Corporations Outline
	I. INTroduction 


A. PURPOSES OF CORP LAW

1. Wealth creation 

a. Can facilitate awesome things like cancer research which we all agree is valuable.

b. Elements: Capital (technology and infratructure); labor (education); law (prop, K, courts, tax); human capital. 

c. Basic legal institutions that are important in wealth creation: 

1) Property (incentives)

2) Contracts (freedom to make wealth enhancing trades in a system in which local contractors have better information than a party removed from a local situation. Information; von Mises/Hayekian theory that no one person can process all information about an economy, thus the pricing system of the free market is the best situated to process all the extant information and apply it accordingly). 

3) Order/Courts: fair arbiter of disputes. 

4) Financial (banking) system—important because those who have local knowledge of opportunities don’t always have $$. To the extent that the financial market is good at transferring money from those with it to those who have an opportunity at a low cost, this is very opportunity.

5) Capital markets – helps allocative efficiency

a. Government allocation, though degree depends on country, Financial institutions – banks, insurance companies. Predominant in Europe where they had small stock markets. 

6) Tax policy

2. Contract alternative (limited, costly).

a. Asymmetric information: people spend money to learn what they don’t know

b. Collective action problem: expensive to communicate/coordinate. Law establishes K framework w/ default terms. Main mandatory duty: fiduciary duty of loyalty 

c. Transaction costs – costs required to be borne to enter into a transaction. 

d. Agency costs: People designing the system want different things than the people effectuating some goals. 

3. Default Rule? 

a. Rule that largest # of people, negotiating themselves, would agree on. Others K around it. 

b. Efficiency 

1) Goal: Production of the most resources from the given inputs (Allen). 

2) Defined: Generally Kaldor-Hicks, net wealth creation

a. Pareto efficiency: resources are distributed so that reallocation can make at least 1 person better w/o leaving someone else worse off. No moral issues with distribution. 

b. Kaldor-Hicks efficiency: “wealth maximixation.” Efficiency is achieved when aggregate monetary gains to the winners > aggregate monetary losses to the losers. The total wealth of the parties increases. 

3) State law – if inefficient, doesn’t protect investors – decrease stock price, # of corps incorporate there. 
B. Efficiency of the Corporate Form

1. Artificial entity status and indefinite life – cheaper transaction costs – do not need to get all owners’ permission.  Much more stable than partnership. Can sign binding Ks, enter into bank loans. Efficiency gains, not excl to corp form; important where corporate groups are involved (parents, subsidiaries)

a. Cost = tougher to cash out and get full value for assets
2. Freely transferable shares – much easier to raise capital – more flexibility and liquidity – speedy access and more stable than a partnership.  Allows for diversification by s/h in the market… makes capital more easily available for high risk ventures. Capital investors can transfer whole interest (vs. partnership where partners cannot assign governance rights). Complements centralized management = potential constraint on self-serving manager behavior. If mismanagement, the value of the stock sells to the point where corp. is taken over and management is replaced… M&A through tender offers ( disciplining effect
a. Costs = collective action problem – easier to check out than effect change.

3. Limited liability for investors – loss limited to investment (vs GP). greatly reduces risk and the cost of investing – less investigation necessary.  Makes it easier to transfer shares… do not need to look at financial status of co-owners and creates workable market price.  Simplifies evaluation of equity investment. Also reduces monitoring costs since lenders will more closely monitor activity. Encourages capital investment. Segregation of asets ( risk averse SHs will invest in risky ventures. Incentive for creditors to monitor.  Need LL for each share to be same price. 

a. Cost = Equity opportunism 

b. Easterbrook rationale: Diminishes costs associated with specialization and separation: Less need to monitor managers, Less cost for monitoring shareholders, Managers have incentive to act efficiently, Market prices can impound additional information about value of firms, Efficient diversification, Facilitates optimal investments (hedging). Increased availability of funds for projects with positive net values
4. Centralized management – 

a. Reduces costs for larger firms:

1) A centralized body can gather info and process it more cheaply than in a p-ship

2) People can get more specialized in handling the problem – specialization of mgmt skills. 

3) Creates a lot of the utility, but also creates the agency costs
b. Cost = Must monitor officers. Fid duties help, and hostile takeovers have a disciplining effect. 

5. SH Rights: Right to sell, sue, vote. 
6. NOTE: segregation of assets in a legal entity facilitates efficient economic activity bc – Ind inv limit exposure to loss; reduced info costs for creditors and investors (doesn’t permit corps to undertake risky inv projects w/o bearing full potential cost of injuries – this is a SH concern)
C. AGENCY COSTS

1. Firm creates agency costs ( Misalignment between owners/mgmt
2. (Jenson and meckling): Monitering costs (owners to assure A loyalty); bonding costs (As to assure owners reliability); residual costs (any inefficiency from misaligned incentives. 
3. Centralized mgmt – reduces costs for larger firms. Centralized body can gather info and process cheaply than p-ship; people can get more specialized in handling problem; greater possibilities for investors/mgmt; but also agency costs. 
4. Right to sell – constraint on agency costs of mgmt. Disciplining effect. 
D. Collective Action 

1. Collective action generally:

a. Corp. large / ownership divided, owning stock insufficient incentive to monitor mgmt ( waste, inefficiency. 

b. Total of monitoring go up with additional owners, but benefits of monitoring do not. 

c. Two forms 

1) Rational apathy - Lg corp., ownership interest divided among many, ownership by any one investor may be so small that person has no Incentive to incur monitoring and investigation costs.

2) Free rider problem – invest nothing in monitoring because little control means your vote has no real effect… investigation is lost money.  No reason to incur info costs to vote at all.

2. How to fix: Fiduciary duties 

a. Mgmt, directors make implied promise they will use their broad and flexible legal powers (over corp. process and prop.) will be used only in an honest, good faith effort to advance the purposes of the corp.

1) Duty of Loyalty – mgmt power must be used for the benefit of the corp., not personal benefit.  If self-dealing, must prove the fairness of transaction. 
2) Duty of Care – BJR – std of care for mgmt, allows them to be less risk adverse, take risks for diversified owners.

3) Recourse in court.

3. How to fix: Proxy voting: Can spend corp funds to collect proxies, fed protections for proxy voting (Rule 14, 1934 Act), reimbursement. 

E. VOTING RIGHTS

1. Statutory protections – Statutes give s/h right to vote on fundamental corp. transactions, such as mergers, sales of all assets, change in corp. charter, or dissolution of the enterprise.  Also, right to elect directors at annual meeting.  Some statutes also allow for special meetings.

a. In default: ALWAYS right to vote for Dirs and substantially all assets, NOT ALWAYS for merger approval. 
b. Preferred stock – write in charter (151b); even if no right might get in charter amd situation (242b2)
2. Fiduciary protections – Duty of loyalty creates duty of disclosure so that s/h can make legitimate decision on vote.  Also, limitations on directors’ ability to affect the outcome of the vote… need legitimate and compelling justification.

3. Federal protections – 1934 Act regulates what corp. cannot contain in solicitation of proxies (Rule 14-a) and it regulates false or misleading statements in proxy solicitation materials (Rule 14-a(9))
F. Making Directors less Risk Averse: 

1. BJR

2.  D&O insurance

3. Indmnification

4. 102(7)

5. Compensation – options, tying to market
	II. AGENCY LAW


G. AGENCY LAW BASICS

1. Definition 

a. R3d 1.01: The fiduciary relationship that arises when Principal manifests assent to Agent that the A has the legal power to act on the P’s behalf, and the A manifests assent or consent to so act. 

b. A relationship ( mutual duties: A must put P interests ahead of own; P must honor all obligations that arise between A and 3rd parties in K or tort, A is bound by duty of loyalty to P (cant compete directly, cant misappropriate profits property or business opportunities, can breach confiences). 

2. Parties characterization is irrelevant as long as necessary elements are present (Cargill). 

a. No need for writing. Can be inferred.

b. Janson Farms v. Cargill:  constant recommendations; rt of 1st refusal; limitations on agent’s ability to K; rt of entry; extensive financial advice about operations; statement about giving “strong paternal advice”; provision of forms w/ principal’s name; financing powers
3. Terminable at will: Either can terminate at any time (damages)

4. Ps can be: 

a. Disclosed: 3rd parties know the A is transacting on behalf of a P

b. Undisclosed: 3rd parties don’t know A is transacting on P’s behalf

c. Partially Disclosed: 3rd parties know they are transacting w an A, but don’t know P’s identity. 

5. As can be:

a. Employee/Servant: When P has a right under his deal w A to control the details of the way in which A goes about her task. Close amount of control. 

b. Independent Contractor: When Ps rights of control are less extensive—no control of details, but right to ifire. 

c. Special/general: 

1) Special: limited to a single act or transaction

2) General: agency contemplates series of acts/transactions.

6. Agency can be Actual, Apparent or Inherent

a. Actual: when the A reasonably believes such authority was granted by the Ps actions/words. Subjective intent of P is irrelevant. Delegated by P, judged by the perspective of a reasonable A. It can be express or implied.

1) Incidental/implied: included in Actual authority. Wasn’t mentioned but a reasonable person would think was part of general intention and would infer was included (R 2.02)

b. Apparent: P never meant to give, but a 3rd party would reasonably believe A had, based on Ps actions (R3d 2.03; 3.03). Agent cannot ordinarily establish his own authority by saying it. It has to be based on reasonable manifestation by P (white v. Thomas)
c. Inherent (“Authority of position”): A has inherent authority to bind P when A acts w/in usual and ordinary scope of authority, a 3rd party can reasonably believe that A has authority to do act, and 3rd party isn’t on notice that the agent isn’t so authorized (Gallant Ins Co v. Isaac; Ind. App. Ct. 2000). Equitable. 

1) Consequences imposed ON P. A can bind P to unauthorized K as long as general A would have power to enter into K and 3rd party doesn’t know matters stand differently. 

2) Makes a lot of sense for non-disclosed P. 

d. Estoppel (R3d 2.05) – If P knows that 3rd party will enter into contract with A for which A doesn’t have authority but will claim to, P is obligated to tell the agent (and liable if he doesn’t).. 

e. Ratification (R3d 4.01): Subsequent affirmance by P of contract entered into by A without actual authority. Must manifest assent
1) 1 way right – the A cant enforce against P, but P can choose to let the K become valid again.

7. Liability!!!!

a. RULE: Actual authority + undisclosed P ( P liable, A liable

b. RULE: Apparent authority + partially disclosed P ( p liable, a liable (unless A and 3rd party agree A isn’t liable) (6.02) 

c. RULE: inherent authority is not recognized by restatement; equitable. 

8. As owe 3 duties: Obedience, Loyalty, Care (Restatement 3d §8.01)

a. Duty of Loyalty = good faith exercise of legal power/not for agent’s personal gain 

b. Obedience – respect scope of authority as definted (Restatement 2d §385)

c. Duty to Give Information = reasonable efforts to give principal information relevant to affairs entrusted to agent (Restatement 2d §381)

d. Duty of Care = act as a reasonable person would act (Restatement 2d §379) (Resop)

1) No dealing w P as adverse party (r2d 389)

2) No self dealing (in re Gleeson)

3) Profits to principal (T2d 388) (Tarnowski v. Resop)

4) Partners have to inform each other of opportunities that arise out of joint pship before they take it for themselgf (Meinhard)

H. CORP LIABILITY –AUTHORITY TO BIND THE CORP

1. Corp can become liable to outsiders only through its agents. Authority to bind corp comes from Bd of Dirs. Bd actions that don’t comply w mandatory procedures = invalid, corp agents w/o proper authory cant bind corp. 

2. Bd decision-making: Board acts by majority vote as one body at a properly noticed directors meeting at which a quorum is present.

3. Issue: when is the corporation bound?

a. The board delegates to officers/employee

b. Shareholders have no power to bind the corp

c. Policy: want to protect reasonable expectations of third parties who deal w/the corp and protect the crop from unauthorized agents. 

4. Officers = agents of the corp and subject to fid duty of loyalty. 

5. Apparent authority: R 3.03 Comment 

a. Customary functions and the scope of responsibility in directing corp business and dealing w third parties. 

1) President or CEO can bind the corporation w/r/t usual course of business. Ordinary = extent of the corporation’s business interest in transaction determines this.

a. President cannot bind for extraordinary matters: Lee v. Jenkins Brothers
2) Vice President replaces the president when needed. Can only bind corporation to matters within their respective areas.

3) Treasury/Sec – usually cannot bind. 

b. Inherent authority

1) Corporation can be bound notwithstanding lack of actual or apparent authority

2) If costs of verifying authority are high and there is little reason to protect traditional exclusivity of board’s authority ( courts may find inherent authority even in absence of actual or apparent authority as normally understood. (Jennings v. Pittsburgh Mercantile—A cant just say hes an agent.)

6. (See above, liability)
I. TORT LIABILITY

1. General rule: Respondeat Superior. 

a. P is liable if tort is committed during scope of the agency (if A is an employee—“Servant”, but not if “ind contractor.”) If it is committed outside scope, P is not liable. 

b. When off on a frolic, employer is not liable. 

2. Restatement approach: 

a. R2d § 219 TA \l "R§219" \s "R§219" \c 2 (1): principal is liable while agent is acting in scope of relationship

b. R2d§219 (2): not if outside scope of employment, unless [exceptions]; 

1) §220 TA \l "R§220" \s "R§220" \c 2 : No liability for independent contractors, defined by: extent of control, skill level, number of deals, length of time, etc.

c. R2d 228 ~ R 3d 707 (Employee Acting Within Scope of Employment) 

3. Servant vs. Independent contractor: 

a. A party might be liable for a contractor’s torts if he exercises substantial control over the contractor’s operations such that he is a servant/master relationship (Humble Oil). 

1) In Humble Oil – owner of land, humble, said they were landlord/supplier but not in a master/servant relationship. The lease was terminable at will. 

b. A franchisee is considered an independent contractor of the franchiusor if the franchise retains control of inventory and operations (Hoover)

1) Humble Oil—strict supervision of finances; little business discretion to other pty( tort liability for principal

2) Hoover v. Sun Oil—advice on request + marketing assistance d/n = master-servant relationship where other pty maintained control over day-to-day operations
4. Liability: An A is liable to P for the profits made during the course of the agency. An A is liable to the P for the damages caused by A’s breach of duty of loyalty (Tarnowski v. Resop)

a. Doesn’t matter if theres no injury, or if P made profit, or if P recovered losses in a K improvidently made by A. It is an absolute right of recovery of the As proits. Its damages but its also unjust enrichment. 

b. P can sue A if power exercised is not reasonable and in good faith (Tarnowski v. Resop; Minn 1952)

	III. PARTNERSHIP


J. GENERAL PARTNERSHIP BASICS (UPA 6(1))

1. 3 Aspects of ownership: Right to control, Liability, Agency

2. Definition (UPA 6(1)): 2 or more people carry on as co-owners in a business for profit. 

3. Characteristics: 

a. Share control and profits 

1) Each votes on pship matters (18e)

2) Each contributes capital as needed w/ other partners (18a)

3) New partners added only w/ unanimous vote (18g)

4) Majority rules BUT – Nabisco v Stroud. 

b. Joint and several liability for business debts (15b)

1) But JUST joint for misconduct. 

c. At will or for term of years – requires no formality. 

d. Subject to dissolution by any P and ends when any P dies or w/draws (UPA 31-4)

1) RUPA fixes this somewhat in a provision holding that GP need not be reorganized with each partner change ( more stable form.  

e. Each P is the others agent ( Broad fiduciary duty between partners (9)

1) owe to one another…the duty of finest loyalty (Meinhard v. Salmon)

4. Vs. Corp:

a. higher transaction costs – not good for financing. Less stable (not infinite), personal liability, hard to transfer p-ship interst

5. Conflict Between Owners = Central problem of partnership 

a. Contrast with central problem of agency = agent-principal

b. Typically, between controlling and minority owners

c. Meinhard v. Salmon (N.Y. 1928): M and S in 22-year joint venture in Manhattan property (S was managing partner). Shortly before end of lease, S approached by G to enter into separate deal on same property for 80 years. S didn’t tell M and entered into the deal with G. M sues for violation of duty of loyalty. Court (Cardozo) held that S prevented M from having opportunity to compete. S had heightened obligation as managing partner. M gets partnership in new deal, but S’s managing role is maintained.

1) Andrews Dissent = deal was for 20 years and M got what that partnership agreement said. This was separate deal that has nothing to do with M.
K. Partnership formation (UPA §7) (Vohland v. Sweet)

1. 6: association of 2 or more to carry on a business w/ intent to share the profits.  Don’t need to file. 

2. 7(2): co-ownership doesn’t establish a p-ship

3. 7(3): share of revenue (gross returns) doesn’t establish a p-ship

4. 7(4): Receipt of a share of profits is prima facie evidence of a partnership 

a. UNLESS payment is: installment payment of debt, wages of empoyee/rent to LL, annuity, interst on loan that varies w profits of business, consideration for sale of goodwill or other property. 

b. Vohland v. Sweet: % of net profits, interest in all deductions of gross returns, no explict arrangement

5. Does not have to be capital contribution—can be labor, skill or expertise. Lack of daily involvement is NOT dispositive. (Vohland)

6. How they characterize their relationship is not dispositive (Vohland)

L. Partnership governance and issues of authority

1. Mostly UPA—default, not mandatory! 

2. Control: 

a. All partners have equal vote – majority, w/ limits

1) Cant admit new partner unless unanimous, cant change business party, cant do anything contrary to partnership agreement. 

b. 18a: equal sharing of profits and losses, p-ners have right to return from contributions. 

c. 18e: equal right to mgmt and control

d. 18g: all partners must consent to make new partner

e. 18h: if w/in scope of partnership K, majority rules. If the issue would force a modification of the parternship K, decision must be unanimous. 

f. 19: right to seee the books

g. VOTING: Normally 1 vote/1 person, but can change. May want to change bc of contribuition to partnership or % of profits, or maybe the wealthy person feels that they are more at risk and thus want more control. 

3. Agency: 

a. 9.1: every partner is an agent of the partnership and binds the partnership for normal activities unless there is no authority and the recipient knows it. Must be in the ordinary course of business. 

1) Note – if outside the scope, they can ratify.

b. 9.3: partners cannot act for specific, unusual, nonoperational activities w/o consent of all partners (eg: selling major asstets). 

c. Authority to bind firm unless 3rd party knows of limitation on authority (Nat’l Biscuit Co. v. Stroud)

4. Liability:

a. 13: partnership is bound by partners wrongful act

b. 15: joint and several liability for p-ship debt, Just joint for p-ship misconduct. 

c. 16(1): an outsider can be estopped into liability bc of reasonable reliance of his statement that he is a partner. 

d. incoming partner –liable for preceeding obligtions as if partner then, except satisfied through p-ship property only (17)
e. Cant give notice and exempt yourself from liability – sometimes all partners DON’T need to be involved in the decision making (Nat’l Biscuit Co v. Stroud)
f. Withdrawing partner liable for liabilities existing at time of w/drawal AND during winding up. 
M. PARTNERSHIP CREDITOR’S RIGHTS 

1. Rights of creditors brings up 5 main questions with regard to liability: 

a. Who is a partner for personal liability to business creditors? (UPA §7)

b. Is the liability a partnership liability? (UPA § 6.1)

1) UPA § 17: a person who comes into partnership is liable for all the things that happen before he has joined. 

c. If X pays a partnership liability, what rights does he have for contribution/indemnification from the other partners? 

d. When can exiting/retiring partners escape liability?

e. Who takes precedence? Partnership or personal creditors? 

2. Partnership property vs. Individual property

a. P-ship has completely separate property (§ 25): 

1) Owned by partners as “tenants in partnership” (25(1)) 

a. Segregated pool of assets available to secure business debts 

b. Why: Otherwise 3rd party wouldn’t K, there would be no security. 

c. Vs. RUPA: entity partnership. Does away w UPA legal fiction of partner ownership of partner property. Contributors of equity capital own rights to net financial returns generated by the assets, don’t own property itself. 

2) Can’t posess or assign rights in partnership property, cant be inherited, personal creditors cant attach or execute upon it (25(2)) – but can assign interest in proceeds. 

3) Partners do not own the assets, but rather the rights to the net financial return that these assets generate… profits and losses and distributions (§§26,27).  
4) Can transfer profit interests to others.
b. Interest

1) Partner owns transferable interst in the profits arising from the use of the partnership property, right to receive partnership distribiton. 2 levels ownership structure: Contributors of equity capital don’t OWN assets themselves but own the rights to the net financial returns, as well as some governance or mgmt rights. (UPA 26-27; RUPA 502-03)

a. RUPA 503: Clear that interest can be transferred in most circumstances. 

b. UPA 28, RUPA 504: permit ind creditors of partners to obtain “charging order” – lien on partners transferable interest subj to foreclosure unless redeemed by paying debt. 

c. A partner canot escape liability for debts incurred by a co-partner just by an advising creditor that he wont be responsible for those debts (Nat;l Biscit Co v. Stroud)

d. Priority of attaching personal assets (SEE CHART ON PAGE 58)

1) Bankruptcy Act: In bankruptcy, partnership creditors have priority over p-ship assets, = rights in individual assets (Bankruptcy Reform Act, RUPA)

a. Trustee in bankruptcy deals with partnership assets first

b. Partnership and individual creditors are on equal footing w/r/t individual liability to the extent that it is needed to fulfill deficiency

c. Must be in bankruptcy for this parity to apply (usually is the case when creditors are after a partnership)

2) CL Jingle Rule: If not bankruptcy (eg: deceased partners), jingle rule applies ( partnership creditors have first priority in partners personal property (UPA 40(h), (i))

a. partnership creditors have priority w/r/t partnership assets 

i. Makes investing in partnership attractive because you don’t have to worry about individual partners – more like an entity.

b. individual creditors have priority w/r/t/ individual assets (no parity between partnership creditors and individual creditors)

3) Security Interest

a. Upon extending credit, creditor receives this legal interest in the asset ( gives him assurance of first crack at that property

i. Unless multiple security interests against same property, in which case it’s “first in time, first in right”

4) Attachment

a. RUPA §504 = court can attach a partner’s property to satisfy a judgment (assignable rights)

3. New partners are liable for old partnership debts only to the extent of their partnership property (17)

4. Retiring Partners: 

a. Issue: Withdrawing partner is liable for obligations incurred prior to her departure, but no longer exercises control over capacity of business to satisfy those obligations. 

b. Retiring partner is not liable for new liabilities after he w/draws and gives notice. 

c. Dissoliution doesn’t relieve partners of liability. It causes it to cease as a going concern, but it doesn’t mean termination. (36(1))

d. Can be released if creditors and remaining partners agree. Courts pretty liberal – if credtor knows and extends credit, its enough. (36(2))

e. If a creditor renegotiates debt w continuing parters after notice of partners departure, released from liability. (36(3)) 

f. Policy considerations: 

1) Debt too easy to avoid – don’t want to incentivize fucking up and leaving!

2) Debt to hard to avoid – don’t want current partner to externalize risk onto retired partner.

N. Termination and Accounting issues

1. Life span of partnership – at will or for term? 

a. Partners aren’t obligated to continue in the partnership until recovery of all initial losses. 

b. Partners may agree to continue in business until X ($$ earned, certain debts paid). This can even be implied but there must be evidence of the implied term. (Page v. Page). 

1) A partnership can be dissolved by the express will of any partner when no definite term or particular undertaking is satisfied. But it must be exercised in good faith (Page v. page). 

2) Partners may withdraw at any time (29) (Dreifuerst), but must be done so in goofd faith. 

a. Bad faith dissolution, it is wrongful, and then the breaching partner is liable under 38(a)(2) – additional damages for breach. 

2. Dissolution:

a. Sucks for w/drawing partner – liability but no control. Courts are sympathetic. 

b. Dissolution vs. termination: change in relation of partners caused by any partner ceasing to be associated in the carrying on (vs winding up) of the business (29-30). Is when the partners cease to carry on business together. Termination is when the partnership affairs are all wound up. (31)

c. UPA §35 = partner can bind 3rd parties after dissolution (for winding up purposes)

d. Dissolution when: 

1) partner leaves, dies, becomes bankrupt

2) expires (by mission or time) by the terms of the partnership K

3) express will of any partner 
4) basially anything that causes a P to cease carrying out purposes of the p-ship
e. Lawful Dissolution: 

1) Dissolution in contravention of p-ship agreement is wrongful dissolution. Does not necessarily lead to windup – p-ship can continue by paying withdrawing p-ner and does not affect creditor rights. 

2) §38 TA \s "UPA §38" (1): when dissolution is caused in any way except contravention, any partner, unless otherwise agreed, can have partnership property sold and applied to pay debts and then distributed…
f. Wrongful Dissolution

1) UPA §31 = wrongful and not wrongful causes of dissolution

2) UPA §38(2) = continuing partners have right to damages + can decide to continue the business and no. 

a. If business is continued, partner who caused dissolution wrongfully gets value of his interest in partnership less damages

b. Partner who causes wrongful dissolution does not get a share of good will (value not attributable to any asset – i.e. reputation)
3. Winding up: assets sold, cash distributed unless all partners agree to in-kind distribution or part of partnerhip agreement. (Dreifuerst).  Lawful dissolution gives each parner the right to have the business liquidated and his share of the surplus paid in cash.

a. Exception: If assets aren’t marketable, no creditors to be paid from proceeds, and in kind distribution is fair (Dreifuerst)

b. Withdrawing partner cant force cash payment if partnership K says otherwise (Adams v. Javis).

c. UPA 30 – distribution upon dissoltion. Get Cash but sometimes in kind can be good eg for creditors. But parts can be worth less than whole. 

d. Withdrawing partner liable for liabilities existing at time of w/drawal AND during winding up. 

4. Dissociation under RUPA 

a. RUPA § 601 = causes of partner’s dissociation

b. RUPA §602 = wrongful dissociation

c. RUPA §603 = effect of partner dissociation

d. RUPA §701 = purchase of dissociated partner’s interest (if business not wound up)

e. RUPA §702 = dissociated partner is liable arising from obligation incurred before dissociation for two years after dissolution if 3rd party reasonably believed dissociated partner was partner at the time + did not have notice of partner’s dissociation. Otherwise, dissociated partner not liable.

f. RUPA §703 = dissociated partner not liable for obligation incurred after dissociation EXCEPT – reasons under §702

g. RUPA §704 = Statement of dissociation provides constructive notice to 3rd parties 90 days after statement is filed.


O. Partnership forms 

1. Limited partnership (LP) XE "Limited partnership" : Limited and general partners contribute different things but share profits. 

a. Limited partners provide capital, limited liability (to contribution), share of profits. Control and liability are linked. 
1) Cant participate in mgmt except voting in special events like disoolution. If they participate too much they might be considered GP and lose LL. 
2) Generally have a K right (In agreement) as a class to remove the gen partner. To continue, need 1 gen parter or if removed replace w/in 90 days + unanimous agreement to continue. 
3) Can generally irrevocably assign right to receive payments but not right to vote. (econ, not mgmt)
b. General partners – There must be at least 1. like partner in GP. Manage and are liable for business debts. 
1) Who is the general partner? 

a. Control test: § 7 of ULPA (original): general partner “takes part in the control of the beusiness.” Prevent opportunism (such as shifting assets, etc)

b. Control test + modification -- § 303 RUPA

i. Modification: LP who participates in control of the business is liable to people who transact business w limited partnership reasonably believeing (based on conduct) that the lim partner is a general partner.

c. Total LL – UPA 303 (2001)

i. Abandons control act. 

ii. Limited partner is just not liable. 

c. Tax advantage: (Same as LLC or LLP)

1) Pass through – pship income and losses deemed to be those of the individual partners – unless equity is publicly traded

2) Since 1987, any enterprise with publicly traded equity faces the same 2 tier treatment as a corp under Subchapter C of the IRC. Double taxation! Test is whether or not ownershup interests of the firm are traded either on an established securities market or on a secondaty market or equivalent. 

2. Limited liability partnership XE "Limited liability partnership"  (LLP): allowed by statute.

a. Firm Liable

b. Partners have unlimited liability for their own malpractice, LL arising from negligence, malpractice, etc, of another partner not under the partners direct control. Most just limit tort, not K claims.

c. Some: min capitalization and insurance.

d. Preferred by accounting and law firms – we think it’s good to have these professionals with unlimited liability for the services they provide

3. Limited liability company XE "Limited liability company"  (LLC): most elegant and corporate-like form, but no mandatory terms. Real modern form. Pretty much offers you everything. 

a. LL coupled with control (like LP) 
b. Members (investors) can control firm of elect managers to do so
c. Resignation of a member doesn’t lead to dissolition. 
d. Big deal: entity, and entity under tax law. 
e. At will or for term (w/draw whenever, get paid now or at stated period)
f. Free transferability
g. Generally qualifies for pass through tax treatment: 

1) Corporation XE "Corporation"  has double-taxation (corp tax and personal income tax); partnership and LLC have pass-through taxation (income tax only)

2) Publicly traded ( no pass through taxation usually.  

3) Taxing authority begin “box checking” in 1997 to ask if LLCs want pass-through taxation (instead of stupid ¾ test – LL, centr mgmt, free tranf, continuity of life). 

h. Principle: K freedom: partnership taxation with corporate LL. 

1) Until you need $$ through public markets, don’t need corp form. 

2) K around fiduciary duties? 

a. Emerging case law shows that DE cts might impose fid duties on LLC members beyond that in agreement (Solar cells)

	IV. Debt, equity, and economic value


P. Sources of capital: debt and equity

1. Equity: managers like a lot of equity bc can’t be pulled back and easier to withstand losses. Don’t have to pay it back. 

a. Law wants to protect against exploitive equity opportunism once debtors have already given SHs money—agency cost (directors have conflicting incentives favoring debt). 
b. Want enough equity to avoid bankruptcy in down business cycle and avoid equity opportunism XE "Equity opportunism"  – when equity investors have so little at stake that they will take outside risks (b/c they feel that they’re playing with the bank’s money) –excessive risks w/ creditors $. 

2. Debt: supplies most of the capital (more than equity); subject to exploitation by equity or board

a. Contractual protections in loan agreement, e.g. monitoring, first right to $, security interest
Q. BASIC CAPITAL CLAIMS ON CORP
1. Debt is “cheaper” than equity: "cost" is the measurable cost of obtaining capital. With debt = interest expense company pays on debt. With equity = SH claim on earnings for ownership stake in the business ($- risk)

2. Debt

a. Generally: 

1) Corp must pay interest and principal back. Fixed obligation, regardless of earnings. Failure to pay on schedule = default ( may demand immediate payment of the principal and to pursue other remedies (bankruptcy proceedings). 

2) Debtholders > SHs – payment in case of insolvency. 

a. Unless equitable subordination or piercing corp veil. 

3) Debt proceedings – don’t have participation, voting, conversion and redemption rights like equity securities. 
b. Pros: 

1) Cheaper – since debt is senior, normally less risk to a bondholder than SH ( cheaper to sell to them. 

2) Tax deduction for interest

a. Interest payments are tax deductible, dividend payments are not. Interest deductions keep more $$ in the corp treasury. So investors will prefer debt. 

b. Tax effect of recharacterizing debt as equity: 

i. Payments to debtholder not deductible by corp ( back tax liability

c. Part of payment to debtholder characterized as a return of principal may be treated as a taxable dividend payment
3) Leveraging of equity investment

a. Possible large returns and losses on insiders equity investment. Debt obligation = fixed ( high earnings ( high return on equity. leverage provides greater risk reward because your financial returns to equity investors can be much greater, but the downside is that you have obligatory payments, which could bankrupt you if things don't go well. the real value of leverage is for the equity investors....because when the company does well, they make more money on a given investment
c. Cons: risks of excessive debt 

1) Limited upside risk

2) Interest rate / credit terms become worse as corps risk does.

3) You have to pay it back or risk bankruptcy. 

a. Creditors>SHs – priority claim and can sue on K

b. Fid duties to debtholders

3. Equity – demands a risk premiun

a. Common stock w/ fragile legal protections

1) Unlimited upside risk and limited downside risk because of limited liability

2) Most important feature is control over residual rights to the corp’s assets and income.

3) Common stock has voting rights… giving s/h voting rights makes mgmt less risk averse than they would otherwise be.  

4) Right to dividend payments only upon board declaration – residual (depends on success)

5) No right to return, no maturity right, no right to declare default or force liquidation

b. Preferred stock

1) Preferred stock is any deviation from normal liquidation or dividend rights – in charter. 

2) Generally have enhanced dividend rights and priority claim on assets upon liquidation - less risky than common stock. Like a bond. 

3) Normally does not vote if dividends are not in arrears except for exceptional events (e.g., merger) – vote is class vote.
R. FINANCIAL RIGHTS IN A CORPORATION

1. Issuance of Equity Securities

a. No longer minimum capital requirements for initial financing for corporation. 

b. Whether the investors paid enough depends on whether it has “par value” or is no=par stock. 

1) Par value: artificial dollar amount specified in articles if incorporation. It’s the amt that must be paid so shares can be issued as “fully paid and nonassessable.” No relationship to the market value of shares. 

a. Historically: price floor. Assured SHs price parity, assured credtors an equity cushion that SHs could expropriate. “Stated capital” (aggregate par value) out of reach of SHs through a system of accounting rules. 

b. How it works: A company issues 1000 shares w par value of $100. Each investor had to pay par, 100/share. Creditors were assured assets = to aggregated par (100k) couldn’t be distributed to SHs. 

2) No-par stock: Use of par value is diminishing. Can sometimes be issued w/o par. Then SHs are liable to corp/creditors only to the extent they haven’t paid consideration for which the shares were authorized to be issued. 

S. Valuation

1. Is it worth it?  Exepceted rate of return: 
a. Expected return (rate of success) = cost of venture (anything above would be worth it)

2. Time value of money: Trigger – Trreasury bill or discount value. 

a. 1$ today is worth more than a promise of 1$ a year from now. Use has value. 

1) 1$ today = 1$ in a yr + discount rate (whatd youd get for renting it out)

b. Present value ( Future value: FV = PV x (1 + r) or PV + discount rate (Pv)

c. Future value ( present value: FV/ (1 + discount value)
3. Risk 

a. Riskless rate (Treasuries); risk premium (on top of riskless rate) 

1) Systematic risk – risk across the board (e.g., market) (cannot remove)

2) Idiosyncratic (Specific, Unsystematic) risk – risk unique to a given company (controllable)

b. Volatility: more volatility, willingness to pay less

c. Diversification: e.g., different assets within a class, different classes of assets, internationally

d. Payment of risk premium – based on systemic risk

4. CAPM

a. Beta: If stock reacts more to market volatility ( beta > 1 (more risky than market); if stock reacts less to market volatility ( beta < 1 (less risky than market)

b. Projected future cash flow production – must discount net cash flow by weighted average across capital

c. Cost of debt = interest rate you would get if you sought financing right now

1) After-tax cost < before-tax cost because interest is tax deductible

d. Cost of equity = riskless rate (i.e. treasury rate) PLUS equity premium (historical amount that equities return on investment) TIMES beta value

e. This approach is based on the assumption that risk is related to return

1) For undiversifiable risks, historical trading cues are good

f. Efficient market hypothesis – market is stock is widely traded.

1) But the market’s efficiency depends on trader information (imperfect – depends on integrity of all actors) 

5. WACC (Weighted Average Cost of Capital) – want to weight by cost of capital to the company
a. Cost to company is not interest rate, but the after-tax rate (say, rate less 35% for taxes)

b. Cost of debt: market will tell you the increase in risk by the new price of the bond
1) Ex: $1,000 bond w/12% interest, now $960:

a. Original after-tax rate: 12%*(1-35%)=7.8%; Now: 12%*65%*1000/960=8.13% 

c. Cost of equity: more of an estimation – usually done now with CAPM: relationship between a particular stock and the market (beta); riskier = higher beta


d. If there’s a different discount rate for the Debt and the Equity, then blend them (based on % of each, usually not 50/50 – more Debt than Equity)

e. Courts usually use 5-year Discounted Cash Flow to valuate
f. Balance statement: net gross income minus operating costs and non-cash expenses 
1) To reach accounting statement, add back in non-cash expenses (e.g., deprecation)

2) Cash flows = accounting profits plus/minus non-cash charges
g. To find out the value of the equity, take the assets and subtract the debt
T. ACCOUNTING

1. Financial statement

a. Balance sheet: a balance sheet tells you where you are right now. accountants snapshot of a corp’s financial status at a given moment. 

1) Shows how assets = liabilities + equity

b. Income statement: tells a story about what happened over a period of time, like a year or quarter. 

1) Revenue (how much you took in), takes out expenses, then you get a #, then you take out depreciation, then you take out taxes, then you get net income. 

c. Cash flow – takes into account cash. 

2. Methods for accounting: 

a. Accrual basis – A has $100. B owes A $20, but hasn’t paid. Books say he owes 120. 

b. Cash basis – no one really uses this. A has $100. B owes A $20, but hasn’t paid. Books say he owes 120.

	BALANCE SHEET

	Assets (usually based on historical cost)

WHAT YOU HAVE
	Liabilities

SH equity = amt Assets > Liabilitues. The corps net worth

HOW YOU GOT IT


3. ASSETS = LIABILITIES + SH EQUITY. The sides always equal each other. 

a. Corp issues new stock: A increases, L same, E increases

b. Corp boriws $$: A inc, L inc, E same

c. Corp makes $$: A inc, L same, E inc

d. Corp loses $$: A dec, L same, E dec

e. Corp repays loan: A dec, L dec, E same

	V. Protection of corp creditors and capital


U. GENERALLY

1. Rationale: protect creditors from corporate debtors who misrepresent or dilute income or assets, perhaps due to expanded notions of LL

2. Protections available to creditors:

a. Disclosure – mandated for public companies!

b. Regulated capital requirements; e.g., statutory dividend restrictions (doesn’t do much today)

c. Duties on corporate participants

d. Fraudulent Conveyance restriction – most important remedy

3. Contractual possibilities – due diligence, representations and warranties, covenants. 

4. Creditors should demand: Covenants, security interests, convertability

V. PRIVATE LAW PROTECTIONS

1. Security interests – property right to specific property that becomes posessory upon default. 

2. Warranties – promise by borrowers that certain facts are true or will be true when transaction closes. Violation ( Breach of K and maybe fraud. 

3. Covenants – promises that the corp makes to the lender

a. Creditors control activities which might harm them – limited dividend or stock repurchase agreements. 

b. Financial covenants – early warning systems on business performance. Default upon missing ratio and must correct soon or payment is accelerated. 

c. Negative covenenats: 

1) Generally in loan or merger agreements. Typically, not to issue dividends or raise salaries (for lending), or a restriction on some large transactions.

2) Lender Liability: Banks get so much control of negative covenants that when the company goes belly up they are responsible as well, possibly (Cargill). Theory credotirs use to get the banks, became very popular in the 1970s. 

d. Restrictions on other debt (subordinate, junior debt)

4. Accounting Standards

5. Distribution Constraints

a. Relatively weak creditor protection (lots of loopholes)

b. General idea = create a portion of “permanent capital” against which creditors can extend credit (assure that corporation will always be able to pay liabilities when they come due)

c. Modified Capital Surplus Test (DE) – nimble dividend test

1) DGCL § 170 = pay dividends out of surplus, but if no surplus, can pay dividends out of net profits in current or preceding year 

2) Can amend charter to allow transfer of stated capital associated with no par stock into surplus ( SH vote required

d. Loophole = Revaluation

1) Asset value may be in fact greater than represented on balance sheet (economics can be different from mechanics)

2) Corporation can add that value to the surplus, from which dividends may be paid

3) DGCL § 174 = If revaluation is inaccurate, directors are personally liable. So, directors only do this when they are CERTAIN.
W. PUBLIC LAW PROTECTIONS

1. Directors have conflicting incentives favoring debt. So the law needs to protect against exploitative equity opportunism once the debtors have already made commitment to SHs (Agency cost)

2. Minimum capitalization requirements: NONE in US. 

3. Dividend restrictions – cant distribute if they would make the corp insolvent. Traditionally couldn’t distriute beyond par value, but not true anymoe. 
4. Fiduciary duties to creditors – 

a. if firm is clearly insolvent, directors owe duty of loyalty to credoitors. Directors cannot take equity opportunism and take excessive risks with the creditors’ money; directors become trustees in bankruptcy
1) Unusual – duty is generally to corp and SHs. Sometimes obligation Dir( SH (disclosure); sometimes Dir( corp, but usually w/ some consideration of SHs interst.

b. Nearing insolvency: there is a zone of insolvency in which directors can do things which might be right for the corporation at the expense potentially of SHs, for creditors. If they think it is for the benefit of the company it is probably ok (Credit Lyonnais). 

c. Insovency: 

1) liability> assets

2) no liquidity. 

5. Fraudulent conveyance act – UFTA

a. NOTE: is a creditor suing corp? UFTA!

b. Insolvency: 

1) Lack of liquidity (no cash to meet payments)

2) Assets insufficient to pay liabilities. 

3) ( Directors obligations are to CORP AND CREDITORS!
c. Voids transfers by a debtor to creditor made under unfair circumstances (delay, hinder, defraud)
d. Allowed to rescind in 2 circumstances (Elements)
1) Present or future creditors may void transfers made w/ actual intent to delay, hinder, or defraud any creditor (Uniform Fraudulent Transfer Act §4(a)(1))

2) Creditors can void transfers by establishing that they were either actual or constructive frauds on creditors. (UFTA §4(a)(2)) 

a. transfers w/o fair compensation and insolvent or

i. Every transfer without consideration by someone who intends or believes that he will incur debts beyond what he can pay = fraudulent
b. debtor intends or believes he will be unable to pay debt 

c. Unreasonably small capitalization.

e. The court DOES NOT look to the subjective intent of the conveyance( looks for the person’s knowledge of pending insolvency proceeding + fairness of consideration

f. Based on implied representation in credit K that borrower will use assets in business in a good faith attempt to produce income subject to regular business risks and normal dividend distributions

X. SH LIABILITY

1. Equitable subordination: 

a. Fairness. Rarely invoked outside Bankruptcy. 

b. Court recharacterizes debt as equity (deep rock doctrine)

1) ( Specific performance. 

c. When do you get it: 

1) Usually need some intent to defraud creditors. (Costello v. Fazio). Undercapitalization is evidence, but not enough to show fraudulent intent. 

a. In a dissolution, trustee owes fid duty to debtors and has fid duties. In Costello, gross undercapitalization. Allen thinks there shouldbe no culpability here – makes sense w/ tort victim, not informed creditors. 

b. Gannet v. Larney = Parent made detrimental decision for subsidiary. Court finds culpability – parent acted for subsidiary but with parent’s sole interests in mind.
2) Equitable right (right against a fiduciary), or inadequacy of legal damages (of $$)

d. Relationship to piercing: 

1) Its not as harsh as piercing – insider isn’t personally liable  to corp pbligations. 

2) Broad equiable principles of creditor protection. 

2. Piercing the corporate veil. 

a. SH loses LL and becomes personally liable. Eliminates entity status. 

b. Two-prong test to pierce veil: if (Sea land services)

1) Unity of interest and ownership ( separate personalities no longer exist OR

a. Failure to observe corp formalities (Kinney Shoe Corp), commingling of assets and affairs, undercapitalization and purposeful insolvency, active corp participation, deception 

2)  Fiction of separate corporate existence (sanction fraud XE "Fraud"  or promote injustice
c. Can reverse pierce to get assets of corp. for personal suit or to pierce the veil of another corp. that the s/h owns. (Sea-Land Services)

d. When can you do it? When its equitable to do it. Corp from cant be used to commit a fraud. 

Y. DISSOLUTION
1. Winding down: If corp distributes to SH but not creditors, creditors can sue SH. No LL for SH in context of liquidation distribution. 

a. Directors are also liable for wrongful SH distribution. Must be careful 

2. Tort claims that arise during dissolution ( can ask sec of state to revive company to pay; DE statute allows for creation of trusts in liquidation to pay all future claims (ex. exploding valves)

	VI. THE Corporate form 


Z. Corporation basics

1. Definition: entity (legal person w/ indefinite life) separate from investors/managers, that has LL, free transferability of share interests and centralized management. 

2. Benefits

a. Makes capital (equity) markets possible. Cheap diversification.

b. Specialization of information + lower costs of capital = success of corporate form

3. Disadvantages

a. Collective action problem. Downside to specialization. Shareholders have no incentive to study economics of the enterprise. Rational passivity.

AA. Some Distinctions: 

1. Public cos.: Funded through capital markets. 

2. Close Corps: 

a. Few shareholders

b. Tax/liability purposes > $ raising (importance)

c. Small – shareholder may be D/Os

d. Many times drop features of corp form that conlflict w status as “incorporated partnerships”

3. Controlled corps vs. Not controlled: 

a. Defined by ownership structure – stockholders and voting rights. 

b. Controlled: 1 SH or group controls via power to appt a board

c. In the market: anyone can puthase control via stock. This is the most prevalent form. Control comes from mgmt. 

AB. FORMATION 

1. Incorporation: 

a. 3 steps: (1) Articles of Inc/Charter/Cert of Incorporation according to requirements of state law; (2) Sign articles by 1+ incorporators; (3) Submit signed articles to state’s secretary of state

b. Choosing where to incorporate: Why DE? 

1) It gives mgmt maximum flexibility in structuring/running business

2) Cts and corp bar are experienced and sophisticated in corp law matters

3) Large body of case law interprets DE statute thus providing certainty to corp planners

4) DE legislature is a leader in corp law reform and amends. 

5) DE corps statute often as new needs and problems arise. 

6) Pro-mgmt. 

7) Race to the bottom? 

2. Corporate Charter: It’s an enabling K. 

a. Must contain certain terms

1) Voting stock (classes + Characteristics), Board of Dirs, provisions for electing board and size range, State purpose, Fix capital structure, name original incorporators (101 – sign and file document). 

2) 102 – content requirements, very broad. Cant waive duty of loyalty but can waive duty of care (van Gorkom)

b. Amendment: Board suggestion + SH approval (DGCL 241)

3. Bylaws: fix operating rules for corp governance. 

a. Subordinate to charter and corp stattues. 

b. Board generally creates – if not mandatory, always allowable if stated in charter. 

c. Either the board or the SHs alone can change. See DCL 109(b). 

1) Issue: Whose discretion is superior, Bd or SH? 

d. Usually Board initiates change and it requires a SH vote. 
AC. Centralized MGMT—the board

1. Boards have mgmt power as a whole (DCGL 141a) – appoint/remove officers, compensation of officers, delegate authority, direct enterprise activity, issue stock, dividends, initiate M&A and dissolutions, call SH meetings, amend bylaws (check). 

2. Formality: w/o formal board meetings, they have no power. 

a. Proper notice must be given

b. Quorum: resolution requires majority unless charter provides for supermajority. 

c. Must be present, no proxies. 

d. Can delegate to committee but matters that require bd action by statute cannot be delegated to a committee for final action.  If non-directors are in a committee, the committee can only be advisory.
3. One member cant bind the board (Jennings v. Pittsburgh Mercantile Co; Pa 1964). [A law applied to corp form.]
4. Annual meeting is required unless directors are elected by written consent, and SHs can demand one if hasn’t been one in 13 months (DE §211)

5. Staggered board:  Exception to 1 yr election cycle. (141d)

a. option to have 1/3 of the board elected each yr (1/4 for NY)

b. bd replaced every 3 yrs

c. must be included in charter! (allen says inclusion in charter OR bylaws is wrong but see 141d). 

1) Directors cannot adopt a resolution for a staggered board. 
2) No need for SH approval bc it can be included in charter. 
d. Important in takeovers – Institutional investors don’t like, wont allow after IPO. Continuity in bd membership Reduces # of Ds up to election, avoid minority representation. Longer for takeover. 
6. Directors owe duty to corp and also SHs to an extent. 
a. Directors are not agents of the SH – they are entitled to good faith business judgment.  They are not required by duty to follow the judgment or wishes of the majority of SH.  (Automatic Self-Cleaning Filter)  More a republican form of governance than a direct democracy.  If majority of s/h disagrees w/ bd, they can vote to remove them.

7. Removing directors from the board (see below)

8. DE §228 – consent statute 

a. Any corp. action that could be taken at a meeting can be done w/o a meeting as long as they have enough votes consenting and file it w/ the secretary.

b. Originally thought to be administrative convenience, but developed into a method of removing dir’s w/o their knowledge.  It’s much easier and helps in takeovers.

c. Practical problems with record date for voting though.
AD. Corporate Officers

1. Titles & duties in bylaws

2. Corp. charter usually gives bd the power to appoint officers and create offices as appropriate.  They have the power to delegate authority to officers as they see fit.

3. The bd can remove officers with or without cause, but may be breach of long-term employment K if without cause.

4. Corp. officers are usually those executives who receive their formal appointments directly from the bd.

5. Unlike directors, officers are agents of the corp., the same as other employees, and are subject to the fiduciary duties of agents.

	VII. SH RIGHTS 


AE. SH ROLE IN CORP GOVERNANCE, GENERALLY

1. Corp as “little republic.” SHs as electorate. Board as legislative organ. Officers as corps bureaucracy.  

2. 3 Rights: 

a. Right to vote 

1) Self help remedies to the SH majority. Choose reps, pass on soundness of investment, inititate changes in gov structure. 

2) Works in tandem w SH litigation rights. The fact that SHs can vote to replace Ds and approve transactions justifies deferential judicial review. 

3) Shares are sold w voting rights, buyers of a majority of shares acquire power to replace incumbent managers. So strong incentives for mgmt to act consistently w SH interests. 

b. Right to sell 

1) Fundamental right to sell – constraint on agency costs of mgmt – looming threat of hostile tender offer creates corp. efficiency

2) Transferability can be restricted if small or close corp., or joint venture, where there is no reliance on public securities mkt.  (DE §202).  The other owners have a legitimate business reason to want a voice in the selection of a successor owner in the interest.

3) Poison pills are also effectively restraints on the right to sell.

4) Preemptive stock issuance rights

a. Majority rule is no preemptive s/h rights to first claim on new stock issuances unless in charter – RMBCA.  Minority rule in NY is preemptive right exists unless specifically excluded in charter.
c. Right to sue 

1) Right to hold officers and directors accountable for breach of fiduciary duties.

2) Class actions: cases of fairness in mergers (on behalf of all minority s/h) ; appraisal (only a small % of minority s/h as a group)

3) Derivative suits on behalf of the corp.  Sue directors for breach of duty for not suing themselves – s/h check on disloyal mgmt behavior.  Proceeds from suit above legal costs go to corp., not the s/h.
AF. THE RIGHT TO VOTE – CORPORATE GOVERNANCE

1. Does voting matter: 

a. Protects the most vulnerable 
b. Constraint on agency costs. But – collective action problem. 
1) When corp. large enough and ownership is heavily divided, no one’s stock ownership gives them sufficient incentive to monitor management.  As a result, waste and inefficiency will go uncorrected
2) Rise of the Instittional investor has helped overcome the collective action

c. Protections: Certain shares must have voting rights, elections of Ds must occur w regularity, SHs must approve specified transactions and special governance structures, SHs must have access to certain info, meetings comply w procedure, Ds incumbency determined by SHs. 

d. TENSION: 141, which confers board power, is in tension w/ 109(b), which says SHs have the power to pass bylaws. 

2. VOTING – WHERE? 

a. 3 Major Places: 

1) Annual meetings -- Ds elected, regular business conducted, Election of board, adopt/amend/repeal bylaws, director removal, adopt SH resolutions, fundamental transactions
a. If no meeting is held w/in 13 months of last one, can demand one (DGCL 211)

b. DGCL 213 says what day voting occurs if bylaws dont

2) Special meetings: DCGL 228 (remove directors, merger, extraordinary action)

a. DGCL 211d – special meeting can be called only by board or person authorized in certificate or bylaws

b. Consent solicitation (DCGL 228) – saves costs for small companies, no mandatory annual meeting.  Anything that can be done at a meeting can be done by consent. 

i. Removal of bd. through consent solicitation – maj of outstanding shares. 

c. Usually need min # of shares to call a meeting (10%)

3) Written consent (DE §228): can take action w/o meeting if written consent.  Requires the consent of all shares outstanding (not majority of s/h meeting). – cheaper 

b. Requires:

1) Notice – SHs must be given timely written notice of annual/special meetings

a. Record date – set by board before SH meeting 

i. How to give advance notice: DCGL 222

b. No more than 60 days nor less than 10 days before meeting: DGCL 213a

2) Quorum

3. VOTING – WHO and HOW (Charter – if not, statute is default (DCGL 212))

a. Default rule: all shares are voting shares, 1 vote/share (DGCL 212) (151a-d? ADD CHeCK) 

1) Most common stock is voting stock. Preferred generally doesn't vote, but must be stated in charter (if silent, they do get to vote)

a. Like bond holder – as long as getting paid, don't need a vote (could vote if no dividend). Correlation between equity and control ( incentivizes.

2) Can have dual voting stock (A stock - 1 vote per share) (B stock - 10 votes per share)

3) Can create supervoting shares or voting caps

4) Proxy voting: 

a. Agents can vote on behalf of SH

b. Fundamental b/c so few SHs actually attend meetings; quorum required to take action

c. DGCL §216 = formal requirements (e.g. quorum)

d. Most SHs give proxies to management (cards included in solicitation materials). If not specific, proxy can exercise ind judgment

e. Proxies are revocable (generally).

f. Addresses collective action problem. Proxy solicitation is still costly.

g. Rosenfeld v. Fairchild Engine & Airplane Co. (NY 1955): After proxy fight, successful candidates can be reimbursed from corporate treasury UNLESS funds used for personal gain, private advantage, not in corporation’s best interests, or unfair. New managers seeking reimbursement = form of self-dealing. SH ratification is check on that.

i. Slate fights becoming popular (vs full board election). Can get more votes b/c not as risky for SHs. Used a lot by hedge funds/corporate strategists. 
b. WHO CANNOT VOTE: 

1) Corp statutes don’t permit a subsidiary to vote the shares of a parent corp that holds a majority of the subsidiarys voting 

2) Power to vote shares in the corporate treasury

a. §160 TA \l "§160" \s "§160" \c 2 (c): shares belonging to the corporation can’t vote and don’t count for quorum XE "Quorum"  

b. §161 TA \l "§161" \s "§161" \c 2 (a): buying in stock authorized; after being bought, it can be cancelled or held in the treasury (treasury stock doesn’t vote) 

c. SPECIAL VOTING MECHANISMS

1) Cumulative voting for Directors (DGCL 216): X = (Y + N’ + 1) / (N + 1), where: 

a. Y = # of shares outstanding

b. N = # of people to be elected; N’ = # of directors sought to be elected

c. Ex: owner of 510 of 1000 shares needs 5 of 9 directors to control board; X = 100.6

i. 100.6*5 < 510, so she can remove 5 (but not 6)

2) Class votes: Each class is represented separately in voting, otherwise discrimination.

a. §242 TA \s "§242" (b)(2): a class of stock has the right to vote as a class if the amendment will change the aggregate value of shares or the rights of stock (“powers, preferences, or special rights” so as to affect them adversely) –most applicable to preferred stock
i. Shareholders can vote as a class in 3 ways:

1. Increase or decrease # of authorized shares of the class

2. Increase or decrease par value of the share of the class

3. Alter or change powers, preferences or special rights

ii. DE interprets this rule very narrowly. “powers preferences, special rights” are those in the security. If protections aren’t included in charter, then adverse effects not covered by this language.

iii. Minority SH protection.  

b. RMBCA 10.04(a)(5) – “create a new class of shares having rights or preferences w respect to distributions or to dissolution that are prior or superior to the shares of the class” 

i. broader than DE interpretation – protects legal AND economic rights of SHs. 

3) Dual class voting (8% of NYSE)

a. (1) Newspaper companies. There is value in the political control of editorial board.

b. (2) Founder-owned companies. Makes sense to afford high-vote status to founder-owned stock (people buy google shares b/c of the guys in charge). Some charters say once share transferred from founder to non-founder, it loses high-vote status.
4. What is voted on? SH Governance Role

a. No right to tell directors how to manage the company—DGCL §141(a)
b. Election and removal of Dirs –

1) Electing: 

a. # of original directors in bylaws or in charter

b. Power to elect Ds annually (211). Control over Bd composition is the heart of SH governance. But flexible as to when (222b, 212c)

c. All Ds face election annually by straight voting, plurality, but no quorum is required (DE 216)

d. 255: can contest election results. 

2) Removal: 

a. 141 TA \s "§141" (k): board can be removed with or without cause except if provided for in charter

b. CL: could only remove for cause (poor judgment doesn’t count)

c. If staggered – can only remove FOR cause if votes against removal would be suff to elect dir in cumulative vote (See more about staggered board above – 141k)

d. Dirs have due process rights when removed for cause (right to be heard)

e. Equity courts can also remove for cause -- MBCA ? 

c. Approval of Bd Initiated Transactions

1) Fundamental corp changes – amending articles of incorporation (242), mergers (251c), sales of substantially all assets not in the regular course of business (271), and voluntary dissolution (275). 

a. 251c: mergers must pass by a majority of the outstanding stock so entitled. 

b. Charter amendments – even preferred stock sometimes gets a vote

d. SH initiated: 

1) Amendment of bylaws – adopt, amend, repeal (DGCL 109). Even if Bd shares power, it is coterminous w SH power (109a)

a. DCGL 109b: SHs shall have the power to enact bylaws. 

i. Mandatory. Fundamental power of SH (though charter can give to Dirs too). Either through meetings or consent solicitations. 

ii. Conflict: DCGL 141a is a basic grant of power to board of directors – primary power to board to conduct business and affairs. DCGL 109 says that the SHs shall make the bylaws. The question is the extent to which SHs can manage the business through bylaws. It is unclear. 

2) Nonbnding recommendations – SHs can make nonbinding precatory recommendations. (see ADD!!)

AG. Shareholder Agreements

1. Typically address

a. Restrictions on disposition of shares

b. buy/sell agreements

c. Voting agreements

1) When voting of corporate stock is subject of agreement ( formality

2) Voting Trust = arrangement in which shareholders agree to place shares with trustee who then owns them and exercises their voting power subject to agreement

a. Subject to special statutory restrictions

d. Agreements w/r/t employment of officers/payment of dividends

2. Corporation is generally party to these contracts

3. Courts will enforce if all shareholders are parties

a. If not all shareholder parties, courts will enforce if fair to non-signatory shareholders
AH. DEL INFORMATION RIGHTS

1. §219 TA \l "§219" \s "§219" \c 2 : 2 kinds of information that you can get:

a. Stock list

1) SHs have a right to inspect the corporate books and records for a proper purpose (DE §220 XE "Information Requests:Stock list" 
a. Mgmt resists bc it’s used in takeover bid

2) If request denied, bring an action in DE; courts are sympathetic and quick

3) Only have to have a proper purpose to get list (communicating to stockholders); secondary purpose doesn’t matter. Burden on corp to prove lack of proper purpose (if contested). 

b. Books and records XE "Information Requests:Books and records" 
1) SH can ask for this when something is fishy – thinks something is wrong and wants to investigate the business of the company. Burden on P to show a proper purpose. 

c. Proper purpose – SH seeking inspection to protect interest as a SH. 

1) determine whether corp is being properly managed or whether mgmt misconduct, determine corp financial condition, value of SH stock

2) Proxy fights, SH litigation

2. §211 TA \l "§211" \s "§211" \c 2 : right to have to have an annual meeting XE "Annual meeting" ; SH can force one if there isn’t 1 w/in 13 months

3. §216 TA \l "§216" \s "§216" \c 2 : quorum XE "Quorum" : 1/3 of shares unless higher number established in certificate

4. §228 TA \l "§228" \s "§228" \c 2 : Consent statute – action can be taken with written approval of right # of voting shares
5. §242 notice requirement
AI. DELAWARE Rules of Voting by Proxy: 

1. What is a proxy: Authorized agent (DGCL 216). Its an administrative way to get a quorum. DGCL 225—provides form of action to have an election contest

2. State rules about sending proxies (DE §212 TA \s "§212" )

a. §212 TA \s "§212"  (b): basics

b. §212 TA \s "§212"  (c): formalities (§212 TA \s "§212"  (c)(2) – telegram, etc. (email) are valid as proxies)

c. §212 TA \s "§212"  (e): agencies can be made irrevocable if not just fiduciary but also [property] interest

d. §219 TA \s "§219"  gives shareholder list (ends up as Cede & Co) -- §219 gives shareholder list – you get a computer list plus “pink sheets” (who traded that day) and a NOBO list [Non-Objecting Beneficial Owners (ultimate owners of equity)]

3. DGCL §242: if you owned stock in merger T, is §242b implicated if one class of stockholders is treated differently than another? Only for charter AMENDMENTS. 

a. Voting rights of preferred stock are fixed in charter (certificate of designation of rights, privileges, preferences…) – look there, not §242b

b. §242b is a default provision – malpractice to rely on it; you have to get the protections you want and put them in the charter

c. If you get treated differently and don’t have right to class vote built into the charter, there's a limited right in §242b

4. Reimbursement rules:
a. Current mgmt can get reimbursed whether they win or lose as long as it is in good faith.  Proxy contests must be over policy, not power.

b. Insurgents who win in good faith can get reimbursement by s/h ratification after they repay themselves (Rosenfeld) – power from DE §141

c. Insurgents who lose after acting in good faith will NOT get reimbursed – prevents abuses by insurgents and waste – only insurgent proxy statements w/ reasonable chance to win will go forward.

AJ. STATE ACTION FOR PROXY FRAUD (see below)

1. Little disclosure required at state level. Growing importance of fiduciary duties, instead

2. Duty of candor requires disclosure of all material facts 

a. Lynch v. Vickers Energy Corp (Del 1977): Liability premised on false or misleading information that “reasonable SH would consider important in deciding whether to vote.” Materiality of challenged disclosure is sufficient.  

b. Malone v. Brincat (Del. 1998): Expanded duty of disclosure to all communications to SH, not just those seeking SH action.

1) Individual reliance is required (doesn’t adopt fraud-on-the-market theory). Federal securities fraud claims easier to prove.
AK. FEDERAL REGULATION OF PROXY VOTING

1. Generally: Proxy voting can create opportunities for mgmt overreaching. State law doesn’t really regulate proxy voting, though it generally allows it. So the rules of the Securities Exchange Act of 1934 regulate proxy voting in public corps. 1934 Act establishes SEC, antifraud provisions, gives SEC authority. 1933 Act regulates distribution and sale of securities. 

2. Federal proxy regulation -- overview 

a. 14(a)-(c)of SEA (1934): regulates proxy solicitations. 

b. Four elements

1) Disclosure and mandatory vetting regime

2) Substantive regulation of solicitation process

3) Specialized “town meeting” provision – SHs can gain access to corporation’s proxy materials at corporation’s expense

4) Anti-fraud provision – courts can imply private right of action for false or misleading statements
c. Private remedies – inferred private causes of action for SHs. 

3. Rule 14a-1 to 14a-7: disclosure and SH communication provisions:

a. R14 TA \s "1934: §14" a-1Solicitation and proxy:
1) Broad. Proxy= any solicitation or consent, even failure to object. Silences SH bc proxy solicitation is costly, time consuming.

b. Rule 14a-2 – excemptions 

1) 1992 amendments. Shields institutional investors from proxy requirements and increases communications. They can talk to each other, say they’re unhappy with management, say who they will vote for but NOT if running for directors, telling others whom to vote for or soliciting proxy.
c. R14 TA \s "1934: §14" a-3: Distribution requirements. Must be supplied w/ proxy statement w/ schedule 14A info.  

d. R14 TA \s "1934: §14" a-4 &5:  form of the proxy – must instruct SHs they can w/hold support for particular director on given slate. 

e. R14 TA \s "1934: §14" a-6: SEC and fining – formal listing/filing requirements. 
f. R14 TA \s "1934: §14" a-7: the list-or-mail rule – must provide SH list or mail dissident’s materials to record holders to assure that all beneficial holders (10%) receive copies. (~ DE 219)

4. Rule 14a-8: Access to corp proxies by individual SH. Saves him money. 

a. Town-hall rule. Entitles SH to include certain issues in proxy materials. Low-cost. Management hates this. Potential interference with management autonomy.

b. If not in solicitation form, cannot collect votes for it. Management in charge of what goes in.

c. Must hold sufficient amount of shares to get into proxy (continuously held $2000)

d. SEC less likely to issue no-action letter if proposal submitted as recommendation

e. SHs can propose resolutions using company financed proxy machinery. 

1) 1940s/50s: sought changes in corp governance

2) 1970s/80s: sought corp social responsibility 

3) Since 1980s: governance –board independence, confidential voting, elimination of takeover devices. Social policy issues (better chance now than before ’85) 

f. But mgmt can also validly exclude SH proposals under Rule 14a-8. 

1) Proposals inconsistent w centralized mgmt – interfere w corp governance

a. Not a “proper subject” (better if phrased in precatory way); Related to dividend amt; Not “significantly related” (eg: ethical issues).

b. “Ordinary business operations.” Stages to this. First, allowed issues like construction of nuclear power plant, employment discrimination. Second, excluded (Cracker Barrel). Third (1998), return to old approach. Today: non-binding ‘suggestions’ (e.g., remove pill) get in; more social proposals 

2) Proposals that inerfere w mgmt proxy solicitation: Related to election of office; Conflict w mgmt proposal; Duplicative, Recidivist

3) Proposals that are illegal, deceptive or confused: Violation of law; Personal grievances; Beyond power; Moot

5. Rule 14a-9: antifraud rule (Prohinitoion of dalse/misleading statements)

a. Implied private right of action under R10b-5 and R14a. 
1) Cort v. Ash (1975) – ended golden age of implied rights of action. Requirements for implying right of action:

a. (1) plaintiff must be member of class intended to be protected by statute

b. (2) indication of legislative intent to create private right of action

c. (3) must not be sufficiently related to state law so as to make implied statutory right of action inappropriate
b. Elements: Materiality XE "Materiality" , Culpability, Causation XE "Causation"  and Reliance XE "Reliance" , Remedies XE "Remedies"  

1) Misrepresentation/Omission: broader than CL view – silence is actionable. 

2) Materiality: “with respect to a material fact.” 

a. “A substantial likelihood that a reasonable SH would consider it important in deciding how to vote.” (TSC Indus. Inc v Northway; Basic v. Levinson). It “significantly alter[s] the total mix” (TSC Indus; Basic v. Levinson). 

b. Corroborates reliance.

3) Causation and reliance: Just need to show materiality + essential link in accomplishment of transaction

a. Loss causation: Have to show, eg, that a lower price is caused by fraud and not extraneous events. 

b. Transaction causation: Proxy solicitation must be “an essrntial link to the accomplishment of the transaction” 

c. Relief: Enjoin voting of proxies obtained through proxy fraud, enjoin SH meeting, rescind transaction, or award damages. 

1) Nominal fee for P - encourages class-action
6. Rule 14a-11: Shareholder Proxy Access Rule

a. October 2003, SEC proposed “SH Proxy Access Rule” (elicited more response letters than any other proposed rule in SEC history)

b. Series of no-action letters allowing corporations to omit proposals based on this rule ( SH access basically dead

AL. PROXY CONTESTS AND JUDICIAL PROTECTION OF VOTING RIGHTS

1. Circular Control Structures

a. 160c: Company may not vote its own stock (direct) or stock of another company if it owns majority (indirect) -- Prohibition on corporate control of SH voting.
b.  A corp cannot vote on stock that it owns indirectly indirectly (through another corp it owns) if it can elect a majority of directors. (Spieser v. Baker and DE §160(c)).  If not majority, ct determines if there is significant control and if there is a proper business reason for the structure other than mgmt entrenchment.  

1) Speiser v. Baker (Del. 1987): Corporation that owns subsidiary stock (not majority) precluded from voting that stock under DFCL §160(c). Goal is to prevent boards from blocking SH power to choose who runs the company.
2. Vote buying: 

a. Vote buying isn’t per se illegal, its voidable subject to intrinsic fairness. (Schreiber v. Carney) – SH ratification? Disclosure? 

1) Illegal if purpose is to defraud/disenfracnhise other SHs 

b. Company cant pay SHs to vote a certain way 

1) Brady v. Bean = Against public policy to give consideration in order to obtain a vote
3. Standard of review of mgmt acts affecting voting rights: 

a. “Compelling Justification” 

1) Legal power is held subject to obligation that you will make a good faith effort to advance a corporate goal. Sort of subjective test. 

2) The Corporation is not allowed to:

a. Impede SH franchise even in good faith w/o “compelling justification” (Blasius). Primary purpose. 

b. Move the date of a meeting for the sole purpose of thwarting a proxy contest (Schnell v. Chris-Craft Indus; Del 1971). 

c. Protect solely their incumbency (Cheff v. Mathis)

3) Undermining right to fully exercise voting rights: eg, increasing bd size and filling vacancies to nullify pending consent solicitation invalidated (Blasius)

4. Voting trusts: Each SH transfers legal title of her shares to trustee, in return for transferable “voting trust certficatie” that evidences her equitable owenership of shares involved and carrries right to dividends and other distribition of assets. Right to ovte follows legal title, so trustee has voting right for shares involved for life of trust. 
a. Have to follow certain formalities (DGCL 218a)
b. No time limit (DGCL 218)
c. Other rights remain in tact. 

AM. PROXY FRAUD -- STATE REGULATION

1. Traditional state remedies: 

a. Fraud: SHs can sue those who fraudulently misrepresent material facts on which the SHs relied to their detriment, which reliance was the cause of actual SH losses. Elements: 

1) false statement of material fact 

a. Reasonable person would rely OR It would be a thing taken into consideration in the deliberation of a reasonable person

2) made with intent to deceive (scienter XE "Scienter" ) 

a. Generally for face to face interaction only!

3) upon which one reasonably relied 
a. You cant collect if you knew it was false. 

4) which caused injury (Casuation) 
a. Injury has to relate to the falseness. 
b. Fiduciary duty: SHs can sue Dirs who breached fiduciary duties of care or loyalty by misrepresentation of info ( Duty of honesty//duty of candor (Malone v. Brincat)

1) No general duty to disclose information, but cts held simply in Malone that whenever managers communicate they must be honest. 

2) Duty triggered by: request for SH action, compliance w federal disclosure, press releases

3) Can be enforced by SHs claiming ind losses (in a direct or derivative claim)

4) Vs. 10b-5: 

a. Disadvantage: causation is necessary – No fraud on the market. 

b. Advantage: no standing requirement – can be brought by SHs who aren’t actual purchasers/sellers. 

5) But after 1934 federal rules pertaining to disclosure make this a BIT irrelevant – after fed exchange act, further state developments which are marginal but not invalid.

2. State fiduciary duty relevant when: 

a. Corporate Recovery of Profit from Insider Trading (freeman v. Decio—corp opportunity) (see IT)

b. SHs can challenge quality of disclosure under state law (enjoin)

c. State action for proxy fraud 

3. Historical View

a. SHs ( federal Courts. Why?

1) 1934 Act – national service of process (vs. state court where it is difficult to obtain jurisdiction over all defendants)

2) FRCP 23 (1966 amendments) – class action option

3) Remedy – implication. Key!

a. Kardon v. National Gypsum Co (1946) – implied right under Rule 10b-5

b. Cort v. Ash (1975): start to limit implication

	VIII. CORPORATE FIDUCIARY DUTIES – DUTY OF CARE


AN. GENERALLY

1. 3 duties: 

a. Duty of obedience: duty to obey Ps commands (somewhat flexile). Fiduciary must act consistently w/ the legal document that create his authority.  A director cannot violate the corp. charter and must perform obligations imposed upon him by the charter (e.g., annual meeting requirements).  Whether or not the violation is in good faith is irrelevant for these purposes.  This duty is quite clear and little legal dispute over it.
b. Duty of Care: duty to exercise the duty of care of a reasonable person, become informed/exercise agency. 

c. Duty of Loyalty: Duty to exercise power in a good faith attempt to advance the interests and purposes of the P/beneficiary.

d. [Duty of Candor]

2. To whom are fiduciary duties owed? 

a. They’re owed to the CORP not to SHs, but really to SHs at this point. 

b. Theory of SH wealth maximization (Dodge v. Ford Motor Corp.)

1) Dodge v. Ford Motor Co: Ford wanted to share profits w public by discontinuing pyment of 10M divident , and SHs said this was inconsistent w the funfamnental purpose of business corp: to maximize return to SHs. Ct agreed with SHs. 

3. Analogies—Trusts, Agency

a. Analogy to Trusts: Corp as trust, directors as trustees, SHs as trust beneficiaries. Modern cts realize this is flawed because trustees have circumscribed discretion compared to Dirs. 

1) Trustee holds title to trust property and manages it for beneficiary, bound by terms of trust. 

2) Strictest form of fiduciary obligation. Even in good faith, there can be no profits made. A general principle of equity is that a trustee cannot deal in his individual capacity with the trust property (In Re Gleeson). 

3) Damages: under ( law, difference between value and what was paid; under trust law, difference between the highest intermediate point and what was paid

b. Analogy to Pship: Corp as pship: but broad discretion afforded corp Dirs. 

1) Corp fiduciaries have a unique relationshp to the corp – from broad authority delegate dDirs to manage and supervise corps business and affairs. 

2) Other corp insiders: Generally corp officers/executives have same fid cuties as Dirs. Others that have no actual authority have traditional duties of care and loyalty as agents of corp. Officers/employees have duty of candor too. 

AO. DUTY OF CARE IN GENERAL

1. Definition: duty to exercise the duty of care of a reasonable person, become informed/exercise agency. Attention and prudence of mgmt in their decision making/supervisory functions. 

a. 3 aspects: (MBCA 8.30)

1) Good faith: 

a. requires Dirs (1) be honest, (2) not have a conflict of interest, (3) not appove wrongful/illegal activity (In re Walt Disney)

2) Reasomable belief that so acting is in the best interests of the corp
a. Substance of dir decision-making. Decision must be related to furthering corps interests. Embodies waste std. 

3) Act as an orfinarily prudent person would under similar circumstances. (Reasonable care)
a. informed basis” and “ordinary care stds – deal  with process of board devision making and oversight. 

4) Note: different than the Standard for Liability!

b. CL standard of care – Aronson v. Lewis

1) good faith

2) in the honest belief that the action taken was in the best interest of the company

3) informed basis 

c. There is a duty to be active (Van Gorkom)

d. Note: Waste is always an issue you can bring up!!!
AP. Business Judgment Rule

1. In general: 

a. Judicial “hands off” philosophy. Deference to BJ of ind/informed directors. 

b. Rebuttable presumption ( factual inquiry into independence/information

c. It protects when the person was financially disinterested, infomed, and the decision was made in good faith and its not waste. (Kamin v. American Express).  

2. Justification: 

a. Encourages risk taking (Gagliardi – SHs can absorb risk in many companies)

b. Avoids judicial meddling 

c. Encourages directors to serve (shields from personal liability)

d. Reliance Corrollary – delagation of inquiry and oversigh functions. 

3. Rebutting the presumption of due care: by showing breach ( rebuts BJR and burden shifts to D to prove entire fairness. (Cede v. Tecnhicolor). P does this by showing: 

a. Fraud: Cant claim BJR for fraud. Might implicate duty of candor (Malone). 

b. Illegality 

c. Conflict of interest (lack of good faith) 

1) Kamin v. American Express (NY 1976): Board distributed dividend instead of selling stock ( loss of $8M in tax write-offs. Court invokes BJR and dismisses derivative suit. No evidence of conflicted interest. Hint of self-dealing w/r/t Exec Comp Comm. All decisions ultimately affect compensation (not sufficient to establish bad faith.
d. Waste (no rational business purpose). 

1) Overcomes even deferential BJR UNLESS unanimous SH ratification (Saxe v. Brady)

2) Eg: NO consideration at all – powerfully suggests bad faith. Irrational or egregiously wrong decision. 

e. Gross negligence – Procedural emphasis

1) Dirs must make reasonable efforts to inform themselves in making decisions.

2) Smith v. VanGorkom (Del 1985): Friendly cash out merger. CEO inititated, negotiated, promoted merger agreement whose terms may have favored acquirer (Pritzker). SHs brought action challenging bds failure to become sufficiently informed. 

a. Directors of trans union corp could be personally liable for not informing themselves adequately when they approved the sale of the company in a negotiated merger – didn’t inquire enough. 

i. Couldn’t rely on CEO bc he didn’t read merger docs or tell bd Pritzher, not he, had suggested merger price. Even though price was higher than market price, for example. 

AQ. Board’s Duty to Monitor 

1. Obligations of Directors – Monitoring passivity

a. Rudimentary understanding of business (learn it or reisgn!); 

b. Be informed and stay informed of all activities

1) This entails overall monitering, and might present a duty of further inquiry (Francis v. Uniter Jersey Bank – drunk absentee board member liable for losses)

2) You must not recklessly fail to inquire (In the Matter of Michael Marchese, 2003)

c. rely on experts but make sure they have a reasonable basis for what theyre saying, 

1) §141 TA \s "§141" (e): member of board protected from good faith reliance on corporate records

d. object to illegality

1) D can protect himself by voting against transactions. 

2) Absent ( Automatic vote for

3) Can never ignore red flag. 

2. Sarbanes-Oxley Act of 2002 §404 = requires CEO/CFO to certify disclosure to independent auditor all deficiencies in firm’s financial reporting.

3. Monitering illegality – 

a. At first: duty to do something if you know. If you don’t know or should know, its not your obligation to do anything about it (Graham v. Allis-Chalmers Mfg). 

1) If Bd on notice of illegal activity by employees, they have a duty to stop it.

a. Do not need actual notice… constructive notice is enough.  In order for there to be constructive notice, there must be red flags – cause for suspicion.

b. Directors are entitled to rely on the honesty and integrity of subordinates until something occurs to put them on suspicion that something is wrong (Graham)
b. More recent DE cases – Board has a duty to install corp info and reporting systems to detect illegal behavior (Caremark). 
1) Directors have obligation to reasonably assure that the corp. has an intelligence gathering system in place that provides reasonable assurance w/in the scope of the dir’s responsibility that the corp. is in compliance w/ the law and can make a reasonable BJ decision (Caremark).  However, system does not have to be perfect… standard is quite high to show lack of good faith by mgmt for systematic failure to exercise reasonable oversight (Caremark)
4. Illegal acts: 

a. BJR will not insulate Ds from liability where iti s alleged that they have committed immoral or illegal acts. (Miller v. A.T.&T. TA \l "Miller v. A.T.&T." \s "Miller v. A.T.&T." \c 1 , 3rd Cir. 1974). Allen thinks there should be a cost-benefit analysis to determine wherhter the board acted dutifully. 

b. DE §145 TA \s "§145" (a): if no reason to believe that it’s unlawful, then indemnifiable (if reason to believe, not indemnifiable) 

AR. Remedies for breaching Duty of care: 

1. Personal liability of Dirs: Jointly and severally liable for all damage the decision proximately caused. 

a. Lack of Prox cause ( affirmative defense. 

b. Cede: DE case involving uninformed board decision making, the court refused to make proximate cause an element of the p’s case and shifted burden to careless defendants to prove “entire fairness” of challenged transaction (Cede & co v. Technicolor). 

2. Enjoining Flawed decision

AS. Exculpation of Dirs Care Failures. 

1. Exculpation statutes: After van gorkam ( inc risks. 1980s saw rise of D&O insurance premia and increased relucance in serving on bds. Can immunize directors from liability in non-duty of loyalty cases. 
a. DCGL 102b7: No personal liability for breaches of duty, though dir remains liable for 

1) breaches of duty of loyalty, a

2) cts/omissions not in good faith or that involve intentional misconfuct or knowing illegality

3) unlawful payment of dividends under 174
4) Obtaining a personal benefit (ie IT)

2. Effect of exculpation: subject of judicial interpretation.

a. Procedural issues: When a P adequately pleads conduct that falls within the statutory exceptions, dirs charged w both care and loyalty/good faith violations must go through a full trial on both claims before interposing affirmative exculpation defense – which once presented, presumably wipes clean any damages claims based on care violations.
1) Malpiede v. Townson (Del. 2001): When charter contains liability waiver, dismiss motion unless other claims than duty of care.  

AT. DUTY OF CARE VS. DUTY OF LOYALTY

1. Duty of Care XE “Fiduciary duty:Duty of care”  (reasonableness) vs. Duty of Loyalty XE “Fiduciary duty:Duty of loyalty”  (unfair self-dealing / illegality):

a. Fundamental rule in loyalty cases [fiduciary/beneficiary]: one that deals with the corporation can only do so in terms that are fair; self-dealing is sufficient for prima facie case; Ds get “intrinsic fairness” from  TA \l "Unocal Corp. v. Mesa Petroleum Co." \s "Unocal Corp. v. Mesa Petroleum Co." \c 1 Unocal 

b. Duty of care XE “Fiduciary duty:Duty of care”  is like a tort; Ds get business judgment rule XE "Business judgment rule" 
c. Damages: care: liable for the damages caused; loyalty: rescission or rescissionary damages

2. Del Sup Ct held in Cede & Co v Technicolor *1993) that there is no difference between care and loyalty – once you dinf that Ds were negligent (breached duty of care), that’s all you need to know. 

	IX. CORPORATE FIDUCIARY DUTIES – DUTY OF LOYALTY 


AU. GENERALLY

1. Duty of Loyalty XE “Fiduciary duty:Duty of loyalty” : obligation to exercise al power in a good faith effort to advance the purposes of corporation (relationship and the principal) – full disclosure and fairness.
2. Applies to( 
a. Directors, officers, and controlling s/h (generally >50% of stock, but also applies to a s/h who exercises control over the business affairs of the corp (Kahn v. Lynch)… 40% may be enough)
b. SH > customers/employees (Dodge v. Ford)

1) Constituency statutes – may consider other consitutencies in establishing corp policy. Not in DE. 

3. Examples: Flagrant diversion, self dealing, usurping corp opportunity, IT, Bribes, entrenchment, exec compensation, parent-subdidiary issues, WASTE.

4. Remedies for Self Dealing

a. General remedy – rescission, returns party to position before transaction. 

b. Exceptions to rescission: sometimes doesn’t do enough (eg – corp opportunity), so corp might be entitled to damages. 

5. Applies to: corporation as legal entity. Competition among corporate constituencies.

a. SH primacy norm (duty owed to equity investors)

1) Pressure from institutional investors emphasizes SH primacy

b. Constituency statutes (directors must balance interests of all constituencies (i.e. creditors, customers, workers, SHs, community)

1) Powerful political statement. Virtually no oversight of directors – can almost always claim act is in interest of some constituent.

c. Generally, duty to SHs + corporation. Blurs the issue. Courts try to balance. 
d. AP Smith v. Barlow – donation to Princeton valid 
AV. DUTY TO DISCLOSE

1. Non disclosure is per se unfair. No need for harm/intent. Its automatically unfair. (Hayes Oyster)

2. DE Rule: D or controlling SH must disclose ALL material info relevant to the transction. 

3. A corp director or officer breaches his fid duty to the corp by failing to disclose potential profit/advantage (Hayes Oyster). 

4. Whatever a D/O acquires in corp capacity except in open dealings w company, belongs to company. 

5. Fighting charge: D engaging in self dealing shows good faith, honesty, fairness ( fairness standard (Cookies Food Products)

AW. SELF –DEALING

1. Can be direct or indirect

a. Direct = corporation + person are parties to transaction

b. Indirect = person has stake in party to transaction with corporation
2. Early rule of voidability –CL

a. Borrowed from trusts rule. Self dealing is voidable at request of corporation regardless of fairness. Per se voidaibility. Premise = disinterested directors not immune to influence of interested directors

3. Abandoned in favor of  substantive and procedural fairness tests. 

a. DE law evolved ( approval by disinterested directors OR fairness = valid transaction
4. ANALYSIS (ENTIRE FAIRNESS): 

a. Is it a conflict? The plaintiff has burden of proof to show conflict of interest of director 
b. Is it voidable?

1) Anything under 144(a) ( not automatically voidable

2) If not under 144(a) ( VOID

a. No disclosure at all (Hayes Oyster)

i. This is separate claim.

b. No ratification ( not automatically voidable

i. Hayes Oyster
c. Was process fair?

1) This is a factual determination.

a. Disclosure (quality/materiality) – has disclosure been full and complete? 

b. Ratification

i. Substantial deference to approval by disinterested SH

c. Independence of directors 

i. Special committee is sign of this, but process must be fair

1. How was it formed? How does it function? How does it affect transaction?

2. Kahn v. Lynch – must be wholly independent.

ii. Some statutes say interested D can participate ( will factor into fairness determination

d. Significance of transaction

e. Special facts (CEO is chairman? # of directors in disinterested majority? Golf buddy?
f. Lewis v. Vogelstein (Del 1997): If conflict transaction ratified by informed, uncoerced, disinterested SHs, it is subject to BJR.

g. In re Wheelabrator Technologies (Del 1995): SH ratification + DOC claim = BJR. SH ratification + DOL claim = burden shifts to P.

2) If yes ( go to BJR (full integrity/really unimportant/single director)

a. P can still show bad faith or waste 

3) If kind of ( burden shifts to P (middle ground) 

4) If no ( entire fairness (Whole thing stinks. Disclosure was really faulty

5. DGCL §144(a) 

a. = transaction not void or voidable SOLELY b/c of self-dealing IF:

1) disclosure of material facts + majority of disinterested directors approve OR

2) disclosure of material facts + majority of SH approve (some states say disinterested) OR

3) transaction was fair.

b. Cooke v. Oolie: Two controlling SH + two independent SH. Controlling SH also creditors. Claim is that transaction benefitted creditors and hurt SHs. Court says no a strong conflict ( BUT applies logic of 144(a)(1) to apply BJR.

c. Cookies v. Lake Warehouse (Iowa 1988): Minority SH sue b/c no dividends and no market for the stock. RULE = Under safe harbor statute, disclosure + approval by disinterested directors ( not enough to invoke BJR. Must show fairness. Not very high standard for self-dealing party. Court swayed by business’ success. D wins.

1) Allen says this is crazy.

6. Disclosure = Hayes Oyster v. Keypoint Oyster (Wash. 1964)
a. Fair price but no disclosure. RULE = Disclosure is necessary to overall fairness, regardless of fairness of price. Want fully informed decisions.
7. Controlling SHs – inherently suspect. See Fid Duty of Controlled Mergers.Self dealing negates BJ presumption of good faith. 

8. Types of Interested Transactions (DE):

a. Transactions w/ interested director who is not the controlling SH 

1) + SH approval ( BJR (Cooke)

2) + disinterested director approval ( burden shifting fairness review 

b. Transactions w/ controlling SH

1) + SH approval ( burden shifting fairness test

2) + disinterested board approval ( burden shifting fairness test (cookies) 

a. But DE – seems that you need independent special committee ( burden shifting fairness test. 

AX. EXECUTIVE COMPENSATION

1. Judicial review

a. Standard: If exec comp is approved by disinterested and ind dirs ( BJR. Challenger must show either: 

1) board was grossly uninformed or 

2) Waste of corp assets: A transaction that no reasonable person could agree to. 

b. Fairness review –When compensation is subject to fairness review, judicial scrutiny is substantial  -- eg, if not approved by disinterested/ind dirs. 

1) Deferential (Disney -- 140M severance to Ovitz). 

2)  TA \l "Lewis v. Vogelstein" \s "Lewis v. Vogelstein" \c 1 Lewis v. Vogelstein; Del. Ch. 1997; when it comes to compensation, we have to try to look at the integrity of the process (disclosure)

2. Purpose: recruit good mgmt and incentivize to do best for company. 

a. Do CEOs deserve their pay: Stern prof model – CEO skill, rare. Worth more when he manages a larger aggregation of assets. From 1970-2002, Dow Jones Ind Avg moved w total compensation – looks like a function of market capitalization of equity. 

3. Currently: we try to get the right incentives via many types of compensation. 

a. Salary -- Low annual cash payment (1M). IRS doesn’t allow deductions for over 1M. 

b. bonus component: operating metrics – should include not JUST stock price but other elements that will spur success and other soft things – plans to devel new projects, grooming leadership, profit levels, cost structures.

c. Options – performance based.

1) Incentives: Strike price is typically market price at the time of the option. This creates an economic interst to drive price up because you make the difference. 

a. Link stock to market or ind peers. 

2) Problems: hard to measure individual contribution. No downside, only up – encourages too much risk, potentially. 

3) Typically approved by the board, ratified by SHs (req by NYSE rule) 

a. Must be in charter. 

d. Restricted stock

1) Tie incentives of CEO to SH; Help fix the problem of options (no downside)

e. Golden parachutes ((s entered into before a [hostile] takeover): triggered 2 ways: change in control; change in responsibilities. Generally lmited to 3 yrs pay. 

4. Congressional control (Sox)
a. Congress sets cap except where options are linked to productivity. 

b. TARP act: includes provisions to limit sr officer compensation in companies that take government assistance. 

c. NYSE modified listings standards – gov structures that firms must have for listing (Effort to make SOX unnecessary but didn’t work.).  Plus SOX 2002: 

1) Compensation committee –entirely ind/outside Dirs; heightened standards of independence (elimination of quid pro quo)

2) Compensation consultant –Used to be hired by compenation committee in theory, but CFO actually hired and paid consultant. So committee was too passive, and consltant wasn’t really independent. Now treated like outside auditors (and we have stressed their ind for a long time).  Comp committee must hire and make it clear that the consultant reports directly to them. 

5. Corporate loans

a. Originally, strict scrutiny. 

b. DGCL §143 = loans are authorized if beneficial to the corporation (came with relaxed corp law)

c. Sarbanes-Oxley – prohibits loans to officers/directors (direct or indirect). Back to initial hatred of corporate loans.
6. Problems and Policy: 

a. Measurement!

b. Monetizination of options (swaping securities in derivative markets). 

1) Problem – upside benefit, but no downside ( prone to risk. 

c. Unindexed options 

1) Pay when exercised (vs indexed, pay when vests) – encourages crude options.  

d. Incentive for M&A ( mergers in which co is T and not surviving co, then all outstanding options vest at a premium to market.

e. Since Enron – 

1) Movement away from stock options to restricted stock (w/o option)

2) CEO compensation uses metrics besides stock opton. 

a. Companys performance relative to competitors, cashflow growth (Stock pries vs. others in industry). 

f. Repricing options: An old abuse

1) If stock price falls, board reduces price to options to re-incentivize. 

2) Don’t see this as much anymore. Became a governance issue. But Executive Committees can just reissue stock option at lower price.
AY. CORPORATE OPPORTUNITIES AND UNFAIR COMPETITION 

1. Cannot pursue business opportunity that “belongs” to corporation—should be taken by corp or competing as breach of duty of loyalty. 

2. ALWAYS COMES WITH DUTY TO DISCLOSE

a. Pass on opportunity w/o disclosure ( duty of care that gets BJR review

b. Once you take opportunity ( additional duty to disclose

3. ANALYSIS: 

a. Is this duty of loyalty? 

b. Did opportunity belong to Corporation? 

1) Expectancy – is there an economic or legal expentency (present interest) in the enterprise? 

a. Rarely used, but if expectancy it def belongs to corp. 

2) Line of Business – is it the same business

3) Fairness – where did you get the information, did you bring the opportunity to the Board? 

a. All of the factors, then make a judgment. Most important: Did the Fiduciary learn of the oppostunuty because of his fiduciary relationship? 

c. Response: 

1) Director present to the board?

a. Yes – If informed + refused ( BJR (Braz) (disclosed and consented)

b. No ( Was there a valid reason? 

i. Corp couldn’t financially do it, couldn’t legally do it (Scope of business in charter?)

2) Ratified after the fact?  


d. Remedy: 

1) Ex post = profit disgorgement + damages or constructive trust on business. 

2) Ex ante = usurper cant usurp. 
4. These are the kinds of loyalty problems that courts are more willing to let people deal w contractually, as long as its fair.
a. DGCL § 122(7) = authorizes charter amendment waiving corporate opportunity constraints

1) If fiduciary does something really bad, then may be interpreted that waiver may be invoked only in good faith.
b. As long as full disclosure in beginning and its contractual, then its permitted more than other potentially self-dealing transactions. 

c. Problem: it can be a “license to steal”

5. If fid does something really bad, even w a waiver, then it is interpreted to mean that waiver can only be invoked when in good faith. 

6. Where a corp regularly and consistently invests in mktable securities, a claim for usurpation of corp opportunity is stated where it is alleged that the corps D/Os accepted IPO share allocations at initial offering price instead of offereing to corp. (In re eBay, Inc, SHs Litig., 2004)

AZ. INDEMNIFICATION AND INSURANCE

1. Indemnification – Corp Reimbursement 

a. Limitation on liability – in charter or bylaws. Statutory provisions provide framework. 

b. Corp promise to reimburse D for reasonable expenses relatied to actual or threatedned judicial proceedings. 

1) Actions must have been done in good faith – even if criminal conviction. 

2) Indemnification rights continue after director leaves corp. 

c. DGCL 145: power to indemnify

1) (a) Actor must have acted in good faith and in best interests of corporation. Criminal liability not a bar to indemnification if actor had no reason to believe he was doing anything wrong.

2) (b) In derivative suit, you can be indemnified UNLESS “adjudged liable.” Indemnification if suit settled (Waltuch). Court can require indemnification as equitable.

3) (c) Mandatory indemnification if D is “successful on the merits or otherwise.” (includes atty fees). Generally settling is not success. 

4) (e) Procedure for advancement of fees. Discretionary. Director must undertake repayment.   

a. Question under Sarbanes-Oxley of whether this constitutes prohibited loan. DE courts generally supportive.

5) (f) extrastatutory circumstances in which indemnification may be applicable. 
6) j) Advancement: board can advance if person seems likely to qualify 

d. Waltuch v. Conticommodity Services (2d Cir. 1996): Corp settled private lawsuit; director paid fine in enforcement proceeding. Settlement constitutes “successful on the merits or otherwise” ( director gets indemnification. 
e. Can indemnify for criminal acts but only if director didn’t know it was criminal/isn’t convicted. 

2. Directors & Officers (D&O) Liability insurance

a. Corporation pays premium. Insurance company behind pledge to indemnify for good faith decisions. 

b. Insurance probably cheaper if company is central bargaining agent. SHs benefit.

c. D&O is deductible expense.

d. Corporate payment for D&O insurance also disguises total amount of management compensation.

e. Developments in D&O contract

1) After WorldCom and Enron, corporations have written into contracts that in the event of bankruptcy, D&O insurers are required to pay directors

f. In the event of financial misstatement, D&O insurance applies as long as director was not directly involved in the misstatement.

	Xi. SH LITIGATION 


BA. Direct Suits: 

1. SH sues in her personal capacity to enforce her rights as a SH. Not on behalf of corp. Seek to enforce rights arising from their share ownership – generally vindicate SHs structural, financial, liquidity and voting rights.
a. Tooley v. Donaldson (Del. 2004): Court clarifies the law. Harm must be individual to support direct claim.
2. Recovery to SH

3. Class actions – direct suits brought by reprsentative 

a. When a SH sues in own capacity and on behalf of other SHs similarly situated. (Weinberger, van gorkam). 

b. FRCP 23

c. Try to limit – PSLRA 

BB. DERIVATIVE LITIGATION

1. Its an equitable solution to the problematic tension of corp law tenets: (1) corp fiduciaries owe their duties to the corp as a whole not ind SHs, and (2) the Bd of Dirs manages corp business, which includes lawsuits on its behalf. W/o derivative litigation, bd would have a stranglehold on fiduciary accountability. 

2. 2 suits in 1: SHs sue D/O on behald of corp to enforce rights of corp/redress wrong - FRCP 23.1

a. Sues the corp in equity

b. To bring an action to enforce corp rights

3. All recovery to corp: 

a. Deivative litigation enforces corp rights, so recovery runs to corp. SHs benefit to the extent shares increse bc of corp revoery, by deterrent value of award, or any equitable relief (injunction) that does harm to company. SOMETIMES they can be awarded prorportional recovery to their hiolding but its rare. 

4. Reimbursement of successful P’s expenses

a. Corp pays successful Ps litigation expenses, including atty fees, beceasye P/atty have prouced a benefit for corp. Combat collective action problem. 

1) Effect of rule: atty is the real Plaintiff. 

b. Litigation creates common fund from which recovery is paid. 

c. Fee calculation: 

1) market-based percentage for contingency fees

a. May encourage premature settlement

2) lode star method = hours TIMES rate + extra for difficulty/risk

a. May encourage drawing out settlement (opposite of percentage problem)

3) auction – have all lawyers say what they demand

a. Hasn’t really caught on

4) auction the claim – attorney can buy right to bring claim and keep recovery

a. Market for this is only as good as available information, which at beginning of legal procedure, is very low. Hasn’t caught on.
5. General requirements for Derivative Litigation

a. Standing requirement: 

1) P verification of complaint: FRPC 23.1

2) contemporaneous ownership– p owned shares at time of wrong (frcp 23-1) (not for short form mergers)  -- ensure P has stake, vs. “buying lawsuits”

3) continuing interst requirement – continue to be SH thrugh trial

a. deter too easy settlement

4) P exhausted all available remedies within the corporation (attempt to obtain satisfaction from Board)
5) Pleading requirements under PSLRA – particularized. 
6) Demand on the board – exhastion of internal remedies

a. Whether bd could have acted on demand (aronson v. lewis). 

b. Demand requirement 

1) Brigning a lawsuit is a mgmt decision and board makes decision. Sometimes board is corrupt. 

2) P has burden of demonstrating (w/ particularity) reasonable doubt as to whether current bd was independnt and not entitled to BJR

3) P makes presuit demand and Board refuses. 

a. SH has to show that Board wrongfully refused.

b. Court generally defers to Board’s business judgment.

c. If board breaches duty of loyalty ( classic derivative suit.

d. If board breaches duty of care ( not derivative suit
4) Possibly Excused from demand (Hard!) – Futility. 

a. SH must show reason for futility 

i. Interested D board (Picked by wrongdoer, up for reelection, etc) 
ii. Failure to follow adequate procedures in reaching decision therefore BKJR shouldn’t apply (Smith v. Van Gorkim) or irrationality that shouldn’t be protected by BJR (Aronson v. Lewis)
b. Court must decide validity of SH’s excuse for not making demand. Relatively low burden on plaintiff (reasonable doubt that BJR should be applied).

5) Formal process – demand must be made at meeting; decisions made by resolution

6) Alternatives to futility rule in presuit demands

a. DE = universal nondemand.

i. Making a demand concedes exercise of independent business judgment by Board in responding. Discourages all presuit demands. 

b. ALI = universal demand. 

i. Demand required in every instance. Not many states have adopted. Costly in practice.

c. Which is better? Ultimately, court will have to assess whether Board exercise independent business judgment. ALI alternative provides more information with which to do that.

6. The Independent Special Litigation Committee investigation using outside counsel

a. Special Committees assigned to assess whether Board should support derivative claim when there is a question of interested board members.

b. Committee members are independent and advised by law firm that has conducted special investigation.

c. Court not likely to second guess judgment of independent special committee.

d. If demand excused case + spec. committee( Zapata v. Maldonado test:

1) Has corp shown bd was independt and infomed( independence, good faith, reasonable procedure
a. Must be TRULY independent! 

2) BJR: Review of indep. Business judgment of this committee (possible review). Safeguard. Courts consider Public policy and corps best interests. 
e. NY alternative = if committee is independent and informed, court must apply deferential BJR to committee’s decision.
7. Issues: Distorted Incentives in Derivative Litigation: incentives can be at odds w corp interests. 

1) P might be iniffernt to outcome, since $ to corp; P atty may be indiff to substantive outcome in favor of atty fees; ind def sometimes will setltle and then no benefits; ind defendants too powergul. 

2) Strike Suits. 

8. Settlement + Indemnification

a. To protect from unfair settlement:

1) Judicial approval required (fair and reasonable on basis of discovery evidence)

2) Notice and opportunity to be heard for all SHs

b. Often, there are nonmonetary settlements (governance changes)

c. Both parties strongly incentivized to settle.

1) Defendants generally avoid liability through D&O insurance

2) Plaintiffs get $$.

d. Court is extremely deferential to settlement negotiated by independent litigation committee: 

1) Carlton Investments v. TLC Beatrice (Del. 1997): Michael Milken brings derivative suit, doesn’t make presuit demand b/c he alleges no independence on Board. Board subsequently brings in two new directors to head up special committee, which then negotiates a settlement (without Milken). Court holds that settlement is a fair compromise. Committee was independent, well-informed, and in better position to assess the lawsuit than the court is. Deference to special committee’s determination.

9. Evaluation of Derivative Suits

a. Studies show these lawsuits have little effect on stock prices.

b. If useful at all ( chilling effect on director misconduct. Cannot measure deferred injury (probability of more fiduciary breaches without ability to bring derivative suits). 
BC. Direct or Derivative? 

1. Direct: suits to compel payment of declared dividends., inspections of books, require  SH meeting, challenge fraud, challenge sale in a merger where dirs violated duty or something, challenge denial or dilution of voting rights. 

2. Derivative: generally enforce fid duties of D/Os or controlling SHs – eg, duties owed to the corp. Suit claiming fid wrongdoing caused a loss in share value = derivative, suits that ask Dirs to account for profits from usurped corp opportunity or challenege exec comoensation. 

3. Claims w direct and derivative attributes – 

a. Suit to compel payment of diviends, for example has ben characterized as both. 

1) Gentile v. Rossette (Del. 2006): Increase in number of authorized shares by SHs without knowledge of Board’s underlying motive (increase majority ownership) = derivative AND direct. 
b. Sometimes facts suggest both, so pleading choice governs. 

1) EG: wrongful refusal by mgmt to provide a SH list to SH for proxy fight ( violate SH rights to inspection (enforce inspection rights), and also mgmt duty of loyalty to corp (enjoin mgmt’s entrenchment).

BD. Close Corp Exception

1. Some cts permit participants in a close corp to sidestep derivative suit procedures and bring direct actions to vindicate corp rights, including claims of fid breaches. Bc corp SH/managers have like partnership duties. 

	XII. DISCLOSURE IN SECURTIES TRADING MARKETS AND IT


BE. CL FRAUD

1. Elements: 

a. False statement (actions can be a communicative statement), Material fact (would a reasonable investor rely on it?), Privity, Scienter,, Reliance (by person to whom statement was made), Causes injury

2. Caveat emptor. No duty to disclose unless asked. Also, corp fiduciaries owe duties to corp not SHs, so have to show actual deceit absent a fiduciary duty. 

a. VS: Contrast to trustee rule where they have to affirmatively disclose all material info and can only deal on fair terms. 

3. Goodwin v. Agassiz --  “Liability to Corp, not SHs” (majority view)

a. Dir owes fid duty to corp, not SHs. As long as he doesn’t actively mislead, then caveat emptor. 

b. No remedy for non-statement. 

c. Doesn’t apply to capital markets, just face to face. 

4. Special Facts Doctrine: Minority view (Strong v. Repide). Fairness.

a. Fid status of the insider. Duty on ind SHs to disclose inside info or abstain from trading.  

b. Face to face transactions where affirmative misrepresentation/actual reliance don’t have to be established. 

c. Director is like a trustee; if he’s going to deal with a shareholder, he has to make disclosure of relevant information, where special facts exist – disclose or abstain!

d. Applies when: insider (D/O) purchased from existing SH, in privity w selling SH, iknew highly material corp info, secrecy was important to sale (causality). 

5. Diamond/Brophy Approach – P-A analogy. Profits from use of info to corp.

a. No harm to corp must be shown – P-A relationship. Its unjust enrichment. 

b. Lawyers would rather be in federal court though. 

c. Brophy says you have the info because you work there, you can only use it for the purposes of your job at the firm. For example, if the corp was going to repirchase its own stock in the market, insider purchases would compete and raise the price to the corp (Brophy v. Cities Service Co). 

d. Rejected by Freeman v. Decio

6. Corp Opportunity analogy (Freeman)

a. Freeman v. Decio– better analogy is to corporate opportunity doctrine, not P-A relationship. Corp must have been able to use “the information to its own profit.” Theres no need for “injury”—the injury is the USE of the info. 

b. Malone – duty of candor

BF. Federal Regulation 

1. 1934 Act creates SEC and an extensive regime of disclosure (periodic filings of info). 

2. Section 10 – principle antifraud provision

a. Prohibits “manipulative or deceptive devices or contrivances…in connection w the purchase or sale of any security” under § 10b catch-all (SEA 1934). 

3. Implied right of action: Kardon v. National Gypsum Co (EDPa 1946). Fed cts – exclusive jurisdiction. 

a. 1966—class action rule amended, litigation explosion. 

4. General tension: SEC supports equal access theory, SCOTUS supports fiduciary duty theory

BG. RULE 10b-5 

1. Standing: P must be buyer or seller, D desnt. – “in connection w” purchase or sale. 

a. Only actual purchasers/sellers can recover damages in private 10b-5 action. Reaffirmed in 1975 (Blue Chips – offers and pessimistic statements to discourage sale are not legitimate; if you lost value holding on to your shares not enough)

b. Santa Fe Indus v. Green – limited what counted (eg, not M&A)

2. FALSE OR MISLEADING STATEMENT: D misrepresented material fact or omitted one, or remained silent in fact of fid dty to disclose. 

a. Abstain or disclose!! (Cady Roberts, SEC v TX Gulf Sulphur)

1) BUT: only regulates deception, not unfair corporate transactions or breaches of fiduciary duties – unfairly low prices don’t amount to fraud (Santa Fe Indus. v. Green)

3. Materiality: 

a. Probability of happening + magnitude (TX Gulf)

b. A substantial likelihood that a reasonable SH would consider it important in deciding how to vote.”  It “significantly alter[s] the total mix” (Basic v. Levinson). 

4. Scienter: D knew or was reckless in not knowing, and intended P to rely on info (Ernst v. Ernst)

a. Remaining questions:

1) Whether actual proof of intent is required or can be inferred?

2) Pleading requirements – circuits are split (2nd is  harder, 9th is lenient)

3) Whether “use” or “knowing possession” is sufficient to incur liability?

a. Several affirmative defenses available (i.e. given instructions, not aware that information was “inside,” agreed to specified terms before acquiring inside information and kept to those terms in transaction).
5. Reliance: P relied on misrepresentation. 

a. 10b5 case of a duty to speak, no need for reliance if info = material. 

b. 10b5 cases involving trading markets, fraud on the market. 

1) Fraud on the market – misleading representations on a public trading market = rebuttable presumption of reliance (Basic v. Levinson). Rely on integrity of stock’s mkt price. ECMH. Defendant can rebut the presumption of reliance ad avoid the “fraud on the market” theory by showing either 

a. The trading mkt wasn’t efficient, and the challenged representation didn’t affect price OR

b. P would have traded regardless of misrep (Basic)

6. Causation: actual loses as a result. 

a. Transaction loss: – but for Ps fraud, wouldn’t enter transaction

b. Loss causation: P show fraud produced claimed losses to P – Forseeability/Prox cause requirement (Dura Pharm.)
7. Defense

a. Preexisting Trading Plans (Rule 10b5-1) – Must demonstrate she entered in “good faith” into a binding K to trad security when they didn’t know about inside info. Preexisting strategy. 

8. Remedies: 

a. Injunctions, monetary penalties, disgorgment, accounting or audits

b. Courts can also bar violators of SEC laws from acting as corporate officers/directors

c. SEC recommends criminal prosecution – Sarbanes-Oxley Act broadened criminal sanctions significantly.

d. Three possible tests for calculation of damages: Elkind v. Ligget & Myers (2d Cir. 1980):

1) Out-of-pocket measure = difference between price paid and value of stock 

a. Hypothetical; fraud to SH doesn’t exist in impersonal market; potential for SH windfall; requires parity between tip and disclosure

2) Causation-in-fact theory = losses that are direct result of tipped information

a. Avoids windfall (limits recovery to amount of damage actually done to SH)

b. no recovery for breach itself; difficult to prove/high burden on P

3) Disgorgement theory = recovery limited to amount gained by tippee through fraudulent activity.

a. Deterrent effect; avoids high burden on P

b. Goes against notion that tippee’s gain should not be prerequisite for 10b-5 claim to succeed.

c. Note: Court chooses this one – “most equitable resolution of the difficult problems created by conflicting interests.” There is no perfect test.

9. Comparison to State Law remedies

a. SHs can sue corp mgrs for violating “duty of honesty” if they knowingly disseminate false info resulting in corp injury or damage to ind SHs. (Malone v. Brincat). Advantage – no “purchaser or seller” standing requirement. 

b. “Blue sky” laws: civil liability provisions. Many 10b5 elements are relaxed, allow atty fees

c. CL deceit: advantage over federal law – SOL longer, relaxed scienter requirements, punitive damages, no PSLRA. 

BH. IT THEORY

1. Generally: 

a. IT liability is the knowing misuse of MNI entrusted to a person with duties of confidentiality. 

b. “The “manipulative and deceptive devices” include the purchase or sale of a security of any issuer, on the basis of MNI about that security or issuer, in breach of a duty of trust or confidence 

2. Equal Access Theory: Fairness

a. Traditional rule is for people in possession of inside info to disclose info or abstain from trading – equal access theory (Texas Gulf Sulphur) – still true for directors, officers, and insiders with relationship of trust and confidence to corp.
b. 10b-5 says that corp info is for the corp, not personal benefit. It also says that IT is inherently unfair to other traders. 

c. Problem: chill socially useful trading, why exactly is it unfair? 

d. Really a prohibition. You can disclose and trade, but why would you? (SEC v. TX Gulf – wait 24-48 hrs). 

3. Fiduciary duty theory (of confidentiality): you’ve got to locate a duty. 

a. Chiarella v. US: Court rejected = access theory.  

1) 10b-5 doesn’t impose a “partity of information” requirement. Just because you have nonpublic material info doesn’t trigger duty to disclose or abstain. CHiarella had no duty to SHs w/ whom he traded bc he had no fid rrelationship to T company or their SHs. 

2) Abstain or disclose IF you have a duty – Relationship of Trust and Confidence!!!

b. Dirks v. SEC: tipper must have fid duty not to disclose and must obtain personal benefit. 

1) didn’t violate 10b-5 because tipper (Secrist) didn’t obtain advantage for himself. Thus, no derivative liability for Dirsks. There must be a fiduciary breach for liability – Court took the view that a breach occurs when the insider gains direct/indirect personal gain or a reputational benefit that can be cashed in later. No personal benefit in exposing fraud in this case. 

2) RULE: Tipper has fid duty + tipper gained improper personal benefit from breach. 

c. In response to Dirks and Chiarella, SEC passed rule 14e-3– imposes duty to disclose or abstain from trading on any person who obtains inside info. about a tender offer that originates with either the offer or the target.  Thus, the SEC reintroduced the equal access theory in corp. takeovers.
d. Misappropriation theory: outsider trading

1) US v. O’Hagan:  Unauthorized use of confidential information is 

a. (1) the use of a “deceptive device” under §10b: Misappropriation “deceives source that entrusted to him material, nonpublic info by not disclosing intentions – violation of fid duties. 

b. (2) “in connection w” securities trading: Fiduciary’s fraud is consummated, not when the fiduciary gains confidential info, but when he uses the info to purchase or sell securities.  

c. Fid duty to the A, which is strange. 

d. WHY: Misappropriation theory would ensure fair/honest markets and help investor confidence. 

e. Fraud on the source in connection w securities trading = violation of rule 10b-5. 

e. Duty of Confidentiality in Misappropriation Cases

1) Rule 10b5-2(b): Specifies when recipient of material, nonpublic info owes a duty of trust/confidence to source for misappropriation liability

a. US v. Chestman (2d Cir. 1991): Broker gets inside information from client (grandson-in-law of Waldbaum owner). Broker trades on information, claims no fiduciary duty. Court says client had no fiduciary obligation giving rise to broker’s obligation to abstain or disclose. Family member not involved in corporation ≠ fiduciary relationship. No RETAC ( 10b-5 claim fails.

i. Note: Broker convicted under 14e-3 – prohibits false or misleading statements in connection with tender offer. No fiduciary duty element of 14e-3. Simply looks to source of information. SEC’s way of getting around Chiarella.

b. SEC amended 10b-5 in 2000 to clarify when misappropriation by family members gives rise to liability.

i. Duties of trust or confidence arise when: (1) person agrees to maintain confidentiality; (2) person has “history, pattern, or practice of sharing confidences” such that he reasonably should know that confidentiality is expected; (3) person gets material nonpublic information from spouse, parent, child, sibling UNLESS recipient neither knew nor reasonably should have known that confidentiality was expected.

BI. Applying Insider Trading Rules under Rule 10b-5: 

1. Insiders: Insiders who obtain material, nonpublic info because of their corporate position – D/Os, employees, or other controlling SHs – have the clearest 10b-5 duty not to trade (Chiarella). 

2. Constructive (temporary) insiders: who are retained temporarily by the company in whose securities they trade (accountants, lawyers, ibankers) – are viee as having the same 10b-5 duties as corp insiders. Dirks (dictum). Lower cts have inferred status as constructive insiders in the family settings where there are expectations of confidentially. 

3. Outsiders (with Duty to source): outsiders w no relationship to the company in whose securities they trade also have an abstain-or-disclose duty when aware of material, nonpublic info obtained in a relationship of trust or confidence (O’Hagan). Outsider’s breach of confidence to info source deemed deception that occurs “in conncection with” securities trading.

4. Tippers: Insiders/outsiders w/ confidentiality duty who knowingly make improper tips are liable as participants in illegal IT (Dirks). Tip is improper if tipper anticipates reciprocal benefits – such as when she sells tip, gives to family/friends, expects tiippee to return the favor. Liability extends to sub-tippers.  

5. Tippees: Those w/o confidentiality duty inherit a 10b-5 anstain or disclose duty if they knowingly trade on improper tips. (Dirks). Liable for trading after obtaining material, nonpublic info he knows/reason to know came from a person who breached a confidentiality uty. Subtippees too. 

6. Strangers: No duty (Chiarella). Overhearing, developing on own, are fine. 

BJ. Rule 14e-3: Rule prohibiting trading based on MNI about unannounced TOs. 
1. In response to Dirks and Chiarella, SEC passed rule 14e-3 in response – imposes duty to disclose or abstain from trading on any person who obtains inside info. about a tender offer that originates with either the offer or the target.  Thus, the SEC reintroduced the equal access theory in corp. takeovers.
2. 14e allowd rules aimed at “fraudulent, deceptive, or manipulative acts or practices, in connection w any TO” 

3. Rule prohibits, during TO, trading by anyone w MNI about offer obtained by T or A. 

4. No need to prove breach of fiduciary duty for a personal benefit (vs. O’Hagan). 

5. 10b-5 vs. 14e-3: US v. Chestman (2nd cir 1991): Chestman (broker) convicted under 14e-3 – no duty needed, but not 10b-5 misappropriation theory because family tupper had no duty to family to guard personal information. 

BK. Regulation FD and Selective Disclosure

1. FD (2000): forbid public companies from selectively disclosing MPI.  Equal access rules. 

a. Reponse to Dirks situation – Analysts. 
b. Selective disclosure of info from companies may be corrupting analysts! They need useful, new information. You can either read the market or you have a good source of inside information. Ends up being bribery – give me a “buy” if I invite you to conference call. Analysts giving higher than warranted rating. 
c. Analysts, broker-dealers, any kind of selective information is prohibited. Either disclose to all or disclose to none. Which is why today conference calls are open to everyone

BL. SECTION 16b – DISGORGEMENT OF SHORT SWING PROFITS

1. Coverage of § 16 of Securities Exchange Act of 1934

a. RULE = If officer/director trades in company’s stock within six months ( presumption is done on inside information. Profits go to corporation.

1) If person has inside information and exercise substantial management responsibilities = officer. 

b. Applies

1)  only to trding in the Equity Securities of a corp whose stock is registered under § 12 of the Act – ie, Registered Companies (any company w ANY stock listed)

2) only to qualifying D/Os, SHs who own more than 10% of any class of the companys equity securities. 

c. Essentially: 

1) If youre a D/O/10% SH and you trade in company stock, short term profits go to the company. 

2) This is the only section in which Congress created an obligation wrt info, and created a right to recovery on behalf of the company (similar to Brophy). 

2. §16(a) Reports: requires reports by qualifying D/O/10% SHs about any transactions in corp securities (within 2 days –Sox §403). Disclose amt of beneficially owned securities and the price paid in any purchase or sale. 

3. §16(b) Disgorgement of Short Swing Profits – Mechanical Test

a. Rule: Imposes automatic, strict liability on qualifying D/O/10%SHs who make a profit in short swing transactions in a 6 month period. No scienter required. Recovery (disgorgement) ( corp. Suit may be brought by corp or SH in derivative suit. 

b. Problems: 

1) BLR is over and under inclusive – broadly covers short swinf rading w/o use of inside info/wrongful intent, but fails to cover abusive IT occurring outside 6 mo window or by those not insiders under 16  

2) Huge problem: financial markets develop. If you have stock you can enter into a lot of transactions that monetize the stock (but don’t liquidate)—swap transaction. A swap transaction is a trade – u create a derivative, a K that 2 parties agree to make a payment to each other under certain circs/times, the amt of which will be determined by an underlying asset which they don’t own. 

c. Short swing algorithm

1) (1) Identify an insider 

a. Officer or dir status at either sale or purchase: Qualifying D/Os (not 10% SHs), official status at time of purchase OR sale is enough. 

b. SH status (10%) “immediately before” both transactions: For 10%SHs, person must have had more than 10% immediately before purchase nd the sale. 

i. Why: less likely to have access to inside info ofr to corp control mechanisms than D/Os. 

2) (2) Match any transactions that produce a profit: 16b is predicated on matching purchase w sale, regardless of order, during any 6 mo period in which the sale price is higher than the purchase price. 

a. Recvoery: Generlly match later lowest cost purchases w earlier highest cost sales. 

4. Special Interpretive issues: 

a. “Officers and Directors” – interpreted to reach persons/entities who don’t fall w/in literal definition but who are functionally equivalent for purposes of insider access. Question is whether D/O had recurring access to nonpublic info. 

1) Functional officers, deputization. 

b. Unorthodox transactions – “Purchase or sale” 

1) Unorthodoz transaction by a hostile bidder (then 10%SH) in a takeover contest isn’t matchable “sale” if thereres no evidence of abuse of inside info. (Kern Country land Co v. Occidental Petrolleum corp, US 1973)

a. Occidental successfully bid for 20% of Kern’s stock. Ern mgmt found a white knight (Tenneco) that agreed to buy Kern in merger. Under merger terms, “Old Kern” merged into Tenneco ( “new Kern.” Old Kern SHs got Tenneco preferred stock for their old stock. T granted O an option to sell T preffered stock (after merger) at a premium, and O agreed not to oppose/vote merger. 

b. Was there a sale to be matched w TO purchase? P argued there were 2: 

i. Option granted to O (w/in 6 months of original purchases, though exercisable after 6 mo)

ii. O exchange of “new Kern” stock for T preferred stock in merger – in 6 mo peroiod. 

c. “Unorthodox” transaction and not properly treated in the mechanical and technical way that conventional short term sales are treated. So, question: whether this D was in a position to profit from inside info. NO. So, merger didn’t give rise to the risks that Section 16’s remedy was designed to protect against and was not covered by Section 16.

i. Is a merger a sale by ME, if im an officer? The SHs did it, the Bd did it, I didn’t do it! So this is an open question. A share for share merger like here is more likely to NOT be a purchase or sale, and a cash merger is more likely to be. But theres always an argument that a liquidation is not a sale by me. Unsettled area of the law. 

d. Option theory: granting option for 9M was itself a 16b transaction – bc acquisition wof Tenneco shares in merger was recent purchase OR bc it was a sale w/in 6 months of Kern shares that had been concerted into Tenneco shares. 

i. Rejected – option merely set up possibility of a future sale, might never happen or w/in 6 months. 

ii. But with the development of the derivative markets, we cant have a rule that says that an option is not really a sale. So now, the SEC has written a new regulation that DOESN’T follow this theory – if u essentially monetize an investment it will count as a sale. 

e. Note: Merger – statute is very mechanical/procedural. But if you apply it mechanically then it can end in really bizarre results. 

	XiII. FUNDAMENTAL CORPORATE CHANGES 


BM. TENDER OFFERS

1. Generally 3 options to take over  company: 

a. Proxy Contest: Solicit prozies to oust incumbent board and install suitors slate of Dirs (Proxy contest). Have to win over SHs though. Costly, often unsuccessful. 

b. Combined Proxy contest/TO: Solicit proxies to replace borad on promise that it will make a TO after the new board removes any TO impediments installed by the old board. This 2-step bid is more costly than a straight TO but may be necessary. 

c. Tender Offer: 

1) Generally TOs: Seek to buy controlling block at above market price

a. Bidder will buy <5% of shares—13(d) issues if ≥5%

b. Create shell corporation which will receive funds from bidder to complete the share purchase( later merged with the target company

c. Possible threat of back-end merger with cash out at lower price than tender offer (then prevailing market rate, i.e. no premium)

2) WHAT IS A TO? (Brascan v. Edper Equities, Ltd; SDNY 1979) SEC lists 8 factors to determine whether acquisition is TO

a. Active and widespread solicitation of public SHs

b. Solicitation is made fort substantial % of issuers stock

c. Premium over prevailing market price

d. Terms of the offer are firm rather than negotionable

e. Whether offer is contingent on tender of a fixed min # of shares

f. Whether the offer is open only for a limited period of time

g. Whether offerees are subjected to pressure to sell their stock

h. Whether public announcements of a purchasing program…precede or accompany a rapid accumulation. 

3) Duties with TO -- 

2. FEDERAL REGULATION OF TENDER OFFERS (TO) (See also duty of loyalty for parent-sub bc these are generally 2 step deals) – No board approval!!!!!

a. Williams Act (1968): Set of amendments to the Securities Exchange Act of 1934. 

1) Regulates stock purchases that affect corp control. Applies to all public corps whose securities are registered under § 12 of the Exchange Act – 

2) Note: some say Act has a pto-T bias. Right after Act premiums increase 32(53%, takeover frequency declined. But then again, it delays proceedings so mgmt can mount defenses
3) Substantive terms of offer: 

a. Minimum open period: TO must be left open for min of 20 business days (Rule 14e-1). If any changes, +10 days. (14e-1)

b. Withdrawal rights: SHs can revoke tenders at any time while TO is open (Rule 14d-7). 

c. All holders: TO must be open to all SHs and not exclude any, for same price. (Rule 14d-10(a)(1)

d. Best price: Each SH must be paid same price as any other. 14d-10(a)(2). 

e. Pro rata purchases: When a bidder seeks only a partial TO, and SHs tender more than what he seeks, bidder must purchase tendered shares on a pro rate basis (Ex. Act 14d6, Rule 14d-8). 

f. No outside purchases: bidder can purchase outside the TO while it is pending (Rule 10b-13). 

g. Public statements regulated!

4) Early Warning System to corporate managers – §13 TA \l "1934: §13" \s "1934: §13" \c 2 d

I. If offer for 5%+, must file 13D form with lots of information 

a. Passive investors (financial institutions that buy and sell stocks all the time and have to plan to affect control) ( can file less burdensome 13G form
5) 13e-3: special disclosure for going private transactions

a. Since Weinberger, generally challenged as breach of fiduciary duty.
b. In response to Dirks and Chiarella, SEC passed rule 14e-3 in response – imposes duty to disclose or abstain from trading on any person who obtains inside info. about a tender offer that originates with either the offer or the target.  Thus, the SEC reintroduced the equal access theory in corp. takeovers.
c. 14e allowd rules aimed at “fraudulent, deceptive, or manipulative acts or practices, in connection w any TO” 

d. Rule prohibits, during TO, trading by anyone w MNI about offer obtained by T or A. 

e. No need to prove breach of fiduciary duty for a personal benefit (vs. O’Hagan). 

f. 10b-5 vs. 14e-3: US v. Chestman (2nd cir 1991): Chestman (broker) convicted under 14e-3 – no duty needed, but not 10b-5 misappropriation theory because family tupper had no duty to family to guard personal information. 

6) 14e = Antifraud– (similar to proxy fraud XE "Fraud"  statute, §14a9; Virginia Bankshares TA \s "Virginia Bankshares, Inc. v. Sandberg" ) 

a. Virginia Bankshares. Once tender offer has commenced, cannot trade on inside information. Source of fiduciary obligation is irrelevant.
7) NOTE: 

a. 10b-5: significant effects in takeover context

i. regulates issuers disclosure of merger negotiation

ii. regulated IT about takeover plans, whether or not relating to TO. 

b. Williams Act Enforcement: Remedies

1) Damages – Sometimes. 

2) Injunctive relief – have to show irrepeerable injury. But most lower cts say corrective disclosure/interim standstill injunctions ok.

BN. Combinations – AN INTRODUCTION

1. Merger Theory

a. Sources of M&A efficiency gains:

1) Economy of scale – each unit is cheaper b/c you’ve increased the scale of your opportunities

2) Economy of scope – can spread costs over different products/opportunities

a. Vertical integration – same idea

3) Replacing under-performing management – if scale and scope are right, it may still work better with better managers (smarter, better incentives, etc.)

4) Disciplining hypothesis – new mgmt team can do better, in As opinion. SHs reap value of investment. Takeover threat hekos all firms. 

5) Synergy: business has synergistic value to A. 

b. Negatives:

1) Integration problems – lawyers don’t focus on bringing together the 2 business units

2) Monopoly – e.g., Standard Oil was motivated by this monopoly power

3) Exploit irrational markets – e.g., Tyco was huge in M&A from 1998-2000

4) Exploit minority shareholders – might pay public a cheap price; parent-subsidiary situation

5) Market myopia: markets undervalie firms longterm prospects. 

6) Empire building: executives make more money when firms are larger. 

7) Goring: SH gains expense of oters – employees, credotrs, customers, tacpayers. 

c. Steps to the merger: 

1) Negotiate/info gathering

2) Merger agreement, exception list, representations and warranties

3) Board recommendation to SHs

4) SH vote (§ 251)

a. SH of each corp vote, maj of outstanding stock needed

b. Appraisal rights available if “no”

5) No vote necessary for large company when absorbing small one (<20% value)

d. Protection in a merger: 

1) Approval processes

2) Fiduciary duties: If merger is w a controlling SH (parent corp) or otherwise involves a conflict of intrerst, the merger is subject to review as sef-dealing transaction. 

3) Disclosure duties: issuance of stock in a merger is a “sale” under fed securitises laws. SHs who receive publicly traded shares for their stock are entitled to prospectus disclosure and receive antifraud protection under the fed securities laws. 

2. SH Approval

a. Depends on three factors:

1) (1) significance of issue

2) (2) ability to exercise informed judgment (investment vs. business decisions)

3) (3) potential severity of agency problem

b. RULE = SH approval required for those transactions that change the board’s relationship to its SH + reduce SH ability to replace board members (3rd factor dominates) 
3. Mechanics

a. Confidentiality and Standstill Agreemen

1) After initial meeting, acquirer engages in due diligence. SEC and available financial statements make info-gathering easier

a. Hostile takeovers more risky b/c no due diligence available from targe

2) Both parties worried about confidentiality (particularly target company)

3) If deal doesn’t happen, all information must go back. Strict confidentiality and limited use.

4) Standstill: Acquirer promises that if negotiations fail ( won’t try takeover. Cannot acquire more stock. If target enters into other deal ( Acquirer freed from standstill 

b. Exclusivity Agreement

1) No shop. Target can negotiate only with acquirer. 

2) Wachovia/WaMu/Citigroup – what are legal consequences?

a. Court cannot force deal to go through. Most likely = out of pocket damages resulting from reliance on exclusivity agreement

c. Merger Agreement

1) Agreement in principle on price and structure, subject to nothing crazy revealed by due diligence

a. (1) Statement about what kind of deal this is

b. (2) Representations and Warranties

i. Financial filings are true and correct

ii. Acquirer wants statement of liabilities from target

iii. Purpose is to flesh out information

iv. Less necessary/useful w/r/t public companies – information is pretty good already + cannot enforce breach against public SHs 

c. (3) Covenants

i. Control risk for acquirer of target screwing up deal before closing

ii. Lockups = designed to increase likelihood that deal will close. Increasingly scrutinized by DE courts ( harder to close deal at signing.

1. Highly negotiated

2. Asset lockup = rights to acquire corporate assets that become exercisable upon triggering event (i.e. target vote disapproving merger, target board’s decision to enter into alternative merger agreement)

a. Been nonexistent since Revlon.

3. Stock lockup = option to buy block of securities of target company’s stock at stated price (usually deal price)

a. Have disappeared since Financial Accounting Standards Board eliminated pooling of interest accounting

4. E.g. seller commits to engaging in only ordinary business

5. E.g. “no-shop” covenant with “fiduciary out” provision ( cannot seek out other offers

6. E.g. pledge of best efforts to bring deal to close

d. (4) Closing Conditions

i. “bring down” reps and warranties to closing while waiting for reg approvals, SH approvals

ii. Nothing materially adverse can occur between signing and closing

e. (5) Termination Provisions

i. Drop-dead date ( estimate of reasonable time to get all approvals, if it doesn’t happen, parties walk away

ii. Termination fee = cash payment in the event that seller elects to terminate merger or otherwise fails to close. Can preclude taking competing offers

iii. Compensation for effort put into negotiation + deal protection

f. (6) Additional protections for Acquirers

i. Match Right – acquirer has contractual opportunity to match any competing offer (right of first refusal)

ii. Indemnification – contractual obligation to pay damages in case of breach of representation or warranty. 

d. Considerations

1) Costs, speed, liabilities, information known and unknown, accounting treatment, regulatory hurdles, threats from alternative acquirers

2) Timing

a. Both parties want to close deal quickly

b. All-cash, multi-step acquisition is generally fastest

c. Merger requires SH approval – can be a few months for clearance and distribution of proxy materials

d. Title transfers required in asset acquisition slow the process down

e. Two-step transaction not particularly quick if it involves stock acquisition (has to be registered with SEC – takes several months)

f. If there are lots of regulatory hurdles, one-step merger may be best bet.

e. Formality vs. functionality

1) Corporations law is formalistic. People can predict the legal consequences of their actions.

2) De facto merger doctrine ( When transaction has the same economic effect as a de jure merger, SH should have the same protection.
a. DE rejects this – adopted the independent legal significance doctrine which says transaction resulting in exactly the same economic consequences as a merger (say, a sale of all assets), is governed by the lesser SH protections of sale of assets.

BO. ACQUISITIONS: 

1. Sales of assets/Stock for Asset: 271

a. Generally: 

1) A’s shares used to purchase all or substantially all of Ts assets ( liquidation and distribution of assets to SHs. 
a. Katz v. Bregman (Del 1981): Court says 51% of assets constitutes “all or substantially all” and SH approval required. SH vote protected on important transactions. Not all courts apply liberal reading. RMBCA says should be interpreted literally.
2) Costly: Identify all assets, confuct due diligence, make warranties, confuct formal transfer. 

3) Pros: Maintain liability shield (unless ufta)

b. Approval 

1) Board approval 

2) T SH approval  (DGCL 271); A SH approval: If A issues new shares that have voting power equal to 20%+ of corporate voting shares prepurchase. 

c. No appraisal rights DE (271a)

d. Potential Liability – doesn’t generally assume liabilities of T except: 

1) Successor liability ( tort claims against manufacturers now owned by different company

2) Environmental cleanup expenses imposed on “owners” or “operated”

3) Fraudulent conveyance Act applies

2. Stock Acquisition: NO DGCL PROVISION

a. Tender offer - Privately negotiated purchases—individual transactions with shareholders

b. Approval Requirements

1) No need for acquirer shareholder’s approval

2) Exceptions requiring shareholder vote

a. if there are not enough unissued shares for the transaction( amendment of the charter to issue more requires acquirer shareholder vote

i. If the share exchange would increase the total number of  shares outstanding by >20% 

ii. NYSE Requirement—if the acquirer is listed on the NYSE + the number of shares would increase by >XX?( the transaction must be supported by a majority of all shares entitled to vote, not just of the actual votes 

3) Impact on Minority shareholders

a. There is likely to be a minority of shareholders who do not participate(  may be cashed out by a back end merger

c. Pros: Fast, easy. Cons – outstanding minority, regulatory requirements. 

I. Two-step transaction

I. Friendly deal that calls for two stages

I. Step 1 = tender offer at negotiated price

I. Step 2 = merger at same price

I. Often executed as triangular merger.
BP. Mergers 

1. Statutory merger – 251 

a. Two companies merge, resulting in surviving entity that assumes all assets and liabilities of both constituent companies. Filing merger doc. 

b. Approval: 

1) Board approval from T and A (DGCL 251(b))

2) T SH approval (DGCL 251c); A SH approval when

a. Survivors charter isn’t amended

b. Security held by surviving corporation wont be exchanged/modified

c. Surviving corp’s stock wont be increased by more than 20% (DGCL 251(f)) 

3) DGCL 242(b)(2): class voting rights to preferred stock is their rights are adversely affected by a charter amendment (formal rights, not simple economic interests)  (see above)

c. Appraisal rights: for dissenting SHs  (DGCL 262). 

d. Pro – low cost, con - liability

2. Short Form Merger (Subsidiary ( Parent)

a. Parent owns 90%+ of subsidiary, approval of T board, no SH  (DGCL 253). 

b. Appraisal always available to T SHs as exclusive remedy

3. Squeeze out merger

a. Controlling eliminates minority interest by purchasing at low price.

b. Good for highly leveraged takeovers. Controlling SH acquires unfettered access to assets to repay takeover debt. Treats minority SH unfairly.

c. Obvious conflict of interest. But efficient.

d. This is Weinberger – 2nd step of hostil takeover. 

4. Triangular merger: Merger + Liability shield

a. Acquirer creates wholly owned subsidiary which then merges with target company.

1) If subsidiary is surviving ( forward triangular merger

2) If target is surviving ( reverse triangular merger

b. Why: meet antidiversification requirements or insulate parent from liabilities. 

c. Approval requirements: Same in forward and reverse

1) Board approval required for creation of A’s subsidiary corp

2) T’s board must approve plan of merger + obtain majority SH approval

3) (page 471 – it is possible that approval of buyers parent would have to vote under nyse in triangular, though not under DE)
d. Pros- liability shield, low cost, speedy. 

e. Dissenting T SHs get appraisal rights. 

5. Freezeout

a. How: A acquires majority of T’s votins shares. A merges with T. Plan calls for disparate treatment of T sharsheld by A and other SHs. A retains T shares, other T SHs get other consideration (EG: cash, nonvoiting debt securities). 

1) When cash is given: “Cash out merger”

b. Standard of Review: After you show fair process, courts are divided. You either get BJR or burden is shifted to P in fairness test (Weinberger)

c. Procedural steps to say that even if it’s not a fair price, it’s still a fair transaction:

1) Complete disclosure – w/o that, it’s an independent violation (Securities Act §14 TA \s "1934: §14" )

2) Majority of the minority agreement

3) Promise to consummate short-form merger (§253 TA \s "§253" ) on same terms

4) No retributive threats; if coercive, then you’ll follow Kahn v. Lynch
BQ. APPRAISAL REMEDY

1. Key: Surviving company SH may not get appraisal rights so knowing which company survives is ciritical. 

2. Remedy available: SH who disagrees with merger can sell back shares at value = value immediately before trigger transaction 
3. RULE: No vote, no appraisal (unless short form)
4. Transactions w/ appraisal – statutes specify Or in charter. 

a. Statutory merger  –

1)  T- Yes (DGCL 262(c)) ; A –Yes, Except: whale-minnow, or if SHs have “market out” (251g, 262a/b) 

b. Short form merger: 

1) T – generally yes (despite not voting); A – no. (DGCL 262b)

c. Sale of Assets, Charter Amendments: Significant variation. 

1) No, unless provided in the corp charter (DGCL 262c)

d. Dissolution: Generlly not bc all SHs get pro rata distributions; would disrupt winding up process. 

e. Stock for stock merger – Not if publicly traded

1) No appraisal in stock for stock merger if before and after merger the shares are traded on a national stock market or held by more than 2000 SHs of record (DGCL 262b1, b2). Rationale: dissatisfied SHs can just sell on market. 

f. Triangular merger 

1) A –No; T – Yes. 

5. Market out exception (DGCL §262)

a. Remedy is available UNLESS there is a market. 

b. No market ( appraisal IF you get anything other than stock in well-traded security (eg cash) 
6. Appriasal proceeding (DE 262): 

a. YIn DE: 

1) Preserve right to appraisal (seek appraisal or vote for merger) – must give written ntice. Must NOT voe for change. 

2) Exercise right to appraisal: W/in a few days of notice, must accept terms of change or demand payment. 

3) Bring appraisal action – in ct. initially bear all litigation expenses. 

b. “Fair Value:” 

1) General rule: value the whole enterprise as a going concern (In Re Vision Hardware), followed by proportional value of each share. 

a. DGCL 262(h): Fair value determined without reference to transaction that triggers appraisal. Generally cts look to value immediately before corp action. 

b. DE courts can take into acct firms earnings potential after merger so long as this is not speculative (Weinberger). So, new business strateguy implemented after merger approval but before effective date, could be used in valuing dissenters shares (Cede v. Technicolor 1996). 

c. Credit for increase in share value created between steps 1 & 2 of merger. 

2) No market based discounts (minority, liquidity)

3) How to do it: 

a. Traditional “block method:” Old way—weigh past earnings, market price, asset value. 

b. Modern valuation: Discounted Cash Flows used to value going concern value of enterprise. 

i. Block method fails to recognize that shares are valuable bc they represent a prpmise of future income (Weinberger). Look to elements of future value provided they are susceptible of proof. 

ii. DCF: use dscount rate to take into acct the time value of money and the risks of those future flows. (See p 630 for ex). 

iii. In DE, cts can take into acct firms earnings potential after merger so long as this is not speculative (Weinberger). So, new business strateguy implemented after merger approval but before effective date, could be used in valuing dissenters shares (Cede v. Technicolor 1996). 

7. Exclusivity of Apprasial

a. Merger dissent remedies ( either damages (recission – based on value of shares if transaction have been originally rescinded) or appraisal. 

b. Generally

1) 1-step merger between firms without shared ownership + arms length transaction ( appraisal = exclusive remedy (Cede v. Technicolor)

2) Parent-subsidiary merger( appraisal non-exclusive to a fair price claim (Cede v. Technicolor)
c. Non exclusive appraisal if either:

1) Approval obtained fraudulently, gross unfairness and fiduciaries breached duty of fair dealing, the transaction didn’t comply w formal approval requirements (Weinverger). 

d. Can seek simultaneously in DE (Cede & Co 1988). 1 recovery though.

1) DE cts permit SHs to bring sepearate, alternative claims challengeing merger on procedural grounds if discovered during appraisal proceeding discovery (Cede & Co). Election of remedies isn’t exclusive can be considered simultaneously. But P is limited to single recovery – fair value (appraisal action) or recissory damages (firness action). 

BR. FIDUCIARY DUTY OF LOYALTY IN CONTROLLED MERGERS

1. Controlling SH’s self-interest as SH conflicts with obligation to conduct “control” fairly

2. Fiduciary duty arises when controlling SH uses de facto power to do what ordinary SH could not

a. Inherently suspect. Need judicial review to ensure fair price.

3. Who is a controller

a. Legal – 51%?

b. Factual – do u have actual control? Fact specific: 

1) Can if they are 15-20% owners, and theyre CEO and control bd and not many other large SHs. 

2) 35-40% -- sort of more obvious that control is present. Though it has been held that 40% isn’t control – its fact dependant. (46% not control has been found)

a. Katz v. Bregman (Del 1981): Court says 51% of assets constitutes “all or substantially all” and SH approval required. SH vote protected on important transactions. Not all courts apply liberal reading. RMBCA says should be interpreted literally.
4. ENTIRE FAIRNESS TEST: 

a. Fair process. Look at 3 things 

1) Disclosure – disclosure to board. 

a. Invalidaed if just fraud. 

b. No fraud + inadequate disclosure = different approaches. 

i. Full disclosure as relevant to fairness

ii. Full disclosure of all material information including profit, is necessary (Hayes Oyster Co v. Keypoint Oyster Co – invalidating transaction even though terms were fair on ground that dir failed to disclose interests). 

2) Disinterested Independent Dir Approval – Composition of the bd or committee that approved transction 

a. Actually independent? Was there really good process? 

i. How do we know? Committee members must be independent, informed, active participants in deliberations, appropriately simulate arms length negotiation. 

1. Role of interested director in transactions initiation, negotiation and approval. 

ii. Did it look like an arms length deal? 

1. Yes ( shift burden to P to show it is unfair (Kahn v. Lynch – no BJR for controlling SH w inherent potential tp coerce/inflience SH vote). Because committees have limited leverage 

2. No ( prove entire fairness. 

b. Way to get around indep committee( make unilateral tender offer to buy all outstanding shares contingent on majority of minority tendering then do back end merger (w/90% no need for action from target board), gets same effect w/o negotiation—Pure Resources (tender offer satisfies duty of loyalty( angry minority gets appraisal NOT Weinberger class action remedy)
3) SH Ratification -- Approval by min SHs, after full disclosure, buttresses (not guarantee!!!) procedural fairness, shifts burden to challenger to show lack of entire fairness. Advisable to condition merger on approval by specified “maj of min” even though not required. 

4) Weinberger: “when the transaction was timed, how it was initiated, structured, negotiated, disclosed to dirs, and how approvals of the dirs and SHs were obtained.”

b. Showing Fair price

1) Weinberger rejected block method. Said valuation had to take into acct “all relevant factors” including DCF.

a.  This method looks at company’s anticipated future cash stream and then, after making assumptions abt risk free interest rates and company risk, figures out how much present cash would produce future stream. Present cash = worth of company. 

2) Price fairness must take into acct “all relevant fctors.” “Speculative elements of value” arising from merger are exvluded, but non speculative pro forma data and projections susceptible of proof as of date of merger may be considered (Weinberger). Means parent must share w min SHs any financial, operational, tax gains, expected in merger (Cede & Co, accepting valuation in appraisal based on actual results of acquirers partially implemented business plan, not liited to premerger strategy). 
5. Controlling tender offers

a. Solomon v. Pathe (Del. 1996): No entire fairness. No right to fair price if activity is not coercive. Tender offer treated as non-coercive transaction
6. Parent-Subsidiary Dealings

a. Dealings with partially owned subsidiaries: risks of control absue. Examples: 

1) Dividend policy, Share transactions, Parent-subsid transactions, Usurpation of opportunities.

b. Judicial review of parent-subsidiary dealings – Fairness, note Sinclair. 

1) Standard: If min shows parent preferred itself at min’s expense ( fairness review. If not, fairness review. 

a. Sinclair: Min SHs must show a clear parental preference detrimental to the subsidiary! If they show that, courts assume parent dominates subsid’s board and places burden on parent to prove entire fairness. So minority cant get proportionate shares of all dividends, corporate projects are not corporate opportunities. 

b. Now – proportionality is just part of the inquiry. 

2) No self dealing ( BJR!! 

3) Approval by maj. of disinterested SHs ( Plaintiff shows unfairness. 

4) Remedy:  Same self-dealing dirs. 

a. Rescission unless inadequate or impossible. 

b. When controlling SH transacts in the corps stock to the detriment of the minority, cts permit minority SHs to sue directly and seek either equal treatment in the transaction or a recovery based n what minority would have received absent the breach. 

7. Squeeze out/freeze out transactions

a. Squeeze out: controlling SHs try to eliminate min. interests (eg: buy out). 

b. Inherent conflict of interest! Parent wants to minimize payment to min SHs. Min is vulnerable bc parent controls board AND has voting power to approve tranaaction over minority

c. Types of transactions: 

1) Squeeze out merger – parent and subsidiary agree to a merger under which the subsidiarys min SHs receive cash/consideration for shares. Parent retains subsidiarys shares and becomes sole SH or subsidiary merges into the parent as a new division. After acquiring a voting maj, acquirers use it to consolidate control. 

2) Liquidation: Sub sells all assets to parent, then dissolves and is liquidated. Minority SHs receive pro rata distribution of sales prie. 

3) Stock split: subsid declares reverse stock split reducing outstanding shares. All min SHs hold fractional shares, subject to mandatory redemption as under statute. 

d. Standard: “Entire fairness test” – (Weinberger v. UOP, Del 1983)

e. Squeeze out merger may NOT purposefully be timed by parent to avoid obligation to pay higher price (Rabkin). Merger cant blatantly advance parents interest at expense of min SHs.  

f. Remedy In Squeezeouts – 

1) Traditional remedy for unfair self-dealing, rescission, is often not possible bc it fundamentally changes the corp structure. 

2) Appraisal Exclusive: when price is challenged, but not if procedural fairness or adequacy of disclosure is challenged. 

a. If minority SHs prove squeezeout is unfair, appraisal rights are excusive remedy normally (Weinberger). 

b. But when merger is challenged on basis of fraud, misrep, self dealing, deliberate waste, overreaching (no fiar dealing)( appraisal not exclusive (weinberger). 

3) Consolidated Proceedings:

a. DE cts permit SHs to bring sepearate, alternative claims challenging merger on procedural grounds if discovered during appraisal proceeding discovery (Cede & Co). Election of remedies isn’t exclusive can be considered simultaneously. But P is limited to single recovery – fair value (appraisal action) or recissory damages (firness action). 

b. Appraisal only deals w a small class, whereas recissory damages can be brought as an actual class action – incnetivize lawyers. 

4) Director Liability: Usually to parent corp, not dir. And usually even if they did, exculpation provisions usually insulate from liability. But sometimes can. 

	XIV. Takeover defenses 


BS. GENERALLY

1. Exposes mgmt to SH control. Tension between mgmt discretion and SH liquidity rights/voting power. When SHs receive a bid, what role should mgmt have in assessing bid? 

2. Theyre not parent/sub deals – no fid obligation of fairness

3. Arms length – A merger w B

a. Generally would be BJR. In the 1980s, start to relize more is needed. 

BT. Dilemma of takeover defenses: 

1. Bd Of Dirs: No formal role in TOs. Thus Williams Act was passed for mgmt’s greater ease in this matter. 13d provided an early warning device, so mgmt would get information. 

2. Passive/Active Defenses: 

a. Passivity Thesis: Hostile bidder premises bid on ousting incumbent mgmt. Always conflict of interest: SHs seek a premium price, while mgmt’s interest is obviously in opposing hostile bids (entrenchment). Suggests mgmt shouldn’t be involved in this situation, or interpose obstacles. Some say managers overestimate how good they are, and don’t recoup the lost $$ if they deny. 

b. Activist thesis: Despite potential for conflicts of interest, bd is uniquely able to use corp resources to further SH interests. Bd can negotiate on behalf of dispersed SHs. Otherwise SHs don’t have a bargaining agent, so Bd can fulfill the meditative role. A Bashful board can be a a happy medium. 

3. Also note: 

a. Passivity thesis assumes Dirs will be closely aligned w senior execs, Activist thesis assumes ind directors will pur aside mgmt relationship and focus on SH value. 

b. Passive/active dilemma also turns on whether bd should be responsible to people other than SHs – employees, credtors, suppliers, customers, communities. 

BU. Some board defenses: 

1. Put debt on the balance sheet: this makes it more difficult to get financing to complete deal

2. Sell assets: get rid of the things that make the company an attractive target

3. Self-tender at a good price; would have to exclude purchaser (Unocal TA \s "Unocal Corp. v. Mesa Petroleum Co." )

4. Borrow money: puts debt on the balance sheet and can have terms in agreement that make it unattractive to takeover person

5. White knight: find a friendly person; not the 1st option, since you’d still be giving up control

a. ‘White Squire’ – investor who wants to buy a block of stock (maybe 10%); tends to get preferred stock w/stated dividend and conversion right to common stock (if desired) 

1) Can give the preferred stock enhanced voting rights, so maybe 10% of stock but 25% of voting rights if 19.9% or less of voting rights and “blank check preferred” in charter

6. Poison Pill: flip-in and flip-over (most pills have both elements today)

BV. Posion Pill: 

1. Purpose: designed to compel a bdder to negotiate w the board, ostensibly to assure SHs and other corp constitutents fair treatment. 

2. Effect: Give the board the same power in TO as in mergers/sales of all assets. 

3. Theory: if youre the dir of T, someone has taken control over T and is proposing a merger, you look at your capital structure of your company and see those rights issued. Those rights have legal terms – so you as a Dir cannot do a merger which doesn’t honor the terms of this security. 

a. The whole point is that dilution, if it works, will be so great that the 2nd step merger will never be able to go through – I will be stuck w controlling share of company. 

4. How it works:
a. Bd declares dividend of preferred stock that they create from blank check preferred authorized in charter (do not need s/h approval to create pill). 

b. The preferred stock usually provides the right to buy stock in the corp., but it is highly out of the money… essentially worthless. 

c. However, upon certain triggering events, usually if someone becomes a 20% SH (percent is flexible) w/o bd approval, additional provisions detach from the security that that give special rights to s/h that make takeover extremely expensive. 

d. If the person who triggered pill did a transaction w company itself through a TO or whatever, he will probably get control of Bd/Assets, and do a merger. When he does a merger, the pill says that the right trading freely gives a right to buy As stock at ½ price. 

e. Gives power to redeem to board itself.

f. The bd can normally pull the pill at any time.

5. Two kinds of pills

a. Flip-over pills (original, Moran – see above.) – SH gets right upon merger to buy stock of acquirer at reduced price.  Legally allowed since when the person does the merger, he gets the obligations of the co. he is merging with.  However, raiders figured out a way around it by taking control, but never formally merging (no defacto mergers in most states).  Not used much

b. Flip-in pills –simpler. The other SHs can buy the stock of the corp. itself at discount ( dilution effect.  The person triggering the rights does not have the right to buy the stock at a discount. 

6. Legal questions

a. Can these securities validly be created without amendment to charter (and shareholder vote)?

1) Moran v. Household International (Del. 1985): Court holds that Rights plan is valid under DGCL.

b. Can flip-in pill legitimately discriminate against acquiring shareholder?

1) Unocal says YES.

7. In Moran, the ct held that poison pills were valid and that s/h do not have a right to receive takeover premiums. 

8. Does the pill have to be redeemed? No, it seems. 

a. Moran said that there is a fiduciary duty to remove the pill if there is no threat to SHs

b. Interco – DE Ch Ct says no. The bd at some point must redeem poison pill. 

c. Time Warner – DE Sup Ct disapproves interco and the poison pill is now a showstopper defense. 

9. THEORY

a. Policy questions

1) Are pills useful for shareholders or just management protection devices?

a. Easterbrook (neoclassical model) = Change in control is good. We shouldn’t protect management from tender offers. Best and most capable Board should be in control. Not about shareholders, either.

b. Gibson/Babchuk (moderate) = Boards should have some power to negotiate, but should not have power to preclude these transactions.

c. Lipton = Assumes Board members are loyal and honest and markets for shares are imperfect. We should empower boards who know what’s best to protect shareholders who have less information

i. Counter arg = PP in hands of disloyal managers is BAD. Will be used solely as board entrenchment.

2) Empirical Studies

a. Companies with poison pill are subject to hostile takeovers no less than companies without.

b. Shareholder premium for companies with poison pill tends to be slightly higher than for those without

i. Supports use of PP. Cannot prevent truly underperforming company from being taken over

ii. PP can be adopted at any moment – not much difference between formally having one and not. Basically, every corporation has one.

c. Strongest defense = poison pill + staggered boards.

3) Current status

a. Shift in focus in M&A law to governance issues  -- comeback, but not as hstile. 

b. Institutional investors have always been against poison pill, regardless of empirical evidence. They believe they should have the vote.

i. Pushing for redemption of pill

ii. Also pushing to eliminate staggered boards.

BW. State Fiduciary Review of Takeover defenses
1. Generally

a. Used to be just Nonconflicted ( BJR; Conflicted ( intrinsic fairness test (problematic)

b. Under state law, can bd adopt takeover defenses consistent w fid duties to corp and SHs? Traditional fid duty model = tension. Defensive tactics both: 

1) Inherent conflict of interest. Suggest strict jud scrutiny. 

2) Potentially unique value, bd is in best position to judge. Trad care stds and BJR suggest deferential review. 

2. Pre 1985: Show absence of entrenchment motive (business justification)  -- essentially BJR + subjective test. 

a. Schnell v. CrrisCraft industries (DE 1971) found breach of fid duty when “disinterested” board advanced date of company meeting solely to frustrate hostile proxy solicitation. 

b. Cheff v. Mathes (DE sup ct 1964): so long as primary purpose was not to entrench managers (ie, to advance a business plicy), bd doesn’t violate fid duty. 

3. Unocal “Proportionality Review” Intermediate, objective standard. 

a. TEST: 

1) Bd must show they reasonably perceive the bidder’s action as a threat to corp policy AND

2) Defensive measure “must be reasonable in relation to the threat posed.”

a. This means “not draconian (preclusive or coercive)”  (Unitrin) – operationally similar to BJR

i. Not coervice-aimed at focing upon SHs a mgmt sponsored alternative to hostile offer. 

ii. Not preclusive (ie deprives SHs of the right to receive all TOs, or precludes bidder from seeking control by fundamentally restricing proxy contests or otherwise) 

iii. Whats ok: term fees at 3-4%, poison pill. (BLASIUS!!!)

b. Effect of Unocal on burden: 

1) Unocal test is met ( Burden shifts back to P

2) Unocal test is not met ( Directors  must prove the fairness of the action. 

c. Things the court looks at to see whether there is a threat: coercion, Speed/timing problem, Substantive coercion: price is low but shareholders can’t tell 

1) Paramount v. Time – all cash, all shares TO could be danger w/in Unocal test. 

2) Financing (Junk bonds), coercion, future of company. 

4. Post Unocal: 

a. Have to look at facts to determine what constitutes a “defensive action.”

1) Could be self tender, could be anything!

b. Moran read Unocal to require boards to constantly assess poison pill and redeem if proportionality no longer exists.

5. Smith v. Van Gorkom TA \s "Smith v. Van Gorkom" ; Del. 1985; board has duty to ensure reliable information before approving transactions such as mergers

6. REVLON DUTY
a. Revlon Inc. v. MacAndrews and Forbes Holdings, Inc. TA \s "Revlon Inc. v. MacAndrews and Forbes Holdings, Inc." ; Del. 1986; when board moves from defending to selling, there’s an obligation to get best price (could do deal in a variety of ways). 

1) Revlon duty – duty “to secure the transaction offering the best value reasonably available for the stockholders:” – generally the highest price on sale of the company now.

a. Decision to sell: duty to preserve corporation ( duty to maximize price. No long term value so its not a question – its about value NOW. 

b. When do you have Revlon duties?  2 Questions – is this a change in control transaction, is this the kind of sale that triggers Revlon? 

1) Is this a change in control transaction? 

a. How much control is a sale of control? 

b. If a co sells 41% of stock , does this trigger Revlon?

c. Buy business for cash ( no Revlon duties

d. Buy business for stock ( Is it a sale? Doesn’t seem right to make me have to sell to the highest bidder? 

i. Well if 51% then control of us has passed to the next SHs of the other company. 

ii. But: before transaction, control of our company was in the market. Now, if we buy important assets and issue shares. If those shaes are dist to the owners of the ompany then no controlling SH, still in Mkt. Time warner says this isn’t a change in control transaction, no Revlon duties. 

2) Is this the kind of sale that triggers Revlon? Where selling control block (  Revlon duties

a. Cash merger. Must choose highest cash yield when selling company for cash. With 2 cash offers, there is no long run. Always have to pick the highest cash deal. 

b. Stock-for-stock merger. Generally, board can exercise good faith judgment and make determination that what market says is less is actually more, in the long term, or in terms of synergy. In a stock for stock transaction there usually is no change in control (Time warner) ( No Revlon duty. 

i. Time Warner – wasn’t a Revlon case bc no sale of control; after the merger, everyone owned stock in this fluid aggregation (before and after)

ii. Santa Fe Industries v. Green TA \s "Santa Fe Industries Inc. v. Green" : stock for stock between equals is not Revlon TA \s "Revlon Inc. v. MacAndrews and Forbes Holdings, Inc." : question of whether you’re in Revlon-land when a stock-for-stock merger between unequals: 

c. Intermediate case – mixed consideration. No good principle. 

c. What does it mean to have Revlon duties. 

1) Diligence and vigilance in examining both offers, Good faith, Obtain all material information reasonable available, Negotiate actively and in good faith (Paramount)

a. ALLEN: Increased emphasis on being informed, on dealing with all potential parties, Standard of review where courts actively determine if deal protections are reasonable

2) When in Revlon, court uses reasonableness review 

3) Revlon TA \s "Revlon Inc. v. MacAndrews and Forbes Holdings, Inc."  and Unocal TA \s "Unocal Corp. v. Mesa Petroleum Co." : if you’re selling control of the company, court is going to want to see the best transaction and will exercise its own reasonableness judgment

4) Revlon doesn’t mean you need an auction.

5) Does Revlon mean you have to auction? No. 

a. At some point, you have to lock the deal up. 

b. Market check accepted as alternative to auction (Barkan) See if you can find a better deal once you get one – shop it around. Skeptical that KKR and Blackstone want to fuck w each other. Plus, they already know its not a “deal.”

7. Deal Protection: BLASIUS!!!! DOES IT INTERFERE W VOTING RIGHTS? 
a. Response to threat that something might happen (i.e. second bidder offers higher price) before shareholders can vote on the proposed transaction

b. Lock up and termination -  

1) Termination fees get Unocal enhanced BJR

2) Courts look to how early in the process lockup was given and value-enhancing nature of specific terms (earlier more likely to be invalidated)

a. Sheer size of payment may raise court’s suspicion

3) Range of legitimate triggers

a. Failure of board to recommend negotiated deal

b. Rejection of negotiated deal by shareholder vote

c. Later sale of assets to another firm

4) Not per se illegal, because it can entice a new bidder to enter a contest for control of the corp, creating an auction for the company and thereby maximizing SH profit. However, a lock up that draws bidders into the battle benefits SHs, a lock up like the one in Revlon that ends in an active auction and forecloses further bidding operates to the SHs detriment and is improper. 

c. Covenants that protect the deal

1) No shop/No talk provision – 

I. Cannot look for alternative transactions or supply confidential information to alternative buyers

I. Must submit only this merger agreement to shareholders for approval

a. Must recommend this transaction to shareholdersnot per se illegal, but impermissible when board’s primary duty becomes that of an auctioneer responsible for selling the company to the highest bidder. 

2) 
Fiduciary Outs

a. If triggering event occurs (i.e. better offer ( target board can avoid contract without breaching it.

i. Remember that Van Gorkum says breach of contract = breach of fiduciary duty

b. Buyers don’t like this because they like certainty

c. After Revlon, has little practical importance because fiduciary must go for best deal ( contract damages unlikely to be enforced if corporation abandons transaction subject to Revlon duties because alternative transaction is better. These are still used.

d. Omnicare – board has a continuing obligation to discharge its fid responsibilities after merger agreement is announced. If merger agreement contains deal potection devices, must have fid out to protect SHs if the protected transaction becomes an inferior offer. 

i. Defensive measures cant be draconian or limit the directors fiduciary duty. 

8. State antitakeover statutes

a. First Generation

1) Basic disclosure and fairness.

2) Invalidated b/c of preemption.

b. Second Generation – more protective of investors

1) Fair price statutes. SHs frozen out of second step in two-tier takeover get same price as those who tendered in first step. Deters coercive two-tiered transactions.

2) Control share statutes. Requires disinterested SH approval for purchase of shares above certain threshold constituting “acquisition of control” – usually 20%.

a. CTS Corp. v. Dynamics Corp (1987): Court upholds Indiana Control Shares Act. Doesn’t frustrate federal purpose. Protects independent SH + deters coercive TO.

c. Third Generation

1) Business combination statute (moratorium). Corporation cannot engage in combination transaction for certain period following acquisition of threshold shares. Acquirer can still operate business of target.

2) DGCL § 203 = prevents acquirers from getting hands on target’s assets EXCEPT

a. (1) if bidder can acquire 85% of outstanding shares in single transaction OR

b. (2) if, after acquiring more than 15% but less than 85%, acquirer can get 2/3 of outstanding SHs (other than himself) as well as board approval

c. Protects management

d. Defines “business combination” narrowly – only transactions between bidder and target/affiliates

STATUTORY SUPPLEMENT

1. Restatement of Agency 3rd Chapter 1, 2, 3, 4 and 6. (p 20-30, 32-33)

2. Restatement of Agency 3rd Chapters 7 & 8 (34-38)

3. Uniform partnership Act (1914) Sections 6, 7, 8, 9, 10, 13, 15,16,17,18, 21 & 24-41 (41-54)

a. 6: Partnership defined

b. 7: Rules for determining the existence of a partnership

c. 8: Partnership property

d. 9: Partnership Agent of Partnership as to partnership business

e. 10 conveyance of Real property of the partnership

f. 13: Partner Bound by partners wrongful act

g. 15: Nature of Partners Liability

h. 16: Partner by Estoppel

i. 17: Liability of incoming partner 

j. 18: Rules determining rights and duties of partners

k. 21: Partner accountable as a fiduciary

l. 24: extent of property rights of a partner

m. 25: Nature of a partners right in specific partnership property

n. 26: Nature of partners nterest in the partnership

o. 27: assignement of partners interest

p. 28: partners interest subject to charging order

q. 29: Dissolution defined

r. 30: Partnership no terminated by dissolution

s. 31: causes of dissolution

t. 32: dissolution by decree of court

u. 33: general effect of dissolution on authority of partner

v. 34: right of a partner to constibution from co partners after dissolution

w. 35: power of partner to bidn partnership to third persons after dissiltuion

x. 36: effect of dissolution on partners existing liability

y. 37:right to wind up

z. 38: right of partners to application of partnership property

aa. 39:rights where partership is dissolved for fraud or misrepresentation

ab. 40: rules for distribution

ac. 41: liability of persons continuing the business in certain cases

4. Stat Supp: Uniform Fraudulent Transfers Act, Sections 2-9. (p 389-393)

5. Stat. Supp: DGCL §§ 211, 212(a), 220, 222, 223, 225, 228, 241(b) (2), 251(c). (202-222)

a. 211: meetings of stockholders

i. 211c: Chancery can summarily order a meeting on application of SH or D if there hasn’t been one for 13 months

ii. 211d: special meetings

iii. 211e: written ballots

b. 212: Voting rights of SHs; Proxies; Limitations

i. 212a: 1 share, 1 vote, unless otherwise provided

c. 219: List of stockholders and refusal to produce

d. 220: Inspection of books and Records

i. 220b: on written demand any SH can inspect the books

e. 222: Notice of Meetings and adjourned meetings

i. 222b: not less than 10 nor more than 60 days before meeting – written notice

f. 223: Vacancies and Newly created Directorships

g. 225: contested Election of Dirs, Prceedings to determine Validity. 

h. 228: Consent of SH or members in lieu of meeting

i. 241b: Amendment of certificate of recipt

j. 251: Merger or consolidation of domestic corps and LL company

i. 251c: SHs must approve mergers by majority

6. Stat Supp: Fed Rules of Civ. Proc., Rule 23 and 23.1 (Add)

7. Stat Supp: Del Gen Corp L. Section 145 (a) (b) (c) (e) (f) (g) (177-
a. 145: Indemnificatin of Os, Ds, Employees and Agents; Insurance
i. 145a: allow indemnification for anyone acting in their official capacity for all $$ reasonably incurred if the person acted in good faith and in a manner the person reasonably believed to be in or not opposed to the best interests of corp. WRT criminal proceeding, also must have no reasonable cause to believe persons conduct unlawful. Settlement/cnviction nolo conterndere doesn’t defeat presumption of good faith. 
ii. 145b: 
iii. 145c: If successful in defending ( shall indemnify
iv. 145e: They’ve got to pay it back if theyre not sucessfu. 
v. 145f: not exclusive right to indemnification if theres more or whatever under bylaw. 
vi. 145g: broader? 
8. Am. Law Institute, Principles of Corporate Governance Sections 5.04, 5.05 & 5.06 (p 372 – READ THIS!)
a. 5.04: Use by a D or Senior Executive of Corp Property, Material Nonpublic Corp Info, or Corp Position
b. 5.05: Taking of Corp opportunities by Ds or Senior Executives
i. Comment: 
c. 5.06: Competition with the Corporation. 
9. Stat. Supp.: DGCL Section 251, 253  (221-232)

a. 251: Merger or consolidation of domestic corps and LL company

i. 251b: Bd of corp which wants to merge adopts resolution approving it and declaring its advisability. 

ii. 251c: SHs must approve mergers by majority – both target and acquirer. 

iii. 251f: Unless required by its cert of incorporation, no vote of SHs of a constituent corp surviving a merger shall be necessary to authorize a merger if….A is carved out here unless 3 things. 

iv. 251g: Unless requires by cert of incorporation, no vote of SHs of a constituent corp shall be necessary to authorize a merger w or into a single direct or indirect wholly owned subsidiary of such constituent corp if…

b. 252: Meger of a Parent Corp and Subsidiary or Subsidiaries 

c. 253: short form

10. Stat. Supp: Del GenCorp Law Section 262 (a) (b) (c) (d) and (h) 

a. 262L appraisal

11. Stat Supp Rule 13(d) (g); Rule 14(e);. (405, 456-8) (READ!)
a. 13d -1. Filing of Schedules 13D and 13G

b. 14e-1: Unlawful TO practices

c. 14e-2: Position of Subject company wrt a TO

d. 14e-3: Transactions in Securities on the Basis of MNI in the context of TOs
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