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Secondary Fraud Claims Against a Non-Party to M&A Deal
Allowed to Procced Under Delaware Law

By Peter Bariso
Special Counsel | Corporate

By Lauren Russo
Associate | Corporate

On June 27, 2024, in Matrix Parent, Inc., et al. v. Audax Management Company, et
al., the Delaware Superior Court denied Audax’s mo�on to dismiss, allowing to
proceed H.I.G. Capital’s fraud claims in connec�on with its March 2022 purchase of
a majority stake in Mobileum, Inc. from a holding company controlled by Audax.

H.I.G. contends that a 2021 Confiden�al Informa�on Memorandum (CIM) provided
by seller’s banker and other diligence materials fraudulently misstated certain
financial metrics and projec�ons, including EBITDA, revenue and bookings and that
such misstatements induced H.I.G. to enter into the stock purchase agreement
(SPA) and acquire Mobileum.  H.I.G. alleged that under Audax’s “guidance,
Mobileum: (1) improperly accelerated its revenue recogni�on by ac�ng as if it had
performed more work than it had; (2) covered up its improper revenue
accelera�on by crea�ng, but not sending, invoices for work that had not been
done; and (3) recorded “sham” bookings from ar�ficial en��es, knowing that the
bookings would not lead to revenue.”

As part of its mo�on to dismiss, Audax noted that, as is customary, the SPA (a)
disclaimed reliance on any representa�ons outside of the SPA, including the CIM
and other due diligence materials, (b) included an integra�on clause sta�ng that
the SPA acts as the final agreement between the par�es, superseding prior
agreements and (c) included provisions limi�ng the liability of and enforcement
against persons who are not par�es to the SPA.

While recognizing that the alleged fraudulent misstatements first arose as part of
the projec�ons presented in the CIM and that in the SPA H.I.G. disclaimed reliance
on statements in the CIM, the Court found that H.I.G.’s fraud claims were based
“solely on the falsity of express contractual representa�ons.”  H.I.G. alleged that
Audax perpetuated a fraud and breached at least seven representa�ons in the SPA,
including rela�ng to (a) financial statements, (b) maintenance of books and
records, (c) absence of changes, (d) accuracy of tax returns, (e) compliance with
laws and (f) the bona fide nature of accounts receivable.  No�ng that its role at the
present stage was “not to dis�ll the representa�ons that can support a viable fraud
claim from those that cannot,” the Court found that H.I.G. “raised a fair inference
that the SPA contained false representa�ons.”  Therefore, the Court stated that it
had no reason to assess the first two SPA provisions cited by Audax, as they were
not in dispute: (i) that H.I.G. disclaimed reliance on extra-contractual
representa�ons and (ii) that the SPA supersedes all prior agreements.

As to H.I.G.’s agreement not to bring claims against Audax, as an affiliate of the
buyer en�ty, and other non-par�es, although the SPA prohibited H.I.G. from
bringing against Audax even secondary fraud claims for aiding and abe�ng fraud
and civil conspiracy, the Court found “that under Delaware law, the terms of a
fraudulently procured contract cannot exempt from liability en��es that were
knowingly complicit in the fraud, including en��es that aided, abe�ed, or
conspired to commit such fraud.”

As will be relevant as the case proceeds, under the SPA, “fraud” was defined as
follows:

“inten�onal and knowing common law fraud under Delaware law in the
representa�ons and warran�es set forth in this Agreement, any Contribu�on
Agreement and the cer�ficates delivered pursuant to Sec�on 2.02(f)(i) and Sec�on
2.03(d)(i). A claim for Fraud may only be made against the Party commi�ng such
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Fraud. “Fraud” does not include equitable fraud, construc�ve fraud, promissory
fraud, unfair dealings fraud, unjust enrichment, or any torts (including fraud) or
other claim based on negligence or recklessness (including based on construc�ve
knowledge or negligent misrepresenta�on) or any other equitable claim.”

Recognizing that the SPA requires actual and not construc�ve fraud, the Court
found that H.I.G. met the heightened pleading standard imposed by Delaware
Superior Court Civil Rule 9(b) for fraud claims, namely that H.I.G. has plead with
par�cularity “the �me, place, and contents of the false representa�ons; the facts
misrepresented; the iden�ty of the person(s) making the representa�on; and what
that person(s) gained from making the misrepresenta�on.”

The Court did not disagree with Audax’s conten�on that H.I.G. will have to prove
scienter at trial, i.e., that Audax commi�ed actual, inten�onal fraud but
dis�nguished this from the “posi�on to know” standard applicable for pleading
purposes.  As was espoused in Iotex Communica�ons, Inc. v. Defries, a central
element of a fraud allega�on is that the defendant was in a posi�on to know of the
fraud, namely that the defendant “knew as a fact (and failed to disclose)
something about the state of mind of [an affiliate] and others during the period of
nego�a�on of the Agreements.”

Although H.I.G.’s fraud claims against Audax have been allowed to proceed by the
Court, the outcome of the li�ga�on, or whether the par�es will ul�mately se�le
the dispute,  remains to be seen.

Audax, which retained a minority stake in Mobileum through a limited partnership
agreement with H.I.G., countersued claiming essen�ally that H.I.G. mismanaged
Mobileum a�er the sale and “ran what was a high-performing business into the
ground.”

The outcome of the trial – i.e., whether or not Audax conspired to perpetrate fraud
– will be highly dependent on the facts and evidence presented. At this stage of
the li�ga�on, the Court held H.I.G. sufficiently pled facts that, if true, could lead to
the conclusion that Audax controlled Mobileum and conspired to perpetrate a
fraud against H.I.G.

Of note, the decision highlights the Court’s unwillingness to allow par�es to
“contract-around” Delaware law in order to limit recourse against non-par�es to an
agreement, at least in so far as such par�es commit actual fraud. 



U.S. Treasury Proposes Regula�on of U.S. Outbound Investments

By Richard Rowe
Special Counsel | Corporate

By Erin Ward
Law Clerk | Corporate

On June 21, 2024, the U.S. Department of Treasury (“Treasury”) issued a no�ce of
proposed rulemaking (“Proposed Rule”) that would regulate certain U.S.
transac�ons with persons of a country of concern involved in the semiconductor
and microelectronics, quantum informa�on technology and ar�ficial intelligence
(AI) sectors, as authorized by Execu�ve Order 14105 (“EO 14105”).  The Proposed
Rule maintains the two-�ered regulatory framework announced in the advance
no�ce of proposed rulemaking released in August 2023 that would prohibit
en�rely some transac�ons and require no�fica�on to the Department of the
Treasury for others.  Given its scope, the Proposed Rule has the poten�al to impact
U.S. investors, including investment funds, in their investment decisions and
approach to deal diligence generally.

Scope of the Proposed Rule

The Proposed Rule would only apply to outbound investment transac�ons that
meet certain criteria.  The jurisdic�on is scoped based on (1) the involvement of a
U.S. person in the transac�on, (2) the nature of the transac�on undertaken and (3)
the characteris�cs of the target.  Implicated transac�ons are those by “U.S.
persons” where the target is a “covered foreign person” – a person of a country of
concern (i.e., the People’s Republic of China or PRC, including the Special
Administra�ve Regions of Hong Kong and Macau) that a U.S. person knows or
intends will be engaged in a “covered ac�vity.”  

1. “U.S. person” includes U.S. ci�zens and permanent residents, en��es
organized under U.S. law and any person otherwise present in the United
States. Certain obliga�ons under the Proposed Rule would also extend to the
ac�vi�es of foreign en��es controlled by U.S. persons.

2. A “covered transac�on” includes various types of transac�ons (equity
acquisi�ons, conver�ble debt financing, greenfield investments, forma�on of
joint ventures, limited partnership investments and others) and also requires
that the U.S. person know (or should know) or intend that the transac�on
involves a “covered foreign person.”

3. A “covered foreign person” is scoped by both the characteris�cs of the
person and the ac�vi�es of such person.

A person of a country of concern is a PRC ci�zen or resident or en�ty
organized under the laws of, headquartered in, or with its principal
place of business in the PRC, or any en�ty controlled by the foregoing
person or en�ty.

“Covered ac�vi�es” establish the connec�on to the na�onal security-related
technologies and products that were iden�fied in EO 14105 as the ra�onale
for the outbound investment regula�ons. Covered ac�vi�es are those
related to the certain ac�vi�es with respect to certain technologies or
products (e., developing, installing, selling, or producing any supercomputer
mee�ng certain specifica�ons).  The Proposed Rule sets out these ac�vi�es,
technologies and products by grouping them into dis�nct categories that
scope the “prohibited” and “no�fiable” transac�ons under the two-�ered
approach.

No�fied and Prohibited Transac�ons
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Prohibited transac�ons are covered transac�ons that involve covered foreign
persons engaging in ac�vi�es with respect to technologies and products that pose
a “par�cularly acute” na�onal security threat.  The Proposed Rule sets forth a list
of ac�vi�es that would be prohibited, including those related to semiconductors,
quantum compu�ng and related sectors.  One example given in the Proposed Rule
is a covered transac�on in which the covered foreign person “develops” any AI
system that is designed to be exclusively used for military end use or government
intelligence or mass surveillance.

No�fiable transac�ons by defini�on do not overlap with prohibited transac�ons
and are scoped by covered foreign persons engaging in ac�vi�es with respect to
technologies and products that may contribute to the threat to the na�onal
security.  For example, if the covered foreign person “develops” any AI system (that
does not fall under the scope of the ac�vi�es, technologies and products described
in the defini�on of prohibited transac�ons) designed to be used for any
government intelligence or mass-surveillance end use or military end use. 
No�fiable transac�ons would require no�fica�on to the Department of the
Treasury no later than thirty days a�er comple�on.

Takeaways

The Proposed Rule outlines a regulatory system that will likely require many U.S.
investors and other market par�cipants to expand their diligence ac�vi�es to
include evalua�ng transac�ons for outbound investment restric�ons.  True to the
policy outlined in EO 14105, while very narrowly tailored by a target’s opera�ng
sector (the ac�vi�es, technologies and products described above), the proposed
regime is very broadly structured to capture numerous types of transac�ons where
U.S. persons transact with PRC persons engaged in those narrowly scoped
ac�vi�es. 

The Proposed Rule’s knowledge requirement for a transac�on to be a “covered
transac�on” will likely be impac�ul, par�cularly because knowledge not only
means actual knowledge but also “an awareness of a high probability of a fact or
circumstance's existence or future occurrence” and “reason to know of a fact or
circumstance's existence.”  As the Proposed Rule explains, the deemed knowledge
requirement is meant to incen�vize proper diligence: “If a U.S. person failed to
conduct a reasonable and diligent inquiry at the �me of a transac�on and
undertook the transac�on where a par�cular fact or circumstance indica�ve of a
covered transac�on was present, the Department of the Treasury may find in the
course of determining compliance with the proposed rule that the U.S. person had
reason to know of such fact or circumstance...”

The public comment period for the proposed rule ends August 4, 2024. EO 14105
was published amid increasing interest in Congress in regula�ng U.S. outbound
investment.[1]  Interest likely remains high in this space, and the implementa�on of
the final rules with respect to outbound investment could be impacted by
addi�onal ac�ons by the legislature or one or more administra�ons.

[1] See, e.g., Outbound Investment Transparency Act of 2023, S. 2678, 118th Cong.
(2023); 2021 Na�onal Cri�cal Capabili�es Defense Act, S. 1854, 117th Cong. (2021)
(later incorporated into America COMPETES, passed by the House in February
2022, which was targeted at bolstering compe��on with China. H.R. 4521, 117th
Cong. (2022)).



District Court Issues Limited Preliminary Injunc�on in First
Challenge to FTC Rule Prohibi�ng Use and Enforcement of Non-
Compete Clauses

By Bilal Sayyed
Counsel | An�trust

The United States District Court for the Northern District of Texas (Dallas Division)
has issued a preliminary injunc�on in favor of a plain�ff challenging the Federal
Trade Commission’s (the “FTC” or the “Commission”) adop�on and enforcement of
a final rule prohibi�ng the use or enforcement of non-compete clauses in most
employment agreements (the “Rule”).1 

Businesses that rely on non-competes and wish to con�nue to rely on non-
competes may not, however, take much immediate comfort from the preliminary
injunc�on decision in Ryan LLC v. Federal Trade Commission because it is limited to
enforcement of the Rule against the plain�ffs. The court can revisit this decision
when it issues its merit decision, but at present the FTC is not substan�ally
hindered in its future enforcement of the ban on non-compete clauses.
 Addi�onally, both the FTC and the Department of Jus�ce can challenge specific
non-compete clauses or a general prac�ce of entering into or enforcing non-
compete clauses as an�compe��ve. The FTC has recently challenged the use of
non-compete clauses as an unfair method of compe��on.2 

Thus, employers considering enforcement of non-compete clauses, and employers
and employees considering entering into non-compete clauses, should con�nue to
consider alterna�ve agreements that are consistent with the purpose of non-
compete clauses but that do not run afoul of the Rule (or, more generally, the
an�trust laws). The court indicated it would rule on the merits of Ryan’s challenge
to the Commission’s issuance of the Rule no later than August 30.

Ryan's Challenge to the Rule

In Ryan LLC v. Federal Trade Commission, the plain�ff, a tax services and so�ware
provider (joined by plain�ff-intervenors3), argued that: (i) the FTC did not have the
statutory authority to promulgate the Rule; (ii) the Rule was the product of an
uncons�tu�onal exercise of power by the FTC; and (iii) the FTC’s promulga�on of
the Rule was arbitrary and capricious.  Ryan requested, in part, that the district
court stay the effec�ve date of the Rule – presently scheduled as September 4 –
and preliminarily enjoin the FTC from enforcing the Rule. The court granted the
plain�ff’s request for a preliminary injunc�on but limited it to enjoining
enforcement of the Rule only against the plain�ff and plain�ff-intervenors.

District Court Considers Ryan’s Likelihood of Success on the Merits

In deciding whether Ryan’s request for a preliminary injunc�on should be granted,
the court considered Ryan’s likelihood of success on the merits; thus, the opinion
provides substan�al guidance on the court’s likely final adjudica�on of plain�ff’s
complaint.  In issuing the Rule, the FTC relied on its authority under Sec�on 5 of
the FTC Act to declare conduct an unfair method of compe��on and on a broad
reading of Sec�on 6(g) of the FTC Act, that, according to the FTC, allowed it to issue
rules prohibi�ng unfair methods of compe��on.4 Sec�on 6(g) gives the FTC
authority to issue rules, but the agency and plain�ffs differed on whether that
authority supported the issuance of rules that have a substan�ve effect (such as a
prohibi�on on conduct defined as an unfair method of compe��on) or is limited to
rules that support the agency’s adjudica�ve and administra�ve func�ons (such as
inves�gatory or ministerial rules). The court rejected the FTC’s reading and
applica�on of Sec�on 6(g).  

According to the court “Sec�on 5 creates a comprehensive scheme to prevent
unfair methods of compe��on”5 while “Sec�on 6 gives the FTC the power to make
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rules and regula�ons for the purpose of carrying out the provisions of [the FTC
Act]”6 and “enumerates addi�onal powers that generally aid in the administra�on
of th[e] adjudica�on-focused scheme [of the FTC Act].”7  In analyzing the text,
structure and history of the FTC Act, the court concluded that while “the FTC has
some authority to promulgate rules to preclude unfair methods of compe��on” it
“lacks the authority to create substan�ve rules.”8 The FTC’s reliance on Sec�on 6(g)
was misplaced because it is merely a “housekeeping statute” authorizing “rules of
agency organiza�on, procedure, or prac�ce as opposed to substan�ve rules.”9   

The court:

[C]oncludes the text and structure of the FTC Act reveal the FTC lacks substan�ve
rulemaking authority with respect to unfair methods of compe��on, under Sec�on
6(g). Thus, when considering the text, Sec�on 6(g) specifically, the Court concludes
the Commission has exceeded its statutory authority in promulga�ng the Non-
Compete Rule, and thus Plain�ffs are likely to succeed on the merits.10 

The court reached this conclusion, in part, by no�ng that Congress, where it wishes
to grant substan�ve rule-making authority, prescribes sanc�ons for viola�ons of an
agency’s rules. Here, Sec�on 6(g), according to the court, “contains no penalty
provision – which indicates a lack of substan�ve force” – in contrast to the penalty
provisions associated with an adjudica�on finding a viola�on of Sec�on 5’s
prohibi�on of unfair methods of compe��on.11 

The court also found “a substan�al likelihood the Rule is arbitrary and capricious
because it is unreasonably overbroad without a reasonable
explana�on.”12 According to the court, the Rule “imposes a one-size-fits-all
approach … which fail[ed] to establish a ra�onal connec�on between the facts
found and the choice made.”13 The failure to target “specific, harmful non-
competes render[ed] the Rule arbitrary and capricious.”14 

Limited Scope of the Preliminary Injunc�on

While the court granted Ryan’s request for a stay, its review of 5th Circuit
precedent suggested it was not appropriate to issue a na�onwide injunc�on
against enforcement of the Rule. The court iden�fied several reasons for not
issuing a na�onwide injunc�on: (i) failure of the plain�ffs to explain why such an
injunc�on was needed at the preliminary stage; (ii) recent 5th Circuit case law
supported limi�ng injunc�ve relief to the par�es before the court
(ci�ng Braidwood Management Inc. v. Becerra, No. 23-10326, 2024 WL 307934
(5th Cir. Jun. 21, 2024)); (iii) the plain�ffs were not a governmental en�ty; and (iv)
the failure of plain�ff-intervenors to provide evidence of “associa�onal standing”
of their members.”15  The court can revisit this decision in its ruling on the merits
of Ryan’s challenge to the Rule.

Other Challenges to the Rule

Ryan is only one of three challenges to the Rule. In ATS Tree Services and Proper�es
of the Villages, other private en��es are challenging the Rule.16 The mul�ple
challenges to the Rule create the possibility of different rulings on the merits of the
statutory and cons�tu�onal challenges to the Rule.  This also creates a strong
likelihood of appellate court review, and con�nued uncertainty, especially if the
FTC has the right to, and moves to, enforce the Rule in some jurisdic�ons and not
others. The court in ATS Tree Services has indicated it will issue a ruling on ATS’s
request for a preliminary injunc�on no later than July 23.17  The court in Proper�es
of the Villages has not announced a �meline for a decision. 

_____________

A version of this ar�cle was originally produced as a Clients & Friends Memo here.

1   Memorandum Opinion and Order, Ryan LLC v. Federal Trade Commission, Case
3:24-cv-00986-E, U.S. Dist. Court, N.D., Tex. (Dallas Div.) (Jul. 3, 2024) (hereina�er,
the “Memorandum Opinion”); Preliminary Injunc�on, Ryan LLC v. Federal Trade
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Commission, Case 3:24-cv-00986-E, U.S. Dist. Court, N.D., Tex. (Dallas Div.) (Jul. 3,
2024); Complaint, Ryan LLC v. Federal Trade Commission, Case 3:24-cv-00986-E,
U.S. Dist. Court, N.D., Tex. (Dallas Div.) (Apr. 23, 2024).  We previously iden�fied the
scope and effec�ve date of the FTC’s Rule. See Bilal Sayyed and Peter Bariso,
Cadwalader Clients & Friends Memo, FTC Adopts Broad Ban on the Use of Non-
Compete Clauses in Employment Agreements (Apr. 24, 2024).  The Commission’s
Rule is set forth at 16 C.F.R. § 910 et seq.

2    See, e.g., In the Ma�er of O-I Glass, Inc., FTC File No. 211-0182 (Feb. 21,
2023); In the Ma�er of Ardagh Group S.A., FTC File No. 211-0182 (Feb. 21,
2023); In the Ma�er of Pruden�al Security, Inc., FTC File No 221-0026 (Feb. 23,
2023); In the Ma�er of Anchor Glass Container Corp., FTC File No. 211-0182 (May
18, 2023).
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