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INTRODUCTION TO THE LAW OF ENTERPRISE ORGANIZATION

· Efficiency and the Social Significance of Enterprise Organizations (1.1)

· Wealth Creation and the Corporate Form of Organization (1.1.1)

· What Do We Mean by Efficiency? (1.1.2)

· Corporate law is evaluated by economic efficiency – the extent that it enables individuals to increase their utility

· Pareto Efficiency (1.1.2.1 ) 

· Pareto optimal distribution: allocation of resources when no reallocation can make at least one person better off without making at least one other person worse off

· Pareto efficient transaction: all parties affected by transfer experience a net utility gain (or at least on gains and no one experiences a loss)

· Drawbacks:

· Agnostic about the original distribution of assets

· It’s virtually impossible to make decisions that don’t make someone worse off – almost all public policies and some private arrangements fail Pareto test

· Pareto efficiency is poorly suited to evaluate corporate law

· Kaldor-Hicks Efficiency (1.1.2.2)

· Efficient if aggregate gains to the winners exceed the aggregate losses to the losers – aka rule of “wealth maximization”

· Limitations

· Doesn’t speak to initial distributions of wealth

· Difficult to measure all effects of an act

· More workable b/c it lets you compare costs and benefits – despite measurement problems, it’s theoretically sound

· Law from Inside and Out: Shared Meanings and Skepticism (1.2)

· The Outside and the Inside (1.2.1)

· Interior perspective: considers history, authority, and consistency – agnostic 

· Exterior perspective: considers practical need to produce a ‘good’ society  

· Fairness and Efficiency (1.2.2)

· Courts avoid using ‘exterior’ concepts like efficiency to justify choices, even if they’re central to evaluation 

· Instead rely on broad social concepts like ‘fairness’ 

· But – generally law considers fairness for shareholders.  B/c they’re residual claimants, protection of their interests under fairness norms generally is consistent w/ Kaldor-Hicks efficiency

· Development of the Modern Theory of the Firm (1.3)

· Coase’s 1937 Insight (1.3.1)

· Transaction costs are substantial – firms allow transactions to be accomplished more cheaply than on the market

· Transactions Costs Theory (1.3.2)

· Contractual governance relationships reduce transaction costs and share efficiency gains (Williamson) 

· Agency Cost Theory (1.3.3)

· Agents maximize their own interests, not principals 

· Jensen and Meckling 


· Management offers investors a share of the utility that results from centralizing information and expertise 

· Agency cost: any cost associated with the agent’s exercise of discretion over the principal’s property 

· Uneconomic decisions for a firm may be in the personal interest of managers 

· Three general sources of agency costs

· Monitoring costs: costs owners expend to ensure agent loyalty

· Bonding costs: costs agents expend to ensure owners of reliability

· Residual costs: costs that arise from differences of interest that remain after monitoring and bonding costs are incurred 

· All are born by the principal 

· Problems with agents

· Hidden action: agent can do something other than what’s in he best interest of the principal and principal won’t know (monitoring, incentives, law suits address this)

· Hidden information: no one knows your skills, quality (screening addresses informational asymmetry)

· Corporate agency problems

· Conflict between managers and investor/owners

· Majority shareholders can control returns in a way that discriminates against minorities

· Different interests of the firm and all those with whom it transacts, such as creditors

· A principal aim of corporate law is to reduce agency costs  

· Legal solutions to agency costs:

· Fiduciary duties 

· Disclosure

· Governance

XII. ACTION THROUGH OTHERS: THE LAW OF AGENCY

· Introduction to Agency (2.1)

· Agency Formation, Agency Termination, and Principal’s Liability (2.2)

· Formation (2.2.1)

· Agency results from (1) manifestation of consent of principal that agent shall act on her behalf and under her control and (2) consent by the agent (Restatement Agency § 1)

· Special agent: agency is limited to a single act or transaction

· General agent: agency contemplates a series of acts or transactions

· Disclosed: third parties know that agent is acting on behalf of a particular principal

· Undisclosed: third parties are unaware of a principal and believe that agent is a principal 

· Partially disclosed: third parties know they’re dealing with an agent but don’t know the identity of the principal 

· Agent: employee, servant, or independent contractor

· Termination (2.2.2)

· Either principal or agent can terminate agency at any time

· If contract sets a term, can bring claim for breach for damages 

· Law won’t (specifically) enforce irrevocable agency agreements 

· Parties’ Conception Does Not Control (2.2.3)

· Agency relations can be implied even when not explicitly agreed to 

· Jenson Farms Co. v. Cargill, Inc. (Minn. 1981)

· Residual claimants with a stake have authority 

· grain operators

· Cargill became liable as a principal on contracts made by Warren with plaintiffs 

· Existence of agency can be proved by circumstantial evidence which shows a course of dealings between the parties

· Three elements of agency:

· Consent: manifested by Cargill in directing Warren to implement its recommendations

· Warren acted on behalf of Cargill in procuring grain for Cargill

· Cargill exercised control over Warren (c.f. Fed Ex handout)

· Constant recommendations by phone

· Right of refusal on grain

· Inability to enter financial contracts without preapproval

· Right of entry to conduct audits

· Criticism about finances, salaries, inventory

· Determination of a need for “strong paternal guidance”

· Provision of drafts and forms with Cargill’s name

· Financing of all purchases and operating expenses

· Power to discontinue finances 

· All of these factors considered together show agency

· This was a unique situation

· Cargill had a stake in Warren’s success – Cargill’s primary interest wasn’t in earning money as a lender but establishing a source of market grain for its business 

· Liability in Contract (2.2.4)

· Agent must reasonably understand from the action or speech of the principal that she has been authorized to act on principal’s behalf

· Requires

· (1) Existence of agency 

· (2) Authority
· actual authority: that which a reasonable position in the position of A would infer from the actions of P

· Includes incidental authority: authority to do those implementary steps that are ordinarily done in connection with facilitating the authorized act

· Can be express or implied
· Apparent authority: authority that a reasonable third party would infer from the actions or statements of P (equitable remedy designed to prevent unfairness to third parties who reasonably rely on P’s actions of statements in dealing with A – even if P had limited the authority of A to preclude engaging in that action) (Restatement Agency § 32)

· Inherent authority / inherent power 

· Not conferred by agents – represents consequences imposed on principals by the law

· Restatement Agency §§ 8A, 161, 194

· § 161: includes apparent authority, but also cases where there is no apparent authority – principal can be liable for an agent’s contract even if it was forbidden and there was no manifestation of authority to the person dealing with the agent

· Easiest to understand in context of undisclosed principal transaction 

· Gives a general agent the power to bind a principal, whether disclosed or undisclosed, to an unauthorized contract as long as a general agent would ordinarily have the power to enter such a contract and the third party does not know that matters stand differently 

· Can exist when third party doesn’t know there’s an agent – e.g. Watteau v. Fenwick (barhand case)

· Apparent authority: Principal didn’t authorize but caused a third party to believe agent was authorized 
· Can only be derived from acts of the employer-principal (Nogales)
· But some case law shows it can exist without direct communication between principal and third party
i. E.g. Lind v. Schaneley (title of vice president ( apparent authority)
ii. E.g. letting one wear a uniform
· No apparent authority when third party doesn’t even know there’s an agent (e.g. Watteau v. Fenwick – barhand case)
· Nogales Service Center v. Atlantic Richfield Co. (Ariz. 1980): Distinguishes apparent and inherent authority

· The only time it really makes a different is when the third party is unaware of the existence of a principle

· Agency by estoppel: Failure to act when knowledge and an opportunity to act arises plus reasonable change in position on the part of the third person (§ 8B)

· Agency by ratification: accepting benefits under an unauthorized contract will constitute acceptance ( §§ 82, 83)

· Liability in Tort (2.2.5)

· Generally principals are liable for torts committed by servants but not independent contractors 

· master/servant: principal controls or has the right to control the physical conduct of the agent (Restatement Agency § 2)

· independent contractor: physical conduct in performance of the undertaking cannot be controlled by the other (Restatement Agency § 2)

· to determine which, consider: (§ 220)

· extent of control over details of work

· whether employee is engaged in a distinct occupation

· kind of occupation – whether in the locality it’s generally done without supervision

· skill required

· who supplies the instrumentalities, tools, place of work

· length of employment

· method of payment (by time or by the job?)

· whether work is part of the regular business of the employer

· whether the parties believe they are creating master/servant relationship

· whether principal is in business

· Humble Oil & Refining v. Martin (Tex. 1949)

· Humble is liable for operation of station it owned 

· Not dispositive that:

· No one considered Humble an employer/master

· Employees weren’t paid by Humble

· Agreement repudiated authority of Humble over employees 

· Matters that Humble had financial control and supervision over details of the station work: 

· Could require operator to do duties

· Paid by commission (Humble’s main object was marketing its products)

· Operator had little business discretion (except supervising some employees)

· Humble provided location, equipment, advertising, products, much of operating costs

· Humble controlled hours of operation 

· Could terminate occupancy at will

· Hoover v. Sun Oil (Del. 1965)

· Found independent contractor, thus no liability 

· Sun owned most equipment 

· Either party had opportunity to terminate lease once a year 

· Rental partly based on sales, but also a minimum/maximum 

· Dealer’s agreement under which Barone bought products from Sun 

· Able to sell competitive products 

· Sun uniforms

· Attended Sun school 

· Sun sales rep visited weekly 

· Advice given, but only on request and didn’t have to follow it 

· No written reports

· Operator alone assumed the risk of profit or loss 

· Set own hours, pay scale, working conditions

· Had own name posted as owner 

· *Sun had no control over day to day operation of business

· principal is liable for conduct authorized but unintended ( Restatement § 215)

· principal may be liable for unauthorized tortious conduct of an agent (§ 216)

· when a master is liable for torts of his servants (§ 219):

· when committed while acting in the scope of employment

· not liable when acting outside scope of employment unless:

· master intended conduct or consequences

· master was reckless or negligent

· conduct violates master’s nondelegable duty, or

· servant purported to act/speak on behalf of principal and there was reliance upon apparent authority, or he was aided in accomplishing the tort by the agency relation

· scope of employment (§ 228)

· if:

· type of conduct employed to perform

· occurs substantially within authorized time and space limits 

· actuated at least in part by a purpose to serve the master and

· when force is intentionally used by the servant against another, the use of force is expectable by the master

· not if: 

· conduct is different from that authorized,

· conduct is far beyond authorized time or space limits

· conduct is too little actuated by a purpose to serve the master 

· forbidden acts can be within the scope of employment (§ 230)

· criminal or tortious acts can be within the scope of employment (§ 231)

· failure to act can be within the scope of employment (§ 232)

· The Governance of Agency (The Agent’s Duties) (2.3)

· The Nature of the Agent’s Fiduciary Relationship (2.3.1)

· Fiduciary relationship: legal power held by fiduciary is held for the sole purpose of advancing the aim of the agency relationship 

· Duty of obedience: duty to obey principal’s commands (§§ 383, 385)

· Duty of loyalty: act in good faith to advance beneficiary, don’t use power for personal benefit

· Most important duty 

· Prevents malfeasance

· Act solely for benefit of the principal (§ 387)

· Duty to account for profits arising out of employment (§ 388)

· Acting as adverse party without principal’s consent (§ 389)

· Acting as adverse part with principal’s consent (§ 390): must deal fairly and disclose fully 

· If don’t disclose fully, transaction is voidable – don’t need to show anything else 

· Duty of care: act in good faith in becoming informed and exercising power

· Prevents nonfeasance

· Don’t be reckless, negligent  

· Tarnowski v. Resop (Minn. 1952)

· Coin-op music machines, misrepresentation, secret profit 

· All profits made by an agent in the course of an agency belong to the principal, whether the fruits of performance or violation of duty

· It doesn’t matter that the principal wasn’t damaged or even profited 

· Principal can get whatever agent earned from violating duty of loyalty and damages (§ 407(1))

· Thus even though plaintiff has already been made whole, he can be awarded the secret profit agent earned 

· This is b/c there’s a slim chance of getting caught 

XIII. THE PROBLEM OF JOINT OWNERSHIP: THE LAW OF PARTNERSHIP
· Introduction to partnership (3.1)
· Defined: association of two or more to carry on as co-owners of a business for profit (UPA § 3)

· General partnership – earliest & simplest form of jointly owned/managed business

· Law closely follows agency law

· But in distinction from agency law, partnership property is treated distinctly as “tenancy in partnership”

· Partnership, not individual partners, own partnership property

· Creditors of partnership have first priority over claims of creditors of the individual partners

· Can contract on its own behalf and be a reliable counterparty for others

· UPA 

· Operates as a default partnership agreement

· Can be superseded by express agreement

· RUPA has been adopted in important commercial jurisdictions

· Why have joint ownership? (3.1.1)

· Capital is part of the reason – to help finance a business or avoid risking funds

· Selling ownership stakes can be a cheaper way to raise capital than attempting to borrow more funds

· Klein & Coffee, The Need to Assemble at-risk Capital (41)

· Obligation to pay back debt as a fixed obligation (payable without regard to success of business) can be a heavy burden and risky

· Senior creditors may object to having a lot of debt junior to them b/c it creates additional risk of default, b/k

· Alternative is to have creditors share in the risks, profits (residual or equity interest), and control of the business 

· Shares don’t have to be divided pro rata according to dollar contribution – division of gain/loss and control is subject to negotiation

· Partnership Formation (3.2)
· Vohland v. Sweet (Ind. App. 1982) (p. 47)

· Facts: Sweet, who worked with Vohland at Vohland Nursery, brought an action to dissolve their partnership. Sweet wants 20% of the business including the inventory.  He is claiming that he was a 20% partner and thus he should get that much when it’s liquidated.  


Sweet was to receive 20% of net profit after expenses.  No partnership income taxes.  Sweet’s payments listed as commission business expense on taxes.  Sweet filed taxes as self-employed salesman.  Vohland did most financial management but Sweet managed physical aspects, supervised, oversaw performance of contractors.  Enlargement of company was paid for with earnings, thus partly with Sweet’s money.  Sweet says he intended partnership, V says he didn’t.  Sweet didn’t contribute to capital or claim an interest in property, and parties hadn’t discussed losses.  
· UPA § 38: upon dissolution, each partner gets her share
· UPA § 18: By default, it’s equal shares unless it’s their contribution amount. 
· Issue: whether the arrangement between Sweet and Vohland created a partnership or a contract of employment of Sweet by Vohland as a salesman on commission.  
· Holding: There was a partnership.  Central factor in determining the existence of a partnership is a division of the profits. Partnership can exist even without intent of all parties.
· Note: distinction between sharing profits and sharing revenues b/c of difference in who pays business expenses and takes attendant risks 
· Rationale: The court looked to:
· UPA § 7 (4): the fact that someone gets a share of the profits is prima facie evidence that he is a partner in the business. (here what they termed “commission” was a share of the profits)
· Lack of daily involvement isn’t per se indicative
· Absence of contribution to capital is not controlling, contribution of labor and skill will suffice (Watson)
· Partnership can only form by voluntary contract, parties must intend to form a partnership (Bacon)
· But  intent can just be to have characteristics of a partnership – can still have intent even if agreement expressly says it’s not a partnership if it has the characteristics of one
· Notes: 

· UPA § 7(3): sharing of gross returns doesn’t create a presumption of partnership.  The distinction turns on whether partners or individuals take care of expenses.  There is a correlation of assuming business risk by becoming partner and being protected by partner law 

· When court infers a partnership despite an explicit agreement it’s usually in a  3rd party action against alleged partner for partnership liabilities 

· Relationship with Third Parties (3.3)
· Third party claims against partners (3.3.1)
· Professor Brudney’s UPA problems (p. 50) 

· Consider UPA: 

· § 6 defines partnership

· § 7 rules for determining existence of a partnership – sharing of profits is prima facie evidence

· § 9 partner agent of partnership as to partnership business

· § 12 partnership charged with knowledge of or notice to partner 

· § 13 partnership bound by partner’s wrongful act: Any wrongful act/omission by any partner acting in course of (and under authority of) partnership, which results in loss/injury/penalty—partnership is liable to the same extent as the partner so acting or omitting to act. 

· § 14 partnership bound by partner’s breach of trust

· § 15 nature of partner’s liability: 

· Jointly and severally liable in tort

· Jointly liable in contract 

· But - [image: image1.png]


EK: In reality, the difference here is almost non-existent [in fact, in RUPA, partners are jointly and severally liable for both tort and contract]

· § 16 partner by estoppel: 

· (1) When a person, by words spoken or written or by conduct, represents himself, or consents to another representing him to any one, as a partner, he is liable to a person who relies on that representation as follows:
(a) When a partnership liability results, he is liable as though he were an actual member of the partnership.
(b) When no partnership liability results, he is liable jointly with the other persons, if any, so consenting to the contract or representation as to incur liability, otherwise separately.

· (2) [Deals with the nature of the agency or partnership relationship created] [image: image2.png]



· § 18 liability of incoming partner

	
	Ars
	Gratia
	Artis
	Mayer
	Low

	Contribution
	Services
	Land (assets) and Labor
	Cash and labor
	Cash to Artis (gave Artis a loan)
	Cash loan to the partnership

	Profits
	1/3 of profits or a minimum of $5,000
	1/3 of profits
	1/3 of profits
	½ of Artis’ 1/3
	25% of the profits

	Partner in fact?
	Why is he not a partner? He didn’t give any assets. He’s just an EE

Why is he a partner? He’s sharing the profits; Sweet says that capital contribution is not a necessary condition; his name is included in the name of the corp; he files tax as a partner; under §6(1) what matters is the partners’ intent and these are indications that they intended Ars to be a ptnr 
	There’s no doubt that she’s a partner
	There’s no doubt that he’s a partner
	You cannot impose a partner on other partners without the consent of the other partners. 

Is Mayer in a partnership with Artis? Maybe, but he doesn’t share any control; if this is so, he may be liable in tort because Artis is responsible for the tort; the K liability, is Gratia’s fault, Mayer is not concerned

Could Artis sue Mayer for the K claim? §18(b): regardless of whether the third party sues every partner, each partner can sue all other partners for contribution
	No

	Liable in tort? (UPA 13, 15), including intentional tort (UPA 12)
	Probably
	Yes
	Yes
	maybe
	

	Liable in K (UPA 13)
	Probably
	Yes
	Yes
	No
	

	Partner by Estoppel (UPA 16)
	
	
	
	
	§16 – we don’t need him to consent, we need him to represent that he consents. Did he create that sort of impression? He provided advice and the bank believes him to have an interest, even though he didn’t tell the bank that, but Gratia did.

We don’t know, but it is possible. It depends on what third parties thought about his position.


· Munn v. Scalera (Conn. 1980) (p. 51)
· Facts: Bob and Peter’s partnership is contracted to build a home.  They then tell clients that they’re dissolving and agree that only one of them will complete performance.  Bob (the one chosen) accumulates some bills that he can’t pay and the Munns wind up paying. The Munns say that both original partners are responsible for those bills.

· Issue: Was Peter actually released from the partnership, and thus exempt from liability?

· Holding: there was a material change in the contract because the Munns agreed to sign on as surety and they may have given Bob some more time and money.  Therefore, the partnership was dissolved and Peter was released

· Rationale: UPA § 36 discusses dissolution.  Subsection (1) says that dissolution itself doesn’t discharge liability of any partner.  But – subsection (3) says that when one person agrees to assume existing obligations of a dissolved partnership, those whose obligations have been assumed are discharged from liability to any creditor who knowing of the agreement consents to a material alteration in time or nature of payments.
 
§ 36(3) is unclear about what material alterations can be a basis for discharge.  Here plaintiffs materially altered the partnership contract in respect to its payment terms.  They agreed to pay for materials and used their own credit, contrary to the partnership contract.  Thus, there was a firm basis for Peter’s discharge.   

· Note: dissolution doesn’t affect partner’s individual liability for partnership debts.  UPA § 36(3) is designed to release departing partner from personal liability when creditor renegotiates debt with continuing partners 

· Third Party Claims Against Partnership Property (3.3.2)

· Partnership property generally

· UPA recognizes partnership property as “tenants in partnership” (§ 25(1)).  Individuals can’t dispose of partnership property, so it’s effectively business property.  Partner can’t possess, assign, devise property or use it as individual security (§ 25(2)).

·  RUPA abandons this model for entity ownership.  § 501.  

· Partner retains a transferable interest in the profits arising and right to receive distribution – creditor or heir can get these rights.  UPA §§ 26, 27, 28; RUPA §§ 502, 503, 504.  

· Claims of Partnership Creditors to Partner’s Individual Property (3.3.3)

· In re Comark (C.D. Cal. 1985) (p. 55)

· Facts: a creditor is going after a general partner of Comark, which is a limited partnership, while Comark is in bankruptcy. 

· Note: A limited partnership is like a general partnership except there are 2 classes of partners (general and limited); in a regular partnership everyone is liable for partnership debt; in limited partnership, at least 1 person is liable for everything and then there are other, limited partners that are not personally liable for partnership debt, but instead resemble shareholders.

· Issue: can the creditor go after the personal assets of a partner while the partnership is reorganizing in bankruptcy court? Can he circumvent the process like that?

· Holding: the court says that he can’t do that. The assets are not there just for that one creditor, there are many creditors who have claims

· Rationale:
fairness – not fair that the first creditor in a courtroom should get everything. 
efficiency – the cost of the lawsuits can exceed the amount available for recovery
expectations - creditors have certain expectations when they loan money – they believe they’re on par, equal priority; they may be much less likely in the future to make loans or they may demand greater interest rates
this case is trying to achieve parity among the creditors
· Jingle Rule – gave partnership creditors priority in all partnership assets and gave partners’ individual creditors first priority to individual assets (followed by UPA § 40(h)-(i))
· Applies if (1) UPA is controlling state law and (2) § 723 doesn’t apply (partnership isn’t in Chap 7 or individual partner isn’t in b/k)
· Parity rule - Modified approach: partnership creditors sill have first priority to partnership assets, but they’re on parity with individual creditors when the partnership is bankrupt (followed by RUPA § 807(a))
· Applies if (1) RUPA is controlling state law or (2) b/k law 11 USC § 723 applies (partnership is in Chap. 7 and the individual partner is in b/k)

· Partnership Governance and Issues of Authority (3.4)

· National Biscuit Co. v. Stroud (N.C. 1959) (p. 66)

· Facts: Stroud and Freeman had a partnership in a grocery store.  The partnership dissolved and Stroud bound himself to all assets and liabilities.  P is claiming that Stroud owes money.  Stroud claims he’s not personally responsible for that debt because he told P that he would not be responsible for any more bread they delivered to the store, and he’s therefore not responsible for the fact that they Freeman had them deliver more bread

· Issue: Is Stroud liable for this? Were Freeman’s powers limited under the partnership? Did Stroud really have control?

· Holding: There was nothing stated in their agreement that suggested Freeman was limited.  The decisions he made, including ordering more bread, was part of the ordinary course of business UPA § 18(h).  Both partners are liable and bound to third parties because of promises made by the other partner. Stroud is liable to P.

· Rationale: What either partner does with a third person is binding on the partnership.  UPA § 18(h) partners have equal rights in the management and conduct of partnership business.  Thus can’t restrict partner in matters ordinarily connected with partnership business (for the purpose of / within the scope of the business).  Activities within the scope of a business can only be limited by expressed will of majority (majority rule)—can’t have that here b/c only two partners.  Thus Freeman’s acts bound Stroud and the partnership.  

· Termination (dissolution and disassociation) (3.5)

· Terms

· Dissolution: triggers end of life cycle

· Winding up: starts after dissolution 

· Accounting for partnership’s financial status and performance (3.5.1)

· Balance Sheet – states assets, liabilities, and equity (difference between the two) as of a particular date

· Income Statement / Statement of Profit and Loss – reflects results of transactions over a set period of time 

· Cash basis accounting

· Accrual basis accounting – amounts paid are treated as expenses in the period to which they relate

· General rules

· § 29: dissolution is change in relationship of partners caused by any partner ceasing to be associated – not yet winding up of the business

· § 30: on dissolution the partnership is not terminated but continues until winding up of partnership affairs is completed

· § 32: partnership for a term can be dissolved by a court or by a violation of the agreement.  You have the power to unilaterally dissolve, but not the right to (i.e. you have to pay damages)

· § 38(2)(c): if a partner dissolves partnership in violation of the partnership agreement, other partners have option of winding up or not winding up (in which case they’ll have to pay him whatever he’s worth after debt minus damage) 

· this appears punitive b/c the good will value is ignored

· cf. RUPA § 701(b): if you’re being paid as a departing partner while others continue, you get the going concern value – less damages (proven damages – no punitive damages) – but don’t get punished twice .

· Adams v. Jarvis (Wis. 1964) (p. 62)

· Facts: P had left a medical practice partnership.  He claims that he is entitled to a portion of the accounts receivable.  Their partnership K provided for partners withdrawing from the partnership and they don’t get any of the accounts receivable.  K says if they dissolve, everything should be liquidated and divided between the partners.  P says this was a dissolution of the partnership under UPA §§ 29, 30, not a withdrawal and that assets should be liquidated, UPA § 38.  

· Issue: 

· 1) Does a withdrawal from the partnership constitute a dissolution of the partnership under UPA §§29-30 notwithstanding a partnership agreement to the contrary? 

· 2) Is P, as withdrawing partner, entitled to portion of accounts receivable?

· Holding: 

· Answer to Question 1) Parties intended to allow for withdrawal without dissolution.  If the agreement provides for continuation, sets forth a method of paying the withdrawing partner his agreed share, does not jeopardize the rights of creditors, it is enforceable.  The provision for withdrawal provision provides for winding up affairs insofar as his interest are concerned, but not beyond this.  

· Answer to Question 2) § 38(1) applies unless otherwise agreed (would allow him 1/3 of accounts receivable). Here, the K was clear and unambiguous that accounts receivable were not to go to the withdrawing party except for what he worked.

· Dreifuerst v. Dreifuerst (Wis. 1979) (p. 66)

· Facts: Ps and D are brothers in a partnership (two feed mills). No written partnership agreement.  Ps decided to dissolve the partnership (they’re allowed). There is no partnership agreement.  The D tries to demand a sale so that his portion is provided in cash.  Ps want in-kind distribution (meaning no liquidation; just the goods themselves). The trial court forces in-kind.  D says that in-kind is not acceptable under UPA §38(1), which requires cash unless otherwise agreed [cf. RUPA § 801]

· Issue: Does the trial court have authority to order in-kind distribution in the absence of agreement by the parties?

· Holding: NO. UPA § 38 does not permit in-kind distribution unless the partners agree on it or there is a partnership dissolution calling for it.  

· Rationale: UPA § 38(1)  doesn’t support in-kind distribution unless the partners agree to it.  Lawful dissolution gives each partner the right to have business liquidated and be paid her share in cash.  In-kind distribution is rare—only when agreed upon.

Court distinguishes Rinke, which permitted in-kind where the partners didn’t fully agree, as being limited to circumstances where 1) there are no creditors to be paid, 2) no other parties would be interested in purchasing the assets and 3) in-kind is fair to all. This does not exist here. There are creditors, and creditors can be harmed by a distribution of in-kind assets. Cash provides a more accurate valuation.  Partners have a right to force a sale. Never know the company’s value until it’s sold. This protects creditors.  (Partners don’t want to sell it because then they’d pay taxes)

· This holding is codified in RUPA §§ 402, 801, 802, 804.  

· ABA approach is to allow majority of partners in at will partnership continue to do business without winding up if majority purchases disassociating minority’s interest at fair value

· Brudney question (p. 70) – UPA §§ 17, 24-27, 36, 41, 42; RUPA § 701.

· UPA § 17: A person coming in will be liable for everything from beginning – except wouldn’t reach his personal property – can’t lose more than he gave.

· UPA  § 27: assignment of a partner’s interest

· UPA § 36 - effect of dissolution on partner’s existing liability: departing partner only discharged if other partners and creditors agree 
(1) Dissolution does not of itself discharge the existing liability of any partner
(2) A partner can discharged from any existing liability upon dissolution of the partnership by an agreement to that effect between himself, the partnership creditor and the person or partnership continuing the business; and such agreement may be inferred from the course of dealing between the creditor having knowledge of the dissolution and the person or partnership continuing the business
(3) Where a person agrees to assume the existing obligations of a dissolved partnership, the partners whose obligations have been assumed shall be discharged from any liability to any creditor of the partnership who, knowing of the agreement, consents to a material alteration in the nature or time of payment of such obligations
(4) The individual property of a deceased partner shall be liable for all obligations of the partnership incurred while he was a partner but subject to the prior payment of his separate debts

· UPA § 41: liability of persons continuing the business in certain cases

· UPA § 42: rights of retiring or estate of deceased partner when the business is continued

· Page v. Page (Cal. 1961) (p. 70)

· Facts: P and D were partners.  Business was unprofitable for most years, but had recently turned profitable.  P wants to dissolve the partnership.  P’s personal corp. was the major creditor for the partnership.  D claims that the partnership was for term – until all the loans and obligations had been paid back

· Issue: was this partnership at will or for term?

· Holding: this partnership was at will.  

· Rationale: UPA § 31(1)(b) provides that partnership can be dissolved at will when no definite term or specific undertaking.  

Owen did rule that partnerships can be for term when the partners agree not too dissolve until its solvent, but there has to be at least an implied agreement.  There is no evidence of a tacit agreement to do this here.  All partners hope a business will be profitable, that doesn’t make it for term under §31(1)(b).  D may be worried that P is acting in bad faith, but if that’s the case, D is protected under the fiduciary rules of the UPA § 38(2)(a).

· Limited Liability Modifications of the Partnership Form (3.6)

· General partnership

· Dedicated pool of business assets

· Class of beneficial owners (partners)

· Clearly delineated class of agents authorized to act for the entity (partners)

· Limited Partnership (3.6.1)

· Requires at least one general partner with unlimited liability – treated like member of an ordinary partnership 

· One or more limited partners

· share in profits without incurring personal liability for business debts

· can’t participate in management or control beyond voting on major decisions – if they do, they liability might attach 

· Governed by RULPA or ULPA

· Has centralized management

· Advantages: combines tax advantages of partnership with limited liability 

· Limited Liability Partnerships and Companies (3.6.2)

· Limited Liability Partnership (LLP) (3.6.2.1) – general partnership in which partners retain limited liability 

· Most LLP statutes only limit liability with respect to partnership liabilities arising from negligence, malpractice, wrongful act, or misconduct of another partner or agent of the partnership not under the partners’ direct control

· E.g. Del. Limited Liability Partnership Act § 1515(b)

· A few (e.g. NY) limit liability for partnership contract debts as well as tort liabilities

· Some require minimum insurance or capitalization requirements.  See e.g. Del. LLP Act § 1546 (a) & (d).  

· Limited Liability Company (LLC) (3.6.2.2)

· LLC statutes are different in every state

· Generally governed by general or limited partnership law

· Members exercise control over business much like a general partner, but while enjoying limited liability

· LLCs used to require 3 of 4 corporate characteristics (limited liability, centralized mgmt; transferability of interests; continuity of life) to be taxed as a corporation, but now under “check the box” regulations all new unincorporated businesses can choose whether to be taxed as partnerships or corporations.  See IRS Reg. §§ 7701-1 – 7701-3.  

· LLCs are increasingly popular

· Subchapter S corporation: corporation for corporate law purposes but treated as a partnership for tax purposes – all income is imputed to partners who pay taxes individually

XIV. THE CORPORATE FORM 

· Introduction to the Corporate Form (4.1)

· Basic characteristics:

· Legal personality with indefinite life

· Limited liability for investors

· Free transferability of share interests

· Without this the only way to acquire a company would be through a merger (DGCL § 251; short form merger: § 253) or asset sale (DGCL § 271)

· Centralized management 

· Appointed by equity investors 

· Benefits:

· No personal liability problems

· Investors can exit the business without disrupting it

· Minority shareholders can’ hold up the business with threats to dissolve

· Makes it easier for third parties to deal with the business 

· Analytical distinctions

· Close corporations

· Few shareholders

· Shareholders tend to be the officers and directors

· Frequently drop features of the corporate form

· Public corporations 

· Incorporate to raise capital in public markets

· Tend to adopt basic characteristics of the corporate form

· Controlled corporations: single shareholder or small group exercises control through its power to appoint the board

· Otherwise – control is “in the market” – anyone can purchase it by buying enough stock 

· Creation of a Fictional Legal Entity (4.2)

· Corporation is considered a separate legal person 

· Reduces the costs of contracting for credit b/c it economizes on the monitoring costs of creditors

· Facilitates an indefinite life which enhances stability 

· History of Corporate Formation (4.2.1)

· Federal-State Division of Jurisdiction: regulation of corporations generally left to state law from the beginning (“internal affairs doctrine”)

· Special Acts of Incorporation: used to require an enacting special bill from the legislature to start a corporation

· General Incorporation Statutes: unburdened the legislative process, made corporate form equally available to all 

· Erosion of Regulatory Corporate Law: today’s statutes are generally free of substantive regulation 

· Chartering states that attracted corporations reaped tax benefits 

· Competition between the states 

· Arguments about whether this is a race to the bottom

· William Kerry (SEC)

· Winter: shareholders won’t invest in bad policies – thus Del’s success shows that its law is what shareholders want

· But this presumes that investors know what they’re doing

· Capital requirements became more flexible

· Could amend certificates of incorporation

· Could own and vote stock of other corporations 

· Del. Has about ½ of all U.S. publicly traded companies 

· Profit off of franchise tax, which brings in a lot of income for a small state 

· Lawyers are also a strong interest group pushing the legislature to be responsive to corporate needs there 

· Corporations are attracted to Del. b/c of specialized court

· Generally law has evolved to widen access to corporate form and reduce restrictions on internal governance 

· But increasing weight was also given to fiduciary duty

· Process of Incorporating Today (4.2.2)

· RMBCA §§ 2.01-2.04

· Incorporator drafts charter/articles of incorporation/certificate of incorporation 

· Charter is executed and filed with public official which designates principal office 

· Generally must pay a fee 

· In Del. Fee is based on number of shares issued 

· Directors are elected, bylaws adopted, officers appointed 

· Articles of Incorporation (Charter) (4.2.3) 

· Can contain anything not contrary to law 

· Few requirements – e.g. must provide for voting stock, board of directors, shareholder voting for certain transactions 

· Generally very broad (e.g. DGCL § 102(a)(3))

· Will contain any important customized features of the corporation 

· Must name original incorporators, state corporation’s name and (broadly) its business, and fix its original capital structure (how many shares and classes of shares, including characteristics of shares)

· Don’t have to physically operate in incorporation state – can operate everywhere 

· May establish the size of the board or include other governance terms

· Del. Requirements**

· DGCL § 102: name, address, purpose, capital structure

· See e.g. HO 5 

· Provisions that can optionally be added – e.g.

· Limitation of board’s liability (§ 102(b)(7))

· Any later amendment to the charter must be approved by shareholders 

· Corporate Bylaws (4.2.4)

· Least fundamental constitutional documents 

· Must conform to corporate statute and corporation’s charter

· Discuss everything not addressed in the charter 

· Generally fix governance rules (e.g. existence and duties of officers; if charter doesn’t do it, size of board, etc.; annual meeting date; etc.)

· In some states shareholders have inalienable right to amend bylaws (e.g. Del.); others limit this right to the board (e.g. Okla.)

· Del: bylaws can be unilaterally amended by shareholders; can be amended by board only if charter says so (but it always does)

· DGCL § 109**

· Doesn’t specify the positions of officers

· E.g. HO 5

· Shareholders’ Agreements (4.2.5)

· Play an important role in close corporations and in some controlled public corporations 

· Address disposition of shares, voting agreements, dividend payment agreements, etc.

· Limited Liability (4.3)

· Corporations have unlimited liability.  Shareholders have no liability for debts of the corporation – thus shareholders can’t lose more than they put in 

· Encourages capital investment

· Encourages risk averse shareholders to invest in risky ventures

· May increase the incentive for experts to monitor corporate debtors more closely 

· Easterbrook & Fischel on benefits of limited liability

· Decreases the need to monitor managers – b/c it enables diversification and passivity 

· Reduces the costs of monitoring other shareholders – b/c the identity of other shareholders becomes irrelevant

· Gives managers incentives to act efficiently – b/c it promotes the free transfer of shares 

· Makes it possible for market prices to impound additional information about the value of firms 

· Allows more efficient diversification 

· Facilitates optimal investment decisions  

· Real benefit to society: increased availability of funds for projects with positive values 

· Transferable Shares (4.4)

· Encourages development of an active stock market, which in turn facilitates investment by providing liquidity and encouraging diversification 

· But – free transferability can also undermine negotiated control arrangements 

· So – all jurisdictions provide mechanisms to restrict transferability by agreement 

· Centralized management (4.5)

· Value increases w/ size and complexity of the company 

· Law’s challenge is to keep agency costs as low as possible without unduly impinging on management’s ability to manage productively 

· How to encourage managers to be diligent?

· How to assist shareholders in acting collectively vis-à-vis managers?

· How to encourage companies to make investment decisions that are best for shareholders?

· These issues are primarily addressed by having management appointed by a board that is elected by shareholders 

· Few companies modify default rule that all stock votes at a ratio of one vote per share 

· Legal Construction of the Board (4.5.1)

· The Holder of Primary Management Power (4.5.1.1)

· The board is the ultimate locus of managerial powers

· Automatic Self-Cleansing Filter Syndicate Co. v. Cunninghame (Eng. 1906)

· Authority of directors is only limited by those things that are expressly required to be done by the company (court requires a supermajority)

· Business judgment rule – board is not subject to the business judgment of shareholder majority

· DGCL default rule is that shareholders can remove board members without cause (§ 141(k))

· Board has primary and very broad power to direct or manage business and affairs of the corporation (DGCL § 141) but it generally designates a CEO who then delegates  

· Structure of the Board (4.5.1.2)

· Set forth generally in the charter 

· Default: all members are elected annually for 1-year terms 

· But charters can provide for staggered boards (e.g. DGCL § 141(d))

· Charter can specify that board members are to be selected by certain classes of stock (though fiduciary duty is still owed to all shareholders)

· Board has inherent power to establish committees for organization 

· Formality in Board Operation (4.5.1.3)

· Corporate directors are not legal agents of the corporation (Automatic Self-Cleansing Filter)

· Governance power resides in board, but not individuals who comprise it 

· Only legally act as a board at board meeting and by majority vote formally recorded in the minutes 

· Need proper notice and quorum (DGCL § 141(b))

· Many states now provide that instead board can act w/out a meeting if members give unanimous written consent to the corporate act in question (DGCL § 141(f))

· Standard Critique of Boards (4.5.1.4)

· Unlike a CEO they can’t consider complex corporate decisions or second guess full time officers’ decisions in the time available 

· They receive their information through the filter of documents and presentations put together by officers

· But – outside directors are increasing, and many put faith in their monitoring abilities 

· Corporate officers: Agents of the Corporation (4.5.2)

· Unlike directors, corporate officers are unquestionably agents of the corporation and thus subject to fiduciary duty 

· Capital structure

· HOs 6 & 7

· Efficient capital market hypothesis (ECMH) 

XV. DEBT, EQUITY, AND ECONOMIC VALUE

· Capital Structure (5.1) (the mix of long-term debt and equity claims that corporation issues to finance its operations)

· Two types of long term claims a corporation can sell to raise capital:

· Debt instruments – borrowing money

· Generally creates a right to receive a periodic payment of interest and be repaid the principal at a stated maturity date

· Legal remedies available for failure to pay

· Creditor also usually gets a right to accelerate payment upon default 

· Debtor must generally pay creditors before distributing value to equity owners

· Equity securities - selling ownership claims

· Usually takes the form of common stock 

· No right to periodic payment or return on investment

· Typically can’t tell the managers what to do – just have a right to vote

· Receive dividends, but only when directors so declare

· Legal Character of Debt (5.1.1)

· Debt securities are contracts – highly flexible, almost infinite variations

· Agreement allocates risks and responsibilities between debtor and creditors

· Maturity date – stated date at which debt will have to be repaid

· Typically pay interest periodically, often semiannually

· Zero coupon bonds – no obligation to pay interest – just repay larger amount at maturity (balloon loan)

· Go into default when principal isn’t paid when due

· Bonds – less risky than equity b/c it gives a legal right to periodic interest and a priority claim over shareholders, and b/c creditors can sue on the contract for payment 

· Tax treatment 

· Interest paid by borrower is a deductible cost of business

· Thus the net cost to the corporation of capital arranged through borrowing is approximately half of the stated interest rate on the bonds it sells

· No deduction available for dividends – thus more expensive to corporation 

· Legal Character of Equity (5.1.2)

· Common Stock – contractual, but law fixes clear default rules

· E.g. owners can vote to elect directors

· No right to repayment but right to vote

· Control rights in form of power to elect board

· Any deviation from one-vote-per-share default rule must appear in the charter 

· Residual Claims and Residual Control

· Stockholders gets what’s left after company pays its expenses and creditors

· Preferred Stock: any equity security on which corporate charter confers a special right, privilege, or limitation

· Very malleable 

· Generally carry a stated dividend, but it’s only given when declared by the board

· Generally all unpaid dividends accumulate and must be paid to preferred stockholders before common stockholders are paid anything 

· Might also get votes or board seats if dividend has been skipped for long enough 

· Generally less risky than common stock 

· Ordinarily doesn’t vote as long as dividend is current 

· Any voting rights must be created in the document creating the preferred stock (Del.)

· Basic Concepts of Valuation (5.2)

· The Time Value of Money (5.2.1)

· Present value: the value today of money to be paid at some future point

· Discount rate: the rate that is earned from renting money out for one year in the market for money

· (1 + r)

· Same for the entire market

· Based on Tbills 

· PV + r(PV) = FV

· Present value + annual interest rate (present value) = future value

· PV = FV/(1 + r)

· Present value = future value / (1 + annual interest rate)

· Formula calculates for present value of an amount of money one year from now

· To calculate for amounts further away in time, repeat the process 

· rate of return: percentage you would earn if you invested in a particular project 

· positive net present value project: projects for which the present value of the amount invested is less than the present value of the amount received 

· net present value: the difference between the present value of the amounts invested and the present value of those received in return 

· Risk and Return (5.2.2)

· Expected return: the weighted average of the value of the investment = (sum of what the returns would be if an investment succeeds * the probability of success) + (sum of what returns would be if the investment failed * the probability of failure)

· Risk neutral: investor is only concerned about the expected return of an investment

· Risk averse: volatile payouts are less valued – what less variance in potential outcomes 

· Risk premium: the additional amount that risk averse investors demand for accepting higher-risk investments

· Doesn’t compensate for possible losses 

· Compensates for the unpleasantness of volatile returns 

· Risk adjusted rate: expected cash flows are discounted to reflect both time discount value of money and the market price of risk 

· Risk free rate: rate at which we discount future cash flows that are certain 

· Diversification and Systematic Risk (5.2.3)

· See HO 6 on Risk and Diversification 

· Perfectly positively risks can’t be diversified

· Perfectly negatives correlated risks can be fully diversified

· Imperfectly negatively correlated risks can be partially diversified

· When one goes up, the other goes down

· But you won’t find negatively correlated stocks 

· Adding enough uncorrelated risks to a portfolio can reduce risk 

· So it makes sense to keep adding investments to the portfolio until the cost of adding another would exceed risk diversification benefit 

· You should prefer risks that are less correlated with the portfolio 

· Investments are packaged to reduce risk – e.g. mutual funds 

· Diversify risk across a portfolio that has less total risk than its individual components 

· Risky investments are accordingly priced to reflect the fact that investors need not bear all the risk associated with holding a single investment 

· But not every risk is diversifiable – there is always some level of risk for which a premium will be demanded

· Undiversifiable risk = systematic risk = market risk 

· Most projects involve a combination of diversifiable and undiversifiable risk 

· Risk premium and risk adjusted discount rate depends only on the undiversifiable portion of the risk – thus: the greater the undiversifiable risk, the greater the risk premium and the risk-adjusted discount risk

· The Relevance of Prices in the Securities Market (5.2.4)

· Alternative to discounted cash flow (DCF) analysis for assets that are bought and sold in a well-functioning market with many traders 

· Efficient capital market hypothesis (ECMH): stock market prices rapidly reflect all public information bearing on the expected value of individual stocks 

· Has influenced federal securities law

· More skeptical reception in state corporate law, especially Del.

· Strong form: stock prices reflect everything

· Semi-strong form: market prices reflect all public information about the firm 

· Prices in an informed market should be regarded as prima facie evidence of the true value of traded shares 

· Might not reflect the value of an entire company or its aggregate equity

· Accuracy of market prices depends on the quality of information informing trading 

· HO 7: Hedge-Fund Leaders Fire Back 

· Hedge fund industry leaders attack Malkiel, who argues that hedge fund indexes are artificially inflated 

· Some hedge fund defenders argue that they beat S&P index—which challenges ECMH 

· Malkiel says this is b/c of biases in the database 

· HO 7: Gillette Trading Before P&G News Sparks Probe 

· Day before P&G announces that it will buy Gillette, huge spike in purchases of  Gillette stock 

· Calls into question ECMH

· Estimating the Firm’s Cost of Capital (5.3)

· Estimating the Firm’s Cost of Debt (5.3.1)

· Nominal interest rate only reflects the before-tax cost of debt at the moment debt is issued and only if it is issued at face value

· True before-tax cost of debt is the interest rate that the firm would pay if it were to seek new debt financing on the fully principal amount 

· After-tax cost of debt is generally less 

· Estimating the Firm’s Cost of Equity (5.3.2) – three methods:

· Discounting expected dividends model: divide the expected dividend over future periods by the market price of the security 

· But estimating future growth of dividends is hard

· This model is best used when earnings are relatively predictable, such as when they’re stable over a long period

· Capital Asset Pricing Model (CAPM)

· Measures the degree of risk inherent in an equity investment in order to estimate its return by linking securities risk to the volatility of the security prices 

· Systematic risk (systemwide): can’t get rid of it not matter how portfolio is constructed

· Idiosyncratic risk (companywide): can get rid of it through diversification 

· Beta: the estimated systemic, nondiversifiable risk, measured as a proportion of the systematic risk of a diversified portfolio 

· Describes how much a certain stock is correlated to the market (0-1)

· Low beta: low correlation; high beta: high correlation

· Higher beta=less effective in diversifying portfolio – want beta toward 0 for more diversified risk 

· Historical average equity risk premia 

· Requires a calculation of firm’s before-tax cost of debt 

· Recognizes that historically equity has been priced at a cost that is approximately 8% higher than the before tax cost of debt on average 

· Doesn’t require projecting future dividends or calculating share betas 

· The Optimal Balance Between Debt and Equity (5.3.3)

· Value of Debt in the Balance Sheet (5.3.3.1)

· Interest payments are tax deductible  - thus the effective cost of debt is only about half of its stated cost for a profitable firm

· Through leveraging equity can increase its potential upside reward (using borrowed funds to make an investment)

· Owners potential gains and losses are greater than if she invests all equity capital 

· With limited liability, can do very well if outcome is good, not lose so much if the outcome is poor

· The Risks of Excessive Debt (5.3.3.2)

· Lenders understand that owners without substantial capital at risk in the firm have an incentive to take long shots that aren’t economically justified – so as ratio of equity to debt goes down and risk of default goes up, lenders demand compensation for risks through higher interest rates, which makes debt more expensive than equity

· Managers are inclined to prefer more equity in the firm’s capital structure b/c they can’t diversify their “human capital” – provides greater job security b/c it shields from greater monitoring or b/k risk 

· b/k: expensive, costs both equity and debt

XVI. THE PROTECTION OF CREDITORS 

· Problems of corporate creditors that all creditors face (and are thus protected by general law):

· Debtors can misrepresent income/assets

· Debtors can dilute assets after they borrow (by hiding/shifting)

· Debtors can increase the riskiness of their debt (by altering investment policy)

· Debtors can externalize costs to involuntary creditors such as tort victims by incurring liabilities that exceed their assets 

· Law provides extra protection for corporate creditors 

· b/c limited liability exacerbates traditional debtor/creditor problems 

· opens opportunities for misrepresentation

· can shift assets out of the corporation after a creditor has extended credit 

· distribute assets to shareholders

· undertake volatile investments or increase leverage 

· Mandatory Disclosure (6.1)

· Widely used in federal securities law (Chapter 14)

· Not widely used in state corporate law 

· US law contrasts with EU 

· Creditors can ask for financial statements or credit bureau reports for small businesses 

· Capital Regulation (6.2)

· Financial Statements (6.2.1) - Generally accepted accounting principles (GAAP)

· Set by Financial Accounting Standards Board (FASB) – self regulatory body authorized by SEC to establish accounting standards 

· Balance sheet: 

· Limitation: doesn’t reflect current economic values - reflects historical costs rather than current market values

· Shows book value: acquisition cost less depreciation charges

· May differ a lot from current market value of an asset 

· Same with liabilities

· Important in corporate statutes 

· Asset and liability portions are always in balance

· Assets: tangible & intellectual property, good will, etc.

· Working assets: constantly cycle through production process

· Capital/fixed assets: property, plant and equipment – not intended for sale, used for lengthy periods of times 

· Liabilities: all debts payable to others

· Divided into current (due within the year) and long term 

· Stockholder’s equity 

· brings assets and liabilities into balance – represents the difference between assets and liabilities 

· divided into:

· stated (legal) capital (capital stock) – represents all/part of value shareholders transferred to corporation; usually the product of the par value * number of stocks

· capital surplus: if the stock is sold for more than its par value

· accumulated retained earning (or earned surplus) – amounts earned but not distributed to shareholders 

· Income statement - Doesn’t reflect actual amount of cash made available to owners

· Despite limitations, financial statements remain important for evaluating performance and estimating company values

· Open question: whether this bias toward historical costs should be replaced with a more market value approach 

· Distribution Constraints (6.2.2) 

· Most look to legal capital account

· All corporate statutes restrict distribution of corporate capital to shareholders (usually dividends) (weakest regulation)

· See DGCL § 154 

· E.g. NYBCL § 510 

· (a) bars distributions that would render the corporation insolvent (unable to pay immediate obligations as they come due) 

· (b) balance sheet test / capital surplus test: dividends can only be paid out of surplus, not out of stated capital 

· but board can restructure capital account by shifting stated capital account funds to surplus account if shareholders authorize it (NYBCL § 516(a)(4))

· DGCL § 170 – nimble dividend test 

· business corporation can pay dividends from capital surplus or, if none there, net profits of current or preceeding year (§ 170(a))

· can add the two years taken as a whole

· corporation can freely transfer stated capital for no par stock into surplus account on its own decision   

· to reduce stated capital for par stock requires a charter amendment (and thus shareholder vote) (DGCL § 244(a)(4))

· creditors aren’t really protected by this

· California – modified retained earnings test - attempts to meaningfully protect creditors 

· Can pay dividends out of retained earnings or assets as long as assets remain at least 1.25 times greater than its liabilities and current assets at least equal current liabilities (Cal. Corp. Code § 500) 

· RMBCA (§ 6.40)

· Can’t pay dividends if as a result either
· (a) can’t pay their debts as they come due or
· (b) assets are less than liabilities plus preferential claims of preferred shareholders 

· board can rely on GAAP or another reasonable method (§ 6.40(d)) 

· creditors aren’t really protected by this

· Minimum Capital and Capital Maintenance Requirements (6.2.3)

· In U.S. statutory minimum capital requirements are either truly minimal or nonexistent 

· Neither DGCL or RMBCA requires a minimum capital amount to incorporate 

· Meaningfully requirements are common internationally (e.g. EU and Japan) 

· But even here it just provides minimal screening rather than substantial protection 

· Can only fix level of capitalization at the moment of incorporation 

· Thus EU has also adopted capital maintenance rules – which accelerate the point at which corporations must file for insolvency 

· No such requirements in the US 

· Standard-Based Duties (6.3) 

· Director Liability (6.3.1)

· More developed in the EU

· But - Del. Chancery Court has suggested that when a firm is insolvent, directors owe a duty to consider the interests of creditors 

· Have gone further on the strength of fiduciary duty to the corporation (and not just shareholders): circumstances may arise when the right (efficient and fair) course for the corporation may diverge from the choice that stockholders would make (Credit Lyonnais Bank Nederland v. Pathe Communinications Corp.; See also Geyer v. Ingersoll Publications) 

· Clarified by Prod. Resources Grp v. NCT Gr (Del. 2004): if shareholders sue the board and the company is close to insolvency, the board Is allowed to consider the interests of creditors 

· When a corp is solvent or insolvent, it’s easy to see who the best decisionmaker is – but it’s harder when the company is close to insolvency 

· Insolvent: duty to creditors

· Solvent: duty to shareholders

· On the border: can take into account interest of creditors 

· HO 8: Conflicts of Interest between Shareholders and Creditors 

· Estimating expected value of settlement, etc. 

· Creditor Liability: Fraudulent Transfers (6.3.2): Imposes an obligation on parties contracting with an insolvent debtor to give fair value for what they receive or risk having to return it 

· Voids any transfer that delays, hinders, or defrauds creditors  

· Uniform Fraudulent Conveyance Act (UFCA) & Uniform Fraudulent Transfer Act (UFTA)

· Under both, creditors can attack a transfer on two grounds:

· (1) transfers made with intent to hinder, delay, defraud (UFTA § 4(a)(1), UFCA § 7)

·  (2) transfers made without receiving a reasonable value if 

· debtor is left with insufficient assets or 

· debtor should have believed he would incur debts beyond her ability to pay

· or debtor is insolvent after the transaction

· (UFTA §§ 4(a)(2), 5(a)-(b); UCFCA §§ 4-6) i.e.: can void a transfer by establishing it was an actual or constructive fraud on creditors 

· unclear when future creditors can void transfers

· one interpretation: only when there’s actual fraud (compare UFCA § 4 with §§ 6, 7)

· future creditors who knew/should have known transfers can’t void them (Kupetz v. Wolf)

· Current Applications 

· Leveraged buyouts (LBOs) (acquisition of one company by another where the buyer finances the acquisition with debt – the company is used as collateral)

· Spin offs (putting assets in subsidiaries to protect from liability) 

· Shareholder Liability (6.3.3) 

· Equitable Subordination (6.3.3.1)

· Recharacterizes debt owed by company to controlling shareholders as equity – protects unaffiliated creditors by prioritizing their rights to corporate assets

· Rarely used outside of b/k 

· When a court will subordinate:

· Creditor must be an equity holder and typically an officer of the company 

· Insider-creditor must have behaved unfairly or wrongly toward the corporation and outside creditors 


· Costello v. Fazio 

· In withdrawing capital as promissory notes, creditor-officers acted for their own personal, private benefit 

· R: when 2 partners, who are to become officers, directors, controlling shareholders of a corporation, convert their capital contributions into loans leaving the company undercapitalized to the detriment of corporation and creditors, their claims should be subordinated to those of general unsecured creditors.  

· Considerations

i. TEST: Whether such a plan can be justified within the bounds of reason and fairness (*don’t need to show fraud and mismanagement) 

ii. Whether under all the circumstances the transaction carries the earmarks of an arm’s length transaction 

· Show more than just undercapitalization - here: 

i. removing committed capital in the face of adverse financial experience

ii. fact that it was done for personal benefit imputes knowledge that others would be endangered 

· applies to both present and future creditors

· Piercing the Corporate Veil (6.3.3.2): equitable device that sets aside the corporate status to hold shareholders directly liable for contract or tort obligations 

· Vague guidelines 

· One common formulation: Lowendahl test: requires a shareholder who completely dominates corporate policy and uses her control to commit a fraud or wrong that proximately causes injury

· Usually requires failing to treat the corporate formality seriously

· Another test – whenever recognizing the corporate form when recognition of it would extend the principle of incorporation beyond its legitimate purposes and produce injustices or inequitable consequences (Krivo Industrial v. National Distill. & Chem. (5th Cir.))

· Some factors to consider:

· Disregard of corporate formalities

· E.g., no meeting minutes, separate bank accounts, assets

· Thin capitalization

· Small number of shareholders

· Active involvement by shareholders in management 

· Often a court will additionally look for something unfair, or wrong that’s been done, since it’s an equitable remedy 

· All courts agree that remedy should be used sparingly 

· Lose more often than you win

· Sea-Land Servs. v. The Pepper Source (7th Cir.)

· Probably reflects majority view on veil piercing 

· Lack of corporate formalities is key 

· Suit brought against Marchese and 5 business he owns 

· Sought to make Marchese personally liable for corporate debt

· Also sought to “reverse pierce” his other corporations

· Argued that all the companies were alter egos of one another and of Marchese 

· Added another corp., of which Marchese owned half 

· Van Dorn test – requirements for piercing the veil:

· (1) unity of interest and ownership such that the separate personalities of the corporation and the individual (or other corporation) no longer exist

· This is present here: 

· Marchese is sole shareholder of 4 of the companies; one of two of the other

· None every held a meeting except one (no minutes taken)

· No articles of incorporation, bylaws, or other agreements

· All run out of the same office, same phone line, same expense accounts

· Marchese borrowed money from expense accounts, and used accounts to pay personal expenses; corporations borrowed money from each other

· (2) must also show: adherence to the fiction of a separate corporate existence would sanction a fraud or promote injustice 

· doesn’t require proof of intent 

· but must show more than the prospect of an unsatisfied judgment – need to show more of a wrong 

· for Sea Land to prevail it must bring evidence of an additional wrong (e.g. use of facades to avoid responsibilities; unjust enrichment)

· Illinois cases factors:

· (1) failure to maintain adequate records or comply with corporate formalities

· (2) commingling of funds or assets

· (3) undercapitalization

· (4) one corporation treating the assets of another as its own

· Kinney Shoe Corp. v. Polan (4th Cir.)

· Facts

· Polan owned both corps, Industrial and Polan Inc. 

· No corporate meetings, no officers elected, no assets, no income, no bank account no stock certificates, no paid in capital 

· Industrial subleased building it was leasing from Kinney to Polan Inc. 

· Never paid – Kinney seeks to reach Polan personally 

· Test (Laya)

· (1) is the unity of interest and ownership such that the separate personalities of the corporation and the individual shareholder no longer exist?

· (2) would an inequitable result occur if the acts were treated as those of the corporation alone?

· (3) (sometimes applied – permissive, not mandatory) When it would be reasonable for a party to investigate the credit of the corporation before entering contract, it will be charged with the knowledge that a credit investigation would disclose and they’ll be deemed to have assumed the risk and unable to pierce the veil 

· Test is met here 

· failure to carry out corporate formalities coupled with undercapitalization 

· no reason given for interposing Industrial between Polan Inc. and Kinney 

· court basically ignores the second part of the test here

· in 92% of cases where courts find misrepresentation, they pierce the veil 

· This situation doesn’t require the third prong

· Polan can’t be protected b/c he just had a corporate shell

· Veil Piercing on Behalf of Involuntary (Tort) Creditors (6.4)

· Tort creditors distinguished

· Don’t rely on creditworthiness of the corporation

· Can’t negotiate with a corporate tortfeasor ex ante 

· General rule persists: thin capitalization alone is not enough 

· Walkovszkey v. Carlton (N.Y.) (leading case)

· Facts:

· Taxi fleet ownership vested in many corporations, each owning 2 cabs

· Each cab has only minimal insurance 

· Mangan
· Fact that defendant’s name was displayed on all taxis used; defendant serviced, inspected, repaired, dispatched all of them – was sufficient to pierce the veil b/c the companies were just instrumentalities for carrying out the business of the defendant 

· There’s a difference between a corporation being a “dummy” and being a fragment of a lager corporate entity 

· Both justify piercing the veil

· But in the case of a fragment, only a larger corporate entity is responsible, not the individual stockholder

· In the case of a “dummy,” the individual stockholder is liable 

· Sufficient cause of action against individual hasn’t been articulated here – need to show that he’s doing business in an individual capacity, shuttling out personal funds without regard to formality 

· Dissent- Would hold that a shareholder of a corporation vested with a public interest, organized with insufficient capital to meet liabilities that are certain to arise can be held personally responsible for those liabilities 

· Shareholder liability after firm dissolution

· Del. §§ 278, 282; RMBCA § 14.07(c)(3)

· Successor liability:

· Harder to escape tort costs 

· some state supreme courts have imposed successor corporation liability: buyers of liquidating firm pick up tort liability

· offering price will accordingly be adjusted 

· can only be avoided if purchasing firm has no operation identifiable as continuous with the selling firm’s product line

· Can Limited Liability in Tort Be Justified?

· Hansmann & Kraakman: Toward Unlimited Shareholder Liability for Corporate Torts: there may be no persuasive reasons for limited liability in tort 

· Closely held corporations

· With a single shareholder 

· With risk neutrality: limited liability create incentives for inefficiency

· to misinvest – to spend too little on avoiding accidents 

· to overinvest in hazardous industries 

· to pick too small or too large a scale for the firm 

· Publicly traded corporations 

· Designing an unlimited liability rule 

· When should liability attach to shareholders?

· Most plausible measure is a rule of pro rata liability for any excess tort damages that firm can’t satisfy 

· Timing: “claims made” rule – attaches when or somewhat before the claim is made

· Information based rule: liability should attach at the earliest of the following moments:


i. (1) tort claims are filed

ii. (2) management first becomes aware that such claims are highly probably or
iii. corporation dissolved without leaving a contractual successor

· the costs of collection

· won’t be that great a cost to investors

· akin the bankruptcy trustee collection methods

· Costs imposed by unlimited liability on the securities market: costs will be reduced by restricting liability to tort judgments and using a pro rata rule

· Diversified portfolios and market prices: Risk of tort liability could be diversified 

XVII. NORMAL GOVERNANCE: THE VOTING SYSTEM 

· The Role and Limits of Shareholder Voting (7.1)

· Shareholders get to vote for board; mergers (DGCL § 251); sale of substantially all assets (§ 271); dissolution (§ 275); charter amendments (§ 242(b)(1))

· If shareholders want to dissolve without the board, it must be unanimous (§ 275), which is impossible in a publicly traded company 

· Collective action problem – most important factor affecting shareholder voting 

· Smaller stakes:

· Prospective benefits don’t justify costs

· Any one vote is unlikely to affect the outcome 

· Thus, economic incentives are to remain passive

· Efforts to create a more active shareholder democracy

· Forced disclosure 

· Proxy rules 

· Shareholders rights movement 

· Electing and Removing Directors (7.2)

· Electing Directors (7.2.1)

· Foundational voting right 

· All corps must have a board (DGCL § 141(a)) and at least one class of voting stock

· Default: one share, one vote (DCGL § 212(a))

· Default right to elect board is most important to common stockholders 

· Board must be elected annually (DGCL § 211)

· Single class of directors: elect whole board

· Staggered/classified board: elect some fraction of board (DGCL § 141(d))

· Takes longer to replace

· Annual meeting

· Minimum/maximum notice period (DGCL § 222(b))

· Quorum requirement (DGCL § 216)

· Period for a record date to determine who gets to vote (DGCL § 211(c))

· Details within statutory requirements are specified in bylaws

· Removing Directors (7.2.2)

· Generally directors can’t remove fellow directors without shareholder authorization 

· Some laws let shareholders give the board the power to remove for cause (e.g. NYBCL § 706)

· Board can also petition a court to remove for cause 

· DGCL § 141(k): Any director can be removed with or without cause by majority of shareholders except:

· (i) for classified boards, can only remove for cause, unless the certificate of incorporation provides otherwise

· (ii) with cumulative voting, if less than the entire board is to be removed, no director can be removed without cause if the votes cast to remove him wouldn’t be enough to elect him

· cumulative voting: each shareholder can cast votes equal to the number of directors for whom she is entitled to vote * the number of her shares.  Total vote can be distributed among candidates any way she wants. 

· Cumulative voting formula: ((number of votes – 1) * (number of directors that need to be elected + 1)) / total shares = how many you can elect 

· Unfireable CEO problem 

·  possible actions

· Amending certificate of incorporation

· Amending bylaws

· Increasing the size of the board

· Removing directors

· Dissolving the company and distributing its assets 

· Classified board combined with cumulative voting makes it quicker to replace the board 

· The board fills any vacancies, but bylaws can be amended to fill new vacancies by shareholder vote (DGCL § 223(a))

· Shareholder Meetings and Alternatives (7.3) 

· Meeting business – can include: adopting/amending/repealing bylaws; removing directors; adopting shareholder resolutions 

· If board fails to hold a meeting within 13 months of the previous, shareholders can petition courts to request a meeting (DGCL § 211)

· Special meetings – called for special purposes

· E.g., to vote on fundamental transactions

· Usually the only way shareholders can initiate actions between annual meetings 

· Costly for corporations 

· Often provided for in charter

· RMBCA § 7.02: corporation must holder a special meeting if:

· (i) called by the board or a person authorized by the charter or bylaws to do so, or
· (ii)  at least 10% of shareholders demand a meeting in writing

· Del.: can be called by the board or anyone designated in charter or bylaws (DGCL § 211(d))

· Shareholders can’t call a meeting on their own authority

· Shareholder Consent Solicitations – can provide an alternative to special meetings 

· Del.: any action that can be taken at a shareholder meeting can also be taken by written concurrence by number of votes that would be required at a meeting (DGCL § 228)

· Other states – less liberal

· RMBCA § 7.04(a): requires unanimous shareholder consent 

· Proxy Voting and Its Costs (7.4) 

· Electronic communication can be used as long as there’s enough evidence of authenticity (DGCL § 212(c)(2))

· Generally revocable (DGCL § 212(e))

· Only incumbents and winners get free proxies 

· Rosenfeld v. Fairchild Engine and Airplane Corp. (N.Y.) (Froessel rule - current doctrine)

· When directors act in good faith in a contest over policy, they have the right to incur reasonable and proper expenses for solicitation of proxies and in defense of their policies 

· Thus: whether incumbents win or lose, they’re reimbursed as long as they act in good faith 

· Any disagreement is generally deemed a “policy” issue 

· When a majority of stockholders choose to reimburse successful contestants, they can be reimbursed as well 

· Thus: insurgents are likely to be reimbursed only if they win 

· This rule may under-reimburse dissidents, deterring some proxy fights that would be valuable (notes 38)

· Class Voting (7.5)

· DGCL § 242(b)(2): shareholders of a class can vote on a proposed amendment if it would alter the aggregate number of shares of that class, alter its par value, or alter the powers, preferences or rights of the shares adversely – regardless of whether the charter authorizes them to vote 

· Provides structural protection for minority against majority 

· RMBC  § 10.04: requires a vote whenever an amendment will change things (doesn’t turn on adversity) 

· Most laws protect economic interests as well as legal rights

· E.g. can vote on an amendment that would create a senior class of preferred stock (RMBCA § 10.04(5)-5; NYBCL § 804(a)(3))

· Del: only get a separate vote if amendment would alter the legal rights of the existing security 

· Thus class vote protections are generally built into a Certificate of Special Rights, Limitations, and Preferences

· Shareholder Information Rights (7.6)

· Right to inspect company’s books and records for a proper purpose (DGCL § 220; RMBCA § 16.02-.03; NYBCL § 624)

· Del. Courts recognize 2 types of request:

· For a stock list disclosing the identity, ownership interest, and address of each registered owner of company stock 

· Readily available

· Proper purpose construed broadly – court doesn’t consider whether there are any additional improper purposes 

· Limited discovery, quick trial, usually settle

· Often includes non-objecting beneficial owners (NOBO) list 

· For inspection of books and records 

· More carefully reviewed b/c they implicate proprietary information and are more costly 

· Del.: Plaintiffs must show a proper purpose – motives are carefully screened 

· NY: statutorily allows inspection of balance sheet, income statement, stock lists, and meeting minutes – beyond this, courts can compel inspection in a proper case

· General Time Corp. v. Talley Indust. (Del.)

· Facts:

· Suit to obtain stock list under § 220 

· Allegedly in furtherance of a conspiracy 

· Desire to solicit proxies for a slate of directors in opposition to management is a purpose reasonably related to the stockholder’s interest as a stockholder – any further or secondary purpose in seeking the list is irrelevant – once the status of a stockholder is established, he is entitled to the list if his primary purpose is reasonably related to that status 

· Defense to a demand depends on the particular facts (e.g. Theile: request was denied when stockholder only owned one share and wanted to sell list for a “sucker list”

· Techniques for Separating Control from Cash Flow Rights (7.7)

· Controlling Minority Structures (CMSs) (7.7.3): permit a shareholder to control a firm while holding only a fraction of its equity

· Bebchuk, Kraakman & Triantis: Stock Pyramids, Cross-Ownership, and Dual Class Equity

· CMSs common outside the US 

· Separate cash flow rights from control rights 

· Simplest form: Single firm issuing two or more classes of stock with differential voting rights 

· Most common CMS in the US, but not worldwide 

· Lagging in popularity 

· Corporate pyramid

· Most popular CMS worldwide 

· Controlling minority shareholder holds a controlling stake in a holding company that, in turn, holds a controlling stake in an operating company 

· Not popular in US

· Cross-ownership structures

· Linked by horizontal cross-holdings of shares that reinforce and entrench the power of central controllers

· Voting rights used to control are distributed over the entire group rather than concentrated in the hands of a single company or shareholder 

· Popular in Asia – not in US 

· Not all shares need to have voting rights; all voting shares need not have equal voting rights (DGCL § 151(a))

· Dual class voting structures

· Rare among public companies 

· NYSE previously would not list companies without equal rights 

· Can only be adopted midstream by charter amendment requiring shareholder vote

· Might be circumvented by offering a minor benefit in exchange for vote 

· The Collective Action Problem (7.8) 

· Academic literature split on severity of the problem 

· Easterbrook & Fischel: Voting in Corporate Law 

· Collective action problems can be overcome by aggregating shares 

· short of this, collective information generating agency is necessary 

· Black: Next Steps in Proxy Reform

· Shareholders will act when private gain from monitoring exceeds private cost 

· Institutions don’t need to diversify as much as they do, then could hold greater stakes 

· Large investment institutions can realize economies of scale in monitoring 

· Legal rules keep financial institutions smaller than they would otherwise be, increasing shareholder passivity 

· If legal rules permit them, financial institutions might hold large stakes and become active monitors

· E.g. Japan, Germany 

· Federal Proxy Rules (7.9)

· Securities Exchange Act § 14(a)-(c) regulates virtually every aspect of proxy voting in public companies

· Under these rules, SEC promulgated an array of rules

· 4 major elements:

· disclosure requirements – SEC can ensure disclosure and protect shareholders from misleading info

· regulation of proxy solicitation process

· town meeting provision (§ 14a-8) – lets shareholders access proxy materials, which lets them promote some shareholder resolutions

· antifraud provision (§ 14a-9) – allows courts to imply a remedy for false or misleading proxy materials 

· Proposed Rule 14a-11 – “Shareholder Proxy Access Rule” (supp. p. 4)

· Would allow long term shareholders power to place their own nominees on a company’s proxy materials in some circumstances 

· 5% or more shareholder or group of shareholders who have held stock for at least two years could nominate directors when:

· 35% or more withhold a vote for a director nominee on the board’s slate during the prior year or
· shareholder resolution passes the prior year proposed by a shareholder or group of shareholders holding 1% or more of stock

· very controversial, unlikely to be passed 

· opponents: gives to much power to institutional shareholders who may not have best interests of corporation at heart 

· proponents: it’s a mild reform: still need a majority vote; triggering conditions are arduous 

· HO 13 “Donaldson Looks beyond Proposal on Shareholder Nominations of Directors”

· 2/05: SEC Chair acknowledge that proposal is beyond resuscitation, but he still wants to address problems with electing directors 

· proposal has been stalled since spring – lack of consensus to finalize a rule 

· critiques came from big business as well as those concerned with federalism and states’ sphere of regulation of corporations 

· Disclosure and Shareholder Information (7.9.1)
· Rules 14a-1 – 14a-7 specify in great detail what kind of info must be provided when seeking a proxy vote 

· Rules apply to corporation and third parties (dissidents) – but 1992 amendments released institutional shareholders from requirements in some situations (before this, communication w/ other investors ran risk of being deemed soliciting a proxy)

· Rule 14a-1: definitions (expansive) 

· Proxy can be any solicitation or consent 

· this has historically had the effect of protecting mgmt from shareholder attack

· E.g. Studebaker Corp. v. Gittlin (1966): request to stockholders to sign onto request to inspect shareholders list (b/c law required that more than 5% request list) was deemed solicitation of a proxy

· This had a chilling effect on communication btwn investors b/c proxy filing requirements are expensive

· 1992 SEC release: creates a safe harbor - In response, SEC sought to remedy situation – by exempting from rules those who are not seeking proxy authority and don’t have a substantial interest in the matter 

· Don’t have to submit materials if you own $5 million or less

· Officers or directors soliciting at their own expense are also exempt 

· Shareholders announcement of how she intends to vote is also exempt – announcements published, broadcast or disseminated to the media are exempt 

· HO 11: Choi: Proxy Issue Proposals: Impact of the 1992 SEC Proxy Reforms 

· Reforms bolstered the ability of a shareholder wealth increasing proposal the support of a higher fraction of outstanding votes 

· Concludes that reforms had no significant impact on the mean for-vote outcome for shareholder issue proposals 

· There’s a shift in companies targeted for reform – those targeted are more immune to proposals 

· Rule 14a-2: describes range of solicitations covered by the rule

· covers most of them 

·  listed under 2(b)

· 2(b)(2): solicitations to fewer than 10 shareholders

· 2(b)(1): solicitations by those who want to communicate w/ other shareholders but don’t intend to seek proxies 

· generally shareholders, but applies to everyone

· Rule 14a-3: can’t solicit unless you provide a proxy statement 

· When proxy is sought by the company – must include detailed info about the company

· When proxy is sought by anyone other than management – must include detailed info about identity of soliciting parties, their holdings, financing of the campaign

· 1992 SEC release - Delivery requirement doesn’t apply to public speech or broadcast statement as long as the communication doesn’t provide a proxy form and a proxy statement is on file w/ SEC 

· before this change, a broadcast was seen as soliciting and required a proxy statement sent to all shareholders, which disincentivized using media 

· still have to provide a proxy statement if your delivering a proxy form 

· Rules 14a-4 & 14a-5: regulate the form of the proxy – the vote and the statement 

· e.g., proxy must say that support for a particular candidate can be withheld (4(b)(2)(ii))

· 1992 SEC release: proxy form has to provide for a separate vote on each matter presented—allows one to vote for some of companies nominees but not all (can also vote for shareholder nominees) 

· Rule 14a-6: lists formal filing requirements for proxy and solicitation materials

· Rule 14a-12: rules applicable to solicitations opposing anyone else’s (usually mgmt’s) candidates for the board 

· 12(a): Allows dissidents to solicit before filing a statement if they disclose identities and holdings and don’t furnish a proxy card 

· 12(b): treatment and filing of proxy solicitations made before delivery of a proxy statement 

· 1992 amendments: 

· got rid of preliminary filing/review of soliciting materials—now just have to file them when you disseminate them, not before 

· still have to file proxy statements and forms beforehand 

· Rule 14a-7: company has to provide a shareholder list to a dissident shareholder, or has to mail her proxy statement and solicitation materials for her 

· 1992 amendments: when company decides to send it themselves, have to tell dissident how many of each type of shareholder, cost of mailing, etc. 

· Rule 14a-8: Shareholder Proposals (7.92) - town meeting rule – lets shareholders include some proposals in company proxy materials

· low costs – don’t have to file w/ SEC or mail on own

· mgmt sees this as an annoyance or infringement on autonomy

· communication is less effective when statement is long 

· allowed to exclude shareholder material when (inter alia):

· don’t meet formal criteria (length, identifying info, etc.)

· improper under state law

· relates to a matter or ordinary business (province of the board)

· most shareholder proposals either deal w/ corporate governance or matters of general social responsibility (rarely win more than 10% of the vote)

· companies usu seek SEC approval when they want to exclude a proposal (“no action letter” – says that SEC won’t bring an enforcement action)

· corporate governance proposals 

· constraining board’s discretion by shareholder bylaws 

· structural reforms of the board

· Waste management e.g. – (219) requirement that directors be “independent” (not employees, etc)

· No action letter request – gives every reason to exclude

· SEC decision 

· says how ‘improper under state law’ defect (b/c it mandates board to undertake an act) can be cured – by revising it to a request or recommendation instead of a mandate 

· relates to election defect (b/c it might disqualify nominees for upcoming election) can be cured by having it apply only to future elections 

· doesn’t agree w/ other reasons given 

· SEC encourages precatory, advisory resolutions rather than mandatory

· Although some states (e.g. Oklahoma) have upheld mandatory resolutions, Del. firms don’t think Del. courts would 

· Corporate Social Responsibility
· If issue falls w/in ordinary business, can be excluded (e.g. DGCL § 141 – can’t use proposals to micromanage the firm) 

· Medical Community for Human Rights v. SEC (DC Cir. allowed proposal to not manufacture napalm bombs)

· SEC has waffled 

· e.g. agreed that Cracker Barrel could omit proposal calling for prohibition of employment discrimination based on sexual orientation, saying employment matters fall w/in ordinary business 

· then reversed in 1997 – now can’t exclude employment related proposals focusing on significant social policy issues – case by case analysis 

· Policy underlying the rule:

· subject matter – impractical for some tasks to be overseen by shareholders (e.g. hiring, firing) (unless significant social policy issues are implicated)

· micromanagement problem – shareholders not qualified to make some decisions – don’t know enough (e.g. if issue is complex) 

· Rule 14a-8: references state law: if state law doesn’t allow a shareholder action, federal law doesn’t require it to be included

· Int’l Brotherhood of Teamsters Fun v. Fleming (Okla.): Ok. Law doesn’t prevent shareholders from adopting resolutions or bylaws that require any rights plan to be submitted for a shareholder vote

· Allows avoidance of a poison pill plan: shareholders can adopt a bylaw amendment that prevents the board from adopting a poison pill without shareholder approval

· It’s unclear whether Del. Would allow this.

· No law on point 

· Del. Lawyers think that Del. Wouldn’t allow this b/c it limits the board’s discretiong

· Mentor Graphics v. Quickturn suggests that the board’s discretion can only be limited by charter amendment

· Thus shareholder resolutions must be precatory 

· The Anti-Fraud Rule – 14a-9 (7.9.3)

· Cort v. Ash – implied right of action if

· plaintiff is part of class statute is intended to benefit

· legislative intent to create one (or deny)?

· State issue such that shouldn’t infer fed right of action?

· Case v. Borak ( implied right of action for 14a-9 claims

· Prohibition on false / misleading proxy solicitations 

· Key elements

· materiality – important in deciding how to vote?

· Culpability – SCOTUS hasn’t ruled on this – circuit split: some have negligence standard, some require scienter--intent or extreme recklessness, bad faith, more than just negligence 

· Causation and reliance – presumed if you have materiality and solicitation was essential to the transaction 

· Mills v. Electric Auto-Lite (U.S): it’s enough if the misstatements were material – don’t need to prove actual reliance 

· Damages/Remedies – injunctive relief, rescission or monetary damages

· Virginia Bankshares v. Sandberg 
· F: 

· Merger

· VB owned 85% of stocks, 15% minority shareholders (who would lose their interests as a result of merger)

· Banking firm advised that $42/share was a fair price, merger proposal was approved at that price

· Merger proposal didn’t need to be approved by minority

· But VB nonetheless solicited proxies and on proxy statement they said it was approved b/c minority would get a high value, fair price 

· H: 

· Materiality: 
· Statements of reasons, opinion or belief can be materially significant (if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote) 

· Statements were “with respect to material facts” and thus subject to the rule b/c they were open to attack by evidence 

· But proof of mere disbelief or belief would not have been enough 

· Causation:
· There is no causation of damages when shareholders votes weren’t required to authorize the transaction giving rise to the claim (essential link requirement)

· Plaintiff’s theory of causation rests on inferences, speculative claims (cf. Blue Chip Stamps)

· We don’t decide here whether § 14(a) provides a cause of action for lost state remedies 

· Kennedy (concurring/dissenting): 

· Court assumes that majority will vote for a transaction even if proxy disclosure shows it’s unfair to minority or that board is in breach of duty to the minority 

· Those who lack voting strength merit more protection, disclosure 

· State Disclosure Law: Fiduciary Duty of Candor (7.10): Del. Court has imposed a fiduciary duty to make full disclosure of all germane facts 

· Has been applied to controlling shareholders, corporate directors; proxy solicitations and tender offers 

· Malone v. Brincate: Whenever directors communicate publicly or directly with shareholders about the corporation’s affairs, with or without request for shareholder actions, directors have a duty to be honest 
· Creates a potential overlap with federal law – court sought to minimize this by implying that cause of action was limited to those who still held their shares (and thus weren’t protected by federal 10b-5) 
**  FIDUCIARY DUTY FLOW CHART (HO 17)

XVIII. NORMAL GOVERNANCE: THE DUTY OF CARE

· Introduction to the Duty of Care (8.1)

· duty to act as an ordinarily prudent person in the same situation would

· Reaches every aspect of an officer’s or director’s conduct 

· Litigated much less than duty of loyalty – b/c the law insulates from liability based on negligence to avoid risk averse management 

· The Duty of Care and the Need to Mitigate Director Risk Aversion (8.2)

· ALI’s principles of Corporate Governance explains duty as duty to perform functions:

· In good faith

· In a way reasonably believed to be in the best interests of the corporation

· With the care that an ordinarily prudent person would reasonably be expected to exercise in a like position and under similar circumstances 

· Gagliaridi v. Trifoods International (Del.)

· Absent facts showing self dealing of improper motive, an officer or director isn’t legally responsible to the corporation for losses for a decision made or authorized in good faith 

· Exception: some decisions may be so egregious that liability may follow even absent proof of conflict of interest or improper motivation – but this hasn’t resulted in money damages 

· Reasons: we don’t want corporations to be risk averse

· Business judgment rule: where a director is independent and disinterested, there can be no liability for corporate loss, unless the facts are such that no person could possibly authorize such a transaction if she were acting in good faith to meet her duty 

· Basically means plaintiff loses 

· DGCL § 145: (HO 14)

	Section
	Plaintiff
	Coverage
	Conditions
	Mandatory

	145(a)
	3rd party (not derivative claims)
	Settlement, expenses, fines, judgments
	Acted in good faith 
	No - Company doesn’t have to indemnify you – can – but usu happy too (unless it’s a new board)

	145(b)
	Corporation (through board, or derivative law suit) 
	Expenses 
	Good faith & not adjudged liable 
	No 

	145(c)
	Any
	Expenses
	Successful defense 
	yes

	145(e)
	Any
	Expenses Advancement 
	Repay if ultimately not entitled 
	No

	145(f)
	Any
	Any
	Not in contravention of above subsections (Waltuch) 
	 No 


· Law protects corporate officers and directors from liability for breach of duty of care in many ways 

· Indemnification of expenses incurred when they’re sued for corporate activities (DGCL § 145)

· Liability insurance for directors and officers 

· Business judgment rule

· Companies can waive director (and sometimes officer) liability for acts of negligence or gross negligence (DGCL 102(b)(7))

· SEC Order In re Matter of Michael Marchese 
· Asserts a breach of an outside director’s duty to monitor financial statements 

· Never reviewed accounting procedures or controls, deferred on board action, failed to look into things, signed a misleading form 

· Violations of 10b-5 and more b/c he was reckless 

· Cease & desist order 

· Statutory Techniques for Limiting Director and Officer Risk Exposure (8.3)

· Indemnification (8.3.1)

· Most states prescribe mandatory indemnification rights for directors and officers – generally authorize corporations to commit to reimburse any agent, employee, officer, or director for reasonable expenses for losses of any sort (some times including judgments) arising from any actual or threatened judicial proceeding or investigation 

· Losses must arise from actions undertaken on behalf of the corporation in good faith and can’t arise from a criminal conviction (DGCL § 145(a)-(c) 

· Waltuch v. Conticommodity Servs. (2d Cir.)

· F:

· Waltuch spent $2.2 million to defend himself in suits 

· All of them eventually settled/dismissed 

· He was dismissed from suits with no settlement contribution 

· His unreimbursed legal expenses: $1.2 million 

· Also subject to enforcement suit that was settled – he paid a penalty and spent $1 million in legal fees 

· Now seeks indemnification for legal expenses

· Charter doesn’t require good faith for indemnification 

· DGC § 145(a) requires good faith – Waltuch argues that §145(f) is broad and doesn’t require good faith 

· H:

· § 145(f) 

· doesn’t get around good faith requirement 

· thus Waltuch isn’t entitled to indemnification under the charter

· § 145(c)

· requires indemnification for successful claims 

· success is anything other than conviction – thus Waltuch is entitled to reimbursement for his legal fees under (c)

· Directors and Officers Insurance (8.3.2)

· DGCL § 145(f); RMBCA § 8.57

· Corporations buy insurance to reimburse directors who suffer losses as a result of good faith decisions

· Judicial Protection: The Business Judgment Rule (8.4): courts shouldn’t second guess good faith decisions made by independent, disinterested directors – courts will not use reasonable person test for corporate board decisions 

· Kamin v. American Express (N.Y.)

· F:

· Plaintiffs argue that a dividend is a waste of corporate assets (b/c sustaining a loss on the market could offset other profits) 

· No claim of fraud, self dealing, bad conduct

· H:

· Courts won’t interfere in mere errors of judgment – need to make a clear case of fraud, oppression, arbitrary action, or breach of trust 

· Defs here didn’t overlook any facts – they were concerned w/ how loss would affect their financial statement 

· Also no evidence of self dealing – nothing showing that 4 our of 20 officers dominated the board 

· Understanding the Business Judgment Rule (8.4.1)

· ABA Corporate Director’s Guidebook states that a decision is a valid business judgment when it:

· (1) is made by financially disinterested directors or officers

· (2) who have become duly informed before exercising judgment and 

· (3) who exercise judgment in a good-faith effort to advance corporate interests

· some also say the rule doesn’t protect irrational or egregious behavior (e.g. ALI Corporate Governance Project § 4.01(c))

· thus – disinterested directors acting deliberately and in good faith should never be liable for a resulting loss no matter how idiotic 

· why have the BJR?

· Procedural reason: insulates disinterested directors from jury trials 

· Substantive: shifts question to whether there was good faith instead of whether the standard of care was breached 

· What’s the point?  Social value to announcing a standard that isn’t enforced 

· The Duty of Care in Takeover Cases  - Smith Van Gorkom (Del.) (8.4.2)

· Employs language of duty of care, but not really about duty in ordinary business decisions 

· Alleged that board in approving a merger hadn’t acted in an informed manner

· Found that directors had been grossly negligent in decisionmaking and thus couldn’t claim protection of the BJR

· Led to a revision of the statutory law

· Additional Statutory Protection: Authorization for Charter Provisions Waiving Liability for Due Care Violations (8.4.3)

· Smith ( DGC § 102(b)(7), which validates charter amendments that provide that a corporate director has no liability for losses caused by transaction in which the director had no conflicting financial interest or was otherwise alleged to violate a duty of loyalty

· Most other states filed suits

· Most Del. Corporations passed charter provisions eliminating liability 

· Ohio General Corp. Law § 1701.59

· (B) director shall perform duties in good faith, not opposed to best interests of the corporation, with the care of an ordinary prudent person in similar circumstances 

· (C)(1) won’t be found to have violated duties unless proved he hasn’t acted in good faith, not opposed to best interests of the corporation, or with the care of an ordinary prudent person in similar circumstances 

· (D) liable for damages only when it has proved that act/failure was undertaken with intent to injure corporation or w/ reckless disregard for its best interests

· McMillan v. Intercargo (Del.)

· F:

· Alleged breach for failing to ensure shareholder received highest valuable attainable in merger and failed to disclose material information that bore on decision whether to approve merger 

· Revlon duties: when agreeing to be sold the company must seek the highest sale price

· Charter contains exculpatory provision 

· H: Complaint fails to allege intentional, bad faith, or self interested conduct – thus claim is dismissed 

· Pleading standards and enforcement of liability waivers 

· In McMillan the court uses § 102(b)(7) to reach a result same as the BJR would dictate 

· Since 102(b)(7) thus operates in duty of care cases, plaintiffs will attempt to frame claims as duty of loyalty claims 

· But – insurance only covers duty of care cases and insurance covered claims are more likely to be settled

· Thus cases are just sometimes termed breach of fiduciary duty 

· The Technicolor Case and Delaware’s Unique Approach to Adjudicating Due Care Claims Against Corporate Directors (8.5) 

· Under Emerald Partners directors with no financial interest in a transaction might still have to stand trial if there are facts to support an allegation of bad faith 

· Orman v. Cullman applied this same rule to a duty of loyalty claim not involving a controlling shareholder

· Law until further notice: whenever anyone (controlling or not) is liable for a duty of loyalty, no one can go home unless the case is heard

· No case yet about what happens when a minority of directors have an interest in a transaction 

· Also, § 102(b)(7) waivers are directed at damages, so duty of care can still be the basis for an equitable order – Del. Has a unique approach to adjudicating such claims:

· Cede v. Technicolor: 

· takeover artist acquired Technicolor in a transaction w/ arguable breaches of duty of care by Technicolor’s board 

· case is under principles of Van Gorkom – transaction must reviewed for entire fairness 

· a breach of duty of loyalty or duty of care requires directors to prove that the transaction was entirely fair 

· proof of a breach of duty of care, absent proof of injury, is enough to rebut BJR 

· court departs from Barnes v. Andrews (Learned Hand) which required duty, breach, proximate cause, and injury

· frames an alternative approach: once prima facie negligence is shown, don’t have to show causation and damages.  Instead, directors must prove due care or entire fairness (even though they have no conflicting interest) 

· this is less protective of directors.  But adoption of a gross negligence standard (Del.) provides protection.  

· Cinerama v. Technicolor (CEDE III) (Del.)

· Finding of perfection isn’t required for entire fairness 

· The chancery court properly considered each aspect of fair dealing and fair price after failure to test the market – after finding that the price obtained was the highest price reasonably available, it concluded that the transaction was entirely fair 

· This is supported by the record, is the product of an orderly, logical deductive process – thus, affirmed

· Pleading and proving waiver of liability 

· Emerald Partners v. Berlin (Del.)

· Controlling shareholder’s transactions approved by independent board 

· Transactions weren’t self dealing for independent board 

· Only remaining defendants when case was tried were the disinterested directors 

· *Del. Sup Ct held that the correct standard of review for a transaction in which a controlling shareholder is interested is entire fairness 

· under Technicolor the director defendants had the burden to prove entire fairness 

· The Board’s Duty to Monitor: Losses “Caused” by Board Passivity (8.6)

· Generally 

· The few cases that actually impose liability on directors for breach of duty of care are for failure to do anything when a reasonably alert person would have taken action (e.g. Enron)

· Risk of liability for inaction may still deter people from serving on corporate boards 

· Liability is a crude ex post way to deal w/ inattention 

· Francis v. United Jersey Bank (NJ)

· 2 sons ran business, kept all the funds of clients together, borrowed money from it, corp went b/k.  mom was also a director.  Suit brought against her for being negligent in her duties b/c she didn’t do shit.

· Loans were reflected on financial statements 

· Mom didn’t know anything about corporate affairs, didn’t read financial statements, etc. didn’t pay attention to her duties 

· To find liability must find duty, breach, cause 

· Duty of a director 

· Director should acquire at least a rudimentary understanding of the corporation’s business.  

· Doesn’t require a detailed inspection of day to day activities, but general monitoring 

· Should regularly review financial statements 

· This can give rise to a duty to inquire further into matters thereby revealed.  Upon discovery of an illegal course of action, director must object and, if it goes uncorrected, resign

· Here, cursory reading of financial statements would have revealed the pillage 

· Cause

· Breach must proximately cause the loss 

· Harder to show cause in nonfeasance cases 

· Should turn on what reasonable steps the person could have taken and whether those would have prevented the loss 

· Here, mom could have stopped the conversion – she had a duty to try and stop misappropriation 

· Sons’ wrongdoing shouldn’t excuse her 

· Causation will be inferred when it is reasonable to conclude that the failure to act would produce a particular result and that result has followed 

· Since here there was a duty to do more than object and resign, there was cause 

· Case represents majority view that there is a minimum objective standard of care for directors—to make a good faith attempt to do a good job.  

· Case law is divided on whether all directors have the same duty or sophisticated directors can be held to a higher standard

· Hoye v. Meek (10th Cir.)

· More recent – inactive director held liable for failure to exercise due care 

· Father-director, semi retired; son ran day to day operations – made stupid investments without boards knowledge that resulted in a shit ton of losses.  Company filed for b/k.  trustee sued dad for negligence.  

· Dad was held liable – didn’t go to meetings, often away, etc.  

· Generally: boards have an obligation to monitor their firms financial performance, reporting, compliance with the law, management compensation, and succession planning

· Graham v. Allis-Chalmers Manuf. (Del.)

· *not current law – replaced by Caremark 
· Nondirector employees charged with antitrust violations.  Suit to recover damages arising out of violations.  No evidence that directors new of antitrust activity, or of anything that would put them on notice 

· Huge, complex company.  Board doesn’t fix prices of specific products 

· FTC decrees from way back in the day were not enough to put the board on notice 

· Directors weren’t around, aware of what was going on back then 

· The 3 who knew about them had responded adequately 

· Directors are entitled to rely on the honesty and integrity of their subordinates until something happens to put them on notice that something is wrong 

· Federal organizational sentencing guidelines 

· Federal law opens up criminal liability for lapses from standards of business conduct (e.g. CERCLA, RCRA, CWA, CAA)

· Guidelines provide a uniform sentencing structure for organizations convicted of federal criminal violations – greater penalties for corps than before 

· Creates incentive for firms to put compliance programs in place, report violations, voluntarily remediate 

· A convicted organization that has met these conditions will receive a lower fine 

· This makes it less likely that a court will overlook a board’s failure as easily as it did in Allis-Chalmers
· In re Caremark Int’l Inc. Derivative Litigation (Del.)

· Alleged employee violations of fed and state law – suit for board’s breach of duty of care in connection with this 

· Suit instigated to recover losses endured by corp from individual defendants on the board 

· Here there is a low probability that the directors would be found to have breached a duty to monitor/supervise 

· duty

· Corporate board’s role is serous, important.  

· Board needs relevant and timely information to fulfill its role (see DGCL § 141).  

· Sentencing guidelines – should be taken into account by someone trying to meet governance responsibilities 

· Board needs to exercise a good faith judgment that the corp’s information and reporting system is adequate to assure that board gets appropriate information in a timely manner 

· Here there’s no evidence of a failure to monitor – information system was a good faith attempt to keep apprised 

· Sarbanes-Oxley Act (2002)

· § 404: CEO & CFO must certify that they have disclosed to an independent auditor all deficiencies in design or operation of internal controls

· internal controls are about financial reporting – not compliance w/ laws, etc. – thus it’s very limited

· “Knowing” Violations of Law (8.7)

· Miller v. A.T.&T. (3d Cir.) 

· Failure to collect debt owed by DNC

· Normally this would be subject to BJR

· But this is illegal under federal campaign finance laws 

· Even though committed to benefit the corp, illegal acts may be a breach of fiduciary duty in NY (Roth v. Robertson)

· An illegal purpose alone cannot be a rational business purpose sufficient to trigger BJR 

XIX. CONFLICT TRANSACTIONS: THE DUTY OF LOYALTY 

· generally

· Core of fiduciary doctrine 

· Requires a corporate director, officer, or controlling shareholder to exercise her institutional power over corporate processes or property (including information) in a good faith effort to advance the interests of the company

· Requires full disclosure of all material facts to disinterested representatives and dealing with corporation on fair terms 

· Duty to Whom? (9.1)

· to the corporation as a legal entity 

· includes conflicting constituencies – stockholders, creditors, employees, suppliers, customers 

· usually interests can be reconciled 

· The Shareholder Primacy Norm (9.1.1)

· Loyalty to the corporation is ultimately loyalty to shareholders 

· Dodge v. Ford Motor Co. (Mich. 

· Dodge bros owned 10% of Ford, sued to force Ford’s board to declare a dividend 

· Ford had eliminated special dividends to provide price reductions to share success with the public 

· Court found that Ford had improperly subordinated shareholder interests to those of consumers

· But this is a rare case of enforcing shareholder primary – and it’s old 

· Now a board’s decision to retain earning could be justified to increase long term earnings and thus be safe from attack 

· Dodge is unique b/c Ford said he was acting in the interest of nonshareholders 

· Courts now generally defer to director action when its justified in terms of long term earnings 

· Directors must also advance interests of all constituencies

· A.P. Smith Manufacturing v. Barlow (NJ)

· State law provides that any corporation can make donations – just need shareholder approval if it’s greater than 1% of capital and surplus 

· Law applies to corporations created before its passage 

· Donation here was fine – it was most, to an institute of higher education, will aid public welfare, advance interests of the corporation in its community  

· Constituency Statutes (9.1.2)

· Leveraged buy outs – offered shareholder high premia but left creditors at greater risk, threatened managers jobs 

· Resorted to arguing that directors owe a duty to the corporation understood as a combination of all its stakeholders, not just shareholders 

· State statutes passed saying that directors have the power to balance the interests of nonshareholder constituencies against interests of shareholders 

· Self-Dealing Transactions (9.2)

· Directors and corporate officers can’t benefit financially at the expense of the corporation in self dealing transactions 

· HO 16 (Business Ties: Many Companies Report Transactions with Top Officers

· Shows how very common self-dealing is 

· Early Regulation of Fiduciary Self-Dealing (9.2.1)

· Transaction had to be fair and approved by a board of majority disinterested directors – otherwise voidable 

· The Disclosure Requirement (9.2.2)

· Valid authorization of a conflicted transaction between a director and her company requires the interested director to make full disclosure of all material facts of which she is aware at the time of authorization 

· State ex rel. Hayes Oyster Co. v. Keypoint Oyster Co. (Wash.)

· CEO, director, 23% shareholder – involved in a side deal buying oyster beds from corp. – no one knew about his interest in corp. buying the beds

· Corp now alleges secret profit that should be disgorged 

· Directors and officers can’t acquire a profit for themselves or any other personal advantage in dealing with others on behalf of the corporation 

· Nondisclosure is per se unfair 

· He should have disclosed his interest at the meeting 

· When he knew of his interest, he was required to divulge it 

· Actual injury isn’t required 

· Disclosure of conflicted transactions

· Must disclose all material information relevant to the transaction 

· Del. Court has sometimes encourage use of special committees of independent directors to simulate arm’s length negotiations 

· Some Del. Cases indicate that a fiduciary isn’t required to state the best price she would pay or accept 

· Fed securities law also regulates self dealing disclosure – Regulation S-K, Item 404(a)

· Controlling Shareholders and the Fairness Standard (9.2.3)

· Controlling shareholders power over the corporation and the resulting power to affect other shareholders gives rise to a duty to consider their interests fairly whenever the corp enters into a contract with the controller or its affiliate

· Less clear what happens when a controller exercises influence without authorized a conflicted transaction 

· The Effect of Approval by a Disinterested Party (9.3)

· Safe Harbor Statutes (9.3.1)

· In most jurisdictions

· Provide that a director’s self-dealing transaction is not voidable solely b/c it is interested, as long as it is adequately disclosed and approved by a majority of disinterested directors or shareholders, or is fair (DGCL § 144; NYBCL § 713; Cal. Corp. Code § 310)

· Have not been read to provide that a transaction that meets these conditions is never voidable

· Cookies Foods Prods. V. Lakes Warehouse (Iowa)

· F:

· Majority shareholder bbq sauce company, acquired company 

· Alleged that by executing self dealing contracts he breached duty to the company and misappropriated funds – minority shareholders claim that funds paid to “Speed” were excessive and that they breached duty of loyalty b/c he negotiated w/out fully disclosing his benefit 

· Very successful, but closely held and hasn’t paid dividends

· R: 

· statute provides that self dealing is in accord w/ duty of loyalty when (any of the following):

· Interest is disclosed or known to the board which authorizes the transaction

· Interest is disclosed or known to the shareholders and they authorize

· Contract is fair and reasonable to the corporation 

· Court additionally requires a showing of good faith, honesty, and fairness 

· Must show not only a fair price but fairness of the bargain for the corporation 

· The compensation here was fair and reasonable – so court finds sufficient information was provided to the board to help it make a prudent decisions

· Dissent:

· Majority is blinded by success of company

· “Speed” failed to show going rates for his services – he can’t succeed by showing success alone 

· court seems to strain statutory language in the case

· Approval by Disinterested Members of the Board (9.3.2)

· Cookie interpretation conforms to other interpretations (Del., NY, Cal.)

· Generally, approval of an uninterested transaction by a fully informed board has the effect only of authorizing the transaction, not of foreclosing judicial review for fairness 

· Makes sense when controlling shareholder can manipulate disinterested directors 

· Under Del. Law approval just shifts the burden of providing fairness to the plaintiff (Kahn v. Lynch Comm’n)

· Courts might be more deferential when it’s a transaction w/ a single director who’s not a top manager or controlling shareholder

· Eisenberg: Self-Interested Transaction in Corporate Law 

· Transactions should be subject to a substantive fairness test b/c

· Directors have collegial relations, not likely to be wary of each other

· Impossible to find a completely disinterested director

· § 144 process:

· self dealing transaction involving controlling shareholder

· (if it’s not a controlling shareholder, goes to BJR—i.e., plaintiff loses unless they show waste) 

· defendant must show transaction was entirely fair

· if she does, then plaintiff must show it wasn’t entirely fair

· Cooke v. Oolie (Del. Ch.)

· Under § 144(a)(1) court will apply BJR to actions of an interested director who isn’t the majority shareholder if she fully discloses her interest and a majority of the disinterested directors ratify the interested transaction 

· Court extends § 144 to cover this case 

· Split between Del. Ch. & Del. Sup Ct. 

· Del. Ch.:

· more willing to defer to substitute process if it seems to have integrity

· Inclined to avoid valuation 

· Thus, invoke BJR wherever it seems fair

· Will probably invoke it whenever disinterested approving directors aren’t misinformed, dominated, manipulated 

· Book author’s expect it to be invoked even when interested director is the CEO

· But if the ct expects fraud it will still make a defendant explain the transaction 

· Del. Sup. Ct.: 

· More receptive to judicial valuation (b/c it remands – doesn’t have to do it)

· Kahn v. Lynch: cabined tendency to invoke BJR in cases involving controlled mergers 

· Approval by a Special Committee of Independent Directors (9.3.3)

· Parent companies have a duty to treat their subsidiaries fairly and expect to have large transactions with subsidiaries trigger judicial scrutiny

· Special committee of disinterested directors creates the appearance and reality of a fair deal 

· Requirements under Del. Law: 

· Properly charged by the full board (to negotiate a fair deal and the best available deal)

· Comprised of independent members

· Vested with the resources to accomplish its task

· When requirements are met, burden of proving fairness/unfairness is shifted from the defendant to the plaintiff 

· Shareholder Ratification of Conflict Transactions (9.3.4)

· Power of shareholders to affirm self-dealing transactions is limited by the corporate “waste” doctrine (even a majority vote cannot protect wildly unbalanced transaction that, on their face, irrationally dissipate corporate assets)

· Lewis v. Vogelstein (Del. Ch.)

· For ratification generally:

· Agent must disclose all relevant circumstances about the transaction to the principal 

· Agent must act with candor and with loyalty—can’t try to coerce consent 

· Shareholder ratification may be ineffectual

· (1) b/c majority of those affirming had a conflict of interest or

· (2) the transaction ratified constituted corporate waste

· shareholders can’t ratify corporate waste except by unanimous vote (Saxe v. Brady)

· waste: exchange of corporate assets for consideration so disproportionately small that it lies beyond the range at which any reasonable person might be willing to trade 

· In Re Wheelabrator Technologies Inc. (Del. Ch.) 

· Merger – interested transactions – informed approval by shareholders 

· Shareholder ratification doesn’t extinguish a claim for breach – just shifts the burden to the plaintiff.  Standard of review may stay entire fairness or shift to BJR 

· Interested transaction between the corporation and its directors not voidable if approved in good faith by informed, disinterested shareholders (DGCL § 144(a)(2)) 

· BJR is invoked – only voidable in case of waste (plaintiffs have burden)

· Also applies to interested transaction not under § 144

· Interested transaction between the corporation and its controlling stockholder 

· Usu cases of parent-subsidiary mergers 

· Standard of review is entire fairness – directors have to prove fairness

· But when approved by majority of the minority stockholder vote, standard is entire fairness with the burden on the plaintiff

· Excessive Transactions and Further Erosion in the BJR? (supp. 9)

· In re the Walt Disney Company Derivative Litigation 
· Executive compensation case 

· F:

· Michael Ovitz paid compensation valued at $140 million upon termination with Disney after just over a year of service

· Shareholder suit brought claiming that this payment was waste  

· Ovitz given full compensation package in arrangement w/ Eisner

· Old Board spent very little time dealing w/ the employment – left it to Eisner 

· New Board didn’t try to deal w/ issue either 

· R: Facts alleged imply that directors knew they were making material decisions w/out adequate information and deliberation and that they didn’t care if their decisions fucked the corporation.  Thus, plaintiff’s complaint sufficiently alleged a breach of the directors’ obligation to act honestly and in good faith in the corp’s best interests.  Court could conclude that the directors’ conduct fell outside the protection of the BJR

· Del. Director liability for inattention post-Disney:

· Mere director negligence won’t give rise to liability – BJR will foreclose liability and allow MTD (Gagliardi, AmEx)

· Facts that establish gross negligence may be the basis for a breach of duty and result in liability for resulting losses (Smith v. Van Gorkom)

· But ​– this liability can and usually is waived through a shareholder approved amendment to the charter (per § 102(b)(7))

· But – waivers can’t be waive liability that rests on breach of the duty of loyalty, acts/omissions not done in good faith 

· Thus, when there is extreme inattention, neither BJR nor waiver will protect from liability 

· Duty of Good Faith and 102(b)(7)

· Post-Disney 102(b)(7) doesn’t offer the broad assurance it presumably intended.  

· Disney establishes that there can be a level of director neglect that can lead a court to find that directors weren’t seriously trying to meet their duty, in which case a 102(b)(7) charter amendment won’t seriously protect them 

· It’s as yet unclear what level of inattention will be required 

· Corporate Opportunity Doctrine (9.5): insiders (board member, manager, controlling shareholder) can’t take a corporate opportunity 

· Determining Which Opportunities “Belong” to the Corporation (9.5.1)

· 3 general lines of corporate opportunity doctrine:

· “expectancy or interest” test

· give narrowest protection to the corp

· Lagarde v. Anniston Lime & Stone (Ala.)

· The expectancy or interest must grow out of an existing legal interest and the appropriation of the opportunity will in some degree balk the corporation in effecting the purpose of its creation 

· Newer cases look to the firm’s practical business expectancy/interests

· “line of business” test

· any opportunity falling within a company’s line of business is its corporate opportunity – i.e. anything a corporation could reasonably be expected to do 

· factors considered: (Guth v. Loft (Del.))

· how the matter came to the attention of the director/officer/employee

· how far removed from the core economic activities of the corporation the opportunity lies

· whether the corporate information is used in recognizing or exploiting the opportunity

· “fairness” test

· more diffuse, relies on multiple factors 

· considerations:

· how a manager learned of the opportunity

· whether she used corporate assets in exploiting the opportunity

· other fact specific indicia of good faith and loyalty to the corporation and the company’s line of business  

· When May a Fiduciary Take a Corporate Opportunity? (9.5.2)

· some courts say it’s okay to take an opportunity when the corp isn’t in a financial position to do so (e.g. Miller v. Miller (Minn.))

· incapacity is related to disinterest 

· what matters is whether the board evaluated whether to take the opportunity in good faith 

· most courts accept a board’s good faith decision not to pursue an opportunity as a complete defense to a suit challenging a fiduciary’s acceptance of a corporate opportunity for herself 

· fiduciary who takes the opportunity bears the burden of establishing defense 

· Broz v. Cellular Information Systems (Del.)

· F:

· Corporate opportunity that came to the attention of the director not formally presented to the corporation 

· Corp didn’t have any interest or ability to acquire it but under an impending acquisition this would change

· H:

· The failure of the director to present an opportunity to the board doesn’t necessarily result in the improper usurpation of a corporate opportunity 

· Officer or director cannot take an opportunity if (Guth):

· (1) corp is financially able to exploit it

· (2) it’s within corp’s line of business

· (3) corp has an interest/expectancy in the opportunity

· (4) by taking the opportunity the fiduciary will be put in a position inimicable to his duties to the corp

· can take an opportunity if (Guth):

· (1) opportunity is presented to the director of officer in her individual and not her corporate capacity

· (2) the opportunity is not essential to the corporation

· (3) the corporation holds no interest or expectancy in the opportunity

· (4) the director or officer hasn’t wrongfully employed the resources of the corp in pursing or exploiting the opportunity 

· in this case Broz didn’t misappropriate a corporate opportunity 

· at the time to opportunity presented itself, the acquisition was purely speculative 

· thus he didn’t need to consider interests to the other corp 

· the corp was unable to take advantage of the opportunity 

· corp was divesting its cell licensings when the opportunity was presented – so it didn’t have an expectancy/interest in the opportunity 

· his interest in the opportunity wasn’t inimicable to his duty to the corp 

· you don’t have to present the opportunity to the board

· doing so creates a safe harbor 

· Telxon Corp. v. Meyerson (Del) (more recent)

· Safe harbor doesn’t extend to an opportunity only presented to the corp’s CEO

· Only when it’s presented to full board 

· In re eBay S’holders Litig. (Del.): company directors usurped a corporate opportunity by taking an offer by the company’s investment bank to buy shares in other companies that went public 

XX. SHAREHOLDER LAWSUITS

· Two types

· Derivative suits: asserts a corporate claim against an officer, director, or third party charging them with a wrong to the corporation 

· Injury only indirectly harms shareholders

· Represents 2 suits in one

· Against directors for improperly failing to sue on an existing corporate claim

· Underlying claim of the corporation itself

· Usually claim that directors failed to vindicate corporate claims b/c they are the wrongdoers 

· More common type of suit 

· Direct actions


· Normally brought as class actions to recover or prevent damages suffered directly by shareholders 

· Federal securities law claims are direct actions 

· Preferred by boards

· b/c can be indemnified for expenses, etc. (for derivative suit, only indemnified if you win)

· b/c plaintiff doesn’t have to be reimbursed for expense as it does in derivative suit 

· Distinguishing Between Direct and Derivative Claims (10.1)

· Derivative suit

· Recovery goes directly to the corporation 

· Though occasionally courts will give direct payment to minority shareholders – but this may be unfair to corporate creditors 

· Have procedural hurdles designed to protect the board 

· Tooley v. Donaldson, Lufkin, & Jenrette (Del.) (supp. p. 21)

· Minority shareholders brought direct class action alleging breach of fiduciary duty b/c long closing time for merger deprived them of time value of proceeds

· Rule for determining whether suit is to be treated as derivative or direct: can only consider the following:

· (1) who suffered the alleged harm (the corporation or the suing shareholders)?

· (2) who would receive the benefit of any remedy harm (the corporation or the suing shareholders)?

· Thus, a special injury is not the mark of a direct claim 

· Solving a Collective Action Problem: Attorneys’ Fees and the Incentive to Sue (10.2)

· Equity practice of awarding attorneys’ fees to plaintiffs whose litigation creates a common fund that benefits others as well as plaintiff ( incentive system to overcome collective action problems 

· Attorney’s are the real parties in these actions

· Attorney receives nothing when derivative suit is dismissed 

· Fletcher v. A.J. Industries, Inc.(Cal.)

· Claim that Ver Halen controlled the board and management and corporation was consequently damaged in various actions 

· Settlement stipulated that attorneys’ fees could be awarded only if the corporation received a monetary award 

· Generally, now attorneys’ fees available unless expressly provided by statute

· But there’s an exception: “common fund” doctrine: when a common fund exists to which a number of persons are entitled and in their interest successful litigation is maintained for its protection, allowance of attorneys’ can be made from the fund 

· Variant: “substantial benefit” rule: the successful plaintiff in a stockholder’s derivative action can be awarded attorneys’ fees if the corporation received substantial benefits from the litigation even if they weren’t pecuniary and the action didn’t produce a fund from which to pay them

· Thus, the existence of a fund isn’t a prerequisite for an attorneys’ fees award.  It’s enough that that the action maintains the corporation’s health and raises the standards of fiduciary relationships and of other economic behavior—or prevents an abuse that would prejudice the interests/rights of the corporation or affect a shareholder’s right

· It doesn’t matter that benefits accrue by settlement rather than final judgment 

· Dissent: this isn’t a good rule.  Without a common fund the corporation might be forced to liquidate assets to pay fees, which might harm it more than it is helped by the suit.  

· Agency Costs in Shareholder Litigation

· Lawyer’s role as a bounty hunter creates an agency problem 

· Plaintiff’s lawyers and corporate defendants have financial interests at stake: (fees and potential liability)

· Plaintiffs’ lawyers might initiate “strike suits” (suits without merit) to extract a settlement

· Corporate defendants may be too eager to settle b/c they bear some litigation costs personally but don’t bear costs of settlement 

· In meritorious suits, both sides have an incentive to settle on terms that allow defendants to escape personal liability 

· Legal system’s structuring of attorneys’ fees can also generate problems 

· Awarding a percentage of recovery can encourage premature settlement

· “lodestar formula” (used in fed securities litigation) pays attorneys a base hourly fee * a multiplier (for difficulty/risk), which creates an incentive to spend too much time litigating 

· auctioning rights to represent – might result in a lawyer controlling the case to negotiate a settlement 

· statutory responses 

· security for expenses laws in some states: corporate defendants can require plaintiffs to post a bond to secure coverage of company’s expenses (eg NYBCL § 627, Cal. Corp. Code § 800) 

· but in reality plaintiffs are rarely forced to post bonds 

· Federal Private Securities Litigation Reform Act of 1995

· Variety of devices to discourage nonmeritorious suits 

· But seems to be unsuccessful – now more class actions than ever are filed

· Standing Requirements (10.3) 

· Fed. R. Civ. P. 23.1 (followed in Del.)

· (1) plaintiff must be a shareholder for the duration of the action

· (2) plaintiff must have been a shareholder at the time of the alleged wrongful act/omission (contemporaneous ownership rule)

· (3) plaintiff must be able to fairly and adequately represent the interests of the shareholders (i.e. no obvious conflicts of interest)

· (4) complaint must specify what action the plaintiff has taken to obtain satisfaction from the company’s board (demand requirement) or state with particularity the reason for not doing so

· but in Del. No one makes a demand 

· Moses: Lawyer Given to Filing Shareholder Lawsuits Comes Under Scrutiny 

· Successful class action attorney Greenfield under attack for filing suits on behalf of companies he controls and plaintiffs with just a few shares – just to drag big companies to court 

· Disciplinary proceedings for lying about plaintiff’s background in a case – plaintiff was a shell corporation he controlled 

· Other cases dismissed b/c client have tiny investments in defendant companies 

· Number of shareholder suits growing – most filed in wake of bad news, often within hours 

· Greenfield challenged b/c name plaintiffs don’t truly represent the group of allegedly wronged shareholders 


· Greenfield says it doesn’t matter who the plaintiff is 

· Others say it does – screens suits 

· Balancing the Rights of Boards to Manage the Corporation and Shareholders’ Rights to Obtain Judicial Review (10.4) 

· Legal doctrines to balance the right of boards to manage against shareholders rights to get judicial review

· When plaintiff has made a presuit demand (per Rule 23.1) but board has refused to bring suit: Court must decide whether to defer to board’s business judgment in not bringing suit.

· When plaintiff doesn’t make a demand on the ground that the board couldn’t exercise disinterested business judgment: Court must pass on the validity of the plaintiff’s excuse for not making presuit demand

· When board seeks to terminate a derivative suit later in the litigation: Court must determine whether board has become capable of exercising its business judgment over the action 

· The Demand Requirement of Rule 23 (10.4.1): derivative complaint must allege the efforts made to obtain the action she desires from the directors, or the grounds for not making the effort (FRC 23.1; Del.) 

· Levine v. Smith (Del.)

· Judge Horsey!

· Transaction by Perot – director and largest shareholder of GM sold back stock b/c of disagreements with management.  As part of the deal Perot agreement not to compete with or publicly criticize GM

· Shareholders brought derivative suit – saying he was paid only to stop his criticisms 

· In analyzing a claim of demand futility, court must consider [Aronson test]:

· (1) whether threshold presumptions of director disinterest or independence are rebutted by well-pleaded facts

· (2) if not, whether the complaint pleads particularized facts sufficient to create a reasonable doubt that the challenged transaction was the product of a valid exercise of business judgment 

· this rebuts the presumption that the BJR attaches to the transaction 

· demand futility is premised on the majority of the board having a financial interest in the challenged transaction or lacking of independence or otherwise failing to exercise due care 

· at least 12 of 21 directors are independent and capable of impartially considering a demand  - thus (1) isn’t met

· nor is (2) – plaintiff fails to plead particularized facts sufficient to raise a doubt w/r/t the exercise of due care

· Note on Presuit Demand

· ALI proposed rule of universal demand: would be required to make demand and then bring suit if unhappy with response to the demand (ALI Principles of Corporate Governance § 7.04)

· Del. Has mirror image of this: rule of universal nondemand: through practices of inferring that whenever a plaintiff does make a presuit demand, she concedes that the board is independent and disinterested 

· If independence if conceded by demand, then only the second prong of the test above is relevant if demand has been denied (Speigel v. Buntrock (Del.))

· Presuit demand is thus effectively discouraged 

· Rales v. Blasband (Del.)

· Aronson test is predicated on a challenge to a board decision – can’t be applied in all cases 

· This case is different b/c the board didn’t approve the decision to invest in junk bonds instead of government securities – the directors made no decision relating to this suit 

· Where there is no conscious decision by directors to act/refrain from acting, the BJR doesn’t apply – thus the Aronson test shouldn’t be applied in this situation – e.g.:

· When business decision was made by the board, but a majority of the directors that made the decision have been replaced

· Where the subject of the suit is not a business decision

· Where the decision challenged was made by the board of a different corporation [as here]

· In these situations should instead determine whether the board that would be addressing the demand can impartially consider its merits – thus:

· Demand is futile if particularized facts show a reasonable doubt that, at the time the complaint is filed, the board could have properly exercised its independent and disinterested business judgment in responding to the demand 

· Task of the board in responding to a demand letter:

· (1) determine the best method to inform themselves of the facts relating to the alleged wrongdoing and the considerations bearing on a response to the demand

· conduct a good faith factual inquiry if necessary

· (2) weigh the alternatives available, including legal proceedings and internal corrective action 

· act free of personal interest, extraneous influences 

· director is considered interested when

· she will receive a personal financial benefit not equally shared by stockholders

· decision will have a materially detrimental impact on her but not on the corporation/stockholders 

· normally mere threat of personal liability alone isn’t enough to challenge independence but here there is a “substantial likelihood” of liability 

· demand is excused in this case 

· reforms to common law screening doctrines

· see RMBCA §§ 7.42-7.44; ALI, Principles of Corporate Governance §§ 7.03, 7.08, 7.10

· Special Litigation Committees (SLCs) (10.4.2) 

· Standard feature of derivative suit doctrine, though it’s not triggered in every case

· Split in approach:

· Del.: give a role to the court to decide appropriateness of a SLC’s decision to dismiss suit (Zapata)

· NY: if committee is independent and informed, its action is entitled to business judgment deference – no judicial second guessing (Auerbach)

· Zapata Corp. v. Maldanado (Del.)

· Already into suit, board composition changes, board creates an independent investigation committee to determine whether litigation should continue.  Committee concluded that actions should be dismissed.  

· A board decision to dismiss a derivative suit after demand has been made and refused will be respected unless it was wrongful – but if demand is properly excused, the shareholder can initiate suit 

· Del. § 141(c): allows a board to delegate its authority to a committee – thus a committee could move for dismissal or summary judgment 

· A board that is tainted by the self interest of the majority of directors can delegate its authority to a committee of 2 disinterested directors 

· When derivative plaintiff is allowed to bring suit, the board still maintains authority to choose whether to pursue the litigation 

· Test: an independent committee, after a thorough investigation of a derivative suit, can file a MTD based on the best interests of the corporation.  Each side can make a record.  Court then applies a 2 step test:

· (1) inquire into the independence and good faith of the committee and the bases supporting its conclusions (corporation has the burden to prove good faith, independence, etc.)

· (2) Court should apply its own “independent business judgment” to determine whether the MTD should be granted 

· Beam v. Stewart (Del.): suggests that there is a higher standard for special litigation committees than at demand futility 

· In re Oracle Corp. Derivative Litigation (Del.) (supp p. 21)

· Shows individualized inquiry court may use in considering independence of an SLC requesting dismissal 

· The two SLC members are profs at Stanford – asked to investigate fellow directors with ties to Stanford 

· Under Zapata SLC must first show that members were independent; acted in good faith; and had reasonable bases for recommendations 

· Independence:

· No other compensation from the corp

· Weren’t on board at time of alleged wrongdoing

· Both willing to return compensation as SLC members

· No other material ties 

· **but -- ties between company and Stanford

· independence ultimately turns on whether a director will be unable to make a decision in the best interests of the corporation for any substantial reason
· thus independence must be measured contextually 

· The possibility that these extraneous considerations biased the inquiry of the SLC is too substantial – thus motion to terminate is denied 

· Even though investigation was extensive 

· Good faith isn’t implicated here 

· Joy v. North (2d Cir.) 

· Court predicted that Conn. would adopt Zapata approach, exercised its business judgment, and rejected a SLC’s MTD

· H: the wide discretion afforded directors under the BJR doesn’t apply when a SLC recommends dismissal of a suit 

· Burden is on the moving party that action is likely to be against the interests of the corporation 

· When the court determines that the likely recoverable damages discounted by the probability of finding a liability are less than the costs to the corp in continuing the action, it should dismiss the case 

· Can also consider impact of distraction of key personnel by litigation and potential lost profits from trial publicity – but no other indirect costs 

· Dissent (Cardamone) 

· Majority goes beyond Zapata by requiring that court must apply own business judgment rather than leaving that as the second step 

· Court’s calculus is complicated, indefinite, capricious – Pandora’s box of questions 

· Premise that judges are equipped to make business judgments is unsound 

· Court’s rejection of Auerbach is unsupported 

· Michigan Compiled Laws 

· More rigorous effort to ensure the independence of the directors on the SLC 

· § 450.1107 : Independent director meets all of the following:

· (a) elected by shareholders

· (b) designated as independent by board or shareholders

· (c) at least 5 years business, legal, financial, or equivalent experience

· (d) is not and hasn’t been for 3 years before desgination:

· (i) an officer or employee of the corporation or an affiliate

· (ii) engaged in any transaction for profit involving more than $10,000 with the corporation or an affiliate

· (iii) an affiliate, executive officer, general partner, or immediate family member of any one you had the status or engaged in a transaction as described above

· (f) does not have an aggregate of more than 3 years of service as a director of the corporation (independent or not)

· § 495: court shall dismiss derivative proceeding if, on motion of corp, court finds that one of the groups specified has made a determination in good faith after reasonable investigation that maintaining the suit isn’t in the best interests of the corp.  If determination is made by court appointed panel or independent directors, plaintiff has the burden of proving that the determination wasn’t made in good faith or investigation wasn’t reasonable

· Settlement and Indemnification (10.5)

· Settlement by Class Representatives (10.5.1)

· Parties are strongly driven to settle 

· Plaintiffs: b/c of attorney fees 

· Defendants b/c of 

· right to indemnification for defendants (DGCL § 145(b)) 

· can be indemnified for any payment made to settle derivative action plus litigation expenses – can’t indemnify officers who are adjudged to be liable if case doesn’t settle 

· liability insurance (DGCL § 145(g))

· covers claims arising out of status w/ corp regardless of whether corp can indemnify them

· D&O insurance covers

· Corp’s expenses in defending and indemnifying officers and directors

· Officers and directors when corp doesn’t or can’t indemnify them

· Excludes criminal penalties and civil recoveries for fraud or fiduciary breach that resulted in personal gain 

· Study finds:

· Most suits settle

· About half result in monetary recovery

· D&O insurance pays for most or all settlements

· Officers and directors never face out of pocket costs 

· Settlement by Special Committee (10.5.2)

· Committees of independent directors can also take control of derivative suits to settle them, though it’s rare in practice

· Carlton Investments v. TLC Beatrice Int’l Holdings (Del.)

· SLC proposed settlement 

· Court’s role: to determine whether the proposed settlement is fair and reasonable in light of factual support and defenses

· This settlement is reviewed under Zapata two step approach b/c it was negotiated by a SLC

· SLC proceeded in good faith

· Conclusions it reached were well informed by the record

· Proposed settlement is a reasonable solution

· Uncomfortable with step two (court’s business judgment) – but concludes that settlement is a reasonable settlement

· Assessing Derivative Suits (10.6)

· Value is Debated

· It’s debated whether they do more good than harm

· Impose costs on judicial system, parties, corporate managers, and corporations

· Also recompense wrongs and sanction wrongdoers 

· When Are Derivative Suits in Shareholders’ Interests? (10.6.1)

· Only when it increases corporate value – when its benefits outweigh costs to the company

· Possible benefits

· When it confers something of value on the corp

· E.g. compensation for past harms inflicted by an errant manager

· Governance change to prevent an errant manager from inflicting future harms

· When it deters wrongdoing that might otherwise happen – by making possible future wrongdoers believe they’ll be the target of another suit 

· Costs 

· Direct costs – time and energy defending

· DGCL § 145

· Most suits settle, then insurance pays for both sides, then corporation pays higher premia

· Indirect costs 

· Compensation D&Os ex ante for costs or insulating them 

· Again, insurance usually pays costs 

· Empirical Studies (10.6.2): none report clear evidence that shareholder suits increase market capitalization of corps 

· Romano: The Shareholder Suit: Litigation without Foundation?

· Settlements provide minimal compensation; structural changes tend to be only cosmetic; attorneys seems to be the primary beneficiaries

· Little evidence of specific deterrence 

· Not possible to determine whether there’s a general deterrent effect – but lack of specific deterrent cuts against this 

· Mixed evidence of indirect litigation benefits 

· Ancillary benefit: legal rules are social goods – all firms benefit from a decision clarifying scope of permissible conduct – but few suits yield a legal rule 

XIV. TRADING IN THE CORPORATION’S SECURITIES

· Common Law of Directors’ Duties When Trading in the Corporation Law

· Previously, to prosecute common law fraud needed to show

· False statement

· Of material fact

· Made with intention to deceive

· Upon which one reasonably relied

· Which caused injury

· Hard to prove, and unavailable to those trading in impersonal markets 

· Majority rule was that directors owed a duty to the corp, not to those with whom he traded 

· Goodwin v. Agassiz (Mass.)

· Just before enactment of federal securities law DEAD LAW

· F:

· Shareholder seeks relief for losses from selling shares 

· Director had material knowledge about value of shares that plaintiff didn’t 

· Knew that there were possible copper deposits on the company’s land

· Didn’t disclose b/c thought it might make it hard to buy adjacent properties

· Directors bought shares

· Plaintiff sold shares when he heard exploration was closed 

· Wouldn’t have otherwise sold 

· No communication btwn plaintiffs and defendants regarding sale  

· R:

· Directors don’t owe a trust-type duty toward individual shareholders – just to the corporation 

· Stock sales are impersonal 

· But – when a director personally seeks a stockholder to buy his shares without disclosing material facts the transaction will be closely scrutinized (Strong v. Repide (Sup. Ct.))

· The theory about the copper here was nebulous, undemonstrated 

· In these circumstances there was no duty to disclose

· The Corporate Law of Fiduciary Disclosure Today (14.2)

· Federal securities regulation passed in 1933-34

· Federal disclosure law aggressively expanded 1940-1975

· Federal courts implied private rights of action under federal securities law 

· Kardon v. National Gypsum: implied right of action for 10b-5

· Cort v. Ash: began to curtail implied rights of action 

· Most insider trading litigation is in the federal courts 

· But state fiduciary duty law still plays a role in two situations:

· Corporate Recovery of Profit from “Insider” Trading (14.2.1)

· Corporation can bring claim against an officer, director, or employee for profits made using info gleaned in connection w/ corp duties

· Corporation “owns” nonpublic information so absent a federal prohibition it could permit its officers to trade on it as long as there was no actual deception 

· Fiduciary duty theory doesn’t attempt to compensate the uninformed stockholder with whom the insider trades 

· Freeman v. Decio (7th Cir.)

· Declines to adopt a fiduciary duty theory as the law of Indiana

· F:

· Plaintiff alleges that defendants sold stock on the basis of material inside information

· That financial reports understated costs/overstated earnings, and that gifts/sales of stocks were made knowing that earnings would decline

· R:

· Other states

· NY Law (Diamond v. Oreamuno): officers and directors breach duties owed to the corporation by trading based on material nonpublic information

· Del. (Brophy v. Cities Serv. Co.): corp employ can’t abuse relation for own profit, regardless of whether the employer suffered a loss 

· But court rejects this approach

· There’s no injury to the corporation 

· Most info involved in insider trading isn’t a corporate asset 

· pursuing market egalitarianism may be costly

· Markets will be less efficient  

· Remedies available under federal securities law are an effective deterrent 

· 10b-5 is an effective remedy 

· Board Disclosure Obligations Under State Law (14.2.2)

· Shareholders can challenge the quality of disclosure that the corp made to them 

· Del. Sup Ct. has articulated a board’s duty to provide candid and complete disclosure 

· Parallels 10b-5 duties 

· Must exercise honest judgment to assure the disclosure of all material facts to shareholders

· But – failure to disclose a material fact is unlikely to create liability unless it represents an intent to mislead 

· Otherwise, charter waiver of liability (e.g. DGCL § 102(b)(7)) will protect from good faith failures to disclose 

· But – a plaintiff can still get an injunction, regardless of mental state

· Exchange Act § 16(b) and Rule 16 (14.3)

· SEC § 16(a) requires directors, officers and 10% shareholders to file public reports of any transactions in the corp’s securities 

· Previously could wait until 10 days after the end of the month in which they traded; sometimes up to 45 days after the end of the fiscal year

· But – Sarbanes Oxley Act § 403 now requires that reports be filed within 2 days of the transaction – unless SEC decides that a longer period is required (but it has been reluctant to do so)

· SEC § 16(b): strict liability rule intended to deter statutory insiders from profiting on inside information 

· Requires disgorgement of any profits made on short term turnovers in the issuer’s shares (purchases and sales within six month periods)

· Intent is irrelevant 

· underinclusive b/c there can still be insider trading w/out short swing transactions

· overinclusive b/c short swing transactions need not involve insider information 

· administrative issues

· question of how to calculate profits on short swing transactions

· Gratz v. Calughton (2d Cir, Learned Hand): math sales and purchases, taking into account all purchases and sales of the same class occurring six months into the past and future of the reportable event 

· Deduct the lower total purchase price from the amount realized on the reportable sale to determine profit payable to the corp 

· Always pick lowest purchase price, highest sale price

· Don’t count purchases from before one was a statutory insiders (Rule 16(a)(2))

· Unless private company went public

· Delimiting the class of statutory insiders 

· 10% shareholders, officers, directors

· who is an officer?

· Title alone isn’t dispositive 

· Generally turns on whether there is recurring access to nonpublic information in the course of duties

· What are the criteria for a purchase of sale?

· All derivative combinations that track the financial characteristics of an issuer’s securities 

· Mergers are exempt from § 16

· Kern County Land v. Occidental Petroleum (U.S.)

· Involuntary transaction under a previously signed agreement exempt from § 16(b) b/c there was no opportunity to use insider information at the time of the initial tender offer 

· Exchange Act § 10(b) and Rule 10b-5 (14.4)

· § 10(b): unlawful to employ a manipulative or deceptive device in connection with the purchase or sale of a security registered on national securities exchange 

· Evolution of Private Right of Action Under § 10 (14.4.1)

· Rule 10b-5: unlawful

· (a) to employ any device, scheme or artifice to defraud

· (b) the make any untrue statement of a material fact or omit to state a material fact needed to make the statements in context not misleading or 
· (c) to engage in any act which would operate as a fraud or deceit in connection with the purchase or sale of any security 

· Kardon v. National Gypsum (US) created a private right of action for 10b-5

· Elements of a 10b-5 Claim (14.4.2)

· False or Misleading Statement or Omission (14.4.2.1)

· SEC v. Texas Gulf Sulphur (U.S. 1969)
· *not current law 

· F:

· Defendants bought stock while company was studying surprising mineral content 

· Press release saying that copper discovery was exaggerated, without factual basis, not conclusive 

· Defendants bought stock between press release and official announcement 

· R:

· 10b-5 is based on all investors having equal access to material information 

· any one w/ access to material nonpublic information can’t take advantage to it (Cady, Roberts)

· must disclose or abstain 

· it’s no excuse that disclosure was barred by corporate objective

· this avoids secret corporate compensation derived at the expense of uninformed public 

· they can be compensated openly through stock options, etc. 

· there was a 10b-5 violation here b/c insiders didn’t trade on equal footing with outside investors

· Supreme Court’s Effort to Constrain 10b-5 Liability (1975-1980)

· Texas Gulf Sulphur ( explosion of private litigation

· Supreme Court tried to constrain this

· Blue Chip Stamps: must be a buyer or seller of stock

· Ernst & Ernst: scienter is required

· Santa Fe v. Greene: attempted to preserve state law regulation of internal corporate affairs, including fiduciary duties of D&Os to the corporations

· F:

· Santa Fe relied on short form merger statute (DGCL § 253) to buy all stock – fully complied w/ law 

· § 253: short form freeze out transaction: permits a parent holding 90% of the shares in the subsidiary to value the minority interest, merge with subsidiary, and pay off minority shareholders 

· R:

· 10b-5 only regulates deception, not unfair corporate transactions or breaches of fiduciary duties 

· no liability unless the disclosure was misleading

· an unfairly low price does not amount to fraud 

· Del. Law provides minority shareholders with a cause of action to recover the fair value of shares allegedly undervalued in a short form merger 

· To allow 10b-5 to operate here would bring corporate conduct traditionally left to state regulation under federal law 

· Won’t do this absent clear Congressional intent 

· Disclosure of unfairness

· Schoenbaum v. Firstbrook 

· before Santa Fe 

· alleged that majority shareholder had used controlling influence to make corp sell shares to it for inadequate consideration 

· 2nd Cir. said that minority shareholder could bring derivative action under 10b-5

· Goldberg v. Meridor 
· shortly after Santa Fe

· Judge Friendly held that derivative action could be brought under 10b-5 on basis that transaction was unfair if it involved stock and material facts weren’t disclosed.    Reiterates Schoenbaum

· when controlling shareholders influence corp to engage in an adverse transaction and there is nondisclosure or misleading disclosure as to material facts of the transaction 

· this has been interpreted to require more than nondisclosure of impure motive/culpability

· under Goldberg must show 

· (1) misrepresentation or nondisclosure that 

· (2) caused a loss to the shareholders 

· often used by showing that the failure to disclose caused loss b/c a remedy was forgone as a result of lack of full disclosure – if there had been full disclosure, could have brought suit under state law 

· 9th Cir. requires actually showing that plaints would have succeeded in forgone suit

· 3d Cir. requires showing reasonable probability of ultimate success 

· Equal Access Theory (14.4.2.2): all traders have a duty to disclose or refrain from trading on nonpublic corporate information 

· Basis: unfairness of exploiting informational advantage 

· Rests on Cady, Roberts & Co.: SEC Commissioner said rule 10b-5 rests on relationship giving access to information intended for a corporate, no personal purpose and inherent unfairness of taking advantage of such information 

· This approach began with Texas Gulf Sulphur, ended with Chiarella  
· Advantages: 

· reaches all conduct that might be understood as insider trading 

· victims are also easily identified (uninformed traders who should have been disclosed to) 

· Weak points: 

· might chill socially useful trading; 

· unclear why unfairness defrauds in absence of a misrepresentation or preexisting disclosure duty – b/c investors always exploit differential access to information 

· Fiduciary Duty Theory 

· Adopted in Chiarella 
· court ruled that printer who had traded on preknowledge of pending takeover bids did not breach a disclosure duty to other traders b/c he lacked a relationship based duty to shareholders of companies in whose securities he traded 

· Dirks v. SEC clarified the limits of the theory 

· Basic rule queries whether there is some expectation between insiders/their representatives and the insider that this information is to be kept secret

· Turns on the relationship 

· tipper owes a fiduciary duty to other traders, violates 10b-5 by trading improperly

· then tippee assumes tipper’s duty by trading

· turns on whether tipper gets a benefit from tipping and thus indirectly trades on his own tip

· court found def didn’t benefit so no duty

· reflects interest in limiting liability of securities analysts 

· Benefits:

· Isolates preexisting relationship between insiders and other traders – analogous to common law fraud

· Allows case by case review of relationship between insiders and other traders so courts can selectively target insider trading

· E.g. in Dirks Court insulated a socially useful exchange of information

· Drawbacks

· Doesn’t clarify why trading on one of many kinds of info disparities constitutes fraud

· Underinclusive – doesn’t reach some cases

· Chiarella v. US 

· I: whether failure to disclose knowledge gained from confidential corporate documents that it will try to acquire another corporation violates §10(b)

· F: 

· printer – saw corporate take over bids, deduced names of companies

· bought stock in target companies without disclosing 

· sold stocks when information became public

· gained about $30,000 over about 15 months  

· R:

· Court cites Cady, Roberts & Co. 
· duty arises from insider relationship

· don’t want insiders to take unfair advantage of minority shareholders 

· silence can be actionable under 10(b) but it’s premised on a duty to disclose arising from a fiduciary relationship 

· Two elements of 10b-5 violation

· (1) relationship affording access to inside information intended only to be available for a corporate purpose

· (2) unfairness of allowing corporate insider to take advantage of that info by trading sans disclosure

· Under common law failure to disclose is only fraud when there is a duty to disclose 

· Interpretations have found silence to be fraud under § 10(b) even though language/history doesn’t address this – but premised on duty to disclose arising from fiduciary relationship 

· Here petitioner wasn’t an insider – no fraud unless affirmative duty to disclose 

· court rejects equal access theory
· not every instance of unfairness is fraudulent
· not duty if not relationship
· shouldn’t read in a duty absent relationship absent congressional intent
· there’s no parity of information rule 
· When allegation of fraud is based on nondisclosure, there is no fraud absent a duty to speak.  Mere possession of nonpublic market information does not give rise to a duty.  

· Dissent:  (Burger)
· debuts misappropriation theory as an independent basis of 10b-5 liability
· Would read 10b-5 to mean that misappropriation of nonpublic information( duty to refrain or disclose 
· This is supported by broad language – any person, any fraud and wouldn’t threaten legitimate business practices 
· Dirks v. Sec 

· F: 
· Pet Dirks worked for broker-dealer firm.  received material nonpublic info from corporate insiders he wasn’t connected to telling him that a companies assets were vastly overstated b/c of fraud, urged Dirks to verify it and disclose it.  
· Dirks investigated, some employees corroborated.  
· He didn’t own any of their stock, but during investigation he openly discussed w/ clients/investors, some of whom sold holdings (including more than $16 million) Also urged Wall St Journal to write a story about allegations, but it declined

· price of stock fell from $26 to less than $15.  led up to investigation, newspaper story

· I: Whether Dirks violated antifraud provisions of federal securities law

· H: Dirks didn’t violate b/c he had no duty to shareholders and there was no derivative breach b/c insiders didn’t personally gain from tipping thus didn’t breach.

· R:

· Under Chiarella, no duty if not fiduciary, corporate agent, person in whom sellers had placed their trust and confidence

· Typically a tippee doesn’t have this relationship 

· SEC says tippee inherits the obligation when he receives info from an insider

· Seems rooted in equal information theory – conflicts with Chiarella 

· Imposing duty this way could reduce important role of market analysts, who often ferret out info from corporate officers – this kind of information can’t be made public right away 

· This doesn’t mean tippees are always free to trade – need to ban some of it

· Thus: Insiders can’t give undisclosed corporate info to an outsider for their own personal gain

· Tippees assume insider’s duty when info is made available to them improperly –only when it violates insider’s duty 

· Tippee assumes fiduciary duty to shareholders when insider has breached her fiduciary duty to shareholders by disclosing info to tippee and tippee knows/should know there’s been a breach

· Test:  Whether there’s a breach of duty depends on purpose of disclosure – if insider personally benefits, directly or indirectly, from disclosure, there’s a breach (e.g. pecuniary gain or reputational benefit) – only then 

· Duty also exists when insider gifts confidential info to relative/friend who trades
· Fact based inquiry for courts of whether it was for personal benefit 
· Here, there was no actionable violation by Dirks – he had no duty to shareholders – he didn’t illegally obtain information
· Insiders didn’t breach their duty by giving Dirks info 
· they didn’t get any personal benefit or intend to gift info to Dirks 
· their motivation was to expose the fraud 
· Dissent (Blackmun)

· Insider couldn’t trade on info – but he did it by proxy – insider intended those to whom he had a duty to disclose 

· Dirks knowledge of this breach should make him liable – the effect on the shareholder is the same whether the insider gained personally from the transaction 

· should look to actions, not motivations – personal gain not an element of breach

· notes

· Dirks was intended to create safe harbor for security analysts 

· SEC doesn’t generally have trouble finding a “benefit” to meet Dirks requirement – 

· e.g. found Thayer’s personal benefit arose from close personal relationship with a woman 

· e.g. US v. Reed – court said son benefited from father’s tip despite evidence of intent to benefit 

· e.g. SEC v. Switzer – got info from overhearing acquaintances convo – ct said he wasn’t an intended beneficiary of info, so no liability

· Rule 14e-3 and Regulation FD 
· Shortly after Chiarella SEC moved to reassert equal access theory using its power to regulate tender offenses under § 14(e)

· Rule 14e-3 places a duty on anyone who obtains inside information about a tender offer to disclose or abstain from trading 

· reintroduces equal access by regulatory fiat, but only in domain of corporate takeovers 

· Regulation “Fair Disclosure” (FD) – addressed practices of issuers disseminating info to select favored brokers, analysts, journalists
· wasn’t a wrong but the favored few could benefit from early access 
· offends sense of fairness
· § 243.100: when issuer discloses material nonpublic info, needs to make it public simultaneously (when intentional) or promptly (when unintentional)

· intentional = knowing or reckless about info being material and nonpublic (§ 243.101)

· failure to make disclosure required by this will not  be a violation of 10b-5 (§243.102)

· the response of Congress and the courts to Dirks (misappropriation theory)
· definition of insider trading remained in the hands of the courts

· 2d Cir. responded to Chiarella and Dirks by extending misappropriation theory to reach outsiders who illicitly trade 

· finds misappropriation of market-sensitive info to be a fraud when it occurs in connection with a securities transaction 

· court finds a duty and predicates action on the breach of that duty – even extends to market trades on the basis of a fiduciary breach to an employer 

· rearranges Cady, Roberts elements

· relationship and unfairness both refer to insider’s source of information  

· controversial until O’Hagan 

· rejected by some lower courts on view that §10(b) intended to protect traders, not fiduciary relationships

· attractions of misappropriation theory: 

· can reach almost all forms of insider trading, whether or not they involve traditional insiders

· focuses on conversion of information, doesn’t look to fictional relationship btwn insider and uninformed traders

· reflects intuitive basis for proscribing insider trading – wrong b/c it involves appropriation of information rights that belong to someone else

· drawback

· doesn’t offer basis for recovery by someone other than the entity who owns the information rights

· United States v. Chestman (2d Cir.)

· F: 

· Chestman – stockbroker.  Client Keith Loeb told him about nonpublic, pending sale in corporation that his wife’s family controlled.

· Chestman wouldn’t advise Loeb but executed several purchases of stock in the company – bought 3,000 shares for himself, 8,000 shares for clients, including 1,000 for Loeb.  

· Told Loeb company was a “buy” and Loeb bought 1,000 shares.

· Chestman says he bought stock based on his own research, was consistent with other purchases – said he didn’t talk to Loeb about stock that day.  

· H: 14e-3(a) convictions affirmed; 10b-5 convictions reversed

· R:

· 14(e):

· Court finds SEC acted with letter and spirit of § 14(e).  Congress gave it broad authority to deal with tender offer fraud and there’s a close nexus btwn the Rule and the statutory aims

· Court finds enough evidence to support conviction.

· Ct finds no violation of due process

· 10b-5

· can only sustain convictions if evidence showed:

· (1) Loeb’s breach of a fiduciary duty :

· (a) Not enough evidence to show duty btwn Loeb and family – kinship alone doesn’t create the necessary relationship – there was nothing to show that Leob was privy to confidential business info; he wasn’t an employer  

· (b)Not enough to show breach of duty to wife – status as husband not enough, no confidentiality agreement, etc. 

· (b) Can only infer acceptance of a duty of confidentiality based on pre-existing fiduciary-like relationship – not enough evidence here

· (c) Thus, since Loeb’s duty not proved, can’t find Chestman guilty 

· (2) also need to show Chestman’s knowledge of breach

· notes on 10b-5(2) (2000), which clarifies when family members/other nonbusiness relations’ misappropriation ( liability – when a duty of trust or confidence arises:

· (1) when person agrees to maintain information in confidence

· (2) when 2 people have a history/pattern/practice of sharing confidences so recipient should know that confidentiality is expected

· (3) when nonpublic info is received from spouse, parent, child or sibling but can defend by showing no duty of confidence (didn’t/shouldn’t have known that confidentiality was expected based on history or agreement)

· United States v. O’Hagan (U.S. 1997) 

· I: 

· Whether a person who trades for personal profit using confidential info misappropriated in breach of fiduciary duty to the source of the info violates §10(b) and Rule 10b-5.

· Whether SEC exceeded rulemaking authority by adopting Rule 14d-3(a) in absence of duty to disclose.

· F: 

· O’Hagan was  a partner as a firm working on tender offer – he didn’t work on case 

· he started buying call options in company while firm was still representing, before info was public.  

· Made profit of more than $4.3 million

· H: criminal liability under § 10(b) can be predicated on misappropriation theory.

· R:

· Misappropriation theory is okay under 10(b) 

· Misappropriation theory says fraud is committed under 10(b) and 10b-5 when one misappropriates confidential information for securities trading in breach of a duty owed to the source of the information.  Doesn’t premise liability on relationship btwn insider and purchaser/ seller – instead on fiduciary turned traders deception of those who entrusted him w/ access to info

· Rests on breach of duty and confidence O’Hagan owed his firm and its client

· If fiduciary discloses to the source that he’s going to trade on the info, no § 10(b) violation 

· though there might be a state law duty of loyalty breach   

· Info used in connection w/ purchase or sale of security is satisfied here 

· Fraud is committed not by getting info, but by using it to sell/buy w/out disclosing to principal 

· Misappropriator gets unfair market advantage, deceives source of info, and harms members of investing public. 

· Info disparity is inevitable, but here it is rooted in contrivance, not luck – makes sense to hold O’Hagan liable but not a firm representing the bidder 

· 8th Cir. was wrong to find misappropriation inconsistent w/ 10(b).  

· SEC didn’t exceed its authority in promulgating Rule 14e-3(a)

· 14(e) gives SEC latitude nondeceptive activities to prevent manipulative acts

· thus, it can prohibit acts not themselves fraudulent if the prohibition is reasonably designed to prevent acts and practices that are fraudulent 

· disclose or abstain rule is okay being reasonably designed to prevent fraud unless arbitrary/capricious 

· Carpenter v. United States: WSJ columnist misappropriated information that WSJ had a property interest in by disclosing it to friends before publication 

· Thus, even if the information doesn’t originate from the company it can be misappropriated

· Insider and Trading and Securities Fraud Enforcement Act (ITSFEA) (1988)

· to increase deterrence of insider trading, partly through increased enforcement and penalties

· § 78t-1 Liability to Contemporaneous Traders for Insider Trading
· If you buy/sell based on material nonpublic info, liable to anyone who buys/sells securities of the same class at the same time as you.

· Liability limited to profit gained/loss avoided 

· Disgorgements are offset against liability

· Only those who misappropriate will be liable 

· But a shareholder of a target can sue someone who misappropriates information from the bidder, which couldn’t happen under 10b-5

· Also provides: 10% reward for whistle blowers. Private right of action, control person liability 

· Elements of 10b-5 Liability: Materiality (14.4.2.4)

· Basic Inc. v. Levinson: materiality depends on the significance the reasonable person would attribute  
· TSC was a 14a9 case which Basic takes up for 10b5
· Combustion negotiates acquisition for 2 years 
·  about sale are rampant
· Target (Basic) denied negotiations – they lied about it
· Many negotiations never come to fruition, but this one did 
· Stock prices shot up 
· Suit was brought by those who bought stocks
· Majority: uses Friendly’s formula: materiality turns on the facts of the case and the importance of the transaction 
· The probability of the transaction and the magnitude
· Looks like expected value – same formula
· it’s okay to not disclose – you just can’t actively lie (P. 631 FN 17)
· Elements of 10b-5 Liability: Scienter (14.4.2.5)

· liability under 10b-5 requires specific intent to deceive, manipulate or defraud (Ernst & Ernst)

· proof

· some courts have held that the appropriate mental state can be inferred from reckless or grossly negligent behavior

· pleading standard 

· circuit split

· e.g. 9th Cir.: most permissive standard: plaintiff need only state that the defendant acted with scienter

· 2d Cir: strictest tests: plaintiff must plead facts that give rise to a strong inference of fraudulent intent

· must plead both motive ad opportunity 

· Private Securities Litigation Reform Act (PSLRA) passed by Congress to stem tide of 10b-5 litigation 

· Requires that complaint state particular facts giving rise to a strong inference that defendant acted with required state of mind for each act or omission 

· Circuits are split on what this means 

· 9th Cir: Congress wanted to strengthen 2d circuit pleading standard – thus, plaintiff must minimally plead deliberate or conscious recklessness as an element of her 10b-5 claim 

· other courts have interpreted it as an adoption of the 2d Cir pleading standard 

· how a state is plead may be more important than the mental statement 

· only SCOTUS can resolve this issue   

· Rule 10b5-1

· Passed to clarify if and when use or knowing possession of nonpublic material gives rise to liability under 10b-5

· Defines illicit trading as “on the basis of” insider info or trading “if the person making the purchase or sale was aware of nonpublic material info when she made the purchase or sale”

· Affirmative defenses:

· Proof that a person had given instructions or adopted a written plan to purchase before acquiring info

· In the case of an investing entity, proof that the natural person making the investment on behalf of the entity was unaware of the inside information and the entity itself had implemented reasonable measures to protect against illicit trading 

· Standard is closer to knowing possession that use based on awareness 

· Elements of 10b-5 Liability: Standing, in Connection with the Purchase or Sale of Securities (14.4.2.6)

· Plaintiff must have been a buyer or seller of stock in order to have standing to bring a 10b-5 complaint (Birnbaum v. Newport Steel (2d Cir.))

· Blue Chip Stamps et al. v. Manor Drugs (U.S.)

· Plaintiff declined offer to invest but said that it would have if the offering document wasn’t materially false 

· Court denied the claim 


· Some circuits have said this requirement doesn’t apply in suits seeking injunctions 

· E.g. Mutual Shares Corp. v. Genesco (2d Cir.)

· Courts are split on whether a pledge of securities is a sale 

· Elements of 10b-5 Liability: Reliance – Fraud on the Market Theory 
· Basic Inc. v. Levinson (U.S.)

· Adopts Fraud on the market theory 

· Based on semi-strong ECMH: idea that the price of a stock is determined by the available material regarding the company and its business 

· Creates a presumption of reliance 

· Rebuttable:

· By showing that individual plaintiff didn’t actually rely on the market – maybe they sold for other reasons
· if the news leaked to the market  - i.e. strong form of ECMH – assumes that nonpublic info found its way to the market
· show that the market was in fact inefficient – show that there’s so little liquidity, the stock price doesn’t even reflect public information (weak from ECMH)
· concurring/dissenting (White joined by O’Connor)
· court isn’t equipped to analyze ECMH
· this isn’t a good candidate for fraud on the market 
· everyone in this case made money off their stock
· someone who didn’t believe the misstatement could still get relief on this theory 
· innocent investors are going to end up paying these large judgments 
· note on Fraud on the Market Theory 
· ECMH postulates:
· Prices of stock on the market reflect the material information that is available to the public
· Information is quickly assimilated into the stock prices
· Basic holding isn’t binding since majority didn’t join on the point – but lower courts have followed it
· Elements of 10b-5 Recovery: Causation (14.4.2.8)
· For liability to attach, must show both 
· transaction causation
· and loss causation
· closely resembles proof of damages 
· HO 20: Dura Pharmaceuticals Inc v. Broudo - Supreme Court Reins in Suits by Shareholders 
· F:
· company kept FDA denial secret, but not its lost profits.  When FDA denial came out, the stock price plunged – but it came back up in a week.  Can’t know all of the drop is due to disclosure violation.  
· When a lot of time passes, there are intervening effects, it’s hard to say if the drop resulted from disclosure violation 
· H: Unanimously held that investors who allege losses due to misrepresentations by companies must show that the lies were to blame 
· Need to prove proximate causation and loss 
· This doesn’t articulate a standard for alleging and establishing loss causation 
· But provides guidance 
· Normally an inflated stock price will not itself constitute or proximately cause the relevant economic loss 
· Remedies for 10b-5 Violations (14.4.2.9)
· Elkind v. Liggett & Myers (2d Cir.)
· Standard- disgorgement measure
· Allow any uninformed investor to recover any post-purchase decline in market value of his shares up to a reasonable time after public disclosure
· But recovery is limited to the amount gained by the tippee as a result of his selling at the earlier date rather than delaying his sale until the parties could trade on an equal informational basis
· All you need to show is:
· Time, amount and price per share of purchase
· That a reasonable investor wouldn’t have paid as high a price or made the purchase at all if he had the information in the tippee’s possession
· The price to which the security had declined by the time he learned the tipped information or at least a reasonable time after it became public, whichever came first 
· Advantages: 
· Deters tipping and tippee trading
· Bars windfall recoveries that don’t relate to the seriousness of the misconduct 
· Avoids the difficulties faced in trying to prove out of pocket damages
· Disadvantages
· Gain to the wrongdoer becomes a prerequisite of liability – when claim exceed the wrongdoer’s gain, it’s limited 
· Sometimes a class action might not be worthwhile 
· This is the standard measure of damages in private 10b-5 insider trading cases 
· Dramatically reduces number of cases
· SEC now brings most cases 
· The SEC’s Enforcement Powers 
· SEC Enforcement techniques: injunctions, money penalties (often severe), disgorgement of profits, accountings, audits
· Court can also bar violators from acting as D&Os
· SEC can also recommend criminal prosecution 

· Sarbanes Oxley broadened and enhanced criminal sanctions 
· The Academic Debate – 1980s critics of 10b-5 and authors’ response
· Scott: Insider Trading: Rule 10b-5, Disclosure, and Corporate Privacy 
· Argues that theirs no fairness argument against insider trading—outside investors receive the market rate of return on average
· Investors knowledge is largely irrelevant b/c she is protected by the market price
· When insiders benefit from their information this doesn’t mean that other investors don’t get the expected rates of return 
· Investors don’t benefit all that much from insider trading—they can be a form of compensation
· Fischel: Insider Trading and Investment Analysts: An Economic Analysis of Dirks v. Securities and Exchange Commission 

· If corporate managers can trade on inside information shareholders wealth might increase
· Managers might be incentivized to create valuable information and create value for the firm if they can thereby profit 
· Insider trading is the only compensation scheme that allows costless renegotiation whenever managers think they can develop valuable information 
· Might give firms a valuable additional mechanism for communicating information to the market 
· Authors views 
· Insider Trading and Informed Prices (14.4.3.2.1)
· Critics argue that insider trading leads to more informed prices 
· This benefit seems offset by inefficiencies arising from the redistribution effects of insider trading 
· Information will take a while to disseminate 
· Prices will take a while to reflect the information 


· Insider Trading as  Compensation Device (14.4.3.2.2)
· Some claim that insider trading is an efficient way to compensate insiders 
· But insider trading invites an uncompensated redistribution of returns from uninformed traders to insiders 
· There are two main problems with this:
· you don’t give fiduciaries the right incentives
· you create distrust in the stock market – the company will ultimately pay 
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