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(N.C. Super. Ct. Dec. 5, 2008)
Further guidance to North Carolina boards of directors considering corporate mergers

BY PHILLIP B. KENNEDY

September 2008 will be remembered for
the quick succession of events that began
with the federal government’s takeover of
Fannie Mae and Freddie Mac and ended with
the near collapse and ultimate sale of
Wachovia, one of North Carolina’s largest
institutions. Although the financial sector
was in severe tumult and the Wachovia board
was faced with a set of extraordinary circum-
stances, Judge Diaz of the North Carolina
Business Court reaffirmed in Ehrenhaus v.
Baker, 2008 NCBC 20 (N.C. Super. Ct.
Dec. 5, 2008), several key North Carolina
corporate law principles: namely that the
fiduciary duties boards must exercise, even in
the face of extraordinary circumstances,
remain unchanged and that while boards are
responsible for strategy and negotiating
mergers, shareholders retain the right to ulti-
mately vote on any transaction in an un-
coerced manner. 

Background
The ultimate causes of the financial crisis

will be debated for years to come, however
the facts leading up to Wachovia’s sale to
Wells Fargo are these. 

On Sunday, September 7, 2008, the feder-
al government put Fannie Mae and Freddie
Mac into conservatorship. Approximately a
week later, on Monday, September 15,
Lehman Brothers filed for bankruptcy.
Apparently seeing the writing on the wall,
Merrill Lynch agreed to sell itself to Bank of
America on the same day. The next day,
September 16, the federal government res-
cued American International Group while
nearly wiping out its shareholders. Then on
Thursday, September 25, the FDIC seized
Washington Mutual and Congress rejected
the initial Emergency Economic Stabilization
Act (“EESA”). Ehrenhaus, 2008 NCBC 20 ¶
34. 

By September 16, 2008, a day after
Lehman’s failure, Wachovia was facing liquid-
ity problems of its own. The board was
apprised of these issues at a meeting it held
that day to consider its strategic options. At
the time the board’s preference was to remain
independent by seeking to raise capital or sell
assets or both, although at that time it direct-

ed management to simultaneously explore
potential merger options. On September 20,
the FDIC expressed its concern to Wachovia’s
management over the bank’s liquidity posi-
tion and suggested Wachovia consider an
acquisition proposal from a third party,
whose identity has not been disclosed. The
next day, Wachovia entered into a confiden-
tiality agreement with that bank, but negoti-
ations quickly broke off. Id. ¶ 35 - 38.

When the FDIC seized Washington
Mutual and Congress failed to pass the initial
version of EESA, Wachovia’s liquidity prob-
lems turned into a liquidity crisis prompting
the FDIC to tell Wachovia’s management
that it would place the bank in receivership if
Wachovia could not find a merger partner by
Monday, September 29. Id.¶ 41.

Over the weekend of September 27-28,
Wachovia negotiated with two parties,
Citigroup and Wells Fargo, over a potential
merger. However, both Citigroup and Wells
were reluctant to move forward without assis-
tance from the federal government. Id. ¶ 43. 

Finally, on Sunday evening, September
28, the FDIC told Wachovia it intended to
sell Wachovia in an “open bank assisted trans-
action,” a power the FDIC had never previ-
ously exercised. Wachovia made a last ditch
effort to remain independent by proposing
an alternative transaction whereby the FDIC
would guarantee a portion of Wachovia’s loan
portfolio in exchange for an equity position
in Wachovia and Wachovia would seek to
expeditiously raise a substantial amount of
additional equity. The FDIC rejected this
option and essentially directed Wachovia to
enter into a non-binding agreement with
Citigroup that called for Citigroup to acquire
only Wachovia’s banking subsidiaries and for
which the FDIC agreed to provide substan-
tial loss protections to Citigroup. Id. ¶ 44-51.

The non-binding agreement with
Citigroup, which was an agreement to agree,
did little to restore the market’s confidence in
Wachovia and failed to fully stem the liquid-
ity problems Wachovia was facing. The fact
that Citigroup offered only to buy Wachovia’s
banking assets proved problematic and nego-
tiations for a definitive agreement stalled dur-
ing the week of September 29. Wachovia Br.

Opp’n Mot. Prelim. Inj. 7. 
Then, on Thursday, October 2, the FDIC

informed Wachovia that Wells was ready to
submit an offer for all of Wachovia without
any assistance from the federal government.
Wells sent a signed merger agreement to
Wachovia at 9 p.m. that evening and at 11
p.m. the Wachovia board considered and
ultimately approved it. Ehrenhaus, 2008
NCBC 20 ¶ 52 - 70.

The Agreement
Wells’ agreement had several provisions to

recommend it. First, it provided for substan-
tially greater aggregate consideration to
Wachovia’s shareholders than the Citigroup
proposal. Id. ¶ 52, 53. Second, the agreement
did not include a “material adverse change”
clause giving Wells the right to walk from the
merger if Wachovia suffered a material
adverse change. Id. 62. Given that Wachovia
reported a net loss exceeding $20 billion for
the third quarter ended Sept. 30, 2008, this
concession was significant. Id. ¶ 72. Third,
the agreement had no termination or break-
up fee requiring Wachovia to pay Wells in the
event Wachovia shareholders voted the merg-
er down or Wachovia entered into an unso-
licited superior proposal from a third party.
Id. ¶ 62.

In exchange for these favorable provisions,
Wachovia agreed to put the merger to a vote
even if its board later determined, due to the
presence of a superior proposal, that it could
not recommend the merger to its sharehold-
ers without violating its fiduciary duties (the
“limited fiduciary out”). Id. ¶ 56. Also, and
in an attempt to assure the market of the
transaction’s ultimate success, Wachovia
agreed to enter into a separate share exchange
agreement with Wells whereby Wells would
be granted Wachovia preferred stock repre-
senting 39.9% of the aggregate voting rights
of Wachovia in exchange for 1,000 shares of
Wells’ common stock. Id. ¶ 54. Importantly,
the preferred stock granted to Wells could
not be redeemed by Wachovia for a period of
18 months after the proposed shareholder
vote on the merger agreement. Id. ¶ 75.

See EHRENHAUS page 12
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The Complaint
After Wells and Wachovia announced

their proposed merger and its terms, plaintiff,
a Wachovia shareholder, sued Wachovia and
its directors seeking to preliminarily enjoin
the merger and specifically to prevent Wells
from voting the preferred shares it obtained
in the share exchange. Id. ¶ 9-12. In doing so,
the plaintiff made four claims: (i) that the
share exchange granting Wells 39.9% of the
voting rights in Wachovia was coercive; (ii)
that the share exchange occurred without
obtaining prior approval from Wachovia’s
shareholders in violation of NCGS §§ 55-11-
02 and 55-11-03; (iii) that the limited fiduci-
ary out in the merger agreement prevented
the directors from continuing to exercise
their fiduciary duties; and (iv) that the board
was not attentive and informed in negotiat-
ing the deal protection measures. Id. ¶ 81-84;
Pl.’s Br. Mot. Prelim. Inj. 21. 

Judge Diaz’s Opinion
After hearing the arguments from the

plaintiff and the defendants, Judge Diaz recit-
ed the principles of law with respect to issu-
ing a preliminary injunction in a merger con-
text, the statutory rules of N.C. Gen. Stat. §§
55-11-02 and 55-11-03 governing share
exchanges and the board’s fiduciary duties as
well as the protections afforded a board by
the business judgment rule. Ehrenhaus, 2008
NCBC 20 ¶ 90-104. 

Judge Diaz then answered the question as
to whether the share exchange violated N.C.
Gen. Stat. §§ 55-11-02 and 55-11-03. He
noted that the statutory provisions did not
apply to the share exchange between
Wachovia and Wells, because the relevant
statutory provisions govern compulsory
exchanges of shares that are already outstand-
ing. In the case of the Wachovia-Wells
exchange, the shares issued to Wells were
newly issued and not already outstanding.
Further, no shareholder holding outstanding
shares was being compelled to exchange his
shares. Therefore, Diaz concluded that the
statute did not require a shareholder vote. Id.
¶ 105-111. 

Next, Judge Diaz turned to the question
of whether the board breached its fiduciary
duties in approving the merger agreement
and share exchange with Wells; Judge Diaz
had to determine whether the board
approved the merger “‘in good faith,’ ‘[w]ith
the care an ordinarily prudent person in a like
position would exercise under like circum-

stances,’ and ‘in a manner which [they] rea-
sonably believe[d] to be in the best interests
of the corporation.’” Id. ¶ 113 (quoting N.C.
Gen. Stat. 55-8-30). 

Judge Diaz found that the plaintiff could
not rebut the presumption afforded by the
business judgment rule that the board acted
with due care and in good faith in the honest
belief that their action was in the best interest
of the corporation. He accorded little weight
to the plaintiff ’s charge that the board
breached its duty of loyalty by approving a
transaction in which some senior executives
stood to receive substantial “change in con-
trol” or “golden parachute” payments upon
the merger with Wells. He noted that all but
one of the directors were outside directors.
Second, in answering whether the board was
attentive and informed in approving the
merger agreement, the Judge recited the
extraordinary circumstances noting that
management had kept the board fully
apprised of the situations as they developed,
that the board met many times between
September 16 and October 2, that the board
understood the substantive terms of the
merger agreement including its deal protec-
tion measures and that they had the benefit
of advice from counsel and financial advisors.
Id. ¶ 112-126.

Having determined that the board did not
breach its fiduciary duties in approving the
merger agreement, he turned to the question
of whether or not the share exchange and the
limited fiduciary out were coercive or pre-
vented the directors from continuing to exer-
cise their fiduciary duties. He stated that
when a plaintiff fails to prove a breach of
fiduciary duty, a court will not intervene to
circumscribe deal protection measures unless
the plaintiff can show “by clear and convinc-
ing evidence that the deal protection provi-
sions were actionably coercive, or that the
deal protection provisions prevented the
directors from performing their statutory
duties.” Id. ¶ 101 (quoting First Union
Corp. v. SunTrust Banks, Inc. 2001 NCBC
9A ¶ 70 (N.C. Super. Ct. Aug. 10, 2001)). 

While recognizing that it was unlikely that
the merger agreement would be voted down
by Wachovia shareholders when Wells held
nearly 40% of the vote, he could not find
that Wells’ exercise of its voting power was
actionably coercive because it “literally” did
not give Wells the absolute or 50% plus one
majority of votes required to approve the
merger. Id. ¶ 140, 142. 

Second, he found that the limited fiduci-

ary out was reasonable, not actionably coer-
cive and did not “impermissibly abrogate”
the board’s continuing “fiduciary obligations
to the Wachovia shareholders” because the
board could withdraw its recommendation
and explain why it had done so. Id. ¶ 154,
157. 

Judge Diaz last determined whether or
not the non-redeemable nature of the pre-
ferred stock giving Wells a 40% voting right
for 18 months after the shareholder vote pre-
vented the directors from continuing to exer-
cise their fiduciary duties. In this, he found
that this provision would impede the board
from fulfilling its fiduciary duties in the event
the shareholders voted the merger down
because “the [b]oard’s duty to seek out other
merger partners should not be impeded by a
suitor with substantial voting power whose
overtures have already been rejected.”Id.   ¶
162. In enjoining this provision after the vote
on the merger agreement, he found the
prospect of harm to Wells and Wachovia to
be small. Id. ¶ 163.

Conclusion
The decision in Ehrenhaus demonstrates

the court’s desire to balance a board’s right to
set strategic goals and negotiate merger agree-
ments with the shareholder’s right to ulti-
mately vote on the deal in an uncoerced man-
ner. Counsel advising boards, whether the
board is faced with a potential change in con-
trol or otherwise, must remember that the
facts and circumstances under which the
board took or failed to take action is impor-
tant. Process is key. More particularly, in the
context of a change in control, a board may
negotiate for provisions that will help ensure
the transaction is approved by shareholders,
but they may never coerce the outcome even
if they have exercised their fiduciary duties.
Finally, our courts have demonstrated again
in Ehrenhaus that reasonable deal protection
measures are permissible through the time
shareholders vote on a matter, but are highly
suspect if they remain in place after share-
holder action has been taken, because such
provisions act as an impediment to the
board’s ongoing obligation to exercise their
fiduciary duties. n
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