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CORPORATE DISCLOSURE STATEMENT

Pursuant to Federal Rule of Appellate Procedure 26.1, Plaintiffs-Appellees
state that Mark Zuckerberg isan individual. Facebook, Inc. isaprivately held
corporation. No publicly held corporation owns 10% or more of Facebook, Inc.’s

stock.

X
\,\/Q\/QL\,
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INTRODUCTION?

This appeal arises from the settlement of rancorous litigation on two coasts.
On one side were Appellees Facebook, Inc. and its founder and CEO Mark
Zuckerberg (collectively referred to as “Facebook”). On the other side were
Appellants (referred to in this litigation as the “CU Founders™), who founded a
failing competitor of Facebook’s called ConnectU. The CU Founders claimed that
they had the idea for Facebook first, and Facebook stole their idea. Facebook
denied those claims and, for its part, accused ConnectU and its Founders of
unlawfully infiltrating its systems, stealing millions of email addresses, and then
spamming them. During a global mediation, the parties signed a“Term Sheet and
Settlement Agree/m_en\t” (“ Settlement Agreement”) In the interest of achieving

r— o
litigation peace, Facebcpk agreed to purchase ConnectU for llars and

’kxf{acehook stock, one @f the hottest stars;ups in the world
Surrounded:,y\a be\,/)kof Iawyers the CU | Founders s ’gped the deal. Then they
suffered a b6 Settirremdrse T hey ask i< Court fo relieve them of the deal
they struck to plunge back into scorched-earth litigation.

The CU Founders argue that the Settlement Agreement is not binding even

though the document they signed declared it was “binding.” ER 482. They assert

! Appellants Opening Brief iscited as“OB,” and their Excerpts of Record
are cited as“ER.” Facebook’ s Supplemental Excerpts of Record are cited as
“SER.” This Court’s docket entries for the consolidated appeals are cited as “Dkt.”

OHS West:260962681.1
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that this Court must intervene to invalidate the parties' express intention to be
bound because the Settlement Agreement is not sufficiently detailed as to the form
and documentation of the transaction, even though they agreed in the Settlement
Agreement that “Facebook will determine the form & documentation of the
acquisition of ConnectU shares.” ER 483.

Alternatively, the CU Founders argue that if the Settlement Agreement isa
binding contract, this deal should be voided because they and their lawyers were
duped about the value of Facebook’s private stock. Their fraud theory is based on
their account of what transpired at the mediation—an account that the district court
correctly held inadmissible under the mediation privilege. According to their
account,

/‘} — , g
- for the Facebook.shares they were acquiring. ER 801 (emphasis added).

They acknon/l ed;e},KFaceBQ ok never mathatibq asto theval ue\?f
Its shares. Rathr, tbq/ admit that.they ca[culatedthe;«al uethemselves, based
upon atruthhr’préss rél eade from séver\a_l';nbnm?ear\fl'ér. Their fraud claimis
based on omission: They fault Facebook for not volunteering a more recent—and,
they claim, lower—valuation of different Facebook stock. They already had
numerous valuations _ If they and
their lawyers really thought the more recent valuations were so important, they had

any number of ways to secure the information: (1) through discovery; (2) by

OHS West:260962681.1
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demand during the mediation; or (3) by insisting on awarranty asto valuein the
Settlement Agreement. They failed to take any of these steps, but fault Facebook
for not volunteering the information. They insist that their sworn enemy had some
special duty to open its books and volunteer any information that bears on the
value of this closely held company.

The district court acted well within the bounds of its discretion when it
rgjected both arguments and enforced the Settlement Agreement. This Court
should affirm.

ISSUES ON APPEAL

1. Binding contract. The parties settled contentious litigation by signing a
document that remy callsitself an “agreement” and saysitis“binding.” The
N

/—Ec p— o
Settlement Agreement g)ecrfreswhat h party must do to perform, the

district court easily ed\\t without crafti Wonal ‘tqms Did the

district court act within the bounds of |ts di scretr on in finding that the agreement
~N N ~ NN

waswffic.ehﬂ-ydenmret‘obemforcea}are?- AL

2. Securitiesfraud claim. The CU Founders contend that Facebook
defrauded them into signing the Settlement Agreement by not volunteering the
latest valuation of private stock.

a. The Settlement Agreement expressly releases all further clamsto

end all litigation between the parties. This Court held in Petro-Ventures, Inc. v.

OHS West:260962681.1
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Takessian, 967 F.2d 1337, 1338, 1342 (9th Cir. 1992), that such areleaseis
binding even as against a securities fraud claim that was unknown at the time of
therelease. Was the district court correct in concluding that the CU Founders
released a securities fraud claim that would revive the litigation?

b. Facebook made no representation about the value of the private
stock, which isinherently subjective. The CU Founders claim to have made their
own calculation of the stock’s value based upon a truthful press release months
earlier announcing a different deal involving a different class of securities. They
had ample conflicting valuationS G

. Was the district court correct that the CU Founders have
not pled asecuriti&s/fraud violation?

r— e
c. The CU.Founders' fraud claim revolves around thelracc unt of

what transpi redw mediation. Such WI nad}»@ ble under a state

and federal meQ| ati on\prlw |ege and undex, the terms Qf\a Canfidentiality

Agreement tHECU Folindarss gned. \h‘é’s tﬁehf's'trié‘c’ouft corfect in concluding

that the claim is barred for lack of evidence?

OHS West:260962681.1
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STATEMENT OF FACTS

The Parties Litigate High-Stakes Disputes on Two Coasts

The plotline of this controversy isall too familiar: Wunderkind entrepreneur
conceives of atransformative business and propels it to a meteoric success, but
failed rivalsinsist they thought up theideafirst and demand all the profits.

The wunderkind in this case is Mark Zuckerberg. Heis Chair and CEO of
Facebook, which runs the most popular socia-networking website ever created.
Zuckerberg founded Facebook in 2004 when he was a Harvard undergrad. ER
152. Over the ensuing six years, through innovation, determination, and marketing
genius, Zuckerberg steered Facebook to become an enterprise that now serves over
400 million users/vmm de andis probably the hottest start-up in the world.

s m—
The nvaIswerefelIow Harvard udents: brothers Cameron

Tyler Wi nklevogs}kQ/yé\Narendra ER 0. After Zucké&QergIaunched

Facebook, the rivals founded, acompetltor now named ConnectU. ER 152, 719
~ 7N -~ -

In October 2004, they filed a-federal Iawwlt.lﬁMasSachusetts asserting that

Facebook wastheir idea. ER 148-61. They claimed that while they were at

Harvard, they hatched the concept of awebsite, called Harvard Connection, with

the much more mundane mission of helping Harvard students find dates with each

other and land jobs with Harvard alumni. ER 150. They imagined eventually

launching dating and networking sites on other campuses. |d. They aleged that

OHS West:260962681.1
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they enlisted Zuckerberg to help design their website. 1d. They had never struck a
formal deal with Zuckerberg. Their whole case was premised on what the district
judge in Massachusetts dismissed as “dorm room chitchat.” SER 117. They
asserted that Zuckerberg stalled and eventually co-opted their ideato launch
Facebook. ER 151-52. Among their causes of action were fraud and
misappropriation. ER 153-59.

From there, the plot took an unusual twist. Facebook discovered that its
accusers were themselves perpetrating a massive heist—from Facebook. The
discovery precipitated the filing of thislawsuit, which Facebook brought against
ConnectU and its Founders in San Jose, California, in 2005. In the Caifornia

.

action,.Facebook alleged that the CU Founders scrapped their origi nal Harvard
N p— et

Connection concept angLreconceuv ConnectU asanew webs te W|th atwo-word

business model N]acbqook " SER 1>7\W@et in'2004 and 2005, the

CuU Founders,b,Lred programmersto illegally hack i ntg\he Facebook system and

» - - » » g - \/ » W,
use automatégoftware 0™ scrape” ané'&ownload millions of Facebook users

email addresses and other personal information. SER 126-32, 623-25. With this
bounty, ConnectU spammed millions of Facebook usersin hopes of luring them to
ConnectU’ s competing website. SER 109-12.

Facebook’ s lawsuit alleged various violations of both Californiaand federal

law, including the so-called “CAN-SPAM Act of 2003,” 15 U.S.C. § 7701, et seq.,

OHS West:260962681.1
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Pub. L. No. 108-187. ER 241-60. The potential liability for ConnectU and its
Founders with respect to the spamming activities, alone, was up to $900 million.
15 U.S.C. § 7706(g); SER 81-82.

The District Court Orders Mediation in the Heat of Discovery

Each litigation took its own tortuous path. Ultimately, the district court in
San Jose ordered the parties to mediation. SER 63. By then, the partieswerein
the heat of discovery in both cases. SER 74-80, 371, 374. Either side was freeto
walk away from the mediation to pursue further discovery.

The parties enlisted famed mediator Antonio Piazza to conduct a “global”
mediation covering the litigation on both coasts. ER 466, 672. The mediation
began on the morning of February 22, 2008. ER 664. Thethree CU Founders all

r— o
showed up. Wrththemwasthe |nkI osses' father, Dr. Howard Winklevoss,

who had been bwthar efforts. 'ER 6@ antklevoss aWharton
professor of actuarral science; was an expert in the val uatlon of corporations. ER
467 n.3. Thﬁ'eonnectw GOntrngent de§,'ended\Jrrth§-nTedr atrorrwith a half dozen
lawyers—five from Quinn Emanuel Urquhart Oliver & Hedges, LLP, and one
from Finnegan, Henderson, Farabow, Garrett & Dunner, LLP. ER 664. Among
them, they had expertise in securities litigation, corporate governance, corporate
control, mergers and acquisitions, accounting, and intellectual property litigation.

For Facebook, CEO Zuckerberg and the company’s CFO showed up, along with an
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In-house lawyer and two attorneys from Orrick, Herrington & Sutcliffe LLP. ER
466, 664.

Before the mediation began, all participants signed a Confidentiality
Agreement promising that: “No aspect of the mediation shall be relied upon or
introduced as evidence in any arbitral, judicial, or other proceeding.” ER 665. The
CU Founders further vowed that: “All statements made during the course of the
mediation ... are privileged settlement discussions, ... and are non-discoverable
and inadmissible for any purpose including any legal proceeding.” 1d.

In the wee hours the next day, the parties reached adeal and executed a
“Term Sheet and Settlement Agreement.” ER 482-83. The Settlement Agreement,
consisting of sev@written paragraphs, states that it “settle[s] all disputes’ on

/'\et — o
both coasts. ER 482. The body of the Settlement Agreement refersto itself asan

“agreement’lh%d. (419 3, 4, 5); specifigsthat “t esetégms are binding,”

id. (15); and m(i ce d@l ares that ei.tper side hasthe power “to enforce this
agreement,”\l?f(ﬂﬂ 4,5). ﬁlﬂwdugh'thé'r’apbe&'r’evé‘v'& entirdly around this

Settlement Agreement, the CU Founders never quoteit in their brief. It readsin

full asfollows:
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1)

2)

3)

4)

5)

6)

7)

Term Sheet & Settlement Agreement

The following will settle all disputes between ConnectU and its related
parties, on the one hand and Facebook and its related parties, on the
other hand.

All parties get mutual releases as broad as possible and al cases are
dismissed with prejudice. Each side bearstheir own attorneys fees
and costs.

All terms of agreement are confidential, no party disparages any other
parties, and no party will comment further publicly related to facts
underlying or related to this dispute. The parties will agree on any
public statements. A violation of the publicity and confidentiaity
provision of this paragraph shall be submitted to a binding arbitrator
who may award injunctive relief and damages up to ﬁ

The parties stipul ate that the San Jose Federal court shall have
jurisdiction to enforce this agreement.

Th bes agree that they may execute more formal documents but
these terms are binding and this document may be submitted into

evidence to enforceﬁhbi({reement. — /-\

Co tU-<founders represent and warrant (1) they have no further
rig% agq nst Facebook We no‘urther claims
\against Faeebook '&,its related parti ‘ e
Adl, ConnectU stock imexchange eesh & [[EGEGEGN
\common shages in Facebook: Theterms of the shares shall include a
requirement that all votes related to the shares will be voted in
accordance with the Board of Director’ s [sic] recommendations and be
subject to the same anti-dilution protections afforded to SeriesD
preferred stock. Facebook will determine the form & documentation

of the acquisition of ConnectU’s shares.* Facebook representsthat it
currently has |l fu!ly diluted shares outstanding.

* consistent with a stock and cash for stock acquisition

ER 482-83 (interlineation in original). Asis evident from this text, the Settlement

Agreement did not include any representation or warranty as to the current or

9
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future value of the ConnectU stock or the common shares of Facebook stock being
exchanged.
All three CU Founders signed the Settlement Agreement. ER 483.

The CU Founders Develop Settlers’ Remorse

In keeping with the Settlement Agreement’s provision that “Facebook will
determine the form & documentation of the acquisition,” ER 483, Facebook’s
lawyers prepared documents implementing one way to transfer the ConnectU
stock. ER 700. The proposed documents took the form of a merger of ConnectU
and Facebook. Id. Asthe CU Founders concede, Facebook took that approach at
their request because “a merger would provide tax benefits to the ConnectU
[Flounders.” OB \63 (citing ER 701)

)/—
After aperiod of negotl ations, C nnectU retreated into radio silen

512, 703. Th % a\l(uptlyflred its Ing Nqat they had

committed mal practl cein negotlatl ng the Settlement Agreement SER 37-41, and
setouttoschrﬂethedeal.\ L g \-/ .

Facebook Moves to Enforce the Settlement Agreement in California

As the Settlement Agreement prescribed, Facebook proceeded to “the San
Jose Federal court,” ER 482, where the California action was pending, and filed a
motion to enforce the Settlement Agreement. ER 464-72. Facebook appended

documents that the district court could direct the CU Foundersto signin

10
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connection with the transfer of ConnectU stock to Facebook. ER 484-510, 515-
635. Because the Settlement Agreement granted Facebook the prerogative to
“determine the form & documentation of the acquisition of ConnectU’ s shares,”
ER 483, Facebook abandoned the merger approach of the earlier documents and
sought a simpler structure, involving a straight transfer of stock. ER 516, 528-35.
ConnectU aone (with the CU Founders conspicuously and strategically
absent) opposed the motion to enforce the Settlement Agreement on two principal
grounds. First, ConnectU argued that the Settlement Agreement was not an
enforceable contract because it was missing material terms. ER 675-84. Second,
ConnectU argued that the Settlement Agreement was void under common law
fraud and the secg\rijies'lzms. ER 684-89.

—

With respect to this second claim, ConnectU did not assert that there was

any misrepre%nIaMhe‘er of the Settlément Agreementitself. Rather, the
o -

claim centered,around a declaration presented by, Cameron WVinklevoss -
b e s L
The basic gist of his story was that - |

? We recite the evidence here, and, in more detail below, seeinfra at 56-58,
without prejudice to Facebook’ s continued—and so far, successful—objection that
the evidence was inadmissible under the mediation privilege. ER 57 n.11; see
infra at 61-71 (explaining privilege).

11
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release announced that Microsoft and Facebook had entered into an “expanded
strategic alliance” in which “the two companies would expand their advertising

partnership and ... Microsoft will take a $240 million equity stake in Facebook’s

next round of financing at a$15 billion valuation.” ER 729. || GGG

| - | -
I (¢ scc clsp £R 722 To comply with

8§ 409A of trETntefnal ReVenue Code, %JSE’@ 46'9’A, Facebook, like most any
other private company that grants stock options, periodically enlists aprivate
valuation firm to prepare areport valuing its common stock to assist its board of
directorsin determining the exercise price of its stock options (i.e., the price at
which employees can purchase stock). See, e.g., ER 722; SER 196-99, 278-81.

Because these valuations must always be reasonably current, companies are legally

12
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required to update them regularly—often quarterly. The particular valuation at

issue here estimated common stock to be worth $8.88 per share. ER 801; see also

Cameron Winklevoss' s declaration did not mention that before the

mediation, Facebook had produced in discovery multiple va uations—including

other 400 valuations— |
I, -~ <31, 456 [ S=R 198,
236 I : sER 280, 327 |- < 2 <o failed to mention that
Facebook had tur@ over multiple valuations _

ser 456 [, <~ <50

The California District Court Enforces the Settlement Agreement

Rejecting both of ConnectU’ s arguments, the district court granted

Facebook’ s motion to enforce. ER 48-60.

13
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Contract argument. The district court found that the Settlement Agreement
was sufficiently definite and contained all the essential terms. ER 53-55. “First,
the Agreement clearly states the consideration for the performance required and
how it must be paid.” ER 53. “Second, the Agreement clearly defines the
structure of the transaction.” ER 54. The Court aso found that the parties
expressed a clear intention to be bound. ER 55.

Fraud argument. The district court also rejected ConnectU’s common law
fraud and securities fraud arguments on three independent grounds, any of which
would suffice on appeal. First, on the merits, the court concluded that ConnectU
“failed to establish that [Facebook] made a misrepresentation during the
negotiation,” ER EZ ConnectU “provide[d] no authority to support their

— e
contention that either Facebook or Zuckerberg had a duty to dISC|O the Board's

valuation,” ER ;6>’®\Trhekl| strict court obw [t]he'individual

signatories to,I.Qe Agreementare SQphI sticated bus ness parties who were
represented %y"reputable counsd at the\rh'edl ation. E’fﬁer party could have chosen

to condition the financia exchange being negotiated on representations and
warranties of the value of the stock involved or to conduct their own due diligence
with respect to Facebook’s vauation,” including pursuit of “‘unresolved discovery

Issues.’” ER 57 (citation omitted).

14
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Second, the district court rejected “evidence of statements made during
mediation that resulted in the Agreement.” ER 57 n.11. This evidence was
inadmissible, the district court held, under ADR Local Rule 6-11, which prohibits
the introduction “for any purpose ... in any pending or future proceeding”
evidence of “anything that happened or was said ... in connection with any
mediation.” N.D. Ca. ADRL.R. 6-11 (hereinafter “ADR L.R.”) (renumbered
ADR L.R. 6-12 effective Jan. 1, 2009).

Third, the district court held that “[t]here is no doubt that the language of the
release in Paragraph 2 of the Agreement [agreeing to ‘releases as broad as
possible’] conveys the intent of the partiesto release dl clams.” ER 59. The
district.court enfolc_(ed thisrelease, based upon this Court’s opinion in

)/—
Petro-Ventures, 967 F.2d at 1338, , that such arelease, plainly desighed to

achieve I|t|g\'|0npe@’x% biRding, even as @Htl e&[aud clam that

was unknownq the,n.me of the reI.Qase ~ER 58-59. ~ A

District Cou\ff)rdersSpecnflc F’erforr}é'nce N L

On November 3, 2008, the district court ordered specific performance of the
Settlement Agreement, requiring the parties to exchange consideration and dismiss
their cases. ER 26-32 (original order), 23-25 (clarification).

At least four times, ConnectU and its Founders have sought to stay the

district court ruling and the transaction. SER 18-19, 42-62; Dkt Nos. 8, 43. In

15
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their stay applications to this Court, the CU Founders vehemently argued that they
were likely to succeed on the merits and that a stay was necessary to preserve their
right to an appeal. Dkt. No. 8 at 10-17; Dkt No. 43 at 8-18. All their efforts failed.
ER 30-31, 38-41; Dkt. Nos. 15, 51. In keeping with the district court’s order, the
parties transferred the stock and cash required under the Settlement Agreement.
Facebook has been operating ConnectU since December 2008.

Once Facebook acquired ConnectU’ s stock and controlled the company, this
Court granted ConnectU’s motion to dismiss its appeal, leaving only the CU
Foundersto continue their appeal. Dkt. No. 94. Facebook moved to dismissthe
CU Founders' appeal on the ground that the CU Founders had made the strategic
decision.not to j@nectu S opposition to the motion to enforce the Settlement

r— o
Agreement. Dkt. No. 69¢ That motion has been referredtothlspanel

Dkt. Nos. 94, 1::5\ \ &/ \
N

~ o~ [SUMMARY OF ARGUMENT . »
l. Biﬁ'di-ng Contract. The distri\Ct-court\di'd noabuseitsdiscretion in

finding that the Settlement Agreement is enforceable. Asthe CU Founders

concede, the parties intended the document to be binding. The parties agreed that
they “may execute more formal documents” to paper the contemplated stock
acquisition, not that they “will.” ER 482 (emphasis added). They clarified that it

would not matter one bit whether or not they did negotiate other documents:

16
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Either way, they agreed, “these terms are binding and this document may be
submitted into evidence to enforce this agreement.” |d. (emphasis added).

This Court should reject the CU Founders' request to override the parties
stated intention to be bound. The Settlement Agreement’ s terms are “sufficiently
certain,” and therefore enforceable, because a court can discern the parties
“obligations thereunder and determine whether those obligations have been
performed or breached.” Elite Show Servs., Inc. v. Saffpro, Inc., 14 Cal. Rptr. 3d
184, 188 (Ct. App. 2004). The quid pro quo is plain, the parties agreed on the key
terms of the acquisition, and the district court had no trouble enforcing the
agreement as written, without adding new terms.

The Settl em\e/nt Agreement Is fully enforceable even though the Settlement

r— o
Agreement did not address certain matt sthat might appear in more for

al
transactions, schredgts might be ngllm what additi onal

representati ongand wqrranﬂéswo:.ﬂd accompan;gthe,tgansaqtmn, and whether the

ConnectU st%éﬁ wouldbedd iv'ered'thk?gh'aﬁ'e’rg.?c/)r stock purchase. In
signing the Settlement Agreement, the CU Founders confirmed that the exact
contours of the acquisition were not material to them. They agreed that “ Facebook
will determine the form & documentation of the acquisition of ConnectU’s
shares’—so long as the “form & documentation” were ultimately “consistent with

astock and cash for stock acquisition.” ER 483 (emphasis added).

17
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No extrinsic evidence could override the Settlement Agreement’s explicit
statement as to what the parties considered material. But even if it could, the
extrinsic evidence the CU Founders invoke—mainly evidence of terms the parties
later haggled over—casts no doubt on the Settlement Agreement’s provision that
the parties intended to be bound on the central terms without regard to the outcome
of those later discussions.

Il. Securities Fraud. Asthedistrict court correctly held, the CU Founders
novel securities fraud claims fail for three distinct reasons.

A. Release. The CU Founders released any future fraud claim when they
agreed to grant Facebook a “release[] as broad as possible.” ER 482. This Court
compelled that co@ usion in Petro-Ventures, 967 F.2d at 1338, 1342, enforcing a

)/— //—’
similar releasewherea,party also claimed to have been avictim of securities fraud

in the context of’agt@ mreement ToWam Metherfraud or

otherwise, to pr\oceed.{n the face m‘\sucba cl ear,mormge wauld deprive Facebook
of the peace\lf'ﬁargjai néd f6r in the Set%eﬁt kﬁ?eel\*n'ént )

B. Merits. Even accepting as true and admissible the CU Founders' account
of what transpired at the mediation (which Facebook does not), they have not even
pled asecurities fraud claim. The CU Founders acknowledge that they have no

claim of affirmative misrepresentation. Their appeal rests entirely on an allegation

of fraud by omission—the claim that Facebook committed fraud by not

18
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volunteering one valuation of common shares. The theory isflawed for three
independent reasons. Firgt, in light of the abundant valuation information available
to the CU Founders, the one valuation the CU Founders sei ze upon now was
immaterial. There was no chance that that one valuation would have affected the
decision of these sophisticated investors and their entourage of advisors, when they
had been given _and the one valuation they claim to have
believed was highly subjective.

Second, Facebook had no duty to volunteer any information bearing on
value or to speculate as to the value that the CU Founders were assigning to shares
they were acquiring. Such aduty would arise only if Facebook had “a duty to
disclose arising fre_nj arelationship of trust and confidence between partiesto a

/‘} o o
transaction.” Chiarellav. United States, 445 U.S. 222, 230 (1980). Facebook was

not laboring &nMof leyalty to the CU\Wer)Nhen feyes settling .

contentious Iij.i.gation.Ln which thggwerﬁ.accusing it Qf\fraud,misappropri ation,
and other mﬁ’eedé. As the disfrict bou_ob'ser\v'e’d, érn(/:e the enactment of the
Securities Exchange Act in 1934, not a single case has imposed a duty to disclose
in acircumstance like this.

Third, it would have been unreasonable for sophisticated parties surrounded

by lawyersto draw any inference from an ardent adversary’s silence about one

19
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particular valuation of avolatile private tech company’s stock that is inherently
volatile and subject to alot of speculation about its value.

C. Mediation Privilege. Finaly, even if by some stretch the CU Founders
account of what transpired in the mediation could amount to fraud, the district
court correctly concluded that the CU Founders cannot pursue their fraud claim,
because it depends entirely on inadmissible evidence about what transpired in the
mediation (and evidence that Facebook would vigorously counter). The evidence
isall inadmissible under three separate sources of law—the local district court rule,
the Confidentiality Agreement, and a state statute guaranteeing confidentiality in
mediation. ‘The CU Founders unsuccessfully try to overcome only the local rule—

without even addressing the other two hurdles.
N S— /'\
ARGUMENT
D

«
l. THE SETTLEMENRAGREEMEN Rll SENFORCEABLE BECAUSE
IT CEARLY M T IES | T

BE BOUND AND THE TERMSWERE DEFINITE.
~ -~ ~ —~ A~ A .

This appeal ‘arises from amoti ohio enforce aontract. The guestion
whether the Settlement Agreement was a contract logically precedes the question
whether the contract must be rescinded for fraud. We address the issues in that
logical order—as the district court did, ER 48-60, and as ConnectU did below, ER
666-95, 768-83—even though on appeal the CU Founders now relegate the
contract question to the back of their brief. The district court did not abuse its

20
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discretion in finding that the Settlement Agreement is an enforceable contract. See
OB 24 (acknowledging abuse-of-discretion standard).

A. TheCU Founders Do Not Dispute That the Settlement Agreement
Declaresthe Parties’ I ntention to Be Bound.

While insisting that the Settlement Agreement is both incomplete and
ambiguous, the CU Founders never quote aword of the document at the heart of
thiscase. If any fact screams out from that document, it is that the parties intended
It to be binding—afact that the CU Founders do not dispute. The partiescaled it a
“Term Sheet & Settlement Agreement,” ER 482 (emphasis added), not just a“Term
Sheet,” as the CU-Founders now insist on calling it. The text callsitself an
“agreement”—thWes, id. (1113, 4, and 5)—not a set of “deal points,” a

“tentative dea,” oka* draft.” /—\ — —

From itsw the Settlement&greement confirms that “the
following” paragraphs “will isputes b *“the dueIng-pﬂi.as,.not\-

that they anQ:Late? &?Te &Jttiretdaym@rla@m Séﬂ[/e t‘h‘é.d'i\ ?puteﬁ. Id.
(emphasis added). Everyone agreed that the “parties may execute more formal
documents” to paper the contemplated transaction, not that they “will.” 1d. To
avoid any ambiguity, the parties specified that it will not matter one bit whether or
not the formal documents are executed. They agreed that (1) “theseterms are

binding and this document may be submitted into evidence to enforce this
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agreement,” and (2) “the San Jose Federal court shall have jurisdiction to enforce
thisagreement.” 1d. (emphasis added).

Presumably for all these reasons, the CU Founders no longer dispute, as they
did below, that “the parties subjectively intended to be bound by the contract, or
even that the contract recites that the parties intend to be bound.” OB 55.

B. The Settlement Agreement Was Definite.

The CU Founders urge this Court to override the parties’ express intentions
on the ground that the contract failed to “specify all material terms.” OB 55. They
arewrong. “‘Thelaw does not favor, but leans against, the destruction of contracts
because of uncertainty; and it will, if feasible, so construe agreements asto carry
into effect the reme intentions of the partiesif that can be ascertained.”” Cal.
- J— /-} -~
Lettuce Growersv. Unlon Sugar Co., 289 P.2d 785, 790 (Cal. 1955) (citation

omitted). That W |s\qen more pronWe con\ext of this

Settlement Ag\eement because (as the CU Founders concede in the first sentence
of their i ntréductl on, OB Sj “the law fémrs anh'eﬁcbuﬂg& compromise
settlements” in light of the “overriding public interest in settling and quieting
litigation.” United Satesv. Mclnnes, 556 F.2d 436, 441 (9th Cir. 1977). The CU
Founders have not overcome the presumption in favor of enforcing a contract

where parties plainly intended to be bound.
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1. The Settlement Agreement recites specific obligations
capable of enforcement.

The Settlement Agreement is enforceable as a contract so long as itsterms
are “sufficiently certain.” Elite Show Servs., 14 Cal. Rptr. 3d at 188. All the

parties had to do to fulfill their intention to be bound was to state the terms clearly

enough to enable a court to discern the parties’ “obligations thereunder and

determine whether those obligations have been performed or breached.” 1d.; see
also Holmesv. Lerner, 88 Cal. Rptr. 2d 130, 141 (Ct. App. 1999). Thedistrict
court had no trouble discerning the parties’ respective obligations under the

Settlement Agreement as written. The Settlement Agreement specifies:

e how ock Facebook would issue _;

o exactlywyhat kind of acebook had-te-turn over (“ on
shares’); P : \

o what spedial rights the stock wouldicarry (they would “be subject to the
same anti-ditdtion p tions affor 0 Series D preferred stock”);,
e whakpropestion of outstanding-Faceboek shares thetransferred shares

weuld represent [ - T\ W |
e Wwhat el'se Facebook would pay _;

e what the CU Founders had to give in return (all ConnectU stock); and

e thebasic contours of Facebook’s “acquisition” of ConnectU (“consistent
with a stock and cash for stock acquisition”).

ER 482-83.

23

OHS West:260962681.1



Case: 08-16745 08/10/2010 Page: 34 of 85 |D: 7434917 DktEntry: 162-2

Inlight of al these details, it was easy for the district court to determine
whether ConnectU and its Founders had “performed or breached” their
“obligations thereunder.” Elite Show Servs., 14 Cal. Rptr. 3d at 188. All it needed
to know was that Facebook stood ready to transfer $ -and -
shares and to dismiss its case against the CU Founders, but the CU Founders
refused to transfer their stock—in any form at all—or dismiss their case against
Facebook. It was equally easy for the district court to enforce the Settlement
Agreement. All it had to do was order each party to dismiss their respective suits
and to turn over the agreed-upon consideration, without adjustment, warranty,
embellishment, or modification. ER 48-60. It did not have to supply missing

detail.\The s m@ the enforcement mechanism—and the ease with which

r— o

the parties consummategd the transaction when ordered to do So—proves t at the

Settlement Agreer’%s\terr}swere “suffici W’ and \therefore,

enforceable. ,Ethe Show Servs.,, 14,Cal. Rptr. 3d.at 18& R

A - \ »> L L . \/ . w L L

ET’ The partlesthemsé'\'/'% agreed}ﬁét termsthe CU Founders
now deem essential were not material to them when they
signed the Settlement Agreement.

The CU Founders assert that this Court must override the parties’ stated
Intention to be bound because the Settlement Agreement did not specify various
additional terms, such as additional “representations and warranties,” whether there

would be “restrictions on transferability” of the Facebook stock, and the details of
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thereleases. OB 7. The CU Foundersinsist that this Court must deem all these
terms to be “critical economic and legal terms of the transaction,” OB 54, which
would mean that no party could ever voluntarily undertake an acquisition without
including these terms. They are mistaken.

Contracting parties are entitled to decide whether atermis“critical” to
them—at |east so long as a court can be reasonably certain of what the deal was.
See Copeland v. Baskin Robbins U.SA., 117 Cal. Rptr. 2d 875, 879 n.3 (Ct. App.
2002) (“Whether atermis ‘essentia’ depends on its relative importance to the
parties and whether its absence would make enforcing the remainder of the
contract unfair to either party.”). Here, the CU Founders stated their intention to

be bound by the Set I ent Agreement as written, even though these additional
r— o

terms were not Ified;’ and regar dI of whether they executed more formal
documents.” E% eN;onrtantIy, thw “ Fab@ook will
determine the_tgrm &\documentauQn of the acquisiti oQof ConnectU’s shares’—so
long asthe ‘%Tm & docurenitation” w%rTeuftikéfel }"'Eon'si stent with a stock and
cash for stock acquisition.” ER 483 (emphasis added). In signing this contract, the
CU Founders confirmed that they were so indifferent to the ancillary details
described in their appellate brief that they were happy to let Facebook dictate them.
In light of this explicit contractual stipulation, it does not matter that there

might be circumstances in other deals where other sellers might consider some or
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al of these other termsto be “customary” or “*‘standard practice.”” OB 63 (citation
omitted). “[N]either law nor equity requires that every term and condition of an
agreement be set forth in the contract.” Elite Show Servs., 14 Cal. Rptr. 3d at
188-89 (failureto specify dollar amount for attorney fees did not make contract so
uncertain as to be unenforceable); see also Patel v. Liebermensch, 197 P.3d 177,
181-83 (Cal. 2008) (upholding contract for sale of real property even though
contract did not specify the length of the escrow period); Hutton v. Gliksberg, 180
Cal. Rptr. 141, 142-44 (Ct. App. 1982) (contract for sale of real property
enforceable even though it did not specify minimum net price or terms of
financing); Ersa Grae Corp. v. Fluor Corp., 2 Cd. Rptr. 2d 288, 294 (Ct. App.

1991) (catalogi n@. Parties to a contract are free to agree that certain terms
/-_! /—’

that might be important to other partiesin other ci rcumstances are not materia to
them, or that it Mpeh@t to them to IW rlghi\qow than it |sto
haggle over terms thagthey mlgthegoU.a];e unde;;l&es.gxgmt.pl rcumstances. See,
eg., Familyﬁﬁrtg'. Co'rp.\No'. 15 v. 'Gré'?er: Z%Féfﬂpbx.' 561, 563 (9th Cir.
2008) (“Even though the parties may have envisioned afuture draft ... they cannot

escape their agreement to adhere to the terms listed in the Settlement Proposal.”).

3. The extrinsic evidence does not override the Settlement
Agreement’s explicit terms.

The CU Founders next fault the district court for declining to consider
extringic evidence that they presented in an effort to prove that the parties did,
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Indeed, consider the various additional termsto be material. That ruling was
correct, and certainly not an abuse of discretion.

Asthe district court correctly observed, “[w]hen the agreement isin writing,
‘theintention ... isto be ascertained from the writing alone, if possible.’” ER 53
(quoting Brinton v. Bankers Pension Servs,, Inc., 90 Cal. Rptr. 2d 469, 474 (Ct.
App. 1999), which in turn quotes CAL. Civ. CoDE § 1639). Since the Settlement
Agreement unequivocally expresses that the parties did not consider the various
other terms to be material at the time of the deal, the district court was correct in
concluding that extrinsic evidence was both unnecessary and impermissible. See
Pierce County Hotel Employees & Rest. Employees Health Trust v. Elks Lodge
B.P.O.E. No. 1458_?2 'F.2d 1324, 1327 (9th Cir. 1987); Producers Dairy

— e
Delivery Co. v. Sentry Ins. Co., 718 P.2d 920, 925 (Cal. 1986) (“[1]f the evidence

offered would nwe a\@nable manWrumés{ meant anything

other than the.qdmaq meaning Qf\ItS V\LD(dS it Jausel.qss ” {internal quotation
marks and c\afon omlttea)) v N N

The CU Foundersincorrectly invoke the corollary “that, when interpreting a
writing, extrinsic evidence must be considered if it ‘is relevant to prove a meaning
to which the language of the instrument is reasonably susceptible.”” OB 58
(quoting Pac. Gas & Elec. Co. v. G.W. Thomas Drayage & Rigging Co., 442 P.2d

641, 644 (Cal. 1968)). Asthe CU Founders acknowledge, thisrule applies only
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where “a contract may be susceptible to more than one reading.” OB 59. The CU
Founders have not offered any alternative reading of the contractual provision that
“Facebook will determine the form & documentation of the acquisition of
ConnectU’ s shares’ and that the contract will be “binding” whether or not the
parties “execute more formal documents.” ER 482. The CU Founders have never
suggested how any extrinsic evidence could recast those words into an
understanding that the contract would not be binding. See Pierce, 827 F.2d at 1327
(extrinsic evidence may not be used to contradict the plain terms of a contract).
Surely none of the extrinsic evidence the CU Founders invoke overcomes
the contract’s explicit terms or reveals alatent ambiguity. The CU Founders main
extrinsic evidence\ii what they call “the post -settlement conduct of the parties, in

r— o
which they negotiated and dlsagreed ut numerous important terms of the

settlement.” OB’Nr principal device, thm&.!n eghtlpages is
to isolate ater.nq thaLEacebodk dl;a(ted for the fogmal ,d,g)curnentatlon and contrast it
to the CU F(}J'rfder's’ pr'op'?)'%ul . OB 62—»?. Th&'ﬁoébs’ettl ement haggling does not,
however, have any bearing on what the parties considered material when they
signed the Settlement Agreement, and it certainly does not contradict (or cast
ambiguity on) the parties’ explicit acknowledgement that the Settlement
Agreement would be “binding,” on the terms there specified, without regard to

whether the parties could reach agreement on “more formal documents.” ER 482.
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That Facebook produced “140 pages of densely worded, single spaced ...
documents” after signing the Settlement Agreement (OB 55) proves only that
Facebook availed itself of the opportunity, reserved to it in the contract,lto draft
“more formal documents.” ER 482. That the parties haggled over some of these
details proves only that Facebook was amenable to the CU Founders' desire to
structure the deal to be more advantageous to them, and, at times, was prepared to
grant additional benefitsto the CU Foundersin return for accommodations or
adjustments that Facebook wanted.

Take, for example, “the issue of a credit that Facebook should receive for
those ConnectU liabilities that Facebook would assume.” OB 62. The CU
Founders mi stakeqlz Insist that Facebook’ s decision to propose such an adjustment

/—\ ~ o

after signing the Settlement Agreement“ demonstrates the absence of ag ent on

the net price FacieNJuléNgay to acquire When the Settlement

Agreement wa§sgnaj. OB 63. Ihe Settiemenj;.egree(nengwas clear asto

Facebook’s.ﬁ’pri'ce: Tt would pay ‘_’cagw"& B cormon shares

of Facebook”—nothing more, nothing less. ER 483. There was no credit for
ConnectU liabilities. Of course, nothing in the Settlement Agreement prohibited
Facebook from proposing an adjustment after signing the dedl, particularly in
response to the CU Founders' request that Facebook add terms that Facebook had

no obligation to add (e.g., to structure the deal “as a merger [that] would provide
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tax benefits to the ConnectU founders,” OB 65). Notably, the district court opted
to enforce the Settlement Agreement as written, without regard to the further
haggling on adjustments, because it understood that the Settlement Agreement was
unambiguous on that point.

The sameistrue of the parties' decision not to include in the Settlement
Agreement various additional “representations and warranties’ or
“‘indemnification rights of each party.”” OB 63-64 (citation omitted). The parties
did include the one representation that they considered material: “Facebook
represents that it currently has | lffu!ly diluted shares outstanding.” ER
483. And the par/ti:es\di\ d not need an indemnification provision, where the deal

was that.no one would indemnify anyone else. The CU Founders cite no authority

o /'k o~ o
for the proposition that an acquisition contract cannot be enforced without a

laundry list of wia% Nthout an expllw aboubindemnificati ons

The most they.Qan do.ls cite freau%s and\expertaNho.%ay that.such additional
terms are c\stf)mary,” “Fandard prac}Ee ™ or typ\léél [[" "OB 63-64 (citation

omitted). Nothing about this transaction or the underlying litigation was
“customary,” “standard,” or “typical.” These references do not come close to
proving that the specific partiesin this unique context could not agree to dispense

with such legalese.
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To take one final example, the CU Foundersinsist that the Settlement
Agreement is void because it did not specify “the structure and mechanics of the
transaction.” OB 65. Particularly important, they claim, is whether this would be
amerger or astraight stock acquisition, which could be of “great significance” in
terms of tax consequences for the CU Founders. OB 65. The CU Founders do not
explain how they can say that “the parties' conduct indicates that they regarded the
structure of the transaction as material,” OB 67, when the parties specifically
agreed that “Facebook will determine the form ... of the acquisition of ConnectU’s
shares,” so long as the form ultimately executed was “consistent with a stock and
cash for stock acquisition”—which it was. ER 483. Once again, the CU Founders

o

do not undermine theselterms by pointing to expert opinions that generally “the
N p— et

structure of the transaction is of primary importance to the seller for a variety of

reasons, incl udlw limited to, tax pl an@?lz §§ also ER 785- o7

(suppl ementaLQecl arap on embel Lstl ng.same pol.nts),.én expert’s opinion as to
what some a%éfracf sel Ter'?ypicél ly éon§aers' ir%rt%(ha’s no bearing on what the

CU Founders actually considered important in this particular deal, and certainly
does not override their explicit statement in the contract itself that the “form” was

up to Facebook.’

*In their Statement of Facts (OB 19), the CU Founders mention other
extringic evidence in the form of avague post-settlement email from a Facebook
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4, The cases compel the conclusion that the Settlement
Agreement was sufficiently definite to be enfor ceable.

Courts have often found contracts binding under circumstances where
parties did not take anywhere near the same care to designate the terms—and
where, unlike here, the parties never explicitly stated that the contract would be
binding even if the CU Founders failed to agree on the terms of subsequent
documents. In one case, for example, the parties agreed to the terms of a
settlement and, like the parties here, then “began discussing the appropriate tax
treatment for the payment.” Sheng v. Starkey Labs,, Inc., 117 F.3d 1081, 1082 (8th
Cir. 1997) (emphasis added). One of the partiestried to back out of the deal, as the

CU Foundersdi d@se it learned new information that gave it second thoughts.

In hopes of scuttlimgthe settl aﬂem-,-t-hg reneging party-argued—j eCU

Founders are argui ghére—gthat the deal was not sufficiently certain, because the

parties had net worked out the t. 1d: : The%m-aemm the-

notion in wordsthat are especially apt here: “Settlement agreements that do not
et v E EC

expressly resolve ancillary issues can, nevertheless, be enforceable.” |d. (citation

omitted); accord Quint v. A.E. Staley Mfg. Co., 246 F.3d 11, 15 (1st Cir. 2001)

lawyer, referring to the settlement as “tentative,” ER 807, and a communication
mentioning that “[t]he parties are still attempting to finalize a settlement,” ER 810.
In context, each of these statements was simply an acknowledgment that neither
side was prepared to dismiss the actions until the exchange of consideration was
complete, which obviously needed to await the conclusion of any post-agreement
haggling over accommodations and adjustments that either side might propose.
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(settlement agreement was sufficiently certain, even though parties had not yet
addressed tax consequences, which were just an “afterthought”).

The Federa Circuit, applying the law of this Circuit to a California contract,
also reached the same result in similar circumstances. See Core-Vent Corp. v.
Implant Innovations, Inc., 53 F.3d 1252 (Fed. Cir. 1995). There, the partieslaid
out the terms of a settlement on the record. Seeid. at 1254. One of the terms was
that the defendant “shall have anon-exclusive worldwide license.” |d. The parties
spent the next several weeks negotiating the terms of the licensing agreement, id. at
1257, but could not agree, id. at 1255. The court rejected the argument that the
“settlement ‘agreement ... wasincomplete.” 1d. at 1256.

The wme@ on applies with greater force here. Asin Sheng, the

parties chose not to spell‘out terms that would dictate tax consequ/—}d other

collateral |$U$’MC&QVent the corWas siléqt on the specific.

terms that mlgb;[ appear inany sepqrate_,documeuts the.partl.es.mlght chooseto

negotiate. B\uf/unll'ke in each of tho'se%,' th\e'CU\:cTun'der did more than just
“accept[] the settlement without equivocation” without addressing an issue,
Core-Vent, 53 F.3d at 1256, and did not ssmply “lefave] some details for counsel to
work out during later negotiations,” Sheng, 117 F.3d at 1083. They affirmatively

committed to leave those terms up to Facebook.
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The one case the CU Founders discuss in support of their position—Terry v.
Conlan, 33 Cal. Rptr. 3d 603 (Ct. App. 2005)—fallsinto a completely different
category than Sheng, Core-Vent, and this case. Inthe course of ajudicially
supervised settlement discussion, the parties there assented to some terms
expressed orally on the record. Two termsin particular were central to the court’s
conclusion that “[t]he facts clearly show there was no meeting of the minds on
materia terms.” 1d. at 613. First, the parties appeared to agree to two
irreconcilable propositions for how a disputed parcel of property would be
managed: One term specified that an “independent trustee or ... a manager” would
manage the property, while another specified that the “trustee” of the property
would be one of tQ(ip artiesto the case, who was obviously not independent. Id. at

— e
610 (emphasis added). Second, the parties agreed that “everyone @ to

cooperate to obmst favorable tax be\ej@hatj/erybbdx can under the

framework of,.tbe setl;kement |d,a( 606.(Lnternal\quo,t@on.(narks omitted), but the

partiesi mmé‘étely dlsagreed on Wﬁet}e'F they\vVére%'&uaﬂ ly"under any obligation
to achieve the “favorable tax benefits,” and whether the trust must be qualified as a
particular form of trust that was mentioned on the record. 1d. at 613. Asto both
terms, thetria court imposed on the parties its own Solomonic arrangement that no

one had agreed to. Id. at 611, 613.
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Terry isdistinguishable for several reasons. First, unlike Terry, the parties
here explicitly addressed the question of what structure the transaction would take,
and agreed to vest one party with the discretion to determine that structure. ER
483. Second, in Terry, unlike here, the parties indicated that the tax treatment and
the management were material to them by referring to them inlthe agreement; it
was just impossible to know what they agreed as to those terms. Third, the
agreement in Terry was so ambiguous that it left the trial court “with no other
option than to fill in the gaps of the agreement to enforce settlement,” 33 Cal. Rptr.
3d at 614, whereas here the Settlement Agreement was so clear that the district

court was able to enforce it without crafting any additional terms.

/\ * * *

- — S
In the end, this case b0|Isd wn to a fundamental questl on about the viahility

of mediation mgq}rgQN gh-stakes dlsputew would deal a mortal

blow to medlatkon if.if were to accept the,CU ande;g position that a complex

litigation can\r'l/ever be set\fed withoUt rﬁé’olw ng alau\'ary'llst of ancillary terms
that are “‘typically’ addressed ‘in formal acquisition documents,”” OB 69 (quoting
expert at ER 760), and that settlements are vulnerable unless |lawyers show up at
mediations with a*“laptop ... [and] a draft of a possible settlement agreement,” OB
54. That isnot how mediation works. The best mediators, from JAMS to judges,

follow the practice that Mr. Piazza displayed: the art of “getting to yes’ on the
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terms the parties consider material, and securing a binding agreement on those
terms.

1. THEDISTRICT COURT DID NOT ABUSE ITSDISCRETION IN
REJECTING THE SECURITIESFRAUD DEFENSE.

The CU Founders' main argument on appeal actually assumes that the
Settlement Agreement was an enforceable contract. They contend that the contract
must be rescinded under § 29(b) of the Securities Exchange Act of 1934, 15 U.S.C.
§ 78cc(b)—and the entire transaction unwound—because Facebook committed
securities fraud during the mediation. For three reasons, the district court correctly
rejected this securities fraud claim, just as it was correct in rejecting the same fraud

claim under commNN (aruling the CU Founders do not appeal). First, the CU

Founders releasethaiy such clai W Settlemeni-Agreement. w Point

[1.A. Second, accépti g the truth and admissibility of the CU Founders
account of wihat transpi at thesmediation (wh ook do Une

Founders do not pléadia securitiegﬁat@ol ion. Séelinfra Point I1.B. Third, the
- . \ w » . - k/ » - -

CU Founders could not prove their claim in any event, because it rests entirely, and

impermissibly, on privileged information as to what transpired in the mediation.

Seeinfra Point 11.C. The CU Founders cannot prevail without demonstrating that

the district court erred at all three steps. They fall short asto each.
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A. TheCU Founders Released Their Securities Fraud Claim in the
Settlement Agreement.

The CU Founders released their securities fraud claim in the Settlement
Agreement, where they agreed to grant Facebook a “release]] as broad as
possible,” and even more specifically “represent[ed] and warrant[ed] (1) they have
no further right to assert against Facebook [and] (2) they have no further claims
against Facebook & itsrelated parties.” ER 482. To alow any claim, whether
fraud or otherwise, to proceed in the face of such aclear promise would deprive
Facebook of the peace it bargained for in the Settlement Agreement. The district
court correctly read this Court’s opinion in Petro-Ventures, 967 F.2d 1337, to hold

that the CU FounWe bound by that release.

In Petro-Ventures, the parwered into a-settlement agreemm%hat _—

involved the traﬁxfeﬂc rities and contained a broad release that was
“ unambiguous in conveying themtent.ofth eMm Al PURKROWR

daims.” Id\at':lSA:Zﬁp dffiénge’c}_t@ : ’,?h@ n:[iﬁi gtfbsequently filed an
action alleging that the defendant committed securities fraud by making

mi srepresentations before and during the settlement negotiations. 1d. at 1338-39.
Like the CU Founders, the plaintiff invoked 8§ 29(a) to argue that “unknown claims
pursuant to federal securities law cannot bereleased ... , even by the execution of a
settlement agreement that releases all known or unknown clams.” 1d. at 1339,
1341.
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This Court rejected the argument. The Court acknowledged “the general
rule ... that unknown or subsequently maturing causes of action may not be
waived,” but held that an exception applies to releases made, as here, “in the
adversarial setting that is characteristic of litigation” where the parties are “not so
concerned with protecting their rights as investors as they [a]re with establishing a
general peace.” |d. at 1340-42 (citing, and distinguishing, Royal Air Props., Inc. v.
Smith, 333 F.2d 568 (9th Cir. 1964), and Burgess v. Premier Corp., 727 F.2d 826,
831-32 (9th Cir. 1984)). The Court noted that the basis for the genera ruleis “that
the Securities Act was drafted with an eye to the disadvantages under which buyers
labor.” Id.at 1342. But, quoting the Second Circuit, this Court explained that
there is.no such imbalance—and 8§ 29(a)’ s anti-waiver provision does not apply—

~’ J LN
““Iw]hen ... areleaselgsgned in acommercia context by partiesin aroughly

equivalent bggawtio and with read@ouns&”’ Id. (quoting\'

Locafrance U,.Q COLR v. | ntérnndg] Sys.Leasing, Inc\ 558 F.2d 1113, 1115 (2d

Cir.1977)).\'/' Ol O Uf Gl U SuspG) A S Ul 0l §

The rule applies with equal force here, since the CU Founders, too, were at
least in a*“roughly equivaent bargaining position” vis-a-vis Facebook when they
showed up at the mediation with two lawyers for every Facebook lawyer. Here,

too, the overarching goal of the Settlement Agreement was plainly to “establish[]
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genera peace,” id., which the parties accomplished by executing arelease “as
broad as possible’ that relinquishes all claims, ER 482.

The CU Founders do not dispute that the release in the Settlement
Agreement was written broadly and categorically enough to release their fraud
clam. Instead, they clam that even though they intended to release that claim, the
law must override their stated intention because it is a securities fraud claim. OB
40. They insist that Petro-Ventures does not apply because that case did not
involve a claim that the “ settlement agreement ... was the result of securities
fraud.” Id. That isincorrect. The basis of the fraud claim was that the defendant
misrepresented that the securities transferred in the settlement agreement were
registered with t@ Petro-Ventures, 967 F.2d at 1339. And the plaintiff there

)/—
did claim that “[ unngthesettlenent egotiations .. defendant contlnu to lead

sect)ntl eswerein fw with'the Securities and

Exchange Coermissj.Qn.” ld. at 1339 (emphasi smlded)i id..at.1342 n.3 (referring to

[it] to believe that the
N

this asserti on\a'g orie of the™ dlaims of o\m'T ss'on\s'énd\rﬁf srépresentations in
[plaintiff’s] complaint” (citation and internal quotation marks omitted)). This
Court enforced the release as to this claim as well.

Equally off baseisthe CU Founders' reliance on the Second Circuit’s
decision in Pearlstein v. Scudder & German, 429 F.2d 1136 (2d Cir. 1970), for the

broad proposition that, notwithstanding a broad release, “a settlement agreement is
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void under Section 29 if the agreement violates the securities laws.” OB 40. Even
assuming the Second Circuit’s Pearlstein opinion stood for that proposition, it
cannot trump this Court’ s subsequent holding in Petro-Ventures that the rule is the
opposite where sophisticated parties negotiate arelease of all claims, including
potential securities violations alegedly committed during the settl emelt
negotiations.

In any event, the CU Founders have the Second Circuit law wrong. As
noted above, this Court in Petro-Ventures was quoting Second Circuit precedent
(post-Pearlstein) for the central holding. See Petro-Ventures, 967 F.2d at 1342
(quoting Locafrance, 558 F.2d at 1115). And since then, the Second Circuit has
confirmed that 8 %9_(/a) rotects unsuspecting and unsophisticated consumers who,

— e
unaided by counsel, enter into contracts of adhesion that purport to waivethe right

not to be defrauw \b@éthe in PWt not'.sophisticated

business entlu.§ negagl ating at arm's length.” I;l.arscg\Corp, Ve Segui, 91 F.3d
337, 343-44 (2d Cir. 19963; see'also M%r‘@eﬁs V. re\yfﬁosj 166 F.3d 1114, 1117-19

(11th Cir. 1999) (securities fraud and common law fraud claims were released in

an agreement containing a general release and merger clause, where plaintiffs were
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in an “adversarial relationship” with defendant and were “sophisticated sellers,
represented by both legal counsel and certified public accountants”).*

B. The CU Founders Have Not Pled a VValid Securities Fraud
Violation.

The CU Founders' securities fraud claim also fails on the merits. Even
assuming the truth and admissibility of the CU Founders’ allegations, they have
not pled a securities fraud violation.

The CU Founders acknowledge tha: [

OB 33 (emphasisin

original).
OB 17-19, 32. Rﬂha\their fraud claim revolves around their own apparently
unspoken and subjeetivé underWof Faceboek*s'stock val ueMon apress
release publish onths before the mediation stating that Facebook was worth

$15 billion, which, th am, conc on th&i L

4 The €U Folinders are also incorreet in arguii n?that?hg release would not
be df&tiveﬁﬁdd california law,” C(%’:iuse (b‘“[a ontract provision purporting
to release claims of fraud in connection with the contract isinvalid” and (2)
“Section 1542 of the California Civil Code prevents the release of unknown claims
unless the release so states.” OB 40-41 (emphasis added). Even if these were
accurate statements of Californialaw, they would be irrelevant because California
law isinapplicableto “‘releases of federa statutory causes of action’”; federal law
governs. Petro-Ventures, 967 F.2d at 1340 (citation omitted). But in any event,
the CU Founders have Californialaw wrong. The default rule about a “genera
release” isinapplicable to aprovision, like the release in this case, that reflects “the
unambiguous ... intent of the partiesto release al unknown claims.” |d. at 1342,
see also Winet v. Price, 6 Cal. Rptr. 2d 554, 557 (Ct. App. 1992).
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calculations never endorsed or encouraged by Facebook) that each share was worth
$35.90. They assert that, in light of that press release, Facebook had a duty to
volunteer a more recent 409A valuation estimating common shares to be worth
$8.88. The CU Founders' fraud claimis flawed because (1) the $8.88 per-share
valuation wasimmateria in light of all the other valuation evidence the CU
Founders indisputably had; (2) Facebook had no duty to provide any valuation to
them; and (3) any reliance on the inference the CU Founders purport to have drawn
from the omission would have been unreasonable.

We address each point in turn, but we pause first for an observation about
the state of the record before this Court. In defiance of the mediation privilege, the
CU Founders pr@the district court with their own one-si ded account of what

N /-\ — o~
transpired at the mediation. ER 718-20; 799-802. Inthemterest of preserving the

privilege, FacebMecl m@ to set the rw W|th\aq accurate account

of what transpL(ed. E.B 746-47 . IQus, We are cpqstral.qed tQ address this one-sided
story, essenn\al'ry a5 one would éddr'ess\a"mo'ti o\n't'o d\ls'ﬁ\i s5. For present purposes,
we assume the CU Founders' account is true, and demonstrate that they have no

securities fraud claim, even on the most one-sided portrayal of the facts. Should

this Court conclude that the district court erred in rgjecting the securities fraud
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claim, Facebook should, of course, have the opportunity to challenge the CU
Founders’ account of what transpired.”

1. Thevaluation wasimmaterial in light of the overall mix of
information available to the CU Founders.

Even assuming Facebook had a duty to volunteer any financia information
to the CU Founders—a proposition that is refuted in the next section, see infra at
49-58—Facebook still had no duty to provide the particular 409A vauation that
the CU Founders now fixate upon. The CU Founders concede that Facebook had
no duty to volunteer information that was immaterial. OB 28-29. The $8.88 per-
share valuation.was immaterial unless “thereis‘a substantial likelihood that the
disclosure of theomif\ed fact would have been viewed by the reasonable investor
as having significaitly altered the-totakmix of infermation made aval+abl\e 1

McCormick v. Fiind Am. Cas.,, Inc., 26 F.3d 869, 876 (9th Cir, 1994) (quoting

Basic Inc. viakevinson, U§>224,—23L32 (\1?38&)-@n(ernal (w\orat-ien-mar-ks and
: -

—

5 By wayof e;\ampl e filinas\ thatthe CU Founders themselves have made in
collateral pr&‘:é’edi hgs'—a?\'d Which &re Aow before thedi strict court, see Dkt. No.
729, Case No. 5:07-cv-01389-JW (N.D. Cal.) (filed Dec. 23, 2009)—prove several
points, mainly out of the CU Founders' own mouths and the accounts of their
former lawyers:

Because those filings were not part of the record when the district court reached its
decision, and because they are not necessary to affirm the district court’ s ruling, we
do not address them on this appeal .
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citation omitted)). “To be actionable under the securities laws, an omission must
be misleading; in other words it must affirmatively create an impression of a state
of affairsthat differsin amaterial way from the one that actually exists.” Brody v.
Transitional Hosps. Corp., 280 F.3d 997, 1006 (9th Cir. 2002). For several
reasons, there is no chance that a reasonable investor in the CU Founders
purported position would have viewed the $8.88 val uation as materially altering
the mix of information they already had—including even lower 409A valuations—
as to the value of Facebook’s private stock.

Abundance of lower valuations. First, the CU Founderstry to leave this
Court with the impression that the only valuation figure they knew was the
$15 billion figure \fE)m he Microsoft press release—and that they, therefore, had

— e
reason to enshrine it as gospel. They al'so partray the one 409A valuation on which

they rely here as’%smm eventinthel n&.@\wpany\@, If an unexpected

bolt of Ilghtnqu frou;\on high emblazoned $8.88.pnto.q couple of tablets. Both
- \ > » w \T . \/ \-/ > »

impress ons%r'éfal' e,
To take the latter point first, employers like Facebook routinely issue and
update 409A valuations. It isimportant to get them right, which iswhy the
company pays expert firms to run the numbers. But itisnot asif aboard's
ratification of a409A valuation is some extraordinary act that would take a

reasonabl e investor by surprise.
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The CU Founders were aware of numerous other valuations, including 409A

valuations, |
_. For example, the CU Founders knew that
Facebook’s common shares had been valued several times over the previous
couple of yeers |

B =R 198, 236, 280, 327, 431, 456. The CU Founders were also

aware of several \@ uations that put Facebook’s overall value _

M S

I, . ScR 217, 450; see

also ER 7447866-67. © - -

Moreover, if knowledge of yet another, more recent, per-share valuation was
material to them, the CU Founders had an easy way to find out. Like any
California employer, Facebook was legally obliged to report the values of stock
options to the California Department of Corporations, which proceeds to post them

on the Web for all to review. See CAL. Corp. CoDE § 25102(0). The CU Founders
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could easily have looked up more recent valuations, as any competent investor
would have, and as this Court could even now.® Had they done so at the time, they
would have learned that on October 18, 2007—six days before the October 24
Microsoft transaction—Facebook posted a report valuing common shares at $6.61,
which istwo dollars below the $8.88 valuation they now find so critical, and less
than afifth of the $35.90 value that they now say they had attributed to the stock.
http://134.186.208.228/cal easi/PDFDocs/004890374.PDF.

As any reasonable investor would have understood, the difference between
- valuations and the higher one obviously has nothing to do with a change
in value and everything to do with differences in methodology and in predictions
of future events.

r— o
In light of the abundant, and conflicting, valuation information that the CU

Founders krENMhabe known, the plw on'ef the $8.88 .
per-share val uaEi on dJ.QI not “affi ertiveJ.)gcreate.an i mqressi,oq of astate of affairs
that differ[ed]Tn amaterid way from t}é' one thét’ acﬁly' exist[ed],” Brody, 280

F.3d at 1006, and would not have changed their decision.

® The website can be found at http://www.corp.ca.gov/CalEAS|/caleas.asp.
Click on “Search the Cal-EASI Database” and type “Facebook” into the field for
“Company Name.” Thelist linksto every valuation that Facebook has filed with
the Department since 2005.
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Subjectivity of valuation. Second, all this data underscores what is evident
to anyone with a passing familiarity with closely held companies: Because there
was no market for the private Facebook stock, and because Facebook was in an
especially volatile market, the one $15 billion valuation the CU Founders claim to
have believed was highly subjective. ER 744; SER 217, 219, 228, 247, 315, 327,
430, 449-50. Valuations of this sort can vary drastically depending on
methodology and the valuator’ s subjective assessment of the likelihood of various
future scenarios. SER 217-18, 236, 295-96, 327, 449, 482-83. Asif to provethe
point, Fortune Magazine recently reported that Facebook’ s value has fluctuated
between $10 million in June of 2004 and $24 billion in April of 2010—almost
doublewhat the@nders cI aim to have believed the company was worth at

— e
the time of mediation. See DaV|d Kirkpatrick, The Temptatlon of Faceb

FORTUNE, May 24, 2040, aI}QS 111. \/ \

This CQL{I’I has.QeI d that “ a.plal ntiff caanLdemqnstrate.a material omission

on the basi s%f‘(spécul éti\k, nebulous %v"lde'ncé”' Mméoﬁ v. Am. Pac. Corp.,
114 F.3d 898, 902 (9th Cir. 1997). The sameistrue of “statements such as
estimates and appraisals’ that have a subjective component, as the valuations of a
private corporation in avolatile market inevitably do. Inre Rockefeller Ctr. Props.

Sec. Litig., 184 F.3d 280, 290 (3d Cir. 1999).
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Different stock. The $8.88 figure was avaluation of common stock. But
the stock the CU Founders received was different from the stock that was the
subject of that valuation. It waslabeled “common stock,” but the CU Founders
received special anti-dilution protections that were among the most important
attributes of preferred stock, which is more valuable. ER 482-83. The value of
this hybrid stock could not be uncritically compared to the standard common stock
granted to employees.

Sophistication of parties. Finaly, the CU Founders and their entourage
were not a bunch of dupes. A half dozen high-powered lawyers and a Wharton
professor of actuarial science with expertise in the valuation of corporate stock all
scoured the 1- 1/2/\p:a>igreement ER 664-65. Their sophisti cation was on

— e
display in the Settlement’Agreement itself, which demonstratesth ey knew just

what sorts of $th bqs would mcrew of their stock. They had

to have been aware rbqt other vaIu{uon_swere inthe wgrks,ILthey felt they

needed moré'rﬁorfnati'on:sﬂcﬁ asfhe\m"ost' re%é’nt A}OQIA valuation that had not yet
been released—they had every opportunity to secureit. Astwo courts have
recognized, the CU Founders could have proceeded with discovery and sought all
recent valuations. See ER 57; SER 371, 374. Or they could have demanded it asa
condition of proceeding with mediation. The CU Founders knew exactly what

they did not know and how to get it, but they made the deal anyway with eyes wide
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open. See McCormick, 26 F.3d at 879-883 (although the information not disclosed
“would at least arguably have altered the total mix of information,” the fact was
not material in this context because the plaintiff “was a sophisticated businessman”
and “knew what he didn’t know” (internal quotation marks and citation omitted)).
Indeed, these sophisticated negotiators broadcast that any unpublished
valuation was not material to them when they insisted on only one
“represent[ation]”—as to the number of “fully diluted shares outstanding,” ER
483—without securing a representation as to the value of those shares. The
omission of any such representation on the face of the agreement is especially

telling,

p— p—
czéo00! I
_ they haré& claim that the\{/ssiontrickea\bem.
-

2., Facebook had.no duty to velunteer any ualuation.
Even Ifsthie €U Foundersicould demonsirate thata reasonable investor aware

of the $8.88 valuation might have behaved differently, their securities fraud claim
would still fail. Facebook had no duty to volunteer to the CU Founders any
information—materia or not. The CU Founders offer two alternative arguments
as to why Facebook had a duty to volunteer a particular valuation in light of the

earlier pressrelease. Both theories are meritless, and the second is unpreserved.
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Insider trading. The CU Founders' lead theory on appedl isthat Facebook
was guilty of insider trading unlessit opened its books during the mediation and
volunteered to its sworn enemies the most current information about all stock
valuations of Facebook’s private shares, and presumably any other confidentia
information bearing on the company’svalue. OB 27-31. They couch theinsider
trading rules in the most expansive of terms, as requiring “an[y] issuer trading in
its own stock(] to disclose all material information in its possession” to its
counterpart, just because stock was part of the transaction, without regard to the
circumstances of the transaction or the nature of the relationship between the
parties. OB 27. If the CU Founders are correct, then hundreds of private
companies that pa\y_’Ehei employees in stock options are committi ng securities

/‘\ — o
fraud every day, because'they do not reveal to employeesall sorts of material

inside mformatmng‘qot just val uaﬂMﬂyu nent'plans to go pubI iC,

to acquirea new bUSI.QGSS, or'to Iaupch a.product., The\CU Eaounders are wrong.

Thelaw is t%“ []il en'ce:\abéen't a duty\ffodl'scl\o's'e, i\s'ﬁot ‘mi'sléading under

Rule 10b-5." Basic, 485 U.S. at 239 n.17. A duty to disclose arisesonly in

exceptional fact-specific contexts, see Chiarella v. United Sates, 445 U.S. 222,

228 (1980), and in this context Facebook owed the CU Founders no duty to speak.
Asthe CU Founders acknowledge, the central precedent governing the duty

to disclose—and insider trading, more specifically—is the Supreme Court’s
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opinion in Chiarella. That case does not stand for the expansive proposition that a
company must “‘disclose material facts which are known to [it]’” just because it
Issues stock as part of atransaction. OB 28 (quoting Chiarella, 445 U.S. at 226-27
(alterations by CU Founders; internal quotation marks omitted)). It stands for the
opposite proposition. In Chiardla, the Supreme Court observed that “8 10(b) does
not state whether silence may constitute a manipulative or deceptive device.” 445
U.S. at 226. Accordingly, the Court rejected the notion “that the federal securities
laws have created a system providing equal access to information necessary for
reasoned and intelligent investment decisions.” 1d. at 232 (citation and internal
guotation marks omitted). “Formulation of such abroad duty,” the Court
concluded, would\_( art[] radically from the established [common law] doctrine,”

— e
and “should not be undprtaken absent some explicit evidence of congr

Gwded.Qy trad.l\tl onal compaon law, principles, ﬂ;e Court,held that “silence in
connection vhfﬁ the pu'rcﬁ\ase' or sae of\;u'rit@ c}n'ﬁot"‘ operate as a fraud
actionable under 8 10(b)” except in the limited circumstance where “such liability
Is premised upon aduty to disclose.” 1d. at 230. The duty to disclose arises only
“from arelationship of trust and confidence between partiesto atransaction.” 1d.

(emphasis added). Without that “specific relationship between two parties,” the
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law does not impose a duty to volunteer nonpublic information no matter how
material it may be. Id. at 233.

Under these principles, the classic insider trading case is a situation where a
corporate executive, for his own benefit, buys stock from the company’s own
shareholders at a bargain price, aware of secret information that those shares are
about to skyrocket in value. See, e.qg., SEC v. Talbot, 530 F.3d 1085, 1090-91 (9th
Cir. 2008). Asthe Court recognized in Chiarella, an executive' s self-dealing gives
rise to “aduty to disclose prior to trading” only because corporate officers “have
an obligation to place the shareholder’ s welfare before their own.” 445 U.S. at
230; see also Dirksv. SEC, 463 U.S. 646, 654 (1983). Shareholderstrading in
public markets are entitled to assume that a corporate executiveis acting in their
| - A~ ~
interests, and have no reason to believehe is acting against them unless he makes

This case IS far,[emoved frgm theclassic ins degtradj.ng\scenario. Facebook
did not owe%n'? fiduci éry\dut'y fo svilor}?eneiﬂks'wiﬁver'e trying to seizeits
prized assets, through litigation and self-help. See, e.g., Inre Mid-Island Hosp.,
Inc., 276 F.3d 123, 130 (2d Cir. 2002) (“When partiesdea at armslengthin a
commercial transaction, no relation of confidence or trust sufficient to find the

existence of afiduciary relationship will arise absent extraordinary

circumstances.”); see also Robertsv. Peat, Marwick, Mitchell & Co., 857 F.2d
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646, 653-54 (9th Cir. 1988) (setting out various elements to identify aduty). The
CU Founders could not possibly have believed that Facebook was |aboring under
some duty of loyalty to them—and was placing the CU Founders' “welfare before
[its] own,” Chiarella, 445 U.S. at 230—when it was settling an acrimonious case
in which they were accusing its CEO of theft. See Camp v. Dema, 948 F.2d 455,
463 (8th Cir. 1991) (attorney’s relationship with plaintiff was “an adversarial one
and not one of trust and confidence”).

The CU Founders make no attempt to show that the parties enjoyed a
relationship of trust and confidence at any time during the mediation. In the
absence of such a showing, the district court was correct that “insider trading ... is
not anissue in thi E., case” ER58. Just asthe CU Founders have no fraud claim

/‘\ r— o
under common law (as they now tacitly concede), they Ilke\lee have no |able

securities fraud% N &/ \,

Contrar.)«to tthU FoUndeQ view, to sustain JJ;\e digtrict court’s ruling, this
Court need n\o(hol'd that *a party shbuh'?av'e é"’saf.e\ﬁérbbr"in'which it would be
free to make misrepresentations ... about a contemplated ... exchange of securities
in connection with the settlement of litigation,” much less that there is “an implied
exemption of settlement agreements from the reach of [all] federal securities
lawfs].” OB 6 (emphasis added). Thereisno doubt that some securities lawvs—

such as registration requirements—apply with full force to settlement agreements.
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See Pearlstein v. Scudder & German, 429 F.2d at 1142-43." But that does not
mean that every argument about securities laws can invalidate a settlement
agreement. Since the CU Founders are pressing a securities fraud claim based on
omissions, they are bound by the precedent that strictly limits the circumstances
under which silence can constitute an actionable fraud. Thus, the IU Founders
turn Chiarella on its head when they assert that Facebook’ s position defies the
principle that “[c]ourts should not infer an exception to a broadly stated antifraud
statute.” OB 38. Chiarella’s central point isthat the antifraud statute says that
omissions are generally not actionable; the duty to volunteer information, arising
only in the context of arelationship of trust, is the exception to the rule.

Asthe dlstrlct court correctly pointed out, the CU Founders have not cited a
r— o

single case in support of-their exp sive reading of the insider trader rul
applying to evej%s{ able.exchange of Wﬂ sée( without regard to

context or relationshi, ER 58, and,not asingle case applying the Chiarella
\.f’ » 3 \ - » ¥' \—/ \./ v

” Asthedistrict court explained, Pearlstein isinapposite because it did not
involve allegations of insider trading at all, nor even the rules governing
disclosures. ER 58. The case involved settlement agreements that were void under
Regulation T—arule that strictly limits the purchase of securities on credit.
Pearlstein, 429 F.2d at 1142. Unliketheinsider trading rules, Regulation T does
not depend upon the circumstances of the transaction or the relationship among the
parties. So this case does nothing to override, or in any way modify, the Supreme
Court’srule that securities laws do not impose on any party a duty to disclose
information, except where there is a“specific relationship” of trust and confidence
with the party on the other side of the transaction. Chiarella, 445 U.S. at 233.
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principles has ever imposed a duty to disclose in a circumstance like this. The one
case the CU Founders emphasize most heavily only undermines their position.

The case is McCormick, where this Court rgected the insider trading claim. There,
this Court did conclude that a company had a duty to disclose some level of
information when it was purchasing shares from an existing shareholder. 26 F.3d
at 877. But it took pains to distinguish that situation from the situation where, as
here, the corporation supposedly withheld information from potential investors
who were not yet shareholders. 1d.; seealso Dujardin v. Liberty Media Corp., 359
F. Supp. 2d 337, 351 (S.D.N.Y. 2005) (dismissing a securities fraud complaint
aimed at a corporation, noting that, “[i]n support of his claims, [the plaintiff] cites
cases indicating t@a corporation owes afiduciary duty to existi ng shareholders,

— e
but has cited no authority to support th proposition that corporatlons ow

fiduciary duty t%ﬂ% stock purchaner §s.1ar as appears -

from the opi m.qn, the;?harehdl der,J.Q that.case, unlj kehgre, was not already in an

adversarial rh'a?i onship with his empl cg w'he}ﬁe a\g'r/eed to the transaction, was

not accusing the company of fraud, and was not represented by a bevy of lawyers.
“Artificeto defraud.” The CU Founders’ second argument is that

Facebook’ s behavior in the mediation was a“‘ device, scheme, or artifice to
defraud’” prohibited by the “catch-all clause of Rule 10b-5." OB 32-33 (quoting

17 C.F.R. § 240.10b-5). Thisisanew theory that ConnectU never asserted below.
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See ER 685-689, 775-83 (pressing only affirmative misrepresentation and insider
trading). For that reason aone, this Court should reject it. See Brown v. Gen. Tdl.
Co., 108 F.3d 208, 210 n.1 (9th Cir. 1997).

In any event, thistheory fails for the same reasons as the insider trading
theory. This second theory, like the first, revolves around the proposition that
Facebook committed fraud with the ||| EEGCGGEGGlos 34 (certain
aterations and internal quotation marks omitted; emphasis added). Accordingly,
the Chiarella rule controls. “When an allegation of fraud is based upon
nondisclosure, there can be no fraud absent a duty to speak,” and there is no duty
to speak absent arelationship of trust. 445 U.S. at 235. That should be the end of

the matter.

~ r— . -
In defiance of thistule, the CU Founders contend ﬁ
\or

have vol unteenqd thealuation ta.correct.their supposqi misimpression. OB 34.
This contenti\o'rT is flawed Both legally a\n?j}éctmﬂy\t' egdly, when a party has no
duty to disclose afact, the party is entitled to stand mute even if the person on the
other side of the bargaining table seems to be laboring under amisimpression. See
In re Craftmatic Sec. Litig., 890 F.2d 628, 638 (3d Cir. 1989). That iswhat it

means to have no duty to volunteer information.
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Factually, the CU Founders are faulting Facebook for not being a good

enough inctrece. |
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The CU Founders call this a“bait-and-switch in preparing the Term Sheet.” OB

w

2.
The district court correctly disagreed. ER 56-58. There were too many

moving pieces to allow Facebook to draw any inferences as to the CU Founders

state of mind. |

_—

3. It would have been'unr easonable for the CU Foundersto

\1%2: Inferencesdrawn from their adversaries silence
Finallysthe CU ndw rdﬁmaMhe infeétee—(-hey-d!-ew -

-~ -~ —~ -~ LA
was also unreasonabLe._AnX reasonable investor would have

understood the danger of drawing any inference from atruthful pressrelease

stating a valuation of a highly volatile stock without explaining the methodol ogy,

Beyond that, having accused Facebook and its CEO of a massive fraud, it
would have been unreasonable for the CU Foundersto rely on even an affirmative
representation. See In re Worlds of Wonder Sec. Litig., 35 F.3d 1407, 1414 (9th
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Cir. 1994) (blind reliance on an adversary isinappropriate); Atari Corp. v. Ernst &

Whinney, 981 F.2d 1025, 1030 (9th Cir. 1992) (same); Kennedy v. Josephthal &

Co., 814 F.2d 798, 805 (1st Cir. 1987) (same). | GGG
I <c- .0 Mergens, 166 F.3d a 1118-19

(plaintiffs, who were aware that their adversaries wrote a stock repurchase
agreement with a broad disclaimer to induce them to sell their stock, “had no right
to rely on any representation presented by [defendants] concerning facts relevant to
the sale of their stock” or on any “omissions’); Finn v. Prudential-Bache Sec., Inc.,
821 F.2d 581, 58Ei\£11th Cir. 1987); see also Livid Holdings Ltd. v. Salomon Smith

_— _g—

Barney, Inc., 416 F.3d 940, 948 (9th Cir. 2005) (reliance is an element ofla § 10(b)

claim).
L S
I =R s00-01

Instead of explaining why their reliance was reasonable, the CU Founders
incorrectly argue that they need not prove, or even alege, any such thing in order
to rescind a contract under § 29(b). OB 42-44. That would mean that a party

could invalidate a contract simply by pointing to a verbal statement that he
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absolutely and demonstrably knew to be false, or by pointing to a party’ sfailure to
reveal information that he concedes he already knew. That is not the law. A
plaintiff must prove an underlying securities offense in order to obtain relief under
829. See, eg., Rousseff v. E.F. Hutton Co., Inc., 843 F.2d 1326, 1328-29 (11th
Cir. 1988) (“While the case law suggests that rescission may be an available
remedy in some actions under the federal securitieslaw ... , the potentia
avallahility of the remedy does not alter the essential elements of the cause of
action,” including “‘(1) a misstatement or an omission (2) of materia fact (3) made
with scienter (4) on which plaintiff relied (5) that proximately caused hisinjury.””
(citations omitted)); Berckeley Inv. Group, Ltd. v. Colkitt, 455 F.3d 195, 205 (3d
Cir. 2006); Nat’| E_rlion FirelIns. Co. v. Turtur, 892 F.2d 199, 206 n.4 (2d Cir.

/‘} — S
1989). And justifiable reliance is an “element critical for recovery under 10b-5,”

Cent. Bank of DM >\Elrst Interstather WA, 511U.S, 164,

180 (1994), upj\ess the plai ntiff allegesaclam where,IQe |aw presumes reliance,
which no oné'sﬁgg'%ts'isﬁebaée hére.\S‘ee'Ba\sTE, 4@5 U.S. a 241-42 (explaining

the limited instances in which reliance is presumed).?

® To the extent that the Third Circuit appears to have suggested otherwise,
see GFL Advantage Fund, Ltd. v. Colkitt, 272 F.3d 189, 206 n.6 (3d Cir. 2001), it
did so without any analysis and isincorrect. See Occidental Life Ins. Co. v. Pat
Ryan & Assocs., Inc., 496 F.2d 1255, 1267 (4th Cir. 1974); Nat'l Union FireIns.
Co., 892 F.2d at 206 n.4 (concluding that where no aiding or abetting claim could
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C. TheSecurities Fraud Claim Depends Entirely on Inadmissible
Evidence About What Transpired in the Mediation.

The foregoing discussion assumes that the account on which the CU
Founders based their fraud allegationsis admissible. But asthe district court
found, the fraud claim must be dismissed for an independent reason as well: It
rests entirely on evidence that isinadmissible under the mediation privilege.

The CU Founders' securities fraud claim revolves around what they claim

was said, and not said, “[i]n the course of the mediation.” ER 800. ||

OB 18-19 (quoti ameron Wi nklevoss Decl., ER 800-01).

If the'€U Found n Me to pM
argument, thén'medi ated settl emeﬁs willonly, gener&ié new!rounds of litigation
with the same stakes as the original litigation, but now focused on collateral issues
of who said what to whom during the mediation. The neutral mediator will be
tormented with depositions and cast in the uncomfortable role of becoming a

witness for one side or the other. The whole exercise will devolve into a new

be established under § 10(b), it was unnecessary to “reach any issue posed by
section 29(b) of the Act”); Rousseff, 843 F.2d at 1328-29.
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brand of he-said, she-said wrangling, with the mediator attesting to what he thinks
“she said,” and what he thinks he repeated, while one party insists that’ s not what
she said and the other insists that’s not what he heard. The very notion is anathema
to any sensible view of what mediation is about and what the mediation privilegeis
supposed to achieve.

1. Mediation discussions areinadmissible under thelocal rule,

the Confidentiality Agreement, and state confidentiality
law.

In seeking to void the Settlement Agreement based on their accounts of the
mediation, the CU Founders are violating alegal obligation that derives from three
distinct sources.

First, Con;;&s directed that “each district court shall, by local rule ...,

N p— i

provide for the confi deDtl ality of the alternative dispute resolution proc

.. prohibit dlscWohﬂdentlal dlsputeWommuqlcatl ons.” 28
U.SC. 8 652Q (emp\hass added)_.\ In k;egpl ng v/\_/l:[h tﬁg comnland, the distri ct
court adoptedrarcategorica rulethat™ &m%ﬂn&pﬂrti&,'aﬂd any other persons
attending the mediation shall treat as ‘confidential information’ ... anything that
happened or was said ... by any participant in connection with any mediation.”
ADR L.R. 6-11(a). Therule providesthat any such “confidentia information”

“shall not be ... disclosed to anyone not involved in the litigation”—even “to the
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assigned judge,” id. 6-11(a)(1)-(2)—and “shall not be ... used for any purpose ...
in any pending or future proceeding in thiscourt.” 1d. 6-11(a)(3).

Second, the confidentiality obligations that the CU Founders voluntarily
undertook by contract were even more emphatic. In the Confidentiality
Agreement, they promised that anything said at the mediation was “privileged,”
“non-discoverable,” and “inadmissible for any purpose including any legal

proceeding.” ER 665. They contractually agreed that “[n]o aspect of the

mediation shall be relied upon or introduced as evidence in any arbitral, judicial, or

other proceeding.” Id.
Third, California has one of the most robust laws protecting mediation

-

confidentiality in the country. See Gregory A. Litt, No Confldence The Problem
)/—

of Confidentiality by Loeal Rule in the ADR Act of 1998, 78 Tex Rev 1015,
1025 (2000). Itlp% %‘U‘]O evldencew}u/ngsal d .\, inthe course of
amedlatlo,n\ |sagm|ssb|e or\qubjecj;to dISCQVGQL\" CAL-EVID. CODE
§1119(a), an\d"' ‘Ta]ll comﬁunlcatlons }é'gotl at*o'ﬁs %r"settl ement discussions by
and between participants in the course of amediation ... shall remain
confidentia,” id. 8 1119(c).
The information the CU Founders invoke in support of their fraud claim

gualifies as confidential information within the meaning of each of these three

prohibitions, and the district court was correct to excludeit.
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2. The CU Founders' effortsto limit the mediation privilege
fail.

The CU Founders say nothing about the Confidentiality Agreement they
voluntarily signed nor about their obligations under Californialaw. Asto theloca
rule, the CU Founders advance four arguments, all of which fail and most of which
would not apply to the other sources of the privilege.

Hypothesized limitations under federal common law. The CU Founders
claim first that federal common law limits the reach of the local rule. OB 46-50.
This Court should reject the argument because ConnectU never advanced any such
argument below.-See ER 692-95. In any event, the argument is meritless.

Despite the'a'.iﬂ;i\ttedly “thin” federal caselaw, OB 47, the CU Founders

urge this Court tovekaft amassive—exsegti on to thefederal common,lam;{ivilege N -

cl rcumstances@z to a mediated sﬁtl ement seeks to establish contract
defenses sueh-as fraud. B 48: U Fo ~own admrissi eral

court has ev@oP@'tth. e%c?pti n @47@c@ t\fv‘c}.c‘l'i\ ?.tri ct court cases,
neither of which adopt any limitation on the privilege, much less the particular
limitation proposed here).

But the more important point is that the hypothesized exception to federal
common law could not trump the federal confidentiality statute and local rule, the
Confidentiality Agreement, or state law. The CU Founders are mistaken in
asserting, without citation to any authority, that “the local rule ... could not negate
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the exceptions to the mediation privilege recognized by federal [common] law.”
OB 50. Federal common law may provide a default rule, where Congress has not
spoken, where the courts have not adopted rules and where the parties have not
negotiated their own rules. But federal common law cannot trump a specific
federal statute, or a court rule adopted to comply with it. See County of Santa
Clarav. Astra USA, Inc., 588 F.3d 1237, 1249-1250 (9th Cir. 2009) (“[F]ederal
common law ... is subject to the paramount authority of Congress.” (internal
guotations and citations omitted)); In re Anonymous, 283 F.3d 627, 633, 639 n.16
(4th Cir. 2002) (declining to adopt afederal mediation privilege where the court
was “able to interpret and apply [a Circuit Rule] without the adoption and
application of afederal mediation privilege”). Nor does federal common law
D~ 7 LN (7
preclude parties from n,egotl_atl ng their own Confidentiality Agreement o

automatical Q//WWatéqonﬁdmti a itwaB b\g oseph Macal uso,

Inc., 618 F.2d.'i1, 56{9th Cir. 198Q) (once a party “ vgj\untani ly, agreed to”
oarticipate i & Federal”M &di&tion ahd SondllistTon SeUie, "that party must be
charged with acceptance of the restriction on the subsequent testimonial use of the
mediator,” without regard to what federal common law would require). The courts

recognize that such mediation confidentiality obligations are independently
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enforceable, regardless of any other applicable statutory or common law
privileges.’

These sources of confidentiality law all foreclose the sort of contract-defense
exception the CU Founders hypothesize. See Smmons v. Ghaderi, 187 P.3d 934,
945-46 (Cal. 2008) (holding that there is no form of implied waiver of California’'s
statutory mediation protections); Johnson, 280 F. Supp. 2d at 1027 (enforcing an

identical provision in amediation confidentiality agreement in similar context).™

% See, e.g., Johnson v. Am. Online, Inc., 280 F. Supp. 2d 1018, 1027 (N.D.
Cal. 2003) (enfereing a mediation agreement provision that recited “no aspect of
the mediation shall be relied upon or introduced as evidencein any ... judicid ...
proceeding”); D . Allied Domecq Quick Serv. Rests., No. 03-CV-5142 (JFB)
(AKT), 2006 WL 2713944, at *3 (S.D.N.Y. Sept. 22, 2006) (enforcing provisionin
mediation confidentia ity agreemerrlwgltere provisionwas “ broad the o
protections afforded under [afederal statute] and Rule 408”); 19 CHARLES ALLEN

WRIGHT, ET AL ERAL CTICE AND PRQCEDURE 8§ 4514 (2009) (thereisa
“presumption in favomof statelaw,” which sheuld not be displaced by federal
common |awsunl ess thefedi's a “ definedsimportan al interest™aini wAnand

v. Cal. Dep't of Dev,d\opmental vs., 626 F. Supp. 2d 1061, 1066-1067 (E.D. Cdl.
2009) (quoting Wright & Miller to holdsthat federal, common law should not
displace stat%tﬁw): of. Babasa V. Lenscrafters, INE., 298 F:3d 972, 975 n.1 (9th Cir.
2007) (leaving open the possibility that in some cases it would be proper to defer to
state law evidentiary privileges, even where considering afederal question, due to
comity or respect for state policies).

19 The CU Founders point out that the commentary to the local rule
acknowledges the possibility that there might be “some limited circumstances
where the need for disclosure outweighs the importance of protecting the
confidentiality of mediation.” ADR L.R. 6-11, commentary (emphasis added).
But the examples are “threats of death or substantial bodily injury; use of
mediation to commit a felony; right to effective cross examination in aquasi-
criminal proceeding; and the need to prevent manifest injustice.” |d. Thiscase
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These more definitive commands govern without regard to what federal common
law would say in the absence of these commands.

Application of the local ruleto private mediators. Next, the CU Founders
assert that “the local rule did not apply to this case, because the parties went to a
private mediator, not a mediator from the District Court’s panel.” OB 50-51.
Once again, their argument iswaived. Not only did ConnectU fail to raiseit
below, but it took the opposite position, asserting that the “mediation took place
pursuant to the alternative dispute resolution rules of this Court.” ER 692. That
concession was correct, because the district court ordered the parties to mediate
their dispute. ER 366-70. Moreover, no such carve-out could apply to the
Confidentiality AQL lent, which obviously governed this mediation

)/— //—’
In any event, neither the statute nor the local rule supports the bizarre notion

that the confi deMa cbqrt ordered m%d)opewds ohwhether the
mediator Was,rgcrun;eq by the COUKL or the parties, The\statl.gte.dl rects each district
court to au'h')ﬁ 28, by'Tocal fulé ..." t%usé oﬁl’ter}&’ivé displte resolution

processesin al civil actions.” 28 U.S.C. 8 651(b). The statute defines the term

falls far outside these sorts of extreme analogs to the classic crime-fraud exception.
See United Satesv. Zolin, 491 U.S. 554, 563 (1989) (defining crime-fraud
exception); In re Grand Jury Subpoena 92-1(SJ), 31 F.3d 826, 828 (9th Cir. 1994)
(crime-fraud exception pierces the attorney-client privilege if the client approached
the attorney seeking advice on how to commit a crime).
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“aternative dispute resolution” to encompass “any process or procedure, other than
an adjudication by a presiding judge, in which aneutral third party participates to
assist in the resolution of issuesin controversy,” which obviously covers
court-ordered mediation, whether or not the mediator is on a court-approved panel.
Id. 8 651(a) (emphasis added). And the confidentiality requirement requires “each
district court [to] ... provide for the confidentiality of the alternative dispute

resol ution processes’—again, without regard to the identity of the mediator. Id.

8 652(d). Thelocal ruletracks this command, as it must.

Anti-waiver provision. The CU Founders also argue that “[t]he anti-waiver
provision of the 1934 Act overrides application of any mediation privilege,” OB
51, referring to 8 29(a), which nullifies any “provision binding any person to waive
compliance with any provision” of the securities laws. 15 U.SC. § 78cc(@). This,

First, wlq'l e tthU FoUndeQ present thisas a copfl Ict between a statute and
alocal rul e,}ﬁe’y once égal\" nignore fhe\f";t tha}tfohﬁ’ess required the district
court to promulgate the local rule. 28 U.S.C. § 652(d). So even if there were a
tension between the general remedy provision of § 29 and the specific statutory
confidentiality protection, the latter would prevail. Second, thereisno tension,
much less direct conflict. Section 10(b) imposes obligations on market participants

and grants private actors a cause of action for securities fraud. The anti-waiver
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provision voids only “[a]greements to waive ‘compliance’ with the provisions of
the [1934 Act]” or “waiver[s| of substantive obligations imposed by the Exchange
Act.” Shearson/Am. Express, Inc. v. McMahon, 482 U.S. 220, 228 (1987). The
anti-waiver provision has nothing to say about how parties may prove securities
fraud. That isamatter of evidence law on which § 29 issilent. The anti-waiver
provision does not authorize parties to prove a securities fraud violation by relying
on privileged mediation communications any more than it allows partiesto prove
their claim by resorting to attorney-client communications or unreliable hearsay.
Waiver. The CU Founders mistakenly argue that Facebook “waived any

mediation privilege by asserting that no fraud occurred at the mediation.” OB 53
(capitalization dtersd). 'In point of fact, Facebook made no such assertion about

)/— //—’
what occurred at the mediation. It wascareful to state only that ““ConnectU makes

no offer of proo?as\tw(r hbgpened at the Wﬂ\ Nquld support |ts

clam.”” OB 5% (qugt.kng ER" 746).(emphass added). ,Lp any event, privileges are
not waived jbé(beéaus'e a\par'ty"‘ deﬁi&s\g el er}é'nt %&’ his adversary must prove.”
Discover Fin. Servs., Inc. v. VISAU.SA,, Inc., No. 04 Civ. 7844 BSIDFE, 04 Civ.
8967 BSIDFE, 2006 WL 2807187, at *3 (S.D.N.Y. Sep. 27, 2006); see also United
Sates v. White, 887 F.2d 267, 270 (D.C. Cir. 1989).

Application of privilegeto insider trading argument. Finaly, the CU

Founders concede that the mediation privilege, if applicable, would bar their
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second fraud theory, which revolves around Cameron Winklevoss's account of
who said what at the mediation. OB 44-45. But they incorrectly assert that the
mediation privilege has no bearing on their insider trading theory, because that
theory does not depend upon what the parties said, but only on what the parties did
not say. OB 45. Thedistinction is untenable.

The mediation privilege insulates the entire mediation process from scrutiny
in court, not just specific affirmative statements. That iswhat the Confidentiality
Agreement means when it says that “[ n] o aspect of the mediation shall be relied
upon ... inany ... other proceeding.” ER 665 (emphasis added). And that iswhat
the statute and the local rule mean when they “provide for the confidentiaity of the
aternative dispu@uti on processes,” 28 U.S.C. 8 652(d) (emphasis added),

— e
and protect “anything that happen assaid ... in connection W|th

mediation.” AD’FNVM%&) (emphasis ade clém ased upon what

was not said Lg:ertamly an” aspect\of thgmedlaupn art of the mediation
-y

“processes, ¥a'n/d an asser?i'on as to what “happened Ho hold otherwise would put
parties in a mediation in the untenable position of having to waive the mediation
privilege by responding to assertions of what allegedly was not said with (clearly
privileged) accounts of what was said.

The CU Founders argument to the contrary depends on the incorrect

assertion that it is “Facebook’ s burden to demonstrate that it disclosed” a particular
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fact. OB 45. That is not the law; the burden is aways on the party alleging the
fraud to prove all elements, including an “omission of material fact.” See
McCormick, 26 F.3d at 875.

1. THE PENDING MOTION TO DISMISSISNOT MOOT.

This Court can, and should, decline to address any of the arguments the CU
Founders are presenting on appeal. For reasons explained fully in amotion to
dismiss that has been referred to this Panel, the CU Founders waived any
opportunity to object to the enforcement of the Settlement Agreement. Dkt. No. 69
As the motion detail s, Facebook pointed out to the district court at every turn that
the CU Founders were seeking tactical advantage by not opposing the motion, and
the CU Founder@corrected that assertion or otherwise suggested that they

N /'}m J— o~
were indeed formally op /posr ng enforcement of the Settlement Agreem

The CU We hgcorrect when tUB 25) that the moti ons
panel somehow mooted the motlon to dIStTlISS when it referred the motion to the
merits panel\nﬂ sr'mul'tan%or]sly grant&-therrrmuél-to intervene. See Dkt. No.
94 [Dec. 11, 2009 order]. By granting the motion to intervene, the motions panel
merely granted the CU Foundersthe right to file an appellate brief. It was not
prejudging what this Panel would or could do with that brief, and it certainly did
not “remedy” the waiver problem by putting ConnectU’s earlier appea “under the

Founders' control.” OB 26. Intervention here allows the CU Founders to assert
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only their own preserved rights. See FED. R. C1v. P. 24(a)(1) (intervenor must have
“significantly protectable interest” relating to property or transaction at issue). The
grant of intervention did not magically erase the procedural obstacles they confront
in asserting their own rights. See Hutchinson v. Pfeil, 211 F.3d 515, 519 (10th Cir.
2000) (“Appellate intervention is not a means to escape the consequences of
noncompliance with traditional rules of appeliate jurisdiction and procedure,” and
thus cannot be used to overcome a failure to timely appeal).

CONCLUSION

For the foregoing reasons, this Court should affirm the district court’s

judgment enforcing the Settlement Agreement.

/\ Respectfully submitted,
Dated: June16; Ol/(’) | - |
\' ORRICKWTON SUTCLIFFE LLP
-~~~

\_/- > W & &

E. Wenkranz
Attorrieys for Appellees
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STATEMENT OF RELATED CASES

There are no related cases within the meaning of 9th Cir. Rule 28-2.6, other
than the case cited by Appellants in their Opening Brief.
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