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Supreme Court of the United States
BANEK OF AMERICA NATIONAL TRUST AND
SAVINGS ASSOCIATION, Petitioner,
V.
203 NORTH LaSALLE STREET PARTNERSHIP,
No. 97-1418.

Argued Nov. 2, 1998,
Decided May 3, 1999,

Secured creditor objected to confirmation of debt-
or-limited partnership's proposed Chapter 11 plan.
The Bankruptcy Court, Eugene R, Wedoff, I, 190
B.R. 567, confirmed plan, and creditor appealed.
After denying creditor's emergency motion for stay

pending zppeal, 190 B.R. 395, the United States -

District Court for the Northern District of Iliinois,
Paui E. Plunkett, 7., 195 B.R. 692, affirmed. Credit-
or appealed, The Court of Appeals for the Seventh
Circuit, 126 F3d 955, affirmed. Certiorari was
granted. The Supreme Court, Justice Souter, held
that, assuming absolute priority rule contains new
value corollary or exception, debtor's prebank-
ruptey equity holders could not, over objection of
senior class of impatred creditors, contribute new
capital and receive ownership interests in reorgan-
ized entity without allowing others to compete for
that equity or to propese competing recrganization
plan,

Reversed and remanded.

Justice Thomas filed an opinion concurring in the
judgment, in which Justice Scalia joined.

Justice Stevens filed a dissenting opinion.
West Headnotes -
[1] Bankruptey 51 €=23561

51 Bankraptey
S121V Recrganization

SIXTV{B) The Plan

51k356! k. Preservation of Priority, Most
Cited Cases
Supreme Court has not decided whether any new
value corollary or exeeption to absolute _priority:
rule remains viable foliowing codification of abso-
lute priority rule, although legislative history does
nothing to disparage the possibility apparent in the
statutory iext, that the absolute priority rule as cur-
rently codified may carry a new value corcliary,
Bankr.Code, 11 U.S.C.A. § 1129(b)(2)(B)(ii).

[2] Bankruptey 51 €53561

51 Bankrupicy
S1XTV Reorganization
5130V(B) The Plan
51k3561 k. Preservation of Priorty. Most
Cited Cases ‘
As used in absohute priority rule, which bars cram-
down if junior interest holder receives or retains
property under proposed Chapter 11 plan “on ac-
count of” such junior interest, the “on account of”
modifier cannot be interpreted to mean. “in sx-
change for,” or “in satisfaction of” but, rather,
should reflect the more common understanding of
“on account of” to mean “because of,” such that ab-

 solute priority rule will be activated by a causal re-

iationship between holding the prior claim or in-
terest and receiving or retaining property.
Bankr.Code, 11 U.5.C.A. § 1129(b)(Z}{B)(ii).

[3] Bankruptey 51 €523561

51 Bankruptey
51XIV Reorganization
51X1V(B) The Plan
51k3561 k. Preservation of Priority. Most
Cited Cases
Chapter 11 debtor's prebankruptcy equity hoiders
could not, aver objection of senior class of im-
paired creditors, contribute new capital and receive
pwnership interests in reorganized entity, when that
‘bpportunity was given exclusively to old equity
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holders under reorganization plan adopted without
consideration of alternatives; plan violated absolute
priority rule by its prevision for vesting equity in
reorganized business in the debtor's partners,
without extending an opportunity to anyone else
either to compete for that equity or to propese a
competing reorganization plan, BankrCode, 11
U.S.0AL § LL29(BY2)(B)(D).

[4] Banlruptey 51 €-23561

51 Bankruptey
51 X1V Reorganization
51 XIV(B) The Plan
51k3561 k. Preservation of Priority. Most
Cited Cases ’
Assuming 2 new value corollary to absolute priority
rule, Chapter 11 plans providing junior interest
holdars with exclusive opportunities free from com-
petition and without benefit of market vatuation fail
within prolibition  of absplute priority rule.

_ Bankr.Code, 11 U.S.C.A. § 1129(b}(2)(B)(if}.

w1472 Syllabus N

. FN* The syllabus constitutes no part of the
opinion of the Court but has been prepared
by the Reporter of Decisions for the con-
venience of the reader. See United Siates v,
Detrait Timber & Lumber Co., 200 U.S,
321,337, 26 5.Ct. 282, 50 L.Ed. 499,

A loan by petitioner Bank of America National
Trust and Savings Association (Bank) to respondent
203 North LaSalle Street Partnership (Dsbtor) was
secured by 2 mortgage on the Debtor's interest in a
Chicago office building, the value of which was
less than the balance due the Bank, After the Debt-
or defaulted and the Bank began state-court fore-
closure, the Debtor filed a voluntary petition for re-
lief under Chapter 11 of the Bankruptey Code, 11
1,8.C. § 1101 et seq. The Debtor proposed a reor-

" ganization plan under which, infer alln, certain of

its former partners would contribute new capital in
exchange for the Debtor's entire ownership of the
reorpanized entity. That condition was an exclusive

eligibility provigion: the old equity holders were the
only ones who could coniribute new capital. The
Banl objected and, as sole member of an impaired
class of creditors, thereby biocked confirmation of
the plan on 2 consensual bagis, See § 1129(a)(8).
The Debtor, however, resorted to the alternate, judi-
cial “cramdown” process for imposing a plan on a
dissenting class, § 1129(b). Among the conditions
for a eramdown is the requirement that the plan be
“fair and equitable” with respect to cach class of
impaired unsecured claims that has nol accepted it.
§ L1291 A plan may be found to be fair and
equitable if “the holder of any elaim ... junior to the
claims of such class will not receive or retain under
the plan on account of such junior claim ... any
property.” § 1128(b)(2)(B)(ii). Under this “absolute
priority rule,” the Bank argued, the plan couid not
be confirmed as a cramdown because the Debtor's
old equity holdets would receive property even
though the Baul's unsecured deficiency claim
would not be paid in full. The Banlruptey Court
approved the plan nonetbeless, and the District
Court and the Court of Appeals affirmed. The Sev-
enth Circuit found ambiguity in the absolute prior-
ity rule's language, and interpreted the phrase “on
account of ” to permit recognition of & “new value
corollary™ to the rule, under which the objection of
an impaired senior clags does not bar junior claim
holders from receiving or retaining property in-
terests it the debtor after reorganization, if they
contribute new capital in money or money's worth,
reasonably equivalent to the property's value, and
*435 necessary for successful reorganization of the
restructured enterprise, The court held that when an
cld equity holder retains an equity interest in the re-
organized debtor by meeting the coroliary's require-
ments, he is not receiving or retaining that interest
“on account of ™ his prior equitable ownership, but,
rather, “on account of * a new, substantial, neces-
sary, and tair infusion of capital.

Held: A debtor's prebaukniptcy equity holders may
not, over the objection of a senior class of impaired
areditors, contribute new capital and receive owner-
ghip interests in the reorganized entity, when that
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opportunity is given exclusively to the old equity
holders under a plan adopted without consideration
of altematives. The old equity holders**1413 are
disqualified from participating in such a “new
valne” transaction by § 1120(b)(2)(B)(ID), which in
these circumstances bars a junior interest holder's
receipt of any property on accouni of his prior in-
tergst. Pp. 1417-1424,

(2) The Courl does not decide whether the statute
includes a new value corollary or exception. The
drafting history is eguivocal, but does nothing to
disparage ths possibility apparent in the statutory
text, that § 1129(b)(2)(B)(iI) may carry such a co-
rollary. Although there is no literal reference ©

“new value” in the phrase “on sccount of such jumi-

or claim,” the phrase could arguably carry such an
implication in modifying the prohibition against re-
ceipt by junior claimants of any nterest under a
plan while a senior class of unconsenting creditors
goes less than fully paid. Pp. 1417-141 g.

(b) The Court adopts as the better reading of the
“qn account of ™ madifier the mate commor under-
standing that the phrase means “bacause of,” since
this is the usage meant for the phrase at other piaces

_ip the statute, see Cohen v. De La Cruz, 523 1.3,

213, 219-220, 11§ 8.Ct. 1212, 140 L.Bd.2d 341
Thus, a causal relationship between holding the pri-
or claim or interest and receiving or retaining prop-

erty is what activates the absciute priority rule. As .

to the degree of causation that wili disqualify =
plan, the Government argues not only that eny ds-
gree of causation between earlier jnterests and re-
tpined property will activate the bar to a plan
providing for later property, but also that whenever
the holders of equity in the Debtor end up with
some property thers will be some causation, A less
gbsolute statatory prohibition would follow from
reading the “on account of 7 language as intended
to reconcile the two tecognized policies underiying
Chapter 11, of preserving going concerns and pax-
imizing property availabie fo satisfy creditors, see
Toibh v. Radlgf, 501 US. 157, 163, 111 S.Ct
2197, 115 L.Bd.2d 145. Causation between the ¢ld

equity's holdings and subsecuent property substan-
tial enough to disqualify 2 plan wouid presumably
occour on this view whenever old equity’s later prop-
erty*936 would come &t =a price that failed to
provide the greatest possible addition to the bank-
ruptcy estate, Le., whenever the equity holders ob-
tained or preserved an ownership imterest for less
than someene else would have paid. Pp. 1419-1422,

(c) Assuming a new value corollary, plans provid-
ing junjor interest holders with excinsive opportun-
ities free from competition and without benefit of
market valuation fall within § L1129(b)(2)(B){i)'s
prohibition. In this case, the proposed pian is
doomed by its provision for vesting equity in the
reorgamized business in the Debtor's parmers
without extending an opportunity to anyone else
either to compete for that equity or to propose a
competing reorganization plan. The exclusiveness
of the opportunity, with its protection against the
market's scrutiny of the stated purchase price,
renders the partners' Tight a property interest exten-
ded “on account of ™ the old equity position and
therefore subject to zn unpaid senior creditor class's
objection, Under a plan granting old equity ot ex-.
clusive tight, any determination that the purchase
price was top dollar would necessarily be made by
the bankruptcy judge, whereas the best way to de-
termine value is exposure to a market. In the in-
terost of statutory coherence, the Bankruptey
Code's disfavor for decisions untestsd by competit-

_ive choice ought to extend to valnations in adminis-

tering § 1129(b)(2)(B)(ii) when some form of mar-
ket valuation may be avaitable to test the adequacy
of at old equity holder's proposed contribution. Pp.
1422-1424,

126 F.3d 955, reversed and remanded,

SOUTER, 1., delivered the opinion of the Conurt, in
which REHNQUIST, C.J, and O'CONNOR,
KENNEDY, GINSBURG, and BREYER, I,
joined, THOMAS, ., file¢ an opinion concwTing in
the judgment, in which SCALIA, J., joined, post, p.
1424, STEVENS, J., filed 2 dissenting opinion, pest
, P 1426,
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Roy T, Boglett, Je., Washington, DC, for petitioner,

Patricia A, Miltett, Washington, DC, for United
States 28 amiens curiae, by special leave of the
Court.

#21414%43"7 Richard M. Bendix, Jr,, Chicago, IL,
for respondent,

For U,S. Supreme Court briefs, zec:!1998 WL
265043 (Pet.Brief) 1298 WL 346624
(PeLj3eief) 1998 WL 536354 (Resp.Brief} 998 WL
732924 (Pet.Supp.Brief31998 WL 727547
(Resp.Supp. Brief)

Justice SOUTER delivered the opinion of the
Coutt.

The issue in thig Chaptet [1 reorganization cass i
whether a debtor's prebanleuptey equity holders
muy, over the objection of & semior class of im-
paired creditors, coniritute new capitel and receive
ownepship intereste in the reorganized entity, when
that opportunity is given exclusively to the ofd
equity holders under a plan adopted without sonsid-

eration of alternatives. We hold that old equity

holdess are disqualified from participating in such a
“new value” fransaction by the terms of 11 U.S.C§
F120(B(2)B)D, which in such ciroumstances bary
a junior interest holder's receipt of any property on
account af' his prior interest,

1

Petitioner, Bank of Amerlea National Trust and
Savingy Association (Bank), ENI is the major cred-
itor of respondent, 203 North LaSalle Street Part-
nership (Debtor or Partnership), *438 an Hlinois
real estate limited partoership, N2 The Bank lent
the Debtor seme $93 million, secured by a nonre-
) EN: y . -

course first mortgage on the Dabtor's principal
asset, 15 flooes of an office building in downtown
Chicago, In January 1995, the Debtor defaunlted,
and the Bank began foreciosure in & state coutt,

FNI1. Bauk of America, Illinois, was the

appeliant in the cage below. As 4 result of
& merger, it is now known as Bank of
America National Trust and Savings Asso-
ciation,

FN2. The limited pactners in this case are
considered the Debior's equity holder un-
der the Banlruptey Code, see 11 U.8.C. §§
101{L8), {17), and the Debtor Partnership's
actions may be understood ag taken on be-
haff of its equity holders.

FN3. A nonrscourss loan requirss the Banle
to look only to the Debtor's collateral for
payment. But see n. 6, infra.

In March, the Debtor responded with a voluntary
petition for relief under Chapter {1 of the Bank-
ruptey Code, L1 11.8.C. § 110{ ef seq., which auto-
matically stayed the foreclosure procesdings, see §
302(n). In re 203 N. LaSalle Street Partnership, 126
F.3d 955, 958 (C.A7 1997); Bank of America,

Hiinois v. 203 N, LaSalle Street Parinership, 195

- BR. 692, 696 (N.InT1L1996). The Debtor's pincip-

al objective was to ensure that iig partners retained
title to the property so as to avoid roughly $20 mik
lion in personal tax Habilities, which would fall due
if the Bank foreclosed. 126 F.3d, at 958, 195 B.R,,
at 698, The Debtor proceedod to propose a reorgan-
ization pian during the 120-day petiod when it
alone had the right to do so, ses 1l US.C §
1121(b); see also § 1121(e) (exclusivity period ex-
tonds to 180 days if the debtor files plar within the
initial 120 days). "N The Banlruptey Coutt rejec-
ted the Bank's motion to terminate the period of ex-
chisivity to make way for & plag of its own to 439
liguidate the property, and instead extended fhe ex-
f?iﬁssivity period for cause shown, under § 1121(d).

FN4, The Debtor filed an initial plan on
Aprif 13, 1995, and amended it on May 12,
1995, The Bank objected, and the Bank-
raptey Court rejected the plan on the
ground that it was not feasible. See §
1129(a)(11). The Deblor submitted a new

© 2010 Thomson Reuters. No Ciaim to Orig. US Goy. Works.
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plen on September 11, 1995. I re 203 N.
LaSalie, 126 F.3d 955, 958-959 (C.A7
1987,

FN3. The Bank neither appealed the denial
nor raised it as ar issue in this appeal.

The value of the mortgaged property was less than
the balance due the Bank, which elected to divide
its undersecured claim into secured and unsecured
deficiency claims under § 506(a) and § 1111(b).

126 F.3d, at 958. Under the plan, the Debtor
separately classified the Bank's secured claim, itg
unsecared deficiency claim, and unsecured trade
*%1415 debt owed to other creditors, See § 1122(a).

The Banlouptey Court found that the Debtor's
available assets were prepetition rents in a cash ac-
count of $3.1 million and the 15 floors of rental
property worth $54.5 million, The secured claim
was valued at the latter figure, leaving the Bank
with an unsecured deficiency of $38.5 million.

FN6, Having agreed to waive rscourse
against any property of the Debior other
than the Tes] estate, the Bank had no unse-
cured claim outside of Chapter 11. Section
1111(b), however, provides that nonre-
course sscured creditors who are underse-
cured muust be treated in Chapter 11 as if
they had recourse.

FN7. Indeed, the Seventh Circwit appar-
ently Tequires separate classification of the
deficiency claim of an undersecured credit-
or from other gemeral unsecured claims.
See In re Woodbrook Associates, 19 F.3d
312, 319 (1994). Nenetheless, the Bank ar-
gued that if its deficiency claim had bsen
included in the class of general unsecured
creditors, its vote against confirmation
would have resulted in the plan’s rejection
by that class. The Banlruptcy Court and
the District Court rejected the contention
that the classifications were gerrymandered
to obtain requisite approval by a single
class, In re 203 N. LaSalle Street Limited

Partnership, 190 B.R. 567, 592-593
(Blrtey N.D.IIL1995); Bank of America,
Hlinois v. 203 N. LaSalle Street Pariner-
ship, 195 BR. 692, 705 (N.D.JL.1996),
and the Court of Appeals agreed, 126 F.3d,
at 968, The Bank sought no review of that
issue, which is thus not before ns.

Sp far as we need bé concerned here, the Débtor‘s
plan had these further features:

#440 (1) The Bank's §54.5 million secured claim
would be paid in foll between 7 and 10 years
afier the original 1995 repayment date.

FNB8. Payment consisted of a prompt cash
payment of $1,148,500 and a secured,
7-year note, extendable at the Debtor's op-
tion. 126 F.3d, at 959, n. 4, 195 B.R., at
698.

(2) The Bank's $38.5 million unsecured defi-
ciency ciaim would be disch,ﬁ'\ggé for an estim-
ated 16% of its present value. ~

- FND. This expected yield was based upon
the Bankruptey Court's projection that
sale or refinancing of the property on the
10th anniversary of the plan confirmation

~would produce a §19-million distribution
to the Bank.

(3) The remaining unsecured clzims of §30,000,
held by the outside trade creditors, wounld be paid
in full, without interest, on the effective date of
the plan.

FN10. The Debtor originally owed
$160,000 in unsecured trade debt. After
filing for bankruptcy, the general partners
purchased some of the trade claims. Upon
confirmation, the insiders would wajve all
general unsecured claims they hsld. 126
F.3d,at958,n. 2, 195 B.R,, at 698

(4} Certain fonmer ﬁartners of the Debtor would

© 2010 Thomson Reuters. No Claim to Orig. US Gov. Works.
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contribute $6,125 million in new capital over the
course of five years (the contribution being worth
some $4.1 million in present value), in exchange
for the Partnership’s entire ownership of the reor-
ganized debtor,
The tast condition was an exclusive eligibility
provision: the old equity holders were the ouly
ones who could contribite new capital. "

FNIL The plan eliminated the interssts of
noncontributing partners. More than 60%
of the Partnership interests would change
hands on confirmation of the plan. See
Brief for Responclent 4, n. 7. The new Part-
nership, however, would consist solely of
former pattiers, a feature critical to the
preservation of the Partnership's tax shel-
ter, Tr, of Oral Arg. 32,

The Bank objecied and, being the sole member of
an impaired ciass of creditors, thereby blocked con-
firmation of the *441 plan on a consensual basis,

See § 1129(a)(8).7 V2 The Debtor, however, took

the alternate route to confirmation of a reorganiza-
tion plan, forthrightty known as the judicial
“cramdown™ process for imposing a plan on a dis-
senting class. § 1129(b). See generally Kiee, All
You Bver Wanted to Know About Cram Down Un-
der the New Bankruptcy Code, 53 Am. Bankr.L.J.
133 (1979).

FNI12, A class of creditors accepts if a ma-
jority of the creditors and those holding
two-thirds of the total dollar amount of the
claims within that class vote to approve the
plan. § 1126(c).

There are two conditions for a cramdown. First, all
requirements of § 112%(s) must be met (save for the
plan's acceptance by each impaired clasy of claims
or interests, see § 1120(a)(8)). Critical among them
are the conditions that the plan be accepted by at
least one class of impaired creditors, see §
L129(a)(10), and safisfy the
“hegi-interest-of-creditors” test, see § 1129(a)}(7).

Here, **1416 the class of trade creditors with

impaited unsecurad claims voted for the piau,FNM

126 F.3d, at 959, and there was no issue of best in-
terest, Second, the objection of an impaired creditor
class may be overridden only if “the plan does not
discriminate unfairly, and is fair and equitable, with
respect to each clagg of claims or interests that is
impaired under, and has not accepted, the plan.” §
[129(b){1). As to a dissenting class of impaired un-
secured creditors, such a plan may be found to be
“fair and equitable” only if the allowed value of the
claim is to be paid in full, § 1129(B)2)WXD), or, in
the alternative, *442 if “the holder of any claim ot
interest that is jusior to the claims of such
[impaired unsecured] class will not receive or retain
under the plan on account of such junior claim or
terest any property,” § 1129¢(5)(2)(B)(il). That lat-
ter condition is the core of what is known as the
“absclute priority rule.” :

FN13. Section 1129(a)7) provides that il
the holder of a claim impaired under a plan
of reorgauization hag not accepted the
plan, then such holder must “receive ... on
account of suck claim ... property of a
value, as of the effective date of the plan,
that is not less than the amount that such
holder would so receive ... if the debtor
were liquidated under chapter 7 ... on such
date.” 'The “begt interests” test applies to
individual oreditors holding impaired
claims, even if the class as a whole votes
to accept the plan.

FNI4, Claims are unimpaired if they retain
all of their prepetition legal, equitable, and
contractual rights sgainst the debtor. §
1124,

The absolute priority rule was the basis for the
Bank's position that the plan could not be con-
firmed as a cramdown, As the Bank read the rule,
the plan was open to objection simply because cer-
tain old equity holders in the Debtor Partnership
would receive property even though the Bank's un-
secured deficiency claim would not be paid in full.
The Banlauptoy Court approved the plan nonethe-
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less, and accordingly denied the Bank's pending
motion to convert the case to Chapier 7 liguidation,
or to dismiss the case. The District Court affirmed,
195 B.R. 692 (N.D.I11.1996), as did the Court of
Appeals.

The majority of the Seveath Circuit's divided panel
found ambiguity in the language of the statutory ab-
solute priority rule, and looked beyond the text to
interpret the phrase “on account of ™ as permitting
recognition of a “new value corollary” to the tule.
126 F.34d, at 964-965. According to the pamel, the
corollary, as stated by this Court in Case v. Los
Angeles Lumber Products Co., 308 US. 106, 118,
60 S.Ct.-1, 84 L.Ed. 110 (1939), provides that the
objection of an impaired senior class does not bar
junior claim holders from recefving or retaining
property interests in the dsbtor after reorgamization,
if they contribute new capital in money or money's
worth, reasonably eguivalent to the property's
value, and necessary Tor successiul reorganization
of the restructured enterprise. The panel majority
" held that

“when an old equity holder retains an equity in-
terest i the reorganized debtor by meeting the
requirements of the new value corollary, he is not
receiving or retaining that interest ‘on account of
! his prior equitable ownership*443 of the debtor.
Rather, he is allowed to participate in the reor-
ganized entity ‘on account of * a new, substantial,
necessary and fair infusion of capital.” 126 F.34,
at 364,

In the dissent's contrary view, there is nothing am-
biguous about the text: the “plain language of the
" absolute priority rule ... does mot inciude 2 new
value exception.” Id., at 970 (opinion of Kenne, 1.).
Since “[t]he Plan ir this case gives [the Debtor's]
partners the exclusive right to retain their owner-

ship interest in the indebted property because of

fheir status as ... prior interest holder[s],” id, at
073, the dissent would have reversed confirmation
of the plan.

We granted certiorari, 523 U.S. 1106, 118 S.Ct.

1674, 140 L. Ed.2d 81Z (1998), to resolve a Circuit
split on the issue. The Seventh Circuit in this case
joined the Ninth in relying on & new value corollary
to the absolute priority ruie to support confirmation
of such pians. See In re Bornner Mall Partnership, 2
F.3d 899, 10-916 (C.A.9 1993), cert. granted, 510
U.S. 1039, 114 S.Ct. 681, 126 L.Ed.2d 648, vacatur
denied and appeal dism'd as moot, 513 U.S, 18, 115
S.Ct. 386, 130 L.E&.2¢ 233 (1994). The Second and
Fourth Circuits, by contrast, without explicitly re-
jecting the corollary, have disapproved plans simil-
ar to this one. See In re Coltex Loop Ceniral Three
Partners, L. P., 138 F.3d 39, 44-45 (C.A.2 1998);
In re Bryson Properiies, XVIII, 961 F.2d 496, 504
(C.A.4 1992), cert. denied, **1417506 U.S. 866,
113 5.Ct 191, 121 L.Ed.2d 134 (1992). We

“do not decide whether the statute includes a new

value corollary or exception, but hold that on any
reading respondent's proposed plan fails to satisfy
the statute, and accordingly reverse. '

"FN15. All four of these cases arose in the
singie-asset real estate context, the typical
one in which new value plans are pro-
posed. See 7 Collier on Bankruptcy
1129.04[4][c][E}{B], p. 1129-113 (rev.
15th ed.1998). See also Strub, Competi-
tion, Bargatning, and Exclusivity under the
New Value Rule: Applying the Single-As-
set Paradigm of Bonner Mall, 111 Banking
L3, 228 231 (1994) (“Most of the cases
discussing the new value issue have done
s¢ in connection with an attempt by a
single-asset debtor to reorganize under
chapter 117).

*444 1

The terms “absolute priority rule” and “new value
corollary” (or “exception™) are creatures of law
antedating the current Bankruptcy Code, and to un-
derstand both those terms and the related but inex-
act languape of the Code some history is helpful.
The Bankrupicy Act preceding the Code contained
no such provision as subsection (b)(2)(B)(ii), its
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subject having been addressed by two interpretive
rutes. The first was a specific gloss on the require-
ment of § 778 {and its successor, Chapter X) of the
old Act, that any reorganization plan be “fair and
squitable,” 11 U.S.C. § 205(e) (1934 ed., Supp: D)
(repealed 1938) (§ 77B); 11 U.S.C. § 621(2) (1934
ad., Supp. IV) (repealed 1979} (Chapter ¥X). The
reason for such a limitation wag the danger inherent
in any reorganization plan proposed by a debtor,
then and now, that the plan will simply futh out to
be too good a deal for the debtor's owners, See H.R.
Doc, No. 93-137, pt. 1, p. 255 {1973} (discussing
concern with “the abjlity of a few ingsiders, whether
representatives of management or major creditors,
to use the reorganization process to galn an unfair
advantage™); ibid, (“[1]t was believed that creditors,

because of management's pasition of dominance,

were not able Lo bargain effectively without & clear
standard of fairness and judicial confrol”); Ayer,

Rethinking Absolute Priority After Ahlers, 87

Mich, L.Rev. 963, 969-973 (1989). Hence the pre-
Code judicial responge known as the absolute prios-
ity ruie, that fairness and squity required that “the
creditors ... be paid before the stockholders could
retein [equity interests] for any purpose whatever.”
Northern Paceific R, Co, v. Boyd, 228 U.S. 482, 508,
33 S.Ct. 554, 57 L.Ed., 931 (1913). See also Louis-
ville Trust Co. v. Louisville, NA, & CR Co., 174
.S, 674, 684, 19 S,Ct. 827, 43 L.Ed. 1130 (1899)
(reciting “the familiar rule that the stockholder's in-
terest in the property is subordinate to the rights of
creditors; first of secured and then of unsecured
ereditors,” and concluding that “any arrangement of
the parties by which the subordinate*445 rights and
interests of the stockholders are attempted to be se-
cured at the expense of the prior rights of either
class of creditors comes within judicial denunci-
ation™).

The second intetpretive rule addressed the first. Its
classic formulation occurred in Case v. Los Angeles
Lumber Products Co., in which the Court spoke
through Justice Douglas in this dictum:

“It 18, of course, clear that there are circum-

stances under which stockholders may participate
in u plan of reorganization of an insolvent debt-
or.... Where th[e] necessity [for new capital] ex-
ists and the old stoclkholders make a fresh contri-
bution and receive in retrn a participation reas-
onably equivalent to their contribution, no objec-
tion can be made....

“['Wle believe that to accord ‘the creditor his full
right of priority against the corporate agsets’
where the debtor is insolvent, the stockboldet's
participation must be based on a coméribution in
money or in money's worth, reasonably equival-
ent in view of ail the circumstances to the parti-
cipation of the stockholder” 308 U.S, al
121-122, 60 S.CL 1.

Although counsel for one of the parties here has de-
scribed the Cave observation as * ‘black-letter’
principle,” Brief for Respondent 38, it never rose
above the technical level of dictum in any opinion
of this Court, which last addressed it in Norwest
Bank Worthington v. dhlers, 483 U8, 197, 108
S.Ct. 963, 99 L.Ed.2d 169 (1988), helding that a
contribution of “ ‘labor, experience, and expertise’
” by 4 junmior interest holder was not in the “
‘money's worth® ” that the Case **1418 observation
requirec, 485 U.8,, at 203-203, 108 5.Ct. 963. See
also Marine Farbor Praperiies, Inc. v. Manufactur-
ers Trust Co., 317 U.8, 78, 85, 63 S.Ct. 93, 87
L.Ed. 64 (1942); Consolidaied Rock Products Co.
v, Du Bois, 312 U.8, 510, 529, 0, 27, 61 S.Ct. 675,
85 L.Ed, 982 (1941). Nor, prior to the enactment of
the current Bankruptcy Code, *446 did any court
rely on the Case dictum to approve a plan that gave
old equity a property right after reorganization. See
Ayer, suprg, at 1016; Markell, Owners, Auctions,
and Absolute Priority in Bamlruptcy Reorganiza-
tions, 44 Stan. L.Rev. 69, 92 (1991), Hence the

-controversy over how weighty the Case dictum had

become, as reflected in the aiternative labels for the
new value notion:; some writers apd cowts
(including this one, see Aklers, supra, at 203-204,
n, 3, 108 8.Ct. 963) have spoken of it as an excep-
tion to the absolute priority rule, see, e.g., Jn re
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Potter Material Service, Inc., 781 F.2d 99, 101
(C.A.7 1986); Milier, Bankruptcy's New Vaiue Ex-
ception: No Longer a Necessity, 77 B.U.L Rev. 975

(1997); Georgakopoulos, New Value, Fresh Start, 3

Stan. J.L. Bus. & Fin, 125 (1997), while others
have characterized it as a simple corollary to the
rule, see, e.g., In re Bonner Mail Purtnership, 2
F.3d, at 906; Ayer, supra, at 999,

Enactment of the Bankruptcy Code in place of the
prior Act might have resolved the status of mew
value by a provision bearing its name or at least un-
mistakably couched in its terms, but the Congress
chose mot to avail itself of that opportunity. In
1973, Congress had considered proposals by the

- Bankruptcy Commisgion that included a recom-

mendation to make the absolute priority rule more
supple by allowing nonmonetary new value contri-
butions. FL.R. Doe. Na. 93-137, pt. I, at 258-259;
id., pt. 11, at 242, 252. Although Congress took no
action on any of the ensuing bills containing lan-
guage that would have enacted such an expanded
new value concepi,” 16 cach of them was reintro-
duced in the next congressiona) session. See ILR.
31, 94th Cong, lst Sesg,, 447 §§ 7-303(4), N7
7-310{d)(2)(B) (1975); 18 HR. 32, 94th Cong.,
1st Sess., §§ 7-301(4), 7-308(d)(2)(B) (3975); S.
235, 94th Cong., 1Ist BSess., §§ 7-301(4),
7-308(d)(2)(B) (1975); S. 236, S4th Cong., lst
Sess., §§ 7-303(4), 7-310(d)(2)(B) (1975). After ex-

tensive hearings, a substantially revised House bill.

emerged, but without any provision for ronmonet-
ary new value contributions. See H.R. 6,_95th
Cong., lst Sess, §§ 1123, 1129(6) (197N
After a lengthy markup session, the House pro-
duced H.R. 8200, 95th Cong., st Sess. (1977),
which would eventually become the law, H.R.Rep.
No. 95-595, p. 3 (1977), U.5.Code Cong. & Admin.
News {1978), p. 5964. It had no explicit new value
fanguage, expansive or otherwise, but did codify
the absolute priority rule in nearly iis present form.
See H.R. 8200, supra, § 1129(0)(2}BIIv) (“[Tlhe

holders of claiins or interests of any class of claims.

or interests,**1419 as the case may be, that is juni-
or to such class will not receive or retain under

%448 the plan on account of such junior claims or
interests any property™.” "

FN16. See HR. 10792, 93d Cong., 1st
Sess., §3 7-303(4), 7-310(d)(2)(B) (1973);
H.R. 16643, 93d Cong., 2d Sess., 8§
7.301(4), 7-308(d)(2)(B) (1974); S. 2565,
93d Cong., st Sess, §§ 7-303(4),
7310(dY2(B)  (1973), 5. 4046, 93d
Cong., 2d Sess, §§  7-301(4),
7-308()(2XB) (1974).

FN17. Section 7-303(4) read: “[W]hen the
equity security holders retain an interest
under the plan, the individual debtor, cer-
tain partners or equity security holders will
make a contribution which is important to
the operation of the reorganized debtor or -
the successor under the plan, for participa-
tion by the individual debtor, such past-
ners, or such bolders under the plan on &
basis which reasonably approximates the
value, if any, of their Interests, and the ad-
ditional estimated value of such contribu-
tion.”

FN18. Sectiom 7-310(d)}(2¥B) read
“Subject fo the provisions- of section
7-303(3) and (4) and the court's making -
any findings required thersby, there is a
reasopable bagis for the vaiuation on which
the plan is based and the plan is fair and
equitable in that there is a reasonable prob-
ability that the securities issued and other
consideration distributed under the plan
will fully compensate the respective
classes of creditors and equity security
holders of the debtor for their respsclive
interests in the debtor or his property.”

FN19. Section 1129(b) of H.R. 6 read, in
relevant part: “[T]he court, on request of
the proponent of such plan, shell confinm
such plan ... if such plan is fair and equii-
able with respect to ail classes except any
cless that has zccepted the plan and that is
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compriged of claims or interests on account
of which the holders of such claims or in-
terests will receive or retain under the plan
not more than would be so received or re-
tatned under a plan that is fair and equit-
able with respect to all classes.”

IFN20. While the eatlier proposed bills
contained provisions requiring as a condi-
tiotr of coufirmation that a plan be “fair
and equitable,” none of them contained
language explicitly codifying the absolute
priority rule. See, e.g., nn. 17-19, supra.

For the purpose of plumbing the meaning of sub-
section (D)(2)(B)(ID) in search of a possible stat-
utory new value exception, the lesson of this draft-
ing history is equivocal. Although hornbook law
has it that * *Congress does not intend sub silentio
"to enact statutory lanpuage that it has eardier dis-
carded,’ ™ INS v. Cardoza-Fonseca, 480 1.5, 421,
442-443, 107 8.Ct. 1207, 94 L.Ed.2d 434 (1987),
" the phrase “on account'of " is not silentium, and the
language passed by in this instance had never been
in the bill finally enacted, but only in predecessors
that died on the vine. None of these contained an
%ﬂazﬂlcit codification of the absolute priority rule,
and even in these eatlier bills the language in

~ question stated an expansive new value_ concept,

not the rule as limited in the Case dictum,
FMN21. See n. 20, this page.
FN22. See . 17-18, supra,

The equivocal noe of this drafting history is ampli-
fied by another featwe of the legislative advance
- toward the current faw, Any argument from drafting
histary has to account for the fact that the Code
does not codify any authoritative pre-Code vergion
. of the absolute priority rule. Compare §
1129(B)}2X(B)(1D) (“[T]he holder of any claim or in-
terest that is junior to the claims of such [impaired
nnsecured] class witl not receive or retain under the
plan on account of such junier claim or interest any
property™) with Beyd, 228 U.S,, at 508, 33 S.Ct,

554 (“[Tlhe cteditors were entitled to be paid be-
fore the stockholders could retain {a right of prop-
erty] for any purpose whatever™), and Caose, 308
U.8., at 116, 60 S8.Ci. | {* ‘[Clreditors are entitled
to priority over stockholders against all the property
of an insolvent corporation’ * (quoting *449Kansas
City Terminal B, Co. v. Central Union Trust Co. of

TNY., 271 ULS. 445, 455, 46 S.Ct. 549, 70 L.IEd.

1028 (1926))). See H.R.Rep. No. 95-595, a 414,
U.8.Code Coup.& Admin, News (978, p. 6370.
(chatacterizing § [129(b)(2)(B)(ii) as a “partial co-
dification of the absolute priority rule™); ibid. (“The
clements of the [fair and equitablie] test are newl|,]
departing from both the absolute priority rule and
the bast interests of creditors tests found under the
Banlruptey Act™). :

[1] The upshot ig that this history does nothing to
disparage the possibility apparent in the statutory
text, that the absolute priority rule now on the
books as subsection (b)(2)(B)(ii) may carry a new
value cotollary, Although there is no literal refer-
ence to “new value” in the phrase “on account of
such junior ciaim,” the phrase could arguably carry
such an implication in modifying the prohibition
against receipt by junior claimants of any interest
under a plan while a senior class of unconsenting
creditors goes less than fully paid,

IIE

[2] Three basic interpretations have been suggested
for the “on account of ” modifier. The first reading
is proposed by the Partnership, that “on account of
* harks back to accounting practice and means
something like “in exchange for,” or “in satisfac-
tion of,” Brief for Respoudent 12-13, 15, n. 16, On
this view, a plan would not violate the absolute pri-
ority rule unless the old equity holders received or
retained property in exchange for the prior interest,
without any significant new contribution; if sub-

stantial money passed from them as part of the deal,

the prohibition of subsection (b)}(2){B)(ii) would
not stand in the way, and whatever issues of fair-
ness and equity there might otherwise be would not
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implicate the “on account of ” modifier.

This position is beset with troubles, the first one be-
ing textual. Subsection (b)(Z)(B)(ii) forbids not
only receipt of property on account of the prior in-
terest but its retention as well. See also §§
1129(2)(THAXD, (@)(T(B), (B)2B)E; **1420
OO, BH2NCHE). A common instance of
the latier *450 would be a debtor's retention of an
interest in the insolvent business reorganized under
the plan. Yet it would be exceedingly odd to speak
of “retainjing]” property in exchange for the same
property interest, and the sccentricity of such a
reading is underscored by the fact that elsewhere in
the Code the drafters chose to use the very phrase
“in exchange for,” § 1123(a)(5})) (a plan shall
provide adequate means for implementation, in-
cluding “issuance of securities of the debtor ... for
cash, for property, for existing securities, or in ex-
change for claims or interests™). It is uniikely that
the drafters of legislation so long and minutely con-
templated as the 1978 Bankruptey Code would have
used two distinctly different forms of words for the
same purpose. See Russello v. United States, 464
U.S. 16, 23, 104 8.Ct. 296, 78 L.Ed.2d 17 (1983).

The second difficulty is practical: the unlikelihood
that Congress meant to impose & conditien as me-
pipulable as subsection (b)(2)(B){ii) would be if
“on accomnt of ™ meant to prohibit merely an ex-
change unaccompanied by a substantial infusion of
new funds but permit one whenever substantial
funds changed hands. “Substantial” or “significant”
or “considerable” or like characterizations of a
monetary contribution would measure it by the
Lord Chancelier's foot, and an absolute priority rule
50 variable would not be mmch of an absolute. Of
course it is true (as already noted) that, even if old
equity holders could displace the ruie by adding
some significant amount of cash to the deal, it
would not follow that their plan would be entitied
to adoption; a coniested plan would still need to
gatisfy the overriding condition of fairness and

- equity. But thai genera) fairness and equity eriterion

would apply in any event, and one comes back to

the question why Congress would have bothered to -
add a separate priority rule without a sharper edge.

Since the “in exchange for ™ reading merits rejec-
tion, the way 15 open to recognize the more com-
mon understanding of ““on account of ” to mean
“because of.” This is certainly the usage meant for

the phrase at other places in the statute,*451 see §

1111(b)(1)(A) (treating certain claims as if the
holder of the claim “had recourse against the debtor
on account of such claim™); § 522(d)(10)(E)
(permitting debters to exempt payments under cer-
tain benefit plens and contracts “on account of ill-
ness, disability, death, age, or lengih of service™); §
547(b)(2) (authorizing trusiee to avoid a transfer of
an interest of the debtor in property “for or on ac-
count of an antecedent debt owed by the debior™); §
547(c)4)B) (barring tmistee from avoiding a trans-
fer when a creditor gives new value to the debtor.
“on account of which new value the debtor did not
make an otherwise unevoidable transfer to ... such
creditor”). So, under the commonsense tuie that a
given phrase is meant to carry @ given concept in a

. single statote, see Cohen v. De La Cruz, 523 U.S.

213, 219-220, 118 S.Ct. 1212, 140 L.Ed.2d 341
(1998), the better reading of subsection

) (B)(2)(B)ii) recognizes that a causal relationship
between holding the prier claim or interest and re-

ceiving or retaining property is what activates the
absolute priority rule.

The degree of causation is the final bone of conten-
tion. We understand the Governroent, as amicus
curiae, 10 take the starchy position rot only that any
degree of ceusation between earlier interests and re-
tained property will activate the bar to a plan
providing for later property, Brief for United States
as Amicus Curige 11-15, but also that whenever the
holders of equity in the Debtor end up with some
property there will be some causation; when old
equity, and not someone on the street, gets property .
the reason is res ipsa loguitur. An old equity holder
simply cannot fake property under a plan if credit-
ors are pot paid in full. Id., at 10-11, 18. See also
Tr. of Oral Arg. 28.
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[NZ23. Our interprefation of the Govern-
ment's pogition in this respeet is informed
by ils view as amicus curiae in the Bonner
Mall case: “the lanpuage and structure of
the Code prohibit in all circumstances con-
firmation of a plan that grants the prior
owners an oquity interest in the reorgan-

ized debtor over the objection of a class of -

unpaid usecured claims.” Brief for United
States as Amicus Curiae in United Siates
Bancorp Morigage Co, v. Bonner Mall
FParinership, 0. T.1993, No, 93-714, p. 14,

The Government conceded that, in the
case befote us, it had no need to press
this more stringent view, sgince
“whatever [the] definition of ‘oh account
of, a 100 percent cerfainty that junior
equit(y] abtains property because they're
junior equity will satisfy that.” See Tr. of
Oral Arg., 29 (internal quotation marks
added).

**+1421 *452 There are, however, reasons counting
against such a reading. If, as i likely, the drafters
were treating junior claimants or interest holders as
a class at this point (see dhlers, 485 1.5, at 202,
108 S.CtL 963)‘,FN24 then the simple way to have
prohibited the old intersst holders from receiving
anything over cbjection would have been to omit
the *on account of ” phrase entirely from subsec-

tionn (B}Y2)(B)(ii). On this assumption, rcading the

provision as a blanlet prohibition would leave “on
account of * as a redundancy, contrary to the inter-
pretive obligation to try to give menning to all the
statutory langnage. Ses;, eg., Moskal v. Uniied
States, 498 U.5. 103, 109-110, 111 8.Ct. 461, 112
L.Ed.2d 449 (1990); United States v. Menasche,
348 U.S. 528, 538-539, 75 S.Ct. 513, 99 L.Ed. 615
(1955). One would also have to ask why Con-
gress *453 would have desired to exclude prior
equity categorically from the class of potential
owners following a cramdown, Although we have
some doubt about the Court of Appeals's asswnp-
tion {(see 126 F.3d, at 966, and n. 12) that prior

equity is often the only soutce of significant capital
Tor reorganizations, see, e.g, Blum & Kapian, The
Absolute Priority Declrine in Corporate Reorganiz-
ations, 41 U. Chi. L.Rev, 651, 672 {1974); Manon,
Strategy and Force in the Liquidation of Secured
Debt, 96 Mich, L.Rev. 159, 182-183, 192-194,
208-209 (1997, old equity may weli be in the best
position to make a go of the reorganized entorprise
and o0 niay be the party mast likely to work out an
equity-for-value recrganization.

FN24. It is possible, on the contrary, to ar-
gue on the basis of the inunediate text that
the prohibition against receipt of an in-
terest “on account of ” a prior unsecured
olaim or interest was meant to indicate
only that thers is no per se bar to such re-
ceipt by a creditor holding both a senior
secured claim and 4 junior unsecured one,

- when the senior secured claim accounts for
the subsequent interest. This reading would
of course eliminate the phrase “on account
of * as an express source of a new value
exception, but would leave open the pos-
sibility of interpreting the absolute priority
rule itself as stopping short of prohibiting a
new value transaction, '

FN25. Given our obligation to give mean-
ing to the “on account of " modifier, we
likewise do not rely on various staternents
in the House Report or by the bill's floor
leadars, which, when read out of context,
imply that Congress intended an emphatic,
unconditional absolute priority rule. See,
' e.g., H.RRep. No. 95-593, p. 224 {1977},
. U.8.Code Cong. & Admin. News pp. 5963,
6183, (*[Tlhe bill requires that the plan
pay amy dissenting class in full before any
clase funior to the dissenter may be paid at
ali™); id., at 413 (“[I}f [an impaired class
is] paid less than in fulf, then no class juni-
or may receive anything under the plan™);
124 Cong. Rec. 32408 (1978) (statement of
Rep. Bdwards) (cramdown plan confirm-
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able only “as long as no class junior to the
dissenting class receives anything at all”’);
id, at 34007 (statement of Sen. DeCon-
cini) (same),

A less absolute statutory prohibition would follow
from reading the “on account of ™ language as in-
tended to teconcile the two recognized policies wn-
dertying Chapter 11, of preserving going concerns
and maximizing property available to satisfy credit-
ors, see Toibk v. Radloff, 501 U.S. 157, 163, 111
S.Ct. 2197. 115 L.Ed.2d 145 (1991). Causation
between the old equity's holdings and subsequent
property substantial enough to disqualify a plan
would presumably occur on this view of things
whenever old equity's later property would come at
a price that failed o provide the greatest possible
addition to the bankruptey estate, and it would al-
ways come at 2 price too low when the equity hold-
ers obtained or preserved an ownership interest for
less thar someone else would havs paid. A
truly full *454 value **1422 transaction, on the
other hand, would pose no threat to the bankruptcy
estate not posed by any reorganization, provided of
course that the contribution be in cash or be realiz-
able money's worth, just as Ahlers required for ap-
plication of Case 's new value rule. Cf. Ahlers,
supra, at 203-205, 108 8.Ct. 963; Case, 308 US, at
121,60 S.Ct. 1.

FN26. Even when old equity would pay its
top dollar and that figure was as high as
anyone else would pay, the price might
stll be too low unless the old squity hold-
ers paid more than anyone else would pay,
on the theory that the “necessity” required
to justify old equity's participation in a
new value plan is a necessity for the parti-
cipation of oid equity as such. On this in-
terpretation, disproof of a bargain would
not satisfy old equity's burden; it would
need to show that no one else would pay as
much. See, e.g., In re Coltex Logp Central
Three Partners, L. P., 138 F.3d 39, 45
(C.A.2 1998) (“[C]ld equity must be will-

ing to contribute more money than any
-other source”™ {internal quotation marks
and citation omitted)); Strub, 111 Banking
L. 1., at 243 (old equity must show that the
reorganized entity “needs funds jrom the
prior owner-managers because no other
source of capital is availabie™). No such is-
sue is before us, and we emphasize that our
holding here does not suggest an exhaust-
ive list of the requirements of a proposed
new value plan.

IV

[3] Which of these positians is ultimately entitled to
prevail is not to be decided here, however, for even
on the latter view the Bank's objection would re-
quire rejection of the plan at issue in this case. It is
doomed, we can say without necessarily exhausting
its flaws, by its provision for vesting equity in the
reorganized business in the Debtor's pariners
without extending an opportunity to anyone else
either to compete for that equity or to propose a
competing reorganization plan. Although the Debt-
or's exclusive opportunity to propose & plan under §
1121(b) is not itself “property” within the meaning
of subsection (b)(2XB)if), the respondent partner-
ship in this case has taken advantage of this oppor-
tunity by proposing a plan under which the benefit
of equity ownership may be obtained by no one but
old equity partners. Upon the court's approval of
that plen, the partners were in the same position
that they would have enjoyed had they exercised ap
exclusive option under the plan to buy the equity in
the reorganized entity, or contracted to purchase it
from a seller who had first agreed to deal with no
one else. 1t is quite true that the escrow of the part-
ners' proposed investment eliminated any formal
need to set out an express *455 option or exclusive
dealing provision in the plan itself, since the court's
approval that created the opportunity and the part-
ners' action to obtain its advantage were simultan-

_ecus. But before the Debtor's plan was accepted no

one else could propose an altemative one, and after
its acceptance no one else could obtain equity in the
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reorganized entity., At the moment of the plan's ap-
proval the Debtor's partners necessarily enjoyed an
exclusive opportunity that was in no economic
sense distinguishable from the advantage of the ex-
clusively entitled offeror or option hoiderThis op-
portunity should, first of all, be treated ag an item
of property in its own right. Cf. In re Colfex Loop
Ceniral Three Partrers, L. P, 138 F.3d, at 43
{exclusive tight to purchase post-petition equity is
itself property); In re Bryson Properties, X1Vill, 961
F.2d, at 504; Kham & Nale's Shoes No. 2, Tne. v,
First Bank, 908 F.2d 1351, 1360 (C.A.7 1990); D.
Baird, The Elements of Baskruptey 261 (rov. ed.
[993) (“The right to get an equity interest for its
fair market vaiue is ‘property’ as the word is ordin-
arily used. Options to acquire an interest in a firm,
even at its markst value, trade for & positive price™).
- While it may be argued that the opportunity has no
market value, being significant only to old equity
holders owing to their potential tax liability, such
an argument avails the Debtor nothing, for several
reasong. It is to avoid just such aiguments that the
law is settled that any otherwise cognizable prop-
erty interest must be treated as sufficiently valuable
to be recognized under the Bankruptey Code. See
Ahlers, 485 U.3., at 207-208, 10§ 8.Ct. 963. Even
 aside from that rule, the assumption that no one but
the Debtor's partners might pay for such an oppor-
tunity would obviously support no inference that it
is valueless, let alone that it should not be treated as
property. And, finally, the source in the tax law of
the opportunity’s value to the partners implies in na
way that it lacks value to others. It might, indeed,
be valuable to another precisely as & way to keep
the Debtor from implementing a plan that would
avoid a Chapter 7 liquidation,

*456 Given that the opportunity is property of some

value, the question arises why old equity alone
should obtain it, not to mention at no cost whatever,
The closest thing fo an answer favorable to the
Debtor is that the oid equity pariners would be giv-
en the opportunity in the expectation that in taking
advantage of it they wouid add the stated purchase
price to the estate., See Brief for Respondent 40-41,

But this just begs the question why the opportunity
should be exclusive to the old equity holders. If the
price **1423 to be paid for the equity interest is the
best obtainable, old equity doss not need the pro-
tection of exclusiveness (unless fo trump an equal
offer from someone else); if it is not the best, there
is no apparent reason for giving old equity a bar-
gain. There is no reason, that is, unless the very
purpese of the whole transaction is, at least in part,
to do old equity a favor. And that, of cousse, is to
gay that oid equity would obtain its opportunity,
and the resulting benefit, because of old equity's
prior interest within the meaning of subsection
(D)(2XB)(1i). Hence it is that the exclusiveness of
the opportunity, with its protection against the mar-
ket's scrutiny of the purchase price by means of
competing bids or even competing plan proposais,
renders the partners' right a property intetest exten-
ded “on account of * the old equity position and
therefore subject to an unpatd senior creditor class’s

" objection,

It is no answer to this to say that the exclusive op-
portunity should be treated mierely as a detail of the
b_roader transaction that would follow its exercise,
and that in this wider perspective no favoritism may
be inferred, since the cld equity partners would pay
something, whereas no one else would pay any-
thing. If this argument were o carry the day, of
course, old equity could obtain a new property in-
terest for a dime without being seen to receive any-
thing on account of its old position. But even if we
assume that old equity's plan would not be con-
{rmed without satisfying the judge that the pur-
chase price was top dollay, there is & further reason
here not to treat property consisting of an exclusive
opportunity as subsumed within the total trans ac-
tion*457 proposed. On the interpretation assumed
here, it would, of course, be a fatal flaw if old
equity acquired or retained the property interest
without paying fulf value. It would thus be neces-
sary for old eguity to demonstrate its payment of
top dollar, but this it could not satisfastorily do
when it would receive or retain its propeity under a
plan giving it exclusive rights and in the absence of
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z competing plan of any sort. NZ7 Under a plan
granting en exclusive right, making no provision
Tor competing bids or competing plens, any determ:
ination fthat the price was top doilar would neces-
garily be made by a judge in benkrupicy court,
whereas the best way to determine value is expas-
ure to a market. See Baird, Elements of Bank-
rupicy, at 262; Bowers, Rehabilitation, Redistribu-
tion or Dissipation: The Evidence for Choosing
Among Bankruptey Hypotheses, 72 Wash. U.L.Q.
955, 959, 963, n. 34, 975 (1994); Markell, 44 Stan.
L.Rev., at 73 {(“Reorganization practice illustratss
that the presence of competing bidders for a debtor,
whether they are owners or not, tends to increass
creditor dividends™). This is a point of some signi-
fizance, since it was, after all, one of the Code's in-
novations to narrow the occasions for courts to
make valuation judgments, as shown by its prefer-
ence for the supramajoritarian class creditor voting
scheme in § 1126(c), see Ahlers, supra, at 207, 108
S.Ct. 963 (“{Tihe Code provides that it is up to the
creditors-and not the courts-to accept or reject a re-
orgenization plan which fails to provide them ad-
equate protection or fails to honor the absolute pri-
ority rule™). In the **1424 interest of statutory
coherence, a like disfavor*458 for decisions un-
tested by competitive choice ought to extend to
valuations in administering subsection (b)(2)(B)(ii)
when some farm of market valuation may be avail-
able to test the adequacy of an old equity holder's
proposed contribution. :

FN27. The dissent emphasizes the care
taken by the Bankruptcy Judge in examin-
ing the valuation evidence here, in arguing
that there is no occasion for us to consider
the relationship between valuaticn process
and top-dollar requirement. Post, at 1428,
n. 7. While we egree with the dissent as to
the judge's conscientious handling of the
matter, the ensuing lext of this opinion sets
gut our reasons for thinking the Act calls
for testing valwation by a required process
that was not followed here.

FN28. In 4hlers, we explained: “The Court
of Appeals may well have believed that pe-
titioners or other unsecured creditors
would be better off if respondents’ reorgan-
ization plan was confirmed. But that de-
termination is for the creditors to make in
the manner specified by the Code. 11
13.8.C. § 1126(c). Here, the principal cred-
itors entitled tc vote in the class of unse-
cured creditors (i.e., petitioners) objected
to the proposed reorganization. This was
their prerogative under the Code, and
courts applying the Code must effectuate
their decision.” 485 U.S., at 207, 108 S5.Ct
963, The voting rules of Chapter 11 repres-
ent & stark departurs from the requirements
under the old Act. “Congress adopted the
view that creditors and equity security
holders are very often better judges of the
debior's economic viability and their own
economic self-interest than courts, trustees,
or the SEC.... Consisient with this new ap-
proach, the Chapter 11 process relies an
creditors and equity holders to engage in
negotiations toward resolution of their in-
terests.” Brunstad, Sigal, & Schorling, Re-
view of the Proposais of the National -
Bankruptcy Review Commission Pertain-
ing to Business Bankruptcies: Part One, 53
Bus. Law. 1381, 1406, n. 136 (1998).

[4] Whether a market test would require an oppor-
tunity to offer competing plans or would be satis-
fied by a right to bid for the same interest sought by
old equity is a question we do not decide here, It is
enough to say, assuming a new value corollary, that
plans providing junior interest holders with exclus-
ive opportunities free from competition and without
benefit of market valuation fall within the prohibi-
tion of § 1129(b)(2)(B)(i).

The judgment of the Court of Appeals, accordingly,
is reversed, and the case is remanded for further
proceedings consistent with this opinion.

It is 50 ordered.
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Justice THOMAS, with whom Justice SCALIA
joins, concurring in the judgment,

I agree with the majority's conclusion that the reor-
ganization plan in this case could not be confirmed.
However, [ do *459 not see the need for its unne-
cessary speculations on certain issues and do not
share its approach to interpretation of the Bank-
raptey Code. I therefore concur only in the judg-
ment,

I

Our precedents make clear that ar analysis of any
statute, inctuding the. Bankruptey Code, must not
begin with external sources, but with the text itself.
See, ez, Connecticul Nal. Bank v. Germain, 503
1.8, 249, 253-254, 112 S.Ce. 1146, 117 L.Ed.2d
391 (1992); Union Bank v. Wolas, 502 1U.8. 131,
154, 112 S.Ct, 527, 116 L.Ed.2d 514 (1991). The
refevant Code provision in this case, 11 US.C. §
L129(b}, does not expressly authorize prepetition
equity holders to receive or retain property in a re-
organized entity in exchanpge for an infusion of new
capital. Instead, it is cast in general terms and
requires that, to be confirmed over the objections of
" an impaired class of creditors, a reorganization plan
be “fair and equitable.” § 1129(b)(1). With respect

io an impaired class of unsecured creditors, a plan
* can be fair and equitable only if, at a minimum, it
“provides that each holder of a claim of such class
receive or retain on account of such claim property
of a value, as of the effective date of the plan, equal
to the allowed amount of such claim,” §
1129()(2)(B)i), or if “the holder of any claim o1
interest that is junior to the claims of such class will
not receive or retain under the plan on account of
such junior claim or interest any property,” §
1 L29(L)2)(B)(ii).

FNI. In this respect, § 1129 differs from
other provisions of the Code, which permit
owners to retain property before senior
creditors are paid. See, e.g., 11 US.C. §
1225(b)} 1)(B) (allowing a debtor to retain
nondisposable income); § 1325(b}1)(B)

(same).

Neither condition is met here. The bank did not re-
ceive property under the reorganization plan equal
to the amount of its unsecured deficigncy claim.

:See anfe, at [414-1415, Therefore, the plan could

not satisfy the first condition. With respect to the
second condition, the prepetition equity holders
*460 received at ieast two forms of property under
the plan: the exclusive opportunity te obtain equity,
ante, at 1422-1424, and an equily interest in the re-
oeganized entity. The plan eould not be confirmed
if the prepetition equity holders received any of this
property “or account of ” their junior interest,

The meaning of the phrase “on account of ” is the
central interpretive question' presented by this case.
This phrase obviously denotes some type of causal
relationship between the junior interest and the
property received or retained-snch an inferpretation
comports with common understandings of the
phrase. See, e.g., Random House Dictionary of the
English Language 13 (2d ed. 1987) (“by reason of,”
“because of ); Webster's Third New International
Dictionary [3 (1976) (“for the sake of,” “by reason
of,” “because of ™). It also tracks the use of ths
phrase elsewhere in **1425 the Code, See, e.g., 11
U.S.C. §8 365()(3), 510(b), LILI(BY 1M AY, see
pencraliy § 1129, Regardless of how direct the
causal nexus must be, the prepetition equity holders
here undoubtedly received at least one form of
property-the exclusive opportunity-“on account of
their prepetition eguity inferest. Amfe, at 1422,
Since § 1129(B)(2)(B)(i) prohibits the prepetition
equity holders from receiving “any” propetty under
the plan on account of their junior interest, this plan
wag not “fair and equitable” and could not be con-
finned. That conclusion, as the majority recognizes,
thid,, is sufficient to resolve this case, Thus, its
cotniments ot the Government's position taken in
another case, ante, at 1420-1422, and its specula-
tions about the desirability of a “market test,” anie,
at 1423-1424, are dicta binding neither this Coust

- nor the lower federal courts.
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The majority also underestimates the need for a
clear method for interpreting the Bankruptey Code.
Tt extensively surveys pre-Code practice and legis-
lative nistory, amre, at 1417-1419, but fails to ex-

plain the relevance of these sources o the interpret--
ive question apart from the conclusoryassertion

*461 that the Code's language is “inexact” and the
history is “helpful,” ante, at 1417, This sort of ap-

proach to interpretation of the Bankruptcy Code re- '

peats a methodological ervor committed by this
Court in Dewsnup v. Timm, 502 U.S. 410, 112 S.Ct.
773, 116 L.Ed.2d 903 (1992).

fn Dewsrup, the Court held, based on pre-Code
practice, that §. 506(d) of the Code prevented a
Chapter 7 debtor from stripping down 2 creditor's
lien on real property to the judicially determined
value of the collateral. Id, at 419-420, 112 S.Ct
773. The Court justified its reliance or such prac-

“tice by finding the provision ambiguouvs. Id, at 416,

112 8.Ct 773. Section 506 was ambiguous, in the
Court's view, simply because the litigants and anici
had offered compsting interpretations of the statute.
Jbid This is a remarkable and untenable methodo-
logy for interpreting any statute. If litigants' differ-
ing positions demonstrate statutory ambiguity, it is
hard to imagine how any provision of the Code-or
any other statute-would escape Dewsnup's broad
sweep. A mere disagreement among litigants over
the meaning of a statute does not prove ambiguity;

it usually means that one of the litigants is stmply

wrong. Dewsmup's approach to statutory interpreta-
tion enables litigants to undermine the Code by cre-
ating “ambiguous” statutory language and then
cramming into the Code any good idea that can be
garnered from pre-Code practice or legislative his-

tory.

The risks of relying on such practice in interprsting
the Bankruptcy Code, which seeks to bring an en-
tire area of law under z single, coherent statutory
wmbrelle, are especially weighty, As we previously
have recognized, the Code “was intended to mod-
emize the bankruptcy laws, and as a result made

gignificant changes in both the substantive and pro- '
cedural taws of bankruptey.” United States v. Ron
Pair Enterprises, Inc., 489 U.8. 235, 240, 109 5.Ct.
1026, 103 L.Ed.2d 290 (1989) {citation omitted),
The Code's overall scheme ofien refiects substantial
departures from various pre-Code practices. Most
relevant to this case, the Code created a system of
creditor class approval*462 of reorganization plans,
vnlike early pre-Code practice where plan confirm-
ation depended on unanimous creditor approval and
couid be hijacked by a single holdout. See D. Baird,
The Elements aof Bankruptcy 262 (rev. ed. 1993).
Hence it makes little sense to graft onto the Cods
concepts that were developed during a quite differ-
ent era of bankruptey practice.

Even assuming the relevance of pre-Code practice

" in those rare instances when the Code is truly am-

biguous, see, e.g., Midlantic Nai, Bank v. New Jer-
sey Depl. of Envirommental Protection, 474 U.S. -
494, 301, 106 S.Ct. 755, 88 L.Ed.2d 839 (1986), -
and assuming that the language here is ambiguous,
surely the sparse history behind the new value ex-
ception cemnot inform the imterpretation of §
1129(b)(2)(B){il). No holding of this Court ever
embraced the new value exception. As noted by the
majority, ante, at 1417, the leading decision sug-
gesting this possibility, Case v. Los Angeles Lum-
ber Products Co., 308 U.S. 106, 60 S.Ct. 1, 84
L.Ed. 110 (1939), did so in dictem. And, prior to
the Code's enactment, no court ever **1426 relied -
on the Case dictlum to approve a plan. Given its
questionable pedigree prior to the Code's enact-
ment, & concept developed in dictum and employed
by lower federal courts only after the Code's enact-
ment is simply not relevant to interpreting this pro- '
vision of the Code.”

FN2. Nor do I think that the history of re-
jected legislative proposals bears on the
proper interpretation of the phrase “on ac-
count of.” As an initial matter, such history
is irrelevant for the simple reason that
Congress enacted the Code, not the legis-
lative history predating it. See United
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Startey v, Estate of Romani, 523 U5, 517,
535-537, 118 §.Ct. 1478, 140 L.Ed.2d 710
(1998) (SCALIA, 1., concurring in part and
concurting in judgment), Even if this his-
tory had some relevance, it would not sup-
port the view that Congress intended to in-
sert & new value exception into the phrase
“on account of.” On the conteary, Congress
never acted on Bifls that would have al-
lowed nonmonetary new value contribu-
tions. dnte, at 1418. ‘

This danger inherent in excessive reliance on pre-
Code practice did not escape the notive of the dis-
senting Justives in Dewsmup who expressed “the
preatest sympathy for the Courts of Appeals who
must predict which manner of statutory*463 con-

struction we shall use for the pext Bankruptcy Code

case.” Dewsnup, supra, at 435, 112 S.Ct. 773
(SCALIA, J., joined by SOUTER, 7., dissenting).
Regrettably, subsequent .decisions in the lower
courts have borne out the dissenters' fears. The

methodological confusion ereated by Dewsnyp has

enshrouded both the Courts of Appeals and, even
more tellingly, Bankruptey Courts, which must in-
terpret the Code on a daily basis.b s the walke
of Dewsnup, the Fifth Circuit withdrew its decision
on the new value exception, prompting the authot

~ of the original opinion to observe that Dewsaup had -

ctouded “[hjow one should approach issues of a
statutory construction arising from the Bankruptcy
Code.” In re Greysiane [II Joint Venture, 995 F.2d
1274, 1285 (C.A.5 1991} (Jones, ., dissenting).

Unfortunately, the approach taken today only thick- -

ens the fog,

FN3. See, e.g., In re Scwtheas! Banking

Corp., 156 F.3d 1114, 1123, n. 16 (C A1l
1998); In re Greysione III Joini Venture,
095 F.2d 1274 (C.A.5 1991} (per curiam)
(vacating prior panel decision regarding
new value exception apparently in light of
Dewsnup 3; 995 F2d, st 1285 (Jones, 1.,
dissenting); In re Kirchner, 216 B.R. 417,
418 (Bkricy. W.D. Wis.1997); In re Bowen,

174 ‘B.R. 840, 852-853
{Bkitey.8.0.Ga.1994); in re Dever, 164
B.R. 132, 138 (Bkricy.C.D.Cal.1994); in
re Mr. Qatri's, Inc., 162 B.R. 1004, 1010
(Bkrtoy W.D.Tex.1994); In re Taffi, 144
B.R. 105, 112-113 (Bkrtey.C.1D.Cal.1992),
rev'd, 72 A.F.T.R.2d § 93-5408, p. 93-6607
(CD Cal. 1993), afPd. in part and rev'd in
part, 68 F.3d 306 (C.A.9 1995), aff’d. as
modified, 96 F.3d 1190 (C.A.9 1998) {en
bang), cert. denied, 521 U.S. 1103, (L7
S.Ct. 2478, 138 L.Ed.2d 987 {1997); In re
AV.BL, Ine, 143 B.R. 73R, 744-745
(Blkrtey.C.D.Cal.1992), holding rejected by
In re Bonner Mall Partnership, 2 F.3d 899,
9(2-9[3 (C.A.9 1993), cert. graated, 510
U.8. 1039, 114 S8.Ct. 681, 126 L.Ed.2d
648, vacatur denied and appeal dism'd as
moot, 513 U.8. 18, 115 8.Ct. 386, 130
L.Bd.2d 233 (1994),

Justice STEVENS, dissenting.

Prior to the enactment of the Bankruptcy Reform
Act of 1978, this Court unequivocally stated that
there are citcnmstances under which stockholders
may participate in a plan of reorganization of an in- '
gofvent debtor if their participation is based on a
contribution in money, or in money's worth, reason-
ably equivalent in view of all the circumstances
*464 to their 1:artic'12pation.FN' As we have on two
prior occasions,FN we pgranted certiorari in this
%1427 case to decide whether 11 U.5.C. §
1129(b)(2)(B)ii) of the 1978 Act preserved or re~
pealed this “new value™ component of the absolute
priority rule. I believe the Court should now defin-
itively resolve the question and state that a hoider
of a junior claim or interest does not receive prap-
erty “on account of * such a claim when its parti-
cipation in the plan is based on adequate new value,

FN1. As Justice Douglas explained in Cese
v. Loy Angeles Lumber Products Co., 308
U.S. 106, 121-122, 60 3.Ct. |, 84 L.Ed.
110 {1939) (footnote omitted):

“1t is, of course, clear that there are cir-
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pumstances under which stockholders
may participate in a plan of recrganiza-
tion of an insolvent debtor, This Court,
2t we have seen, indicated as much in
Northern Pacifie Ry. Co. v, Boyd [, 228
U.S. 482, 33 S.Ct. 354, 57 LEd. 931
(1913),] and Kansas City Terminal Ry.
Co. v. Central Union Trust Co. [, 271

1.8. 445, 46 S.Ct. 549, 70 L.Ed, 1028 .

(1926} ]. Especially in the latter case did
this Court stress the necessity, at times,
of seeking mew money ‘essential to the
success of the undertaking’ from the old
stockholders, Where that necessity exists
and the old stockholders make a fresh
contribution and receive in refurn a par-
ticipation reasonably equivalent to their
contribution, no objection can  be
" made....

“In view of these considerations we be-
lieve that to accord “the creditor his firll
right of priority against the corporate as-
sets' where the debtor is insolvent, the
stockholder's participation must be based
on a contribation in money or in money's
worth, reasonably equivalent in view of
all the circumstances to the participation
of the stockholder.”

FN2. See Norwest Bank Worthingion v.
Ahlers, 485 U.S. 197, 203, n. 3, 108 S.Ct.
963, 59 L.Ed.2d 169 (1988); U.S. Bancorp
Morteage Co. v. Bonner Mall Partnership,
513 1.8, 18, 115 S.Ct. 386, 130 L.Ed.2d
233 (1954).

The Court today wisely rejects the Government's
“starchy” position that an old equity holder can
never receive an interest in a reorganized venture as
a result of a cramdown unless the creditors are first
paid in full. Ante, at 1420.5T° Nevertheless, 1 find
the Court's objections to the plan *465 before us
unsupported by  either the  iext of §
1129(b)(2XB)(ii) or the record in this case. I would,
therefore, affirm the judgment of the Court of Ap-

peals.

FN3. As 1 noted earlier, see n. 1, supra,
Justice Douglas made this proposition
clear in Case v. Los Angeles, supra. Justice
Douglas was a preeminent bankruptey.
scholar, well known for his views on the
dangers posed by management-controlied
corporate reorganizations, Both his work
on the Proiective Committee Study for the
Securities and Exchange Commission and
on Chapter ¥ of the Bankrupicy Act
sought to “restore the integrity of the reor-
ganization process” which “too often [was]
masterminded from behind the scenes by
reorganization managers allied with the
corporation's management or its bankers.”
Jennings, Mr, Justice Douglas: His Infiu-
ence on Cerporate and Securities Regula-
tiom, 73 Yale L.J. 920, 935-937 (1964). To
this end, Douglas placed special emphasis
on the protection of creditors’ rights in re-
organizations. Hopkirk, William O.
Douglas-His Work in Policing Bankruptcy
Procesdings, 18 Vand. L.Rev. 663, 685
(1965), T find it impleusible that Congress, -
in enacting the Bankruptcy Code, intended
1o be even more strict than Justice Douglas
in limiting the ability of debtors to parti-
cipate in reorganizations.

I

Section 1129 of Chapter 11 sets forth in detail the
substantive requirements thal a reorganization plan
must satisfy in order to qualify for confirmation.

In the case of dissenting creditor classes, a
plan must conform to the dictates of § 1129(b).
With only one exception, the requirements of §§
{129¢a) and 1129(b) are identical for plans submit-
ted by stockholders or junijor creditors and plans
submitted by other parties. That exception is the re-
quirement in § 1129(b){2){B)(ii} that nc holder of &
junior ciaim or interest may receive or retain any
property “on account of such junior claim or in-

© 2010 Thomson Reuiers. No Claim to Orig, US Gov. Works.
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terest.™

FMN4, “Confirmation of a plan of reorganiz-
afion is the statutory goal of every chapter
11 cage. Section 1129 providss the require-
ments for such confirmation, coutaining
Congress' minitmum requirements for al-
lowing an entity to discharge its unpaid
debts and continue its operations.” 7 Colli-
er on Bankruptey q 1129.0!, ». [129-10
{rev. | 5th ed.1998).

When read in the light of Justice Douglas' opinion
in Case v. Los Angeley Lumher Products Co., 308
U.8. 106, 60 S.Ct |, 84 L.Ed. (10 {1939), the
meaning of this provision is perfectly . clear.
Whenever a junior claimant receives or retains an
interest for a bargain price, it does so “on account
of * its prior claim. On the other #4646 hand, if the
new capital that it iovests has an equivalent or

grealer value than its interest in the reorganized -

venture, it shouid be equally clear that its participa-
tion is based on the fair price being paid and that it
is not “on account of ” its old claim or equity.

Of course, the fact that the proponents of 4 plan of-
for to pay & falr price for the interest they seek to
acquire or retain does not necessarily mean that the
bankruptey judge should approve their plan. Any
proposed cramdown must satisfy all of the require-
ments of § 1129 including, most notably, the re-
quirement that the plan be “fair and equitable™ to
all creditors whose claims ave impaired. See §
1£29(b)(1}. Moreover, even if the old stockholders
propose to buy the debtor for a fair price, presum-
ably their plan should not be approved if a third
party, perhaps motivated by unique tax or competit-
ive considerations, is willing to pay an even higher
price. Cf, § 1129(c).

In every reorganization case, sertous guestions con-
cerningFﬁg vajue of the debtor's assets must be re-
solved. Nevertheless, for **1428 the purpose
of answering the legal question presented by the
parties to this case, I believe that we shouid assume
that all valuation questions have been correctly

answored, If, for example, there had been a widely
advertised auction in which nwmerous bidders parti-
cipated, and if the plan proposed by respondents
had been more favorable by a wide margia than any
competing proposal, would § 1129(b)2)(B)i) re-
quire rejection of their plan simply because it
provides that they shall retain 100% of the equity?

FN5. See Warren, A Theory of Absolute
Priotity, 1991 Ann, Swvey Am. L. 9, I3
. {*In practice, no problem in bankruptcy is
more vexing than the problem of valu-
ation™),

Petitioner and the Government would reply “yes”
because they think § 1129(b)(2)B)il) imposes an
absoiute ‘ban on participation by jumior claimants
without the consent of ali senior creditors. The
Court correctly rejects this extreme position be- .
cause it would make the words “on account of ”

%467 superfluous, and because there iy no plausible

reason why Congress would have desired such a.
categorical exclusion, given that in some cases ald
equity may be the moast likely source of new capit-
al. See ante, at 1421, Indeed, the dissenting judge
in the Court of Appeals thought “such a result
would bordet on the absurd.” FING Thus, neither the
dissenting judge in the Court of Appeals nor the
Court appears to be in doubt dboui the proper ap-.
swet to my liypothetical question. Instead, the de-
cision is apparenily driven by doubts concerning
the procedures followed by the Bankruptey Judge
in making hig value determinations, implicitly sug-

 gesting that the statute should be construed to re-

quirs some form of competitive bidding in cases
like this. See anle, at 1422-1424,

FNG. Judge KANNE wrote in dissent:
“Perhaps the majority's reasoning is driven
by the fear that a “but for * interpretation
would prevent old equity from aver parti-
cipating in a roorganized entity-something
Congress could never have intended. In-
deed, such a resuit would border on the ab-
surd, but 4 simpler, ‘but for * causation re-
guirement would not preciude junior in-
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terests from participsating ip a reorganized
entity. If prior equity holders earn their
shares in an open auction, for example,
their received interests would not be ‘on
account of * their junior interests but ‘on
account of ° their capital contributions.” In
re 203 N. LaSalle Streer Partnership, 126
F.3d 955, 972 (C.A.7 1997).

1t would seemn logical for acherents of
this view also to find participation by ju-
nior interests in the new entity not “on
account of ™ their prior interest, if it
were stipulated that old equity's capital
contributions exceeded the amount ai-
tainable in an auction, or if findings to
that effect were not challenged.

FN7. This doubt is unwarranted in this
case. The bank does not challenge the
Bankrupicy Court's finding that the 13
floors of office space had a market value
of $55.8 million, The bank's original ex-
pert iestimony on the value of the property
differed from the Bankruptey Judge's find-
ing by only 2.8%. In re 203 N. LaSalle
Streei Partnership, 190 B.R, 567, 573-576
{Bkricy.N.D.111.1995}. Therefore, although
the bank argues that the policy implica-
tions of the “new value debate” revolve
around judicial determinations of the valu-
ation of ‘the relevant collateral, Brief for
Petitioner 5, n. 2, this concern was neither
squarely presented in this case por pre-
served for our review.

Perhaps such a procedural requirement wouid be a
wise addition to the statute, but jt is surely not con-
tained in the *468 presemt text of §
1129(b32)(B)(ii). Indeed, that subsection is not a
procedural provision at all. Section 1129 defines
the substantive elements that mmst be met (o render
plans eligible for confirmation by the bankruptey
judge after all required statutory procedurss have
been completed, Cf. § 1121 (Who may file 2 plan);
§ 1122 (Classification of claims or imterests); §

1125 (Postpetition disclosure and solicitation); §
1126 (Acceptance of plan); § 1127 (Modification of
plan). Because, as 1 discuss below, petitioner does
not now challenge either the procedurss foliowed
by the Banlruptcy Judge or any of his value de-
terminations, neither the record nor the text of §
1129(b)(2)(BNii) provides any suppert for the
Court's disposition of this case.

I

As I undersiang the Court's opinion, it relies on two
reasons for refusing to approve the plan at this
stage of the proceedings: one based on the plan it-

gelf and the other om the confirmation procedurss

followed before the plam was adopted. In the
Court's view, the fatal fiaw in the plan proposed by

" respondent was that it vested complete ownership

in the former partners immediately upon confirma-
tion, gnte, at 1422, and the defect in the process
was that no other party had an opportunity to pro-
pose a cbmpeting plan. .

These requirements are neither explicitly nor impli-
citly diciated by the text of the **1429 statute. As
for the first objection, if we assume that the part-
ners paid a fair price for what the Court character-
izes as their “exclusive opportunity,” I do not un-
derstand why the retention of a 100% interest in as-
sets is amy more “on account of ¥ their prior posi-
tion than retaining a lesser percentage might have
been. Surely there is no legal significance to the
fact that immediately after the confirmation of the
plan “the partners were in the same position that
they would have enjoyed had they exercised an ex-
clusive option under the pian to buy the equity *469
in the reorganized entity, or contracted fo purchase
it from & seller who had first agreed to deal with no
one else.” [hid.

As to the second objection, petitioner does not chal-
lenge the Bankruptcy Judge's valuation of the prop-
erty or any of his other findings under § 1129 {other
than the plan's compliance with § 1129(bX}2)B)(ii)
). Since there is 1o remaining question as to value,

® 2010 Thomson Reuters. No Cleim to Orig. US Gov. Works.
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botl the former partners (and the sreditors, for that
malter) are in the same posilion that they wouid
have enjoyed if the Banlouptoy Court had held an
auction in which this plan had been determined to
be the best availabie, That the court did not hold
such an auction should not doom this plan, because
no such auction was requested by any of the parties,
and the statute does not require that an avction be
heid, As with all the provigions of § 1129, the ques-
tionn of compliance with § 1129(b)(2)(B)(ii) tarns
on (he substantive content of the plan, not on specu-
lation about the procedures that might have pre-
ceded its confirmation.

In this case, the partners had the exclusive right to
prapose & reotganization plan during the first 120
days after filing for bankruptey. See § 1121(b). No
one contends that that exclugive right is a form of
property that is retained by the debtor “on account
of * its orior status. " © The pattners did indeed
propose & plan which provided for an infusion of
%6.125 mitlion in new capital in exchange for own-
ership of the reorganized debtor. Since the fax
value of the partnership depended on their exclus-
ive participation, it is unsurprising that the parteers'
plan did not propose that unidentified outsiders
should also be able to own an unspecified portion
of the reorganized partnership, It seems both prac-
tically and economically puzzling to assume that
Congress would have expected old equity to
provide for the patticipation*470 of unknown third
parlies, who would have interests different from
(and perhaps incompatible with) the partners’, in or-
der to comply with § [L129(b)(2)(B)}(i).

FNR&. Indeed, as the Court zcknowledges,
ante, at 1422, it is not “property” within
the meaning of the Act.

FN9, It goes without saying that Congress
coukd not have expected the partners’ plan
to include a provision that would allow for
the Bankrupicy Judge to entertain compet-
ing plans, since that is 4 discretionary de-
cision exclusively within the province of
the court, See § 1121(d).

Nevertheiess, even after proposing their plan, the
partners had no vested right to purchase an equity
interest in the postreorganization eaterprise until
the Bankruptey Judge confirmed the plan. They
also had no assurance that the court avould refuse to
truncate the exclusivity period and allow other in-
terested parties to file competing plans. As it turned
out, the Bankruptcy Judpe did not allow respondent
to file its proposed plan, but the bank did not ap%cal
that issue, and the question iy not before us.FNl

FN10. Apparently, the bani's plan called
for lignidation of the property. In order to
flesh out all facis bearing ou value, per-
haps the Bankrupicy Judge should have
terminated the exclustvity period and al-
lowed the bank to file its plan, That the .
bank's plan called for liquidation of the
property in a single-asset context does not
necessarily contravene the purposes of
Chapter 11, See, e.g., In re River Village
Associales, 181 B.R 795 805
© (B.D.Pa.1995).

The moment the judge did confirm the partners'
plan, the old equity holders were 1;%31&1‘3(1 by law to .
implement the terms of the plan.b T 1t was then, -
and only then, that what *471 the Court character-
izes as the critical “exclusive opportunity” came in-
to existence. What the Court refuses fo recognize,

*+1430 however, is that this “exclusive oppertun-

ity is the function of the procedural features of this
case: the statufory exclusivity period, the Bank-
ruptey Judge's refusal to allow the bank to file a
competing plan, and the inescapable fact that the
judge could confirm only one plan.

FM11, Section 1141(a) states: “Except as
provided in subsections {d){2) and {d)(3}
of this section, the provisions of a con-
firmed plan bind the debtor, any entity is-
suing securitizs under the plan, any entity
acquiring property under the plan, and any
creditot, equity securify holder, or general
partner in the debtor, whether or not the
claim or interesi of such creditor, equity
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{
i
|
|

119 8.Ct 1411

Page 23

526 1.8, 434, 119 S.Ct. 1411, 143 L.Ed.2d 607, 67 USLW 4275, 41 Collier Bankr.Cas.2d 526, 34 Bankr.Ct.Dec.
329, Bankr, L. Rep. P 77,924, 99 Cal. Daily Op. Serv. 3158, 1999 Daily Joumal D.A.R. 4132, 11 Fourth Cir. & D.C.
Bankr. 316, 1999 CJ C.AR. 2439, 12 Fla. L. Weekly Fed. § 216, 16 Celo, Bankr. Ct. Rep. 65,3 Cal, Bankr. Ct.

Rep. 34

(Cite as: 526 U.S. 434, 119 8.Ct. 1417)
security holder, or general partner is im-
paired under the plan and whether or not
such creditor, equity security holder, or
general partner has accepted the plan.”

See & Collier on Bankruptcy 9 1141.02,
at 1141-4 to }141-5° (“Section 1141(a)
of the Code provides that a plan is bind-
ing upon all parties once it is confirmed,
Under this provision, subject to compli-
ance with the requirements of due pro-
cess under the Fifth Amendment, a con-
firmed plan is binding upon every entity
that holds a claim or interest ..”); see
also § 1142(a).

In this case, the plan provided: “The
general partners and limited pariners of
the Reorganized Debtor shall contribute
or cause 10 be contributed $6.125 million
of new capital (the ‘New Capital’) to the

Reorganized Debtor as follows: $3.0

million in cash (“Initial Capital’) on the
first business banking day after the Ef-
fective Date, and $625,000 on each of
the next five anniversaries of the Effect-
ive Date.” App. 38-39, The “Effsctive
Date” of the plan was defined as “[t]he
first business day after the Confirmation
Order is entered on the docket shest
maintained for the Case.” Id, at 24.

The Court's repeated references to the partners'
“opportunity,” see ante, at 1422, 1423, is poten-
tially misleading because it ignores the fact that a
plan is binding upon all parties once it is confirmed.
One can, of course, refer to contractual rights and
duties as “opportunities,” but they are not separate
property interests comparable to ap option that
gives its holder a legal right either to enter into a
contract or noi 1o do so. They are simply a part of
the bundle of contractual terms that have legal sig-
nificanse when a plan is confirmed,

‘When the court approved the plan, it accepted an
offer by old equity. If the value of the debtor's as-

sets has been accurately determined, the faimess of
such an offer should be judged by the same stand-
ard as offers made by newcomers. Of course, its of-
fer should not receive more favorable consideration
“on account of ” their prior ownership. But if the
debtor's plan would be sntitled to approval if it had
been submitted by a third party, it should not be
disqualified simply because it did not include a
unique provision that would *472 not be required in
an offer made by any other party, including the
creditors. '

Since the Court of Appeals correctly interpreted §
1129(W)(2)(B)(1), its judgment‘ should be affirmed.

Accordingly, | respectfully dissent.

U.S.I1L,1989,
Bank of America Nat. Trust and Sav. Assn v. 203"

 Naorth LaSalle Street Partnership
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Do Stalkmg Horses Have a Place in Intra-
Canadian Insolvencies?

Daniel R. Dowdall and Jane O. Dietrich™ -

I. INTRODUCTION

Asset sales in Canadian insolvency proceedings have normally been

 accomplished through a tender-type process, as opposed to asset sales in U.S.

insolvencies that involve auction, often preceded by the approval of a stalking-
horse bid.! While stalking-horse bidding processes have been used in numerous
cross-border situations in order to harmonize sale proceedings, in the recent
Stelco? case the court authorized a stalking-horse procedure to serve as an initial
bid and as a precursor to the usual tender-type procedure, thus squarely raising
the issue of when stalking-horse bids may be appropriate in wholly intra-
Canadian proceedings.

This article will describe both the U.S. auction process and the Canadlan
tender-type process as they furiction in an insolvency context. Although the
benefits of tender as opposed to auction in obtaining the highest price can be
much debated, in an insolvency context a question of equal importance arises
involving the minimization of the potential for manipulation of the process. As
such, we also discuss the issues telated to manipulation of each process with a
particular focus upon whether limiting the granting of approval of certain types

# The authors are members of the Insolvency and Workout Group of Fraser Milner
Casgrain LLP in Toronto

I The term “stalking horse” was originally a hunting term that referred to a horse trained
to conceal a hunter as the horse and hunter moved closer Lo the prey, thereby allowing
the hunter to get much closer to the prey while the horse acted as a decoy. In U.S.
insolvency proceedings today, a stalking-horse bid is the initial bid in an auction that
competing bidders must exceed, usually by stipulated minimum increments.

2 Stelco Inc., Re (2004), 2004 CarswellOnt 5076 (Ont. S.C.J. [Commercial List]).
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of agreements to a stalking-horse basis can be an effective tool to prevent
manipulation and achieve a higher overall value for all stakeholders.

As is explained below, in Canada, it is the authors” view that there is a

growing concern with our tender-type process when the process is run by a
~debtor in possession. Until relatively recent timmes, asset sales in insolvencies
were conducted by licensed trustees or receivers, and, as such, the integrity of
the process was not a significant issue, given the role of the trustee or receiver
as a court officer. However, in the last decade as more and more sales are being
conducted in proceedings under the Companies’ Creditors Arrangement Act®
(CCAA) and are, therefore, if not controlled, at least shaped by the debtor itself,
concerns about the integrity of the process are becoming more apparent. Al-
though the court-appointed monitor oversees and reports to the court on the
process, many critical decisions are made by the debtor, and, therefore, concerns
that did not arise in recetvership sales (i.e., the inclusion of management incen-
tives or the shopping of bids by the debtor) are becoming of much greater
concern. This should not be surprising. The name of the game in insolvency is
control. To the extent that the debtor stays in control of the process, it should
not be surprising that those who control the debtor will attempt to use their
position to promote their agenda such that issues of fair process may surface,
which did not arise when the process was under more neutral control.

Time constraints or potential manipulation will create situations where
the court is presented with a “Hobson’s Choice”, in that it will be asked to
approve an agreement despite the fact that there may be concerns about the
adequacy of the canvassing of the market or as to potential manipulation of the
process by a stakeholder. In such a case, the court’s only option may be to
approve the available arrangement, as otherwise operations may cease. Below,
we suggest that the court should, in such circumstances, consider adopting a
practice whereby whenever the court 1s in this type of situation and cannot be
satisfied that a transaction itself or the process through which it has been reached
is both fair and represents a complete canvas of the market, the court should
consider limiting its approval of the arrangement to that of a stalking horse
only, such that the debtor company remains open (and bound) to seek and accept -
higher or better bids. Wide adoption of such a practice would create incentives
for all parties to proposed transactions to ensure a fair and complete process
prior to seeking court approval in order to avoid a more limited approval.

As well, approval of a bid on a stalking-horse basis can be used, as it
purportedly was used in Stelco, where there is an urgent need to create stability
within a time framework that is shorter than what is required for an adequate
sales process. In such situations, one would expect to see break fees and other
economic incentives (as discussed below) as the price of creating such stability.
It is also suggested that this approach could apply not only to agreements of
purchase and sale, but also to other agreements approved by the court in an

3 Companies’ Creditors Arrangement Act, R.8.C. 1985, c. C-36, as amended.
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insolvency proceeding, including the approval of DIP financing and liquidation
and advisory agreements.

II. THE U.S. “AUCTION” PROCESS |

‘The defining feature of an auction is ils open nature. All bidders are
aware of the other bidders’ bid terms and conditions. At its basic level, an
auction requires that subsequent bidders exceed the terms of the previous bid.
At the end of the auction, the highest bidder is successful, and other bidders
have had the opportunity to make a definitive choice as to whether or not to
win the bid. In effect, every unsuccessful bidder makes a choice not to buy.
There are, however, numerous variations in the auction process. For example,
auction protocols may restrict bidding to previously determnined qualified bid-
ders, require minimum bid increments, or provide a stalking-horse bidder with
a right of first refusal over any other successful bid.

In the U.S. bankruptcy process, assets are sold using an auction process
that most often cormnmences with a stalking-horse bid. There are, consequently,
two stages of competition: first, to become the stalking-horse bidder and, sec-
ond, to become the successful bidder. At both stages, concerns about manipu-
lation exist and, to the extent that a stalking-horse bidder shapes the second
round of the auction, controls should be exercised at the first stage of compe-~ -
tition to ensure a fair process in the second.

Amnerican commentary suggests that a stalking-horse bid is necessary
to start the auction but provides many cauations about the stalking-horse bid
shaping the auction and otherwise manipulating the sales process.* Concerns
specific to stalking-horse bids include the payment of break-up fees, various
restrictions being placed on the debtor by the terms of the bid with respect 10
its ability to freely pursue competing bids (such as restraints on its ability to

~have discussions with other potential purchasers), and the amount that the

stalking-horse bid influences or shapes the subsequent bidding process (1.e., the
form of offer required and auction timelines). As we will discuss later in this

4 For example, see J. Robert Stole, Amy S. Karte, Sajida A. Ahdi, Maximizing Dispo-
sition Value Through the “Stalking Horse” Bidding Process, 2004 21 Nat’l Insolv.
Rev 33; C. R. Bowles, John Egan, The Sale of the Century or a Fraud on Creditors:
The Fiduciary Duty of Trustees and Debtors in Possession Relating to the “Sale” of
a Debror’s Assets in Bankrupicy, Spring 1998, 28 U. Mem. L. Rev. 781; Debra 1.
Grassgreen, Iaura Davis Jones, James H.M. Sprayregen, and James A. Stempel, Who
Wins in the Race to Get Break-up Fees Approved? October 2003, 22-8 ABIJ 16; D.
Peress: Breaking Up Is Hard t¢ Do, February 2001 20-1 ABIT 25; and Robert 3. Keach,
Stalking-horse Lenders and Good Faith: The Availability of Appeliate Protection
under §§ 363(m) and 364(e) for Asset Purchasers Extending DIP Financing, June
2004, 23-5 ABIJ 28. :
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article, concerns about manipulation of the sales process are not restricted to
the auction process and are equally applicable to Lhc tender-type process gen-
erally used in Canada.

III. THE CANADIAN “TENDER TYPE” PROCESS

In contrast to an auction, the defining feature of a tender-sales process
is its closed nature. Bidders are typicaily given a specific period to put forth
their best bid, and bids are submitted without knowledge of other bidders’ bids.
This secrecy theoretically encourages each bidder to submit their highest and
best bid in hopes of succeeding and not losing to a competing bid that is only
slightly higher. While the advocates of auctions focus upon the fact that an
auction 1s best at squeezing the very last cent out of bidders when the asset is
keenly pursued by multiple motivated parties, where there is a limited market,
the auction process can also act to ensure that a bidder who is intent on buying
pays the minimum that it nmust, while by contrast, in a tender, the same purchaser
might be inclined to bid much higher because it will have no assurance about
the amount of competing bids.

In a tender or tender-type process, controls are put in place to ensure
secrecy ofbids. However, as the process has evolved in the Canadian insolvency
context, formal tender has morphed into something less. Typically, bidding
procedures simply call for the receipt of letters of intent or offers, which may
or may not be binding, by a certain deadline. The party conducting the sale will
usually select some subset of the offers for further negotiation. Even when
dealing with neutral parties, such as receivers or trustees, bidders express con-
cern about whether there are some elements of bid shopping. This is all the
more the case where the sale is conducied by the debtor corporation and when
a sale process is running parallel and in competition with an investment process.
Although Canadian courts have clearly held that bankrupicy trustees have a
duty to maintain secrecy of the bids in order to ensure the integrity of the bidding
process and that trustees are not permitted to shop bids, the extent that this “no -
shop duty” extends to debtors who control the sales process in a restructuring
is not clear, and, in practice, there is growing concern among bidders about the
fairness of debtor-run sales processes.

As well, it should be remembered that not all sales of assets inaCanadian
insolvency context proceed through a tender process. This is most especially
apparent with pre-packaged plans where the debtor has canvassed the market
and substantially finalized the agreement prior to the msolvency filing and then
comes to court seeking approval of the sale.

5 See Pretty Fashion Inc., Re (1951),31 C.B.R. 217 (Que. S.C.).
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A tender process, like an auction, is subject t0 manipulation. As dis-
cussed below, many of the same manipulation concerns regarding timelines and
decision making exist in both processes. However, as will be discussed in more
detail below, the most significant concern that exists with a tender process and
not in an auction process is the shopping of bids and the related process-integrity
issues. Bid shopping effectively turns a tender 1nio an auction, so the bidder
gets the worst of both worlds. In an auction, the bidder, while knowing that it
will have to pay the highest price that the market will demand, has the comfort
of knowing that it will pay no more than the market requires. In a tender, the
bidder has to pay what it perceives the market to be, which may prove to be
much more than what it could have paid at auction, while if there are competing
bids and the bids are shopped, it will end up having to have its price bid up by
those with lower bids who did not take as much risk on the lower side of the
equation.

IV. MANIPULATION OF AUCTIONS AND TENDERS

No sales process is immune to manipulation by interested parties. Any
party who has an interest in the outcome and has some elementary control will
be tempted to manipulate the process to dictate an outcome that is 1o its advan-
tage. |

The important question, therefore, becomes whether particular types of
sales processes are more or less susceptible 1o manipulation in certain condi-
tions. In other words, are there situations in which a stalking-horse/auction
process is less subject to manipulation than a tender-type process, or vice versa?

In order to answer this question, the potentials for manipulation must
be examined. As we will discuss, the primary ways that an interested party can

manipulate the process can be broken down into two general categories: eco-

nomic and control incentives. ‘

Although these incentives are traditionally discussed in relation to a sale
of assets of a company, consideration should also be given to these concerns in
the context of debtor-in-possession (DIP) financing or other contracts entered
into during the proceedings.

1. Economic Incentives

Various economic restraints through which an interested party can in-

fluence a sale process have been examined in detail in U.S. literature as they

apply to stalking-horse processes and will be summarized here. For the most
part, these economic incentives do not apply in a tender process and are unique
to a stalking-horse/auction process.
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(a) Break fees

Often, a break fee may be incorporated into a stalking-horse bid. Al-
though variations of break-fee arrangements exist, typically such a fee would
become payable to the potential purchaser if their bid does not become the
successful bid. The U.S. courts seem to have settled in on break fees in the
range if 1-2 per ceni as being reasonable.®

Courts in the U.S. have examined break-fee arrangements with the
concern that excessive break fees would chill the market and deter other poten-
tial bidders; however, commentators also suggest that break fees are necessary
to attract a first bidder and get the auction process going. Generally, three lines
of analysis have been used by courts to determine the appropriateness of the
break fee. '

First, in some situations courts have relied on the business-judgment
rule and left to the seller’s discretion the appropnateness of the existence of
and/or amount of a break fee.

Second, courts in some situations have taken a harder look and applied
a more thorough best interests of the estate test. For example in Re Hupp
Industries’ the court stated that the business-judgment rule was not appropriate
in the insolvency context with respect to break fees because of the potentially
detrimental effect that the allowance of such a fee would have on the debtor’s
estate. The court suggested the following factors be examined before approval
of a break fee:

I.  whether the fee requested co-relates with a maxxmlzatlon of value -
to the debtor’s estate;

2. whether the request is arm’s-length;

3. whether the principal stakeholders are supportive;

4. whether the break-up fee constitutes a fair and reasonable percent-
' age of -the proposed purchase price;

5. whether the dollar amount of the break-up fee would have a “chill-
ing effect” on the market; ‘

6. the existence of available safeguards; and

7. whether there exists a substantial adverse impact upon unsecured
creditors where such creditors are in opposition.

6 See Paul B. Lackey, An Empirical Survey and Proposed Bankruptcy Code Section
Concerning the Properry of Bidding Incentives in a Bankruptcy Sale of Assets, 93
Column L. Rev. 720.

7 Re Hupp I[ndustries, 140 B.R. 191 (Bank N.D. Ohio [992).
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Third, some U.S. case law has indicated that break fees should only be
allowed 1o the extent that they compensate the stalking-horse bidder for the
administrative expense associated with such role. '

In an insolvency coniext, as explained below, a break fee may be the
price of stability, and thus some premium over stmply providing for adminis-
trative expense may be expected. The seven factors outlined in the Re Hupp

Industries approach, above, appear to provide the parties negotiating the trans-
" action, and a court reviewing same, with a reasonable method of gauging the
appropriateness of the break fee in the circumstances. As such, this line of
analysis appears to be preferable to the other two, which are either too broad or
too restricted.

As a general proposition, break fees are a burden on the balance of the
auction, In that competing bidders essentially have to pay these fees in order to
succeed. While this may be fair in a situation when such bidder was allowed to
compete for stalking-horse status, it could be more problematic when this is not
the case. This was a complaint lodged by one bidder in the Stelco case.

(b) Topping fees

Topping fees are closely related to break fees and typically provide that
the stalking-horse bidder receive a certain percentage of the amount by which
the successful bidder exceeds the stalking-horse bid. Generally, topping fees
have been considered alongside break fees by the courts.®

(¢) Overbid increment protections

In many auctions, the stalking-horse bid is considered the base bid, and
additional bids are accepted only at certain additional increments. In other
words, each bid must outbid the last by a certain dollar amount. The size of the
overbid protection increment, however, may influence the auction process. U.S.
case law has indicated that the courts should focus on whether the increments
are reasonable in relation to the proposed transaction.?’

(d) Rights of first refusal

It is possible that a stalking horse may be granted rights of first refusal
to match what would otherwise be the winning bid in an-auction that may follow
its bid. Effectively, this allows the stalking-horse bidder to forgo any overbid

8 See Paul B. Lackey, supra, at note 6.
9 Ibid.
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increment required by the specific auction process, thus giving it an advantage
against competing bidders. American commentators have noted that there is
little case law considering rights of first refusal granted to stalking-horse bid-
ders, but it is difficult to see how such an advantage could be countenanced by
a court.

2. Control Incentives

In .contrast to the econornic incentives described above, the control

incentives outlined below are, for the most part, common to both stalking-horse
and tender-sale processes. In Canada, however, control incentives have notbeen
of great concern where insolvency sales were conducted by a court officer (i.e.,
a trustee or receiver) whose reputation and duties as a court officer mitigated
against the use of control incentives to manipulate the bidding process. How-
ever, as more and more asset sales in insolvency proceedings are being con-
ducted by the debtor’s management team and only monitored by a court officer,
other stakeholder concerns related to control incentives are increasing.
' Control incentives deal with the integrity of the process itself. These
factors are considered in relation to manipulation of the actual bidding process
and/or tender process and often potential bidders may, if they suspect that the
integrity of the process is flawed, forgo the bidding process and the cost asso-
ciated therewith. '

(a) Controlling and shaping the bid process (timelines)

A primary method of controlling a bid process is to influence timelines.
The shorter the timeline, the less time other parties have to conduct due dili-
gence, communicate with management, negotiate a deal, and, hence, submit an
informed offer. As timelines are often driven off of the amount of funding
available to the debtor company, they become especially subject to manipulation -
where the DIP lender is a potential bidder. :

Along with timelines in a stalking-horse auction, the bid process itself
can be materially influenced by the form of the stalking-horse bid where sub-
sequent bids are required to conform to the format of the stalking-horse bid.
This is especially true in combination sales/equity-raising processes.

Stalking-horse bidders may also have considerable control and influence
over the auction process, not only through the economic incentives discussed
above, but also in setting the timelines and determining who may be treated as
a qualified bidder at the auction.

Given the amount of control and influence a stalking-horse bid has on
the ensuing auction, it should be clear that the stalking-horse bid is a viable and
binding agreement. In this respect, specific attention should be focused on the
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conditionality of the bid. For example, where the bid contains conditions that
are likely never to be fulfilled, the stalking-horse benefits of the bid become
illusive. For instance, a stalking-horse bid from, or sponsored by, an existing
stakeholder who has an economic interest in obtaining the highest price might
be, or operate as, nothing more than a shill. ‘ '

Consequently, fairness and completeness 11 the competition to become
the stalking-horse bid is, in many respects, just as important as it is in the final
bid-approval process.

(b) Management incentives

Bids that contain various management incentives — whether they take
the form of key employee retention packages, bonuses, or otherwise — have
the effect of, at the very least, appearing to skew the bidding process. In a
stalking-horse bid, these payments must be approved by the court prior to the
auction and, thus, some level of control exists. However, in the race to become
a stalking-horse bidder (a role that we have seen provides substantial influence
over the sale process) management incentives may play a large role.

As well, in a tender process where the form of bids may vary substan-
tially from one bid to another, thus making direct comparisons more difficulr,
management incentives may sway the process at the final selection phase.

Further, in Canada it is Becoming more common to run concurrent sale
and equity-Taising processes. Equity-raising scenarios are often viewed in a
more favourable light by existing management, as a sale of the business will
most often be accompanied by a change of control. Again, these concerns are
highlighted where sale processes are run by existing management, rather than
a court-appointed officer.

(¢) No shop and window shop clauses

Commentary in the U.S. indicates that it is very rare to have stalking-
horse bids that contain a no-shop clause, which provides that a company cannot
look for, entertain, or negotiate with other bidders, or a modified window-shop
clause, which provides that, although a company cannot solicit other bids, it
can receive bids and respond to bids as well as provide information to and
negotiate with other bidders. In the few situations where these terms have been
approved, one commentator notes that it was only done after extensive market-
ing by the company prior to filing.’?

Thought should be given to the appropriateness of these clauses within
the Canadian context when the debtor comes to court with a pre-arranged

10 Ibid.
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agreement (whether it be for DIP financing, a sale of its assets, or some other
transaction). Clearly, this kind of lock-up should only be allowed where the
court 1s satisfied that it is looking at the best and final offer.

V. THE ROLE OF STALKING-HORSE BIDS IN
CANADA

1. To Date

Although Canada has historically used and, therefore, is comfortable
with a tender process for selling assets in an insolvency context, thought should
be given to using an auction process in certain situations.

Courts have given no reason to shy away from the auction process solely
on the basis that tender is better. Courts have, in fact, given the signal that, as -
long as the process meets the principles as laid out in Soundair,'! the process
will be considered acceptable. In cases that require cross-border harmonization,
the use of the stalking-horse/auction process is clearly appropriate and has been
recognized as such. There are also, however, a lesser number of cases where
" courts have approved of the stalking-horse concept where there was no cross-
border element, the most notable of which has been Stelco.

In the A. & B. Sound Ltd. (A&B Sound) restructuring under the CCAA,
the court at first approved a pre-packaged agreement whereby one bidder, Sun
Capital (Sun Cap), was given an exclusive period in which to negotiate with
A&B Sound. That period was later extended, and the court approved an agree-
ment of purchase and sale between Sun Cap and A&B Sound, which included
a break fee and a further exclusivity period. However, at the request of another
bidder, Seanix Technology Inc. (Seanix), Seanix was granted access to all
information that Sun Cap had been provided upon execution of a confidentiality
agreement by Seanix. In effect, the court treated the Sun Cap bid as a stalking
horse and, ultimately, Seanix submitted a higher offer that was approved.

11 See Royal Bank v. Soundair Corp. (1991), 7T C.B.R. (3d) 1 (Ont. C.A.), at para 16
where the Ontario Court of Appeal summarized the duties a court must perform
when decided whether a receiver who has sold property acted appropriately:

I summarize those duties as follows:

1. It should consider whether the receiver has made a sufficient etfort to get the
best price and has not acted improvidently. '

2. It should consider the interests of all parties.

3. It should consider the eftficacy and integrity of the process by which offers
are obtained.

4. It should consider whether there has been unfairness in the working out of
the process.
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As well, in Re Stélco Inc.,'? the court explicitly approved an offer from
Deutche Bank, one of Stelco’s significant bond holders, as a stalking-horse bid.
As explained further below, the court found itself confronted with a situation
where the Deutche Bank offer had been put on the table as a stalking-horse bid
to satisfy aconcern by General Motors (GM) (one of Stelco’s largest customers)
about the certainty of Stelco emerging successfully from its CCAA proceeding. -
GM had notified Stelco that, unless it had a viable plan of exit from the CCAA
and had reached certain labour-negotiation milestones, it would re-source its’
business by a stipulated time. In order to deal with this demand, the court
approved alimited canvassing of existing stakeholders to see if a proposal could
be found that would guarantee Stelco’s emergence from the CCAA. This re-
sulted in the Deutche Bank offer, as well as others. On the morning of the
hearing to approve the Deutche Bank proposal as a stalking horse, GM notified
Stelco that it had not met the labour-relations milestone and that it would be re-
sourcing its business. However, Stelco proceeded with the approval of the
Deutche Bank bid anyway, despite the fact that the underlying rationale had
disappeared. The court approved the Deutche Bank bid as a stalking horse;
however, the bid contained conditions that adverse stakeholders and one com-
peting bidder argued could never be fulfilled.

Specifically, these conditions required that: (i) Stelco and its union enter
into a binding collective agreement with respect to a facility where the collective
agreement had expired and (ii) that Stelco continue 1o enjoy the benefit of a
pension holiday that the government had previously permitted, such that it did
not have to pay down the solvency deficiency in certain pension plans in the
manner generally required of other companies in Ontario. The bids progressed.
All were rejected and the stalking horse failed because, as predicied, the con-
ditions (specifically those noted above) could not be met. Only once further
facts come out following the conclusion of the Steleo CCAA proceeding will
an accurale picture emerge as to the positive or negative impact of the stalking-
horse bidding procedure. _

Aswell, in Re Tiger Brand Knitting Co.,’* the court approved a stalking-
horse bid by Geetex and approved a “stay fee”, which had been negotiated by
the monitor and Geetex, whereby Geetex received approximately $500,000 to

Jeave its bid open as a stalking hosre for a certain period of time.

2. Tomorrow

Building.on the case law in Canada to date, 11is suggesied that stalking—
horse bids do have a place in intra-Canadian insolvencies. We suggest that the
court should develop a standard where upon the approval of an agreement

12 Re: Stelco, supra, at note 2.
13 Tiger Brand Knirting Co., Re (2005), 9 C.B.R. (5th) 315 (Ont. 5.C.J.).
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(whether a purchase agreement, DIP financing agreement, efc.), if concerns
exist about the completeness or fairness of the process generally, the approval
should only be given as a stalking-horse bid, and not as a final agreement. If
this standard were in place, debtor companies would come to court with the
knowledge that, unless they could show that the process leading to the agreement
in question was fair and complete, then it would be subject to approval as a
stalking horse only. This would provide an incentive to ensure a fair and
complete process in order to avoid approval as a stalking horse only.

It is recognized that even if such a standard was adopted there would
still be circumstances where the court would be faced with a dilemma where
concerns may exist about the fairness or completeness of the marketing process,
but, nevertheless, approval of the agreement as a stalking horse may not be
viable. The hope is that this will be less frequent. An emphasis on establishing
a fair process would, in the context of DIP financing or pre-packaged arrange-
ments, lead to greater involvement of the incumbent trustee, receiver, or monitor
at a pre-filing stage so that a court officer and neutral third party could make a
report and/or recommendation to the court régarding the adequacy of the mar-
keting process right at the commencement of proceedings when such arrange-
ments are, after approval, functionally entrenched. :

Specific situations where stalking-horse bids may be appropriate to
counteract potential unfairness or incompleteness of a marketing process in-
clude:

(a) Tight timelines

Where the need for certainty that the debtor will emerge from protection
is required within a short time frame, stalking-horse bids may be very useful.
The certainty of the ability of a debtor to emerge from insolvency protection
can be very important in gaining the company the stability it needs to continue
operations and seek higher bids. In that situation, the economic incentives
discussed above may be seen as a cost of this stability, and the stalking-horse-
bid process should be considered as an alternative to the traditional tender
process. This was professed to be the case in Stelco. However, as discussed, it
is not clear that this was, in fact, the case. It is suggested that in the proper case,
consideration should be given to the use of stalking-horse bids in circumstances
where there 1s a need for stability within a very short time frame.

(b) Limited market exposure
Where the sales process (or the DIP financing process) has received

limited market exposure (whether as a function of fimeliness or otherwise)
stalking-horse bids may be appropriate. This would allow the agreement to be
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approved and the debtor to continue operations, while the market could continue
to be canvassed for higher bidders. For example, the DIP approved in Air
Canada arguably reflected an extremely limited market exposure. In approving
the DIP, the court did so at the cost of a substantial preference in favour of the
DIP lender. In response to arguments that the preference was not appropriate,
the DIP lender’s position was that other parties could supply the DIP and were
free to do so. In essence, the DIP lender’s argument was that, in effect, their
DIP agreement should be seen as a stalking horse. However, since the terms of
the DIP agreement contained “window shop” provisions, the stalking-horse
nature of the DIP agreement had little practical effect.

(¢) Pre-packaged plans

Where the debtor has come into the insolvency proceedings with an
agreement with respect to which it intends to seek approval from the court,
greater concern for the completeness and fairness of the marketing process
exists, and the court should consider limiting its approval of the agreement so
that it will function only as a stalking horse unless the court can be shown that
the process was in fact fair and complete.

VI. INTERMIXING AUCTION AND TENDER

It may be that the standard proposed above would lead to an intermixing
between the traditional tender processes and the auction process. In each situ-
ation, thought should be given to any prejudice that may result from an inter-
mixing of the two processes in the specific circumstances.

Clearly, it would not be appropriate to make a tender bid into a stalking
horse without the consent of the bidder or, at least, in situations when the bidder
knew that this was possible if the court was not satisfied with the bidding
procedure since, in such circumstances, as discussed above, the bidder gets the
worst of both systems. If, however, the standard proposed above was widely
acknowledged as the process that would be followed by the court, concerns
about imposing a stalking-horse bid on an unsuspecting tender bidder would be
mitigated. _

- The question then becomes, once a stalking-horse bid procedure has
been adopted, which is traditionally part of an auction process, 1s it necessary
from a fairness perspective to adopt the full auction process, or can the bidding
process revert back to a tender? In other words, while it is clear that there is
. prejudice switching from tender to auction, is there prejudice inherent in switch-
ing from auction to tender?

Consider the following scenario: at a live auction, bids are being ac-
cepted. Asthe bidding progresses, however, the auctioneer (realizing the auction
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will last only for five more minutes) closes the bidding and asks that bidders
write down their highest bid (as long as it is higher than the last oral bid) on a
piece of paper, submit it to him so that whichever bid is the highest (the last
oral bid or a written submission) will succeed. There does not appear anything
inherently prejudicial in this scenario. Admittedly, if the bidders were aware
that at some point the auction would be changed into a tender, it might influence
thewr willingness to make oral bids, but it is difficult to see that this would be a
material impact.

In an insolvency process, there may also be merit in migrating from an
auction process and the approval of a stalking-horse bid to a tender scenario, in .
that the scope of the tender bid may become more flexible, and this may
encourage a wider range of bidders. On balance, there does not appear to be
any prejudice inherent in mixing the two processes in this way.

VII. CONCLUSION

There may be a role for stalking-horse bids in essentially Canadian
insolvenicy proceedings. Neither tender nor auction processes are immune from
manipulation. Consideration should be given, however, to selecting the process
that 1s less subject to manipulation in the circumstances.

The courts in Canada have indicated a willingness to approve agree-
ments on a stalking-horse basis in certain situations. It is suggested that this
practice has merit in purely intra-Canadian insolvency proceedings, particularky
in order to deal with inadequacies in the manner in which agreements that
require court approval have been reached. Where there has not been an adequate
canvas of the market for any reason, including lack of time or attempted ma-
nipulation of the process, it is suggested that, as a matter of practice, the court
should grant an approval of an arrangement subject to overbid and further
marketing. As such, the approved arrangement, be it a sale, DIP flnancmg, or
other agreement, will function as a stalking horse.
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Case Name:

Canwest Publishing Inc. (Re)

IN THE MATTER OF the Companies' Creditors Arrangement Act,
R.S.C. 1985, C-36, as amended
AND IN THE MATTER OF a Proposed Plan of Compromise or
Arrangement of Canwest Publishing Inc./Publications Canwest
Inc., Canwest Books Inc. and Canwest {Canada) Inc.

[2010] O.J. No. 188
2010 ONSC 222

Court File No. CV-10-8533-00CL

Ontario Superior Court of Justice
Commercial List

S.E. Pepall J.
January 18, 2010.
(66 paras.)

Bankruptey and insolvency law -- Assignments and petitions into bankruptcy - Voluntary
assignments - By corporations and partmerships - Canwest Global Canadian newspaper entities’
application for a Companies' Creditors Arrangement Act protection order allowed -- The order
applied to the applicants' limited partnership -- The limited partnership was the applicants’
administrative backbone, exposing it to the demands of creditors would make a successful
restructuring impossible -- The applicants could treat certain suppliers as critical suppliers but they
could not be paid without the Monitor's consent -- The proposed DIP facility, financial advisor
charge, directors and officers charge and management incentive plan charges were approved —
Companies' Creditors Arrangement Act, 5. 4, 5. 5, 8. 11.2(1), 5. 11.2(4), 5. 11.4, 5. 11.52.

Bankruptcy and insolvency law -- Companies’ Creditors Arrangement Act (CCAA) matters --
Application of Act -- Affiliated debtor companies -- Canwest Global Canadian newspaper entities'
application for a Companies' Creditors Arrangement Act protection order allowed -- The order
applied to the applicants’ limited parinership -- The limited partnership was the applicants’
administrative backbone, exposing it to the demands of creditors would make a successful
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restructuring impossible -- The applicants could treat certain suppliers as critical suppliers bul they
could not be paid without the Monitor's consent - The proposed DIP facility, financial advisor
charge, directors and officers charge and management incentive plan charges were approved -
Companies' Creditors Arrangement Act, s. 4, 5. 5, 5. 11.2(1), s. 11.2(4), 5. 11.4, 5. 11.52.

The Canwest Giobal Canadian newspaper entities applied for an order for protection pursuant to the
Companies' Creditors Arrangement Act (CCAA). The applicants also sought a stay of proceedings
and to have the order extend to protect the Canwest Limited Partnership/Canwest SociUtU en
Commandite (the Limited Partnership). The applicants proposed to present the plan only to the
secured creditors and sought approval of a $25 million DIP facility. The applicants asked they be
authorized but not required to pay pre-filing amounts owing in arrears to critical suppliers, including
newsprint and ink suppliers. The applicants sought a $3 administration charge, a $10 miltion charge
in favour of the financial advisor and a $35 directors and officers charge. The applicants also sought
a $3 million charge to secure obligations arising out of amendments to two key employees'
employment agrecments and a management incentive plan.

HELD: Appiication allowed. The applicants’ chief place of business was Ontario, they qualified as
debtor companies under the CCAA and they were affiliated companies with total claims against
them that far exceeded $5 million. The Limited Partnership was the applicants' administrative
backbone. Exposing the assets of the Limited Partnership to the demands of creditors would make a
successful restricturing impossible. Debtors had the statutory authority to present a plan to a single
class of creditors and it was appropriate in the circumstances. The DIP loan would enhance the
prospects of a viable compromise or arrangement and would ensure the necessary stability. The
applicants could treat certain suppliers as critical suppliers but they could not be paid without the
Monitor's consent. The administration charge, financial advisor charge and directors and officers
charge were granted as requested. The management incentive charge was granted as requested and a
sealing order was made over the sensitive personal and compensation information, as it was an
important commercial interest that should be protected.

Statutes, Regulations and Rules Cited:

Companies' Creditors Arrangement Act, R.S.C. 1985, ¢. ¢, 36, 5. 4, 5. 5,5 11.2(1), 5. 11.2(4), s.
11.4,s. 11.52,5. 11.7(2)

Counsel:
Lyndon Barnes, Alex Cobb and Duncan Ault, for the Applicant LP Entities.
Mario Forte, for the Special Committee of the Board of Directors.

Andrew Kent and Hilary Clarke, for the Administrative Agent of the Senior Secured Lenders’
Syndicate. .
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Peter Griffin, for the Management Directors.

Robin B. Schwill and Natalie Renner, for the Ad Hoc Committee of 9.25% Senior Subordinated
Noteholders.

David Byers and Maria Konyukhova, for the proposed Monitor, FTI Consulting Canada Inc.

REASONS FOR DECISION
S.E. PEPAILL J.:--
Introduction

1 Canwest Global Communications Corp. ("Canwest Global") is a leading Canadian media
company with interests in (i) newspaper publishing and digital media; and (ii) free-to-air television
stations and subscription based specialty television channels. Canwest Global, the entities in its
Canadian television business (excluding CW Investments Co. and its subsidiaries) and the National
Post Company (which prior to October 30, 2009 owned and published the National Post)
(collectively, the "CMI Entities"), obtained protection from their creditors in a Companies’
Creditors Arrangement Act' ("CCAA™) proceeding on October 6, 2009.? Now, the Canwest Global
Canadian newspaper entities with the exception of National Post Inc. seek similar protection.
Specificalty, Canwest Publishing Inc./Publications Canwest Inc. ("CPI"), Canwest Books Inc.
("CBI"), and Canwest (Canada) Inc. ("CCI") apply for an order pursuant to the CCAA. They also
seek 1o have the stay of proceedings and the other benefits of the order extend to Canwest Limited
Partnership/Canwest Société en Commandite (the "Limited Partnership™). The Applicants and the
Limited Partnership are referred to as the "LP Entities” throughout these reasons. The term
"Canwest" will be used to refer to the Canwest enterprise as a whole. It includes the LP Entities and
Canwest Global's other subsidiaries which are not applicants in this proceeding.

2 All appearing on this application supported the relief requested with the exception of the Ad
Hoc Committee of 9.25% Senior Subordinated Noteholders. That Committee represents certain
unsecured creditors whom I will discuss more fully later.

3 I granted the order requested with reasons to follow. These are my reasons.

4 1 start with three observations. Firstly, Canwest Global, through its ownership interests in the
LP Entities, is the largest publisher of daily English language newspapers in Canada. The LP
Entities own and operate 12 daily newspapers across Canada. These newspapers are part of the
Canadian heritage and landscape. The oldest, The Gazette, was established in Montreal in 1778.
The others are the Vancouver Sun, The Province, the Ottawa Citizen, the Edmonton Journal, the
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Calgary Ferald, The Windsor Star, the Times Colonist, The Star Phoenix, the Leader-Post, the
Nanaimo Daily News and the Alberni Valley Times. These newspapers have an estimated average
weekly readership that exceeds 4 million. The LP Entities also publish 23 non-daily newspapers and
own and operate a number of digital media and online operations. The community served by the LP
Entities is huge. In addition, based on August 31, 2009 figures, the LP Entities employ
approximately 5,300 employees in Canada with approximately 1,300 of those employees working
in Ontario. The granting of the order requested is premised on an anticipated going concern sale of
the newspaper business of the LP Entities. This serves not just the interests of the LP Entities and
their stakeholders but the Canadian community at large.

5 Secondly, the order requested may contain some shortcomings; it may not be perfect. That said,
insolvency proceedings typically involve what is feasible, not what is flawless.

6 Lastly, although the builders of this insolvent business are no doubt unhappy with its fate,
gratitude is not misplaced by acknowledging their role in its construction.

Backeround Facts

()  Financial Difficulties

7 The LP Entities generate the majority of their revenues through the sale of advertising. In the
fiscal year ended August 31, 2009, approximately 72% of the LP Entities' consohdated revenue
derived from advertising. The LP Entities have been seriously affected by the economic downturn
in Canada and their consolidated advertising revenues declined substantially in the latter half of
2008 and in 2009. In addition, they experienced increases in certain of their operating costs.

8 On May 29, 2009 the Limited Partnership failed, for the first time, to make certain interest and
principal reduction payments and related interest and cross currency swap payments totaling
approximately $10 million in respect of its senior secured credit facilities. On the same day, the
Limited Partnership announced that, as of May 31, 2009, it would be in breach of certain financial
covenants set out in the credit agreement dated as of July 10, 2007 between its predecessor,
Canwest Media Works Limited Partnership, The Bank of Nova Scotia as administrative agent, a
syndicate of secured lenders ("the LP Secured Lenders"), and the predecessors of CCI, CPI and CBI
as guarantors. The Limited Partnership also failed to make principal, interest and fee payments due
pursuant to this credit agreement on June 21, June 22, July 21, July 22 and August 21, 2009.

9  The May 29, 2009, defaults under the senior secured credit facilities tripgered defaults in
respect of related foreign currency and interest rate swaps. The swap counterparties (the "Hedging
Secured Creditors") demanded payment of $68.9 million. These unpaid amounts rank pari passu
with amounts owing under the LP Secured Lenders' credit facilities.

10 Onor around August 31, 2009, the Limited Partership and certain of the ILP Secured Lenders
entered into a forbearance agreement in order to allow the LP Entities and the LP Secured Lenders
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the opportunity to negotiate a pre-packaged restructuring or reorganization of the affairs of the LP

Entities. On November 9, 2009, the forbearance agreement expired and since then, the LP Secured
Lenders have been in a position to demand payment of approximately $953.4 million, the amount
outstanding as at August 31, 2009, Nonetheless, they continued negotiations with the LP Entities.
The cuimination of this process is that the LP Entities are now secking a stay of proceedings under
the CCAA in order to provide them with the necessary "breathing space” to restructure and
reorganize their businesses and to preserve their enterprise value for the ultimate benefit of their
broader stakeholder community.

11 The Limited Partnership released its annual consolidated financial statements for the twelve
months ended August 31, 2009 and 2008 on November 26, 2009. As at August 31, 2009, the
Limited Partnership had total consolidated assets with a net book value of approximately $644.9
million. This included consolidated current assets of $182.7 million and consolidated non-current
assets of approximately $462.2 million. As at that date, the Limited Partnership had total
consolidated Labilities of approximately $1.719 billion (increased from $1.656 billion as at August
31, 2008). These liabilities consisted of consolidated current liabilities of $1.612 billion and
consolidated non-current liabilities of $107 million.

12 The Limited Partnership had been experiencing deteriorating financial results over the past
year. For the year ended August 31, 2009, the Limited Partnership's consolidated revenues
decreased by $181.7 million or 15% to $1.021 billion as compared to $1.203 billion for the year
ended August 31, 2008. For the year ended August 31, 2009, the Limited Partnership reported a
consolidated net loss of $66 million compared to consolidated net earnings of $143.5 mmilion for
fiscal 2008.

(ii) Indebtedness under the Credit Facilities
13 The indebtedness under the credit facilities of the LP Entities consists of the following.

(a)  The LP senior secured credit facilities are the subject matter of the July 10,
2007 credit agreement already mentioned. They are guaranteed by CCI,
CPI and CBI. The security held by the LP Secured Lenders has been
reviewed by the solicitors for the propesed Monitor, FTT Consulting
Canada Inc. and considered to be valid and enforceable.? As at Aungust 31,
2009, the amounts owing by the LP Entities totaled $953.4 million
exclusive of interest.*

(b)  The Limited Partnership is a party to the aforementioned foreign currency
and interest rate swaps with the Hedging Secured Creditors. Defaults under
the LP senior secured credit facilities have triggered defaults in respect of
these swap arrangements. Demand for repayment of amounts totaling
$68.9 million (exclusive of unpaid interest) has been made. These
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obligations are secured.

(¢}  Pursuant to a senjor subordinated credit agreement dated as of July {0,
2007, between the Limited Partnership, The Bank of Nova Scotia as
adminigtrative agent for a syndicate of lenders, and others, certain
subordinated lenders agreed to provide the Limited Partnership with access
to a term credit facility of up to $75 million. CCI, CPI, and CBI are
guarantors. This facility is unsecured, guaranteed on an unsecured basis
and currently fully drawn. On June 20, 2009, the Limited Partnership
failed to make an interest payment resulting in an event of default under
the credit agreement. In addition, the defaults under the senior secured
credit facilities resulted in a default under this facility. The senior
subordinated lenders are in a position to take steps to demand payment.

(d) Pursuant to a note indenture between the Limited Partnership, The Bank of
New York Trust Company of Canada as trustee, and others, the Limited
Partnership tssued 9.5% per annum senior subordinated unsecured notes
due 2015 in the aggregate principal amount of US $400 million. CPI and
CBI are guarantors. The notes are unsecured and guaranteed on an
unsecured basis. The noteholders are in a position to take steps to demand
immediate payment of all amounts outstanding under the notes as a result
of events of default.

14  The LP Entities use a centralized cash management system at the Bank of Nova Scotia which
they propose to continue. Obligations owed pursuant to the existing cash management arrangements
are secured (the "Cash Management Creditor™).

(iii) LP Entities' Response to Financial Difficulties

15 The LP Entities took a number of steps to address their circumstances with a view to
improving cash flow and strengthening their balance sheet. Nonetheless, they began to experience
significant tightening of credit from critical suppliers and other trade creditors. The LP Entities' debt
totals approximately $1.45 billion and they do not have the liquidity required to make payment in
respect of this indebtedness. They are clearly insolvent.

16  The board of directors of Canwest Global stiuck a special committee of directors (the "Special
Committee") with a mandate to explore and consider strategic alternatives. The Special Committee
has appointed Thomas Strike, the President, Corporate Development & Strategy Implementation, as
Recapitalization Officer and has retained Gary Colter of CRS Inc. as Restructuring Advisor for the
LP Entities (the "CRA™). The President of CPI, Dennis Skulsky, will report directly to the Special
Comunittee.

17  Given their problems, throughout the summer and fall of 2009, the LP Entities have
participated in difficult and complex negotiations with their lenders and other stakeholders to obtain
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forbearance and to work towards a consensual restructuring or recapitalization.

18 Anadhoc committes of the holders of the senior subordinated unsecured notes (the "Ad Hoc
Committee"”) was formed in July, 2009 and retained Davies Ward Phillips & Vineberg as counsel.
Among other things, the Limited Partnership agreed to pay the Comumittee's legal fees up to a
maximum of $250,000. Representatives of the Limited Partnership and thetr advisors have had
ongoing discussions with representatives of the Ad Hoc Committee and their counsel was granted
access to certain confidential information following execution of a confidentiality agreement. The
Ad Hoc Committee has also engaged a financial advisor who has been granted access to the LP
Entities' virtual data room which contains confidential information regarding the business and
affairs of the LP Entities. There is no evidence of any satisfactory proposal having been made by
the noteholders. They have been in a position to demand payment since August, 2009, but they have
not done so.

19 In the meantime and in order to permit the businesses of the LP Entities to continue to operate
as going concerns and in an effort to preserve the greatest number of jobs and maximize value for
the stakeholders of the LP Entities, the LP Entities have been engaged in negotiations with the LP
Senior Lenders, the result of which is this CCAA application.

(iv) The Support Agreement, the Secured Creditors' Plan and the Solicitation Process

20  Since August 31, 2009, the LP Entities and the LP administrative agent for the LP Secured
Lenders have worked together to negotiate terms for a consensual, prearranged restructuring,
recapitalization or reorganization of the business and affairs of the LP Entities as a going concern.
This is referred to by the parties as the Support Transaction.

21  As part of this Support Transaction, the LP Entities are seeking approval of a Support
Agreement entered into by them and the administrative agent for the LP Secured Lenders. 48% of
the LP Secured Lenders, the Hedging Secured Creditors, and the Cash Management Creditor (the
"Secured Creditors") are party to the Support Agreement.

22  Three interrelated elements are contemplated by the Support Agreement and the Support
Transaction: the credit acquisition, the Secured Creditors' plan (the "Plan"), and the sale and
investor solicitation process which the parties refer to as SISP.

23 The Support Agreement contains various milestones with which the LP Entities are to comply
and, subject to & successful bid arising from the solicitation process (an important caveat in my
view), commits them to support a credit acquisition. The credit acquisition involves an acquisition
by an entity capitalized by the Secured Creditors and described as AcquireCo. AcquireCo. would
acquire substantially all of the assets of the LP Entities (including the shares in National Post Inc.)
and assume certain of the labilities of the LP Entities. It is contemplated that AcquireCo. would
offer employment to all or substantially all of the employees of the LP Entities and would assume
all of the LP Entities' existing pension plans and existing post-retirement and post-employment
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benefit plans subject to a right by AcquireCo., acting commercially reasonably and after
consultation with the operational management of the LP Entities, to exclude certain specified
liabilities. The credit acquisition would be the subject matter of a Plan to be voted on by the Secured
Creditors on or before January 31, 2010. There would only be one class. The Plan would only
compromise the LP Entities' secured claims and would not affect or compromise any other claims
against any of the LP Entities ("unaffected claims"). No holders of the unaffected claims would be
entitled to vote on or receive any distributions of their claims. The Secured Creditors would
exchange their outstanding secured claims against the LP Entities under the LP credit agreement
and the swap obligations respectively for their pro rata shares of the debt and equity to be issued by
AcquireCo. All of the LP Entities’ obligations under the LP secured claims calculated as of the date
of closing less $25 million would be deemed to be satisfied following the closing of the Acquisition
Agreement. LP secured claims in the amount of $25 million would continue to be held by
AcquireCo. and constitute an outstanding unsecured claim against the LP Entities.

24  The Support Agreement contemplates that the Financial Advisor, namely RBC Dominion
Securities Inc., under the supervision of the Monitor, will conduct the solicitation process.
Completion of the credit acquisition process is subject to a successful bid arising from the
solicitation process. In general terms, the objective of the solicitation process is to obtain a better
offer (with some limitations described below) than that reflected in the credit acquisition. If none is
obtained 1n that process, the LP Entities intend for the credit acquisition to proceed assuming
approval of the Plan. Court sanction would also be required.

25 In more detailed terms, Phase [ of the solicitation process is expected to last approximately 7
weeks and qualified interested parties may submit non-binding proposals to the Financial Advisor
on or before February 26, 2010. Thereafter, the Monitor will assess the proposals to determine
whether there is a reasonable prospect of obtaining a Superior Offer. This is in essence a cash offer
that is equal to or higher than that represented by the credit acquisition. If there is such a prospect,
the Monitor will recommend that the process continue into Phase IL. If there is no such prospect, the
Monitor will then determine whether there is a Superior Alternative Offer, that is, an offer that is
not a Superior Offer but which might nonetheless receive approval from the Secured Creditors. If
50, to proceed into Phase II, the Superior Alternative Offer must be supported by Secured Creditors
holding more than at least 33.3% of the secured claims. If it is not so supported, the process would
be terminated and the LP Entities would then apply for court sanction of the Plan.

26  Phase Il is expected to last approximately 7 weeks as well. This period allows for due
diligence and the submission of final binding proposals. The Monitor will then conduct an
assessment akin to the Phase | process with somewhat similar attendant outcomes if there are no
Superior Offers and no acceptable Alternative Superior Offers. If there were a Superior Offer or an
acceptable Alternative Superior Offer, an agreement would be negotiated and the requisite
approvals sought.

27 The solicitation process is designed to allow the LP Entities to test the market. One concern is
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that a Superior Offer that benefits the secured lenders might operate to preclude a Superior
Alternative Offer that could provide a better result for the unsecured creditors. That said, the LP
Entities are of the view that the solicitation process and the support transaction present the best
opportunity for the businesses of the LP Entities to continue as going concerns, thereby preserving
jobs as wsll as the economic and social benefits of their continued operation. At this stage, the
alternative is a bankruptey or liquidation which would result in significant detriment not only to the
creditors and emplovyees of the LP Entities but to the broader community that benefits from the
continued operation of the LP Entities' business. I also take some comfort from the position of the
Monitor which is best captured in an excerpt from its preliminary Report:

The terms of the Support Agreement and SISP were the subject of lengthy and
intense arm's length negotiations between the LP Entities and the LP
Administrative Agent. The Proposed Monitor supports approval of the process
contemplated therein and of the approval of those documents, but without in any
way fettering the various powers and discretions of the Momnitor.

28 It goes without saying that the Monitor, being a court appointed officer, may apply to the court
for advice and directions and also owes reporting obligations to the court.

29  Asto the objection of the Ad Hoc Committee, I make the following observations. Firstly, they
represent unsecured subordinated debt. They have been in a position to take action since August,
2009. Furthermore, the LP Entities have provided up to $250,000 for them to retain legal counsel.
eanwhile, the LP Secured Lenders have been in a position to enforce their rights through a
non-consensual court proceeding and have advised the LP Entities of their abilities in that regard in
the event that the LP Entities did not move forward as contemplated by the Support Agreement.
With the Support Agreement and the solicitation process, there is an enhanced likelihood of the
continuation of going concern operations, the preservation of jobs and the maximization of value for
stakeholders of the LP Entities. It seemed to me that in the face of these facts and given that the
Support Agreement expired on January 8, 2010, adjourning the proceeding was not merited in the
circumstances. The Committee did receive very short notice, Without being taken as encouraging or
discouraging the use of the comeback clause in the order, I disagree with the submission of counsel
to the Ad Hoc Committee to the effect that it is very difficult if not impossible to stop a process
relying on that provision. That provision in the order is a meaningful one as is clear from the
decision in Muscletech Research & Development Inc.>. On a come back motion, although the
positions of parties who have relied bona fide on an Initial Order should not be prejudiced, the onus
is on the applicants for an Initial Order to satisfy the court that the existing terms should be upheld.

Proposed Monitor

30 The Applicants propose that FTI Consulting Canada Inc. serve as the Monitor. It currently
serves as the Monitor in the CMI Entities' CCAA proceeding. It is desirable for FTI 1o act; it 18
qualified to act; and it has consented to act. It has not served in any of the incompatible capacities
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described 1n section 11.7(2) of the CCAA. The proposed Monitor has an enhanced role that is
reflected in the order and which is acceptable.

Proposed Order

31 As mentioned, I granted the order requested. It is clear that the LP Entities need protection
under the CCAA. The order requested will provide stability and enable the LP Entities to pursue
their restructuring and preserve enterprise value for their stakeholders. Without the benefit of a stay,
the I.P Entities would be required to pay approximately $1.45 billion and would be unable to
continue operating their businesses. :

(a) Threshold Issues

32 The chief place of business of the Applicants is Ontario. They qualify as debtor companies
under the CCAA. They are affiliated companies with total claims against them that far exceed $5
million. Demand for payment of the swap indebtedness has been made and the Applicants are in
default under all of the other facilities outlined in these reasons. They do not have sufficient
liquidity to sattsfy their obligations. They are clearly insolvent.

(b) Limited Partnership

33 The Applicants seek to extend the stay of proceedings and the other relief requested to the
Limited Partnership. The CCAA definition of a company does not include a partnership or a limited
partnership but courts have exercised their inherent jurisdiction to extend the protections of an
Initial CCAA Order to partnerships when it was just and convenient to do so. The relief has been
held to be appropriate where the operations of the partnership are so intertwined with those of the
debtor companies that irreparable harm would ensue if the requested stay were not granted: Re
Canwest Global Communications CorpS and Re Lehndorff General Partners Ltd'.

34 In this case, the Limited Partnership is the administrative backbone of the LP Entities and is
integral to and intertwined with the Applicants' ongoing operations. It owns all shared information
technology assets; it provides hosting services for all Canwest properties; it holds all software
licences used by the LP Entities; it is party to many of the shared services agreements involving
other Canwest entities; and employs approximately 390 full-time equivalent employees who work
in Canwest's shared services area. The Applicants state that failure to extend the stay to the Limited
Partnership would have a profoundly negative impact on the value of the Applicants, the Limited
Partnership and the Canwest Global enterprise as a whole. In addition, exposing the assets of the
Limited Partnership to the demands of creditors would make it impossible for the LP Entities to
successfully restructure. I am persuaded that under these circumstances it is just and convenient to
grant the request.

(c) ' Filing of the Secured Creditors' Plan
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35 The LP Entities propose to present the Plan only to the Secured Creditors. Claims of
unsecured creditors will not be addressed.

36 The CCAA seems to contemplate a single creditor-class plan. Sections 4 and 5 state:

s. 4 Where a compromise or an arrangernent is proposed between a debtor company
“ and its unsecured creditors or any class of them, the court may, on the application

in a summary way of the company or of amy such creditor or of the trustee in
bankruptcy or liquidator of the company, order a meeting of the creditors or class
of creditors and, it the court so determines, of the shareholders of the company,
to be summoned in such manner as the court directs.

s. 5 Where a compromise or an arrangement is proposed between a debtor company
and its secured creditors or any class of them, the court may, on the application in
a summary way of the company or of any such creditor or of the trustee in
bankruptcy or liquidator of the company, order a meeting of the creditors or class
of creditors and, if the court so determines, of the shareholders of the company,
to be summoned in such manner as the court directs.

37 Case law has interpreted these provisions as authorizing a single creditor-class plan. For
instance, Blair J. (as he then was) stated in Re Philip Services Corp.® . " There is no doubt that a
debtor is at liberty, under the terms of sections 4 and 5 of the CCAA, to make a proposal to secured
creditors or to unsecured creditors or to both groups."® Similarly, in Re Anvil Range Mining Corp.'",
the Court of Appeal stated: "It may also be noted that s. 5 of the CCAA contemplates a plan which
is a compromise between a debtor company and its secured creditors and that by the terms of's. 6 of
the Act, applied to the facts of this case, the plan is binding only on the secured creditors and the
company and not on the unsecured creditors."!

38 Based on the foregoing, it is clear that a debtor has the statutory authority to present a plan to a
single class of creditors. In Re dnvil Range Mining Corp., the issue was raised in the context of the
plan's sanction by the court and a consideration of whether the plan was fair and reasonable as it
eliminated the opportunity for unsecured creditors to realize anything. The basis of the argument
was that the motions judge had erred in not requiring a more complete and in depth valuation of the
company's assets relative to the claims of the secured creditors.

39 In this case, ] am not being asked to sanction the Plan at this stage. Furthermore, the Monitor
will supervise a vigorous and lengthy solicitation process to thoroughly canvass the market for
alternative transactions. The solicitation should provide a good indication of market value. In
addition, as counsel for the LP Entities observed, the noteholders and the LP Entities never had any
forbearance agreement. The noteholders have been in a position o take action since last summer but
chose not to do so. One would expect some action on their part if they themselves believed that they
"were in the money". While the process is not perfect, it is subject to the supervision of the court
and the Monitor is obliged to report on its results to the court.
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40 in my view it is appropriate in the circumstances to authorize the LP Entities to file and
present a Plan only to the Secured Creditors.

(d) DIP Financing

41 The Applicants seek approval of a DIP facility in the amount of $25 million which would be
secured by a charge over all of the assets of the LP Entities and rank ahcad of all other charges
except the Administration Charge, and ahead of all other existing security interests except validly
perfected purchase money security interests and certain specific statutory encumbrances.

42 Section 11.2 of the CCAA provides the statutory jurisdiction to grant a DIP charge. In Re
Canwest'2, | addressed this provision. Firstly, an applicant should address the requirements
contained in section 11.2 (1) and then address the enumerated factors found in section 11.2(4) of the
CCAA. As that list is not exhaustive, it may be appropriate to consider other factors as well.

43  Applying these principles to this case and dealing firstly with section 11.2{1) of the CCAA,
notice either has been given to secured creditors likely to be affected by the security or charge or
alternatively they are not affected by the DIP charge. While funds are not anticipated to be
immediately necessary, the cash flow statements project a good likelihood that the LP Entities will
require the additional liquidity afforded by the $25 million. The ability to borrow funds that are
secured by a charge will help retain the confidence of the LP Entities' trade creditors, employees
and suppliers. It is expected that the DIP facility will permit the LP Entities to conduct the
solicitation process and consummate a recapitalization transaction of a sale of all or some of its
assets. The charge does not secure any amounts that were owing prior {o the {iling. As such, there
has been compliance with the provisions of section 11.2 (1).

44 Turning then to a consideration of the factors found in section 11.2(4) of the Act, the LP
Entities are expected to be subject to these CCAA proceedings until July 31, 2010. Their business
and financial affairs will be amply managed during the proceedings. This is a consensual filing
which is reflective of the confidence of the major creditors in the current management
configuration. All of these factors favour the granting of the charge. The DIP loan would enhance
the prospects of a viable compromise or arrangement and would ensure the necessary stability
during the CCAA process. I have already touched upon the issue of value. That said, in relative
terms, the quantum of the DIP financing is not large and there is no readily apparent material
prejudice to any creditor arising from the granting of the charge and approval of the financing. I
also note that it is endorsed by the proposed Monitor in its report.

45  Other factors to consider in assessing whether to approve a DIP charge include the
reasonableness of the financing terms and more particularly the associated fees. Ideally there should
be some evidence on this issue. Prior to entering into the forbearance agreement, the LP Entities
sought proposals from other third party lenders for a DIP facility. In this case, some but not all of
the Secured Creditors are participating in the financing of the DIP loan. Therefore, only some wouid
benefit from the DIP while others could bear the burden of it. While they may have opted not to
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participate in the DIP financing for various reasons, the concurrence of the non participating
Secured Creditors is some market indicator of the appropriateness of the terms of the DIP financing,

46 Lastly, I note that the DIP lenders have indicated that they would not provide a DIP facility if
the charge was not approved. In all of these circumstances, I was prepared to approve the DIP
facility and grant the DIP charge.

&

(e) Critical Suppliers

47 The LP Entitics ask that they be authorized but not required to pay pre-filing amounts owing
in arrears to certain suppliers if the supplier is critical to the business and ongoing operations of the
LP Entities or the potential fusture benefit of the payments is considerable and of value to the LP
Entities as a whole. Such payments could only be made with the consent of the proposed Monitor.
At present, it is contemplated that such suppliers would consist of certain newspaper suppliers,
newspaper distributors, logistic suppliers and the Amex Bank of Canada. The LP Entities do not -
seek a charge to secure payments to any of its critical suppliers.

48 Section 11.4 of the CCAA addresses critical suppliers. It states:

11.4(1) On application by a debtor company and on notice to the secured
creditors who are likely to be affected by the security or charge, the court may
make an order declaring a person to be a critical supplier to the company if the
court is satisfied that the person is a supplier of goods and services to the
company and that the goods or services that are supplied are critical to the
company's continued operation.

(2) Ifthe court declares the person to be a critical supplier, the court may make an
order requiring the person to supply any goods or services specified by the court
to the company on amy terms and conditions that are consistent with the supply
relationship or that the court considers appropriate.

(3}  If the court makes an order under subsection (2), the court shall, in the order,
declare that all or part of the property of the company is subject to a security or
charge in favour of the person declared to be a critical supplier, in an amount
equal to the value of the goods or services supplied upon the terms of the order.

(4)  The court may order that the security or charge rank in priority over the claim of
any secured creditor of the company.

49 Mz, Byers, who is counsel for the Monitor, submits that the court has always had discretion to
authorize the payment of critical suppliers and that section 11.4 is not intended to address that issue.
Rather, it is intended to respond to a post-filing situation where a debtor company wishes to compel
a supplier to supply. In those circumstances, the court may declare a person to be a critical supplier

and require the person to supply. If the court chooses to compel a person to supply, it must
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authorize a charge as security for the supplier. Mr. Barnes, who is counsel for the LP Entities,
submits that section 11.4 is not so limited. Section 11.4 (1) gives the court general jurisdiction to
declare a supplier to be a "critical supplier” where the supplier provides goods or services that are
essential to the ongoing business of the debtor company. The permissive as opposed to mandatory
language of section 11.4 (2) supports this interpretation.

50  Section 11.4 is not very clear. As a matter of principle, one would expect the purpose of
section 11.4 to be twofold: (i) to codify the authority to permit suppliers who are critical to the
continued operation of the company to be paid and (ii) to require the granting of a charge in
circumstances where the court is compelling a person to supply. If no charge is proposed to be
granted, there is no need to give notice to the secured creditors. I am not certain that the distinction
between Mr. Byers and Mr. Bames' interpretation is of any real significance for the purposes of this
case. Either section 11.4(1) does not oust the court's inherent jurisdiction to make provision for the
payment of critical suppliers where no charge is requested or it provides authority to the court to
declare persons to be critical suppliers. Section 11.4(1) requires the person to be a supplier of goods
and services that are critical to the companies' operation but does not impose any additional
conditions or Limitations.

51 The LP Entities do not seek a charge but ask that they be authorized but not required to make
payments for the pre-filing provision of goods and services to certain third parties who are critical
and integral to their businesses. This includes newsprint and ink suppliers. The LP Entities are
dependent upon a continuous and uninterrupted supply of newsprint and ink and they have
insufficient inventory on hand to meet their needs. It also includes newspaper distributors who are
required to distribute the newspapers of the LP Entities; American Express whose corporate card
programme and accounts are used by LP Entities employees for business related expenses; and
royalty fees accrued and owing to content providers for the subscription-based on-line service
provided by FPinfomart.ca, one of the businesses of the LP Entities. The LP Entities believe that it
would be damaging to both their ongoing operations and their ability to restructure if they are
unable to pay their critical suppliers. I am satisfied that the LP Entities may treat these parties and
those described in Mr. Strike's affidavit as critical suppliers but none will be paid without the
consent of the Monitor.

(f) Administration Charge and Financial Advisor Charge

52 The Applicants also seek a charge in the amount of $3 million to secure the fees of the
Monitor, its counsel, the LP Entities' counsel, the Special Committee's financial advisor and counsel
to the Special Committee, the CRA and counsel to the CRA. These are professionals whose services
are critical to the successful restructuring of the LP Entities' business. This charge 1s to rank in
priority to all other security interests in the LP Entities' assets, with the exception of purchase
money security interests and specific statutory encumbrances as provided for in the propesed
order.13 The LP Entities also request a $10 million charge in favour of the Financial Advisor, RBC
Dominion Securities Inc. The Financial Advisor is providing investment banking services to the LP
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Entities and is essential to the solicitation process. This charge would rank in third place,
subsequent to the administration charge and the DIP charge.

53  In the past, an administration charge was granted pursuant to the inherent jurisdiction of the
court. Section 11.52 of the amended CCAA now provides statutory jurisdiction to grant an
administration charge. Section 11.52 states:

On notice to the secured creditors who are likely to be affected by the security or
charge, the court may make an order declaring that all or part of the property of
the debtor company is subject to a security or charge - in an amount that the court
considers appropriate - in respect of the fees and expenses of

{(a)  the monitor, including the fees and expenses of any financial, legal or other
experts engaged by the monitor in the performance of the monitor's duties;

(b) any financial, legal or other experts engaged by the company for the
purpose of proceedings under this Act; and

(c) any financial, legal or other experts engaged by any other interested person
if the court is satisfied that the security or charge is necessary for their
effective participation in proceedings under this Act.

(2)  The court may order that the security or charge rank in priority over the
claim of any secured creditor of the company.

54 1 am satisfied that the issue of notice has been appropriately addressed by the LP Entities. As
to whether the amounts are appropriate and whether the charges should extend to the proposed
beneficiaries, the section does not contain any specific criteria for a court to consider in its
assessment. It seems to me that factors that might be considered would include:

(a) the size and complexity of the businesses being restructured;

(b) the proposed role of the beneficiaries of the charge;

{c)  whether there is an unwarranted duplication of roles;

(d) whether the quantum of the proposed charge appears to be fair and
reasonable;

(e) the position of the secured creditors likely to be affected by the charge; and

(fy  the position of the Monitor.

This is not an exhaustive list and no doubt other relevant factors will be developed in the
jurisprudence.

55 There is no question that the restructuring of the LP Entities is large and highly complex and it
is reasonable to expect extensive involvement by professional advisors. Each of the professionals
whose fees are to be secured has played a critical role in the LP Entities restructuring activities to
date and each will continue to be integral to the solicitation and restructuring process. Furthermore,
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there is no unwarranted duplication of roles. As to quantum of both proposed charges, I accept the
Applicants' submissions that the business of the LP Entitics and the tasks associated with their
restructuring are of a magnitude and compiexity that justify the amounts. [ aiso take some comfort
from the fact that the administrative agent for the LP Secured Lenders has agreed to them. In
addition, the Monitor supports the charges requested. The quantum of the administration charge
appears to be fair and reasonable. As to the quantum of the chazge in favour of the Financial
Advisor, it is more unusual as it involves an incentive payment but I note that the Monitor
conducted its own due diligence and, as mentioned, is supportive of the request. The quantum
reflects an appropriate incentive to secure a desirable alternative offer. Based on all of these factors,
I conciuded that the two charges should be approved.

(g) Directors and Officers

56 The Applicants also seek a directors and officers charge ("D & O charge") in the amount of
$35 million as security for their indemnification obligations for liabilities imposed upon the
Applicants' directors and officers. The D & O charge will rank after the Financial Advisor charge
and will rank pari passu with the MIP charge discussed subsequently. Section 11.51 of the CCAA
addresses a D & O charge. [ have afready discussed section 11.51 in Re Canwest' as it related to
the request by the CMI Entities for a D & O charge. Firstly, the charge is essential to the successful
restructuring of the LP Entities. The continued participation of the experienced Boards of Directors,
management and employees of the LP Entities is critical to the restructuring. Retaining the current
officers and directors will also avoid destabilization. Furthermore, a CCAA restructuring creates
new risks and potential liabilities for the directors and officers. The amount of the charge appears to
be appropriate in light of the obligations and liabilities that may be incurred by the directors and
officers. The charge will not cover all of the directors' and officers' liabilities in a worse case
scenario. While Canwest Global maintains D & O liability insurance, it has only been extended to
February 28, 2009 and further extensions are unavailable. As of the date of the Initial Order,
Canwest Global had been unable to obtain additional or replacement insurance coverage.

57 Understandably in my view, the directors have indicated that due to the potential for
significant personal liability, they cannot continue their service and involvement in the restructuring
absent a D & O charge. The charge also provides assurances to the employees of the LP Entities
that obligations for accrued wages and termination and severance pay will be satisfied. All secured
creditors have either been given notice or are unaffected by the D & O charge. Lastly, the Monitor
supports the charge and ] was satisfied that the charge should be granted as requested.

{(h) Management Incentive Plan and Special Arrangements

58 The LP Entities have made amendments to employment agreements with 2 key employees and
have developed certain Management Incentive Plans for 24 participants (collectively the "MIPs").
They seek a charge in the amount of $3 million to secure these obligations. It would be subsequent
to the D & O charge.
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50 The CCAA is silent on charges in support of Key Employee Retention Plans ("KERPs") but
they have been approved ir numerous CCAA proceedings. Most recently, in Re Canwest'?, 1
approved the KERP requested on the basis of the factors enumerated in Re Grant Forrest'6 and
given that the Monitor had carefully reviewed the charge and was supporiive of the request as were
the Board of Directors, the Special Committee of the Board of Directors, the Human Resources
Committee of Canwest Global and the Adhoc Committee of Noteholders.

60 The MIPs in this case are designed to facilitate and encourage the continued participation of
certain senior executives and other key employees who are required to guide the LP Entities through
a successful restructuring. The participants are critical to the successful restructuring of the LP
Entities. They are experienced executives and have played critical roles in the restructuring
initiatives to date. They are integral to the continued operation of the business during the
restructuring and the successful completion of a plan of restructuring, reorganization, compromise
or arrangement.

61 In addition, it is probable that they would consider other employment opportunities in the
absence of a charge securing their payments. The departure of senior management would distract
from and undermine the restructuring process that is underway and it would be extremely ditficult
to find replacements for these employees. The MIPs provide appropriate incentives for the
participants to remain in their current positions and ensures that they are properly compensated for
their assistance in the reorganization process.

62 In this case, the MIPs and the MIP charge have been approved in form and substance by the
Board of Directors and the Special Committee of Canwest Global. The proposed Monitor has also
expressed its support for the MIPs and the MIP charge in its pre-filing report. In my view, the
charge should be granted as requested.

(i}  Confidential Information

63 The LP Entities request that the court seal the confidential supplement which contains
individually identifiable information and compensation information including sensitive salary
information about the individuals who are covered by the MIPs. It also contains an unredacted copy
of the Financial Advisor's agreement. I have discretion pursuant to Section 137(2) of the Courts of
Justice Act'7 to order that any document filed in a civil proceeding be treated as confidential, sealed
and not form part of the public record. That said, public access in an important tenet of our system
of justice.

64 The threshold test for sealing orders is found in the Supreme Court of Canada decision of
Sierra Club of Canada v Canada (Minister of Finance)'®. In that case, Jacobucci J. stated that an
order should only be granted when: (i) it is necessary in order to prevent a serious risk to an
important interest, including a commercial interest, in the context of litigation because reasonable
alternative measures will not prevent the risk; and (ii) the salutary effects of the confidentiality
order, including the effects on the right of civil litigants to a fair trial, outweigh its deleterious
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effects, including the effects on the right to free expression, which in this context includes the
public interest in open and accessible court proceedings.

65 In Re Canwest'® I applied the Sierra Club test and approved a sirnilar request by the
Applicants for the sealing of a confidential supplement containing unredacted copies of KERPs for
the employees of the CMI Entities. Here, with respect to the first branch of the Sierra Club test, the
confidential supplement contains unredacted copies of the MIPs. Protecting the disclosure of
sensitive personal and compensation information of this nature, the disclosure of which would cause
harm to both the LP Entities and the MIP participants, is an important commercial interest that
should be protected. The information would be of obvious strategic advantage to competitors.
Moreover, there are legitimate personal privacy concerns in issue, The MIP participants have a
reasonable expectation that their names and their salary information will be kept confidential. With
respect to the second branch of the Sierra Club test, keeping the information confidential will not
have any deleterious effects. As in the Re Canwest case, the aggregate amount of the MIP charge
has been disclosed and the individual personal information adds nothing. The salutary effects of
sealing the confidential supplement outweigh any conceivable deleterious effects. In the normal
course, outside of the context of a CCAA proceeding, confidential personal and salary information
would be kept confidential by an employer and would not find its way into the public domain. With
respect to the unredacted Financial Advisor agreement, it contains commercially sensitive
information the disclosure of which could be harmful to the solicitation process and the salutary
effects of sealing it outweigh any deleterious effects. The confidential supplements should be sealed
and not form part of the public record at least at this stage of the proceedings.

Conclusion
66 For all of these reasons, I was prepared to grant the order requested.
S.E. PEPALL 1.

cp/e/glafe/qljxr/qlitl/qljywiqlaxw

1 R.S.C. 1985, c. C. 36, as amended.

2 On October 30, 2009, substantially all of the assets and business of the Natjonal Post
Company were transferred to the company now known as Nationa] Post Inc.

3 Subject to certain assumptions and qualifications.

4 Although not formally in evidence before the court, counsel for the LP Secured Lenders
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advised the court that currently $382,889,000 in principal in Canadian dollars is outstanding
along with $458,042,000 in principal in American dollars.

5 2006 CarswellOnt 264 (S.C.J.).

6 [2009] O.J. No. 4286, 2009 CarswellOnt 6184 at para. 29 ( S.C.1.).
7 (1993), 9 B.L.R. (2d) 275 (Ont. Gen. Div.}.

8 [1999] O.1. No. 4232, 1999 CarswellOnt 4673 (S.C.J.).

9 Ibid at para. 16.

10 (2002),34 C.B.R. (4th) 157 (Ont. C.A.), leave to appeal to S.C.C., [2002] 5.C.C.A. No.
389, refused (March 6, 2003).

11 Ibid at para. 34.

12 Supra, note 7 at paras. 31-35.

13 This exception also applies to the other charges granted.
14 Supra note 7 at paras. 44-48.

15 Supra note 7.

16 [2009] O.J. No. 3344 (S.C.1.).

17 R.S.0. 1990, c. C.43, as amended.

18 [2002} 2 S.C.R. 522.

19 Supra, note 7 at para. 52.
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Case Name:
River Rentals Group Ltd. v. Hutterian Brethren Church of
Codesa

Between
Bank of Montreal, Not a Party To the Appeal, (Plaintiff), and
River Rentals Group Ltd., Taves Contractors Ltd. and McTaves
Inc., Respondent, (Defendant), and
Hutterian Brethren Church of Codesa, Appellant, (Other), and
Bili McCulloch and Associates Inc., Respondent, (Other), and
Don Warkentin, Respondent, {Other)

[2010] A.J. No. 12
2010 ABCA 16
469 A.R. 333
18 Alta. L.R. (5th) 201
2010 CarswellAlta 57
Dockets: 0903-0191-AC, 0903-0236-AC

Registry: Edmonton

Alberta Court of Appeal
Edmonton, Alberta

R.L. Berger and P.A. Rowbotham JJ.A. and R.P. Belzil J. (ad
hoc),

Heard: January 7, 2010.
Judgment: January 18, 2010.

(22 paras.)

Bankruptcy and insolvency law — Administration of estate —- Sale of property —- Administrative
officials and appointees -- Duties and powers -- Sale of assets -- Approval -- Appeal by highest
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bidder in tender to purchase property from receiver, from order extending tender process - Appeal
allowed -- Another bidder had convinced court he misunderstood date on which he was to obtain
possession of property, and therefore made lower bid than he would have otherwise -~ In extending
process, courl gave other bidder benefit of knowing what high bid was without justification, and
Jailed to consider interests of high bidder and other participants in process.

Real property law - Sale of land " Tender — Appeal by highest bidder in tender to purchase
property from receiver, from order extending tender process - Appeal allowed -- Another bidder
had convinced court he misunderstood date on which he was to obtain possession of property, and
therefore made lower bid than he would have otherwise — In extending process, cour! gave other
bidder benefii of knowing what high bid was without justification, and failed to consider interests of
high bidder and other participants in process.

Appeal by the Huttertan Bretheren Church from an order extending the tendering process to
purchase certain property from the receiver of a bankrupt. The receiver of the bankrupt had issued a
call for offers to purchase the property. The Church made the highest offer at $2.2 million. The
Receiver applied to have the Church's offer approved. Warkentin had also submitted a bid in the
process. He argued it later became clear that he would be able to obtain possession of the property
earlier than he had anticipated at the time he made his bid, and that, had he known this, he would
have made a bid higher than that of the Church. The judge approved a re-tendering based on
Warkentin's misunderstanding of the dates of occupation. Warkentin submitted a bid higher than the
Church's bid in the new tendering process.

HELD: Appeal allowed. The order was set aside and the bid of the Church was approved. Ordering
a re-tendering effectively conveyed to Warkentin an advantage in that he knew what the Church
was offering and was able to better it. There was no evidence of any unfairness to Warkentin in the
initial tendering process. The judge erred in failing to consider the interests of the Church as the -
highest bidder in the initial tendering process, or the interests of the other bidders.

Appeal From:

Appeal from the Orders by The Honourabie Chief Justice A.H. Wachowich. Dated the 2nd day of
June, 2009 and dated the 17th day of June, 2009 (Docket: 0903 03233).

Counsel:

D.R. Bieganek, for the Respondent - River Rentals Group, Taves
Contractors Ltd. and McTaves Inc., for the Respondent - Bill
McCulloch and Associates Inc.

G.D. Chrenek, for the Appeliant - Hutterian Brethren Church of Codesa.
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T.M. Warner, for the Respondent - Don Warkentin.

Memorandum of Judgment
The following judgment was delivered by

1 THE COURT:-- At the hearing of this appeal, we announced that the appeal is allowed with
reasons to follow.

2 Bill McCulloch and Associates Inc. is the court-appointed Interim Receiver and/or Receiver
Manager of the corporate Respondents ("the Taves Group™) by order dated March 5, 2009, Prior to
that date, the Receiver had become Trustee in Bankruptcy of the Taves Group.

3 The Receiver issued an information package and called for offers to purchase the assets of the
Taves Group which included a property known as the Birch Hills Lands. The call for offers was
dated April 17, 2009. The deadline for submission of offers was on or before May 7, 2009 (the
tender closing date).

4 On June 2, 2009, the Receiver brought an application before Wachowich C.J.Q.B. to approve
the sale of the Birch Hills Lands to the Appellant. The Appellant's offer was $2,205,000. An
appraisal concluded that the most probable sale price was $1,560,000. Counsel for the Receiver
explained that "the Receiver did effect wide advertizing in local and national newspapers. Sent out
160 tender packages and made the tender package available ob the Receiver's website." (A.B.
Record Digest, 3/30-33)

5  Tifteen offers were received on the Birch Hills Lands, six of which were for the entirety of the
parcel.

6 In his submission to the Chief Justice, counsel for the Receiver stated:

"Now, what we have advised the party that we're looking to accept is that we
can't put them in possession yet unti] the Court approves the offer. That has
caused some angst given the time of year and it is agricultural land, but we're not
in a position to put people on the land before we get court approval to do so. So -
- and that's fine, they're still - - they're still at the table so we're good with that.

The offer that the Receiver is recommending acceptance of is - - was from the
Hutterite Church of Codesa. That offer was for $2,205,000 ... the offer is very
significant ... it was an excellent offer."
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(A.B. Record Digest, 5/46 -6/19)

7 In considering other tenders with respect to other portions of the property of the Taves Group,
the Chief Justice expressed his views regarding the importance of adhering to the integrity of the

tender process:

And further:

"You know, we ran a tender process, tender process is meant to be - - there are
certain rules. It is like, you do not change the rules of baseball or football during
the middle of the game. This is the same thing except in this particular case the
Court is prepared to exercise the - - its inherent jurisdiction to extend the time in
M. Taves' position. But I - - you know, I could be the person who says no, Mr.
Taves, you were late, | am sorry. Next time use Fed Ex."

(Appeal Record Digest, 12/11-19)

"We could be coming back right and left. I am inclined, you know, to grant the
applicatjons as submitted on these tenders because the tender process was
followed properly. That was the market at the time, this is the people that - - this
is how they bid. You know, circumstances change and when circumstances
change, somebody is the beneficiary of it, some - - somebody is the loser on this.
But the rules were adhered to and having the rules adhered to if, you know - - if
you want to - - if you want to go to the Court of Appeal after the order is entered
and say to the Court of Appeal, guess what, oil is now at $90, we want this one
resubmitted. And if those five people are wise enough to accept that argument,
then good luck to you but - - but you know, I am inclined to say we follow a
process, the law has to be certain. The law has to be definite. This is what we did
and we complied." (Appeal Record Digest, 12/40-13/8)

8 One of the persons who had tendered an offer to purchase the Birch Hills Lands was the
Respondent Don Warkentin. Counsel for the guarantor, Mr. Osrin Toews, addressed the Court. He
explained that Mr. Warkentin had submitted an offer of $2.1 million "on the understanding that he
would be receiving possession of the property sometime in the fall." Counsel further explained that
"I believe it was the Receiver while during the initial auction, that it was brought to his attention on
May 21st that he would in fact get possession of the property much earlier than he was anticipating.
And on that basis he increased his bid by 200,000 which brings his offer to 2.3 million dollars
cash." (A.B. Record Digest, 13/27-36) He submitted that Mr. Warkentin's offer be accepted.

9 Inrespounse, counsel for the Receiver advised the Court that he had been in written
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communication with counsel for Mr. Warkentin "and there was no indication in that correspondence
that he thought he would get [possession of the lands] in the fall." (Appeal Record Digest, 14/18-20)
He added: "I think the tender package is clear that the way it was supposed to close is after the
appeal periods op any order has expired. ... So how anybody could reasonably conceive that
possession wouldn't be granted until the fall based on that escapes me." (Appeal Record Digest,
14/20-25) He further added: "But the bottom line was at the time tenders closed, Mr. [Warkentin]'s
offer was found wanting." (AppealﬁRecord Digest, 14/36-38)

10  On the basis of that information, the Court ruled as follows:

"Well, you know, rather than adjourning it to hear from Mr. Carter, what I am - -
what I am inclined to do with that piece of property, because of - - is - - because
of an uncertainty as to occupation, dates of occupation or potential lease or
whatever it may be, it is too late to put in the crop right now anyway so - - ...
Retender on this one and make it clear in the tender." (Appeal Record Digest,
15/7-19)

11 Wachowich, C.J. then granted an order extending the deadline to submit revised offers to
purchase the Birch Hills Lands; with submissions restricted to the Appellant and Warkentin. During
this extension period, Warkentin submitted a bid higher than the Appellant's. The Appellant did not
increase its original offer. Subsequently, on June 17, 2009, Wachowich, C.J. granted an order
directing that the Birch Hills Lands be sold to Warkentin. An application by the Appellantto
reconsider the June 17, 2009 order was dismissed. The Court also granted a stay order for parts of
the June 2 order and the entirety of its June 17 order, pending the determination of the appeal of the
June 2 order. The Appellant appealed the June 2 order on July 22, 2009; and appealed the June 17
order on August 13, 2009 (the appeals were consolidated on August 20, 2009).

12 On applications by a Receiver for approval of a sale, the Court should consider whether the
Receiver has acted properly. Specifically, the Court should consider the following:

(a) whether the Receiver has made a sufficient effort to get the best price and
has not acted improvidently;

(b)  the interests of all parties;

(c) the efficacy and integrity of the process by which offers are obtained; and

(d) whether there has been unfaimess in the working out of the process.

Royal Bank of Canada v. Soundair Corp., (1991), 4 O.R. (3d) 1 (C.A.), at para.
16

13 The Court should consider the following factors to determine if the Receiver has acted
improvidently or failed to get the best price:



(a)
(b)

(¢}
(d)

Pape &

whether the offer accepted is so low in relation to the appraised value as to
be unrealistic;

whether the circumstances indicate that insufficient time was atiowed for
the making of bids;

whether inadequate notice of sale by bid was given; or

whether it can be said that the proposed sale is not in the best interest of
either the creditors or the owner.

Cameron v. Bank of Nova Scotia (1981), 45 N.S.R. (2d) 303 (C.A.)

Salima Investments Lid, v. Bank of Montreal (1985}, 65 A.R. 372 (C.A.)
at para. 12.

14 The central issue in this appeal is whether the chambers judge, mindful of the record before
him, should have permitted rebidding and whether he should have thereafter entertained and
accepted the higher offer of $2.51 million plus GST tendered by Mr. Warkentin during the

extension period.

15 The relevance of higher offers after the close of process was considered by the Ontario Court
of Appeal in Royal Bank v. Soundair, supra. Upon review of the jurisprudence, the Court stated at

para. 30:

"What those cases show is that the prices in other offers have relevance only if
they show that the price contained in the offer accepted by the receiver was so
unreasonably low as to demonstrate that the receiver was improvident in
accepting it. ..."

16  The chambers judge made no such finding. Indeed, he made no assessment whatever of the
conduct of the Receiver. The only evidence before the Court at the June 2, 2009 application was the
Receiver's fifth report and the affidavit of Orrin Toews who proffered no evidence that the Receiver
acted improvidently in accepting the offer of the Appellant.

17 Moreover, the June 2, 2009 order neither considers the interests of the Appellant as the hi ghest
bidder nor the interests of others who made compliant, but unsuccessful, bids to purchase the Birch
Hills Lands pursuant to the call for offers.

18  This Court has consistently favoured an approach that preserves the integrity of the process.

See Salima Investments Ltd., supra, and Royal Bank of Canada v. Fracmaster Ltd., 1999 ABCA

178,244 A.R. 93.

19 That was also the view of the Nova Scotia Supreme Court (Appeal Division) in Cameron v.
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Bank of Nova Scotia, supra, at para. 35:

"In my opinion if the decision of the recetver to enter into an agreement of sale,
subject to court approval, with respect to certain assets is reasonable and sound
under the circumstances at the time existing it should not be set aside simply
because a later and a higher bid is made. To do so would literally create chaos in
the commercial world and receivers and purchasers would never be sure they had
a binding agreement. On the contrary, they would know that other bids could be
received and considered up nntil the application for court approval is heard - this
would be an intolerable situation. ..."

20 In addition, there was no cogent evidence before the chambers judge of any unfaimess to
Warkentin. On the contrary, the impugned order of June 2 conferred an advantage upon Warkentin
who then knew the price that had previously been offered by the Appellant when re-tendering his
offer.

21  In cases involving the Court's consideration of the approval of the sale of assets by a
court-appointed Receiver, decisions made by a chambers judge involve a measure of discretion and
nare owed considerable deference”. The Coust will interfere only if it concludes that the chambers
judge acted unreasonably, erred in principle, or made a manifest error.

22 In our opinion, the chambers judge erred in principle and on insufficient evidence ordered that
the property in question be the subject of an extended re-tendering process. The appeal is allowed.
An order will go setting aside paras. 26 through 32 of the June 2, 2009 and the June 17, 2009
orders, and approving the tender of the Appellant on the terms and conditions upon which the
Receiver originally sought approval.

R.L.BERGER J.A.
P.A. ROWBOTHAM J.A.
R.P. BELZIL J. (ad hoc)

cp/e/qlect/qlpwb/qlaxw/qlced/qleas/glhes
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OMNICARE, INC., Plaintiff Below, Appellant, v. NCS HEALTHCARE, INC,, JON
H. OUTCALT, KEVIN B. SHAW, BOAKE A, SELLS, RICHARD L. OSBORNE,
GENESIS HEALTH VENTURES, INC., and GENEVA SUB, INC., Defendants
Below, Appellee. ROBERT M. MILES, GUILLERMA MARTI, ANTHONY
NOBLE, JEFFREY TREADWAY, TILLIE SALTZMAN, DOLPHIN LIMITED
PARTNERSHIP I, L.P., RAMESH MEHAN, RENEE MEHAN, RENEE MEHAN
IRA, SAROJ MEHAN, MANEESH MEHAN, RAXUL MEHAN, JOEL: MEHAN,
LAJIA MEHAN, DARSHAN MEHAN IRA, DANSHAL MEHAN (ROLLOVER
IRA), ARSH N. MEHAN, ARSH N. MEHAN (ROTH IRA), ASHOK K. MEHAN,
and ASHOK K. MEHAN IRA, Plaintiffs Below, Appellants, v. JON H. OUTCALT,
KEVIN E, SHAW, BOAKE A, SELLS, RICHARD L. OSBORNE, GENESIS
HEALTH VENTURES, INC., GENESIS SUB, INC., and NCS HEAL. THCARE,
INC., Defendants Below, Appellees.
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SUFREME COURT OF DELAWARE
818 A.2d 914; 2003 Del. LEXIS 195

December 10, 2002, Submitted
April 4, 2003, Decided
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SUBSEQUENT HISTORY: Costs and fees proceeding at [n re NCS Healtheare, Inc. S"holders Litig., 2003 Del. Ch.
LEXIS 56 (Del. Ch., May 28, 2003)

PRIOR HISTORY:

C.A. No. 19800. C.A. No. 19786.

Ommni Care, Inc. v. NCS Healthcare, Inc., 2002 Del. LEXIS 723 (Del., Dec. 10, 2002)

In re NCS Healthcare, Inc. S"holders Litig., 825 A.2d 240, 2002 Del. Ch. LEXTS 133 (Del. Ch., 2002)
Omnicare, Inc. v. NCS Healthcare, Inc., 809 A.2d 1163, 2002 Del. Ch. LEXIS 120 (Del. Ch., 2002)
Ommnicare, Inc. v. NCS Healthcare, Inc., 825 A.2d 264, 2002 Del. Ch. LEXIS 131 (Del. Ch., 2002)

DISPOSITION: Reversed and remanded.

[**1] Court Below-Court of Chancery of the State of Detaware, in and for New Castle County.

COUNSEL: Donald J. Wolfe, Jr. {(argusd), Esquire, Kevin R. Shannon, Esquire, Michael A. Pittenger, Esquire, John
M. Seaman, Bsquire, Richard L. Renck, Esquire, of Potter, Anderson & Corroon, Wilmington, Delawere, for appeilant.

Edward P. Welch, Esquire {(argued), Edward B. Micheletti, Esquire, Katherine J. Neikirk, Esquire, James A. Whitney,
Esquire, of Skadden, Arps, Slate, Meagher & Flom, Wilmington, Delaware, Mark A, Phillips, Esquire, of Benesch,
Friedlander, Coplan & Aronoff, Cleveland, Ohio, for appellees, NCS HealthCare, Inc., Boake A. Sells and Richard L.

Osbome.
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818 A.2d 914, *; 2003 Del. LEXIS 195, **]

David C. McBride, Esquire (argued), Bruce L. Silverstein, Esquire, Christian Douglas Wright, Esquire, Adam W. Poff,
Esquire, of Young, Conaway, Stargatt & Taylor, Wilmington, Delaware, Paul Vizcarrondo, Jr., Esquire, Theodors N,
Mirvis, Esquire (argued), Mark Gordon, Esquire, John F. Lynch, Esquire, Lauryn P. Gouldin, Esquire, [*¥*2] of
Wachtell, Lipton, Rosen & Katz, New York, New York, attorneys for Genesis Health Ventures, Inc. and Geneva Sub,
Inc.

Edward M. McNally, Esquire, Michael A, Weldinger, Esquire, Elizabeth A. Brown, Esquire, of Morris, James, Hitchens
& Williams,

Wilmington, Delaware, Timothy G. Warner, Esquire, and James R. Bright, Esquire, of Spieth, Bell, McCurdy & Newell
Co., Cleveland, OH, for defendant, Kevin B. Shaw.,

Jon E. Abramczyk, Esquire, Brian J. McTear, Esquire, of Morris, Nichols, Arsht & Tunneil, Wilmington, Delaware,
Frances Floriang Goins, Esquire, and Thomas G. Kovach, Esquire, of Squire, Sanders & Dempsey, Cleveland, OH
44114, for defendant, Jon H. Outcalt.

Joseph A. Rosenthal, Esquire (argued), Carmella P. Keener, Esquire, of Rosenthal, Monhait, Gross & Goddess, P. A,
Wilmingten, Delaware, Daniel A, Osborn, Esquire of Beatie and Osborn, New Yorl, NY 10175 and Richard B.
Bemporad, Lowey, Dannenberg, Bemporad & Selinger, White Plains, NY, liaison counsel for plaintiffs.

Robert I, Kriner, Jr., Esquire, of Chimicles & Tikellis, LLP, Wilmington, Delaware, liaison counse! for plaintiffs.

JUDGES: Before VEASEY, Chief Justice, WALSH, HOLLAND, BERGER and STEELE, Justices, [**3]
constituting ihe Court .

OPINION BY: HOLLAND

OPINION
[*917] 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 Penngylvania 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 stockhelders' meeting to consider the NCS/Genesis merger agreement, The determinations of this Court
were set Torth in a summary manner following oral argument to provide clarity and certainty to the parties going
forward. Those determinations are explicated in this opinion.

[*918] Overview of Opinion

The board of directors of NCS, an insolvent publicly traded Delaware corporation, agreed to the terms of 2 merger
with Genesis. Pursuant to that zgreement, 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 stockhalder vote was scheduled, the NCS [**4] 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 thata
competing proposal from Omnicare was a superior fransaction. 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,
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The merger agreement between Genesis and NCS contained 2 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 [**5] terms of the voting agreements and merger agreement guaranteed, ab
initio, that the transaction proposed by Genesis would obtain NC§ stockholder's approval.

1 Del Code Ann. tit. 8, § 251(c).

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 § Del. C. § 251(c), constituted
defensive measures within the meaning of Unocal Corp. v. Mesa Petroleum Co. 2 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.

The Parties

2 Unocal Corp. v Mesa Petroleum Co., 493 4.2d 946 (Del. 1985}. See also Unitrin, Inc. v. Am. Gen. Corp., 631
A.2d 1361, 1386-89 (Del. 1995).

r**6] The defendant, NCS, is a Delaware corporation headquartered in Beachwood, Ohio. NCS is a leading
independent provider of pharmacy services to long-term care institutions including skilled nursing facilities, assisted
living facilities and other institutional healthcare facilities. NCS common stock consists of Class A shares and Class B
shares. The Class B shares are entitled to ten votes per share and the Class A shares are entitled to one vote per share.
The shares are virtually identical in every other respect.

The defendant Jon H. Qutcalt is Chairman of the NCS board of directors. Ouicalt owns 202,063 shares of NCS
Class A common stock and 3,476,086 shares of Class B common stock. The defendant [*919] Kevin B. Shaw is
President, CEO and a director of NCS, At the time the merger agreement at issue in this dispute was executed with
Genesis, Shaw owned 28,905 shares of NCS Class A common stock and 1,141,134 shares of Class B common stock.

The NCS board has two other members, defendants Boake A. Selis and Richard L. Osbome. Sells is a graduate of
the Harvard Business School. He was Chairman and CEQ at Reveo Drugstores in Cleveland, Ohio from 1987 to 1992,
when he was replaced by new owmers. [¥*7] Sells currently sits on the boards of both public and private companies.
Osbome is & full-time professor at the Weatherhead School of Management at Case Western. Reserve University. He has
been at the university for over thirty years. Osbome currently sits on at least seven corporate boards other than NCS.

The defendant Genssis is a Pennsylvania corporation with its principal place of business in Kennett Square,

7 Pennsylvania. It is 2 leading provider of healthcare and support services to the elderty. The defendant Geneva Sub, Inc.,

a wholly owned subsidiary of Genesis, is a Delaware corporation formed by Genesis to acquire NCS.

The plaintiffs in the class action own an unspecified number of shares of NCS Class A commor stock. They
represent a class consisting of all holders of Class A common stock. As of July 28, 2002, NCS had 18,461,599 Class A
shares and 5,255,210 Class B shares outstanding.

Omnicare is a Delaware corporation with its principal place of business in Covington, Kentucky. Omnicare is in the
institutional pharmacy business, with annual sales in excess of § 2.1 billion during its last fiscal year. Ommnicare
purchased 1000 shares of NCS Class A common stock on July 30, 2002.

r#+8] PROCEDURAL BACKGROUND
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This is a consolidated appeal from orders of the Court of Chancery in two separate proceedings. One proceeding is
brought by Otnnicare seeking to invalidate a merger agreement between NCS and Genesis on fiduciary duty grounds. In
that proceeding, Omnicare 2lso challenges Voting Agreements between Genesis and Jon H. Qutcalt and Kevin B. Shaw,
two major NCS stockholders, who collectively own over 65% of the voting power of NCS stock. The Voting
Agreements irrevocably commit these stockholders to vote for the merger. The Omnicare action was C.A. No. 19800 in
the Court of Chancery and is No. 603, 2002, in this Court.

¢ The other proceeding is a class action brought by NCS stockholders. That action seeks to invalidate the merger
primarily on the ground that the directors of NCS violated their fiduciary duty of care in failing to establish an effective
process designed to achieve the transaction that would produce the highest value for the NCS stockholders. The
stockholder action was C.A. Neo. 19786 in the Court of Chancery and is No. £49, 2002 in this Court.

Standing Decision

In Appeal No. 605, 2002 (the "Omnicare appeal") the Court of Chancery [**9] entered two orders. The first
decision and order (the "Standing Decision"), dated October 25, 2002, dismissed Omnicare's fiduciary duty claims
because it jacked standing to assert those claims. The Court of Chancery refiused to dismiss Omnicare's declaratory
judgment claim, holding that Omuicare had standing, notwithstanding the timing of its purchase of NCS stock to assert
its claim, as a bona fide bidder for control, that the NCS charter should be interpreted to cause an automatic conversion
of Outcalt's and Shaw's Class B stock [*920] (with ten votes per share) to Class A stock (with one vote per share).

Voting Agreements Decision

The second decision and order of the Court of Chancery that is before this Court in the Omnicare appeal is the
Court of Chancery's order of October 29, 2002 (the "Voting Agreements Decision") adjudicating the merits of the
Voting Agreements. With regard to that issue, the Court of Chancery held Omnicare had standing, as set forth in the
preceding paragraph. In the Voting Agreements decision on summary judgment, the Court of Chancery interpreted the
applicable NCS charter provisions adversely to Omnicare's contention that the irrevocable proxies granted [#*10] in
those agreements by Outcalt and Shaw to vote for the Genesis merger resulted in an automatic conversion of all of
Qutcalt's and Shaw's Class B stock into Class A stock. Ommnicare's claim with respect to the Voting Agreements was,
therefore, dismissed by the Court of Chancery.

Fiduciary Duty Decision

A class action to enjoin the merger was brought by certain stockholders of NCS in the Court of chancery in C.A.
No. 19786. The Court of Chancery denied a preliminary injunction in a decision and order dated November 22, 2002,
and revised November 25, 2002 (the "Fiduciary Duty Decision™). That dsciston is now before this Court upon
interlocutory review in Appeal No. 649, 2002, The standing of these stockholders to seek injunctive relief based on
alleged violations of fiduciary duties by the NCS directors in approving the proposed merger is apparently not
challenged by the defendants. Accordingiy, the fiduciary duty claims, including those claims Omnicare sought to assert
are being asserted by the class action plaintiffs.

FACTUAL BACKGROUND

The parties are in substantial agreement regarding the operaiive facts. They disagree, however, about the legal
implications. [**11] This recitation of facts is taken primarily from the opinion by the Court of Chancery.

NCS Seeks Restructuring Alternatives

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
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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 miilion of its 5
3/4 %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 [**12] over fifty different entities to solicit their interest in a variety of transactions
with NCS. UBS Warburg had marginal success in its efforts, By October 2000, NCS had only received one non-binding
indication of interest valued at § 190 million, substantially less thar the face value of NCS's senior debt. This proposal
was reduced by 20% after the offeror conducted its due diligence review.

[*921] NCS Financial Deterioration

TIn 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 defzult 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 [**13] prospect, and any recovery for NCS
stockholders seemed impossible.

Omnicare’s Initial Negotiations

In the summer of 2001, NCS invited Omnpicare, Inc. to begin discussions with Brown Gibbons regarding 2 possible
transaction. On July 20, Joel Gemunder, Omnicare’s President and CEO, sent Shaw 2 written proposal to acquire NCS8
in a bankruptcy sale under Section 363 of the Bankrupicy 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. 3

3 Discovery had revealed that, at the same time, Omnicare was attempting to ure away NCS's customers
through what it characterized as the "NCS Blitz." The "NCS Blitz" was an effort by Omnicare to target NCS's
customers. Omnicare has engaged in an "NCS Blitz" a number of times, most recently while NCS and Omnjcare
were in discussions in July and Aungust 2001,

In August 2001, Omnicare increased its bid to $ 270 million, [**14] 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 stockhelders. In October 2001, NCS sent Glen Pollack of Brown Gibbons to meet with Ommicare's financial advisor,
Menzill Lynch, to discuss Orrmicare's interest in NCS. Omnicare responded that it was not interested in any transaction
other than an asset sale in bankruptey.

There was no further contact between Omnicare and NCS between November 2001 and Fanuary 2002. Instead,
Omnicare began secret discussions with Judy K. Mencher, & représcntative 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 Comrmittee notifisd the NCS board that Omnicare had proposed an asset sale in bankruptcy for $
313,750,000.

NCS Independent Board Committee

In January 2002, Genesis was contacted by members of the Ad Hoc Committee concerning a possible transaction
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with NCS. Genesis executed NCS's standard confidentiality [**15] agreement and began 2 due diligence review.
Genesis had recently emerged from bankruptey because, like NCS, it was suffering from dwindling government
reimbursements.

Genesis previously lost 2 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 arid lock-ups in any potential transaction with NCS.

&

[¥622] NCS Financial Improvement

NCS's operating performance wag 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 comittee 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 committes, and given [**16] 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 beard.

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
Commitiee agreed with the suggestion.

Genesis Initial Proposal

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 maich and exceed that level.” Thus, Genesis [**17] "wanted a degree of
certainty that to the extent [it] was willing to pursue a negotiated merger agreement ..., [it] wouid be able to
consummate the transaction [it] negotiated and executed.”

In June 2002, Genesis proposed 2 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 investinent. As discussions continued, the terms proposed by Genesis continued to improve.
On June 235, the economic terms of the Genesis proposal included repayment of the NCS senior debt in full, full
assumption of trade credit obligations, an exchange offer or direct purchase of the NCS Notes providing NCS
Noteholders with a combination of cash and Genesis common stock equal to the par value of the NCS Notes (not
including accrued interest), and $ 20 million in value for the [*923] NCS common stock. 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.

Genesis Exclusivity Agreement

[**#18] 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
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form of Genesis commorn stock.

At the June 26 meeting, Genesis's representatives demanded that, before any further negotiations take place, NCS
agree to enter into an exclustvity agreement with it. As Hager from Genesis explained it: "[I] f they wished us to
continue to try to move this process to a definitive agreement, that they would need to do it on an exclusive basis with
us. We were going to, and already had incurred significant expense, but we would incur additional expenses ..., both
ainl:crnal and external, to bring this transaction to a definitive signing. We wanted them to work with us on an exclusive
basis for a short period of time to see if we could reach agreement." On June 27, 2002, Genesis's legal counsel delivered
[**10] a draft form of exclusivity agreement for review and consideration by NCS's legal counsel.

The 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, The then-current
Genesis proposal included (1) repayment of the NCS senior debt in full, {(2) payment of par value for the Notes (without
accrued interest) in the form of a combinatior: of cash and Genesis stock, (3) payment to NCS stockholders in the form
of $ 24 million in Genesis stock, plus (4) the assumption, because the transaction was to be structured as a merger, of
additional liabilities to trade and other unsecured creditors.

NCS director Sells testified, Pollack told the Independent Committee at a July 3, 2002 meeting that Genesis wanted
the Exclusivity Agreement to be the first step towards a compietely 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 Ommicare and others. 1
guess meybe just Omnicare. I don't know much about Genesis [sic] acquisition history. But they bad
suffered [**20] before at the 11: 59: 59 and that they wanted to have & 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
{lree 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.
[**21] 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 moming of July 26,
2002, the Independent Committee authorized an extension of the exclusivity period through July 31.

[*924] Omnicare Proposes Negotiations

By late July 2002, Omnicare came to believe that NCS was negotiating a transaction, possibly with Genesis or
another of Ommnicare's competitors, that would potentialty 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 mormming of July 26 and, on
the recommendation of its management, authorized a proposal to acquite NCS that did not involve a sale of assets in
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bankruptey.

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 pius accried interest,
and pay the [**22] NCS stockholders § 3 cash for their shares. Omnicare's proposal, however, was expressty
conditioned on negotiating 2 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 were attractive, the "due
diligence" condition substantially undercut its strength. In an effort to get a better proposal from Omnicare, Mencher
telephoned Gernunder and told him that Omricare 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 recetved voicemail messages from Omnicare asking to
discuss the letter. The exclusivity agreement preveated NCS from returning those calls. In relevant part, that agreement
precluded NCS from "engaging [**23] or particpating 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 Comrmittee met to consider a response to Omnicare. It
concluded that discussions with Qmnicare 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, Neverthelsss, the Independent Committee instructed Pollack to
use Omnicare's leter to negotiate for improved terms with Genesis.

Genesis Merger Agreement And Voting Agreements

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 substantialty improved terms. First, it proposed to retire the Notes in accordance with the terms of the
indenture, thus eliminating the need for Notsholders to consent to [**24] the transaction. This change involved paying
all accrued interest plus a small redemption premium. Second, Genesis increased the exchange ratio for NCS common
stock to one-tenth of a Genesis common share for each NCS common share, an 80% increase. Third, it agreed to lower
the proposed termination [*925] fee in the merger agreement from § 10 million to § 6 miilion. 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 fuily 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 thereatter. After receiving similar reports and advice from its legal and financial advisors, the
board concluded that "balancing the potentiai loss of the [*#25] Genesis deal against the uncertainty of Omnicare's
letter, results in the conclusion that the only reasonable alternative for the Board of Directers is to approve the Genesis
transaction.” The board first voted to authorize the voting agreements with Qutcalt 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 sharehalders representing in excess of 50% of the cutstanding voting
power would be required by Genesis to enter into stockholder voting agreements contemporaneously with the signing
of the merger agresment, 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 recomrnendation. These facts would
prevent NCS from engaging in any alternative or superior transaction in the future." (emphasis added).

Afer 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. [**26]
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 wag not & per se bredch of fiduciary duty that the NCS board never read the
NCS/Genesis merger agreement word for word. 4

4 See, e. g., Smithv. Van Gorkom, 488 4.2d 858, 883 n. 25 (Del. 1985).
NCS/Genesis Merger Agreement

Among other things, the NCS/Genesis merger agreement provided the following;:

2NCS stockholders would receive 1 share of Genesis common stock in exchange for every 10 shares of
NCS common stock held;

ZNCS stockholders could exercise appraisal rights under § Del. C. § 262,
“NCS would redeem NCS's Notes in accordance with their terms;

“NCS would submit the merger agreement to NCS stockholders regardless of whether the NCS
board contimued to [**27] recomumend the merger;

_NCS would not enter into discussions with third parties concerning an alternative acquisition of
NCS, or provide non-public information to such parties, unless {1) the third party provided an
unsalicited, bona fide written proposal documenting the terms of the acquisition; (2) the NCS board
believed in good faith that the proposal was or was likely to result in an acquisition on terms superior
[*926] to those contemplated by the NCS/Genesis merger agresment, and (3) before providing
non-public information to that third party, the third party would execute a confidentiality agreement at
Teast as restrictive as the one in place between NCS and Genesis; and

_Ifthe merget agreement were to be terminated, under certain circumstances NCS would be required
to pay Genesis 2 $ 6 million termination fee and/or Genesis's documented expenses, up 10 3 5 million.

Voting Agreements

Outcalt and Shaw, in their capacity as NCS stockholders, entered into voting agreements with Genesis. NCS was
also required to be a party to the voting agreements by Genesis. Those agreements provided, among other things, that:

-Outcalt and Shaw were acting in their capacity as [**28} NCS stockholders in executing the
agreements, not in their capacity as NC3 directors or officers;

-Neither Outcalt nor Shaw would transfer their shares prior to the stockholder vote on the merger
agreement;

-Outcalt and Shaw agreed to vote all of their shares in favor of the merger agreement; and

-Outcalt and Shaw granted to Genesis an irrevocable proxy to vote their shares in favor of the
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merger agreement.

-The voting agresment was specificatly enforceable by Genesis.

The merger agreement further provided that if either Outcalt or Shaw breached the terms of the voting agreements,
Genesis would be entitled to terminate the merger agreement and potentially receive a § 6 million termination fee from
NCS. Such a breach was impossible since Section 6 provided that the voting agreements were specifically enforceable
by Genesis.

Omunicare's Superior Proposal

On Fuly 25, 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 [**29] to enjoin the NCS/Genesis merger, and announced
that it intended to launch a tender offer for NCS's shares af a price of' $ 3.5C per share. On August &, 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 [*927] NCS's financial advisor attended both meetings. The board was unable to determine that Omnicare's
expressions of interest were likely to lead tc 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 Cmnicare without first having to determine that Omnicare's proposal was a "Superior Proposal.”

On October 6, 2002, Omnicate irrevocably commitied itself to a transaction with NCS. Pursuant to the terms of
[*%30] 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.

Genesis Rejection Impossible

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 unselicited 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.

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 [**31] 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. Cutcalt
and Shaw, whereby Messrs. Qutcalt 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



Page 11
818 A.2d 914, *927; 2003 Del. LEXIS 1985, **31

litigation was commenced to prevent the consummation of the inferior Genesis transaction.
LEGAL ANALYSIS
Business Judgment or Enhanced Scrutiny

The "defining tension" in corporate governance ioday has been charactcrized as "the tension between deference to
directors' decisions and the scope of judicial review." 3 The appropriate standard of judicial review is dispositive of
which party has the burden of proof as any litigation proceeds [**32] from stage to stage until there is a substantive
determination on the merits. ¢ Accordingly, identification of the correst analytical framework is essential to a proper
judicial review of challenges to the decision-making process of a corporation's board of directors. 7

5 E. Norman Veasey, The Defining Tension in Corporate Governance in America, 32 Bus. Law. 393, 403
(1997).

6 Unitrin, Inc. v. Am. Gen. Corp., 651 4.2d 1361, 1371 (Del. 1995). See, e. g.. Malpiede v. Townson, 780 4.2d
1075 (Del. 2001); Emerald Pariners v. Berlin, 787 A.2d 85 (Del. 2001); Cinerama, Inc. v. Technicolor, Inc., 663
A.2d 1156 (Del. 1995); Kahn v. Lynch Communication Sys., Inc., 638 A.2d 1110 (1994).

7 Unitrin, Inc. v. Am. Gen. Corp., 651 A.2d at 1374,

"The business judgment rule, s a standard of judicial review, is a common-law recognition of the statutory
anthority to manage 2 corporatior: that is [**33] vested in the board of directors.” 8 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 [*928]
traditional business judgment rule places the burden on the 'party challenging the [board's] decision to establish facts
rebutting the presumption. " 19 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. ™ 11

8 MM Companies v. Liquid Audio, Inc., 813 A.2d 1118, 1127 (Del. 2003).

9 Unitrin, Inc. v. Am. Gen, Corp., 651 A.2d at 1373 (quoting Aronson v. Lewis, 473 A.2d 803, 812 (Del. 1984)).
10 Id

11 Id. at 1373 (quoting Unocal Corp. v. Mesa Petroleum Co., 493 4.2d 946, 954 (Del. 1985} (citation
ormitted)).

[**34] 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 shonid interfere with the managerial
decision of the directors.” 12 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,” 13 "before the protections of the business
judgment rule may be conferred." 14

12 Paramount Communications Inc. v. QVC Nerwork Inc., 637 A.2d 34, 42 (Del. 1993).
13 Id. (footnote omitted).
14 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d at 954,

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 [¥*35] judgment rule can be invoked. One
of those circumstances was described in Unocal: when a board adopts defensive measures in response to a hostile
takeaver proposal that the board reasonably determines is a threat to corporate policy and effectiveness. 15 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. 1€ Other circumstances requiring enhanced judicial scrutiny give rise to what are
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known as Revion duties, such ag when the board enters into 2 merger transaction that wifl cause a change in corporate
control, initiates an active bidding process seeking to sell the corporation, or makes a break up of the cotporate entity
inevitable. 17

Merger Decision Review Standard

15 Id at954-53.

16 Moran v. Household Int'l, Inc., 500 A.2d 1346, 1356 (Del. 1983).

17 Paramount Communications Inc, v. QVC Network Inc., 637 A.2d at 47; Revion, Inc. v. MacAndrews &
Forbes Holdings, Inc., 506 A.2d 173, 182 (Del. 1986).

[**36] 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. 18 When a board decides to enter into a merger
transaction that will result in a change of control, however, enhanced judicial scrutiny under Revion is the standard of
review. 19

18 Paramount Communications, Inc. v. Time Inc., 571 A.2d 1140, 1152 (Del. 1989).
19 Revion, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173, 182 (Del. 1986).

[*929] 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 Revior were not triggered by the decision to [**37]
merge with Genesis. 20 The Court of Chancery also recognized, however, that Revion duties are imposed "when a
corporation injtiates an active bidding process seeking to sell itself.” 21 The Court of Chancery then concluded,
alternatively, that Revion 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.

20 See id.

21 Arnold v. Sac'y for Sav. Bancorp, Inc., 650 A.2d 1270, 1290 (Del. 1994) (quoting Paramount
Comnumications, Inc. v. Time Inc., 571 A.2d 1140, 1150 (Del. 1989)}; see also Mills Aequisition Co. v.
Macmillan, Inc., 559 A.2d 1261 at 1287, McMullin v. Beran, 765 A.2d 910, 919-20 (Del. 2000) (finding Revion
duties were implicated where the board agreed te sefl the entire company, even though the merger did not
involve a "change of control®).

After concluding that the [**38] 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
Revion standard, the directors acted in conformity with their fiduciary duties in seeking to achieve the highest and best
transaction that was reasonably available to jthe stockholders]." 22

22 Inrve NCS Healthcare, Inc., 825 A.2d 240, 2002 Del. Ch. LEXIS 133, 2002 WL 31720732, at *16 (Del. Ch.
Nov. 22, 2002). See Paramouni Communications Inc. v. QVC Network Inc., 637 A.2d 34, 43 (Del. 1993).

The appellants argue that the Court of Chancery's Revion conclusions are [**39] 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 "2bandon” 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 seratiny under Revion simply because the
bicder it selected [Genesis] happens to have proposed a merger transaction that does not invalve a change of control.”
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The Court of Chancery's decision to review the NCS board's decision to merge with Genesis under the business
jedgment rule rather than the enhanced scrutiny standard of Revion is 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. 23 We have also assumed arguendo that the NCS board exercised due care when it:
abandoned the Independent Commitiee's recommendation to pursue a stalking horse strategy, without even trying to
implement it; executed [**40] an exclusivity agreement with Genesis; acceded to Genesis’ twenty-four hour ultirnatum

for making a final merger decision; and executed a merger agreement that was summarized but never completely read
by the NCS board of directors, 24

23 Paramount Communications, Inc. v. Time Inc., 571 A.2d 1140, 1152 (Del. 1589),
24  But see Smith v. Van Gorkom, 488 4.2d 858 (Del. 1983).

[*930] Deal Protection Devices Require Enhanced Scrutiny

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 decisior. Consequently, a board of directors' [**41] 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. 23

25 See MM Companies v. Liquid Audio, Inc., 813 A.2d 1118, 1120 (Del. 2003).

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. 26 The "ommipresent specter” of such conflict
may be present whenever a board adopts defensive devices to protect a merger agreement. 27 The stockholders' ability
to effectively reject 2 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,

26 Id-ati1l29
27 See Unocal Corp. v. Mesa Petroleum Co., 493 4.2d 946, 954 (Del 1985).

[**42] In Paramount v. Time, the original merger agreement between Time and Warner did not constitute &
"change of control." 28 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 clauss, and "dry-up" provisions violated
the Time board's Revion duties. This Court held that "[t] he adoption of stractural safety devices alone does not trigger
Revion. Rather, as the Chancellor stated, such devices are properly subject to a Unocal analysis." 29

28 Paramount Communications, Inc. v. Time Inc., 571 A.2d at 1150.
29 Id ar 1151 (footnote omitied) (emphasis added).

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. 30 That is because the issue on
appeal involved the "Time's board [decision] [**43] to recast its consolidation with Warner into an outright cash and
securities acquisition of Warner by Time." 3! 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 Warmer. 32

30 Idatillsin 15,
31 Id ar1148.
32 Idatl1l5In 15
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There are inherent conflicts between & board's interest in protecting a merger transaction it has approved, the
stockholders' statutory right to make the finai 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 considerations require a threshold determination [*931] that board-approved defensive devices
protecting a merger transaction are within the limitations [**44] 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 criginal decision to merge with Warner. 32 We further held, however, that defensive devices adopted by
the board to protect the original merper transaction must withstand enhanced judicial scrutiny under the Unoeal ’
standard of review, even when that merger transaction does not result in a change of control. 34

33 Jdoartls2,
34 Jd at 1151-35; Unocal Corp. v. Mesa Petroleum Co., 493 A4.2d 946 (Del. 1985); see In re Santa Fe Pacific
Corp. Shareholder Litigation, 669 A.2d 59 (Del. 1995).

Enhanced Scrutiny Generally

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 adeguacy of the decisionmaking process employed by the directors, [**45]
including the information on which the directors based their decision." 35 The second feature is "a judicial examination
of the reasonableness of the directors' action in light of the circumstances then existing." 36 We also held that "the
directors have the burden of proving that they were adequately informed and acted reasonably." 37

35 Paramount Communications Inc. v. QVC Network Inc., 637 4.2d 34, 45 (Del. 1993).
36 Id
37 Id

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." 38 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, 3% Accordingly, we
concluded that & court applying erhanced judicial scrutiny should not decide whether the directors made a perfect
decision but instead should decide whether "the directors' decision was, [**46] on balance, within a range of
reasonableness." 40

38 Id {(footnote omitied).
39 K4
40 Id. {citations omitted).

In Unitrin, we explained the "ratio decidend; for the 'range of reasonableness' standard” 4! when a court applies
enhanced judicial scrutiny to director action pursuant to our holding in Unocal. 42 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." 43 "The concomitant requirement is for judicial restraint,” 44 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]." 45 The same ratic decidendi
applies to the "range of reasonableness" when courts apply Unocal's enhanced judicial serutiny standard to defensive
devices intended to [*932] protect a merger agreement [**47] that will not result in a change of control,

41 Unitrin, Ine, v. Am. Gen, Corp., 651 A.2d ar 1388.

42 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del, 1985).

43 Unitrin, Inc. v. Am. Gen. Corp., 651 4.2d ar 1388.

44 Id. :
45 [Id. (citation omitted); see also Unocal Corp. v. Mesa Petroleum Co., 493 A.2d at 949, $54-57,
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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
Jjudicial 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 [**48] means available. 46 Simitarly, 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 (o a merger by protecting it with any
draconian means available. )

46 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d at 955.

Since Unocal, "this Court has consistently recognized that defensive measures which are either preclusive or
coercive are inctuded within the comroon law definition of draconian." 47 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." 48 If 2 "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." 49

47 Unitrin, Inc. v. Am. Gen. Corp., 651 4.2d at 1387.
48 1Id
49 Id. (citation omitted).

Therefore, in applying enkanced judicial scrutiny to defensive devices designed to protect a merger agreement, a
court st first determine that those measures are not preclusive or coercive before its focus shifts to the "range of
reasonableness" in making a proportionality determination. 30 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. 51 That burden is satisfied "by showing good faith and reasonable
investigation.” 52 Such proof is materially enhanced if it is approved by a board comprised of a majority of outside
directors or by an independent committee, 33

50 Id. ar 1367.

51 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d at 955.
[**50]

52 Id. (citation omitted).

33 Id. (citations omitted).

‘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 fransaction is
not consurnmated. Defensive devices taken to protect a merger agreement executed by a board of directors are intended
to give that agresment 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 2 board of directors may properly
give to encourage an initial bidder when it discharges its fiduciary duties under Revion.

[*933] 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-a-vis their effect on a subsequent competing alternative merger
[*934] transaction, this Court's analysis in Macmillan is didactic. 3# In the context of a case of defensive measures
tzken against [**51] an existing bidder, we stated in Macmillan:

In the face of disparate treatment, the trial court must first examine whether the directors properly
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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 stockhelder interests. If on the basis of this enhanced Urocal
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. 55

54  Milis Acquisition Co. v. Macmillan Inc., 559 A.2d 1261, 1288 (Del. 1988).
55 Id {citation omitted).

The latitude a board wili 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 [**#52] by the value or terms of the subsequent competing transaction. 36

56 Id.
Genesis' One Day Ultimatum

The record reflects that two of the four NCS beard 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 mergsr
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 Qutcalt, the same accelerated time
table to personally sign the proposed voting agreements. These voting agreements comimitted them irrevocably to vote
their majority power in favor of the merger and further provided in Section 6 that the voting agreements be specifically
[**33] 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 wag 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 apreements because it feared that Omnicare would make & superior merger proposal, The NCS board
signed the voting rights and merger agreements, without any effective fiduciary out clause, to expressly gnarantee that
the Genesis merger would be approved, even if 2 superior merger transaction was presented from Omnicare or any other
entity.

Deal Protection Devices

Defensive devices, as that term is used in this opinion, is 2 synoaym 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 economie, structural, or both.

Deal protection devices need [*#54] 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
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of directors because stockholders are entitled to vots in their own interest. Genesis cites Williams v. Geier 57 and Stroud
v. Grace 58 for the proposition that voting agreements are not subject to the Unoca! 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.

57 Williams v, Geier, 671 A.2d 1368 (Del. 1996).
58 Stroudv. Grace, 606 A.2d 75 (Del. 1992},

[**355] In this case, the stockholder voting agreements were inextricably intertwined with the defensive aspects of
the Genesis merger agreernent. 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 non-negotiable
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 (¢) provision and "the execution of the vofing
agreement by Outcalt and Shaw."

With the assurance that Outcalt and Shaw would irrevocably agree to exercise their majority voting power in faver
of its transaction, Genesis insisted that the merger agreement reflect the other two aspects of its concerted defense, 1. e.,
the inclusion of a Section 231 (c) provision and the omission of any effective fiduciary out clawse. 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.

These Deal Protection Devices Unenforceable

In this case, the Court of Chancery correctly [**56] held that the NCS directors' decision to adopt defensive
devicss to completely "lock up" the Genesis merger mandated "special scrutiny" under the two-part test set forth in
Unocal. 59 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.
60 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.

59 Inre NCS Healthcare, Inc., 2002 Del, Ch. LEXIS 133, 2002 WL 31720732, at *16 (Del. Ch. Nov. 22, 2002).
See Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 955 (Del. 1983},

60 See Paramount Communications, Inc. v. Time Inc., 571 A.2d 1140, 1151 {Del. 1989) (holding that
"structural safety devices" in a merger agreement are properly subject to a Unocal analysis).

[**57] [*935] Pursuant to the judicial scrutiny required under Unocal's two-stage analysis, the NCS directors
must first demonstirate "that they had reasonable grounds for believing that a danger to corporate policy and
effectiveness existed ...." 61 To satisfy that burden, the NCS directors are required to show they acted in good faith after
conducting a reasonable investigation. 62 The threat identified by the NCS board was the possibility of losing the
Genesis offer and being left with no comparable alternative fransaction.

61 Unocal Corp. v. Mesa Petroleum Co., 493 4.2d 946, 955 (Del. 1983) (citation omitted).
62 Id, '

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.” 63 This inquiry involves a two-step analysis. The NCS directors must first
establish that the merger deal protection devices adopted in response to the threat were not "coercive” or "preciusive,”
and then demonstrate [**58] that their response was within a "range of reasonable responses" to the threat perceived. %4
In Unitrin, we stated:

-A response is "coercive" if it is aimed at forcing upon
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stockholders a management-sponsored alternative to a hostile

offer. 65

-A. response is "preclusive” if it deprives stockholders of the right te receive all tender offers or
precludes a bidder from seeking control by fundamentally restricting proxy contests or otherwise, 56

63 Id
64 Unitrin, Inc. v. Am. Gen. Corp., 651 A.2d 1361, 1387-88 (Del. 1993).

65 Jd. at 1387, Paramount Communications, Inc. v. Time Inc., 571 A.2d at 1154.
66 Id.

This aspect of the Unocal standard provides for a disjunctive analysis. If defensive measures are either preclusive
or coercive they are draconian and impermissibie. In this case, the deal protection devices of the NCS board were both
preclusive and coercive.

This Court enunciated the standard for [¥*59] determining stockholder coetcion in the case of Williams v. Geier, 67
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." %8 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. 69

67 Williams v. Geier, 671 A.2d 1368 (Del. 1996).
68 Id. ar 1382-83 (citations omitted).
69 Brazen v. Bell Atl. Corp., 695 4.2d 43, 50 (Del, 1997).

[ Brazen, we concluded "the determination of whether a particular stockholder vote has been robbed of its
effectiveness [**60] by impermissible coercion depends on the facts of the case." 70 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 overwheimingly supported Omnicare's offer) [*936] will be forced to
accept the Genesis merger because of the structural defenses approved by the NCS board. Conseqguently, 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 voie
was scheduled to be taken. 7! 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.

70 Brazenv. Bell All. Corp., 695 A.2d at 50 (quoting Williams v. Geler, 671 A.2d at 1383).
71 See Brazen v. Bell Atl, Corp., 695 A.2d at 50,

[**61} Although the minority stockholders were not forced to vote for the Genesis merger, they were required to
accept it because it was a faif accompli. The record reflects that the defensive devices employed by the NCS board are
preclusive and coercive in the sense that they accomplished a fzif accompli, Ir. this case, despite the fact that the NCS
board has withdrawn its recommendation for the Genesis transaction and recornmended its rejection by the
stockholders, the deal protection devices approved by the NCS board operated in concert to have a preciusive 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
Omricare transaction or any other proposal to succeed, no matter how superior the proposal. 72
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T2 See Unitrin, Inc. v. Am. Gen. Corp., 651 A.2d ar 1388-89; see also Carmody v. Toll Bros., Inc., 723 A.2d
1186, 1195 (Del. Ch. 1998} (citations omitted).

[**62] 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. 73 Accordingly, we hold that those deal protection devices are unenforceable.

73 See Unitrin, Inc. v. Am. Gen. Corp., 651 A.2d at 1389.
Effective Fiduciary Out Required

The defensive measures that protected the merger fransaction 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 [**63] 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 lirmit the exercise of fiduciary duties, it is
invalid and unenforceable.” 74

74  Paramount Communications Inc. v. QVC Network Inc., 637 A.2d 34, 51 (Del. 1993) (citation omitted).
Restatement (Second) of Contracts § 193 explicitly provides that a "promise by a fiduciary to violate his
fiduciary duty or a promise that tends to induce such a violation is unenforceable on grounds of public policy."
The comments to that section indicate that "[d] irectors and other officials of a corporation actin a fiduciary
capacity and are subject to the rule stated in this Section." Restatement {Second) of Contracts § 193 (1981)
(emphasis added).

[*937] In Q¥C, 7> this Court recognized that "Tw] hen a majority of a [**64] 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.” 76 Therefore, we acknowledged
that "[i] n the absence of devices protecting the minority stockholders, stockhoider votes are likely to become mere
formalities,” where a cohesive group acting together to exercise majority voting powers have already decided the
outcome. 77 Consequently, we concluded that since the minority stockholders lost the power to influence corporate
direction through the ballot, "minotity stockholders must rely for protection solely on the fiduciary duties owed to them
by the directors." 78

75 Paramount Communications Inc. v. QVC Network Inc., 637 4.2d 34 (Del. 1993).
76 Id at 47 (emphasis added).

77 Id. (footnote omitted).

78 Id at 43.

Under the circumstances presented [**65] 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."” 79 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 bad already combined to
establish a majority of the voting power that made the outcome of the stockholder vote a foregone conclusion.

79 MeMullin v, Beran, 765 A.2d $10, 920 (Del. 2000).

The Court of Chancery noted that Section 251(c) of the Delaware General Corporation Law now permits boards to
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agree to submit a merger agreement for 2 stockholder vote, even if the Board tater withdraws its support for that
agreement and recommends that the stockholders reject it. 80 The Court of [**66] 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 [4](a) of the DGCL by agreeing to the inclusion in a merger agreement of a term
authorized by § 251¢c) of the same statute.”

80 Section 251(c) was amended in 1998 to allow for the inclusion in a merger agreement of a term requiring
that the agresment be put to a vote of stockholders whether or not their directors continue to recommend the
transaction. Before this amendment, Section 251 was interpreted as preciuding a stockholder vote if the board of
directors, after approving the merger agreement but before the stockholder vote, decided no longer to
recommend it. See Smith v. Van Gorkom, 488 A.2d 858, 887-88 (Del. 1985).

Taking action that is otherwise legally possible, however, does [**67] not ipso facto comport with the fiduciary
responsibilities of directors in all circumnstances. 83 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 25 provisions, like the no-shop provision examined in QVC, [*938] are "presumptively valid
in the abstract." 82 Such provisions in a merger agreement may not, however, "validly define or limit the directors'
fiduciary duties under Delaware law or prevent the [NCS] directots from carrying out their fiduciary duties under
Delaware law." 83

81 MM Companies v. Liquid Audio, Inc., 813 4.2d 1118, 1132 (Del. 2003) (citation omitted),
82 Paramount Communications Inc. v. QVC Network Inc., 637 4.2d at 48.
83 Id.

Genesis admits that when the NCS board agreed to [**68] 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, Genests 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 circumnstances 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, 8 Instead of agreeing to the absolute defense of the Genesis merger from a supetior offer,
however, the NCS board was required to negotiate a fidueiary out clause to protect the NCS stockholders if the Genesis
transaction became an inferior offer. By acceding to Genesis' ultimatum for complete protection ir futuro, the NCS
board disabled itself from exercising its own fiduciary obligations at a time when the board's own judgment is most
important, [**69] 851, e. receipt of a subsequent superior offer.

84 The marked improvements in NCS's financia] situation during the negotiations with Genesis strongly
suggests that the NCS board should have been alert to the prospect of competing offers or, as eventually
occurred, a bidding contest,

85 See Malone v. Brincat, 722 4.2d 5, 10 (Del. 1998) (directors’ fiduciary duties do not operate intermittently).
See also Moran v. Household Int'l, Inc., 500 4.2d 1346 (Del. 1985).

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 [**70] condition, the NCS board had no authority to
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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
fimes. 86 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. 87 The
stockholders with majority voting power, Shaw and Outcalt, had an absolute right to sell or exchange their shares with 2
third party at any price. This right was not only known to the other directors of NCS, it became an inisgral part of the
Genesis agreement. In its answering bricf, Genesis candidly {* 939] 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."

86 Malone v, Brincal, 722 A.2d at 10. )
87 Id; Moran v. Household Int'l, Inc., 500 A.2d at 1357 (use of defense evaluated if and when the issue arises).

[**71] The NCS board was required to contract for an effective fiduciary out clause to exercise its continuing
fiduciary responsibilities to the minority stockholders. 88 The issnes in this appeal do not involve the general validity of
either stockholder voting agreements or the anthority 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.

88 See Pavamount Communications Inc. v. QVC Network Inc., 637 4.2d at 42-43. Merger agreements involve
an ownership decision and, therefore, cannot become final without stockholder approval. Other contracts do not
require a fiduciary out clanse because they involve business judgments that are within the exclusive province of
the board of directors' power to manage the affairs of the corporation. See Grimes v. Donald, 673 A.2d 1207,
1214-15 (Del. 1996).

[**72] 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. &

Conclusion
89 Paramount Commumications, Inc. v. QVC Network, Inc., 637 A.2d ai 51.

‘With respect to the Fiduciary Duty Decision, the order of the Court of Chancery dated November 22, 2002,
denying plaintiffs' application for a preliminary injunction is reversed. With respect to the Voting Agreements Decision,
the order of the Court of Chancery dated October 29, 2002 is reversed to the extent that decision permits the
implementation of the Voting Agreements contrary to this Courf's ruling on the Fiduciary Duty claims. With [**73]
respect to the appeal to this Court of that portion of the Standing Decision constituting the order of the Court of
Chancery dated October 25, 2002, that granted the motion to dismiss the remeinder of the Ommnicare complaint, holding
that Omnicare lacked standing to assert fiduciary duty claims arising out of the action of the board of directors that
preceded the date on which Omnicare acquired its stock, the appeal is dismissed as moot.

The mandate shall issue immediately.
DISSENT BY: VEASEY Steele

DISSENT



Page 22
818 A.2d 914, #939; 2003 Del. LEXIS 195, **73

VEASEY, Chief Justice, with whom STEELE, Justice, joins dissenting:

The beauty of the Delaware corporation law, and the reason it has worked so weli for stockholders, directars and
officers, is that the framework is based on an epabling statute with the Court of Chancery and the Supreme Coutt
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, 90

90 Split decisions by this Court, especially in the field of corporation law, are few and far between. One
example is our decision in Smifh v. Van Gorkom, 488 A.2d 858 (Del. 1985), where only three Justices supported
reversing the Court of Chancery's decision. As Justice Holland and David Skee! recently noted, while our
decisionmaking process fosters consensus, dissenting opinions "illustrate that principled differences of opinion
about the law [are] ...never compromised for the sake of unanimity." Randy J. Holland & David A. Skeel, Jr.,
Deciding Cases Without Controversy, 5 Del. L. Rev. 115, 118 (2002).

[**74] [*940] 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 pinion and the factual summary in the Majority Opinion that adopts the Vice Chancellor's
findingg, 9!

91 Majority Opinion at 11-30,

The process by which this merger agreement came about involved a joint decision by the controlling stockhoiders
and the board of directors to secure what appeared to be the only value-enhancing transaction available for & 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 stockbolders to lock up this merger. The Majority reaches this conclusion by analyzing
the challenged deal protection measures as isolated board [**75] 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 compelfing 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 remenibered is that this agreement and the voting commitments of Qutealt 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 well-reasoned 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 serve [**76] 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 infunctive 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.

An Analysis of the Process Leading to the Lock-up Reflects a Quintessential, Disinterested and Informed Board
Decision Reached in Good Fuith
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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 agrecment. Indeed, this conclusion is
indisputable [*941] on this record. The problem is that the Majority has removed from their proper context the
contractual [**77] 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. *2

92 See, e. g., Malpiede v. Townson, 780 A.2d 1075, 1089 (Del. 2001) (concluding that the board madé an
informed decision to refrain from returning to a rival bidder to solicit another offer becanse the board conducted
a "lengthy sale process" that spanned one year).

Gioing 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
[+%78] 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 bad not agreed to the voting agreements and if NCS had
insisted on 2 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, 93 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. %4

93 Majority Opinion at 19,

94 Tn Citron v. Fairchild Camera & Instrument Corp., we noted that "whether the constraints are self-imposed
or attributable to bargaining tactics of an adversary secking a final resolution of & belabored process must be
considered" in analyzing the target's decision to accept an ultimatum from a bidder. 569 A.2d 53, 67 (Del. 1989).
Based on Genesis's prior dealings with Omricare, NCS had good reason to take the Genests ultimatum seriously.

[*%79] 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. %5 Tmportantly, because Omnicare's
bid was conditioned on its satisfactorily completing its due diligence review of NCS, the NCS board saw thisasa
crippling condition, as did the Ad Hoc Commitiee. As a matter of business judgment, the risk of negotiating with
Ormicare and losing Genesis at that point outweighed the possible benefits. 96 The [*942] lock-up was indisputably a
sine qua non to any deal with Genesis.

95 See Mills Acquisition Co. v. Macmillan, Inc., 539 A.2d 1261, 1282 n. 29 ("In assessing the bid and the
bidder's responsibility, a board may consider, among various proper factors ...the risk of nonconsummation. ...");
Citron, 569 A.2d 53 at 68-69 ("We will not hold a target board of predominantly disinterested directors liable for
allegedly failing to exhibit due care when the bidder does not provide the target board with a definitive bid.").

96 See RJR Nabisco, Inc. S'holders Litig., 1989 WL 7036 at *19 (Del. Ch.). In R/R, the Court of Chancery held
that the RJR Nabisco board could justifiably accept the highest bid it received from one bidder, KKR, rather

than inquire about 2 higher offer from the other suitor, the management group, because KXR might have
withdrawn its bid. Id. at *19.

[**80] A lock-up permits a target board and a bidder to "exchange certainties.” 97 Certainty itseif has value. The
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acquirer may pay 2 higher price for the target if the acquirer is assured 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.

97 See Rand v. Western Air Lines, 1994 Del. Ch. LEXIS 26, 1994 WL 89006 at ¥6 (Del. Ch.).

This Court approved the recognition by the Court of Chancery of the value of certainty in Rand v. Western Air
Lines. 98 The Court of Chancery upheid 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 "foreciosed further
bidding," but noted that the board had canvassed the [**81] 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." 100
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. 19!

98 1994 Del. Ch. LEXIS 26, 1994 WL 89006 (Del. Ch.) aff'd 659 A.2d 228 (Del. 1995).

99 Rand, 1994 Del. Ch. LEXIS 26.

100 Rand, 1994 Det Ch. LEXIS 26.

101 Rand, 1994 Del Ch. LEXIS 26 ("Western gained a substantial benefit for its stockholders by keeping the
only party expressing any interest at the table while achieving its own assurances that the transaction would be
consummated.").

While the present case does not involve an attempt to hold on to only one interested bidder, the NCS board was
equally concemed about "exchanging certainties" with Genesis. If [**82] the creditors decided to force NCS into
bankruptey, 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 bankruptey.,

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.

Qur Jurisprudence Does Not Compel This Court to Invalidate the Joint Action of the Board and the Controlling
Stockholders

The Majority invalidates the NCS board's action by annourcing 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 [ater [**83] significant topping bid emerges. As we have noted, this
bright-line, per se rule would apply repardiess of (1) the circumstances leading up fo the agreement and (2) the fact that
stockholders who control voting [*943] 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 12 -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
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threat. The Vice Chancellor correctly found that they reasonably perceived the threat that NCS did not have a viable
offer from Omnicare- or anyone [**84] else- to pay off its creditors, cure its insolvency and provide some payment to
stockholders. The NCS board's actions- as the Vice Chancellor corractly held- were reasonable in relation to the threat
because the Genesis deal was the "onty 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.

102 The basis for the Unocal doctrine is the "omnipresent specter” of the board’s self-interest to entrench itself
in office. Unocal Corp. v. Mesa Petroleum Co., 493 4.2d 946, 954 (Del. 1985). NCS was not plagued with a
specter of self-interest. Unlike the Unocal situation, a hostile offer did not arise here until after the market search
and the locked-up deal with Genesis. The Unocal doctrine applies to unilateral board actions that are defensive
and reactive in nature. Thus, a Unocal analysis was necessaty in Paramount Communications v. Time Inc.
because Time and Wamer restructured their original transaction from a merger to an acquisition i response to
the Paramount bid. 571 4.2d 1140, 1148 (Del. 1989). In Time, the original Time-Warner stock-for-stock merger,
which this Court held was entitled to the presumption of the business judgment rule, was jettisoned by the
parties in the face of Paramount's topping bid. Id. ar 1132. The merger was replaced with a new transaction
which was an all cash tender offer by Time to acquire 51 of the Warner stock. it was the revised agreement, not
the original merger agreement, that was found to be "defepse-motivaied” and subject to Unocal. Id.

[**85] The Vice Chancellor held that the NCS directors satisfied Unocal. He even held that they would have
satisfied Revion, 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." 103 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.

103 In re NCS Healthcare, Inc. S'holders Litig., 2002 Del. Ch. LEXIS 133, 2002 WL 31720732 (Del. Ch.}
("Chancery, Fiduciary Duty Opinion") at ¥15 n. 46.

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 [**86] scrutiny to
defensive devices designed to protect a merger agreement, ...2 court must . ..determine that those measures are not
preclusive or coercive. ..." 104 Here, the deal protection measures were not adopted unilaterally by the board to fend off
an existing hostile offer that [¥944] 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.

104 Mgjority Opinion at 42 (emphasis supplied.). ,

105 The Majority states that our decisions in Williams v. Geier and Stroud v. Grace do nothold that "the
operative effect of a voting agreement must be disregarded per se when a Unocal analysis is applisd to a
comprehensive and combined merger defense plan." Majority Opinion at 46. In Stroud v. Grace, however, we
noted that "The record clearly indicates, and [plaintiff] ...concedes, that over 50 of the outstanding shares of
...[the corporation] are under the direct control of [the defendants]. ... These directors controlled the corporation
in fact and law. This obviates any threat contemplated by Unocal. ..." 606 4.2d 75, 83 (Del. 1992) (emphasis
supplied). According to Stroud, then, Shaw's and Outcalt's decision to enter into the voting agreements should
not be subject to a Unocal analysis because they controlled the corporation "in fact and law." Id. Farfrom a
breach of duty, the joint action of the stockholders and directors here represents "the highest and best form of
corporate democracy." Williams v. Geler, 671 4.2d 1368, 1381 (Del. 1996).

[**87] The Majority- incorrectly, in our view- relies on Unizrin 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. 196 In Unitrin we recognized the need to police preciusive and coercive
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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. '97 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, teaving the stockholders no recourse to their voting
rights, 108

106  Unitrin, Inc. v. Americon General Corp., 651 A.2d 1361, 1370 (Del. 1995).
107 Id. at 1379 ("We begin our examination of Unitrin's Repurchase Program mindful of the special import of
protecting the shareholder's franchise within Unocal's requirement that a defensive measure be reasonable and
proportionate.") (citation omitted).

[**88]
108 Id. ar 1383 (upholding the Unitrin board's defensive measures because the board actions "would not appear
to have a preclusive effect upon American General's ability successfully to marshal enough shareholder votes to
win a proxy contest.").

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 cansing the stockholders to vote in favor of the proposed transaction for some
teason other than the merits of that transaction.” 102 Like the termination fee upheld as a valid iiquidated 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 fransaction” ag the NCS board struggled to secure- and did secure- the only deal
available. 110 : :

109 Geier, 671 A.2d at 1382-83 (citations omitted).
[**89]
110 695 A.2d 43, 50 (Del. 1997).

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 [*945] 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 a minority stockholder may have felt "coerced” to vote for the merger, which was already a fair
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 "prechusive” 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 [**90] 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 io 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,

An Absolute Lock-up is Not a Per Se Violation of Fiduciary Duty

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.
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In this case, Genesis made it abundantly clear early on that it was willing to negotiate a deal with NCS [**91] 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
"fduciary 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 te assert that the board's fiduciary duties prevent the directors from
negotiating a merger agreement without providing an escape provision. Reliance on QFC for this proposition, howeves,
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 valnable dea!l 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 Revion and Mills that
prevent a board from ignoring [**92] a bidder who is willing to match and exceed the favored bidder's offer. 111 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.

111 Pargmount Communications v. QVC Network, 637 A.2d 34, 49-30 (Del. 1993).

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 [*946)] from Shaw's and Outcelt's voting agreements. Our
reasoning in OVC, which recognizes that minority stockholders must rely for protection on the figuéiary duties owed to
them by directors, 112 does not create a special duty to protect the minority stockholders from the consequences of a
controlling stockholder's ultimate decision unless the [**93} controlling stockholder stands on both sides of the
transaction, 113 which is certainly not the case here. Indeed, the discussion of a minority stockholders' lack of voting
power in QFC 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. 114 In Q¥C, Sumner Redstone owned 85% of the voting stock of Viacom, the surviving corporation. 115
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.

112 637 A4.2d at 47.

113 See Bershadv. Curtiss-Wright Corp., 535 4.2d 840, 845 (Del. 1987) (noting that absent fiduciary duties
arising from standing on both sides of a transaction, "stockholders in Delaware corporations have a right to
control and vote their shares in their own interest.").

114 OVC, 637 4.2d at 47-48.

115 Id at 38.

Conclusion

It is regrettable that the Coust is split in this important case. One hopes that the Majority rule announced here-
though clearly eroneous in our view- will be interpreted narrowly and will be scen as sui generis. 1€ By deterring
bidders from engaging in negotiations like those present here and requiring that there mst 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.

116 Importantly, we decide only the case before us. QVC, 637 4.2d at 51.
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Accordingly, we respectfully dissent.
STEELE, justice, dissenting:

[ respecttully dissent from the majority opinion, join the [**95] Chief Justice's dissent in all respects and dissent
separately in order to crystallize the central focus of my objection to the majority view.

I would affirm the Vice Chancellor's holding denying injunctive relief.

Here the board of directors acted selflessly pursuant to a careful, fair process and determined in good faith that the
benefits to the stockholders and corporation flowing from a merger agreement containing reasonable deal protection
provistons outweigh any speculative benefits that might result from entertaining a putative higher offer. A court asked
to examine the decisionmaking process of the board should decline to interfere with the consummation and execution of
an otherwise valid contract.

In my view, the Vice Chancelior's unimpeachable factual findings preclude further judicial scrutiny of the NCS
board's business judgment that the hotly negotiated terms of its merger agreement were necessary in order to save the
company from financial collapse, repay creditors and provide some benefits to NCS stockholders,

A concurring dissent is not a useful mechanism for restating the facts the Vice Chancelfor found significant,
particularly [*947] when the majority accepts those [¥*96] facts and a highly persuasive, compelling dissent, places
them squarely in the correct perspective, What is far fess ¢lear to me is how the majority can adopt those facts and then
conclude that the NCS board breached any fiduciary duty to NCS' minority stockholders simply by endorsing a voting
agreement between the majority stockholders that locked up a carefully negotiated and essential merger agreement with
Genesis.

In my opinion, Delaware law mandates deference under the business judgment rule to a board of dirsctors' decision
that is free from self interest, made with due care and in good faith.

Under Delaware law, the business judgment rule is the offspring of the fundamental principle, codified
in § 141(a), that the business and affairs of a Delaware corporation are managed by or under its board of
directors, ... The business judgment rule exists to protect and promote the full and free exercise of the
managerial power granted to Delaware directors. 117

Y17 Smith v. Van Gorkom, 488 A.2d 858, 872 (Del. 1985).

[**97] Importantly, Smith v. Van Gorkom, correctly casts the focus on any court review of board action
challenged for alleged breach of the fiduciary duty of care "only upon the basis of the information then reasonably
available to the directors and relevant to their decision... ." 118 Though criticized particularly for the imposition of
personal liability on directors for a breach of the duty of care, Van Gorkom still stands for the importance of recognizing
the limited circumstances for court intervention and the importance of focusing on the timing of the decision attacked,

118 Id. at 874; see also R. Franklin Balotti and A. Gilchrist Sparks, III, Deal-Protection Measures and the
Merger Recommendation, 96 Nw. U.L, Rev. 467 (2002) (an article presaging the conflict between appropriate
discharge of fiduciary duty and the sanctity of contract provisions fairly negotiated).

The majority concludes that Unocal’s intermediate standard of review compels judicial interference [**98] to
determine whether contract terms, that the majority refers to at various times as "deal protection devices," "defensive
devices," "defensive measures" or "structural safety devices," are preclusive and coercive. The majority's conclusion
substantially departs from both a common sense appraisal of the contextual landscape of this case and Delaware case
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law applying the Unocal standard.

In the factual context of this case, the NCS board had thoroughly canvassed the market in an attempt to find an
acquirer, save the company, repay creditors and provide some financial benefit to stockholders. They did so in the face
of silence, tepid interest to outright hostility from Omnicare. The only bona fide, credible merger partner NCS could
find during an exhaustive process was Genesis, a company that had experienced less than desirable relations with
Omnicare in the past. Small wonder NCS' only viable merger partner made demands and concessions tq acquirs
contract terms that enhanced assurance that the merger would close. The NCS board agreed to lock up the merger with
contractual protection provisions in order to avoid the prospect of Genesis walking away from the deal leaving [**99]
NCS in the woefully undesirable position of negotiating with a company that had worked for months against NCS'
interests by negotiating with NCS' creditors. Those negotiations suggested no regard for NC8' stockholders' interests,
and held out only the hope of structuring a purchase of NCS in 2 bankruptcy environment.

[*948] The contract terms that NCS' board agreed to inciuded no insidious, camouflaged side deals for the
directors or the majority stockholders nor transparent provisions for entrenchment or control premiums. At the time the
NCS board and the majority stockholders agreed to a voting lockup, the terms were the best reasonably avaitable for all
the stockholders, balanced against a genuine risk of no deal at all. The cost benefit analysis entered into by an
independent committee of the board, approved by the full board and independently agreed fo by the majority
stockholders cannot be second guessed by courts with no business expertise that would qualify them to substitute their
judgment for that of a careful, selfiess board or for majority stockkolders who had the most significant sconomic stake
in the outcome.

We should not encourage proscriptive rules that invalidate or render [**100] unenforceable precommitment
strategies negotiated between two parties to a contract who will presumably, in the absence of conflicted interest,
bargain intensely over every meaningful provision of a contract after a careful cost benefit analysis. Where could this
plain common sense approach be more wisely invoked than where a board, free of conflict, fully informed, supported by
the equally conflict-free holders of the largest economic interest in the transaction, reaches the conclusion that a voting
lockup strategy is the best course to obtain the most benefit for all stockholders?

This fundamental principle of Delaware law so eloquently put in the Chief Justice's dissent, is particularly
applicable here where the NCS board bad no alternative if the company were to be saved. If attorneys counssling well
motivated, careful, and well-advised boards cannot be assured that their clients' decigsion ~sound at the time but later less
economically beneficial only because of post-decision, unforeseeable events -will be respected by the courts, Delaware
law, and the courts that expound it, may well be questioned. I would not shame the NCS board, which acted in
accordance with every fine instinct [**101] that we wish to encourage, by invalidating their action approving the
Genesis merger because they failed to insist upon a fiduciary out. T use "shame" here because the majority finds no
breach of loyalty or care but nonetheless sanctions these directors for their failure to insist upon a fiduciary out as if
those directors hed no regard for the effect of their otherwise disinterested, careful decision on others. 11° The majority
seeks to deter future boards from similar conduet by declaring that agreernents negotiated under similar circumstances
will be unenforceable.

119 For a more expansive and thoughtful explanation of the concept of "shaming" in the context of corporate
law, see David A. Skeel, Jr., Symposium Norms & Corporate Law: Shaming in Corporate Law, 149 U. Pa. L,
Rev. 1811 (2001).

Delaware corporate citizens now face the prospect that in every circumstance, boards must obtain the highest price,
even if that requires breaching a contract entered into at a time when no [**102] one couid have reasonably foreseen a
truly "Superior Proposal.” The majority's proscriptive rule limits the scope of a board's cost benefit analysis by taking
the bargaining chip of foregoing a fiduciary out "off the table" in all circurstances. For that new principle to arise from
the context of this case, when Omnicare, after striving to buy NCS on the cheap by buying off its creditors, slinked back
into the frey, reversed its historic antagonistic strategy and offered a conditional "Superior Proposal” seems entirely
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counterintuitive.

The majority declares that a fairly negotiated exchange of consideration is invalid and unenforceable on the theory
that its [*949] terms preclude minority stockholders from accepting a superior alternative or that it coerces them into
accepting an inferior deal while presupposing that the objeciionable terms of NCS' agrestnent with Genesis are
"defensive measures." 120 The majority equates those contract provisions with measures affirmatively adopted to
prevent a third party bidder from frustrating a deal with an acquirer with which management may choose to deal
without being fully informed or for their own self interest, In effect, the majority has adopted [**103] the "duck" theory
of contract interpretation, In my view, just as all ducks have their season and the wary hunter carefully scans the air to
determine which duck may and which may not be shot at a given time on a certain day, the same holds true for
distinguishing between contract provisions that could in another context be deemed truly defensive measures
demanding enhanced scrutiny by a court. When certain, or when in doubt that the "duck” is not in season, courts, iike
prudent waterfowlers, should defer,

120 The majority refers to "defensive measures," "deal protection devices," "structural safety devices™ and
"defensive devices" as interchangeable, each demanding heightened scrutiny. "Of course, the mere fact that the
court calls a 'duck’ a 'duck’ does not mean that such defense provisions will not be upheld so long as they are not
draconian," MeMillan v. Intercargo, 768 A.2d 492, 506 n. 62 (Del. Ch. 2000).

I believe that the absence of a suggestion of self-interest or lack of care compels [**104] a court to defer to what is
a business judgment that a court is not qualified to second guess, However, [ recognize that another judge might prefer
to view the reasonableness of the board's action through the Unocal prism before deferring. 12! Some flexible, readily
discernable standard of review must be applied no matter what it may be called. Here, one deferring or one applying
Unocal serutiny would reach the same conclusion. When a board agrees rationally, in good faith, without conflict and
with reasonable care to inchude provisions in a contract to preserve a deal in the absence of a better one, their business
Jjudgment should not be second-guessed in order to invalidate or declare unenforceable an otherwise valid merger
agreement. The fact that majority stockholders free of conflicts have a choice and every incentive to get the best
available deal and then make = rational judgment to do so as well neither unfairly impinges upon minority shareholder
choice or the concept of a shareholder "democracy” nor has it any independent significance bearing on the
reasonableness of the board's separate and distinet exercise of judgment.

121 There appears to be ample enough academic debate over the effectiveness and wutility of the analytical tool
which should be employed. I do recognize that critics view the business judgment rule as no framework for
analysis at all. That view presupposes that judges or regulators have an equal or greater expertise in exercising
business judgments as in imposing social policy.

[**105] I cannot follow the majority's reliance on Paramount v. QVC. 122 and Paramount Communications v.
Time. 123 QVC, is controlled by the facts of the underiying transaction. The Paramount board did not canvass the
market, negotiated exclusively with Viacom despite QVC's announced interest and refused to give QVC an opportunity
to top the Viacom offer. Arguably, the Paramount beard shunned QVC's higher offer and then turned to lock up a deal
with Viacom less valuable to stockholders along with an unreasonable grant of a right to exercise a stock option of
unlimited [*950] value. QV'C does not, in my view, support a policy of decrying and then proseribing precommitment
strategies penerally on the supposition that in every fact situation they "disable" a board from an efficient breach.

122 Paramount Communications, Inc. v. QVC Network, Inc., 637 4.2d 34 (Del. 1 $93).
123 Paramouni Communications, Inc. v. Time, Inc., 571 A4.2d 1140 (Del. 1989).

Paramount v. Time [**106] discussed the "original" and the "revised" Time-Warner agreements. Both courts
reviewing the "original" concluded that it resulted from an "exhaustive appraisal of Time's future as a corporation” and
that the "Time board's decision" to enter into the original agreement (containing deal preservation provisions) with
Warner "was entitled to the protection of the business judgment rule.” 124 In my view, the strategic policy decision
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protected in the original Time-Warmer agreement cannot, like the NCS-Genesis merger of necessity here, be considered
a responsive "defensive measure” compelling a Unocal analysis. By contrast, both courts concluded that the "revised”
agreement was "defense-motivated” and as a result "Unocal alone applies to determine whether the business judgment
rule attaches." 12

124 Id ar 1152,
125 Id at 1151,

Lockup provisions attempt to assure parties that have lost business opportunities and incurred substantial costs that
their deal will close. [**107] 1am concerned that the majority decision will remove the certainty that adds value to any
rational business plan. Perhaps transactions that inciude "force-the-vote” and voting agreement provisions that make
approval a foregone conclusion will be the only deals invatidated prospectively. Even so, therein lies the problem.
Instead of thoughtful, retrospective, restrained flexibility focused on the circumstances existing at the time of the
decision, have we now moved to a bright line regulatory alternative?

For the majority to articulate and adopt an inflexible rule where a board has discharged both its fiduciary duty of
loyalty and care in good faith seems a most unfortunate turn. Does the majority mean to signal a mandatory, bright line,
per se efficient breach analysis ex post to all challenged merger agreements? Knowing the majority's general, genuine
concern to do equity, I trust not. If so, our courts and the structure of our law that we have strived so hard to develop
and perfect will prevent 2 board, responsible under Delaware law to make precisely the kind of decision made here, in
good faith, free of self interest, after exercising scrupulous due care from honoring [**108] its contract obligations.

Therefore, 1 respectfully dissent.
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OPINION

[*36] VEASEY, Chisf Justice

In this appeal we review an order of the Court of Chancery dated November 24, 1993 {the "November 24 Qrder"),
preliminarily enjoining certain defensive measures designed to facilitate a so-called strategic alliance between Viacom
Ine. ("Viacom") and Paramount Communications {**3] Inc. (*Paramount™) approved by the board of directors of
Paramount (the "Paramount Board" or the "Paramount directors™) and to thwart an unsolicited, more valuable, tender
offer by QVC Network Inc. ("QVC™), In affirming, we hold that the sale of control in this case, which is at the heart of
the proposed strategic alliance, implicates enhanced judicial scrutiny of the conduct of the Paramount Board under
Unocal Corp. v. Mesa Petroleum Co., Del. Supr. 493 A.2d 946 (1985), and Revion, Inc. v. MacAndrews & Forbes
Holdings, Inc., Del. Supr., 506 A.2d 173 (1986). We further hold that the conduct of the Paramount Board was not
reasonable as to process or result.

QVC and certain stockholders of Paramount commenced separate actions (later consolidated) in the Court of
Chancery seeking preliminary and permanent injunctive relief against Paramount, certain members of the Paramount
Board, and Viacom. This action arises out of 2 praposed acquisition of Paramount by Viacom through a tender offer
foliowed by a second-step merger (the "Paramount-Viacom transaction"), and a competing unsolicited tender offer by
QVC. The Court of Chancery granted a preliminary injunction. QVC Network, Inc. [**4] v. Paramount
Communications Inc,, Del. Ch,, 635 4.2d 1245, Jacobs, V.C. (1993) (the "Court of Chancery Opinion™). We affirmed
by order dated December 9, 1993. Paramourt Communications Inc. v. QVC Network Inc., 1993 Del LEXIS 440, Del.
Supr., Nos. 427 and 428, 1993, Veasey, C.J. (Dec. 9, 1993) (the "December 9 Order™). 1

I We accepted this expedited interlocutory appeal on November 29, 1993. After briefing and oral argument in
this Court held on December 9, 1993, we issued our December ¢ Order affirming the November 24 Order of the
Court of Chancery. In our December 9 Order, we stated, "It is not feasible, because of the exigencies of time, for
this Court to complete an opinion setting forth more comprehensively the rationale of the Court's decision.
Unless otherwise ordered by the Court such an opinion will follow in due course." December 9 QOrder 1993 Del.
LEXIS 440, *2. This is the opinion referred to therein.

The Court of Chancery found that the Paramount directors violated their fiduciary duties [**5] by favaring the
Paramount-Viacom transaction over the more valuable unsolicited offer of QVC. The Court of Chancery preliminarily
enjoined Faramount and the individual defendants (the "Paramount defendants") from atnending or modifying
Paramount's stockholder rights agreement (the "Rights Agreement™), including the redemption of the Rights, or taking
other action to facilitate the consummation of the pending tender offer by Viacom or any proposed second-step merger,
including the Merger Agreement between Paramount and Viacom dated September 12, 1993 (the “Original Merger
Apgreement"), as amended on October 24, 1993 (the "Amended Merger Agreement"). Viacom and the Paramount
defendants were enjoined from taking any action [*37] to exercise any provision of the Stock Option Agreement
betwsen Paramount and Viacom dated September 12, 1993 (the "Stock Option Agreement™, as amended on October
24, 1993. The Court of Chancery did not grant preliminary injunctive relief as to the termination fee provided for the
benefit of Viacom in Section 8.05 of the Original Merger Agreement and the Amended Merger Agreement (the
"Termination Fee™).
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Under the circumstances of this case, the pending sale [**6] of control implicated in the Paramount-Viacom
transaction required the Paramount Board to act on an informed basis to secure the best value reasonably available to
the stockholders. Since we agree with the Court of Chancery that the Paramount directors violated their fiduciary duties,
we have AFFIRMED the entry of the order of the Vice Chancellor granting the preliminary injunction and have
REMANDED these proceedings to the Court of Chancery for proceedings consistent herewith.

We also have attached an Addendum to this opinion addressing serious deposition misconduct by counsel who
appeared on behalf of a Paramount director at the time that director's deposition was taken By a lawyer representing
QVC.2

2 Itis important to put the Addendum in perspective. This Court notes and has noted its appreciation of the
outstanding judicial workmanship of the Vice Chancellor and the professionalism of counset in this matter in
handling this expedited litigation with the expertise and skill which characterize Delaware proceedings of this
nature. The misconduct noted in the Addendum is an aberration which is not to be tolerated in any Delaware
proceeding.

[*#7] L. FACTS

The Court of Chancery Opinion contains a detailed recitation of its factual findings ir this matter. Court of
Chancery Opinion, 635 A.2d at 1246-1258. Only a brief summary of the facts is necessary for purposes of this opinion,
The following summary is drawn from the findings of fact set forth in the Court of Chancery Opinion and our
independent review of the record. 3

3 This Court's standard and scope of review as to facts on appeal from 2 preliminary injunction is whether,
after independently reviewing the entire record, we can conclude that the findings of the Court of Chancery are
sufficiently supported by the record and are the product of an orderly and logical deductive process. Ivanhoe
Partners v. Newmont Mining Corp., Del. Supr., 535 A.2d 1334, 1342-41 (1987).

Paramount is 2 Delaware cotporation with its principal offices in New York City. Approximately 118 million
shares of Paramount's common stock are outstanding and traded on the New York Stock Exchange. [**8] The majority
of Paramount's stock is publicly held by numerous unaffiliated investors. Paramount owns and operates a diverse group
of entertainment businesses, including motion picture and television studios, book publishers, professional sports teams
and amusement parks.

There are 15 persons serving on the Paramount Board. Four directors are officer-ernployees of Paramount: Martin
S. Davis ("Davis™), Paramount's Chairman and Chief Executive Officer since 1983; Donald Oresman {"Oresman"},
Executive Vice-President, Chief Administrative Officer, and General Counsel; Stanley R. Jaffe, President and Chief
Operating Officer; and Ronald L. Nelson, Executive Vice President and Chief Financial Officer. Paramount's 11 outside
directors are distinguished and experienced business persons who are present or former senior executives of public
corporations or financial institutions. 4

4 Grace J. Fippinger, a former Vice President, Secretary and Treasurer of NYNEX Corporation, and director
of Pfizer, Inc., Connecticut Mutual Life Insurance Company, and The Bear Stearns Companies, Inc.

Trving R. Fischer, Chairman and Chief Executive Officer of HRH Construction Corporation, Vice Chaimman
of the New York City Chapter of the National Multiple Sclerosis Society, a member of the New York City
Holocaust Memorial Commission, and an Adjunct Professor of Urban Planning at Columbia University

Benjamin L. Hooks, Senior Vice President of the Chapman Company and director of Maxima Corporation

I. Bugh Liedtke, Chairman of Pennzoil Company
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Franz J. Lutolf, former General Manager and 2 member of the Executive Board of Swiss Bank Corporation,
and director of Grapha Holding AG, Hergiswil (Switzerland), Banco Santander (Suisse) $.A., Geneva, Diawa
Securities Bank (Switzerland), Zurich, Cheak Coast Helarb European Acquisitions S.A., Luxembourg
Internationale Nederlanden Bank (Switzerland), Zurich

James A. Pattison, Chairman and Chief Executive Officer of the Jim Pattison Group, and director of the
Toronto-Dominion Bank, Canadian Pacific Ltd., and Toyota’s Canadian subsidiary

Lester Pollack, General Partner of Lazard Freres & Co., Chief Executive Officer of Center Partners, and
Senior Managing Director of Corporate Partners, investment affiliates of Lazard Freres, director of Loews Cotp.,
CNA Financial Corp., Sunamerica Corp., Kaufiman & Broad Home Corp., Parlex Corp., Transco Energy
Company, Polaroid Corp., Continental Cablevision, Inc., and Tidewater Inc., and Trustee of New York
University

Irwin Schless, Senior Advisor, Marcus Schioss & Company, Inc.
Samuel J. Silberman, Retired Chairman of Consolidated Cigar Corporation

Lawrence M. Small, President and Chief Operating Officer of the Federal National Mortgage Association,
director of Fannie Mae and the Chubb Corporation, and trustee of Morehouse College and New York University
Medical Center

George Weissman, retired Chairmal_l and Consultant of Philip Mortis Companies, Inc., director of Avnet,
Incorporated, and Chairman of Lincoin Center for the Performing Arts, Inc.

[**9] [*38] Viacom is a Delaware corporation with its headquarters in Massachusetts. Viacom is controlled by
Sumner M. Redstone ("Redstone"), its Chairman and Chief Executive Officer, who owns indirectly approximately 85.2
percent of Viacom's voting Class A stock and approximately 69.2 percent of Viacom's nonvoting Class B stock through
National Amusements, Inc. ("NAI"), an entity 91.7 percent owned by Redstone. Viacom has a wide range of
entertainment operations, including a number of well-known cable television chanrels such as MTV, Nickelodeon,
Showtime, and The Movie Channel. Viacom's equity co-investors in the Paramount-Viacom transaction include
NYNEX Corporation and Blockbuster Entertzinment Corporation.

QVC is a Delaware corporation with its headquarters in West Chester, Pennsylvania. QVC has several large
stockholders, including Liberty Media Corporation, Comcast Corporation, Advance Publications, Inc., and Cox
Enterprises Inc. Barry Diller ("Diller™), the Chairman and Chief Executive Officer of QVC, is also a substantial
stockholder. QVC sells a variety of merchandise through a televised shopping channel, QVC has several equity
co-investors in: its proposed combination with [**#10] Paramount including BellSouth Corporation and Comcast
Corporation.

Beginning in the late 1980s, Paramount investigated the possibility of acquiring or merging with other companies
in the entertainment, media, or communications industry. Paramount considered such transactions to be desirable, and
perhaps necessary, in order to keep pace with competitors in the rapidly evolving field of entertainment and
communications. Consistent with its goal of strategic expansion, Paramount made a tender offer for Time Inc. in 1989
but was ultimately unsuccessful. See Paramount Communications, Inc. v. Time Inc., Del, Supr., 571 A.2d 1140 (1990)
("Time-Warner"),

2

Although Paramount had considered a possible combination of Paramount and Viacom as early as 1990, recent
efforts to explore such a transaction began at a dinner meeting between Redstone and Davis on April 20, 1993. Robert
Greenhilf ("Greenhill"), Chairman of Smith Bamey Shearson Inc. ("Smith Barney"), attended and heiped facilitate this
meeting. After several more meetings between Redstone and Davis, serious negotiations began taking place in sarly
July.
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1t was tentatively agreed that Davis would be the chief executive officer [**11} and Redstone wouid be the
controlling stockholder of the combined company, but the parties could not reach agreement on the merger price and the
terms of a stock option to be granted to Viacom. With respect to price, Viacom offered a package of cash and stock
(primarily Viacom Class B nonvoting stock) with 2 market value of approximately § 61 per share, but Paramount
wanted at least § 70 per share.

Shortly after negotiations broke dowr in July 1993, two notable events occurred. First, Davis apparently learned of
QVC's potental interest in Paramount, and told Diller over lunch on July 21, 1993, that Paramount was not for sale.
Second, the market value of Viacom's Class B nonvoting stock increased from § 46.875 on July 6 to $ 57.25 on August
20. QVC claims (and Viacom disputes} that this price increase was caused by open market purchases of such stock by
Redstone or entities controlled by him.

[*39] On August 20, 1993, discussions between Paramount and Viacom resumed when Greenhill arranged another
meeting between Davis and Redstone. After a short hiatus, the parties negotiated in carnest in early September, and
performed due diligence with the assistance of their financial advisors, [**12] Lazard Freres & Co. ("Lazard") for
Paramount and Smith Barney for Viacom. On September 9, 1993, the Paramount Board was informed about the status
of the negotiations and was provided information by Lazard, including an analysis of the proposed transaction.

On September 12, 1993, the Paramount Board met agair. and unanimously approved the Original Merger
Agreement whereby Paramount would merge with and into Viacom. The terms of the merger provided that each share
of Paramount common stock would be converted into 0.10 shares of Viacom Class A voting stock, 0.90 shares of
Viacom Class B nonvoting stock, and $ 9.10 in cash. In addition, the Paramount Board agreed to amend its "poison pill"
Rights Agreement to exempt the proposed merger with Viacom. The Original Merger Agreement also contained several
provisions designed to make it more difficult for a potential competing bid to succeed. We focus, as did the Court of
Chancery, on three of these defensive provisions: a "ne-shop" provision (the "No-Shop Provision"), the Termination
Fee, and the Stock Option Apreement.

First, under the No-Shop Provision, the Paramount Board agreed that Paramount would not solicit, encourage,
discuss, negotiate, [**13] or endorse any competing transaction unless: (a) a third party “makes an unsolicited written,
bona fide proposal, which is not subject to any material contingencies relating to financing"; and (b) the Paramount
Board determines that discussions or negotiations with the third party are necessary for the Paramount Board to comply
with its fiduciary duties.

Second, under the Termination Fee provision, Viacom would receive 2 $ 100 million termination fee if: (a)
Paramount terminated the Original Merger Agreement because of a competing transaction; (b) Paramount's
stockholders did not approve the merger; or (¢} the Paramount Board recommended a competing transaction.

The third and most significant deterrent device was the Stock Option Agreement, which granted to Viacom an
option to purchase approximately 19.9 percent (23,699,000 shares) of Paramount’s outstanding common stock at
69.14 per share if any of the triggering events for the Termination Fee occurred. In addition to the customary terms that
are normally associated with a stock option, the Stock Option Agreement contained two provisions that were both
unusual and highly beneficial to Viacom: (a) Viacom was permitted to pay for [**14} the shares with 2 senior
subordinated note of questionable matketability instead of cash, thereby avoiding the need to raise the § 1.6 billion
purchase price {the "Note Feature™); and (b) Viacom could elect to require Paramouat to pay Viacom in cash a sum
equal to the difference between the purchase price and the market price of Paramount's stock (the "Put Feature™.
Because the Stock Option Agreement was not "capped” to limit its maxiraum dollar value, it bad the potential to reach
(and in this case did reach) unreasonable leveis.

After the execution of the Original Merger Agreement and the Stock Option Agreement on September 12, 1993,
Paramount and Viacom announced their proposed merger. In a number of public statements, the parties indicated that
the pending transaction was a virtual certainty, Redstone described it as a "marriage” that would "never be torn asunder”
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and stated that only 2 "nuclear attack" could brezk the deal. Redstone also called Diller and John Malone of
Tele-Communications Inc., a major stockholder of QVC, to dissnade them from making a competing bid.

Despite these attempts to discourage a competing bid, Diller sent a letter to Davis on September 20, 1993,
proposing [**15] a merger in which QVC would acquire Paramount for approximately 3 80 per share, consisting of
0.893 shares of QVC comumon stock and $ 30 in cash. QVC also expressed its eagerness to meet with Paramount to
negotiate the details of a transaction. When the Paramount Board met on September 27, it was advised by Davis that the
Original Merger [*40] Agreement prohibited Paramount from having discussions with QVC (or anyone else) unless
certain conditions were satisfied. In particular, QVC had to supply evidence that its proposal was not subject to
financing contingencies. The Paramount Board was alsc provided information from Lazard describing QVC and its
proposal.

On October 5, 1993, QVC provided Paramount with evidence of QVC's financing. The Paramount Board then held
another meeting on October 11, and decided to authorize management to meet with QVC. Davis also informed the
Paramount Board that Booz-Allen & Hamilton ("Beoz-Allen"), a management consulting firm, had been retained o
assess, inter alia, the incremental earnings potentiaf from a Paramount-Viacom merger and a Paramount-QVC merger.
Discussions proceeded slowly, however, due to a delay in Paramount signing a confidentiality [**16] agreement. In
response to Paramount's request for information, QVC provided two binders of documents to Paramount on October 20.

On October 21, 1993, QVC filed this action and publicly announced an $ 80 cash tender offer for 51 percent of
Paramount's outstanding shares (the "QVC tender offer"). Each remaining share of Paramount common stock would be
converted into 1,42857 shares of QVC common stock in a second-step merger. The tender offer was conditioned on,
among other things, the invalidation of the Stock Option Agreement, which was worth over § 200 million by that point,
5 QVC contends that it had to commence a tender offer because of the slow pace of the merger discussions and the need
to begin seeking clearance under federal antitrust laws,

5 By November 15, 1993, the value of the Stock Option Agreement had increased to nearly $ 500 million
based on the § 90 QVC bid. See Court of Chancery Opinion, 635 A.2d at 1271.

Confronted by QVC's hostile bid, which on its face offered [¥*17] over § 10 per share more than the consideration
provided by the Original Merger Agreement, Viacom realized that it would need to raise its bid in order to remain
competitive. Within hours after QVC's tender offer was announced, Viacom entered into discussions with Paramount
concerning a revised transaction. These discussions led to serious negotiations concering a comprehensive amendment
to the original Paramount-Viacom transzction, In effect, the opportunity for a "new deal" with Viacom was at hand for
the Paramount Board. With the QVC hestile bid offering greater value to the Paramount stockholders, the Paramount
Board had considerable leverage with Viacom.

At a special meeting on October 24, 1993, the Paramount Board approved the Amended Merger Agreement and an
amendment to the Stock Option Agreement, The Amended Merger Agreement was, however, essentially the same as
the Original Merger Agreement, except that it included a few new provisions. One provision refated to an § 80 per share
cash tender offer by Viacom for 51 percent of Paramount's stock, and another changed the merger consideration so that
each share of Paramount would be converted into 0.20408 shares of Viacom Class [**181 A voting stock, 1.08317
ghares of Viacom Class B nonvoting stock, and 0.20408 shares of 2 new series of Viacom convertible preferred stock.
The Amended Merger Agreement also added a provision giving Paramount the right not to amend its Rights Agreement
to exempt Viacom if the Paramount Board determined that such an amendment would be inconsistent with its fiduciary
duties because another offer constituted a "better alternative.” ¢ Finally, the Paramount Board was given the power to
terminate the Amended Merger Agreement if it withdrew its recommendation of the Viacom transaction or
recommended a competing transaction.

6 Under the Amended Merger Agreement and the Paramount Board's resolutions approving it, no further
action of the Paramount Board would be required in order for Paramount's Rights Agreement to be amended. As
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2 result, the proper officers of the company were authorized to implement the amendment unless they were
instructed otherwise by the Paramount Board.

Although the Amended Merger Agreement [**19] offered more consideration to the Paramount stockholders and
somewhat more flexibility to the Pararmount Board than did the Original Merger Agreement, the defensive measures
designed to make a competing bid more difficult were not removed or modified. [*41] Inparticular, there is no
evidence in the record that Paramount sought to use its newly-acquired leverage to eliminate or modify the No-Shop
Provision, the Termination Fee, or the Stock Option Agreement when the subject of amending the Original Merger
Agreement was on the table.

Viacom's tender offer commenced on October 25, 1993, and QVC's tender offer was formally launched on October
27, 1993. Diller sent a letter to the Paramount Board on October 28 requesting an opportunity to negotiate with
Paramount, and Oresman responded the following day by agreeing to meet. The meeting, held on November 1, was not
very fruitful, however, after QVC's proposed guidelines for a "fair bidding process" were rejected by Paramount on the
ground that "auction procedures” were inappropriate and contrary to Paramount's contracmal obligations to Viacom.

On November 6, 1993, Viacom unilaterally raised its tender offer price to § 85 per share [**20] in cash and offered
a comparable increase in the value of the securities being proposed in the second-step merger. Ata telephonic meeting
held later that day, the Paramount Board agreed to recommend Viacom's higher bid to Paramount's stockholders.

QVC responded to Viacom's higher bid on November 12 by increasing its tender offer to $ 90 per share and by
increasing the securities for its second-step merger by a similar amount. In response to QVC's latest offer, the
Paramount Board scheduled a meeting for November 15, 1993. Prior to the meeting, Oresman sent the members of the
Paramount Board a document summarizing the "conditions and uncertainties” of QVC's offer. One director testified that
this document gave him a very negative impression of the QVC bid.

At its meeting on November 15, 1993, the Paramount Board determined that the new QVC offer was not in the best:
interests of the stockholders. The purported basis for this conclusion was that QVC's bid was excessively conditional.
The Paramount Board did not communicate with QVC regarding the status of the conditions because it believed that the
No-Shop Provision prevented such communication in the absence of firm financing. Several [**21] Paramount
directors also testified that they believed the Viacom transaction would be more advantageous to Paramount's future
business prospects than a QVC transaction. 7 Although a mumber of materials were distributed to the Paramount Board
describing the Viacom and QVC transactions, the only quantitative analysis of the consideration to be received by the
stockholders under each proposal was based on then-current market prices of the securities involved, not on the
anticipated value of such securities at the time when the stockholders would receive them. 8

7 This belief may have been based on a report prepared by Booz-Allen and distributed to the Paramount Board
at its October 24 meeting. The report, which relied on public information regarding QVC, concluded that the
synergies of a Paramount-Viacom merger were significantly superior to those of a Paramount-QVC merger.
QVC has labelled the Booz-Allen report as a "joke.”

8 The market prices of Viacom's and QVC's stock were poor measures of their actual values becauss such
prices constantly fluctuated depending upon which company was perceived to be the more likely to acquire
Paramount.

r*#22] The preliminary injunction hearing in this case took place on November 16, 1993. On November 19, Diller
wrote to the Paramount Board to inform it that QVC had obtained financing comumitments for its tender offer and that
there was no antitrust obstacle to the offer. On November 24, 1993, the Court of Chancery issued its decision granting a
preliminary injunction in favor of QVC and the plaintiff stockholders. This appeal foliowed.

II. APPLICABLE PRINCIPLES OF ESTABLISHED DELAWARE LAW

The General Corporation Law of the State of Delaware (the "Generzal Corporation Law™) and the decisions of this
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Court have repeatedty recognized the fundamental principie that the management of the business and affairs of a
Delaware corporation s entrusted to its directors, who are the duly elected and authorized representatives of the [*42]
stockholders. § Del. C. § 14i(a); Aronson v. Lewis, Del. Supr., 473 A.2d 803, 811-12 (1984); Pogostin v. Rice, Del.
Supr., 480 A.2d 619, 624 (1984). Under normal circumstences, neither the courts nor the stockholders should interfere
with the managerial decisions of the directors, The business judgment rule embodies the deference to which [*¥23]
such decisions are entitled. Aronson, 473 A.2d at 812.

Nevertheless, there are rare situations which mandate that a court take 2 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. ¥ The decisions of this Court have clearly established the circumstances where
such enhanced scrutiny will be applied. £.g., Unocal, 493 4.2d 946, Moran v. Household Int'l, Inc., Del, Supr., 500
A.2d 1346 (1985}, Revion, 506 A.2d 173, Mills Acquisition Co. v. Macmillan, Inc., Del. Supr., 559 A.2d 1261 (1989}
Gilbert v. El Paso Co., Del. Supr., 575 4.2d 113] (1990). The case at bar implicates two such circumstances: (1) the
approval of a transaction resulting in a sale of control, and (2) the adoption of defensive measures in response to a threat
to corporate control.

9 Where actual self-interest is present and affects a majority of the directors approving a transaction, a court
will apply even more exacting scrutiny to determine whether the transaction is entirely fair to the stockholders.
E.g., Weinberger v. UOP, Inc., Del. Supr., 457 A.2d 701, 710-11 (1983); Nixon v. Blackweil, Del. Supr., 626
A.2d 1366, 1376 {1993).

A. The Significance of a Sale or Change 1¢ of Control

10 For purposes of our December 9 Order and this Opinion, we have used the terms "sale of control” and
"change of control" interchangeably without intending any doctrinal distinction.

When a majority of a corporation's voting shares are acquired by a single person or entity, or by a cohesive group
acting together, there is a significant diminution i the voting power of those who thereby become minority
stockholders. Under the statutory framework of the General Corporation Law, many of the most fundamental corporate
changes can be implemented only if they are approved by a majority vote of the stockholders. Such actions include
elections of directors, amendments to the certificate of incorporation, mergers, consolidations, sales of all or
substantially all of the assets of the corporation, and dissolution, & Del. C. §§ 211, 242, 251-258, 263, 271, 275. Because
of the overriding importance of voting rights, this Court and the Court [**25] of Chancery have consistently acted to
protect stockholders from unwarranted interference with such rights, !1

11 See Schnell v. Chris-Craft Indus., Inc., Del. Supr., 285 4.2d 437, 439 (1971) (holding that actions taken by
management to manipulate corporate machinery "for the purpose of obstructing the legitimate efforts of
dissident stockholders in the exercise of their rights fo undertake a proxy contest against management" were
"contrary to established principles of corporate democracy" and therefore invalid); Giuricich v. Emtrol Corp.,
Del. Supr., 449 A.2d 232, 239 (1982) (hoiding that "careful judicial scrutiny will be given a situation in which
the right to vote for the election of successor directors has been effectively frustrated™); Centanr Partners, IV v.
Nat'l Intergroup, Del. Supr., 582 A.2d 923 (1990} (holding that supermajority voting pravisions must be clear
and unambiguous because they have the effect of disenfranchising the majority); Stroud v. Grace, Del, Supr.,
606 A.2d 75, 84 (1992) (directors' duty of disclosure is premised on the importance of stockholders being fully
informed when voting on a specific matter); Blasius Indus., Inc. v. Atlas Corp,, Del. Ch., 564 4.24 651, 659 n. 2

(1988) ("Delaware courts have long exercised a most sensitive and protective regard for the free and effective
exercise of voting rights."). ‘
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[**26] In the absence of devices protecting the minority stockholders, 12 gtockholder votes are likely to become
mere formalities where there is a majority stockholder. For example, minority stockholders can be deprived of a
continuing equity interest in their corporation by means of a cash-out merger. Weinberger, [*43] 457 A.2d at 703.
Absent effective protective provisions, minority stockholders must rely for protection solely on the fiduciary duties
owed to them by the directors and the majority stockholder, since the minority stockholders have lost the power to
influence corporate direction through the ballot. The acquisition of majority status and the consequent privilege of
exerting the powers of majority ownership come at a price. That price is usually 2 control premium which recognizes
not only the value of a control block of shares, but also compensates the minority stockholders for their resulting loss of
voting power,

12 FExamples of such protective provisions are supermajority voting provisions, majority of the minority
requirements, etc. Although we express no opinion on what effect the inclusion of any such stockholder
proteciive devices would have had in this case, we note that this Court has upheld, under different
circumstances, the reasonableness of a standstill agreement which limited a 49.9 percent stockholder to 40
percent board representation. Jvanhoe, 535 4.2d at 1343.

[**27] In the case before us, the public stockholders (in the aggregate) cwrently own a majority of Paramount's
voting stock. Control of the corporation is not vested in 2 single person, entity, or group, but vested in the fluid
aggregation of unaffiliated stockholders. In the event the Paramount-Viacom transaction is consummated, the public
stockholders will receive cash and a minotity equity voting position in the surviving corporation. Following such
consummation, there will be a controlling stockholder who will have the voting power to: (a) elect directors; (b) cause a
break-up of the corporation: (c) merge it with another compeny, (d) cash-out the public stockholders: (e) amend the
certificate of incorporation; (f) sell all or substantially all of the corporate assets; ar (g) otherwise alter materially the
nature of the corporation and the public stockholders' interests. Irrespective of the present Paramount Board's vision of a
long-term strategic alliance with Viacom, the proposed sale.of control would provide the new confrolling stockholder
with the power to alter that vision.

Because of the intended sale of control, the Paramount-Viacom transaction has economic consequences of [**28]
considerable significance to the Paramount stockholders. Once control has ghifted, the current Paramount stockholders
will have no leverage in the firture to demand another control premium. As a result, the Paramount stockholders are
entitled to receive, and should receive, a control preraium and/or protective devices of significant value. There being no
such protective provisions in the Viacom-Paramount transaction, the Paramount directors had an obligation to take the
maximum advantage of the current opportunity to realize for the stockholders the best value reasonably available.

B. The Obligations of Directors in a Sale or Change of Control Transaction

The consequences of a sale of control impose special obligations on the directors of a corporation. 13 In particular,
they have the obligation of acting reasonably to seek the transaction offering the best value reasonably available to the
stockholders. The courts will apply enhanced scrutiny to ensure that the directors have acted reasonably. The
obligations of the directors and the enhanced scrutiny of the courts are well-established by the decisions of this Court.
The directors' fiduciary duties in a sale of control [**29] context are those which generally attach. In short, "the
directors must act in accordance with their fundamental duties of care and loyalty." Barkan v. Amsted Indus., Inc., Del.
Supr., 567 A.2d 1279, 1286 (1989). As we held in Macmillan:

It is basic to our law that the board of directors has the ultimate responsibility for managing the
business and affairs of a corporation. In discharging this function, the directors owe fiduciary duties of
care and loyalty to the corporation and its shareholders, This unremitting obligation extends equally to
beard conduct in a sale of corporate control.

[*44] 559 A.2d at 1280 (emphasis supplied) (citations omittad).
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13 We express no opinion on any scenario except the actual facts before the Court, and our precise holding
herein, Unsolicited tender offers in other contexts may be governed by different precedent. For example, where a
potential sale of control by a corporation is not the consequence of a board's action, this Court has recognized -
the prerogative of 2 board of directors to resist a third party's unsolicited zcquisition proposal or offer. See
Pogostin, 480 A.2d at 627; Time-Warner, 571 A,2d at 1152 Bevshad v. Curtiss-Wright Corp., Del. Supr., 535
A.2d 840, 845 (1987); Macmillan, 559 A.2d at 1285 n, 35. The decision of a board to resist such an acquisition,
like alf decisions of a properly-functioning board, must be informed, Unocal, 493 A.2d at 954-35, and the
circumstances of éach particular case will determine the steps that a board must take to infortn itself, and what
other action, if any, is required as a matter of fiduciary duty.

[**30] In the sale of control context, the directors must focus on one primary objective--to secure the transaction
offering the best value reasonably available for the stockholders--and they must exercise their fiduciary duties to further
that end. The decisions of this Court have consistently emphasized this goal. Revion, 506 4.2d a1 182 {("The duty of the
board . .. [is] the maximization of the company's value at a sale for the stockholders' benefit."}; Macmillan, 559 A.2d at
1288 ("In a sale of corporate control the responsibility of the directors is to get the highest value reasonably attainable
for the sharehelders.”); Barkan, 567 A.2d at 1286 ("The board must act in a neutral manner to encourage the highest
possibie price for shareholders."). See also Wilmington Trust Co. v. Coulter, Del. Supr., 41 Del. Ch. 548, 200 A.2d 441,
448 (1964) (in the context of the duty of a trustee, "when all is equad . . . it is plain that the Trustze is bound to obtain the
best price obtainable™).

In pursuing this objective, the directors must be especially diligent. See Citron v. Fairchild Camera and Instrument
Corp., Del. Supr., 569 A.2d 53, 66 {1989} (discussing "a board's [**31] active and direct role in the sale process™). [n
particulat, this Court has stressed the importance of the board being adequately informed in negotiating a sale of
control: "The need for adequate information is central to the enli ghtened evaluation of a fransaction that a board must
make." Barkan, 567 A.2d at 1287. This requirement is consistent with the general principle that "directors have a duty to
inform themselves, prior to making a business decision, of all material information reasonably available to them."
Aronson, 473 A.2d at 812. See also Cede & Co. v. Technicolor, Inc., Del. Supr., 634 4.2d 345, 367 (1993); Smithv. Van
Gorkom, Del. Supr., 488 A.2d 858, 872 (1985). Moreover, the role of outside, independent directors becomes
particularly tmportant because of the magnitude of a sale of control transaction and the possibility, in certain cases, that
management may not necessarily be impartial. See Macmillan, 559 4.2d at 1285 (requiring "the intense scrutiny and
participation of the independent directors™).

Barkan teaches some of the methods by which a board can fulfill its obli gation to seek the best value reasonably
available to the stockholders. [**32] 567 4.2d at 1286-87. These methods are designed to determine the existence and
viability of possible alternatives. They include conducting an auction, canvassing the market, etc. Delaware law
recognizes that there is "no single blueprint" that directors must follow. 567 A.2d azr 1286-128 7; Citron 569 4.2d at 68,
Macmillan, 559 A.2d at 1287,

In determining which alternative provides the best value for the stockholders, a board of directors is not limited to
consideting onty the amount of cash involved, and is not required to ignore totally its view of the future value of a
strategic alliance. See Macmillan, 559 A.2d a1 1282 n. 29. Instead, the directors should anatyze the entire situation and
evaluate in a disciplined manner the consideration being offered. Where stock or other non-cash consideration is
involved, the board should try to quantify its value, if feasible, to achieve an objective comparison of the alternatives, 14
In addition, the board may assess a variety of practical considerations relating to each alternative including:

(an offer's] faimess and feasibility; the proposed or actual financing for the offer, and the consequernces
of that financing; [**33] questions of illegality; . . . the risk of non-consummation,; . . . the bidder's
identity, prior background and other business venture experiences; and the bidder's business plans for the
corporation and their effects on stockholder intarests.

Macmillan, 559 A.2d at 1282 n. 29. These considerations are important because the selection of one alternative may
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permanently foreclose other opportunities. While the assessment of these factors may be complex, [*45] the board's
goal is straightforward: Having informed themselves of all material information reasonably available, the directors must
decide which alternative is most likely to offer the best value reasonably available to the stockholders.

14 When assessing the value of non-cash consideration, a board should focus on its value as of the date it will
be received by the stockholders. Normally, such value will be determined with the assistance of experts using
generally accepted methods of valuation. See In re RJR Nabisco, Inc. Shareholders Litig., 1989 Del. Ch. LEXIS
9, Del. Ch., C.A. No. 10389, Allen, C. (Jan. 31, 1989), reprinted at /4 Del. J. Corp. L. 1132, 1161.

[¥*34]

C. Enhanced Judicial Scrutiny of 2 Sale or Change of Control Transaction

Board action in the circumstances presented here is subject to enhanced scrutiny. Such scrutiny is mandated by: (2)
the threatened diminution of the current stockholders' voting power; (b) the fact that an asset belonging to public
stockholders (a control premium) is being soid and may never be available again: and (¢} the traditional concern of
Delaware courts for actions which impair or impede stockholder voting rights (see supra note 11). In Macmillan, this
Court held:

‘When Revion duties devolve upon directors, this Court will contimue to exact an enhanced judicial
scrutiny at the threshold, as in Unocal, before the normal presumptions of the business judgment rle
will apply. 13

559 4.2d at 1288. The Maemillan decision articulates a specific two-part test for analyzing board action where
competing bidders are not treated equally: 16 ,

In the face of disparate freatment, the trial court must first examine whether the directors properly
perceived that shareholder interests were enhanced. In any event the board's action xmst be reasonable in
relation to the [**35] advantage sought to be achieved, or conversely, to the threat which a particular bid
allegedly poses to stockholder interests.

Id. See also Roberts v. General Instrument Corp., 1990 Del. Ch. LEXIS 138, Del. Ch, C.A. No. 11639, Allen, C. (Aug.
13, 1990), reprinted at 16 Del. J. Corp. L. 1540, 1554 ("This enhanced test requires a judicial judgment of
reasonableness in the circumstances.").

15 Because the Paramount Board acted unreasonably as to process and result in this sale of control situation,
the business judgment rule did not become operative.

16 Before this test is invoked, "the plaintiff must show, and the trial court must find, that the directors of the

target company treated ene or more of the respective bidders on unequal termes." Macmillan, 359 4.2d o 1288.

The key features of an enhanced scrutiny test are: () a judicial determination regarding the adeguacy of the
decisionmaking process employed by the directors, including the information on which the directors based their
decision; and (b) a judicial [**36] examination of the reasonableness of the directors' action in light of the
circumstances then existing. The directors have the burden of proving that they were adequately informed and acted
reascnably.

Although an enhanced scrutiny test involves a review of the reasonableness of the substaniive merits of a board's
actions, 7 a court should not ignore the complexity of the directors' task in a sale of control. There are mary business
and financial considerations implicated in investigating and selecting the best value reasonably available. The board of
directors is the corporate decisionmaking body best equipped to make these judgments. Accordingly, a court applying
enhanced judicial scrutiny should be deciding whether the directors made a reasonable decision, not a perfect decision.
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1fa board selected one of several reasonable alternatives, a court should not second-guess that choice even though it
might have decided otherwise or subsequent events may have cast doubt on the board's determination. Thus, courts will
not substitute their business judgment for that of the directors, but will determine if the directors' decision was, on
balance, within a range of rezsonableness. [**37] [*46] See Unocal, 493 A.2d at 955-56; Macmillan, 559 A.2d ot
1288, Nixon, 626 A.2d at 1378,

17 It is to be remembered that, in cases where the traditional business judgment rule is applicable and the

board acted with due care, in good faith, and in the honest belief that they are’acting in the best interests of the
stockholders (which is not this case), the Court gives great deference to the substance of the directors' decision
and will not invalidaie the decision, will not examine its reasonableness, and "wil! not substitute our views for
those of the board if the latter's decision can be 'attributed to any rational business purpose." Unocal, 493 A.2d

at 949 (quoting Sinclair Oil Corp. v. Levien, Del, Supr., 280 A.2d 717, 720 (1971)). See Aronson, 473 A.2d at
812.

D. Revion and Time-Warner Distinguished

The Paramount defendants and Viacom assert that the fiduciary obligations and the enhanced Jjudicial serutiny
discussed above are not implicated in this [**38] case in the absence of a "break-up” of the corporation, and that the
order granting the preliminary injunction should be reversed, This argument is based on their erroneous interpretation of
our decisions in Revior and Time-Warner.

In Revion, we reviewed the actions of the board of directors of Revlon, Inc. ("Revlon'), which had rebuffed the
overtures of Pantry Pride, Inc. and had instead entered into an agresment with Forstmann Little & Co. {"Forstmann'"
providing for the acquisition of 100 percent of Revlon's outstanding stock by Forstmann and the subsequent break-up of
Revlon. Based on the facts and circumstances present in Revion, we held that "the directors' role changed from
defenders of the corporate bastion to auctioneers charged with getting the best price for the stockholders at 2 sale of the
company.” 306 4.2d ai 182, We further held that "when a board ends an intense bidding contest on an insubstantial
basis, . . . [that] action cannot withstand the enhanced scrutiny which Unocal requires of director conduct." 506 A4.2d at
184.

It is true that one of the circumstances bearing on these holdings was the fact that "the break-up of the company . . .
had [**39] become a reality which even the directors embraced." 506 4. 2d at 782. It does not follow, however, thata
“break-up" must be present and “inevitable" before directors are subject to enhanced judicial scrutiny and are required
to pursue a transaction that is calculated to produce the best value reasonably available to the stockholders. In fact, we
stated in Revion that "when bidders make relatively similar offers, or dissolution of the company becomes mevitable,
the directors cannot fulfill their enhanced Unocal duties by playing favorites with the contending factions." 506 4.2d ar
/84 (emphasis added). Revion thus does not hold that an inevitable dissolution or "break-up" is necessaty.

The decisions of this Court following Revion reinforced the applicability of enhanced scrutiny and the directors'
obligation to seek the best value reasonably available for the stockholders where there is a pending sale of control,
regardless of whether or not there is to be a break-up of the corporation, In Macmillan, this Court held:

We stated in Revlon, and again here, that in a sale of corporate control the responsibility of the
directors is to get the highest [**40] value reasonahbly attainable for the shareholders.

559 A.2d at 1288 (emphasis added). In Barkan, we observed further:
We believe that the general principles announced in Revion, in Unocal Corp. v. Mesa Petroleum Co.,,
Del. Supr., 493 A.2d 946 (1985), and in Moran v. Household International, Inc., Del. Supr., 500 4.2d
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1346 (1985) govern this case and every case in which a fundamental change of corporate contrel
pceurs or is contemplated.

567 A.2d at 1286 (emphasis added).

Although Macmillan and Barkan are clear in holding that a change of control imposes on directors the cbligation to
obtain the best value rgasonably available to the stockholders, the Paramount defendants have interpreted our decision
in Time-Warner as requiring a corporate break-up in order for that obligation to apply. The facts in Time-Warner,
however, were quite different from the facts of this case, and refuie Paramount's position here. In Time-Warner, the
Chancellor held that there was no change of control in the original stock-for-stock merger between Time and Warmer
because Time would be owned by a fluid aggregation of unaffiliated stockholders [**41] both before and after the
merger:

If the appropriate inquiry is whether 2 change in control is contemplated, the answer must be sought in
the speeific circumstances surrounding the transaction. Surely under some circumstances a stock for
stock merger could refiect a transfer of corporate control. That would, for example, plainty be the case
here if Warner were a private company. But where, as [*47] here, the shares of both constituent
corporations are widely beld, corporate control can be expected to remain unaffected by a stock for stock
merger. This in my judgment was the situation: with respect to the original merger agreement. When the
specifics of that situation are reviewed, it is seen that, aside from legal technicalities and aside from
arrangements thought to enhance the prospect for the ultimate succession of {Nicholas J. Nicholas, Jr.,
president of Time], neither corporation could be said to be acquiring the other. Control of both
remained in a large, fluid, changeable and changing market,

The existence of a control block of stock in the hands of a single sharsholder or a group with loyalty
to each other does have real consequences to the financial value [¥*42] of "minority” stock. The law
offers some protection to such shares through the imposition of a fiduciary duty upon controlling
shareholders. But here, effeciuation of the merger would not have subjected Time shareholders to
the risks and consequences of holders of mincrity shares. This is a refiection of the fact that no
control passed to anyone in the transaction contemplated. The shareholders of Time would have
"guffered” dilnion, of course, but they would suffer the same type of dilution upon the public
distribution of new stock.

Pargmount Communications Inc. v. Time Inc., Del. Ch., No, 10866, Allen, C. (July 17, 1989), reprinted at 15 Del. J.
Corp. L. 700, 739 (emphasis added). Moreover, the transaction actually consummated in Time-Warner was not a
merget, as originalty planned, but a sale of Warner's stock to Time.

In our affirmance of the Court of Chancery's well-reasoned decision, this Court held that "The Chancellor's findings
of fact are supported by the record and his conclusion is correct as a matter of law." 577 4.2d ar 1150 {emphasis
added). Nevertheless, the Paramount defendants here have argued that a break-up is a requirement and have focused
[#*43] on the following language in our Time-Warner decision:

However, we premise our rejection of plaintiffs' Revion claim on different grounds, namely, the
absence of any substantial evidence to conclude that Time's board, in negotiating with Warner, made the
dissolution or break-up of the corporate entity inevitable, 25 was the case in Revion.

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

Id. ar 1150 (emphasis added) (citation and footnote amitted).

The Paramount defendants have misread the holding of Time-Warner. Contrary to their argument, our decision in
Time-Warner expressly states that the two general scenarios discussed in the above-quoted [**44] paragraph are not the
only instances where "Revion duties" may be implicated. The Paramount defendants' argument totally ignores the
phrase "without excluding other pessibilities." Moreover, the instant case is clearly within the first general scenario set
forth in Time-Warner. The Paramount Board, albeit unintentionally, had "initiated an active bidding process seeking to
sell itsel" by agreeing to sell control of the corporation to Viacomn in circumstances where another potential acquiror
(QVC) was equally interested in being a bidder.

The Paramount defendants' position that both a change of control and a break-up are required must be rejected.
Such a holding would unduly restrict the application of Revior, is inconsistent with this Court's decisions in Barian and
Macmillan, and has no basis in policy. There are few events that have a more significant impact on: the stockholders
than a sale of control or a cerporate break-up. Each event represents a fundamental [*48] (and perhaps irrevocable)
change in the nature of the corporate enterprise from a practical standpoint. It is the significance of each of these events
that justifies: [**45] (a} focusing on the directors’ obligation to seek the best value reasonabiy available to the
stockholders; and (b) requiring a close scrutiny of board action which could be contrary to the stockholders® interests.

Accordingly, when a corporation undertakes a transaction which will cause: (a) a change in corporate control; or
(b) a break-up of the corporate entity, the directors' obligation is to seek the best value reasonably available to the
stockholders. This obligation arises because the effect of the Viacom-Paramount transaction, if consummated, is to shift
control of Paramount from the public stockholders to a controlling stockholder, Viacom. Neither Time-Warner nor any
other decision of this Court holds that a *break-up" of the company is essential to give rise to this obligation where there
is a sale of control.

Y. BREACH OF FIDUCIARY DUTIES BY FARAMOUNT BOARD

We now tum (o duties of the Paramount Board under the facts of this case and our conclusions as to the breaches of
those duties which warrant injunctive relief,

A, The Specific Obligations of the Paramount Board

Under the facts of this case, the Paramount directors had the obligation: [**46] (2) to be diligent and vigilant in
examining critically the Paramount-Viacom transaction and the QVC tender offers; (b) to act in good faith; (c) to
obtain, and act with due care or, all material information reasonably available, including information necessary to
compare the two offers to determine which of these transactions, or an alternative course of action, would provide the
best value reasonably available to the stockholders; and (d) to negotiate actively and in good faith with both Viacom
and QVC to that end.

Having decided to sell control of the corporation, the Paramount directors were required to evaluate critically
whether or not all material aspects of the Paramount-Viacom transaction (separately and in the aggregate) were
reasonable and in the best interests of the Paramount stockholders in light of current circumstances, incinding; the
change of control premium, the Stock Optior: Agreement, the Termipation Fee, the coercive nature of both the Viacom
and QVC tender offers, !8 the No-Shop Provision, and the proposed disparate use of the Rights Agreement as to the
Viacom and QVC tender offers, respectively.

18 Both the Viacom and the QVC tender offers were for 51 percent cash and a "back-end” of various
securities, the value of each of which depended on the fluctuating value of Viacom and QVC stock at any given
time. Thus, both tender offers were two-tiered, front-end loaded, and coercive. Such coercive offers are
inherently problematic and should be expected to receive particularly careful analysis by a target board. See
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Unocal, 493 4.2d at 936,

[**47] These obligations necessarily implicated varions issues, including the guestions of whether or not those
provisions and other aspects of the Paramount-Viacom transaction (separately and in the aggregate): {(a) adversely
affected the value provided to the Paramount stockholders; (b) inhibited or encouraged alternative bids; (c) were
enforceable contractual obligations in light of the directors' fiduciary duties; and (d) in the end would advance or retard
the Parameount directors’ obligation to secure for the Paramount stockholders the best value reasonably available under
the circumstances. ‘

The Paramount defendants contend that they were preciuded by certain contractual provisions including the
No-Shop Provision, from negotiating with QVC or secking alternatives. Such provisions, whether or not they are
presumptively valid in the abstract, may not validly define or limit the directors’ fiduciary duties under Delaware law or
prevent the Paramount directors from carrying out their fiduciary duties under Delaware law. To the extent such
provisions are inconsistent with those duties, they are invalid and unenforceable. See Revion, 506 A.2d at 184-835.

Since the Paramount directors [**48] had already decided to sell control, they had an obligation [*49] to continue
their search for the best value reasonably available to the stockholders. This continuing obligation included the
responsibility, at the October 24 board meeting and thereafter, to evaluate critically both the QVC tender offers and the
Paramount-Viacom transaction to determine if: (a) the QVC tender offer was, or would continue to be, conditional; (b)
the QVC tender offer could be improved; (c) the Viacom tender offer or other aspects of the Paramount-Viacom
transaction could be improved; (d) each of the respective offers would be reasonably likely to come to closure, and
under what circumstances; (g) other material information was reasonably available for consideration by the Paramount
directors; (f} there were viable and realistic alternative courses of action; and (g) the timing constraints could be
managed so the directors could consider these matters carefully and deliberately.

B. The Breaches of Fiduciary Duty by the Paramount Board

The Paramount directors made the decision on September 12, 1993, that, in their judgment, a strategic merger with
Viacom on the economic terms of the Original [**49] Merger Agreement was in the best interests of Paramount and its
stockholders. Those terms provided a modest change of control premium to the stockholders. The directors also decided
at that time that it was appropriate to agree to certain defensive measures (the Stock Option Agreement, the Termination
Fee, and the No-Shop Provision) insisted upon by Viacom as part of that econornic transaction. Those defensive
measures, coupled with the sale of control and subsequent disparate treatment of competing bidders, implicated the
judicial serutiny of Unocal, Revion, Macmillan, and their progeny. We conclude that the Paramount directors' process
was not reasonable, and the result achieved for the stockholders was not reascnable under the circumstances.

‘When entering into the Original Merger Apreement, and thereafter, the Paramount Board clearly gave insufficient
attention to the potential consequences of the defensive measures demanded by Viacom. The Stock Option Agreement
had a number of unusual and potentially "draconian" 1% provisions, including the Note Feature and the Put Feature.
Furthermore, the Termination Fee, whether or not unreasonable by itself, clearly made Paramount less [**50] attractive
to other bidders, when coupled with the Stock Option Agreement. Finally, the No-Shop Provision inhibited the
Paramount Board's ability to negotiate with other potential bidders, particularly QVC which had already expressed an
interest in. Paramount, 20

19 The Vice Chancellor so characterized the Stock Option Agreement. Court of Chancery Opinion, 635 A.2d
at 1272, We express no opinion whether a stock option agreement of essentially this magnitude, but with a
reasonable "cap" and without the Note and Put Features, would be valid or invalid under other circumstances.
See Hecco Ventures v. Sea-Land Corp., 1986 Del. Ch. LEXIS 421, Del. Ch., C.A. No. 8486, Jacobs, V.C. (May
19, 1986) (21,7 percent stock option); [n re Vitalink Communications Corp. Shareholders Litig., Del. Ch., C.A.
No. 12085, Chandier, V.C. (May 16, 1990) (19.9 percent stock option).

20 We express no opinion whether certain aspects of the No-Shop Provision here could be valid in another
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context. Whether or not it could validly have operated here at an early stage solely to prevent Paramount from
actively “shopping” the company, it could not prevent the Paramount directors from carrying out their fiduciary
duties in considering unsolicited bids or in negotiating for the best value reasonably available to the
stockholders. Macmillan, 559 A.2d ar 1287. As we said in Barkan: "Where a board has no reasonable basis upon
which to judge the adequacy of a contemplated transaction, a no-shop restriction gives rise to the inference that
the board seeks to forestall competing bids." 567 4.2d ar 1288. See also Revion, 506 A.2d ar 184 (holding that
"the no-shop provision, like the lock-up option, while not per se illegal, is impermissible under the Unocal
standards whén a board's primary duty becomes that of an auctioneer responsibie for selling the company to the
highest bidder™).

[**51] Throughout the applicable time period, and especially fram the first QVC merger proposal on September
20 through the Paramount Board meeting on November 15, QVC's interest in Paramount provided the opportunity for
the Paramount Board to seck significantly higher value for the Paramount stockholders than that being offered by
Viacom. QVC persistently demonstrated its intention to meet and exceed the Viacom offers, and [*50] frequently
expressed its willingness to negotiate possible further increases,

The Paramount directors had the opportunity in the October 23-24 time frame, when the Original Merger
Agreement was renegotiated, o take appropriate action to modify the improper defensive measures as wel} as to
improve the economic terms of the Paramount-Viacom transaction. Under the circumstances existing at that time, it
should have been clear to the Paramount Board that the Stock Option Agreement, coupled with the Termination Fee and
the No-Shop Clause, were impeding the realization of the best value reasonably available ta the Paramourit
stockholders, Nevertheless, the Paramount Board made no effort to eliminate or modify these counterproductive
devices, and instead continued [**52] to cling to its vision of a strategic alliance with Viacom. Moreover, based on
advice from the Paramount management, the Paramount directors considered the QVC offer to be "conditional” and

asserted that they were precluded by the No-Shop Provision from seeking more information from, or negotiating with,
QVC.

By November 12, 1993, the value of the revised QVC offer on its face exceeded that of the Viacom offer by over §
1 billion at then current values. This significant disparity of value cannot be justified on the basis of the directors' vision
of future strategy, primarily because the change of control would supplant the authority of the current Paramount Board
to continue to hold and implement their strategic vision in any meaningful way. Moreover, their uninformed process
had deprived their strategic vision of much of its credibility. See Van Gorkom, 488 A.2d at 872; Cede v. Technicolor,
634 A.2d at 367; Hanson Trust PLC v. ML SCM Acquisition Inc., 2d Civ., 781 F.2d 264, 274 (1986).

When the Paramount directors met on November 15 to consider QVC's increased tender offer, they remained
prisoners of their own misconceptions and missed opportunities to eliminate the [**53] restrictions they had imposed
on themselves. Yet, it was not "too late" to reconsider negotiating with QVC. The circumstances existing on November
15 made it clear that the defensive measures, taken as a whole, were problematic: {a) the No-Shap Provision could not
define or limit their fiduciary duties; (b) the Stock Option Agreement had become "draconian"; and (¢) the Termination
Fee, in context with all the circumstances, was similarly deterring the realization of possibly higher bids. Nevertheless,
the Paramount directors remained paralyzed by their uninformed belief that the QVC offer was “illusory." This final
opportunity to negotiate on the stockholders' behalf and to fulfill their obligation to seek the best value reasonably
available was thereby squandered. 21

21 The Paramount defendants argue that the Court of Chancery erred by assuming that the Rights Agreement
was "pulled” at the November 15 meeting of the Paramount Board. The problem with this argument is that,
under the Amended Merger Agreement and the resolutions of the Paramount Board related thereto, Viacom
would be exempted from the Rights Agreement in the absence of further action of the Paramount Board and no
further meeting had been scheduled or even contemplated priot $o the closing of the Viacom tender offer. This
failure to schedule and hold & meeting shortly before the closing date in order to make a final decision, based on
all of the information and circumstances then existing, whether to exempt Viacom from the Rights Agreement
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clear. In other cases they may be less clear. The holding of this case on its facts, coupled with the holdings of the
principal cases discussed herein where the issue of sale of control is implicated, should provide a workable precedent
against which to measure fuiure cases,

For the reasons set forth herein, the November 24, [**58] 1993, Order of the Court of Chancery has been
AFFIRMED, and this matter has been REMANDED for proceedings consistent herewith, as set forth in the December
9, 1953, Order of this Court.

ADDENDUM

The record in this case 1s extensive. The appendix filed in this Court comprises 15 volumes, totalling some 7251
pages. It includes [*52] substantial deposition testimony which forms part of the factual record before the Court of
Chanecery and before this Court. The members of this Court have read and considered the appendix, including the -
deposition testimony, in reaching its decision, preparing the Order of December 9, 1993, and this opinion. Likewise, the
Vice Chancellor's opinion revealed that he was thoroughly familiar with the entire record, including the deposition
testimony. As noted, 637 4.2d 34, 37, note 2, the Court has commended the parties for their professionalism in
conducting expedited discovery, assembling and organizing the record, and preparing and presenting very helpful briefs,
a joint appendix, and oral argument.

The Court is constrained, however, to add this Addendum. Although this Addendurm has no bearing on the outcome
of the case, it relates to a serious [*#59] issue of professionalism involving deposition practice in proceedings in
Delaware trial courts. 23

23 We raise this matter sua sponte as part of our exclusive supervisory responsibility to regulate and enforce
appropriate conduct of lawyers appearing in Delaware proceedings. See in re Infotechnology, Inc. Shareholder
Litig., Del. Supr., 582 A.2d 215 (1990); In re Nernno, Del. Supr., 472 A.2d 815, 819 (1983); In re Green, Del.
Supr.,, 464 A.2d 881, 885 (1983), Delaware Optometric Corp. v. Sherwood, Del. Supr., 36 Del. Ch. 223, 128
A.2d 812 (1957); Darling Apartment Co. v. Springer, Del. Supr., 25 Del. Ch. 420, 22 A.2d 397 (1941). Normally
our supervision relates to the conduct of mermbers of the Delaware Bar and those admitted pro hac vice. Our
responsibility for supervision is not confined to lawyers who are members of the Delaware Bar and those
admitted pro hac vice, however. See In re Metviner, Del. Supr., Misc. No. 256, Christie, C.J, (July 7, 1989 and
Ang. 22, 1989) (ORDERS). Our concem, and our duty to ingist on appropriate conduct in any Delaware
proceeding, including out-of-state depositions taken in Delaware litigation, extends to all lawyers, litigants,
witnesses, and others.

[**60] The issue of discovery abuse, including lack of civility and professional misconduct during depositions, is
a matter of considerable concern to Delaware courts and courts around the nation. 24 One particular instance of
misconduct during 2 deposition in this case demonstrates such an astonishing lack of professionalism and civility that it
is worthy of special note here as a lesson for the future—-a lesson of conduct not to be tolerated or repeated.

24 Justice Sandra Day O'Connor recently highlighted the national concem about the deterioration in civility in
a speech delivered on December 14, 1993, to an American Bar Association group on "Civil Justice
Improvements."

I believe that the justice system cannot function effectively when the professionals charged with
administering it cannot even be polite to one another. Stress and frustration drive down
productivity and malke the process more time-consuming and expensive. Many of the best peaple
get driven away from the field, The profession and the system itself lose esteem in the public's
gyes.
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was inconsistent with the Paramount Board's responsibilities and does not provide a basis to chalienge the Court
of Chancery's decision.

[**54] IV. YIACOM'S CLAIM OF VESTED CONTRACT RIGHTS

Viacom argues that it had certain "vested" contract rights with respect to the No-Shop Provision and the Stock
Option Agreement. 22 In effect, Viacom's argument is that the Paramount directors could enter into an agreement in
viclation of their fiduciary duties and then render Paramount, and ultimately its stockholders, liable for failing to carry
out an agreement in violation of those duties. Viacom's protestations about vested rights are without merit. This Court
has found that those defensive measures were improperly designed to deter potential bidders, and that [*51] such
measures do not meet the reasonableness test to which they must be subjected. They are consequently invalid and
unenforceable under the facts of this case.

22 Presumably this argument would have included the Termination Fee had the Vice Chancellor invalidated
that provision or if appellees had cross-appealed from the Vice Chancellor's refusal to invalidate that provision.

[**55] The No-Shop Provision could not validly define or limit the fiduciary duties of the Paramount directors. To
the extent that a coniract, 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. Cf. Wilmington Trust v. Coulter, 200 A.2d at 452-54,
Despite the arguments of Paramount and Viacom to the contrary, the Paramount directors could not contract away their
fiduciary obligations. Since the No-Shop Provision was invalid, Viacom never had any vested contract rights in the
provision.

As discussed previously, the Stock Option Agreement contained several "draconian” aspects, including the Note
Feature and the Put Feature. While we have held that lock-up options are not per se illegal, see Revion, 506 A.2d at 183,
no options with similar features have ever been upheld by this Court. Under the circumstances of this case, the Stock
Option Agreement clearly is invalid. Accordingly, Viacom never had any vested contract rights in that Agreement.

Viacom, a sophisticated party with experienced legal and financial advisors, knew of {and in fact demanded) the
unreasonable [¥*56] features of the Stock Option Agreement. It cannot be now heard to argue that it obtained vested
contract rights by negotiating and obtaining contractual provisions from a board acting in viclation of its fiduciary
duties. As the Nebraska Supreme Court said in rejecting a similar argument in Condgra, Inc. v. Cargill Inc., Neb.
Supr., 222 Neb. 136, 382 N.W.2d 576, 587-88 (1986}, "To so hold, it would seem, would be to get the shareholders
coming and going." Likewise, we reject Viacom's arguments and hold that its fate must rise or fall, and in this instance
fali, with the determination that the actions of the Paramount Board were invalid,

V. CONCLUSION

The realization of the best value reagsonably available to the stockholders became the Paramount directors’ primary
obligation under these facts in light of the change of control. That obligation was not satisfied, and the Paramount
Board's process was deficient. The directors' initial hope and expectation for a strategic alifance with Viacom was
allowed fo dominate their decisionmaking process to the point where the arsenal of defensive measures established at
the outset was perpetuated {(not modified or eliminated) when [**357] the situation was dramatically altered. QVC's
unsolicited bid presented the opportunity for significantly greater value for the stockholders and enhanced negotiating
leverage for the directors. Rather than seizing those opportunities, the Paramount directors chose to wall themselves off
from material information which was reasonably available and to hide behind the defensive measures as a
rationalization for refusing to negotiate with QVC or seeking other alternatives. Their view of the strategic alliance
likewise became an empty rationalization as the opportunities for higher value for the stockholders continued to
develop.

Tt is the nature of the judicial process that we decide only the case before us--a case which, on its facts, is clearly
controlled by established Delaware law. Here, the proposed change of control and the implications thereof were crystal
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... In my view, incivility disserves the client because it wastes time and energy--time that is
bilied to the client at hundreds of dollars an hour, and energy that is better spent working on the
case than working over the opponent.

The Honorable Sandra Day O'Cennor, "Civil Justice Systemn Improvements,” ABA at § (Dec. 14, 1993)
(footnotes omitted).

[**61] On November 10, 1993, an expedited deposition of Paramount, through one of its directors, J. Hugh
Liedtke, 25 was taken in the state of Texas. The deposition was taken by Delaware counsel for QVC. Mr. Liedtke was
individually represented at this deposition by Joseph D. Jamail, Esquire, of the Texas Bar. Peter C. Thomas, Esquire, of
the New York Bar appeared and defended on behalf of the Paramount defendants. It does not appear that any member of
the Delaware bar was present at the deposition representing any of the defendants or the stockhoider plaintiffs.

25 The docket entries in the Court of Chancery show a November 2, 1993, "Notice of Deposition of
Paramount Board" (Dkt 65). Presumably, this included Mr. Liedtke, & director of Paramount. Under Ch. Ct. R.
32(a)(2), a deposition is admissible against & party if the deposition is of an officer, director, or managing agent.
From the docket entries, it appears that depositions of third party witnesses (persons who were not directors or
officers} were taken pursuant to the issuance of commissions.

[**62] Mr. Jamail did not otherwise appear in this Delaware proceeding representing any party, and he was not
admitted pro hac vice. 26 [*53] Under the rules of the Court of Chancery and this Court, 27 lawyers who are admitted
pro hac vice to represent a party in Delaware proceedings are subject to Delaware Disciplinary Rules, 28 gnd are
required to review the Delaware State Bar Association Statement of Principles of Lawyer Conduct (the "Statement of
Principles"). 2% During the Liedtke deposition, Mr. Jamail abused the privilege of representing a witness in a Delaware
proceeding, in that he: (a) improperly directed the witness not to answer certain questions; (b) was extraordinarily rude,
uneivil, and vulgar; and (c) obstructed the ability of the questioner to elicit testimony to assist the Court in this matter.

26 It does not appear from the docket entries that Mr. Thormas was admitted pro kac vice in the Court of
Chancery. In fact, no member of his firm appears from the docket entries to have been so admitted until Barry R.
Ostrager, Esquire, who presented the oral argument on behalf of the Paramount defendants, was admitted on the
day of the argument before the Vice Chancellor, November 16, 1993,

[**63]
27 Ch. Ct. R, 170; Supr. Ct. R. 71. There was no Delaware lawyer and no lawyer admitted preo hac vice
present at the deposition representing any party, except that Mr. Johnston, a Delaware lawyer, took the
deposition on behalf of QVC. The Court is aware that the general practice has not been to view as a requirement
that a Delaware lawyer or a lawyer already admitted pro hac vice must be present at all depositions. Although it
is not as explicit as perhaps it should be, we believe that Ch. Ct. R. 170(d), fairly read, requires such presence:

(d) Delaware counsel for any party shall appear in the action in which the motion for admission
pro. hac vice is filed and shall sign or receive service of all notices, orders, pleadings or other
papers filed in the action, and shall attend all proceedings before the Court, Clerk of the Court, or
other officers of the Court, unless excused by the Court. Attendance of Delaware Counsel at
depositions shall not be required unless ordered by the Counrt,

See also Hoechst Celanese Corp. v. National Union Fire Ins. Co., Del. Super., 623 A.2d 1099, 1114 (1991).
(Super. Ct. Civ. R. 90.1, which corresponds to Ch. Ct. R. 170, "merely excuses attendance of local counsel at
depositions, but does not excuse non-Delaware counsel from compliance with the pro hac vice requirement. . . .
A deposition conducted pursuant to Court rules is a proceeding."). We believe that these shoricomings in the
enforcernent of proper lawyer conduct can and should be remedied consistent with the nature of expedited
proceedings.

[*+64]
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28 It appears that at least Rule 3.5(c) of the Delaware Lawyet's Rules of Professionat Conduct is implicated
here. It provides: "A lawyer shall not . . . (c) engage in conduct intended to distupt a tribunal or engage in
undignified or discourteous conduct which is degrading to a tribunal."

29 The following are a few pertinent excerpts from the Statement of Principles:

The Delaware State Bar Association, for the Guidance of Delaware lawyers, and those lawyers
from other jurisdictions who may be associated with them, adopted the following Statement
of Principles of Lawyer Conduct on [November 15, 1991]. . .. The purpose of adopting these
Principles is to promote and foster the ideals of professional courtesy, conduct and
cooperation. . . . A lawyer should develop and maintain the qualities of integrity, compassion,
learning, civility, diligence and public service that mark the most admired members of our
profession. . .. [A] lawyer . .. should treat all persons, including adverse lawyers and parties,
fairty and equitably. ... Professional civility is conduct that shows respect not oniy for the
courts and colleagues, but also for ali people encountered in practice. . . . Respect for the
court requires . . . emotional self-control; [and] the absence of scorn and superiority in wards of
demeanor. . . . A lawyer should use pre-trial procedures, including discovery, solely to develop a
case for seftlement or trial. Ne pre-trial procedure should be used t¢ harass an opponent or
delay a case. . . . Questions and objections at deposifion should be restricted to conduct
appropriate in the presence of a judge. . . . Before moving the adimission of a lawyer from
another jurisdiction, a Delaware lawyer should make such investigation as is required to form an
informed conviction that the lawyer to be admitted is ethical and competent, and should firnish
the candidate for admission with a copy of this Statement.

{Emphasis supplied.)

[**65] To illustrate, a few excerpts from the latter stages of the Liedtke deposition follow:

A, [Mr. Liedtke] I vaguely recall [Mr, Oresman's letter]. . . . [ think [ did read it, probably,

Q. (By Mr. Johnston [Delaware counsel for QVC]) Okay. Do you have any idea why Mr. Qresman
was calling that material to your attention?

MR, JAMAIL: Don't answer that.

How would he know what was going on in Mr. Oresman’s mind?
Don't answer it.

Go on to your next questio_n.

MR. JOHNSTON: No, Jog -

MR. JAMAIL: He's not going to answer that, Certify it. I'm going to shut it down if vou don't go to
your next question. ‘

[*54] MR. JOHNSTON: No. Jog, Joe -

MR. TAMAIL: Don't "Joe" me, asshole. You can ask some questions, but get off of that, I'm tired of
you. You could gag a maggot off & meat wagon, Now, we've helped you every way we can.
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MR. JOHNSTON: Let's just take it easy.

MR. JAMAIL: No, we're not going to take it easy. Get done with this.
MR, JOHNSTON: We will go on to the next question,

MR. JAMAIL: Do it now.

MR. JOENSTON: We will go on to the next question. We're not frying to excite anyone.

MR. JAMAIL: Come on. Quit talking. Ask the question. Nobody wants to socialize [**66] with
you.

MR. JOHNSTON: I'm not trying to socialize. We'll go on to ancther question. We're continuing the
deposition.

MR. JAMAIL: Well, go on and shut up.
MR. JOHNSTON: Are vou finished?
MR. JAMATL: Yeah, you --

MR. JOHNSTON: Are you finished?

MR. JAMAIL: I may be and you may be. Now, you want to sit here and talk to me, fine. This
deposition is going to be over with. You don't know what you're doing. Obviously someone wrote outa
long outline of stuff for you to ask. You have no concept of what you're doing.

Now, I've tolerated you for three hours. If you've got another question, get on with it. This is going
to stop one hour from now, period. Go.

MR. JOHNSTON: Are you finished?

MR. THOMAS: Come on, Mr. Johnston, move it.

MR. JOHNSTON: I don't need this kind of abuse.
. MR. THOMAS: Then just ask the next question.

Q. (By Mr. Johnston) All right. To try to move forward, Mr. Liedtke, . . . I'll show you what's been
marked as Liedtke 14 and it is a covering letter dated October 29 from Steven Cohen of Wachtell,
Lipton, Rosen & Katz including QVC's Amendment Number 1 to its Schedule 14D-1, and my question --

A. No.
Q. -~ to you, sir, is whether you've seen that?

A. No. Lock, [**67] 1 don't know what your intent in asking all these questions 18, but, my God, I
am not going to play boy lawyer.

Q. Mr. Liedtke -~

A. Okay. Go ahead and ask your question.
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Q. - I'm trying to move forward in this deposition that we are entitled to take. I'm trying to
streamline it.

MR, JAMAIL: Come on with your next question. Don't even talk with this witness.
MR. JOHNSTON: I'm trying to move forward with it.
MR, JAMAIL: You understand me? Don't talk to this witness except by question. Did you hear me?

MR. JOHNSTON: I heard you fine.

MR. JAMAIL: You fee makers think you can come here and sit in somebody’s office, get your meter
running, get your full day's fee by asking stupid questions. Let's go with it.

{JA 6002-06). 30
30 Joint Appendix of the parties on appeal.

Staunch advocacy on behalf of a client is proper and fully consistent with the finest effectuation of skill and
professionalism. Indeed, it is a mark of professionalism, not weakness, for a lawyer zealously and firmly to protect
[**68] and pursue a client's legitimate interests by a professional, courteous, and civil attitude toward ali persons
involved in the litigation: process. A lawyer who engages in the type of behavior exemplified by Mr. Jamai! on the
record of the Liedtke deposition is not properly representing his client, and the client's cause is not advanced bya
lawyer who engages in unprofessional conduct of this nature, It happens that in this case there was no application to the
Court, and the parties and the witness do not [*55] appear to have been prejudiced by this misconduct. 3!

31 We recognize the practicalities of litigation practice in our trial courts, particularly in expedited
proceedings such as this preliminary injunction motion, where simultaneous depositions are often taken in
far-flung locations, and counsel have only a few hours to question each witness. Understandably, counsel may
be reluctant to take the time to stop a deposition and call the trial judge for relief. Trial courts are extremely busy
and overburdened. Avoidance of this kind of misconduct is essential, If such misconduct should occur, the
aggrieved party should recess the deposition and engage in a dialogue with the offending lawyer to obviate the
need to call the trial judge. If all else fails and it is necessary to call the trial judge, sanctions may be appropriate
against the offending lawyer or party, or against the complaining lawyer or party if the request for court relief is
unjustified. See Ch. Ct. R. 37. It should also be noted that discovery abuse sometimes is the fault of the
questioner, not the lawyer dafending the deposition. These admonitions should be read as applying to both sides.

[**69] Nevertheless, the Court finds this unprofessional behavior to be outrageous and unacceptable, Ifa
Delaware fawyer had engaged in the kind of misconduct committed by Mr. Jamail on this record, that lzwyer would
have been subject to censure or more serious sanctions. 32 While the specter of disciplinary proceedings should not be
used by the parties as a litigation tactic, 33 conduct such as that involved here goes to the heart of the trial court
proceedings themselves. As such, it cries out for relief under the trial court's rules, including Ch. Ct. R. 37. Under some
circumstances, the use of the trial court's inherent summary contempt powers may be appropriate. See I re Butler, Del.
Supr., 609 A.2d 1080, 1082 (1992).

32 See In re Ramunno, Del. Supr., 625 A.2d 248, 250 (1993) (Delaware lawyer held to have violated Rule 3.5
of the Rules of Professional Conduct, and therefore subject to public reprimand and warning for use of profanity
similar to that involved here and "insulting conduct toward opposing counsel [found] . . . unacceptable by any
standard").

33 See Infotechnology, 582 A.2d ar 220 ("In Delaware there is the fimdamental constitutional principle that
[the Supreme] Court, alone, has the sole and exclusive responsibility over all matters affecting governance of the
Bar. ... The Rules are to be enforced by a disciplinary agency, and are not to be subverted as procedural
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weapons.").

[**70] Although busy and overburdened, Delaware trial courts are "but a phone call away" and would be
responsive to the plight of a party and its counsel bearing the brunt of such misconduct. 34Tt is not appropriate for this
Court to prescribe in the abstract any particular remedy or to provide an exclusive list of remedies under such
circurnstances. We assume that the trial courts of this State would consider protective orders and the sanctions permitted
by the discovery rules. Sanctions could include exclusion of obstreperous counsel from attending the deposition
(whether or not he or she has been admitted pro hac vice), ordering the deposition recessed and reconvened promptly in
Delaware, or the appointment of a master to preside zt the deposition. Costs and counsel fees should follow,

34  See Hall v. Clifton Precision, E.D. Pa., 150 F.R.D. 525 (1993) (ruling on "coaching," conferences between
deposed witnesses and their lawyers, and obstructive tactics):

Depositions are the factual battleground where the vast majority of litigation actually takes
place. . . . Thus, it is particularly important that this discovery device not be abused. Counsel
should never forget that even though the deposition may be taking place far from a real
courtroom, with no black-robed overseer peering down upon them, as long as the deposition is
conducted under the caption of this court and proceeding under the authority of the rules of this
court, counsel are operating as officers of this court. They should comport themselves
accordingly; should they be tempted to stray, they shouid remember that this judge is but a phone
call away.

150 F.R.D. ar 531,

[**71] As noted, this was a deposition of Paramount through one of its directors. Mr. Liedtke was a Paramount
witness in every respect. He was not there either as an individual defendant or as a third party witness. Pursuant to Ch.
Ct. R. 170(d), the Paramount defendants should have been represented at the deposition by a Delaware lawyer or 2
lawyer admitted pro hac vice. A Delaware lawyer who moves the admission pro hac vice of an out-of-state lawyer is
not relieved of responsibility, is required to appear at all court proceedings (except depositions when a lawyer admitted
pro hac vice is present), shall certify that the lawyer appearing [*56] pro hac vice is reputable and competent, and that
the Delaware lawyer is in a position to recommend the out-of-state lawyer. 3% Thus, one of the principal purposes of the
pro hac vice rules is to assure that, if a Delaware lawyer is not to be present at a deposition, the lawyer admitted pro hac
vice will be there. As such, he is an officer of the Delaware Court, subject to control of the Court to ensure the integrity
of the proceeding.

35 See, eg, Ch. Ct R. 170(b), (d), and (h).

1=¥72] Counsel attending the Liedtke deposition on behalf of the Paramount defendants had an obligation to
ensure the integrity of that proceeding. The record of the deposition as a whole (JA 5916-6054) dernonstrates that, not
only Mr. Jamail, but also Mr. Thomas (representing the Paramount defendants), continually interrupted the questioning,
engaged in colloquies and objections which sometimes suggested answers to questions, 36 and constantly pressed the
questioner for time throughout the deposition. 37 As to Mr. Jamail's tactics quoted above, Mr. Thomas passively let
matters proceed as they did, and at times even added his own voice to support the behavior of Mr. Jamail. A Delaware

lawyer or a lawyer admitted pre hac vice would have been expected to put an end to the misconduet in the Liedtke
deposition.

36 Rule 30(d){1} of the revised Federal Rules of Civil Procedure, which became effective on December 1,
1993, requires objections during depositions to be "stated concisely and in a non-argumentative and
non-suggestive manner." See Hall, 150 F.R.D. at 530. See also Rose Hall, Lid. v. Chase Manhattan Overseas
Banking Corp. D. Del., C.A. No. 79-182, Steel, I. (Dec. 12, 1980); Cascella v. GDV, Inc., 1981 Del. Ch. LEXIS
455, Del. Ch., C.A. No. 5899, Brown, V.C. (Jap. 15, 1981); I re Asbeslos Litig., Del. Super., 452 A.2d 256
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(1985), Deutschman v. Beneficial Corp., Del. Del., C.A. No. 86-595 MMS, Schwartz, J. (Feb. 20, 1990}. The
Delaware trial courts and this Court are evaluating the desirability of adopting certain of the new Federal Rules,
or modifications thereof, and other possible rule changes.

[**73]
37 While we do not necessarily endorse everything set forth in the Hall case, we share Judge Gawthrop's view
not only of the impropriety of coaching witnesses on and off the record of the deposition (see supra note 34}, but
also the impropriety of objections and cofloquy which "tend to disrupt the question-and-answer rhythm of a
deposition and obstruct the witness's testimony." See 150 F.R.D. at 530. To be sure, there are also occasions
when the questioner is abusive or otherwise acts improperly and should be sanctioned. See supra note 31.
Although the questioning in the Liedtke deposition could have proceeded more crisply, this was not a case
where it was the questioner who abused the process.

This kind of misconduct is not to be tolerated in any Delaware court proceeding, inctuding depositions taken in
other states in which witnesses appear represented by their own counsel other than counsel for a party in the proceeding.
Yet, there is no clear mechanism for this Court to deal with this matter in terms of sanctions or disciplinary remedies at
this time in the context of this [**74] case. Nevertheless, consideration will be given to the following issues for the
future: (a) whether or not it is appropriate and fair to take into account the behavior of Mr. JTamail in this case in the
event application is made by him in the future to appear pro hac vice in any Delaware proceeding; 38 and (b) what rules

or standards should be adopted to deal effectively with misconduct by out-of-state lawyers in depositions in proceedings
pending in Delaware courts.

38  The Court does not condone the conduct of Mr. Thomas in this deposition. Although the Court does not
view his conduct with the gravity and revulsion with which it views Mr. Jamail's conduct, in the firture the Court
expects that counsel in Mr. Thomas's position will have been admitted pro hac vice before participating in a
deposition. As an officer of the Delaware Court, counsel admitted pro hac vice are now clearly on notice that
they are expected to put an end to conduct such as that perpetrated by Mr. Jamail on this record.

As [**75] to (a), this Court will welcome a voluntary appearance by Mr. Jamail if a request is received from him
by the Clerk of this Court within thirty days of the date of this Opinion and Addendum. The purpose of such voluntary
appearance will be to explain the questioned conduct and to show cause why such conduct should not be considered as 2
bar to any future appearance by Mr. Jamail in a Delaware proceeding, As to (b), this Court and the trial courts of this
State will undertake to strengthen the existing mechanisms for dealing with the type of misconduct referred [*57] to in
this Addendum and the practices relating to admissions pro hac vice.
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MEMORANDUM OFINION
CHANDLER, L

*1 Thiz case arises from a dispute between institu-
tional shareholders and a company whose shares
the investors owned and whose corporate gov-
emance they were monitoring. Plaintiffs filed this
action on QOctober 7, 2005, ageinst defendant News
Corporation ("News Corp." or "the Company”)
seeking to invalidate News Corp.'s extension of its
poison pill and to prohibit any further extensions
absent shareholder approval. Plaintiffs allege that
News Corp. contracted, or else promised, that any
extension of its poison pill would be put to a share-
holder vote, When News Corp.'s board of directors
exiended the pill without a shareholder vote,
plaintiffs filed this lawsuit. The individnals who
were directors of News Corp. af the relevant times
have also been named as defendants. {FN1] De-
fendants have filed a motion to dismiss. For the
reasons set forth below, I deny defendants' motion
on counts I and I, and I grant defendants' motion
on counts 117, TV and V.

FNI. The Individual or Director defend-
ants are: ¥X. Rupert Murdoch, Peter L,
Bames, Chase Carey, Peter Chernin, Ken-
neth E. Cowley, David Devoe, Viet Dinh,
Roderick Eddington, Andrew S.B. Knight,
Lachlan K. Murdoch, Thomas J. Perkins,
Stanley S. Shumar, Arthur M. Siskind, and
John L. Thomton,

I. BACKGROUND

On April 6, 2004, News Corp. issued a press re-
lease announcing a plan of reorganization that
would inchude the reincorporation of MNews
Corp.~then an Australian corporation--as &
Delaware corporation. [FN2] The reorganization
would be contingent on a shareholder vote of ap-
proval by each class of News Corp.'s sharcholders
voting separately. [FN3] Because the shares benefi-
cially owned by the Murdoch family voted as their
own class, the public shareholders were in a posi-
tion to prevent the Teorganization if they voted as a
class to reject it.

© 2010 Thomsen Reuters. Mo Claim o Orig. US Gov. Works.
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FN2. Compl. § 33.
FN3, Compl. 4 34.

In late July 2004, the Australian Council of Super
lavestors Ine. ("ACSI") and Corporate Governance
Interpational ("CGI*) met with News Corp. to dis-
cuss the reincorporation proposal. ACSI is a non-
profit organization that advises Australian pension
funds on corporate governance and CGI is an Aus-
trafian proxy advisory firm. [FN4] During these
meetings, ACSI and CGI informed News Cotp. of
their conceris about the reincorporation's impact on
shareholder rights and other corporate governance
issucs. [FNS] Oue of the specific concerns men-
tioned by ACSI and GCI was that, under Delaware
law, the Company's board of directors would be
able to instituie a poison pill without shareholder
approval, while under Australian law shareholder
approval is required, [FNG]

FN4, Compl. §31.
FNS. Campl, § 37
FN6. Compl. § 42.

After these meetings, ACSI and CGI began to de-
velop a set of proposed changes to News Corp.'s
post-reorganization, Delaware certificate of incor-
poration. ACSI and CGI drafted these proposed
changes in the form of a "Governance Article." The
Governance Article contained several provisions,
including one previding that “the Board shall not
have the power to, and shall not, create or imple-
ment any device, matter, or thing the purpose,
nature, or effect of which is commonly describad as
4 'poigon pill" ' {FN7] On August 20, 2004, ACS]
sent a copy of the Governance Article to News
Carp. and requested that the propossals be inctuded
in the charter of the new Delaware corporation.
[FNE]

FN7, Compl. §395.

FN8, Compl. §40.

#2 In late September 2004, News Corp. informed
ACSI that the changes to the certificate of incorpor-
ation set forth in the Govertiance Article would not
be adopted and that there would be no fusther nego-
tiations. In response, ACS] issued a press release on
September 27, 2004, recounting the negotiations
with News Corp. and expressing ACSI's belief that
the proposed reincorporation would tesult in the
losg of sharcholder proiections. [FN9] ACSY's
September 27, 2004, press release was widsly cir-
cuiated and had the effect of galvanizing institu-
tional investor opposition to the reincorporation .
[FN10]

FNS. Compl. 4 43.
FN10. Compl. ¥ 44,

On Qctober 1, 2004, News Corp. reversed itself and
initiated further negotiations with ACSIL The Gen-
eral Counsel for News Corp., Ian Phillip, contacted
the President of ACSY, Michael O'Sullivan, and told
O'Sullivan that further negotiations were possible.
At this stage of the negotiations, five key issues re-
lating to News Corp's corporate governance re-
mained in contention, [FN117 Three of these issues
would be deaft with through the adoption of bind-
ing provisions in the new, Delaware certificate of
incorporation, Only the poison pill voting issue
would be dealt with through the adoption of a so-
calied "board policy."

FNL1. Compl. § 45.

The fitst issue was whether News Corp. would
agree to retain its full foreign listing on the Aus-
tralian Stock Exchange. [FN{2] News Corp. ulti-
mately agreed that its Delaware certificate of incor-
poration would include a provision requiring that
News Corp, retain its full listing on the Australian
Stock Exchange. [FNI3] The secaond issue was
whether News Corp. would agree to insett a provi-
sion into ite Delaware certificate of incorporation
stating that News Corp, would not issue new shares
having more than one vote per share, [FN14] The
parties ultimately apgreed that such a pravision

© 2010 Thomson Reuters, No Claim to Orig. US Gov. Worles.
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would be added to the new certificate of incorpora-
tion. [FN13] With respect to the third issus, the
parties agreed to add & provision fo the certificate
of incorporation providing that holders of 20 per-
cent or more of the ouistanding voting shares of
News Corp. could cause 2 special meeting of share-
holders to be called. [FIN16] The fourth issue was
dealt with through a series of voting agreements
entered into by Rupert Murdoch. [FN17] These
agreements provided that Murdoch would not sell
any af his voting shares to a purchaser if, following
such sale, the purchaser would own more than 19.9
percent of News Corp., unless such purchaser
agreed to purchase all the voting and nop-voting
shares of News Corp. [FN18] Murdoch further
agreed that these voting agreements coutd not be
terminated or amended without the affinmative voie
of News Corp.'s shareholders, excluding Murdoch
and his affiliates. [FN19] The fifib and final of the
key issuss was News Corp's ability wunder
Delaware law to adopt a poison pill without a
shareholder vote. [FN203

FNI12. Compl. T 48. (Stating that the
parties "reached a final agreement on all
five areas of cencern. The terms of that
agreernent were announced in [the October
6 Press Release.]™) See also Pls ' Answer-
ing Br. Ex. C.

FN13. Pls.! Answering Br. Bx. C.
FN14. Id.
FNI5. Id.
FN16. 4.
FN17. 14
TFNILB. Id.
FN19. 14
FN20. /4.

During the negotiations on the fifth issue, ACSI

again sought an amendment to the Company's
Delaware certificate of incorporation that would re-
quire a shareholder vote approving the adoption of
a poison pill. [FN21] In response to this request,
Phillip told O'Sullivan that an amendment to the
certificate of incorporation was impractical because
there was nol enough time. [FN22] Time was lim-
ited because of the need io hold the shareholder
vote as well as the need to have the reincorporation
approved by an Australian court, as reguired by
Australian corporate law. Phillip told O'Sullivan
that, in the limited time remaining, it would be too
difficult to draft and finalize an amendment to the
certificate of incorporation that would encompass
everything that might fall within the definition of
"poison pill." [FN23]

FNZ1. Compl. 1 46.
FN22. Id,
FN23, Id.

*3 Plaintiffs allege that during these conversations
between ACSI end News Corp., someone on behalf
of News Corp. proposed that, rather than instituting
an amendment to the certificate of incorporation,
the poison pill issue be addressed by means of the
adoption of a board policy (the "Board Policy™}
[FN24] Plaintiffs allege that someone, on behalf of
News Corp., further agreed that News Corp.'s board
would not circumvent the voting requirement by
*rolling over" a poison pill for successive one-year
terms on substantially similar terms and conditions
or to the same effect without shareholder approval,
[FN25]

FN24. Compl. ] 47.
FN25. Id.

On October 6, 2004, the terms of the agreement
were announced in a News Corp. press release, The
press release stated:
The [News Corp.}] Board has adopiled a policy
that if 2 shareholder rights plan is adopted by the
Company following reincorporation, the pian

© 2010 Thomson Reuters. No Clajn to Orig. US Gov. Works,
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woltld have a one-year sunset clause unless
shareholder approval is obtained for an extension.
The policy also provides that if shareholder ap-
proval is not obtained, the Company will not ad-
opt a successor shareholder rights plan having
substantiatly the same termg and conditions,
[FN26]

N26, Compl. 4 48.

On October 7, 2004, Phillip emailed the "agreed
deal points" to ACS! reiterating that it was the
board's policy to hold a sharcholder vote on twelve-
month old poison pills. [FN27] Also on Cetober 7,
2004, News Corp. sent a letter to all of its share-
holders and option-holders stating:

FNZT. Compl. § 49.

[The board ... has established a policy that if any
stockholder rights plan (known as a 'poison pill")
is adopted without stockhoider approval, it will
expire after one year unless it is ratified by stock-
holders. This policy will not permit the plan to be
rolled aver for successive one-year ierms on sub-
stantially the same terms and conditions or to the
same effect without stockholder ratification.
[FN28&]

FN28. Compl. { 51.

On October 26, 2004, the shareholders and options-
holders of Mews Corp. voted o approve the reor-
genization, The plaintiffs voted in favor of the reor-
penization snd did not appear in court to object to
the reorganization,

On Navember 8, 2004, Liberty Media Corporation
("Liberty Media") suddenly appeared as a potential
hostile acquiror for News Corp. [FN29] Liberty
Media announced it had entered intc an arrange-
ment with a third party allowing it to acquire an ad-
ditional 8% of News Corp.'s voting stock, thereby
increasing its ownership to more than 17% of the
voting stock. [FN30] In response to this threal,
News Corp.'s board adopted a poisan pill, which it
announced in a November 8, 2004 press release.

[FN31] In this press release, the board also an-
nounced that, going forward, it might or might not
implement the Board Policy depending on whether
it deemed the policy "appropriate in light of the
facts and circumstances existing at such time."
[FN32] One year later, on November 8, 2005, the
board extended the poison pill without a sharehold-
er vote, in contravention of the Board Policy.

FN29, Compl. 9 58.
FN30, Id.
FN31, Compl, 4 59.

FN32. Compl, § 60. By the time of the
November 8, 2004 press reiease, plaintiffs
had already cast their votes in favor of the
reincotporation.

Plaintiffs, a group of Australian institutional in-
vestors, [FN33] filed their complaint on October 7,
2005, [FN34] The complaint containg five counts.
Count I ig for breach of contract. Count II asserts 2
claim for promissory estoppel. Count [l is a claim
for fraud. Count IV is 1 claim for pegligent misrep-
resentation and equitable fraud. Count V is a claim
for breach of fiduciary duties against the individual
defendants. As relief for these claims, plaintiffs
seek a judgment declaring the Company's poison
pill invalid and enjoining defendants from extend-
ing the pill without first obtaining approval from
the Company's shareholders. [FN35]

FN33. The plaintiffs are! UniSuper Ltd.,
Public Sector Superannuation Scheme
Board, Commonwealth Superannuation
Scheme Board, United Super Pty. Lid,
Motor Trades Association of Australia Su-
perannuation Fund Pty. Ltd, H.E.S.T.
Australia Ltd., CARE Super Pty. Lid., Uni-
versities Superannuation Scheme Limited,
Britel Fund Nominees Limited, Stichting
Pensioenfonds ARP, Connecticut Retire-
ment Plans and Trust Funds, and Clinton
Township Police and Fire Retirement Sys-

© 2010 Thomson Reuters. No Claim to Orig. US Gov, Works,



Not Reported in A.2d

Page 5

Not Reported in A.2d, 2005 WL 3529317 (Del.Ch.), 31 Del. I. Corp. L. 1186

(Cite as: 2005 WL 3528317 (Del.Ch.))

tem.

FN34. Plaintiffs aliege that the board's ulti-
mate decision to extend the poison pill was
foreshadowed in early Amgust 2005, On
Angust 10, the Company's Form 8-K filing
indicated that the poison pill would be ex-
tended for two years beyond its November
%, 2005 expiration cate, without sharehold-
er approval. The 8-K made no mention of
the Board Policy or explained why it
world not be followed. The plaintiffs also
were aware of an article published by the
CEQ of News Limited on August 20, 2005,
that explained the board's action as fol-
lows:

The company sezid it would establish a
policy which il did. The company did not
claim o anyone at any time, verbally or in
writing, that it would never change the
policy. No agreement was breached, no
promise was broken and there is ne cred-
ible evidenoce to the contrary.

Plaintiffs allege that this statement betrays
the illusory nature of the Board Pelicy.
Had plaintiffs been aware of the fact that
the board never miended to honer the
Policy, they allege that they would have
voted against the reorganization. Compl.
66,

FN35, The Court earlier refused plaintiffs'
request to schedule an expedited injunction
hearing, concluding that it could afford
plaintiffs' full relief even after the poison
pill had been extended by requiring de-
fendants to withdraw it.

JI. ANALYSIS
A. Standard on a Motion to Dismiss

*4 To survive a motion to dismiss, a complaint
must allege facts that, if true, would establish the
elements of a claim. [FN36] When considering a
motion to dismiss under Rule 12(b)(8), I am re-
quired to sssume the truthfulness of all well-

pleaded allegations of the complaint. In addition, 1
am required to extend to plaintiffs the benefit of all
reasonable inferences that can be drawn from the
complaint. Conclusory statemenis without support-
ing factual averments will not be accepted as true
for purpeses of this motion. [FN37] Using this
standard, 1 cannot order a dismissal unless it is
reasonably certain that the plaintiffs could not pre-
vail under any set of facts that can be inferred from
the complaint.

FN36, See, e.g., Lewis v. Honevwell, Inc.,
1987 WL 14747, at *4 (Del, Ch. July 28,
1987).

FN37. Grimes v. Donald, 673 A2d 1207,
1214 (Del. 1996).

With regard to plaintiffs’ fraud claims, T apply the
heightened pleading standard of Rule 9(b).
Plaintiffs are required to plead particular facts of a
fraud claim, fe, the pleading must identify the
“time, place, and contents of the false misrepresent-
ations, the facts misrepresented, as well as the iden-
tity of the person making the rmisrepresentation and
what he obtained thereby." [FN383}

FN3R. Y¥ork Lirings v. Roach, 1999 WL
608850, at *2 (Del. Ch. July 28, 199%)
(interpal quotations and citations omitted);
Metra Comme'ns Corp. BVI v. Advanced
Mobilecomm Tech., 8354 A2d 121, 144
{Del. Ch.2004).

B. Count I--Breach of Contract

Plaintiffs' allege that defendants entered into a con-
tract when plaintiffs agreed to vote in favor of
News Corp.'s reorganization in consideration for
News Corp,'s promise to submit any extensions of
its poison pill to & shareholder vole, This contract
allegedly provided that News Corp. woutd adopt a
board policy and that the board policy would not be
tevocable. [FN39] Plaintiffs assert two legal theor-
ies for how the contract was formed. The first the-
ory is that the parties entered into a written contract
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evidenced by the Press Release and the Letter to
Shareholders. The second is that the parties entered
into an oral agresment. The complaint asserts very
few facts to support sither of these theories. Be-
cause ! am required to draw each erucial inference
in plaintitfs' favor, however, I conclude that
plaintiffs' breach of contract claim survives defend-
ants’ motion to dismiss,

FN39, One aspect of plaintiffs’ contract
theory sirikes me ag problematic: Plaintiffs
are sophisticated investors capable of ne-
gotiating enforceable agreements to protect
their interests, as is demounstrated in this
case by the certificate of incorporation
amendmeuts plaintiffs managed to extract
from defendants, Of the five key issues
that the parties negotiated over, three were
dealt with through amendments to the cet-
tificate of incorporation, and another was
specifically made binding absent a share-
hoider vote. Thus, it is nol entirely clear
wiry in this instance plaintiffs accepted a
promise to adopt a board policy, which is a
more transitory right than a charter provi-
sion, especially when sophisticated parties
such as these must have undersiood the
significant difference between a charter
provision and a board policy, Nonetheless,
asguming every reasonable inference in
plaintiffs favor, | cannot say at this stage
that there is no set of facts that would en-
title plaintiffs to prevail on their contract
theory. Although plainiiffs' claim is suffi-
cient to withstand a4 motion to dismiss be-
cause of the liberal standard applied in this
context, it will be plainiiffs' burden going
forward to demonsirate a factual and legal
basis for this claim.,

i. Allegations of a Writien Agreement. The Preys
Release and Letter to Shareholders

Defendants concede there was an agreement em-
bodied in the Press Release and Letter to Share-
holders by which News Corp. promised to adopt &

board policy. They argue that the pariies never dis-
cussed making the policy irrevocable and thal, un-
der Delaware law, a board policy is non-binding
and revocabie by the board at any time, [FN4Y]
Plaintiffs counter that the contract in this case con-
templiated that the board would not be able to “roll
over' the pill, Le, circumvent the shareholder vote
by reseinding the Board Policy.

FN40. Defs.' Opening Br, at [4,

Defendants are correct that board paolicies, like
board resolutions, ars typically revocable by the
board at will. They cite In re General Motors
(Hughes) Sharcholders Litigation [FN4L] in sup-
port of the proposition that board policies are al-
ways revocable, in every circumstance. The board
in General Motors adopted & "Board Policy State-
ment" setting forth procedures to be followed in the
event of a material transaction between General
Motors ("GM") and cne of its subsidiaries, Hughes
Elecironics Corporation {"Hughes"). The policy re-
quired that in the event of a transfer of material as-
sets from Fughes to GM, the GM board weuld be
required to declare and pay a dividend to the
Hughes shareholders.

FNA4L. 2005 WL 1089021 (Del, Ch. May 4,
2005)

*5 In General Motors, this Court stated in a foot-
note that if'a board policy has the effect of a board
resolution, it might be revocable by the board at any
time, [FN42] This stetement was phrased as 2 con-
ditional statement because, as the Courl noted, the
complaint in General Molors contained no informa-
tion with respect to the extent to which the GM
board was bound to protect the rights granted to
shareholders by the policy statement, e, the extent
to which the policy had an effect greater than a
simple board resolution. In contrast, the complaint
in this case alleges that the News Corp. board was
contractually bound to protect the rights granied by
the Board Policy. Plaintiffs allepation is precisely
that, in contrast to the facts in General Moiors, the
Board Policy in this case had an sffect greaier than
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that of a resolution because the board was contrac-
tually bound to keep it in place,

FN42, Jn re Gereral Molors (Hughes)
Stholder Livig., 2005 WL 1089021 at n. 34
(the footnote states, in part: .
As opposed to the rights ... set out in GM's
Restated Certificate of Incorporation,
which is binding upon the GM board, there
is no information in the Complaint with re-
spect to the extent to which the GM board
was bound to protect the rights ... granted
by the Policy Statement. If the Policy
Statement had #he ¢ffect of a resolution ad-
opted by the board, it presumably couid be
rescinded or amended by nothing more
than another board resolution, (Emphasis
added.)}

This Court's statement about board policies in Gen-
eral Motors simply reiterates an elementary prin-
ciple of corporate law: If the board has the power to
adopt resoiutions (or policies), ther the power to
rescind resolutions (policies) must reside with the
baard as well. An equally strong principle is that: If
a board enters into 2 contract to adopt and keep in
place a resolution (or a policy) that others justifi-
sbly rely upon to their detriment, that contract may
be enforceable, without regard to whether resolu-
tons (or policies) are typically revocable by the
board at wiil. '

On their face, the Press Release and the Letter fo
Sharcholders state that the News Corp. board would
adopt a board policy. If the Press Releass and the
Letter to Shareholders stated nothing more, I would
be inclined to grant Defendants’ motion with re-
spect to the allegations of = written contract. But
both the Press Release and the Letter to Sharehold-
ers go on to state that the board policy will not per-
mit the pill to be rolled over. The plaintiffs are en-
titled to all reasonable inferences, including the in-
ference that this part of the agreement expresses an
intent that the Board Policy would not be rescinded
before the shareholders had a chance to vote. On
this point, the meaning of the contract is ambignous

and both sides should have the epportunity to
present evidence and make legal arguments con-
cerning the proper interpretation of the agreement.
{FN43]1 Whether plaintiffs will be able to adduce
evidence in support of their allegations is for anoth-
er day. But for now, il is sufficient that they have
alieged the existence of an agreement, the existence
of valuable consideration (their vote 1n favor of the
reorganization), and that the board intentionally
breached the agreement.

TFIN43. There are other ambiguities inherent
in the alleged agresment. For example,
what is the term or duration of the Board
Policy? Did the parties intend to preciude
the board from ever modifying the Board
Policy? If the shareholders voted not to ex-
tend the poison pill, would a future board
of News Corp. also be disabled from ad-
opting a poison pill? If plaintiffs are cor-
rect about the alleged agreement, then how
could the agreemment have left out these
crucial details?

i, Allegations of an Oral Contract

The complaint avers facts barely sufficient to state
a claim that defendants made an oral contract with
the shareholders during these conversations. The
details of the alleged oral contract are not spelled
out in the complaint, but what is clear is that the
key term of the alleged oral contract was that share-
holders would get to vote on any exfension of a
poison pill.

#6 The operative sections of the complaimnt are para-
graphs 46 and 47. The complaint makes reference
to the conversations between Phillip and O'Sullivan
and sets forth general facts aboul those conversa-
tions. Notwithstanding the dearth of fectual detail
about the oral contract, Rule 12(b) sets forth a "no-
tice pleading" standard and T conclude that the com-
plaint gives adequate notice, if barely so, as to
when the alleged oral egresment was formed and as
to its contents. Many of the ambiguities and gaps in
the writien agreement alsc infect the alleged oral
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sgreement, if not more so. Nevertheless, at this
carly stage of the lawsuit, [ must deny defendants’
motion to dismiss plaintiffs' claim of an oral con-
tract.

i, Unenforceability

Defendants asgert that, even if plaintifls are rvight
aboul the existence, substance and interpretation of
the alleged contract, the contract is unenforcaable
as a matter of law, [FIN44] Defendants offer two ar-
guments in support of this proposition.

FN44. Defs.' Reply Br. at 14,
a. Section [41(a)

Defendants first argue the alleged agreement is in-
consgistent with the general grant of managerial au-
thority to the board in Section 141(a) of the
Delaware Genera! Corporation Law. [FN45] Ac-
cording to defendants, Section 14{(a) vests power
to manage the corporation in the board of directors
and requires that any limitation on this power be in
the certificate of incorporation, Defendants contend
that an agreement to hold a sharecholder vote on
poison pills {or any other issue affecting the busi-
ness and affairs of the corporation) is uneuforceable
unless memorialized in the cestificate of incorpora-
tion.

FN43, Section 141(a) states:

The business and affairs of every corpota-
tion organized under this chapter shall be
managed by or under the direction of a
board of directors, except as may be other-
wise provided in this chapter or in its certi-
ficate of incorporation,

By definition, any contract a board could enter into
binds the board and thereby limits its power. Sec-
tion 141(a) does not say the board cannot enter into
confracts. 1t simply describes who will manage the
affairs of the corporation and it precludes a board
of directors from ceding that power to outside
groups or individnals,

The fact that the alleged contract in this case gives
power to the sharshoiders saves it from invalidation
under Section {41(a). The alleged contract with
ACSI did not cede power over poison pills to an
outside proup; rather, it ceded that power to share-
holders, [FN46] In effect, defendants' argument is
that the board impermissibly ceded power fo the
shareholders. Defendants' argument is that the con-
tract impermissibly restricted the board's power by
granting shareholders an irrevocable veto right
over a question of corporate control, [FN47]

™46, The contract required that the piil
be put to a shareholder vote on a date
twelve months after the pill's adoption. On
that date, the shareholders would exercise
their power either to approve or to reject
the pill.

FN47. Defs,' Reply Br. at [5.

Delaware's corporation faw vesis managerial powsr
in the board of directors because it is not feasible
for shareholders, the owners of the corporation, to
exercige day-to-day power over the sompany's busi-
ness and affaivs. [FN48] Nonetheless, when share-
holders exsrcise their right to vote in order to assert
control over the business and affairs of the corpora-
tion the board must give way. This is because the
board's power--which is that of an agent's with re-
gard to its principal--desives itom the shareholders,
who are the ultimate holders of power under
Delaware law, [FN49]

FN4g, Of course, the board of directors'
managerial power i not unlimited; it ig
constrained by the directors' fiduciary du-
ties and by shareholders' right to vote, The
Delaware General Corporation Law gives
shareholders an immutable right to vote on
fundamental corporate changes. See, e.g., 8
Del. C. § 242 {charter amendment);, § 251 - -
(merger); § 271 (sale of assets); § 275

(dissolution). In addition, the Delaware
General Corporation Law vests sharehold-
ers with the power to adopt, amend or re-
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peal bylaws relating to the business of the
gorporation and the conduct of its affairs, 8
Del. C. §109.

FN49. The alleged agreement in this case
enzbles a vote by alf shareholders, Private
" agreements between the board and a few
large shareholders might be troubling
where the agreements restrict the board's
power in favor of a particular shareholder,
rather than in favor of shareholders at
large.

b. Paramount, QVC, and Omnicare

%7 Defendants cite three Supreme Court of
Delaware cases [FN350] in support of their second
argument that the agreement in this case should be
unenforcezble as 2 matter of law. [FN51] Generally
gpeaking, these cases stand for the proposition that
a confract is unenforceable if it would require the
board to refrain from acting when the beard’s fidu-
ciary duties require action. [FN52]

FN50. Defendants cite Paramouni Com-
me'ns Ine. v, GVC Nerwork Inc., 637 A2d
34, 41-42 (Del.19%4); Quickturn Design
Sys., Inc. v. Shapiro, 721 A.2d 1281, 1292
(Del.1998); and Omnicare, Inc. v. NCS
Healthcare, Inc., 818 A.2d 914, 938 (Del.
2003).

FN51. Defs.” Reply Br. at 3.
FNS52. Id.

Stripped of its verbiage, defendants’ argument is
that the News Corp. board impermissibly disabled
its fiduciary duty to shareholders by putting into
shareholders' hands the decision whether to keep a
poison pill. [FN53] The three cases cited by defend-
ants do not operate to invalidate contracts of this
sort. Each of the three cases ciled by defendants in-
validated contracts the board used in order to take
power out of shareholders' hands,

FN53. Although they do not explicitly say

so, defendants presumably envision a scen-
ario where the board might conclude, in
the face of a hostile takeover, that it was in
the best interests of shareholders to extend
the Comnpany's poison pill. If the board had
previousty contracted to submit the pill to
a shareholder vote and if that shareholder
vote were looming on the horizon, then,
defendants argue, the board would be un-
able to adopt an effective pill-defense. Al-
ternatively, defendants could be arguing
that in a sitnation where the shareholder
vote on the pill had already taken place,
then the board would be precluded from
exercising its fiduciary duty if it determ-
ined that adoption of a poison pill was in
the best interests of shareholders. Both ver-
sions of defendants' argument fail insofar
as they are intended to suggest that the al-
leged agreement is contrary 10 a superven-
ing directorial fiduciary duty.

In Pargmount the board agreed with an acquiror-
~Viacom--to adopt deal protective measures, in-

cluding a no-shop provision, a termination fee, and

a grant of stock options to the acquiror. [FN54]
When a competing bidder-- QVC-offered share-
holders more for their shares, the target board re-
fused io negotiate on the grounds that they were
preciuded from doing so by the contractual agree-
ments with Viacom. [FN55] The Supreme Court
held that these contractual provisions were invalid
and unenforceable to the extent they limited the dir-
ectars' fiduciary duties under Delaware law or pre-
vented the directors from carrying out their fidu-
ciary duties under Detaware law. [FN56]

FNS4, Paramourt, 637 A.2d at 39.
FN55. Id. at 48.

FN56. Id.

. In Quickturn the board amended the company's

poison pill so that no newly elected board ecuid re-
deem the pill for six months after taking office.
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[FN5T71 This "delayed redemption provision” was
adopted as a defensive measure in response o a
tender offer by a would-be acquiror. [FN58] The
Supreme Court held that the provision was invalid
and unenforceable because it would prevent a” fu-
ture board from rescinding the poison pill, even in
ciccumstances where the future board concluded
that tedeeming the pill was in the best intecests of
sharehelders.

FNET. Quickturn, 721 A2d- at 1287
(Del.1998),

IFN38. Id. at 1284,

. The contracts in Paramount and Quickturn were
defengive measures that took power out of the
hands of sharehoiders. [FN59] The contracts raised
the "ommnipresent specter” [FNGOT that the board
was using the contract provigions to entrench itself,
Le, to prevent shareholders from entering inte a
value-enhancing transaction with a compeling ac-
quiror. [FN61] In this case, the challenged contract
put the power to block or permit a transaction dir-
ecély into the hands of shareholders. Unlike in
Paramount and Quickturn, there is ne risk of en-
trenchment in thig case because shareholders will
make the decision for themsetves whether to adopt
a defensive measure or teave the corporation sus-
ceptible to takeover.

FN39, The board of directors in Para-
mouni! used the challenged contracts to
make certain (ransactions more expensive
i order to Tavor the board's preferred bid-
der. In Quickiurn, the board of directors
used the invalidated contracts to enirench
itself,

FN60. Unocal Corp, v. Meso Peiroleum
Co., 493 A2d 946, 954 (Del.1985); see
also Revlon, Ine. v, MacAndrews & Forbes
Holdings, Inc ., 506 A.2d 173, 180
{Del.1986).

FNGI. Omaicare, 818 A.2d at 931,

In Omuicare the board entered into a merger agres-
ment with an acquiror. [FN62] As parl of the mer-
ser agrecment, the board agreed to submit the mer-
ger agreement to stockholders even if the board
later determined the merger was not in the best in-
terests of gharcholders. [FNG3] Also as part of the
metger agreement, two directors who were share-
holders irrevocably committed to vote in faver of
the merger. [FMNG64] These two direciors owned a
majarity of the company's voting power. The result
of these deal proisctive measures was that the deal
was completely locked-up. {FNGE5] The Supreme
Cowutt of Delaware held that the agreement to sub-
mit the deal o a shareholder vote was unenforce-
able because it resulted in the board disabling its
ability to exercise its fidueiary duties to the minor-
ity shareholders, [FN66]

FNG2. Id, at 9235,
FNG3. Id,

FNG4, Id, at 926.
FNGS. Id. al 918.
FNG66. Id. at 937.

*& Omnicare does not invalidate the contract in this
case. Unlike the board in Omanicare, the News
Corp. board entered into a contract that empowered
ghareholders; it gave shareholders a voice in a par-
ticular corporate governance matter, viz., the poison
pill. It makes no sense to argus that the News Corp.
board somehow disabled its fiduclary duties (o
shareholders by agreeing to let the shareholders
vote on whether to keep a poison péll in place. This
argument is an attempt to uge fidusiary duties in &
way that misconceives the purpose of fiduciary du-
ties. Fiduciary duties exist in ovder to fiil the gaps
in the contractuai relationship between the share-
holders and dirsctors of the corporation. [FNG7] Fi-
duciary duties cannot be used to silence sharehoid-
ers and prevent themn from specifying what the cor-
porate contract is to say, [FNG8] Shareholders
should be permitted to fill a particular gap in the
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corporate contract if they wish o fill it. This point
can be made by reference to principles of agency
law: Agents frequently have fto act in situations
where they do not know exactly how their principal
would like them to act. In such sitnations, the law
says the agent must act in the best interests of the
principal. Where the principal wishes to make
known to the agent exactly which actions the prin-
cipal wishes to be taken, the agent cannot refuse to
listen on the grounds that this is not in the best in-
terests of the principal.

FN67. See Frank H. Easterbrook & Daniel
R. Fischel, THE ECONOMIC STRUC-
TURE OF CORPORATE LAW 592-83
(1998) {"... the fiduciary principle is a ruie
for completing incomplete bargains in a
contractual structurs ...").

TN68, T do not mean to suggest that the
News Corp. directors have no fiduciary du-
ties with respect to the shareholder vote,
The directors have a duty to fully inform
shareholders and to structure the vote 50
that, as much as possible, risks of improper
coercion are reduced.

To the extent defendants argne that the board's fidu-
ciary duties would be disabled after a hypothetical
shareholder vote, this argument also misconceives
the nature and purpose of fiduciary duties. Once the
corporate contract is made expiicit on a particular
issue, the directors must act in accordance with the
amended corporate contract. There is no more need
for the gap-filling role performed by fiduciary duty
analysis. [FN69] Again, the same point can be
made by reference to principles of agency law:
‘Where the principal makes known to the agent ex-
actly which actions the principal wishes to be
taker, the agent must act in accordance with those
mstructions.

TN&9. See Easterbrook & Fischel, supra n.
54, at 92-93 ("Because the fiduciary prin-
cipie is a rule for completing incomplete
bargains in a coniractual structure, it

makes little sense to say that "fiduciary du-
ties" trump actval contracts” (emphasis in
original},

C. Couni I--Promissory Esioppel

In order to assert a claim for promissory estoppel,
piaintiffs must adequately allege: (1) a promise was
made; (2) it was the reasonable expectation of the
promiser to induce reliance or forbearance on the
part of the promisee; (3) the promises Teasonably
relied on the promise and took action to his detri-
ment; and {4) injustice can be avoided only by en-
forcement of the promise. [FN7(]

FN70. Lord v. Souder, 748 A.2d 393, 399
{Del.2600).

The complaint does not describe with any detail
when defendants aliegedly promised that the poison
pill would not be tolled over without 2 shareholder
vote. But making all inferences in plaintiffs' favor,
the complaint can be read to allege that an oral
promise was made during conversations that ensued
berween represeniatives of News Corp. and
plaintiffs. For this reason, 1 conclude that plaintiffs’
promissory estoppel claim survives defendants' me-
tion to dismiss with respect to plaintiffs' allegations
of an oral promise between Phillip and O'Sullivan.

D. Count IIl--Fraud

* The plaintiffs’ third claim s for fraud. In order
to plead common law frand in Delaware, plaintiffs
must aver facts supporting the following elements:
(1) the defendant made = false representation, usu-
alty one of fact; (2) the defendant had knowledge or
belief that the representation was false, or made the
representation with requisite indifference to the
truth; (3) the defendant had the intent to induee the
plaintiff to act or refrain from acting; (4) the
plaintiff acted or did not act in justifiable retiance
on the representation; and (5) the plaintiff suffered
damages as a result of such reliance. [FN71] Fraud
claims are subject to the heightened pleading stand-
ards of Rule 9(b). [FN72]
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FNTL. Afberi v. Alex. Brown Management
Services, Inc., 2005 WL 2130607, at *7
{Del. Ch, Aug. 26, 2005),

FNT2. Id.

The complaint does not allege who made a fraudu-
lent representation or the contents of that misrep-
resentation. [FN73] That a representation wag even
made is not directly alleped in the compiaint but is
an inference that can be drawn in plaintiffs' favor if
the complaint is read very broadly. Because
plaintifls fail to plead facts supporting a claim of
fraud, I must grant defendants' motion as to this
claim.

FN73. OV, One v. Revources Group,
Del.Super,, 1982 WL 172863, at *3 (Dee.
14, 1982) (dismissing fraud claim where
"the person who made the misreprasenta-
tion is not named."™)

E. Count [V--Negligen! Misrepreseniation and
Eguitable Fraud

To successfully nssert a claim for negligent misrep-
resentation, plaintiff must adequately plead: (1) the
defendant had a pecuniary duly to provide accurate
information; (2) the defendant supplied false in-
formation; {3) the defendant failed to exercise reas-
onable care in obtaining or communicating the in-
formation; and (4) the plaintiff suffered a pecuniary
loss caused by justifiable reliance upon the false in-
formation. [FN74) Plaintiffs have failed to assert
with any specificity what false documents or false
staternents they relied upon in connection with the
alleged injury or who produced them. [FN75]
Plaintiffs' complaint suffers from a secand problem:
It fuils to allege a pecuniary loss. In fact, plaintiffs
state in their complaint that they "have no adequate
remedy at faw." [FN76] Because the complaint fails
to aflege who made the misrepresentation or the ex-
istence of a pecuniary loss, I must dismiss
plaintiffs' claim of negligent misrepresentation,

FN7M. Steinman v, Levine, 2002 WL

31761252 (Del. Ch, Nov, 27, 2002) (citing
Sanders v. Devine, 1997 WL 599539, at
*6-7 (Del. Ch. Sept. 24, 1997) and Wolf v.
Magness Constr, Clo., 1995 WL 57189, at
#2 (Del. Ch. Sept. 11, 1995), gff'd, 676
A.2d 905 (Del,1996)).

FN75. See Steinman v. Levine, 2002 WL
31761252, at *15 (Del. Ch. Aug. 4, 2002)
{Dismissing negligent misrepresentation
claim against multiple defendants where
complaint failed to identify misrepresenta-
tions made by any particular director de-
fendant.)

FN76. Compl. § 104,

Plaintiffs have also failed to adequately plead equit-
able fraud. Equitable fraud is subject to Rule 9(b)'s
heightened pleading standard. [FN77] The com-
plaint containg no more facts supporting a claim of
squitable fraud than it does facts supporting a frand
claim, I grant defendants' motion to dismiss with
respect to Count IV.

FN77. Shamrock Holdings of California,
Ine, v, Iger, 2005 WL 1377490, at *7 (Del,
Ch. June 06, 20053,

F. Count Ve-Breach of Fiduciary Duty

Count V of the complaint alleges the directors
breached their fiduciary duties, The complaint is
bereft of any facts that suggest a violation of the
duty of loyalty. Plajntiffs do not allege that the de-
cision to extend the pifl without 2 shareholder vote
was in any way seli~interested, [FN78] The com-
plaint also fails to allege any fucts that support 4
claim for breach of the duty of care, Plaintiffs do
not aflege that the director defendants were unin-
formed about their decision to extend the poison
pill without a sharehelder vote or that they did so in

 bad faith,

FN78. Pls! Answering Br. at 47
{acknowledging that *[pliaintiffs do not
challenge the bong fides of the Pill.")
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*10 Plaintiffs do not allege facts supporting 2 viola-
tion of either the duty of loyalty or the duty of care.
As a result of these pleading deficiencies, I dismiss
Count V of the complaint.

111, CONCLUSION

The complaint adequately states claims for breach
of gontract (count [} and promissory estoppel (count
I). The burden is now on the plaintiffs to prove
that a coniract or promise was actually made that
the Board Policy would be trrevocable. The motion
to dismiss is granted with regard to plaintiffs'
claims for fraud (count III), equitable fraud and
negligent misrepresentation {count IV), and breach
of fiduciary duty (count V),

IT IS SO ORDERED.

Not Reported in A.2d, 2005 WL 3528317
(Del.Ch.), 31 Del. J. Corp. L. 1186

END OF DOCUMENT
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