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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

___________________________________________________________ X
JIM FARES,
Plaintiff, . MEMORANDUM
. DECISION AND ORDER
- against :
: 14 Civ. 05289BMC)
PETER LANKAU, et al., :
Defendars.
___________________________________________________________ X

COGAN, District Judge.

Before me is defendants’ motion to dismiss the Amended Complaint for failureéet@ sta
claim. Also pending is defendants’ request for a pre-motion conference seekingoeavee
for Rule 11 sanctionsFamiliarity with plaintiff's factual allegations is assumed, émely have
been set forth itwo previous opinions of thenited States District @urt for theDistrict of
Delaware, from which this case was transfetcethis Court. The gravamen of plaintiff's claim
is that hisshares of the company controlled by defendants — a company he founded, as it happens
—were diluted by a stock offering pved bydefendantst an undervalued price, in which he
and the other minority shareholders were afforded an opportunity to participate up pocdheir
rata share but in which he did not participatd.he procedurgbostureof this case is complex,
butthe question that resolves the instant motion is straightforward. For the reasdofidhat
defendants’ motion to dismiss is granted.

BACKGROUND
On June 19, 2013vhen this case was pending in the District of Delawdrdge Sue L.

Robinson granted @iendants’ motion to dismigee Amended Complairdnd closed the case.
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Her decision began by notingorrectly, that equity dilution clainsich as this onare
traditionally derivative claims under Delaware lawvhich the parties agree is controllingtims
case- but that such claimsifay be both direct and derivative in the limitéctumstances when
(1) a stockholder having majority or effective control causes the corporatssutexcessive
shares of its stock in exchange for assets ofdnérdling stockholder that have a lesser value;
and (2) the exchange causesramease in the percentage of the outstanding shares owned by the
controlling stockholder, and a corresponding decrease in the share percentage aivaed by
public (minority) shareblders.” 953 F. Supp. 2d 524, 529 (D. Del. 2013) (quoting Gentile v.
Rossette906 A.2d 91 (Del. 2006))nternal quotation marks omittedphe then held that
plaintiff's allegations were insufficient to state a direct claim because thenotithentionany
‘exchange for assets’ that are of lessdug than the stocks issued” and, in her viewale of
stock for cash could not give risetteekind of direct claimcontemplated bgentile 1d. at 530.
She then determined that plaintiff could not maimia derivative claim because he had not
sufficiently plead demand futility under Fed. R. Civ. P. 23dL.at 530-31.

On August 15, 2013, Judge Robinson granted plaintiff's motion for reconsidesbhen
dismissal oder. SeeNo. 12¢v-1381, 2013 WL 4449969 (D. Del. Aug. 15, 2013). The thrust of
Judge Robinson’s reconsideration was that an intervening decision by the D&laweref

ChanceryCarsanaro v. Bloodhound Techs., Inc., 65 A.3d 618 (Del. Ch. 2013)¢cladiéd’

that a sale of stock fmashwas sufficient to meet the “exchange for assets” requirement of
Gentile 2013 WL 4449969, at *3. Importantly, for our purposes, she then went on to hold that
plaintiff's allegations were sufficient under the second pror@esitileas well,id. at*5, a

guestion she had not needed to consider in her prior dismissal, except to note thaff*glainti



claim has components of a direct claim in that he individually suffered econguomg and a
decrease in voting powér953 F. Supp. 2dt530.

Becauselaintiff had also appealed thdismissal, Judge Robinson declined to consider
the additional grounds presented in defendants’ mdtidhe appeal was dismissatiout two
months later OnJune 17, 2014after further proceedings whiatcluded oml argumentJudge
Robinson transferred the case to this District pursuant to a forum selectise iglaintiff's
stockholders agreemettiatshe founctontrollingunder 28 U.S.C. § 1404(3).

DISCUSSION

To gant the relief sought by plaintiff in connection with this motiare., to allow this
case to proceed to discoveryvould require me to agree with Judge Robinsonglaatiff has
stated a direct claim for breach of fiduciary duty ur@entile | cannot in good conscience do
so. It is axiomatic that a prior interlocutory rulingihat adjudicates fewer than all the claims or
the rights and liabilities of fewer than all the parties . . . may be revised at anyefone the
entry of a judgmerit Fed R. Civ. P. 54(b).lt is also “well established” thahterlocutory
rulings “may be modified to the same extent if the case is reassigned to andifect [n re
United States733 F.3d 10, 13 (2d Cir. 1984). Of coursdjsdrict court’spowerto revisit a
previous decision is circumscribed by the “law of the case” doctifmvever, that doctrine

“directs a couts discretion, it does not limit the tribunal’s power” to undo an incorrect decision.

! Those issues, which remain open before me, include the effect of a releas¢epiysigned by plaintiff in
connection with his departure from the company, and simply whether Istabed a claim for breach of fiduciary
duty under the Rule 12(b)(6) standard. Because | dispose of the instamt amaffectivelythe same grounds that
Judge Robinson did originally, | need not reach those questions.

2 The case was assigned to me on July 31, 2014, and | held an initiatstaference by telephone omidust 27,
2014. | ordered supplemental briefing on the instant motion. On October 55 akfrig with opening briefs, | was
advised that plaintiff had filed a voluntary petition for bankruptcy in Mayaalling into question his authority to
prosecutehis case. Aftea period of litigating that issue, plaintiff establishesl authority to prosecute this case as
debtor in possession of his bankruptcy estate through his current couseildry, 2015. | have since proceeded
to consider the merit§ defendants’ motion.



Arizona v. California, 460 U.S. 605, 618, 183Ct. 1382, 1391 (1983). The Second Circuit has

heldthat “district courts may . . . depart from the law of the case and reconsidemnthe
decisions for cogent and compelling reasons,” such as the “need to correetrdeaiJnited

States v. Johnson, 378 F.3d 230, 245 n.16 (2d Cir. Zb@d)nal quotations omitted3eealso

Lewis v. Tuscan Dairy Farms, Inc., 907 F. Supp. 740, 746 (S.D.N.Y. 1995), aff'd sub nom.

Lewis v. Whelan, 99 F.3d 542 (2d Cir. 1996) (“To the extent the law of the casmé@stists

in federal court, it sets a prudential and not a mandatory rule, and does not preventransour

correcting its own mistakes.”) (citirtdiggins v. California Prune & Apricot Grower, Inc., 3 F.2d

896 (2d Cir. 1924) (L. Hand, J.)).

| believe that it was clear error under Delaware fanJudge Robinson toonclwethat a
company’s sale of stock for less than its proper value, in which any shareholde has t
opportunity to participate and to maintain pie rata share, states a direct claim for equity
dilution — in other words, that those facts are sufficient to showttiteexchange causes an
increase in the percentage of the outstanding shares owned by the controlling stockhdlde
corresponding decrease in the share péagenowned by the public (minority) shareholders.”
Gentile 906 A.2d at 108. It would therefore be unjust to require defendants to proceed in
defending this case on other grounds, bound to an incorrect determination taetsiblaintiff
will be seeling to prove state a claim, when they do not. In other worele Mo accept Judge
Robinson’sview of Delaware law as the law of the case and proceed to summary judgment or
trial, 1 would have to apply what | believe is an erroneous view of the law in orddow
plaintiff to recover. N@rincipleof comity or estoppel requires this, and Rule 54(b) exists

precisely to avoid that absurdity.

%1 have no disagreement wifludge Robinson’s determination that the Amended Complaint sufficigeadsthat
“a stockholder having majority or effective control cqdthe corporation tissue excessivghares of its stock in
exchange for assets of the controlling stockholder thal] lralesser value,” as required by the first profty



Substantively, the principle that must be applied here is obvious as a matter of common
sense.Plaintiff does ot dispute thaheand the other minority shareholders were given an
opportunity to participate as buyers in the challenged offering. Thus, althougtud tbat
plaintiff’'s share percentage actually did decrease when he opted noidipatat it canot be
said that defettents’ actions caused that change for purposes of the second p@Gegtdé

In holding otherwise, Judge Robinson relied principally on Dubroff v. Wren Holdings,

LLC, No. 3940, 2011 WL 5137175 (Del. Ch. Oct. 28, 2011), an unpublished decision of the
Delaware Court of Chancery. Speciflgashe cited its holding that:

Although some Delaware courts have used the wexdusive), or its equivalent,

in discussing direct equity dilution claims, the syllogisihanyoneother than

the controller benefits from the transaction, then the minority may not assert a

direct equity dilution claim-is much too simplistic. A corporatiosiminority

shareholders should not be denied a direct equity dilution claim where a controller

expropriates, from them, a large percentage of the corposaéquity, keeps

most of that expropriated equity for itself, and gives a small amount to other

people.
Id. at *8. In Dubroff, the corporation’s control group undertook a recapitalization in which
certain debt would be converted to stock, and additsteakwould be issued in exchange for
new investment; embers of the control group, as well as some but not all ohitherity
shareholders, including some of thaintiffs, participated in the recapitalizatiord. at*2-3.
The control group’s share of equitycreased fronabout 56% to about 90%d. at *3.

Subsequently, the corporation’s shareholders “received an update notice (the }Jpdate’
which stated thd{i]n early August [2002] in order to simplify and strengthen its capital
structure, debt holders converted debt to equity and [the Company] declared a one for twent

reverse stock split.” The Update, however, did not disclose who benefited from the

Recapitéization or what benefits they receivedd. (edit marks in original). Minority



shareholders did not become aware of the recapitalization until, severdbayensroxy

materials seeking approval of a merger revealed the extent of the change ishgwsigare.ld.
This is a critical factual distinction. The direct claim contemplated by Gemtdes

when “public shareholders are harmed, uniquely and individually, to the same extem that t

controlling shareholder is (correspondingly) benefite@gntile 906 A.2dat100. Taking every

one of plaintiff's allegations as true, there was no benefit conferred on defendantasmat

also available to plaintiff and other minority shareholders. This is not the@nttlaat the

Dubroff court was king asked to consider when it held that a control group that appropriates

value and “gives a small amount to other people” may be liable in a direct claighbly

those who were excluded.

My view is in accordvith the reasoning of the District CountJoe W. & Dorothy

Dorsett Brown Found. v. Frazier Healthcare V, L.P., 889 F. Supp. 2d 893 (W.D. Tex. 2012),

aff'd, 538 F. App’x 484 (5th Cir. 2013) Frazief], which held that similar facts to those here

“do not fit within the narrow rule” established @entileallowing direct equity dilution claims

Id. at 898. The Fraziercourt determined that the plaintiffs had failed to satisfy the second prong
of Gentile because to do so, they must have “show[n] the benefit received by the controlling

stockholder was an exclusive ondd. at 899-90 (citing_Feldman @Cutaig 956 A.2d 644, 657

(Del. Ch. 2007)aff'd, 951 A.2d 727. The courtrecognizedts conflict with thelanguage of

Dubroff, but found that Dubroff did neéquire a differentesultfor two reasons. First, the

Dubroff court had characterized “exclusive” to mean that nobody but the control grdigeén
afforded an opportunity to participate, lfreasoned the Frazieourt)the focus shoultiave
beenon whether thelaintiff was abldo participate.ld. at 900. Secand, as a practical matter

[T]o apply theGentilerule as broadly aBubroff has done would essentially
destroy the derivativdirectdistinction in equity dilution claims cases such as
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this, because . it will very often be the case that some shareholders see their
equity diluted when corporate debt is converted to equity. And, probably even in
a majority of cases, controlling shareholders and their nominee directobewill
among those whose debt iglieased to equityThe broad holding in Dubroff
would subject those shareholders and directors torpesger, direct claims in
almost every instance, and would transform detseuity conversions, a
standard and normally legitimate corporate practide, minefields ofGentile
liability. This appears to be contrary to losignding Delaware Supreme Court
precedent, which repeatedly affirms that the merger event essentiallyuehds s
claims, absent certain narrow exceptioAgcordingly, . . . [plainffs] must show
they were excluded from the benefit. to state a claim und&entile

Id. (citation omitted) The court concluded that because the plaintiffs had admitted that they had
been “offered the opportunity to participate” in the offering, and because otheonwaHing
shareholders had actually done so, there was no direct claim available underligeatise

“they could have participated, but chose not tin.”at 901.

Judge Robinson also cited St. Clair Shores Gen. Emps. Ret. Eiseler, 745 F. Supp.

2d 303, 313 n.10 (S.D.N.Y. 2010), in support of her determination that a direct claim had been
plead. The proposition for which she citedtcase isunclear. IrSt. Clair, the plaintiffs alleged
that the control group failed to ikexcertain disclosures, which failure “led [the company’s
shareholders to approve . . . additional shares for the company’s stock option plans, which, once
issued, dilutedithe] Plaintiff's equity in[the companyjand impaired its voting rights.ld. at

306. The court rejected tldgrectclaim for a variety of reasons, including failure to plead the
existence of a control group, and that the alleged harnmeesproperly consideredsa

derivative. The footnote cited by Judge Robinson #uat$[a] further defect in the Amended
Complaint is that there is no allegation that the Defendants wesel &igeneficiary of the

options grants. In fact, the Amended Complaint does not contend that all of the optwest. . .

to the Defendants. . This violates the principle of the direblarm cases that tisele

beneficiary of the transaction be the defendantiel” at 313 n.10 (citingsentile 906 A.2d at

100; additional record citations omitted).



Finally, Judge Robinson citgglarsanarp65 A.3dat660, which as she correctly observed
had “noted that an individual claim is possible when there is an ttdes- conflict’ in which the
directors favored themselves and shifted value away from the common stock.” 2013 WL
4449969, at *Hciting id.). ButCarsanare- the case on which Judge Robinson relied in holding
that the “asset exchange” requiremenGefhtilehad been met did not involve plaintiffs who
had declined an opportunity to participate in the allegedly dilutive offeringneRat

[t] he plaintiffs did not learn of the issuances or their consequences until . . . [the

company]was sold for total consideration of $82.5 millioAt that point, the plaintiffs

discovered that their overall equity ownership had been diluted to undeAfiés.

menbers of management received transaction bonuses of $15 million and the preferred

stockholders received nearly $60 million in liquidation preferences, the plaingifes w
left collectively with less than $36,000.

65 A.3dat627. Just as with Dubrofthis critical factual distinctior that plaintiff here is
challenging a transaction in which hienselfchose not to participatefar outweighs any
persuasive force of the bare concludioatdefendantsiere also “shifted value away from the
common stock.”

In fact, it would be fair to read Judge Robinson’s reinstatement of the Amended
Complaint as recognizing the failings in plaintiff's allegations under thensiegrong ofGentile
but choosing (for some unstated reason) not to revisit ¢hehe plading stagevhen the issue
putbefore her was the “exchange for assets” requirement. She herselfivadted

unlike many cases that have been held to be direct dilution claims, [plaintsf] doe

not plead facts regarding the percentage by which the controlling stockholder’s

ownership increased relative to the percentage by which the minority
shareholders’ ownership decreased. Althopdguntiff's] complaint passes

muster at this stage, it does not indicate that [plaintitflnecessarily prevail on
themerits.



2013 WL 4449969at*4 n.3 (citations omitted) (distinguishinQarsanarp65 A.3d at 630, 634;

Gentile 906 A.3d at 95; and Dubroff, 2011 WL 5137175, at *3herefore hold that plaintiff

has failed to state a direct claim for breacfidiciary duty?

The fact that | have reconsidered Judge Robingenistatement of plaintiff'slirect
claim does notequire me taevsit her dismissal of his clainto theextent that itvasderivative,
for failure to plead demand futilityBut evenif | were to do so, | would agree with her holding
that the Amended Complaint fails to plead demandtfyti accordance with Rule 23.1.

Under Delaware law, “demand is excused if the plaintiff alleges partioedefacts
creating a reasonable doubt that: (1) the directors are disinterestedi@pendent or (2) the
challenged transaction was otherwise the product of a valid exercissinéssijudgment.n

re Bank of Am. Corp. Sec., Derivative, & Employee Ret. Income Sec. Act (ERIS&) 757

F. Supp. 2d 260, 330 (S.D.N.Y. 2010) (quoting Aronson v. Lewis, 473 A.2d 805, 814 (Del.

1984)) (internal quotations omitted)A director is interested if he or she will receive a personal
financial benefit from a transactidnat is not equally shared by the stockholders. . . .” Id.

(quoting Rales v. Blasban@34 A.2d 927, 936 (Del. 1993)emphasis added3eealsoln re

Am. Int'| Grp., Inc. Derivative Litig. 700 F. Supp. 2d 419, 431 (S.D.N.Y. 20H3)'d, 415 F.

App'x 285 (2d Cir. 2011) (citindRales 634 A.2d at 933) (“Directorial interest exists where a
director will receive a personfihancial benefit from a transaction that is not equally shared by

the stockholders or the corporation.”¢cardIn re Bridgepoint Educ., Inc. Bolder Derivative

Litig., No. 13€v-2947, 2014 WL 5325711, at *10 (S.D. Cal. Oct. 17, 2@a¢4ing Ormanv.

* In disposing of this case on this grouhcecognize the principle that “[u]nless it is unmistakably clear thathe. . t
complaint lacks merit or is otherwise defective, . . . it is bad practicGedestrict court to dismiss without affording
a plaintiff the opportunity to be heard in oppositioshider v. Melindez199 F.3d 108, 113 (2d Cir. 1999).
therefore note thadlaintiff hasalreadyhad ample opportunity to be heard on this isstievas, of course, fully
briefedbefore Judge Robinson. Moreover, plaintiff acknowledged that it wsesdrédespite Judge Robinson’s
ruling) in defendants’ supplemental briefing before me, althdnggthose not to address it.
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Cullman 794 A.2d 5, 25 n.50 (Del. Ch. 2002)[T] he receipt of a benefit not generally shared
with other shareholders is frequently a factor when determining whethercéodistands on both
sides of the challenged transaction.For much the sanreason that plaintiff has failed to plead
a direct claim- which boils down to his admission that no defendatained any benefit from
the challenged transaction that was not available to any sharehbledras failed to plead that
any particular defedant was thterested” in the transaction by receiving such benefit.

Neither are there any facts alleged that are sufficient to rebut the presuthpatitre

challenged transaction was a valid exercise of business judgmenn r8ekEP. Morgan Chase

& Co. Sholder Litig, 906 A.2d 808, 825 (Del. Ch. 2005ff'd, 906 A.2d 766 (Del. 2006)
(“Due to the absence of particularized factual allegations calling into qudstidiréctors’ good
faith, honesty, or lack of adequate information, the court finds that the complaint dgesenot
rise to a reason to doubt whether the decision of the board of direct@ntitled to the
protection of the business judgment ri)le.
Moreover plaintiff’s allegations do not create an inference that the individual defendants
were interested on the basis of their potential liabilitywder that theory, “the director can only
be considered ‘interested’ if the potential personal liability rises to ‘aantiatlikelihood;’ it is

not sufficient that ‘a mere threat’ of personal liability is allegelth’te Bank of Am., 757 F.

Supp. 2cat 330-31 (quotations omitted). In a derivative suit, of course, “the corporation is both
the party that suffers the inju(s reduction in its assets or their value) as well as the party to
whom the remedy (a restoration of the improperly reduced value) would fl@entile 906

A.2d at 99 (Del. 2006])citing Tooley v. Donaldson, Lufkin & Jenrette, Inc., 845 A.2d 1031 (Del.

2004). Viewed as a derivative suit, the harm in this case would simply be that defendants

reduced thequityvalue of the company by sellinopdervalued shargthe severity of individual

10



misconduct contemplated by this thebeg far beyond the approval of a undervalued stock sale.

Cf.,e.q, Inre INFOUSA, Inc. Siolders Litig, 953 A.2d 963, 990 (Del. Ch. 2007)T]he

willingness of certain directors to issue FormH® that, allegedly, materially misregsented

the nature of benefits” werefregiousenough” to excuse demand on the basis of potential

liability). > Therefore, plaintiff has failed to plead demand futility in accordance with Rule 23.1.
Finally, plaintiff’'s second cause of action, for aiding and abetting a baddchuciary

duty, fails because he has not plead an underlying or predicate b8sattigher Educ. Mgmt.

Grp., Inc. v. Mathews, No. Civ. A. 9110, 2014 WL 5573325 (Del. Ch. Nov. 3, 2014).

CONCLUSION

For the foregoing reasons, defendants’ [16] motion to dismiss is granted. TkesCle

directed to enter judgment dismissing the Amended Complaint. Defendants't{@didguest

® The Court of Chancery alsexplainedn that caséalthough not specifically with respect to the liability theory of
interestedness) that “[a]llegations of breach of fiduciary duty do notretically excuse the demand v@égment
because:

In most derivative suits claiming waste, excessive executive egtdircompensation, or harm
from other seHinterested transactions, a plaintiff will argue that the board's de¢tsatow a
transaction was a violation of ffigluciary duties. If the plaintiff can then avoid the demand
requirement by reasoning that any board that would approve such aftitansa. is by definition
unfit to consider demand, then in few (if any) such suits will demandbevexquired. Thidoes
not comport with the demand requirement's justification as a bulewarotect the managerial
discretion of directors.

Id. at 989.

11



for a premotion conference is deemed their motion. The pre-motion conference is waived.
Defendants may supplement or withdraw their motion within seven (7) days of thisiioligbt

of this disposition of the case.

SO ORDERED.

Digitally signed by Brian M. Cogan

Uu.S.D.J.

Dated: Brooklyn, New York
June 30, 2015
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