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HISTORY AND INTRO

1. Early incorporators:

a. Romans:  called “sociatas”

b. English:  “universitas” is latin word for corporation, so oxford and Cambridge were earliest corporations

c. Starting in 17th centurty only sovereign could form a corporation; parliament took over this feature later

d. Originally not businesses; were guilds, boroughs, etc.

i. First business corps started with trading companies in 1580; idea was to have a monopoly and were created for a specific deal or venture – so were basically temporary one-shot deals;

ii. First continuous corporation was East India Company 1698; originally supposed to be a one shot deal but decided to have a permanent charter instead of keep creating new ones each time; also needed permanent capital to keep going so developed transferable shares so individual investors could get their money back by selling the shares to someone else;

e. American Corps: 

i. Alexander Hamilton proposed making power to grant corp status an exclusively federal power but he was ignored; idea that only states can create corporations is deeply embedded; exception is national banks that are granted under federal law; 

1. Ellis v. Michael:  Mass. Court said that liability is limited to the corp. (thus the idea of limited liability for corporations)

2. Wood v. Drummer:  creditors must be paid before investors can get their money back

2. What makes a corporation a legal entity?

a. fundamental properties:

i. can own property

ii. can sue or be sued

b. other main characteristics:
i. Creation by sovereign

ii. Continuity

iii. Centralized Management

iv. No liability for the investors (limited liability)
v. Investment is not withdrawable until the business is shut down

vi. Shares are transferrable

3. What is a fiduciary?

a. Not well defined

b. Slain’s definition:  “A fiduciary is a person in a relationship with somebody else where the law limits his normal right to prefer his own interests.”  He is required to act in the interest of somebody else.  E.g. trustee, director, partners, employees;

c. Fiduciary duties are governed by state law, not federal despite securities acts;

4. What is a shareholder?

a. Shareholders have limited but residual claims against the corporation after all the creditors have been paid

b. Rights of shareholders:

i. Claim on assets

ii. Right to receive dividends

iii. Right to elect directors

iv. Right to vote on “fundamental changes” (shareholders are required to vote on these):

1. amendment to certificate of incorporation

2. merger

3. sale of all assets

4. liquidation and dissolutionment

c. Can have different classes of shareholders (NY 402a5);

i. Most typical are common and preferred

ii. “Blank series preferred”; type of stock that leaves to board of directors at time the shares are issued to give a statement defining the characteristics of these shares

1. this is allowed in both NY (402a6) and Del

ASSIGNMENTS

1. Formation:

a. Statutes:  Del. GCL (Sec. 101-104, 106); NY BCL (Sec. 401-403);

b. Differences between Del and NY formation statutes:

i. NY statute:  

1. only for business corp – thus called “BUSINESS corporation law”; other type of entities such as banks, insurance, schools, religious, non-for-profit use separate statutes

2. implicit that it is a matter of right for an individual to form a corp

3. only an individual (“one or more natural persons”) can form a corp (401.1 explicitly rejects corp forming corp)

ii. Del statute:  

1. all corps use same statute – thus called “GENERAL corporation law”

2. explicit that it is a matter of right for an individual to form a corp

3. individual, partnership, association or a corp, singly or jointly with others, can form a corp

a. don’t have to be a Del resident or domiciliary

c. Steps:

i. Reserve name

1. check availability; can reserve for 60 days and renew reservation after that (§303)
ii. File articles or certificate of incorporation (COI)

1. Purpose:  includes name, purpose

a. both NY and Del say that purpose can be “any lawful purpose” (Del 102, NY 402)

b. ultra vires – early corp statutes narrowly restricted a corps purpose;  if the corp acted beyond the purpose in the cert of inc then that action could be held void; ultra vires not important today because most corps charters have purpose as “any lawful purpose” 

2. Par value:  both NY and Del have requirement that “par value” be stated (most states don’t have this requirement)

3. Duration:  In NY (402a9) must state duration if not perpetual

a. TX and Mich only recently allowed perpetual so some of their corps may have expired without operators knowing about it – need to check this if dealing with TX or Mich corps;

4. Limitation of director liability;

a. Allowed in both NY (402b) and Del (101b)

b. Based on Smith v. Van Gorkom case

5. Including Bylaws in certificate of incorporation:

a. In NY (402c) can put what would be the bylaws in the certificate of incorporation to make the rules more difficult to change (bylaws can be amended by directors but certificate of incorporation can only be amended if a majority of all shareholders who would be affected by the change vote for it)

6. Naming board of directors:

a. Del (102a6) allows COI to name the initial board of directors; not allowed in NY 

b. NY (404a) there must be an “organizational meeting” after filing to elect board of directors (who serve until the first annual meeting), create bylaws, and conduct other necessary business until the first meeting

iii. Bylaws

1. deals with internal matters of housekeeping;

a. sets number of directors

b. when directors meet

c. who is authorized to call special meetings

d. date of annual shareholder meeting

e. positions for officers

f. defines fiscal year (13 possibilities, 13th is year that always ends on the same day of the week – used for businesses that have to count inventory – called “52-53 week year”; other 12 are the last day of the month)

iv. Directors authorize officer to sell stock (usually to themselves) and to issue stock certificates

d. Existence of corporation begins when certificate of incorporation is accepted and filed by secretary of state (NY 406; Del 106)

e. First Actions of Corporation:

i. Elect directors

ii. Adopt bylaws; including

1. date for annual meeting

2. provisions for the number of officers and directors

3. provisions for notice of annual meeting and how such notice is to be given

4. powers of officers and directors

5. provisions for establishment of bank account

f. Note on Initial Directors

i. Board of directors is elected by shareholders, But no shareholders exist until stock is issued and issuing stock is function of the board

ii. Mechanism must exist for naming directors before issuing stock or issuing stock before naming directors

iii. Solutions

1. Incorporators have power of shareholders until stock is issued and powers of directors until directors are elected (NY 404(a))
a. Incorporators will adopt by-laws, fix the number of directors, elect directors to serve until first annual meeting

2. Incorporators have powers of shareholders and directors unless initial directors are named in the certificate of incorporation (DE 107; 108)

g. Notes on stock:

i. Residual value of the business

ii. Rights may be allocated among classes (like in property, bundle of stick, may be allocated in any way, none may be left over)

2. General corporation law are a mix of default rules and directives

a. Procedure for formation: mainly directive

b. Internal governance:  mainly default with some directive

i. Examples of directives:

1. Must have annual shareholders’ meeting

2. Fundamental changes have exact protocols that must be followed;

a. Examples:  merger, liquidation

b. Failure to follow exact protocols can invalidate a fundamental change, even if the error in compliance is minor (Jackson v. Turnbol)

3. State v. Federal Law

a. From 1787 until 1933 there was no federal law; in 1933 had series of Securities Acts which created an overlay of federal law;

4. Alternative entities:

a. Fictitious name laws

i. Have to register a fictitious name if you don’t want to use your own name; same for proprietorships, corps, etc.

ii. Consequences for not registering differ by the state;

1. some states will allow you to cure the defect later and so you can still sue on contract; other states won’t let you sue on contract from before your name was filed;

2. In NY not filing is not a crime but is a misdemeanor; but will not be prosecuted so no real consequences

iii. NY 303 – reservation of name statute

b. Sole proprietorship

i. Don’t need government permission

ii. There is no sense in which the business is different from you; expenses, taxes, liabilities to creditors are the same;

iii. Tax form 1040, schedule C

iv. Advantages

1. control

a. owner controls business; direct control over business, can safeguard assets

2. simplicity

a. easy to operate, flexible

b. no need to call shareholder or partnership meetings or to provide reports to others or even to register with the state

3. expenses

a. no reporting requirements

b. accounting less formal

c. legal issues fewer and less complicated

4. taxes

a. proprietorship not taxed separately

b. income and expenses are passed through (no double tax)

v. Disadvantages

1. unlimited liability

2. management

a. death or disability of owner often results in loss of the business bc no one is available to carry on the business

3. transferability
c. General partnership

i. If two individuals join in a business then can’t just treat as two sole proprietorships

ii. Only requires a handshake agreement; in some cases the partners didn’t even know they had a partnership

iii. Each partner is personally and unlimitedly liable for all the debts and obligations of the firm

iv. Advantages

1. control

a. ownership and control dispersed among general partners by agreement

2. simplicity

a. can conduct business however partners want; but partners must agree

3. expenses

a. no reporting requirements

b. accounting less formal

c. but winding up partnership may be expensive and complicated

4. taxes (no double tax)

v. Disadvantages

1. unlimited liability

2. transferability

d. Limited partnership

i. Not suitable for ongoing businesses;

1. theatrical ventures – for historical reasons

2. broker dealers – no longer the case; used to be because a corporation could not be a member of a stock exchange; changed in 1954;

ii. Not used to finance a business but used to finance assets that the investors are going to use;

iii. Entity has a general partner that operates the business and one or more limited partners that contribute investment capital but do not participate in management

iv. Used in following situation:

1. in hotel business, want a hotel, need someone to finance

2. businessmen form corporation; corporation creates limited partnership; corporation is general partner; investors are limited partners

3. limited partners give money to corporation to buy hotel and land

4. corporation leases hotel to businessmen

5. lease money is profit for limited partners

6. however, conflict of interest exists

a. tenants that pay rent control the general partnership, have not real investment in that partnership
7. leads to revised limited partnerships where limited partners have more rights
v. Disadvantages

1. Unlimited liability

a. General partner is subject to unlimited liability

b. May be limited by making the general partner a corporation

2. Transferability

a. Limited partner cannot readily transfer ownership interest unless it is registered under (or exempt from) federal securities laws and all of of their attending expenses and liabilities
vi. Advantages

1. Limited Liability

a. Liability of limited partners is limited to the amount of their investment, thereby protecting their other assets

2. Separation of ownership and control

a. Limited partners may invest in capital without becoming involved in management.

3. Expenses

a. Simplicity in management still available

b. Accounting for the limited partnership may be complicated

e. Limited Liability Company (LLC)

i. Has a mix of partnership and corporation characteristics

ii. Thought to be very suitable for a business which is thought to have only a few people involved

iii. Advantages of LLC

1. pass through tax (only has to report tax, not pay tax)

2. limited liability

3. other advantages

a. separation of ownership and control

i. maximum flexibility; members may invest capital without being involved in management

b. expenses

i. simplicity in management; may be structured freely under operating agreement

ii. but accounting may be more complicated

iv. Disadvantages

1. Transferability (not easy)

v. Why advantages of LLC might be overstated:

1. limited liability:  benefit of limited liability is attenuated because lenders will require a personal guarantee from operator of a start up company anyway – so really limited liability doesn’t become functional until you demonstrate that you are a good credit risk;

2. pass through tax:  individuals probably end up paying higher tax rate than the corp.  So if owners have to reinvest money into the company then they pay the full individual tax first then put the money back in.  Under a corporation the money that is “reinvested” is only taxed at the corporate rate.  So to obtain the benefit of the pass through tax system there has to be relatively small reinvestment in the company going on;

3. Minority shareholders have to pay their aliquot share of taxes on the entity’s earnings even if they never see any of the profits; this happens with partnerships and LLCs

	Comparison of corporate “double tax” v. partnership (or LLC) tax:

Individual’s income (R) =  (what’s left over after entity tax in %) x (what’s left over after individual tax in %)

Start with entity income 100K; assume corporate tax rate of 22% and individual tax rate of 31%

Taxing with no reinvestment:

Corporate tax:

R = 100(1 - .22) x (1 - .31); R = 53,820

Partnership tax:

R = 100(1 - 0) x (1 - .31); R = 69,000

So with no reinvestment save money by having pass through tax;

With reinvestment of 100K into the entity:

Start with entity income of 300K

Individual’s tax if split two ways between partners (150K each):

R = 150(1 - .31) = 103,500

So for two individuals have total = 207,500 after taxes; each partner gets 53,750 net
Tax if split three ways between partners and corporation (each receives 100K; partners receive 100K in salary):

Partners each get: R = 100(1 - .31) = 69,000; so total of 138,000; 138, 000 – 22,000  (to corp) = 116,000; each partner gets 58,000 net

Corp gets: R = 100 ( 1 - .22) = 78,000

Total = 216,000 after taxes

So if reinvesting 100K into the entity you save 8,500 in taxes by using corporation rather than pass through


SUMMARY TABLE

	
	Corporation
	Partnership
	LLC

	creation
	State
	Parties
	State

	entity
	Yes
	Maybe
	Yes

	Personal liability
	No
	Yes
	No

	survival
	Yes
	No
	No

	Governing statute
	Directive
	Interstitial
	Mixed

	Tax character
	Corporation is separate tax payer
	Pass through entity
	Pass through entity


5. More on Taxes:

a. An entity is classified as a corporation for tax purposes if it is formed under a statute that describes or refers to the entity “as incorporated as a corporation, body corporate, or body politic” or as a joint stock company or joint stock association.  Such entities must be taxed under either Subchapter C or S.

b. An entity that has two members and is not classified as a corporation (see above) may elect to be taxed under Subchapter K [Check the Box Rule]

c. An entity that has only one member may be taxed as a corporation or as a “nothing,” i.e. as though it has no separate existence from its owner (sole proprietorship)
d. After making a Subchapter S election, an entity may not change its classification within five years without permission of the IRS.  An entity that is currently taxed as a corporation and changes its classification  so that it will be taxed under Subchapter K, is viewed for tax purposes as having dissolved and reconstituted itself.  Dissolution results in a presumed distribution of all unrealized appreciation of business assets to members and a tax therefore being imposed on them for that appreciation. 

e. Check the Box does not apply to unincorporated organizations that have publicly traded ownership interests without regard to the business form adopted by those organizations. (from Tax Reform Act of 1986; aim to prevent master limited partnerships that acted as tax shelters)

6. Subchapter S taxation

a. Same pass through tax treatment as is available with a partnership or LLC

b. Can reverse subchapter S election

c. Eligibility:

i. No more than 75 shareholders

ii. All shareholders must be individuals, estate of decedents, certain trusts or charitable organizations (no corporations)

iii. No shareholder may be a nonresident alien

iv. Corporation must have one class of stock

d. Can convert to C, but cannot go back to S for 5 years

7. Corporation (form) [compare with above]
a. Advantages

i. Limited Liability

ii. Separation of management and control

iii. Transferability

iv. Perpetual Life

b. Disadvantages

i. Double taxation

ii. Management

iii. Expenses

8. Preincorporation Transactions by Promoters

a. Promoter: person who transforms an idea into a business by bringing together the needed persons and assets, and superintending the various steps required to bring the new business into existence

b. Liability of Promoter: when a promoter makes a contract for the benefit of a contemplated corporation, the promoter is personally liable on the contract and remains liable even after the corporation is formed

i. Exception: party who contracted with promoter knew corporation was not inexistence at time of contracting, and nevertheless agreed to look solely to the corporation for performance

c. Liability of Corporation:
i. Corporation formed after promoter has entered into a contract on its behalf is not bound by the contract, without more

ii. Corporation could not have authorized a contract before it existed

iii. If corporation continues contract, accepting its benefits, it is estopped from using the above defense

iv. Fact that a corporation is made liable under this theory does not release the promoter; in such a case, the promoter and corporation are jointly and severally liable

9. Note on the Architecture of Corporate Law

a. State Statutory Law

i. Enables corporations to be organized, 

ii. Provides corporations with various endowments 

iii. Facilitates corporate transactions

b. State Judge-Made Law

i. Sets the level of care required of officers and directors

ii. Regulates traditional conflicts of interest

iii. Gives Consent to remedial structures to protect shareholder rights and resolve shareholder claims

c. Federal Law

i. Regulates traditional conflicts directly, through rules on insider trading

ii. Regulates positional conflicts of interest indirectly, through rules that govern the proxy voting system; regulating the flow of information concerning management’s performance

1. positional conflicts: involve actions by managers to maintain and enhance their position

d. “Soft Law”

i. Rules of major stock exchanges

ii. Regulate positional conflicts directly (require independent board and committees to monitor the corporate executive)

10. Where to incorporate

a. Incorporate locally: For a local business it is better to incorporate in that state;

i. May have advantage that local lawyers may be more familiar with local corporation law

ii. Main reason: Better for tax purposes

1. State imposes doing business tax on corporation on basis that reflects amount of that business
2. If  a corporation is incorporated in a state, the state will impose a franchise tax for the privilege of incorporation (even if not doing business in that state)

3. Elements of the doing-business and franchise tax may overlap in such a way that if a corporation is doing business in one state, its total tax bill will be less if it is also incorporated in that state

b. Note on the State of Incorporation

i. Public corporation: franchise tax is likely negligible; but revenues may be substantial for a state like DE

ii. Commentator:

1. small state has economic incentive to design corporate statute that will attract incorporation

c. Delaware:  

i. Court system:

1. Still has divided courts of equity and law

2. Chancellor sits in equity

3. bulk of the court activity is corporate litigation

ii. Advantages

1. sophisticated history of laws

2. responds to problems quickly

3. sophisticated judiciary

a. Prof. Dreyfus: DE has insurmountable advantage, why most publicly held companies incorporate in DE

b. Internal affairs doctrine: law of the state of incorporation applies

4. most actions are in equity (e.g. specific performance?), not at law

5. clarity of the law; more predictable outcomes

iii. “Race to the bottom” theory

1. idea is that Delaware favors management – minor premise is that corporations should be created by federal government and not states
2. S says that Delaware is not close to being the most pro-management state in the country

3. opposing ‘race to the top’ theory (Winter):
a. if DE law unduly favored managers shareholders would earn lower than normal returns and DE corporation would therefore have higher costs of capital

b. this would cause bankruptcy of DE corporation in product markets or ouster of management through takeover

c. state offering the optimal, value maximizing statutory regime will attract the most incorporations

d. drastic overstatement of power of product market, capital market, and the takeover market

4. Judge-made law makes more of a difference than statutory law

5. Not much significant difference between state statutes

6. DE won the race, now has monopoly position; also has incentive not to write suboptimal law (may lead to federal intervention)

11. Defective Incorporation

a. “De Facto” incorporation doctrine:  allows corporate status even when technical requirements aren’t met

i. elements:

1. must have had a statute to form the corporation

2. must have made an effort to comply (e.g. filed certificate of incorporation but they were rejected); substantial compliance
3. must have done something in the name of the corporation

ii.  Example:  Cantor v. Sunshine Grocery

1. Brunelli represented himself as president of Sunshine; Brunelli signed a lease as president of “Sunshine” but later defaulted on the lease; turns out that there was a delay in filing the certificate of incorporation such that it was filed after the lease was signed; court found that Brunelli was not personally liable since he had made a colorable effort to form the corp. prior to the lease

iii. Purpose:  

1. Used to be that there were no full time employees in secretary of state office and so it could take 6-8 months for filing; people would need to start the business right away so the de facto doctrine was useful; now that filing is easy and quick no real need for de facto doctrine (abolished by Model Incorporation Act followed to varying degrees by most states – NY and Del don’t follow the Model Act)

iv. Distinguished from estoppel doctrine:

1. A de facto corporation is considered a corporation as against all parties except the state.  A corporation by estoppel is given corporate status only as against the particular person in the particular proceeding before the court.

v. Promoter liability;

1. Rule:  promoter will be held liable for obligations of the corporation if the promoter acts on behalf of the corporation while knowing that the corporation has not yet been formed.  There is joint and several liability amongst promoters who act on behalf of the corporation.

2. Example:  Harris v. Looney

a. Promoter Alexander entered into a contract (purchased a business) with plaintiff in the would be corporation’s behalf knowing that the certificate of incorporation was not yet filed.  Promoter then defaulted on his payments to plaintiff.  Two other promoters were not involved in the contract.  Alexander was found liable for would be corporation’s debts but other promoters not liable since they were not involved in the pre-incorporation contract.

3. Based on “warranty of authority”

a. anybody who purports as an agent is making an implied warranty of two things:

i. that has principal has contractual capacity

ii. he is authorized to bind the principal

b. NY example:  if you hire a president to contract on behalf of your corporation but the corporation isn’t in existence yet then the president is personally liable for the contractual obligations because he has breached his warranty of authority.  However, he can get contribution from you.

vi. “Back end” de facto doctrine:

1. Some states automatically (without notice) terminate the corporate charter if the corporation doesn’t file an annual tax return.  A lot of small companies don’t file an annual tax return and so have the possibility that many people can be acting on part of the corporation after it has been terminated.  Someone suing the corporation will always check with the secretary of state to see a certificate of good standing.  Model Act has abolished de facto doctrine on the front end – would have to check if the back end de facto doctrine still exists in that state;

2. S says that today the de facto doctrine has more significance on the back end than front end;

b. Note on Defective Incorporation

i. De Jure Corporation: a corporation organized in compliance with the requirements of the state of incorporation (status cannot be attacked by either private parties or state)

1. substantial compliance will suffice

2. mandatory v. directory requirements (latter need not have exact compliance)

ii. De Facto Corporation:

1. insufficient to constitute de jure (which not even state may win in challenge), but sufficient to treat enterprise as a corporation with respect to third parties

iii. Who is Liable (when corporation found not to exist)?
1. old theory: all potential shareholders (as if a partnership)

2. modern theory: personal liability only on those owners who actively participated in management

3. MBCA: only persons acting on behalf of corporation who knew there was no incorporation are jointly and severally liable for would be corporation’s liabilities 

c. Estoppel doctrine;

i. Is a preclusion of proof; you come to court to prove some fact or set of facts but you are precluded from proving them because of your conduct; misrepresentation is classic example

ii. Rule:  no corporation or person sued by the corporation can later assert that the corporation doesn’t exist (Del 329a)

iii. 3 Examples:

1. A claims to have corporate status during a transaction with B.  Then, if B sues and A denies corporate status, B can argue estoppel.  (But why would A want to deny corporate status? Would A rather have personal liability??)

2. A contracts with B.  Then A sues B.  B raises defense that A cannot sue B in corporate name.  Courts tend to regard this as a nonmeritorious defense and disallow it.  (Courts feel the corporation has conferred a benefit on you so now you can’t claim it doesn’t exist.)

3. A has dealt with B as though B were a corporation.  A sues B and tries to impose personal liability on B’s shareholders.  B’s shareholders argue that A should be estopped from treating B as anything other than a corporation. (Cranson v. IBM (1964))
12. Doing business in another state:

a. “Qualifying”:  To do business in a state outside the state of incorporation the corp must “qualify” (Del 371-381; NY article 13)

i. But “qualification” is automatic upon filing the proper papers, state cannot prevent you from qualifying because they don’t like you

b. Internal Affairs doctrine:

i. Rule:  it is the state of incorporation that controls issues of internal corporate governance;

ii. Example:  McDermott, Inc. v. Lewis

1. McDermott Delaware (Mdel) is paying US tax on both its Del and Pan (through its Panamanian subsidiary) operations.  It wants to minimize its tax burden.  If it makes Mpan the parent and MDel the sub then it won’t have to pay US taxes on Mpan..  So it straight swaps stock so that MPan is the parent and MDel is the sub.  After the deal is completed, the public owns 90% of Mpan, Mpan owns 92% of Mdel, and Mdel owns 10% of Mpan.  Idea is that Mpan can force Mdel to vote its 10% (which is controlling over the public’s 90%) to reelect Mpan directors.  In all US states majority owned subsidiary cannot vote stock for its parent – policy is want to prohibit the management from using the company’s money to buy stock with which they can then use to vote against the other public shareholders; but in Panama you can do this.   But here Del courts applied the internal affairs doctrine so that the laws of Panama control and the transaction was sustained.

iii. “Pseudo foreign” corporation exception to internal affairs doctrine:

1. if a corporation is chartered in another place but does all its activities and business in one place then many states will apply local law;

iv. CA statutory exception to internal affairs doctrine:

1. subjects foreign corporations to CA law under certain circumstances:

a. weighted average of corps property, sales and payroll in CA

b. More than half of the voting securities held by CA residents

c. Unless the stock of the corp is listed on the NYSE or American Stock Exchange or quoted on NASDQ then a number of CA code provisions apply

2. Provisions:

a. Removal of directors

b. Duties of directors

c. Restrictions on the payment of dividends

d. Cumulative voting

v. NY rules on internal affairs doctrine:

1. broader than CA’s

2. found in NY Const. Article 13 (not in book), and sections 1319 (“applicability of other provisions”), 1320 (“exemption from certain provisions”) of NYBCL

3. NY rules apply unless less than half of the corporation’s income derives from NY or the shares are traded on a national exchange (NASDQ doesn’t count since its not an exchange)

4. Right to see shareholder list of foreign corporation

a. Any NY resident who is a shareholder of a foreign corp has a right to see the shareholder list of the foreign corp.

b. Attacked on constitutional grounds but upheld by Sadler case;

vi. Policy reasons for internal affairs doctrine:


1. Desire for a single, constant law to avoid fragmentation of relationships

2. Facilitate planning, predictability

3. Constitutional considerations:

a. Constitutionality of CA and NY style statutes has not been established  

b. due process clause (management has a right to know what the laws are), 

c. commerce clause

i. Pike v. Bruce Church:  state may indirectly regulate interstate commerce as long as the burden placed on interstate commerce is not excessive relative to the local interests served by the regulation

ii. Edgar v. MITE Corp.:  Supreme court ruled that under the commerce clause a state “has no interest in regulating the internal affairs of foreign corporations.” – puts heavy burden on state to justify displacing the internal affairs doctrine

d. full faith and credit

13. McDermott lessons:

a. The shares that a subsidiary owns of the parent shall not be voted in a shareholder election of directors (NYBCL §612(b); DE §160(c))

i. Panama law does not have this requirement; why it mattered if Panama law applied

b. Constitutionally Required? (Internal Affairs Doctrine)
i. Commerce Clause: one state applying its own law instead of the law of the state of incorporation may unduly burden interstate commerce (Pike)

c. What happens to shareholders who did not do the swap? (not swapping lost value of the Panama subsidiary)

i. May sell to others that may swap (no market, no option)

ii. May seek appraisal rights

14. Vantagepoint Venture Partners v. Examen, Inc.

a. Facts: Examen – merger subject to vote; VantagePoint – held preferred stock

b. Issue: Was VantagePoint entitled to vote the preferred stock? 

c. DE Law: no, contractual right

d. CA Law: yes, statute provides

e. VantagePoint would have had enough voting power to block the merger

f. Applies internal affairs doctrine (choice of law rules, constitutional) to conclude that DE law applies

g. CA 2115 requires application of CA law to foreign corporations if certain narrow factual prerequisites are met

15. NYBCL §1315:

a. New York shareholder of a foreign corporation allowed to do business in New York is entitled to a shareholder list

b. Ny 1319 (odd collection of provisions that apply to foreign corporations that do most of their business in New York; not used; repealed by destitute?

16. Ultra Vires doctrine

a. Classical ultra vires

i. Transactions outside the sphere of what was permitted by the corporate charter

ii. Original purpose: protect public or the state from unsanctioned corporate activity

b. Power and Purposes (two separate questions)

c. Recurring Problems

i. Power to guarantee a third-party’s debt (current statutes explicitly empower corporations to do this; DE §123)

ii. Power of Corporation to be a general partner (moot again)

d. Limitations on Ultra Vires

i. History is one of steady erosion

ii. Corporate powers could be implied as well as explicit

iii. Not a defense to corporate tort or criminal liability

iv. Major impact found in executory contracts

1. estoppel doctrine; nonperforming party could not assert ultra vires as defense

v. American law: unanimous shareholder approval barred ultra vires unless creditors would be injured

vi. Certificates written to include everything; long list of activities

vii. Statutes made it ok to name any lawful purpose

viii. Some states have abolished doctrine altogether

e. NYBCL §203: ultra vires not to be asserted; except by shareholder against corporation (enjoin act), corporation against director (damages), attorney general (annul or dissolve corporation or enjoin action)
f. DEGCL §124: basically the same

17. The Entity Idea

a. Piercing the Corporate Veil

i. Instrumentality test:

1. elements:

a. complete domination of corp. including finances, business practices, and policies

b. D must commit fraud or wrongdoing

c. First two elements must be the proximate cause of P’s injuries

2. example:

a. United Paperworkers v. Penntech:  Kennebec corp. (K) contracts with union for an arbitration clause – business goes bad and K is bought out by “TP corp”, a shell corp. of Penntech (P).  TP and P do not sign any future agreements with union.  K goes bankrupt and union sues P, claiming that P should be included in the arbitration.  Held for P because even though P had complete domination of K there was no fraud or wrongdoing so instrumentality test is no satisfied and court will not pierce the corporate veil of K.  Note this was in a federal court because it was a labor case but used state law for purposes of piercing the corporate veil.

b. TP bought K after bargaining agreement made (otherwise poor bargaining position)

ii. Importance of formalities:

1. example:

a. Riddle v. Leuschner:  closed corp. that went bankrupt with large debt to creditors.  Court didn’t like fact that they commingled funds and didn’t respect corporate formalities – court upheld piercing of  corporate veil; unity of interest and ownership
b. Flow of funds were from Leushners (defendants) into business, not the other way around (would indicate no wrongdoing); found to be an alter ego
iii. Alter ego theory

1. Not necessary to show fraud

2. Factors to consider

a. Adequacy of capitalization

b. Solvency

c. “drain off”

3. example 1:

a. Fletcher v. Atex: P sued company kodak whose subsidiary made keyboards claiming repetitive motion injuries.  P unable demonstrate factors of alter ego theory and P lost on summary judgement; court says that P should have tried theory of apparent agency since the product was sold using the Kodak trademark

b. Alter ego claim:

i. Parent and subsidiary acted as single economic entity

ii. Overall element of injustice or fairness is present

c. Single economic entity (factor test):

i. Whether corporation was adequately capitalized

ii. Whether the corporation was solvent

iii. Whether dividends were paid, corporate records kept, officers and directors functioned properly, other corporate formalities observed

iv. Whether dominant shareholder siphoned corporate funds

v. Whether, in general, the corporation simply functioned as a fascade for the dominant shareholder

d. Cash management system not a complete commingling of funds
4. example 2:  NY rule

a. bartle v. homeowners cooperative:  large group of people organized a group to be a general contractor for themselves; the homes were being sold at a loss so the subs didn’t get paid; bartle was a sub and sued to get paid; NY refused to disregard the entity so bartle didn’t get paid

5. example 3:  NJ rule

a. Yackney v. Weiner:  same facts as bartle but came out opposite – disregarded the entity in favor of the creditors

iv. Enterprise liability:

1. commonly used in bankruptcy cases (so if whole thing goes bankrupt can treat all as one and don’t have to go after all the separate parts) and sometimes in tort cases

2. idea is to ignore the formal ownership and look at the workings of the business itself and all the aspects of the business should incur liability 

3. Tort v. contract claims

a. Enterprise liability claim is weaker in context of contract claim because plaintiff could have bargained around the risks

b. In tort claim there is no opportunity to bargain; P is an involuntary participant so his claim is much stronger than in contract

4. Example:

a. Walkovsky v. Carlton:  C had 10 corps with 2 cabs per corp and minimal insurance per cab.  W was hit by a cab and wanted to pierce the corporate veil to make C pay personally.  Court held for C – refused to pierce corporate veil even though the corps assets would be insufficient to pay judgement.  Logical thing for W to do is to try to combine all the corps into one and collect from the unified entity (i.e. makes more sense to try to aggregate the corporate entity rather than try to pierce the corporate veil).   Having whole fleet at risk might make C consider raising liability insurance coverage on each cab.
i. Walkovsky case is pretty clear case of a unified enterprise but could get fuzzy if C also owned a garage and that garage serviced his own cabs plus other corps cabs, etc.; 

18. Note on Limited Liability Against Tort Claimants

a. Limited Liability permits cost externalization; a corporation engaged in highly risky activities can have a positive value for its shareholders, and thus can be an attractive investment even though its net benefit to society is negative (overinvestment in hazardous industries)

b. Theoretically, shareholders lack control; basis for vicarious liability.  Practically, who is liable (shareholder when?)

c. How about pro rate shareholder liability? Many of argument below do not apply

d. For limited liability:

i. Efficient capital markets; relevant capital assets can be quickly and easily converted into cash; liquidity
ii. Condition necessary to achieve liquidity is that an asset be worth the same amount to every investor

iii. If shareholders had unlimited liability for tort claims, tort creditors would sue only the very wealthy shareholders (stock costs more to them); these shareholders would seek right of contribution, would also need to monitor wealth of other shareholders

iv. This argument does not apply to closely held corporations, wholly owned subsidiaries
19. Basic Modes of Corporate Finance

a. Common Stock: residual ownership

b. Debt:

i. Bonds, debentures and notes: long-term promissory notes issued pursuant to and governed by long term contracts

ii. Bonds: secured obligation

iii. Debenture: unsecured obligation

iv. Indenture: contract entered into btw borrowing corporation and a trustee; permits bonds to be sold in small denominations to large number of people

c. Preferred Stock: hybrid of ownership nature of common stock, senior nature of debt, dividend like an interest payment

20. The Stockholder as creditor

a. Creditor v. stockholder:  to finance a corporation the operator can buy the corporation’s stock or give the corporation a loan.  If buys the stock then he gets a dividend; if he gives the corporation a loan then he gets interest on the loan;

i. Creditors gets paid before stockholders in case of insolvency so there is an incentive for owners of a corp to be a creditor of the corp rather than a stockholder;

1. S says that most persons aren’t thinking in terms of failure so this is not a significant reason not to use stock rather than loan;

2. text book reason (but irrelevant in practice for closed corporations) for using loans instead of buying stock:  payment of dividends by the corp are not tax deductible but interest payments on loans are (but for the recipient both dividends and interest payments are taxable) 

a. reason why this is irrelevant is that the dividend amounts would be so small for a closed corporation that tax advantage would be negated; instead of getting dividends the operator would just get money as a salary;

3. Real reason for using loan rather than stock to finance a corp is so operator doesn’t get taxed when he gets his money back.  E.g. if you buy stock and at some point sell it back later to the corp the gain is 0 and tax should be 0, BUT the IRS recharacterizes the transaction for closely held companies so the money from the sale appears as a dividend to the recipient and is taxable.  But if you loan a corp money you don’t get taxed when the corp pays you back.

b. Equitable Subordination doctrine (Deep Rock doctrine):

i. During bankruptcy, the court may recharacterize insiders’ claims compared to those of arms length creditors if it is equitable to do so.  

1. Court may find insider’s investment to be:

a. A loan

b. A contribution to capital

c. a second class of stock (which would be subordinate)

d. could have subordination to some claims but not all

2. Brady test to see if investment is really a contribution to capital (disincentive to keep business afloat):

a. at the time the loan was made the need was urgent

b. there were no commercial lenders who would give the money

c. the notes representing the loans are “demand” notes with modest interest rates (high risk loan would expect high interest)

3. Wisconsin rule:

a. Person providing the funds is in a position to determine the transaction

b. Circumstances show that the loan wasn’t intended to be repaid in the ordinary course of business (the longer the loan payback period the more likely it conforms to ordinary course of business)

c. Size of the loan (most important factor):  if size of the loan is unreasonably small compared to nature and size of business then will be considered capital of the corporation

ii. One problem with Brady test is that low interest rates serve to protect creditors so gives insider incentive to charge high interest rate which is wrong incentive

iii. Examples:

1. In re Mader’s store:  the business was losing money.  Gelatt and his partner each lent the business ~40K.  Before bankruptcy business sold all assets to another corp. owned by Gelatt.  After bankruptcy creditors wanted to subordinate Gelatt’s loan claiming that corp. was initially undercapitalized and that loan was merely contribution to capital. Court held for Gelatt – no initial undercapitalization of corp. and there was evidence that loan was meant to be repaid.

a. “capital contribution theory”
i. Loans made by stockholders in control of corporation

ii. Loan not intended to be repaid in ordinary course of business (but rather remain outstanding as permanent part of company financial structure)

iii. Paid-in stated capital unreasonably small relative to size of business

b. By having small equity base, and loans at lower interest rates, shift risk to legitimate creditors (should be born by proprietary interest)

c. “Where a corporation is once provided with a reasonably adequate fund of stated capital but subsequently requires additional funds, the stockholders may advance those funds as a loan in an attempt to enable the corporation to continue in business, and provided no inequitable conduct is shown, the stockholders may participate with other creditors in the distribution of the insolvent estate.”

d. Whether advance is capital or debt should turn on whether repayment was anticipated

e. Should not prevent shareholder from trying to save a business

2. Taylor v. Standard Gas and Electric (Deep Rock case):  Deep Rock was common stock subsidiary of standard.  DR was largely capitalized by publicly traded preferred stock which is non-voting.  Standard kept paying dividends for a long time despite fact that DR was basically insolvent so they could keep control of the company.  When DR finally went insolvent the largest creditor was Standard but preferred stock holders said that due to mismanagement Standard should be subordinated to the preferred shareholders.  Court held for preferred shareholders and subordinated Standard’s loans to DR.

3. Difference btw equitable subordination and shareholder-loan subordination (equitable if shareholder-manager did something wrong)

c. Notes on Equitable Subordination

i. Gannett Co. v. Larry:
1. Gannett in newspaper business; Berwin in business of publishing newspaper; to ensure a supply of newsprint in view of threatened shortage, Gannet bough Berwin; Gannett lent a lot o money to Berwin (in converting it to a newsprint supplier); shortage never occurred, Berwin went bankrupt

2. It would be unfair to allow the claim of Gannett on parity with other creditors who lacked the interest which Gannett had in Berwin’s disastrous experiment in the newsprint field

ii. Undercapitalization

1. important part in equitable subordination

2. case where physical plant that owner had mortgage on was subordinated

iii. Common Pool

d. Contractual Subordination:

i. Most subordination is contractual, not a judicial remedy.  CS is an extremely important type of American business financing.

ii. Two types of contractual subordination

1. Complete:

a. Cannot pay off junior debt until senior debt is completely paid off

b. Routinely done by banks and other professional lenders dealing with closely held companies – done to protect themselves from insiders who would get themselves paid off first when corp. goes insolvent leaving the bank stuck;

2. Inchoate:

a. the debt doesn’t become subordinate to other debts until some specified event occurs such as insolvency or bankruptcy

b. applies mostly to publicly held companies with publicly traded stock

c. Example:

i. Subordinated debenture (fancy IOU which is unsecured):  interest will be paid on a due date unless a triggering event occurs in which case the subordination kicks in and I get nothing until all senior claims are paid off.

1. Why sell sub debs?  Banks will be more willing to make loans and will charge lower interest rate since they will receive all pay off from the debenture claims

2. Why buy sub debs?  High risk so usually interest rate is high.  Also are often “convertible” so buyer has option to buy stock if the stock becomes more valuable than the debenture;

e. Calligar excerpt
i. Basic types of subordination agreements:

1. inchoate: not operative until certain event (bankruptcy, insolvency)

a. until financial distress occurs, subordinated debt may be amortized, redeemed or refunded by debtor through other means

2. complete

a. no payment can be made unless senior debt is paid

b. subordination is immediately effective

c. more security on senior debt

ii. dual nature of subordinated debt
1. provides security for senior creditor

2. broadens the borrowing base of the corporate issuer

iii. double dividends

1. dividends paid directly on senior debt and dividends paid on subordinated debt

iv. subordinated debentures can be convertible to common stock

v. why issue subordinated debt?

1. interest paid on subordinated debt is tax deductible

2. interest rate on subordinated debt is lower than dividend rate on preferred stock (why?)

3. subordinated debt provides leverage 

vi. subordination is usual remedy for situations where business is undercapitalized, but kept alive by loans of shareholders

vii. bank prefers contractually subordinated debt (double dips); piece of pie going to junior debt goes to bank

f. Subordination Problem (Problem 1):

i. Definitions:

1. non-recourse debt:  in the event I don’t pay you your only rights are against the collateral

2. recourse debt:  if you don’t get the money out of the collateral then the debtor still owes it

ii. Hierarchy of claims:

1. Order:

a. secured claims

b. preferred claims (wages, costs associated with administering the claim, government claims)

c. everybody else: “general creditors” (unsecured and unpreferred), including those that include “recourse”

2. Dividend by shareholders is ignored unless the dividend has already been declared in which case it is counted as a debt

3. Note that there can be contractual arrangements within each class

iii. Claims:

1. First mortgage forecloses on collateral and collects 250, but other 100 is gone

2. Next is wages for 40

3. second mortgage is put in line with other creditors since there is no collateral left after first mortgage

4. At this point assets = 110K; creditors = 750K; so each creditor gets 110/750 = 14.67%;

a. 2nd mortgage:  50x14.67=7335

b. accounts payable:  400x14.67=58680

c. bank:  200x14.67=29340+(sub cred share; sub creditor share = 100x14.67=14670); total = 44010

5. Next round is 400; 400/640=62.5%; so each claimant gets 62.5% of their respective deficiency

a. 2nd mortgage:  .625x42665=26666

b. accounts payable:  .625x341200=21154

c. bank:  .625x156=97500+(sub share = .625x100=62500; 58500 needed to satisfy); total = 97500+58500=15600

d. sub creditors:  62500-58500=4000

6. Note that since sub creditors amount doesn’t decrease in first round it gives advantage to senior debt in second round; i.e. the claimants don’t get the same percentage

7. If the second round had been 700 rather than 400 then there would have been 700-640=60 left over for shareholders; this would go to the preferred; exception is in rare cases when preferred is not preferred upon liquidation in which case all shareholders share equally

21. Director’s Role

a. Source of a director’s power

i. NY 701, Del 141a

1. Says that business of the corporation shall be managed under the direction of the board of directors (thus shareholders don’t have a supervisory role or have authority to make management decisions)

a. Example:

i. Continental Securities v. Belmont:  Officers of the corp had allegedly issued 15K shares of stock without consideration.  Derivative suit brought by shareholder to force management to cancel the shares.
ii. Derivative Suits: 

1. FRCP 23.1: 

a. Π must have been a shareholder at the time of the transaction of which you are complaining (contemporaneous shareholder rule)

b. Bc legal system has a deep bias against trafficking causes of action

c. Bc economically, price you bought stock at should reflect the value (incorporates bad transaction)

d. Need to have a demand on directors (may be excused)

e. Π must be adequate representative; settlement, dismissal requires court

2. corporation has standing to sue (shareholder may bring action on behalf of corporation)

3. corporation joined as defendant; res judicata purposes (action is for failure to bring suit)
iii. principle: corporation managed by board of directors
iv. unnecessary to request that stockholders bring action, for board to decide, unless demand is excused (clearly appears from complaint that the demand is useless; i.e. suing directors)
b. Director v. Trustee

i. Directors are not trustees since trustees hold legal title to property and here  directors do not hold legal title to the corporation; trustees have an absolute duty to preserve property
ii. Why? Purpose of a trust and business are different (capital preservation v. profit-making); there are inherent risks in profit-making

c. Director’s fiduciary responsibility

i. Meinhard v. Salmon (1928):

1. Facts/Posture: 

a. Joint venture: ad hoc partnership for doing something less than carrying on an entire business; here for specific transaction, limited in time and scope

b. Joint venture btw M and S: Meinhard provided funds to Salmon to lease building; 20 year lease; Meinhard to receive 40% of profits for first 5 years, 50% thereafter, would share losses
c. Salmon (through Midpoint Realty) entered new lease with owner (other property); 20 year lease, option to extend 80 years

d. Salmon told Meinhard nothing about new lease; Meinhard wanted in on lease (Salmon received opportunity from joint venture)

e. Meinhard received 50% interest (obligation as well) in new lease 

2. Legal Principle:

a. “Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty”

3. Rationale:
a. “A trustee is held to something stricter than the morals of the market place.  Not honesty alone, but the punctilio of an honor the more sensitive, is then the standard of behavior.”
4. Application

a. Salmon excluded coadventurer from any chance to compete, any chance to enjoy opportunity for benefit that had come to him alone by virtue of his agency; had at least duty of disclosure

b. Extra share added to Salmon’s half to allow him to retain control

5. Andrews (dissent):

a. Because it was a joint venture, not a partnership, the duty owed was limited by the time and scope of the joint enterprise
b. Nothing unfair in Salmon’s conduct

ii. SEC v. Chenery Corp.

1. Facts/Posture:

a. Certain officers and employees of the corporation being reorganized purchased shares of its preferred stock

b. Commission effectively precluded these people from enjoying benefits available to other holders of preferred

c. SEC found defendants to be fiduciaries owing a “duty of fair dealing”

2. Discussion

a. Officers and directors owe a fiduciary duty, but to whom, what is extent of duty?

b. No unjust enrichment; SEC overruled

iii. American view: directors owe a fiduciary responsibility to both the corporation and shareholders

1. duty to common shareholder v. preferred shareholder:

a. to which shareholders do directors owe a duty?

i. S says that any treatise on DE law says that directors owe a duty to both preferred and common – problem is how do you uphold a duty to both when their interests conflict

ii. Do directors only owe a duty to those who elected them, e.g. directors elected by preferred owed duty only to preferred?

1. doesn’t seem like there is a clear answer to this

2. different classes:

a. common

b. preferred

c. bondholders:  bondholders can have voting rights (NY 518c, DE has same thing) so they might have power to elect some of the directors – then to whom would those particular directors owe a duty – shareholders or bondholders?; in usual case bondholders have only contractual rights but if company is insolvent then court treats them like shareholders and board does owe them a fiduciary duty 

d. Union:  example:  Chrysler restructuring required union rep be on the board; court held the union-elected director owed a duty to shareholders, not the union (but this is different because the union-elected rep was elected by shareholders, not union members)

b. Example:  preferred stock had provision that if dividends were not paid for 6 quarters then preferred holders gets power to elect the board until accumulated dividends paid up; business went bad and dividends were not paid; preferred elected new board and business improved and could have paid off the accumulated dividends; but new board didn’t pay off dividends because they wanted to maintain control of the corps; Ps asked court to return control to commons (didn’t ask for dividends to be paid because it is established that that is solely up to the directors under business judgment rule);  court held for directors because of BJR (which would only be overcome if fraud or gross abuse present, which is not the case here) but court’s implicit holding (mentioned in passing third to last paragraph) was that directors owe a duty to common shareholders and not preferred shareholders (Baron v. Allied Artists)

c. Example:  company had common and preferred; tender offer came along and made and an offer for 100 for preferred (PV and liquidation value) and 40 for common; board said not high enough for common; ultimately what it came down to was that pay less for preferred and more to common; preferred said that was a breach of fiduciary duty; court said that there is a fiduciary duty but this doesn’t violate it; S says he doesn’t know what would violate fiduciary duty (Dalton)

d. Example:  see Rothschild v. Liggett

2. preferred owed a fiduciary duty only when there is no conflict with common stock

a. Example:  Bally offered a cash out merger to MGM leaving MGM to divide up the cash among all its shareholders.   A class of MGM preferred had a liquidation provision providing for $20/share but the merger only gave them $14/share.  P said DE law recognizes a fiduciary duty that requires directors and controlling shareholders to treat other shareholders fairly.  Court held that with respect to matters relating to preferences or limitations that distinguish preferred stock from common, the duty of the corporation and directors is essentially contractual and the scope of the duty is appropriately defined by reference to the specific words evidencing that contract; where however the right asserted is not to a preference as against the common stock but rather a right shared equally with the common, the existence of such right and the scope of the correlative duty may be measured by equitable by equitable as well as legal standards; court further held that under these specific facts P has no reasonable chance of success on the merits and so summary judgment;  (Jedwab v. MGM)

i. Note:  court given examples of where preferred have more than mere contractual rights:

1. if cert has no provision for voting then preferred have same voting rights as common

2. if cert has no provision for liquidation then preferred still has liquidation rights

iv. UK view:  directors owe a fiduciary responsibility only to the corporation

v. Affirmative duties of directors (generally):

1. attend meetings

2. have basic knowledge of the substance of the corps business

3. read reports

4. obtain help when things look amiss

5. otherwise cannot neglect to be diligent

vi. Duties of directors under NY 717 (No comparable Del Statute!):

1. must use good faith

2. standard of care of ordinarily prudent person (“reasonableness” standard)

3. but can rely on reports submitted by both insiders and outsiders (don’t have to independently verify every report) so long as done in good faith

vii. Example:

1. Francis v. United Jersey Bank:  Prichard was an old sickly lady who was made a director but didn’t know anything about the business and didn’t notice that her sons (officers) were siphoning off all the money.  Court applied NJ law which is a copy of NY 717.  Court found that if Prichard had met standard of care (she knew nothing about the business, didn’t know how to read financial statements, etc.) she would have noted what was going on and taken actions to stop it.  Consequently court found her to be personally liable

a. Directors have a duty to act in good faith and with a degree of due diligence, care, and skill which ordinarily prudent men would exercise under similar circumstances in like positions

b. Fiduciary duty owed to creditors is usually not recognized in the absence of insolvency; but owe a duty to those whom the corporation holds funds in trust for (here it is a reinsurance company; relationship to clientele akin to that of a director of a bank)

c. S notes that if she had noticed what was going on she might have been able to prevent the finding of liability by formally protesting or resigning; however in a “money management” business such as that one directors are held to a higher standard of sophistication about financial matters than regular businesses; if she would have hired a lawyer to investigate this she could have brought the sons’ misconduct to a halt and prevented her own liability

d. Also note that on surface “internal affairs” doctrine is being violated by NJ court because they are applying NJ law to internal affairs of NY corp.  However this is a false conflict because NJ law is a copy of NY law.

e. Also note that NY 402b limitation of liability of a director clause was not available at this time; Under NY402b Prichard may have escaped liability but under Del 102b7 she probably would not have (difference is del still has “duty of loyalty” requirement – see below)

f. Note on Causation (p 528)

i. If violation is an omission, would loss have occurred anyway?

ii. If whole board, or substantial majority of board violates duty, can individual director be excused (result would have been same if he acted otherwise)

g. Barnes v. Andrews:

i. Andrews (director) sued for not paying enough attention; violating duty

ii. Π bears burden of showing that the performance of duties would have avoided loss

iii. “No man of sense would take office, if the law imposed upon them a guaranty of the general success of their companies as a penalty for neglect.”
iv. Inattentive director not liable for loss if full attentiveness of all directors would not have saved the situation

h. ALI §7.18(b) Principles of Corporate Governance
i. Not a defense to liability that the damages to the corporation would not have resulted but for the acts or omissions of other people

ii. Comment: “When multiple corporate officials fail to perform a duty whose omission is a legal cause of the loss, a problem of concurrent causation arises.  Potentially, each defendant might claim that his or her conduct was less causally significant than that of others.” . . . Last sentence addresses this (above); no stance on joint or several liability or apportionment based on culpability.

i. Cede & Co. v. Technicolor, Inc.

i. Rejects Barnes v. Andrews reasoning

ii. BJR is presumption; once there is a showing of a breach of duty of care, prima facie case of liability; burden shifts to plaintiff to show entire fairness

d. Limitation of director liability for breach of fiduciary duty

i. Can be included in certificate of incorporation

1. NY 402b:  will not allow limitation of liability for bad faith, intentional misconduct, unlawful conduct, or unlawful conduct in which director gets financial gain

2. Del 102b7:  same as NY but adds “breach of the director’s duty of loyalty” to the list of behaviors that can’t be protected; also unlawful conduct must be “knowing” in order to not be protected

e. Duty of dual directors

i. Court in Weinberg v. UOP says dual directors owe an equal fiduciary duty to both corps;

1.  so when there is a conflict that director can’t play an interested role in the transaction(?);  either can’t vote or has to appoint an independent committee(?)

f. Business judgment Rule:

i. Idea of business judgment rule is that if directors use care of a reasonable person and their acts are based on some rationality then they can’t be held liable for a poor outcome resulting from their business decision.

1. Bad decision making is not found under “action against directors and officers for misconduct” (NY 720)

2. BJR won’t protect from “waste” which is where the decision was not rational

3. BJR also won’t protect the directors for illegal actions

ii. Notes on the Divergence of Standards of Conduct and Standards of Review in Corporate Law, and on the Business Judgment Rule

1. BJR: if conditions are met, different standard of review (same standard of conduct – POP)

a. Director must have made a decision (nonfeasance does not satisfy)

b. Director must have informed himself of with respect to business judgment to extent he reasonably believes appropriate under circumstances (must have employed reasonable decision-making process)

c. Decision made in good faith

d. Director may not have financial interest in subject matter of decision

2. If conditions met, decision must have been rational (instead of entire fairness or reasonability standard)

a. Waste is the basic exception (no rational basis)

3. Why BJR?

a. Psychological argument: hindsight bias

b. Economic argument: bc it is almost impossible to win a duty of care case based on the assertion that defendant should have taken the riskier option; thus, disincentive to take riskier, but more efficient options

iii. Examples:

1. Outside directors:

a. Kamin v. American Express: AE bought DLJ and DLJ stock went way down.  AE decided to give away DLJ stock as a dividend so they wouldn’t have to show the decrease in stock price as a loss and thereby possibly suffer a decrease in AE’s stock price.  Shareholder brought suit saying that there was a much better alternative which is to sell the stock and get an 8 mil tax benefit which is lost if you pay out the dividend.  Court held for AE because their approach was reasonable and thought out (they had considered the tax write off approach) even if it didn’t have the best outcome.

b. S notes that AE tried to hide the loss but the loss was very obvious to people who follow the market; the loss should have already been factored into AE’s stock price – so management’s reasoning doesn’t really make sense (corporation unequivocally better off with tax break; duty to corporation breached; duty to shareholders – which shareholders?)
2. Inside Directors: 

a. Joy v. North: Facts 

	Bank director approved an initial loan to a construction company and then made a series of additional loans to the company to keep it from going bankrupt (bank didn’t want to have to write off its initial large loan).  In the end the bank’s loans to the company exceeded the statutory limit of 10% of the bank’s total loans and the bank had to write off a large part of the 6 mil in loans and ended up with the new building subject to a 6 mil mortgage.  Derivative suit brought against directors.  Inside directors knew of the wrongdoing (knowledge of wrongdoing required by Del 102b7 for liability to attach; insiders knew because they were involved plus the bank examiners had been pointing out the violation to them) so they were liable.  Corp directors set up a Special Litigation Committee to investigate liability of outside directors – SLC said should drop case against outside directors.  



b. Joy v. North Analysis:

i. Issue: Should the SLC be subject to the BJR when deciding whether to bring suit against directors?

ii. Discussion:

1. Why BJR?

a. Shareholders voluntarily undertake the risk of bad business judgment

b. After-the-fact litigation is a most imperfect device to evaluate corporate business decisions (hindsight bias)

c. Do not want to create incentives for overly cautious directors

2. Shareholder derivative actions

a. Direct action by shareholders would be an inefficient and wasteful method of enforcing management obligations

b. Derivative action is common law’s inventive solution to problems of actions to protect shareholder interests

c. Real incentive is hope of handsome attorney fees for Π’s counsel; without this, could not be brought
d. Some suits not meritorious or not significant enough loss; may be harmful to corporation because costs of defending offset the recovery
3. Demand-required cases, decision to sue or not falls under BJR
4. Demand-excused – conflict of interest

5. Is there a conflict of interest within the SLC?

6. Court is not ill-equipped to make a decisions of whether or not to continue a lawsuit (within its expertise)

7. Burden on moving party

iii. Decision rests on the presumption that the defendant’s appointees are inherently not independent
iv. Court applies a modified DE test (see below) – it adds some guidelines (factors to take into account)
1. Direct Costs: attroney’s fees; other out-of-pocket expenses; indemnification; (not insurance – premiums already paid); 

2. Indirect Cost exceptions: impact of distraction of key personnel; lost profits from poor publicity

c. Cadamone (dissenting in part):

i. Court goes beyond DE rule (trial court only has option, not mandate to apply its own BJ)

ii. Calculus is so complicated, indefinite, and subject to judicial caprice as to be unworkable

d. NY (Bennet v. Auerbach) test:

i. SLC decision is effective and BJR applies if:

1. committee members are independent (in this case SLC contained a relative and a debtor); no potential defendants may be on committee
2. the process used by the committee was a rational one, made in good faith
e. DE test (Zapata Corp. v. Maldanado):

i. Have to show that committee acted in good faith
ii. Court applies its own business judgment as to corporation’s best interests
1. expected benefits > expected costs

iv. Rogers v. Hill:

1. suit by shareholders of American Tobacco Co. against management; the bylaws provided for compensation on a percentage basis of net profits

2. Compensation can be waste at a certain level

3. Case applies federal common law (Swift – pre-Erie)

v. In re Walt Disney Company Derivative Litigation (2003):

1. Facts/Posture:

a. Π claims breach of fiduciary duty based on no good faith (at all) and no business judgment (at all) – irrational, waste; did not meet minimal procedural standards of attention

b. Ovitz hired, after barely one year of employment, no fault termination (left with $140 mil)

c. Eisner, CEO, close friend of Ovitz, to carry out negotiations for employment; board did not question, gave approval without consideration, no board review (even though changes, barely reviewed the first time)

d. Ovitz clearly not qualified
e. According to complain: Disney bylaws required board approval for non-fault termination; no documents exist showing the new board approved termination; no review of alternatives
2. Discussion:

a. There is only one transaction shareholders must approve unanimously: waste

b. BJR conditions not met; nonfeasance, not in good faith
vi. Note on Waste and Shareholder Ratification

1. Lewis v. Vogelstein (DE 1997):

a. 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 (transfer of corporate assets, serves no corporate purpose – a gift)

b. Ratification generally:

i. Ratification is the ex post confirming of the legal authority of an agent in a situation in which the agent had no authority or arguably had no authority

ii. Full disclosure is requisite for it to be effective

iii. May be viewed as consent or estoppel by principal to deny lack of authority

c. Shareholder ratification (subject to claim of member of class that it is ineffectual because);

i. Majority of those affirming transaction had a conflict of interest

ii. Transaction constituted corporate waste (needs unanimity) – justified as gift of property (can not force someone to give up property)

d. ALI: waste: no rational purpose; consideration so inadequate
vii. Merits of the BJR:

1. simple

2. allows businesses to take risks and risks are necessary for businesses to succeed

viii. Contrast with rule for a Trustee

1. trustee is absolutely personally liable for losses, unless:

a. express language in the trust instrument protecting trustee

b. statutory investment laws which protect trustee as long as he is investing in an approved list of investments

2. trustees not supposed to take risks so difference in liability makes sense

ix. Outer limits of business judgment rule:

1. S says hard to define; hard to find cases where directors conduct has been found to be so bad to be liable for mismanagement

x. Correlation of judicial oversight of directors and quality of performance:

1. basically at same time that BJR has caused directors to be less accountable in court the performance of directors has steadily improved

a. one explanation is that non-enforceable factors like reputation of the director play a role

xi. Variability in director liability:

1. director only (least likely to be found liable for breach of standard of care)

2. director + manager or large stockholder

3. director + manager + large stockholder (most likely to be found liable for breach of standard of care)

g. Corporate Opportunity doctrine

i. Idea is that it is too harsh to say that an officer or director has a fiduciary duty to the corp and therefore is absolutely prevented from seeking any kind of personal interest – so seeks to find a balance.

ii. Definiton:  A director or senior executive may not usurp for himself a business opportunity that is found to “belong” to the corporation.  Such an opportunity is said to be a “corporate opportunity.”

iii. Tests:

1. Interest or expectancy test: business arrangements have led the corp to reasonably anticipate being able to take advantage of that opportunity

2. Line of business test:  an opportunity is corporate if it is “closely related to the corporation’s existing or prospective activities.”

3. Fairness test:  court looks at the particular facts and decides if it would be fair for the insider to take the opportunity

4. combination:  some combine line of business with fairness

5. ALI test:  focuses on prior disclosure of the opportunity to the corp; opportunity is anything brought to the attention of the insider

a. Not clear if insider can take the deal of the corps is not interested or if other side doesn’t want to deal with the corps.

6. NY rule:  financial inability of the corps to utilize the opportunity is completely irrelevant to the officer’s duty to offer it to the corps.

iv. Example:

1. Northeast Harbor v. Harris:  Harris (D) is corps president.  Corps is a golf course.  She bought several pieces of land next to golf course – golf course had an interest in the land because development of the land would lessen the value of the golf course.  Trial court used straight line of business test (DE) and decided that the land was not in the corps line of business; appeals court set standard as ALI test and remanded for lower court to determine if D had disclosed the opportunity to the corp before she acted.
2. Why no Line of Business Test?:

a. Conceptually difficult question to answer

b. Includes element of financial ability of corporation to take advantage of opportunity (will often unduly favor inside director)

3. Why not Fairness Test?: Uncertainty and Vagueness; Miller test combines negative of each

4. ALI Test (explained): Director may not take advantage of opportunity unless:

a. Disclosure;

b. Rejection by corporation; and

c. Either

i. Rejection fair

ii. Rejected by disinterested directors or superiors

iii. Rejection authorized in advance or ratified by disinterested shareholders (and not waste)

d. Defines opportunity: offeror expects corp to have opportunity - or – officer reasonably should be expected to believe may interest corporation – or -  become aware of and knows is closely related to business  

v. Note on Corporate Opportunity Doctrine

1. Lagarde test:

a. CO doctrine applies only when agent has acquired property in which corporation has an interest already existing or in which has an expectancy growing out of existing right or when interference will in some way balk corp in effecting the purposes of its creation

b. Problems: 

i. interest and expectancy have no fixed meaning

ii. interference with corporate purpose uncertain

2. A business opportunity discovered through the use of corporate position should be a corporate opportunity
3. A business opportunity discovered independently; it depends on the position the person has in corporation

4. Ability to Take advantage: extremes

a. Irrelevant; or

b. Plaintiff has burden to prove Corporation had financial ability

5. Corporate Opportunity; Use of Corporate Information, Property, Assets; Competition with Corporation (three different scenarios, sometimes overlaps)

6. In re eBay, Inc. Shareholders Litigation (DE 2004):

a. eBay execs given opportunity to buy IPO shares at initial offering price

b. maybe not a corporate opportunity, but a breach of loyalty (tied down to GS)

vi. Outer limit cases:

1. TX case:  Officer of corps discovered that the corporation owned some mineral rights that had not been exploited.  Law said that if you give someone a mineral lease and they don’t look for it then the lease terminates.  Officer finds that the company has the mineral leases so he buys them up and sues to terminate the lease.  Court held for the insider – found that the opportunity did not belong to the corps.

2. MA case:  Hoin Pond Ice v. Pierson:  employee was driving a truck delivering ice and he discovered that there was a lease on the icehouse on which the employer’s business depended.  He discovered this by running into the lessor.  He made a deal to take the new lease himself.  Court held that he can’t compete with corps even though he is a lower level employee and not an officer or director

h. Board Meetings:

i. Requirements for board action

1. directors can only act at a duly convened meeting

a. exceptions:

i. telephone conference with all members

ii. unanimous written consent

2. must have a quorum present

ii. Two types of meetings: 

1. regular:

a. no notice requirement

b. usually mandated by bylaws

2. special

a. notice requirement: time, place and purpose

b. only business advertised in the notice can be conducted unless everybody is present, then becomes like regular meeting

i. purpose is to protect absent directors

ii. Interpublic case: famous case where all members unexpectedly came to the meeting and they fired the guy who controlled the corp

i. Agreements among directors:

i. Directors cannot bind themselves in their capacity as a director (See McQuade case)

j. Removal of directors

i. NY 706:  

1. Shareholders can remove directors for cause

2. Shareholders can remove directors without cause if cert of inc or bylawys so provide

3. If corp has cumulative voting then director will not be removed if he received enough votes against his removal that he would have been elected had this been an election

4. Directors can remove other directors if the bylaws so provide

ii. Del 141k:  

1. No provision for directors to remove other directors – this is different than NY

2. Director or entire board may be removed with or without cause by affirmative vote of majority of shareholders entitled to vote on election of directors

3. If corp has cumulative voting then director cannot be removed without cause if he gets enough votes (votes against removal) that he would have been elected if this had been an election

22. Efficient Market Hypothesis

a. Three forms:

i. weak form:  

1. says markets do not have memories and that the relationship from time 1 to time 2 is random; many analysts base their practices on assumptions that there are patterns; analysts can be very convincing in explaining the basis for past stock prices but they cannot reliably predict future stock prices

ii. semi strong form:

1. the price of any publicly traded security accurately impounds all public information relating to its value;

a. if this is true then there could never be any bargains unless you have inside information

b. there are over priced and under priced securities but evidence says that it is not worth your time to try to predict these;

2. obviously AE in Kamin case didn’t believe semi strong form because semi strong form says that selling the stock wouldn’t reveal new information

3. some evidence that this is true is that new disclosure rules that were put in place during Reagan era were successful

iii. strong form:

1. even inside information won’t help you predict good stock buys

2. S says he is convinced this is wrong; on other hand if you look at wall street journal you see that insiders often buy and sell their own stock at the wrong times

b. Warren Buffet doesn’t believe in efficient market hypothesis; he looks for bargains

c. Money Ball (Oakland Athletics; able to win without spending a lot of money using the correct statistics (e.g. on-base percentage instead of batting average); S thinks this disproves efficient market hypothesis; a lot of statistics in baseball, yet no efficient market

23. Derivative suits

a. Requirements:

i. in order to maintain a derivative suit the shareholder must have been a shareholder at the time at which the events occurred or he inherited the shares afterwards (e.g. by operation of law)

ii. the suit may not be maintained unless the derivative plaintiff can fairly and adequately represent the interest of the other shareholders

iii. any dismissal or settlement requires court approval (don’t want plaintiff to cut a side deal with management which would cut off further action by other plaintiffs)

iv. in order to maintain a derivative suit the plaintiff must maintain with particularity the effort he made to obtain action by the board of directors and possibly the shareholders as well (FRCP23.1)

b. Two categories of derivative suits:

i. demand required:  management has no conflict of interest so you have to make a demand on the directors to bring the suit

1. example:  continental securities v. Belmont (above)

ii. demand excused:   here it is the directors themselves being sued so there is no point in asking them to bring the suit

24. Note on Shareholdership in Publicly Held Companies

a. Old model: inverted pyramid (shareholders on top, then board of directors, then management)

b. Berle & Mean, The Modern Corporation and Private Property:

i. Control had become divorced from ownership

ii. Due to dispersed shareholders; collective action problem

iii. If shareholder owns small amount, rationally apathetic (not worth it to spend the time)

iv. Voting must be done by proxy, not in person (corporate management controls, cost-free access to corporate proxy machinery)

v. Dissatisfied shareholder will prefer to exit rather than voice discontent

c. Increases in institutional investors (account for about 56% of all equity):

i. Private Pension Plans

ii. Public Pension Plans

iii. Banks

iv. Investment Companies

v. Insurance Companies

vi. Foundations

d. Institutional shareholders are large, concentrated: this causes investment in governance tobe cost-justified
e. Institutional Investors normally did not vote against management; trend began to change (part of this was ties btw investors and company

f. ERISA imposes obligations on private pension plans; must take voting decisions seriously

g. II more sophisticated, can even make proposals, elect directors (with power, they consult instead of vote)

25. Shareholder obligations

a. Where a controlling shareholder serves as a director or officer, he owes fiduciary obligations to the corporation in those capacities

b. Even where a controlling shareholder does not serve as a director or officer, he may owe fiduciary obligations to the minority shareholders in exercising his control

i. A controlling shareholder must refrain from using his control to obtain special advantage, or to cause the corporation to take an action that unfairly prejudices the minority shareholders

c. Shareholders in a close corporation owe each other an even stricter duty than controlling shareholders in publicly held corporations.

i. Example:  closed corps had 4 shareholders, each 25% interest; cert of inc had veto provision – needed 80% supermajority for decisions; D vetoed proposal to declare dividends because he didn’t have immediate personal need for the cash and he wanted the corps to use the money to upgrade its property , which made excellent business sense in the long term; the other shareholders (Ps) voted for distribution of dividends now;  court held that D had a fiduciary duty to the other closed corp shareholders and ordered dividends be distributed;  S disagrees with the result because the 4 shareholders had specifically bargained for the veto power provision so now court is taking away what D had bargained for; (Smith v. Atlantic Properties)

1. Note that D was only a 25% shareholder and not a “majority” shareholder

26. Shareholder meeting

a. Two types of meetings

i. annual

1. provided for by corps bylaw

2. purpose is to elect directors plus any other relevant issues

ii. special

1. must have notice:  time, place, purpose

a. notice must be not more than 60 days prior or 10 days nearer to meeting date (Del 222)

2. record date determines who is entitled to notice

3. only directors or those authorized in the cert of inc or bylaws can call a special meeting (DE 211d)

b. Entitlement to vote:

i. “record date”

1. owners of the stock as of the record date are entitled to vote

a. person can sell stock after record date and still gets to vote

2. state statutes set a window during which the corp can set the record date

a. NY 604, Del 213a:  record date must not be more than 60 days prior or nearer than 10 days in relation to the meeting

i. Thus cannot be the date of the actual vote.   Why?

ii. Beneficial v. Record owner

1. Only record owner is entitled to vote; record owner will send proxies to beneficial owner

2. Example: 

a. Carey v. Penn Enterprises:  Carey wanted to make tender offer for Penn.  Penn wanted to block by splitting stock, effectively increasing cost of tender offer 50% to Carey.  Proposal to split stock barely passed but was flawed because the DRIP share votes were automatically counted in accordance with the way the beneficial owner had proxied (via the record owner) his regular shares to be voted; the true record owners of the DRIP shares never received proxies.  Once the DRIP votes were invalidated then the proposal to split stock didn’t have enough votes to pass.  Valid proxy must exist for beneficial owner to vote record owners shares; did not eixst here

i. DRIP:  “Dividend ReInvestment Plan”;  instead of paying dividend you automatically receive prorata amount of stock (usually fractional shares); S says there is no real advantage for investor to do this over getting cash dividend (minimal saving on broker fee and costly to administer)

ii. Record owner in Carey case is Cede; Cede is holding company of NYSE; all members of NYSE have their stock held in name of Cede so Cede is record owner of vast number of shares

iii. Inspector of elections:  responsible for reviewing proxies and counting votes; provided for by Del 231, NY 611b:

1. Corporation Trust (Corporation Service Company)

2. Independent Election Corporation of America

iv. Omnibus proxy: proxy sent out to brokerage firms by the stock issuer (also blank proxies are sent by issuer to brokerages and are passed on to beneficial owners who then send back to brokerages who then vote using the omnibus proxy)

1. Can have problem of overvotes; beneficial owner changes mind and sends more than one proxy to record owner who then votes twice for same shares(?) or beneficial owner revokes his proxy and record owner still votes that share; this is addressed in Del 231d; can only consider proxy card and the envelope – cannot investigate further; prevents open ended inquires and problem of extended litigation and “holdover” directors

c. Quorum

i. usual rule:  one share more than ½ of outstanding shares;

ii. other rules:  can have less than majority or require a supermajority (up to 100%)

iii. statutes:  Del 216, NY 608:  quorum fixed by cert of inc or bylaws but cannot be less than 1/3 of shareholders entitled to vote

d. Voting requirements:

i. Rules

1. Normal vote:  need 1 share more than ½ shares present

2. For directors:  is not a yes or no vote so could have multiple candidates, therefore whoever gets the most votes of those running wins

3. For fundamental changes require a majority of outstanding voting shares so if have 1000 outstanding voting shares then need 501 votes for the proposal

4. Example:


a. Q:  what is minimum requirement to pass a resolution if there are 1000 outstanding shares?

b. Ans:  251; Need quorum of 501 and then need majority of shares present which is 251

e. Shareholder voting without a meeting:

i. shareholders can act outside of a meeting if have approval in writing by the number of shares that would be required at the meeting.  (Del 228; Del 213b, re: record date).  Helps raiders who acquire over ½ shares, can get corp to act without having to convince the board to call a special meeting.

f. Balance of power between shareholders and directors

i. Statutes:

1. Del 228 (“Consent of stockholders or members in lieu of meeting”):  

a. Allows a vote on a proposal without a meeting; proposal passes if it receives at least the minimum number of votes that would be required for it to pass if all voting shares were actually present and voted at a meeting; votes are in writing and mailed in

b. 60 days to collect all the votes (those late aren’t counted); clock starts when corp receives first signed vote

2. Del 109 (“Bylaws”):  

a. Shareholders always have power to amend bylaws and their power cannot be divested by amending cert of incorporation or bylaws;

b. Directors may be given concurrent power to amend bylaws but aren’t automatically entitled to that power

3. NY 601a

a. Shareholders can change bylaws by majority of vote cast at the time entitled to vote on election of directors

b. Cert of inc or bylaws can also give directors power to adopt, amend, or repeal bylaws

4. Del 223 (“Vacancies and newly created directorships”)

a. Directors fill vacancies and newly created directorships from an increase in director authorized number of directors

b. Shareholders not automatically ousted of power to fill vacancies by 223 but unclear whether language in cert of inc could confer exclusive power on directors and oust shareholders of this power; S says couple of cases say shareholders could be ousted under 223

ii. Directors must act equitably towards shareholders

1. examples:  

a. Schnell v. Chris-Craft Industries, Inc:  shareholders planned on sending out proxies to oust the directors at the annual meeting.  The directors amended the bylaws and moved the annual meeting date closer so that shareholder insurgents wouldn’t have time to organize their proxies.  Court held against directors – even though legally they could change the bylaws, that is not an equitable action or one that the shareholders would expect, therefore the meeting is reverted to the original date.

b. Blasius Industries v. Atlas:  Blasius purchased 9% and revealed in its schedule 13D disclosure that it planned on restructuring Atlas.  Atlas directors disapproved of the plan so Blasius solicited votes to expand number of board members to give Blasius effective control.  To block this Atlas expanded the number of board members first electing the new directors itself.  Court held that even though Atlas had statutory authority to do what it did, it has a heavy burden to justify why it should be able to thwart shareholders – and so it ruled in favor of Blaisus.  Fact that Atlas board was acting in best interests of corp didn’t change deference to shareholders. [presumption in favor of shareholder vote]
iii. Shareholders can remove directors for “cause”

1. this is in addition to electing directors out of office during normal elections

2. Examples:  

a. Auer v. Dressel (a/k/a Matter of Auer):  Class A shareholders didn’t like the fact that a majority of the directors (4 elected by class A and 2 elected by commons) voted to fire the corps president.  Shareholders requested a special meeting, which the new president refused to hold, so that they could remove the directors for cause and then  change the bylaws so that they would be able to vote in new directors (these changes are necessary since common stockholders are usually allowed to vote on directors; class A able to make these changes because cert of inc says only power of commons is to vote on their 2 directors).  Court held that Class A holders had a right to have the meeting even if their complaints against the directors would not constitute “cause” (removing a popular corps president is not enough).

b. Bylaws: “It shall be the duty of the President to call a special meeting whenever requested in writing to do so, by stockholders owning a majority of the capital stock entitled to vote at such meeting”
c. Issue: were purposes of meeting called proper for class A stockholders meeting? Purposes called for:

i. Resolution endorsing Auer

ii. Amend bylaws (vacancies filled by stockholders of class represented by director only)

iii. Removal for cause

iv. Amend the bylaws (quorum rules)

d. Majority sees all purposes as legitimate

e. Dissent:

i. In the case of special meetings, notice must state the business to be transacted and no other business than that stated can be transacted

ii. Stockholder meetings at which illegal action is proposed to be taken are restrained by injunction

iii. Resolution an idle gesture; amending bylaws would impair rights of common stockholders, could not be adopted without them; removal must be for cause (petitioners argue inherent right to do this despite no explicit authority; judge does not buy it); no trial by proxy

3. What is “cause”?

a. Taking a corporate opportunity

b. Interfering with the business 

i. Cambell v. Loews: directors were about to be removed so they exercised right to inspect the books – brought in so many lawyers and accountants that it brought business to a halt

iv. Only directors can propose amendment to certificate of incorporation

1. board of directors has to recommend this before shareholders can vote on this.  NY 803a, Del (S didn’t give cite but said Del has same rule)

2. idea according to economist Thomas Cole is that an articulate person could dupe the shareholders (of course same person could also probably dupe the board members – counter argument is board may be more sophisticated about the businesses affairs than the average shareholder)

27. Shareholder Voting

a. Agreements among shareholders

i. Rule:  a shareholder can make binding agreements as to how his shares will be voted

1. NY 620, 609a,f; 

a. NY620b:  Provision in cert of inc can restrict board or improperly transfer board’s usual powers to shareholder as long as all incorporators or holders of record whether have voting power or not have authorized such a provision and if subsequently shares are only transferred or issued to persons knowing of this provision

i. note that does not apply to corps that have securities traded on an exchange or are regularly listed on the OTC market (these buyers wouldn’t be able to know of the provision?)

2. Del 218c,d, 212e

3. Voting trusts:  sometimes agreements limited to 10 years by statute
a. Voting Trusts: Agreement whereby legal title to shares is vested in a trustee with dividends and other distributions passing to the equitable owners of the shares (beneficiaries of the trust) who hold voting trust certificates, but voting power vested in trustee who votes in accordance with the agreement.
i. Where owners of business have many decedents, some competent and some not, may give voting power to trustee, so as not to disinherit anyone
ii. Result of bankruptcy reorganization
iii. Result of litigation or as punishment for violating business laws

4. irrevocable proxy:

a. gives certain people the right to vote the shares (NY 609f)

i. pledgee; person who has purchased or agreed to purchase the shares; creditor or creditors who continue to extend credit as consideration; person who has contracted to perform services as an officer; person otherwise authorized by shareholder to be a proxy

ii. used for officers (to secure bonus)

iii. agreement, given to arbitrator

5. two or more shareholders can make a binding agreement on how to vote their shares (NY 620)

6. Example of invalid agreement:  

a. McQuade v. Stoneham:  Stoneham owned 46% of NY Giants baseball team; Mcquade and mcgraw owned 3%.  They all agreed to vote so as to keep themselves as officers and directors.  Mcquade was thereafter voted out as treasurer because mcquade and mcgraw didn’t vote for stoneham.  Court said that the agreement to force directors to vote for certain officers is invalid.  

i. Note that the agreement as shareholders to vote for each other as directors is valid.

ii. More lenient shareholder agreement rule for closed corporations

1. Example:

a. Galler v. Galler:  Closed corp started by 2 brothers.  2 brothers and 2 wives were the directors and stock owners.  At some point they drew up a shareholders agreement providing for benefits to go to wives when the brothers die.  After one brother died the other family members refused to honor the agreement.  The salary continuation agreement, dividend continuation agreement, and stock buy back agreement would normally be approved by directors, not shareholders;  lower courts held that the agreements were invalid.  The supreme court said that closed corps are different and that this agreement wasn’t completely open ended (would end when last of original 4 died); also no fraud, prejudice to minority interests, or contradiction to public policy found.

i. S says these types of arrangements always end badly; better to make arrangements to buy out the widow completely rather than keep paying her out of the business; alternatively could use life insurance (expensive and widow might be poor risk or uninsurable) or convert original stock to some sort of preferred stock or debt security that would eventually be paid out.

b. Cumulative Voting

i. Unusual in public companies

1. required in California and Ohio

ii. Statutes:

1. NY 618

2. Del 214

iii. Closed Corp

1. provides real value to minority shareholder; minority shareholder can vote himself onto the board; won’t have much power but can have access to all the information – otherwise would be out of the loop

iv. minority is always overrepresented in cumulative voting

v. Limits the ability to remove a director without cause in every state

1. rule is that in corps with cumulative voting if there are enough votes against removal that the director would have been elected in an election then he is not removed

vi. Formula for number of shares needed for “D” directors:

	N = SPxD/(TD+1)

N=number of shares needed to elect

SP = number of total outstanding voting shares

D = number of electors you are trying to elect

TD = total directors

S says that removal formula only works 98% of time; math academics not able to derive a 100% formula


vii. Formula for number of directors that can be elected with “X” shares controlled

	N= (X)x(D+1)/S

N = # of directors that can be elected

X = # of shares controlled

D = total # directors to be elected

S = total # of shares that will be voted at the meeting


viii. Example of cumulative voting and director removal:

	XYZ has 1000 shares outstanding; has 6 directors; I am a director; I own 150 shares; it has been proposed that I be removed without cause; vote is 850 shares to remove me, 150 shares voted against;

Formula 1: N = 1000x1/(6+1) = 1000/7 = 142.89, round up to 143

Since only 143 shares needed to elect me then my 150 shares can block removal

Formula 2:  N = 150 x (6+1)/1000 = 1.05, since I have enough shares to elect 1 director then I can block my removal


28. SEC

a. in US vast majority of public companies are traded in the over the counter market and not on an exchange

b. Markets:

i. Exchange market:  

1. double auction that used to occur in a physical place, but mostly now on computer

2. all registered under sec 12a and are subject to all the derivative requirements of registration

ii. NASDQ:

1. Not subject to sec 12a; requires all members to register under 12g (even if doesn’t meet statutory requirements of 12g) so subject to all derivative requirements of registration

2. subsidiary of Dow Jones

3. list stocks on the OTC market; list broker-dealers who claim to be “making a market” for the stock

4. publish pink sheets (stocks) and green sheets (bonds)

iii. Pink sheet market

1. securities may or may not fall under 12g and 15d; rule 15c11-11a5 says if the dealer is making a market in a security where the issuer is not subject to disclosure then the dealer is required to have on hand certain information (but the required information is extremely limited)

2. includes mostly small companies but also includes some large foreign companies like Nestle who don’t like the SEC accounting requirements (GAAP) so refuse to register

c. Securities Acts

i. 1933 Act

1. only deals with one topic:  initial selling of shares

a. companies must “register” before initial sale to the public

b. must produce a “prospectus” which describes the company and the deal

ii. 1934 Act

1. many purposes

2. Section 4:  describes the number of personnel, terms, etc.

3. Section 6:  provides for “registration” (a/k/a licensing) of an exchange

4. Section 7:  creates possibility of regulating margin requirements

5. Section 12a:  all securities must be “registered” to be sold on an exchange; doesn’t include OTC securities

a. 1933 Act requires separate registration; 33 Act requires registration prior to sale to public; 34 Act registration requires separate registration for the security to be sold on an exchange

6. Section 12g:  added after 12a; requires that all companies meeting requirements of 12g1A/B register their publicly traded securities – don’t have to be traded on an exchange so now includes OTC (incl. NASDQ) securities

a. 12g1A:

i. for a previously unregistered security:  if issuer has more than 1mil in assets and the security has at least 750 record holders then the security has to be registered within 4 months of end of that fiscal year

b. 12g1B:

i. same as 12g1A except if you have between 500 and 750 then you have an extra year to comply

7. Rule 12g1:  raises registration requirement under section 12g1 from 1 mil to 10 mil.  Reason is that it is easier to change rule than statute in case SEC wants to lower requirement in the future.

8. Section 13a:  requires filing reports

a. Section 13a1:  requires periodic report

i. Quaterly report called “10Q”

1. 10Q does not have to be audited

b. Section 13a2:  requires annual report (“10K”)

i. 10K has to be audited

9. Section 13b:  gives SEC power to establish accounting standard

10. Section 15:  deals with licensing of broker-dealers

a. Section 15A(p580):  provides for licensing of associations; only association is NASDQ

b. Section 15Ae1(p584):  bylaws can forbid members from dealing with nonmember firms except at retail price

i. Example:  If I am dealing with some small town in Maine and I want to buy stock in a small company in South Dakota chances of the dealer having the stock on hand is 0; so he has to buy it from dealer in South Dakota at retail and sell to me at retail – so this rule causes the dealer in Maine to lose money (i.e. dealer won’t deal with nonmember dealers?)

c. Section 15d:  requires that all companies that have made an initial public offering (i.e. registered under 33 Act) give continuous disclosures; 15d covers those companies that would otherwise escape disclosures because they don’t meet requirements of  section/rule 12g; but those who make disclosures  under 12g don’t have to disclose twice because they are provided an exemption under 15d 

11. Section 16:  requires directors, officers, and those (beneficial owners) with more than 10% holding in any class of security of a company to file monthly their entire holdings in that company

a. Example:  Stock holder may own both preferred and common stock.  If he holds greater than 10% of the common stock then he has to file monthly both common stock holding and his holdings of the preferred stock

i. requirement is to report gross changes in position; so if give away 100 shares and buy 100 shares there is no net change but still has to report the transactions

b. Section 16b:  short term trading prohibitions; insiders can’t buy or sell the company’s stock within the same 6 month period; 

i. look both forward and back 6 months to prevent “recapturable profit”; insider might have to pay on “recapturable profits” even though there was an actual net loss

	Example of recapturable profit:

Date

Buy

Sale

Jan 10

1000@10

Feb 10

1000@9

March 

1500@8

April 

1000@7

May

1500@6

Totals

2600

2100

Court could match 1000 shares from April with 1000 shares from March and find a “profit” of $1000 even though there is an actual loss

Note:  Gilbert’s says that court will start by matching highest sale price with lowest purchase price, then next highest sale price with next lowest purchase price and so on.




ii. doesn’t matter if violation was done accidentally

iii. “16b bar”  members monitor this by computer and collect when investors do this accidentally; S says this monitoring is extremely efficient

c. Section 16c:  prevents short selling; says you must own the securities you sell; or if you own it you have to deliver it within 20 days

i. Penalty of 16c is different than 16b; 16c is a crime so you go to jail; 16b relies on private plaintiff’s attorneys to enforce

ii. Policy reason is that don’t want to give incentive to directors, officers or large shareholders to have a stake in company doing poorly

12.   Consequences of registering under sec 12a/12g of 1934 Act:

a. 13a kicks in and requires periodic filing of  10K and 10Q reports with SEC (10Q = quarterly, 10K = annual)

b. 14a kicks in so proxy rules apply (mandates that proxy solicitors conform to SEC requirements)

c. 15d kicks in and so any security registered under 33 act has to file disclosures (10Q and 10K) [does not kick in as a result of 12a or 12g; kicks in bc registered under ’33 act – if registered under 12a or g, will be registered under 15d]
d. 16a kicks in and requires directors, officers, and 10% shareholders to file monthly holding statements

e. 16b kicks in and prevents short term trading by insiders

f. 16c kicks in and prevents short selling by insiders

i. Mechanics of short sell: broker furnishes security

ii. Have to pay broker interest

13. Consequence of registering under 1933 Act:

a. Sec 15d of ’34 Act kicks in and requires all publicly traded securities to file continuous disclosures, but provides an exemption for those already filing under 12 (a or g) so they don’t have to make continuous disclosures twice
14. “Intra-state” Exemption from disclosure requirements

a. Sec 3a11 of ’33 Act  says that if a company is incorporated in a state and it only conducts business in that state and only offers securities for sale in that state then it is exempt from disclosure requirements.

29. Proxy Rules/SEC Rule 14

a. The SEC rules are basically given same weight as statute even though technically they are only rules (must be derived from rules)
b. Definition of proxy:  proxy includes every proxy, consent, or authorization within the meaning of 14a of the Act (Rule 14a1f, p851)

i. Example:  see Blasius; had 90 days to get consent(?) – those were proxy statements within the meaning of 14a; so that is why chancellor said that management has time, resources, and opportunity to oppose;

c. Definition of solicitation:  [definition is very broad, Rule 14a1L, p852]

i. Example:  lighting company had a nuclear power plant, which was a big political issue; their annual meeting was coming up and a politician bought some shares and wanted to put on some directors to get rid of the plant; there was a group who started an anti-nuclear campaign and launched media ads attacking the power plant but the group had no connection with the proxy contest, no references in the ads about proxies; case got litigated on whether proxy rules apply and second circuit said that proxy rules do apply because the ads were reasonably calculated to affect shareholder votes so it was a solicitation and therefore subject to rule 14a (Long Island Lighting Company v. Barbash)

d. Information to be furnished to security holders (Rule 14a-3)

i. Each person solicited must be furnished with a written proxy statement containing the info in Schedule 14A

ii. If the solicitation is made in anticipation of an annual meeting and directors are to be elected then the proxy must be preceded or accompanied by an annual report, no specific form but certain content is required (Rule 14a-3b)

1. form depends on the type of company; manufacturing company will send out something pretty bare bones, consumer products company like GM will send out something like a catalog;

a. “due to” letter; management will always spin the performance:  if things are going well then it says that things are going well due to management; if things are going poorly then it says that due to management the company is still afloat;

iii. The annual report must contain an audited financial statement and management discussion and analysis (MDA) and disclosures about market risks (Rule 14a-3b1,3b5)

1. annual report is not the same thing as a 10K; but much of same material so essentially they send shareholders a 10K

2. Information flow from proxy statements is the most important thing (not the voting franchise)

a. Security analysts have become better at reading financial statements (not always so good at it)

b. Better since Sarbaynes-Oxley

3. MDA (management’s discussion and analysis) requirement (Rule 14a-3b5(ii))

a. management must include their candid observations including their anticipation of future liquidity, the adequacy of funds, what the operating picture looks like, etc; 

i. this information comes from “item 303” of form “S-K”

1. form “S-K” was invented in 1981; prior to 1981 there were about 30-40 filing forms, many of which contained substantially the same info, but because different people needed the form and had slightly different info needs the filer had to go through all 40 forms to find the info he needed, so they got rid of the 40 forms and put everything on the S-K;

e. Sending annual report (10K) to SEC

i. this annual report is not “filed” with the SEC but is merely required to be “furnished” to the SEC for information purposes – therefore don’t have to get “approval” from SEC to proceed, but of course having approval is useful; don’t want SEC to enjoin you later(14a-3c)

f. Filing of proxy statement with SEC

i. Generally rule is that must file 5 copies of a “preliminary” proxy statement with SEC 10 calendar days prior to the date the “definitive” proxy statements are sent to the shareholders (Rule 14a-6)

1. Exceptions:

a. Plain vanilla solicitation:  don’t have to pre-file if:

i. No proxy contests

ii. Only electing directors

iii. Only approving minutes

ii. Proxy statement and materials don’t require approval from SEC, but don’t want them inadequate and enjoin you from use of them late if this is going to be controversial;

1. example:  in Carey case you would have filed more than 10 days before and wait until you got informal approval

iii. Voluntary pre-filing more than 10 days:  if it is a contested meeting then will file long before 10 days and wait to see if they approve it;

1. if SEC asks for more information than they have authority to ask for you generally give it to them – you do what they tell you to do up until the point where you really can’t go further

2. here, issuer is looking for a “no action” letter (there has never been an instance in which the SEC has gone back on a no action letter

g. False or misleading information (Rule 14a-9)

i. This is the anti-fraud provision

ii. Cannot use proxy solicitation materials which contain false or misleading statements or which contain omissions of material facts necessary to make the statements not false or misleading;

h. Proxy form (Rule 14a-4)

i. Specifies what the form must look like, what parts must have bold type, what kind of instructions, where the boxes must be located, etc.

ii. Looks like a ballot

iii. Discretionary authority:  there is a range over which proxy holders have discretion, mostly about things that are not anticipated about the meeting(?)

iv. Ban on broad discretion (14a-4d)

1. basically says that that proxy form is good for only one vote

2. e.g. could not send a proxy form concerning the election of directors that authorizes management to vote for “whomever it believes to be the best qualified person”; instead the proxy form must list the names of management’s nominees

i. Ban on pre or post dated proxies (14a-10)

i. Last dated proxy controls if one or more proxies are sent, therefore cannot have undated, pre or post dated proxies

ii. Contrast this with state law; both NY 611 and DE 212 contemplate that you can have some proxy for some extended period of time; but cannot do it under solicitation under SEC rules – only good for the meeting for which it is solicited and the adjournments of that meeting

j. Proxy solicitor must show up and must vote in accordance with shareholder wishes – cannot simply disregard what the proxy says (14a-4e)

k. 14a-8 (shareholder proposals)

l. Difference between management proxy materials and outsiders proxy materials:  

i. If you are not management then you don’t have to send in a report (to SEC?)(but what about to other shareholders? How would they get the info from the directors?)

30. Other Notes:

a. See statutory materials

b. ADR: American Depository Receipt

i. Bank acquires foreign securities and holds it in securities’ home country

ii. Bank issues US negotiable receipts called ADRs usually on a share for share basis; can then be traded on a US exchange

iii. Advantages

1. bought in US dollars

2. bought and sold like a domestic security

3. proxy materials and annual reports are translated

4. give notice of any foreign tax credit to which you are entitled for US purposes

iv. Sponsored v. Unsponsored (sponsored, foreign issuer agrees to pay expenses)

v. ADRs traded on exchange or Registration of Actual Securities on an exchange
c. Foreign Issuer into American Markets (problems that made this not so prevalent)
i. Very little foreign company interest in this (did not want litigation)

ii. Had to provide financial statement according to GAAP

1. computers helped this

iii. difference btw financial income and taxable income in US

d. Requirements for foreign issuers registering on NYSE

i. Have to file GAAP and financial statements

ii. Will show higher income than statutory accounting of own country

e. IASC: International Accounting Standards Committee:

i. Almost universal acceptance of standards achieved
31. Shareholder proposals:

a. Intro:

i. In response to proposals during Vietnam war the SEC stepped in and put restrictions on 14a-8

ii. Since the 80s have “wall street rule” – basically shareholders don’t vote against management, they just sell their shares if they don’t like the management

iii. Voting out directors never has worked, now have tender offers to take control of a company

iv. In 80s and 90s shareholder activism took on a whole different dimension, increase in institutional investors created situation where wall street rule didn’t apply because the big investors just couldn’t pull out without collapsing the price of the stock in the process; so there was a revival in shareholder proposals and then tender offers came along;

v. “shark proofing”:  efforts by management to resist tender offers

1. example:  make it so that you have to have more than a majority of the stock to vote the board out

b. Two types:

i. Company bears the cost of the shareholder proposal (Rule 14a-8)

ii. Shareholder bears the cost of the proposal (Rule 14a-7)

c. Company bears the cost (Rule 14a-8)

i. Shareholder can require that management include his proposal in its proxy statement – this is not a separate proxy but merely a recommendation on how the other shareholders should vote on the management’s proxy form

ii. Exclusions

1. “Not significantly related” to the company’s business (was 14a-8c5, now is 14a-8i5)

a. 5% test:  if the proposal calls for the corporation to do something but the something relates to less than 5% of the corps total assets, net earnings, and sales then that proposal can be excluded;

b. “otherwise significantly related” clause:

i. is ambiguous but can be construed to mean that even if economic 5% test is not met that the corps cannot exclude it if it is significant because of the social or ethical issues it raises and these issues are related to the corps business;

ii. S says he thinks this clause is ambiguous because it was drafted by multiple persons who couldn’t agree on whether this clause should be able to survive the economic test

c.  Example:  P is a shareholder who is upset about the fact that the corps force feeds geese to produce pate; P wants to put in a precatory resolution (couldn’t put in a direct proposal because that would be considered an improper proposal since DE 141a says that corps is managed by board of directors); P hopes the precatory resolution will be embarrassing to the corps and force them to change their practice; Corps said that the proposal wasn’t significantly related to the business because it didn’t meet the economic criteria of 5% of assets, earnings, and sales; Court found that the clause “not otherwise significantly related to the [company’s] business” meant that the 5% test was not conclusive and that since P’s proposal raised substantial ethical and social issues and these are related to the company’s business then the corps must include P’s proposal in its proxy materials (Lovenheim v. Iroquois Brands)

d. Lovenheim cannot propose that the company stop importing product of imported French geese; shareholders do not run company; it is run by board of directors

e. Otherwise significantly related includes ethical and social concerns

f. Bases for management to ignore a shareholder proposal:

i. Proposal illegal

ii. Personal grievance

iii. Relates to ordinary business (not left to shareholders)

g. If ignoring; sned to division of corporate finance (reason for excluding it; seek no action letter); if no action letter, proponent can litigate the propriety of the exclusion
h. Soss and Gilbert: made many proposals that were never adopted,

32. Sarbaynes-Oxley:

a. Fundamental departure in federal securities law
i. Provides regulatory matrix for auditing

ii. Two sections directly regulate the affairs of covered issuers (thereby prempting state corporation law)

b. Development of Securities Law

i. Federal overlay indirect (required disclosures)

ii. Nothing on fiduciary duty

iii. 1977: Foreign Corrupt Practices Act; §13(b)(2) required companies to keep books in accordance with GAAP

iv. §19(a) of ‘33 ACt 13(b)(1) of  ‘34 Act gave SEC plenary authority over accounting for issuers filing financial statements with the agency (no mention of auditing)

v. §10A(a)-(f): gave Commission power to regulate auditing in three specific respects; response to major audit failures

1. detection of illegal transactions

2. detection of transactions by the issuer as to which management or others might have conflicts of interest

3. determination by the auditor of whether there is substantial doubt about the factual reality of “growing concern” convention on which financial statements are based

vi. 1977: American Institute of Certified Public Accountants created Public Oversight Board (audit other firms); no deficiencies ever found (see c, first goals of S-O)

c. S-O to create regulatory regiment for accounting firms like those which supervise brokers and dealers (NASD and exchanges)
i. Section 101: establishes PCAOB (Public Company Accounting Oversight Board)

ii. Sections 103, 104: PCAOB rulemaking, investigatory, disciplinary power over auditors of public companies

iii. Section 102: requires firms auditing covered companies to register with PCAOB

d. Growth of accounting firms’ business consulting practice believed to widely undermine audit quality in important ways

i. Independence compromised; audit fees relatively minor part of auditor’s dealings with many clients

ii. Auditor reviewing things done by client on advice of others in auditor’s firm

iii. Internal brain drain away from auditing to other services (relative profitability of auditing and business consulting)

e. S-O bars eight classes of non-audit services

i. Section 201 (added §10A(g) to ’34 Act)

ii. Includes fairness opinions, I-Banking advice
iii. Not included: tax advisory service

f. Corporate Responsibility
i. §302: mandates SEC to adopt rules requiring CEO and CFO to certify periodic reports filed under the ’34 Act

1. have read report

2. based on officer’s knowledge, it does not contain any untrue statement of material fact or omission of a material fact needed in order to make statements not misleading

3. present fairly the financial condition

4. they are responsible for issuer’s internal controls

5. within 90 days prior, have reviewed issues

6. have disclosed to auditors and audit committee relevant information about the state of controls

ii. §902: more certifications by CEO, CFO:

1. financial statements in periodic report comply with ’34 act

2. fairly presents

3. criminalizes failure to certify and false certificate

iii. §307: allows SEC to discipline lawyers sitting in front of it

iv. §507: securities analysts to be regulated under Section 15D of ’34 Act

v. US v. Simon: adherence to GAAP is not a defense
g. State Law Preemption:

i. Background of S-O: audit committees not adequate, not independent
ii. §301 adds §10A(m) to ’34 act: §310A(m)(2)

1. the audit committee . . . shall be directly responsible for the appointment, compensation, and oversight if the work of any [auditor] employed by the issuer (including resolution of disagreements btw management and the auditor regarding financial reporting) for the purpose of preparing or issuing an audit report or related work, and each such [auditor] shall report directly to the audit committee

2. (m)(3): members be directors and o.w. independent

3. auditing committee: power to require how much auditors are to be paid

4. audit committee: still appointed by board; made of directors

iii. § 301, 407: two sections which require Commission to adopt interpretive or implementing rules
iv. Warren Buffet: success of auditing committees depends on making “auditors more worried about misleading the members of the committee than about offending the management”

v. § 402 adds Section 13(k); prohibiting covered issuers from providing or arranging most loans to directors or senior management

vi. Directors should be people with a hell of a lot at stake in the company, and if the company fails, this person should be ready to pull the gas pipe off the wall and light a match (see Buffet; what is independent)

vii. Audit committees must be otherwise independent (look to NYSE rules)

33. Issuing Stock and Paying Dividends

a. Legal Capital and Dividends

i. Authorized Capital Stock

1. Stock: unlimited residual claim on the corporation capital stock after all creditors have been paid; right to elect directors, right to vote on fundamental changes

2. Cert of Inc must describe the characteristics of the stock; the stocks may or may not include par value (NY 402a4, DE 102a4)

3. Par value:  par value has two areas of significance:

a. Sets a floor on consideration that corps must receive for issuance of stock

b. Par value is a factor in computing dividends

c. If no par value then corps still has to receive consideration in exchange for the stock, court will assign a value

d. Reason why par value not popular in US:  US (?) passed an excise tax on stocks based on par value called “original issue tax”; if no par value then arbitrarily given $100 value; so this drove down the par values, but par values didn’t go down to very small amount like $1 because sounded too cheap; most par values now in $10-20 range; 

e. Only two states have stuck with par value:  NY and DE

4. Insolvency:

a. 2 definitions:

i. equity insolvency:  

1. can’t pay liabilities when they become due

2. used in both NY (102a) and DE (not in statute but is still the law in DE)

ii. bankruptcy insolvency:  assets are less than liabilities

5. Balance sheets:

a. Definitions:

i. current liabilities:  obligations to pay within one year of date of balance sheet

ii. long term liabilities:  obligations to pay outside of one year of date of balance sheet

iii. retained earnings:  cumulative earnings since start of business until this date

iv. capital contributed in excess of par (CCIP):  total amount that was paid for the stocks above par value

v. stated capital:  

1. par stock:  number of shares outstanding x the par value of each share

a. if have multiple types of shares then how do you calculate?  Multiple entries in the balance sheet?  Aggregate all shares?

2. No par stock:  stated capital is an arbitrary amount that the directors decide to assign the stated capital account

vi. surplus:  excess of net assets minus stated capital; also equal to CCIP  + retained earnings

vii. “impairment of capital” statute:  allows dividends to be paid out of any kind of surplus, e.g. allows dividends to be paid out of CCIP; so this type of statute is more generous than those which only allow for dividends to be paid out of earnings and profits

b. balance sheet hypo:

	ASSETS

LIABILITIES

CASH

100

CURRENT LIABILITIES

50

OTHER CURRENT ASSETS

350

LONG TERM LIABILITIES

800

FIXED ASSETS

1550

RETAINED EARNINGS

<100>

CCIP

1000

CAPITAL STOCK 

250

TOTAL ASSETS

2000

TOTAL LIABILITIES

2000




1. If this is a NY corps can it pay a dividend of 25?

a. Yes; cash can cover assets even after dividend is paid so have 450 – 50 – 25 = positive number 

b. Note after dividend is paid then the cash = 75 and total assets are 1975 and CCIP is reduced to 975 so total liabilities are also 1975

c. Note that here the shareholders are not getting profits but merely a part of their original investment; since these dividends are not from earnings and profit then they are not taxable 

2. Net assets:  2000-850 = 1150

3. surplus:  1150 – 250 = 900

6. Ways to increase the surplus:

a. Increase retained earnings

b. Lower par value of the stock by amend cert of inc

i. this requires shareholder approval – in this situation the creditors aren’t protected because shareholders can approve lowering of par value and directors can distribute the extra dividends putting creditors at risk

c. change value of the assets to reflect present value rather than historical value (GAAP requires that assets be valued at the historical value)

i. Example:  value of real estate might appreciate considerably over time but the value under GAAP would remain at the original value

ii. Example:  Corps revalued assets to reflect current value as well as adjusted depreciation and value of good will.  Corps paid out dividends x 4 years then went bankrupt.  Plaintiff asserted that directors should be personally liable for impairing the capital by revaluing the assets so they could meet the statutory requirement (net assets after payment can’t be less than stated capital).  Court held that revaluation to reflect current value was legitimate and that the statutory requirement had been met so no personal liability for the directors.  (Randal v. Bailey)

1. Note:  revaluation may seem like it would be a problem for creditors but it doesn’t turn out that way in practice; this mainly because US shareholders historically haven’t demanded high dividends because of the associated taxes;

2. Note:  S says that revaluation may become a problem during leveraged buyouts (S didn’t elaborate)

ii. Dividends

1. Limits on dividends

a. Limits are supposed to protect creditors

b. Types of statutes limiting dividends

i. earned surplus:  some states only allow dividends from accumulated profits

ii. impairment of capital statutes:

1. used in NY (510b) and DE (170a)

2. Rule:  net assets after payment can’t be less than the stated capital

3. Example:  Corps revalued assets to reflect current value as well as adjusted depreciation and value of good will.  Corps paid out dividends x 4 years then went bankrupt.  Plaintiff asserted that directors should be personally liable for impairing the capital by revaluing the assets so they could meet the statutory requirement (net assets after payment can’t be less than stated capital).  Court held that revaluation to reflect current value was legitimate and that the statutory requirement had been met so no personal liability for the directors.  (Randal v. Bailey)

4. Example:  Corps needed to repurchase 50% of its outstanding common stock as well as preferred stock as part of a merger deal.  P brought suit to enjoin the merger deal; P claimed that the repurchase (repurchase follows same rule as dividends) would impair the corp’s capital and was therefore illegal under DE 160 (160 = buy back of stock – compare to 170 = dividends).  Dispute centered on whether the corps method of revaluation of assets was proper – D’s had calculated surplus using total invested capital and long term debt rather than total assets and liabilities; court found the method of revaluation was OK because total invested capital takes into account current liabilities; so court held for D; (Klang v. Smith Foods)

5. The statute is merely definitional.  It does not require any particular method of calculating surplus, but simply prescribes fators that any such calculation must include.
a. Note:  S spent some time describing the different methods of calculating surplus by P and D; need to ask S about this

2. Nimble dividends:

a. Is an exception to the impairment of capital statute – allows for dividends even though paying them would not otherwise be permitted because net assets after payment will be less than the stated capital

b. Allowed in DE but not in NY

c. Rule:  if sum of RE and CCIP is negative (negative surplus) it can still pay a dividend if it had earnings in the past year – this was an important feature during the depression;

3. Declaring dividends subject to business judgment rule

a. General rule is that decision whether or not  to distribute dividends is subject to business judgment rule

i. Exception to the rule:  closed corps had 4 shareholders, each 25% interest; cert of inc had veto provision – needed 80% supermajority for decisions; D vetoed proposal to declare dividends because he didn’t have immediate personal need for the cash and he wanted the corps to use the money to upgrade its property , which made excellent business sense in the long term; the other shareholders (Ps) voted for distribution of dividends now;  court held that D had a fiduciary duty to the other closed corp shareholders and ordered dividends be distributed;  S disagrees with the result because the 4 shareholders had specifically bargained for the veto power provision so now court is taking away what D had bargained for; (Smith v. Atlantic Properties)

ii. IRS §531: accumulated earnings tax (corp taxed for having excess earnings [dividends not paid])

iii. “The majority [or controlling owner] have certain rights to what has been termed selfish ownership in the corporation which should be balanced against the concept of their fiduciary obligation to the minority. . . . When an asserted business purpose is advanced by the majority, however, . . . it is open to minority stockholders to demonstrate that the . . . objective could have been achieved through an alternative course . . . . less harmful to the minority’s interests.”

iii. Model Business Corporation Act § 6.40:

1. corporation may authorize distribution to shareholders dividends
2. fix record date, if not, date directors authorize distribution

3. no distribution may be made if:

a. equity insolvent: unable to pay debts in due course of business

b. if total assets would be less than total liabilities plus amount needed to satisfy preferential rights upon dissolution

4. board may determine that distribution not prohibited under c - (3) based on reasonable accounting practices and principles under the circumstances

5. attempts to guard against malleability of stated capital and surplus determinations; practical ability to pay 

iv. Notes (textbook):
1. Ways corporation distributes funds to shareholders:
a. Dividends

b. Repurchasing shares

c. Salaries (close corp)

d. Liquidation

2. Brealey & Myers & Allen: Principles of Corporate Finance:

a. Firms have long-run target dividend payout ratios (mature companies with stable earnings usually pay out a lot in dividends)

b. Managers focus more on dividend changes than absolute levels

c. Managers smooth dividends over long-run

d. Managers reluctant to make dividend changes that might be reversed

e. Firms repurchase stock when they have accumulated a large amount of unwanted cash, or wish to change capital structure by replacing equity with debt

3. Effect of dividend increases on firm value

a. Economists views range from increase to decrease value, and include no effect at all

b. Miller and Modigliani: assume no taxes, no transaction costs, or other market imperfections

i. Dividends are irrelevant

ii. Capital loss borne by old shareholders just offsets extra cash dividend they received

4. Brav, Graham, Harvey, Michaely (Payout Policy):

a. Dividends are sticky, tied to long-term sustainable earnings

b. When nonpayers initiate dividends:

i. Sustainable increase in earnings

ii. Demand by institutional investors

c. Most say tax considerations are not a dominant factor in decision

5. Note on Compelling Dividends in Close Corporations
a. Miller v. Magline:

i. Miller, ceased role as corporate manager; Thorpe: resigned as vice-president

ii. Law in charge; large compensation; Magline’s earned surplus increased from ~.5 mil to 2.5 mil; court ordered payment of dividends

iii. Not paying dividends defeated one of major purposes of corporation: accumulate profits, divide them amongst owners

iv. CofA: “The discretion of the directors will not be interfered with by the courts, unless there has been bad faith, willful neglect, or abuse of discretion.”

6. Creditors are protected by limitations on dividend payments

7. Legal Capital: sum of par value AND additional amounts board assigns to capital

8. Economic Capital: amount the owners of an enterprise have invested in the enterprise, directly, or indirectly

v. Subscriptions

1. Definition:  stock subscriptions are agreements by subscribers to purchase other securities to be issued by the corporation.
2. Pre incorporation subscription:  typically subscriber will make an offer to buy the stock before the corporation is formed

a. Used to be that offer to buy the stock was interpreted to be a continuing offer which was revocable

b. Now statutes make the subscriptions enforceable

vi. Consideration

1. NY and DE rule:  stock must be issued for at least par value, if there is no par then it can’t be given away – there must still be some consideration

a. three types of consideration

i. money

ii. labor done

iii. property received

1. some controversy over what is property; e.g. trade secret, promissory note, etc. (consensus is promissory note doesn’t count)

b. executory consideration not permitted

vii. Types of stock

1. Preferred:

a. All the characteristics of the preferred stock must be described in the cert of inc (NY 402, DE 151)

i. characteristics:

1. cumulative v. non-cumulative

2. voting v. non-voting

a. contingent voting rights (Baron)

3. redeemable v. non-redeemable

a. e.g. with bond corp will want redeemable type so if market interest rate goes down it can cash the bondholders out and issue new bonds at lower rate of interest

b. NY and DE (151b2) allow for redemption for property (not restricted to cash like IL) if cert of inc says so

4. participating v. non-participating

5. convertible v. non-convertible

6. liquidation

7. others

8. convertible v. redeemable:  convertible preferred is always redeemable; this is because preferred won’t voluntarily convert when common surpasses preferred (preferred price increases proportional to common because of convertibility so preferred could just sell preferred to realize the profit and dividends remain higher for preferred); convertible is bad deal for common because the unissued reserved common shares are counted for the purpose of reporting earnings which brings down the earnings per share; 

9. Fiduciary Duty to Whom: preferred stock had provision that if dividends were not paid for 6 quarters then preferred holders gets power to elect the board until accumulated dividends paid up; business went bad and dividends were not paid; preferred elected new board and business improved and could have paid off the accumulated dividends; but new board didn’t pay off dividends because they wanted to maintain control of the corps; Ps asked court to return control to commons (didn’t ask for dividends to be paid because it is established that that is solely up to the directors under business judgment rule); (Baron v. Allied Artists)

a. It serves the corporation itself and the common shareholders as well as those who put them in office

b. Corporate directors stand in a fiduciary relationship to their corporation and its shareholders and their primary duty is to deal fairly and justly with both
c. Clear that Allied’s board has a fiduciary duty to bring dividends up to date as soon as possible in keeping with prudent business management
10. “Implied preferences”:  characteristics of the preferred stocks are considered to be contract rights; this is construed to mean that if the cert of inc is silent as to a characteristic then that characteristic doesn’t apply to that series of stock; e.g. if no mention of voting then that stock is considered to be non-voting

a. example 1:  

	Rothschild v. Liggett (no implied right of redeemability?):  

GM wanted to control Liggett without interference from shareholders so it planned a tender offer and back end merger of Liggett; Rothschild Intl Corp owned some shares of 7% cumulative preferred of Liggett;  The 7% cumulative preferred was odd because it couldn’t be redeemed, was not convertible, and was not subject to call; the only way for the 7% preferred shareholders to get money for  their shares was through the liquidation provision under which they would receive $100/share – the par value;  the 7% preferred had no class voting rights on merger proposals; only 40% of Liggett 7% preferred accepted tender offer but the Liggett common stock and 5.25 preferred stock voted to approve the merger in which the 7% preferred would be cashed out for $70;  Rothschild argued that being cashed out in the merger was functionally the same thing as a liquidation for the 7% preferred so they should get the liquidation price;  Court relied on Delaware Independent Legal Significance Doctrine to hold that GM only has to pay the $70 – the form of merger they choose controls; preferred have rights in liquidation, not merger; so do not receive par value of stock
$70 was market price due to rate of return (dividend of $7 per share; 7% rate of return if valued at $100, but interest rates went up, so preferred price went down to increase rate of return; $70 premium above market price, but ROR for it would be 10%.




b. Example:  Bally offered a cash out merger to MGM leaving MGM to divide up the cash among all its shareholders.   A class of MGM preferred had a liquidation provision providing for $20/share but the merger only gave them $14/share.  P said DE law recognizes a fiduciary duty that requires directors and controlling shareholders to treat other shareholders fairly.  Court held that with respect to matters relating to preferences or limitations that distinguish preferred stock from common, the duty of the corporation and directors is essentially contractual and the scope of the duty is appropriately defined by reference to the specific words evidencing that contract; where however the right asserted is not to a preference as against the common stock but rather a right shared equally with the common, the existence of such right and the scope of the correlative duty may be measured by equitable as well as legal standards; court further held that under these specific facts P has no reasonable chance of success on the merits and so summary judgment;  (Jedwab v. MGM)

i. Note:  court given examples of where preferred have more than mere contractual rights:

1. if cert has no provision for voting then preferred have same voting rights as common

2. if cert has no provision for liquidation then preferred still has liquidation rights

a. example 2:  see Jedwab v. MGM above
b. example 3:  warner communications v. chris craft:  cert of inc had extremely broad class voting rights conferred on preferred stock; company wanted to merge and the shareholders said that the preferred stock must have a right to vote in this case; court held that they didn’t have a right since this voting right wasn’t one of the contractual provisions

3. blank series preferred:  authorizes some number of preferred stock, but characteristics will be decided by the directors at the time they issue it (NY 402a6)

34. Fundamental Changes:

a. Intro: 

i. These fall outside of the usual rule that the management shall be by the board of directors; in every state these transactions cannot be effective without the shareholder approval

ii. Shareholder voting:  in every state in at least some circumstances the statutes provide that even the shareholders who don’t have contractual voting rights get to vote as a class (each class has veto power)

iii. Six Characteristics of Fundamental Changes

1. Outside the Board’s management power (§141 DE; §701 NY)

2. Shareholder Approval With Vote Required

3. Confer Voting Rights on Non-voting Shares

4. All classes of stock must approve separately

5. Appraisal rights

6. Cannot contract out of these rules (may add to them)

b. Charter Amendents

i. Cert of inc are basically multi-lateral contracts among the shareholders; unanimous consent to changes would be required like in any contract if the state didn’t reserve the power for cert of inc to be amended with less than unanimous vote (Trustees of Dartmouth College v. Woodward); every state has adopted this;

ii. Reserved Power:  Power of state to amend corp charter  (NY 110, DE 394)

iii. Limitations on shareholders’ power:  

1. “vested property rights theory”:  example:  corp wanted to eliminate dividends that had accrued to the preferred but had not been declared.  NY state passed a corp law that allowed for this; P claimed that the amendment was unconstitutional under the Contract Clause and also amounted to a taking under the 5th amendment; Court held that by virtue of its reserved power, the state is allowed to amend the charter of any corp; there was no taking as the dividends had not yet been declared so there was no concrete claim or debt (Mcnulty v. Sloane)

a. S says dividends are alienable so logically they should be considered property and so 5th amendment argument should be valid

b. S also says that even the preferred acknowledged this was functionally the best result (after all they voted in favor of it) because so many unpaid dividends had accrued during period between the depression and WWII that the corp would never be able to increase its production capacity and inventory as GIs returned from Europe if all their profits went to paying off the unpaid dividends – everybody is better off by allowing the profits to be reinvested

c. Question is if the accrued (but undeclared dividends) are a vested property interest – not yet debt; takings clause problems; “not property in the sense that it exists separate and apart from the certificate”

iv. Power of corp to amend its own corp charter:  DE 242a, NY 801, 803-5

v. Steps to amend charter:

1. resolution by board of directors adopting the recommendation and recommending it to the shareholders

2. special shareholder meeting is called

3. shareholder vote; requires majority of shareholders, not just a majority of the quorum

vi. difference between NY and DE with respect to class voting rights:

1. in NY class voting rights are triggered whenever a new class would subordinate the existing class but not with an increase or decrease in the aggregate number of shares unless the amendment changes existing shares into a different number of shares (e.g. stock split?)(so NY shareholders don’t get to vote if their shares will be diluted?)

2. in DE class voting rights are triggered if the aggregate number of shares are changed or if the contractual provisions of the existing stock is changed but not necessarily if the new stock would subordinate the existing stock

vii. example 1:  xyz has two classes of stock outstanding, 500 preferred, 1000 common; amendment is proposed to create a new class of preferred which will be senior to existing preferred, in addition this amendment will also increase the authorized number of shares of existing preferred; 

1. under DE: 

a. preferred would get class voting rights because it changes the aggregate number of shares of that class

b. if the amendment only created a new class of preferred that was senior then it wouldn’t trigger class voting rights in existing preferred because it doesn’t “alter or change the powers, preferences, or special rights of the shares of such class”

i. but if existing dividends had the characteristic of  receiving dividends “before any other stock” then it would trigger class voting rights

2. under NY:  

a. preferred would have class voting rights because the amendment would “subordinate their rights” (NY804a3)

b. note increasing or decreasing shares doesn’t trigger class voting rights unless the existing authorized shares are being changed in number (stock split?) – this is because 804a2 refers only to 801b10,11,12 and doesn’t refer to 801b7;

viii. example 2:  hypo from above cont’d: assume that the outstanding preferred has class voting right; preferred votes 450 yea and 50 nay; common vote 400 yea and 300 nay; question is does common have a class voting right; 

1. under DE, amendment passes:

a. preferred 450 of 500 = majority

b. 850 of 1500 total = majority

c. common shares not altered or change in number so they don’t have a class vote

2. under NY, amendment fails:

a. common has a class vote because new preferred will be senior to common

b. common has 400 of 1000 = no majority so amendment fails

ix. example 3:  Corp has 500K shares of preferred stock and 1 million shares of common stock.  Board proposes amendment to create a new class of authorized stock – prior preferred, whose holders would have rights senior to existing preferred.  This preferred has conversion rights.  Amendment proposes to increase dividends to abolish conversion of shares.   Preferred vote 400,000 yea and 100,000 ney; common vote 400,000 yea and 600,000 ney; total is 800,000 yea and 700,000 ney;

1. under DE, amendment passes:  

a. preferred 400K of 500K = majority so passes preferred class vote

b. 800K of 1500K total = majority so passes overall vote

c. common shares are not altered so they don’t have a class vote

2. under NY, amendment fails:

a. common has 400K of 1000K = no majority so amendment fails

b. common has a class vote because new stock (prior preferred) subordinates the common stock

x. limit on amendment to charter:

1. example:  corp wanted to recapitalize by changing a preferred stock to a bond; doing this would provide tax savings to the corps; plan was to amend the charter and change the redemption characteristics of the preferred stock from redemption for cash to redemption for bond of similar value; the required majority (2/3) of each class voted in favor but minority dissented; IL business law language said that preferred shares may be redeemed “at not exceeding the price fixed by the articles of incorporation”; court held that “price” meant that redemption had to be made in money and couldn’t use debt; (Bowman v. Armour)

xi. supermajority provisions are preserved (NY 803a, DE 616b)

1. example:  if cert of inc says that to elect directors you need 70% of shares for quorum then you cannot by a simple majority of the stock eliminate the provision

c. Corp Reorg:

i. What does it mean to be a tax-free merger?

1. taxes on the transferor’s gain will be postponed

2. transferor’s basis in the stock or property received will remain unchanged from the transferee’s basis

3. past operating losses of both companies can be carried over to apply against future earnings

ii. IRS 368a1 defines a whole series of transactions as reorganization; significance of “reorganization” is that the transaction can be made tax free; Types A, B, and C:

1. Type A, “Statutory Merger”, (361a1A):  statutory reorg (statutory merger); everywhere this is regarded as a fundamental change so it requires a shareholder vote; “continuity of interest” doctrine – transferor’s shareholders must receive a significant equity interest to qualify
a. Legal effect put forth in DE 259, NY 906; no difference between NY and DE; surviving corp takes over all of the properties of the disappearing corp as though it had originally acquired those properties at the time the disappearing corp had acquired them; 

2. Type B, “Stock-for-stock exchange”:  A can acquire enough stock of T to acquire enough control of T; if acquire 80% and jump through the other hoops that are required then will be tax free

a. Note this is a deal between A and the shareholders of T, doesn’t require T to be involved

3. Type C, “stock-for-assets”:  buy all the assets and hire all the employees and take over all the contracts and debts

a. Everywhere requires a shareholder vote

b. A buys all the assets and issues T some stock as consideration and as T liquidates it distributes stock

c. Comes out in same place as the statutory merger

d. Consolidation v. merger:

i. In a merger you have A and T and under the agreement T merges into A; but in a consolidation you have A and T which jointly become X; consolidations are rare so we will only talk about mergers

e. Statutory Merger

i. Statutory protocol:

1. board of directors initiates (true for NY and DE)

2. notice to shareholders; DE 251c, NY 903a1
3. shareholder vote:

a. DE:  requires the approval of the majority of shares entitled to vote; look at cert of inc to decide who gets to vote; common stock has voting rights by statute; there is no possibility of a class vote in DE unless the cert of inc provides for it (compare to charter amendments where law provides for class voting rights in shares o/w not entitled to vote)

b. NY 903a3:  in 1998 changed its requirement of 2/3 approval to majority approval; there is a transitional provision which distinguishes between corps organized before 1998 and those afterwards; corps organized before 1998 have option to opt into the majority

i. 2/3 refers to those with contractual voting rights; but 903a also provides for class voting; class voting applies to:

1. shares of that class will be outstanding at the end of the transaction

2. cert of inc of surviving corp effects some change in the non-voting stock or in this class of stock which would trigger class voting rights (under conditions of NY 804?)

ii. process:

1. if approved, articles of merger filed with the secretary of state

2. stock or other consideration issued by the surviving corporation is exchanged for the stock and other securities of the disappearing corporation, which is fused into the survivor and loses its identity

3. survivor acquires all the rights, privileges, franchises, and assets of the disappearing corporation – and will assume all liabilities

iii. abandonment: event which triggers no merger

iv. merger can include a cash out; NY 902a3, DE 251b5

v. disappearing stock:

1. agreement of the merger must provide for what happens to the stock of the disappearing corp; classically this is done by just converting the disappearing stock into the surviving corp; this is tax free

f. Sale of Assets

i. Steps:

1. board of directors must initiate;  NY 909a, DE 271a

2. must be notice to shareholders

3. requires shareholder approval

a. DE:  people who get to vote are those with contractual voting rights; percentage required is majority of outstanding shares entitled to vote

b. NY:  same transitional difficulty as for merger; in 1998 changed from 2/3 to majority with a transitional provision

i. If you have non-voting stock in NY you don’t get to vote

ii. Types of Consideration

1. cash:  target shareholders must approve, acquiring corp shareholders don’t get to vote

2. stock:  no acquiring corp shareholder approval required if enough unissued authorized shares exist (power of board, DE 141)

a. exception:  

i. NYSE and NASDQ independently require shareholder approval if effect of the transaction is to increase the amount of common stock by 20%; idea is this is considered a fundamental change so shareholders should vote

iii. Contrast with merger:

1. advantage of merger much simpler

a. some assets cannot be transferred together in one bill of sale, e.g. negotiable instruments, cars, airplanes, ships, land, etc have to be transferred individually

2. advantage of sale of assets: acquiring corp only assumes liabilities of target that are disclosed

a. in DE hidden creditors have a couple of years to assert a claim against the dissolved corp; in other states the directors would be personally liable if they knew about the liability and distributed the assets; the shareholders could be liable but would be difficult to collect because you would be trying to collect a small amount from each of a large number of people;

iv. example: (Hollinger, Inc. v. Hollinger International, Inc.): Hollinger, Inc. seeks injunction of sale of Int’l-sub-Telegraph; says requires vote; substantially all of the assets; Inc. has 68% of voting power of Int’l; §271 applies to sale of assets of subsidiary; what is substantially all?
1. “essentially everything;” Gimbel test – viewed by overall effect on corporation; quantitatively vital and substantially affects the existence and purpose of the corporation

2. Telegraph not “quantitatively vital”

3. Telegraph sale does not “substantially affect the business or purpose of” Int’l

v. example:  Alden was an unprofitable Pennsylvania coal company with lots of valuable land and List was a diversified DE company that wanted to merge.  Alden was to buy assets of  List with Alden stock.  Ultimately the transaction didn’t go through - Court upheld plaintiff complaint that this was a de facto merger and so Alden dissenters should have appraisal rights.  (Farris v. Glen Alden)

1. approval:  Alden had to authorize new stock so requires Alden shareholder vote:

a. merger dropped stock value of alden but the alden shareholders approved; why?  The stock value was based on value of land assets but corp was not profitable; they hoped that merger would increase profitability

2. advantage to List of merger:

a. could use the valuable land as collateral for new loans

b. past operating losses of Alden create a tax advantage to surviving corp

3. advantage of sale of assets over merger

a. no right to dissent (expensive) on part of Alden shareholders with sale of assets but would be with merger

4. Reverse technique:  why did the smaller company buy the larger company?

a. Evade right to dissent: Penn law denies right to dissent for Penn corps who are the buyers and DE law denied List shareholders right to dissent

b. preserve tax benefit of past net operating losses (at the time this only applied if corp with operating losses is the surviving corp)

c. don’t have to pay real estate transfer tax which would have been huge

vi. de facto merger:  when does sale of assets become a merger?  When there has been a fundamental change in the corp:

1. corp has changed its business

2. long term debt has changed significantly

3. serious financial loss to the stockholders (stock dilution, shrink in book value)

g. De facto merger doctrine

i. Idea is to treat the transaction like a merger so target (selling) stockholders get dissenters’ rights (also could give target stockholders right to vote or could transfer liabilities so that creditors of target can now claim against buyer)

ii. De facto merger doctrine is upheld only in a minority of states

1. example is Farris v. Glen Aldon above

2. But more likely to be found when there is a conflict among directors (see Hariton below)

iii. DE explicitly rejects de facto merger doctrine

1. example:  Loral wants to merge with Arco.  Both DE corps.  Loral buys Arco with Loral stock and Arco distributes the Loral stock then dissolves.  Hariton was an Arco hareholder who wanted appraisal rights – tried to invoke de facto merger doctrine.  Court held that in DE appraisal rights are limited to statutory merger so plaintiff not entitled to appraisal rights in this case.  Only exception is if there would have been a conflict of interest among the directors. (Hariton v. Arco)

h. Small, short form, and triangular mergers

i. Short form merger:

1. DE 253, NY 905

a. DE:  90% of voting stock

b. NY:  90% of every class

2. all states allow the parent company to merge the sub into itself simply by a resolution of the parent; no action is required on part of sub; some states require sub to be told about it ahead of time but in most including DE sub doesn’t even have to be told about it ahead of time;  in DE parent must own 90% or more of voting stock; in NY parent has to own 90% of every class, which means voting and non-voting stock; Percentages changes from state to state, but works same in all states; What happens to minority shareholders of the sub?  What they are entitled to is what the instrument of merger says they are entitled to; usually cash but could be shares of parent; Everywhere the minority shareholders of the sub have appraisal rights in this type of transaction; this is unusual because the law of all the states are the same with respect to this;

a. Sub appraisal rights: DE 262b3, NY 510a2

ii. Small mergers:

1. DE (DE 251f); 35 states have this but not NY or CA

2. when large corp merges into a much smaller corp the surviving corp shareholders don’t get to vote on this

3. rationale: merger is no more than an enlargement of the business; sometimes business demands require merger rather than sale of assets – thus, same procedure with nearly identical economic consequences does not require a vote
4. requirements:


a. can’t be an amendment to the cert of inc

b. there can be no change of any kind in shareholder rights of large corp

c. total number of shares of common stock of the acquiring stock will not exceed 20% of the total outstanding before the merger; note that this counts not only the shares actually issued but also those that could be issued (e.g. shares that can be converted into common stock)

iii. another type (sale of assets again)
1. A acquires stock of B by giving consideration to B shareholders (cash or stock of A)

2. In the end, B is subsidiary of A

iv. Freeze-outs

1. corporate transaction whose principal purpose is to reconstitute the corporation’s ownership by involuntarily eliminating the equity interest of minority shareholders
2. dissolution freezeout

a. S causes C to dissolve under plan where  C’s productive assets go to S (shareholder) – often held illegal; violates corporate norm of equal treatment among members of the same class for dissolution

3. sale-of-assets freezeouts

a. controlling shareholder S, organizes new corp, T, causes C (corporation S controls) to sell its assets to T

4. debt or redeemable preferred mergers

a. old corp merged into another corp (subsidiary?), surviving corp issues debentures or redeemable preferred stock

5. cashout mergers

a. survivor issues cash

v. triangular merger, reverse triangular merger described

1. Triangular merger

a. A forms wholly owner subsidiary A-sub

b. B merges into A-sub

c. B shareholders receive A stock in exchange for B shares

d. Shares of A-sub owned by A are unaffected

e. After the transaction, only A and A-sub exist

2. Reverse Triangular merger

a. Need to keep B intact; maybe it is a publisher and has copyright permissions – wouldn’t survive merger

b. A creates A-sub, wholly owned subsidiary

c. A-sub merges into B

d. Shares of A-sub converted into shares of B

e. Shares of B outstanding before merger will be converted into shares of A

vi. triangular mergers

1. why use triangular merger?

a. Disappearing corp might have a type of business distinct from the parent

b. Parent avoids taking over all the unknown liabilities or legal problems

i. Maximum loss for parent is limited to  investment in the sub

1. exception could be that if parent financed the sub with a large loan then court might disregard the corporate entity

c. Important problem: subversion of voting and appraisal rights

i. Use of subsidiary, wholly owned by the corporation – no real shareholders

ii. But can be argued that these will be triggered – S should be deemed a constituent or needed to avoid subversion of merger statutes

d. Better tax treatment: no sales tax ordinarily v. stock-for assets

i. Allowed to qualify under Type-A for IRS §368(a)(2)(D), (E) for reverse ones
1. T into S reverse: S voting stock exchanged for at least 80% of T voting and nonvoting stock req

2. other reqs – it was basically a merger 

e. avoid appraisal rights of shareholders of parent corp

i. example:  Penn central was a railroad in the middle of bankruptcy reorg; Penn created a sub and tried to merge the sub with Colt; shareholder of parent wanted to enjoin the merger between the sub and Colt on the theory of de facto merger – claimed that the merger was functionally between Penn and Colt;  Court held for Penn Central – de facto merger does not apply and so only actual parties to the merger are entitled to appraisal rights (Terry v. Penn Central)

i. Valuation and appraisal

i. Appraisal rights

1. in DE appraisal rights are only available for statutory merger

a. have possibility for class action

b. exception to American rule of financing the litigation:  in DE appraisal proceedings the loser pays everybody’s costs including experts and so forth;

i. because of the reversal of the “American rule”, both corps and minority shareholders take much more realistic positions on appraisal rights (e.g. shareholders used to claim appraisal rights as a method of extortion)

2. in NY appraisal rights for statutory merger but also some charter amendments and some sale of assets

3. in DE there is no correlation between appraisal rights and class voting

4. in NY if you have class voting then it is likely that you have appraisal rights

5. why other actions when appraisal available?

a. May be able to take advantage of fee shifting, and class action procedures

6. when appraisal not exclusive?

a. Transaction illegal under corporate law – not authorized by statute

b. Transaction illegal under corporate law – procedural steps not properly taken

c. Shareholder approval not properly obtained (fraudulent misrepresentation or violation of proxy rules)

7. appraisal may preclude seeking just money damages under nonstatutory remedy

8. exclusivity:  every state has a statute that says if you have appraisal and you have dissented then your only right is to get paid for your stock, but some states more strict than others

a. CA:  only allows things like litigation of vote count besides appraisal

b. NY:  NY623k; 

i. Enforcement by a shareholder of his right to receive payment for his shares shall exclude the other rights he has

1. exception is that shareholder can still bring an action on grounds that corp action will be unlawful or fraudulent as to him

c. exclusivity in cases of unfairness or inequity

i. some courts say appraisal is an exclusive remedy and others say that the exclusivity may be disregarded in cases where the minority has been treated oppressively or unfairly

ii. example:  Community Hotel (RI corp) wants to eliminate accrued dividends of preferred so it arranges a downstream merger into a sub; P makes a claim saying that merger isn’t fair because it is really a de facto charter amendment and should require a unanimous vote by the preferred; RI avoids deciding whether appraisal rights are exclusive: court says that if there is no appraisal right then  P can sue to enjoin but here there has been no unfairness to P so court doesn’t get to the question of what rights P has (appraisal only or right to enjoin the corp from executing the merger) in case of unfairness. (Bove v. Community Hotel)

1. No decision as to whether appraisal is an exclusive remedy, but its availability is an elements or circumstance which equity should weight before intervening

2. Ps claims of unfairness:

a. Merger is really a de facto charter amendment so should require unanimous vote rather than 2/3 majority vote

i. Court says independent legal significance doctrine applies so corp can use a merger to avoid unanimous vote requirement

b. Common stock holders unfairly gain equity during the merger because they start with no equity (if corp was liquidated all the proceeds would be used in paying off creditors and preferred so nothing left for commons) and end up with 8% equity

i. Without the commons’ vote the deal couldn’t go through so giving up equity to commons is really paying for their vote which is OK

d. Non-exclusivity

i. DE Example:  corp A bought 64% of corp B with clause that if A bought more shares within a year then it had to buy them at $25/share.  Corp A waits over 1 year then announces merger deal to buy the shares at $20 (based on market study).  No claim of misrepresentation or fraud.  Court allows injunction of the merger.  (Rabkin v. Hunt)

1. S says that he can’t understand this case, tough to know what the Ds did wrong.

2. Unfairness because they waited for the contract to expire? (Boo hoo, it is just so unfair that yesterday I would have received $25, but today I got $20); But if directors of selling company knew that they were going to be bought, should have tried to sell before?

ii. DE example 2:  Cede and Co. was doing an appraisal and during discovery found breach of duty; but found the breach of duty was barred; but DE said that both lawsuits can go forward and at the end of the day plaintiff gets to decide which lawsuit he wants to take (Cede and Co. v. Technicolor)

ii. Appraisal rights with Statutory mergers

1. general rule is that shareholder of either corp gets appraisal rights if they get to vote on the merger

2. Exceptions:

a. Whale-minnow:  merger in which a small corp is merged into a much larger one;  in this case surviving corp shareholders do not get appraisal rights

b. Short form:  Shareholders of the sub in a short-form merger get appraisal rights even though they would not get to vote on the merger

iii. Valuation:

1. Court decides if valuation is fair for disappearing corp shareholders

a. Example:  large hotel wanted to merge with small hotel.  Valuation of the stocks were determined by analyst to be 1:1.  Small hotel shareholder thought the valuation was unfair because the value of the assets (10 mil) were higher than the value of the stock (5 mil).  Court held that shareholders not entitled to asset value, only the stock value – in other words shareholders entitled to stock price only and not his/her aliquot share of the assets (Tobin’s Q shows that often the aggregate value of assets are higher than the corresponding aggregate stock value); [small hotel’s market price was artificially increased because of the merger]; securities received were substantially equal to securities relinquished (Sterling v. Mayflower Hotel Corp)

b. General rule is that the people proposing the transaction have 2 burdens:  1. burden of persuasion, 2. burden of introducing evidence

1. Example:  directors of corp A own majority of shares of corp B.  Directors want to do a cash out merger and receive the required majority of votes by corp B shareholders.   However, the stock valuation is not fair because corp A directors fail to disclose vital information.  Plaintiff is minority shareholder and wants to rescind the merger.  Since corp A directors got the majority of the minority shareholder votes burden would have shifted to plaintiff on issue of fairness but to shift the burden requires complete candor which was not present here.  Therefore, the burdens remain on corp A directors. (Weinberger v. UOP)

2. Burden on Π to establish basis for entire fairness standard (i.e. conflict of interest); then burden on ∆ to show entire fairness

3. Burden shifts back to Π if a majority of the minority shareholders approve (burden of Π to show not entirely fair)

4. Burden remains on ∆ to show full disclosure (seems to be impractical place to place burden)

2. Surviving corps shareholders cannot challenge the fairness of the valuation (surviving corps is paying the disappearing corp too much) because the business judgment rule protects the directors’ decisions; BJR applies because the directors are not subordinated; exception would be in the case of conflict of interest; only remedy for the surviving corps shareholders is to vote the directors out of office (or sell their shares)

3. Tobin’s Q:

a. Is the ratio of replacement cost of a corps assets to the market cap (shares x share price); 

b. Example:  in Sterling case the Tobin’s Q in that year was only 45% ; Sterlings Tobin’s Q was 50% so that was pretty good

c. Helps to explain why tender offers became popular; if you wanted a corps assets it was much cheaper to buy the whole corps through its stock then fire all the employees and pay off its debts

d. Only critic of Tobin’s Q says that it underestimates the difference between assets and stock price because it only takes into account assets on the books; other assets like investment in employee training are not counted;

4. Methods of valuation

a. Delaware block method (Piemonte v. New Boston Garden)

i. Looks at three factors

1. market price

2. net asset value

3. earnings valuation

ii. court accepts whatever trier of fact decides on relative weight, which is odd because relative values make much bigger difference then small changes in particular value of any of the factors

iii. earnings valuation:  

1. step 1:  average out earnings for  the last 5 years (excluding extraordinary numbers); (investment banker would look at future earnings not past earnings); gets earnings numbers from accounting earnings; 

2. step 2:  then use multiplier (which is a rather arbitrary number based on expectations of future performance)

iv. net asset value:

1. in Piemonte case court determined net asset value by adding up value of the facility, the hockey team, the concession rights, goodwill, etc.

a. can use book value for property and expert testimony for other  things like value of hockey team

v. market value:

1. if shares are thinly traded then it is less likely that the market will be a fair estimate of  shares’ true underlying value

2. conversely, the more broadly traded the stock, the heavier weight the court is likely to give the market value factor

3. directors are likely to wait precisely until the market undervalues its shares to announce the transaction, especially in “going private” transactions, so this is another reason not to place much weight on market value

b. valuation in closed corp (In Re Mcloon Oil)

i. opposite outcome of Mayflower case where plaintiff was only entitled to the value of his shares and not his aliquot share of the corps assets; in closed corp there is no market for the shares so courts hold that dissenters get their share of the business

ii. stock represents a proportionate part of the enterprise as a whole

iii. Applebaum v. Avaga: person owns marketable  security, not percentage interest

c. Glassman v. Unocal:

i. Fiduciary duties owed by parent to subsidiary minority shareholders in a short form merger: does not have to establish entire fairness; absent fraud or illegality, only remedy is appraisal

d. Schwartz article:

i. Note the old man dismisses out of hand the only two methodologies that involve hard numbers (cost of assets and earnings), and he is correct to do so.  On the other hand the other methods involve putting dollar signs next to future events which can’t be predicted accurately.

e. Modern financial methods of valuation (Weinberger v. UOP):

i. A more modern approach to the valuation of stock for appraisal purposes is to allow proof of value to be made by any technique or method that is generally considered acceptable in the financial community and otherwise admissible in court.  Examples of additional evidence:

1. studies prepared by the corp

2. expert testimony about “takeover premium”

j. freeze-outs

i. definition:

1. a transaction in which those in control of a corporation eliminate the equity ownership of the non-controlling shareholders

2. distinguished from “squeeze-out”:  in freeze-outs the non-controlling shareholders are legally compelled to give up ownership; in squeeze-outs the minority shareholders are not legally compelled to give up their ownership but in practical terms are coerced into it

ii. purpose of freeze-outs to go private

1. corp is required to report because it is listed on stock exchange; registered under 12a of 34 act, so has burdens of continuous disclosure, proxy rules, etc.; so could save money by eliminating the burdens

2. corp might want to get rid of fiduciary duties to minority stockholders

3. disclosures have to be prepared according to GAAP and audited and this also costs money; so if go private could 

iii. contexts:

1. going private (Piemonte v. New Boston Gardens)

2. merger of long term affiliates (parent eliminates publicly held minority interest in sub)

3. second step of two step acquisition (step 1 = gain majority control /51%, step 2 = cash out merger)

iv. general rules:

1. court will do two things:

a. try to verify that the transaction is basically fair

b. scrutinize the transaction especially closely in view of the fact that the minority holders are being cashed out

v. techniques for carrying out:

1. cash out merger

2. short form merger

3. reverse stock split

vi. state law

1. a successful attack will usually derive from attack based on state rather than fed law

2. general test has two parts:

a. transaction must be basically fair to outsiders and minority shareholders

b. transaction must have some valid business purpose

3. “basic fairness”:

a. 3 parts

i. fair price

ii. fair procedures by which the board decided to approve the transaction

iii. adequate disclosure to the outside shareholders about the transaction

b. example: Signal directors in the Weinberg case violated all three types of fairness:  the price was not fair since they admitted $24 was a fair price; the procedures were not fair (since there were no real negotiations between the two corps); and the disclosure was not fair since the Signal directors never disclosed the fact that they had done a special study of stock value

i. independent committee:  a parent-sub merger is more likely to be found fair if the public minority stockholders of the sub are represented by a special committee of independent directors who are not affiliated with the parent

4. “business purpose”

a. some courts will not allow a transaction whose sole purpose is to eliminate the minority (public) stockholders, even if the price is fair

i. this is an example of an “ectoplasmic tort” – a tort in which there are no elements; after Weinberger DE court says get same remedy as in appraisal proceeding so basically folds ectoplasmic tort into appraisal

b. the business purpose test is especially likely to be flunked when the transaction is a going-private one

c. Delaware abandons:  Delaware has abandoned the business purpose requirement for claims after 1983, so in Delaware only the test of “basic fairness” has to be met

5. Summary of Delaware law on freeze-outs

a. “entire fairness” rule:  a freeze-out transaction, as well as any other transaction in which insiders are on both sides of the transaction, will be sustained only if it is “entirely fair,” as measured by fair procedures, fair price, and adequate disclosure.  (Weinberger)

b. Burden of Proof:

i. Under some circumstances, the burden of proof can shift to the plaintiff to show that the terms of the transaction were unfair.  For this burden shifting to occur, all three of the following must happen:

1. approval by majority of the minority

2. Ds must carry the burden of showing that they made adequate disclosure of the transaction (Weinberger)

3. there must be a simulation of an arms’ length process, in which representatives of the minority and majority negotiate.  Usually this will be by a committee of independent directors, who negotiate with the majority holder

c. damages:

i. plaintiff is only entitled to monetary recovery equivalent to what they would have gotten under appraisal rights

1. exception is where there is fraud or overreaching in which case an injunction and class action damages will still be available (See Rabkin)

k. Dissolution

i. General rule:

1. if business is doing well then court will not order dissolution

a. example:

i. closed corp with two shareholders, brother and sister; company was in the candy business and had been successful for many years; brother managed and sister not involved; finally they started fighting and came to a total deadlock; they could reach agreement on day to day operations but sister couldn’t agree to having the brother paid; this went on for several years, brother couldn’t just walk away because he couldn’t do anything else, but also not getting paid; so eventually brother sues for dissolution; NY court of appeals concluded that brother was essentially trapped, however the business itself was doing fine; so court says as long as the business is doing well they won’t order dissolution, will leave the parties as they found them;  eventually the problem of deadlocked directors was addressed by NY 1104 (petition in case of deadlock among directors or shareholders) which provides for dissolution in case of deadlock

2. dissolution in case of oppression or fraud

a. dissolution is an extraordinary remedy which is granted in only very selective cases.  Only where the actions constitute fraud, illegality, or oppression will dissolution be ordered.

b. example:  2 employees of a closed corp owned approximately 20% of outstanding stock; they were supposed to receive distributions but after they left on unfriendly terms they were cut off while the other shareholders continued to receive distributions; court found there was oppression and so ordered dissolution (In re Kemp & Beatley, Inc.)

i. after order of dissolution it is more likely that majority will simply buy out the minority, but problem will be deciding on price.

3. S suggests strategy to avoid dissolution problems

a. All members need to be able to themselves run the business as well as finance it;  if I am unhappy with the way things are going then I ask you to set the price then I will get to decide to either buy or sell; this would lead to more realistic price;  main point is that you need to set up the business to allow people to get out;  

35. Federal corporation Law

a. Anti fraud and Express causes of actions under federal law

i. Congress never contemplated a significant amount of litigation under these statutes

ii. Section 11 of ’33:  deals with information defect, an extreme range of cases, no penumbral coverage, have to fall precisely within the statute

iii. Section 12 of ‘33(?):  also extremely narrow

iv. Sections 9 and 18 of ’34 are anti-fraud provisions and expressly provide for a private right of action

v. Section 16b:  can only sue person listed in a, under circumstances in b
vi. Section 20b and 21d:   these are late additions

vii. Section 10b: grants SEC authority to make rules regarding manipulative or deceptive conduct (but 10b itself doesn’t forbid manipulative or deceptive conduct with respect to selling securities)

1. jurisdiction is based on interstate mails, interstate commerce and exchanges; note it is not restricted to registration under section 12

a. but interstate commerce, interstate mails and exchange jurisdiction doesn’t reach every possible scenario

i. example:  if I could stand on 5th street and sell you a security and not violate 10b5

2. between ’34 and ’43 4 rules were adopted and 2 have been rescinded

3. why 10b5 created:  In ’43 there was a company in Springfield, Ma that was in the business of manufacturing fire engines; closely held company with about 6 shareholders, never made money; but in ’43 there was a war and there was a shortage of industrial capacity; also had price controls that worked well for about 6 months and then collapsed; but price of operating business was not controlled of course; so because of shortage of industrial capacity government offered a high price for the company; president took the financial statements to the other shareholders and offered to buy them all out at cost; the other shareholders agreed to the buyout; then the president buys them out and then resells it for 10x what he paid; in MA the fraud law didn’t cover incomplete statements at that time; so shareholders finally get to the sec and tell them about this; occurred to sec staff that there was no provision in the acts that covered this; closest is 17a of ’33 about fraud in selling but this was about buying and not selling;  So sec staffers drafted a rule, basically took section 17 of ‘33 and changed it to sale or purchase; members of the commission adopted it; so what happened?  Nothing; this is because it never occurred to anybody to provide for a private right of action  (Kardon case)

a. many years later a similar case came through and found that the activity was criminal and also tortuous; this case wasn’t appealed and no cases really followed

4. Most litigation is under 10b5

viii.  Rule 14a of ’34: grants SEC authority to regulate the whole subject

1. Rule 14a9:  something about misstatement, false or misleading, including omission of material fact, etc.

a. Congress never contemplated that this would be the basis for private lawsuits

ix. Sec 21:  authorizes to sue for an injunction

b. Elements of tort of misrepresentation/omission:

i. Materiality

ii. Reliance

iii. Scienter

c. Implied right of action under rule 14a9 of proxy rules (from emanuels, 109):

i. Nothing in the ’34 act or SEC rules expressly gives a private investor the right to sue if the proxy rules are violated

ii. Summary of law

1. materiality:

a. shareholder/plaintiff must show that there was a material misstatement or omission in the proxy materials.  But it is not necessary that the misstated or omitted fact would probably have caused a reasonable shareholder to change his vote; all that is required is that the fact would have been regarded as important, or would have “assumed actual significance” in the decision-making of a reasonable shareholder.

2. reliance/causation:

a. the plaintiff/shareholder does not have to show that he relied on the falsehoods or omissions in the proxy statement.  Instead, the court will presume that injury was caused, so long as the falsehood or omission was material and the proxy materials were an essential link the accomplishment lf the transaction.  Thus if proxy solicitation is necessary to gain shareholder approval of a merger, any material falsehoods will be presumed to have “caused” injury to the shareholders since the proxy solicitation process was a necessary part of brining about the merger.

i. Example:  corp A is parent of corp B;  corp A proposed merger into corp B but corp B proxy materials failed to disclose that corp B board was nominated by corp A;  since the omission was material to P as a corp B shareholder then P is entitled to remedy since causation is presumed; (based on Mills v. Electric Auto Lite)

1. supreme court says that if the proxy votes hadn’t been needed then there would have been no causation (Virginia bank shares case)

a. counter argument is that this allows corps to lie to you if they don’t need your vote (major purpose of proxy rules to ensure accurate information for everyone, informed voting not only consideration)
2. quote for above: “proxy solicitation must be essential link in accomplishment of transaction”

3. monetary relief only if merger resulted in a reduction of the earnings or earnings potential of their holdings – damages only if shown

4. appeals court argument was that if the deal was objectively “fair” (requiring a hearing to determine) then will presume shareholders would have voted for deal anyway; supreme court said this is the wrong standard (standard is that materiality = causation) but turns out that have to have a hearing on fairness anyway for the damage award (could have injunction but S says this is never done)

5. this was about a proxy case but turned 10b5 into a cottage industry 

a. not in Eisenberg: attorney’s fees provided once proved misrepresentation
3. scienter:

a. supreme court has never ruled on whether scienter (i.e. an intent to deceive) must be shown on the part of the defendants.  

i. Most lower court cases have held that mere negligence is sufficient; S thinks absolute duty
4. remedies:

a. damages or injunction may be available to a P who successfully establishes a cause of action

b. exclusivity of appraisal rights under state law doesn’t affect federal right to a different remedy

5. standing:

a. does shareholder have to send in his proxy to have standing?

i. Bork’s analysis:  issue of reliance should never be litigated in proxy analysis; reason is that whether you have been injured does not matter if you yourself have been deceived, only matters if other (who voted) were deceived; but since it is impossible to ascertain whether or not others were deceived then this issue shouldn’t be litigated (cohen v. bressler)

ii. S says that Bork’s analysis might not still be good law after Virginia bank shares case (which came later)

iii. Mills case said that establishing a violation is enough for P to recover attorney’s fees even if he’s not entitled to any other award; thus there is an incentive for attorney’s to be the driving force behind these types of suits

iv. Mills case didn’t have big effect on proxy rules cases but turned 10b5 into a cottage industry – 
d. Ernst & Ernst v. Hochfelder: (10b5 – scienter)
i. SC, 1976: issue whether intent to deceive, manipulate, or defraud required (construction allowed) under 10b5

ii. Nay defrauds people; E&E audit, alleged not to utilize proper auditing procedures, if used would have noticed fraud 

iii. Scienter is required under §10(b) – use of words manipulative or deceptive in conjunction with device or contrivance strongly suggest an intent to proscribe only knowing or intentional misconduct; do not decide whether reckless behavior would meet requirement

iv. 10b5 must have a scienter requirement – otherwise not permissive construction of 10(b)

e. Aiding and abetting under section 10b or rule 10b5?

i. court didn’t answer in hochfelder case (footnote 7) but later said no in city of dever bank case

f. private right of action under 17a of 34 act?

i. court declined to answer in hochfelder (footnote 13) but in a later case said no

g. private right of action under 17a of ’33 act?

i. S says court hasn’t decided on this issue but really there is not

h. Breach of fiduciary duty without misrepresentation

i. There is no liability under 10b5 for breach of fiduciary duty if there is no misrepresentation or deceit

1. example:  Parent corp merges with sub using short form merger and offers to buy shares from minority shareholders at an “unfair” price; minority shareholders could use appraisal rights under state law but sue in fed court under 10b5 feeling that they could do better there; court held that claim of breach of fiduciary duty isn’t actionable under 10b5 unless there is deceit and here there was no deceit, just a low offering price (Sante Fe Industries v. Green)

a. no need for business purpose; just not manipulative or deceptive

b. language sufficiently clear, but other factors to weigh

i. reluctant to recognize cause of action for what is at best a subsidiary purpose of the legislation

ii. traditionally relegated to state law

i. tender offers

i. history of tender offers

1. early use:  takeover of poorly run corps

2. later use:  takeover of well run corps

a. e.g. Disney (S goes on about the book: Storming the Magic Kingdom)

3. late ‘70s:  use of “friendly” tender offer in lieu of statutory merger

a. good if management of buying and selling corps disagree on relative stock valuations for stock exchange

b. example is Basic v. Levinson case

c. people thought that friendly tender offer would make statutory mergers obsolete but in ‘80s tobin’s q changed (stock became relatively overvalued) and so statutory merger using stock as payment became a better deal for the buyer;

4. ‘80s:  

a. started using junk bonds for financing (high yield bonds)

b. hard to know who came out ahead, 

i. except:

1. shareholders of acquired companies benefited

2. bond holders of acquiring companies came off very badly

ii. effect on employees was mixed good and bad

c. article on 10 best and worst acquisitions from’80s:

i. common theme is that when corps acquired corps in similar types of business they did well and when corps acquired unfamiliar type of business they did poorly

ii. definition

1. no official SEC definition of “tender offer”

2. generally a tender offer is:  an offer to stockholders of a publicly held corporation to exchange their shares for cash or securities at a price higher than the previous market price

3. Wellman test:  courts and SEC look at 8 factors in determining whether or not a tender offer was made; wellman factors/test (no clear number of factors that have to be satisfied in order to be called a tender offer):

a. active and widespread solicitation of the target’s shareholders

b. solicitation of a substantial percentage of the target’s stock

c. offer to purchase at a premium over prevailing price

d. firm rather than negotiable terms

e. offer is contingent upon receipt of a fixed minimum number of shares

f. a limited time period for which the offer applies

g. the pressuring of offerees to sell their stock

h. a public announcement by the buyer that he will be acquiring the stock

4. example of wellman test:

a. SEC  v. Carter Hawley Hale Stores – bidder came along to buy CHH  and CHH tried to buy-up all the shares before arbs – white squire bought some and CHH started repurchase program to buy back shares; question in the case is whether the repurchase program was a tender offer  (; court found it wasn’t – used wellman test:

i. Didn’t solicit for a substantial percentage but did make a solicitation

ii. Question about whether it paid a  premium over market; CHH said no – depends on if you compare price paid before tender offer made or after bidder made tender offer; court said no, just paying current market price(?)

iii. Court said that terms were basically market price so not “firm”

iv. Buying was not contingent on getting a certain percentage of shares

v. Time limit was not set by CHH but by bidder’s tender offer

vi. Pressure was present but just general pressure, not because of CHH’s behavior

vii. Public announcements were made

viii. Rule 13e-1 provides an issuer must disclose certain minimal information if repurchasing stock during third-arty tender offer

ix. But Rule 13e-4: issuers may engage in repurchase amounting to a tender offer (same procedural, substantive safeguards

x. Together – proves repurchase may be or may not be a tender offer (not one or the other definitively)

5. Policy reasons for wellman test factors:

a. Avoid giving either the target or the offeror an advantage

b. The need to maintain a free and open market for securities

6. Alternative test (S-G securities test; MA precedent):

a. A tender offer is present if there are:

i. A publicly announced intention by the purchaser to acquire a block of the stock of the target company for the purposes of acquiring control thereof, and

ii. A subsequent rapid acquisition by the purchaser of large blocks of stock through open market and privately negotiated purchases

b. Court in SEC v. CHH didn’t like S-G test:

i. Vague and hard to apply

ii. Provides little guidance to issuer when his conduct will come within Rule 13e4 rather than 13e1

c. Problem is that all repurchase programs would fall under  rule 13e4 making sec 13e1 useless

7. actions insufficient to be tender offers:

a. mere purchases of large quantities of stock without presence of some of the 8 factors

b. privately-negotiated purchases of even large number of shares or even if there are simultaneous negotiations with a large number of stockholders

c. open market purchases

iii. tender offers are attractive to buyer because of findings of tobin’s q ratio (assets worth more than stock value)

iv. tender offer v. proxy contest

1. proxy contests are too hard and expensive to win;  historically unhappy shareholders just sold shares rather than try to take over corporation

2. another attractive feature of tender offers is that there are no sunk costs if it goes through; the stock you buy as part of the transaction remains valuable to you after the deal is done; compare to proxy contest where expenses aren’t recouped after deal is done

v. tender offers prior to regulation

1. used bank as an agent to hide true identity of buyer; bank would place ads on principal’s behalf to solicit offers to sell stock by individuals; 

2. shareholders were treated unfairly in two basic ways:

a. lack of information

b. pressure

3. examples:

a. offer to sell had to be irrevocable

b. usually offer to sell had to be only small premium over market price

c. no assurance that buyer would buy 

d. buyer bought tendered stock on first come first serve basis  

i. period of solicitation was indeterminate, could end at any time

ii. stockholders feared that if they were left out of the initial buyout then they would be forced out later by a merger for a much lower price – this created panic selling by sellers

e. no disclosure of motivation or identity of buyer or where buyer was getting money to do the buying

vi. 5 % ownership rule (applies whether or not it is associated with a tender offer)

1. Sec 13(d)(1):  any person who directly or indirectly acquires more than 5% of any class of stock in a publicly held corp (registered under sec 12) must file a statement with SEC on a schedule 13D disclosing that acquisition within 10 days

a. Schedule 13D:  basically asks you to identify yourself, whose financing the deal, terms of the deal, any side deals relating to this company, reasons for buying the stock

vii. regulation of tender offers by Williams Act

1. Rule 13e1:  issuer cannot purchase any of its equity securities (tender for its own stocks) during a tender offer unless it discloses info (same as schedule 13D)

2. Rule 13e4:  “tender offer by issuers”:  regulates self-tenders (= when corps tender for their own stocks); subjects corps to similar obligations as outside bidders

3. Sec 14d:  regulates process of solicitation applies only to equity securities registered under sec 12

4. Sec 14d1:  5% ownership rule: disclosure requirement similar to 13d1 (difference is 13d1 only requires disclosure after the fact); disclosure is made on a schedule 14D;

a. Note:  dissemination of 14D is different from 13D; must deliver 14D to

i. SEC

ii. Target corp

iii. Target corp shareholders – usually through newspaper ad

iv. other bidders

v. the exchange

b. S says that tender offeror must hand deliver the tender offer statement to SEC; contains:

i. Who the tender offeror is

ii. Where the financing is coming from

iii. Intentions after getting the stock

iv. If new board is planned then who they are

v. Any side deals being made

5. sec 14d5:  withdrawal  rights

6. Rule 14d7:  withdrawal rights (extends rights in sec 14d5)

7. Sec 14d6:  pro rata rule

8. Rule 14d-8:  pro rata rule:  if shareholders offer more shares than the bidder wants then he has to buy in the same proportion from each shareholder (e.g. if bidder wants to buy 51% of the shares then he has to buy 51% of each shareholders offered holdings)

9. sec 14d7:  best price rule

10. Rule 14d-10  (“equal treatment of security holders”):  tender offer must be open to all who own securities in that class and must pay everyone the highest amount paid to anyone during the offer

11. Sec 14e:  anti-fraud rule; applies to securities that don’t fall under sec 12, as well as ones that do, so applies to any tender offer; prohibits material misstatements, misleading omissions, and fraudulent manipulative acts in connection with a tender offer (similar to 10b5 except not limited to purchase or sale of securities)

12. Sec 14e1a:  provides that tender offer must remain open for 20 days and that period is subject to being extended for various reasons 

a. e.g. if price is increased then time is extended by 10 days – sec 14e1b

13. Sec 14e2:  requires target company, no later than 10 days from the date the tender offer is first published, to give its shareholders a statement disclosing that the target either:

a. Recommends acceptance or rejection of the offer

b. Expresses no opinion about the offer

c. Is unable to take a position on the offer and reason why it can’t take a position

14. Rule 14e3:  it is illegal to trade on the basis of non-public information, even if this information does not derive from the company whose stock is being traded; in other words it is forbidden to trade based on tender offer information derived directly or indirectly from either the offeror or the target

a. Example:  stock broker bought shares in a corp based upon non-public information given to him from a member of the controlling family that the company was about to be taken over at a higher price; court said that 14e3 conviction was affirmed; unlike 10b5 liability, don’t need to show that the information that stock broker received was received in violation of a fiduciary duty

15. Rule 14e5 (“prohibiting purchases outside of a tender offer”):  prohibits making side deals to buy securities during a tender offer

viii. Summary of new rules under the Williams act

1. 5% acquisition disclosure rule (sec 13d, sec 14d)

2. withdrawal rights to target shareholders (sec 14d5, rule 14d7)

3. pro-rata rule (sec 14d6, rule 14d-8)

4. best price rule (sec 14d7)

5. anti fraud provision (sec 14e)

ix. commencement of tender offer (Rule 14d-2)

1. S says the commencement of the tender offer is the key event

2. commencement defined as any kind of communication that is public and which announces the target, the bidder, the approximate amount of securities you are trying to acquire and price range you are considering 

3. requirements on the day of commencement of the tender offer:

a. tender offer statement has to be hand delivered to SEC, issuer, and other bidders on the day of commencement

i. tender offer statement essentially has same info as schedule 13D

4. bidder can ask for a shareholder list and the issuer decides to give out the list or mail the materials for the bidder; issuer wants to avoid giving bidder ability to talk one-on-one with shareholder so usually issuer just mails the materials for the bidder

x. “arbs”:

1. aka risk arbitragers

2. when tender offer is made institutional investors don’t want to risk the deal not going through so they sell their shares to arbs at a price between previous market price for the stock and the tender offer price; arbs take the risk that deal won’t go through but if deal does go through then they make a profit on the difference between the price they bought from the institutional investors and tender offer price

3. corp is said to be “in play” when arbs have bought up the stock from the shareholders; arbs will not hold onto the stock for long term because they had to borrow money to make the purchase and have to pay interest on that loan; so basically they are going to sell to highest bidder; this means that unless the original management outbids the other tender offerors (unlikely), the management will change hands; 

xi. notes on tender offer from Eisenberg

1. terminology

a. raider: the bidder

b. target: corporation being acquired

c. white knight

i. another entity other than bidder to take over

d. lock-up

i. device to protect one bidder (white knight) from another

e. crown jewels

i. what the disfavored bidder wants most, best part of business

f. fair-price provision

i. higher proportion of votes needed for merger or similar combination; some exemptions

g. management buyout:

i. management of the company forms another corporation, buys company

h. leverage

i. use of debt to finance

i. leveraged buyout

i. use of a lot of debt to buy company; usually used by management

j. junk bonds

i. high risk bonds

k. no-shop clause

i. board of target may agree not to try to find higher bidders, recommend deal to shareholders

l. poison pills

i. rights distributable to shareholders

ii. upon tender offer, shareholders have right to discounted stock (dilution of value)

iii. usually only for combination after initial tender offer

m. standstill

i. accommodation with shareholder, whereby shareholder agrees to limit stock purchases

2. Williams act

a. Toehold acquisition

i. If 5% or more ownership, must register

ii. Schedule 13D

iii. Any future acquisition of an additional 1% must be reported (Rule 13d-2)

iv. § 13d3, rule 13d-5(b): applied to multiple actors

v. Hart-Scott-Rodino Anti-trust Improvements Act: $75 million or more ownership 

b. What is a tender offer?

i. 8 factor Wellman test

c. Schedule TO

i. Under § 14(d)

d. Obligations of Target’s Management

i. 14e-2: 

1. must make opinion to shareholders known, formal statement

ii. 14d9 any solicitation wrt a tender offer must file Schedule 14D-9 (14e-2 statement is a solicitation for these purposes) 
e. Tender Offer by Issuers (rules apply to some repurchases)

f. Anti-Fraud Provisions (rule 14e3, 10b5)

g. Standing

i. target shareholders have standing §§14(d)(6),14(d)(7), 14(e)

ii. target corporation (§13(d)

h. Regulation of terms of a tender offer

i. Minimum duration (20 days) (rule 14e-1)

ii. All-holders rule (offer must be open to everyone at same price) (rule 14d-10)

iii. Best-price rule (rule 14d-10)

1. price paid to any one security holder during tender offer must equal price paid to any other

iv. withdrawal rights (14d-7): tendered shares may be withdrawn

v. proration (rule 14d-8)

xii. private rights of action under Williams act

1. 4 part test (from cort v. ash) to see if SEC statute gives a private right of action

a. is plaintiff part of the special class for whom the law was designed to benefit?

b. did congress intend to create a private right of action?

c. Whether a private right of action is consistent with the underlying purposes of the legislative scheme

d. Is there a state private right of action

2. example:  Epstein v. MCA:  Matsushita acquired MCA through tender offer; Wasserman was a controlling shareholder and officer of MCA, would have had to pay huge taxes from buyout; specifically would have had to pay capital gains then, because he was very old, would also have had to pay large estate tax after death; so Matsushita made side deal with wasserman giving him preferred stock in a Mat;  Mat also paid the sub a 106% premium over the tender offer price for the preferred stock; this would allow him to use a tax loophole to avoid most of capital gains tax when he sells the preferred; court found violations of sec 14d7 (best price rule) and rule 14d10 (equal treatment rule); 

a. private right of action for sec 14d7:

i. 14d7 confers a substantive right on specific beneficiaries

ii. private damages was consistent with statutory purpose of protecting injured investors and provided a particularly effective means of enforcing 14d7 (bidder has to pay the increased price to everyone)

iii. legal context:  14d7 passed during period where court liberally implied private right of action so it is reasonable for congress to have left that part out if it wanted there to be one

b. private right of action for rule 14d-10:

i. rule 14d-10 is based on authority from sec 14d6 and 14d7 – so there is a private right of action

ii. question in Epstein case is whether or not Wasserman’s transaction was part of the tender offer

1. court said it was a side deal because two parts of the side deal were dependent on the tender offer:

a. preferred stock price incorporated the tender offer stock price by reference

b. deal was contingent upon the tender offer being successful

iii. since side deal was part of the tender offer it violated 14d-10c1 (have to give everybody the same consideration; can’t give preferred stock to wasserman and common stock or cash to everyone else)

c. separate action could be brought under state law for breach of fiduciary duty because he was a controlling shareholder and an officer

3. example 2:  piper v. chris craft

a. CC tried to take over piper by making a tender offer; piper found a white knight in Bangor punta; piper had failed to disclose some info on a previous press release regarding a failed white knight deal and had sold some stock to Bangor punta during time when tender offer exchange was being registered with SEC (both are infringements of SEC regulations); Bangor eventually got over 50% control of piper so CC’s takeover attempt failed; CC tried to sue under sec 14e claiming there should be a private right of action; court said sec 14e was designed to protect target shareholders, not defeated bidders so implied private right of action won’t apply here; court applied 4 part cort v. ash test:

i. Defeated bidder is not a class of persons that the statute (sec 14e) was meant to benefit

ii. Legislative intent:  williams act was supposed to curb unregulated activities of tender offerors so wouldn’t make sense to give them extra power

iii. C/W underlying legislative scheme:  14e is supposed to protect target shareholders but if court allowed a private right of action then those target shareholders who sold to Bangor would be punished because Bangor would be responsible for paying some of the damages; also the statute was supposed to curb tender offeror and to allow them to sue for damages would be inconsistent

iv. State law:  there was a state law common-law remedy:  “interference with a prospective commercial advantage”

b. 2 Rules from this case:

i. court cuts off possibility of 14e lawsuit by a defeated bidder

ii. Williams act created for benefit of target shareholders not for benefit of buyer or seller

4. S says that over time congressional intent became the factor that mattered most

5. Supreme court began recognition of private right of action doctrine in 1964 (Case v. Borak);  Williams Act (1968) was enacted during the period of liberal application of implied private right of action so it is reasonable for court to conclude that congress didn’t feel it needed to write one in

6. S says court eventually decided that they should no longer give privates rights of action (Erie case said that fed courts don’t have common law jurisdiction, only statutory jurisdiction)

a. Two exceptions:

i. “ancient rule”:  including proxy (14a9) and 10b5 cases where the issue had already been decided

ii. statutes enacted by congress during period where court supported private rights of action because congress could have easily concluded that the court would imply one

j. Insider trading

i. History

1. Most people originally thought that 10b5 was limited to broker-dealers, but Cady Roberts case changed that;

a. Cady Roberts was a brokerage, one of the partners was also a director; he went to a meeting and heard bad news and decided that the brokerage should sell its shares and its customers shares even before the meeting was over; court found 10b5 violation

2. After Cady Roberts most people didn’t believe there was a more general prohibition until Texas Gulf Sulfur where insiders and tippees were held to have violated 10b5

ii. Who is harmed by insider trading?

1. People harmed would be those who wouldn’t have sold in absence of insider as a buyer:

a. Individual investor:  S says that if anything the individual investor is better off because with the addition of insiders there are now more people trying to buy

b. Brokers could be hurt in OTC market because there wouldn’t be a deal without the buyer

c. Specialists on the exchange who do the buying and selling could also claim to be hurt since they wouldn’t have bought without the insider asking them to buy

2. Corporation:  One argument is that the corporation is harmed because the insiders have an incentive to act in ways that are inconsistent with the interests of the corporation.

3. Counter-party:  argument from Chiarella is that you can’t trade on inside information because you would violate a fiduciary duty to the counter party

a. Buying from counter-party:  American law conceptualizes fiduciary duty to both the corp and the shareholders; if I owe a duty to the corp then I owe a duty to the shareholders; so if it is illegal for me to buy stock from the corp then it should also be illegal for me to buy from other shareholders

b. Selling to the counter-party:  could say that I don’t owe a fiduciary duty to the buyer because he’s not a shareholder; but courts have concluded that if you owe a duty to existing shareholders then you also owe a duty to incoming shareholders

4. Judge Winters in Chestman case:  shouldn’t try to have parity of information between insiders and outsiders because then there would be no incentive to invest in looking for or discovering useful information; we should reward people for finding out things that knowbody else knows

5. Nutshell:  most plausible goal of the insider trading prohibition is the protection of the right to ownership of information – this would explain the liability under misappropriation theory because the misappropriator has stolen someone’s confidential info

iii. 10b5 claim (fed court) versus state court claim based on state fiduciary or fraud theory:

1. procedure and discovery is simpler in fed court

a. nationwide service of process and broad venue

2. supreme court trying to limit scope of modern fed securities law?

a. No private right of action for aiding and abetting rule by supreme court went against trend in lower courts

b. Prospectus defined broadly in ’33 Act but interpreted narrowly by supreme court

iv. Summary of  10b5:

1. Disclose or abstain:  insiders, tippees, and misappropriators must choose between disclosure and abstaining from trading

2. Misrepresentation:  if an insider makes an affirmative misrepresentation as opposed to an omission, he can be liable under 10b5 even if he does not buy or sell the stock

3. Nature of violation:  

a. Violation of 10b5 can lead to criminal and civil liability

4. Requirements for a private right of action:

a. Purchaser or seller:

i. P must have been an actual purchaser or seller of the company’s securities during the time of non-disclosure (this is the Birnbaum doctrine – adopted by court after period in the 1970s where 10b5 liability was seen as becoming too broad)

1. persons who already own shares and decide not to buy or sell may not sue

2. not clear if buying or selling options fulfills the purchaser or seller requirement

b. Traded on material, non-public info:

i. D must have misstated or omitted a material fact

1. materiality is what a reasonable person would feel was important in determining his or her course of action (Basic v. Levinson?) – significantly altering total mix
2. fact must be non-public:  info is considered non-public until the investors as a whole have learned of it, so telling a few reporters isn’t considered making the info public 

a. so selling misappropriated info instead of trading on it can’t lead to a private right of action(?) under 10b5

3. there is no general duty to disclose under 10b5 (see footnote 17 of Basic v. Levinson, left out of Eisenberg text)

c. Special relationship:

i. If the claim is based on insider trading, D must be shown to have violated a duty of confidentiality relating to the info

1. categories of D

a. insiders – 

i. info through employment

b. knowing tippee – 

i. knows that the source of the tip has violated a fiduciary duty to the issuer (whether a fiduciary duty has been violated often turns on if the tipper has obtained any direct or indirect personal benefit) [Dirks case].

c. misappropriator – 

i. can take info from anyone, especially from a person who is not the issuer, in violation of a duty of confidentiality

2. compare to rule 14e3 where even an innocent eavesdropper or diligent researcher can be convicted if he trades on the non-public info (but 14e3 is limited to info about tender offers)

d. Scienter:

i. D must be shown to have acted with scienter (must have had an intent to deceive, manipulate, defraud)

1. recklessness might be enough in some cases

2. negligence not enough 

ii. open unfairness in the transaction does not meet the scienter requirement, there must be some sort of deception (Sante fe v. Green?)

e. Reliance and causation:

i. Misrepresentation:  P must show that he relied on D’s misstatement or omission and that that misstatement omission was the proximate cause of his loss.
1. reliance normally presumed – fraud on the market (Basic) 
2. fraud on the market theory: 

a. establishes causal connection between ∆ fraud and Π transaction

b. relying on proof of individualized reliance impractical – no class action status

c. misleading information not part of market price which Π relies on

d. creates presumption of reliance

e. applies efficient-market hypothesis (semi-strong) as if law of physics 

ii. Omission:  Ute case – positive proof on reliance not a prerequisite; material if reasonable investor would have considered important; then presumption – real question is not reliance but causation
iii. Other theory: derivative reliance (through security analyst)

iv. Transaction causation: must be causal connection between ∆ violation of 10b5 and Π purchase or sale of security

1. analogized to reliance

v. Loss causation

1. requires a showing that violation of 10b5 caused the economic harm of which the Π complains

2. misrepresentation touches on the reason for the investment’s decline in value

3. S and Washington Public Power: has two components: value lost to unrelated casualty and loss due to overpayment

vi. Forward-Looking Statements (some safe-harbors)

1. 21E(c)(1): accompanied by a meaningful cautionary statement identifying important factors that could lead to a different result – o.w. must have knowledge that it was false or misleading; no recklessness under 10b5 for forward-looking statements; written statements

2. 21E(c)(2): applicable to oral statements

3. “bespeaks caution:” even if misleading in isolation, no liability if sufficient cautionary language in document; but generic boiler-plate warning is not sufficient

a. Has special relevance for statements made by corps not registered under 12 or 15d

f. Jurisdiction:

i.  D must be shown to have done the fraud or manipulation by use of instrumentality of interstate commerce, mails or facility of any national securities exchange

1. for publicly traded corps this is easily met

a. example:  intrastate telephone call to sell the securities falls under 10b5 because telephone line is an instrumentality of interstate commerce – doesn’t matter that the particular transaction was completely intrastate

2. for private corps where deceit occurred in a face to face sale of shares the jurisdictional requirement may not be met

v. Covered securities under 10b5

1. applies to the purchase or sale of any security, registered or unregistered

2. limitation is that the violation must use some instrumentality of interstate commerce

vi. when does non-public info become public?

1. it is not enough for insiders to wait until a public statement has been made to the press; they must wait until the information has been widely disseminated to the marketplace; 

a. e.g. in Texas Sulphur case the insiders were required to wait until the news had appeared over the most widely-circulated medium, the Dow Jones “broad tape,” not merely until the news had been read to members of the press

2. S says best advice is to say as little as possible; don’t say anything unless you are forced into it; e.g. NYSE calls and demands you make a statement

vii. Misstatement/Omission materiality discussion:

1. circuit decisions in cases of misstatement (basic v. levinson case):

a. 6th circuit basically said that misleading = material, so in cases of misstatement don’t need to show separate materiality

b. 3rd circuit used agreement in principle test which basically says that the statement can’t be material until the deal is pretty far along (S calls this the handshake deal stage – deal is agreed upon by handshake with deal to be recorded in writing later)

c. middle position from basic case:  

i. mathematic formula:  materiality = magnitude discounted by probability;  
ii. verbal formula: (Basic)  information is material if there is a substantial likelihood that viewed by a reasonable investor, it would have regarded it as a significant part of the total mix, doesn’t have to be the case that the investor would have decided differently if there had been no misstatement (it is easy for P to meet this low standard)

1. not necessary to have an agreement in principle

2. disclosure of preliminary negotiations

a. problem is that if corp disclosed preliminary negotiations then market would probably overreact (e.g. the corp will say there are very early negotiations which may not amount to anything and investors will hear that there is red hot news of a virtually certain merger); 

b. one solution would be to say “no comment” instead of admitting to negotiations but then if you denied there were negotiations when there really wasn’t any then saying no comment would basically be same thing as admitting to having them

c. S says the only solution left for corps is to always say no comment whether there are negotiations in progress or not;  

i. but this brings up the problem that SEC rules are supposed to increase the flow of information to investors and here the policy creates an incentive to block the information from getting out

3. incoherence of doctrine from Texas Gulf Sulphur case; Waterman puts forth different formulations of materiality

a. information is material it is “extraordinary in nature and reasonably certain to have a substantial effect on market price”

b. formulation could be a conservative one

c. standard is not what a reasonable investor would be interested in but what a speculator on wall street would be interested in (which would include almost anything)

viii. Scienter discussion

1. negligence not enough:  language of rule 10b looks different than language of section 10b; rule read apart from statute looks like negligence should be covered; supreme court in Hochfelder case relies on statute (section 10b) and says that there no liability for mere negligence

a. example:  accounting firm negligently fails to detect fraud at a securities firm during an audit; shareholder sues the accounting firm under 10b5 private right of action; main issue is scienter requirement; supreme court holds that negligence is not enough to satisfy scienter requirement (Ernst v. Hockfelder)

i. prior to hochfelder case the circuits were fractured on scienter requirement:

1. 2nd circuit:  scienter was required

2. 7th circuit:  10b5 could be based on negligence without scienter

3. 9th circuit:  lower standard than 7th circuit, can violate 10b5 without fault (strict liability standard)

ii. problem with 7th and 9th circuit analysis is that they allow rule 10b5 to go beyond the statutory authority of section 10b

2. recklessness?

a. Unclear if recklessness would be enough to sustain scienter requirement

b. Court left this issue open in footnote 12 of hochfelder

ix. Reliance discussion:

1. in 10b5 cases most courts assert that P must show that he relied on Ds wrongdoing; but in 10b5 cases, unlike the common law face-to-face deceit situation, P can be hurt by Ds misrepresentations or insider trading without having directly relied on Ds conduct;

2. fraud on the market theory:

a. this is the only way for class action to prove reliance

b. the most important way in which P can show that he was harmed by Ds misconduct even though he did not rely on anything D did or said is the fraud on the market theory

c. could base “fraud on the market theory” on semi strong form of efficient market hypothesis (EMH) (like in Basic case) – the misstatement was automatically  impounded in the market price of the stock to the detriment of the shareholders

i. dissent in Basic case essentially argued that we can’t use judicial notice here (judicial notice = things that are so obviously true that you don’t have to prove them in court, e.g. the sun rises in the east) because the efficient market hypothesis is not universally accepted; S says in fact the efficient market hypothesis is now in relative disfavor among the academics

d. S says that a reasonable alternative basis to EMH  for supporting fraud on the market theory is that even if the shareholder doesn’t directly rely on the misstatements, the shareholder does rely on statements by analysts and brokers on TV and internet and those people actually rely on the misstatements (derivative reliance) 
x. when non-disclosure constitutes a violation

1. compared to misrepresentation or half-truth:  10b5 is clearly violated when a person makes a misrepresentation or states a half-truth in connection with the purchase or sale of a stock

2. mere possession of material information:  generally non-disclosure of material, non-public information violates rule 10b5 only when there is a duty, independent of rule 10b5 to disclose; therefore one who skillfully or innocently obtains non-public information does not have a duty of disclosure and therefore will not violate 10b5 by trading on that information

3. trading by insiders (directors, officers, controlling shareholders, and corporate employees):  insiders violate rule 10b5 by trading on the basis of material, non-public information obtained through their positions

4. 10b5 Misappropriation theory:  

a. Rule:  D is liable under 10b5 if he has mis-appropriated the information by breaching a fiduciary relationship with the source of the information (holding in US v. O’Hagan and later codified); court focuses on fact that the source has been “deceived” because deception is necessary to satisfy first part of sec 10b

i. Exception:  if D discloses that he will trade to the one who he owes a duty (i.e. D discloses to his employer) then there will be no liability – even if the one owed a duty won’t approve of the trading and that the trading would be unfair to outside investors

1. But D may still have liability under some state laws for breach of a duty of loyalty

b. Related issues:

i. Thomas’ dissent in O’Hagan:  mis-appropriation theory is unsound because it lacks sufficient connection to the purchase or sale of a security, which is required for 10b5.    Can easily avoid misappropriation theory by simply selling the information and somebody else buys the stocks and this would not violate 10b5 so majority’s view doesn’t protect the investor, which is supposed to be the point of the rules in the first place.  (Basically Thomas thinks 10b5 should require a chain of fiduciary duty running to the counter party in the trade)

ii. Scalia’s dissent in O’Hagan:  misappropriation theory is inappropriate in criminal context because it violates the principle of lenity which the court applies to criminal statutes

iii. This issue was side-stepped in Chiarella case

iv. Supreme court was divided 4-4 on misappropriation theory in Carpenter case (business news journalist pre-traded on stocks mentioned in his column –  guilty verdict affirmed) so no precedential value

v. Judge Winters:  misappropriation theory is an effort by lower courts to rationalize a body of law that has been rendered incoherent by supreme court decisions

c. Family confidence rule:  if someone has inside information and they tell a family member then that creates a duty on the family member not to trade or tell others(?)

i. Judge Winters:  this rule is not consistent with misappropriation being about theft since no theft in one family member telling another but it’s too late in the game to try to fit everything together

ii. Minor and Mahoney:  family rule is a bad idea because it will inhibit family discourse because you know that family member can be called into court

xi. Aiding and abetting under section 10b or rule 10b5?

1. court didn’t answer in hochfelder case (footnote 7) but later said no in city of dever bank case

xii. Chiarella v. US:

1. printer deciphered info; bought stock in anticipation of tender offer; did not disclose; 10b5 case
2. purchaser of stock, having no duty to prospective seller because he is neither insider of iduciary has been held to have no obligation to reveal material facts
3. when an allegation of fraud is based on nondisclosure, there can be no fraud absent a duty to speak

xiii. US v. Chestman

1. Chestman (broker), got info from Loeb (nephew-in-law of President of target, Ira Waldbaum), bought stock

2. Meskill (majority), Winter (concurring in part, dissenting in part), Miner (concurring), Mahoney (concurring, dissenting)

3. Validity of rule 14e3 (under §14e)

a. Broad delegation of rulemaking power; given power to define fraud (although really just power to define such acts that are fraudulent)
4. 10b5 violation:
a. Traditional Theory: The predicate act of fraud must be traceable to a breach of duty to the purchasers or sellers of securities; a fiduciary duty does not result solely from one’s possession of material nonpublic information

b. Misappropriation Theory:

i. Person violates 10b5 when he misappropriates material nonpublic information in breach of a fiduciary duty or similar relationship of trust and confidence and uses that information in a security transaction

ii. Does not require that the buyer or seller be defrauded
iii. Fraud may be perpetrated on the source (focusing on language: ‘fraud or deceit upon any person’ 

c. Evidence insufficient to establish a fiduciary duty between Loeb and the Waldbaum family
5. Winter; sees misappropriation based on theft? Property rights to information; does not fit neatly with fraud or deceit, but law going that direction:
a. Liability under 10b5: family relationship enough to create a duty not to disclose

6. Miner: sees family discourse as inhibited by a rule that would automatically assure confidentiality on part of family member; although rule as applied did not create liability – will not have discourse if person might be violated for insider trading

7. Mahoney: 14e3 should not be valid

xiv. US v. O’Hagan:

1. partner in law firm representing Grand Met bought call options for target of Grand Met merger, Pilsbury

2. 10b5 violation:

a. Applies misappropriation theory: a fiduciary’s undisclosed, self-serving use of a principal’s information to purchase or sell securities, in breach of a duty of loyalty and confidentiality, defrauds the principal of the exclusive use of that information

i. Breach of duty owed to source

b. Deception through nondisclosure is central to theory of liability

3. 14e3: valid

xv. Summary of “insiders,” “tippees,” and “misappropriators”

1. Insiders:  

a. a person is an insider only if he has some kind of fiduciary relationship that requires him to keep non-public information confidential

i. can include temporary insiders such as attorneys, accountants, consultants, etc. (See Dirks)

2. Tippees:  

a. a person is only a tippee if:

i. he receives information in breach of the insider’s fiduciary duty

1. if someone obtains information totally by chance, without anyone violating any fiduciary obligation of confidentiality, then the outsider may trade with impunity; 

2. example: innocently overhearing an insider discussing confidential information does not make one a tippee;  

3. example 2:  acquiring information by diligence does not make one a tippee; e.g. Dirks case where Dirks used diligence to find out fraud was going on and since those who told him about the fraud didn’t violate a duty then he was not a tippee and so no 10b5 liability 

ii. he knows or should know the breach has occurred

iii. the insider/tipper has received some benefit from the breach

3. Misappropriators:

a. a person is a misappropriator if he is an outsider who gets information from other than the issuer, in violation of an express or implied promise of confidentiality

xvi. Table:  Comparison of 10b5 with swing trading of 16b

	
	16b
	10b5

	Securities
	Any equity security of an issuer which has an equity security registered under section 12
	Any equity security – doesn’t have to be registered under sec 12 or be publicly traded; also covers debt securities (after Hogan case); example is if I lie to my brother in law about my closed corp and sell him stock in my closed corp in a private transaction (assuming I used mail or telephone)

	Persons who can be liable
	Persons described in 16a
	Anybody

	Fault
	No fault required to violate; strict liability
	Scienter (purposeful conduct)

	Illegal? (criminal prosecution possible)
	No
	Yes

	Plaintiff (who has standing?)
	Issuer (shareholder can sue on corps behalf – this is the usual case)
	Purchaser or seller


xvii. Rule 14e3:  it is illegal to trade on the basis of non-public information, even if this information does not derive from the company whose stock is being traded; in other words it is forbidden to trade based on tender offer information derived directly or indirectly from either the offeror or the target (so if information comes directly or indirectly from offeror, issuer, or insider agents of offeor or issuer then traders can’t trade on that information)

1. main difference from 10b5 is 14e3 doesn’t require anyone to have breached a fiduciary duty

2. O’Hagan court said that it is OK that 14e3 is overbroad in that it prohibits some activities which are not fraudulent

3. 14e3 is called “disclose or abstain from trading” requirement

4. Example:  stock broker bought shares in a corp based upon non-public information given to him from a member of the controlling family that the company was about to be taken over at a higher price; court said that 14e3 conviction was affirmed; unlike 10b5 liability, don’t need to show that the information that stock broker received was received in violation of a fiduciary duty

5. Related issues:

a. Difference between interpretive and legislative rules:

i. For legislative rules including 14e3 courts only look at one narrow issue – if the rule is within the scope of the authority granted by congress

ii. Interpretive rules are the agency’s own interpretation of the statute and they are entitled to deference but if the court is persuaded on an opposite position then the court is not bound to follow the agency’s rules; happens with tax all the time

b. Question in chestman (2nd Cir) and O’Hagan (Supreme Court) was whether Rule 14e3 exceeded congressional authority because it defined fraud so as not to require breach of fiduciary duty; O’Hagan said that congressional purpose of Williams Act was that disclosure was supposed to replace court determined “fairness” in tender offers context

	
	Rule 14a9 

(False or misleading statements – proxy rules)
	Section 10b

Rule 10b5

Rule 14e3

	Standing
	1.  Bork’s analysis:  doesn’t matter if plaintiff actually voted since others were deceived – it is impossible to prove that others have been deceived so this issue shouldn’t be litigated

2.  not clear if Bork analysis is still good law after supreme court said that can’t show reliance if corp doesn’t need plaintiff’s vote
	1.  plaintiff must have been a purchaser or seller of the company’s securities during the time of non-disclosure

2.  pre-existing owners who don’t buy or sell during the period can’t sue

3.  not clear if buying or selling options fulfills the requirement

4.  D must have used an instrumentality of interstate commerce, mails, or facility of an exchange

	Materiality
	1.  applies to misstatement or omission

2.  info would have “assumed actual significance” in the decision making process

3.  reasonable shareholder standard 
	1.  applies to misstatement or omission

2.  info must be non-public; material becomes public when it becomes widely publicized; disclosing to just a few reporters doesn’t count

3.  info must be “important” in determining shareholder’s course of action

4. reasonable shareholder standard

	Reliance
	1.  only need to show that the proxy was necessary (and materiality will be assumed)

2.  if corp doesn’t need plaintiff’s vote then plaintiff can’t show reliance
	1.  misrepresentation:  P must show that he relied on d’s misstatement and that that misstatement was the proximate cause of his loss

2.  omission:  generally satisfied by giving the plaintiff the benefit of a presumption that he relied on the market price as being fair (fraud on the market theory)

	Scienter
	1.  most lower courts say negligence is enough (supreme court has never ruled on this)
	1.  recklessness might be enough; negligence definitely not enough to attach liability

2.  unfairness with complete disclosure doesn’t count because no scienter present

	Special Relationship
	1.  fiduciary relationship exists because corp owes fiduciary duty to shareholders
	1.  D must have violated a duty of confidentiality to someone

2.  insiders: violate duty of confidentiality to employer

3.  knowing tippees:  violate duty of confid-entiality to source

4.  mis-appropriators: violate duty of confid-entiality to whoever they steal the info from (misappropriation theory)

5  no violation of duty of confidentiality required for 14e3

	Remedies
	1.  damages or injunction

2.  exclusivity of appraisal rights doesn’t apply to fed cases
	1.  damages

2.  SEC can bring criminal charges


	Sale of Assets
	Statutory Merger
	Charter amendment
	
	FUNDAMENTAL CHANGES

	1.  vote by board

2.  notice to shareholders

3.  special share-holder meetng called

4.  vote by shareholders
	1.  vote by board

2.  notice to shareholders

3.  special share-holder meetng called

4.  vote by shareholders
	1.  vote by board

2.  notice to shareholders

3.  special share-holder meetng called

4.  vote by shareholders
	Steps
	

	Before 1998 need 2/3 approval; after 1998 need majority
	Before 1998 need 2/3 approval; after 1998 need majority
	Majority of shareholders, not just majority of quorum; supermajority provisions preserved
	Shareholder Voting in NY
	

	Majority of those entitled to vote; look to COI to see who is entitled to vot
	Majority of those entitled to vote; look to COI to see who is entitled to vote
	Majority of shareholders, not just majority of quorum; supermajority provisions preserved
	Shareholder voting in DE
	

	No class voting
	Series/classes that will be outstanding or will be converted into shares of surviving corp have class vote if new class would sub to  existing class or for stock split; requires majority vote of class/series
	Whenever a new class would subordinate existing class or for stock split; requires majority vote of the class
	Class voting in NY
	

	No possibility of class vote unless COI provides for it
	No possibility for class vote unless COI provides for it


	When aggregate number of shares are changed or change in contractual provisions; requires a majority of vote of the class
	Class voting in DE
	

	Follow class voting
	yes
	Follow class voting
	Appraisal Rights

NY              DE
	

	no
	yes
	no
	
	


	Remedies
	Special Relationship
	Scienter
	Reliance
	Materiality
	Standing
	
	IMPLIED RIGHTS OF ACTION - ELEMENTS

	1.  damages or injunction

2.  exclusivity of appraisal rights doesn’t apply to fed cases
	1.  fiduciary relationship exists because corp owes fiduciary duty to shareholders
	1.  most lower courts say negligence is enough (supreme court has never ruled on this)
	1.  only need to show that the proxy was a necessary part of the process (and materiality will be assumed)

2.  if corp doesn’t need plaintiff’s vote then plaintiff can’t show reliance
	1.  applies to misstatement or omission

2.  info would have “assumed actual significance” in the decision making process

3.  reasonable shareholder standard
	1.  Bork’s analysis:  doesn’t matter if plaintiff actually voted since others were deceived – it is impossible to prove that others have been deceived so this issue shouldn’t be litigated

2.  not clear if Bork analysis is still good law after supreme court said that can’t show reliance if corp doesn’t need plaintiff’s vote
	Rule 14a9 

(False or misleading statements – proxy rules)
	

	1.  damages

2.  injunction

3.  SEC can bring criminal charges
	1.  for insider trading D must have violated a duty of ficuciary duty or confidentiality to someone

2.  insiders:  info belongs to the corp and should only be used for corporate purpose;  they violate fiduciary duty to employer by not disclosing their trades

3.  knowing tippees:  violate duty of confid-entiality to source

4.  mis-appropriators: violate duty of confid-entiality to whoever they steal the info from (misappropriation theory)

5  no violation of ficuciary duty or confidentiality required for 14e3 liability
	1.  recklessness might be enough; negligence definitely not enough to attach liability

2.  unfairness with complete disclosure doesn’t count because no scienter present
	1.  misrepresentation:  P must show that he relied on d’s misstatement and that that misstatement was the proximate cause of his loss

2.  omission:  generally satisfied by giving the plaintiff the benefit of a presumption that he relied on the market price as being fair (fraud on the market theory)
	1.  applies to misstatement or omission

2.  info must be non-public; material becomes public when it becomes widely publicized; disclosing to just a few reporters doesn’t count

3.  info must be “important” in determining shareholder’s course of action

4. reasonable shareholder standard
	1.  plaintiff must have been a purchaser or seller of the company’s securities during the time of non-disclosure

2.  pre-existing owners who don’t buy or sell during the period can’t sue

3.  not clear if buying or selling options fulfills the requirement

4.  D must have used an instrumentality of interstate commerce, mails, or facility of an exchange
	Rule 10b5

Rule 14e3
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