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General Background

3 problems:

· Organizational Control

· Once we decide on the objective of the business enterprise, how can we make sure everyone is working towards that goal?

· If can’t ensure that, have incentive to keep business small

· Some methods:

· Observe employee’s performance

· Contract incentives, eg. profit sharing/at will termination

· This is harder for managers: tough to specify what their duties are in contract

· Employees might hurt owner’s interests in two main ways

· Not work hard enough/care enough

· Not loyal (steal, moonlight)

· Some difficulties:

· Owner might not be local, or might not be able to watch all locations

· Then has insufficient information, eg. is there more competition

· With dispersed shareholders, they won’t have enough of an incentive to monitor the employees

· Collective action problem, if they monitor they incur costs but only get a small fraction of the benefits

· So incentive to free ride

· And their vote likely not decisive anyway

· Corporate law solution is the Board of Directors

· Then who watches the Board

· Importance:

· Without a way of protecting investors or finding ways to control the low levels employees, will have less capital invested, leading to lower growth and smaller size of the pie

· When can someone bind another in contract?

· Generally good for business to allow someone lower to bind the enterprise, eg. an insurance company requiring every contract with a customer to be signed off on by the Board or CEO would making doing business very difficult

· Who bears the cost when the company wants to get out a contract the employee entered into?

· The outside party

· Employee—probably judgment proof

· The company

· Company is probably cheapest cost avoider at least if the contract was for something in the usual scope of the employee’s employment (eg. coffee shop buying coffee vs. hiring a magician for his party and saying company will pay)

· Can monitor employee and fire them

· Cheaper than making every vendor try have to talk to the CEO

· Company has evidence on what employee is allowed to do, so have worries they’ll lie that he wasn’t authorized un order to not have to pay

· When can a third party who is harmed in tort go beyond the actual person committing the committing the tort and go after the entity itself or the shareholders

· Eg. Employee (judgment proof) is negligent, spilling coffee on someone outside the café, victim sues

· Loss could be allotted to the entity or the victim

· Least Cost avoider is the entity, could train employee better or replace him

· Victim in this case couldn’t have realistically have taken precautions

· Agency and corporate law have different answers. Corporate law has limited liability which protects owners and shareholders from having to pay the cost of harm.

· So if the corporate entity doesn’t have enough money to pay, the victim suffers the loss.

· Solutions:

· Corporate law is one set of solutions

· So are partnership and LLC Corporation law

· Agency law is the background law that applies if you don’t elect into another

· Though agency law applies to corporations too, have agents in corporations

· Entities have three options

· Sole proprietorship governed by agency law

· Partnership governed by contract law

· Corporation governed by corporate law

· Agency and corporate law have different solutions to these 3 problems

Open book. Time pressure .

Focused on the Delaware corporate law.  

New York, California all modeled by the Delaware corporate law. 

Will mention federal Securities law, distribution of info regarding. Inside trading .  Tender offer, William’s act.  

Agency Law

General Notes

· Agency law is state common law

· Agency comes from contract, have to have consent, agency consents to be an agent 
Employee torts. 

If the entity controls the process may not be liable. 

If the entity controls only the result not liable. 
Transportation contract a lot  of small entity as the sub-contractor, to avoid liable.

· R2A 1 Agency; Principal; Agent

· (1) Agency is the fiduciary relation which results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act.
· (2) The one for whom action is to be taken is the principal.
· (3) The one who is to act is the agent.
· Agents work on “behalf” of the principal

· Two possible concepts of “behalf”

· Hired by principal to negotiate and enter into contracts, agent has authoritity to change the legal relationships of the principal

· Principal has hired the agent to do an open ended task, often long term

· Non-agents are typically hired to do a discrete defined task. 

· This typically isn’t on “behalf” of the hirer.

When is a principal liable in contract for the actions of the agent?

· When is the agent, who entered into the contract without authority, liable on the contract?

· Generally the agent isn’t liable when there’s a partially disclosed or undisclosed principal

· Though third party has a separate right of action against the agent

· Implied representation of authority tort

· Though agent would be liable in some cases, eg. undisclosed principal and agents signs it in his own name (as happened in Watteau)
· But agent is often judgment proof

· Is the agent a party to the contract?
· R2A 320: Principal disclosed

· Unless otherwise agreed, a person making or purporting to make a contract with another as agent for a disclosed principal does not become a party to the contract.

· R2A 321: Principal partially disclosed
· Unless otherwise agreed, a person purporting to make a contract with another for a partially disclosed principal is a party to the contract.

· R2A 322: Principal undisclosed
· An agent purporting to act upon his own account, but in fact making a contract on account of an undisclosed principal, is a party to the contract.
· Run through three types of authority (after establishing agency)

· R2A 144: General Rule
· A disclosed or partially disclosed principal is subject to liability upon contracts made by an agent acting within his authority if made in proper form and with the understanding that the principal is a party.
· Actual authority (communication from principal to agent)

· Can be express or incidental (or implied)

· Example of actual express authority: Church tells Bill he has authorization to hire someone who meets certain requirements

· Example of incidental actual authority: Paul owns apartment building, hires Ann to manage it (and doesn’t say don’t hire a janitor), she hires a janitor. Hiring a janitor would be usual or reasonably necessary.

· R2A Sec 7: Authority
· Authority is the power of the agent to affect the legal relations of the principal by acts done in accordance with the principal's manifestations of consent to him.
· R2A Sec 26: Creation of Agency; General Rule
· Except for the execution of instruments under seal or for the performance of transactions required by statute to be authorized in a particular way, authority to do an act can be created by written or spoken words or other conduct of the principal which, reasonably interpreted, causes the agent to believe that the principal desires him so to act on the principal's account.
· R2A Sec 35: When Incidental Authority is Inferred

· Unless otherwise agreed, authority to conduct a transaction includes authority to do acts which are incidental to it, usually accompany it, or are reasonably necessary to accomplish it.
· Mill Street Church of Christ v. Hogan (Ky. App. 1990) (finding implied actual authority)
· Church Elders (Principal) hire Bill Hogan (Agent) to paint the inside of the church.
· Bill hires Sam Hogan (Third Party) to help paint a portion that needed to people, ladder breaks, Sam is injured, Worker’s Comp Board find Sam was an employee because Bill had implied authority as an agent to hire Sam.
· Holding: Bill had implied (incidental) actual authority
· Implied Authority: “Implied authority is actual authority circumstantially proven which the principal actually intended the agent to possess and includes such powers as are practically necessary to carry out the duties actually delegated.”

· Factors to consider in determining if there is implied authority:
· Agent’s understanding of his authority: Did agent “reasonably believe because of present or past conduct of the principal that the principal wishes him to act in a certain way or to have certain authority.”
· Nature of task of job
· If implied authority is necessary to implement the express authority

· Existence of prior similar practices

· Esp. specific conduct by principal in the past permitting the agent to exercise similar powers

· Burden of proof is on the person alleging agency and resulting authority

· Can be established by circumstantial evidence including acts and conduct of the parties.

· Application:

· Church had let Bill hire Sam in the past when he needed help
· Bill needed help to safely complete the task
· Elders had decided to hire someone else as an assistant but didn’t tell Bill or Sam
· Sam believed Bill had the authority to hire him, as had been the practice in the past
· Sam relied on this representation, would be unfair otherwise
· Treasurer paid Bill for the half hour of work done by Sam
· Maintaining an attractive place of worship is part of the church’s function
· Apparent authority

· Contract needs to be in proper form with understanding principal is a party, see R2A 159 below.

· See this in principal’s communications to the third party

· Might be express (P tells 3rd Party X is their agent and can sell them lumber, but P tells X they aren’t allowed to sell lumber) or implied (and X sales them nails along with lumber)

· Examples of communication

· Letter
· Conduct – cases are split
· Some courts say just having an agent out there in stream of commerce implies authority
· Others courts say no apparent authority unless there is a communication with the third party
· Many say it’s impossible to find apparent authority in cases of an undisclosed principal
· Also, is there a local custom that would give agents in this position the power to enter into this kind of transaction (Eg. hire the third party)
· R2A Sec 8: Apparent Authority

· Apparent authority is the power to affect the legal relations of another person by transactions with third persons, professedly as agent for the other, arising from and in accordance with the other's fmanifestations to such third persons.
· R2A Sec 27: Creation of Apparent Authority; General Rule
· Except for the execution of instruments under seal or for the conduct of transactions required by statute to be authorized in a particular way, apparent authority to do an act is created as to a third person by written or spoken words or any other conduct of the principal which, reasonably interpreted, causes the third person to believe that the principal consents to have the act done on his behalf by the person purporting to act for him.
· (So third party must actually believe and this belief must be reasonable)
· R2A Sec 159: Apparent Authority
· A disclosed or partially disclosed principal is subject to liability upon contracts made by an agent acting within his apparent authority if made in proper form and with the understanding that the apparent principal is a party. The rules as to the liability of a principal for authorized acts, are applicable to unauthorized acts which are apparently authorized.
· R2A Sec 161: Unauthorized Acts of General Agent
· A general agent for a disclosed or partially disclosed principal subjects his principal to liability for acts done on his account which usually accompany or are incidental to transactions which the agent is authorized to conduct if, although they are forbidden by the principal, the other party reasonably believes that the agent is authorized to do them and has no notice that he is not so authorized.

· Three-Seventy Leasing Corp. v. Ampex Corp. (5th Cir 1976) (finding apparent authority)
· Ampex sells six memory cores to Joyce/370 Leasing.
· Price goes up, they want to get out of contract, so argue Kays didn’t have authority to bind Ampex in contract.
· Kays had no actual authority, since Ampex told Kays he wasn’t allowed to sign the contract.
· Only Joyce signed contract (had a signature block for an Ampex rep to sign, they never did), Kays sends a letter thanking Joyce for the order, eg performance as if there was a K
· Holding: There was an enforceable contract due to apparent authority
· “An agent has apparent authority sufficient to bind the principal when the principal acts in such a manner as would lead a reasonably prudent person to suppose that the agent had the authority he purports to exercise.”
· “Absent knowledge on the part of third parties to the contrary, an agent has the apparent authority to do those things which are usual and proper to the conduct of the business which he is employed to conduct.”

· Application
· Kays was a salesman, reasonable for third party to presume salesman had authority to bind employer
· Ampex did nothing to dispel that inference
· Never communicated their rule that only a manager could sign to Joyce
· 370 requested all communications be channeled through Kays, Kay’s superior agreed
· Ampex is clearly the least cost avoider, cheaper for company to tell customer the salesman had an unusual limitation on authority rather than making every customer ask every company whether there are secret limitations
· Company has ability to control Kays, eg. fire/retrain
· “Apparent authority on the other hand is not actual authority but is the authority the agent is held out by the principal as possessing.” Hogan.

· Inherent authority

· Different from apparent authority is about the facts you analyze. 

· In apparent authority, analyze the communications of the principal

· For inherent, the principal can be undisclosed, analyze the appearance to third parties

· Eg. someone who looks like a manager may have certain authority to bind the principal

· TAs unsure if this can come up with disclosed/partially disclosed principals

· For undisclosed principals, see R2A 194/195, R3A 2.06 below

· R2A 8A: Inherent agency power

· Inherent agency power is a term used in the restatement of this subject to indicate the power of an agent which is derived not from authority, apparent authority or estoppel, but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent.
· Watteau v. Fenwick (QB 1892) (finding inherent authority)

· Humble sold brewhouse to Fenwick. Humble stayed on as manager and business was conducted in Humble’s name alone (his name over door and on license)

· Humble was told only to buy ales and waters

· Watteau sued to recover cost of various goods sold to Humble on credit (undisclosed principal)
· Holding: Defendant has to pay for the cigars and Bovril. Inherent authority exists here.

· Principal is bound on the basis of the agency relation itself. 

· Court is worried about mischief/evidentiary rationale, expect Humble to buy it and then not pay.

· No actual/apparent authority: Principals told Humble not to buy this and third party didn’t know about the existence of principals so no communication between them.

· (Though some courts say can be apparent authority just by having an agent out in the market)

· Normal doctrine is that “the principal is liable for all the acts of the agent which are within the authority usually confided to an agent of that character, notwithstanding limitations, as between the principal and the agent, put upon that authority.”

· This applies even when there has been no holding out of authority (eg. in case of an undisclosed principal as in the instant case)

· Cigars are a type of product that would be usually sold at this type of business.

· 3 types of principals

· Disclosed

· Third party knows both that they exist and their identity

· See R2A 159 below

· R2A 160: Violation of Secret Instructions

· A disclosed or partially disclosed principal authorizing an agent to make a contract, but imposing upon him limitations as to incidental terms intended not to be revealed, is subject to liability upon a contract made in violation of such limitations with a third person who has no notice of them.
· Illustrations
· 1. P directs A to sell a horse for not less than $500 but not to reveal to the purchaser that there is any minimum limitation upon the price. A sells the horse to T for $400. T not knowing of the limitation, the transaction binds P.

· 2. P directs A to go to an auction and purchase a particular picture for P but to drop out of the bidding when the amount of $1000 is reached. He also tells A that, while making known for whom he is acting, he shall not make known to anyone the limitation of price. A bids at the auction the sum of $1200 for the picture. P is bound by A's bid if this is not an unreasonable amount to pay for the picture.

· Partially Disclosed

· Third party knows there is a principal but doesn’t know who it is

· R2A Sec 159: Apparent Authority
· A disclosed or partially disclosed principal is subject to liability upon contracts made by an agent acting within his apparent authority if made in proper form and with the understanding that the apparent principal is a party. The rules as to the liability of a principal for authorized acts, are applicable to unauthorized acts which are apparently authorized.
· Undisclosed

· Third party doesn’t know that there is a principal

· Can there be apparent authority?

· Some courts say there can’t be apparent authority when the principle is undisclosed

· Others say just having an agent out in the stream of commerce implies inherent authority

· Policy: otherwise risk undisclosed principal will deny payment for goods it wanted the agent to contract for

· R2A 194 Acts of General Agents

· A general agent for an undisclosed principal authorized to conduct transactions subjects his principal to liability for acts done on his account, if usual or necessary in such transactions, although forbidden by the principal to do them.
· R2A 195 Acts of Manager Appearing to be Owner

· An undisclosed principal who entrusts an agent with the management of his business is subject to liability to third persons with whom the agent enters into transactions usual in such businesses and on the principal's account, although contrary to the directions of the principal.
· Restatement Third of Agency 2.06 Liability of Undisclosed Principal

· (1) An undisclosed principal is subject to liability to a third party who is justifiably induced to make a detrimental change in position by an agent acting on the principal's behalf and without actual authority if the principal, having notice of the agent's conduct and that it might induce others to change their positions, did not take reasonable steps to notify them of the facts.
· (2) An undisclosed principal may not rely on instructions given an agent that qualify or reduce the agent's authority to less than the authority a third party would reasonably believe the agent to have under the same circumstances if the principal had been disclosed.
· Policy reasons for holding principal liable even without actual express authority

· Evidentiary reason/mischief (risk of opportunism)

· Principal controls evidence about authority, could get out of contracts it wanted entered into 

· Efficiency/Lowest Cost Avoider

· The least cost avoider tends to be the person who wants to deviate from the default, especially where deviations from the default are rare. Then only have to communicate on those exceptions, instead of the other party having to ask every time. 

· Where it’s usually within the authority of an agent of that type, any secret limitation is a deviation

· So cheaper for principal to inform others than make third parties always have to check with principal.

· When agent’s act isn’t within the usual authority of an agent of that type, the least cost avoider is probably the third party

· Eg. the clown company hired for birthday party and told company is paying for it

· Lowers transaction costs for future negotiations

Agents vs. Independent Contractors (Agent and Non Agents)

· 3 categories

· Servant agents

· Tort liability

· Bind in contract + Fiduciary Duties

· Subject to principal’s control over “physical conduct”

· Principal not only tells Agent the objective but also how to accomplish it

· Eg. telling truck driver to driver your stuff and how to do it (no sleep, can listen to music, must get there by X time)

· Independent Contract – Agents

· No tort liability

· Bind in contract +Fiduciary Duties

· Example is attorney

· Acts on principal’s behalf, principal tells them an objective, such as win the lawsuit, but not how to do it

· Client doesn’t control the physical conduct of the agent

· Independent Contractor – Non-agent

· No tort liability

· Can’t bind in contract, no fiduciary duties

· Arm’s length market relationship

· Don’t control method by which they accomplish the goal

· Generally not a long term relationship, they don’t speak or work on your behalf

· Example: hire someone to paint the fence

· Distinguishing between master/servant and independent contractors
· Turns on the control the principal has over the methods by which the agent accomplishes the objectives (physical control)

· Fact specific

· Look to R.220’s factors and compare with Humble/Sun Oil

· R2A 1(1): “Agency is the fiduciary relation which results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act.”
· R2A 2 Master; Servant; Independent Contractor

· (1) A master is a principal who employs an agent to perform service in his affairs and who controls or has the right to control the physical conduct of the other in the performance of the service.
· (2) A servant is an agent employed by a master to perform service in his affairs whose physical conduct in the performance of the service is controlled or is subject to the right to control by the master.
· (Note: master doesn’t have to actually exercise control, just needs the right to control the agent’s physical performance of the assigned task)
·  (3) An independent contractor is a person who contracts with another to do something for him but who is not controlled by the other nor subject to the other's right to control with respect to his physical conduct in the performance of the undertaking. He may or may not be an agent.
· R2A 220 Definition of Servant

· (1) A servant is a person employed to perform services in the affairs of another and who with respect to the physical conduct in the performance of the services is subject to the other's control or right to control.
· (2) In determining whether one acting for another is a servant or an independent contractor, the following matters of fact, among others, are considered:
· (a) the extent of control which, by the agreement, the master may exercise over the details of the work;
· (b) whether or not the one employed is engaged in a distinct occupation or business;
· (c) the kind of occupation, with reference to whether, in the locality, the work is usually done under the direction of the employer or by a specialist without supervision;
· (d) the skill required in the particular occupation;
· (e) whether the employer or the workman supplies the instrumentalities, tools, and the place of work for the person doing the work;
· (f) the length of time for which the person is employed;
· (g) the method of payment, whether by the time or by the job;
· (h) whether or not the work is a part of the regular business of the employer;
· (i) whether or not the parties believe they are creating the relation of master and servant; and
· (j) whether the principal is or is not in business.
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· Master Servant in Humble, Independent Contractor in Sun Oil
· Humble Oil & Refining v. Martin (Texas 1949) (finding a master service relationship and imposing liability in tort on Humble Oil)
· Mrs. Love left care at filing station owned by Humble Oil, before any employee touched it, rolled into the street, striking Martin.
· Only station employee present was Manis, hired by independent contractor Schneider, who operated the station, he didn’t come out to engage the brake
· Martin sues Love, who seeks contribution from Humble, Schnedier and Manis are probably judgment proof
· Holding: Humble Oil is liable, it’s a master service relationship

· This is ordinarily a question of fact
· Factors in favor of finding independent contractor:
· Neither Humble, Schneider, nor the station employees considered Humble as employer or master
· Employees paid and directed by Schneider
· Schneider sets wages and working conditions
· Contract expressly repudiates any authority of Humble over the employees
· Factors in favor of finding master-servant relationship:
· Humble is the residual claimant, keeps the profits and risks the losses
· Humble has right to control details of station work as regards Schneider and therefore also with regard to the employees he hires
· Schneider is terminable at will

· Schneider must make reports and perform duties Humble requires him to
· Humble pays 75% of net public utility bills

· Title to the gas remains with Humble till customer has it
· Humble furnished the location, equipment, advertising, products, and substantial part of the operating costs
· Humble sets hours of operations
· Schneider is in effect a store clerk who happens to be paid a commission instead of a salary, and also hires and supervises assistants
· Hoover v. Sun Oil (Delaware 1965) (finding an independent contractor relationship and holding Sun Oil not liable in tort)
· Fire started in rear of car due to negligence of service station employee Smiylk
· Service station operated by Barone, owned by Sun Oil
· Barone bought petroleum from Sun, Sun loans necessary equipment and advertising materials
· Station holds it self out as selling Sun’s products and Service
· Workers wore uniforms with Sun emblem
· Advertised under a Sunoco heading in phonebook
· Holding: Sun Oil is not liable in tort, Barone is an independent contractor.
· Factors weighing against finding an agency relationship
· Sun’s representative gave advice to Barone but Barone had no obligation to follow it
· Barone made no written reports to Sun
· Barone independently determined hours of operation and had control over the employees
· Barone sets prices
· Barone is residual claimant, assumes most of the risk of profit and loss
· Test: Has the oil company retained the right to control the details of the day-to-day operation of the service station? 
· Control or influence over results alone is insufficient.
· Policy arguments for holding Sun liable (class)
· Due to uniform and signs average customer would think Sun owns the station and goes there since expect a certain level of Sun training and safety
· Sun probably has plenty of control over operations since it’s a year to year contract
· Murphy v. Holiday Inns, Inc. (Virginia 1975) (no liability for owner, not a principal-agent or master-servant relationship)
· Plaintiff sues Holiday Inns for injuries when she was a guest at the motel, alleging negligent maintenance
· Operator of Motel was Betsy-Len
· Had a license agreement letting it use the name “Holiday Inns” subject to certain terms
· Holding: Holiday Inns is not liable, no principal agent or master servant relationship
· When an agreement, taken as a whole, establishes an agency relationship, parties cannot effectively disclaim it by formal consent. “The relationship of the parties does not depend upon what the parties themselves call it, but rather in law what it actually is.”

· Holiday Inn didn’t have the right to control the methods or details of doing work, Betsy-Len did

· Even though there are rules of operation and periodic inspections and reports

· Purpose of agreement was standardization and uniformity, didn’t give Holiday Inns day-to-day operational control


· Couldn’t set prices, demand share of profits, hire/fire/supervise employees

· Betsy-Len owned the hotel and was the residual claimant

· Holiday Inn just sells the system (how rooms look, national advertising, methods of operation, etc.)
· Critical test is the nature and extent of control agreed upon
· Franchises

· Typical franchise relationship is not master-servant
· Franchisee normally is the residual claimant, controls prices, hours, and employee conditions.
· Imposing liability for someone’s torts just because they put their name on something would be a disincentive to franchising
· Would probably destroy franchise business model, don’t want to be liable for the acts of someone you don’t have control over
· And franchisor retaining control but franchisee putting up the money is also problematic, the franchisor will want the business to be overly safe since they get a fixed fee
· Counter policy: franchisor gives appearance of control/responsibility through the signs, use of name etc.
· See Murphy v. Holiday Inns, above
· Wendy Hong Wu v. Dunkin’ Donut (EDNY 2000) 
· Plaintiff was an employee of a Dunkin Donuts franchise, sued Dunkin after she was raped working the night shift
· No vicarious liability for Dunkin
· Court looked at whether Dunkin had control of the alleged “instrumentality” that caused the harm.
· No evidence that Dunk actually mandated specific security equipment or otherwise controlled the steps taken by its franchisees in general to protect employees
· So not vicariously liable for the alleged lapse in security.
· Franchise agreement was primarily designed to maintain uniform appearance and uniform quality and protect the value of the Dunkin Donuts trademark

· Franchiee was solely responsible for hiring, firing, and making all day to day decisions, including security

· Dunkin merely made security equipment available for purchase and suggested that alarm systems were important

· VanDemark v. McDonald’s Corp (NH 2006)

· Employee of a McDonald’s franchise was injured when restaurant was robbed, sued McDonald’s

· No vicarious liability for McDonald’s

· Though McDonalds maintained authority to “insure the uniformity and standardization of products and services offered by the [franchise] restaurant, such authority did not extend to the control of security operaitons.”

· “Absent a showing of control over security measures employed by the franchisee, the franchiser cannot be vicariously liable for the security breach.”

· Picking certain things as indicating control gives an incentives to hide/disguise them or to give up control on those things in order to avoid liability
· One possible proxy that almost always comes together with who has control is the residual claimant
· Residual claimant generally will bargain for control of the business.
· Residual claimant
· Party that keeps the upside if things go well and bears the downside if things go badly is the residual claimant
· As opposed to the fixed claimant that gets some set amount, eg. bank/bondholder.
· Residual claimant generally has control, they have the best incentive to grow the company 
When is the principal liable for the torts of his agents?

· Test: 

· Is the relationship one of master-servant or independent contractor? See above (and must be an agent)

· Was the tortfeasor working within the scope of employment or does an exception apply? See R.219

· Can’t waive tort liability just by saying so in contract

· R2A 219 When Master is Liable for Torts of His Servants

· (1) A master is subject to liability for the torts of his servants committed while acting in the scope of their employment.
· (2) A master is not subject to liability for the torts of his servants acting outside the scope of their employment, unless:
· (a) the master intended the conduct or the consequences, or
· (b) the master was negligent or reckless, or
· (c) the conduct violated a non-delegable duty of the master, or
· (d) the servant purported to act or to speak on behalf of the principal and there was reliance upon apparent authority, or he was aided in accomplishing the tort by the existence of the agency relation.
· R2A 250: “A principal is not liable for physical harm caused by the negligent physical conduct of a non-servant agent during the performance of the principal's business, if he neither intended nor authorized the result nor the manner of performance, unless he was under a duty to have the act performed with due care.”
· Policy: Reasons for imposing liability on someone besides the tortfeasor

· Compensation: tortfeasor is often judgment proof

· But that alone would justify imposing liability on anyone with ability to pay

· Deterrence

· Employer is often the least cost avoider, liability gives employer an incentive to control employees and make sure they act safely

· As long as they have information and ability to control the agent

· Can fire, give bonuses those who are safe (eg. to truck drivers who don’t get tickets or in accidents) 

· If you require actual control and information, company’s have an incentive to give up control and not get information so they aren’t liable

· Residual claimant can be a good proxy for control, those with residual interest will often bargain for control

Fiduciary Duties of Agents: General

· Agency law is a default rule, can contract around these duties.

· Do this since hard to negotiate every possible contingency so want to create obligations that protect the principal.

· Agency relations are often open-ended, hard to specify.

· Default rules cut down on transaction costs

· More more duties the principal requires, the more compensation the agent will be able to demand, or they’ll refuse altogether.

· Why might an agent want to owe a particular duty to principal?

· Can benefit the principal more than it harms the agent, so agent can be paid more.

· Eg. duty not to steal from employer. Agents tend to like this duty.

· Without it, either don’t employ an agent or have to constantly monitor them, which reduces the value of expanding the business, and thus what the agent can demand as compensation.

· Why might a principal not want an agent to owe a particular duty?

· Some duties hurts agent more than it helps principal, eg. a requirement to work 23/7

· Would have to pay a lot for it and hours 22/23 aren’t very valuable to the firm anyway.

List of Fiduciary Duties (contract party can override this, just a convenient tool)
· These are defaults, can contract out of them or add others

· For former agents, just need R2A 396/Town & Country
· R2A 377: Contractual Duties

· A person who makes a contract with another to perform services as an agent for him is subject to a duty to act in accordance with his promise.
· R2A 379: Duty of Care and Skill

· (1) Unless otherwise agreed, a paid agent is subject to a duty to the principal to act with standard care and with the skill which is standard in the locality for the kind of work which he is employed to perform and, in addition, to exercise any special skill that he has.
· (2) Unless otherwise agreed, a gratuitous agent is under a duty to the principal to act with the care and skill which is required of persons not agents performing similar gratuitous undertakings for others.
· R2A 387: General Principle (duty of loyalty)

· Unless otherwise agreed, an agent is subject to a duty to his principal to act solely for the benefit of the principal in all matters connected with his agency.
· R2A 388: Duty to Account for Profits Arising out of Employment

· Unless otherwise agreed, an agent who makes a profit in connection with transactions conducted by him on behalf of the principal is under a duty to give such profit to the principal.
· R2A 389: Acting as Adverse Party without Principal’s Consent

· Unless otherwise agreed, an agent is subject to a duty not to deal with his principal as an adverse party in a transaction connected with his agency without the principal's knowledge.
· (Eg. real estate broker selling their own house to a client without disclosing this)
· R2A 393: Competition as to Subject Matter of Agency

· Unless otherwise agreed, an agent is subject to a duty not to compete with the principal concerning the subject matter of his agency.
· R2A 395: Using or Disclosing Confidential Information (N: during agency)

· Unless otherwise agreed, an agent is subject to a duty to the principal not to use or to communicate information confidentially given him by the principal or acquired by him during the course of or on account of his agency or in violation of his duties as agent, in competition with or to the injury of the principal, on his own account or on behalf of another, although such information does not relate to the transaction in which he is then employed, unless the information is a matter of general knowledge.
· R2A 396: Using Confidential Information after Termination of Agency

· Unless otherwise agreed, after the termination of the agency, the agent:
· (a) has no duty not to compete with the principal;
· (b) has a duty to the principal not to use or to disclose to third persons, on his own account or on account of others, in competition with the principal or to his injury, trade secrets, written lists of names, or other similar confidential matters given to him only for the principal's use or acquired by the agent in violation of duty. The agent is entitled to use general information concerning the method of business of the principal and the names of the customers retained in his memory, if not acquired in violation of his duty as agent;
· (c) has a duty to account for profits made by the sale or use of trade secrets and other confidential information, whether or not in competition with the principal;
· (d) has a duty to the principal not to take advantage of a still subsisting confidential relation created during the prior agency relation.
· Policy:
· Balancing act. Don’t want to disincentivize either the principal or the agent by being too strict or too lax with regards to information, skills, etc acquired during employment.
· R2A 404: Liability for use of Principal’s Assets (Note: and not for time)

· An agent who, in violation of duty to his principal, uses for his own purposes or those of a third person assets of the principal's business is subject to liability to the principal for the value of the use. If the use predominates in producing a profit he is subject to liability, at the principal's election, for such profit; he is not, however, liable for profits made by him merely by the use of time which he has contracted to devote to the principal unless he violates his duty not to act adversely or in competition with the principal.
· (Might think of predominate as 50% or look at underlying principles: is it something they would’ve bargained for)
· (See also Reading)
· Reading v. Regem (KB 1948) (profits owed to principal) (see also R2A 404)

· Plaintiff, sergeant stationed in Cairo, wears his full dress uniform to get a smuggler’s truck through checkpoints without inspection.

· Gets paid for this.

· British gov’t confiscates the money, Reading sues to get it back.

· Holding: Crown is entitled to the money

· “If a servant takes advantage of his service and violates his duty of honesty and good faith to make a profit for himself, in the sense that the assets of which he has control, the facilities which he enjoys, or the position which he occupies, are the real cause of his obtaining the money as distinct from merely affording the opportunity for getting it, that is to say, if they play the predominant part in his obtaining the money, then he is accountable for it to his master.”

· (Would of course be fine if principal authorized it, at least with regards to agency law, so could distinguish cases where principal allows it and maybe where employer doesn’t care)

· This is true even when there is no loss to the master

· Eg. Master tells servant to exercise his horses, servant lets them out and makes a profit by doing so

· Servant must give the profits to the master

· Reading was only able to get through without inspection because of his position and the uniform given to him by the principal

· Can be distinguished from cases where service merely gives the opportunity of making money

· Eg. Servant, during his hours on the job, breaches contract and makes money for himself, eg. by gambling

· Liable for breach of contract

· But can keep the money under agency law

· Town & Country House & Home Service v. Newbery (NY 1958) (limit on solicitation of former employer’s customers) (See also R2A 396)

· House cleaning company at time when most didn’t hire house keepers built up a client list by cold calling from telephone book

· Eventually built a database of who wants housekeepers, how much they will pay

· Group of employees, after working there for years, leave to form a competitor

· Use the client list (confidential information) to contact the original company’s customers and undercut them

· Holding: Plaintiff entitled to enjoin defendants from further solicitation of its customers

· And to some damages because of the customers taken from them

· “Even where a solicitor of business does not operate fraudulently under the banner of his former employer, he still may not solicit the latter’s customers who are not openly engaged in business in advertised locations or whose availability as patrons cannot readily be ascertained but ‘whose trade and patronage have been secured by years of business effort and advertising, and the expenditure of time and money, constituting a part of the good will of a business which enterprise and foresight have built up.’”

· Defendants here only solicited plaintiff’s customers

The customers had been screened by plaintiff at considerable effort and expense.

Purpose of the Corporation/Limited Liability

Overview of Corporations

· Same 3 problems

· Organizational Control

· How do you make sure Board/Management/Employees act in accord with goals of the corporation

· 3 main mechanisms

· Court action to force the Board to do something

· Shareholder voting to elect new directors

· Market forces

· Esp. market for corporate control, eg. hostile takeovers

· When should shareholders be liable for the contracts of the company

· When should others be liable for the torts an employee committed

· Most large publicly traded corporations incorporate in Delaware, smaller ones will typically pick their home state or Delaware

· 5 key features

· Legal Personality

· Corporation is considered a separate legal entity

· This is a legal fiction but a useful one

· Has some constitutional rights

· Is a separate tax payer from the owners

· Has commercial rights like entering into contracts

· Can do anything an individual could do in the commercial arena, see DGCL 122, below

· Corporations are potentially perpetual

· Limited liability, see below

· Separation of Ownership and Control

· DGCL Sec. 141(a): “The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors.”

· Shareholders own company and can elect Board, but decisions made by Board

· Board typically meets infrequently, eg. once a quarter and delegates day to day decision making to management

· Typical board tasks include

· Select, evaluate, replace senior management

· Oversee corporate investments

· Approve M&A

· Board can delegate board functions to subcommittees. DGCL 141c2. 

· Typical public company board today has a majority of outsiders

· Shareholders will pay a premium to have majority of outsiders

· Some reasons for greater outsider representation

· Scandals like Enron

· Institutional Shareholder Services advising shareholders on how to vote

· Activist investors like Pershing Square

· Usually just 1-2 insiders

· Liquidity

· Shareholders can be passive

· Shareholders are fungible—change in shareholders doesn’t affect management

· And secondary trading markets like NYSE

· Flexible capital structure

· Many ways to package claims on corporation’s assets and future earnings, eg. stocks and bonds

	Type of Security
	Cash flow rights
	Liquidation rights
	Voting Rights

	Common Stock
	Residual and discretionary dividend
	Residual
	Yes

	Preferred Stock
	Fixed and discretionary dividend (cumulates if not paid)
	Medium
	Contingent

	Bonds
	Fixed and certain interest payments
	Highest/most senior
	None


· These are typical, but not required by law

· Preferred stock tends to be used in two situations

· Company has run into trouble and needs more money

· Internet companies that get money from VC in exchange for preferred stock

· Preferred stock used as an alternative to debt investment, since they might not have cashflow to make the interest payments

· Preferred stock will often specify an interest rate, but it’s cumulative, so if don’t pay it gets added to next years payment

· And can’t pay dividends to common stockholders till the deferred dividends are paid

· Preferred stock is often convertible into common stock

Corporate Formation

· Corporations are authorized under state law, can choose state of incorporation and other states must respect that state’s corporate law

· Basic rule of corporate choice of law in all states is that the law of the state of incorporation controls on issues relating to a corporation’s “internal affairs” which includes responsibilities of directors to stockholders. 

· Why do most incorporate in Delaware?

· No minimum capital requirements

· Favorable franchise tax in comparison to other states

· Highly competent judiciary in company law and extensive and detailed case law on this subject

· Delaware has a dedicated Chancery Court that focuses on just corporate law. 

· So more experienced judges in corporate law and dockets are small so cases move more quickly

· Forming a corporation

· Articles/Certificate of Incorporation (DGCL 102), analogous to the Constitution of the company

· Hard to change, typically need both a majority of the Board and a majority of outstanding shares entitled to vote

· Bylaws (DGCL 109(a)), can be changed by either a majority of the board (if the certificate allows it) or a majority of the outstanding voting shares

· DGCL 101(a) – file a certificate of incorporation with the Secretary of State

· DGCL 102 specifies what is in the articles of incorporation

· Subpart (a) says what must be there

· Includes name, address, purpose

· Purpose typically isn’t some narrow thing

· Can just say to engage in any lawful act or activity for which corporations may be organized under the General Corporation Law of Delaware

· Maximize number of shares authorized to be issued and the par value of each one.

· Maximum is important when it comes to hostile takeovers

· To issue more have than that have to amend the certificate, which is difficult

· Subpart (b) says what may be there

· Any provision for the management of the business and for the conduct of the affairs of the corporation

· So Board of Directors having control is the default, can opt-out of it

· A provision imposing personal liability for the debts of the corporation on its stockholders, otherwise the stockholders won’t be personally liable

· Not common.

· But sometimes a shareholder might agree to waive limited liability with respect to a lender in order to get a loan or more favorable terms

· A provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director [But can’t waive duty of loyalty or good faith or self-dealing prohibition]

· This is a very common provision

· DGCL 109 is about the bylaws

· More permanent things are in the articles of incorporation

· Things like how many directors tend to be in the bylaws

· Shareholders can always change the bylaws, the directors can change the bylaws if the Certificate allows for it

· Then have an organizational meeting – DGCL 108

Purpose of the corporation

· Justification for having one objective
· The more duties there are the easier it is for a Director to justify their actions done in their own self interest based on the other objectives besides best interest of shareholders. 

· So easier for court to enforce the one objective than many

· Justifications for making shareholder profits that one objective

· Shareholders are residual claimants, while bond holders and employees (whose salaries are generally fixed or cap) are fixed or less variable claimants

· So shareholders stand to lose the most if company goes under and make the most if it does well

· And two reasons to make residual claimants the primary focus of the Board

· Shareholders have incentive to maximize the size of the pie
· Bond holders would prefer safe choices, even if they have lower expected values

· And if they bargain over who gets control, residual claimant usually ends up with control, they can pay off other claimants due to larger size of the pie 

· Fiduciary duties are defaults and cover what parties didn’t bargain about
· Obligations other suppliers, eg. pay $X on delivery are likely simpler and most contingencies will have been thought of

· While for shareholders probably no, the duty is more of “run things well”

· So easier to use contracts to fix duties to suppliers or employees

· While shareholders are more in a position of uncertainty and open ended relationship

· Though long term workers with pension/health benefits are too somewhat

· Director opt out of fiduciary duty?

· Agents can normally opt out of fiduciary duties

· 102b7 seems to limit some opt outs

· Unclear but probably some limits, eg duty of loyalty

· Plus market limits, wouldn’t get investments if you opt out of too much

· Most states have shareholder profit as the objective with some allowance for modest charitable contributions that aren’t to pet charities

· A few give more objectives, eg. interests of employees or community

· Three key questions

· What power does the board have

· Should the board have the power to make charitable contributions?

· Board of directors is given wide, broad power under Delaware law

· What duty governs how the board uses that power

· Board of directors has a duty as to how they exercise that power

· What role do courts play in enforcing this duty

· And are there other enforcers?

Powers of the Corporation

· Delaware law sets up a two step process for determining what the corporation can do:

· First, does the corporation have the power (eg. can’t do something illegal, illegal acts are automatically void [generally, see BJR])

· This is very broad in Delaware law, anything an individual can do in the commercial sphere a company generally can do too

· Second, is the Board of Directors using the power consistently with the Board’s duty

· DGCL 122: Every corporation created under this chapter shall have power to:
· (2) Sue and be sued in all courts and participate, as a party or otherwise, in any judicial, administrative, arbitrative or other proceeding, in its corporate name;

· (4) Purchase, receive, take by grant, gift, devise, bequest or otherwise, lease, or otherwise acquire, own, hold, improve, employ, use and otherwise deal in and with real or personal property, or any interest therein, wherever situated, and to sell, convey, lease, exchange, transfer or otherwise dispose of, or mortgage or pledge, all or any of its property and assets, or any interest therein, wherever situated;

· (5) Appoint such officers and agents as the business of the corporation requires and to pay or otherwise provide for them suitable compensation;

· (9) Make donations for the public welfare or for charitable, scientific or educational purposes, and in time of war or other national emergency in aid thereof;

· (10) Be an incorporator, promoter or manager of other corporations of any type or kind;

· (11) Participate with others in any corporation, partnership, limited partnership, joint venture or other association of any kind, or in any transaction, undertaking or arrangement which the participating corporation would have power to conduct by itself, whether or not such participation involves sharing or delegation of control with or to others;

· (12) Transact any lawful business which the corporation's board of directors shall find to be in aid of governmental authority;

· (13) Make contracts, including contracts of guaranty and suretyship, incur liabilities, borrow money at such rates of interest as the corporation may determine, issue its notes, bonds and other obligations, and secure any of its obligations by mortgage, pledge or other encumbrance of all or any of its property, franchises and income, and make contracts of guaranty and suretyship which are necessary or convenient to the conduct, promotion or attainment of the business of (a) a corporation all of the outstanding stock of which is owned, directly or indirectly, by the contracting corporation, or (b) a corporation which owns, directly or indirectly, all of the outstanding stock of the contracting corporation, or (c) a corporation all of the outstanding stock of which is owned, directly or indirectly, by a corporation which owns, directly or indirectly, all of the outstanding stock of the contracting corporation, which contracts of guaranty and suretyship shall be deemed to be necessary or convenient to the conduct, promotion or attainment of the business of the contracting corporation, and make other contracts of guaranty and suretyship which are necessary or convenient to the conduct, promotion or attainment of the business of the contracting corporation.

· Policy for allowing corporate donations
· Banning it might lower total amount of donations
· Corporations own a lot of wealth
· Corporations are creates of the state and owe something back to the the state, wouldn’t exist without state’s legal protections.
· A.P. Smith v. Barlow (NJ 1953) (upholding donation) (retroactivity) (see DGCL 122(9))
· Board makes $1500 donation to Princeton.
· Company makes fire hydrants.
·  Upheld donation as within the power of the company.
· Even though corporation was incorporated before the NJ state law permitting charitable donations passed (retroactivity)
· (Class: states can generally change the power that is given to a corporation)

· State law at the time of incorporation of the A.P. Smith company said that every corporate charter thereafter granted “shall be subject to alteration, suspension and repeal, in the discretion of the legislature”

· Where justified by the advancement of the public interest, the reserved power may be invoked to sustain later charter alterations even though they affect the contractual rights between the corporation and its stockholders and between stockholders inter se. 

· Limits on Board’s power to make charitable contributions
· Donation can’t be of an unreasonable size
· Can’t be to a pet charity of the directors in furtherance of personal rather than corporate ends

· Must be “reasonable belief that [charitable contribution] would aid the public welfare and advance the interests of the plaintiffs as a private corporation and as part of the community in which it operates.”

· (Casebook: Courts have been extremely tolerant in accepting the business judgment of officers and directors of corporations, including their business judgment about whether a charitable donation will be good for the corporation in the long run.)

· (IRS rules limit the deductions for charitable contributions by corporations to 10% of taxable income. The deduction isn’t dependent on the existence of a business purpose for the contribution.)

· Statute in this case said donations in excess of 1% of the capital stock required 10 days’ notice to shareholders and approval at a shareholders’ meeting if written objections were made by the holders of more than 25% of the stock

· Dodge v. Ford Motor (Mich 1919) (rules for issuance of dividends) (can’t run company as a charity)

· Rule of this case is largely followed outside of PA, Delaware follows it

· Penn Statute: Directors can take into account shareholders, employees, suppliers, customers and creditors of the corporation in considering the best interests of the corporations. Always gives the directors that option.
· Dodge brothers are shareholders of Ford and also own its competitor

· Ford has been giving very large special dividends

· Henry Ford dominates the board in practice, cuts dividends from $10m to $1.2m

· Does this to finance construction of a new factor

· Which will let him increase production, cut prices, double wages

· May have wanted to cut off funding for his competitors

· Clearly has power to do this, question is about duty
· What did Ford do wrong?
· If he had said he’s doing this for the best interest of the shareholders would probably win
· Instead said shareholders had made enough money on their investment and Ford Motor should dedicate itself to helping workers and customers.
· Not permissible to run the company as a charitable organization.
· “A business corporation is organized and carried on primarily for the profit of the stockholders. The powers of the directors are to be employed for that end.”

· “It is not within the lawful powers of a board of directors to shape and conduct the affairs of a corporation for the merely incidental benefit of shareholders and for the primary purpose of benefiting others.”

· When a corporation has to pay dividends:

· “It is a well recognized principle of law that the directors of a corporation, and they alone, have the power to declare a dividend of the earnings of the corporation, and to determine its amount. Courts of equity will not interfere in the management of the directors unless it is clearly made to appear that they are guilty of fraud or misappropriation of the corporate funds, or refuse to declare a dividend when the corporation has a surplus of net profits which is can, without detriment to its business, divide among its stockholders, and when a refusal to do so would amount to such an abuse of discretion as would constitute a fraud, or breach of that good faith which they are bound to exercise towards the stockholders.”

· Court orders Ford to pay higher dividends.

· Refusal to pay further dividends seemed to be arbitrary, not an exercise of discretion

· Could expect a large profit this year and practice under similar circumstances had been to declare large dividends

· But allows the expansion to go forward.

· The higher wages and lower prices could reduce turnout and boost market share, might boost profits in the long run

· Court recognizes it isn’t well positioned to second guess business decisions

Limited Liability

· By default, shareholders are not liable for the corporation’s debts, in contract or tort.

· Can opt out of this in certificate of incorporation

· And shareholders conduct and act can remove this protection

· DGCL 102(b)(6): The certificate of incorporation may include:

· A provision imposing personal liability for the debts of the corporation on its stockholders to a specified extent and upon specified conditions; otherwise, the stockholders of a corporation shall not be personally liable for the payment of the corporation's debts except as they may be liable by reason of their own conduct or acts;

· Justifications for limited liability
· Formal consequence of the separate existence of the corporation
· Outside of agency relation, generally not liable for contracts or debts of another.
· Subsidizes entrepreneurial activity
· But it’s those who are hurt in contract or tort by the company that are providing this subsidy.
· Encourages passivity and diversification among investors—leads to liquidity and capital aggregation
· Without limited liability, passive investors would be less common, wouldn’t want to expose yourself to liability if you don’t know what’s happening at the company
· Why would creditors accept limited liability?
· They’ll charge more for it, eg. higher interest rate
· Or require more collateral or higher equity cushion
Piercing the Corporate Veil

· Policy: Possible justification for the focus on formalities is that we want to encourage passive investors and formalities are a good proxy for that.

· The kind of company that seeks to raise capital from passive investors is the kind that follow the formalities

· That’s the type of company we want to subsidize

· And without limited liability, passive investors likely wouldn’t want to invest, they could lose much more than their investment

· Even though they aren’t monitoring the affairs of the company

· And requirement of fraud/promote injustice, more than just nonpayment, protects business owners who don’t know much about the law

· Tests:

· Walkovsky:
· “Whenever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts upon the principle of respondeat superior applicable even where the agent is a natural person”

· Generally, courts will disregard the corporate form (“pierce the corporate veil”) whenever necessary to “prevent fraud or to achieve equity.”

· Sea-Land
· “A corporate entity will be disregarded and the veil of limited liability pierced when two requirements are met: First, there must be such unity of interest and ownership that the separate personalities of the corporation and the individual [or other corporation] no longer exist; and second, circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice.”

· In re Silicone: test is the same for parent companies and shareholders

· Once the Veil is pierced, two possibilities for treating the corporation as an agent: (Walkovsky)
· First, the corporation could be a fragment of a larger corporate combine which actually conducts the business

· In that case the larger corporate entity would be held financially responsible

· Second, the corporation is a dummy for individual stockholders who are in reality carrying on the business in their personal capacities for purely personal rather than corporate ends.

· In that case, stockholder would be personally liable

· Walkovsky v. Carlton (NY 1966) (veil not pierced)

· Carlton sets up 10 companies, runs them all out of the same garage. Formally 10 different companies but he treats them as the same company. Each company has the minimum legally allowable auto insurance.

· Do this so a lawsuit against one company won’t take down the other companies. 

· One of the cabs hits Walkovsky, that cab company, the Seon Cab corporation didn’t have enough money to pay and just had the minimum liability insurance required by law. 

· P sued Carlton and all 10 companies

· No liability, corporate veil isn’t pierced here
· Key thing is whether the corporation is the personal plaything of the owner

· Eg. Comingling of funds, didn’t follow formalities

· Test: “Whenever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts upon the principle of respondeat superior applicable even where the agent is a natural person”
· Generally, courts will disregard the corporate form (“pierce the corporate veil”) whenever necessary to “prevent fraud or to achieve equity.”

· Once the Veil is pierced, two possibilities for treating the corporation as an agent:

· First, the corporation could be a fragment of a larger corporate combine which actually conducts the business

· In that case the larger corporate entity would be held financially responsible

· Second, the corporation is a dummy for individual stockholders who are in reality carrying on the business in their personal capacities for purely personal rather than corporate ends.

· In that case, stockholder would be personally liable.

· In determining personal liability what matters the stockholder is conducting the business in his individual capacity, whether the enterprise is part of a larger enterprise doesn’t matter

· Application:

· No allegation Carlton was conducting business in his individual capacity.

· Complaint tries to use fraud as the basis of imposing liability rather than agency.

· But not fraudulent to take out only the minimum required liability insurance or have an enterprise that consists of many corporations.

· Any rights against parties other than the registered owner of the vehicle come from respondeat superior (holding the whole enterprise responsible for the acts of its agents), not from complaints of fraud.

· Dissent:

· Companies were intentionally undercapitalized in order to avoid responsibility for tort liability

· And continually drained income from the companies for the same reason

· Would hold that a participating shareholder of a corporation vested with a public interested, organized with capital insufficient to meet liabilities which are certain to arise in the ordinary course of the corporation’s business, may be held personally responsible for such liabilities.

· Will discourage corporate enterprises designed solely to abuse the corporate privilege at the expense of the public interest

· (Class notes):

· Can’t sue Carlton on agency theory, that Seon Cab is an agent whose physical conduct is controlled by principal Carlton

· If Carlton had a formal shareholder meeting to appoint himself to the Board who then met to appoint him CEO, he’d be acting as another agent when he directed Seon Cab Company

· As long as the formalities were observed, would have to show Carlton is controlling the companies as a shareholder and not the CEO

· Very difficult

· Can’t sue on the other 9 companies  enterprise liability (that Carlton treated them all as one company)

· Eg. no separate board meetings, intermingling of funds

· So in Contrast to Pepper Source, Carlton followed the corporate formalities and Marchese didn’t

· Sea-Land Services v. Pepper Source (7th Cir 1991)

· Pepper source hires Sea-Land to ship its peppers, but Pepper source then doesn’t have funds to pay

· Sea Land sues 

· Marchese, sole shareholder of Pepper Source, which had been dissolved for failure that pay state franchise tax and apparently had no assets

· 5 business entities Marchese owns as sole shareholder

· Tie-net, of which Marchese owns half

· Test
· “A corporate entity will be disregarded and the veil of limited liability pierced when two requirements are met: First, there must be such unity of interest and ownership that the separate personalities of the corporation and the individual [or other corporation] no longer exist; and second, circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice.”

· First requirement met, corporate defendants are Marchese’s playthings/alter ego:
· Four factors:
· The failure to maintain adequate corporate records or to comply with corporate formalities

· The commingling of funds or assets

· Undercapitalization

· One corporation treating the assets of another corporation as its own

· Application:
· Sole stockholder of all but Tie Net, where he is one of two

· None have ever held a corporate meeting besides Tie Net (they didn’t take minutes)

· No articles of incorporation of by laws

· All 6 companies ran out of one office

· Same phone line and expense accounts

· Marchese “borrows” substantial sums interest free from the companies and companies borrow from each other

· This left PS unable to pay Sea Land

· Marchese uses the bank accounts for personal expenses

· Eg alimony and education for his kids

· What is “promote injustice”?

· Less than an affirmative showing of fraud.

· But more than just the judgment wouldn’t be satisfied if the veil isn’t pierced, that’s always the case and would make the requirement irrelevant

· “Promote injustice” means “Some element of unfairness, something akin to fraud or deception or the existence of a compelling public interest must be present in order to disregard the corporate fiction.”

· Examples of how to show this:

· Strom, below

· Show Marchese used the corporate façade to avoid its responsibilities to creditors

· Or that Marchese or one of the corporations would be “unjustly enriched” if the veil isn’t pierced

· More examples: 

· (Class) Setting up a company for the purpose of defrauding someone, eg plan to not pay them
· Letting former partners to skirt legal rules concerning monetary obligations

· A party would be unjustly enriched

· A parent corporation that caused a sub’s liabilities and its inability to pay for them would escape those liabilities

· Or an intentional scheme to squirrel assets into a liability-free corporation while heaping liabilities upon an asset-free corporation would be successful.

· Result: Reversed summary judgment for Sealand. Remanded so Sealand can produce evidence that the promote injustice requirement is met.

· On remand, judgment for Sea-land

· Found Marchese had assured a Sea-land representative the bill would be paid even though he knew at the time he would manipulate the corporate funds to insure there wouldn’t be funds to pay Sea-land

· Marchese had received “countless benefits at the expense of” Sea-Land and other creditors, including loans and salaries paid in such a way as to “insure that his corporations had insufficient funds with which to pay their debts.”

· Gromer, Wittenstrom & Meyer, P.C. v. Strom (Ill App 1986) (example of when not piercing the veil would promote injustice)

· 3 individuals, W, M, and S were partners and sign a note agreeing to be jointly and severally liable for a debt owed to a bank.

· S leaves the partnership and its dissolved. W & M form W & M Co., of which they are sole shareholders

· W & M Co. pays off the bank and becomes assignee of the note, then sues S for collection

· S claims the court should pierce the corporate veil and recognize that the company is just his former cosigners

· Cosigners aren’t allowed to payoff a note and then take judgment on the note against another cosigner

· Court ruled for S, vacating lower court judgment against S.

· Said it would be an injustice to treat W & M Co. and an entity separate from its shareholders. 

· In re Silicone Gel Breast Implants Litigation (ND Alabama 1995)

· Holding: Parent company enjoys limited liability just as much as any other shareholder, it doesn’t matter if you are an individual investor or a corporation

· “When a corporation is so controlled as to be the alter ego or mere instrumentality of its stockholder, the corporate form may be disregarded in the interests of justice.”

· Delaware courts do not necessarily require a showing of fraud if a subsidiary is found to be the mere instrumentality or alter ego of its share stockholder
· Have to look to totality of circumstances in determining whether a subsidiary may be found to be the alter ego or mere instrumentality of the parent corporation.

· Standards vary by states but all require a showing of substantial domination.

· Some factors to be considered include whether:

· The parent and subsidiary have

· Common directors or officers

· Common business departments

· File consolidated financial statements and tax returns

· The parent finances the subsidiary

· The parent caused the incorporation of the subsidiary

· The subsidiary operates with grossly inadequate capital

· The parent pays the salaries and other expenses of the subsidiary

· The subsidiary receives no business except that given to it by the parent

· The parent uses the subsidiary’s property as its own

· The daily operations of the two corporations are not kept separate

· The subsidiary does not observe the basic corporate formalities, such as keeping separate books and records and holding shareholder and board meetings

· Direct liability theories including products liability, negligence, fraud

· In most jurisdictions Bristol may be subject to liability under a theory of negligent undertaking. RST 324A:

· § 324A Liability to Third Person for Negligent Performance of Undertaking

· One who undertakes, gratuitously or for consideration, to render services to another which he should recognize as necessary for the protection of a third person or his things, is subject to liability to the third person for physical harm resulting from his failure to exercise reasonable care to protect his undertaking, if
· (a) his failure to exercise reasonable care increases the risk of such harm, or
· (b) he has undertaken to perform a duty owed by the other to the third person, or
· (c) the harm is suffered because of reliance of the other or the third person upon the undertaking.
· Bristol held itself out as supporting the product by letting its name be placed on the breast implant packages and product inserts.

· So may be directly liable and so no summary judgment on this issue.

Business Judgment Rule

Rules Governing the Board

· Appointment/removal
· DGCL 142(b) Officers shall be chosen in such manner and shall hold their offices for such terms as are prescribed by the bylaws or determined by the board of directors or other governing body. Each officer shall hold office until such officer's successor is elected and qualified or until such officer's earlier resignation or removal. Any officer may resign at any time upon written notice to the corporation.

· Vacancies
· DGCL 142(e): Any vacancy occurring in any office of the corporation by death, resignation, removal or otherwise, shall be filled as the bylaws provide. In the absence of such provision, the vacancy shall be filled by the board of directors or other governing body.
· General
· DGCL 141(a): The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors, except as may be otherwise provided in this chapter or in its certificate of incorporation.
· Voting/Quorum
· DGCL 141(b) A majority of the total number of directors shall constitute a quorum for the transaction of business unless the certificate of incorporation or the bylaws require a greater number. Unless the certificate of incorporation provides otherwise, the bylaws may provide that a number less than a majority shall constitute a quorum which in no case shall be less than 1/3 of the total number of directors except that when a board of 1 director is authorized under this section, then 1 director shall constitute a quorum. The vote of the majority of the directors present at a meeting at which a quorum is present shall be the act of the board of directors unless the certificate of incorporation or the bylaws shall require a vote of a greater number.

· Bayer
· General rule: “Directors acting separately and not collectively as a board cannot bind the corporation.”

· Justifications

· Collective procedure necessary to make sure that action is taken after opportunity for discussion and an interchange of views.

· Directors are agents of the stockholders and are given by law no power to act except as a board

· But can’t impose liability on the directors because they failed to approve the radio program by resolution at a board meeting. 

· But failure to observe the formal requirements is by no means fatal. 

· Directors only controlled 10% of shares, but the directorate was composed largely of the company’s executive officers and they spoke daily.
· So all members of the executive committee were available for daily consultation.
· And they discussed and approved the plan for radio advertising.
· Plus the board formally approved the renewal, which may be deemed a ratification.
Business Judgment Rule Overview

· Shareholder plaintiff challenging board decision has burden at the outset, must provide evidence directors, in reaching their challenged decision, breached any one of the three parts of their fiduciary duty: good faith, loyalty, or good care
· If shareholder plaintiff fails to show this, the business judgment rule attaches.
· If shareholder plaintiff does show it, the burden shifts to defendant directors to prove to the trier of fact the entire fairness of the transaction to the shareholder plaintiff.

· Or can show waste/illegality/fraud, which are per se void, no ratification, no BJR or entire fairness.

· Courts are hesitant to second guess the Board of Director’s business decisions

· Policy:

· Alternative to BJR would be to tie company up in endless litigation

· And leave them vulnerable to the ulterior motives of a minority shareholder, eg. Dodge Brothers in Ford
· Judges aren’t experts in these kinds of decisions

· And shareholders can vote for a new board if they want changes

Business Judgment Rule Key

· When can a controlling shareholder be held liable?
· Who is a controlling shareholder is fact intensive

· If you own more than 50% usually controlling, but someone who owns less than 50% can be controlling, eg. the Founder/CEO who handpicked every director but only owns 17%

· Though that’s less common

· Directors owe a fiduciary duty to the shareholders.

· Shareholders generally owe no duties to the corporation or other shareholders.

· Dominant shareholders owe fiduciary duties to the minority stockholders in certain situations.

· Control alone isn’t enough.

· No duty of care claims against controlling shareholders, just loyalty.

· And must be something disproportionate
· One shareholder having a greater need for cash due to liquidity issues isn’t enough

· Sinclair Oil (when does a parent owe a fiduciary duty to its subsidiary and when does entire fairness apply)

· Parent does owe a fiduciary duty to its subsidiary when there are parent-subsidiary dealings. But this isn’t enough to evoke the intrinsic fairness standard, which will only be applied when the fiduciary duty is accompanied by self-dealing (eg. when the parent is on both sides of the transaction)

· “Self-dealing occurs when the parent, by virtue of its domination of the subsidiary, causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority stockholders of the subsidiary”

· When the situation involves a parent and a subsidiary, with the parent controlling the transaction and fixing the terms, the test of intrinsic fairness is applied. 

· To whom is the duty of loyalty owed
· Zahn v. Transamerica
· Board had power to call class A shares, doing to would hurt class A shares and benefit class B shares. 

· So conflict.

· In the followup case, Speed v. Transamerica, court holds that the duty isn’t owed to both the Class A and Class B but rather to the most residual claimant (the most junior class) which is the Class B shareholders. So company has an obligation to convert the class A shares here. 

· So that opinion says there can only be a duty to one class of shareholders. But it would be less clear in some other situation where there are two very similar classes of shareholders, then maybe do have a duty to both would be hard to say. 

· Application: disinterested board would’ve called Class A, but disclosed the intent to liquidate and the value of the inventory, so Class A shares would’ve converted.

· If BJR applies: Can get rid of the case on the motion to dismiss

· Burden of proof:

· On the plaintiff to show duty of care or duty of loyalty issue or waste, fraud, or illegality

· BJR is just for corporate decision making

· Need a quorum (See DGCL 141b)

· And then a majority of those present can speak for the corp.

· But see Bayer above, for less formal decision making process

· Doesn’t cover director stealing money, or insider trading, or director who doesn’t pay attention to anything that’s happening (Francis)
· Rule
· BJR is offspring of DGCL 141(a): “(a)The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors, except as may be otherwise provided in this chapter or in its certificate of incorporation.”
· Old version:

· Court will not review Board of Directors business decision

· As long as no fraud/illegality/self-dealing

· “We do not mean to say that we have decided the decision of the directors was a correct one. That is beyond our jurisdiction and ability. We are merely saying that the decision is one properly before the directors and the motives alleged in the amended complain show no fraud, illegality, or conflict of interest in their making of that decision.”

· Shlensky
· “We are merely saying that the decision is one properly before the directors and the motives alleged in the amended complain show no fraud, illegality, or conflict of interest in their making of that decision.”

· American Express
· “The question of whether or not a dividend is to be declared or a distribution of some kind should be made is exclusively a matter of business judgment for the Board of Directors.”

· “The Court will not interfere unless a clear case is made out of fraud, oppression, arbitrary action, or breach of trust”

· “A complaint which alleges merely that some course of action other than that pursued by the board of Directors would have been more advantageous gives rise to no cognizable cause of action.”

· Van Gorkom
· Business judgment rule “is a presumption that in making a business decision, the directors of a corporation acted on an informed basis, in good faith and in the honest belief that the action taken was in the best interest of the company.”

· Exceptions (all very hard to show)

· Fraud – per se void (can’t ratify), leads to a Fraud cause of action

· Illegality: per se void (can’t ratify)

· If it’s a criminally/egregiously (counterfeiting money) illegal act then it’s per se void, no BJR

· If it’s something like parking tickets then it’s more of a gray area, might go to entire fairness, probably lose BJR, unclear if per se void

· Waste: 

· Showing:

· Very hard to do so, almost always loses

· Would need to show there’s no rational reasons to do this

· Eg. burning money

· Ford was a rare counter example, corporate officer admitted that the action wasn’t for the good of the shareholders but rather others. 

· Impact:

· If waste is shown, no BJR

· Can’t ratify waste (though SLC can decide not to pursue the claim)

· Court will strike down the transaction

· Leads to automatic liability

· Almost always a losing argument

· Disney
· “To recover on a claim of corporate waste, the plaintiffs must shoulder the burden of proving that the exchange was so one sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration. A claim of waste will arise only in the rare, unconscionable case where directors irrationally squander or give away corporate assets. This onerous standard for waste is a corollary of the proposition that where business judgment presumptions are applicable, the board’s decision will be upheld unless it cannot be attributed to any rational business purpose.”

· Test: rationality at the time decision was made (ex ante)

· Here they are getting a highly qualified and well paid person to come work for Disney, this is rationally related to Disney’s goals, needed this to induce Ovitz to leave his job and thus give up a lot of guaranteed income

· “The payment of a contractually obligated amount cannot constitute waste, unless the contractual obligation is itself wasteful.”
· So no waste even though plaintiff’s argue it incentivizes Ovitz to quit early (severance package only comes about if Disney unilaterally fires Ovitz without cause)

· Getting around the BJR
· Duty of Care

· DGCL 141(e)

· A member of the board of directors, or a member of any committee designated by the board of directors, shall, in the performance of such member's duties, be fully protected in relying in good faith upon the records of the corporation and upon such information, opinions, reports or statements presented to the corporation by any of the corporation's officers or employees, or committees of the board of directors, or by any other person as to matters the member reasonably believes are within such other person's professional or expert competence and who has been selected with reasonable care by or on behalf of the corporation.

· In Van Gorkom this didn’t apply because no evidence any “report” was presented to the board.

· Van Gorkom’s oral statements lacked substance because he was basically uninformed about the essential provisions of the merger document

· Van Gorkom
· Determination of whether a business judgment is an informed one turns on whether the directors have informed themselves “prior to making a business decision, of all material information reasonably available to them.”

· No protection for directors under the business judgment rule who made “an unintelligent or unadvised judgment.”

· “We think the concept of gross negligence is the proper standard for determining whether a business judgment reached by the board was an informed one.”

· (Gross negligence=an extreme departure from the standards of ordinary care)

· Cinerama—some factors to distinguish cases from Van Gorkom
· CEO consistently sought the highest price the buyer would pay

· CEO was better informed about the strengths and weaknesses of Technicolor than anyone else

· CEO and later the board was advised by very good firms

· Price was very high compared to market (more than 100% premium) and compared to the premiums in comparable transactions around that time

· While company wasn’t shopped, no indication in the record that more money was possible from the buyer or from anyone else. 

· No insuperable financial or legal barrier to an alternative buyer

· Francis
· Not a corporate level decision, so not about BJR. Is about if a director faithfully executed their duty of care.
· Disney (no violation in duty of care in approving employment agreement with substantial no fault termination payout)

· Gold standard: analysis of what the compensation would be for given termination times and different stock prices by a compensation expert. The expert or a knowledgeable committee member explains it to the committee.

· Process was good enough: compensation committee knew how much he’d earn by staying at his old job for the next 5 years, and the termination payment is in the same ballpark.

· And they knew what he’d get for termination after a year

· And they knew about the potential magnitude of the entire severance package, including the options

· Knew the key terms of the agreement and all material facts.

· Court seems pretty lenient

· Duty of Loyalty (directors on both sides of the transaction)

· Van Gorkom is not a loyalty issue even though Van Gorkom had different preferences than other shareholders (near retirement so might want cash more)

· He got the same thing ($55/share) as everyone else

· Bayer
· CEO/director entered into a contract for radio show, under the contract his wife would be the singer

· This raised a duty of loyalty issue so went to entire fairness test. 

· Benihana
· Would have a duty of loyalty issue (transaction with a company in which a director has a financial issue)

· But have ratification by a majority of informed, disinterested directors under 144(a)(1)

· So stay within the BJR instead of going to entire fairness

· Also confidential information and dilution of voting power claims fail

· Sinclair
· Sinclair dominates Sinven, so have a fiduciary duty to minority stockholders

· Holding 1: Sinclair causing Sinven to pay out legal but very large dividends doesn’t raise a duty of loyalty issue. BJR applies.

· Holding 2: No corporate opportunities issue, Sinclair usurped no business opportunity belonging to Sinven. Court respects the way Sinclair chose to divide up opportunities (based on geography). BJR applies to the decision of which subsidiary should develop the new opportunities, absent a showing of gross and palpable overreaching.

· Holding 3: Liability on the contract claim (controlling shareholder had its subsidiary breach contract and then had the other subsidiary not sue it) because

· Corporate decision; controlling shareholder who dominates the board; something disproportionate.

· Thus outside BJR

· No ratification, so go to entire fairness

· And fails entire fairness.

· Corporate Opportunities
· Broz v. CIS
· A corporate opportunity exists where:

· Corporation is financially able to take the opportunity

· Opportunity is in the corporation’s line of business and is of practical interest

· Corporation has an interest or reasonable expectancy in the opportunity

· Embracing the opportunity would create a conflict between director’s self-interest and that of the corporation

· (This last one will almost always follow from the first three)

· (That the opportunity came to you in your individual capacity isn’t enough to show there’s not a corporate opportunity, policy: duty to corporation regardless of how you learned about it and there’s an evidentiary problem, people would just say they learned about it)

· No need to present the opportunity to the board if these aren’t all met.

· But should do so anyway and have them vote to let you take the opportunity.

· This creates a safe harbor

· Policy: Don’t want a rule that states a director can never take an opportunity from the company. 

· Then people wouldn’t be willing to serve on boards of other companies.

· DGCL 122(17) Board has power to 

· Renounce, in its certificate of incorporation or by action of its board of directors, any interest or expectancy of the corporation in, or in being offered an opportunity to participate in, specified business opportunities or specified classes or categories of business opportunities that are presented to the corporation or 1 or more of its officers, directors or stockholders

· (VC might require the firms they invest in to put this in certificate of incorporation to make sure the VC can give opportunities to whatever firm it invests in)
· Prospective buyers don’t count in determining if there’s a corporate opportunity

· What if PriCellar’s interest in CIS had been more concrete?

· No clear answer, would want to think about the underlying purposes of the corporate opportunity doctrine. 

· Purposes: balance between protecting the company from directors taking their opportunities vs. having to pay the directors more for agreeing not to do this

· One way to think about if there should be a fiduciary duty is ask if it’s something the parties would’ve bargained for

· Good faith

· Not an independent standard of liability, part of the duty of loyalty. 

· Plaintiffs will try to characterize duty of care violations as bad faith to get around 102(b)(7) provisions.

· Only directors who, inter alia, act in good faith are entitled to indemnification of legal expenses. Sec. 145.

· DGCL 141(e): A member of the board of directors, or a member of any committee designated by the board of directors, shall, in the performance of such member's duties, be fully protected in relying in good faith upon the records of the corporation and upon such information, opinions, reports or statements presented to the corporation by any of the corporation's officers or employees, or committees of the board of directors, or by any other person as to matters the member reasonably believes are within such other person's professional or expert competence and who has been selected with reasonable care by or on behalf of the corporation.
· In Van Gorkom the board couldn’t rely in good faith on Van Gorkom, eg. didn’t ask if Van Gorkom had read the agreement

· Disney
· 2 ways to get bad faith—(court says this isn’t an exclusive list and that they are non-exculpable and non-indemnifiable under 102b7)

· Subjective bad faith: “Fiduciary conduct motivated by an actual intent to do harm”

· Eg. a video showing directors saying they were hiring Ovitz to hurt Disney

· “Intentional dereliction of duty, a conscious disregard for one’s responsibilities”

· Examples:

· Fiduciary intentionally acts with a purpose other than that of advancing the best interests of the corporation

· The fiduciary acts with the intent to violate applicable positive law

· Fiduciary intentionally fails to act in the face of a known duty to act.

· Lack of due care: “fiduciary action taken solely by reason of gross negligence and without any malevolent intent.” (Not bad faith)

· Gross negligence (including a failure to inform one’s self of available material facts) without more, cannot constitute bad faith.

· No breach of a fiduciary duty in concluding there was no cause to fire Ovitz. Chancellor determined independently this was the case.

· Caremark (Del Ch 1996)

· Description of the obligations of members of the board: “Would…be a mistake to conclude that…corporate boards may satisfy their obligations to be reasonably informed concerning the corporation, without assuring themselves that information and reporting systems exist in the organization that are reasonably designed to provide to senior management and to the board itself, accurate information sufficient to allow management and the board, each within its scope, to reach informed judgments concerning both the corporation’s compliance with the law and its business performance.”

· “A director’s obligation includes a duty to attempt in good faith to assure that a corporate information and reporting system, which the board concludes is adequate, exists, and that failure to do so under some circumstances may, in theory at least, render a director liable for losses caused by non-compliance with applicable legal standards.”

· Stone v. Ritter
· Employees failed to comply with the law requiring bank employees to file Suspicious Activity Reports and comply with anti money laundering regulations. Company gets fined.

· Is Board of Directors liable for bad faith?

· No. Complaint dismissed.

· Even though there were bad outcomes (some suspicious activity reports weren’t filed), there wasn’t bad process: the monitoring procedures were good enough.

· Bad outcomes (regulatory liability) doesn’t mean good faith

· KPMG report said they had pretty good process

· Court here upholds Caremark duties.

· But very hard to show directors violated the Caremark standard

· Court says this is good since it’ll make it easier to find high quality directors

· “Generally where a claim of directorial liability for corporate loss is predicated upon ignorance of liability creating activities within the corporation…only a sustained or systematic failure of the board to exercise oversight—such as an utter failure to attempt to assure a reasonable information and reporting system exists—will establish the lack of good faith that is a necessary condition to liability”

· The requirement to act in good faith is a subsidiary element of the fundamental duty of loyalty.

· “The fiduciary duty of loyalty is not limited to cases involving a financial or other cognizable conflict of interest. It also encompasses cases where the fiduciary fails to act in good faith.”

· Caremark articulates the necessary conditions predicate for director oversight liability:

· A. The directors utterly failed to implement any reporting or information system or controls;

· Or B. having implemented such a system or controls, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of the risks or problems requiring their attention. 

· “In either case, imposition of liability requires a showing that the directors knew that they were not discharging their fiduciary obligations. Where directors fail to act in the face of a known duty to act, thereby demonstrating a conscious disregard for their responsibilities, they breach their duty of loyalty by failing to discharge that fiduciary obligation in good faith.”

· If fall out of BJR
· Policy: Per se liability would be bad. Eg. a director, who controls the rest of the board, who loans the company $400m. This could be a great deal for the company (eg. it’s about to go under and can’t find other lenders) or disproportionately benefit the director. Would depend on terms, don’t want to say it’s per se void.

· Old View (Van Gorkom): Go straight to damages

· Modern View (Cinerama): Go to entire fairness test.

· 3 components to Entire Fairness test 

· Fair Dealing (process)

· Judges are more comfortable evaluating this than price

· Fair Price

· Candor of Disclosure

· Only shows up in certain occasions

· (Maybe disclosure to the dominated subsidiary in parent-subsidiary duty, eg. in Weinberger, the parent had a report that they’d be willing to pay up to $24/share, but they didn’t disclose it and ended up paying about $21 in the squeeze out merger with a subsidiary)

· Bayer: 

· Dealings of a director with the corporation for which he is a fiduciary may produce a conflict between self interest and ficudiary obligation.

· So they “are, when challenged, examined with the most scrupulous care, and if there is any evidence of improvidence or oppression, any indication of unfairness or undue advantage, the transactions will be voided”

· Burden on director to prove good faith of the transaction and show the entire fairness from the viewpoint of the corporation.

· Sinclair
· Entire fairness puts the burden on the party to prove, subject to careful judicial scrutiny, that its transactions were objectively fair.

· So high degree of fairness required plus a shift in the burden of proof
· Fliegler
· Holding: shareholder ratification requires a majority of the outstanding disinterested informed shares.

· And shareholder ratification of an interested transaction “shifts the burden of proof to an objecting shareholder to demonstrate the terms are so unequal as to amount to a gift or waste of corporate assets.”

· Applies the entire fairness test

· Finds it was met since the company did receive something of value

· Said it was a good decision because the asset had value, but didn’t even look at if it’s a fair price for the asset.

· Seems like a low bar

· Said an independent corporation in Agau’s position would’ve done the same.

· Personal liability for directors
· Passed after Van Gorkom, most corporations opt-in.

· Plaintiffs can get around by

· Seeking injunctive relief (if the merger hasn’t happened yet)

· Characterizing it as a duty of loyalty violation

· Or as bad faith

· And doesn’t protect against federal securities laws

· DGCL 102(b)(7) allows corporations to include a provision eliminating or limiting personal liability of a director for breach of a duty of care:

· “A provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director, provided that such provision shall not eliminate or limit the liability of a director: (i) For any breach of the director's duty of loyalty to the corporation or its stockholders; (ii) for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law; (iii) under § 174 of this title; or (iv) for any transaction from which the director derived an improper personal benefit.”
Ratification

· Can’t ratify waste, illegal acts, fraud.

· Fraud is a tort so slightly different anyway.

· Can ratify

· Duty of Care

· Duty of loyalty of directors

· Duty of loyalty of controlling shareholder

· A duty of loyalty issue to arise in the first place need the controlling shareholder to dominate the board

· And the controlling shareholder must get something disproportionate.

· DGCL 144

· (a) No contract or transaction between a corporation and 1 or more of its directors or officers, or between a corporation and any other corporation, partnership, association, or other organization in which 1 or more of its directors or officers, are directors or officers, or have a financial interest, shall be void or voidable solely for this reason, or solely because the director or officer is present at or participates in the meeting of the board or committee which authorizes the contract or transaction, or solely because any such director's or officer's votes are counted for such purpose, if:

· (1) The material facts as to the director's or officer's relationship or interest and as to the contract or transaction are disclosed or are known to the board of directors or the committee, and the board or committee in good faith authorizes the contract or transaction by the affirmative votes of a majority of the disinterested directors, even though the disinterested directors be less than a quorum; or
· (2) The material facts as to the director's or officer's relationship or interest and as to the contract or transaction are disclosed or are known to the stockholders entitled to vote thereon, and the contract or transaction is specifically approved in good faith by vote of the stockholders; or
· (3) The contract or transaction is fair as to the corporation as of the time it is authorized, approved or ratified, by the board of directors, a committee or the stockholders.

· (b) Common or interested directors may be counted in determining the presence of a quorum at a meeting of the board of directors or of a committee which authorizes the contract or transaction.

· Material/materiality: information which a reasonable investor or reasonable person would consider significant given the total mix of information, eg. would it add to their information.

· Eg. in Benihana they already knew that Abdo was 30% shareholders and director of BFC, they didn’t know that he negotiated the deal but that wouldn’t add much so not material

· Notes:
· Majority of disinterested directors includes those not present
· Even though for power (eg is this a valid corporate decision) a majority of directors present is sufficient. DGCL 141(b)
· Interested directors count towards a quorum
· Who is an interested director?
· Key is financial conflict
· A director is also interested if they are dominated by/financially behold to an interested director
· Eg. contract between company and director D, who employs director A at the company D owns
· A isn’t disinterested in a transaction between the company and the company D owns
· So an outside (of the company) monetary relationship clearly makes someone interested
· Less clear if say controlling shareholder has elected someone as director every year for 20 years, but no financial conflicts
· Personal relationships (see Oracle)
· Ratification policy:
· Ratification lets the courts find a different decision maker
· Judges aren’t well equipped to decide whether entire fairness is met, they prefer someone else to decide if it’s fair
· Neither directors nor shareholders are perfect
· Directors are experts with good resources, but imperfect incentives—might prioritize their jobs and getting reelected over maximizing shareholder wealth
· Shareholders have great incentives but less expert and less resources, and harder for them to coordinate/collective action problem
· Bayer
· Director/CEO entered into contract after getting informal approval from all of the other directors
· Board did an ex post ratification when they renewed the contract formally.
· Benihana
· Would have a duty of loyalty issue (transaction with a company in which a director has a financial issue)

· But have ratification by a majority of informed, disinterested directors under 144(a)(1)

· So stay within the BJR instead of going to entire fairness

· Fliegler (shareholder ratification of director duty of loyalty issue)

· Company buys property from a corporation of which its director owns a substantial portion of the stock.

· Tries to do shareholder ratification.

· Holding: shareholder ratification requires a majority of the outstanding disinterested informed shares.
· And shareholder ratification of an interested transaction “shifts the burden of proof to an objecting shareholder to demonstrate the terms are so unequal as to amount to a gift or waste of corporate assets.”

· Only 1/3rd of disinterested shareholders met, so even though they approved it, the test isn’t met

· Goes to entire fairness

· Kahn
· “This Court holds that the exclusive standard of judicial review in examining the propriety of an interested cash-out merger transaction by a controlling or dominating shareholder is entire fairness. The initial burden of establishing entire fairness rests upon the party who stands on both sides of the transaction. However, an approval of the transaction by an independent committee of directors or an informed majority of minority shareholders shifts the burden of proof on the issue of fairness from the controlling or dominating shareholder to the challenging shareholder-plaintiff. Nevertheless, even when an interested cash-out merger transaction receives the informed approval of a majority of minority stockholders or an independent committee of disinterested directors, an entire fairness analysis is the only proper standard of judicial review.”
· In re Wheelabrator
· Corporate decision: merger in which Waste (which owns 22% of WTI) gets another 33%. 
· Have director and shareholder ratification.
· Duty of Care Claim: Shareholder ratification (majority of informed, disinterested, outstanding shares) extinguished this, go back to BJR.
· Duty of Loyalty Claim Against Directors: Shareholder ratification (majority of informed, disinterested, outstanding shares) extinguished this, go back to BJR.
· So burden would be on the plaintiffs to show waste.

· See DGCL 144(a)(2)

· Duty of Loyalty Claims Against Controlling Shareholders (dicta since haven’t yet shown waste is a controlling shareholder pre merger)

· Often comes up in parent subsidiary mergers which condition the merger on receiving approval from a majority of minority stockholders.

· Fully informed vote by the majority of outstanding disinterested shareholders shifts burden of proof to plaintiff to show unfairness.

· So in entire fairness with or without shareholder ratification.

· Policy: Ratification does less for controlling shareholder than for duty of care/loyalty vs. Directors because more ways for a controlling shareholder to hurt the majority shareholder

· E.g. cut off dividends, which is judged by BJR as long as they don’t say anything stupid like Henry Ford did.

· While if directors cut off dividends, shareholds can replace them.

Effect of Ratification

	
	Director Ratification (No controlling shareholder) 

DGCL 144(a)(1)
	Shareholder Ratification—by a majority of outstanding, informed, disinterested shares

DGCL 144(a)(2)

	Duty of Care Claims
	Would have to be an ex post ratification like Bayer.

Ratification at time of transaction wouldn’t make sense, if there was good process and informed directors then, there wouldn’t be a duty of care issue to ratify anyway
	Vote extinguishes the claim and go back to BJR In re Wheelabrator. 

But still have other avenues available, eg. waste, same for duty of loyalty

	Duty of Loyalty Claims against directors
	Ratification by majority of informed, disinterested directors (all, not just those present) extinguishes the claim and go back to BJR (so burden on plaintiff then)

Burden of proof on defendants to show the ratification was by informed, disinterested directors

Benihana
	Vote extinguishes the claim and go back to BJR.

In re Wheelabrator

Fliegler

	Duty of loyalty claims against controlling shareholder
	Very rare

In theory directors can be disinterested with respect to a controlling shareholder who elects the board.

Example: articles of corporation have multiple classes, so controlling shareholder only elects 3/4th the board.

Kahn:
Ratification by independent committee of directors shifts the burden of proof to the plaintiff

But still in entire fairness
	Still in entire fairness rather than BJR, but shifts burden of proof to plaintiff.

In re Wheelabrator (dicta)


Business Judgment Rule Cases—General and Duty of Care

· Shlensky v. Wrigley (Ill. App. 1968) (BJR applies)

· Wrigley doesn’t put nightlights at Cub’s baseball stadium and doesn’t schedule night games

· Minority shareholders say doing so would increase profits, sue for damages and injunction requiring lights and night games

· Say Wrigley only refuses to do so because

· His personal opinion that baseball is a daytime sport

· Lights/night games will hurt the surrounding neighborhood

· Complaint dismissed. BJR applies.

· Motives ascribed to Wrigley might be in best interests of the stockholders

· Effect on neighborhood could impact who attends games

· And corporation has an interest in the property value of the field, so keeping the neighborhood from deteriorating helps the stockholders.

· “We do not mean to say that we have decided the decision of the directors was a correct one. That is beyond our jurisdiction and ability. We are merely saying that the decision is one properly before the directors and the motives alleged in the amended complain show no fraud, illegality, or conflict of interest in their making of that decision.”

· Complaint didn’t even allege damage to the corporation, no allegation of a net benefit to the corporation from night lights/night games. 

· Calculations didn’t include costs of maintence of lights and other increases in operating costs, just the costs of installation.

· Kamin v. American Express (NY 1976) (BJR Applies) (dividends)

· AmEx had bought shares of DLI, which had lost most of their value

· Distributed those shares to Amex shareholders as a dividend instead of selling them at a loss and using it as a tax writeoff

· So don’t have to record that loss (thus higher accounting profits)

· But have to pay more taxes

· Summary Judgment for defendants. BJR applies.

·  “The question of whether or not a dividend is to be declared or a distribution of some kind should be made is exclusively a matter of business judgment for the Board of Directors.”

· “The Court will not interfere unless a clear case is made out of fraud, oppression, arbitrary action, or breach of trust”

· “A complaint which alleges merely that some course of action other than that pursued by the board of Directors would have been more advantageous gives rise to no cognizable cause of action.”

· No Waste
· Plausible reason for the action

· Taking a capital loss instead of dividend would show up on the financial statements

· This could scare off the investors

· No duty of care issue:

· Board carefully considered the plaintiff’s proposal, were aware of the impacts

· No duty of loyalty issue

· 4 of 20 directors were officers/employees with incentive based compensation, so overstating earnings through the dividend might have boosted there pay

· But no claim that the four directors dominated or controlled the board

· Smith v. Van Gorkom (Del. Sup. Ct. 1985) (breach of duty of care)

· Van Gorkom, CEO of Trans Union, wants to cash out his stock, decides on a price of $55/hard, based on feasibility study that said $50 would be easy and $60 hard.

· Van Gorkom negotiated the $55/share buyout with Pritzker in a week
· Had been trading at $30-$40 a share
· Van Gorkom was approach mandatory retirement age of 65
· So might have different interests than other shareholders, though court doesn’t seem to care
· For the court, no finaical conflict of interest since the directors aren’t getting something disproportionate compared to what the other shareholders get (they all get $55/share)
· Holding: Board breached duty of care

· Determination of whether a business judgment is an informed one turns on whether the directors have informed themselves “prior to making a business decision, of all material information reasonably available to them.”

· No protection for directors under the business judgment rule who made “an unintelligent or unadvised judgment.”

· “We think the concept of gross negligence is the proper standard for determining whether a business judgment reached by the board was an informed one.”

· Duty of care breached so no BJR

· And failed to disclose all material information such as a reasonable stockholder would consider important in deciding whether to approve the Pritzker offer
· Judgment for plaintiffs, go right to damages

· Damages to the extent the fair value of the shares exceeds $55

· Business judgment rule “is a presumption that in making a business decision, the directors of a corporation acted on an informed basis, in good faith and in the honest belief that the action taken was in the best interest of the company.”

· What the board did

· Board approves merger after 2 hour meeting
· With no prior notice
· No written documentation—merger agreement wasn’t there to review
· Van Gorkom didn’t disclose where the $55/share value came from
· (Came from a leveraged buyout calcualation that ignores many aspects of valuation)
· Board primarily relived on Van Gorkom’s 20 minute oral presentation
· And Van Gorkom didn’t read the agreement either
· No outside investment advice
· Didn’t ask questions about tax impact on shareholders
· Or about 1m share grant to Pritzker
· Board’s defenses—weren’t enough

· There was a premium over the market price
· But no sound valuation information so can’t access the fairness of the offering price
· Market test (other bidders) here wasn’t sufficient
· Accelerated timeframe and Trans Union could only pull out if they had a firm offer
· And Trans Union couldn’t actively solicit offers or furnish private information to other bidders
· Shareholder ratification doesn’t apply here since it wasn’t an informed vote. 
· Board also argues they had many collective years of experience and knew the business well so were qualified to make quick informed business decisions
· Ways to improve the board process

· Prior notice
· Have someone read the merger agreement
· Get an independent valuation by investment bank

· Even though they’ll basically always say it’s a good and fair deal since the Board likes its it and selects the bankers
· Does process do anything though

· Cynical view: process is just theater
· But maybe
· A signal Board wants the deal
· Helps if some decisions makers are prone to hasty decisions

· Helps if deal turns out to be bad but not immediately obvious

· Cinerama v. Technicolor (Del. 1995) (distinguishing Van Gorkom)

· Ronald Perelman acquired  Technicolor at a price of $23 per share (pre-offer market price was $11 per share)

· Cinerama was a Technicolor shareholder and opposed the acquisition.

· Chancery Court in the action for rescission found Technicolor board violated duty of care

· Facts were similar to Van Gorkom
· CEO made the deal in effect and then presented it to the aboard, which approved it without adequate information or deliveration and without a market check

· CEO had done a better job though, bargained hard and hired experts who supported the fairness of the deal for Technicolor.

· Reversed and remanded.

· On remand Chancery Court found defendant had met its burden of proving entire fairness and dismissed the action. Affirmed on appeal.

· On appeal in Cinerama v. Technicolor (1995), Delaware Supreme Court distinguished Van Gorkom
· CEO consistently sought the highest price the buyer would pay

· CEO was better informed about the strengths and weaknesses of Technicolor than anyone else

· CEO and later the board was advised by very good firms

· Price was very high compared to market (more than 100% premium) and compared to the premiums in comparable transactions around that time

· While company wasn’t shopped, no indication in the record that more money was possible from the buyer or from anyone else. 

· No insuperable financial or legal barrier to an alternative buyer

· Francis v. United Jersey Bank (NJ 1981)
· Not a corporate level decision, so not about BJR. Is about if a director faithfully executed their duty of care.
· Pritchard & Baird is a reinsurance broker, insurance companies give them money to be put in a trust and then it goes to the reinsurers.

· Mrs. Pritchard was largest shareholder and a director. Her two sons owned the rest of the shares and were directors

· The sons withdrew millions in “loans” from the company before it want bankrupt

· They’d write notes saying they owe the company that much money.

· So on balance sheet, assets side: cash goes down, amount owned in loans goes up by the same amount

· Thus funds were supposed to be in a trust for clients

· Holding: Mrs. Pritchard’s estate is personally liable, she violated her duty of care. Three requirements for personal liability here
· Duty
· Normally directors just owe a fiduciary duty to stockholders, and not to creditors outside of insolvency.

· But here have a duty since held other’s funds in a trust.

· Breach: reasons for finding

· She knew virtually nothing about the business nor how reinsurance worked

· Didn’t even make the “slightest effort to discharge any of her responsibilities as a director”

· Mrs. Pritchard had a right to rely on financial statements prepared in accordance with law but such reliance doesn’t excuse her conduct because those statements disclosed on their face the misappropriations of trust funds.

· Cursory reading of the financials would show the misappropriation. 

· Proximate Cause (of the client’s losses)

· Director can usually absolve themself from liability by informing other directors of the impropriety and voting for the proper course of action

· Though here she had a duty to take all reasonable action to stop the continuing conversion.

· Mrs. Pritchard didn’t resign until just before bankruptcy

· Her negligence was a substantial factor contributing to the loss

· Court says Mrs. Pritchard would’ve noticed this if she had been paying attention.

· Policy: Don’t want to impose too high a standard on directors or wouldn’t be able to find qualified directors willing to work.

· Or would have to pay far more for directors

· Director’s duties:

· “Generally directors are accorded broad immunity and are not insurers of corporate activities.”

· NJ statute makes it incumbent upon directors to “discharge their duties in good faith and with that degree of diligence, care and skill which ordinarily prudent men would exercise under similar circumstances in like positions.

· As a general rule, “a director should acquire at least a rudimentary understanding of the business of the corporation.”

· “Directorial management does not require a detailed inspection of day-to-day activities, but rather a general monitoring of corporate affairs and policies.”

· “Directors are under a continuing obligation to keep informed about the activities of the corporation.”

· “Directors may not shut their eyes to corporate misconduct and then claim that because they did not see the misconduct, they did not have a duty to look”

· “While directors are not required to audit corporate books, they should maintain familiarity with the financial status of the corporation by a regular review of financial statements.”

· Review of financial statements may give rise to a duty to inquire further into the matters revealed by those statements. Upon discovery of an illegal course of action, a director has a duty to object, and to resign if the corporation doesn’t correct the conduct. 

Business Judgment Rule Cases—Duty of Loyalty

· Bayer v. Beran (NY 1944)

· Dreyfus is CEO and director or Celanese, married to Tennyson

· Celanese launches an advertising campaign via a radio variety program, hires Tennyson, a singer, for it

· She gets a decent amount of money and exposure for this

· CEO does profit disproportionately

· Waste/negligent in selecting the type of program fails, BJR covers that.

· Not per se void. 

· Complaint dismissed.

· No BJR—have a dominant director with a possible conflict of interest
· “The business judgment rule, however, yields to the rule of undivided loyalty. This great rule of law is designed to avoid the possibility of fraud and to avoid the temptation of self-interest.”

· Includes in its scope “every situation in which a trustee chooses to deal with another in such close relation with the trustee that possible advantage to such other person might influence, consciously or unconsciously, the judgment of the trustee.”

· CEO profits disproportionately (more than other shareholders) through his spouse.

· Court applies what today would be called the Entire Fairness test

· Dealings of a director with the corporation for which he is a fiduciary may produce a conflict between self interest and ficudiary obligation.

· So they “are, when challenged, examined with the most scrupulous care, and if there is any evidence of improvidence or oppression, any indication of unfairness or undue advantage, the transactions will be voided”

· Burden on director to prove good faith of the transaction and show the inherent fairness from the viewpoint of the corporation.
· It passes the entire fairness test, so no fiduciary duty was breached

· Program wasn’t designed to subsidize the career of Miss Tennyson

· “Advertising served a legitimate and a useful corporate purpose and the company received the full benefit thereof.”

· Nothing to show some other singer would’ve made the program better

· No suggestion it’s inefficient or the cost is disproportionate

· Miss Tennyson’s compensation was in conformity with that paid for comparable work

· Miss Tennyson received no undue prominance

· There was no formal Board meeting to vote on the contract, but CEO did talk with all the board members one on one informally, they all agreed to it.

· See Rules governing the Board, above.

· Here also have an ex post ratification by the Board when it approved renewing the contract.

· BJR

· “Questions of policy of management, expediency of contracts or action, adequacy of consideration, lawful appropriation of corporate funds to advance corporate interests, are left solely to their honest and unselfish decision, for their powers therein are without limitation and free from restraint, and the exercise of them for the common and general interests of the corporation may not be questioned, although the results show that what they did was unwise or inexpedient.”

· Benihana of Tokyo v. Beinhana (Del 2006)

· Founder controls BOT and a large amount of subsidiary Benihana.

· Benihana needs money to expand

· Abdo, director of Benihana, also holds 30% of the shares of BFC and is a BFC director.

· Benihana’s board negotiates with Abdo (representing BFC)

· Board was told BFC was the potential buyer, Abdo made a presentation on behalf of BFC, then left the meeting

· Trial court found board didn’t know Abdo had negotiated the deal on BFC’s behalf, but did know that Abdo was a principal of BFC

· Board approved the deal subject to receipt of a fairness opinion.

· Board got a fairness opinion from a banker

· There were some alternative offers but banker said all were inferior

· BFC invests in Benihana in return for preferred stock

· Was convertible into common stock, and (unusually) gave the preferred stockholders the right to put someone on the board plus “as if converted” voting rights

· This pushed BOT’s voting control from a little over 50% to a smaller share

· After BOT sues, Board again votes to approve the transaction

· 144(a)(1) safe harbor met
· Abdo was the only conflicted director, wasn’t a controlling or dominant shareholder unlike Bayer.

· Ratification by a majority of informed, disinterested directors preserves the BJR by getting around the duty of loyalty exception

· Was clear Abdo was BFC’s representative in the transaction, even though not explicitly said that Abdo negotiated the deal

· So avoid the entire fairness test

· Dilution of BOT’s voting power was permissible since it wasn’t the sole or primary purpose.

· “Corporate action…may not be taken for the sole or primary purpose of entrenchment.”

· But trial court found the primary purpose was to provide “what the directors subjectively believed to be the best financing vehicle available for securing the necessary funds to pursue the agreed upon Construction and Renovation Plan”

· See this type of claim again in Blasius
· No confidential information issue
· Abdo is a director, can’t give confidential information to an adverse party.

· But not an issue here.

· No evidence Abdo used any confidential information against Benihana.

· Abdo knew the terms a buyer could expect to obtain in a deal like this.

· And they had negotiation where Benihana got what it wanted for the most important terms.

· Abdo didn’t set the terms of the debate, didn’t deceive the board, and didn’t dominate or control the other directors’ approval

· Broz v. CIS (Del 1996) (corporate opportunities)

· Broz wears two hats.

· Sole shareholder of RFB

· Director of CIS

· CIS was in financial trouble, was selling licenses and didn’t want to buy more, and was ultimately acquired by PriCellular

· Broker was trying to sell the cellular license, tells Broz about it in his individual capacity.

· Broz asks 3 CIS directors individually, all say not interested

· PriCellular wants to buy this, has CIS sue Broz after the acquisition

· Broz ends up outbidding PriCelluar for it

· A corporate opportunity exists where:

· Corporation is financially able to take the opportunity

· Opportunity is in the corporation’s line of business and is of practical interest

· Corporation has an interest of expectancy in the opportunity

· Embracing the opportunity would create a conflict between director’s self-interest and that of the corporation

· (This last one will almost always follow from the first three)

· Policy: Don’t want a rule that states a director can never take an opportunity from the company. 

· Then people wouldn’t be willing to serve on boards of other companies.

· Holding: No breach of a fiduciary duty, opportunity wasn’t taken from company
· 1st prong not met, CIS wasn’t financially able to take it

· 3rd prong not met: CIS directors all said they weren’t interested in buying the license

· Some after the fact at trial, some when Broz talked to them

· Talking to them isn’t as good as presenting it to the board, but tends to show Broz wasn’t acting in bad faith

· Because not all the prongs were met, Broz didn’t need to present the opportunity to the Board
· But should do this anyway, having them vote to allow you to take the opportunity creates a safe harbor for the director in case the corporate opportunity rule applies

· Prospective buyers don’t count in determining if there’s a corporate opportunity

· Even though PriCellular had an interest in the license, the acquisition was only speculative.

· So no breach of a duty by Broz even though if CIS had blocked Broz, PriCeullar would’ve paid more for CIS

· Broz had no duty to consider the contingent and uncertain plans of PriCellular

· Sinclair Oil Corp. v. Levien (Del 1971) (Dominant Shareholders, dividends, corporate opportunities)

· Sinclair owns 97% of the stock of its subsidiary Sinven, which is engaged in petroleum operations in Venezeula)

· Sinclair dominates Sinven and so owes it a fiduciary duty to the minority shareholders
· If there wasn’t domination, then the minority Sinven shareholders wouldn’t be able to sue the controlling shareholder.

· Sinclair nominates all members of the board, almost all of which were officers/directors/employees of Sinclair companies.

· Because of domination, can attribute bad board decision making to the controlling shareholder.

· Merely electing them all may or may not be enough for domination.

· But electing and employing them is enough.

· Sinclair owns 100% of International, another subsidiary, which buys products from its other subsidiaries.

· Holding 1: Sinclair causing Sinven to pay out legal but very large dividends doesn’t raise a duty of loyalty issue. BJR applies.

· DGCL 170a “The Directors of every corporation…may declare and pay dividends upon the shares of its capital stock.”

· “Motives for causing the declaration of dividends are immaterial unless plaintiff can show the dividend payments resulted from improper motives and amounted to waste.”
· All shareholders get the same value per share.

· Plaintiffs claimed Sinclair was sacrificing the long term prospects of Sinven by paying out large dividends because Sinclair needed cash then.

· However, dividends can raise a duty of loyalty issue when it’s essentially self dealing, requiring going to the entire fairness test in some cases.

· Eg. Parent dominates subsidiary and its board, subsidiary has two classes of stock.

· Class A owned by parent

· Class B owned by minority stockholders

· Declaring a dividend on class A stock only might be self-dealing so go to entire fairness.

· Holding 2: No corporate opportunities issue, Sinclair usurped no business opportunity belonging to Sinven. Court respects the way Sinclair chose to divide up opportunities (based on geography). BJR applies to the decision of which subsidiary should develop the new opportunities, absent a showing of gross and palpable overreaching.

· Sinclair bought oil fields in various places but didn’t have them developed by Sinven.

· Court says that “no evidence indicates a unique need or ability of Sinven to develop these opportunities”

· And plaintiff proved no business opportunities which came to Sinven independently and which Sinclair either took to itself or denied to Sinven. 

· Delaware allows corporations in their articles of incorporation to waive the corporate opportunity doctrine (common with VCs, they have the companies they invest in waive the doctrine).

· Holding 3: Liability for breach of contract claim. 

· Sinclair’s act of contracting with its dominated subsidiary was self-dealing. 

· Sinclair breached by not following the contract between Sinven and International.

· Sinclair had the Sinven board not sue to enforce the contract. 

· This isn’t proportionate.

· Sinven shareholders take all the loss (so only 97% of the loss goes to Sinclair)

· While Sinclair owns 100% of the benefits since they own all of International.

· Sincalir failed to prove the entire fairness of this to the minority shareholders. 

· So there is liability because

· Corporate decision; controlling shareholder who dominates the board; something disprotportionate.

· Thus outside BJR

· No ratification, so go to entire fairness

· And fails entire fairness.

· Parent does owe a fiduciary duty to its subsidiary when there are parent-subsidiary dealings. But this isn’t enough to evoke the intrinsic fairness standard, which will only be applied when the fiduciary duty is accompanied by self-dealing (eg. when the parent is on both sides of the transaction)

· “Self-dealing occurs when the parent, by virtue of its domination of the subsidiary, causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority stockholders of the subsidiary”

· Zahn v. Transamerica (3d Cir 1947) (to whom is the duty of loyalty owed, how much flexibility over their capital structure is the company allowed)

· Phillip Morris offers to buy Axton Fisher’s tobacco for a high price.

· Axton Fisher plans to do this and liquidate the company after redeeming its class A stockholders.

· Complaint says class A stockholders didn’t know about the high value of the tobacco

· TransAmerica owes 2/3rds of the Class A shares and almost all the Class B shares. 

· Majority of Board is elected by TransAmerica, must of it is officers or agents of Transamerica.

· TransAmerica dominates Axton Fisher

· Class A shares

· Can be called at any time (have to sell share to company) for $60/share plus unpaid dividends

· Get twice as much in liquidation as Class B

· Can be converted into class B shares at option of the holder

· So acts like preferred stock

· At low values, neither call nor conversion will be used

· In mid range call will be used, but won’t convert

· At high range, will be called but then convert

· So A gets more than B unless the value is high enough and then both get the same

· Class B shares get half the liquidation dividend but are not callable and are not convertible.

· Class A shareholders say redeeming them is disproportionate, benefits Class B stockholders more, and so benefits TransAmerica at the expense of the minority shareholders.

· Reversed lower court ruling for defendant. Remanded for trial. 
· If the directors had been disinterested, they would’ve been entitled at any time to call the Class A stock for redemption even at the benefit of the Class B stock holders. 

· When a stockholder is voting strictly as a stockholder, he may has the legal right to vote with a view of his own benefits and to represent himself only, but that when he votes as a director he represents all the stockholders in the capacity of a trustee for them and can’t use the office of director for his personal benefit at the expense of the stockholders. 

· In the followup case, Speed v. Transamerica, court holds that the duty isn’t owed to both the Class A and Class B but rather to the most residual claimant (the most junior class) which is the Class B shareholders. So company has an obligation to convert the class A shares here. 

· So that opinion says there can only be a duty to one class of shareholders. But it would be less clear in some other situation where there are two very similar classes of shareholders, then maybe do have a duty to both would be hard to say. 

· Application: disinterested board would’ve called Class A, but disclosed the intent to liquidate and the value of the inventory, so Class A shares would’ve converted.

· Not doing the call would give the Class A shareholders a windfall at the direct expense of the class b shareholders.

· District court found Transamerica liable in tort for fraud and deceit based on its deceptive concealment of the great appreciation in the value of the tobacco holdings and its secret intention to capture that appreciation for itself to the exclusion of public stockholders. 

Business Judgment Rule Cases—Ratification (director loyalty conflict, shareholder ratification)

· Fliegler v. Lawrence (Del 1976)

· No controlling shareholder.

· Agau Director Lawrence, in his individual capacity, acquires property.

· Transfers property to USAC.

· Agau gets a long term option to acquire USAC for 800k shares, which it exercises.

· The corporate decision is to acquire USAC for 800k shares.

· So raises a loyalty/self dealing issue

· Lawrence is an Agau director

· Lawrence owns a bunch of USAC’s stock

· So need ratification to avoid entire fairness

· One option would be to add new directors (in practice 2) and have the disinterested directors vote on the deal

· The other is shareholder ratification

· Holding: shareholder ratification requires a majority of the outstanding disinterested informed shares.

· And shareholder ratification of an interested transaction “shifts the burden of proof to an objecting shareholder to demonstrate the terms are so unequal as to amount to a gift or waste of corporate assets.”

· Shareholders vote yes, but only 1/3rd of the disinterested shareholders vote, so test not met.
· Goes to entire fairness test
· Court finds it passed that test since the company did receive something of value.
· Said an independent corporation in Agau’s position would’ve done the same
· In re Wheelabrator (Del Ch 1995)
· Waste owns 22% of WTI, elected 4 of its own directors (out of 11 on the board)
· Corporate decision: merger in which Waste would get another 33% of the stock
· The independent unanimously approved the merger. 
· Reviewed agreement and materials from bankers. Bankers/attorneys declared transaction fair in their presentations.
· And majority of WTI shareholders not counting waste approved the merger, proxy statement explained what was going on.
· Disclosure claim—summary judgment for defendants
· “Delaware law imposes upon a board of directors the fiduciary duty to disclose fully and fairly all material facts within its control that would have a significant effect upon a stockholder vote.”

· The plaintiff’s only evidence of breach was that directors only met for 3 hours but the proxy said they carefully considered the financial, business and tax aspects.
· Meeting had bankers and outside counsel giving presentations and asking questions
· And the companies had a close business relationship so can infer WTI’s directors had substantial working knowledge of Waste
· Duty of Care Claim: Shareholder ratification (majority of informed, disinterested, outstanding shares) extinguished this, go back to BJR.
· Duty of Loyalty Claim Against Directors: Shareholder ratification (majority of informed, disinterested, outstanding shares) extinguished this, go back to BJR.
· So burden would be on the plaintiffs to show waste.

· See DGCL 144(a)(2)

· Duty of Loyalty Claims Against Controlling Shareholders (dicta since haven’t yet shown Waste is a controlling shareholder pre merger)

· Often comes up in parent subsidiary mergers which condition the merger on receiving approval from a majority of minority stockholders.

· “In a parent-subsidiary merger, the standard of review is ordinarily entire fairness, with the directors having the burden of proving the merger was entirely fair.”

· This applies with de facto controlling shareholders and non-mergers too.

· But no evidence here that Waste is a controlling shareholder. So BJR applies with burden on plaintiffs.

· Fully informed vote by the majority of outstanding disinterested shareholders shifts burden of proof to plaintiff to show unfairness.

· So in entire fairness with or without shareholder ratification.

· Policy: Ratification does less for controlling shareholder than for duty of care/loyalty vs. Directors because more ways for a controlling shareholder to hurt the majority shareholder

· E.g. cut off dividends, which is judged by BJR as long as they don’t say anything stupid like Henry Ford did.

· While if directors cut off dividends, shareholds can replace them.

Business Judgment Rule Cases—Good Faith

· In re The Walt Disney Co. Derivative Litigation (Del 2006)

· Eisner Chair/CEO of Disney wants to hire Ovitz, who was making $20-$25m a year as president, 5 year contract.

· Ovitz was terminated, without cause, after 14 months.

· Severance package was worth $140m.

· Holding: No liability on any claim, for any defendant.

· Claims against Disney were breach of duty of care and good faith by approving the employment agreement with the no fault termination payment provision, and by actually making the payment

· And that the payment was waste

· Ovitz’s duties to Disney (alleged he violated them by accepting the no fault termination clause and payment)

· No fiduciary duty, Ovitz wasn’t a fiduciary when the key provisions were negotiated. 

· Wasn’t the president yet and wasn’t a de facto officer either.

· De factor officer is “one who actually assumes possession of an office under the claim and color of an election or appointment and who is actually discharging the duties of that office, but for some legal reason lacks de jure legal title to that office.”

· (From class: Generally fiduciary agents don’t owe a duty to the company with regards to their own compensation, can bargain at arm’s length)

· Duty of care claim regarding compensation committee’s decision to approve the employment agreement
· Gold standard: analysis of what the compensation would be for given termination times and different stock prices by a compensation expert. The expert or a knowledgeable committee member explains it to the committee.

· Process was good enough: compensation committee knew how much he’d earn by staying at his old job for the next 5 years, and the termination payment is in the same ballpark.

· And they knew what he’d get for termination after a year

· And they knew about the potential magnitude of the entire severance package, including the options

· Knew the key terms of the agreement and all material facts.

· Court seems pretty lenient

· Good faith claims against Disney directors
· Need this to go after director’s personal assets, couldn’t for just duty of care violation

· 2 ways to get bad faith—(court says this isn’t an exclusive list and that they are non-exculpable and non-indemnifiable under 102b7)

· Subjective bad faith: “Fiduciary conduct motivated by an actual intent to do harm”

· No allegation that occurred here.

· Eg. a video showing directors saying they were hiring Ovitz to hurt Disney

· “Intentional dereliction of duty, a conscious disregard for one’s responsibilities”

· Examples:

· Fiduciary intentionally acts with a purpose other than that of advancing the best interests of the corporation

· The fiduciary acts with the intent to violate applicable positive law

· Fiduciary intentionally fails to act in the face of a known duty to act.

· Lack of due care: “fiduciary action taken solely by reason of gross negligence and without any malevolent intent.”

· Gross negligence (including a failure to inform one’s self of available material facts) without more, cannot constitute bad faith.

· No breach of a fiduciary duty in concluding there was no cause to fire Ovitz. Chancellor determined independently this was the case.

· Waste claim
· “To recover on a claim of corporate waste, the plaintiffs must shoulder the burden of proving that the exchange was so one sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration. A claim of waste will arise only in the rare, unconscionable case where directors irrationally squander or give away corporate assets. This onerous standard for waste is a corollary of the proposition that where business judgment presumptions are applicable, the board’s decision will be upheld unless it cannot be attributed to any rational business purpose.”

· Test: rationality at the time decision was made (ex ante)

· Here they are getting a highly qualified and well paid person to come work for Disney, this is rationally related to Disney’s goals, needed this to induce Ovitz to leave his job and thus give up a lot of guaranteed income

· “The payment of a contractually obligated amount cannot constitute waste, unless the contractual obligation is itself wasteful.”
· So no waste even though plaintiff’s argue it incentivizes Ovitz to quit early (severance package only comes about if Disney unilaterally fires Ovitz without cause)

· Stone v. Ritter (Del 2006)

· Employees failed to comply with the law requiring bank employees to file Suspicious Activity Reports and comply with anti money laundering regulations. Company gets fined.

· Is Board of Directors liable for bad faith?

· No. Complaint dismissed.

· Even though there were bad outcomes (some suspicious activity reports weren’t filed), there wasn’t bad process: the monitoring procedures were good enough.

· Bad outcomes (regulatory liability) doesn’t mean good faith

· KPMG report said they had pretty good process

· Court here upholds Caremark duties.

· But very hard to show directors violated the Caremark standard

· Court says this is good since it’ll make it easier to find high quality directors

· “Generally where a claim of directorial liability for corporate loss is predicated upon ignorance of liability creating activities within the corporation…only a sustained or systematic failure of the board to exercise oversight—such as an utter failure to attempt to assure a reasonable information and reporting system exists—will establish the lack of good faith that is a necessary condition to liability”

· The requirement to act in good faith is a subsidiary element of the fundamental duty of loyalty.

· “The fiduciary duty of loyalty is not limited to cases involving a financial or other cognizable conflict of interest. It also encompasses cases where the fiduciary fails to act in good faith.”

· Caremark articulates the necessary conditions predicate for director oversight liability

· A. The directors uttely failed to implement any reporting or information system or controls;

· Or B. having implemented such a system or controls, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of the risks or problems requiring their attention. 

· “In either case, imposition of liability requires a showing that the directors knew that they were not discharging their fiduciary obligations. Where directors fail to act in the face of a known duty to act, therey demonstrating a conscious disregard for their responsibilities, they breach their duty of loyalty by failing to discharge that fiduciary obligation in good faith.”

· Application:

· AmSouth’s board dedicated considerable resources to the BSA/AML compliance program and put in places numerous procedures and systems to attempt to ensure compliance. 

· Had a BSA officer, a BSA/AML compliance department, a corporate security department, and a suspicious activity oversight committee. 

· KPMG Report reflects that directors discharged their oversight responsibility to establish an information and reporting system and showed that the system was designed to permit the directors to periodically monitor AmSouth’s compliance. 

· AmSouth’s Board enacted written policies and procedures designed to ensure compliance with BSA and AML regulations.

Derivative Suits

Derivative Suits Overview

· So to get recovery:

· Need to get through demand excused or refused

· In demand excused scenario then need to beat back SLC

· Then still need to win on BJR on the underlying claim

· Very hard. So other methods for the shareholders to control the directors are voting and the market for corporate control.

· Hard to see an example of something that harms the corporation but not the shareholders

· Reverse is easy: voting rights or conversion rights

· And plenty of things harm both, eg. bad pricing decision

· Two main kinds of derivative lawsuits brought (to simplify)

· Shareholder thinks there’s something that is actually wrong and wants that remedied

· Professional plaintiff’s attorneys bring suits to get money, even if the claim is meritless might be able to get a settlement

· Settlements
· In only half of settlements are there financial recoveries

· Instead see thing like corporate governance reform, or corporation agrees to send its directors to training camp

· But attorney’s win fees 90% of the time

· Settlement often paid by insurance company, though company will face higher premiums

· Examples of who the real party in interest is

· For plaintiff’s the real party in interest in a derivative action often is the attorney. So see non-monetary settlements with generous attorney’s fees. Eg. In re General Tire and Rubber Company Securities Litigation (6th Cir 1984), company and its subsidiary engaged in corporate improprieties and apparent illegalties. In addition to derivative actions the SEC brought a case as well. Derivative actions were settled for $500k in fees to the plaintiffs’ attorney and a seemingly useless agreement (since the company would still have absolute control of the subsidiary) that the company would appoint to the subsidiary’s board two outside members for three years. 

· Sometimes have individual recovery though, eg. Lynch v. Patterson, Patterson owned 30 percent of the consulting business, the other two owned 35% each and after Patterson quit working there those two increased their own pay and gave themselves $266k in excess compensation. 

· Patterson filed a derivative action to recover the excess compensation, and was awarded 30% of the $266k. 

Marx v. Akers (N.Y. 1996)

“(1) Demand is excused because of futility when a

complaint alleges with particularity that a majority of

the board of directors is interested in the challenged

transaction. Director interest may either be selfinterest

in the transaction at issue …, or a loss of

independence because a director with no direct

interest in a transaction is ‘controlled’ by a selfinterested

director.

2) Demand is excused because of futility when a

complaint alleges with particularity that the board of

directors did not fully inform themselves about the

challenged transaction to the extent reasonably

appropriate under the circumstances.”

“(3) Demand is excused because of futility when a

complaint alleges with particularity that the

challenged transaction was so egregious on its face

that it could not have been the product of sound

business judgment of the directors
Derivative Suits Policy

· Overarching goal
· Balance between blocking frivolous suits (eg. strike suits) and allowing meritorious lawsuits to go forward
· Auerbach (NY) and Zapata (DE) show different balances on this. 

· Balance preserving the discretion of directors to manage a corporation without undue interference with permitting shareholders to bring claims on the corporation’s behalf when it’s evident that directors will wrongfully refuse to bring such claims. 

· All shareholders won’t always have the same interests

· That’s not a fiduciary interest issue since shareholders don’t owe duties to other shareholders except for a controlling shareholder who dominates the board, they can’t get something disproportionate in a financial sense, eg. Sinclair 

· When not seeking monetary damages, the risk of settlement due to a frivolous lawsuit is lower, so less of a need for the high requirements of a derivative lawsuit

· Eg. the abdication claim in Grimes (direct claim, just seeking declaratory relief)

· Even though the damage to the shareholder is possible damage to the share value from less oversight, which would normally be derivative

· Demand requirement policy
· Possibly avoids litigation entirely if it can be resolved through intracorporate remedies

· If litigation is beneficial, the corporation can control the proceedings

· Why make it harder to bring a derivative lawsuit?

· Most of the cases settle

· Costs mount for defendant as lawsuit moves forward, esp. once trial starts.

· Defense costs, depositions, bad publicity.

· So most companies will stick it out to the motion to dismiss and settle if they lose there

· High requirements for the derivative suit make it easier for defendants to win the motion to dismiss.

· Because of the high costs of defending even a frivolous suit, there’s a higher risk of frivolous litigation

· Higher risk of frivolous litigation for monetary damages

· One reason it’s okay to make court review of business decisions weak (eg. SLC context) is that there are other ways to deal with bad managers

· Shareholder voting

· Market for corporate control

· And courts lack expertise to judge if a business decision is good anyway.

Timelines

· Normal non-derivative suit

· Underlying Transaction (1)

· Filing

· Motion to Dismiss—BJR applies to (1)

· Typically no discovery before motion to dismiss decided

· Summary Judgment Motion—BJR applies to (1)

· Typically have discovery

· Derivative Suit

· Underlying Transaction (1)

· Judged by BJR (unless exception applies)

· Filing—Demand excused or Demand Made and Refused (Decision 2)

· Decision 3 is decision by corporation to seek dismissal once they get control

· These decisions may have different board compositions than Decision 1

· Motion To Dismiss

· Summary Judgment

Derivative Suits Flowchart

· Direct or Derivative:

· If Direct, plaintiff sues directly

· If Derivative, demand futility?

· If Demand Excused:

· Plaintiff Sues

· SLC Cases

· If Demand Required, did plaintiff make demand

· If No: Suit likely stayed until P makes demand

· If Yes, Is Demand Refused?

· If No: Board Sues as requested

· If Yes, Is Refusal Wrongful?

· If No: Suit terminates

· If Yes: Plaintiff Sues

Derivative Suits Key

· Any derivative suit involves two lawsuits

· Step 1: Suit in equity to compel corporation to sue someone, usually it’s current or former directors and officers
· In theory can be used to force company to sue a third party
· In practice this will fail on BJR grounds absent something like a conflict since they’re directors of that third party company too.
· Step 2: Lawsuit by corporation as plaintiff against that someone
· The three decisions

· Underlying decision
· Company decided to hire CEO’s spouse, build factory, etc.
· Decision about the lawsuit, whether to file it or not
· Decision about how the litigation should proceed after demand is excused, including the decision to dismiss
· Direct/Representative vs. Derivative

· Direct vs. derivative is only for situations where the corporation can be the plaintiff, someone suing the company for damages wouldn’t count
· General rule—special injury doctrine
· Derivative if the harm to shareholders is that the share price is lower as a result of the decision
· Direct if it’s an injury to special shareholder rights
· Eg. voting rights
· Most common claim is disclosure, had a vote without adequate disclosure
· Delaware rule (rejects special injury test) from Tooley v. Donaldson (Del 2004)
· Two prong test to determine is shareholder’s claim is derivative or direct
· Who suffered the alleged harm, the corporation or the suing stockholders (individually)
· Who would receive the benefit of any recover or other remedy, the corporation or the stockholders
· Has morphed into what kind of recovery:
· If seeking merely declaratory judgment: more likely to be direct
· If seeking damages: more likely to be derivative
· Eisenberg v. Flying Tiger (2nd Cir 1971) (direct suit)
· Flying Tiger does a reorganization, merges into wholly owned subsidiary of a wholly owned subsidiary, shares in the original, non surviving company are extinguished and get shares in the middle company.
· So now shareholders own shares in the parent company instead of the operating business, so can’t vote directly on the operating business
· Plaintiff says this dilutes his voting power
· Sues for injunction
· Suit was direct

· Under the statute NY statute, suits are derivative only if brought in the right of a corporation to procure a judgment “in its favor”
· Harm is to the harm to P’s voting rights
· Rather than the formalistic argument that he’s harmed by the company no longer existing, so have to bring that company back to life to undo the harm, so derivative
· So doesn’t have to post security bond for the corporation’s costs (Would if derivative in this state)
· Examples:
· ABC Corp contracts with Jones, Jones breachs, ABC doesn’t sue
· Shareholder of ABC Corp can’t sue Jones directly
· Jones owe not duty to the shareholder as such
· Breach didn’t injury shareholder directly
· Recovery goes to corporation
· Is derivative

· Treasurer embezzles the corporation’s money, stock price goes down
· Can’t sue directly, just derivatively

· Shareholder’s loss is derivative of the corporation’s loss
· Board sells 80% of it’s assets to an unaffiliated purchaser. 
· State law requires a vote for “substantially all” of a corporation’s assets, but no vote scheduled because board says it’s not substantially all
· Likely direct

· Involves plaintiff’s voting rights
· Seeking an injunction
· Bennet v. Breuil (Del.Ch. 1953)

· Plaintiff-stockholder can proceed individually on his claim that stock was issued for an improper purpose and entrenchment

· But derivatively on his claim that stock was issued for an insufficient price.

	Example of Direct
	Example of Derivative

	Interference with voting rights
	Uninformed decision making

	Compel dividends
	Conflict of interest transactions

	Enforce stock redemption rights and other specific shareholder rights, eg. conversion rights
	Excessive executive pay

	Possibly when shareholder doesn’t seek damages for the corporation
	Waste

	
	Enforce corporate contract rights with 3rd parties

	Abdication claim in Grimes
	Due Care/Waste/Excessive compensation claims in Grimes


· Demand

· Typically a letter from shareholder to board, asking they sue on some cause of action
· Delaware has no requirement shareholder post a bond
· Decision not to accept the demand is a business decision, corporation could be sued on it if they violate duty of care/loyalty
· So won’t just say no
· Instead consult outside counsel, and study it
· Then almost always say no
· Unless enough turnover that the board is willing to sue some previous directors
· Eg a hostile takeover
· Plaintiff must allege either demand refused or demand futile. Grimes
· “A shareholder filing a derivative suit must allege either that the board rejected his pre-suit demand that the board assert the corporation’s claim or allege with particularity why the stockholder was justified in not having made the effort to obtain board action.”

· Is demand futile? (Independence assessed based on the entire board)
· If so demand is excused, otherwise demand is required. 
· Grimes: Making a demand means waiving the right to claim that demand is excused (even for another legal theory or remedy arising out of the same set of circumstances as set forth in the demand letter)

· But doesn’t waive the right to claim that demand was wrongfully refused. Grimes.

· But by making a demand the plaintiff waived his right to contest the independence of the board. Grimes
· (Class) And if one shareholder fails to get demand excused that binds other shareholders, if there was a court ruling

· Courts haven’t said if demand refusal is binding on other shareholders yet

· Burden on plaintiff. Martha Stewart
· Pleading standard 
· For demand futility, plaintiff must “allege with particularity why the stockholder was justified in not having made the effort to obtain board action,” Grimes
· So need particularized facts

· Possible grounds for alleging demand would be futile:

· Grimes: Reasonable doubt board is capable of making an independent decision to assert the claim if demand were made. 3 typical basis:

· Majority of the board has a material or familial interest

· (Director’s salary isn’t enough to make them conflicted)

· Close relative of someone with a financial interest in the challenged transaction probably makes them not independent

· Majority of board is incapable of acting independently for some other reason such as domination or control

· What counts as independent? See Martha Stewart Below
· Eg. Controlling shareholder in Sinclair
· Naming them as defendants isn’t enough

· Them being all involved in the underlying transaction isn’t necessary enough

· Must plead why with particularity

· Underlying transaction is not a product of a valid exercise of business judgment (eg. care, loyalty, waste, etc)

· (Have to show in a direct suit anyway, but no discovery yet in a derivative suit so harder)

· How to show this: “tools at hand” (Rales)
· This is pre-discovery
· SEC fillings, news reports, results of government investigations, confidential informants, company’s public statements

· DGCL 220 lets shareholder examine certain books and records

· If Demand Refused (Independence assessed based on whatever committee refused)

· “If a demand is made and rejected, the board rejecting the demand is entitled to the presumption of the BJR unless the stockholder can allege facts with particularly creating a reasonable doubt that the board is entitled to the benefit of the presumption.” Grimes.
· “If there is reason to doubt that the board acted independently or with due care in responding to the demand, the stockholder may have the basis ex post to claim wrongful refusal.” Grimes.
· Burden of proof on the plaintiff for demand wrongfully refused claims. Auerbach.
· Easier to get demand futility than demand wrongfully refused (any smart plaintiff will go for demand excused)
· For demand excused, a board that is 4 conflicted 2 disinterested is majority conflicted, so meet the test for demand futility
· Court looks at entire board
· For demand refused, decision is judged by BJR and board will just form a Special Demand Committee of disinterested directors (usually people appointed after the transaction occurred, but since they are handpicked by the current board, expect they won’t sue)
· Special Demand Committee will investigate and hire outside counsel
· Report will then say it’s not in the corporation’s best interest to pursue the suit due to costs, reputational issues, distraction to executives etc.
· This gets around the duty of loyalty issue the majority of the board might have
· So making a demand usually means plaintiff loses
· If Demand is excused, Board terminates suit via Special Litigation Committee

· Test more generally is for who controls the lawsuit

· Board might want to take control of the litigation to settle, or because it thinks it’s attorneys are better

· In practice board takes control in order to move to terminate. 

· This works even for waste/illegality
· SLC just says costs will exceed recovery
· Process
· Board creates new seats using bylaws
· Board then gets to appoint people until the next election
· Picks people who
· Have no familial relationship with a director
· Isn’t being otherwise paid by the company
· Is likely to rule in your favor
· Board creates SLC
· DGCL 141(c) lets the board delegate any and all of its powers and authorities to a committee.
· Hires experts counsel, reviews documents carefully, interviews directors involved, etc.
· Then says pursuing the suit isn’t in the company’s best interests
· Because claims without merit/costs (attorney fees, reputational costs, executive time/distraction) exceed recovery
· Auerbach (NY) standard (different than Zapata):
· Standard of review for board’s decision to take control of lawsuit is BJR with burden on company

· (For demand wrongfully refused burden on plaintiff)
· This is true as long as the directors on the SLC were disinterested and independent

· Standard of review for SLC’s selection of procedures/methodologies

· Policy: courts are better equipped to review this than the substantive decision
· Court can inquire as to the adequacy and appropriateness of the committee’s investigative procedures and methodologies but can’t trespass into the domain of business judgment under the guise of considering those factors.

· “Those responsible for the procedures by which the business judgment is reached may reasonably be required to show that they have pursued their chosen investigative methods in due faith.”

· If the investigation is so restricted in scope, so shallow in execution, or otherwise so pro forma as to constitute a pretext or sham, this would raise questions of good faith and maybe fraud that would not be shielded by the BJR.

· Zapata (DE)
· Zapata Two-Step Test for when the Court will respect the board’s decision to terminate the litigation (in the demand excused context)

· Step 1:

· Inquiry into the independence, good faith, and reasonable investigation of the committee. Also look to whether conclusion have a “reasonable basis”

· Court may order limited discovery.

· SLC bears the burden of proof

· Oracle is about the Step 1. Asks if independence is just based on financial or if there are other factors

· Step 2:

· Court applies its own “independent business judgment” as to whether the case is to be dismissed

· Goal is to thwart instances where corporation actions meet the criteria of step one but the result doesn’t appear to satisfy its spirit or where corporate actions would prematurely terminate a stockholder grievance deserving of further consideration in the corporation’s interest.

· What should the court look at?

· Does the corporation have a compelling interest in having the suit dismissed? Look to ethical, commercial, promotional, public relations, employee relations, and legal factors

· Look to “Matters of law and public policy”

· This looks a little bit like entire fairness, though doesn’t assign a burden of proof. 

· Policy: Court strikes a different balance between getting rid of frivolous lawsuits and allowing meritorious suits to continue than Auerbach
· Court worries that directors won’t want to pass judgment on the directors that appointed them to the board.

· What counts as independent?

· Aronson v. Lewis (Del 1984)
· Chief wrongdoer owned 47% of the corporation’s stock and allegedly had personally selected each board member
· Court held this did not render the board per se incapable of exercising independent judgment

· Instead, plaintiff must “demonstrate that personal or other relationships the directors are beholden to the controlling person.”
· Martha Stewart seems to limit Oracle to just SLC context, because already have a court finding against the corporation (that demand is futile/excused)
· Standard for independence in the demand futility (the initial inquiry, not SLC terminating the suit after demand is ruled futile) context. From Martha Stewart
· “A variety of motivations, including friendship, may influence the demand futility inquiry. But, to render a director unable to consider demand, a relationship must be of a bias-producing nature. Allegations of mere personal friendship or a mere outside business relationship, standing alone, are insufficient to raise a reasonable doubt about a director’s independence.”

· Court doesn’t decide whether the substantive standard of independence in an SLC case differs from a pre-suit demand.

· But there are two procedural distinctions between the presuit demand futility inquiry and the SLC

· SLC shifts the burden to the corporation, while for demand futility, the burden is on the plaintiff.

· No discovery into independence in the demand futility context, but have discovery into independence in SLC context. 

· Oracle
· Case is about first step of Zapata: specifically what constitutes independence

· Domination and control test is too narrow
· Eg. Imagine two brothers were on a board, each successful in different businesses so they don’t depend on the other at all to remain wealthy. If a derivative suit is filed targeting a transaction involving one of them, can an SLC of the other investigate the case? A domination and control test would say yes.
· “Delaware law should not be based on a reductionist view of human nature that simplifies human motivations on the lines of the least sophisticated notions of the law and economics movement. Homo sapiens is not merely homo economicus…Think of motives like love, friendship, and collegiality”

· Humans are social creatures and institutions like boards have norms

· This may inhibit certain behavior due to worries about loss of standing

· “At bottom, the question of independence turns on whether a director is, for any substantial reason, incapable of making a decision with only the best interest of the corporation in mind. That is, the Supreme Court cases ultimately focus on impartiality and objectivity.”

· SLC moves to terminate. Denied. SLC failed to meet its burden to demonstrate the absence of a material dispute of fact about its independence.

· Corporation’s payment of legal fees—not covered in class
· If a derivative action is settled before judgment, the corporation can pay the legal fees of the plaintiff and of the defendants. But if a judgment for money damages is imposed on the defendants, except to the extent that they are covered by insurance, they will be required to pay those damages and may be required to bear the cost of their defense as well. See DGCL 145(b)

· The corporation may pay the defendants’ expenses only if the court determines that “despite the adjudication of liability but in view of all the circumstances of the case, [the defendant] is fairly entitled to indemnity”

Derivative Suits—Cases

· Grimes v. Donald (Del 1996) (claims dismissed)

· Donald is CEO, board gave him an unusual compensation package

· Donald has the right to declare “constructive termination without cause” if there was “unreasonably interference” by the board, in which case he would get a large severance package 

· Court says this is reasonable, need to be willing to pay a lot to get skillful management

· Though if Board say they wouldn’t do anything and instead just delegate to management, then claim would likely be successful

· Also if compensation was so high compared to the services rendered as to constitute waste

· Plaintiff was suing to invalidate the employment agreement

· And also damages

· Abdication claim is direct
· Policy: even though the harm is possible lower stock price from less oversight making the company less effective, not seeking monetary damages, so risk of settlement due to a frivolous law is lower and so don’t need the higher requirements of a derivative lawsuit

· Just seeking declaratory judgment invalidating the agreement

· And monetary recovery won’t accrue to the company as a result

· This claim fails though

· “Directors may not delegate duties which lie at the heart of the management of the corporation.”
· “A court cannot give legal sanctions to agreements which have the effect of removing from directors in a very substantial way their duty to use their own best judgment on management matters.”
· But this case doesn’t fall within those rules because the Agreements don’t formally preclude the DSC board from exercising its statutory powers and fulfilling its fiduciary duties.

· Possible plaintiff could win on a theory that the contract’s practical effect is to prevent the board from exercising its duties and thus is a de facto abdication

· But not well plead factual allegations of this

· Due Care/Waste/Excessive compensation claims are derivative
· What do the pleadings for the derivative claims have to contain?

· “A shareholder filing a derivative suit must allege either that the board rejected his pre-suit demand that the board assert the corporation’s claim or allege with particularity why the stockholder was justified in not having made the effort to obtain board action.”

· “One ground for alleging this is that a reasonable doubt exists that the board is capable of making an independent decision to assert the claim if the demand were made. “

· 3 typical basis

· Majority of the board has a material or familial interest

· Naming them as a defendant isn’t enough to meet this

· And them all being involved in the transaction isn’t necessarily enough either

· Must plead with particularity why you’re including them as a defendant

· Majority of board is incapable of acting independently because dominated or controlled

· Eg. Controlling shareholder in Sinclair
· Must plead this with particularity as well

· Underlying transaction is not the product of a valid exercise of business judgment

· P would have to show this in a direct suit anyway, but harder to show now since no discovery yet

· Might do this by looking at SEC filings/news reports/results of government investigations

· And DGCL 220 lets shareholders petition to see certain books and records

· Making a demand means waiving the right to claim that demand is excused (even for another legal theory or remedy arising out of the same set of circumstances as set forth in the demand letter)

· But doesn’t waive the right to claim that demand was wrongfully refused.

· “If a demand is made and rejected, the board rejecting the demand is entitled to the presumption of the BJR unless the stockholder can allege facts with particularly creating a reasonable doubt that the board is entitled to the benefit of the presumption.”
· “If there is reason to doubt that the board acted independently or with due care in responding to the demand, the stockholder may have the basis ex post to claim wrongful refusal.”
· But by making a demand the plaintiff waived his right to contest the independence of the board

· Complaint fails to meet the requirements of Chancery Rule 23.1 (applies to derivative lawsuits), “fails to include particularized allegations which would raise a reasonable doubt that the Board’s decision to reject the demand was the product of a valid business judgment.”
· Policy: does a good job of getting rid of frivolous lawsuits without blocking meritorious ones

· Auerbach v. Bennett (NY 1979) (SLC -> Dismiss litigation)

· 4 (a minority) of GTE’s directors had some role in transactions that possibly illegally bribed foreign officials.

· Derivative suit against those directors

· Board creates a Special Litigation Committee
· 3 directors who joined the board after the bribes took place.

· Creates new seats on the board using the bylaws, Board then gets to appoint people until the next election

· So pick people who

· No familial relationship with a director

· Isn’t otherwise being paid by the company

· Is likely to rule in your favor

· Then hire expert counsel, review documents carefully, interview directors involved etc. and then say pursuing the suit wouldn’t be in the company’s best interest because claims without merit and costs are too high.

· Litigation dismissed

· Standard of review for the board’s decision to drop the lawsuit (so demand excused): BJR.

· Test is more generally for who controls the lawsuit
· Board might want to take control of the litigation to settle, or because it thinks it’s attorneys are better

· In practice board takes control in order to move to terminate. 

· Directors on the SLC were disinterested and independent
· Therefore can apply BJR

· But burden of proof in the demand excused context is on the company

· Whereas in demand wrongfully refused, burden is on the plaintiff (as is normal in BJR cases)

· Standard for review of SLC’s selection of procdeures/methodologies
· Courts are well equipped to investigate this.

· Court can inquire as to the adequacy and appropriateness of the committee’s investigative procedures and methodologies but can’t trespass into the domain of business judgment under the guise of considering those factors.

· “Those responsible for the procedures by which the business judgment is reached may reasonably be required to show that they have pursued their chosen investigative methods in due faith.”

· If the investigation is so restricted in scope, so shallow in execution, or otherwise so pro forma as to constitute a pretext or sham, this would raise questions of good faith and maybe fraud that would not be shielded by the BJR.

· (Class): SLC defense can work even for waste/illegality

· SLC will just say the costs in attorney’s fees/executive time and distraction/reputation exceed what they could recover

· Zapata v. Maldonando (Del 1981) (demand excused->SLC)

· Underlying decision was about accelerating stock options the directors held to decrease their tax liability but also decrease the tax benefit to the corporation. 

· Majority of board was conflicted so have demand futility

· Corporation tries to take control of suit

· Appoints two new outside directors, creates SLC

· They do the outside counsel, interview people, review directors process

· Policy: Court strikes a different balance between getting rid of frivolous lawsuits and allowing meritorious suits to continue than Auerbach
· Court worries that directors won’t want to pass judgment on the directors that appointed them to the board.

· Zapata Two-Step Test for when the Court will respect the board’s decision to terminate the litigation (in the demand excused context)

· Step 1:

· Inquiry into the independence, good faith, and reasonable investigation of the committee. Also look to whether conclusion have a “reasonable basis”

· Court may order limited discovery.

· SLC bears the burden of proof

· Oracle is about the Step 1. Asks if independence is just based on financial or if there are other factors

· Step 2:

· Court applies its own “independent business judgment” as to whether the case is to be dismissed

· Goal is to thwart instances where corporation actions meet the criteria of step one but the result doesn’t appear to satisfy its spirit or where corporate actions would prematurely terminate a stockholder grievance deserving of further consideration in the corporation’s interest.

· This looks a little bit like entire fairness, though doesn’t assign a burden of proof. 

· In re Oracle Corp Derivative Litigation (Del. Ch. 2003)
· Case is about first step of Zapata: specifically what constitutes independence

· Key allegation is insider trading: that Ellison, Boskin, and Lucas (all directors) sold stock while they had confidential information that Oracle would miss earnings targets.

· Ellison

· Publicly considering a major donation to Stanford, even though Stanford undergrad rejected his son

· Major figure in the community where Stanford is located

· Boskin

· Stanford Professor

· Taught Grundfest when he was a PhD candidate, they’ve remained in contact

· And are both senior fellows at the Stanford Institute for Economic Policy Research

· Lucas

· Major contributor to Stanford

· Including the Law School, where Grundfest is a professor and SIEPR, of which Grundfest is a member

· Lucas’s son is a VC partner, Grundfest gave a speech to the fund and then Lucas made a donation to Stanford, half of which was allocated for the Grundfest’s personal research

· SLC process-

· Two new directors, both Stanford professors with tenure, one was Grundfest

· SLC had extensive process

· 1100 page report, 70 witnesses interviewed, hires law firm and economic consulting firm

· Paid $250 an hour for this

· Independence? Would be independent under a conventional approach (friendship etc doesn’t count under that approach)

· Neither received compensation from Oracle except as directors

· Neither was on the Oracle Board at the time of alleged wrongdoing

· Both were willing to return their compensation if necessary to preserve their independence

· Neither had any material ties with Oracle or other defendants

· Weren’t dominated by Ellison, etc.

· Domination and control test is too narrow
· Eg. Imagine two brothers were on a board, each successful in different businesses so they don’t depend on the other at all to remain wealthy. If a derivative suit is filed targeting a transaction involving one of them, can an SLC of the other investigate the case? A domination and control test would say yes.
· “Delaware law should not be based on a reductionist view of human nature that simplifies human motivations on the lines of the least sophisticated notions of the law and economics movement. Homo sapiens is not merely homo economicus…Think of motives like love, friendship, and collegiality”

· Humans are social creatures and institutions like boards have norms

· This may inhibit certain behavior due to worries about loss of standing

· “At bottom, the question of independence turns on whether a director is, for any substantial reason, incapable of making a decision with only the best interest of the corporation in mind. That is, the Supreme Court cases ultimately focus on impartiality and objectivity.”

· SLC moves to terminate. Denied. SLC failed to meet its burden to demonstrate the absence of a material dispute of fact about its independence.

· Would be tough for Grundfest to be objective with regards to Boskin, his former teacher, fellow professor, social contact, and fellow steering committee member of SIEPR

· Even if possible that as a result Grundfest is more likely to recommend suit than someone without those ties would be

· The SLC members would know how important fundraising is to Stanford and how they benefit from a large endowment

· So would likely consider the effect their decision would have on Stanford’s relation with Lucas

· Ties with Boskin and Lucas are sufficient to say SLC failed to meet its burden on the independence question

· And Ellison’s ties strengthen that connection

· Ellison very significant in the community and was publicly considering making extremely large contributions to Stanford

· Hard to believe SLC didn’t know about this till after they finished the report

Shareholder Voting

Shareholder Voting Overview

· Shareholder approval of executive compensation, see Statutes.
· Including golden parachutes in case of mergers, acquisitions, sale of substantially all assets

· Shareholders don’t control the corporation on a day to day basis

· Common stock as a bundle of rights

· Economic rights

· Receive dividends when and as declared by the Board

· Residual claim on assets in litigations

· Voting rights

· Elect directors

· Approve some extraordinary matters

· Eg. ratification of self interested transactions by directors

· Voting rights

· Meetings

· Annual

· Special

· Who can call?

· DGCL 211(d)—optional

· “Special meetings of the stockholders may be called by the board of directors or by such person or persons as may be authorized by the certificate of incorporation or by the bylaws.”
· Typically called by board to do things like mergers

· Action without meeting—optional

· DGCL 228(a)-action by consents okay if same number of shares consent as would be needed at a meeting

· DGCL 228(a) Unless otherwise provided in the certificate of incorporation, any action required by this chapter to be taken at any annual or special meeting of stockholders of a corporation, or any action which may be taken at any annual or special meeting of such stockholders, may be taken without a meeting, without prior notice and without a vote, if a consent or consents in writing, setting forth the action so taken, shall be signed by the holders of outstanding stock having not less than the minimum number of votes that would be necessary to authorize or take such action at a meeting at which all shares entitled to vote thereon were present and voted and shall be delivered to the corporation by delivery to its registered office in this State, its principal place of business or an officer or agent of the corporation having custody of the book in which proceedings of meetings of stockholders are recorded. Delivery made to a corporation's registered office shall be by hand or by certified or registered mail, return receipt requested.

· Typical annual meetings

· Nominating committee of the incumbent board of directors nominates a slate of directors to be elected at next annual meeting

· Incumbent board identifies other issues to be put to vote

· At company expense:

· Management prepares proxy statement and proxy card

· Management solicits shareholder votes (typically with aid of proxy solicitor)

· But for competiting proxy, that will be prepared at their own expense though may be able to get reimbursement

· Most things require approval by a majority of shares present/proxied
· DGCL 216 says the certificate or by laws can specify the quorum threshold and the number of votes required, but it can’t be less than 1/3rd of the shares entitled to vote at the meeting

· Default Rules:

· Plurality voting for director elections. DGCL 216(3).

· Majority Vote for non election of directors DGCL 216(2): In all matters other than the election of directors, the affirmative vote of the majority of shares present in person or represented by proxy at the meeting and entitled to vote on the subject matter shall be the act of the stockholders;
· Quorum: DGCL 216(1): A majority of the shares entitled to vote, present in person or represented by proxy, shall constitute a quorum at a meeting of stockholders;
· But many important matters require approval by a majority of the shares outstanding

· Mergers

· Sales of substantially all assets

· Amendments to the charter

· Ratification per Wheelabrator – majority of outstanding disinterested shares

· Articles/Certificate of Incorporation (DGCL 102), analogous to the Constitution of the company

· Hard to change, typically need both a majority of the Board and a majority of outstanding shares entitled to vote

· Bylaws (DGCL 109(a)), can be changed by either a majority of the board  (if the certificate allows it) or a majority of the outstanding voting shares

· Director Election Voting Rules
· Traditional voting role: election of directors needs a plurality of votes cast (still need to meet quorum requirement), need not be a majority

· For director up for election check either for or withhold

· This is the default rule:

· DGCL 216(3) Directors shall be elected by a plurality of the votes of the shares present in person or represented by proxy at the meeting and entitled to vote on the election of directors
· Which means if have only 1 candidate then the candidate needs only 1 vote in favor, no matter how many votes there were against or abstaining

· So very easy standard

· Majority voting (used by a majority of S&P 500)

· For each director up for election, vote for, against, or abstain

· Need a majority of votes cast (for + against votes) for election

· Abstaining votes are excluded from the count

· But this is still very easy to meet, 24k director nominees in S&P 1500 in companies with Majority Voting

· Average director got 96% of votes in favor

· Only 8 failed to receive a majority

· And of those 8, 3 were still on the board 1 year later since no one new had been elected.

· Cumulative voting—mechanics optional

· Authorized under DGCL 214
· Instead of one vote per election like normal, can allocate them among candidates however you wish (eg 4 seats up for election and 100 shares, can allocate your 400 votes among candidates however you wish)

· To guarantee a candidate wins need (1+(total number of votes/(number of slots+1)) votes

· Lets a minority shareholder mass their votes to ensure they can get at least one person elected to the board

· Very rare in large publicly traded companies

· They generally want a unitary board, same constituency/goals

· See it more in small closely held companies

· Election of directors generally is uncontested
· Very expensive to put up a competing candidate for the Board

· Need long proxy statement, reviewed by lawyers, expensive to do

· Need to do a lot as insurgent to win, wine and dine stockholders etc.

· Two main types of insurgent candidates

· Those with best interests of the company at heart

· Those who want private gain, and who might threaten the incumbents they’ll run against them if they don’t make some change

· Courts are hesistant to find violations of fiduciary duties, so those don’t prevent that much extracting of private benefits of control.

Proxy Voting Overview

· Typically held in the spring

· Proxy fights are governed by both federal securities laws and state corporate statutes

· Shareholders of large companies usually don’t attend meetings

· Too small a chance of influencing the outcome to justify the costs

· Management will sent a proxy statement to shareholders. Very rarely, maybe .1% of the time there will be a competing proxy sent by some other party.

· Whoever mails the proxy care to shareholders only includes their own candidates

· So if you want another candidate either need some other group to send a proxy card or show up at the shareholder meeting

· Very expensive to seek proxy authority, federal securities laws require extensive disclosure (Beyond scope of course)

· Incumbent board will generally just nominate itself unless someone wants to retire

· Proxy contests have become more common because of poison pills

Proxy Fights—who bears the costs

· When just the management’s proxy:

· Costs of disclosure, mailing, etc. borne by the company

· Policy: Who should bear the costs

· Two types of managers

· Type 1 is hardworking that’s trying to do their best for the shareholders and wants to get information out to the shareholders

· Makes sense for company to pay for this

· This type of manager isn’t going to want to spend their own money

· Type 2 is bad manager who just wants to stay in power and keep taking as much as possible in the form of private benefits of control, eg salary, corporate jet, corporate chef, and wants the shareholders to pay for the costs of reelecting him

· Shareholders probably won’t want the company to pay for this

· This type of manager might more willing to pay to get elected/reelected

· If you make the directors pay for their own reelection, they become more vulnerable to challenges by rich outsiders (esp. those seeking private benefits of control)

· Making everyone pay for their own election expenses probably favors those who just want to extract private benefits of control over the good hardworking managers

· Most of the benefits go to free riders, while sponsor pays all the costs if they lose but only some of the gains from winning

· Eg if you only own 10% of the stock

· So often see it combined with a tender offer

Levin v MGM (SDNY 1967)

· Two groups of directors in conflict

· O’Brien Group

· 5 directors, all officers or part of Executive Committee

· Levin Group

· Director plus some large shareholders (11% of shares)

· Disagreement was over policy: how many movies should MGM produce and when should they be distributed

· Both sent out proxies for their preferred slate of directors

· O’Brien Group, incumbents, have MGM pay for 

· Specially retained attorneys; PR firm; proxy soliticing organizations for their proxy

· And use officers/employees to help them with their soliciting

· Eg. call shareholders, talk to them over fancy dinners

· Company was paying for this

· Levin Group sues for injunction and damages. 

· Motion dismissed. Incumbents get reimbursement
· Rules for reimbursements to incumbents
· Can’t be a mere personality conflict

· Must have policy differences (see Rosenfeld)
· Stronger case when the differences can’t be reconciled

· “The controlling question presented on this application is whether illegal or unfair means of communication…are being employed by present management.”

· “We do not find the amounts to be paid excessive, or the method of operation disclosed by MGM management to be unfair or illegal.”

· In this case the company is spending about $145k on proxies above what it normally would for an election of directors

· MGM’s gross income is about $185m

· So not excessive

· Also the management proxy discloses the costs the company is paying

· What is excessive? (Class notes)

· Seems like disclosure statements and telephone solicitations are reasonable

· Wining and dining at four star restaurant or taking shareholder to the Super Bowl to talk about policy?

· Harder to say, think about policy

· Does it serve the information spreading functions?

· Major shareholders are busy, might need to entice them to listen to you so they can be more informed.

· While giving shareholder a big bribe of cash is clearly a bribe, so doesn’t count

Rosenfeld v. Fairchild (NY 1955)

· Shareholder seeks to compel return of $250k paid by corporation to reimburse both sides in their proxy contest

· $106k paid to old board while they were still in office

· $28k paid by new board to old board after change of control

· $127k paid to new board for reimbursement

· This one expressly ratified by overwhelming vote of the shareholders

· Complaint dismissed.

· Default
· Incumbents are reimbursed if not excessive (see Levin)

· Even if they eventually lose

· Also requirement that it be a policy, not personal, contest

· Insurgents are not reimbursed

· When are insurgents reimbursed? (most aren’t)

· Insurgents must win

· Majority of shareholders must vote to allow the reimbursement

· No indication in this case it’s a majority of disinterested in shareholders

· But cases in other areas since then talk about disinterested shareholders

· So unclear today if you’d need a majority of shareholders or a majority of disinterested shareholders

· Was deep policy differences between the two groups.

· By contrast, in Lawyers’ Advertising (NY), the court found in dicta that under the circumstances the publication of certain notices on behalf of the management faction was not a corporate expenditure which the directors had power to authorize (newspaper notices weren’t authorized by the board, and it was a factional fight for control to perpetuate their offices)

· Rule: “In a contest over policy, as compared to a purely personal power contest, corporate directors have the right to make reasonable and proper expenditures, subject to the scrutiny of the courts when duly challenged, from the corporate treasury for the purpose of persuading the stockholders of the correctness of their position and soliciting their support for policies which the directors believe, in all good faith, are in the best interests of the corporation. The stockholders, moreover, have the right to reimburse successful contestants for the reasonable and bona fide expenses incurred by them in any such policy contest, subject to like court scrutiny.” “

·  “Where it is established that such moneys have been spent for personal power, individual gain or private advantage, and not in the belief that such expenditures are in the best interests of the stockholders and the corporation, or where the fairness and reasonableness of the amounts allegedly expended are duly and successfully challenged, the courts will not hesitate to disallow them.”

· DGCL 113 Proxy Expense Reimbursement
· (a) The bylaws may provide for the reimbursement by the corporation of expenses incurred by a stockholder in soliciting proxies in connection with an election of directors, subject to such procedures or conditions as the bylaws may prescribe, including:

· (1) Conditioning eligibility for reimbursement upon the number or proportion of persons nominated by the stockholder seeking reimbursement or whether such stockholder previously sought reimbursement for similar expenses;

· (2) Limitations on the amount of reimbursement based upon the proportion of votes cast in favor of 1 or more of the persons nominated by the stockholder seeking reimbursement, or upon the amount spent by the corporation in soliciting proxies in connection with the election;

· (3) Limitations concerning elections of directors by cumulative voting pursuant to § 214 of this title; or

· (4) Any other lawful condition.

· (b) No bylaw so adopted shall apply to elections for which any record date precedes its adoption.

Shareholder voting—required characteristics of shares (1 share 1 vote default rule)

· 1 share 1 vote is a default rule. Corporations can opt out of it.

· DGCL 212

· (a) Unless otherwise provided in the certificate of incorporation and subject to § 213 of this title, each stockholder shall be entitled to 1 vote for each share of capital stock held by such stockholder. If the certificate of incorporation provides for more or less than 1 vote for any share, on any matter, every reference in this chapter to a majority or other proportion of stock, voting stock or shares shall refer to such majority or other proportion of the votes of such stock, voting stock or shares.

· Paradigm is 1 class of shares, each with one vote, equal dividends, and share equally in liquidation. 

· Vote at annual meeting

· Limit isn’t legal but market (what are people willing to buy)

· Could create a share class with no voting rights, no dividends, no assets in liquidations

· Allow these deviations (eg. just voting rights or supervoting rights) because:

· Market will price in these restrictions

· May be legitimate policy reasons

· Eg. High tech startup found might want to maintain control while raising lots of funds

· Can do this with dual class shares where one has high voting rights

· Protects against hostile takeovers while letting them take, arguably, a more long term focus

· Shareholders might prefer letting the founds keep control and maintain a long term focus, eg. Page/Brin at Google.

· Providence and Worcester v. Baker (Del.1977) upheld as valid under DGCL 151(a) an unusual share structure that gave each shareholder one vote for the first 50 shares they held, and one for every twenty shares they own beyond that  (plaintiff had 28 percent of the single class of voting shares but just 3 percent of the vote as a result)

· So differences in voting power between classes of stock are fine, but so are voting differences within a single class of stock. 

· Stroh v. Blackhawk (Ill 1971)

· Articles of incorporation authorize:

· Class A: voting rights, dividends, right to assets in liquidation

· Class B: voting rights, no dividends, no right to assets in liquidation

· These class B shares were given to the founders

· Court upheld this share structure

· Economic impact of this share structure

· If someone has a majority of votes but no shares that give dividends or liquidation value, then they have no incentive to maximize shareholder value

· Would have incentive to pay themselves a lot of money, enter into contracts with companies where they have normal shares to boost that company’s profits, etc.

Shareholder proposals

· Very expensive for shareholders to send their own proxy materials, and hard to get reimbursed

· Shareholder can always does this

· Rule 14a-8 is about when a shareholder can piggyback on the management’s proxy

· This is much cheaper for the shareholder

· Expense of the proxy borne by company

· Board gets to put it’s response

· Almost always recommends to vote no, if it liked it, it would usually just adopt the proposal

· Types of proposals

· Proposals to elect an alternative person to the Board

· Eg. putting someone on management’s own proxy

· Uncommon.

· 14a-8 doesn’t directly allow this, but is possible

· Corporate Social responsibility proposals

· Eg. global human rights, sexual orientation non-discrimination

· Most fail (typically 7% of the vote)

· Apartheid in South Afria was a relatively successful set of proxy proposals

· Governance proposals

· CEO compensation; pay disparity; disclosure of political contributions; separate CEO and Chair

· Typically get about 24% of the vote

· Only testing one specific thing: What are the grounds for which incumbents can block including a proposal?
· Burden on company to show it’s entitled to exclude the proposal. Rule 14a-8(g)
· Limit of one proposal per sponsor per corporation per year

· Rule 14a-8(i)(1): “Improper under state law: if the proposal is not a proper subject of action for shareholders under the laws of the jurisdiction of the company’s organization”

· Must be an action which it is proper for shareholders to initiate (such as a bylaw amendment)

· Look to state law to decide that question, eg. DGCL 141(a)

· If shareholders are not allowed to initiate, still ok if phrased as a non-binding request

· Company can just ignore this request if it passes

· Rule 14a-8(i)(2): “Violation of law: If the proposal would, if implemented, cause the company to violate any state, federal, or foreign law to which it is subject;”
· Doesn’t apply if compliance with the foreign law would result in a violation of any state or federal law.
· Rule 14a-8(i)(4) Personal grievance; special interest: If the proposal relates to the redress of a personal claim or grievance against the company or any other person, or if it is designed to result in a benefit to you, or to further a personal interest, which is not shared by the other shareholders at large;

· Rule 14a-8(i)(5): “Relevance: If the proposal relates to operations which account for less than 5 percent of the company's total assets at the end of its most recent fiscal year, and for less than 5 percent of its net earnings and gross sales for its most recent fiscal year, and is not otherwise significantly related to the company's business;”
· Possible reasons for relevance:
· Lovenheim
· Proposal to study methods by which its supplier produces foie gras can’t be excluded, meets the “otherwise significantly related to the company’s business test”

· Two part test for this (need both)
· “Ethical and social significance”

· Meaningful relationship to the business

· Not 5% now but important growth opportunity and might be more than that in the future
· Could have big impact on reputation and thus profits
· Rule 14a-8(i)(6) Absence of power/authority: If the company would lack the power or authority to implement the proposal;

· Rule 14a-8(i)(7) Management functions: If the proposal deals with a matter relating to the company's ordinary business operations;

· Eg. pricing decision, where company gets supplies

· Rule 14a-8(i)(8) Director elections: If the proposal:

· Would disqualify a nominee who is standing for election;

· Would remove a director from office before his or her term expired;

· Questions the competence, business judgment, or character of one or more nominees or directors;

· Seeks to include a specific individual in the company's proxy materials for election to the board of directors; or

· Otherwise could affect the outcome of the upcoming election of directors.

· (Class) How to get a competing slate of directors
· (Optional) Introduce a proxy access bylaw that says shareholders are allowed to put a nominee for directors onto the management’s proxy

· This isn’t blocked by 14a-(i)(8)

· Usually allow you to nominate if you hold 1% of shares for the last year

· In practice these tend to fail

· Shareholders might reject them because

· Fear bad insurgents: a hedge fund might threaten to keep putting up its candidates for election until the company signs a contract with them

· Or fear people seeking private benefits of control

· Or just send their own proxy statement

· Example: Proposal that apple must cut prices on iPhones. 

· Excludable under i1 and i7

· Other proxy rules—optional

· Rule 14a-3: Incumbent directors must provide an annual report before soliticing proxies for annual meeting

· Anyone who solicits a proxy must provide a written proxy statement first

· Optional Rule 14a-8 requirements

· Proposal, including supporting statement must be 500 words or less

· Shareholder sponsor or representative must attend meeting

· Continuously held $2000 or 1% of the stock for at least one year, and hold through date of meeting

· Lovenheim v. Iroquois Brands (DDC 1985)

· Lovenheim’s proposed resolution calls upon the Directors to form a committee to study the methods by which its French supplier produces pate de foie gras and report to the shareholders on whether production should be stopped till a more humane method is found

· Sues to bar Iroquis from excluding this proposal from the maangement’s proxy

· Proposal can’t be excluded, meets the “otherwise significantly related to the company’s business test”
· Two part test for this (need both)
· “Ethical and social significance”

· Meaningful relationship to the business

· Phrased as a request to get around Rule 14a-8(i)(1)

· Doesn’t meet either of the 5% tests

Shareholder voting—pooling agreement/voting trust

· Generally, shareholders are allowed to tie their hands in how they vote on elections

· But can’t tie their hands in how they do other things as directors, eg. Appointment of officers

· Two options: voting trust and shareholder agreements

· Both have similar objectives

· Tie the hand of shareholders

· Voting trust is a formal trust (authorized by DGCL 218(a))

· Trustee votes your shares in accordance with the provisions of the trust agreement. 

· Once you put it in the trust, nothing more to do, so it’s self-executing

· Most states limit voting trusts to 10 years, but in Delaware there is now no limit

· Often used to maintain control of a corporation by a family or group when there is fear that some members of the family or group might join with minority shareholders to seize control.

· Might have the trustee voter all of their shares in accordance with a majority vote of the members of family or group

· Voting trusts generally must be made public. See DGCL 218
· Shareholder pooling agreement is just a contract (authorized by DGCL 218(c))

· You still vote your shares, it’s not self-executing

· Can breach this contract, though then can be liable for damages or court may order specific performance

· Voting agreement policy
· For

· Stability

· Means you know who directors are ahead of time, good for long term planning

· For small corporations – “close corporation freeze out problem”

· Say you’re offered the chance to invest in a company, they offer to sell you a 10 percent stake and you will be placed on the board and be treasurer so get a salary. Say then you have a falling out. Then your shares might be worthless, since it’s closely held, just a few shareholders, you probably can’t sell them. They can also cut off dividends and fire you from the board.

· Solution to this is a voting agreement where they promise to keep you on the board so you keep getting paid. 

· Possible problems

· Shareholder A and B both own 26%, agree to vote together

· Shareholder A has a majority stake, shareholder B has a tiny stake.

· B is good at extracting private benefits of control, and no real equity interest in the value of the company

· So pays A a lot for the right to tell A how to vote

· This can be mutually beneficial to A and B.

· Problem with that:

· Looks a lot like Stroh, except in Stroh everything is known to the shareholders ahead of time, done at establishment of the company, so it can be priced in

· Here though no disclosure of pooling agreements (just voting trusts) and it can happen at any time, not just in articles of incorporation/amendment to articles

· So can screw over the other shareholders who won’t have a chance to price in a discount on the stock since they don’t know they have diminished voting rights

Ringling Bros v. Ringling (Del. Sup. Ct. 1947)

· Two shareholders, who own about 2/3rds of the shares between them, form a vote pooling agreement.

· 7 seats on the board, cumulative voting

· Each of them could guarantee 2 directors of their choosing

· If they worked together they could guarantee a pick of a 5th director

· If they couldn’t agree, an arbiter would pick the 5th

· But one didn’t follow the agreement

· Standard remedy today would be specific performance
· Would invalidate the vote

· So old directors would hold their seats until the new election. 

· At the new election the breaching party would have a vote a specific way. 

· Here, the court upholds the contract and invalidates the breaching party’s votes
· So the directors the other shareholders voted for are elected, leaves a vacancy and doesn’t say what to do about it.

· Agreement is valid

· Section 18 says stockholders may by agreement in writing deposit stock with or transfer capital stock to any person or corporation, for the purpose of vesting in that person/corporation (The Voting Trusttee) the right to vote the stock for any period of time determined by the agreement, not to exceed 10 years.
· And can contain any lawful provisions not inconsistent with said purpose. 
· Agreement here doesn’t violate Section 18 and isn’t illegal for any other reason.

· Shareholders have wide liberality of judgment in the matter of voting, regardless of their motives, as long as they violate no duty owed the flelow shareholders.
· “The ownership of voting stock imposes no legal duty to vote at all. A group of shareholders may, without impropriety, vote their respective shares so as to obtain advantages of concerted action. They may lawfully contract with each other to vote in the future in such way as they, or a majority of their group, form time to time determine…. Reasonable provisions for cases of failure of the group to reach a determination because of an even division in their ranks seem unobjectionable”

· This violates no law or public policy of Delaware. 
· Mutual promises by the parties provide consideration, and promise to vote in accordance with the arbitrator’s decision is a valid contract.
· No challenge possible to the arbitrator’s good faith based on the record (And it wasn’t made)
Shareholders agreements constraining director powers—overview

· Some very common provisions in shareholder agreements in closely held corporations

· Require certain persons as officers

· Specify compensation and/or dividend policy

· Require shareholder approval of board actions

· So often the shareholder wears multiple hats (also directors and officers)

· For tax reasons, the shareholders of these closely held corporations (eg. a small corporation that runs a nursing home) often prefer that they be paid in salary instead of dividends.

· So the salary is higher than the market rate for that position because the salary includes compensation for both their labor and the capital the shareholder provided.

· In those cases the shareholders might be worried the other shareholders will team up against them and fire them, take them off the board, and then refuse to pay dividends (in which case they’ve given money and both get 0 back on that investment and can’t sell their shares in most cases since there’s no secondary market)

· So before they invest will often enter into an agreement with the other shareholders, eg. guarantee them a position on board, as officer, and a certain salary. 

· McQuade and Clark v. Dodge is about if shareholders can do this, if they are void as against public policy

Shareholder agreements constraining director power—key

· McQuade v. Stoneham (NY 1934) (Striking down agreement)

· Company is NY Giants

· Majority shareholder Stoneham contracts with McGraw and McQuade, they each get a position on board, position as officer, and salary (some of which is for work, some for return on capital)

· But not all shareholders are parties to the agreement

· Stoneham controls the board (dominates 4/7 directors), has them not reelect McQuade as treasurer and also votes McQaude off the board

· So breaches contract

· McQuade sues for specific performance

· Contract void for reasons of public policy
· Interferes with director looking out for all shareholders, eg. their fiduciary duties.

· Binds a director to favor a particular shareholder instead of all of the shareholders

· Shareholders can bind their hands with respect to how they vote for directors
· “The broad statements in the McQuade opinion, applicable to the facts there, should be confined to those facts.” Clark v. Dodge
· But can’t bind their hands as to anything within the purview of the board.
· Eg. appointing specified people as officers; paying them specified salaries; agreeing no changes in corporate governance structure unless all parties agree

· “A contract is illegal and void so far as it precludes the board of directors, at the risk of incurring legal liability, from changing officers, salaries, or policies or retaining individuals in office, except by consent of the contracting parties.”

· “Stockholders may not, by agreement among themselves, control the directors in the exercise of the judgment vested in them by virtue of their office to elect officers and fix salaries…Directors may not by agreements entered into as directors abrogate their independent judgment.”

· Policy:

· Argument for

· If directors are just doing what’s best for the controlling shareholder, there’s a remedy, eg. Sinclair Oil
· Fiduciary duties are clear

· Pooling agreement is secret

· Argument against

· Without the contract, directors will just look out for the controlling shareholder who elected them

· So contract means more shareholder’s interests are protected

· Clark v. Dodge (NY 1936) (Upholding agreement)

· All shareholders are parties to the agreement
· So different result than McQuade
· But same rationale: have to look out for all of the shareholders

· In McQuade, not all shareholders were parties to the agreement

· Company manufactured medicines by secret formula.

· Clark owns 25% of the stock, and knows the formula, Dodge owns the rest

· Clark and Dodge contract

· Keeps Clark in management as long as he remains faithful and competent to manage the company

· And Clark will share his knowledge of the formula with Dodge’s son

· Keeps Clark on as a director

· Clark gets 1/4th of the net income

· And no unreasonable salaries will be paid to other officers which would reduce the net income as materially to affect Clark’s profits

· Complaint alleges Dodge failed to use his stock control to continue Clark as director and general manager and prevented Clark from receiving his 1/4th of the net income by employing people at excessive salaries

· Seeks reinstatements and damages

· Agreement here is legal
· Agreement here is legal, no attempt to “sterilize” the board of directors like there was in McQuade.

· Restrictions on Dodge:

· That as shareholder he should vote for Clark as director

· Perfectly legal contract

· That as director he should continue Clark as general manager so long as he proved faithful, efficient, and competent

· This agreement could harm nobody

· That Clark should always receive as salary or dividends 1/4th of net income

· Can construe that phrase as meaning whatever was left for distribution after directors had in good faith set aside whatever they deemed wise

· That no salaries to other officers should be paid, unreasonable in amount or incommensurate with services rendered

· This is a beneficial and not a harmful agreement. 

· Any invasion of the powers of the director was therefore negligible. No damage suffered by or threatened to anyone.

· “The broad statements in the McQuade opinion, applicable to the facts there, should be confined to those facts.”

· After these cases New York law (NY Business Corporation Law Sec. 620) allows for provisions in the certificate of incorporation otherwise prohibited by law because it improperly restricts the board in its management of the business of the corporation, or improperly transfers to shareholders authority that otherwise would belong to the board, if

· Holders of all outstanding shares have authorized this provision 

· And shares are transferred or issued to only those people who have knowledge or notice of such provisions. 

· DGCL 141(a) allows for provisions in the certificate of incorporation that create exceptions to the normal rule of board management of the business and affairs of the corporation. 

· DGCL 141(a): 

· The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors, except as may be otherwise provided in this chapter or in its certificate of incorporation. If any such provision is made in the certificate of incorporation, the powers and duties conferred or imposed upon the board of directors by this chapter shall be exercised or performed to such extent and by such person or persons as shall be provided in the certificate of incorporation.

· DGCL 142(b) says officers shall be chosen in such manner as prescribed in the by-laws or determined by the board.

· DGCL 142(b) Officers shall be chosen in such manner and shall hold their offices for such terms as are prescribed by the bylaws or determined by the board of directors or other governing body. Each officer shall hold office until such officer's successor is elected and qualified or until such officer's earlier resignation or removal. Any officer may resign at any time upon written notice to the corporation.
· So how can you ensure certain people remain on as officers? –not covered in class
· Bylaws/certificates of incorporation, above

· Employment agreement

· Shareholder (or pooling) agreements by which the shareholders commit to electing themselves as directors are generally considered unobjectionable and are expressly validated in many jurisdictions. 

· Doesn’t interfere with the obligations of the directors to exercise their sound judgment in managing the affairs of the corporation

· Modern view is that agreements requiring the appointment of particular individuals as officers or employees is that such agreements are enforceable, at least for closely held corporations, as long as they are signed by all shareholders (and perhaps in situations in which any nonsigning minority shareholders cannot or do not object).

· Many states have special statutory provisions for closely held corporations, eg. allowing them to elect close corporation status

· Eg. Delaware allows this for corporations with no more than 30 stockholders. 342(1)

· DGCL 351 says the certificate of incorporation for a close corporation may provide that the business of the corporation shall be managed by stockholders rather than the board.

· So allowing avoiding certain corporation formalities where otherwise that could give rise to personal liability for stockholder debts. 

Insider Trading

Insider Trading Overview

· Possible views of how much insider trading should be prohibited

· SEC’s initial view: parity of information
· Goal was for everyone to have the same information, so no one would have a material information advantage over anyone else

· Equal access
· Everyone should have the same access to the same important information

· Generation of information/property rights view
· Want to give market participants an incentive to generate information since it improves pricing accuracy

· In this view gatherers have a property right in their information

· The actual law—none of the above

· Can think about insider trading as a harm to the whole company

· If saw it as a harm just to the shareholder you are trading with, wouldn’t make sense to say you owe a duty to someone buying shares from you when they weren’t previously a shareholder.

· Regulation FD
· Adopted after Dirks to create a non-insider trading-based mechanism for restricting selective disclosure. 

· If someone acting on behalf of a public corporation discloses material nonpublic information to securities market professionals or holders of the issuers’ securities who may well trade on the basis of that information, the issuer must also disclose that information to the public (either simultaneously if the disclosure is intentional, eg. via a widely disseminated wire services, or promptly after a senior officer learns of the disclosure when the disclosure wasn’t intentional.)

Insider Trading Policy

· Why might insider trading be good?

· Form of compensation for executives

· Improves accuracy/efficiency of stock pricing

· Because information gets incorporated faster

· Which means more efficient capital allocation

· Also might not really be any victims of insider trading

· Arguments against allowing insider trading

· Bad form of compensation

· Much easier to destroy a company’s value than increase it

· So creates an incentive to short company and hurt it

· Fiduciary duties are hard to enforce so might not stop this.

· And can compensate officers in ways that align their incentives more with stockholders, eg stock/options.

· And the compensation comes from uninformed investors rather than the company

· Investor confidence

· May undermine capital markets because some investors may leave if they know others are allowed to trade based on insider information

· Is research mostly duplicative? Mostly zero sum?

· Eg. 3 hedgefunds do similar research to discover what’s already known (Apple’s iPad revenues) before they are announced, for example by having someone stand in an Apple Store and count how many people buy iPads.

· Since the information is already known, the argument for social value is weak. 

· Spend a lot just so market incorporates the information slightly faster

· Seems like zero-sum trading profits, not an increase in society’s knowledge.
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	Outsider Trading

	Insider Information
	Classical theory (eg. Microsoft insider trading on Microsoft information)

Also temporary insiders

Eg. Texas Gulf Sulfer (liability), Chiarella (no liablity)
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Dirks (no liability)
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	Haven’t ever seen a case but possible in theory.

Eg. Tim Cook gets outside information about Apple in his personal capacity.
	Misappropriation theory

O’Hagan (liability)


Insider Trading Key (But see Rule 14e-3 for tender offers)

· Insider vs. outsider is defined by whose stock is being traded.

· Can involve profit made or loss avoided

· Who can sue/be sued (vicarious liability)
· Largely enforced by the government

· There is an implied private right of action, but rarely used, law is largely unsettled.

· Also a cause of action for damages to contemporaneous traders against inside traders and tippers.

· Contemporaneous isn’t defined. Can recover up to the amount of the insider’s profits reduced by the amount disgorged in an SEC enforcement action.

· The 1934 Act provides for derivative liability of employers for the actions of their employees (for example, the actions of employees of brokerage firms), but contrary to the general rule for vicarious tort liability, not if the employer is able to prove good faith and noninducement.

· Need the Rule 10b-5 requirements plus one of the theories below
· To have a cause of action, must meet the requirements of SEC Rule 10b-5 (class focuses on just the first 3, and just omission, not misrepresentation)

· Deception

· Materiality

· Almost always met if the SEC can show an abnormal amount of trades or trades using options.

· Eg. in Texas Gulf Sulphur, that executives bought short term calls options when many had never bought options before virtually compels the conclusion that they thought the information was material

· “The basic test of materiality…is whether a reasonable man would attach importance…in determining his choice of action in the transaction in question.”
· Modern definition of materiality: “Whether there is a substantial likelihood that a reasonable investor would consider the omitted fact important in deciding whether to buy or sell securities”

· Misrepresentation or Omission (if duty to disclose)

· For omissions, must have duty to disclose.

· Party with material nonpublic information didn’t reveal that information (at least until after the trade was completed)

· Scienter

· In connection with the purchase or sale of securities

· Interstate commerce

· Classical theory: insider + inside information

· Duty to abstain from trading arises from a relationship of trust between a corporation’s [in which you are trading] shareholders and its employees. Chiarella. 

· Constructive/temporary insider (Dirks Footnote 14)
· Become a constructive insider when

· They (1) obtain material nonpublic information from the issuer with (2) an expectation on the part of the corporation that the outsider will keep the disclosed information confidential and (3) the relationship at least implies a duty

· (Then have same duties as CEO)

· “Under certain circumstances, such as where corporate information is revealed legitimately to an underwriter, accountant, lawyer, or consultant working for the corporation, these outsiders may become fiduciaries of the shareholders. The basis for recognizing this fiduciary duty is not simply that such persons acquired nonpublic corporate information, but rather that they have entered into a special confidential relationship in the conduct of the business of the enterprise and are given access to information solely for corporate purposes”

· “For such a duty to be imposed, however, the corporation must expect the outsider to keep the disclosed nonpublic information confidential, and the relationship at least must imply such a duty”

· If not an insider or temporary insider with insider information, no liability under classical theory.

· Chiarella was an outsider with outside information

· Tipper-Tippee liability: outsider + inside information

· Must have a duty for an omission to be actionable under 10b-5.

· Tippee can be held liable when (in addition to the other elements of Rule 10b-5): Dirks
· The tipper breached a duty by disclosing information to the tippee

· There was a breach if there is

· Monetary benefit to the tipper

· Personal benefit (eg. reputational gain that will translate into future earnings) to the tipper

· Purpose of making a gift of valuable information to the tippee

· So a CEO carelessly saying too much to analyst, while could breach duty of care, wouldn’t be enough for tipper-tippee liability, no personal benefit to the CEO.

· Duty here is about duty of loyalty, specifically duty not to trade and profit based on insider information

· And he tippee knows or has reason to know of the breach of duty (and the gain to the tipper)

· Once these first two requirements are met, the tippee takes on the insider’s fiduciary duty (tippee stands in the shoes of the tipper, not the same as being a constructive insider). For liability then need the third one:

· And the tippee profited from the information either by trading or tipping another for his own benefit

· Examples of disclosures that didn’t impose any fiduciary duty on recipients

· Dirks: Insider gave Dirks the information to expose the company’s fraud

· Walton v. Morgan Stanley (2nd Cir 1980)

· Defendant investment banking firm, representing a corporate client, investigated another company that was the possible target of its client’s takeover bid.

· Target gave bank unpublished material information on a confidential basis

· After the proposed takeover was abandoned, bank traded in the target company’s stock

· No tippee liability. Bank didn’t have a fiduciary relationship. 

· Information was known to be confidential but had been received in arm’s length negotiations.

· SEC v. Switzer (WD Okla 1984)

· Switzer claimed he overheard a CEO telling the CEO’s wife his company might be liquidated.

· CEO breached his duty of care.

· But no intention to help Switzer and no benefit to CEO.

· Switzer not liable.

· Policy: Imposing a strict duty to disclose/abstain from trading just because a person knowingly receives material nonpublic information could undermine the work of market analysts.

· SEC itself says those analyst help preserve a healthy market

· Would destroy point of analyst business if the information given to analysts had to be made simultaneously available to everyone.

· Also don’t want to careless speech by managers to be enough to impose liability, that would chill speech.

· But see Regulation FD, above.

· Misappropriation theory: outsider + outside information

· Owe a duty to Y but trade in X’s stock.

· Another example: 

· WV state employee finds out the gov’t is going to buy a bunch of video poker machines. Buys stock in that poker machine company. Is liable, breached a duty to WV, his employer. 

· Upheld by O’Hagan
· Duty can come from agent/fiduciary/trust and confidence relationship

· Familial relationships are an example

· Duty must be to the source of the information

· “The misappropriation theory holds that a person commits fraud in connection with a securities transaction…when he misappropriates confidential information for securities trading purposes in breach of a duty owed to the source of the information.” O’Hagan
· Violates duty of loyalty and confidentiality, defrauds the principal of exclusive use of that information.

· Fiduciary’s undisclosed (thus deceptive) use of information belonging to the principal, without disclosure of such use to the principal, for personal gain constitutes fraud in connection with the purchase or sale of a security and thus violates Rule 10b-5

· To avoid liability under 10b-5 need just disclosure, not consent. 

· Agent doesn’t need principal’s consent, just must disclose to all principals that he’s going to trade on the information in order to avoid liability

· Here O’Hagan owed a fiduciary duty to both D&W and Grant Met, so would have to disclose to both

· But could still be liable under state law for breach of a duty of loyalty if you have just disclosure and not consent.

· SEC Rule 10b5-2 – optional

· Provides a non-exclusive list of three situations in which a person has a duty of trust or confidence for the purpose of the misappropriation theory

· 10b5-2(b)(1): Whenever a person agrees to maintain information in confidence

· 10b5-2(b)(2): Whenever the person communication information and the person to whom it is communicated have a history, pattern, or practice of sharing confidences, such that the recipient of the information knows or reasonably should know that the person communicating the information expects the recipient to maintain confidentiality

· 10b5-2(b)(3): Whenever the information is obtained from a spouse, parent, child or sibling, unless recipient shows that history, pattern, or practice indicates no expectation of confidence.

· Examples of what misappropriation doesn’t reach

· Misappropriating information but not trading
· Thief who steals confidential information can trade, doesn’t owe a fiduciary duty to source of information

· Brazen misappropriator (tells employer he’s going to trade) can trade

· Company can give you permission to trade
· Tippee who gets that information through a breach that doesn’t involve any personal benefit to the tipper

· Fiduciary accidentally drops his notes, marked confidential, and you find them and trade on them.  

· Maybe he breached his duty of care, but that wouldn’t travel to you, just the duty of loyalty would.

· Policy: Misappropriation theory is consistent with the purpose of the Exchange Act (to insure honest securities markets and promote investor confidence): investors would be more hesitant to trade if trading based on misappropriated nonpublic information was unchecked by law.

· Tipper liability—optional
· Tipper can be held only when [among other required elements of Rule 10b-5]:

· The tipper breached a duty by disclosing information to the tippee, and

· The tipper received a personal benefit from the tip, and

· The tipper intentionally or recklessly made the tip

· Doesn’t matter if tippee knew or should’ve known about the breach.

· Remote tippee liability—optional
· Eg. Long chain of experts that connect hedge funds to insiders.

· US v. Whitman (SDNY 2012): Remote tippee must know or should have known about the insider tipper’s breach and that the inside tipper received some benefit.

· This is hard to show.

· Gives hedge funds an incentive to have lots of intermediaries between them and insider to ensure plausible deniability.

· Can tippee be liable but not tipper
· Under tipper-tippee liability basically no

· Maybe if for some reason tipper lacks scienter—would be very hard if they are getting a personal gain.

· Under misappr

· Defenses/How can an insider trade

· Companies will often declare certain time periods as trading windows for when their insiders can trade.

· Eg. Right after the quarterly SEC filing where the company discloses lots of information (10-K or 10-Q)

· Regular share plans

· Scienter requirement requires intent to use your material nonpublic information. Get around this via by trading on an automatic basis, eg. sell X shares on this date every month

· Trade has to be “on the basis of” material nonpublic information. Deemed to have traded “on the basis of” material nonpublic information if you were aware of it at the time of the trade (can’t just say you had to sell because you had a sudden financial need). Rule 10b5-1(b)

· But there are affirmative defenses to this in Rule 10b5-1:

· (c) Affirmative defenses. (1)(i) Subject to paragraph (c)(1)(ii) of this section, a person's purchase or sale is not “on the basis of” material nonpublic information if the person making the purchase or sale demonstrates that:
· (A) Before becoming aware of the information, the person had:
· (1) Entered into a binding contract to purchase or sell the security,
· (2) Instructed another person to purchase or sell the security for the instructing person's account, or
· (3) Adopted a written plan for trading securities;
· (B) The contract, instruction, or plan described in paragraph (c)(1)(i)(A) of this Section:
· (1) Specified the amount of securities to be purchased or sold and the price at which and the date on which the securities were to be purchased or sold;
· (2) Included a written formula or algorithm, or computer program, for determining the amount ofsecurities to be purchased or sold and the price at which and the date on which the securities were to be purchased or sold; or
· (3) Did not permit the person to exercise any subsequent influence over how, when, or whether to effect purchases or sales; provided, in addition, that any other person who, pursuant to the contract, instruction, or plan, did exercise such influence must not have been aware of the material nonpublic information when doing so; and
· (C) The purchase or sale that occurred was pursuant to the contract, instruction, or plan. A purchase or sale is not “pursuant to a contract, instruction, or plan” if, among other things, the person who entered into the contract, instruction, or plan altered or deviated from the contract, instruction, or plan to purchase or sell securities (whether by changing the amount, price, or timing of the purchase or sale), or entered into or altered a corresponding or hedging transaction or position with respect to those securities.
· (ii) Paragraph (c)(1)(i) of this section is applicable only when the contract, instruction, or plan to purchase or sell securities was given or entered into in good faith and not as part of a plan or scheme to evade the prohibitions of this section.
· Penalties
· Equitable relief in civil case brought by SEC

· Injunction—eg. forbidding violator from being employed in the securities industry

· Disgorgement of profits

· Treble monetary sanction

· Lack of profit doesn’t bar prosecution but may make it harder to show scienter

· Criminal indictment: 20 years in jail and up to $5m fine for individuals, and $25.5m for corporate defendants, per count

· Private suits (rare)

· Example is Oracle
· Would be hard to win if they didn’t profit (maybe can argue they took some action that hurt corporate value)

Insider Trading on Tender Offers: Rule 14e-3

· Not premised on a breach of fiduciary duty, but O’Hagan upholds it anyway (at least given cases of that type, court says it leaves for another day the legitimacy of Rule 14e-3(a) as applied to “warehousing”, the practice by which bidders leak advance information of a tender offer to allies and encourage them to purchase the target company’s stock before the bid is accounted)

· Sec. 14(e) says: “It shall be unlawful for any person…to engage in any fraudulent, deceptive, or manipulative acts or practices, in connection with any tender offer.”
· Once substantial steps towards a tender offer are taken, Rule 14e-3a prohibits anyone, except the “offering person,” who possesses material, nonpublic information about the offer obtained from the acquirer, the target, and officers, directors, employees, etc. of either from trading in the target’s securities

· Rule 14e-3d prohibits anyone connected to the tender offer (including the “offering person”) from tipping material, nonpublic information about it
· SEC Rule 14e-3
· (a) If any person has taken a substantial step or steps to commence, or has commenced, a tender offer (the “offering person”), it shall constitute a fraudulent, deceptive or manipulative act or practice within the meaning of section 14(e) of the Act for any other person who is in possession of material information relating to such tender offer which information he knows or has reason to know is nonpublic and which he knows or has reason to know has been acquired directly or indirectly from: 

· (1) The offering person, 

· (2) The issuer of the securities sought or to be sought by such tender offer, or 

· (3) Any officer, director, partner or employee or any other person acting on behalf of the offering person or such issuer, to purchase or sell or cause to be purchased or sold any of such securities or any securities convertible into or exchangeable for any such securities or any option or right to obtain or to dispose of any of the foregoing securities, unless within a reasonable time prior to any purchase or sale such information and its source are publicly disclosed by press release or otherwise. 

Insider Trading Cases

SEC v. Texas Gulf Sulphur (2nd Cir 1968) (No longer good law)

· TGS finds a promising ore strike, President commands secrecy so they can buy up the land at a cheap price. 

· Executives start buying shares and options during the secrecy period

· Call options are right, but not obligation, to buy a specified number of shares at a specified price

· Price paid to purchase the option is called the option premium

· Price specified in the option contract at which the underlying stock can be bought or sold is called the strike price or exercise price

· Call options are leveraged, riskier than buying the stock, so stock option is the method of choice for trading on insider information

· Holding: All the transactions in TGS stock/options by people appraised of the drilling results violated Rule 10b-5

· Convictions upheld
·  “Anyone who, “trading for his own account in the securities of a corporation, has access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone may not take advantage of such information knowing it is unavailable to those with whom he is dealing, i.e., the investing public”

· “Insiders, as directors or management officers are, of course…precluded from so unfairly dealing, but the Rule [10b-5] is also applicable to one possessing the information who may not be strictly termed an insider.”

· So if it goes beyond the corporate insiders who does it apply to?

· This case is important because it provides a different theory of insider trading that the SEC pushed (and the 2nd circuit adopted) but the Supreme Court rejected
· So there is no duty requirement here. Rather it’s an equal access theory, if you have unequal access to corporate information that others don’t have access to that’s enough, regardless of who you are and how you got the information.

· This is very broad. Eg. if an analyst gets information from the CEO, and it’s not public information, can’t trade on it. 

· Eg. say a merger book falls off a laywer’s car that tells you two companies will merge, you couldn’t trade on that information under that view. 

· Standard for determining if the statement was misleading: “whether the reasonable investor, in the exercise of due care, would have been misled by it.” 

Chiarella v. United States (Scotus 1980) (classical theory, conviction overturned)

· Client company wants to do a hostile takeover via tender offer

· Has a financial printing company print documents

· Chiarella, employee of the printing company figures out the target company from context, bought stock in target before tender offer announced

· Conviction overturned
· Chiarella is not an insider of the target company.

· It’s outside information (comes from client company)

· No liability under classical theory

· Duty to abstain from trading arises from a relationship of trust between a corporation’s shareholders and it’s employees

· Chiarella had no relationship of trust with shareholders of the target company, so no duty to disclose or abstain from trading

· Doesn’t consider misappropriation theory (did Chiarella violate a duty to the acquiring/client company) because wasn’t submitted to the jury

· Would’ve been liable under Rule 10b-5, see this in O’Hagan
· Also could be liable under state laws imposing fiduciary duties

· Rejects equal access theory
· “Not every instance of financial unfairness constitutes fraudulent activity under Sec. 10b”

Dirks v. SEC (Scotus 1983) (tipper-tippee liability, outsiders with inside information, conviction overturned)

· Equity Funding of America has fraudulent business practices, an ex employee, Secrist, tells this to Dirks, an analyst. 

· Dirks does some research, confirms this, and then tells his clients who trade on it (he may profit due to commissions)

· So Secrist had a fiduciary duty, did it travel to Dirks?

· If so Dirks breached it by giving information to clients who traded it, thus profiting him through commissions

· Conviction reversed
· Dirks had no duty to abstain from the use of inside information he obtained.

· Dirks had no preexisting fiduciary duty to the shareholders of Equity Funding, and took no action that induced the shareholders or officers of equity funding to put trust or confidence in him.

· No expectation by Dirks’ sources that he would keep their information in confidence, and Dirks didn’t misappropriate or illegally obtain the information.

· So only possible basis for Dirks’ duty would be if the insiders breached their own duty to shareholders in disclosing the nonpublic information.

· And they didn’t

· The tippers received no monetary or personal benefit for revealing the information, nor was their purpose to make a gift of valuable information to Dirks.

· The tippers instead were motivated by a desire to expose the fraud.  

United States v. O’Hagan (Scotus 1997) (Misappropriation theory, conviction upheld)

· Grant Met wants to acquire Pillsbury via a tender offer. Grand met hires a law firm, Dorsey & Whitney. O’Hagan is a partner at D&W, finds out about the deal even though not working on it.

· O’Hagan buys Pillsbury call options.

· Fact pattern is analogous to Chiarella
· Couldn’t be convicted under classical theory since no fiduciary duty to Pillsbury or its shareholders.

· Holding: Conviction upheld. Misappropriation theory is a valid basis for insider trading liability.

· Also upholds Rule 14e-3 in this context

· Fiduciary’s undisclosed (thus deceptive) use of information belonging to the principal, without disclosure of such use to the principal, for personal gain constitutes fraud in connection with the purchase or sale of a security and thus violates Rule 10b-5

· To avoid liability under 10b-5 need just disclosure, not consent. 

· Agent doesn’t need principal’s consent, just must disclose to all principals that he’s going to trade on the information in order to avoid liability

· Here O’Hagan owed a fiduciary duty to both D&W and Grant Met, so would have to disclose to both

· But could still be liable under state law for breach of a duty of loyalty if you have just disclosure and not consent.

· Thus, the fiduciary duty doesn’t have to be owed to the company whose stock is being traded.

· A thief who breaks in, steals the information, and trades on it wouldn’t be liable for insider trading.

· Thief doesn’t owe a fiduciary duty to any of the companies.

· “The misappropriation theory holds that a person commits fraud in connection with a securities transaction…when he misappropriates confidential information for securities trading purposes in breach of a duty owed to the source of the information.”
· Also not a violation of Rule 10b-5 to misappropriate the confidential information from someone to whom you owe a fiduciary duty and not trade on it. 

· Policy: Misappropriation theory is consistent with the purpose of the Exchange Act (to insure honest securities markets and promote investor confidence): investors would be more hesitant to trade if trading based on misappropriated nonpublic information was unchecked by law.

Mergers and Acquisitions

M&A Overview

· Decision to merge is judged by BJR unless Revlon applies.

· Overview of modern hostile takeover

· Toehold

· 13D has 5% threshold, then 10 days to disclose

· Buyers usually accelerate during that 10 days to get close to 10%

· Tender offer for the shares (conditioned on target board waiving defenses)

· Consideration usually all cash and at a premium to capture attention of shareholders

· Proxy contest to elect a new board (proxy fight at special or annual shareholder meeting, or consent solicitation if available)

· Need this to get rid of the poison pill the target will implement (so tender offer can close)

· Since poison pills have to be redeemable in Delaware

· Can’t just do the proxy contest

· Shareholders won’t trust claims that the new managers will be great, but if there’s a tender offer, they have a reason to care—the immediate payout at a premium

· What will target board do?

· Say offer is inadequate

· Get fairness opinion to support this

· Defensive tactics, eg. poison pill

· Also other tactics like lockup options and termination fees given to a white knight bidder

· Slow proxy contest

· Staggered board/change bylaws to move annual meeting back into the future

· These are judged based on the Blasius test

· Most mergers are friendly

· 3 forms by which a company can acquire control of another

· Asset Acquisition

· Stock Acquisition

· Statutory Merger

· All three are available in a friendly deal

· And even deals that start hostile can become friendly as the price increases

· For hostile takeovers, only the stock purchase is available

· Particularly the tender offer
· Statutory mergers have the most protections for shareholders

· Eg. generally have appraisal rights
· Can mix and match
· Eg. Tender offer that tries to get 90% followed by short form merger
· Neither gives a vote to the target
· Unless you need to run a proxy fight to kill defensive tactics
· Because form trumps structure (Hariton, below) parties can affect the availability of voting and appraisal rights even between economically identical transactions

· So parties have lots of flexibility, and will pick something based on speed
· If you want speed, pick tender offer
· Doesn’t require a shareholder vote
· Tax implications—if you give the target shareholders cash or debt instruments that’s a taxable event so triggers capital gains then, while paying the consideration in shares mean there isn’t a taxable event so the taxes on it can be delayed. 

· Transaction costs—asset acquisition has high transaction costs, stock purchase has lowest, merger in between

M&A Policy

· Mergers good story

· Can be synergies from the merger, can get rid of unnecessary overhead

· Economies of scale

· Mergers bad story: 

· Maybe the synergies from increase market power, which is bad for consumers even if good for shareholders

· Synergies can also come from eliminating jobs

· Or jobs sent overseas, can hurt the community

· Acquiring company might buy another company to boost private benefits of control

· Some examples of how a majority shareholder could extract private benefits of control without violating the rule requiring they treat each share equally

· Hire himself as CEO and pay a big salary

· Sell the company’s products, which the majority shareholder needs for his other company, at a low price (sell on open market, to depress market price, not directly to your other company)

· Don’t pay dividends. 

· Would probably be hard to win a lawsuit against any of these. 

M&A Chart

	
	Asset Acquisition (DGCL 271)
	Stock Acquisition
	Statutory Merger (DGCL 251, 253)

	Target Shareholder Vote
	Yes
	No
	Yes (unless 253) exception

	Acquirer Shareholder Vote (note NYSE rules)
	No (unless need to authorize more shares)
	No (unless need to authorize more shares)
	Yes (unless 251(f) exception)

No voting rights for parent in short form.

	Appraisal Rights (DGCL 262)
	No
	No
	Yes (unless 262 exception)

Always for subsidiary in short form. DGCL 262(b)(3)

Never appraisal rights for parent in short form.

	Tax Implications
	Turns on consideration paid
	Turns on consideration paid
	Turns on consideration paid

	Liabilities Transfer
	No (unless by agreement or judicial exception)
	No
	Yes (259)

	Transaction Costs
	High
	Low
	Medium

	Other
	
	Williams Act

Often Can’t get 100% of shares

State Antitakeover provisions (203)
	Many Variations

Forward Triangular

Reverse Triangular

Short Form (253)


Asset Acquisitions

· No such thing as hostile asset acquisition
· Since target board has to approve it
· DGCL 271

· Trigged by sale of “substantially all” of the assets of target
· Have qualitative and quantitative factors

· The closer you are to 100%, the less the qualitative nature of what remains matters

· As the percentage goes down, then it becomes more important whether the qualitative nature of the business is changing

· Probably need above 50% but unclear, would have to argue it

· A pays some consideration for B’s assets

· Eg. Cash or Stock

· B shareholders may prefer cash

· May also assume liabilities (by agreement or judicial exception)

· Sometimes courts hold acquiring corporation in an assets acquisition liable for products liabilities of the acquired company that don’t arise until years after the asset transfer. Eg. Knapp v. North American Rockwell Corp (3rd Cir 1974)

· Considered a taxable event for B’s shareholders if bought with cash

· But not if bought with stock

· In which case no immediate tax consequences

· The tax payment would be deferred till you sell the stock you received

· End Result
· A has all of B’s assets (and maybe liabilities), including intangibles and good will

· B has just cash or shares (and maybe liabilities)

· So no need for board/managers of B then

· Typical, but optional second step is liquidation of B Corp

· Requires shareholder vote DGCL 275(a)
· Will pay any outstanding liabilities

· Rest goes to shareholders

· So if A pays with stock, that goes to the B stockholders, changing the ownership base of A corp

· This liquidation is taxable

· Voting rights

· A shareholders don’t get voting rights, two exceptions:
· A wants to issue more shares than charter allows, though they still don’t get the right to vote on the transaction
· Charter sets a maximum number of shares outstanding
· Hard to change charter, typically need both a majority of the Board and a majority of outstanding shares entitled to vote

· Uncommon since charter often sets billions of shares authorized

· NYSE exception—optional
· For listed companies, eg NYSE
· Need shareholder approval prior to issuingce of common stock/securities convertible into or exercisable for common stock, equal to or greater than 20% of the voting power outstanding before issuance
· In that case need a quorum of 50% of shares entitled to vote and a majority of votes cast must approve it

· B shareholders get voting rights
· Need a “majority of the outstanding stock of the corporation entitled to vote” to approve it DGCL 271a
· DGCL 271 is triggered by sale of “substantially all” of the assets of the target company

· Policy: Why require a vote?
· Not just that it substantially changes the nature of the company
· This happens without a vote all the time
· Eg. the buyer or company going into new field
· Worry Board members might make decisions out of self interest
· Eg. divergent interests from other stockholders
· Say want to retire or change companies
· Appraisal rights

· A shareholders don’t get appraisal rights
· B shareholders don’t get appraisal rights
· Transaction costs

· High relative to statutory merger to stock acquisition
· Paperwork to sell all those assets
· May have lots of regulatory/IP licenses to transfer
Stock Acquisitions

· Governed by federal Williams Act, no particular provision of DE law

· Taxable transaction

· Generally won’t end up owning 100%, some stockholders won’t learn about the tender offer or think the price is too low.

· Often see tender offers followed by statutory merger

· This is the two step statutory merger

· After either this is a asset acquisition for all the assets, all of B’s assets end up in A corp.

· Types

· Open Market Purchase

· Buy the shares through ordinary transaction through a broker. Would be for a small number of shares.

· Negotiated Block Purchase

· Go to a large shareholder of the target, and negotiate with them to buy their shares.

· Tender Offer

· Mechanism of choice for hostile takeover (with cash as the means of choice)

· Though there are friendly tender offers

· Buying from the shareholders, who won’t owe fiduciary duties to the other shareholders (barring controlling shareholder)

· Often have a toehold

· Buy up some shares at a cheaper price before announcing tender offer, since price will go up

· Sec. 13D (5% disclosure below)—optional

· Sec. 14D Disclosure—optional

· Intent based

· Applies to those who have intent to do a tender offer for more than 5% of the stock

· Requires lots of information, including financing, your plans, terms of the offer

· State anti-takeover provisions—optional

· Eg. DGCL 203

· Voting Rights
· A shareholders don’t get voting rights (same as asset acquisition), two exceptions:
· A wants to issue more shares than charter allows, though they still don’t get the right to vote on the transaction
· Charter sets a maximum number of shares outstanding
· Hard to change charter, typically need both a majority of the Board and a majority of outstanding shares entitled to vote

· Uncommon since charter often sets billions of shares authorized

· NYSE exception—optional
· For listed companies, eg NYSE
· Need shareholder approval prior to issuingce of common stock/securities convertible into or exercisable for common stock, equal to or greater than 20% of the voting power outstanding before issuance
· In that case need a quorum of 50% of shares entitled to vote and a majority of votes cast must approve it

· B shareholders don’t have voting rights

· Appraisal rights

· A shareholders don’t get appraisal rights
· B shareholders don’t get appraisal rights
· Transaction Costs
· Low

· Ownership of assets don’t change (as long as no second stage merger, so just leaving B corp as a subsidiary)

Statutory Mergers

· Short form merger. DGCL 253
· Parent owns at least 90% of subsidiary and wants to merge the subsidiary into parent

· No one gets voting rights

· Subsidiary always gets appraisal rights. DGCL 262(b)(3)
· Parent does not get appraisal rights.

· (Besides Short Form) DGCL 251
· Termination: DGCL 251(d)

· “Any agreement of merger or consolidation may contain a provision that at any time prior to the time that the agreement (or a certificate in lieu thereof) filed with the Secretary of State becomes effective in accordance with § 103 of this title, the agreement may be terminated by the board of directors of any constituent corporation notwithstanding approval of the agreement by the stockholders of all or any of the constituent corporations”
· This is tax free

· Boards will negotiate a merger agreement, includes consideration, who survives, liabilities, what each sets of shareholder gets

· Legally, have lots of flexibility

· Limit is what shareholders/board accepts

· No such thing as hostile merger

· Usually the acquirer survives

· In consolidations, both companies are extinguished and make a new one

· We don’t talk about this, but law/policy considerations are basically the same as for one where a company survives

· Procedure governed by DGCL 251(b)
· Both boards adopt merger agreement

· Shareholders vote, subject to exceptions below

· Effective after file certificate of merger with secretary of state, DGCL 251(c)
· Voting Rights
· Both A and B shareholders vote (majority of outstanding shares entitled to vote). DGCL 251(c). But there are exceptions

· NYSE exception—optional
· For listed companies, eg NYSE
· Need shareholder approval prior to issuingce of common stock/securities convertible into or exercisable for common stock, equal to or greater than 20% of the voting power outstanding before issuance
· In that case need a quorum of 50% of shares entitled to vote and a majority of votes cast must approve it

· Small scale exception. DGCL 251(f), if three conditions are met, surviving company’s shareholders don’t get a vote:

· Merger agreement doesn’t amend the certificate of incorporation

· Each share of stock of such corporation outstanding immediately before the merger is to be an identical outstanding or treasure share of the surviving corporation after the merger

· (Identical in that they have pro rata dividends rights, no change in voting rights etc.)

· (And if before merger you hold 5 shares, after merger you also hold 5 shares)

· Obligations to be issued or delivered under such plan doesn’t exceed 20% of the shares of common stock of such corporation outstanding immediately prior to the merger

· So for small scale mergers or mergers in cash, the surviving company’s shareholders won’t get a vote.

· Policy: Makes sense since if there’s no change in certificate of incorporation, shares have same rights as before, and it’s not too many new shares, then shareholders probably don’t want the hassle of approving every small transaction

· Short form exception, DGCL 253 (for non-surviving shareholders)

· If parent owns more than 90% of the subsidiary, and wants to merge with the subsidiary, then non-surviving shareholders don’t get to vote

· (Common after tender offer)

· This is a short form merger

· Appraisal rights
· Governed by DGCL 262
· Have appraisal rights unless there is an exception

· Transaction costs
· Medium

· Higher than stock purchase because of more shareholder votes/proxies, which is expensive

· Legal Effect of Merger, DGCL 259a
· All the non surviving companies are extinguished

· Surviving company then immediately possesses all the rights, privileges, powers, and franchises and is subject to all the duties and liabilities of the non-surviving corporations

· And all the property, debts, and rights of creditors of the non-surviving companies vest in the surviving company.

Forms of Statutory Merger/Stock for Assets/Reverse Stock for Assets

· All end up with similar or identical economic outcome but have different legal consequences

· Gold standard of legal protection for shareholders (voting and appraisal rights) is the statutory merger

· Forward Triangular Merger (tax free acquisition)

· Acquiring+surviving company (A) sets up subsidiary (A sub)

· A puts consideration into A sub, eg. A stock

· A gets full equity rights over A sub

· Merger between A sub and B Corp

· A sub transfers shares to B’s shareholders

· B’s shares are extinguished

· B’s assets and liabilities are transferred to A sub

· Result:

· A shareholders (plus old B shareholders, if A shares were consideration) own A

· A corp has a wholly owned subsidiary A sub

· A sub has all of B Corp’s assets and liabilities

· Then typically change A sub’s name to B corp

· Advantages over just merging B corp into A corp

· Limited liability

· To collect on B corp’s liabilities in excess of B Corp’s assets would have to pierce the corporate veil to go after A’s assets

· In practice won’t pierce the corporate veil as long as you follow the formalities (the In Re Silicone Gel, the Bristol case), eg. have the subsidiary pay the parent for services it receives, have the sub have it’s own board which meets reguarlly

· And can’t drain out B corp’s assets leaving it with just liabilities

· So this can be a big advantage if B Corp might have some big uncertain liabilities such as class actions

· May prevent A’s shareholders from voting (unless have to issue too many new A shares)

· Acquiring shareholders generally get a vote

· But acquiring company is A sub, A corp can vote those shares without needing A shareholder’s to vote

· Lets you reincorporate B Corp into a new state, since can incorporate A sub wherever you want

· Reverse Triangular Merger (tax free acquisition)

· B Corp Survives, merges with A sub

· Create A sub with consideration A is paying B

· Shares, cash, etc.

· Extinguish A sub

· A corp is the shareholder of A sub, so they get something (here it’s B shares, has to be at least 1)

· Then extinguish B’s shares (besides those transferred to A corp)

· And B Corp gets A sub’s assets and liabilities (if any)

· And B shareholders the consideration A corp put into A sub

· May prevent A’s shareholders from voting (unless have to issue too many new A shares)

· B Shareholders will get a vote
· Can’t meet the 251f exception (fails second requirement that their shares are the same before the merger as after)

· End result:

· A shareholders plus old B shareholders (if A shares were the consideration) own A corp

· B Corp is a wholly owned subsidiary of A corp (who might just own one share)

· Same post transaction outcome as a tender offer that gets 100% ownership

· Which is basically impossible

· Advantages
· Maybe B corp has a bunch of non transferrable IP licenses

· Transferring those rights to A sub or A corp might void them

· Or B corp is in a heavily regulated industry like nuclear power

· Lots of oversight/paper work to let B corp disappear

· Maybe some tax carry forwards would disappear when B Corp does

· Stock for Stock Merger (tax free acquisition)

· Acquiring and target company agree on a conversion ratio.

· If target accepts, the acquiring company will essentially issue new shares certificates to the target’s shareholders, allowing them to trade in their shares to acquire a pro rata number of the shares of the acquiring company.
· Acquiring company gets all the assets and liabilities of target and stockholders of the target company now own part of acquirer.
· Post transaction:
· Have just A corp (with B corp’s assets and liabilities)
· A corp is owned by A’s shareholders and B’s old shareholders.
· Result:
· Acquirer gets control of target business
· Target’s shareholders get shares in the continuing enterprise
· A’s shareholders get continued ownership in the larger corporate entity
· Stock for Assets Acquisition (tax free acquisition)

· Step one

· B Shareholders vote to ratify, A shareholders don’t vote (subject to the have to amend charter to issue enough shares)
· A Corp gives stock to B Corp, B’s assets and liabilities go to A corp
· Step two: 

· B Corp dissolves and is extinguished, gives A’s shares to B’s shareholders
· A ends up holding B’s assets
· Result:
· Acquirer gets control of Target’s business
· Target’s shareholders get shares in the continuing enterprise
· Acquirer’s shareholders get continued ownership in the larger enterprise
· Reverse Stock for Asset Purchase

· Use when big company wants to buy assets of smaller company (which would trigger right to vote for shareholders of selling company) but don’t want those selling shareholders to have the right to vote.
· See this in Farris v. Gled Alden
· Have theglobe.com buy Microsoft. 
· Theglobe.com prints 125billion worth of stock (technically they print a bunch of shares and once the deal is done those shares will be worth $125b since theglobe.com will then own all those assets) and uses it to buy Microsoft’s assets
· Then the Microsoft shareholders will own almost all the shares of theglobe.com
· Microsoft’s only assets then are $125b worth of globe.com stock, Microsoft then dissolves, and the Microsoft shareholders will then own theglobe.com
· In this case Microsoft shareholders get the right to vote and globe.com shareholders don’t
· Economicially it’s the same transaction, Bill Gates ends up being the controlling shareholder of the combined company either way
· But different voting rights

· Short form merger. DGCL 253
· Parent owns at least 90% of subsidiary and wants to merge the subsidiary into parent

· Subsidiary gets no voting rights

· But always gets appraisal rights. DGCL 262(b)(3)
Tender Offers/Williams Act Requirements

· Williams Act intended to address abusive practices, eg. discrimination against some sellers, different prices over time, little disclosure, quick timeframes to make a decision

· But does nothing to stop coercive treatment after the tender offer is offer

· For that rely on defensive tactics plus target Board’s fiduciary duties

· And competition
· If tender off price is just too lower (eg. trades at $20, tender at $18, with threat of second stage squeeze out)

· Then some other hedge fund will offer to buy at a $19

· Mechanism of choice for hostile takeover

· And often used in friendly acquistions because of speed (don’t need a shareholder vote, so no proxy statement/scheduling a meeting)

· Required Things

· Have SEC staff review

· Shareholders Tender Shares to Buyer with Letter of Transmittal

· Notice of Guaranteed Delivery

· 3 classes of procedural protections
· Duration

· Rule 14e-1(a): Must keep the tender offer open for at least 20 business days

· Rule 14e-1(b): if you change offer must keep it open for at least 10 more days.

· (So change on day 5 means still can close on day 20)

· Any change in price triggers this

· Any change in amount triggers, except for an increase in amount sought by 2% (of the number of shares in that class of shares) or less. 

· Policy:

· Gives shareholders time to think, read commentary, see how market reacts

· Withdrawal rights

· Rule 14d-7(a)(1) may withdraw your acceptance of the tender offer as long as the tender offer period is open

· (a) Rights. (1) In addition to the provisions of section 14(d)(5) of the Act, any person who has deposited securities pursuant to a tender offer has the right to withdraw any such securities during the period such offer request or invitation remains open.
· Policy: withdrawal rights let a bidding war occur, since even if you tendered to the first offerer, another offerer can bid higher and you can withdraw and sign to them

· Equal treatment

· Rule 14d-8: pro rata rationing to entire length of offer

· No requirement that you offer to buy all the shares.

· Eg. if you offer to buy 60% but 100% of shares tender

· Can’t just buy from the first 60% who tender, instead you have to buy a pro rata amount, here it would be 60% of everyone’s shares.

· And can pay cash for fractional shares.

· Policy: without this, the structure could lead to a stampede, eg. want to be one of the first to sell so you get something, and then that would interfere with ability of current holders to consider the offer since have incentive to sell quickly

· Rule 14d-10(a)(1): offer must be open to everyone

· Rule 14d-10(a)(2): everyone paid the same best price

· Rule 14e-5: cannot purchase other than pursuant to tender offer (includes affiliates of the offeror and the offeror’s dealer-manager and advisors who get paid based on completion of the offer)

· Policy for allowing the toehold
· Doing the tender offer is expensive

· Need investment bank; financing; due diligence

· Don’t want to discourage tender offers

· If they think it’s worth $50 and tender at $50, they only profit if they pay less than $50 on some shares.

· Optional Things
· What is a tender offer? –optional 
· In most cases the acquiring company will just say they’re doing a tender offer and file the appropriate form

· Sometimes companies try to get around the tender offer regulations by not calling it a tender offer. SEC will sometimes characterize it as a tender offer

· Generally, the broader (eg. how public) the offer and the larger fraction of shares you are seeking, the higher the chance it will be deemed a tender offer. 

· Disclosure—optional
· Sec. 13D (Early Warning Disclosure)—optional 

· Status based, not intent based

· If you have more than 5% beneficial ownership of a class of equity securities, then must (within 10 days) inform the SEC, target issuer, and relevant securities exchange

· For those doing a tender offer, will typically delay disclosure as long as possible and accelerate purposes

· Need to disclose

· Identity of acquirer

· Source of funds (bank financing, your own money etc)

· Any plan to take control and liquidate or merge target

· Number of shares owned

· Any agreement with respect to shares. 

· If you just want to be a passive holder then can file Sec. 13G which has less info, but as long as you want to change something, eg. a director, merge, tender offer, asset acquisition, need the 13D

· Section 14D disclosure – intent based disclosure--optional

· About intention not status, applies to those who have intent to do a tender offer for more than 5% of the stock, then file a section TO

· Requires lots of information, including financing, your plans, terms of the offer

· Tender offer procedure—optional

· Shareholders tender shares to paying agent with letter of transmittal (optional)

· Has notice of guaranteed delivery

· Formally tenders your shares

· Target Firm (optional)

· Target firm must send a 14e-2 notice, recommends acceptance or rejection; neutral; or unable to take a position, within 10 business days of date the tender offer is first given to shareholders

· Procedural protections in the Williams Act
· Commencement—optional

· Summary announcement, often in WSJ

· Rule 14d-2:

· (a) Date of commencement. A bidder will have commenced its tender offer for purposes of section 14(d) of the Act (15 U.S.C. 78n) and the rules under that section at 12:01 a.m. on the date when the bidder has first published, sent or given the means to tender to security holders. For purposes of this section, the means to tender includes the transmittal form or a statement regarding how the transmittal form may be obtained.
· Rule 14d-5 demand to targer company to assist in transmission of tender offer to the shareholders—optional

De Facto Merger Doctrine and Form Trumps Substance

· Because form trumps structure (Hariton, below) parties can affect the availability of voting and appraisal rights even between economically identical transactions

· De facto merger doctrine no longer exists except for the small exception below

· Farris v. Glen Alden (PA 1958) (no longer good law)
· Smaller company acquires the bigger one (3x bigger here)

· List owns a good chunk of Glen Alden, wants to own more of it

· Under the reorganization agreement:

· Glen Alden issues stock in order to buy List, makes List shareholders the dominant majority shareholders of Glen Alden

· List would be dissolved, and distribute those Glen Alden shares to List’s stockholders

· Glen Alden gets almost all of List’s assets and all of its liabilities

· Glen Alden said if they had to pay the dissenting shareholders the appraised fair value of their shares, the resulting cash drain would prevent them from carrying out the agreement.

· But says it’s just a purchase of assets so shareholders don’t have appraisal rights

· Holding: It’s a merger, despite not following the statutory procedure. So Glen Alden’s dissenting shareholders have appraisal rights. 

· Merger enjoined for failure to notify Glen Alden shareholders of their rights

· Test to determine if it’s a merger or a sale of assets

· Look at all provisions of agreement and also the consequences of the transaction and the purposes of the relevant corporation law.

· Rationale is that when a corporation combines with another so as to lose its essential relationship and alter the original fundamental relationships of the shareholders among themselves and to the corporation, a shareholder who does not want membership anymore can terminate that membership and have the value of his shares paid to him. 

· If the ‘reorganization’ “so fundamentally changes the corporate character of Glen Alden and the interest of the plaintiff as a shareholder therein, that to refuse him the rights and remedies of a dissenting shareholder would in reality force him to give up his stock in one corporation and against his will accept shares in another” then the combination is actually a merger. 
· Application:

· Plaintiff, a Glen Alden shareholder, would be left with shares in a very different company

· Instead of a coal company it would be a diversified holding company

· And it would be much larger and heavily in debt

· And control of the Glen Alden passes to List’s directors.

· And plaintiff’s interest in Glen Alden is reduced to 2/5ths of what it was, control passes to List’s shareholders

· So it’s actually a merger

· Policy: 

· Why might we want to give Glen Alden’s shareholders appraisal rights here?

· The shareholders are changing from being long a low-debt coal mining company to long a high-debt diversified holding company. 

· There’s a qualitative change in what they own. 

· Of course businesses can do qualitative changes on their own without triggering dissenters rights, eg by going into new lines of business like how apple went from a computer company to a smartphone/music company

· Hariton v. ARCO Electronics (Del 1963) (Form Trumps Substance)
· Form trumps substance. Substance trumping form in Glen Alden is an outdated view.

· “A sale of assets is effected under [DGCL] 271 in consideration of shares of stock of the purchasing corporation. The agreement of sale embodies also a plan to dissolve the selling corporation and distribute the shares so received to the stockholders of the seller, so as to accomplish the same result as would be accomplished by a merger of the seller into the purchaser. Is the sale legal?” [Answer: Yes]

· Under the Plan:

· Arco agrees to sell its assets to Loral in consideration for, inter alia, issuance to it of 283k shares of Loral.

· Arco agrees to call a stockholder’s meeting for the purpose of approving the plan and the voluntary dissolution.

· Arco agrees to distribute to its stockholders all the Loral shares received by it as part of the complete liquidation of Arco.

· Holding
· It has the same result as a merger

· But it’s a sale of assets anyway

· Court said sale of assets statutes and merger statute are independent of each other, they are of equal dignity and the framers of a reorganization plan can resort to either type of corporate mechanics to achieve the desired ends.

· Terry v. Penn Central Corporation (3d Cir 1981)

· Penn Central had its wholly owned subsidiary acquire the target company through mergers

· Court held an acquisition by merger with a subsidiary shouldn’t be treated as a de facto merger with the Parent company. 

· So the shareholders of the parent company don’t get voting and appraisal rights.

· De Facto Merger Doctrine Factors—optional

· Doctrine still exists in a limited form, but is basically dead

· 4 factor test

· Continuity of selling corporation (same management, personnel, assets, location)

· Continuity of stockholder-owners

· Dissolution of Target company

· Assumption of only those liabilities necessary for normal business operations by acquirer

· If meet those 4 factors then asset acquisition may be deemed a merger anyway

· Who does this protect? 

· Example

· Alice owns 100% of Company 1 and 2

· Company 1 has 100m in assets and 75m in liabilities

· Have company 2 pay 90m cash in exchange for 100m in assets

· Or could be even more extreme and pay 50m in cash, in which case corporation 1 would be insolvent

· This hurts the outside creditors of corporation 1, even though corporation 1 isn’t insolvent, there is a smaller equity cushion which is bad for outside creditors

· De facto merger doctrine prevents this by saying it’s a merger so all of the Corporation 1 liabilities transfer over

· Not a complete protection, say corporation 1 has $100m assets and $75m liabilities, and mergers into corp 2 which has $100m assets and $100m liabilities

· This is legal but still hurts outside creditors somewhat by reducing the effective equity cushion. 

· So de factor merger doctrine only exists in this limited situation, is a little used doctrine

Appraisal Rights Policy

· Appraisal rights ask the court to make it’s own determination of the value of shares instead of the stock market price or the negotiated price in the deal. 

· Traditional justification: changing the qualitative nature of their investment so they should have a right to cash out

· This is outdated
· Of course companies change their business plans all the time

· Example showing modern justification for appraisal rights

· Prevents punishing stockholders who don’t tender 
· Prevents a company from buying another at below market price
· B trades at $50/share

· A proposes tender offer for 90% of shares at $52/share

· Then short form merger for remaining 10% at $10/share

· So average price is $48/share, less than the company is worth

· Strong incentive to tender

· Don’t want companies to be able to buy others for less than they’re worth, would encourage inefficient acquisitions.

· Can address this with appraisal rights. Let the Stage 2 shareholders get the actual value of the shares

· Then takes away the incentive of A to do this and makes it so they can’t buy the company for less than it’s worth based on the market price.

· Argument against appraisal rights

· ICC owns 52% of EC, did a tender offer for the remaining part. Pre announcement market price of $7 per share

· Stage one, majority of minority shares tendered at $10.25/share cash

· Then Majority of minority voted in favor of a squeezeout merger at $10.25/share cash

· This doesn’t seem coercive, no incentive to stampede to get into the first stage, and the premium is a good one too.

· But in this case the court allowed appraisal rights anyway and used a formula made by the court

· Judge gave the dissenting minority shareholders $38/share

· The problem with this is that it gives you an incentive to vote against a good deal in order to maybe get really valuable appraisal rights

· And thus discourages the companies from doing this good deal in the first place. 

· One reason a company might want to avoid being subject to appraisal rights is that they would have to pay in cash, while for the deal itself the consideration would often be in stock because they’d rather pay in stock.

· Possiblity of appraisal rights and a duty of loyalty claim help prevent the company from setting a too low price for the stock in a short form merger.

Appraisal Rights Key

· Some merger agreements have a provision saying the merger is off if more than X% of the shareholders exercise appraisal rights. 
· What shareholders are eligible for appraisal rights

· Appraisal rights are always available to minority target shareholders in a DGCL 253 short form merger (so at least 90% of the stock). DGCL 262(b)(3)

· Policy: need to protect minority shareholders from dominant shareholder with more than 90%
· DGCL 262(b)

· Appraisal rights are only available in certain sitiutations, including statutory mergers (eg. DGCL 251 mergers)
· Not available for asset acquisitions or stock acquisitions
· As an initial matter, available qualifying transactions on both sides

· Small Scale Exception: The surviving shareholders doesn’t get appraisal rights if they don’t get to vote under 251(f). DGCL 261(b)(1)

· 251(f) says they don’t get to vote if three conditions are met:
· Merger agreement doesn’t amend the certificate of incorporation

· Each share of stock of such corporation outstanding immediately before the merger is to be an identical outstanding or treasure share of the surviving corporation after the merger

· (Identical in that they have pro rata dividends rights, no change in voting rights etc.)

· Obligations to be issued or delivered under such plan doesn’t exceed 20% of the shares of common stock of such corporation outstanding immediately prior to the merger

· So for small scale mergers or mergers in cash, the surviving company’s shareholders won’t get a vote.

· Market Out Exception:
· Can apply to either set of shareholders
· If their stock is listed on a national securities exchange (eg. NYSE, Nasdaq), or there are more than 2000 shareholders, then no appraisal rights for those stockholders. DGCL 262(b)(1).
· Assumption is there’s then a liquid secondary market, so you can sell at market price, and if you still want exposure to that type of company, just buy stock in a similar company
· Counter arguments:
· May not be any similar companies
· Once squeeze out is announced, market price will fall
· Exception to Exception (apply separately to surviving and non-surviving)
· Really only applies to market out exception
· Since applies when you have to exchange your shares, which would mean you fail the 251f identical shares requirement
· DGCL 262(b)(2): Appraisal rights are available notwithstanding the above exceptions if shareholders are getting anything as consideration besides some combination of:
· Stock in the surviving company
· Stock in a third party firm (not the survivor), that is listed on a national securities exchange or held by more than 2000 shareholders
· Cash for fractional shares only
· Typical merger agreement gives cash for franctional shares
· Rationale is about connection to your old assets
· Are appraisal rights the exclusive remedy?

· Appraisal rights are the exclusive remedy in a short form merger—optional (from discussion of Lyondell)
· Appraisal rights are usually the exclusive remedy for unfair mergers

· “The appraisal remedy we approve may not be adequate in certain cases, particularly where fraud, misrepresentation, self-dealing, deliberate waste of corporate assets, or gross and palpable overreaching are involved.” Weinberger
· In Weinberger, have self dealing, so remedy not limited to appraisal rights
· Rabkin extends this to procedural fairness (like duty of care)

· Procedural requirements of appraisal—optional

· Overarching message is that it’s very easy to lose your appraisal rights

· Appraisal rights require individual shareholders to opt in to the proceeding

· Procedural Requirements: Shareholder’s obligation to perfect the right

· Shareholder must no vote yes, can abstain or vote no

· Notify corp with written appraisal demand before the date of the vote

· Must continuously hold shares from date of demand to effective date of merger

· File a petition with a court after the effective date of the merger and notification, 120 day period

· From and after the effective date of the merger or consolidation, no stockholder who has demanded appraisal rights shall vote such stock or receive payment of dividends or other distrbutions on the stock (so when they mail you your dividend check you can’t cash it)

· Court determines fair value

· So small retail investors less likely to use the appraisal rights so won’t know what they need to do

· Example: merger agreement that said holders of no more than 15% of outstanding shares of our common stock can exercise their appraisal rights, if they do then merger is cancelled

· One reason to worry about too many stockholders using their appraisal rights has to do with the kind of consideration. If you want to use stock as consideration, might not have the cash needed

· Another worry is that the judge might set the appraisal price high enough that the deal wouldn’t be worthwhile

· Might have a worry that there is too much appraisal, eg. people who want to deal the pass but will seek appraisal anyway because they could get more from a judge than simply voting yes will, and they know it’ll pass even if they vote against it

· See this more with hedge funds

· Mutual funds etc more likely to go along with management since don’t want to make managers mad since then the managers wouldn’t put the company’s 401k with them

· Objective/method of valuation—optional

· Weinberger
· Says judges in doing appraisal can apply any legitimate, recognized form of valuation

· Eg. discounted cash flows

· Replaces the old requirement that they use the Delaware block formula, eg. 5x earnings

· Argument against letting inexpert judges have a wide range of options is that theyre would be a large range of possible valuations and they might end up pick something too high.

· This can kill deals that should be in the interest of everyone.

· What is the objective of valuation?

· Should there be a minority discount?

· If you have a controlling shareholder who doesn’t trade, so all trades are among the minority shareholders, then the market price may be less than the pro rata value of the company

· The controlling shareholder might extract private benefits of control which makes the value of the other shares less

· But the controlling shareholder might have good incentives compared to the Board when there are dispersed shareholders

· Delaware says no minority discount

· Even though this probably gives a windfall to minority shareholders who bought in after a controlling shareholder already existed since the market price they bought’ve would’ve accounted for that

· Rationale is that all shares should be treated equally

· What about merger synergy value?

· DGCL 262h says this synergy value doesn’t go to the complaining shareholders who seek appraisal. Says court shall appraise shares, determining their fair value exclusive of any element of value arising from the accomplishment or expectation of the merger.

· But Weinberger v. UOP (Del 1983): “Only the speculative elements of value that may arise from the accomplishment or expectation of the merger are excluded. We take this to be a very narrow exception to the appraisal process.”

· Want to give incentives to do value increasing transactions, so give the merger synergy value to the acquirer/shareholders who agree

Freeze out/squeeze out mergers

· Policy: Why eliminate minority shareholders?

· They might sue you for other decisions, so get rid of ongoing risk of lawsuits

· If too many minority shareholders, might have to file reports with the SEC, so by getting rid of minority shareholders save those costs (at least for the subsidiary for which you at eliminate minority shareholders)

· You want to capture 100% of the increased value of the good ideas you have for the company

· Just a description, not a legal term

· Freeze out merger key Weinberger
· Main remedy is appraisal rights

· But have to opt in and other requirements, so not all shareholders will get it
· Class action for damages, eg. derivative suit for duty of care or loyalty is opt out
· So more shareholders will be in
· Disclosure: In a case like this, defendants must disclose “all information in their possession germane to the transaction in issue.” And by germane we mean, for present purposes, information such as a reasonable shareholder would consider important in deciding whether to sell or retain stock….Completeness, not adequacy, is both the norm and the mandate under present circumstances.”
· Business Purpose Test is eliminated now, so no burden to show Board had a purpose besides eliminating the minority shareholders. Weinberger
· Who has burden of proof to show the freeze-out was fair. Weinberger
· Plaintiff must “allege specific acts of fraud, misrepresentation, or other items of misconduct to demonstrate the unfairness of the merger terms to the minority.”


· Rabkin extends this to procedural fairness

· So initial burden is on the plaintiff

· Once plaintiff shows this, the burden is on the defendant majority shareholder to show that the merger was fair. 

· Look at substantive fairness, including price, procedural fairness, candor.

· So go to entire fairness

· Ratification by informed vote of a majority of the minority shareholders shifts burden to plaintiff to demonstrate the transaction was unfair. 

· Still in entire fairness but burden shifts. 

· But Board has burden of showing they completely disclosed all material facts relevant to the transaction.

· Ratification by an “independent committee of directors or an informed majority of minority shareholders” shifts the burden of proof on the issue of fairness to the shareholder-plaintiff. Kahn v. Lynch.
· (Even though it seems like someone elected by controlling shareholder wouldn’t be that independent, even though they aren’t employees/officers/paid by controlling shareholder)

· (Khan seems to say that’s still okay, so companies just use directors for ratification, faster, cheaper, and more likely to succeed than shareholders)

· Does Oracle apply?
· Martha Stewart seems to limit Oracle’s analysis for if directors are really independent to the SLC context, but the same rationale (SLC very important) for that seem to imply here too

· One reform proposal has been to require both director and shareholder ratification

· Minority shareholders have the greatest incentive to maximize the value of the minority shares

· But less information/resources

· But directors have better information, and are more able to focus their attention and time on the issue then dispersed minority shareholders. 

· But worse incentives.

· Requirement of entire fairness as between the dominant shareholder and the minority
· How do we define fairness?

· Compare the challenged transaction to the hypothetical terms that might be reached between two parties dealing at arms-length

· Components of “entire fairness”

· Fair dealing

· Courts prefer to talk about this one

· Eg. outside counsel/advisors

· How long they met

· Fair price

· (Optional) Proof of value can now include any techniques or methods that are considered acceptable in the financial community and otherwise admissible in court, subject to our interpretation of DGCL 262.
· In Weinberger, Court finds Singal didn’t deal fairly with minority UOP shareholders because
· Misuse of confidential UOP information
· Lack of Disclsoure
· Lack of Arms Length bargaining
· What should the Signal board of directors have done (similar to Van Gorkom)? Best practices:

· Keep the Signal people on the UOP board out of any studies or discussions of Signal strategy

· Instead let them discuss things with the UOP independent directors before leaving the room

· Appoint a special committee of the UOP independent directors to study the offer

· Fairness opinion by outside financial advisor

· Have Crawford, a former signal employee, withdraw from the negotiations.

· Appraisal rights are usually the exclusive remedy for an unfair merger

· “The appraisal remedy we approve may not be adequate in certain cases, particularly where fraud, misrepresentation, self-dealing, deliberate waste of corporate assets, or gross and palpable overreaching are involved.”

· In Weinberger have self dealing (parent negotiating with itself basically)
· So not the exclusive remedy
· When can you as a plaintiff escape appraisal rights? Sometimes they are the only thing you have

· Can’t double count, if you seek both, the appraisal value will be subtracted from the class action winnings (so damages is the alternative to appraisal).

· Have to show one of a certain set of problems, parallels the business judgment rule exceptions

· If you can do this, end up in entire fairness, burden of proof on defendants, but burden shifts to plaintiffs via ratification by a fully informed vote by a majority of outstanding minority shares

· Had a majority of the outstanding shares approve it here, but weren’t fully informed

· Rabkin v. Phillip A Hunt Chemical Corp (Del 1985) (Optional)

· “While this duty of fairness certainly incorporates the principle that a cash-out merger must be free of fraud or misrepresentation, Weinberger’s mandate of fair dealing does not turn solely on issues of deception. We particularly noted broad concerns respecting the matter of procedural fairness…Thus while in a non-fraudulent transaction…price may be the preponderant consideration, it is not necessarily so.”

· So while in Weinberger sounded more like duty of loyalty type things, now sounds like duty of care things can be included too

· Eg. the approval of merger very quickly                  in Van Gorkom. 
· So plaintiff can move forward with something besides appraisal rights if they can show one of a certain number of things

· Like Business judgment rule, except there if plaintiff fails to show one of the exceptions, they lose. 

· Weinberger eliminates the Business Purpose Test
· Old rule was that a controlling shareholder can’t show entire fairness of the transaction if the merger was caused “for the sole purpose of eliminating a minority on a cash-out basis”

· Prupose was to prevent the majority from harming the minority, eg. majority knows about a hidden asset, so cashes out minority before revealing it

· Was easy to get around this, eg. say presence of minority shareholders is slowing down the board’s directors

· Weinberger eliminates the Business Purpose Tests

· So now no burden to show they had a purpose besides eliminating the minority shareholders.

· Still have a burden to show other things though

· Weinberger v. UOP (Del 1983) 

· Parent company, Signal, owns 50.5% of UOP. By the time of the merger, 7 or the 13 UOP directors are either employees or directors of Signal. 

· 2 UOP directors, who are Signal employees, produce a report (wearing their Signal hat) that anything up to $24/share for the rest of UOP would’ve been worthwhile for Signal to pay

· UOP minority board members/minority shareholders didn’t know this

· Deal was for $21/share

· There is self dealing here since Signal is negotiating with itself through it’s control

· This is a freeze out merger, minority shareholders will be eliminated

· In this case 56% of outstanding minority shares vote in favor at the meeting, but needs to be fully informed to ratify the transaction. 

· Wasn’t fully informed, material information was withheld, amounting to a breach of fiduciary duty

Transactions where a controlling shareholder sells their shares

· What counts as a controlling shareholder? Yates
· In Yates, they are selling 28.3% of a NYSE listed stock (so has at least 1500 shareholders)

· In practice, that’s almost certainly enough to have control

· But it’s a factual issue

· Look to who else if anyone has a lot of shares, how many shareholders vote

· Since 28.3% of the voting stock of a publicly owned corporation is usually tantamount to majority control, burden is on the party attacking the legality of the transaction Controlling shareholder can sell their shares at a premium and separately from the minority shareholders. Zetlin
· Transactions in which controlling shareholder promises to use his shares to get a majority of the board to resign and replace them with buyer’s picks. This is legal.
· Essex v. Yates (2d Cir 1962)

· Yates contracted to sell his shares, 28.3% of the company, to Essex

· Contract contained the following provision:

· Upon and as a condition to the closing of the transaction, if requested by Buyer:

· “Seller will deliver to buyer the resignations of the majority of the directors of Republic”

· Seller will then call a special meeting of the board, and cause nominees of Buyer to be elected directors of Republic in place of the resigned directors

· Company’s bylaws let the board choose successor, so would have 8 of the 14 directors resign one after another, each one being replaced by a nominee of the Buyer

· This provision for immediate transfer of control of the board is legal, as long as it’s a controlling shareholder (which court assumes, determine this on remand)

· Contract provision would’ve been entirely proper if Essex was contracting to purchase a majority of the stock

· Need this because otherwise with a staggered board and 3 year, it’d over a year for the new owner to get control.

· Policy: Court wants to allow free flow of assets to a hire value use

· Without provisions like this, people will be less willing to buy control blocks.

· Sale of Corporate offices (eg. CEO)
· Yates says can’t just sell a corporate office on it’s own

· Under NY law “it is illegal to sell corporate office or management control by itself, that is, accompanied by not stock or insufficient stock to carry voting control”

· Rationale for this: Persons enjoying management control hold it on behalf of the stockholders, so can’t treat is as their person property to dispose of as they wish.

· The incentives of someone who is CEO but doesn’t own any shares, no stock options or incentive compensation etc is to maximize private benefits of control. 

· Can get value from it in two ways

· Increase share price (doesn’t apply here)

· Get private benefits of control

· What if the board would’ve hired them anyway and it’s just like a finder’s fee? 

· Then could be okay, depends on facts, maybe could show board really is acting independently and just paying the controlling shareholder a finders fee. 

· Why would the controlling shareholder ever want to sell a CEO position anyway? They’d take private benefits and push your shares down. But some of that cost comes from the minority shareholders, so there’s room for a mutually beneficial bargain.

· Controlling shareholder can sell their shares at a premium and separately from the minority shareholders. Zetlin
· “Absent looting of corporate assets, conversion of a corporate opportunity, fraud or other acts of bad faith, a controlling stockholder is free to sell, and a purchaser is free to buy, that controlling interest at a premium price.” Zetlin
· Minority shareholders are not entitled to “inhibit the legitimate interests of the other stockholders.” Zetlin
· In Zetlin, shareholder owned 44.4%, sold them at about 2x market price. So just the selling shareholder gets that premium

· And thus controlling shareholder profits disproportionally

· That’s okay.

· How is seller supposed to determine if the buyer is a looter?
· Since can’t sell to a looter under Zetlin
· Some possible red flags

· Buyer has no business plan just says will come up with one after they buy it

· They need to borrow money and the company won’t produce enough income for them to pay back the loans, so they’d be forced to find money elsewhere or else sell corporate assets, which could indicate looting

· Test from DeBaun:

· “While a person who transfers corporate control to another is surely not a surety for his buyer, when the circumstances would alert a reasonably prudent person to a risk that his buyer is dishonest or some material respect not truthful, a duty devolves upon the seller to making such inquiry as a reasonably prudent person would make”

· “In any transaction where the control of the corporation is material, the controlling majority shareholder must exercise good faith and fairness from the viewpoint of the corporation and those interested therein.”

· So result of these cases controlling shareholder can sell at a premium unless there’s a red flag which a reasonably prudent person would investigate. 
· Very very rare that a court actually says the seller breached its duty. Even rarer then piercing the corporate veil. 

DeBaun v. First Western Bank (Cal Ct App 1975)

· Mattison buyers 70% stake in company Founder’s trust (he was dead) at the Bank

· Buys the shares for $200k on an installment basis

· Bank knew their was insufficient after tax cash flow from the company to pay off the $200k

· So they should’ve known he’d have to sell the company’s assets to do so

· Other red flags

· Mattison had committed fraud in the past

· Bank knew this

· Lots of unsatisfied judgments and pending actions against him

· Bank failed to full investigate this

· Mattison ends up robbing the company blind

· Unsecured loans to himself

· Transfer all the company’s assets to one of his shell companies in exchange for a fictitious agreement for management services

· Bank (controlling shareholder) breached its duty to minority shareholders to act reasonably with respect to its dealings in the controlling shares with Mattison
· Had bank investigated, which any prudent person would’ve done, would’ve found records of many financial failures, and so wouldn’t have dealth with him unless there was excellent security and he had no ability to loot the corporation

· Instead Bank agreed to a payment schedule the basiaclaly required Mattison to loot the company.

· Why would anyone pay a premimum for control? Two stories

· New controlling shareholder thinks it can make great decisions/create synergy that will make all of the shares worth more than what they paid for them, so benefits all shareholders

· In this case the minority shareholders’ shares gain value

· New controlling shareholder thinks it’s particularly good at extracting private benefits of control (better than current shareholder), so instead of growing the pie, the pie either stays the same size or even shrinks

· In this case minority shareholders’ shares lose value

· Can be hard to distinguish these two, except, that if you thought you could increase value of all the shares you would want to get all the shares in order to capture all the value of that increase, eg. through a tender offer.

· Are premiums paid to acquire the control block a problem?

· If you already have a controlling shareholder, they’re already getting some amount of private benefits of control, and that’s just the case after selling to someone else

· In that view the looter would be someone who takes an exceptionally high level of private benefits of control

· And the existing private benefits of control extracted should already be priced into the market

· Why not have a rule that says if you buy more than a certain fraction of shares, must offer to buy every other share at that price?
· US doesn’t have this rule

· Would be more fair to minority shareholders

· But some value increasing (efficient) transactions wouldn’t take place then.

· Since the controlling shareholder who extracts private benefits of control values their shares at more than the average price. So if you had to pay that price to everyone, then the acquirer might have to pay more than company is worth.  

Hostile Takeovers and Defensive Tactics

Hostile Takeovers General

· To the extent contract provisions “are inconsistent with [fiduciary] duties, they are invalid and unenforceable.” QVC
· Empirical studies show stock values drop on adoption

· Staggered Board

· This is a defensive tactic because it means it’ll take a longer time for the acquirer to get control, so the acquisition has less value (maybe there’s a time limited opportunity the acquirer wants to exploit)

· Poison Pills

· Firms with poison pills get higher takeover premiums

· But also less offers

· In 1960s had a wave of friendly mergers. There was a sense that management was a science and management skills were the same regardless of industry, so have a bunch of conglomeration

· So by 1980s had lots of conglomerates which were poorly run

· So had hostile takeovers that then split up the company so that each company within it could be run by a manager with experience in that industry rather than one guy managing both a hotdog company and a nuclear power company

· One reason incumbent managers tend to oppose corporate breakups (and might want to acquire other companies) is that company size is correlated with higher manager pay

· Without the possibility of hostile takeovers, the management has less incentive to do a good job (since also don’t really have to worry about shareholders voting them out) and so more ability to just extract private benefits of control

Hostile Takeover Policy

· Market for corporate control helps align incentives of directors and shareholders

· Poorly run company means lower share price, which makes them more vulnerable to a hostile takeover

· So managers will want to keep share price high

· Defensive tactics good story:

· Company is undervalued, current management team can increase its value given time

· And can get better value for the shareholdres

· Defensive tactics bad story: 

· Directors/officers just want to protect their own job even if it’s worse for shareholders

· Since they get private benefits of control

Key things from Cheff v. Mathes (Del Ch 1964)

· Court in Cheff observes that corporate control struggles pose a potential conflict of interest between the shareholders and member of the board, potential acquirer sometimes poses a threat to the incumbent’s salaries (beyond just director compensation) or other benefits (eg. legal fees)

· Plaintiffs argue the sale price was unfair because it was above the prevailing market price.

· But a substantial block of stock will normally sell at a higher price than the prevailing market price because of the “control premium”

· Unreasonable to expect the corporation could avoid paying this control premium that any other buyer would have to pay. 

· DGCL 160(a) gives corporation the statutory power to purchase and sell shares of its own stock

· “If the actions of the board were motivated by a sincere belief that the buying out of the dissident stockholder was necessary to maintain what the board believed to be proper business practices, the board will not be held liable for such decision, even though hindsight indicates the decision was not the wisest course.”
· “If the board acted solely or primarily because of the desire to perpetutate themselves in office, the use of corporate funds for such purposes is improper.”

Effective Fiduciary Out Required

· In NCS, the defensive measures were also unenforceable because they prevented the board from effectively discharging its ongoing fiduciary duties to the minority stockholders when Omnicare presented its superior transaction

· NCS board didn’t have the authority to accede to the Genesis demand for an absolute lockup

· “The NCS board was required to negotiate a fiduciary out clause to protect the NCS stockholders if the Genesis transaction became an inferior offer.”

· No authority to execute a merger agreement that subsequently prevents the responsibilities. 

· Even though NCS was insolvent

Unocal Test (for defensive tactics generally)

· Form of enhanced scrutiny, between BJR and Entire Fairness

· BJR is applicable in the context of a takeover

· However, in the takeover context there is the ever-present risk the board will act primarily in its own interest, so there is an “enhanced duty which calls for judicial examination at the threshold before the protections of the business judgment rule may be conferred.” Unocal
· Policy: Why a higher standard than BJR?

· Board generally has a conflict of interest (losing their jobs, not the director’s compensation).

· Defensive tactics take away the decision to accept the hostile tender offer from the shareholders

· Two possible reasons why the Board might use defensive tactics

· Their own self interest

· The tender offer is a threat to the shareholders and the board has a fiduciary duty to them (eg. the two stage coercive tender offer)

· Or the Board thinks the market and the third party bid both undervalue the company since shareholders don’t have good information about the future value of the company.

· 2.5 prongs

· If you meet Unocal
· Go to BJR

· In practice this means the defensive tactic is okay

· So the board’s action is entitled to be measured by the BJR and so would need a showing by the preponderance of the evidence that the director’s decisions were primarily based on perpetuating themselves in office, or some other breach of fiduciary duty such as fraud, overreach, lack of good faith, or being uninformed before the would substitute its judgment for that of the board. Unocal
· If you fail Unocal
· Go to Entire Fairness

· Though if you fail Unocal because the defensive tactic isn’t proportionate or reasonable, will almost always fail entire fairness

· What might court do?

· If defensive tactic hasn’t happened yet can enjoin it

· If it has, then harder to say, more likely to be damages

· Esp. in a merger, court isn’t going to undo a merger

· Key features of an enhanced judicial scrutiny test (from QVC)
· First: a “judicial determination regarding the adequacy of the decision making process employed by the directors, including the information on which the directors based their decision” QVC
· Second: “a judicial examination of the reasonableness of the directors’ action in light of the circumstances then existing.” QVC
· “The directors have the burden of proving that they were adequately informed and acted reasonably”  QVC
· Board’s decision need not be perfect but must be “on balance, within a range of reasonableness” QVC
· Prong One: Reasonableness test

· Upon “Good faith and upon a reasonable investigation” the board determines that “reasonable grounds for believe that a danger to corporate policy and effectiveness” exist. Unocal
· Burden of proof on target board

· And such proof is “materially enhanced, as here, by the approval of a board comprised of a majority of outside independent directors who have acted in accordance with the foregoing standards.” Unocal
· List of possible threats that courts recognize

· Greenmail

· Government stepped in to stop greenmail

· 50% excise tax by federal government

· IRC Sec. 5881 imposes a penalty tax of 50% on the gain from greenmail, which is defined as gain from the sale of stock that was held for less than two years and sold to the corporation pursuant to an offer that “was not made on the same terms to all shareholders

· State law restrictions (shareholder vote required before share repurchase provisions)

· So now have almost no greenmail

· Impact on constitutencies other than shareholders: creditors, customers, employees, perhaps even the community generally

· Eg. Maremount wanting to fire thousands of employees in Cheff
· Liquidator who busts up companies and eliminates jobs

· But is this a threat to shareholders as opposed to employees/community?

· Have to ask whose interests

· “A board may have regard for various constituencies in discharging its responsibilities, provided there are rationally related benefits accruing to the stockholders. However, such concern for non-stockholder interests is inappropriate when an auction among active bidders is in progress, and the object no longer is to protect or maintain the corporate enterprise but to sell it to the highest bidder.” Revlon
· Most states follow Delaware on this rationally related test but Pennsylvania allows a broader view.

· Structural Coercion (example in Unocal)

· Hallmark is two stage tender offer where second stage gets less value for their shares

· Risking a stampede as shareholders try to get into the first stage

· This is considered a very strong threat

· See it in Unocal, second stage had same nominal price, but they were junk bonds that probably weren’t worth the nominal price

· Less common now

· Justifies powerful defensive tactics after Unocal
· So acquirers avoid this

· Instead tend to do all shares tender offer

· So no second stage

· And often all in cash

· Substantive coercion—price too low  (see this in Time)

· Even though it’s at a premium to market price

· Eg. The Board knows the company is undervalued by the market and the offer since have some confidential information

· Can convey confidential information to judges at the trial without it becoming public

· Sometimes the argument is that the market is too short term focused and so doesn’t reflect the true long term value of the company

· Easy argument to make

· Can always find an investment bank who will let you pay them to say the price is inadequate

· Not very powerful
· As premium goes higher, the less likely the judge will accept this argument

· Threat to company’s survival/culture/strategic vision

· See this in Time
· Inadequate time for shareholders to consider it

· Much weaker of a threat

· Might justify something like a poison pill that expires in a month

· But not a poison pill that never expires

· Nature and timing of offer

· See this in Paramount
· Risk of nonconsummation

· Acquirer will often offer cash but not have cash on hand, so offer is contingent on them acquiring financing

· So management wants to protect the shareholders from risk of nonconsummation, eg. Accepting the tender offer but the offer falls through, disappointing shareholders and distracting management

· This seems like a pretty weak threat, esp. since it only applies to one acquirer

· Quality of securities being offered in the exchange

· Eg. Junk bonds in second sage of the tender offer in Unocal
· (Though this should matter less if the value is readily determinable and there’s a liquid market for the securities)

· Middle Prong:

· Defensive tactic can’t be coercive or preclusive. If either then it automatically is not proportional in relation to the threat posed, so fails prong two. NCS
· “A response is coercive if it is aimed at forcing upon stockholders a management-sponsored alternative to a hostile offer.” NCS
· “A response is preclusive if it deprives stockholders of the right to receive all tender offers or precludes a bidder from seeking control by fundamentally restricting proxy contests or otherwise” NCS
· Prong Two: Proportionality test

· “If a defensive measure is to come within the ambit of the business judgment rule, it must be reasonable in relation to the threat posed.” Unocal
· List of possible defensive tactics
· Greenmail

· Also a threat

· Used as a defensive tactic in Cheff
· Not a very good defensive tactic

· Expensive and only stops one hostile buyer, not all

· Scorched earth selective tender offer (upheld by Unocal, banned by SEC)

· “The restriction placed upon a selective stock repurchase is that the directors may not have acted solely or primarily out of a desire to perpetuated themselves in office.” Unocal
· And “inequitable action may not be taken under the guise of law.” Uncaol
· DGCL 160(a) gives broad authority to a corporation to deal in its own stock.

· And a Delaware corporation may deal selectively with its stockholders, provided that directors have not acted out of a sole or primary purpose to entrench themselves in office. Cheff v. Mathes.

· SEC banned this after Unocal. Rule 13e-4(f)(8) prohibits issuer tender offers other than those made to all shareholders.

· But poison pill has same economic impact

· First have a trigger, it’s free until the trigger is crossed

· And since second stage is so bad for acquirer, no one will cross the trigger

· In Unocal the company caved to shareholder complaints and did some repurchase without the trigger being crossed

· If triggered:

· Takes value away from company and gives it to remaining shareholders

· Discriminatory—hostile acquirer doesn’t qualify

· Poison Pill—see below (upheld in Revlon)

· Termination Fee

· When bidding isn’t free, and termination fee exceeds the cost of bidding, can induce bids from buyer who think their WTP is lower than some other bidder’s WTP

· Thus drives up the winning bid

· So shareholders can do better than if no termination fee

· If termination fee is too high, it’ll push out a bidder (since fee comes out of the value of the company, pushing that bidder below the WTP of the bidder who gets the termination fee)

· Shareholders do okay, better than no termination fee case, but not as good as a proper termination fee

· No Shop Clause/No Talk Clause

· No shop in Time
· Agreements with banks not to provide financing for any other bidder. Time
· Very weak

· Lockup Option

· Pac-Man defense. Time
· Powerful

· Merger with another company.

· Defensive measure because the acquirer might not want the larger company

· Too big; too much debt; don’t want the assets of the 3rd company because no synergy/redundant

· And they might not be able to get financing for the bid

· Automatic share exchange agreement. Time
· This is a defensive tactic because it would increase the number of shares out there, so a hostile bidder would have to pay more and it puts shares in the hands of people who are against the hostile offer

· Bylaw/articles of incorpration provisions (usually done well before hostile takover)

· Eg staggered board

· Fair Price Provision

· Supermajority voting for combnation transations w/ Shareholder that purchases more than a specified trigger of shares

· Combining classified board (3 classes) with poison pill is a good defense

· Means at minimum it takes acquirer 1 year and 1 day to win proxy

· Factors to consider in determining if the defensive tact is reasonable in relation to the threat posed

· From Unocal
· Inadequacy of the price offered

· Nature and timing of the offer

· Questions of illegality

· The impact on constituencies besides shareholders (creditors, customers, employees, perhaps even the community generally)

· The risk of nonconsummation

· The quality of securities being offered in the exchange

· The basic stockholder interests at stake, including those of short term speculators, whose actions may have fueled the coercive aspect of the offer at the expense of the long term investor

· This one is not controlling

· From Time
· “The fiduciary duty to manage a corporate enterprise includes the selection of a time frame for achievement of corporate goals”

· “Directors are not obliged to abandon a deliberately conceived corporate plan for a short-term shareholder profit unless there is clearly no basis to sustain the corporate strategy”

· Response was reasonably related to the threat because “Time’s responsive action to Paramount’s tender offer was not aimed at cramming down on its shareholders a management-sponsored alternative, but rather had as its goal the carrying forward of a pre-existing transaction in an altered form.”
· “The revised agreement and its accompanying safety devices did not preclude Paramount from making an offer for the combined Time warner company or from changing the conditions so as to not make the offer dependent upon the nullification of the time warner agreement.”
· “Thus, the response was proportionate.”
Deal Protection Devices

· Friendly mergers almost always have deal protection devices

· Would be called hostile takeover defenses if there was a hostile bidder

· But when put in place may not be a hostile bidder

· Acquirer likes these because

· Makes it more likely they win

· And may give them money if they lose

· Target might want them because

· Gives them more certainty

· Possible the acquirer won’t agree otherwise

· Possibly because they want that bid to succeed

· Since acquirer will keep them on as managers or hire them as consultants

· Examples

· Best efforts clause

· Requires each party to use its best effort to get the deal done

· Requires each party to recommend deal to shareholders and use best efforts to obtain shareholder approval

· No shop clause

· Forbids the target from soliciting other bids

· May also forbid the target from negotiating with other bids (no negotiation clause)

· May also forbid target from providing information to other bidders (no talk clause)

· These were often held as in violations of Unocal and Revlon
· So modern no shop/no talk clauses says the clause only applies when consistent with fiduciary duty (the fiduciary duty out)

· Termination fee

· Requires target to pay the acquirer some amount in case the deal is not consummated by a specific drop dead date 

· There because bidding has high costs in terms of management time/opportunity costs, legal time, hiring bankers etc.

· Lockups

· Broadly defined as any arrangement by which the target corporation gives the favored bidder a competitive advantage over other bidders

· Stock lockup option: Target gives bidder an option to buy some specified percentage of authorized but unissued (or treasury) shares

· Saw this in QVC

· Asset lockup option: Target gives bidder an option to buy a crown jewel asset (at a discount)

· Saw this in Revlon

Revlon Test

· Meet Revlon->BJR

· Fail Revlon->Entire Fairness

· Also enhanced scrutiny. Am thinking about it as a modification to Unocal’s second prong.

· Anti-takeover measures raise the possibility the board is acting primarily in it’s own interests, so “potential for conflict places upon the directors the burden of proving that they had reasonable grounds for believing there was a danger to corporate policy and effectiveness, a burden satisfied by a showing of good faith reasonable investigation.”

· And the responsive action must be reasonable in relation to the threat posed.

· 13D filing (announcing another company has a good chunk of target’s stock, leading to market seeing the target as “in play” doesn’t trigger Revlon. Lyondell
· Only decisions of Target company trigger Revlon, not decisions by other company, and not inaction by the target

· Also, if you don’t sign the deal, Revlon won’t trigger. 

· 3 triggers (just need 1) (can’t be triggered by inaction, eg. a two stage tender offer with terribly low price, and directors do nothing, could give rise to waste claim)

· “When a corporation initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear break-up of the company” Time
· This is typically friendly, eg. contact an auctioneer to put the company up for auction

· Approaching another company about a strategic merger isn’t putting itself on the auction block

· What isn’t enough: Time
· That after the merger of Time with Warner, Warner shareholders would own 62% of the combined company

· That Time’s directors made statements that the market might perceive the merger as putting Time up for sale

· These weren’t enough to Conclude that Time’s board made the dissolution or breakup of the corporate entity inevitable.

· Court declines to extend Revlon’s application to corporate transactions simply because they might be construed as putting a corporation either “in play” or “up for sale”
· In response to a hostile bid, management abandons its long term plans in order to sell itself or bust up the company. Time
· So prior strategy is important

· If Time had decided to merge with Warner in order to fend off a hostile takeover, that would trigger Revlon

· But Time had a preexisting strategy to merge with Warner that predated the Paramount hostile offer. So no Revlon duties in Time
· This is what happened in Revlon
· Sale of company is inevitable
· If Board’s reaction is only defensive tactics and not an abandonment of the corporation’s continued existence, then Revlon duties aren’t triggered, and Unocal duties attach

· Change of control (can happen in friendly or hostile). QVC.
· Revlon duties apply if it’s the last chance for a control premium

· This is the case when moving from a fluid aggregation to a controlling shareholder

· What if target already has a controlling shareholder?

· Unclear, haven’t had cases

· But could argue should be no change of control so no Revlon duties because they already lost the chance for a control premium, someone already has control

· And the other reason for caring about change of control, loss ofvoting rights once there’s a controlling shareholder, also already has happened

· Voting is likely to become a formality, and they could be cashed out

· No more chance of a hostile takeover, so couldn’t get a control premium

· Not likely a majority shareholder would ensure a control premium for all shareholders as opposed to just selling their shares alone

· Or consideration is cash (when the target was owned by a fluid aggregation of shareholders) (even if the acquirer is owned by an fluid aggregation too)

· Since lose chance for control premium in the future (courts ignore that you could just buy the shares and thus have a chance at a control premium again)

· Need not be 100% cash, have some examples with less (optional?)

· If 100% cash you get Revlon duties
· If 100% shares you get Revlon duties only if there’s a controlling shareholder
· What if it’s cash + stock without a controlling shareholder?
· Three cases—acquiring company lacks a controlling shareholder in each
· In re Lukens (Del Ch 1999), about 62% cash, rest stock. Revlon applies
· In re Santa Fe Pacific Corp (Del 1995) , about 33% cash, rest stock. Revlon applies
· In re Smurfit-Stone (Del Ch 2011): 50% cash, rest stock, triggers Revlon.
· Duties if Revlon applies (in which case Unocal doesn’t)
· “There is only one Revlon duty—to “get the best price for the stockholders at a sale of the company.” Lyondell
· “There are no legally prescribed steps that directors must follow to satisfy their Revlon duties.” Lyondell
· Things the board can look to in trying to secure the transaction offering the best value reasonably available to the shareholders. QVC
· Board can consider more than the price, can look at “the future value of a strategic alliance”

· Other factors the board can look at

· The offer’s fairness and feasibility

· The proposed or actual financing

· The consequences of that financing

· Questions of illegality

· The risk of non-consummation

· The bidder’s identity

· Prior background and other business venture experiences

· The bidder’s business plans for the corporation and their effects on stockholder interests.

· Limits the threats the board can point to

· In Unocal could point to long term corporate plans

· Once in Revlon territory, can’t say that anymore, can only look to short term: the best price right now for shareholders

· But could still justify a poison pill (at least against one bidder) when there’s a two stage coercive tender offer
· Still have a duty to protect all shareholders

· And some will get a bad price in the second stage

· If stock is being used as consideration

· Then long term plans of the acquirer/long term value of the company created after the acquisition might be relevant because it affects the value the stockholder gets

· Eg. comparing two offers where both are paying in stock

· Even though you could just sell the stock, so could argue only the market price of the stock should matter

· Duties not to do something (mostly hostile, but friendly too)

· Eg. in a hostile bidder might favor a white knight bidder via defensive tactics

· Not per se void, but can only use these if they are there to get best value for shareholders
· Eg. Termination fees can induce another bidder (bidding is expensive), thus making the original bidder have to pay much closer to their willingness to pay

· “Favoritism for a white knight to the total exclusion of a hostile bidder might be justifiable when the latter’s offer adversely affects shareholder interests, but when bidders make relatively similar offers, or dissolution of the company becomes inevitable, the directors cannot fulfill their enhanced Unocal duties by playing favorites with the controlling factions.”

· Affirmative duties

· The directors have the burden of proving that they were adequately informed and acted reasonably. QVC
· Only has to be a reasonable decision, not a perfect one.

· “The duty of the board had thus changed from the preservation of Revlon as a corporate entity to the maximization of the company’s value at a sale for the stockholders’ benefit.” Revlon
· “Directors’ role changed from defenders of the corporate bastion to auctioneers charged with getting the best price for the stockholders at a sale of the company.” Revlon
· So can’t argue anymore than if the stockholders just give you more time then you can make the company worth more than the offer price so the price is inadequate

· Have to get the best price today rather than arguing the price is inadequate.

· Concern for other stakeholders
·  “Concern for non-stockholder interests is inappropriate when an auction among active bidders is in progress, and the object no longer is to protect or maintain the corporate enterprise but to sell it to the highest bidder.” Revlon
· Any contractual and good faith obligations to the noteholders are limited to the principles that “one may not interfere with contractual relationships by improper actions” Revlon
· Ways to meet Revlon duties
· “No single blueprint” the company must follow to comply with their Revlon duties. QVC.

· Just need to connect what directors did with getting the highest price possible

· Eg. Agreeing when there’s a time constraint might mean the choice was between a good offer and no offers at all

· Likewise, termination fee, lockup etc can bring in more bidders

· Hire an investment bank, have them set up a neutral auction where highest bidder wins

· For change of control specifically

· “Once control has shifted, the current paramount stockholders will have no leverage in the future to demand another control premium. As a result, the Paramount stockholders are entitled to receive, and should receive, a control premium and/or protective devices of significant value. There being no such protective provisions in the Viacom-Paramount transaction, the Paramount directions had an obligation to take the maximum advantage of the current opportunity to realize for the stockholders the best value reasonable available.” QVC
· Protective devices refer to means of protecting minority shareholders in the new company from the majority shareholder

· Remedy if Revlon is violated, if merger already happened?
· No court will undo merger

· Damages?

· In friendly situation, Revlon sounds a lot like duty of care (holding auction, market check, impeccable knowledge of the market)

· So 102b7 problems?

· In hostile takeover, Revlon is about not favoring one bid over another

· Sounds like loyalty

· And seems like it would be hard to show bad faith in not complying with Revlon
· Revlon itself is hard enough to show you violated

· And bad faith to not comply with Revlon is even harder, after all there is no single blueprint

· “There are no legally prescribed steps that directors must follow to satisfy their Revlon duties. Thus, the directors’ failure to take any specific steps during the sale process could not have demonstrated a conscious disregard of their duties.” Lyondell
· “Only if they knowingly and completely failed to undertake their responsibilities would they breach their duty of loyalty” Lyondell
· So when there’s a 102b7 clause, it’s really hard to get damages for not complying with Revlon
· Argument (in Lyondell) that the board has complied with Revlon duties: Board here only has 24 hours before the bidder pulls out, knows the market well and doesn’t think there are other bidders, and investment bank says it’s a great deal

· In Lyondell was no duty of loyalty breach by failing to act in good faith

· Even though no market check, approved deal in just an hour

American Law Institute’s approach:

§ 6.02 Action of Directors That Has the Foreseeable Effect of Blocking Unsolicited Tender Offers

·  (a) The board of directors may take an action that has the foreseeable effect of blocking an unsolicited tender offer [§ 1.39], if the action is a reasonable response to the offer.
· (b) In considering whether its action is a reasonable response to the offer:
· (1) The board may take into account all factors relevant to the best interests of the corporation and shareholders, including, among other things, questions of legality and whether the offer, if successful, would threaten the corporation's essential economic prospects; and
· (2) The board may, in addition to the analysis under § 6.02(b)(1), have regard for interests or groups (other than shareholders) with respect to which the corporation has a legitimate concern if to do so would not significantly disfavor the long-term interests of shareholders.
· (c) A person who challenges an action of the board on the ground that it fails to satisfy the standards of Subsection (a) has the burden of proof that the board's action is an unreasonable response to the offer.
· (d) An action that does not meet the standards of Subsection (a) may be enjoined or set aside, but directors who authorize such an action are not subject to liability for damages if their conduct meets the standard of the business judgment rule [§ 4.01(c)].
Blasius Test (for interference with shareholder voting, can be triggered outside of hostile takeovers, eg. shareholders are planning on voting directors out anyway)

· Fail Blasius means go to Entire Fairness
· Pass Blasius means go to BJR
· “A decision by the board…for the primary purpose of preventing the effectiveness of a shareholder vote involves the question of who, as between the principal and the agent has authority with respect to a matter of internal corporate governance…This is not, in my opinion, a question that a court may leave to the agent finally to decide so long as he does so honestly and competently.” Blasius
· Board must carry the “heavy burden” of showing a “compelling justification” for conduct that interferes with shareholder voting. Blasius.
· “The shareholder franchise is the ideological underpinning upon which the legitimacy of directorial power rests.” Blasius.
· What counts as interference with a shareholder vote?

· This is a fact question, have to look to primary purpose

· Delaying the shareholder vote
· Expanding a board to block the shareholder vote
· Happened in Blasius
· Implementing a classified board when the primariy purpose is to interfere with the ability of shareholders to elect a new board
· What doesn’t count as interference with a shareholder vote? (thus doesn’t trigger Blasius at all)
· Delay board meeting by a month because there’s going to be a hurricane where the board meeting is.
· Would be a factual question, still have to show that’s the primary purpose
· Implement staggered board not to stop a takeover but with the purpose of allowing directors to become more invested in the company and build up expertise. 
· So do longer than 1 year terms, but rather than all up at once you do staggered so shareholders have some opportunity to do feedback every year
· Of course, if this is in the middle of a hostile takeover attempt, it’s likely that the court won’t buy your excuse. 
· Is there any case where interfering with shareholder voting is justified?

· Blasius is very stringent, higher than Unocal standard
· aBut maybe could imagine it in the case of a coercive two stage tender offer or where shareholders are confused
· In every Delaware case except one where the company tried to meet the Blasius test, the court struck down the interference with shareholder voting

· The one exception:
· There was a tender offer, the Board wanted to give the shareholders more time to think about it and more time for the Board to make their case
· So board delayed the annual meeting by some number of weeks
· Justification was that shareholders were confused and needed more time. 
· Policy: why the higher standard here?
· One of the mechanisms by which the shareholders can control the directors is shareholder voting
· If directors can interfere with this weakens that mechanism. 
· Meet Blasius->BJR

· Fail Blasius->Entire Fairness

Poison Pills

· Regular redeemable flip in pill upheld in Revlon.

· Articles of incorporation typically allow the board to give out rights like this without shareholder approval.

· Economically the same impact as selective repurchase tender offer

· Cheap as long as trigger isn’t crossed

· And no one will cross the trigger

· Since whoever triggers it (And their affiliates or associates) won’t get the rights the other shareholders will, so their stock gets dilued.

· Dividends can be anything of value

· In a poison pill the Board authorizes a dividend of an intangible right

· Attaches to all outstanding shares

· These rights trade as separate securities from the stock (after some trigger, initially can’t be traded separately from common stock)

· Flip over poison pill was the early type (outdated)

· Upheld against a Unocal based challenge by Moran v. Household International (Del 1985)

· Court claimed the pill allowed the target Board to prevent coercive offers and to ensure that if the company were to be sold, an acution or bidding process could be initiated so that shareholders would obtain the highest possible price for their shares.

· Trigger:

· Usually triggered by shareholder (the acquirer) obtaining over a specified amount of target company stock (eg. 20%)or upon the announcement of a tender offer for more than a specified amount of stock (eg. 30%)

· Available to all shareholders except the acquirer

· Gives the shareholder the right to buy stock or notes of the acquirer at an (often extreme) discount upon a 2nd stage squeeze out merger

· Target board can bind the acquirering board to sell something at a discount, because in a merger, the acquirer acquires all the assets and liabilities (eg. obligations) of the target company

· And target board can’t just dismantle it

· Redeemable, but usually have to be redeemed before acquisition

· Easy to defeat

· Just don’t do the second stage squeezeout merger
· Leave it as a subsidiary or an asset acquisition
· Flip in Poison pill

· Trigger: typically someone acquiring 15% of the stock
· Redemeption provision—target board can redeem the rights
· Sometimes also have a sunset provision (rare), they expire after a certain time

· Eg. if the threat is the tender offer is too brief and you want your shareholders to have another week, could do a sunset provision of a week

· Shareholders besides the one who crossed the trigger can buy shares/notes from target company at a discount
· Effective is severe dilution
· This is the most effective defensive tactic
· Don’t need shareholder vote

· No tax consequences

· No effect on earnings

· Not a public offering (it’s a stock dividend)

· Not a stock redemption

· Very cheap since threat won’t actually occur
· Most pills are redeemable

· Some are non-redeemable after the triggering event
· Redemption provision lets board redeem the rights at a nominal price at any time prior to the right being exercised
· Common tactic to get rid of a redeemable pill is to buy close to the trigger, do a proxy contest to change the board, then get them to redeem the poison pill
· This is how hostile takevers work in practice now
· Combination tender offer and proxy contest
· Need the proxy contest to get rid of the poison pill

· And need the tender offer, which is made conditional on the acquirer’s candidates getting elected to the board and them eliminating the board

· Tender offers promises giving a large premium to the shareholders, this gets the attention of the shareholders

· Dead hand pill

· Only those directors who installed the pill can remove it

· So a proxy contest couldn’t redeem it

· Carmody v. Toll Brothers (Del. Ch. 1998) (dead hand pills likely invalid)

· Pill had flip in and flip over features plus provided it could only be redeemed by those directors (or their approved successors )  who had been in office when the shareholder rights constituting the pill had become exercisable

· Court said the pill likely ran (court denied defendant’s motion to dismiss) afoul of several aspects of Delaware law

· “Absent express language in the charter, nothing in Delaware law suggests that some directors of a public corporation may be created less equal than other directors, and certainly not by unilateral board action”

· Effectively disenfranchised shareholders who wished to elect a board committed to redeeming the pill by deterring proxy contests by prospective acquirers

· And a Unocal claim

· Standard poison pills had been upheld under Unocal, but the dead hand pill was both

· Coercive because it effectively forced shareholders to reelect incumbent directors if they wished to be presented by a board entitled to exercise its full statutory powers

· Preclusive because the added deterrent effect of the dead hand provision made a takeover prohibitely expensive and effectively impossible
· No hand pill
· Not redeemable, by anyone, ever

· Banned in Delaware
· Pills have to be redeemable

· Quickturn v. Mentor (Del. 1998)
· No hand pill which prevented all members of a newly elected target board, whose majority is nominated or supported by the hostile bidder, from redeeming the rights to facilitate an acquisition by the bidder. 
· Duration was for 6 months after the new directors take office.
· Stated rationale was to let the new directors have sufficient time to learn about the company and its true value before deciding to sell, and to give stockholders sufficient time to consider alternatives.
· Invalid under DGCL 141(a)

· Which gives any newly elected board full power to manage and direct the business and affairs of a Delaware corporation
· 141(a) requires that any limitation on the board’s authority be set out in the certificate of incorporation.

· Also, the Delayed Redemption Provision violates the duty of each newly elected director to exercise his own best judgment on matters coming before the board.

· And to the extent that contract provisions purport to require a board to act or not act in such a fashion as to limit exercise of fiduciary duties, they are invalid and unenforceable.

· Some pills have sunsets
· Some pills require shareholder ratification—optional

· Some companies have voluntarily have said they will only implement the pill (eg put it into place) if the shareholders vote in favor of it

· This is not a legal requirement

· Policy:

· Proponents content pills with redemption provisions don’t deter hostile takeover bids but rather just give the target board leverage to negotiate the best possible deal for their shareholders

Hostile Takeover Cases

· Cheff v. Mathes  (Del Ch 1964) (outdated)

· No longer the standard for how a court will review defensive tactics

· Cheff is controlling shareholder (has 18.5% of shares) of Holland Furnace

· Maremont assembles an 11% block (pre Williams act so don’t have disclosure requirements)

· Repubtation as corporate takeover artists plus liquidator

· Also he wants to get rid of the large direct salesforce

· Cheff talks about buying the shares if Holland’s board doesn’t

· Holland’s board authorized repurchase of Maremont’s shares at a premium over the market price

· What are the threats they are worried about

· Have the threat to Cheff’s control

· Maremont was going to drastically change business practices

· As a shareholder, would you want the board to take away your ability to make the determination if the company’s business practices should be charged

· Had some key people quitting over the possibility that Maremont would get control of the company

· Maremont had a bad reputation

· Test the court applies

· Burden of proof: on target directors

· So not in BJR, where the burden of proof would be on plaintiffs

· Why? Because insider directors (those who get a salary eg as a officer, not the compensation as directors which doesn’t count) have a clear conflict of interest, and worry that even outside directors have some conflicts

· To show reasonable grounds to believe that a danger to corporate policy and effectivness existed
· Requires good faith and reasonable investigation
· Eg. Loyalty and care

· So this is more stringent review than BJR but not by much, though does shift burden of proof

· Defensive tactic here is to pay a premium to buy Maremont’s shares.

· This is called greenmail
· The other party, eg. Maremont here, will typically sign an agreement not to buy the company’s shares for the next 1-3 years

· One problem with this is that there’s lots of other potential people, eg. hedge funds, who could buy your shares and try to resell them to you tomorrow since they know you’ll pay a premium over the market price to prevent 

· Plaintiffs argue the sale price was unfair because it was above the prevailing market price.

· But a substantial block of stock will normally sell at a higher price than the prevailing market price because of the “control premium”

· Unreasonable to expect the corporation could avoid paying this control premium that any other buyer would have to pay. 

· DGCL 160 gives corporation the statutory power to purchase and sell shares of its own stock

· “If the actions of the board were motivated by a sincere belief that the buying out of the dissident stockholder was necessary to maintain what the board believed to be proper business practices, the board will not be held liable for such decision, even though hindsight indicates the decision was not the wisest course.”
· “If the board acted solely or primarily because of the desire to perpetutate themselves in office, the use of corporate funds for such purposes is improper.”

· Unocal v. Mesa (Del 1985) (Unocal’s defensive tactics upheld)

· Threat: Two stage coercive tender offer

· First stage in cash, $54/share, just enough to get 51%

· Second stage squeeze out merger using junk bonds (valued at $54/share, but that’s Mesa’s valuation and might be lots of uncertainty about the valuation if there’s not a liquid market)

· Court accepts argument that these are worth less than $54/share

· So coercion issue as stockholders stampede to tender to get cash

· Defensive tactic: selective repurchase tender offer (upheld)

· In theory cheap and effective compared to greenmail

· But banned now by the SEC

· 3 features

· Trigger: only occurs if acquirer passes the thresholder, here a majority

· Selective/discriminatory: tender offer doesn’t apply to Mesa, they can’t sell into Unocal’s tender offer

· Price is higher than the acquirer’s tender offer (notes allegedly worth $72/share, notes had restrictive covenants that limited certain corporate activities till the debts were paid off)

· The company’s tender offer would drain off enough value as to make the acquirer’s shares worth less than he paid for them

· Thus they’ll cancel the tender offer, and your shareholders won’t tender into acquierers’ offer anyway

· So it’s cost free

· Works because it takes some time to get control even after the acqruier’s tender offer closes

· Though with the poison pill that doesn’t matter, acquirer couldn’t stop it anyway

· In this case, Unocal caved to shareholder preference and waived the trigger for a small number of shares, so it ended up buying some. 

· Standard of review: Unocal test

· Upheld the defensive tactic

· “Unocal’s board, consisting of a majority of independent directors, act in good faith, and after reasonable investigation, found that Mesa’s tender offer was both inadequate and coercive. Under the circumstances the board had both the power and duty to oppose the bid it perceived to be harmful to the corporate enterprise.” The device Unocal used it reasonable in relation to the threat posed, and the board’s decision can be attributed to a “rational business purpose”

· Revlon v. MacAndrews (Del 1985) (Revlon’s defensive measures struck down)

· In a leveraged buyout, the buyer provides the equity

· In a management buyout, the management provides the equity

· Management prefers to sell to the white knight since they’ll often keep management on through a management buyout or will hire management for lucrative consulting positions.

· Threat:

· Pantry Pride wanted to buy Revlon, Revlon was opposed

· Pantry pride would break up Revlon

· Did an all cash all shares tender offer (to get rid of a justification for stronger defensive tactics)

· After friendly offer rejected

· Inadequate price is the threat

· This argument gets weaker as Pantry Pride keeps increasing the price

· Revlon’s board blinks, decides to find another buyer
· Defensive Tactics:

· Self Tender offer (using notes as consideration)

· Goes through with this, notes have higher value than the shares they bought

· Notes have covenants against selling assets and taking on additional debt

· Hostile tender offer was going to be debt financed and sell various parts of the company to pay it back, so this would block that, prevents merger of the debt into Revlon

· Poison Pill

· Redeemable

· Each Revlon shareholder gets a dividend of a right that lets them exhcnage a common share for a $65 Revlon note, 12% interest, one year maturity

· Rights become effective whenever anyone acquired beneficial ownership of 20% or more of Revlon’s shares

· Unless the purchaser acquired all the company’s stock for cash at $65/share or more

· Rights would not be available to the acquirer.

· Prior to that 20% trigger, the Revlon board could redeem the rights for 10 cents each

· Forstman Condition – lockup ($100-$175m undervalued)

· Gives the right to the favored bidder to buy something at a discount, so this favors Forstman

· Forstman Condition – no shop clause

· Revlon can’t go out and solicit competing bids

· A variant of this is the no talk clause, agree not to give any confidential information to outside parties

· Forstman Condition – termination fee ($25m)

· If forstman doesn’t win, they get a termination free

· In exchange for the conditions above, Forstman agrees to support the value of the notes, is this a permissible consideration for management?
· Standard of Review:

· Unocal doesn’t apply, Revlon duties do instead.

· Concern for corporate constituencies here isn’t rationally related to some benefit to the stockholders.

· Poison pill

· Was reasonable

· Helped raise the bids, and eventually became moot, since said they’d redeem it to facilitate the merger with Forstman or any more favorable offer

· And all bids surpassed that level

· Self tender

· Power is clear under DGCL 160

· This was fine, board concluded in good faith and on informed basis that the $47.5 tender was inadequate

· Lockup

· Not per se illegal

· Can entice other bidders to enter the contest, creating an auction that maximizes shareholder profit

· But the lockup here destroyed bidding instead of fostering it

· Forstman was already in the contest on a preferred basis

· Board’s emphasis on shoring up the sagging market value of the Notes in the face of threatened litigation by the note holders is inconsistent with the changed concept of director’s responsibilities.

· Primary responsibility at this stage was to equity owners.

· By entering “into the auction-ending lock-up agreement with Forstmann on the basis of impermissible considerations at the expnse of the shareholders”, the “directors breached their primary duty of loyalty to the shareholders.

· Lockup agreement was unreasonable in relation to the threat posed

· No-shop provision

· No per-se illegal, but is impermissible under the Unocal standards when a board’s primary duty becomes that of an auctioneer responsible for selling the company to the highest bidder.

· “The agreement to negotiate only with Forstman ended rather than intensified the board’s involvement in the bidding contest.”

· Forstman already had negotiating advantages

· Cancellation fee also struck down here

· Board not entitled to BJR protection

· Paramount v. Time (Del 1989) (Revlon doesn’t apply)

· Time wanted to buy Warner in stock for stock merger

· Then time adopted defensive tactics/deal protection devices

· Automatic share exchange agreement that either could trigger

· This is a defensive tactic because it would increase the number of shares out there, so a hostile bidder would have to pay more and it puts shares in the hands of people who are against the hostile offer

· Time paid for “confidence” letters from various banks it did business with, in which the banks promised not to finance any third party attempts to buy Time

· Time agreed to a no-shop clause, preventing Time from considering any other consolidation proposal, regardless of its merits

· Paramount then makes an all share all cash tender offer, contingent on Time terminating the merger and stock exchange agreement with Warner

· Time saw the offer as inadequate and thought it would destroy the “Time Culture”

· Restructed the merger with Warner into an outright cash and securities acquisition of Warner

· Pac-Man defense

· Plus denies time shareholders (maybe) the defense to vote on the merger

· Defensive tactics/deal protection devices upheld
· Revlon doesn’t apply
· Board member’s saying the Warner merger might be seen as effectively putting Time up for sale in effect isn’t enough

· Even though Warner shareholders end up owning 62% of the combined company

· And even though plaintiffs argue the deal protection devices prevent shareholders from getting a control premium in the immediate future

· Initial merger gets BJR protection
· Unocal duties does apply to the revised Time Warner agreement
· Was defense motivated

· Threats:

· Inadequate value

· Threat to corporate policy and effectiveness because

· 11th hour offer by Paramount

· Conditions on the Paramount deal created uncertainty

· Timing of Paramount offer was arguably designed to upset or confuse the Time shareholder vote

· Response was proportional/reasonable, so BJR applies

· Wasn’t aimed at cramming down on the shareholdres a management sponsored alternative

· Goal was carrying forward a preexisting transaction in altered form

· Didn’t preclude Paramount form making an offer for the Combined Time Warner

· Paramount v. QVC (Del 1994)

· Viacom wants to do a stock for stock merger with paramount, Paramount would survive.

· Viacom has a majority shareholder (and would still have one after the merger)

· Paramount pre merger is owned by a fluid aggregation

· QVC shows up with a hostile two stage coercive tender offer for Paramount

· And Viacom also does a two stage coercive tender offer.

· Court doesn’t really focus on the poison pill

· Three key defensive measures

· No-Shop Clause with a fiduciary duty out

· This means they won’t give any information unless their fiduciary duty requires it

· Also a financing requirement, won’t talk to anyone if they don’t have firm financing

· $100m termination Fee

· Stock Lock-Up

· Viacom has the option to buy 19.9% shares of paramount at this fixed price of $69/share

· This starts out not being worth much, but becomes very valuable as the bids go up

· So if Viacom doesn’t win it’s get a really big consolation prize as the price rises

· And this money comes from either the Paramount shareholders or the price that QVC pays, either way hurts the Paramount shareholders.

· Standard of review:

· Revlon
· First two triggers don’t apply, but the change of control one does.

· Paramount kept the defensive measures even though QVC’s higher offer gave them a lot of leverage in negotiating with Viacom

· Defensive tactics enjoined
· Paramount’s conduct wasn’t reasonable

· Should’ve reconsidered negotiating with QVC, they didn’t because of their unformed belief that the QVC offer was illusory.

· Director’s process wasn’t reasonable

· Board gave insufficient attention to the potential consequences of the defensive measures demanded by Viacom.

· Including the Stock Option Agreement, the No Shop, and the Termination Fee

· Paramount Board had the opportunity, when the agreement with Viacom was being renegotiated to modify these measures and improve the economic terms

· Should’ve been clear that the Stock Option Agreement, coupled with the Termination Fee and No Shop, were impeding the realization of the best value reasonably available to the Paramount stockholders.

· Board made no effort to eliminate or modify these provisions.

· Result achieved for the shareholders wasn’t reasonable

· To the extent contract provisions “are inconsistent with [fiduciary] duties, they are invalid and unenforceable.”
· Unitrin v. American General (Del 1995)

· Upheld a defensive repurchase of shares.

· Defensive measure approved by an independent board is permissible if it is not “draconian’ which means that it is not ‘coercive or preclusive.”

· Board has discretion to pick a defensive measure from within the “range of reasonableness” 

· If they do so, plaintiff can’t argue another measure would’ve been better

· Court said shareholders here were not foreclosed from receiving a control premium in the future

· Lyondell v. Ryan (Del 2009)

· Basell 13D revealed it had rights to about 9% of Lyondall’s stock

· Market sense that Lyondell was “in play”

· Lyondell board takes a wait and see approach for the next too months

· No affirmative steps to assess market interest, no market check

· Lyondell eventually negotiates a $48/share cash price—considered a great price

· Merger approved quickly

· No post-signing market check

· No shop clause with fiduciary duty out

· $400m termination Fee

· 13D filing doesn’t trigger Revlon

· Only decisions of Target company trigger Revlon, not decisions by other company, and not inaction by the target

· Cash out nature of the deal triggers Revlon

· Though if they never sign the deal then Revlon wouldn’t apply

· Plaintiff sues for damages based off of lack of good faith by board in approving the merger (not care because of 102b7)

· And seems like it would be hard to show bad faith in not complying with Revlon

· Revlon itself is hard enough to show you violated

· And bad faith to not comply with Revlon is even harder, after all there is no single blueprint

· So when there’s a 102b7 clause, it’s really hard to get damages for not complying with Revlon

· No breach, directors acted in good faith

· Facts that support judgment for Lyondell

· Directors were active, sophisticated, and generally aware of the value of the company and the market conditions

· Directors has reason to believe no other bidders would emerge given the price

· Had negotiated the price up from $40 to $48 a share, a price that their financial advisors thought was fair

· No other acquirer expressed interest in the four months between the merger announcement and the stockholder vote.

· Bad faith includes (citing Disney)

· Subjective bad faith: fiduciary conduct motivated by an actual intent to do harm

· Bad faith intentional dereliction of duty: a conscious disregard for one’s responsibilities

· Bad faith does not include fiduciary action taken solely by reason of gross negligence and without any malevolent intent

· That on it’s own, even combined with failure to inform one’s self of available material facts, cannot constitute bad faith.

· Omnicare v. NCS (Del 2003)

· NCS is financially distressed, near bankruptcy

· So stock worth almost nothing

· Needs cash to pay creditors

· Omnicare offers to buy all their assets in a bankruptcy, equity would get nothing

· Genesis then says they’ll merge with NCS

· NCS’s stockholder will get some value

· Omnicare raises price

· Genesis raises price but insists deal is done fast

· And insists of deal protection devices

· Termination fee, $6m

· Sec 251c provision (submit Genesis deal to a shareholder vote even if the board withdrew recommendation)

· This provision was repealed in 2003. 

· But when it existed, the board could bind itself to bring the merger agreement to a shareholder vote.

· No effective fiduciary out clause

· No Shop Clause

· Shareholder Lockup
· Two of NCS’ directors control a majority of the voting power (have super voting stock)

· They sign a contract promising to vote for the merger

· And not to transfer their shares prior to vote

· Couldn’t just sell shares to Genesis, they’d covert to normal voting shares when sold

· So 251c+shareholder lockup means the merger will be agreed to for sure

· So might hurt shareholders if a better bid comes along

· Though if didn’t commit might not get an Genesis bid at all, and then there’d be no reason for Omnicare to raise their price.

· Omnicare comes along with a better bid than NCS’s

· Unocal applies
· “Defensive devices adopted by the board to protect the original merger transaction must withstand enhanced judicial scrutiny under the Unocal standard of review, even when that merger transaction does not result in a change of control.”

· Do this because conflicts arise when a board acts to prevent stockholders from effectively exercising their right to vote contrary to the will of the board

· This 251c provision+shareholder lockup+no effective fiduciary out was both preclusive and coercive
· They made it “mathematically impossible” “realistically unattainable” for the Omnicare transaction or any other proposal to succeed, no matter how superior.

· So the deal protection devices are unenforceable.

· Blasius v. Atlas (Del Ch 1988)

· Blasius owns 9% of Atlas

· Atlas has a 7 member staggered board

· Corporate charter sets maximum number of board members at 15, but bylaws set it at 7

· Blasius wants to restructure the company and have it pay out large amounts of dividends

· Blasius puts out a bylaw amendment

· Would expand board to 15

· And elect 8 named persons to the board

· So Atlas was stupid to have less than a majority of possible seats filled

· This isn’t a proxy, but rather a consent that Blasius mails to shareholders

· Shareholders can change bylaws by majority vote without board agreement

· DGCL 109(a)

· But if Articles allow it (And almost all do) board can also unilaterally change bylaws

· DGCL 109(a)

· Atlas board holds emergency meeting

· Expands board to 9 and adds 2 more members

· Thus interferes with ability of the shareholders to vote
· If there wasn’t an intent to interfere with shareholder voting, this would be judged by BJR

· (Optional) DGCL 228(a): “Unless otherwise provided in the certificate of incorporation…any action which may be taken at any annual or special meeting of such stockholders, may be taken without a meeting, without prior notice and without a vote, if a consent or consents in writing, setting forth the action so taken, shall be signed by the holders of outstanding stock having not less than the minimum number of votes that would be necessary to authorize or take such action at a meeting [of the shareholders].”
·  Holding: Board’s action violates duty of loyalty (even though they acted in good faith)

· Should’ve done something like expend corporate funds to inform shareholders why the Blasius plan was bad

· Principal motivation in expanding and filling the board was to interfere with the shareholder vote. 

· If this impact was merely incidental, very unlikely the action would be struck down.

· This is a fact question
· Hilton Hotels v. ITT Corp. (D. Nev. 1997)
· Applying the Unocal standard, the court determined

· that the sole threat to corporate policy and

· effectiveness was that of price inadequacy—i.e.,

· Hilton’s $70 bid was allegedly too low.

· • Applying the proportionality prong of the Unocal

· standard the court determined that the installation of

· a classified board was preclusive.

· • The court further determined that the classified board

· disenfranchised ITT’s shareholders without a

· compelling justification for doing so and, accordingly,

· violated Blasius.
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