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The Corporate Structure
I. The Corporate Form

· Corporation – An artificial and separate legal entity having certain attributes defined and given by the law.  The chief attributes of the corporate form are:

· Limited liability for investors

· Free transferability of investor interests

· Legal personality (entity-attributable powers, indefinite life span, and purpose)

· Centralized management

· Forming a Corporation – To form a corporation, all have to do is file a certificate of incorporation with the Secretary of State and pay a fee (DGCL § 101)
A. Sources of Corporate Law

· State Corporation Law = State Corporate Statutes + State Common Law
· State Corporation Statutes
· Each corporation is primarily governed by the state corporation statute of the state in which the corporation is incorporated.  Delaware has emerged as the state of incorporation of choice for the majority of large U.S. corporations.  The Delaware General Corporate Law (DGCL) directly controls most companies and many other states look to the DGCL.
· Allocation of Power established by DGCL
· Shareholders – Main source of power is that they elect directors.  Generally, all directors are elected for 1 year terms at an annual shareholder meeting, unless otherwise specified.  If shareholders are dissatisfied with the directors, they don’t necessarily have to wait until the next annual meeting to remove them.  Directors can be removed before the end of their terms by: (1) holding a special meeting at which a vote is taken to remove directors, although a special meeting can only be called by the Board; or (2) the shareholders can circulate a written consent, a petition requiring a certain number of signatures to remove directors without a meeting.  
· Directors – Directors have the legal power to run the corporation – this includes the power to make management decisions, compensation decisions, and dividend and interest decisions.  Directors appoint officers to manage the corporation on a day-to-day basis.  In managing the business, directors are generally not bound by directions given to them by the shareholders.  Directors that are also officers of the company are called inside directors and directors that are not otherwise affiliated with the company are called outside directors.  
· Officers – Appointed by the directors to manage day-to-day business operations.  Officers, as a legal matter, are bound by directions given to them by the board of directors.  
· Shareholder Management Powers – Though directors have the general power to manage the corporations, certain extraordinary decisions require as well the approval of shareholders.  These decisions include: the dissolution of the corporation; a sale by the corporation of all of its assets; a merger of the corporation with another corporation; and an amendment to the certificate of incorporation.  
· State Case Law
· Case law defines the two important duties owed by directors and officers to the corporation and its shareholders
· Duty of care – the duty not to be negligent in managing the corporation
· Duty of loyalty – the duty to manage the company for the benefit of the shareholders, and not for their personal benefit
· In Delaware, corporate cases are first heard by a specialized trial court, the Court of Chancery.  The Chancery Court has 5 judges and has jurisdiction over all disputes arising under Delaware’s corporate law (and some others).  There are no juries.  Appeals from the Chancery Court are heard by the Delaware Supreme Court.  
· Federal Law and Regulations – The main source of federal law of corporations is the Securities Exchange Act of 1934.  As part of that scheme, Congress established the Securities Exchange Commission and empowered it to enforce the provisions of the Exchange Act and to promulgate detailed rules and regulations in a number of areas.
· Corporate Contracts
· Certificate of Incorporation (Charter) – Every corporation must have a charter.  A corporation is formed by filing the charter with the Secretary of State.  A charter contains two kinds of provisions – mandatory and optional ones.  The provisions that must be contained in the charter are listed in DGCL §102(a).  The provisions that may be contained in it are listed in DGCL §102(b).  Charter provisions are only valid if they are not inconsistent with federal or state law.
· Ultra vires – Corporate actions that are outside of the corporate purpose and therefore exceed the corporate powers.  It used to be that the powers of a corporation imposed significant constraints on corporate activities and ultra vires was a colorable defense against third-party contract claims.  Modern statutes and charters, however, impose almost no limits on the corporate purpose and powers.  
· By-laws – DGCL §109 specifies how by-laws are adopted or changed and what provisions may be contained in them.  By-law provisions are trumped by federal and state law and by the charter.  
· Hierarchy of Sources of Law – Federal Law ( State law ( Charter ( By-laws: TRUMP TRUMP TRUMP TRUMP TRUMP
B. The Incorporation Process
· §101(a) – File certificate of incorporation with State

· §102 – Contents of the Certificate of Incorporation
a. § 102—Certificate of Incorporation: 

(a) Mandatory Provisions—ones that must be included, under DGCL § 102(a)

(1) Name—can’t include the word bank, and must be distinguishable from other corporations.

(2) Address of registered office within DE, and name of registered agent at that address.

(3) Purpose of corporation (to engage in lawful activity for which corporations may be organized is fine)

(4) Classes of stock and authorized # of shares in each class

(5) Name and mailing address of incorporators – You can drop this under § 245(c) once there are Directors and Shareholders.  

(6) What is to happen if the powers of the incorporator will terminate upon the filing of the charter (i.e. who will be the Directors, etc.)

(b) Optional Provisions—any provision not inconsistent with state laws listed under DGCL § 102(b).  NOTE: Any provision which is required/permitted to be in the by-laws may be put into the charter. 

(1) Provisions describing how the corporation is managed and that do not conflict with state law
(2) (Skipped)

(3) Explicit grant to stockholders enabling them to have the right to buy newly issued shares.  (Must be explicit.)(Watch the July 3, 1967 “date” caveat).  
(4) Provisions requiring a larger shareholder or BOD vote than the DGCL requires for any given corporate action

(5) A “Sunset” Provision

(6) A provision imposing personal liability on shareholders in certain cases.  Otherwise, shareholders may only be liable by reason of their own conduct or acts

(7) Any provision eliminating or limiting director’s personal liability, but cannot limit liability for:

(i) Any breach of duty of loyalty

(ii) Acts not done in good faith or which involve intentional/knowing legal violations

(iii)  § 174

(iv) Any Transaction which the Director derived personal benefit

· §109(a) – Amending Bylaws – Generally given to the shareholders but any corporation may, in the charter, give this power to the directors without divesting or limiting the shareholders of the power.  Shareholders alone can have the power to amend the by-laws or both the shareholders and the directors (acting independently) can have the power to amend the by-laws.  If the charter is silent, only the shareholders have the power.
· §141 – Board of Directors
· §141(d) – Terms of Office of Directors - General rule is that terms of office of directors are one year but terms can be up to 3.  Section 141(d) gives the option of initially having 3 classes of directors, in which the term of the first class expires at the next annual meeting, the second class 1 year later, and the third class 2 years thereafter; and at each annual election held after such classification and election, directors are chosen for a full term (3 years).  Thus, there is an election every year where 1/3 of the board is up for election.  This is called a staggered/classified board.

· §141(k) – Removal of Directors – 
General rule: any director can be removed with/without cause by a majority of the shares entitled to vote.  CANNOT BE CHANGED BY THE CHARTER!
Staggered Exception: Unless the Charter states otherwise, if there is a staggered Board, the Directors may be removed only for cause.  Why?  Staggered Boards are designed to prevent shareholders from removing the Board all at once.   Thus, if you allowed the shareholders to remove directors without cause, it would defeat the purpose of having a staggered board.  
· §211(d) – Special Meetings – Unless otherwise states in the Charter General rule is that only the board of directors can call special meetings.  However, the Board wants to restate this general rule in the charter because otherwise the shareholders could amend the by-laws to grant themselves the power to call a special meeting.  Putting this in the charter eliminates the ability of the shareholders to modify the charter through the by-laws and so the shareholders must amend the charter via a majority of all outstanding shares including preferred and all the other steps that are necessary to change this rule.  

· §216 – Quorum and Required Vote – 
· A quorum can never be less than 1/3 of the shares outstanding. 
·  In matters other than the election of directors (like by-laws), the affirmative vote of the majority of shares present in person or represented by proxy at the meeting and entitled to vote is needed.  Directors are elected by a plurality (meaning if there are 3 candidates and one gets 40 and the other two get 30, the 40 wins even though it’s not a majority) of the votes of the shares present in person or represented at the meeting.  Thus, if there are 1 million shares and only 800,000 are present at the meeting, you need only 400,001 votes whereas if you need a majority of all shares outstanding that are entitled to vote, you would need 500,0001 (a majority of the outstanding shares).

· §228(a) – Written Consent – Unless otherwise stated in the Charter, shareholders can act by written consent by having no less than the minimum number of votes that would be necessary to authorize or take such action at a meeting at which all shares entitled to vote are present and voted.  I.e. if there are 100 shares outstanding that can vote and a majority would be required at a meeting to take such action, 51 votes are required.  Abstentions or no shows count as “No’s.”
· §242(b)(1) – Amendments to the Charter – Steps to amend the charter:

STEP 1: proposal by board and calling special meeting or directing that consideration occur at next annual meeting

STEP 2: giving notice of annual or special meeting with brief summary of changes

STEP 3: holding meeting

STEP 4: majority of ALL OUTSTANDING STOCK (including preferred if necessary) must vote in favor of amendment.  The charter may require higher than a majority.  
· § 124 – Ultra Vires – Ultra Vires is never a defense to getting out of a contract except for 3 limited circumstances. (i.e. the unauthorized action of a director,  or if any other unauthorized transaction takes place.)
II. Basic Concepts in Valuation and Corporate Finance

· Time Value of Money - $1 today is worth more than $1 tomorrow

· Calculated as:             FV/(1+ r)n
i.e. $10 1 year from now, assuming a 10% interest rate is 10/(1+.1)1 = 9.09 today. $10 3 years from now, 10/(1+.1)3   = $7.51

· Used to determine whether one should invest money into an investment project – general rule is that one should invest if and only if the net present value of a project is positive.  NPV = Sum of the Discounts of all future cash flows minus amount that needs to be invested in that project.  So if you’ll get a $100 return on an investment and have to invest $99 now, the NPV is positive and so you should invest in the project.
· If you value the right to use a dollar for a year is higher than the value the market places on it you’ll borrow money.  If you value the right to use the dollar less than the market does, you’ll lend money.  
· Risk and Return – Risk relates to the possibility that the actual realized cash flows will deviate from expected cash flows.  The greater the deviations (greater variance), the greater the risk of a project.

· Expected Return – To calculate: Figure out what the probabilities are of each certain outcome and then add those together.  So if you have a 15% chance of making $50 and 85% chance of making $0, your expected return is $7.50. Risk means how far your actual returns will be from your expected returns.  So in this case, you will either make $42.50 above or $7.50 below your expected return. 
· Once you’ve gotten your expected return you can then use the risk-adjusted rate to calculate the NPV of the project.  (i.e. find the expected return, discount those returns using the risk-adjusted rate and then subtract your initial investment required to get the NPV.  If it’s positive, you should invest in it.)
Investors are generally risk averse, that is they prefer less risk to more risk (other things being equal).  An investor who takes on risk needs to be compensated for that via a risk premium through either a higher expected return or by a higher discount rate.  This is called a risk-adjusted rate and it is equal to the risk-free rate + risk premium.  The proper risk premium for a project depends on how risky the project is.  The risk-free rate is found by looking at the rate you would get in the market on a project that involves little or no risk, such as U.S. Government bonds.  
· Diversification = process of reducing risk by investing in many different projects

· There are both completely diversifiable (in which case you calculate the discount rate at the risk free rate) and those that are not: undiversifiable (systematic).  The risk premium only applies to non-diversifiable risk.  A non-diversifiable risk is a risk that is impossible to avoid even with the best portfolio. To figure out whether or not a risk is diversifiable pretend you are an investor who owns a tiny investment in every investment in the world and ask whether that investor can protect himself against any particular event (i.e. a nuclear war will affect you while 1 company going bankrupt will not since you can invest in other companies to diversify that risk.  So the nuclear war is not diversifiable.)
· By using a portfolio and combining risky projects you can eliminate risk: i.e. You can invest $990 and have a 50% chance of getting $2,000 if Yankees win and 50% of getting nothing if Mets win.  Your expected return is $1,000.  But since the risk is high that you’ll get nothing you may value the $1,000 at about $970, so the investment is not a good one (i.e. the NPV is negative).  However if you are offered another investment again of $990 and $2,000 if the Mets win and nothing if the Yankees win, by combining this investment with the one above you’re guaranteed to make $2,000 while only investing $1,980.  
· If there is more of one investment than the other, the investment that is more pervasive will trade at a higher risk premium given that it will be difficult for people to offset that investment’s risk with the other risk.  (i.e. 3 million Met shares vs. 1.5 million Yankee shares).
· The more investments available to invest in, the more diversified a portfolio will be.  

· Capital Market Efficiency 

· Intrinsic Value of a Share of Stock: The discounted present value values of all expected cash flows to the shareholders.

· The efficient capital market hypothesis describes the relationship between intrinsic price and market price.  In the simplest terms, the intrinsic value and the market value should be the same.

· Semi-Strong Form of the Efficient Market Hypothesis - Posits that stock prices already efficiently reflect all public information bearing on the expected value of individual stock.  

· Strong Form of the Efficient Market Hypothesis – Posits that stock prices rapidly reflect both public and non-public information.

III. Corporate Securities and Capital Structure

· The corporation must raise capital either by obtaining equity contributions (stock) or by borrowing.  Raising capital through both of these devices yields a capital structure, or hierarchy of claims against revenues generated by the business.  Creditors who have hard contractual rights to interest and repayment of principal must be paid first; stockholders may then receive distributions in the form of dividends or stock repurchases as the board decides.  

· Cash flows generated by a corporation can be divided by:

· Order – who gets paid first – if want to create different orders, give people different types of securities – has two components

· The order in which people get recurring payoffs – interest for bond holders and dividends for preferred and common stock holders

· The order in which people get final payoffs – the order in which payments are made if the company is liquidated

· Magnitude – economic division of cash flow – can allocate different amounts to each investor - determined by the amount and percentage of the same type of security

· E.g. If A, B, C all split the earnings, they’re all on the same level and same magnitude

· If A gets paid first $1 million, B gets second $ 1 million, and C gets the rest, there are 3 orders of seniority, and A/B have the same magnitude as each other but different magnitudes than C.

· If A gets paid first $1 million, B gets second $ 1 million, and C gets the thirds $ 1million, this is not ok because there is no residual owner.

· Residual owner: Who gets the money that’s left over after everyone else gets paid.  THIS IS A NECESSITY!
· Hierarchy of Securities
· Debt/Bonds

· Preferred Stock

· Common Stock

A. Equity Securities

· Ownership includes two formal rights: (1) a claim on the firm’s residual earnings; and (2) right to participate in the control of the business.  In a corporation, these rights reside in one or more classes of tradable stock.  Separating ownership rights from the identity of individual participants allows great flexibility.  It means that portions of the value of the business can be bought and sold, control over management policies can change hands, and all owners of the company can turn over without altering the legal structure of the firm or renegotiating the terms on which equity holders participate in the firm’s earnings and control.  The initial incorporators can structure access to profits among initial contributors by distributing stocks with different control rights and claims on residual earnings, but most stocks fall into two categories:

· Common stock – Most basic corporate security: the stock that usually carries the voting rights to elect the corporation’s board of directors and the stock that receives dividends after all other participants in the corporation have been paid.  

· Preferred stock – Stock with a claim on the company’s residual earnings or assets that comes ahead of common stock.  Defined Generally, preferred stock pays a fixed dividend that must be paid before common stock receives any dividend payments.  Doesn’t usually carry the right to vote for directors, but the preferred contract may shift this right from common to preferred stock if no dividends are paid to preferred holders for an extended period or if the matter being voted on pertains directly to preferred holders.  If the charter and certificate of designation are silent the presumption is that preferred carries the same voting rights as common.  Preferred stock may also be redeemable by the corporation for a price, or convertible by its holder into shares of common stock at a pre-set ratio.  

· Specific Provisions of Equity Securities

· Voting Rights – can give different classes of stock different voting rights

· Par Value - stock may have a par value or no par value, either of which will be specified in the charter – whatever you specify typically has no significance whatsoever – for some unimportant reasons, want to specify a very small positive par value
· Power of Conversion— In Certificate of Designation there may be “Conversion Right” – will determine whether and how debt or preferred stock can be converted into common stock.
· Conversion Price – Dollar amount of preferred that can be traded for 1share of common stock
· Redemption — power to exchange cash for stock (power usually given to the company).

· Cumulative Dividends — if company skips a dividend payment (dates set in certificate of designation) then when they want to declare a dividend to the common shares they first have to add up all the payments they missed as well (but no accrued interest).  Cumulative dividends don’t protect TVOM.

· Accrued Dividends— upon redemption, a company may have to pay accrued dividends.  Say dividends were last paid in October.  This means that if they want to redeem the stocks in December they have to pay the redemption price + the equivalents of the two months dividends were accruing.

CERTIFICATE OF DESIGNATION p.17
Things to not miss:

· Look to see how many shares the investor (Andrea owns)

· Per annum
· If the company redeems the shares see if the date of redemption is before a certain date i.e. Nov.

· If the company redeems the shares see if a dividend has partially accrued i.e. in Aug. 2/3 have accrued

· If the company offers more shares to the stockholders, the net assets of the company go up!!!
· TO CHECK YOUR MATH IN A CONVERSION PROBLEM: The shareholder should get exactly as much as she would have had she converted before the corporation took a certain action.
HB Korenvaes Investments, L.P. v. Marriott Corporation (Del. Ch. 1993) p.19 – Marriott wants to reorganize by transferring its cash-generating services business to a subsidiary called Marriott International, which will be spun-off and paid as a special dividend to all common shareholders of Marriott.  Marriott will change name to Host Marriott, which will keep the debt-laden real estate business which would be incurring a negative net income and hence not paying dividends.  Prior to the spin-off, Marriott was paying a cash dividend to shareholders.  After the spin-off, Host Marriott wasn’t going to pay any dividends at all while International was going to pay the common shareholders the same dividends that Big Marriott was paying prior to the spin-off.  Thus, the spin-off will have no effect on common shareholders dividends.  However, preferred shareholders will only be left with Host Marriott which will be debt laden and incurring a loss and so will not be paying any dividend.  Thus, preferred holders can either stay with Host as preferred holders and get no dividends or convert to common before the split (and thus get International spin-off shares and dividends).  Plaintiffs want injunction to stop special dividend.  The argue that the reason Host is doing what it’s doing is because after distribution of the dividend the preferred holders will be in a position to convert and control a majority of Host’s common stock as per the Certificate of Designation which adjusts the preferred stock conversion rate.  The Marriott family wants to maintain control so Marriott is going to stop paying dividends after transaction to coerce preferred holders into converting.

Issue: whether the planned transaction is consistent with the conversion price adjustment contained in the Certificate of Designation.  
HOLDING: Court held that while the suspension of dividends may influence Preferred to convert, there was no violation of any implied right to good faith that every commercial contractor is entitled to.  

· Plaintiffs wrongly construed this case as a breach of fiduciary duty.  This is essentially a contract action, as the case involves the construction and interpretation of rights and duties set forth in the certificate of designation.  Marriott has a right to suspend dividend payments as a business judgment.  The court says the certificate of designation says nothing on the matter although it has in the past helped preferred shareholders when a company issued a gratuitous threat to delist the preferred stock.  However, in this case, the court says the preferred shareholders are protected by provisions in the certificate (i.e., cumulative dividends, liquidation preference, right to elect 2 directors after prolonged suspension of dividends, Redemption price adjusted to reflect accrued unpaid dividends, Restriction on the proportion of net worth that may be distributed (This restriction is inherent in the formula used to revise the conversion ratio: formula doesn’t work if you give so much away that new net worth is less than PS’s share of net worth before the dividend).  These provisions are there because the shareholders recognize the risk of being a preferred shareholder.  The court recognizes that the shareholders foresaw the problem and contracted for protections.  This is all the preferred shareholders are getting since this is all they contracted for.  The preferred shareholders should have negotiated for the contract to include a prohibition on in-kind dividends.  The court also found that a provision in the certificate 5(e)(iv) that reduced the conversion price protected the value of the preferred conversion whenever Marriott distributed assets to its common shareholders.
B. Debt Securities
· Main Sources of Debt
· Trade Debt – debt owed to suppliers – shows up on balance sheet as accounts payable – it consists of payments of the amount due within a certain, relatively short, period time

· Bank Debt

· Can be secured or unsecured

· Interest rate may be fixed or may fluctuate

· Sometimes issued under a revolving credit agreement – corporation doesn’t borrow the whole amount when the agreement is signed, but rather borrows (and repays) amounts as needed up to a certain limit

· Agreements generally contain limitations on what a company may do (covenants)

· Bonds

· Can be secured or unsecured

· Sinking fund provision: the company must call a certain number of bonds a year.  
· Interest rate may be fixed or may fluctuate – can also have zero-coupon bonds (pay no interest but pay higher amount at maturity)

· May be redeemable or callable by the corporation

· Can be subordinated to other specified debt

· Indentures (the agreements under which bonds are issued) generally contain covenants (limitations) on what a company may invest in, how much dividends it can pay, or to incur additional debt.  
· Creditor Priority – If a company is dissolved or liquidated, the company’s assets must first be used to repay the creditors; only after debt is paid in full are the assets handed over to shareholders.  

· When a company is liquidated all debt has equal priority.   If assets are not sufficient to pay all debt obligations, then creditors are paid pro rata – To calculate the pro rata rate: each creditor gets a percentage of the amount owed to them equal to TOTAL ASSETS
       TOTAL DEBT

i.e. if the company has $5 million in assets and owes a $5 million B $3 million and C $2 million, everyone gets paid ½ of what they’re owed.  
· Exceptions to the rule that all debt has equal priority:
· Federal bankruptcy law contains a classification of certain debts that are paid ahead of other debts (like unpaid taxes).  
· Secured debt – There are specified assets, called collateral, which provides the security for the debt.  The collateral is used first to pay off the secured debt (the secured debt has first claim on the collateral).  
· If collateral is sufficient to pay secured debt in full, the remaining collateral is distributed pro rata among the unsecured debt.  
· If the collateral isn’t sufficient to pay off the secured debt, the remaining secured debt is treated as unsecured debt and is paid pro rata from the unsecured debt.    

· Contractual subordination – The easiest way to figure out effects of subordination is to first calculate the pro rata rate then pay the claims of those who are not involved in the subordination because they just get their pro rata share.  When have subordination have two types of debt: senior debt and subordinated debt.  Can also have debt that is neither senior nor subordinated.  The subordinated creditors have to hand over their pro rata portion to the senior creditors until either the senior creditors have been paid in full or they have handed over their entire pro rata portion. Holders of subordinated debt subordinate their right to be repaid to the right of the holders of senior debt to be repaid.  
· STEPS TO WORKING OUT SENIOR/SECURED DEBT:

· First pay off the secured debt

· Then calculate the pro rata rate for the remaining assets and liabilities

· Pay the “other claims” their pro rata share

· Pay the “seniors” their full share
· If anything is left pay the subordinated.

· Leverage
· Capital structure = hierarchy of corporation’s equity and debt capital

· The more the company borrows to finance its business projects instead of relying on equity contributions, the more leveraged its capital structure is said to be.  

· Leverage:

· Increases the riskiness of the equity

· Increases the expected rate of return on equity if the expected rate of return on assets exceeds the interest rate

· Example: $100K investment with 3 equally likely returns: $8K, $12K, $16K

· With 100% equity, expected rate of return is 12% with a 4% variance

· With 50% equity, 50% debt at 10% interest rate have to pay $5K in interest – expected return is 14% (i.e. 7k/50k) but there is greater volatility (actual rate of return varies from 6% to 22%).

When Andrea finances her company solely from her own account she gets a 2% risk premium (her expected return would be 12% which is 2% above the 10% risk free rate paid to the bank).  Is she borrows $50k from the bank, her expected return is 14%, a 4% risk premium over the risk-free rate.)

Limited Liability and the Rights of Creditors
I. Limited Liability

· Shareholders enjoy the protection of limited liability. 

· Limited liability permits shareholders to shift some of the risk of business failure to debt holders.  

· Limited liability alters control over corporate assets.  Shareholders with limited liability can more easily abandon responsibility for the obligations of the firm that goes bankrupt and take more risks.  Thus, limited liability implies that creditors rather than shareholders will control the business over a broader range of circumstances in which it performs poorly.

· View that limited liability is good - Easterbrook & Fischel – Limited liability is a logical consequence of the differences among the forms for conducting economic activity

· The publicly-held corporation facilitates the division of labor.  The distinct functions of managerial skills and the provision of capital (and the bearing of risk) may be separated and assigned to different people – workers who lack capital and owners of funds who lack specialized production skills.  

· Limited liability decreases the agency costs inherent in separation and specialization

· Limited liability decreases the need to monitor.  The more that investors risk losing wealth because of the actions of agents, the more they will monitor.  But, beyond a point more monitoring is not worth the cost.

· Limited liability makes diversification and passivity a more rational strategy and so potentially reduces the cost of operating the corporation.  

· Because investors’ potential losses are limited to the amount of their investment as opposed to their entire wealth, they spend less to protect their positions.  

· Limited liability reduces the costs of monitoring other shareholders.  

· View that limited liability is bad – Hansmann & Kraakman – Limited liability in tort can’t be rationalized for either closely-held or publicly-traded corporations on the strength of the conventional arguments offered on its behalf.  There is no reason to prefer limited liability over one of unlimited pro rata shareholder liability for corporate torts.  

· Limited liability provides an incentive for a shareholder to direct the corporation to spend too little on precautions to avoid tort liability – this is inefficient.  A rule of limited liability induces the socially efficient level of expenditure on precautions by making the shareholder personally liable for any tort damages that the corporation can’t pay.

· Limited liability encourages overinvestment in hazardous industries.  Since limited liability permits cost externalization, a corporation engaged in highly risky activities can have positive value for its shareholder, and thus can be an attractive investment, even when its net present value to society as a whole is negative.  

· Agency Costs of Debt – Shareholders elect the board, which manages the company.  Creditors may thus reasonably fear that, unless restrained, companies will act in the interest of shareholders where shareholder interests conflict with those of creditors.  Three types of agency costs of debt:

· Actions by companies which are in the interest of shareholders, but not the combined interest of shareholders and creditors.

· The costs of designing contracts or laws designed to prevent managers from taking actions favoring shareholders over creditors.

· The costs of monitoring compliance with such contracts or laws.

A company make take on an investment that is riskier to the creditors in order to satisfy the shareholders. See pp. 39-40.

CREDITORS
· Creditor Protection – the law provides 4 compensatory devices that are intended to protect creditors

· Statutory: Standard capitalization requirement – a rule that assured creditors a minimum fund of corporate assets to satisfy their claims

· Contractual protections that creditors arrange for themselves

· Legal:

· Fraudulent conveyance law

· Equitable doctrines – Equitable subordination, in which insiders’ debts are subordinated to outside debts in bankruptcy, and veil piercing, which refers to the circumstances in which the courts will set aside the entity status of corporations and permit creditors to hold shareholders liable directly 
 Fraudulent Conveyance Law
· Fraudulent Conveyance Law – broad statutory framework for voiding any transfer made for the purpose of delaying, hindering, or defrauding creditors.  Plays an important role in creditor challenges to LBOs.  In an LBO the acquirer borrows money from a bank using the company’s assets as collateral, to buy out all the shareholders at a premium.  The result is that the shareholders get a premium, the acquirer owns a debt laden company and the LBO bank has security for its loan.  The only unhappy party is the creditor who was an unsecured creditor before the LBO who is now owed money by a company which has a ton of debt as a result of the LBO.  When companies that underwent LBO subsequently failed, the claim was made that the LBO amounted to a fraudulent conveyance.  They generally sought to subordinate the debt owed to the LBO banks and to recoup the fees paid to LBO professionals.    

· U.S. v. Gleneagles Investment Co. (M.D. Pa. 1983) P.41 – Great American was a holding company whose only asset was an option to buy Raymond Colliery stock.  GA wanted to secure lending to buy out the holders of RC stock but couldn’t get financing.  Instead, GA got IIT to agree to lend money to RC and its subsidiary companies.  The companies borrowed $8.5 million and issued mortgages guaranteeing the loan.  The mortgages were secured by encumbrances on the assets of the borrowing companies.  Then the RC companies took $4 million of the money they got from IIT and lent it to GA via an unsecured note and GA agreed to repay the loan on the same terms that IIT had lent the money to the RC companies.  GA bought all the shares of RC with the money it borrowed.  The only money that GA would have had would have been from dividends paid by RC to GA for the newly acquired shares.  But the Agreement RC had made with IIT stated that it could not pay any dividends until the IIT loan was paid up in full.  Thus GA had no source of income.  To pay back its loans, GA used RC assets to pay off the loans it took from RC.  Creditors allege that the mortgages are fraudulent conveyances.   
To Analyze Whether a Conveyance is Fraudulent or Not: Step 1: Was the conveyance made for fair consideration.  If yes it’s not fraudulent.  If not, Step 2 ask whether at or immediately after the conveyance the creditor is insolvent (PA §354) or under-capitalized (PA §355).    

· Was the Conveyance made for fair consideration? Fair consideration is given for property or obligation when, in exchange for such property or obligation, as a fair equivalent therefore and in good faith, property is conveyed or antecedent debt is satisfied.  No.
1. Was it done in good faith?  No.  IIT knew RC would not be able to pay its debt back and that no RC members would receive fair consideration.
2. Was there a fair equivalent – you have to look at this from the perspective of the creditors (1)? No. 
a.  Although it seems like RC got $8.5 million in cash for $8.5 million in mortgages, the transaction must be looked at as a whole, meaning at how it would impact RC creditors.  RC knew that GA would not be able to pay it back since GA would have no income.  So RC got nothing for incurring $8.5 million in debt.
b. Was there a fair equivalent (2)? No.  The fact that RC would now be run by new management (GA) does not constitute fair consideration.  
· Financial Condition of the company
· §354 – Was the company insolvent? If yes, fraudulent. If not see § 355.  Inquiry into whether the transferor was insolvent at the time the obligation was incurred or conveyance was made or was rendered insolvent thereby – Court found that RC was insolvent as a result of the IIT transaction

· §355 – Was the company undercapitalized? If yes fraudulent.  If not See § 354.  Inquiry into whether the property remaining in the transferor’s possession after the conveyance was an unreasonably small amount of capital for the business – Court found that transaction left RC with an unreasonably small amount of capital

· Kahan: Basically, if an LBO fails and the company goes bankrupt it looks like there will be a finding that there hasn’t been fair consideration, as Gleneagles forecloses the fair consideration defense.  How do you avoid the fraudulent conveyance problem of Gleneagles (as a lender)? Make sure that the company is not left insolvent or with minimal capital.  
Equitable Subordination
· The equitable subordination doctrine states that insider creditors are subordinated by the bankruptcy court when the corporation acts wrongly toward outside creditors
· Cases turn on a finding of one of the following:

· Fraudulent conduct by the insider

· Mismanagement of the insolvent corporation

· Inadequate capitalization
Costello v. Fazio (9th Cir. 1958) p.48 – Before incorporating, partners of Heating Supply withdrew most of their capital contributions from the company through the issuance of promissory notes (i.e. IOU) to themselves leaving $6,000 in capital investment.  That way the corporation was basically “lent” their capital investment instead of having the capital investments be subject to creditors in the event of bankruptcy.   There were no other creditors before the incorporation aside from Ambrose and Fazio’s note.  At the time of incorporation, the financial position of the company was deteriorating – there were losses, little cash, and not enough assets for the liabilities.  The corporation went bankrupt, and the partners brought claim against the estate for the promissory notes.  The bankruptcy trustee asked that the notes be subordinated to the claims of the general unsecured creditors.  According to the trustee, the reason the partners took the notes was to make sure they would get back their initial capital investment as would general unsecured creditors, instead of having their capital investment go to pay the unsecured creditors in the event of bankruptcy.  An expert testified that $6,000 was not enough to capitalize the company.
HOLDING: The court held that the partners’ claims should be subordinated to that of the general creditors.  The test for subordination is whether the transaction can be justified within the bounds of reason and fairness.  Fraud is not an essential ingredient.  Here, the notes should be equitably subordinated because the corporation was undercapitalized and despite this the partners withdrew capital; the partners, in withdrawing capital, acted for their own benefit and to the detriment of the corporation and creditors (it was apparent that their actions would result in the failure of the business); and the partners breached their fiduciary duty.  The fact that the withdrawal of capital occurred prior to incorporation is immaterial since the transaction occurred in contemplation of incorporation.  The fact that the business, after being stripped of necessary capital, was able to survive long enough to have a turnover of creditors is not a mitigating circumstance.  The inequitable conduct of the partners consisted not in acting to the detriment of creditors then known, but in acting to the detriment of present or future creditors.

KAHAN: Not happy with this holding since the creditors should have known that the partners took out their initial capital.  Still, as a matter of doctrine, Fazio stands.  
Piercing the Veil
· Piercing the Veil – The equitable power of the court to set aside the entity status of the corporation to hold its shareholders liable directly on contract or tort obligations – piercing the veil is the most radical check on limited liability.  USED SPARINGLY!!!!
· Common law guidelines for veil-piercing are vague

· One formulation is the Lowendahl test – requires on the part of the defendant shareholder complete domination of corporate policy used to commit a fraud or wrong that proximately causes plaintiff’s injury
· Another formulation calls on courts to disregard the corporate form whenever recognition of it would extend the principle of incorporation beyond its legitimate purpose and would produce injustices or inequitable consequences
· A number of factors typically play a role in veil piercing decisions: disregard of corporate formalities, thin capitalization, small numbers of shareholders, active involvement by shareholders in management
Lowendahl Test - requires on the part of the defendant shareholder complete domination of corporate policy used to commit a fraud or wrong that proximately causes plaintiff’s injury

Another formulation - calls on courts to disregard the corporate form whenever recognition of it would extend the principle of incorporation beyond its legitimate purpose and would produce injustices or inequitable consequences
Zaist v. Olson (Conn. 1967) p.51– Olson controls a big network of corporations, each of which owns property.  All the companies had the same bookkeeper, the same accountant, same address, etc.  What Olson basically did was have Zaist do a bunch of work for property he himself and a bunch of his companies owned, funneling money from one corporation he owned to the next, while sending all the bills to East Haven which had no money of its own but which was able to pay Zaist since Olson moved money into East Haven and signed the checks (East Haven was like his checking account.)  East Haven paid about $170,000 but $23,000 was still owed.  Zaist brings claim to pierce the veil and recovery money directly from Olson.  
HOLDING: Applying the Lowendahl test, the court pierced the corporate veil and found Olson personally liable for the remainder of the money owed Zaist.  Courts will disregard the fiction of separate legal entity when a corporation is a mere instrumentality or agent of another corporation or individual owning all or most of its stock.  It is not enough that control is exercised merely through dominating stock ownership.    This is called the instrumentality rule which requires 3 elements:

1. Control/domination not mere majority shareholding, but actual control of both finances and policies.  There must be such domination of finances, policies, and practices that the controlled corporation has no separate mind, will or existence of its own and is but a business conduit for its principal.

2. That such control was used to commit a fraud or wrong.  

3. The domination must have proximately caused the unjust injury or loss.  

· Here, Olson dominated and controlled East Haven Homes, Olson Inc., and his other corporate entities.  The transaction was done for the benefit of Olson and Olson Inc., not East Haven Homes.  If East Haven Homes can’t pay it is because Olson hasn’t provided any money.  Suspicion derives form the fact that East Haven Homes only contracted with parties under the control of Olson, deal not at arms length.  Olson doesn’t really care whether East Haven Homes is profitable or not; he is assigning liability to East Haven Homes and then reaping profit with Olson Inc.  Justice wouldn’t be served by denying to Plaintiffs the amount found due to them because of the inadequate resources of East Haven Homes.
KAHAN: The wrong is this case is that East Haven didn’t even attempt to make profits. It was literally just a shell.  It is similar to the withdrawal of funds in the Costello case, because it is an action by the majority shareholder for his benefit and to the detriment of the company and its creditors.
· Tort creditors of thinly capitalized corporations differ from contract creditors in a key respect: they cannot negotiate with a corporate tortfeasor ex ante for contractual protections or compensation for bearing risk.  However, in these situations the general rule remains that thin capitalization alone is an insufficient ground for piercing the veil.  
· Walkovszky v. Carlton (NY 1966)  p.55 - Carlton owns taxicabs through 10 corporations, each of which owns 2 cabs and each cab carries the minimum amount of insurance required by law.  P was hit by a cab but the D cab corporation has no assets and only minimum liability insurance.  P sues all 10 cab corporations and stockholders, alleging that stockholders are personally liable because they tried to defraud the public who may be injured in a cab.  
HOLDING: The court held that Carlton isn’t personally liable.  The court will pierce the veil whenever necessary to prevent fraud or to achieve equity.  The court is guided by the rules of agency – whenever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts.  The P alleged that none of the corporations had a separate existence of their own and named all as D’s.  However, it is one thing to assert that a corporation is a fragment of a larger corporate entity which actually conducts the business (in which case the larger entity will be held financially liable) and another to claim that the corporation is a dummy for its individual shareholders who are in reality carrying on the business in their personal capacities for purely personal rather than corporate ends (in which case the shareholder would be personally liable).  Here there are no allegations that Carlton was conducting business in his individual capacity.  Can’t disregard the corporate form just because assets and insurance are insufficient to assure him the recovery sought.  The complaint alleged undercapitalization but failed to show that the D’s are doing business in their individual capacities, shuttling personal funds in and out of the corporation without regards to formalities.  The remedy here lies with the legislature (maybe by requiring more insurance), not the court.  In order to have the corporate veil pierced need to argue that someone is abusing the corporate form.  
KAHAN: In the other cases where we pierced the veil there was something else aside from undercapitalization: there was some kind of transaction that led to the creditors being denied their money and hence the creditors would have bargained for a higher interest rate.  Here, a tortfeasor has no bargaining power regardless.
II. Contractual Creditor Protection

· Creditors regularly demand greater protection than the ones offered by the doctrines of equitable subordination and veil piercing.  A corporation could do an LBO and not become insolvent (as in Gleneagle) while still harming creditors.  Most bank credit agreements and many indentures contain elaborate provisions detailing such protection.  
· There are two types of covenants:
· Restricted payment covenants – company can’t pay any dividends, or purchase back stock except those expressly prohibited – creditors want to make sure that money stays in the firm and that there is enough cash to pay creditors
· Transactions with affiliates covenants – intended to stop the company from transacting with affiliates on non-arms-length deals (don’t want the company to funnel money out to the side)
· Creditors are worried about:
· Asset dilution – cash leaving the company
· Claim dilution – losing priority to others in claim on assets
· Change of business – creditors original loan to a safe company but company moves into a more risky business
Management’s Powers and Duties
I. Centralized Management and the Business Judgment Rule

A. Centralized Management
· Centralized Management = standard governance model that structure’s the corporation’s internal relationships among shareholders, directors, and officers
· Basic Structure: Shareholders own company, elect directors.  Directors hire managers or run the company themselves.

· Two Sources of Accountability of Directors for Shareholders

· Power of shareholders to vote for directors and to remove directors

· Duties owed by directors

· Manson v. Curtis (NY 1918) p. 63 – Manson and Curtis, together, majority shareholders of the Company, entered into an agreement whereby Manson would manage the Company and any president of an appointed Board would just be a nominal head.  Curtis now claims that the agreement is illegal because it takes away the powers of the directors which the law grants them.  
HOLDING: The court held that this agreement is illegal and void.  The purpose of the agreement was to give Manson the sole executive administration of the Company by selecting passive directors who would bow to the will of Manson.  The affairs of every corporation must be managed by the board of directors, subject to valid by-laws adopted by the shareholder.  The shareholders don’t confer, nor can they revoke the powers of the board to manage the corporation.  Shareholders cannot create a sterile Board.  A BOD’s power is original and undelegated.

KAHAN: The result in this case is strange, since Manson and Curtis are majority shareholders and therefore would probably be the Board anyhow.  The court is probably trying to protect the general idea of BOD’s.    

§ 102(b)(1) – which provides that the Charter may define, limit, or create powers for the BOD
§ 141(a) – which says that the Charter can delegate some power to someone other than the BOD

Under DE law, the Manson agreement is probably ok.
· Agency Costs of Equity - Because shareholders own the corporation and directors manage the corporation, you have a relationship which gives rise to agency costs (conflicts of interest) – instead of acting in the best interest of the shareholders, the managers may pursue their own personal interests.

1. Costs to SHs if BOD doesn’t act in their best interests

2. Monitoring costs to prevent this;

3. Cost of Enforcing Fiduciary Duties;

a. Duty of Care deals with Laziness.

b. Duty of Loyalty deals with Stealing.

4. List of examples of conflicts and mitigating and aggravating factors on p. 65 in Packet I.

· Collective Action Problem—large public corp has thousands of SH’s; these SH’s have no incentive to bear the costs of bringing suit to enforce the fiduciary duties

1. In US—SH’s can recover large legal costs, so lawyers have incentives to bring class action suit; fiduciary duties support the plaintiff’s bar.  In the U.S. shareholders can recover generous compensation for legal costs (if their suits succeed) by framing their suits either as shareholder derivative actions (suits brought on behalf of the corporation) or as shareholder class actions.  
2. But if BOD didn’t have sole control exclusive of SHs, there would be another collective action problem: To the extent that SHs are given any power, they have difficulty wielding it in a coordinated fashion.  

B. The Business Judgment Rule, Fiduciary Duties, and Shareholder Suits – Courts have to find a balance between protecting the shareholders and avoiding infringing on the discretion of the Board to manage the companies.
· Business Judgment Rule = legal doctrine that serves to insulate the board of directors from shareholder suits – defines the rather broad set of circumstances in which courts will refuse to second-guess decisions by the board of directors – only if the business judgment rule doesn’t apply will courts examine the actions of the directors more closely to determine whether there has been a breach of fiduciary duties

· The Rule (Gries Sports, Cinerama) - it is a rebuttable presumption that directors are better equipped than the courts to make business judgments and that the directors acted without self-dealing or personal interest and exercise reasonable diligence and acted with good faith
· In a shareholder derivative suit challenging the fairness of a transaction approved by a majority of the BOD, the court will not second guess a director’s business decision as long as the director is:

· Disinterested – not on both sides of the transaction (meaning the BOD did not breach duty of loyalty)

· Independent – no conflict of interest (meaning the BOD did not breach duty of loyalty)

· Informed – meaning the BOD did not breach duty of care.
If P’s can show that any one of these 3 is missing, the BOD won’t automatically be presumed to have acted wrongly, but rather the court will inquire into the actions of the Board without a presumption in their favor. You don’t have to prove that all of the directors are disinterested only a majority (usually) or other percentage.  
· Three Contexts in Which the Business Judgment Rule is Used:

1. As a substantive rule of law – if the Directors are disinterested, independent and informed and they don’t violate an affirmative mandate of a statute, you cannot sue them for a breach of fiduciary duty as a substantive rule of law.

2. As an Evidentiary presumption – the Directors are presume to be disinterested, independent and informed, and the initial burden of proof of rebutting that presumption is on the plaintiff.  

3. Plaintiff loses – this happens either where the P doesn’t succeed in rebutting the business judgment rule presumption and therefore P loses, or the P has rebutted the presumption, but for some reason the rule is reinstated in the sense that P loses.

BJR is a rule of evidence that places the initial burden of proof on the plaintiff

· If plaintiff fails to meet evidentiary burden, BJR applies – court won’t second guess directors’ decisions – Plaintiff almost always loses – the court will only review for waste, which is only permitted by unanimous shareholder approval.
· If rule is rebutted by the plaintiff, burden shifts to the directors to prove the “entire fairness” of the transaction to the shareholder plaintiff

· Entire Fairness – not a bifurcated test – all aspects of the issue must be examined as a whole

1. Fair dealing – focuses on the conduct of the corporate fiduciaries in effecting the transaction
a. question of when the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how the approvals of the board and the stockholders were obtained
b. Disclosure – fiduciary duties of care and loyalty give rise to the requirement that a director disclose to shareholders all material facts bearing upon a vote
2. Fair price – economic and financial considerations of the proposed merger including all relevant factors (assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value of a company’s stock)
The Duty of Care – NOT SO COMMON.  Only 2 Cases found breach of this.  
· Rule – Directors, in managing the corporate affairs, are bound to use that amount of care which ordinarily careful and prudent men would use in similar circumstances

· Standard of Care – gross negligence is proper standard for determining whether a business judgment reached by a board was an informed one

· Under BJR, the actual decision made will not be questioned as long as the board is disinterested, independent and informed.  Therefore, breach of duty of care generally arise only where the director has failed to comply with reasonable procedures for making decisions
· Graham v. Allis-Chalmers Manufacturing p.68 (Del. Sup. 1963) - Allis-Chalmers was a large corporation with 30,000 employees and many levels of management.  Pricing of goods was left to the lower management, the Board having no say.  The Board meets only about 11 times a year for a few hours.  The Directors were indicted under the anti-trust rules for engaging in price-fixing and pleaded guilty.  Shareholders brought a derivative claim to recoup the fines the corporation had to pay for the anti-trust violations.  Initially, the plaintiffs claim that the directors knew or should have known about the illegal acts.  At the time of the case, though, there was no evidence of this.  So the plaintiffs claimed that the directors should have taken actions to ensure that these illegal acts weren’t being done.  The P’s pointed to two FTC decrees 25 years earlier as warning to the directors that anti-trust activity by the company’s employees had taken place in the past and thus they were put on notice of their duty to ferret out such activity and to take active steps to insure that it would not be repeated.

HOLDING:  Absent cause for suspicion, there is no duty upon the directors to install and operate a corporate system of espionage to ferret out wrongdoing which they have no reason to suspect exists.   Then, only if the director had recklessly put his confidence in an obviously untrustworthy employee, has refused or neglected to perform his duty as a director, or has ignored either willfully or through inattention the danger signs of employee wrongdoing will the law make him liable. Directors of a corporation in managing the corporate affairs are bound to use that amount of care which ordinarily careful and prudent men would use in similar circumstances.  Court held that the directors weren’t liable as the board was sufficiently informed.  The Board investigated the FTC decrees and found nothing in the company
KAHAN : -  Principle of this case is that the amount of care that is needed to pass the informed element is rather minimal.
· Had the Board intentionally ordered price fixing, they would be held personally liable.
· Smith v. Van Gorkom (DE 1985) p.71 – Trans Union had a lot of tax deductions and not enough cash to offset them.  CEO Van Gorkom felt it was hurting their market price (he wanted to cash out and retire).  On Aug. 27, CFO Romans mentions possibility of LBO at management meeting.  On Sept. 5 at meeting of senior management, Romans tossed out the possibility of an LBO in $50-$60 range.  VG doesn’t like idea of LBO but likes idea of sale.  VG goes to the corporation’s comptroller and asks him to do a feasibility study at $55/share (midway between $50 and $60) BUT TO KEEP IT QUIET.  VG, (without management) decides to approach Pritzker about sale.  On Sept. 13, VG meets with Pritzker, who agrees to the deal but with a lock-up option at $38/share (that way if someone outbids him he’ll get at least $17/share).  Pritzer gives VG 3 days to agree to the deal.  On Sept. 20, at a special meeting of the board, offer was disclosed and senior management didn’t like the idea.  There was no investment banker present. An outside attorney was present, who told the board that they could be open to suit if they don’t accept offer.  Board has 3 days to give Pritzker an answer.  Board approved merger within the first day.  Then shareholders approved the merger. 

HOLDING: The Supreme Court of Delaware held that the Board’s decision to approve the LBO wasn’t a product of an informed business judgment via a standard of gross negligence.  The determination of whether a business judgment is an informed one turns on whether the directors have informed themselves prior to making a business decision of all material information reasonably available to them.  How did the directors breach their fiduciary duty to the stockholders, and hence lose protection of the BJR?: 

· by their failure to inform themselves of all information reasonably available to them and relevant to their decision to recommend the LBO 

· The Board did not know where the $55/share price came from because Van Gorkum did not tell them and they failed to inquire.  Had the Board inquired they would have learned that Pritzker had accepted very quickly, and maybe they should have asked for more.  
· Were uninformed as to the intrinsic value of the company – no negotiations, no I-Banker gave a fairness opinion, board not experienced in making valuations
· Given the circumstances, at a minimum, were grossly negligent in approving the sale of the company upon two hours’ consideration, without prior notice of the meeting, and approved without an exigency of a crisis or emergency.

· The Board had 36 hours to consider the proposal but instead accepted it immediately

· board didn’t see merger agreement or even a summary of the merger agreement; The oral report by Van Gorkom didn’t count as a presentation by officers since what is meant by a report must be based on analysis
· by their failure to disclose all material information such as a reasonable stockholder would consider important in deciding whether to approve the offer.  (They didn’t inform the stockholders that they had no idea where the $55/share came from, that they didn’t know the intrinsic value, that the premium of 50% over the market price doesn’t matter since the Board considered the corporation’s stock undervalued anyhow and since a premium is usually made anyway in an LBO.)
· Lack of alternatives - The board claimed that they weren’t tied to the agreement, that they had a chance to look for alternatives.  But the court rejected this because:

· They couldn’t solicit bids and so the “The “Market Test Period” was irrelevant 
· They couldn’t have provided the necessary information to any other unsolicited bids even if they wanted to since the had no information at all!
· Inquiries into the duty of care will be very process-oriented – not about whether the decision they made was correct (it’s easy to say it wasn’t from an ex-post point of view – also in Van Gorkom, there was no real reason to say that the price was that bad, the problem was the method by which it was reached) but about whether the board reached their decision in a kosher manner

· Results of Van Gorkom
· Need investment bank valuation when considering a merger

· Standard of duty of care relaxed so it was easier to bring suit

· Delaware passed § 102(b)(7), which is a exculpatory statute which limits personal liability for director breach of duty of care if it’s included in the charter!  Remedy for breach then becomes solely injunctive relief.  Greatly reduces the benefit of bringing a case like this.  §102(b)(7) eliminates or limits the personal liability of a director for money damages except: (1) for any breach of the duty of loyalty; (2) for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law; (3) under §174 of DGCL (unlawful dividend payment or stock repurchase); or (4) for any transaction from which the director derived an improper personal benefit.

· In re Walt Disney Company Derivative Litigation (Del. Ch. 2003) P. 83a - Ovitz was unilaterally hired by Eisner, the CEO and a close personal friend.  Employment contract gave Ovitz a large number of stock option, a large signing bonus, and a non-fault termination agreement.  A little over a year after his hiring, Ovitz negotiated a non-fault termination with Eisner even though his tenure as Disney president was unsuccessful. 

HOLDING: In order to rebut the presumption that a Board is entitled to the BRJ Plaintiffs must plead particularized facts sufficient to (1) A reason to doubt that the action was done honestly and in good faith (2) A reason to doubt that the Board was adequately informed.
· The DE Chancery court found that there was reason to doubt that the board’s actions were taken honestly and in good faith and hence under § 102(b)(7)(ii) the Directors can be held personally liable.  Further, there is evidence that the Directors knowingly and deliberately disregarded their responsibilities.  
· Ovitz’s hiring was problematic:

· Ovitz was hired by Eisner, the CEO and a close personal friend.

· The compensation committee only met for an hour and spent most of the time discussing the compensation fee to be given to Russell for his role in the hiring of Ovitz.  The committee had to be aware that hiring Ovitz was a larger event (in dollar terms) than the fee for Russell.

· The board only had a summary of the draft agreement.  The summary was incomplete – it lacked the exercise price of the options because it hadn’t been agreed upon yet.

· There were no compensation experts hired.
· The board and committee approved the hiring and left the finals details to be decided by Eisner as long as they were within the draft agreement which they only had a summary of.

· The committee approved the hiring of Ovitz even though they had no information about his salary, stock options or termination terms, and didn’t even see the final agreement.  
· Between October and December (when stock option agreement was executed) the stock price went up but Ovitz’s options agreement gave him the options at the lower October price and were therefore immediately “in the money.”  This was a problem because if the price had gone down btwn. Oct and Dec, Ovitz could have negotiated a lower option exercise price, creating a win-win situation for Ovitz.  He would get $$$$ whether the stock went up or down.  
· The final agreement said that Ovitz could get a non-fault termination as long as Ovitz is not grossly negligent and does not act with malfeasance.  
· Termination provisions – In the case of a non-fault termination, Ovitz gets the salary for the remaining contract, a bonus of $7.5 million per year remaining on the contract, the remaining options would vest immediately, and get a $10 million termination fee.  The earlier Ovitz left, the better it was for him.

· Ovitz’s firing was problematic:

· Eisner decides to grant the non-fault termination.  The New Board was not involved – they don’t discuss it, question it, etc.  They did nothing.

KAHAN: The only reason the court says that the BOD “knowingly and intentionally” disregarded their responsibilities was to get them under § 102(b)(7).  In reality, what the Disney Board did was gross negligence.  Further, the Court finds that there was bad faith because the new Board did not know it needed to be involve and probably relied on their lawyers.  Kahan does NOT like this.  
The Duty of Loyalty – The core of Fiduciary Duty Doctrine
· Duty of Loyalty – Corporation officers, directors, and controlling shareholders must not exercise their discretion over corporate policy to benefit themselves at the expense of their co-investors.  

· Who is the duty of loyalty owed to?
· Traditional answer – to the corporation and its shareholders

· Problem is that primacy of shareholder interest was never firmly established in corporate law

· Constituency statutes – New anti-takeover statutes undermine primacy of shareholder interest by allowing board to consider interests of constituency groups (such as the public, creditors, employees etc.) as well as shareholders in establishing corporate policy – DELAWARE HASN’T ADOPTED.  
· 3 step Analysis for Duty of Loyalty Cases
1a.
Can Demand be Made?
1.    What is the conflict?  

· Self-dealing

· Financial non-self-dealing

· Other conflicts of interest

· Executive compensation/waste

2.
Who is causing the conflict?  Is it a Board member (Nakash), is it a controlling shareholder (someone who owns 50% or more of corporation or exercises control via less than a majority ownership, Lynch, Cullman)?

3.
What is the applicable legal standard to the conflict of interest?  
In Self Dealing Cases: Entire fairness is usually the legal standard that applies to self-dealing and the burden is on the D to prove it.  
Conflicts of Interest cases: BJR is the applicable standard and burden is on P to rebut it.
Executive compensation cases/WASTE: RARELY WINS Entire Fairness with the burden on D.
4.
Has there been a proper cleansing act?
In self dealing Board Member cases: If there is a cleansing act the burden shifts to P as something akin to the BJR, and P loses.  If there is no cleansing the burden of proving entire fairness remains with D you’d do an analysis as per Nakash, Weinberger. 
In self dealing Controlling shareholder cases: (i.e. does the committee function in a manner which indicates that the controlling shareholder didn’t dictate the terms of the transaction and that the committee exercised real bargaining power at an arms length, and properly disclosed to the shareholders? UNDER BOTH Lynch & Tremont?)  If yes, the burden of entire fairness shifts to the P.  If not, D still has the burden of proving entire fairness (i.e. fair price, fair deal) and you’d do an analysis as per Nakash, Wienberger..
Conflicts of interest cases: Is a majority of the Board interested and not-independent (regardless of whether there is an independent committee?  Use Cullman to determine this.   If yes, the burden shifts to D under an entire fairness standard to disprove it.  If the BOD is disinterested and independent, BJR kicks in and P loses.
Executive compensation cases/WASTE: If the shareholders ratify it, something akin to the BJR will kick in and P loses unless it can be shown that there was waste.  If it can be shown there has been waste, the court will ask whether a reasonable person could have accepted such a deal as per Vogelstein. HOWEVER: if the executive compensation was UNANIMOUSLY approved by the shareholders, P loses.  
A. Self-Dealing and the Board
· Self-dealing if director or corporate officer stands on both sides of a transaction
· Directors and corporate officers aren’t entitled to favor their own interest in self-dealing transactions with the corporation.  A self-dealing transaction will not be voidable solely because it involves a conflict of interest, if it is adequately disclosed and approved by a majority vote of disinterested directors or shareholders, or if it is fair.  See § 144.
· DGCL § 144 – No transaction between a corporation and 1 or more directors, or between the corporation and any other organization in which 1 or more of its directors have a financial stake shall be voidable solely for this reason, or solely because the interested director is present when the transaction is authorized, or solely because such director’s votes are counted if:
(1) Disclosure of facts material to the director’s relationship or interest in the transaction are disclosed or are known by the BOD or committee, and the board in good faith authorizes the transaction by a majority of the disinterested directors
(2) Disclosure of facts material to the director’s relationship or interest in the transaction are disclosed or are known by the shareholders entitled to vote thereon and the transaction is approved by a good faith shareholder vote; or
(3) Contract/transaction is fair at the time it is approved by the board (here don’t need to disclose the relationship)
· Marciano v. Nakash (DE 1987) p. 86 - Marciano (Guess) and Nakash (Jordache) entered into an agreement where Nakash would get 50% of Guess stock for $4.7 million, with a 50-50 Board.  The 2 families then created Gasoline with Board membership again split 50-50 but the Nakash family members are the officers.  Because of differences, the Board was constantly deadlocked and so nothing could be voted on.  Gasoline needs money to buy inventory.  Nakash gets a loan from Bank Leumi at prime + 1%, secured by Gasoline’s accounts receivable and the Nakashes’ personal guarantee.  Although requested to do so, the Marcianos were unwilling to participate in loan guarantees.  In response and without asking the Marcianos, the Nakashes withdrew their guarantees causing the Bank Leumi to terminate outstanding loan.   To get the money Gasoline needed, the Nakashes lent money to Gasoline from personal funds at prime + 1%.  Nakash got one of their companies to assume their loans at prime + 1% and charged Gasoline a 1% fee for Nakash’s having offered their personal guarantee.  Because of the deadlocks, Gasoline is liquidated.  The Nakashes now want to recover the money as part of the liquidation of Gasoline.   The parties agree that the transaction is self-dealing.   Marcianos argue that the loan is voidable per se since compliance with § 144(a) (1) (2) or (3) was not met.
HOLDING: The Supreme Court of Delaware holds that the loan isn’t voidable relying on a good faith standard.  Section 144 doesn’t provide the only validation standard for interested transactions.  There is an independent standard of fairness and reasonableness that was met here.  When directors are on both sides of a transaction they are required to demonstrate their utmost good faith and the most scrupulous inherent fairness of the bargain.  Transaction here was fair because the loans were made on terms similar to those from unrelated lenders and were made with the bona fide intention of assisting Gasoline’s efforts to remain in business.  Directors who advance funds to a corporation in such circumstances don’t forfeit their claims as creditors merely because of their relationship with the corporation.  
· Although here none of the curative steps afforded under §144(a) were available because of the director-shareholder deadlock, in general, a non-disclosing director seeking to remove the cloud of interestedness would appear to have the same burden under §144(a)(3) of proving the intrinsic fairness of a questioned transaction which has been approved or ratified by the directors or shareholders.  On the other hand, approval by fully-informed disinterested directors under §144(a)(1) or disinterested stockholders under §144(a)(2), permits invocation of the BJR and limits judicial review to issues of gift or waste with the burden of proof on the party attacking the transaction.
· Thus, applicable standard for a self-dealing is entire fairness.  The effect of a cleansing act (disclosure and approval by disinterested directors or shareholders) is to change the applicable legal standard from entire fairness to something more akin to the BJR.
KAHAN: The Court is L-A-Z-Y and, if there was full disclosure by the BOD, will first try to look for approval under § 144(a)(1) and then (2) so that the something similar to the business judgment rule would kick in and they wouldn’t have to decide the issue, placing the burden of entire fairness on the P.  It will only look at § 144(a)(3) as a last resort and then use their own judgment as to fairness.   If §144(a)(3) is still unavailable, it’ll judge the transaction via fairness in any event. So the court will look at fairness whenever it chooses to do so.
B. Self-Dealing and a Controlling Shareholder
· Controlling shareholders – A shareholder is a controlling shareholder and thus owes a fiduciary duty if:
· Own a majority of the stock of a corporation (own more than 50%)
· Own less than 50% of the stock, but exercise control over the company
· Kahn v. Lynch Commun. Sys. (DE 1994) p. 95 - Alcatel owns 40% of the stock of Lynch. 5 of the 11 members of Lynch’s board are designated by Alcatel.  As part of their deal, any merger by Alcatel required an 80% shareholder approval (and since Alcatel owned 40% they would have to approve any merge by Lynch.)   Lynch wanted to acquire Telco but Alcatel doesn’t approve of this acquisition and instead suggests that Lynch merge with Celwave (an Alcatel subsidiary).  Lynch formed an “independent” committee.  The Independent Committee doesn’t like the terms proposed by Alcatel.  They have an independent financial advisor.  They ask for better terms and Alcatel refuses and cancels the whole transaction.  Instead they propose to the remaining 60% of Lynch for $14/share.  This is a self-dealing transaction since Alcatel sits on the Board of Lynch.  The Independent Committee is now appointed to explore Alcatel’s offer.  The Committee finds the price to be too low and counteroffers at $17.  Alcatel offers $15, then $15.25, and then $15.50.  This is the final offer and the committee still says it is too low.  Alcatel threatens to go ahead with an unfriendly tender offer at a lower price if they don’t accept the $15.50.  The independent committee approves the offer and the BOD does the same.
HOLDING: Alcatel was found to be a controlling shareholder.  A shareholder owes a fiduciary duty only if it owns a majority interest in or exercises control over the business affairs of the corporation.  For a dominating relationship to exist in the absence of controlling stock ownership, a P must allege domination by a minority shareholder through actual control of corporation conduct.  The non-Alcatel (independent) directors deferred to Alcatel because of its 40% ownership: Alcatel had said “Listen to us or else”
· As a controlling or dominating shareholder standing on both sides of a transaction, Alcatel bears the burden of proving its entire fairness.  
· If approval by the disinterested board members/independent committee is a proper cleansing act, the effect is that the burden of proving the entire fairness of the transactions shifts from the Ds to the Ps.  In an interested transaction always need to look at the entire fairness of the transaction because the controlling shareholder can influence the minority shareholders’ votes.
· Was the approval a proper cleansing act?  
· The mere existence of an independent special committee doesn’t itself shift the burden.  At least two factors are required:  
· The majority/controlling shareholder must not dictate the terms of the merger
· The special committee must have real bargaining power that it can exercise with the majority shareholder on an arms length basis.
· Here, the independent committee’s ability to bargain at arm’s length was suspect.  The committee didn’t function properly – not because they lacked independence or information but because they were intimidated by Alcatel.  The committee accepted a price that they had found to be unfair simply because of the threats made by Alcatel.  There was a “quick surrender” as opposed to a compromise because subjectively the committee didn’t think it was a fair price.  Thus, there was no proper cleansing act.  The independent committee didn’t appropriately stimulate a 3rd party transaction.  So, burden remains on Alcatel to prove the entire fairness of the transaction.   It sounds like if there was arms length negotiating, the BOD’s and Committee’s approval would be a cleansing act.
· Kahn v. Tremont (DE 1997)  p. 100- Simmons owns 90% of Valhi.  Valhi owns the majority of NL and controls Tremont via 44% ownership.  Valhi wants to sell some of its NL shares to Tremont.  But since Valhi is a controlling shareholder of Tremont it stands on both sides of the transaction (on one side as the seller and the other as a controlling shareholder).  Tremont appoints a special committee of 3 outside directors, all of who had prior business dealings with Simmons.  Kahn doesn’t approve of the transaction and claims that Simmons artificially inflated NL’s share price, then sold the shares to subsidiary Tremon at above market prices.  
HOLDING: Duty of Loyalty may have been breached.  Remanded to be considered under entire fairness.
WHAT DID VALHI/TREMONT’s COMMITTEE DO WRONG? 
· Boushka and Stafford abdicated their responsibility as committee members by permitting Stein, the member whose independence was most suspect, to perform the essential functions of the committee.  
· Hiring of Advisors
· The Bank the committee used had ties to Simmons – had earned significant fees from Simmons
· Legal advisor had represented another special committee.  The problem is that the committee didn’t independently pick a legal advisor but picked someone who was recommended by the general counsel of Valhi/Tremont, who wasn’t independent of Simmons.  Special committee should have chosen its own legal advisor
· Held meetings to determine advisability of the transaction, but independent committee members didn’t attend all of these meeting.  Only the director who had the most connections to Simmons was present
· Committee listened the Bank – The Bank says the intrinsic value is between $13-$20/share.  The bank didn’t independently assess the future price of TiO2, which would greatly affect the price of the stock.  One of the committee members suggests that an independent advisor who is a specialist in TiO2 to suggest the future price.  But they didn’t want to hear what the advisor said before they made a deal.
· Stein, the most interested committee member, does all the negotiations with Valhi.  Valhi initially proposed $14.50 and the final deal price is $11.75.  There are also liquidity concerns – the only shares that traded on the NYSE were the ones held by the public.  The shares of NL held by Valhi could only be sold privately.  They had to bargain for registration rights in order to gain liquidity.  The closing price for NL was $12.75 so the price was reasonable given the liquidity discount.  Valhi had gone to Salomon before hand who said they would need to accept a 20% discount but they got less than a 10% discount plus the liquidity-enhancing provisions.  The independent committee was not aware of the advice that Salomon gave.
· IN TERMS OF DISCLOSURE BY A CONTROLLING SHAREHOLDER – A controlling shareholder must disclose fully all material facts and circumstances surrounding the transaction, but no duty to disclose information which might be adverse to its interest because the normal standards of arms-length bargaining don’t mandate a disclosure of weaknesses.
C. Controlling Shareholder and a Conflict Transaction
· Conflict Transaction – occurs when a controlling shareholder will receive different treatment than the other shareholders
· Need to establish that there is a controlling shareholder and that the controlling shareholder has a material conflict
· Is a majority of the board interested or lacks independence?
· If yes, the BJR rebutted ( triggers an entire fairness review (not clear who has burden, MK argues that the burden should shift)
· Not enough just to show a controlling shareholder, have to look at majority of board even if have an independent committee
· Was there a cleansing act?  
· Not clear what the effect of the cleansing act is in this context.
· Orman v. Cullman (Del. Ch. 2002) p.105 – Controlling shareholder is treated differently than the minority shareholders.  General Cigar has 2 classes of stock: A is publicly traded and has 1 vote/share, B is owned by the Cullman family and has 10 votes/share (giving them 66% control of the vote).  Swedish Match approached Cullmans about a sale.  Cullmans enter into a deal with Swedish Match in which Cullmans will sell 1/3 of its equity interest to Swedish Match for $15 and the other shareholders would sell their shares for $15/share.  Cullmans would remain in their positions as officers and have a right in the future to sell shares for $15/share.  Cullmans present this deal to the Board of Directors, which creates a special committee – the Special Committee hires independent legal counsel (Wachtell) and an independent financial advisor (Deutsche Bank).  The Special Committee negotiates and reaches a better deal for the shareholders ($15.25/share of Class A).  Special Committee and Board approved the transaction.  Deal still need approval of unaffiliated shareholders of class A stock.  P alleges that Board approval was ineffective and improper because a majority of the D directors weren’t independent and/or disinterested and that Board breached its duty of loyalty by approving a transaction unfair to public shareholders.
· Because the Cullmans didn’t stand on both sides of the transaction (not self-dealing), burden is on the Ps to allege facts sufficient to overcome the business judgment presumption.  Ps can rebut the BJR presumption by alleging facts which establish that a majority of the board was either:
· Interested (directors can neither appear on both sides of a transaction nor expect to derive any personal financial benefit from it in the sense of self-dealing, as opposed to benefit which devolves upon the corporation or all stockholders generally – directorial interest also exists where a corporate decision will have a materially detrimental impact on a director, but not on the corporation and the stockholders
· In the absence of self-dealing, benefit must be material to the director, meaning that the benefit was significant enough in the context of the director’s economic circumstances, as to have made it improbable that the director could perform his fiduciary duties to the shareholders without being influenced by his overriding personal interest.
· Lacked Independence – Independence means that a director’s decision is based on the corporate merits of the subject before the board rather than extraneous considerations or influences.  
· such extraneous considerations or influences may exist when the challenged director is controlled by another
· Here, in order to rebut the presumptions of the BJR, P’s must allege facts that would support a finding of interest or lack of independence for a majority (here 6) of the Board members.  Conceded that 4 are interested because they received benefits from the transaction not shared with the rest of the shareholders.  Found that Bernbach and Solomon at this point can’t be considered independent and disinterested.  Thus, as a matter of law, Board’s action not protected by BJR and the BJR can’t be used as a basis to dismiss Orman’s fiduciary duty claims for failure to state a cognizable claim.
· Israel and Vincent – only alleged problems with them is that they are longtime board members of General Cigar (they are probably friends of the Cullmans).  Court says this is not enough to show a lack of independence.  The fact that the directors were selected by the people who were now being looked into constitutes structural bias.  The court usually ignores structural bias.  Structural bias is typically not enough
· Lufkin – Founder of DLJ, which was one of the underwriters of the company’s IPO.  This wasn’t enough to show a disabling interest
· Barnet – will become a director of the surviving company.  This relates to interest.  But this isn’t enough – there is no case law to support that a director was found to have a financial interest solely because he will be a director of the surviving corporation.
· Bernbach – consultant of the old company and will remain one for the new company.  Part of the deal was that the company had to keep its outstanding contracts.  But this doesn’t show an interest since he isn’t gaining anything from the deal.  It may show a lack of independence because contract may not be renewed if don’t approve deal.  This is immaterial.
· Solomon – chairman of Peter J. Solomon, which stood to reap fees of $3.3 million if the transaction is effectuated.  This shows an interest
DISCLOSURE – DOES SHAREHOLDER/BOARD APPROVAL CONSTITUTE A CLEANSING ACT? ONLY WHEN THERE IS DISCLOSURE!!!!
Breach of Duty of Disclosure – Π must plead facts identifying (1) material, (2) reasonably available (3) information that (4) was omitted from the proxy materials.  In order for misrepresentations to be material, there must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the total mix of information made available to the shareholders.  Without sufficient disclosure, shareholder ratification doesn’t constitute a cleansing act.  Court finds that duty of disclosure doesn’t require articulation of negative inferences or characterizations of misconduct/breach of fiduciary duty.  
· Court finds that there was arguably a failure to disclose assets of building headquarters but says it is impossible to say that the information immaterial.  Thus, no fully informed shareholder vote ratified any possible breaches of fiduciary duties.  Pleadings are insufficient to make a determination with respect to possible cleansing effect resulting from actions of Special Committee.
Waste – THESE CLAIMS RARELY WIN
· Waste of corporate assets is traditionally regarded as a cause of action separate from breach of fiduciary duty.  Actions that constitute waste fall outside the protection of the business judgment rule.  Waste can only be ratified by unanimous shareholder approval.
· Standard for Waste  - extremely high, claims rarely succeed – Directors are guilty of corporate waste only when they authorize an exchange that is so one-sided that no business person of ordinary, sound judgment would conclude that the corporation has received adequate consideration.  If reasonable, informed minds disagree on question on whether waste has adequate consideration, court isn’t going to evaluate (basically get BJR).  Consideration has to be so disproportionate that no reasonable person would agree.  
· Lewis v. Vogelstein (Del. Ch. 1997) p.113 – Involves stock option compensation plan for the directors of Mattel that the Directors offered to themselves.  Plan had 2 forms of grants: (1) A one-time grant of options on 15K shares of common stock at market price on day such option were granted, vested immediately and must be exercised within 10 years; (2) annual options where amount of shares was dependent on how long have been a director, exercise price equaled the market price and would vest over a period of 4 years, remain valid for 10 years but if you leave after one or 2 years, you don’t get the options, future options were contingent on remaining a board member.  The plan was approved by the shareholders at the annual meeting.  Suit claims that the option grant didn’t offer reasonable assurance to the corporation that it would receive adequate value in exchange for such grants and that the grants represent excessively large compensation for the directors in relation to the value of their service.  This is a self-dealing transaction and so it is on D to prove entire fairness.  The issue remains whether shareholder ratification acted as a cleansing act?  
· There are four possible effects of shareholder ratification:
· Shareholder ratification is a complete defense to any charge of breach of duty
· Shareholder ratification shifts standard from one of fairness to one of waste (This is also in Footnote 3 of Marciano)
· Shareholder ratification shifts the burden of proof of unfairness to the P (self-dealing transaction with a controlling shareholder)
· Shareholder ratification has no effect – burden of proof of unfairness remains on the D
· For ratification to be effective, the agent must fully disclose all relevant circumstances with respect to the transaction prior to ratification.  The effect of informed ratification is to validate or affirm the act of the agent as the act of the principal.  In addition to a claim that ratification was defective because of incomplete information or coercion, shareholder ratification is subject to a claim by a member of the class that the ratification is ineffectual (1) because a majority of those affirming the transaction had a conflicting interest with respect to it or (2) because the transaction that it ratified constituted a corporate waste.  Need a unanimous shareholder vote to ratify waste.  Informed, uncoerced, disinterested shareholder ratification of a transaction in which corporate directors have a material conflict of interest has the effect of protecting the transactions from judicial review except on the basis of waste.  
· Waste entails an exchange of corporate assets for consideration so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade (no reasonable person could conclude that the corporation received adequate consideration).  If there is any substantial consideration received by the corporation, and if there is a good faith judgment that in the circumstances the transaction is worthwhile, there should be no finding of waste, even if the fact finder would conclude ex-post that the transaction was unreasonably risky.  Here, no set of facts could be shown that would permit the court to conclude that the grant constituted an exchange to which no reasonable person not acting under compulsion and in good faith could agree.  
· In a self-dealing transaction of compensation shareholder ratification shift the inquiry to one of waste ( equivalent of saying BJR applies and P loses unless waste applies.  Executive compensation plans are treated differently than other self-dealing transactions because there are many executive compensation plans each year and a standard of entire fairness would require a factual inquiry, making it hard to dismiss a case on complaint or summary judgment.  This would lead to a lot of cases leading to discovery.  The court doesn’t want to be in the business of setting CEO and director compensation.  
D. The Corporate Opportunity Doctrine
· Second major branch of the duty of loyalty after self-dealing.  Involves the issue of when the director or senior officer can appropriate a business opportunity on her own account that might arguably belong to the corporation.  Cases tend to focus on when an opportunity should be deemed to be corporate rather than personal – and hence presumptively off limits to the corporation’s top management.  
· Tests for Corporate Opportunity
· Clearest test is the “line of business test” – A business opportunity belongs to the corporation if it is sufficiently closely related to the firm’s existing line of business
· “Fairness” test relies on multiple factors – In addition to the corporation’s line of business court would look into other factors such as how a manager learned of the disputed opportunity, whether he used corporate assets in exploiting the opportunity, and other fact specific indicia of good faith and loyalty to the corporation.  
· Two-step analysis that combines the line of business and fairness tests – permits managers who have appropriated an opportunity within the company’s line of business to exculpate themselves by establishing that, notwithstanding their appropriation, the company would have been unable or unlikely to exploit the opportunity
· “interest” or “expectancy” test – older and narrower common law rule that looks to the corporation’s particular ties with the disputed opportunity rather than to the generic nature of the opportunity – i.e., had the corporation already undertaken to make an investment of the sort that was appropriated.  If yes, it would belong to the corporation.  If not, the officer could do it.
· Broz v. Cellular Information Systems (DE 1996) p.117 - Broz is the President and sole stockholder of RFB Cellular (RFBC) and is a director of CIS.  Both are in the cellular telephone business and are competitors.  Mac is selling license to a certain technology and they hire a consultant to seek potential purchasers.  The consultant approaches Broz, in his capacity as the owner of RFBC, to buy the license.  Mac didn’t consider CIS because CIS didn’t have the financial capacity to buy it.  When Broz learns of the opportunity, he approaches 3 directors of CIS (including the CEO) and all say that CIS is not interested in the license.  PriCellular makes a friendly tender offer for CIS.  PC was also negotiating with Mackinac to buy the technology.   CIS knows that both PC and RFBC are bidding for the technology.  PC reaches agreement with Mackinac on an option to purchase the technology.  Option terminates if another party was willing to exceed PC’s price by at least $500,000.  Broz agrees to pay $500K more and asset purchase agreement is executed between Mac and RFBC.  Nine days later PC closes tender for CIS.  CIS sues for breach of fiduciary duty, claiming that Broz was required to look not just to CIS, but to the articulated business plans of PC, to determine whether PC would be interested in acquiring the technology.  
HOLDING: Applying a fairness test, the court finds no corporate opportunity.  
· A corporate office or director may not take a business opportunity for his own if:
· The corporation is financially able to exploit the opportunity
· The opportunity is within the corporation’s line of business
· The corporation has an interest or expectancy in the opportunity; and
· By taking the opportunity for his own, the corporate fiduciary will thereby be placed in a position adverse to his duties to the corporation.  
· A director or officer may take a corporate opportunity if:
· The opportunity is presented to the director or officer in his individual and not his corporate capacity
· The opportunity is not essential to the corporation
· The corporation holds no interest or expectancy in the opportunity; and
· The director or officer has not wrongfully employed the resources of the corporation in pursuing or exploiting the opportunity
· These factors are guidelines to be considered by a reviewing court in balancing the equities of an individual case.  No one factor is dispositive and all factors must be taken into account insofar as they are applicable.  Here, the facts don’t support the conclusion that Broz misappropriated a corporate opportunity:
· Broz became aware of the opportunity in his individual and not his corporate capacity
· CIS wasn’t financially capable of exploiting the M-2 opportunity
· Not clear that CIS had a cognizable interest or expectancy in the license.  At the time the opportunity was presented, CIS was actively engaged in the process of divesting its cellular license holdings.  Its business plan didn’t involve any new acquisitions.  
· A director or officer must analyze the situation ex ante to determine whether the opportunity is one rightfully belonging to the corporation.  If the director or officer believes, based on one of the factors articulated above, that the corporation is not entitled to the opportunity, then he may take it for himself.  Broz was under no duty to consider the interests of PC when he chose to purchase M-2.  A director’s right to appropriate an opportunity depends on the circumstances existing at the time it presented itself to him without regard to subsequent events.  Broz purchased M-2 before PC acquired CIS.  Broz only owes a duty to CIS and the CIS shareholders.  He is not a director of PriCellular.  The fact that PriCellular is interested in buying M-2 doesn’t mean anything for CIS (it is still not interested).  But Broz may owe duties to PriCellular in so far as it is a shareholder of CIS.  But when PriCellular has an interest in M-2 it is not acting as a shareholder of CIS.  Thus, this makes it seem that Broz didn’t do anything wrong.  The fact that Broz bought M-2 has nothing to do with PriCellular’s interest as a shareholder of CIS.
Shareholder Suits
· Two types of shareholder suits:

· Direct suit (shareholder class action) – Suits brought against officer and directors (or the corporation) on behalf of the shareholders.  Often allege violations of the disclosure requirements of the securities acts.  Underlying notion is that the shareholders are directly injured and thus money damages should be awarded directly to the shareholders. 

· Derivative suit – Actions against officers and directors (or third parties) brought on behalf of the corporation.  Often allege breaches of fiduciary duty that occur during the normal operation of the corporation.  Underlying notion is that the corporation is injured and thus money damages should be awarded to the corporation.

· Elements of the Derivative Suit
· Standing – Who is entitled to bring a derivative suit?  A member of the plaintiff’s bar is usually the real party of interest.  Where a meritorious action exists, an enterprising plaintiff’s lawyer can find a shareholder with standing to bring it.

· Set of rules allocating the costs and benefits of suit – what the shareholder-plaintiff (or his lawyer) and the corporation stands to gain or lose when suit is brought.

· Procedural screens or filters that can block many otherwise viable derivative suits – shift discretion over whether to pursue derivative litigation out of the hands of the plaintiff-shareholders and into those of either courts, the boards of directors, or both

· Demand requirement – originates in the traditional procedural rule that a complaint in a derivative action must allege with particularity the efforts, if any, made by the plaintiff to obtain the action he desires from the directors or comparable authority of the corporation and his reasons for his failure to obtain the action or for not making the effort

· Special litigation committee – corporation right to organize a special litigation committee of disinterested directors to evaluate derivative actions and dismiss them at its discretion.
· The Demand Requirement – Shareholder must show either that demand on the board was excused or that demand was wrongfully denied.  Demand is not an issue in direct suits.

· Do you make demand or not make demand?  In Delaware, you never make demand.

· Make demand:  If sue, can go to court and argue that demand was wrongfully denied.  Argue that even though the Board doesn’t want to sue, you should still be allowed to sue.  If you make demand, you lose the ability to make the argument that the board was conflicted and thereby lose the ability to argue that demand should be excused/is futile.
· Don’t make demand: Can bring a lawsuit without making demand.  The corporation will argue that you should have made demand.  This motion is made on the pleadings.  The court will apply the demand futility test.
· Aronson v. Lewis (1984) p.129. 
HOLDING  In determining demand futility, the Court of Chancery must decide whether a reasonable doubt is created that: (1) the directors are disinterested and independent OR (Subsequent cases established that it was sufficient to satisfy one of the two prongs.)  (2) the challenged transaction was otherwise the product of a valid exercise of business judgment.    
· If the court finds that demand isn’t excused, it will dismiss the case. 
·  If court finds that demand is excused because it would have been futile, the case can proceed.  

· Harbor Finance Partners v. Huizenga (Del. Ch. 1999) p.130 – Suit brought by Republic SH challenging acquisition by Republic of AutoNation contending that the acquisition was a self-interested transaction effected for the benefit of Republic directors who owned a substantial block of AutoNation shares and that the terms of the transaction were unfair to Republic and its public shareholders.

HOLDING: In order to determine whether demand is excused because of futility, have to apply the Aronson test - Have to show a reasonable doubt that: the majority of the directors are disinterested and independent OR that the challenged transaction was otherwise the product of a valid exercise of business judgment.  

· This is decided on the pleadings.  You have to plead particular facts, which is different from the normal burden in pleading (it is a higher burden).  You have to make specific allegations in the complaint.  The allegations only have to create a reasonable doubt.  

· Here, the plaintiffs pled facts create a reasonable doubt about Hudson’s ability to consider a demand impartially and the Ds admit 3 other directors can’t impartially evaluate the demand and thus demand is excused.  

· Huzienga is the Chairman/CEO of Republic, owns 15% of the stock of Republic.  He isn’t independent because before the merger he was AutoNation’s largest shareholder.  Huzienga is interested because he stands on both sides of the transaction

· Johnson – Director of Republic and a AutoNation Shareholder.  He is interested because on both sides of the transaction.

· Melk – Director of Republic and AutoNation shareholder.  Got 6.6 million shares as a result of the merger

· Hudson – Director of Republic and shareholder of Autonation.  Got $825,000 worth of Republic shares as a result of the merger.  This equates to owning less than 1% of AutoNation.  But Hudson owns 10% of Republic.  Hudson stands on both sides of the transaction but he would want Republic to underpay (since he owns much more Republic than AutoNation).  Hudson is problematic because he is Huzienga’s brother-in-law and has had a 30 year business relationship with Huzienga.  Hudson’s ties are such that it is unreasonable to believe that Hudson could objectively consider the approval of such a suit against Huizenga.  Thus, Hudson lacks independence and is interested (because he is on both sides of the transaction).

· Burdick – Has equity interest in law firm that performed legal services for Republic.  This relates to lack of independence.  He is a little like Bernbach in Orman (who was found to lack independence).  Thus, there is reasonable doubt that Burdick lacked independence

Special Litigation Committee: If court finds that demand is excused and lets suit proceed, the Board will sometimes appoint a Special Litigation Committee to investigate the lawsuit.  The SLC may make another motion to the court to dismiss the case.  The court will then apply the Zapata test.  This is a decision on whether to follow the Special Litigation Committee’s findings, at a later point in the litigation.

· Zapata Corp. v. Madonado (DE 1981) p.125 – M instituted derivative suit against officers/directors of Z, alleging breaches of fiduciary duty.  M didn’t make demand, stating that demand was futile because all directors were named as Ds and allegedly participated in acts specified.  Four of the D-directors left board and the remaining directors appointed two new outside directors to the board.  Board created a Special Litigation Committee composed of the two new directors.  The committee concluded that each action should be dismissed.  When, if at all, should an authorized board committee be permitted to cause litigation, properly initiated by a derivative stockholder in his own right, to be dismissed?

· HOLDING: The business judgment rationale is not proper to use once litigation has been allowed to go forward.  Delaware refuses to apply the BJR because the SLC would be passing judgment on fellow board members.  There would be reason to worry even though the committee members are disinterested and independent because they were hired by the rest of the Board and are passing judgment on the rest of the board.  This is structural bias.  There are certain times where the court will take account of structural bias.  Even though the Board members are “independent”, they are not truly independent when it comes to passing judgment on the rest of the Board.  Thus, the power to dismiss a derivative action, where a demand has not been initially made, should rest in the independent discretion of the Court of Chancery.  This is a middle course between yielding to the independent business judgment of the SLC and the unbridled plaintiff shareholder control.  

· The court should apply a two-step for the Chancery Court test to the motion:
1. The Court should inquire into the independence and good faith of the committee and the bases supporting its conclusion.  The corporation should have the burden of proving independence, good faith, and a reasonable investigation rather than a presumption.  If the court determines either that the committee is not independent or has not shown reasonable bases for its conclusion, or, if the court isn’t satisfied for other reasons relating to the process, the court shall deny the corporation’s motion.  If the court is satisfied that the committee was independent, informed, and in good faith, go to second step.
2. The court should determine, applying its own independent business judgment, whether the motion to dismiss should be granted.  The court should, when appropriate, give special consideration to matters of law and public policy in addition to the corporation’s best interests. Not much guidance given—lists factors from Maldanado: ethical, commercial, promotional, public relations, employee relations, fiscal as well as legal.  Some courts say you should only allow a suit to go on when benefits > costs: Joy v. North (2d Cir. 1982) : 

· If damages discounted by the probability of finding of liability are less than the cost to the corporation in continuing the case, should dismiss.

· Costs = only direct costs

· Attorney fees + out of pocket expenses related to litigation

· Time spend by corporate personnel

· Indemnification

· Insurance not a valid factor to consider in costs b/c premiums already paid

· 2 excepts to direct costs

· impact of distraction of key personnel

· potential lost profits – where corporation deals with the general public and level of business is dependent upon public identification and acceptance of the corporate product or service

The Voting System
I. Corporate Voting and the Collective Action Problem

· Two Principle Mechanisms that keep the Managers of a Corporation in Check

· Fiduciary duties

· Voting – heaving regulated by federal law – When shareholders are asked to vote, they will ordinarily vote in the manner that the board of directors recommends them to vote unless some sort of more organized opposition occurs.  This organized opposition can take several forms:

· Proxy Contest – Formal, organized, and costly; a formal group actively campaigns against management

· Shareholder Proposal – Low cost, low intensity way for shareholders to include a resolution in the company’s own proxy statement

· Voting Basics

· When shareholders vote – SH vote either annually or at special meetings of SH

· Special meetings may be convened by the board or by written SH consent which they are entitled to under DE law but which may be taken away in the charter

· What shareholders vote on

· Election of directors annually: don’t defeat election of director by saying no, must vote for another

· Issues that require shareholder approval under DE law – mergers, amendments to certificate or bylaws

· Cleansing transactions/issues that don’t require SH approval but board of directors seeks it for cleansing effect

· Resolutions such as the one under §14(a)(8) – low form of SH activism

· Issues where rules of Stock Exchange require SH vote

· Necessary Quorum

· General rule is that each share carries one vote unless charter specifies otherwise

· Most issues only require majority of votes actually cast with two notable exceptions:

· Plurality required for election of board

· Majority of outstanding required for merger

· Easterbook & Fischel, Voting in Corporate Law
· Structural rules and fiduciary principle cover the outlines of the relations among corporate actors and voting rights fills in the details.

· Right to vote is the right to make all decisions not otherwise provided for by the contract – either express or by legal rule.

· One problem with SH ratification though is that Collective Action Problems suggest that such ratification might be given as a matter of course.

· Collective Action Problem
· If a corporation is owned by a single SH ( non-existent costs of collective action

· SH appoints and dismisses directors at his pleasure (voting system a formality)

· Discretion enjoyed by corporate managers depends entirely on how closely SH decides to monitor their performance

· If corporation is owned by 100K SH each with $100 investment ( preclusive effects of collective action

· Rational SH never going to challenge board decisions or inform themselves about company’s performance beyond following price of stock because
· Not cost effective for them to do so

· Voting a formality ( B will always get re-elected (because no one is going to oppose them)

· Board will be dominated by inside directors who control board’s agenda and information

· Solutions to the collective action problem

· §14(a) and proxy rules – encourage more informed SH electorates

· collective action problem insurmountable – market controls will constrain discretion of corporate managers

· Products market

· Managerial services market (including compensation incentives)

· Need to enter the capital markets for funds

· Market for corporate control

· The collective action problem has declined for 2 reasons

· The collective action problem is a function of the number of shares you have.  Nowadays have more larger shareholders.

· If you own shares of many companies, the money you spend to determine whether one proposal is good or not will help you figure out if a proposal for another company is good or not.

· Even though the collective action has declined, there are other issues.  Institutional investors may have their own reasons for favoring/disfavoring a proposal that differs from the way other shareholders feel.  There is an extra layer of agency costs.  There is a reduced collective action problem but an enhanced agency problem.

Federal Regulation: The Proxy Rules
· SEC Proxy Rules – Regulation 14A consists of at least 4 major elements
· Disclosure requirements and a mandatory vetting scheme that permits SEC to protect SHs against misleading communications

· Substantive regulation of the process of soliciting proxies (votes) from SHs

· Generalized anti-fraud provision (Rule 14a-9) that allows SHs a private right of action for misleading proxy materials

· Specialized town meeting provision (Rule 14a-8) that permits SHs to force a SH vote at corporate expense on certain kinds of SH resolutions

· Federal Securities Laws
· Most important statute among the federal securities laws is the Securities Exchange Act of 1934.  The exchange act contains a number of provisions regulating activities by companies other than the issuance of securities.  Most of the provision apply only to publicly-held companies.  The statutory provisions of the Exchange Act are supplemented by very important regulations passed by the SEC.

· Regulates the flow of information between companies and investors (and, to a lesser extent, among investors) – requires public companies to file reports about its business activities at periodic intervals

· Imposes additional disclosure requirements in certain special circumstances and contains a general anti-fraud provision prohibiting “false or misleading” statements in connection with the purchase or sale of securities (Rule 10b-5)

· Rules Governing Disclosure and Solicitation of Proxies p. 259 in STATUTE BOOK
· Here, dealing with federal law and federal courts ( DE doesn’t apply.  Note that federal courts are more likely than DE courts to just follow what the statute says.

QUESTION: DECIDING WHEN YOU HAVE TO FILE A PROXY STATEMENT

STEP 1 – DETERMINE WHETHER A SOLICITATION HAS BEEN MADE.  
14a-1(1): Solicitation Defined.  The term “solicit” includes:
(i) Any request for a proxy whether or not accompanied by or included in a proxy form
(ii) Any request to execute or not execute, or to revoke a proxy

(iii) Providing a proxy form or making any other type of communication to shareholders under circumstances that are reasonably calculated to lead to the procurement, withholding or revocation of a proxy.  so if you don’t want to be soliciting, don’t ask for affirmative vote, no vote, or negative vote

“Solicitation” DOES NOT include: Not solicitation until the point where you start to talk about voting.
(i) Providing a shareholder with a proxy form when the shareholder himself asks for it without having been solicited by anyone to do so.
(ii) Any act done under 14a-7.
(iii) Ministerial acts done by any person on behalf of the individual soliciting a proxy
(iv) A communication by a shareholder who does not otherwise engage in a proxy solicitation stating how he intends to vote and why so long as the communication :
a. Is made via a speech in a public forum or in a newspaper or magazine which is disseminated on a regular basis; or
b. Is directed to persons to whom the shareholder owes a fiduciary duty in connection with the voting of a person’s securities which are held by this shareholder
c. Is made in response to an unsolicited request for more information with respect to a prior communication by the security holder
STEP 2: DETERMINE IF a “PROXY” IS BEING SOLICITED
14a-1(f): Proxy Defined.  The term “proxy” includes every proxy, consent or authorization within the meaning of section 14(a) of the Securities and Exchange Act.  The consent or authorization may take the form of failure to object or to dissent.  
      STEP 3: EVEN if you ARE SOLICITING, DETERMINE IF YOU FALL UNDER ONE OF the EXCEPTIONS
· If there is a solicitation, need to file a proxy statement w/ the SEC and mail a proxy statement to the shareholders, unless:

14a-2(a)(6): The solicitation is done through a newspaper advertisement and tells the shareholders where the can get a proxy statement and proxy form from, provided that the as does not more than (1) name the registrant (2) State the reason for the ad, and (3) identify the proposal to be acted upon by shareholders
14a-2(b)(1): A 3rd party is requesting that the shareholders vote a certain way but does not actually solicit the proxy.  UNLESS that the 3rd party is one of the people listed in (i) – (x) on page 261-262 in the STATUTE.  --------------------------HOWEVER ------------ the 3rd party still has to file SOMETHING under 14a-6(g) 
if: (1) They own $5million+ of the shares and  (2) sent a communication in writing or used a script/speech.
14a-2(b)(2): Anyone (EXCEPT FOR THE ISSUER OF THE STOCK – the REGISTRANT) can solicit 10 or less people’s proxies without filing a proxy statement
14a-2(b)(3): Concerns advice given by an investment advisor to his client.  See the rule

14a-12: You can delay filing a proxy statement if in each soliciting communication you make you give a brief description of what the issue you’re collecting the proxy votes for is.  
STEP 4: IF YOU DON’T FALL UNDER ONE OF THE EXCEPTIONS YOU NEED TO FILE A PROXY STATEMENT.  HERE’S HOW YOU DO IT:

FILE WITH THE SEC
14a-6(a): 
· You need to file a proxy statement and form with the SEC 10 days before copies are mailed to the shareholders.  A Registrant does not need to do the 10 day thing if the solicitation relates to an annual meeting for the (1) election of directors (2) election of accountants (3) etc. SEE THE RULE.  However a Registrant does need to file 10 days prior if its proxy comments on the opposition’s proxy.
· Note 1: What to do if you make revisions to the proxy statement

       14a-6(b): The actual definitive materials (i.e. the glossy brochure) must be sent to the SEC
GET ADDRESSES OF SHAREHOLDERS

14a-7(a): Ask the REGISTRANT who can either provide you with a list of names and addresses of the shareholders or decide to mail it for you.  Under 14a-7(e), the solicitor must reimburse the Registrant if the registrant chooses to mail out the stuff for you.  
DGCL § 220(a) and (b): If you are dealing with a DE corporation, it’s best to simply ask for a list of shareholders under this section.  That way, the registrant won’t get to see your proxy statement before it’s mailed out.
STEP 5: THINGS YOU CANNOT DO WHEN YOU FILE A PROXY STATEMENT

14a-9: You can’t send a proxy statement which at the time and in the light of surrounding circumstances is false or misleading with respect to any material fact or which leaves something material out.  The fact that the SEC has reviewed the statement is not a good argument.  Misleading things include (a) predictions on what the market will do (b) material which says bad things about someone and there are no factual bases (c) make your proxy statement look like the oppositions and not clearly label it (d) claims made regarding the results of a solicitation.   Provides a private right of action for misleading proxy materials.

II. The PSI-IPALCO Proxy Contest (I)

· Background to Proxy Contest

· PSI made an agreement to merge with CG&E.  Under the proposed agreement, PSI shareholders would get 0.909 shares of the new company for each share of PSI.  The value of these shares is $24.55/share.  This dollar figure won’t remain stable but instead will depend on the value of CG&E stock.

· IPALCO wants to buy PSI itself.  It made a tender offer.  If offers $26.50/share in cash and stock (within a limit).

· IPALCO is soliciting directors.  It is doing this because PSI’s management doesn’t want the IPALCO offer, it prefers the CG&E merger.  PSI can make things difficult for IPALCO.  It has done so by enacting a “poison pill” which bars the tender offer.  IPALCO needs the poison pill removed in order to continue with the tender offer and only the board can remove the poison pill.

· As of April 22, 1993, the annual shareholder meeting isn’t scheduled.  PSI has until June 30 to schedule the meeting.  It is suspicious that the meeting has been delayed. PSI might be attempting to get a head start on IPALCO.

· Obstacles to an IPALCO tender offer

· Poison pill – only hope for IPALCO is that the court revokes it or the board redeems it – even if IPALCO can get the 5 board members, this isn’t enough to redeem the pill but it might send a message to the other board members.

· Regulatory approval – the regulatory approval is key because they must choose one deal, and once they do the other deal will likely go away – if the deal chosen doesn’t get approval, then left with stock price at $18

· $60M termination fee

· Lock-up stock option agreement – gives CG&E the option to purchase up to 10M shares at $18.65/share (approx. equal to $80M) – this along with the termination fee lowers the amount another company can pay for PSI by about $2/share

· IPALCO’s nominees for director were all former IPALCO directors and all resigned on the same day, probably in anticipation of becoming PSI directors.

· Under what circumstances would you be inclined to vote for the IPALCO directors?  You won’t be driven by the qualifications of the directors but by which deal you want to succeed.  You will only be stuck with the IPALCO directors if neither deal goes through.

· Reasons why IPALCO thinks its deal is better:

· IPALCO offer is better than the CG&E deal by almost $2 and gives shareholders the option of getting cash or stock.  The IPALCO deal also has a collar.  If the price of IPALCO stock is between $35.875 and $41.625, IPALCO guarantees that the value of the PSI shares will be $26.50 by adjusting the number of shares that each PSI shareholder receives.  Thus, while the value of the CG&E merger fluctuates every day, the value of the IPALCO merger is much more stable (as long as stock trades within range, value stays the same).

· IPALCO deal only requires approval from the SEC and the Indiana Utility Regulatory Commission.  The CG&E deal needs these plus FERC, Kentucky, and Ohio.

· However, IURC is probably going to be the hardest approval to get.  PSI says it will be especially hard for IPALCO because the price will have to go up as a result of an acquisition adjustment of $900 million (this represent the premium that IPALCO is paying for PSI).  PSI says will have to hike up rates to pay for the merger.

· IPALCO responds that their deal is going to reduce costs by $1.6 billion.  The acquisition adjustment is a mechanism of sharing the cost savings – some go to customers and some of the savings go to the shareholders.  IPALCO says that prices won’t go up, but will go down.

III. Rule 14a-9 - FRAUD
· Rule 14a-9 – anti-fraud provision applicable to proxy solicitations – prohibits “false or misleading” statements of “material fact” in proxy solicitations

Blue Chip Stamps – need to have actually bought or sold to have a right of action; can’t have taken no action

Virginia Bankshares v. Sandberg (U.S. Sup. Ct. 1991) p. 144 - VBI is a wholly owned subsidiary of FABI; VBI owns 85% with the other 15% owned by minority shareholders.  FABI wants to own 100% of Bank – it wants to get the remaining 15% - will do this by merging Bank with VBI in which the remaining 15% of Bank shareholders will be cashed out. FABI hires an investment bank to value the shares (the Bank should have hired an independent committee to avoid a breach of loyalty). Under VA law, VBI didn’t need to send out a proxy, but directors did anyway (wanted to avoid bad PR and to get a cleansing act).  Proxy said that the plan had been approved by the Board of Bank because it provides an opportunity for SHs to achieve a high value for their shares.  Sandberg didn’t return proxy, brought suit under Rule 14a-9, claiming that this statement is a fact that is materially misleading and that each shareholder had suffered $18/share of damages.  

COURT’s ANALYSIS: NO CAUSE OF ACTION for SH. (1) First question is whether this statement is material.  VBI argues that the statement isn’t material because the statement is a conclusory opinion and is not factual.

· A fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.  In light of this standard, the statement is material because when a shareholder reads a statement from the Board it places high value on it.  Shareholders view what directors say as important.  Thus, the materiality requirement is satisfied.

(2)  The second question is whether this statement is a statement of fact.  

· The Court says that these are statements of opinion and are just like statements of fact.  These statements are stating the honest beliefs of the Board.  A statement of opinion is false if it: (1) misrepresents what the opinion actually is (directors don’t actually hold the opinion stated) and (2) is false with respect to subject matter (the opinion that is stated isn’t true).  In this case, would have to show that board didn’t think that $42 was a high value and $42 wasn’t in fact a high value.

(3)  The third question deals with causation/reliance – plaintiff has to show that the false statement caused him harm.  Since you cannot show direct harm here (because you’d have to show that a large # of people relied on the false statement), to show causation all you need to show is that “no reasonable person would have voted for it “but for” the false statement.  How do you go about proving “but for?”  You have to show an “essential link” – The proxy solicitation (not the statement) must be an essential link in the accomplishment of the transaction.  The court says that here, since FABI didn’t need the minority shareholders for the merger to go through there is no essential link and hence no causation.  (The court says that even though FABI solicited the proxies for PR and Cleansing Act purposes, there is no Federal cause of action.  It relies on the fact that Sandberg can go to state court and sue under a self-dealing/breach of loyalty theory).  So, it seems that in order to establish causation either use voting causation (essential link) OR loss of state law remedy.
IV. State Law Regulation of the Voting System
A. Inequitable Conduct
Schnell v. Chris-Craft Industries, Inc. (DE 1971) p. 163 – Board changed the by-laws of the corporation to move the date of the annual meeting from January to December after they learned that someone planned a proxy contest at their October meeting.  Apparently, the company had resisted the production of a list of shareholders to the dissidents, hired 2 proxy experts for itself and turned a deaf ear to countless demands by P’s concerning a change in management.  As a result, Board did this so that other side wouldn’t have sufficient time to plan.

HOLDING: THE CONDUCT IS INEQUITABLE. Although boards have the power to set the date of the annual meeting, the DE Supreme Court says that the board’s actions were invalid because their actions were inequitable.  Inequitable action doesn’t become permissible simply because it is legally possible.

· There is a general notion after this that things that are inequitable will be invalid without much of an idea of what inequitable means.  In DE, actions will be found inequitable if there is a notion that the actions aren’t fair.  Much discretion is left to the court.

Blasius Industries v. Atlas Corp. (Del. Ch. 1988) P.164 - Blasius is the largest shareholder of Atlas.  Blasius wants Atlas to engage in a restructuring but Atlas rejects this.  Blasius wants to amend the bylaws and get shareholder approval to allow the maximum number of directors to sit on the board (charter allows up to 15 but bylaws only allows 7) and then fill the 8 new seats and have a majority of the board.  When Atlas finds this out, the board immediately amends the bylaws to add two more members to the board (for a total of 9) to prevent Blasius from achieving a majority.  

HOLDING: THE CONDUCT IS NOT INEQUITABLE.  Atlas thought that Blasius’ reconstruction proposal was not in the best interests of the company.  The court finds that their motivation was not to entrench themselves.  The board acted in good faith to protect the company.  The board believed that the shareholders who agreed with Blasius were misled or not doing the right thing and the board had to protect the shareholders from themselves (this is very paternalistic).  The Burden is on the Board to show a compelling justification for its action.
· The court holds that acting in good faith is not enough.  The legitimacy of the Board derives from the shareholders that elected them.  The board cannot interfere with the very mechanism that gives the Board legitimacy.  If the Board interferes with elections, then elections can’t be the way the Board claims legitimacy.  If shareholders want to make mistakes, it is their business and the board has no power to stop them.

· BJR doesn’t apply because this isn’t a business decision, this is a decision about the balance of power between SHs and Directors.  Because the board derives its legitimacy from the election process, it can’t use it’s authority to interfere with that process.  

B. Circular Voting Structures
· Speiser v. Baker (Del. Ch. 1987) p. 167 – DIAGRAM ON PAGE 171: § 160(c) prohibits the (1) voting of stock by the issuer that belongs to the issuer and (2) voting of an issuer’s stock which is owned by another corporation if the issuer holds, directly or indirectly a majority of the votes in that corporation. Two companies, Health Chem and Health Med.  Baker owns 8% of Chem; Speiser owns 11% of Chem; Health Med owns 41% of Chem; the public owns 40% of Chem.  Chem fully owns Medallion which owns 95% of the equity in Health Med in the form of preferred stock which is convertible to common stock but has little voting power. Baker and Speiser own all the common stock (and hence have all the votes) of Health Med which represents the other 5% of the equity that Chem does not own. If the PS shares are converted, Chem will end up with 95% of the common stock and hence 95% of the voting shares and would be in violation of § 160(c)(2) so it obviously did not want to convert its shares.   Through this structure, Speiser and Baker together own 33% of the equity of Chem, yet are able to control Chem and “entrench” themselves because they can vote their own 8% and 11% plus Med Health’s 42%.  Entitlements in Med. 

· Q. SIDE NOTE!!!!!!! How did the Court decide the Speiser and Baker only owned 33% of the equity in Chem?  Assume that Chem has 100 million shares outstanding.  Dissolve Health Med and see what happens: Health Med’s 42% of shares would be split up amongst Health Med’s equity shareholders: 2.5% (~ 1 million) would each go to Speiser and Baker, and 95% (~40 million) to Chem.  But CHEM’s share would become Treasury stocks.  So only 60 million would be left outstanding.  Now, Speiser and Baker own 20% of 60 million which is ~ 30 million shares.  
HOLDING: though this structure doesn’t technically violate the language of 160(c) since Chem doesn’t technically have a majority of Health Med’s votes, it violates its spirit. Court interprets “belonging to the corporation” under 160(c)(1) in light of the intent of the statute – it wants to prevent arrangements like this one where votes of the public are put in danger.
· §160(c) prohibits voting of stock that belongs to the issues and prohibits the voting of the issuer’s stock when owned by another corporation if the issuer holds, directly or indirectly, a majority of the shares entitled to vote at an election of the directors of that second corporation.  §160(c) specifies two kinds of shares that that don’t have the right to vote (Chem is the §160(c) corporation):

· The purpose of resolving the case this way is to give DE discretion to say that when it thinks a corporation is doing something sketchy it is going to stretch the statutory language to cover it.  Finding that they own a majority of the voting stock doesn’t help because it doesn’t cover the possibility that the stock wasn’t convertible, they still own 95% of the equity.  

· The evil that §160(c) addresses is the lack of consent.  Public SH don’t have to be able to vote because the certificate could deprive them of that right – but the problem here is that the public SH didn’t consent to losing their right to vote.  

C. Vote Buying
· Schreiber v. Carney (Del. Ch. 1982) p172 - Jet Capital owns all of the Series C stock of Texas International.  A majority of ALL shares were required to approve a merger.  Since Series C was the largest class, Jet has virtual veto power.  Jet Capital also owns warrants to acquire shares.  Texas International wants to merge with Texas Air.  From a general shareholder perspective Jet Capital thinks this is a good idea.  However, as a result of the merge, a tax liability would be imposed on Jet Capital as a result of the warrants.
· There are three ways JC could cure this tax liability
· Jet Capital could exercise its warrants prematurely.  However, Jet Capital doesn’t have the assets to do so.  Furthermore, early exercise isn’t so good (since if the stock goes up you win, and if the stock goes down you win, you want to wait to exercise warrants)
· Jet Capital could exchange Texas International warrants for Texas Air warrants – this creates tax liability
· Jet Capital could vote against merger
· So TI forms a special independent committee, and hires an independent counsel and independent investment bank, and conducts an arm’s length negotiation with Jet and figures out a proposal to lend money to Jet so it can exercise the warrants prematurely and therefore be able to vote for the merger.
· This loan will have no impact on the cash flow of TI.  When the loan is made, $3 million in loans flows from Texas to Jet and $3 million in exercising the warrants flows from Jet to Texas.  In the interim period until the expiration of the warrants and the loan comes due, interest flows from Jet to Texas and dividends flow from Texas to Jet.  The interest rate is the same as the expected dividend rate.  At expiration, Jet repays the loan to Texas ($3 million) which is what Texas would have gotten had the warrants been exercised at the expiration date.
· Jet Capital finds this arrangement agreeable.  Procedurally, Texas International, with respect to voting on the merger, requires approval of a majority of disinterested shareholders for the merger, in addition to approval of a majority of the shareholders.  The shareholders aren’t directly asked to ratify the loan transaction but they are given information on the loan and the loan won’t happen unless the merger happens, which needs approval from a majority of disinterested shareholders.  This is seen as de facto approval of the loan.
HOLDING: Court finds that the loan DID NOT constitute vote-buying as the term has been defined by the courts.  Vote-buying is a voting agreement supported by consideration personal to the stockholder, whereby the stockholder divorces his discretionary voting power and votes as directed by the offeror.  
· In vote buying prior cases aren’t clear as what the applicable legal standard is.  There are 2 different kinds of tests in prior cases:
· Cases in which the object or purpose of the vote buying is to defraud or disenfranchise the other SH – here, vote buying is illegal per se
· Cases in which the individual SHs wants the input of the larger SH – 
HOWEVER, the court says that in this case it is essential that the agreement in question was entered into to further the interests of Texas Int’l’s other shareholders.  Furthermore, the shareholders overwhelmingly approved the proposal after receiving a detailed proxy on the matter.  Thus, the underlying rationales for the per se arguments are gone.  Here, vote buying is subject to entire fairness (which this would be subject to anyway since have a self-dealing transaction since JC stands on both sides of the transaction).  This is satisfied here by approval of fully informed minority SHs (the cleansing act).  The effect of the cleansing act is that the standard becomes something akin to the business judgment rule.


Also, just as people can transfer their voting rights to others and each transfer must be assessed in light of the surrounding circumstances (and hence the public policy reasons of allowing shareholders to rely on one another are gone) so too must vote-buying be analyzed in view of the surrounding facts and not as a per se rule.  
V. Shareholder Proposals and Rule 14a-8
 14a-8: SH may force certain proposals to be included in the company’s proxy materials.  

· From the perspective of a shareholder, this has the advantage of low costs – a SH can advance a proposal for SH vote without having to file any materials with the SEC and without having to mail materials to individual shareholders.  

· Eligibility Requirements and Procedures under 14a-8: 
· SH must own $2000 worth of stock or 1% of the company’s securities entitled to vote on the proposal for at least one year prior to submitting a proposal.  You must hold on to the securities through the date of the meeting.  
· Proposal must be submitted sufficiently in advance of the annual meeting

· Each SH may submit only 1 proposal per annual meeting
· Everything the SH includes in the proposal may not exceed 500 words (the corporation can use as much space as it wants to argue against the proposal)

· The corporation can exclude your proposal if any of the above are not met and notifies you of that.  
· Corporation can exclude your proposal based on the Substance of proposal (Rule 14a-8(i)(1)-(12))

· Improper under state law (not proper action for SHs to take)

· If the proposal is implemented would cause the corporation to be in Violation of a state, federal, or foreign law

· If the proposal is implemented would cause the corporation to be in Violation of the commission’s proxy rules (including 14a-9)

· The proposal gives the SH suggesting it a special benefit which the other shareholders won’t get or if it’s a personal grievance against the corporation.
· Irrelevance – if relates to small amount of assets, earnings, and not significantly related to company’s business

· Company’s inability or lack of power to implement the proposal

· Relates to company’s ordinary business operations and management function

· Relates to election for membership on the company’s board of directors

· Direct conflict with one of the company’s own proposals to be submitted to SHs at the same meeting

· Company has already substantially implemented the proposal

· Proposal substantially duplicates another proposal that will be included in the company’s proxy materials for the same meeting

· Proposal duplicates a prior submission

· There are procedures that the company must follow if it intends to exclude a SH proposal – company must send a letter 80 days before it files its definitive proxy statement and form of proxy, giving an explanation of why the company believes it may exclude the proposal.  The shareholders can also send a letter to the SEC saying why the company is wrong.  The SEC will respond saying whether the company may omit the proposal or not.  The SEC’s approval of omitting the proposal is called a “no-action letter” since it takes the form of a letter stating that the Division of Corporate Finance won’t recommend the taking of any disciplinary action against the company if the proposal is omitted.  The company or shareholder can challenge the SEC decision in court, although usually don’t.

Waste Management Shareholder Proposal
· Proposal is about a bylaw amendment that the Board should consist of a majority of independent directors – Waste Management is incorporated in DE and in DE shareholders can vote on a bylaw amendment.

· WM lists 6 provisions that the proposal violates - 14a-8(i)(1), (2), (6), (8), (3)

· Inconsistency with state law and the company’s bylaws

· Disenfranchises shareholders – Violates the one share-one vote concept under §212 but diluting voting power of shareholders.  It violates the plurality rule that directors are elected on a plurality basis in §216.  Could result in an independent director getting elected even though got less votes than an inside director – However, can’t argue that a bylaw amendment violates §216 because §216 says you can modify it – WM fails to mention this.  Company mentions §212 because this you can only amend in the charter.  

· Removal of directors – What if a disinterested director changes status and becomes interested?  What do you do now? WM argues that the proposal conflicts with the requirement that directors can only be removed for cause.   The shareholders say this isn’t a problem because can get rid of the director.  But standard removal under WM is for cause because it has a staggered board and under §141(k) unless otherwise provided can only remove for clause and it is in the charter.  The bylaws don’t permit a director to removed because he ceases to be independent.  Can’t force director to resign because not a reason for cause and not in the bylaws.  Can have a provision that if there is a change in status of a director, the company can add another director if there is room.  But at some point you won’t be able to add directors.  The situation of not having a majority of independent shareholders will be rectified at the next election.  Thus, if an independent director ceases to be independent, you may have to wait till the next election to have a majority of independent directors.  Carpenter responds that the proposal is not the actual language of the by-law we want adopted.   The proposal just describes what shareholders want to achieve (preparatory proposal).  It is up to the company to legally set this up.  It is up to the Board to adopt the by-law.  Carpenter is not exercising its power as shareholders to elect a by-law but instead recommending, or stating, that they want the Board to adopt this type of by-law (The Board can ignore this suggestion but there could be ramifications at the next annual meeting).  Carpenter can’t propose the actual language it wants because it only has 500 words.  The SEC doesn’t think this little problem kills the whole idea.  So as long as the proposal is revised to make clear that it is just a preparatory resolution, it is acceptable.

· Not a proper subject for a proposal

· Election to office – WM says the proposal may be omitted pursuant to Rule 14a-8(i)(8) because the proposal relates to an election of office.  

· SEC says this doesn’t relate to the specific election to office.  Section (i)(8) applies to specific elections of specific directors, not to any issue that affect board elections prospectively and generally.

· False and misleading statements – WM says that the proposal is misleading because it implies that the NYSE’s definition of “independent director” is the same definition that is being put forth in the proposal.

· Proposed New Rule on Shareholder Nominations of Directors 

· Proposed new rules would require companies to include in their proxy materials security holder nominees for election as direct - would permit shareholders to make nominations to the Board under certain circumstances – THIS HASN’T BEEN PASSED

· Need two elements for shareholders to be permitted to make nominations

· First, need a triggering event.  Must either have election where director gets more than 35% of votes withheld or must pass a proposal to subject Board to shareholders by 2/3 majority.  Either of these triggering events are good for 2 years.

· Have at least 1% of outstanding shares entitled to vote

VI. The PSI-IPALCO Contest (II)

· PSI’s application for regulatory approval in Indiana was rejected – the merger with CINergy was found to be problematic.  The merger would result in a transfer of the license out-of-state but regulation said only companies incorporated in Indiana can be in the utility business.  In order to overcome this problem, PSI and CG&E are now proposing a holding company structure but this invalidates the merger agreement.

· Ipalco says that PSI can now get out of the merger with CG&E without having to pay the termination fee or the options – these fees lowered the value of PSI to Ipalco by $140 million.  But PSI agreed to put these provisions back into the new merger agreement.  This creates potential liability for PSI.

· What are the justifications for these provisions?

· Deter other bids – This is the motivation of the acquirer (and perhaps the target).  But from the shareholder’s perspective, this isn’t good.  Another bid might be better and deterring other bids is something that shareholder’s don’t want.

· In order to nail down the first bid – without this provision, a company may not agree to the deal.  Bidding may be a good thing if there is already a deal outstanding but if you don’t have one bid, you can’t have a bidding war.  The acquiring company wants to make sure it will be able to cover its costs of doing the deal if it makes a bid.

· At this point in the merger, CG&E was already committed to the merger.  But by a stroke of Ipalco’s good luck, these provisions got killed.  This fee is not necessary because PSI has already drawn CG&E in.  The fact that PSI put the provisions back in is not to induce CG&E to make a bid but to create an uneven playing field.

· For a merger, need 2 procedural step: (1) board recommendation and (2) shareholder approval.  The merger agreement says the merger is conditional upon these two steps.  The agreement will say that both parties will act in good faith to carry out these steps – the boards will recommend it.  However, neither party can guarantee shareholder approval.  Thus, a buyer cannot get specific performance of a merger.  This is why a buyer will want assurances.

· Ipalco also says that one argument for the merger originally was that it would diversify PSI’s business by getting into the natural gas industry.  However, as a result of the holding company structure, PSI will now be subject to the Public Utility Holding Company Act of 1935, which says a public utility holding company can’t diversity its business.  Thus, Ipalco says that CINergy will have to sell the gas business.  Ipalco points out that one of the alleged benefits of the merge is no longer available.

· Shareholder meeting date – PSI wanted the meeting scheduled for sometime in September but a court ruled in favor of Ipalco and said it must be held earlier.

· Employment agreements with Rogers (PSI CEO), Noland, Leonard and Thomas

· Rogers has two employment agreements – one from December 11, 1992 and one from May 17, 1990.  Under the first agreement Rogers gets a payment of 2 times his salary if there is a change in control or he is fired as severance.  The second agreement was contemporaneous with the CG&E merger agreement.  Under this agreement Roger gets a payment of 3 times his salary in severance if his employment is terminated for cause or for good reason only if within 24 months of the change in control (a change in control is required for Rogers to get this payment).  This is called a golden parachute.  The CG&E deal is not a change in control.  So why are these agreements made now?  Because the executives were afraid that the CINergy bid would spur other bids which would constitute a change in control.  The executives entered into these agreements in order to protect themselves (not really as an obstacle to the Ipalco bid).

· Dividends – Ipalco says that if its deal goes through PSI shareholders will get $1.50/share in dividends versus $1.46/share with the CINergy deal.

· But it doesn’t matter what the dividend is since it will be reflected in the market price of the stock.  It is the value of the stock that matters.  Markets have to be very inefficient to not take into account dividends.

· Share price appreciation – Ipalco says that in the past Ipalco has consistently returned more to shareholders than CG&E or PSI.

· But the chart isn’t really 5 and 10 years but a little less since the chart is cut off on 12/11/92 (day before announcement of CINergy deal).  On December 12, 1992, the value of PSI stock shot up because of the announcement of the merger.

· Can allege that the chart is misleading since Ipalco artificially selected cut-off date.  However, Ipalco can respond to this allegation, saying that it is reflecting the true value of the stock.  Ipalco is trying to show that PSI management hasn’t done well for the shareholders and that this is the type of performance you can expect after the CINergy merger when Roger is the CEO.  But the management of Ipalco can do much better.

· PSI says the CINergy deal is fair while the Ipalco deal is inadequate.  Lehman Brothers said that the CINergy deal is fair.  How can this be true when the Ipalco bid is higher?

· Ipalco hasn’t filed anything with the regulatory agencies.  PSI says this is consistent with the notion that Ipalco is not really trying to buy PSI.  The shareholders will have nothing if Ipalco doesn’t get regulatory approval.

· But how can Ipalco know what rates it will have to charge when it doesn’t have access to PSI’s information?  The CINergy deal can be filed faster because they are cooperating and thus have access to all information.  Ipalco will have a harder time getting its plan approved because PSI isn’t going to give them any helpful information.

· If you are a shareholder of PSI, you would want PSI to cooperate with every bidder and see what happens.  But the shareholders are not in a position to change this and thus might vote for the CG&E deal because it is more likely to get approval (even if they would really prefer the Ipalco bid).

VII. The PSI-IPALCO Proxy Contest (III)

· The bidding war keeps the prices rising.  IPALCO’s bid goes from $26.50 to $28 to $30.50, while CG&E’s bid goes from $23.50 to $28 (and the offer is off the table if IPALCO wins the proxy contest).

· CINergy got regulatory approval from FERC (not as good as IURC)

· IPALCO filed for approval with IURC

· PSI put 1M shares in a rabbi trust, with the assurance that the trustee will vote for PSI.  IPALCO challenges this in court and wins – this is circular voting because PSI controls the rabbi trust.  

· Consumer group is vocally anti-IPALCO (because IPALCO’s present rates are low, IPALCO’s present customers are worried that rates will increase with the merger.

· PSI won the proxy context.  Indiana Court of Appeals found the old CINergy plan okay, but PSI and CG&E stuck to the new deal.

The Acquisition Market
I. MERGERS
· Distinction between ownership and control

· In order to pledge/sell corporation’s assets to finance private investment opportunities, need 100% control (purchase control over board and then get a merger where you buy out minority SH)

· Two step merger ( buy control, then implement a merger transaction to force minority SHs to exchange their shares for cash or debt

· Corporate combinations can principally take 3 statutory forms; in all three the assets and liabilities of two companies are brought under 1 roof

· Mergers – statutory mechanism to combine two corporations into one

· one company is merged into a second, the second is called the surviving corporation

· As a matter of law, the assets and liabilities of both corporations become assets and liabilities of the surviving corporation

· The shareholders get whatever the merger agreement says

· Both sets of shareholders can become shareholders of the surviving company (stock merger) or one set of shareholders becomes shareholders of the surviving company and the other set of shareholders gets cashed out (cash merger).  Can also give the shareholders the option of receiving cash or shares (an election).

· Designation of which company survives is irrelevant.  A could be the surviving company but its shareholders get cashed out while B’s shareholders get stock in the surviving company.

· Cash mergers – SHs of one of the constituent corporations receive cash or debt securities

· Stock mergers – SHs of both constituent corporations receive stock of the surviving corporation

· There are 3 statutory provisions under which can have a merger

· §251(c) Regular Merger – merger requires the approval of the board of directors and all outstanding shareholders of both companies

· §253 Short Form Merger - This is available when one company, A, owns 90% or more of the stock of the other company, B.  The only approval needed is the approval of the directors of the parent company, A.

· §251(f) Merger –  Unless required by the charter: Available when: (1) Shareholders of the surviving corporation retain their shares (2) The charter of the surviving corporation does not change (3) the # of any new shares of the surviving corporation given to the new merger shareholders increases the total shares outstanding by less than 20%.  This requires the approval of the directors of both companies and the shareholders of the target company.  If you want to issue a lot of new stock, (exceeding 20% of stock outstanding) have to obtain approval of surviving shareholders under NYSE rule.

· Triangular Merger – avoids SH approval by one company: company creates a subsidiary which mergers with the target under § 251(c). So all you need is the approval of the Shareholders and Board of the target since the Board of the acquirer is the shareholder of the acquirer.  The Acquirer can later do a parent/subsidy merger under §253.
·   THE ACQUIRER’s SHAREHOLDER APPROVAL IS REQUIRED IF THE ACQUIRER ISSUES MORE THAN 20% of it’s OUTSTANDING SHARES or it amends the CHARTER.  
· In a triangular merger, the assets of A will be insulated from B’s liabilities since the merger was with a subsidiary.

· §271 Asset Purchase– One company acquires the assets of another company, and often assumes its liabilities, by contract.  Acquiring company pays cash, or its own stock.  Need approval of the directors of the acquiring corporation and the directors and shareholders of the target corporation.  Again, you need acquirer’s shareholder approval if the stock exceeds 20% or the charter is Amended. 
TENDER OFFERS

Stock Purchase – One corporation buys the stock of another corporation and thereby obtains indirect ownership of the other corporation’s assets.  No Approval of directors of the stock which is being sold is required.  
· If target company has a few shareholders, this is a good mechanism.  If A has many shareholders, then in order to make the stock purchase have to make a tender offer.

· If you buy stock, the only legal approval you need is the willingness of the shareholders to sell the stock.  The directors don’t need to approve it although they can make life difficult if they don’t agree with the purchase.

· Ownership by the buying company of all of a closely-held company’s stock can be a useful way to structure an acquisition of a closely held corporation or a subsidiary of a public corporation.

· Make a tender offer when the board of the target company doesn’t want you to buy the target company.  Make a tender offer because there if no formal requirement of board approval.  However, the board of the target company is usually in a position to block the tender offer.

· Usually buy up a large minority shares in tender offer, then cash out the rest in a triangular merger – done both in friendly and hostile acquisitions.  

· The delay resulting for needed SH approval is often a concern for Boards.  A company may worry that the business of the target company will deteriorate, that the managers of the target may try to obtain a higher bid by a third party, or that a third party may, on its own, interfere in the merger.  As a result, M&A lawyers have developed devices such as “no shop”, “no talk” and “lockup” clauses to address these concerns and tie a company more closely to the merger once the board has approved it.

TENDER OFFER
In re Siliconix Inc. Shareholders Litigation (Del. Ch. 2001) p.25 – Controlling SH trying to do a tender offer followed by a short-form merger.  Tender offer was conditioned on a majority of minority SHs tendering which would be followed by a short-form merger – the short-form merger wouldn’t be subject to entire fairness (only appraisal).  Question is what legal standard will the tender offer be subject to?  Does entire fairness apply to the tender offer?
HOLDING:  A tender is not subject to entire fairness unless coercion or disclosure violations can be shown. If not, there is no review of entire fairness.  
· Coercion = corporation messes with voluntariness – coerces SH to accept tender.  Generally accepted that if you promise SH who doesn’t tender that they’ll be frozen out in the short-form merger on identical terms as the tender offer this is not coercive (backend matches front end).  
· Full Disclosure
There is an obvious problem here – structurally getting a majority of minority to tender with full disclosure and no coercion is the same as getting a majority of minority approval with full disclosure and no coercion – but if had been subjected to vote, standard would have been entire fairness, which would have resulted in the burden shifting to Π (Kahn v. Lynch).  Kahn v. Lynch said the effect of shareholder approval is merely to shift the burden.  This rationale would seem to apply equally to a tender offer
A.  ABDICATING FIDUCIARY DUTIES – NO TALK NO SHOP
Ace Limited v. Capital Re Corp (Del. Ch. 1999) p.4 - Shareholders of Capital Re were supposed to get 0.6 shares of Ace for each share of Capital Re in the merger.  At time of announcement, each Ace share was worth $17.  But the price of Ace dropped and dropped so that each share of Capital Re only worth $10.  Another company, XL, comes along and offers $12.50 a share.  Capital Re now wants to accept a XL’s superior offer.  Ace already had 46% of the vote needed to merge (it owned 12% of Cap Re Stock and had voting agreement with 34% of Cap Re’ shareholders).  So Cap Re doesn’t want it to go to a vote.  §6.3 of the merger prohibits Capital Re and its officers from soliciting, initiating or encouraging or taking any action knowingly to facilitate the submission of any inquiries, proposals or offers from any person unless based on the written advice of outside counsel the Board is required to do so because of their fiduciary duty.   If it violated this provision, Capital Re had to pay a $25 million termination fee.  Cap Re’s outside counsel said that talking with XL was consistent with their fiduciary duties.  Ace brought action to keep Capital R from terminating the merger agreement, arguing that under the “no talk” and “termination” provisions, Cap Re cannot validly terminate the merger.  

**** The key words for recognizing a No Shop provision is the word “solicitation”, “initiating”, “encouraging” and for No Talk are words like “participation in negotiation”, “facilitate.”***

HOLDING: Cap Re can talk to XL.   Though the Board must base its judgment on outside counsel’s written advice, the language of the contract does not preclude the Board from concluding as to whether such negotiations are fiduciary mandated even if the outside Counsel does not give a clear answer.  A no-talk provision that can be broken only upon the advice of outside counsel will generally not be enforced as it is a abdication of the Board’s duties.  What duty?  Duty to be informed.  A Board cannot say we’ll only listen to a superior offer if our lawyers say we are required to do so.  This abdication comes close to self-disablement.  A board cannot make agreements that are self-disabling so that it cannot carry out its fiduciary duties

· A “no shop” clause is okay – means that the board has determined that they don’t need any more information but if someone brings them information they have to listen to it

· Omnicare v. NCS Healthcare (DE 2003)  - NCS had agreed to merge with Genesis.  But before it went to stockholder vote, Omnicare offered NCS a better deal.  The merger agreement between NCS and Genesis said that in the event the Directors no longer recommend the merger, the merger still has to go before the stockholders to vote on it.  2 large shareholders who owned 50% plus of NCS, already agreed to vote for the Genesis merger.  So in affect, even if though the Directors no longer recommended the merger, when it went to a shareholder vote, the Genesis merger would definitely go through. 
HOLDING: Although sending the merger to a shareholder vote does not in general violate the law, when it a majority of shareholders have already committed to voting a certain way, we will invalidate sending it to shareholder vote.  As in Ace the Board is abdicating its duty to the minority shareholders by not allowing itself to consider a superior offer when it comes along.  The court found that the board didn’t need to submit the agreement to shareholder approval.  
B. APPRAISAL RIGHTS – The opportunity by a dissenting shareholder to sell shares back to the firm at a “fair” price that is supposed to reflect their value prior to the transaction triggering the right.  

DGCL § 262:
· HOW DO YOU GET AN APPRAISAL?

· you can’t consent to the merger by voting in favor of it

· must inform the company that you demand appraisal rights prior to the vote – have to take an active step

· You must inform the company prior to the merger vote that you intend to seek appraisal

· after the merger becomes effective, you must request that the court actually determine the fair value of the shares - at the court hearing you get what the court determines to be fair value (which could be more or less than what you would have gotten under the merger).

· If you fail to petition the court after 4 moths, deadline is over and company will just give you whatever you would have gotten under the merger

· Appraisal remedy may not be adequate in certain cases, particularly where fraud, misrepresentation, self-dealing, deliberate waste of corporate assets, or gross overreaching are involved

Then Chancellor can fashion any form of equitable and monetary relief as may be appropriate

NO APPRAISAL AVAILABLE WHEN: (b)(1)
· The Stock is listed on any public exchange (i.e. publicly traded) or

· Held on record by more than 2000 holders

· For a constituent shareholder whose company merged pursuant to § 251(f) when shareholder vote of the constituent was not required.  
YES APPRAISAL AVAILABLE WHEN:
· But under (b)(2), even if stock is publicly traded, get appraisal rights notwithstanding paragraph 1, if the merger consideration consists of anything other than:

· Stock of the surviving company

· Stock in another public company 

· Cash for fractional shares 

(Thus, get appraisal rights in a cash merger)
· Under §262(c), always get appraisal rights for a §253 short-form merger

APPRAISAL RIGHTS/FREEZE-OUT TRANSACTION - controlling shareholder employs a merger or other transaction to buy out minority shareholders for himself.  There are concerns regarding these transaction that would otherwise not be present:

· Controlling SH has statutory power to impose merger regardless of how minority SHs value the deal.  The usual shareholder protections whereby shareholders can vote to block a transaction aren’t present

· Controlling SH can force through a merger without fear of a competing offer because no one can force the controlling SH to sell his or her control block.  

· Board members will usually have conflicting interests – judgment will be less reliable than when have truly independent directors.

An Appraisal Right’s underlying concept is that a stockholder dissenting from a merger or other triggering transaction is entitled , WITHOUT HAVING TO PROVE WRONGDOING OR LIABILITY ON ANYONE’S PART, to a determination of the fair value of his investment by a court or agency.  The only party held liable is the surviving corporation and the measure of recovery is the fair or intrinsic value of the corporation’s stock immediately before the merger.  Post merger synergies are not to be considered.  In most courts, the right to ATTORNEYS FEES if highly limited.


In contrast, in a stockholder’s class action for breach of fiduciary duty, the P was prove wrongdoing and establish liability.  The parties from whom recovery is sought are normally the corporation’s directors and executive officers.  The measure of the recovery is not limited to the intrinsic value, and in some cases may include post-merger values as recissory damages.  A court awarded attorneys fee, payable by the corporation or from any fund created by a successful plaintiff, is available.
· These considerations raise the question of whether the standard statutory package of voting and appraisal rights provides sufficient protection for minority shareholders.
Weinberger v. UOP (DE 1983) p.13 - Signal acquired 50.5% of UOP through a tender offer at $21/share and Signal became a controlling shareholder.  Signal got a majority of the Board (7 of 13).  Certain Signal management personnel (who were also directors of UOP) conducted a feasibility study of a possible acquisition of the remaining UOP shares  – feasibility study said it would be a good investment to acquire remaining shares for a price up to $24/share.  Signal Executive invited the UOP CEO to meeting and informed him that Signal wanted to purchase remainder of UOP shares at a proposed price between $20 - $21/share.  Crawford said he thought this was generous.  Crawford didn’t negotiate the price.  Crawford gets protections for himself including stock options and a position on the Board.  Signal gives UOP only 4 business days to approve the transaction.  After talking with UOP’s non-Signal board members, Crawford said the price would have to be at the top of the range, or $21/share.  Proposal required approval of a majority of UOP’s minority shareholders and a majority of the disinterested directors.  Merger became effected and minority SHs got $21/share.  

HOLDING: In determining the intrinsic value of a share, we will look to all solid and acceptable methods of valuation.  IF THERE IS A BREACH OF FIDUCIARY DUTY, the shareholder IS NOT limited to an appraisal right.  The legal standard that applies in a freeze-out transaction (which is a self-dealing case) is entire fairness (burden on D to prove).  Signal has not met this obligation of fair dealing and fair price.  There is a similarity between entire fairness and appraisal rights - since in both, you get what the court thinks is a fair price.
· The elements of fair dealing are the duty of candor, time constraints, arms-length negotiations, disclosure of information to shareholders, whether there is a majority or minority requirement, etc.  The facts that the court finds that indicate that fair dealing wasn’t present are:

· No disclosure of feasibility study, derived from UOP information, for the sole use and benefit of Signal

· Rushed timeline

· Lack of arm’s length negotiations

· Conflicts of interest of UOP directors who were also Signal directors

· No disclosure that Lehman’s fairness opinion was rushed

· Minority shareholders weren’t told that Signal considered a price of $24 to be a good investment

· Shareholder vote wasn’t informed because they weren’t told of all of the above ( approval by minority shareholders was meaningless

· In determining fair price, court rejected Delaware block method and use the “all relevant factors” method - can have proof of value by any techniques or methods which are generally considered acceptable in the financial community and otherwise admissible in court, subject only to interpretation of DGCL §262(h).  In fixing value must consider market value, asset value, dividends, earning prospects, the nature of the enterprise and any other facts which were known or could be ascertained as of the date of merger and which throw any light on future prospects of the merged corporation.  The $21 price must be measured by these valuation standards on remand.  

· In order for an appraisal remedy to be effective, the SHs need full disclosure.  So whenever there is a problem of disclosure you can always argue that you had a loss of your appraisal rights.

· A Plaintiff will always choose entire fairness over appraisal rights if have self-dealing

· Procedurally
· Appraisal rights have to be perfected; steps are burdensome and risky and cost of litigating spread over a small number of shares.  Unless you own a large number of shares or you know a large number of SHs will perfect, appraisal rights aren’t cost-effective.  Also, the cost is borne by litigants rather than lawyers.
· In an EF action brought as a class action, individual P doesn’t have to do anything.  Brought on behalf of all SHs and so cost is spread over large #s of Ps.  Also, attorneys work on contingency basis so no cost if no recovery.
· Recovery
· In appraisal rights, get money later and could get less.  Even if you get more, time value of money changes the calculus.
· In EF claim, on the date of the merger you get your check ( if you win you get more, and if you lose you’re in the same position you were in before.  Only thing that can happen is you get more money.
· Possibility of rescissory damages in EF but not in AR.
· Can get attorney’s fees in EF claim.
· Burden – In EF claim is on D, whereas in AR action no burden, court just decise.
· Unfair dealing story is going to get sympathy from court – good story not relevant to AR claims.
Andra v. Blount (Del. Ch. 2000) p.20 – A freeze-out merger was commenced by a 73% shareholder.  A special committee (whose independence was suspect) approved the merger. P contends that Blount took advantage of his 73% position to squeeze out the minority at an unfair price and used short-term negative news to secure the real, long term value of Meadow for himself.  Furthermore, the minorities were not offered adequate protection because the special committee had no bargaining leverage and could not seek out better offers, was comprised of interested members, did not exercise it authority to say no to Blount’s offer, and failed to demand the “majority of the minority” shares.  P also complains that fill disclosure was not made.  

HOLDING: A P can go ahead with an unfair dealing claim (i.e. breach of duty) against the merger even when she concedes that the appraisal remedy is sufficient to remedy any harm she has suffered.  P isn’t confined to seeking appraisal rights, can seek entire fairness (unfair dealing claim) because of attorney’s fees.
Glassman v. Unocal Exploration Corp. (DE 2001) – Appraisal is the exclusive remedy in §253 short-form mergers.  Entire fairness does not apply to a short-form merger. 
· §253 authorizes a summary procedure that is inconsistent with any reasonable notion of fair dealing – there is no agreement of merger negotiated by two companies; there is only a unilateral act – a decision by the parent company that its 90% subsidiary shall no longer exist as a separate entity.
· Equitable claim conflicts with the statute – if a corporate fiduciary follows the truncated process authorized by §253, it will not be able to establish the fair dealing prong of entire fairness – if the corporate fiduciary sets up negotiating committees, hires independent financial and legal experts, etc., then it will lose the benefit of the short-form merger
· Although fiduciaries aren’t required to establish entire fairness in a short-form merger, the duty of full disclosure remains – if fiduciaries fail to do so, SH have a claim under DE law for breach of fiduciary duty and under Federal law 14a-9.  
Sale of Control – CASES WHERE A CONTROLLING SHAREHOLDER or A SHAREHOLDER WHO WIELDS DE FACTO POWER, SELLS ITS CONTROL TO AN OUTSIDER.
· Ownership of a company resides in all SHs proportionately but control does not – when SHs are dispersed effective control is in the board of directors.  This section is about the rules that apply when one party wants to sell control in conjunction with its shares.  There are 3 aspects to sales of control:

· The extent to which the law permits (or should permit) the seller of control to obtain a control premium not available to the other shareholders

· The seller’s duty of care to screen out potential looters

· The role of the board of the controlled company
Zetlin v. Hanson Holdings (NY 1979) p.29 - Sylvestri owns 44% of Gables and sold its interest in Gables to Flintkote for $15, even though the market price was $7.50.  This was done to gain control of the company.  The minority SHs want part of the control premium.

HOLDING: It’s ok to buy the shares of a controlling shareholder without making a tender offer to the minority shareholders; absent looting, conversion of a corporation opportunity, fraud or other acts of bad faith.  

· Why would Flintkote be willing to pay $15/share when the market price is only $7.50?

· Might think he will be a better manager – company will be worth more in his hands

· If this is the reason, sale is good for the minority SH - want this sale to take place

· Flintkote might want to loot the company by engaging in self-dealing transactions, paying himself a big salary, etc 

· If this is the reason, sale is bad for minority SH – don’t want this sale to take place

· Synergies are produced – Flintkote might hold other companies that create synergies with Gable and increase value

· Sale is good for minority SH – want this sale to take place

· Flintkote might have more information than the market and believes that the company is undervalued

· If this is the reason, sale may be good for minority SH because market might realize price is wrong and share price will go up

· It is good to create market inefficiency, but there is a difference in creating new wealth and finding out than would have otherwise that have additional value

· In Europe, rule is that you have to pay every other SH that wants to sell the same price you pay controlling SH

· If Flintkote really values at $15, he would be happy to buy more (but for transaction costs)

· If self-dealing was the motivation, transaction wouldn’t happen because he wouldn’t want to pay $15 to minority

· Under the American rule, we have good control changes and bad control changes.  The American rule permits more value maximizing transactions and more looting transactions.  Under the European rule, the good changes would still occur but the bad changes would no longer be profitable.  Thus, it seems like the European rule is better than the American rule.  Mixed motives could also produce such a control change.  A combination of the below the line motives (better management, looting, belief that company is undervalued) could also produce this result.  These types of mixed motive changes could occur under the American rule but not the European rule.  Thus, the European doesn’t permit any bad control changes but the American rule permits more of the mixed-motive, good control changes.  Which rule is better depends on the circumstances.  
Brecher v. Greg (NY 1975) p.30 – Gregg, the president of LIN, sold his small 4% stock interest at a premium to the Post and promised to resign, allowing the Post to place 3 Board members on LIN’s Board.  

HOLDING: A non-controlling shareholder who sells a small stake of stock but also abdicates effective control as an officer is doing something contrary to public policy and is illegal.  An officer’s transfer of fewer than a majority of his corporation’s shares, at a price in excess of that prevailing in the market, accompanied by his promise to effect the transfer of offices and control in the corporation to the buyer, is a transaction which breaches the fiduciary duty owed the corporation.  Gregg will have to forfeit premium because of unjust enrichment.  

· Why is this sale not ok, but a larger share as in Zeitlin was ok?  We will be more suspicious when someone sells shares without control.  But only suspicious with respect to the buyer.  We are more suspicious of the buyer’s motive who is seeking to buy a tiny share.  Buyer has less incentive to be a better manager and more incentive to self-deal.  Whoever has control has ability to derive some private control benefits.  The ability to do this depends on the proportion of shares that you own.

Harris v. Carter (Del. Ch. 1990) p.31 - The Carter group owns a majority of Atlas Energy.  Carter sells its share in Atlas to Mascolo in exchange for stock in ISA.  Once Mascolo was in power, he engaged in numerous self-dealing transactions that defrauded SH.  Claim is that ISA has no value.  The plaintiff is suing Carter and Mascolo for breach of duty of care and the opinion addresses whether Carter is a proper defendant .

HOLDING: Those who control a corporation owe some duty to the corporation in respect of the transfer of the control to outsiders.  Under certain circumstances, they may be held liable for whatever injury to the corporation made possible by the transfer.  Owners of control are under a duty not to transfer it to outsiders if the circumstances surrounding the proposed transfer are such as to awaken suspicion and put a prudent man on his guard – unless a reasonably adequate investigation discloses such facts as would convince a reasonable person that no fraud is intended or likely to result.

· The majority shareholder is in a position to stop the harm from occurring, even though Mascolo is the most blameworthy.  Don’t always go after the most blameworthy because they may not be available.  This increases deterrence and is an example of a gatekeeper (Carter group in a better position to take action).

McMullin v. Beran (DE 2000) p.35- ARCO owns 80% of ARCO Chemical.  Lyondell wants to buy ARCO Chemical from ARCO.  Lyondell first offers to do a cash tender offer at $51 or a stock for stock merger worth $56/share.  ARCO rejects this as inadequate.  Lyondell raises the cash offer to $56.60, which ARCO also rejects.  Eventually agree on $57.75/share in cash.  P’s alleged breach of duty of loyalty.  The Chemical shareholders were dominated by ARCO and this domination is present for every decision that the Board has undertaken over the past several years.  There was a conflict of interest here because ARCO needed the cash immediately.  The cash is more valuable to ARCO because ARCO needed to sell Chemical in order to finance another acquisition.  This created a material conflict of interest.  There were also allegations of improper delegations.  The board allowed the majority shareholder to do their work – the board abdicated its responsibilities.  

HOLDING: The Chemical directors were obliged to make an informed and deliberate judgment about whether the sale to the 3rd party proposed by the controlling SH will result in maximization of value for minority SH.  Board was also obliged to disclose with entire candor all material facts concerning the merger, so that the minority SH would be able to make an informed decision.  The Board of Chemical breach its fiduciary duty by being too inactive.

· Board can’t abdicate its duties to the controlling SH – had to negotiate with Lyondell itself

· BJR doesn’t apply – this isn’t a self-dealing transaction (ARCO not on both sides)

· Court calls this a conflict transaction (Kahan disagrees) – weird b/c Orman v. Cullman was a conflict transaction because the controlling SH got a different deal than the minority SHs, but here they are getting the same deal – not worried that ARCO is willing to take a lower price b/c they are certain to get a loan at the bank

· Problem here is that the merger was initiated by the controlling SH – When it is proposed, timed, and negotiated by a controlling SH, the board can’t realistically seek another alternative b/c the controlling SH can always defeat it.  But board is still obliged to make an informed and deliberate judgment about whether the sale to the 3rd party proposed by controlling shareholder will result in maximization of value for minority SH.  

· Court wanted board to step in earlier and conduct a financial analysis itself, instead of simply deferring to judgment of ARCO (need for more than a fairness opinion has been rarely seen).  Doesn’t want board to just rubber stamp deal negotiated by controlling SH.  This doesn’t live up to DE vision for corporate governance.

· This is an extreme example of the board not doing what the court wants.  The court wanted the board to negotiate.  The Chemical Board should have attempted to negotiate.  The fact that ARCO needed cash wasn’t material.

Tender Offers and the Williams Act
· Tender Offers – A tender offer is an offer of cash or securities to the SH of a public corporation in exchange for their shares at a premium over market price.  In most cases, a tender offer aims at acquiring a control block in a diffusely held corporation without a dominant SH or group of SHs.  A tender offer can be made for all the outstanding shares or a certain percentage.  Tenders are often divided into friendly tenders (which are blessed by the board of directors of the target) and hostile tenders (which are disapproved by the board).  Boards are required to take a position on a tender offer (approve, disapprove, or have no opinion) and file statements on this position.  As a formal legal matter, stock purchases are the only way to acquire a company without board approval.  Tender offers are the best way to get a lot of stock in a short amount of time and thus most hostile takeovers start as tender offers.  Even though board approval isn’t needed, de facto, it is difficult or even impossible to consummate a hostile tender offer if the board doesn’t approve of one.  Thus, in practice it is extremely difficult to have a successful hostile takeover without board approval.

· The Williams Act – Originally, shareholders would get “Saturday Night Special” offers and would have 48 hours to accept a tender offer without knowing anything about the bidder.  However, in 1967, Congress passed the Williams Act (really an amendment to the Securities and Exchange Act), which was intended to provide SHs with the time and information to make an informed decision about whether to tender their shares, and to give the market an early warning of an impending offer.  Also intended to assure SH an equal opportunity to participate in the offer premium.

§13d is an “early warning system” that alerts everyone that a large shareholder has arise – 

(a)   Anyone who directly or indirectly becomes the beneficial owner of 5% of a company’s stock must, within 10 days, give notice to the company, its exchange, and the SEC of identity, financing, and if purpose is to take control, the plans and any major changes to the corporation, must file a Schedule 13D.

(b)  A person who gets 5% of the stock but does not have the purpose of changing control or tender offer and the person is a group as defined under 13d-1(b)(1)(ii), and the person notifies any other person on whose behalf they are holding the shares and that they may have to file a 13D, can file a Schedule 13G.  

WHEN DO THEY HAVE TO FILE THE SCHEDULES? There are 3 categories of people

· People who acquire 5% with the intent of changing or influencing control – these people must file a 13D within 10 days after the acquisition
· People who acquire 5% with no intent of exercising control and who are institutional investors – these people must file within 45 days of end of calendar year in which the acquisition was made
· People who acquire 10%+ with no intent of exercising control and don’t fit into category (b) – these people must file within 10 days of the end of the month in which the acquisition was made. 
§13d-2: Amendments to the 13D or 13G – if any material change such as an increase or decrease of 1% in the amount of shares owned occurs, or an amount that is material but less than 1%, you have to file an amendment.
§13d-3: “Beneficial Ownership” Means someone who shares voting power and/or investment power to dispose or direct the security in question.  
§13e - disclosure provision relating to the purchase of stock by the company.  If a company buys its own stock or participates in a freeze-out merger there are certain requirements.  This doesn’t apply to third-party tender offers

§14(d)(1) disclosure – tender offeror has to disclose identity, financing, and future plans – unlawful for a person to make a tender offer if they would be beneficial owner (own or control – see §14(d)(2)) more than 5% of the shares unless certain disclosures are made (see §13(d) above).
§§14(d)(4)-(7) and SEC’s 14d rules regulate the substantive terms of tender offers, including how long they must be left open, when SH can withdraw previously tendered shares, equal treatment of SH who don’t tender, and effect of altering terms of offer during its pendency

· Offers must be kept open for at least 20 business days (4 weeks if no holidays) – See Rule 14e-1 (plus, if offeror increases price during an offer, must keep open at least another 10 business days)

· Parties may withdraw their securities tendered
· Shares must be purchased pro rata from tendering shareholders (if more shares are tendered than being sought)

· “best price” must be given to every tendering shareholder if price goes up
§14(e) Anti-fraud provision – prohibits misrepresentations, non-disclosures, and any fraudulent, deceptive, or manipulative practices in connection with a tender offer
Defensive Tactics (Delaware Law) – CAN THE BOARD AVOID A TAKEOVER?
Unocal Corp. v. Mesa Petroleum (DE 1985) P.65 – Mesa, a 13% shareholder, instituted a 2 TIERED MERGER: coercive (it’s coercive because all the shareholders will rush to tender at the front end and not to get the junk bonds on the back end) front-end tender offer for 37% of Unocal at $54/share followed by a back-end merger designed to eliminate the remaining publicly held shares by an exchange of junk bonds purportedly worth $54/share.  With advice of investment banker, the 8 independent Boardmembers rejected the offer as it was grossly inadequate after a 9 hour meeting.  At the meeting, it was proposed that if Mesa gets its majority ownership, Unocal would institute a tender offer for the remaining 50% at $72/share which would be paid out of debt.  That way, Mesa would be acquiring a DEBT-LADEN company.  Mesa was excluded from the offer.  There were a number of effects of Unocal’s move: (1) Shareholders won’t tender with Mesa because they would rather Unocal’s offer (2) 
Issue: Did Unocal have the power and duty to oppose the takeover bid?

HOLDING: Yes. When a BOD opposes a takeover threat, there is always the fear that they are doing so to entrench themselves.  Therefore, the BJR will not kick in until the Unocal test, a heightened scrutiny, is passed:
· Unocal Test (or “reasonableness test”) for Defensive Actions – Board must show:

(a) Reasonable grounds for believing that the tendering shareholder poses a threat to corporate policy.  The burden for showing this is satisfied by showing a good faith and reasonable investigation. – here the BOD met with the I-Bank, had outside directors vote on it, met for 9 hours, etc.
· In general, what counts as a threat is: inadequacy of the price, the nature and timing of the offer, illegality, impact on other constituents, risk of non-consummation, and the quality of securities being offered

(b)
Defensive measures must be reasonable in relation to the threat - directors must analyze the nature of the takeover bid and its effect on the corporate enterprise
· Once the Unocal test is passed, it’s back to BJR

· Here there were 3 threats present: Inadequacy of price, Coercive nature of the offer, Buyer’s reputation for being a greenmailer - buys enough stock of a company and then threatens a hostile takeover so that the company will buy back their stock at a high price

· NOTE: tactic used by Unocal to exclude Mesa is no longer legal – SEC changed rules to prohibit discriminatory treatment
· Bebchuk, The Pressure to Tender - says that even offers for all the shares can be coercive if shareholders who don’t tender get less than the shareholders who do tender

· Distorted choice: The choice of SH to tender is distorted because of a gap between the bid price and the value that minority shares are expected to have in the event of a takeover

· Post-takeover value of  minority shares always lower not matter if immediate takeout or postponed takeout

· Takeout = freezing out minority shares after a takeover by requiring them to exchange their shares for either cash or securities of bidder

· Two-tier bid has distorted choice because low value of minority share conspicuous

· All share, all cash offers still have distorted choice because fear that SH has if doesn’t tender will be left with minority shares, which will inevitably have a lower value than tender price

· Proposed remedy: approving and disapproving tenders

· Enable shareholders to tender either approving or disproving and bidder only gets to buy if he get majority of approving tenders

· If bidder gets majority of approving tenders, has to treat disapproving tenders equally

· SH would tender, if and only if, he views expected acquisition price as higher than independent target’s value

POISON PILL – THE MOST POWERFUL TAKEOVER DEFENSE!!!!
· Combines three aspects that are considered desirable from the defensive profile

· any company can implement one quickly and cheaply and without shareholder approval - if you required shareholder approval and haven’t obtained one in advance of a hostile bid, you are unlikely to get it once bid has been stated

· the poison bill has no collateral damage - it doesn’t do anything except for blocking the bid - it blocks the bid and does nothing else.

· it is virtually impossible to overcome except if either the court or the board removes it - as long as it is in place, modern poison pills are virtually impossible to swallow

Moran v. Household International p.76 – outlines standard for review of poison pill – court held that you can adopt a pill and it is valid when faced with a potential tender offer.  However, when faced with an actual tender offer, the board can’t arbitrarily reject it.  The choice of the BOD to reject the offer and not redeem (i.e. remove) the poison pill must then be reanalyzed at the time the tender offer is actually made, and is analyzed under Unocal.  
· Netlogic’s Rights Agreement 

· SH gets right – before distribution date, right can’t sold separately from the stock, rights can’t be exercised, at any time the board can redeem for $0.01

· On distribution date, the certificates for the rights are distributed and can sell independently of the shares – can be exercised for 1/100 of a preferred share for $250 (not a good deal unless PS is worth more than $2500)

· A distribution date is triggered by:

· Someone acquires 15% of the outstanding shares (become an acquiring person) – distribution date is 10 days after the acquisition date

· Someone commences a tender offer so that if they succeed they have 20% of the stock – this is different from a share acquisition date because the shares have not yet been tendered

· When do the rights become nonredeemable?  As long as the rights are redeemable, they can’t do that much damage (only a penny’s worth).  They become harmful when a person becomes an acquiring person.  The rights are redeeming until have an acquiring person.  A distribution triggered by a tender offer means that you get your rights certificate but the rights are not automatically non-redeemable.  Person must acquire 20% of stock to make the rights non-redeemable.

· When have an acquiring person, section 11 also becomes relevant.  Section 11(a)(2) is an adjustment to conversion price when someone because a acquiring person.  After the adjustment, pay $250 (current purchase price) x 1 (# shs you have) and get ($250*1)/(50% of current market price) shares of common stock.  The acquiring person doesn’t get this – no one will become an acquiring person if it means everyone gets distribution worth $500 for only $250 (equivalent to a $250 dividend) except for you.

· The structure of the poison pill is exactly the same as the structure of the Unocal defense

· From the perspective of the bidder, you don’t want to become a shareholder of a company in which the minute you acquire 20%, everyone else gets a $250 dividend.  This lowers the value of the bidder’s shares.  The bidder gets screwed by everyone else getting a right besides him.

· The shareholder will not tender.  If tender offer succeeds, you would prefer to wait and get the doubling of value.

· What if the tender offer is for $300 (now better than the pill).  The board can adjust the purchase right.  The board can always counter any increase in a tender offer.

· How to get rid of a pill?

· Can get court to force company to get rid of the pill.  The Unocal test applies when you have a pill and have a takeover bid and the board decides not to redeem it.  Anyone can put in a pill and you may have takeover that justifies the pill.  Putting the pill in is okay, what matters is that you have reasonable grounds for not redeeming it

· Replace the board which can then replace the bill – try to convince the shareholders to replace the board

· Pressure from the shareholders

· Developments in Poison Pills

· Can shareholders get a by-law amendment to remove a pill put in place by the Board?  Can you do this in advance of a bid?  This issue hasn’t been addressed by the courts.

· Validity of Dead Hand Pills – Some pills are drafted so that new Boards cannot redeem a pill.  Only a chosen board and its successors can remove the pill.  Dead hand pills are valid in some jurisdictions but NOT IN DELAWARE (because they prevent a board from fulfilling §141(a) duties).  In Quickturn, the court said that the board has ultimate responsibility for managing the business and affairs of a corporation.  The Dead Hand provision violates the duty of newly elected directors to exercise his own best judgment in running the affairs of the company.
Interco p.96 - Rales Brothers tried to acquire Interco via a non-coercive hostile tender offer.  Interco’s investment banker said the bid was inadequate.  In response, Interco proposed its own restructuring.  Rales went to court and asked the court to stop the Interco restructuring.  Rales needed the court to do this because it couldn’t go on with its own bid because of the existence of a poison pill.  
Issue: May Interco leave the poison pill in place while it proceeded to implement the restructuring.

HOLDING: Poison pill can be used:

· to buy more time (and in good faith, create an alternative that is more beneficial to shareholders) – in the absence of the pill only have as long as the tender offer takes (20 business days)

· to negotiate for a higher bid

· Once this is done, the shareholders must get to choose between the proposals.  The poison pill must get pulled so shareholders can make this choice

Paramount Communications v. Time, Inc. (DE 1989) p.98 - Time decided that merging with Warner Bros. would be the best for its entertainment business.  Time wanted to buy Warner for cash.  Warner wanted a stock merger.  Time expresses concern in maintaining the Time culture and preserving the journalistic integrity.  Time wanted to ensure that it maintained control over the Board, which Warner agreed to.  Under proposed merger between Warner and Time, Warner would merge with a subsidiary of Time.  Warner would become the surviving company, with Warner’s common stock being converted into Time common stock.   Warner shareholders would own 60% of the new Time-Warner.  Time set up various defensive tactics include a “no shop” clause.  Paramount comes in and offers $175/share CASH to Time conditioned on termination of the Time/Warner agreement/stock exchange; redemption of poison pill.  Times outside directors and Investment banker says the Paramount offer is inadequate and board rejects the bid (meaning they won’t redeem the pill).  Time also voices concerns about Paramount not fitting in with Time culture.  Time worried that if SHs are given the option to have this high premium from a third party bidder, they will mistakenly vote against the merger with Warner even though it’s better for the shareholders.  As a result, Time decides to restructure the deal with Warner so approval of Time shareholders not needed – recasts deal as cash merger (which doesn’t need approval of Time SHs).  Paramount argues that since there was no threat (i.e. no coercion, price seemed adequate), the BOD of Time should not be able to block the merger.  
HOLDING: What Time did was ok.  The revised transaction was defense-motivated and designed to avoid the potentially disruptive effect that Paramount’s offer would have had on consummation of the proposed merger were it put to a SH vote.  Thus, must be analyzed under Unocal – Board must show: 
(1) Reasonable basis for believing that threat exists
· Paramount argues that only coercion and inadequate prices are threats.  But this view is too narrow.  There are many more threats (risk of non-consumption, quality of security offered, questions of illegality, etc.).  This is the same list as in Unocal.

· Here, what constitutes a threat is the belief that the shareholders will fail to perceive the benefits of the Time-Warner merger.  This is the same as inadequate price.  The belief must be mistaken that the hostile bid is better.

· There are other threats: uncertainty over the regulatory approval of a Paramount-Time deal and the timing (Paramount may have just wanted to interrupt the Warner merger; danger that Time wouldn’t be able to respond – this isn’t really serious enough)

Once we’ve established that there had been a threat you go to the 2nd Unocal prong:
(2) Response must be reasonable in relation to the threat

· Directors are not obliged to abandon a deliberately conceived long term corporate plan for short term SH profit unless there is no basis to sustain the corporate strategy Time’s action wasn’t directed at cramming a management-sponsored alternative down SHs’ throats (not Interco) because the deal was preexisting, deliberatively conceived, and management didn’t do the deal with Warner to defend against the Paramount offer.  


It was a non-defensive motivated deal.  Deal was made in the ordinary course of business.  The fact that it was defensive was only incidental (not the primary purpose).  The company doesn’t have to stop running its business because a hostile offer is made.

· Time has been widely read as validating the “Just Say No” defense – as long as you continue running your business the poison pill is okay
DEFENSIVE TACTICS AND BIDDING WARS
Revlon v. MacAndrews & Forbes (DE 1986) p.107 -  Pantry Pride, wants to buy Revlon.  Pantry makes a tender offer at $45/share.  Revlon has a board meeting.  Revlon’s investment bankers come and say that $45/share is grossly inadequate.  The Revlon Board came up with 2 defensive tactics to avoid the tender offer: (1) repurchased 10M shares in exchange for debt notes which contained covenants limiting Revlon’s ability to incur additional debt (stand in way of Perelman using Revlon to finance tender offer) and for 1/100 of a preferred share (totaling $52/share); (2) adopt a poison pill.  Pantry raises offer 3 times but Revlon rebuffs.  Revlon gets the idea of instead tendering to Forstmann.  The deal with Forstmann was that the poison pill would be redeemed, the note covenants would be removed.  Pantry ups its bid again.  So Revlon makes another deal with Forstmann, including significant cancellation fee and a lockup provision to enable Forstmann to buy a Revlon subsidiary for cheap in the event that another bidder acquired 20% of the shares.  Pantry Pride goes to court to ask for invalidation of the provisions of the new Fortsmann deal.

HOLDING: NEVER END AN AUCTION.  Once the breakup of the company became inevitable, the analysis changed from the preservation of Revlon as a corporate entity to the maximization of the sale price for the shareholders.  The board changed from defenders of the corporate bastion (and are not scrutinized under Unocal) to auctioneers charged with getting the best price for the stockholders at a sale of the company.  

· The lockup - Once Revlon kicks in, consideration of other constituents are only relevant insofar as it benefits SHs.  The lockup provision protected the noteholders, true.   It also ended the auction. Since no benefit accrued to the shareholders, we don’t allow this.  The difference in price between Forstmann’s bid and Pantry Pride’s bid is not enough to warrant a lockup.  There is only a dollar difference, which isn’t sufficient to call for a lockup.
· No-shop clause - Like the lockup, no-shop provisions are not per se illegal but are not appropriate when bidding war already going on.  No-shop, like the lockup, can’t be used to stop the bidding.

· The termination fee - similar to lockup position except for a fixed price but the analysis is the same

· Negotiation advantages - one party got access to information that it didn’t give to the other party – Pantry Pride didn’t get access to information and Court says this does not lead to getting the best price for shareholders
Mills Acquisition Co. v. Macmillan p.112– Once bidder was given more information and got a better advantage of the other one.
HOLDING: When 2 bidders are treated differently by management in a case of sale of corporate control, via an active auction, once P shows that the Board treated 2 bidders unequally, the Board must pass 2 tests of necessity:
· In the face of disparate treatment, trial court must examine whether director’s properly perceived that SH interests were enhanced by the unequal treatment; need a rational basis for favoring one bidder over another 

· board’s action must be reasonable in relation to the advantage sought to be achieved, or conversely, to the threat which a particular bid allegedly poses to stockholder interests

· Generally, in the sale of corporate control the responsibility of the directors is to get the highest value reasonably attainable for the shareholders
Paramount Communications v. Time (DE 1989) p.113: 
HOLDING: Revlon duties did not kick in Time, even though Warner Bros. stockholders got 60% of Time shares.  Why not?  
· No change in control – both before and after control of the corporation existed in a fluid public aggregation of unaffiliated SHs (in other words, in the market)

· Also no evidence that dissolution or breakup of the corporate entity was inevitable – Revlon doesn’t apply

· Revlon duties are triggered by:

· Active bidding process in which you are seeking to sell itself or effect a business reorganization involving a clear break-up of the company

· In response to a bidder’s offer, a target abandons its long-term strategy and seeks an alternative transaction also involving the breakup of the company.

Paramount Communications v. QVC Network (DE 1994) p.146 – Paramount wants to merge.  Looks into Viacom (85% controlled by Redstone), negotiations fall apart in July 2003 over price.  After that, Davis, CEO of Paramount, found out about QVC’s interest and told Diller, QVC’s CEO, that Parmount not for sale.  Viacom Class B nonvoting stock jumped up in price (what Redstone had been offering).  Negotiations between Paramount and Viacom start again and on Sept. 12, Paramount Board unanimously approved original merger agreement where P would merge into V.  P Board amended pill to exempt proposed transaction with V.  Agreement contained no-shop clause (Paramount board agreed not to solicit, encourage, discuss, negotiate, or endorse any competing transaction unless: (a) A 3rd party makes an unsolicited written, bona fide proposal which is not subject to any material contingencies relating to financing; and (b) The Paramount Board concludes that negotiations with the bidder are required to meet the Board’s fiduciary duty), termination fee, and stock option agreement – In the event the merger was terminated, Viacom could purchase 20% of Viacom’s shares via a note option or get the cash value of the difference between the option execution price and the market value of Paramount stock “Put option”.  On Sept. 20, QVC sent letter to Paramount proposing a $110/share merger.  But Paramoutn said because of the no shop clause, it can’t talk to QVC until financing is in place.  Finally on Oct. 11, board agrees to meet with QVC management but does everything slowly.  So QVC decides to make a tender offer at $80/shares.  Paranount then agrees to allow Viacom to make a tender offer at $80/share.  The no shop, termination fee, and Stock option Agreement were not modified. Parmaount did not use its leverage to do so.   QVC raises its price.  Viacom raises its price, QVC goes higher.  Paramount Board keeps refusing to talk to QVC b/c think no-shop prohibits it.  

Issue: Does Revlon get triggered here?

HOLDING: YES.  Revlon is triggered when there is a change in control, sale of assets or break-up of the company.
· Court held that change in control will occur if have P/V merger and a change in control triggers Revlon duties (adopts position of Time Chancery Court decision).  Sale of control imposes special obligations on directors:

· Need to maximize value for SH

· Must comply with duties of care and loyalty

· Have to be informed

· Need participation by outside directors

· Having informed themselves of all material information reasonably available, board must decide which option is most likely to offer the best value reasonably available to SHs

· When considering stock or other non-cash consideration, the Board can only consider those that are received by the shareholders.  Thus, what care about is maximizing what the shareholders get.  And care about what it is worth on the day it is received by the shareholders.  Thus, future value of stock doesn’t matter in determining which alternative provides the best value.

· Problems with P’s behavior with QVC

· Claim that P couldn’t talk to QVC because it would violate contractual obligation under the No Shop provision – can’t contract out of your fiduciary duties
· Defensive deal (implicates Revlon) instead of part of a Long term strategy (only implicates Unocal) ( don’t want to allow cramming down a management sponsored alternative

· Failure to renegotiate lock-up provision with V when had opportunity and leverage from QVC offer

· Didn’t get information about QVC and didn’t negotiate – not okay to restrain information flow to directors
· no valuation of QVC offer

· Some of the original provisions were harsh – the Note and Put feature; no cap on stock option

· Revlon duties are triggered by:

· Change of control – Revlon applies in every case where a fundamental change of corporate control occurs or is contemplated

· Breakup

· Sale

Insider Trading and Rule 10b-5
· §10(b) and Rule 10b-5 prohibit 3 kinds of activities

· scheme to defraud

· making a statement that was knowingly false

· showing reckless disregard for the truth

I. Rule 10b-5 and Securities Fraud

· Rule 10b-5 is the main provision by which one can sue for fraud.  A cause of action under Rule 10b-5 requires:

· Implied right of action

· Standing to sue – Blue Chip Stamps: only people who were actual purchasers or sellers of the securities can sue

· Materiality

· Causation

· Reliance

· Scienter – must show that Δ acted with intent to deceive or knew the statement was false (or reckless disregard) – mere negligence isn’t enough

· Pleading standard - §21D(b)(1)-(2) of Exchange Act

· Two important issues

· Latitude of companies to deny rumors about new developments which company is not expressly required to disclose under the reporting provisions

· Evidence necessary to establish reliance under Rule 10b-5 (Va Bankshares, Mills)

Blue Chip Stamps: 
Basic Inc. v. Levinson (U.S. Sup.Ct. 1988) p. 156– Basic was in preliminary merger discussions with Combustion for 2 years prior to announcement of merger.  At the beginning of the talks Basic made 3 public statementa, denying that they were engaged in merger negotiations.  Basic then announces that it was indeed merging.  Plaintiff sues on class action for all SH who sold stock from the time of the first public denial until the time of the announcement of merger, claiming harm of selling stock at a depressed price because of misstatements of Basic. 
Issue: Did Basic Violate 10b-5?

HOLDING: Depends on a fact-based inquiry:
(1)   Was the fact Material? – an omitted fact is material if there is a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.”
· Tests for when preliminary merger discussions become material:

Court adopts the 2nd Circuit approach – materiality will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.  In the merger context you’d look to the Board Resolutions, instructions to I-Bankers and actual negotiations to determine the probability that the event will occur.  You’d look to the size of the 2 corporation entities and the market premium to be paid over market value to determine the magnitude the event will have on the corporation. 
(2)    Was there Reliance?  Fraud on the Market Theory (not applicable to insider trading) – The fraud on the market theory is based on the hypothesis that, in an open and developed securities market, the price of a company’s stock is determined by the available material information regarding the company and its business.  Misleading statements will defraud purchasers of stock even if the purchasers don’t directly rely on the misstatements.  An investor who buys or sells stock relies on the “integrity of the price” set by the market.  

· D can rebut presumption of reliance by showing:

· Market makers know the truth so the false statement will not have affected the market price – if distinguishing between reliance and damages this only rebuts reliance, not damages (because price got was the right price) – thus, if rebut this way there is no reliance and no damages

· The news leaked

· The seller was forced to sell – seller would have sold in any case

· Seller knew information and sold anyway

Rule 10b-5 and Insider Trading
· Insider Trading
· Basis is Rule 10b-5 – Rule 10b-5 doesn’t expressly bar insider trading but its sweeping language has proved sufficiently flexible to reach most of what is ordinarily considered to be insider trading.

· For insider trading, need someone who trades, who is in possession of nonpublic, material, inside information who trades without disclosing the information.  

A. The Equal Access Theory

· Equal Access Theory – all traders owe a duty to the market to disclose or refrain from trading on non-public corporate information.  The basis for this duty is said to be the “inherent unfairness” of exploiting an unerodable informational advantage (confidential information from which other traders are legally excluded).  Theory originated in Cady, Roberts & Co.   EQUAL ACCESS THEORY IS REJECTED BUT THE DOCTRINE HERE REMAINS!!!!
Securities and Exchange Commission v. Texas Gulf Sulphur Co. (2d Cir. 1967) 164 – TGS was mining company and had discovered ore but hadn’t publicly announced findings because hadn’t acquired all the land yet and didn’t want to tip seller that major ore was on land.  During period of non-disclosure, some geologists traded on information (bought stock or options to buy).

HOLDING: Disclose or Abstain Theory:.  Rule 10b-5 is based on justifiable expectation of the securities market that all investors trading on impersonal exchanges have relatively equal access to material information.  Anyone in possession of material (i.e. there is a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available”) inside information must either disclose it to the investing public, or, if he is disabled from disclosing it in order to protect a corporate confidence, or he chooses not to do so, must abstain from trading in or recommending the securities concerned while such inside information remains undisclosed.


Insider Trading has 2 Affects:


Market Effect – i.e. zero sum game


Company Effect – mgmt. will have the incentive to take risky investments so that they can short sell.
· If you are an insider, you are “covered” by the disclose or abstain requirement.

B. The Fiduciary Duty Theory
· Fiduciary Duty Theory – insider trading violates Rule 10b-5 when there is a pre-existing “relationship of trust and confidence” to support a duty to disclose between the insider and uninformed traders on the market.  Relies on the paradigm of fraud.

· Chiarella v. United States (U.S. Sup.Ct. 1980) p.173- Chiarella is the printer for the bidding company.  He is printing the documents to be sent to the shareholders announcing a tender offer.  Chiarella figured out the name of the target company and then bought shares in that company.  As a result he made $30,000.  Chiarella got caught and got prosecuted him under criminal charges of insider trading.

HOLDING: Court rejects equal access theory.  The fraud in insider trading comes from silence where there is a duty to disclose.  The duty to disclose comes from the fiduciary relationship or a similar relationship of trust and confidence between the trader and the counterparty he trades with (duty doesn’t arise from the mere possession of nonpublic market information).  Someone who does not owe a fiduciary duty cannot defraud.   Chiarella bore no relationship to the traders of the target company.  Chiarella is a complete stranger he worked for the acquiring company and traded shares of the target company. 


The people who owe a fiduciary duty are: Directors, Officers, Agents of the corporations including employees of the agents.
· Court reads Cady, Roberts to say that there are two elements to insider trading:

· Relationship that provides access to nonpublic material information

· Use information for private benefit

Dirks v. SEC (S.C. 1983) p.177 - Dirks is a security analyst.  He receives information from a former officer (Secrist) of an insurance company who says that the insurance company’s stock is overvalued because of fraud.  Dirks investigates and finds out that Secrist was right.  He informs some of his clients about this, who sell their stock.  Dirk urged the WSJ to publish this information, but it refused to.  The fraud is eventually uncovered and the SEC investigates and they sanction Dirks.

HOLDING: Here, Dirk’s relationship is that of a total stranger, on his own he has no duty of any kind.  Argument is that he inherited duties from Secrist.

· In order for there to be a violation of Rule 10b-5 there has to be an element of fraud.  In order for a tippee to inherit a duty to disclose, the insider has to have breached his fiduciary duty which will only be done when the tippers received some kind of personal benefit, directly or indirectly (the making of a gift is considered receiving a gain). 2 elements:
· Tipper gets personal benefit (bad motivation/breach of duty)

· Tippee must also know that tipper violated fiduciary duty (scienter requirement)

· Here, Secrist got no personal benefit from tipping.  In the absence of a breach of duty to SHs by the insiders, there was no derivative breach by Dirks ( Dirks had no duty to abstain from use of inside information

· Footnote 14 on Temporary Insiders – Under certain circumstances, Accountants, lawyers, consultants, and people who have entered into a special confidential relationship that gives them access to private information solely for corporate purposes become fiduciaries of the shareholders.  Corporation must expect the outsider to keep the nonpublic information confidential and the relationship must at least imply such a duty.  If these people disclose while gaining some benefit, they’ve breached their duty.  
· Note – can’t really show reliance when you are talking about nondisclosure – basically RELIANCE HAS BEEN DISPERSED WITH.
C. Rule 14e-3 and the Misappropriation Theory
· Rule 14e-3 – imposes a duty to disclose or abstain from trading on any person who obtains inside information about a tender offer that originated (either directly or indirectly) with either the offeror or the target.  This basically reintroduces the equal access theory in the context of corporate takeovers and states that IN THE CORPORATE TAKEOVER CONTEXT any inside information used violates 14e-3 REGARDLESS of whether the person owes a fiduciary duty.  This goes to the source of the information.  
· Misappropriation theory – deceitful misappropriation of market sensitive information is itself a fraud that may violate Rule 10b-5 when it occurs “in connection with” a securities transaction – theory reaches outsiders trade illicitly on confidential information

U.S. v. Carpenter (2d Cir. 1986) P.183 – Winans was a reporter for WSJ worked on the Heard on the Street column (which was known to affect market prices).  The column contained no nonpublic information.  Reporter knew which stock which would be recommended the next day and called broker from payphone under an anonymous name and told him.
HOLDING: Any time someone uses his position in which he owes confidentiality to trade illicitly, even if he owes no duty to the fiduciaries of the company he traded on, as long as he breached his employers’ or someone similar’s confidentiality, he violates 10b-5.  
· Winans is convicted even though he had no relationship to the companies that were the subject of the column because he committed fraud-on-the –source against his employer, WSJ (by misappropriating information from WSJ).  WSJ was defrauded because the reporter had a duty not to disclose ( WSJ doesn’t want people to trade on that information because it will sully their reputation.  

· Implication of this theory is that SH can’t sue but Congress amended the law and passed §20A(a) of Exchange Act - any counterparty can sue if the trader violated 10b-5
U.S. v. Chestman (2d Cir. 1991) p.184 - Ira Waldbaum runs Waldbaum Inc.  Waldbaum in negotiations with A&P.  A&P about to make public a tender offer for $50/share (100% over current market price).  Ira tells his sister Shirley about the impending offer and tells her not to tell anyone else.  Shirley tells her daughter Susan.  Shirley tells her not to tell anyone but agrees to let Susan tell her husband Keith.  Susan tells Keith and tells him not to tell anyone.  Keith tells broker, Chestman, that buying stock would be profitable.  Chestman bought another 1000 shares of Waldbaum.  Chestman is convicted under 14e-3 and sent to jail.

· Circuit court holds that Chestman isn’t guilty of violating 10b-5.  Analysis focuses on Keith, because without Keith, Chestman can’t be found liable.  The majority focuses on the misappropriation theory.  Big question posed: Was their a fiduciary or similar relationship of trust and confidence between Susan and Keith?

· Look at traditional fiduciary relationships and common law – at common law, husband & wife not a fiduciary relationship and saying “don’t tell anyone about this” doesn’t create that type of relationship

· Similar relationships – factors of reliance or dominance (criteria come from the characteristics of the fiduciary relationship) - common law develops set of fiduciary relationships and establishes what relationships are similar - family is not a fiduciary relationship

· Big problem with the majority opinion – focuses on fiduciary or similar relationship of trust and confidence.  This comes from Chiarella.  Powell put this phrase into Chiarella because silence isn’t fraud unless there is a duty to disclose (and relationship is the source of duty).  This is based on the fiduciary duty theory.  The fraud is on the party that you are trading with.  It is the counterparty that is being defrauded and he is being defrauded because there was a duty to disclose and there was no disclosure.  But with the misappropriation theory, the fraud is on the source of the information.  The term is not fiduciary duty or similar duty.  We are dealing with confidentiality – can have a duty of confidentiality without having a fiduciary duty.

· Dissent

· First, the court reviews the case law.  Dissent says that the case law is an enigma, incoherent.

· Next, dissent focuses on the property rights to inside information.  Why does the dissent talk about this?  This is the policy rationale for imposing liability.  Even though it is about theft rather than fraud, this is what the dissent regards as the guiding principle.  Is what happened here an inappropriate, sanctionable, taking giving rise to liability?  Dissent says Keith’s conduct should be prohibited.

· Dissent proposes a different rule of origination – Keith was subject to abstain or disclose if he

· Benefit

· Was in a position to acquire the information

· Knew that the corporation intended the information to be kept confidential

· After this case, SEC adopted Rule 14e-3.  MK – under 10b-5 SEC doesn’t have power to define fraud so there is an argument to be made that 14-3 isn’t valid.

U.S. v. O’Hagan (S.C. 1997) p.195 - O’Hagan was a partner at Dorsey & Whitney, who was retained by Grand Met regarding a potential tender offer for Pillsbury.   O’Hagan didn’t work on the matter but learned about it and bought stock and call options in the target company.  

· 8th circuit held that liability may not be grounded on the misappropriations theory – misappropriation not valid under 10b-5 and rule 14e-3 is invalid because beyond scope of SEC

· 8th Circuits problems with the misappropriation theory:

· defrauded party not the SH ( but statute says any person may be defrauded but just has to be in connection with sale of securities

· no fraud ( absence of fraud in misappropriation theory

· Supreme Court squeezes fraud back into the misappropriation theory by saying that O’Hagan feigned fidelity to the people he took the information from – sort of agreed he wouldn’t use it because they thought he wouldn’t.  
