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CORPORATIONS OUTLINE
INTRO: THE CORPORATE STRUCTURE
THE CORPORATE FORM

The Corporate Form
Corporation – an artificial and separate [from those who own and operate it] legal entity having certain attributes defined by law; the standard form of most large U.S. firms.

· Has its own debts (not other people’s debts)

Corporate advantages
· (1) Limited Liability for investors

· (2) Free transferability of investor interests

· (3) Legal personality [entity-attributable powers, indefinite life span and purpose].

· (4) Centralized management.

Important terms
· Shares:  Shares of stock, signs of ownership in the corporation. [you can count]
· Public corporations:  Owned by a lot of people. Ownership is diffused and changes; large number of shares are traded publicly (e.g., stock market)
· Closely held / Privately held corporations:  owned by a few people.

· Stock: signs of ownership in the corporation [you cannot count]
· Stockholders/ shareholders:  owners of stock/shares. Elect Directors

· Normally elect directors at an annual meeting

· If dissatisfied with directors, can:

· (1) elect different ones at next annual meeting; or

· (2) remove directors either at special shareholder meeting or by written consent (a petition which, if you get enough signatures, removes the director without calling a meeting)
· Creditors:  Those to whom the corporation owes a debt. Not owners of the corporation but have a financial claim in it as creditors
· Directors:  Those with the legal power to run the corporation as representatives of the shareholders.

· Board of Directors: collective of directors; as a matter of law, the Board calls the shots

· Inside directors: directors that are also officers

· Outside directors: directors not otherwise affiliated with the company

· Officers: appointed by the directors to manage the corporation on a day-to-day basis (e.g., CEO, President, VP, CFO, etc.)

· Bound by directions given to them by the board of directors
The Incorporation Process
· You create a corporation by creating a certificate of incorporation [also called a charter], filing it with the secretary of state, and paying a fee.
Sources of Corporate Law
Legal Hierarchy
1. Federal law (trumps all) – doesn’t regulate most parts of corporate law, only federal rules of voting [proxy rules] and some transactions

{The Securities and Exchange Act of 1934 created the SEC and empowered it to enforce the provisions of the exchange act and to promulgate rules and regulations for areas like voting, acquisitions, and insider trading}
2. State Law – where federal law is silent, state law governs, and provides most of the general rules.  If no arrangement is made to deviate from the state statutes and cases in the charter or by-laws, state law governs by default.

3. Corporate Charter

4. Corporate by-laws.

{Rules in the charter and by-laws can modify state law only if the state law allows you to.  Some state laws you can modify, and some you can’t – just know this.}


NOTE: easier to change by-laws (50% at meeting) than charter (50% of outstanding stock)
State Corporate Law – DE is the state of choice for incorporation
· Shareholders elect directors for terms of one year at the annual shareholder meeting.

· Directors run the corporation – have power to make most management decisions, determine their salaries, and determine dividend amounts.

· Directors need shareholder approval to:

· Amend the charter

· Sell all the assets

· Merge the corporation
· Dissolve the corporation

· Duties of directors to shareholders:

· Duty of care – directors may not be grossly negligent in managing the corporation.

· Duty of loyalty – directors must manage the company for the benefit of the shareholders rather than for their own personal benefit.

Ultra Vires
· The idea behind these is that some corporate actions are outside the corporate purpose and therefore exceed the corporate powers.  As a result, the corporation cannot be held liable for these actions.

· However, this is antiquated, due to provisions like DGCL §102(a)(3) which impose almost no limits on corporate purpose [“to engage in any lawful activity for which corporations may be organized” is sufficient].

General Provisions of the Delaware General Corporation Law [DGCL]
DGCL § 102 – Certificate of incorporation
· Mandatory provisions [must be included under §102(a)]

· The name of the corporation – can’t include the word “bank” and must be distinguishable from other corporations.

· Address of the registered office within DE, and the name of the registered agent at that address.

· Purpose of corporation [fine to say “to engage in lawful activity for which corporations may be organized].

· Classes of stock and authorized number of shares in each class.

· Name and mailing address of incorporators [the guy who files the charter and pays the fee].
· §102(b) contains the optional provisions.
· Management

· Meetings of shareholders

· Amendments to the charter

DGCL § 109 – By-laws
· Default rule:  If the charter is silent, the shareholders have the power to change the by-laws.

· A corporation cannot divest the shareholders of the power to amend the by-laws, but it can give the directors power to amend the by-laws as well.  Since the directors can move more quickly, they can have the last say.

DGCL Default Rules – can only be overridden by charter or bylaws
· By laws: only shareholders can change them unless the charter says otherwise [§109(a)]

· Classes of directors: staggered term directorships can be created by charter, initial by-laws, or by-laws passed by shareholders [§141(d)]

· Removal of a director can be with or without cause [§141(k)]
· If the board is staggered, then you can only remove a director for cause, unless the charter specifies otherwise [§141(k)(1)].
· Special meetings of the shareholders can be called only by the Board, unless others [shareholders, or anybody really] are authorized to by the charter or bylaws [§211(d)]
· Unless the charter says otherwise, shareholders can do anything through written consent that they can do at an annual or special meeting [§228(a)]

· But this requires that you get a majority of all those eligible to vote.

· Amending the charter:  1) The board must recommend the amendment; 2) at a meeting, the amendment must be approved by a majority of those entitled to vote [§242(b)(1)].  However, the corporate charter can increase the % of the vote required to pass an amendment [§102(b)(4)].
VALUATION AND CORPORATE FINANCE

Time Value of Money
A dollar today is more valuable than a dollar a year from now

· A dollar today is worth $1 plus the risk-free interest that you could from that dollar for the year.

· Conversely, the “dollar plus interest” in a year is worth only $1 today.  It is “discounted” when converted to present value.

Present Value
· PV(x) = x/(1+r)n
· x is the amount of money you will get in the future

· r is the discount rate

· n is the number of years until you will receive $x

· Net Present Value (NPV) = the sum of the present values of all the amounts receivable if one invests (less) the sum of the present values of all the amounts payable if one invests.

· Fundamental Investment Rule:  Only invest when NPV is positive!

Interest Rate
· Contractual rate that a creditor gets for lending money.

· Distinct from the discount rate [conceptually and numerically]

· Many different interest rates [credit cards, school loans] and many different discount rates.

There will be a market price for the right to use a dollar for a year
· If we value the right at more than the market, we will buy the right to use the dollar for a year.

· If we value the right at less than the market, we will “rent” [i.e. lend] our dollars out for the year.
Risk and Return
Reasons for considering risk in calculation of NPV
· You have to calculate expected future returns on a project

· You may have to adjust the discount rate.

Expected and Actual Cash Flows
· Risk relates to the possibility that the actual realized cash flow will deviate from the expected cash flow.  

· The greater the deviations (greater variance), the greater the risk.
Example:

· Bet $10 on a horse race, 15% chance of winning $50, if lose, get $0.

· Expected cash flow = 15%(50) +85%(0) = $7.50.

· Actual realized cash flow will be either $42 above (15% chance) or $7.50 below (85% chance)

Risk Premium
· Most investors are risk averse.

· We compensate them for the risk by using a higher discount rate, which results in a higher Present Value.  This higher rate is called the Risk Adjusted Rate (RA).

· Risk Free Rate (RF) – the rate that we employ in discounting future values that are certain.  This rate can be determined by looking at a risk free project, like U.S. Government Bonds.
· Risk Premium (RP) – The difference between RA and RF.
· We can figure out the risk premium, but we didn’t learn how.

· Risk changes values in two ways

· Expected return: (%A*$A) + (%B*$B) + …

· Adjusted discount rate: risk free rate (e.g. government bonds) + risk premium
Diversification
· The process of reducing risk by investing in many different projects

· Two kinds of risk:  diversifiable and undiversifiable – RP applies only to undiversifiable risk.
· You’re not concerned about the risk of one particular project but about the risk that the particular project adds to the entire portfolio – so the risk of the two projects are not the sum of the individual projects, and may be less.

· The standard way to diversify risk is to spread investments out and assume a number of different projects (make lots of investments where the success of each investment is not related to each other).

· By spreading investments, you will be able to eliminate a lot of the risk that you would have borne had you invested in one project – the portion of the risk you eliminated is called diversifiable risk.
· Portfolio Theory – Reduce Risk by diversifying – if one owns a perfectly diversified portfolio, then he gets rid of 99% of the risk.  There will still be some undiversifiable portion of the risk (i.e. the risk of a recession or nuclear war), and this will be compensated for by a risk premium.

· In order to be fully diversifiable, no investor must have to bear the risk.  Investors who end up bearing the risk get compensated by a risk premium.
Capital Market Efficiency

Efficient Market Hypothesis (EMH) – The stock market reflects very well informed estimates, based on all available information, of the intrinsic value of corporate stocks and bonds [basically, the stock price will equal the company’s intrinsic value].
Semi-Strong Form of the EMH – Stock market prices efficiently reflect all public information.
Strong EMH – Stock prices rapidly reflect both public and non-public information.

How EMH is received
· DE Courts are skeptical of it [“Directors may operate on the theory that the stock market valuation is wrong… without breaching faith with shareholders.”  Paramount v. Time]

· Federal Securities Regulations are based on EMH.
CORPORATE SECURITIES AND CAPITAL STRUCTURE
Equity Securities
How a Corporation Raises Capital

· (1) Obtaining equity contributions (i.e. stock) – selling shares, which are legal ownership interests
· (2) Borrowing – giving the corporation debt
· Using these devices yields a “Capital Structure”

· Capital Structure: hierarch of claims against the revenues generated by the business

· Creditor with contractual rights to interests and the repayment of principal must be paid first; stockholders (i.e. corporate equity holders) may then receive distributions in the form of dividends or stock repurchases

· All the corporation’s equity is raised by “issuing” securities
Ways to divide future cash flows
· Order → who gets paid first

· Magnitude → economic division of cash flow – can allocate specific amounts to an investor. How much you get at each level of order
· Hierarchy of corporate securities
1. Bonds
a. These are debt securities

b. Get paid first – generally, those who get paid LATER have more control than the people who get paid earlier [ the lower down the hierarchy you go, the more control you get]
c. Can come in different levels (junior and senior)
2. Preferred Stock – stock with a claim on the company’s residual earnings [what’s left after everyone is paid – basically, profits] and it comes ahead of common stock.
a. Dividend Rights → PS holders generally get a fixed dividend that must be paid before common stock holders receive any dividends.

i. Board has discretion to withhold dividends

b. Generally, PS holders do not get voting rights, but if they are not paid for a certain amount of time they get voting rights.

c. PS may be redeemable by the corporation for a price or convertible by its holder into shares of common stock at a pre-set ratio.

3. Common Stock – Most basic corporate security
a. CS holders are the residual owners of the corporation – they receive dividends after all the other participants in the corporation have been paid (get paid 3rd).

b. Carries voting rights to elect the corporations board of directors.

c. Rights are governed by corporate statute, federal and state law, and the corporate charter.
d. Companies don’t like to issue fractions of common shares.

e. Comes in different classes (Class A stock, Class B stock)

f. Percentages matter (for bonds and PS monetary numbers matter)

Four Other Aspects of Stock

· Voting Rights: SHs vote on election of directors, changes to certificate of incorporation, etc. The only requirement is that someone must have V.R.s. in public companies, 90% of V.R.’s are given to common stock holders.
· Par Value: each stock must have par value, or NO par value [no significance for almost all purposes] (it is just an identifying characteristic)
· Conversion: the ability to exchange your security for a different security, and it is generally convertible at the option of the holder of the security [in certificate of designation]. Generally redeemable at the option of the holder of the security.
· Redemption: Power to exchange securities for cash, redeemable at the option of the company generally [usually given to the company]
Specific provisions of equity securities
· Cumulative Dividends → If the company skips on a dividend payment , when they do pay dividends, they also have to pay all the payments that they missed as well.
· Accrued Dividends → Upon redemption, a company may have to pay accrued dividends.  Say dividends were last paid in October.  This means that if they want to redeem the stocks in December they have to pay the redemption price plus the equivalents of the two months dividends that accrued..

HB Korenvaes Investments v. Marriott
Facts 

Marriot wants to reorganize by transferring its cash generating services business from Big Marriot [BM] to a new, wholly owned subsidiary, Marriot International [MI].  BM becomes Host Marriot [HM] and keeps the debt laden real estate business.  It will then distribute shares in MI as a special dividend in kind to the common shareholders of HM.  
· Effect on CSH → no effect.  They will get MI stock and the same dividends will be paid by MI as were paid by Big Marriot.

· Effect on PSH → If they stay with HM, they get no dividends.  If they convert before the spin-off, they get CS of BM and then get CS of MI with everyone else.

The Plaintiffs sue to stop the special dividend → claim that, since after the dividend they will be in a position to convert and control a majority of HM’s CS, the Marriot family wants to force them out so the Marriot family can retain control.

Holding #1
While the suspension of dividends may influence PSH to convert, there was no violation of any implied right to good faith that every commercial contractor is entitled to.

1. The PSHs had contractual protections in the charter against the suspension 
a. Cumulative dividends

b. Liquidation preference

c. Redemption price adjusted to reflect accrued unpaid dividends

d. The fact that prolonged suspension of dividends gives them the right to elect 2 directors

e. Conversion rights 

f. Restrictions on the proportion of net worth that may be distributed

i. inherent in the formula used to revise the conversion ratio.  The formula does not work if you give away so much that the new net worth is less than the PS’s share of the net worth before the dividend.
These provisions are recognition of the risk that dividends might not be paid.  Therefore plaintiffs wrongly construe this case as a breach of fiduciary duty, because it is really a contract action → the case involves the construction of the rights and duties set forth in the charter

2. The discontinuation of dividends can be seen as a prudent, good faith business decision.
Holding #2
· Under §5(e) of its corporate charter, when the assets of HM are depleted through a special dividend to the CSHs, the PSHs will be protected by the triggering of a conversion price adjustment formula.  The number of shares into which the PSH can convert their shares will be increased to maintain the value of the PSh’s conversion feature.
· NCP = OCP X (CMP – FMV)/CMP

· NCP → New Conversion Price

· OCP → Old Conversion Price

· CMP → Current Market Price

· FMV → Fair Market Value of the Dividends
· Most of the time, this formula works, but in a narrow range of extreme cases, this formula will not work to protect the pre-dividend value of the PSH’s conversion right.
· Mathematically, if the FMV is greater than or equal to the CMP, this equation will not work since you will wind up with an NCP that is either 0 or negative, and this does not work.
· Conceptually, this means that if the dividend paid to the CSH is worth more than what the CS was worth before the dividend (the value per share, determined by dividing the total assets of the company by the number of shares, including PS), then there will not be enough left in the company to pay the PSH enough to preserve their conversion value.  In other words, you cannot pay the CSH a dividend worth more than the total value of their stock before the dividend.  There is a breaking point, both mathematically and economically, where the formula no longer protects the PSH.

· The Court ruled that dividends this large are prohibited.  The Court said that a company has to maintain at least as much money in the company as the PSH would have gotten at the pre-announcement market price had they converted right before the dividend was declared.
· However, the Court said that, in this case, the plaintiff PSHs have not shown that the special dividend will leave the company with insufficient revenue to secure their value.
Forms of Debt
1. Trade Debt

a. Debt owed to suppliers

b. Shows up on the balance sheet as accounts payable

c. Terms:  Pay the amount due within a certain, relatively short, period of time.

2. Bank Debt / Bonds

a. Can be secured or unsecured
b. Interest rate can be fixed or fluctuate
c. May be issued on a revolving credit line

d. Bonds are often redeemable by the corporation
e. Most bonds pay interest in cash at a fixed rate, but some are “zero coupon” bonds that pay no interest but, when due, pay a significantly higher amount than the company received when the bond was purchased.

f. Bank debts and bonds generally contain covenants (agreements) stating what the company may and may not do.
Creditor Priority

· If a company is dissolved or liquidated, the company’s assets must first be used to repay creditors.  Only after debt is paid in full are the assets handed over to the SH’s.

· Generally, all debt is equal.  If the company’s assets are insufficient, the debts are paid off pro rata.

· Pro Rata: each creditor receives, in payment of her claim, a fraction of the amount of the total assets held by the company to the total debt owed by the company

· Three exceptions:

· Federal bankruptcy laws establish that certain classes of debt (e.g. taxes) have priority – MK says don’t worry about this.
· Secured Debt  → if debt is secured, this means that collateral is used to pay off the debt secured by the collateral.  The collateral is used first to pay off the secured debt.

· If after paying the secured creditors, there is more collateral left over, the collateral is distributed pro rata among the unsecured debt.

· If the collateral is insufficient to pay off the secured debt, then the unpaid part is treated like unsecured debt and receives a pro rata share.

· When a company sells assets that are collateral, whether they remain collateral depends on the asset.

· Subordination → A contract between creditors in which some creditors agree that their debt is subordinated to the senior debt owed to other certain creditors.  If the pro rata distribution that the senior debt receives is insufficient to pay off the senior debt in full, then the subordinated creditor will take his pro rata distribution and give it to the senior debt until either the senior debtor gets paid in full, or the subordinated debtor gives away everything he’s gotten.  Subordinated debt usually receives a higher interest rate.

Way to approach a debt problem
1. Pay the collateral to the secured claims

2. Take the remaining debt and the remaining assets, and figure out the pro rata shares.

3. Deal with the shares that are neither senior nor subordinate.

4. Fill in the senior debt with debt paid to the subordinate debt.
Capital Structure and Leverage
Capital Structure → The hierarchy of a corporation’s equity and debt capital together.

· Pay suppliers and employees → bond holders → PSHs → CSHs

Leverage
· The relationship between debt and equity

· The more a company borrows instead of relying on equity contributions, the more leveraged its structure is.

· Leverage increases the riskiness of the equity, but it also increases the expected rate of return on the equity if the expected rate of return exceeds the interest rate.

PART I: LIMITED LIABILITY AND RIGHTS OF CREDITORS
LIMITED LIABILITY

· Shareholders enjoy the protection of limited liability
· Represents a radical break with the common liability rules of agency and partnership

· Permits SH’s to shift some of the risk of business failure to debt holders.

· However, it creates opportunities for shifting risks and withdrawing assets in was that creditors do not, and cannot, anticipate.

Easterbrook & Fischel → LL is good.  

· It is a logical consequence of the differences among the forms for conducting economic activity

· The publicly held corporation facilitates the division of labor

· LL decreases the agency costs inherent in separation and specialization

· LL also decreases the need to monitor → The more that investors risk losing wealth because of the actions of agents, the more they will monitor.  But beyond a point, more monitoring is not worth the costs.
· LL permits effective diversification by investors.

Hansman & Kraakman → LL is bad
· LL in tort cannot be rationalized, and there is no reason to prefer this rule over one of pro rata shareholder liability for corporate torts

· Creates incentives for excessive risk taking by permitting corporations to avoid the full costs of their activities

· A rule of unlimited liability induces the socially efficient level of expenditures by making the SH personally liable for any tort damages that the corporation cannot pay.

· LL encourages overinvestment in hazardous industry
Agency Costs of Debt
· Because SH’s elect the board, it may act in the interests of the SH’s where they conflict with the interests of creditors

· 3 types:

· Actions by companies which are in the best interest of the SHs, but not in the combined best interest of SHs and creditors [a/k/a the cost of imperfection in the contracts discussed below]

· The costs of designing contracts and laws to prevent managers from doing the first one.

· The costs of monitoring compliance with such contracts or laws.
Creditor Protection
· In general, shareholders favor riskier types of projects (b/c they get the upside but don’t suffer the downside) whereas debt holders favor less risky projects.

· One way to protect the creditors is a capitalization requirement (like in Marriot) → these requirements restrict dividend payments to shareholders when it appears that the firm is nearing insolvency and say that firms need to maintain a minimum fund of corporate assets to satisfy their creditor claims.

· Another way to protect creditors is with fraudulent conveyance laws:
· Equitable subordination → insiders’ debts are subordinated to outsiders’ debts in bankruptcy

· Piercing the veil → Courts set aside the entity status of corporations and permit creditors to hold shareholders liable directly

· A third way is through contractual protections that creditors arrange for themselves.

FRAUDULENT CONVEYANCE LAW

U.S. v. Gleneagles Investment Co.
Characters
1. RC → owned by the Gillans and Clevelands

2. RC subsidiaries

3. GA → Their only assets are options to buy RC stock
4. IIT → Lender

What Happened
1. GA wants to buy RC stock, but they have no $, so they ask IIT for a loan.
2. IIT loans $ to RC and subsidiaries, using subsidiaries’ assets as collateral.
3. RC gives the money to GA, who buys the RC stock from the Gillans and Clevelands.  There is no collateral on the loan from RC to GA.

4. RC and subsidiaries are prevented from paying dividends until the IIT loan is repaid, but they can’t repay the IIT loan until they get repaid by GA, and GA’a only source of income is dividends from RC and subsidiaries.

Structural Seniority
· When a subsidiary has all the assets and the parent has all the debts.

· Creditors of the subsidiaries get paid before the creditors of the parent.
· In this case, it is why IIT lent directly to RC’s subsidiaries and not to GA.
· This hindered the collection efforts of RC’s present and future unsecured creditors because it arranged it so that RC would not have many assets left after it paid IIT.

· Basically, because GA could not repay RC, RC could not repay IIT, and IIT’s structural superiority ensured that it would get paid before RC’s other creditors, leaving RC’s other creditors in a bad spot → hence they sue.

Leveraged Buyouts
· Buying a company with borrowed money and using the company’s assets as collateral to secure the loan.

Court’s Holding→ IIT’s loan to RC and subsidiaries was a fraudulent conveyance.

· When someone sues over a fraudulent conveyance, they aim to get money back.

· Under PA law, the two things to look at:

· Was there fair consideration? (§354)
· Was there sufficient consideration and sufficient capitalization? (§355)
· The two elements to fair consideration are: 1) good faith; 2) equivalent value
· The GA note has no value because GA’s only asset is stock of RC.
· The Court looks at the entire transaction and from the perspective of RC’s other creditors.

· Because of RC’s depleted assets, there is no fair value from the perspective of RC’s creditors after all the transactions.  RC got a $7 million loan that obligated them to repay $8 million.  $4 million of this went straight through to GA, and this was essentially lost since GA would never be able to repay it → hence there is insufficient consideration.  RC did get new management, but new management does not fall within the definition of fair consideration.
· Because IIT knew (or strongly suspected) that the loan obligations would render RC insolvent and that RC would not receive sufficient consideration in exchange for its loan obligations, there was no good faith on their part.  

· The Court is sending a message to LBO lenders → beware when you lend.  IIT was in a good position to stop what was going on and they didn’t. the only way to uphold an LBO is to show that the company is solvent and does not have unreasonably small capital.
· The plaintiffs alleged that the mortgages and guaranteed mortgages were fraudulent conveyances, so the Court strikes the mortgages and guaranteed mortgages, and IIT recovers as if they were just another creditor.

· The section we covered does not deal with the issue of sufficient capitalization in depth, but the court found that there was not sufficient capitalization.
Baird & Jackson
· Think that fraudulent conveyance law should not apply to LBOs.

· Debtors will be less likely to enter into LBOs.

· LBOs may be profitable and this will inhibit people from undertaking borderline LBOs.

· They’re worried that courts won’t get it right, and will think that the risk of insolvency is higher than it really was.

· They suggest that creditors just contract around LBO’s (i.e. put it in the loan contract that they can’t do LBOs).
· However, not all creditors have the power (or leverage) to contract out of LBOs.

EQUITABLE SUBORDINATION

· The equitable subordination doctrine permits bankruptcy courts to set aside the claims of SH’s or other insiders against a bankrupt corporation until the rights of other creditors are satisfied.

· The insider must have been held to have behaved unfairly or wrongly towards the corporation and its creditors.  Some examples are:
· Fraudulent conduct by the insider

· Mismanagement of an insolvent corporation

· Inadequate capitalization

· Lower standard than piercing the veil.

· Fraud is not an essential ingredient.

· Happens only when SHs lend money to the corporation.
Costello v. Fazio
· Before incorporating, partners withdrew most of the capital contributions from company through issuance of promissory notes to them.  The corporation went bankrupt, and the two partners brought a claim against the company for the promissory notes.
· The bankruptcy trustee asked that the notes be subordinated to the claims of the general, unsecured creditors.

· The Court found that the company was grossly undercapitalized.  The company was in a precarious position and the partners withdrew the capital.

· In withdrawing capital when the company was in such a precarious state, the partners acted for their own benefit, and to the detriment of the corporation and its creditors.

· Undercapitalization by itself is not enough.  
· Rather, in this case, the corporation was sufficiently capitalized and then the partners withdrew capital already committed to the business in the face of recent adverse financial experience → they stripped the business of 80% of its stated capital at a time when it had a minus working capital and had suffered substantial business losses.  This was done for personal gain and under circumstances that charge the partners with knowledge that the corporation and its creditors would be endangered.  Taking advantage of their fiduciary position, they sought to gain equality with general creditors.
· The court characterizes this as a breach of fiduciary duty → the partners breached their fiduciary duty by taking out the money when they knew that the company was failing and undercapitalized.

· If a SH of a corporation puts money in as a creditor from the beginning, then equitable subordination does not apply.

· The problem in Fazio is that the partners withdrew the money after the corporation already had creditors, who loaned to the company in the first place relying on the capital that the partners invested.
· This can also be described as the difference between a company that is undercapitalized from the beginning and a company that was adequately capitalized and then, due to the withdrawal, became inadequately capitalized → this last case is Fazio.

· Fraud is not an essential ingredient for equitable subordination
PIERCING THE VEIL

Basic Doctrine
· The court’s equitable power to set aside the entity status of the corporation to hold its shareholders liable directly on contract or tort obligations.

· Factors that contribute to it:

· Type of claim → more likely to pierce in tort than in contract.  In tort, they haven’t assumed the risk, while in contract, you can bargain for personal guarantee, payment up front, or security.
· Disregard of corporate formalities → things such as having no meetings, or no shares issued demonstrate that the corporation is the alter ego of the SH.
· Thin capitalization → While undercapitalization alone will not lead a court to pierce the corporate veil, it is the single most important factor in getting them to do so.
· Small # of SHs

· Active involvement by SHs in management

· Done very sparingly

Common Law Tests
· Lowendahl test (ex. Zeist)
· Defendant SH must have complete domination of corporate finances and policy

· Used that complete domination to commit a fraud or wrong

· That proximately caused the plaintiff’s injury.

· Krivo test (ex. Walkovsky)

· Disregard the corporate form whenever recognizing it would extend the principle of incorporation beyond its legitimate purposes and would produce injustice or inequitable consequences.
Zaist v. Olson
· Facts
· Π did construction on properties owned by either Olson personally or Olson Inc.
· Olson had them bill East Haven Inc.

· EH could pay them only $169K out of $192K – all EH’s payments were signed for by Olson or his son (VP of EH).

Court’s Holding → applies the Lowendahl test
1. Complete domination of Finances
a. The two corporations shared the same offices, same employees, have same office addresses (all this is circumstantial evidence that points to complete dominion).

b. Olson owned substantially all the stock of all the corporations.
c. No independent corporate action by the directors or shareholders of either corporation.

2. Fraud [ no arms length]
a. EH undertook no obligation of its own to Plaintiffs → it received the proceeds of loans which were secured by other corporations controlled by Olson, and Plaintiffs billed EH to do work on properties that were not controlled by it.

b. EH was financially unable to cope with the actual transaction → it had no significant funds of its own and acquired no funds for work on its own initiative.
c. EH reaped no benefit from it → it had no proprietary interest in the property on which the work was done, and gained nothing from the transactions.

3. Proximate cause
a. EH was unable to pay because Olson did not provide the necessary funds.
Three prong instrumentality test
   i.      (1) control is not mere majority, but complete domination of finances, policy, and business practices such that corporate entity that entered into transaction had no mind of its own
   ii.      (2) control used to commit fraud or wrong
   iii.      (3) control and breach of duty must proximately cause the injury or loss
Walkovsky v. Carlton
Facts
· Defendant owns 10 corporations, each owning 2 cabs (completely mortgaged).  

· The only assets the corporations have are the medallions, which are judgment proof, and the insurance, which is the minimum amount required by law.

· Plaintiff gets hit by one of the cabs.

Court’s Holding → applies Krivo test

· Undercapitalization by itself is not enough.  Plaintiff needed to show that defendant is abusing the corporate form. [ agency theory]
· Π failed to show that defendants are doing business in their individual capacities, shuttling personal funds in and out of the corporation.  You cannot disregard the corporate form simply because assets and insurance are insufficient to insure the recovery sought.

· The court implies that it might be proper to plead the claim against the larger entity.

· Moreover, defendant complied with the law → he had the minimum insurance required by law.  The fact that there was a law specifying the required insurance in this case is huge.  If the law does not have a high enough minimum insurance standard, this is the problem of the legislature, not the court.

· If it is not fraudulent for the corporation to take out the minimum insurance required by law, it is not fraudulent because the greater entity consists of many such corporations.
CONTRACTUAL CREDITOR PROTECTION

· Creditors regularly demand greater protection than that offered by doctrines above.

· Restrict the company from shifting assets from the company to the shareholder.

· An arms length transaction is one with a party with whom you have no special relationship, so you don’t have a special incentive to give them a good deal.
· Indenture  contract under which bonds are issued, contains covenants (which restricts ability of company to take action that is potentially detrimental to creditors)
· Pacific Lumber Company Indenture
· § 3.08, Restricted Payments
· Company cannot pay dividends, or purchase bank stock, except as expressly permitted. Can pay out up to 50% of profits in cash (retain other 50%), or dividends out of stock or warrants (cash doesn't leave company when make payment of stock).
· Basically, limits cash dividends and in-kind dividends 
· Stock dividends not restricted because don't take anything from company from creditor's perspective
· Restricts purchase of its own capital stock – if company buys back stock, asset value will go down, which is bad for creditors
· The rule is, the more profits you make, the more dividends you can pay – for every $1, can pay 50 cents
· § 3.10, Transactions with Affiliates
· Deal with affiliate has to be as favorable as a deal with a non-affiliate would reasonably be expected to be. Intended to stop company from transacting with affiliates on non-arms-length (sweetheart) deals, thereby funneling money out of the corporation.
· Basically, transaction with affiliate must be fair to company
· Affiliate is parent company, sister company
· Want to keep company from making transaction that will shift money out
· Transactions with wholly owned subsidiaries are okay because creditors have access to their assets
· Creditors' worries:
· Asset dilution:  cash leaving the company
· Claim dilution:"I was first in line, but now others are cutting"
· Change of business:  you loan to a safe company, but it moves into a more risky business
PART II: MANAGEMENT’S POWERS AND DUTIES
CENTRALIZED MANAGEMENT AND THE BUSINESS JUDGMENT RULE

Centralized Management

· Power relationships between and standard governance model that structures corporation’s internal relationship between SHs, Directors, and Officers
· Directors run the corporation and control the accounts of wealth that exist there; SHs may not exert control over them. Why are Directors in a better position to run company than SHs?
· Directors will implement long term strategies – directors are bound to the company and the shareholders are not, presumably.  Shareholders presumably diversify and don’t really care about diversifiable risk, but directors are not diversified, so they will have a tendency to take less risk because it’s in their best interest.
· Two principal sources of accountability: (1) duties they owe to the SHs and (2) voting
Manson v. Curtis
Facts → The two shareholders of a corporation, M and C, enter into an agreement that M will manage the corporation, and the president will be only a nominal head.

Court’s Holding → This agreement is void.  SHs cannot agree to have a board that will rubber stamp their decisions; SHs can’t take away the powers given the board by the statute.

· The Board gets its power from the state upon incorporation; to flaunt that is to flaunt state law.

· Since SHs do not confer the power upon the board to manage the corporation, they cannot revoke it → the SHs cannot create a sterilized board.

Modern trend → allow SHs to do whatever they want.

· DGCL §102(b)(1) → Charter can set forth other provisions defining and limiting the powers of the directors.

· DGCL §141(a) → Charter can give the board’s powers (as described in DGCL) to others, not the board.

Agency Costs of Equity 

· Instead of acting in the best interests of the SHs, managers may pursue their own personal agendas.

· Costs to SHs if Board doesn’t act in their best interests
· Monitoring costs to prevent this

· Cost of enforcing fiduciary duties

· Duty of loyalty deals with stealing.

· Duty of care deals with stealing

· Collective action problem → large public corporations have thousands of SHs.  These SHs have no incentive to bear the costs of bringing suit to enforce the fiduciary duties.

· In US, SHs can recover large compensation for legal costs by framing their suits either as (1) SH derivative actions [suits brought on behalf of the company], or as SH class actions [suit brought on behalf of large class of SHs]
· To the extent that SHs are given any power, they have difficulty wielding it in a coordinated fashion.
The Business Judgment Rule, Fiduciary Duties, and Shareholder Suits
· BJR: legal doctrine that insulates the board of directors’ decisions from being second-guessed by courts
· Elements of the BJR
· Disinterested: Not interested in the matter; not on both sides of the transaction (self-dealing); no material personal benefit not shared by corporation or other SHs generally
· Independent: Not influenced by an interested party (directly or indirectly)
· Informed

(Good faith is also mentioned but rarely has independent legal significance)

· If directors meet these three criteria, then courts will not second guess their business judgments, unless those judgments violate a statutory provision.
· Viewed as a presumption → if the directors fail to pass any of these elements, the Court will investigate the issue of fiduciary duties (loyalty and care – if the problem is that the directors were not disinterested or not independent ( duty of loyalty; if not informed ( duty of care).

· Not being under the BJR just means that you continue the analysis, it doesn’t mean that the directors are liable – so the BJR is not a rule of liability, but a rule of non-liability.
· Three ways to conceptualize/use BJR: (1) evidentiary presumption; (2) substantive rule of law; (3) legal conclusion
· BJR as evidentiary presumption → Burden on Π to prove BRJ doesn’t apply.  If BRJ is rebutted, burden shifts to Δ directors to prove entire fairness of the TX.
· Entire fairness has two components:

· Fair dealing → How the deal was timed, how it was initiated, its structure, negotiation, disclosure to Directors, how approval of directors and SH were obtained.

· Fair price → econ and financial considerations; relevant factors = assets, market value, earnings, future prospects, any other elements affecting intrinsic or inherent value of company’s stock.

· But the issue is not bifurcated and you have to examine both together because it is entire fairness → neither is dispositive. 

· BJR as a substantive rule of law → if the directors are disinterested, independent, and informed, and they don’t violate an affirmative statutory duty, you can’t sue them for breach of fiduciary duty.

· MK: this is missing intelligence (they can be dumb)

· BJR as a legal conclusion → implies no liability; “Π loses”
THE DUTY OF CARE

Graham v. Allis-Chalmers Manufacturing Co.
Facts
· Defendant company and non-director employees are indicted on, and plead guilty to, anti-trust charges.

· The employees were known to have previously violated anti-trust laws.

Plaintiffs allege
· The directors of the company should have taken steps to prevent these employees from violating anti-trust laws.

Court’s holding
· Directors are entitled to rely on the honesty and integrity of their subordinates until something occurs to raise a suspicion that something is wrong.

· This is a reasonable approach to take.

· Whether something is reasonable or not is a big thing in fiduciary duties → like in torts.

· The company had previously consented to a decree enjoining it from illegal price fixing, but none of the directors were directors or officers of the company at that time, and the only three directors that knew of these decrees had since satisfied themselves, after investigation, that the company never committed the acts for which the decrees were issued.

· B/C of the size and complexity of the company, the board only discussed broad policy decisions and did not participate in fixing the prices of specific products.

· As soon as it became evident that there were grounds for suspicion, the board acted promptly to end it and prevent its recurrence.
Smith v. Van Gorkam
Facts
· Trans Union, the company, did not have enough taxable income and was not able to run on a tax efficient basis.  They suggested several ways to deal with the problem, but selling the company was not one of the scenarios.

· It was Romans, the CFO, who first mentioned the possibility of an LBO.  Romans mentioned the price of $50-$60 per share.  This was simply a feasibility study, meaning a study of whether or not you can finance it.

· VG did not want to have the company do an LBO, but went to Peterson and asked him to conduct a study on the feasibility of $55 [$38/share was the market price].

· VG approaches Pritzker and suggests the $55 price for the LBO – Pritzker agrees but gets a lockup option that allows him to buy a million shares at market price.  But Pritzker wants to get the merger agreement signed within 3 days.
· VG calls a senior management meeting and a board meeting an hour apart

· He doesn’t tell them what it is about before.

· TU’s I-bank was not invited, and the internal lawyers were, but not the outside counsel.

· Romans tells VG that he has a new study saying that the value of the company is between $55 and $56 a share.  VG doesn’t want to hear of it because it will make his $55 price look bad and upset SHs who want the highest price possible.

· At the board meeting, the I-banker was not there, and the outside counsel advised them that they could be sued if they didn’t accept the offer.

· After meeting for only 2 hours, the board approved the sale, and then mailed the proxy statement to the SHs, who voted to approve the merger.

Legal Standard → doctrinal standard for breach of duty of care is gross negligence.
· Factors to consider:

· Did anyone “force” the sale of the company and unilaterally establish the per share price w/o reference to valuation? (yes)
· Did directors inform themselves as to all information that was reasonably available to them about the intrinsic value of the company? (no)
· How much time was spent considering whether to approve the sale? (here, “coercive” rush offer, only 2 hours)
· Was there a lock-up clause, termination fee, etc.? (yes)
Court’s Holding → the board violated its fiduciary duty of care and failed to make an informed business judgment regarding the decision to sell the company.

· The directors did not adequately inform themselves of VG’s role in forcing the sale and establishing the per share purchase price.
· The directors were uninformed as to the intrinsic value of the company and never asked VG where the $55 came from.
· They were grossly negligent in approving the sale of the company after a 2 hour meeting.

· They had no documentation, including the actual merger agreement.

· Few members of senior management were present

· They relied entirely upon VG’s 20 minute presentation of the proposal

VG’s counterarguments
1. The purchase price offered a substantial premium on the market price

a. But in the absence of other sound valuation information, a premium by itself is not an adequate basis upon which to assess the fairness of an offering price.

b. TU’s market price was historically depressed, so we don’t know whether $55 is a fair price.  But even if the stock wasn’t undervalued, when a whole company is bought, buyers often pay a substantial premium → the board should have gotten more.
c. In the proxy statement, the directors said that TU’s prospects were excellent, but that this would not be reflected in future stock prices.

d. The board never did a study taking into account TU’s cash flow, a major asset, nor did they request a valuation by the CFO. 
i. The board didn’t need an I-banker so long as a member of the board had expertise in this area of evaluating companies.

e. Romans said that 55 was within the fair range, but the board never pressed him for further information.

f. The board accepted, without scrutiny, VG’s $55 price – a matter which they never considered before.

g. Thus, directors did not afford themselves of the information that was reasonably available to them.

2. Board says that they’re allowed to rely on reports by officers

a. Directors can rely upon their chairman’s opinion when that opinion is reached on a sound basis.

3. Directors say that, by making a “market test” of the proposal, they can’t be found to have acted hastily.
a. There was a “no-talk” clause in the agreement so that they couldn’t release any info except that which was already available to the public.

4. Defendants say that the lawyer told them they didn’t need a fairness opinion and that they could be sued if they didn’t accept the offer

a. Unless directors had adequate info about the company, advice that they didn’t need a fairness opinion is meaningless.

b. You can get sued for anything → the issue should not be whether you can get sued, but whether the other side will win.

5. The board argues that the SH vote constituted a cleansing act, and in ratifying their action, the SH’s excused the board from any breach of fiduciary care.
a. SH vote only has cleansing effect if SH are given requisite info.

b. Here, the SH’s did not know that the board didn’t know what the intrinsic value of the company was.  Rather, the board gave the impression that they did know what the intrinsic value of the company was.

c. In the proxy statement, the board repeatedly says that $55 is a good premium over market price, but if the board knows that the market price is depressed and does not know the intrinsic value of the company, then this is a bad way to evaluate the deal.
Pritzker’s Lock-up Option → makes it more difficult for someone to beat out Pritzker and buy the company over him, because they have to pay for his lockup option (i.e. a termination fee) so this means that they have to value the company by at least $17 million (the value of the lockup option) more than Pritzker

· Effects of VG
· DGCL § 102(b)(7) → Permits a company, through the charter, to eliminate liability for directors for breaching their duty of care.

· You can still get an injunction with respect to duty of care.

· Not a frequently litigated issue.
In re Walt Disney Co. Derivative Litigation
Facts
· Eisner hired Ovitz, a good friend of his, and gave him a contract with a large signing bonus and a large salary and a great severance package.

· It didn’t work out well and Eisner fired Ovitz, giving him a no-fault termination, meaning that he got the severance package.

Court’s Holding → the board breached its fiduciary duty of care

· In hiring Ovitz, Eisner submitted a summary of the agreement.

· The board never asked any questions about this, no time was taken to review the documents for approval.

· Instead, the committee approved the Ovitz hiring and directed Eisner to complete negotiations with certain unresolved and significant details → they approved the Ovitz agreement even though it was still a work in process, and never asked to review the final agreement → neither the “old board” nor the compensation committee evaluated the final agreement before it became binding on Disney.

· In Ovitz’s firing, formal board approval was necessary.
· But the “new board” never asked for a meeting to discuss Eisner’s decision, never sought to negotiate with Ovitz, and never considered seeking a termination based on fault.

· The Board: 1) failed to ask why it had not been informed; 2) failed to inquire about the conditions and terms of the agreement; and 3) failed even to attempt to stop or delay the termination until more information could be collected.

· If the board had taken the time or effort to review these or other options, perhaps with the assistance of expert legal advisors, the BJR might very well protect its decision.

· These facts suggest that the board consciously and intentionally disregarded their responsibilities, adopting a “we don’t care about the risks” attitude concerning a material corporate decision.

· By not raising their hand and bringing up the firing, the board had a bad faith breach of duty. – lack of good faith
· The Court says that the directors consciously disregarded their duties → this is how the Court fits it into one of the exceptions in DGCL §102(b)(7).

· Prof. K. thinks that this case represents a post-enron critique of public boards, but doesn’t expect it to last or anything.
· THE STANDARD

· (1) conscious and intentional disregard for responsibilities

· (2) knowing and deliberate indifference

THE DUTY OF LOYALTY

The Self-Dealing Paradigm
· Director stands on both sides of the transaction (inherently suspect); self-dealer can either be a director [Marciano, Tremont] or controlling SH [Kahan v. Lynch]

· In Self-dealing transactions, BJR is automatically rebutted and transaction is subjected to the entire fairness test, with the burden being determined by whether there was a proper cleansing act

· 4 steps to follow in duty of loyalty cases:

· Categorize the type of conflict of interest that is present

· Self dealing

· Financial conflict of interest

· Corporate opportunities

· Rules dealing with executive opportunities

· Law of derivative suits

· What is the applicable legal standard to this conflict of interest?
· Entire fairness is the most important one.

· Has there been a cleansing act (an approval of the transaction by either SHs or disinterested directors)?

· If there has been a cleansing act, what is its impact on the applicable legal standard?

· DGCL §144
· Allows self-dealing deals to stand if:

· Material details of officer’s relationship or interest to the transaction are disclosed and the majority of the disinterested directors approve the deal; or
· The material facts of the director’s relationship are disclosed to the SHs entitled to vote and the deal is approved by a good faith SH vote; or
· The Contract/transaction is fair at the time it’s approved by the board.

· Ameliorated the principle of per se voidability for an interested transaction
· How § 144 is treated

· Courts will pay attention to it only if it produces the result they want.  If it doesn’t, they’ll ignore it.  It’s around, but not controlling.

· Citations to § 144 are ritual and not really substantive.
Marciano v. Nakash → Self Dealing:  Interested Board Member
Facts
· Board of Gasoline split between the two families, but operationally, run by N.

· G and N began fighting → deadlock at director level of G.

· Prior to March 1986, G for financing from Israel Discount Bank at 1% above prime, secured by G’s accounts and N’s personal guarantee
· M didn’t want to participate in loan guarantees so N withdraws their guarantee → IDB terminates its outstanding loan.

· Without consulting M, N advances their personal funds to G to enable G to pay outstanding bills.

· UF, a company owned by N, assumes their loans, becomes G’s lender.  UF charges interest at 1% over prime and N adds another 1% for their personal guarantee.

· J, N owned company, wants to collect 30K from G for warehousing and stuff.

· N executed the documents from G that supported the loans and, at the same time, guaranteed the loans extended through their wholly owned entities.

· These deals did not get majority approval of G’s directors or shareholders.

Court’s Holding
· § 144 is not the sole mechanism by which to validate a transaction nor is it the sole granter of validity.
· You can also use the Intrinsic Fairness Test [an old Common Law exception].
· In this case, the transaction was fair because:

· Throughout 1985-86, G was only able to stay in business because of cash advances and loans obtained by N through IDB and then UF.

· The loans were made by N in a bona fide effort to help G stay in business.

· N provided a benefit to the corporation unavailable elsewhere

· The direct financing by N was essentially duplicative of the terms imposed by IDB in an arms length transaction [this is the major material fact].

· FN3

· Approval by fully-informed disinterested directors or disinterested SH allow invocation of the BJR → limits judicial review to issues of gift or waste and burden of proof on plaintiff → plaintiff basically loses.
Kahn v. Lynch Communication Systems → Self dealing:  Controlling SH
Facts
· Alcatel owns 43% of Lynch, and proposes a Tender offer for the rest offering $14 cash per share.

· Lynch’s Independent Committee [assisted by their own investment banker and lawyer].

· The IC wants $17, but Alcatel says that if they don’t accept $15.50, A will do a HTO at a lower price.

· IC accepts the $15.50 price.

Court’s Holding
· A was a controlling SH

· When A made its position clear and reminded the other directors of its significant stockholdings, it prevailed.

· Doesn’t matter that it only owned 43%.

· A was controlling it’s TO is a self dealing transaction [it’s on both sides of the TO since it controls Lynch and it is itself], so A has to prove entire fairness.
· Effect of a cleansing act:  In this case, a cleansing act has the effect of shifting back to the plaintiff the burden of establishing lack of entire fairness [note the contrast, that when the director is on both sides of the transaction, the cleansing act brings you back to the BJR, but when a controlling SH is on both sides, the cleansing act simply shifts the burden of proof to the plaintiff of establishing lack of entire fairness].
· The IC was independent and disinterested.

· However, IC’s approval was not a cleansing act because the IC capitulated to A’s threat instead of doing what they thought was best [they didn’t think the $15.50 price was fair, but they worried that if they didn’t accept it, they would only get less, so they accepted the lower price, essentially under threat].

· It’s not enough that there was a cleansing act.  You have to look at the process of the cleansing act → how did the IC conduct themselves?

· The point of the IC is to stimulate arms-length transactions → this one didn’t, so there’s no burden shift.

· “The apparent absence of any meaningful negotiations as to price did not manifest the exercise of arm’s length bargaining by the independent committee.”

· “The ability of the committee effectively to negotiate at arms length was compromised by Alcatel’s threats to proceed with a hostile TO if the $15.50 price was not approved by the committee and the Lynch board.”

· “any semblance of arm’s length bargaining ended when the IC surrendered to the ultimatum that accompanied A’s final offer.”
Kahn v. Tremont
Facts
· Vahli is 90% owned by Simmons; NL and Tremont are subsidiaries of V
· NL board believed their stock was undervalued so they buy back 10M shares through a dutch auction.

· V owns 2/3 of NL shares, tenders all shares because it wants to get down to less than 50% ownership for tax purposes.

· After the auction, V still needs to get rid of 7.8M shares, so it has T buy them.

· So T appoints an IC of 3 directors.
Plaintiff’s allege → Simmons artificially inflated NL’s share price, then sold the shares to subsidiary T above market price.

Court’s Holding
· IC → not truly independent – “The failure of the individual directors to fully participate in an active process, severely limited the exchange of ideas and prevented the IC as a whole from acquiring critical knowledge of essential aspects of the purchase”:

· In order for the IC to be a cleansing act, shifting the burden of entire fairness to plaintiff, the IC:

· Must exercise real bargaining power at arms length

· Majority SH must not dictate terms of the deal.

· All three D’s had previous affiliations from Simmons and got a lot of financial compensation from S controlled companies.

· Two D’s go to Europe and leave the one most beholden to Simmons to run things [“Stein, arguably the least detached member of the IC, became, de facto, a single member committee”].
· Failure of all three D’s to attend meetings with the IC’s advisors.

· Problems with their advisors → their I-bank and lawyer had significant ties to Simmons [I-bank affiliate had derived significant fees from Simmons controlled companies and at the time of the transaction was affiliated with Stein’s employer; The lawyer was recommended by GC for NL and T, and was previously retained by V].

· As a result, the IC failed to operate in a manner that would create the appearance of objectivity.

· It is the care, attention, and sense of individual responsibility to the performance of one’s duties that generally touches on independence. 

· V’s disclosure obligations
· When there is a properly functioning IC, that’s designed to simulate an arms-length bargaining situation, controlling SH don’t need to disclose anything adverse to their interests [IC’s job to figure that out].

· When there is not a properly functioning IC, disclosure is required to the disinterested SH’s → disclose all information.

· This is a combination of two seemingly contradictory strands of legal doctrine:

· The controlling SH must disclose any fact that would be significant [read: MATERIAL] in the deliberations of the reasonable SH.

· The fact that two other parties rejected an offer to buy stock is not material → the reasons for not wanting the stock were general concerns that any potential purchaser would have reason to know without specific disclosure; furthermore, V never reached the issue of price or terms with those parties → it’s not material.
· No duty to disclose information that might be adverse to its interests → normal standards of arms length bargaining don’t mandate disclosing a weakness.
Orman v. Cullman → Conflict Transaction [CSH gets treated better than other SH]
Facts
· General Cigar [GC] has 2 classes of stock [publicly traded class A – 1 vote/share, class B, not publicly traded – 10 votes/share]

· C owns most of B → 37% equity, has 67% of the vote → CSH

· Sweedish Match [SM] wants to purchase the class A stock and 1/3 of C’s B stock, but C remains in control and a year from now, they can sell the remaining stock.

· GC sets up IC → gets independent lawyers and bankers.  The IC increased the min. SH price from $15 to $15.25 and other changes.

· IC unanimously approves the deal, so does the Bd., final approval requires majority of unafilliated class A SH vote.

Why this is a conflict transaction
· Potential conflict of interest between C and min. SH.

· C has a future in the company, and only sell 1/3 of their shares, minority sell all their shares.

SH Allegation I → Bd. was not disinterested and independent and breached their duty of loyalty by approving a transaction that was unfair to the public SHs.
Legal Standard
· Normally, a plaintiff alleging a breach of fiduciary duty has to overcome the BJR presumption, meaning that the Plaintiff must demonstrate that the directors were dependent, interested, or misinformed.  When this happens, the burden of proof shifts to the defendant directors to prove the entire fairness of the act.
· When a plaintiff sufficiently alleges that there was a freeze-out merger or a self-dealing CSH, the defendant must bear the burden of proving entire fairness.  But in this case, a cleansing act, like an IC, shifts the burden of proof to the plaintiff to prove lack of entire fairness [these transactions are inherently interested in nature].

· This case involves a CSH who is not on both sides of the transaction.   In the absence of self-dealing, the interest of a director is demonstrated if the director received material benefit not equally shared by the stockholders.
· Material benefit means benefit significant enough in the context of the director’s economic circumstances to make it improbable that the director could perform their fiduciary duties to the SH without being influenced by overriding personal interests.
· These influences can exist when the director in question is controlled by another.

Once you demonstrate the interest of the majority of the board, then the board will have to prove entire fairness, unless there was a cleansing act [here, the majority of the board was interested and there was not an IC until late in the game → back to BJR [plaintiff looses].  However, you can also rebut the BJR by showing that a minority of the board was interested but that they failed to disclose that interest [but this is not the case here, so don’t pay too much attention to it].
What makes the Directors interested
1. Israel and Vincent → serving as directors of GC since 89 and 92 respectively is okay ( director independence.

2. Lufkin → Being a founding member of DLJ, the I-bank that did GC’s IPO does not show that he will receive personal financial benefit from the deal not equally shared by the SHs. ( disinterested
3. Barnett → being a director of the surviving company ( disinterested
4. Bernbach → controlled by C because he’s beholden to them for future renewals of his consulting contract – and 75K is material.

5. Solomon → the company that he is chair of would receive 3.3M dollars if the deal closed → not disinterested.

· Thus, a majority of the board was not disinterested [since they admitted that 4 other board members were interested and there were 11 total], the BJR is rebutted and the complaint is not dismissed.
Breach of Duty of Disclosure → didn’t really discuss this too much.
· For a Plaintiff to properly claim a breach of disclosure duty, there must be material, reasonably available, information that was omitted from the proxy materials.

· Material facts must be disclosed, but the Bd. does not need to draw legal conclusions implicating itself in a breach of fiduciary duty.

· Unsupported speculation need not be included in proxy materials.

· Not disclosing HQ market value could be material → duty of breach to disclose, and the potential cleansing act [informed SH ratification] is ineffective.

Because there were problems with the disclosure, the Court says that the vote by the majority of the disinterested SHs in favor of the deal is not a good cleansing act.
In re PNB Holding Co Shareholders Litigation

· Deals with the decision re: a merger – changing the status of an S corporation

· Had to reduce the number of shareholders from 360 to 75

· Inquiry is whether transaction is subject to BJR or Entire Fairness Review

· Chancery Court refuses to expand Kahn v. Lynch (which is premised on the notion that when a controller wants the rest of the shares, her power is so potent that independent directors and minority SHs cannot freely exercise their judgment so Entire Fairness review is necessary)

· Controlling shareholder: (1) owns more than 50% of the voting power of a corporation; or (2) exercises control over the business and affairs of the corporation.

· Neither test is satisfied here b/c no SHs owned 50%+ of stock and the fact that some SHs are family members doesn’t mean anything

· Entire Fairness Standard of Review should be used here b/c: Merger presented a situation that SH-directors’ personal self-interest left them disabled from disinterestedly setting the transaction price
· Director self-interest exists whenever divided loyalties are present, or a director has received, or is entitled to receive, a personal financial benefit from the challenged transaction which is not equally shared by the SHs
· They were conflicted. The fact that the directors took steps to include family members in the class of remaining SHs after downsizing is indicative of the importance they ascribed to continued ownership of PNB, therefore the economics of the Merger were material to them

· To escape Entire Fairness review, must show an informed majority of the departing PNB SHs approved the Merger
Note on Waste
· Waste of corporate assets is a cause of action separate from breach of fiduciary duty → falls outside BJR, and can only be ratified by unanimous SH approval.

· Waste claims rarely succeed → Directors are guilty of waste only when they authorize an exchange so one-sided that no business person of ordinary, sound judgment would conclude that the corporation has received adequate consideration.  If reasonable, informed minds might disagree on the question, a reviewing court will not evaluate the wisdom of the bargain or the adequacy of consideration.

· SH approval shows that a reasonable person (SH) thought it wasn’t waste, so SH approval can be a defense against waste.
Lewis v. Vogelstein
· Directors give themselves a stock option compensation plan.

· This plan contemplates grants to the directors who approved it. Normally, this would be self-dealing that would require them to prove that their actions were entirely fair to the corporation.  But here, there was SH ratification.

· SH ratification under DE law → 4 possible effects:

· Complete defense to any charge of fiduciary duty

· Shift test from entire fairness to waste
· Entire fairness, but burden is shifted to Plaintiff.

· No effect
· Informed, un-coerced, disinterested SH ratification of a transaction in which corporate directors have a material conflict of interest has the effect of protecting the transaction from judicial review except on the basis of waste.
· Waste → exchange of corporate assets for consideration so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade.

· Do not need a claim for conflict of interest/being uninformed to state a waste claim

· Most often, the claim is associated with a transfer of corporate assets that serves no corporate purpose, or for which no consideration is received.

· Substantial consideration and good faith judgment that the deal is worthwhile → no waste, even if the deal was unreasonably risky.
· It is this waste standard that applies to SH ratified Board stock option compensation plans.
· Only unanimous SH approval can ratify waste.
The Corporate Opportunity Doctrine

· Second branch of duty of loyalty after the self-dealing paradigm
· Issue of when director or senior officer can appropriate a business opportunity on her own account that might arguably “belong” to the corporation.
· Focus is on when an opportunity should be deemed to be corporate rather than personal
· CL Line of Business test → a business opportunity belongs to the corporation if it is sufficiently closely related to the firm’s existing line of business.

· Fairness test → in addition to Line of business test, court looks to other factors, such as how a manager learned of the disputed opportunity, whether he used corporate assets in exploiting the opportunity, and other fact specific indicia of good faith and loyalty to the corporation.

· Some Courts combine the two tests to allow managers to show that, even if the opportunity was within the corp’s line of business, notwithstanding their appropriation, the company would have been unlikely to exploit the opportunity.

· Interest and expectancy → looks to the corp’s particular ties with the disputed opportunity rather than to the generic nature of the opportunity – for example, had the corporation already undertaken to make an investment of the sort appropriated
Broz v. Cellular Information Systems
Facts
· Broz owns RFCB and is an outside director for CIS [both companies in business of providing cell phones].
· Another Co. wants to sell license for the M-2 area, contacts Broz as pres of RFCB, CIS not contacted because they have no money.

· Broz talks to 2 Directors at CIS → say not interested;

· PC wants to buy CIS and M-2, does TO for CIS.

· PC has option to purchase M-2, expires if someone pays over 500K [Broz does 9 days before TO closes and PC owns CIS].

· PC sues saying that Broz appropriated a corporate opportunity for himself.

· Chancery held that CIS could have forbade Broz from the deal, that when PC extended the TO, CIS could plausibly afford it; Broz had to take the deal to CIS for formal board action; after the fact testimony by CIS directors that they weren’t interested is worthless since they didn’t know about PC’s interest in the property at the time.

Holding
· Board member may not take corporate opportunity if:

· Corp. is financially capable of exploiting the opportunity.

· The opportunity is within the corp’s line of business.

· Corp has an interest or expectancy in the opportunity.
· By taking it, director will be placed in a position inimical (detrimental) to his duties to the corporation.

· Broz took care not to usurp any opportunity which CIS was willing and able to pursue.

· May take opportunity if:

· Opportunity presented in non-director capacity [very important].

· Broz became aware of opportunity in individual capacity

· Opportunity not essential to corp.

· CIS not considered viable candidate for M-2

· CIS not financially capable of exploiting opp.

· Corp has no interest or expectancy in opportunity → must be some tie between the property and the nature of the corporate business
· Not clear that CIS had cognizable interest or expectancy in license

· Director/officer didn’t wrongfully employ resources of corp. in pursuing or exploiting the opportunity
· No one factor is dispositive
· While a formal presentation to the board creates a safe harbor, it is not necessary to avoid usurping a corporate opportunity.

· Broz was under no duty to consider PC → PC had not yet acquired CIS, and any plans to do so were speculative at best.  He was not required to consider the speculative and unformulated plans of PC.

· Whether CIS would have acquired it at some point is VERY speculative.  CIS officials said they weren’t interested and they lacked the capability to buy the M-2 anyways.
SHAREHOLDER SUITS
Direct Suits → SHs assert a right that belong directly to the SHs and damages are payable directly to them [i.e. voting suits, suits over dividends payable].
Derivative Suits → SHs assert a right that is really the corporation’s right and damages are paid to the corporation [i.e. fiduciary suits, like in Tremont]-Corp. has the cause of action.
1. Derivative Suits
a. Three primary elements
                                                               i.      (1) standing
1.       Who is entitled to bring suit?
                                                              ii.      (2) set of rules allocating costs/benefits of suit
1.       What do SH and corporation stand to gain or lose?
a.       Collective action problem, so no small SH in large corp will sue without promise of big reward – increase in stock price isn't enough
                                                                                                                                       i.      SH would bear entire cost of litigation but gain only small part of return
b.       Inducements in the system usually exceed expenses
                                                            iii.      (3) set of procedural screens or filters that can block many otherwise viable derivative suits
1.       Demand requirement, met by:
a.       (1) showing demand was futile (Aronson test)
b.       (2) arguing demand was wrongfully denied
2.       Corporation's right to organize special litigation committee of disinterested directors to evaluate derivative actions
3.       Both shift discretion over whether to pursue litigation into hands of courts, BOD, or both
4.       Screens don't focus exclusively on legal merits of derivative litigation 
a.       Instead, focus on business interests of corp and authority of BOD to control company's course of action
b.       These are largely judicial constructs
Anatomy of a Derivative Suit
1. Demand Requirement → SH must make a demand on the board.  

a. The board will either accept and bring the suit or deny it.
b. If the suit is denied, the court will apply the demand wrongfully denied test [SH has to establish that the board failed to investigate reasonably whether bringing a suit is in the board’s best interest or that the board did not act in good faith].

2. In reality, no demand is ever made.  

a. If you make the demand, the SH concedes that the board is  independent
b. This is hard to prove and you give up your chance to claim that the demand was futile.

3. As a result, the Plaintiff brings a suit alleging that the Aronson factors are satisfied and that demand is excused because making a demand is futile.

a. Aronson test.  Under this test, the Court must determine whether reasonable doubt is created that:

i. The Directors are disinterested and independent → reasonable doubt that BJR protections are available to the board.

ii. The challenged transaction was otherwise the product of a valid business judgment → Goes to the substantive nature of the challenged transaction and the board’s approval of it.

It is sufficient to satisfy one of these two prongs [plaintiffs usually attack the first prong]
b. The company brings a motion to dismiss alleging that Aronson is not satisfied.  If the Court agrees with the company, the case is dismissed; if they agree with the Plaintiff, the case can proceed.

c. Harbor Finance Partners v. Huizenga → shows how Aronson works

i. Plaintiffs are suing directors of Republic, saying that they paid too much for Autonation.

ii. Under Aronson, the court finds that there is a reasonable doubt that the majority of directors [4 of 7] were not disinterested or independent.
iii. 3 own so much stock in Autonation that they can’t be objective or independent.

iv. The 4th is Huizenga’s brother in law and has a very close relationship with him → also not disinterested

v. The demand is excused.
4. Special Litigation Committee
a. The board will form a special litigation committee and they will either proceed or seek dismissal

b. If they seek dismissal, the Court will evaluate the motion under the Zapata test

c. Zapata Corp. v. Maldonado
i. M, a SH, brought a derivative suit, did not make demand, claimed demand was futile as Ds were named as Defendants and participated in a breach of fiduciary duty.  The Corporation appointed a Special Litigation Committee which said that the suit is not in the corps’ best interests and should be dismissed.
ii. SLC has standing to sue because Board delegated legal power to decide whether or not to bring suit to SLC.

iii. Policy concerns:

1. Over-litigation of frivolous suits if corp can’t prevent them.

2. Can’t blindly follow SLC → might be biased [elected onto the board by directors not on SLC

iv. Zapata test:

1. Court should inquire into independence and good faith and reasonable investigation of the committee and the bases supporting its conclusions

a. Limited discovery

b. Corp has the burden of proving independence, good faith, and a reasonable investigation.

If the Court determines that the committee is not independent, has not shown reasonable bases for its conclusions, or is not satisfied for other reasons relating to process, like lack of good faith, it denies the SLC’s motion to dismiss.
2. If the SLC meets its burden of proof, the Court applies its own independent judgment to see if the motion should be granted → equity decision [key to striking balance between SH right to bring suit and BOD rights to manage and decide whether suit is good for company
a. Discretionary and without any guidance

b. Unreviewable because there are no factors.

c. Best interest of the corp. is the guiding line but they can take into account the law and public policy when appropriate.

Empirical Studies on Derivative Suits → the studies do not find clear evidence that SH suits increase corporate value.
PART III: THE VOTING SYSTEM
CORPORATE VOTING AND THE COLLECTIVE ACTION PROBLEM

Public Corporations and the Voting System
· Involves both s

· SH’s often vote in accordance with the board’s recommendation, unless there is opposition.

· Ways in which opposition can emerge

· Rule 14a-8 → permits SHs to make their own proposals – this is the least expensive way to stage opposition.

· A fully fledged proxy-contest – this is the most expensive way.

· Proxy contest, but not a fully fledged one.

· If there is only one SH, then voting is a formality because the one SH dominates the process.

· Similarly, if there is a diffusely held company with lots of passive SHs, the voting system is a formality since they will routinely re-elect the directors without thinking about it.
· More democracy is introduced into the latter type of corporation through proxies – A proxy is an authorization for somebody else to vote your share.  SHs don’t attend SH meetings, but authorize other people to vote their shares, and each side tries to get as many proxies as possible.  This system encourages informed SH electorates, able to vote knowledgeably in corporate elections.

· Other commentators view the collective action problem as insurmountable and rely on market controls on managers.
· Nowadays, pressure from institutional investors can force management turnover.
Shareholder Collective Action Problem
· SHs need info to figure out how to vote.
· A SH will only take the time to learn the info. If it’s cost-effective.

· See example in notes, pg. 60-61

· Any benefit to a company will accrue to a SH only to the extent that the SH owns any shares.

· Any benefit to the company will accrue only to the extent that the SH’s vote affects the outcome.

· Unless something is obviously problematic, SHs will vote in an uninformed manner, along with management.
· Over the last 50 years, SHs became more concentrated among institutional investors:

· This means that they own more and gives the Institutional Investor a larger steak in the outcome of the vote, and hence a larger incentive to get info.

· Permits coordination → cost sharing, and a greater likelihood of affecting the outcome [if you vote in a coordinated way, it’s more likely that your votes will affect the outcome].

FEDERAL REGULATION: THE PROXY RULES

Federal Securities Laws
Securities Exchange Act of 1934
· Most provisions apply only to publicly held companies.

· Supplemented by SEC regulations

· Regulates the flow of information between companies and investors

· Requires companies to file reports about its business activities at periodic intervals.

· Additional disclosure requirements in special circumstances
· Prohibits false or misleading statements in connection with purchase and sale of securities.
Regulation 14A
· Disclosure requirements and a mandatory vetting regime that permits the SEC to protect SHs against misleading communications.
· Substantive regulation of the process of soliciting proxies from SHs.

· General anti-fraud provision that allows a SH private right of action for misleading proxy materials.

· Specialized “town meeting” provision that permits SH to force a vote at corporate expense on certain kinds of SH resolutions.

· Definition of “solicit” → 14a-1(l)(1):

· Any request for a proxy, and any request to execute, or not to execute, or to revoke, a proxy.
· You can have general conversations, finding out about other groups’ impressions of management – you can’t ask what the other groups will actually do [how they will actually vote], but you can ask how they feel about certain things.

· Furnishing a proxy form or engaging in other communication to security holders under circumstances reasonably calculated to result in the procurement, withholding, or revocation of a proxy.

· To avoid triggering this, don’t talk about board or elections.

· Talking about business that can lead someone to withhold their proxy is a solicitation.

· What doesn’t count as solicitation → 14a-1(l)(2):
· Furnishing a proxy form upon the unsolicited request of the security holder.
· The performance of acts under 14a-7

· The performance of ministerial acts on behalf of a solicitor.

· You can say how you will vote provided it is done in either:

· Public forum

· To someone who the speaker owes fiduciary duty.

· Statements made in response to reasonable requests.

· Safe Harbor → can talk to up to 10 people without filing a proxy statement:  14a-2(b)(2).
· Filing a proxy statement is a pain and expensive; you need to file it before you solicit.

· Under this, you just have to worry about 14a-9 and fraudulent statements

· Under 14a-2(b)(3), you can advise someone with whom you have a business relationship.
· Under 14a-2(b)(1), you can:

· Say vote against management.

· Say when management sends the card, vote “no.”

· So long as you’re just telling them how to fill out management’s proxy card, you are within (b)(1)
· The vote no thing is primarily used to embarrass the directors.
· Under 14a-12, you can engage in proxy solicitation before providing proxy forms as long as you file the stuff you do send them, make sure to tell them to read the proxy statement, send the proxy statement at the same time as you send the proxy form, and do some other stuff too.
· Once you decide to do a proxy contest, you need to figure out whom to send the forms to:

· Under DGCL § 220, you can get the list of the corporation’s SHs.

· Under 14a-7, the corp. can opt to mail the proxy materials for the security holder and send the guy the bill.

· They always choose this option because it lets them see what you are sending.

· When dealing with a DE corp., use §220 because this way the corp. doesn’t see what you’re sending and you get the actual SH list.

PSI – IPALCO PROXY CONTEST (I)

Background
· 12/11/92, PSI and CGE sign a merger agreement which locked in 1/.909 sh PSI/ sh CINergy, about equal to $24.50 a share.

· CINergy would be the new corp.

· IPALCO makes an GOT to buy 100% of shares at $26.50 cash or equivalent IPALCO shares.  They put a “collar” on it, so the number of shares they get will vary if the share price varies within the collar range.

Obstacles to Tender Offer
· Poison Pill → only hope for IPALCO is that court revokes it or board redeems it.

· Even if they get the 5 board members, it’s not enough to redeem, but it might send a message to the other BOD members.

· Regulatory Approval → Important because if the deal you choose does not get approved, you’re left with your stock price at $18.  IPALCO spends time stressing the cost savings to consumers – no effect on SH decision, but sends a message to regulatory authorities.
· $60 million termination fee.

· Lock up stock option agreement –  $80 mil (Like Pritzker’s in Van Gorkom)

Both the termination fee and lockup are ok → reward to first bidder for putting the company on the map.  If not for the first bidder, the price would never have been bid up.

Things SH think about when deciding how to vote
· Future profits

· Future dividends

· Business fit

· Regulatory issues

· Whether they want to cash out

RULE 14a-9

· You can’t have false or misleading statements in any proxy forms, statements or other communications.

Virginia Bankshares, Inc. v. Sandberg
· Establishes causation as an additional element of 14a-9 in private actions under 14a-9.
Facts
· FABI owns 100% of VBI; VBI owns 85% of Bank

· FABI wants to merge VBI and Bank, then cash out the minority SHs [like in Kahn v. Lynch].

· FABI hires an I-bank to give an appropriate price for the other 15%

· The I-bank is hired by FABI and will be partial to their interests [i.e. lower price].

·  FABI needs 2/3 of the SH vote to approve the merger, they have 85%, but they want the minority vote so that it will shift the burden of proof in litigation and for PR purposes.

· But soliciting the minority SH approval would not be a cleansing act because they didn’t condition the merger on approval of MSH.

· The minority approves it.

Allegation → FABI made a mis-statement in the proxy statement by saying that the board “approved the merger because it provides an opportunity for the SH to get a high value for their shares.”

Materiality
· The Court adopts the definition of material from Orman [a substantial likelihood that a reasonable SH would consider it important in deciding how to vote] and says that this was material → we care what the directors think because they ought to do what’s best for the SHs, and they have a lot of info → this is an obviously material statement

· 14a-9 says material fact

· An opinion is fact [the nature of your honest belief is an issue of fact and it makes an assertion about subject matter]
· This means that you have to show two things:  That the price was not high, and that the directors did not believe that the price was high.  Showing one or the other is not enough.
Voting Causation
· Normally, you need to show “but for cause,” but this is too hard in a situation like this, so we go instead with voting causation, from the Mills case.

· To prove voting causation, you have to show that the solicitation was an essential link towards the achievement of the merger.

· If there was a materially misleading statement in the proxy, the court will presume that all minority SH that voted in favor of the merger would have voted against it.
· If you need the minority SH for votes for a merger to go through → solicitation is an essential link, so a false statement in the proxy → causation.
No Voting Causation Here
· Bank had 85% of shares and didn’t condition merger on minority SH approval.

· Plaintiff says that FABI would not have proceeded with the merger without minority SH approval because of the PR.

· Too speculative (Blue Stamp → you actually need to have bought or sold securities to bring a private claim under 10b5 – otherwise, it’s too speculative [i.e. if you were merely dissuaded from bringing a claim – everyone can claim this].

· Plaintiff says that SH approval was a way to satisfy a state statutory requirement, by giving them a cleansing act so they could avoid liability, and that, as a result, the Plaintiffs lost a state right by forfeiting a state cause of action.

· This wouldn’t have worked as a cleansing act, because under VA law, when the proxy statement is materially misleading, minority SH approval does not constitute a cleansing act.
· As a result, the Plaintiffs did not forfeit a state cause of action, and did not lose a state law right.

RULE 14A-8:  SHAREHOLDER PROPOSALS

· Specialized “town meeting” provision that permits SHs to force a SH vote at corporate expense for certain kinds of SH resolutions
· SHs may force company to include certain proposals into its proxy materials, without having to file any materials with the SEC and without having to pay

· Procedural Limitations – eligible SH ($2K or 1% for one year); number of proposals (1 proposal/meeting); length of supporting statement (500 words)

· Substantive limitations (see 14a8(i)) – (1) invalid under state law; (2) proposal would cause a violation of law; (3) violation of proxy rules; (4) relates to a personal grievance; (5) relevance – issues of less than 5% of assets, etc.; (6) absence of power – company cannot implement; (7) Management – cannot relate to ordinary business functions; (8) relates to election; (9) already implemented; (10) duplication; (12) resubmission restrictions; (13) amount of dividends
· If company wants to exclude proposal, it can request the SEC to approve its doing so (under 14a-8(j)) by issuing a “no-action letter” stating it will not take disciplinary actions against the company

· The shareholder then has a chance to respond and the SH, company, and SEC can engage in discussion

PSI – IPALCO PROXY CONTEST (II)
Lock-up Option and Termination Fee
· Legally defensible so that CGE cannot be used as a stalking horse [think Pritzker in Van Gorkom].

· Afraid that they will do due diligence and put IPALCO in play and someone will outbid and the original bidder will be left with nothing.

· Original bidder wants compensation for his costs on making the bid and the benefit to the company of having the first bid [putting them in play]

· But it can cause some trouble:

· Rogers wants CGE rather than IPALCO, and he may accept a lower price because it’s his preferred buyer [he will be CEO of the new corp].

· IPALCO is already in play → nothing to compensate CGE for [IURC invalidated the original deal, so they could have gotten out of the lock up and termination.  They re-instated them when, because IPALCO was already involved, there was no business reason for them to do so].
· The lock-up option and termination fee increase the bidder’s reservation price, because the new bidder must be willing to pay both the value of the company plus the lock up option and termination fee, so it will deter bidders who don’t value the company at this new reservation price [value of merger + lockup option + termination fee].
· In this case, the value of the merger was 1.5B and the value of the lockup/termination fee was 150M.  So whereas the original bidder would only need to be willing to pay 1.5B, the new bidder would need to be willing to pay at least 1.65B in order to even make a bid for the company.

Severance Agreements
· Two contracts – one with Rogers and one with all the officers, including Rogers.

· The second one [with Rogers and all the officers] is the important one.

· This one says that, if there is a change of control and these guys get fired, other than for cause, they get ridiculously awesome severance packages.
· These are called Golden Parachutes [an employment contract provision that grants upper level executives lucrative severance benefits if control of the company changes hands [as by a merger].
STATE LAW REGULATION OF THE VOTING SYSTEM

Schnell v. Chris-Craft
Facts
· Company was aware that dissident SHs were going to wage a proxy fight.

· They move ahead the annual meeting by changing the by-laws → dissidents don’t have enough time to wage the proxy contest.

Holding → If the court deems something to be inequitable, they will not let you get away with it, even if it’s legally possible.
· Management attempted to use the corporate machinery and DE law to perpetuate itself in office and to obstruct the legitimate efforts of dissident SHs.

· This was inequitable because those who intend to wage a proxy contest will gear their campaign to the by-law date of the annual meeting.  Management cannot advance that date in order to obtain an inequitable advantage in the contest.
· This is not used that much but has potential

· Cited for being “Against the established principles of corporate democracy.”
· Inequitable action does not become permissible just because something is legally possible
· Otherwise legal bylaw amendment to advance date of SH meeting was held invalid if, combined with denying access to SH list, its purpose was to thwart SHs effort to wage a proxy battle and perpetuate directors in office

Blasius Industries, Inc. v. Atlas Corp.
Facts
· B is a large SH of A and wants to replace management in order to restructure the corp.
· The corp. charter allows for 15Ds, there are currently 7.  A plans to amend the by-laws by soliciting proxies [in DE, SHs can amend by-laws] to increase the size of the BOD from 7-15, and then fill the 8 posts with people friendly to it.

· The board amends the by-laws from 7-9, and gets to appoint the two new D’s, so that, even if B gets its 15, it will only have 6 friendly to it.

Holding

· The board acted in order to stop B

· However, the board acted, not out of a desire to protect its control, but rather, out of a good faith effort in order to thwart the implementation of the recapitalization that it reasonably feared would cause great injury to the company.

· The rule that the reasonable exercise of good faith and due care validates the exercise of legal authority, even if it has an entrenchment effect, does not apply to interference with SH votes.
· The board’s action here was not a business decision but a corporate governance decision → BJR doesn’t apply.
· The board derives its legitimacy from the election process, and cannot use its authority to interfere with that process.

· Actions done for the primary purpose of interfering with an SH vote is not per se invalid, but the BOD bears a heavy burden of demonstrating compelling justification for such action.  In this case, that standard was not met.
· DE courts are sensitive to the free and effective exercise of voting rights:

· Requires disclosure to SH asked to authorize a deal of all material information in the corp’s. possession → Van Gorkam
· Means that a court can strike down action that moves an annual meeting up such that the action was intended to thwart an SH group from effectively mounting a proxy battle → Schnell
· Invalidating stock issued for the primary purpose of diluting the voting power of a control block can be invalidated for this reason.
Speiser v. Baker → Circular voting structures
Facts
· Players:  Chem, Med, Spieser, Baker
· M: B and S each have 50% of CS; C has the PS of M → has 9% of voting power [if converted → 95% of the voting power].

· C: B has 8%, S has 10%, Public has 40%, M has 42%.

· This circular voting structure allows B and S to control C without a corresponding equity investment.

· S, as president of M, can control its vote.  Thus, with M’s 42% and his own 10%, S can control C’s vote.

· If C converted its stock in M to CS, M would be unable to vote its 42% in C under DGCL § 160(c):
· § 160(c) → “Shares of its own capital stock belonging to the corporation or to another corporation, if a majority of the shares entitled to vote in the election of directors of such other corporation is held directly or indirectly, by the corporation, shall neither be entitled to vote nor counted for quorum purposes.”

· Here, if C converts its stock in M, 42% of C is owned by a company, M, in which C has a 95% stake.

· B says that S is going to use the 9% control of M that C has [and which he, as described above, can control], combined with his stake in M, to force B out.

· Thus, B wants the Court to enjoin M from voting its 42% in C.

Issue → can M vote its shares in C?

Holding → Even though C only has 9% of the votes in M, a majority of the shares entitled to vote in M can still be said to “belong” to C for purposes of §160(c).
· This is in line with the intent of the statute, to prevent shady situations like the one here.

· Thus, the 42% of C can’t be voted because that 42% is owned by M, a majority of whose shares entitled to vote for directors “belongs” to C.
Schreiber v. Carney → Vote Buying
Facts
· TI wants to have a share for share merger with TA.  JC owns 35% of TI, and, due to a weird voting structure, had the power to block the merger.  JC had directors in common with TI.  The merger would have adverse tax consequences for JC because of warrants they had.  If the merger went through, it’s bad for them tax wise, yet they lack the $3M necessary to exercise the warrants prematurely.  Therefore, they had to block the merger.

· Proposal that TI loan $ to JC to allow them to exercise prematurely.

· TI sets up an IC, headed by TI directors with no connection to JC – they hire their own counsel:
· IC likes the merger

· Decide to loan $ to JC to exercise warrants → $3 million loan at 5% a year until 1982, the expiration date of the warrants.  Got the rate from independent i-banker, and the rate equals the rate necessary to reimburse TI for any dividends paid out during this period [the interest rate = the dividend payments that JC gets from owning the stock].
· Eliminates Time Value of Money reason for not exercising early.

· But market risk reason for not exercising early stays the same.

· The loan had no impact on TI’s cash position.

· TI directors unanimously approve, but attach a condition that the deal must be approved by a majority of all outstanding shares and a majority of shares voted by SHs other than JC.
· The proxy statement is nice, complete, and detailed.

· The deal is approved as required.

Plaintiff alleges → vote buying in that there was vote buying – JC, in consideration for getting a great loan, withdrew its opposition to the proposed merger.
Holding → the deal is fine.

· Vote buying is a voting agreement supported by consideration personal to the stockholder, whereby the SH divorces his discretionary power and votes as directed by the offeror.  In this case, this is pretty much what happened.

· Vote buying is illegal per se if its object or purpose is to defraud or disenfranchise the stockholders [fraudulent purpose → deceit which operates prejudicially upon the property rights of another].  This is not the case here.
· If defraud/disenfranchise is not the purpose, vote-buying can be valid, especially when it is conditional upon approval by minority of majority of disinterested SHs havter full disclosure of all pertinent facts and is in best interest of all SHs

· Vote buying can defeat collective action problem

· Vote buying not of this caliber is subject to the intrinsic fairness test, and is OK if it’s ratified by a majority of the independent SH’s if they after full disclosure [in this case, you go back to the BJR – as opposed to Kahan v. Lynch where controlling SH, cleansing act just shifts burden].
· The argument that vote buying is illegal per se as a matter of public policy falls out because this argument is based on the possibility of a prejudicial impact on the SH; and here, the SH approved, after complete and full disclosure.
· Things that make vote buying OK here → SH approval, IC, JC was plausibly in a special situation, that what they got seems commensurate with the amount they lost.  Also here, TI didn’t really buy JC’s vote, they just bought neutrality.  All these things distinguish the case here from what would happen if PSI paid a prominent SH who wanted to vote for IPALCO to vote for it instead.
IPALCO – PSI PROXY CONTEST (III)

· The bidding war keeps the prices rising.

· CINergy gets approval from FERC [not as good as IURC].

· IPALCO files for approval with IURC.

· PSI puts 1 million shares in a rabbi trust, with assurance that the trustee will vote for PSI.  IPALCO challenged this in court, and won.

· Circular voting b/c PSI controls rabbi trust – Schnell, Blasius
· Consumer group is vocally anti-IPALCO [worries that rates will rise].

· PSI wins, IPALCO withdraws TO, but gets a deal that allows it to access through the CGE system in event of the merger, Indiana Ct. of Appeals says that the original CINergy deal was OK, but they stay with the holding company idea.  A year later, SEC gives final approval, but has not yet decided whether CINergy has to sell its gas businesses.

PART IV: THE ACQUISITION MARKET
CORPORATE COMBINATIONS AND APPRAISAL RIGHTS

Ways to Structure Acquisitions
Merger
· The two companies become one.

· One company is designated as the surviving corporation
· In consolidations, which never happen, the two companies form a third, new company.

· The assets and liabilities of each corporation become the assets and liabilities of the surviving corporation.

· What happens to the SHs?  Two possibilities:

· Both sets of SH become SHs of the surviving corp.

· One set of SH become SH of surviving corp., one does not.

· If they receive cash, we call it a cash merger.

· If they receive stock, we call it a stock merger.

· The designation of which company is the surviving corp is completely independent of what happens to the SH.

· What happens to the SH of the two corps. is specified in the merger agreement.

DGCL Statutory Provisions for Mergers
251(c) → Requires approval by BOD and SH of both corps.

253 → Short form merger
· One corp. [parent] must own at least 90% of the other [subsidiary]

· If Parent survives, you only need approval of BOD of Parent corp.

· Rationale – merger has no econ effect on Parent’s SH and Parent is the main SH of subsidiary so any SH or BOD vote is a formality.

251(f) → SH approval not required by SH of surviving corp. if:

· SH retain their shares [don’t change their rights]

· Don’t change the charter of the surviving corp.

· If you give shares to the SH of the target, these shares do not constitute more than 20% of the shares that have been issued of the surviving corp. outstanding prior to the merger
In this scenario, you only need the approval of one set of SH and both boards

Asset Acquisition
· A buys the assets and assumes the liabilities of B – if B liquidates after this, it’s like a merger.

· Requires approval of BOD and SH of B §271
· Generally does not require SH approval of A – A acquires B’s assets by contract, not law → it requires much more precise documentation and title work than merger.
· Charter amendment / Stock Market
· Disadvantage:
· Lots of paperwork because assets don’t transfer as a matter of law
Stock Acquisitions
· Does not require the formal approval of the BOD of the target Co.

· When dealing with closely held corporations or the wholly owned subsidiary of a publicly held company, it’s easy since stock can be easily transferred.
· When dealing with a public company:

· Stock acquisitions are the first step and then you go with a second step merger.

· If you’re lucky enough to get 90% in the TO, then you can do a short form merger. – not as many approval require
· If you get 50% or more, then you need to do 251(c), but since you have a majority of the shares, the outcome is not in question.

· Two step mergers are faster.
· NYSE, NASDAQ and AMEX require SH approval for any issuance of new shares when the newly issued shares are greater than 20% of the existing outstanding shares.
Triangular Mergers → most public corp. mergers are triangular mergers

· A wants to acquire B → forms B acquisition corp [BAC].

· The merger is between B and BAC.  Done under 251(c) so requires approval of B SH and approval of BAC SH [the SH of BAC is A], so it doesn’t need approval of A’s SH.
· In a stock merger, if you’re issuing more than 20% → need approval of A’s SH.

· B is the surviving corp, but B’s SH get cashed out (requires approval) or stocked out (no approval required).
Ace Ltd. v. Capital Re
· ACE and CR enter into a merger agreement [SH of ACE supposed to get .6 shares of ACE in exchange for each share of CR].
· CR wants to back out and instead accept a bid from XL.

· ACE guaranteed to have 46% of the shares [either by owning them or through contractual commitments.  It is for this reason that the board does not want to submit the merger to a SH vote B/C Ace had a merger agreement
· The merger agreement contained no shop and no talk clauses:

· No shop → can’t solicit, initiate, encourage, or take any action to knowingly facilitate proposals

· Court says these are usually OK.

· Soliciting means seeking out offers.

· But if someone brings the Board to a bid, they’re OK.

· No talk → prevents the board from “participating in negotiations or discussions with, or even providing information to” a third party in connection with a merger.  In this case, the merger agreement said that they could “talk” if they had a written opinion from their lawyer saying they are required to talk in order to avoid breaching fiduciary duty.
· These are not OK

· Preclude the board from considering any other offers unless their lawyer signs a statement saying they are “required to” talk.

· Such a contractual commitment is particularly suspect when failure to consider the other offer results in the consummation of the original deal, however more valuable the alternative deal might be and however less valuable the original deal has become.

· It involves an abdication by the board of its duty to determine what its own fiduciary obligations require precisely at the time in the life of the company when its own judgment is important.

· A ban on considering such a proposal, even where there is an exception where legal counsel opines in writing that such consideration is required, comes close to self-disablement by the board.

· This also forces the board to be uninformed – how can you make an informed business judgment if the contract requires you to ignore someone who wants to give you information because just by listening to the person, you’ll be in breach.

· Aside from all this, the written opinion requirement does not prevent the board from “talking,” even if its lawyer equivocates.
· The Court seems to really emphasize that the no-talk clause essentially forces the  BOD to abdicate its responsibility, and is essentially the BOD rendering itself powerless.
· This is the same reasoning as the Court uses in Omnicare.  There, the merger agreement had a provision requiring the BOD to put it to a vote, even if they disapproved of the merger later on, and there was a cohesive group of stockholders with majority voting power invariably committed to the merger [SH vote was a forgone conclusion]
· Directors cannot put clauses into merger agreements that prevent them from carrying out their duties under DE law.

· NCS board was required to negotiate an out-clause in case the deal became inferior to another one [needed to have a fiduciary duty out clause].
Corporate Combinations and Appraisal Rights
DGCL § 262 → Appraisal Rights

· Appraisal rights are rights that individual SH has in merger that he doesn’t approve of to go to Court and have them determine the fair value of the shares received instead of the merger consideration.

· Assuming you have the right to seek appraisal, what do you have to do in order to get it?

· You must hold the shares on the day you make the demand and keep holding them [don’t sell them].
· When there’s a merger that triggers appraisal, you must tell the company before the vote that you want appraisal
· You cannot vote in favor of the merger
· When the merger takes place, the company notifies you – within 120 days, you need to go to court and file an appraisal petition
· When do you get appraisal?

· If the merger is a 251 merger:

· For a private company, there must be 2000 or fewer record shares.

· For a public company, it must be a cash merger [stock mergers between public companies, like CGE, don’t get appraisal].

· Short form mergers [253] always get appraisal rights, even if it’s a stock merger.
Note on Valuation → DE uses investment-banking valuation procedures.
EXCLUSIVITY OF APPRAISAL REMEDY AND FREEZEOUT TRANSACTIONS

Weinberger v. UOP
· A freeze-out merger is when a partly held subsidiary is merged into the parent company.  In this case, none of the protections against disadvantageous mergers are present.

Facts
· In 1974, Signal was looking for a good investment and bought 50.5% of the UOP shares in a TO for $21.  UOP has 13 D’s, 5 of whom are S employees and one who is S’s ex-banker.  When UOP CEO retired, they appointed an S Exec. VP to give them 7 – a majority of the board [non-independent].  They decide to buy the other 49.5% of UOP.
· They ask to S officers, A and C [who are also D’s of UOP] what a good price would be.

· A and C do feasibility study that says that it’s good for S to buy the 49.5% at any price up to $24/sh.

· S decides to go for $20-21/share.

· S meets with Crawford, UOP CEO, tells him $20-21/sh, Crawford calls this generous

· No negotiation – bad idea – Van Gorkam

· Crawford should have asked for more, about how they got the price.
· Instead, he merely negotiates for his and other top executives’ stock options.

· Seems concerned more for himself than for the SH

· They have Lehman Bros. do a fairness opinion, but they need it in 4 days – a real rush job, like Van Gorkom [but Pritzker rushed so no other bidder would interfere, here’s there’s no reason for the rush].
· Crawford talks to outside directors but doesn’t establish an IP.

· FN 7 – this all could have been avoided had they established an IC.

· Fairness opinion says price is OK, but Glanville [I-banker] is off in Vermont hiking when this happens – not taking the fairness opinion seriously.

· The price on the Fairness opinion was blank

· Crawford negotiates down the price of the fairness opinion.

· UOP Board meeting went well – the board acted well – they looked at the Lehman Bros. analysis but didn’t know about the feasibility study.  They looked at everything they should have, but they operated without full disclosure
· In the proxy statement, they changed “negotiations” to “discussions”

· SH meeting was May 26, time of the annual meeting – now there is not a rush that they have board approval – there was just a rush to get board approval.

· Majority of independent SHs vote in favor, 60% of all SH vote in favor.

Legal Standard in case of Freeze-Out Merger → Entire Fairness
· Entire Fairness has two elements → fair dealing and fair price

· Fair dealing

· How transaction was timed

· How it was initiated

· How was it structured

· How was it negotiated

· How was it disclosed to directors

· How the approvals of directors or SH were obtained

· Fair Price
· Assets

· Market Value

· Earnings

· Future prospects

· Any other elements that affect the intrinsic or inherent value.

· All aspects of the issue must be examined as a whole since the issue is entire fairness.

Holding
· No fair dealing

· Feasibility study – Prepared by UOP directors, with UOP information, never shown to UOP SH – rather, used for exclusive benefit of S.

· Problems with timing – too much of a rush – entire transaction presented and approved by UOP BOD in 4 days.

· Crawford never really negotiated with S.

· No disclosure about the shody job and hasty preparation of the Lehman Bros. fairness opinion.

· No disclosure to SH that S considered $24 to be a good investment.

· Fair Price
· The court rejects the “Delaware Block Method” of determining fair value and says that the Court may take into consideration “all relevant factors” [anything considered relevant by investment bankers].

· Only the speculative elements of value that may arise from the accomplishment or expectation of the merger are excluded, but this is a narrow exception.

· Appraisal may not be adequate in cases where fraud, misrepresentation, self-dealing, deliberate waste of corporate assets, or gross and palpable overreaching are involved.
· In such circumstances, the Chancellor’s powers are complete to fashion any form of equitable and monetary relief as may be appropriate, including recisionary damages.
Andra v. Blount. Note on Unocal Exploration
· Challenging a short form merger [253] → your remedy is appraisal
· Challenging long form merger [251] → your remedy is entire fairness
· When following the truncated 253 process → no fair dealing
· If you set up ICs and all, with financial and legal experts, then it lost the benefit of the short form merger → simple, fast, inexpensive merger.

· Procedural differences between Appraisal [AR] and entire fairness [EF]:

· Appraisal rights have to be perfected – the steps are burdensome and risky and the cost of litigating spread over a small number of shares.  Unless you own a large number of shares or you know a large number of SH with perfect AR, it’s not cost effective; cost borne by litigants rather than lawyers.

· EF action brought as a class action so individual plaintiff doesn’t have to do anything; brought on behalf of all SH co cost spread over a large number of plaintiffs; lawyers work on contingency → no cost if no recovery.

· AR v. EF:  Recovery
· AR → get money later and could get less; no possibility of recissory damages.

· EF → get money right away; if lose, you’re in the same position as before; possibility of recissory damages.

· AR v. EF: Burden
· AR → no burden, court just decides

· EF → burden on defendant

In re Siliconix Inc. Shareholders Litigation
Facts
· V owns 80% of S, wants to get the rest, makes TO for minority shares conditioned on approval by a majority of the minority SH, after TO do a short form merger.
· S BOD appoints IC, hires Lehman Bros.  IC says cash offer is too low.

· V makes stock TO and proceeds without IC’s approval, but still requires majority of minority to tender or it won’t proceed with it.

· V’s stock price fell, S SH sues saying that there is no fair price.

Holding
· When a majority SH makes a TO for minority shares, as long as the offer is not coercive and he makes proper disclosures, he has no duty of fair dealing to the minority SHs.

· A TO like this, absent disclosure violations or coercion, will never be subject to EF:

· The SH accepts or rejects the TO, and if he rejects it, he still has his stock in the company.

· No merger agreement because the target is not a company, but the individual SH.

· TO’s are considered sales of the SHs separate property and do not involve distinctly corporate assets.

· No coercion → Coercion occurs when the corp. messes with voluntariness [tells the SH “I’ll give you $10 if you tender and $2 in the short form merger if you don’t].  But it is generally accepted that if you promise an SH who doesn’t tender that they’ll be frozen out in the short form merger on identical terms as the TO, then there is no coercion [back end matches front end]

· No board action

· Symptomatic of the fact that V is a controlling SH.  Very rare that a board remains neutral

SALES OF CONTROL

Zetlin v. Hanson Holdings
· S wanted to sell his controlling interest (about 50%) in the company to F for $15/share when the market price was 7.38/sh.
· Absent looting of corporate assets, conversion of a corporate opportunity, fraud or other acts of bad faith, CSH is free to sell, and a purchaser is free to buy, the controlling interest at a premium price.

· In Europe, if you pay a premium for the CSH’s shares, you have to offer the same premium to the MSH for their shares.

· Under the American rule, the value of both the controlling shares and the minority shares increases and everyone is better off.  Under the European rule, this transaction would never happen.
· Minority SH entitled to some protection from abuse (e.g., EF review) but isn’t entitled to protection from legitimate interests
Note on Brecher
· G was president and a 4% SH.  He sold his shares at a premium, promising to get the buyer’s people elected to control.

· This is illegal and contrary to public policy → An officer’s transfer of fewer than a majority of his corporation’s shares, at a price in excess of that prevailing in the market, accompanied by his promise to effect the transfer of offices and control in the corporation to the vendee, is a transaction which breaches the fiduciary duty owed to the corporation, and he will have to forfeit the portion of his profit that he got from that promise, since he has been unjustly enriched.

· We’re more suspicious of people who exercise control with a small block of shares than with a large block of shares.

· This was also about selling the office.
Harris v. Carter
· Controlling SH [C] sold stock to an assetless entity [M] and agreed to have its rep’s on the BOD replaced by M’s.  Once M was in power, it engaged in numerous self-dealing transactions that defrauded SH [clear that M breached its fiduciary duties].  SH sue C.
· A sale of controlling interest in a corporation, where the seller ensures that the buyer’s designees assume the seller’s corporate office, requires the seller to take such steps as a reasonable person would take to ascertain that the buyer does not intend or is unlikely to plan any depredations of the corporation.  When the circumstances would alert a reasonably prudent person to a risk that his buyer is dishonest or in some material respect not truthful, he has a duty to make such inquiry as a reasonable person would make, and generally to exercise care so that others who will be affected by his actions should not be injured by wrongful conduct.
· This is like the Gleneagles case – IIT is like Carter, in that both have the ability to prevent what’s going on.  The gatekeeper party is not clearly the guilty party, but has the ability to stop what’s going on, so when suing, we go after them.  The gatekeeper usually has deep pockets.
McMullin v. Beran
Facts
· A owns 80% of C.  L wants to buy that 80% and the rest of C in a two step merger.

· C authorizes Arco to explore the sale of the entire company [MISTAKE]

· A bargains them up from $51 to $57 per share for the TO and the MSH cashed out in the 2nd step get the same price.

· C’s financial advisors said that it was fair to everyone, except A.  C’s BOD unanimously approved the deal.

· 99% of the shares tendered and they did the 2nd step.  No SH sought appraisal.

Holding
· C’s Ds had a duty to act in an informed and deliberate manner, and with good faith, in determining whether to approve the agreement.
· The Court really emphasizes that the BOD must make an informed and deliberate judgment about maximizing value for the SH.
· C’s Ds could not really seek an alternative to the A-L deal, but they have to figure out whether the price is better than appraisal.
· When a merger is negotiated by a CSH, the BOD cannot abdicate its duty by leaving the SH alone to approve or disapprove because the CSH’s position makes the vote a formality.

· In this case, this responsibility required C’s BOD to conduct a critical assessment of the deal with L and to make an independent determination as to whether that deal maximizes value for all SH.  The BOD, by what it did, or didn’t do, abdicated responsibility.

· They could have A conduct preliminary negotiations but had to make an informed and independent decision as to whether to recommend tender or appraisal.  Here, A did everything and C’s BOD made no determination of C’s entire value as a going concern before making its expedited decision to recommend approval of the deal.
· They got a fairness opinion from Merril Lynch – apparently, this is not enough.

· This case is a lot like ACE

· Complaint alleges that A could have gotten more but settled for less because it needed cash → this makes the conflict of interest material – CSH conflict transaction – Orman v. Cullman.
TENDER OFFERS AND THE WILLIAMS ACT

· The Williams Act of 1967 regulates TOs → intended to provide SH time and information to make an informed decision about whether to tender their shares, and to give the market an early warning of an impending TO.  Arguably intended to assure SH equal opportunity to participate in offer premium.
Securities Exchange Act Provisions
· 13(d) Early Warning System
· Alert target management and market of any concentration of shareholdings that might foretell a future change of control.

· Has a disclosure requirement for large SH who cross the 5% threshold → must disclose identity, financing, and if purpose is to take control, the plans and any major changes to the corp [merger/liquidation, etc].

· 14(d)(1) + rules: extensive disclosure required about tender offeror
· Must disclose identity, financing, future plans.

· Unlawful for person to make TO if they would be beneficial owner [own or control] of more than 5% of shares unless certain disclosures are made.

· 14(d)(4)-(7) + SEC 14d rules:  Regulate substantive terms of the TO

· Must be left open for 20 business days [rule 14e-1]
· We want to encourage an auction – drive the price up – better for SH.

· SH can withdraw tendered shares up to 15 days after tendering- rule 14d-7 [14(d)(5) → parties can withdraw their tendered shares].
· Could have competing bid that is better

· Give SH time to think.

· Equal treatment of SH who do not tender
· No discrimination – TO must be open to all SH

· All SH must be treated equally – can’t treat those who tender early better than those who tender late.

· No reason to tender early

· Must accept all shares tendered while open – if oversubscribed → pro-rata. 14(d)(6)

· Effect of altering terms during its pendency

· If you increase the consideration, you must pay the increased consideration to all SH that tendered, even those that tendered before the price increase – Best Price Rule.

· Rule 14e-1 → if you increase the price during an offer, you have to keep the offer open for another 10 days after the price increase.

· 14(e) → antifraud provision, designed to prohibit:
· Misrepresentations

· Non-disclosures

· Any fraudulent, deceptive, or manipulative practices.

“Unlawful for any person to make any untrue statement of material fact or omit to state any material fact necessary in order to make the statements made not misleading or to engage in any fraudulent, deceptive, or manipulative acts or practices, in connection with any tender offer or request or invitation for tenders, or any solicitation of security holders in opposition to or in favor of any such offer, request, or invitation.”
THE TAKEOVER DEBATE

Gilson → HTOs good
· There are many opportunities for management to favor itself at the expense of the SHs.  They can do this by being inefficient and reducing part of the corporation’s income, or by appropriating part of the corporation’s income stream.
· He goes through the various forces that police management [page 95-96 in notes] and dismisses them [MK adds his twist by distinguishing between lazy and stupid managers].
· In the end, he says that only the tender offer makes sense:

· If you’re an inefficient manager, your company does worse, the stock price drops [think EMH], and another manager will come in and do a takeover because now you can make profits off doing a takeover.

· This wouldn’t work if management could stop the bid.

· SHs should decide.  Not managers or directors.  SH’s decide if TOs are good.

· Management can do 2 things in a TO: 1) give SHs information; 2) solicit other bidders to drive up the price.

· This kicks stupid managers out and incentivizes lazy managers to act and do well because they don’t want to get kicked out.

· This is the classic case against management defensive tactics.
Lipton → HTO Bad for SHs.
· Create too much debt

· Companies that focus on long term profits become targets, because they make less money in the short term, translating into a lower market price [reject EMH – long term orientation affects price].

· Management [of both raider and target] spends money on inefficient non-productive activity.
· Effect on SH

· Raider shares lose value

· Target shares gain only in short term.

· Also bad for the “other constituents” → employees, community, and suppliers, who get hurt and fired when companies cut costs as a result of the merger.

· This argument is in conflict with SH primacy, which is big with the legal policy and academic establishment.

DEFENSIVE TACTICS

Unocal v. Mesa
Facts
· M owns 13% of U stock.  They make a two-tier front loaded TO for 64 million shares of U [37%], which, together with their 13%, would give the majority control.
· First step is a TO for $54 cash.  Second step is a merger, for bonds apparently worth $54, but really worth less.  Front-loaded in that the first step has a higher value than does the second step.

· U’s BOD [8 outside, 6 inside] meets for 9.5 hours, gets advice from outside counsel and bankers and say the offer is inadequate.

· Propose defensive strategy → self-TO by U – they accept this.

· $72/sh self-TO for 49% [all the shares not bought by M].

· Mesa exclusion → M cannot tender in this self-TO

· Mesa condition → self-TO only kicks in when M gets 51%.

· If Mesa condition is not met, they’ll buy 50 million shares (30%).

· This is about stopping and screwing Mesa
· It stops them because now the TO is back-loaded [you wind up in a better position if you don’t tender to Mesa], so nobody will tender.

· It screws them because Mesa owns 13% of UNOCAL and it can’t tender [if some SHs get to tender at a higher price and others don’t, those who remain in ownership get screwed].

Unocal Test For Defensive Actions
1. There must be reasonable grounds to believe that the HTO is detrimental to corporate policy and effectiveness
a. Good faith and reasonable investigation
b. Materially enhanced if you have the approval of a board which has a majority of independent directors, or to have the independent directors meet separately.

2. The defensive measure must be reasonable in relation to the threat posed.

a. Concerns include:

i. Inadequacy of the price

ii. Nature and timing of the offer

iii. Questions of illegality

iv. Effect on other constituencies [creditors, customers, employees, and community]

v. Greenmail

vi. Risk of non-consumption

vii. Quality of securities being offered in the exchange

Relationship to Siliconix
· In Siliconix, the court took the attitude that the TO is addressed to the SHs and requires no action by the board – board do nothing

· The Court here says that, when there is a TO, the board should be involved.

· But in Siliconix, the TO was not front-loaded like it is here (the Siliconix court even qualified the hands off approach as contingent on there not being coercion).

Applying the test in this case
· What were the threats?

· The junk bonds were less than the TO – the front-loaded TO was coercive.

· The price was inadequate – UNOCAL was worth more than the $54/sh offered in the front end.

· Mesa had a reputation as a greenmailer

· Good faith/reasonable investigation arm of the test:

· They put in a lot of time
· Relied on I-banker who said the price was inadequate.

· The board was composed of a majority of outside directors.

· How was the defense reasonable in relation to the threat?
· They didn’t spend much time on this

· It was consistent with the principle that the minority SH should receive the substantial equivalent in value of what he had before – this is the concept of fairness.

· UNOCAL’S BOD’S decision to offer what it determined to be the fair value of the corporation to the 49% SH who would otherwise be forced to accept highly subordinated junk bonds is reasonable and consistent with the D’s duty to ensure that the MSH receive equal value for their shares.
Takeover Defenses
· Discriminatory self-TOs have since been prohibited by the SEC

· No other provision of federal law gives the BOD a veto over TOs.

· M&A lawyers come up with other defensive devices

· The most effective one has been the poison pill.

· Poison Pill’s advantages:

· They’re effective – there’s never been a instance where a raider was willing to buy a company with a flipped in poison pill that was not removed by the board voluntarily or by a court order.

· Poison Pills do not require SH approval and can be instituted unilaterally.

· The cost is minimal!

· A poison Pill’s technical name is called a rights agreement
· How a poison pill works:

· When the bidder acquires a defined interest in the target (usually 20%), the target SH become entitled to buy authorized, but un-issued shares at a substantial discount.

· This dilutes the value of the shares held and acquired by the bidder.

· The target BOD can redeem the pill by paying a small amount to redeem the right from the SH.

· Purpose of the pill:

· Give BOD leverage to negotiate with bidder

· Allow BOD to seek competing bids

· Give BOD ability to resist inadequate or coercive offers.

· Potential problem with the Pill:

· At some point, BOD might have to redeem the pill, by virtue of their fiduciary duty to SH, even if they think it’s a bad idea.

· Hostile bidders can engage in a proxy contest to replace BOD with its own nominees, have them redeem the pill, and let the TO go through.
NetLogics Rights Agreement

· It’s a flip in pill → when someone becomes an acquiring person, there is an adjustment and that adjustment is discriminatory.
· These attack the first stage of the HTO.

· Make the back end of the merger more attractive [for people who don’t tender, we offer a right worth $80 plus the value of your share].

· The BOD can adjust the price if the raider ups his ante

· Offered to the exclusion of the raider [like Unocal – also, the back end being more attractive is like Unocal too].
· In the event that the SHs do tender, the company will make large payouts to the non-tendering SH, at the expense of the raider – just like Unocal
· Does not threaten an outflow of assets which would worry creditors.

· SHs paying money for shares, and shares are not an asset.

· Beneficial owner doesn’t include shares controlled by proxy – this would make what IPALCO tried to do impossible and give boards a means by which they could entrench themselves permanently.

· If there’s a TO that the BOD likes, they can redeem the pill for 1 cent/right at any time before someone becomes an acquiring person.
Developments in Poison Pills
Moran → Court won’t scrutinize Poison Pills when adopted because they are valid as warding off takeovers that are legitimate threats.  But it will evaluate the pill when the BOD is faced with an actual offer and has to decide whether or not to redeem the pill.
Way to succeed in HTO
· Announce the TO

· Tell the SH’s to replace the board, have the new board redeem the pill, and then proceed with the TO.

· Staggered BOD → takes 2 election cycles to get a majority.

· Non-staggered BOD → you can act by written consent, or the SH can call a meeting, however long it takes them to pull this off.

· Or you can get the Court to order the BOD to redeem the pill.

Dead Hand Pill
· Can only be redeemed by the BOD if there is no change of control.

· If there is a proxy contest that replaces BOD, the new BOD cannot redeem the pill.  Closes off one way to get around the pill.

· Slow hand pill is a more modest version of the dead hand pill.

· DE held that the Dead hand pill is invalid → deprives the BOD of their duty to manage the corporation [DE courts have a BOD centered attitude towards corp – they want a well informed BOD to think about what’s best and do it.  Dead Hand Pill prevents that].

· Even if a company has a dead hand pill, you can take it over with a proxy contest and then do a merger [doesn’t trigger the pill].
Note on Interco
· Rales brothers made an HTO for Interco, $74, all cash for all shares, but this couldn’t be consummated because the company had a poison pill, and was in the middle of a restructuring.

· Could Interco leave the pill in place while it proceeded with the restructuring?

· In the case of a non-coercive offer, a company can maintain a poison pill while it exercises its good faith business judgment and takes steps to protect the SH – this includes things such as a Revlon-style auction [multiple competing bidders → raises the purchase price substantial], a recapitalization, or a restructuring designed as an alternative to the offer.
· But when this period has closed, the legitimate function of the poison pill in the context of a non-coercive offer will have been fully satisfied, and its only function is to prevent the SH from exercising a judgment about their own interests, which will differ from the judgment of the D’s [who are interested] so the pill must go.
· This position is similar to Gilsons → you can use a pill to improve an offer, or develop an alternative, but you can’t use the pill just to defeat an offer.  The SH must decide.
Paramount v. Time
Facts
· Time had a strategy to expand from publishing to multi-media, since 1983.  They looked at a bunch of companies and thought Warner would be the best fit. 
· They do a triangular stock for stock merger:

· Warner SH ends up with 62% of Time stock [merger of equals].  Time SH get 38%.

· They have co-CEO’s for 5 years and a split board – this allows T to maintain its journalistic integrity.

· Two weeks before the merger vote, P makes a hostile bid of $175/sh.  Market price was $126, so good premium.

· P has 3 conditions for its bid: 1) remove PP; 2) terminate merger with W; 3) ability to obtain cable franchise [like IPALCO – PP, regulatory issues, merger agreements – conditions of TO].

· T’s I-banker says the offer is inadequate, P goes up to $200, but the I-banker says it’s still not sufficient.  The board rejects the bid [i.e. they don’t redeem the pill].
· T is worried that their SH will like it and go with P, not W → they change their offer to a TO, cash merger, to ensure that SH vote for W
Legal Standard
· T’s original decision to enter into the deal with W is entitled to BJR.
· The revised agreement is a defensive measure, and analyzed under Unocal
Unocal Analysis
· What was the threat?

· The Court eschews a narrow interpretation that says that a threat can only be one of two things: 1) unequal treatment; 2) inadequate value.

· Here, T’s BOD was concerned that T SH would tender into P’s cash offer in ignorance or a mistaken belief of the strategic benefit that a business combination with W would produce.

· Also concerned that P’s conditions introduced a degree of uncertainty that skewed a comparative analysis

· Timing of P’s offer following the issuance of T’s proxy notice arguably designed to upset, confuse the T SH vote.

· Was the defensive measure reasonable in relation to the threat?  Yes.
· The Directors are not obligated to abandon a deliberately conceived corporate plan for short term SH profit unless there is no basis to sustain the corporate strategy.

· T’s action was not aimed at cramming down on its SH a management sponsored alternative [this is what they tried to do in Interco], but rather, was supposed to carry forward a pre-existing transaction in an altered form → response reasonably related to the threat.

· The revised agreement and safety devices did not preclude P from making an offer for the combined TW or from changing its offer so that it’s not contingent on nullifying the TW agreement.

Just Say No Defense
· Don’t remove the PP, block TO, but don’t in the mean time try to cram down a management sponsored alternative.

· Just continue running your business, don’t do a restructuring.

· It is valid to carry forward a pre-existing business plan in an altered form.

· You can use the PP to negotiate a better price, look for an alternative, or propose an alternative.

· T’s BOD wasn’t forcing anything upon its SH, or ultimately preventing P from making a bid on TW, it was just continuing through with its long term business strategy.
Williams v. Geier

· The Unocal analysis should be used only when a board unilaterally (i.e., without stockholder approval) adopts defensive measures in reaction to a perceived threat

· Here, there was no unilateral board action so Unocal is inapplicable

· Only by demonstrating that the Board breached its fiduciary duties may the presumption of the BJR be rebutted, thereby shifting the burden to the Board to demonstrate that the transaction complained of was entirely fair to the SHs
Revlon v. MacAndrews & Forbes
Facts
· PP approaches R, R not interested, PP makes hostile bid.

· R takes two defensive measures:

· Repurchase 10m shares in exchange for notes/stock combo.  The notes contained covenants limiting R’s ability to incur additional debt.

· PP can’t finance the acquisition by putting the debt on R.

· Not that strong of a defense

· Poison Pill

·  PP continues to raise its bid → no defenses working → R looks for a White Knight (someone who saves you from a HTO)

· They find White Knight and make a deal for an LBO with F [the deal included waiving the covenants, upsetting the note holders].

· PP raises its bid, F raises his bid.  The second F deal raises the price, has F support the value of the notes, management no longer participated, there was a great lockup option, a no-shop provision and a termination fee.
· The BOD unanimously approves Fs offer, but there is some wiggle room – the BOD agreed to redeem the rights and waive the covenants on PS in response to any offer above $57.

· PP raises bid to $58, conditioned upon nullification of the rights, waiver of the covenants, and injunction of the F lockup.
UNOCAL Analysis → in adopting the plan, the BOD protected the SH from a HTO at a price below the company’s intrinsic value while retaining sufficient flexibility to address any proposal deemed to be in the SH best interests.
Heightened Revlon Scrutiny → once the sale/breakup of the company becomes inevitable, the BOD’s role changes from defenders of the corporate bastion to auctioneers charged with getting the highest price for the SH at a sale.

F’s Lockup → not OK under this standard
· The lockup emphasized that the value of the notes would be protected, and this protected the BOD from a suit by the note holders.

· This emphasis put the note holders’ well being ahead of the SH.

· The BOD may consider “other constituencies” provided that there are rationally related benefits accruing to the SH.

· Lockups can be good → create an auction and maximize SH profit [white knight like F might only enter the market if it receives some compensation for costs].

· But lock ups that end the auction and foreclose further bidding operate to the SH detriment [the idea is that they preclude bidders from competing with the optionee bidder].

· F had been drawn into the bidding process on a preferred basis, so the effect of the lockup was not to foster bidding, but to destroy it.

· BOD said they liked F’s offer because of better financing, note holder protection, and higher price (TVOM).  But the financing was not that much better, neither was the price → BOD’s principal object was protection of the note holders’ over the SH interests.  Principle benefit went to directors, who dodged a suit.

· When a BOD ends an intense bidding process on an insubstantial basis, and where a significant by-product of that action is to protect the D’s against a perceived threat of personal liability for consequences stemming from the adoption of previous defensive measures, it doesn’t withstand the enhanced scrutiny which Unocal requires of D conduct.

No-Shop Clause → impermissible when a BOD’s duty becomes that of an auctioneer responsible for selling the company to the highest bidder.  This agreement ended the BOD’s involvement in the bidding process.

· Favoritism for a white knight and exclusion of a hostile bidder might be justifiable when the latter’s offer adversely affects SH interests, but when bidders make similar offers and dissolution of the company becomes inevitable, the directors cannot play favorites.

Note on MacMillan
· Specifies that Revlon scrutiny kicks in upon sale of control.

· Doctrinal test for what Revlon duties are:

· Plaintiffs must show that Directors treated one or more of the bidders on unequal terms.

· The Court then examines whether the directors properly perceived that the discrimination enhanced the SH advantage.

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

Paramount v. Time
· Plaintiffs say that the action is subject to Revlon

· Chancery Court says no!

· Deal with Warner was not change of control, even though W SH get 2/3 of company → control says in the hands of the market [both before and after the merger, there was no controlling SH, but rather, a lot of unaffiliated SH that could have, but didn’t form a coalition].

· SCT accepts the holding but rejects the rationale

· No evidence of a breakup → SCT emphasizes the breakup element.

· Don’t talk about a sale

· So is it the breakup element that’s important or the sale element?
Paramount v. QVC
Wachtell’s Opening Statement
· Doesn’t take a position n what the proper doctrine is, doesn’t want to get pinned down on this stuff.
· He was much more focused on the facts.  He spent about twice as much time on the facts as the other guy [who focused on the law mostly].

Facts
· P looks for merger partner, talks to Viacom on and off, but they can never reach an agreement.

· Then during a break in the negotiation, two things happen:

· Davis [P CEO] finds out that Diller [QVC’s CEO] wants to acquire P.

· V share value increases

These events appear to refute the argument that P’s move was part of a long-term strategy.  If it was, then these two events should not be so important [already a deviation from Time].
· P and V resume discussions and enter into a merger agreement on 9/12:

· For 1 P stock, SH get .1 share of V voting stock, .9 of V non-voting stock, and cash.

· Asks for pill to be voided.

· Defensive components:
· No Shop clause – BOD can only talk to an unsolicited bidder who has no financing contingencies:

· There can be a bid made which it’s your fiduciary duty to analyze, but if it’s subject to a financing contingency, you can’t under the no-shop.  This no-shop prohibits the BOD from doing what it is required to do under its fiduciary duties → like ACE [worse than the one in ACE, since here there are completely extraneous conditions].

· $100M termination fee

· Stock option agreement

· On the 20th, QVC makes an offer to bid for $80 → P says they can’t talk because of the no-shop, QVC provides evidence of financing, it still takes a while for talks to start, and they’re not very fruitful, QVC makes another 80 dollar bid → P and V revise merger agreement → 80 dollar TO, includes all defensive measures, QVC makes higher offer, P says they can’t talk because of the no-shop – it goes to court.
Holding
· Either a sale of control or a breakup triggers Revlon → A sale of control is sufficient by itself to trigger Revlon:

· SH is giving up his right to a control premium.

· MSH losing a lot of voting rights, and might lose their equity interests because of a cash out merger.

· Here there was a sale and change of control, so Revlon applies:
· BOD has to find the best short-term value for SH

· But not obligated to completely ignore strategic alliance

· What P BOD was obligated to do:

· Diligently and Vigilantly examine critically the P-V deal and the QVC TO

· Act in good faith

· Obtain, and act with due care on, all material information reasonably available, including information necessary to compare the two offers to determine which deal, or alternative course of action, would provide the best value reasonably available to the SH

· Negotiate actively and in good faith with both V and QVC to that end.
· What P BOD did wrong:
· Gave insufficient attention to the potential consequences of the defensive measures demanded by V

· It had unusually draconian features

· QVC’s interest in P provided an opportunity for P to seek higher value than that offered by V – QVC repeatedly said it would exceed the V offers.

· When they renegotiated the merger, P had the opportunity to modify the improper measures as well as to improve the economic terms of the P-V deal.

· Should have been clear to P that the stock option, along with the termination fee and no shop clause, were impeding the realization of the best possible value for the SH.

· But they made no effort to renegotiate these counterproductive devices and continued to cling to the alliance with V.

· Moreover, P BOD considered the V offer to be conditional and held that they were obligated under the no-shop to not negotiate with QVC.

· By November 1993, the revised QVC offer was a billion dollars higher than the P offer → turning down this advantage can’t be justified by long-term strategy, because the change of control would make it that the long-term strategy would not necessarily get implemented anyways.  Also, the uninformed process deprived the strategic vision of much credibility.

· Basically, P did not deal fairly with QVC [see the facts section of the opinion for more on this] and they were obligated to because the BOD had to deal with them in order to maximize the SH value under Revlon.  The long-term strategy is not a good excuse under Revlon scrutiny because the company is being sold or broke up → there is no long term!

PART V: INSIDER TRADING → This is Federal Law!
RULE 10b-5 AND SECURITIES FRAUD

Basic v. Levinson
Facts
· Basic and Combustion had been engaging in merger talks for two years

· During this time, Basic made statements denying that it was engaged in merger negotiations.

· Then, Basic announces the merger and the deal goes through

· Now, Basic is being sued by all the people who sold Basic stock from the time of the first false statement until the time of the correct disclosure.
Materiality Standard → An omitted fact is material if there is a substantial likelihood that the reasonable SH would consider it important in deciding how to vote.
· The SCT rejects the 2nd Circuit standard that merger talks only become material when there is an “agreement in principal.”

· The SCT adopts a test which says that materiality is determined by the probability/magnitude test → a balancing of both the indicated probability that an event will occur and the anticipated magnitude of the event in light of the totality of the company activity.
· To assess the probability that an event will occur, the fact finder should look to the indicia of interest in the transaction at the highest corporate levels → such as board resolutions, instructions to I-bankers, and actual negotiations between the parties.

· To assess the magnitude of transaction to the issuer of securities, the fact finder should look to things such as the size of the two corporate entities and the potential premiums over market value.
· They remand the case for a determination of materiality.

Reliance / Causation
· Reliance is an element of a cause of action under 10b-5, but not direct reliance

· Fraud on the market theory → In an open and developed securities market, the price of a company’s stock is determined by the available material information regarding the company and its business.  Misleading statements therefore defraud purchasers of stock even if the purchasers do not directly rely on the statements.  The causal connection between the defendants’ fraud and the plaintiffs’ purchase of stock in such a case is no less significant than in a case of direct reliance on misrepresentations.
· Thus, where materially misleading statements have been disseminated into an impersonal, well-developed market for securities, the reliance of individual plaintiffs on the integrity of the market price is presumed.

· Ways to rebut the presumption:

· You suffered no damages because the price wasn’t affected.

· “Market Makers” knew the truth so the market price reflected the truth.

· The news came out – show that they bought shares after the corrective statements were disseminated in the marketplace.

· The SH divested themselves without relying on the integrity of the market → they sold their shares for other reasons, like anti-trust problems, or political pressures to divest themselves of certain companies.

· MK:  People who rely on the integrity of the market don’t do research, and don’t find out about the statement, whereas people who don’t rely on the integrity of the market do research and find out about the statement → reliance on the integrity of the market is a proper substitute for actual reliance.
· The justification of securities fraud is deterrence – in the punishment, we’re taking money from innocent SH of corporations and giving it to innocent traders of stock.

· Managers don’t like to be sued

· Small chance of personal liability.
RULE 10b-5 AND INSIDER TRADING

The Equal Access Theory → no longer used!
· All traders owe a duty to the market to disclose or refrain from trading on non-public corporate information.
· Based on the inherent unfairness of exploiting an unerodable informational advantage – confidential information from which other traders are legally excluded.

· Problems with insider trading – Cady, Robers & Co.

· Giving access, directly or indirectly, to information intended to be available only for a corporate purpose, not for the personal benefit of anyone.

· Inherent unfairness involved where a party takes advantage of such information, knowing it is unavailable to those he’s dealing with.
SEC v. Texas Gulf Sulpher
· TGS was a company that discovered rare mineral ore in one of its properties.

· It didn’t make an announcement because it wanted to buy the adjoining land where they thought the mineral ore would stretch to, and they would get it at a lower price if they didn’t disclose.

· Several people working for the company bought stock of the company.

· The company makes an announcement, the SEC investigates, and brings a civil suit against the TGS employees.
Disclose or Abstain Principle
· If you have material non-public information

· Material → substantial likelihood that the reasonable investor would consider it important.

· Non-Public → not publicly disclosed or available

· And you’re a person who subject to the rule [an insider]

· Then you must either disclose the information before you trade, or you must abstain form trading.

Company Effects of Insider Trading

· Managers hoping to make $ from insider trading have incentive to generate information that’s valuable for such purposes

· It’s easy to generate bad information by screwing up.

Doctrinal Points about Insider Trading

· Who can sue on insider trading?  Anyone who contemporaneously traded opposite the insider [SEA §20A(a)].

· The total damages that you can recover are tied to the profits the insider made, so they are limited, compared to securities fraud, so you see few private suits.

· No element of reliance [it’s too speculative – “If I heard it, I would have believed it, wouldn’t have traded.”  This is a counter-factual].

· Rules of origination – describe people who, as an initial matter are subject to the rule.

· Rules of inheritance – people who are, themselves, subject to the rules, transmit that requirement to others.
The Fiduciary Duty Theory
· Insider trading violates rule 10b-5 when there is a pre-existing “relationship of trust and confidence” to support a duty to disclose between the insider and uninformed traders on the market.

· Disclosure duty can only arise from a fiduciary duty or equivalent tie.

· Chiarella – Printer lacked a relationship-based duty to SHs of the target companies whose securities he traded

· Dirks – clarified limits of fiduciary duty theory by addressing liabilities of tippees (tippee trading portrayed as a derivative violation of Rule 10b-5.

· Tippee originally owes no duty to other traders; tippee must first violate that duty by tipping improperly and then tippee assumes the tipper’s duty by trading
· Reflects strong interest in limiting the liability of security analysts, whose investigatory efforts it depicted as an important contributor to the efficiency of securities prices
Chiarella v. U.S. → rules of origination
Facts
· Chiarella worked for a financial printer – the printer gave him announcements of takeover bids by the acquiring company.  The name of the target company was left blank, but C figured it out and bought shares in advance of the takeover bid.

· The SEC finds out, he gets fired, he has to return his profits, the DOJ brings criminal charges against him.
· District Court convicts and Appellate Court affirms.

Relationship of Trust and Confidence
· SCT reverses because C had no duty to disclose or abstain.

· In order to have such a duty, C must have a fiduciary relationship of trust and confidence.  Without this, there is no fraud.

· Object of the fraud is the SH of the target who sold their stock.

· If C is liable, he defrauded the SH of the target by trading with them based on material, non-public information, without disclosing it.

· You only have a duty to disclose if you have a relationship of trust and confidence → this is what makes your failure to disclose fraudulent – principle from common law.

· Building blocks of the opinion:

· Arguable fraud → silence while trading with SH of target, using material non-public information.

· Analysis, based on common law, of when these facts are fraudulent – when C had a duty to disclose arising from a fiduciary relationship of trust and confidence.

· C was a complete stranger and had no relationship with the SH of the target co.  C was not an agent, had no prior dealings, and was not a fiduciary → some or all circumstances constitute a basis of a fiduciary duty of trust and confidence.
· The Jury instructions did not specify a duty of trust and confidence.  Instead, the trial court instructed the jury that C owed a duty to everyone – to the market as a whole and that the jury simply had to decide whether C used material, non-public information at a time when he knew other people trading in the securities market did not have access to the same information.
Dirks v. SEC → tipper/tippee liability
Facts
· Dirks is a securities analyst, talks to S, a former officer of EFA.

· S tells D that EFA has overstated its earnings → the stock price is really worth less than what it is.

· S wants D to verify and to publicize it.

· D investigates, finds it to be true, tells B from the journal, B doesn’t believe him

· D tells his clients, and the stock of EFA falls, NYSE stops trading, SEC starts to investigate, goes after D for violating 10b-5

Holding
· D has no relationship to EFA, but S does [if he sold stock, it would be insider trading]

· But we can nail D by saying that he may have inherited S’s duty.

Temporary Insiders → FN 14

· Includes underwriters, accountants, lawyers, and consultants.

· These people enter into a confidential relationship in the conduct of the business of the enterprise and are given access to information solely for corporate purposes.

· Such a person can be treated more properly as a tipper than a tippee.

· The corporation must expect that these people will keep the information confidential and the relationship must imply that the information will be confidential.

Rule of inheritance → tipper/tipee liability
· Tipper must have breached his duties by tipping

· This happens when the tipper is motivated by personal benefits, directly or indirectly, such as trading on the information, some quid pro quo, or a gift.

· This element supplies the link to fraud [the Court loves fraud, says you always need it].

· The tippee needs to be aware of this

· Like an aiding and abetting theory

· You need scienter in order to violate – if the tippee is not aware, there is no scienter.

· Basically, the tippee assumes a fiduciary duty not to trade on material nonpublic information only when the insider has breached his fiduciary duty to the SH by disclosing the information and the tippee knows or should know that there has been a breach.
In this case
· The tippers received no benefit, nor was their purpose to make a gift to D.  Rather, they were motivated by the desire to expose fraud.

· Thus, S never breached his fiduciary duty to EFA’s SH.

· Therefore, D never assumed the fiduciary duty not to trade on the material, non-public information.
Rule 14e-3 and the Misappropriation Theory

· 14e-3 → imposes a duty to disclose or abstain from trading on any person who obtains inside information about a TO that originated with either the offeror or the target.
· Misappropriation theory → the deceitful misappropriation of market sensitive information is itself a fraud that may violate rule 10b-5 when it occurs in connection with a securities transaction.

· Relationship, and unfairness of Cady, Roberts now refer to the insider’s source of information
Note on Carpenter

· WSJ reporter wrote “Heard on the Street,” on the front page of the business section.

· A day before the article was to appear, he called a friend who was a broker at Kidder Peabody—they traded on it and made profits.

· Carpenter has no duty to the SH of the companies he wrote about.

· He does, however, have a duty to the WSJ, which says that you can’t do this stuff.

· Misappropriation is also called fraud on the source.

· Fraud = taking confidential information and using it for your personal benefit.

· Who can sue on this?

· The employer

· Not the people who traded opposite you

· If the WSJ bought the shares the day before the article was released, it’s OK [though it would be a PR nightmare]; Also, if Carpenter got permission from the WSJ to trade on this information, it’s also OK.
U.S. v. Chestman
Facts
· W is run by Ira W and his family has a significant stake in W.
· A & P is going to make a TO for W.

· Ira tells Shirley, his sister, about the impending offer – he offered to tender he shares for her in order to avoid the administrative difficulties in tendering.  Ira tells her not to tell anyone.

· Shirley tells her daughter Susan, Keith’s wife, because Shirley is going on a mysterious trip, and Susan was worried, so Shirley tells her why she’s taking the trip – she says Susan can tell Keith, but nobody else.

· Susan tells Keith and tells him not to tell anyone else – it could ruin the sale.

· Keith calls his broker, Chestman, and tells him that he has news saying he should buy shares of W.

· Keith buys 1K shares and makes 25K, Chestman buys shares for other customers and himself.

· Keith cooperates with the government, has to give back his 25K, but Chestman was convicted under 10b-5 and 14e-3.
Majority Opinion
· They want to know if Keith had a fiduciary or similar relationship with Susan.  If he did, he likely breached by tipping Chestman and you get to a Dirks tipper-tippee analysis.

· Because they’re examining Keith’s duty to Susan, this means it’s a misappropriation theory case.

· What constitutes a fiduciary relationship of trust and confidence?

· Marriage does not, without more, create a fiduciary relationship.

· Giving someone confidential information and saying “don’t tell anyone about this” doesn’t create this type of relationship either.

· What is a similar relationship? Reliance or dominance.

· Repeated disclosure of business secrets between family members may substitute for a factual finding of dependence and influence and thereby sustain a finding of the functional equivalent of the fiduciary relationship.

· Why Keith gets off:
· The only reasons that he should be liable is that Keith was an extended member of the W family and that Ira discussed business with the fam.

· This is not enough → didn’t show that Keith was in the family’s inner circle, the information was gratuitously communicated to him, and the light warning at the end does not count.

· The disclosure served no business purpose and was unprompted.

· Nor did Susan’s dependence on Keith to act in her interests inspire the disclosure.

· Because Keith gets off, Chestman gets off.

Minority Opinion
· Very policy oriented → neither the statute nor the previous SCT cases provide guidance, policy is all that’s left.

· Don’t want to provide incentives for people to take information that doesn’t belong to them because the information is valuable → property rights in information theory.

· The information belonged to the family and corporation → Keith can’t use it.

· Someone who:

· Expects to, or has, received benefit from the family control of stock

· Is in a position to learn the information from family interaction

· And knows that under the circumstances, both the corporation and family want confidentiality

Has a duty not to use the information so obtained for personal profit where the use risks disclosure

· While the majority is not creative and looks to the pre-existing values of law [fiduciary and similar relationship], the dissent says that these are terms of art – they describe people that, for policy reasons, should not be allowed to trade on insider info.  But when we have a new circumstance, we should come up with a new test to mesh as closely as possible with the policy rationales.

10b5-2(b)(3) → includes spousal and family relationships as creating a duty of trust or confidence.
U.S. v. O’Hagan

· O was a lawyer in Dorsey and Whitney

· A client was planning a HTO of Pillsbury

· O buys stock and makes a profit of $4.3M.

· Convicted by district court under 10b5 and 14e3, overturned by 8th circuit which rejected the misappropriation theory.

· SCT re-instates conviction on both counts.

· Fraud only has to be in connection with the purchase or ale of securities.

· Misappropriation is fraud because he duped the firm – he was feigning loyalty to the source of the information – his firm.  

· If he had told them that he planned to trade on the non-public information, there is no deception and no 10(b) violation.

· Fraud is consummated by the purchase and sale of securities, and feigned loyalty by working at the firm.

14e-3 → specific to tender offers

· Who can’t trade?

· Anyone who gets info from the target or bidder, directly or indirectly.

· No requirement of tipper benefit – no requirement that tipper breached a duty by tipping.

· Scienter

· You have to know that the information is non-public.

· Have to know that you are getting it, either directly or indirectly, from the target or bidder, or any of their employees.
