who had been requesting the
information Kohlberg now sought from DecoPac. This statement was inaccurate. The Lenders had
not requested the data.

/ LAW 5413 MERGERS AND ACQUISITIONS / 486
Anderson answered most of the requests on March 25, providing the Company’s latest
monthly financial results and weekly sales figures for regular orders, only the latest week of which
showed any meaningful decline relative to 2019 results. Based on customer feedback, they
conveyed that customers anticipated “a return to ‘normalcy’” by the end of the summer. Anderson
also previewed that Twedell would provide additional information the next day.
[…]
The Company tasked senior financial analyst Karen Reckard with creating the forecast.
Reckard was uniquely situated to make those projections because she “sits in on the weekly sales
call . . . so she can hear and be aware of factors relevant to the marketplace.” Reckard and the
DecoPac team proceeded to assemble a reforecast for March through June. They followed its
annual budget process to accomplish this goal, incorporating “feedback . . . from the customers
and the suppliers and the trade,” including that customers thought “there’s going to be a huge,
pent-up demand” because “government orders were going to start to be lifted the Monday after
Easter.” They also believed that, regardless of the state of government orders, Americans would
find a way to celebrate life events amidst the pandemic and in-store bakeries would find a way to
satiate the corresponding the demand for decorated cakes.
Anderson simultaneously worked on a forecast reflecting “his long history with the
business, his engagement with the sales team . . . and awareness of the business.” DecoPac’s
management team then combined Reckard’s and Anderson’s projections “to decide what the right
numbers would be for the reforecast.”
Reckard’s and Anderson’s projections were “very, very close” to one another. After
comparing and combining those projections, Reckard and DecoPac Controller Toby Opheim
“worked on [the reforecast] the remainder of [March] 25th and virtually all day on the 26th” to
“flesh things out a little bit more.”
The result reflected Reckard’s bottom-up and customer-by-customer sales forecast based
on research into marketplace activity, sales team communications with customers, and week-byweek comparisons of major customers’ 2019 and 2020 orders. It also reflected Anderson’s
knowledge of the Company’s actual performance through most of March, demand changes that
the sales team gleaned from customers, and pre-booked orders for April and May.
DecoPac sent its reforecast to Snow Phipps and Kohlberg on the evening of March 26—
less than two days after it was requested. Anderson also provided the remaining information that
McKinney had requested.
DecoPac’s effort was futile; Kohlberg had written off the Company’s projections before
even seeing the numbers. As Hollander testified, “my reaction to actually receiving the reforecast
was largely similar to the one I had when they previewed what it would look like.”
Sure enough, seventeen minutes after DecoPac’s reforecast arrived, Hollander dismissed it as
“illogically optimistic” in an email to Kohlberg’s employees and counsel. Kohlberg never shared this
assessment with DecoPac, never sent the Company’s reforecast to any of the Lenders, and never
incorporated DecoPac’s projections into its own model.
On March 26, while the Company was still in the process of assembling management’s
reforecast, Kohlberg completed its own new set of projections (the “March 26 Model” or the
“Model”).
In contrast to the painstaking process undertaken by DecoPac’s management, the Model
was based on the same simplistic assumptions as the GW Case: widespread birthday party
cancellations and facility closures followed by an “18 month rebound to baseline” sales. The

/ LAW 5413 MERGERS AND ACQUISITIONS / 487
Model’s forecast was nearly as pessimistic as the GW Case, projecting that the Company’s
adjusted EBITDA would fall from approximately $48.3 million for 2019 to $10.5 million for 2020
and thus that the Financial Covenant would be breached on the first day it was tested.
The assumptions underlying the GW Case were largely unexplained and unsupported at trial.
[…]
Kohlberg sent the March 26 Model to Ares and Antares, its lead Lenders, before receiving
DecoPac’s reforecast. Kohlberg described the model as its “current expectations for performance
going forward.”
Kohlberg paired its model with demands for changes to the DCL [increasing the amount
it could borrow and changing the financial covenant to be more favorable to the company]. […]
This decision refers to the demands collectively as the “Financing Demands.”
The day after Kohlberg made the Financing Demands, Kohlberg had its second and
final post-signing call with DecoPac management. During the call, DecoPac’s management team
explained the basis their reforecast. […]
Anderson and Twedell felt confident about the call, and Anderson testified that Kohlberg
“didn’t push back at all on our model or our assumptions.” While Kohlberg indicated “in passing”
that it had created a more conservative projection to use with the Lenders, it never shared the
March 26 Model with DecoPac.
During the March 27 conversation, DecoPac’s management informed Kohlberg that
it had partially drawn on its $25 million revolving credit facility, as it had five times since being
acquired by Snow Phipps in 2017. The $15 million revolver draw had arrived in its account the day
before. DecoPac explained that it made the draw “in an abundance of caution to hold in reserve” and
as part of a Snow Phipps portfolio-wide policy to mitigate counterparty risk. Kohlberg employed the
same portfolio-wide policy and had its portfolio companies “pulling down the revolvers just in case
there was a credit dislocation that prevented [it] from pulling down on the revolvers at a later date.”
DecoPac never spent the $15 million. DecoPac instead made a $10 million repayment on
June 25, 2020, and a $5 million repayment on August 26, 2020, fully repaying the loan by August
26, 2020. Anderson testified that had Kohlberg asked, the entire $15 million could “have been paid
back right away.”
Ares and Antares [two of Kohlberg’s lenders for the deal] did not react well to the
Financing Demands. They deemed them to be “outside of the scope of what was permitted in the
[DCL],” such that they would require “opening up the commitment papers” and a “renegotiation
of the terms of the final commitment letter.” Ares and Antares concluded on March 31, 2020,
that while they “were willing to close on the papers as they had been drafted,” they would not
accommodate Kohlberg’s requests without “opening up the other terms.” The only modification
that Kohlberg offered was to cap its new addback at $35 million, which was insufficient to
“change the view for” Antares.
Both Owl Rock and Churchill had requested an update from Forrey before Kohlberg’s
outreach to Ares and Antares. Forrey did not respond to either request until after Ares and Antares
refused Kohlberg’s demands. On March 31, Kohlberg sent Owl Rock and Churchill the March 26
Model despite the rapidly evolving situation and the availability of additional information,
including the Company’s reforecast, that contradicted the Model.
Both Owl Rock and Churchill immediately recognized that Kohlberg wanted “add-backs
that would be different from what was laid out in the DCL.”
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In internal communications, an Owl Rock employee stated that “[t]he deal team’s initial view is
that this model may be draconian” and that “this forecast may be punitive.” In internal
communications, Churchill employees reacted to the request as follows:
•
“[K]ohlberg hadn't spoken to snow phipps at the time i talked to them . . . but they
were likely going to blame the lenders and say ‘the financing fell apart.’”
•
“[T]hey changed the ask and risk profile of the deal and were not willing to adjust
the economics, so they were really looking for a way out.”
•
“[T]hey came back and asked for increased revolver capacity, uncapped addbacks
to EBITDA for Covid, and no testing of covenants for a 12 month period.”
•
“[W]hoa. [I] did not know the covenant relief part. [T]hat is a bold ask . . . highway
robbery.”
Notwithstanding the Financing Demands, each of the Lenders remained committed to
funding the transaction under the terms of the DCL. Although the Lenders had their own right to
declare an MAE, none of them did so. To the contrary, each confirmed its willingness to proceed
under the DCL.
On April 1, Hollander told Mantel [of Snow Phipps] that Debt Financing was no
longer available.Hollander and Mantel spoke twice that day. On the first call, Hollander advised
Mantel that “that the debt was not going to be there to fund the transaction,” which Mantel
understood “to mean that the debt commitment parties were not going to meet their obligations.”
[…]
As far as Mantel knew at the time, the Lenders were still prepared to fund. He nevertheless
told Hollander to “go ahead if you want to seek alternative financing, but then you need to meet
all of your obligations under this contract.”
Kohlberg took the position then and in this litigation that, because the “financing markets
had been crushed,” “there was no way to finance DecoPac on terms no less favorable than the
DCL” in early April. Kohlberg maintained this position despite all four Lenders expressing their
willingness to close on the DCL’s terms.
[…]
On April 5, Hollander again called Mantel, this time to report that Kohlberg had been “unable
to obtain alternative financing” and that Kohlberg “believed that an MAE had occurred,” such that
Snow Phipps “would be unable to bring down [its] reps and warranties at closing.” Kohlberg also
“indicated that Paul Weiss was looking into an ordinary course violation.” Kohlberg had not provided
Snow Phipps a forecast or model to support the existence of an MAE and did not explain what
actions “they believed constituted a breach of the ordinary course covenant.”
On April 7, Mantel called Hollander to report that, after speaking further with DecoPac’s
management, he remained confident in the Company’s ability to meet all of its closing conditions.
Mantel further expressed Snow Phipps’s expectation that “they were going to be moving forward
towards a closing; and that [they] expected [Kohlberg] to be there to meet their obligations.” Mantel
confirmed that “the debt parties were there” and even “offered to work with Kohlberg potentially to
take back some seller paper to assist with any leverage issue” in the amount of “approximately $25
million of seller paper.” Hollander replied that “[t]here was not going to be a closing” and that
Kohlberg wouldn’t “entertain any discussion of how to facilitate financing for the transaction.”
On April 8, Kohlberg’s counsel told Plaintiffs that Kohlberg would not proceed to
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closing because Kohlberg did not believe that the Company would meet its conditions to closing
and Debt Financing remained unavailable.
On April 9, Plaintiffs’ litigation counsel sent a letter to Paul Weiss stating, in part, that
“[t]he Seller Parties have fully met or expect to meet all conditions to closing and are ready,
willing, and able to Close.”
After the March 27 call, Kohlberg communicated with DecoPac infrequently and
only by email to request weekly sales data. McKinney asked for weekly sales data for three
consecutive weeks, and the Company responded within a few days each time. Kohlberg received
near real-time data concerning the last fiscal week of March and the first two fiscal weeks of April.
McKinney received the sales data from the second fiscal week of April on April 13. The
data showed that one of DecoPac’s facilities had generated $3.4 million in revenue during the first
two fiscal weeks of April. Kohlberg’s March 26 Model had projected $2.9 million in revenue for
that facility for the entire month of April. Kohlberg’s projections were dead wrong, yet Kohlberg
did not update the Model nor contact the Lenders with updates in response to this information.
On April 14, 2020, Plaintiffs filed this action seeking specific performance of the SPA.
[…]
On April 20, 2020, Kohlberg sent a letter to Plaintiffs purporting to terminate the SPA
pursuant to Section 8.1(d). Kohlberg cited two broad grounds for termination.
First, Kohlberg stated that “notwithstanding our efforts to arrange for alternative financing,
the full proceeds of the Debt Financing have not been and will not be funded on the terms set forth
in the [DCL].”
Second, Kohlberg stated that the Company “breached representations, warranties and
covenants,” including the MAE Representation, the Top-Customer Representation,
and the Ordinary Course Covenant. Kohlberg took the position that those alleged breaches could
not be cured.
Termination of the SPA had a domino effect under the parties’ contractual scheme. The
DCL provided that the valid termination of the SPA would result in the immediate, automatic
termination of the DCL and the Lenders’ commitments and undertakings thereunder. The ECL
and Limited Guarantee also provided that the valid termination of the SPA would result in the
immediate, automatic termination of the ECL and Limited Guarantee. Thus, Kohlberg maintains
that all of its contractual obligations terminated as of April 20.
[…]
As DecoPac’s management predicted, the Company’s outlook began improving in
mid-April. In other words, the Company’s March reforecast proved accurate. The Company had
projected year-over-year Q2 revenue and adjusted EBITDA declines of 29.5% and 51.9%,
respectively, and it achieved results of 28.9% and 46.7%, respectively. […] By year end, DecoPac
sales were down only 14% year-over-year, safely within the covenant compliance window of
Kohlberg’s shock case.
The Company’s outlook remains positive. DecoPac’s “customers are back to work in the
bakery, placing their orders, meeting consumer demand.” […]
Debt markets also recovered. Compared to when the DCL was signed, “both the number of
loans and dollar volume of loans in the month of December actually far outstrip[ped] the activity on
a monthly basis during Q1” and the “cost of capital, the interest rate for middle market loans [is] equal
to and in some cases lower . . . and, similarly, with leverage ratios and other key lending variables.”
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Indeed, “the market is open and offering loans to middle market companies like DecoPac on terms
. . . economically equal to where they were back in Q1” of 2020.
In December 2020, Snow Phipps obtained an indication of interest from Benefit Street
Partners LLC (“Benefit Street”) to serve as a lender, which it shared with Kohlberg. Although the
Benefit Street term sheet is only a “starting point of a negotiation,” it “provides at the senior level
and the revolver level of financing ample debt capital to finance the transaction and leaves open
the ability for the overall deal to get done.” In the same letter, Snow Phipps formally documented
its interest in providing Kohlberg with market-rate financing to help create a package “sufficient
to pay the amounts required to be paid under the SPA, to be used for the purpose of facilitating
KCAKE’s acquisition of DecoPac.”
Plaintiffs assert claims for breach of the SPA, and Kohlberg’s counterclaims present issues
raised by Plaintiffs’ claims. The court’s task is to interpret the SPA in a way that effectuates the
parties’ intent. Absent ambiguity, the court “will give priority to the parties’ intentions as reflected
in the four corners of the agreement, construing the agreement as a whole and giving effect to all
its provisions.” The contract terms will be given “plain, ordinary meaning.” “[T]he meaning which
arises from a particular portion of an agreement cannot control the meaning of the entire agreement
where such inference runs counter to the agreement’s overall scheme or plan.” The court must
“reconcile all the provisions of the instrument” if possible.
Applying these principles, this analysis first addresses Plaintiffs’ claim that Kohlberg
improperly terminated the SPA under Section 8.1. It turns next to Plaintiffs’ claim that Kohlberg
breached its obligation under the SPA to use reasonable best efforts to obtain Debt Financing or
obtain alternative financing under Section 6.15. It last addresses whether Plaintiffs are entitled to
specific performance under Section 11.14.
Kohlberg justifies its termination on three grounds.
First, Kohlberg argues that the Bring-Down Condition failed due to the inaccuracy of the
MAE Representation, where the Company represented and warranted that “since December 28, 2019,
there has not been any event, change, circumstance, occurrence, effect,
state of facts, development or condition that has had, or would reasonably be expected to have,
individually or in the aggregate, a Material Adverse Effect.”
[The second claim, a failure of a representation as to top customers, is omitted from this
edited version of the option.]
Third, Kohlberg argues that the Covenant Compliance Condition failed due to the
Company’s failure to comply with the Ordinary Course Covenant. For breach of the Ordinary
Course Covenant to justify termination, the deviation from ordinary course must have been “in all
material respects.”
Kohlberg argues that the MAE Representation became inaccurate because DecoPac’s
“performance fell off a cliff” as a result of the escalating COVID-19 pandemic. Kohlberg
maintains that the resulting change had or would reasonably be expected to have a material adverse
effect, rendering the MAE Representation false.
The SPA defines an MAE in relevant part as “any event, change, development, effect,
condition, circumstance, matter, occurrence or state of facts that, individually or in the aggregate,
. . . has had or would reasonably be expected to have a material adverse effect upon the financial
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condition, business, properties or results of operations of the Group Companies, taken as a
whole.”2
As is typical, the SPA’s definition of an MAE enumerates a series of exceptions, one of
which is relevant to this case: an MAE “shall not include any . . . change . . . arising from or related
to . . . (v) changes in any Laws, rules, regulations, orders, enforcement policies or other binding
directives issued by any Governmental Entity, after the date hereof.”
As is also typical, the MAE exceptions are subject to an exclusion. The exceptions do not
apply “to the extent that such matter has a materially disproportionate effect on the Group
Companies, taken as a whole, relative to other comparable entities operating in the industry in
which the Group Companies operate.”
This complicated contractual scheme calls for a three-part burden allocation. Kohlberg bore
the initial, heavy burden of proving that an event had occurred that had or would reasonably be
expected to have a material adverse effect on DecoPac. If Kohlberg met that burden, then Plaintiffs
bear the burden of proving that the relevant event fell within the exception because it arose from or
was “related to” any “changes in any Laws, rules, regulations, orders, enforcement policies or other
binding directives issued by any Governmental Entity, after the date hereof.” If Plaintiffs proved
that the event fell within the exception, then Kohlberg bore the burden of demonstrating the
exclusion to the exception applied because the change affected DecoPac disproportionately
A few aspects of this definition warrant clarification.
First, the nesting of the defined term “Material Adverse Effect” within the MAE
Representation results in two levels of expectancy. The MAE Representation asks whether an event
has occurred which had, or would reasonably be expected to have, individually or in the aggregate,
an MAE. The SPA then defines an MAE in relevant part as “any event, change, development, effect,
condition, circumstance, matter, occurrence or state of facts that, individually or in the aggregate, . .
. has had or would reasonably be expected to have a material adverse effect upon the financial
condition, business, properties or results of operations of the Group Companies, taken as a whole.”
Id. Read literally, the MAE Representation becomes false if an event has had or would reasonably
be expected to have an effect that has had or would reasonably be expected to have a material adverse
effect. Following the parties’ lead, this decision construes the double-expectancy language as
requiring a singular inquiry, which asks whether an event occurred that has had or would reasonably
be expected to have a material adverse effect upon the financial condition, business, properties, or
results of operations of DecoPac.
Second, while recognizing that the prepositional phrase “upon the financial condition,
business, properties, or results of operations” may be a carefully crafted one, see generally Lou R.
Kling & Eileen T. Nugent, Negotiated Acquisitions of Companies, Subsidiaries and Divisions §
11.04[9] (2020 ed.), it does not play a meaningful part in this analysis. This decision thus at times
omits the phrase for simplicity or shortens it to “DecoPac” given the breadth of the term
“business.”
Third, as is typical with MAE clauses, the defined term “Material Adverse Effect”
incorporates the undefined term “material adverse effect.” See generally Akorn, Inc. v. Fresnius
Kabi AG, 2018 WL 4719347, at *48–50 (Del. Ch. Oct. 1, 2018), aff’d, This decision interprets
the use of the undefined term as calling for a predominantly fact-driven inquiry to be undertaken
by the presiding judge.
2
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relative to other comparable entities operating in the industry.
Merger agreements typically include MAE clauses because “a significant deterioration in
the selling company’s business between signing and closing may threaten the fundamentals of the
deal.” “The typical MAE clause allocates general market or industry risk to the buyer, and
company-specific risks to the seller.” There is no “bright-line test” for evaluating whether an event
has caused a material adverse effect. To assess whether a financial decline has had or would
reasonably be expected to have a sufficiently material effect, this court will look to “whether there
has been an adverse change in the target’s business that is consequential to the company’s longterm earnings power over a commercially reasonable period.” The target’s historical performance
often plays an important role in determining whether the effect is sufficiently material by supplying
a baseline comparison.
What constitutes durational significance is also context specific. “A short-term hiccup in
earnings should not suffice” to constitute a material adverse effect. The effect “should be material
when viewed from the longer-term perspective of a reasonable acquiror.” Generally, it is expected
that the “commercially reasonable period” will be “measured in years rather than months.”
Where, as here, an MAE clause allows a buyer to terminate the agreement if an event can
“reasonably be expected to have a material adverse effect,” the defendant is not required to prove
that the event in fact had a material adverse effect.
The “reasonably be expected to” standard is an objective one. When
this phrase is used, “[f]uture occurrences qualify as material
adverse effects.” As a result, an MAE “can have occurred without
the effect on the target’s business being felt yet.” Even under this
standard, a mere risk of an MAE cannot be enough. “There must be
some showing that there is a basis in law and in fact for the serious
adverse consequences prophesied by the party claiming the MAE.”
When evaluating whether a particular issue would reasonably be
expected to result in an MAE, the court must consider “quantitative
and qualitative aspects.” “It is possible, in the right case, for a party
. . . to come forward with factual and opinion testimony that would
provide a court with the basis to make a reasonable and an informed
judgment of the probability of an outcome on the merits.”
In this case, Kohlberg did not attempt to prove that the event “had . . . a material adverse
effect,” and for good reason. Generally, scholars have commented that “most courts which have
considered decreases in profits in the 40% or higher range” have found a material adverse effect.
This court has speculated that “a decline in earnings of 50% over two consecutive quarters would
likely be an MAE,” and “[c]ourts in other jurisdictions have reached similar conclusions.”
DecoPac’s performance over the two quarters preceding termination were nowhere near that range.
DecoPac’s Q4 2019 EBITDA increased 15% year-over-year, and its Q1 2020 EBITDA decreased
16% year-over-year.
Kohlberg instead argues that, at the time of termination, DecoPac’s decline in sales would
reasonably be expected to have a material adverse effect. Kohlberg relies on DecoPac’s sales data
during the five weeks preceding termination. During that time, DecoPac’s regular sales (as
opposed to preorder exclusions placed months in advance) suffered year-over-year declines of
42.4%, 63.9%, 60.3%, 62.2%, and 53.4%.These declines are dramatic when viewed against the
baseline of DecoPac’s historical stability and resilience in negative markets. Kohlberg contends
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that it was reasonable to expect that these declines would continue and ultimately threaten the
overall earnings potential of DecoPac.
Kohlberg relies on its grocery expert, Joseph Welsh, who testified that widespread industry
changes occurring prior to termination made it reasonable to expect as of April 20 that DecoPac
would experience a material adverse effect. […]
Welsh’s report also runs contrary to projections prepared prior to termination. Although the
“would reasonably be expected to have” standard is indifferent to the subjective beliefs of the parties
as of April 20, the parties’ contemporaneous forecasts inform the analysis of what was objectively
reasonable to expect at the time of termination. Generally, “contemporaneous management
projections prepared in the ordinary course of business” are the best source for “reliable projections
of future expected cash flows.” Although DecoPac management’s reforecast was not prepared in the
ordinary course of business, management followed the same reliable process, using inputs and
assumptions derived from real-time data concerning DecoPac’s financial performance.
Management’s reforecast projected that 2020 revenue would be down 11% compared to the original
2020 budget (an adjustment from $215.9 million to $191.9 million), and EBITDA would be down
22% (an adjustment from $51.9 million to $40.4 million).
Kohlberg’s Downside #1 Case, which McKinney and Forrey viewed as “a good place to
start,” bore a close resemblance to management’s reforecast. It projected that, compared to the
original 2020 budget, revenue would be down 15% (to $182.8 million) and EBITDA would be
down 27% (to $37.8 million). It further projected that year-end 2021 revenue and adjusted
EBITDA would be 2% and 5% higher, respectively, than they were in 2019.
The parties’ more reliable contemporaneous projections, therefore, show that it was not
reasonably expected that DecoPac’s sales decline would ripen into a material adverse effect.
This court’s decisions in IBP and Akorn provide helpful benchmarks confirming that it was
not reasonable to expect that DecoPac’s decline in sales would mature into a material adverse
effect.
In IBP, the seller experienced a 64% decrease in year-over-year first quarter earnings due
to severe winter weather that adversely affected livestock supplies. By the termination date,
however, the seller “had two weeks of strong earnings that signaled a strong quarter ahead.”
Further, “the analyst community was predicting that IBP would return to historically healthy
earnings” the following year. The court concluded that “the business appears to be in sound enough
shape to deliver results of operations in line with the company’s recent historical performance.”
The court thus held that a material adverse effect was not reasonably expected.
In Akorn, the only case in which this court found a material adverse effect to be reasonably
expected, the seller’s EBITDA had grown each year from 2012 through 2016, but it fell by 55% after
the merger agreement was signed in 2017. The buyer sent the seller a notice of termination in early
2018. According to the seller’s management, the downturn had “already persisted for a year and
show[ed] no sign of abating.” Analyst estimates for the seller’s 2018, 2019, and 2020 EBITDA were
lower than those at the time of signing by 62.6%, 63.9%, and 66.9%, respectively. The court found
that the company’s poor performance was the result of unexpected new market entrants, which lead
to price erosion. The court held that this “sudden and sustained drop in Akorn’s business
performance” was reasonably expected to constitute a material adverse effect.
The Akorn court also addressed whether the seller’s regulatory issues, which were not
disclosed to the buyer when the merger agreement was signed, constituted a material adverse
effect. After weighing the credibility of the experts and conducting its own cross-check, the court

/ LAW 5413 MERGERS AND ACQUISITIONS / 494
concluded that the regulatory issues represented a 21% decrease in the equity value of the seller.
The court held that this decrease was reasonably expected to constitute a material adverse effect.
Comparing DecoPac’s performance against that of the sellers in IBP and Akorn confirms
that DecoPac was not reasonably likely to experience a material adverse effect. As in IBP, DecoPac
experienced a precipitous drop but then rebounded in the two weeks immediately prior to
termination and was projected to continue recovering through the following year. And unlike in
Akorn, DecoPac was not projected to face a “sustained drop” in business performance.
Hexion does not require a different outcome, although the seller there experienced a less
significant initial decline in sales than DecoPac. In Hexion, after the parties signed the merger
agreement, the seller’s second-half 2007 EBITDA suffered a 22% year-over-year decrease, and its
first-half 2008 EBITDA suffered a 19.9% year-over-year decrease. Management believed that the
decrease was caused by various macroeconomic trends, such as a sharp increase in the prices of
crude oil and natural gas and unfavorable foreign exchange rates. In answering the question of
whether
Kohlberg has therefore failed to carry its burden of proving that an event had or was
reasonably expected to have an effect sufficiently material and adverse to qualify as an MAE.
Because Kohlberg failed to demonstrate an MAE, the analysis could end here. For completeness,
this decision addresses the remaining elements of the contractual analysis.
The MAE exception covers effects “arising from or related to . . . changes in any Laws,
rules, regulations, orders, enforcement policies or other binding directives issued by any
Governmental Entity.”
The language “arising from or related to” is broad in scope under Delaware law. A
particular effect is excluded if it relates to an excluded cause, even if it also relates to non-excluded
causes; any other interpretation impermissibly “reads the broad term ‘related to’ out of the
contract.” Thus, revenue declines arising from or related to changes in law fall outside of the
definition of an MAE, regardless of whether COVID-19 prompted those changes in the law.
To establish the relation to the exception, Plaintiffs rely on the expert report and testimony of
Professor Steven Davis. Davis ran a regression analysis of county-level DecoPac sales at a weekly
frequency, which included controls for recurring fluctuations and local conditions that affect those
sales. He considered the impact of school closures, shelter-in-place orders, non-essential business
closure orders, and restaurant closure orders. The analysis established that the vast majority of the
decline in DecoPac sales arose from, or at the very least related to, those government orders, and it
showed that sales first fell at the precise moment that such orders were first issued. Plaintiffs
therefore showed that the effects fell within one of the SPA’s enumerated carveouts.
The MAE exception excludes events “to the extent that such matter has a materially
disproportionate effect on the Group Companies, taken as a whole, relative to other comparable
entities operating in the industry in which the Group Companies operate.”
To establish a group of comparable companies for this analysis, DecoPac again relies on the
testimony of its grocery expert, Welsh. He defines DecoPac’s industry as “the supermarket
industry” in general. Kohlberg argues that, because the supermarket industry in general thrived
during the pandemic, DecoPac was disproportionately affected.
Kohlberg’s definition of DecoPac’s industry, however, is overbroad and directly
contradicted by the record. For example, Kohlberg’s internal deal documents, DecoPac’s own
description, and trial testimony from both parties’ suggest a narrower industry definition.
Kohlberg’s sworn interrogatory response also describes DecoPac’s industry as “suppliers of
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ingredients and products used by grocery stores and bakeries to create high-end decorated cakes
for celebratory events,” which is far narrower than Welsh’s definition. Because Welsh’s
description of DecoPac’s industry is overbroad, his conclusions are unpersuasive.
Plaintiffs’ expert, Austin Smith, presented a narrower and more realistic description of
DecoPac’s industry: “[S]uppliers of products used by in-store bakeries and other cake retailers to
decorate cakes and cupcakes for celebratory events and other occasions.” This description more
closely comports with the evidence and trial testimony of both parties than Welsh’s does. Austin
Smith further established that DecoPac’s sales closely tracked two different proxies for the
performance of comparable entities—IDDBA sales data for in-store bakeries and Nielsen data on
decorated cake sales. She determined that it was necessary to use broader industry proxies, as
opposed to comparable companies, because most of DecoPac’s competitors are privately held and
therefore their financials are not publicly available.
Using these proxies, Austin Smith found that, at the time of termination, DecoPac’s total
year-over-year weekly revenue had decreased by approximately 15% and regular sales by
approximately 53%, whereas IDDBA sales data for those same weeks showed approximately a 32%
decrease for in-store bakeries and 42% for cakes. The Nielsen data, which Welsh also utilized,
showed an approximate 39% decrease for decorated cakes during that period. As Austin Smith
correctly concludes in her reports, these data sets do not show that DecoPac faced a disproportionate
impact relative to its industry peers.
Kohlberg therefore did not show that DecoPac experienced a disproportionate effect
relative to comparable entities operating in the same industry. Kohlberg thus fails at every step of
the three-part MAE analysis.
[…]
Kohlberg argues that Plaintiffs breached the Ordinary Course Covenant in two material
respects: by drawing down $15 million on its $25 million revolver and by implementing costcutting measures inconsistent with past DecoPac practice.
The Ordinary Course Covenant provides that, “except . . . as consented to in writing by
[Kohlberg],” Plaintiffs must operate DecoPac “in a manner consistent with the past custom and
practice of the Group Companies (including with respect to quantity and frequency).” Unlike the
Bring-Down Condition, where the degree of non-compliance had to be sufficient to constitute an
MAE, the Covenant Compliance Condition requires compliance with the Ordinary Course
Covenant “in all material respects.” Kohlberg bears the burden of proving that DecoPac did not
comply with the Ordinary Course Covenant in all material respects. Generally, ordinary course
covenants exist to “help ensure that the business the buyer is paying for at closing is essentially
the same as the one it decided to buy at signing.” One way that they serve this purpose is by
mitigating the incentive for the seller to act opportunistically between signing and closing, an
incentive sometimes referred to as the “moral hazard problem.”
This court has interpreted “the contractual term ordinary course to mean the normal and
ordinary routine of conducting business.” “Generally speaking, there are two principal sources of
evidence that the court can examine to establish what constitutes the ordinary course of business.”
The court can look to (i) how similar companies have operated or (ii) how the specific seller
company has operated. In each category, the court may look to how the benchmark operated “both
generally and under similar circumstances.” Where an ordinary course provision includes the
phrase “consistent with past practice” or a similar phrase, however, the court evaluates the second
category only.
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The AB Stable decision provides context for the meaning of the phrase “in all material
respects.” There, the seller owned fifteen limited liability companies, each of which owned a
luxury hotel. Post-signing, the seller closed two of the hotels and severely limited the operations
of the other thirteen, citing both very low demand and government orders as the basis. The seller
also slashed employee headcount, reduced employee hours, and minimized spending on marketing
and capital expenditures, among other changes. The court ultimately found that the seller breached
its obligations under the ordinary course covenant because the seller made extensive changes to
its business due to the COVID-19 pandemic.
In reaching this conclusion, the court explained that the “in all material respects” standard
“does not require a showing equivalent to a Material Adverse Effect, nor a showing equivalent to
the common law doctrine of material breach.” Rather, it seeks to “exclude small, de minimis, and
nitpicky issues that should not derail an acquisition.” Under this standard, “[t]o qualify as a breach,
the deviation must significantly alter the total mix of information available to the buyer when
viewed in the context of the parties’ contract.” Put differently, the materiality standard at issue
asks whether the business deviation significantly alters the buyer’s belief as to the business
attributes of the company it is purchasing.
Kohlberg’s first argument based on the revolver draw fails under this standard. Kohlberg
argues that the size of and reason for the $15 million revolver draw on March 26 render it
inconsistent with past practices and therefore material. It is true that the $15 million draw was
DecoPac’s largest revolver draw since Snow Phipps acquired the company in 2017 and that
DecoPac began considering the revolver draw around the same time at which it prepared a liquidity
forecast.
The record reflects, however, that DecoPac had drawn on this facility five time since late
2017. At trial, Mantel credibly testified that the draw was driven solely by a Snow Phipps policy
implemented broadly among its portfolio companies to address counterparty risks and was not in
response to liquidity issues at DecoPac. Moreover, DecoPac disclosed the draw request to Kohlberg
within one day of making it, offered to repay it within two days of Kohlberg raising issue with it,
and never used any of the funds. This evidence establishes that the revolver draw was not inconsistent
with past practices and did not reflect a material departure from the ordinary course of business. The
partial revolver draw that DecoPac held dormant in its bank account, immediately disclosed, and
offered to repay within days of Kohlberg’s notice does not “significantly alter the total mix of
information available to the buyer when viewed in the context of the parties’ contract.”
Kohlberg’s challenge to the revolver draw fails for the additional reason that the supposed
breach could be cured easily. Section 8.1(d) requires notice of breach and an opportunity to cure.
Delaware law requires compliance with notice and cure provisions unless compliance would be
futile. Kohlberg never provided notice that the revolver draw constituted a breach of the Ordinary
Course Covenant. Plaintiffs’ witnesses testified that the revolver could have been easily and
immediately repaid. This testimony is corroborated by the fact that DecoPac never used the funds
and paid them back by August 2020. Having failed to honor the notice and cure provision as to the
revolver draw, Kohlberg lacked the authority to terminate on April 20 on that basis.
Kohlberg’s second argument based on cost-cutting measures is likewise unavailing.
Kohlberg claims that DecoPac breached the Ordinary Course Covenant by implementing “severe
cost-cutting measures and radical shifts in the ways in which it dealt with customers and suppliers.”
Kohlberg argues that DecoPac minimized marketing, capital expenditures, and labor costs; halted
spending “on all outside consultants”; and instructed its vendors to halt or delay production and
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shipments.
Plaintiffs proved at trial that decreasing labor costs in line with decreased production was
in fact a historical practice of DecoPac. As to the other cost-cutting measures, Plaintiffs contend
that management told Kohlberg before termination that DecoPac would reduce costs in tandem
with the sales decline, “[a]s has been our practice for years.” Since then, it has done just that,
operating as usual, as DecoPac’s witnesses testified. Spending varied only in expected and de
minimis ways from prior years with higher sales. Kohlberg bore the burden of proof but neglected
to meaningfully engage in these points, and Kohlberg’s argument thus fails. […]
Accordingly, Kohlberg has not carried its burden of proving that Plaintiffs breached their
obligations under the Ordinary Course Covenant.
[In the remainder of the opinion, the court – unsurprisingly given the recitation of facts above –
finds that Kohlberg breached its obligation under the SPA to use its reasonable best efforts to
obtain financing for the deal, and that, as a consequence, the financing condition was waived
and seller could obtain specific performance and force the buyer to close. The ultimate outcome
was that Kohlberg and Snow Phipps indeed closed on the transaction, although we do not know
on what terms: see the press release at
https://www.businesswire.com/news/home/20210517005722/en/Kohlberg-Company-AcquiresDecoPac-from-Snow-Phipps-Group-LLC.]
7.1.2 Cooper Tire & Rubber Co. v. Apollo (Mauritius) Holdings Pvt. Ltd. (Del. Ch. 2014)
GLASSCOCK, Vice Chancellor
This matter involves the unraveling of the Agreement and Plan of Merger (the “Merger
Agreement”) by which a large Indian tire manufacturer—Apollo (Mauritius) Holdings Pvt. Ltd
(“Apollo”)—was to buy a large American tire company—Cooper Tire & Rubber Company
(“Cooper”). Among other reasons, acquisition of Cooper was attractive to Apollo because it
would provide Apollo an entree into the Chinese market; a significant part of Cooper’s business
was its majority ownership of an affiliate, a Chinese tire manufacturer, Chengshan Cooper Tires
(“CCT”). Once the merger was announced, however, Cooper’s ownership of the affiliate
emerged as a major obstacle to the deal’s consummation. The minority partner of CCT—known
as Chairman Che—either vehemently opposed the merger or saw it as an opportunity to extort
value from the parties beyond what his minority interest would justify. In either case, he used his
position of authority over the workers and their union to physically seize the CCT facility,
prevent production of Cooper products there, and deny access of the parties to the facility and to
CCT’s financial records.
Consummation of the deal encountered another obstacle: Cooper faced resistance from its
own domestic union, the United Steelworkers (“USW”), which argued that the merger triggered
a contractual right to renegotiation in several of its collective bargaining agreements. An
arbitrator agreed, and Cooper and Apollo reluctantly entered into an agreement with the USW
whereby the merger could not close until a settlement was reached as to the collective bargaining
agreements. Initially barred from the negotiating table by Apollo due to its historically poor
relations with its labor unions, Cooper became increasingly frustrated by Apollo’s lack of
progress in negotiating with the USW. As the deadline loomed for Cooper to report its third
quarter financials—a condition to closing the merger, which Cooper could not fulfill due to the
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disruption at CCT—Cooper began to suspect that Apollo had grown cold to the merger and was
failing to negotiate with the USW in good faith in order to avoid consummating the transaction.
Once Cooper suspected bad faith, the Merger Agreement came a cropper. Cooper sued,
seeking specific performance or damages for breach of contract. Apollo counterclaimed,
requesting that I declare that Cooper had failed to meet all conditions to closing, and was
therefore not entitled to relief. […]
Apollo argues, and requests a judicial declaration stating, that “the conditions to closing
had not been satisfied prior to the trial of this action, and Cooper [was], thus, not in a position to
close the merger.” Specifically, Apollo contends that: (1) the 20-day Marketing Period has not
taken place; and (2) certain of Apollo’s Section 7.2 conditions to closing have not been satisfied,
including that (a) a Material Adverse Effect has taken place; (b) Cooper has not satisfied all of its
covenants and agreements under Article V of the Merger Agreement; and (c) Cooper was in
breach of certain of its representations and warranties under Article VI of the Merger Agreement.
In order for Apollo to prevail on its Motion, only one of these contentions must be true.
Consequently, in my subsequent analysis on the issues, I primarily discuss Cooper’s breach of its
obligation to operate its, and its subsidiaries’, business in the ordinary course during the
pendency of the merger—a covenant under Article V. My finding on that issue is sufficient to
resolve the issues remaining before me. […]
In the analysis below, I find that, due to the CCT strike and physical takeover of the CCT
facility, apparently orchestrated by Chairman Che, and due to Cooper’s reaction to that takeover,
which involved an effort to cut off supply from third-party contractors to CCT, Cooper failed to
comply with Section 5.1(a) of the Merger Agreement, which required Cooper to “cause each of
its subsidiaries to conduct its business in the ordinary course of business.” Compliance with
Section 5.1(a) had a cascade effect on other contractual provisions, including those involving
Material Adverse Effects and the Marketing Period. For purposes of this Memorandum Opinion,
however, because Cooper’s failure to comply with Section 5.1(a) is sufficient to grant the
declaratory judgment Apollo seeks here, I confine my analysis to that issue only.
As described above, pursuant to Section 7.2(b) of the Merger Agreement, Apollo’s
obligation to close was conditioned on Cooper’s fulfillment of certain covenants and agreements
contained in Article V of the Merger Agreement. Section 5.1(a) sets out one such covenant:
From the date of this Agreement and until the Effective Time or the earlier termination of this
Agreement in accordance with its terms, except as (w) otherwise expressly contemplated by this
Agreement . . . [Cooper] shall, and shall cause each of its Subsidiaries to, conduct its business in
the ordinary course of business consistent with past practice and in compliance in all material
respects with all material applicable Laws, and shall, and shall cause each of its Subsidiaries to,
use its commercially reasonable efforts to preserve intact its present business organization, keep
available the services of its directors, officers and employees and maintain existing relations and
goodwill with customers, distributors, lenders, partners, suppliers and others having material
business associations with it or its Subsidiaries.
Apollo contends that Cooper has failed to cause CCT to “conduct its business in the
ordinary course of business consistent with past practice,” or to “use its commercially reasonable
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efforts to preserve intact its present business organization, keep available the services of its
directors, officers and employees and maintain existing relations and goodwill with customers,
distributors, lenders, partners, suppliers and others having material business associations with it
or its Subsidiaries.” I address those contentions below. […]
Pursuant to Section 5.1(a) of the Merger Agreement, Cooper must fulfill two separate
obligations. First, Cooper “shall, and shall cause each of its Subsidiaries to, conduct its business
in the ordinary course of business consistent with past practice and in compliance in all material
respects with all material applicable Laws.” Second, Cooper:
shall, and shall cause each of its Subsidiaries to, use its commercially reasonable
efforts to preserve intact its present business organization, keep available the
services of its directors, officers and employees and maintain existing relations
and goodwill with customers, distributors, lenders, partners, suppliers and others
having material business associations with it or its Subsidiaries.
Notably, the second clause of Section 5.1(a) contemplates the use of “commercially reasonable
efforts” by Cooper and its subsidiaries, while the first clause imposes an unconditional
obligation.
The parties dispute whether the first or second clause of Section 5.1(a) applies, and, as a
result, whether Cooper’s obligation to conduct the business of CCT was governed by a
“commercially reasonable efforts” standard. Apollo argues that under the first clause of Section
5.1(a), Cooper has an unqualified obligation to cause CCT to operate its business in the ordinary
course, consistent with past practice, and that Cooper was unable to satisfy this obligation due to
the lockout at CCT. According to Apollo, such a reading “makes sense because a company can
reasonably be tasked with an absolute requirement to take its own actions, and to cause its
subsidiaries to do so, ‘in the ordinary course.’” Conversely, Apollo notes that the commercially
reasonable efforts standard appearing in the second clause of Section 5.1(a) makes business
sense in a situation not applicable here, as “with respect to its relationship with third-parties, all
that [Cooper] can do is employ commercially reasonable efforts to ensure that others maintain
their ‘material business associations with it or its Subsidiaries.’” Apollo emphasizes that its
reading of Section 5.1(a) is also consistent with Section 6.8, which provides that, “[w]henever
this Agreement requires a Subsidiary of [Cooper] to take any action, such requirement shall be
deemed to include an undertaking on the part of [Cooper] to cause such Subsidiary to take such
action.”
By contrast, Cooper argues that the language of Section 5.1(a) distinguishes between
“those aspects of Cooper’s and CCT’s business that are fully within their control, and those
aspects that involve third parties,” such as CCT’s employees or partners. According to Cooper,
Section 5.1(a) imposes an obligation on Cooper to operate its subsidiaries’ businesses only in
relation to those “things that are completely within the control of Cooper or CCT,” while a
commercially reasonable efforts standard applies “[w]here third parties, such as Cooper’s or
CCT’s employees and partners[,] are involved.” Cooper argues that, because “the disruptions at
CCT relate entirely to Cooper’s ability to maintain existing relations with its joint venture partner
and CCT’s ability to keep available the services of employees and labor unions,” Section 5.1(a)
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only obligates Cooper to use commercially reasonable efforts to maintain CCT’s business.
According to Cooper, its efforts satisfied that standard.
Even accepting Cooper’s reading of Section 5.1(a), I find that events at CCT cannot be
fairly characterized as bearing solely on “Cooper’s ability to maintain existing relations with its
joint venture partner and CCT’s ability to keep available the services of employees and labor
unions.” Although Cooper characterizes events at CCT as a labor strike, trial testimony and
evidence in the record make clear that the disruptions at CCT were far more complicated. The
events at CCT do not represent a traditional dispute between labor and capital. CCT employees
were not attempting to secure better working conditions or other concessions from their
employer, nor were they actively contesting the details of the deal. Instead, CCT employees were
told by certain members of management acting under the direction of Chairman Che that they
would lose their jobs if they did not strike; that order, in all likelihood, was given not primarily
as a result of a disagreement about the Cooper-Apollo deal terms as they affected employees, but
for reasons personal to Chairman Che himself. In other words, what appeared to be a labor strike
was in fact a mechanism used by Chairman Che to advance his efforts to physically seize the
joint venture—a seizure he was legally not entitled to make as he retained only a minority voting
interest.
Moreover, the events at CCT were not, as Cooper avers, centered on Cooper’s “ability to
maintain existing relations with its joint venture partner,” Chairman Che; rather, the events at
CCT were precipitated by Che’s physical takeover of the facilities. As a result of Chairman
Che’s instigation, Cooper’s largest subsidiary—which Cooper had undertaken in the Merger
Agreement to cause to operate in the ordinary course consistent with past practice—stopped
producing Cooper-branded tires or generating financial statements, and physically prevented
Cooper employees from accessing records and facilities. These aspects of the disruption do not
implicate Cooper’s ability to “keep available the services of its . . . employees” or “maintain
existing relations and goodwill with customers . . . partners, [or] suppliers,” as Cooper contends,
but Cooper’s ability to cause its subsidiary—an entity Cooper legally controlled with its 65%
ownership interest—to operate in the ordinary course of business. This Court has previously
interpreted the contractual term “ordinary course” to mean “[t]he normal and ordinary routine of
conducting business.” As noted above, CCT halted production of Cooper-branded tires, restricted
“certain Cooper employees . . . from entering parts of CCT,” and “limited [Cooper’s] access to
the financials [of CCT].” Cooper, moreover, had only “limited information about to whom
[CCT] products [were] being sold.”
In fact, Cooper’s own actions, while perhaps a reasonable reaction to the extra-legal
seizure of CCT, evinces a conscious effort to disrupt the operations of the facility. Cooper itself
suspended payments to suppliers who continued to ship materials to CCT. As Cooper CFO Brad
Hughes testified, “What we did is we said to suppliers that if they had not shipped material that
had been—that we would pay for what had been received. We would not pay for shipments that
were following a particular point in time.” In an internal email dated September 25, 2013 from
Cooper’s Senior Vice President and General Manager of Asia Operations, Allen Tsaur, to the
President of Cooper’s International Tire Division, Hal Miller, which Mr. Miller subsequently
forwarded to Cooper CEO Roy Armes and General Counsel Steve Zamansky, Mr. Tsaur
summarized what he anticipated to be the likely consequences of Cooper’s plan to cut off
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payment to CCT’s suppliers:
• OE customers are likely to sue CCT for contract violation and lost time penalty.
Please note that CCT supplies to all top 5 truck companies in China
• The raw material payment of 40M RMB is not all for new purchase. Some are
for goods already received. Along with our suppliers, they are likely to sue CCT
for delinquency.
• Many suppliers are in CCT Purchasing Department office everyday demanding
payment.
• CCT is likely to lose in the lawsuits for contract violation and lost time penalty
to OE and delinquency for suppliers. The consequence can be very bad as not
only we need to pay [sic] but also ruin the creditability. CCT will need to buy on
cash in the future.
Reflecting on the plan to “put pressure on Che,” Mr. Tsaur concluded: “What this means is that
we officially shut down CCT given the low possibilities of Che’s willingness to enter financial
data. Of course, the issues will go away if Che agrees to enter data for whatever reason. That is
currently our only hope to avoid the showdown.” These elements of the CCT lockout illustrate
Cooper’s failure to cause CCT—its largest subsidiary—to conduct business in the ordinary
course, and demonstrate just the opposite.
Cooper asserts that the phrase “except as . . . otherwise expressly contemplated by [the
Merger] Agreement” in Section 5.1(a) “naturally incorporates the expressly-contemplated
exclusions from events constituting [a Material Adverse Effect].” Cooper argues that, because
“the parties expressly agreed that disruptions at CCT caused by the merger would not permit
Apollo to abandon the deal,” it would be illogical if “the very same event that the parties’
intended would not prevent a closing as [a Material Adverse Effect] would prevent a closing by
reason of a breach of Section 5.1(a).” Citing to this Court’s decision in In re IBP, Inc.
Shareholders Litigation, Cooper argues that “[s]uch an interpretation, which requires Section[]
5.1(a) . . . to be read in isolation, and not in connection with the [Material Adverse Effect]
exclusions, is not only wrong but ‘would be unreal to men of business and practical affairs.’”
Section 7.2(c) provides, as a condition to closing, that “[e]xcept for any event, state of
facts or circumstances disclosed in the Company Disclosure Letter, since December 21, 2012,
there shall not have occurred any event, state of facts or circumstances which, individually or in
the aggregate, would reasonably be expected to have a Material Adverse Effect.” The Merger
Agreement defines “Material Adverse Effect” by laying out two general categories—subsections
(i)and (ii)—and a series of specific carve-outs to subsection (i)—subsections (i)(A)-(J):
“Material Adverse Effect” means any fact, circumstance, event, change, effect or
occurrence that (i) has had or would reasonably be expected to have a material
adverse effect on the business, results of operations or financial condition of the
Company, its Subsidiaries and Joint Ventures, taken as a whole, but will not
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include facts circumstances, events, changes, effects, or occurrences to the extent
attributable to . . . (F) the execution and delivery of this Agreement or the public
announcement or pendency of the Merger or any of the other Transactions or the
Financing, including the impact thereof on the relationships, contractual or
otherwise, of the Company or any of its Subsidiaries with employees, labor
unions, customers, suppliers or partners, and any litigation arising from
allegations of any breach of fiduciary duty or violation of Law relating to this
Agreement or the transactions contemplated by this Agreement or compliance by
the Company with the terms of this Agreement . . . ; or (ii) that would reasonably
be expected to prevent or materially delay or impair the ability of [Cooper] to
perform its obligations under this Agreement or to consummate the Transactions.
As noted above, Cooper argues that “[i]f Cooper and Apollo specifically agreed that a negative
reaction to the merger by Cooper’s labor unions or joint venture partners would not prevent a
closing under the [Material Adverse Effect] clause, it is implausible to think that the Merger
Agreement would construe those very same circumstances as preventing a closing due to alleged
non-compliance with Section 5.1(a).”
In IBP, then-Vice Chancellor Strine, in evaluating a plaintiff-seller’s request for specific
performance of a merger agreement, addressed the defendant-buyer’s defense that the seller had
breached certain representations made in the merger agreement when it restated its financial
information due to the discovery of improper accounting practices. The relevant provision of the
agreement in that case represented that, “[e]xcept as set forth in Schedule 5.11 [or the Warranted
Financials], there are no liabilities of the Company or any Subsidiary of any kind whether
accrued, contingent, absolute, determinable or otherwise.” Schedule 5.11 expressly disclosed that
the seller may be subject to further liabilities associated with improper accounting practices, and
the buyer acknowledged that the seller’s restatement of its financials did not breach Schedule
5.11; nevertheless, the buyer argued that the same facts expressly carved out of Schedule 5.11—
the incurrence of liabilities due to the restatement of financial information—breached
representations made in the “Warranted Financials.” The Court rejected that argument,
explaining that at trial, the buyer’s CFO could not articulate why the parties would have agreed
to such a scheme, while the buyer’s general counsel “admitted that it made no economic
difference whether the Warranted Financials were restated to record the liabilities or whether
those liabilities were recorded in a filing for a later period.” Considering the provisions together
with additional extrinsic evidence, then-Vice Chancellor Strine concluded that “the record
reveals that this sort of hair-splitting has no rational commercial purpose,” and that the buyer’s
construction of the merger agreement did not reflect the parties’ intent at the time of drafting.
Here, by contrast, a rational business purpose is evident in the parties’ drafting of the
definition of Material Adverse Effect in Section 10.2. Subsection (i) states that any event that
“has had or would reasonably be expected to have a material adverse effect on the business,
result of operations or financial condition of [Cooper], its Subsidiaries and Joint Ventures,” will
constitute a Material Adverse Effect, provided that the event does not fall under certain
enumerated exceptions. Subsection (ii) further provides that an event “that would reasonably be
expected to prevent or materially delay or impair the ability of [Cooper] to perform its
obligations under this Agreement or to consummate the Transaction” will nevertheless also
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constitute a Material Adverse Effect.
If subsection (i) were properly to be considered in isolation, Cooper might be correct that
the lockout at CCT falls under the exclusion enumerated in subsection (i)(F), which exempts
from the definition of Material Adverse Effect the impact of the pendency of the merger on the
relationships of Cooper and its subsidiaries or partners. However, it is axiomatic that contractual
provisions must be read to make sense of the whole. While Cooper understands subsection (i) to
shift the risk of certain events, including the lockout at CCT, wholly onto Apollo, the parties
made clear under subsection (ii) that Apollo would bear the risk of such an event only so long as
that event would not “reasonably be expected to prevent or materially delay or impair the ability
of [Cooper] to perform its obligations under [the Merger Agreement].” In other words, the
logical operation of the definition of Material Adverse Effect shifts the risk of any carved-out
event onto Apollo, unless that event prevents Cooper from complying with its obligations under
the Merger Agreement; the parties agreed not to excuse Cooper for any such breach.
Evaluating the language of the Material Adverse Effect definition in Section 10.2 in the
context of the entire transaction bolsters this reading. […] That the parties negotiated a provision
in the definition of Material Adverse Effect that protected Apollo’s contractual right to require
Cooper to comply with its obligations, when those obligations would impact Apollo’s ability,
among other things, to obtain financing, is not commercially unreasonable. Unlike the irrational
contractual interpretation propounded by the buyer in IBP, Apollo has convincingly articulated
why the parties intended, under subsection (i), to exclude as a Material Adverse Effect an event
such as the labor disruption at a subsidiary but, under subsection (ii), to nevertheless require
Cooper to comply with its obligations if such an event occurred.
Having determined that the carveout under subsection (i)(F) does not prevent Apollo
from enforcing Cooper’s obligations under the Merger Agreement, I conclude that Cooper
breached its obligations under Section 5.1(a), thereby relieving Apollo of its obligations to close
pursuant to Section 7.2(b). Having found that Cooper had not satisfied the condition in Section
7.2(b), I do not find it necessary to consider the other conditions that Apollo alleges Cooper
failed to meet, and Apollo is entitled to a declaratory judgment that the conditions to closing
remained unsatisfied as of the trial date. […]
7.1.3 Williams Cos. v. Energy Transfer Equity, L.P., 159 A.3d 264 (Del. 2017)
VAUGHN, Justice, for the Majority:
This appeal arises from a merger agreement under which Energy Transfer Equity, L.P.
(“ETE”), a Delaware limited partnership, agreed to acquire the assets of The Williams
Companies, Inc., (“Williams”), a Delaware corporation. Both Williams and ETE are involved in
the gas pipeline business. The Agreement and Plan of Merger (the “Merger Agreement” or “the
Agreement”) signed by Williams and ETE contemplated two steps. In the first step, Williams
would merge into a new entity, Energy Transfer Corp LP (“ETC”), a Delaware limited
partnership taxable as a corporation. ETE would transfer $6.05 billion in cash to ETC in
exchange for 19% of ETC’s stock. The $6.05 billion and 81% of ETC’s stock would be
distributed to the Williams stockholders in exchange for their Williams stock. In step two, ETC
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would transfer the Williams assets to ETE in exchange for newly issued ETE Class E partnership
units. The number of Class E units transferred and ETC shares issued would be the same number
and the two were expected to be similar in value. The result would be that the Williams
shareholders would receive $6.05 billion plus 81% of ETC’s stock, ETE would receive the
Williams assets and 19% of ETC’s stock, and ETC would own ETE Class E partnership units
equal in number to the shares issued by ETC. The merger was conditioned upon the issuance of
an opinion by ETE’s tax counsel, Latham & Watkins LLP (“Latham”), that the second step of
the transaction, the transfer of Williams’ assets to ETE in exchange for the Class E partnership
units, “should” be a tax-free exchange of a partnership interest for assets under Section 721(a) of
the Internal Revenue Code (the “721 opinion”). The Agreement also contained provisions that
required the parties to use “commercially reasonable efforts” to obtain the 721 opinion and to use
“reasonable best efforts” to consummate the transaction.
After the parties entered into the Agreement, the energy market suffered a severe decline
which caused a significant loss in the value of assets of the type held by Williams and ETE. This
caused the transaction to become financially undesirable to ETE. It also led to ETE raising an
issue as to whether the IRS might view a portion of the $6.05 billion not as payment only for the
ETC stock, but as payment in part for the Williams assets, thus rendering the second step of the
merger taxable. This issue ultimately led to Latham being unwilling to issue the 721 opinion.
Since the 721 opinion was a condition of the transaction, ETE indicated that it would not proceed
with the merger.
Williams then sought to enjoin ETE from terminating the Merger Agreement, arguing
that ETE breached the Agreement by failing to “use commercially reasonable efforts” to obtain
the 721 opinion and “reasonable best efforts” to consummate the transaction. Williams also
argued that ETE was estopped from terminating the Agreement by a representation it made in the
Agreement that it knew of no facts that would prevent the second step of the transaction from
being treated as tax-free at the time the parties entered into the agreement.
The Court of Chancery rejected Williams’ arguments. Williams argues on appeal that the
Court of Chancery erred by interpreting “commercially reasonable efforts” and “reasonable best
efforts” as imposing on ETE only a negative duty not to obstruct performance of the Agreement.
The Court should, Williams contends, have interpreted the covenants as creating affirmative
obligations on the part of ETE to work to ensure performance of the Agreement. Williams also
argues that the Court of Chancery should have recognized that ETE’s acts and omissions failed
to comply with its affirmative obligations to try to obtain the 721 opinion. Williams further
argues that the Court of Chancery erred by placing upon it the burden of proving that ETE’s
breach of covenants materially contributed to the failure of the closing condition and that it
should have shifted that burden to ETE. Finally, it argues that ETE should be estopped from
terminating the Agreement because it represented in the Agreement that it did not “know[ ] of
the existence of any fact that would reasonably be expected to prevent [the transaction] from
qualifying as an exchange to which Section 721(a) of the Code applies.”
In rejecting Williams’ arguments, the Court of Chancery concluded that ETE did not
breach its covenants. For the reasons which follow, we find that the Court adopted an unduly
narrow view of the obligations imposed by the covenants. We also agree with Williams that if a
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proper analysis of ETE’s covenants led to a conclusion that ETE breached those covenants, the
burden would shift to ETE to prove that its breaches did not materially contribute to the failure
of the closing condition.
The Court of Chancery concluded that Latham’s determination that it could not issue the
721 opinion was a good faith determination made by it independent of any conduct by ETE. This
finding of fact is not challenged on appeal. Since the facts as found by the Court of Chancery are
that ETE’s conduct, or lack of conduct, did not contribute to Latham’s decision not to issue the
721 opinion, we are satisfied that when the burden of proving that ETE’s alleged breach of
covenants is properly placed on it, ETE did meet its burden of proving that any alleged breach of
covenant did not materially contribute to the failure of the Latham condition.
We also agree with the Court of Chancery’s finding that ETE was not estopped from
terminating the Agreement. Accordingly, the judgment of the Court of Chancery will be
affirmed.
Williams, a Delaware corporation, is an energy infrastructure company which owns and
operates midstream assets and interstate natural gas pipelines. ETE is a Delaware limited
partnership which, along with its family of companies, owns and operates tens of thousands of
miles of pipelines which transport natural gas, natural gas liquids, refined products, and crude
oil. Williams and ETE entered into the above-described Merger Agreement in September, 2015.
As mentioned, the parties agreed that a condition precedent to the merger was that ETE’s
tax counsel, Latham, issue an opinion that the second step of the transaction, ETC’s transfer of
Williams’ assets to ETE in exchange for partnership units of ETE, “should” qualify as tax free
under Section 721(a) of the Internal Revenue Code. Section 721 provides that “[n]o gain or loss
shall be recognized to a partnership or to any of its partners in the case of a contribution of
property to the partnership in exchange for an interest in the partnership.” In addition to agreeing
that the parties would use “commercially reasonable efforts” to obtain this tax opinion, the
parties broadly agreed that they would use their “reasonable best efforts to take, or cause to be
taken, all actions, and to do, or cause to be done, and to assist and cooperate with the other
parties in doing, all things necessary, proper or advisable to consummate and make effective, in
the most expeditious manner practicable” the merger. At the time that the parties entered into the
Agreement, the parties and their tax advisors all believed that the second step of the transaction
would qualify as tax free under § 721(a).
After the energy market went into a severe decline, ETE’s publicly traded partnership
units dwindled to between a third and half of their value as compared to their value at the time
the Agreement was signed, leaving ETE concerned about the effect of fulfilling its $6.05 billion
cash obligation to ETC. The parties discussed restructuring or terminating the Agreement, but
were unable to reach an alternative arrangement. The record is quite clear that ETE strongly
desired that the transaction not go forward.
ETE explored financing alternatives and ultimately decided to issue a new class of equity
units that would reduce its cash distributions in the short term. ETE pursued a potential public
offering of those units. Williams, however, refused to disclose financial information that was
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required for ETE to complete the necessary filings with the Securities and Exchange
Commission. On March 8, 2016, ETE completed a private offering of convertible units instead.
In March 2016, while evaluating what steps ETE might take to respond to the down turn
in the energy market, Brad Whitehurst, ETE’s Head of Tax, according to his testimony,
discovered an aspect of the second step of the transaction which he had not previously
considered. He testified that he originally thought that the $6.05 billion was to be exchanged for
a floating number of ETC shares. In March, he realized that it was to be exchanged for a fixed
number of shares. Whitehurst then realized that the decline in ETE’s unit price caused the 19%
of ETC shares, which ETE was to receive in the merger, to be worth substantially less than the
$6.05 billion ETE was obligated to pay for those shares. He testified that the ETC shares which
ETE was to receive would be worth only about $2 billion. He was concerned that the IRS might
attribute a portion of the $6.05 billion to the acquisition of the Williams assets, causing the
second step in the merger to become a taxable event.
Whitehurst notified ETE’s chairman of his concern and on March 29, 2016, Whitehurst
contacted Latham and asked it to consider whether the difference in value between the $6.05
billion and the 19% of ETC shares would cause a tax problem. Prior to this, Latham was fully
prepared to issue the 721 opinion and had not considered how a change in ETE’s unit price
would affect its opinion. The attorneys at Latham extensively analyzed the transaction. After
consulting with Wachtell, Lipton, Rosen & Katz, ETE’s deal counsel, and Vinson & Elkins LLP,
ETE’s litigation counsel, Latham indicated to ETE that it was likely unable to issue the 721
opinion.
On April 7, 2016, Whitehurst contacted Morgan, Lewis & Bockius (“Morgan Lewis”),
ETE’s specially retained tax counsel, and asked that firm to analyze the tax consequences of the
Merger Agreement, specifically expressing his concern about the decreased value of ETE’s
partnership units.
On April 11, 2016, Latham informed ETE that it had conclusively determined that it
would be unable to issue the 721 opinion as of that date. Latham was concerned that the IRS
could attribute the amount by which the $6.05 billion exceeded the value of the ETC stock to the
Williams assets under the disguised sale rules in Section 707 of the Internal Revenue Code. It
communicated its position to Cravath, Swaine & Moore LLP (“Cravath”), Williams’ tax and deal
counsel, the next day.
In the meantime, Morgan Lewis—independent of and without consulting Latham—
concluded that it could not issue a 721 opinion if asked. Morgan Lewis was concerned that the
IRS might conclude that the parties had specifically allocated the cash to the ETC stock (and not
to the Williams assets) for tax purposes, and that the second step was likely taxable as a
disguised sale.
Cravath disagreed with Latham’s conclusion, but on April 14, 2016 it offered two
proposals that it thought would potentially fix the issue with the 721 opinion. Latham reviewed
the proposals and determined that neither would result in its issuance of the 721 opinion.
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In an April 18, 2016 amendment to ETC’s proxy statement, ETE disclosed that Latham
had advised that as of that time it would not be able to deliver a 721 opinion. In late April,
Cravath then had Gibson, Dunn & Cruther, LLP, Williams’ other deal counsel, review the issue.
It ultimately determined that it could give a “weak-should” opinion if asked, but initially
acknowledged that it would be difficult to reach such a conclusion. At the time of the
proceedings below, Latham held the position that it would be unable to issue the 721 opinion and
anticipated that it would be unable to do so by the closing date.
Williams filed its first complaint against ETE and LE GP, LLC on April 6, 2016,
challenging ETE’s private offering of convertible partnership units. […] This appeal concerns
only Williams’ claims regarding the 721 opinion.
In its second complaint, Williams asserted its claims that ETE breached the Agreement
by failing to use “commercially reasonable efforts” to obtain the 721 opinion from Latham and
“reasonable best efforts” to complete the transaction and, therefore, could not rely on the failure
of the 721 opinion condition to terminate the agreement; and that ETE misrepresented that it
knew of no facts that would reasonably prevent the second step of the transaction from being
treated as tax-free, which estopped ETE from terminating the Agreement. Williams sought a
declaration that the defendants had committed material breaches of the Agreement and a
permanent injunction to enjoin the defendants from terminating the Agreement.
The Court of Chancery began its analysis by deciding whether Latham’s conclusion that
it could not issue the 721 opinion was made in good faith. It carefully and extensively considered
the facts and circumstances surrounding Latham’s decision not to issue the 721 opinion. The
Court noted that the parties deliberately conditioned the merger on Latham’s subjective opinion
that the transaction “should” be tax free under § 721(a), meaning that “it is quite likely that the
[tax] decision will be upheld.”
The Court of Chancery realized that Latham had competing interests with regard to its
issuance of the 721 opinion: while Latham’s client, ETE, would benefit substantially from its
refusal to issue the 721 opinion, Latham also had an interest in maintaining its reputation by
delivering an opinion that was consistent with its preliminary assessment from the time that the
parties entered into the Agreement. The Court concluded that Latham’s ultimate refusal to issue
the 721 opinion went against its reputational interests. After reviewing the testimony, the Court
found that “Latham took this responsibility [to deliver the 721 opinion] seriously.” The Court
noted that there were a variety of opinions reached regarding the tax consequences of the
transaction which indicated “the closeness of the issue and the unusual nature of the transaction
here.” The Court came to the conclusion that Latham acted independently and in good faith in
determining that it could not issue the 721 opinion. The Court therefore found that as of the date
of its opinion, the 721 opinion condition had not been satisfied.
The Court of Chancery next considered Williams’ claim that ETE breached its
contractual obligation to use commercially reasonable efforts to obtain the 721 opinion. It began
by noting that the term “commercially reasonable efforts” was not defined in the Agreement and
there is no case law clearly defining the phrase. It then examined the discussion of “reasonable
best efforts” which appears in the Court of Chancery case of Hexion Specialty Chemicals, Inc. v.
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Huntsman Corp. The Court found that Hexion equated “reasonable best efforts” with good faith,
and that “reasonable best efforts” was similar to “commercially reasonable efforts.” From this, it
concluded that ETE was “bound ... to do those things objectively reasonable to produce the
desired 721 Opinion.”
The Court observed that Williams could not point to any commercially reasonable
efforts, or objectively reasonable actions, that ETE could have taken to secure the 721 opinion
from Latham. The Court also found that Whitehurst did not breach the “commercially reasonable
efforts” covenant merely by bringing the § 721 issue to Latham’s attention because, as the Vice
Chancellor had already determined, Latham made its determination independently and in good
faith. The Court also addressed Williams’ heavy reliance on the Hexion case by distinguishing
the case from the facts before him. It noted that in Hexion , the company hired an advisor and
“knowingly fed the advisor misleading or inaccurate information” to receive an opinion that
would allow it to avoid a merger. In the current case, the Court of Chancery observed that the
record did not reflect any affirmative acts taken by ETE to mislead Latham and prevent the
issuance of the 721 opinion.
Finally, the Court of Chancery addressed Williams’ claim that ETE falsely represented
that it knew of nothing that would indicate that the 721 opinion could not be issued as of the date
the Agreement was signed. It noted that Latham’s analysis was not a “fact” that required
disclosure and was instead a theory of tax liability that was not developed at the time of signing
the Agreement. The Court concluded that ETE did not breach its representations and warranties
regarding the 721 opinion.
Based on its analysis, the Court of Chancery denied Williams’ request to enjoin ETE
from terminating the merger based on the failure to obtain the 721 opinion from Latham. This
appeal followed. […]
Williams first claims that the Court of Chancery erred by improperly deciding that ETE
did not breach its efforts obligations because it interpreted “commercially reasonable efforts” and
“reasonable best efforts” as imposing only a negative duty not to thwart or obstruct performance
of the Agreement, rather than an affirmative duty to help ensure performance. It argues that the
Court of Chancery should have recognized that ETE’s acts and omissions constituted a breach of
its covenants because those acts and omissions were a failure by ETE to comply with its
affirmative obligations to try to obtain the 721 opinion.
Pertinent findings by the Vice Chancellor on this issue are as follows:
Williams has not pointed to other facts which [ETE] withheld from or
misrepresented to Latham that have caused it to withhold the 721 Opinion. There
is simply nothing that indicates to me that [ETE] has manipulated the knowledge
or ability of Latham to render the 721 Opinion, or failed to fully inform Latham,
or do anything else, whether or not commercially reasonable, to obstruct
Latham’s issuance of the condition-precedent 721 Opinion, or that had a material
effect on Latham’s decision. Therefore, I have no basis to find that [ETE] is in
material breach of the commercially reasonable efforts requirement.
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The Vice Chancellor distinguished Hexion from the present case:
Unlike the record in this case, in Hexion the buyer actively and affirmatively
torpedoed its ability to finance. If the record here reflected affirmative acts by
[ETE] to coerce or mislead Latham, by which actions it prevented the issuance of
the [721 Opinion], the facts here would more resemble Hexion , and the outcome
here would likely be different.
The Court of Chancery in this case took an unduly narrow view of Hexion. The buyer in Hexion
required financing to complete the transaction. With respect to the financing requirement, the
court there observed that “to the extent that an act was both commercially reasonable and
advisable to enhance the likelihood of consummation of the financing, the onus was on [the
buyer] to take that act .” After the buyer developed concerns about the solvency of the combined
entity, the court in Hexion observed that “a reasonable response to such concerns might have
been to approach the [seller’s] management to discuss the issue and potential resolutions of it.”
Later, after the buyer consulted with advisors and developed a more substantial solvency
concern, the court observed that the buyer “was then clearly obligated to approach [the seller’s]
management to discuss the appropriate course to take to mitigate” the solvency concerns. The
buyer chose not to approach the seller’s management, and the court reasoned “[that] choice alone
would be sufficient to find that [the buyer] had knowingly and intentionally breached its
covenants under the merger agreement.” Hexion, with which we agree, recognized that
covenants like the ones involved here impose obligations to take all reasonable steps to solve
problems and consummate the transaction.
Section 5.03 of the Agreement in this case states:
[The parties] shall use [their] reasonable best efforts to, and shall cause their
respective Affiliates to use reasonable best efforts to, take, or cause to be taken,
all actions, and to do, or cause to be done, and to assist and cooperate with the
other parties in doing, all things necessary, proper, or advisable to consummate
and make effect, in the most expeditious manner practicable, the [merger] ...
This language not only prohibited the parties from preventing the merger, but obligated the
parties to take all reasonable actions to complete the merger. Section 5.03 also provides that the
parties will “us[e] reasonable best efforts to accomplish the following: (i) the taking of all acts
necessary to cause the conditions to Closing to be satisfied as promptly as practicable.”
Section 5.07 states that “[the parties] shall cooperate and each use its commercially
reasonable efforts to cause (i) the Merger to qualify for [tax free treatment under Section 721].”
These provisions placed an affirmative obligation on the parties to take all reasonable steps to
obtain the 721 opinion and otherwise complete the transaction. The Court of Chancery erred here
by focusing on the absence of any evidence to show that ETE caused Latham to withhold the 721
opinion.
There was evidence, recognized by the Court of Chancery, from which it could have
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concluded that ETE did breach its covenants, including evidence that ETE “did not direct
Latham to engage earlier or more fully with Williams’ counsel, failed itself to negotiate the issue
directly with Williams, failed to coordinate a response among the various players, went public
with the information that Latham had declined to issue the 721 Opinion, and generally did not
act like an enthusiastic partner in pursuit of consummation of the [Merger Agreement].” For the
foregoing reasons, the Court of Chancery did not properly analyze whether or not ETE breached
its covenants.
Williams next contends that, after finding that ETE breached its covenants, the Court of
Chancery should have shifted the burden to ETE to prove that its breach did not materially
contribute to the failure of the closing condition. We agree that once a breach of a covenant is
established, the burden is on the breaching party to show that the breach did not materially
contribute to the failure of the transaction. The plaintiff has no obligation to show what steps the
breaching party could have taken to consummate the transaction. To the extent the Vice
Chancellor discusses the burden of proof on causation in the text of his opinion, he appears to
improperly place that burden upon Williams with comments such as this: “Williams can point to
no commercially reasonable efforts that [ETE] could have taken to consummate the [merger];
specifically, in this context, actions available to [ETE] that would have caused Latham, acting in
good faith, to issue the 721 Opinion.”
This quotation appears in the section of the Court of Chancery’s opinion in which it
analyzes whether ETE breached its covenants. Since the Court concluded that ETE did not
breach its covenants, it did not separately analyze in the text of its opinion whether a breach of
covenant materially contributed to the failure of the transaction. It did, however, acknowledge
and address the burden of proof issue in a footnote:
Williams appears, in post-trial briefing to argue that the burden is on [ETE ] to
demonstrate a negative—that its lack of more forceful action after discovering the
Section 721(a) problem did not cause Latham’s inability to render the 721
Opinion. Williams cites this Court’s decision in WaveDivision Holdings, LLC v.
Millennium Digital Media Sys., LLC for the proposition that “[i]t is an
established principle of contract law that where a party’s breach by
nonperformance contributes materially to the nonoccurrence of a condition of one
of his duties, the nonoccurrence is excused,” and that “once it has been
determined that [a defendant] breached [the contract], the burden of showing
that breach did not materially contribute to [failure of the condition] is properly
placed on [the defendant].” This is unremarkable; once a plaintiff has
demonstrated a breach leading to adverse consequences, it is an affirmative
defense that the consequences were otherwise unavoidable. The problem for
Williams is that the record is barren of any indication that the action or inaction
of the Partnership (other than simply drawing Latham’s attention to the problem)
contributed materially to Latham’s inability to issue the 721 Opinion. This is true
regardless of whether [ETE’s] actions were commercially reasonable. In other
words, no matter how I allocate the burden of proof, the result is the same.
This footnote demonstrates that the Court of Chancery considered the result it would reach if it
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found that ETE breached its covenants as alleged by Williams and shifted the burden to ETE to
show that such breach did not materially contribute to the failure of the 721 opinion condition.
The Court finds in its footnote that when so analyzed, ETE met its burden by showing “that the
record is barren of any indication that the action or inaction of the Partnership (other than simply
drawing Latham’s attention to the problem) contributed materially to Latham’s inability to issue
the 721 Opinion.” This determination is based on findings of fact which are not clearly
erroneous. For this reason, we have concluded that Williams’ argument that the Court of
Chancery should be reversed because it improperly placed the burden of proving causation upon
it, must fail.
[…] For the foregoing reasons, the judgment of the Court of Chancery is affirmed. The
time for filing a motion for reargument is shortened to seven days.
STRINE, Chief Justice, dissenting:
The world can look much different depending on the lens through which you view it.
That is certainly the case when you are a judge or a jury. And the lens that a judge uses when he
determines whether a party has breached a contract and caused harm is supposed to influence
how he assesses the evidence before him. In the parlance of judges, the terms “burden of proof”
and “standard of review” refer to the pair of glasses you wear to decide a case.
In this case, there is no doubt that the Court of Chancery acted with its historic diligence
in addressing expedited litigation involving a huge record with rapid speed and issuing a
thoughtful, careful decision. My friends in the Majority affirm the outcome of that decision, even
though they concede that the Court of Chancery did not view the case through the appropriate
lens. The Court of Chancery’s decision focuses intently on one issue, whether the person I will
call the “Latham Tax Lawyer” was honest when he said he could not give the required tax
opinion. But, that was not the relevant issue. The fact that the Latham Tax Lawyer did not give
the required tax opinion was not contested. If it had been the central issue, there would not have
been a case. The question was why the Latham Tax Lawyer did not give the required opinion,
and that was not a question centrally dependent on his state of mind, as if he was the defendant in
a fraud trial.
The Majority admits that the Court of Chancery did not analyze that question of why the
Latham Tax Lawyer did not give the required opinion in the appropriate manner. The need for
the opinion came about when an oil and natural gas pipeline operator, ETE, agreed to buy
another pipeline operator, Williams. They signed a merger agreement on September 28, 2015.
Like the Majority, I refer to that agreement as the “Merger Agreement.” I also use “721 opinion”
the way the Majority does, to refer to an opinion by the Latham Tax Lawyer, required by the
Merger Agreement as a condition to closing, that the transfer of Williams’ assets in exchange for
partnership units “should” be a tax-free exchange under Section 721(a) of the Internal Revenue
Code.
The Merger Agreement imposed a specific duty on ETE in connection with the 721
opinion, which was to use “commercially reasonable” efforts to obtain the opinion. That is an
affirmative covenant and a comparatively strong one. Instead of determining whether ETE in fact
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used commercially reasonable efforts to obtain the 721 opinion, the Court of Chancery focused
on whether ETE had somehow prevented the Latham Tax Lawyer from giving the 721 opinion,
and concluded that, although ETE had certainly not desired the 721 opinion because it wished to
get out of the deal, ETE had not coerced or misled Latham to prevent the issuance of that
opinion.
The Court of Chancery, applying an understandable reluctance to call the Latham Tax
Lawyer dishonest or a bad man, accepted his testimony, that he just could not get to the point
where he could give the opinion. That was so even in a context where Latham had indicated at
the time the Merger Agreement was signed—indeed for the six months up until the moment ETE
contacted it—that it was ready, based on what it knew, to give the required 721 opinion. That in
a context where the most central consideration terms in the Merger Agreement used an exchange
ratio trading a fixed amount of cash for a fixed amount of stock—stock that tracked the
performance of ETE, the value of which could obviously move based on evolving economic
conditions, including the market’s assessment of the transaction itself. The consideration portion
of a definitive acquisition agreement like the Merger Agreement here is about as fundamental as
it gets, and Latham never claimed not to know the amount of shares to be exchanged for cash
was fixed. And the public disclosures of the deal described this structure. As the Majority and the
Court of Chancery acknowledge, ETE itself also represented and warranted that it knew of
nothing that would prevent Latham from issuing the 721 opinion. Fairly read, this means that
ETE had no reason to believe that the structure of the deal’s exchange provisions would give rise
to a challenge to its tax-free treatment. So, if, as ultimately happened, the Latham Tax Lawyer
was unable to issue the 721 opinion based on his post-signing recognition of facts known presigning, a condition would have failed, quite unexpectedly and with more than the whiff of either
a lack of care or less innocent causal factors, including improper client pressure. Stuff like this
happens in complex mergers. But, what also typically happens then is that both parties work
together to resolve those problems in good faith. If one party does not, and that party also
committed to a particular level of effort to fulfill such conditions, that may constitute a covenant
breach.
As the Majority notes, under our law if a party establishes a breach of a covenant to bring
about a condition at closing, the burden is on the breaching party to show that the breach did not
materially contribute to the failure of that closing condition. In this context, where the Merger
Agreement’s “commercially reasonable efforts” term obligated ETE to take affirmative steps to
make sure the 721 opinion condition was satisfied and, instead, ETE did not, ETE must then
prove that the 721 opinion condition would not have been satisfied had it acted appropriately. In
lieu of applying this framework, the Court of Chancery focused on whether the Latham Tax
Lawyer was honest in saying he could not give the 721 opinion. Admittedly, the Court of
Chancery opinion contained a cursory paragraph, consigned to a footnote, that said the record
was “barren of any indication” that ETE’s action or inaction materially contributed to the Latham
Tax Lawyer’s inability to issue the 721 opinion.
But, I do not believe that the footnote saying that if the Court of Chancery had properly
placed this burden on ETE, then the case would have come out the same way, is a substitute for a
proper analysis. The Latham Tax Lawyer was put in an extremely awkward position by the
manner in which the potential 721 opinion issue was flagged by ETE itself and by ETE’s
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conduct after it asked the Latham Tax Lawyer to rethink his position based on his client’s
musings. By the time of trial, ETE had put the Latham Tax Lawyer as far out on a professional
tree limb as it could without causing him to literally plummet to earth. But, this behavior of ETE
and its effect on the non-satisfaction of the condition was not viewed through the gimlet-eyed
lens that the appropriate standard of review required, one that required ETE to prove that its own
breaching conduct did not materially contribute to the Latham Tax Lawyer’s inability to deliver
the 721 opinion.
ETE’s suspicious behavior really only got going several months after ETE and Williams
signed the deal, after the energy markets in which they both participate materially deteriorated.
This market decline meant both ETE and Williams were worth less. For ETE that raised
concerns about its capacity to take on additional debt to finance the cash component of the
merger, and some at ETE also believed that Williams was more exposed to the downturn than
ETE, thus also decreasing the value of what ETE was buying. Crucially, this also meant that,
although at the time the Merger Agreement was signed, ETE was paying about $6 billion in cash
in exchange for ETC stock worth roughly $6 billion, the ETC stock, which tracked ETE’s market
value, had declined to around $2 billion. Yet, because the amount of stock and the dollar amount
were both fixed, the exchange became unequal with ETE giving, by some estimates, $4 billion
more in cash than it was receiving in the current value of ETC stock.
By January, ETE’s chairman’s preferred solution was terminating the Merger Agreement
because of this economic deterioration. Then, in late March, the Latham Tax Lawyer received an
unexpected call from Brad Whitehurst. Whitehurst was ETE’s senior executive in charge of tax
matters, among other things. The call was unexpected in the sense that in the six months from
signing up until Whitehurst had what the Court of Chancery termed his “epiphany,” Whitehurst
had never before raised a concern about the structure of the exchange. But, Whitehurst’s
epiphany was that he supposedly had believed that the number of ETC shares, i.e., stock tracking
ETE’s performance, exchanged for cash would float based on their value, rather than the reality
that both the cash consideration and number of shares were fixed. Whitehurst was supposedly
concerned that, because the value of the ETC shares had declined materially due to economic
conditions, the cash (still $6 billion) and the value of the shares (down from $6 billion to $2
billion) no longer matched. Thus, on Whitehurst’s logic, the IRS might apply the “excess” $4
billion to the leg of the transaction where ETC contributed Williams’ assets to ETE in exchange
for ETE units, triggering a taxable gain.
Whitehurst then communicated this concern with the Latham Tax Lawyer on March 29,
2016 triggering a review by Latham of whether it could give the opinion. Absent Whitehurst’s
epiphany that required Latham to dig into this new issue, no evidence in the record suggests that
Latham would not have simply proceeded to give the opinion it had always intended to give.
Indeed, at the time, as the Court of Chancery found, “no one else shared [Whitehurst’s] view.”
Whitehurst testified that, despite ample opportunities to do so, including reviewing drafts of deal
documents describing the exchange ratio, he hadn’t understood that the amount of stock was
fixed. Williams, unsurprisingly, contested the innocence of this epiphany.
Unlike the Majority, I see no part of the Court of Chancery’s decision where it accepted
Whitehurst’s story that he only realized that the amount of stock was fixed six months after the
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agreement was signed. Rather than deciding whether Whitehurst was telling the truth, the Court
of Chancery just punted, assuming that it was not material to the ultimate issue. Indeed, that punt
illustrates the importance of using the correct lens and the inadequacy of the Court of Chancery’s
footnote because, to my mind, it matters very much in determining whether ETE met its burden
to assess whether Whitehurst, a primary operative for ETE on this transaction, was telling the
truth when he said that he, the Executive Vice President and Head of Tax of a publicly traded
partnership that was a routine dealmaker, was not aware that the value of only one side of a
critical part of the merger consideration floated with the valuation of ETE’s business and was
thus subject to the vagaries of the market price of oil and gas. If one does not believe that rather
improbable claim, it colors everything that Whitehurst says he did or didn’t do and of conduct in
the record that he cannot disclaim.
Lawyers by nature tend to be loyal to their clients. This is sort of baked into our
professional rules. When Whitehurst told the Latham Tax Lawyer his concerns, it was rather
obvious that ETE did not wish to go through with the deal. If somehow a condition excused
closing, that would have made ETE ecstatic. When Whitehurst therefore started musing about
the potential tax law implications of a provision in the agreement that is kind of hard not to know
about, it is difficult to imagine that he was not putting implicit, but undeniably extant, pressure
on the Latham Tax Lawyer to have doubts about whether he could give the opinion. Now, of
course, ETE argues that this pressure was just of a legitimate legal nature, in the sense of raising,
in an innocent way, a potential legal problem to be solved. To assess if this were so, one would
of course wish to consider whether Whitehurst was credible in claiming that by gosh, the partfixed, part-floating nature of the exchange just occurred to him when his employer no longer
wished to do the deal, and he had just became curious about its tax implications then. And that
all of this was true even though a core part of Whitehurst’s title suggests he was supposed to
think about the implications of the exchange ratio and the tax eligibility of the deal before ETE
signed the agreement. And, it is not as though Whitehurst came off the back of the proverbial
vegetable truck. Before ETE, he had a long tax career and no doubt saw the effects of more than
one boom and bust cycle in the oil and gas industry. If his testimony that he did not know about
the ratio until six months after the deal was signed was not credible, Whitehurst’s legal curiosity
would tend to look like an attempt to influence the Latham Tax Lawyer not to give the 721
opinion and it would also tend to suggest his communication with the Latham Tax Lawyer
conveyed client pressure to get to no. Given that ETE, and by extension, Whitehurst, had exactly
the opposite duty—to act in a commercially reasonable fashion to obtain the 721 opinion —this
would be extremely problematic.
Compounding this curious beginning is how Whitehurst and the Latham Tax Lawyer, and
therefore ETE, approached its compliance with the covenant to act in a commercially reasonable
fashion. The Majority seems to suggest that ETE encouraged the Latham Tax Lawyer to come to
the table with its transactional counsel, Wachtell, and try to brainstorm about the tax issue and
solve it. That is in fact the opposite of what the record suggests happened. When Wachtell was
approached by the Latham Tax Lawyer about the tax issue—nine days after the issue was
originally raised, a lifetime by deal standards—Wachtell’s reaction was that there was no issue.
Thus, Wachtell was well positioned to help ETE satisfy its contractual duties by working with
Latham to get to the point where the required opinion could be given. Instead of encouraging this
type of cooperation and making absolutely clear to Latham that ETE wanted it to get to yes and
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to be supple and open-minded about noodling with others about the issue, ETE did the opposite
and at no point was Wachtell asked to assist with the analysis. Rather, the record suggests ETE
took steps to keep Wachtell away from collaboration with Latham to get to yes. Likewise, when
ETE hired other tax lawyers, at Morgan Lewis, to consult on the issue, it did not ask them to get
in a room with Latham and Wachtell and figure out a way to get to yes. In fact, ETE told Morgan
Lewis that they were not to talk to Latham.
Even more important, Whitehurst and Latham kept the other side of the transaction in the
dark for a commercially unreasonable and thus highly suspect period of time. It was a full two
weeks after Whitehurst contacted the Latham Tax Lawyer, before Latham informed Williams’
counsel, Cravath, that they were not in a position to deliver the 721 opinion. This was the first
time that Cravath, or, it appears, any of Williams’ advisors or staff, had heard of the problem and
it was only once the Latham Tax Lawyer had come to a firm conclusion. Then, a mere six days
later, ETE filed an amended proxy statement that publicly disclosed Latham’s position that it
would not deliver the 721 opinion, in Whitehurst’s words “poison[ing] the well.” There was no
reason to amend the disclosure so urgently nor is it obviously the case that Latham’s view
necessarily had to be included at the time.
Under the circumstances, disclosing Latham’s position easily could be read as another
tactic by ETE to pin the Latham Tax Lawyer down. In human terms, by issuing a public
statement that Latham could not deliver the 721 opinion, ETE put the Latham Tax Lawyer in a
position of having to publicly move off its previous position after the world had been told what
that was. It does not take much experience with human nature to realize how much more difficult
it is to get someone—say a judge—to reverse herself after making a ruling than it is to get that
person to remain open to multiple possibilities in advance of a ruling. Anyone who consults
statistics about the success rate of reargument motions would be convinced of this obvious
human reality. That reality must be taken into account with the stark numbers: ETE concealed
the issue from Williams for fourteen days, but took barely six days to try to work the issue out
with them.
Somewhat trampled in ETE’s rush to file the good news were Cravath’s proposals for
addressing Latham’s concerns, which they delivered to Latham only two days after hearing of
the concerns for the first time. Latham didn’t get back to Cravath on those proposals until well
after the proxy was filed, fifteen days after Cravath proposed them. Of course, we know
Latham’s answer was that neither proposal was workable, although there was testimony that
some at Latham believed at least one proposal would help and that there was concern it “helps
enough.” Morgan Lewis also seemed to think that one of Cravath’s proposals might work. But,
by this time, Latham was in the public Klieg lights, its client ETE clearly did not wish to get to
yes, and Whitehurst was not arguing that everyone get in a room and solve the problem. Rather,
the Court of Chancery’s fact finding suggests the conversation was rather one way: “Latham
conveyed its conclusion on the proposed modifications to both Williams and Cravath.” So, these
suggestions, which in a more collaborative environment shaped by good faith on the part of ETE
might have provided a complete solution, instead were given little consideration.
The failure to get to yes is all the more questionable because of the number of people
who seemed to think Whitehurst’s theory was, at best, strained. Initially, no one on either side
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shared Whitehurst’s view or that of the Latham Tax Lawyer who adopted it. Lawyers from both
Cravath and Wachtell thought there was either no issue or potential solutions to the issue
Whitehurst identified. Williams’ expert, Professor Howard Abrams, testified no reasonable tax
attorney would refuse to issue the 721 opinion, and, indeed, ETE’s own experts, Abraham
Shashy and Professor Ethan Yale, didn’t buy into the Latham Tax Lawyer’s theory—they had
their own reasons for warning the transaction risked not receiving tax-free treatment, and those
experts conceded that changing certain questionable factual assumptions provided to them by
ETE might reverse their conclusion entirely.
Like the Court of Chancery, this recitation of the record leaves me sympathetic with the
Latham Tax Lawyer when he said he could not get to yes. But, unlike the Court of Chancery, this
record suggests to me the need for a view of the evidence through the right lens, not to exculpate
the very conduct that put Latham in such an awkward position. In other words, the Court of
Chancery’s sympathy toward the Latham Tax Lawyer had the effect of ignoring the covenantbreaching behavior that put the Latham Tax Lawyer under undue professional pressure in the
first place. The multiple forms of behavior that breached ETE’s affirmative obligation are
exactly the kind of conduct that compromised the ability of the Latham Tax Lawyer to find a
way to yes, and that foreclosed any meaningful consideration of economically immaterial
adjustments to the transaction that might have solved any genuine tax concern.
As to this, there is, of course, a final irony. Adjusting the manner in which the agreedupon consideration would pass, by a modest amendment of the merger agreement, would have
had no material economic effect on ETE from the terms of the deal it clearly struck. That this
would have simply required ETE to amend a provision that the tax lawyer, Whitehurst, who was
central to its contractually improper behavior claimed he did not know about and that was the
“inspiration” for his tax concerns has a metallic taste to it, because if Whitehurst did not consider
those provisions important enough to understand, the modest amendment required to fix the
problem certainly would not have undermined any contractual expectation central to ETE’s
decision to bind itself to buy Williams.
The Court of Chancery was of course right that “even a desperate man can be an honest
winner of the lottery.” But under settled contract law, when, in desperation, you breach your
obligation to help a condition come about, you do not get credit for rigging the game. For these
reasons, I would remand and require a new trial at which ETE would be required to prove that its
breach did not materially contribute to the failure of the Latham Tax Lawyer to deliver the 721
opinion.
7.1.4 An Operating Covenant or Two Too Far: Computer Associates Competitive
Impact Statement (9/28/2001)
COMPETITIVE IMPACT STATEMENT
The United States, pursuant to the Antitrust Procedures and Penalties Act (“APPA”), 15 U.S.C. §
16(b)-(h), files this Competitive Impact Statement to set forth the information necessary to
enable the Court and the public to evaluate the proposed Final Judgment that would resolve the
allegations in the civil antitrust suit filed by the United States on September 28, 2001.
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NATURE AND PURPOSE OF THIS PROCEEDING
The United States filed a two-count Complaint against Computer Associates International, Inc.
(“CA”) and Platinum Technology International, Inc. (“Platinum”) related to the Defendants’
conduct surrounding CA’s $3.5 billion acquisition of Platinum. Count One alleges that the
Defendants entered into an agreement that illegally restrained trade in violation of Section 1 of
the Sherman Act, 15 U.S.C. § 1. Prior to their merger, CA and Platinum aggressively competed
in numerous software markets. The Complaint alleges that, under the Merger Agreement,
Platinum could not, without CA’s prior written approval, offer customers discounts greater than
20% off list prices. During the time between the signing of the Merger Agreement and the
closing of the merger (the “pre-consummation period”), Platinum’s sales representatives were
required to submit pre-approval forms to CA which contained competitively sensitive
information about Platinum’s customers and its prospective bids for new business. The preapproval forms were sent to a CA Divisional Vice President located at Platinum’s Illinois
headquarters where he exercised the authority to approve or reject proposed Platinum customer
contracts seeking discounts greater than 20% off list prices. The agreement to limit discounts and
the Defendants’ actions to effectuate their agreement chilled Platinum’s ability to compete
against CA and had the effect of denying Platinum’s and CA’s customers the benefits of free and
open competition. The Complaint asks the Court to declare the agreement to be unlawful and
seeks an injunction to prevent CA from entering into similar agreements in the future.
In Count Two, the United States alleges that the Defendants violated Title II of the Hart-ScottRodino Antitrust Improvement Act of 1976 (“HSR Act”), 15 U.S.C. § 18a, which requires
merging parties in certain instances to file pre-acquisition Notification and Report Forms with
the Department of Justice (“DOJ”) and Federal Trade Commission (“FTC”) and observe a
mandatory waiting period before acquiring any voting securities or assets of to the to-beacquired person. The fundamental purpose of the HSR waiting period is to prevent the merging
parties from combining during the pendency of an antitrust review, thereby ensuring that they
remain separate and independent actors. The Defendants’ Merger Agreement and preconsummation conduct altered their status as separate and independent economic actors by
transferring to CA control of substantial aspects of Platinum’s business. In addition to discounts,
CA exercised approval authority over other terms and conditions of Platinum’s customer
contracts and over Platinum’s ability to offer consulting services at a fixed price and year 2000
(“Y2K”) remediation consulting services. Further exercising its control over Platinum during the
pre-consummation period, CA obtained competitively sensitive bid information and made
decisions about Platinum’s recognition of revenue and participation at industry trade shows. The
Complaint seeks a civil penalty for violation of the HSR Act.
After this suit was filed, the United States and Defendants reached a proposed settlement that
eliminates the need for a trial in this case. The proposed Final Judgment remedies the Section 1
violation by prohibiting CA in future acquisitions from agreeing on prices, approving customer
contracts, and misusing competitively sensitive bid information. CA and Platinum would also
agree to pay a $638,000 civil penalty to resolve the HSR Act violation.
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The United States and Defendants have stipulated that the proposed Final Judgment may be
entered after compliance with the APPA, unless the United States first withdraws its consent.
Entry of the proposed Final Judgment would terminate this action, except that this Court would
retain jurisdiction to construe, modify or enforce the provisions of the proposed Final Judgment
and to punish violations thereof. Entry of judgment would not constitute evidence against, or an
admission by, any party with respect to any issue of fact or law involved in the case and is
conditioned upon the Court’s finding that entry is in the public interest.
DESCRIPTION OF THE EVENTS GIVING RISE TO
THE ALLEGED VIOLATION OF THE ANTITRUST LAWS
Background
The Defendants and the Merger Investigation
CA is a Delaware corporation with its principal place of business in Islandia, New York. CA
develops, markets, and supports software products for a variety of computers and operating
systems, including systems management software for computers that use IBM’s OS/390, VSE
and VM operating systems (“mainframe computers”). Systems management software products
are used to help manage, control, or enhance the performance of mainframe computers. CA, in
its 1998 fiscal year, reported revenues in excess of $4.7 billion.
Platinum was a Delaware corporation with its principal place of business in Oakbrook Terrace,
Illinois. Platinum, like CA, was a leading vendor of mainframe systems management software
products. In addition to its software business, Platinum offered computer consulting services,
including Y2K remediation services. In its fiscal year 1998, Platinum reported revenues of about
$968 million.
Prior to March 1999, Platinum aggressively competed with CA in the development and sale of
numerous software products, including mainframe systems management software products. On
March 29, 1999, CA and Platinum announced the Merger Agreement, pursuant to which CA
would purchase all issued and outstanding shares of Platinum through a $3.5 billion cash tender
offer. Thereafter, CA and Platinum filed the pre-acquisition Notification and Report Forms
required by the HSR Act.
After reviewing the parties’ HSR filings, DOJ opened an investigation that led to the filing of a
Complaint on May 25, 1999, alleging that CA’s proposed acquisition of Platinum would
eliminate substantial competition and result in higher prices in certain mainframe systems
management software markets. See United States v. Computer Associates International Inc., et
al. (D.D.C. 99-01318 (GK)). Simultaneously with the filing of the Complaint, the parties reached
an agreement that allowed CA and Platinum to go forward with the merger, provided that CA
sell certain Platinum mainframe systems management software products and related assets. The
HSR waiting period expired on May 25, 1999. Three days later, CA announced that it had
accepted for payment all validly tendered Platinum shares and the Defendants thereafter
consummated the merger. Platinum survived the merger and is now a wholly-owned subsidiary
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of CA.
CA and Platinum agreed that CA would approve certain Platinum customer contracts
Section 5.1 of CA’s Merger Agreement with Platinum, titled “Conduct of Business,” sets forth
numerous covenants made by Platinum as part of the agreement to be acquired regarding how it
would conduct its business during the pre-consummation period. One provision, commonly
found in merger agreements, required Platinum to carry on its business “in the ordinary course in
substantially the same manner as heretofore conducted.” The Merger Agreement, however, also
contained provisions not normally found in merger agreements that severely restricted
Platinum’s ability to engage in business as a competitive entity independent of CA’s control.
Section 5.1(j) prohibited Platinum, without the prior written approval of CA, from:
enter[ing] into any agreement pursuant to which [Platinum] will provide services
for a term of more than 30 days at a fixed or capped price; . . . enter[ing] into any
customer sale or license agreement with non-standards terms or at discounts from
list prices in excess of 20%; . . . [and] enter[ing] into or amend[ing] any contract
to provide for “year 2000” remediation services.
CA retained the right to be the “sole arbiter” of whether to grant exceptions to these conduct of
business restrictions. In its May 14, 1999, SEC 10-Q filing, Platinum conceded that the Merger
Agreement placed Platinum substantially under CA’s operational control, stating:
Also, the merger agreement imposes extremely tight restrictions on [Platinum’s]
ability to take various actions and to conduct its business without Computer
Associates’ consent. These restrictions could have a severe detrimental effect on
[Platinum’s] business.
Platinum 10-Q (5/14/99). CA further entered into consulting and non-compete agreements with
Platinum’s Chief Executive Officer, Chief Financial Officer, and Chief Operating Officer that
included provisions providing that each may be held personally liable if Platinum failed to
comply with the competitive restrictions of Section 5.1(j) of the Merger Agreement.
Platinum changed its ordinary customer contract approval procedures to ensure that the company
operated in accordance with the limitation imposed by Section 5.1(j) of the Merger Agreement
and that any exceptions were approved by CA. Under the new procedures, Platinum sales
representatives were required to complete contract pre-approval forms. The forms identified the
customer, the products or services offered, list price, discount, and a justification for the
discount. Platinum sales representatives were required to attach supporting documents such as
the proposed contract or statement of work. The forms also contained a section for CA to note its
approval.
For proposed contracts that did not conform to the business restrictions imposed by Section
5.1(j) of the Merger Agreement (for example, a contract proposing a discount greater than 20%),
the Platinum sales representatives were required to submit the pre-approval forms and supporting
documents to a contract review and approval team located at Platinum’s Illinois headquarters.
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The team was composed of two Platinum employees and a CA Division Vice President. The CA
Vice President had final authority to approve or reject the contract or request additional
information from the Platinum sales force. On several occasions, the CA Vice President
consulted with other CA executives before approving or rejecting a proposed contract. CA
exercised control over Platinum’s customer contract process through this approval authority.
Platinum maintained a database to track contracts in the pre-approval process which contained
competitively sensitive information relating to customer-specific proposals and noted whether
CA had approved or rejected the contract. CA had access to this database.
CA exercised operational control over Platinum’s ability to price its
products and services and set other terms and conditions of sale
CA, during the HSR waiting period, took operational control over Platinum’s ability to price its
products and services, set other terms and conditions of sale, enter into fixed-price contracts over
30 days, and offer Y2K remediation services.
Discounts: Before the merger announcement, Platinum routinely gave software discounts over
20%, and discounts up to 80% were not uncommon. Platinum also commonly discounted
consulting services more than 20%. After implementation of the new discounting restrictions and
contract approval procedures, some Platinum sales representatives modified their normal
discounting practices and kept discounts below the levels on which CA and Platinum had agreed,
including bids where the sales representative would have otherwise recommended, and Platinum
would likely have approved, discounts above the agreed-upon levels. Other Platinum sales
representatives submitted, under the newly established process, proposed contracts seeking
discounts greater than 20%. However, these requests were subject to review and approval by CA.
In some cases, where CA found the justification given to support an exception was insufficient,
CA requested further explanation or required the offer to be modified before granting approval.
Other Contract Terms: Prior to the merger announcement, Platinum often deviated from the
terms in its standard contract and accepted non-standard terms, such as terms proposed by
customers. Under the Merger Agreement, Platinum was prohibited from offering non-standard
terms without CA approval. After the merger announcement, CA approved some contracts
containing non-standard terms and returned others to the sales representative for revision before
granting approval.
Fixed-Price Contracts: Prior to the merger announcement, Platinum offered to provide consulting
services for more than 30 days for a fixed price where Platinum performed a particular task for
the stated price and assumed the risk of any cost overruns. The Merger Agreement prohibited
Platinum from entering into consulting services contracts with fixed prices of more than 30 days
in length. Although the Merger Agreement allowed fixed-price contracts shorter than 30 days,
Platinum sales representatives were notified that no fixed-price contracts could be presented to
customers without CA approval. Subsequently, all computer consulting service contracts,
including fixed-price contracts, were submitted to CA for approval. CA approved many, but not
all, computer consulting contracts that were submitted for its review.
Y2K Remediation Services: The Merger Agreement prevented Platinum from offering Y2K
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services without CA’s prior written approval. Almost all new Y2K remediation activities ceased
after the merger announcement. CA, however, reviewed all Y2K remediation proposals pending
at the time of the merger announcement and a handful of proposals submitted after March 29.
CA approved some Y2K remediation contracts and rejected others.
Other Indicia CA exercised operational
control over Platinum’s Business
Finally, CA, during the pre-consummation period, had sufficient control over Platinum’s
operations that it was able to change Platinum’s method of booking revenues and reversed
revenues previously recognized for customer contracts. CA even exercised approval authority
over Platinum’s participation at industry trade shows by canceling Platinum’s participation at a
trade show where Platinum would have presented its products and sought future business.
The Defendants’ Agreement To Limit Platinum’s
Discounts Violated Section 1 Of The Sherman Act
The Complaint alleges that the Merger Agreement and the Defendants’ pre-consummation
conduct had the effect of lessening or eliminating competition between CA and Platinum in the
sale of certain software products in violation of Section 1 of the Sherman Act. Section 1 of the
Sherman Act prohibits any “contract, combination or conspiracy” that is “in restraint of trade.”
The pendency of a proposed merger does not excuse the merging parties of their obligations to
compete independently. Thus, pending consummation, activities by one party to control or affect
decisions of another with regard to price, output or other competitively significant matter may
violate Section 1.
At the time of the tender offer, CA and Platinum were substantial competitors in numerous
software markets. Under the Merger Agreement, CA and Platinum agreed that Platinum would
not offer discounts greater than 20% off list prices for its software products unless CA approved
the discount. In furtherance of this agreement, CA installed one of its Vice Presidents at
Platinum’s headquarters to review Platinum’s proposed customer contracts and exercise
authority to approve or reject proposed contracts offering discounts greater than 20%. CA also
obtained prospective, customer-specific information regarding Platinum’s bids, including the
name of the customer, products and services offered, list price, discount, and the justification for
any discount. Platinum placed no limits with respect to CA’s use of this information. CA used
this information to monitor Platinum’s adherence to the Merger Agreement’s limitation on
discounts and to exercise its authority to approve or reject any proposed contract that offered
discounts over 20%. The Defendants’ conduct had the effect of lessening or eliminating
competition between them in the sale of various software products.
The Defendants’ agreement to limit Platinum’s right to independently set the price for its
software products and their actions to effectuate this agreement were extraordinary and not
reasonably ancillary to any legitimate goal of the transaction.
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CA’s Exercise Of Operational Control Over Platinum Violated The HSR Act
The Complaint asserts that the Defendants’ pre-consummation conduct also violated the HSR
Act. The United States does not believe that the payment of civil penalties under the HSR Act is
subject to the Administrative Procedures and Penalties Act (“APPA”). Consequently, the civil
penalties component of the proposed Final Judgment is not open to public comment.(1) Although
the civil penalty component of the Final Judgment is not open to public comment, it is
appropriate in this case to use the Competitive Impact Statement to explain our views regarding
CA’s and Platinum’s violation of the HSR Act.
The Purpose of the HSR Act
Prior to enactment of the HSR Act, the DOJ and FTC often investigated anticompetitive
“midnight mergers” that had been consummated with no public notice. The merged entity
thereafter had the incentive to delay litigation so that substantial time elapsed before adjudication
and attempted relief. During this extended time, consumers were harmed by the reduction in
competition between the acquiring and acquired firms and, if after adjudication, the court found
that the merger was illegal, effective relief was difficult to achieve. The HSR Act was designed
to strengthen antitrust enforcement by preventing the consummation of large mergers before they
were investigated by the enforcement agencies. In particular, the HSR Act prohibits certain
acquiring parties from consummating a merger before a prescribed waiting period expires.(2)
The HSR waiting period remedies the problem of “midnight mergers” by keeping the parties
separate, thereby preserving their status as independent economic actors during the antitrust
investigation. The legislative history of the HSR Act makes this plain. Congress was concerned
that competition existing before the merger should be maintained to the extent possible pending
review by the antitrust enforcement agencies and the court. Consistent with this purpose, an
acquiring person may not, after signing a merger agreement, exercise operational or management
control of the to-be-acquired person’s business.(3)
The Merger Agreement and Defendants’ Pre-Consummation
Actions Violated the HSR Act by Altering Their Status
as Separate Economic Actors
Merger agreements typically contain “interim covenants” limiting the to-be-acquired person’s
operations during the pre-consummation period. The Merger Agreement between CA and
Platinum contained a covenant typically found in most merger agreements that Platinum would
continue to operate its business in the ordinary course of business. Such “ordinary course”
provisions do not violate the HSR Act.
The Merger Agreement also contained many other customary covenants, including Platinum’s
agreement that it would not, without the prior written approval of CA: (1) declare or pay
dividends or distributions of its stock; (2) issue, sell, pledge, or encumber its securities; (3)
amend its organizational documents; (4) acquire or agree to acquire other businesses; (5)
mortgage or encumber its intellectual property or other material assets outside the ordinary
course; (6) make or agree to make large new capital expenditures; (7) make material tax
elections or compromise material tax liabilities; (8) pay, discharge or satisfy any claims or
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liabilities outside the ordinary course; and (9) commence lawsuits other than routine collection of
bills. The purpose of these standard provisions is to prevent a to-be-acquired person from taking
actions that could seriously impair the value of what the acquiring firm had agreed to buy. While
these customary provisions limited Platinum’s ability to make certain business decisions without
CA’s consent, they were also reasonable and necessary to protect the value of the transaction and
did not constitute the HSR Act violation.
The Merger Agreement, however, did not stop with these customary covenants, but went further
to impose extraordinary conduct of business limitations enabling CA to exercise operational
control over significant aspects of Platinum’s business. These restrictions and CA’s exercise of
operational control went far beyond ordinary and reasonable pre-consummation covenants and
constituted a violation of the HSR Act. In the pre-merger context, an acquiring person may not
exercise operational control of the to-be-acquired person’s business. This is what CA did in this
case.
Platinum, immediately upon executing the Merger Agreement, transferred to CA operational
control of substantial aspects of its business, including the right to set prices and other terms of
customer contracts, enter into certain consulting services contracts, account for revenues, and
participate at trade shows. To ensure compliance with the Merger Agreement’s business
restrictions, Platinum’s CEO, COO, and CFO were personally liable if the restrictions were not
observed. Moreover, a CA Divisional Vice President occupied an office at Platinum’s Illinois
headquarters where he reviewed proposed Platinum customer contracts and exercised authority
to approve or reject contracts. In effect, the decision-making authority with respect to these
business activities resided with CA’s management, not Platinum’s. Further exercising its
operational control, CA obtained Platinum’s competitively sensitive customer information
without any restriction as to its use by CA or its dissemination within CA. This conduct
demonstrates that CA and Platinum did not adhere to the requirement of the HSR Act that they
remain separate and independent economic entities during the waiting period.
Both CA and Platinum were in violation of the HSR Act from March 29, 1999, the date on which
the Merger Agreement was executed, through May 25, 1999, the day on which CA, Platinum,
and DOJ agreed to a consent decree resolving DOJ’s antitrust concerns.
EXPLANATION OF THE PROPOSED FINAL JUDGMENT
The proposed Final Judgment contains two forms of relief: (1) injunctive provisions intended to
prevent recurrence of the violation of Section 1 of the Sherman Act alleged in the Complaint;
and (2) a monetary civil penalty from CA and Platinum for the violation of the HSR Act.
Sherman Act Relief
The proposed Final Judgment sets forth the conduct that CA is prohibited from engaging in,
certain conduct that CA may engage in without violating the Final Judgment, a compliance
program CA must follow, and procedures available to the United States to determine and ensure
compliance with the Final Judgment. Section X provides that these provisions will expire ten
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years after entry of the Final Judgment.
Prohibited Conduct
Section IV of the proposed Final Judgment sets forth the substantive injunctive provisions and is
designed to prevent the recurrence of the alleged Sherman Act Section 1 violation. Thus, Section
IV(A) prohibits CA and a merger partner from agreeing to establish the price of any product or
services offered in the United States to any customer during the pre-consummation period. The
proposed Final Judgment also would prevent the repetition of the conduct CA employed to
facilitate its agreement with Platinum to establish prices. Specifically, Section IV(B) prohibits
CA from entering into an agreement to review, approve or reject customer contracts during the
pre-consummation period, and Section IV(C) prohibits CA from entering into an agreement that
requires a party to provide bid information to another party.
Permitted Conduct
Section V of the proposed Final Judgment identifies certain agreements and conduct that are not
prohibited by the Judgment. Sections V (A), (B) and (C) authorize the use of certain “interim
covenants” that are either typically found in merger agreements or are not likely to restrict
competition. Section V(A) permits the use of a provision that requires the to-be-acquired person
to operate its business in the ordinary course consistent with past practices. Section V(B) permits
the use of material adverse change provisions which give the acquiring person certain rights in
the event there is a material adverse change in the to-be-acquired person’s business. These are
customary provisions found in most merger agreements and are intended to protect the value of
the transaction and prevent the to-be-acquired person from wasting assets. Under Section V(C),
CA would be able to prevent a to-be-acquired person from offering customers during the preconsummation period enhanced rights or refunds of any nature upon a change of control of the
to-be-acquired firm. For example, CA could prohibit a to-be-acquired person from offering a full
refund of all license and maintenance fees if CA consummates the merger. The use of such a
provision is not likely to restrict competition.
Section V(D) recognizes a narrow exception to the prohibition in Section IV(C) concerning CA’s
access to customer bid information. As a general rule, in a merger between competitors one
merging party should not obtain another party’s prospective, customer-specific bid information
prior to consummation of the transaction. Access to such information raises significant antitrust
risks because it could be used to reduce competition during the pre-consummation period or after
if the transaction is subsequently abandoned or blocked. There may be situations, however,
where a merging party has a legitimate business need for certain bid information prior to closing.
For example, during the due diligence process a party may need information regarding pending
contracts in the pipeline to properly value the business or to assess the future growth of the
business. To reduce antitrust exposure where bid information is necessary for due diligence
purposes, merging parties generally consult with counsel about the specifics of their particular
situation and adopt a variety of safeguards. Such safeguards may include employing an
independent agent to collect the information and present the information in an aggregated or
other form that shields customer-specific and other competitively sensitive information. In
addition, a non-disclosure agreement is often used to limit use of any bid information for due
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diligence purposes. In some cases, merging parties opt not to receive bid information, and
instead use other mechanisms to adjust the value after closing.
Under Section V(D), CA may obtain pending bid information of the other party for due diligence
purposes only to the extent that the bids are material to the understanding of the future earnings
and prospects of the other party and only pursuant to an appropriate non-disclosure agreement.
This non-disclosure agreement must ensure that CA employees who receive material bid
information do not use the information to harm competition. Material bid information may only
be provided to CA employees who have a legitimate need for the information, such as employees
with due diligence responsibilities or who are responsible for negotiating the transaction. In
addition, material bid information may not be provided to CA employees who are directly
involved in the marketing, pricing or sale of competing products. Thus, the information may not
be provided directly or indirectly to any CA employee involved in day-to-day sales or marketing
activities or otherwise used in the sales process. With respect to non-material bids, CA may not
obtain such information except where necessary for due diligence purposes and where the
information is collected by an independent agent, subject to appropriate use and confidentiality
limitations.
This limited access to bid information is consistent with the relief sought in the Complaint. The
Complaint alleged that CA collected and used Platinum’s bid information in furtherance of its
agreement to limit Platinum’s discounts. The Complaint did not address the situation where CA
had a legitimate need for material bid information and where such information was provided
subject to appropriate limitations and confidentiality protections.
Finally, Sections V(E) and (F) clarify that the proposed Final Judgment does not prohibit CA
from entering into certain price agreements or engaging in certain joint activities that would have
been lawful independent of the proposed merger. Section V(D) permits price agreements in the
context of an otherwise lawful joint bid situation, and Section V (E) permits price agreements in
an otherwise lawful distribution relationship.

7.2 Fiduciary Outs and Termination Fees
7.2.1 Omnicare, Inc. v. NCS Healthcare, Inc., 818 A.2d 914 (Del. 2003)
HOLLAND, Justice, for the majority:
NCS Healthcare, Inc. (“NCS”), a Delaware corporation, was the object of competing
acquisition bids, one by Genesis Health Ventures, Inc. (“Genesis”), a Pennsylvania corporation,
and the other by Omnicare, Inc. (“Omnicare”), a Delaware corporation. The proceedings before
this Court were expedited due to exigent circumstances, including the pendency of the
stockholders’ meeting to consider the NCS/Genesis merger agreement. The determinations of
this Court were set forth in a summary manner following oral argument to provide clarity and
certainty to the parties going forward. Those determinations are explicated in this opinion.
The board of directors of NCS, an insolvent publicly traded Delaware corporation, agreed
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to the terms of a merger with Genesis. Pursuant to that agreement, all of the NCS creditors would
be paid in full and the corporation’s stockholders would exchange their shares for the shares of
Genesis, a publicly traded Pennsylvania corporation. Several months after approving the merger
agreement, but before the stockholder vote was scheduled, the NCS board of directors withdrew
its prior recommendation in favor of the Genesis merger.
In fact, the NCS board recommended that the stockholders reject the Genesis transaction
after deciding that a competing proposal from Omnicare was a superior transaction. The
competing Omnicare bid offered the NCS stockholders an amount of cash equal to more than
twice the then current market value of the shares to be received in the Genesis merger. The
transaction offered by Omnicare also treated the NCS corporation’s other stakeholders on equal
terms with the Genesis agreement.
The merger agreement between Genesis and NCS contained a provision authorized by
Section 251(c) of Delaware’s corporation law. It required that the Genesis agreement be placed
before the corporation’s stockholders for a vote, even if the NCS board of directors no longer
recommended it. At the insistence of Genesis, the NCS board also agreed to omit any effective
fiduciary clause from the merger agreement. In connection with the Genesis merger agreement,
two stockholders of NCS, who held a majority of the voting power, agreed unconditionally to
vote all of their shares in favor of the Genesis merger. Thus, the combined terms of the voting
agreements and merger agreement guaranteed, ab initio, that the transaction proposed by Genesis
would obtain NCS stockholder’s approval.
The Court of Chancery ruled that the voting agreements, when coupled with the provision
in the Genesis merger agreement requiring that it be presented to the stockholders for a vote
pursuant to 8 Del. C. § 251(c), constituted defensive measures within the meaning of Unocal
Corp. v. Mesa Petroleum Co. After applying the Unocal standard of enhanced judicial scrutiny,
the Court of Chancery held that those defensive measures were reasonable. We have concluded
that, in the absence of an effective fiduciary out clause, those defensive measures are both
preclusive and coercive. Therefore, we hold that those defensive measures are invalid and
unenforceable.
[…] Beginning in late 1999, changes in the timing and level of reimbursements by
government and third-party providers adversely affected market conditions in the health care
industry. As a result, NCS began to experience greater difficulty in collecting accounts
receivables, which led to a precipitous decline in the market value of its stock. NCS common
shares that traded above $20 in January 1999 were worth as little as $5 at the end of that year. By
early 2001, NCS was in default on approximately $350 million in debt, including $206 million in
senior bank debt and $102 million of its 5¾% Convertible Subordinated Debentures (the
“Notes”). After these defaults, NCS common stock traded in a range of $0.09 to $0.50 per share
until days before the announcement of the transaction at issue in this case.
NCS began to explore strategic alternatives that might address the problems it was
confronting. As part of this effort, in February 2000, NCS retained UBS Warburg, L.L.C. to
identify potential acquirers and possible equity investors. UBS Warburg contacted over fifty
different entities to solicit their interest in a variety of transactions with NCS. UBS Warburg had
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marginal success in its efforts. By October 2000, NCS had only received one nonbinding
indication of interest valued at $190 million, substantially less than the face value of NCS’s
senior debt. This proposal was reduced by 20% after the offeror conducted its due diligence
review.
In December 2000, NCS terminated its relationship with UBS Warburg and retained
Brown, Gibbons, Lang & Company as its exclusive financial advisor. During this period, NCS’s
financial condition continued to deteriorate. In April 2001, NCS received a formal notice of
default and acceleration from the trustee for holders of the Notes. As NCS’s financial condition
worsened, the Noteholders formed a committee to represent their financial interests (the “Ad Hoc
Committee”). At about that time, NCS began discussions with various investor groups regarding
a restructuring in a “pre-packaged” bankruptcy. NCS did not receive any proposal that it
believed provided adequate consideration for its stakeholders. At that time, full recovery for
NCS’s creditors was a remote prospect, and any recovery for NCS stockholders seemed
impossible.
In the summer of 2001, NCS invited Omnicare, Inc. to begin discussions with Brown
Gibbons regarding a possible transaction. On July 20, Joel Gemunder, Omnicare’s President and
CEO, sent Shaw a written proposal to acquire NCS in a bankruptcy sale under Section 363 of the
Bankruptcy Code. This proposal was for $225 million subject to satisfactory completion of due
diligence. NCS asked Omnicare to execute a confidentiality agreement so that more detailed
discussions could take place.
In August 2001, Omnicare increased its bid to $270 million, but still proposed to
structure the deal as an asset sale in bankruptcy. Even at $270 million, Omnicare’s proposal was
substantially lower than the face value of NCS’s outstanding debt. It would have provided only a
small recovery for Omnicare’s Noteholders and no recovery for its stockholders. In October
2001, NCS sent Glen Pollack of Brown Gibbons to meet with Omnicare’s financial advisor,
Merrill Lynch, to discuss Omnicare’s interest in NCS. Omnicare responded that it was not
interested in any transaction other than an asset sale in bankruptcy.
There was no further contact between Omnicare and NCS between November 2001 and
January 2002. Instead, Omnicare began secret discussions with Judy K. Mencher, a
representative of the Ad Hoc Committee. In these discussions, Omnicare continued to pursue a
transaction structured as a sale of assets in bankruptcy. In February 2002, the Ad Hoc Committee
notified the NCS board that Omnicare had proposed an asset sale in bankruptcy for
$313,750,000.
In January 2002, Genesis was contacted by members of the Ad Hoc Committee
concerning a possible transaction with NCS. Genesis executed NCS’s standard confidentiality
agreement and began a due diligence review. Genesis had recently emerged from bankruptcy
because, like NCS, it was suffering from dwindling government reimbursements.
Genesis previously lost a bidding war to Omnicare in a different transaction. This led to
bitter feelings between the principals of both companies. More importantly, this bitter experience
for Genesis led to its insistence on exclusivity agreements and lock-ups in any potential
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transaction with NCS.
NCS’s operating performance was improving by early 2002. As NCS’s performance
improved, the NCS directors began to believe that it might be possible for NCS to enter into a
transaction that would provide some recovery for NCS stockholders’ equity. In March 2002,
NCS decided to form an independent committee of board members who were neither NCS
employees nor major NCS stockholders (the “Independent Committee”). The NCS board thought
this was necessary because, due to NCS’s precarious financial condition, it felt that fiduciary
duties were owed to the enterprise as a whole rather than solely to NCS stockholders.
Sells and Osborne were selected as the members of the committee, and given authority to
consider and negotiate possible transactions for NCS. The entire four member NCS board,
however, retained authority to approve any transaction. The Independent Committee retained the
same legal and financial counsel as the NCS board.
The Independent Committee met for the first time on May 14, 2002. At that meeting
Pollack suggested that NCS seek a “stalking-horse merger partner” to obtain the highest possible
value in any transaction. The Independent Committee agreed with the suggestion.
Two days later, on May 16, 2002, Scott Berlin of Brown Gibbons, Glen Pollack and
Boake Sells met with George Hager, CFO of Genesis, and Michael Walker, who was Genesis’s
CEO. At that meeting, Genesis made it clear that if it were going to engage in any negotiations
with NCS, it would not do so as a “stalking horse.” As one of its advisors testified, “We didn’t
want to be someone who set forth a valuation for NCS which would only result in that valuation
... being publicly disclosed, and thereby creating an environment where Omnicare felt to
maintain its competitive monopolistic positions, that they had to match and exceed that level.”
Thus, Genesis “wanted a degree of certainty that to the extent [it] w[as] willing to pursue a
negotiated merger agreement..., [it] would be able to consummate the transaction [it] negotiated
and executed.”
In June 2002, Genesis proposed a transaction that would take place outside the
bankruptcy context. Although it did not provide full recovery for NCS’s Noteholders, it provided
the possibility that NCS stockholders would be able to recover something for their investment.
[…] Structurally, the Genesis proposal continued to include consents from a significant majority
of the Noteholders as well as support agreements from stockholders owning a majority of the
NCS voting power.
NCS’s financial advisors and legal counsel met again with Genesis and its legal counsel
on June 26, 2002, to discuss a number of transaction-related issues. At this meeting, Pollack
asked Genesis to increase its offer to NCS stockholders. Genesis agreed to consider this request.
Thereafter, Pollack and Hager had further conversations. Genesis agreed to offer a total of $24
million in consideration for the NCS common stock, or an additional $4 million, in the form of
Genesis common stock.
At the June 26 meeting, Genesis’s representatives demanded that, before any further
negotiations take place, NCS agree to enter into an exclusivity agreement with it. […] The
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Independent Committee met on July 3, 2002, to consider the proposed exclusivity agreement.
Pollack presented a summary of the terms of a possible Genesis merger, which had continued to
improve. […] Pollack told the Independent Committee at a July 3, 2002 meeting that Genesis
wanted the Exclusivity Agreement to be the first step towards a completely locked up transaction
that would preclude a higher bid from Omnicare:
A. [Pollack] explained that Genesis felt that they had suffered at the hands of
Omnicare and others. I guess maybe just Omnicare. I don’t know much about
Genesis [sic] acquisition history. But they had suffered before at the 11:59:59
and that they wanted to have a pretty much bulletproof deal or they were not
going to go forward.
Q. When you say they suffered at the hands of Omnicare, what do you mean?
A. Well, my expression is that that was related to — a deal that was related to me
or explained to me that they, Genesis, had tried to acquire, I suppose, an
institutional pharmacy, I don’t remember the name of it. Thought they had a deal
and then at the last minute, Omnicare outbid them for the company in a like 11:59
kind of thing, and that they were unhappy about that. And once burned, twice shy.
After NCS executed the exclusivity agreement, Genesis provided NCS with a draft
merger agreement, a draft Noteholders’ support agreement, and draft voting agreements for
Outcalt and Shaw, who together held a majority of the voting power of the NCS common stock.
Genesis and NCS negotiated the terms of the merger agreement over the next three weeks.
During those negotiations, the Independent Committee and the Ad Hoc Committee persuaded
Genesis to improve the terms of its merger.
The parties were still negotiating by July 19, and the exclusivity period was automatically
extended to July 26. At that point, NCS and Genesis were close to executing a merger agreement
and related voting agreements. Genesis proposed a short extension of the exclusivity agreement
so a deal could be finalized. On the morning of July 26, 2002, the Independent Committee
authorized an extension of the exclusivity period through July 31.
By late July 2002, Omnicare came to believe that NCS was negotiating a transaction,
possibly with Genesis or another of Omnicare’s competitors, that would potentially present a
competitive threat to Omnicare. Omnicare also came to believe, in light of a run-up in the price
of NCS common stock, that whatever transaction NCS was negotiating probably included a
payment for its stock. Thus, the Omnicare board of directors met on the morning of July 26 and,
on the recommendation of its management, authorized a proposal to acquire NCS that did not
involve a sale of assets in bankruptcy.
On the afternoon of July 26, 2002, Omnicare faxed to NCS a letter outlining a proposed
acquisition. The letter suggested a transaction in which Omnicare would retire NCS’s senior and
subordinated debt at par plus accrued interest, and pay the NCS stockholders $3 cash for their
shares. Omnicare’s proposal, however, was expressly conditioned on negotiating a merger
agreement, obtaining certain third party consents, and completing its due diligence.
Mencher saw the July 26 Omnicare letter and realized that, while its economic terms
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were attractive, the “due diligence” condition substantially undercut its strength. In an effort to
get a better proposal from Omnicare, Mencher telephoned Gemunder and told him that Omnicare
was unlikely to succeed in its bid unless it dropped the “due diligence outs.” She explained this
was the only way a bid at the last minute would be able to succeed. Gemunder considered
Mencher’s warning “very real,” and followed up with his advisors. They, however, insisted that
he retain the due diligence condition “to protect [him] from doing something foolish.” Taking
this advice to heart, Gemunder decided not to drop the due diligence condition.
Late in the afternoon of July 26, 2002, NCS representatives received voicemail messages
from Omnicare asking to discuss the letter. The exclusivity agreement prevented NCS from
returning those calls. In relevant part, that agreement precluded NCS from “engag[ing] or
particpat[ing] in any discussions or negotiations with respect to a Competing Transaction or a
proposal for one.” The July 26 letter from Omnicare met the definition of a “Competing
Transaction.”
Despite the exclusivity agreement, the Independent Committee met to consider a
response to Omnicare. It concluded that discussions with Omnicare about its July 26 letter
presented an unacceptable risk that Genesis would abandon merger discussions. The Independent
Committee believed that, given Omnicare’s past bankruptcy proposals and unwillingness to
consider a merger, as well as its decision to negotiate exclusively with the Ad Hoc Committee,
the risk of losing the Genesis proposal was too substantial. Nevertheless, the Independent
Committee instructed Pollack to use Omnicare’s letter to negotiate for improved terms with
Genesis.
Genesis responded to the NCS request to improve its offer as a result of the Omnicare fax
the next day. On July 27, Genesis proposed substantially improved terms. […] In return for these
concessions, Genesis stipulated that the transaction had to be approved by midnight the next day,
July 28, or else Genesis would terminate discussions and withdraw its offer.
The Independent Committee and the NCS board both scheduled meetings for July 28.
The committee met first. Although that meeting lasted less than an hour, the Court of Chancery
determined the minutes reflect that the directors were fully informed of all material facts relating
to the proposed transaction. After concluding that Genesis was sincere in establishing the
midnight deadline, the committee voted unanimously to recommend the transaction to the full
board.
The full board met thereafter. After receiving similar reports and advice from its legal
and financial advisors, the board concluded that “balancing the potential loss of the Genesis deal
against the uncertainty of Omnicare’s letter, results in the conclusion that the only reasonable
alternative for the Board of Directors is to approve the Genesis transaction.” The board first
voted to authorize the voting agreements with Outcalt and Shaw, for purposes of Section 203 of
the Delaware General Corporation Law (“DGCL”). The board was advised by its legal counsel
that “under the terms of the merger agreement and because NCS shareholders representing in
excess of 50% of the outstanding voting power would be required by Genesis to enter into
stockholder voting agreements contemporaneously with the signing of the merger agreement,
and would agree to vote their shares in favor of the merger agreement, shareholder approval of
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the merger would be assured even if the NCS Board were to withdraw or change its
recommendation. These facts would prevent NCS from engaging in any alternative or superior
transaction in the future.” (emphasis added).
After listening to a summary of the merger terms, the board then resolved that the merger
agreement and the transactions contemplated thereby were advisable and fair and in the best
interests of all the NCS stakeholders. The NCS board further resolved to recommend the
transactions to the stockholders for their approval and adoption. A definitive merger agreement
between NCS and Genesis and the stockholder voting agreements were executed later that day.
The Court of Chancery held that it was not a per se breach of fiduciary duty that the NCS board
never read the NCS/Genesis merger agreement word for word.
[…] On July 29, 2002, hours after the NCS/Genesis transaction was executed, Omnicare
faxed a letter to NCS restating its conditional proposal and attaching a draft merger agreement.
Later that morning, Omnicare issued a press release publicly disclosing the proposal.
On August 1, 2002, Omnicare filed a lawsuit attempting to enjoin the NCS/Genesis
merger, and announced that it intended to launch a tender offer for NCS’s shares at a price of
$3.50 per share. On August 8, 2002, Omnicare began its tender offer. By letter dated that same
day, Omnicare expressed a desire to discuss the terms of the offer with NCS. Omnicare’s letter
continued to condition its proposal on satisfactory completion of a due diligence investigation of
NCS.
On August 8, 2002, and again on August 19, 2002, the NCS Independent Committee and
full board of directors met separately to consider the Omnicare tender offer in light of the
Genesis merger agreement. NCS’s outside legal counsel and NCS’s financial advisor attended
both meetings. The board was unable to determine that Omnicare’s expressions of interest were
likely to lead to a “Superior Proposal,” as the term was defined in the NCS/Genesis merger
agreement. On September 10, 2002, NCS requested and received a waiver from Genesis
allowing NCS to enter into discussions with Omnicare without first having to determine that
Omnicare’s proposal was a “Superior Proposal.”
On October 6, 2002, Omnicare irrevocably committed itself to a transaction with NCS.
Pursuant to the terms of its proposal, Omnicare agreed to acquire all the outstanding NCS Class
A and Class B shares at a price of $3.50 per share in cash. As a result of this irrevocable offer, on
October 21, 2002, the NCS board withdrew its recommendation that the stockholders vote in
favor of the NCS/Genesis merger agreement. NCS’s financial advisor withdrew its fairness
opinion of the NCS/Genesis merger agreement as well.
The Genesis merger agreement permits the NCS directors to furnish non-public
information to, or enter into discussions with, “any Person in connection with an unsolicited
bona fide written Acquisition Proposal by such person” that the board deems likely to constitute
a “Superior Proposal.” That provision has absolutely no effect on the Genesis merger agreement.
Even if the NCS board “changes, withdraws or modifies” its recommendation, as it did, it must
still submit the merger to a stockholder vote.
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A subsequent filing with the Securities and Exchange Commission (“SEC”) states: “the
NCS independent committee and the NCS board of directors have determined to withdraw their
recommendations of the Genesis merger agreement and recommend that the NCS stockholders
vote against the approval and adoption of the Genesis merger.” In that same SEC filing,
however, the NCS board explained why the success of the Genesis merger had already been
predetermined. “Notwithstanding the foregoing, the NCS independent committee and the NCS
board of directors recognize that (1) the existing contractual obligations to Genesis currently
prevent NCS from accepting the Omnicare irrevocable merger proposal; and (2) the existence of
the voting agreements entered into by Messrs. Outcalt and Shaw, whereby Messrs. Outcalt and
Shaw agreed to vote their shares of NCS Class A common stock and NCS Class B common
stock in favor of the Genesis merger, ensure NCS stockholder approval of the Genesis merger.”
This litigation was commenced to prevent the consummation of the inferior Genesis transaction.
The “defining tension” in corporate governance today has been characterized as “the
tension between deference to directors’ decisions and the scope of judicial review.” The
appropriate standard of judicial review is dispositive of which party has the burden of proof as
any litigation proceeds from stage to stage until there is a substantive determination on the
merits. Accordingly, identification of the correct analytical framework is essential to a proper
judicial review of challenges to the decision-making process of a corporation’s board of
directors.
“The business judgment rule, as a standard of judicial review, is a common law
recognition of the statutory authority to manage a corporation that is vested in the board of
directors.” The business judgment rule is a “presumption that in making a business decision the
directors of a corporation acted on an informed basis, in good faith and in the honest belief that
the action taken was in the best interests of the company.” “An application of the
traditional business judgment rule places the burden on the `party challenging the [board’s]
decision to establish facts rebutting the presumption.’“ The effect of a proper invocation of the
business judgment rule, as a standard of judicial review, is powerful because it operates
deferentially. Unless the procedural presumption of the business judgment rule is rebutted, a
“court will not substitute its judgment for that of the board if the [board’s] decision can be
`attributed to any rational business purpose.’”
The business judgment rule embodies the deference that is accorded to managerial
decisions of a board of directors. “Under normal circumstances, neither the courts nor the
stockholders should interfere with the managerial decision of the directors.” There are certain
circumstances, however, “which mandate that a court take a more direct and active role in
overseeing the decisions made and actions taken by directors. In these situations, a court subjects
the directors’ conduct to enhanced scrutiny to ensure that it is reasonable,” “before the
protections of the business judgment rule may be conferred.”
The prior decisions of this Court have identified the circumstances where board action
must be subjected to enhanced judicial scrutiny before the presumptive protection of the business
judgment rule can be invoked. One of those circumstances was described in Unocal: when a
board adopts defensive measures in response to a hostile takeover proposal that the board
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reasonably determines is a threat to corporate policy and effectiveness. In Moran v. Household,
we explained why a Unocal analysis also was applied to the adoption of a stockholder’s rights
plan, even in the absence of an immediate threat. Other circumstances requiring enhanced
judicial scrutiny give rise to what are known as Revlon duties, such as when the board enters into
a merger transaction that will cause a change in corporate control, initiates an active bidding
process seeking to sell the corporation, or makes a break up of the corporate entity inevitable.
The first issue decided by the Court of Chancery addressed the standard of judicial
review that should be applied to the decision by the NCS board to merge with Genesis. This
Court has held that a board’s decision to enter into a merger transaction that does not involve a
change in control is entitled to judicial deference pursuant to the procedural and substantive
operation of the business judgment rule. When a board decides to enter into a merger transaction
that will result in a change of control, however, enhanced judicial scrutiny under Revlon is the
standard of review.
The Court of Chancery concluded that, because the stock-for-stock merger between
Genesis and NCS did not result in a change of control, the NCS directors’ duties under Revlon
were not triggered by the decision to merge with Genesis. The Court of Chancery also
recognized, however, that Revlon duties are imposed “when a corporation initiates an active
bidding process seeking to sell itself.” The Court of Chancery then concluded, alternatively, that
Revlon duties had not been triggered because NCS did not start an active bidding process, and
the NCS board “abandoned” its efforts to sell the company when it entered into an exclusivity
agreement with Genesis.
After concluding that the Revlon standard of enhanced judicial review was completely
inapplicable, the Court of Chancery then held that it would examine the decision of the NCS
board of directors to approve the Genesis merger pursuant to the business judgment rule
standard. After completing its business judgment rule review, the Court of Chancery held that the
NCS board of directors had not breached their duty of care by entering into the exclusivity and
merger agreements with Genesis. The Court of Chancery also held, however, that “even applying
the more exacting Revlon standard, the directors acted in conformity with their fiduciary duties
in seeking to achieve the highest and best transaction that was reasonably available to [the
stockholders].”
The appellants argue that the Court of Chancery’s Revlon conclusions are without factual
support in the record and contrary to Delaware law for at least two reasons. First, they submit
that NCS did initiate an active bidding process. Second, they submit that NCS did not “abandon”
its efforts to sell itself by entering into the exclusivity agreement with Genesis. The appellants
contend that once NCS decided “to initiate a bidding process seeking to maximize short-term
stockholder value, it cannot avoid enhanced judicial scrutiny under Revlon simply because the
bidder it selected [Genesis] happens to have proposed a merger transaction that does not involve
a change of control.”
The Court of Chancery’s decision to review the NCS board’s decision to merge with
Genesis under the business judgment rule rather than the enhanced scrutiny standard of Revlon is
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not outcome determinative for the purposes of deciding this appeal. We have assumed arguendo
that the business judgment rule applied to the decision by the NCS board to merge with Genesis.
We have also assumed arguendo that the NCS board exercised due care when it: abandoned the
Independent Committee’s recommendation to pursue a stalking horse strategy, without even
trying to implement it; executed an exclusivity agreement with Genesis; acceded to Genesis’
twenty-four hour ultimatum for making a final merger decision; and executed a merger
agreement that was summarized but never completely read by the NCS board of directors.
The dispositive issues in this appeal involve the defensive devices that protected the
Genesis merger agreement. The Delaware corporation statute provides that the board’s
management decision to enter into and recommend a merger transaction can become final only
when ownership action is taken by a vote of the stockholders. Thus, the Delaware corporation
law expressly provides for a balance of power between boards and stockholders which makes
merger transactions a shared enterprise and ownership decision. Consequently, a board of
directors’ decision to adopt defensive devices to protect a merger agreement may implicate the
stockholders’ right to effectively vote contrary to the initial recommendation of the board in
favor of the transaction.
It is well established that conflicts of interest arise when a board of directors acts to
prevent stockholders from effectively exercising their right to vote contrary to the will of the
board. The “omnipresent specter” of such conflict may be present whenever a board adopts
defensive devices to protect a merger agreement. The stockholders’ ability to effectively reject a
merger agreement is likely to bear an inversely proportionate relationship to the structural and
economic devices that the board has approved to protect the transaction.
In Paramount v. Time, the original merger agreement between Time and Warner did not
constitute a “change of control.” The plaintiffs in Paramount v. Time argued that, although the
original Time and Warner merger agreement did not involve a change of control, the use of a
lock-up, no-shop clause, and “dry-up” provisions violated the Time board’s Revlon duties. This
Court held that “[t]he adoption of structural safety devices alone does not trigger Revlon. Rather,
as the Chancellor stated, such devices are properly subject to a Unocal analysis.”
In footnote 15 of Paramount v. Time, we stated that legality of the structural safety
devices adopted to protect the original merger agreement between Time and Warner were not a
central issue on appeal. That is because the issue on appeal involved the “Time’s board
[decision] to recast its consolidation with Warner into an outright cash and securities acquisition
of Warner by Time.” Nevertheless, we determined that there was substantial evidence on the
record to support the conclusions reached by the Chancellor in applying a Unocal analysis to
each of the structural devices contained in the original merger agreement between Time and
Warner.
There are inherent conflicts between a board’s interest in protecting a merger transaction
it has approved, the stockholders’ statutory right to make the final decision to either approve or
not approve a merger, and the board’s continuing responsibility to effectively exercise its
fiduciary duties at all times after the merger agreement is executed. These competing
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considerations require a threshold determination that board-approved defensive devices
protecting a merger transaction are within the limitations of its statutory authority and consistent
with the directors’ fiduciary duties. Accordingly, in Paramount v. Time, we held that the
business judgment rule applied to the Time board’s original decision to merge with Warner. We
further held, however, that defensive devices adopted by the board to protect the original merger
transaction must withstand enhanced judicial scrutiny under the Unocal standard of review, even
when that merger transaction does not result in a change of control.
In Paramount v. QVC, this Court identified the key features of an enhanced judicial
scrutiny test. The first feature is a “judicial determination regarding the adequacy of the
decisionmaking process employed by the directors, including the information on which the
directors based their decision.” The second feature is “a judicial examination of the
reasonableness of the directors’ action in light of the circumstances then existing.” We also held
that “the directors have the burden of proving that they were adequately informed and acted
reasonably.”
In QVC, we explained that the application of an enhanced judicial scrutiny test involves a
judicial “review of the reasonableness of the substantive merits of the board’s actions.” In
applying that standard, we held that “a court should not ignore the complexity of the directors’
task” in the context in which action was taken. Accordingly, we concluded that a court applying
enhanced judicial scrutiny should not decide whether the directors made a perfect decision but
instead should decide whether “the directors’ decision was, on balance, within a range of
reasonableness.”
In Unitrin, we explained the “ratio decidendi for the `range of reasonableness’ standard”
when a court applies enhanced judicial scrutiny to director action pursuant to our holding in
Unocal. It is a recognition that a board of directors needs “latitude in discharging its fiduciary
duties to the corporation and its shareholders when defending against perceived threats.” “The
concomitant requirement is for judicial restraint.” Therefore, if the board of directors’ collective
defensive responses are not draconian (preclusive or coercive) and are “within a `range of
reasonableness,’ a court must not substitute its judgment for the board’s [judgment].” The same
ratio decidendi applies to the “range of reasonableness” when courts apply Unocal’s enhanced
judicial scrutiny standard to defensive devices intended to protect a merger agreement that will
not result in a change of control.
A board’s decision to protect its decision to enter a merger agreement with defensive
devices against uninvited competing transactions that may emerge is analogous to a board’s
decision to protect against dangers to corporate policy and effectiveness when it adopts defensive
measures in a hostile takeover contest. In applying Unocal’s enhanced judicial scrutiny in
assessing a challenge to defensive actions taken by a target corporation’s board of directors in a
takeover context, this Court held that the board “does not have unbridled discretion to defeat
perceived threats by any Draconian means available”. Similarly, just as a board’s statutory power
with regard to a merger decision is not absolute, a board does not have unbridled discretion to
defeat any perceived threat to a merger by protecting it with any draconian means available.
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Since Unocal, “this Court has consistently recognized that defensive measures which are
either preclusive or coercive are included within the common law definition of draconian.” In
applying enhanced judicial scrutiny to defensive actions under Unocal, a court must “evaluate
the board’s overall response, including the justification for each contested defensive measure,
and the results achieved thereby.” If a “board’s defensive actions are inextricably related, the
principles of Unocal require that such actions be scrutinized collectively as a unitary response to
the perceived threat.”
Therefore, in applying enhanced judicial scrutiny to defensive devices designed to protect
a merger agreement, a court must first determine that those measures are not preclusive or
coercive before its focus shifts to the “range of reasonableness” in making a proportionality
determination. If the trial court determines that the defensive devices protecting a merger are not
preclusive or coercive, the proportionality paradigm of Unocal is applicable. The board must
demonstrate that it has reasonable grounds for believing that a danger to the corporation and its
stockholders exists if the merger transaction is not consummated. That burden is satisfied “by
showing good faith and reasonable investigation.” Such proof is materially enhanced if it is
approved by a board comprised of a majority of outside directors or by an independent
committee.
When the focus of judicial scrutiny shifts to the range of reasonableness, Unocal requires
that any defensive devices must be proportionate to the perceived threat to the corporation and its
stockholders if the merger transaction is not consummated. Defensive devices taken to protect a
merger agreement executed by a board of directors are intended to give that agreement an
advantage over any subsequent transactions that materialize before the merger is approved by the
stockholders and consummated. This is analogous to the favored treatment that a board of
directors may properly give to encourage an initial bidder when it discharges its fiduciary duties
under Revlon.
Therefore, in the context of a merger that does not involve a change of control, when
defensive devices in the executed merger agreement are challenged vis-à-vis their effect on a
subsequent competing alternative merger transaction, this Court’s analysis in Macmillan is
didactic. In the context of a case of defensive measures taken against an existing bidder, we
stated in Macmillan:
In the face of disparate treatment, the trial court must first examine whether the
directors properly perceived that shareholder interests were enhanced. In any
event the board’s action must be reasonable in relation to the advantage sought
to be achieved [by the merger it approved], or conversely, to the threat which a
[competing transaction] poses to stockholder interests. If on the basis of this
enhanced Unocal scrutiny the trial court is satisfied that the test has been met,
then the directors’ actions necessarily are entitled to the protections of the
business judgment rule.
The latitude a board will have in either maintaining or using the defensive devices it has adopted
to protect the merger it approved will vary according to the degree of benefit or detriment to the
stockholders’ interests that is presented by the value or terms of the subsequent competing
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transaction.
The record reflects that two of the four NCS board members, Shaw and Outcalt, were
also the same two NCS stockholders who combined to control a majority of the stockholder
voting power. Genesis gave the four person NCS board less than twenty-four hours to vote in
favor of its proposed merger agreement. Genesis insisted the merger agreement include a Section
251(c) clause, mandating its submission for a stockholder vote even if the board’s
recommendation was withdrawn. Genesis further insisted that the merger agreement omit any
effective fiduciary out clause.
Genesis also gave the two stockholder members of the NCS board, Shaw and Outcalt, the
same accelerated time table to personally sign the proposed voting agreements. These voting
agreements committed them irrevocably to vote their majority power in favor of the merger and
further provided in Section 6 that the voting agreements be specifically enforceable. Genesis also
required that NCS execute the voting agreements.
Genesis’ twenty-four hour ultimatum was that, unless both the merger agreement and the
voting agreements were signed with the terms it requested, its offer was going to be withdrawn.
According to Genesis’ attorneys, these “were unalterable conditions to Genesis’ willingness to
proceed.” Genesis insisted on the execution of the interlocking voting rights and merger
agreements because it feared that Omnicare would make a superior merger proposal. The NCS
board signed the voting rights and merger agreements, without any effective fiduciary out clause,
to expressly guarantee that the Genesis merger would be approved, even if a superior merger
transaction was presented from Omnicare or any other entity.
Defensive devices, as that term is used in this opinion, is a synonym for what are
frequently referred to as “deal protection devices.” Both terms are used interchangeably to
describe any measure or combination of measures that are intended to protect the consummation
of a merger transaction. Defensive devices can be economic, structural, or both.
Deal protection devices need not all be in the merger agreement itself. In this case, for
example, the Section 251(c) provision in the merger agreement was combined with the separate
voting agreements to provide a structural defense for the Genesis merger agreement against any
subsequent superior transaction. Genesis made the NCS board’s defense of its transaction
absolute by insisting on the omission of any effective fiduciary out clause in the NCS merger
agreement.
Genesis argues that stockholder voting agreements cannot be construed as deal protection
devices taken by a board of directors because stockholders are entitled to vote in their own
interest. Genesis cites Williams v. Geier and Stroud v. Grace for the proposition that voting
agreements are not subject to the Unocal standard of review. Neither of those cases, however,
holds that the operative effect of a voting agreement must be disregarded per se when a Unocal
analysis is applied to a comprehensive and combined merger defense plan.
In this case, the stockholder voting agreements were inextricably intertwined with the
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defensive aspects of the Genesis merger agreement. In fact, the voting agreements with Shaw
and Outcalt were the linchpin of Genesis’ proposed tripartite defense. Therefore, Genesis made
the execution of those voting agreements a nonnegotiable condition precedent to its execution of
the merger agreement. In the case before us, the Court of Chancery held that the acts which
locked-up the Genesis transaction were the Section 251(c) provision and “the execution of the
voting agreement by Outcalt and Shaw.”
With the assurance that Outcalt and Shaw would irrevocably agree to exercise their
majority voting power in favor of its transaction, Genesis insisted that the merger agreement
reflect the other two aspects of its concerted defense, i.e., the inclusion of a Section 251(c)
provision and the omission of any effective fiduciary out clause. Those dual aspects of the
merger agreement would not have provided Genesis with a complete defense in the absence of
the voting agreements with Shaw and Outcalt.
In this case, the Court of Chancery correctly held that the NCS directors’ decision to
adopt defensive devices to completely “lock up” the Genesis merger mandated “special scrutiny”
under the two-part test set forth in Unocal. That conclusion is consistent with our holding in
Paramount v. Time that “safety devices” adopted to protect a transaction that did not result in a
change of control are subject to enhanced judicial scrutiny under a Unocal analysis. The record
does not, however, support the Court of Chancery’s conclusion that the defensive devices
adopted by the NCS board to protect the Genesis merger were reasonable and proportionate to
the threat that NCS perceived from the potential loss of the Genesis transaction.
Pursuant to the judicial scrutiny required under Unocal’s two-stage analysis, the NCS
directors must first demonstrate “that they had reasonable grounds for believing that a danger to
corporate policy and effectiveness existed....” To satisfy that burden, the NCS directors are
required to show they acted in good faith after conducting a reasonable investigation. The threat
identified by the NCS board was the possibility of losing the Genesis offer and being left with no
comparable alternative transaction.
The second stage of the Unocal test requires the NCS directors to demonstrate that their
defensive response was “reasonable in relation to the threat posed.” This inquiry involves a twostep analysis. The NCS directors must first establish that the merger deal protection devices
adopted in response to the threat were not “coercive” or “preclusive,” and then demonstrate that
their response was within a “range of reasonable responses” to the threat perceived. In Unitrin,
we stated:
• A response is “coercive” if it is aimed at forcing upon stockholders a managementsponsored alternative to a hostile offer.
• A response is “preclusive” if it deprives stockholders of the right to receive all tender
offers or precludes a bidder from seeking control by fundamentally restricting
proxy contests or otherwise.
This aspect of the Unocal standard provides for a disjunctive analysis. If defensive measures are
either preclusive or coercive they are draconian and impermissible. In this case, the deal
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protection devices of the NCS board were both preclusive and coercive.
This Court enunciated the standard for determining stockholder coercion in the case of
Williams v. Geier. A stockholder vote may be nullified by wrongful coercion “where the board
or some other party takes actions which have the effect of causing the stockholders to vote in
favor of the proposed transaction for some reason other than the merits of that transaction.” In
Brazen v. Bell Atlantic Corporation, we applied that test for stockholder coercion and held “that
although the termination fee provision may have influenced the stockholder vote, there were `no
structurally or situationally coercive factors’ that made an otherwise valid fee provision
impermissibly coercive” under the facts presented.
In Brazen, we concluded “the determination of whether a particular stockholder vote has
been robbed of its effectiveness by impermissible coercion depends on the facts of the case.” In
this case, the Court of Chancery did not expressly address the issue of “coercion” in its Unocal
analysis. It did find as a fact, however, that NCS’s public stockholders (who owned 80% of NCS
and overwhelmingly supported Omnicare’s offer) will be forced to accept the Genesis merger
because of the structural defenses approved by the NCS board. Consequently, the record reflects
that any stockholder vote would have been robbed of its effectiveness by the impermissible
coercion that predetermined the outcome of the merger without regard to the merits of the
Genesis transaction at the time the vote was scheduled to be taken. Deal protection devices that
result in such coercion cannot withstand Unocal’s enhanced judicial scrutiny standard of review
because they are not within the range of reasonableness.
Although the minority stockholders were not forced to vote for the Genesis merger, they
were required to accept it because it was a fait accompli. The record reflects that the defensive
devices employed by the NCS board are preclusive and coercive in the sense that they
accomplished a fait accompli. In this case, despite the fact that the NCS board has withdrawn its
recommendation for the Genesis transaction and recommended its rejection by the stockholders,
the deal protection devices approved by the NCS board operated in concert to have a preclusive
and coercive effect. Those tripartite defensive measures — the Section 251(c) provision, the
voting agreements, and the absence of an effective fiduciary out clause — made it
“mathematically impossible” and “realistically unattainable” for the Omnicare transaction or any
other proposal to succeed, no matter how superior the proposal.
The deal protection devices adopted by the NCS board were designed to coerce the
consummation of the Genesis merger and preclude the consideration of any superior transaction.
The NCS directors’ defensive devices are not within a reasonable range of responses to the
perceived threat of losing the Genesis offer because they are preclusive and coercive.
Accordingly, we hold that those deal protection devices are unenforceable.
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The defensive measures that protected the merger transaction are unenforceable not only
because they are preclusive and coercive but, alternatively, they are unenforceable because they
are invalid as they operate in this case. Given the specifically enforceable irrevocable voting
agreements, the provision in the merger agreement requiring the board to submit the transaction
for a stockholder vote and the omission of a fiduciary out clause in the merger agreement
completely prevented the board from discharging its fiduciary responsibilities to the minority
stockholders when Omnicare presented its superior transaction. “To the extent that a [merger]
contract, or a provision thereof, purports to require a board to act or not act in such a fashion as
to limit the exercise of fiduciary duties, it is invalid and unenforceable.”
In QVC, this Court recognized that “[w]hen a majority of a corporation’s voting shares
are acquired by a single person or entity, or by a cohesive group acting together [as in this case],
there is a significant diminution in the voting power of those who thereby become minority
stockholders.” Therefore, we acknowledged that “[i]n the absence of devices protecting the
minority stockholders, stockholder votes are likely to become mere formalities,” where a
cohesive group acting together to exercise majority voting powers have already decided the
outcome. Consequently, we concluded that since the minority stockholders lost the power to
influence corporate direction through the ballot, “minority stockholders must rely for protection
solely on the fiduciary duties owed to them by the directors.”
Under the circumstances presented in this case, where a cohesive group of stockholders
with majority voting power was irrevocably committed to the merger transaction, “[e]ffective
representation of the financial interests of the minority shareholders imposed upon the [NCS
board] an affirmative responsibility to protect those minority shareholders’ interests.” The NCS
board could not abdicate its fiduciary duties to the minority by leaving it to the stockholders
alone to approve or disapprove the merger agreement because two stockholders had already
combined to establish a majority of the voting power that made the outcome of the stockholder
vote a foregone conclusion.
The Court of Chancery noted that Section 251(c) of the Delaware General Corporation
Law now permits boards to agree to submit a merger agreement for a stockholder vote, even if
the Board later withdraws its support for that agreement and recommends that the stockholders
reject it. The Court of Chancery also noted that stockholder voting agreements are permitted by
Delaware law. In refusing to certify this interlocutory appeal, the Court of Chancery stated “it is
simply nonsensical to say that a board of directors abdicates its duties to manage the `business
and affairs’ of a corporation under Section 141(a) of the DGCL by agreeing to the inclusion in a
merger agreement of a term authorized by § 251(c) of the same statute.”
Taking action that is otherwise legally possible, however, does not ipso facto comport
with the fiduciary responsibilities of directors in all circumstances. The synopsis to the
amendments that resulted in the enactment of Section 251(c) in the Delaware corporation law
statute specifically provides: “the amendments are not intended to address the question of
whether such a submission requirement is appropriate in any particular set of factual
circumstances.” Section 251 provisions, like the no-shop provision examined in QVC,
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are “presumptively valid in the abstract.” Such provisions in a merger agreement may not,
however, “validly define or limit the directors’ fiduciary duties under Delaware law or prevent
the [NCS] directors from carrying out their fiduciary duties under Delaware law.”
Genesis admits that when the NCS board agreed to its merger conditions, the NCS board
was seeking to assure that the NCS creditors were paid in full and that the NCS stockholders
received the highest value available for their stock. In fact, Genesis defends its “bulletproof”
merger agreement on that basis. We hold that the NCS board did not have authority to accede to
the Genesis demand for an absolute “lock-up.”
The directors of a Delaware corporation have a continuing obligation to discharge their
fiduciary responsibilities, as future circumstances develop, after a merger agreement is
announced. Genesis anticipated the likelihood of a superior offer after its merger agreement was
announced and demanded defensive measures from the NCS board that completely protected its
transaction. Instead of agreeing to the absolute defense of the Genesis merger from a superior
offer, however, the NCS board was required to negotiate a fiduciary out clause to protect the
NCS stockholders if the Genesis transaction became an inferior offer. By acceding to Genesis’
ultimatum for complete protection in futuro, the NCS board disabled itself from exercising its
own fiduciary obligations at a time when the board’s own judgment is most important, i.e.
receipt of a subsequent superior offer.
Any board has authority to give the proponent of a recommended merger agreement
reasonable structural and economic defenses, incentives, and fair compensation if the transaction
is not completed. To the extent that defensive measures are economic and reasonable, they may
become an increased cost to the proponent of any subsequent transaction. Just as defensive
measures cannot be draconian, however, they cannot limit or circumscribe the directors’
fiduciary duties. Notwithstanding the corporation’s insolvent condition, the NCS board had no
authority to execute a merger agreement that subsequently prevented it from effectively
discharging its ongoing fiduciary responsibilities.
The stockholders of a Delaware corporation are entitled to rely upon the board to
discharge its fiduciary duties at all times. The fiduciary duties of a director are unremitting and
must be effectively discharged in the specific context of the actions that are required with regard
to the corporation or its stockholders as circumstances change. The stockholders with majority
voting power, Shaw and Outcalt, had an absolute right to sell or exchange their shares with a
third party at any price. This right was not only known to the other directors of NCS, it became
an integral part of the Genesis agreement. In its answering brief, Genesis candidly states that its
offer “came with a condition — Genesis would not be a stalking horse and would not agree to a
transaction to which NCS’s controlling shareholders were not committed.”
The NCS board was required to contract for an effective fiduciary out clause to exercise
its continuing fiduciary responsibilities to the minority stockholders. The issues in this appeal do
not involve the general validity of either stockholder voting agreements or the authority of
directors to insert a Section 251(c) provision in a merger agreement. In this case, the NCS board
combined those two otherwise valid actions and caused them to operate in concert as an absolute
lock up, in the absence of an effective fiduciary out clause in the Genesis merger agreement.
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In the context of this preclusive and coercive lock up case, the protection of Genesis’
contractual expectations must yield to the supervening responsibility of the directors to discharge
their fiduciary duties on a continuing basis. The merger agreement and voting agreements, as
they were combined to operate in concert in this case, are inconsistent with the NCS directors’
fiduciary duties. To that extent, we hold that they are invalid and unenforceable. […]
VEASEY, Chief Justice, with whom STEELE, Justice, joins dissenting.
The beauty of the Delaware corporation law, and the reason it has worked so well for
stockholders, directors and officers, is that the framework is based on an enabling statute with
the Court of Chancery and the Supreme Court applying principles of fiduciary duty in a common
law mode on a case-by-case basis. Fiduciary duty cases are inherently fact-intensive and,
therefore, unique. This case is unique in two important respects. First, the peculiar facts
presented render this case an unlikely candidate for substantial repetition. Second, this is a rare
3-2 split decision of the Supreme Court.
In the present case, we are faced with a merger agreement and controlling stockholders’
commitment that assured stockholder approval of the merger before the emergence of a
subsequent transaction offering greater value to the stockholders. This does not adequately
summarize the unique facts before us, however. Reference is made to the Vice Chancellor’s
opinion and the factual summary in the Majority Opinion that adopts the Vice Chancellor’s
findings.
The process by which this merger agreement came about involved a joint decision by the
controlling stockholders and the board of directors to secure what appeared to be the only valueenhancing transaction available for a company on the brink of bankruptcy. The Majority adopts a
new rule of law that imposes a prohibition on the NCS board’s ability to act in concert with
controlling stockholders to lock up this merger. The Majority reaches this conclusion by
analyzing the challenged deal protection measures as isolated board actions. The Majority
concludes that the board owed a duty to the NCS minority stockholders to refrain from acceding
to the Genesis demand for an irrevocable lock-up notwithstanding the compelling circumstances
confronting the board and the board’s disinterested, informed, good faith exercise of its business
judgment.
Because we believe this Court must respect the reasoned judgment of the board of
directors and give effect to the wishes of the controlling stockholders, we respectfully disagree
with the Majority’s reasoning that results in a holding that the confluence of board and
stockholder action constitutes a breach of fiduciary duty. The essential fact that must always be
remembered is that this agreement and the voting commitments of Outcalt and Shaw concluded a
lengthy search and intense negotiation process in the context of insolvency and creditor pressure
where no other viable bid had emerged. Accordingly, we endorse the Vice Chancellor’s wellreasoned analysis that the NCS board’s action before the hostile bid emerged was within the
bounds of its fiduciary duties under these facts.
We share with the Majority and the independent NCS board of directors the motivation to
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serve carefully and in good faith the best interests of the corporate enterprise and, thereby, the
stockholders of NCS. It is now known, of course, after the case is over, that the stockholders of
NCS will receive substantially more by tendering their shares into the topping bid of Omnicare
than they would have received in the Genesis merger, as a result of the post-agreement Omnicare
bid and the injunctive relief ordered by the Majority of this Court. Our jurisprudence cannot,
however, be seen as turning on such ex post felicitous results. Rather, the NCS board’s good
faith decision must be subject to a real-time review of the board action before the NCS-Genesis
merger agreement was entered into.
The Majority has adopted the Vice Chancellor’s findings and has assumed arguendo that
the NCS board fulfilled its duties of care, loyalty, and good faith by entering into the Genesis
merger agreement. Indeed, this conclusion is indisputable on this record. The problem is that the
Majority has removed from their proper context the contractual merger protection provisions.
The lock-ups here cannot be reviewed in a vacuum. A court should review the entire bidding
process to determine whether the independent board’s actions permitted the directors to inform
themselves of their available options and whether they acted in good faith.
Going into negotiations with Genesis, the NCS directors knew that, up until that time,
NCS had found only one potential bidder, Omnicare. Omnicare had refused to buy NCS except
at a fire sale price through an asset sale in bankruptcy. Omnicare’s best proposal at that stage
would not have paid off all creditors and would have provided nothing for stockholders. The
Noteholders, represented by the Ad Hoc Committee, were willing to oblige Omnicare and force
NCS into bankruptcy if Omnicare would pay in full the NCS debt. Through the NCS board’s
efforts, Genesis expressed interest that became increasingly attractive. Negotiations with Genesis
led to an offer paying creditors off and conferring on NCS stockholders $24 million — an
amount infinitely superior to the prior Omnicare proposals.
But there was, understandably, a sine qua non. In exchange for offering the NCS
stockholders a return on their equity and creditor payment, Genesis demanded certainty that the
merger would close. If the NCS board would not have acceded to the Section 251(c) provision, if
Outcalt and Shaw had not agreed to the voting agreements and if NCS had insisted on a fiduciary
out, there would have been no Genesis deal! Thus, the only value-enhancing transaction
available would have disappeared. NCS knew that Omnicare had spoiled a Genesis acquisition in
the past, and it is not disputed by the Majority that the NCS directors made a reasoned decision
to accept as real the Genesis threat to walk away.
When Omnicare submitted its conditional eleventh-hour bid, the NCS board had to weigh
the economic terms of the proposal against the uncertainty of completing a deal with Omnicare.
Importantly, because Omnicare’s bid was conditioned on its satisfactorily completing its due
diligence review of NCS, the NCS board saw this as a crippling condition, as did the Ad Hoc
Committee. As a matter of business judgment, the risk of negotiating with Omnicare and losing
Genesis at that point outweighed the possible benefits. The lock-up was indisputably a sine qua
non to any deal with Genesis.
A lock-up permits a target board and a bidder to “exchange certainties.” Certainty itself
has value. The acquirer may pay a higher price for the target if the acquirer is assured
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consummation of the transaction. The target company also benefits from the certainty of
completing a transaction with a bidder because losing an acquirer creates the perception that a
target is damaged goods, thus reducing its value.
This Court approved the recognition by the Court of Chancery of the value of certainty in
Rand v. Western Air Lines. The Court of Chancery upheld the decision of the board of Western
Air Lines to grant its only bidder a stock option agreement to acquire 30% of Western’s stock for
an amount representing the closing price on the last trading day before execution of the merger
agreement. The Court recognized that the lock-up agreement “foreclose[d] further bidding,” but
noted that the board had canvassed the market, found only one party willing to acquire Western,
and made a decision calculated to maximize stockholder value by pursuing “the only viable
prospect that remained.” The Court also noted that, in return for the lock-up, the acquirer agreed
to limit its own “outs” that would prevent consummation of the merger. The merging parties,
then, “exchanged certainties” by locking up the deal, which was approved by the Court of
Chancery and affirmed by this Court.
While the present case does not involve an attempt to hold on to only one interested
bidder, the NCS board was equally concerned about “exchanging certainties” with Genesis. If
the creditors decided to force NCS into bankruptcy, which could have happened at any time as
NCS was unable to service its obligations, the stockholders would have received nothing. The
NCS board also did not know if the NCS business prospects would have declined again, leaving
NCS less attractive to other bidders, including Omnicare, which could have changed its mind and
again insisted on an asset sale in bankruptcy.
Situations will arise where business realities demand a lock-up so that wealth-enhancing
transactions may go forward. Accordingly, any bright-line rule prohibiting lock-ups could, in
circumstances such as these, chill otherwise permissible conduct.
The Majority invalidates the NCS board’s action by announcing a new rule that
represents an extension of our jurisprudence. That new rule can be narrowly stated as follows: A
merger agreement entered into after a market search, before any prospect of a topping bid has
emerged, which locks up stockholder approval and does not contain a “fiduciary out” provision,
is per se invalid when a later significant topping bid emerges. As we have noted, this bright-line,
per se rule would apply regardless of (1) the circumstances leading up to the agreement and (2)
the fact that stockholders who control voting power had irrevocably committed themselves, as
stockholders, to vote for the merger. Narrowly stated, this new rule is a judicially-created “third
rail” that now becomes one of the given “rules of the game,” to be taken into account by the
negotiators and drafters of merger agreements. In our view, this new rule is an unwise extension
of existing precedent.
Although it is debatable whether Unocal applies — and we believe that the better rule in
this situation is that the business judgment rule should apply — we will, nevertheless, assume
arguendo — as the Vice Chancellor did — that Unocal applies. Therefore, under Unocal the
NCS directors had the burden of going forward with the evidence to show that there was a threat
to corporate policy and effectiveness and that their actions were reasonable in response to that
threat. The Vice Chancellor correctly found that they reasonably perceived the threat that NCS
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did not have a viable offer from Omnicare — or anyone else — to pay off its creditors, cure its
insolvency and provide some payment to stockholders. The NCS board’s actions — as the Vice
Chancellor correctly held — were reasonable in relation to the threat because the Genesis deal
was the “only game in town,” the NCS directors got the best deal they could from Genesis and
— but-for the emergence of Genesis on the scene — there would have been no viable deal.
The Vice Chancellor held that the NCS directors satisfied Unocal. He even held that they
would have satisfied Revlon, if it had applied, which it did not. Indeed, he concluded — based on
the undisputed record and his considerable experience — that: “The overall quality of testimony
given by the NCS directors is among the strongest this court has ever seen. All four NCS
directors were deposed, and each deposition makes manifest the care and attention given to this
project by every member of the board.” We agree fully with the Vice Chancellor’s findings and
conclusions, and we would have affirmed the judgment of the Court of Chancery on that basis.
In our view, the Majority misapplies the Unitrin concept of “coercive and preclusive”
measures to preempt a proper proportionality balancing. Thus, the Majority asserts that “in
applying enhanced judicial scrutiny to defensive devices designed to protect a merger agreement,
... a court must ... determine that those measures are not preclusive or coercive....” Here, the deal
protection measures were not adopted unilaterally by the board to fend off an existing hostile
offer that threatened the corporate policy and effectiveness of NCS.105 They were adopted
because Genesis — the “only game in town” — would not save NCS, its creditors and its
stockholders without these provisions.
The Majority — incorrectly, in our view — relies on Unitrin to advance its analysis. The
discussion of “draconian” measures in Unitrin dealt with unilateral board action, a repurchase
program, designed to fend off an existing hostile offer by American General. In Unitrin we
recognized the need to police preclusive and coercive actions initiated by the board to delay or
retard an existing hostile bid so as to ensure that the stockholders can benefit from the board’s
negotiations with the bidder or others and to exercise effectively the franchise as the ultimate
check on board action. Unitrin polices the effect of board action on existing tender offers and
proxy contests to ensure that the board cannot permanently impose its will on the stockholders,
leaving the stockholders no recourse to their voting rights.
The very measures the Majority cites as “coercive” were approved by Shaw and Outcalt
through the lens of their independent assessment of the merits of the transaction. The proper
inquiry in this case is whether the NCS board had taken actions that “have the effect of causing
the stockholders to vote in favor of the proposed transaction for some reason other than the
merits of that transaction.” Like the termination fee upheld as a valid liquidated damages clause
against a claim of coercion in Brazen v. Bell Atlantic Corp., the deal protection measures at issue
here were “an integral part of the merits of the transaction” as the NCS board struggled to secure
— and did secure — the only deal available.
Outcalt and Shaw were fully informed stockholders. As the NCS controlling
stockholders, they made an informed choice to commit their voting power to the merger. The
minority stockholders were deemed to know that when controlling stockholders have 65% of the
vote they can approve a merger without the need for the minority votes. Moreover, to the extent
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a minority stockholder may have felt “coerced” to vote for the merger, which was already a fait
accompli, it was a meaningless coercion — or no coercion at all — because the controlling votes,
those of Outcalt and Shaw, were already “cast.” Although the fact that the controlling votes were
committed to the merger “precluded” an overriding vote against the merger by the Class A
stockholders, the pejorative “preclusive” label applicable in a Unitrin fact situation has no
application here. Therefore, there was no meaningful minority stockholder voting decision to
coerce.
In applying Unocal scrutiny, we believe the Majority incorrectly preempted the
proportionality inquiry. In our view, the proportionality inquiry must account for the reality that
the contractual measures protecting this merger agreement were necessary to obtain the Genesis
deal. The Majority has not demonstrated that the director action was a disproportionate response
to the threat posed. Indeed, it is clear to us that the board action to negotiate the best deal
reasonably available with the only viable merger partner (Genesis) who could satisfy the
creditors and benefit the stockholders, was reasonable in relation to the threat, by any practical
yardstick.
We respectfully disagree with the Majority’s conclusion that the NCS board breached its
fiduciary duties to the Class A stockholders by failing to negotiate a “fiduciary out” in the
Genesis merger agreement. What is the practical import of a “fiduciary out?” It is a contractual
provision, articulated in a manner to be negotiated, that would permit the board of the
corporation being acquired to exit without breaching the merger agreement in the event of a
superior offer.
In this case, Genesis made it abundantly clear early on that it was willing to negotiate a
deal with NCS but only on the condition that it would not be a “stalking horse.” Thus, it wanted
to be certain that a third party could not use its deal with NCS as a floor against which to begin a
bidding war. As a result of this negotiating position, a “fiduciary out” was not acceptable to
Genesis. The Majority Opinion holds that such a negotiating position, if implemented in the
agreement, is invalid per se where there is an absolute lock-up. We know of no authority in our
jurisprudence supporting this new rule, and we believe it is unwise and unwarranted.
The Majority relies on our decision in QVC to assert that the board’s fiduciary duties
prevent the directors from negotiating a merger agreement without providing an escape
provision. Reliance on QVC for this proposition, however, confuses our statement of a board’s
responsibilities when the directors confront a superior transaction and turn away from it to lock
up a less valuable deal with the very different situation here, where the board committed itself to
the only value-enhancing transaction available. The decision in QVC is an extension of prior
decisions in Revlon and Mills that prevent a board from ignoring a bidder who is willing to
match and exceed the favored bidder’s offer. The Majority’s application of “continuing fiduciary
duties” here is a further extension of this concept and thus permits, wrongly in our view, a court
to second-guess the risk and return analysis the board must make to weigh the value of the only
viable transaction against the prospect of an offer that has not materialized.
The Majority also mistakenly relies on our decision in QVC to support the notion that the
NCS board should have retained a fiduciary out to save the minority stockholder from Shaw’s
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and Outcalt’s voting agreements. Our reasoning in QVC, which recognizes that minority
stockholders must rely for protection on the fiduciary duties owed to them by directors, does not
create a special duty to protect the minority stockholders from the consequences of a controlling
stockholder’s ultimate decision unless the controlling stockholder stands on both sides of the
transaction, which is certainly not the case here. Indeed, the discussion of a minority
stockholders’ lack of voting power in QVC notes the importance of enhanced scrutiny in change
of control transactions precisely because the minority stockholders’ interest in the newly merged
entity thereafter will hinge on the course set by the controlling stockholder. In QVC, Sumner
Redstone owned 85% of the voting stock of Viacom, the surviving corporation. Unlike the
stockholders who are confronted with a transaction that will relegate them to a minority status in
the corporation, the Class A stockholders of NCS purchased stock knowing that the Charter
provided Class B stockholders voting control.
It is regrettable that the Court is split in this important case. One hopes that the Majority
rule announced here — though clearly erroneous in our view — will be interpreted narrowly and
will be seen as sui generis. By deterring bidders from engaging in negotiations like those present
here and requiring that there must always be a fiduciary out, the universe of potential bidders
who could reasonably be expected to benefit stockholders could shrink or disappear.
Nevertheless, if the holding is confined to these unique facts, negotiators may be able to navigate
around this new hazard.
Accordingly, we respectfully dissent. [A separate individual dissent was also written by
Justice Steele.]

7.2.2 Notes and Questions on Omnicare
1.
Assume the same facts as in Omnicare, except that instead of requiring the controlling
shareholders to vote for the Genesis merger, Genesis instead asks the shareholders not to vote for
an alternative transaction – what outcome under the majority decision in Omnicare? Suppose the
controlling shareholders’ commitment is limited in time, e.g., no vote for a competing
transaction for the next 18 months? Would the voting agreements have any relevance if the
transaction were also conditioned on approval by a majority of the minority shareholders? (Cf.
Orman v. Cullman, 2004 WL 2348395 (Del. Ch. Oct. 20, 2004).
2.
Again, assume the same facts as in Omnicare, except that Genesis and NCS, instead of
requiring voting agreements to be signed at the same time as the merger agreement, are each
given the right to terminate the merger agreement if the two voting agreements are not signed by
Shaw and Outcalt within 24 hours of the merger agreement having been signed. Would the
outcome be different? If the company’s charter allows shareholder action to be taken by written
consent rather than a vote, would it make a difference if Genesis, instead of voting agreements,
had a termination right if written consents from Shaw and Outcalt (and, thus, shareholder
approval) was not obtained within 24 hours?
3.

Would it make any difference to your reading of the case if you knew that Omnicare,
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while negotiating with NCS, was simultaneously engaging in aggressive efforts to peel off
customers from NCS (and thus undercut its already struggling financial condition)? (As indeed a
footnote not included in this edited version of the case tells us was happening.) Should that have
any effect on our view of the Omnicare bid?
4.
Omnicare’s initial bids would have required NCS to file bankruptcy and then sell its
assets to Omnicare in a bankruptcy sale, which provides a buyer with considerable protection
against pre-sale liabilities of the business but generally offers no prospect of a recovery to
shareholders (and, being relatively expensive, may reduce creditor recoveries as compared to a
non-bankruptcy deal). Once NCS agreed to a sale outside of bankruptcy, however, the key
stumbling block was Omnicare’s insistence, until quite late in the game, on a “due diligence
out.” In an acquisition agreement or other purchase agreement, this would be written as a
condition to the purchaser’s obligation to consummate the transaction along the following lines:
“The Purchaser shall have completed, to its satisfaction, its due diligence review of the Target
and its subsidiaries and each of their respective businesses, operations and financial condition,
and shall be reasonably satisfied with the results of such due diligence review.” How does this
differ from a condition that the Seller’s representations and warranties remain true? Short of
deferring a binding agreement until after the purchaser completes its investigation of the
company, is there any way to rewrite a “due diligence out” to give the target more confidence
that the purchaser is bound to close?
5.
Note when Omnicare finally agreed to drop its due diligence condition. Assume that Dr.
Who popped out of the Tardis in the middle of the final NCS committee and board meetings
before signing the Genesis agreement and informed the directors that Delaware would find the
requested lock up agreements to be a breach of their fiduciary duties. What would have
happened to the Genesis negotiations? What would have been the best deal that Omnicare was
likely to offer NCS under those circumstances?
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7.2.3 Example of a Fiduciary Out and Related Termination Fee: IBM / Red Hat Merger
Agreement
(https://www.sec.gov/Archives/edgar/data/1087423/000119312518310577/
d640856dex21.htm)
Section 4.02

No Solicitation.

(a) Upon execution and delivery of this Agreement, the Company and its Subsidiaries
shall, and shall cause its and its Subsidiaries’ directors, officers and employees to, and shall use
its reasonable best efforts to cause the other Company Representatives to, immediately cease and
cause to be terminated, any and all existing activities, discussions or negotiations with any third
party conducted heretofore with respect to any Takeover Proposal. In furtherance of the
foregoing, promptly following the execution and delivery of this Agreement, the Company will
(i) request that each person and its representatives (other than Parent and its representatives) that
has, prior to the execution and delivery of this Agreement, executed a confidentiality agreement
in connection with such person’s consideration of making a Takeover Proposal, to promptly
return or destroy all non-public information furnished to such person by or on behalf of the
Company or any of its Subsidiaries prior to the date of this Agreement and (ii) immediately
terminate all physical and electronic data room access for such persons and their representatives
to diligence or other information regarding the Company or any of its Subsidiaries. The
Company shall not modify, amend or terminate, or waive, release or assign, any provisions of,
any confidentiality or standstill agreement (or any similar agreement) to which the Company or
any of its Subsidiaries is a party relating to any such Takeover Proposal and shall enforce the
provisions of any such agreement; provided that the Company shall be permitted on a
confidential basis to release or waive any explicit or implicit standstill obligations solely to the
extent necessary to permit the party referred therein to submit a Takeover Proposal to the
Company Board on a confidential basis. The Company shall provide written notice to Parent of
waiver or release of any standstill by the Company, including disclosure of the identities of the
parties thereto and circumstances relating thereto. The Company agrees that it shall promptly
inform any Company Representatives of the obligations undertaken in this Section 4.02.
(b) Except as expressly permitted by this Section 4.02, the Company shall not, nor shall
it authorize or permit any of its Subsidiaries to, or any of its Subsidiaries’ directors, officers or
employees to, and the Company shall use its reasonable best efforts to cause each investment
banker, attorney, accountant or other advisor or representative of the Company and its
Subsidiaries to, and shall not publicly announce any intention to, directly or indirectly (and it
shall instruct and cause each applicable Subsidiary, if any, to instruct each such director, officer,
employee, investment banker, attorney, accountant or other advisor or representative of the
Company or any of its Subsidiaries (collectively, “Company Representatives”) not to), (i) solicit,
initiate or knowingly encourage, or knowingly take any other action to facilitate, any Takeover
Proposal or any inquiries or the making of any proposal that would reasonably be expected to
lead to a Takeover Proposal (it being understood and agreed that ministerial acts that are not
otherwise prohibited by this Section 4.02(b) (such as answering unsolicited phone calls) shall not
(in and of itself) be deemed to facilitate for purposes of, or otherwise constitute a violation of,
this Section 4.02), (ii) enter into, continue or otherwise participate in any discussions or
negotiations regarding, or furnish to any person (or any representative thereof) any information
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with respect to any Takeover Proposal or (iii) execute or enter into any letter of intent,
memorandum of understanding, agreement in principle, acquisition agreement, merger
agreement, option agreement, joint venture agreement, partnership agreement or other agreement
(each, an “Acquisition Agreement”) relating to any Takeover Proposal; provided, however, that
at any time prior to obtaining the Shareholder Approval, in response to a bona fide written
unsolicited Takeover Proposal received after the date of this Agreement that the Company Board
determines in good faith constitutes, or could reasonably be expected to lead to, a Superior
Proposal, and which Takeover Proposal did not result from a breach of this Section 4.02 or any
other provision of this Agreement, the Company may, and may permit and authorize its
Subsidiaries and the Company Representatives to, in each case subject to compliance
with Section 4.02(e) and the other provisions of this Agreement, (A) furnish information with
respect to the Company and its Subsidiaries to the person making such Takeover Proposal (and
its representatives) pursuant to a confidentiality agreement which contains terms that are at least
as restrictive in all material respects on such person as those contained in the Confidentiality
Agreement dated October 3, 2018 between Parent and the Company (as it may be amended from
time to time, the “Confidentiality Agreement”) and which shall not contain any exclusivity
provision or other term that would restrict, in any manner, the Company’s ability to consummate
the transactions contemplated by this Agreement or to comply with its disclosure obligations to
Parent pursuant to this Agreement (it being understood that such confidentiality agreement need
not contain a standstill (or similar obligation) to the extent that Parent is, concurrently with the
entry by the Company or its Subsidiaries into such confidentiality agreement, released from any
standstill (or similar obligation) in the Confidentiality Agreement); provided that all such
information has previously been provided, or is concurrently provided, to Parent, and
(B) participate in discussions or negotiations with, and only with, the person making such
Takeover Proposal (and its representatives) regarding such Takeover Proposal. Notwithstanding
anything to the contrary in this Section 4.02(b), the Company and the Company Representatives
may, in response to a bona fide written unsolicited Takeover Proposal, contact the person who
made such Takeover Proposal solely to determine whether such person intends to provide any
documents (or additional documents) containing the terms and conditions of such Takeover
Proposal.
For purposes of this Agreement, the term “Takeover Proposal” means any proposal or
offer from any person or group (other than Parent or Sub or any of their affiliates) with respect to
a transaction or a series of transactions, any merger, consolidation, business combination,
recapitalization, liquidation or dissolution involving the Company or any direct or indirect
acquisition, including by way of any merger, consolidation, tender offer, exchange offer, stock
acquisition, asset acquisition, binding share exchange, business combination, recapitalization,
liquidation, dissolution, joint venture or transaction with a similar acquisitive intent, of (1) assets
or businesses that constitute or represent 20% or more of the total revenue, net income, EBITDA
or assets of the Company and its Subsidiaries, taken as a whole, or (2) 20% or more of the
outstanding shares of Company Common Stock or of any class of capital stock of, or other
equity or voting interests in, one or more of the Subsidiaries of the Company (or in each case,
options, rights, or warrants to purchase, or securities convertible into or exchangeable for any
such securities) which, in the aggregate, directly or indirectly hold the assets or businesses
referred to in clause (1) above.
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For purposes of this Agreement, the term “Superior Proposal” means any binding bona
fide unsolicited written offer which did not result from a breach of Section 4.02(b) or any other
provision of this Agreement, made by any person (other than Parent or Sub or any of their
affiliates), that, if consummated, would result in such person acquiring, directly or indirectly,
more than 50% of the voting power of the Company Common Stock or all or substantially all the
assets of the Company and its Subsidiaries, taken as a whole, and which offer, in the reasonable
good faith judgment of the Company Board (after consultation with a financial advisor of
nationally recognized reputation and outside legal counsel), (x) would result in a transaction
more favorable to the Company Shareholders than the transactions contemplated by this
Agreement, taking into account all of the terms and conditions of such proposal and this
Agreement (including any changes to the terms of this Agreement proposed by Parent in
response to such Superior Proposal or otherwise) and (y) would reasonably be expected to be
consummated in accordance with its terms, taking into account all financial, legal, regulatory,
timing and other aspects of such proposal.
(c) Neither the Company Board nor any committee thereof shall (or shall agree or
resolve to) (x) withhold, withdraw, qualify or modify in a manner adverse to Parent or Sub, or
propose publicly to withhold, withdraw, qualify or modify in a manner adverse to Parent or Sub,
the Company Board Recommendation (or the recommendation or declaration of advisability by
any such committee of this Agreement or the Merger) (any such action, resolution or agreement
to take such action being referred to herein as an “Adverse Recommendation Change”), (y)
recommend, declare advisable or propose to recommend or declare advisable, the approval or
adoption of any Takeover Proposal or resolve or agree to take any such action, or adopt or
approve any Takeover Proposal, or (z) cause or permit the Company to enter into any
Acquisition Agreement constituting or related to, or which is intended to or would reasonably be
expected to lead to, any Takeover Proposal (other than a confidentiality agreement referred to in,
and in accordance with, Section 4.02(b)), or resolve or agree to take any such action.
Notwithstanding any provision in this Agreement to the contrary, at any time prior to obtaining
the Shareholder Approval, the Company Board may, in response to a Superior Proposal received
after the date of this Agreement and not resulting from a breach of this Section 4.02 or any other
provision of this Agreement, effect an Adverse Recommendation Change or terminate this
Agreement to enter into an alternative Acquisition Agreement with respect to such Superior
Proposal in accordance with Section 7.01(f), or resolve or agree to take any such action, only if
all of the following conditions are satisfied:
(i) (A) the Company Board shall have first provided prior written notice to Parent (a
“Superior Proposal Notice”) at least four (4) Business Days in advance (as modified,
extended or continued by this Section 4.02(c), the “Superior Proposal Notice Period”) to
the effect that the Company Board is prepared to effect an Adverse Recommendation
Change in response to a Superior Proposal, or to terminate this Agreement in accordance
with Section 7.01(f), as applicable, which notice shall attach in full the most current
version of any written agreement relating to the transaction that constitutes such Superior
Proposal, (B) during the applicable Superior Proposal Notice Period (or any extension or
continuation thereof), prior to its effecting an Adverse Recommendation Change or
terminating this Agreement in accordance with Section 7.01(f), the Company and the
Company Representatives shall negotiate in good faith with Parent and its officers,
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directors and representatives regarding any revisions to the terms of the Merger and the
other transactions contemplated by this Agreement proposed by Parent and (C) Parent
does not make, within the applicable Superior Proposal Notice Period (or any extension
or continuation thereof) after the receipt of such notice, a proposal that would, in the
reasonable good faith judgment of the Company Board (after consultation with outside
legal counsel and a financial advisor of national reputation), cause the offer previously
constituting a Superior Proposal to no longer constitute a Superior Proposal (it being
understood and agreed that any amendment or modification of such Superior Proposal
shall require a new Superior Proposal Notice with a new Superior Proposal Notice Period
of three (3) Business Days); and
(ii) the Company Board shall have determined in good faith, after consultation with its
outside legal counsel and a financial advisor of nationally recognized reputation, that, in
light of such Superior Proposal and taking into account any revised terms proposed by
Parent, such Superior Proposal continues to constitute a Superior Proposal and that the
failure to make such Adverse Recommendation Change or to so terminate this Agreement
in accordance with Section 7.01(f), as applicable, would be inconsistent with the
directors’ fiduciary duties under applicable Law.
(d) Notwithstanding any provision in this Agreement to the contrary, at any time prior
to obtaining the Shareholder Approval, and other than in connection with a Takeover Proposal,
the Company Board may, in response to an Intervening Event, effect an Adverse
Recommendation Change or resolve or agree to take such action, only if all of the following
conditions are satisfied:
(i) (A) the Company Board shall have first provided prior written notice (an
“Intervening Event Notice”) to Parent at least four (4) Business Days in advance (as
modified, extended or continued by this Section 4.02(d), the “Intervening Event Notice
Period”) to the effect that the Company Board is prepared to effect an Adverse
Recommendation Change pursuant to this Section 4.02(d), which notice will describe the
Intervening Event in reasonable detail and (B) during the applicable Intervening Event
Notice Period (or any extension or continuation thereof), prior to its effecting an Adverse
Recommendation Change in response to an Intervening Event, the Company and the
Company Representatives shall negotiate in good faith with Parent and its officers,
directors and representatives regarding any revisions to the terms of the Merger and the
other transactions contemplated by this Agreement proposed by Parent and (C) Parent
does not make, within the applicable Intervening Event Notice Period (or any extension
or continuation thereof) after the receipt of such notice, a proposal that would, in the
reasonable good faith judgment of the Company Board (after consultation with outside
legal counsel and a financial advisor of national reputation), cause the Intervening Event
to no longer constitute an Intervening Event (it being understood and agreed that any
material change in any event, occurrence or facts relating to such Intervening Event
(other than in respect of any revisions proposed or proposals made by Parent as referred
to above) shall require a new Intervening Event Notice with a new Intervening Event
Notice Period of three (3) Business Days); and
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(ii) the Company Board shall have determined in good faith, after consultation with its
outside legal counsel and a financial advisor of nationally recognized reputation that, in
light of such Intervening Event and taking into account any revised terms proposed by
Parent, such Intervening Event continues to constitute an Intervening Event and that the
failure to make such Adverse Recommendation Change would be inconsistent with the
directors’ fiduciary duties under applicable Law.
For purposes of this Agreement, the term “Intervening Event” means any event,
development or change in circumstances that was not known to the Company Board, or the
consequences of which were not reasonably foreseeable as of the date of this Agreement, which
event, change or development becomes known to the Company Board prior to obtaining the
Shareholder Approval and which causes the Company Board to determine in good faith, after
consultation with its outside legal counsel and a financial advisor of national reputation, that
failure to make an Adverse Recommendation Change would be reasonably likely to result in a
breach of its fiduciary duties under applicable Law; provided that in no event shall the following
events, changes or developments constitute an Intervening Event: (A) the receipt, existence or
terms of a Takeover Proposal or any matter relating thereto or consequence thereof or (B) any
change in the price or trading volume of the Company Common Stock or any other securities of
the Company (provided that the underlying causes of such changes may constitute or be taken
into account in determining whether there has been an Intervening Event).
(e) In addition to the obligations of the Company set forth in paragraphs (a), (b), (c) and
(d) of this Section 4.02, the Company shall, as promptly as practicable and in any event within
24 hours after the receipt thereof, advise Parent orally and in writing of (i) any Takeover
Proposal or any request for information or inquiry that contemplates or that could reasonably be
expected to lead to a Takeover Proposal and (ii) the terms and conditions of such Takeover
Proposal, request or inquiry (including any subsequent amendment or other modification to such
terms and conditions) and the identity of the person making any such Takeover Proposal, request
or inquiry. Commencing upon the provision of any notice referred to above, the Company (or its
outside counsel) shall (A) keep Parent (or its outside counsel) informed on a reasonably current
basis regarding the status and terms of discussions and negotiations relating to any such
Takeover Proposal, request or inquiry and (B) the Company shall, as promptly as practicable
(and in any event within twenty-four (24) hours following the receipt or delivery thereof),
provide Parent (or its outside legal counsel) with unredacted copies of all writings or media
(whether or not electronic) containing any terms or conditions of any proposals or proposed
transaction agreements (including all schedules and exhibits thereto) relating to any Takeover
Proposal.
(f) Nothing contained in this Section 4.02 or elsewhere in this Agreement shall prohibit
the Company from (i) taking and disclosing to its shareholders a position contemplated by
Rule 14d-9 and Rule 14e-2(a) promulgated under the Exchange Act or (ii) making any disclosure
to its shareholders if, in the good faith judgment of the Company Board, failure to so disclose
would be inconsistent with applicable Law; provided, however, that in no event shall the
Company or the Company Board or any committee thereof take, agree or resolve to take any
action prohibited by Section 4.02(c).
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Section 5.06

Fees and Expenses.

(a) Except as expressly set forth in this Section 5.06, all fees and expenses incurred in
connection with this Agreement, the Merger and the other transactions contemplated by this
Agreement shall be paid by the party incurring such fees or expenses, whether or not the Merger
is consummated.
(b) In the event that (i) prior to the Shareholders Meeting, a Takeover Proposal has
been made (whether or not conditional and whether or not withdrawn) to the Company or its
shareholders or any person has publicly announced an intention (whether or not conditional and
whether or not withdrawn) to make a Takeover Proposal and thereafter (A) this Agreement is
terminated by either Parent or the Company pursuant to Section 7.01(b)(i),
Section 7.01(b)(iii) or Section 7.01(d) and (B) prior to the date that is 12 months after such
termination, (1) the Company or any of its Subsidiaries enters into any Acquisition Agreement
with respect to any Takeover Proposal or (2) any Takeover Proposal is consummated (solely for
purposes of this Section 5.06(b)(i)(B)), the term “Takeover Proposal” shall have the meaning set
forth in the definition of Takeover Proposal contained in Section 4.02(b) except that all
references to 20% shall be deemed references to 50.1%), (ii) this Agreement is terminated by
Parent pursuant to Section 7.01(c) or (iii) this Agreement is terminated by the Company pursuant
to Section 7.01(f), then, in each such case, the Company shall pay (or cause to be paid) to Parent
a fee equal to $975,000,000 (the “Termination Fee”) by wire transfer of same-day funds (x) in
the case of a termination by Parent pursuant to Section 7.01(c), within two (2) Business Days
after such termination, (y) in the case of a termination by the Company pursuant
to Section 7.01(f), simultaneously with, and as a condition to, the effectiveness of any such
termination and (z) in the case of a payment as a result of any event referred to
in Section 5.06(b)(i)(B), no later than the first to occur of the events referred to in clauses (1) and
(2) of Section 5.06(b)(i)(B), in each case to an account designated by Parent. Notwithstanding
anything to the contrary contained in this Section 5.06 or elsewhere in this Agreement, in the
event this Agreement is terminated by the Company for any reason at a time when Parent would
have had the right to terminate this Agreement, Parent shall be entitled to receipt of any
Termination Fee that would have been (or would have subsequently become) payable had Parent
terminated this Agreement at such time. In no event shall the Company be required to pay the
Termination Fee on more than one occasion.
(c) Notwithstanding any other provision of this Agreement, but subject to Section 8.11,
the parties agree that the payment of the Termination Fee, as liquidated damages and not as a
penalty, shall be the sole and exclusive monetary remedy available to the Parent, Sub and their
respective affiliates with respect to this Agreement and the transactions contemplated by this
Agreement in the event any such payment becomes due and payable, and, upon payment of the
Termination Fee, the Company (and the Company’s affiliates and its and their respective
directors, officers, employees, stockholders and the other Company Representatives) shall have
no further liability to Parent, Sub and their respective affiliates under this Agreement except that,
Parent shall be entitled to the payment of the Termination Fee (to the extent owed pursuant
to Section 5.06(b)) and to any Damages, to the extent proven, resulting from or arising out of
any pre-termination Willful Breach of this Agreement by the Company (as such Damages are
determined taking into account any Termination Fee previously paid by the Company). If the
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Company fails promptly to pay the amounts due pursuant to Section 5.06(b) and, in order to
obtain such payment, Parent commences a Legal Proceeding that results in a judgment against
the Company for the amounts set forth in Section 5.06(b), the Company shall pay to Parent its
reasonable costs and expenses (including attorneys’ fees and expenses) in connection with such
Legal Proceeding and any appeal relating thereto, together with interest on the amounts set forth
in Section 5.06(b) at the prime rate as published in The Wall Street Journal in effect on the date
such payment was required to be made.
(d) Each party acknowledges that the agreements contained in this Section 5.06 are an
integral part of the transactions contemplated by this Agreement and that, without these
agreements, the parties would not have entered into this Agreement.
Section 7.01 Termination. This Agreement may be terminated, and the Merger contemplated
hereby may be abandoned, at any time prior to the Effective Time, whether before or after the
Shareholder Approval has been obtained (except as provided herein), upon written notice (other
than in the case of Section 7.01(a) below) from the terminating party to the non-terminating party
specifying the subsection of this Section 7.01 pursuant to which such termination is effected:
[…]
(c) by Parent prior to the Shareholder Meeting, in the event (i) an Adverse
Recommendation Change has occurred or (ii) the Company has delivered an Intervening Event
Notice or a Superior Proposal Notice and Parent has, in response thereto, delivered a notice of its
intent to terminate this Agreement prior to the expiration of the Intervening Event Notice Period
or the Superior Proposal Notice Period, as applicable, and has publicly and irrevocably waived
its rights pursuant to Section 4.02(c) and Section 4.02(d), as applicable; provided, in the case of
this clause (ii), that Parent shall not be entitled to terminate this Agreement pursuant to
this Section 7.01(c) unless Parent provides at least one (1) Business Day advance written notice;
(d) by Parent, if the Company shall have breached any of its representations or warranties or
failed to perform any of its covenants or other agreements contained in this Agreement, which
breach or failure to perform (i) would give rise to the failure of a condition set forth
in Section 6.02(a) or Section 6.02(b) and (ii) (A) is incapable of being cured prior to the
Termination Date or (B) is not cured by the Company on or before the earlier of (i) the
Termination Date and (ii) the date that is thirty (30) Business Days after written notice from
Parent of such breach or failure; provided that Parent shall not have the right to terminate this
Agreement pursuant to this Section 7.01(d) if Parent or Sub is then in material breach of this
Agreement or if any representation or warranty of Parent or Sub shall have become untrue, in
either case, so as to result in the failure of any of the conditions set forth
in Section 6.03(a) or Section 6.03(b); […]
(f) by the Company, at any time prior to obtaining the Shareholder Approval, if (i) the
Company has received a Superior Proposal after the date of this Agreement that did not result
from a breach of Section 4.02 or any other provision of this Agreement, (ii) the Company Board
has authorized the Company to enter into, and the Company concurrently enters into, an
Acquisition Agreement to consummate the alternative transaction contemplated by such Superior
Proposal, (iii) simultaneously with, and as a condition to, any such termination the Company
pays or causes to be paid to Parent (or its designee) the Termination Fee pursuant
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to Section 5.06(b) and (iv) the Company has complied with Section 4.02(c) with respect to such
Superior Proposal.
7.2.4 In re Comverge, Inc. Shareholders Litigation 2014 WL 6686570 (Del. Ch. Nov. 25,
2014)
PARSONS, Vice Chancellor.
This is a stockholder challenge to the now-completed merger between Comverge, Inc.
and a financial acquirer. The plaintiffs, who owned Comverge common stock before the
merger’s closing, charge the members of the Comverge board of directors with breaching their
fiduciary duties in connection with the merger. The plaintiffs contend that the defendants
conducted a flawed sales process and unreasonably decided not to sue the acquirer for alleged
breaches of a non-disclosure agreement, both of which resulted in an inadequate merger price.
The plaintiffs further allege that the directors agreed to unreasonable deal protection measures
that precluded the possibility of a topping bid, including termination fees and related payments
that, by the plaintiffs’ accounting, amounted to 13% of the equity value of the transaction. The
plaintiffs also accuse the acquirer of aiding and abetting those fiduciary breaches.
The director defendants and the acquirer have moved to dismiss the complaint under Rule
12(b)(6) for failure to state a claim. In this Memorandum Opinion, I conclude that it is not
reasonably conceivable that the board of directors, the disinterestedness and independence of
which is not in question, acted in bad faith with respect to the sale process. Because the company
has an exculpatory charter provision, I therefore dismiss this aspect of the plaintiffs’ claims. I
deny the directors’ motion to dismiss, however, as it relates to the deal protection measures. In
that regard, I find it reasonably conceivable based on the record currently before me that the
plaintiffs could show that the termination fee structure, including a convertible bridge loan
provided by the acquirer, was unreasonable and had an impermissibly preclusive effect on
potential alternative bidders. […]
This case concerns HIG’s [a private equity fund] acquisition of Comverge in early 2012.
Before the acquisition, Comverge offered “intelligent energy management” or “IEM” solutions,
through which commercial, industrial, and residential customers can match electricity use with
the cost of purchasing electricity at a given time, thereby adjusting their energy usage to save
costs. Utility companies also use IEM technology to monitor power consumption and adjust
power distribution to prevent outages during peak times. Comverge traded on NASDAQ under
the ticker “COMV” from April 2007 until the buyout was completed. The Company’s April
2007 IPO price was $18 per share. On March 23, 2012, the last trading day before the deal was
announced, Comverge stock closed at $1.88 per share. The Company had been accumulating
annual net losses despite steadily increasing revenues of $98.8 million, $119.4 million, and
$136.4 million for 2009, 2010, and 2011, respectively.
By late 2010, Comverge needed capital. At that time, it had two credit facilities secured
by the Company’s assets: (1) a loan from Silicon Valley Bank (the “SVB Loan”), entered into in
2008; and (2) a subordinated loan from Partners for Growth III, L.P. (“PFG”). In early 2010, the
SVB Loan was amended and its revolving credit facility was increased from $10 million to $30
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million to fund general working capital and other corporate activities. In November 2010,
Comverge and PFG entered into a second debt agreement (the “PFG Note”), which provided for
$15 million in notes convertible into Comverge common stock at a conversion price of $5.46 per
share. Among other things, the PFG Note gave PFG the right to block any acquisition proposal,
and required the Company to meet certain minimum capitalization requirements set by PFG.
[…] By November 2011, management was warning that the Company might not be able
to meet the revenue requirements to avoid default under the PFG Note. Nevertheless, in spite of
these liquidity concerns, management remained upbeat about the Company’s improving
performance and strong growth prospects. [The opinion here recounts how the Company’s
liquidity concerns continued, while it attempted to bargain for an acquisition either by HIG or by
another interested party. Neither of these efforts resulted in an immediate deal.]
Undaunted by the Board’s February 15 rejection of the $2.25 offer, HIG, through Zulli,
contacted PFG on February 16 about buying the PFG Note. According to the Complaint, both
PFG and HIG “acknowledged . . . that HIG’s desire to buy a controlling interest in the PFG Note
was in further [sic] of HIG’s plan to acquire Comverge and—in Zulli’s words—'to exert
influence over the company.’” Back on February 2, 2012, while talks were ongoing between
HIG and Comverge, Zulli had written Mathieson to inquire about the status of the PFG Note and
whether any events of default or covenant breaches existed. While negotiating with PFG about
acquiring the PFG Note, Zulli asked similar questions of PFG’s Andrew Kahn.
On February 24, HIG notified Comverge that an affiliate of HIG, Grace Bay Holdings II,
LLC (“Grace Bay”), had purchased 51 percent of the PFG Note for $7.65 million, with an option
to buy the rest for $8.86 million. Grace Bay exercised that option two weeks later. Thus, HIG
(through Grace Bay) ultimately paid a premium of approximately 10 percent over the face value
of $15 million to acquire the subordinated convertible PFG Note. On February 27, Grace Bay
notified the Board that Comverge was in default under the PFG Note because it had failed to
deliver certain compliance certifications. […] Until it met again on March 1, the Committee
allegedly was unaware that the PFG Note contained “blocking rights” that would hinder a
potential sale of the Company.
On March 2, 2012, Grace Bay again wrote the Company, asserting that in addition to the
default based on the compliance certificate, Comverge had failed to meet the minimum revenue
targets required by the PFG Note. The Board responded by disputing both points. On March 5,
Zulli confirmed to Jones and another Board member that HIG remained interested in acquiring
the Company. HIG reduced its offer, however, to $1.50 in cash per share, and reduced the
reverse break-up fee (which would have been payable to Comverge by HIG) from $20 million to
$3.5 million. HIG also kept its offer of bridge financing on the table. That offer involved notes
convertible into Comverge common stock at $1.40 per share. The full Board met to discuss
HIG’s offer, and they directed the Committee to ask HIG to increase its offer price, which it did,
to $1.75 per share.
At the same time, several Board members reached out to a large Comverge stockholder to
gauge its interest in an equity financing transaction. After executing a confidentiality agreement
with that stockholder, the Company discussed its need for capital in light of the potential
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acceleration of the PFG Note, and the likelihood that the Company would be pushed into
bankruptcy if liquidity were not obtained. The stockholder was amenable to helping the
Company restructure its debt obligations. Nevertheless, no practicable solution materialized at
that time because of the uncertainty regarding the SVB debt and the Grace Bay situation.
On March 12, 2012, UBS informed the Board that it would not provide a fairness opinion
with respect to HIG’s $1.75 offer under the circumstances. JP Morgan similarly declined. The
Committee, after meeting to consider its options, hired Houlihan Lokey Capital, Inc.
(“Houlihan”) to review the transaction and render an opinion as to its fairness. Through the
requisite filings with the SEC, the Company announced its 2011 annual and fourth quarter
financial results on March 15, 2012. Although revenue was up and annual net loss was down
compared to 2010, the Company’s auditor opined that there was substantial doubt as to
Comverge’s ability to continue as a going concern. Indeed, based on its cash flow as compared to
its debt obligations as of the March 15 filing, the Company may have been in default.
Negotiations between advisors to HIG and Comverge continued, and the parties
exchanged draft merger documents. On March 21, 2012, the Company and the Board
received a letter from Raging Capital Management, LLC (“Raging Capital”), an 11.9 percent
stockholder of the Company. In it, Raging Capital argued that, to the extent the Company was
going to raise equity capital, the existing stockholders should be able to participate on a pro rata
basis, and it offered to “backstop” an equity offering or provide a bridge loan to tide Comverge
over until such an offering could be completed. The Board discussed Raging Capital’s letter at its
March 24 meeting, but concluded that, in light of the Company’s severe liquidity concerns and
Grace Bay’s assertion of default on the PFG Note, the Company could not pursue a deal like the
one Raging Capital proposed.
Also on March 24, the Committee requested HIG’s “best and final offer.” HIG refused to
go higher than $1.75 per share. Comverge’s stock then was trading at $1.88 per share. HIG also
told the Committee that if the merger agreement was not signed within two days, Grace Bay
would accelerate the debt under the PFG Note and declare the entire principal and outstanding
interest due and payable. Later that day, Grace Bay sent Comverge a notice of acceleration and
foreclosure to the same effect. The Committee met and Houlihan provided its opinion that HIG’s
offer was fair to the Comverge stockholders from a financial point of view. The full Board then
met to receive presentations from legal counsel, discuss the proposed transaction, and review the
draft agreements. The Board voted unanimously to approve the agreement and plan of merger
with HIG (the “Merger Agreement”). Young, as the only member of management sitting on the
Board, abstained from voting because of HIG’s indication that it would retain the management
team after closing. Grace Bay revoked the notice of acceleration and foreclosure on March 25.
The next day, Comverge and HIG executed the Merger Agreement and several related
documents. The deal was structured as a two-step acquisition in which HIG would acquire shares
in a public tender offer and then execute a back-end merger to complete the takeover. Toward
this end, the Merger Agreement granted HIG a “top-up option” that might enable the second step
to be completed in a short-form merger. At the $1.75 per share offer price, the acquisition had an
equity value of approximately $48 million. In addition, HIG and Comverge entered into a $12
million bridge loan agreement, which HIG funded immediately. The notes issued under the
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bridge loan agreement bore an interest rate of 15 percent per annum and were convertible at the
election of HIG into 8,571,428 shares of Comverge common stock at a conversion price of $1.40
per share (the “Convertible Notes”).
The Merger Agreement provided for a 30-day “go-shop” period, which could be
extended by 10 days if Comverge received and was negotiating a potentially superior proposal.
During the go-shop period, a termination fee of $1.206 million was in effect, and Comverge also
agreed to reimburse HIG for up to $1.5 million in expenses. After the go-shop period expired,
the termination fee increased to $1.93 million. In addition, Comverge and Grace Bay entered into
a forbearance agreement (the “Forbearance Agreement”) pursuant to which Grace Bay agreed for
a limited time not to exercise its rights under the PFG Note, including the blocking rights by
which it otherwise might impede an alternative transaction.
On March 28, two days after the Merger was announced, Raging Capital filed a Schedule
13D with the SEC, in which it addressed the Comverge Board and scathingly criticized the
proposed Merger. […]
During the go-shop period, from March 26 through April 25, 2012, JP Morgan contacted
multiple potential buyers, several of whom executed confidentiality agreements and conducted
due diligence. This process yielded indications of interest from two bidders, one indentifying a
range of $2.50 to $2.90 per share, the other indicating $3.25 per share. No firm proposal was
made, however. Plaintiffs attribute that to concern among potential suitors about completing due
diligence during the specified timeframe and repaying the Convertible Note. The first-step tender
offer period from April 11 and to May 9 partially overlapped with the go-shop period, and by
May 9 approximately 52.2 percent of Comverge’s outstanding shares of common stock were
tendered. After HIG made another tender offer from May 10 to May 14, the total percentage of
tendered shares reached 65.1 percent. HIG then exercised its top-up option, and the Merger
became effective on May 15, 2012. […]
Count I of the Complaint alleges that the Director Defendants breached their fiduciary
duties to the stockholders of Comverge by failing to take reasonable steps to maximize the value
of the Company in the Merger with HIG. The Comverge Defendants seek to dismiss this Count
on the ground that any duty of care claim is exculpated by a provision in Comverge’s charter
pursuant to 8 Del. C. § 102(b)(7), and that the facts as alleged do not give rise to a reasonably
conceivable claim for breach of the duty of loyalty. Plaintiffs counter this argument by asserting
that the Director Defendants’ conduct amounts to bad faith and therefore is not protected by a
Section 102(b)(7) exculpation provision. […]
This Court will deny a motion to dismiss under Rule 12(b)(6) “unless the plaintiff could
not recover under any reasonably conceivable set of circumstances susceptible to proof.” In
determining whether the Complaint meets this pleading standard, this Court will draw all
reasonable inferences in favor of the Plaintiffs, “accept all well-pleaded factual allegations in the
Complaint as true, [and] accept even vague allegations in the Complaint as ‘well-pleaded’ if they
provide the defendant notice of the claim.” The Court, however, need not “accept conclusory
allegations unsupported by specific facts or . . . draw unreasonable inferences in favor of the
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non-moving party.”
Plaintiffs aver that the Director Defendants breached the fiduciary duties of care and
loyalty they owed to Comverge and its stockholders. Specifically, Plaintiffs allege that the
Director Defendants: (1) failed to inform themselves before deciding not to bring suit against
HIG for breach of the NDA; (2) conducted a flawed sale process and failed to maximize value
for the Comverge stockholders; and (3) agreed to preclusive deal protection measures that
prevented the Company from attracting a topping bidder. For the reasons that follow, I conclude
that the Complaint fails to state a non-exculpated claim against the Director Defendants for
breach of fiduciary duty based on the first two of those three allegations. Thus, to that extent, I
dismiss Count I. As to the claim for breach of fiduciary duty based on the allegedly preclusive
deal protection measures associated with the Merger Agreement, I conclude that those measures,
at least collectively, conceivably are unreasonable. I therefore deny that aspect of Defendants’
motions to dismiss.
It is well established that Revlon and its progeny did not impose new fiduciary duties on
boards of directors. “Rather, Revlon emphasizes that the board must perform its fiduciary duties
in the service of a specific objective: maximizing the sale price of the enterprise.” The Revlon
articulation of the duties of care and loyalty “applies only when a company embarks on a
transaction . . . that will result in a change of control.” Where, as here, the merger consideration
paid to the target stockholders is cash, Revlon enhanced scrutiny indisputably applies.
While the intermediate level of Revlon enhanced scrutiny is “more exacting than the
deferential rationality standard applicable to run-of-the-mill decisions governed by the business
judgment rule, at bottom Revlon is a test of reasonableness; directors are generally free to select
the path to value maximization, so long as they choose a reasonable route to get there.” In that
regard, the questions before me are: (1) whether the decisionmaking process employed by the
directors, including the information on which the directors based their decision, was adequate;
and (2) whether the directors’ actions in light of the circumstances then existing were reasonable.
Thus, enhanced scrutiny under Revlon has both subjective and objective components. Even
though there is an objective reasonableness evaluation, however, Revlon “is not a license for lawtrained courts to second-guess reasonable, but debatable, tactical choices that directors have
made in good faith.”
With respect to the initial, subjective component of enhanced scrutiny under Revlon, the
Court’s task is “to look to the directors’ true intentions to determine if the directors have been
motivated by the appropriate desires,” namely, to achieve the highest price reasonably available
to the stockholders. In this case, Comverge’s Board had ten directors, each of whom is a named
Defendant. Of these ten directors, however, only Young, the CEO, is alleged to have been
affiliated with the Company in such a way as to raise any doubt about his disinterestedness and
independence. The Complaint does not allege that any of the other nine Board members were
either interested or lacked independence with respect to the Merger or that the Committee or the
Board was dominated or controlled by Young.
Furthermore, the Director Defendants collectively owned over 900,000 shares of
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Comverge stock. As holders of material amounts of stock, they personally were invested in
attaining the highest price available, which further supports the conclusion that their motivations
were aligned with the Comverge stockholders. Plaintiffs do not point to any factual allegations in
the Complaint that support a reasonable inference to the contrary. Based on the record at this
preliminary stage, therefore, I conclude that it is not reasonably conceivable that the actions
alleged in the Complaint run afoul of the subjective component of Revlon’s enhanced scrutiny
analysis. “Put bluntly, if the [Board] failed to maximize shareholder value, it did so, not because
it or its advisors were improperly motivated, but because it made errors in judgment.”
The objective dimension of Revlon’s reasonableness test requires the Court to “look
closely to ensure that the Board was diligently attending to its duties.” In this way, enhanced
scrutiny goes beyond business judgment review by permitting the Court to examine the objective
reasonableness of a board’s decisionmaking even when the directors’ subjective motivations are
not in question. Nevertheless, our case law is replete with warnings that this Court cannot
substitute its own post-hoc judgment for that of the well-informed board acting in real time.
Accordingly, my focus as to this aspect of the Revlon analysis is on determining whether, based
on the well-pled allegations in the Complaint, Plaintiffs have a reasonably conceivable
possibility of prevailing on a claim that the Board’s decisions were objectively unreasonable. In
this regard, Plaintiffs allege, and I must consider, whether the Board: (1) failed to oversee
Company management when they entered into the NDA without the Board’s prior approval; (2)
unreasonably entered into the Exclusivity Agreement with HIG early on in the negotiations,
thereby preventing the Board from considering the $4 to $6 indication of interest from Company
X; (3) conducted an unreasonable sale process that resulted in the allegedly “grossly inadequate”
merger price of $1.75 per share; and (4) accepted deal protection measures, including the
Convertible Notes, a termination fee, and expense reimbursements, which, in the aggregate,
conceivably precluded the possibility of a topping bid.
Having considered the parties’ arguments and the record before me on Defendants’
motions to dismiss, I do not find it reasonably conceivable that Plaintiffs would be able to prove
that the Director Defendants committed a non-exculpated breach of fiduciary duty in the process
that resulted in the HIG Merger. Hence, except as to Plaintiffs’ claims relating to the challenged
deal protection measures discussed in Section II.B.3.d. infra, I grant the Comverge Defendants’
motion to dismiss. That is, the Complaint’s other price and process-related fiduciary duty claims
do not implicate the duty of loyalty or bad faith and, therefore, cannot state a claim against any
of the exculpated Director Defendants.
[…] I cannot say Plaintiffs would be unable to prove a duty of care violation under any
reasonably conceivable set of circumstances. Director liability for breaching the duty of care,
however, is predicated upon concepts of gross negligence. Our case law instructs that the core
inquiry in this regard is whether there was a real effort to be informed and exercise judgment. To
support an inference of gross negligence, “the decision has to be so grossly off-the-mark as to
amount to reckless indifference or a gross abuse of discretion.” The Merger was for a price 7.4
percent below what investors in the market were willing to pay for Comverge common stock the
day before its announcement; two days after that, Comverge’s largest stockholder publicly called
the deal price “grossly inadequate” and accused the Board of selling the Company “for a song.”
The Director Defendants’ chief argument in support of their decisionmaking process is that the
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circumstances presented a “perfect storm” and the Board got the best deal it could. They contend
that Plaintiffs’ Revlon price and process argument “ignores the massive change in circumstances
that occurred between HIG’s earlier indications of interest and the later negotiations that
culminated in HIG’s final offer,” and that shortly before assenting to the Merger Agreement, the
Company “simply ran out of road.” To the extent that HIG benefitted and Comverge suffered
from a perfect storm, however, it was caused, at least in part, by HIG and Comverge insofar as
HIG found a weakness in the PFG Note and exploited it. Based on the record available at this
motion to dismiss stage, I conclude that it is reasonably conceivable that the ultimate merger
price was far enough “off-the-mark” as to implicate the fiduciary duty of care.
Nevertheless, it is undisputed that Comverge’s certificate of incorporation contains an
exculpation provision stating that its directors shall not personally be liable for monetary
damages for breach of fiduciary duty as a director, to “the fullest extent” permitted by the
Delaware General Corporation Law (“DGCL”). This Court has held that when such provisions
exist in the corporation’s certificate of incorporation, and where the relief sought is limited to
damages, “application of the exculpatory clause would lead to dismissal unless the Plaintiffs
have successfully pleaded a failure to act loyally (or in good faith), which would preclude
reliance on [the] provision.” So, while it does appear reasonably conceivable that the Complaint
states a claim for breach of the duty of care, the allegations must implicate the non-exculpated
duty of loyalty, or its subsidiary element of good faith, in order to state a Revlon claim.
Delaware courts have eschewed a “definitive and categorical definition of the universe of
acts that would constitute bad faith,” but it is illustrated, at a minimum, in cases where:
[1] the fiduciary intentionally acts with a purpose other than that of advancing the best interests
of the corporation, [2] where the fiduciary acts with the intent to violate applicable positive law,
or [3] where the fiduciary intentionally fails to act in the face of a known duty to act,
demonstrating a conscious disregard for his duties. Conclusory allegations of gross negligence,
without more, do not state a claim for bad faith conduct. Adequately pleading bad faith conduct
on the part of a director requires allegations of an “extreme set of facts” in order to give rise to
the “notion that disinterested directors were intentionally disregarding their duties.” For this
Court to conclude that Plaintiffs’ Complaint adequately pleads bad faith conduct as to the sale
process, it must be reasonably conceivable “that the decision to approve the Merger was so far
beyond the bounds of reasonable judgment that it seems essentially inexplicable on any ground
other than bad faith.”
The record in this case does not support such a conclusion. Here, while hindsight may
suggest that the Board should have, could have, or would have obtained a better price if they had
made certain decisions differently, when viewed from the perspective of the circumstances they
faced, the Board’s conduct cannot conceivably rise to the level of “utterly fail[ing] to attempt to
obtain the best sale price.” Based on the facts as alleged in the Complaint and recited in the 14D9, the Board engaged in an over 18-month strategic process before agreeing to the Merger.
During that time it formed a disinterested and independent Transaction Committee, hired
financial and legal advisors, held numerous meetings, widely canvassed the market of potential
participants, and considered alternatives to selling the entire company, such as obtaining a
minority equity investment and restructuring the Company’s debt.
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With respect to HIG, the Board pushed back and showed it was willing to say no,
engaging in hard-fought negotiations over a period of months. Before assenting to the Merger
Agreement, the Committee obtained a fairness opinion from Houlihan, and convinced HIG to
raise the price and agree to a go-shop period. Even after HIG acquired the PFG Note and was
approaching checkmate, the Board took reasonable steps to maximize value for the Comverge
stockholders within the confines of the difficult new situation it faced. It is reasonable to infer
that HIG obtained the upper hand in its negotiations with Comverge as a result of having the
PFG Note. In so doing, HIG likely outmaneuvered Comverge and enabled itself to buy the
Company at a price substantially below what HIG was willing to pay only a month earlier.
Conversely, the Board and Company management may have made some poor moves or
decisions in allowing themselves to be placed in such a predicament. The record indicates,
however, that the Board was highly engaged in the process, and this type of engagement
precludes a finding of bad faith conduct. “[C]laims of flawed process are properly brought as
duty of care, not loyalty, claims and, as discussed, those claims are barred” by exculpation
provisions adopted in conformity with 8 Del. C. § 102(b)(7).
Plaintiffs’ final Revlon-related argument is that, in connection with the Merger
Agreement, the Board accepted several deal protection devices that effectively precluded a
topping bid from emerging during the go-shop period. Specifically, they challenge: (1) the length
of the go-shop period; (2) the top-up option; and (3) the termination fee.
Plaintiffs’ challenge to the top-up option is without merit. A top-up option is a device
commonly used by transactional planners and not one that conceivably could be called
unreasonable in itself when conditioned on the attainment of a majority of the shares in a public
tender offer. Further, in the time since this Merger closed, the Delaware General Assembly
essentially has approved this transactional structure by adding a provision to the DGCL that
facilitates the ability of the acquirer in a two-step acquisition like this one to use a short-form
back-end merger without resorting to a top-up option.
I turn, therefore, to the go-shop period and the termination fee. A go-shop of 30 days with
the possibility of a 10-day extension, like the one agreed to here, is within the range of typical
go-shop periods. I note also that the case law places more emphasis on the length of a postsigning go-shop if there was not an effective market check before signing. Comverge actively
had engaged in a search for strategic transactions for some 18 months before the Merger
Agreement. During that time, the Board and its financial advisors canvassed the market and
entered confidentiality agreements with numerous strategic and financial buyers. These facts
suggest that the Board and the Committee had sufficient time to ascertain whether any interested
parties were waiting in the wings. Considered in isolation, therefore, it seems inconceivable to
me that the length of the go-shop period here would be found unreasonable.
The trouble for the Comverge Defendants is that a post-signing market check of the
length they used or longer is useless if the termination or break-up fee structure is preclusive in
nature. The Merger Agreement provided for a two-tier termination fee: Comverge would pay
HIG $1.206 million if the Company entered into a superior transaction during the go-shop
period, and $1.93 million after the go-shop expired. Additionally, Comverge agreed to reimburse
HIG for expenses up to $1.5 million under either scenario. If the lower of the termination fees
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were used, the total payable to HIG would be 5.55% of the deal’s equity value and 5.2% of its
enterprise value; using the higher of the fees, those percentages would be 7% and 6.6%,
respectively. At the motion to dismiss stage, drawing all reasonable inferences in favor of
Plaintiffs, I cannot rule out the possibility that the higher end of those figures might apply. Even
assuming the lesser 5.55% metric is used, however, that percentage tests the limits of what this
Court has found to be within a reasonable range for termination fees. This is true even for a
micro-cap acquisition like this one (approximately $48 million), - situations in which the case
law tends to provide somewhat greater latitude in this regard.
The more difficult question is whether I should include the Convertible Notes in the
termination fee analysis. As noted above, the Convertible Notes were executed in conjunction
with the Merger Agreement, and were the vehicle by which HIG provided Comverge with $12
million in bridge financing. Plaintiffs argue that, in practical terms, the Notes’ conversion
privilege could result in a $3 million payment to HIG if Comverge entered into a superior
transaction, and therefore should be added to the termination fee and the expense reimbursement.
In that case, the total “termination” payment easily could be at least $5.7 million during the goshop period and $6.43 million afterward, amounting, respectively, to 11.6% or 13.1% of the
equity value of the transaction. Under the Note Purchase Agreement, the Convertible Notes may
be converted into 8,571,428 shares of Comverge common stock at a conversion price of $1.40
per share.75 Plaintiffs’ argument is that, if a topping bidder were to emerge, they would have to
offer at least $1.76 per share to beat HIG’s offer. If HIG elected to convert the Notes into equity
and then tender into the superior offer, it would net 36 cents per share. In that hypothetical case,
the topping bidder would have to pay $3.085 million more to acquire Comverge than the roughly
$48 million price HIG had negotiated, and that extra amount would go into HIG’s pocket.
Plaintiffs contend that amount should be taken into account along with the termination fees as
part of the cost to the topping bidder of simply getting into the game. That would make the total
“termination payment” soar to as much as 13% of equity value of the transaction or more.
Defendants have not cited any case under Delaware law where a break-up fee at that level
has been found within a range of reasonableness; rather, they argue that it would be a mistake to
consider the conversion feature of the Notes alongside the termination fees. In addition,
Defendants assert that, in any event, the Company so badly needed liquidity that the Convertible
Notes cannot be seen as anything other than reasonable under the circumstances. It is difficult to
evaluate Defendants’ first argument on the preliminary record before me. At the motion to
dismiss stage, the relevant inquiry is whether it is reasonably conceivable that the Convertible
Notes could have functioned, in effect, as part of an unreasonably high termination fee, not
whether the Notes conclusively did so in this case.
The provision regarding the conversion privilege in the Note Purchase Agreement
governing the Convertible Notes is complicated and incorporates several sections of the Merger
Agreement. Based on my preliminary reading of that provision and the relevant sections of the
Merger Agreement and the Forbearance Agreement, I cannot rule out the possibility that the
Convertible Notes would exacerbate the effect of the termination fee, as Plaintiffs suggest it
would. Although it is unclear whether Plaintiffs ultimately will prevail on this particular point
after a more complete development of the facts and the applicable legal principles, drawing all
inferences in favor of Plaintiffs, it is reasonably conceivable at this stage that the Convertible
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Notes theoretically could have worked in tandem with the termination fees effectively to prevent
a topping bid.
This conclusion is buttressed by the fact that, as the relevant events were unfolding,
Comverge’s largest stockholder, Raging Capital, expressed its understanding of the interplay
between the Merger Agreement and the Convertible Notes by stating that, “[W]e view this
bridge loan as essentially a second break-up fee designed to have a chilling effect on the ability
of a third-party to submit a competing bid.” This Court previously has observed that: “The
preclusive aspect of any termination fee is properly measured by the effect it would have on the
desire of any potential bidder to make a topping bid.” When making such a determination under
the enhanced scrutiny of Revlon, the proper inquiry “examines whether the board granting the
deal protections had a reasonable basis to accede to the other side’s demand for them in
negotiations.” In conducting that examination, cases like Louisiana Municipal Police Employees
Retirement System v. Crawford instruct that the Court should consider all of the facts and
circumstances relevant to the board’s decision. Specifically, this Court must:
consider a number of factors, including without limitation: the overall size of the
termination fee, as well as its percentage value; the benefit to shareholders,
including a premium (if any) that directors seek to protect; the absolute size of the
transaction, as well as the relative size of the partners to the merger; the degree
to which a counterparty found such protections to be crucial to the deal, bearing
in mind differences in bargaining power; and the preclusive or coercive power of
all deal protections included in a transaction, taken as a whole.
Having conducted such an examination, I conclude that it is reasonably conceivable that the
Director Defendants acted unreasonably in agreeing to the potentially preclusive termination fees
and the Convertible Notes. In reaching that conclusion, I consider it reasonable to infer at this
point that the Convertible Notes may have been viewed by potential bidders as additional
termination fees, which effectively would bring the total termination payments to over $6
million, resulting in a termination fee of 13% of the equity value of the transaction. These
potential findings of unreasonable deal protection measures are cause for legitimate concern,
particularly in the context of a deal with a negative premium to market. This circumstance
distinguishes this case from many in which this Court has not questioned the reasonableness of
similar deal protection devices.
Another factor identified by Chancellor Chandler in the Crawford case, the parties’
relative bargaining power, similarly militates in favor of finding the termination fee structure
here problematic. If HIG had wanted to extract more potent deal protections than reasonably
were called for, Comverge was ill-positioned to resist. As discussed above, HIG’s control of the
PFG Note gave it negotiating leverage to put Comverge up against the ropes. In the Director
Defendants’ own words, Comverge “simply ran out of road” and essentially had to choose
between the HIG Merger and bankruptcy The Board apparently considered the potentially
preclusive effect that the Convertible Notes might have had, but in the end yielded to HIG’s
superior bargaining position and simply accepted any such effect.
Based on all these factors, I conclude that the combined effect of the termination fees, the
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expense reimbursement provision, and the Convertible Notes conceivably could have had an
unreasonably preclusive effect on potential bidders who might otherwise have topped HIG’s
offer and provided greater value to the Comverge stockholders. Notwithstanding this conclusion,
as with the price and process claims discussed above, under the Section 102(b)(7) exculpation
provision, the Director Defendants would be “entitled to dismissal unless the [P]laintiffs have
pled facts that, if true, support the conclusion that the [Defendant Directors] failed to secure the
highest attainable value as a result of their own bad faith or otherwise disloyal conduct.” Unlike
the price and process claims, however, Plaintiffs’ claim relating to the termination fees appears,
at this preliminary stage, sufficient that it conceivably could overcome Comverge’s exculpation
provision. I reach this conclusion on the grounds that, if the Convertible Notes are taken as
contributing to the preclusive effect of the termination fee and the expense reimbursements, it
conceivably is true that the Board’s apparently passive acceptance of those terms without any
pushback was “so far beyond the bounds of reasonable judgment that it seems essentially
inexplicable on any ground other than bad faith.” The aggregate value of those termination
payments reaches approximately 13% of the equity value of the transaction, well more than
double the termination fee percentages that this Court has found to be at the upper bounds of
reasonableness.
For these reasons, therefore, I deny the Comverge Defendants’ motion to dismiss Count I
for breach of fiduciary duty to the limited extent that, based on the record currently before me, I
cannot rule out the possibility that the termination fee structure associated with the Merger
Agreement, including the Convertible Notes, was unreasonable.
[…]

7.3 Courtroom Challenges to the Deal
7.3.1 In re Trulia, Inc. Stockholder Litig., 129 A.3d 884 (Del. Ch. 2016)
BOUCHARD, C.
This opinion concerns the proposed settlement of a stockholder class action challenging Zillow,
Inc.’s acquisition of Trulia, Inc. in a stock-for-stock merger that closed in February 2015. Shortly
after the public announcement of the proposed transaction, four Trulia stockholders filed
essentially identical complaints alleging that Trulia’s directors had breached their fiduciary duties
in approving the proposed merger at an unfair exchange ratio. Less than four months later, after
taking limited discovery, the parties reached an agreement-in-principle to settle.
The proposed settlement is of the type often referred to as a “disclosure settlement.” It has become
the most common method for quickly resolving stockholder lawsuits that are filed routinely in
response to the announcement of virtually every transaction involving the acquisition of a public
corporation. In essence, Trulia agreed to supplement the proxy materials disseminated to its
stockholders before they voted on the proposed transaction to include some additional information
that theoretically would allow the stockholders to be better informed in exercising their franchise
rights. In exchange, plaintiffs dropped their motion to preliminarily enjoin the transaction and
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agreed to provide a release of claims on behalf of a proposed class of Trulia’s stockholders. If
approved, the settlement will not provide Trulia stockholders with any economic benefits. The
only money that would change hands is the payment of a fee to plaintiffs’ counsel.
Because a class action impacts the legal rights of absent class members, it is the responsibility of
the Court of Chancery to exercise independent judgment to determine whether a proposed class
settlement is fair and reasonable to the affected class members. For the reasons explained in this
opinion, I conclude that the terms of this proposed settlement are not fair or reasonable because
none of the supplemental disclosures were material or even helpful to Trulia’s stockholders, and
thus the proposed settlement does not afford them any meaningful consideration to warrant
providing a release of claims to the defendants. Accordingly, I decline to approve the proposed
settlement.
On a broader level, this opinion discusses some of the dynamics that have led to the proliferation
of disclosure settlements, noting the concerns that scholars, practitioners and members of the
judiciary have expressed that these settlements rarely yield genuine benefits for stockholders and
threaten the loss of potentially valuable claims that have not been investigated with rigor. I also
discuss some of the particular challenges the Court faces in evaluating disclosure settlements
through a non-adversarial process.
Based on these considerations, this opinion offers the Court’s perspective that disclosure claims
arising in deal litigation optimally should be adjudicated outside of the context of a proposed
settlement so that the Court’s consideration of the merits of the disclosure claims can occur in an
adversarial process without the defendants’ desire to obtain an often overly broad release hanging
in the balance. The opinion further explains that, to the extent that litigants continue to pursue
disclosure settlements, they can expect that the Court will be increasingly vigilant in scrutinizing
the “give” and the “get” of such settlements to ensure that they are genuinely fair and reasonable
to the absent class members.
[…]
Over two decades ago, Chancellor Allen famously remarked in Solomon v. Pathe Communications
Corporation that “[i]t is a fact evident to all of those who are familiar with shareholder litigation
that surviving a motion to dismiss means, as a practical matter, that economical[ly] rational
defendants ... will settle such claims, often for a peppercorn and a fee.” The Chancellor’s remarks
were not made in the context of a settlement, but they touch upon some of the same dynamics that
have fueled disclosure settlements of deal litigation.
Today, the public announcement of virtually every transaction involving the acquisition of a public
corporation provokes a flurry of class action lawsuits alleging that the target’s directors breached
their fiduciary duties by agreeing to sell the corporation for an unfair price. On occasion, although
it is relatively infrequent, such litigation has generated meaningful economic benefits for
stockholders when, for example, the integrity of a sales process has been corrupted by conflicts of
interest on the part of corporate fiduciaries or their advisors. But far too often such litigation serves
no useful purpose for stockholders. Instead, it serves only to generate fees for certain lawyers who
are regular players in the enterprise of routinely filing hastily drafted complaints on behalf of
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stockholders on the heels of the public announcement of a deal and settling quickly on terms that
yield no monetary compensation to the stockholders they represent.
In such lawsuits, plaintiffs’ leverage is the threat of an injunction to prevent a transaction from
closing. Faced with that threat, defendants are incentivized to settle quickly in order to mitigate
the considerable expense of litigation and the distraction it entails, to achieve closing certainty,
and to obtain broad releases as a form of “deal insurance.” These incentives are so potent that many
defendants self-expedite the litigation by volunteering to produce “core documents” to plaintiffs’
counsel, obviating the need for plaintiffs to seek the Court’s permission to expedite the proceedings
in aid of a preliminary injunction application and thereby avoiding the only gating mechanism
(albeit one friendly to plaintiffs) the Court has to screen out frivolous cases and to ensure that its
limited resources are used wisely.
Once the litigation is on an expedited track and the prospect of an injunction hearing looms, the
most common currency used to procure a settlement is the issuance of supplemental disclosures to
the target’s stockholders before they are asked to vote on the proposed transaction. The theory
behind making these disclosures is that, by having the additional information, stockholders will be
better informed when exercising their franchise rights. Given the Court’s historical practice of
approving disclosure settlements when the additional information is not material, and indeed may
be of only minor value to the stockholders, providing supplemental disclosures is a particularly
easy “give” for defendants to make in exchange for a release.
Once an agreement-in-principle is struck to settle for supplemental disclosures, the litigation takes
on an entirely different, non-adversarial character. Both sides of the caption then share the same
interest in obtaining the Court’s approval of the settlement. The next step, after notice has been
provided to the stockholders, is a hearing in which the Court must evaluate the fairness of the
proposed settlement. Significantly, in advance of such hearings, the Court receives briefs and
affidavits from plaintiffs extolling the value of the supplemental disclosures and advocating for
approval of the proposed settlement, but rarely receives any submissions expressing an opposing
viewpoint.
Although the Court commonly evaluates the proposed settlement of stockholder class and
derivative actions without the benefit of hearing opposing viewpoints, disclosure settlements
present some unique challenges. It is one thing for the Court to judge the fairness of a settlement,
even in a non-adversarial context, when there has been significant discovery or meaningful motion
practice to inform the Court’s evaluation. It is quite another to do so when little or no motion
practice has occurred and the discovery record is sparse, as is typically the case in an expedited
deal litigation leading to an equally expedited resolution based on supplemental disclosures before
the transaction closes. In this case, for example, no motions were decided (not even a motion to
expedite), and discovery was limited to the production of less than 3,000 pages of documents and
the taking of three depositions, two of which were taken before the parties agreed in principle to
settle and one of which was a “confirmatory” deposition taken thereafter. The lack of an adversarial
process often requires that the Court become essentially a forensic examiner of proxy materials so
that it can play devil’s advocate in probing the value of the “get” for stockholders in a proposed
disclosure settlement. Consider the following example. During discovery, plaintiffs will typically
receive copies of board presentations made by financial advisors who ultimately opine on the
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fairness of the transaction from a financial point of view. It is all too common for a plaintiff to
identify and obtain supplemental disclosure of a laundry list of minutiae in a financial advisor’s
board presentation that does not appear in the summary of the advisor’s analysis in the proxy
materials—summaries that commonly run ten or more single-spaced pages in the first instance.
Given that the newly added pieces of information were, by definition, missing from the original
proxy, it is not difficult for an advocate to make a superficially persuasive argument that it is better
for stockholders to have more information rather than less. In an adversarial process, defendants,
armed with the help of their financial advisors, would be quick to contextualize the omissions and
point out why the missing details are immaterial (and may even be unhelpful) given the summary
of the advisor’s analysis already disclosed in the proxy. In the settlement context, however, it falls
to law-trained judges to attempt to perform this function, however crudely, as best they can.
It is beyond doubt in my view that the dynamics described above, in particular the Court’s
willingness in the past to approve disclosure settlements of marginal value and to routinely grant
broad releases to defendants and six-figure fees to plaintiffs’ counsel in the process, have caused
deal litigation to explode in the United States beyond the realm of reason. In just the past decade,
the percentage of transactions of $100 million or more that have triggered stockholder litigation in
this country has more than doubled, from 39.3% in 2005 to a peak of 94.9% in 2014. Only recently
has the percentage decreased, falling to 87.7% in 2015 due to a decline near the end of the year. In
Delaware, the percentage of such cases settled solely on the basis of supplemental disclosures grew
significantly from 45.4% in 2005 to a high of 76.0% in 2012, and only recently has seen some
decline. The increased prevalence of deal litigation and disclosure settlements has drawn the
attention of academics, practitioners, and the judiciary.
Scholars have criticized disclosure settlements, arguing that non-material supplemental disclosures
provide no benefit to stockholders and amount to little more than deal “rents” or “taxes,” while the
liability releases that accompany settlements threaten the loss of potentially valuable claims related
to the transaction in question or other matters falling within the literal scope of overly broad
releases. One recent study provides empirical data suggesting that supplemental disclosures make
no difference in stockholder voting, and thus provide no benefit that could serve as consideration
for a settlement. Another paper, written by a practitioner, provides examples of cases in which
unexplored but valuable claims that almost were released through disclosure settlements later
yielded significant recoveries for stockholders. […]
Given the rapid proliferation and current ubiquity of deal litigation, the mounting evidence that
supplemental disclosures rarely yield genuine benefits for stockholders, the risk of stockholders
losing potentially valuable claims that have not been investigated with rigor, and the challenges of
assessing disclosure claims in a non-adversarial settlement process, the Court’s historical
predisposition toward approving disclosure settlements needs to be reexamined. In the Court’s
opinion, the optimal means by which disclosure claims in deal litigation should be adjudicated is
outside the context of a proposed settlement so that the Court’s consideration of the merits of the
disclosure claims can occur in an adversarial process where the defendants’ desire to obtain a
release does not hang in the balance.
[…] Returning to the historically trodden but suboptimal path of seeking to resolve
disclosure claims in deal litigation through a Court-approved settlement, practitioners should
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expect that the Court will continue to be increasingly vigilant in applying its independent judgment
to its case-by-case assessment of the reasonableness of the “give” and “get” of such settlements in
light of the concerns discussed above. To be more specific, practitioners should expect that
disclosure settlements are likely to be met with continued disfavor in the future unless the
supplemental disclosures address a plainly material misrepresentation or omission, and the subject
matter of the proposed release is narrowly circumscribed to encompass nothing more than
disclosure claims and fiduciary duty claims concerning the sale process, if the record shows that
such claims have been investigated sufficiently. In using the term “plainly material,” I mean that
it should not be a close call that the supplemental information is material as that term is defined
under Delaware law. Where the supplemental information is not plainly material, it may be
appropriate for the Court to appoint an amicus curiae to assist the Court in its evaluation of the
alleged benefits of the supplemental disclosures, given the challenges posed by the non-adversarial
nature of the typical disclosure settlement hearing.
Finally, some have expressed concern that enhanced judicial scrutiny of disclosure settlements
could lead plaintiffs to sue fiduciaries of Delaware corporations in other jurisdictions in the hope
of finding a forum more hospitable to signing off on settlements of no genuine value. It is within
the power of a Delaware corporation to enact a forum selection bylaw to address this concern.48 In
any event, it is the Court’s opinion, based on its extensive experience in adjudicating cases of this
nature, that the historical predisposition that has been shown towards approving disclosure
settlements must evolve for the reasons explained above. We hope and trust that our sister courts
will reach the same conclusion if confronted with the issue.
With the foregoing considerations in mind, I consider next the “give” and the “get” of the proposed
settlement in this case.
Under Delaware law, when directors solicit stockholder action, they must “disclose fully and fairly
all material information within the board’s control.” Delaware has adopted the standard of
materiality used under the federal securities laws. Information is material “if there is a substantial
likelihood that a reasonable shareholder would consider it important in deciding how to vote.” In
other words, information is material if, from the perspective of a reasonable stockholder, there is
a substantial likelihood that it “significantly alter[s] the ‘total mix’ of information made available.”
Here, the joint Proxy that Trulia and Zillow stockholders received in advance of their respective
stockholders’ meetings to consider whether to approve the proposed transaction ran 224 pages in
length, excluding annexes. It contained extensive discussion concerning, among other things, the
background of the mergers, each board’s reasons for recommending approval of the proposed
transaction, prospective financial information concerning the companies that had been reviewed
by their respective boards and financial advisors, and explanations of the opinions of each
company’s financial advisor. In the case of Trulia, the opinion of J.P. Morgan was summarized in
ten single-spaced pages.
The Supplemental Disclosures plaintiffs obtained in this case solely concern the section of the
Proxy summarizing J.P. Morgan’s financial analysis, which the Trulia board cited as one of the
factors it considered in deciding to recommend approval of the proposed merger. Specifically,
these disclosures provided additional details concerning: (1) certain synergy numbers in J.P.
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Morgan’s value creation analysis; (2) selected comparable transaction multiples; (3) selected
public trading multiples; and (4) implied terminal EBITDA multiples for a relative discounted cash
flow analysis.
Relevant to considering the materiality of information disclosed in this section of the Proxy, thenVice Chancellor Strine observed in In re Pure Resources, Inc. Shareholders Litigation that there
were “conflicting impulses” in Delaware case law about whether, when seeking stockholder action,
directors must disclose “investment banker analyses in circumstances in which the bankers’ views
about value have been cited as justifying the recommendation of the board.” The Court held that,
under Delaware law, when the board relies on the advice of a financial advisor in making a decision
that requires stockholder action, those stockholders are entitled to receive in the proxy statement
“a fair summary of the substantive work performed by the investment bankers upon whose advice
the recommendations of their board as to how to vote on a merger or tender rely.” This “fair
summary” standard has been a guiding principle for this Court in considering proxy disclosures
concerning the work of financial advisors for more than a decade.
A fair summary, however, is a summary. By definition, it need not contain all information
underlying the financial advisor’s opinion or contained in its report to the board. Indeed, this Court
has held that the summary does not need to provide sufficient data to allow the stockholders to
perform their own independent valuation. The essence of a fair summary is not a cornucopia of
financial data, but rather an accurate description of the advisor’s methodology and key
assumptions. In my view, disclosures that provide extraneous details do not contribute to a fair
summary and do not add value for stockholders.
With the foregoing principles in mind, I consider next whether any of the four specific
Supplemental Disclosures that plaintiffs obtained here were material or whether they provided any
benefit to Trulia’s stockholders at all.
The Supplemental Disclosures provided some additional details in the sections of J.P. Morgan’s
analysis entitled “Value Creation Analysis—Intrinsic Value Approach” and “Value Creation
Analysis—Market–Based Approach.” In the “Intrinsic Value Approach” analysis, J.P. Morgan
compared the implied equity value derived from its discounted cash flow analysis of Trulia on a
standalone basis to Trulia stockholders’ pro forma ownership of the implied equity value of the
combined company. In the “Market–Based Approach,” J.P. Morgan compared the public market
equity value of Trulia on a standalone basis to Trulia stockholders’ pro forma ownership of the
implied equity value of the combined company.
As supplemented, the disclosure concerning the Intrinsic Value Approach reads in relevant part as
follows, with the information that was added to the original disclosure in the Proxy appearing in
bolded text:
The pro forma combined company equity value was equal to: (1) the Trulia standalone
discounted cash flow value of $2.9 billion, plus (2) the Zillow standalone discounted
cash flow value of $6.2 billion, plus (3) $2.2 billion, representing the present value of
(a) Trulia’s management expected after-tax synergies of $2.4 billion , less (b) Trulia’s
management estimates of (i) the one-time costs to achieve such synergies of $65.0
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million and (ii) transaction expenses of $85 million. The present value of after-tax
synergies was based on an estimate of $175.0 million in synergies to be fully realized
starting in 2016, extrapolated through 2029 based on assumptions provided by
Trulia’s management.
Plaintiffs argue that the disclosure of the $175 million synergies figure in the quote above was
important because it is substantially different from the $100 million in synergies that J.P. Morgan
used in the Market–Based Approach, which figure already was disclosed in the Proxy. According
to plaintiffs, “[h]ad [stockholders] initially known that the market-based approach analysis was
skewed downward by using lower synergies numbers, their view as to the resulting implied value
and reliability of [J.P. Morgan’s] analysis may have changed appreciably.” There are three
fundamental problems with this argument.
First, although plaintiffs question why J.P. Morgan used two different synergies figures in two
different analyses, they provide no explanation as to why doing so would be inappropriate. To the
contrary, it seems logical that an intrinsic value approach (which is based on a comparison derived
from a discounted cash flow analysis) would use synergies based on long-term management
projections, while a market-based approach (which is based on a comparison to the public market
equity value of Trulia) would use synergies based on what would be publicly announced to
investors. Regardless, the Proxy accurately disclosed which synergies assumptions the financial
advisor deemed appropriate to use in each analysis. […]
Because the $175 million figure for 2016 synergies already appeared in this table, inserting it into
a methodological paragraph a few pages later is of no benefit to stockholders. In my view, the
supplemental disclosure may have added confusion more than anything else, because it lacks
explanatory context and does not clearly describe the nature of management’s estimate of synergies
that was disclosed in the original Proxy.
Third, plaintiffs exaggerate the significance of juxtaposing the synergy figures used in the Intrinsic
Value Approach with those used in the Market–Based Approach. In contrast to the Intrinsic Value
Approach, the Market–Based Approach was placed in the end of the summary of the financial
advisor’s analysis in the “Other Information” section, was termed an “illustrative value creation
analysis,” and “was presented merely for informational purposes.” As plaintiffs concede, a “fair
reading” of the Proxy indicates that the Market–Based Approach analysis was less important than
the Intrinsic Value Approach analysis. Thus, the notion that the disclosure of the $175 million
synergies figure used in one analysis (which already was disclosed in the Proxy) was significant
because it was higher than the $100 million figure used in a second, different analysis is based on
a false equivalence of the relative importance of the two analyses.
In sum, the disclosures in the original Proxy already provided a fair summary of J.P. Morgan’s
methodology and assumptions in its two “Value Creation” analyses. Inserting additional minutiae
underlying some of the assumptions could not reasonably have been expected to significantly alter
the total mix of information and thus was not material. Indeed, in my view, the supplemental
information was not even helpful to stockholders.
The Proxy disclosed that J.P. Morgan used publicly available information to analyze certain
selected precedent transactions involving companies engaged in businesses that J.P. Morgan
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considered analogous to Trulia’s businesses. The Proxy listed the date, the target, and the acquirer
for each of 32 transactions that were considered. It also disclosed the low and high forward
EBITDA multiples for the group of transactions. Using a narrower range of multiples falling
between the low and the high for the group, J.P. Morgan created an estimated range of equity
values per share for Trulia common stock. […]
Plaintiffs’ grievance is that the Proxy did not provide the relevant multiples for each of the 32
individual transactions. The individual multiples were added in the Supplemental Disclosures for
those transactions for which the information was publicly available. The addition of this
information made evident that multiples were not publicly available for 15 of the 32 transactions.
Plaintiffs argue that, without the Supplemental Disclosures, stockholders would not have realized
that J.P. Morgan’s analysis did not consider multiples for half of the precedent transactions it listed
and was therefore less robust than the Proxy portrayed it to be.
The addition of the individual multiples and the revelation that some were not publicly available
could not reasonably have been expected to significantly alter the total mix of information. No
argument is made, for example, that having 16 similar transactions was not sufficient to perform
the analysis that J.P. Morgan conducted. The discussion in the Proxy, moreover, including the
portion quoted above, fairly summarized the methodology and assumptions J.P. Morgan used in
conducting that analysis to extrapolate a range of per share values for Trulia stock. A fair summary
does not require disclosure of sufficient data to allow stockholders to perform their own valuation.
[…]
The Proxy disclosed the names of sixteen publicly traded companies that J.P. Morgan used to
construct ranges of forward EBITDA and revenue multiples for Trulia and Zillow. The Proxy
provided these multiples for Trulia and Zillow based on their last unaffected trading day before
the announcement of the merger, and provided the median multiples for the three groups into which
J.P. Morgan categorized the sixteen comparable companies: “Real Estate,” “Software as a
Service,” and “Other.” The Proxy did not include individual multiples for the peer companies.
The Supplemental Disclosures added the revenue and EBITDA multiples for each of the sixteen
companies. Citing In re Celera Corporation Shareholder Litigation, plaintiffs argue, in essence,
that individual company multiples are material per se . That is not a fair reading of the case. In
Celera, the Court commented that “as a matter of best practices, a fair summary of a comparable
companies or transactions analysis probably should disclose the market multiples derived for the
comparable companies or transactions.” […] More importantly, the original disclosures in Celera
simply listed the comparable companies with no summary multiple data at all. Although the
supplemental disclosures in that case added summary data for each of three categories of
companies, they did not provide any individual company multiples. In other words, the disclosures
in Trulia’s Proxy, which provided the median multiples for three different categories of companies
that J.P. Morgan considered in its judgment to be similar to Trulia, essentially started at the point
where Celera ended.
Plaintiffs next argue that the individual multiples are important here because they allow
stockholders to compare the selected companies’ EBITDA growth rates and EBITDA multiples to
Trulia’s. This argument is unpersuasive for two reasons. First, basic valuation principles already
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would suggest to stockholders that higher growth rates should correspond to higher multiples.
Second, the Supplemental Disclosures do not contain EBITDA growth rates, so the figures
necessary to make that comparison are not present in any event. Thus, plaintiffs have not persuaded
me that individual company multiples are material or were even helpful in this case.
4. Implied Terminal EBITDA Multiples in the DCF Analysis
J.P. Morgan performed a relative discounted cash flow analysis to determine the per-share equity
values of Trulia and Zillow, using expected cash flows from 2014 through 2028 based on
management’s projections for each company and the perpetuity growth method to calculate the
companies’ respective terminal values. The Proxy explained this methodology and provided the
assumptions J.P. Morgan used in its analysis. […] In my view, these disclosures already provided
a more-than-fair summary of the relative discounted cash flow analysis that J.P. Morgan
performed.
The Supplemental Disclosures added to this summary the EBITDA exit multiple ranges for Trulia
and Zillow that were implied by the range of terminal values calculated based on J.P. Morgan’s
chosen inputs. Plaintiffs argue that, although J.P. Morgan used the perpetuity growth method and
only derived the implied EBITDA exit multiples to check the strength of its methodology, the
implied multiples were important to stockholders, who would be concerned that the exit multiples
for Trulia and Zillow are nearly identical despite differences in their current EBITDA growth rates,
and that the exit multiples are much lower than the current EBITDA multiples of Trulia and its
peers.
The logic of plaintiffs’ argument is flawed in two respects. First, because the same range of
perpetuity growth rates (2.5% to 3.5%) was used to calculate the terminal values for both
companies, it should not have been surprising that the implied exit EBITDA multiples would be
similar for both companies: 4.0x to 6.7x for Trulia and 4.1x to 6.8x for Zillow. Second, although
Trulia’s then-current EBITDA growth rate was high, the exit EBITDA multiples are based on
growth assumptions as of 2028, not 2015, and the 2015 growth rate cannot realistically continue
through the projection period. Basic principles of valuation suggest that it would be more
reasonable to forecast that the growth of both Trulia and Zillow eventually would fall to a marketbased rate, making plaintiffs’ comparison to the current growth rates of Trulia and its peers
inappropriate. Thus, not only is the supplemental disclosure immaterial, it also serves none of the
purposes that plaintiffs allege.
*****
For the reasons explained above, none of plaintiffs’ Supplemental Disclosures were material or
even helpful to Trulia’s stockholders. The Proxy already provided a more-than-fair summary of
J.P. Morgan’s financial analysis in each of the four respects criticized by the plaintiffs. As such,
from the perspective of Trulia’s stockholders, the “get” in the form of the Supplemental
Disclosures does not provide adequate consideration to warrant the “give” of providing a release
of claims to defendants and their affiliates, in the form submitted or otherwise. Accordingly, I find
that the proposed settlement is not fair or reasonable to Trulia’s stockholders.
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7.3.2

Note on In re Trulia

While In re Trulia marked the beginning of a remarkable decline in disclosure-only suits in
Delaware, the US plaintiffs’ bar is nothing if not persistent in its search for new “deal taxes” that
can provide their partners with a cut of settlement fees with little in the way of either exertion on
their own part or financial return to the shareholders they are putatively defending. The latest
iteration? Filing such suits in New York courts in connection with the SPAC craze of 2020-21:
https://www.reuters.com/business/legal/new-deal-tax-spac-defendants-are-paying-plaintiffslawyers-drop-ny-state-suits-2021-05-05/

