
By Sandra Feldman

This edition of the Quarterly 
State Compliance Review looks 
at some legislation of interest 
to corporate lawyers that went 
into effect between Aug. 1 and 
Oct. 1, including amendments 
to Delaware’s corporation, LLC 
and LP laws. It also looks at 
some recent decisions of inter-
est, including two from the Del-
aware Supreme Court.
IN THE STATE  
LEGISLATURES
DE AMENDS ITS GENERAL 
CORPORATION LAW, LLC 
ACT AND LP ACT

Senate Bill 77, effective Aug. 
1, enacted amendments to Dela-
ware’s General Corporation Law. 
The bill, among other things, per-
mits a corporation that is both a 
nonprofit nonstock corporation 
and an association of profes-
sionals to have a name that does 
not contain a corporate indica-
tor under certain circumstances 
and permits a corporation to use 
the word “trust” in its name un-
der certain circumstances.

The indemnification section 
was amended to clarify when 
the right to indemnification or 
advancement of expenses aris-
ing under a provision of the 
certificate of incorporation or a 
bylaw can be eliminated or im-
paired by an amendment to the 
certificate of incorporation or a 
bylaw.

The provisions governing 
conversions of other entities 

By Robert S. Reder, David Schwartz and Roxana Azizi

A current “hot button” issue in corporate law is the extent to which federal 
law can — or should — pre-empt state corporate law regimes. Due to  
 its prominence as the state of incorporation for so many U.S.-domiciled 

corporations, Delaware has frequently found itself at the epicenter of this debate. 
One area in which this tension recently flared is in the context of insider trading. 
When one thinks of insider trading actions, § 10(b) of the Securities Exchange Act 
of 1934 and Rule 10b-5 promulgated thereunder naturally come to mind. How-
ever, as long ago as 1949, in “the venerable case” Brophy v. Cities Service Co., 70 
A.2d 5 (Del. Ch. 1949), the Delaware Court of Chancery recognized the right of 
Delaware stockholders to sue corporate fiduciaries derivatively to recover profits 
derived from insider trading on the basis of “confidential corporate information.” 
According to the Brophy court, “[e]ven if the corporation did not experience ac-
tual harm, equity requires disgorgement of that profit.”

In 2010, the Court of Chancery had the opportunity to re-visit the continued 
viability of Brophy. In Pfeiffer v. Toll, 989 A.2d 683 (Del. Ch. 2010), the Court of 
Chancery rejected the argument that Brophy is a “misguided vehicle for recover-
ing the same trading losses that are addressed by the federal securities laws.” 
Instead, the Court of Chancery declared, the “federal insider trading regime as 
currently structured rests on a foundation of state law fiduciary duties.” However, 
in so ruling, the Pfeiffer court limited Brophy by observing that the harm ad-
dressed is “not measured by insider trading gains or reciprocal losses,” as under 
the federal regime, but rather by “harm to the corporation” measured by its “costs 
and expenses for regulatory proceedings and investigations, fees paid to counsel 
and other professionals, fines paid to regulators, and judgments in litigation.”

Then, in June 2011, the Delaware Supreme Court was called upon to con-
sider whether Pfeiffer correctly limited Brophy to an action to recover only such  
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and domestications were amended 
to provide that the certificates re-
quired to be filed (a certificate of 
incorporation and a certificate of 
conversion/domestication) must be 
filed simultaneously or provide for 
the same future effective date or 
time.

The bill also clarified that no cor-
poration may be dissolved, merged, 
transferred or converted until all 
franchise taxes have been paid and 
all annual franchise tax reports have 
been filed.

Delaware’s LLC Act and LP Act 
were amended by Senate Bill 76 
and Senate Bill 95 respectively, ef-
fective Aug. 1. The bills provide, 
among other things, that the name 
of an LLC and an LP must be distin-
guishable from the name of another 
domestic entity of the same type 
and that a certificate of cancellation 
that is filed before the dissolution 
or winding up of an LLC or LP may 
be corrected by filing a certificate of 
correction.

The bills also provided that a 
future effective date set forth in a 
certificate filed under the LLC or LP 
act may not be later than the 180th 
day after filing, effective for filings 
made on or after Jan. 1, 2012. The 
provisions governing conversions 
of other entities and domestications 
were amended to provide that the 
certificates required to be filed must 
be filed simultaneously or provide 
for the same future effective date or 
time.

The bills also clarify that con-
sents to actions without a meeting 
may be made by electronic trans-
mission, and that a supermajority 
amendment provision of an LLC or 
partnership agreement only applies 
to provisions of the agreement that 

are expressly included in the agree-
ment. In addition, the LLC act was 
amended to provide that, for LLCs 
formed on or after Jan. 1, 2012, if 
an LLC agreement does not provide 
for the manner in which it may be 
amended, the LLC agreement may 
be amended with the approval of 
all members.
AMENDMENTS TO BUSINESS  
ENTITY LAWS OF OTHER STATES

In Connecticut, House Bill 6590, 
effective Oct. 1, amended the cor-
poration law to authorize the board 
of directors to fix separate record 
dates for determining shareholders 
entitled to notice of a meeting and 
to vote at the meeting, and autho-
rizes the board to allow sharehold-
ers to participate in a meeting re-
motely.

In Missouri, Senate Bill 366, ef-
fective Aug. 28, authorized corpora-
tions to enter into conversions. In 
Nevada, Senate Bill 405, effective 
Oct. 1, amended the provisions of 
the corporation law dealing with, 
among other things, restrictions on 
mergers between certain public cor-
porations and acquiring stockhold-
ers, electronic notices and commu-
nications, stock transfers, proxies, 
dissolution, indemnification, and 
dissenters’ rights.

In North Carolina, Senate Bill 457, 
effective Oct. 1, amended the pro-
visions of the corporation law gov-
erning appraisal rights. And in Tex-
as, Senate Bill 748, effective Sept. 
1, amended the provisions of the 
Business Organizations Code deal-
ing with, among other things, plans 
of merger, exchange and conver-
sion, dissenters’ rights, appointment 
of receivers, conflict of interest 
transactions, limited partner voting, 
charging orders for partnership in-
terests, and the effect of death or 
divorce on LLC interests.
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By Joseph G. Schmitt  
and Lisa M. Schmid

The popular social networking 
website Facebook currently boasts 
750 million active users, 50% of 
whom log in on any given day. A re-
cent study by the Pew Research Cen-
ter indicates that 13% of Americans 
use Twitter. Google+, the new social 
networking upstart that is expected 
to give Facebook a run for its money, 
grew to more than 10 million users in 
two weeks of its invitation-only test 
phase. LinkedIn, a more professional 
social networking site, reached 100 
million users in March of this year. 
Finally, many others utilize alternate 
social networking websites, includ-
ing MySpace, as well as blogs, e-mail 
list servs, or online chat rooms.

These numbers are impressive to 
say the least, but what do they mean 
for employers?  Well, given the pop-
ularity of such sites, it is likely that 
your employees are using at least 
one form or another of social media. 
Odds are that your employees use 
the sites to post information about 
their workplace, supervisors, or co-
workers. Recognizing this trend, 
many employers have implemented 
or at least considered implement-
ing Internet/social media policies 
in an effort to protect their reputa-
tions, protect their employees, and 
prevent the dissemination of confi-
dential or proprietary information 
on the Internet. Many of these poli-
cies likely contain blanket prohibi-

tions of disparaging, discriminatory, 
or defamatory remarks in relation to 
the company or its employees. These 
policies seem to make perfect sense, 
but unfortunately, employers need to 
re-think them in light of the National 
Labor Relations Board’s (“NLRB”) re-
cent decision in Hispanics United of 
Buffalo, Inc., Case No. 3-CA-27872, 
2011 NLRB LEXIS 503 (N.L.R.B. Sept. 
2, 2011).
HISPANICS UNITED

Hispanics United of Buffalo, Inc. 
(“Hispanics United”) is a nonprofit 
corporation that provides social 
services to economically disadvan-
taged individuals. It drew the NLRB’s 
ire after it fired five employees for 
their Facebook exchange in which 
employee Mariana Cole-Rivera, a 
non-unionized employee, posted 
regarding her co-worker Lydia Cruz-
Moore’s allegations that the agency’s 
employees failed to do enough to 
serve their clients. In the post, Cole-
Rivera asked her co-workers how 
they felt about the allegations, and 
five employees posted responses on 
Facebook, defending their perfor-
mance and complaining about their 
working conditions, including staff-
ing levels and their workload. None 
of the posts attacked Cruz-Moore, 
and they did not take place dur-
ing working hours or on Hispanics 
United’s computers. Cruz-Moore was 
scheduled to meet with management 
regarding her concerns about her co-
workers’ performance before Cole-
Rivera’s Facebook post.

Hispanics United fired Cole-Rivera 
and four other employees who post-
ed after it learned of the Facebook 
exchange, claiming that their posts 
constituted harassment of Cruz-
Moore. The NLRB disagreed and filed 
a complaint against Hispanics United 
on May 9, 2011. In its complaint, the 
NLRB alleged that the fired employ-
ees’ Facebook posts constituted pro-
tected concerted activity under § 7 
of the National Labor Relations Act 
(“NLRA”) and that as a result, Hispan-
ics United’s actions violated § 8(a)(1) 
of the Act, which prohibits employ-
ers from punishing employees en-
gaged in protected concerted activ-
ity. The case was tried in July 2011, 
and a decision was issued on Sept. 2, 
2011. In the decision, the administra-

tive law judge held, for the first time 
ever, that the employees’ discussion 
of their work on Facebook constitut-
ed protected concerted activity. The 
judge then ordered Hispanics United 
to reinstate the terminated employ-
ees and to provide back pay and lost 
benefits.
AMERICAN MEDICAL RESPONSE

While the Hispanics United case is 
the first decision of its kind, it was 
not the first time the NLRB has gone 
after employers for taking disciplin-
ary action against their employees 
for their social media postings. In 
fact, the NLRB started its pursuit in 
late October 2010, when it filed a 
complaint against American Medical 
Response of Connecticut (“AMR”), 
an ambulance service company, after 
it fired one of its medical technicians 
for posting disparaging messages 
about her supervisor on Facebook. 
The AMR employee in question, 
Dawnmarie Souza, called her super-
visor a scumbag and referred to him 
as a psychiatric patient on her Fa-
cebook page. Several of Souza’s co-
workers responded in a supportive 
manner, and that led to additional 
derogatory comments about Souza’s 
supervisor. After it discovered the 
posts, AMR terminated Souza for 
violation of its social media policy, 
which prohibited employees from 
“making disparaging, discriminat-
ing or defamatory comments when 
discussing the company or the em-
ployees’ supervisors, co-workers 
and/or competitors.” AMR’s policy 
also prohibited employees from de-
picting the company in any way on 
Facebook or other social media sites 
on which employees posted pictures 
of themselves.

In response to the firing, the NLRB 
filed a complaint claiming that AMR 
interfered, restrained, or coerced 
employees engaged in the exercise 
of their § 7 rights. The NLRB also al-
leged that AMR’s social media policy 
itself violated the NLRA because it 
“interfere[d] with, restrain[ed] and 
coerc[ed] employees in the exercise 
of the rights guaranteed in Section 7 
of the Act … ”

A hearing was set for Jan. 25, 
2011, but the case settled the day be-
fore. As part of the settlement, AMR 
agreed to revise its “overly broad” 

The NLRB Wants to 
Be Your ‘Friend’
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social media policy to allow employ-
ees to discuss working conditions, 
including their wages and hours, on 
social media sites. AMR also agreed 
to not discipline or fire employees 
for engaging in these activities and 
separately settled the employee’s in-
dividual claims.
KNAUZ MOTORS

The NLRB also filed a complaint 
on May 20, 2011 against Karl Knauz 
Motors, Inc. (“Knauz Motors”), a 
Chicago-area car dealer, for its ter-
mination of an employee after he 
posted negative commentary about 
his employer on his Facebook page. 
The Facebook posts that led to the 
termination arose out of an event at 
which Knauz was promoting a new 
BMW model. Robert Becker, a Knauz 
salesperson, felt that the dealership 
botched the event by offering hot-
dogs and bottled water to its custom-
ers instead of high-end appetizers. 
Becker expressed his displeasure on 
Facebook, and he included pictures 
of the food. Several of Becker’s co-
workers agreed with him, and the 
salespeople worried that the event 
might harm their sales.

Knauz Motors subsequently dis-
covered Becker’s Facebook posts and 
asked him to remove them. Becker 
complied, but Knauz terminated him 
a week later. Knauz Motors claims 
that it fired Becker for reasons oth-
er than his Facebook posts, but the 
NLRB filed its complaint anyway, al-
leging that Becker’s Facebook posts 
were protected under § 7 and that 
Knauz violated the NLRA by termi-
nating his employment. This matter 
has yet to be resolved.

Unfortunately, Hispanics United, 
AMR, and Knauz Motors are not the 
only employers doing battle with the 
NLRB over Internet/social media pol-
icies and employees’ usage of social 
media to discuss their employers. In 
fact, the NLRB recently stated that all 
52 of its regions currently have ac-
tive complaints related to employees’ 
social media use as protected con-
certed activity. Further, in addition 
to filing complaints, the NLRB has 
threatened to file complaints against 
companies, including Thomson Reu-
ters, if they refuse to settle employee 

complaints about adverse actions 
resulting from social media usage. 
Given all of its actions, it is clear 
that the NLRB has made this issue a 
top priority, and that spells trouble 
for employers’ Internet/social media 
policies or employers that have tak-
en adverse action against employees 
for employment-related social media 
posts.
SOME GOOD NEWS

Despite the gloom and doom 
above, there is some good news too. 
Recently, three NLRB Regional Di-
rectors have made it clear that not 
all employer-related social media 
posts by employees are protected 
concerted activity, and in each of 
those cases, the Regional Directors 
recommended dismissal of a filed 
complaint.

The first case from July 7, 2011, in-
volved a bartender employee of JT’s 
Porch Saloon and Eatery, Ltd. (“JT’s”) 
who complained verbally about his 
employer’s tipping policy and then 
complained to his stepsister about 
the same policy and his working 
conditions generally on Facebook. 
The bartender never discussed the 
Facebook post with his co-workers, 
and none of them responded to it. 
Approximately a week later, JT’s 
fired the bartender for his Facebook 
posts, but the Regional Director con-
cluded that JT’s did not violate § 8(a)
(1) of the NLRA because the bartend-
er’s actions did not constitute pro-
tected concerted activity. The bar-
tender’s Facebook post did not grow 
out of his previous griping, the bar-
tender did not discuss his Facebook 
post with any other employees, and 
none of his co-workers responded to 
it. Moreover, the bartender did not 
initiate action to change the tipping 
policy, and he did not attempt to 
bring the bartenders’ complaints to 
management.

In the second case from July 19, 
2011, a Wal-Mart employee posted 
complaints about his working con-
ditions on his Facebook page, and 
several of his co-workers responded 
sympathetically but did not engage 
in a conversation about their working 
conditions. Wal-Mart disciplined the 
employee, and the charge followed. 
The Regional Director concluded 
that the posts were simply individual 
gripes rather than concerted activity, 

and as such, he recommended that 
the charge be dismissed.

Finally, in the third case, also from 
July 19, 2011, an employee of Martin 
House, a residential facility for home-
less people, engaged in a Facebook 
conversation with two friends about 
her job and the residents, essentially 
poking fun at some of them. Upon 
discovery of the conversation, Mar-
tin House terminated the employee 
and the complaint followed. The Re-
gional Director concluded that the 
employee’s actions did not constitute 
protected concerted activity because 
she did not discuss the posts with 
any of her fellow employees.

Regardless of the recent recom-
mendations for dismissal by Region-
al Directors, it is still clear that the 
NLRB is determined to continue its 
aggressive pursuit of this issue, par-
ticularly given the high number of 
outstanding cases. As a result, em-
ployers must take action to protect 
themselves if and when the NLRB 
comes calling.
PROTECTING EMPLOYERS

Fortunately, there are some con-
crete actions employers can take to 
enhance their protection against such 
complaints.  First, though it might 
seem risky in light of the Hispan-
ics United decision and the NLRB’s 
recent actions, employers should 
continue to maintain already estab-
lished Internet/social media policies 
and should establish such policies if 
they do not exist. These policies are 
still valuable as they provide protec-
tion for both the employer and the 
employee. Rather than throw out the 
policy completely, employers should 
take the following steps to avoid 
running afoul of the NLRB:

Do not include blanket pro-
hibitions of employee speech 
related to work and working 
conditions like the one includ-
ed in AMR’s policy. Such poli-
cies may draw the attention of 
the NLRB even if an employer 
does not take adverse action 
against an employee.
Include a provision that ex-
pressly states that the policy 
does not prevent employees 
from discussing their working 
conditions, including but not 

NLRB
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By James J. Leonard  
and John L. Watkins

Many companies are sitting on 
buried treasure and do not even 
know about it. Buried treasure is of-
ten found in insurance policies the 
company purchased, including poli-
cies purchased many years ago. In 
other cases, substantial resources 
are unlocked in policies the com-
pany inherited through a merger 
or acquisition. This buried treasure 
can often be worth millions or even 
tens of millions of dollars that go 
directly to a company’s bottom line. 
This may sound too good to be true, 
but it happens more often than you 
might think. The key is to know 
where to look for buried treasure in 
your insurance resources and what 
to do if you find it.

In order to find buried treasure in 
your company’s insurance policies, it 
is first important to understand how 
it was lost in the first place. There 
are many ways in which companies 
overlook or fail to pursue available 
insurance resources. Here are some 
of the more common.

A claim was submitted, but the 
insurance company denied cover-
age and the denial was not chal-
lenged.

When this happens, companies 
often simply engage counsel at their 
own expense and deal with the 
claim, often by paying a settlement 
or judgment. As the matter pro-
ceeds, often at a cost of hundreds of 
thousands or millions of dollars, the 
claim under the policy is forgotten.

However, all may not be lost. So 
long as the matter is within the state’s 

statute of limitations, the company 
can probably still challenge the de-
nial (in litigation if necessary) and 
potentially recoup defense costs as 
well as settlement and judgment ex-
penses. Of course, there still has to 
be a basis for coverage under the 
policy, but many times insurers 
“win” simply by denying the claim 
and the insured not pursuing cover-
age.

In most states, the bar for requir-
ing an insurance company to pro-
vide a defense (pay for lawyers to 
defend a claim) is lower than the 
bar for paying for a settlement or 
judgment. Further, in most states, if 
part of a claim is covered, the in-
surer is obligated to provide a de-
fense for the entire claim. Getting 
back some or all of the legal fees 
spent in defending a case can be a 
substantial recovery in itself.

The company may not under-
stand the nature of occurrence 
based policies.

Many policies, especially commer-
cial general liability (“CGL”) poli-
cies, are written on so-called “occur-
rence” based forms. In broad terms, 
these policies cover bodily injury or 
property damage caused by an oc-
currence during the policy period.

Under an occurrence based pol-
icy, if a claim asserted is based on 
events that happened years ago, the 
policies in force at that time may still 
cover the claim. Environmental and 
asbestos claims are examples of this 
type of situation. In some instances, 
policies written in the 1950s and 
even earlier are providing coverage 
today for these types of claims. Pur-
suing coverage under older policies 
can be important and beneficial, be-
cause they contain fewer exclusions 
(such as the partial and absolute 
pollution exclusion) found in more 
modern policies.

The company may not under-
stand the breadth of claims po-
tentially covered.

Even sophisticated policyholders 
typically assume that only bodily in-
jury and tangible property damage 
are covered by insurance. Although 
this is often true, under some poli-
cies (and depending on the jurisdic-
tion), it may be possible to obtain 
coverage for claims such as trade 

secret violations, breach of contract 
and loss of data. The key point here 
is to base decisions on what the 
policies and law provide, and not 
what you assume may or may not 
be covered.

The company may be unaware 
of what its modern policies cov-
er.

Policies are now available that 
specifically provide coverage for 
environmental issues (referred to as 
“environmental impairment liabil-
ity” coverage or simply “pollution 
coverage”), breach of trade secrets 
and breach of contract (such as un-
der “media tech” policies often mar-
keted to the software industry), and 
other types of risks. For example, 
other insurance products are being 
marketed to provide coverage for 
data breaches and cyber liability is-
sues.

In some instances, a company 
may have policies providing cover-
age, but does not realize it has cov-
erage available. Although this may 
seem unlikely, it does happen. For 
example, a company may separate 
its risk management and legal func-
tions. If one department is respon-
sible for procuring insurance and 
another for giving notice of claims, 
it is possible that all available cover-
age will not be pursued. This type 
of situation happens more often 
than you might think. Further, in 
this day of frequent turnover due 
to mergers and acquisitions, layoffs, 
and general movement of person-
nel from one company to another, 
those now responsible for manag-
ing insurance issues may simply 
be lacking a thorough institutional 
knowledge of the scope of coverage 
previously purchased.
LOOKING FOR TREASURE

Now that you understand how 
buried treasure can be lost, here is 
a map to start looking for your com-
pany’s insurance resources.

Make sure you are getting cop-
ies of insurance policies from your 
insurance company or broker or 
agent when they are issued.

This may seem obvious, but we 
often have to work to get copies of 
the relevant policies. It is very com-
mon to ask for the policy and to get 

Is Your Company 
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Finding Resources in  
Insurance Policies
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limited to their wages, hours, 
workload, etc.
Expressly state that any con-
fidentiality provisions do not 
prohibit an employee from 
discussing his or her own 
wages or working conditions.
Do not prohibit employees 
from identifying themselves 
as company employees.
Expressly explain that the pol-
icy is meant to protect both 
the employer and the employ-
ee and ask the employee to 
think twice about Internet/so-
cial media usage in relation to 
the company. Note that nega-
tive posts about the employer 

can reflect poorly on the em-
ployee as well.
Be aware of union organization 
when considering implemen-
tation of the policy; drafting or 
revising the policy in the face 
of union organizing activities 
could draw a complaint.

Furthermore, and despite the 
Hispanics United decision and the 
NLRB’s recent actions, an Internet/
social media policy can and should 
still prohibit disclosure of the com-
pany’s or the company’s clients’ con-
fidential or proprietary information 
as well as disclosure of legally pro-
tected private information, such as 
medical information protected by 
HIPAA. Additionally, the policy can 
and should still prohibit harassment 
and discrimination, obscenity, and 

disloyalty, which amounts to defam-
atory and false statements.

In addition to drafting or revising 
Internet/social media policies, em-
ployers should educate supervisors 
about the policies, particularly in 
relation to employees’ § 7 concerted 
activity rights. Supervisors should be 
instructed to hold off on immediately 
disciplining or terminating employ-
ees in response to social media posts 
about the employer, their supervisors, 
or their co-workers as those posts 
could constitute protected concerted 
activity. Supervisors should also con-
sider involving human resources or 
legal counsel before taking action.

Finally, employers must educate 
their employees about their Inter-
net/social media policies. In doing 

NLRB
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a copy of an insurance certificate or 
a declarations page. An entire busi-
ness policy is usually many pages 
long, and an insurance certificate or 
“dec page” is only the tip of the ice-
berg. If you do not have a set of poli-
cies, contact your agent or broker (or 
your carrier) and ask for copies.

Gather and keep all policies in a 
central repository.

As you can gather from the discus-
sion above, old policies can be valu-
able, so do not throw them away. 
Policies can (and should) be scanned 
and stored (or backed up) electroni-
cally off-site. That way, they will al-
ways be available.

Never blindly accept your insur-
er’s statement that a claim is not 
covered.

The same is true for assessments 
by agents and brokers. Although 
such assessments may be correct, 
our experience is that they are often 
wrong.

Review files for prior denials of 
claims.

As noted above, it may well be 
possible to pursue coverage if an in-
surance company has denied a claim 
and your company has been forced 
to incur the expense of hiring coun-
sel and paying a settlement or judg-
ment. Statutes of limitation (which 
vary from state to state) may come 
into play here, so it is very important 

to review claim files for denials as 
quickly as possible and to analyze 
whether coverage should be pur-
sued.

If you consult with an attorney 
regarding coverage issues, make 
sure that the attorney has substan-
tial experience in handling cover-
age claims.

Although an insurance policy is 
a contract, it is a particular type of 
contract. Insurance coverage issues 
are often not intuitive. Experienced 
coverage counsel can usually tell you 
pretty quickly whether coverage ex-
ists or at least whether there is a rea-
sonable basis for pursuing coverage. 
An experienced coverage lawyer will 
also have greater credibility in deal-
ing with an insurance company than 
a generalist.

Going forward, give notice of 
claims early and often.

Always assume that a claim may be 
covered. Insurance companies often 
raise late notice as a defense, and, 
depending on the circumstances and 
the jurisdiction, they may be able to 
avoid coverage on this basis.

Note that special rules exist for 
“claims made” policies.

Claims made policies, as a general 
rule, only cover claims that are made 
during the policy period. These poli-
cies are designed to eliminate the 
“long tail” risk discussed above re-
garding occurrence policies. “Claims 
made” policies are typically written 
for professional liability and D&O 

coverage, although they may be 
used in other circumstances. Under 
claims made policies, giving notice 
within the policy period or extended 
reporting period is typically a pre-
requisite to coverage, which makes 
giving notice an even more impor-
tant issue.

Many claims made policies have 
“notice of circumstances” provi-
sions. These provisions are designed 
to ameliorate the sometimes harsh 
application of claims made policies 
and allow the policyholder to report 
events during the policy period that 
may give rise to a claim later, even 
though a claim has not yet been 
made. If a “notice of circumstances” 
provision exists, and such a notice is 
properly made during the policy pe-
riod, the policy should cover claims 
made after the policy period. It is 
thus a good idea to make a careful 
internal review of circumstances that 
may give rise to a claim before the 
expiration of a policy period.
CONCLUSION

Companies buy insurance policies 
to protect themselves from claims, 
but, in many instances, do not pur-
sue or take advantage of the cover-
age they have purchased. However, 
with a little bit of digging and review, 
it is often possible to find coverage 
in those policies. We hope we have 
provided a map to start finding the 
buried treasure at your company.

Insurance Policies
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By Sophia Lee  
and Christine Soares

Your company has just been sued 
in federal court. In this age of elec-
tronic discovery, you know you will 
apportion a large majority of your 
litigation costs to discovery, with 
the bulk of the expense for e-dis-
covery. You also know the process 
of gathering, recovering, reviewing 
and producing electronically stored 
information (“ESI”) can be expen-
sive, time-consuming and tedious. 
Your company may not have all of 
the resources in place to handle the 
task, and the job may even be too 
big for your outside counsel to han-
dle in its entirety. It is no wonder, 
then, that when discussing pre-trial 
strategy with your litigation team, 
outsourcing the e-discovery process 
is a topic on the table.

Outsourcing, however, is not 
without risk. Often, IT consultants 
do not understand the law, the re-
view team is not intimately involved 
in the case, and counsel lacks basic 
knowledge of information systems, 
affecting their ability to manage the 
process. Combine all three risks into 
one case, and you have the makings 

of a perfect sanctions or legal mal-
practice storm.

The recent legal malpractice 
lawsuit filed by J-M Manufactur-
ing Company, Inc. (“J-M Manu-
facturing”) against the company’s 
lawyers, McDermott Will & Emery 
(“McDermott”), over the production 
of 3,900 privileged documents to 
the federal government in a qui tam 
investigation highlights some of the 
risks inherent in outsourcing the 
e-discovery process. The amended 
complaint alleges the following rel-
evant facts:

In response to subpoenas 
from the federal, California 
and Tennessee governments, 
McDermott and J-M Manufac-
turing identified 160 custodi-
ans likely to possess respon-
sive ESI.
McDermott worked with J-M 
Manufacturing to collect the 
custodians’ data, and trans-
ferred the data to two third-
party e-discovery vendors, 
Stratify, Inc. (“Stratify”) and 
Navigant Consulting, Inc. 
(“Navigant”).
Navigant and Stratify ran 
search-term and privilege fil-
ters through the collection to 
identify relevant documents 
and separate out documents 
protected by the attorney-cli-
ent privilege.
After McDermott produced 
the documents to the federal 
government, the federal gov-
ernment notified McDermott 
that a significant amount of 
the production included non-
responsive and attorney-cli-
ent privileged documents and 
asked McDermott to conduct 
a privilege review and resub-
mit the documents.
Prior to the second produc-
tion of documents, McDer-
mott retained contract at-
torneys from Hudson Global 
Resources to perform the 
privilege review. The second 
production included 250,000 
documents, 3,900 of which 
were later determined to be 
privileged.

J-M Manufacturing was later 
informed that the document 
production including the 
privileged documents was 
subsequently produced to 
counsel for the whistleblow-
ers, who refused to return the 
documents, arguing the attor-
ney-client privilege had been 
waived.

While it is not the purpose of this 
article to comment on the merits 
of the case, the lawsuit serves as a 
sobering reminder that although 
outside counsel can delegate the 
tasks of e-discovery to both the 
client and third-party vendors, 
the overall responsibility for e-
discovery cannot be delegated. 
The e-discovery process must be 
defensible at every step, both to 
the opposition and to the courts 
regardless of who actually han-
dles the task. Below is a checklist 
of best practices for both in-house 
and outside counsel to consider, 
discuss and monitor throughout 
the litigation to ensure confidence 
in the client relationship and the 
e-discovery process.

ISSUE LITIGATION HOLD  
NOTICE

The duty to preserve information 
for discovery is triggered whenever 
a party reasonably anticipates litiga-
tion. A litigation hold notice should 
issue to key custodians expected to 
have relevant information in their 
possession, custody or control. 
The language of the memorandum 
should be clear and understand-
able to non-legal personnel, explain 
the nature of the information to be 
preserved, and provide adequate in-
struction as to how the information 
should be preserved and collected. 
The notice should adequately ex-
plain the nature of the litigation to 
help the custodians determine what 
information needs to be preserved. 
To determine the efficacy of the no-
tice, counsel may want to consider 
testing the notice on a small focus 
group for ambiguities or concerns.

The obligations attendant to the 
litigation hold notice do not end 
at its issuance. Counsel should  

Taking Responsibility 
For the e-Discovery 
Process
Lessons Learned from J-M 
Manufacturing Company, Inc. 
v. McDermott Will & Emery
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periodically review the notice as 
the litigation progresses and more 
details are learned about the dis-
pute to determine whether any part 
of the notice needs to be modified 
or whether the list of key custodi-
ans needs to be amended. Counsel 
should also determine an appropri-
ate time span for reissuance of the 
notice as a reminder to the custo-
dians of their continuing obligation 
to preserve while the litigation is 
pending. Once the litigation has re-
solved, a separate notice should be 
issued to the key custodians indi-
cating the litigation and the duty to 
preserve have ended.
IDENTIFY KEY CUSTODIANS

To determine the key custodians, 
counsel should interview employ-
ees and third parties who are famil-
iar with the disputed issues to de-
termine who may have discoverable 
information. The interviews should 
cover both the nature and location 
of the relevant information, as well 
as the substance of the litigation. 
The substantive understanding will 
help with development of the list 
of filtering terms (described below) 
and litigation strategy, such as deter-
mining whether certain information 
should be designated as confiden-
tial and/or privileged. The interview 
is an opportunity to remind the cus-
todians of the negative inferences 
and impact on the company where 
there is spoliation or destruction of 
evidence, as well as to answer any 
questions or clarify issues posed by 
the custodians. Interviews should 
also be conducted to determine 
whether the universe of custodians 
has been captured in the distribu-
tion for the notice. Counsel should 
amend the litigation hold notice to 
include new custodians when they 
are discovered. The team should 
also track the list of custodians who 
have acknowledged receipt of the 
notice.
UNDERSTAND DATA  
MANAGEMENT SYSTEMS

It is not enough for counsel to 
give the client’s IT personnel lists of 

search terms and custodians and di-
rect them to collect the ESI. Under-
standing the client’s data manage-
ment systems is a critical component 
to a defensible e-discovery strategy 
and a responsibility that cannot be 
delegated. In fact, most mistakes 
involving the collection of ESI that 
result in discovery disputes and/
or sanctions occur because counsel 
fails at this best practice.

Counsel must, at a minimum, 
work with the client’s IT personnel 
to understand the company’s data 
retention architecture and where the 
ESI resides. If counsel is not up to 
this task, counsel should work with 
another attorney (not an IT expert) 
who is competent to do it. Knowing 
where data, metadata, files, commu-
nications, e-mails, etc. are stored on 
a client’s computer system is essen-
tial. One of the most effective ways 
to understand the client’s informa-
tion systems and processes is by 
creating and implementing a data 
map, which outlines, in detail, what 
information is available within an 
organization and where it resides. A 
data map also aids with understand-
ing the purpose of the data, e.g., 
how the data are inputted and how 
the data are used or reported, which 
helps with making determinations 
about whether information should 
be designated as confidential and/or 
privileged. Counsel can create a data 
map at any time, even before the cli-
ent is involved in litigation.

In addition, recognizing the inter-
play of the client’s records retention 
policy with the data management 
system will help counsel with un-
derstanding the temporal parame-
ters of the data. While the litigation 
hold notice supersedes the rules of 
the retention program in that de-
struction deadlines applicable to 
relevant information are suspended, 
understanding the parameters of 
the data management system may 
help to explain why data predat-
ing a certain time may be unavail-
able. Depending on the complexity 
of the data management system, 
counsel should consult IT person-
nel or an IT consultant to explain 
the functionality of a system. The IT 

expert should be available to testify 
if called upon.

Thereafter, counsel must actively 
monitor the collection, rather than 
completely delegate the collection 
of ESI to an IT expert and wait for 
the documents to arrive. If discov-
ery misconduct is found, the court 
will sanction the party and its coun-
sel, not the IT expert.
AGREE UPON FILTERING TERMS

No one wants to review millions 
of documents, and reviewing large 
ESI collections leaves more room 
for error. Based on information 
gleaned from the custodian inter-
views, counsel should develop a 
list of filtering terms that will yield 
relevant and responsive documents. 
The filtering terms should effec-
tively narrow the number of docu-
ments that need to be reviewed and 
prepared. The filtering terms should 
be tested against a data sample to 
ensure a defensibly high yield of 
responsive information. As recom-
mended by the Sedona Conference, 
quality assurance and iterative for-
mulation are components to de-
fending keyword search methodol-
ogies. Keyword searches should be 
repeated and tested. The results of 
the keywords should be evaluated, 
and errors should be identified. For 
example, a keyword that results in a 
high percentage of ESI may indicate 
the term is too broad or needs to be 
included with additional terms.

Counsel should consult oppos-
ing counsel on the filtering terms 
to avoid disputes about improper or 
incomplete searches. In the wake of 
the Sedona Conference Cooperation 
Proclamation, the federal courts 
have increased their scrutiny of fil-
tering term disputes and are impos-
ing an absolute duty of cooperation 
on parties in developing effective 
keyword search methodologies.

The courts have recognized 
the limits and challenges of rely-
ing solely on keyword searches to 
identify privileged documents. Ac-
cordingly, if counsel uses keyword 
searches to cull ESI for privileged 
documents, counsel must closely 
manage the process, consult heavily 
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litigation and regulatory-related “costs 
and expenses.” In Kahn v. Kohlberg, 
Kravis, Roberts & Co., L.P., 23 A.3d 
831 (Del. 2011), the Supreme Court 
rejected Pfeiffer’s application of Bro-
phy, concluding instead that Brophy 
claims should be analyzed “without 
any assumption that an element of 

harm to the corporation must ex-
ist before a disgorgement equitable 
remedy is available” against a fidu-
ciary for improperly trading on ma-
terial, nonpublic information. In so 
ruling, the Delaware Supreme Court 
not only re-established that Brophy 
permits a corporate fiduciary to be 
sued for insider trading — without 
proof of harm to the corporation — 
but re-asserted the Delaware courts’ 
role in an area that is more often as-
sociated with actions under the fed-
eral securities laws.
PFEIFFER V. TOLL

Toll Brothers is a publicly traded 
company that “designs, builds, mar-
kets, and arranges financing for 
single-family homes in luxury resi-
dential communities throughout the 
United States.” In 2003 and 2004, 
the luxury residential market saw 

“booming growth” and Toll Broth-
ers experienced record financial 
performance.

By mid-2005, however, the mar-
kets “became worried about a hous-
ing bubble … and began to question 
the ability of homebuilders [such as 
Toll Brothers] to maintain their red-
hot performance.” Nevertheless, Toll 
Brothers continued to assure that it 
was on target for net income growth 
of 20% in both 2006 and 2007. The 
company also “rejected the notion 
that there was a ‘housing bubble’ 
that was about to pop,” boasting 
that “it catered to a niche market of 
luxury home buyers who were not 
affected by rising interest rates.”

During this period, Toll Broth-
ers’ stock price significantly out-
performed the S&P Homebuilders  

Brophy
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with e-discovery search and retrieval 
experts and apply significant quality 
controls.
DEVELOP AND TRAIN ON  
DOCUMENT AND DATA  
REVIEW PROTOCOL

Developing a review protocol and 
training the review team is of para-
mount importance. Counsel should 
prepare a written review protocol 
based on the understanding gained 
from the client and custodian inter-
views regarding what data should 
be considered relevant, responsive 
and/or privileged. The review proto-
col should be as detailed as possible 
and approved by the client to ensure 
agreement on a going-forward basis 
during this phase of discovery.

Important to this step of the dis-
covery process is for the litigation 
team to determine who is respon-
sible for managing different levels 
of review, e.g., first-level relevance, 
second- and third-levels for re-
sponsiveness and privilege, and 
for managing the privilege log. As 
the Sedona Conference noted in its 
Commentary on Achieving Quality 
in the e-Discovery Process, a review 
for privilege “can require an even 
more nuanced legal analysis and, as 

such, can be a more expensive re-
view per document than review for 
relevance or confidentiality.” Incor-
porating processes such as creating 
a “potentially privileged” category of 
documents that receives a second-
level review can safely minimize the 
cost and burden of reviewing ESI 
for privilege. Whether it is done by 
outside counsel or in-house counsel, 
this process must be thorough and 
thoughtful to be defensible.

Whether the client, outside coun-
sel or contract attorneys review the 
documents, lead counsel must su-
pervise the review team at all times. 
The review team should receive 
abundant training and should have 
access to the supervising attorneys 
when questions arise. Daily meet-
ings with the supervising attorneys 
and the review team are highly rec-
ommended, as they will bring po-
tential issues to light.
DEVELOP AND ENFORCE  
QUALITY CONTROLS

Once the review is complete and 
the quality of the labels checked and 
assured, the production of respon-
sive and non-privileged documents 
and data to opposing counsel begins. 
Without proper controls, opposing 
counsel stands a good chance of ar-
guing for waiver of privilege when 
privileged documents are inadver-

tently disclosed. To avoid these ar-
guments, the litigation team should 
develop and enforce the quality 
controls discussed above, such as 
frequently sampling the accuracy of 
data labels and closely monitoring 
the accuracy rate according to indi-
vidual members of the review team. 
Depending on the volume of data to 
be reviewed and the time required 
for adequate review, the litigation 
team may consider hosting refresher 
trainings for the review team.
CONCLUSION

Almost five years have passed 
since the federal e-discovery rules 
were enacted. Although ESI has 
played a predominant role in pre-
trial discovery, attorneys continue 
to make serious mistakes in the col-
lection and production of ESI. The 
courts have handed down hundreds 
of sanction awards, and the num-
ber increases every year. However, 
collecting and producing ESI can 
be simple and seamless when it is 
properly managed by counsel and 
best practices are followed. Coun-
sel can avoid and effectively defend 
against sanctions and legal malprac-
tice lawsuits by following such best 
practices and taking responsibility 
for the e-discovery process.
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Index, more than doubling. And Toll 
Brothers’ directors profited person-
ally from the strong market in the 
company’s stock. From December 
2004 through September 2005, and 
“particularly during the summer 
and fall of 2005,” the directors col-
lectively sold 14 million shares (in 
some cases representing more than 
80% of their individual holdings), 
generating proceeds exceeding 
$615 million.

It was not until November 2005 
that the company publicly recog-
nized the “softening demand” in the 
market and the “increasingly com-
plex regulatory process” for opening 
new residential communities. One 
month later, Toll Brothers surprised 
the market by lowering projections 
for 2006 from net income growth 
of 20% to only 0.5%. The reaction 
was “profoundly negative,” and the 
stock price fell dramatically.

In addition to lawsuits filed under 
the federal securities laws, one Toll 
Brothers stockholder, Milton Pfe-
iffer, initiated a derivative action in 
the Court of Chancery against Toll 
Brothers’ directors. Pfeiffer’s lawsuit 
alleged, among other things, that 
“from December 2004 on, the de-
fendants knew their representations 
about 2006 and 2007 had no rea-
sonable basis in fact,” but they nev-
ertheless engaged in sales of stock 
“while in the possession of material, 
non-public information about Toll 
Brothers’ future prospects” in vio-
lation of their fiduciary duty under 
Brophy. The directors moved to dis-
miss on the ground, among others, 
that “Brophy is an outdated prece-
dent that should be rejected.”
THE COURT OF CHANCERY’S 
ANALYSIS

The Court of Chancery began its 
assessment of the adequacy of Pfe-
iffer’s insider trading claim by not-
ing the two required elements of 
a Brophy claim: “1) the corporate 
fiduciary possessed material, non-
public company information; and 
2) the corporate fiduciary used that 
information improperly by mak-

ing trades because she was moti-
vated, in whole or in part, by the 
substance of that information.” For 
purposes at least of the motion to 
dismiss before it, the Court of Chan-
cery agreed that both of these ele-
ments were satisfied:

With respect to the first ele-
ment, the Court of Chancery 
determined that Pfeiffer had 
sufficiently pled “a reasonable 
basis” from which to infer that 
Toll Brothers’ directors pos-
sessed material, nonpublic in-
formation about the company. 
In fact, because the directors 
reviewed reports and materi-
als concerning core opera-
tions, the Court of Chancery 
observed that “[i]t would af-
ford an ostrich-like immunity 
to directors not to grant the 
plaintiff … [an] inference [for 
pleading purposes] that … 
Director Defendants knew 
about core information of this 
type.”
With respect to the second 
element, the Court of Chan-
cery considered “the trades 
made by the … [d]efendants 
as sufficiently unusual in tim-
ing and amount to support a 
pleading-stage inference that 
the sellers took advantage of 
confidential corporate infor-
mation not yet available to the 
public to unload significant 
blocks of shares before the 
market’s view of Toll Broth-
ers’ prospects dramatically 
changed.”

Furthermore, the Court of Chan-
cery rejected the directors’ charac-
terization of Brophy as “a persistent 
anachronism from a time before 
the current federal insider trading 
regime.” To the contrary, the Court 
of Chancery noted that “[t]he his-
tory and nature of the federal re-
gime … supports the conclusion 
that a breach of fiduciary duty claim 
for harm to the corporation is pre-
served.” Moreover, because “the fed-
eral insider trading regime … rests 
on a foundation of state law fidu-
ciary duties,” the Court of Chancery 
explained that “[i]f Delaware were 

to hold that the fiduciary duties of 
directors and officers did not limit 
their insider trading, the corner-
stone of the federal system would 
be removed.”

Notably, however, the Court of 
Chancery cited one other reason for 
preserving Brophy that potentially 
— and ironically — limited Brophy’s 
reach. In the Court of Chancery’s 
view, Brophy addressed “harm to 
the corporation” rather than serv-
ing as a device “to recover losses by 
contemporaneous traders,” which 
are available under the federal re-
gime. The damages available under 
a Brophy claim, therefore, are “not 
measured by insider trading gains 
or reciprocal losses,” but instead by 
“costs and expenses for regulatory 
proceedings and investigations, fees 
paid to counsel and other profes-
sionals, fines paid to regulators, and 
judgments in litigation” incurred by 
the corporation. On this basis, the 
Court of Chancery rejected the di-
rectors’ argument that Brophy was 
a “misguided vehicle for recover-
ing the same trading losses that are 
addressed by the federal securities 
laws.”
KAHN V. KOHLBERG, KRAVIS, 
ROBERTS & CO., L.P.

Several months later, the promi-
nent leveraged buyout firm Kohl-
berg, Kravis, Roberts & Co., L.P. 
(“KKR”) found itself defending a 
Brophy claim arising from its invest-
ment in Primedia, Inc. Not surpris-
ingly, KKR seized upon Pfeiffer’s 
limitation of the reach of Brophy in 
an attempt to avoid liability for its 
own alleged insider trading.
BACKGROUND

In December 2001, the Board of 
Directors of Primedia, Inc., a public-
ly traded media company, approved 
a plan to redeem “up to $100 mil-
lion of its preferred shares, at 50% 
to 60% of their redemption value, 
in exchange for common stock.” At 
that time, KKR owned approximate-
ly 60% of Primedia’s outstanding 
common stock and had three des-
ignees on its Board. The Primedia 
Board increased this authorization 
by $100 million the following May.
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IN THE STATE COURTS
DE SUPREME COURT HOLDS 
THAT CORPORATIONS WAIVED 
DEADLINE FOR MEMBERS TO 
ELECT MERGER CONSIDERATION

In Amirsaleh v. Board of Trade 
of the City of New York, Inc., No. 
75, 2010 (Del. Supr.), decided Aug. 
16, 2011, the plaintiff was a mem-
ber of a New York corporation that 
merged into a Delaware corpora-
tion. The merger agreement allowed 
the members to choose their con-
sideration as long as they submitted 
an election form before the dead-
line stated in the agreement. The 
plaintiff and other members failed 
to submit their forms by the dead-
line. The defendant corporations 
decided to waive the deadline. The 
plaintiff and other members then 
submitted their election forms. The 
defendants, in an ad hoc manner 
and without notifying the members, 
imposed a new deadline and decid-
ed that the plaintiff’s form was un-
timely. As a result, the plaintiff, who 
was electing to receive stock in the 
survivor, received cash instead.

The plaintiff filed a suit in the 
Delaware Chancery Court, alleging 
a breach of the implied covenant 
of good faith and fair dealing. The 
Chancery Court ruled in the defen-
dants’ favor, and the plaintiff ap-
pealed.

The Delaware Supreme Court 
reversed. However, its ruling was 
not based on the implied covenant 
of good faith and fair dealing, but 
on the waiver doctrine. The court 
found that the defendants waived 
the initial deadline. The court then 
noted that to retract a waiver the 
retracting party must give reason-
able notice to the non-waiving party 
before that party suffers prejudice. 
Here, the defendants never gave the 
plaintiff reasonable notice of the 
new deadline. Instead they engaged 
in an ad hoc, sub-optimal process 
to establish a new deadline retro-
actively that resulted in the plaintiff 

being prejudiced. Therefore, the de-
fendants failed to retract their waiv-
er, and the election form submitted 
by the plaintiff was timely and had 
to be honored.
DE SUPREME COURT HOLDS 
THAT INDEMNIFICATION  
CLAIM WAS TIMELY UNDER 
LACHES ANALYSIS

In InterActiveCorp. v. O’Brien, 
No. 629, 2010 (Del. Supr.), decided 
Aug. 11, 2011, the plaintiff, a cor-
porate officer, filed suit in Florida 
seeking indemnification of his liti-
gation expenses from his corpo-
rate employer. The trial court found 
for the employer, but the appellate 
court reversed. The employer then 
filed for bankruptcy, and the plain-
tiff filed an action in the Delaware 
Chancery Court against the defen-
dant, the employer’s parent corpo-
ration, which had assumed the em-
ployer’s obligation to indemnify the 
plaintiff. The defendant moved for 
summary judgment on the grounds 
that the suit was barred by the stat-
ute of limitations. The Chancery 
Court held that it was not required 
to apply the statute of limitations, 
that it could instead apply a laches 
analysis, and that under that analy-
sis the plaintiff’s suit was timely. 
The defendant appealed.

The Delaware Supreme Court af-
firmed. The court acknowledged 
that under ordinary circumstances 
a suit in equity will not be stayed 
for laches after the time fixed by 
the analogous statute of limitations 
at law — which in this case would 
be three years and would bar the 
plaintiff’s suit. However, the court 
agreed with the lower court that 
this was one of the few cases where 
the statute of limitations should not 
be applied because of extraordinary 
circumstances.

The court first pointed out that the 
plaintiff promptly sought indemnifi-
cation and advancement in Florida, 
and that he could not move against 
the parent while the decision de-
nying his request was on appeal. 
The court then pointed out that the 
employer’s bankruptcy was unex-
pected and that the plaintiff filed 

his action in Delaware shortly after 
the employer’s bankruptcy plan was 
approved. Thus, the plaintiff’s delay 
was not unreasonable. Furthermore, 
considering the parent controlled 
the litigation from the outset and 
was the party ultimately responsible 
for any award in the plaintiff’s favor, 
the parent was not prejudiced.
CA APPELLATE COURT HOLDS 
THAT DIRECTORS OF INSOLVENT 
CORPORATIONS DO NOT  
OWE FIDUCIARY DUTIES TO 
CREDITORS

In Henry v. Edgell, G-043639 (Cal. 
App., 4 Dist.), decided Aug. 23, 2011, 
a creditor of a corporation sued the 
corporation’s directors alleging they 
breached their fiduciary duties to 
him by failing to prevent the misap-
propriation of corporate assets and 
by acquiring a major asset for them-
selves. The trial court sustained de-
murrers in favor of the defendants, 
and the plaintiff appealed.

The California Court of Appeal 
held that under California law a 
director of an insolvent corpora-
tion does not owe a fiduciary duty 
to the corporation’s creditors. The 
court also declined to create such a 
duty, which, according to the court, 
would conflict with and dilute the 
statutory and common law duties 
that directors owe the corporation 
and its shareholders. Therefore, the 
only extra-contractual duty owed to 
a creditor is that owed under the 
trust fund doctrine — which is the 
duty to avoid actions that divert, 
dissipate or unduly risk corporate 
assets that might otherwise be used 
to pay creditors. However, the court 
did find that the plaintiff had alleged 
that the defendants breached their 
duties under the trust fund doctrine 
and reversed the trial court’s judg-
ment.
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Five days later, the three KKR di-
rectors “authored an advisory memo 
to KKR’s Investment Committee and 
Portfolio Committee containing a 
[nonpublic] update on Primedia’s 
second quarter performance and 
advocating the purchase of Prime-
dia’s preferred shares” by KKR. Soon 
thereafter, KKR requested “permis-
sion for KKR to purchase Prime-
dia’s preferred shares, as long as 
Primedia was not purchasing those 
shares in the market.” The Primedia 
Board determined that permitting 
KKR to purchase up to $50 million 
of preferred shares was “acceptable 
and not a usurpation of corporate 
opportunity.” Accordingly, between 
July 8 and Nov. 5, KKR engaged in 
open market purchases of Primedia 
preferred shares.

On Sept. 26, the Primedia Board 
“approved the sale of one of its 
biggest assets, the American Baby 
Group, for approximately $115 mil-
lion in cash.” The sale was not dis-
closed to the public until Nov. 4. Of 
the preferred shares purchased by 
KKR, more than half were purchased 
during the interval between approv-
al of the American Baby Group sale 
and its public announcement.

Subsequently, two Primedia stock-
holders filed a derivative action al-
leging that KKR’s purchases were 
made on the basis of nonpublic in-
formation, including that: 1) “Prime-
dia’s earnings would be better than 
previously forecasted to the market” 
and 2) Primedia’s unannounced sale 
of American Baby Group. According 
to the complaint, these purchases 
“were unfair to Primedia and result-
ed in the enrichment to KKR, at a 
cost to Primedia.” Relying on Bro-

phy, these stockholders sought to 
recover KKR’s sales profits for and 
on behalf of Primedia.

The Court of Chancery dismissed 
the complaint, holding that “dis-
gorgement was not an available 
remedy for … Brophy claims.” In 
the Court of Chancery’s view, con-
sistent with Pfeiffer, the purpose of 
a Brophy claim is to “remedy harm 
to the corporation,” meaning that 
“disgorgement is ‘theoretically avail-
able’ [only] in two circumstances: (1) 
‘when a fiduciary engages directly in 
actual fraud and benefits from trad-
ing on the basis of the fraudulent 
information;’ and (2) ‘if the insider 
used confidential corporate infor-
mation to compete directly with the 
corporation.’” Given the absence of 
either of these circumstances, the 
Court of Chancery granted Prime-
dia’s motion to dismiss. Plaintiffs 
appealed.
THE SUPREME COURT’S  
ANALYSIS

The Supreme Court saw no need 
to unduly narrow Brophy by requir-
ing “an element of harm to the cor-
poration before disgorgement is an 
available remedy.” To the contrary, 
the Supreme Court pointed out that 
Brophy “explicitly held that the cor-
poration did not need to suffer an 
actual loss for there to be a viable 
claim.” As for the Pfeiffer court’s 
“thoughtful, but unduly narrow in-
terpretation of Brophy …,” the Su-
preme Court declared that “[t]o the 
extent Pfeiffer v. Toll conflicts with 
our current interpretation of Brophy 
v. Cities Co., Pfeiffer cannot be Dela-
ware law.”

In support of its conclusion, the 
Supreme Court observed that Bro-
phy was built on the “seminal Dela-
ware decision” Guth v. Loft, Inc., 5 
A.2d 503 (Del. 1939), in which the 

Supreme Court issued its “iconic 
warning” that “public policy will 
not permit an employee occupying 
a position of trust and confidence 
toward his employer to abuse that 
relation to his own profit, regard-
less of whether his employer suffers 
a loss” (emphasis added). In the 
Supreme Court’s opinion, Brophy 
similarly “focused on preventing a 
fiduciary wrongdoer from being un-
justly enriched” from insider trad-
ing. Having due regard to this prec-
edent, the Supreme Court saw “no 
reasonable public policy ground to 
restrict the scope of disgorgement 
remedy in Brophy cases — irrespec-
tive of arguably parallel remedies 
grounded in federal securities law.” 
On this basis, the case was reversed 
and remanded to the Court of Chan-
cery for further proceedings on the 
merits.
CONCLUSION

Kahn’s broad reading of Brophy 
re-establishes the right of Delaware 
stockholders to sue corporate fidu-
ciaries to disgorge profits from in-
sider trading — regardless of harm 
to the corporation, and regardless 
of the avenues provided by federal 
securities laws to address insider 
trading claims. The availability of a 
state law claim under Brophy for in-
sider trading will preserve for stock-
holders — especially stockholders 
of private corporations who are 
less likely to pursue federal secu-
rities law claims than stockholders 
of public corporations — a useful 
litigation tool. And, clearly, Kahn 
serves as a reminder that the Dela-
ware Supreme Court will not lightly 
accept an argument that its corpo-
rate law is pre-empted by a federal 
regulatory scheme.
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so, employers should explain the 
employees’ obligations under the 
policy and also emphasize that noth-

ing in the policy is meant to limit 
their right to discuss their working 
conditions via social media.

Though the Hispanics United de-
cision and the NLRB’s actions as of 
late in regard to employees’ use of 

social media are a cause for concern, 
these steps should go a long way in 
protecting employers if and when 
the NLRB comes calling.
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