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In this issue, we consider a wide variety of cases affecting mergers, acquisitions and divestitures.  Key 

topics that we consider are: 

• Ability of a state to subpoena a company in a securities investigation even if the company has not 

solicited or sold to its residents,  

• Whether operating as a passive investment company and conducting limited business activities 

will justify judicial dissolution of a company under Delaware law, 

• Emergence and availability of series LLCs, 

• SEC expansion of the scope of primary liability under rule 10b-5 by redefining the term “make” 

to include an underwriter providing a prospectus containing terms that were not made by the 

underwriter, but which the underwriter knew or was reckless in not knowing were false,  

• Consequential damage waivers in acquisition agreements, and 

• New credit card rules and proposed overdraft protection program designed to protect credit and 

banking consumers. 

State can subpoena a company in a securities investigation even if the company has not solicited or 

sold to residents because, in addition to protecting resident investors, a primary purpose of a state’s 

Blue Sky Laws is to protect the reputations of legitimate resident businesses and the state securities 
marketplace in general.  Dolomite Energy, LLC v. Commonwealth of Kentucky Office of Financial 

Institutions, No. 2007-CA-001398-MR (Ky. Ct. App. Sept. 5, 2008). 

Dolomite, LLC (“Company”), a Kentucky limited liability company located in Lexington, 

conducted oil and gas explorations in Kentucky and Tennessee and sold interests in them to investors.  

After receiving investor complaints, the state’s Office of Financial Institutions (“Commonwealth”) issued 

a subpoena to the Company for a broad category of written records related to the Company’s activities.  

The Company failed to respond to the subpoena, and the Commonwealth filed a motion to enforce the 

subpoena in Franklin Circuit Court.  The Company argued that the Commonwealth’s subpoena power is 

limited to Kentucky companies that solicit or sell to Kentucky residents and that since the Commonwealth 

had not proven that the Company had solicited or sold to Kentucky residents, its subpoena was beyond its 

authority and invalid.  The lower court disagreed and granted the motion for enforcement.  It also denied 

the Company’s subsequent motion to vacate the court’s order, after which the Company appealed to the 

Kentucky Court of Appeals (“Court”).  The Court held that the residency of investors is irrelevant in 

determining the applicability of Kentucky’s Blue Sky Laws and that the Commonwealth’s subpoena 

request was within its investigatory powers. 

The Court’s decision appears to be based partly on the fact that Kentucky’s Blue Sky Laws (KRS 

Chapter 292) does not expressly limit their purposes to the protection of Kentucky investors and do not 

expressly address the residency of investors.  The Court’s emphasis, however, was on the role of the 

state’s Blue Sky Laws in protecting the reputation of legitimate Kentucky businesses and the Kentucky 
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marketplace in general by forbidding Kentucky companies from engaging in fraudulent business practices 

in the offer, purchase and sale of securities. 

Operating as a passive investment company and conducting limited business activities are, without 
more, insufficient to justify judicial dissolution of a company under Delaware law. In re Seneca 

Investments LLC, CA No. 3624-CC (Del. Ch. Sept. 23, 2008). 

Seneca Investments, LLC (“Company”) was a Delaware limited liability company governed as a 

corporation.  John Tierney (“Tierney”) was a shareholder, officer and director of the Company.  After the 

Company removed Tierney as an officer and director, Tierney petitioned the Delaware Court of Chancery 

(“Court”) for judicial dissolution of the Company under the dissolution provisions of Delaware’s Limited 

Liability Act (“LLC Act”) and General Corporation Law (“Corporation Act”).  Tierney based his 

dissolution petition on the fact that the Company (1) was a passive investment entity merely holding title 

to shares of other companies and (2) had not conducted any typical business activities for approximately 

four years, such as creating a business plan, making investments, hiring employees, selling shares or 

conducting regular shareholders’ or directors’ meetings.  The Court analyzed the judicial dissolution 

provisions of the LLC Act and Corporation Act, determined that neither applied, and denied Tierney’s 

petition for dissolution of the Company. 

Under § 18-802 of the LLC Act, judicial dissolution of an LLC may be ordered when it is not 

“reasonably practicable to carry on the business in conformity with a limited liability company 

agreement.”  Due to the lack of extensive case law on this provision, the Court turned to cases interpreting 

the almost identical dissolution provision of the limited partnership statutes.  It determined that courts 

have ordered dissolution where there was deadlock that prevented the company from operating or where 

the company’s defined purpose had either been fulfilled or deemed impossible to carry out.  Tierney had 

not alleged deadlock, and the Company’s charter and operating agreement had defined its business 

purpose only as engaging in any lawful act or activity for which corporations could be formed in 

Delaware.  Since passive investment vehicles have long been common, the Court determined that Tierney 

had failed to allege sufficient facts to meet the dissolution standard in § 18-802. 

Similarly, the Court determined that Tierney had failed to satisfy the requirements for judicial 

dissolution under the Corporation Act, which provides at § 226(a)(3) that a receiver may be appointed for 

a corporation when it “has abandoned its business” and failed to take steps toward dissolution or 

liquidation within a reasonable time.  Again, the Court noted that the Company’s charter stated its 

business purpose in very broad terms and that the passive holding of assets is a lawful function for a 

corporation.  Further, companies are not required to hire employees, have a business plan, make 

investments, etc., so that the Company’s failure to engage in these activities did not demonstrate that the 

Company had abandoned its business as contemplated by the statute. 

Emergence and relevance of Series LLCs.  Dominick T. Gattuso, Series LLCs:  Let’s Give the Frog a 

Little Love, BUSINESS LAW TODAY (July/August 2008). 

A Series LLC is a separate legal entity that has the ability to segregate assets, debts, etc. among 

multiple “series” entities created under it.  It may be helpful to think of the Series LLC as a “master LLC” 

with lots of smaller “mini LLCs,” e.g., the series, operating beneath it.  Only a handful of states, including 

Delaware, have enacted Series LLC statutes. 

Advantages:  The primary advantage seems to be administrative. Series LLCs offer some 

administrative advantages for real estate developers and other enterprises that generally like to have each 

of their projects contained within a separate entity, because it allows those businesses to separate assets 

and obligations by project without the multiple filings, records and tax returns that may be required in the 
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case of organizing multiple LLCs.  Each series may have different management, distribution plans, etc., 

and any series can be dissolved without affecting the structure of the other series or the master LLC. 

Disadvantages:  There are significant risks associated with the use of Series LLCs, and the 

general perception seems to be that they should be avoided in most circumstances.  These risks include 

the possibility that states without a Series LLC act will not recognize the series as separate entities and/or 

will not recognize their liability shields.  It is also possible that the U.S. Bankruptcy Courts would not 

recognize the separate liability of each series, so that the assets of a bankrupt series could theoretically be 

consolidated with those of the other series to satisfy creditors’ claims.  There is little guidance on how the 

IRS or state taxing authorities would view the series for federal or state tax purposes.  

SEC expands the scope of primary liability under rule 10b-5 by redefining the term “make” to 

include an underwriter providing a prospectus containing terms that were not made by the 
underwriter, but which the underwriter knew or was reckless in not knowing were false.  Securities 

and Exchange Commission v. Tambone, 2008 WL 5076554 (1st Cir. December 3, 2008). 

The Securities and Exchange Commission (“SEC”) brought an enforcement action in a 

Massachusetts Federal district court against James Tambone and Robert Hussey (“Collectively, 

“Underwriters’ Executives”), senior executives of Columbia Funds Distributor, Inc. (“Columbia 

Distributor”), a broker-dealer registered with the SEC.  The SEC sought to hold the Underwriters’ 

Executives responsible as primary violators for using false or misleading fund prospectuses to sell mutual 

funds shares under section 17(a)(2) of the Securities Act of 1933 (“section 17(a)(2)”) and section 10(b) of 

the Exchange Act of 1934 (“section 10(b)”) and rule 10b-5, and secondarily liable for aiding and abetting 

unnamed defendant’s in violating section 10(b) and rule 10b-5, among other causes of action.  The district 

court dismissed the case for failure to state a claim, finding most importantly that the Underwriters’ 

Executives did not “make” the statements in the prospectus, and therefore could not be primarily liable.  

The SEC appealed to the U.S. Court of Appeals for the First Circuit. 

Between 1998 and 2003, Columbia Distributor was the principal underwriter and distributor for a 

group of mutual funds (“Funds”), and was primarily responsible for selling the Funds’ securities and 

disseminating informational materials, including prospectuses, to investors and potential investors.  

Columbia Distributor was also responsible for answering inquiries from the investing public seeking 

additional information about the Funds.  An affiliated company, Columbia Advisors, the issuer and 

sponsor of the funds, was responsible for creating the Funds’ prospectuses.  Columbia Fund Services, Inc. 

(“Columbia Services”) was responsible for determining whether market timing activities were occurring 

in the Funds and responding to such activity.  The Underwriters’ Executives played substantial and direct 

roles in the sale and distribution of the securities, including disseminating prospectuses to investors, and 

derived a substantial portion of their income from the Funds’. 

Various Funds adopted disclosure statements at the time period in issue which limited or 

prohibited market timing practices.  Market timing practices involve the rapid shuffling of investments 

into and out of certain funds.  While such practices may be beneficial to individual investors, the effect on 

the fund as a whole is often detrimental, because the profits obtained from such practices dilute the value 

of shares in the fund held by long-term shareholders and increase a fund’s trading costs.   

The language inserted into the Funds’ prospectuses was intended to limit the effect of market 

timing, and ultimately Robert Hussey recommended that all Funds include clauses banning market timing 

activity outright.  The Underwriters’ Executives reviewed drafts of the market timing representations to 

be included in the prospectuses and offered comments, but did not actually draft the representations in the 

clauses.  Nevertheless, the Underwriters’ Executives continued to permit certain investors to engage in 

“round trips”, a specific market timing tactic.  
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The court first noted that this was an enforcement action brought by the SEC, and not a private 

individual.  Pursuant to the Private Securities Law Reform act of 1995, heightened pleading standards for 

scienter apply where a private plaintiff brings suit to impose primary liability on a party under section 

10(b) and rule 10b-5.  A private plaintiff can not bring a suit for secondary liability under the same rule, 

nor can a private plaintiff bring a claim under section 17(a)(2). 

The court held that the Underwriters’ executives distributed to investors and other broker-dealers 

prospectuses that they knew or were reckless in not knowing contained representations about the market 

timing practices that were false.  The Underwriters’ executives had a legal duty as fund managers to 

review and confirm the accuracy and completeness of the prospectuses they used in the sale of the 

securities, and therefore made implied statements to potential investors that they believed the statements 

regarding market timing were complete.  Therefore, the court found that the Underwriters’ executives 

violated section 17(a)(2), which prohibits anyone from directly or indirectly obtaining money or property 

by means of any untrue statement or omission of material fact with negligence in the offer or sale of any 

securities.  The court also noted that the scope of liability under section 17(a)(2), which informed section 

10(b), was nevertheless greater than the scope of section 10(b), in that a seller needn’t actually “make” a 

statement to be primarily liable in the connection of the sale of securities.  The court, therefore, found that 

primary liability may attach under section 17(a)(2) even when the defendant has not made a false 

statement in connection with the offer or sale of a security.  

More alarming was the court’s ruling that the Underwriters’ executives could be found primary 

violators under section 10(b) and rule 10b-5, because they “made” the statements.  The Underwriters’ 

Executives noted that rule 10b-5 prohibits a party from knowingly or recklessly making a material 

misstatement or omission, among other things, in the context of the purchase or sale of a security.  

Underwriters’ argued that they did not personally make any such statement.  In dismissing the SEC’s 

claim, the district court had followed the well-established rule that, in order for a defendant to “make” a 

statement, the defendant must personally make a statement directly attributable to him or her for their to 

be liability.  However, in construing the term “make” for purposes of rule 10b-5, the court ignored this 

well-established rule, and focused on the language in the enabling statute section 10(b), which deems it 

unlawful for any person to” use or employ,” in connection with the purchase or sale of any security, any 

manipulative or deceptive device or contrivance in contravention of such rules and regulations as the SEC 

may prescribe.  The court reasoned that, because the scope of rule 10b-5 is coextensive with the coverage 

of section 10(b), the term make was synonymous with use and employ, as appears in section 10(b).  

Therefore, by using and employing a prospectus that the Underwriters’ executives knew or were reckless 

in not knowing contained false information, they were primarily responsible for purposes of section 10(b) 

and rule 10b-5.  The court also ruled that the Underwriters’’ executives may be liable as aiders and 

abettors because they substantially assisted the underwriters’ in making false statements to the public in 

connection with the sale of fund shares, and remanded the case to the district court. 

Consequential Damage Waivers in Acquisition Agreements.  Glenn D. West and Sara G. Duran. The 

Business Lawyer, Vol. 63, May 2008. 

Deal professionals and lawyers frequently do not understand what constitutes consequential 

damages.  As a result, a buyer often waives far more rights than he or she may be aware of, and may in 

adversely limit the effectiveness of a bargained for indemnity provision.   

The authors provide a sample “boilerplate” consequential damages clause, which they proceed to 

dissect: 

No Consequential Damages.  Notwithstanding anything to the contrary contained in this 

Agreement or provided for under any applicable Law, no party hereto shall be liable to any other Person, 
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either in contract or in tort, for any consequential, incidental, indirect, special or punitive damages of such 

other person, [including] [or any] loss of future revenue, [or] income or profits [, or any diminution of 

value or multiples of earnings damages] relating to the breach or alleged breach hereof, whether or not the 

possibility of such damages has been disclosed to the other party in advance or could have been 

reasonably foreseen by such other party. 

The authors believe that these consequential damages clauses, which often operate to insulate the 

seller from contract liability post-closing, often serve to waive more than consequential damages, 

including direct damages and incidentals that a buyer might expect to recover.  For example, some 

consequential damages clauses specifically exclude lost profits in addition to, and not merely as a subset 

of, consequential damages by eliminating “[including]” and instead using “[or any]” in the above close.  

The authors believe that this distinction is lost on deal professionals and lawyers because most believe 

that all lost profits are consequential damages and vice versa.  The authors also point out that punitive 

damages are not consequential damages, because they are a tort based remedy and have no place in a 

contract. 

West and Duran seem to be driving home the point that the term “consequential damages” is an 

ambiguous term.  In light of such ambiguity, the authors proceed to discuss Hadley v. Baxendale, in order 

to discuss how the meaning of direct and incidental damages informs the meaning of consequential 

damages.  As the first branch of the Hadley’s contractual damages, direct or general damages are those 

which may fairly and reasonably be considered as arising naturally from the breach of any similar 

contract and which do not arise from any special circumstances applicable to the non-breaching party.  

Incidental damages are not synonymous with consequential damages, but are limited to expenses 

incurred by a buyer in connection with the rejection of non-conforming goods delivered by the seller in 

breach of contract, or by a seller in connection with the wrongful rejection by a buyer of conforming 

goods delivered by the seller to the buyer. 

Finally, consequential damages (the second branch of the Hadley tree) are simply those losses 

suffered as a result of a breach that would not have occurred in the absence of some special circumstance 

applicable to the non-breaching party that would not normally have been applicable to most other parties 

to a similar contract.  If the buyer would have suffered losses in the great multitude of situations involving 

buyers of similar businesses, the court should properly view the losses as direct rather than consequential 

damages.  Assuming the damages sought by the buyer do in fact qualify as consequential damages, the 

buyer has to establish that its consequential damages are recoverable pursuant to the rule of 

reasonableness.  Under that rule, all damages the buyer seeks from the seller, both direct and 

consequential, must be the natural, probable and reasonably foreseeable result of the seller’s breach of the 

representations and warranties set forth in the acquisition agreement. 

After providing examples involving bulls and widgets, West and Duran offer some practical 

advice.  Both sellers and buyers need to discuss their intentions with regard to the inclusion of a 

consequential damage waiver and whether it is necessary or appropriate in the context of indemnification 

claims based on breaches of representations and warranties that are otherwise limited by deductibles and 

caps.  While offering the following suggestions, West and Duran believe the term consequential damages 

should be stricken from the deal lexicon. 

At a minimum, buyers should avoid the kitchen sink approach to the congenital damage waiver.   

Buyers should also try to define consequential damages for the purpose of any waiver provision 

in such a manner the that term covers only those consequential damages for which the law already denies 

recovery for breach of contract. 
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Buyer should avoid including the broad term lost profits as a separate category of damages in the 

waiver provision.   

Sellers should consider expressly limiting recoverable losses under the their indemnification 

provisions to the normal measure of contract damages 

Buyers should never include incidental damages in their waiver provisions under the assumption 

that they are a synonym for consequential damages. 

Instead of waiving consequential damages, buyers should seek waivers of remote or speculative 

damages. 

Buyers should never agree to waivers of diminution in value or multiple earnings damages, 

because diminution in value is the bedrock of general damages for breach of contract, and businesses are 

frequently priced on a multiple. 

Federal agencies issue credit card rules and propose an overdraft protection program designed to 

protect credit and banking consumers. 

In case you are contemplating an acquisition of a financial institution issuing credit cards, you 

should consider some recent rule changes in this area.  On December 18, the Board of Governors of the 

Federal Reserve (“Board”), the Office of Thrift Supervision and the National Credit Union 

Administration, (collectively, the “Agencies”) issued a final ruling relating to unfair or deceptive acts or 

practices relating to unfair or deceptive acts or practices relating to credit cards (“UDAP”)  UDAP 

prohibit savings associations from using practices that have long been considered as unfair to credit card 

users. The Board also issued a final rule revising the open-end credit portions of Regulation Z, a final rule 

imposing certain disclosure obligations under Regulation DD in connection with overdraft services 

offered by banks, and a proposal to revise Regulation E providing two alternative approaches to providing 

consumers a disclosure and opportunity to opt out or in regarding certain overdraft services. The new 

rules, which won’t be effective until July 1, 2010 (Regulation DD is effective January 1, 2010 and 

proposed Regulation E is open for comment) provide the following protections to consumers:  The most 

important changes are contained in the UDAP rule. 

UDAP provides that credit card issuers must give its customers a 45-day advance notice before 

they change interest rates on accounts that have been open for a year.  Under the rule, credit card users 

will have at a reasonable amount of time, with an issuer compliance safe harbor of 21 days, to make 

payments without being considered “late.”  Annual percentage rates (“APRs”) on credit card accounts 

may not be increased except in limited circumstances, such as when a cardholder is more than 30 days 

late in payment.  When an account carries multiple APRs, issuers can’t simply apply any payment to the 

lowest APR, but must allocate to either the balance with the higher APR or appropriately to all APR 

balances.  Credit card issuers generally can not impose financial charges based on balances from a 

previous billing cycle. High fee sub-prime Credit card issuers may only charge a maximum 25% of the 

credit limit as fees during the first billing cycle, and the remaining fees must be spread over at least the 

next five months.  

Regulation Z increases the amount of disclosures made in account documents, including 

expanded information in application and solicitation disclosures.  New formatting requirements for 

accounts also apply, including rules pertaining to type size, use of boldface type, and the arrangement of 

information in application and solicitation disclosures and Account opening disclosures.  Periodic 

statement disclosures also have new content and formatting requirements, including requiring minimum 

payment disclosures on periodic statements.  Eliminated is the requirement to disclose an effective APR 
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on the periodic statement.  Perhaps the most noteworthy change implemented is that Regulation Z 

expands the circumstances in which a creditor must provide written notice of changes in account terms, 

and increases the amount of time required for an effective notice.  Creditors must also set reasonable cut-

off hours for mailed payments, including a 5 p.m. mailing safe harbor and allowed delivery on the next 

business day following a holiday or a Sunday. 

Regulation DD requires banks to disclose in a tabular format on periodic statements amounts 

charged for overdraft fees and for returned item fees.  Additionally, Banks providing automated account 

balance information must provide a balance that does not include additional funds that may be made 

available to cover overdrafts. 

Finally, proposed Regulation E provides two approaches regarding ATM and one time debit card 

overdrafts.  The opt-out approach prohibits a bank from imposing an overdraft fee unless the consumer is 

given an initial notice and an opportunity to opt out of the bank’s overdraft protection service, and does 

not opt out.  Under the opt-in approach, a bank would be prohibited from charging the overdraft fee 

unless the consumer opts in to the overdraft service.  A bank would also be prohibited from charging an 

overdraft fee if such a fee resulted from a hold placed on the consumer’s account funds that exceed a 

transaction amount. 
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